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Climate Change, the Regulatory
Compact, and Public Utility Rights

By Charles C. Read and Marc T. Campopiano

he right to regulate subject to due process con-

straints is a foundation of public utility law. This

article examines the extent to which a regulatory
agency can restrict and ultimately terminate a utility’s
operations based on public policy considerations. This
issue has arisen in industries confronted with disruptive
technological and regulatory change such as deregula-
tion of wholesale natural gas pricing, termination of the
vertical integration of electric utilities, broadcast televi-
sion displacement by cable television, cable television
displacement by satellite and internet video communica-
tions, and wire-line telephone displacement by wireless
and internet communications. While these changes were
disruptive at the time, they also presented new oppor-
tunities for utilities nimble enough to take advantage
of them. None
represented a
regulator’s judg-
ment that a
utility should
cease operations.

Climate change

has prompted
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to reduce greenhouse gases and increase the share of
some states to energy provided by renewable sources.! Such trends
adopt legisla- ] ; . raise many questions regarding the fate of the existing
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:on an implicit regulatory compact that the utilities would
have an opportunity to recover and earn a reasonable
return on their investment.
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to the functioning of society that government has the
right to oversee the prices charged in order to assure
that these essential services are provided to the pub-

lic in a reasonable manner.? The principle undergirding
the regulation of utility services that benefit the public
interest eventually came to be known as the “Regulatory
Compact” between regulators and privately owned util-
ity companies.

This Compact encompasses an exchange of rights and
obligations: the utility is granted an exclusive franchise to
operate in a service area, and, in return, it has a duty to
serve all customers within that service area. Further, the
utility can charge rates that cover its reasonable costs of
service and afford investors the opportunity to earn a rea-
sonable rate of return on their investment. These rates are
overseen by a regulatory agency that balances protect-
ing ratepayers from monopoly pricing and protecting the
investors’ right to earn a reasonable return.?

But what happens when regulators decide that all or
a significant portion of a utility’s service should be ter-
minated due to a change in law or policy? If the assets
supporting this service are no longer considered “used
and useful,” may the costs incurred to acquire them, at
a time when such costs were considered reasonable
and necessary to provide utility service, still be recov-
ered from ratepayers? Does the Regulatory Compact or
do other principles provide any affirmative protections
for such a utility? This article presents a survey of appli-
cable law, with a focus on California, and describes the
rights of public utilities in the face of regulatory action
to terminate or greatly curtail operations. It also explores
whether commissions will recognize loss of enterprise
value in addition to the more limited concept of com-
pensation for such “stranded assets” in a changing
regulatory environment.*

Summary of Conclusions

The Regulatory Compact alone does not confer fixed,
enforceable rights on public utilities. However, it does,
especially in California, reflect a highly generalized bar-
gain conferring a reasonable opportunity to earn an
authorized return and recover reasonable costs with
the concomitant obligation to provide safe, reliable ser-
vice at “reasonable rates.” These are concepts that have
worked during ordinary times and even in unusual sit-
uations (although often accompanied by long and
contentious regulatory litigation) such as the unexpected
shutdown of huge nuclear power assets or high-profile
utility accidents. But the question of how they might
apply to regulatory action that essentially terminates a
business is without precedent.

With those caveats, the following conclusions can be
drawn.

1. The Regulatory Compact is more explicitly recog-
nized in California than in other jurisdictions we
examined.

2. However, even in California, the Regulatory Com-
pact has “evolved” or been “modified” to fit
particular circumstances but provides no fixed
remedies or protections for either ratepayers or
shareholders.

3. The Regulatory Compact has not been cited as
the sole basis for a California Public Utilities Com-
mission (CPUC or Commission) decision but is
deemed consistent with the Public Utilities Code.

4. Where assets have ceased to be used and useful
before their full cost has been recovered, the CPUC
has allowed recovery of costs prudently incurred,
although often delayed and with no or a limited
return on equity. While the CPUC has balanced
utility interests by providing a limited “reasonable”
return on stranded assets, the CPUC nonethe-
less is not required to divide benefits equally or
according to a set formula between the parties,
and in fact retains substantial discretion. Certain
scenario-specific factors may tilt the balance in
one direction or another. For instance, in situations
where the CPUC’s own policies have encouraged
investor-owned utility (IOU) expenditures, the
CPUC is more likely to permit shareholder recov-
ery. Conversely, if the new regime being launched
provides new opportunities for investment, the
CPUC has been less willing to provide as much
shareholder recovery. The Regulatory Compact
thus reflects a general working understanding
rather than a fixed contractual relationship.

5. Shareholders have not sought or been granted
compensation for the diminished or eliminated
“enterprise value” of a significant line of business
or the utility as a whole.

Does the “Regulatory Compact” Protect Utility Rights?
Various federal courts,’ as well as state utility regula-
tors and courts, have acknowledged the Regulatory
Compact as an implicit agreement between regulated
utilities and the public. Analysis of the Regulatory Com-
pact and its associated rights and responsibilities on
the part of utility providers, public agencies, and rate-
payers has been more robust in California than in the
federal courts and other states surveyed for this article.
In general, while regulators have not conceded that the



Regulatory Compact requires that they act in a particular
way and state law can alter the rules of the relationship
embodied in the Compact, the Compact remains foun-
dational to state policy but is not a separate enforcement
mechanism.

This section provides an overview of how state utility
regulators and courts discuss, and how utilities may seek
to utilize, the Regulatory Compact. A review of Califor-
nia law, primarily through CPUC decisions, is provided,
followed by a survey of decisions in three other states
with active utility oversight: New York, Massachusetts,
and Illinois.®

California

In California, the Regulatory Compact is discussed as an
implicit agreement between the regulated utilities and
the CPUC. The utilities are granted a franchise to oper-
ate a service monopoly in a given area in exchange

for accepting regulation by the CPUC, particularly with
respect to the costs a utility may charge its ratepayers.’

Role of the Regulatory Compact in Rate Setting

The CPUC recently offered a “neutral definition” of
“Regulatory Compact” in the context of electric utilities:
“[Tlhe regulatory approach that grants individual com-
panies exclusive franchises to provide power within a
specific geographic area as long as their rates are regu-
lated by state regulatory commissions based on the cost
of providing service, including a reasonable return on
investment.”

Under the Regulatory Compact, the CPUC allows
the utility to recover its just and reasonable costs and
expenses, and provides it an opportunity (but no guar-
antee) of earning a reasonable rate of return on the
utility’s rate base.!” “Just and reasonable” costs are those
that are necessary to provide safe and reliable service
to the utility’s customers.!* However, the obligation to
conduct safe operations and practices is absolute and
not tied to the rates approved by the CPUC."* The util-
ity’s responsibility in this cost-of-service framework is to
establish that its proposed costs are necessary and that
it has prudently examined alternatives to ensure that the
rate proposal is the most cost-effective.

The CPUC views the Regulatory Compact as being
embodied in California Public Utilities Code section
451" and general rate case proceedings. The general
rate case is a proceeding by which utility rates are set,
and it is governed by section 451, which requires all
rates and utility rules to be “just and reasonable” and
requires public utilities to “maintain such adequate, effi-
cient, just, and reasonable service, instrumentalities,
equipment, and facilities . . . as are necessary to pro-
mote the safety, health, comfort, and convenience of . . .
the public.”®®

In determining what rates are just and reasonable, the
CPUC balances the interests of both ratepayers and the

utility’s investors; each side has both rights and obliga-
tions.'® Ratepayers accept the loss of choice in a utility
provider in exchange for protection from monopoly
pricing. They accept the duty to pay rates that fairly
compensate the utility for its costs but that are not exces-
sive due to the utility’s monopoly (or near-monopoly)
position. In return for receiving a monopoly, the util-
ity accepts the obligation to serve all customers in its
franchise territory and charge cost-based rates. The util-
ity is entitled to recover its costs to provide service (as
long as they are considered “prudent”) plus the oppor-
tunity to earn a fair return on its capital investments.
The allowance of a return on investment is based on
an understanding that utilities will not be able to attract
investor capital unless the investors can earn what they
regard as a reasonable return on their investment."”

Determination of a “Fair Rate of Return”
In determining what constitutes a “fair rate of return,”
the CPUC applies the legal standards set forth in Blue-

field Water Works & Improvement Co. v. Public Service

Commission of the State of Virginia (Bluefield) and Fed-
eral Power Commission v. Hope Natural Gas Company
(Hope).'®

The CPUC relies on Bluefield for the proposition that
a fair rate of return

should be equal to that generally being made at
the same time and in the same general part of the
country on investments in other business under-
takings attended by corresponding risks and
uncertainties. That return should also be reason-
ably sufficient to ensure confidence in the financial
soundness of the utility, and adequate, under effi-
cient management, to maintain and support its
credit and to enable it to raise the money neces-
sary for the proper discharge of its public duties."

The Hope decision builds on Bluefield, holding that
the investors’ rate of return should be sufficient to
cover the capital costs of the utility’s business, includ-
ing debt service and equity dividends, and should be
commensurate with the return available on other invest-
ments of comparable risk.? In applying these guidelines
from Bluefield and Hope for setting a fair rate of return,
the Commission also has a duty to protect ratepay-
ers from unreasonable risks, including “imprudent
management.”*! Further, Hope dictates that there is no
single formula that a commission must use in setting
the investors’ rate of return; as long as the principles set
forth in Bluefield and Hope are followed, resulting in just
and reasonable rates for the utility’s customers, a com-
mission will have acted lawfully.?

A recent CPUC decision set the test year 2020 cost of
capital for the major energy utilities—Southern California
Edison (SCE), Pacific Gas and Electric Company (PG&E),



San Diego Gas & Electric (SDG&E), and Southern Cal-
ifornia Gas Company (SoCalGas)—in a consolidated
proceeding.” The CPUC detailed the process of reach-
ing a utility’s return on equity (ROE) in accordance with
Bluefield and Hope. In order to determine the ROE for
similar companies, as required by Bluefield, the CPUC
defines “proxy groups” as companies with characteristics
similar to the utility.* Next, financial models are applied
to the proxy group to estimate the ROE.” Finally, the
CPUC also considers “additional risk factors” before
determining the ROE.* These additional risk factors
include the following:

° Financial Risk: This risk is tied to the utility’s capi-
tal structure, including the debt-to-equity ratio.

e Business Risk: This risk “pertains to new uncertain-
ties resulting from competition and the economy:.
An increase in business risk can be caused by a
variety of events that include capital investments,
electric procurement, and catastrophic events. Each
of these business risks overlap into financial and
regulatory risk.”?” Wildfire risk is considered a busi-
ness risk.?®

* Regulatory Risk: This risk “pertains to new risks
that investors may face from future regulatory
actions.”®

One aspect of regulatory risk raised by the utilities
in this cost-of-capital proceeding was the risk that the
authorized ROE would not compensate the utility for the
level of risk that investors must assume, particularly at a
time when above-average capital investments are being
required. The CPUC addressed this concern by stating
that because the financial modeling includes the impact
of increasing capital investments on similarly situated
proxy companies, and the ROE is set at a level meeting
the reasonableness tests in Bluefield and Hope, there is
little risk of the authorized ROE being inadequate.®

Additional regulatory risks identified by the par-
ties in this proceeding included changes in government
laws and regulations as well as municipalization of utili-
ties. According to the CPUC, “to the extent that investors
expect government laws and regulations to change and
municipalization of regulated utilities to occur, such
expectations should already be captured in the financial
modeling results.”!

Disbursement of Utility Gains from the Sale of Assets and
Third-Party Recoveries
In addition to determining how rates are set, the CPUC

has considered the Regulatory Compact in the context of

who should receive gains from the sale of utility assets.
In a CPUC decision regarding the allocation of gains
from the sale of utility assets, the Commission decided
that consideration of which party bears the financial risk
of an investment should determine how to allocate gains

and losses upon sale.* The CPUC determined that for
depreciable assets (e.g., buildings and equipment), 100
percent of gains should go to ratepayers because they
have financed the asset. For nondepreciable assets (e.g.,
land and water rights), gains are allocated 50 percent
to ratepayers and 50 percent to shareholders. This split
serves to compensate ratepayers for bearing most of
the risk of purchasing such property and “as an incen-
tive to utility management to manage its assets wisely.”?
Ultimately, this method of assigning gains upon sale of
utility assets reflects the Regulatory Compact that utilities
enter into: “[blecause ratepayers fully compensate utili-
ties for costs related to land, improvements and other
tangible and intangible assets dedicated to utility use,
ratepayers should in most cases receive an equal share
of the gain (and the loss) in most routine asset sales.”?
Similarly, the CPUC addressed the distribution of
third-party recoveries related to the shutdown of San
Onofre Nuclear Generating Station (SONGS). The utili-
ties, SCE and SDG&E, had submitted claims on their
insurance policies to recover a portion of the costs to
purchase power lost from SONGS.% Additionally, there
was ongoing litigation against Mitsubishi Heavy Indus-
tries relating to the failure of SONGS Units 2 and 3.3
The utilities and four other parties®” reached a settle-
ment agreement resolving the issue of rate recovery as
it related to the shutdown of SONGS. As to the distribu-
tion of third-party recoveries from insurance claims and
litigation against Mitsubishi, the settlement agreement
provided that the majority of insurance recoveries would
go to ratepayers, who had paid for the insurance, and
litigation recoveries were to be shared equally between
ratepayers and investors.* In approving this settlement
agreement, the CPUC determined that this allocation
was “a reasonable policy outcome” in its consideration
of both ratepayers and investors and the level of risk
assumed by each.*

CPUC Decisions on Evolution of the Regulatory Compact
The CPUC recently addressed the Regulatory Compact
in the context of “a number of extraordinary cata-
strophic events involving California’s regulated energy
utilities,” including the 2010 San Bruno pipeline explo-
sion and major wildfires throughout the state.® The
CPUC stated that its role is to independently determine
the “just and reasonable” costs that should be passed on
to ratepayers, not merely to approve the costs submit-
ted by the utilities in such extraordinary events.! Even
in the face of unexpected costs borne by the utilities,
the CPUC and the legislature have made it clear that the
CPUC must balance the interests of both ratepayers and
shareholders.

When PG&E was faced with an investigation into
its liabilities due to the 2017 and 2018 wildfires in its
service territory, PG&E reached a settlement with the
CPUC’s Safety and Enforcement Division, the CPUC’s



Office of the Safety Advocate, and the Coalition of Cali-
fornia Utility Employees to resolve all issues concerning
penalties and other remedies for PG&E’s role in the
wildfires.*? The settlement included an agreed-upon
amount of costs that PG&E would not be allowed to
recover from ratepayers; in approving the settlement, the
CPUC modified the settlement agreement and increased
the disallowance, thereby reducing the amount that
could be recovered from ratepayers by $198 million.
PG&E argued that the modifications, inter alia, under-
mined the Regulatory Compact. The CPUC responded
that it has a duty to independently review, and mod-
ify where appropriate, any settlement to ensure that it
is in the public interest.” The CPUC does not consider
itself constrained by the Regulatory Compact in the
event of extraordinary circumstances and will balance
ratepayer and investor interests while protecting the
public interest. Similarly, although utilities have argued
that the Regulatory Compact affirmatively protected
them from competition, the Supreme Court of California
has said that the public interest tempers the Regula-
tory Compact: “The policy as declared by the statute
and applied by the Commission has never gone to the
length of guaranteeing monopoly in all cases, but has
at all times deemed the public interest as of paramount
importance.”*

In response to the unprecedented wildfires of recent
years, the state legislature enacted Assembly Bill (A.B.)
1054 in July 2019.% A.B. 1054 creates the Wildfire Lia-
bility Fund (the Fund) and allows participating utilities
to recover from the Fund just and reasonable costs and
expenses of a covered wildfire. The utilities are entitled
to a “presumption of reasonableness,” and thus recov-
ery of costs, if they have obtained a safety certification
(issued annually by the CPUC) that was valid when
the wildfire ignited. But this presumption can be chal-
lenged by a party that raises “serious doubt” as to the
reasonableness of the utility’s conduct. If so challenged,
the CPUC must decide if the utility’s conduct related
to the wildfire ignition was reasonable, i.e., if the con-
duct was consistent with actions that a reasonable utility
would have undertaken in good faith under similar cir-
cumstances, at the relevant point in time, and based on
the information available to the electrical corporation
at the time.“ While A.B. 1054 establishes a new Fund
and a new procedure for utilities to recover costs associ-
ated with catastrophic wildfires, ultimately cost recovery
(and therefore charges to ratepayers) is governed by the
CPUC’s determination that only “reasonable costs” may
be passed on to ratepayers.

An earlier period of utility regulation that involved a
shift in the traditional approach to the Regulatory Com-
pact was the electricity industry restructuring of the
mid-1990s. In its order opening the rulemaking that
would eventually restructure California’s electric indus-
try, the CPUC unveiled a proposed strategy that would

involve a shift in price regulation from cost-of-service

to performance-based regulation and would also funda-
mentally alter the Regulatory Compact by introducing
competition into the electricity market.”” The changes

in California followed closely the federal Energy Policy
Act of 1992, which sought to increase competition and
rely on market mechanisms in the electricity industry.®
The CPUC acknowledged that circumstances around the
electric industry were changing and that those changes
were likely to accelerate.

California’s regulatory compact must also change
if we expect the state’s consumers and Califor-
nia’s economy to continue to benefit from this
vital industry. The compact’s tenets were never
intended to be, nor have they remained, fixed.
Rather they have rightly evolved to correspond to
the changes any industry and economy inevitably
undergo. With this proposed strategy, that evolu-
tion continues.*

As electric restructuring was completed, the CPUC
acknowledged that “changing circumstances” and the
introduction of competition to the industry had rendered
certain utility assets uneconomic to maintain. The CPUC
recognized that utilities had incurred the costs for those
assets under the previous regulatory structure and deter-
mined that a balancing of interests meant that the utility
could recover those costs, but at a lower rate of return:
“We have been careful to provide the utility with oppor-
tunities to profit in the competitive market. It is fair to
expect shareholders to receive a lower rate of return in
exchange for these future opportunities.” This “evolu-
tion” of the Regulatory Compact introduced competition
and changed the investors’ rate of return on certain
assets, but it maintained the spirit of balancing the inter-
ests of consumers (in competition and lower electric
prices) with those of shareholders (in expanded oppor-
tunities to earn a return).

The result of electric restructuring was that the
incumbent IOUs (PG&E, SCE, and SDG&E), which were
traditionally vertically integrated companies from elec-
tricity generation through retail sales, divested most of
their generation assets (except for nuclear and hydro).>!
The “stranded” costs associated with the sale of their
generation assets were allowed to be recovered through
a competitive transition charge assessed to ratepayers,
but the IOUs were prohibited from supplying their own
generation without routing such generation through the
new market mechanisms.

The electric restructuring of the mid- to late 1990s
provides some precedent for statutory and regulatory
changes that ordered the incumbent utilities out of a
portion of their historical utility functions, wholesale
generation, while allowing them to continue their opera-
tions in transmission and distribution. We are unaware



of any of the IOUs raising claims for compensation

for “enterprise loss” after these changes to the historic
breadth of their business. However, as evidence that the
market saw potential deregulation as a risk to enterprise
values, prior to the passage of the deregulation legisla-
tion that allowed IOUs to recover stranded costs, utility
stocks plummeted by 20 percent on the uncertainty of
what deregulation would mean to their enterprise val-
ues.” Only after the legislation included provisions for
the recovery of stranded assets did the IOU market val-
ues return.”

Summary of the Regulatory Compact in California
In California, the Regulatory Compact has been dis-
cussed as the theory underlying the resulting statutory
and regulatory framework: the granting of a license
to operate in exchange for accepting a duty to serve,
and the ability of utilities to operate a monopoly ser-
vice by charging regulated rates designed to balance
the interests of both ratepayers and shareholders. These
principles are embodied in the state Public Utilities
Code and govern how utility rates are set. The Regu-
latory Compact does not, however, seem to otherwise
constrain the CPUC or legislature from enacting changes
that may alter the Compact, such as those adopted in
restructuring the electric industry.

Whether the CPUC would have the same author-
ity to alter the Compact in situations not involving a
direct statutory mandate, however, is questionable and
remains to be seen. The CPUC has said that the Regu-
latory Compact was never meant to remain static, and,
within certain limits provided by statute (e.g., section
451 of the California Public Utilities Code), the CPUC
considers itself empowered to change the nature of the
relationship between regulators and utilities in order to
effectuate broad public policy objectives.

New York
The Regulatory Compact has historically been acknowl-
edged by the New York courts and the New York Public
Services Commission (NYPSC); however, the recent
trend in the NYPSC indicates a possible repudiation of
the Compact. The guiding principle in New York State
court analysis is whether the end result is “just and rea-
sonable—and fair as between the utilities’ customers and
their stockholders,” the determination of which is com-
mitted to the discretion of the NYPSC.> The courts will
only intervene if the NYPSC’s decision is arbitrary and
capricious.”

For its part, the NYPSC has described the Regula-
tory Compact as a “quasicontractual agreement”® and
as “the axiomatic precept that a utility is entitled to
recover from ratepayers prudently incurred costs.”” His-
torically, the NYPSC has implicitly acknowledged the
existence of the Regulatory Compact, rejecting the New
York State Department of Law’s argument that “there is

no established regulatory compact that assures investors
the full recovery of costs reasonably expended in the
provision of utility service” and quoting a former NYPSC
chairman who described the “essential basis of public
utility regulation” as “an implicit bargain between con-
sumers and investors that, in exchange for a monopoly
franchise, the company accepts the strict legal obligation
to serve all customers on reasonable terms.”>®

Reflecting the two ideas in tension—that the Compact
represents an implicit agreement but that the Compact
does not require regulators to act in particular ways—
New York has adopted a state law that its courts have
interpreted as empowering the NYPSC to deny utili-
ties recovery of even prudent costs.” This idea is further
reflected in principles adopted by the NYPSC in the
mid-1990s out of its examination of competitive oppor-
tunities for electric service, including that “emphasis on
performance-based regulation should continue” and
that “[ultilities should have a reasonable opportunity to
recover prudent and verifiable expenditures and com-
mitments made pursuant to their legal obligations.”®

However, in more recent decisions, it appears that
the NYPSC staff and administrative law judges (ALJs)
may be moving away from the Compact. In a 2008 deci-
sion, the recorded position of the NYPSC staff appears
to be that the Regulatory Compact does not exist out-
side of the state’s Public Service Law.®! In that decision,
the ALJ recommended disapproval of petitioner Iber-
drola’s acquisition of two incumbent utilities, NYSEG
and RG&E, on the grounds that the proposed transac-
tion did not satisfy the state’s public interest test. While
Iberdrola argued that the Regulatory Compact would
protect ratepayers from improper transactions between
the regulated utilities and unregulated affiliates, staff
feared that the proposed corporate structure could not
be sufficiently regulated to protect consumers without
additional safeguards. A 2012 decision goes even further,
with the ALJ denying the existence of a compact outside
the Public Service Law and stating that such a position
has been supported by the state’s courts.®

Massachusetts
While the Massachusetts Department of Public Utili-
ties (MDPU) has not mentioned the Regulatory Compact
in an order since 1995, the MDPU has recognized the
Compact as “implicit in the public utility laws that have
developed in the commonwealth.”®® The MDPU fur-
ther described “the service obligation, regulatory price
control, and the support obligation” as “the essential
components that underlie the regulatory compact which
public law and policy have created between consumers
and utility investors.”® Against this backdrop, the MDPU
described its role as ensuring that “the purposes of the
regulatory compact . . . are achieved.”®

More recently, however, the MDPU has adopted an
approach to the Regulatory Compact more analogous



to the emerging view of the NYPSC—that is, that the
Regulatory Compact may not exist, at least not in a way
that would require compensation in connection with
stranded assets.® In this particular order, the MDPU’s
reasoning appeared to turn on whether utilities in Mas-
sachusetts had exclusive franchises; and if not, “it is not
clear whether they would be legally due compensation
for any part of a non-exclusive franchise in the event of
electric industry restructuring.””” Despite taking this posi-
tion, the MDPU expressed that “responsible policy must
provide” for recovery of “net, non-mitigatable stranded
costs during the transition period,” which suggests align-
ment with the idea that regulators may still recognize
the Regulatory Compact as an underlying theory of util-
ity regulation, although not determinative of specific
actions or obligations on their part.®

Hllinois

Unlike the NYPSC and MDPU, the Illinois Commerce
Commission (ICC) seems to have continued to acknowl-
edge the existence of the Regulatory Compact.®” In a
2014 order, the ICC mentioned in passing that, “[iln the
context of a power generation industry increasingly
devoid of regulatory compacts because States like Illi-
nois have legislated greater reliance on competitive
forces, Staff believes the Commission need not ensure
the profitability of suppliers in either the short-run or
the long-run.”” Despite this view expressed by the ICC
staff, as recently as 2018, the ICC has indicated that the
Regulatory Compact continues to operate in Illinois,
albeit largely as codified by the state legislature in the
Public Utilities Act.”

How the Regulatory Compact Doctrine Informs Stranded
Asset Questions in California

Overview of Stranded Assets in California

In California, the Regulatory Compact informs a related
doctrine that allows utilities to recover costs of “stranded
assets” that are no longer “used or useful,” especially
when these assets are made noneconomic as the result
of a regulatory change or CPUC action. Several CPUC
decisions have addressed the circumstances under which
utilities may include in their rate base facilities that are
no longer operating or have become uneconomic due
to market pressures. As demonstrated below, the CPUC
has assumed considerable discretion in determining
when costs for these stranded assets may be recovered,
the amount of costs utilities may be entitled to, and the
method by which recovery is made. While the CPUC has
balanced utility interests by providing a limited “reason-
able” return on stranded assets, the CPUC nonetheless

is not bound in any strict transactional sense to divid-
ing benefits equally or through a preexisting formula
between the parties. In this way, the Regulatory Com-
pact again is more of a working understanding than a
binding contractual relationship.

As a general rule, an asset becomes stranded when
it is no longer “used or useful.” According to the CPUC,
determining whether an asset is used or useful involves
a consideration of whether the asset is actually serv-
ing customers and whether the utility acted prudently in
constructing the asset to begin with.

The used and useful standard has a twofold mean-
ing. At the preliminary level it implies that the
facility is built and provides service to customers.
In addition the principle requires an examination
of the utility’s prudence in deciding to construct or
purchase the utility plant. In other words according
to the used and useful standard to be included in
the rate base the new asset must be required and
operate in an effective and efficient manner.”

In California, the CPUC has held that “a utility is not
allowed to recover the costs of plant (asset) which is
not used and useful.””® Likewise, when the CPUC estab-
lishes rates for public utilities, the Public Utilities Code
authorizes but does not require the CPUC to “eliminate
consideration of the value of any portion of any elec-
tric, gas, heat, or water generation or production facility
which, after having been placed in service, remains out
of service for nine or more consecutive montbs, and may
disallow any expenses related to that facility.””* However,
the CPUC has emphasized “the necessity of examin-
ing each case on an individual basis,” and it exercises
considerable discretion when determining an equitable
distribution of cost sharing between ratepayers and utili-
ties’ shareholders for stranded assets.”

Exception for Periods of Uncertainty

The CPUC has developed some exceptions to the
general rule that utilities may not recover costs from
stranded assets, and these exceptions reflect the prin-
ciples of the Regulatory Compact. However, the CPUC
is not bound by an explicit formula when allocating
costs under these exceptions. Generally, “when assets
are retired prematurely, for reasons other than impru-
dence, assets would be excluded from the rate base,
which means the utility would not be permitted to earn
a rate of return on assets, but the remaining book value
of the asset will be amortized in customer rates.””® More
specifically, the CPUC has carved out an exception for
projects that are prudently pursued and abandoned dur-
ing a period of “great uncertainty.””” This exception “is
the product of the period of dramatic and unanticipated
change, initiated most notably for utility planners by the
oil embargo of 1973,” which “was characterized by great
uncertainty in the energy industry, both as to demand
growth and availability of supply.””® During these peri-
ods of uncertainty, the CPUC has determined that “the
ratepayer should participate in the increased risk con-
fronting the utility,” though how this is achieved varies



on a case-by-case basis.” As discussed in greater detail
below, this principle has been relied on more recently
during the electrical industry restructuring of the late
1990s and the decommissioning of elements of the
SONGS.

One 2011 CPUC decision demonstrates the significant
latitude the CPUC is given when determining the costs
that may be recovered from stranded assets, includ-
ing allowing utilities to earn a rate of return on assets
that are no longer used and useful. In D.11-05-018, the
CPUC considered whether PG&E could recover a rate
of return on the undepreciated plant balance associated
with “stranded” electric meters that had been replaced
by more efficient “SmartMeters.”®® The CPUC ultimately
decided to “grant rate of return treatment for the retired
meters, despite the fact that they are no longer used
and useful,” emphasizing the fact that the new meters
would be more “cost-effective for customers” and that
the CPUC had specifically encouraged deployment of
these meters.®! In its reasoning, the CPUC highlighted
that “[it did] not wish to discourage utilities from replac-
ing their existing assets with new technologies under
these circumstances, especially when [it has] found the
replacement to be cost-effective for customers.”® This
decision does not specifically guarantee utilities a rate of
return for stranded assets that are made uneconomic by
CPUC action or more cost-efficient technology; however,
the CPUC did indicate that “[i]n the cases where return
on rate base was denied, the impetus for the non-used
and useful status was utility actions rather than Commis-
sion desires or actions.”®

Stranded Assets During Electric Reorganization

In the late 1990s, the electric power industry was
restructured to allow competition in the supply of elec-
tric power. Because electrical utilities had previously
made investments and incurred obligations under a
framework where they were required to serve their
entire service territories’ generation needs, many of
these assets became uneconomic or stranded under this
reorganization. Under the legislation that implemented
the industry’s restructuring, it was determined that utility
customers should pay a “competition transition charge”
to the shareholder-owned public utilities in order to
meet their prior obligations.

In D.95-12-063, the CPUC assessed the different pro-
posed policies regarding the restructuring of California’s
electric services industry and determined that recovery
for remaining net investment should be at a reduced
rate of return, after recognizing that “some utility plants
will no longer be used and useful in the future restruc-
tured energy marketplace.”® The CPUC concluded that
it would “adopt 90% of the embedded cost of debt as
a reasonable rate of return on the equity portion of the
net book value” of the stranded costs resulting from this
change and would “set the return on the debt portion

of net book value at the embedded cost of debt.”® In
“allowing the recovery of generation plant-related tran-
sition costs,” the CPUC has admitted that it has, “in
effect, allowed the utilities to recover costs of plants that
may no longer be used and useful in the new competi-
tive marketplace.”®

Stranded Assets in Connection with Nuclear Facilities

The issue of rate recovery for stranded assets has also
arisen due to the premature SONGS shutdown. Here, the
CPUC has authorized reductions in return on equity for
prematurely decommissioned nuclear facilities through
the approval of settlement agreements. For example, in
D.92-08-036, the CPUC adopted a settlement between
SCE, SDG&E, and the Division of Ratepayer Advocates
that allowed a 48-month amortization of remaining
investment in SONGS Unit 1 during its remaining period
of operation; and following its shutdown, the remaining
unamortized investment was allowed to earn a rate of
return, which, after taxes, was fixed at the then-current
authorized embedded cost of debt.®”

More recently, the CPUC has addressed stranded
costs arising from the shutdown of SONGS Units 2 and
3, following a steam generator tube leak in 2012. In
D.14-11-040, the CPUC approved a settlement agree-
ment between several parties, including SCE and
SDG&E, requiring ratepayers to pay approximately
$3.3 billion in costs over 10 years for the newly decom-
missioned SONGS units, which included recovery of
the undepreciated net investment in SONGS assets.®
However, as the CPUC noted, “instead of the usual
authorized rate of return, the settlement reduces share-
holders [sic] return on SONGS investments to less than
3%. The effect is ratepayers save approximately $420
million over the ten-year depreciation.”® In D.18-07-037,
following revelations of improper ex parte communica-
tions between SCE and the CPUC president regarding
the first settlement, the CPUC considered a new settle-
ment agreement, which modified portions of the 2014
settlement agreement described above.” This revised
agreement required the utilities to “cease collecting in
rates the revenue requirement associated with all costs
and amounts authorized to be recovered under the
existing 2014 Agreement” once the combined remain-
ing balance of the SONGS regulatory assets equaled a
certain amount.”’ In approving the settlement agree-
ment, the CPUC once again described its wide latitude
in determining cost recovery for stranded assets, stress-
ing the avoidance of litigation and reducing economic
burdens on ratepayers.

We also note that the Commission decisions vary
widely as to what investment cost recovery is or is
not authorized once a plant is no longer used and
useful. The proposed settlement agreement with
the proposed modification reflects a reasonable



resolution to this long, complex, and controversial
proceeding. A resolution that avoids continued liti-
gation and provides a significant economic benefit
to ratepayers is in the public interest.*

Comparative Analysis: Federal Natural Gas Deregulation

The issue of stranded assets also arose at the federal
level during the deregulation of the natural gas industry,
offering a useful comparison to the way CPUC handled
stranded assets in light of major regulatory sea changes.
Unlike the CPUC stranded assets decisions discussed
above, here the allocation of stranded assets was deter-
mined, at least in principle, by the role responsible
parties (i.e., utilities and customers) played in causing
certain assets to become uneconomic.

Beginning in the mid-1980s and continuing through
the 1990s, the Federal Energy Regulatory Commission
(FERCQ) issued a series of orders to establish a competi-
tive natural gas market by voiding the minimum bills
that gas customers were required to pay even when they
did not purchase gas, requiring pipelines to open their
lines to competing gas companies, and unbundling that
cost of gas services.” As a result of this deregulation,
pipelines that had traditionally entered into expensive
and long-term “take-or-pay” contracts found that these
assets were now “stranded” in the new, competitive mar-
ket.** Initially, FERC imposed the cost of the natural
gas industry’s inefficient market practices, including the
costs of the stranded take-or-pay contracts, on the gas
pipelines and refused to allow recovery from custom-
ers.” Ultimately, a series of decisions from the U.S. Court
of Appeals for the District of Columbia criticized FERC'’s
decision to require pipelines to shoulder the entire cost
of stranded take-or-pay contracts and vacated prior
FERC orders that failed to address these issues.”

In response to these decisions, FERC issued Order
No. 500, which allocated the costs of the take-or-pay
contracts between pipelines and customers under a
theory that all parties bore some responsibility for the
structure of these contracts in the first place. In Order
No. 500, FERC stated:

The causes of the pipelines’ take-or-pay prob-
lems are many and complex. It is undoubtedly
true that some pipelines independently entered
into contracts incorporating both high prices and
high take-or-pay levels. At the same time, pipe-
lines entered into contracts, which were based
on the anticipated demands of their customers,
and whose terms reflected those which produc-
ers were able to obtain under the then prevailing
market conditions. . . . The Commission recognizes
that it is difficult to assign blame for the pipeline
industry’s take-or-pay problems. In brief, no one
segment of the natural gas industry or particular

circumstance appears wholly responsible for the
pipelines’ excess inventories of gas. As a result, all
segments should shoulder some of the burden of
resolving the problem.”

Under this principle—that all parties bore some
responsibility for the stranded assets—FERC adopted a
flexible cost-sharing model. Pipelines shouldered 25 per-
cent to 50 percent of the costs of the stranded assets;
however, they could bill an equal amount, from 25 per-
cent to 50 percent, to their customers in a fixed charge.”®
Any of the remaining costs could then be included in
the ordinary rate, provided customers would be willing
to buy this expensive gas.

Determining Recovery in Stranded Assets Cases

In both the electric reorganization and nuclear decom-
missioning decisions, utilities were able to recover
investment costs of stranded assets while also earning a
reduced rate of return, as determined by the CPUC. In
D.95-12-063, where the CPUC examined the different
proposed policies for the reorganization of the state’s
electric power industry, the CPUC stated the principles
that justified its decision to allow utilities to recover
costs of assets that were no longer used or useful, while
also applying a lower rate of return on these “transi-
tion costs.” First, the CPUC stated, “ratepayers should
benefit” from the allocation of costs, and “it would be
inappropriate to require ratepayers to bear the same
costs they would have borne in the absence” of the
regulatory changes that made these assets uneconom-
ic.1% Second, “shareholders should recover somewhat
lower revenues as transition costs” than they otherwise
would.*™ The CPUC explained that although utilities are
typically given the opportunity to recover “the amount
of the original construction cost of a plant over the
plant’s expected useful life, plus a reasonable return tied
to risk,” allowing this level of recovery in the context

of stranded assets could create adverse incentives for
utilities.’? For example, if utilities were entitled to the
full reasonable rate of return on stranded assets, there
would be no incentive for utilities to minimize these
COsts.

Finally, in explaining why electric utilities were enti-
tled to stranded costs with a reduced rate of return, the
CPUC explicitly rejected the argument that the Regula-
tory Compact entitled utilities to “full revenue recovery”
because the underlying costs were incurred under a reg-
ulated industry structure as compared to a competitive
industry structure.

We disagree with this position. Changing circum-
stances have conspired to render some plants
and other obligations uneconomic. This decision,
as a response to those circumstances, introduces
a competitive market structure to the electric



industry. We recognize that utilities have incurred
costs under the regulated industry structure that
they will not be able to recover in a competitive
market, and we have determined not to require
utilities to bear those costs. However, we do not
conclude that ratepayers should be required to pay
utilities all of the revenues they would have recov-
ered in the absence of this reform effort. We have
been careful to provide the utility with opportuni-
ties to profit in the competitive market. /¢ is fair to
expect shareholders to receive a lower rate of return
in exchange for these future opportunities.'®

Although the CPUC affirmed that ratepayers were not
required to produce the same revenues under the

new regulatory structure, the CPUC was nevertheless
“required” to create “a rate structure the total impact of
which provides the utilities with the opportunity to earn
a fair return on their investment.”'*

Although there is no fixed formula for determining a
reasonable rate of return in these cases, the CPUC gen-
erally determines whether the rate “reflects the reduced
risk associated with these [stranded] assets.”’ In the
case of electric industry restructuring, reducing the rate
of return to 10 percent below the long-term cost of debt
reflected the reduced risk in the stranded assets because
the accelerated return of their net book value would be
facilitated through a transition cost recovery regime.' In
the nuclear decommissioning cases, the CPUC was not
setting a rate of return for stranded assets outright, but
rather approving settlement agreements that distributed
these costs. With respect to SONGS 1, the CPUC con-
cluded that “[sletting the return for the post-shutdown
amortization at the utilities’ embedded cost of debt
seems logical and appropriate,” recognizing that share-
holders and ratepayers both had an “interest in avoiding
the extreme adverse outcome” should the issues in dis-
pute be decided on their merits.!?”

Apart from this general principle that the rate of
return for stranded assets, if recoverable in the first
place, should reflect the reduced risk associated with the
assets, there is no rigid requirement as to how much, or
how little, a utility is able to recover. To the extent that
the stranded assets doctrine operates as an outgrowth
or corollary to the Regulatory Compact, these decisions
support the conclusion that utilities have reasonable
grounds to recover prudently incurred costs when assets
become uneconomic due to outside forces. However,
utilities are not entitled to any specific form of recovery.

Conclusion

Even in the face of regulation that would fundamentally
alter a regulated utility’s business, the Regulatory Com-
pact alone would not likely confer fixed, enforceable
rights to protect the utility. If the regulator’s own poli-
cies encouraged past utility expenditures, the regulator

is more likely to permit shareholder recovery at least for
stranded assets pursuant to the general framework of
the Regulatory Compact. Conversely, if the new regime
being launched provides new opportunities for util-

ity investment, the regulator would not likely see the
Regulatory Compact as an impediment when balanc-
ing ratepayer and investor interests while protecting the
public interest.

Reliance on the Regulatory Compact to recover enter-
prise value in the case of a mandated termination of
utility service may be problematic. The Compact has
most often been cited as a guide for balancing the inter-
ests of ratepayers and shareholders in situations of
changed operational circumstances, including regulatory
innovation. Thus, if regulators seek only to curtail or
limit service, both the utility and affected customers may
be able to invoke the Regulatory Compact in support
of reasonable rates and equitable cost recovery. But if a
regulatory directive terminates utility service altogether,
the utility may have to look at other doctrines for com-
pensation beyond recovery of its undepreciated assets.
These could include protections offered by state admin-
istrative procedure acts if applicable, takings claims, or
denial of regulatory due process. [l
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