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ORDER INSTITUTING INVESTIGATION

I. INTRODUCTION

The California Public Utilities Commission (Commission) regulates water companies pursuant to the California Constitution, Article XII, Public Utilities Code Section 701 and 2701 et seq., and General Order (G.O.) 103.  Statutory law and Commission orders require water companies under the jurisdiction of the Commission to follow lawful public utility practices.
II. REGULATORY HISTORY OF ARROWHEAD MANOR WATER COMPANY

E. R. Capstaff built two adjacent water systems near Lake Arrowhead.  Lake Brook Park Water System was certificated by Decision (D.) 26515 on November 13, 1933.  Arrowhead Manor Water Company (Arrowhead) was certificated by D.39396 on September 10, 1946.  By D.55366, dated August 5, 1957, Ernie and Jean Schoettmer purchased and R. Capstaff sold the two systems, consolidating them into Arrowhead.
In D.92178, issued September 3, 1980, the Commission authorized Arrowhead to borrow funds from the Safe Drinking Water Bond Act (SDWBA) program administered by the Department of Water Resources (DWR) to upgrade its water system.  On June 8, 1988, by D.88-06-018 Ernie and Jean Schoettmer sold Arrowhead to Lance L. and Sally Johnson.  Today this utility has approximately 590 customers.

III. SAFE DRINKING WATER BOND ACT LOAN

D.92178 granted Arrowhead authority to obtain, through DWR, a SDWBA loan to upgrade its system.  In the 1995 Annual Report, for the first time, the utility disclosed $884,000 as the amount for the SDWBA financed plant.  The original loan was $910,520 and the difference of $26,520 was the 3% Administrative Fee. 

IV. STAFF INVESTIGATION

Herbert L. Chow, Public Utilities Financial Examiner, conducted an examination of Arrowhead’s SDWBA loan practices.  Eric Y. Matsuoka, Public Utilities Regulatory Analyst, reviewed the utility’s customer complaint history and Arrowhead’s record of compliance with Department of Health Services’ (DHS) regulations.  Following is a summary of findings memorialized in the declarations of staff members Chow and Matsuoka, sworn to under penalty of perjury:

1. Safe Drinking Water Bond Act Loan

Staff performed a financial examination in the early 1990’s of Arrowhead’s SDWBA surcharge and trustee fees from the beginning of the loan through August of 1991.  A second staff examination in 1998 covered the period from September 1991 through December of 1997.  The current examination was pursued in connection with Arrowhead’s general rate case application (A.) 99-10-027.  It covers the period since January 1994 through December 1998.

The staff’s current audit report attached to the declaration of Herbert L. Chow provides probable cause for the issuance of this Order Instituting Investigation and further, it establishes a basis for specific orders contained herein that mandate interim accounting and fiscal controls for Arrowhead’s SDWBA loan.

The staff identified several problems with Arrowhead’s administration and maintenance of its SDWBA surcharge collections and repayment of the loan.  The audit report notes the following facts and accounting discrepancies:

(1)  Arrowhead opened a trust account at the beginning of the loan, subsequently abandoned its use and finally, in 1995, closed out the trust account.

(2)  Arrowhead failed to deposit fully its SDWBA surcharge collections into the trust account or to make the necessary semi-annual loan payments to DWR.

(3)  Arrowhead failed to account properly the reduction of its tax liability by normalizing the investment tax credit earned on the plant financed by the SDWBA loan.

(4)  Arrowhead failed to maintain accurate accounting records in tracking its SDWBA loan activities.

(5)  Arrowhead applied the surcharge collections from customers to uses other than the intended repayment of loan principal and interest.

Staff has concluded that Arrowhead’s SDWBA surcharge collection balance is under-funded by $273,322.31 in surcharge revenues plus $52,930.21 in applicable interest as of December 31, 1998.  Staff recommends that the Commission immediately order Arrowhead to:

(1) Open a new Trust Account and deposit into this account all surcharge funds in its possession; withdrawals may be used only for repayment of the SDWBA loan.

(2) Deposit all future and outstanding surcharges into the Trust Account within three business days following their collection.

(3) Discontinue billing customers SDWBA surcharges to offset past overcollections.

(4) File a report with the Commission within 60 days of issuance of  this OII, detailing how it plans to deposit into the Trust Account $326,252.52 (missing funds as of December 31, 1998) plus the surcharge revenues collected during the year 1999 and the applicable interest.

(5) Submit monthly status reports to the Commission updating its progress with repayment of the missing surcharge collections.

(6) Update its Deferred Investment Tax Credit Account.

2. Customer Complaints

The Commission has received numerous complaints from Arrowhead’s customers over the years regarding water quality, services, and billing problems.  Most customers have attempted to contact the company to resolve their problems directly, but have failed to resolve them because of various reasons, including difficulty in reaching company personnel, no response from the company after leaving messages, delay or no action by the company after contacts were made to fix the problems. Thirty-six informal inquiries or complaints were received by the Commission’s Consumer Affairs Branch during the period between June 6, 1998 and March 9, 2000.  Apparently, the company has failed to develop effective methods for handling and resolving customers’ concerns. 

3. Department of Health Services Citations

G.O. 103 requires Commission regulated water utilities to comply with the regulations and orders of DHS.  Arrowhead has regularly violated DHS health and safety regulations and standards and DHS has cited the company for non-compliance over the years.  Presently, DHS has two outstanding citations issued to Arrowhead denoting 35 separate, uncorrected health and safety deficiencies.  
V. DISCUSSION

The Commission has broad powers to supervise and regulate water utilities in the state, and may do all things “necessary and convenient” in the exercise of its power and jurisdiction. (Public Utilities (P.U.) Code, Section 701).  Included among its powers are the powers to impose fines and to seek the appointment of a receiver to oversee properly the operations of the utility company.

The staff declaration states that Arrowhead continually has violated the Commission’s 1980 order to “establish and maintain a separate balancing account in which shall be recorded all billed surcharge revenue and the value of investment tax credits on the plant, as utilized.” (D.92178, Ordering Paragraph 4).

Arrowhead apparently rationalizes its position with claims that it had to use surcharge revenues to offset operating losses over the years.  This argument is directly contrary to the Commission’s long standing policy and judicial case law which prohibits this form of retroactive rate making.  If operating revenues are insufficient to cover operating expenses, it is the utility’s responsibility to request a rate increase to pay for the higher expenses.   The diversion of funds from a specially created program for unauthorized purposes violates Commission decisions and mandates.  Funds designated for special accounts must be used for the purpose for which they were created.  In that way the program’s operations and administration can be assessed accurately and the funds channeled properly for use consistent with the program’s stated goals.  In the present case, Arrowhead is merely a fiduciary conduit for the collection and disbursement of the surcharge revenues under the SDWBA loan contract.  Regardless of the physical commingling of surcharge revenues and the utility’s operating revenues, surcharge funds have, at no time, belonged to Arrowhead.  Use of SDWBA money, other than in the manner prescribed in the loan contract, constitutes a misappropriation of funds.

We are concerned about Arrowhead because of this utility’s alleged misappropriation of SWDBA funds, its apparent inability to effectively address and resolve customer complaints, and its constant violation of State health and safety standards and regulations. For the reasons stated above, there is good cause to believe that this utility is operating in violation of Commission rules, orders and decisions and by its actions or omissions has put essential services in jeopardy.

This Commission needs to ascertain the ability and commitment of the current owner as manager and operator of the Arrowhead water system to run the utility in a manner consistent with applicable laws and Commission orders.  In this investigation, we shall consider whether existing circumstances warrant the filing of a petition pursuant to section 855 of the P. U. Code seeking the appointment of a receiver for the water system or whether further proceedings are needed to consider other remedies.  Finally, we will take corrective actions, as needed, to best ensure the utility’s provision of a continuous, reliable and adequate supply of potable water to its customers and to protect the financial integrity of the utility enterprise.

VI. PRELIMINARY SCOPING MEMO

This investigation will be conducted in accordance with Article 2.5 of the Commission’s Rules of Practice and Procedure.  As required by Rule 6(c)(1), this order includes a preliminary scoping memo as set forth below.

The primary issues to be considered in this proceeding are:

1.  Arrowhead’s administration and management of the SDWBA loan and the propriety of the utility’s use of SDWBA surcharge revenues ;

2. Arrowhead’s compliance with Commission rules and orders, particularly with respect to its delivery of healthy and safe water;

3. The adequacy of Arrowhead’s complaint handling procedures.

The assigned Commissioner in his scoping ruling may refine and /or restate these issues as necessary to ensure the orderly and efficient conduct of the proceeding.

Pursuant to Rule 6(c)(1), we preliminarily determine the category of this investigation to be ratesetting as the term is defined in Rule 5(c).  Consistent with this categorization, we intend to determine whether customer surcharges for SDWBA loans require prospective adjustment and whether Arrowhead violated any provision of statutory law or order or rule of the Commission.  At this time, we anticipate holding hearings to gather additional evidence.

In accordance with Rule 6.2, a prehearing conference will be set as soon as practicable. The schedule will be issued after the prehearing conference.  Any person filing a response to this Order Instituting Investigation may address the following:  (1) Objections to the order; (2) Need for hearings;  (3) Categorization of this proceeding. 

Commissioner Josiah L. Neeper and Administrative Law Judge James C. McVicar shall be assigned to this proceeding.

VII.
CONCLUSION

Based on the declarations of Commission staff members discussed above, we find good cause to institute this investigation and to impose immediate requirements on Arrowhead and Lance L. Johnson (Respondents) to provide for the establishment of an active trust account and to ensure the safekeeping of SDWBA funds during the pendancy of this proceeding. 

IT IS ORDERED THAT:

1. An investigation on the Commission’s own motion is instituted into the operations and practices of Respondent, the Arrowhead Manor Water Company, a water corporation and Respondent, Lance L. Johnson, an individual having control and management decision making authority in connection with the Arrowhead Manor Water Company to determine whether these Respondents have: (1) complied with Commission orders to collect, account for, preserve and apply for the benefit of its customers SDWBA loan surcharge revenues included in  the rates of Arrowhead Manor Water Company; (2) complied with applicable laws, regulations and orders of this Commission and of  Department of Health Services in the provision of a reliable, adequate and potable supply of water to customers; and (3) pursued effective resolution of customer inquiries and complaints.

2. Within ten business days of service of this order at least one of the respondents shall provide to the Director of the Commission’s Water Division, for his review and approval, a copy of the Trust or Fiscal Services Agreement that it proposes to be used as the Safe Drinking Water Bond Act Trust Account.  

3.  Within twenty days after the approval of the proposed Trust or Fiscal Services Agreement (identified in paragraph 2 above) by the Director of the Commission’s Water Division, Respondents shall open the interest bearing Trust Account and deposit into this account all Safe Drinking Water Bond Act surcharge funds in their possession. Thereafter, any additional surcharge remittances shall be deposited in that Trust Fund Account.  Respondents shall instruct the fiscal agent to use funds from this account only for the purpose of repaying the Safe Drinking Water Bond Act loan.  The Trust or fiscal agent services agreement shall not be terminated until further order of the Commission.

4. Arrowhead Manor Water Company shall submit a monthly status report to the Director of the Commission’s Water Division on the Trust Account deposits, identifying whether the deposits are surcharge revenue collections or repayment of alleged missing surcharge funds.

5. Arrowhead Manor Water Company shall update its Deferred Investment Tax Credit Account and, within thirty days of the service of this order, provide such update to the Director of the Commission’s Water Division.   

6. Within thirty business days of service of this order, respondents shall provide to the Director of the Commission’s Water Division accounting documents showing, by month, all Safe Drinking Water Bond Act surcharge revenues billed, collected and disbursed during 1999.

7. Within twenty days of service of this order, Arrowhead Manor Water Company shall file the appropriate tariffs to discontinue billing customers for the Safe Drinking Water Bond Act surcharge until further order by the Commission.  However, whenever previously billed surcharges are collected, they shall be deposited in the Trust Account as provided in paragraph 3 above.

8. This proceeding will allow Respondent, Lance L. Johnson, the opportunity to show to the satisfaction of this Commission:   (1) that as manager of the utility, he has fulfilled his fiduciary duties with respect to the Safe Drinking Water Bond Act loan and has complied with Commission orders to collect, account for, preserve and apply for the benefit of its customers loan surcharge revenues included in the rates charged by Arrowhead Manor Water Company; (2) that as manager of the utility, he has caused Arrowhead Manor Water Company to comply with the regulations and orders of the Department of Health Services or has a feasible plan for promptly doing so; and  (3) that as manager of the utility, he has caused Arrowhead  Manor Water Company to establish an effective vehicle for hearing and resolving customer complaints or has a feasible plan for promptly doing so.

9. All Respondents are put on notice that this investigation shall explore any improprieties in the collection or use of the Safe Drinking Water Bond Act loan surcharge revenues.  If any such improprieties are determined to have occurred,  the Commission shall hold accountable either Respondent Arrowhead Manor Water Company and/or Respondent Lance L. Johnson.   

10. Respondents shall first obtain the Commission’s approval before executing any agreement of sale or transfer of ownership or management of Arrowhead Manor Water Company.

11. This proceeding shall be consolidated with Application 99-10-027.

12. A pre-hearing conference shall be held as soon as practicable.

The Executive Director shall cause a certified copy of this order and the declarations of Commission staff members, Herbert L. Chow and Eric Y. Matsuoka, to be served upon Respondents: Arrowhead Manor Water Company and Lance L. Johnson, 29135 Hook Creek Road, Cedar Glen, CA 92321.

This order is effective today.

Dated March 16, 2000, at San Francisco, California.
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