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QEINION

We opened this rulemaking proceeding to reconsider the
rule of Decision 85~11~018 (City of Redding), -regarding the
ratemaking treatment of gains realized in certain sales of utility "
property to a municipality or other public entity. By our decision
today, we change the City of Redding rule and find that, for sales
of utility assets within the,scopé of this rulemaking, any gain on

the sale should accrue to. the utility shareholders, provided that
the ratepayers have not contributed capital to the distribution

system and any adverse effects on the selling utility’s remaining
ratepayers arxe fully mitigated. '

DACKGROUND

In establishing this rulemaking proceeding, we restricted
our review to the allocation of gains (and, implicitly, losses)
which are realized when all of the following circumstances exist:

1. A distribution system of a public utility
(i.e., gas, electric, or water utility) is
sold to a municipality or some other public
or governmental entity, such as a special
utility district:; :

the distribution system consists of part or
all of the utility operating system
(system) located within a geographically
defined area; '
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the components of the system are or have
been included in the rate base of the
utility; and

the sale of the system is concurrent with
the utility being relieved of and the
municipality or other agency assuming the
public utility obligations to the customers
within the area served by the systen.

We sought comments from interested parties on the
ratemaking treatment of the gain within the framework we have
described, with particular attention given to the following
questions:

1. What definition of liquidation or partial
liquidation should the Commission use?

2. What significance should the Commission
place on the source of contributions to the
value of the property sold, including the
initial capital investment, the payment of
carrying costs, and other financial support
giveg to the property while it was in rate
base?

What should be the appropriate accounting
for ligquidations?

What is the effect on a utility’s ability -
to attract capital if the gain is allocated
to ratepayers? What has been the effect,
for example, of our prior decision in City

i on Pacific Gas and Electric
Company’s (PG&E) securities?

wWhat, if any, risks should the Commission
consider in balancing risk and rewards
between ratepayers and shareholders (e.g.,
risk of loss of original capital
investment; risk of loss of increased
value)? '

. Should the analysis of risks be
retrospective or prospective? Should we
consider who has borne the risks or who
bears them at the time of the sale and
after the sale?
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7. What should be the ratemaking treatment of
a gain realized in a transaction which
meets the adopted definition of a
liquidation, whether partial or total? By
way of comparison, what treatment is
accorded such transactions in other
jurisdictions?

8. On what basis could the gain be allocated
between ratepayers and shareholders? s

Comments were filed by the California Water Associatiocn,
Pacific Gas and Electric Company, Southern California Gas Company,
Southern California Edison Company, San Gabriel Valley Water
Company, Suburban Water Systems, California Water Service Company,
San Jose Water Company, Del Este Water Company, Dominguez Water
~ Corporation, the California City-County Street Light Association,
Park Water Company, the National Association of Water Coumpanies,
Pacific Power and Light Company, San Diego Gas & Electric Company,
Southern California Water Company, the Cities of San Diego, San
Francisco, and Los Angeles, and the Division of Ratepayer Advocates
of the Commission (DRA).

POLICY OVERVIEW

We are convinced that in the circumstances contemplated
in this rulemaking (sale of part of a public utility distribution
system to a public entity which then assumes the obligation to
serve the customers formerly served by the utility within the area
served by the transferred system), gains or losses from the sale
should be allocated to the shareholders of the public utility,
provided that the ratepayers have not contributed capital to the
distribution system and are not adversely affected by the transfexr
of the systen.

We note that we have always allocated to shareholders the
gains or losses from the total liquidation of a public utility.
The transfer of distribution facilities together with the
assumption of the responsibility to.serve customers is essentially
a partial ligquidation of the public utility which transfers the
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facilities. Thus, the rules on ligquidation logically should cover
the narrowly defined circumstances we have described. However, we
make one exception, when the transferring utility continues to
serve those of its ratepayers that are not served by the
transferred distribution system. Where the transfer is shown to
have an adverse impact on cost or quality of service to the
remaining ratepayers, we will change the allocation to thre extent
necessary to mitigate such impact.

We arrive at this conclusion through a two-step analysis.
Fixrst, we should consider the welfare of the ratepayers whose
service will now be provided by the acquiring municipal utility.
In the case of a transfer from one regqulated privately-owned
utility to another, our policy has been clear: the assets in
question continue in the rate base at their previously-determined
value without any consideration for a premium above book value that
might have been paid in the acquisition. In that way the gain on
sale is implicitly awarded to the (transferred) ratepayers, since
increase in value above book of the distribution plant is not
reflected in rates. Here, the acquiring municipal utility is
beyond our jurisdiction. However, the legislative scheme by which
our jurisdiction is avoided presumes that public oversight, e.g.,
through the election of board members and/or local officials, will
prove an effective substitute for our requlatory oversight. Wwhere
the purchasing utility is a municipality, we are precluded from
offering any particular protections to the ratepayers who are being
transferred, but the statutory scheme provides them an alternate
recourse to resolve any such issues.

Second, when we consider the welfare of ratepayers who
remain with the privately-owned utility, we find that, in the
circumstances of this rulemaking, they will be in the same position
before and after the transfer. There have been many attempts to
describe the regulatory compact between ratepayers and.
shareholders: probab;y'nokdescfiption is entirely satisfactory.
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There are many kinds of facilities and types of risk in utility
sexvice, and in future cases involving other types of sales of
utility assets, we believe that risk analysis will always ke
pertinent to deciding how to allocate the gains or losses from
these sales. It is clear, however, that in the circumstances we
address here, our allocation would not abridge the regqulatory
compact. The ratepayers who remain with the privately-owned
utility continue to be served through tae same facilities before
and after other facilities are transferred through
nunicipalization. Absent a showing of adverse impact on the
remaining ratepayers, the intervening transfer should not change
the relative risks previously assumed by ratepayers and
shareholders regarding those facilities. As we have indicated, we
would first requiré a full alleviation of such an impact before
ruling on a municipalization transaction. We need not specify the
entire regulatory compact in any detail here to conclude that it is
fair and reasonable to preserve the relative positions of utility
shareholders and ratepayers who remain under our jurisdiction.

Given that we will exercise our authority to protect the
interests of the ratepayers who remain on the privately~-owned
utility system, and given that the interests of those ratepayers
who have been transferred to a municipal utility are beyond our
Jurisdiction, it is appropriate to allocate any gain (or loss) of
this sale to the utility shareholders once full mitigation of any
adverse impacts on remaining ratepayers has occurred.

DISCUSSION .

The comments filed on this rulemaking reveal a sharp
division of opinion among the parties as to how gains on sales
should be allocated. The DRA asserts that the capital gain
resulting from the sale of a distribution system should be applied
to reduce the revenue requirement of the selling utility, that is,
go to the ratepayers. This position is supported by the Cities and
the California City=-County Street Light Association. All other
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commenters assert that the gain on sale accrues to the shareholders
of the selling utility. We hold that the gain on sale of a
distribution system, as defined in our Order Instituting
Rulemaking, accrues to the utility and its shareholders to the
extent that (1) the remaining ratepayers on the selling utility’s
syten are not adversely affected and (2) the ratepayers have not
contributed capital to the distribdution system.

In reaching our decision we have considered the comments
on the eight questions posed in the Ordexr Instituting Rulemaking
(OIR), and we address each one below.

1. wyatmdefgnition of liquidation or pargial
dation should the ssion use

The DRA distinguishes between a liquidation and a partial
liquidatioh. It says that a liquidation is the essential process
of winding up a corporation and distributing assets among creditors
and stockholders, resulting in the disgsolution of the business.

For assets to be considered liquidated, according to DRA, all

liabilities and other obligations connected with those assets must
be paid, discharged, settled, or transferred with the assets. In
this kind of ligquidation, DRA recognizes, any gain on sale of the
assets (net of payments to creditors and preferred stockholders)
would inure to the common stockholders. Anything short of this is
a partial liquidation. The DRA, however, claims that a partial
liquidation is a misnomer since, in its opinion, assets cannot be
partially liquidated although a business can be partially
dissolved. The DRA concludes that for equitable reasons when a
sale of rate~based utility assets occurs without liquidation, the
capital gain net of all costs of sale should be applied to reduce
the revenue regquirement of the selling utility, i.e., the gain
would be recognized as utility income and thus go to the
ratepayers.

Utility commentors say that the DRA has confused the
liquidation of assets with the winding up and dissolution of a
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corporation. The DRA in its reply comments apparently dropped its
reference to dissolution as a requirement of liquidation and
defined a liquidation as the sale of an entire, separately rate-
based distribution system with the transfer of all the ratepayers
of the system. This would have been a partial liquidation under
the DRA’s original definition.

We believe that a lengthy discussion of the various
comments on what is or is not a liquidation or a partial
liquidation would be mexrely an exercise in legalisms. All parties
have agreed that in a total ligquidation and dissolution any gain on
sale belongs to the utility stockholders, rather than the
ratepayers. The question before us is when a distribution system
of a utility is sold, and customers are transferred with the
facilities, what should be the ratemaking treatment of the net
capital gain or leoss, realized in the sale. .

Qur concern is to recognize the rights of the
shareholders without disregarding adverse impacts on ratepayers and
the continuing obligation of the selling utility to provide
reliable service at reasonable rates. The concept of both the
partial licquidation of assets and a partial dissolution of a
company are relevant. The sale of a distribution system with
customers attached represents a dissolution of a significant part
of a utility’s total operating system. The utility’s business
diminishes in terms of assets and customers. This loss of part of
ite customer base and ongoing business value is tantamount to a
dissolution, although only a partial one. In such cases, we will
recognize the right of the utility to the net capital gain
resulting from the sale, a gain which can be distributed to
shareholders, as well as the obligation of the utility to absord
any capital less. '

On the other hand, there may be related debts and
liabilities that are not satisfied upon the sale of a distribution
system, and thus the assets are not completely liquidated, leaving
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a burden for the remaining ratepayers. Accordingly, it is our
conclusion that in the circumstances of a sale as described in our
OIR, a capital gain or loss, net of costs of sale, should be
assigned to the utility, thus making it assignable to- shareholders.
However, the amount of the net capital gain allocated to the
utility should be reduced by an amount commensurate with any burden
left with the remaining customers of the selling utility.

' For ease of reference within the bounds of this
rulemaking (and with due recognition that the terminology we use is
more convenient than precise), we will use the term ~liquidation”
to mean the sale of all or part of any distribution system of a
utility, consisting of part or all of the utility operating system
located within a geographically defined area, to a municipality or
other governmental entity as a consequénce of which the utility is
relieved of, and the municipality or other governmental enﬁity
assumes, the sexvice obligations to the customers served by the
distribution system. This definition is for clarity, sec that
parties will not confuse what we are dealing with in this opinion
with the same terms when used in' other contexts such as corporate
dissolutions or bankruptcy. Our conclusion on how to distribute
the gain on sale does not turn on the particular term used.

2. What significance should the Commission place on the
souxce of contributions to the value of the property
sold, including the initial capital investment, the
paynent of carxying costs, and other financial gupport

: o 1] : hile it in rate ) _

The DRA places great significance on this question,
arguing that because the ratepayer pays the return on investment,
the return of the investment (depreciation), plus all reasonably
incurred expenses to maintain and operate the utility assets, the
ratepayer has an equitable interest in the gain on sale of azsets:
that have been in rate base. This is especially so because the
embedded and fixed costs formerly shared by the transferred
customers will bave to be borne by the remaining ratepayers.
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The commenting utilities view the question from a
different perspective. They start from the undizputed fact that it
is the investor who provides the capital for the venture, and
contend that the customer merely pays for service, not the property
used to render it. These principles are expounded in a series of
cases from the United States Supreme Court and the California
Supreme Court. For example, the United States Supreme Court said
in Board of Public ULility Commissioners v, New York Telephone
company (1926) 271 US 23 at 31:

#The relation between the company and its
customers is not that of partners, agent and
principal, or trustee and beneficiary.”

The Court continued, 271 US at 32:

7Customers pay for service, not for the property
used to render it. Their payments are not
contributions to depreciation or other
operating expenses, or to capital of the
company. By paying bills for service they do
not acquire.any interest, legal or equitable,
in the property used for their convenience or
in the funds of the company. Property paid for
out of moneys received for service belongs to
the company, just as does that purchased. out of
proceeds of its bonds and stock.”

The California Supreme Couxt in Racific Tel & Tel. Co.
v Eshleman (1913) 166 Cal 640, 665, propounded similar principlea,
stating that “the devotion to a public use by a person or
corporation of property held by them in ownership does not destroy
their ownership and does not vest title to the property in the
public....” Eshleman was quoted with approval in Pac, Tel & Tel v.
PUC (1950) 34 C 24 822, 828. '

In instances where public utilities have been unable to
attract sufficient capital from conventional scurces for projects
which the Commission deemed essential, the Commission has ordered
funds for such purposes to be providad from cperating ravenues.
(See e.g., Southern Calif. Gas Co, (1972) 74 CPUC 30, 55; Ragific
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Lighting Service Co. (1973) 75 CPUC 604, 616; the GEDA and EEDA
Programs (1977) 83 CPUC 16, 19-21; funds received under a Public
Utilities (PU) Code § 454.3 program oOr comparable program.) In
those instances any gain on the sale of the property purchased with
such funds should go to the ratepayers. (See, Sommittee of
Sopsumex Sexvices v, PSC of Utah (1979) 595 P 24 871, 876.)

To answer the question which began this section, the
Commission considers significant the source of the investment,
usually the stockholder, sometimes the ratepayer. Rates are paid
for service received and include a return to compensate investors
for their investment. Assertions of ownexship of assets and
capital contributions do not resolve the questions before us in
this proceeding, however. Since a requlated utility is a monopoly
granted authority to serve the public trust, it is an entity whose
income and expenses are subject to the ratemaking authority of the
‘Commission. As the United States Supreme Court recently affirmed,
though the assets of a utility that are employed in the public
intexest are 6wned.and operated by private investors, the “partly
public, partly private status of utility property creates its own
set of questions under the Taking Clause 'of the Fifth Amendment.”
(Duevesne Lidght Co. v. Barasch (1989) 488 US ___, 102 L. Ed.2d 646,
657.) . :

3. What should be the approprégte
accounting for liquidation?

When a utility distribution system is sold under the
circumstances covered in this rulemaking, the assets comprising
that system should be removed from rate base. As our order
provides, the net capital gain'or loss realized as a result of the
sale should be allocated to the utility,.and thereby be made
available for assignment to its shareholders. If, however, an
adverse impact on the remaining ratepayers is found by the
Commission, that impact must be mitigated. '
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‘ Under normal circumstances the Uniform System of Accounts
would require that the gain or loss on sale of depreciable assets
would be charged to a depreciation reserve account and thus would
flow through to ratepayers. For non-depreciable assets the net
gain or loss on sale might be flowed through to ratepayers by a
rate base offset or to shareholders by a below-the=-line credit.

In the circumstances of this rulemaking net gains or
losses on sale (whether of depreciable or non-depreciable property)
should be assigned to shareholders by transferring the plant
accounts and related depreciation reserve accounts to non-utility
plant at the time of sale.

We leave the accounting implications of mitigating
adverse impacts on remaining ratepayers to the appropriate
individual proceedings.

4. What is the effect on a utility’s ability to attract
capital if the gain is allocated to ratepayers? W%hat has
been the effect, for example, of ouxr prior decis;on in
ity of Redding on Pacific Gas and Electric Company’s
{RG&E) securitics:

To answer the second question first - PG&E says that it
is #hard if not impossible to gquantify the decision’s effect on
PG&E’s securities.” The DRA believes that there was no effect. We
concur with the DRA.

But the more general gquestion can be answered in a
general way. If gain on sale is allocated to ratepayers where
ratepayers have not contributed capital and where gain was
previously allocated to shareholders, there could be an adverse
effect on a utility’s ability to attract capital. In addition to
the ligquidation of the asset, the utility also loses the stream of
income, customer goodwill, and going business value of the
territory transferred, all of which may have an adverse effect on
the utility’s ability to attract capital.

To deny utility investors the opportunity to offset the
erosion of their investment through the receipt of capital gains
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would be a deterrent to the reinvestment of retained earnings and
to the attraction of new capital. Were we to allocate the gain on
sale from sale of distribution systems to ratepayers as a general
proposition, we would expect the financial markets over time to
compare this result to that applicable to competing investments,
and adjust accordingly.

5. What, if any, risks should the Commission consider in
balancing risks and rewaxds between ra yers and
shaxeholders (e.g., risk of loss of orig capital

. We will not attempt to completely describe the regqulatory
compact between ratepayers and shareholders, but it does include
assignment of investment rewards or losses to the party that takes
the investment risk. At the time a utility makes an investment the
assignment is most often implicit, not explicit. Recent requlatory’
actions have.made more explicit the assignment of specific risks
(e.g. the ratemaking settlement for PG&E’s Diable Canyon Power
Plant approved in D.88-12-083, or cost caps applied in
certification proceedings for new power plants), but electric
distribution systems have usually if not always entered utility
rate bases without such explicit assi¢gnment.

Before assigning the gain or loss on the sale of
distribution systeme, we must first determine the implicit risks
associated with those systems. When utilities operate efficiently
and the various forecasts inherent in setting rates are reasonably
accurate, then ratepayers receive reliable service and the utility
earns the authorized rate of return. That rate of return is based
on an averaging of individual risks over the entire utility system.

There are many ways to describe the elements of utility
risk, but for present purposes we make the following distinctions:

© The risk of poor service falls largely on
ratepayers. The value of utility service is
not naturally symmetrical, and only in
unusual circumstances can the costs of poor
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service be offset by the superior benefits
of better than average service.

i affects both ratepayers and
shareholders. Weak utility management or

- unmanageable business conditions can induce

poor service as well as failure to earn
authorized rate of return, or even reduction
of authorized rate of return due to poor
service. Risk of inaccurate ratemaking
forecasts is an element of business risk.

Apart from operational business risk is

] ! i that affects shareholders.
In the long run common share prices should
reflect a utility’s ability to earm a
return, but in the short run utility stock
prices must drift up and down with financial
markets and the general state of the
economy. Such variability is eventually
built into authorized rate of return, but
short term effects are assigned to
shareholders. This financlal risk is the
general risk that goes along with
contridution of capital, independent of
specific capital projects.

Specific investment risk is associated with
financial risk but differs in that it
attaches to individual investments. For
example, for electric utilities there are
different risks for generation,
transmission, distribution and customer
investments.

i flows from decisions by this
and other regqulatory bodies and affects both
ratepayers and shareholders. TFor example,
in the present investigation this includes
the assignment of the gain or loss on sale
of a distribution system.

Although it is not necessary to this analysis, we observe
that utility investment in distribution systems is generally less
risky than investment in larger individual assets, such as
generating plant or other major assets dedicated to serving all
customers.
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The implicit risks associated with investment in
distribution systems are poor service to local ratepayers within
the distribution system, and general financial risks that attach to
any investment, which are assigned to shareholders, to the extent
that they have contributed capital to the distribution system. The
other risks listed above are much less important to capitalization
of distribution systems. Business risk impacts utility rate of
return through variability of operating expenses more than through
direct return on capital investument. Forecasts of distribution
system costs or utilization have far less impact on all parties
than forecasts of sales and operating expenses. Distribution
systems seem to be among the least risky individual investments by
electric utilities, due to their relatively small scale,
converntional technology and natural monopoly characteristics.

In summary, the risks that are relevant to liquidation of
2 distribution system are the risk of poor service to local
ratepayers, general financial risk to shareholders to the extent

that they have contributed the capital and risk of increased burden
on remaining ratepayers.

6. Should the analysis of risks be retrxospective or
prospective? Should we consider who has borme
the risks or who beaxs.gpem at the time of the
sale and aftex the sale?

In determining how to allocate the gain or loss on sale
of a distridution system risks should be analyzed prospectively
from the time the investment is made, but should generally not
depend on actual events during the investment lifetime except to
the extent that those events nay point out the risks that were
inherent in the initial investment decision.

puring the investment lifetime shareholders earn a rate
of return that includes a risk premium, even though the premium on
the particular investment may be subsumed in the averaging process
by which the Commission authorizes overall utility rate of return.
We cannot blindly assume that all investments are equally risky.
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In the case of distribution systems we have seen that very little
investment risk attaches to individual projects, but ratepayers and
shareholders are expesed to other risks. In general, at the end of
the utility’s investment lifetime, the parties that assumed the
risks should receive the rewards, and all other parties should be
held indifferent. Thus in the type of sale considered in this
rulemaking we allocate the gain or loss to the shareholders, but
only after ensuring that remaining ratepayers are not harmed by the
transfer.

7. What should be the ratemaking treatment of a gain
realized in a transaction which meets the adopted
definition of a liquidation, whether partial or total?
By way of comparison, what treatmen% is accorded such
transactions in othex Jurisdictions

‘ . In the event of liquidation and acquisition of the
distribution system by a municipality or other governmental entity,
the utility’s local customers and obligations to eerve those
customers leave the utility. Thus the risk of poor service to the
transferred customers also leaves both the utility and this
Commission’s jurisdiction. We cannot assign the rewards to the
departing customers because they are no longer in our Jjurisdiction.
our concerns are limited to shareholders and remaining customers.

We have assigned the gain or loss on sale of a
distribution system within the scope of this rulemaking to
shareholders, who have assumed the general financial risk of making
the investment. Because they assumed the risk, they should be
assigned the rewards, in this case the gain on sale, so long as
remaining utility ratepayers, who took very little risk, are left
indifferent. Thus the ratemaking treatment of a gain is to award
it to the utility shareholders to the extent that the remaining
ratepayers are not adversely affected.

The treatment that other jurisdictions have accorded to
the allocation of the capital gain (or loss) on the cale of a
utility asset, not necessarily a distribution system as we have




R.88~11-041 COM/SWH/btxr

defined it, is not consistent. Selected cases are briefly analyzed
in Appendix A to this decision.
8. On what basis could the gain be allocated
between ratepavers and shareholders?

As discussed above, allocation of gain depends in general
on the explicit and implicit risks taken by ratepayers and
shareholders at the time an investment is made. For the
liguidations considered herein, the risks are poor service to local
ratepayers, general financial risk to shareholders, and risk of
reduced level of service or increased rates to remajining
ratepayers. The rewards and losses induced by sale of assets
should accrue to the parties taking or assigned the risks.

Protecting remaining ratepayers from adverse effects, as
" we will order in this decision, is also consistent with Public
Utilities (PU) Code Section 851, which requires Commission
authorization of the sale or disposal of property necessary or
useful in performance of a utility’s public obligations. The
concern of Section 851 is to assure that upon the sale of a utility
asset, the ability of the utility to provide reliable service at
fair rates is not jeopardized. For example, pursuant to Section
851, the Commission considers whether the sale of a utility would E
place the property in the hands of persons incapable of delivering
adequate service at reasonable rates (e.g., Socal, ML, Water Co,
(1912) 1 CRC 520). The Commission may also prohibit or condition
the transfer when the nontransferred portion of the utility
property would be rendered inadecuate to deliver adequate service
at reasonable rates (e.g., Apn. of Dvke Water Co. (1964) 63 CPUC
641; App, of Rlunkeft Water Co. (1966) 65 CPUC 313; App. Qf
Kentwood in the Pines (1963) 61 CPUC 629). In Rlunkett Waker Co, we
denied a transfer when we found, among other things, that the rates
of the selling water utility would be increased if the sale were
approved. ‘ '
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The case of DRyke Water Co, is particularly instructive.
Dyke Water Company sought to sell a major portion of its water
system in Orange County to the City of Garden Grove wWater
Corporation, a nonprofit corporation, which would then lease the
system to the City of Garden Grove. The Commission, in approving
the sale, conditioned its approval by impounding part of the sales
price to protect remaining customers and commented:

ramong the duties of this Commission, when
public utility properties are to be
transferred, is that of assuring that the
transfer will not be adverse to the public
interest and, in cases like the present where a
partial disposition of operating properties is
proposed, that the utility’s application of
funds received from the disposition are made in
such a manner as to appropriately discharge its
public utility obligations'consistent with the
utility’s continuing obligation to render
adequate service to the public with its
remaining properties. Dyke Water Company,
after the transfer proposed in this proceeding,
will have fewer than 4,500 customers remaining
and something less than 19 percent of its
original plant. This is of significance in
several respects, the most important of which
is that the remaining system operations must
net be so financially burdened, as the result
of partitioning, that the utility may not meet
its obligations to its remaining crediters or
that its remaining customers will be
unreasonably charged or receive less than
adequate service. In the authorization .
hereinafter granted, suitable provisions will
be made to assure protection of the public
interest in such respects.” (Dvke Water
company, supra, at 644, 645.)

In applying the principles of section 851, as expressed
in Dyke Water Company, we hold that the gain on sale of a
distribution system, as defined im our OIR, accrues to the utility
as non-utility income to the extent that the remaining ratepayers
of the selling utility’s system are not adversely affected. We
believe that it should not be difficult to determine the effect on ’
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remaining ratepayers. It was done in Dyke, Rlunkett, and Kentweed,
supra, and other applications before 'the Commission. The utility
would have to demonstrate not only that quality of service would
not be impaired, but that the remaining ratepayers would not be
economically harmed. To the extent an adverse impact is found by
the Commission, that much ¢of the capital gain needed to offset this
effect would be applied to reduce the utility’s revenue
regquirement.

‘ We believe that our concept is not a departure, radical
or otherwise, from more traditicnal analysis. Our ruling also

meets the concerns of the DRA by providing for alleviation of

' adverse consequences. The rule is not all or nothing.

In its Comments, PG&E distinguishes the case where the
sale is carried out under the threat of condemnation rather than
voluntarily, and asserts that in the case of a condemnation the
gain belongs to the shareholders regardless of the impact on
ratepayers. We do not make that distinction.

In both voluntary and involuntary transfers of
distribution systems, the ratepayers could be at risk. Our
protection of ratepayers should not turn on whether a sale is under
threat of condemnation. The narrow factual situation with which we

are dealing in this decision can always be characterized as being
under the threat of condemnation. That alone cannot make our
approval automatic with no concern for ratepayer burden. When our
approval is required, we must consider the burden on ratepayers and
condition our approval if necessary.

All parties have devoted considerable effort to answer
the question whether alleocating any portion ¢f the gain on sale of
a capital asset to the ratepayers violates the constitutional
prohibition on taking property for public use without just
compensation. The utilities say it does; the DRA says it does not.
We will not discuss the arquments pro and con because, under the
view we take of the matter, when property dedicated to a public use
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is transferred our authority to condition the transfer is statutory
(PU Code § 851 and § 701) and well settled. X public utility
cannot transfer its property dedicated to public use without the
consent of the Public Utilities Commission.t (Crum v, Mt, Shasta
Power Co, (1934) 220 C 295, 30 P 2d 307 South Bay Ixxigation Dist,
v, Cal~American Water Co. (1976) 61 CA 3d 944, 133 Cal Rptr 166:
Richmond & San Rafael Ferxy (1953) 52 CPUC 4207 Azuza Valley Water
o, (1972) 73 CPUC 664.)

7indi ¢ Fact

1. The assignment of gain or loss on the sale of utility
property to a municipality or other public entity does not turn ¢n
the distinction between liquidation or partial liquidation of the
utility or its assets. .

2. The source of capital for a utility investment is
significant in determining eventual disposition of gain or loss on
sale because contributors of capital, whether shareholders or
ratepayers, assume the general financial risks associated with an
investment. However, other risks associated with capital
investment are also significant and should be considered.

3. In the circumstances of this rulemaking net gains or
losses on sale should be assigned to shareholders by transferring
"the plant accounts and related depreciation reserve accounts to
non-utility plant at the time of sale, with appropriate mitigation
of identified adverse impacts on remaining ratepayers.

4. The general impact of the Commission’s allocation of gain
or loss on sale upon a utility’s akility to attract capital has not

1 However, as we noted in the ity of Redding decision, ”At
least one court has held that a public agency may pursue a
condemnation action should the Commission impose conditions
unaccepatable to it. People ex rel. Public Utilities Commission v,
Sity of Fresno, 254 Cal. App. 2d 76, 99 (1967). The California
Supreme Court has yvet to consider this question. But cf., PU Code

- 19 =
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been accurately cquantified. Whatever is the impact, financial
markets will over time weigh and adjust capital costs accordingly.

5. The risks that should be considered for distribution
system investments are poor service to ratepayers and general
financial risk to shareholders, to the extent that (1) the
remaining ratepayers on the selling utility’s system are not
adversely affected, and (2) the remaining ratepayers have not
contributed capital to the distribution system.

6. Risks should be analyzed prospectively from the time an
investment is made. At the time of sale, risk analysis should
consider who has borne the risks during the investment lifetime.

7. The gain on sale, under the circumstances considered in
© ¢£his OIR, should accrue to the utility, and thereby be made
assignable to its shareholders, to the extent that ‘(1) the
remaining ratepayers on the selling utility’s system are not
adverseiy affected, and (2) the remaining ratepayers have not
contridbuted cépital to the distribution systenm.
conclusions of Law ' :

1. In determining the allocation of the gain on sale of a
distribution system under the circumstances covered by this
rulemaking, the Commission should apply the principles which guide
decisionmaking under P.U. Code § 851 and condition approval of the
sale, if appropriate.

2. This orxder should ke made effective today to
expeditiously deal with those proceedings in which the issues
determined in today’s decision were reserved pending this
rulenmaking.. '
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QRDER
IT IS ORDERED that:
1. Our findings and conclusions and the scope of this
decision are limited to the following circumstances:

a. a distribution system of a public utility
(i.e., gas, electric, or water utility) is
sold to a municipality or some other public
or govermmental entity, such as a special
utility district:;

the distribution system consists of part or
all of the utility operating systenm
(system) located within a geographically
defined area;

the components of the system are or have
been included in the rate base of the
utility; and .

the sale of the system is concurrent with
the utility being relieved of and the
municipality or other agency assuming the
public utility obligations to the customers
within the area served by the systen.

2. The capital gain or loss, net of costs of sales, realized
from the sale of a distribution system, under the circumstances
described in Ordering Paragraph 1, shall accrue to the utility and
its shareholders to the extent that (1) the remaining ratepayers on
the selling utility’s system are not adversely affected, and (2)
the ratepayers have -not contributed capital to the distribdution
systenm. )

3. All proceedings in which the issue of the disposition of
the gain on sale of a distribution system, as defined in this
rulemaking, has been reserxved, shall be disposed of in accordance
with the findings, conclusions, and order of this decision.

4. Consistent with the Order Instituting Rulemaking, this
decision shall be applied prospectively, with the exception of
those cases in which the issue wazs specifically reserved.
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5. Consistent with the Order Instituting Rulemaking, this
decision shall not apply to the sale of utility assets that do not
meet the criteria set forth in Ordering Paragraph 1.

6. This proceeding is closed.

This order is effective teoday.
Dated July 6, 1989, at San Francisce, California.

G. MITCHELL WILK

President
STANLEY W. HULETT
FREDERICK R. DUDA
JOHN B. QOHANIAN
PATRICIA M. ECKERT
Commissioners

! CERTIFY THAT THIS DECISION
WAS APPROVED BY THE ABOVE
CO/‘a‘\M""!O\lE?S TODAY.

7 et o
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X. cases Allocating Gain on Sale to Shareholders

Maine Water Co. v, Public Utilities comm’n., (Me. 1984)
482 A 24 443: The court reversed the commission and ruled that

gain on sale of two geographical utility divisions to a municipal
district should be retained by the utility and not used to reduce
rates to customers in the remaining districts. The properfy
transferred included both depreciable and nondepreciable assets.

Associated Natural Gas company (1983) 55 PUR 4th 702.
The Missouri Public Service Commission held that, where the utility
proposed tofapply the proceeds of the sale to a municipality of a
gas distribution system to the retirement of bonds and to
investment in new plant, resulting in a reduction in interest
expense and increased debt coverage, the gain need not be allocated
to ratepayeré- In rejecting the staff’s arqument based upon
Demecratic Central Committee that the gain should accrue to
ratepayers, the commission concluded that the proposed disposition
of the sale proceeds would result in a sharing of benefits to both
the ratepayers and the shareholders, and that ratepayers would
benefit from the reduction in interest expense and the increase in
interest coverage.

cixy of Lexington, et al. v, Lexington Waker Company
(Ky. Ct. App., 1970) 458 SW 24 778. This case involved the sale of
watershed land no longer needed by a water utility because it had
obtained a different source of .water. The court held that the
utility was entitled to retain the gain on sale of land no longer
used in serving customers. i

Bolse Watexr Corp, v, Idaho Public Utilities Comm’n,
(Idano 1978) 578 P 2d 1089. The court reversed a decision
allocating gain on transfer of utility watershed land to utility
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customers. The land had been in utility service about 90 years,
and had appreciated to a value about 80 times its original cest.
The court relied on the fact that the capital had been supplied
entirely by the utility investors, that there had been no
depreciation paid in rates, that the utility had earned a return
only on its original cost and, therefore, that utility customers
should not be treated as equitable owners of the property. In
dicta, however, the court said that on a transfer of depreciable
property the gain on sale should be ”“treated as if it were the sale
of the ratepayer’s property.” (578 P 24 at 1092.)

Appeal of City of Nashua (N.H. 1981) 435 A 2d 1126. The
court upheld a decision of the New Hampshire commission that '
allowed a water utilit& to retain the gain on sale of land held for
50 years but now no longer needed to provide utility service.

Philadelphia Subur} Wat . P 1 {a Publi
Teility Comm/n, (Pa. Commw. Ct. 1981) 427 A 24 1244. The court
reversed the Pemnsylvania commission’s decision reducing rates of a
utility by the current market value of land upon dividend of the
land to its parent company. The land had been in service for over
50 years and had appreciated more than tenfold. The court found
the commission’s action constituted confiscation without due
process and just compensation. The court relied on the concepts
that the investors had not recovered any of their investment
through depreciation, that they had earned through rates only on
the original cost of the land for 50 years, and that utility
customers pay only for the use of land, but do not gain equitable
or legal rights therein.

¥ashington Public Interaest Org, v, Public Sexvice Comm/n.
of D,C, (DC Ct. App. 1978) 446 A 24 28. The court upheld the
action of the commission in allowing gain on sale of land by a gas
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utility and by an electric utility to be retained by the respective
utilities and not to be used to reduce rates. The court relied on
the commission’s findings that depriving the utilities of the gain
on sala, both in terms of effect on expected earnings and on
investor assessment of the regulateory climate, would increase the
cost of capital to the utilities to the ultimate detriment of their
customers.

IXI. cgases Allocatinga Gain on Sale to Rakepavers

Remeocratic Central committee v, Washinagton Metxo Transit
(DC Cir. 1973) 485 F 24 786. Upon the conversion of the transit
system to an all-bus operation, the ratepayers had borne the cost
of retirement of equipment and facilities and the cost of removal
of street car tracks. The ratepayers. had also paid for the

acquisition of capital assets. This action rendered certain
parcels of property formerly used as trolley~car barns surplus to
the requirements of the transit system and made possible their sale
for entirely different and more valuable uses at a substantial
gain. The court found that, as ratepayers had borne the unigue and
substantial burden of the retirement of equipment and of track
removal, they were entitled to share in the gains from the sale of
property which this conversion program had made possible. It was
an allocation which rested ”“essentially on equitable
considerations.” (485 F 24 at 821.)

Re _Tampa Electric Co. (Fla. PSC 1982) 49 PUR 4th 547.
Gain from sale of corporate headquarters recognized above the line
pursuant to prior commission determination that the treatment of
gain from the sale of property dedicated to or torhorly“dedicated
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to public service should reflect that ratepayers paid capital costs
and depreciation expense when property was in rate base.

Gasco Bay Lines v. PUC (Me. 1978) 390 A 24 483. 90% of
gain from sale of appreciated utility vessels allocated to
ratepayers, reserving 10% to shareholders to create incentives to
dispose of or productively employ assets that in effect are excess
capacity.

Axizona Public Sexvice Company (Az. Corp. Comm’n. 1988)
93 PUR 4th 337. Gain on sale/leaseback of depreciable asset (Palo
Verde Unit 2) amortized against annual lease payments over life of
the lease, and unamortized balance removed from rate base. But on
the sale of a distribution system the Commission divided the gain
on sale 50/50 between the ratepayers and the shareholders because
the sale ”“was not in the best interest of APS’/s remaining
customers.”. (91 PUR 4th at 362.)

Re Carolina Power & Liaht Co., (NC UC 1983) 55 PUR 4th
582. Gain from the sale ¢of interests in generating units should ke
used to benefit ratepayers through a reduction in rate base
amortized over a particular period. _

’ Re New York Teleph. Co. (NY PSC 1983) 54 PUR 4th’ 220.
Gain from the sale of customer premises equipment should flow
through to ratepayers by treating the gain as an above-~the-line
item as a credit to depreciation expense.

Re _El Paso Nat, Gas Co., (FERC 1977) 23 PUR 4th 66. Part
of the gain resulting from the abandenment of a natural gas
pipeline was allocated teo ratepayers by reducing rate base and
accordingly reducing cost of service as to return, taxes, and
depreciation. Ratepayers were found to have assuzed greater risk
because of the abandonment. (23 PUR 4th at 95.)
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Detroit Edison Co. (Mich. PSC 1977) 20 PUR 4th 1. Gain
on sale of property, consisting of land and building, added to
utility income since customers were charged for the property while
it was in rate base and should therefore receive the benefit of the
gain on the sale.

Boston Gas Co. (Mass. DPU 1982) 49 PUR 4th 1. Treatment
of land as an above~the-line item and its inclusion in rate-base
warrants above-the-line treatment of the net proceeds fLrom its
sale, amortized over a period of ten years rather than applied in
full to the company’s test-year cost of service since the sale of
utility land is an extraordinary, non-recurring event in the
operations of the company. ‘ '

Washington Gas Liaht Co. v, Pub, Sexv, Com’n, (PC 1982)
450 A 24 1187. Court of Appeals held that the net gain from the
sale of propane which had been stockpiled should be allocated to
ratepayers. Court states that the validity of each allocation of .
profits and losses depends upon the factual situation and the
equities involved. .

: i x s . tah Pub, § .
Commission (Utah 1979) 595 P 2d 871. When assets are utility
property, any transfer should be at fair market value so an
appropriate benefit thereof will redound to the credit of the
ratepayers. .
New York Water Sexvice Corporation v. Public Service
gcomm’s, (L960) 208 NYS 2d 857, 863~864. Gain from sale of land no
longer useful as storage reservoir should be passed on to the
customers. The utility is protected from a loss in the sale of
land in its operations; it seems reasonable it should pass on'a
profit to the customer. :

(END OF APPENDIX A)
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BEFORE THE PUBLIC UTILITIES COMMISSION OF THE STATE -OF CALIFO

Order Instituting Rulemaking
concerning the ratemaking treatment
of capital gains derived from the
sale of a public utility
distribution system serving an area
annexed by a municipality or public
entity.

 [R.88-11~04
(Filed November

E

We opened this rulemaking proceeding f£o reconsider the
xule of Decision 85-~11-018 (City of Redding), /regarding the
ratemaking treatment of gains realized in certain sales of utility
property to a municipality or other public gntity. By our decision
today, we change the City of Redding rule /and f£ind tbhat, for sales
of utility assets within the scope of this rulemaking, any gain on
the sale should accrue to the utility sfarebholders, provided that
the ratepayers have not contributed capital to the distribution
system and any adverse effects on th¢ selling utility’s remaining
ratepayers are fully mitigated.

BACKGROUND

In establishing this rulemaking proceeding, we restricted our
review to the allocation of giins (and, implicitly, losses) which
are realized when all of the/following circumstances exist:

1. A distributiofl system of a public utility
(L.e., gas, glectric, or water utility) is
sold to a mynicipality or some other public
oxr governmental entity, such as a special
utility district;

the distrYibution system consists of part or
all of ¥he utility operating system
located within a geographically
area;
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the components of the system are or have
been included in the rate base of the
utility:; and

the sale of the system is concurrent ¥ith
the utility being relieved of and t
municipality or other agency assumjfg the
public utility obligations to the Lustomers
within the area served by the systen.

We sought comments from interested farties on the
ratemaking treatment of the gain within the/framework we have
described, with particular attention given/to the following
questions:

1. What definition of ligquidation or partial
ligquidation should the Cofmission use?

2. What significance should the Commission
place on the source of /contributions to the
value of the property fSold, including the
initial capital invesfment, the payment of
carrying costs, and gther financial support

given to the prope while it was in rate
base?

What should be the¢ appropriate accounting
for ligquidations?

What is the effett on a utility’s ability
to attract capifal if the gain is allocated
to ratepayers?/ What has been the effect,
for example, our prior decision in

; on/Pacific Gas and Electric
Company’s (PG&E) securities?

, Tisks should the Commission
consider ir balancing risk and rewards
between rafepavers and shareholders (e.g.,
risk of ld¢ss of original capital
investme risk of loss of increased

Should fhe analysis of risks be
retrospective or prospective? Should we
considgr who has borne the risks or who
bears /then at the time of the sale and
after/ the sale?
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What should be the ratemaking treatment of
a gain realized in a transaction which
meets the adopted definition of a
ligquidation, whether partial or total? By
way of comparison, what treatment is
accorded such transactions in other
jurisdictions?

On what basis could the gain be allocated
between ratepayers and shareholders?
Comments were filed by the California Water Asgociation,

Pacific Gas and Electric Company, Southexn California GAs Company,
Southern California Edison Company, San Gabriel Valley/ Water
Company, Suburban Water Systems, California Water Seyvice Company,
San Jose Water Company, Del Este Water Company, Dom nguez Water
Corporation, the California City-County Street Light Association,
Park Water Company, the National Association of Water Companies,
Pacific Power and Light Company, San Diego Gas § Electric Company,
Southern California Water Company, the Cities 4f San Diego, San
Francisco, and Los Angeles, and the Division Af Ratepayer Advocates
of the Commission (DRA).

POLICY OVERVIEW

We are convinced that in the ¢ircumstances contemplated
in this rulemaking (sale of part oF a lic utility distribution
system to a public entity which then 2ssumes the obligation to
cerve the customers formerly served the utility within the area
served by the transferred system), ins or losses from the sale
should be allocated to the shareholflers of the public utility,
provided that the ratepayers have jiot contributed capital to the
distribution system and are not adversely affected by the transfer
of the system.

We note that we have ; ways allocated to shareholders the
gains or losses from the total/aiquidation oz a public utility.
The transfer of distributioi/;acilities together with the

-3-
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assumption of the responsibility to serve customers is essentially
a partial liquidation of the public utility which transfers the
facilities. Thus, the rules on liquidation logically shou)ld cover
the narrowly defined circumstances we have described. Hofever, we
make one exception, when the transferring utility contirdues to
sexrve those of its ratepayers that are not served by
transferred distribution system. Where the transfer/is shown to
have an adverse impact on cost or quality of service to the
remaining ratepayers, we will change the allocatidn to the extent
necessary to mitigate such impact.

We arrive at this conclusion through/a two-step analysis.
First, we should consider the welfare of the atepayers whose
service will now be provided by the acquiripy municipal utility.
In the case of a transfer from one regulatéd privately-owned
utility to another, our policy has been ¢flear: <the assets in
gquestion continue in the rate base at tfeir previously-determined
value without any consideration for a fpremium above book value that
might have been paid in the acquisitjon. In that way the gain on
sale is implicitly awarded to the (¥ransferred) ratepayers, since
increase in value above book of thé distribution plant is net
reflected in rates. Here, the acfuiring municipal utility is
beyond our jurisdiction. Howevef, the legislative scheme by which
our jurisdiction is avoided pretumes that public oversight, e.g.,
through the election of board frembers and/or local officials, will
prove an effective substitute for our regulatory oversight. Where
the purchasing utility is a /municipality, we are precluded from
offering any particular prgtections to the ratepayers who are being
transferred, but the statytory scheme provides them an alternate
recourse to resolve any

Second, when we consider the welfare of ratepayers who
remain with the privately-owned utility, we find that, in the
circumstances of this fulemaking, they will be in the same position
before and after the fransfer. There have been many attempts teo
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describe the regulatory compact between ratepayers and
sharehclders; probably no description is entirely satisfactory.
There are many Kinds of facilities and types of risk in w¥ility
sexvice, and in future cases involving other types of sxles of
utility assets, we believe that risk analysis will always be
pertinent to deciding how to allocate the gains or ,:b'osses from
these sales. It is clear, however, that in the cifcumstances we
address here, our allocation would not abridgenzﬂzrregulatory
compact. The ratepayers who remain with the privately-owned
utility continue to be served through the s facilities before
and after other facilities are transferred ough
municipalization. Absent a showing of advérse impact on the
remaining ratepayers, the intervening transfer should not change
the relative risks previously assumed ratepayers and
shareholders regarding those facilitids. As we have indicated, we
would first require a full alleviatifn of such an impact before
ruling on a municipalization transyction. We need not specify the
entire regulatory compact in any detail here to conclude that it is
fair and reasonable to preserve fhe relative positions of utility
shareholders and ratepayers who/ remain under our jurisdiction.

Given that we will eokercise our authority to protect the
interests of the ratepayers wyho remain on the privately-owned
utility system, and given tHat the interests of those ratepayers
who have been transferred %o a municipal utility are beyond our
jurisdiction, it is approgriate to allocate any gain (or loss) of
this sale to the utility/shareholders once full mitigation of any
adverse impacts on remajning ratepayers has occurred.

DISCUSSION

The comments filed on this xulemaking reveal a sharp
division of opinioy among the parties as to how gains on sales
should be allocatgd. The DRA asserts that the capital gain
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resulting from the sale of a distribution system should be applied
to reduce the revenue requirement of the selling utility, that is
go to the ratepayers. This position is supported by the Cities and
the California City=County Street Light Association. All othé;
commenters assert that the gain on sale accrues to the shareholders
of the selling utility. We hold that the gain on sale of a
distribution system, as defined in our Order Institutiryg
Rulemaking, accrues to the utility and its shareholdexrs to the
extent that (1) the remaining ratepayers on the se}ling utility’s
sytem are not adversely affected and (2) the ratepayers have not
contributed capital to the distribution system. )

In reaching our decision we have copsidered the comments
on the eight questions posed in the Oxder Instituting Rulemaking
(OIR), and we address each one helow.

1. what definition of liquidatiod or partial

The DRA distinguishes between a liquidation and a partial
liquidation. It says that a liquidation is the essential process
of winding up a corporation and d}ptributing asgets among creditors
and stockholders, resulting in the dissolution of the business.

For assets to be considered 1iqﬁ2§ated, according to DRA, all
liabilities and other obligati&%s connected with those assets must
be paid, discharged, settled,/or transferred with the assets. In
this kind of liquidation, DRA recognizes, any gain on sale of the
assets (net of payments to £reditors and preferred stockholders)
would inure to the common gtockholders. Anything short of this is
a partial liquidation. e DRA, however, claims that a partial
liquidation is a misnomeX since, in its opinion, assets cannot be
partially liquidated alfhough a business can be partially
dissolved. The DRA cohcludes that for equitable reasons when a
sale of rate-based utdlity assets occurs without liquidation, the
capital gain net of all costs of sale should be applied to reduce




R.88-11~041 SWH/CLM ALT-COM~SWH

the revenue requirement of the selling utility, i.e., the gai
would be recognized as utility income and thus go to the
ratepayers.

Utility commentors say that the DRA has confus
ligquidation of assets with the winding up and dissolutidn of a
corporation. The DRA in its reply comments apparently dropped its
reference to dissolution as a requirement of ligquidytion and
defined a liquidation as the sale of an entire, separately rate-~
based distribution system with the transfer of aYl the ratepayers
of the system. This would have been a partial diquidation under
the DRA’s original definition.

We believe that a lengthy discussion of the various
comments on what is or is not a liquidation or a partial
liquidation would be merely an exercise iy legalisms. All parties
have agreed that in a total liquidation And dissolution any gain on
sale belongs to the utility stockholdeys, rather than the
ratepayers. The question before us if when a distribution systenm
of a utility is sold, and customers Are transferred with the
facilities, what should be the ratefaking treatment of the net
capital gain or loss, realized in/Xhe sale.

Our concern is to recognize the rights of the
shareholders without disregardijfg adverse impacts on ratepayers and
the continuing obligation of the selling utility to provide
reliable service at reasonablé rates. The concept of both the
partial liquidation of assetfs and a partial dissolution of a
company are relevant. The fale of a distribution system with
customers attached represents a dissolution of a significant part
of a utility’s total operating system. The utility’s business
diminishes in terms of assets and customers. This loss of part of
its customer base and ghgoing business value is tantamount to a
dissolution, although only a partial one. In such cases, we will
recognize the right the utility to the net capital gain
resulting from the gale, a gain which can be distributed to
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shareholders, as well as the obligation of the utility absorb
any capital loss.

On the other hand, there may be related debts and
liabilities that are not satisfied upon the sale offa distribution
system, and thus the assets are not completely liguidated, leaving
a burden for the remaining ratepayers. Accordingly, it is our
conclusion that in the circumstances of a sale As described in our
OIR, a capital gain or loss, net of costs of sale, should be
assigned to the utility, thus making it assiégable to shareholders.
However, the amount of the net capital gairn/allecated to the
utility should be reduced by an amount comnensurate with any burden
left with the remaining customers of thef/selling utility.

For ease of reference within A£he bounds of this
rulemaking (and with due recognition that the terminolegy we use is
more convenient than precise), we wiXl use the term ”ligquidation”
to mean the sale of all or part of Any distribution system of a
utility, consisting of part or allfof the utility operating systenm
located within a geographically détined area, to a municipality or
other governmental entity as a dénsequence of which the utility is
relieved of, and the municipality or other govermmental entity
assumes, the service obligations to the customers served by the
distribution system. This ddéinition is for clarity, so that
parties will not confuse whd@ we are dealing with in this opinion
with the same terms when uséd in other contexts such as corporate
dissolutions oxr bankruptcy,. Our conclusion on how to distribute
the gain on sale does not/ turn on the particular term used.

2. Wwhat significance should the Commission place on the
source of codtributions to the value of the property
sold, including the initial capital investment, the
payment o:‘ﬁarrying costs, and other financial support

The DRA places great significance oh‘this question,
arquing that becayse the ratepayer pays the return on investment,
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the return of the investment (depreciation), plus all reasonab
incurred expenses to maintain and operate the utility assets,/the
ratepayer has an equitable interest in the gain on sale of afsets
that have been in rate base. This is especially so becausg the
embedded and fixed costs formerly shared by the transferved
customers will have to be borne by the remaining ratepafers.

The commenting utilities view the question from a
different perspective. They start from the undisputéd fact that it
is the investor who provides the capital for the vdZ:ure, and
contend that the customer merely pays for servicef'not the property
used to render it. These principles are expounded in a series of
cases from the United States Supreme Court and/the California
Supreme Court. For example, the United Stat¢s Supreme Court said
in issi
company (1926) 271 US 23 at 31:

”The relation between the compary and its
customers is not that of partpers, agent and
principal, or trustee and beneficiary.”

The Court continued, 271 US at 32:

"Customers pay for service,/ not for the property
used to render it. Their/payments are not
contributions to deprecéption or other
operating expenses, or Yo capital of the
company. By paying bills for service they do
not acquire any intereét, legal or equitable,
in the propexrty used for their convenience or
in the funds of the dompany. Property paid for
out of moneys received for service belongs to
the company, just does that purchased out of
proceeds of its bopds and stock.”

The California Supreme Court in Ragific Tel, & Tel, Co.
v. Eshleman (1913) 166ACay/640, 665, propounded similar principles,

stating that “the devotign to a public use by a person or
corporation of property/held by them in ownership does not destroy
their ownership and dgbs not vest title to the rroperty in the
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public....” Eshleman was quoted with approval in
BUC (1950) 34 C 2d 822, 828.

In instances where public utilities have bheenAmnable to
attract sufficient capital from conventional sources
which the Commission deemed essential, the Commissioy has ordered
funds for such purposes to be provided from operatifig revenues.
(See e.g., Southexn Calif, Gas Co, (1972) 74 CPUC/I0, 55; Pacific
Lioghting Sexrvige Co, (1973) 75 CPUC 604, 6167 GEDA and EEDA
Programs (1977) 83 CPUC 16, 19-2); funds receiyed under a Public
Utilities (PU) Code § 454.3 program or comparsdble program.) In
those instances any gain on the sale of the jproperty purchased with
such funds should go to the ratepayers. S’ee, Committee of
sonsvumer Sexvices v, PSC of Utah (1979) 595 P 2d 871, 876.)

To answer the question which began this section, the
Commission considers significant the soﬂrce of the investment,
usually the stockholder, sometimes the ratepayer. Rates are paid
for service received and include a return to compensate investors
for their investment. Assertion5~azﬁownership of assets and
capital contributions do not resofse the questions before us in
this proceeding, however. Sincefa regulated utility is a monopoly
granted authority to serve the public trust, it is an entity whose
income and expenses are subject to the ratemaking authority of the
Commission. As the United Sthtes Supreme Court recently atfirmed,
though the assets of a utility that are employed in the public
interest are owned and opeyated by private investors, the 7partly
public, partly private stytus of utility property creates its own
set of questions under Taking Clause of the Fifth Amendment.”

(1989) 488 US ___ , 102 L. Ed.2d 646,
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3. What should be the appropriate
e ror liguidat 2

When a utility distribution system is sold under/the
circumstances covered in this rulemaking, the assets comprising
that system should be removed from rate base. As our grder
provides, the net capital gain or loss realized as a/fesult of the
sale should be allocated to the utility, and there
available for assignment to its shareholders. If/ however, an
adverse impact on the remaining ratepayers is f
Commission, that impact must bhe mitigated.

Under normal circumstances the Unifdrm System of Accounts
would require that the gain or loss on sale/of depreciable assets
would be charged to a depreciation reserve/account and thus would
flow through to ratepayers. For non~depyeciable assets the net
gain or loss on sale might be flowed through to ratepayers by a
rate base offset or to shareholders by/a below-the-line credit.

In the circumstances of th rulemaking net gains or
losses on sale (whether of depreciaﬁ&e or ncon-depreciable property)
should be assigned to shareholders/by transferring the plant
accounts and related depreciatio, reserve accounts to non-utility
plant at the time of sale. ‘

We leave the accounting implications of mitigating
adverse impacts on remaining ratepayers to the appropriate
individual proceedings.

4. VWhat is the effect on a utility’s ability to attract
capital if the’gain is allocated to ratepayers? What has
been the effoct, for example, of our prior decision in
City of Redding on Pacific Gas and Electric Company’s
{RGSE)_securities?

To answey/the second question first - PGSE says that it
is ”hard if not ippossible to quantify the decision’s effect on
PG&E’s securities.” The DRA believes that there was no effect. We
concur with ¢ DRA.
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But the more general question can be answered in a
general way. If gain on sale is allocated to ratepayers where
ratepayers have not contributed capital and where gain was
previcusly allocated to shareholders, there could be an adverse
effect on a utility’s ability to attract capital. In addition to
the liquidation of the asset, the utility alse loses the/stream of
income, customer goodwill, and going business value of
territory transferred, all of which may have an adverge effect on
the utility’s ability to attract capital.

To deny utility investors the opportunity to offset the
erosion of their investment through the receipt of capital gains
would be a deterrent to the reinvestment of ret¥ined earnings and
to the attraction of new capital. Were we to Allocate the gain on
sale from sale of distribution systems to rapepayers as a general
proposition, we would expect the financial sarkets over time to
compare this result to that applicable to/competing investments,
and adjust accordingly.

5. What, if any, risks should the Commission consider in
balancing risks and rewardsbetween ratepayers and
shareholders (e.g., risk of loss of origina%?gapital

: o)

We will not attempt to ';pletely describe the regulatory
compact between ratepayers and gyZ:eholders, but it does include
assignment of investment rewarés oxr losses to the party that takes
the investment risk. At the time a utility makes an investment the
assignment is most often impxgcit, not explicit. Recent regulatory
actions have made more explicit the assignment of specific risks
(e.g. the ratemaking settﬂément for PG&E’s Diablo Canyon Power
Plant approved in D.ss—%ﬂﬁoes, or cost caps applied in
certification proceedings for new power plants), but electric
distribution systems have usually if not always entered utilitcy
rate bases without sych explicit assignment.

Before asgigning the gain or loss on the sale of
distribution systems, we must first determine the implicit risks
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associated with those systems. When utilities operate efficiently
and the various forecasts inherent in setting rates are/reasonably
accurate, then ratepayers receive reliable service angd the utility
earns the authorized rate of return. That rate of raturn is based
on an averaging of individual risks over the entire/utility systenm.

There are many ways to describe the elembfnts of utility
risk, but for present purposes we make the following distinctions:

o The risk of poor servige falls lapgely on ratepayers.
The value of utility service is nbt naturally
symmetrical, and only in unusual/circumstances can the
costs of poor service be offset/by the superior
benefits of better than averagd service.

affects both rafepayers and
shareholders. Weak utility panagement or unmanageable
business conditions can indyce poor service as well as
failure to earn authorized fate of return, or even
reduction of authorized rafe of return due to poor
service. Risk of inaccurite ratemaking forecasts is
an element of business rikk.

Apart from operational Ppusiness risk is f£i

that affects shareholdgrs. In the long run common
share prices should re¢flect a utility’s ability to
earn a return, but in/the short run utility stock
prices must drift up/and down with financial markets
and the general statle of the economy. Such
variability is evenfually built into authorized rate
of return, but shoft term effects are assigned to
shareholders. Thys financial risk is the general risk
that goes along with contribution of capital,
independent of gpecific capital projects.

pecific invesinen Kk is associated with financial
risk but diffgrs in that it attaches to individual
investments. / For example, for electric utilities
there are different risks for generation,
transmissioy, distribution and customer investments.

Recqulatory/ risk flows from decisions by this and other
regulatory bodies and affects both ratepayers and
shareholders. For example, in the present
investigAtion this includes the assignment of the gain
or loss/on sale of a distribution system.
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Although it is not necessary to this analysis, we
observe that utility investment in distribution systems is
generally less risky than investment in larxger individual assets,
such as generating plant or other major assets dedicated to serving
all customers.
The implicit risks associated with investmént in
distribution systems are poor service to local ratepayetrs within
the distribution system, and general financial risks at attach to
any investment, which are assigned to shareholders,

other risks listed above are much less important ¥o capitalization
of distribution systems. Business risk impacts Atility rate of
return through variability of operating expens¢s more than through
direct return on capital investment. Forecas¥fs of distribution
system costs or utilization have far less impact on all parties
than forecasts of sales and operating expenses. Distribution
systems seem €O be among the least risky Andividual investments by
electric utilities, due to their relatiyely small scale,
conventional technology and natural moyopoly characteristics.

In summary, the risks that are relevant to
liquidation of a distribution systeny are the risk of poor service
to local ratepayers, general finangial risk to shareholders to the
extent that they have contributed/the capital and risk of increased
burden on remaining ratepayers.

6. Should the analysis/of risks be retrospective or
prospective? Shou)Yd we consider who has borne
the risks or who bears them at the time of the

risks should be analyzed prospectively
ment is made, but should generally not

depend on actual evenys during the investment lifetime except to
the extent that thos¢ events may point out the risks that vere

inherent in the ini ial investment decisgion.




R.88-11=041 SWH/CLM ALT=~COM~SWH

During the investment lifetime shareholders earn a rate
of return that includes a risk premium, even though the premium on
the particular investment may be subsumed in the averaging process
by which the Commission authorizes overall utility rate ofryéturn.
We cannot blindly assume that all investments are equally ¥isky.

In the case of distribution systems we have seen that very little
investment risk attaches to individual projects, but ratepayers and
shareholders are exposed to other risks. In general, At the end of
the utility’s investment lifetime, the parties that atsumed the
risks should receive the rewards, and all other par¥ies should be
held indifferent. Thus in the type of sale considéred in this
rulemaking we allocate the gain or loss to the sHareholders, but
only after ensuring that remaining ratepayers afe not harmed by the
transfer.

7. What should be the ratemaking treatment of a gain
realized in a transaction which/meets the adopted
definition of a liquidation, wiether partial or total?
By way of comparison, what treatwent is accorded such
transactions in _other durisdictions?

In the event of liquidatiof and acquisition of the
distribution system by a municipalify or other governmental entity,
the utility’s local customers and/obligations to serve those
customers leave the utility. T
transferred customers also leayes both the utility and this
Commission’s jurisdiction. We cannot assign the rewards to the
departing customers because/they are no longer in our jurisdiction.
Our concerns are limited shareholders and remaining customers.

We have assigned the gain or loss on sale of a
distribution system witMin the scope of this rulemaking to
sharxeholders, who have/assumed the general financial risk of making
the investment. Beciuse they assumed the risk, they should be
assigned the rewards$, in this case the gain on sale, so leng as
remaining utility fatepayers, who took very little risk, are left
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indifferent. Thus the ratemaking treatment of a gain is to award
it to the utility shareholders to the extent that the remaining
ratepayers are not adversely affected.

The treatment that other jurisdictions have accorded to
the allocation of the capital gain (or loss) on the sale of a
utility asset, not necessarily a distribution system as we have
defined it, is not consistent. Selected cases are briefly a
in Appendix A to this decision.

8. On what basis could the gain be allgcated
ketween ratepavexs and shareholders?

As discussed above, allocation of gain depends in general
on the explicit and implicit risks taken by ratepayexs and
shareholders at the time an investment is made. ¥
liquidations considered herein, the risks are poof service to local
ratepayers, generxal financial risk to shareholdgrs, and risk of
reduced level of service or increased rates to/remaining
ratepayers. The rewards and losses induced sale of assets
should accrue to the parties taking or assigned the risks.

Protecting remaining ratepayers/from adverse effects, as
we will order in this decision, is also Lonsistent with Public
Utilities (PU) Code Section 851, which /requires Commission
authorization of the sale or disposal/of property necessary or
useful in performance of a utility’s/public obligations. The
concern of Section 851 is to assurg¢ that upon the sale of a utility
asset, the ability of the utility/to provide reliable service at
fair rates is not jeopardized. or example, pursuant teo Section
851, the Commission considers whether the sale of a utility would -
place the property in the hanls of persons incapable of delivering
adequate service at reasonalle rates (e.g., SoCal., Mt, Water Co,
(1922) 1 CRC 520). The Cofmission may also prohibit or condition
the transfer when the nontransferred portion of the utility
property would be rendeyed inadequate to deliver adequate service
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at reasonable rates (e.g., App, ©f Dvke Water Co, (1964) 63/,PUC
641; App. of Plunkett Watex Co, (1966) 65 CPUC 313;
Kentwood in the Pines (1963) 61 CPUC 629). In

denied a transfer when we found, among other things, thay/ the rates
of the selling water utility would be increased if the

approved.

The case of Dvke Water Co. is particularly ins Duke
Water Company sought to sell a major portion of itd water system in
Orange County to the City of Garden Grove Water gorporation, a
nonprofit corporation, which would then lease
City of Garden Grove. The Commission, in appfoving the sale,
conditioned its approval by impounding part/of the sales price to
protect remaining customers and commented;

7among the duties of this Comdission, when
public utility properties arg to be
transferred, 1s that of asspring that the
transfer will not be adverge to the public
interest and, in cases liKe the present where
a partial disposition of/operating properties
is proposed, that the urility’s application
of funds received fromS/the disposition are
made in such a manner/as to appropriately
discharge its public/utility obligations
consistent with theutility’s continuing
obligation to render adequate service to the
public with its remaining properties. Dyke
Water Company, after the transfer proposed in
this proceeding,/will have fewer than 4,500
customers remaining and something less than
19 percent of Ats original plant. This is of
significance An several respects, the most
inportant of/which is that the remainin
system operdtions must neot be so financially
burdened, ¥s the result of partitioning, that
the utility may not meet its obligations to
its remaiming creditors or that its remaining
customers will be unreasonably charged or
receive/less than adequate service. In the
authorfzation hereinafter granted, suitable
provigions will be made to assure protection
of the public interest in such respects.”
Dyke Watexr company, supra, at 644, 645.)
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In applying the principles of section 851, as e
in Dyke Water company, we hold that the gain on sale of a
distribution system, as defined in our OIR, accrues to
utility as non=-utility income to the aextent that the r
ratepayers of the selling utility’s system are not adfersely
affected. We believe that it should not be difficu
determine the effect on remaining ratepayers. It fas done in
Ryke, PRlupnkett, and Kentwood, supra, and other applications
before the Commission. The utility would have £o demonstrate not
only that quality of service would not be imp¥ired, but that the
remaining ratepayers would not be economicaldy harmed. To the
extent an adverse impact is found by the Commission, that much of
the capital gain needed to offset this effect would be applied to
reduce the utility’s revenue requiremen

We believe that our concept js not a departure, radical
or otherxwise, from more traditiconal ajfalysis. Our ruling also
meets the concerns of the DRA by profiding for alleviation of
adverse consequences. The rule is fiot all or nothing. .

In its Comments, PG&E diftinguishes the case where the
sale is carried out under the threat of condemnation rather than
voluntarily, and asserts that irn/ the case of a condemnation the
gain belongs to the shareholdeys regardless of the impact on
ratepayers. We do not make that distinction.

In both voluntary #nd involuntary transfers of
distribution systems, the ratepayers could be at risk. oOur
protection of ratepayers shiould not turn on whether a sale is
under threat of condemnation. The narrow factual situation with
which we axe dealing in #his decision can always be characterized
as being under the thre of condemnation. That alone cannot
make our approval automatic with no concern for ratepayer burden.
When our approval is required, we must consider the burden on
ratepayers and condition our approval if necessaxy.

All partieg have devoted considerable effort to answer
the guestion whethey allocating any portion of the gain on sale
of a capital asset /to the ratepayers violates the constitutional




R.88~11=04) SWH/CLM ALT=-COM=~SWH

’ "

prohibition on taking property for public use without just
compensation. The utilities say it does; the DRA says it Moes
not. We will not discuss the arguments pro and ¢on becatse,
under the view we take of the matter, when property dedgcated to
a public use is transferred ocur authority to condition the
transfer is statutory (PU Code § 851 and § 701) andfwell settled.
A public utility cannot transfer its property dedifated to public
use without the consent of the Public Utilities dgmmission.l
(Crum v, ML, sShasta Power Co, (1934) 220 € 295/30 P 24 307 South
: i . Xt 1 (1976) 61 CA 3d

- (1953) 52 CpUC

indi s Fact
1. The assignment of gain or loghé on the sale of utility

property to a municipality or other public entity does not turn on

the distinction between liquidation ¢r partial licquidation of the

utility or its assets.

2. The source of capital for a utility investment is
significant in determining eventdsl disposition of gain or loss on
sale because contributors of capital, whether shareholders or
ratepayers, assume the general7§inancial risks associated with an
investment. However, other uésks-associated with capital
investment are alse signifigant and should be considered.

3. In the circumstapces of this rulemaking net gains or
losses on sale should be Assigned to shareholdexrs by transferring
the plant accounts and yelated depreciation reserve accounts to

1 However, as we' noted in the City of Redding decision, ”At least
one court has held that a public agency may pursue a condemnation
action should th¢ Commission impose conditions unaccepatable to it.

ild i 4 - 254
Cal. App. 24 764 99 (1967). The California Supreme Court haé yet
to consider thjis question. PBut ¢f,, PU Code Section 1759.7 D. 85

. 11=-018, mimeo,/ p. 10, n.4.
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non-utility plant at the time of sale, with appropriate xfitigation
of identified adverse impacts on remaining ratepayers

4. The general impact of the Commission’s allécation of gain
or loss on sale upon a utility’s ability to attragf capital has not
been accurately quantified. wWhatever is the impdct, financial
markets will over time weigh and adjust capitaX costs accordingly.

S. The risks that should be considased for distribution
system investments are poor service to ratepayers and general
financial risk to shareholders, to the exfent that (1) the
remaining ratepayers on the selling uti)}ity’s system are not
adversely affected, and (2) the remaining ratepayers have not
contributed capital to the distribution system.

6. Risks should be analyzed prospectively from the time an
investment is made. At the time ¢f sale, risk analysis should
consider who has borne the risks/during the investment lifetinme.

7. The gain on sale, under the circumstances considered in
this OIR, should accrue to ¢ utility, and thereby be made
assignable to its shareholdgrs, to the extent that (1) the
remaining ratepayers on the selling utility’s system are not
adversely affected, and 2) the remaining ratepayers have not
contributed capital to/the distribution system.

1. In detepmining the allocation of the gain on sale of a
distribution sys¥em under the circumstances covered by this
rulemaking, the/Commission should apply the principles which guide
decisionmaking under P.U. Code § 851 and condition approval of the
sale, if apptropriate.
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2. This order should be made effective today to
expeditiously deal with those proceedings in which the issues
determined in today’s decision were reserved pending this
rulemaking.

QRDRER

IT IS ORDERED that:
1. Our findings and conclusiong and the scope of
decision are limited to the following circumstances:

a. a distribution system of a public util
(i.e., gas, electric, or water utilitf) is
sold to a municipality or some other/public
or governmental entity, such as a
utility district;

the distribution system consisty of part or
all of the utility operating system
(system) located within a geodraphically
defined area;

the components of the systém are or have
been included in the rate/base of the
utility; and

the sale of the systeny is concurrent with
the utility being relieved of and the
municipality or othet agency assuming the
public utility obligations to the customers
within the area sefved by the system.

2. The capital gain or/loss, net of costs of sales, realized
from the sale of a distributdon system, under the circumstances
described in Ordering Paragkaph 1, shall accrue to the utility and
its shareholders to the e

the selling utility’s syftem are not adversely affected, and (2)
the ratepayers have not/ contributed capital to the distribution
system. ‘

3. All proceedings in which the issue of the disposition of
the gain on sale of/ a distribution system, as defined in this




R.88-11-041 SWH/CLM ALT=COM=SWH |

rulemaking, has been reserved, shall be disposed of in accordance
with the findings, conclusions, and order of this decision.
4. Consistent with the Order Instituting Rulemaking,

meet the criteria set forth in Ordering Paragraph 1.
6. This proceeding is closed.
This ordertis affactive today.
Dated 6 , at San Franc¥sco, California.

G. MITCHELL WILK
President
FREDERICK R. DUDA
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Wate v, Put
482 A 2d 443. The court reversed the commission ay
gain on sale of two geographical utility divisiops to a municipal
district should be retained by the utility anf/ﬁiz used to reduce
rates to customers in the remaining districts,/ The property
transferred included both depreciable and nandepreciable assets.
(¥983) 55 PUR 4th 702.
The Missouri Public Service Commission hedd that, where the utility
proposed to apply the proceeds of the sale to a municipality of a
gas distribution system to the retiremént of bonds and to
investment in new plant, resulting ir a reduction in interest
expense and increased debt coverage/ the gain need not be allocated
to ratepayers. In rejecting the gtaff’s argument based upon
Denocrakic Central cCommittes that/ the gain should acerue to
ratepayers, the commission concfuded that the proposed disposition
of the sale proceeds would result in a sharing of benefits to both
the ratepayers and the shareholders, and that ratepayers would
benefit from the reduction interest expense and the increase in
interest coverage.

(Ky. Ct. App., 1970) 45¢ SW 24 778. This case involved the sale of
watexrshed land no longeér needed by a water utility because it had
obtained a dit!eren:/égurce of water. The court held that the
utility was entitled to retain the gain on sale of land no longer
used in serving cugtomers.

(Idaho 1978) 578/ P 24 1089. The court reversed a decision
allocating gaiy on transfer of utility watershed land to utility
customers. Tle land had been in utility service about 90 years,
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and had appreciated to a value about 80 times its original cost.
The court relied on the fact that the capital had been/supplied
entirely by the utility investors, that there had begn no
depreciation paid in rates, that the utility had exrned a return
only on its original cost and, therefore, that uyility customers
should not be treated as eguitable owners of tie property. In
dicta, however, the court said that on a trapsfer of depreciable
property the gain on sale should be ”treate¢tl as if it were the sale
of the ratepayer’s property.” (578 P 2d,At 1092.)

Appeal of City of Nachua (N.B.L 1981) 435 A 24 1126. The
court upheld a decision of the New Hafpshire commission that
allowed a water utility to retain tie gain on sale of land held for
50 years but now no longer needed £o provide utility service.

e - RO ARUTOAN W Q Pennse anis Dlig_
g;ili;y;sxmijlb (Pa. Comnmw. Ct 1981) 427 A 24 1244. The court
reversed the Pennsylvania comllission’s decision reducing rates of a
utility by the current market value of land upon dividend of the
land to its parent company/ The land had been in service for over
50 years and had appreciafed more than tenfold. The court found
the commission’s action fconstituted confiscation without due
process and just compefisation. The court relied on the concepts
that the investors had not recovered any of their investment
through depreciaticr, that they had earned through rates only on
the original cost ¢/f the land for 50 years, and that utility
customers pay only for the use of land, but do not gain equitable
or legal rights fLherein.

Pub pLere o) Pub prvice Comm’n
QL D.C, (DC C¥. App. 1978) 446 A 24 28. The court upheld the
action of the commission in allowing gain on sale of land by a gas
utility ang/ by an electric utility to be retained by the respective

WA LUNCT O
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utilities and not to be used to reduce rates. The court relied qp////
the commission’s findings that depriving the utilities of the gain

on sale, both in terms of effect on expected earnings and on

investor assessment of the requlatory climate, would increage the

cost of capital to the utilities to the ultimate detrimen¥ of their
customers.

IX.

Denocra entra onmitiee Washiggton Metio an
(DC Cir. 1973) 485 F 24 786. Upon the conversdon of the transit
system to an all-bus operation, the ratepayeys had borne the cost
of retirement of equipment and facilities afhd the cost of removal
of street car tracks. The ratepayers had/also paid for the
acquisition of capital assets. This action rendered certain
parcels of property formerly used as tfolley~car barns surplus to
the requirements of the transit system and made possible their sale
for entirely different and more valyable uses at a substantial
gain. The court found that, as ratepayers had borne the unique and
substantial burden of the retireyent of equipment and of track
removal, they were entitled to ghare in the gains from the sale of
property which this conversiorn/ program had made possidle. It was
an allocation which rested “eSsentially on equitable
considerations.” (485 F 2d/at 821.)

(Fla. PSC 1982) 49 PUR 4th 547.

Gain from sale of corpcr%,e headquarters recognized above the line
pursuant to priox commiision determination that the treatment of
gain from the sale of property dedicated to or formerly dedicated
to public sexvice shopid reflect that ratepayers paid capital costs
and depreciation expé%se when property was in rate base.

p :
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Casco Bayv Lines v. PUC (Me. 1978) 390 A 24 483./ 90% of
gain from sale of appreciated utility vessels allocated/to
ratepayers, reserving 10% to shareholders to create
dispose of or productively employ assets that in effect are excess
capacity.

i i . Comm’n. 1988)
91 PUR 4th 337. Gain on sale/leaseback of depreciable asset (Palo
Verde Unit 2) amortized against annual lease/payments over life of
the lease, and unamortized balance remove%,!rom rate kase. But on
the sale of a distribution system the Commission divided the gain
on sale 50/50 between the ratepayers an&{the shareholders because
the sale “was not in the best interest/of APS’s remaining
customers.” (91 PUR 4th at 362.)

i (NC UC 1983) 55 PUR 4th
£82. Gain from the sale of inter?éts-in generating units should be
used to benefit ratepayers through a reduction in rate base
amortized over a particular peﬁﬂgz.

1

: (NY PSC 1983) 54 PUR 4th 220.
Gain from the sale of customer premises equipment should flow
through to ratepayers by treating the gain as an above~the~line
item as a credit to depreclation expense.

(FERC 1977) 23 PUR 4th 66. Part
of the gain resulting :ném the abandonment of a natural gas
pipeline was allocatedfto ratepayers by reducing rate base and
accordingly reducing fost of service as to return, taxes, and
depreciation. RatepAyers were found to have assumed greater risk
because of the abandomment. (23 PUR 4th at 95.)
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Retroit Fdison Co. (Mich. PSC 1977) 20 PUR 4th 1,/ Gain
on sale of property, consisting of land and building, aé?éd to
utility income since customers were charged for the property while
it was in rate base and should therefore receive the benefit of the
gain on the sale. ,

Boston Gas Co, (Mass. DPU 1982) 49 PUR 4 1. Treatment
of land as an above-~the-line item and its inclusidn in rate-base
- warrants above-the-line treatment of the net prgceeds from itse
sale, amortized over a pericd of ten years ragher than applied in
full to the company’s test-year cost of servdce since the sale of
utility land is an extraordinary, non-recurring event in the
operations of the company.

W i i ‘ ’ (DC 1982)
450 A 24 1187. Court of Appeals held fhat the net gain from the
sale of propane which had been stockpiled should be allocated to
ratepayers. Court states that the ﬁlidity of each allocation of
profits and losses depends upon thé, factual situation and the
equities invelved.

Sommission (Utah 1979) 595 P 2d7871. When assets are utility
property, any transfer shouldyhe at fair market value so an
appropriate benefit thereof will redound to the credit of the
ratepayers. /

comm’s, (1960) 208 NYS-Zd/857, 863~864. Gain from sale of land no
longer useful as storage,reservoir should be passed on to the
customers. The utiliﬁp!is-pratected from a loss in the sale of
land in its operations; it seems reasonable it should pass on a
profit to the customér.

/
j// (END OF APPENDIX‘A)'
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