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Would Anyone Invent Public
Power Today? Can Anyone

Reinvent It?

Public power will soon have no choice but to compete in
markets where losers are bankrupted. It could once justify
itself on grounds that one franchise competitor was better
than none, but soon the market will be open to any seller
that investors are willing to fund. What role then remains

for it?

Robert |. Michaels

ompetition between govern-

mental and corporate electric-
ity has long been the stuff of leg-
end and litigation. The forms it
took in the past reflected electric-
ity’s peculiar circumstances,
which will change as power
comes to be traded in more ordi-
nary markets.

The old competition was pri-
marily for ownership of fran-
chised assets and acquisition of
the customers who were insepara-
ble from those assets. Now cus-
tomers are up for grabs, to be
won by whoever provides them
with the best deals. Generation

and marketing will become risky
but potentially profitable for or-
ganizations that understand com-
petition, while owners of trans-
mission and distribution will
have little more than the opportu-

' nity to earn regulated returns on

open-access systems.

In most states, regulation di-
rectly affected few aspects of mu-
nicipal utility operation, but its ef-
fects on corporate systems
allowed public power to survive,
and occasionally thrive.! Regula-

| tion left the organizational forms

and cultures of corporate utilities
looking less like those of unregu-
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lated competitors and more like
those of government bureaus.
Public power systems could coex-
ist with entities that were con-
strained to look and act like them.
eregulation is already ori-
Denting the private sector to-
ward aggressive competition for
customers.” The nature of corpo-
rate organization will drive the
change in private supply, but the
nature of government will make
any such change harder for public
power, if it is even possible. If pub-
' lic power cannot adapt, both its
underlying rationale and its sur-
vival are in question. If public
power did not already exist,
| would there be any reason to in-
' ventit today?
. Inthe nextsection, I provide a
thumbnail history of the competi-
tive relationships of public and pri-
vate power. For the past 50 years
the two systems have coexisted in a
stasis that has survived upheavals
. in economics, technology, and the
industry’s legal environment. The
stasis itself is evidence of the con-
straints that regulation placed on
competition, which are discussed
in the following section. I then ex-
amine the comparative economics

of corporate and governmental in-
stitutions in order to determine the
prospects for private and public
power in markets dominated by
competition for customers. I close
with a critical look at strategies that
public power systems are adopting
to cope with the new competition.

I. The Old Competition

Technology and politics have
driven electrical competition from
the outset. The technologies of

generation, transmission and sys-
tem operation originally con-
strained both corporate and pub-
lic systems to small, self-sufficient
territories. Within a territory,
either type of supplier was able to
operate a small natural monopoly
competently. Whether regulation
arrived by a “compact” or by poli-
tics-as-usual, it could (and some-
times did) limit returns on corpo-

Technology in genera-

tion, transmission and
system operation origi-
nally constrained both
corporate and public

- systems to small, self-

sufficient territories.

rate utility assets. Those utilities
responded by expanding their sys-
tems and using capital-intensive
production methods to increase
their rate bases and earnings.”
Scale economies in generation
and improved transmission tech-
nologies further motivated utili-
ties to expand, serving some (but
not all) of the previously un-
served.*

The four municipal systems of
1882 had, by 1920, grown to
2,749.° Limited by political
boundaries, however, few could
achieve the scale and network
economies available to corporate
systems. Franchise competition

| was clearly active, since 30 per-
| cent of the municipal systems in
existence in 1923 had formerly
been served by corporate utili-
ties.” Through the 1920s, munici-
pals declined as cheaper power
became available at regulated
rates. They increased in the 1930s
as the depression brought corpo-
rate insolvency, the Federal Power
Act, the Public Utility Holding
Company Act, and a twenty-fold
increase in federal hydropower
production, preferentially allo-
cated by law to municipal (and co-
operative) systems.” Franchise
competition mirrored New Deal
controversies over the appropri-
ate roles of private and collective
activity.

his vigorous competition

ended with World War II
for reasons that are unclear. Ac-
tive franchise changeovers came
to a virtual halt 50 years ago, with
switches in both directions under
0.5 percent of existing municipal
systems in every postwar year.®
This stasis occurred in the face of
a second massive increase in fed-
eral preference power, from 4,488
MW in 1946 to 35,895 MW in
1981.° Corporate utilities were un-
derstandably reluctant to wheel
preference power to public sys-
tems, particularly new ones, but
much of this power did find its
way to municipals. Wheeling—
the consensual transmission of
power for other parties—only be-
came an antitrust issue with the
Supreme Court’s 1973 Otter Tail
decision, which held that refusal
to wheel preference power vio-
lated the Sherman Act by harm-

ing franchise competition.'® Al-

|
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though the Court allowed injunc-
tive relief, in the form of orders to
wheel, only a handful were ever
issued.
et, perhaps sensing the sea

Ychange about to occur,
transmission-owning utilities
slowly opened their lines in the
1980s, and further liberalization
occurred under the Energy Policy
Act of 1992, which empowered
the Federal Energy Regulatory
Commission (FERC) to issue
wheeling orders, and FERC Order
888 in 1995, requiring open access
wholesale tariffs and electronic in- \
formation on availability. Almost |
all of the prewar levers of fran-
chise competition continued to ex-
ist postwar, and growing markets
increased the potential benefits of
public systems. Nevertheless,
franchise changeovers virtually

ceased.

|
I1. Regulation and the Old ‘
System |

In theory, regulated utilities

should have functioned like un-
regulated firms in competitive
markets. In practice, exclusive ter-
ritories, regulated returns, and
near-certain expense recovery less-
ened the penalties for inefficiency.
Obligations to serve and mort-
gage bond indentures diminished
utilities” discretion over their cor-
porate scopes and asset holdings.
Puhca and state regulation made
hostile takeovers rare, and small
investors who valued steady divi-
dends seldom challenged manage-
ment. Managers of utilities were
more likely than those in other in-
dustries to be promoted upward

rather than hired in the market."

Politically visible executives were
paid less (but had more secure
jobs) than executives in similar un-
regulated firms, and utilities sel-
dom linked compensation to
stock market performance. Utility
corporate cultures were respectful
of bureaucratic tradition and
averse to entrepreneurship.”” Hav-
ing made a bargain with govern-
ment, utilities came to look and

In earlier times, public
power could survive in
a non-entrepreneurial
form because regqula-
tion made private
power companies
equally unaggressive.

act rather like government.

By changing the characteristics
of corporate utilities, regulation al-
lowed publicly-owned systems to
survive. It constrained corporate
options and attitudes, while fos-
tering types of competition at
which public systems could suc-
ceed. The most important compe-
titions were to hold franchises
and to influence public policy, par-
ticularly at the federal level. With
little competition for individual
customers, operating cost re-
placed market success as a yard-
stick. Most studies of cost differ-
ences found them quite small, but
the interpretation of these find-

ings was unclear."” Were govern-
ment utilities as efficient as corpo-
rations, or had regulation made
corporations as inefficient as gov-
ernment?

Public power could survive

in a non-entrepreneurial

form because regulation made pri-
vate power equally unaggressive.
The postwar stasis in franchise
turnovers may reflect no more
than the unaggressive cultures of

" both systems."* Competition for

franchises offered neither type of
utility the rewards of unregulated
competition. A new franchise
gave its owner little more than
regulated assets and additional
service obligations. Restricted to
its monopoly service territory, nei-
ther utility knew much about

competing for customers, save for

occasional promotions to attract
industrial loads."” Technical con-
straints on wheeling reinforced
territorial barriers, as did restric-
tions that city charters and tax-ex-
empt debt imposed on public sys-
tems.

III. The Corporate
Organizational Form

Rivalry to gain customers and
produce efficiently is but one face
of competition. The efficient allo-
cation of resources also requires a
competitive market for corporate
control that gives decision-mak-
ing power to those who can best

use to create economic value.'® An

incompetently managed plant
and workforce can become com-
petitive when acquired by per-
sons who are (or who will hire)
better managers. Investors who
believe they can put assets to
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more valuable uses will outbid
others (including existing hold-
ers) for corporate shares. Upon ac-
quiring a controlling interest in a
company, they will, for example,
replace managers who are senti-
mentally attached to unprofitable
lines of business with ones who
will refocus the organization.””

Imost everywhere it is le-

gal, the publicly-traded
limited-liability corporation with
elected directors dominates eco-
nomic activity. In the U.S,, it re-
mains the preferred mode of busi-
ness in the face of tax
disadvantages. The corporation
adapts easily to the distinct cir-
cumstances of nations and indus-
tries, and other organizational
forms displace it only by excep-
tion."” When a corporation’s envi-
ronment changes, its underlying
legal and institutional structures
facilitate adaptation to the
change. The regulated corporate
utility served its shareholders
well in the face of requirements
that it change its culture to a politi-
cal one and live with unorthodox
financial and operational struc-
tures.

The stock market gives inves-
tors more than liquidity. It pro-
vides prices that facilitate per-
formance comparisons by
investors and offers the opportu-
nity to purchase shares in
amounts sufficient to change a
firm’s management or orienta-
tion. The stock market allows in-
vestors to accumulate concen-
trated holdings of assets they
wish to control and to diversify
their holdings in order to achieve
acceptable risk exposure. As com-

petition warms up, investors who
sought the secure but low income
streams of regulated utilities will
sell their holdings to those with
more of a taste for risk. The new
investors will install and oversee
managements better suited to
make decisions in the changed in-
dustry.

Management often acts to fur-

Many of public
power’s problems stem
from lack of a market
for control of its assets.
Unlike shares, votes
cannot be purchased to
intervene in utility
management.

ther the interests of shareholders,
but shareholders’ problems in po-
licing also allow some executive
self-indulgence. Recent economic
research finds that investors have
greater influence on corporate pol-
icy than was found in studies on
the separation of ownership and
control that date back to the
1930s." With the coming of new
personnel, utilities are increas-
ingly shedding their autonomy
and preparing for competition in
ways that will be hard for public
power to match. Without the need
for takeovers, corporate systems
are splitting their assets along
regulatory lines, sometimes by

less-than-voluntary divestitures.
Some are restructuring them-
selves financially with income
from stranded asset payoffs.”
Shareholders are overseeing refor-
mulations of managerial compen-
sation to better reward risky deci-
sions made necessary by
competition.”!

In government there are few
analogues of the mechanisms that
facilitate corporate change. Many

of public power’s problems stem |
from the lack of a market for con- |
trol of its assets. Citizens served
by a public system have voting
power, but individual votes, un-
like shares, cannot be directly pur-
chased by persons with financial
incentives to intervene in utility
management.” Corporate share- |
holders can choose the risks they |
will bear by buying or selling
stock at publicly visible market
prices, a choice unavailable to mu-
nicipal residents. A corporation
can change its financial structure
to better accord with market con-
ditions, but debt-financed public
systems lack ways to de-leverage
themselves.
any public power sys-
Mtems provide important

sources of government revenue. |

Whether or not the system’s con-
tribution exceeds taxes that a cor-
porate utility would pay, local offi-
cials often find it easier to increase
a municipal utility’s “in lieu of
tax” contribution than to increase
actual taxes.” Differences be-
tween the short time horizon to
election and the long horizon of
electrical investments can engen-
der conflict between officials and

utility personnel over investment
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and maintenance. Necessary in-
vestments may include personnel
from outside, but government
may be slower to hire and stingier
with competitive compensation
than the private sector.™ Prior to
passage of a local ballot measure
that modestly reformed personnel
procedures in the Los Angeles De-
partment of Water and Power, its
outgoing General Manager de-
scribed his plight:

[ am a chief executive of what

amounts to a $2.5-billion com-

pany and I can only appoint 7

people inan 8,900 employee com-

pany {sic], and of these seven,

five of them must have 15 years’

experience in the DWP?

olitical decisions differ fun-
damentally from corporate

decisions. The polity must take
the time and resources to consider
the interests of individuals who
have little choice about member-
ship in it.” The corporation is a
voluntary association of share-
holders who can choose their risk
exposures and express dissatisfac-
tion by selling their stock in a mat-
ter of minutes.” Until recently, the
difference did not matter because
almost all utilities had low risk,
few upside possibilities, and few
competitive opportunities. In the
new markets corporate power
suppliers will come to resemble
corporate suppliers of almost all
other goods. Unless public power
systems are somehow reconsti-
tuted they will go on resembling
other government agencies.

IV. Some Options

Public power’s first choice is to
go on as usual, making whatever

quick fixes are absolutely neces-
sary. The analogy regularly occurs
in Washington as each new Con-
gress discovers that its predeces-
sor’s fixes of Social Security and
Medicare need redoing. No legis-

| lator wants to cope today with the
fact that in three decades there
will be only two working persons
for every retiree, and few voters

| care as long as checks can be is-
sued. Public power systems simi-

larly need to face reality while
politics compels them to concen-
trate on short-term exactions from
captive customers.” Utilities have
typically been easy agencies in
which to postpone reality. Electri-
cal capital can be inadequately
maintained to create near-term
revenue at a long-term cost.”’ As
retail competition arrives, a public
system can offer special rates to
placate vocal customers who
want retail wheeling, making up
revenue shortfalls by overcharg-

ing captives who will later depart
en masse. Regulators of corporate
i systems have the further option of
1‘ imposing shareholder liability for

insufficient revenue from antiby-
pass rates.
ublic power’s second choice

Pis the alliance, a strategy cor-
porate utilities have also em-
braced in hopes of developing
competitive prowess more
quickly than by internal action. Al-
liances may, however, be harder
for public systems than private
ones. Restrictions that laws, char-
ters, and debt covenants put on
the use of public assets can limit
an alliance in ways that corpora-
tions can circumvent by con-
tract.™ Alliances that contract util-
ity operations to others may
impair local control over politi-
cally important assets, while giv-
ing outsiders some power over
municipal revenue.” Public sys-
tems with numerous decision-
makers and rules of parliamen-
tary procedure may find it harder
to reach decisions than corpora-
tions, and the decisions they reach
may be less clearly directed to-
ward market competition.* Poli-
tics may also pressure cities to
form alliances with the wrong
partners, or cause elected officials
to second-guess departmental
choices.* Operation of the alli-
ance may be constrained by gov-
ernment procedure in ways that
harm its abilities to compete.™

Public power’s third option is
to reorganize functionally to sepa-
rate competitive and natural mo-
nopoly activities along lines being
taken by corporate systems. Be-
yond its effects on management
and finance, reorganization of
public systems may be more diffi-
cult to oversee than reorganiza-
tion of private ones. Agencies that
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regulate functionally split corpo-
rate utilities are fast gaining expe-
rience in detecting the use of regu-
lated assets to subsidize
unregulated activity. Municipal
governments typically have less
experience in this area and fewer
regulatory resources at their dis-
posal. Even with experience and
resources, public regulatory
boards may not want to prohibit
activities that will increase govern-
ment revenues if successful. Rules
will be hard to make. Can the
“safe” department use the “risky”
department’s profits for its own
investments? If so, should it also
be responsible for some of the
risky department’s losses?

hat amounts will the two

departments contribute
to government, and how will gov-
ernment protect itself against the
unstable revenues that competi-
tion will probably bring?® Assum-
ing they properly separate the util-
ity’s functions, regulators of
corporate utilities can leave over-
sight of the unregulated function
to shareholders. Public systems,
however, have no well-defined
shareholders to take on this re-
sponsibility. Perhaps most impor-
tantly, if competitive provision of
a certain service is available, why
should government be in the busi-
ness at all?

V. Conclusions: Who Governs
What Well?

The lure of profit drives private
competitors to use resources effi-
ciently and to innovate. Elected of-
ficials and government employ-
ees probably outperform
profit-seekers in monitoring fair-

ness, respecting precedent, main-
taining openness, and negotiating
compromise. In the old electrical
markets these virtues made gov-
ernment a credible utility opera-
tor, but in the new markets they
will disadvantage it as a competi-
tor. Successful competitors attract
customers by being innovative,
breaking with routine, and by in-
dividualizing rather than stand-
ardizing, as the law might require
of public agencies. For-profit

transactors are consenting adults
whose strategies and contract
terms can be as private or as pub-
lic as they wish. A collectively-
held seller that must make public
its strategies and terms can only
advantage its competitors.

Public power will soon have no
choice but to compete in markets
where losers are bankrupted. It
could once justify itself on
grounds that one franchise com-
petitor was better than none, but
soon the market will be open to
any seller that investors are will-
ing to fund. With so many suppli-
ers, there is no obvious value in
adding local government to their

ranks, since competitive price is
superior to booked cost as a yard-
stick. If public power is neither a
necessary competitor nor a social
guidepost, what functions remain
for it?

Debating public power’s mar-
ket role obscures important non-
economic questions. If abandon-
ing public power can cut
collectively-held risk without nar-
rowing consumer choice, should
it continue to exist? Assuming
public power survives, should its
profits be returned to citizens as
cash, sent to the general fund, or
invested in further risky ven-
tures? If public power takes
losses, should they be made good
from electric bills or agency budg-
ets? When applied to corporate
profit and loss, such questions
have straightforward and legally
clear answers.

hareholders who have cho-

sen their positions entrust
decisions to management, profit-
ing or losing only to the extent of
their individual investments. If in-
dividual choice of suppliers is |
possible, public power’s advo-
cates can no longer justify it on
grounds that the community
must settle on a single seller. The
U.S. can only have one army, and
everyone must live with a single
collective decision on the size of
that natural monopoly. But now a
city can have numerous power
suppliers, all of whom use the
same wires. If east-side residents
all want private choice and west-
side residents all want a collective
system, members of both groups
can fulfill their individual desires.
There is no economic reason for
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cials, Southern California Edison re-
cently approached the Los Angeles
City Council in hopes of reversing a
decision by the city’s Department of
Water and Power Commissioners to
form an alliance with marketer
Duke/Louis Dreyfus. The Commis-
sioners set qualifications on bidding
that eliminated SCE from considera-
tion, allegedly to constrain monopoly
power. If the City Council refuses the
Dreyfus alliance, reopening the quest
for a partner will require another year
of search. Edison International Joins
with NGC in Hopes of Winning LADWP
Business, FLEC. UTIL. WEEK, Mar. 3, 1997,
at 18. As of this writing, the issue is
unresolved.

34. Richard Nemec, Government as Fast
as Yesterday: The Five-Part Approval
Process Could Sink DWP’s Private Sector
Alliance, 1.05 ANGELES TIMES (Op-Ed
Sec.), Feb. 21, 1997.

35. Corporate shareholders voluntar-
ily accept this instability in expecta-
tion of wealth, and they can cut risk
by diversifying. Without shareholders,
municipal decisions will be biased to-
ward avoiding bond-related risk,
which may disadvantage them com-
petitively by excluding from consid-
eration high-risk strategies that have
high returns if successful.
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