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Intergenerational Equity 
Ian McDonald   

he projected ageing of the Australian population has led to fears that a huge 
increase in the burden of caring for older people will have unreasonable 
adverse effects on future living standards.  These fears are often expressed 

in terms of ageing having bad implications for inter-generational equity.  This 
paper discusses the principles involved in defining and interpreting inter-
generational equity, with an orientation towards issues raised by the ageing 
population.   

Inter-generational equity is restricted for the purposes of this paper to be an 
equitable distribution of economic wellbeing between generations.  Economic 
wellbeing, often called utility by economists, is primarily determined by the level 
of consumption of goods and services per person.  Other factors such as 
environmental protection, hours and effort of work and lower rates of 
unemployment will also affect economic wellbeing.  However, in this paper the 
focus is on consumption with some comment on the disutility of work.  Omitting 
the other influences does not affect the arguments put forward here, but should be 
borne in mind in interpreting the analysis.  Both privately-financed consumption 
and government-financed consumption, such as consumption of government-
financed health services, are included.   

The plan of the paper is as follows.  It begins with a brief discussion of the 
complications for making inter-generational comparisons of wellbeing that arise 
from the structure of over-lapping generations and variable life-lengths that 
characterises the population.  Evidence on the distribution of inter-generational 
wellbeing in Australia is then presented as a background to the subsequent 
theoretical discussion, which looks at the concept of intergenerational equity using 
the Ramsey model.  The paper concludes with a discussion of some implications 
of inter-generational equity for long-term fiscal policy.   

Comparisons of Intergenerational Wellbeing 

In comparing the wellbeing of different generations, a considerable degree of 
complexity arises because at any point in time the population is comprised of a 
number of over-lapping generations.  Furthermore, within any generation people 
will live for different lengths of time.   

The wellbeing of an individual can be defined as lifetime wellbeing.  Many 
economists would support this approach because it avoids, in some instances, 
misleading inferences.  For example, the low income of an undergraduate medical 
student could be falsely interpreted as poverty if the high income in later years as a 
qualified medical practitioner is ignored.   
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However, definition of the lifetime wellbeing of particular individuals can be 
problematical because of variations in individual life-lengths.  Should an 
individual with a longer expected life and a low level of consumption per period 
be considered as well off as one with a shorter expected life and a high level of 
consumption per period?  

For older people the general view is to regard wellbeing on a per period basis 
rather than a lifetime basis.  Government support, such as the pension and health 
subsidies, continues for as long as people live.  Government policy sets the 
pension in per period terms, currently at 26 per cent of average weekly earnings.  
Eligibility for health support is influenced more by an individual’s health status 
than purely by age.  So the longer-lived receive more lifetime consumption.   

By considering consumption per period rather than life-time consumption one 
takes into account the variability of life length and accepts the position that the 
longer a person’s life the greater should be their life-time consumption. 

Government support until death can be classified as a ‘mortality-contingent 
claim’.  To some extent, the mortality-contingent nature of government benefits 
offers some insurance against ‘longevity risk’.  Survival implies the need for 
consumption in the surviving years, consumption that is extra to that needed by 
someone who dies at a younger age.  However, Philipson and Becker (1998) 
criticise the mortality-contingent claim nature of government subsidies to the old 
because these claims may induce people to choose lives of excessive length and 
low quality per period.  

In what follows, the focus is on wellbeing based on consumption per period.  
The lifetime dimension is captured partly by considering relative levels of 
wellbeing by age at a point in time, especially comparing the relative levels of 
consumption of older and young people, and partly by considering how 
consumption of people in given age groups changes over time.   

The Wellbeing of Older People 

In this section evidence about the wellbeing of older people in Australia at the 
current time and in the past, and projections of the wellbeing of older people in the 
future, are discussed.  Then, on the basis of these patterns of wellbeing of older 
people, the question whether people in Australia are saving too little is addressed. 

Current wellbeing of older people 

Relative levels of total consumption, that is private plus government, by age for 
Australia suggest that older people enjoy substantial levels of consumption.   

First consider the estimates for private consumption, which is consumption 
financed privately including from government pension payments, in Figure 1.  
People in the age groups 65 years and over consume 76 per cent of the level of 
consumption of those in the 25 to 64 year age group.  The US has a similar 
relativity between young and old, see Kotlikoff, Spivak and Summers (1982). 
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The estimates for private consumption in Figure 1 were obtained by 
manipulating data from the Household Expenditure Survey (HES) to allocate 
consumption between children and adults.  In these manipulations, a child is 
assumed to consume half that of a younger adult. 

 

Figure 1:  1998-99 Consumption by Age, Australia
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In view of the low incomes of older people, this relativity may appear 

surprisingly high.  The government pension in Australia, the major income support 
for older people in general, is only 26 per cent of average weekly earnings.  Given 
this, how can older people finance such a large consumption flow relative to 
younger adults of working age?  The main reason is that, compared with younger 
adults, older people pay very small amounts of income tax and essentially no 
superannuation, mortgage payments and expenditures on children.  From 
manipulating the 1998-99 HES, for adults aged 35-44 years, from their income of 
$560, payments of $17 for superannuation, $25 for mortgage, $121 for income 
tax, and $119 for expenditures on children, a total of $281, leave $279.  For those 
aged 65 years and over, whose incomes are $235, these four items of payment 
account for only $20 in total, leaving $215.  Thus an income ratio of old to young 
of 0.42 increases to a ratio of 0.77 after these four payment items are deducted. 

Earlier HES surveys suggest that this pattern of the relative levels of private 
consumption by age has changed little in Australia over time.  In the future, when 
superannuation income from the assets accumulated because of the superannuation 
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guarantee levy kicks in, there will be some increase in the income of older people 
relative to younger adults and thus higher relative levels of private consumption 
by older people.   

The data in the HES does not include the value of housing services consumed 
by owner-occupiers.  However, given that both old and young consume such 
housing services, this exclusion does not affect significantly the point being made. 

Second, government consumption expenditures, that is government-financed 
expenditures on education and health, by age are relatively high for children and 
older people but with older people getting considerably more than children, see 
Figure 1 (the data on government consumption expenditure by age in Figure 1 are 
described in more detail in Guest and McDonald, 2002).  Education accounts for 
the high government expenditures on children, with health playing a secondary but 
important role, whilst for older people it is health expenditures that are important.  
Government health expenditures increase substantially with age for people 65 
years and over, indeed for those aged 75 years and over, government health 
expenditures are almost double those of people aged 70 to 74 years. 

In addition to the high government-financed health expenditures on older 
people, there are also substantial payments to older people through the old age 
pension.  Thus the redistribution through government from young adults to older 
adults is substantial.  The much greater income tax payments by young adults 
relative to older adults reflects this substantial redistribution. 

What can be inferred from the empirical analysis above about the relative 
well being of young and old in Australia?  Although total consumption per person 
by older people is greater than for younger adults, one cannot infer that older 
people have higher levels of well being.  The greater consumption expenditures on 
older people reflect their lower health status.  Older people need greater levels of 
consumption, especially health expenditures, to reach the same level of wellbeing. 

However, allowances are needed for non-material determinants of wellbeing.  
Travers and Richardson (1993) have an extensive discussion and analysis of the 
influence of these factors.  For older people, leisure is particularly important.  
Travis and Richardson (1993:39) show that allowing for leisure reduces the 
number of older people in the bottom quintile of the distribution substantially.   

Happiness surveys support the idea that the old enjoy reasonable levels of 
wellbeing.  These surveys are now well established throughout the world, see Frey 
and Stutzer (2002) for a recent survey.  They ask people about their satisfaction 
with life.  In general the finding is that the relation of happiness to age is U-
shaped, with people in their 30 to 40 years the least happy of all age groups.   

In conclusion, the considerable redistribution to the old in Australia at the 
current time makes an important contribution to their wellbeing and as a result 
leaves older people at comparable levels of wellbeing to younger people.   

Future living standards 

There appears to be widespread concern that the projected increase in the 
proportion of older people will jeopardise living standards in the future.  It is not 
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uncommon to see statements that living standards will actually fall in the future 
because of the increasing burden of older people to support.   

To think about the future possibilities for living standards, it helps to assume 
that private consumption and public consumption remain fixed at their current 
relative amounts, at the relativities reported in Figure 1.  Calculated on the basis of 
this assumption, the projected path of living standards from 1999 to 2050 is 
reported in Figure 2.  The projection allows for expected demographic change 
according to a demographic projection described as ‘Base’.  Base is a continuation 
of current demographics, in particular a total fertility rate remaining at 1.75, net 
immigration remaining at 0.5 per cent of population and a continuation of the 
current trend in the improvement in life expectancy.  Under this evolution of the 
population, there will be considerable ageing, indeed the doubling of the 
proportion of aged people in the population over the next few decades.  Even so, 
as Figure 2 shows, living standards are projected to rise at an annual rate of 
growth of 1.2 per cent from 1999 to 2050 implying that in 2050 living standards 
are projected to be 84 per cent above their 1999 level. 

Because relative consumption levels are held constant in the projection 
reported in Figure 2, the increase shown applies to each age group.  Thus, for 
example, the age group that is 65 to 69 years in 2050 will be 84 per cent better off 
in 2050 than is the 65 to 69 years age group in 1999. 

The large projected increase in living standards is driven mainly by the 
assumed annual rate of increase of labour productivity of 1.4 per cent, based on an 
assumed annual rate of increase of total factor productivity of one per cent.  This 
rate of productivity growth is not an unreasonable expectation.  It is equal to 
Australia’s experience over the last 80 years.  It is comparable to other high-
income countries.  There is no compelling reason to expect a growth slowdown.  

It is also indicated in Figure 2 that the growth rate of living standards 
experienced from 1971 to 1999 was substantially higher than the projected future 
growth — 1.9 per cent relative to 1.2 per cent.  This is so even although the 
growth rate of labour productivity was no higher.  The difference partly reflects 
the difference in demographic experience.  In the previous three decades the 
Australian population was ‘younging’ in that the ratio of working age population 
to total population increased.  This gave a positive boost to the growth of GDP per 
person and, in the event, this positive boost was used by Australians to increase 
consumption.  Thus the demographic dividend from the increasing ratio of 
working age to population was taken out in consumption rather than spread to the 
future by saving more.   

 



Ian McDonald 

 

8

Figure 2:  Living Standards, Base Case, Australia,
1971 to 2050
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Source:  Guest and McDonald (2001)  

Note: The total consumption relativities by age are based on estimated rates in 1996-97, 
which differ slightly from the relativities, based on estimates for 1998-99, reported 
in Figure 1.  To have used the 1998-99 consumption relativities would have made 
no effective difference to the projected living standards. 

 
 
The projected ageing of the population has a negative effect on future living 

standards.  With no ageing and the same productivity growth, living standards are 
projected to be 107 per cent higher by 2050 compared to 1999.  But even after this 
‘loss’ of 23 per cent, there remains a net increase of 84 per cent.  Thus the effect 
on living standards of productivity growth dominates the effect of ageing. 

Other projections in Guest and McDonald (2001) show that low fertility or 
higher immigration have little impact on the size of the future increase in living 
standards.  This reflects the dominating role of increasing labour productivity.   

In addition to work hours, the disutility of work is influenced by the effort or 
disagreeableness of work.  This is not explicitly allowed for in the reported 
projections of future living standards.  However, an improvement in work 
conditions at a similar rate to that enjoyed in the past can be assumed to 
accompany the projected increase in living standards.  This is because the assumed 
rate of productivity growth is based on historical experience.  That experience was 
accompanied by a substantial improvement in work conditions.  It is reasonable to 
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expect this to continue.  Thus, if changes in the disutility of work are taken into 
account then the increase in future wellbeing will be even greater than suggested 
by the numbers reported above.   

Do people save too little? 

It is often argued that people do not save enough for their retirement (the opposite 
of the idea that there is a preference for a rising consumption profile).  This 
argument has been used by some to advocate an extension of compulsory 
superannuation.  Recently the idea of hyperbolic discounting has gained a lot of 
attention and has been used to suggest that people save too little.  Hyperbolic 
discounting refers to a tendency observed in many people to use a higher discount 
rate for outcomes in the near future than for outcomes in the more distant future.  
Thus some people would like to save more tomorrow but are not prepared to 
increase saving today.  This preference leads to permanent postponement of 
increased saving and so the increased saving never occurs.   

A tendency to undersave has been inferred from the fact that consumption 
drops when people retire.  For example, as reported above, evidence from the HES 
implies that people 65 years and over consume only 76 per cent of the 
consumption levels of younger adults.  From this some draw the inference that 
after retirement consumption becomes ‘income constrained’ because people have 
not anticipated the drop in their retirement income.  However, taking into account 
the cost of working, especially travel, clothing and food, and that the younger 
adults generally have higher lifetime incomes because of the secular increase in 
labour productivity, this suggestion of under-saving in general is not compelling.  
On the basis of US evidence, Kotlikoff, Spivak and Summers (1982) conclude: 

despite the fact that a significant proportion of the elderly have little or 
no liquid or illiquid wealth, their Social Security, pension and earnings 
stream are sufficient to finance a level of old-age consumption that is as 
large or larger than they enjoyed in their youth. 

As shown above, it is not just their pension and earnings stream but also their 
lower payments in tax, superannuation and child support that enable their 
consumption levels to be so high. 

Of course, social security and government pensions contribute to the 
apparently healthy levels of consumption by older people.  Were these not in place 
then perhaps older people would find that they had under-saved.  The expected 
large increase in tax rates in the future implied by the combination of an ageing 
population and unchanged government policy on pensions and health, as in the 
Intergenerational Report (Australian Government, 2002), for example, raises the 
possibility that working taxpayers in the future will refuse to allow government 
policy to remain ‘unchanged’ and instead cut back on the growth of outlays per 
person.  Should this be the response, then the living standards of older people will 
fall relative to younger people.  But even so, the old in the future would still be 
substantially better off than the old are today.  Calculations reported in Guest and 
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McDonald (2003) suggest that, for the base case defined above, a change in 
government policy that leaves total government outlays at their current share of 
GDP implies that the living standards of the young and the old in 2050 will be 90 
per cent and 65 per cent higher respectively than in 1999.   

How much re-distribution towards older people will be chosen in the future 
by tax-payers remains to be seen.  One may conjecture that rising living standards 
will make tax-payers more inclined to bear increased tax rates to support the old.  
The past pattern of transfers from the young to the old supports this conjecture.  
Relative to the incomes of the young, transfers to the old have grown over the last 
four decades.  Government pensions increased from 23 per cent of average weekly 
earnings in 1960 to 26 per cent in 2002 (an increase of 13 per cent) and health 
expenditures more than doubled from 2.7 per cent of GDP in 1961-62 to about six 
per cent in 2002.  Health expenditures are enjoyed disproportionately by older 
people.  This pattern suggests further increases in the future, supporting the 
conjecture that the old will share in the general increase in productivity. 

It is note-worthy that people appear to be rather malleable in their saving 
decisions.  Thaler and Bernatzi (2004) report experiments where they increase 
employee’s saving rates substantially simply by setting up a saving plan such that 
the default is to save.  Usually joining a saving plan is a deliberate act.  Thaler and 
Bernatzi reverse this by enrolling all employees in a company in a saving plan, 
‘Save More Tomorrow’, with the option of opting out.  They find this tends to 
increase saving rates from 3.5 per cent to 11.6 per cent in a little over two years.  
Thaler and Bernatzi (2004) interpret this as showing a tendency of people to 
under-save.  But maybe people are not sure what to do and would, if they studied 
the HES, or this paper, be happy with their saving rates.   

While in general it can be argued that people save adequately, there are 
significant individual differences.  Some people save too little (and some no doubt 
too much).  Kotlikoff, Spivak and Summers (1982) observe that the ‘adequacy of 
wealth accumulation rises sharply with education’ and with home-ownership.   

Achieving Intergenerational Equity 

From the discussion above, continuation of current rates of saving and 
redistribution in Australia imply that future levels of wellbeing of Australians will 
be considerably greater than current levels, even when allowance is made for the 
ageing population.  How does this implication square with the concept of inter-
generational equity?  In this section the theory of optimal economic growth is used 
to address this question.  This discussion suggests that the redistribution to older 
people in Australia today, although considerable, is below the level that would 
achieve inter-generational equity.   

Redistribution over time 

Economic analysis of the optimal or desirable outcome for intergenerational 
equity over time is based on the Ramsey model.  In the Ramsey model, a social 
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planner, the representative of the enfranchised citizen, determines consumption, 
saving and investment to maximise a social welfare function (SWF).  The social 
welfare function embodies the valuations that the social planner places on 
consumption levels enjoyed by people.   

In specifying the SWF, people can be disaggregated by various 
characteristics, which may be thought to be relevant to the decision to allocate 
consumption across people.  One such characteristic of importance when planning 
for an ageing population is consumption efficiency.  That is, the social planner 
may judge older people to be less efficient at creating wellbeing.  The fact that 
older people consume relatively large amounts of health expenditures is 
suggestive of consumption inefficiency.  How consumption efficiency is 
embodied in the SWF will affect the optimal distribution of consumption between 
young and old.  We return to this consideration in the next sub-section. 

The idea that the social planner is really the enfranchised citizen implies a 
link between what the social planner thinks is socially optimal and what 
individuals think is good for them.  As economic thinking has shown at length 
from Adam Smith onwards, there are conditions where the latter implies the 
former.  Perfect competition is one of these conditions.  But these conditions when 
violated also imply that deviations between the socially optimal outcome and the 
decentralised outcome may occur.  For example, people may be characterised by 
what Fehr and Schmitt (1999) call ‘self-centred inequity aversion’, that is they get 
enjoyment from giving to people less well-off provided other people with similar 
incomes to themselves also give.  With regard to the support of the aged, workers 
may be self-centred inequity averse in that they would contribute to pension and 
health expenditures for older people provided all workers contribute.  In a private 
market economy without government intervention to mandate contributions from 
all workers, redistribution to the aged may fall short of the level that workers, 
being self-centred inequity averse, would regard as desirable.   

In the Ramsey model the SWF takes into account the time-dimension by 
using the rate of time preference to discount wellbeing in the future back to a 
present-value equivalent today.  A positive rate of time preference implies that 
future wellbeing is ‘worth less’ in the social planner’s decision-making relative to 
current wellbeing.  For example, a rate of time preference of 3 per cent implies 
that a unit of wellbeing in 50 years time is worth only 0.228 units of current 
wellbeing.  This low weighting of future consumption by the social planner will 
tend towards bringing consumption forward. 

The time dimension in the Ramsey model is also used to introduce a rate of 
return on forgoing consumption into the social planner’s decision making.  Whilst 
the value of future consumption is discounted back to the present by the rate of 
time preference, abstaining from consumption at present yields over time a rate of 
return on saving.  This return, the rate of interest, is determined by the marginal 
product of capital or, for a small open economy, the world rate of interest. 

The social planner’s allocation of consumption between enjoyment now and 
enjoyment in the future, and thus the decision on what will constitute inter-
generational equity, will be influenced by the rate of time preference relative to 
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the rate of interest.  The optimal growth rate of consumption in the Ramsey model 
is equal to (ρ - r)/θ where ρ  = rate of time preference, r = rate of interest and 
θ = degree of curvature of the social welfare function.  A low rate of time 
preference, by implying a high weight on the enjoyment of consumption in the 
future, implies low consumption now, which leads to high consumption in the 
future.  A low rate of interest implies the opposite — that is, it implies a low return 
on saving leading to a choice of high consumption now and thus low consumption 
in the future.  From this we see that it is the difference between these two concepts 
that is the crucial variable in determining intergenerational equity. 

A benchmark case is when that differential is zero, that is, when the rate of 
time preference is equal to the rate of interest.  In this case the two variables 
cancel each other out implying that the socially optimal rate of growth of 
consumption per person is zero and so consumption levels and thus living 
standards are equalised over time.   

On normative grounds, equalising living standards over time appears to be an 
equitable way to treat different generations.  One may argue that the date at which 
one is born, being arbitrary, should not affect one’s living standard.  Treating 
generations equally can be reasonably described as the epitome of inter-
generational equity. 

Attractive as this perfect-equity outcome is, in an economy with a positive 
rate of growth of GDP per person it is for practical purposes impossible to 
achieve, or indeed to get close to.  In principle, borrowing now from outside the 
economy can be used to finance increased consumption now.  In the future, those 
borrowings can be repaid from the higher GDP per person, leaving consumption 
per person in the future no higher than now.  However, with GDP per person 
increasing over a long period of time, the current level of borrowing from outside 
the economy would have to be huge to achieve perfect equity.  The power of 
compound growth of GDP per person is so strong that massive debts would be 
required to raise consumption levels of people today to levels equal to 
consumption levels in the future, even allowing for the repayment of these debts in 
the future.  At 1.5 per cent growth, GDP per person will more than double in 50 
years, and so redistributions of significant proportions of this GDP would be 
required to equalise consumption per capita.  Over 100 years, GDP per person 
would more than quadruple, implying redistributions of a staggering dimension.   

Redistributions of these magnitudes are essentially impossible.  
Governments, and even more so individuals, do not have the credibility to borrow 
such amounts.  In a closed economy, such as the world economy, there are no 
outside economies from whom to borrow, making the achievement of perfect 
equality over time essentially impossible. 

A view about the ideal rate of time preference that is famous in economics is 
that of Ramsey, the creator of the Ramsey model, who argued that to ‘discount 
later enjoyments…is ethically indefensible’, Ramsey (1928).  Rawls (1972) takes 
a similar view.  However, note that with a positive rate of interest, perfect equity 
between generations requires a positive rate of time preference, that is a lower 
valuation on the wellbeing of people in the future relative to the present.  This 
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lower valuation ‘offsets’ the interest gain from saving.  Thus the combination of 
earning a return on saving of say 6 per cent is offset by depreciating future 
wellbeing by 6 per cent.  So with a positive rate of interest for people to be treated 
equitably requires a lower valuation on wellbeing in the future.   

In the case of perfect intergenerational equity, the share of aggregate 
consumption in GDP will be falling over time, from a level exceeding 100 per 
cent, made possible by borrowing, to, eventually, levels below 100 per cent, to 
create a surplus with which debt can be serviced.  In contrast, the case given far 
more emphasis by economists is where the consumption share in GDP is constant.  
This is the steady state case.  To achieve a steady state outcome, consumption per 
person has to grow at the same rate as GDP per person.  This is a higher rate of 
growth of consumption per person than the zero growth in the case of perfect 
intergenerational equity.  Thus the steady state outcome is not consistent with 
intergenerational equity.  Instead, consumption is pushed to the future.  To achieve 
this the rate of time preference has to be lower than in the perfect equality case, in 
particular less than the rate of interest. 

To move in the direction of perfect inter-generational equity, rising GDP per 
person suggests a strong case for borrowing from the future.  Practicalities prevent 
this occurring.  However, it implies that economic policy should start from the 
presumption that future generations will be substantially better off than current 
generations.  

Theoretical bases for redistribution from young to old  

The discussion above showed that there is considerable redistribution in Australia 
from young to old.  Furthermore, it was shown that, with positive growth of GDP 
per person, later generations will enjoy higher life-time wellbeing even if the 
current pattern of redistribution continues and the proportion of older people in the 
population increases in line with demographic projections.  We will see that this 
has implications for the normative case for redistribution from young to old. 

Equity between generations implies a strong case for redistribution from 
young to old.  With growing GDP per capita the young will have higher lifetime 
wellbeing.  Giving some of this to the old, whose lifetime incomes from work will 
be generally lower, will narrow somewhat the difference in lifetime wellbeing.   

This redistribution can be viewed in two ways.  First, that it is caused by the 
altruistic generosity of the young.  The old are related to the young and are fellow 
citizens.  It is natural for the young to have altruistic feelings toward the old and, 
being better off, to redistribute income to them.  In general people are inequity-
averse, even if self-centredness qualifies their readiness to give.  Second, that it is 
a social contract between ‘young’ and ‘old’ in general.  That is, the young may 
give to the old today on the understanding that tomorrow, when they are old, the 
young will give to them.  This is not altruistic, because the giving is done in 
expectation of a return. 

The social contract approach can be criticised for being a rationalisation 
rather than a contract.  A social contract between young and old is not binding 
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because it can be broken by the decisions of a younger generation.  One feels that 
the widespread and longstanding nature of redistributions from young to old 
suggest a stronger basis in natural altruism rather than in contrived selfishness. 

The social contract approach does lock in current policies of inter-
generational redistribution.  At the present time, for example, we are the 
beneficiaries of previous decisions to abstain from consumption.  One might 
therefore argue that the social contract is in place and so the ideal degree of our 
generosity towards the future is already determined, with no say by us. 

Allowing for the consumption inefficiency of old people 

A factor that may, if the social planner decides redistribution by optimising a 
social welfare function based on individual wellbeing, temper the redistribution to 
the old is that, as noted above, older people are less efficient in consumption.  That 
is, for a given level of consumption a representative older person enjoys lower 
wellbeing.  As people get older, they require, on average, greater health 
expenditures to attain a certain level of fitness and ability.  Becoming housebound 
reduces one’s consumption possibilities and so one’s consumption efficiency.  
This may reflect lower consumption possibilities for very old people.  Consistent 
with this suggestion, Borsch-Supan and Stahl (1991) showed for the very old that 
consumption decreases with age by more than does income.   

If, as in the Ramsey model, social welfare is based on maximising individual 
wellbeing subject to resource constraints then the optimum will in general require 
the least efficient consumers to enjoy lower utility.  But how much lower depends 
on the social welfare function.  A special case of the SWF is the Benthamite social 
welfare function, in which social welfare is the sum of individual wellbeing.  Thus 
for Bentham, individuals are ranked equally, regardless of their levels of 
wellbeing.  In this case, in the optimal outcome, less efficient consumers are 
allocated less consumption than more efficient ones.  Thus older people would be 
allocated lower consumption levels, private plus public, than younger people. 

The Benthamite outcome has been criticised by Sen (1973) for being too 
harsh on those who are less consumption efficient.  Sen proposes that the social 
welfare function be specified to avoid these Benthamite outcomes such that a 
weak equity axiom is satisfied.  According to that axiom, the less efficient are 
allocated at least as much consumption as other people.  Note that the less 
consumption-efficient may still be worse off.  It is a weak axiom.  But not as badly 
off as under the Benthamite outcome.   

In Australia it would appear that, broadly speaking, the weak equity axiom is 
satisfied.  The total consumption levels of those aged 75 years or more are greater 
than younger adults.  However, because of the weakness of this axiom, one could 
still reasonably advocate more redistribution to the old. 

Rawls’ difference principle and intergenerational equity 

In his influential study, Rawls (1972) addressed explicitly the issue of inter-
generational equity.  Rawls rejected the Benthamite approach and instead, using 
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the social contract approach of Locke, Rousseau and Kant, argued that the welfare 
of society should be evaluated by the welfare of the least well-off group.  This is 
the famous difference principle.  Rawls’ approach can be thought of as a special 
case of the SWF approach discussed above.   

In the inter-generational context, discussed by Rawls (1972:284-98), the 
difference principle implies the perfect equity outcome discussed above.  
However, Rawls does qualify this implication.  He puts forward the ‘just saving 
principle’ according to which capital accumulation should be encouraged, and thus 
the consumption and wellbeing of the current generation constrained, in order to 
raise ‘the standard of civilisation and culture’ to a certain level.  Rawls sees this 
requirement as a goal that can be attained such that ‘once just institutions are 
firmly established, the net accumulation required falls to zero’ (p. 287).  Thus at 
that point the perfect equity outcome would be desirable.  This ‘last stage’ is ‘not 
one of great abundance’, indeed ‘it is a mistake to believe that a just and good 
society must wait upon a high material standard of life’ (p. 290). 

Rawls points out the inexactness of the ‘just saving principle’ as a guide to 
the actual level of saving.  There are no attempts that I am aware of to 
operationalise and quantify the ‘just saving principle’.  How close are we to the 
last stage?  Perhaps we are already there?  If so, the difference principle supports 
the desirability of perfect inter-generational equity.   

In the practical outcome where the impossibility of perfect inter-generational 
equity is acknowledged and living standards grow over successive generations, 
redistribution to the aged is a move in the direction favoured by the Rawlsian 
difference principle even if it will fall short of full success.   

Inequitable Implications of Tax Smoothing in an Ageing Economy 

On efficiency grounds it is sometimes argued that fluctuations in government 
spending caused by say temporary events such as wars should not be accompanied 
by fluctuations in tax rates.  Instead, tax rates should be set at constant levels such 
that the government budget is balanced on average over time.  This argument is 
based on the increasing deadweight cost of taxation.  As tax rates increase, their 
deadweight cost increases, as an approximation, by the square of the tax rate.  
Thus the increase in the deadweight cost caused by increasing a tax rate by one 
percentage point above the long run average is greater than the saving in 
deadweight cost from reducing the tax rate below the long term average by one 
percentage point.  This implies that constant tax rates are better than fluctuating 
tax rates.  Therefore it is best for governments to run budget surpluses when 
government spending is low and build up a stock of wealth to be used to partly 
finance budget deficits when government spending is high.  

The classic example of tax-smoothing is the financing of wars.  There are 
many examples of the large increase in government expenditures during a war 
being financed only partly by increased taxation.  The difference is met from extra 
borrowing, which is subsequently paid off from budget surpluses generated by 
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keeping tax rates high after the war.  This pattern implies less deadweight cost 
than raising taxes during the war to the full amount to cover wartime expenditures.   

In the context of the prospective ageing of the population, the efficiency-
enhancing tax smoothing argument is interpreted by some to imply that tax rates 
should be increased ahead of the demographically-induced increase in government 
spending so that it can be financed partly out of the wealth built up during the 
period of budget surpluses.  With this assistance in funding, tax rates will not have 
to be increased by such large amounts when government spending increases and 
so some deadweight costs will be avoided.  This logic underlies the New Zealand 
Superannuation Fund.   

However, the favourable efficiency implications of a pre-emptive increase in 
tax rates have to be balanced against the unfavourable equity implications.  
Clearly, by bringing tax increases forward to help finance later spending, 
consumption possibilities are being transferred from earlier to later generations.  
Given that the reasonable expectation, even when ageing is allowed for, is that 
later generations will be better-off than earlier generations, the pre-emptive 
increases in taxation will be a transfer from the less well-off to the more well-off. 

With regard to the wartime financing example above, the burden of wartime 
expenditure is spread over future generations.  This is the opposite pattern from 
that of pre-emptive increases in taxation to prepare for ageing and, in as far as 
future generations are better off, is equitable as well as efficient.   

Conclusion 

The discussion of inter-generational equity in this paper has made the following 
points.  First, the empirical evidence suggests that there is substantial 
redistribution to the old in Australia and that this redistribution supports an 
apparently healthy living standard of the old in general compared with the young.  
Second, even although the population in Australia will age, this relativity will 
remain reasonably healthy, even if it suffers due to resistance to tax increases.  
Third, the idea of perfect equity between generations is attractive on ethical 
grounds.  Perfect intergenerational equity implies very low saving.  Fourth, whilst 
perfect equity between generations is attractive, it is in practice impossible to 
attain because there is no sensible way for those currently alive to enjoy now the 
fruits of future productivity growth.   

That future generations will be better off than current generations has a 
number of implications.  First, there is a strong case on equity grounds to 
redistribute wellbeing towards the old.  The young who pay for the redistribution 
face expected incomes over their lifetimes that will exceed the lifetime incomes of 
their older contemporaries.  This argument counters the claim that generations 
should ‘pay for themselves over their lifetimes’.  However, the redistribution to 
the old should be tempered by the consumption inefficiency of the old.   

Second, in evaluating saving in the past, one should be wary of claims of 
excessive consumption.  For example, in the 1970’s and 1980’s saving in 
Australia decreased.  However, from today’s vantage of higher living standards, it 
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would be ungenerous to begrudge those less well-off people in the past the extra 
consumption they enjoyed because they saved less.   

Third, whilst there appears to be, because of ageing, a slowdown in the rate of 
increase of living standards in Australia, the idea of forcing an increase in saving 
to avoid this slow-down does not seem to be equitable.   

Fourth, policy makers should avoid calls to people to make sacrifices now for 
the unborn future generations.  For example, it is not a reasonable argument to use 
population ageing as the prime reason to advocate reduced subsidies to health 
programs such as the Pharmaceutical Benefits Scheme on the basis of projections 
of future costs due to ageing.  Neither is the suggestion that, in preparing for an 
ageing population with its implied increases in tax rates, a surplus should be built 
up in advance to mitigate future increases in tax rates (that is smoothing tax rates 
over time).  But, there are efficiency gains from such smoothing.  Following this 
logic, New Zealand, for example, has set up a New Zealand fund to assist with 
financing the burden in the future of the aged.  However, because people in the 
future will be better off than people at present, the loss in equity caused by 
bringing tax increases forward counters the efficiency gains.  Indeed inter-
generational equity implies increasing tax rates over time as people get better off. 

References 

Australian Government (2002), ‘Intergenerational Report 2002-03’, 2002-03 Budget Paper 
No 5, Commonwealth of Australia, Canberra. 

Borsch-Supan, A., and K. Stahl (1991), ‘Life-cycle Savings and Consumption 
Constraints’, Journal of Population Economics 4:235-55. 

Commonwealth Department of Community Services and Health (1990), The Impact of 
Population Ageing on Commonwealth and State Social Outlays 1987-88, Policy 
Development Division, Canberra. 

Fehr, E., and K. Schmidt (1999), ‘A Theory of Fairness, Competition and Cooperation’, 
Quarterly Journal of Economics 114(3):817-68. 

Frey, B., and A. Stutzer (2002), ‘What Can Economists Learn from Happiness Research?’, 
Journal of Economic Literature XL(2):402-435. 

Guest, R. and I. McDonald (2001), ‘Ageing, Optimal National Saving and Future Living 
Standards in Australia’, Economic Record 77(237):117-134. 

Guest, R. and I. McDonald (2002), ‘Would a Decrease in Fertility Be a Threat to Living 
Standards in Australia’, Australian Economic Review 35(1):29-44. 

Guest, R. and I. McDonald (2003), ‘How Much Support Will the Taxpayer Provide for Us 
When We Are Old?’, Economic Papers 22(1):1-12.  

Kotlikoff, L., A. Spivak and L. Summers (1982), ‘The Adequacy of Savings’, American 
Economic Review 72(5):1056-69. 



Ian McDonald 

 

18

Philipson, T., and G. Becker (1998), ‘Old-age Longevity and Mortality Contingent 
Claims’, Journal of Political Economy 106(3):551-73.  

Ramsey, A. (1928), ‘A Mathematical Theory of Savings’, Economic Journal 
XXXVIII(152):543-59. 

Rawls, J. (1972), A Theory of Justice, Clarendon Press, Oxford. 

Sen, A. (1973), On Economic Inequality, Clarendon Press, Oxford. 

Thaler, R., and S. Bernatzi (2004), ‘Save More Tomorrow:  Using Behavioural Economics 
to Increase Employee Saving’, Journal of Political Economy 112(1):S164-87. 

Travers, P. and S. Richardson (1993), Living Decently:  Material Well-being in Australia, 
Oxford University Press, Melbourne. 

 

 

This paper is based on work commissioned by the Department of Treasury and 
Finance, State Government of Victoria.  I thank Grant Clark and David Johnson 
and a referee for helpful comments on an earlier draft and Ross Guest for 
collaboration over a number of years.  The views expressed in this paper are my 
responsibility and are not to be ascribed to the Government of Victoria. 
 
 



Agenda, Volume 12, Number 1, 2005, pages 19-31 

 

Sydney Airport Land:  Appropriate Value 
for Regulatory Purposes 
Rohan Pitchford and Andrew Wait   

anding charges and other fees at Sydney’s Kingsford Smith airport for 
regional air services are regulated by price caps.  The Australian 
Competition and Consumer Commission (ACCC) is charged with 

recommending approval or denial of requests for revisions of these caps.  The 
method by which price caps are revised is therefore important, both for the 
efficiency with which services are delivered to users and for the return enjoyed by 
investors in the airport.  Currently, price caps are supposed to be calculated so that 
a reasonable rate of return is made on the set of airport assets.  Since land 
potentially makes up a significant component of the value of the Airport’s asset 
base (Productivity Commission, 2002:401-02), the method by which Sydney 
Airport land is valued is crucial.  Land valuation methodology — for the purpose 
of regulation — is the topic of this paper. 

One suggestion is to use surrounding land value as an approximation.  Prior 
to privatisation, as part of its negotiations with the ACCC over price cap revisions, 
Sydney Airport Corporation Ltd (SACL) hired the distinguished economist 
Professor Alfred Kahn, who generally supported SACL’s argument that 
surrounding land value is an appropriate measure for the purposes of regulating 
Sydney Airport.  In his evidence, Professor Kahn (2001:4) asserted: 

My airline clients and I maintained that the only possible basis of 
independent valuation (free of the circularity I described), and in any 
event its true economic cost, was its opportunity cost (its value in the 
next most valuable use) ... .  I know of no economist who would disagree 
with that proposition, and the Sydney Airports Corporation explicitly 
adopts it here.  (brackets and some punctuation added) 

The Productivity Commission (2002:410) weighed into the debate by arguing 
that valuing airport land at its surrounding value, for the purpose of regulation, 
would assist the government with decisions concerning the location of the airport. 

We will describe the proposition that surrounding land value is the 
appropriate measure as the ‘ambient value’ argument.  In this paper we suggest an 
alternative method of valuing airport land. In fact, our analysis lends support for 
the ACCC’s CPI-adjusted historic cost valuation, as opposed to the ambient-value 
approach advocated above by SACL and the Productivity Commission.  The 

                                                           
 Rohan Pitchford is a Professor of Economics in the Discipline of Economics, The 
University of Sydney and Andrew Wait is a Lecturer in the Discipline of Economics, The 
University of Sydney. 

L 



Rohan Pitchford and Andrew Wait 

 

20

difference between the proposed approaches is significant — the ACCC’s 
valuation of Sydney Airport land was $452m, compared with the SACL’s estimate 
of $705m (ACCC 2001:16). This revaluation alone led to average aeronautical 
charges being 8 per cent lower than under SACL’s estimate (Productivity 
Commission, 2002:402). 

In a nutshell, our argument is as follows.  The airport land, for the most part, 
is sunk in its current use — that is, the land cannot be sold and used for another 
purpose.  A second assumption, also crucial to our argument, is that airport land is 
not always fully utilised.  (We discuss this in greater detail below, but it follows 
directly from the airport having peak and non-peak periods of demand.)  As long 
as the airport cannot be moved, and capacity is sometimes idle, the appropriate 
value for regulatory purposes, of land sunk in airport use, can be determined with 
reference to the original price of the land and the growth in demand for airport 
services since that time, and is not simply equated with ambient value.  The 
ambient value is only the correct measure if airport capacity is always fully 
utilised, and such capacity is chosen to maximise social surplus. 

Two facts about the airport are crucial for the model we develop below.  
First, Sydney Airport’s original location was chosen, and capacity added over the 
years, when the price of land was low.  This point is important, because the 
amount of land purchased in the past would undoubtedly be larger than if the 
purchase were to be made today.  Indeed, it could be argued that if the airport was 
built again from scratch it would be located elsewhere, due to this expense.  
Second, as mentioned, a significant part of land is sunk in airport uses.  In the 
basic model we make the simplifying assumption that all of the land is 
unconvertible (note:  the basic reasoning is unaffected by land at the fringes being 
able to be sold).  We demonstrate that these two assumptions imply the (marginal) 
value of the land of ‘yesterday’s size airport’ over ‘today’s desired size airport’ 
lies below the current market price (that is, the ambient value) of land, even in the 
situation where the airport is significantly transformed by modern capital inputs. 

We also consider several other extensions.  For example, we allow the airport 
builders to fully anticipate future land prices and airport use.  We find that the 
ambient value continues to overstate the true value of the land (with similar 
implications for regulated price caps), although this change means that the 
ambient value is used as part of the calculation of the true value.  We also show 
that the presence of externalities between airport and other land uses do not affect 
the basic premise of our argument.  A discussion of some of the issues that arise 
from the model and the conclusion complete the body of the paper.  The formal 
model underlying the analysis is presented in the appendix. 

The Basic Model 

The following model is made deliberately simple only for expositional purposes.  
The arguments generalise very easily to more complex environments.  For the 
purposes of the model we will assume that the airport was initially publicly owned 
and that the publicly-owned airport had the objective of maximising the net 
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surplus generated by the land from the airport’s use (to be defined more 
specifically below).  The relevant question today concerns the land valuation for 
the purposes of price regulation of the now privately operated airport.  We help 
answer this question by considering what a social surplus-maximising airport 
operator should do.  In particular, we consider the socially optimal size of the 
airport if it were to be established today and the implications this has for airport 
land valuation for the purpose of price regulation.  Of course, a publicly-owned 
airport or regulator could pursue other objectives.  This objective has been chosen 
as it is the most appropriate in helping the regulator (the ACCC) assess land 
values in setting regional price caps.  A discussion of other possible objectives is 
included in the discussion section below. 

Consider an airport that only requires land as an input, although the argument 
extends very simply to many inputs such as capital and labour.  Let L0 denote the 
amount of land used by the airport at ‘time 0’ when the airport was substantively 
established, and L1 be the socially optimal amount of land today — at ‘time 1’.  
Suppose that the price of land at time 0 was p0 and the price of land today is p1.  
The benefit delivered by the airport in each period depends on how much land is 
allocated to its use.  For simplicity assume that there is a declining marginal 
benefit from each additional unit of land used for airport service — in other words, 
there is a downward sloping demand curve for airport land.  A social planner, with 
the objective of maximising net benefit of airport use, will consider the potential 
benefits generated by alternative uses of the land.  Provided there is a competitive 
market for land, these potential benefits — the willingness to pay of alternative 
users — are reflected in the price of land.  Choosing the optimal airport size will 
require a comparison of the benefit of land to airport users and its price.  

Assume that the public-owned airport at time 0 was built under a myopic 
objective to maximise the net value to users of the airport based on price p0; note 
that as p0 reflects the benefits of the land to other users, maximising the net benefit 
to airport users will maximise total surplus.  Moreover, when we discuss 
extensions of the argument, we will show that our analysis does not hinge on the 
assumption of a myopic planner.  In this case the social planner will choose the 
size of the land input L0 so that the marginal benefit of the land is equal to its 
marginal cost (the price of land p0). 

The fact that there is a substantial sunk or unconvertible component of land, 
regardless of its source, is crucial to our argument that ambient value is not likely 
to be the correct measure (see, for example, Forsyth (1997:298).  This 
irreversibility arises for several reasons.  First, once aeroplane manoeuvring space 
(called ‘aprons’), runways and buildings have been installed on the land, 
substantial reversal of land usage is essentially impractical.  Second, now that it 
has been established, converting the airport is disallowed by regulation or 
legislation — given the terms of its purchase agreement, the SACL is not free to 
shut the airport and establish another business on the site or sell all of the land.  
Such a ban is due to the substantial quantity of related investments in and outside 
the airport — in such things as transport infrastructure, worker location and 
airport-supporting business — that have been made as a result of the airport’s 
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location (see ACCC, 2001:135-36).  It is, of course, inconceivable that the Federal 
government would allow the airport to be shut, or substantially altered in a way 
that reduces its capacity. 

For the purpose of argument, now suppose that L0 cannot be reduced for 
reasons argued above; that is, the whole of the land is sunk or unconvertible.  
Relaxing this assumption is not crucial. What is crucial is that there is a substantial 
fraction of L0 that is sunk in its existing use. 

At time 1, the airport regulator wishes to assess the value of the airport land 
for purposes of regulation.  Should it be valued at p1·L1 — the surrounding land 
value — or some other value?  Were the airport built today, the public owners 
would compare the current land price p1 with the benefits derived from using the 
land to generate airport services.  The airport owners would either:  opt for an 
airport of size L1, which ensures that the marginal benefit of the last unit of airport 
land is equal to the marginal cost of land (p1); or choose to locate the airport 
elsewhere if the land price is too high relative to the benefits (that is, set L1 = 0). 

Let us compare the airport’s size if it were built at time 0 (L0) with its size if 
it were to be built today (L1).  If the growth in surrounding land value is 
sufficiently high relative to the growth in demand for airport services, then the 
amount of land that would be devoted to an airport on this site — were it built 
today — would be smaller than the size originally allocated.  As mentioned, some 
argue that L1 = 0 would be chosen if the whole process was done over, and that the 
airport would be located elsewhere, on cheaper land.  A formal model of these 
arguments is presented in the Appendix (see Proposition 1). 

Now we are in a position to consider the appropriate valuation of airport land 
for the purposes of regulation.  As the airport size is fixed, the marginal value of 
land at time 1 is evaluated using today’s demand for airport services at L0.  If we 
accept that the airport established previously is larger than the size that would 
have been chosen today (that is, L1 < L0) because the demand for airport services 
is downward sloping, the marginal benefit of airport land today will be less than 
the current land price p1.  In other words, the ambient value argument is incorrect.  
Indeed, the land value is the historic cost of land, scaled up by a factor 
representing the growth in demand for airport services between time 0 and today.  
This proposal for valuation is in fact very close to the suggestion by the ACCC.  A 
formal derivation of this result is also provided in the Appendix. 

A simple analogy assists in understanding our reasoning as to the importance 
of the constraint on moving the airport.  Suppose one day you discover that a long-
lost relative has left you a castle in Bavaria.  Unfortunately, the relative’s will 
stipulates that the castle is only for your direct enjoyment on holidays — it cannot 
be sold or converted to a hotel or some other use without forfeit.  Should you then 
look to the value of recently sold Bavarian castles to determine how much your 
inheritance is worth?  The answer is generally no.  The value to you is constrained 
by the rule that you are not allowed to sell the castle.  Instead, the worth of the 
castle is precisely how much you value the stream of services that it delivers to 
you as a holiday destination.  This is likely to be lower than its market value.  
Similarly, the worth of unconvertible land at Sydney Airport should be measured 
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by the value that it generates for airport users, and this can be estimated with 
reference to the demand for such services, calculated, for example, according to 
how much demand has grown since the airport’s inception.  The added 
complication with the airport over the Bavarian castle example is that the land 
valuation is not an end in itself, but rather it is an input into the price-regulatory 
process.  Despite this, the intuition for the appropriate land valuation is the same.  

As an alternative exposition of the model, consider Figure 1.  In the figure the 
horizontal axis shows the quantity of airport land (L).  The vertical axis shows 
‘value’ in dollars.  The price of land per hectare when the airport was initially 
established is shown as p0 and the price of land today is given by p1.  The marginal 
benefit of land used as airport land in the initial period is shown by MB0.  A social 
planner aiming to maximise net benefit would set the airport size at L0, which is 
determined by the intersection of MB0 with p0 (that is, where MB0 = p0). 

Figure 1:  Optimal allocation of airport land at time 0 and today 

 

 

 

 

 

 

 

 

 

 

 

 

Now consider the optimal airport size at time 1.  The marginal benefit of 
airport land has increased, denoted by the shift of the marginal benefit curve to 
MB1.  The price of land, however, has also risen to p1.  The optimal size of the 
airport if it were to be chosen today would be L1.  If it were possible it would be 
optimal to reduce the airport land size to L1.  As we have argued, the size of the 
airport at date 1 is fixed (in this simple model, it cannot be adjusted at all).  Thus 
the marginal value of airport land today is given by the intersection of MB1 with 
L0 (equal to p1’); the value of airport land reflects the growth in demand from MB0 
to MB1.  If surrounding land prices have risen more than demand for airport 
services (case shown in Figure 1), this valuation will lie between p0 and p1 and 
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indicates that the ambient value argument overstates the value of airport land.  
Note that the question to be addressed by the regulator at time 1 is not choosing 
the optimal airport size at this point in time per se; instead, the regulator today 
concerned with regulating airport usage fees.  It is because the implied land value 
is an important determinant of aeronautical charges that this analysis is of interest; 
the ambient value argument is not correct because the airport is fixed in size and 
that size is larger than what would have been the optimal size if the airport were 
built at time 1 (L0 > L1). 

Extensions of the Argument 

This section shows that the result of the basic model — that the ambient value is 
not the correct measure of the opportunity cost of airport land — holds in a wide 
range of circumstances.  For example, the question, arises as to how much of the 
SACL’s land assets are sunk in practice, and hence ‘unconvertible’.  In reality, it is 
possible to convert at least some portion of airport land to other uses and to make 
additional purchases of land.  We first extend the model to allow for situations 
when an airport makes current land purchases.  In our second extension, we 
consider the possibility that the original airport builders perfectly anticipate future 
airport use.  Our conclusion that ambient value overstates true value is unchanged 
provided that total airport land usage is larger than if the airport were to be built 
today, although in this modification the ambient value is used as part of the 
calculation of the true value.  The worth of land that is convertible to other uses, 
however, should reflect ambient value, for the same reason that ambient value is 
relevant if the entire airport were moved. 

In the final extension considered here, we allow for the possibility the airport 
generates externalities — positive or negative — that affect surrounding land 
value.  Some business might, for example, be attracted to airport sites to take 
advantage of reduced transportation costs.  Roads built near airports can also 
attract residential development. These represent positive externalities.  Negative 
externalities that tend to reduce surrounding land value might include airport noise 
and air pollution.  It turns out that neither positive nor negative externalities alter 
the basic conclusion.  These complications result in changes in the amount of land 
used for the airport, not a change to the conclusion that valuing all of the land at 
ambient value is inappropriate. 

Current land purchases 

One objection to our argument could go as follows:  Since SACL has purchased 
new land recently, it must be the case that L1 > L0, and hence the marginal benefit 
of airport land must be equal the surrounding land price p1.  However, adding 
more realism to the model above easily deals with this objection.  The land 
purchased at time 0 is in reality modified over time with capital and labour inputs, 
and formed into a new asset that is quite different in character from the original 
land.  Instead, it is airport land — a mixture of runways, land and aprons designed 
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to produce airport services.  The only crucial factors for the above argument to 
hold are: 

• that the modified ‘airport land’ that would be built at time 0 would have a 
larger input of unimproved land than currently, and; 

• that airport land is unconvertible in its current location, whether by legislation 
or for physical reasons. 

Thus, any purchases of unimproved land at date 1 are designed to fit in with 
the unconvertible design of airport land from time 0.  The airport would be very 
different, or re-located, if it was built today. 

Perfect anticipation of future use 

A second potential objection to the basic model is that the builders of the airport at 
time 0 would have taken into account the future value of the land when they 
determined the size of the airport.  It is easy to show that this does not change the 
basic proposition that the ambient value argument is incorrect.  When planning the 
size of the airport at time 0, a forward-looking government will take into account 
future benefits and costs.  This is necessary because of the irreversibility of any 
investment in airport land.  The total benefits of airport land are equal to the land’s 
time 0 benefits plus the appropriately discounted future benefits to be derived 
from airport services.  The opportunity cost includes both the time 0 land price 
(p0) and the appropriately discounted price of land at date 1 (p1).  If, as above, the 
price of land is assumed to increase more than the increase in the benefit of airport 
services, the government will choose an airport size less than the L0 chosen by a 
myopic social planner (as in the basic model) but greater than the airport size L1 
that would have been built if the airport were to be built from scratch today.   

This intuition also can be illustrated using Figure 1.  Assume that the airport 
owner has perfect foresight at time 0 and knows that land prices in the area are 
going to rise at a faster rate than the marginal benefit of airport services.  If L0 
cannot be reduced in the future, the optimal amount of airport land would lie 
somewhere in between the solutions to MB0 = p0 and MB1 = p1.  Further, if the 
price of land rises at a faster rate than the benefit from airport services, then the 
public owner would not want to increase the airport size at time 1.  This discussion 
is formalised in the Appendix (see Proposition 2). 

Now consider how a regulator should assess the value of airport land at 
date 1.  From Figure 1, as the airport size is between L0 and L1, the marginal 
benefit of airport land today is less than the surrounding land price p1.  The precise 
value of airport land depends on the time 0 land price p0, the current land price p1, 
the growth in demand for airport services and the government’s discount factor.  
Unlike in the basic model above, current land prices do feature in the value of 
airport land.  This is because p1 is anticipated by the social planner at the time the 
airport was established.  The importance of this factor depends on the size of the 
discount factor between time 0 and date 1; the specific relationship is derived in 
the appendix.  However, as in the myopic case, if the growth in land prices is 
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greater than the growth in demand for airport services, the value of airport land 
will be less than the ambient value.  Finally, note that if it is possible to recover 
land at time 1 at some cost per unit, the valuation of land will fall below ambient 
value reflecting both the cost of recovery and the growth in demand for airport 
services.  

Externalities 

It may be the case that the presence, or even the size, of the airport will affect the 
value of surrounding land.  This externality could be negative if considering the 
effect of airport noise on the value of residential properties; alternatively, the 
airport may increase the value of surrounding land used for industrial purposes 
(see, for example, Burns et al, 2001, Espey and Lopez 2000 and Feitelson, Hurd 
and Mudge, 1996).  We show that the presence of either a negative or a positive 
externality between the airport and the value of the surrounding land does not 
affect our basic argument. 

Assume that the airport planner is myopic, as in the basic model.  In choosing 
the size of the airport at time 0 the social planner will consider the direct benefit of 
airport services (as above) as well as the externality.  If there is a positive 
externality, the airport size will be larger than if there were no external benefit. 
Similarly, the airport will be smaller with a negative externality than otherwise.  
An equivalent decision would be made at date 1 if the airport were to be built 
today; the government would take into account any positive or negative externality 
that airport land generates.  In Figure 1, a positive externality could be illustrated 
by an upward shift of the marginal benefit curves; similarly a negative externality 
could be shown as a downward shift in the curves. 

The presence of any externalities does not, however, alter the irreversibility 
of the investment in airport land.  Thus, if the increase in land price between time 
0 and today is more than the growth in demand for airport services, the size of the 
airport chosen at time 0 will be larger than if the airport were built today.  
Although the absolute size of the airport might be affected, it is still the case that 
L0 > L1.  Consequently, the marginal benefit of airport services today is less than 
the current land price, and the ambient value is not the correct valuation for 
regulatory purposes. 

In summary, provided that the airport land is sunk and the growth in prices is 
greater than the growth in demand for airport services, then L0 > L1 and 
surrounding land prices do not reflect the marginal value of airport land.  The 
externality, be it positive or negative, simply acts to alter the (optimal) quantity of 
land devoted to airport uses. 

Discussion 

The main purpose of our paper is to present a simple model in order to argue for 
correct methodology in future regulatory decisions, not simply to argue for 
particular dollar figure for land valuation, or even to insist that ambient value will 
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always be inappropriate.  The development of a simple model gives the argument 
a sound technical basis that may be used as a step towards reducing the confusion 
surrounding the valuation issue.  It is hoped that this will serve as a starting point 
for examining other important issues. We do not consider, for example, the issue 
of landing slot allocations.  Similarly, our simple model assumes, purely for 
expositional purposes, that there is no peak demand problem at Sydney airport.   

Although Sydney Airport is subject to congestion, allowing excessive land 
valuation is an indirect method of dealing with the problem based on an incorrect 
methodology.  Our methodology, based on using demand information, implies that 
a more market-orientated landing fee system such as peak-load pricing is 
appropriate.  Currently, the SACL uses a weight-based charging system for 
aeronautical services.  These charges act as Ramsay prices, minimising the 
reduction in demand and charging different users different prices (Forsyth, 
2001:15).  A more appropriate system would be a per-landing fee.  Currently, a 
jumbo jet pays vastly more for landing rights than, for example, a regional 
propeller-driven aeroplane, even though the latter actually imposes greater 
congestion costs due to its slower manoeuvring.   

A further qualification arises in the presence of peak and off-peak demand.  
The SACL may wish to expand the airport to deal with peak demand. In this case 
the ambient value at the time of purchase is an approximation of the valuation for 
that additional land.  However, since the airport is not always congested, and the 
airport does not charge peak-load prices, an estimation of Sydney Airport land 
valuation must reflect a weighted average of ambient and off-peak-demand valued 
land.  This valuation will necessarily be less than the ambient value.  It is only 
when the airport is always congested that the ambient value will be correct. 

The model presented in this paper raises several other issues worth 
discussing.  First, the Productivity Commission’s (2002:410) reasoning that 
ambient value is appropriate for the purpose of regulation, in order that correct 
incentives be given for re-location decisions, is at best confusing.  Why use the 
incorrect methodology for regulation when the decision about moving can be 
made separately with reference to the ambient value? In the unlikely event that 
removal of the airport is considered in the near future, ambient value is a relevant 
input into any cost-benefit calculations, because moving the airport actually will 
result in sale of the land and its transfer into the hands of people with valuations 
similar to ambient value, much as would happen if a beneficiary was allowed to 
sell the inherited Bavarian castle in the illustrative analogy provided in the section 
on the basic model above.  And even in this case the relocation costs of the airport 
and associated facilities would need to be included in any valuation.  However, 
applying the incorrect methodology to the task of valuing the airport for the 
purpose of regulation only serves to create confusion in the regulatory process in 
the future. 

Second, a similar argument can be made with reference to price 
discrimination and efficient rent extraction.  The airport operator, given its 
monopoly position, may well have the ability to engage in price discrimination.  
These higher rents could be transferred to the government via a higher sale price 
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for the airport, for example.  By its very nature, price discrimination is about the 
structure of prices, and this is not directly affected by the level of the land 
valuation.  Consequently, a higher land valuation for the purposes of setting a 
price cap does not directly aid price discrimination, and the efficient capturing of 
surplus.  In other words, if rent extraction is the objective of the government using 
an incorrect measure for land assets is an indirect, and most likely ineffective, 
method of achieving this goal. 

Last, our model demonstrates that reference to demand for airport services is 
precisely the piece of information necessary to remove the so-called ‘circularity 
problem’, mentioned by Professor Kahn (in the introduction) and the cause of 
much concern to regulators.  The circularity problem is the following puzzle:  
How can we value land for regulatory purposes when regulation itself affects the 
value of land?  The puzzle only arises because practitioners do not use a vital 
piece of information in their calculations, namely demand for airport services.  
The value of sunk airport land is precisely the (estimated) shadow value of land as 
determined by (estimated) demand for airport services that are subject to 
regulatory constraints.  The resolution of the circularity problem is relevant to 
regulation of airports more generally:  for example, the Melbourne, Brisbane, 
Perth, Adelaide, Canberra, Darwin, Hobart, Launceston, Coolangatta, Townsville 
and Alice Springs airports were all subject to price-cap regulation until 30 June 
2002. 

Concluding comments 

We argue for a methodology that uses demand for airport services, information 
that is missing from other analyses.  Using this methodology, we argue that 
current land prices are not the appropriate measure of the value of airport land.  
Airport land is sunk in its current location so that the current price of surrounding 
land does not reflect a forgone opportunity.  Instead, the marginal value of airport 
land can be approximated using demand estimates.  For example, value could be 
estimated by the price of land at the time the airport was built, scaled up by a 
factor reflecting the increase in the benefits of the airport over that time.  This 
conclusion holds for a wide range of possible extensions provided that:  (a) the 
land used in the airport is larger than if the airport was constructed today; and (b) 
the airport is sunk in its current location. 

Finally, our model also illustrates how demand can be used to overcome the 
circularity problem.  Demand for airport services provides information regarding 
the shadow value of airport land.  This information breaks the supposed 
connection between the regulator’s valuation of the asset base and the prices that 
can be charged.  
 

---------------------------------------- 
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Appendix 

The basic model 

L0 denotes the amount of land used by the airport at ‘time 0’ when the airport was 
substantively established, and L1 is the socially optimal amount of land today — at 
‘date 1’.  The price of land at time 0 was p0 and the price of land today is p1.  The 
airport delivers increasing and strictly concave benefit B0(L0) at time 0, and B1(L1) 
today.  The public-owned airport at time 0 was built under a myopic objective to 
maximise the net value to users of the airport based on price p0.  At time 0, L0 is 
chosen to maximise 

B0(L0) – p0·L0 (1) 
 
which yields 
B0’(L0) = p0. (2) 
 
Assuming B0’ ≥ p0 ensures an interior solution. 
Suppose that L0 cannot be reduced for reasons argued above.  Were the 

airport built today, the public owners would choose L1 to maximise 
B1(L1) – p1·L1, subject to L1 ≥ 0, which yields 
L1 [B1’(L1) – p1] = 0,  L1 ≥ 0, [B1’(L1) – p1] ≥ 0. (3) 
 
The Kuhn-Tucker (KT) conditions represent the fact that if the airport were to 

be newly built today it would be possible to set L1 = 0. 
Let B1(L) = β·B0(L) where β > 1 represents the growth in demand for airport 

services.  The constraint in (3) is binding if B’(0) > p1.  For this case (3) becomes 
β B0’(L1) = p1.  Let p1 = π p0, where π is the growth in land price.  The equation 
defining L1 becomes  

 B0’(L1) = (π/β)·p0,  
and the factor π/β represents the growth in surrounding land value prices relative 
to the growth in demand for airport services.  This yields the following 
proposition: 

Proposition 1 

If π > β, then L1 < L0. 

If we accept that L1 < L0, then the marginal value of land today is given by 
the original choice of land L0 along with the function B0’ and the growth factor β, 
due to our assumption that this land is sunk in its current location.  Thus the 
appropriate marginal value of land is B1’(L0) = β B0’(L0) = β p0 using equation (2).  
Assuming β < π, we have current per-unit land value βp0 < p1, and the ambient 
value argument is incorrect. 
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Perfect Anticipation of Future Use 

When the future value of the land is taken into account, the building of the airport 
at time 0 will reflect choices with respect to L0 and l1 so as to maximise  

 
[δ B1(L0 + l1) + B0(L0) – δ p1 l1 – (p0 + δ p1) L0], 
 
where l1 ≥ 0 is the addition to time 0 land at time 1, L0 (as before) is the time 

0 choice, sunk at date 1, and δ < 1 is the discount factor on future benefits seen 
from time 1.  We will assume that Bt’(0) = ∞ to rule out corner solutions L0 = 0.  
The opportunity cost of land at time 0 is p0 + δ p1. 

The solution to this problem is given by the following two conditions 
 
l1 [B1’(L0 + l1) – p1] = 0, l1 ≥ 0,  [B1’(L0 + l1) – p1] ≥ 0 
 
and 
 
δ B1’(L0 + l1) + B0’(L0) = p0 + δ p1. 
 
Substituting B1(L) = β · B0(L), and p1 = π p0 into the KT conditions above 

gives  
 
B0’(L0 + l1) ≤ (π/β) p0. 
 
This yields the following proposition: 

Proposition 2:  

Suppose β < π.  Then l1 = 0. 
 

Proof:  Suppose this is not the case and l1 > 0.  The first order condition will then 
hold with equality, so that B0’(L0 + l1) = (π/β) p0.  Substitution of this expression 
and p1 = π p0 into the second of the first-order conditions yields  

B0’(L0) = [1 + δπ – (δπ)/β] p0 < (π/β) p0 because π > β.   
Combining these gives B0’(L0 + l1) > B0’(L0), a contradiction. □ 
 
We are now in a position to calculate the value of land at date 1. Using l1 = 0, 

from the proof above, we get  
 
B1’(L0) = β B0’(L0) = (1 + δπ)/(1 + δβ)·p0 < π/β p0 < p1. 
 
From this, land valuation is some mark-up of historic cost p0.  The main 

difference in this case is that there is a component π in the pricing mark-up 
formula (1 + δπ)/(1 + δβ) that does reflect current land value to some extent. As an 
example (not intended to reflect reality) if the growth in land price was double the 
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growth in value of airport services (π =2β), then from the formula above says the 
value of airport land lies in between the historic cost of land, and twice this value. 
 

---------------------------------------- 
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Disclosure, Hidden Charges and Indexed 
Pensions 

Diana Beal, Sarath Delpachitra and Bruce Grundy  

n 1989, the Australian Government released a retirement incomes policy 
designed to overcome a future federal budget problem caused by an ageing 
population, an increasing dependency ratio, a poor savings history and a low 

savings ethic within the community.  The dependency ratio, the proportion of 
people aged 65 years and over to the working age (15-64 years) population, was 
16.4 per cent in 1989 (Foster, 1996) but has been projected to increase in line with 
population ageing from 18.0 per cent in 2000 to 32.2 per cent in 2030 and 37.5 per 
cent in 2050 (Kelly and Harding, 2004).   

I 
The Australian community’s assessment of the retirement incomes policy has 

not been one of universal acclaim.  While many people see the wisdom of saving 
and investing to secure comfortable retirement incomes, others do not support the 
system and complain (among other issues) that they could use their compulsory-
contribution funds more satisfactorily earlier in their lives, that the superannuation 
system is too complex, too many changes are made and that fees and charges are 
too high.  Nevertheless, the value of funds managed within the superannuation 
system has increased dramatically.  From a base of less than $100 billion in 1988 
(Foster, 1996), superannuation funds managed both within and outside life 
insurance offices have grown 12.4 per cent annually to just under $650 billion at 
the end of September 2004 (APRA, 2005). 

The Australian Government has taken the issue of fees and the disclosure of 
those fees seriously.  For an industry of this size, fees of one or two per cent per 
annum have the ability to generate enormous revenue for funds managers.  
However, fees have not been the only issue of interest to legislators and regulators.  
The Government instituted a law reform program which included extensive reform 
of the financial services industry and eventually the passing of the Financial 
Services Reform Act 2001 (FSRA) which inserted a new Chapter 7 in the 
Corporations Act 2001.  The essential feature of the FSRA is the requirement for 
more extensive disclosure of product characteristics including fees, of the 
suppliers of products and of advisers and their alliances.  Disclosure takes the 
form of product disclosure statements (PDSs) to describe products, financial 
services guides (FSGs) to inform clients of services offered and statements of 
advice (SAs) to document actual advice offered to individual clients.  PDSs are 
required for superannuation, investment life insurance and other managed fund 
products.  FSRA guidance was followed up by the issue by the regulator, the 
Australian Securities and Investments Commission (ASIC), in 2001 of Policy 
                                                           
Diana Beal is Associate Professor in Finance, University of Southern Queensland, Sarath 
Delpachitra is Senior Lecturer in Finance, University of Southern Queensland and Bruce 
Grundy is Ian Potter Professor, Melbourne Business School. 
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Statement (PS) 168: Disclosure: Product Disclosure Statements (and other 
disclosure obligations) and in 2003 of PS 175 which gives further advice on 
remuneration disclosure.   

This paper analyses the cash flows of lifetime indexed pensions. We conclude 
that, in practice, the difference between the amount paid for the pension and the 
present value of the expected future pension income is huge when expectations are 
based on current mortality tables — around 30 per cent of the amount paid for the 
pension.  With most products, the funds-management industry takes clients’ funds, 
invests to the best of its ability and charges fees for those management services.  
Risk is borne by the clients.  Lifetime indexed pensions are an exceptional 
product, where the sellers of the pension bear more aspects of risk.  Naturally, 
there must be a payment or reward for bearing risk, but the size of that reward vis-
à-vis the incidence of risk is open to question.  More importantly the potential 
reward is, at present, substantially undisclosed.  The next section of the paper 
describes lifetime indexed pensions and reports a small market survey conducted 
by the authors and the subsequent section analyses the cash flows.  The following 
section considers some possible rationalizations of the undisclosed ‘fees’ and the 
final section discusses policy issues and proposes minimal disclosure 
requirements.   

Lifetime Indexed Pensions 

Indexed pensions are income streams indexed to inflation.  Thus, the periodic 
payments are increased in line with changes in the price level, so that recipients 
are able to enjoy a standard of living that may be maintained at a reasonably stable 
level.  These income streams are supplied with various options and purchasers 
may design their income streams to suit their personal circumstances.  Options 
include a fixed term, life expectancy or lifetime duration, single life or 
reversionary (payments default to a named beneficiary such as a partner on the 
death of the purchaser), commutation of lump sums possible or not, residual 
values available or not, guaranteed payment period or not (with lifetime pensions), 
a selection of payment frequencies (for example, monthly, quarterly or annually) 
and indexation to the CPI values or to a client-selected value within a given range. 

Even though the Government has established incentives to encourage retirees 
to take income streams rather than lump sums, indexed pensions have not been a 
popular product.  However, the operation of the reasonable benefit limits (RBLs) 
for taxation concessions on superannuation benefits and the application of the 
assets test for age-pension means-testing purposes have both dictated roles that 
complying products can fulfil.  A complying pension is one that meets the 
standards set out in the Superannuation Industry Supervision Act 1993 and 
Regulations.  Basically, compliance means that the income stream is payable for 
life or life expectancy, there is no residual capital value, commutations are not 
possible except in very specific circumstances and the income stream cannot be 
used as security for borrowings.  It is obvious that the latter three of these 
conditions have been imposed to prevent people from converting income streams 
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back into lump sums and thus thwarting the RBL system.  Similar conditions 
apply to assets-test exempt income streams. 

The RBLs on superannuation benefits are indexed to average weekly 
ordinary-time earnings and new values are announced each year.  In 2004-05, the 
lump-sum RBL is just under $620 000 and the pension RBL roughly double that 
amount.  Retirees with more than $620 000 of assessable benefits may escape the 
imposition of the highest marginal rate of tax (48.5 per cent) on the excess benefit 
if they take at least 50 per cent of their total benefits in the form of a complying 
pension.   

For social-security assessment purposes, complying pensions have had a zero 
assessment value under the assets test, but new complying pensions purchased 
after 20 September 2004 qualify for a only 50 per cent exemption (Treasurer, 
2004).  In return for this more onerous treatment of these assets, the government 
allowed the industry to introduce market-linked complying pensions, which 
promise to pay higher returns.  This concession in regard to the assets test has 
meant that people with high assets and a desire to access the age pension (possibly 
for the ancillary heath-care benefits) could purchase a complying income stream, 
reduce their assessed assets and qualify for a part-pension.   
 

Table 1: Selected Pension Characteristics and the Bearing of Risk 

Issue Option Risk-bearer 

Fixed Client 
Life expectancy  Client Term 
Lifetime Supplier 

Yes Supplier Guaranteed payment 
period No Client 

CPI Supplier 
Indexation base 

Client-selected absolute value1 Client 

Viability (profitability) Supplier 
Viability and safety 

Safety for pensioner Client 

Note 1:   Where clients are forced to select an absolute indexation value, such as 4 per cent, 
they bear the inflation risk relative to CPI.   

 
The reason that this suite of products has been relatively unpopular stems 

from the view by retirees that they do not pay well.  In arguing for reform in the 
retirement-income-streams market, the Investment and Financial Services 
Association (IFSA, 2004) noted that the greatest disadvantage of the pre-
September 2004 complying products is their lack of transparency and disclosure.  
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These products are priced in such a way that clients are given a quote for the first 
year’s payment (or payments if paid more frequently than annually).  Fees are 
deducted at the outset and annual fees are taken into account initially as well.  Fee 
structures will be considered in greater detail later in this paper. 

Inspection of the various pension options reveals that the selected design of 
each product has an impact on the risk structure for both the supplier and the 
client. Table 1 illustrates how risk varies with some pension characteristics.  
(Some characteristics such as frequency of payments have no bearing on risk, but 
merely change the variables underlying payment calculations.)  

Market Survey and Quotations Received 

In order to evaluate the costs of purchasing an indexed pension, a small market 
survey was carried out to analyse products offered by different companies.  The 
risk structure of selected products can be expected to have an impact on price.  
However, in order to simplify the discussion, a ‘plain vanilla’ design was chosen 
and priced in the market.  The client who proposed the annuity to the various 
suppliers was assumed to be a 60-year old female with $500,000 to invest in this 
single-life lifetime pension.  She required the income to be paid to her quarterly 
and indexed to inflation.  Only one of the suppliers would quote on an ‘indexed-
to-inflation’ basis; the other two required their clients to select an inflation-
compensation factor and thereby bear the risk of future price increases relative to 
CPI.  The inflation-compensation or uplift factor was selected at three per cent, so 
that each year the annual payments would be three per cent higher than those the 
year before. 

The expected term of this lifetime income stream is taken to be 25 years, as 
such a person has just over 24 years to live, according to the Australian 
Government Actuary’s life expectancy tables.  Further, in keeping with the simple 
model, the income stream was proposed with no guaranteed payment period.  A 
pension with a guaranteed payment period of 10 years, for example, is paid for the 
equivalent of 10 years even if the recipient dies before the end of that period.  The 
payments for the remainder of the period after death and up to 10 years are paid to 
the pensioner’s estate.  The effect of the no-guarantee condition is that the periodic 
payments should be a little higher, as the supplier can work with a full distribution 
of terms for the pool of like products.  Some annuitants will live a shorter period, 
in which case the supplier will earn extra profits, as there are no refunds or returns 
of residual balances, but others will live longer than their current life expectancies, 
and suppliers of these income streams will bear extra costs.   

The websites of 10 of the largest financial institutions in Australia, including 
seven banks and three insurance companies, were searched for public offers of 
lifetime indexed pensions.  Seven of these institutions were unable to supply 
quotes, because they apparently did not offer the product, only offered the product 
via financial planners or would only supply products with maximum terms of 15 
years. Quotations were thus obtained from three banking/insurance conglomerates.  
Table 2 gives details of the quotations received for the first year (2004-2005) of 



Disclosure, Hidden Charges and Indexed Pensions 37 

the income streams. The annual payments quoted are fourfold multiples of the 
quarterly payments, not future values.   
 

Table 2: Quotations for Lifetime Income Streams for 60-Year Old 
Female  

Supplier Quarterly Payment ($) Annual Payment ($) Indexation 

A 5,110 20,440 3% 
B 5,277 21,108 CPI 
C 5,674 22,697 3% 

 

Analysis of Cash Flows 

In order to analyse the cash flows which may arise over the full term of such a 
product and highlight the fees being charged, the following methodology was 
used.  Assume an annual pension is purchased at a cost of C.  The payment at the 
end of the first year is P and the payment will grow by a fixed percentage i each 
year that the pensioner survives.  The fee charged is [C – Present value (PV) of the 
life-time pension income payments].  Equation 1 gives the fee. 

( )
( )

( )
1

Probability Pension recipient lives until   1
Fee ,

1
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=

+ +
= −

+
∑
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t
t

A t P i
C

r
          (1) 

where:  Max = maximum age to which a pension recipient might potentially live; 
 A = age of the pension recipient at time the pension is purchased; 
 r = discount rate applicable to the pension stream to be discounted. 

 
Part of this fee is charged up front and disclosed.  Denote the disclosed 

component of the fee as F.  However, there is a second undisclosed component of 
the fee.  The undisclosed fee is the value at the time of the pensioner’s death of the 
accumulated value of the assets initially purchased by the institution (for ) 
plus the income thereon less the amounts distributed as pension payments through 
time.  The PV of the future undisclosed fee charged at the time of the pensioner’s 
death is simply . 

C F−

Fee F−
The undisclosed fee at the time of death can be negative if the pensioner lives 

a sufficiently long time. A negative fee means that the accumulated pension 
payments made by the time of the pensioner’s death exceed the value of C − F 
aggregated with interest earnings.  The practice of not disclosing the likelihood of 
this second fee and its potential size can only be justified if its present value can 
reasonably be taken to be zero.   
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Table 3 shows the analysis underlying the determination of the present value 
of the undisclosed fee given a set of parameter values consistent with those 
available in the market.  To illustrate the methodology, the values for each year 
are given for ages 60 to 65 years, then at five-yearly intervals to age 110 years.   

A 60 year-old female is assumed to invest $500,000 in an indexed life 
pension.  Assume initially for simplicity that F = $0.  (This assumption will be 
relaxed later.) The income recipient is promised a lifetime of annual payments that 
grow by 3 per cent each year.  The first payment is $21,000 and will be received at 
the end of the first year when the pensioner is aged 61.  The promised annual 
pension is shown in column (3).  Assume, also for simplicity, that pensioners die 
immediately after a birthday and receive the pension amount due on their birthday. 
(The actual timing of death within a year has no effect on the present values 
calculated so long as our pensioner receives a payment on her birthday only if she 
is alive that day.)  If our would-be pensioner dies before turning 61, she receives 
nothing and the $500,000 is retained by the financial institution.  If she lives only 
until her 61st birthday she will receive the $21,000 promised at that date, but the 
rest of C-F plus the earnings thereon is forfeited to the financial institution.  It is 
this forfeited amount that is the undisclosed fee.   

The financial institution is assumed to be able to earn 6.0 per cent each year 
on its investments.  The institution will have assets of $500,000 × 1.06 = $530,000 
immediately before paying the pension due at age 61 — see column (2).  After 
paying the $21,000 pension due, the institution will have a balance of $509,000—
see column (4).  If the pensioner dies immediately after receiving this first 
payment, the balance of $509,000 is forfeit to the institution and constitutes the 
undisclosed fee.  The PV of this potential future undisclosed fee is 
$509,000 $480,189

1.06
=  — see column (5).   

Column (5) shows the PV of the future undisclosed fees associated with death 
at each possible age.  Column (6) shows the PV of the future pension income 
received until each given age.  For example, a would-be pensioner who lives for 
only one year will receive a future pension income with a present value of 
$21,000

1.06
=  $19,811. A would-be pensioner who lives for two years will receive a 

future pension income with a present value of 
2

$21,000 $21,000 1.03
1.06 1.06

×
+ =  

$39,062.  Note that columns (5) and (6) always sum to the initial investment of 
$500,000.  For example, consider death at age 61: $480,189 + $19,811 = 
$500,000. 

Column (7) shows the probability of death at a given age for an Australian 
female currently aged 60 as per the most recent life tables computed in 2002.  
These life tables do not contain the age distribution of deaths that occur after age 
110.  All deaths occurring after age 110 have been assumed to occur at age 110.  
The effect of this assumption is to bias upwards trivially the estimate of the PV of 
the future undisclosed fee.  This bias is discussed below. 
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Column (8) gives the PV of the expected future undisclosed fee at each future 
birthday — the product of the PV of the future undisclosed fee if the pensioner 
were to die after reaching a particular age and the probability that the pensioner 
will actually die at that age.  Column (9) shows the product of the PV of the future 
pension payments received up through each given age and the probability that the 
pensioner will actually die at that age. 

Summing column (8) over the potential lifespan gives the PV of the expected 
future undisclosed fee.  For the parameter values in this example, the PV of the 
expected future undisclosed fee is $155,695.  Summing column (9) over the 
potential span gives the PV of the expected future pension income to be received.  
This amount is $344,305 — far less than the cost of the pension.  Note that the 
$500,000 paid to the financial institution is simply the sum of the PV of what the 
pensioner receives and the PV of the undisclosed fees the institution retains; that 
is, $500,000 = $344,305 + $155,695.  

Note that only if a pensioner lives to 104 or beyond will the pension 
distributions from her account exhaust the accumulated balance therein; i.e., only 
if a pensioner lives to 104 or beyond will the undisclosed fee in column (4) 
become negative meaning that the supplier will have to start using the supplier’s 
own capital to pay the promised pension. Based on current mortality tables, the 
life expectancy of a 60 year old female is 84.9 years — 19.1 years short of the 
lifespan that will lead to a loss for the supplier. 

Costs and disclosure 

All of the PDSs state that the income payments are net of all expenses.  The 
expenses which the suppliers incur include initial and annual commissions, and 
investment, administration and distribution costs. The largest of these individual 
costs is highly likely to be the initial commissions paid to financial advisers. (The 
PDSs state that these commissions may be deducted even where a financial 
adviser is not consulted.)  For example, ‘Where other [than financial advisers] 
sales methods are used, lower charges will not necessarily result’ (Company C 
PDS:4).  What then are potential clients informed about these expenses? 

The PDSs for these products contain specific information on fees and 
charges:   

Included in the costs and expenses that we take into account when 
determining the income that we can offer is the remuneration that is 
generally payable to a financial adviser.  Initial commission (including 
bonuses and GST) of up to 4.125 per cent of the investment is paid to 
your financial adviser.  We may also offer incentives to your financial 
adviser which are paid by [A]. (Company A) 

Once you decide to buy the plan, your Financial Planner is entitled to 
earn a commission as follows: … Up to 3.96 per cent of your purchase 
price.  Individual Financial Planners … may also qualify for other 
benefits.  The value of the benefits they receive depends on the value of 
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the products they sell and on average is no more than 0.3 per cent of the 
investment made. (Company B) 

For a lifetime annuity your financial adviser may receive a maximum of 
3.3 per cent of your purchase price.  … Your adviser may receive 
ongoing commission of up to 0.275 per cent per annum of the purchase 
price.  … We may make payments to dealer groups based on commercial 
arrangements.  … These payments are not charged to you …’. 
(Company C) 
 
From these disclosures, it is apparent that between $16,500 and $20,625 

would be paid out initially to the client’s financial adviser if she employed one.  
No other fees or charges are quantified in the PDSs.  The next section examines 
possible rationalisations of the apparently high undisclosed fees. 

Possible Rationalisations of the Undisclosed Fees  

There is a number of possible explanations of the high undisclosed fees on 
indexed pensions.  These include: 
 
• Suppliers cannot be sure of, and hence cannot lock in, interest rates beyond 

10 years (Australian Government bonds have maturities of 10 years or less); 
• Suppliers may need to use owners’ equity to honour the contracts if either 

their investments perform poorly or the pensioner lives for a sufficiently long 
time; 

• Suppliers face a potential adverse selection problem in that their clients may 
turn out to be healthier than the average reflected in standard mortality tables;  

• Suppliers can not be certain that all their 110-year old clients will actually die 
within one year as is assumed in the analysis; 

• More generally, suppliers face the risk that the current mortality tables may 
underestimate future life spans given (i) improvements in health (increased 
exercise, healthier foods, less smoking) and (ii) advances in the medical 
sciences; and 

• Suppliers must bear the administrative costs of the product. 

Reinvestment rate uncertainty 

Suppliers may observe that current 10-year market rates may well be around six 
per cent, but no one knows what interest rates will be when the accumulated 
remaining assets must be reinvested to provide the pension payments due to the 
pensioner beyond her 70th birthday.  The worst case interest-rate scenario from the 
point of view of the financial institution is that after 10 years interest rates fall to 
the levels currently observed in Japan; that is, effectively to zero per cent.  The 
institution is still committed to pay annual pension amounts that are growing by 
three per cent each year.   
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The analysis was repeated, but this time assuming that interest rates fall to 
and remain at zero per cent per annum after our pensioner turns 70 years of age.  
The PV of the future expected undisclosed fee is now almost zero (equal to only 
$2,098).  However, a belief that interest rates are certain to fall to zero is not 
credible.  Any possibility of a future interest rate above zero means that the PV of 
the future expected undisclosed fee exceeds $2,098. 

The risk of needing to use the supplier’s own capital to honour the contract 

Should the financial institution invest in risky assets, it is exposed to the risk that it 
may have to use owner’s equity to meet the pension commitments should its 
investments perform poorly.  On the other hand, if those investments do well, the 
institution retains the gains.  As the fee is the difference between the amount paid 
for the pension and the present value of the expected pension payments, it is 
unaffected by the institution’s investment policy provided the institution always 
meets its commitments.  Discounting the promised pension at the risk-free rate is 
appropriate provided the financial institution always meets its commitments. 

If there is a chance that the institution will default on the promised pension, 
the fee being paid is greater still.  The financial institution keeps the upside but 
may pass the downside risk back to the pensioner by defaulting.  If the pension is 
not default-free, then the discount rate appropriate to the determination of the PV 
of the pension payments exceeds the risk-free rate, and hence the PV of the 
pension (the fee) is lower (higher) than that calculated above. 

Adverse selection 

To get a sense of the potential size of the adverse selection problem, imagine that 
someone at age 60 knows she has a higher than normal chance of living to 104 or 
beyond.  Based on current life tables, the probability of the average 60 year old 
female living to age 104 or beyond is only 1.4757 per cent.  Our healthy female is 
assumed to know that she has a probability of death at any age prior to 104 that is 
a fixed fraction of the percentages in Table 3.  Similarly, her chance of death at 
104 or greater is assumed to be a fixed multiple of the percentages in Table 3.  
(The fact that death is eventually certain links the fraction and the multiple by a 
rather grim adding up constraint.)  

The question is how much higher than 1.4757 per cent per cent must the 
probability of living beyond 103 be, for it to be optimal for a 60-year old female to 
purchase the product; that is, how large would the multiple have to be before it 
would be optimal to buy the lifetime pension?  The answer is that only if one were 
more than 62 times as likely as the average 60 year old female to live beyond 103 
would it be optimal to purchase this life-time pension.  Current medical 
knowledge is such that there is simply no possibility of indicators accurately 
signalling to a person considering the purchase of this product that her chance of 
living beyond 103 is more than 62 times the average woman’s chance of reaching 
such a great age.  It seems that the adverse selection problem will be small.  
Buyers may know that they have not been smokers, are not overweight and 
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exercise regularly so may then be more attracted to the product, but they surely 
could not feel confident that their chance of surviving beyond age 103 is 62 times 
the average chance. 

The assumption that no-one lives beyond 110  

According to current mortality tables, only 0.1661 per cent of 60 year old females 
will live beyond 110 years.  The previous analysis assumes all these individuals 
die before reaching their 111th birthday.  The analysis was repeated but with a 
changed assumption about mortality rates: everyone who lives to be 110 is now 
assumed to live for another 10 full years; that is, to live until age 120.  The PV of 
the expected future pension payments in this altered scenario is $344,376 and the 
PV of the expected future undisclosed fee is $155,624 — only $71 less than the 
initial estimate of $155,695.   

Current mortality tables may underestimate future life spans 

While pandemics may decrease future life spans, all recent evidence is of ever 
increasing life spans.  To account for this possibility, the analysis was repeated 
with a further change to the assumption about mortality rates.  Again everyone 
who lives to 110 is assumed to live to 120.  Further, the probability of death at any 
age prior to 86 is assumed to be only half that reflected in current mortality tables. 
(The expected total lifespan of a 60 year old female is 84.9 years given current 
mortality tables.)  The probability of death at age 86 or later must be increased.  
The increased rate is assumed to be a constant multiple of the probability given in 
current mortality tables.  That multiple must be 1.46553.  This change in mortality 
rates implies a 3.8 year increase in the expected total lifespan of a 60 year old 
woman — from 84.9 to 88.7 years.  The PV of the undisclosed fee is still high, 
namely $117,389. 

Suppliers’ administrative costs 

One indirect way to see that future administrative costs are unlikely to fully 
explain the difference between the cost of the pension and the present value of the 
expected future pension income is to examine the structure of a similar product 
offered by a viable non-profit industry fund, such as Unisuper, the superannuation 
fund of university staff.  Unisuper offers a pension indexed to CPI; thus, the 
members as a group carry the risk of just what inflation will be each year.  
Unisuper’s quote for this client is $28,090 per annum, paid monthly.  At an 
interest rate of 6.0 per cent, this payment is equivalent to $28,875 at the end of the 
first year.  Unisuper discloses a $140 annual member fee, indexed in line with 
inflation, and deducted at the start of the pension (Unisuper PDS).  Assuming a 3 
per cent inflation rate and a 6 per cent discount rate, the PV of this fee stream will 
only be $3,833 even if the pensioner lives to be 120 and therefore pays fees for the 
next 60 years.  (Cross-subsidisation of products by Unisuper is a possibility, but 
Unisuper does charge higher fees for the more complex allocated pension 
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product.)  Comparing Unisuper’s quote to the quote supplied by supplier B, we see 
that despite its own administrative costs, Unisuper is able to promise a CPI-
indexed pension that starts at a level nearly $8,000 per annum higher than supplier 
B offers. 

Still the preceding numerical analysis assumes that the supplier earns a 6 per 
cent return and the discount rate is also 6 per cent.  What happens if some 
percentage of the assets is consumed in administrative costs each year and the 
supplier earns a net return of less than 6 per cent?  We continue with the 
assumption of improved mortality and an average life span of 88.7 years for 
women who reach 60. If the supplier bears administrative costs of 1 per cent per 
annum, the PV of the undisclosed fee falls to $55,532.  (Whether it is an 
undisclosed administrative cost or an undisclosed fee is immaterial to buyers — 
the break up is, though, of interest to those seeking to understand the economics of 
this industry.)  Only if the supplier bears an administrative cost of 2.4 per cent per 
annum is the PV of the undisclosed fee equal to zero.  Unisuper’s quotes suggest 
that Unisuper at least does not operate with such a high administrative cost 
structure. 

Policy Issues and Conclusion 

The decision to purchase a lifetime indexed pension involves three steps — firstly, 
deciding to purchase a product of that class; secondly, deciding on the design of 
the product; and thirdly, deciding which particular product among those offered in 
the market gives the best value for the funds expended.  The third step is the 
easiest about which to make a decision.  For a cost of $500,000 initially, company 
A will pay $5,110 quarterly, indexed annually at three per cent, for the remaining 
lifetime and company C will pay $5,674 quarterly under the same conditions.  
Company B will pay $5,277 quarterly, indexed to CPI annually, also for the 
remaining lifetime.   

The decision between products A and C is easy. C gives better value for 
money.  Both suppliers are large seemingly stable firms, so default risk is likely to 
be low.  Clients considering the product design with a pre-selected absolute value 
for inflation adjustment, such as three per cent, must realise that they carry the risk 
that inflation will not be experienced at that selected rate.  On the other hand, 
Product B, being indexed to inflation, extinguishes that risk.  The client would 
have to consider whether the nearly $400 difference in receipts each quarter in the 
first year (with a varying margin in later years depending on inflation) is an 
appropriate cost to pay to pass the inflationary risk back to the supplier.  The basis 
of this decision is the risk tolerance of the client.  If she is very risk averse, she 
will opt for the ‘dearer’ CPI option; if less risk averse, then she will assume the 
risk inherent in purchasing a pension with the fixed three per cent uplift factor. 

The design of the product is also relatively easy.  Each client has a particular 
set of personal and financial circumstances.  In each individual case, one product 
design will clearly be more appropriate and, following adequate analyses, the 
decision should be made to obtain quotes on that set of product characteristics. 
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The first step in the decision-making process, that is, whether this class of 
product is appropriate and yields value for money, is the most difficult for many 
people.  This is the part of the decision that needs full disclosure and where many 
people need help and advice, because they lack adequate financial skills.  While 
financial literacy among Australians has been found to be ‘reasonable’ when 
measured in very basic terms (ANZ Banking Group, 2003), many surveys have 
found more sophisticated financial skills to be deficient.  For example, the ANZ 
Banking Group (2003:7) report itself found 63 per cent of respondents had not 
estimated the necessary savings goal to fund their retirements, a very basic 
requirement in the retirement-funding planning exercise.  In addition, Beal and 
Delpachitra (2004) found only 20.1 per cent of a predominantly tertiary-educated 
sample of people could correctly convert a target annual retirement income to a 
lump sum necessary at retirement.  The implications of these findings are that 
people generally lack more advanced financial skills and it seems fair to conclude 
that many are unlikely to be able to conduct appropriate financial analyses without 
a great deal of assistance.   

If the disclosure documentation for these products included a statement 
incorporating the following five points, disclosure would be clear, concise, 
informative and verifiable. 

 
• The discounted value of the expected future pension payments to be received 

by you is $...; 
• The discount rate used in the calculations is the current yield of 10-year 

Australian Government bonds; 
• The expectation of future pension payments is based on the Australian 

Government Actuary’s most recent tables of mortality rates;  
• In the future, the typical life span may either increase or decrease. Medical 

advances may lead to an increase in average life spans and current mortality 
rates may not be representative of the future;  

• If you live until you reach age …, the discounted value of the pension 
payments you will receive will exceed the purchase price of the pension. If 
you die before reaching that age, the discounted value of the pension 
payments you will have received over your life will be less than the purchase 
price of the pension. 
 
Fixed term products could and should also make minimal disclosures of an 

analogous form. 
 

• The discounted value of the future pension payments to be received by you is 
$...; 

• The discount rate used in the calculations is the current yield of 10-year 
Australian Government bonds. 
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Potential clients, either with their current level of knowledge or following 
adequate explanation, could then decide on a more informed basis than is currently 
the case whether lifetime products were appropriate for their circumstances. 

The establishment of this degree of disclosure would almost certainly reduce 
the current demand for these products but, on the other hand, has the potential to 
later deepen the market for this type of product as potential buyers come to 
contemplate the range of their potential life spans.  The Treasurer’s post-20 
September 2004 policy change to reduce the assets-test exemption to 50 per cent 
alters the market environment for lifetime annuities.  While some retirees will be 
attracted to the new class of term allocated pensions (TAPs), there will still be 
retirees who are most comfortable with a class of products which pass many forms 
of risk to the suppliers.  Possibly the sales of guaranteed income-stream products 
will decrease but, while this product is offered in the marketplace, more disclosure 
is desirable. 
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Private Crime Prevention Expenditure in Fiji 

Ron Duncan and Anupam Sharma  

ecently, the Prime Minister of Fiji and the Police Commissioner have made 
statements to the effect that criminal activity in Fiji has been declining and 
that the incidence of crime in Fiji is lower than in Australia and New 

Zealand.  Indeed, despite the reports of crime that feature large in the local media, 
the crime statistics do show a decline in the incidence of crime in recent years.  
But while the incidence of crime may be falling and may be lower than in 
Australia and New Zealand, this is not the full story.  From casual observation it 
would appear that there is large private expenditure on security to protect homes 
and businesses from theft and personal assault in the form of protective fences, 
security grilles, security alarm systems, and security guards.  This private 
expenditure can be seen as an indication of the ineffectiveness of public security, 
or at least an indication that the public holds the perception that public security is 
ineffective.  Criminal activity may be declining but this may be because the 
private expenditure on crime prevention is high and rising.  Thus, the broader and 
more relevant question is: what are the costs, both public and private, of the 
declining incidence of criminal activity? 

State provision of public security in the form of police forces and the 
accompanying deterrence mechanisms of courts and prisons is justified as a public 
good because of the positive externalities that arise from public provision of these 
services.  However, if the public feels that the state is not providing a sufficiently 
high level of security, there will be private expenditure to supplement the public 
expenditure.  For individual businesses such as banks, the level of public security 
provided will usually not be high enough, given the costs that such businesses 
could incur from the failure of the public security.  Hence, we observe high levels 
of expenditure in making businesses such as banks more secure than people’s 
residences. 

The private expenditure on self-protection — for example, in the form of 
security barriers around homes and businesses — is not the only private cost of the 
failure of government to provide the level of protection demanded.  There are 
other costs that are not easily observed or measured, such as the insecurity that 
people feel from the threat of crime and how this restricts their social activity.  
Businesses similarly suffer unobservable costs in the form of restrictions on 
market activity (both spatially and temporally) — even to the extent that 
businesses do not exist because the costs of insecurity are believed to be too high.  
As well, there are the private costs associated with the involvement of people in 
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voluntary community activities that attempt to control crime, such as 
Neighbourhood Watch. 

A significant level, or significant increase, in private expenditure on security 
would be an indication that the state is not providing the expected level of 
security.  Therefore, this study addressed two questions.  First, there is a public 
perception that law and order has deteriorated in Fiji since the coup in 2000.  
Hence, the study attempted to see whether there has been a change in the level of 
private household expenditure on security that would suggest that the public 
believes that public security has become less effective in recent years, and 
especially since 2000.  Second, what is the extent of private expenditure on the 
protection of households from criminal activity? 

There is limited information from other countries on private expenditure on 
security.  It has been estimated that in the US private expenditure on crime 
prevention is three times the level of public expenditure — US$300 billion (about 
US$3,000 per household) versus US$100 billion (US$1,000 per household) (see 
Benson, 1998).  This private expenditure includes expenditure by commercial 
enterprises as well as households.  The study here covers only private household 
expenditure.  Estimates have also been made in the US of the growth in private 
security services.  For example, it has been estimated that at least 10 per cent of 
the homes in the US were connected to central alarm systems in 1990 (Reynolds, 
1994), as compared to one per cent in 1970 (Cunningham and Taylor, 1985).  The 
ratio of private security personnel to police personnel in the US is estimated to 
have increased from 1:1 in 1970 to 2.5:1 in 1990 (Cunningham, Strauchs and Van 
Meter, 1991).  Here the focus is on estimating private expenditure on security by 
households at different income levels in Fiji. 

Criminal Incidence in Fiji 

As can be seen in Table 1 below, the aggregate incidence of crime as recorded by 
the Fiji Police Daily Crime Reports has indeed been on a declining trend.  There 
was a steady increase from 1992 to a peak in 1997.  Subsequently, except for the 
upturn in 2000, crime has been on a declining trend.  The increase in 1997 was 
mostly due to an increase in the incidence of ‘assaults occasioning actual bodily 
harm’ (from 2,849 in 1996 to 3,521 in 1997).  Such crimes, which may lead 
people to be more fearful about their lives and property, declined over the 1998-
2000 period but rose sharply in 2001 (by 20.6 per cent), and have remained at a 
relatively high level (3,257 in 2002 and 2,943 in 2003). 

The increase in crimes reported in 2000 was primarily due to a large increase 
in ‘other offences against the penal code’; in particular, in forgery offences, which 
rose by 750 and in the ‘other’ category (up by 330).  Crimes such as ‘larceny in 
dwelling houses’, ‘burglary’, ‘house breaking’ and ‘theft’ have been on a 
declining trend since 1999 or 2000.  For instance, house breaking declined from 
1,569 in 2000 to 1,237 in 2003 and burglary declined from 982 in 1999 to 725 in 
2003. 
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Overall, it appears that the incidence of burglary and house breaking has 
declined but the more serious assaults against the person — ‘assault occasioning 
actual bodily harm’ and ‘robbery with violence’ — have increased since 2000.  
These trends may be interpreted to mean that the protection of property has 
improved but the threat to personal security has increased. 

Private Expenditure on Crime Prevention 

In an attempt to estimate some of the costs of self-protection incurred by 
households and to see what has been happening to these costs in recent years, 
information was collected from businesses in Suva involved in providing such 
services.  This and other information collected are discussed below. 

Security guard firms 

An examination of the Fiji Yellow Pages shows that the number of firms providing 
security guard services increased from 15 in 1998 to 23 in 2001, but declined to 17 
in 2002 and to 16 in 2004.  Clearly, there was a short-term increase after the 2000 
coup but a rapid rationalisation followed.  However, interviews with some of the 
major firms providing these services showed that there has been a sharp increase 
in the numbers of personnel employed.  In one firm the number of security guards 
employed has grown from around 400 in 1998 to around 740 in 2004.  In another 
the number of guards employed has increased from 150 in 1998 to 550 in 2004.  
Overall, the number of security guards employed has grown significantly in recent 
years. 

Sales of security doors, grilles and wiring 

From the Yellow Pages directory, the number of firms advertising the fabrication 
of security doors, protective grilles and barbed and razor wire has declined from 
four in 1998 to one in 2004.  However, the decline in the number of firms 
specialising in the supply of burglar grilles does not necessarily mean that there is 
less being spent on this form of self-protection, as we were advised that it is 
cheaper to have the security grilles and fencing installed by ordinary building 
contractors than by the specialist suppliers.  It appears though that people are 
placing more trust in security alarm systems than in security grilles and fencing. 

Security alarm systems 

The increased reliance on security alarm systems is reflected in the installation of 
these systems in recent years.  The number of firms advertising the supply of 
security alarm systems in the Yellow Pages has increased from one in 1998 to nine 
in 2004.  Most of this increase has taken place since 1999, at which time there 
were four firms.  Interviews with firms in this business also show rapid growth in 
sales.  For example, one firm had average sales under 100 prior to 2000 but has 
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averaged around 400 installations per year since 2000.  Installations by another 
firm jumped 14-fold in 2002. 

Neighbourhood watch and other community activities 

There are 92 Police Posts in operation throughout Fiji.  Lay members of the 
community are members of the Post Central Committee associated with each 
police post.  There are also crime prevention committees, neighbourhood watch 
committees, and youth groups working closely with the police posts in a 
community policing partnership.  In 2003 there were 66 police post central 
committees, 447 crime prevention committees, and 156 neighbourhood watch 
committees.  Crime prevention committees and neighbourhood watch committees 
have grown rapidly since 2000.  In 2000 there were only six neighbourhood watch 
committees, while there were 178 crime prevention committees. 

The establishment and operation of the committees associated with the police 
posts obviously involves a great deal of effort on the part of private individuals, 
which has an opportunity cost.  However, it may be necessary to involve the 
community in these ways in order to have effective policing.  There is a review of 
the use and location of police posts to be undertaken and this may provide an 
evaluation of the effectiveness of the involvement of communities in these ways. 

Insurance costs 

Taking out insurance is another form of self-protection against loss of property.  
There was little information made available to us by insurance companies in Suva.  
The number of insurance companies advertising in the Fiji Yellow Pages as 
providing insurance against theft has increased from two in 1998 to four in 2001 
and five in 2004.  Two insurance companies were unable to give any information 
about numbers of insurance holders and premiums because of ‘inadequacy in their 
computer systems’.  Others were less forthcoming and referred us to the Reserve 
Bank of Fiji’s Insurance Annual Report. 

One insurance company volunteered the information that insurance premiums 
are the same for all areas of Suva, regardless of the incidence of crime.  As 
elsewhere, new clients are charged the highest premium in the first year and 
premiums in subsequent years depend upon the number of claims made.  The 
minimum requirement for insuring premises against theft was said to be burglar 
grilles.  However, it is preferred that houses have monitored alarm systems. 

Access to the Reserve Bank of Fiji’s Insurance Annual Report provided the 
information summarised in Table 2.  It is difficult to draw many conclusions from 
these aggregate data.  Burglary policies (covering damage of property and theft 
from break-ins) increased fairly sharply in 1999 and 2003, while householder 
policies (which cover losses from break-ins as well as losses from fire, etc.) 
increased sharply in 1999 but just as quickly declined and have since been stable.  
Average gross premiums are very difficult to interpret because of the possible 
variations in the numbers of new and existing policyholders and the variations in 
the amounts insured against.  Net claims paid show a sharp upturn in 1999 for 
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both burglary and household policies and a sharp decline in payouts in 2001.  
Again, the annual changes are difficult to interpret because of the time lags that 
may be involved.  The low payout in 2001 may have been because of uncertainties 
over the insurance situation following the coup.  The notable feature of the data is 
the sharp increases in policies taken out in 1999 and in payouts in that year. 

In summary, from the information collected it appears that there has been a 
large increase in demand for security guards and a very large increase in demand 
for security alarm systems.  The timing of these increases appears to have a strong 
association with the coup year of 2000 and possibly with the increase in crime in 
1997.  Private efforts towards crime prevention in the form of neighbourhood 
watch and other community activities associated with the establishment of police 
posts throughout the country have also increased sharply over this period.  Putting 
these conclusions together with the conclusions from the previous section, the case 
can be argued that, on the one hand, this self-protection expenditure has 
contributed towards the declining trend in criminal activity, particularly in the 
reduction of house breaking, burglary and theft.  On the other hand, the increase in 
recent years in the level of violent crimes has possibly contributed to the 
heightened sense of insecurity in the community that has stimulated the sharp 
increase in self-protection expenditure. 

A Comparison of Public and Private Costs of Crime Prevention 

In 2003 the budget received by the Police Department was around $53 million, 
while the budget received by the Department of Justice was $10.4 million.  Hence, 
leaving aside the expenditure on the running of prisons, the total public cost of 
crime prevention in 2003 was around $63.6 million.  In the 2004 Budget, the 
police received an additional $4.6 million, for a total budget allocation of $69 
million for the Police and Justice departments.  This public expenditure on crime 
prevention as a percentage of total tax revenue was 7.4 per cent in 2003 and a 
projected 7.5 per cent in 2004. 

We have constructed the following two examples to compare what people are 
paying for public crime prevention activities through their taxes and the additional 
amount that they are paying privately for self-protection.  These examples are of 
households with medium to reasonably high incomes.  These are legitimate 
examples as it is households at these income levels that pay the bulk of taxation.  
It is also the case that households at these income levels are paying most of the 
monetary costs of self-protection.  This is not to say that people at low levels of 
income do not suffer from criminal activity.  Indeed, they do.  Much criminal 
activity is inflicted on the lower income strata.  Unfortunately, while they are 
unable to pay little in the way of taxes, they are also not able to afford much in the 
way of self-protection measures. 
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Taking the example of a household earning an annual income of $100,000, 
and assuming explicit or implicit house rental payments of 25 per cent of salary, 
savings (provident fund plus other) of $20,000, income tax of around $30,000, and 
indirect taxes of $25,000 paid on the remaining disposable income (VAT plus 
customs duty plus other taxes) at a rate of 20 percent, the total direct and indirect 
tax paid would be around $35,000.  The 7.5 per cent share of this household’s 
direct and indirect taxes forming part of the public expenditure on crime 
prevention would be $2,625.  For a household earning $50,000, the share of taxes 
going to public expenditure on crime prevention would be less than one-half of the 
amount contributed by the $100,000 household because of the lower tax rate 
applied — say $1,160.  Those renting residences are paying the costs of security 
fencing and security alarms as part of their rental payments (although they would 
be likely to be paying additional to the security alarm firm for the monitoring of 
their alarm system). 

How do these shares of households in public expenditure on crime prevention 
compare with their direct private expenditures?  It is possible that those 
households earning $100,000 per year could be hiring a security guard, in which 
case they would be paying $2,600 to $3,200 per year for these services.  If they do 
not have a security guard, it is likely that they will have a live-in help, and part of 
the rationale for this expense will be security.  At lower income levels it is less 
likely that households will have these services.  However, they are more than 
likely to have dogs (houses with upwards of seven to nine dogs are not 
uncommon), in large part for security purposes.  In this case some of the cost of 
dog food has to be seen as a self-protection expense. 

The annual cost of an alarm system is the cost of depreciation of the system 
plus the cost of the monitoring of the alarm system by the security firm.  Security 
alarm system costs are within the range $700 to $3,000 for residences and the 
monthly monitoring service fee around $30-33 (security guard responses are in the 
range of $16-20 per call).  A 10 per cent depreciation rate seems appropriate for 
this kind of technology; therefore, the annual cost of an alarm system priced at 
$1,500 and the monitoring service is estimated to be around $600.1 

Most houses occupied by people who are contributing the major part of 
government tax revenue have security fencing and window and door grilles.  The 
total cost of these additions is estimated to be in the range of $3-10,000; although 
it is acknowledged that the expenditure may well be higher, especially in the case 
of residences built in the more elevated parts of the urban areas.  If it were 
assumed that the lifetime of these structures is 25 years, the annual depreciation 
cost would be $150 to $400. 

In aggregate, therefore, the annual costs of self protection for households at 
income levels around $100,000 per year — assuming the employment of a 
security guard, a monitored security alarm system, dogs, security fencing, and 
burglary insurance (say $350) — could be around $4,500 annually.  Without a 

                                                           
1 For commercial enterprises the cost of a security alarm system can be as high as $10,000 
and the monthly monitoring service $45-50. 
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security guard but with a live-in help for whom part of the cost is self-protection, 
the annual cost is estimated to be around $2,100.  These figures can be compared 
to the estimated $2,625 contribution to public expenditure on crime prevention of 
a household at this income level. 

For a household on an annual income of around $50,000, with a live-in help 
partly for self-protection, a monitored alarm system, depreciation on security 
fencing, dogs, and burglary insurance, the costs of self-protection are estimated at 
$1,850 annually.  If there is no live-in help and no monitored security alarm 
system, the self-protection costs are estimated to be around $600 per year.  This 
range of costs can be compared to the estimated $1,160 contribution of the 
household to public expenditure on crime prevention. 

Conclusions 

While the incidence of crime in Fiji has continued its downward trend after 
upturns in 1997 and 2000, the incidence of the more violent crimes against 
persons has increased, dating back to 1997.  The increase in these crimes could 
have resulted in a greater sense of personal insecurity and led to what appears to 
be a significant increase in private expenditure on crime prevention in recent 
years.  There has clearly been a sharp increase in private expenditure on self-
protection in the form of the installation of monitored security alarm systems and 
in the demand for security guards. 

The estimates made here of private expenditure on self-protection for middle- 
to upper-income households appear to be large in comparison to public 
expenditure on crime prevention through the police and justice departments.  
Some higher-income households could be paying considerably more in such 
private expenditure than their contribution to public crime prevention through 
direct and indirect taxes.  The difficult-to-measure costs in the form of reductions 
in business and social activity could well be even larger.  Overall, it appears that 
the private expenditure on crime prevention and the community involvement in 
the form of neighbourhood watch and police post committees is considerable and 
could well have made a large contribution to the lessened incidence of the less-
violent crimes against property in recent years. 

It may be argued that the decline in the less-violent crimes is the result of the 
improved effectiveness of policing in Fiji.  Other arguments for the decline in the 
incidence of crime that may hold in other countries, such as declines in the 
population cohorts most likely to commit crimes, lowered unemployment, 
increased expenditures on prisons, and increased prison sentences, clearly do not 
hold in Fiji.  The appointment of an expatriate Police Commissioner in 2003 
certainly appears to have led to a significant improvement in policing in a short 
time.  However, the decline in criminal activity has been going on for much 
longer. 
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Private Sector Participation in 
Infrastructure Investment 

Christopher Findlay  

rivate participation in the provision of infrastructure is less than was once 
expected, particularly in developing countries.  Some reasons for this are 
identified in this paper.  It is argued that the problem of dealing with market 

power in the provision of infrastructure services is similar to that of other forms of 
procurement in the presence of long-lived and immobile assets employed 
specifically to produce an item or service.  From this perspective, comments are 
offered on the inhibitors to private participation and on features of contract design 
that might limit impediments to private investment in this sector. 

P 
The financing required for infrastructure services in East Asia and the Pacific 

over the next five years was recently estimated at over US$300 billion, with the 
bulk of this needed in China (see van der Linden, 2004).  The figure will now be 
even larger following the 2004 Boxing Day Tsunami.  The construction of new 
assets and the renewal of existing assets are both required.  With private sector 
support, these tasks could be met more efficiently.  Yet flows of private 
investment into the infrastructure sectors of developing countries peaked in 1997 
and have declined ever since — the turning point explained in part by the Asian 
financial crisis (Harris, 2003).  There has also been a high rate of renegotiation of 
contracts, suggesting that the structure of the arrangements has been an important 
contributor to the reconsideration by private investors of these types of projects.  
Harris (2003) refers to a ‘widespread pessimism’ about private infrastructure 
projects.   

Some of the issues in the provision of infrastructure services, including the 
risk of the abuse of market power and the value of separation around the key 
bottleneck element in the supply of infrastructure services, are reviewed in the 
next section.  How the private sector might contract with the government is then 
examined and the case for a complementary relationship between regulatory 
institutions and the use of contracts is made.  Options are presented for the 
operation of the regulatory process, with special attention to rules on price setting.  
The final section summarises some implications for designing policy on private 
sector participation in infrastructure, with particular attention to the situation in 
developing countries. 

                                                           
Christopher Findlay is Professor of Economics at the Asia Pacific School of Economics 
and Government at The Australian National University.  



Christopher Findlay 58

Value of Separation 

Options for private participation depend first on identifying the monopoly element 
or ‘bottleneck infrastructure’ and second on deciding whether to separate it from 
the competitive components.   

Consider the case of electricity supply.  Generation is upstream from the 
retail market. Firms buy electricity from the generators and re-sell it to 
households. All the parties are linked by a system for distributing the electricity 
comprising long-distance and local grids. The distribution network is essential, all 
parties must be able to access it, but the nature of the economies of scale in 
transmission and distribution is such that these networks are not worth duplicating. 
The distribution network is therefore a bottleneck facility, and any firm that 
controls it could (in the absence of regulation) earn profits by charging monopoly 
prices for its services. 

The World Bank (2002:Chapter 8) reviewed three options for the structure of 
businesses around a bottleneck component: 

A: an integrated firm subject to competition in the non-bottleneck market 
(and provision for non-discriminatory access to the bottleneck); in the 
previous example one firm could provide generation, transmission and 
distribution services and have to compete with other combinations of 
generators and retailers who have non-discriminatory access to the 
bottleneck facility.  

B: an integrated monopolist (with no provision for access to the bottleneck 
facility):  in this case there is no competition from other combinations of 
generators and retailers. 

C: vertical separation with competition with separate firms providing the 
activities of generation, transmission/distribution and retailing. 

Four decision-making criteria were identified by the World Bank: 

• the extent of economies of scope in joint operations in the bottleneck 
component and in the competitive market (the question is whether combining 
generation, distribution and retail activities lowers the cost of delivery of 
electricity to consumers compared to a system in which these operations are 
separated);  

• the ease of detecting any discrimination by the bottleneck facility owner in 
favour of its own subsidiary operating in the competitive market (in the 
example above, the retail operation owned by the integrated firm); 

• if such discrimination occurs, the consequences for competition if it remains 
undetected; and 

• the likely degree of competition in the non-bottleneck market. 

The World Bank (2002) proposed that the following combination of 
characteristics favoured the various options summarised in Table 1.
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According to Table 1, the solution varies between sectors according to their 
characteristics, the nature of the economies attached to the stages of production, 
and the character of competition in downstream markets. 

Gomez-Ibanez (2003) describes a trade-off in unbundling between the 
benefits of competition and the increased costs of coordination.  After unbundling, 
the bottleneck supplier no longer deals directly with customers.  Customer 
demands for service vary significantly and the investments made by the bottleneck 
supplier make a critical difference to services that the downstream firms can 
provide. While the airlock introduced by unbundling avoids discrimination in 
favour of the bottleneck provider’s own retailer, it also increases the transactions 
costs associated with coordination among the stages of production of the service. 

Having decided the appropriate point of separation, the next question is how 
to engage the private sector in the provision of the bottleneck component of the 
service. 

Contracting for Natural Monopoly 

Contracting problems arise when a firm invests in assets with long lives to supply 
particular customers and then the customer also makes specific investments that 
are durable, immobile and particular to the relationship (Gomez-Ibanez, 2003).  
The service provider makes specific investments to supply a particular community 
— for example, a network of water pipes — and, as Gomez-Ibanez (2003) 
explains, cannot relocate if the community (or the government representing them) 
decides to offer lower prices.  But the customers also make specific investments to 
consume the services of the infrastructure service provider.  If the company 
decides to charge much higher prices, the customer seeking to avoid those charges 
and find lower prices would have to move to another community, where they 
could face the same problem once committed to buying services from the new 
supplier. 

The problem is that these risks of opportunistic behaviour inhibit the 
investments required by both parties to generate lower costs in the transactions.  
They therefore under-invest in the specific assets and over-invest in other options 
to protect themselves against opportunism.  Both parties lose as a result.  

A solution to this problem is for the parties to commit to each other not to 
behave opportunistically in this situation by signing a long-term contract.  As 
Gomez-Ibanez (2003) explains, use of contracts in infrastructure transactions is 
complicated by two factors.  One is the number of parties involved.  Contracts are 
easier to write when there is one buyer and one seller.  In the case of infrastructure 
services, there is one seller but many buyers, which increases the transactions 
costs incurred.  The government could take the place of the buyers, implementing, 
ideally, the same contract that the consumers would have signed had the 
transactions costs been zero. But the government has its own interests and may not 
do so. 
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Another problem in contracting is the risk of incompleteness.  To protect 
against opportunistic behaviour, the contracts must last as long as the assets’ life, 
but the longer the contract, the more likely it is that the circumstances in which it 
operates will change.  Developing economies, especially, experience not only 
substantial technological uncertainty but also demand uncertainty 
(Kessides, 2004).   

Various contingencies can be included in any contract, and an appropriate 
distribution of the risks in each circumstance could be spelt out in advance.  But 
over a long period of time, as is relevant for infrastructure assets, it is difficult to 
include all relevant contingencies and agree on ways in which the parties will 
respond.  It is highly likely therefore that any contract will prove to be incomplete.  
Solutions to this problem are to introduce a framework for renegotiation (Aghion, 
Dewatripont and Rey, 1994). 

Stern (2003) illustrates the nature of the incompleteness of infrastructure 
sector contracts, referring to the application of contracts in the UK rail and 
electricity sectors.  Incompleteness creates the scope for renegotiation that leaves 
both parties better off (or at least one no worse off), and regulatory agencies can 
facilitate this renegotiation, as Stern (2003) explains.  He points out that this role 
is especially valuable in infrastructure sectors with large investments in sunken 
assets and in which new information on costs and technology emerges over time. 

With respect to developing countries, Guasch, Laffont and Straub (2003) 
review a data set of nearly 1000 concessions in Latin America from 1989 to 2000.  
They report that over 40 per cent had been renegotiated by 2000 — in transport, 
53 per cent, and in water 76 per cent had been renegotiated, with the 
renegotiations taking place, on average, 3.1 and 1.6 years after signing 
respectively. 

Guasch, Laffont and Straub (2003:27) suggest complex contracts that attempt 
to deal with the problem of incompleteness could be counterproductive if they 
‘lack transparency, contain contradictory requirements and lend themselves to 
opportunistic revision claims’.  The latter is an important point.  Contracts that 
contain provisions for flexibility increase the risk of moral hazard as participants 
have the incentive to abuse that provision.  For example, a contract could be won 
by bidding a low price, on the expectation that it could later be renegotiated.  
Guasch, Laffont and Straub (2003:27) suggest instead the use of a short contract 
document with ‘general rules…found in laws and the relevant jurisprudence’ 
implementation of which would be the role of the regulator.  They find that the 
presence of a regulatory agency, set up in advance of the contract, reduces the 
likelihood of renegotiation.  Stern (2003:211) interprets these results to say that 
the regulatory agency allows ‘more incompleteness in contracts while maintaining 
a low risk of contract failure’. 

Contracts relevant in the infrastructure sector vary in their scope because of 
the range of possible forms of relationship between the service provider and the 
government.  At one extreme, the private sector owns the assets, collects the  
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revenue, and manages investment, but is subject to government regulation of 
prices.  At the other extreme, the government performs all these roles.  There are 
intermediate cases, such as when the government owns the assets but the private 
operator manages the capital investment, collects the revenue and bears the 
commercial risk (namely, a concession). Alternately, the government might 
manage the investment and the private sector the operations, while both share the 
commercial risk (that is, a lease). 

The extent of political support for reform affects the choice of contract 
structure.  Where the private sector recovers costs through collecting the revenue 
earned by sale of services (as in a concession or lease), the price-setting process 
must generate sufficient income.  Kessides (2004:65) stresses the importance for 
private participation of setting prices that recover costs, arguing further that utility 
pricing is not the best mechanism for income re-distribution.  Harris (2003:Figure 
9) reports that the gap between prices and costs was greatest for electricity and 
water in the early 1990s (60 per cent cost recovery for electricity and 30 per cent 
for water).  Rosenzweig, Voll and Pabon-Agudelo (2004:21) in their review of the 
experience of power sector reform say that the: 

most critical factor in a viable reform process is the government’s will to 
support necessary changes when faced with the prospect of higher prices 
for power that opponents would criticize vigorously. 

The question then is whether the price increases needed to raise adequate 
revenue are politically sustainable.  Harris (2003) concludes that some 
governments overestimated their capacity to manage the price reform required, 
though in other cases governments may also have behaved opportunistically and 
not implemented a commitment to raise prices once the investment was in place.  
The problems of sustaining and implementing reform vary between sectors. Where 
prices are already close to cost recovery and where buyers are final product or 
service producers, reform is easier (for example, telecommunications). But where 
the level of cost recovery is lower, and where households are more important 
sources of demand, private participation is more difficult to arrange.  

If political support for price reform is insufficient, the forms of contracting 
with the private sector may necessarily be limited, for example, to management 
contracts, or perhaps to building facilities (Brook Cowen, 1997).  The 
incompatibility between the extent of political support and contract choice is 
therefore another contributor to contract failure and private sector withdrawal. 

The next section provides further discussion of the activities of the regulatory 
agency, in particular price setting. 
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Regulatory Institutions and Price Setting 

Options for price setting include, at one extreme, rate of return regulation, and at 
the other price cap regulation.  A sample of recent literature comparing these 
options is Kirkpatrick and Parker (2004), Ergas and Small (2001) and 
Ergas (2004).   

The options can be summarised in the following model.  Let p be the 
regulated prices, C be actual costs and C* be expected costs.  If price (p) equals 
actual costs (C), so that p = C, the problem is that there is no incentive to 
minimise costs.  The alternative is to base price on expected costs (p = C*) and 
allow the regulated firm to keep (or bear) any margin between price and actual 
costs.  The firm is then fully rewarded for reducing costs below the level expected.  
Price could also be set to depend on both actual and expected costs of the firm:   

p = C + ß(C* - C) = ßC*  +  (1- ß)C  (1) 

In this equation: 
ß = 1 implies price cap regulation where only C* matters 
ß = 0 implies cost plus price control, where only C matters. 

Another form of price control, called sliding scale regulation, is where an 
intermediate value of ß is determined in advance and some part, but not all, of a 
change in costs is passed on to consumers.  

In general terms, according to this framework: 

• the higher is ß, the greater the incentive to cut costs 
• the lower is ß, the greater is the pass-through of any change in costs.When the 
regulator sets prices, actual costs cannot be known with certainty and the value of 
C (like that of C*) is an expected value.  However, there are important differences 
between C and C*:  the former is estimated from actual recorded costs (a 
backward-looking approach) and changes in costs are passed on to consumers 
(perhaps with a lag, as discussed below).  The latter (C*) is derived from a 
forward-looking method, either a ‘building block approach’ related to the firm’s 
own costs and to assessments of potential productivity growth or the application of 
yardstick competition, that is, an assessment based on costs of comparable firms. 

Price Cap Versus Rate of Return Regulation 

The problem is then to choose the value of ß.  It does not have to be either zero or 
1 but can take an intermediate value. Changes in the value of ß affect a number of 
indicators of performance of the regulatory process, identified by Kirkpatrick and 
Parker (2004).  These include the following: 

• Incentives for efficiency increase with the level of ß, since the benefits of 
efficiency gains are retained by the firm until the next price review. 
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• The risk of political rejection increases with ß, since slight errors in setting 
the cap lead either to large profits for the regulated firm, or to bankruptcy.  As 
Ergas (2004) puts it, the price cap decouples price and cost outcomes, which 
is ‘only plausible when errors are not likely to be significant’. 

• The risk of regulatory gaming decreases with ß.  This risk refers to the 
problem of withholding the correct information or inflating cost figures, 
which can be significant under rate of return regulation.  Price reviews can be 
used to correct this problem (although higher frequency of reviews may also 
increase the risk of capture of the regulatory process).  Under price cap 
regulation, the firm has less incentive to withhold information. 

• The threat of regulatory capture increases with ß, since high values lead to 
either very high profits or negative profits where circumstances change 
quickly.  Consumer interests (in the former case) or producer interests (in the 
latter) have a greater incentive to lobby regulators to change prices.  Where 
the political institutions are not sufficiently robust to resist this pressure, the 
regime would shift and its legitimacy would be undermined.  The parties 
would also be encouraged to play this regulatory game.  As noted again 
below, the cost of capital could also increase.  Ergas (2004) observes that, as 
the price cap removes a link between prices and actual costs, it also removes 
a constraint on the regulatory process and increases the risk of ‘regulatory 
opportunism’. 

The relationship between changes in the value of ß and the costs of 
administration is not so clear.  The difficulty of administration may increase with 
ß, since setting the price cap requires methods of analysis that may exceed the 
capacity of the regulatory office.  Incentives to withhold information are, however, 
higher under the rate of return regime, so the challenges of collecting and auditing 
data may be greater under that regime.  Some types of administrative resources 
have relatively high opportunity costs in developing countries (Domah, Pollitt and 
Stern, 2002).   

Overall, the choice of ß’s value hinges on an assessment of:  

(a) the efficiency effects; 
(b) risks in the regulatory process; and  
(c) administrative costs.   

Further guidance on this choice is available from empirical work on the effects of 
regulation. 

Guasch, Laffont and Straub (2003:34) draw on their review of actual 
contracts to argue for the rate of return ‘as the salient choice’.  Price caps in their 
sample increased the likelihood of renegotiation: firms appeared in fact to bear 
little risk, since they ‘kept the efficiency gains when business was good and 
renegotiated when it was poor’.  Gains were generally not shared with users.  Price 
caps also increased the cost of capital.  Price caps tended to reduce investment, 
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since its rewards were not available until a later date.  The renegotiation process 
tended to turn the price caps into hybrid schemes. 

Kirkpatrick and Parker (2004) in their review of the impacts of methods of 
regulation conclude that, while price caps have improved performance in 
developed economies, they are more difficult to apply in developing economies.  
They suggest that an intermediate value of ß — that is, the sliding-scale approach 
to price setting — is the best solution, and may add credibility to a regulatory 
system in which changes in prices or profits are greater than expected.   

A true sliding-scale system has to be adopted in advance and designed to 
operate automatically.  For example, once a firm’s profit reached a certain level, 
further increases in profits would be removed by price reductions (see Turvey, 
1995).  As noted already, some regulatory arrangements tend to converge on a 
form of regulation with these characteristics; their design might have been as a 
price cap but their implementation is closer to that associated with an intermediate 
value of ß.  

Regulatory Periods 

Rate of return regulation reduces the incentive to cut costs.  According to Ergas 
and Small, (2001:8):   

Provided full cost recovery is guaranteed, neither shareholders nor 
managers gain any advantage from streamlining production processes or 
investing in more efficient technologies’  

A longer regulatory period helps avoid this problem.  When the period is 
lengthened, the regulated firm has an incentive to cut costs early in the period, 
since it retains the benefits of doing so.  

The finite length of the regulatory period is a problem for incentive 
regulation.  As Ergas and Small (2001) explain, the regulator generally sets an 
initial price level and then requires that prices fall in real terms by a percentage X 
each year until the next review.  Both the initial level of prices and the X factor 
would be set on the basis of the firm’s own history and circumstances, but can be 
influenced by various systems for benchmarking that performance.  A finite length 
of the review period is required, since if an error is made in the X value then the 
arrangement is not likely to be sustainable.  The problem is that, as the review date 
approaches, the firm has an incentive to work less hard to reduce costs, because, if 
it can convince the regulator that the scope for further productivity gains is small, 
it may be rewarded with a smaller X (see Ergas and Small 2001). 

One solution is to adopt a carryover mechanism so the firm is allowed to 
charge higher prices than otherwise for a longer period, to recoup a cost-reducing 
investment.  However, as Ergas and Small (2001) point out, the incentives created 
depend on the length of the regulatory period. 
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Service Quality 

Incentive regulation encourages firms to cut costs, but the reductions could be the 
result of improvements in productivity, or reductions in quality — when costs are 
reimbursed, the latter is less of a problem (see Ergas and Small, 2001).  A variety 
of methods is used to give attention to service quality.  One option is to impose 
minimum standards on suppliers, with penalties or compensation to be paid if 
these are not met.  Another is to endorse a range of prices depending on the quality 
of service produced. 

On what grounds does the regulator choose the minimum quality standards or 
confront the firm with a trade-off between price and quality?  This problem 
becomes more important as the regulatory process becomes more intrusive.  

Ideally, the regulator’s choices will reflect the views of the service’s 
consumers, but in practice these are difficult to establish.  Many regulatory 
agencies are now seeking evidence from firms of formal consumer codes or 
customer consultation systems, and some are allowing firms to propose different 
business plans depending on the information that comes from these consultations.   

Even better is to establish regulatory processes that permit direct contact 
between the demand and supply sides of the market.  This is possible when 
consumers are large and sophisticated (leading to a case for private contracting) 
but more difficult when many small consumers are involved.  One response is to 
look for ways to introduce retail competition so that retailers act as the agents for 
consumers in negotiating price and quality packages with the upstream suppliers.  
The introduction of larger buyers on the demand side ameliorates one of the 
constraints on the use of contracts. 

This approach of seeking direct links with the demand side of the market 
places more weight on the role of a complementary agency with responsibility for 
competition policy in this sector (for example, giving attention to mergers among, 
or forms of uncompetitive behaviour by, the supplier group).  Attention to these 
competition policy issues is important even in the presence of an economic 
regulator — its work helps reduce the regulator’s workload, allowing that 
regulator to specialise in matters of price control. 

Conclusion 

With so many issues to resolve it is not surprising that promoting private 
participation has been difficult, and more so than once expected.  The issues 
include: 

• the separation of the provision of upstream and downstream activities around 
the bottleneck facility; 
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• the means of dealing with the high likelihood that contracts will be 
incomplete, and the design of the regulatory agency;  

• the political support for linking prices to costs when the contract design 
requires the provider to supply services and collect revenue to cover costs; 
and 

• the choice of an appropriate point in the broad trade-off between cost price 
and price cap regulation, including the design of complementary institutions, 
and other related regulatory practices such as the length of the regulatory 
period and service standards. 

There is no one solution to the question of how best to engage the private 
sector.  Options vary depending on the allocation of responsibilities for asset 
ownership, management oversight and the provision of services.  The choice 
depends on the nature of the service to be provided and the stage of development 
of the host economy.  Some forms of private sector participation demand high 
levels of regulatory capacity and political support for reform.  In economies where 
those conditions are not met, intermediate forms of private participation are 
preferable.   

As institutional capacity develops, more elaborate or extensive forms of 
private participation can be adopted.  One form of engagement of the private 
sector may not be appropriate for long periods.  Some adjustments will be 
valuable and it is important to establish common understandings in the community 
and among investors about the likely trajectory of that change. 

The regulatory institutions should also be open to evolution and reform over 
time.  Price caps have some considerable advantages and create powerful 
incentives for improved performance.  But they are also risky and prone to 
political collapse.  Cost-based regulation is a safer choice when complementary 
institutions to reduce the risk of capture of the regulatory process are not available.  
The downsides of that choice are the lack of incentive for productivity growth and 
its information problems.  As development proceeds and experience accumulates, 
the system might be shifted towards a price cap.   

There is value in further empirical work in two main areas.  One is about the 
processes of contract renegotiation.  This work would examine questions such as: 

• the links between the probability of renegotiation and the presence of an 
independent regulatory body; 

• the choice of price-control method; 
• the general conditions of governance in the host economy; 
• the degree to which prices cover costs; and 
• the nature of the service provided.   

Case studies of ways to limit the moral hazard associated with contract 
renegotiation would also be valuable.  The other area of empirical work is to study  
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the effects of various regulatory processes (characterised in more detail than 
previous work has been able to do) on performance in regulated markets, 
including cost reductions and productivity growth, as well as service quality 
changes and innovation. 
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Fixing Disputes for a Century 

Joe Isaac and Stuart Macintyre (eds), The New Province for Law and 
Order:  100 Years of Australian Industrial Conciliation and Arbitration, 

Cambridge University Press, Melbourne, 2004 

Reviewed by Anne Daly 

he centenary of the Conciliation and Arbitration Act of 1904 is a good time 
to review the successes and failures of the Australian system of labour 
market regulation and its impact on Australian life.  This is also a timely 

book given the discussion of further reform of the industrial relations system 
following the Coalition victory in October 2004 and their control of the Senate 
from July 2005.  These reforms are likely to further limit the role of the arbitration 
system by reducing the number of ‘allowable matters’ that can be included in 
awards and to make it more difficult for unions to organise workers (Australian 
Financial Review 16 December 2004). 

The federal system of conciliation and arbitration was born out of the bitter 
strikes of the 1890s.  In the words of Justice Higgins, the second president of the 
Court of Conciliation and Arbitration and a key figure in the early developments 
of the system, it was designed to substitute ‘the crude and barbarous processes of 
strike and lockout’ by ‘conciliation, with arbitration in the background’ (p. 14).  In 
its lifetime the system of conciliation and arbitration has attracted strident 
criticism for its alleged negative effects on the operation of the labour market and 
on Australian economic growth and strong support from those who see it as an 
important part of the Australian way of life and a promoter of equity and fairness 
in the labour market.  The institution has altered its form and its role as the social 
and economic circumstances of the country have changed, but it has continued to 
survive. 

This book reviews the hundred years of the conciliation and arbitration 
system in Australia.  It appears to be aimed at a general reader rather than 
specialists in the field of industrial relations or its modern equivalent, human 
resource management.  A thematic approach to the history is adopted.  The authors 
are academics and practitioners in the field.  There are eight chapters covering the 
following areas: a broad political history by Tim Rowse, the practical operation of 
the system by Stuart Macintyre, a legal history by Michael Kirby and Breen 
Creighton, an economic and social impact assessment by Keith Hancock and Sue 
Richardson, the impact on women and Indigenous Australians by Gillian 
Whitehouse, the employers' perspective by David Plowman, the union perspective 
by Malcolm Rimmer and a concluding chapter on the effects on industrial conflict 
by Bill Hartley. 

This is an important topic clearly deserving some serious analysis but many 
readers will be disappointed by the treatment in this book.  For the reader 
unfamiliar with the system and hoping to understand how it has worked in the 

T



Reviews 

 

72

past, there is little attempt to set out a beginner’s guide.  For example, the 
relationship between minimum rates and paid rates awards, how national wage 
case decisions have affected wages and how awards are enforced is not explained.  
A glossary of terms would be useful.  Readers hoping to finish the book with some 
answers to questions on the impact of the arbitration system on the Australian 
economy and particular groups are also likely to be unsatisfied.  Given the nature 
of the task, this situation is hard to avoid — it is extremely difficult to isolate the 
impact of one institution on an economy or society over a hundred-year period but 
the book is rather lacking in examples of instances where the arbitration system by 
itself appears to have had either a strong positive or negative effect on outcomes.  
The most striking exceptions to this are in Whitehouse’s chapter on the impact of 
the equal pay decisions on women’s pay in the early 1970s and the negative effect 
on Indigenous employment of their inclusion in the Cattle Station Industry Award 
in 1966.  Even in these examples the implications of the centralised decisions were 
highly dependant on other factors; raising the wages of Indigenous employees in a 
declining industry undertaking major capital investment were different from 
raising the relative pay of women at a time when demand for labour in the service 
industries was growing strongly. 

The choice of a thematic rather than chronological approach to the book has 
made it at times repetitive.  For example, Higgins’ famous Harvester judgement in 
1907 — establishing a basic wage to enable a male worker and his family to live 
in frugal comfort as ‘a human being in a civilized community’ — is repeated in 
several chapters and the link with the papal encyclical of 1891, Rerum Novarum, 
is noted more than once.  Similarly the use of penal powers and the jailing in 1969 
of the secretary of the Australian Tramways and Motor Omnibus Employees 
Federation, Clarrie O’Shea, is discussed in several chapters.  A chronological 
approach would have avoided these repetitions and allowed a deeper analysis of 
issues in each time period.  Introductory and concluding chapters could have been 
used to draw out major themes. 

One interesting recurring theme of the book is the love/hate relationship of 
the arbitration system by both the employers and unions.  The unions have 
favoured a centralised system in periods of high unemployment and low 
bargaining power but have rebelled against centralised control at other times; for 
example in the late 1960s and the final versions of the Prices and Incomes Accord 
between the Hawke/Keating Labor governments and the Australian Council of 
Trade Unions (ACTU).  In both these instances unions were interested in pursuing 
claims outside the framework of the arbitration system; in the latter period many 
unions were encouraging the development of enterprise bargaining.  The book 
illustrates many instances of the significant interdependence between the trade 
union movement and the arbitration system.   

The employers have similarly had contrasting views about the arbitration 
system depending on the state of the business cycle.  Plowman quotes one 
employer’s colourful view in 1930 that arbitration was ‘a greater curse than 
droughts, prickly-pear or any other curse in Australia’ (p. 251) while another at a 
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more buoyant time in 1937 argued that the ‘Arbitration system was a sound one 
and that it would be a permanent feature of the Australian system’ (p. 253). 

Another recurring theme is the relationship between federal and state 
institutions and the difficulties created by the co-existence of the two systems.  
The existence of closely related jurisdictions has created numerous opportunities 
for strategic game playing to maximise the benefits to competing groups.  Many 
employers have had to deal with both state and federal arbitration tribunals.  This 
has complicated matters and delayed the resolution of disputes.  This inter-
relationship between federal and state tribunals is discussed in a number of 
chapters, particularly the legal history by Kirby and Creighton.   

While the arbitration system may have initially been established with the 
immediate aim of settling industrial disputes, it has played a key role in wider 
macroeconomic policy developments.  This was particularly important in the 
1970s and 1980s when incomes policies were discussed and implemented.  As 
Hancock and Richardson explain, there has always been a social policy angle in 
the deliberations of the arbitration tribunals that began with Higgins’ 
establishment of the basic wage.  It continues to the present day in the minimums 
set under the safety net.  The existence of these wider aims has introduced 
restrictions that place the operation of the Australian labour market outside a free 
market framework where wages and employment levels are determined solely by 
the interaction of demand and supply. 

It is for this reason that opponents of the system have argued that it has had a 
negative effect on Australian workers by limiting employment, especially of 
disadvantaged workers whose productivity is below the minimum wage, and 
reducing growth in the economy.  Others such as Hancock and Richardson have 
supported the system in the interests of these same vulnerable workers as they 
argue it offers them protection and more civilised outcomes.  There is little 
evidence presented in this book to support either position of dire negative effects 
or strong positive ones.  Hancock and Richardson in their assessment of social and 
economic impacts highlight the difficulty of isolating the effect of the arbitration 
system on inflation, employment and economic growth outcomes.  There is some 
evidence that Australia’s wage distribution was narrower in the 1970s and 1980s 
than in other countries but OECD data presented by Hancock and Richardson for 
the early 1990s places Australia in the middle of the 19 OECD countries compared 
on the basis of the earnings at the 10th percentile as a ratio of the earnings at the 
90th percentile.  Hartley argues on the basis of person days lost to industrial action 
per 1000 employees that the conciliation and arbitration system reduced strikes 
between 1910 and 2001.  However he does not consider the other factors that 
might have affected the level of strike activity.  These include the Great 
Depression, the Second World War and legislative intervention under the 
Workplace Relations Act 1996 which prevents strikes outside the bargaining 
period.  International trends in declining strike activity suggest that there are 
forces beyond domestic institutions that have altered the cost-benefit analysis of 
strike activity and reduced its incidence. 
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It would be a more interesting book if it canvassed a greater variety of views, 
and some more controversy, as the system has certainly generated plenty of that.  
There is no chapter by someone known to be opposed to the system.  It is a very 
Australian book looking at the system from an Australian perspective.  It would 
have been interesting to have a view from an outsider.  Certainly the concept of a 
legal tribunal determining wages and conditions is very unusual to people from 
other countries and it would have been interesting to have an additional, 
international, perspective. 

The subject of this book is an important one for any student of Australian 
history but this book will leave many major questions unanswered.  An 
opportunity to progress the debate on the role of the conciliation and arbitration 
system in the Australian economy has been missed.  This is disappointing given 
that we are now moving into another phase of reform of the industrial relations 
system and a fuller analysis of the achievements and failures of the current system 
would have provided valuable input for policy makers 
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Economic Policy Challenges 

Michael Keating, Who Rules?  How Government Retains Control of a Privatised Economy, 
The Federation Press, Sydney, 2004 

Reviewed by John Freebairn 

ichael Keating brings a rigorous economic analysis and his experience as a senior 
Commonwealth public servant ‘to critically examine the contention that marketisation of 
government necessarily leads to a loss of state power and policy discretion’.  In fact, he draws 

the opposite conclusion.  He argues that microeconomic reform of the past 30 years has not changed 
government objectives and accountability to its citizens, but that it has enabled governments to more 
efficiently and transparently meet growing societal demands on governments, and that further reforms to 
improve Australia’s supply capacity are required to enable governments to respond to a more challenging 
future.  Arguably, a more aggressive reform agenda than that presented by Keating should be on the 
discussion table.  This book provides an excellent complement to related studies on Australian economic 
policy, including Productivity Commission (2004), Dawkins and Steketee (2004) and Gans and King 
(2004). 

Governments at Commonwealth, State and Local levels play a key role, and historically a growing 
relative role, in the Australian economy.  Total government outlays and receipts represent over 30 per 
cent of GDP, at any one time over a third of Australian households depend principally on pensions and 
benefits for most of their income, and most Australians enjoy some government provided goods and 
services either free or at prices below cost of production, and government rules and regulations impinge 
on most business and many household decisions.  From an economic perspective, the underlying reasons 
for government intervention in the economy are to provide a legal framework and a stable 
macroeconomic environment in which the private sector can operate, to correct for market failures 
associated with monopoly power, public goods, externalities and information asymmetries, and to meet 
society’s equalitarian goals of equality of opportunity and some redistribution of national income.  
Keating describes many of the microeconomic reforms of the last 30 years in terms of governments 
shifting their policy strategy towards greater use of managed markets to better meet enduring society 
goals of economic growth and equity in a world of changing technology and community aspirations.   

Chapters 2, 3 and 4 trace out the major policy changes, economic and social outcomes, and future 
government policy challenges for, respectively, macroeconomic management, input and output markets as 
they affect the provision of primarily private good property goods and services, and human services such 
as education, health and aged care.  In terms of an answer to the question Who Rules?, Keating is at pains 
to argue that in the absence of a growing economy it is extremely difficult for governments to gain access 
to resources for their many programs, and that economic growth provides a key ingredient for gaining 
community trust and support, both of which are necessary for effective government. 

Keating draws a favourable picture of macroeconomic policy changes over recent decades.  
Important changes include independence of the Reserve Bank with a clearer and more credible set of 
policy objectives and strategy, the medium term focus of fiscal policy, and considerable taxation reform.  
He points to improvements in the outcomes achieved by, and the perceived credibility of, fiscal and 
monetary policy to support economic growth and to achieve low and predictable inflation.  The low 
workforce participation rates, as much as high unemployment outcomes, are, however, of concern and a 
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future challenge.  He argues that neither globalisation, nor the loss of direct controls over the nominal (as 
opposed to real) wages and exchange rates, has reduced the capacity for Australian authorities to pursue 
independent macroeconomic policies.  The greater effectiveness of market forces in both the private 
sector and much of the formerly government business enterprise sector is argued to have complemented 
and strengthened the conventional macroeconomic policy instruments by adding to competition in the 
product and factor markets and by increasing flexibility of the economy to adjust to external and internal 
shocks. 

Microeconomic reform and greater reliance on market forces to deliver productivity improvements 
over the last 30 years were particularly directed at increasing international and domestic competition in 
the product, capital and labour markets.  Keating provides an excellent discussion of the reasons for and 
the processes of unwinding the ‘Australian settlement’ policy strategy of tariffs, centrally regulated 
finance and labour markets, and extensive direct monopoly government ownership and operation of key 
infrastructure industries.  Nowadays, industry policy is focussed primarily on correcting market failures, 
and this involves more in the way of re-regulation rather than deregulation.  However, he points out that 
even now there is not a coherent and transparent industry policy strategy, and that government grants and 
tax expenditures by the States as well as the Commonwealth offer selective industry assistance, a lack of 
transparency, with possible opportunities for crony capitalism.  While considerable improvements in 
industrial relations and performance of the labour market have been achieved, Keating is critical of the 
weight many still attach to use of the labour market, including minimum wages, as a redistributive 
instrument.  He shows that many on low incomes gain little, if anything, from higher minimum wages 
(because they are unemployed or have part-time hours, because some lose employment and the 
opportunity to acquire on-the-job skills and higher future wages, and because of high effective marginal 
tax rates) and about a half of those on minimum wages live in middle and high income families.  Instead, 
he proposes use of the tax and social security systems to more directly target assistance to meet equity 
goals and for changes in the education and training systems to improve skills and labour productivity.  
The chapter concludes with a plea to continue microeconomic reform with the objective of raising 
productivity and living standards. 

Human services, including education, health, employment services and housing, represent a growing 
share of the economy, most but not all funds are government provided, and governments are held 
responsible by a more discerning and critical public for better and better outcomes.  Keating discusses 
policy changes towards marketisation in the provision of human services as involving the separation of 
policy development and monitoring outcomes from the delivery of the service, devolution from 
centralised bureaucracies and hierarchal rules towards local suppliers and communities, contracting of 
service supply to introduce competition, and in some cases a greater use of user-pays charging.  With the 
notable exception of employment services, the use of competition and contracting-out of supply has been 
slow to develop.  Even with the limited changes, Keating argues that there have been significant 
improvements in productivity and in better targeting assistance over recent decades.  Clearly, human 
services are appearing as the important future areas for improved resource allocation and productivity.  
From my perspective, Keating’s discussion on reform options ought to be extended to include resolving 
the conflict between free or below-cost pricing and the inevitable excess demand that follows, the present 
clumsy and costly interface between the Commonwealth and the States in the supply chain, and the 
fragmentation of policy and supply of different complementary and substitute forms of health, education 
and other human services.  More radical reform options for consideration include reducing the extent of 
middle class welfare and the extent of government involvement in intra-family redistribution over one’s 
lifetime for what are largely private good property services.  Provided that governments effectively 
monitor and preside over market outcomes, whilst using competition and other measures to achieve 
efficiency gains and improvements in the mix of products sought by different individuals, Keating argues 
that government control is enhanced rather than diminished. 



Chapter 5 considers changes over recent decades in measures of income inequality, quality of life 
issues such as the environment, and community relations.  Where changes have been observed, Keating 
considers the relative contribution of greater marketisation versus other causes such as technology, greater 
individualism and higher incomes.  While the distribution of private earnings has become more unequal, 
redistribution through changes in the tax and social security systems has resulted in a similar distribution 
of effective disposable incomes.  Again, the distribution of wage rates per hour has been extremely 
constant over time, with most of the change in the distribution of private earnings arising because of 
changes in the mix of jobs, which, in turn, Keating attributes primarily to technological change and not to 
marketisation policy.  Except for air pollution in cities, many of the ABS measures of environmental 
outcomes have declined over the last 30 years.  The use of market-like instruments, including taxes and 
tradeable permits, rather than command and control regulations, are advanced as more effective ways to 
remedy these environmental externalities.  Keating questions many of the conclusions drawn by 
sociologists that the self-assessed satisfaction of Australians with their lives and community has fallen 
over recent decades.  Further, he contends that any changes are the result of a number of social and 
political evolutions and not just economic changes. 

The penultimate chapter considers the future demands on governments and their capacity to deliver.  
It is argued that demands for expenditures on health, education, infrastructure, the environment and 
national security could increase the required government share of GDP by another 10 percentage points, 
and that it will be increasingly difficult for governments to reach consensus positions with a more diverse 
and articulate electorate.  Against these challenges, and without proposing major changes to the operation 
of the Australian political and public service systems, I was left wondering whether Keating errs on the 
side of over-optimism in his assessment that Australia’s current institutions, perhaps with further 
pragmatic evolution, will suffice.   

Overall, Michael Keating has written an informative and thought-provoking assessment of the recent 
roles and future challenges for economic policy and its institutions in Australia. 
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How the Bank Got Its Groove Back 

Stephen Bell, Australia’s Money Mandarins:  The Reserve Bank and the Politics of Money, 
Cambridge University Press, 2004 

Reviewed by William Coleman 

his is the story of how the Reserve Bank of Australia won its independence. 
The tale is told with a trove of interviews of the principal protagonists — Bob Johnston, Bernie 
Fraser, John Phillips, Paul Keating.  Ian Macfarlane is also interviewed, the only interview, in my 

reckoning, that he has ever granted.  The words used by Macfarlane, and the other central bankers, have a 
candour and immediacy that constitute a rarity to be prized by central bank watchers in Australia, and 
abroad.  Stephen Bell is to be congratulated. 

Our story begins in the early 80s, when there was movement in the air.  The Campbell Inquiry had 
reported; a new governor, Bob Johnston was installed.  The Bank, however, was slumbering in contented 
submission to the Federal Government.  And this was just how the new Treasurer Paul Keating wanted it 
to stay. 

When Keating came into office [in 1983] he clearly assumed the old rules of the game applied.  
The Treasurer made monetary policy on the advice of the Reserve Bank and the Treasury … .  I 
am sure he came into office firmly of that view … .(Ian Macfarlane) 

As the Bank was also firmly of that view there was, initially, no lack of mutual confidence.  Trust 
was lost because of Keating’s wrath at the lack of ‘instant action’ in response to his behests.  The critical 
incident came in March 1988, with the resolution to tighten monetary policy.  As Macfarlane relates: 

What happened was we had decided that we should lift interest rates, we sent it to the Board, we 
went along to the debrief with Keating and said we should  do it, and Keating agreed 
immediately, so there was no conflict…[But] Bob Johnston had misinterpreted the meeting, and 
didn’t realise he had the Treasurer’s agreement.  He then went overseas for a few weeks and 
nothing happened.  (Macfarlane, p. 51) 

Keating was, as Johnston puts it, ‘extremely disappointed’.  It became, in Keating’s mind, proof 
positive of something wrong in the central bank.   

They were slow putting the rates up … .  I wanted the rates up, and the Bank was slow to put 
them up.  In the period after the 1987 stock market crash, when the property market took off, I 
wanted them up, and it took a long time to get them up’ (Keating, p. 50) 

Was it not the time for a reliable pair of hands at the wheel? In September of 1989 the ‘strong-
minded’ John Phillips was passed over, and Bernie Fraser - Keating’s earlier appointment as Treasury 
Secretary, and ‘close friend’- was appointed Governor.  But Keating still seemed distrustful.  In June of 
1990 Phillips advanced in a public forum the eminently sane view that monetary policy should be directed 
primarily to fighting inflation.  Keating, writes Bell, ‘was furious’, and according to one journalist 
promised to cut Phillips ‘off at the knees’.  (Bell, p. 62). 

In was time to tell everyone who was boss.  On 7 Dec 1990, speaking to the Canberra press gallery, 
Keating declared ‘I have Treasury in my pocket, the Reserve Bank in my pocket, wages policy in my 
pocket, the financial community both here and overseas in my pocket’.  Fraser laments, in interview, 

T 



It was unfortunate, and he regretted it.  I chastised him … he regretted it, and he never repeated 
it.  He came close a couple of times to more or less backing away, but being the person he was 
he couldn’t bring himself to make a full apology.  (Fraser, p.117) 

Keating’s expostulation was one small step in his own self-destruction.  But the consequences for the 
Bank were more immediately telling.  In Bell’s words (p.117) ‘Keating’s comments helped torpedo the 
Bank’s credibility’.  In the face of these humiliations, and presumably at some risk to himself, Macfarlane 
— not yet Governor — publicly asserted the dignity of the Bank.  Yet, as Macfarlane (p.95) recalls, ‘The 
IMF did not trust us’.   

Paradoxically, it was at this time of its lowest fortunes that the Bank was experiencing something 
that would undercut Keating’s trumpeting: Fraser was being ‘captured’.  As Macfarlane explains, Fraser  
‘had to go through a transformation as well, which he did slowly, at his own pace …There was no way 
you could bully him or anything like that.  And gradually once we got him on board at his pace, he had 
the capacity to bring the government of board with him which was, it turns out, terribly 
important’(Macfarlane, p.121). 

Significantly, it was about this time, say 1991/2 that the inane policy of using the Current Account 
Deficit as a goal for the cash rate ceased.  Things at the Bank now ‘felt independent’, says Macfarlane (p. 
121).  ‘… for us it sounded as though we were very independent because we were giving our views to 
Bernie, and Bernie was either accepting … or accepting after a bit of discussion … .  But I don’t know 
how many conversations Bernie had with Paul.  I mean maybe Bernie only agreed with us once he’d 
already cleared it’. 

For all these uncertainties, it seems true that in his final years Fraser was captaining his own vessel.  
Keating in interview with Bell states that in the run-up to the 1996 election he wished to have cash rate 
reduced more sharply than it had so far been. 

The option for me, near a difficult election, was to have an open brawl with the Bank and Bernie 
Fraser.  Further away from an election, I would have dealt with the Bank’s unreasonable 
intransigence in much sterner and more decisive terms’.  (Keating, p. 127) 

That ‘difficult election’ concluded Keating’s role in this story.  And Fraser, the Bank, and Australia, 
was preserved from ‘stern and decisive’ action.   

1996 also ushered in the Statement.  Bell’s narrative here becomes sketchy as to which interest 
conceived the Statement.  But, certainly, it well met the Bank’s own earnest wish, after ten years of 
mortifications, to have its independence formally recognised, and signalled to the world.  And it allowed 
this independence to be signalled without the revolution and alarms posed by some new Reserve Bank 
Act, that John Hewson had proposed.  At the same time the Statement allowed the incoming government 
to display its own virtue, and at the same time bury, yet again, the spectre of Hewsonism.  In the words of 
the freshly appointed governor Ian Macfarlane, the Bank had ‘independence from then on, there’s no 
doubt about that’ (p. 130) 

So: in this tale we have a villain, a victim, a hero, and an agreeably ambiguous figure.  And the 
ending is a happy one: the Bank and monetary policy is now in the hands of professionals, instead of 
wilful, irascible, and idiosyncratic amateurs.  A sunny confidence prevails. 

I want to here issue a warning against self-satisfaction.  If Paul Keating is the apparently clinching 
argument in favour of Bank independence, then a longer historical memory provides counsel against 
Bank ‘independence’ as it is now constituted.  A longer historical memory will recall Sir Robert Gibson 
was the supreme power in a perfectly independent Commonwealth Bank during the Great Depression.  
Gibson, in the delicate irony of L. F. Giblin (1951), ‘had a clear and confident but somewhat imperfect 
vision of Central banking problems’.  Facing a collapse of export prices, in nominal and real terms, he 
was fiercely opposed to depreciating the currency.  He was scandalised by the thought of stimulating the 



money supply, even though M1 had fallen 20 percent between 1928/9 and 1929/30.  And he did all he 
could to stop either, and that was a great deal.   

The general principle I am reaching for is that any ‘monarchical’ system of governance produces 
extreme outcomes.  When it is good it is very good, and when it is bad it is, truly, horrid.   

A cabinet system does better.  With respect to Bank’s constitution, the cabinet is the Bank’s Board.  
Bell properly spends considerable time upon it.  His pages reinforce the general impression that the Board 
is an empty shell.  It is difficult for the outsider to be confident about this, as the Board is shrouded in a 
mysterious silence.  But I fear that this silence is the silence of the dead.  There is nothing — or generally 
nothing — there.  Contrast the chatter of the British press about the activities and make-up of the Bank of 
England’s Monetary Policy Committee with corresponding silence in Australia.   

Granted, the ex officio presence Secretary of the Treasury must be an intellectual presence 
independent of that of the Governor and Deputy Governor.  And the convention of making an academic 
appointment makes for another presence.  But, as Sir William Cole notes, ‘Most of these directors, do not 
depend for good or ill, on the performance of the Reserve Bank, but on their other activities’.  (p. 173)   

The weighting of the Board with company suits matters little now, given the Bank’s excellent 
stewardship.  But, dear reader, race forward in your imagination, to some future age, where a Gibson or a 
Keating is installed as Governor, and with all the independence the Bank now enjoys.  It can happen. 

One calming response to the fearsome vision is the likelihood of ‘capture’.  Any Governor, speaks 
the reassuring voice, will find it in their advantage to take the advice of the experienced heads that 
surround him.  I find this reassurance a little hopeful; we cannot rely upon Governors being sufficient 
good judgement to be to be captured.  If Fraser was indeed captured, it was to his credit that he was 
captured. 

A better proofing against an incompetent Governor is a Board that knows its subject, and invests its 
reputation in its conduct.  How to produce this? One suggestion is more economic expertise, as in the 
bank of England.  Macfarlane is acerbic.  ‘The Bank of England model has a board which basically 
consists of professors of economics, so that it is not at all surprising that a professor of economics is very 
much in favour of the model’.  But ‘economists’ do not need to be professors; there can be financial 
journalists, and business economists.1  And they need not be from the private sector.  An ex officio 
appointment could be made from the Productivity Commission, APRA, or the ACCC.2  

One more recommendation:  the Board should have a power to pass a motion of no-confidence in the 
Governor.  The governor-general ‘on the advice of the government’ would then appoint a replacement.   

There is of course, the possibility of an incompetent Board dismissing a competent governor.  Just as 
there is the possibility that a jury of 12 may, on occasion produce, an inferior verdict to a jury of 1.  The 
key point is that a jury of 12 is less likely to give a bad decision than a jury of 1.   

In matters of constitution design power spreading — ‘democracy’ — is not only just, it is prudent. 
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NON-AGENDA 
With the view of causing an increase to take place in the mass of national wealth, 
or with a view to increase of the means either of subsistence or enjoyment, 
without some special reason, the general rule is, that nothing ought to be done or 
attempted by government.  The motto, or watchword of government, on these 
occasions, ought to be ⎯ Be quiet...Whatever measures, therefore, cannot be 
justified as exceptions to that rule, may be considered as non-agenda on the part 
of government. 

⎯ Jeremy Bentham (c.1801) 

Intergenerational Equity in an Ageing Society 

Janna Thompson  

geing populations in many developed countries have heightened concerns 
about the growing costs to governments and taxpayers of funding pensions 
and medical benefits for the aged.  There is no agreement among policy 

makers and economists about the seriousness of this concern.  The 
Commonwealth Government’s Intergenerational Report (2002) takes the view 
that an ageing population will put intolerable fiscal strain on future governments 
unless policies are adopted to alleviate the problem.  Kelly and Harding (2004) 
argue that the problem is aggravated by the fact that most baby boomers have not 
saved sufficiently for retirement.  On the other hand, McDonald (2004) thinks that 
financing the costs associated with an ageing population will not be a serious 
burden to an increasingly wealthy Australian population, and Day and Dowrick 
(2004) argue that increased productivity of a workforce with higher educational 
attainments will offset problems caused by a demographic change.   

Intersecting these discussions about the fiscal and economic effects of 
demographic change is a debate about intergenerational equity.  The 
Intergenerational Report holds that it would be unfair for ageing generations to 
impose a higher tax burden on younger generations (2002:1).  McDonald, on the 
other hand, contends that it would not be unfair to require future taxpayers to 
support a large cohort of elderly people, or for present generations to incur 
government debts that future people must pay.  Though discussions of 
intergenerational equity are motivated by the fear that an ageing population will be 
burdensome, the views themselves are, to some extent, independent of economic 
projections.  If it is unfair for the young to have to shoulder the burdens of a large 
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cohort of ageing people, then the inequity exists whether future taxpayers are rich 
or poor.  If equity requires working generations to support the elderly, then the 
young ought to support them even when this becomes burdensome.  The purpose 
of this essay is to focus on the issue of intergenerational equity:  to present ideas 
about equity that are widely accepted by philosophers and citizens of liberal 
democratic societies and to discuss their implications for relations between the 
generations — especially their implications for the debate about the ageing 
society.   

Meaning of Intergenerational Equity 

Intergenerational equity, broadly speaking, has to do with how social institutions 
and policies ought to distribute benefits and burdens, risks and opportunities 
between the generations.  An equitable distribution is one that people can regard 
as fair.  However, ‘generation’, and thus ‘intergenerational equity’, have two 
distinct, though related, meanings.  A generation can be understood as an age 
group:  consisting of the old or the young.  In the light of this meaning, 
intergenerational equity is concerned with how resources should be distributed 
among different age groups of a society and how responsibilities for meeting the 
special needs of people in these groups should be assigned.  A view of 
intergenerational equity, so understood, is part of a more extensive theory that 
concerns itself with the proper distribution of resources, rights, burdens, benefits, 
and responsibilities among people of a society.  Some of the issues raised by 
demographic change are about equity between age groups.  Those who respond to 
the problem of an ageing population by insisting that people ought to be required 
to save for their retirement, stay longer in the workforce, or in other ways shoulder 
the burdens of their old age are putting forward a view about how responsibilities 
for meeting the needs of an age group should be assigned.  More generally, the 
idea that individuals should pay for the benefits they receive — an idea of equity 
that is implicit in the Intergenerational Report — is a view about the proper 
distribution of costs and benefits among individuals and groups, whenever they 
happen to exist.   

A generation can also be a birth cohort — that is, a group of people who 
share proximate birth dates.  In the course of time, individuals move out of one 
age group and into another while remaining members of the same birth cohort.  
Intergenerational equity, as the proper distribution of benefits and burdens among 
birth cohorts, is concerned with justice over time:  above all, with the 
responsibilities of older birth cohorts for the future wellbeing of those who are 
young or not yet born.  The Intergenerational Report with its emphasis on ‘fiscal 
sustainability’ is centrally concerned with this aspect of intergenerational justice 
—the need to ensure that activities of present people do not compromise the 
wellbeing of people of future generations.   

Since both intergenerational equity as equity between age groups and 
intergenerational equity as equity between birth cohorts play a role in debates 
about how to respond to demographic change, the following sections will deal 
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with each in turn.  Theories of equity that focus on distribution of resources 
among contemporaries (that is, presently existing citizens) have received the most 
attention from philosophers and others concerned with justice.  The discussion, 
therefore, begins with an examination of some of their views and will consider 
how they bear on the issues with which policymakers are concerned.  It will be 
followed by a consideration of whether their ideas about equity can also be 
applied to relationships between birth cohorts.  Finally, some of the resulting 
problems and some of the factors that influence views about how the problems 
should be solved are identified.   

Equity Among Age Groups 

Equity is a contested concept.  There is no general agreement among philosophers 
or citizens of liberal democratic states about what counts as a fair, and thus an 
equitable, distribution of resources.  Egalitarians have traditionally insisted that 
the only equitable distribution is an equal one:  that individuals of a society should 
have more or less equal shares of socially produced resources.  Others think that 
there is nothing inequitable about a society that allows individuals to reap rewards 
through the exercise of their talents, providing that all citizens have an equal 
opportunity to acquire and exercise talents.  They believe that opportunities, not 
outcomes, should be equal.  Some citizens think that inherited wealth is 
inequitable; others believe that an equitable society should allow individuals the 
freedom to use and dispose of their wealth as they please.  Some people think of 
their society as providing social insurance schemes from which individuals should 
derive a benefit equal to what they put in.  Others think that an equitable society 
should support those in need regardless of the size of their contributions, and that 
wealthy citizens ought to expect to contribute more.   

The latter is the opinion of the philosopher John Rawls (1972) who, in his 
influential account of justice, argues that equity, as an aspect of justice, is best 
understood as the consensus that would arise in an ‘original position’ where 
people of a society are required to reach a conclusion about principles of justice 
for their society.   

Rawls assumes that citizens of a liberal democracy have a ‘sense of fairness’ 
— that they possess what is described in the literature of economics as ‘self 
centred inequity aversion’ (McDonald, 2005) — and the purpose of his exercise is 
to determine the principles that they would articulate starting from this basis.  He 
imagines that they make their agreement behind a ‘veil of ignorance’ where they 
do not know their class, race, religion, ethnic background, gender, or idea of the 
good.  Lacking knowledge about their own interests, they would be forced to be 
impartial, and Rawls argues that in making the social contract they would agree to 
a principle of equity requiring that basic resources of their society be distributed 
so that inequalities benefit the least well off groups.   

In Rawls’ theory, equity does not mean equal division of resources, but his 
idea of equity is, in spirit, egalitarian.  He believes that equity requires an equal 
division of social resources except when an unequal division, by increasing social 
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wealth, would give the least well off people benefits greater than they would 
receive if the inequalities did not exist.   

Despite its claim to impartiality, Rawls’ egalitarian view of equity has been 
challenged by those who think that it is unfair to require legitimate owners of 
resources to contribute to the wellbeing of others (Nozick, 1974); and also by 
those who believe that in an equitable society, the talents and efforts of citizens 
should play a role in determining how resources should be distributed 
(Sher, 1987).  These challenges reflect the disagreements among citizens, referred 
to above, about the meaning and requirements of equity.   

Experimental data on equity 

According to Fishkin (1983), disagreements about equity are inevitable because 
fundamental values of a liberal society are in tension with each other and cannot 
be perfectly reconciled.  The value of liberty, particularly the liberty of individuals 
to use their resources to advance the interests of themselves and their families, 
tends to come into conflict with the value of equality, as expressed in Rawls’ 
theory of justice and in the views of more radical egalitarians.  Ideals of liberty 
and equality are in turn in tension with the belief held by many people that 
individuals should be rewarded according to their contributions or effort, 
providing that opportunities are equal.  The view of equity that an individual 
favours depends on the order of priority he or she gives to these values.  Since 
people have different priorities, they will often disagree about particular policies.   

However, this explanation of the disagreements that occur among 
philosophers and non-philosophers allows that there can be a considerable amount 
of agreement among people of a society about some matters.  When social 
theorists and psychologists conducted experiments that replicated, so far as 
practical, Rawls’ original position, they found that groups of people, given the 
task of arriving at a view about distributive justice for an imagined society in 
which their place was undetermined, generally managed to reach an agreement 
(Frohlich and Oppenheimer, 1992).  In most cases they came to the conclusion 
that an equitable society would be one in which average income was as high as 
possible, but where a minimum income, acting as a floor constraint on inequality, 
would be guaranteed to all.  Much more disagreement within the groups occurred 
over the question of how large the minimum income should be.  In their 
discussions, the members of the groups made it clear that they thought that the 
basic needs of members of a society should be satisfied, but that it was fair for 
people to obtain extra benefits through exercise of their talents or by being the 
beneficiaries of those who had exercised their talents in past generations, 
providing opportunities were equal. 

The data from these experiments indicate several important facts about the 
way in which many citizens of liberal democracies think about equity.  In forming 
their view, individuals accommodate the conflicting values of a liberal society.  
They do not adhere to one and reject the others.  The subjects of the experiments 
did not favour Rawls’ egalitarian view of how resources should be distributed.  
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Still less did they favour the views of more radical egalitarians.  The reasons they 
gave for the conclusion they reached made it clear that they believed that merit 
and liberty should figure in a conception of an equitable society.  But they did 
endorse the value of equality — up to a point.  They insisted that all citizens 
should have resources sufficient to satisfy their basic needs.  They also accepted 
the idea that providing everyone with a basic level of wellbeing is a general social 
obligation — something that all citizens, depending on situation and ability, 
should contribute to fulfilling.  They did not subscribe to the idea that the 
benefitter should always pay, or that the benefits that people get out of society 
should be equal to their contributions.   

Equity and the aged 

The experiments, which have been conducted in many countries, including 
Australia (Jackson and Hill, 1995), indicate that there is a wide consensus about 
equity, at least at the level of generalities.  This consensus can be regarded as 
defining the social contract in respect to issues of equity.  The fact that a large 
number of people share a moral view does not make it right.  It could be argued, 
for one thing, that equality of opportunity requires more equality of resources than 
the experimental subjects, mainly university students, allowed.  But the fact that 
the conclusion reached by the experimental groups was the result of reflection and 
discussion and embodied the values of a liberal democratic society gives it some 
credibility as a reference point.  Significant departures from it would require 
justification.  So let us consider the implications of this ‘consensus view of equity’ 
(the tacit idea of the social contract shared by many citizens) for debates about 
how the burdens associated with an ageing population should be distributed.   

There are three relevant considerations.  The first is that the elderly are in 
some respects among the least well off people of a society.  Some of them (those 
without significant assets) are poor by any standard.  Others have assets but little 
income.  Many have special needs and will depend at some stage on the care of 
others.  Those who favour the consensus idea of equity, as described above, 
should believe that their society ought to ensure that the basic needs of the elderly 
are satisfied.   

The second consideration is that the elderly are likely to be perceived as 
‘deserving’.  Most of them have made a contribution to society and it is reasonable 
to suppose that those who accept the consensus view would favour supporting 
them on a higher guaranteed income than would be provided to the unemployed, 
who (according to some participants in the experiments) should be supported on a 
fairly low income so that they will have an incentive to look for a job.  The fact 
that the job opportunities for the elderly and their ability to participate in the 
workforce are likely to be diminished is another reason for thinking that they 
should receive a fairly high level of support.   

The third consideration that is likely to influence ideas about being fair to the 
aged is that there is a well established practice in societies like ours of working 
people supporting their elderly predecessors.  To the extent that this has become 
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an expectation, people are likely to regard policies that truncate or reduce this 
support as unfair.  It does not seem likely that this expectation does, or should, 
depend on whether elderly cohorts are large or small.   

The responsibility for meeting the needs of the elderly should be fairly 
resistant to changes in the level of affluence of a society.  A social contract which 
insists that basic needs of citizens, especially the needs of the elderly, should be 
satisfied ought to hold for better or worse, richer or poorer.  Under less affluent 
economic conditions the burden of meeting needs will be greater for taxpayers, 
but according to the consensus view, this is not inequitable.  In particular, meeting 
the needs of the elderly is no more or less important as a moral objective in a rich 
society than in a society not so rich (though level of affluence is likely to make a 
difference to an assessment of what these needs are).  

In an extremely poor society, where even the most well off have barely 
enough to satisfy their own needs, the required sacrifice may be too great. Rawls 
believes that his theory of justice applies only to societies that have reached a 
certain level of affluence.  The same condition may also hold for the consensus 
view.  However, the level of affluence should not have to be all that high before 
the obligation to share with the less well off becomes salient.  If Australian society 
in 30 years time is less affluent because of the existence of a large ageing 
population, or for other reasons, this does not diminish the responsibility of 
taxpayers to meet the needs of the elderly.  It would be contrary to the consensus 
view — indeed most views about equity — if the elderly were made to bear the 
brunt of bad economic fortune just because meeting their needs requires 
comparatively greater sacrifice by taxpayers. 

Responsibilities of the ageing 

Should members of the baby-boomer generation be expected or required to save 
more for their old age?  Though the consensus view of equity does not require that 
everyone should pay for all the benefits they receive, it is compatible with the 
view that those who can contribute to social objectives should be required to do 
so.  The idea that citizens have obligations to contribute, as well as rights to 
benefit, is so widespread that it can be regarded as part of the tacit social contract.   

Let us assume that supporting an ageing population will impose a significant 
burden on future taxpayers.  It seems reasonable, and in line with the consensus 
view of equity, that meeting this burden should be a general social responsibility 
shared by members of society according to their ability to contribute.  If this is so, 
ageing people should not be expected to meet all of the costs by themselves.  It is 
not their fault that they belong to a particularly large birth cohort.  But it is 
reasonable to require that they should contribute to meeting the costs that their old 
age will inflict on their society.  So if it seems necessary for a society to save 
resources in order to care for an ageing population, then ageing baby boomers 
ought to contribute a share, along with younger members of society.   

Should ageing people be required to ensure, so far as they can, that future 
taxpayers pay no more than did their predecessors for the care of the aged?  The 
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consensus view of equity that is being used here as the reference point does not 
require this.  It allows that economic fortune and contingencies outside of 
anyone’s control may increase or decrease burdens on taxpayers without raising 
issues of equity.   

It might be argued that if baby boomers suffer hardship in their old age, they 
are to some extent responsible.  They should be prepared to surrender some of 
their assets to younger generations.  They should save more for retirement.  Kelly 
and Harding (2004) suggest that baby boomers are defeating the purpose of 
superannuation by taking voluntary early retirement and cashing in on their 
savings — thus requiring younger taxpayers to fund their later years of retirement.  
Questions arise about whether early retirements have really been voluntary.  If a 
society expects older people to contribute more — a reasonable idea so long as 
older people are fit and healthy — then they should have opportunities to do so.  
Nevertheless, Kelly and Harding have a point.  However, citizens and 
governments have a right to expect that schemes meant to ensure that people have 
a reasonable income in old age should be used for that purpose.   

There may be other things that ageing or elderly people can be expected to do 
to fund the expenses of their old age.  It might be fair to require elderly people 
who are tying up valuable assets in the form of property to sell some of their 
holdings.  It seems reasonable to insist that people who are wealthy, however that 
wealth is held, should be expected to make a larger contribution to satisfying their 
own needs or the needs of others in their society.  But this requirement should not 
be used to separate elderly people from possessions that have great meaning for 
them and their families or which enable them to maintain an independent life.  
Any viable policy on this issue is likely to require compromise in order to gain 
widespread acceptance. 

Equity and medical needs 

From the perspective of a widely held view about equity, it has been argued here 
that a reasonably wealthy society has the responsibility of ensuring that its citizens 
are able to satisfy their basic needs, and that the prospect of an ageing population 
is not reason for abandoning this view or for imposing extra sacrifices on the 
ageing.  However, the increasing costs of medical and pharmaceutical benefits 
might be regarded as posing a problem for a social contract based on the 
consensus view.   

Let us assume that the Intergenerational Report rightly estimates that the 
costs of subsidising medical benefits are bound to increase as new 
pharmaceuticals and treatments become available, and that an ageing population 
will exacerbate the problem.  Let us also assume that there is a limit to the medical 
costs that a government can bear, no matter how affluent the society.  However, 
individuals are bound to regard medical procedures that can save their lives or 
vastly improve the quality of their lives as essential to their wellbeing.  This 
means that even an affluent society will not be able to provide everyone with all 
the resources that individuals regard as basic.   
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There is no generally accepted or obviously right solution to this problem.  If 
a government responds by decreasing subsidies and increasing cost to consumers 
of medical resources, then some people will fail to get what they need simply 
because they are too poor.  The elderly are especially vulnerable to rising costs.  
The other alternative is to ration scarce medical resources according to other 
criteria:  the relative contributions that individuals can make, or have made, to 
society, or their degree of responsibility for their ailments.  If this strategy is 
adopted, then it might be decided that all things being equal, the life and health of 
young people should take precedence over the health needs of the very old 
(Daniels, 1988).  However, there is no uncontroversial way of making such 
decisions, and how to deal with rising medical costs is a matter which needs to be 
more widely discussed by Australian citizens. 

Intergenerational Equity Over Time 

The discussion has so far concentrated on the issue of how resources and 
responsibilities should be distributed among contemporaries who belong to 
different age groups.  Let us now turn to the issue of how resources should be 
distributed among birth cohorts.   

Birth cohorts overlap and the people in them interact.  They are related as 
children to parents and grandparents, nieces and nephews to aunts and uncles, 
students to teachers, and so on, and it is common for people of older generations 
to care about the future of those who are now young.  Rawls writes future 
generations into the social contract by assuming that parents are predisposed to 
care about the wellbeing of their descendants and will be prepared to make 
sacrifices for them.  However, not all people are parents or have sentimental ties to 
the young.  Moreover, environmentalists point out that the ability of present 
people to affect the wellbeing of generations far in the future means that a view of 
intergenerational equity which focuses on relations between present people and 
their immediate descendants is not adequate.  For these reasons, the discussion 
will consider views about intergenerational equity which regard present people, 
children and the not yet born as citizens at different, but sometimes overlapping, 
time periods of an intergenerational society.   

Equality of resources over time 

From a strictly egalitarian point of view, intergenerational equity means equality 
in the distribution of resources over time.  Each birth cohort should enjoy the same 
level of affluence, a result that could be achieved, to a limited extent, by 
transferring resources between cohorts.  If it is believed that future generations 
will be wealthier than present generations then there is no need to save for them.  
On the contrary, since present generations are relatively less well off than 
generations of the future, present people would be doing nothing wrong if they 
accumulate government debts that future taxpayers must pay.  This would merely 
count as a transfer from the well off to those not so well off.  On the other hand, if 
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there is reason for pessimism about future prospects — if it is believed that future 
generations will be less well off — then the egalitarian idea of intergenerational 
equity gives present generations an obligation to save so that some of their wealth 
can be transferred to future people.   

The egalitarian concept of intergenerational equity is clearly impractical.  
Since no one can know what level of wealth future generations will enjoy, it is 
impossible to equalise resources over time.  In any case, it is not clear that equality 
of outcomes should be the aim of intergenerational policy.  Most people would not 
think it inequitable if it turns out that future generations are richer than their 
predecessors.  So why should it be regarded as inequitable if future people are less 
well off (Beckerman and Pasek, 2001)?  It is notable that Rawls requires only that 
present generations do what they can to ensure that future people will inherit the 
liberal democratic institutions of their society and will have sufficient wealth to 
maintain a just society (Rawls, 1972). 

Equality of opportunity over time 

Other views about equity seem equally impractical or unfair when applied to 
intergenerational relationships.  The idea that those who own scarce goods should 
be free to use and dispose of them as they please is unfair if some members of 
younger generations will never have a chance to acquire these goods.  The view 
that a birth cohort should pay for all its benefits and shoulder all its costs ignores 
the possibility that war, social crisis, environmental problems or other 
contingencies might impose extra burdens on a citizen at a particular time.  It 
seems unfair to require them to foot the bill all by themselves for the effects of 
outrageous fortune.   

From the perspective of the consensus view — the reference point of the 
discussion of equity between age groups — it seems that all present generations 
are required to do for the future wellbeing of the young and not yet born 
generations is to ensure, so far as this is possible, that they will have resources 
sufficient to allow each individual to satisfy his or her needs.  According to this 
idea, there is no requirement for present generations to save so that future people 
will be as affluent as them.  There also seems to be no necessity for present 
generations to avoid imposing costs on the young.   

However, this straightforward application of the consensus view to relations 
between present and future generations also fails to provide a satisfactory account 
of equity over time.  The reasoning of those who find the consensus view 
plausible depends on the assumption that opportunities are available to citizens to 
rise above the guaranteed minimum income by hard work and the exercise of 
talents.  An idea of equity that allows inequalities in the name of desert can only 
be justified if a society provides individuals with equal opportunities to be 
deserving.  If opportunities for advancement are extremely limited, then 
condemning some people to a minimum income no longer seems fair.   

To be fair to future people, present generations ought to do more than ensure 
that they can obtain the minimum they need to satisfy their needs.  If present 
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generations hand on to their successors a social world in which opportunities for 
receiving benefits are diminished, then they would be doing them an injustice.  
This reasoning about intergenerational equity leads to the conclusion endorsed by 
the philosopher Barry (1999):  that intergenerational equity requires equality 
between the opportunities available to individuals of future generations and those 
available to members of present generations.  Practically speaking, this means not 
only that the economy should remain healthy, but also that opportunities for work, 
education and achieving their goals should be available to members of younger 
generations. 

Starting from the widely accepted view about equity discussed in the last 
section, we have reached the conclusion that equity over time requires that 
opportunities of people of future generations be equal to those of present people.  
This does not necessarily mean that future generations have to be as wealthy as 
present generations.  A society with a lower average income may provide as good 
and as plentiful opportunities for its citizens as a society with a higher average 
income.  However, affluence and opportunities tend to go together, and those who 
hold that sustaining opportunities is a requirement of intergenerational equity, 
must also accept an obligation to ensure that their society will remain wealthy — 
though not necessarily as wealthy as it is at present.   

Ensuring future opportunities 

An obligation to ensure that members of future generations have opportunities 
also means that those concerned with intergenerational equity cannot ignore 
concerns about distributive justice among existing generations.  There is evidence 
indicating that disadvantage can persist through generations:  that the poverty of 
parents tends to diminish the opportunities available to their children.  Future 
generations might choose to compensate those who have been disadvantaged by 
lack of opportunities in early life.  If they believe that equity requires equal 
opportunities, they might regard it as a duty to do so.  But it would be unfair to 
leave the burden of compensation to them if present people can act now to 
alleviate problems caused by disadvantage.  Moreover, the ability of people to 
obtain and enjoy the greatest rewards of their society may depend on the 
opportunities available to them in their childhood.  Compensation, if it came to 
them only in adulthood, would arrive too late. 

Intergenerational equity requires that members of future generations have 
opportunities equal to those of present people, and it may require that present 
generations accept some responsibility for overcoming problems that could 
diminish the opportunities of future citizens.  However, this conception of 
intergenerational equity encounters a difficulty that faces every view about justice 
over time.   

Uncertainty about the future 

How can present generations ensure equity for future generations when there is so 
much uncertainty about what the future holds?  Uncertainty grows as distance 
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from the present increases.  But given the rapid rate of technological change, 
uncertainties associated with the global economy, and the unpredictability of 
political events, making predications about the state of Australia in 30-50 years 
time is also a problematic activity, as debates about the effects of demographic 
change demonstrate.  No one can know exactly what young and not yet born 
citizens will need, what problems they will face, or what technology they will 
have available to them.  No one can know what effects present actions will have 
on their prospects.  The best efforts of present generations to contribute to their 
wellbeing may do them little good.  Apparent threats to their wellbeing may turn 
out to be of little consequence.  Future generations may have technology and 
wealth capable of dealing with the problems or debts that they inherit from the 
past.  Or, on the other hand, they might not.   

The future is uncertain and beliefs about future prospects are likely to be 
wrong in some respects — perhaps drastically so.  This doubt also applies to the 
projections made by those who assume that future generations will be wealthier.  
Mc Donald’s optimistic projections are based on the observation that living 
standards have been steadily increasing since the industrial revolution 
(McDonald, 2004).  The problem is that long term trends do not necessarily 
continue indefinitely into the future, and some scientists believe there is reason to 
fear that our economic prospects are gloomier.  The Australian Greenhouse Office 
(Pittock, 2003) warns that climate changes caused by greenhouse gases and 
reduced ozone levels will have a serious effect on the major export industries of 
forestry and agriculture over the next 50 to 100 years, though costs to the 
economy are impossible to estimate.  There are other acknowledged threats to 
Australia’s productive capacity (for example, dryland salinity).  Whether these 
threats are serious is a matter of debate.  But the existence of reasonable doubts 
about the long term viability of important economic activities underlines the point 
that we cannot be sure that even well founded projections of economists can be 
relied on.   

How should the problem of uncertainty influence ideas about 
intergenerational equity?  The following are possible responses: 

1. Uncertainty about the future means that there is no useable conception of 
intergenerational equity.  In practice, there is nothing that present people can 
or should do for future generations. 

2. It is reasonable to be optimistic about future prospects.  The weight of the 
evidence suggests that Australians of the next generations will be wealthier 
than present generations and will have at least as many opportunities to 
exercise their talents.  It follows that present generations have no obligation 
to save for future generations.  Their obligation to the young and not yet born 
consists only in ensuring that they will inherit liberal, democratic institutions.   

3. It should not be assumed that Australians of the next generation will be well 
off, and there is some reason to think that they might not be.  This means that 
in formulating policies that affect future generations, present generations 
ought to apply the precautionary principle:  to avoid policies that have a 
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chance of causing serious and irreversible harm.  It is better for present 
generations to impose costs on themselves that may prove unnecessary than 
to risk harming future generations.  Since failure to save economic and 
environmental resources could cause serious and irreversible harm to future 
generations, present generations ought to save. 

4. It is reasonable to be moderately optimistic about prospects for the future.  
Present generations should not be expected to make sacrifices or forego 
benefits just because there is a chance that Australians will not be well off in 
the future.  Only if there is a likelihood of serious, irreversible but 
preventable threats to the economic or social prospects of future Australians 
should present generations be expected do something to prevent or alleviate 
them. 

The first option makes uncertainty about the future into a reason to be 
sceptical about the practicality of any idea of intergenerational equity and should 
be rejected just for that reason.  Uncertainty is not the same as having no basis for 
any views about future prospects, and policy makers have to take some position 
about the rightness of their policies in respect to future generations.  The second is 
problematic, not only because it ignores the doubts of some environmentalists and 
those who take a more pessimistic view of the effects of demographic change.  It 
can also be criticised because it relies so heavily on assuming that the future will 
be like the past.  If this turn out to be wrong, it is impossible to compensate future 
people, and this in itself might seem a good reason to try to avoid burdening future 
generations.  The third adopts what some regard as a responsible strategy and what 
others view as an overly cautious version of the precautionary principle.  The 
fourth recommends a less strenuous version of the precautionary principle.  It 
allows us to impose some risks and possible costs on future generations.   

Whether people favour the third or fourth option will depend partly on their 
views about the consequences of an ageing population and about other matters, 
environmental and social, that could affect future prospects.  There is, as we have 
noted, considerable disagreement among experts about these empirical matters.  
Choice of options will also depend on views about the acceptability of risks and 
costs.  Rawls (1972:287) argued that justice between generations is a matter of 
doing for future generations what we think our predecessors ought to have done 
for us.  The same idea could be used to make judgments about the acceptability of 
putting future generations at risk.  However, people have different attitudes toward 
risk, and for this reason are likely to have different opinions about the risks that 
they and future generations should be prepared to tolerate.   

Conclusion 

The prospect of an ageing population has put intergenerational equity on the 
political agenda.  In respect to the problems associated with demographic change, 
there are two kinds of equity issues.  The first has to do with relations between age 
groups:  how responsibility for the burdens of an ageing population ought to be 
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distributed among people of a society.  Using a plausible, widely accepted view of 
equity, it has been argued that it would not be fair to impose extra burdens on 
ageing citizens in order to solve problems associated with demographic change.  
The second group of issues has to do with intergenerational equity between birth 
cohorts:  in particular, the duties of present generations to ensure the future 
wellbeing of the young and the not yet born.  It was also argued that equity 
between the generations requires that present generations ensure, so far as 
possible, that future generations have opportunities equal to those of present 
generations.  But how this can be assured is bound to be a matter of debate, given 
the uncertainties about the future and different ideas about the acceptability of 
imposing risks and possible costs on people of the future.   
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