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Preface

The Los Angeles Department of Water and Power (DWP), the na-
tion’s largest municipally owned electric utility, must prepare for the
changes and uncertainties introduced by deregulation, competition, and
industry restructuring in the electricity sector. Questions have arisen
about whether DWP should continue to operate as a city department
or be restructured to compete more effectively in the new environment.
Two recent city charter reform commissions considered this issue in
1998 but did not propose significant DWP structural change in the
charter amendments presented to Los Angeles voters.

Early in 1999, the DWP asked RAND to conduct an independent
analysis of alternative governance structures for DWP as a publicly
owned electric utility. Our tasks included reviewing governance changes
proposed for DWP; examining how other municipal utilities are struc-
tured and governed; and assessing how restructuring would affect
DWP, its customers and suppliers, city government officials and agen-
cies, and the city as a whole. We have also tried to place DWP gover-
nance in the context of other trends and issues in local government and
in the electricity industry.

This report presents the results and findings from our analysis. We
hope it will inform discussions of governance in Los Angeles for the
many stakeholders in DWP’s present and future, as well as present in-
formation and options for others concerned with the prospects for mu-
nicipal utilities in a competitive environment.
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Summary

The Los Angeles Department of Water and Power (DWP), the
largest municipally owned electric utility in the United States, has
been the monopoly supplier of electricity to the city’s 1.4 million busi-
ness and residential customers. DWP has provided reliable service, low
residential rates, and substantial payments from operating income to
the city. However, it now faces major challenges as California proceeds
to deregulate, restructure, and introduce competition into the electric-
ity sector.

Since 1998, investor-owned utilities (IOUs), such as Southern Cal-
ifornia Edison, have been required to offer their customers “direct ac-
cess” to competitive electricity suppliers. Cities with municipal utilities
may decide for themselves whether or not to open their markets, but
pressure to allow customers more choices will intensify over the next
several years. In response, DWP has implemented a series of mea-
sures to reduce its operating costs and has set a goal of paying off all or
most of its debt on generating plants by 2003. At that point, DWP
would be better prepared to compete with other electricity suppliers if
the city council decides to open the Los Angeles market.

However, DWP’s general manager and others have questioned
whether DWP, organized as a city department and subject to the
checks and balances of city governance, will be able to compete effec-
tively. This report examines DWP governance issues in the context of
electricity deregulation and restructuring and discusses alternative
structures for governing DWP as a municipally owned utility. The
study explicitly does not consider privatization or sale of DWP electric
power operations or assets.

ix



x  GOVERNANCE IN A CHANGING MARKET

THE CURRENT DWP GOVERNANCE STRUCTURE

Governance of the DWP is shared among the Board of Water and
Power Commissioners, the office of the mayor, the city council and its
staff, and the city attorney. In effect, the DWP general manager must
report to all these entities, which may themselves have conflicting ob-
jectives. Seventy-five years ago, the city charter established a strong
commission with primary authority to oversee the department. But
through charter amendments passed over the past two decades, the
mayor and council have gained more control at the expense of the com-
mission.

The mayor has the power to appoint and remove Water and Power
Commissioners. The council must confirm each appointment and re-
moval by majority vote, but under new charter amendments that went
into effect on July 1, 2000, the mayor may remove a commissioner
without council approval. It has become customary for newly elected
mayors to appoint their own commissioners and remove unwanted
holdovers. While justified politically as the way for the city’s top
elected official to establish control over the DWP and other city de-
partments, this effectively has vitiated the commission as an indepen-
dent, nonpolitical governing board. The mayor also holds tight rein
over the commission through “advice” from his staff, and by requiring
approval of commission agenda items by the city administrative officer
under Executive Directive 39.

As the city’s legislative body, the council has both oversight re-
sponsibility for DWP and direct authority under the charter to approve
rates, set job classifications and compensation under the city’s civil ser-
vice system, approve property sales, and approve contracts of more
than $150,000 or of more than three years in duration. The council has
traditionally set electricity rates to benefit residential customers—i.e.,
voters. Council ordinances further specify, in considerably more detail,
procedures for hiring and other personnel actions, issuing debt, con-
tracting, negotiating long-term customer contracts, and many other op-
erational matters. But the most controversial of the council’s authori-
ties over DWP comes from a charter amendment known as Proposition
5, or “Prop. 5,” which allows the council to reconsider essentially any
decision made by the commission. The threat of Prop. § veto further
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undermines the commission’s ability to exercise independent judg-
ment in overseeing the DWP and results in more bureaucratic paper-
work and delays in decisionmaking.

The elected city attorney serves as legal advisor to the commission
and DWP. The city attorney’s office provides the department’s legal
staff and is responsible for making personnel and work assignments.
Lawyers working on DWP legal matters report to the city attorney
rather than to the DWP general manager or the commission. Moreover,
the city attorney must approve any use of outside counsel.

DECISTONMAKING AND OPERATIONAL PROBLEMS UNDER
THE CURRENT STRUCTURE

Not surprisingly, this divided governance structure complicates
and slows down commission and DWP decisionmaking, as well as the
department’s ability to take timely action. Specific issues include

¢ a multilayer—often conflicting—reporting structure for the gen-
eral manager;

¢ constraints and delays in hiring managers, professionals, and
skilled workers;

e constraints and delays in obtaining effective legal representation;

* cumbersome procurement and contracting procedures;

* constraints in negotiating customer contracts; and

* politically driven DWP financing of other city operations.

The current structure was put in place deliberately to provide ex-
tensive checks and balances for a government department that had a
monopoly on providing essential water and power services. Delays in
making or implementing business decisions were of less concern and
have not had much adverse impact on DWP revenues or profitability
during the monopoly era. But they can make the difference between
winning and losing customers in a competitive market. DWP business
customers who now subsidize residential rates are particularly apt to
respond to lower cost or more flexible alternatives. A substantial loss
of business customers would inevitably lead to reduced DWP operat-
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ing income and strong pressure on the mayor and council to cut either
DWP payments to the city or raise residential electric rates, or both.

OTHER POssIBLE GOVERNANCE MODELS FOR DWP

Many municipal utilities in North America have different and
generally more streamlined governance arrangements. Such models
include the following;:

¢ Direct reporting to the city council (e.g., Austin, Texas; Col-
orado Springs, Colorado).

e Independent city agency (e.g., Jacksonville, Florida; Knoxville,
Tennessee).

e City-owned corporation (e.g., Toronto, Ontario; Safford, Ari-
zona).

* Municipal Utility District (e.g., Sacramento, California).

¢ Joint Powers Agency (e.g., Southern California Public Power
Authority).

Direct reporting to the city council works well in smaller cities but
does not seem appropriate for a utility as large and complex as the
DWP or for a city as diverse and fractious as Los Angeles. A Munici-
pal Utility District or a Joint Powers Agency would offer flexibility and
independence in conducting day-to-day operations; but each would re-
quire new state legislation as well as local restructuring and thus might
be difficult to achieve politically. If passed by county voters, however,
a Municipal Utility District would be more difficult to undo than the
other options.

For DWP, operating as a city-owned corporation or as a more in-
dependent city agency appear promising alternatives to the status quo.
Either one would help the utility become more efficient, businesslike,
and responsive to changing market conditions. However, both involve
substantial restructuring and new charter amendments to invest pri-
mary governance responsibility in a single board. With corporatization,
an expanded and independent board of directors would govern the util-
ity. In the city agency option, a similarly expanded and more indepen-
dent commission would serve as the governing board. Restructuring
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would give the new board considerably more authority to oversee the
utility and would deliberately distance the board and utility from
oversight by the mayor and council on normal business matters.

A third, but probably less effective, option is to modify the existing
governance structure to improve DWP decisionmaking and opera-
tions. The goal would be to focus governance on policy issues, limit in-
volvement in routine operations, and streamline approval processes.
Proposed changes in this option would include

e authorizing water and power commissioners to serve full five-
year terms;

e enabling the commission and DWP to hire its own legal advisor
and staff;

e climinating formal executive review of commission agenda
items; and

e climinating council oversight of DWP routine business and giv-
ing DWP more flexibility in procurement, contracting, and per-
sonnel matters.

The first two changes would require new charter amendments, but
the mayor and council could implement the latter two within the ex-
isting structure.

All three options would maintain the primary public benefits of a
municipal utility: local ownership and local rate setting authority; tax
exempt financing and preferences in purchasing federal power; ex-
emption from most income, property, and business taxes; sensitivity to
economic development, environmental concerns, and other social
goals; and commitment to make direct transfers to the city’s general
fund. Each option also keeps the utility’s governing board accountable
to elected city officials.

DEREGULATION AND FUTURE GOVERNANCE FOR DWP:
FINDINGS AND RECOMMENDATIONS

Electricity deregulation has recently come under fire as higher de-
mand for power in California brought blackouts in the Bay Area,
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sharp spikes in the wholesale price of electricity, and a doubling of re-
tail prices for customers of San Diego Gas & Electric, the first investor-
owned utility to be fully deregulated. Retail prices for customers of
other IOUs also may rise as the transitional rate ceilings under the state
deregulation plan phase out by the end of 2001. As a consequence, cus-
tomers and government officials fought successfully this summer to cap
wholesale spot prices, and some are demanding that deregulation be re-
scinded or at least substantially revised.

Throughout the crisis, DWP not only kept rates stable and con-
tinued to reduce debt, but it has earned substantial profits by selling
electricity it generates to the California Independent System Operator
(ISO). Whereas the IOUs sold off their generating facilities under the
state deregulation plan, DWP still maintains substantial reserves. A re-
cent opinion piece in the Los Angeles Times called DWP “The Unex-
pected Hero in a Deregulated Electricity Market” and recommended
that the city “say ‘no’ to deregulation.”

Is it necessary or desirable to deregulate electricity prices and per-
mit direct access competition in Los Angeles? In the short run, the an-
swer is clearly no. But in the longer run, if and when the wild price fluc-
tuations observed this summer settle down and orderly electricity
markets again become the norm, the question will arise again. We be-
lieve this is likely to occur in the 2002-2004 time frame as new gener-
ation capacity comes into service in California, and the IOUs and the
California ISO gain more experience in stabilizing electricity markets.
While city, state, and federal governments stand ready to act to protect
consumers from large, short-term price increases, we do not expect
them to reverse the underlying trend toward encouraging more com-
petition among electricity suppliers.

Whether or not the Los Angeles electricity market is opened to
competition, DWP’s governance needs simplification and streamlining.
We believe that the restructuring options of corporatization or gover-
nance by a strong commission deserve serious attention. Under its
current governance structure—even with the modifications recom-
mended in the third option described above—DWP would find itself se-
verely constrained in meeting the competition from more agile private
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firms that we expect to emerge around 2002-2003. In principle, a city-
owned corporation could have more operational flexibility than an in-
dependent city agency, but either form would support faster decision-
making and greater responsiveness than does the present structure.
Establishing a single governing board, with clear authority and con-
siderable independence from day-to-day political influences, seems a
prerequisite for success in a more competitive marketplace.

The issues of DWP governance and possible restructuring are nec-
essarily linked to the council’s consideration of whether or when to
open the Los Angeles electricity market. Even if the council’s decision
on direct access is not made until 2002 or later, discussion and debate
should begin soon. The public needs to become aware of issues that,
while often technical and complex, will directly affect them as tax-
payers and ratepayers. The effects of competition on DWP, its em-
ployees, its customers, and the city as a whole need to be more fully ex-
plored. Possible charter amendments need to be vetted by the council
before they can be put before the voters. These issues also are likely to
arise in city council races and in the mayoral election of 2001.

Whatever the council’s decision on direct access competition, DWP
must improve its decisionmaking pace and processes. It must run
faster in the future to stay competitive. Strengthening its governance
structure seems essential to ensuring reliable electricity supplies, low
rates, and adequate payments to the city, as well as to maintaining Los
Angeles’s leadership among the nation’s municipal utilities.
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Chapter 1
Introduction

THE Los ANGELES DEPARTMENT OF WATER AND POWER

The Los Angeles Department of Water and Power (DWP) is the
largest municipally owned electric utility in the United States. In 1999
its electricity operations served 1.4 million customers, sold 27 billion
kilowatt hours, generated revenues of $2.3 billion, and transferred
$129 million to the City of Los Angeles (DWP, 1999).1 Unlike many
other municipal utilities that solely distribute power purchased from
others, DWP has substantial ownership shares in hydroelectric, fossil
fuel, and nuclear generating plants, as well as in the high-voltage
transmission lines serving Southern California.

The City of Los Angeles began generating hydroelectric power in
the early 1900s as a by-product of the Owens Valley Aqueduct project
built by the city Water Department.2 In 1911, voters approved estab-
lishing a municipal Power Bureau to distribute electricity within the city
rather than selling it to private power companies, such as Southern Cal-
ifornia Edison (SCE). City charter amendments in 1925 created the
Water and Power Department headed by a five-member citizen com-
mission. This basic governance structure continues today, although (as
discussed in the following section) the commission’s and department’s
relationships with the mayor, council, and other city officials have
become considerably more complex.

As a municipally owned utility, DWP can issue tax-exempt revenue
bonds and has preference over investor-owned utilities in purchasing
low-cost power from federal generating projects. It does not pay federal
or state income taxes or Los Angeles property and business taxes but
instead makes direct payments from operating income to the city’s gen-
eral fund. The city council has traditionally set utility rates to benefit
Los Angeles residential customers—i.e., voters. DWP’s residential elec-
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tricity rates today are about 11 percent lower than those of SCE, its for-
profit neighbor, while its industrial and commercial rates are about 15
percent higher (DWP, 1999; Edison, 1999).

DWP’s reputation as a reliable and efficient electricity supplier
has played an important role in the growth of Los Angeles for most of
this century. However, it now faces major challenges as competition in
the electricity sector comes to California.

ELecTRIC UTILITY DEREGULATION AND RESTRUCTURING
IN CALIFORNIA

Electricity is following a path similar to the experiences of the tele-
phone and gas industries in the 1980s and 1990s: deregulation, com-
petition, and restructuring.

Electric utilities in the United States have historically been vertically
integrated, regulated monopolies that control all aspects of electricity
supply and distribution. Under pressure from regulators and cus-
tomers for lower costs and greater choice, however, the monopoly
structure is crumbling.

In electricity, restructuring takes the form of separating the three
components of electricity supply: generation, transmission, and local
distribution. Generation becomes a fully competitive market. With
deregulation of the generation component, customers can buy elec-
tricity—whether from a faraway coal power plant or a nearby gas tur-
bine—from suppliers other than their local utility. This is usually re-
ferred to as “direct access” competition. Transmission from the power
source to the local distributor becomes a separate industry sector reg-
ulated by an Independent System Operator (ISO). Distribution to the
customer generally remains a monopoly service provided by a local
utility regulated primarily by the state Public Utilities Commission.

California leads most other states in deregulating and restructuring
the investor-owned utility (IOU) sector that serves about 70 percent of
the state’s electricity customers. Restructuring is mandated by Assem-
bly Bill (AB) 1890, which became law in September 1996. SCE and
other California IOUs began offering competitive direct access to their
customers on April 1, 1998. AB 1890 created a California Power Ex-
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change (CalPX), providing a spot market for electricity sales and pur-
chases, and it required IOUs to make their high-voltage transmission
facilities available on a fair and equitable basis under the supervision of
the new California ISO. With electricity prices determined by the mar-
ket, some generating plants can no longer compete economically and
must be taken out of service before they are fully depreciated. AB
1890 permitted IOUs to recover such “stranded investments” through

special “competition transition charges” levied on customers through
March 31, 2002.

CHOICES FOR LoS ANGELES AND DWP UNDER
DEREGULATION

AB 1890 mandated restructuring and direct access competition
only for the IOUs. The municipally owned utilities, which serve 30 per-
cent of the state’s customers, are not required to offer direct access com-
petition or to participate in the CalPX and ISO. However, each city
council or other utility-governing body must hold public hearings and
then make a formal decision on whether or not to open its market and
give utility customers direct access to competitive suppliers.

In November 1997, at the request of the mayor and city council,
DWP’s new general manager, S. David Freeman, prepared an “Action
Plan to Meet the Competitive Challenge.” It included proposals to
freeze residential rates, downsize the workforce, pay down debt, and
take other measures to reduce operating costs (DWP, 1997). These pro-
grams have largely been implemented. DWP has reorganized into busi-
ness units for generation, transmission, and distribution. It joined the
CalPX in December 1998. By 2003, the department expects to have
paid down all or most of its debt on generating plants that might rep-
resent “stranded costs” under competition.? At that point, DWP would
be better prepared to compete with SCE and other electricity suppliers
if the council decided to open the Los Angeles market.4

But is DWP, organized as a city department and subject to all the
checks and balances of city governance, lean and agile enough to suc-
ceed in a competitive market? Does competition require restructuring
the present governance system set forth in the city charter? In his re-
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marks to the Los Angeles Charter Reform Commission in March
1998, General Manager David Freeman argued that restructuring is
necessary to increase the tempo of decisionmaking at DWP and cut bu-
reaucratic delay (Charter Reform Commission, 1998b). As he elabo-
rated in a subsequent interview: “The current structure is designed to
control a monopoly. . . . if you deregulate my competitors and allow
them to make deals with my customers on a daily basis . . . I can’t com-
pete as long as the monopoly controls continue to exist.” (Metro,
1998.)

Others, in and out of city government, have been less convinced.
The charter reform measures approved by Los Angeles voters in June
1999 made only minor adjustments to the DWP governance structure.
And the Los Angeles City Council has not yet formally addressed the
question of opening the city to direct access electricity competition.

STuDY PURPOSE AND APPROACH— OUTLINE OF THIS
REPORT

At DWP’s request, this study was undertaken in April 1999 to ex-
amine DWP governance issues in the context of electricity deregulation
and restructuring and alternative structures for governing DWP as a
municipally owned utility. The study explicitly did not consider the pri-
vatization or sale of DWP electric power operations or of its generat-
ing and transmission components.S The analysis included

e a literature review on electricity deregulation, restructuring,
and competition in the United States, United Kingdom, and
other countries;

* a review of AB 1890 and other state and federal legislation
and regulations affecting electricity deregulation, restructuring,
and competition in California;

e a review of DWP governance issues raised by the Los Angeles
Charter Reform Commissions (Charter Reform Commission,
1998a; Elected Charter Reform Commission, 1998a, 1998b,
1998¢, and 1998d);6 and in other previous studies (Metzler,
1990; Barrington-Wellesley, 1994; Beck, 1996a; and PSC, 1996);
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* interviews with current and former DWP managers; current
and former Water and Power Commissioners; city council mem-
bers and staff; mayor’s office, city administrative officer (CAO),
chief legislative analyst (CLA), and city department staff; labor
and business leaders; and academics, attorneys, consultants,
journalists, and other knowledgeable Los Angeles stakeholders;
and

* interviews with executives of other municipal and investor-
owned utilities in the United States and Canada.

Chapter 2 describes the current DWP governance structure and the
changes that will take effect next year under the new city charter
amendments. Chapter 3 discusses DWP decisionmaking and opera-
tional problems under the current structure and suggests how compe-
tition may exacerbate or otherwise affect them. Chapter 4 then outlines
other municipal utility structures in the United States and Canada
and compares them with DWP. Three preferred options for modifying
or restructuring DWP governance are presented in Chapter 5, fol-
lowed by a short final chapter outlining some next steps toward de-
ciding how DWP will be structured and governed in the twenty-first
century.






Chapter 2

The Current DWP Governance
Structure

Governance of the Department of Water and Power is shared
among the Board of Water and Power Commissioners, the office of the
mayor, the city council and staff, and the city attorney. In effect, the
DWP general manager reports to all of them, albeit in different ways on
different policy and operational issues. This chapter describes the
complex interactions among these governing entities, as well as the
roles of such other important actors as the city controller, the CAO,
and the CLA. It also outlines how the new city charter amendments,
which were adopted in June 1999 and went into effect in July 2000,
will affect DWP governance.

BOARD OF WATER AND POWER COMMISSIONERS

The 1925 Los Angeles City Charter established a five-member
Board of Water and Power Commissioners to head the DWP. Com-
missioners were appointed by the mayor and confirmed by the city
council to five-year, staggered terms. The commission selected its own
officers from among its members, chose the general manager,” and gen-
erally was empowered to oversee the department.8

Because the DWP generates its own revenue from water and power
sales, the 1925 charter established it as a “proprietary department”
with somewhat more autonomy than other city departments. The
DWP has its own budget that is separate from the city’s general fund,
can hold property separate from the city, and can issue debt backed by
its own revenue rather than rely on the city’s general obligation bonds.
For more than 50 years, the commission could set salaries for DWP
employees covered under the city’s civil service system, but this au-
thority passed to the council in 1977.
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INCREASED MAYORAL AUTHORITY OVER THE
ComMMISSION AND DWP

Although the Water and Power Commission initially had strong ex-
ecutive power over the department, a series of changes since the 1960s
have reduced its authority and placed it and the DWP under the con-
trol of the city’s elected officials.

The mayor exerts principal authority by appointing and removing
Water and Power Commissioners. The council must confirm each ap-
pointment and removal by majority vote, but under the new charter
amendments, the mayor may remove a commissioner without council
approval (New Charter, 1999, Section 502(d)). Equally important, it
has become customary for newly elected mayors to appoint their own
commissioners and remove unwanted holdovers. While justified polit-
ically as the way for the city’s top elected official to establish control
over the DWP and other city departments, this effectively has vitiated
the commission as an independent, nonpolitical governing board.
Moreover, the mayor currently selects the DWP general manager, with
council confirmation. The new charter returns CEO selection to the
commission, but subject to approval by both mayor and council.10

The mayor holds tight rein over the commission through staff
“advice” to commissioners on specific agenda items. The mayor also
requires approval of commission agenda items by the CAO under Ex-
ecutive Directive 39 (ED39). Originally issued by Mayor Tom Bradley
in 1984, ED39 has been used by Mayor Richard Riordan to control the
commission agendas of DWP and the other proprietary departments.
Although ED39 officially requires review only of important policy-
relevant items—including proposed charter amendments and ordi-
nances, contracts and leases with policy implications, bond and debt
orders, changes in rates or fees, and major organizational changes—it
in fact is applied to other commission matters.!! The two principal ar-
guments for CAO review of commission agendas are to coordinate pro-
posals from different departments and to give a citywide perspective on
matters that must ultimately go to the city council.12 However, ED39
review also has the effect of slowing commission decisionmaking and
adding another layer of bureaucracy to DWP’s already-cumbersome
approval processes.13
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As the city’s legislative body, the city council has both oversight re-
sponsibility for DWP and direct authority under the city charter to ap-
prove certain commission actions, including

* tariffs, rates, and other charges;

* job classification, compensation, and other aspects of the civil
service system;

* real property sales and leases of more than five years;

e contracts of more than a fixed amount (currently $150,000) or
lasting longer than three years;

e initial authority to issue debt;

* participation with other public or private parties in major cap-
ital projects; and

¢ proposed ordinances or charter amendments affecting DWP.

Council ordinances further specify, in considerably more detail,
procedures for hiring and other personnel actions, issuing debt, con-
tracting, negotiating long-term customer contracts, and many other
day-to-day operational matters. The chief legislative analyst acts as the
council’s agent on many issues and often has de facto authority in deal-
ing with DWP.14

But the most controversial of the council’s authorities over DWP
comes from charter Section 32.3, generally known as “Prop. 5” after
the measure’s designation on the June 1991 ballot. Prop. 5 provides for
five council meeting days in which any action!$ by the Board of Water
and Power Commissioners can be taken up for reconsideration by
the council by a two-thirds vote. Prop. 5 gives the council three weeks
to substitute its decision, by simple majority vote, for that made by the
commission. If the council does not make its decision during this pe-
riod, the commission’s action becomes final.

Prop. § basically permits the council to intervene in any major or
minor policy or operational aspect of the department’s business and af-
fairs. According to a May 1998 study by the mayor’s office, 34 matters
involving the Board of Water and Power Commissioners had been
taken up by the council under Prop. 5 (Riordan, 1998). This repre-
sented nearly one-third of the total number of “Prop. 5-ed” items. The
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council substituted its judgment for the board’s in only 4 of the 34 mat-
ters; three commission decisions were overturned, and a fourth was
moved to the council’s direct jurisdiction.16

Although Prop. 5 has not been used often to overturn Water and
Power Commission decisions, it has had a demoralizing effect on both
the commission and the department. The threat of Prop. § has further
undermined the commission’s ability to exercise independent judg-
ment in overseeing the DWP. Moreover, the need to buttress even
minor matters against the threat of Prop. § repudiation appears to have
led to increased paperwork and substantial delays in decisionmaking.

As a result of the new charter amendments that went into effect in
July 2000, the council’s ability to substitute its own action for that of
a commission has been replaced by a legislative veto (New Charter,
1999, Section 245). That is, the council is able only to remand the ac-
tion back to the board for reconsideration and a new action. These
changes may reduce the temptation for the council to challenge com-
mission decisions, although how they will work in practice remains to
be seen.1”

LEGAL REPRESENTATION BY CITY ATTORNEY’S OFFICE
The Board of Water and Power Commissioners and DWP do not
hire their own legal staff. The city charter gives the city attorney the
role of representing the board in litigation and acting as the board’s
legal advisor (Old Charter, 1997, Section 42; New Charter 1999, Sec-
tion 271). The city attorney’s office provides legal staff to the depart-
ment and makes work assignments. Lawyers working on DWP matters
report to the city attorney rather than to the DWP general manager or
the commission. Upon recommendation by the commission, and with
the written consent of the city attorney, “the city may contract with at-
torneys outside of the city attorney’s office to assist the city attorney in
providing legal services” to DWP (New Charter, 1999, Section 275).
This arrangement has led to conflicts about who is the real client
on DWP legal matters: the commission and department or the city as a
whole? City attorneys, who are elected citywide by the voters, have typ-
ically taken the position that they and their staff represent the city at
large. But commissions and DWP general managers contend that the
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city attorney must represent them as the clients on DWP legal matters.
The new charter comes down on DWP’s side, stating that the “boards
of the Proprietary Departments . . . shall make client decisions in liti-
gation . . . [and] shall have the authority to approve or reject settlement
of litigation exclusively involving the policies and funds over which the
charter gives those boards control.” (New Charter, 1999, Sections
272 and 273.) But on a day-to-day basis, the city staff attorneys do not
take direction from DWP.

Table 2.1 provides a summary of the multilayer municipal gover-
nance structure for DWP and the changes introduced by the new char-
ter amendments.

STATE AND FEDERAL AUTHORITIES GOVERNING DWP

In addition to governance at the municipal level, the Water and
Power Commission and the DWP are subject to a variety of federal and
California laws and regulations. Among the most important of these
are the following:

* California’s Brown Act, which requires such public bodies as the
commission to hold all its meetings openly in public.

¢ California’s Meyers-Milias-Brown Act, requiring the city to
meet in good faith with union leaders for collective bargaining
purposes.

* The provisions of California AB 1890 regarding electricity re-
structuring and competition as they pertain to municipal utili-
ties.

* Regulations of the Federal Energy Regulatory Commission
(FERC) regarding access and interconnection to high-voltage
transmission lines.

* Federal tax statutes and regulations that place limitations on the
use of municipal utility facilities financed by tax-exempt debt.
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dADIC
» " O
D 0 a

Governance Structure

1997 City Charter

1999 Charter Changes

Organization

Governing board
Term of office
Selection

Removal

Authorities retained by city
council (partial list)

Other limits on board au-
thority

General manager selection
and removal

Other employee status

Legal staffing and litigation
decisions

City department

Five-member commission;
staggered, five-year terms

Mayor appoints, council ma-
jority confirms

Mayor may remove with
council majority approval

Approval of rates

Job classification, compensa-
tion

Approval of contracts, sales,
leases

Authorization of new debt
Approval of joint projects

Council may reconsider and
change any commission deci-
sion (Prop. 5)

Open meetings required
(Brown Act)

CAO must approve agenda
items (ED39)

Mayor appoints, council ma-
jority confirms

Mayor may remove with
council majority approval

Civil service except for up to
16 exempt positions that re-
quire mayor and council ap-
proval

City attorney provides legal
staff

Use of outside legal counsel
requires written approval of
city attorney and council
Council controls litigation
with city attorney acting on
city’s behalf

Mayor may remove without
council approval

Council may veto but not
change commission decisions
(Prop. 5)

Board appoints with mayor
and council approval

Board may remove with
mayor’s approval, but two-
thirds council vote can re-
instate

Up to 16 DWP exempt posi-
tions approved by mayor un-
less overruled by two-thirds
council vote within 10 days

Up to 150 additional exempt
positions authorized for city
as a whole, including DWP

Board makes client decisions
in litigation and settlement

Use of outside legal counsel
requires written approval of
city attorney




Chapter 3
Decisionmaking and Operational
Problems Under the Current Structure

As indicated in the previous chapter, DWP’s governance structure
is complex, divided, and cumbersome. Many operational and man-
agement decisions must be reviewed sequentially by different city bod-
ies, including the commission, the CAO and other mayoral staff, the
city attorney’s office, and the city council and CLA. This structure was
put in place deliberately to provide extensive checks and balances for
a government department that had a monopoly on providing essential
water and power services. Delays in making or implementing business
decisions were of less concern and have had little adverse impact on
DWP revenues or profitability during the monopoly era. That is chang-
ing as electricity restructuring moves forward in California and pres-
sure builds to open the Los Angeles market to direct-access competi-
tion.

This chapter discusses some of the problems evident under the cur-
rent governance structure that could seriously hamper DWP in a more
competitive environment. They include

¢ a multilayer reporting structure for the general manager;

* constraints and delays in hiring managers, professionals, and
skilled workers;

* constraints and delays in obtaining effective legal representation;

* cumbersome procurement and contracting procedures;

* constraints in negotiating customer contracts; and

* DWP financing of other city operations.

13
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A MULTILAYER REPORTING STRUCTURE FOR THE DWP
GENERAL MANAGER

While the charter states that the DWP general manager works
under the “instruction of his or her board” of Water and Power Com-
missioners (Old Charter, 1997, Section 80(a)), he or she also reports to
the mayor and council. In fact, the commission appears to have the
weakest reporting relationship on such important matters as staffing,
negotiating with customers, and resolving legal disputes. This complex
and divided reporting structure severely limits the general manager and
top-level DWP staff in their ability to make and implement operational
decisions in a timely way. In sharp contrast, CEOs of IOUs, as well as
some successful municipal utilities (described in Chapter 4), report to
a single strong governing board.

Recruiting and retaining an experienced general manager is diffi-
cult today for any municipal utility because of the much larger salaries,
stock options, and other incentives offered by private firms. Recruiting
at DWP faces the additional burden of the multilayer reporting
arrangement for the general manager. As DWP’s current general man-
ager, S. David Freeman, puts it: “Everybody’s in charge and nobody’s
in charge. I don’t have a Board of Directors . . . I have two Boards and
a Mayor. And sometimes there’re differences of opinions among them.”
(Metro, 1998; Freeman, 1998.)

HIRING AND OTHER PERSONNEL PROBLEMS

Hiring at DWP is complicated by the fact that nearly all the de-
partment’s more than 7,200 employees fall under the city’s civil service
system. This means prospective employees generally must pass a civil
service exam before they can be hired—a procedure that can add
weeks or months to the hiring process. Such delays are especially
painful when trying to hire technically skilled workers, who are in great
demand from other employers and often will not wait to qualify under
the city’s civil service rules. In our interviews, we heard that these
problems had arisen in DWP’s efforts to hire skilled workers for the
Valley Steam Plant, as well as staff for information technology and
marketing positions. In contrast, we were told, other utilities that are
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subject to union agreements but not civil service rules can hire people
with similar skills within a few weeks.

Management and professional staff hiring at DWP is also ham-
pered by the relatively low salaries and rigid job categories that the civil
service system applies to all city departments. DWP is highly con-
strained in its ability to promote or offer financial incentives to superior
performers or to demote or dismiss poor performers. In a dynamic
economy, such civil service constraints outweigh the benefits of job pro-
tection for those with salable skills.

Only 15 DWP positions (in addition to the general manager and
the chief financial officer) are exempt from civil service rules.!8 Filling
these positions is today a two-step process. First, the council must pass
a resolution by two-thirds vote, “which sets forth the educational ex-
perience and other professional requirements of the position(s),” as
well as “the circumstances . . . that preclude filling the position(s)
through the civil service system.” (Old Charter, 1997, Section 111.)
Once a candidate has been selected, he or she must be formally ap-
proved by both the mayor and council. This process can take several
months or longer. As a consequence, DWP often finds itself unable to
compete effectively in hiring top-flight managers and professionals
with experience in the electric utility business.

The new charter simplifies the approval process by replacing the
council resolution with a recommendation by the mayor proposing the
qualifications for the exempt position. If the council does not veto the
recommendation by two-thirds vote within 10 council meeting days, it
is deemed approved (New Charter, 1999, Section 1001).19 While this
should shorten the time involved, it does not change the basic re-
quirement for both mayor and council approval of every DWP exempt
position.

CONSTRAINTS AND DELAYS IN OBTAINING EFFECTIVE
LEGAL REPRESENTATION

As described in Chapter 2, DWP’s legal matters are handled by the
city attorney’s office. The department cannot hire or choose its own
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legal staff, except in special circumstances approved in writing by the
city attorney and the council.

While the city lawyers assigned to DWP can and do handle routine
department matters effectively, they often do not have the expertise to
deal with the growing number of complex energy and environmental is-
sues. According to those we interviewed, obtaining the necessary ap-
provals to hire outside counsel takes several weeks at best, which can
seriously impede the department in negotiations or other time-sensitive
legal matters. Moreover, the city lawyers assigned to DWP report to,
and owe their allegiance to, the city attorney. DWP management can-
not replace or reassign them if it does not like their work. City attorney
staff are thus not as responsive to DWP priorities and urgency (e.g.,
working at night to finish a contract or filing) as attorneys working di-
rectly for the department or in private practice would be. And in some
cases, the views of the city attorney, an elected official who represents
the city as a whole, may be at variance with DWP’s views.

Two legal issues that illustrate these problems, cited by DWP Gen-
eral Manager David Freeman, involve disputes with Owens Valley
over air quality and with Montana Power over an energy supply con-
tract. After becoming general manager late in 1997, Mr. Freeman
sought to settle the long-standing Owens Valley conflict, contrary to the
position then held by the city attorney staff representing the depart-
ment. A settlement was reached in July 1998 after DWP received per-
mission to hire outside counsel with expertise in air quality issues. The
Montana Power dispute also required specific expertise, which the
city attorney staff lacked. According to department sources, Montana
Power’s lawyers “did not take us seriously” until DWP brought in out-
side counsel. In both cases, obtaining permission took several months
and required the personal intervention of the general manager.

CUMBERSOME PROCUREMENT AND CONTRACTING
PROCEDURES

Like all city departments, DWP must abide by complex procure-
ment and contracting practices designed with many checks and bal-
ances to minimize abuses and serve other public objectives. For good
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political reasons, procurement is generally slower, less flexible, and
more expensive in the public than in the private sector. However,
DWP purchases more goods and services than other departments do, so
its burden arising from operating under city procurement regulations
is commensurately greater. While this burden has not been critical in a
monopoly environment,2 it will hinder DWP’s ability to compete
with more-agile for-profit firms. Primary concerns include the cost
and delay built into current contracting procedures, and the demands
on suppliers over and above those required by other utilities.

A standard DWP procurement for less than $150,000 goes through
the following steps:

¢ Requisition by a DWP unit.

¢ Preparation of a bidding document.

* Formal request for bids sent out (and advertised if the requisi-
tion is for more than $25,000).

* Responses to questions from potential bidders.

¢ Opening, recording, and posting of bids.

¢ Technical evaluation by requesting unit.

* Nontechnical evaluation by Procurement Department.

* Recommendation for award by Procurement Department.

* Award decision by DWP management if under $150,000.

* Notification of the successful bidder.

¢ Contract drafting and signing.

Procurement in the for-profit world goes through similar steps, but
the process is much less formal and more flexible than at DWP. Firms,
for example, usually negotiate with prospective suppliers for better
prices and terms, but under city contracting procedures, DWP cannot
negotiate and must award the contract to the “lowest and best regular
responsible bidder.” (DWP, 1999a.)

For amounts above $150,000, the process becomes even more
complex. All DWP purchases above $150,000 must be formally ap-
proved by the Water and Power Commission.2! In effect this means
they must also be approved by the mayor’s staff (in order to go on the
commission agenda, per ED39) and by the council (through the Prop.
5 process).22 Between 200 and 300 DWP procurements each year go



18 GOVERNANCE IN A CHANGING MARKET

through this extended review process, and the commission must con-
sider an average of about a dozen contract awards at each of its meet-
ings.

This multilayered approval process costs both the department and
the commission considerable time and money. The requesting DWP
unit must write a formal letter recommending and justifying the pro-
curement. Increased time is allotted for advertising, bidding, and eval-
uation. The DWP Procurement Department must then prepare a well-
documented contract-justification package for approval by the
commission (and possible review by the mayor and council). The item
must be placed on the agenda of a regular commission meeting, which
occurs every two weeks. After commission approval, DWP must wait
five council meeting days to see whether the council will take up the
item under Prop. 5. Overall, assuming no further Prop. 5 review, DWP
staff estimates that it takes 90-120 days to award a contract of more
than $150,000, about twice the time it takes to award a smaller one.
The actual dollar costs are difficult to document, but, based on DWP
staff accounts of the added time to prepare a commission procurement
package and manage the process, we estimate that the additional cost
to DWP runs $2 million to $3 million a year.

Another constraint arises from an ordinance requiring that once
the DWP annual budget is passed by the council, any transfers among
internal budget accounts greater than $35,000 (or 1 percent of the ac-
count, up to a maximum of $100,000) must be individually approved
in writing by the mayor. The city also places a number of compliance
requirements on DWP contractors. Before receiving an award, DWP
contractors must obtain a City of Los Angeles Business Tax Registra-
tion Certificate and certify compliance with (among others) affirmative
action and equal opportunity programs, the Los Angeles Child Support
Obligations Ordinance, the Los Angeles Living Wage Ordinance, and
the Los Angeles Service Contract Worker Retention Ordinance. Sup-
pliers to corporations, including potential competitors of DWP, gen-
erally do not have to comply with these city requirements.
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CONSTRAINTS IN NEGOTIATING CUSTOMER CONTRACTS

DWP’s industrial and commercial customers are the most likely to
respond to competitive offerings, because their average rates now are
higher than those offered by SCE in surrounding areas.23 However, cus-
tomer surveys repeatedly find that power reliability is even more im-
portant than price for most businesses and that DWP retains its supe-
rior reputation for reliability.24 DWP still must remain price
competitive and be able to respond quickly to competitors’ efforts to
WOO customers away.

Until recently, the department’s ability to negotiate with customers
was constrained by the need for council approval of every such
arrangement. Consequently, at DWP’s request, the council passed an
ordinance giving DWP authority to offer discounts of up to 5 percent
to customers who sign long-term contracts for up to 10 years. DWP re-
cently announced that 22 large customers—including the Los Angeles
Unified School District, McDonald’s Corporation, Robinsons May,
Kaiser Foundation Health Plan, Anheuser-Busch, and the Getty Cen-
ter—have signed such long-term contracts (DWP, 1999c¢).

Many at DWP, and especially the general manager, believe that
when competition comes to Los Angeles, the department will need con-
siderably more flexibility to negotiate with customers than the council
ordinance now provides. In their view, the currently permitted contract
terms are too restrictive for DWP to meet competition as it may de-
velop. Under a number of competitive scenarios, DWP would lose
revenue from business customers, which would put strong pressure on
the mayor and council to either reduce DWP payments to the city or
raise residential electric rates or do both.

DWP FINANCING OF OTHER CiTy OPERATIONS

Beyond transferring 5 percent of gross operating revenue to the city
general fund, DWP subsidizes street lighting and the energy needs of
other city departments. It also subsidizes a variety of city services and
operations. These costs, which translate to higher electricity rates,
may not be fully sustainable under competition.
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City use of DWP-owned real estate at below-market price repre-
sents one important category of subsidy. Like other large utilities,
DWP owns hundreds of valuable real estate parcels, both developed
and undeveloped, which it has purchased with its own revenues. Some
of the land and buildings owned by DWP are no longer needed for the
department’s business. An investor-owned utility would lease, sell, or
otherwise dispose of such surplus real estate and invest the proceeds in
more directly productive uses. At present, however, DWP must offer its
surplus properties for other city uses before they can be sold or leased.
Either under formal resolution or informal guidance from the council,
many such parcels are claimed by other city departments at significantly
less than market rates—sometimes for leases of $1 per year. One such
example is DWP’s lease of some 62 acres in Chatsworth at $1 per year
to the Los Angeles Police Department for use as a firing range. In total,
nearly half of the 39 DWP properties listed as surplus in May 1999
have been requested for other city uses (DWP, 1999b).25 Such transfers
save money that would otherwise come from city taxes, but they also
represent millions of dollars each year in added costs to DWP and its
ratepayers.

DWP’s large cash flow also makes it an easy resource for elected of-
ficials to tap for funds for budget balancing and other purposes. In the
fiscally constrained environment since passage of Proposition 13 by
California voters, the department has been asked on a number of oc-
casions to make “supplemental transfers” to the city from sales of as-
sets such as fuel oil or land (McCarley, 1996). Other DWP contribu-
tions range from paying for colorful promotional street banners to
subsidizing city-sponsored dinners and other events. Although these
subsidies benefit the city, they also constitute an added (and hidden) tax
on ratepayers and an added burden on DWP in a competitive electric-
ity market.

OVERALL PROBLEMS OF GOVERNANCE FOR
DWP COMPETITIVENESS

Each problem described above stems from or is exacerbated by
DWP’s complex structure of governance. Together, problems can in-
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teract to add cost and extend the time required to make decisions or
carry out normal business processes. For example, hiring a new mar-
keting manager to one of DWP’s 16 exempt positions requires a coun-
cil resolution and then mayor and council approval of the person se-
lected. If the position is not exempt, the individual must be hired
within an established civil service job category and pass a standard civil
service examination. The process can easily take several months, which
makes it very difficult for DWP to recruit from outside. As a conse-
quence, DWP’s marketers are mostly longtime engineering staff with lit-
tle or no marketing training or experience in competitive industries.

As another illustration, negotiating a new customer contract must
stay within the limits set by council ordinance. Drafting it may take a
good deal longer than it does for other utilities, because the DWP does
not control its own legal staff. Changes from the standard contract for-
mat may need approval from the commission, the council, and the
mayor (under ED39), which can take weeks or months. While such de-
lays might not be a major concern to a monopoly, they can make the
difference between winning and losing a customer in a competitive
market.

Perhaps even more important, the general manager and other
DWP managers spend most of their working time negotiating ap-
provals within the current divided governance system. As David Free-
man describes his experience, “It’s hard to understand how inhibiting
to entrepreneurship and enterprise this governance system is. It takes
forever to get permission to do almost anything.” (Metro, 1998.) Un-
like for-profit firms, where managers increasingly look outward to
customers and competitors, DWP management primarily focuses in-
ward to the commission, the staffs of the mayor and council, and
other city officials.






Chapter 4
Other Governance Models for
Municipal Utilities

While DWP and many municipal utilities operate as city depart-
ments, others have different organizational and governance structures.
This chapter describes and contrasts five such models:

* Municipal utility reporting to city council (e.g., Austin, Texas;
Colorado Springs, Colorado).

¢ Independent city agency (e.g., Jacksonville, Florida; Knoxville,
Tennessee).

¢ City-owned corporation (e.g., Toronto, Ontario; Safford, Ari-
zona).

® Municipal Utility District (e.g., Sacramento Municipal Utility
District).

¢ Joint Powers Agency (e.g., Southern California Public Power
Authority).

MunicrpAL UtiLiTy REPORTING TO CiTy COUNCIL

A number of cities simplify governance by having the municipal
utility report directly to the city council. The Colorado Springs City
Charter, for example, designates the city council as the board of di-
rectors for the utility. The utility executive director then reports directly
to the council. Austin, Texas, as well as a number of California cities—
including Burbank, Glendale, and Pasadena—have similar governance
structures but include council-appointed citizen advisory commissions.

In 1998 Colorado Springs also adopted a new governance frame-
work “suited to today’s business reality in which flexibility, quick re-
sponsiveness, and clear long-term direction are essential to success.”
The framework, largely developed by consultant John Carver,26 seeks
to separate the policy functions of the board from the operational re-

23
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sponsibilities of the executive director. The board sets policies and
communicates them in writing solely to the executive director; it “will
never give instructions to persons who report directly or indirectly to
the Executive Director.” (Colorado Springs, 1998.)

Board policies set out the utility’s purpose and ends to be achieved.
They also designate what actions of the executive director are unac-
ceptable to the board, in both general (“any practice . . . which is either
unlawful [or] imprudent . . . ) and specific (“he or she may not
change his or her own compensation or benefits”) terms (Colorado
Springs, 1998, Policy Numbers EL-1 and EL-4). The executive director
may then make all decisions and carry out any activities not expressly
prohibited by the board, without seeking further approval.

Direct reporting to the council seems to work well in smaller cities
with utilities of relatively modest size. The model does not seem ap-
propriate for a utility as large and complex as the DWP or for a city as
diverse and fractious as Los Angeles. However, many of the governance
principles adopted by Colorado Springs—particularly the limits set on
council involvement in utility operations—are worth consideration
here as well.

INDEPENDENT CITY AGENCY

Jacksonville, Florida, and Knoxville, Tennessee, have municipal
utilities that operate as city agencies with strong, independent govern-
ing boards (Table 4.1). Board members are appointed by the mayor
and confirmed by the council for fixed, staggered terms. Unlike in
Los Angeles, board members are expected to serve their full terms—in
Jacksonville, removal requires a two-thirds council vote; in Knoxville,
members can be removed for cause only by a four-fifths vote of the
board. These arrangements promote board continuity and indepen-
dence.

The JEA (formerly Jacksonville Energy Authority) and Knoxville
Utility Board (KUB) exercise strong authority under their city charters
to govern municipal utilities. The boards can hire and fire the CEO
without approval from the mayor or council. The boards set rates after
holding public hearings. They delegate to the CEO virtually all cus-




OTHER GOVERNANCE MODELS FOR MUNICIPAL UTILITIES 25

tomer contract, procurement, real property management, and person-
nel matters.2” Senior management in Knoxville and essentially all man-
agers in Jacksonville are exempt from civil service.28

These city councils retain only limited authorities over their utili-
ties. In Jacksonville, the council approves the JEA annual budget and
must authorize increases in total utility debt, leaving the approval and
details of individual debt issues to the JEA Board. Utility payments to
the city, currently set at 5.5 mils per kwh sold, are renegotiated every
five years. By contrast, the Knoxville City Council approves individual
KUB debt issues, but the board approves the budget. Payments “in lieu
of taxes” to the city follow Tennessee state law and are based on net
plant value and gross operating revenue. In neither city does the coun-
cil or mayor exercise control over board agendas, board decisions, util-
ity personnel, or operations.2?

The Knoxville Charter gives the KUB authority to hire its own legal
advisor and staff. In Jacksonville, as in Los Angeles, city attorney
staff represents the utility. To hire outside counsel, JEA must obtain ap-
proval of the city attorney but not the city council.

The governance systems in Jacksonville and Knoxville were de-
signed to distance utility daily operations from city politics, and they
appear to work quite well. JEA and KUB are highly regarded both in
their cities and by the U.S. public power community. Although JEA and
KUB operate with considerable independence, in each case the board,
CEO, and other top managers regularly stay in close touch with the
mayor and city council. As one executive told us, “We routinely tell the
mayor and council what we’re planning and how we’re doing, even
though we’re not legally obliged to do so. . . . That’s just good politics
and good business.”

C1Ty-OWNED CORPORATION

A third governance model involves “corporatization,” that is,
changing the utility’s organizational structure from a city department
to a city-owned corporation. The motivation is to improve utility op-
erations and simplify governance, usually in response to or in antici-
pation of competition. While most electric utility corporatization has
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Table 4.1
Governance Comparisons: DWP and Independent City Agencies
Governance DWP Under Jacksonville Energy Knoxville Utilities
Structure New Charter Authority Board
Utility structure and size  City department Independent city agency  Independent city agency
(1998 electricity revenue  ($2,163) ($777) ($296)

in millions)

Governing board

Board authority

Authority delegated to
CEO

Authority retained by
council

Legal staffing

Payments to city

Five-member commission;
five-year, staggered terms
Members appointed by
mayor, confirmed by
council

Mayor may remove with-
out council approval

Hires and fires CEO with
mayor and council ap-
proval

Hiring up to 16 exempt
positions with mayor’s
approval, unless council
vetoes by two-thirds vote
Customer contracts
within council guidelines;
Procurement <$150K

Approval of rates

Job classification and
compensation
Procurement >$150K
Real property sales/leases
New debt authorization
Capital project approval
Entering new businesses
Customer contract
guidelines

Veto of any commission
decision by two-thirds
vote

Qutside legal counsel ap-
proval

Provided by city attorney
Outside legal counsel
must be approved by
council and city attorney
5% of operating revenue
Ratepayers pay utility tax

Seven-member board;
four-year, staggered terms;
two-term limit

Members appointed by
mayor, confirmed by
council

Mayor may remove with
two-thirds council ap-
proval

Hires and fires CEO
Rate setting

Individual debt issues
Entering new businesses
Hiring 150 exempt posi-
tions and other personnel
matters

Customer contracts

Real property sales/leases
Procurement

JEA budget approval
Overall debt limits

JEA payments to city (ne-
gotiated every five years)
JEA Charter amendments
by two-thirds vote with
mayor’s approval, four-

fifths without

Provided by city attorney
Outside legal counsel
must be approved by city
attorney

5.5 mils per kwh with
minimum base of $58
million in 1998
Ratepayers pay utility tax

Seven-member board;
seven-year, staggered
terms; two-term limit
Members appointed by
mayor from list of five
names submitted by
board, confirmed by
council

Removal only for cause

by four-fifths board vote

Hires and fires CEO
Rate setting

KUB budget approval
Entering new businesses
Hiring 30 exempt posi-
tions and other personnel
matters

Customer contracts

Real property salesfleases
Procurement

Individual debt issue ap-
proval

Board hires legal advisor

Payments “in lieu of
taxes,” based on net plant
value and gross operating
earnings
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occurred outside the United States—in Canada, the United Kingdom,
Germany, Australia, and New Zealand, among other countries—it is of
growing interest to U.S. municipal utilities as they prepare for com-
petitive electricity markets.30 Corporatization of the small municipal
utility in Safford, Arizona, was highlighted at the 1999 annual meeting
of the American Public Power Association (Mecham, 1999).

The recent corporatization of Toronto Hydro, the second-largest
municipally owned utility in North America (after DWP), seems par-
ticularly relevant to this discussion.3! Toronto Hydro was restruc-
tured under the 1996 Ontario Energy Competition Act, which re-
quires all municipal electric utilities in the province to incorporate by
November 2000. At that time, customers will be able to purchase
electricity from competitive suppliers and have their bills unbundled to
show separate charges for generation, transmission, and distribution.32
The Toronto Hydro restructuring also amalgamates the City of
Toronto’s utility operations with those of six adjacent municipali-
ties.33

Under the Shareholder Agreement adopted by the Toronto City
Council in June 1999, the city transferred all “employees, assets, lia-
bilities, rights, and obligations™ of its municipal utility to the Toronto
Hydro Corporation, a corporation established under the Ontario Busi-
ness Corporations Act with the city as the sole shareholder (Toronto,
1999b). The corporation’s 11-member board of directors is appointed
by the city council for fixed, staggered terms (Table 4.2). Currently,
three city council members and eight other citizens serve as directors.
The council may remove or replace directors at any time.

As sole shareholder, the council has rights to amend the corpora-
tion’s bylaws, change the board structure or share structure, and con-
trol any change of ownership, dissolution of the corporation, or sale of
“all or substantially all” of its assets. The council also retains author-
ity under the Shareholder Agreement to approve new debt issues, an-
nual capital outlays above $170 million, and any service expansion be-
yond Toronto Hydro’s current territory. Except for these reserved
powers, the board has full authority to “supervise the management of
the business and affairs of the Corporation.”
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The board delegates to the CEO “the management of the business
and affairs of the Corporation,” including personnel, customer con-
tracts, procurement, property management, and the hiring of legal
staff and advisors.

When incorporation took place in June 1999, the city received
$100 million in cash and $34 million in surplus assets from the cor-
poration (Toronto Hydro, 2000). The city also stipulated that of the as-
sets it transferred to the corporation, about 60 percent constituted debt
on which the city will receive interest payments of more than $60 mil-
lion per year. The city also expects the corporation to pay regular
dividends corresponding to two-thirds of gross operating earnings
from electricity distribution.34

While the Toronto Hydro restructuring is too recent to evaluate in
terms of operating results, it appears to be moving ahead after sur-
mounting a number of initial obstacles. Many Toronto citizens objected
to the amalgamation bill as having been forced on them by a politically
conservative provincial legislature. Labor leaders objected to a com-
panion bill as limiting their right to strike and other worker rights dur-
ing the transition (Ontario, 1997). The amalgamation required har-
monization of some 55 collective bargaining agreements from seven
separate municipalities covering nearly 5,000 job classifications. Much
in the way of implementation remains to be done. And some saw cor-
poratization as merely a stalking horse for privatization of Toronto
Hydro.

The Toronto City Council, however, has affirmed its commitment
to operating Toronto Hydro as a city-owned utility. The council’s
Strategic Policies and Priorities Committee emphasizes the benefits of
continued public ownership: “As a major player in the competitive in-
dustry, Toronto Hydro could be influential in ensuring that energy con-
servation and environmental responsibility are retained as important is-
sues for consumers.” The committee further recommends “that
Council leave open the option for Toronto Hydro to develop and invest
in the nonregulated, competitive businesses permitted by legislation
whenever there is a good business case, risks are reasonable, and re-
turns are satisfactory. . . . However, care must be taken by Council to
permit the new board to operate on a commercially prudent basis if it
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Governance Comparisons: DWP, City-Owned Corporation, and
Municipal Utility District

DWP Under

Sacramento Municipal

Governance Structure New Charter Toronto Hydro Corp. Utility District
Utility structure and size ~ City department City-owned corporation ~ Municipal Utility District
(1998 electricity revenue  ($2,163) $1,246 (US.$) ($766)

in millions)

Governing board

Board authority

Authority delegated to
CEO

Authority retained by
council

Legal staffing

Payments to city

Five-member commission
Five-year, staggered terms
Members appointed by
mayor, confirmed by
council

Mayor may remove with-
out council approval

Hires and fires CEO with
mayor and council ap-

proval

Hiring up to 16 exempt

positions with mayor’s ap-

proval, unless council ve-
toes by two-thirds vote
Customer contracts
within council guidelines
Procurement <$150K

Approval of rates

Job classification and
compensation
Procurement >$150K
Real property sales/leases
New debt authorization
Capital project approval
Entering new businesses
Customer contract guide-
lines

Veto of any commission
decision by two-thirds
vote

Outside legal counsel ap-
proval

Provided by city attorney
Outside legal counsel
must be approved by
council and city attorney
5% of operating revenue
Ratepayers pay utility tax

11-member board of di-
rectors

18-month terms for city
councilors, three-year
staggered terms for others
Members may be replaced
at any time by council
majority vote

All powers except those
reserved to city council as

shareholder

Alf personnel matters
Customer contracts
Procurement

Real property sales/leases
Hiring legal staff
“Management of the busi-
ness”

Bylaw amendments
Board structure

Share structure or sales
Dissolution or sale of
“substantially all” assets
New debt issues
Approval of annual capi-
tal outlays >$170 million
Service expansion beyond
Toronto

Ontario Energy Board
Mmust approve rates

Hired by CEO

Two-thirds of operating
cash flow of distribution
company

Interest on city debt
Initial transfer of $134
million on incorporation

Seven-member board,
elected by voters for four-
year, staggered terms

All powers as authorized
under the California Mu-
nicipal District Act of
1921

Most personnel matters
Procurement <$100K
Day-to-day management
as delegated by board

Board is legislative body
of the district

Hired by board

The Sacramento Munici-
pal Utility District makes
no direct payments, but
ratepayers pay utility tax
to cities
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is to enter the competitive market. The pursuit of a nonprofit agenda
could result in a nonviable business.” (Toronto, 1999a.)

Municrpar UtiLiTy DISTRICT

Under California’s Municipal Utility District (MUD) Act, county
voters can establish a separate public agency to provide electricity,
water, transportation, or other utility services countywide or within a
specified district of the county. If approved by the voters, such a MUD
has the same powers as other public agencies, including powers “to sue
and be sued, contract, eminent domain, purchase, issue bonds under
several authorizing acts, own property and provide utility works and
services.” (Beck, 1996¢.) A MUD is governed by an elected board of di-
rectors, with each director representing a specific ward as set out by the
county board of supervisors.

As an illustration of MUD governance in California (see Table 4.2),
the Sacramento Municipal Utility District (SMUD) Board of Directors
has seven members elected for staggered, four-year terms. Directors
must be residents of the wards from which they are nominated. How-
ever, every voter in the district may vote for all the directors to be
elected. SMUD is subject to the Brown Act, so that board meetings are
open to the public and must be held at least once a month.

The board appoints a general manager who serves at its pleasure,
and it can create or abolish other positions and set salaries as it sees fit.
The SMUD Board delegates most personnel decisions to the general
manager, so long as they are in accordance with the district’s own civil
service provisions. No more than 2 percent of appointments can be ex-
empt from civil service. The MUD Act explicitly states that the board
may appoint an attorney who serves as the legal advisor to the district.

The SMUD Board generally has broad authority over the district,
including setting public tariffs (after a public hearing) and approving
customer and supplier contracts. In 1997, the board approved an eco-
nomic development discount for Intel Corp. in Folsom, California,
whereby Intel’s base electricity rate would drop by 25 percent if the
company added another 600 jobs in the next two years. SMUD offers
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similar discounts to other companies. For procurement, awards over
$50,000 must be offered to the lowest responsible bidder. The general
manager may determine the lowest responsible bidder for contracts of
less than $100,000.

SMUD has full authority to incur indebtedness and issue general
obligation (GO) or revenue bonds. However, voter approval by a two-
thirds margin is generally required for new GO bonds, so that munic-
ipal utilities rely on bonds backed by their own revenues. The MUD
Act requires a municipal utility district to have eight years of operating
experience before it can issue revenue bonds.

In 1997, SMUD became California’s first municipal electric utility
to offer direct access to some of its commercial and industrial cus-
tomers. It plans to give all its customers direct access to competitive
suppliers by 2002. SMUD’s strategy to prepare for competition has
been to freeze prices for five years through 2002, keep rates 5 percent
lower than competitors’, and implement a debt-reduction program
(SMUD, 1999).

Although SMUD has much more autonomy than a city department
and can respond more quickly to competitive changes, converting
DWP into a new MUD in Los Angeles would require political approval
at several levels. First, the city council would have to pass a resolution
calling for the Los Angeles County Board of Supervisors to hold an
election to establish the MUD. The supervisors would then submit the
proposal to the Local Agency Formation Commission (LAFCO) for
analysis and approval. If approved by LAFCO, the proposal would be
placed on the ballot at a county election, while the requisite city char-
ter amendments would be submitted to city voters. If both county
and city voters passed these measures, the new MUD could be estab-
lished. For the new entity to be fully functional, however, the Califor-
nia legislature would then have to pass special legislation to permit the
MUD to sell revenue bonds prior to its establishing an eight-year op-
erating history. Converting DWP into a MUD thus would require
closely coordinated legislation at the city, county, and state levels, as
well as approval from city and county voters. Once established with its
separately elected board, a MUD would be well insulated from change
or control by other local officials.



32 GOVERNANCE IN A CHANGING MARKET

JOINT POWERS AGENCY

Under the California Joint Powers Act, two or more cities, coun-
ties, or other public agencies can create a Joint Powers Agency (JPA) to
manage electricity generation and transmission facilities or other util-
ity operations. Each participating agency executes a Joint Powers
Agreement specifying the JPA’s structure, scope, and powers.3S The JPA
is governed by a board of directors whose members represent the par-
ticipating agencies and are usually appointed by each participant’s
governing body.

The Joint Powers Act grants broad authorities to a JPA to own
property, incur debt and issue revenue bonds, purchase, contract, sue
and be sued, provide utility services and set rates for them, and engage
in selected other municipal enterprises. It may participate in a member
agency’s civil service system, although it is not required to do so. One
significant restriction is that a JPA cannot issue revenue bonds to ac-
quire or construct electric or water distribution facilities.

One JPA, the Southern California Public Power Authority (SCPPA),
comprises DWP, nine other municipal utilities, and the Imperial Irri-
gation District. It was formed in 1980 to finance the acquisition of gen-
eration and transmission facilities for its members. The 11 SCPPA di-
rectors are the general managers of its member utilities;3¢ each utility
gets one vote, However, on issues concerning specific projects, each util-
ity’s vote is weighted according to its financial contribution to the
project. This means that a majority stakeholder in a project can effec-
tively dictate SCPPA policies and actions for that project.

SCPPA operates on an annual budget of less than $1 million with
a staff of three full-time and 10 contract employees. It is a financing
rather than an operating organization, unlike its counterpart, the
Northern California Power Authority (NCPA), which has 170 em-
ployees, operates power plants, and runs power pools.

A JPA has potential advantages of flexibility and, through its ap-
pointed board, some independence from local politics. However, the
loss of direct control can make local elected officials less than enthu-
siastic about transferring assets and authorities to a JPA. The restriction
against using revenue bonds to acquire distribution facilities also poses
a major problem for a utility that intends to offer retail as well as
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wholesale services. Although some approaches have been suggested to
finesse the distribution facilities issue,3” restructuring DWP into a JPA
might well require new California legislation to amend the Joint Pow-
ers Act.






Chapter 5

Governance Options for DWP

DWP’s existing governance system appears overly complex, cum-
bersome, and bureaucratic—particularly when compared with other
municipal utility structures described in Chapter 4. In the short run,
some procedural changes could improve decisionmaking and over-
sight within the department’s current structure. But in light of the
city’s need to decide whether or not to open the Los Angeles electricity
market to competition, serious consideration of more streamlined gov-
ernance structures for a competitive, municipally owned utility seems
in order.

Our review of other municipal utility experience, as well as new
governance models discussed in our interviews with stakeholders, sug-
gests two principal alternatives to the status quo:

* Create a city-owned corporation to provide utility services.
® Create a more independent city agency governed by a strong
board or commission.

Because of the need for state legislation and for other reasons
outlined in the previous section, the options of establishing a new
MUD or a JPA appear more difficult to achieve. If passed by county
voters, however, a MUD would also be the structure most resistant to
change by or influence from local elected officials.

Creating either a city-owned corporation or a more independent
city agency with a strong governing board would be controversial
and would require amending the city charter significantly. Conse-
quently, we also explore a third, but probably less effective, option:

* Modify the existing structure to improve DWP governance.

These three options are discussed below, and their basic governance
functions are compared with the status quo in Table 5.1.

35
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Table 5.1

Governance Options for DWP

Structure and DWP Status Quo City-Owned Strong Board or Modified
Governance (New Charter) Corporation Commission Status Quo
Structure City department Corporation? Independent Agency?  City department
Governing board Five-member com- Board of directors, Seven to nine member  Five-member com-
term of office, selec-  mission; five-year, seven to nine mem-  commission with mission; five-year,
tion, and removal staggered terms bers with staggered ~ staggered terms? staggered terms
Mayor appoints, terms? Mayor appoints, Mayor appoints,
council confirms Mayor appoints, council confirms council confirms
Mayor may remove  coungcil confirms Mayor may remove ~ Mayor may remove
without councilap- ~ Mayor may remove  with two-thirds coun-  with council majority
proval with two-thirds coun-  cil approval® approval?
cil approval?
General manager or ~ Board appoints with ~ Board appointsand ~ Board appointsand ~ Same as status quo
CEO mayor and council ~ may remove? may remove?
approval
Board may remove
with mayor’s ap-
proval unless vetoed
by two-thirds council
vote
Other employee Civil service except ~ Corporation operates Agency operates sepa- Same as status quo,
status for 16 exempt posi-  separate personnel rate personnel system  but with more delega-
tions, requiring system? under general over-  tion to DWP manage-
mayor’s approval un- sight of council® ment and commission
less vetoed by two-
thirds council vote
Legal staffing Provided by cityat-  Board appoints legal  Board appoints legal ~ Board appoints legal
torney; councilalso  advisor? advisor? advisor with city at-
approves use of out- torney and council
side counsel approval®
Authorities retained ~ Approve rates Approve rates Approve rates Same as status quo,
by city council Authorize new debt ~ Authorize new debt  Authorize new debt  but with more for-
Approve joint capital ~ Represent city assole ~ General policy over-  bearance and delega-
projects shareholder, butno  sight of board and tion to DWP manage-
Job classification and ~ Prop. 5 veto power?  agency, butno Prop.  ment and commission
compensation 5 veto power?
Approve procurement
>$150K
Set customer contract
guidelines
Approve property
sales/leases
Can veto any board
decision (Prop. 5}
Other limits on board  CAO approves Open board meetings  Open board meetings  Open board meetings
authority agenda items (ED39)  under Brown Act under Brown Act under Brown Act
Open board meetings
under Brown Act
Payments to city 5% of operating 5% of operating 5% of operating 5% of operating
revenue revenue revenue revenue

2 Requires city charter amendment.
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Ort1ioN 1: A CrTy-OWNED CORPORATION TO PROVIDE
UTiLIrTy SERVICES

Forming a city-owned corporation, with a strong board of direc-
tors removed from day-to-day city politics, would give DWP much
greater flexibility, encourage operating efficiencies, and enable the
utility to respond more quickly to the marketplace. The recent incor-
poration of Toronto’s municipal utility shows that this is a realistic al-
ternative if desired by Los Angeles elected officials and voters.

Under this option, voters would be asked to approve city charter
amendments that would transfer DWP’ assets and operations to a
newly formed California nonprofit corporation,3$ governed by a board
of directors with the city as sole shareholder. For clarity, we describe
here a specific governance structure, but the corporate form is very flex-
ible and would permit a variety of other implementations.

The corporation’s board of directors would have authority to hire
and fire a general manager or CEO—to whom it would delegate day-
to-day decisions—as well as a chief legal advisor. The board would be
responsible for overseeing all of the utility’s operations except for
those expressly reserved to the mayor, council, or other city officials.
The council would retain its power to approve rates, authorize new
debt, and generally represent the city as sole shareholder. However, it
would not have Prop. 5 veto power over board decisions.

Political accountability of the utility to the city’s elected officials
would primarily reside in the power of the mayor and council to ap-
point and remove directors. The most straightforward approach is for
the mayor to appoint and the council to confirm all directors, al-
though dividing appointments between mayor and council or other
variations would be feasible.3 Terms would be staggered, and re-
moval of a director by the mayor would require a supermajority vote
of the council. We would recommend expanding the board to at least
seven and up to nine members to be representative of the city and en-
compass the business, financial, and other skills required to oversee the
utility’s management and operations. However, we do not recommend
earmarking board seats for specific qualifications or constituencies.

Unless specifically restricted by charter or ordinance, a city-owned
corporation would have more flexibility than a city agency to attract
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managers and skilled professionals, offer financial incentives for per-
formance, negotiate with customers and suppliers, and operate in a
businesslike fashion. It would use generally accepted accounting prin-
ciples (GAAP) and file financial reports, as other corporate utilities do.
Corporatization would enable Los Angeles’s municipal utility to com-
pete most effectively head-to-head with investor-owned utilities and
other private corporations while retaining the benefits of public own-
ership (Poole, 1998).

This option would require voter approval of several amendments
to the city charter as well as the necessary implementing ordinances.
The charter amendments could include a provision to maintain utility
payments to the city’s general fund at 5 percent of operating revenue,
unless limited by bond covenants or other charter provisions. And to
dampen concern that corporatization might inexorably lead to pri-
vatization, the charter could require voter approval for any change in
the city’s 100 percent ownership of the utility.

OrTION 2: AN INDEPENDENT CITY AGENCY WITH A
STRONG GOVERNING BOARD

DWP could operate more flexibly and efficiently as a city agency if
it had a single, strong governing board or commission that was more
insulated from day-to-day politics but still responsive to public con-
cerns. This was basically the model for the Board of Water and Power
Commissioners in the 1925 City Charter. Although the strong com-
mission model no longer exists in Los Angeles (as discussed in Chapter
2), it works well for the municipal utilities in Jacksonville and
Knoxville.

Governance would be similar to that described above for a city-
owned corporation. We would recommend expanding the current
commission to seven to nine members who would be appointed by the
mayor and confirmed by the council, or appointments could be divided
between mayor and council.40 To provide board continuity and inde-
pendence, members would serve staggered terms and have some pro-
tection against arbitrary removal. In Jacksonville, for example, the
mayor’s removal of a board member requires council approval by a



GOVERNANCE OPTIONS FOR DWP 39

two-thirds vote. As in Option 1, the charter would not specify qualifi-
cations for individual commissioners, but the commission as a whole
should be broadly representative of the city and have the requisite ex-
perience and skills to oversee the utility.41

The commission would have full authority to appoint and remove
a general manager. Under broad general policies set out by the mayor
and council, the commission would be responsible for specific policy
for and oversight of all aspects of the utility’s normal operations. The
commission would delegate day-to-day management decisions to the
general manager, subject to board oversight.

The council would retain its authority to approve rates, authorize
new debt, and provide general policy guidance to the commission, but
it would not have Prop. 5 veto power over commission decisions. On
personnel matters, we recommend giving the commission as much
flexibility and autonomy as is practically possible.42

This option would also require voter approval of several amend-
ments to the city charter as well as the necessary implementing ordi-
nances. The charter amendments could again include a provision to
maintain utility payments to the city’s general fund at 5 percent of op-
erating revenue, unless limited by bond covenants or other charter pro-
visions.

OprTION 3: MODIFICATIONS OF THE EXISTING
STRUCTURE TO IMPROVE DWP GOVERNANCE

Although the currently divided authorities among mayor, council,
and commission are cumbersome and often conflicting, governance and
decisonmaking could be improved somewhat within DWP’ existing
structure. The goals would be to focus governance on policy issues,
limit political involvement in routine business matters, and streamline
approval processes. The changes listed below would not advance these
goals as effectively as restructuring under the first two options. How-
ever, with two exceptions as noted below, they would not require new
charter amendments or other major structural changes.
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Expect DWP Commissioners to Serve Full Five-Year Terms

In a more competitive environment, DWP needs knowledgeable
and experienced commissioners who can make decisions primarily
based on their independent judgment. The commission must remain
politically responsible to the mayor and council, but it should be in-
sulated from undue political influences on normal DWP business mat-
ters.

Under both the old and new charters, commissioners are appointed
to five-year, staggered terms by the mayor and are confirmed by the
council. It is a fiction however, that they serve out their full terms—un-
less the current mayor wants them to. The mayor can remove com-
missioners at any time under the new charter. And although not re-
quired to do so under the charter, commissioners by custom offer
their resignations after a mayoral election so that a new mayor can ap-
point his or her own commission.

To maintain independence and continuity, DWP commissioners
could be expected to serve out their terms unless there is cause for their
removal. They would not resign when a new mayor is elected.** The
appropriate model is the Ethics Commission, whose members can be
removed by the mayor only with council approval or for cause by a
two-thirds vote of the council .44

This change would require a charter amendment.

Enable DWP to Hire a Legal Advisor and Staff

An enterprise as large and complex as DWP needs a chief legal ad-
visor who is directly responsible to the board and general manager.
DWP also needs attorneys with specialized knowledge of water, power,
and environmental law. The current system, in which the city attorney’s
office provides legal services to the department, handles many routine
matters satisfactorily but does not provide the rapid response and full
range of expertise that DWP requires.

The Board of Water and Power Commissioners could be autho-
rized to appoint a chief legal advisor who will report to the general
manager and the board. If the current departmental structure is re-
tained, having the city attorney and/or the council approve this ap-
pointment may be necessary and appropriate. The legal advisor should
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be able to hire a small staff and retain outside counsel using the de-
partment’s funds.
This change would require a charter amendment.

Eliminate Formal CAO Review of Commission Agenda Items

While citywide coordination of the departments is an important
function of the mayor’s office, the current use of ED39 to control
commission agendas seems heavy-handed. In DWP’s case, requiring
formal CAO review and approval of individual agenda items under
ED39 results, for the most part, in unnecessary paperwork and delay.

Coordination can surely be handled less bureaucratically. The
mayor’s staff assigned to monitor each commission can readily obtain
the agenda before a commission meeting. If the mayor’s office has a
problem with an agenda item, staff can request that the item be con-
tinued or removed from the agenda. Regular, informal consultation
with the mayor’s office rather than formal ED39 review would speed
up and, we believe, improve the decisionmaking processes of the Water
and Power Commission.

This change can be made by the mayor. It does not require council
or voter approval.

Eliminate Council Oversight of DWP Routine Business Matters
Even though the existing structure mandates council oversight of
DWP operations, a more competitive environment will demand more
delegation of authority and some forbearance. Specific steps for the
council to consider include giving DWP management more flexibility to

¢ make larger procurement awards (up to $500,000 or $1 mil-
lion);

* negotiate long-term customer contracts within a broader range;

* sell or transfer surplus real property;

* expedite hiring of technical and marketing employees; and

® exercise greater autonomy in other personnel matters.

Most important, the council can forbear using its review and veto
powers under Prop. 5 for oversight of DWP contracting and other busi-
ness decisions. Whatever the outcome of council reconsideration, Prop. 5
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has a chilling effect on DWP management and commission decisions.
The threat of Prop. 5 veto fosters bureaucratic delay, takes up scarce
management time, encourages more paperwork to justify decisions and
adds uncertainty to normal business dealings. The impacts appear to be
significant and inimical to doing business in the private world.

These changes can be implemented by the council.4

DiscussioN: RATIONALE FOR AND OBJECTIONS TO
RESTRUCTURING

All three options discussed above maintain the primary public
benefits of a municipal utility:

e Local ownership.

¢ Tocal rate setting authority.

* Tax-exempt financing and preferences in purchasing federal
power.

e Exemption from most income, property, and business taxes.

¢ Sensitivity to local economic development, the environment,
and other social goals.

¢ Commitment to make direct transfers to the city’s general fund.

Each option also keeps the utility’s governing board accountable to
city elected officials.

The corporatization and independent city agency options would go
furthest in helping DWP become more efficient, businesslike, and re-
sponsive to changing market conditions. However, these options re-
quire substantial changes from the status quo to invest primary gov-
ernance responsibility in a single board. Restructuring would give the
new board considerably more authority to oversee the utility and
would deliberately distance the board and utility from day-to-day
oversight by the mayor and council.46

A variety of objections to such restructuring were raised during our
interviews. Some people believe that, after downsizing and with its
debt-reduction programs, DWP operates well enough today. Despite di-
vided governance and relatively long decision processes, they argue,
DWP’s advantages of low-cost debt and exemption from income and
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property taxes will enable it to compete effectively for the foreseeable
future. Because the system works adequately (if creakily) now, it does
not need to be fixed.

Others contend that many of the governance problems DWP per-
ceives are exacerbated, if not caused, by poor staff work and inade-
quate communication between the department and the mayor’s office,
CAO, CLA, and council. Some in city government believe that DWP
does not “work the system” nearly as well as it could and should.
Moreover, they say, DWP does not have the internal competence in fi-
nance, personnel, and other areas to function as an independent entity.

A third recurring theme is that the current governance system
maintains the checks and balances needed to ensure that DWP serves
overall city objectives. The department’s mission is to supply water and
power services reliably and at low cost, but it also provides other
public benefits, such as supporting community activities, requiring
contractors to comply with the city’s Living Wage Ordinance, and
giving other city departments first crack at surplus properties. At the re-
quest of elected city officials, DWP also helps fund other public proj-
ects. Close oversight by the mayor’s office and council thus is necessary
to see that such broad, citywide objectives are achieved. A variation on
this theme states that public agencies must be held to higher ethical
standards than are private enterprises, which again requires close ac-
countability to elected officials and their staffs.

Finally, some argue that giving DWP and its board more autonomy
would set a poor precedent and encourage other departments and
commissions to seek independence from the mayor and council. If
the Water and Power Commission were freed from ED39 and Prop. 5
review, what would prevent the Airport and Harbor Commissions, and
indeed all city commissions, from receiving the same exemptions? Ac-
cording to this argument, changing DWP’s governance structure would
inevitably lead to agency balkanization and the loss of citywide coor-
dination by the mayor and council.

Some of these points can be discussed in concrete terms—e.g.,
what additional internal financial staff capacity would DWP need to
operate as a corporation? But others raise a more fundamental issue
about the rationale for public utility ownership in Los Angeles. Should
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DWP be run as a public business, emphasizing reliable service, low con-
sumer rates, and cash transfers to the city, while still providing local
economic development and environmental leadership, or should it
also serve broader social and political agendas? The current governance
system tries to meld these two philosophies, and it has successfully
done so with DWP as a monopoly provider. In a competitive environ-
ment, however, the two goals will increasingly clash, and the city
might not be able to satisfy both.



Chapter 6

What Comes Next?

Electricity deregulation has suddenly become a political hot potato.
The hot summer of 2000 brought unexpectedly higher demand for
power in California, with blackouts in the Bay Area, sharp spikes in the
wholesale price of electricity, and a doubling of retail prices for cus-
tomers of San Diego Gas & Electric, the first investor-owned utility to
be fully deregulated. Retail prices for customers of other IOUs also may
rise as the transitional rate ceilings under the state deregulation plan
phase out by December 31, 2001. As a consequence, customers and
government officials fought successfully this summer to cap wholesale
spot prices, and some are demanding that deregulation be rescinded or
at least substantially revised (Brooks, 2000; Smith, 2000; Vogel, 2000).

Throughout the crisis, DWP not only kept rates stable and con-
tinued to reduce debt, but it has earned substantial profits by selling
electricity it generates to the California Independent System Operator.
Whereas the IOUs sold off their generating facilities under the state
deregulation plan, DWP still maintains substantial reserves. In August
2000, DWP persuaded the council to authorize selling its share in the
Mohave coal-fired power plant in favor of a plan to upgrade cleaner
generating plants within the L.A. basin. A recent opinion piece in the
Los Angeles Times called DWP “The Unexpected Hero in a Deregu-
lated Electricity Market” and recommended that the city “say ‘no’ to
deregulation” (Erie and Phillips, 2000).

" Is it necessary or desirable to deregulate electricity prices and per-
mit direct access competition in Los Angeles? In the short run, the an-
swer is clearly no. But in the longer run, if and when the wild price fluc-
tuations observed this summer settle down and orderly electricity
markets again become the norm, the question will arise again. We be-
lieve this is likely to occur in the 2002-2004 time frame as new gener-
ation capacity comes into service in California, and the IOUs and the
California ISO gain more experience in stabilizing electricity mar-
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kets.#7 While city, state, and federal governments stand ready to act to
protect consumers from large, short-term price increases, we do not ex-
pect them to reverse the underlying trend toward encouraging more
competition among electricity suppliers.48

Whether or not the Los Angeles electricity market is opened to
competition, DWP’s governance needs simplification and streamlining.
We believe that the restructuring options of corporatization or gover-
nance by a strong commission deserve serious attention. Under its
current governance structure—even with the modifications recom-
mended in Option 3—DWP would find itself severely constrained in
meeting the competition from more agile private firms that we expect
to emerge around 2002-2003. In principle, a city-owned corporation
(Option 1) could have more operational flexibility than an independent
city agency (Option 2), but either form would support faster decision-
making and greater responsiveness than does the present structure. Es-
tablishing a single governing board, with clear authority and consid-
erable independence from day-to-day political influences, seems a
prerequisite for success in a more competitive marketplace.

The issues of DWP governance and possible restructuring are nec-
essarily linked to the council’s consideration of whether or when to
open the Los Angeles electricity market. Even if the council’s decision
on direct access is not made until 2002 or later, discussion and debate
should begin soon. The public needs to become aware of issues that,
while often technical and complex, will directly affect them as tax-
payers and ratepayers. The effects of competition on DWP, its em-
ployees, its customers, and the city as a whole need to be more fully ex-
plored. Possible charter amendments need to be vetted by the council
before they can be put before the voters. These issues also are likely to
arise in city council races and in the mayoral election of 2001.

Whatever the council’s decision on direct access competition, DWP
must improve its decisionmaking pace and processes. It must run
faster in the future to stay competitive. Strengthening its governance
structure seems essential to ensuring reliable electricity supplies, low
rates, and adequate payments to the city, as well as to maintaining Los
Angeles’s leadership among the nation’s municipal utilities.



Appendix: A Brief History of DWP”

In December 1902, the voters of Los Angeles created a Water De-
partment by amending the city charter. The amendment placed control
of the department in the hands of an appointed, five-member com-
mission. The commissioners were to be appointed by the mayor and
confirmed by the council. They were to serve staggered, four-year
terms and no more than three of them were permitted to be members
of the same political party. No one could be appointed a commissioner
who had not resided in the city for five years.

Burton Hunter (1933, pp. 105-106) described the governance of
the Water Department in a book published in 1933:

This board elected its own president, who served for one year
at a salary of $3000 and was the executive officer of the water
department. The superintendent of waterworks, the water
overseer, the secretary and all employees of the department
were appointed by the board, which had the power to deter-
mine the number of its employees, fix their hours of work
and rates of pay and require bonds from any or all of them.

All moneys received from the sale or use of water were placed
in the water revenue fund and such fund was under the com-
plete control of the board, except that the council might ap-
portion by ordinance such amount as was required to meet
principal and interest payments on outstanding waterworks
bonds. Also while water rates were fixed by the commission,
the approval of the council was required.’0

Three members constituted a quorum; but a vote of three was
required on any action involving the making of a contract, au-
diting a bill, expending money or incurring debt. The city au-
ditor handled demands on the water revenue fund in the same
manner as those on the school and library funds, demands re-
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quiring the signature of the president, or in his absence two
members, and the secretary. Competitive bidding on purchases
over $500 with award to the lowest responsible bidder was
mandatory. A monthly report and an annual report to the
council were required.

The chief engineer of the Water Department began to look for an
additional source of water in 1904. In 19035, the city spent $1.5 million
to purchase water rights in the distant Owens Valley, looking forward
to building an aqueduct to the city. In 1907, the city approved a $23
million bond issue to pay for aqueduct construction. It was not until
after the city had approved the 1905 and 1907 bond issues that lead-
ers began to consider the electrical power that would be generated as
a by-product of the Owens Valley Aqueduct. In February 1909, the vot-
ers passed charter amendments to begin to deal with disposal of the
hydroelectric power the city would soon possess. The amendments em-
powered the city “[t]o provide for supplying the city with . . . electric-
ity . . . or with other means of heat, illumination or power; and to ac-
quire or construct and to lease or operate . . . plants and equipments for
the production or transmission of . . . electricity, heat, refrigeration or
power, in any of their forms, by pipes, wires or other means; and to
incur a bonded indebtedness for any of such purposes.” (Charter of the
City of L.A., 1909, Section 7.)

In early fall 1909, the council appropriated $10,000 to finance pre-
liminary work and established a Bureau of L.A. Aqueduct Power. E. E.
Scattergood was made the chief electrical engineer, and a board of con-
sulting engineers was appointed. In September 1909, the Board of
Public Works recommended to the council a $3.5 million power bond
issue. The council set April 10, 1910, as the date for the power bond
election, and the voters gave the bond issue the necessary two-thirds
approval. On March 6, 1911, the public voted for municipal distribu-
tion of electricity, rather than sale of the city’s power to private power
companies, by approving a straw ballot measure.

At the same election, the public voted to create a Department of
Public Service with both a Water Bureau and a Power Bureau. The
Power Bureau had its own chief engineer and general manager, re-
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porting directly to the Board of Public Service Commissioners. The
Power Bureau had its own divisions for personnel, public relations,
building, maintenance, land and right-of-way acquisitions, and li-
brary. Each bureau was a “self-contained administrative unit.” (Van
Valen, 1964, p. 63.)

The Department of Public Service was headed by a board of com-
missioners very similar to the Water Commissioners that had pre-
ceded it. The only changes were that board members were to be ap-
pointed “without regard to their political opinions but with regard to
their fitness.” (Hunter, 1933, p. 131.) A “newly created power revenue
fund” was added to the charter. “The provisions relative to the water
revenue fund remained the same as originally written in 1903. The
power revenue fund was created along similar lines, except that por-
tions of it might be used for extending the business pertaining to elec-
tric power. . . . [In addition, tlerms were provided under which con-
tracts might be entered into to supply municipalities with water and
electric energy, as well as the sale of surplus to consumers outside the
city.” (Hunter, 1933, pp. 131-132.)

The 1911 charter amendments essentially provided for treating the
city’s electric business in much the same way as its water business. With
respect to city-owned utilities, then, the charter remained very similar
to the way it had looked in 1903. There was a substantial difference,
however, between the operation of the Water and Power Bureaus in
practice. The Water Bureau generally had no difficulty in obtaining
public approval of the general obligation bond issues it needed to ex-
tend the city’s ownership of necessary water resources. However, the
Power Bureau faced constant challenges at the hands of the private
power companies doing business in the City of Los Angeles. As a
matter of fact, the April 1913 bond issue with which the Power Bureau
sought to supplement the insufficient bond issue of 1910 was defeated
after a vigorous campaign by the private power companies—Los An-
geles Gas & Electric and Southern California Edison. The bond issue
succeeded when it was resubmitted in May 1914, but only because of
support from the Los Angeles Chamber of Commerce. Such support
would be a precondition for bond issue passage until 1947, when the
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Power Bureau acquired revenue bonding authority from a charter
amendment.

However, the structure of the Power Bureau changed in more
ways than simply in revenue bonding authority between 1911 and
1947. The most substantial change to the Power Bureau and the De-
partment of Public Service to which the bureau belonged to came
with the 1925 Charter. The new charter the city enacted in 1925 saw
substantial changes in terms of governance of the city’s utility business.
The 1925 Charter put a halt to the leadership of the department by the
salaried president of the board of commissioners. The new charter
made the board more like a board of directors and the general manager
more like a CEO. The Public Service Department was renamed and be-
came the Water and Power Department.

The board of water and power commissioners, five appointed
citizens with five-year term and fee fixed by charter, succeeded
the board of water commissioners and the board of public ser-
vice commissioners. It holds for the city and controls all water,
water rights, electric, the right to develop power, and all lands,
buildings and structures in connection therewith. It regulates
the use, sale and distribution of water and power, fixing rates
subject to ordinance approval; controls all water and power
bond funds, the water revenue fund and the power revenue
fund; makes its own budget; determines the number of its
own employees; fixes salaries; and appoints a general manager,
secretary and chief accountant. An annual report is made to
the mayor and council. . . .

The board may divide the department into two bureaus, the
bureau of waterworks and supply and the bureau of power
and light, and appoint a general manager, chief engineer, for
each bureau. “In case such division is not made, the general
manager of the department shall be the chief engineer of the
department and shall have recognized ability and broad expe-
rience in hydraulic and electrical engineering and the econom-
ics of water and electrical utilities. . . .”

The general manager, chief engineer of waterworks, chief elec-
trical engineer, auditor and cashier are the only positions in the
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department exempted from civil service by the charter. The
general manager, or general managers, makes all appoint-
ments, except those mentioned above as made by the

board. . ..

Specific provisions are included in the charter relative to the
sale of water and power to other municipalities, firms or per-
sons outside the city. The board may sue and be sued, and re-
quire the services of the city attorney free of charge. . . .

All revenue of the department is placed in either the water rev-
enue fund or the power revenue fund. Expenditures from such
funds can be made only in connection with the respective—
water or power—purposes for the operation and extension of
works, extension of business, a pension system for employees
and the payment of indebtedness. Any surplus may be re-
funded to the city but only upon approval of the board of
water and power commissioners, which is also empowered to
negotiate with ordinance approval for emergency loans
payable from revenue and not to exceed one-third of the gross
operating revenue for the prior fiscal year. (Hunter, 1933, pp.
227-229.)

Of course, the 1925 Charter has been amended extensively since
1925. Most of the amendments enacted from 1925 until the 1960s
have eased the business of the DWP. For example, charter amendments
in 1935 and 1940 allowed the Board of Water and Power Commis-
sioners to “make temporary arrangements for the interchange or sale
make arrangements

» <«

of electric power for not more than four years,
for the sale or interchange of electric power in connection with the uti-
lization of power from the Colorado River,” and “enter into contracts
with the national government pursuant to the Boulder Canyon Project
Adjustment Act to permit the delivery of electric energy to the city.”
(Bollens, 1963, p. 119.)5?

The DWP’s autonomy in financial operations was greatly enhanced
in these amendments. For example, in 1929, “[t]he need for emergen-
cies is deleted and the department is allowed to borrow if it determines
that the demand for service and the financial condition of the works
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justify doing so. The procedure, terms, and conditions of borrowing
must receive the approval of the council and the mayor.” (Bollens,
1963, p. 121.) Amendments in 1933 and 1935 allowed the board to
“borrow from the national or state government or any authorized
agency created by either of these governments” and “borrow from the
national or state government to acquire the electric system of the Los
Angeles Gas and Electric Corporation.” Finally, a 1947 amendment
separated the indebtedness of the department “from the general city
debt. The department can initiate short-term borrowing whenever it is
in the public interest.” (Bollens, 1963, p. 121.)

Other amendments during this period gave the department other
kinds of useful authority. For instance, a 1937 amendment allowed the
department to “establish and maintain a general system of retirement,
disability, and death benefits.” (Bollens, 1963, p. 120.) Subsequent
amendments in 1947, 1951, and 1957 served to “change the procedure
and amounts of benefits to be received under the retirement system of
the department.” (Bollens, 1963, p. 120.) Also, a 1963 amendment al-
lowed DWP “to provide hospital, medical, and surgical benefits to its
active and retired employees and their dependents.” (Bollens, 1963, p.
121.) These benefits made working for the DWP the most attractive
employment opportunity the city could offer and ensured that the de-
partment could draw the best civil servants. Another helpful amend-
ment was the 1937 charter amendment that allowed DWP to “extend
and promote the electric business of the department through conduct-
ing and holding annual expositions.” (Bollens, 1963, p. 121.)

Only one amendment from 1925 to 1963 had the effect of weak-
ening the autonomy of DWP. In 1941, the voters passed an amendment
indicating that “[a]n industrial and administrative survey is to be un-
dertaken at least every ten years or sooner at the discretion of the
mayor. This survey ascertains if the department is being operated most
efficiently and economically.” (Bollens, 1963, p. 121.) The degree to
which the autonomy of the DWP was sought can be indexed by a
“wish list” of amendments that the department requested from the city
in a September 10, 1940, communication. The DWP sought “[d]ivorce-
ment of the Department of Water and Power, to a substantial degree,
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from the city government, thereby establishing such Department as vir-
tually an autonomous entity.” (Ingram, forthcoming.)52

To achieve the autonomy of this substantial municipal divorce, the
department recommended a number of changes. Among these were the
removal of “appointing power from mayor and approval power from
Council”; instead, the charter would provide “for self-perpetuating
board with appointments subject to approval of mayor, and in event of
his disapproval, subject to approval by board of appointment.” Other
amendments would have replaced the city controller with a department
controller, the city treasurer with a department treasurer, the city’s civil
service system with a department civil service system, and the city at-
torney with a general counsel heading a “separate legal division” for
the department (Ingram, forthcoming, pp. 2-4).

The amendments suggested that the department, not the council,
should control the term and conditions of sale of real and personal
property. The council would also lose power to authorize the estab-
lishment of the reserve fund, as well as the approval of contracts
awarded without advertising for bids. The council would retain its ap-
proval of rates, but would approve them by resolution rather than by
ordinance to exempt them from the popular referendum. Other city of-
ficers would also have lost authority under the department’s ideal
charter. For instance, the board would “place surety bonds, rather than
city controller,” the mayor would no longer need to consent to the de-
partment’s transfer of funds between budget items, the city’s Civil Ser-
vice Board would relinquish approval of payrolls to the DWP’s own
civil service board, and the department’s general counsel (Ingram,
forthcoming) would approve contracts instead of the city attorney.

The DWP’s financial authority would have been greatly enhanced
by the recommended amendments. First, their changes provided “for
interest earned by any funds under the control of the department to be
credited to such funds. Under existing sections, interest on revenue
funds of department is credited to general fund of city.” Second, the
changes authorized “creation of reserve fund for purpose of conserving
and accumulating money which may be expended for general purposes
of department. Authority now exists for establishment of reserve funds
for special purposes only.” Third, the board’s discretion to transfer any
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and all surplus to the city would be replaced by a requirement of
“transfer of 5 percent of gross operating revenues for each fiscal year
to general fund.” (Ingram, forthcoming, p. 5.) Fourth, the department
would be authorized to issue 40-year revenue bonds rather than being
limited to 12-year ordinary borrowing and 20-year borrowing from the
federal government. Finally, the amendments would have allowed the
department to create new budget items during the fiscal year and to ap-
propriate in excess of budget amounts when actual revenues exceed es-
timates. No provision was made for mayor or council involvement in
any of these financial powers.

The DWP did not achieve most of these sought-after changes. In
fact, the enactment of some of the more routine amendments they
wanted in 1940 was also accompanied by a constraint—the require-
ment for the decennial industrial and administrative survey. In 1938,
Mayor Fletcher Bowron was elected through the recall process, and the
DWP had supported his recalled predecessor, Frank Shaw. The trend
toward amendments freeing the DWP from oversight by elected oftfi-
cials was effectively ended, and the goal of divorcement from munici-
pal control became chimerical. Mayors Norris Poulson, Sam Yorty, and
Tom Bradley—Bowron’s three successors in office—would not support
DWP’s quest for autonomy as earlier mayors had. Charter amendments
from the 1960s onward reduced the DWP’s autonomy, taking away its
independent salary-setting authority and giving the council the ability
to overturn every commission decision.

The main charter amendments that have reduced the autonomy of
DWP from elected officials are as follows: In 1977, an amendment
took away salary-setting authority from DWP and gave it to the coun-
cil (Section 86). In 1991, the DWP’s leasing authority was limited to
five years, including option clauses that used to allow for longer cu-
mulative terms (Section 220(6)). Later in 1991, Proposition § was
passed, allowing the council to review and overturn the decisions of the
commissions, including the Board of Water and Power Commissioners
(Section 32.3). In 1995, the power to appoint and remove the general
manager of DWP was transferred from the board to the mayor and
council (Section 79). In 1996, the decennial industrial and adminis-
trative survey was changed into an “industrial, economic and admin-
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istrative survey” to be performed every five years; it was also made
clear that this survey must be paid from DWP’s own funds (Section
220.3 repealed and Section 396 added).

However, it is not only charter amendments that have reduced the
DWP’s historic autonomy in recent years. In 1984, Mayor Bradley pro-
pounded an executive order—Executive Directive 39—that empowered
the CAO to act on behalf of the mayor in controlling the agenda of the
Water and Power Commission. Although some current and former city
officials believe that ED39 violates other sections of the charter and is
thus unenforceable, 53 it is still in effect and used routinely by the CAO
on behalf of the mayor.

The other source of the restriction of the DWP’s autonomy is cus-
tom. It has become customary for the members of the city’s commis-
sions, including the Board of Water and Power Commissioners, to re-
sign when a new mayor takes office:

This procedure had its origin in Mayor [John C.] Porter’s de-
mand that all commissioners submit their resignations to him
at the time he assumed office.

Elected on a reform platform, Bowron had promised a com-
plete removal of all Shaw appointees, and therefore demanded
the resignation of all commissioners. At the time of Poulson’s
inauguration the concept of commissioner responsibility had
reached the point where most resignations were presented to
him without any request on his part.

This practice has weakened the claim that under the existing
system of overlapping board appointments a mayor might
wait two years before he had a majority of his own appointees
on a board to support his policy proposals. Under the condi-
tions described he usually can accomplish this within a few
weeks after assuming office.

It should be noted that this custom is completely contrary to
the intentions of the framers of the charter. They created the
board form to provide a continuity of policy and insure inde-
pendence from a new mayor’s control for at least two years. In
essence the change has moved the pattern of operation closer
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to that of a single headed department, and consequently has
strengthened the office of mayor. (Abrahams, 1967.)

The days of a strong Board of Water and Power Commissioners,
which would press for charter amendments like those on the 1940
DWP “wish list,” are gone. The convergence of these changes—in
customs, the implementation of ED39, and charter amendments such
as Prop. S—has subjected the DWP to the control of Los Angeles’s
elected officials.



Endnotes

Figures are for the fiscal year ending June 30, 1999.

2 The origins and history of DWP are discussed further in Appendix A and more fully in In-
gram (1994).

3 As of this writing, however, DWP is earning a good profit by selling power from its gen-
erating plants to the CalPX.

In fact, DWP officials have always been concerned about competitive pressures from
Southern California Edison. Under its zonal pricing system, SCE has set lower rates near
Los Angeles city limits than in other areas. In Mayor Fletcher Bowron’s administration in
the late 1930s, SCE played a major behind-the-scenes role in securing a 5 percent, “suz-
plus” transfer from DWP to the city general fund. Thus, DWP has had to be on its com-
petitive guard (Erie, forthcoming).

We also did not examine possible restructuring or governance changes resulting from sep-
aration of DWP water and power operations or secession of the San Fernando Valley from
the City of Los Angeles.

6 See also McCarthy et al. (1998).

7 The general manager is called “chief engineer” in the current charter and traditionally has
had an engineering background. Controversy arose in the mid-1990s when William Mec-
Carley, who did not have an engineering background, was appointed as DWP general
manager. However, the city attorney supported the legality of McCarley’s appointment.
The new charter removes the engineering qualifications for the general manager.

8 By charter, the commission—not the general manager—heads the DWP, although its
powers are circumscribed as described in this chapter. The commission has “the power
. .. to make and enforce all necessary and desirable rules and regulations for the exercise
of powers and the performance of the duties conferred upon” it by the charter, “subject to
the provisions of this Charter and to such ordinances of the City” that do not conflict with
the charter (Old Charter, 1997, Section 78).

2 Previously, council approval was required to remove a commissioner.

10 “The board of each Proprietary Department shall appoint the general manager subject to
confirmation by the Mayor and Council, and shall remove the general manager subject to
confirmation by the Mayor” (New Charter, 1999, Section 604(a)). However, the general
manager may appeal his/her removal and be reinstated by a two-thirds vote of the coun-
cil within ten days of the appeal (New Charter, 1999, Section 508(e}).

11 «As a general rule, anything requiring the approval of the city council should first be sent
to the mayor for a review pursuant to Executive Directive 397 (emphasis in original).
(Dickenson, 1996.)

12 Another stated purpose for ED39 is to give the commissions a citywide, independent
analysis of departmental proposals. The mayor also wants to avoid possible embarrass-
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ment from uncoordinated actions of “independent™ city commissions, which ostensibly
was the principal reason Mayor Bradley issued ED39 in 1984,

13 One question raised during our interviews was whether ED39 would survive a legal
challenge, because the charter gives the head of the department—in this case the com-
mission—powers “to supervise, control, regulate and manage the department and to make
and enforce all necessary and desirable rules and regulations therefor and for the exercise
of the powers conferred upon the department by this charter.” (Old Charter, 1997, Section
78.) This could be construed as precluding any mayoral requirement for CAO approval of
commission agendas.

14 1n 1997, for example, the CLA was instrumental in the council’s rejection of a proposed
DWP power-marketing partnership with a commercial joint venture (Duke/Louis Dreyfus
L.L.C.), which had been strongly recommended by consultants and the DWP general man-
ager.

15 Except for commission actions otherwise “subject to appeal or review by the Council.”
(New Charter, 1999, Section 245(d)(8).)

16 Notably, all four items in which the council changed the commission’s decisions involved
contract matters.

17 Most of those we interviewed thought that the changes in Prop. 5 will result in fewer chal-
lenges to commission decisions, although a few believed that the council might be inclined
to use its veto power frequently, perhaps leading to extended Ping-Pong matches between
commission and council on some items.

18 Also exempted are “unskilled laborers, including drivers,” construction workers on pub-
lic works projects, part-time employees, and grant-funded employees limited to three years
maximum {Old Charter, 1997, Section 111).

19 This section of the charter also provides for up to 150 additional exempt positions for
“Management, Professional, Scientific or Expert Services” for the entire city, including
DWP.

20 City procurement regulations have been a burden in certain time-critical situations. For ex-
ample, during the oil crisis of 1973-1974, DWP had to get city council approval to bypass
the normal procurement cycle in order to purchase needed oil supplies in a fast-moving,
sellers’ market.

21 A part of implementing the new charter amendments, the council authorized raising the
limit from $100,000 to $150,000, and the commission approved the $150,000 limit on
May 16, 2000.

22 Contracts of more than three years’ duration also must be approved by the council.

23 The Los Angeles City Council has consistently used its rate-setting power to subsidize con-
sumer (i.e., voter) rates with higher rates for business. Until 1996, DWP’s business rates
were still below those of SCE. However, according to data in the DWP and SCE 1998 an-
nual reports, DWP’s commercial and industrial rates in 1998 averaged 9.3 cents per kwh,
compared with SCE’s 8.3 cents per kwh.

24 These points were also made in our interviews with DWP customers.
25 See also Muto (1999).

26 The Carver governance structure is described at http://www.carvergovernance.com/
model.htm.
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27 KUB has had its own personnel system only since 1998, and workers who are disciplined
by KUB can appeal to the City of Knoxville civil service system.

28 The Jacksonville City Council has increased the number of JEA exempt positions several
times as part of a financial package, negotiated every five years, which has included in-
creased payments to the city.

29 As energy prices rose during the 1970s and energy issues became more heated, Jacksonville
voters amended the city charter to give JEA greater long-term stability from city politics
by requiring a supermajority vote of the council to change the JEA Charter or bylaws. Such
changes require a two-thirds council vote with the mayor’s approval or a four-fifths vote
without the mayor’s approval.

30 The Reason Foundation has studied corporatization of foreign utilities and concludes that
this model can and should be applied to the Los Angeles proprietary departments (Poole,
1998).

31 The Toronto Hydro case is described in more detail in Mahnovski (1999).

32 The Ontario Energy Competition Act of 1996 (Bill 35) split Ontario Hydro, the large
provincially owned utility from which Toronto Hydro formerly purchased all its electric-
ity, into four separate companies providing generation, transmission, financing of stranded
assets, and an independent market operatot, similar to CalPx and I1SQ. The Act also es-
tablished the Ontario Energy Board to regulate competition in the electricity sector.

33 The merger of utility operations was part of the overall amalgamation of the City of
Toronto with six adjacent municipalities on January 1, 1998, under the City of Toronto
Act of 1996 (Bill 105). The amalgamation, passed by the Ontario Provincial legislature
rather than the cities, was intended to streamline local government and reduce costs.

34 Under Ontario’s tax structure, taking payments as interest on debt rather than as dividends
is advantageous to the city.

35 A city participant may also need to amend its charter to be consistent with JPA utility op-
erations.

36 Some general managers have delegated their board responsibilities to other utility execu-
tives.

37 One possible approach would be to lease the distribution facilities to the JPA, with an op-
tion to purchase them later from retained earnings (Beck, 1996b).

38 A city-owned nonprofit corporation would not be subject to state income or Los Angeles
property and business taxes. Alternatively, the Reason Foundation recommends incor-
porating as a for-profit corporation, which would pay taxes to the state and city, with a
commensurate reduction or elimination of direct transfers to the city’s general fund
(Poole, 1998; Moore, Poole, and Woerner, 1998). Tax issues are complex and require fur-
ther study before any decision can be reached about incorporating as a nonprofit or for-
profit entity.

39 In Toronto, three city council members serve on an 11-member board of directors. This fa-
miliarizes the council members with the technical and operating issues involved in running
a complex municipal utility, without giving them majority control of the board. David
Freeman’s 1998 proposal to the Charter Reform Commissions calls for a seven-member
board, two appointed by the mayor, two appointed by the council, and three elected by the
voters.

40 Water and Power Associates, an organization of retired DWP managers, has recom-
mended that the mayor appoint three members and the city council president appoint two
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members of a strengthened five-member commission. In Knoxville, the mayor selects a new
board appointee from a list of five names submitted by the sitting board.

41 The Jacksonville and Knoxville Charters preclude public officials from serving on their
utility boards. Knoxville also does not permit “employees or retirees of current or potential
energy suppliers” to serve. Both cities require board members to be city residents and limit
their board service to two terms.

42 As noted in Chapter 4, the utility in Knoxville runs its own personnel system, but em-
ployees who have been disciplined can appeal to the city civil service system.

43 Nor should newly appointed commissioners be asked by the mayor for a signed letter of
resignation when appointed, as reportedly has been the custom in some previous city ad-
ministrations.

44 Cause is defined as “substantial neglect of duty, gross misconduct in office, inability to dis-
charge the powers and duties of office or violation of this Article.” (New Charter, 1999,
Section 700(e).)

45 Under this option, we would not at this time recommend a charter amendment to rescind
or amend Prop. § as it applies to the Water and Power Commission. Instead, we would ad-
vise council forbearance and “watchful waiting” under the new charter to see whether or
how the new Prop. 5 legislative veto affects DWP operations.

46 However, it should be noted that any restructuring by city charter amendment can also be
undone by subsequent amendments. Los Angeles voters have approved several charter
amendments over the past 25 years that have weakened the independence of the Water and
Power Commission and given more power to the mayor and council. As a consequence,
some would argue in favor of restructuring into 2 MUD that, although more politically dif-
ficult to enact, would also be more difficult to unravel.

47 The volatility of wholesale electricity prices this summer was due to a number of supply
and demand factors acting together: hot weather, a buoyant economy, increased power de-
mand from computer-intensive businesses, aging and thus less reliable power plants, in-
sufficient transmission capacity, and a poorly functioning wholesale bidding market. Al-
though industry and government are addressing these problems, not all of them can be
fixed quickly. Substantial wholesale price fluctuations thus seem probable at least through
2001. However, more than 20 new power plants are under development in California and,
assuming reasonable improvements in the ISO wholesale bidding system, should help sta-
bilize the supply-demand balance beginning in 2002. For more details, see CPUC, 2000.

48 Most of the city officials and other stakeholders we spoke with thought that eventual
opening of the city’s electricity market to competition is inevitable if the IOUs remain sub-
ject to competition and deregulation. A few dissented, however, saying that so long as
DWP provides reliable power at competitive or near-competitive rates, the city council will
not have to open the market.

49 This appendix was prepared by James W, Ingram III from research for his Ph.D. disser-
tation, “A Virtual Reform Machine: Charter Reform in Los Angeles,” University of Cal-
ifornia, San Diego, forthcoming.

50 Despite this financial control, the Water Commission could not convey, lease, or otherwise

dispose of water or water rights without the approval of two-thirds of the voters (1903
Charter, Section 191).

51 Both of the 1940 amendments were part of the 1940 DWP “wish list” discussed below.
They were among the less significant requests in terms of enhancing DWP’s authority and
autonomy.
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52 See also Haynes Papers (1940).

53 Old Charter Section 51(6) states, “The powers and duties of the City Administrative Of-
ficer and the provisions of this section shall not apply to the Departments of Water and
Power, Harbor, or Airports.” Moreover, Section 52 provides that the DWP is exempt from
the CAO’s authority to make temporary transfers of personnel to deal with shortages.
These are the two most important sections in laying out the CAQ’s jurisdiction. However,
no legal challenge has been mounted against the CAO’s use of ED39 to review commission
agenda items.
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