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1)
2)
3)
4)
5)
6)
7)
8)

FEDERAL GOVERNMENT’S CENTRAL VALLEY PROJECT

PRICES BASED ON HISTORIC AVERAGE COST NOT REPLACEMENT COST
40 YEAR REPAYMENT PERIOD WITH NO CHARGE FOR INTEREST

NEW ADDITIONS BLENDED INTO AVERAGE COST, PROLONGING PROJECT
POSTAGE-STAMP PRICING

40-YEAR FIXED PRICE CONTRACT INCLUDING O&M COSTS

POWER CHARGED AT COST, NOT AT ﬁARKET VALUE

FLOOD CONTROL & RECREATION COSTS CHARGED TO GENERAL TAXPAYER
NO ROYALTY PAYMENT FOR TAKING WATER FROM STREAM

CALIFORNIA STATE WATER PROJECT

AVOIDS (2) - (5)

(13 AND (6) - (8) DO APPLY

SEPARATE ISSUE OF FEDERAL ACREAGE LIMITATIONS

REAL REASONS WHY URBAN WATER IS MORE EXPENSIVE:

- COMPLEX DISTRIBUTION SYSTEM
— PRESSURIZED DISTRIBUTION SYSTEM
- TREATMENT
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This has been noted by several critics of MNS, but the full magnitude of the BOR subsidy
may not be adequately appreciated. The BOR subsidy comes about in several ways. When
a water supply project is built, the construction costs allocated to irrigation, municipal and
industrial water supply, and hydroelectric power generation are reimbursable by the benefi-
ciaries, but no reimbursement is sought for costs allocated to purposes such as navigation,
flood control, and recreation. Critics have argued that the cost allocation is manipulated
to reduce both the overall reimbursable component of costs and the portion allocated to
irrigation. While the Bureau requires municipal and industrial users and power purchasers
to pay interest on their share of construction costs from the start of construction through
the completion of repayment, it charges no interest at all to irrigators. Since BOR projects
can take a couple of decades or more for construction to be completed and the repayment
period is usually 40 or 50 years from the date of completion, waiving interest is a massive

subsidy to irrigation. But, this is not the only subsidy. If the charge for irrigation water is
deemed to exceed the irrigators’ ability to pay, their payment is reduced accordingly. More-
over, in particular cases, Congress has granted additional relief to irrigators for part or all
of their cost allocation. The consequence is as follows. Between 1902 and 1994, the federal
government spent $21.8 billion to construct 133 water supply projects in the western United
State that provide water for various purposes including irrigation.’® Although most of the
water supplied by these projects goes to irrigation, the cost allocated to irrigation amounted
to $7.1 billion (33%). Of this, $3.7 billion was subsequently waived. Of the remaining $3.4
billion payable by irrigators, only $0.95 billion had actually been repaid as of September 30,
1994 (General Accounting Office 1996). The remaining balance will not be paid off until well
into this century. The combined effect of these subsidies is that recipients of irrigation water
from federal water projects pay, on average, about 10 cents on the dollar for the construction
cost to supply this water.!



|

However, while the BOR subsidy for irrigation represents an important price distortion,

_its overall significance should not be overstated. In the western states that it serves, the
Bureau'’s water accounts for only about 19% of the total irrigation supply. The remainder
of the irrigation supply in these states comes from groundwater or from non-federal surface
water storage projects. Neither of those sources of water is subsidized to any significant
degree. Nevertheless, in the case of irrigation with non-federally supplied surface water it
still can be misleading to predict the economic cost of a change in precipitation on the basis of
a hedonic regression of current farmland values. This is because, although non-federal surface
water is generally not subsidized, it is still priced at a level far below the current replacement
cost. The general practice of water districts in the western states is to charge farmers
for irrigation water so as to recover current O&M costs plus historical construction costs,
albeit with interest (Gardner et al. 1982).!° Because surface water storage and conveyance

construction costs have increased substantially over time, and because this capital is long-

lived, historical construction cost is generally far below current replacement cost.!® By way of
illustration, the California State Water Project (SWP), constructed between 1961 and 1973,
supplies (unsubsidized) water to irrigation districts in Kern County at a wholesale cost of
about $70/AF. But, the SWP has only about 60% of the supply capacity that was originally
planned in 1960 - completion of the remainder has been blocked since 1982, when voters
rejected Proposition 9 to build the Peripheral Canal. If the system were now to be built out,
current estimates are that the new water storage facilities would cost on the order of $500-
1,000/AF (California Department of Water Resources 1998, Frederick and Schwarz 2000).
The price that farmers in Kern County pay for SWP water reflects what it cost to construct
the SWP in the 1960s, not what it would cost to complete the SWP now; it is the historical
cost that is capitalized in current land values there, not the future cost of expansion. . .
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