
entioning water in California has 
often meant starting a feud between 
the northern and southern parts of 
the state. This is not without good 

reason because two thirds of the state’s pre-
cipitation falls in the less-populated north, 
whereas two thirds of the people who need 
that water live in the south. In recent years, 
the dividing lines have intensified as the 
state’s population has grown, lower pre-
cipitation rates persist, and pumping restric-
tions in the Bay Delta—one of California’s 
chief water supplies—take their toll. Cali-
fornia legislators ended their 2009 regular 
session in a sea of unfinished business, high-
lighted by the failure of an anticipated deal 
to revamp the state’s aging water system. 
Eleventh-hour discord over a huge bond 
proposal sank an ambitious legislative water 
package that would have brought some 
resolution to one of California’s most con-
tentious issues. But the legislature has vowed 
to try again, saying it would ask Governor 
Schwarzenegger to call a special session on 
water this fall.

Amid the shuffle of these legislative nego-
tiations, along with continued litigation over 
the proper management of fishery stocks in 
the Bay Delta, a ruling emerged from the 
Sacramento Superior Court that settled a 
challenge to how the California Department 
of Water Resources (DWR) administers an 
important financial aspect of the existing 
California State Water Project (SWP). The 

case may signal a willingness on the part of 
the courts to defer to DWR’s project financ-
ing decisions for the SWP and potential 
future state water capital projects. As Cali-
fornia continues to move toward a compre-
hensive water infrastructure package despite 
the disappointing recent legislative session, 
this judicial deference given to financing 
decisions may prove a key factor in allocat-
ing initial capital costs and transfer costs 
that may otherwise be unaccounted for in 
legislative bond packages.

The recent case (Alameda County Flood 
Control & Water Conservation District 
Zone 7 et al v. State of California Depart-
ment of Water Resources et al, Case No. 
05AS01775, Sac. Sup. Ct. [Aug. 21, 2009]), 
centers around how DWR uses revenues 
from the Hyatt-Thermalito Dam, operated 
near the large storage facility of Lake Oro-
ville, to offset the fees it charges contracting 
water agencies to the SWP for transporting 
water through the system.

COST OF MOVING WATER AT ISSUE
These transportation charges are of par-

ticular importance to Southern California 
water agencies. The SWP is a complex system 
of dams, reservoirs, canals, and pumps that 
deliver water from Northern California rivers 
to a population of 24 million across the state 
and to roughly 750,000 acres of increasingly 
arid farmland. It is the largest state-built 
water system and conveyance system in the 
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country. DWR administers the SWP and 
enters into contracts with water agencies 
throughout the state to buy water from the 
project. The contracts set fees that various 
water agencies must pay to the state for the 
transport of the water to the agency and its 
customers. As the SWP facilities pump water 
south over the Tehachapi Mountains, the 
terms of the SWP contracts benefit agencies 
south of the Tehachapis, in part because of 
lowered power costs for the decrease in energy 
required to transport water down the moun-
tains. As water charges increase in Southern 
California, in part the result of pumping 
restrictions in the Bay Delta, transportation 
costs become even more important to con-
tractors and their customers.

In Alameda, 14 Northern California water 
agencies sued DWR, claiming that the state 
was contractually required to pursue an alter-
native arrangement regarding the use of dam 
revenues from the Hyatt-Thermalito Dam. 
Both sides agreed that the suggested alterna-
tive would increase costs for Southern Cali-
fornia water agencies and decrease costs in 
the north, where transporting water is far less 
expensive because of simple geographic prox-
imity to the sources of SWP water.

AMBIGUITY OF CONTRACTS INFLUENCES 
COURT’S DECISION

The court found that the current contract 
terms are legal and that the state acted within 
its discretion in setting the current fee struc-
ture for transport costs. First, the court 
found that the water supply contracts are 
reasonably susceptible to the parties’ con-
flicting interpretations of what costs DWR 
had to impose. The plaintiffs argued that the 
original contract signed by DWR mandates 
that the full market value of all power gener-
ated by project conservation facilities must 
be reflected in a credit to the transportation 
charges for the system. However, the court 
looked to the contract and found that the 
bare language of the water supply contracts 
contained no mention of how the power 
generated by the Hyatt-Thermalito Dam was 

to be valued for the purpose of calculating 
transportation charges for the system. The 
contracts themselves only speak of power 
“revenues,” as opposed to how the power 
would be valued to achieve those revenues. 
Because the plain text of the contract was 
ambiguous, the court looked to extrinsic 
evidence to show that the Northern Califor-
nia water agencies’ interpretation could not 
stand. Although the extrinsic evidence was 
also conflicting, the court found persuasive 
the fact that all contracting water agencies 
followed the contract from 1983 to 2003 
without complaint, suggesting they believed 
the contract terms were legal.

Perhaps more important, the court found 
that the state acted within its discretion in 
setting the fee structure in the first place. 
DWR has a statutory authority to sell power 
and set the price for it under California Water 
Code §11454. Other sections of the water 
code authorize DWR to cancel power sale 
contracts with utilities on the condition that 
it continued to pay at least as much for at 
least as long as the utilities paid for Hyatt-
Thermalito power. DWR developed a policy 
regarding how it would value Hyatt-Thermal-
ito power for the purposes of calculating the 
credit to the SWP transportation charges, and 
the court held that this policy decision was 
entitled to deference.

DECISION MAY SIGNAL FUTURE TREND
As a result of this decision, Southern Cal-

ifornia water agencies will continue to oper-
ate under their existing SWP contracts with-
out having to renegotiate and pay even 
higher transportation costs. Beyond this 
immediate result, however, the decision may 
signal an increased willingness on the part 
of the courts to defer to DWR’s setting finan-
cial provisions of contract terms involving 
use of state capital projects. In past cases, 
such as the series of decisions relating to 
DWR’s substantive environmental manage-
ment of the Bay Delta, the courts have not 
been nearly as willing to provide the same 
level of deference to DWR decisions.
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A key component for a new water plan 
continues to envision a canal through or 
around the Bay Delta to move more Northern 
California water to the south, along with new 
storage structures and major conservation pro-
grams. Southern California water interests, 
Central Valley farmers, and hundreds of pub-
lic water agencies tend to favor construction 
of the capital projects. As the debate continues 
to move forward again on these proposals, a 

looming question for the future will be how 
DWR may structure contracts for the use of 
any new conveyance facilities and how it will 
allocate the energy costs across the state. The 
ruling in Alameda County may prove to be a 
foundation DWR may point to for support 
against any challenges to what would be sure 
to be controversial financing decisions reflected 
in the terms of any new or renegotiated water 
supply contracts.
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