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Irrigators on a project included individuals who owned land before
the project was initiated as well as settlers who wanted to homestead
public lands or buy the excess private lands. Both of these groups re-
ceived the subsidy from federal involvement in irrigation, dissipating
the rents from the subsidy by expending resources in various ways to
increase the size of the subsidy or their share of it. For example, sct-
tlers homesteaded public lands before federal project water made
them ‘irrigable, while large landowners often spent considerable re-
sources devising methods to avoid the acreage limitation.

Members of the Bureau of Reclamation and the Department of
Interior were charged with enforcing and administering the reclama-
tion policy. They are not trcated as passive respondents to either the
dircctives of Congress or the pressures from irrigators but rather as
rational maximizers who developed objectives and policics of their
own within the constraints imposed by Congress. Since burcaucrats
cannot directly receive the subsidy on federal irrigation projects, the
bureaucratic rent-seeking model suggests that their primary goals
were to increase their salaries, job security, and power within the
political system. These goals might be attained through increased
legislative demand for the bureau’s output, expanded administrative
control and discretionary power over allocation of irrigation water,
enlarged staffs, and increased budgets. For example, more political
power and higher salaries are often correlated with larger staffs and
increascd budgets, while increased discretionary power over the bud-
get gives the bureaucrat more frecdom to fund pct projects.?

That tradeoffs between complying with congressional constraints
and achicving these goals occur is indicated by the widc varicty of
administrative and enforcement policies adopted for different recla-
mation projects. Our model suggests that bureaucratic actors at-
tempted to capture a portion of the rents from federal reclamation

4. See Roger L. Faith, *“‘Rent-Secking Aspects of Bureaucratic Competition,” in
Buchanan, Tollison, Tullock, Rent-Seeking Society, pp. 332-345; and Terry Anderson and
P.J. Hill, “Establishing Property Rights in Energy Efficient vs. Incfficient Processcs,” Cato
Journal 1, no. 1 (Spring 1981): 87-105. An alternative to the rent-seeking model, if at-
tempts to increase the bureau’s discretionary control are scen as a means of increasing the
demand for the bureau’s budget, is a budget-maximizing model such as that of William A.
Niskanen in Bureaucracy and Representative Government (Chicago: Aldinc-Atherton,
1971), and *“Burcaucrats and Politicians,” Journal of Law and Economics 18 (Dccember
1975): 617-643. This model has been applicd to the Departinent of Interior’s policies on
Jand disposal for grazing lands by Gary Libecap in * Burcaucratic Opposition to the Assign-
ment of Property Rights: Overgrazing on the Western Range,” Journal of Economic History
41 (March 1981): 151-158.
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with these policies. The process through which the irrigation rents
were created, the constraints within which rents were sought, and the

actual I‘on.ns of the rent-seeking activities are discussed in dctail in
the following sections.

REPAYMENT OF CONSTRUCTION COSTS:
ESTABLISHING THE SUBSIDY AND
INCREASING ITS VALUE

The congressional policy of providing dircct subsidics to irrigators
on federal reclamation projects was established in response (o pres-
surcs from western interest groups with the passage ol the Reclama-
‘tlon Act of 1902. The initial subsidy took the form of a ten-ycar
n.1terest-free loan for construction costs of federal projects. Over
time, the value of this subsidy to irrigators was increased significantly
by 'such modifications as extensions in the term of the repayment
period, allowances for development periods during which no pay-
ments are required, and the adoption of the policy of using power
revenues f.rom multiple-purpose projects to repay irrigation costs in
excess of irrigators’ ability to pay. This section describes the events
leading to the establishment of this subsidy and the efforts by irri-
gators and members of the Bureau of Reclamation to increase ils
value.

Irrigation of arid lands in the West began beforce Amcricanfsclllc-
ment of the frontier. Indians were irrigating their lands when the
Spanish first explored California. As carly as 1776, the Spanish
padres at Mission San Diego de Alcalca irrigated their grapes and gar-
dens. The first efforts to use irrigation methods by American settlers
were made by the Mormons upon their arrival in Utah in 1847. By
1890, settlers in California, Wyoming, and Colorado had irrigated
over 3 million acres.® ‘

Most of the carly private irrigation projects involved littlc more
than the construction of ditches and canals for diverting waters from
‘the rivers onto adjacent farmlands. Opportunitics for building pro-
jects of this type at low cost were soon exhausted. New projects in-
volved the construction of canals for carrying water to lands further

, 5057. Frederick Merk, listory of the Westward Movement (New York: Knopf, 1978)
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from the strecams and rivers, and of dams and reservoirs for storing
water. Western leaders and landowners sought federal aid for tllcsc
expensive undertakings arguing that further succ_cssful settlement of
the public lands of the West required that they be irrigntcd, and that
this irrigation would require direct government assistance.

Congress had previously tried to encourage irrigation with the Des-
ert Lands Act of 1877 and the Carey Act of 1894, which offered
tracts of land at low prices to those settlers who irrigated the land.
Neither of these acts, which are discussed in dctail in the next scc-
tion, had significant effects on irrigation in the West. The movement
calling for direct assistance from the federal government gathered
momentum. A series of ““Irrigation Congresses™ were called to press
for fedcral aid ahd to develop an irrigalion policy for promoting the
successful scttlement of the West that would be acceptable to repre-
sentatives from all the western states. Additional support came from
an 1897 report prepared by Captain Hiram H. Chittenden of the
Army Corps of Engineers, which stated that “a comprchensive: res-
crvoir system in the arid regions of the United States is absolutcly
csscntial” and that ““it is not possible to sccure the development
of such a system except through the agency of the Genceral Govern-
ment.”’®

Western leaders were encouraged by the responses to their efforts.
By 1900 the Geological Survey and the Department of Agriculture
were receiving regular appropriations from Congress for investigating
different aspects of the irrigation problem.” In the 1900 presidential
clection the platforms of the major partics included planks favoring
the reclamation of arid lands. Despite this early success, a federal
reclamation bill introduced early in 1901 failed to obtain congres-
sional approval. g

Theodore Roosevelt provided the support that finally resulted in
the passage of a federal reclamation bill. In his first presidential mes-
sage to Congress, he declared himself to be strongly in favor of fed-
eral construction of western irrigation projects.® A compromise
reclamation bill was quickly drawn up, passed by a comfortable mar-
gin, and signed into law as the Reclamation Act of 1902. Defenders

6. Quoted in Norris Hundley, Water and the West (Berkeley, Calif.: University of Cali-
fornia Press, 1975), p. 10. o

7. Tor a description of these appropriations, see Alfred R. Golzé, Reclamation in the
United States (New York: McGraw-Hill, 1952), pp. 21-23.

8. For this portion of Roosevelt’s messape, sce Frederick . Newell, Irrigation (New
York: Thomas Y. Crowell and Co., 1906), pp. 393-396.
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of the act declared that federal involvement in irrigation was consti-
tutional since it promoted the general welfare by providing a releasce
for overpopulated areas of the East and by conscrving the nation’s
natural resources. To the argument that output produced using.the
water from federal projects would provide competition detrimental
to farmers in the Midwest and East, defenders responded that most
of the produce grown in the West would also be consumed there, and
that any surplus could be exported to the Orient. It was also noted
that even though 112 million acres of federal land had been disposed
of in the 1890s, the prices of agricultural goods were about the same
at the end of the decade as at the beginning.

Opponenrts of the act also argucd that the benefits from these pro-
jects would not justify the expenses, which would be borne by the
nation’s taxpayers. To allay these objections, the authors of the act
established a revolving Reclamation Fund through which the federal
projects would pay for themselves and provide funds for additional
projects. The funds that would provide the basc for the Reclamation
Fund were to be revenues from the sale of public lands in the west-
ern states. Later acts supplemented the Reclamation Fund with other
sources of funds, including proceeds from sales of oil Icases and from
potassium royalties, as well as revenues from federal power licences,
public power revenues, and the sale of town lots on the projects. Ac-
cording to the 1902 act, the settlers in a given project arca were to
agree to repay the construction costs within ten years.

The subsidy given to irrigators took the form of an exemplion
from interest charges on the loan for construction ¢osts.? Appar-
ently, this feature received little attention during the discussion of
the bill. It was obvious that western interests wanted a subsidy, but
why Congress opted for this particular form and not a direct pay-
ment is unclear. Since an interest subsidy is more subtlc than a dircct
subsidy, it is possible that this form was choscn to make the subsidy
more acceptable to nonwestern congressmcen, whose constitucnts
were subsidizing irrigation projects. ,

The value of the subsidy initially obtained by irrigators was sig-
nificant. To get an idea of this value, imagine a project where the
irrigation works have been completed and the cost of the projcct was
$10,000. If the settlers paid the costs immediately, the present valuc

9. Another subsidy—the difference between the price charged to cover costs and the
market price of :he water—would have been received by settlers even if they had been re-
quired to repay construction costs with interest (assuming, of course, that the market value
of the water was greater than the price required to recover costs),
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of the payment would be the full value of construction costs,
$10,000. The Reclamation Act of 1902 allowed the settlers to repay
construction costs over a period of ten years in equal annual install-
ments. The present value of this stream of payments depends on the
discount rate used. A minimum measure of the value of the subsidy
would be obtained by using the interest rate for risk-free invest-
ments. At a rate of 3 percent (which was the approximate rate of
interest on risk-free government bonds at that time), the present
value of the payments would have been about $8,530, implying a
subsidy of about 14.7 percent of construction costs. However, a
morc accurate appraisal of the sizc of the subsidy would take into
account the risky nature of investment on irrigation projccts. Table
2-1 demonstrates that at a discount rate of 10 percent (which prob-
ably is a better approximation of the rate of interest faced by sct-
tlers), the value of the initial interest subsidy was almost 39 percent.

After the passage of the Reclamation Act, no time was wasted in
allocating responsibilities and initiating projects. Frederick H. Newell,
former chief hydrographer for the Geological Survey, was appointed
chief engincer in charge of the service. Eleven days after the act was
passed, land for six projects and surveys was withdrawn from dispo-

sal under other federal acts for use in reclamation projects. The con-

struction of four projects was authorized by the end of 1903, and
in 1904 and 1905 sixteen more projects received authorization.

It was not long before the Reclamation Service encountered finan-
cial problems and settlers began seeking increases in the size of the
subsidy. The revenues from public land sales proved to be inadequate
for financing the construction of the service’s proposcd projects, nec-
essitating a congressional loan to the Reclamation Service in 1910.
Scttlers on reclamation projects complained that costs had been
underestimated—Newell’s estimate of $5 per acre was well short of
the actual cost of $50 to $100 per acre. Settlers also objected that
construction was not being completed on schedule. Settlers seeking
to capture rents from federal irrigation water were homesteading
land before the projects were completed. They were expected to be
residents of the land to maintain title, but much of the land was vir-
tually useless without irrigation water. When projects were not com-
pleted on schedule as expected by the settlers, many were faced with
the choice of starving or relinquishing their rights.

Defaults on repayments were often attributed to the settler’s in-
experience and lack of the substantial capital needed to preparc arid
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Table 2-1. The Interest Subsidy: Subsidized Proportion of Costs.

Rate of Discount®

Payment Plan l 6 10
' {percent)

10-yecar repaymment period;

cqual installments . 26.4
" 20-ycar repayment period; .

equal installments . 42.5

20-ycar repayment period;

graduated installmentsb . 47.8

20-year repayment period;

graduated installments

with grace period and :

down payment® - 30.7 50.3

40-year repayment period; -

equal installments 42.3 62.5

40-year repayment period;

equal installments with

10-year grace period 57.0 79.0 91.0

a. These subsidics were calculated by subtracting the present valuc of the payments (for
any given schedule) from the construction costs, dividing that difference by the construction
costs, and multiplying by 100.

b. Repayment schedule (outlined in the act of August 13, 1914) was 2 percent of con-

struction costs for the first four years, 4 percent for the next two years, and 6 pcrcent for
the final fourtecn years.

c.. Repayment schedule (outlined in the act of August 13, 1914) was § pereent of con-

struction cost down, followed by a five-year development period, then annual payments of
S percent for five years and 7 percent for the final ten ycars oo

lands for irrigation. The Reclamation Service described this capital
problem on early projects:

Many of the scttlers are attempting what is for them practically an impossi-
bility; they are trying to start a farm-business which requires when fully de-
veloped as a *“going concern™ a capital or investment frequently of from
$8,000 to $10,000 or more. They are attempting to do this usually with a
capital of perhaps only a fourth as much. A 40-acre irrigated farm in best
condition represents practically the investment in time and labor as above
stated, of from $100 to $200 per acre or more in improvements, in subduing
the soil, and in stocking the farm,

10. U.S. Department of Interior, Thirteenth Annual Report of the Reclamation Service
1913-1914 (Washington, D.C.: Government Printing Office), p. 14.
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Agricultural depressions and: bad harvests sometimes left scttlers
starving on their lands. In other areas organized resistance to the re-
payment of construction charges emerged, even though agricultural
conditions were favorable. As a result, defaults on repayment con-
tracts were common during the first three and a half decades of the
Reclamation Service’s existence—as of 1923, less than $16 million
of the $143 million expended on federal irrigation projects had been
repayed.'! In a letter to Compton I. White, chairman of the House
Committee on Irrigation and Reclamation in 1937, Charles West, the
Acting Sccretary of Interior, described the repayment problem of the
Bureau of Reclamation:

The revolving feature of the fund has been seriously retarded and there are
projects where water has been available for 29 years and only six annual con-
struction installments have been paid. There has often been organized resis-
tance to the repayment of these charges, which is still being continued, and
this notwithstanding the fact that nearly all of the projects have just passed
through a successful year and in some cases the most successful year in their
entire history." :

During this period water users sought and received increases in the
size of the subsidy from Congress in five forms: (1) extension of the
repayment period, (2) graduation of the scheduled payments, (3)
postponement of the date when the first payment was due, (4) in-
creased flexibility in the repayment schedule, and (5) moratoria on
repayments during periods of crop failure. The first increase in the
intercst subsidy was granted in the Reclamation Extension Act of
13 August 1914, which authorized repayment contracts with twenty-
year terms, graduated payment schedules, and five-year grace periods
on new projects. The grace period and graduated payments were
justificd on the grounds that the burden on scttlers during the years
when they were establishing themsclves would be ‘reduced if smaller
payments were required at the beginning of the repayment period.

The effccts of these changes on the value of the interest subsidy
are shown in Table 2-1. The extension of the repayment period to
twenty years accounted for most of the increase in the subsidy’s

11. U.S. Congress, Senate, * Federal Reclamation by Irrigation,” Scnate Document 92,

68th Cong,., 1st scss., p. xi.
12. Quoted in U.S. Congress, House of Representatives, *“Relicf to Water Users on Fed-
eral Reclamation and Irrigation Projects,” House of Representatives Report No. 1440, 75th

Cong., 1st sess., pp. 3-4.
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value. At a 3 percent discount rate, which provides a minimum csti-
mate of the value of the subsidy, an increase in the term of a con-
.tract (calling for equal annual payments) from ten to twenty years
increased the value of the subsidy from 14.7 percent to 25.5 percent
‘of construction costs. For existing contracts that were renegotiated
as a result of the 1914 act, the new repayment schedule required
payments of 2 percent of the remaining construction costs for four
years, followed by payments of 4 percent for two years, and 6 per-
cent for the final fourteen years. This graduated scheme increascd
the value of the subsidy to 28.9 percent of construction costs. The
formula for new contracts required a down payment of 5 pcreent,
followed by a five-year grace period, then five annual payments of
5 percent and ten payments of 7 percent. This repayment scheme in-
creased the subsidy’s value on new projects to more than 30 percent
of construction costs.
. Defaults on repayment continued to be a problem. On some pro-
jects, these defaults could be attributed to the distress in several agri-
c‘ultural areas in the early 1920s. However, there were other projeccts
¢ wl}ere powerful influences [sought] on various pretexts to cvade
paying. On onc project the water users organization in an appeal for
blanket deferment said: ‘Not one irrigator on this project can pay
anything.’ ”'3 The Bureau of Reclamation denied the blanket defer-
ment but said that they would listen to individual requests for dcfer-
ral on that project. Their belicf that most of the settlcrs were able to
pay appears to have been confirmed when “thousands of dollars
came at once into the reclamation treasury’’ from individuals who
could not give firm reasons for not paying their debt.' Urged by
rcp'rcsentativcs from projects with large delinquencics to grant mora-
toria on past due debts, Congress granted this relief in 1921 1922
and 1924.15 s
In 1923 a fact-finders’ committee was appointed to investigate the
reclamation program. In response to their recommendations, a new
rc;Taymcnt scheme that allowed payments to vary with the |’1roduc-
tivity of the land was authorized in the Fact Finders Act of 1924
The annual charge for farms in a given district was to be 5 pcrccni

13. U.S. Department of Interior, Twenty-Fourth Annual Report of the Burean of Recla-

mation for the Fi: ; .
Ofﬁcc)‘fp ‘rﬁ- e Fiscal Year Ended June 30, 1925 (Washington, D.C.: Government Printing

14. Ibid., p. 6.
15. Ibid., p. 8.
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of the average gross crop value for the preceding ten years. In prac-
tice payments based on this scheme were so small that repayment
periods occasionally extended beyond scventy or eighty years. Au-
thority to ncgotiate repayment contracts under this plan was quickly
repcaled in the Omnibus Adjustment Act of 1926.

The crop value repayment schemes were replaced by repayment
contracts with forty-year terms in the act of 1926. Many of the con-
tracts written under this act called for repayment on a graduated
scale, which increased the value of the subsidy beyond the 42.3 per-
cent subsidy that would have resulted under a schedule with equal
installments (sce Table 2-1). This rearrangement of payments was
designed to relieve settlers during a period of low agricultural prices
from 1926 to 1930. Unfortunatcly, crop incomes continucd to de-
cline after 1930 and payment stopped completely on some projects.
At the request of the settlers, Congress again grantcd moratoria on
payments from 1931 to 1936. Once again it should be noted that
water users were engaging in rent-seeking behavior. Although some
farmers were starving, others were less affected by the depression and
simply refused to pay the construction charges.

The default problem appears to have been solved with the Recla-
mation Project Act, of 1939, which empowered the bureau to cnter
into more flexible repayment contracts. There were no defaults on
contracts ncgotiated under this act.'® It is not clear whether the
default record has improved as a result of the longer repayment
periods and graduated payment schemes per sc, or whether these
improvements resulted from the increased subsidy that accompanied
these modifications.!s® Contracts negotiated under section 9(d) of
the act were permitted repayment periods of forty years with de-
velopment periods of up to ten years. The contracts could be written
to allow for charges that varied with the productivity of different
classes of land within the project area and for annual charges that
depended on gross crop values. Table 2-1 shows that the grace
period increased the subsidy’s discounted value to 57 percent of con-
struction charges. The flexibility of the payments under these con-

16. Frederick Warne, The Bureau of Reclamation (New York: Praeger, 1971), p. 63.

16a. That is, the repayment period could have been extended and ‘payments shifted
beyond the difficult transitional years of a project without increasing the value of the sub-
sidy, simply by levying appropriate interest charges. Since relicf measures have generally

been accompanied by implicit increases in the value of the subsidies, it would be extremely

difficult to empirically identify these separate effects.
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tracts increased the subsidy’s value even more by reducing the bur-
den of: the risk borne by irrigators. Under Section 9 (e) of the act
authority was granted to negotiate contracts that did not rcquirc’
complete repayment of construction costs within forty ycars. In
thesc contracts, water recipients were charged rates sufficient to
cover an appropriate share of annual operation and maintcnance
costs and fixed construction costs. From the viewpoint of irrigators
t!lc problem with these contracts was that the contracted watc?
rights did not. become attached to their land when the contract
ended. Later legislation assured irrigators of their rights to renew
t!ncse contracts and provided that payments above and beyond opera-
tion and .maintcnancc costs would be credited towards repayment of
construction costs if they decided to switch to 9 (d) contracts.

Later acts made minor changes in the general rules for repayment
fmd authorized more flexible repayment schemes for specific pro-
J?cts. The Small Rcclamation Projects Act of 6 August 1956 autho- -
rized interest-frec loans for small projects (overall cost of Icss than
$10 million) with a repayment period of up to fif; ty years. Increased
flexibility in repayment contracts was provided by the Variable l’llau
Amendment of 1958, which permitted adjustments in the install-
m.mT payments (with the constraint that charges must still be repaid
}mthm forty years). Several of the special congressional acts authoriz-
g spccific projects have specified Tepayment periods considerably
longfzr than forty years, including the Kennewick division of the
Y.aknma project (sixty-six ycars), the Mancos project in Colorado
(sixty years), and the Paonia project, also in Colorado (sixty-cight
year‘s).” However, the Reclamation Project Act of 1939 was the last
act in which major modifications in the general rules for repayment
of construction costs were made. . ‘

A rent-secking model suggests that since members of the Burcau
of Reclamation and the Department of Interior were unable to di-
rectly capture the gains from the provision of irrigation water they
wc.)u.ld have attemnted to appropriate the rents obtainable l’ro’m ad- -
ministering the program. By winning congressional approval that
would lead to increased appropriations and administrative power, the
b.urcaucrats coula have increased the potential size of the mlmini;lm- ‘
tive rents. Where possible, the members would have sought to in-
crease the part of their budget that was not part of the common pool

17. Golz¢, Reclamation, p. 248,
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of federal revenues. This portion of the budget provides a budgetary
base that is not subject to direct congressional appropriations and
therefore is not shared with other agencies.'®

One important part of the bureau’s budget was the repayment of
construction charges into the Reclamation Fund. Increasing the
stream of repayments into the fund was in the bureau’s intcrest for
three reasons. First, successful repayment could be pointed to as an
indication that the bureau was successfully carrying out its congres-
sional mandate. Repayment demonstrated that a particular projcct
had been successfully irrigated and that the burcau was *“paying its
own way.” Second, these funds did not go into the common pool of
federal revenues to be reassigned by Congress. Instead, the funds
were automatically allocated to the Department of Intcrior for ncw
reclamation projects chosen by the burcau and approved by Con-
gress. Third, the fact that settlers on a project were able to 1.nakc
their scheduled payments indicated that they were maintaining a
reasonable standard of living. Keeping water users happy bencfited
the members of the bureau, since complaints from unhappy irriga-
tors caused Congress to view the bureau’s activitics with disfavor.
Morcover, discontented settlers could make a local agent’s job un-
pleasant.

Given that the bureau wanted successful settlement and repay-
ment of costs, it was clearly in their interest to have qualified appli-
cants settling on their projects. The writer in the bureau’s annual
reports in its first twenty years consistently pointed to the scttlers’
lack of capital, experience, and perseverance as primary reasons for
failures to repay charges. At the suggestion of a fact-finders’ com-
mittee on reclamation appointed by the Secretary of Interior in
1923, the bureau received the authority to rcquire settlers to meet
specified qualifications in the Fact Finders Act of 1924. The value of
this authority was enhanced by the fact that the guidclines cstab-
lished in the act were general, allowing the burcau cxtensive lceway
in establishing the qualifications. The secrctary was authorized
“under regulations to be promulgated by him, to require of each
entry to public lands on a project, such qualifications as to industry,
experience, character, and capital, as in his opinion are necessary to
give reasonable assurance of success by the prospective settler.” 1?

18. Fbt a similar argument in a different context, see Anderson and Hill, “Establishing
Property Rights,” p. 91.

19. Subscction C of the Second Deficiency Act (Fact Finder's Act), 1924, (43 Stat.

702,43 U.S.C. 433).
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Another method of achieving the objectives of successful scttlc-
ment and repayment was to extend the term of the repayment
period. These extensions generally reduced the annual payments
asscssed against the settlers, thereby increasing the likclihood that
payments would be made and improving repayment records. Until
the bureau began funding larger multipurpose projects, the admin-
istrative control was taken over by water users after a certain per-
centage of the construction costs were repaid.2® This gave the burcau
additional incentive to lengthen the rcpayment period and maintain
control over these projects. However, extensions of the repayment
period were not entirely in the burcau’s interest, since they reduced
both the present value of the payment stream to be received from
settlers and the flow of revenues into the Reclamation Fund.

Because most of the repayment extensions were legislated, it is
difficult to directly observe the burcau’s desired tradeoffs. The fact
that the Department of Interior did not takc a general stand against
extensions is some indication that at the margin, the bureau preferred
contented settlers and impressive repayment records to rapid pay-
ment. As the scope of the bureau’s undertakings broadencd to in-
clude huge multipurpose projects, increasing the relative importance
of special congressional appropriations, it might be expected that the
burcau would be relatively less concerned with maintaining the flow
of repayment revenues into the Reclamation Fund and more con-
cerned with presenting a rosy picture of their operations to Congress.

Two specific instances show the nature of the bureau’s interest
in an impressive repayment record: (1) the bureau’s opposition to
blanket repayment moratoria in the 1920s and 1930s, and (2) their
support of the fact-finders’ committee’s suggestion to write off con-
struction costs on some projects. In 1924 the burcau opposcd re-
payment moratoria, arguing that many irrigators who were able to
make payments were using the agricultural depression as an excuse
to postpone repayment. Many scttlers who were suffering on project
lands had “sacrificed” and made their payments, providing a limited
flow of revenue into the Reclamation Fund. Blanket moratoria were
expected to encourage the scttlers to join ““the repudiation ranks,”
which would temporarily cut off the entire flow of revenues into the
fund without increasing the probability of repayment by those set-
tlers. Members of the bureau were in favor of granting moratoria for
repayments only on projects of their choice during the 1920s and

20. Warne, Bureau of Reclamation, p. 68.
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1930s, an additional discretionary power that would have allowed
the bureau to avoid problems of nonpayment by successful water
users.?! :

Several of the early projects were failures. Irrigation water had not
improved the lands’ productivity enough to support farming; conse-
quently the bureau did not cxpect the construction costs ever to be
repaid. Faced with increasing objections to the financial failure of
their projects, the bureau sought a way to exclude these projects
from the Reclamation Fund and improve- their collection record.
Settlers on the projects and the bureau supported the recommenda-
tion of the fact-finders’ committee of 1923 that $27 million in con-
struction costs on early projects be written off as nonrecoverable
losses. Congress responded in 1926 by passing the Omnibus Adjust-
ment Act, which allowed costs on specific projects to be written off.

In the early 1920s the Burcau of Reclamation was confronted
with calls for the end of the reclamation program from other federal
agencies.?? The Department of Agriculture led this opposition to
continued construction of irrigation projects, arguing that subsidies
given to irrigation farmers worsened conditions for all farmers by
creating an ““oversupply” of farm goods in an alrcady depressed mar-
ket, and furthermore that many of the projects had been financial
failures. The Department of Interior replied that the lands on the
reclamation projects were used primarily for growing specialty crops
that were not in oversupply. They also maintained that publicly re-
claimed land was providing the basis for a society of independent
farmers in the arid regions of the West, a nonfinancial benefit that
must be considered when evaluating the federal reclamation program.

This crisis was averted with the passage of the Boulder Canyon Act
in 1928, which marked the beginning of the bureau’s involvement in
the development of multipurpose projects. The benefits of such pro-
jects as Hoover Dam in the Boulder Canyon project and Grand
Coulee Dam in the Columbia River basin included the provision of
public power, delivery of municipal water, flood control, and im-
proved river navigation in addition to irrigation. The movement into

21. Sce Twenty-Fourth Annual Report, p.9, and Charles West’s letter to Compton
White cited in note 12. :

22. Often members of agencies dissipate rents while competing with other agencies to
maintain or increasc the lIcgislative demand for their services. For a discussion of this form
of competition, see Faith, * Rent-Secking Aspects,” pp. 332-345.
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multipurpose projects eventually provided irrigators with additional
subsidies. '

The bureau competed with the Army Corps of Engineers for the
rights to build several flood-control projects, including the Central
Valley and Missouri River basin projects. The Army Corps had a
slight advantage until 1944, when irrigation on flood-control projects
was placed under reclamation law. The two agencics actually com-
bined forces on the Missouri River basin project to prevent the crca-
tion of a new competitor similar to the TVA.23

The Reclamation Project Act of 1939 authorized the allocation of
costs among different classes of project beneficiaries. Revenues from
power and municipal water users were to be applied to their respec-
tive shares of the total costs. Portions of the costs were also to be
charged to flood control and navigation on a nonreimbursable basis
(see Scction 9 [b]). Costs allocable to the preservation of fish and -
wildlife and to construction of recreation facilities have also been ex-
empted cither partly or wholly from reimbursement.?* This policy
eased the repayment burden on irrigators but did not furnish. them,
with a direct subsidy. The major irrigation subsidy gencrated by the.
new allocation of costs was derived from the policy of using revenues
from municipal and industrial power users to pay the portion of irri-
gation costs judged to be beyond their irrigators’ ability to pay. The
bureau gained from this practice, since the lower charges to irrigators
enhanced the probability of repayment of their remaining share of
the construction costs. This arrangement, while not authorized in the _
general reclamation law, was expressly authorized for a number of
individual projects and has been practiced on most other federal
projects.?$

23', Merk, History of Westward Movement, p. 543, and Mary Montgomery and Marion
Clawson, History of Legislation and Policy Formation of the Central Valley Project (Berke-
ley, Calif.: Bureau of Agricultural Economics, 1946), Pp. 228-238.

24. For discussions of acts relating to the reimbursement policics for thesc uscs, sce
Charles Meyers and A. Dan Tarlock, A Courschook in Law and Public Policy (Mincola,
N.Y.: Foundation Press, 1971), p.539, and Robert E. Clark, Water and Water Rights,
vol. 2 (Indianapolis* Allen and Smith Company, 1967), pp. 147-153.

25. See Clark, Water Rights, p. 272, for examples of projects where this policy has been
authorized. A second subsidy to irrigators may exist if costs are not allocated “correctly™
among the project beneficiaries. Meyers and Tarlock (Coursebook in Law, p. 545) belicve
that costs apportioned to nonreimbursable uses are overestimated, which has the cffect of
increasing the subsidy to irrigation users by reducing the portion of total costs assigned to
them. Whether this type of overestimation actually occurs is difficult to determinc, since
values of the nonreimbursable benefits are not generally determined through market trans-
actions. '
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Table 2-2. The Power Subsidy.?

Percentage of
Costs Allocated  Costs to be Repaid Irrigati{nf Costs
Project to Irrigation by Irrigators Subsidized

Central Valley
California 687,152,000

ief Joseph Dam®
C'{\lzxsh?ngtpon 11,083,200 6,050,000 454

1
C‘)C:)';:)argdo 6,105,000 1,089,101

“olumbia Basin
UiVashington 745,111,398 135,916,400

Fryingpan-Arkansas
l’é,(l)l(‘ilr‘):dldo 69,946,000 50,512,300

R River
(é)uriZon 18,064,000 9,066,500

San Angelo
a'l'“‘exasg 8,853,904 4,000,000

he Dalles
T (;rcgon 5,994,000 : 2,550,000

Venturia River
California 18,273,128 10,746,300 . 41.2

Washita Basin
:(’)‘kl‘ahomac 10,403,011 8,221,000 21.0

606,646,000 1.1

a. On some of these projects, a portion of the subsidy to irrigators came from influstrlal
and municipal users. o
b. Includes costs and repayments from Foster Creck and Greater Wenatchee Divisions.
. : b and Fass Divisions.
c. Includes costs and payments from Fort Cob! .
Source: Reclamation Payments and Payout Schedule, Department of Interior, Bureau of
Reclamation (Government Printing Office, 1965).

An indication of the value of this subsidy is given in Table 2-2 fo:.
several projects. The third column shows the ‘pgrcentage of the t9ta
costs allocated to irrigation that has been subsidized by other project
beneficiaries. These figures, which range from 11 percent to over 82

" percent, demonstrate that this subsidy has })een e)ftremcly valuable
to irrigators on a number of federal reclamation projects. ]

By secking legislation making repayment schedules longer an
more flexible, irrigators were able to increase the value of .the rents
accruing to them from the intcrest-free loan on constmctlmt costs.
The rents were increased further as the Burcau of Rcclamatnoy ex-
panded its administrative role to provision of multipurpose projects.
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The total value of the cost and interest subsidies shown in Tables
2-1 and 2-2 can be calculated for specific projects. For example, the
repayment contract for the San Angcelo project called for * forty
successive equal annual installments commencing with the first ycar
following the last year of a development period which is not to ex-
ceed ten years following completion of construction,’ 26 Assuming
that the full ten-year development period was allowed and using a
6 percent discount rate, the irrigators on this project reccived a sub-
sidy of nearly 90 percent of the construction costs allocated to
irrigation. With subsidies of this magnitude it is not surprising that
extensive efforts were made to increase the size of the rents.

ACREAGE LIMITATIONS — THE DISTRIBUTION
OF THE SUBSIDY "

Congress set acreage limits and guidelines for land disposal to pro-
mote irrigation of arid lands by small-scale family farmers. The mem-
bers of the Bureau of Reclamation administered these policics, which
determined the distribution of rents from federal water to two
groups of water users—settlers on public lands and private landown-
ers. In this section the efforts of the irrigators and burcaucrats to
appropriate these rents within the constraints imposed by Congress
arc described in the context of three aspects of reclamation policy:
the rules for settliag public lands, the restrictions on the salc of ex-
cess lands, and exemptions from the acreage limitation.

Before specific types of rent-seeking behavior can be properly
analyzed, the precise nature and intent of the congressional con-
straints must be examined. A recent court ruling (United States v,
Tulare Lake Canal Co., 9th Circuit Court, 1976) concluded that .
“the goals of the reclamation laws were to create family sized farms
in areas irrigated by federal projects, to break up and redistribute
large private land holdings, to have wide distribution of the subsidy
involved and to limit speculative gains.” 27 To accomplish thesc cnds,
section 8 of the Reclamation Act of 1902 limited the Jand to which
irrigation water would be distributed to a maximum of 160 acres in a
single ownership. The nature of this limitation differed from previous

26. U.S. Department of Interior, Bureau of Reclamation, Reclamation Payments (Wash-

ington, D.C.: Government Printing Office, 1965), n. 343,
27. Jones, Rules Jor Acreage Limitation, p. 936.
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/federal policies insofar as it limited water rights rather than the
amount of land that an individual could own. Once obtained, the -
water right was tied to the land, not to the individual, and limited to
the amount that could be put to “beneficial use.” Since the projccts
were expected to provide water primarily for previously unsettled
public lands, the law also established basic requirements for land
use that had to be satisfied before ownership of the land would be
transferred. :
These constraints on the size of holdings and their use were similar
to the provisions in nineteenth-century public land laws, which had
been designed to combat land monopoly and speculation. The Home-
stcad Act of 1862 limited land ownership to 160 acres and required
continuous residency on the land for a five-year period. The Desert
Lands Act of 1877, an attempt at stimulating scttlement of arid
lands, allowed settlers to obtain title for up to 640 acres of land each
if they irrigated the land within three ycars after filing. This act was

later amended to reduce the maximum acreage to 320 acres and to

establish a more stringent set of requircments to ensure the sincerity
of settlers on public lands.2® The Carey Act of 1894 ceded up to
1,000,000 acres of federal lands to any state where those lands were
settled, irrigated, and at least partly cultivated. Ownership of these
lands was restricted to 160 acres per person.

These rules proved ineffective in promoting irrigation and prevent-
ing large landholdings. Even though over 500,000 acres of land were
entered annually between 1877 and 1884, only a minute portion
were actually irrigated and patented. Ranchers devised a variety of
methods, some of them fraudulent, for skirting the acreage limita-
tions of this act and secured large tracts for grazing.2?® Despite the
failure of these earlier restrictions to control land monopoly and
speculation, the authors of the Reclamation Act expressed confi-
dence that the stipulations they devised would successfully limit land
monopolics. Frank Mondell of Arizona stated:

It is a step in advance of any legislation we have ever had in guarding against
‘the possibility of speculative land holdings and in providing for small farms
and homes on the public lands, while it will also compel the division into

28.. For a description of the changes contained in the acts of 1890 and 1891, sce Benja-
min Hibbard, History of the Public Land Policies (New Ycrk: Macmillan Co., 1974), p. 431.
29. Scveral of these methods are described in Hibbard, History of Land Policies, pp.
428-434, and Clark, Water Rights, p. 15. These sources support the view that the acts of
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S"l(l" lloldings Of Zl"y la'gc i i bc -
areas...in Pflva(c 0wncrs|lip w'l. y irri
i e lcll ma
galed UndCY its pI’OUISlonS. : "

In retrospec.t this confidence seems to have been unfounded largely
b‘ecause basic provisions for settlement and establishment (;f watcr
.nghls were no more specific that those of earlier acts, and because
1fnpl._ementat|0n of the provisions again relied heavily (;n administra-
tive interpretations by the Department of Interior.

Thf’ a(freage limitations and rules for securing the property rights
to 1rn§;at10n water led to different forms of rent-secking activities on
lands in public and private ownership. These differences are demon-
strated by. analyziryy public and private ownership separately

The guidelines established in section 3 of the 1902 act f;)r scttle-

ment of public lands authorized the Secretary of Interior to with-
draw from entry (except under the provisions of the Homestead Law)
any public land he believed to be “suéceptible” to irrigatidn by gov-
crnment works. If and when construction of the project began, the
secrctz?ry. was to announce the construction charges and the n’lAnxi-
mun! irrigable acreage per entry, which was to be that “reasonably
requircd for the support of a family upon the lands in qucqti‘un"
and was not to exceed 160 acres or be less than 40 acres. All imblic
lands were to be settled under the Homestead Law on a hrst come
ﬁfst served basis. Settlers filing entry between the time the secretar ’
withdrew the land and the time he decided whether a proje;:t onl?J,
be u.n.dertaken were required to establish residency within six months
of filing, regardless of whether water was available. Before scttlers
could .receive title to the land, they were required to live on (or in
the ncn'gh'borhood of) the land for five years, to reclaim at least half
of the irrigable acreage on their claims for agricultural purposés q:xd
to pay'of.f the construction costs levied on their tracts. Claims t(; I"cd-
crally irrigated lands under the commutation clause of tlug Home-
stcm.l Laws, under which scttlers obtaincd patent to federal lands by
nTakmg a cash payment before the residency period expircd v;/crc
disallowed so that large land empires could not be amassed. ’

‘18.77fa(;1d 18?4 failed in !)mmming the goals of Congress. Fraudulent activities used {o oh-
ain ‘<‘: cral llmbcf lands in the Northwest are described in Gary Libecap and Ronald John-
son, Pmpfrly Rights, Nineteenth-Century Federal Timber Policy, and the Conscrvation
Mo;«;)mcg(, Journal of Fcemontic History 39 (March 1979): 129-142
- Quoted in Paul 3. Faylor, ““The Excess Land Law: E c i
. y % t E ti icy,”
Yale Law Joumal 64 (I'cby «ary 1955): 484, xecution of Public Policy.
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These settlement guidelines were importapt determinants of th:
distribution of and competition for the ‘submdy bcneﬁ.ts amgntgl sec-
tlers. The acreage limits restricted the size .of the cnt.ncs an 1(3;0-
fore the rents available to each settler, while the r?sulcncy tr_o:qul -
ments and the first come, first served rule determined the form o

ition for those benefits. .
th?l'(l::i);ns[::iholf rules led to the dissipation of“the rents from [l)ublu‘:.
lands at the margin through carly scttlcmcnt.. The prc§cnttva.;lr(; (:_
expected nct returns on unhomesteaded public lands plnorl o lf t{:e
tion was probably ncgative.In most cases the expected va uc?dod e
lands increased dramatically when irrigation water was provi ci(.ch
scttlers had been able to obtain land'whcn.wntcr was ?rstﬂprox;t o
they would have carned rents on their entries. But under rle :1 oy
1902, initial rights to the land went to the settlers. who .(;rs d
their claims. To keep those rights, they had .to establish resi ]f'ncf o't
the land within six months of filing, remain t‘helre, and cn:J ll\)'a e lt-
for the next five years. They competed for_ the irrigated lan tsu y s;,t
tling prior to the completion of the projects. Betwc.en sct em o
and completion of the project, settlers earned negatm.a lre utmlslbgi-
their lands, which were not profitabl.c to home§tf:ad wit lolu sm;:d
dized irrigation works. When faced with competition, pcoptf: se ted
carlier and earlicr as long as the presen-t value of the negill ive cl.css
associated with settling before the pro!ect was complcted was
than the positive present value of the irrigated .homcstcadl. 1911 the

Early settlement on federal projects “:as widespread. In o e
Reclamation Service reported that considerable npn?bers of se o
werc homesteading ‘‘adjacent to every area on w.hlch survcytsm“
been made by the Government,” whether a project was a;: ‘r gr.
being built or not.3? Evidence of early scttlement on spcc: ncfpthe
jects is found in the following statcments from annual reports o
Reclamation Service:

The Public land under this project (the Payette-Boise Project in l(:aho)
has been filed on rapidly since its withdrawal on March 5, 1903, for rec am::i-
tion purposes. At the present time practically every tract that can be irrigate

31. Intramarginal settlers received rents from federally irrigated public lands even in the
presence of competition.

32. U.S. Dcpartment of Interior, Eleventh Annual Report of the Reclamation Service

(Washington, D.C.: Government Printing Office, 1912), pp. 9-10.

" (Washington, D.C.: Government Printing Office, 1912), p. 10.
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under the pro;

ect has been entered, even though it is well known that in some
parts of the pr

oject it will be several years before water can be delivered.?3

The lands (on the Minidoka Project in Idaho) were rapidly settled when it
ecame known that the Reclamation Service had undertaken the construction
of the project and most of the irrigable areas had been entered under the

homestead act before the farm units had been determined and considerably
in advance of the delivery of water 3

Many homestead entries were made (on the Lower Yellowstone Project in
Montana and North Dakota) at about the time of the withdrawal of lands for
the irrigation project on August 23, 1903.35

Construction on the Yellowstone project was not authorized until
10 May 1904, and project water was not actually delivered until
1909. On this project settlers homesteaded the lands not only before
construction was completed, but before it was even decided whether
the project would actually be constructed.
In the discussions prior to the 1902 act, early settlement had been
anticipated and “an attempt was made at that time to exclude scttle-
ment until the works were built. This was opposed on the grounds
that no intelligent man would think of attempting to make scttlc-
ment in a descrt until the water was actually in sight.”36 After dis-
covering that intclligence was less widespread than previously- be-
lieved, that many settlers were starving and that projects-were failing
as scttlers used up their savings prior to delivery of water, the law
was amended in 1910, Settlement of all lands withdrawn by the Scc-
retary of Interior was prohibited under section S of the 1910 act
until the secretary announced the unit of acreage cst
fixed the water clarges and the date of delivery of the water. Scction
10 of the Reclamstion Extention Act of 1914 prohibited entry prior

ady to be delivered, Dissipation

ablished, and

tained land under the homestead rules. The Fact Finders Act of 1924
(subsection 4) gave the bureau more direct control of the distrihu-

33. U.S. Department of Interior, Seventh Annual Report of
(Washington, D.C.: Government Printing Office, 1908), pp. 89-90,

34. U.S. Department of Interior, Ninth Annual Report of the Reclamation Service
(Washington, D.C.: Government Printing Office, 1910), p. 105.
35. Ibid., p. 174,

36. U.S. Department of Interior, Eleventh Annual Repor,

the Reclamation Service

t of the Reclamation Service




68 PROPERTY RIGHTS AND DECISIONMAKING

tion of lands when minimum requirements for capital and expericnce
were added to the criteria for entrymen.

It was initially thought that most of the land reclaimed by projects
constructed under the act of 1902 would be federal lands and that
most of the water from these projects would be delivered to settlers
on these lands. HHowever, the Reclamation Service quickly discovered
that much of the land on the most promising project sites was already
privately owned. As a result it soon became apparent that a large
portion of the federally provided water would serve private lands.
The distribution of the subsidy benefits on these lands was deter-
mined by the acreage limitation and the policies governing the sale
of excess lands. The reluctance of landowners to voluntarily sell their
excess lands indicated that incentives to dispose of their excess lands
wcre not adequate. To understand why these and other policies
failed and why the policies were altered as thcy were, onc must look
more closely at the incentives faced by large landowners and mem-
bers of the Bureau of Reclamation.

Insight into the incentives of landowners can be gained from con-
sidering the following expression. Let V; be the average dry land (or
preproject) value to the landowner of an acre of land, Vj; the average
value to the landowner of an acre of land receiving federally subsi-
dized irrigation water, P the dry-land market price, and P the mar-
ket price of federally irrigated land. Assume that we are looking at
the options of a landowner who owns 1000 acres of land and who is
allowed to sell excess land at its full market value after the federal
irrigation project is completed. The landowner will be able to receive
water for 160 acres of land. If the irrigation subsidy has positive
value to this individual, the value placed on an acre of land will in-
crease from Vi to V5. By selling the other 840 acres of land the indi-
vidual will rcceive the “with-water’ market price for them, and the
total gains from the project will be:

Gyent = (Vi - V§) X 160 + (P - V,j) X 840

Several useful observations can be made from this simple expres-
sion. First, if the subsidy has positive value to this landowner (and if

~ the irrigated value of the land is greater than the market price of the
irrigated land, that is, if V;; > Pg), the owner will have the incentive
to devise methods for avoiding the acreage limitation provisions.
Such methods might include pressing for special legislation to ex-
empt the project from the acreage limitation and encouraging the Bu-
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rcau.ol‘ Reclamation to adopt policies whose effect is to relax thesc
restrictions (such as allowing a married couple to own 320 acres)
Second, if there are economies of scale to irrigation farming for lot;
larger .than 160 acres, this landowner will have additional incentives
.to'av'md the acreage limitation, since Vy; will be larger the more land
Is irrigated. Third, if Py, < V;, which might occur if this individual
is e.xtremcly efficient at farming without project water, it will not
be in the owner’s interest to sell the excess lands, even at the irri-
gat(?d market value.3” Finally, this landowner has incentives to dclay
selling excess land if there is a possibility that Ps will rise in the
future, provided the expected rate of return from holding the land is
gre::jtcrﬁhan the returmn from selling now and reinvesting the pro-
ceeds. s . . .
,Orspccm:i;zil; indications that landowners did engage in this type
Tl_lcse incentives change when we assume that the landowner is
required to scll excess lands at a price that does not include the value
of the subsidy (Pj). Consider again the landowner who owns 1000
acres of land prior to the reclamation project. According to the law
this individual is eligible to receive federal project water for a maxi:
mum of 160 acres, leaving 840 acres for which water is not received
The fact that the owner held excess land before the project was.
!Jegun indicated the valuc of that land (Vi) was at least as great as
its market value (P;). Since the owner is restricted to receiving Pjin v
a sale of excess acreage, there would be losses from the sale equall to
(Vi - P;)840. The owner has no incentive to scll the lands at the
p.rcprojcct market price. The landowner will not be able to get subsi-
dized water on excess lands and will not be willing to sell them to
potential buyers who would be able to receive the water. If the
owner refuses to sell, nobody receives the subsidy on the excess
lands: In this situation both large landowners and potential buyers
have incentives to break the law so they can capture the subsidy.

37: One way in which the landowner can farm efficiently without project water is by
pumping groundwater for his lands. Opponents of acreage limitations in California’s Central
Valley.argucd that large landowners would gain from the project by pumping grm;miwﬂ;r
replenished by water from irrigated lands. It appears that their arguments were unl‘mmt‘icd
;56 n;;;st large landowncrs chose to join the project. See Warne, Bureau of Reclamation, pp.'

38. For references to thesce types of activities, sce Montgomery and Clawson, listory of

Central Valley Proj. .. . PSP
Righl:, p.UZIe‘ly. . oject, p. 138; *Reclamation by Irrigation, pp. 113-114; and Clark, Watcr
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Numerous bureau policies allow the subsidy tq bte ob::l:ietdl :rng:
shared by excess-land holders and buyers. Onet 1sregc;‘)lc it laree
landholders to sign a contract th:}t allow§ thcmt ? cocie water o
their excess lands for a limited time ?enodl bu (;)ro i
those lands at the preproject value (P}) 1t the ?n e
the period is long enough, the landowners }1avc 1tnc Th}; e
contract and sell their lands at the specified |mle. o yers o
these lands will pay the preproject value of the lands and il recetve

‘; idized federal water on the project when they obtain b o
!I;.lll Sl r t’his policy it is in the intcrest of the large lan‘downcl;s er oy
tl:; :ctual sale of their lands as long as they can, while the buy

shortened contract periods. L ) .
pu'sll;ﬁf: rp::lli(;y leads to a division of the irrigation subsidy benefits (to

own-
lands that are initially privately owned) between the l]_atrgz :attl:(; e
and the buyers. The landowners get the full benefits of the sub-
:ir;y on 160 acres of their land, plus the benefits fSrotmtl l’eCCI;/‘I:% olight
i id. Scttlers w
ir excess lands until those lan.ds are soi .
{ﬁtrz telz;(c;:sz land at its preproject price receive the remainder of the
i efits.?? . -
Su?l:(::yat::(t::al division of the benefits is detcrmmc;(lj t:)y the :;l;:;ctzg
downers would be exp

of the two groups. Large lan O . !

}::X:e:he advantage in political competition since :ljcy(iz:;; ‘z; ::;a::::t

ith established ownership .
more concentrated group wi e
ization costs) than the group of p

they face lower organiza roup of patantial buy-
icies for sales of excess lands, :

ers. Under all of the policies ess lands, oss of e
gation proj

idy are borne by the taxpayers on pure ‘ Nl

Is:tlésrl(::ultipurpose projects, power users also paid for a share of th

irrigation subsidy. L ‘ .
lm’%;lle‘ incentives of bureaucratic actors associated with federal rec

mation were also extremely important in determining the actual dis- -

. . d
tribution of the subsidy when federal prQ|ec:ls seflt-;/ct(} p?evztfegoz;r;:s
iri ften conflicted with thos ,
lands. Because their interests o cted Dt oese
legislative and consti
tors made tradeoffs between
g.::(s:i lanc an effort to capture a portion of the rents from the federal

reclamation program,

39. One possible method of reducing high rates of returns on those lands —settlers pay-
. One pos

o < 3 b t
in above-m vements a Cl ned l)y the landlord tha
i t t turcs
)4 * arket™ prices for implo nd structurcs ow
were sold with the excess land —was excluded in contracts from the Central V.I"cy I’“’Ject
d a, 3 d Aas i § asscsscad prices.
in California, which included l"(!ViSi()ll% that nonland assets also be sold at asscssed {4 ]

je se Docu- ¢
U.S. Congress, House of Representatives, Central Valley Project Documents, 1louse o

t No. 246 (Washington, D.C.: Government Printing Office, 1957), pp. 84-139,
men . ,DC.:
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The members of the Bureau of Reclamation and the Department

~ of Interior were expected to administer the acreage limits and land
resale policies and ensure that th

re appears

acreage limi-

out congressional ap-

proval the bureau would be unable to undertake new projects. The

burcau also was pressured not to enforce these excess-land laws. The

most obvious source of pressure for nonenforcement came from larpe

landholders on reclamation projects who were willing to incur con-

siderable expense in their efforts to find mcethods of avoiding these
acrcage limitations.

In addition to these pressures, the bureau had other incentives to
adopt policies of nonenforcement. There are at lcast threc rcasons
why nonenforcement of acrecage restrictions migh

t on a particular project, wh
t success desired by both Congress and land-
owners. First, if there were economies of scale in irrigation for farms
larger than the acreage limitation on 3 particular project, the pros-
pects for repayment were enhanced by allowing large landholders to
receive (and pay for) water for their excess lands. In the presence of
scale economies, the net income available for payment of construc-
tion costs from one 320-acre farm was greater than that available
from two 160-acre farms, Second, the Bureau of Reclamation gen-
erally had more complete, reliable information on the abilitics of cur-
rent landholders to repay construction costs than on the abilitics of
prospective settlers, particularly on projects that supplicd supple-
mental water to irrigation farmcrs.xThird, if excess lands were not
allowed to reccive water and large landowners chosc not to sell these
lands, the construction charges for the project would have been
divided among fewer acres, increasing the construction charges on
participating acreage and reducing the probability of successful re-
payment. ,
It is apparent that the bureau had to make tradeoffs between its
goals of ensuring ths repayment of construction costs and promoting
the development of family farms through the enforcement of acreage
restrictions. It is also apparent that enforcement was not an all-or-

t have increased

. nothing activity, There was a wide range of policy options available ,

between the extremces of absolute enforcement, where

no excess land
reccived water under any circumstzmccs,

and total nonenforcement,

where no efforts whatsoever were made to encourape landowners to
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comply with the acreage limitation laws. The actual enforcement pol-
icies of the Bureau of Reclamation were determined by a variety of
factors, including: (1) the visibility of the decision makers and (2)
the intensities of opposing pressures from large landowners on one
side, and Congress, the president, and the courts on the other. The
intensity of pressure from owners of excess lands in their cfforts to
increase the rents they received from the federal water subsidy was
a function of the net value of the subsidy, the proportion of lands
held in excess, and the probability (as perceived by the large land-
holders) of successfully avoiding the acreage limitations. The pres-
sures applied by the different branches of the government varied
over time with the convictions of the individuals in office.

The visibility of the decisionmaker was important in determining
the different responses of members of the Bureau of Reclamation
and the Department of Interior to political and constituent pres-
sures. Since it. was costly for the lawmakers to monitor the actions
of the administrators of the program, the agents were more likely to
enforce the laws the more visible their position.*® For example, the
Secretary of Interior and commissioner of the bureau, whose actions
were casily observed by the Congress and the president, were rela-
tively more responsive to pressures from political and judicial sources.
On the other hand, it was difficult for the president to observe the
actions of local bureau representatives; who therefore were relatively
less responsive to pressure from Washington to enforce acreage limi-
tations, especially when large landowners demanded nonenforcement.
enforcement.

The preceding discussion lays the groundwork for the analysis of
actions taken by large landowners and the Bureau of Reclamation in
response to the legislation concerning the disposal of excess lands
and enforcement of the acrcage limitation. The authors of the Recla-
mation of 1902 clearly wanted to break up land monopolies, but
their attitudes toward the distribution of the subsidy from federal
water were unclear. In the initial act there was no limitation placed
on the sale price of excess lands. Scnator Francis G. Newlands ex-
plained the relationship of the acreage limitation of 160 acres to the
large landowner’s incentives:

40. The lawmaker's problems with monitoring bureaucratic agents is a central theme in
Douglass North’s **A Framecwork for Analyzing the State in Economic History,” in Explo-
rations in Economic History 16: 249-259, and Structure and Change in Economic Iistory
(New York: W. W. Norton and Co., 1981), pp. 20-32.
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those lands.*” Efforts to obtain this exemption for all reclamation
projects have failed. The Omnibus Adjustment Act was the last act
containing general provisions for acreage limitations and sales of ex-
cess lands.

Most of the controversy over reclamation policy has stemmed
from the bureau’s enforcement or lack of enforcement of the acreage
limit. The enforcement policies adopted by the bureau on different
projects have different implications for (1) the nature of the distri-
bution of rents among irrigators and (2) the net benefits accruing to
different members of the bureau. The key factors determining these
differences in policies have been the intensity of pressure for non-

“enforcement from constituent landowners, vacillations in congres-
sional pressure to enforce the law, and the visibility of the decision-
makers’ actions to the legislative and executive branches.

From the bureau’s perspective, the most desirable method of
avoiding enforcement of acreage limitations was legislative exemp-
tions, which gave congressional sanction to nonenforcement policies.
Large landowners on such projects were appeased by this guaranteed
exemption, and the probability of successful repayment from these
established farmers was increased. Administrative cxemptions by the
Secretary of Interior or the head of the Reclamation Bureau for spe-
cific projects were less desirable to both the bureau and large land-
owners. These exemptions were easily monitored by Congress and
the president and could have been politically costly to the bureau if
these groups desired enforcement. On the other hand, administrative
exemptions enhanced the likelihood of successful repayment and
relieved bureau representatives at the local level of pressures from
large landowners. From the landowners’ viewpoint this type of ex-
emption was less attractive than legislative exemptions, since it was
less permanent and its legality less certain. The probability of a new
Secretary of Interior changing the policy was greater than the proba-
bility of Congress retracting a legislated exemption. Exemption
through nonenforcement at the local level, the least visible form, was
the least costly to the bureau in the face of congressional pressure
to enforce the law. Landowners were even less enamored with this

type of an exemption, since it was illegal and less permanent than
the others. Each of these methods of avoiding acreage limitations

47. Clark, Water Rights, p. 289.
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water users, which began during the late 1930s. Local bureau repre-
sentatives on the Kings River project (and apparently on oth.er pro-
jects in the Central Valley) initially assured irrigatqrs th:{t their lands
would be exempted from acreage limitations. This pohc.y was sup-
ported by Secretary of Interior Ickes and seemed cqxlslstcnt with
policies of the previous decade, since most f’f the la{ld in Stlxc Central
Valley was already receiving water from private p.rojccts. In 1943,
after a policy review with the Department of Interior, the burcau was
reorganized. Soon afterward Ickes issued a statement, apparently at
the request of President Rooscvelt,I ruling th]at ((l);ntral Valley pro-
j t be exempted from the excess-land laws.

JecStfn"hr;‘:il;:z((‘l nboy this reve'r)sal of policy, the landholders in the C'fcnt.ral
Valley regrouped and began to pressure Congress t:or a lcglslatlye
exemption of their lands. They managed to push a ndef to.the Riv-
ers and Harbors Bill through the House of Representatlvc§ .m 1944,
but it was defeated in the Senate because of strong oppos.ntlon l:rom
Roosevelt. The landowners also attempted to have th.Cll' projects
placed under the authority of the Army Corps of Et.lgmeers to be
built under flood-control law, but they were stymied in 1944 .w'hen
Congress made corps projects subject to the excess-land provisions
of reclamation law,

After a bill to exempt projects in California, Colorado, and Texas .

died in committee in 1947, the landowners increased the pressure on
members of the bureau to exempt their lands. In 1948 a rnder. was
successfully attached to a bill passed by Congress that effect:vcl);
removed two influential supporters of enforcement from the pa}lrol
of the Bureau of Reclamation.53 Despite this pressure, water rights
in the Central Valley were eventually administered under the acreage
limits and large landowners were forced to sign recordal;le contracts
to sell their excess lands before they could reccive \'vater. ’
During the debates over the Central Valley project, the landown-
ers on the Kings River project negotiated with;lt.)cal bureau repre-
sentatives over the inclusion of a provision allowing for exen!ptlon
from acreage limits by prepayment of construction costs. Prior t.o
1946, less than 1 percent of project lands were exempted under tl‘ns

52. See Arthur Maass and Raymond Anderson, . .. and the Desert Shall Rejoice (Cam-
bridge, Mass.: MIT Press, 1978), pp. 264 -265. ) )
' 5g3. For descriptions of this incident, see Taylor, Excess Land Law, pp. 504-505, Presi

dent Truman later restored these men to the payroll,
54, Sce Warne, Bureau of Reclamation, pp. 80-81.
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clause.> Throughout the 19505 contracts containing various forms
of this provision were negotiated and approved at the local level, but
several Interior secretaries hesitated to commit themselves on the
question of the lcgality of the exemption.56 Eventually, the issue
was left up to the courts, where the provision was ruled illegal in
1977.57 .

One less visible type of nonenforcement occurred on the Kings
River project during the negotiations over prepayment of construc-
tion charges. Throughout the deccade of debate over the legality of
the prepayment extension, water from Pine Flat Dam was dclivered
to excess lands and none of the water uscrs on the project were re-
quircd to comply with the acreage limitation.58

By nature, evidence of the extent of nonenforcement is difficult
to obtain. However, a landownership survey published by the Bureau
of Reclamation in 1946 indicated that such practices had important
effects on several projects at that time. On each of the following pro-
jects more than 10 percent of the total irrigable acrcage was known
to be in violation of acreage limitations: Klamath (18.6 percent), Salt
River (12.5 percent), Yuma (14.3 percent), Carlsbad (12.9 percent),
Rio Grande (15.1 percent) and North Platte (10.3 percent). On the
other hand, the survey also indicated that on 28 out of 52 projects,
less than 1 percent of the lands was known to be held in violation of
the excess-land laws. This result may imply that some local burcau
officials were more effective enforcers of the acreage limit or that the
optimal farm size was less than the acreage limit on the projects
where the law appears to have been enforced. In the latter case there

would be less pressure from landowners to not enforce the acreage
limit.

55. Estimated from Landownership Survey, pp. 16-17. .

56. See Maass and Anderson, Desert Shall Rejoice, pp. 267-269.

57. For a detailed history of the legislation and administrative decisions concerning pre-
payment see Taylot, Excess Land Law, pp.490-512. A description of the 1977 court case
can be found in Jones, Rules for Acreage Limitation, p. 935.

58. Sce Maass and Anderson, Desert Shall Rejoice, p. 271.

59. Sce Landownership Survey, pp. 16-17. These excess lands did not include lands for

. . 0 . .
which recordable contracts had been signed nor for which construction costs had heen
repaid,
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SUMMARY AND CONCLUSION

In this paper we have analyzed the actions of irrigators and bureau-
crats who competed to obtain rents from federal water projects with-
in constraints imposed by Congress. In the Reclamation Act of 1902,
potential water users successfully obtained federal subsidies in the
form of interest-free loans for the construction costs of irrigation
works. Congress established rules to control the distribution of these
subsidies, the value of which increased over the next forty years as
water users successfully obtained more flexibility and longer exten-
sions in their repayment contracts. Often their efforts were consis-
tent with the interést of members of the Burcau of Reclamation,
who were seeking to increase the congressional demand for their
output by providing an image of successful settlement and repay-
ment on their projects. S

The distribution of rents among landowners was determined by
acreage limitations and rules for the disposal of public and private
lands. According to the 1902 act settlers could obtain the rent on
public lands by settling those lands under the HHomestead Act on a
first come, first served basis. These rents were dissipated by the
settlement of project lands prior to the delivery of irrigation water.
To reduce dissipation and increase the financial success of projects,
Congress passed legislation to restrict early settlement and eventually
gave the Bureau of Reclamation increased discretionary power over
who settled the public lands.

Under the 1902 act Congress tried to ensure the dissolution of
large landholdings by allowing private landowners to sell their
excess lands at market prices. It was soon discovered that rather than
selling, landowners were holding land until the prices rose further. To
remedy this, Congress gave the Secretary of Interior discretionary
power to set the selling price of excess lands. In 1926 Congress tried
to restrict the secretary’s discretionary power and limit the subsidy
to large landowners. but the bureau found new wavs to control the
SISO S JRmdution, :

Laree landowners continually applied pressure {or 2xemptions to
~r2rz izt lew, whil: concession ooessir for enforee-
of the lew veried over 1. Erinscemzni of the acreace Bmit

was expzcted by Congress. but success on projects (which was de-

sired by Congress, the water users. and the bureau itself) would have
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been enhanced by nonenforcement, The more visible decisions made
by the heads of the Department of Interior and the bureau to ex-
e.mpt large landowners from restrictions were made when congres-
sxona.l pressures to enforce the law were low, When enforcement pres-
sure increased, the bureau toughened its visible policy stance but pur-
sued less visible exemptions of large landholders through nonenforce-
'ment of the acreage limit at the local level. We do not know the tim-
ing ot: this nonenforcement, but we do know that jt existed.

This description of the first five decades of the federal reclamation
progrfxm has demonstrated how efforts were made to influcnce the
magnitude and distribution of the subsidies from this particular gov-
ernment pr.ogram. The nature of these ef] forts, as well as their effects
are not unique to the reclamation program. Whenever rents are crc: '
ated by g.ovemment, programs and distributed on the basis of non-
mafket criteria, competition will lead to dissipation of those rents
Asin thfa reclamation program, attempts to reduce this dissipation by;
controlling competition along certain margins will generally lead indi-

viduals to direct their energics along other, uncontrolled margins in
an effort to appropriate available rents. -
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Benefit-Cost Analysis: Economics vs Politics?

by A. Allan Schmid

Benefit-cost analysis (BCA)and economics has long been touted as a rational
- guide to political choice (size and content of public spending). The economist
promised to make an independent assessment without any instruction from the
political authority who was assumed to be interested in maximizing economic
product. There have been two troublesome attacks against this position. One was
an objection on distributive grounds. The hard line defense was to say that
distribution was a political matter, but for optimal results, government should
redistribute income on a lump-sum basis and not mess around with provision of
goods and services. If this line could not be held, some economists were willing to
have the benefits to some designated parties weighted.

The second attack is relatively new and comes from those who prize goods and
services which do not usually have market prices. These products (both project
inputs and outputs) did not get accounted for. This seemed to provide an opening
for political pricing, but the gap was putatively closed in the last decade by travel
cost methods and contingent valuation surveys. The authoritative faith seemed to
be renewed by the promise that economists could cleverly find new ways in which
people inadvertently revealed their preferences or these could be measured and
aggregated directly and without the bias that politicians introduced when listening to
voters.

One telling attack upon this citadel of independent authoritarian analysis came
with the publication of Sugden and Williams (1978). They argued for a "decision-
maker’s approach” which required some explicit input from the c}>oliticians. The
argument was strongest with respect to the discount rate which Sugden and Williams
said could only be a matter of political choice and not a matter of data to be
discovered by the analyst (see also DeAlessi, 1969). The decision-making approach
was sharply critiqued by E. J. Mishan (1982) who in a review said that much would
be lost if the economist could no longer be regarded as independent and
authoritative. This critique was made in spite of the fact that earlier Mishan (1981,
163) had put some of his own nails in the coffin by suggesting that for a project to go
forward it must meet both tests of willingness to pay and willingness to sell. This
makes ranking ambiguous without political input.

An earlier attack on the citadel came from Little and Mirrlees (1974). They
argued that the analyst could not independently substitute shadow prices for
nominal prices affected ll)ar taxes, tariffs and exchange controls without asking for the
intent of politicians. the intent of these policies was corrective of income
distribution, then it would be value presumptive for the analyst to replace nominal
prices. Earlier Little (1957) made a devastating critique of the use of consumer
surplus in making welfare comparisons. The theoretical tool which Mishan (1976)
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had called the distinguishing feature of policy oriented BCA, Little called a context
for political decision.

There has been a revolution in the theoretical welfare literature in the last 20
years which has not yet been fully felt in applied BCA. One its major ideas is the
theory of second best. It says that if the prior income distribution is not politically
acceptable, no welfare implications can be drawn from present prices. If costless
lump-sum redistributions are not available, then redistribution via projects can not
be ruled out as inefficient. The same holds for the prices produced by imperfect
capital and labor markets in disequilibrium. The gap between theory and
apglicntion is nowhere better illustrated than in the work of Boadway and Bruce
(1984). They demonstrate the limited applicability of first-best theory in a second-
best world with many households with diverse preferences. Yet, in their last chapter
devoted to BCA they limit their analysis to "projects which have no perceptible
effects on the market prices for goods and factors of production in the economy" -
and assume that "the economy can be treated as if all persons are identical so that
no distributive weights are needed" (p.292). In other words, they apply BCA to a
make-believe first-best world.

The basis for persistent disequilibria in capital and labor markets is another
closely related theoretical development. Stiglitz (1987) argues that information
costs 1mply that markets will be in disequilibrium even if pure competition and no
institutional causes are present. This suggests that full utilization of resources is not
simply a matter of enforcing competitive markets. Government projects and
regulations are part of the everyday management of the economy and not just to fill
the breach of an occasional externality or business cycle slump. For example,
disequilibrium mean that everyone will not have the same marginal rate of tme
preference, thus necessitating some political resolution of the conflicting
preferences.

Majone (1989, 15) has labeled authoritarian policy analysis as "decisionism". He
says it assumes a unitary decisionmaker and is not applicable when there are two or
more actors with different objectives. Decisionism assumes all conflicts have been
settled and choice of projects or regulations is a fechnical puzzle to be solved rather
than a political judgment to be made. ‘

A nascent theory of behavioral economics also has implications for the role of
technician and politician. The behavioral sciences remind us that people and their
perceptions differ. The analyst is just another observer with her own cognitions and
it can’t be assumed that contlicts in perception can be solved outside of the political
process.

It is now possible for an applied BCA to be formulated which is consistent with
second-best welfare theory and a real second-best world. To that end it will be
necessary to extend Sugden and Williams decision making approach to a fuller
political economy approach where political input has a_place appropriate for a
democratic society and where no self appointed analyst elite usurps representative
government unwittingly or otherwise.

The outline for si}ch an approact_l can be sketched by considering in turn the
major steps in BCA including establishment of a nominal accounting framework,
estimation of the production function, direct benefit estimation, evaluations of non-




marginal projects, opportunity cost adjustments for imperfect labor markets, time
preference in the context of imperfect capital markets, and preferences for .
uncertainty adjustments. At each st? the iterative interaction between political
authorities and analyst can be indicated.

Program Information Structure

The first place where political input is needed for analysis is in choice of the
nominal input and output categories. Nothing can be priced unless the physical
3uantity of a set of characteristics is understood. This choice involves the level of

etail and aggregation of product characteristics. When is one product different
enough to be given a separate name? One can’t do even elementary cost-
effectiveness analysis without agreement on whether the cost data is comparing
products of equivalent quality. Since peopie differ on how similar is close enough,
some political input is needed. Usually the content of product qualities is chosen by
reference to statements of objectives in authorizing legislation. Some dialogue is
needed between analyst anifgolitician to establish construct validity. These are
matters ;)f judgment for a craftsman and not simply matters for a logician (Majone
1989, 47). o

The issue here is analogous to that in industrial organization where one sign of
non-competitive behavior is undue product differentiation. But, what is undue for
one person is not for another and thus legislative and judicial guidance is needed
antecedent to cost comparisons. This is the same issue as that involved in choice of
program budget categories which facilitate and hinder comparisons between
government agencies.

Estimating the Production Function

There is much technical expertise in experimental design to establish whether
the project caused a change in output. But, better designs cost more and some
judgment is needed on whether the reduction in threats to internal validity are
worth the cost. Ultimately, definitive randomly assigned treatments (projects) are
rare, which necessitates some qualitative judgment on the weight of the evidence
behind alternative projects. These judgments are one that reasonable people may
differ and settling differences is what politics is about. This judgment will be
discussed further below in the context of uncertainty.

Pricing Benefits and Costs

Analysts are called on to supply prices when no market references are available.
This requires inferences from indirect evidence of willingness to pay which is the
essence of the economists technical expertise. But, even here there is a need for
political input. A selection of cases will make the point. One of simplest methods is
to reason from the price of an analogous good to that of the non-marketed project




good. This returns to the first topic above, namely to establish that the goods are
perceived as comparable.

The human capital approach is commonly used in, valuing life in the context of
safety projects and regulation. But, to use the opportunity cost of life-time earnings
is to make a political choice of property rights. It includes a decision to put the
potentially harmed %)erson in the position of a buyer of safety rather than a seller
entitled to be free of harm. This returns us to the first-best vs. second best question.
If income distribution had all been settled or one could obtain the desired
distribution outside of projects and regulations via costless transfers, then the
human capital approach would be unambiguously Pareto-better. The same point
can be made with respect to environmental produicts.

Differences in human perception create the need for political resolution. For
example, the cost saving method commonly used in transportation project
evaluation requires a choice between the analysts percepticn of time saved and that
of the actual users of the transportation. The same problem arises in the context of
exposure to hazardous events. Sugden and Williams (1978, 179) give the label of
"merit goods" to products that people would want if they understood their best
interests. Whether this is desirable caring or paternalism requires political
judgment. : _

The use of contingent valuation (bidding games) requires the resolution of
political questions. The process can’t begin unless it is decided whether willingness
to pay or sell is decided. As noted in another context above, this is a basic property
rights question which is antecedent to market exchange or any simulation thereof.
The fra.ming of the questions, the anchor point, and the degree to which ogportunity

~ cost tradeoff is made explicit all are known to affect the resulting tgrices. oliticians

seek membership on the rules committee because control of the agenda affects
outcomes. Economists at least since Kenneth Arrow also understand that grouping
of issues (order of vote) affects the formulation of winning coalitions. Yet, this is
ignored when analysts go off by themselves and make an independent contingent
valuation study without political input. :

The parallels between surveys (contingent valuation) and a politician sampling
and acting upon constituents’ preferences is striking. Botk processes are subject to
the same issues of sampling, framing, and aggregation. While both involve issues of
property rights, some economists are willing to rewrite the constitution with a cloak
which promises to measure the true value of voter sovereignty. This is not simply a
problem of principal-agent because the issue is the aggregation of the preferences of
multiple principals and the dynamic learning environment of the principals whose
preferences are evolving. An extended argument is not possible here, but there is
nothing inherently superior about market prices or prices inferred from indirect
evidence of willingness to pay or surveys vs. administrative prices (Schmid, 1989). If
the legislature can change property rights and generate alternative prices in the
market, it can surely choose those prices directly under one constitution or set of
political rules (or surveys) or another.




Non-marginal Projects

- Some projects and regulation are large enough to cause a change in prices of the
- output and inputs (Hoehn and Randall 1989). It has become very popular among
applied economists particularly in recreational and environmental projects to
estimate consumer surplus as a measure of the willingness to pay E)r a price
decrease. Some theorists on the other hand have been hesitant to endorse it. The
problem is again that of the first-best assumption of optimal income distribution in
the many-consumer economy (Tresch 1981, 198).! If costless lump-sum transfers are
not available, Boadway and Bruce (1984, 271) conclude that, "The use of the
unweighted sum of household compensating or equivalent variations as a necessary
and sufficient indicator of potential Pareto improvement is rife with difficulties.”
The theory has been worked out mostly in the context of taxes but the implications
are the same. Tresch (p. 351) says "it may not be very useful to think of tEe effects
of distorting taxes in terms of deadweight loss. Unambiguous notions of efficiency
loss imvolve the use of the expenditure function, which is best suited to one- -
consumer economies." -

The use of consumer surplus is equivalent to a firm being a perfectly
discriminating monopolist. The amount of consumer surplus that such a firm can
extract depends on whether other firms are also trying to do it. Not all firms
whether private or public can simultaneously extract the consumer surplus that is
estimateg for each one acting alone assuming no one else is trying. As Samuelson
(1963, 197) once noted, some otherwise bankrupt firms would have survived with
price differentiation. :

The applied economist can scarcely do better than conclude as did Little (1957)
when he said "The best criterion for investment decisions must, within wide limits,
be determined at dynamic and administrative levels—-and not at the level of static
welfare theory" (p. 184). Which firms are to be allowed to act in terms of being a
discriminating monopolist is fundamentally a distributive question. Consumers
don’t know what they are sovereign over until they know whether they will be
subject to price differentiation.

Opportunity Cost

Disequilibrium in labor markets is the context in which analysts offer up shadow
. “prices to replace nominal prices for the unemployed. All are agreed that decisions
should be made in terms of opportunity costs, but whose? The price of labor on
public projects cannot be separated from the objectives of macro policy which are a
matter of political conflict. A government which intends to put downward pressure
on wages may purposely create unemployment (or take advantage of it when it
occurs?. ‘The last thing they want is for the project agencies to have larger budgets
as a result of higher net returns when wages are computed at some shadow price
~ instead of the higher market price.

The distributive issues can’t be settled in a separate transaction. In a second-
best world, the government is likely to want to pay the nominal wage. For example,
in the U.S. the Davis-Bacon Act requires it. This means that if projects are built




using shadow prices that would not otherwise be built, they are the occasion for
some taxpayers to make transfers to labor. :

VYaluation over Time-

Is the discount rate for public projects a matter of data to be observed or a
public choice to be decided and delivered to the analyst? With a perfect capital
market, everyone would have the same time preference at the margin. People with
initially different time preferences would borrow and lend, market rates would
g?g’fust until all players are in equilibrium. But in disequilibrium, people have

ifferent opportunities and differ over the desirability of financing public projects by
borrowing or taxation. Some further political resolution of conflicting interests is
necessary even if the distribution of factor ownership (wealth) were acceptable and
there are many borrowers and icaders (no market power). The literature, of which
Sugden and Williams and DeAlessi are representative, seems to have shifted to
\éiicsawing tléezchoice of discount rate as a political decision rather than a datum to be
covered. ‘

Uncertainty

People have different preferences for the tradeoff of mean values and their
variation. There are few markets for recording these preferences. Each person
‘can’t independently adjust a portfolio of public projects to obtain their preferred
risk exposure. This means a political judgment is needed. .

Uncertainty is an area where behavioral economics has a lot to offer. Much of
the decision analytics separates the perception of mean values from perception of
- their variation, but much empirical evidence exists that the perceptions are inter-
related. The frame for viewing attitudes toward uncertain events has a lot to do
with what is seen. A political compromise among differing perceptions is needed.

Conclusion

The traditional separation of technical analysis and political choice is no longer
tenable. Theory and experience point to a more interactive, iterative relationship
between analysts and politicians. The distribution of rights affect prices and thus
any existing set of prices can’t guide the choice of rights including those embedded
in rules for appraising public spending and regulations. It can’t be assumed that
political choice has once and for all chosen the distribution of rights and that the
only problem is the technical one of implementation of the preferences of rights
holders. The process of public investment and regulation is never wholly exchange
facilitating (solving market failure) nor wholly grant making, and the distinction
needs continuous political input. The analyst need not apologize for asking more
questions of the politicians. And the technical input is no less useful for the fact that
as new politicians are elected, public investment priorities change. The value of
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analysis is in clarifying the substance of evolving preferences and the necessity to be
explicit about whose preferences count.

In closing it should be noted that citizens and politicians do not have a universal,
consistent, strong preference for explicitness and clarification of the sources of
winners and losers. The failure of applied BCA to reflect the evolution of second-
best theory is only partly due to reluctance of economists to relinquish the role of
sut)fplying authoritative advice.> The other part is a substantial public demand for
self (and others) deception and vain glory where we advertise a concern for the

oor, human life, environment, or whatever, while acting selectively to the contrary.
en politicians stand aside from resolving the conflicts of interest behind the BCA
rules, they are able to embrace its results piecemeal--accepting its added legitimacy
when it suits them but labeling it academic irrelevance when they reject the results.
If politicians were part of the process, they would have to change its rules rather
than selectively reject its conclusions.

Notes

1Sugdcn and Williams (1978, 127-31) try to finesse the issues by assuming zero income effects.
Reasonable applied analysts seem to differ on the reality of this assumption. ’

2pearce and Nash (1981, 164) observe that "no single school of thought on discount rates
commands consensus among economists...the issue is one of choosing a discount rate in a second-best
world, so that behaving as if first-best conditions prevailed...does not seem relevant.” -

30ther reasons for not pursuing systematic, explicit choice include Wildavsky’s (1969) argument
that ambiguity is necessary to prevent political breakdown and ultimately civil war. Leibenstein (1987)
makes a related point arguing that slack keeps firms with internal conflicts from coming apart.
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