
i 

• 

.•. ALJ la"EW/klw* .. 

Decision 92-03-093 March 31, 1992 

M6tr~(I··; 

"'APR 2: 1m . 

::::::i:::i::O::C t::I:::::s:~:ss I) ION OF THE ?n)m&~n~~nIA 
own motion into the financial and UULn]UUOUUJ~~ 
operational. risks of commission) . 1. 90-ii:"633 
regulated water utilities, and ) (Filed NoVember 20 t 1990) 
whether currentratemaking . ) 
procedures and policies require ) 
revision~ ) 
--------~~------~---------) ) 
And Related Hatter. ) 1.89-03-005 

-----------------------------) 
(See Appendi)t A for appearancE!s.) 

- 1 -



I ND E X 

subject: 

INTERIM OPINION . , .. .. . . . . · . .. . .. .. • • • j 

1. sUmmary ...... • ... • , . • • • • .. .. II • .. • .. .. • 

2. Background . . · .. .. . . . . .. .. .. ,. 

3. 

4. 

5. 

6. 

1. 

Procedural History .. . . .. .. ... , .. , , . . . 
Branch's Assessment of Risk • • • • • • • • • • • • • • • 

4.1 Small and Declining Rate Base .• • •• •• 
4.2 Infrequent Rate Increases • • • • •• • • • • 
4.3 LoW Authorized Return ••• • • • • • • . • • 
4.4 Inadequate Recovery of Fixed Costs •• •• 
4.5 High Operating Expenses Per Customer. • . • • 

Utilities' Assessment of Risk . .. .. .. . . . . .. . .. .. .. .. 

Impending Costs of Water Quality .. • ... • .. • Ii. • .. .. " • 

Proposed solutions . .. .. .. .. . ... .. . .. .. . . 

2 

5 

6 
8 
9 
9 

10 
10 

11 

12 

15 

8. Defining the ISsues. • . i ••••••••• • • 17 
8.1 Immediate Rate Relief •••• • • • • • • 18 
8.2 Encouraging Regulatory Review • • . • • • i • 19 
S.3 other Measures . • • • • • •.•.•• • 19 
8.4 proposals Not Adopted at This Time • 20 

9. 

10. 

Automatic Rate Adjustments by Index " .. . 
Authorization for Memorandum Account . . 

.. . . .. • • 

. . . .. · . · . 
11. Recorrrnended Rate of Return. · .. .. .. . .. . . . 
12. 

13. 

14. 

RecoVery of Fixed Costs . . .. . .. . . . . .. 

·small Claims Court· Pr6cedure .. .. .. . .. . . . 
Advice Letter Available to All class B companies 

15. Operating Ratio Method . . . .. . . . . .. 

- i -

• • • 

· . 
• • · .-
. . . 

20 

24 

21 

30 

31 

35 

31 



16 .. Changest()Be. peveioped in ·Workshop.s ~ • '. ...• • ••. _ ',' .. 
16.1' Fa'cilitiesFee' Proccedure' '. • • • • '.'. • • • 
16.2 . Guidel ines for, Payroll Expenses • . . ., • • 
16.:3 . Loans for Miuldated. ImproVements. '. '.' • • • • 
16.4'· Advice Lette'r Data Request .. '. • • • • • • • 
16.S Pilot projec~ for Cost~b£-Service · .... Ratemaking' • • • . • • • • .'. • • 
16.6 Workshop and Hearing Dates .••••• • •• 

17. proposals 
17.1 
17.2 

tJot Adopted at This Time • • • • . 
Cost-of-Service Ratemaking • • • 
Encouraging Acquisition 'of small 
companies • • . • • • • • • • • • 

• • • · . , · . . .. . . 
· . . 

18. Comments on ALJ's Proposed Decision .. . . , , , . . . . 
Findings of Fact ... . .. . .. ... ... .. . . .. .. , ... ... ... . .. .. ., 

conclusions of Law .. • .. • • .to • • • • • • · . . 
INTERIM ORDER' . .. .. . . . . . . . .. . .. ;, • 4- .. .. ..' .. 

APPENDIX A 

- ii -

38 
38 . e ·39 
40 
41 

41 
42 

42 
42 

44 

45 

46 

49 

52 



I 

e···· 

• 

1. 90-11-033, . I. 89..:03.,.OQ5 AW/GEW/klW ~ 

INTERIM OPINION 

1. Summary 

Following eight days of hearings, testimony by 21 
witnesses and e~amination of surveys conducted by the California 
Water Association and the Water Utilities Branch of the 
Corrroission Advisory and Compliance Division, the commission in 
this order finds that the approximately 200 investor-owned small 
water utilities in California faCe a growing economic crisis that 
threatens their ability to deliver clean, safe drinking wate~ to 

their customers. The Commission also finds that traditional 
ratemaking policies that are satisfactOry for large water 
utilities are only sporadically successful in coping with the 
problems of Class D water companies (serving fewer than 500 
connections) and Class C water companies (serving 500 to 2,000 
connections). Most of these companies, often one- or two-person 
operations serving a few dozen neighbors in remote areas, rareiy 
file for regulatory review and rate adjustment because they 
regard the Commission's rate process as too complicated and.too 
time-consuming. AS a result, on average, Class D companies have 
a negative rate of return, and Class C companies are earning less 
than half the rate deemed necessary for them to stay in business· 
in the long term. Many of these companies already require plant 
improvements such as wells and chlorinators. New federal and 
state water quality regulations will impose additional capital 
requirements within the next three to five years. 

In order to respond to these problems, and in an effort 
to prevent operators of small water utilities from simply 
abandoning their service, the Commission today adopts a number of 
new policies. First, in order to provide at least minimal 
additional revenue to small utilities, the Commission offers a 
simplified rate filing based on the Consumer Price Index, along 
with a new method for small companies to recOVer unanticipated 
repair costs deemed critical to continued service. Second, in 
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oHler to encourage smail utilities to seek Corrmission review of, 
their operations as part 'of more ,substantial adjustments'in e 
rates, theCorrmissionincreases the range of rate of return for 
small uti lities and of fers a ri'uwber of streamlined procedures 
(including a so-called ·small claims court· appeal process) to 
simplify and speed regulatory review. All of these changes are 
designed to address unique problems of srr~ll water utilities 
\o;hi1e <it the saine time providing safeguards against unnecessary 
or unreasonable costs for ratepayers. 
2. Background 

This Order Instituting Investigation (als6 called the 
Risk 011) Was issued on November 21, 1990, to consider whether 
financial and operational risks faced by small and large water 
utilities that are under Commission jurisdiction warrant changes 
in regulatory policies. The investigation was bifurcated, with 
phase One to address issues important to smaller water utilities, 
defined as class B, C and D companies.' Phase 'TWo, devoted to ' 
issues pertaining to the larger class A water utilities, is to 
commence after hearings end and briefs are submitted in phase 
One. 

The Risk 011 was prompted in part by an April 1990 
report on water utility risk prepared by the Corrmission Advisory 
and Compliance Division (CACD).' That report concludes that 

In Decision 85-04-076, the Commission approved the following 
Uniform System of Accounts subdivisions for water utilities: 
Class A, more than 10,000 service connections; Class B, between 
2,000 and 10,000 service connectionsj class C, between 500 and 
2,000 service connections; Class D, fewer than 500 service 
connections. 

1 The report was supplemented in October 1990 by'a second CACD 
study, entitled ·Status of Small, Privately Owned Water Utilities 
in the State of California.- This report analyzed in detail 1~ 
small water utilities. The report concludes, amOng other things, 
that ·(t)he most striking result of this ~urvey is the poor 
financial condition of small water utilities regulated by the 
Commission.- We take official notice of these two CACD reports, 

(continued ••• ) 
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... e.mOst, of the approximately 2()O small. investol-~owttE~d' 'w~ter 
utilities in California face problems of too few resources, 

. stagrtant or declining customer growth, little Or n6 capital, and 
scant likelihood of earning an authorized rate of return on 
investment. Many of these companies have little contact with the 
Commission. Half of those surveyed need large plant improvements 
such as wells l water storage tanks, chlorinators and other 

capital equipment. 
The Commission described the purpose of phaSe One of 

this investigation as follows: 
• Smaller water utilities account for almOst 

all the service problems affecting customers. 
Often the problems are serious. we are 
concerned that the financial and operational 
problems that have tended to plague these . 
cowpanies are worsening. The greatest public 
benefit can result ••• from assessing 
alternatives and fresh approaches to 
ameliorate the problems facing smalier 
utilities. The Water utilities Branch is 
developing a small water company assistance 
program and will be ready to advance it in 
phase One •..• The California Water Association 
has offered to help develop options and 
solutions that will benefit smaller 
utilities, and we welcome its offer to 
participate.-
The Commission also posed a number Of questions that it 

asked parties to address in phase One. Among the questionsl 
o Should the Commission relax some aspects 6f 

regulation f6r small water utilities? 
o Should the Commission simplify the ratemaking process 

for small water utilities by using even mOre 
streamlined advice letter filings? 

o Should there be a defined appeal procedure so' that 
small water utilities may bring disputes to a neutral 
party before resorting to formal application? 

2( ••• continued) 
which were distributed or made available to all parties in this 
proceeding. 
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o Should automatic rate adjustments such as indexes, 
. price caps, or price ceilings be used as regulatory· 
alternatives? 

o Should t~e Commission provide an incentive to 
encourage mergers or acquisitions of uneconomic small 
utilities? 

o Should higher compensation be allowed for managers of 
small water companies? 

o Should operating ratios be used in place of return on 
rate base for small water companies having low net 
plant balances? 

3. procedural History 
The corrrnission consolidated into the Risk 011 two 

companion proceedings, the Drought 011 (1.89-03-005) and the 
Connection Charges OIR (Order Instituting Rulemaking 90-07-004). 
The Drought OIIt addressing issues of primary concern to Class A 
utilitiest is a continuing one, with additional hearings 
scheduled in April 1992. The Connection Charges OIR was closed 
On April 24, 1991, in Decision (D.) 91-04-068. Two of the 
detenminations of D.91-04~068 have particular relevanCe to the 
small water company phase of this proceeding. Those 

determinations are: 
o Water companies servi.ng 2,000 or fewer connections 

(that is, Class C and Class D water companies) are 
authorized to.accept from customers amounts in 
contribution as connection fees covering actual cost 
of installing new connections. These fees, similar 
to those imposed by municipal water agencies, can 
provide additional revenue to small utilities in a 
growing service area. However, because the fees are 
contributions, they will not increase rate base. 

o Water companies serving 2,000 or fewer connections 
also are authorized to accept from customers amounts 
in contribution as ·facilities fees,· representing 
part of the cost of additional or replacement 
facilities required because of the new connections. 
The burden is placed on the utility to justify a 
facilities fee in an advice letter filing.Again~ 
since the fees are contributions, they do not 
increase rate base. However, they can be a_source of 
revenue to expand or replace plant for a small 
utility faced \-lith serving a new development. 
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Hearings in the Risk OtI begart On July 22, 1991,' in~~ri 
Francisco, and continued for five days. Three additional days of 
hearings were conducted beginning July 29, 1991, in Sacramento, 
where a number of owners of small water companies testified. 
Parties to this proceeding include the California Water 
Association (the Association), representing some 51 investor­
Owned water utilities' in the state; the Water Utilities Brartch 
(Branch) of the CACD; the Division of Ratepayer Advocates; and 
Toro Water service, Inc. (Toro). The C6rrrnission heard from a 
total of 21 witnesses, including the owners or operators of 10 
Class C and Class D water comparties. Briefing was completed on 
October 25, 1991, at which time phase one of this proceeding was 

deemed submitted to the CorrroissiOn for decision. 
4. Branch's Assessment of Risk 

Branch sought to identify and quantify risks faced by 

small water companies. It did this in a two-step process. 
Fir-st

l 
it collected financial data for 58 randomly selected water 

utilities (3 Class A, 1 class B, 15 Class C and 39 Class 0) from 
annual report data in a mathematical model designed to measure 
risk against certain known variables. Branch used 10 such 
variables, including customer growth per year, operating expense 
per customer, net plant turnover ratio (i.e.; gross operating 
reVenue divided by net plant), average customer size, and return 

on investment. (Ex. 11 pp. 19-20.) 
In a subsequent analysis, Branch grouped the 58 water 

companies by class (Class D, Class C and a combined ciass Band 
A) to compare each class's degree of risk, operating expense per 
customer, customer growth per year, average number of years 

) All Class A water utilities and 44 Class B, C, and D water 
utilities are members of the Association. 
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between rate cases, and average profit margin.· The result of 
this risk analy~is was: 

Operating Years 
Adjusted Expense CUstomer Between 

Risk per Growth Rate Profit 
class FactOr CUstomer Ratio Cases Margiil 

Class 0 9.7 273 8.5 8 '-'it 

Class C 1.28 202 24.5 6 19% 
Class A&B 1 163 146.5 4 31% 

While the Association and Toro chailenge elements of 
Branch's formulas,s there is little dispute about most 6£ the 
conclusions reached by Branch in its analyses.' Among other 
things, Branch concludes: 

o class 0 water companies are about 10 times more 
likely to fail than are larger companies. Class C 
water companies as a class are abOut 1.3 times 
riskier than larger utiliti~s. 

t profit margin is operating revenue less ope~ating expense 
divided by operatin~ revenue. 

S Utilities argue that Branch shows little justification for 
equating Class B utilities with Class A utilities, and that 
smaller class B utilities are more closely allied with class C 
companies. Toro also showed numerous errors in the small utility 
annual reports relied upon by Branch. Branch maintains that 
these random errors tend to cancel each other out. 

*' One notable exception is a conclusion by Branch, based on its 
mathematical model, that the number of customers a utility serves 
has no bearing on risk. (Ex. 1, p. 25.) Utilities argue that 
the evidence, and common sense, suggest that size and risk are 
directly related. Rogina Water C6mpany i s owner testified that, 
in his experience, the difference in customer size begins to have 
an effect at 1,200 to 1,500 customers. -At that level, You begin 
to have enough assured cash flow from monthly service charges . 
that you can coVer the unexpected expenses ••• [and) you can build 
up an expected cash flow to take care of emergencies ••• land) 
provide for replacement of equipment and improvements.- (EX. 15, 
pp. 10-11.) On cross-examination, 'Branch's witness acknOwledged 
that economies of scale grow with customer size, and that utility 
size arid risk--as a practical matter--are related. 
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.' o On the average, Class D companies wait eight years 
and Class ·C c6rnpanies' \olait five years bid6re seeking 
general rate increases, as contrasted by an Average 
four years for larger water companies. Under the 
Corrrnission's rate guidelines, water cOmpanies are 
permitted to apply for general rate increases every 
three years. 

, 0 Maintenance and operating costs per customer are 
substantially higher for Class C and D companies. 
That is, small water companies face Similar operating 
costs but have feHer customers amOng whom to spread 
those costs. 

<> The rate of customer growth of Class A water 
companies is 6 to 18 times greater than that of Class 
C and Class D companies. 

In s~ry, Branch's analyses identified five major 
problems shared by a majority of small water companies. These 

4.1 Small and Declining Rate Base 

In traditional ratemakingJ rates are based on the sum 
of a utility's expenseS, taxes and depreciation, plus a retutri on 
net investment (or rate base). For a utility with a small rate 
'base (for example, with plant financed by developer contributions 
rather than owner investment), the return on rate base can be 
equally small. Rates designed for, say, a loi return on a $6,000 
rate base will yield only $600 in income. A minor error in 
forecast can leave a utility with expenses that exceed revenue. 
Branch states: 

- (While) traditional rate base regulation is 
appropriate for utilities with substantial 
capital investment, lor Class D utilities 
with low profit margin, the risk to the 
company resides not in cost of capital but'in 
operating expense. The return on a small net 
investment will not adequately compensate the 
utility owner for risk associated with high 
operating costs. For these small utilities, 
rate base regulation falls short of providing 
the necessary compensation for risk.- (Ex. 1, 
p. 30.) 
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4.2 Infrequent Rate Increases 

Branch's survey sho· .... s that Class D water companies on 
the average seek rate increases once everY eight years. Branch 
contends that this hUrts bOth investors and ratepayers. Owners 
lose that portion of plant investment that is depreciating 
without recovery through depreciation expense. Custotr,ers lose 
because the capital drain impairs a company's ability to. aftract 
capital for plant repair and replacement. Instead Of relatively 
small increases over time, ratepayers face a substantial increase 
when application finally is made or when the utility fails and is 
taken OVer by another water purveyor. 

Branch states that the reasons given by owners of small 
water companies for failing to seek more frequent rate 
adjustments are (1) the rate case process takes too long; (2) the 
process is too compleX for owners to do themselves; 
(3) Commission staff is intimidating and adversarial. Branch 
adds that, in its judgment, a fourth reason 1sindifference by or 
incompetence of some small utilities. 

4.3 LoW Authorized Return 

Branch concludes that traditional methods of setting 
authorized rate of return simply do not work for many small water 
companies. Generally, financial risk is measured by the capital 
intensiveness of a utility, or by the utility's cost of capital 
(interest on debt and return on o\mer investment). However, many 
small water companies have low plant investment, or the plant is 
old and depreciated. similarly, most small water companies show 
little debt because no one will lend them money on the basis of 
utility assets alone. In seeking to fit these small companies 
into traditional ratemaking, Branch statest 

• (t)he general rule Of thumb has been that the 
authorized rate of return for'small water 
utilities should be less than or at most 
equal to that granted for large water 
utilities •.. implying that small water 
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. utilities are less risky than large ones.· 
(This) cost of capital approach ignores the 
risk for small water utilities in 
(1) variability of expenses and revenues; (2) 
inadequate rate base, and (3) a regulatory 
environment that has for the most part 
overlooked theil- unique circumstances. 
(T)his traditional method of ratemaking .•• may 
haVe exacerbated the financial risks of small 
water util ities. • (Ex. 1, pp. 38-39.) 

4.4 Inadequate Recovery of Fixed Costs 

A consumer's water bill includes a service charge that 
Covers some fixed costs and a use charge that coVers costs of 
water delivered. The Commission permits all water companies to 
set service charges to recover up to 50t of fixed costs. Branch 
states that its analyses confirm that one method Of reducing risk 
for small utilities is to permit a higher recovery of fi~ed costs 
in the service charge, which does not change because of rain or 
other weather conditions. 

4.5 High Operating Expenses Per customer 

. ~ Class D utilities are characterized by high operating 
eXpenses per customer, in contrast to larger companies, because 
of lack of economies of scale. An Unanticipated $2,000 pipe· 
repair may have negligible per-customer impact on a class A . 
utility with more than 10,000 connections, but the same repair 
has significant per-customer impact on a Class D company with 200 
connections. One result of this, in practical terms, is that 
when Branch estimates future reVenues and expenses in a rate 
case, any miscalculation based on poor records, poor estimates or 
simple error will always have a disproportionate impact On the 
small ut ility. 
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5, Utilities' Assessment of Rig'k 

The Association, representing 44 small water compan1es, 
presented results of its own study, along with the testimony of 
10 owners. The Association argues that small water companies are 
unique public utilities for which non-traditional regulatory 
methods are required. Witness phil Guidotti, owner of two 
companies and chairman 6£ the Association's small Water Company 
Committee, testified: 

• (S}mall companies face unique problems due to 
their size and the often isolated rural areas 
which they Serve. In rural areas, the small 
company ownerS usually know everyone in the 
community. They are neighbors serving water 
to neighbors who want to, and usually do. 
provide good service,- (Ex, 17, p. 4.) 
The Association reported on the results of a 

questionnaire it had sent to members. It said that these results 
show that, since 1981, class D companies it surveyed failed to 
earn their authorized rates of return 89% of the time, artd that 
Class C companies as a group failed to earn authorized rate of 
return 95% of the time. Average rates of return for 1990 for 
class D companies surveyed was ~1.6%: for class C companies with 
fewer than 1,000 customers, 1.53%, and for Class C companies with 
more than 1,000 customers, 4.28%. Witness John S. Tootle said 
that small water companies failed to earn up to the current 
borrowing rate more than 90% of the time and failed to earn the 
equivalent of risk-free investments (Treasury note interest) more 
than 85% of the time. 

Ten owners of small water companies testified in 
support of the Association's recommendations. The owners 
testified that the current regulatory system is too complex and 
requires unnecessary and time-consuming compilation of data; that 
the advice letter process of obtaining rate increases takes too 
long (seVen to nine months); and that regulation operates in a 
manner that does not allow recovery of the true costs of running 
a small water company. Ofmers testified that the salary and 
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payroll levels permitted in a rate filing are inadequate, and 
they criticized what they called a ·take-it...;()r-Ieave-i~t· app;oach 
by some staff members in estimating expenses. Owners said that 
their poor financial performance prevents them from obtaining 
bank loans without pledging personal assets. 

Many of these problems also were cited by three former 
Commission staff members questioned by the Association.' 
Witness Martin Abramson. criticizing Branch's recommendations, 
surr~rized much of the testimony as follows: 

• I am really concerned that the staff's 
proposals do not address what I consider to 
be the three most important problems that we 
face with small water comoanies. The first 
is the ratemaking process-takes too long. 
The second is that it's too complicated. The 
third is that th~ staff is not fair in its 
estimates of expenses and rate base in advice 
letter proceedin~s.· (Tr., p. 8~9.) 

In other testimony, owners of the small water companies 
claimed that unexpected costs, primarily for leaks and repairs, 
often exceed their allm·ted maintenance budget, and that this 

~ constitutes the major reason that utilities are unable to earn 
their authorized rate of return. ~Nners criticized the length of 
the advice letter filing process and unnecessary detail required 
in a 21-page data package that is part of the advice letter 

process. 
6. Impending costs of Water Quality. 

In its April 1990 assessment of water utility risk, 
Branch termed the subject of water quality the most important and 
potentially the most costly issue facing the industry. Branch 
and the Association at hearing presented evidence showing that 
small water companies face increased operating costs and 

1 The Association called as witnesses Martin Abramson, a 
consultant and veteran of 33 years .... lith the Corrrnission, and 
Stephen Kachur, a former assistant utilities engineer with the 
Commission. Also testifying was John Gibbons, a 30-year veteran 
of the Commission representing Tor6 as a consultant. 
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significantly increased Gapital(:ost~ t.6complywithnew federal· 
and state regulations on water quality. John M.Gaston, a 
consulting engineer and former chief of the Sanitary Engineering 
Branch Of the California Department of ·Health services (DHS), 
testified that these increased costs wilt occur in four areas. 

service Fees. Under the California Safe Drinking Water 
Act of 1989. i water utiiities with more than 500 service 
connections ... till pay a one-time fee to cover the cost of a state­
wide Water Quality Control Plan. The plan itself is likely to 
increase operating costs because it will establish standards for 
levels of contaminants in drinking water.~ A 1990 state statute 
(Assembly Bill 2158-C6sta 1990) will require all water companies 
to pay annual fees-for-service to fund the DHS and county 
regulatory programs. 1t Generally, draft fee language Would 
require an annual cost of $1,275 for a system of between 200-500 
connections; $2,550 for a system with 500 to 1,000 connections, 
and $6,375 for a system with 1,001 to 3,000 connections. Fees 
for systems of fewer than 200 connections are likely to be higher 
on a per-capita basis. 1i 

california Health and safety Code §§ 4010 et seq. 

9 Initially, requirements for reducing contaminants in drinking 
water will be limited to systems with more than 10,000 service 
connections. The practical impact of the contaminants level is 
to require \-later utilities to meet a standard mOre stringent than 
that of federal drinking water standards. The greatest impact 
will be in the control of conta~inants thought to be 
carcinogenic, such as trihalomethanes. These organic compounds 
are formed when wate'r containing organic material such as leaves 
and grass is chlorinated in an attempt to control harmful 
bacteria. 

to The goal of the statute is to replace the General Fund as the 
source for funding the DHS and to supplement county funding. 
County regulators are responsible for systems between 5 and 199 
service connections. 

11 Draft language on fees for these very small utilities was not 
available at the time of hearing. 
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Testing Costs. The Federal safe Drinking Water-Act. 
amendments of 1986 (Public Law 99-339, June 19, 1986) require 
iricreased testing and'increased ~osts of testing for large and 
small water utilities. Sampling and analytical costs for 
required lead and copper testing will range between $10 and $20 
per sample. li The Environmental protection Agency (EPA) has 
tightened compliance for current testing of coliform bacteria to 
determine microbiological safety of water. Costs per sample 
range frOm $15 to $25, and costs for re-sampling range as high as 
$60. Utilities with up to 199 connections are required to do one 
sample per month; those with 200 to 600 connections, one sample 
every other week; 600-2,000 connections, one to two samples per 
week; and 2,000-10,000 connections (all Class B systems); from 
two to 10 samples weekly. Far more costly sampling (from $100 to 
$250) is forecast for testing organic chemical contamination of 
groundwater where systems utilize wells as a source. I ' 

Capital COsts. Capital costs required to remedy 
contaminants disclosed· in testing can be substantial-. Witness 
Gaston testified that a new chemical feed pump to correct lead 
corrosion would cost $12,400, with costs of chemicals and 
maintenance of abOut $4,000 annually. Chlorination equipment to 
correct colifonm bacteria is about $1,900 per well, plus 
mairitenance and chemical costs of $8,000 annually. The EPA's new 

1~ The National primary Drinking Water Regulations for Lead and 
Copper are set forth at 56 Federal Register 26460-564 (June 7, 
1991). sampling is required by July I, 1992, for systems between 
3,301 and 9,999 connections, and by July I, 1993, for systems 
with fewer than 3,)01 connections. If tap sampling shows that 
the utility exceeds an action level for lead (IS parts per 
billion) or copper U,300 ppb) , the utility must recolfroend 
corrosion control technology to the state within six months. 

1) These regulations (40 CFR part 141.40) require monitoring for 
36 organic compounds. Systems with fewer than 150 connections 
may be excluded from sampling requirements •. In California, the 
greatest impact is likely to come with treatment for DBCP; an 
agricultural chemical widely used at one time in the San Joaquin 
Valley, and trichloroethylene (TeE). 
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·surfacewater treatment rule,· effective in 1993# may have -the 
greatest cost impact on small water utilities. It would require e 
a utility-to construct and operate a water treatment filtration 
facility (at a cost of more than $250,000 for a 500-connection 
system) if it uses non~filtered surface water. 1C . similar high 
capital costs (approximately $112,000) are anticipated for well-
head treatment for organic chemicals like DBCP and TeE. 

(EX. 14 d 
Personnel Costs. The Association's witnesses testified 

that, as skill and license requirements rise in the water 
industry, personnel costs also increase. utilities will have to 
spend more time dealing with county and state health departments. 
Additional training and licensing will be required for an 
operator of \mtreated wells, who no'.-I may be in charge of wells 
requiring air stripping towers, granular activated carbOn beds or 
other treatment units. 

Based on its assessment of legislative reports, Branch 
states that total costs of these new water qual{ty regulations in 
California will be $51 million in capital expenses and $3 million 
annually in operating and maintenance costs to meet the maximum 
contaminant levels promulgated by DHS. Branch estimates an 
additional $449 million in capital costs and $41 million ·i~ 
maintenance costs annually to meet State Surface Water Treatment 
regulations. (EX. 1, p. 44.) 
7. Proposed solutions 

The parties have put forth many proposals intended to 
help meet the challenges (aGed by small water companies. Toro 
proposes that -little- Class 0 utilities (fewer than 250 
connections) be lightly regulated based on quality of service 

14 Systems which rely on groundwater will not be affected by 
this rule so long as the water is independent of surface water. 
However, older wells drilled at or near the banks of rivers or 
lakes may fall under the rule if testing reveals that the surface 
water has contaminated the groundwater. 
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instead of cost, with autom;ltic annual rate increases to a 
, predetermined cap. Toro also proposes generic rates of return 
based on a premium above the rates authorized for Class A water 
companies (5 percentage points for Class 0 1 3 for Class C and 1.5 

for Class B). Toro also urges a simple data package to replace 
the 21-page document now in use, along with a streamlined 
procedure for processing advice letter rate requests. (Ex. 28.) 

Branch proposes 15 specific measures, including one (a 
memorandum account fOr unanticipated expenses) developed at 
hearing in response to testimony by the Association and small 
water companies. Branch also proposes a generic rate of return 
for small water companies using a modified capital Asset Pricing 
Model, or CAPM. u Asserting that small rate base is a major 
cause of Class D company risk, Branch proposes using an operating 
ratio method of rate-setting (which benefits companies with high 
costs and low rate base), as an alternative to ,rate base method. 
Branch alsO proposes annual step increases for Class D and some 
Class C companies; revamping Branch's current outreach program 
for small water companies;' simplifyi.ng the advice letter 
procedure; extending payback prOVisions 6f Safe Drinking Water 
Bond Act loans to commercial loans; and promoting legislation to 
provide low-interest loans to small water utilities. (Ex. 1, 
pp. 11-12.) 

The Association's major proposal calls for adoption of 
a cost-of-service method of regulation that would permit small 
operators every three years to recover through rates all of their 
reasonable actual expenses based on the past three years, plus an 
authorized rate of return. The Association also urges creation 
of a ·small claims court- procedure in which administrative law 
judges would informally hear and resolve disputes that arise 
between small companies and Corrroission staff. Another 

\; A CAPM rate of return would be based on a 30-year Treasury 
note return, plus an amount derived from adjusted betas (or risk 
estimates) developed from Branch's multiple regression analysis. 
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Association proposal would pr6videa financial incentive for 
larger water companies'to acquire small water companies. 

DIscusSiON 

8. Defining the Issue~ 
The record before us demonstrates that priVately owned 

small water companies. as a group, face a financial crisis that 
will grow more severe as new federal and state \olater quality 
requirements take effect. Branch·s study finds that Class D 

companies as a group have a negative rate of return. Class C 
companies are earning less than half the rate of return deemed 
necessary to assure their viability. The California Water 
Association reaches virtually identical results in its survey of 
member utilities. The Association's study shows that, since 
1981, Class D water companies have earned authorized rate of 
return less than 5% of the time. Class C companies have earned 
authorized rate of return only 10% of the time. The poor 
financial condition arid troubled outlook of small water companies 
threaten their ability to continue to provide adequate service 
and to deliver clean, safe drinking water to customers. The 
evidence is overwhelming that Class C and 0 water companies are 
not earning a return sufficient to meet their costs today, much 
less the higher costs forecast because of water quality 
regulations. " It seems clear that some of these small water 
systems will simply be abandoned by their owners if relief is not 

forthcoming. 
The dilemma for the industry and for the commission is 

that ~ny operators of small water companies are unable or 
unwilling to file requests for regulatory review and rate 

16 The EPA estimates that there will be an aggregate cost 
nationally of $15 billion to cornply with ne,,1 Safe Drinking Water 
Act amendments. (Ex. 22A, p. 14.) 
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adjustineilts on a timely basis. To do $0 takes time and trouble. 
It l3ubjects an operation to scrutiny by CommisSion engineers~ 
Many of the owners who have appeared before us are highly 
independent. They are, as the owner of Toro puts it, -Don 
Quixotes ••• who will fight for the right to survive and serve the 
public,- While small water companies recognize the necessity of 
regulation, it is not something that the owners are eVer likely 

to embrace with enthusiasm. 
We believe that three broad questions have emerged from 

the substantial research and testimony presented by the parties 

in this investigation! 

follows: 

1. what measures can be adopted to permlt Class D and 
Class C water companies now earning iess than 
their authorized rate of return to obtain rate 
adjustments with minimal regulatory 
requirements? 

2. What measures can be adopted to encourage Class D 
and Class C water companies to file with the 
Commission for periodic regulatory review? 

3. What other measures can the Commission take to 
enhance the ability of class B, Class C and class 
D water companies to maintain financial stability 
in order to continue to serve their customers? 

Our conclusions, discussed in more detail below, are as 

8.1 immediate Rate Relief 
1. All Class C and Class D water companies that are 

not now earning authorized rate of return and are not now subject 
to test year or attrition year increases may file by advice 
letter for a step increase based on the most recent Consumer 
~rice Inde~. such increases will be permitted annually so lortg 
as projected revenue does not exceed the last authorized rate of 

return. 
2. All Class C and Class D water companies are 

authorized to establish memorandum accounts to track 
unanticipated costs of repairs necessary for a utility's service 
to customers, and to file from time to time for recovery of such 
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costs (following reasonableness review) in rates or through a 
one~year surcharge. 

3. A generic rate.of return range of between 13.9% and ~ 
14.4% is established for Class D \olater companies. A generic rate 
of return range of between i1. 6% and 12.1% is established for 
Class C water companies. 

4. Class D water companies may file to recover tip to 
100% of fixed costs in the service charge portion of their rate 
design. Class C water companies may file to recover up to 65% of 
fixed costs in the service charge. 
8.2 Encouraging Regulatory Review 

1. As part of the advice letter filing procedure, we 
will authorize an appeal procedure by which Class B, Class C and 
Class D water companies may appear before an administrative law 
judge to review disputes with the Commission's staff. 

2. In calculating rates for Class C and class 0 water 
ut.ilities, Branch wiil apply an operating ratio method as well as 
ret.urn-'on-ratebase method and select the one producing the higher 
result. This change is intended to prevent artificially low 
rates that otherwise result when a utility has a small rate hase. 

3. As part 6£ an industry workshop, we direct Branch 
to develop standard guidelines fOr determining salary and payroll 
costs for Class C and Class D water companies, arid to report back 
to the Corrroission with results of the workshop within 90 days of 

the date of this order. ' 
4. As part of an industry workshop, we direct Branch 

to develop a simplified information request foum for Class C and 
Class D water companies for advice letter rate filings l and to 
report back to the Commission with results of the workshop within 
90 days of the date of this order. 
8.) Other Measures 

1. We amend General Order 96-A to permit advice letter 
rate filings by all Class B water companies, as well as Class C 
and D water companies, regardless of projected annual earnings. 
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2. As part of an industry workshop, we direct" Branch 
to develop a . shnple procedure and form to' be utilized by small 
water c6mpani~s to assess a facilities fee t01." new connectiQns, 
where Warranted, and to report back to the COlMlission with 
results of the workshop within 90 days of the date of this order. 

3. As part of an industry workshop, We direct Branth 
to develop recommendations to encourage availability of low~ 
interest 10ng-tenn loans for small water utilities, and to report 
back to the Commission with results of the workshOp within 90 
days of the date of this order. 

4. We direct the assigned administrative law judge to 
schedule a second round of evidentiary hearings, if necessary, to 
take evidence on any disputed matters growing out of the industry 
workshop ordered in this decision. 
8.4 Proposals Not Adopted at This Time 

1. For the reasons discussed beloW, We decline at this 
time to adopt the Association's cost-of.;;service ratemakirig 
proposal. 

2. For the reasons discussed beloW, we decline "at this 
time to adopt the proposal by the Association and by Toro to 
establish additional incentives for the acquisition of small 
water companies. 
g. Automatic Rate Adjustm~nts bY Index 

For whatever reason, small water companies do not c6me 
to the Commission to seek rate increases When they are entitled 
to do so. The Convnission has sought "to address this problem in 
the past by permitting small water companies with less than 
$750,000 in annual revenue to file rate cases using the simpler 
advice letter filing, rather than an application and formal 
hearing. Additionally, we have authorized water companies to 
establish balancing accounts to record and collect increased 
expenses in purchased power, purchased water, taxes and postage. 
(See PU Code § 792.5.) As this record shows, however, small 
water companies make use of advice letter rate filings on an 
average of only once every six to eight years. Few establish 
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balancing a'ccounts • Clearly, we can. lead small ut i lities to_ 
sources of revenue, but we cannot make them act. 

Because of this, both Branch and Toro u'rge forms of 
automatic annual rate increases for small utilities, based on a 
generally recognized index, -with appropriate safeguards to 
protect ratepayers. Similarly, the chainman of the Association's 
Small Water Company committee endorsed the concept 6£ an index 
and testified as to its general effecti We are persuaded that 
the time has come to adopt a fonm of automatic rate increase 
based on an index, available to Class C and Class D water 
companies, up to the rate of return authorized for the utility in 
its last rate case filing. 

Toro proposes a somewhat complex fOrm of automatic 
increase in which owners would send a quality-of-service 
questionnaire to customers and, depending On the response, would 
then be entitled to an arbitrary $1 a month rate increase up toa 
ceiling of $25 or $35 per month. 11 While the concept of tying 
annual rate increases to quality of service is corrrneildable; TOt-o 
has not persuaded us that the questionnaire would accurately 
reflect service, nor has it presented evidence that operators are 
any more likely to perform this additional layer of paperwork 
before filing for an advice letter adjustment. 

Branch's proposal would apply to all Class C and class 
D water companies (that is, all water companies with fewer than 
2,000 service connections) and would use the Consumer price 
Index. The CPI is easily ascertainable, measures average change 
in prices for basic c6nsumer goods and services, and does not 

11 Toro would apply its proposal to the approximately 145 
-little D- water companies with fewer than 250 connections. For 
each company, the Corrroission would set a ceiling rate of $25 to 
$35 per month. If annual customer questionnaires indicate a 
company is delivering good service, the company would be 
permitted to file an advice letter rate increase of up to $1 per 
month until it reached its ceiling level. (See EX. 28, pp. 12-
13. ) 
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contain variables controllable by the "industry.i' Branch 
proposes that srnallWater cOtnpahies "be permitted to file f(')r~cPl 

increases for the second and third year follO'..zinga rate case 
filing. Alternatively, Branch considers adoption of ' annual CPI 
rate adjustments when three-year rate case filings do not 
apply.u 

The chairman of the Association's Small water Company 
Committee presented evidence tending to show that applying a CPI 
rate to actual revenues of Armstrong Valley Water Company for 
1989 would have increased actual revenues the following year from 
$77,364 to $82,547 and increased rate of return for that company 
from 2.4% to 5%. (EX. 178.) While that rate of return is still 
well below the companyis authorized return, it is double the rate 
actually received. 

The reCord before us is uncontroverted that class C and 
class D water companies do not earn the rates of return necessary 
for them to continue offering clean, . safe \·,tatet to their 
customers. Further, many small water companies do not respond to 
traditional ratemaking procedures and rarely file for rate 
review. At the same time, these small water companies face 
unprecedented increases in costs that if not mitigated will 
affect their ability to stay in business. 

We conclude, therefore, that Class C and class D water 
companies should be authorized to file advice letter requests 
once each year for an increase in the prior year's water service 
revenue by an amount no greater than the most recent CPI-U index. 
This increase will only be available to a utility which is not 
subject to test year or attrition year rate adjustments as a 
result of an approved advice letter or general rate increase 

ta We take official notice that the Bureau of Labor statistics 
CPI for All Urban Consumers (ePI-U) covers about. 80% of the U.S. 
population. The CPI-U showed increases of 3.6% in 1985; 1.9% in 
1986; 3.6% in 1987; 4.1% in 1988; 4.8% in 1989; and 5.4% in 1990. 
(See Bureau of Labor Statistics, U.S. Labor Department.) 

19 See ·Water Utility Risk and Return,· April 1990, p. 23. 
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application, since those intreaseswill·have taken CPI factors· 
-. intoaccOtint. Nor isa utility required to file for a CPI 

increase for a year in which it feels its rates are sufficient to 
cover costs and adequate return. No CPI increase will he 
permitted to produce revenue in e~cess of a utility's authorized 
return in its most recent rate case. If Branch or ratepayers 
file a valid protest to a utility's proposed CPI increase, then 
the increase may be stayed pending review of the utility's 
operations, (see Rule 9, Rules of Practice and procedure.) 

We recognize that an annual rate increase based on the 
CPI index is a substantial departure from our historic practice 
in dealing with small water companies. On the other hand, the 
evidence is clear that past practice has been ineffective for 
these utilities. If small water cOmpanies are to survive, some 
means must be found to enable them to approach the rate of return 
deemed necessary for them to operate successfully. We conclude 
on this record that most small water companies are not going to 
file for rate increases on any regular basis. Thus, an annual 
increase based on CPI offers one way to generate needed reveriue 
while still protecting ratepayers (since no CPI increase will be 
pe~itted beyond the return authorized in the last regulatory 
review and rate case). The procedure for requesting an increased 
based on the CPI index should be a simple one. 2I Except where 
ratepayers or Branch file an objection, it can be processed 
quickly. Over time it may permit small water companies to begin 
approaching the kind of return necessary to replace plant and 

meet new testing standards. 
We note that the 1991 CPI index announced by the Bureau 

of Labor statistics on January 16, 1992, was 3.1%. Class C and 
Class D water utilities meeting the conditions described abOve 

20 An advice letter requesting a step rate increase based on CPI 
should suffice in most cases. The request can be processed 
following notice to ratepayers and opportunity for protest by 
customers, Branch or other interested parties. 
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may. file by advice letter tor an increase in rates' of 3.1% 
.' . 

following the effectiVe date of this order.' . 
10, Authorization for HEm'l.Orandum Account 

Leaks in underground pipes, failed water pumps and 
other unanticipated repair costs are the bane of small water 
companies. In their testimony, owners of small water companies 
identified unanticipated repair costs as the single greatest 
obstacle in realizing rate of return. Agate Water Company's 
Duncan S. Davis described the problem as follows: 

• It's a business that could be good. It's 
just one of those things. Leak repairs in my 
business cost $1,000, $2,000. If you're 
allowed to make $8,000, it doesn't take too 
many leaks and you're under water. In 1985 I 
lost $10,000. Mostly leak repairs. It tips 
things waY out of proportion to What they 
should be. In comparison to a big company, 
when you are a little cOmpany, $2,000 in leak 
repair is quarter of your profit.- (Tr., pp. 
619-80. ) 
Because unexpected repair costs are often a one""'of-a-

kind expense, they may be disregarded in estimating test year 
expenses for ratemaking purpOses. Graeagle's Daniel E. West 

testified: 
• You always have special expenses. In one 

year it's one thing, the next year it's 
something else, and the ne~t year it's 
something else. They are always 
extraordinary, and so in a test year, they 
are usually thrown out.- (Tr., p. 131.) 
The Association's proposal for a cost-of-service.method 

of regulation was justified largely on the basis that it would 
permit small companies t6 recover Unanticipated repair costs. 
Except to the extent such costs were recognized in its operating 
ratio proposal, Branch did not in its initial pleadings seek to 

address this issue directly. 
On the last day of hearing, however, Branch Senior 

Engineer Arthur Mangold amended Branch's proposals to add a 
recorrrnendation for establishIT.ent of a memorandum account similar 
to the memorandum account for catastrophic events that the 
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Commission authorized in Resolution E-3238 following the 1989 
earthquake in northern California. 

In Resolution E-3238 t we authorized utilities, 
including water companies, to file and make effective on 30 days' 
notice an advice letter with proposed tariff sheets establi~hing 
a Catastrophic Event Memorandum Account. The intent of this 
account is to capture for consi.deration for later recovety those 
costs caused by catastrophic events, such as the Lorna Prieta 
earthquake. Only eVents that are offici.ally declared disasters 
by competent state or federal authorities are eligible. Costs 
authorized for entry into this memOrandum account are those 
necessary for (a) restoring utility service to customers; 
(b) repairing, replacing or restoring damaged utility facilities, 
and ec) complying with government agency orders resulting from 
declared disasters. 

Costs recorded in such accounts are only recoverable in 
rates following a request by the affected utility, a showing of 
reasonableness and approval by the Corrroission. In considering a 
requ-est for recovery, the corrrnission will examine the extent to 
which losses are coVered by insurance, the level of loss already, 
built into existing rates, and other factots relevant to the 
particular utility and eVent. 

Branch's proposal at hearing would permit small water 
companies (Class C and Class D) to establish by advice letter a 
similar memorandum account for unanticipated repair costs that 
are not already reflected in rates. It would be lirnited to costs 
that are (1) unanticipated, and (2) crucial to the operation of 
the utility. Costs to correct heavy damage due to an unusual 
freeze would be one example of likely recovery. Repair of a 
failed water pump, where the failure could not have been foreseen 
or prevented and the repair costs are not already included in 
rates, would be another example. Witness Mangold testified: 

• The Branch does recognize that small water 
utilities do incur unusual expenses and that 
there should be a vehicle for recovery of 
those expenses •••. The advantages of a 
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memorandum account is that it. allows for 
reco\Teryof expenses without viol~tirig the 
retroactive (ratemakirig) prin'ciple. Mother 
advantage is that 'it provides an opportunity 
for it reasonableness review; which ~e think 
is very important to the customers.- (Tr.; 
p. 942.) 

We believe that Branch's proposaiis justified by the 
evidence in this proceeding. The concept was supported by every 
water company owner who testified. The Association effectively 
endorsed the proposal in urging cost-oi-service regulations, 
where repair expenses .,tould be reimbursed following a 
reasonableness review after the iact. Moreover, BranCh's 
proposal has the attraction of 'simplicity. A small water 
company; perhaps assisted by the Association or by Branch, would 
file an advice letter and tariff sheets establishing a memorandum 
account for unanticipated repair co~t$. It then would record 
those re~air costs that, in its judgment, COuld riot have been 
foreseen and ate crucial to providing service to customers. .When 
the time came to seek recovery of stiCh costs; through aone-'-Year 
surcharge or as part of a rate case, the water company would file 
an a'dvice letter request with an appropriate showing. As with 
any rate increase request, the.Corrroission staff will review the 
basis for the increase and make a recommendation to the 
commission as to the amount in the memorandum account to be 

recovered in rates. 
Branch's witness was careful to nOte that details on 

how Unanticipated costs will be reviewed have not been fully 
developed. Clearly, a utility should not be permitted to recover 
costs already factored into its latest rate case, nor should 
recovery be permitted where a reasonably prudent operator would 
have taken steps that would have avoided the repair costs. In 
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general, hOwever, we believe that bOth Branch and the industry· 
know recoverable repair cb~ts when they see them. u 

Accordingly, we'authorize Class C and Class D water 
companies to establish a memorandum account for unanticipated 
repair expenses and to inform Branch by letter when they have 
done so. A utility then may book to such account those necessary 
repair expenses·that could not reasonably be anticipated in its 
last rate case, that are critical to provision of service to 
ratepayers, and that are not already reflected in rates. 
Recovery of these expenses would be by an advice letter filing 
when the total exCeeds 2% of revenues. In all events, when 
recovery of these costs is sought, the burden ~ill be on the 
utility to justify the reasonableness of the claimed expenses. 
11. Recommended Rate of Return 

Class B, c, and D water utilities are permitted to file 
advice letter requests for rate relief without need of a formal 
hearing. In establishing revenue requirements, Branch analyzes 
each company's operating costs and recorrroends a rate of return 
and a return on equity from within a standard narrow range. The 
current standard rate Of return for 100% equity financed wat~r 
utilities <which includes Virtually all Class C and D water 
utilities) is 10.75t, plus or minus .25%.22 This standard, in 
effect since 1~89; is based on analYsis of current interest 

21 Branch shifts direction some·,.;hat in its brief by suggesting 
that the Commission adopt ·on a conceptual basis· an Unusual 
Event Memorandum Account (UEMA) and an Offset Expense Memorandum 
Account (bEMA), then directing staff to develop necessary . 
guidelines for developing· these accounts. The Af;sociation 
objects to Branch's introduction of these proposals on brief, 
without opportunity for cross-examination; and it urges that the 
COIMlission -not punt the ball- in this manner. (CWA Reply Brief, 
p. ~,) We agree with the Association that the UEMA/OEMA 
proposals are not properly before us on this record. 

12 See Ex. 9, a CACD memorandum entitled ·Fair and Reasonable 
Rate of Return for Small Water Utilities,· dated April 10, 1989. 
The merr~randum recorrrnends a standard rate of return range for 
100% equity financed ~later companies of 10.5% to 11%. Prior to 
this memorandum, the recorrmended range was 10.25% to 10.15%. 
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rates, rate Of irillation and other ~conOmic co~sid~ration~. 
Consideratio~ alsO is given to r~¢~nt retur~sa~th6rized for 
Class A water utilities. 

Because of its findings Of higher risk for Class D and 
Class C companies, Branch recommends that the COrrmission adjust 
the standard rate of return to 14.4% for Class D compa~ies and to 
12.1% for Class C compa~ies.2) Branch recommends no change in 
rate of return ranges for ClasS B companies. In Branch's View, 
the opportunity to earn 14.4% on investment will encourage o~~ers 
of small water utilities to invest in plant. 

Arguing that Branch's mathematical model is flaWed,'4 
Toro urges the Commission to set generic rates of return at 
arbitrary points aboVe the highest return granted to a Class A 
water company. Witness Gibbons proposed that a generic rate be 
set 1.5 percentage points above the class A leVel for Class B 

companies, 3 percentage points for Class C and 5 percentage 
, ' 

points fOr larger class D companies,u 
The Association supports any generic rates Of return 

that better reflect the risks of small water companies. However, 

2) The recommended rate of return is derived through use of a 
modified Capital Asset pricing Model, a formula equating return 
on equity to the interest'rate of risk-free investments, plus,a 
risk premium derived from Branch's mathematical equation. The 
risk premium, or beta value, derived from the equation is 1.288 
for Class C and 9.1 for Class D. (see EX. 1, pp. 61-65.) In its 
brief, Branch changes the beta value for class D utilities to 
2.54, resulting in a recommended 15% rate 6f return. However, 
this recommendation was not presented at hearing and is not 
supported by the evidence of record. 

2( Toro notes correctly that data used in Branch's CAPM formula 
reflect a number of errors made by small utilities in their 
annual reports. Moreover, the CAPM formula without adjustment 
produces an unwieldy 53% return for Class D utilities. Branch 
adjusted that result by various factors to arrive at a 14.4% 
recommendation. 

2S Gibbons suggests that -little- Class D companies be regulated 
on the basis of quality of service rather than on a rate-of­
return basis. 
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both the Association and. small water company witnes-ses regard 
rate of return as acadernic; since few ClassC and D wafer 
companies ever come close to reaching the rates of return 
authorized in the past. Agate Bay Water Company, for exampl~, 
has achieve its authorized rate of return only once in its 42 

years of operation. The Owner of another small company, in 
business for decades, testified that he did not know what rate 
was authorized for his company because there was no chance of 
reaching it. 

We believe that the record suppOrts an upward 
adjustment in the range of rate of return fOr small water 
companies, if for no other reason than to encourage the capital 
expenditures that new water quality regulations will require. We 
further find that Branch has established an adequate evidentiary 
showing for the rates it recommended at hearing. Therefore, we 
will adopt a new range for rate of return for class 0 water 
companies of from 13.9% to 14.4% for class 0 utilities;-and from 
11.6% to 12.1% for Class C utilities. Use of a range allows for 
acknowledgement of differences in \.,.ater quality, service and 
management. 

We also recognize that the range of returns we adopt 
today may require revision from time to time. Because we 
rec~gnize that clas~ C and Class 0 wat~r utilities are 
fundamentally different from Class A water utilities in termS of 
the operational and financial risks-they face, it is not 
appropriate to tie the range of returns to those of class A 
utilities. Instead, \ole will have CACO prepare an annual 
recommendation to the Commission On the appropriate range 6f 
returns for class c and 0 utilities. Consideration will be given 
to changes in financial conditions and substantial changes in 
operational conditions meriting adjustments to the range of 
reasonable returns. CACO's April 10, 1989 memorandum entitled 
-Fair and Reasonable Rate of Return for Small Water Utilities· is 
a useful model. CACD will present this memorandum to the 
Commission 6n or before April 1 of each year beginning with 1993. 
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The evidence is' Sparse as to Class B companies. Branch 
concludes that theiisks of -ClassB corr,panies are similar to-the' 
risks of Class A companies. The Association addresses Class B 
company rates only in its recommendation (which is unopposed) 
that the advice letter procedure be made aVailable to all Class B 

utilities. Toro offers conclusory views but presents little 
evidence to support a different rate of return for B utilities. 
We note that several of the recommendations adopted in this 
decision apply to Class B companies, As to rate of, return, we 
will continue to deal with Class B utilities oil a case by case 
basis. 
12. RecoVery of Fixed Costs 

In Re Water Rate Design Polic~ (1986) 21 CPUC 2d 158~ 
growing out Of our investigation in 1.84-11-041, we adopted a 
·flatter· rate design policy permitting water utilities to 
recOVer up to 50% of their fi){ed costsU in service charges. 
Previously~ the service charge was designed to recoVer 30% to 35% 
of a cOI,lpanY's fixed costs, with the remainder recoVered as part· 
of use charges, 

In Rate Design Policy, we rejected the recommendation 
of some utilities to design rates so that 100% of fi~ed cOsts 
could be recovered in the service charge. To do so, we said, 
·would substantially reduce a utility'S financial risk and lead 
the utility toward a guaranteed recovery of revenues ••• • (21 
CPUC 2d, p. 161.) While we continue to hold that view as to the 
industry as a whole, we are persuaded o~ this record that such a 
reduction i~ financial risk is warranted for small water 
companies. 

Based 6n its analyses, Branch recommends that Class 0 

water companies be permitted to recover up to 100% of fixed costs 

26 Fixed costs include maintenance expense; transmissio~ and 
distribution expense: customer account expense, excluding 
uncollectibles; administration and general expense; rent expense, 
depreciation expense; property tax expense, and gross return on 
investment. (See 21 CPUC 2d at 160.) 
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in the service charge, and that Class Cwater companies be 
pel~itted to crecover up to 65i of fixed· costs in the service 
charge. The recommendation, \-Ihich is unopposed, n is based on 
Branch's conclusion that Class D companies are 9.7 times riskier 
and Class C companies are 1.3 times riskier than Class A and B·· 

companies. U 

Small water companies face capital investment risk. 
Incr-eased recovery of fixed costs through the service charge can 
mitigate that risk. thus making small companies more attractive 
in terms of securing loans for capital improvements and 
encouraging increased equity investment. The effect on most 
ratepayers should be negligible, since water use rates will 
decline as fixed costs within those rates are transferred to the 
service charge. We will adopt Branch's proposal. As utilities 
file rate cases in the future, Branch is directed to apply rate 
design intended to capture 100% of fixed costs in the service 
charge of Class D utilities and 65% 6f such costs in the service 

charge Of Class c utilities. 
13. "Small claims Court a procedure 

Along with cost~of-service regulation, the Association 
has a second major recommendation for regulatorY reform on behalf 
of small water companies. It urges an informal appeals process, 
or small claims court procedure, to resolve disputes that arise 
in the advice letter process between small companies and 
Commission staff members responsible for reviewing rate 

proposals. 

21 During the hearings, at the direction of the administrative 
law judge, parties conducted an informal workshop to consider 
whether there \-las a consensus recomnendation on any proposals. 
Branch's proposal on recovery of fixed costs was supported by all 
parties. 

16 Hence, 9.7 times the 50% fixed cost recovery permitted large 
companies equates to 100% plus for Class D utilities, and 1.3 
times 50% equates to 65% for Class C utilities. 
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The Association urges the Corrrnission > to establi-sh"a' 
"-procedure by which ClasS B, C, and D \o,'ater companies that>have 

filed for advice letter rate changes may appear before an 
"a"dministrative law judge to resolve disputes with Branch. The 
appearance could be by a brief written filing, or it could be by 
oral testimony only, with or without a court reporter. 

In support of this, eight owners of small companies 
presented direct testirr~ny recounting experiences in which, they_ 
allege, Branch engineers reduced the owners' cost estimates 
unreasonably and presented them with the choice of accepting the 
reductions or implementing a formal rate case hearing. A 
sampling of owners' testimOny illustrates their View: 

- I was given a take it or leave it choice." 
What could I do? I took it.- (Fulton, Ex. 
23, p. 6.) 

- When I told the staff person I want to 'go to 
the wall on this issue,' I was told that I 
had no choice, that I could take what they 
were gOing to give me or go through a formal 
hearing. - (Davis, EX. i5, p. 4.) 

• (Branch] informed me that if I was not 
willing to accept the staff's 
recommendations, I should file a forwal rate 
increase application, This was for a rate "­
case involving our 61-customerRancho company 
with an allowed profit of $1,350 per year.­
(Guidotti, Ex. 11, p. 15.) 
Branch notes in response that the advice letter 

"" procedure is a relatively simple and Im-J':"cost process. 
Nevertheless, formal hearings (PU Code § 128) are available to 
owners as a matter of right and may be required if Branch and an 
owner cannot agree to all issues. The Association responds that 
this apparent choice of proceedings is illusory. 

• The choice of taking \Olhat Staff gives them or 
going through a formal rate application 
process is really no choice at all for the 
small owners. After taking nine months to 
process an advice letter rate request, no 
owner--"lho is already losing money--is going 
to want to start allover again and incur the 
additional time and expense of going through 
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a formal rate application process. As Mr. 
Smith (Sierra City Water Works) l'ecognizedl 
the time it takes to haVe new rates approved 
'means we're losing money for that whole 
period.'· (~1A Opening Brief, p. 24.) 
Branch has presented no witnesses to try to rebut the 

oWners' testimony. On cross~examinationJ however, Branch has 
demonstrated that some sinall water companies obtain rate relief 
only because Branch personnel have gone out of their way to 
assist them. One owner testified that he simply did not want to 
take the time to file a rate case, ~nd that he did so Only after 
a Commission engineer spent two days at his officecompletirtg the 
necessary paperwork. Others acknowledged that their way of 
dealing with the system was to accept without comment whatever 
Branch proposed by way of rate increase. OWners acknowledged 
that they receive prompt advice when they phone Commission staff 
for assistance, that Branch's small water company newsletter and 
other outreach efforts have been welcome, and that the regulatory 
staff has ·shown imprOVement- in recent years .. 

We conclude from this, without surprise, that 
regulators are rarely popular \-lith those whom they regulate ~ The 
Water Utilities Branch is obligated to protect the interests of 
ratepayers in the absence of competition. That task collides 
from time to time with the interests of utilities, big or small. 

Nevertheless, the evidence is uncontested that lack 6f 
an appeal process before an impartial referee is at least 
perceived by owners of small water companies as a reason for not 
appearing before the Corrmission. Lack of appeal is perceived as 
the mark of a system in which the deck is stacked against the 
small utility. Although Branch argues that the existing advice 
letter procedure requires no change, we detect in its'evidence a 
willingness to experiment with an appeals procedure if that would 
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encourage mOre sroall companies to seek reglliar review of rates 

·and operations. it 

We therefore authorize in this order a process by which 
a Class B, C, or D water utility, filing for rate review by way 
of advice letter, may request consideration by an administrative 
laW judge of any dispute that it alleges exists with Commission 

staff. 
Utilities already are served by an informal appeal 

procedure established by the Water Branch. A utility's dispute 
with a staff member maybe appealed to the chief of the Water 
Branch and to a CACD assistant director. We believe that this 
procedure should remain in place. 

However, if a utility involved in an advice letter rate 
case continues to dispute a staff recoIDrrlendation, and if it has 
exhausted its appeals to the chief of the Branch and to the CACD 
assistant director, the utility may request an informal hearing 
before an administrative law judge. Notice of such appeal, along 
with a brief statement of the utility's position on a dispute, 
must be served in writing upon the chief of the Water Branch 
(thus assuring that staff appeals have taken place). NO later 
than 20 days after receipt, Branch will forward the request for 
informal hearing, along with a brief statement of Branch's 
response, to the Chief, Administrative LaW Judge Division. 

In a manner similar to our expedited complaint 
procedure (Rule 1).2), an assigned administrative law judge will 
promptly schedule an informal hearing, without reporter, to hear 
the appeal request. Evidence will be taken under oath. No 
attorney at law shall represent any party other than himself. 

l~ In its April 1990 report on water utility risk and r~turn, 
the Advisory and Compliance Division proposed consideration of a 
Commission-approved referee to settle disputes over expenses 
between Commission staff and the utility. The report noted that 
smaller utilities do not have resources to file for a formal rate 
case hearing to dispute expenses that have been disapproved. 
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We intend this hearing' to be a form of alternatiVe 
dispute-re~olutiorij with aspects~f settleMent, ~ediation,and~ 
arbitration. Theadministrative~law judge will exercise his or 
her mediation skills to seek a Voluntary resolution of the 
dispute, through compromise or through a candid preliminary 
appraisal of the merits of each party's position. It will be in 
the interest of both parties to seek informal resolution, since a 
recorrrnended decision \-lill mean further delay and paperwork. 

If a decision is required, the administrative law judge 
shall promptly (but no later than 30 days of hearing) issue a 
recOrrrnended decision. Separately stated findings of {act and 
conclusions of law will not be made, but the recommended decision 
may set forth a brief surrroary~of the facts. The recorrrnended 
decision rnay find for or against the utility's position, or it 
may find that no decision can appropriately be reached without a 
formal hearing under the Commission'S application procedure. 

The recommended decision On the contested issue will be 
incorporated by Branch :in its resolution dealing with the 
utility's advice letter rate request. The Commission may accept, 
reject, or modify the administrative law judge's recommended 
decision, as well As any other ~art of the rate request 
resolution. 

We emphasize again that the establishment of this 
·appeals· procedure is not a criticism of any Commission staff 
member. On the contrary; we are rr~re likely to criticize staff 
when utilities stop doing so. The procedure w~ establish today 
is intended to respond to a perception by some small water 
companies that they are without recourse in disagreements that 
inevitably arise in rate case filings. If an ·appeals· procedure 
can change that perception, and in doing so encourage small water 
companies to appear before the Corrroission more often, then the 
interests of utilities and ratepayers will be well served. 
14. Advice Letter Available to All class B companies 

There are t\l,'O principal means by which a water utility 
files for a change in rates. Class A utilities are required to 
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file a notice of intent and an application fo~ general rate 
in,crease, a process that ~lith evidentiary hearirtgs takes abOut-'a" 
year to complete.'· Each Class A \ .... ater utility or district is 
allocated a time for filing its rate case once every three years, 
either in January Or in July. The second means in which rate 
cases may be filed is by advice letter. Under General Order 
96~A, those water companies with projected annual revenue no" 
greater than $750,000 may avoid the application process and file 
by advice letter. such a filing generally does 'not involve 
hearings and takes about seven months to complete. 

Most small water companies are eligible to use the 
advice letter fiiing for rate cases. However, some Class B water 
companies are not eligible because their gross revenue may exceed 
$750,000. The Association recorrroends that the advice letter 
procedure be made available to all Class B water companies in 
order to eliminate general rate case costs. Branch concurs, 
noting that there are at most three Class B water companies with 
revenue exceeding $750,000, and requiI'1ng them to proceed by"way 
of application serves no useful purpose. If an evidentiary 
hearing is necessary for any utility proceeding by way of advice 
letter, such hearing may be initiated by Branch or by ratepaYers 
by way of protest. 

Permitting all Class B water companies to file by way 
of advice letter should Contribute to the efficiency of the rate 
review process. Although we remove the $750,000 limitation for 
these utilities, a cap still remains, since a utility that grows 
to more than 10,000 service connections will be reclassified as a 
Class A company and will be subject to our rate case plan for 
large utilities. Accordingly, our order provides that General 
Order 96-A shall be amended to provide that Class Bf Class C, and 

)0 A revised rate case plan for Class A utilities was adopted in 
0.90-08-045 on August 8, 1990. The decision refines and 
memorializes rate case timetables as they have evolved since 
adoption of the Regulatory Lag plan in Resolution M-4705 on 
April 24, 1979 . 
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class D water companies may file for general rate increases by· 
. . . . 

way of advice letter regardless of the $750,000 revenue limit 
applicable to other utilities. 
15. Operating Ratio Method 

Branch proposes adoption of an operating ratio method 
Of ratemaking as an alternative to existing practice where that­
method would result in greater benefit to small utilities. The 
operating ratio method calculates a margin over operating and 
maintenance expenses, rather than focusing on return on net 
investment. (See EX. 1; pp. 51~55.) It provides a greater 
return to those small utilities with little rate base (because of 
depreciation or contributed plant) and high expenses. For each 
Class D utility seeking a rate increase, Branch would have the 
corrmission calculate rates based both on return-on-ratebase 
regulation and operation ratio, then select the higher result. 

TorO, while not opposing the concept, presents evidence 
that the operating ratio method would benefit only abOut one in 
five small utilities. (Ex. 37.) Even for these, the benefit 
eQuId be minimal. Branch notes that the North carolina utilities 
Commission is now applying modified operating ratio ratemakirtg to 
small water utilities. Our-own experience with operating ~atio 
--authorized on an experimental basis in 1979 for Class C and 
Class D water utilities--has not been encouraging.'l 

II Resolution ~oJ-2755 (1979) authorized a form of operating ratio 
method. It was used in eight cases, then abandoned. Branch 
notes that its current proposal differs markedly from that 
earlier experiment, in that the former required a reduction if 
projected earnings exceeded those of a return on rate base. 
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Nev~rtheless, it is~lear 6fi thia ~ec6~d that at"leas~ 
some utilities \-lith siMll t'ate base will bef1efit~ from an 
operating ratio calculation. As envisioned, Branch would 
routinely calculate rates for Class C and Class 0 water companies 
underreturn-on-ratebase and operating ratio, then recommend the 
higher result. As to criticism that this double calculation will 
prolong rate requests, Branch states that since the same income . . . 

and expense numbers are involved, the additional time required 
will be no more than a few minutes. With that understariding, we 
.will approve Branch's proposal. If Branch, the Association or 
another party later cOmes to believe that use of an operating 
ratio method as an alternative is unduly delaying rate cases, 
that party should petition the corrroission to reexamine this 

option. 
16. changes t6 Be Developed in Workshops 

In it workshop conducted during the hearings, partie's, 
reached agreement in principle on'a nuinber of recommendations· 
intended to help sinall water companies help themselves. The 
parties recommend that formal workshops be conducted to develop 
definitive recommendations. Matters to be reviewed are the 

following: 
16.1 Facilities Fee procedure 

Our decision in 0.91-04-068 authorized water companies 
with fewer than 2,000 customers to assess a connection fee and 
facilities fee for new connections. The rule for assessing a 
connection fee isstraightiorward •. A utility must file a blank 
connection fee form in its tariffs. It must advise new customers 
in advance of the estimated connection cost. The fee may not 
exceed the reasonable actual cost" including labor and materials, 

to install the new connection. 
calculating the facilities fee is more complicated. A 

utility must show that new or replacement plant is required"by 
the new connections, then calculate plant costs on a per­
connection basis. 0.91-04-068 provides that a small utility's 
request for a facilities fee be made as part of an advice letter 
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,filing for general rate relief • That permits the request to be , 
considered in light of 'th~ overall capital requirements of a'" 
utility. Various methods of calculating the facilities fee aie 
set forth in the Commission's decision. 

The Association states, and Branch agrees, that sinall 
utilities anticipating both developer connecti6ns and a need for 
plant improvement may benefit from the facilities fee if· there is 
a simple procedure for assessing the fee. Otherwise, a small 
utility may forego seeking the fee because the process is 
complicated and uncertain. At ~:orkshop, we urge that Branch, ~he 

Association, and any small water company develop a facilities fee 
procedure that can be presented to the commission for approval. 
16. 2 Guid~)lines for payroll Expenses 

A recurring subject in the testimony of owners of small 
water companies is the need for guidelines for determining 
appropriate salary and payroll costs. Owners of small utilities 
otten work at 'other jobs. Others are retirees who run small 
water systems by themselves. still others hire and train 
fulltirne and part-time assistants. Determining management salary 
and payroll costs to include in rate base can be ,the most tirne­
consuming part, of rate review, ,since there are fe\ol direct pay 
comparisons in the area served by the utility. , 

The Association introduced as Exhibit 13 a 1966 -Guide 
for Determining Reasonable Amounts of Expensed payroll for Small 
Water Utilities.- The guide was used by Branch for several years 
to apply uniform standards to utility payroll requests. The 
Association urges, and Branch agrees, that an updated version of 
the guide would remove a major bottleneck in processing small 
utility rate caseS. 

Witness Abramson testified that previous attempts by 
the Association and by Branch to produce a salary guide have been 
unsuccessful, in part because of diverse management practices and 
the different living costs in the state. Nevertheless, we 
believe that progress can be made, particularly if such a guide 
is limited (at least for the time being) to use only for cI~is D 
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and Class C companies. We d"irect that the parties seek to 
deVelop such a gui.de and report to the Corrroission on their 
progress. 
16.3 Loans for Mandated Improvements 

The new or expanded facilities and the costs necessary 
to meet water quality standards mandated by the EPA and the DHS 
may well double the cost Of water provided by small water 
companies. For the small utility, this problem is compounded by 
its inability to borrow from banks arid other lending sources 
because of a history of inadequate earnings. 

Branch proposes, and the Association agrees, that the 
Commission should explore means of encouraging low-interest 10n9-
term loans for small water utilities. Branch also urges the 
Corrroission to extend, within the limits of its authority, 
favorable loan repayment procedures. For example, the commission 
may be able to extend the policy on payback of safe Drinking 
Water Bond Act loans to commercial loans, thus encouraging 
lenders to lend arid utilities-to borrow. u 

All parties urge that these twin loan concepts-­
extending SDWBA repaYment-terms to other loan programs, and 
encouraging legislation for small \-Jater -company loa.ns--be a major 
topic at the workshop directed by this order. The evidence is 
clear that small utilities face substantial facilities costs to 
comply with new water quality regulations. Our order directs 
that parties research and be prepared to review this topic at the 
scheduled workshops. 

)2 The Corr~ission thrOugh its Executive Director has stated that 
it will look with favor upon an application to extend SDWBA lOan 
payback guidelines to federal Corrrounity Development Block Grant 
loan funds. Both programs have offered low-interest loans to 
water systems unable to obtain conventional financing. 86th 
programs also seek to upgrade water systems to a level of high 
quality water at minimum cost. (See EX. 1, App. G, letter of· 
Executive Director Neal J. Shulman to County of Kern, May 24, 
1991. ) 
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16.4 Advice-Letter Data Request 

F'imillYi the record before us is replete with criticism 
" " 

of theil-page data request form that operators are required to 
complete hi seeking advice letter rate revie·il. O..mers of small 
water companies testified that they are required to retain a 
consultant or spend days compiling datal much of which, they 
allege, is unnecessary for theIr rate request. consultant John 
Gibbons testified that, in his judgfficnt, copies of the 12 most 
recent power invoices would provide more reliable information 
than the two pages of detailed power use and cost data that an 
operator now must provide for each pump in operation. Gibbons 
and others urged use of a utility's 4-page annual report, 
supplemented by minimum additional data, to support an advice 
letter filing. 

Branch's witnesses do not oppose revision of the data 
request form, provided engineers continue to receive reliable 
infOnnation upon which to make ratemaking recorrrnendatiolls. 

We ask the parties to review the data ~equest fOim as 
part of the small water company workshop. Parties are encouraged 
to draft in advance simplified data request forms that they 
believe would provide equiValent information to the form in use 
today. 
16.5 pilot Project for cost-ot-service Rate-making 

While we reject for the reasons discussed in section 
16.1 the Association's proposal for cost-of-service regulation of 
small water utilities, we find that the proposal is one of the 
more innovative that we have considered in addressing the 
problems confronting small water utilities. As part of the 
workshop, therefore, we invite the Association to produce a pilot 
project in which it would apply its cost-of-service proposal to a 
representative group of small water utilities to determine the 
rates that the proposal would produce. The pilot project should 
take note of and, to the extent it deems necessary, attempt to 
resolve objections raised at hearing t including the accuracy of 
cost data, the time it will take Branch to review past costs, and 
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the willingness of small utilities to tile'with the Corrrnissi6r'l 
under a cost~of-serviceratetMkifig plan. Fuither·consideration· 
of any pilot projec·t proposal wi 11 lake place at the subsequent 
evidentiary hearing called to take evidence. on workshop issues. 
16.6 Workshop and Hearing Dates 

Our order directs sranch to conduct a one- or two-day 
Small Water Company Workshop and issue a written report on 
results of the \'lorkshop within 90 days of the date of this order. 
The assigned administrative law judge is directed to schedule and 
conduct a hearing within 45 days thereafter to receive evidence 
on the workshop topics discussed above and to prepare a proposed 
order for consideration by the Comnission. 
17. proposals Not Adopted at This Time 

As discussed below, we.reject at this time a number of 
proposals made by the parties. In part, we believe these. 
proposals have been negated by our authorization today of CPI 
step increases, memorandum accounts for repair costs and othe'r 
changes. Nevertheless, each of the proposals below has merit, 
and we do not foreclose the possibility that they will be 
considered a9ain--in the same or altered forro--in subsequent 
proceedings. 
17.1 Cost-of-Service R3temaking 

The Association proposes a cost~6f-service form of 
ratemaking for class c and Class D ~tater companies. Under the 
proposal, these small utilities would file for rates in the 
future that reflect all actual costs (as documented in their past 
three annual reports) plus authorized rate of return revenue. 
The Association states that cost-of-service regulation has 
precedent in natural gas transpbrtation regulation. As longa~o 
as 1~42, the Federal Power Corrrnission permitted natural gas 
transportation companies to provide service pursuant t() rates 
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based on 1, actual expenses from prior periods, and 2)a pr'e­
determined rate of return i)' 

The Ass6ciation i s proposal was presented by Witness 
Abramson, a retired 33-y~at veteran of the Corrrnission and former 
head of the Cortrnission's ,,'ater division. He described the. 
proposal as a full~cost simple balancing account in which the 
utility would be allowed to recoVer through rates all actual 
costs found to be reasonable. ~hese'·costs· would include the 
net revenues associated with a lower, but guaranteed, rate of 

return. With· Some revisionsi current utili,ty annual reports 
would be used to establish required revenue, expenses and rate 
base. Branch would review these past expenses for 
reasonableness, conduct public participation hearings, adjust the 
ratetequest as appropriate, and prepare the Commission 
resolution setting rates for the subsequent three-Year period. 

While the proposal is appealing in its simplicity, it 
carries with it a number of shortcomings. First, the Association 
has made no calculation of what its proposal would do to current 
rates. If rates escalate dramatically at once, both the 
corrmission and small water-companies may be reluctant to·impose 
those rates. Second, as noted by the Association itself in 
criticizing Branch's mathematical models, reliance on annual 
·report data can be miSleading. Annual reports prepared by small 
water companies are not audited and. the evidence shows. they may 
contain significant errors. To the extent annual reports are 
used to calculate costs, those errors would translate 
unreasonably into rates. Third, the full-cost procedure would 
require changes in annual report forms and in guidelines for 
salaries and other costs. As derr~nstrated at hearing, these 

)) See canadian River Gas Company, et al (1942) 3 FPC 32; 
Distr-i-gas of Massachusetts Corp. V. F.E.R.C. (1st Cir. 1987) 7)7 
F.2d 1208, 1212. We note that while classical cost-o£~service 
ratemaking based on a single test year is a familiar concept, the 
Association'S proposal differs from that in that it averages 
costs oVer a three-year period and adopts a -guaranteed- rate of 
return. 
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. changes are not easily made. Finally. as noted by Branch and by 
.. Toro, there is ri6 evidence that·. revi~w of three priOl" years of 
spe~ding will take less time than current staff revie~ bt test 
year spending and prbjection of future costs and earnings. It is 
the length of. time of a rate case, along with the necessity of 
de~ling with requests for data and records. that appears to most 
discourage water company owners from filing in the first place. 

In surr~ry, we are not persuaded that the Association's 
cost-of-service proposal is as simple or as reliable as it first 
appears, nor are we convinced that the Commission and its staff 
could process rate cases more expeditiously under this system. 
Moreover, our authorization in this order for a memorandum 
account for unanticipated repair costs may accomplish much the 
same objective as the Association's cost-of-service concept. i • 

17.2 Encouraging Acquisition of Small companies 
The Corrmission in 1919 adopted a policy encouraging the 

acquisition Qf troubled smail water companies by healthY larger 
companies or by publ ie waterut iH.ties. (Resolution M-4'70S.) 

Since then, there have been more than 100 such transfers and 
mergers, and the number of small water utilities under the 
corrroission's jurisdiction has been reduced from about 323 to' 
about 223. (EX. 1, p. 13.) 

)C In cross-examination, the Association's witness testified as 
follows: 

Isn't it true that the greatest problem for small 
utility companies arises out of unanticipated 
expenses? 

Yes. 

Then wouldn't it also be true that if a mechanism 
were deVeloped to address that problem, you 
wouldn't need your balancing account [method)? 

-A. I can't answer that.- (Tr. 195-96.) 
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Toro and the Association urge that. more be done. The 

Association proposes a pol icy in \o'Jhich, in most cases, an 
acquiring company would be permitted to use the higher ofrat~ 
base or purchase price in future rateinaking cases. (Ex. 12, 
App. 1.) Toro attacks what it believes to be a recent position 
of Branch and of the Commission to always use the lower Of book 
value or purchase price in acquisitions, thus discouraging 
companies like Toro from seeking to buy smaller water systems. 
Toro would in virtually all cases permit the acquiring utility to 
earn a return on the depreciated original cost of the acquired 

system. 
The evidence before us suggests that acquisitions of 

small water companies by private and public entities continues to 
take place, and Branch's witness testified that proposed 
acquisitions like those of Toro are evaluated on a case-by-casc 
basis. The proponents of a change in policy have not rebutted 
this showing, nor have they presented evidence that the changes 
they propose would -result in increased takeoVers that are in the 
public interest. In the absence of such evidence, we decline to 
adopt changes in the Corrroission's policy on acquisitions of small 
water utilities. (See Resolutions M-410S, W-3285.) 
18. Comments on ALJ's proposed Decision 

In accordance with PU Code Section 311 and Rule 11.1 of 
the Rules of practice and procedure, the draft decision prepared 
by the assigned ALJ was issued on January 22, 1992. Timely 
comments were filed by the Association, by Toro and by Branch. 

The Association and Toro note wording that 
inadvertentlY could have restricted Class 0 and tla~s C utilities 
from filing for an annual CPI increase. We adopt the sub~titute 
wording submitted by the Association to make it clear that a cpr 

filing may take place in a year \-lhen a small water company is not 

subject to a test year or attrition year increase. 
Branch proposes that Class 0 and Class C water 

utilities be permitted to establish merrorandum accounts for 
extraordinary repair costs upon written notice to Branch, with an 
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advl.celetter filing required oply 'when the utility seeks 
recovery of suchcostsi CThat <;hange also has beertmadein toe 

final order.' 
Branch also argues that the evidence shows that at 

least soine small utilities would benefit from an alternative 
operating ratio method of calculating rates; and it argues that 
this alternative wili not delay rate cases. On consideration 'of 
the record as a whole; we agree, and our order authorizes this 

alternative for Class C and Class D companies. 
None of the parties has other comments of significance, 

other than to repeat arguments made earlier. Branch fails-to set 
forth findings of fact and conclusions of law to support proposed 
changes, as required by Rule 77.4, and. therefore, most of its 
comments are disregarded. The Association urges that we defer 
workshop consideration of lo,..t-interest loans and it pilot test of 
its cost~of-service regulation. h~ile we decline to further 
limit the subject matter of the workshops, parties may propose or 
agree to defer or otherwise- deal with particular issues. 

Findings of Fact 
1. There are approxirr~tely 200 small investor-owned 

utilities in California that are regulated by the commission. -
2. In a report prepared in April 1990, CACD concluded 

that most small water utilities have few resources, stagnant or 
declining customer growth, and little or no capital. 

3. As of April 1990, halt of the small water companies 
surveyed by CACD needed large plant improvements, such as wells, 
water storage tanks, chlorinators and other capital equipment. 

4. Branch as part of this inVestigation surveyed 58 
randomly selected water utilities, including ) Class A utilities, 
1 Class B utility, 15 Class C utilities, and)9 Class D 

utilities. 
5. Branch's survey concludes that Class 0 utilities 

(those \-lith fewer than 500 connections) are approximately 10 
times more likely to fail than are larger utilities. and that 

- 46 -



. 
class C utilities (500 to 2,000 connections) are approximately· 
1.3 times more risky than larger utilities . 

. 6. On the average, Class D water utiiitieswait eight 
yc<h's and Class C companies wait six years before seeking general 

rate cases before the Commission. 
1. Branch's survey ShOvlS that rate of customer growth of 

Class A water companies is 6 to 18 times greater than that of 

class C and class D companies. 
8. Small water companies generally have a smail rat~ 

base, because plant has been financed by developer contributions 

or has been depreciated. 
9. For small water utilities with a small rate base, the 

risk is in operating expenses rather than cost of capital. 
10. Water utilities now are permitted to recover up to 

50% of fixed costs in their service charges. 
11. Class D util1ties are characterized by high operating 

expenses per customer, in contrast to larger companies, becAuse 

of diseconomies Of small scale. 
12. Small water companies often serve isOlated rural. 

areas, and owners usually know everyone in the com~unitY. 
13. S1nCe 1981, class 0 companies surveyed by the 

California Water Association failed to earn authorized rate of 

return 89% of the time. 
14. Since 1981, Class C companies surveyed by the 

Association failed to earn authorized rate of return 95% of the 

time. 
15. Average rate of return for 1990 for class D companies 

surveyed by the Association was -1.6%. 
16. Average rate of return for 1990 for Class C companies 

surveyed by the Association was 1.53% for those with fewer than 
1,000 connections and 4.28% for those with 1,000 to 2,000 

connections. 
17. Owners of small water companies criticize the current 

regulatory system as too complex and too time-consuming. 
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18. Owners of small water . con\panies beiieve that, the 
current regulatorysYst'em does .'notallow re'coVi'dyof the true 

~ costs of rUnning a small utility. 
19. Unanticipated: costs, primarily for repair of leaks 

and other equipment, are the major reason that small water 
companies are unable to earn their authorized rate of return.' 

20. Most water co~panies will face increased operating 
costs and significantly increased capital costs in complying with 

new federal and state regulations on water quality. 
21. Water utilities with more than 500 connections will 

pay a one-time fee ranging from $1,275 to $6,375 to cover the 
cost of a state-wide Water Quality Control Pian, pursuant to the 

caiifornia safe Drinking Water Act of 1989. 

22. The Federal Safe Drinking Water Act amendments of 
1986 (Public Law 99-339) require increased testing and increased 

costs of tests for large and small water utilities. 
23. The EPA's new ·surface water treatment rule,· 

effective in 1993, may require a utility to construct a water 
treatment filtration facility at a cost of more than $250,000 if 

it uses non-filtered surface water. 
24. Capital costs of approximately $172,000 are 

anticipated for well-head treatment for organic chemicals like 

DBCP and TeE. 

25. As skill and license requirements rise in connection 

with new water quality regulations, the salarY costs of trained 

personnel also will incr~ase. 
26. Total costs of new DHS contaminant level regulations 

in California are estimated at $51 million in capital expenses 
and $3 million annually in operating and maintenance expenses; 

27. Total costs of complying with new state surface water 

treatment regulations in California are estimated at $449 million 
in capital expenses and $47 million annually in maintenance 

expenses. 
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28. The EPA estimates that-there will be an aggregate 
cost nationallY of $15 billion to comply with 'new Safe Drinking 

Water Act amendments. 
29. A modified Capital Asset Pricing M6deldevised by 

Branch yields a premium on rate of return to reflect increased 
risk. ~he premiUm for Class C is 1.288 and the premium for class 

D is 9.1. 
30. Lack of a process to appeal Branch recorrmendations is 

perceived by owners of small water companies as a reason for not 
appearing before the corrroission. 

31. There are at most three Class B water companies 
excluded from the advice letter rate filing procedure because of 
revenues in excess of $750;000. 

32. DeterminIng management salary and payroll costs to 
include in rates can be the most time-consuming parto! rate 
review because there are few direct pay comparisons in ail area 
served by a utility. 

'33. New or expanded facilities and costs necessary to 
meet water quality standards mandated by the EPA and the DHS may 
double the cost of water provided by small water companies. 

34. Small water companies often are unabl~ to bOrrow from 
hanks because of a history of inadequate earnings. 

35. The operating ratio method of ratemaking calculates a 
margin oVer expenses; rather than focusing on return on net 

investment. 
36. The operating ratio method of ratemaking would 

produce a higher rate of return than cost-of-service regulation 

in only about 20% of small water companies. 
C6r'lclusioris of LaW 

1. As a group, the approximately 200 investor-owned srr~ll 
water utilities in California face a growing economic cri~is that 
threatens their ability to deliver clean, safe drinking water to 

their customers. 
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2. Traditional ~atemaking poli~ies- that are satisfactorY 
for.\.arge \ ... ~ter. utilitie~ are only spo'radically successful"i6r 
class C and Class D water utilities-. ' ' 

3. A majority 'of Class C and Class D water,utilities wait 
six to eight years to file for regulatory review and rate 
adjustment becauSe they regard the l-atemaking process as too 
complicat,ed 'and too time-consuming. 

4. The Commission should permit Class C and Class D water 
utilities that are not now earning authorized rate of return and 
are not nOW subject to test year or attrition year increases to 
file by advice letter for a step increaSe based on the most 
recent consumer price Index. 

5. All Class C and Class D ... ,ater companies should be 
authorized to establish merr6randum accounts to track 
unanticipated costs of repairs necessary fot a utilityi s service 
to customers, and to file f~om time to time for recovery of such' 
costs following reasonableness review. 

6., A generic rate of return reflecting Branch's' 
assessment of risk should be established for class C and ClasSD ' 
water utilities. 

7. The getieric rate of return shOUld range between 13.9i 
and 14.4% for class D ~ater utilities and between 11.6% and 12.1% 
for Class C water utilities. 

8. class D water utilities should be permitted to recOVer 
up to 100% of fixed costs in the service charge portion of their 
rate design. 

9. Class C \-Jater utilities should be per~i~ted to recover 
up to 65% oftixed costs in the service ~harge po~tion of th~ir 
rate design~ 

10. The commission should au'thori ze an appeal procedure 
by which Class B, Class Cand Class D water utilities may appear 
before an administrative law judge to review disputes with the 
commission's staff. 

11. General Order 96-A should be amended to permit advice 
letter rate filings by all Class B water utilities, as well as 
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Class C and D water utilities, reg~tdless of projected annual 
, earnings. 

12. Branch shoUld be directed, at workshop, to dev~lop 
standard guidelines for determird.ng salary and pay~oll costs for 
Class Cand Class D water corr~anies. 

13. Branch should be directed, at workshop,to deVelop a 
simplified information request form for Class C and class D water 
companies for advice letter rate filings. 

14. Branch should be di.rected, at workshop, to deveiop a 
procedure and form to be used by small \.,.ater COiTtpanies to assess 
a facilities fee for new connections, where warranted. 

15. Branch should be directed, at workshop, to deveiop 
recommendations to ¢ncourage availability of low-interest :long­
term loans for capital expenditures by small water utilities. 

16. Branch should be directed, at'workshop, to develop 
recommendations for simplifying the 21':'page data request form 
that sinall water companies are required to complete in seeking 
advice ietter rate review. 

17. Branch should be ~irectedj at workshop, to invite the 
Cali'tornia Water Association to conduct a pilot project to 
further assess the Association's cost-of-service ratemaking 
proposal. 

18. A second round of evidentiary hearings should be 
scheduled, if necessary, to take evidence on any disputed matters 
growing out of the industry workshop ordered in this decision. 

19. The C6rrrnissio~ should to adopt the Association'S 
cost-of-setvice ratemaking proposal. 

20. The Comnission should adopt Branch's proposal for ~n 
operating ratio method of ratemaking as an alternative toreturfi 
on rate base. 

21. rhe Corrrnission should decline at this time to 
establish additional incentives for the acquisition of small 
water utilities by larger companies or by public entities. 
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INTERIM ORDER 

IT IS ORDERED that: 
1. A Class Cor Class D water utility that is not now_ 

earning the rate of return authorized in its most recent rate 
case and 1S not now subject to test year, attrition year or other 
general rate increase is authorized to file once each year by 
advice letter for a rate increase based on the mOst recent year­
end increase in the Consumer Price Index for All Urban ConSUIl'lers 
(CPI-U) announced by the Bureau of Labor Statistics of the U.S. 
Department of Labor. No CPI-U increase will be granted if 
projected revenues from the increase exceeds the rate of return 
authorized in a utility's most recent rate case. 

2. A class C or a class D water utility is authorized to 
establish a memOrandum account to track unanticipated costs of 
repairs necessary for a utility's service to its customers and to 
notify the Water utilities Branch (Branch) by letter when it has 
done SOi A Class C or ~lassD water utility is authorized to -
file by advice letter, or as -part of a general rate case, to 
recover costs recorded in the memorandum account for 
unanticipated repair costs either in rates or in a- one-year 
surcharge when the total cost exceeds 2% of the utility's last 
adopted gross revenues. Costs already reflected in rates or 
recoverable through insurance or other means and costs that with 
reasonable diligence could have been avoided shall not be 
recoverable through the memorandum account. 

3. The rate of return recommended by the Commission 
Advisory and Compliance Division (CACD) for class D water 
utilities is increased from a range of between 10.5% and 11% to a 
range of between 13.9% and 14.4%. Rate of return may be set at a 
level above or below this range if facts so warrant in a 
particular rate case. 

4. The rate of return recommended by the CACD for ClassC 
water utilities is increased from a range of bet\'leen 10.5% and 
11% to a range of bet\'leen 11.6% and 12.1%. Rate of return may be 
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set at a level above or below this range if facts so warrant in a 

particular rate case. 
S. CACD will prepare a memorandum for the· Comnissiotl on or 

before April 1 of each year, beginning in 1993, recommending 
appropriate adjustments to the range of reasonable returns for 
Class C and Class D \'/ater utilities. CACD will consider changes 
in financial markets and substantial changes in operational risks 

by Class C and Class D water utilities. 
6. Class D water utilities are authorized to file to 

recover up to 100% of fixed costs in the service charge portion 
of their rate design. Class C water utilities are authorized to 
file to recover up to 65% of fixed costs in the service charge 
portion of their rate design. Fixed costs include maintenance 
expenses; transmission and distribution expenses; customer 
account expenses, excluding uncollectibles; administration and 
general expense; rent expense; depreciation expense; property tax 

expense, and gross return on investment. 
1. clas~ B, Class C, and Class D wAter utilities are 

authorized to file for infot"mal hearing before an Administrative 
LaW -ludge (AW) to resolve any dispute that may arise iii 
consideration by Branch of autiiity's advice letter filing for 
rate case review. A utility may request such appeal by serving 
written notice on the Chief, Water Utilities Branch, (1) st~ting 
that the utility has, exhausted its administrative appeals to the 
Chief, Water Utilities Branch, and to the Assistant Director, 
CACD, and (2) setting forth briefly the nature of the dispute. 
Within 20 days of receipt, Branch will forward the notice, along 
with a written response, to the Administrative Law Judge 
Division, with a copy to the utility. An assigned AW will 
promptly schedule an informal hearing, without reporter, to hear 
the appeal request. Evidence will be taken under oath, and no 
attorney at law shall represent any party other than himself. 
Within 30 days 6f hearing, the ALJ shall issue a brief 
recommended decision, \'lhich need not contain findings of fact or 
conclusions of law, and Branch shall incorporate that recomnended 

- 53 -



I 190~il-'-03~; I. 8'9-0~-005 AW/GEW/klw"" 

~e~isionin the advice letter~ate resolution that is p~epired­
fOl" considet'atiofi by the ComrnissioiL 

8.' Branch is directed to calculate rates using bOth 
return-on-ratebase and operating ratio methods of ratemaking for 
Class C and Class D water cotnpanies requesting new rates and to 
recommend to the Commissio~ that rate method that produces the 
higher result. 

9. General order 96-A shall be amended to permit advice 
letter rate filings by all Class B water utilities, as well as by 

Class C and Class D water utilities, regardless of projected 
annual earnings. General Order 96-1>., Section Vl., third 
pa~agraph, is amended to add an additional sentence as follows: 

Any utility or district of a utility may request 
authority for a general rate increase by an advice 
letter filing if the projected annual operating 
reVenues, inclUding the requested increase, are no 
greater than $750,000. This reVenue limitation dOes 
not apply to Class S, Class C, or Class D water . 
utilities. This reVenue limitation does not apply to 
the exchange telephone utilities. 

10. Branch is directed within 75 days of the effective 
date of this order to conduct a one-day or two-day small Water 
Utilities Workshop on the subjects set forth below and, within 90 
days '6f~fthef'effectiV~' dil"fe'·of ithis order, issue a ,,:ritten report 
on res'ults of the 'work~h'6t, to'-be distributed to all parties and 
to the ~ssigned ALJ. Workshop topics are: 

(a) Develop a recommended procedure by which water 
_. IfJ!.~tili~ies with fewe~ than 2,000 s~ryi~e conn~cti6ns 

\ "\'" . ,. ",_!;,~ may f~le .f()~. a.sse,ssm~nt for. a fael~l~leS fee for new 
I. ,:{. ~~.:~; .~:,;;;f:~,~~~~ti?~~::~~\ ~o~l,>llance With DeCiSl0n 91-04-068. 

. /: (b) ',QeY,elop a recorrroencl~d guide for determining 
, 're~sonable amounts of salary and payroll for Class C 

, . \ ' /a'I\(1' class D ",'ater utilities. 

>\, (e): ~/.p~veloP r~commendations for the Corrroission to follo'd 
"/.-"',fI;,.,'to'encourage low-interest long-term loans for small 

, .i II ~ \ \~ater utilities laced \rlith constructing or renovating 
facilities to comply with new federal and state water 
quality standards. 

(d) Develop recomuendations for revising and simplifying 
the 21-page data request form that small water 
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.. util1tles at~. required to complete in seeking advice 
. 'l~tt·er rate review. 
'consider and.report on any reconunendatlon by the 
california water Association (th. AdS6oiati~n) "Or 
other parties to conduct a pilot projeot,with respect 
to the Assooiation's cost-of-service form of 
tate~~kirtg for class c and Class 0 ~ater uti~itle.j 

11.' :The assigned ALJ shall schedule and conduct a hearing 
within 4~days of receipt 'of sranch's written report on the small 
Water utility' Workshop to,receive evidence on theworksh6p topics 
set forth aboVe And to prepare a proposed order for consideration 
by the c6nimisslon. 

This order becomes effective 30 days irom today. 
oatEici March 31,1992, at san Francisco, california. 

DANIEL Hm. FESSLER 
President 

JOHN B. OHANIAN 
PATRICiA H. ECKERT 
NORMAN D. SHUMWAY 

N 

commissioners 

I CERnfYTHA'r nils t?ECISfON 
WAS APPROVED BY TH~ ABOVE 

COMMISStONi:I?$ TODAY 
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APPENDIX Is. 

. List of Appeatancea 

RespOndentsi Martin Abramson, for Park Water company; Phil E. 
Guidotti; for Armstrong valley Wate~ Company and Rancho Del 
Paradiso Water CompanYJ Earl Harr, for Madden Creek water . 
company; Fred R. Meyers I for San Jose Water company; Dlmiel D. 
Rogina, for R6gina Water company; Inc.; Charles }{; Smith, for 
Sierra City Water Works; Inc.; and John J. Gibbons and R. T. 
Adcock, for Toro water Service, IncorpOrated. 

Interested Partiest Michael D. Moynahan, for Metropolitan Water 
District; Messrs. NOssainant Guthnarj Knox &: Elliott, by William 
T. Bagley, Jose E, Guzman Jr., Attorneys at Law, And Juan 
Gornejo, forcalif6rnia Water Association, Matthew T. Nussbaum, 
for Spectrum Economics; and Reed V. Schmidt; for Bartle NeIls 
Associates. 

water Utilities Branch-and Division 6f Ratepayer Advocates! Izetta 
Jackson, Attorney at Lint; Robert E. Penny, Terry Mowrey, and 
William Thompson. 

commission Advisory and compliance Divis!6naCherrie Cortner. 
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