EFFICIENCY, EQUITY AND SUSTAINABILITY ASPECTSOF REALLOCATION
By George F. McMahon, M.ASCE* and Michael C. Farmer?

ABSTRACT: In the broadest sense allocation is the act of apportioning resources or assets
to specific purposes, acritical step in theinitial planning and design of federal reservoirs
serving multiple objectives—typically including flood control, hydropower, navigation,
recreation and water supply. In the intervening decades, relative demands (expressed as
society’s willingness to pay) on many federal reservoirs have shifted, either among the
original purposes or from theoriginal to new purposes. Because reservoir operating rules and
priorities can be modified with little or no requirement for physical alteration, re-apportion-
ment or reallocation is an attractive adaptive management mechanism for converting
existing reservoirsto more beneficia uses asthese change over time. Reallocation properly
concluded thus potentially conforms to widely-accepted notions of economic efficiency,
socia equity and sustainability. The authors assess policies, procedures, and practices applied
to reallocation of federal multipurpose reservoirs with respect to their accommodation of
these basic planning objectives.

INTRODUCTION

Over the past severa decades federa water resource development agencies, particularly the U.S.
Army Corps of Engineers (USACE), have increasingly come under attack from various sectors over their
management of the nation’ swater resource infrastructure. Profound shifts in economic, environmental and
cultural concernspromptinginitial construction of multipurposereservoirscontinueto supplant theoriginal uses
(purposes) of many of these projects. Federal water projects havein large part become the victims of their
own success, as the economic growth induced by rural electrification, waterborne commerce, flood control
and water supply they provided has created new environmental problems and demands on water and storage
largely unforeseen in their initial formulation.

Reallocation is an adaptive management mechanism better suited to reservoirs than to other types
of public worksinfrastructure such asroads and bridges. Thisis because the usesto which reservoirsare put
can change substantially over timeby simply changing the manner in which they are operated, with little or
no need for structural modification. The magnitude of the operational shiftisnormally gaged by the amount
of reservoir storagereallocated or redistributed to various purposes, and costsand benefits of reallocation are
apportioned based on storage serving individual (separable) and common (joint) uses. When it becomes
apparent that demands on federal reservoirs have materialy changed, the following questions arise:
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C Which operational changes best contributeto National Economic Development (NED), the primary
objective of federal water resource development defined in Principles and Guidelines (P& G)
(USWRC, 1983) as “...increases in the net value of the national output of goods and services ...
following project implementation,” implementation denoting either construction of anew project or
reallocation of an existing project;

C Whether NED itself constitutes a reasonable objective of federal planning;

C Whether purposesgaining or losing as aresult of reallocation should pay for or be compensated for
the costs of reallocation, and what should be the basis of payment or reimbursement;

C The limits of federal agency discretionary authority for reallocation, i.e. whether storage originally
included for marginalized purposes (purposes no longer producing net NED benefitsin excess of their
costsof inclusion) requires Congressional authorization to be converted to more beneficial uses, and

C The long-term consequences of failing to reallocate to the most beneficial uses.

Intuitively, the most efficient and fair uses of federal water projects are the most sustainable uses,
because demands on water and storage not satisfied by existing infrastructure must be met by other means.
Most often the higher demands must be satisfied by new infrastructure (because minor demands are more
elastic and easily managed) and anew set of attendant social and environmental costs beyond those already
imposed by the original construction and operation of the existing infrastructure. Inthiscontext, the authors
examine various economic efficiency and fairness aspects of reall ocation of existing federal reservoirs, with
specific emphasis on the shifting of operationa prioritiesfrom lessvital to morevital uses. A hypothetical case
ismadein thisanalysisfor reallocation from hydropower to municipal water supply purposes, exemplifying
the growth of urban popul ation centersthroughout the nation increasingly dependent on federal reservoirsas
their principal source of water supply.

FEDERAL POLICY FRAMEWORK FOR REALLOCATION

For federal reservoirs constructed decades ago, water supply—whether or not included among the
original purposes—in most instances required no separable facilities or investment to satisfy, because water
demands were for the most part conjunctive with other purposes such as hydropower and navigation. This
has changed as economic development has created new demands for reliable water supply increasingly in
competition with those other purposes. Public awareness of the need for instream flow regimes conducive
to ecological diversity is also growing, creating conflicting demands for drought management policies that
simultaneously seek to conserve water in storage for drought protection while releasing more water from
storage to augment instream flows. Finally, aburgeoning recreation industry has grown around many of the
largest federa reservoirs, adding to the direct or incidental contributions to NED by these projects.
Readllocation is warranted when the potential NED benefits of water supply and recreation exceed those of
hydropower and navigation, particularly when these greater benefits can be realized strictly through
operational change, with minor or no physical project alterations. Whilethissituation hasundoubtedly arisen
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at many federal reservoirs around the nation, and has been conclusively shown to exist in some instances
(McMahon, 2001; McMahon €. d., 2001), to date there have been no successful reall ocations encompassing
all current and new purposes at any existing federal reservoir in the United States.

In addition to growing demand for municipa water supply previously described, a combination of
social pressuresisemerging with the potential to significantly shift the operational priorities of federal dams
in the near future between hydropower and water supply. Insurmountable economic, environmental and
political obstacles may limit the effectiveness of conservation measures or prevent importation of water,
leaving federal reservoirs as the only remaining sources of additional water supply. The march toward
deregulation and restructuring of the electric power industry has resulted in a proliferation of non-utility
generators and energy traders, the objective of which is consumer savings—reducing the cost of nonfederal
aternatives and consequently NED benefits accruing to federal hydropower. With fewer water supply options
available and more electric power options available, demand for water supply outstrips demand for
hydroel ectric power, creating intense pressure on reservoir managers to shift operational priorities from
hydropower to water supply and drought protection. And because water scarcity may not be apparent until
droughts occur, atimely response to a perceived need for reallocation, particularly when Congressional action
isinvolved, isunlikely. One potential obstacle and cause of superfluous referrals to Congress may be the
reliance on storage and associated costs in federal policy and agency practice as the measure of the scope
of needed operational change.

Compounding the economic pressure previously described, federal water agencies may aso be
perceived to be out of step with the new world of environmentalism and sustai nable economic development.
Alteration of instream flowsisthe most common environmentalist complaint against large dams, rejoined by
economists freely chastising P& G as a document committed to outdated economic questions (Zilberman et
al., 1994a; 1994b). These are seriouschargesto federal agenciesresponsiblefor amassiveinfrastructure that
engages amost every region and nearly every sector of the American economy. Nonethel ess the scope of
federal concerns—flood control, municipal andindustrial water supply, water quality, agricultural irrigation,
navigation, water and environmental quality, and recreation—has aways been comprehensive and long-term,
characteristic of integrated planning for sustainable water resource development. Consequently the authors
argue that relatively modest adjustments and enlightened application of current federal policy are the most
effective responses to such criticisms.

Storageredlocation in federa reservoirsin response to growing municipal demand callsinto question
theincrementd approachestoreallocation taken to date. Theseincremental adjustments, typically reallocating
small amounts of hydropower storage to water supply, led to the Water Supply Act of 1958 (WSA58 -
P.L.85-500, 1958) and a series of procedura ‘rules of thumb’ that, while not entirely consistent with the
broader P& G framework, preserve most of the elements of the project authorizing legidation and are thus,
for practica purposes, ‘good enough.” However, incremental reallocations do not invoke the full federal
process and an equitable and efficient cost allocation procedure known as the Separable Costs Remaining
Benefits (SCRB) method (Federal Interagency River Basin Committee, 1950; 1958), and the resulting small
inefficiencies and inequities become intol erable when more comprehensive reallocation is required.



Without substantial revision, the simpler procedures implied by WSAS58 can eclipse water
management practices and prevent adjustment to the highest and best uses when confronting the need for
major operational change. The authors contend the answer to this problem liesnot in rewriting the rules but
intheir full application, along with SCRB, to major reall ocations, notwithstanding institutional inexperience
along these lines. Another reason for not abandoning P& G is that they continue to provide a very useful
framework for public works planning nationwide, and have been shown to be largely consistent with
sustainable water resource management objectives (USACE-IWR, 1999). By employing the full planning
processin lieu of the rules of thumb, therefore, the reallocation process can be substantialy improved and the
most beneficial and sustainable outcomes assured, fully within the framework of existing federal policy.

Among policies and procedures promulgated to guide incremental reallocations are chargesto new
water supply users based on the highest of the following four costs:

C Revenues foregone from sale of power, equivalent to original costs of storage
C Benefits foregone by power due to water supply

C Replacement costs of power, equivalent to benefits foregone

C Updated costs of storage reallocated.

Thehighest of thefour costsis normally determined to be power benefitsforegone dueto water withdrawals
or updated replacement costs of storage reallocated from power to water supply, raising the following
guestions:

C Whether economic efficiency is achieved and the NED objective fulfilled when prior existing
purposes are compensated for storage transferred to new, more beneficial uses, or alternatively
whether such compensation constitutes a subsidy of one type of NED purpose (power) by another
(water supply), in violation of SCRB;

C Whether fairnessis achieved in the face of price discrimination, resulting from water supply being
assessed at a higher marginal rate (greater than or equal to updated costs of storage) than the rates
at which energy and capacity are sold (original costs of storage), and

C Whether storageisin fact the appropriate currency of reallocation, i.e. an accurate measure of public
costs of serving one purpose versus another, particularly when purposes are partially conjunctive.

Asthe need for major reall ocations around the nation increases, problems arising out of application
of policies designed for incremental reallocations will likely be magnified, with egregiously inequitable or
unsustai nable outcomes giving rise to political conflicts and litigation. By applying more comprehensive
planning and cost allocation procedures to major reallocations in the same manner asin formulating new
projects, however, theoverall fairnessand efficiency criteriaestablished in P& G and SCRB can be achieved
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and some of these problems avoided or reduced to manageabl e proportions. In the process, theauthors note
asurprising correspondence between the principles that first established the NED objective, the efficiency
and fairness criteria of SCRB, and basic principles of microeconomics. It isthese fundamental economic
principles—originally guiding federal water resource devel opment—that can serve equally well to guide
sustainable water resource management in the future, using reallocation asatool for adapting older projects
to newer and more beneficia uses.

ECONOMICSOF REALLOCATION

The cost-sharing mechanism at the core of federal water resource development policy, explicitly
articulated in WSAS8, isthe Separable Costs Remaining Benefits (SCRB) method previoudy referenced. The
stated objective of SCRB—that al purposes share equitably in the benefits of multipurpose development—is
based on the premisethat most purposes served by large reservoirs are to some degree conjunctive, and that
economies and scope of scale are achieved by large dams serving multiple purposes in comparison to smaller
dams serving fewer or single purposes. This notion can reasonably be challenged and likewise defended on
economic and sustai nability grounds (Takeuchi, 1997a; 1997h), to the degree that the cumul ative economic
and environmental impacts of multipurpose or single-purpose projects can be shown to be better or worsein
thelong term. Whileit istrue that most purposes are conjunctive to some degree, it isdifficult to find much
commonality in operating rules meeting, for example reservoir water supply and recreation objectives
prioritizing full poolsfor drought protection, and hydropower, which placesahigher priority on power releases
drawing down storage during periods of relatively high electric demand. Likewise flood control, seeking to
make as much storage space available as possible in advance of floods, competes with most conservation
objectives benefitting from storage of additional water in unused flood space as a hedge against droughts.

When all purposes share equitably in the benefits of multipurpose devel opment, proper application of
SCRB ensures storageis allocated in amanner preventing cross-subsidy among purposes, and that the costs
of participating in the multipurpose projectsdo not exceed the go-it-alone costs of devel oping separate projects
serving each purpose. The procedure consists of the following three steps:

@ Each included purposeisfirst allocated its separable costs, i.e. the costs to add that purpose;
(2 NED benefits limited to |least-cost alternative are assigned to each purpose, and

3 Joint costs, i.e. cost of facilities serving all purposes, are apportioned among all purposes based on
remaining benefits (NED benefits minus separable costs).

An interesting problem arises in applying step (2) above to realocation in cases where no
economically feasible or socially/environmental ly-acceptable nonfederal aternatives exist, an increasingly
common circumstance surrounding large metropolitan areas heavily dependent on federal reservoirs for
municipal water supply. This same situation—the scarcity or non-availability of private alternatives—may
have applied in past decades to hydropower, reflecting the need for rural electrification in the erain which
most of the large federal multipurpose reservoirs were planned and constructed. This condition does not
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preclude the application of SCRB in such cases, so long as lost consumer surplus of foregone demand and
other water shortage costs are considered in the formulation of the“...|east-cost alternative.” Moreover, this
approach would also allow SCRB to be applied to future sustainable water resource devel opment planning
under expanded definitionsof NED with more compl ete measuresof socia welfareincluding environmental
and non-use values.

Under SCRB, economic efficiency is achieved when the marginal cost of adding new purposes to
just equalsthe marginal gainin NED benefits. Project scope expands, and scale grows to accommodate each
added purpose. Under thisrule, separable demand for additional scale must exceed cost of supply, and by
extension any purpose that later reduces the capacity of the project to serve the existing purposes must
demonstrate a greater ability to defray the costs originally assessed to those purposes. In the case of
reallocation, whether to serve new purposes or to re-prioritize existing purposes, little or no marginal costs
are incurred, so that efficiency is achieved when NED benefits are maximized. Assuming intra- and
intergenerational equity are in some measure promoted in the purposes served, the economic efficiency
framework provided by SCRB therefore guides reallocation to ensure the most economically beneficial
and—Dby the intuitive definition previously described—most sustainable uses of federal reservoirs.

Thelink between SCRB and classical notions of economic efficiency can be represented in aseries
of conceptual supply and demand curves. Hypothetical demand for two project purposes—water supply and
hydropower—represented by D,,sand D, respectively, are shownin Figure 1. Up to some level (Scale”®),
composite demand D€ for all usesisfully conjunctive—neither use competeswith the other. Both D,sand
D,,» are components of D€, and are non-rival in consumption with each other. That is, the delivery of one
service does not interfere with the provision of the other, in much the way an uncongested highway allows
drivers free passage without interfering with other drivers. Up to Scale®s, total demand for conjunctive
services is the sum of demand for water supply and for hydropower, or D€ = D,,s+ D,;» shown in Figure
1. Beyond Scale™s, water supply demand iswholly satisfied, and hydropower must fully justify any added
project scale (additional costs of facilities) on its own. This illustrates a tight correspondence between
conjunctive use as described in Principles and Guidelines with the various renditions of public goodsin
welfare economics.

When cost of supply is considered, the optimal project size in conformity with SCRB obeys the
engineering efficiency property of lowest average cost of service or expected future services. Figure 2
illustrates this standard property of an average cost curve. Given a chosen project scale (design), the potential
existsat very low utilization levels(i.e., highly conjunctive uses of storage) to provide more servicesat lower
average cost, congtituting an efficiency improvement analogous to increased resource utilization by seating
more peoplein astadium or increasing traffic volume on ahighway. This potentia existsaong the downward
side of the curve, in the range of increasing returns to scale. Eventualy, however, the ability to extract
additional servicesfrom the same fixed asset crowdsthefacility. Thiscongestion makesit more expensive,
on average, to expand levels of service provided by the project; so the average cost curve AC bottoms out
and begins to rise. In the case of a multipurpose federal reservoir, ‘congestion’ may represent either
increasing levels of service for asingle use or partially digunctive additional uses of water and storage.
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An economically efficient initia allocation or reallocation locates the demand curve (or expected
future demands) where the average cost curve intersects demand at its lowest point for the project size! In
the SCRB formulation, if it were efficient only to meet conjunctive uses, the optimal scale might occur at
Scale®s (or less) at the bottom of the corresponding ACSS schedule for the highest-demand use. In this
exampleoptimality isachieved at thisscaleif no other technically feasible AC curveliesbelow the separable
demand curve for hydropower DS = D,.. In this case the separable benefits equivalent to demand for
hydropower do not justify expanding the project, so that only Scale“Sis efficient. Yet in the more general
case, an average cost curve likely exists that will fall below DS, such as AC* in Figure 2. In this case,
circumstances warrant alarger project than needed to satisfy asingle use or fully-conjunctive multiple uses
alone. Optimal project scale for multiple digunctive useslies at Scale*, where the composite average cost
curve bottoms out at a point intersecting DS, representing in this case aggregate demand for all conjunctive
aswell as disjunctive uses.

Thegoals of efficiency, equity and sustainability are embodied in the SCRB criterion of no purpose
subsidizing another, and grounded in microeconomic theory aswell. For the economigt, the delivery of agood
at thelowest point on the average cost curve has aspecial meaning. By definition, the bottom of the average
cost curve intersects the marginal cost (or supply) curve for the dam, so storage initially allocated or later
reallocated in accordance with SCRB assures supply equals demand, the basic condition for economic
efficiency. Theequivadency of SCRB and economic efficiency ishighlighted in Figure 3. Economic efficiency
and the criterion of no cross-subsidization between purposes reconcile easily to economic efficiency
maximizing Nationa Economic Development (NED) benefits. If NED benefits are measured correctly, SCRB
leadsto an efficient project scale, ineither theinitia alocation of storagein anew project or reallocation of
storagein an existing project. The mechanism for achieving efficiency provided by SCRB is not accidental,
and because WSAS8 derives from the “ Green Book” (Federal Interagency River Basin Committee, 1950;
1958; Op. Cit.), theoriginal NED-maximizing and equitable-sharing intent of thelegidationisclear, and should
take precedence in reallocation over the previously-described highest-of-four-costs criterion.

INCREMENTAL REALLOCATION

While referencing the efficiency and equity provisions of SCRB, these are normally not preserved
inapplying WSA 58 nor in determining compensation for incrementa reall ocations, primarily from hydropower
to water supply. Subsequent analysis shows the deviationsin costs allocated to water supply resulting from
application of the highest-of -four-costs criterion from those resulting from compl ete application of SCRB using
updated NED benefits may be small, but only because the scale of incremental reall ocations contemplated

The envel ope theorem assures that an array of ACs enveloped within a large, long-run average cost curve
touches the enveloping AC curve at just one point. In competitive markets with many competitors, each firm
will realize the bottom of the long-run AC curve eventually. If there are few suppliers for a congestible good
such as water supply provided by afederal dam, then the choice of scale is not necessarily the largest feasible
project, a circumstance which in private markets drives oligopoly and monopoly formation. For public projects,
the optimal sizeisa choice variable which, correctly chosen, scales up a project to where the average cost curve
bottoms out at the intersection of the composite demand curve for al project outputs.
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under WSAS58 is also small—Iless than 15% or 50,000 acre-feet of storage, whichever isless, and with the
additional stipulation of no significant impact on power benefits.
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Figure 3: Original marginal and average cost curves and efficient scale, single-
purpose proj ect

Inefficienciesarisein applying the highest-cost recovery criterion because the water supply purpose
isnot charged thelowest average cost for multiple uses (AC* in Figure 2), but rather the highest average cost
ACYS of that increment of storage formally allocated to power. The implications of this outcome are as
follows:

C Inequitabl e price discrimination occurs, in that ahigher margina price of alocated storage is assessed
against the last added user (water supply) in comparison to the first (hydropower), and

C Inefficient overpricing of storage may result in charges for water exceeding go-it-alone costs,
violating the basic SCRB premise of economies of scope and scale.

Normally in incremental reallocations of the type contemplated by WSA58, these diseconomies do
not riseto aleve that non-participation in thefedera project becomesafeasible option, nor would it be cost-
effective in such cases to engage in full-scale planning studies. Nonetheless, application of WSA58 in
disregard of the overarching principles of SCRB to reallocations involving larger shares of project
storage—increasingly seen as preferable to building new reservoirs to meet growing water de-
mands—potentially leads to highly inefficient, inequitable, and unsustainable outcomes.
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It is becoming apparent that, in the decades since many of the federal multipurpose reservoirs were
constructed, relative demands on water and storage have shifted to a substantial degree. Whether this shift
has occurred among original purposesor from original to new purposes, application of SCRB servesequally
well to guide reallocation of project costsif necessary, and the establishment of new operational priorities.
The equity question arising out of reallocation—whether existing purposes are entitled to any compensation
by new or encroaching purposes—must ultimately be answered by the relevance of the NED objectiveitself
to sustainable water resource devel opment.

REFORMULATION: TOTAL REALLOCATION

Assuming a hypothetical federal project was efficiently designed from the start and a small
reallocation occurs, costs based on the updated cost of storage criterion should be very close to efficiency.
As shown in Figure 3, the original allocation of storage is determined by the nexus of the average cost,
marginal cost, and demand curves, so small excursions along any path in future minor reallocations will not
deviate too far from the optimum. Problems arise, however, when more vital uses of water and storage
prompt massive reallocation affecting all project purposes, resulting in substantial differences between
economic demand and supply margins, and engineering cost averages. These problems cannot be avoided
by inaction, however, because failure to reallocate leads to the far more serious and unsustainable outcome
of an exigting project becoming economically obsolete—acandidate for deauthorization or decommissioning.
Figure 4 illustrates a conceptual shift in demand such that the relative primacy of water supply Dy, and power
D,» purposes are reversed (in comparison to Figure 1), prompting atotal reallocation from hydropower to
water supply. Inthisexample, theimpact of the reall ocation on hydropower can range from full lossof NED
benefits (DS= D, limited by replacement costs goes to zero) assuming water supply isfully digunctive with
hydropower, to partial NED benefits foregone due to reallocation (D’S > 0) assuming partial conjunctivity.

The obstaclesto total reallocation are formidable; none have yet occurred in the United States. One
obstacle may bethe storage metric itself and a perceived need for compensation paradoxically arising out of
misconceptions surrounding SCRB. While storage is the fixed asset ostensibly alocated, bought and sold by
federal agencies under either SCRB or WSAS8, the real demand isfor aservice—the operation of afederal
project or system of projects to ensure a particular set of demands is met and priorities observed.
Furthermore, the federal objective in reallocation remains the same as in original project formula-
tion—contribution to NED—and any compensation necessarily shifts NED benefits among purposes and thus
condtitutes a cross-subsidy, in violation of SCRB. While storage may provide ameaningful basisfor original
allocation or even reall ocation among fully digunctive purposes, measurement of storage required by multiple
partially conjunctive uses is highly problematical. With multiple competing and complementary uses
engendering complex and conditional operating rules, the problem of accounting for the storage and separable
costs appropriately alocated to each can becomeintractable. The common practice of alocating storage to
water supply based solely on the fraction of yield represented by water withdrawal sisill-suited to realloctions
involving (1) nonconsumptive uses of water, such as recreation, power, navigation, water quality, or habitat
protection; (2) water utilities withdrawing water from downstream rivers rather than directly from storage
(and returning water a multiple locations above and below reservoirs); and (3) interdependent uses with each
affecting the timing or quantity of water available to others.
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Figure 4: Origina and updated cost and demand curves, total reallocation

STORAGE ASTHE MEASURE OF REALLOCATION

Further examination of Figure 4 discloses constraints imposed by use of storage as a measure of
reall ocation scope and scale, and by extension the problems associated with compensation for reallocation.
Themost basic constraint isthe fact that project scaleisfixed by the original design, and asshown in Figure
4, the higher demand curve D’ (water supply in this case) no longer intersectsthe origind margina cost curve
at the original project scale Scale*. The opportunity costs of inaction (not reallocating) are the NED water
supply benefitsforegone, represented by areasa + b in Figure 4. The costs of not reallocating are magnified
when power benefits are devalued due to factors exogenous to water supply, so that the new power demand
curve D\*falls below the marginal storage cost curve at the current allocation (Scale*), and power demand
shrinks by areasc + d + e. Application of SCRB in this case with updated benefits and costs would reveal
that the continued commitment of project storage and facilities to power is no longer justified (because power
demand falls well below updated costs of storage at Scale*), and that power has become a marginalized
purpose. This outcome is egregiously unsustainable outcome, rendering the federal project in effect an
enormoudly expensive memorid to obsolescencein terms of the foregone opportunity costsof more beneficial
uses. Without the federa project, the more vital demands for water must be satisfied by alternative means
likely to incur substantialy higher energy, material, and environmental costsin comparisonto smply changing
the operating rules of an existing federal reservaoir.
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Beyond the economic and sustainability problems encountered using storage as a surrogate for
reallocation scope, the engineering problem of distributing storage—in singlereservoirsor reservoir systems—
among multiple competing and complementary uses of water is formidable. Only rule-based storage
accounting systems that track storage depletion in real time against sequential simulation results using pre-
specified comprehensive operating rules are suitable for this purpose. While the basic components of storage
accounting systemsarewell documented and widely used for operational planning and storageyield analysis
throughout the United States (USACE, 1997), they have yet to be applied for simultaneous determination of
separable storage requirements for multiple purposes. The measure most commonly used of storage required
to be reallocated to water supply storage is that portion of conservation storage equivalent to the ratio of
water withdrawn directly from areservoir to itsyidd, following the rationale that direct reservoir withdrawals
reduce water available for power generation onal:1 basis. By focusing exclusively on asingletype of explicit
demand in this very smplistic way (the method does not extend to water withdrawn downstream of
reservoirs, for example, which may bewholly or partially conjunctive with power releases), this approach fails
to assure al project operating objectives can be met through the critical period, i.e. the period of the most
adverse hydrologic and demand circumstances, delineated by reservoir emptying and refilling.

COSTSOF REALLOCATION

Assuming the NED objective of federal water resource development previously described applies
to reallocated or reformulated existing projects as well as new projects, the basis of costs alocated to the
added purpose(s) iscrucia to the ‘success of redlocation. Application of SCRB to reformulation of existing
projects assures some measure of success, but SCRB has never been applied in the U.S. to an incremental
reallocation. In the case of reallocation of conservation storage from power to water supply, NED benefits
aremaximized by assessing water supply only the power revenuesforegone dueto water supply and/or other
factors—aread in Figure4. The NED benefits of reallocation—or aternatively the opportunity costs of not
reall ocating—are equivalent at aminimumto areasa + b in Figure 4, and areasc + d + ein addition in cases
where power has already been devalued by exogenousfactors prior to reallocation. Assessment for revenues
foregone also assures the debt repayment schedule is maintained and is revenue-neutral to the federal
treasury, becausetotal revenuesfrom power and water supply exactly equal original power revenues. Other
bases for compensation are inefficient and inequitable for the following reasons:

C Compensation based on power benefits foregone or the equivaent power replacement costs (areas
c+d+einFigure4) inappropriately shifts NED benefits from the added purpose (water supply) to
the original purpose (hydropower), a cross-subsidization violating the fundamental economic
efficiency and equity tenets of SCRB;

C Compensation based on replacement costs of power is equivalent to power benefits foregone, and
C Assessing water supply the higher updated costs of storage as opposed to the original (sunk) costs

of storage substantially and unnecessarily diminishes the NED benefits provided by the project, by
an amount equivalent to areas b + e + f in Figure 4, potentially exceeding the go-it-alone costs for
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a separate single-purpose water supply project, in violation of the stated SCRB objective that all
purposes share equitably inthe benefits of multipurpose development. Thispracticeisasoinequitable,
in that a higher standard (updated costs of storage) is applied the new purpose than to the original
purpose (original costs of storage).

Implicit in the foregoing discussion of repayment options is the compensation principle of federal
planning, supplanting rights or interests perceived by individual purposes in the management of federal
reservoirs. While Pareto economic efficiency is achieved when none can be made better of without making
others worse off, the compensation principle holds that afederal project (project including reallocation) is
justified when with-project gains are sufficiently large that the nation asawholeis better off, so that everyone
could intheory be made better off by some redistribution of goods or incomefollowing project implementation
(Greeley-Polhemus Group, 1991). Absent severelocal repercussions, thereisno compelling federal interest
in such aredistribution actually occurring, because with-project gains are measured by NED (public) benefits.
Inthe case of reallocation from power to water supply, for example, neither NED nor fairness objectivesare
advanced by water supply compensating power, because the users of both services are the same—the public.

While the aforementioned diseconomies of incremental reallocation may not serioudy deter the most
beneficial uses of federa reservoirs where demands have not significantly change since original construction,
the risks of ignoring the overall planning principles articulated in the NED objective and SCRB become
unacceptabl e as competition for water resourcesand pressurefor reformul ation of existing projectsintensify.
The nature of these risks is summarized as follows:

C Price discrimination (overcharging one use in comparison to another) conveysinaccurate information
on the relative scarcity and economic and/or intrinsic value of resources, with unintended
conseguences likely to be detrimental in the long term to sustainable water resource management.

C Cross-subsidies among purposes occurring as aresult of over- or under-pricing of public facilities
serving them breed conflict and attempts to redress by legislation or litigation, processes not
necessarily compatible with federal planning objectives and procedures and therefore unlikely to
produce efficient, equitable or sustainable outcomes.

C Prospectsfor efficient and sustainable sol utions to growing demands for water diminish when options
for alternative uses of existing resources (i.e. reallocation of federal reservoirs) are deferred or
foreclosed. Discouraging or preventing reallocation by erecting price barriers or imposing unequal
performance standards on new and origina purposes fuels pressure by states and municipalitiesto
develop new water projects without the federal strings attached. Construction of new projects
considerably increases the economic and environmental costs in comparison to re-operation of
existing projects, and is therefore a less sustainable means of supplying vital uses of water.

When current demands on water and storagein federal reservoirsare greatly out of kilter from those
contemplated in the original design, de-facto accommodations sometimes occur in the form of amended water
control procedures. While an explicit responsibility of federal water resource devel opment agencies, policies
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and procedures governing water control planning (USACE, 1987; 1996) leave prioritization among project
purposes largely to intuition—neither updating of NED benefits nor re-application of SCRB is mandated.
Moreover, statutory agency authorities and funding are generally inadequate for full-scal e studiesin support
of water control management or reall ocation planning. Whileenvironmental review isarguably addressed by
statute (P.L. 91-190, 1970) and policy (USACE, 1988), the following two critical elements are typically
missing from water control management and incremental reallocation:

C Determination of NED benefits of alternative operational plans, and
C Determination of long-term opportunity costs of alternative operational plans.

Operator knowledge and intuition are indispensable, but the scope of operational planning and
decisionmaking without this information is unlikely to include sustainable water resource management.

PLANNING FOR SUSTAINABILITY

Ultimately the case for reallocation as a sustainable development strategy hinges on the measure to
which the NED objectiveitself and the planning framework provided by the P& G conform with basic notions
of sustainability. A definition of sustainability applicable to water resource management—and to reallocation
as an adaptive management strategy—recently formulated by an American Society of Civil Engineers
(ASCE, 1998) Task Committee serves as a suitable starting point:

“Sustainable water resource systems are those designed and managed to fully contribute to the
objectives of society, now and in the future, while maintaining their ecological, environmental and
hydrological integrity.”

This definition captures the essential economic, environmental and intergenerational equity aspects of
sustainability. It suggests, in the absence of aunifying scientific theory, that sustainability can be described
by integrating well-established wel fare economi cs concepts bearing some resembl anceto the NED objective
of federal planning (Loucks, 1997; McMahon, 2001 Op. Cit.). These are briefly described as follows:

C Efficiency - maximizing current and discounted future welfare:
Max3,W(k,y)/(1+r)’
C Survivability - assuring future welfare always exceeds minimum subsistence level::
W(K,Y) $ Wi
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C Sustainability - maximizing cumul ativeimprovement (or minimizing cumulative decline) inwelfare
over time:

Max3, {W(ky+1) - W(k,y)}
St
W(K,y) $ W, (survivability)

where W(k,y) is welfare resulting from decision k in period y, and r is the social discount rate or cost of
funds.

Examination of the above relationships reveal s the following:

C Economic efficiency is neither necessary nor sufficient for sustainability, due to the present-weighted
bias introduced by discounting future welfare.

C Survivability is anecessary but not sufficient condition for sustainability.
C The proposed sustainability measure is unbiased.?

The previoudy-cited (IWR, 1999, Op. Cit.) framework existing within the P& G coupled with the
NED welfare-maximizing objective of federal planning providethe basi c underpinnings of sustainablewater
resource development, provided heretofore non-monetized or externalized environmental and socia effects
can be morefully integrated into NED. Recent advancesin environmental and non-use valuation and decision
support techniques now make this possible. The problem of accommodating sustainable development
principlesin federal water resource development has been characterized (Loucks, 2000) as*“...not so much
adifferent planning paradigm [as] an extended set of evaluation factors—different criteria and weights on
objectivesto reflect a perceived shift in public preferences.” The existing P& G/NED framework appears
highly adaptableto thisproblem, and reall ocation contributing to NED in an expansive sense thus constitutes
sustainable water resource management.

CONCLUSIONS

A substantial backlog has prompted recent calls for economic review of Congressionally-approved
but unfunded new federal water projects, and more ominously for wholesale revision of federal water
resource devel opment policies and procedures, including the P& G. Theforegoing summary of federal water

2By not discounting future welfare, the proposed sustainability metric is unbiased with respect to
intergenerational equity. Positive discounting reflects aversion to risk, weighting present over future welfare
in decisionmaking and assuming appreciation of resources over time. Negative discounting, on the other hand,
accommodates entropic degradation and depreciation of resources over time, reducing the efficiency of
economy-environment interactions and rendering human activities overall thermodynamically more costly to
future generations. (Georgescu-Roegen, 1971; Rifkin, 1989).
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policy and the opportunitiesit provides for reformulating both new and existing projects indicates potential
risks as well as opportunities occasioned by policy review, some of which are described as follows:

C Project implementation and funding decisions may beimproved more by economic review applying
new techniquesfor environmental valuation and integrating an expanded set of environmental, socia
and temporal concernsin NED effects accounting, than by simply updating the cost and benefit
categories traditionally considered.

C Because the P& G and the NED federal planning objective arelargely consistent with widely- held
notions of economic efficiency and equity, and provide auseful starting point for sustainable water
resource devel opment, wholesalerevisions of this planning framework are precipitous and potentially
pose unacceptablerisksby (1) dismantling acohesive, principled framework for integrated resource
management in the long term, potentially foreclosing opportunities for future reallocation, and (2)
replacing it with fragmented jurisdictions and processes fueling conflict and litigation, leading to
unsustainable outcomesinvolving significant externalities (shifting of environmental and socia costs)
or irreversible environmental harm.

Taken together, the P& G, the compensation principle, and SCRB are well-grounded in theory and
applicationin public works planning throughout the nation, and appear highly adaptable to sustainable water
resource planning and management. However, the best opportunities to adapt are afforded by existing
multi purpose reservoirs needing reallocation, on the grounds that the need is more immediate and costs of
implementation substantially less than for future projects. Because the planning process encompassing
reformulation has never been fully applied to reallocation, and the potential for incorporating environmental
and non-use valuesin NED has only recently existed, shortcomings historically observed in planning more
likely reflect failures of implementation and process than failures of policy itself. As opposed to revamping
policy, attemptsto improvethe planning and implementation processes—whether directed at reall ocation of
existing projectsor formulation of new projects—should bemade. Thefollowing research and development
needs present themselves:

C A nationwide reall ocation needs survey, identifying existing federal reservoirs on which demands
have changed to the point reformulation/real location among original purposes or adding new purposes
is warranted; primary candidates are projects meeting water demands for which no viable non-
federal alternatives exist, e.g. municipa water principally supplied by federal reservoirs.

C I dentification of federal and non-federal cost-sharing mechanisms for full NED effects accounting
and application of SCRB to reallocation.

C Increased use of environmental and non-use valuation techniques in NED effects accounting.

C Estimation of potential cost savingsachieved by applying full federa planning guidelinesto operations,
maintenance and rehabilitation funding decisions, reducing unnecessary or counterproductive
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expenditureson facility improvements dedicated to marginalized purposes (i.e. unusable generating
capacity additions/rehabilitations).

C Review and clarification of agency discretionary authority for reallocation for flexibility in
implementing reall ocation without Congressional referral.

C Development of periodic review or other adaptive management mechanisms to ensure federal
multipurposereservoirsare put to their most beneficial uses asdefined by the needs of society inthe
present and in the future.

In summary, the authors echo assertions that the underlying principles guiding federal planning are
sound and provide auseful starting point for sustainable water resource planning and management in thelong
term. The transition to a sustainable development planning paradigm is better achieved by adjusting the
processes by which projects are reviewed and reallocation or reformulation isimplemented, as opposed to
wholesale revision of the principles themselves. Only when the tools provided and boundaries set by the
current guidelines are fully explored can attempts to streamline public policy be successful.
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NOTATION
The following symbols are used in this paper:

AC = average cost

D¢ = composite demand or willingness to pay for multiple services

DS = demand for service

Dy = demand for hydropower

Dus = demand for municipal water supply

Do/Dys = demand for hydropower after meeting demand for water supply

MC = marginal cost

r = socia discount rate or cost of funds

Scale* = efficient scale or storage allocation, partially and non-conjunctive demands
Scale“’s = efficient scale or storage allocation, fully conjunctive demands
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W(k,y) welfare resulting from decision k in period y
Wi = minimum welfare for survival

min
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