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DONNER LAKE WATER COMPANY AUDIT REPORT

PURPOSE OF REPORT

The purpose of this report is to provide the Commission and interested parties the results of an examination of the financial statements of the Donner Lake Water Company (Donner).  The examination was made in connection with Resolution No. 4216, dated August 3, 2000.  In the resolution, the Commission ordered an audit of Donner’s books and business practices to re-establish customer faith in the Commission’s regulatory authority.  The resolution also stated that customers were concerned that Donner might have cross-subsidized Del Oro Water Company (Del Oro), its parent company, for its operating expenses.  This audit was performed in compliance with that mandate and to review the appropriateness of inter-company transactions among the affiliated companies.

SCOPE OF EXAMINATION

The staff examination of Donner’s accounting and financial records covered the period of 1997 through 1999.  The staff ‘s examination focused on the financial statements of the company and the corporate allocations and inter-company transactions.

AUDIT PROCEDURES

The staff examination included the following procedures:

· Verify major plant additions and review purpose of acquisition;

· Review other asset accounts for proper accounting and unusual items;

· Review revenue procedures for propriety and reasonableness;

· Verify customer billing calculation to approved tariffs for accuracy and rates;

· Verify operating expenses to supporting vouchers for proper documentation and amount;

· Review corporate allocation method for distributing corporate expenses to Donner and other affiliated companies for reasonableness; 

· Verify corporate expenses to supporting documents for proper documentation and amount.

RESULTS OF EXAMINTION

PLANT ADDITIONS

Plant additions for 1997, ’98 and ’99 were $3,703, $297,280 and $2,813 respectively.  The additions were for the following plant items:





1997

1998

1999 

Land 

278,349


Water Treatment Plant

6,002


Hydrants
3,703



Meters


1,804

Other Equipment


1,009

Transportation Equipment

12,929



--------
-----------
--------

  Total Additions:
3,703
297,280
2,813

Staff elected to examine the 1998 additions since both 1997 and 1999 had negligible amounts.  The 1998 land acquisition was for the new location of the water treatment plant.  As part of its examination, the staff reviewed engineering and appraisal reports, title settlement and closing statements to verify justification of purchase and ownership transfer.  The water treatment plant was for a chlorine analyzer and a turbidity recorder and meter.  The transportation equipment was the purchase of a 1993 truck.  The staff verified the latter two items to vendor vouchers and cancelled checks.  The staff was satisfied that these additions were properly incurred for and chargeable to Donner.

Staff also noticed that although Donner had made only minor plant additions since its acquisition by Del Oro, it had requested and received loan approvals from the Commission to improve and upgrade its water system.  For various reasons, no loan agreement was executed.  Currently, Donner is applying to the Department of Health Services for some Safe Drinking Water State Revolving Fund loans at the low interest rate of 2.8% per year for its infrastructure replacement.  

Other Current Assets

The Other Current Assets was the second largest asset account on the Balance Sheet.  It consisted of the following major sub-accounts:


1997
1998
1999
Notes Receivable
19,144
19,144
19,144

· John Williams

Advance to Del Oro
303,612
338,895
372,036

Advance to Safor

61,000
77,000


----------
----------
----------

  Total Balance:
322,756
419,039
468,180


John Williams was the owner of Donner before he sold it to Del Oro in 1993. The “Notes Receivable-John Williams” has been in Donner’s books even before 1993.  The current company has no knowledge of what created this receivable or its collectibility.  Staff believes Donner should pursue recovery of the debt and if unsuccessful, write it off as “Other Deductions.” 

Both Del Oro and Safor Corporation, an affiliate of Del Oro, are owned by Robert S. Fortino and his family.  Del Oro purchased Donner in 1993 from John Williams for $539,000 and financed the purchase by securing a loan from Safor in the amount of $250,000 and a seller-financed loan from Williams for the remaining $289,000.  The advances to Del Oro and Safor represent funds Del Oro borrowed from Donner since 1993 for the repayment of the $539,000 acquisition loans.  Del Oro has recorded the advances properly, as a liability owed to Donner.  Donner did not charge Del Oro interest on these advances.  A possible reason for not charging interest could be that both companies belong to the same consolidated group and any inter-company interest charges would be offset in the group’s consolidated financial statements.  Nevertheless, the staff believes interest should be charged at fair market rate so that these inter-company transactions can be maintained at arm’s length.

Donner has accumulated net income of $272,377 for the period of 1993 through 1999.  This represents the amount available to be distribute to shareholders as the return on their equity, an average return of 7.5% versus the authorized return of 11.5% for Del Oro/Donner.  Instead of loaning this sum to Del Oro as advances, Donner could have distributed it to Del Oro as dividends.  Had this been the case, the amount of funds advanced to Del Oro would have been $195,803. 

Since these advances represent funds from Donner’s past earnings and other internally generated funds, Donner should consider and use them in the company’s future plant additions, system betterment, and other fund applications before securing additional loans.

Revenue Accounting

Donner has about 1,220 flat rate and 45 metered customers.  The company bills its flat rate customers annually and its metered customers monthly.  The staff selected November 1999 customer billings for verification purpose since that was the month annual customer billings were sent out.  The annual rate is $324 for a single flat rate family residential customer, and the monthly rate for a 1” meter customer is $23 plus $0.78 for each 100 cubic feet water consumption.  The staff verified the billings to the approved tariffs, and it was satisfied that Donner was charging its customers the proper rates and charges.  The following table summarizes Donner’s revenues for 1997, 1998 and 1999:


1997
1998
1999 
Single family residential
352,035
332,741
381,485

Commercial and multi-

    Residential
0
21,712
11,866

Other water revenues
9,219
16,379
15,996


----------
----------
-----------

Total Revenues
361,254
370,832
409,347


======
======
======

Since most flat rate customers would pay their bills shortly after November, Donner would have large cash inflows in excess of its expenses in December and in the first quarter of the following year.  Donner had the practice of transferring temporarily the surplus funds to Del Oro in the beginning of the year and had those funds returned over the rest of the year when funds were needed.  Although this arrangement makes sense on the corporate level, it has the appearance of less than arm’s length.  The staff has discussed this practice with Mr. Fortino during the audit and Mr. Fortino has agreed to discontinue this practice in the future.  The staff will review this item in its future audit.


Operating Expenses

Donner’s operating expenses consist of direct expenses incurred by the company and allocated expenses from Del Oro, its parent company.  Some of the major direct expenses include employee payroll, purchased power, materials, contract work, repair and maintenance, and property taxes.   Major allocated expenses include corporate management and office payroll, employee pension and benefits, and office supplies and expense.  The staff selected and examined expenses  with large amounts as well as a random sample from Donner’s recurring and routine payments.  The verification included making sure that each expense item had a Donner check copy available, that the check  was paid to the correct party for the proper amount, that it was substantiated with invoice and/or other documentation with explanation of the nature of the service provided, and that the expense was properly accounted for by the company.  The staff performed this procedure on both direct and indirect expenses and was satisfied that the expenses were 

properly incurred for Donner’s operations.  The following table is a summary of Donner’s operating expenses for the years 1997, 1998 and 1999:





1997

1998

1999 




Purchased Water
6,539
254
2,604

Power
41,048
42,788
42,590

Other volume related exp.
0
6,235
4,682

Employee labor
63,746
70,342
65,741

Materials
24,504
13,033
16,084

Contract work
43,138
20,084
22,334

Transportation
14,632
26,680
25,804

Other plant maintenance
5,896
18,022
10,583

Office salaries
25,147
24,198
26,563

Management salaries
40,752
15,903
14,731

Employee benefits
5,244
7,639
7,340

Uncollectibles
1,582
0
1,247

Office services and rental
7,065
3,357
6,380

Office supplies
19,051
20,975
22,206

Professional services
-30,073
13,205
4,460

Insurance
9,369
10,413
8,658

Regulatory expense
5,553
2,737
9,637

General expense
14,494
0
14,380

Depreciation
22,105
21,528
26,443

Taxes-others
11,289
13,643
15,487

State income tax
8,976
0
0


--------------
--------------
-------------- 

Total Operating Exp.
340,057
331,036
347,954


========
========
======== 

Corporate Allocations

Del Oro, besides operating Donner, also owns and operates the following districts and/or affiliated companies: Paradise Pines, Lime Saddle, Magalia, Stirling Bluffs, Ferndale, and Johnson Park.  Its corporate personnel performs management and administrative services for all the above districts and affiliates.  The headquarters office is also shared with the Safor Corporation.  The corporate operating expenses consist mainly of payroll and related benefits, office and insurance expenses.  The staff verified the payroll expenses to the quarterly and annual wage filings and the other expenses to vendor invoices and returned checks.  Since these were common expenses, Del Oro allocates them to the affiliated group using the number of connections of each entity.  The following table summarizes Donner’s share of the allocated expenses for the 1997, 1998 and 1999:


1997
1998
1999
Employee labor
1,274
8,245
8,290

Transportation
102
97
57

Office salaries
25,147
24,198
26,563

Management salaries
40,752
15,903
14,731

Employee benefits
2,011
2,098
2,923

Office services
2,079
816
823

Office supplies
10,764
13,336
12,947

Insurance
919
866
811


----------
-----------
----------

Total allocated exp.
83,048
65,559
67,145


======
======
====== 

With respect to common expense allocation, the Commission’s practice has been to use the Four Factors Method (FFM) for such purpose.  The FFM is an allocation method for common expenses and common utility plant in service.  It is developed by calculating a composite allocation percentage using (a) Direct operating expenses, (b) Gross utility plant, (c) Direct payroll, and (d) Number of customers.  Staff believes that the FFM will be a more equitable method to allocate common expenses although it may not materially alter the allocation percentages.

FINDINGS

The audit found some minor errors in expense classification, allocation and calculation but it did not find a pattern of intentional or continuous irregularities.  The company’s accounting system was relatively easy to follow and the accounting entries were well documented and traceable to supporting vouchers and invoices.  Upon completion of the audit, the staff has the following findings:

1. Donner had only minor plant additions until 1998 when it purchased a piece of property to site its future water treatment plant.  It is currently negotiating with the Department of Health Services to secure a Safe Drinking Water State Revolving Fund loan for infrastructure improvements.

2. There were inter-company fund transfers between Donner and Del Oro and Safor.  The transactions were recorded as advances to Del Oro and Safor.  The advances were used to pay off the acquisition debts incurred by Del Oro for its purchase of Donner.   No interest was charged on the advances.

3. Donner had cumulative net income of $272,377 for the period of 1993 through 1999, representing an average 7.5% return on shareholders’ equity versus the Commission authorized rate of return on equity of 11.5%.  The $272,377 could have been distributed to Del Oro as dividends instead of loan advances.

4. Excess funds collected by Donner from its revenues were temporarily loaned to Del Oro until needed.

5. Donner had direct and indirect operating expenses.  Indirect operating expenses were allocated from Del Oro based on the number of connections of the affiliated companies. 

CONCLUSIONS

Based on the results of its audit, the staff concluded that Donner’s financial statements were fairly stated.  Its operating expenses were incurred for the company’s operations.  Although there were inter-company transfer of funds, Donner did not cross-subsidize Del Oro’s operating expenses.  In order to keep these transactions at arm’s length, the staff recommends that:

1. Interest be charged at market rate (e.g. 3 month T-Bill rate) on all inter-company fund transfers.

2. The advances to affiliated companies be considered as the first source of funds for plant addition and betterment.

3. The Four Factors Method be used in future allocation of common operating expenses and utility plant in service.

AUDIT OF CUSTOMER ADVANCES & CONTRIBUTIONS

In the course of the staff’s audit, three Del Oro customers filed suit in the Butte County Superior Court against Mr. Fortino and Del Oro.  The suit alleges that Mr. Fortino and Del Oro have mis-handled construction funds advanced or contributed to Del Oro for their water main extensions.  On December 13, 2000, the Water Division was informed that another suit was filed in the Superior Court. These suits do not appear to affect the customers of Donner Lake; therefore, they will not be addressed in this report.

The audit staff will examine the collection and disposition of funds collected from these customers, as well as those from other advance and contribution contracts, to ensure Del Oro has maintained the proper accounting for these transactions.  The staff will begin its audit in January 2001and will incorporate its results of examination in Del Oro’s current general rate case for its Lime Saddle District.
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