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	STATE OF CALIFORNIA
	Public Utilities Commission

San Francisco

	M e m o r a n d u m



	Date:
	April 3, 2007

	
	

	To:
	The Commission

(Meeting of April 12, 2007 )

	
	
	

	From:
	Delaney Hunter, Director

Office of Governmental Affairs (OGA) — Sacramento

	
	

	Subject:
	AB 690 (Jones) – Water corporations:  rates.
As Introduced:  February 21, 2007

	



Legislative Subcommittee Recommendation: Oppose
SUMMARY OF BILL:
This bill would prohibit the rates of a water corporation from exceeding the amount necessary to recover reasonable expenses incurred in the provision of utility service and a reasonable return on investment.  This bill states that allocation of any proceeds from contamination claims and litigation should be equitably allocated between ratepayers and shareholders, and that the cost to ratepayers of any replacement water supply should be reduced.  The bill goes on to state that contamination claims and litigation proceeds shall not be included in rates except to the extent that it restores the book value of the original source of water. 
SUMMARY OF SUPPORTING ARGUMENTS FOR RECOMMENDATION:
This bill would apply a one size fits all approach to ratemaking for private water companies, which are a complex and diverse group of utilities, and would add nothing new to existing regulatory policy and case law.
SUMMARY OF SUGGESTED AMENDMENTS (if any):
None at this time.
DIVISION ANALYSIS (Water Division):
· The Commission’s existing ratemaking policies do not permit a return on investments made by others.  In conformance with the Uniform System of Accounts (USOA) and U.S. Supreme Court decisions, only those investments made by the utility should earn a return.

· As detailed in the Uniform System of Accounts
 (USOA) authorized by the CPUC for water utilities (D.57578) contributions are recorded separately from those investments made by the utility and its investors so that no return is earned on that investment made by others.  

i. By recording contributions separately, they are not included in the rate base to which the rate of return is applied (rate of return times rate base = return earned on investment).  

ii. Since the proceeds from contamination claims and litigation represent a contribution by a party other than the utility or its stockholders, no return should be earned on it. 

· U.S. Supreme Court decisions of Bluefield and Hope discuss the recovery of a reasonable return on a utility’s investment that is commensurate with concerns that face comparable risk. 
iii.  The Bluefield Decision
 states in part “A public utility is entitled to such rates as will permit it to earn a return on the value of the property which it employees for the convenience of the public equal to that generally being made at the same time and in the same general part of the country on investments on other business undertakings which are attended by corresponding risks and uncertainties…the return should be reasonable, sufficient to assure confidence in the financial soundness of the utility, and should be adequate, under efficient and economical management, to maintain and support its credit and enable it to raise money necessary for the proper discharge of its public duties.”

iv. The Hope Decision
 states in part “From the investor or company point of view it is important that there be enough revenue not only for operating expenses but also for the capital costs of the businesses.  These include service on the debt and dividends on the stock…By that standard the return to the equity owner should be commensurate with returns on investment in other enterprises having corresponding risks.  That return, moreover, should be sufficient to assure confidence in the financial integrity of the enterprise, so as to maintain its credit and attract capital.” 

· This bill would undermine Commission decision D.92-03-093, which allows the small Class C and D water utilities (1 to 1,999 customers) that have little or no rate base to alternatively earn a Rate of Margin on their expenses.

· In this decision, the Commission determined that it was very difficult for small Class C and D water utilities to earn their authorized rate of return, given the fact that many have little or no rate base (the rate of return is calculated by multiplying the rate of return times the rate base).  In order to resolve this problem and allow these utilities to remain economically viable and able to provide reliable and safe water, a return may alternatively be calculated using a Rate of Margin on their expenses instead of a rate of return on rate base.

· This bill would also interfere with the Commission’s regulatory policy to allow water utilities to retain all earnings in excess of their authorized return in between rate cases.  

· The issue of who should receive the proceeds from water contamination claims and litigation is being addressed in CPUC proceedings (for example, A.05-08-021, San Gabriel Valley Water) on a case by case basis.  Given that individual companies vary greatly in size and circumstances, there is no existing rule or law that addresses the allocation of this specific type of proceeds.    
PROGRAM BACKGROUND:

The CPUC is responsible for ensuring that the utilities deliver clean, safe, and reliable water to their customers at reasonable rates.
  There are approximately 140 companies under CPUC jurisdiction providing potable and irrigation water service to about 20%, or more than 6 million, residents of California. Total annual revenues for CPUC-regulated water utilities in California are nearly $1 billion. Water quality and water supply issues are governed by various federal and state agencies, and the CPUC works collaboratively and closely with them.

LEGISLATIVE HISTORY:

None.

FISCAL IMPACT:
Unknown.
STATUS:  
This bill will be considered by the Assembly Water, Parks, and Wildlife Committee on April 24, 2007.
SUPPORT/OPPOSITION:  
Unknown.
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BILL LANGUAGE:

BILL NUMBER: AB 690
INTRODUCED


BILL TEXT

INTRODUCED BY   Assembly Member Jones

                        FEBRUARY 21, 2007

   An act to add Sections 745 and 746 to the Public Utilities Code,

relating to water corporations.


LEGISLATIVE COUNSEL'S DIGEST

   AB 690, as introduced, Jones. Water corporations: rates.

   (1) Under existing law, the Public Utilities Commission has

regulatory authority over public utilities, including water

corporations, as defined. Existing law authorizes the commission to

fix the rates and charges for every public utility, and requires that

those rates and charges be just and reasonable.

   This bill would prohibit the rates of a water corporation from

exceeding the amount necessary to recover the reasonable expenses

incurred to provide water service and a reasonable return on capital

invested by the water corporation and its shareholders for service to

the public. The bill would prohibit a water corporation from

recovering in rates, a return on its reasonable expenses incurred to

provide water service, or from recovering a return on investments

contributed by developers, public agencies, or ratepayers.

   The bill would require, if a water corporation receives monetary

compensation for damage resulting from contamination of the utility's

water supply, that the commission require the utility to equitably

allocate the compensation between the ratepayers and investors of the

utility and to require the utility to invest the monetary

compensation in a replacement source of water supply to the extent

necessary to meet current and future needs of its customers. The bill

would require the commission to require the utility to allocate

compensation to reduce the cost to ratepayers of any replacement

water supply required as a result of the contamination, to the extent

that the utility has received a return on its investment in the

damaged equipment or facilities from its ratepayers. The bill would

authorize the commission to allow a water corporation to include in

the rate base of the utility, that portion of the proceeds invested

in a replacement source of water supply as is necessary to restore

the utility's book value for any reduction resulting from the

contamination.

   (2) Under existing law, a violation of the Public Utilities Act or

an order or direction of the commission is a crime.

   Because the provisions of this bill would be a part of the act and

because a violation of an order or decision of the commission

implementing its requirements would be a crime, the bill would impose

a state-mandated local program by creating a new crime.

   (3) The California Constitution requires the state to reimburse

local agencies and school districts for certain costs mandated by the

state. Statutory provisions establish procedures for making that

reimbursement.

   This bill would provide that no reimbursement is required by this

act for a specified reason.

   Vote: majority. Appropriation: no. Fiscal committee: yes.

State-mandated local program: yes.

THE PEOPLE OF THE STATE OF CALIFORNIA DO ENACT AS FOLLOWS:

  SECTION 1.  The Legislature finds and declares all of the

following:

   (a) It is the existing policy of the state that rates and charges

established by the Public Utilities Commission for water service

provided by water corporations provide revenues and earnings

sufficient to afford the utility an opportunity to earn a reasonable

return on its used and useful investment and to attract capital for

investment on reasonable terms and to ensure the financial integrity

of the utility, to minimize the long-term cost of reliable water

service to water customers.

   (b) It is a basic principle of ratemaking to establish a rate

which will permit the utility to recover its costs and expenses plus

a reasonable return on the value of property devoted to public use.

Thus, the profit of the utility is calculated solely on the rate

base, which is the capital contributed by its investors and the

utility is not entitled to earn an additional profit on its expenses,

but only to recover them on a dollar-for-dollar basis as part of the

rates.

   (c) The Public Utilities Commission has not, however, been

consistent in following this basic principle of ratemaking and has

recently authorized a water corporation to increase its rate base as

a result of investments that were not provided by the utility's

investors.

   (d) Permitting water corporations to earn a return on investments

that were not made by the utility's investors, but which were instead

made by developers, public agencies, or the water corporation's

customers, is inconsistent with state policy and basic principles of

ratemaking.

  SEC. 2.  The Legislature further finds and declares all of the

following:

   (a) Groundwater contamination has caused water corporations to

abandon wells that have been substantially paid for by the utility's

ratepayers through depreciation costs included in the utility's

rates. Many of these wells would have provided many additional years

of safe, reliable, and economical water supply but for the

contamination.

   (b) Groundwater contamination has also required many water

corporations to develop new sources of water supply that are much

more costly than the water that was supplied by the abandoned wells.

   (c) Many water corporations that have abandoned wells as a result

of groundwater contamination have as a result of claims or

litigation, obtained compensation for the damage resulting from the

contamination from insurers and the parties responsible for the

contamination.

   (d) In those situations where an abandoned well has been paid for

in whole or substantial part by the ratepayers of the water

corporation, in fairness, the proceeds of any claim or litigation

should be wholly or substantially allocated to reducing the costs to

be charged to ratepayers for a replacement source of water.

   (e) The Public Utilities Commission has failed to establish a

consistent policy or practice to equitably allocate funds received by

a water corporation in compensation for groundwater contamination

received from insurers and responsible third parties.

   (f) It is the policy of this state that to the extent possible, in

allocating compensation received by a water corporation in

compensation for damage to a source of water supply, that both the

ratepayers and the shareholders of the water corporation should be

returned to the same financial position each was in before the

contamination occurred.

  SEC. 3.  Section 745 is added to the Public Utilities Code, to

read:

   745.  (a) The rates of a water corporation shall not exceed the

amount necessary to recover the reasonable expenses incurred to

provide water service and a reasonable return on capital invested by

the water corporation and its shareholders for service to the public.

The commission may authorize a water corporation to retain and

reinvest earnings and to earn a rate of return on reinvested capital.

   (b) No water corporation shall recover in rates, a return on its

reasonable expenses incurred to provide water service.

   (c) No water corporation shall recover in rates, a return on

investments contributed by developers, public agencies, or

ratepayers.

  SEC. 4.  Section 746 is added to the Public Utilities Code, to

read:

   746.  (a) If a water corporation receives monetary compensation

for damage resulting from contamination of the utility's water

supply, the commission shall require the utility to equitably

allocate the compensation between the ratepayers and investors of the

utility.

   (b) If a water corporation receives monetary compensation for

damage to the utility's equipment or facilities as a result of

contamination, to the extent that the utility has received a return

on its investment in the equipment or facilities from its ratepayers,

the commission shall require the utility to allocate compensation to

reduce the cost to the ratepayers of any replacement water supply

required as a result of the contamination.

   (c) If a water corporation receives monetary compensation for

damage resulting from contamination of the utility's water supply,

the commission shall require the utility to invest the monetary

compensation in a replacement source of water supply to the extent

necessary to meet the current and future needs of its customers. No

water corporation shall include in rates, the proceeds invested in a

replacement source of water supply except to the extent necessary to

restore the utility and its ratepayers to the same financial

condition they would have been in but for the contamination.

   (d) Notwithstanding subdivision (c), the commission may allow a

water corporation to include in the rate base of the utility, that

portion of the proceeds invested in a replacement source of water

supply as is necessary to restore the utility's book value for any

reduction resulting from the contamination.

  SEC. 5.  No reimbursement is required by this act pursuant to

Section 6 of Article XIII B of the California Constitution because

the only costs that may be incurred by a local agency or school

district will be incurred because this act creates a new crime or

infraction, eliminates a crime or infraction, or changes the penalty

for a crime or infraction, within the meaning of Section 17556 of the

Government Code, or changes the definition of a crime within the

meaning of Section 6 of Article XIII B of the California

Constitution.

� The USOA provides standard authorized accounts in which a water utility records and categorizes all balance sheet and income statement data, such as assets, liabilities, capital, financing, revenues, and expenses.


� Bluefield Water Works and Improvement Company vs. Public Service Commission of the State of West Virginia (262 U.S. 679, 1923).


� Federal Power Commission vs. Hope Natural Gas Company (320 U.S. 591, 1944).


� The investor-owned water utilities that the CPUC regulates are corporations or limited liability companies that provide water to the public for remuneration as a business, and are classified according to size as A, B, C, or D. Class A: 10,001+ customers; Class B: 2,001-10,000; Class C: 501-2,000; Class D: 1-500.


�  These agencies are the Department of Health Services, the Department of Water Resources, the State Water Regional Quality Control Board, the California Environmental Protection Agency, and wholesale water agencies such as the Metropolitan Water District.
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