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FILED

DEC 342019

CLERK OF THE SUPERIOR COURT

GOUNTY OF STANSLAUS

QUPERIOR COURT OF THE STATE OF CALIFORNIA
COUNTY OF STANISLAUS

Andrew Hobbs and David Thomas, )
on behalf of themselves and all others )
similarly situated, ) Case No. 2019186
)
Petitioners and Plaintiffs, ) DECISION
) on
V8. ) Petitioners’
) Petition For
Modesto Irrigation District, et al. ) Writ of Mandate
)
Respondent and Defendant )
)

oo

December 5, 2019.

After due consideration, the Court renders its Decision.
I

The Lawsuit

of the cases at bar is however somewhat different.

iy

This matter came on calendar for oral argument on December 5, 2019,

Upon conclusion of the hearing, the Court took the matter under submission on

This case is somewhat of a repetition of the case on which, in part, the
parties essentially rely upon for their respective position. That case is Citizens For

Fair REV Rates, v. City of Redding, et al., (2018) 6 Cal 5* 1. The factual scenario
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Petitioners/Plaintiffs aver this case raises important questions of
fundamental fairness because Respondent/Defendant is a highly “politicized”
irrigation district which may impose excessive service fees on one class of its
customers (retail electric ratepayers) io benefit a favored “political” class of
customers (irrigation farmers). 1t is further contended that for decades electricity
customers have subsidized irrigation customers by more than $10 million per year
and the district (“MID” hereafter) has done virtually nothing to address it.

Petitioners contend MID’s conduct is unconstitutional, unfair, and
unconscionable. Respondent/Defendant proffers that the crux of Petitioners’
challenge to MID’s electric rates is not electric rates but its irrigation rates.

The gravamen of Petitioners’ concern is that the supposed subsidizing of
irrigation customers is tantamount to an unlawful tax which, by law, is iliegal.
Petitioners contend MID is essentially imposing higher electric rates on its electric
customers and thereafter filling a financial gap for irrigation customers with excess
electric fees. The supposed subsidizing of irrigation customers is allegedly a tax
not approved by voters to be discussed, infra.

i}
Legal Underlayment

Proposition 218 was approved by the electorate in 1996. The Proposition
prohibits a local government agency, as iS MID, from imposing, extending, or
increasing taxes until approved by the electorate. (Cal. Const. art. XIII C, §2,
subds. (b) and (d). The Proposition did not define the term “tax.”

However, fourteen years later in 2010, Proposition 26 was passed by the
voters. It defined “tax” as “any levy, charge, or exaction of any kind imposed by a
local government . . . “ (art. XIII C, §1, subd. (e). There are seven (7) exceptions
to the definition of “tax,” only one of which need be applicable to avoid the tax.
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I

Summary of the Parties’ Contentions

[A] Petitioners’ (Gleaned from their brief)

_ MID imposes electric rates that exceed cost of service by millions of
dollars each year. Thus, MID cannot meet its burden to prove its
electric rates are not taxes as defined by Proposition 26.

—MID operates its electric utility solely for the benefit of its electric
customers, and it may not use “gross” other income to subsidize
irrigation farmers on the backs of electric ratepayers.

—MID cannot subsidize irrigation farmers with electric rate revenue
because to do so constitutes an illegal gift of public funds.

—Petitioners also contend they have reason to snspect MID excluded
important documents and information from the administrative record.
Therefore, Petitioners suggest “the court take a particularly skeptical
view when considering whether MID has met its burden of proof in
this case under the circumstances.” (RB, p. 12-13, lines 27-28 and 1-2
respectively.)

—Recently, about 75% of irrigation costs are paid by electric retail
customers.

—The alleged subsidy which MID has used from the electric utility
revenues to fund irrigation assets is well known.

~MID comprises three utilities: electric, domestic water, and irrigation
enterprises and by “allegedly commingling” its expenses for al three
of its utilities, it is able to covertly shift electric utility profits to the

benefit of irrigation farmers.
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_The electric utility generates millions in profits, whereas the irrigation
utility operates at a multi-million dollar yearly loss.

_MID designed electric rates to fund the irrigation subsidy.

~MID carries the burden to prove its electric utility fees are not taxes.
Proposition 26 shifts the burden of proof to the agency that imposed
the fees.

_MID claims an internal transfer between one of its funds to another is
an “expense” paid by MID to operate its electric utility.

—MID overcharges its electric utility customers to generate profits; it
then transfers the profits from its electric utility to its irrigation utility
to provide nearly free services to irrigation farmers.

[B] Respondent/Defendant (Gleaned from their brief)

—MID does not dispute that its irrigation rates are below service cost, in
patt, because Proposition 26 is not offended by rates below cost, only
by those which exceed it.

—The rates Petitioners challenge are supported by a detailed budget
analysis of electric service costs and expenses and a thorough cost-of-
service analysis.

—Petitioners’ challenge also fails for two procedural reasons. First, the
inter-utility transfer is a long-standing practice that pre-dates
Proposition 26, and because Proposition 26 is prospective only, the
inter-utility transfer is grandfathered.

~The challenge to MIID's rates set in 2015 1s now moot because MID
re-adopted those rates in 2018.

—MID has substantial non-retail-rate revenues to cover the amount

transferred to its water utility in excess of what is necessary to pay for
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costs the electric utility should reasonably bear, such as for its use of
irrigation rights-of-way to deliver power.

~If Petitioners make oﬁt a prima facie case, MID bears the burden to
demonstrate by a preponderance of the evidence that the amount of
the challenged fee “is no more than necessary to cover the reasonable
costs of the government activity, and that the manner in which those
costs are allowed to MID customers bear a fair or reasonable
relationship to the [customer’s] burdens on, or benefits received from,
the governmental activity. California Building Industry Assn v. State
Water Resources Control Bd. (2018) 4 Cal. 5™ 1032.

—MID has over 122,000 electric accounts and generates hydroelectric
power to Don Pedro Dam using water rights acquired by its irrigation
utility years before it entered the power business.

—MID also provides irrigation water to approximately 3,100
agricultural customers who nrigate approximately 58,000 acres.

—Petitioners challenge the electric rates MID adopted on November 17,
2015 (Resolution No. 2015-110) which took effect Janunary 1, 2016.
The 2016 rates were MID’s first change in electric rates since January
2012 and embody a revenue-neutral change that increased the Fixed
Charge to $20 per month to more closely align the rafes to MID’s cost
structure and decreased the Energy Charge proportionally.

—~There has been a perception for many years that MID’s electric
customers have subsidized irrigation rates. The dispute has focused
on the annual transfer of revenues from the electric division to the
irrigation division. From approximately 1995 to 2013, MID justified

this transfer as so-called “falling water™ charge. This was a credit
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towards the irrigation division’s revenues to account for the value of
the irrigation utility’s surface water to generate electricity at Don
Pedro Dam. The falling water charge was blended into the electric
rate and was not separately reflected on customers’ glectric bills.
Upon passage of Proposition 26 in 2010, however, there were
questions about the methodology used to calculate the falling water
charge and whether it reflected the reasonable cost of providing
electric service, as Proposition 26 required prospectively.
Accordingly, MID suspended use of the falling water charge in 2013.
(40 AR 16025; 41 AR 16066)

— After this lawsuit was filed, MID retained new independent
consultants to prepare a comprehensive cost-of-service analysis of
both the electric and irrigation rates, to further analyze the allocation
of revenues and expenses between its irrigation and electric division.
The resulting studies led MID to adopt Resolution No. 2018-74 on
December 4, 2018 to repeal the 2016 rates and to adopt electric rates
in the same amounts and to reallocate costs and discretionary revenues
between MID’s utilities and among its customer classes. The electric
rate consultant concluded that MID’s electric rates are reasonable and
that the rate revenue collected by the electric division is less than
MID’s cost of electric service.

—MID contends Petitioners’ challenge to the 2016 Electric Rates is
MOOT because the 2016 rates have been repealed and the rate
structure adopted in Resolution No. 2018-74 is based on an entirely
new rate study.

—The Inter-Utility Fund Transfer is not a tax because MID has

sufficient non-rate revenues to cover the transfer.
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—Petitioners concede that MID may use non-rate revenues for the inter-
utility fund transfer, but argue wholesale revenues so used must be
limited to net revenues — not gross.

—The Inter-Utility Transfer is not a gift of Public Funds. Respondent
contends, based on the following case that, “Tt is the general rule in
California that an expenditure of public funds for a public purpose,
notwithstanding incidental benefits to private persons, does not violate
the constitutional prohibition against gifts of public funds.” (San
Bernardino County Flood Control Dist. V. Grabowski (1988) 205 Cal.
App. 3d 885, 903)

IV
Discussion

In many respects, this Court finds the contentions of both sides to be
compelling. However, ultimately it is Respondent/Defendant’s burden of proving
by a preponderance of the evidence that a levy, charge, or other exaction is not a
tax. This definition of “tax” was defined by Proposition 218.

Article XITI C, §1, subd. (e) then lists seven exceptions to its definition. A
computer copy of the California Constitution provision in issue is printed és
Attachment A.

As described in briefing, MID is a non-regulated special District located in
the City of Modesto, California which was formed in 1887 pursuant to the
California Irrigation District Law (29 AR 11380; 40 AR 15883; Cal. Water Code

§20500. It was originally formed only to provide irrigation services. (emphasis

added) In 1923, MID expanded into electricity generation and distribution. In
1995, MID added domestic water services.

Petitioners allege MID electric utility subsidizes irrigation farmers. This is

the gravamen of the lawsuit.
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Respondent/Defendant avers that the second exception to subsection (¢) of
Article XIII C, §1 is applicable. It reads:

“(2) A charge imposed for a specific government service
or product provided directly to the payor that is not
provided to those not charged, and which does not exceed
the reasonable costs to the local government of providing
the service or product.”

As MID counsel notes, Petitioners do not dispute the applicability of the |
exception just quoted. What Petitioners dispute regarding the quoted exception is
that the costs to the local government (MID) of providing the service (or product)
are not reasonable as required and the precise issue for the Court to decide. There
are many factors which come into the mix to determine what constitutes
reasonableness.

The Reasonableness Issues

{17 Inter-Utility Fund Transfers

Respondent/Defendant contends Petitioners must prove more than a
transfer from power to water or that water rates do not cover the cost of
water service; they must show that power rates generate more revenue
than MIDD reasonably requires to provide electric service, and they must
show that power rates generate more revenue that MID reasonably
requires to provide electric service.

MID avers it has substantial non-retail-rate revenues to cover the
amount transferred to its water utility in excess of what is necessary to
pay for costs the electric utility should reasonably bear, such as for its

use of irrigation rights of way to deliver power.
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MID also argues the issue, in part, as to reasonableness is whether they

rate charged exceeds the reasonable cost of service under Axticle X1 C,

§1, subd. (©)(2).

Citing Redding at pp. 15-19, supra, MID notes that if the inter-utility

transfer is offset by non-rate revenues that transfer is appropriate and has
no bearing on the validity of the rates being challenged. Furthermore,
«[f the agency has resources of revenue other than the rates it imposes,
then the total rates charged may actually be lower than the reasonable

costs of providing the service.”

However, in Reply to the above arguments, Petitioners persuasively

rebut them on several grounds:

~They show that MID’s 2015 electricity cost of service study included
an “explicit” $2.65 million profit and a $7.6 million transfer to
irrigation.

—They point to MID’s Municipal Securities Rule Making Board
(“MSRB™) filings which show its actual costs are consistently tens of
millions of dollars less than its projected costs used to set rates.
Petitioners thereafier conclude that MID’s multi-million dollar annual
deficit in its irrigation division is strong evidence of a massive subsidy
from its electric ratepayers and to that point MID has no answer.
Furthermore, the 2015 MID electricity division cost of service study
referred to, supra, failed to identify any evidence of actual costs
associated with the transfer (emphasis added). MID proffers that it

needs to project the potential revenue for its entities and such

projections cannot be precise However, if the projections are in

millions beyond what revenue from clectric ratepayers is received,
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[2] Mootness

there is a palpable disconnect in being cognizant of continuous

millions of anticipated need.

MID argues Petitioners’ Petition for Writ of Mandate, including the
refund claim, is moot based upon MID’s “re-adeption” of electric rates
in December 2018.

Petitioners agree their equitable claims, such as their request to
invalidate the 2016 rates are likely foreclosed by the new rates.
However, Petitioners contend their claim for class-wide refunds remains.

Petitioners also note the above mootness arguments are properly
addressed in the remedy stage of this case since the current stage only
comprises Defendant’s/Respondent’s liability.

The Court disagrees with Petitioners that the mootness arguments are
to be addressed only in the remedy state. Since mootness could
comptise an affirmative defense for the liability phase, it can be
addressed at this point. However, only if this Court finds for
Respondent/Defendant as to liability would the liability phase be moof.

[3] Burden of Proof

As discussed, supra, Respondent/Defendant initially contended
Petitioners must present a prima facie case that its rates are taxes and
thus the burden shifts to MID only after Petitioners make out a prima
facie case. Such is no longer the law and the burden must be carried by
MID by a preponderance of the evidence. (Article XU A, §3, subd. (d))

Whether or not a prima facie case must be the precursor to the burden
to be carried, the Court has concluded that Petitioners have presented a

prima facie case, nevertheless.

[4] Petitioners” Retorts to MID’s Primary Contentions

10
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(a) MID failed to prove its 2016 Electric Rates are not taxes.
Petitioners aver in 2016 MID reported that its irmigation utility
would operate at a loss of $17,380,000 (emphasis added).

(b)MID’s irrigation loss in 2016 was consistent with years past.

(c) Petitioners argue the irrigation loss must be recouped from
electric revenue because MID’s electric utility is the only division
with a commensurate profit.

(d)MID concedes its irrigation division loses millions (of dollars)
anmually. Instead of explaining how it makes up the loss, it
responds, in part, that Preposition 26 is not offended by rates
below cost.

(e) While MID claims it separately “analyzed costs and revenues for
its irrigation and electric services,” it fails to identify such
analyses in the record,

(f) Sinclair Paint Company v. State Board of Equalization (1997) 15

Cal. 4% 866 established a test to examine taxes under Proposition

26. Thereafter, in 2018, California Building Industry Association

v. State Water Resources Control Board, supra, further continued

to refine Sinclair’s three-prong test regarding the tax issue. The
Prongs now are:
First: Whether the approved fees would exceed the
reasonable, estimated costs of administering the permit
program.

Petitioners contend MID admits its retail electric rates exceeded

costs by $2.6 million.

11
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Second: Is the fee used to general excess revenue, 1.e., to
penerate more revenue than necessary to pay for the
regulatory program?
Petitioners at bar contend MID’s electric rates are desigued to
generate 2 $2.6 million (dollar) profit thus comprising excess
YEVenue.
Third: Is there a fair allocation of what is referred to as the
pie?
As to this prong, Petitioners argue that MID admits its electric
utility revenue pie was too big in the first place. Furthermore,
Petitioners contend MID does not dispute that its electric rates

weré designed to generate a $2,652,235 profit.

(2)Petitioners argue that MID strains to cite any evidence to
support its Inter-Utility transfer to actual costs. Its Cost of
Service Study it is contended is entirely deficient, merely
identifying it as an Inter-Utility Transfer without further
explanation. For example, it (MID) asserts that “the irrigation
division provides raw water used by the electric enterprise to
create hydro-generation” — also known as a “falling water
share” which MID suspended due to concerns it violates

Proposition 26. Respondent/Defendant cites Moore v. City of

Lemon Grove (2015) 237 Cal. App. 4™ 363 for the proposition

that a transfer of raw water/falling water is a legitimate

transfer. However, the Lemon Grove case noted that the city

identified “other employees” who provided support for the

12
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sanitation district and the amount of such costs (emphasis
added).

v
Disposition
Based upon consideration of the evidence and the exhaustive briefing, the

Court finds in favor of the Petitioners and concludes MID’s electric rates are taxes

and therefore liable. Furthermore, MID failed to meet their burden of proof by a
preponderance of the evidence.

The primary basis for the Court’s decision is the ubiquitous absence of
actual costs throughout MID’s arguments. Although the Court understands MID’s
argument regarding the projection issue used to set rates, there is liftle to no
foundation to explain what specific costs were attributable primarily to the utility
transfers.

To quote a decade’s old and often nsed question by Clara Peller in a
television commercial, the ultimate failing by MID is/was to answer the question,
“Where’s the beef?”

For example, Petitioners proffer in their Reply Conclusion, in part, as.
follows and with which the Court agrees:

“The record in this case reveals a massive multimillion
doHar hole in MID’s irrigation budget, with a
corresponding electric utility profit . . .. It (MID) utterly
failed to justify its $2.6 million profit and $7.6 million
Inter-Utility Transfer, instead hastily pointing to its
policies and procedures, but never tying these explicit

subsidies to any actual costs.”

13
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“In sum, MID failed to meet its burden under Proposition
26 to prove that it set electric rates in an amount that does
not exceed its cost incurred to provide electric service.”
VI
Miscellany

[A] Although our local farmers need irrigation, it is not their legal burden to
carry in this lawsuit. Farmers are the salt of the earth who encounter drought
cycles, inclement weather, market fluctuations, and other impediments. They feed
us with their fruits, vegetables, dairy products, and huts, which is why here in our
county and the Central Valley, we are ofttimes denoted as the Bread Basket of the
World.

This Court’s decision applies directly to MID, not to our farmers. MID
carries the burden of proof and must abide by the law as it exists and is required to
be fully transparent with its utility transfers and otherwise.

[B] Further Proceedings

—The matter will proceed to the next phase to determine the remedy.

The Court will schedule a status conference to address the Parties’
briefing as to the extent to which a Writ of Mandate should issue.
Counsel shall meet and confer on a date and submit a proposed order
for the second phase brefing.

—The same procedure shall apply to the extent to which declaratory
relief is appropriate.

—The same procedure shall apply to the extent to which an injunction
under Code of Civil Procedure §526a is appropriate.

—The Court has taken Judicial Notice of MID’s Request for Judicial
Notice of Kimberly Hood’s Declaration filed on May 22, 2019.

14
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—Lastly, counsel have already been notified of this Judge’s retirement
as of December 31,2019. Therefore, Judge Sandhu will be assigned to
Dept. 24 and will likely be the Judge assigned to oversee the
subsequent proceedings in this case. However, the Presiding Judge is
ultimately the assigning judge.
Counsel for Petitioners shall submit an Interlocutory Judgment or other

appropriate order as deemed applicable with opposing counsel’s input.

LY

IT IS SO ORDERED

Dated: W 36 AT %, % M
Rog ger MYBeauchesne
Judge of the Superior Court

Stanislaus County

cc:  Mr. Vincent Slavens, Esq.
Mr. Michael Colantuono, Esq.

15




Text of Section 12
Defintions. A= uead in thie articls:

-{@) "Benaral fad” means any fax imposed for general governmental prposes.

-{b) "Local govermment® mesms any county, city, city and county, including a
seharter gty of county, any spoeial disirict, or any other local of fegiomal
‘govemnmental entity.

{c) "Special districl” means an agency of the State, formed pursuant to general
taw ar 4 spacial act, for the Jocal perfonmanca of govemmentsl or ploprictary .
-functions with fmited geographic boundasies inciuding, but not [imited to, school -
disticts and redavelopmant agencies,

'(d} “Special tax® means any tax mpasad for specii; pusposes, including & tax
‘tmposed for specific purposes, which is placed into a gensral fund.

(&) A= used in ths arficle, “tax” mesans any lavy, chame, or exaction of any bind
mpased by a local govermment, excapt the following:

‘(1}A chamge imposad for a specific benefit confented or privifege granted direetly”
to the payar that is net provided to thpse not charged, and which does not
axceed the reagonable costs to the (o govemment of confaring tha benefit or-

ranting the privilege.

” '{2) A charge imposed for a spesific govemment senvice or product provided
o directly to fhe payor that is not provided to thess not champed, and which does
not exceed the easunable costs fo the local gm.ramment of providing the
‘sesvice or produch.

*(3) A chrarge Imposed for the reasnnahis regnlatary coste to 2 local government
“for sgying eenses and penmits, performirg nvestgations, Inspections, and
avdis, enforcing agrictltursl marketing onders, and the administrative
emforcement and adjudication thereof.

(@) A chame impased for enfrance 1oor use of local gevernment propesdy, or the:
Jpurchase, rental, orlaase of lacal government property.

{5) A fine, panally, or other monetuy ehafgs impased by the judiclat branch of .
‘govemment or g loca) govemment, 2s 2 resudt of a vickation of Taw. B

E(E)Achazge imposed as a condimian of property development. :

-_(7) ﬁssemnm aund propery-nlated fees Imposed in accordance with the'
‘proviclons of Articie Xill D,

H

Tha lacal goventnent bears the burden of proving by 8 prependeranea of the
:avidencs thata lewy, chame, or other exadtion i not a tax, that the amount ks no
‘moye than necoesany to cover the rapconable costa of the govermmental activity,
-gnd that the raznner in which those gosts ame allocated 1o a payor besr a fafr or

‘ressonable reiatinnsn}p t the payor's burdens an, o banefits receied fion, ﬂie
“governmental actvity

ATTACHMENT A
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