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I. BY THE COMMISSION

A. Statement
1. By Decision No. C18-0989, we approved the disbursement of funds from Prospect Mountain Water Company’s (Prospect Mountain, Utility, or Company) Capital Improvement Fund (CIF) for payment of the claims of creditors allowed in the ongoing bankruptcy case.  However, this approval of disbursement was predicated on the closing of the agreement transferring the water system to the Town of Estes Park, Colorado (Estes Park); and, our ability to review certain shareholder notes to determine whether the notes are valid obligations of Prospect Mountain under applicable utility law.  

2. Consequently, we now direct Commission Staff (Staff) to propose an order to show cause to the Commission, pursuant to Rule 1302(h) of the Commission’s Rules of Practice and Procedure, 4 Code of Colorado Regulations 723-1, directing Prospect Mountain to show cause why the shareholder notes in question are not void due to the Company’s violation of statutes, rules, and decisions.
B. Background 

3. A detailed procedural history of the Prospect Mountain proceedings is set out in Decision No. C18-0989, issued November 6, 2018.  Here, we set forth the relevant background information as context to our Decision.  As part of Proceeding No. 13A-0291W, a 2013 rate case, Prospect Mountain sought Commission approval to sell its Colorado-Big Thompson (C-BT) water rights in order to repay “shareholder debts.”  These debts consisted of two loans from the President of the Board of Directors, Mr. John Heron, to Prospect Mountain.
  The promissory notes, at that time totaling $260,000, were signed on behalf of Prospect Mountain by Mr. Heron as President, payable to Mr. Heron individually.  The C-BT water rights served as collateral for the promissory notes.
  Interveners—ratepayers of the Company and Staff—questioned the validity of the shareholder debts and objected to Prospect Mountain using any proceeds from the sale of the C-BT water rights to secure the payment of the notes.
   

4. In May and July 2013, while the rate case was pending, Prospect Mountain issued two additional promissory notes to Mr. Heron for $100,000 and $50,000 respectively.  Both notes used the C-BT water rights as collateral.
 

5. Through pre-filed testimony and during a hearing before an Administrative Law Judge (ALJ), Prospect Mountain attempted to prove the validity of the loans to Mr. Heron.  None of the Utility’s board members submitted testimony; only the accountant, Mr. Robert Lawrence, one of only two witnesses for Prospect Mountain, provided testimony about the shareholder debts.
  

6. The ALJ found that Mr. Lawrence presented no evidence of loans made from a shareholder to Prospect Mountain or how the Company spent the loan money.
   The ALJ concluded that “[t]he overwhelming evidence in the proceeding is that there was no oversight to the loans and no way to know what the loan money was spent on.”
  

7. ALJ Garvey therefore determined that Prospect Mountain could not use proceeds from the sale of the water rights to repay the alleged shareholder debts, because Prospect Mountain failed to prove that the loans were made in the public interest.
  He further ordered Staff to pursue a separate proceeding to determine if there were any valid encumbrances on the water rights before the Commission approves a sale.
   

8. In December 2013, the Commission determined that the purported encumbrances on the C-BT water rights were illegal because the loans were made outside the normal course of utility business without Commission approval, see § 40-5-105(1), C.R.S., and that the loans violated a Commission order prohibiting Mr. Heron from assigning any of the Utility’s assets without Commission approval.
  The Commission voided the encumbrances and ordered Prospect Mountain to file an application for the sale of the water rights.
   The Commission also stated that it would:  (1) examine possible irregularities related to the shareholder loans, the promissory notes, and Mr. Heron’s actions; and (2) address whether voiding the promissory notes themselves is an appropriate remedy.
 

9. On June 25, 2014, Prospect Mountain filed an application for the transfer of water rights (Proceeding No. 14A-0698W).

10. By Decision No. C14-0852, issued on July 18, 2014, the Commission granted Prospect Mountain’s application to sell the C-BT water rights for $1,000,000.
  It also directed Staff to audit the status of the promissory notes in order to help the Commission determine their status, validity, and enforceability.
 

11. In response to Staff’s questions, Prospect Mountain produced what it claimed were bank deposit slips, promissory notes, and board meeting minutes, including 5 promissory notes issued to Mr. Heron between 2012 and 2014, and 14 deposits made between 2008 and 2013.
  The Utility provided no proof of the source of the deposits. 

12. The fifth promissory note, issued May 1, 2014, canceled the four previous notes issued in 2012 and 2013, and consolidated the principal amounts, plus interest, into one note.
 Staff could not reconcile the amount of the fifth promissory note with the evidence provided by Prospect Mountain. 

13. Prospect Mountain also provided evidence of claimed promissory notes issued to three other shareholders between 1973 and 1981.
  Prospect Mountain stated that the principal of these notes is $32,118 and the interest accrued as of May 1, 2014 is $100,772.45.
  Prospect Mountain did not provide a copy of the promissory notes or evidence of deposits associated with these notes.  
14. As a result of Staff’s audit and its written report to the Commission, filed August 18, 2014, the Commission issued Decision No. C14-1488 on December 17, 2014.  By that Decision, the Commission directed Staff to propose an order to show cause to the Commission pursuant to the procedures set forth in Rule 1302(h), directing Prospect Mountain to show cause why the notes are not void due to the Company’s violation of statutes, rules and decisions.
15. However, there is no indication in Proceeding No. 14A-0698W or this Proceeding that the proposed show cause order was ever presented to the Commission for approval.  Consequently, the issue of the validity of the shareholder and promissory notes remains unresolved.
C. Findings and Conclusions
16. The standard for our decision here remains resolute that evidence of irregularities or unreasonable decisions on the part of Prospect Mountain’s board, or Mr. Heron acting on behalf of the Company, may authorize the Commission to void the promissory notes to protect the Utility’s assets and the interest of its ratepayers.
  
17. The issues of the source of the deposits allegedly from Mr. Heron; how Prospect Mountain spent the deposited money (e.g., on operation and maintenance, capital improvements, or other expenses); the adequate management oversight over the loans, including their execution by Mr. Heron on behalf of Prospect Mountain to Mr. Heron as payee; and, the calculation of interest added to the principle amounts of the loans.  
18. Previously, the Commission found that Prospect Mountain provided evidence that the promissory notes in question were not consistent with ordinary utility business operations.  It was found by the ALJ in Decision No. R13-1226 in Proceeding No. 13A-0291W that the shareholders repeatedly funded operations without any plan to make the Company financially viable or to re-pay the loans.  As such, it was found that the notes may not be valid liabilities of the Utility.
  See § 40-5-105, C.R.S. (requiring Commission approval for the sale, assignment, or lease of utility assets unless such action is conducted in the normal course of utility business).  
19. The Commission further found that funding a failing utility over four decades with loan proceeds instead of Commission-approved rate increases may be evidence of shifting the costs of utility operations on to future ratepayers and thus an improper exercise of managerial discretion.  
20. Further, it was determined in Decision No. C14-1488 that consistent with the Commission determination in Proceeding No. 13A-0291W that the encumbrances against the 
C-BT water rights were invalid, the evidence presented by Prospect Mountain in Proceeding Nos. 13A-0291W, 14A-0698W, and in response to the Staff audit provided a reasonable basis for Staff to pursue an order for Prospect Mountain to show cause why it has not acted in violation of statutes and Commission rules and decisions such that the outstanding promissory notes are void.

21. We agree with that assessment and findings.  In Decision No. C14-1488, while we approved the use of Prospect Mountain CIFs to pay creditors and for future payments, we also noted that our approval was subject to the execution and closing of an agreement transferring the Prospect Mountain water system to Estes Park pursuant to a Commission application, and our ability in a separate proceeding to review the shareholder notes and determine whether they are valid obligations of the Company under applicable regulatory law.

22. To this end, we hereby order Staff to propose a Commission decision ordering Prospect Mountain to show cause why it has not violated relevant statutes and Commission regulations and decisions, rendering the outstanding shareholder notes void.  We order this proposed show cause order pursuant to the processes set out in Commission Rule 1302(h)(I).  We request that Staff act in all due haste to present a proposed show cause order to the Commission at a regular weekly meeting for approval in order to advise Prospect Mountain of the proposed proceeding.

II. ORDER

A. The Commission Orders That:

1. Staff of the Colorado Public Utilities Commission shall propose an order to show cause to the Commission pursuant to Rule 1302(h) of the Rules of Practice and Procedure, 4 Code of Colorado Regulations 723-1.  The proposed order will direct Prospect Mountain Water Utility to show cause why the shareholder/promissory notes are not void consistent with the discussion above.
2. This Decision is effective on its Mailed Date.

B. ADOPTED IN COMMISSIONERS’ WEEKLY MEETING
November 7, 2018.
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