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Executive Sommary

Despite moves toward privatization of electric utilides in the Umnited Kingdor
nd elsewhere in the United States thers are a few pressurcs in the opposile
irection. For example, borh New Orleans and San Diegoe faced proposals for
nunicipal takeover of the privately owned electric utiliies serving their
ities. Yet is public owncrship likely to bring about more efficicnt operations
and net henefits o consumers?

Erpirically, there is little to support the view that public ownership would
ore cofficiently supply elecrricity than privarely owned firms. Tor example,
privately owned utilities use mory innovative and efficient rawe stroctures
han their publicly held ceunlerparts, Moteover, though the data are mixed,
he evidence generally supports the view that costs are higher for public
nterprises than for private enterprises.

everal practical faciors also suggest thal muonicipal taksovers may be ikl-
dviscd, First, 4 mumicipality must pay just compensation to the privately
pwned utility, This sum is likely to far cxcced the original cost of
stablishing the wrilicy. Other costs, such as liligation fees and scverames
Hamages patd when only part of the uiility is acquired will increass Lhe
potential burden to municipalities,  Second, few menicipalities have the
elevant experienced statf to manage a uotility, which would neecessitate
iring consultants, thersby teducing the chances to achieve lubor and
anagement savings through a municipal takeover,



In the puast, some pressures from municipal taksover have came as a result
of & municipality's access to tax-free bonds and federal tax breaks
unavailable to investor-owned uidlities. However, recent federal government
restrictions on the use of wx-free bonds to gcquire privarely owned wiilitics
teduce the potential muonicipal gains from such rransactions,

These new restrictions represent a mgve in the right direction. Indeed, one
of the major difficulties of comparing the efficiency of private and public
eleerric otilities in the United States is the existence of subsidies o publicly
owned utilitiss.  These include tax breaks and opportunilies (albeit now
reducedy to employ tax-free financing. These tax breaks and subsidies create
the wroag kinds of incentives. They may encoutage municipal takeover even
of efficiently operated utitlies.

The first lesson of this study is the meed to end subsidies to publicly owned
wiilities. The 1986 tax act made a start at this by ending the use of ax-fres
muieipal bonds for a takeover.  Similarly, low-cost federal power shoold be
made available to all at market rates. By eliminating these subsidies,
comparisons between public and private uotilities would be more meaningful,
and purely political decisions o retain electric wrilities undar municipal
ownership would be much moere difficolt. The full magnitude of benefits w
be achieved by cnding subsidies showld be the subject of a full economelric
study of these effects,



Introduction

The 1ecent interest in and progress toward privatization of electric wtilities in
the United Kingdom makes the issue of performance under public or private
cwnership of considerable practical interest.  While several studies have
laocked at the merits of private versus public ownership of wiilities in the
past, the problem takes on a new dimension now that privatization and
divestiture of the UK. electricity supply industry is imminent.

In the United States the pace of privatization is much slower, in part bécause
many utilities are already in the private sector. Noretheless, there have been
several privatization proposals, including, for example, proposals to privatize
the eleemric and telephone utilities in Anchorage and an (ansuccessful)
proposal to privanize electricity in Kansas City. In addition, economist
Daugias Houston recently argued for privadzation of TVA.(1) However, in
the United States there are a few pressures o the opposite divection, such us
the proposed munmicipal takeover of New Orleans Public Servige (2) and ths
proposal te bring San Diego Gas and Elecmic (SDG&E) under municipal
ownership as an alternative to a possible mezger with Southern California
Edison {SCE}, which would result in the largest utility in the United Srases.

While the auempted municipal takeover of SDG&E may seem like swimming
aganst the {ide of privatizatien, the notion that municipal takeover may
sometimes be a way of increasing efficiency cannat be dismissed out of hand,
Many of the arguments for privatization in the United Kingdom are
doctrinaire, based upon the belief by the Tory government in the inherent
superiority of private over public ownership of enterprises. In Teality the
case is not completely clear cut.

Ag we peint out below, there are both theoretical and practical arguments in
favor of public enterprise. Indeed, public ownersbip may be more efficient
at supplying certain services that would be undersupplied under private
ewnership. However, a priog and empirically there is litde to support this
view in the case of glectricily. In view of such considerations, a review of
the theery and empirical evidence is apgrapriale, especially given the
importance of the STG&E case and other recent proposals for municipalizaidon
af electric utilities.

This paper will analyze the performance of public enterprise versas private
enterprise as a provider of scrvices in the traditienal public wiiikies sector.
We will also consider the SDG&E case in some detail to illustrate the concepts
invelved and for interest in its own right. Secticn [ imiroduces the problem of
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interest and states some of the contending views on the effects of ownership
structure of utilities ou efficicncy,  Section 1 also develops some of the
theorctical comsiderations underlying the efficiency of public versus private
ownership.

Section 2 presents a survey of and commentary on the empirical lierature
concerned with the comparative efficiency of public versus private provision
of utility services. Though the results are nor conclusive for the rslarive
efficicncy of private over public provision, there is suppert for the position
that private mwonopely with regulation is likely to be more efficient than
public enterprise. Morsover, given the recent competitive develepments in
cogeneration, independent genergtion aund transmission markets, there is at
least the potential for further competition and cfficiency in the context of
private, regulated electric wilities.

Section 3 then discusses the merits of public and private ownership of
utilitizs with special reference ta proposals for municipal takeover of SDG&E.
This includes a discussion of alternatives to municipal takeover, such as
changes in regolatory instirations and the introduction of competition into
the sale of wility services, Secion 4 presents var concluding discussion,
including some implications for future rescarch and public policy,

Statement of the Problam
Economic unalysis of ownership forms focuses on the effects of ewnership an

incentives and the attendam efficlency consequences. For example, under
private gwnership of assets owners have powerful incentives to maintain the
assets in such a way as to provide tmaximum besefits to themselves. To the
extent that private cwnership clearly identifies and internalizes the benefits
from Lhe assers, the owners will have an incentive to operate and maintain
the assets in such as way as tw maximize these benefits. A central goncem
here is whether ownership incentives that maximize benefits to the owner
ilso maximize overall economic efficiency.

Ler us briefly review the nature of economic efficiency in neoclassical
ceonomics.(3)  Allocative efficiency derives from the process of maximixing
net benefits, which are defined as the difference betrween rtatal bencfits (o
producers and consumers) less rotal costs (4] Alloeative efficiency implies
that it i5 not possible to make one person (whether a consumer or a
producer) beuer off withowt making another worse off.

Private ownership and profit maximization are generally regarded as

efficlent wnder competition because competiton drives price toward
marginal cost--that is, the excess of benefits over costs is maximized becanse
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consumers are paying eaactly the producer’s cost of the last unit. By conirast
under monopely provision of a good or service, profit-maximization results in
a price in excess of marginal cost and is therefore allocatively inefficient
gince the "price equals marginal cost” rule 35 violated. In addidon, the
absence of competition may also resull in internal inefficiencies. {Such
internal, or operating, inefficicacy is called x-inefficiency following the work
of Harvey Leibenstain) {5) That is, the enterprise may not minimize its total
eosts at the output it produces,

Thers is no compelling reason o believe g_prigh that ownership structure
will amelicrate either pricing or cost mefficiencies. Of course, if one assumes
that public enterprises maximizs the excess of benefits over costs--thar is,
net hencfits--then public entevprise clearly has supedor efficiency
properties over privats monopoly.  We pursue below the empirical evidence,
pro and con, for the validity of this assumption, In rhiz secrion, we wish to
consider first an appropriate conceptual framework for this discussion. To
this end, we begin with a more detaifed set of performance criteria,
integrating those of the neoclassical approach, which will be wselul in
comparing public and private ownarship. The expanded criteriz we proposc
are a5 follows:6)

1. Alloeative efficiency, including price efficiency (price equals marginal cosc)
and x-efficiency, or internal operating efficiency. Allocative efficiency is
concerngd with the amount of cutput being produced such thar changes will
oot result in an increase in pet benefits.  X-efficiency is the more familiar
notion of efficiency. [t is the idea that a particnlar level of omput ¢an be
preduced ab lower cost.

2, Dynamic efficiency relates to the ability of a particular econemic
institution to improve its productvity or guality over time through
lechnological innovation, research and development, and continuous
improvemsnt of operations.

3. Fairness cengiders issues of due process, participation, right o a hearing.
and perceived even-handedness in setting Tates and dealing with costomers.
4. Tranzaction3 cost efficiency refers to the costs associated with the
1egulatien and governance of a urility, which are likely to be high. These
costs are associated with determining and legitimating 1ates, with capacity
planning and financing and, in general, with representing the utlity's
interests 1@ governing or monitoring bodies external 1o the nriliry.

In comparing the performance effects of owopership, the cenmral issue s
clearly how managers, and moere generally all emplovees, will operate the
enterprise in question.  Using 2 benchmark model analyzed in Privarization:

An Beonomic Apalysis, by John Vickers and George Yarrow, (7) we focus only
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on managerial activity (8} Even with all of these simphifications, the
following isspes relevant to comparing private versus public cwnership
should be manifssr;

1. Incentives: What incentives do managers face under these alternative
ownership forms?

2. Behavior: What will the effect of these incentives be in terms of
aligning the objectives of managers of the private {or public) firm so that
their behavior i5 consistent with profit- {(or welfare) maximization?

3. Competence: Given the incentives and other aspects of the reward
sucture of poblic versus private firms, what kind of manager/employes
will be atracted to these firms?

4. Monitoring: How will performnance be monitored and related to
incentives and behavior?

3. Cost: What will the level of cost be under various ownership forms as a
function of cost-reducing activities sueh as investments in technology, R &
D, and continaous improvemant efforts?  While csuvally the concern is
with static efficiency, or efficiency during a particular period, note that
the more peneral isswe here is the dynamic efficiency consequences of
ownership.

6. Transactions Costs: What will he the transactions costs of alternative
ownership forms and their related povernance scmcteres?  If rate selling
or budgeting for costreducing activides, for example, are subject to
detailed scrutiny by external! menitoring authoritiss (repnlatory agencies),
and if such scrutiny is different depending on ownership of the firm, then
the resulting differential transaciions costs will be Important © judging
the overall efficiency of the ownership [orm,

T. Dairness: How fair arg the rates or scrvice policics of the firm as a
function of ownership strocture?

It would be beyond the bounds of this short paper 1o compare private and
public ownership on all of the above dimensions.(9) Morcover, thearetical
arpuments are likely to be less conwincing on this issue than empirical
evidence in amy case, a direction we pursue in Section 2. Nooetheless, the
incentive and wansactions-cost considerations raised above deserve further
comment,

Froponents of private ownership essendally argue that privately owned
firms bave cost advantages, both internally and in terms of external
transactions cosis of legitimation and governance. The argument is as
follows. Since the managers of public enterprises do not have any ownership
intersst in the snterprise, they do not have as strong an inceative as the
owner-menopolist to maximize profits and minimize costs. Of course, private
firms may have incenrive alignment problems as well, especially with
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ownetship separsted from control wnder typical shareholder corporate
siruetures, Shareholders may favor profit maximization, but managers may
have other motives, including maximizing their own salary and perquisites.
However, the capital marker may have a role in disciplining managsrs to
operate at least partially in the shareholders’ intercais,

In public enterprise, because of the fact that "Ownership interests are
extremely diffuse and cannot be sold,..there is no incentive o meniter the
firm for investment purposes."{10} [n addition, with the effective absenca of
the ultimate sanction of bankruptey, public enterprise managers can be
disciplined not by capital markets but by the politicai process. And it is not
clear (in theory or in practice) that this process will result in greater
allocadve efficiency. Only te the extent that managers have incentives for
efficiency can they be expected to pursue efficiency as a central goal.

As the empirical evidence reviswed below shows, most public enterprises do
not apparently ¢xplicitly seek to maximize welfare. This may be in pam
becanse welfare is difficult 1o operationalize and moniter (especially when
the product or service involved has important quality attributes) and in part
becarse managers of public enterprises may lack incentives to act efficienty.
In any case, the basic argument that public enterprises operating as
maonopolies may nor be efficient rests on both the transactions costs of
maonitoring, and the difficulty of designing effeciive ineemtives for the
manggers of such firms,

The above discussion makes clear that there is ne obvious theoretical answer
o the question of whether public or private enterprsc is likely to be the
preferred institutional form for wilities, where sireng market competition is
typicaily abseat. If civil servanis really do attempt 1o maximize wealfare and
if they are lefi relatively free of political entanglements to run the
enterprise, then the logic of the earlier models snggests that public
enterprise would perform better on traditional efficiency grounds than
private enlerprise.

However, if public enterprise managers pursne other objectives than welfare
maximization, or if they are confronted by complex political constrainis on
their operations or their pricing polivies, (110 then private enterprize wanld
tend to perform more efficiently. This suggests that the basic argument herc
can only be zettled empirically, by looking carcfully at the evidence on public
vErsus private enterprise performance,



Keview of Empirical Evidence

As noted in a recent survey by Vickers and Yurrow,(12) several empirical
studies have explored whether public enterprise is more or less efficient
than private enterprise. These studies covercd eother industries in addition
to electric otilities, including more competitive industries such as solid wases
collection and transpertation.  Vickers and Yarrow's conclusion is thar, under
competition, the empirical evidence tends to support the superior
performance of private over public enterprise 13}

However, when the enterprise enjeys some markst power. as in ths
rraditional public utility seetor of interest hers, Vickers and Yamow suggest
eantion in judging relative efficiency of public versus private control. They
note, for example, that "In the absence of vigorous product rmarket
caompetition, however, the balance of advantage i3 less clear cut and much
will depend upen the effectivensss of regulatory policy."{14)

In general, we do not object to the cauticus approach of Vickers and Yarrow.
However, we argue in our review of the major studies that there is very littie
sound empirical support for the notion that pablic epterprise will provide
seperior performance relative to regulsted investor-owned companies In the
atilities sector,  In particular, the justification of muntcipal tukeover of a
large private utility would be facilitated if there existed a history supporting
the superior performance of public over private utilities, at least under someo
well-specified condirions.

In our view, however, there is insufficient empirical evidence 1o support
significant changes in ownership from private te public. This is not to say
that public enterprise may not be superior in some individual cazes, The
evidence strongly suggesis, however, that the burden of proof sguarely rests
upen the propanents of public wkeover.

In comparing public versus privatz ownership effects, contributors 1o the
literature have considered one or more of the following efficiency
comparisens,

Allocative gfficiency. Unregulated monopoly wauld restrict output.  ldeally,
public euterprise would charge a lower price and provide an (efficient)
higher level of output.{15} In practice, regulated monopoly may be
prevented from monopoly pricing by its regulators, and public enterprise
may net achieve economically effictent pricing because of information,
wansactions costs, and other reasons. In practice, it mav not be possible to
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cotnpare allocative efficlencies directly. Some surrogate may bkave w be
employed. For example, tiine-of-day rares for electricity are generally
considered to have superior efficiency properties to tme-uniform rates.
Thus, we may as a surropate for allocanve efficiency check whether
innovative rates, such as time-of-day rates, are used mors frequently in
public or in povate uiilities.

Economists Samuel Peltzman and Louis De Alessi essentially took this
approach in ¢xamining the rates of public and private uwilinies.(l6) They
found that time-of-day rates were more prevalenn in private udlites. They
argued that this may arise because political centrol and the nature of public
burzaucracies would make pricing structures in public enterprise less
responsive to change than those in private wilides. For one thing, it may be
that public sector managers have to devote moere resources to holding on w
their offices than managers of povate wiilities, Moreover, the adversarial
patere of the political process and the atendant bureaucracy may make it
more difficult for public managers o bring about changes in prcing policies
than it is for their private counderparts.

The regulatory process would seem to provide at least prima  facie a more
flexible mechanism for evaluating price chunges than the political process in
that regulatory commissions have established legal procedures for evaluating
rate reguests, and they employ rate specialists who advise the commissions.
Where municipal utilities are only accowntable to their [ocal elected officials,
ne sech stable procedurss or permanent cxpertise may be available to the
elected officials. (17)

Other studies that artempted moerz direct comparisons of allocative elfigiency
did not pravide strong support for the seperiorityv of public enterprise in
allocative efficiency.  For example, Scot Atkinson and Robert Halvorsen
found no staristical difference betwsen public and private wsing primarily
Federal Power Cornmission data on 123 private and 30 public electric urilities
in 1970018} Their results were essendally confivmed in a 19853 swdy by R,
Farz, Shawn A. Grosskopf, and J. Logan, that used the same data.(19) Danizl
Hollas and Stanley Stansell's [9%8 ecomometic study of data on investor-
owned, privately owned not-for-profit, and municipal atilities in some
respects sepports the superior eflicieacy of 1avestor-owned wubilities. They
conglode that the ¢vidence "generally supports the hypothesis that privagely
awned.. tend to be more price efficlent than municipally ownad_ (20}

Studics of public enterprise behavior in other induostries do not sepport

allocative efficiency. A 1989 sindy of gas distribotion companies by Daniel
Hollas found evidence of inefficient rates, with municipals providing lower
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peak rates than their privately owned counterparts. [In additdon, in line with
the intuition that municipals may tespond less w economic efficiency
arguments than to political power, Hollas {ound that municipals charge lower
raics for residential customers, the largest political constituency, than do
their privately owned counterparts. He comeludes, "change in net socisl
welfare due to muricipal operation may be pegative as municipal costs are
higher than private costs, holding tegolatory effects constant."(21)

Government-owned airlines in Europe have shown little reluctance to
cartelize the market and (o embark upon practices intended to monopolize
markets. British Airways's aggressively anlicompetitive policies resulted in
their loging an antitrust suis brought in the United States. There is litle
evidence to support the notion that public enterprise is much differem from
1 privale monopelist when {r comes to competitive practices and therefore by
implication to allocative efficiency,

Total -Cost or X-Ffficiency. While unregulated monopoly and public enterprise

would bath be expected to be operationally efficient, there are reasons for
belizving that rate-of-return regulared monopoly may not be operatianalby
efficient (X-efficient). Harvey Averch and Leland Johnson were among the
early contributers to argus that rate-of-return regolation was a potential
source of tnefficicney. In particular, they argued thut rute-of-return
regulation leads [irms to overinvest in capital cguipment--that is, they
purchase equipment mare sxpensive than would unregalated firms.  Their
argument that ratc-of-retum regolation induces overcapitalization has
resulted in considerable debate, and the empirical evidence is mixed.[22)

Shesinski's economic model implics bath an attemnation of market power und
operating efficlency arising from regulation.23} So we hypothesize that
regulated monopely would be neither allocatively efficient nor operationally
efficient. The question fs how it compares relative to public enterprise.
Public enterprise does not have an overcapitalization elfect resulting from
regulation, because it is normally not subject to rae-of-return regulation,
However, it stll may be subject to overcapitalization arising from the
subsidies that it receives from low-interest mumicipal bonds. In additien, it
may be that the incentives for cost conwol imposed by the political process
are weaker than those imposed by more knowledgeable regulators and by
financial markets,

We Tecognize that regulation may weaken incentives for efficicncy provided
by capital markets for uoregolated firms. TFlowever, the fact that brokers
research repulated firms at least as thoroughly as they do unregulated firms
and the fact that such research studies the gquality of managemenr and

-10-



strength of the firms in thefr product markets means that the traditdonal
discipline of the financial markeiplace 15 not entirely absent for repulated
firms.

In short, both public and private firms ars likely 10 be operationally
inefficient. The question is whether poblic enterprise is likely to be less
ineificient. 'While the empirical evidence {5 not conclusive, with some
exceptions discussed below, the weight of the evidence supports the
conmclusion that privately owned whlides have no higher costs than publicly
owned utilities, in spite of rather significant 1ax and capital surety
advantages cnjoved by municipals.

Two 1970 studies, one by Thomas Gale Moore and one by Richard Wallace
and Paul Junk, both support the notion that publicly owned wiilities have
higher costs than privately owned odiides (24) However, a stody by Roben:
A, Meyer provided some support for the oppositc conclusion that publicly
owned utilitics have lower costs than privately owned utilities.  Similarly. a
study by R. Fare, Shawna Grosskopf, and J. Logan argued that public udlities
may be more operationally efficient (closer o the efficient production
frontier} than private uodlitiss, but their results were not statistically
significant.

In a study of two closely matched pairs--Los Angeles Department of Warer
and Power and SDG&E, and the 3an Antonie muaicipal elecidc wtility and
Dallas Power and Light--Robert Spann concluded that "the costs of
government services would be ng more if privaie producers were substituted
for public firms of equal size in this sector.”(25) James A. Yunker's 1975
results were suggestive of lower costs by publicly owned utilities, but they
were not significant. Likewise, L.G, Neuberg finds distribution costs are lower
for public (irms, but he assumes a commaon inisrest rate aerpss firms,
whereas in fact public. firms typically enjoy considerable tax and other
advantages assuring them lower [nlerest costs on debt capiral. Hollas and
Stansell conclude "thatr proprietary wiilities operate closest (o the cost-
minimizing input combination, while municipal utilities are the least cost
efficient.”

While the above studies usually support the bypothesis that costs are, if
anything, higher for public enrerprises than for private enterprises, at least
one study finds seatstically significant cost advantages under public
ownership. This is the study by Donn Pescatrice and James Trapani, (26}
However, the Pescatrice-Trupant study is flawed, primarily because of
measurement problems related to the cost of capital.
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The smdy is, at first reading, compelling because of the magnitude of the
differences that Pescatrice and Trapani found. Afier adjustng for
differences in inpul prices (such us the lower cost of capital of public firms
arising from the use of tax free mumicipal funding), the aothors found costs
by public firms in the region of 24 to 33 percent lower than those of
investar-owned companies. Thus, taken at face walue, this study iz by far the
strongest case for the cost-efficiency of public enterprise.

However, there are 4 number of serious deficicocies in the approach
Pescatrice and Trapani adopt. Their claim to have adjusted for differences in
input prices is vndermined by their definiton of the cost of capital as
follows: "The uwser cost of capital is estdmated here as the sum of intersst and
dividend payments divided by the sum of nominal debr and equity
capital."(27)  This is an inappropriate definition of the cost of capital, among
other reasons bscanse the numerator only measures interest and cash
dividends 10 bondholders and shazeholders. Other forms of cash distribution
and the capital appreciation dimension are excluded. In addition, the
denominalor 18 apparently inappropriately stated in terms of book valoe
rather than market valye,

Bocause of these measursment prablems, Pescatrice and Trapani's definition
of the cost of capital definitely represents o biased estimare and [ikely
enderestimures the cost of capiral for the privaely owned firm. Thus, it is
not surprising, at their low estimates of the privame firm's cost of capiral, that
adjusted costs for these firms are higher than those of public firms, Tn
addition to capital measuréement problems, there are scveral data and
statistical problems with the Pescatrice-Trupuni apalysis. Their sample size
is very small (33 private amd 23 public), particuolarly given the large number
of variables. Moresver, the samples were pooled without indicating amy test
for the appropriatencss of pooling. The samples were apparently not
"maiched” {as in the De Alessi studies) te help insure thar the appropriate
coimparisons were being made between the different types of firm.

The stully by Pescatrice and Trapani is clearly an outlier among the studies
of electric wtilides, and the reasons for this arise from the data and
methodology they emploved. Their stody stands out in contrast with a 1983
Bdison Eleetrie lnstitete study that comes out with directly opposing

results (28)  The Edison siudy, performed by consultants, is workmanlike and
ror subject to as many obvious problems of execution as the Pescatrice-
Trapani study. The report is a mina of staristics and institutional details on
all types of publicly owned atilities and Investor-owned utilities.
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The approsch is different from most of the other siudies in that it uses
financial accounting damu from income staements along the lines used by
regulators in calculating revenue requirements. They attempt o make
balance shects, income statements, and therefore revenue requiremsnois
directly comparzble by making adjusmments fn input prices and taxes. The
main changes affect cost of capital, purchases ol low-priced federal power,
and taxes, The most impertant gensral result of these adjustments is the
finding that investor-owned uatilities have on average a reverue requirement
of 9 percent less than municipal wtilities. that is, for either pricing reasons or
cost-efficiency reasecas, the investor-pwned uiilities vequire less reveous to
run their business,(29)

Qur overall cenclusion on cost-efficiency is that, based vpon the evidence we
have reviewed, there is lile to support the nodon (hat public enterprise is
likely to be more efficient than private, either generally or in the case of
eleciric utilities.(30)

Dynamic Efficiency. A number of studies have compared productivity of
public und private enterprise. Mostly, these swdiss support the notion that
privately owned enterprises have superior performance to publicly owned
ones. For example, in a British study of airlines, ferries, and the sule of gas
and cleciric appliances R. Pryke found superior profitability, productivity,
and greater X-efficiency in the private sector.(31) Two other studies--by P.J,
Forsyth and A, Bruce bad similar resulis. Charles Rowley and Grorge Yarmow
found a slight deterforation in the performance of British Steel afier
renationalization,

irical Evidenge: ion
There is very littlle evidence to support the hypothesis that peblic provision
is more efficient than private. In the case specifically of electric utilities,
while there are some studies that provide evidence of superior efftciency fur
publicly owned utilities, there are serious problems with chese swudies. The
survey ol the cvidence clearly does not provide a very sirong basis for
proposing municipal takeover.  From the evidence surveved there is litde
support on efficiency prounds for municipal rakegver,

Our evaluation of the evidence does nor imply that public ownership of
SDG&E or other investor-owned utiliies would necessarily be inefficient.
However, the evidence does not provide us with a prima facie basis for
believing that it would be efficient either. We are pow ready 1o turn (0 our
examination of potential efficiency consequences of the proposed public
takeover of 3DG&E.
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Municipalization: The Proposed Takeover of San Diego Gas &
Electric

Backgronnd: California Edison (SCE) Takeover of

The lack of evidence to support the superior efficlency of poblic over private
provision of utility and other services does not mean that in particular cases
public provisfon i superior to private, or that municipal wiililies showeld be
privatized on a wholesale basis.(32) In some instances, ownership might not
make muoch difference either way. For example, the Los Angeles Department
of Water and Pawer, which is highly regarded by bath the public and privaie
sector, would probably not function very much more or less efficiently under
private ownership. In other insiances, private rakeaver may offer potential
for significant improvements in efficiency, as, for example, in the case of
Sucrzmento Muonigipal Dtility District (SMUD).

The question of privatization or municipalization then is mosuly haadled on a
case by case basis. The proposed municipal takecver of SDGEE hy the San
Diege County Water Authotity is one such case in point,

SDG&E is a very impornant case. [t represents a very large proprosed
takegver, It comes at a time when SDG&F has apresd to merge with SCE ta
form the largest investor-owned utility in the United States.{33) Indeed, the
municipalization proposal was precipitated by the proposed merger of these
two neighboring utilitiss. The municipalizetion was not inspired by a
groundswell of public opimion against SDG&E for gross inefficlencies and
inequities in its operations and dealings with the people of San Dhego Cuunty.
Municipalization surfaced with the merger proposals and seemed to stem
mach more from a dislike and fear of & takeover by Los Angeles, in this case
personified hy SCE.

Municipalization bas become an emoticnal issue with the citizen's groop,
Taxpavers Against Government Takeover, springing op against monicipal
takeover. Thus the effect of the proposed municipal rakeover i3 to provids,
at least in the minds of the commumity, two second- or third-best
alternatives, an SCE or a municipal takeover, The first best, from the
community perceptfon, would scem 1o be relention of the status quo, an
independent SDG&E, or perhaps 1 merger with Tucson Elecwric Power.(34)
While this is in principle feasible,(35) it is 8 cheice that seems mot to be
under the control of the citizenry of San Diego.(36) Accordingly, we will
compare the SCE takeover versus municipalization,

SCE's merger proposal is by some accounts an excesdingly gencrous offor 1o
the slockholders of SDG&E.(37) Following the initial rejection of the offer by
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SCE the offer was raised and the Board of SDG&E accepted the terms of the
merger. In addition 1o providing an offer that was freely accepied by
SDGE&E's shareholders, SCE is on record as promising to pass-through most of
the cost savings of the merger to SCE ratepavers.{38) We will first review the
relevant SCE testtmony on the benefits of the merger io esmblish a
benchmarik.

The benefits of the merger derive mainly from cost savings in gemeration and
rransmission, and staff savings from being able to combine functions that
were previgusly performed separately in each company.  Significant
generation savings arise from SCE's being somewhat loog on generating
capacity and SDG&E's being short of capacity. As a result of the merger,
SDG&L will not have to build planis that would have been needed had it
stayed independent. While the same result might, in principle, be achieved if
the two companies contracted with eack other w0 buyfsell power, additional
generation savings arise from the ability to operate as a single system,
enabling units to he disparched te achisve lower fuel costs.

In addition, there will be benefits from operating the transmission system
more cfficiently, reducing operating costs and losses, and providing the
potential from deferring investment in transmission lines. Anoual savings in
operating costs are cstimared at $28 million starting in 1990, and reduction
in capital expenditezes during the 9905 ure estimated to toial $370
million.{3%) Savings in administration and management of the company
result in company-estimated cumolative savings of S1.7 hillion through the
vear 2000, At a 10 pevcent discount rate the present value of the cost
savings is $0.9 billion,

These savings are significant, and SCE i3 on record with testimony net omly in
estimating them out but also in promising 3DG&E ratepavers the lion's share
of such benefits, For example, of estimated savings of 3144 million in 1993
5110 million are to be flowed through to SDGEL customers. The effeet on
rates of flowing through such benefits resulis in a reduction in the 1990-93
period of $379 million or 10 percent for SDG&E residential customers and a
reduction of $124 million or 5 percent for other SDG&E customers, By
contrast SCE customer get a very small reducton of 368 million, or less than
[ percent.

SCE. in addition, is on record as promising to maintain a presence in the
SDG&E headquariers building in San Diego, to provide squal treatment ta
SDGE&E cmployees, to increase (s contributions to local San Diego area
charities, and to provide other minor benefits. At least for the iminal years,
SCE is promising significant bencfits from the merger and promising to flow
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the majority of such benefits through to SDG&E ralepayers. The fact that SCE
is on record as iestifying not only to significant benefiis but also to the
division of these lends comsiderable credence to their cluims. Indeed, it sesms
likely that the benefits may be understated

Prudence would dictate that the benefits would nol be overstated, because
SCE has promised rate reductions, It has made a commitment, In the
absence of savings of the magnitnde claimed, SCE could anempt to renege on
the promised rate reduction. In that event it seems unlikely that it could
find arguments that would cut much ice with the Catifornia Public Urlity
Commission. The CPUC would argue that 3CE offered these rate reductions as
an incentive for the CPUC to appreve the merger. In short, it seems very
vnlikely that SDG&E ratepayers will oot get their share of the benefits in
terms of the rae redoction promised.

Munigi : VET

The way SCE and SDG&E have stuctured the merger requires a very high
standard of performance by a monicipal wility taking over SDGELE.  This is
patticularly true because SCE has provided “guaranteed” rate reductions,
while the proposed municipal operation could only provide prospective gains.
Looked at only in terms of the effects on SDGEE ratepayers, it may be
possible by a combination of ax benefits and subsidies that & municipal
utility could provide lower rates than those now being offered by the merged
company, if SDG&E eould be acquired at o sufficiently low price. However, if
it wishes 1o takeover SDG&E's property, a public autheriry has o pay just
compensation.  Given SDG&E's unwillingness to sell 0 a municipal buyer,
because it already has a hueyer with whom it has reached agresment, a
negotiated setlement of a purchase price i$ unlikely, especially if ihe
municipality offers, as seems likely, lesy than the 3CE bid,  [n addifion, while
SCE is not directly involved, at least vontil the merger is consummated, it is
unlikely that SCE wonld stand idly by during a sunieipal mkeover of its most
important investment,  Thus a municipal takeover will almost certainly
result in litigatfon.(40) We will now outline some of the legal and econpmic
considerations involved in determining such compensation relevant to a
litigated settlement.

The maest important tostoction on a public authority's power io condemn
privale property ip eminent demain preoceedings 1s the constitutional
argument that just compensation be paid. In additien, the condemmation
must he for a public purpese. In California, and mest other junsdictions, the
courts have used lair market value as a basis for delermining just
compensation. In determining the value of SDG&E to be paid by the public
authority 45 jusl compensation, both sides would present difforent cstimares
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of the value of the company and might employ several valuation
methodologies.  Whils the acquiring poblic authority might argue that
otiginal or historic cost was the appropriate basis for valuation SDG&E might
argue for a number of alternativc methodologies.  Given its acceptance of the
SCE bid there would be powerful arguments for this basis as starting point.
This would far exceed original cost.

Anather methodology that might be employed is "reproduction cost oew less
depreciation” (RCNLD).  This basis i5 often aceepted by municipalities as a
hasts for valuation in the event of takcover, In the case of SDG&E this
methododogy would premise 0 provide not orly the prospect of a very high
value for the company but also the potential for exwemely high
adminigirative and legal costs by both sides.  Take just one example of
easements, To mun its wires across an individual's property the urility
requires an easement. When many of the easements were obtained San
Dicgo was a4 much smaller city and casement were given for large macts of
land that have now been snbdivided into mamy lots.  To reproduce such
sasemnents that were acquired for little or nathing vears ago would require
hundreds or thowsands of pew easemenis covering the individual lots into
which the propemty iz now divided. The expense of obtaining sasements now
would be considerable. Using the RCNLD methodelogy it would be possible to
argue for such a treatment and valuation for all of the property of SDGE&E,
The result would be place a high valvadon on the company perhaps even
higher than the SCE bid.

Although marker value might be very persuasive in cowrl, it is certainly not
conclusive, and both sides wonld be free to propose their respective
methodolegies in condemnation proceedings. The implcadon of all this is
that the legal and administrative costs of the procedures involved wonld he
conglderable in the event of lirigation.

Other issues in the valuation of SDG&E would arise. Severance damages are
often an issue in condemnation procecdings, Severance damages are the
additional expense that the company incurs as i tesult of the severance of
this part of the property from the whole. Thos, whkere a municipality takes
over a part of a wility’s system the remaining system may be more
expensive to operate for a number of reasons: because generating planis
cannot be dispatched as efficientlv, or because tramsmission lines are no
lenger needed or nol wsed as much, or because lineg losses are created, or
because of many orher reasons related to the operation of an imtegrared
system.
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In the SDG&E case, the issue of severance damages may arise i a nomber of
ways. SDO&E's territory i3 not confined to San Diego County. For example, it
inclodes a2 small part of southem Orange County. If the municipal takeover
vehicle is (o operate only in San Diego County, SDG&E's investment outside of
San Disgo County is very much reduced in value, separated as it would be
from the body of the SDG&E system. Severance damages might arise here to
reflect the reduced value of SDG&E's other territory,

The litigation costs of a municipal takeover of SDG&E would be considerable,
because delays could mn into & few years. It is conceivable that litigation
costs might be tedoced if the valuation of the compensation were undemiaken
through the CPUC rather than the Superior Court ol California, to the exient
that the less formal administrative proceedings of the CPUC promise to be
less costdy., In addition, the CPUC's decisions can only be appealed to the
California Sopreme Court, while the Superior Court's rulings can be appealed
to the California District Court of Appeal.{41) If the municipality prevailed
angd acquired SDG&E for something elose 1o the SCE olfer the costs would be
considerable ot only in direct legal and administrative expense but also in
terms of the ¢conomies lost as z result of the merger.

Follewing the settlement of the compensation issues problems of operating
the municipal entity would arize. Duoring the long drawn out legal battle aver
just compensation many of the management team would leave the compuny,
The municipality would have to srart managing a business with which it had
little familiarity. It would not be like 2 corporate rakeover, In corporale
takeovers, the acquiring firm either is in the busincss already, knows the
business, or at minimum knows how to operate a business. In this case. none
of this kind of expertise is present. The San Diege County Water Authorily is
very small compared to SDG&E, with only 5% employees as of June 30, 1988
It has no experience in running a large oklity. By hinng consultants it might
he able to hire management quickly for it newly acguired clectric atility,
Even in this event it would have to rely considerably on existing SDG&E
manggement and labor.  Thas the likelihood of potential labor aad
munagement savings from a municipal takeover are slim.

Another consequence of municipal rakeover is that mest of the ecqnomies of
the SCE wmerger are forgone. It is possible that negodation with SCE contracts
for Edison to sopply some power to the municipal orility could be negotiated.
On the face of it, SCE has a potential to gain from trade, since it is lonpgish on
capacity, and the municipadity can pain because i1 is shore. Howaver, in the
absence of a change in the law the mumicipality woold have no power of
eminegnt domain or the eguivalent to make the company sell it power. SCE
nevertheless may sell, bot very likely the terms would offer a smaller share
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cf the benefits to the San Diego ratepayers (han cumently promiscd by the
merger. SCE would no longer have any incenbive to "sell' the merger to the
community but wontd have every iocontive to strike the toughest bargain
with the municipal eotity. Moreover, the benefits from operating as an
integrated system would be lost reducing the rotal benefits available for
distribution.

On solely allocative efficlency considerations the municipal takeover looks
like a laser in lerms of legal and administrative expense to set up the
operation and in terms of the economies of the merger that will be forgome.
The auly way that these lost benefits could be rocovered would be if the
municipal utility were likely to operate considerably more efficiently than
the merged private utidity. The majority of the evideoce outlined in Seciion
3 does not support this prospect.

The perlormance of leading mumicipally owoed atilities, like the Los Augeles
Department of Power and Waler i comparable, tut not superior 1o, leading
investor-ownad utilities. At best, the municipal vdlity would be as officient
azs LADWP. However, the hkclihood s that i would not be as efficient,  Given
the srruggle te take over the udlity, it is very unlikely that management of
the utility would be pgiven the freedom from day-to- day comrol by the ity
and county that the LADWE has, (42) On efficiency grounds the
municipalization of SDGEE has linle to recommend it

There may be other reasons From the narow point of view of San Diego
County residents that the takeover may he beneficial. If the municipality, as
a result of tax free bonds, federal ax breaks waavailable to investor-owned
ptilities, and the like, were able w offer lower rates than the merged fion.
this would indeed be a henefit to San Diego ralepayers. However, recent
federal government resirictions on the use of tax-free municipal bonds to
acquire existing privately owned utilities verv much readuce the potential
transter to mmnicipal uviiliies that are created in the future, including the San
Diego ratepuyers i this case. Even with tax-free municipal funding, LADWE
does not provide rates dramatically below the existing rates of SCE. It is
unlikely that the 5an Diego municipal wnlity would be as efficiently operated
as LADWP, at least until it had developed the managerial and operating
experiise. With the rate reducticns promised by SCE, SDG&E rates are going
to be close to those of LADWPE, making it very unliksly that a municipal
wndertaking can do aoy better for ratepayers than the merged company.

Although it claims total benefits over the period 1989-2001 to San Diego

electric ratepayers(43) of a maximum of $2.6 billion, (in present value
terms), in part the "Beck Report,” a report commissioned by San Dicgo County
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o review the feasibility of municipal takeover, implicitdly recognizes some of
the problems iovolved in muncipalizing SDG&E.f44) Indeed, the report
argnes that its predicted rate reductions in the range 3.7 to 10.7 percent
depending on acquisition cost "are lower than have been demonsated
nationwide and statewide for mature publicly-owned versus investor-owned
utilities."{43)

Even with this caotion the Beck Report provides a weak basis for going
forward in the Hght of the evidence on the relative performance of public
and private utilities. The approach of the Beck Report is to use SDG&E
prajections of revenues and costs, to lower revenucs to reflect lower rates,
and to lower operaling costs- "to reflect the differences tesulting from public
cwnership, Th i ant_of thesg i er costs for finuncin
capital improv eliminztion state federal taxes."[46)
{emphasis added) Thus, the report is apparently assuming that a publicly
operated entity would have the same operating efficiency as SDG&E. Based
on the evidence, this is not obvieus. Indeed, it seems highly unlikely, if
ancther Beck-predicted cost saving arising from the public eaterprise's
IecTuiting top management at lower rates than SDG&E is put into effect.(47)

The potential gains to San Ddego rawepayers from municipal mkeover of
SDGAE seem rather small und highly tenuous even with the significant state
and federal subsidies assumed by Beck. Thus, purely on selfish local grounds
the takeover does nol look auractive. On alloeative cfficiency grounds it
looks even worss. Iowewver, the proposal for public takeover may be
withering on the vine according 1o the reports of & number of local
oewspapers ar the time of the announcement of the Beek Report.  This may
mean that an melficient locul government decision of major proportions has
been avoided. Public takeover of SDG&E did not promise to be either
cificient or even a wwansfer that would havs provided significant benefirs to
SDGE&E ratepayers.

Evaluation of Municipal Takeover and Privatization

Based upon the empirical evidence at least in the case of publicly owned
eleetric utilities it is not possible to reject the {null} hypothesis that there is
ne difference in efficiency between publicly owned and privately owmed
electric wrilirfes. While it is not possible to dismiss outright the notion that
public enterprize is more efficignt than privake eoterprise, based upon gur
earlier argnmenis we think this is very unlikely., Sinmlarly, while there may
be cases when a municipal rakeover enhances efficiency, again we sxpect
such cases to be few and far between, and we do nat expect the mwunicipal
takeover of SDO&AE to be gne of them, We are not naive or docirinaire
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advocates of privatization either, Tf we are advocates, it is of economic
efficiency. In view of this, what are the lessons and implications for
efficiency and future research of our sindy?

One of the major difficulties of comparing the efficiency of privare and public
eleciric utilities in the United States is the existence of subsidies o publicly
owned utilities. These include, for example, tax breaks and the opportunitics
{albeit redoced) to employ tax-free fonding. These tax breaks and subsidies
creale the wrong kinds of incentives. They may encoursge municipal
takeover of even efficiently operated wetilities, becanse they make possible
lower--and often considerably lower--rates to municipal uotilities. {Even with
these suobsidies the SDG&E. takeover promised significantly below-average
bepefits to SDU&E ratepayers.)

The first lesson of this study is the ending of subsidies to publicly owned
utilities. The 1986 Tax Act made a start at this by ending the use of tax free
municipal bonds for 2 takeover. The details of how to end the subsidy would
require stmdy, WNormally for a change as drastic as this there would be a
transition peried. Tt may be that all bonds as they matured would have to be
replaced with raxable bonds.  Another alternative would bz to require
mupicipal utifities o retre their tax-free bonds over a period of say 5 1o 10
YEUTS.

Similarly, low-cost federal power should be made available to all at market
ratcs.  As a result, mmnicipal and other publicly awned utilities would
eventually become free of all subsidies. The privatization or municipalization
decisions could then be made on their merits, A small municipality might
find it more attractive to scll its uulity to an Investor-owned company. It
may get both a better return on ity investmem and lower rates from such a
sale. It may in some eases sell to another municipally owned wrility, Tor
example, one of the smaller municipal wilities in the Los Angeles arcas may
find a sale to the LADWP more atraciive than a sale o SCE. Even soccesstul
inunicipal utilities, like LADWP, might be offered for sale. To i3 possible that
& takeover by the mega-utility, SCE, might be advantageous to the City of Log
Angeles, in terms of the price received for its imvestments, and the rates
offered o ratepayers.

in vicw of the mapnitude of the capital employed by the electric atility
indnstry, the potential etfficiency gains from eading subsidies promise to be
considerable, The exact magniude would reguire further soudy.,  Such
research would invelve economewic engineering and accounting cost stadizs
to arrive at the magnitude involved and then a tramsiation of them into
efficient rates. Such siudies would also peed 10 teview the nawre of seale
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and scope economies in electrc utiliies. While it seems very unlikely that
scale econamies are s0 small that geterls paribus a4 municipality with 100
megawatts of demand can gperate at lower costs than SCE,{48) further study
is needed to derermine the magnitudes of potential savings(49)  These kinds
of studies would make possible the cstimation of the kinds of benefits of
ending subsidies.

in addition, there would need to be some kind of estimate of the mansactions
costs invelved in this kind of resoucturing. The likelihood is tha
transactions costs would be lower than currently. The presemt amrangement
provides an incentive for public takeover of private utilities, Such taukeovers
will frequently be litigated, because the private utility is an unwilling party
to condemnation of its property. However, our proposal involves no
computlgion, If SCE wanted to put in 3 bid for LADWE, it would be free to do
s0, and LADWPMs owners could consider it on its merits.

The lessons of this sindy and the 3SDG&E municipalization go far bovend the
situation of San [Hego or even Seuthern California. The mecantives for
municipal ownership stem from the subsidies provided by the ahility to use
tax-itee municipal bends and subsidized power. ‘The recemt reform
probibiting the use of tax-free financing for mkeovers is a major step in the
right direction. We propose geing further than this and ending all sebsidics,
In particular, all federally generated power should be available to all at
market prices. Tn this way, comparisons betwesn public and private wounld
be maore meaningful, and purely political decisions to retain electric utilities
snder mupnicipal owoership would be much more difficelt,  While forther
resgarch is needed to work out the details, we expect that significant
vificiency gaing would ocour as u result of these kinds of reforms.
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NOTES

. Douglas Houston, "Privatization of TVA," in Michag! A. Crew (ed.),
Competition and Regulation of Thilifies (Boston: Kiuwer, forthcoming).

2. While privatization rather thin public ownership seems cureptly to be in
the ascendancy, isee for cxample, Paul MacAvoy, W.T. Stanbury, George
Yarrow, and Richard ). Zeckhauser, Prvaiizadon and -Owned
Enterprises, Klower Academic Publishers, Boston, 1989), municipalization 1s
not ¢ntirely dead, notably the proposed municipal takeover by the City of
New Orleans of New Orleans Public Service currently owncd by Entergy, Inc,
(formerly Middle South Utilities). New Orleans Public Serviee is regulated
not by the Louisiana Public Service Commission but by the New Orleans City
Council. Tn this respect it is closer to a municipal than an investor-owned
utility, '

3. Since our purpese bers is only to survey results relared o ownership
strucinre in the public utilitics area, we will not be reviewing any of the
refinements related (o general squilibrium or competitien in defining
cfficiency, but rather we will confine our attention to the stundard welfare
function based on the additive form of (1). For a more detailed discussion of
allocative efficiency and its relation to the ulilites sector, see Michael Crew
and Paul Kleindorfer, The Economics of Public Utility Regulaiion, MTT Press,
Cambridge, 1980, For a discusston of efficiency and industry strectuze more
generally, see W.J, Baemol, J.C. Panzar and R.D. Willig, Contestable Mgrkeps
and the Theory of Industry Spocture (New York: Harcourt Brace Jovamovich,
1982,

4 {1}y W=TR + 85 -TC, where

W = Net benefits

TR + § = Total Benefits, the sum of

TR = Total Revenee and

5 = Coosumer Surplys,

TC = Total Cosl

The welfare funcrion (1) consists of the sum of consumer benefits (3) and
producer benefits (TR - TC), Maximizing {13 resulis in the famous rule (hat
price {P) should be set equal to marginal cost (MC), and total cost should be



minimized gt the cutput comesponding to P = MC. Marginal cost pricing and
efficient (i.e., minimum cost) production resclt in allocative cfficiency.

5. H. Leibenstein [1966], "Allocarnve Efficicncy versus X-Efficiency,” American
Economic Review 36 (June): 392-415.

6. The approach draws upon the work of Oliver E. Williamson, Markets and
Hierarchies {New York: The Free Press,1975); Oliver Williamsen, The
Econgmic Instimtions of Capitalism (New York: The Free Press, 1985); as well
as our earlier work, Crew and Kleindorfer |1986], Chapter 7, to which the
reader is referred For 4 more deralled discussion.

‘1. 1. Vickers and G. Yarrow, Privatization: An Feonomic Anglysis {Cambridae,
Magg,: MIT Press,1988), pp. 35-30,

8. We imagine a privately owned utlity in which the manager maximizes

(2} Alg.x) = Z{gx) - (a-1)x = [Plg) - Cix)lq - ax,

where Z is roral profit (TR - TC as in (1)}, q is the output level, P(q) is the
inverse demand functon, C(x) is wnit cost and x is expenditure on cost-
reducing activitdes, The parameter a measurss the perceived cost to the
manager of such cost-reducing activities. In the notation of (1), TC{gx} =
Cx)g + x and profits TR - TC are therefore Z{g.x} = Afg.x) + (a-1}x, Thus, if a =
1, the manager treats cost-reducing expenditures as more costdy than they
actually are (e.g., because of effort required of rhe manager in implementing
cost-reducing actvities). OFf course, if the manager were the owner, then the
ineentives for profit-maximization (i.e., for behaving as if a = 13 would be
undifeted. The peint of (2} is simply to allow for incomplete alignment of tha
manager's and owner's preferences, thereby allowing the manager o depart
from strict cost-minimizing, profil-maximizing behavior,

Now suppose the firm abeove were pu! onder peblic owacrship and the
managers) maximized, instead of (2), the following objective:

(3} B(gx) = $(g, x) + Z(g.X) - (-1x = V(g) - C(x)q - bx,

where 8{(g,x) is consumer surpius (as in {1}}, and Yig) = $ + TR = S{g} + P(g)g.
As above, TC[gx) = Clxlg + x, so that B{q.x) iz just total net benefits W{g,x) in
(1) precisely when b = 1, If b > 1. the manager of the public firm perceives
cast-redacing acrivilics to be more costly than they actnally are, again for
presumed reasons of nonalignment of the manager's incentives with thase of
the selfless public servant {who would attempt to maximize W(q.x)k  Thus,
the extent to which the parameter b differs from uwnily measures the
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(L]

divergence of managerial objectives from social objectives (as measured by
totul net benefits Wi{g,x}. Such s divergence could come ahout for a numhber
of reasons: paying employees mare for political reasons {lhus inercasing Lhe
cost of cost-reducing activities), managerial inefficiencies or ineptitude {or
assigning nonatility-related dutfes to manapgers of muonicipal utilires),
inefficient aflocation of town office buildings, or transactions costs of
iegititnating to public autherities that the public’s monies wers being speait
properly. The Illincis Comwnerce Commission, in a Degember 1987 study,
"Eleciric Wheeling in Tlhnois," concluded from its studies that "the profit
mative was found to be a crucial factor for contrelling the costs of a
business.”

Comparing (2) and (3), we can see the basic issue associated with ownership
incentives. If a < b, then private owoership will induce behavier closer t
cost minimizadon than under public ownership, and the converse upplies
when a > b, However, as formulated above, the public firm in this
benchmark modal has an advantage in that (3) assomes that, for a glven
lewel of cost, the public firm will at least choose price efficiently (namely P =
C{x)}, whereas the private manager has an ingentive 10 set P > Cfx). Thus, if a
= b, public ownership is still to be pretemmed nnder the simple model (2)-{3%
9. Sea Chapter 7 of Crew and Kleindorfer [1986] and Wickers and Vamow
[1988] for a derailed discossion and comparzkive instituiionzl assessment of
VArious governance structurss for wilities, including regulated investor-
cwnershig and regulated public ownership,

th Richard J. Zeckhauser and Murray Hom, "The Control and Performiance of
State-Owned Enterprises,” in MacAvoy, ot al. (ed).

11. That such political consiraints on many public eaterprises are a reality is
borne out by the rich literature on public choice, e.g. the joymul, Public
Choice, and the literature on rent seeking, pionsered by Gordon Tullock, "The
Welfare Costs of Tariffs, Monopolies and Thefis,” Western Teongmic Fournal 3
(June 1967) 22432,

12, Vickers and Yarrow, pp. 39-41,

13, Ibid.

[4 Thid., p. 44.

13, Of course, in the presence of naturad monopoly seme altemative such as
Ramsey pricing or economically efficient second best pricing would be .
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ecrmplayed. We do not concern ourselves directly with this issue at this stags,
For details see Crew and Kleindorfer {1986}

16. See S, Pelteman, "Pricing in Public and Private Eleciric Tilites in the
United States,” Jourmal of Law and Economics 14 (1971); 109-48, and L. De
Alessi, "Ownership and Peak Load Pdcing in the Electric Power Industry,”
Quarterly Review of Ecopomics and Business 17 (Winter 1977): 7-26.

17. As one example, consider recent rate hikes proposed by the Sacramento
Muaicipal Utility District (SMUD). In December 1285, SMUD, "ignoring a staff
cosi-of service analysis—-voted to Impose most of an average 7.5 percent rate
increzse on nonresidentfal customers. The cost-of-service study found that
large commercial and industrial cnstemers were subsidizing residentials,”
One industrial costomer, Intel Corp,, responded by noting that they now pay
11% higher than PG&E's {the investor-cwned utility) aquivalent charges. A
spokesman for Intel noted, "How do you plan for the future when SMEUD has
shown that they doo't care for cost-of-service, a principle thal every other
utility in the country sets rates by?" The spokesman then claimed that SMUD
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