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IRIVATIZATION AF THE TENXESSER VALLEY AGTHORETY
ougles A. Houston

EXECUTIVE SUMMARY

Tha Tannessee vallsy Authority (™A} lista over $22 billioa in
aszets dedicated to lts power program, making it the nation's
largest wtility. Were it an investor-cwmed anterprize, it would
alsa be the pover industry's largest bankruptey. Frivatization of
Tvh, accompanied by dersgulatien, will result in more eflicient usa
of TVa!s resources, aliminate taxpayer subgidies, stimulata compe-
tition in the slectric utllity industry, and bring in some 512
hillien %o the faderal Treasury.

The TVA nuclear pragrem naw lias in shamblas, with all units
inoperativa. Only hesvy federal subsidias or hefty consumer prica
increasas can keep the TVA afloat. It gella pawar at tates below
those of privats producers only by ignoring ite fnll costs. This
msubsidlized power raduces inceptives to conserve energy.

Currant prospects for government raforms aimed at reversing TVA's
continuing mismahagement are dismal, Though the TVA began laying
off some 7,500 employees ln JTune 1986, this move willl not come to
grips with lts mers fundamental problems. The inefficiencies
within tha TVA won't oo awey. Instead, referm of TVA Tequizes 2
plan to simultanecusly privatiza and dersgulate TVA powar sales.

Tha First step wowld be to privatize TVA'E fossil fuel power
production capacity. This capacity would be spun—off into several
private generation firps, which would be sold in etock offarings,
with discounted sharaes offerad to smployeas and users of tha
gystem. Second, a Usar-swned power tranemlsseiocn firm would he
faormed with 2 mandate ko allow broad user access. TYA's nuclear
plants would be placed in a saparata "holding pen,® after which
they would he sold, with dee care for safety concerns, to private
powar firms at the highest obtainable price. Finally, whelesale-
prica reguletion would be aliminated.

Consumers, Saxsayars, environmental interests, the ntility indus-
try, and TVA auploveas all serve to galn through this propossd
privatiza®ien plan, which will tuzn TVA asssts inte eificient,
competitive facilities.



The Tanncssaa Valley Authority (TVR) teday lists= over §2Z billiom
in asEaets dedicated to its power program, msking it the nation's
largest utility. The TVA--1f it were an Iinvestor=-cwned enter-
prise—-zlse would be the powar industry's largest bankruptcy.

Bock value of assets in nuclear plants are set at perhaps twice
thalr market valus, while neon-nuclear acssats are significantly
underpriced. oOnly through heavy subsidizatiaen by the federal
government or =2ignificant escalation of consumer prices can the TVA
gtay afleat in the coming decadea. In this paper 1 intend to: 1)
briefly explain why privatlization is a suparior alternative to tha
sontinuatien of this federal power corperation: 2) oatline a speci-
fie privatization plan for the TVA that neats practical politjoal
popecerns: and 3] assess the financial consesuances af the proposed
privatization.

A justification for divestiture iz that the TVA's alactric power
program, in sum, simply weuld function mere effactively if it were
privately ownaed. This assertion rests on showing that compatition
in the alectric power industry can offer a superior lang-tarm
alternative te public power. With private ownarship comes sharp
divergences from past practices and srganirational structure.
These changes are driven by the imcentives faced in an open market:
Shareholders will damand that manegers focus on wealth expansion.
e a result, the producers will have to design systems that effec-
tively-=without subsidization--delivar power to COnsUmers, an
chjactive that the TVA has besn unable to accomplish.

tnlike sone other federal privatization proposals, divestiture of
the TVA alona would be an incomplete policy prescription. Upen
selling TVA assats, newly created prlvate property rights cuickly
would become entrapped by state and federal public utility regula-
tions, in particular, rate-ol-return controls and axclusive
tarritorial franchises, TInatzad of 2 hopad-for stimulatlon of
efficient power markets, TVA privatization might zimply lead inta
othar means of masking market lncentivas.

Thus, the tazk is mora complex: Simultaneously privatize and
daregulate TVA power s2les. This should have far-ragching effects
on the sevelution of the U,5, electric powsr industry by providing
real-world evidence about how unregulated power markete function,

During the 1930=, the TVA sarved aa a grand sxperiment in
sozialism; ilts cuccasses were to lay the groundwerk for public
enterprises in other regiona and sectors of the economy. Now the
TVA lies in disrepair. BSut through a metamerphosis lnto competi-
tive entarprisea, the TVA can succead by sheowing us the path to
rastructuring the power industry aleng competitive lines.



IT. RATIONALE FOR PRIVATIZATION

Orjginal Fole and Extension

The TVA'z original goals were limited, somewhat vegue, and claarly
the result of significant political ¢ompromise. As hiztorian Paul
Conklin states: "Typical of s0 much Depresaion legislation, the act
[Tennesses Valley Auvthority Ahot of 1933) wasa a hit of a blank
check, ¥et hlstorical tyadition reinforced the more explicit
anablemants of the uct--pfwur, agricultural devailopment, naviga-
tign, and flood control.™ But any senue of balance in this act
was guickly lost as power production came to deminate, Indaed, the
TVA's &arly power devalopmefit strategy was intended to ewclude any
"partnership" rele with private power firms, although the original
act was unclear about the relationzhip between investor-owned
utilitles and the TVA.

TVA leaders praanpted privats power extenslon into the region,
underlining thelr desire to be the sole agent for devslopment. The
TVA increased electriclty capacity in support of World War II
efforts, cemnentingy public percepticn of it as the maler, continuing
Public powar produser and zs the appropriate regiomal plarming
acrent.

Sapture

Originally the TVA was controlled by individuals with a broad
regional or federal viewpoint., Zarly on, politically savvy
management attemptad to bring local support to bear on issuaes
related to fedaral funding, support for TVA projects, and defense
from its numerous opponanta. In the 12305, TVA Director David
Lilianthal initiated a peolicy of bringing priveate, succesaful
businessmen in communitias szerved by the TVA inte lecal suppert
organizations. Abundant, cheap powsr bacarme the goal around which
support was built. Thasa local groups, now formally repracsented by
tha Tennessee Valley Public Power Aszociation (TVFFA)] and the
Citizens for TVA, Inc. (CTVA), came to have great pelitical clout.

The call for "chaas powvar" to local constituencies has driven the
TVA in the post~World War II decads, into tha 19805, and beveond,?
The TVA'S bursaucracy depends upon these local groups to define a
TVA manager's role to the point where an individual chair of the
goard of Diractors could mot remain in office if he ware unsatis=
factory to these local groupa.

This populist form of "capture" implies a signifilcant lack of
accountability %2 the taxpayers, whoss money iz appropriazted for
the TVA's purposes--purposes that are defined %argely by aggres-
sive, "rent-seeking™ consumer interest groups. S& powarful are
these interesz groups that, at present, any proposal to study
privatization i=s met by howls of rage. In 1986, an amendment to a
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faderal appropriation %1ill prevented any fgdera; funds baing usad
tar the study of privatization of the TVA.

‘80 weak had extarnal control of tha TVA become that even attenpts
to bring "outaiders" onteo its board have lad to dissensisn, most
recently in the late 1570s. At that time, newly appeointed Beard
Chalrman David Freeman attampted to negotiate a settlement,
excaading $1 billicn, to atone for the c¢ontinuing vielatlenz aof
envircnmantal laws by TVA coal-burning plants. With such a settla-
ment, cohsuper prices would have risen, Freeman was forced out.

In contrast to Freeman, his replacement, tharles H. Dampn, was a
long~time member of the TVA "famjily." He wac reconmanded to
Fresidant Reagan for appointment as z man bettar gqualified to
represant the viewpoints of consumarz and distriduters of the

ragion.”

Currs th Privat i

Who are the supporters of today's TVA? They ineluds: (1) dis-
tribmtors whe buy undar contract from thae TVA; (2 municipalities
in the region concarnaed about consumer prices and ecenomic davelop-
mant prospects for their communitiea; (3) mast regicnal newspapers
{with the same general concerns as the cities); (4} the region's
congressional representatives: (5) pubklizc power suppartars elsew
whare in the nation, ineluding the American Public Power Assccl-
ation (AFPFA) and the extremaly wall crganized and politically
astute National Pural Elactric Cooperative Assaciation (NRECA); and
(6} TVA leadarship and amployees, represented in part by unionsa.

The first two categories represent, broadly, consumar interests.
These are organized in parz through the TVPPA and CYTVA. Their
meszages of support for the TVA are inexpensively publicized
through a willing reglonal madfa. Regiocnal congressional
reprasentativas toe the line on the TVA basause the broad
conetitusncy for a continguation of "cheap abundant power™
trapnslates into votes. Political careere are thus partially
depandant upeon suppsTtt for the TVA, much as fervent support for
farm subzidiea ia a requirement for political sucpess in statas
where agriculture l1la a dominant sconomic interest.

Even criticism of the TVA is considered anathama, and support for
the autheorizy bridges ldeoclogical differsncoss with ease, Powerrful
consumer intarests and managament of the TVA in themselvas can
frustrate peolitical challenges to the TVA. Coupled with the
natiocnal pubklic power [APPA} and rural developmant interest groups
{e.q9., NRECA), a nearly invincible shield is formed, keeping the
TVA fram hearing responsibility and accountability for its past
kElunders or current actions. .

Havartheless, a succes=Eful privatization campaionh can ke mountas,
Effective tactics, described later in the paper, reguire strus-
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turing a privatization program with particular sattention to
consumer and employea intarests, thus splintering the cealitieon
with national public power and rural cooperative groups. A plan
can be devalopad that targats banafits to consumers and amployees,
yet avoids creating an ongelng govermment funding base which weuld
undercut the primary privatlzation geal of introducing market
dizcipline to the TVA. A useful proposal cannct ba ohtuse-—
particlpants must clearly undergtand how they will benefit and what
risks they faca. Therefore, a privatization plan, like the cne
dascribed in Section III, must be patiently and honestly explained
to tha interested individuals and groups.

Tha TVA ia able to sell at rates balow thase of private producers
enly by (thus far} lgnoring the full costs of its activities. The
subzidizaed (and therefors "cheap®) powar provided by the Authority
results in an oversaxtension of electricity use by regilonal busi-
hesses anhd homes. ITndaed, the TVA long has agyressively promotad
consumption of electricity and electricity-using appliances in
order to huild this load (demand) on the =ystem., The TVA's motiva-
tion in leoad-building is understandable. It broadens and =strangth-
ans grassroots suppart for the power system which, in turn, sarves
as the fundamental defense from polilitlical criticism of the TVA,

dne result of load-building through lew pricing fs that alternative
anargy forms ara adged out of the marketplaca. Another result is
that consarvation incentiveas and consaquent efforta are reduced.
The 1llusion of anduring, cheap electrical power leade residential,
industrial, amd govarnment agency users to invast axcezgively in
electriclty-using capltal. Now locked into thesa lang-lived energy
assats, consumars are suscaptibla to large lo=zmss if electricity
prices risa. Although TVA rates are currently about cne-half the
average in the Test of the country, they are rizing msra rapidly
than slsaevwhare. Thus, TVA users are harmed substantially by price
incraasas. Justifiably, they faar meore of the sane over the next
degada, particularly as the TVA comes to gripa with ite maclaar
problena. Users can be expected to argua voracious=ly for
coptimuaticon of a "low-gost" electricity regims,

The TVA ju=stifies jts heavy-handed marketing efforts by arguing
that the unit ceat of power falls asz larger-scala plants and
gystens are bullt. That deductlon has merit only up te a point.
Although same of their many cocal=fired plants are technically
efficient operations, 1in general these gcale (size) econcmias ware
long agn expleited. Tha nuclesr program initisted in the p1340s5 was
premised on a poorly concelwed notien about the technlcal and
managerial requirement for bullding and cperating the proposed huge
rmelaar planta. Unraasonably high demand projestions, ovarly
optimistic assumptleons akaut the gains from "sizing up" (bevond
known tachnical kKnowledge), and a cavaliar acceptanca of poorly
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" understosd safaty rizks are key factors behind the TVA'as current
nucleaar woes.

The relationshlp of the TVA to the nuclear fusls industry
demonstrates an unusnal twlat in the supply and demand for TVA
power, The production of nuclaar fuel requires large guantitiea of
alectricity, and the TVA's largest consumers have baen nuclear fuel
processers. Thas=a fusla, in turn, are inputs to nuclasr power
productien. Thus, the rise and fall of TVA's oWn nuclaar program
has a direct effact on the demand for maclear fuelsz and that, ia
turn, alters demands for TVA power. Not surprisingly, the TVA i3 a
etrong advocate of nuclaear power programs--both ita own and other
utititlas' programs,

The TVA muclaar program now lies in shambles, with all units
{valued on tEa 1936 TVA balance shaet at wver $15 hBillion)
inoperative. Eight units were canceled in the sarly 192805 due to
a lack of consumer demand. Flve completed plants have baen shut
dewn dues to a myriad of safety-related problems. Three units are in
various =tates of complation. 2 last nuclear unit 1s "defaprred.®
all are zubjact to unrelenting political pressure from environ-
nental interests znd others worried azbout nuclaar safety, such as
tha Tennessaa Vallay Coalition, a publie interest group clozaly
watching the TVA. Generally, vpponents of nuclear power seem to
believe that any nuclear plant is a bad one. Rightly or wrongly.
thie pervasiva attituda is strongly held by committed political
cpponents and must ke reckeoned with.

The TVA's nuclear safety problems have samshow evadsd the kind of
intensive, pnagative publirity forused on the Three Mile Island
aceldant in Pennaylvania. In 1975, a fire at the Brown's Farcy
nuclear it cane close to becoming a disastrous accident. Fortu-
nately for the TVA, the inguiry was gquietly handled, unlika tha
Pennpsylvania case. But unfortunately for the TVA, Brown's Ferry
provided the impetus for a ssarching federal review of the Tva
nuslear program. This {centinuing) review has lead to the
withdrawal of nuclear plants in the 1%80s., Still, the TVA
gteadfastly maintains that thege will be put back into zarvica.

But new safety problems arise even as others are corrected,
Raalizing that the problemsa with their nueleay program wera bayond
the sypertise of its stafs, the TVA brought in aver 2,000 consult-
ants and hew enployvess to Tun the miclear program. How, under the
laadarship of retired Admiral Steven . Whita, TVA's O0ffica of
Huclear Powar is trying to restart the program. In April 12848, TVA
cormissioners reported before the House Energy and Commerce Commit-
tes that some nuglear safety jiesues wera "resglved,™ by applying
the unconvineing lngic that some safety regulations weram baing
temporarily walwved.
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The TVA waa not alona 1n misajudging nmuclear energy prospects.,
Investor=owned utllities, too, have not energaed from the battlas
over nuclear power without acars, buft mest have sensibly retrenched
when pelitical and regulatory coppositilon grew stronger. The TVA,
by contrast, hardly waverad in it=s enthusissm for mouclear power,
acting as if the Autherity's federal status and powerful local
political supporters weould defeat all opponents.

Accountability
The past practices of the TVA point to a lack of accountability.

Blehough astapsibly coptrolled by tha President, with lines of
roporting to Congress, the TVA ingtead fraquently has acted
independently. The 1959 Revenue Band Act alleows the Authority to
raize dabt privataly for power projects, thus further freaing the
system from the need to beg for congressionzl apprepriations.
Power investmants can ba undartaken with the flimsiest of federal
ovarsight.

Hey mechanismz that encourage good performance hy profit-seeking
firmz under conditions of direct and potential competitieon do not
kear upeon the TVA. Market "discipline" for poor parformers—-—
bankruptey, hostille takecovers, and capital market constraints—-gre
irrelavant to tha faderal powar corporation's behavisr. In parti-
cular, the TVA faces a capital constraint guite different from that
binding a private firm-—-even an investor-swned public utllity. Tha
lattar must acquire saguity and debt capital in competition with all
other potential users of funds.

Tha TVA, ky contrast, relias on the beneficence of the Federal
Financing Bank [FFB) for tha bulk of its capital. This chacura
federal agancy {which land=s approximately $7 billion par year) is
raquirad to consider gply TVA gertification in determining credit
worthiness., Thus, the Authority gets what it recuests, at an
eighth of & percentage point over Treasury bond intersst rates.
Given the grave financial weakneas of the TVA, this rate is sevaral
percentage pointe helow that at which 1t could borrow in competi~
tive markets without federal govartment guarantees of loan
repaymant.,

A 1985 OMB study suggested that the zubsidy reduced TVA consumers'
bills by 3.46 percent in I584. Continuation of the interast-rate
subeidy was estimated to be worth a presapt valus gof $1.3 billion.
The TVA, howsvar, clafms that no subsidy is imvelved. To them, the
transacticns with the FFB can be thought of as placing the taxpayer
in a bendheldar's position. Although the FFB credit extansions are
not quaranteed explicitly by tha Treasury, 8 default by the TVA
would place the FFE in default with the Treazury, which leavez the
taxpayser ultimately liable for the probleam=s of the TVA.

The cenfidence of investors that the fedaral goveromaent would nevar
let T™VA dishoner its indebtedness is reflected in the Auvtherity's
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private bhond ilnterest rates. These are not far above Treaury bond
ratax. If cash flow problems emerga, the government's racaipts far
repaynent of appropriations from the Tva will, by statutery law, be
halted so0 that private debtholders ara not harmed. The lack of an
interest premium strongly suggasts that investors' confidence in
the TVA's craditweorthiness 1s linked to that of the United Statas
government and the virtual certainty of a fedaral bailout whenever
neaded.

gentrol of the TVA

Problems of contral pervads governmenht corporationhz =imply bacansze
their managers do not face market constraints on their hehaviors.
The federal govearnmant consegquently must expend conzilderabla
resgcurces in efforts to decrease the divergence between the TVA
mahagerast and the govermment's goals, Compounding the control
problema id the vague, often salf-contradictory axpression of
fadaral gomla, which leads to poor understanding of what the
federal Yowners" desire. Morsover, the arecutive branch ang
Congre== have shown little taste for applying careful (and
expensive] behavioral controls or forcing a reorganization af the
struggling TVA. For example, Senater Gordon Hunmphrey of Hew
Hampshire essentially =tanhds alohe in Congress in opposing the
continuation of ™WA's drawing righte on the Federsl Financlng Bank.
To most mambars of congress, whose constituencles are uninfornad on
the issue (a2nd given the small per voter affects, ratlonally are
1i¥ely to remain ignorant), funding the TVA 1= m nop-lssue,

Yat the gray, distant cast of taypayer-citizens paya heavily for
tha TVA in a numbar of weys. Taxpayders have, of coures, long
subagidized the capltal investments. Although the TVA legally is
required to pay a portion of past federal appropriaticna, these
repaymants tao the federal govarnment are not intended to cover the
appropriztions fully. Quite prokakly, if the financial difficuls
tie= of the Authority were to threaten the repayment of private or
public debt, Congrass would atep forward to restock the larder with
mare tax dellars. This undemanding, uneoritical, and protective
federal position serves ag a comfort to the TVA. It reduces the
incentives of TVA manager= to Rearch for inmovativa altarpatives to
business a= usual, even when business is far from normal.

Consumers of TVA power alsn are heginning to abheorbk =ome of the
costs of TVA mi=management. For example, the canrellation of eight
nuclaear plants in the early 'B0s did not lead to an impediate assat
write=off. Instead, the units are stiil carried as wvaluable
"daferred amseta" because the TVA plans ©o earn a return on tham
over the next Jecade, though not one kilowatt of snergy will flow
from thaaes reasters. This means that, through cost=plus pricing,
sonsumer rates will rise. Coansumers of the TVA are becoming well
aware that they are the residusl
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Zoenstraints placed on tha TVA's merketing prectices alsc inorease
the cost of power regicnally. Whenever the TVh sells powar at
pricas below the going {(market] price in the Scutheast, an added
cost 1ls crmatad, aegual te thae differance between ths hlghest
excaluded walue for that power and the wvalue placed on it hy those
obtaining service. The TVA cannot market power cutslide ites legally
defined tarritory, a raguirement based on a once-held fear that tha
Authority would be able to unfalirly compete wlth inveator-owhad
ptilitiez in rtha Scuth., How, soma of thase anrreunding utilities
in high=growth aresas would pay wall for acquisition of tha Tva's
productive pzsets or the power it generates. vVirginia Power and
Duke Powar companies are apparently intarestsd in =uch acquisitions
at prices that would undoubtedly vield the TVA a higher return than
do its contract zalez to 1ts digtributora.

The =osts hare relate to a nisdirectlon of rescurces from thelr
highest velumd uze. The TVA, of course, would be unlikely to
consider a power strategy that would undermine its traditional
consumer base. Thesa gosts, however, are considered, not through
diapazzionate econonic analysis, but rather a rough and tumble
political debate,

For example, the Southern States Energy Board (S5EB), an organi-
zation of publliec officials and business leaders, examines Southern
power devalopmente with ne clear idecleogy or menalithic intersst.
Its wfficlal wiews, in fact, rarely touched upen "*Tha TVA Quaation"
until Virginia governcr Gerald Baliles bacame chair of *he group in
che fall of 138&. He, unlike past chairs, was willing o receive
reporte criticel of TVA pelicieas. ©One, from Virginia Fower (an
inveator-owned utility) argued that the TVA be turned ints the
elactric power aguivalent of Comrail. Such redical views, however,
have been strongly counteresd by others, including the TVA itsalf
and the Amerizan Public Powar Asseciatien.

A further TYA cost alement relates to the lower level of environ-
mental cleanliness from TVA opsrations than would be sxpected from
privataly ovwned vptilities. The ovararching TVA ohjective of cheap,
abundant power has kept the TVA from engaging in costly environnen-
tal cleanup tasks, and 1ts mangagement haz only grodgingly meved
toward compliance, ralying on thajr specisl political position to
avald prosscution.

Hajor confrontatisns betweasn tha TVAR and the states over coal-Fired
planta were cormmon in the 1570s3. In Eentucky, for example, two
larga TVA plants emftted large amounts of sulfur diswide. Hen-—
tucky's Alr Follutlon Control Zommission, warking through thae
authority 1t believed was granted under the federal Clean Air Acth,
attempted to limit such pollutants via a permit system. A firsc
sten nof the gperoach wees to gather information on pollutant outputs
from firms. The TVA refused te comply, arguing that federal agen-—
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cies did not fall undaer state authority, and thus the TVA neaded no
gtats permits. Fentucky filed suit again=t tha TVA end othar
fadaral agenciea, requesting clarification of this issue of author-
ity, appaprently grantad under Section 118 of the Clean Alr Act. 2
subsaquen& Supreme Court ruling, Hancogk v. Iraln, backed the TVA'=
position. o

The TVA alao lobbied against the 1277 Clean Alr Act amendment that
altared Section 115 +to redquire federal facilities to camply with
stats parmit reguiremants. During the hearings, tha TVA's behavior
was cited as a major reason for making the revision. HNone of the
TVA coal-burning plants were in coppliance with the environmental
lawa of the states in which they operated. Although this hattle
might ba plctured as & matter of state-faderal jurisdictlen princi-
pla (indeed, tha TVA argued just that), the lack of =significant
autonomous effort E{ thae TVA ta clean up thess plants suggestad
other motivationa. Cleaprly, the added cost of pollution clean-up
would have pressed consumer prices upward, sndangering consamer
political =support for the TVA. That was not to ba allowed.

I a Cutlo eform of
The current prospects for government reforms that would raverse the
TYA's continuing mismanagement arm dismal. With streng support
from congressmen from the TVA region, managers have little fear
that major structural sclutlens will be impoced. BAnd, with a
direct line te the Federal Financing Bank, capital markst disesi-
pline remains = hasy rhetorle, inapplicabla to the federal corpor-
aticn. The TVA has a 530 billlion "line of credit® provided on ths
basis of aarlier expectationsz that the nuclear power program Would
yrow; about ona—half that amount has not baen extended. While the
TV must fight occasignal skirmishes with congressional committees,
the chance of major legislative reform today is very small.

TVA Board chalrman Marvin Runyon plans to bring the idled nuclear
plants back into actien, which, due to the cost-plus pricing formu-
las =zpplied, would raise consumer prices. Yat Runyon, in a speech
to TVA employeas, argued agalnst gorapping the nuclear program.

WTf we follow thet advice," Runyon =aid, "we'd have to lay off all
our nuclear enployees and stil]l (emphaeis added) have to Egise
rates immediately to writa off ilnveatments already mada."

Whether nuolear power is treated as an a3sjet or expensed, tha
nuclaar program sunk costs will be recovered.

But to avold the shilling censequenses of ralising prices to the
consumers who orm the essential political suwport for the TVA,
Runyon slsc pledged in early 1988 te fraeze rates for three years,
aven in the face of an estinated 6 percent increase in TVA costa.
Thus, withatt further horrowing or new appropriatiens from Con-
gress, the TVA has had to retrench. In Juna 1983, tha TVA began
layoffs that will eliminate 7,300 jebs by October 1, ISBE. Ovexr
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half of the job losses are in the ruclaar powar divisicon, which
wlll slow the movemanht to recpen nuolesr plants. Addltionally,
managenent salaries ars to be frozen as of OEtobEr 1. Tha TVA also
rafguced the number of administrative levels.l?

Chairman Runyon has promised to revamp the organization even
further. Perhaps with visieon of the coming opn line of nuclear
plants, TVA Danzgement speaks of becoming a competitiva ergani-
zation and marketing power cutside the ragion, although the TVA's
current trade balance in slactrlo power is in deficlt. Other
utilities provida 21 percent of total TVA system requirements.
The aggressive rhetoric is without wmuch punch because today's TVa
iz a high-cost producer in an area of ralatively plentiful powar,
and witheout statutery change such marketing would not ba poesibla,
The dasired increased openness to the cuteida world might also work
both ways, and large industrial accounts of the TVA would hecoma
immediately susceptible to compatitive challenges from outslde
utilities.

The TVA leadership's recent tactics may buy them time because only
a atrong political response by the TVa's consumers gould cause
immediate poiitical trouble for them. If the TVA keeps its promisa
net to ralse rates, copnsumers will ba pacifiad. But the ineffi-
clencie=z within the TVA won't go away, and without a bailout the
price freeze pladga camot hold up.

™A ackivities over the last 50 years provide dismaying evidenca
that rigid, politicized behawvior, unresponsive to market forces, is
a raticnal responee to the structure of incentives facad by indivi-
duals contralling the fate of this federal corporation. Tha pro-
blems acour not anly in cperaticnal practices (e.g., underpricing
glectricity] but, mora importantly, in selecting and structuring
phy=ical and management capital for the future (e.g., developlng
huge nuclear plant=). These actions are neot bizarre aberrations,
but rather are the logical consaguences of tha incentives faced.

Although TVA officials atate that they will restructure TVA, the
denands that will shapea such change clearly are politically artica-
lated rather than market—derived. Thus, the TVA remaine cut off
from nost market forces=, not becanse of a lack of brilliant,
ineightful leaders, but rather because its sucoess iz defined in
decldedly nonmarket terms. The gaina to bringing competitive
prassures to bear on the TVA are gr=at,

III. FRIVATIZATION POLICY PLAN
Tha Larger Revolution

TVA privatization must be placed in the context of the alectric
powaer industry's evolution. Currently, private {investor-owned)
power companies produce about four-flfthe of the nation's elactri-
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city. All these are extensively regulated. Frice and sarvice
controls are avercised by stakta puklic ukility commissicons and the
Federal Energy Regulatery Commission. But major competiltive
changas already ara evidant in some sectors of the industry and
more will come. For exampls, bulk powar axchanda among power
wholesalers 1ls a growing Egencmennn and is easily extended to
nenutility erganizations. Further, largs industrial users and
local residential diatE%hutiun systam=s ara aggrassivaly ssarching
for inexpensive powar. These entrepreneurial efforts, when
coupled with tmchnoleoglcal advances that make large-scale power
grids more effective, are leading to a rethinking of what a power
firm should be delng, and how it should ba atructured. Conse-
cguently, the role of public utility regulation alsa is in gquestien.

One view commanding attentien today is that an extansive regional
transmissicn grid to which users {both buyers and sellers) are
allowed broad access, <an expand elacktric power markets, diminish
individual supplier market power, and consegquently, raduce the
usefulnees of public utility regulation. Many ubility axecutives,
previously adaman{%y cpposad to deragulation, now are proposing
guch initiatives. ;

The debate over deregulating electric power caontinues amcn%
acadetiics, industry participanta, and government agencies. 7
During a process of overall industry deregulation, The rola of
public power providers, primarily the IVA and the federal FPower
Marketing Administrations (PMAs), must be carefully thought out.
Privatiza~ion of these public power organizations sheould, in
general, speed the progress toward open electricity markets mation-
wide, Without suh=idies, privatized and derequlated producers
capnot undercut the marketing activities of othars and a market
price will prevail.

But privatizing publie power preducers alsc will mean more competi-
tive pressurss for all at a time when pubklic utilitiea are kattling
with numarcus sther icenoclastic supplisrs. As 2z result, privati-
zation may be regarded as dangerous by utilities. Many lnvestor-
owned utilities will remain hostila to deragulation and conaeguent-
ly may bacome political allies of the public powar farces in a
fight against privatization. ©On the other hand, a2 privatization of
the TVA might be perceived by invaestor-ownad alectric powsr firms
as an opportunity te expand both markets and production capacity.
In sum, the investor-owned utilities heold a varlety of views about
privatization, just as they do about industry dersgulation. They
carmot be countad as a menolithle interest group.

Privatization opponents can lagitimately azrgue that alleged gains
from privatizing power markets are ampirically unsupported. HNo one
nas yvet made the sweeping changes needed, but the British are in
the process of doing so, The Britizh government plans to privatize
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their natlcnalized power =ystam by: 1) selling lta 1% area eslectric
distributicon hearda; 2)separately seiling the generating capacity
of tha Cantral Electricity Generating Board (CFGE); 3} and spinning
off the mational tran=mismion grid iEtD an organization Jeintly
ovmad by the 12 distributicon firms.

one unfortupata consegquance of the British reform may ba that
amarican-styla public utility regulation will resplace govermmant
ownership and foul their attenpts to angaga market forcesa. Friva=
vization eof tha TVA should aveid this. Instead, it =heuld be viewed
not just as a stand-alone asset sala but as cone component of the
largar task of compatitively restructuring the American power
industry. & privatized TVA would serve not only to aliminate a
markat impediment to regilonal deregulation, but alse to gain vital,
missing knowlaedge about large—scale privatized {and deregulated)
markets in power. That knowladge can be applied elsewhere.

guiding Pripciples in Privatizipg the TVR

Clearly the saelling of tha TVA's assets could ba structured in a
rumber of Wways. Just as clearly, principlea should guide this
process. First, getting the nacessary federal lagialation to
privatize will require buillding strong pelitical constituencies
that do not exist now. The hasics of interest group palitica are
clear: Self-interest determinations will aignificantly influenca
the political role of groups Sush as TVA employees and consumers.
currently, ne vision of a privatized TVA haa been articulatad that
would surmount the understandable rasistange of those most depen—
dent upon the perpetuation of the federal corporation.

In essenca, praparing a "public choisce" analysis of a privatization
plan is crucial to its real-wozld suscess, That plan would anewer
this guestion: How can suffjcient interest-group backing be devel-
opad to causse political actions to be taken that will initiate the
privatization and then nurturs the budding competitive procesa?

Second, nustering political forces behind privatization will cone
at a prige. While nething can be done without such support, the
naking of side payments can damaga the original intent of privati-
gation, which is to promote effective, competitive ferces. Thus,
ofte CoTmon—sSense rule should ba te avold grants= or entitlements
that require continual government intervantion. For exampls, neo
cuarantas should be made to any consumers that prices will be
restrained by other than market forces, and no baguest ot lifetinma
employment in a specific job should ba made to an employas.

on the other hand, providing a group with an initisl, one-time gain
may be 2 useful motivatlon and dees not take on the characteristics
of & continuing property right. In tha progranm detalled kelow, the
incentives offered are of the "one-zhot" kind. For ewauspls, em-
ployaas and consumers might be given one-time rights ta buy shares
in newly privatized firms.
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PGiving" any greoup 2 partlcular privilege clearly has ethical
import. Unless net value is galned from the privatization,
entitlamants redistribute income from taxpayera te the winners of
rights. On the other hand, if greater total wealth is the conse-
gquence of privatization, then the burden on taxpayers can be
reduced. The Britis=h have used this approach successfully to move
nationalized fiyms into the privata sactor.

Bevond utilitarian calculations of whethalr antitlaments improve the
chaneus of privatization, some interest groups may ha considered
deserving becauss they have comé to depend ugon the TVA as Lf a
long-term contract ware in effact. For exanpls, privatization may
place consuners and employees in risky positions. Had theay pre-
viously been aware that the public powar authority was going to be
dizsplved, they might have formed contractual arrangements to
protect themselvea. Theraforae, providing one-time entitlemeants may
ba considered, in part, an offset for their bearipg unaxpectaed
recontracting risks.

Comnonants i i Plan
Below are sevan pollcy suggestlon= for privatizing the TVA, with
brie* explanations of the reasconing behind these points.

L. owWwer pr jop inte independent =

The TVA'S in-use, fozzll fuel power production capacity would be
spun-off into three or four private generatiom firms (GENCO=), sach
having approximately the sane capacity and portfolic of producing
units (ha=ze-line, secondary, and "peaking"). Each of these should
b large and diversified enough to take advantaga of ganeratlon-
leval econcmiss of eBcala.

Long-term leasas te cperate hydro fagilitier initially would be
assigned to the new private producers. Thereafter, federal leages
for operating the powar hydro facilities would be negobtiable with
any private participants., The ¥alue placed on these leases by the
fedaral government should be based on the capitalired markat
prafita from the power gmnarated—-—and not current bock “oosts" of
the hydra azsetm. The latter understates the market worth by about
half. The nuclear power plants of the TVA (all currently lnopara-
tive} will not be included in tha new GENCOs, but rather will he
hald separately for later disposition (see peint & below].

At the generating level, the TVA ils far larger than technleal or
transactional reascons would suggest im sound. A careful division
of these assets will enhance the sale value. But salling TYA dams
immediataly would be unwise. By law, they serve multiple func-
tions, inciuding flood contrel, navigation, and irrigation. If
they ware privatized, firms would be welghed down by these
competing and highly politicized claims “hat remain. In parti-
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cular, envirenmental concerns over the oparations of the existing
dam =itea could embroll newly formed private elactricity producers
in complicated political intrigue and litigation. To avold costly
controversy, leasing ls racommended.

A lesa-preferred treatment of hydro facilities would be for the
government o copntinue to operate and szell powary efther in the spot
or contract markets. Unfortunately, these sales could becone the
means of avhaidirzing some favored customar class by pricing below
narket ratsa. That practice today leads to chronic excess demand
for the "chaap" federal powar of the PMAS, as varlous constmaer
groups vie politically for favor.

A significant comsegquance to federal power s5ales is that
environmental concerns are pushed azide. The Reagan Admini-
atratien's 198§ budget proposes to privatize the Alaska Power
Administration in 1989 and te study divesting the Southeastern,
Southwestern, and Western Power édministrations, and the Bonneville
Power Marketing administration.l A zsignificant reasen for moving
tn this directien is that the PMAs do not regard environmental
igsueEs wisely: most seem to be motivated by the "ggaap power"
mission regardless of envirommental congegquencas. Tharae i= no
reason ko suppese that the TVA would hehave differently.

In fnitially splitting TYA assets, the physical locations of plants
should not be a deternining factor in vwhoe gets what, bacausa sach
new firm will baccme a power wholesalar whose marketing eafforts
sheuld not be constrained geaographically. In otheyr words, aach
firm, heayond liks exiesting contractual ahligations, could seak
consunera within or ocutsilde the TVA region. Outzide sales,
currently disallowed as part of tha 1955 Revanue Bend Act, which
formed a "demilitarized zone" in the South between the TVA and the
Frivate producers, shokld be sncouragaed.

The Southarn States Energy Board (SSEB) proposed in 1587 to open
this "invisikls zurtain" betwesan &he TVZ and othar power producers
in the reglen. Posaibly, the 55EB may have been laying the groand-
work for the eventual purchass of some TVA assebls by large
investor-owned utilities, such mx Virginia Power and Cuka Power
Company. ©Of course, TVA leadership has heen strongly cpposed to
such plans. Wow, the 35EB's assistance ln gaining openness of
power exchange througheout the South should ke sought.

a, nersh £i b i Io

=t - -,

Incentives will be required to gat TVA managers, amployeaes, and
consumars bahind a privatization plan. Discounted shares would be
reserved in the initizl offering for tha employees and usera of the
eystem., Employees alsg should be given censiderable discreticon and
encouragemnent to make employment commitments with one of tha new
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producers pricr to the shara offering. In thia way, an employss
should know, early on, for whoem he will be working and will be ablsa
to mora clossly link his actiocns as an employes to the finmancial
success of his new firm and himself.

Llthough soma of TYR assets are attractive to regional investor=-
ownad uwtllities, these private pewer firms initially would be
excluded from thae share-tendsring plan. This is propozed so that
no guestions of collusion eor menepslizatien will be ralsed. Once
the GENCDs arm astablishaed, however, further private restructuring
among f£lrma would be reaslhla, fnlluwing egtablished antitrust
guidelines.

Az the British hava learned in thelr privatization aefforts,
axpactad financial gailn can_antice racalcitrant ocpponents into
bacaming ardent supportars.++ The approach must be used
selectively, however. Most likely to he wooed through sharse
afferings are TVA employe=es. Theva are faw ensugh in this group
that an individual's monatary gain could be an eye=opening
incentive. Important too, stock-owning employess will be more
inclined to act to enhance shareholder wealth within their new
arganizations.

Although a discounted stock effering to the TVA's conaumers would
vield listle monetary value per individual and thus would be a weak
incantive, tha gocdwill gesture of a small offering may ke worth-
while., But consumers will redquire mere assurance than just thias
that privatization will be a positive step.

3. Rata 1 acccunts Wit £ Tav Cos_a aac the
lcnu-term ahliqatinns [t raliahlv SRYVE thesa

fa} ars. 'Etail buyar

to =acontract for power,

Existing TVA contracts with cccparatives, eitias, and distributors

would be assligned to the privatized GENCOs prier to the share
affaring, without any attempt to subregicnaliza sach new praducer.
But with scme advance notification, the retail consumar should ke
aillowed to sesk aither spot wower or long-term power contracts

el sewhare. In a power markek with multiple suppliers, this
consumar recontracting option provides a potantial means of lower-—
ing electric hillg, ahd therefaore will assist in winning local
support for privatization.

To convince consumers that shopping for poewer will work, however,
the transmicesion system in the reglon must be opened, as described
undar point & balew. An additional reaseon £9r consumers %a valua
antry into power markats is linkad to expectations that federal
funding of the TVA will begome stingler. Slearly, limits to
faderal subsidizaticn exist--tha pork-barrel is only so deép, and =2
more=informed or less-forglving Congress could further constraln
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the TVA. As the preblema of the TVA continue to grow with reduced
euraidization, an inevitable escalatfion in pricaa would ccour,
making market alternatives shine more brightly for consumers.

4. Fo arate pow i55] i o

Eecjon.

This corporation would be explicitly mandated to allow hroad user
acoess., In order for new GENCOs to affectively market power in the
future, linking them to consumera (largely industrial users and
retail distribution systems) is critisal. Cohversely, the gains to
consumars will be depandent upon cpenness to competitive suppliars.
Forming a lucid picturs of how this market will functieon 1s vital
to galning capital market and consumer support for privatization.

This new transmizsion grid would be opan to all potapntial users,
not just the TVA's spun-off GENCOa. In adjacent areas to the TVA,
gfforts should be mads to begin opening up investor-owned
transmission lines so that the new GENCOs can parket powar more
widely. TV2 privatlzation provides an excaellent opportunity to
chserva a private power markei's avelutilon under a2 modified common
carrisr transmimsion system approach. How wall this weuld work is
a topic widely debated in the industry today. What is proposed
hare with respect to TVA transmizsien lines has direct applica-
bility to the deragulation of ipvester-swned electric utilities
(and thelr transmission lines} acros= the United Stataes.

The functions of the transmizszion company (TRANSCO) may quickly
extend beyond loose-pooling activities to computerized exchanging
of power among system users. Although some critics fesar that the
amergenca of a large transmission organization would be the basics
for institutiomalizing menopely powsr,<? tha grid sahould, guite the
contrary, enhance compatitive exchange. Two reasons can be
cffarad. First, publis poliey should actively assure that open-~
access provisions of the law are maintained, suggesting a limited,
continuing rols for the Federal Energy Regulatery Commission (FERC)
and antitrust laws. Second, and more =zignificantly, broadening of
the market (more power producers can reach more consumers) should
have a major impact on shaping the effective power organizatione of
Tonorrow . :

The approach proposaed here makes the transmission system essen-—
tially a common carrier, amalogous to a canal that transpeorts
others' "loads," whereas now the transmission sys}am is more like a
railroad, owning both the rails and the freight.? The common
carrier aspects of the electrical transmission systam, howaver,
differ from the canal because tha reliasbillty of the overall system
is affected by loads placed anywhare on the grid. Continual
gareful planning among the =ystem's users ls essential. Claarly,
the incentive to do this planning is strangthenad if the major
system usars are alsc its owners (see polnt 5§ below).
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The opening of the transmiszlen grids 13 widely opposed in the
electric powar industry, largely based en this assunption that
erratic demands by independent users will overlcad the systam and
radnce raliabllity for all. Evidence 1a not compalling that such
problems will be significant, especially i1f the metivation to
conperate 1s strong. Indeed, if tha incentives exiszt to incresse
utilization of the transmission system, then alleged capacity
constraints may miraculsusly vanish, As an exanpla, San Dlego Gas
E Electric, urgently seeking to import power from neighboring
utilities, greatly lncreased puw=£ flows over transmission linas
that were suppusadly at capacity.<®

George Stiglar has polnted out that the gaina from vartically
integrating a business are diminis%ed by the broadaning of the
market far any level of activity.< This osbzervatiop applies to
the electric power industry. Under the proposed cpen~transmission
Eervice, a power producer or a copaumar will find ownersghip of
specific transmission assets (in order to coktain reliable
interconnection to a particular censuner or producer) less
valuable.

Indaed, the massive, complex task of coordinating astivities
throughout a powar grid is reqularly accomplished today in the
nationts various power pools. 2And far more can be done using
compitter controls so that, for axample, shart-term markets in
wholecale powar exchange can be effectively established. As these
devalop further, they will probably ba augmented by futures and
optigne cantracts for power, making market transactions even more
effective.

Im sum, a largs-scals, nminutely coordinated transmission system is
feasible. The ceonclusion thet it therafore must ke carefully
raguleted to aveld debllitating chaos is nonsense. Quite the
contrary, the ability to operate such rich and complex syatems
provides a major ratiocnale for spimning these assaets off from their
traditional eontrel by 2 single powar producer, TVA privatization
will provida an axcellent opportunity to lsarn how decentralized
transmission operatien and planning will function.

5. gwpepchip coptrol of the new trapcmiccion arid (TRANSCO) would
be based coh =y=tam.

Initially, producers, distributicn firms, and other larga private
buyers would be allowed to acguire joint ownership of the systam.
Later, system ownership would be extandad to othar users. Some
ownership participatien is a rezscnable prereguisite for extensive
use of the system becausa overcoming the transmission "bottlenack®
preblen can be advanced by providing incentlwaa to the owners tao
act in a genarally nenrestrictive fashlon.
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With widaspread user ownership, mencpolistic priclng of trans-
mission service would be suboptimal for some ownar=s and axtramely
difficult to practice, Hota that both generators of power and
buying organizations (distribution systems, cities, large indus-
trial accountas, ete.) would hold ownership shares in TRANSCO, If a
cartel agresement, based on scma democratic voting rule, set a
monopoly price, then users would ba deprived of wvaluable transmis-—
sion sarvices. This losa could not ke fully ssuntersd by s=hare=s in
the transmlssion systen'=s profita. Additionally, a cartel's
monopoly pricing woeuld be disadvantageous to growing, low-cost
power generators, and they therefore would ba unwilling ta aupport
such a pricing schems.

Tha market power embodiad in ownership of transmission sarvigas
would not, undar open-access provisions, be avallabkle to chase any
entrants from the marketplace. TVA consumars must ba convincad
that such access to tha TRANSCUD ls virtually guarazntasd if thay are
to be won over to privatization. Thus, a reasonable legal raguire-
ment against "di=criminatory" prohibition on ageoass to the TRANSCO
would help to convince skeptica that power markets will not devalva
into colliusive cartal arrangesmenta.

4, The puclear power plapnts now ownad by TVA weuld be placed jin a
saparate goverpment "holding pen'.

These plants than would be sold, with dua care for safety concerns,
to private power firms at the highest obtainable price. Estanlish-
ing this regidual government presance——an all-nuclear TVA~=is an
important practical component of an effactive privatizatlen.
Thrusting TVA's ilnoperative nuclaar plants upen the newly priva-
tized SENCOE would depress their sharse waluas. I{ would alss
provida a too-convenisnt raticnata for a continued federal pressnce
in the powaer markets te assure thet the nuclear program "suc-
ceaded.* Thus, in order to guickly and cleanly move inte priva-
tired and dersgulatad powsr marketing in tha raglon, the issus cof
disposinyg of nuclear assets should be set aside.

By contrast, a recent British proposal to privatize their national
power industry calls for a 1argel¥ nuclear government producer to
compete with private power firms. 7 an unfortunate consequence nay
be to encourage the British government to subsidize the nuclear
program or, worse yet, hobble the privatized producers by forcing
them to charge prices high enough so that even the nuclear opera-
tions are profitable. The United Statas should aveid this iil-
conceived approach,.

Betting up a separate governmant erganizatlen for TVA's nuclear
agget=s alac may economize on technical, managerial, and ragulatory
effocrts. Frasumably, knowledge of nuclear plants is broadly
tranaferrable, and nuclear safety lssues cen he dealt with compre-—
hensively by the federal government. If any nuclsar plants can
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gain operating certificatian, they then would be scld to gualified
ptivata producars. The "residual TVA" would be prohibited from
producing power and weuld recelve federal approprlations only teo
cost-affectively upgrads nuolear uniti so Tthay can ba sold, On a
cost-benefit ba=is, many of these plants, however, may be scrapped.

Nurlear power critics, a formidable political interest group, may
find this all-nuclear TVA approach eppealing because the antira
nuclear "flast! will ba given greater wisikility. Pulling the
nuclesr plants away from tha rast of the privatizatien effort would
be advantageous Lo consumers too. Currently, the unamertized value
of canceled nuclear units is included in tha basa uvaed by the TVA
for caleulating consumer prices. This cost+plus racheting of
historical nuclear costs into prices would end under privatization.
Explaining this carafully to consumers may be the key to gaining
their faver.

7. E1i i lation a

The pricas charged by the GENCO=, bayond the tarms of the contractsy
transferred initially from the TVa, would be determined solely by
markat bargaining between suppliers and buyars. Tha rate-base
{cost=plug) prigcing feormula, used by all state utility commissicons,
would not be applied. As a rasult, local distribution systems and
industrial copsumers wounld have an added responsibility to buy
power econonically, 7Plaging this task in the buyers' hands is
u=efuy) bacause the open transmission system will axpand their
opportunities to bargain and directly kenefit from doing so wisely.
Retail pricings, now genaerally established through the TVA's
gentracts with distributors, would become the responaibility of
local retailling organizations. cClearly, thaza local crganizations
have graat markat power over individual zonsumers. Their affac=
tivenees is an important lasve, but because thay presumahly have
rapresentad consumers adeguately for many years, local distriburtion
ownership and centrol should not be an immedilate issue for TVA
privatizatien.

In sum, pot replacing public enterprise with public utilility
regulation is an important compenent of TVA privatization.

Expanded market exchange of power iz the goal sought, not merely
asset digpesition. TVA privatlzation can be a useful experiment in
electric power marketing for tha nation only Lf we allow a private
evolution of the market process., Huch will he learned alaong the
way. Rigidly structuring or regulating would emasculate the
powerful discovery process that is essentizl to frea exchange,
Success (or problems) with tha TVA will yield infarmation regarding
dersgulation pozsibkillities elsewhera.

IV. FIHANCTAL ASSESSMERT OF TVA PRIVATTIZIATION

To gain insight into the financial consequences of this plan, the
balance sheet of the TVA for its power program is analyzaed.
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Hodificgtions are then made to the September 30, 1236 financial
reports 8 §n ordar te approximate condition= in a privatized
anvirohmant. This "new world" includes: 1) SENGOE, the thres or
four new producers that will ba spun-off from TVA'sS non-nuclear
power program; 2) TRaNZCg, the jointly-ocwmed transmission grig,
cpenly accessible to all users; and 3} governmant. The federal
role i dual: as the transitional owner for nuclear assets and as
the =sontinuing ownar aof the Jams.

From the balence sheet informaticn, estimates of the net worth of
the wvarious entlties under the privatization plan and thealr
disposition velues can be made. The balance sheet data sre
displayed in the Tabla. The expected nat warth of the GENCOA plus
TEANSCO is approxinmately $32.8 billlen. The govermnment's net woerth
iz a negatiwva $3.9% billion, a reflection of a substantial downward
adjustment to the valuation of tha TVA's nuclear program and its
lapge long-term debt. Below 1s an estimate of what can be raised
from privatization of the new GENCDs and TRANSCO, the estimated
capitalized value of the hydropower sites, and the dizposition
value of the nuclear agsets of TVA.

TVA Privatization

Million= of Dallars Racelved

1. GENCO net worth: E1,425
{Lass 20% discount) 285
Hat GENCO: $1,140
2. Tranawizalsn system: 1,357
3. Capitalized wvalue of hydroc sites: 1,856
4. Likely digposition value of
nuclear power plants: T,B76
TOTAL: 512,329

The astimeted imnediate capitalized velua of the non-nuclear
components of TVA's power operatlons is 54,453 million. If hydro
tacilities remain in fadaral hands (as this paper has argued},
anles of steam plants mnd transmizelon lines would net 52,4597
million. Tha 57,876 million estimate for nuclear aassets depends
upon many scft assumptions and plenty of guesswork, and therafore
is mora uncertain than the predictionas for other zsset catagories.
The adjusted balanca sheet (sme Tekle) from which tha above numbers
are derived reflects numarouz assumptlons about wheo will bear
liakilitimas and where adiustmante= to as=zaet valuez should be mada.
Thege adjustments and assumptions are discusssd below.

heset Adjuetmants
1. all current assets and investment funde are placed with the

GENCDs. Start-up costs for these cperatisns will ke the greatest,
and to position tha spun-off companies as attractive offerings,
sub=tartial liguidity on the initial balance sheekt will be helpful.
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TVA POWER PROGRAM: BATANCE 3HEET
Septenbar 30, 1986 (in $US millions)

Reviaad
Acpots Reported Changes SENCOS TRANCSD 20V'T,
Current Agscets E1,066 =} 51,066 5 E
Investnent Funds 502 502
Nonmiczl agr--FPixed: :
Hydro 958 $1,000 $1,958
Eteam Plante 4,116 Z.000 6,116
Othar Electric 2,979 1,500 1,728 2,754
Construction 362 1EC 49 493
Lass Depreciation (2,862} (1,274} (3,128} (1,000}
Total, Nonmclear 5.551 4,754 2247 1,956
Huclear:
Cocmplete, nonop. 2,842 {735} 2,207
Lez=z Dapreciation [(570) 142 : (42E)
Plant in Frogress 7462 (3,731} 3,731
Plant Deferred 793 [635) 158
2apital Lease--Fusl 8 2
unamortized Cost--

Cancaled Plant 2,363 (1.890) 473
Total, Nuclear 15,085 1.7k%8
gther Asxatz —E02 44] 161
TOTAL ASSETS 522,806 56,763 52,247 59,332

Ravized
Liabllities Reparted GENCDs T sC0 EOVIT.
Current. Liabilities 5 1,848 5 494 $ 83 % 1,071
Long-Term Debt 16,102 ¢, 830 B0B L0, 467
Other Liabilitles:
Huclear-Relataed 2,213 2,213
Other 15 14 2
TOTAL LIABILITIES 19,879 5,333 Boo L3751
NET WORTH 2,827 1,425 1,357 (3,918}

TOTAL LIABILITIES &
NET WQRTH 522,808 5e,7683 $2,247 58,832

Source: 1986 Annual Report, Tennessee Valley Authority
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2, Tha values of long-tarm asgets not related to the TVA nuclear
program are adiusted upward to batter raflect opan market
conditions. Tha wvalue of hydro sites (which will ke retained by
the government and laased to private buyers) 1ls lncreazsed by 5l
billicon, reflecting = higher market-baged prasent value of aarhting
from the §,9000 megawatts of installed capacity. Similarly, the
value of steam and athar electricity-producing facilitles and
transmizsion iz incres=ad by 50 parcant, premisad on greataer value
of thaoe GENCD asaeta in an cpen power market., These figuras are
considered conservative astimates of market wvalue.

3. Nuclear plants, all nonoperating, asg, By oontrask, greatly
avarvaluad in the T¥A's balance aheet. The noncparating but
completed plants ¢onslst of thres units at Browns Ferry, Alabama,
arnd two units at Sequoyah, Tennesses, with a total capacity of
5,898 magawatts. All have been taken off-line due to (zafety
related) requlatory problams. To return then to operating statues
may raguire aver 51 billlion and years of negotiations. Theae
assets have heen raducad by 25 percent of book value.

other nuclear powar planta in varying states of construction are
more uncertain of gaining cperating status, and thair valua has
been halved from book. Ancther deferrasd plant (Belafonte 2) is
ifled and is unlikely to be completed; it 13 valued at 20 percent
af book. Nuglear fuel, shown &2 a capital lease assat by the TVA
{which uses a sale-laaseback arrangement with Seven States Energy,
a sukeidiary of Sacurity Pacific Corporation) i= reduced in value
by 25 percent., This adjustment is made because the intersst
acoumulating on this account will be largely tncollectikle in a
privatized, market anvironmant,.

Another alleged TVA nuclear asset iz "unawortlzed oogts of cancelad
nuclear plante®. Eight plants wers canceled from 1582 to 1884, and
the codt of these is heing written dewn by the TVA over an ll-year
peried. The unamortized balance, however, is recoversd throlugh
higher consumer rates; therefors 1t ls treated as a daferred asset
by the TVA, mich like the interest charges on nuclear fuels in the
gapital account., Under privatization, tha opportunity to use a
cost-plus system to "recover" these sunk costs will be removaed.
Havertheless, 20 percant of thias value remaina in the amended
balance sheat as a recognition that during a transition pezied to
privatization some cast recovery may be permitted.

in sum, of the $15 billion in nuclear assets shown on the 19856 TVA
balance sheet, after the above modificationa, eonly $7.7 Pillion

ramains. This revision doss not repragent a cost of privatization
{or any other rastructuring plarm), but maraly a practical appraisal
of the sconomic value af the TVA's nuclear rescources today. These
assets, guita simply, are gros=ly overvaiued by the TVA. Tha only

R
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way that the currenmt TVA bosk valuation could he leogleally juati-
fisd is if the TVA expects to "recover" sunk costs by increasing
prices to purchasars. The privatization proposal will zevar that
connection to consumers' wallets, and therefors should be very
attractive to udara. ’

Liability Adjnustments

1. The valus of long-term and current liakilities are apporticned
amony the govearnment, the spun-off GENCOs, and the new transmission
firm on a 65, 30, and 5 percent basis respectivaly. Thasa percan—
tages raflect tha approximata shares of TVA book value tied to aach
functional area. With these splits, the nat wortha of the private-
sector firms ashould be selidly in the klack. But the nuclear
oparations, even when partially balanced againzt the profitable
hydro cperations, push the government's total net worth far into
the red., MHost of TVA's liabilities are long-term dekt owed teo the
Fadaral Financing Bank. Redistributing the liakilities in a
different manner may altar the bottom line of any one of the newly
created entities, but clearly will not alter the ovarall picture.
It =ould alsc jeopardize the privatization effort by presanting
unateractive financial structures for socme or all of tha GENCOs and
the TRANSCOC firm.

2. Although no attempt 1s made hers to modify liabilities, some
raductions may he feasible in meving the hulk of the employees and
cperationas inte the private sactor. For example, the federal
retirement program could pessibly be restructured with algnificant
savings. o©ther raductions due te cancallation of lease agreemsnts
for nuclear fuel are possible but, due to lack of good infermation,
not attanpted.

opportunity Cogh

The full gains from privatization are not completely gleaned from
the above analysis. Esaentially, two broad areas of gain from
privatization can be anticipated. Filrst, the newly privatizaed
CENCOs and TRANSCO would he more highly valuad in the narketplace
+han under the currant organization. The raported book value of
nonnuclear assets 1s $5,55)1 million;: the revised balance shaat for
these came assets {s«& Table) 1ls 58,957 million. The difference of
$3,406 milllon represants an estinmate of the expliclt costs of not
privatizing the neonnuclear functions. Thiz is probably a very
conservative eatimate.

Sacond, =alling the nuclear plants may yield a net gain. The
market-revissd me=et values for the nuclear assats, however, should
not be compared te the current book values to obtain an opportunity
coot ectimate because the TVA's book values ara unrealistic.

azzume that the TVA =imply continues to heold the nuslear plants
without operating them {even if they “itza" them as a basis for
increasing consumer prices). The final dispesition valua of these
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resources, in present valum tarm=, will shrink ovar time. Far
axample, 1f the TVA waits ancther ten years to dlsposs of the
undepreciastad nuclear assebs, and assuming that these assets only
lose half their current estimated market valua of $7.8 billien in
that time =pan, then discounting (at 15 percent) yialds a prasent
value of approximately $1 billion. The differenca, $6.8 billion,
is an estimate of the opportunity co=zt related to continuatien of
the nuclear program by tha TWA rather than lmmediately beginning
dispoesition.

Tha =um &f the two cost categories above ($6.3 billion plux $3.4
billion) is $10.2 billion, which represents parhaps a rough
bhenchmark of the lower bounds of gain that could be achievad
directly from privatizatlon. Missing from these calsulations is
an e=stimate of net gains in envirommental Ilwprovement. Mizaing
alzn is an astimate of tha net benefits of moving more rapidly and
effectively to open-power narkets across the nation as a3 rasult of
what 18 learned hera. These alements ara net =asily gquantified,
but do reprasant important additional parts of the total social
cost from not privatizing.

Y. CONCIUSTON

The key to effoctive privatization of the TVA will he the
"aanveralon® of intarast groupd, gome of whon are strongly attached
to the TVA. This can he dona with the follpwing features. (1] By
allowing emplovees to acgulre ownershilp shares [at attrac=tive
discounts) in the privatized power firm=z, wvital internal TVA
support will ke gained. (2] By opaning the transmiasion aystem to
all usars and allowing retail con=umers (local distribntors and
industrial usar#) to reccontract for power, consumers will see an
pution to contimuing with the TVA. Consumers have a particularly
strong metivatation te explore the options that privatization
offers becausa it would eliminate thelr exposure to paying, through
higher slectricity rates, for the continuing miclazr fiascos of the
TVa., (3) By pointing to the possibilities for improved environ-
mental guality and strongar direct federal control of the nuslear
plants through a privatization of the TVA, powerful environmental
interest groups can be courted. (4) By selling this privatization
al=o as a demonstration projact of deragulated elactric powar
markets, emarging procompetiticn forces elsewhere within the powar
indusatry may be swayad to support the concapt.

Although the privatization of the TVA will be complex, firms in the
privatas secter regularly aceonplish more difficult structural
feats., The TVA's metamorphosis is feasible and will ke accalerated
by the anticipation of key interast groups that gains will come
from privatization. The large potentlal social hepefits from dis=-
placing an inept public bureaucracy with market-oriented, private
inetitutions will make the effort recuired well worthwhile,
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