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Lloyd E. Rigler, individually,
and Lloyd E. Rigler as executor
of the estate of Lawrence E,
Deutsch, deceased,

Case 10757
(Filed June 15, 1979)

Complainants,
vs.

Laguna Hills Water Company, a
corporation,

Defendant.
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Holstein Industries,

Complainant,

- Case 10764
(Filed July 30, 1979)

vs.
Laguna Hills Water Company,
Defendant.

Application of LAGUNA HILLS
WATER COMPANY £for an interpre-
tation of, or a deviation from,
the Commission's uniform main
extension rule.

Application 59023
(Piled July 26, 1979)

Application of LAGUNA HILLS

WATER COMPANY to incur a long-
tern debt in the principal amount
of $1.4 million and to service
such debt through a surcharge on
its rates and charges for water
resulting in an increase in appli-
cant's rates and charges Zfor
water.

Application 59032
(Piled July 30, 1979)
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Application of LAGUNA HILLS
WATER COMPANY %o deviate from
the provisions of the uniform
main extension rule.

Application of LAGUNA HILLS
WATER COMPANY for a deviation
from the Commission's uniform
main extension rule.

In the Matter of the Application
of LAGUNA HILLS WATER COMPANY,
for nodification of Decision No.
91236.

Application of LAGUNA HILLS
WATER COMPANY to deviate £from
the provisions of the wniform
main extension rule.
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Application 59051
(Filed August 7, 1979)

Application 59748
(FPiled June 20, 1980)

Application 58861
(Petition filed October 30, 1980)

Application 60149
(Piled December 17, 1980)

(Appearances are listed in Appendix A.)
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DECISION CN APPLICATIONS 58861,
59022, 59051, 59718, AND 601L9

I. GENERAL

Backaground

In recent vears Lacguna Hills Water Company (LAWC) has
suffered a severe liquidity deficiency. Of the combination of
factors respousible for this deficiency, which is a result of
unnet demands placed on LHWC's cash flow, the predominant ones
are:

l. The large share of LHWC's utility plant
financed by advances under the main
extension miles

Rapid occupancy of subdivisions and
other developnments in LEWC's service
areas

Numerous increases in respounse to LEWC's
rapidly rising cost of purchased water

and its other cost increases making the
refund provisions of the main extension
rule far more onerouws than intended: and

4. LEWC's undercapitalization and its
inability to obtain externmal financizng.

In the general rate proceeding phase (Application (A.)
58440) of the originally consolidated matters (A.58440 and Cases
(C.) 10578, 10595, 10604, 10605, 10606, 10607, and 10610) we
issued two interin decisions. In Decision (D.) 90006 dated
Februaxy 27, 1979 we found that LIWC was confronted bv a finan-
cial emergency and authorized an interim increase in rates. In
the second iznterim decision (D.91915 dated June 17, 1980) we
resolved the rate case issues other than fair rate of return.
Instead of making a f£inal determination on the latter issue, we
established a provisional rate of return for LHEWC pending further
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hearing. This was done because the fair rate of return issue was
inextricably linked to the outcome of the then newly £iled A,.59023,
A.59032, and A.5905]1 by which LHWC was seeking to alleviate its
€£inanc¢ial probdlens.

Furfher Congolidations ané Hearing

Before hearings were resumed earlier this year, the
nunber 0L consolidated matters doubled. TFormal complaints were
inereased Srom 7 to 9 (C.10757 and C.l0764 heing added), and
applications were increased £rom 1 *o 7 (A.59023, A.59032, A.59051,
A.5886), A.59748, and A.60149 beinc added). LHWC's serious finan=-
cial condition affects all of the 16 consolidated natters.

Since the issuance of the second interim decision (D.9191S,
supra), public hearings were held January 26-30, 1981 and Maxch 11-13,
1981 in Los Angeles before Administrative Law Judge Main. On Maxch
13, 1981 A.588861, A.59023; A.59051, A.59748, and A.60149 were sub-
mitted pending briefing.

Opening briefs were due 20 days feollowing the later of
the £iling of transcripts or the service on the »arties of a letter
from LHWC regarding (1) the results of an application to United
Californmia Bank (UCB) for a loan of $500,000 and (2) the intent
of LEAC to issue stock through LHWC's parent corporation, Laguna
Hills Utility Company (LHUC), to LHUC's principal shareholder to
raise $500,000. On Maxrch 26, 1981 that letter was served upon
parties. The transcripts were filed Maxch 24, 198l. Opening
briefs were mailed for £iling by April 15, 1921 and reply briefs
by April 30, 1l98l1.
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The other consolidated matters were not submitied at the
conclusion of the Maxch 1981 hearings. The resolution of these
remaining matters will depend upon the determinations made in this
decision on the 5 applications submitted and upon the outcome of
the Zoregoing debt and ecuity financing proposals totaling $1
aillion.

Strnar of Decision

This decision »rovides a basis for resolving the finan-
cial difficulties of LEWC. The cecision:

1. Stabilizes, iz response to A.59023, future
in=tract main extension refunds on currently
outstanding contracts oy basing refunds on
constant rate (Jazuwary 1, 198L) levels Zfor

ter service, thereby naking the refunds
independent of the continuing tepward spi-al
in the cost of purchased water:

Tretches out, by granting A.590S51, A.59748,
and A.60149, the period for refunds on special
facilities which have recently come on lize,
or which are azout to come on line, making
the timetable for the refunds zanageadle; and

Provides for, in conjuncition with separate
decisions to he issued concurrently with this
decision, mere acdegquate capitalization through
authorizing LIWC's proposals for additional
debt (A.60490 £iled April 29, 1981) and equity
(A.60491 £iled April 29, 1981) £inanecing.

The decision also resolves the remaining aspects of A.58861.
In that application LEWC was authorized by Ianterim D.91236 dated
January 15, 1980 +to issue 3,440 shares of its capital stock to its
parent corporation, LHUC, in order to repurchase and %Zerminate
zmain extension contracts (MECs) held bv LEUC as well as repay
overdue anocunts on those MECs. 32y +this decision, the reguests
for increases in the nunber of shkares of LEWC's stock authorized
v D.91236, supra, are denied.

.
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The formal complaints and the other pending matters in
this consolidated proceeding will be the subject of future decisions,

probably to be rendered upon LEWC's obtaining the new financing
under A.60490 and A.60491.

The Submitted Matters

This decision is determinative of the S applications
summarized below:

A.59023 -« LHWC seeks authority to zepav sums

due MEC holders in a manner different than that
provided for in Section C.2.b. of the main ex-~
tension rule. Rather tharn repayving advanced sums
to MEC holders based upon 22% 0f the prior vear's
revenue £from the extension for which construction
suns were advanced, the application seeks to base
each annual vear's repay:ent upon the revenues
derived from that extension as though the rates
in effect on the date the MEC was entered into
were still in effect. The application does not
seek to reduce the existing contract balances.

The application also seeks, with respect to the
2anner of valuing termirated MECs, a determina=-
tion that in f£ixing 4the maximum contract repurchase
price umder Section C.3.a. of tkhe main extension
rule, consideration shall be giver to the refuncs
required under Section C.2.d. during the 2lst
through 25th year of the MEC.

A.59051 - LEWC seeks authority to repay $1.5
nillion advanced by LPD Associates (LPD) for
special facilities as follows: Rather than
repaving that sum to LPD under the special
facilities provisions of Rule 15, the main ex-
ternsion rule, LHWC nroposes to repay those suns
<o LPD undexr the 22% of revenue Zethod emploved
in Section C.2.b. of Rule 15 provided, however,
that no annual »avment shall exceed 5% of the
original $1.5 million or a cumulative basis.

In eflfect, this application seeks authority to
repay the $1.5 million to LPD in $75,000 per
vear annual pavments for a period of 20 vears.
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A.59748 - LHWC seeks to add amounts presently
overdue on MECs held by Lagura Village, Inc.
(Laguna Village) (plus interest) to the pres-
ently outstanding contract balances of those
contracts and to repay the resulting contract
bPalance over a period of 20 vears from the
dates of execution of the contracts. The re-
payment period would commence on the carlier
of (1) July 1, 1986 or (2) July 1 of the
calendar year immediately following the
calendar year in which LHWC's outs:tanding
MEC balance is equal to or less than 30% of
LHWC's capitalization. Upon commencement of
payments, the amount of each annual payment
will be determined under Section C.2.b. of
the main extension rule (the 22% of revenue
provision) provided that for purposcs of
deternining cach annual payment the water
rates employed shall be those in effect on
January 1 of the calendar year prior to the
calendar year in which the payments commence.
Moreover, the agreement places a ceiling on
each annual payment so that in no instance
will the amounts advanced under any MEC be
fully repaid in a period less than 20 years
following the origiral execution of the in-
dividual MEC.

In addition, A.59748 secks authority to execute
new MECs with Laguna Village. The new MECs
shall be limited to an amount of $500,000.

The repayment of the sums advanced under the
new MECs shall commence at the same time as

the repayments of the sums due uncer the o
older MECs commence (i.e., July 1, 1986 or

July 1 of the calendar vear immediately fol-
lowing the calendar year during which LHWC's
outstanding MEC balance s equal %o or less

than 30% of LHWC's capitalization). Mereover,
the computation o the payment due each year
shall »e the same as that described above for
the paynment of suns due under existing MSCs.
Finally, once payments commence, no annual
payment shall exceed 5% of the anmounts advanced.
Therefore, repavment of the new MECs could

not occur over a period less than 20 years.
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Pinally, A.59743 seeks o convert tke $62,428
mmrefunded balance of a special facilities
contract (S=211) into a promissory note. The
note will bear interest at 10% per axzaum.
With respect to sums presently dute and un=-
paid, interest at 10% shall be computed Ifron
May 21, 1980 to Decexber 31, 1984. With '
respect to suwas whick, but for this applica-
tion, would become due under the provisions
of Rule 15, interest at 10% per anznum shall
be computed from the date those stms are
expected to become due under <the nain exten~
sion rule throuch Decemker 31, 1984. The
£all azmount of the principal and accrued
interest on the note is due and payable on
Decerer 31, 1984.

A.60142 - LEWC seeks <o execute prozmissory
notes to the Mathis Ranch Land Company (Mathis)
and Warmincton Development, Inc. (Warmington)
in the amount of $386,536.90. LEWC proposes
o repay this sum <o Mathis and Warxzmingtoxn
under the terms 0f these notes rather than
under the special facilities contract provi-
sions of Rule 15. 7The entire advanced azount
will be due on Octorer 1, 19584. Interest at
10% will be paid anzually.

A.58861 - LHWC seeks autlority to issue a
sufficient ntnber of shares of $100 zar value
stock to its parent corporation, LEUC, in order
to repurchase and terminate MECs keld by LHUC
as well as repay overdue amounts on tiaose MECs.

3y Interim D.21236 issved Janwary 15, 1980,
the Comnission auwthorized LEIC Lo issue 3,440
shares of $100 par value stock to LEUC to
wepurchase MECs held »y LHUC. Whether addi-
tional shares should De issued for this
purpose was to be determined after public
hearing.
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‘.

Four of these applications (A.59023, A.59051, A.59748,
and A,.60149) are intended o alleviate LITIC's present cash-Llow
dilemma. A 2-pronged strategy is emploved for that purpose:

l. LENC seeks throuch A.533023 4o reduce its
annual obligation to repay anounts due
wnder the "22% of revenue” provision of
the MECs, which has been 2 predonirant
elenent izn LEWC's licuidity deficiency;
and

LEWC seeXs to shift presently due obli-
cations and obligations which will be due
during the early 1980s <o the later 1980s
or beyvond. A.59051, A_59748, and A,60149
represent LEWC's principal effor+ts in +this
regazd,

Positions of the Parties

Each of the following parties uwrged the unconditional
. granting of tkhe application in which approval of its individzal

agreement with LEWC is sought:

Mathis and Warmincton, parties to “he agreement
With LEAC £or wzich approval is sought in A.60149.

LPD, a parttership consisting of the William Lyoxn
Company, Pacesetter Homes, and Sterling Honmes.
A.59051 seeks approval of an agreement between
LPD and LEWC.

Lacuna Villace, the party to the agreement with
LENC for which approval is sought in A.59748.

LEWC's position is that A.59023, A.59051, A.5974E, and
A.60149 should be approved as filed. Iz additiecn, A.58861 should
be approved with the valuations of LEUC's MECs determined by
exploving 1979 revenues.
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Lawrence T, Solomon, A. L. Levva Trust, Stanlev Sclomon,
Greenville Develooment Companv, Svd Carnine, and Holstein Industries,
complainants in C.10595, C.10604, C.10605, C.10606, €.10807, L.10610,
and C.1076L, and Genersl lDevelownment Commanv, . an MEC holder, all re-
presented by Frederick Sirmons (The Simmons Group), oppose =k
relief sought in A.59023. Professional Cormunity Management, Inc.,
Golden Rain Foundation, arnd Mustwmal Housing Cornorations Inside
Leisure World (PCM) support the granting of A.59023 and A.59051.

QM opposes the granting of A.59748 and A.60149 and supports the
staff position on A,.58361.

Commission staff's original recommendation on A.55023 was
that it be granted to the Ifollowing extent: Iuture MEC paynents
should be based upon water rates in effect ox Janwary 1, 1981 and
azounts presently overdre to MEC holders should be repaid over a
period of 3 vears witk Interest at 12%. After the possibility of

additional finmancing was raised at the March hearings, the stafs
vosition on A.59023 was nodified.

It then became: I£ LEIC is adble to raise $500,000 in debt
and $500,000 in ecquity, the loan should be used to repurchase MECs
and the stock issuance to repay ameunts presently ovexdue on MECs.
I£ a lesser amount of funds is availadle, those funds shouwld he
exploved to repurchase MECs rather than repay overdve amounts.
However, wiether LEWC obtains $1 milliorn in Zinancing oxr some
lesser amount, the s$taff remairs of the view that A.55023 should
be granted to the extent that MEC repavment levels should be based
on the rates in effect on Janwary 1, 1981.
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‘V.

Por A.55051, A.59743, and A.60149,2 sets of recormendations
are offered hy the staff, In the event that LENC is able to obtain
a $500,000 loan and raise an additionmal $500,000 throuck the
issvance of equity, the staff recommends the granting of A,59051,
A.59748, and A.60149 as Zfiled, with one exception. As the excep-
tion, the staff recommends that the refunds on $500,000 iz new
MECs undexr A.59743 commence not earlier *han July 1, 1986.

In the event that LHWC Iis unable to obtain both debt
and equity funding in the amounts specified, the staff position
with respect +o A.55743 and A.60149 reverts to that set forth in
Exhibit 42 (i.e., the unrefuncded balance of $62,428 in the special
facilities contract (S-21l) referenced in A.59748 would be con=
tributed to LHWC rather than converted to a promissory note; tke
$386,000 note for which approval is sought in A.60149 would be
reduced %o $300,000 with the $86,000 difference becoming a con-
tribution), and with respect to A.59051 reverts to that set for:h
in Zxhibkit 63 (i.e., the repaymeant period for +the $1.5 nillion
is reduced Zzom 20 to 10 years and the first armual payment Lecones
due in 1985 instead of 1981).

The staff position in A.58861 is that LEWC should not be
authorized to issue stock additional to that already authorized to
conpensate LEUC for the ternination value of the MECs it held.
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II. 1984 REFDXANCING

In assessing LHWC's present financial difficulties and
the remedial measures regquired, it is inmportant also <o have 1934
as a focal point. In 1984 LHWC will have to refinance its Series
A first mortgage bonds. The Series A bonds have a balance of
$999,300 and are due October 1, 1984. In addition to the Series A
Sonds, LHWC will have to refinance in 1984 $452,367 in notes
payvable if A.59748 and A.60149 are granted and the $500,000 loan,
now contemplated from UCB, if obtained.

The few vears remaining antil 1984 are critical. During
this period LEWC should develop a record of not only meeting its
obligations when due but of adequate earnings, cash flow, and
interest coverage, which are the essentials to carrying out th
1984 refinancing.

Pacific Mutual Life Insurance Company (Pacific Mutual)
is the lender or the Series A bonds (as well as LEWC's Series 3
bonds, presently having a balance of $1,365,000 but not becoming
due until 1991). According to the staff witness, Pacific Mutual
has zmade iknown that it views the present high level of LHWCt's MEC
refunds and the effects of inflation as causes <or serious concern,
presunably with reference to its potential role in the 1984
refinancing.

III. THE CASE-FLOW DEPICIENCY AND ITS CAUSES

At December 31, 1980, LHWC was in default under MEC refund
obligations aggregating 5512,000:3/ advances for construction,
including the overdue refuzds, were $3,955,674, or30 .2% of net
utility plant; and net utility plant was $13,090,34l. Moreover,

1/ Exclusive of the refund obligations which led to A.59051 (LPD
contract) and A.59748 (Laguma Village contract).
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$3,195,201 of the net wvtility plant was £inanced by contributions
in aid of construction, which provide neither earnings nor cash
flow as thev are excluded £rom rate base and depreciation expense
in the determination of rates. In light of the nortions financed
by advances and contributions, it is seen that less than one-khalf
of the net utility plant is Sunded by debt and egquity capital.
The primary cause of the cash-flow deficiency is LEWC's
burgeoning annual refund obligation on the advances for construc—
tion. Under the main extension rule re<unds of advances for
in-tract facilities are based on 22% of gross revenues received
from the developnent served by the extension, and refunds .for
special facilities are made on a pro rata basis as the wnits of
the development served by the special facilities are occupied.
Under the "22% of revenue" provision (Section C.2.b. of
the rule) LHWC's MECs are projected to be repaid over an average
veriod of 14.2 vears rather than 20 years nominally contemplated
by the rule., This speedup in the refunding is a product of
numerous rate increases, nostly in response to rapid increases
in the cost of purchased water. However, while LEWC may recover
the increased costs of water on a dollar~for-dollar basis throuch
the purchased water balancing account, that balancing function is
neither intended =nor does it operate to authorize an increase
in net operating revenues. Thus, net oﬁeratinq revenues sinply
do not grow along with LEWC's MEC repayment obligation.
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Similarly, LIWC caznot generate sufficient funds througk
depreciation to meet the MEC payment, since the life of the asset
Puilt with the funds obtained from an MEC is substantially longer
for depreciation purposes than the repayment period of the MEC.
The furds to meet the MEC repayment obligations must then come
from an infusion of capital or out of net operating revenues,
which are normally employed to meet sinking fund and interest
obligations on outstanding long-term debt, replace existing plant,
and in the case of some utilities, dut not LFEAC, pay dividends.

The pattern of growtk in "22% of revenue” refund obliga-
tions of LEWC under the present rule is shown in the tabulation
below. Refunds are accrued during the revenue vear shown and are
payable in the following year.

Refunds
Revenue Year (22% of Revenue 3Basis)

1977 Adsusted $176,227

1578 * 186477

1979 Estimated 250,000)

1980 302,600)

1981 " 337,500 .
losz " 3287000) HiRit 33
1983 " 3197200)

1984  * 3307300)

Under Section C.2.c. of the main extension rule, refunds
of advarnces for special facilities are determined on a per-unit-
served basis as follows:

v, ..the amount so advanced shall be divided
by the number of lots to be served by the
special facilities. This advance per lot
srall be refunded for each lot on whickh one
or more bona f£ide customers are served by
those facilities.”




A.58440 et al. ALJ/EA

As a newer, fast-growing utility with less than one-hals
of its net utility slant Zunded by dedt and equity financing, LEWC
has found the special facilities refund provisions particularly
burdensone. 'Applying that refurnd requirement to the developnments
invélved in A.59051, A.59748, and A.60149 is illustrative of this
burden: The rule regquires that LPD's $650,000 advance be repaid
over a S5-year period with the bulk of the repayments due in a 4~
vear period; the bulk of the $65,000 due %o Laguna Village would e
due within a 3-year period; and the $386,000 advanced by Mathis
and Warnington would be due over a 4-vear period with over $300,000
of that sum cdue prier to 1981.

IV. CASE-FLOW PROJECTIONS
In this proceeding projections of LHWC's earnings and cash
£low have been made for a nunmber of different scerarios. In Ix=-
hibits 63, 64, and 65 the projections are for the period 1981 through

1990 under 6 scenarios. The earnings projections assume that
attrition will be limited, through +timely rate relief, to ozme-half
0f 1% in authorized rates of returm. In projecting the authorized
rates of return, the return on equity is held constant at the
presently authorized level of 12.85%, while rate of return itsels
can otherwise vary to accomnmodate changes in capital ratios and
cost of debt.

The starting point of the cash~flow projections is the
cunulative cash deficiency at December 31, 1980. This initial
deficiency ranges Srom $229,700 (Zxhibit 63, Table IIIB) %o
$1,168,400 (Exhibit 63, Table IB), deperding on the scenario.

The scenarios are:
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Exhibit 63, Table IB - No Deviation From Main
Extension Rule (i.e., denial of A.59023, A.59051,
A.59748, and A.60149).

Exhibit 63, Table V3 - Limited Deviations Fron
Main Extension Rule (i.e., approval of A.590S51,
A 59748, and A.60145 and denial of A.59023).

Exhibit 63, Table II3 - LEWC-Proposed Deviations
From Main Extension Rule (i.e., approval of
A.59023, A.S9051, A.59748, and A.60149).

IXhibit 63, Table IIIB - Stafs-Proposed Deviations
From Main Extension Rule. “This projection is to
reflect the assuption that main extension refund
Pavments will be frozen at tariff rates in effect
at Januwarv 1, 198l. Currently overdue main exten=-
sion refund payments will be deferred with interest
at 12% to be paid in five equal annual installments
begimning in 1981. Refunds for 1980 and subsequent
years will be repaid as they become due. Special
facilities contract amounts are reduced."

Sxhibit 64 -~ $350,000 Loan to Pay Overdue MEC
Refunds; approval of A.59051, A.59743, and A.60149;
and approval of A.59023 to the extent that MEC
refund payments will be based on revenues computed
at tarifs rates in effect at Janmuvary 1, 198l.

Zxhibit 65 - $500,000 Loan to Buy 3ack MECs:
approval of A.59051, A.59748, and A.60149;
approval of A.595023 to the extent that MEC
refund pavments will be based on revenues con=
puted at tariff rates in effect at January 1,
1981l; and overdte main extension refund payments
will be’ deferred with interest at 12% to be maid
in 5 ecqual annual installments beginning in 1981.

Sxhibit 65 Modified -~ Same as Exhibit 65 above
except cumulative cash deficiency at Decenmber 31,
1980 is recast to be consistent with Exhibit 63,
Table IIIB.




A.58440 et al. ALJ/EA

In part A of the comparative s ies tabulated below,
the cunulative cash-flow deficiency at December 31, 1930 under each
0f the 7 scenarios is developed and ia part 3 the results of the
projections under the 7 scenarios through 1984, a critical vear
because of refimancing, are shown.

A - Development of Cumulative Cash-Flow Deficliency

at December 31, 1980
(Dollars in Thousands)

1980
Cumelative Net Cumulative

Deficiency Cash Deficiency
Scenario ' at 12/31/79 Adiustments Plow ar 12/31/80

W) Z) @) GIel2)+(3)+a)

)
Exhibit 63, Table I8  $(767.2) $90.3%  $W91.5)  $U1,168.4)
Exhibit 63, Table VB $(767.2) s49.7%  sG5.00  ses73.L)

Comment: Comparing the above 2 scenmarios iadicates cumulative
deficiency at 12/31/80 would be reduced by $1,168.4 -
$573.1 = $595.3 1f A5905L, A.59748, and A.60149 are
approved.

Exhibit 63, Table IIB  $(767.2) $269.1% $(55.0)  $(573.1)
Exhibit 63, Table ILIB  $(767.2) §552.5%/ $(55.0) $(229.7)
Coment: The staff proposal to defer curremtly overdue main
extension refund payment (Exhibit 63, Table IIIB)

would reduce the cumulative deficiency at 12/31/80

by a further $412.1 (L.e., $573.1 = $229.7 + $68.7 =
$412.1).

Exhibit 64 $(767.2) $249.1%/ $(55.0) $(573.1)

Exhibit 65 $(767.2) 5249.1% $(55.0) $(573.1)

Exhibit 65 Modiffed* $(767.2) §592.5%/ $(55.0) $(229.7)
(Red Figure)

8/ Partial payment on overdue MEC refunds made in 1980.

b/ Note a/ above plus $158.8 reflecting approval of A.5905L, A.59748, and
AL60149 which was included in cumulative deficlency at 12/31/79.

&/ Note b/ adove plus $343.4 balance of overdue MEC refunds included in
. cumulative deficiency at 12/31/79.

* Modified to accord same treatment to $343.4 balance of overdue MEC
refunds included in cumulative deficiency at 12/31/79 as that given
it in Exhibit 63, Table IIIB.

«19-
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B - Results of Cash-Tlow Projections
(Dollars in Thousands)

Cash Flow
Net or
Scenario Curulative 1981 1982 1983 1984
Exhibit 63, Table IB Net for Year 3163.4 $(10.7) $34S5.1 $417.1
Cumulative $(1,005.0) $(1,015.7)  $(670.6) $(253.5)
Exhibit 63, Table IIB Net for Year $298.3 $358.6 $405.4 $384.9

Exhibit 63, Table IIIB Net for Year $212.3 $131.5 $225.6 $252.7
Cuulative $C17.4) $1l4.1 $339.7 $592.4

Exhibit 63, Table VB Net for Year  $287.0 $188.1 $262.3 $264.2
Cumulative $(286.1) $(98.0) $16443 SL28.4

Txhidit 64 Net for Year  $253.3 ,  $129.7 $226.0 $301.5
Cumulative $30.2%  3159.9 $385.9 $687.4

Sxhibic 65 Net for YearY $282.1 $127.3 $203.2 $29..3
Cumulative $(222.3) 5026.3) §245.6 5608.6

Exhibit 65 Modified* Net for Year $282.1 $127.3 $203.2 $294.3

Cumulative $52.4 $179.7 $382.9 $677.2
(Red Figure)
&/ Cumulative deficlency at 12/31/80 $(573.1)

Bank loan to pay overdue MEC refunds 350.0
1981 net cash flow 253.3

Cunulative net cash flow at 12/31/81 $ 30.2

b/ Understated by $68.7 each year because installment payment on overdue
refunds already reflected in cumulative deficiency at 12/31/80.

* Cumulative deficlency at 12/31/80 of $229.7 consistent with Exhidbit 63,
Table IIIB.
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In part A of the above +tabulations, it was noted <hat
the §1,168,400 deficiency at December 3L, 1980 would be reduced
by $595,300 if A.59051, A.59748, and A.60149 are approved. It
was also noted that the deficiency would be further reduced by
$412,100, or to $229,700, under the staff proposal (Exhibit 63,
Table III3) to defer payment of currently overdue refunds and
provide for the repayment of that obligation in 5 egual install-
nents beginning in 198l1. A similar result was obtained in
Ixhibit 64 where, instead of the deferral, a $350,000 bank loan
provides funds to repay the overdue refunds (i.e., the $573,100
cumulative cask deficiency at December 31, 1980 under the Exhidit
64 scenario adjusts to $573,100 - $350,000, or $223,000, upon
giving effect to the loan).

Comparing the projected results in part B of the above
tabulations for the Ixhibit 63, Table IIB scenario with either the
Exhibit 63, Table VB or Tadble IIIB scenarios gauges the impact on
cash flow of LHWC's A.59023 proposal of basing prospective refunds
on the rate level in effect at the time the MEC was executed: In
relation to Exhibit 63, Table V3, which reflects denial of A.59023,
the projected cumulative cash f£low by the end of 1984 is $709,800
greater in Exhibit 63, Table IIB; in relation to Exhibit 63, Table
IIIB, which reflects basing MEC refunds on rate levels in effect
Januwary 1, 1981, tkhe projected cunmulative cash flow by the end of
1984 is $281,700 greater in Exhibit 63, Tabkle IIB.
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In the scenarios of Exhibits 64 and 65, the projections
reflect outside financing being applied to paying overdue refunds
and to buying back MECs, respectively. The Exhibit 65 projections
can also serve as a guide in approximating the inpact of LEWC's
current proposals to obtain a $500,000 loan and %o issue $500,000
of capital stock on its cumulative cash flow or working capital.
The approximation is:

981 1982 1983 1984

————

Sxhibit 65 Cumulative Cash Flow  $(222.3) $(26.3) $245.6 8 608.6
Adjustment for $500.0 Stock Issue 500.0 SQ0.0 500.0 500.0

Resultant Cumulative Cash Flow $ 277.7 $473.7 $745.6 512108.6

{Red Figure)

V. UNDERCAPITALIZATION
The submitied matters (A.59023, A.59051, A.59748, and
A.60149) address LHWC's £financial problen as it relates to:

1. Stabilizing frture in-tract nain extension
refunds on curreatly owistanding contracts
by basing refunds on constant rate levels
for water service in order to avoid the
continuing upward spiral in refund obliga~-
tions resulting f£rom the increases in the
cost of purckased water anéd other expenses;
and

Stretching out the period for refunds on
special facilities which have recently
come on line, or which are about to Come
on line, to make the tinmetable for refunds
manageable.

The submitted matters do not address LHWC's undercapitalization.
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Although more debt and equity capital are essential
both to having adegquate working capital and to improving a capital
structure presently containing about 50% advances for coastruc-
tion, obtaining funds in either form appeared unlikely until verxy
recently. In fact, the staff report (Exhibit 42), which was
presented during the January 1981 hearings, stated:

“Because of inadecuate cash flow and LEWC's
inability to meet its obligations as they
becone due, the utility £inds itsel® in a
‘Catch 22' situation, i.e., to solve its
present financial problens, the utility
needs nassive sums of new capital, but
lenders are unwilling to loan additional
funds because of the utility's precarious
financial condition. With its parent com-
pany stock presently selling at one-third
of book value, the utility is likewise un-
able to raise additional equity capital.
(The parent company stock is the only
publicly traded stock.)™

However, as the January hearings progressed, it became
clear that LHWC's financial statements for 1980 would show sube
stantially inproved earnings and a reduction in +he working capital
deficit, making a renewal of efforts toward obtaining outside
financing appear worthwhile. In due course, LEWC's financial
statenments showed the anticipated improvement: Net income Zor
1980 was $533,779 and the working capital deficit was reduced
from 81,214,360 at December 31, 1979 by $658,396 to $555,964 at
December 31, 1980. The latter improvement was attributable, in
large part, to $452,367 iz notes payable under the renegotiated
main extension and special facilities contracts in A.59748 and
A.60149, which are yet to be approved, being accounted for in 1930
aé long~-tern debt.
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Before the March 1981 hearings, the staff urged LHWC to
renew its attempts to secure outside financing. As a result, LHWC's
vice president-controller Saxai testified at those hearings that
LEWC had applied to UCB for a $500,000 loan and that in the event
the loan application to UCB was denied, the principal shareholder
of LHWC's parent corporation, LHUC, would consider providing
$500,000 in ecquity funding through the parent corporation. Sakai
stressed that funding from either of these two sources would
largely depend upon the results of this proceeding in that LHEWC's
loan application to UCB was premised specifically upon (1) approval
of the staff position in A.59023, (2) granting of A.59051, A.59748,
and A.60145 as applied for, and (3) tizely incorporation of both
the promissory notes referenced in A.59748 and A.60149-and the
debt to UCB into LHWC's capitalizétion structure for ratemaking
purposes.

In this testimony by Sakai the staff saw a possibility of
obtaining $1 million in extermal funds to further alleviate LEWC's
financial problems. In that vein staff witness Nagac testified that
a stock issue of $500,000 could be used to pay the overdue main
extension refunds and that $500,000 of debt money, if obtained,
could be used to buy back MECs outstanding. EHe further testified
that, if the $1 million iz additiormal financing is obtained, the
staff recommends the complete granting of A.59051 and A.60149 and
the granting of A.59748, provided that repayment under the revised
agreement does not commence before July 1, 1986,




...
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Cn Apxril 29, 1981 LEWC filed:

A.60490 for authority €o incur a long-term
indebtedness of $500,000: and

A.60491 for authority to issue 5,000 shares
of its $100 par value common stock.

With the aboeve 2 Zfinancing applications supplementing
the submitted applications, the principal components of an adecuate
solution to LHWC's Zinancial problems are now in place. We will
therefore tura to an examination of the opposition by The Simmons
Group to the A.59023 component of the solution, which is %o be
followed by an examination ¢f the opposition by PCM to the A.59748
and A.60149 components. Later in this decision there will be a
discussion of the financing applications in some depth.

VI. A.59023

Under Section C.2.b. of the main extension rule, refunds
are made to each MEC holder based upon 22% of the prior vear's
revenue from the extension for which comstruction sums were
advanced. 3y this application, LHWC seeks authority to deviate
from Section C.2.b. in order to base each vear's repaynent upon
the revenues derived from the extension as though the rates in
effect on the date the applicable MEC was entered into were still
in effect. The application does not seek, however, to recduce the
existing contract balances. The Commission staff supports a
modified version of the deviation. Under the staff modification,
repayments on existing MECs would be based upon water rates in
effect on January-l, 1981 instead of those in effect at the time
the MEC was entered into.
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Ay

The Simmons Group opposes both the deviation as requested
and }he staff-supported modified version of the deviation, contend-
ing that A.59023 "cannot as a matter of law be granted as to any
MECs entered into before July 26, 1979", the date of £iling of
A.59023. Section A.8. of the main extension rule, which was cited
in the application as the authority under which the relief is
sought, appears to underly this contention on what is not lawful.
Section A.8. reads:

"8, Interoretations and Deviations

In case of disagreement or dispute
regarding the application of any pro-
vision of this zule, or in circumstances
where the avmvlication of this r:le
aopears unreasonable to either party,
the utility, applicant or applicants
DAy refer the matter to the Commission
for determination." (Emphasis added.)

Apparently, it is the view of The Simmons Grouwp that
Section A.8. cannot apply to existing MECs. Clearly, this view is
too restrictive to e tenable even as a procedural deficiency. It
fails to recognize that (1) the rule itself is made an integral part
of, and attached to, each MEC and (2) each MEC contains the Commis-
sion jurisdictional clause which reads:

"This contract shall at all times be subject to
such changes ox modifications by the Public
Utilities Commission of the State ¢f Califor-
nia as said Commission may Zrom time to time
direct in the exercise of its jurisdiction."
The Constitutional Issue

The Simmons Group further contends that the authority
sought in A.59023 would violate the constitutional prohibitions
against impairment of contract and those against the takiag of

property without due process of law.
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The Simnmons Group recognizes +that the Commission, ia the
exercise of its police power, nmay make any reasonakle orders which
affect the "contractral relationshipy between a regular utility and
its users."z/ However, it asserts that the Commission's power
in this regard does not extend to contracts between a utility and
*third party creditors”.

In its veply brief, LHWC responded to tke assertion
concerning "third party creditors* as follows:

"Sy attempting to include themselves within the
phrase 'third party creditors' under such an
analysis, their argument paizts with too broad
a brush. The contracts before the Commission
with respect to Application No. 59023 are not
contracts by which Applicant contracis for
janitorial sexrvices at its office, leases
office equipment, or puzchases tires for its
service vehicles. YNone of the referenced tyve
of contracts are governmed by Applicant's tariffs
£iled with and approved by the Comnissioz.

None of those contracts contain an express
provision stating that they are in fact subject
to modification by the Commission. Main Ixten-
sion Contracts, on the other hand, are (1)
essentially foxr the extension of utility ser-
vice, (2) f£iled as part of the company's approved
tariffs with the Commission, and (3) contain a
standard provision that:

"*This contract shall at all times be
subject to such changes or modifications
by the Public Utilities Comnission of <the
State of Califorzia as said Commission
23y from time to time direct in the
exercise of its durisdiction.’

2/ See, e.g., Lamb v Calif, Water and Tel. Co. (1942) 21 Cal 2& 33,
42; Law v Railrcad Commission (1921) 184 Cal 737; Limoneira Co.
v Railroad Commission (L9.L7) 174 €al 232.
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"The Simmons Group cites no dasis for dis-

tinguishing between (1) the contractual

relationshin between the uitilitv and it

retail commodity customers, and (2) any

other type of contractual relationship

which arises out of, and is prescribed

by, the utility's filed Commission-approired

tariffs., In fact, no 2asis for arziving

at suck 2 distinction exists..."

LEVWC's foregoing response is consonant with the view
expressed by the California Supreme Court oz the nature of main
extensions:

“The extexsion ¢of a water utility's nains
in preparation for the actual cdelivery of
water is no less a mublic tvtility service
+han the water celiver:es «nemselves.

The cost O0f iastalling =ains Zor the cdelia
very 0% water is a part of the cost of the
water deliveries. . ."  {(Cal. Water &
Tel, Co. v PUC (1959) “51 cal an 478, 501.)
(EmphaSls adced.)

The Simmons Group also arcues that "to grant the reliel
recuested by Application No. 59023, without compensating the con-
plaining MEC holders would simply lead %o a mere circuitry of
action--—a series ¢f inverse condemnatior actions, probably in
the form of a class action, to be tried in the Superior Court
of Crange County to recover the diminution in value of the vested
MECs." This surelv would not be the traditional action iz inverse
condemnation that is premised upon a governmental acquisition of
real property without compensation to the property owner.
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Be that as it may, the inverse condemnation is inapplicable
here. The Commission's long-standing juriscdiction to modify »ublic
wtility contracts (see footnote 2) elimirnates any basis for such an
action.

In summary, <he Commission has the authority and the
continuing jurisdiction to regulate the relationship between parties
to a nain extension agreemert. Not only are the verv existence,
substance, and form of that relationship products of Commission
requlation, but the contents of form contracts creating and
defining the scope of the relationship are also prescribed by the
Conmission.

A Proper Zxercise of the
Cormission's Police Power

As a prerequisite to modifving the repayment terms of
a utility's MECs, the Commission should have before it a recoxd

cdemonstrating that (1) serious cash-flow problems exist which
could threaten the existence of the utility; (2) the terms of
the utility's existing MECs conbined with increased rates have

contributed to the problems; and (3) modifving the terms of the
MECs will alleviate those problems.

A $556,000 working capital defieit at December 31, 1980,
$512,000 in overdue refunds on MECs at December 31, 1980, and
the 9 formal complaints in this consolidated proceeding, resulting
from LEVC's £failure t0 pay overdue refunds, clearly demonstrate
LHEWC's perilous financial condition. As noted earlier, the "22%
of revenue" refund provision ¢f the main extension rule plays a
najor role in LEWC's firancial problems. It has contributed
heavily to the irordinate level of LHEWNC's MEC repayment obligations
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through the following combination of factors: LEWC, while a
relatively young water company, underwent rapid growth, exposing
it to hurgeoning main extension refund obligations, made especially
burdensome because of nunerous increases in authorized revenues.
Many of these increases were in response to rapidly iacreasing
costs of purchased water and other out-of-pocket costs. These
cost increases were offset on a dollar-for-dollar basis but, by
virtue of the "22% of revenue" provisiozn, they also caused LHWC's
main extension refund obligations to increase by 22% of the cost
offset revenue increase genmerated in subdivisions served by zain
extensions.

Also as noted earlier, projections under the present rule

indicate:

l. LHEWC's MECs will require payment over a
period of 14.2 years rather than the 20
vears nominally contemplated by the rule;
and

In the vears 19€1 through 1984, refunds
are expected to run fronm $300,000 to
$340,000 per vear, or roughly 40% of
net operatiag revenues.

The impact of granting A.59023 wotld be to extend LIWC's
average pavout time £from the present average of l4.2 years to 21.8
vears and to add a proljected $709,800 to LEWC's working c¢apital by
the end of 1984, the critical year because of refinancizg. The
impact of granting A.59023 to the extent advocated by the staff
would be to extend LHWC's average payout time from the present
average of 14.2 years to 17.4 vears and to improve LEWC's working
capital by a projected $281,700 by the end of 1984.
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¥We have also poi inted out that the £iling of the new
financing applications (A.60490 and A.60491) completed the frame=-
worlk, started by 4 of the submitited applications (A.59023, A.59081,
A.59748, and A.60149), of an indicated solution to LHWC's £inancial
problems. THis new financing is contingent upon approval of the
staff position in A.59023.

Setting other reasons aside, that approval is clearly
essential because it is a :rereqpisite to obtainirng the new finan-
cing. The new financing is necessary if LHWC is to achieve a
degree of financial stability that will emable it (1) to pay
past-due MEC refunds, (2) to zmeet current and future obligations
as they Zfall due, and (3) <o have adequate earnings, cash Zlow,
and interest coverage to put it in a position to refinance long-
term debt and other obligations that will fall due in 1924.

Alnost one-half of LEWC's outstanding MECs are held by
individuals or corporations other than the original develovers who
made the advances. To those holders, basing future repavment
cblications as requested in A.59023 on rates in effect at the tine
the acreenent was entered must seen completely detacked Zfrom the
realities of the marketplace, since the price of an MEC upon being
acgquired probably reflected the most recent refund level at tle
time of the purchase and perkaps some allowance Zfor refunds ine-
creasing in the future because of inflation. Conversely, Zor
those holders to have projected,in quantifying future refund
levels, an escalation iz rates near the levels actually experienced
by LEVC would appear most unlikely. On balance, basing future
refunds on rates in effect January 1, 1981 as advocated by the

stafs, rather than as recuested iz A.59023, is an acdequate and

more approoriate level of relief, We will grant A,59023 to that
extent.
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The remaining aspect 0f A.59023 which we zmust resolve
concerns whetker tle S5-year extension of an MEC refund period from
20 to 25 years, under Section C.Z2.d. of the xule, should apply to
the termination or buyback of MECs by LENC. Tke termiration Zfactors
Zor the Duybacks are tabulated in Section C.3.a. oflthe'rule,
cover the years remaining of the 20-yvear contract period, are
wniforn series present-worth factors at an interest rate of 12%,
and establish a geiling price. Ia this part of A.59023, LEAC
seeks to have the series of terminatiorn factors extended teo cover
the additional S-vear pericd.

In our view, sufficiexnt need zas not been shown to justify
a departure from the ceilinc orice calculated in the manner prescribed
in Section C.3.a. of the =tle. It appears there preserntly exists

sufficiert latitude, because the ceiling orice is estadlished on
present value based oz a 12¥% interest rate, for LEWC to accormmodate
the S-year extension period when negotiating with MEC holders to
terninate their contracts. Notably, the prinme interest rate and
the interest Tate on AA-rated bonds were in the 7% range when the
12% intexest rate applied iz Sectioa C.3.a. of tke rule was
establiskhed (D.75205 dated Januvazy 21, 1969 iz C.5501).

We will not atcthorize a deviation £rom Section C.3.a. of
the main extension rule as reguested iz A.59023 to establish ter-
aination factors corresponding to the S-vear extension of the
contract period.
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VII. A.58861

8y Interim D.91236 dated Januwary 15, 1980 im A.58€61,
LEHWC was avthorized <o issue 3,440 shares of its capital stock *o
its parent corporation, LHUC, in order to repurchase and terninate
YECs held Ly LHUC as well as repay overdue amounts on those
The interiz determination fixing the nuber of shares to be issued
at 3,440 was premised on valuing the terminated MECs at =
celling level mrescribed in Section C.3.a. of the nain extension
rale pending resolution of LHWC's request, parallel %o the one
in A, 59023, to establish termination factors corresponding to
the S-year extension of the contract period. That reguest was
opposed by the staff, Our discussion and deternination set forth
in the preceding 3 paragraphks, addressing the parallel recuest
in A.59023, are equally applicable zere.

There is a Zurther issue coancerning A.58861. Or October 30,

1980 LEVC £iled a petition to medify D.91236, supra, in order to
use 1979 water reverues, instead of those for 1972, in determining
the value of the terminated LEUC MECs. The Commission stasfs ’
opposed the petition, contendiag that the May 14, 1979 £iling

date of A.5886l1, not the January 15, 1980 issuance date of

Interin D.91236, governs the water revenue year to be used (i.e.,
the reventes +o be emploved in determining the valve are, according

to the stafs witness, those fronm the calendar vear immediately
prior to tkhe vear in which A.58861 was filed).
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In ouxr view a proper resolution of this matter should
not turn on which revenue year governs a ceiling orice, especially
where the ceiling price is probably inflated because of the 12%
interest rate used in determining present value. In that light
and giving consideration to the thrust of A.59023, which was
£iled July 26, 1979, to eliminate the burgeoning growth in annval
refund obligations because of rate increases, we f£fail to see any

justification for the issuance of more shares of LEWC's capital
stock under A.58861.

VIII. A.59748

Laguna Village presently holds 5 MECs (R-210, R=247, R=2S53,
R-258, and R-268), together with the special facilities contract
(S~211). Under the terms of the contracts there is presently due
and unpaid approximately $113,000 as of Jaauwary 1, 1981, and the
total amount subject to refund is approximately $408,500.

In an effort both to cooperate with LHWC in addressing
the latter's cash-flow problems and to secure service through new
MECs, Laguna Village negotiated the terms of A.59748. The applica-
tion defers the past-due and future amounts beyond the time of
payment contemplated by the contracts presently held: Undexr the
application, the special facilities contract (S-211) would be
paid in full plus accrued interest in 1985 and the payments on
the MECs would commence in 1986. LHWC and lLaguna Village agree
that under any possible combination of approval or disapproval of
the other submitted applications, the deferment of payments called
for by A.59748 will benefit LHWC,
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As a condition 4o this defer=al, LHNC seeks, as set fortx
in A.59743, approval for an additiomal $500,000 in future MECs t
cover Laguna Village's Tracts 9610, 9611, 9612, and 9613. All oI
the facilities for these tracts, except approximately 60% of those
for Tract 9613, have been installed. 'hen completely finisked,
the estimated costs of these facilities will be approximately
$630,000. Laguna Village has agreed to waive any excess over
$500,000. Refund pavments on these new MECs would not commence
uwntil 1986.

PCM opposes the grantizmg of A.59748, contending that:

"(i) App. 59748 was engendered when Applicant’s

£irancial sitvation appeared much worse to it;

(ii) at that %ime Applicant was gras»ing at any

deferral; and (iii) assuming any implementation

of 59023, 53742 is not iz the interests of the

Company or ratepayers and involves a hichker

'oresent value'. It is a giveaway of $500,000

in new MECs where the facilities are already in

“he ground or being placed therein. . . ."

Contrazyv to PCM's view, the agreement urderlving A.59748
hardly represents a "giveaway" to Laguma Village. As stated earlier,
in return for the $500,000 in rew MECs, Laguna Village agTeed to a
sthstantial deferment of not only amounts presently due Laguna Village
but, alse, additiomal anmounts which would be dge Laguna Village during
vears 1980 +hrouch 1985. It is noted that the present value of
$500,000 in the form of 20 amnual payments of $25,000 degianing in
1986 is approximately $86,000 emploving a 1l4% interest rate.
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To address PCM's contention that approval of A.59748
invelves a hicher present value of refund obligations than its
rejection does, we have summarized below £from Exhibits 373 and
50 the pertinent comparisons of LEWC*s refund obligations on 2
present-worth basis. The present value of LEWC's refund obligation
of $408,577, under the original contracts with Laguna Village, Is
conpared with the presenﬁ value of its refund obligation of
$934,574, adjusted to 3884;574 on a net of investment tax credit
benefit basis, under A.59748. In addition, the present wortl
of LEMC's refund oblication of $408,577 is cast in terms of bdasing
vefunds on rates in effect as of Januaxry 1, 1981, consistent with
the sta<s approach to A.S59023.

Oricinal Contracts
Uaiforn A 59023

Main Inplenented
Extension on

Rule RBasis Staf€ Basis

Total Through
1991 $408,577
1997
2005 ~ $884,574

Present Value

at 10% $282,005 $261,634 $282,142
at 11% 273,549 252,968 255,715
at 12% 265,623 244,971 232,279
at 14% 251,194 230,726 192,828
at 16% 232,429 218,453 161,245
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At interest rates above 1l%, the present value of refund
obligations under A.59748 is less, and sukstantially less at current
borrowing rates, than that of eitker of its countermarts shown for
the original contracts. Clearly, PCM's contention that A.59748 is
nore costly to LHNWC orn a present-worth basis is not borane out.

With reference to PQM's allegation that A.59748 is zot in
the interest of the ratepaver, PCM has once again made a conclusional
statenent without showing just how the ratepaver would be adversely
affected. And once agairn, our analvsis, which €follows, does =ot
bear out PCM's contention.

In Exhibit 63 the ixpact of the approval of A.59743 on
rates, although not shown separately, was izncluded as part of the
combined impacts of A.S9051, A.59742, and A.60149 on rates. In
Tables VA and IA of Ixhibit 63, the cuxulative total gross revenues
of LEWC projected for the ll-year veriod 19280 throuch 1990 were
$70,566,300 with the 3 applications cranted and $71,440,900 with
<heir denial. An exanmination of the work »apers for Table VA
indicates that A.597428 would account for about 25% of the $874,600
reduction in c¢cumulative revenue reguirements over the ll-yvear period.
Such a reduction in revenue requirements as +the result of A.59748
is consistent with a slicghtly lower rate base, one which was

evidenced by the following recapitulation oL projected payvments
to Laguna Village contained in Exhidits 37A and 50:
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Cunuzlative
Cxicinal Contracts
Tniforn A.59023
Main Implemented
Extension on
Year Rule Basis Staff Basis

19€0
1981
1982
1983
1984
19€5
1986
1987
1988
1989
1990

$ 68,378
107,463

150,435

179,623
211,566
246,308
284,617
320,200
350,875
280,679
399,228

$ 68,378
107,463
147,656
171,618
195,520
219,542
243,504
267,466
291,428
310,585
329,129

$ 91,777
91,777
150,041
208,305
266,569
324,833
383,097

In addition %o resulting in a lower rate base, A.59748 will provide
2 reduction in income taxes in the early 19€0s throuch investment
tax ¢redits and accelerated depreciation zade available by »lant

additions financed bv the new MECs.

In the licht of A.59748's (1) providing a deferral of
refund obligations from the. early 1980s to later meriods: (2) havirng
a lower present value than the alterratives; and (3) not imposing
any unreasonable burden on the ratepayer, we conclude that this
application should be granted iz all respects except, as recommenced
by the staff, payment of refunds on MECs skould not commence until
July 1, l98s. '
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IX. A.60149

Iz early 1976 Mathis began to develop a l69-acre parcel
in Laguna Zills Town as the Mathis Ranch. A% that tine, Mathis
alsc segan negotiations with Rossmoor Water Company (Rossmoor),
the predecessor of LENC, for the mrovision of water services to
the property. Mathis was informed by Rossmoor that the facilities
necessaxy to provide water service %o Matkis Ranch would coasist
e 3 beoostexr station and a l6=inch water line. Rossmoor apprised
Mathis that the cost of these facilities would have to be advanced
by Mathis in accordance with Rule 15. It was fursther explained
to Mathis Dotk orally and iz writirg, accoxding to Exhibit 55,
that the advanced cost of the comstruction of the facilities world
2e refunded to Mathis as the »roject was occudnied.

In 2 letter dated May 7, 1975, Rossmoor stated tkat
special Zacilities contract would be prepared and executed at sueh
time as the total cost of the backbone systen had beer determined
and that the special facilities contract amount wotld be paid hack
o Mathis on +the basis of occupancy. It was agreed tihat Rosszoor
would invoice Mathis for 10% of the estimated cost of the facilities.
At suckh tine as bids were received, Rossmoor would inveoice Mathis
the hard costs consisting of labor, material, administrative over-
head, engineering, and inspectionr charges less the amounts
Previously advanced. Upon completion of the work and acceptance
of the facili<ies by Rosszoor, the +otal amount advanced would be
adjusted to actual costs.




During the course of the constructiol of the Mathis Ranch
development, Mathis paid to LHWC $217,353.40 as acvances Sor the
special facilities and comstructed $50,362.50 of special facilities
in Phase 2:

Anmount Date
$ 24,344.00 June 4, 1975
50,102.00 December 16, 1976
712.00 Pebruary 14, 15977
€9,935.00 April 18, 1977
4,697.00 May 27, 1977
67,063.40 Qetorer 12, 1977

Subtotal $217,353.40 v .
50 862.50 (Phase 2 facilities constructed

rotal $TEESTE 50 by developer were completed

December 1977.)

Payments of advances were made on the estinated costs presented bV
IEIC to Mathis. The total amount of $268,215.90 was adjustec to
a fimal audited amount of $273,503.20 in early 1980.

Prior to May 1973, LEWC could have executed a main
axtension contract with Mathis under Rule 15 without obtaining
special Commission authorization. However, ia Mav 1978, the
balances on ousstanding advance contracts exceeded 0% of LEWC's
total capital. Consequently, LHWC could not therealter enter into
new MECs without the specific autiorization of tle Conmmission.
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A letter from LEWC to Mathis dated September 7, 1978
confirmed LENC's inmability to execute MECs without obtaining
special authorization Zfrom the Commission and noted LIIC's severe

rking capital shortage. While confirming that repayment for the
advances made by Mathis was to have been made under the main exien-
sion rule, this letter also served to advance a promesal that the
contract for the special facilities, which would now reguire Com=
mission approval, provide for refunds on the “22% of revenue® hasis
instead of the "per-unit" basis. Ia August 1979 Wa:mihgton Mathis
and LHWC entered into a written agreement under which Warminaton
advanced $113,083 to LEWC in exchange for LHWC's agreement to com-
plete comstruction of the pump station to serve Mathis Ranch.

As developed, the l69-acre Mathis Ranch property consists
of 2 separate commercial areas, an apartment complex, and 3 residen-
tial tracts. On the per-unit basis for refunds, in excess of $300,000
of %the entire $386,585.90 advanced for the special facilities by
Mathis~Tarnington would be due for repayment in 1979/20 anc the
renainder by 1982. TFollowing 2 vears of negotiations, LEWC, Xathis,
and Warmington have arrived at the agreement set Zorth in A.60149.

Under the application, the entire advanced azmeunt will be
converted to 2 promissorv notes duve October 1, 1924. One note will
be executed in faver of Mathis and +the other in favor of Warnmington.
Zach note will nrovide for an annwal payment of interes: only. Tre
notes ave t0 be secured by <the Zfacilities that Mathis-Warnington
have completed and transferred to LHEIC. More speciﬁically, Sv
A.60149 LENC seeks authority to:
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Zxecute a note to Mathis for $273,503.90.
The Mathis note will accrue sizple interest
at the rate of (1) 7% per annum orn $50,000
0f the refund for the veriec Amnril 1, 1979
o Maxch 31, 1920, and (2) 10% per annunm on
$273,503.90 of the zefumd for the weriod
from April 1, 1980 to October 1, 1984; and
IZxecute a note to Warmington for $113,083.
The Warmington note will accruie simple in-
terest at tke rate of 1l0¥ per annum on one
ninetv-second (1/92) of $113,083 of the
refund ($1,229.16) Szom April 1 of that
calencar year following the calendar vear
during which occupancy of each of the last
92 residential wnits located iz the Mathis
resicdential development area to Ogtober 1,
1984 occurs.

PC1 opposes the application, taking the vosition that there
was not a legal agreement between LINC and Mathis-Warniagton effec-
tive under Rule 15 "orior 4o the time LENC became disabled fron
using Rule 15 because of the 50% lizitation." PCY believes that
the entire amount advanced by Mathis-Warmington should be treated
as a contribution. PQI is also critical of securing the »romissory
notes by trust deeds o facilities Mathis-Warnington have completed
and transferred to LHVWC.

In evalvating the facts on this record it becomes clear
+hat:

1. Rossmoor and Mathis acgreed in 1976 that
Mathis would advance the suns Zor the
special facilities under Rule 15.

2. At the tine of the 1976 acreenment, Ross-
a0or could have entered into an MEC
without special authorization from the
Commission. Eowever, K an MEC was zot ¢
be executed until the specific costs of
the facilities were determined.
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Iz May 1972 the advance balances on
outstanding MECs first exceeded S0%
of LHAC's total capital.

Mathis advanced $263,000 prior to LHEWC's
beconing prohibited from using Rule 15,
because of the 50% limitation, without
special auvthorization from the Co=zmission.

The punp station element of the special
facilities project was in the design stace
before May 197¢.

In Avgust 1979, Mathis-Warmington and
LENC entered into a writiten agreexent
o fund the $113,000 bdalance Zor the
facilities contemplated in <he 1976
agreement in order 4o Tave the pump
station completed. AL that time, LHIC
was stbject to the 50% limitation of
Rule 1S5.

A written main extension cozntract was not
executed Sor the special facilities project

prior to the advance 2alances of LEiC's

MECs outstanding exceeding 50% of its <total
capital.

By £iling A.60149, LHENC has acknowledged
its lecal obligation <o refund the $336,000
advanced Zfor the special facilities.

The rate impact of A.60149 is =iaimal. I£
the app»lication is denied and the suls re-
naid wnder Rule 15, makizng then duve and
nayable aliost immediately, those sums
will enter rate base very shortly. If£
the application is granted, the amounts
will be placed in rate base upon execu-
ion of a note.
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t is also evident that the advances made by Mathis

o LEWC prior to May 1972 were reguired €0 be included in the
calculation which determined that the outstanding advance cone
tract balances exceecded 50% of LHWC's total capital. Although
Sy thern most of the funds for the pump s+tation had 2ot been
advanced, this facility was a part of the original comnitment.
It was in the design stace before Mav 1978.

Although a written MEC-Special Facilities between
Rossmoor ané Mathis was not drawn up, the axrangements for the
special facilities project substantively followed Rule 15. Indeed,
if the project had not gualified unrder Rule 15 because properxties
other than Mathis Ranch served by the project were o exceed 50%
of the »roject's capacity, its financing could have beea exclusively
the utility's responsibility, since that is where the responsibility
normally rests for financing backbone plant including »ump stations.

The per-unit basis of refunds and the resultant rapid pavback of
the advance, once the development is zno longer an unecononic one,
bear out the utility's primary role in the financizg of such plant.
In that regard Rule 15, as presently constituted, envisions
refunds, not contributions, once a development is no longer »otentially

uecononic Or speculative:

“The essential function of a water nain extension
rule in the field of large-scale land cevelon-
ments, such as residential subdivisions and
industrial tracts, is to provide a method by
which consiruction o< the necessary distribu-
cion facilities nmay be accomplished with

inimum f£inancial risk to the utility and

its consumers £rom potentially uneconomic
or speculative developments. Once the
development begins to 'may its way', by
vroducing revenues to cover at least the
operatizg and maintenance costs, depreciation
expense and some return on the iavestment

in water facilities, the unecozonic or
speculative aspects of the installation aze
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‘.

dininished to a point at which it may be

said that the rule has served its primary
purpose. In the context of this discussion,
an ‘'unecononic' extension is one where the
Plant investment, including backup plant,
required to provide service to a prospective
custoner night impose an uxndue burden on the
utility's other consuxzers. A 'speculative!
extension is one where there is nc reasonable
assurance that enouch customers will be added
*o justify +the capital expenditure.” (Water
Main Sxteasion Rule - 60 CPUC 318, 320.)

In our considered judgment, A.60149 provides a reasonable
resolution of this situation and shoulé »e cranted. 3Before going
on to other matters, Zowever, we should point out that the concern
expressed by PQM over the securing the 2 promissory notes 2y txust
deeds is unwarranted. This was made clear by LEVC in its reply
orief:

"hile PQM is also critical of the secuxity
provided Mathis-Warmington, Applicant finds .
ne basis for such criticism. The Mathis-
Warmington Acgreement falls cue in 1984. In
the event that Pacific Muttal does 1ot re-
£izance either +he Mathis note or <ze existing
Pirst Mortgage 3onds, a new lendor would be
sought. £ +he new lendor will refinance
both debts (Mathis-Warnington and the First
Mortcace 3onds) then the Mathis lien becomes
extinguished. IZf the new lendor will oxnly
finance the irst Mortcage Zonds, tken that
leador will still bhe provided with ample
security in the form of the senior lien o
all of Applicant's Zfacilities except those
located in <the Mathis development. The
Mathis-Warmincton trust deeds onlv wrovide
for a lien on the facilities in the Mathis
Ranch cevelovment. The remainfer of Appli-
cant's approxizately 515,000,000 in facilities
would be available to secure the refinancing
of the $923,700 halance whkich will be drve to
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Pacific Mutual iz 1984 (as well as secure the

approxinately 51,200,000 whick will represent

the balance, in 1924, on Applicant's Series 3

Bonds).."

X. A.59051

In January 1978 LHNC and LPD executed a $650,000 special
facilities contract for the installation of 2 reservoir, pipelines,
and booster pump stations. Subsequently, it became apparexnt that
the amount required to be advanced bv LPD for construction of the
facilities wotld ¢greatly exceed $650,000. After lengthy negotia-
ticns, LPD and LEWC exeeuted the $1.5 million agreement which is
before the Commission iz A.59051 for approval. The agreexment was
entered into onm August 29, 1979. All facilities are in place and
the reservoir, Xuown as the R-5 Reservoir, is in operation.

Even though the original sum to be repaid was $650,000
and the amount to ke repaid under the new acreement is $L.5 nillion,
the substantial defersal of repayment provided for under this
application represents a reduction in net present value. For
exanmple, employing a 10% interest rate for purposes of determining
net present value, the net present value of $650,000 repaid under
provisions of the original contract is $522,533. Employing that
saze interest rate, the net present value of S1.5 million »aid
over the 20-vear life ¢f the pronosed agreement is $502,153.

When hicher interest rates are exploved for »urpeses of net
Present value, the difference Dectnmes nore pronounced. EZnoployizng
a 20% interest rate, the net present value of $650,000 repaid
under the provisions of the original agreement Is $§475,434. Under
the provisions of the »mroposed agreement, the net present value

of a refund of $I1.5 =illion is $240,212 at the 20% interest rate,
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a reduction of almost 50%. More importan:ily, the new agreement
spreads LHWC's substantial obligations, which would otherwise
arise during the early 1980s, to a 20-year pericd.

This application was essentially unopposed and will be

granted.

XI. THE FTINANCING APPLICATIONS

In A.60490 LEWC proposes to borrow $500,000 £rom UCB for
3% years at a variable interest rate which will be set at about 1%
over the prime rate. The loan will be refinanced in 1984 when
LEWC will refinance its existing Series A bonds. The proceeds
of the loax will be used to repurchase MECs of LEWC from present
holders.

In A_60491 1LHWC proposes to issue 5,000 shares of its
$100 par wvalue common stock. The proceeds f£fronm the stock will be
used to pay amounts overdue to holders of LEWC MECs. Clearly,
approval of A.60491 is essential because of the purpose to which
the proceeds will e put. In addition, however, the stock issue
"should lead to a resolution ¢f the pending formal complaints and
reduce LEWC's working camital cdeficiency by 5$500,000.

Althouch viewing approval of both £inancing applications
as essential, the Commission staff and LIWC maintain tkat in the
event of sufficient financing for only one of the two objectives,

the repurchase of the MECs should prevail:zf Presunably, this is
based on: '

3/ This could prove unwieldwv in that an MEC holder interested in
selling the contract would presumably ke, at least, equally
interested in collecting the overdue refund.
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The repurchase price to be placed on the

MECs will approxinate only 40% of the re-
nayment obligatior that would otherwise
eventuate:

The buyback of MECs will have a generally
favorable effect on rates since rather than
100% of a2 contract balance eventually bew~
coning part of rate dase, only a portion
of that contract balance will enter rate
base vpon a purchase by the utilisty: and

¢

The MEC holders could, through the setting
of an adequate interest rate, be well con-
pensated Zor a delayed repayment, as embraced
in the S~year repayment plan proposed by the

staff (Exhibist 63, Table IIIB), of the over-
due refunds.

PCM disagrees:

"eeoWe see no need for Applicant to 'buy up!’
existing MECS. This present addition to rate
base in lieu of slower year-bv~year additions
is (i) not im the interests of current rate-
payvers and those for some vears to come, and
(11) not needed to solve Applicant's problems.”

From LENC's A.60635 filed June 8, 1981 seeking rate relief,’
we note that the proposed buyback of MECs would modify the test

yeaxr 1980 operating results adopted for LEWC in D,.91915, supra, by
increasing rate base by $500,000 from $5,596,000 to $6,096,000

and gross revenues by $83,200 £from $3,687,800 %o $3,771,000, a

2.26% increase. In akzout 7 years,é/ the crossover point would

be reached.

& 17.4 vears X %%*%%% = 7.04 yeacss

where l7.4 vears is the averace payout pex iod under staff
vroposal to base refunds on January ., 1981 rates, $2,999,000
is LENC's »resently out and*ng MEC contract balance and
$1,215,000 is their repurchase cost at an 18% interest rate.
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Thereafter, rate base and thus revenue reguirements would
becone progressively less with the buyback than otherwise for the
remaining life of the nlant involved. This is borne out by com-
paring rate hase projections in Exhibits 64 and 65, which show
that the crossover occurs in 1987 when without <the buvback, rate
base is $7,369,300 (Sxhibit 64) and with the buyback rate dbase is
$7,325,700 (Exkibit 65). By 1990, these comparative projectiorns
show the rate base without the buvbhback exceeding the rate base
with the buyback by $206,300.

The buvback, of course, would reduce materially LIENWC's
advances for comnstruction, a primary source of its financial
difficulties. Relatedly, it would improve LEVC's dalance sheet,
especially the capital structure, as defined iz the main exten-
sion rule /*...total capital (Cefined...as...capital stock and
surplus, plus debt and advances for comstxuction)'/, by substan~
tially reducing the ratio of advances for construction to debt
and equity capital. A comparison of +<he recorded capital struc-
ture at December 31, 1980, with the pro forma capital structure
at December 31, 1980 developed below, illustrates this inmprovement.
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12/31/80 : 12/31/80
Recorded Transaction Pro Forma.

Advances for Comstruction  § 5,413,758% § (500,000)S $ 4,198,758
| 500 ooo=/
(1,215.000)&

Long-Tern Debt 2,752,767 "500. 0002 3,252,767
Common Stock 1,794,000 500,000 2,294,000
Retained Tarnings 2,050,388 2,050, 388

Total Capitalization  $12,010,913 _§ (215,000) _ $11,795,913
Contributions ,195, ,000= 3,910,201

Advances as ¥ of
. Capitalization 35.6%

2/ Exceeds LENC's balance sheet (Exhibit 43) entries by $1,458,084
representing facilities constructed by developers which were
recorded as advances for construction after December 31, 1980.

b/ Proposed $500,000 loan (A.60490).

. g/ Payment of overdue MECs.
S/ New Laguna Village MECs (A.59748).
&/ Repurchase of MECs.
Z/ Proposed $500,000 stock issue (A.60491).

I£ A.60490 is granted, LEWC will have to refinance the bank
loan along with its Series A bonds in 1984. In the cash-flow studies
made on LHAC in this proceeding (Exhibits 63, 64, and 65), it was
assuned that a 12X interest rate would apply to the refinancing. If
the assumed interest rate for the refirancing is actually obtained,
the repurchase of MECs at a discount rate of not less than 18% (i.e.,
a present-worth valuation with 18% or higher interest) would turn
out to be markedly advantageous to LHWC and its ratepavers.
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While we share PCl('s concern over the inmediate effect on
rate base and rate of return of the buyback of MECs, we must never-
+<heless recognize that at the peak the rate effect on gross revenues is
less than 3%, that it occurs in the first vear, and that after about
7 years the effect of the buvback will be to progressively recuce
the revenue requirement over that which would otherwise be requirec.
With the early vears' rate increase viewed in this perspective and
in licht of the greater than 2 for 1 reduction in future liabilities,
as represented by advances £or construction, we are persuaded that
the buyback will not only strengthen this utility-but is in the
ratepayers'’ ixterest.

We will grant A.60490 and A.60491 by separate decision
o be issued concurrently with this decision.

XII. INTEREST PAYMENTS
Overdue MEC pavments are included in LHWC's Account 230.1,

Anount Due/MEC Refund Acreements, which is a subaccount to Account 230,
Other Current and Accrued Liabilities. Interest accrues oz the over-
due pavments at a rate of 7 percent.

Iz D.91915, supra, overdue refunds were not included in
advances for consitruction to be deducted from utility plant in
deternining rate dase. Accordincly, plant in the amount of the
overdue refunds can be viewed as generating an authorized rate
of return of 11.28% on a 1980 test vear basis, since nid-1980 when
the rates established under that decision became effective.
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In its opening brief The Simmons Group took the position
that "interest should be made payable on all overdue or past-due
installments on MECS since 1978 at the minimum rate of 12% per
annum®, arquing that: The Commission should require LHWC to do
equity if it seeks equitable relief under A,59023; the cost of
money to LEWC exceeds the prime rate: and the Commission may take
judicial notice that over the preceding years the prime rate has
been in excess of 12%.

The Commission has traditionally applied the interest
rate set forth in the Califormia Constitution in connection with
refunds or the award of reparation. That rate continues to be
7% per annum. However, D.91269 dated January 29, 1980 in Order
Instituting Investigation (OII) 56 signaled a departure f£rom this
practice. In that decision the Commission found no longer reasorable
a 7% interest rate on the Inergy Cost Adjustment Clause (ECAC)

balance of electric utilities, the 7% interest level having been
establisbed by the gemeric ECAC decision (D.85731 dated April 27,
1976). ’

In our considered judgment in light of all the circumstances,
a 7% rate of interest should apply to overdue refunds prior to 1980
consistent with the then Commission practice, and ap 11% rate of
interest should apply to overdue refunds post-1979 consistent with
the ratemaking determinations made in D.S91S15, supra.

XIII. REQUEST FPOR ATTORNEYS®' FEES
The Simmons Group asserts that its request for an award
of reasonable attorneys*® fees for its efforts in thig proceeding can
and should be granted. In support of this assertion The Simmons
Group made the following short statement in its opening brief:
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"Oze of the established exceptions to the
familiax xme:;ca“ anc Ca;;:o_“_a ule pro-
nidizing an award oI attormeys' Zees In th
absence o< a statute o* contraes oceuxs
wh 2, by dringing the action, 2 party con-~
-e*s a substantial beneiit on others. This

‘comxon benelit’ Tule has deen _expan ced to
cover cases where, a;.noug“ suit was not Zor-
mally brought on dehall oI a c_ass. the parcy
es.ab‘-sues the rigats of otzers, iIncluding
“on-"one:a:y :zgzbs. See, e.g.., ‘Reiser v.
Del Monte Proverties Co., 605, F.Z& I;SD
(vyca Cix. L9/9). Tze recoxd demomstractes
but Zor actions of these compla-nan:s and
opponernts aad p:o:es:an:s. Laguma Hills
water Company would have suffered the
consequences o its '*so.ve“cy ar;s*“b
its undercapitalization.

The Sizmons Group neither preseated anm amalysis to validate
the Implication that it conferred a substantial bemelit on others
n0r explaized nhow, haé it in fact conferred such a bemeiit, that
would relate to the Commission's jurisdiction to awaxd attoraeys’
fees.

We f£ind that the Simmons Group &id not prevail in its
=230r contenction that no deviation from the MECs could be autborized.
We also fiad that the Commission szaff and LEWC, not the Sizmoms
Gzoup, is zespoansible for the solution found herein to LEWC'S
tndercapitalization ané cash flow problems. We Zurther find that
the Simmons Group nas not comferred a substantial benefit on
others in this case. Accoxdingly, tze claim for attormey Iees,

assuming we even have jurisdiction to awaxd such, Is ceniled.
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LIV, TAST RSCOMMENDATIONS
\ The zecozzendations set Iorth bDelow were presented oy
ne stafl in EZxhi:
belore the possibi
equicty financing was walsed. XNo memtion
was zade inm cthe szalf Hries.

"9. Applicazt be pronidized from paying dividends
or making up stream loans TO parent company
wmell all ooﬁ;ga:;ons are on 3 current Dasis
and refinancing of all obligations due in 1384
nas bseen ar a:gec.

-

it 42 at the January 1981 nearings, which was
lizy of LEWC's obtaining S1 =illiom iz dedbt and
o

o

I chese recommendartions

All Suture maln extensions mot comsidered in
this report are to be contriduted To th
L\-—J‘ﬁh -

Applicant be cirected T :;-e cuarterly
Zizancial statements boge r with a sum-
zary of earnings showiz -e base anc
retu¥m on rate sase.

Appaleant e granted co“..nu;:g, proTpt
te Telief znat will emzble tze u:zl;.
€0 actually eaxn its allowed zate of

—el-q-'-—w\
- o
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"Recommendation No. 12 should be implemented
by avthorizing applicant to £file for an offset
rate increase:

“(a) At the time that the R=4 reservoir
is placed in service the previous
disallowance in D=91915 should be
=enoved.

Semi armnually, until June 30, 1584
LHWC should be permitted to file
for offset increases to reflect
additional plant placed in service,
or refunds paid on existing nmain
extension coatracts. The offsets
should be linmited to an amount
computed by nmultiplving the addi-~
ticnal plant bv an 11.28% return,
»lus additional depreciation
related thereto. No consideration
should be civen to property taxes,
income taxes or any claimed in-
crease in expenses.”

I+ is LHWC's position that, while it does not intend to
issve dividends until all overdue amounts are brought curreat, the
dividend restriction proposed by the staff is neither appropriate
nor within the Commission's jurisdiction to adopt. This position is
not sufficiently compatible with LEWC's £inancial plight warranting
our cranting A.59023 to the extent of basing future MEC refunds on
present rate levels, the stringent requirements being imposed by
UCB for LENMC's obtaining a $500,000 loan, and the importance of the
1984 refinancing. In this licht the dividend restriction recommernded
Yy the stafs appears prudent and warranted. Accordingly, LEWC will
be required to accept this dividernd restriction as a cordition pre-
cedent to its exercising any of the authority granted by our order
on the submitted applications.
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The next staff recommendation, whether all future LHWC
main extensions should be treated as contributions, is the subject
of pending A.60551 which LHWC f£iled May 14, 198l. Our eventual
decision determinative of this issue will be issued in that appli-
cation. At present, under D.90006, supra, LEWC is not authorized
to accept developer advances subject to refunds until all of its
present MEC payment obligations are current.

Apother LHWC pending application, A.60635 filed June 8,
1981, seeks an increase in rates to alleviate the effect of finan-
cial attrition resulting from an infusion of $1 million in dedt and
equity capital, under the financing applications (A.60490 and
A.60491, supral), if consummated. Upon a proper showing, which would
include establishing that the new funds have been obtained and expended
as well as demonstrating that the earnings level at present rates
would be below the new overall rate of return required, rate relief
to alleviate the financial attrition would be justified. Notably,
in connection with A.60635 as well as with the above staff recommen-
dation on continuing, prompt rate relief, the result of LHWC's
recorded 1980 operations was a rate of return of 12.8%. This com-
pares with a presently authorized rate of return of 1l.28%.

It seems likely to us at this juncture, in light of LHWC*s
1980 earnings and its pending A,.60635, that a combination of existing
available procedures should prove adequate to LHWC's being provided
the necessary opportunity to earn its allowed rate of return. Those
procedures are rate relief for offgettable expenses by advice letter
and general rate relief, employing several future test years, under
the regulatory lag plan. If additional neasures are shown to be
needed in either the A,60635 proceeding or LHWC's next general rate
proceeding, appropriate action can then be taken.




Of the above-quoted staff recommendations, only placing
a restriction on dividends is adopted.

XV. PINDINGS AND CONCLUSIONS
Pindings of Pact
l. As of December 31, 1980:

a. LHAWC was in default on $512,000 of MEC
obligations.

b. LHWC's advances for construction, including
overdue refunds, were $3,955,674, or 30.2%
of net utility plant.

LHEWC*s contributions in aid of construction
were $3,195,201, or 24.4% of net utility
plant.

d. LHWC's equity capital was $3,844,388.
e. LHWC's long-term debt was $2,688,867.
2. LHWC's MECs are projected to be repaid under Section C.2.b.
(the 22% of revenue provision) of the main extension rule over an
average period of l14.2 years rather than the 20 years nominally
contemplated by the rule, largely as the result of the following
factors:

LEWC's service area has undergone rapid
develocpment.

LHWC has neither wells nor water rights;
it purchases its entire water supply.

Since 1977 there have been numerous
increases in LHWC's cost of purchased
water and in certain other offsettable
expenses; these offsettable costs have
been passed through into rates on a
dollar-for=-dollar basis.

3. In the years 1981 through 1984 LHWC's refunds under
Section C.2.». of the main extension rule are projected to run
from $300,000 to $340,000 per year, or roughly 40% of net
operating revenues.




A.58440 et al. ALJ/EA

4. The rapid occupancy of developments in LHWC's service
area has placed another severe, but more immediate, burden on
LEWC through Section C.2.c. of the main extension rule. Section
C.2.c. provideslfor refunds of advances for special facilities
and requires the refunds to be determined on a per-unit-served- -
basis. :

5. In 1984 LHWC will have to refinance:

a. Its Series A first mortgage bonds. These
bonds have a balance of $999,300 and are
due October 1, 1984.

b. $452,367 in notes payable, if A 59748 and
A.60149 are granted.

¢. A $500,000 loan from UCB, if obtained.
6. It is essential for LEWC to achieve a degree of financial
stability that will enable it (1) to pay past-due MEC refunds,
(2) to meet current and future obligations as they fall due, and

(3) to have adequate earnings, cash flow, and interest coverage
to put it in a position to refinance long-term debt and other

obligations that will fall due in 1984. '

7. A cumulative cash-flow deficiency of $1,168,400 was reached
at December 31, 1980. If A.5905)1, A.59748, and A.60149 are approved,
this deficiency would be reduced by $595,300. If $350,000 to
$500,000 of the overdue refunds are repaid from the proceeds of
a contemplated bank loan, the deficiency would be further reduced
to $223,100 and $73,100, respectively.

8. LHWC's cumulative cash flow, by the end of 1984, is
projected to increase by $709,800 if A.59023 is approved as filed,
or by $281,700 if prospective MEC refunds are based on rate levels
in effect January 1, 198l1.
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9. The main extension rule is made an integral part of,
and attached to, each MEC, and each MEC contains the Commission
jurisdictional clause:

*Thig contract skall at all times be subject
to such changes or modifications by the Public
Utilities Commission of the State of Califor-
nia as said Commission may from time to time
direct in the exercise of its jurisdiction.”

10. Section A.8. of the main extension rule, among other
things, provides:

®ee.in circumstances where the application of
this rule appears unreasonable to either party,
the utility, applicant or applicants may refer
the matter to the Commission for determination.”

1l. A.59023 cited Section A.8. as the authority under which
relief is sought. '

12. This proceeding has provided The Simmons Group with notice
and opportunity to be heard sufficient to overcome any lack of due
process which might exist if Section A.8. of the main extension
rule were not to apply to existing MECs. To¢ hold that Section A.S.
applies only to prospective MECs, however, appears too restrictive
0 be tenable in light of Finding 9.

13. The impact of granting A,59023 to the extent of basing
MEC refunds on rates for water service in effect Januvarxy 1, 1981,
as advocated by the staff, would be to extend the average payout
time on LEWC's MECs from the present average of l4.2 years to l7.4
years and to improve LHWC*s cumulative cash flow by a projected
$281',700 by the end of 1984.

l4. The factors listed in Pindings 1 throucgh 6 and in
Pinding 13 demonstrate that (1) serious cash-flow problems exist
which could threaten the existence of LEWC: (2) the terms of LEWC*s
exigting MECs combired with increased rates have contributed to
the problems; and (3) modifying the terms of the MECs will alleviate
those problems.
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15. Basing future MEC refunds on rates in effect January 1,
1981 as advocated by the staff, rather than on rates in effect
at the time the MEC was entered into as requested in A_.59023 is,
in conjunction with the new fipancing applications (A.6049C and
A.60491), an adequate and more appropriate level of relief. A
prerequisite to LHWC's obtaining that new financing is approval
of the staff position in A.59023.

16. The termiration factors listed in Section C.2.d. of the
main extension rule are uniform series present-worth factors at
an interest rate of l2% per annum covering the years remaining of
the 20-year contract period, which establish a ceiling price of the
teraination or buyback of the contract.
| 17. Because the ceiling price is established on present value
based on a 12¥% interest rate, sufficient latitude presently exists
for LEWC in price negotiations to accommodate the effect of the 5-
year extension period provided for under Section C.3.a. of the main
extension rule without having additional termination factors.

18. 3y Interim D.91236 dated January 15, 1980 in A.58861, LHWC
was authorized to issue 3,440 shares of its capital stock to its
parent corporation, LHUC, in order to repurchase and terminate MECs
held by LHUC as well as repay overdue amounts on those MECs. There
is no Justification for the issuance of more shares to LHUC for
this purpose.

19. Laguna Village presently holds 5 MECs (R-210, R=-247, R-253,
R-258, and R-268), together with the special facilities contract
($-211). Under the terms of the contracts $113,000 was due and
unpaid as of January 1, 1981 and the total amount subject to
refund is $408,500. |




A_58440 et al. ALJI/EA

@

20. Deferment of the past-due and future amounts beyond the
tine of payment contemplated by the contracts preseantly held by
Laguna Village is sought under A.59748:

a. The special facilities contract (S-211)
would be paid in full plus accrued interest
in 1985 and the payment on the MECs would
commence on the earlier of (1) July 1, 1986
or (2) July 1 of that calendar year immediately
following the calendar year iz which LBEWC's
outstanding MEC balance does not exceed 30%
of LHWC's capitalization; and

LEWC's total obligation to refund sums
during the years 1980, 1981, 1982, and
1983 will be reduced by approximately

$63,800, $39,100, $42,900, and $29,200,
respectively. ‘

2l. At interest rates above ll%, the present value of refund
obligations under A.59748 is less, and at current borrowing rates '
substantially less, than thkat of the original contracis either
on tte main extension rule basis or with A.59023 implemented on
the staff basis.

22. The $65,780.20 promissory note, as partial coansideration
for medification of the special facilities contract (S-21l1), is for
lawful purposes which are no%t, in whole or in part, chargeable to
operating expenses or inconme.

23. Projections of LHWC's gross revenues over the ll-vear
period 1980 through 1990 indicate a $200,000 reduction in cumulative
revenue requirements if A.59748 is granted.

24. To better assure a deferral of LEWC's refund cbligations
to Laguna Village under A.59748 from the early 1980s to later

periods, the payment of refunds on MECs should not commence until
July 1, l98s6.
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25. The development ¢f the l69-acre Mathis Ranch property,
now consisting of 2 separate commercial areas, an apartment complex,
and 3 residential <tracts, began in 1976.

26. Rossmoor, LgUC's predecessor, and Mathis agreed in 1976
that Mathis would advance the sums for the special facilities to
serve the ranch property under Rule 1S.

27. At the time of the 1976 oral agreement, Rossmoor could
have entered into an MEC without special authorization from the
Commission. However, an MEC was not to be executed until the
costs of the facilities were cdetermined.

28. Mathis advanced $268,000 mrior to LHWC's becoming
prohibited from using Rule 15, because of the 50% limitation,
without special authorization from the Commission.

29. In May 1978 the advance balances on outstanding MECs
first exceeded 50% of LHWC's total capital.

30. The pump station element of the special facilities project
was in the design stage before May 1578.

3l. In August 1979, Mathis-Warmington and LEWC entered into a
written agreement to fund the $113,000 balance for the facilities
contemplated in the 1976 agreement in order to have the pump station
completed. At that time, LHWC was subject to the 50X limitation of
Rule 15. _

32. Although a written MEC has not been executed for the
special facilities project either prior to the advance balances
of LHWC's MECs outstanding exceeding S0% of its total capital or

since, the arrangements for the project substantively followed
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33. 3By filing A.60149, LHWC has acknowledged its obligation
to refund the $386,587 advanced for the special facilities.

34. The rate impact of A.60149 is minimal., If the application
is denied and the sums repaid under Rule 15, making them due and
payable almost immediately, those sums will enter rate base very
shortly. If the application is granted, the amounts will be
placed in rate base upon execution of 2 promissory notes.

35. The 2 promissory notes covering the entire advanced anzount
of $386,586.90 become due October 1, 1984. Each note will provide
for an annual payment of interest only.

36. The 2 promissory notes, replacing okligations to refund
advances for special facilities, are for lawful purposes which are
not, in whole or in part, chargeable to operating expenses or
income.

37. A.60149 represents a reasornadle resolution of LEHWC's
obligations to Mathis, while achieving a necessary deferral in the
refund payments.

38. In January 1978 LHWC and LPD executed a $650,000 special
facilities contract for the installation of a reservoir, pipelines,
and booster pump stations.

38. After it became apparent that the amount required %o be
advanced by LPD for construction of. the Zacilities would greatly
exceed $650,000, LEWC and LPD executed the $1,.5 million agreement
which is the subject of A.59051.

40. Even though the original sum to be repaid was $650,000
and the amount to be repaid under the new agreement is $1.5 millien,
the substantial deferral of repayment provided for uncer A.59051
represents a reduction in net present value.
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41. A.59051, which was unopposed, will alleviate LHEWC's
working capital deficiency.

42. In A.60450 LHWC proposes %o borrow $500,000 from TC3 Zor
3% years at a variable inmterest rate which will be set at about
1% over the prime rate. The loar will be used to repurchase LHAC's
MECs from present holders.

43. The repurchase price of the NMZCs on an average will approxi-
zate LO% of the coatract dalance, if an interest rate of 18% is used
To determine tze zrice.

— -

LL. Thererzurcihase of the MECls will materially reduce LEWC’
advances‘b-»const*uction,zz:rimary source of its financial difficul~

ties. Zfelatedly, it will improve L=Zwl's balance sneet oy substarmially
recducing the ratio of advances 2r cemsuctEa  dett and ecuity capital.

ok e

45. The rate effect of the repurchase of the MECS on gross
revenues is less than 3% at its peak. It is at that level only
in the first year, and after about 7 years the rate effect will ke
to progressively reduce the revenrue requirement over that which
would otherwise be required.

46. The buyback of the MECs will not only strengthen this
utility but, on balance, is in the ratepayers' interest.

47. In A.60491 LEWC proposes to issue 5,000 shares of its
$100 par value common stock. The proceeds from the stock will de
used %0 pay anounts overdue to holders of LHWC's MECs.

48. Approval of this proposed stock issue is essential to 2
prompt repaysent of LEWC's overdue MEC refunds, a resolution of
pending formal complaints, and a reduction in ILHWC's working capital
deficieney by $500,000.

49. TUpon becoming in default on its MEC refund ekligations,
LEWC made provision for interest to accrue on the overdue pay-
ments at a rate of 7% per annum.
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50. TUncil eaxly 1980 the Commission had traditiomally applied
the Interest rate set foxch in the California Comstitution to refunds
or an award of reparatioa. That ratve continues To be 7% per annuxm.

5L. Im D.91289 dated Janmuaxy 29, 1980 in OII 56 the Commission
found mo longer reasomable a 7% interest rate, signaling a new
policy on interest rates applicadle tTo relunds or an award oI
reparation.

52. Since mid-1980 when LEWC's rates were established under
D.91915, supra, overcdue refunds, as a rate base component, can de
viewed as generatiag an authowized rate of wertura of 11.28% on a
1980 ctest year basis.

53. An incerest rate of 7% per annux should apply to overdue
refunds prior o 1980 comsistent with the then Commission practic
ané an interest rate of 117 per = should apply to overdu
refunds post-1979 comsistent with the ratemaking detexminations
made in D.91915, supra.

SL. The Sizmoms G*oup neither presented an a“a;ys Ls to valicdate

n Izmpli n that it conferred a subs.antﬁa_ benefit om others
pelebo expla;ned now, nad it in fact conferred such a bemeiit, that
would relate to the Commission's juwri tion awaxd attorﬁeys'
fees. |

55, We Zind that ‘*e Sizmmorns Group <¢id =not prevail in its
zajor contention that no deviation from the MECs could be authorizec
We also Zind chat the Coumission stafi and LEWC, nmot the Sizmmons
Group, is responsible Zor the solvction Zound he*ein to LEWC's
undercapitalizasion and cash flow proble We Zurther £ind that

the Sizmous Group 2as not counfexred a substantial bene it on
others in this case,

56. Iz light of LEWC's fimancial plight warranting our
A. 59022 to cthe extent of basing Zuture MEC relunds on preseat -ace
levels, the stringent requirements deing izposed by UCB Zor LEWC' s
obtaining a $500,000 loan, and the importance oI the ’984 reiinan-
cing, LEWC should refrain Irom payizg divicends uwmtil all obligaticns
are on a curreat basis and refinanmecing of all obligations due fn
1984 nas been arranged, |
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Conclusions of Law

1. This proceeding has provided The Simmons Group with
notice and opportunity to be heard sufficient to overcome any
lack of due process which might exist if Section A.8. of the
main extension rule were not to apply to existing MECs.

2. The Commission has the authority and the continuing
jurisdiction to regulate the relationship between parties to a
main extension agreement.

3. A.59023 should be granted to the extent that future
MEC refunds should be based on rates in effect January 1, 198l.

In all other respects, A.59023 should b¢ denied.

4. LHWC should not be authorized to issue shares additional
to those authorized by Interim D.91236, supra, for the purpose set
forth in A.58861.

S. A.59748 should be granted subject to the condition that
the refund payments to Laguna Village on MECs are not to comnmence
wmntil July 1, 1986.

6. A.60149 should be granted.

7. A.59051 should be granted.

8. A.60450 and A.60491 will be granted by separate decision
to be issued concurrently with this decision.

9. LEWC should be directed to inc¢rease the rate at which
interest accrues on its MEC refunds, which are overdue on or after
January 1, 1980, from 7% per annum to ll% per annum.

10. The Simmons Group's regquest for reaseonable attorneys' fees
for its participation in the instant proceedings should be denied.

11. 2As a condition precedent to its exercising any authority
granted by our order which follows, LIWC must secure the $1 million
in debt and equity firancing authorized by a decision belng issued
today in A.60430 and A.60491. )

11.a2. The following order should be effective today so The

solution resched in these proceedings can expeditlously go forward.

~66-
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12. As a further condition precedent to its exercising any
authority granted by our order which follews, LEWC should be

required to accept the restriction on the payment of dividends
prescribed in the order.

SRDER
IT IS ORDERED that:

l.a. Laguna Hills Water Company (LHWC) is authorized to
determine refunds under main extension coatracts (MECs), in a
manner different than that prescrided in Section C.2.b. of
the main extension rule, as follows:

Rather than making refunds to an MEC holder
based upon 22% of the prior year's revenue
from the extension for which construction
sums were advanced, LHWC shall base each
year's repayment, starting with the one be~
coming due in 1982, upon the revenues derived

fron that extension as though LHWC's Januwary

1, 1981 rates for water sgervice were still in
effect.

. In all other respects Application (A,) 59023 is denied.

2.a. LEWC's petition for modification of Interim Decision (D.)
91236 in A_.58861 is denied.

b. The authority sought in A.58861, beyond that granted by
Interim D.91236, is denied.

3. LHWC is authorized to:

a. Modify existing MECs (R-210, R=-247, R-253,
R-258, and R=-268) in the manner set forth
in Appendix D to A.59748, inclusive of an
exemption to Ordering Paragraph l.a. above,
except that regardless of LHWC's capital
ratios, payment of the adjusted contract
refund shall not commence udtil July 1,
1986 :
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b. Issue new MECs to Laguna Village, Inc.
in accordance with the provisions set
forth in Appendix F to A.59748, inclu-
sive of an exemption to Ordering
Paragraph l.a. above, except that re-
gardless of LHWC's capital ratios,
payments of contract refunds shall
not commence until July 1, 1986-

Modify the special facilities contract
(5~211) and provide a $65,780.20 prom-
issory note, in accordance with
Appendix E to A.59748; and

The authority in 3.c. above to provide
the pronissory note will become effective
when LHWC pays S131.56, set by PU Code
Section 1904(b).

4.a. LHRC is authorized to incur a long-term indebtedness of
$386,586.90, to execute promissory notes for that indebtedness, to
encumber its property, and to deviate from the provisions of the
main extension rule, all substantively in the manner and for the
purposes set forth in A,.60149.

b. The authority in 4.a. above to execute promissory notes
and to execute and deliver cncumbering documents will become effective
when LEWC pays $773.16, set by PU Code Section 1904(b).

5. LHWC is authorized to deviate from the main extension
rale, as requested in A.59051, by amending its special facilities
contract with LPD Associates (LPD) as follows:

a. LPD will increase its advance to a total
of $1.5 million:

L. LHWC will repay to LPD the anounts due
under the modified special facilities con-~
tract at the rate of 22% of the revenue
received from the dwelling units located
in the general area to be served by the
special facilities, the first such pay-
ment occurring no sooner than 30 days after
the effective date of this order; and
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€. The payment as set forth in S5.b. above,
however, will bhe limited by not permitting
the cumulative payments to exceed the
product of the number of payments already
nade plus the payment being determined
times 5% of $1.5 million to enmsure that
the period during which the repayment to
IPD is to occur will be a minimun of 20
years.

6. LHWC shall increase the post-1979 rate at which interest
accrues on its overdue MEC refunds from 7% per annum to 11% per
annum,

7. The Simmons Group's request for attorneys® fees is
denied.

8. As conditions precedent to its exercising any authority
granted by this order, LEWC must:

a. Secure the $1 million in debt and equity
financing autherized by 2 decision deing
issued today in A.60490 and A.60491: and

b. Accept the followirg restriction on the
payment of dividends: LHWC will not
declare or vay dividends uatil all
obligations are on a current basis and
refinancing of all long-term debt due
in 1984 has been arranged.
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9. LHWC shall file the reports required by Generxal Ozxder

Sexies 24.
10. By thic decicion, A.58861, A.59023, A.59051, A.597LE,

and A.601LG are closed. Tne remaining matters remain open. -
This orcder is effective today. .
Dated October &, 1981 . »t San Francisco, Californis.

JOEN E. BRYSON
President
RICHARD D. CRAVELLE
LEQONARD M. GRIMES, JR.
VICTOR CALVO
PRISCILLA C. GREW
Commissioners

Sl
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List of Avpearances

Applicant: Graham & James, by Thomas J. MacBride,K Jr., Attoraney

e ———r———————————— et ¥

at Law, for applicant and deferndant.

Complainants: Arthur H. Burnett, for himself; Simmons, Ritchie,
Segal and Stark, by rfredersck L. Simmons, Attorney at Law, for
Lawrence T. Solomon, A. L. Leyva Trust, Lawrence Solomon and
Stanley Solomon, Greenville Development Company, Syd Carnine,
Stanley Solomon, and Holstein Industries, complainants and
protestants in Application 59023; and Simon Miller, Incorpo-~
rated, by Simon Miller, Attornmey at Law, for Lloyd E. Rigler
and Lloyd E. Rigler, as executor of the will of Lawrence E.
Deutsch, deceased, complairant in Case 10757.

Protestants: Martin E. Whelan, Jr., Inc., by Martin E. Whelan, Jr.,
Attorney at Law, for Professiormal Community Management, Inc.,

Golden Rain Foundation, and Mutual Housing Corporations Inside
Leisure World.

Interested Parties: Virtue & Scheck, Inc., by Paul B. George,
Attorney at Law, for Laguna Village,- Inc., Mathis Ranch Land
Conpany, and Warmington Development, Inc.; Ronald Steelman,
Attorney at Law, for South Coast Community Development Corp.
Tinberline Partnership; Parker & Covert, by Clavton H. Parker,
Attorney at lLaw, for LPD Associates; Ravmond J. Lee, for
Pacific Mutual Life Insurance Conmpany, 3ondholders of Laguna
Hills Water Company; and Roderick A. Carter, for Pacific
Muatual Life Insurance Company.

Commission Staff: William Jenmmings, Attorney at Law, and John
Gibbons.

(END OF APPENDIX A)




