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BEFORE THE PUBLIC SERVICE COMMISSION
OF THE STATE OF MISSOURI

In the Matter of Lake Region Water & Sewer )
Company’s Application to Implement a General ) leNo. WR-2013-0461
Rate Increase in Water and Sewer Service. )

REPLY BRIEF OF THE OFFICE OF THE PUBLIC COUNSEL

COMES NOW the Office of the Public Counsel (Puliiounsel) and states for its Reply

Brief as follows:
1. Capital Structure

It is Public Counsel's position that Lake Regiomistual capital structure should be
utilized in this case and that the actual capitalcture at the end of the test year was 68.90%
debt and 31.10% equity. Lake Region has a sinpmition with a slightly different actual
capital structure calculation because it does mpee with Public Counsel's recommended
availability fee adjustments. Staff notes thah#@is calculated Lake Region’s actual capital
structure to be 100% debt, but recommends thapathgtical capital structure of 75% debt and
25% equity should be utilized for Lake Region istoase In its Brief, Staff argues that
Missouri Courts have determined that the Commiskia® the discretion to order the use of a
hypothetical capital structure and to assume a ttngbical debt for a utility to ensure that rates
charged by the utility are just and reasonéble.

While it is true that the Commission does have th&retion, it does not mean that

applying a hypothetical capital structure is justd areasonable in this case. Applying a

! Post-Hearing Brief of Staff, pg. 21-22.
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hypothetical capital structure to every small wated sewer system with more than 75% debt
without making a determination that it balancesrtbeds of the utility and the customers is not a
reasonable position for Staff to take. Staff'sipos that small water and sewer systems should
be treated as having at least 25% equity may loghpdp up a troubled system that has no equity
and is need of cash flow. However, such treatrabatild only be approved by the Commission
on a case-by-case basis. There is no evidencethtizainternal policy of Staff is just and
reasonable to be applied automatically, especialhere Staff's actual capital structure
calculation of more than 75% debt differs from daéculations of other parties. Staff’s internal
policy to automatically apply a 75% debt and 25%iigqcapital structure may actually be
detrimental to the utility, as in this case wheotghbPublic Counsel and Lake Region calculate an
actual capital structure that exceeds 25% equitys is not just and reasonable.

Staff states it does not want to ignore the extigneseraged state by allowing an equity
ratio that is not consistent with how the compasyruly capitalized because doing so would
encourage companies to take on too much finanisialto attempt to achieve higher returns —
putting the utility, and in turn the customers thom it provides service, at a greater AsBut
in reality, Staff's proposal would result in juliat encouragement. Allowing a company to have
its debt ratio limited to 75% would protect the quany from any down-side to having a debt
percentage above 75%. No matter what choicesatmpany makes, Staff’'s policy will see to it
that the company always has at least 25% equitylaoh to collect a return. Knowing Staff's
policy will protect them, companies would be enemad to take on higher financial risk —
putting the utility, and in turn the customers thom it provides service, at a greater risk. This

is exactly what Staff says it fears. Thereforés ot just and reasonable for the Commission to

® Post-Hearing Brief of Staff, pg. 25.



support Staff's internal policy of automaticallypdying a hypothetical capital structure of 75%
debt and 25% equity to Lake Region.

Based on Public Counsel's recommended availaliéityadjustments, the inclusion of
additional CIAC in the Shawnee Bend Sewer and SkavwBend Water rate bases is warranted.
Therefore, at the end of the test year the ratesas the three utilities consist of Horseshoe
Bend Sewer - $1,274,431, Shawnee Bend Sewer ngilGhawnee Bend Water - $752,941 for a
total rate base of $2,027,372. Since this rate limsupported by the Alterra Bank loan of
$1,396,731, Lake Region’s actual capital structirthe end of the test year is 68.90% debt and
31.10% equity. Therefore, the Commission shouttepthat that Lake Region’s actual capital

structure of 68.90% debt and 31.10% equity shoaldtbized in this case.

2. Return on Equity

It is Public Counsel’s position that Lake Regionigrent Commission authorized return
on equity of 8.50% be authorized again by the Cossion in this case. In its Brief, Lake
Region claims that Public Counsel provided no asialyhat Lake Region’s current return on
equity of 8.50% is reasonably consistent with auirrearket costs, or that it is reasonable, or that
it will maintain Lake Region’s financial integritwhen the rates determined in this proceeding
are in effect. Lake Region states that Public Counsel’s arguriseased on the fact that capital
market costs have not increased since Lake Regiastsate caseThat is correct. The capital
markets haven't increased — they have actuallyisdtl Lake Region claims there is no

evidence that shows that the return on equity enl#ist rate case was based on Lake Region’s

* Post-Hearing Brief of Lake Region, pg. 55.
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current market cost of equity at that tifhedowever as Lake Region points out, its last catee
was based on a global settleméntake Region itself agreed to the 8.50% returrequity so
Lake Region must have been comfortable that itketarost of equity at that time would be
sufficiently included. If 8.50% had been detrin@nio Lake Region, logically Lake Region
would not have agreed to that percentage. Justusechigher numbers have been dangled in
front of Lake Region by Staff, does not make 8.5@easonable. It just means that 8.50% is
not as high as what Lake Region and its sharel®Meuld like. But, 8.50% return on equity
was reasonable in the last case and has been ptovas reasonable today to support Lake
Region’s financial integrity and access to capitarkets.

It is Lake Region’s position that the appropriag&rn on equity for Lake Region is 13.89%
as recommended by Staftake Region states that it found Staff's methodgltmgbe reasonable
because it was transparent and measured a famretu equity based on an estimate of the
utility’s investment risk And why wouldn't it when Staff's methodology praced returns that
far exceed the returns that Lake Region’s ratesanently based on. But, Staff's proposal has
no basis in the reality that is Lake Regio8taff's 13.89% proposal is based on a hypothetical
capital structure which does not exist and is mpipsrted by the evidendeSince Staff seems to
think that the 8.50% return on equity it agreedntthe past case is somehow not nearly enough
today, Staff resorted to an extrapolation of reduffor large publicly traded companies.
However, Lake Region is not a large publicly tradedhpany and has no resemblance to one.
Lake Region is not publicly traded at all. Butattfiact made absolutely no difference to Staff.

Staff suspended reality and forged ahead with il thought at all to the customers.

®1d.

"1d..
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Staff's methodology is not just and reasonable iango way represents the actual facts
of Lake Region.While Lake Region may be categorized as a smaditytit has had no problems
obtaining financing under its own name as evidermgedhe recent financing case, Case No. WF-
2013-0118. Nor is Lake Region operating under amjue financial or operational stréSsFor its
size, Lake Region is a fairly strong well-run wyiland any risks it may be encountering do not
appear to be insurmountabfe Also the evidence shows that much of the risk ttzdte Region
faces is purely shareholder inflicted, not markeéteh? Staff's methodology may be acceptable
as a last resort if a reasonable return cannoeterrdined in any other way. However, Lake Region
currently has a reasonable 8.50% authorized rewtwoh should be considered by the Commission
before applying Staff's last-resort methodology.

From its Brief, it is clear that not even Lake Regis totally on-board with Staff's
methodology® As a nod to the evidence of the actual capitaicsire presented by the other
parties, Staff alternatively recommended a lowé&urreon equity of 11.93% if the Commission
accepts a less leveraged capital structlire.But, Lake Region, who accepted Staff's
methodology at a capital structure of 75% debtlsc8taff's methodology unreasonable at a
capital structure of 60% debt. With visions of a return on equity of 13.89% iake Region’s
head, that is hardly surprising. That just shotwis hot Staff's methodology that Lake Region
supports, but the bottom line number of 13.89%rretin equity. It is Lake Region’s burden to
prove that the return on equity it is proposingust and reasonable. By only picking and

choosing what it likes and doesn't like from Stafalculations, and ignoring the fact that it has

7r, Pg. 163.
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done just fine (and even thrived) over the pasesdwears at a return on equity of 8.50%, Lake
Region has not met that burden.

Lake Region has not met its burden to prove trataange from its current 8.50% return
on equity is just and reasonable. There is noemad that Staff’'s recommended 13.89% return
on equity, or even its 11.93% alternative return emuity recommendation, is a just and
reasonable reflection of shareholder risk. Théanzed return on equity of 8.50% as agreed to
by all the parties in Lake Region’s previous cag@s reasonable then and continues to be
reasonable today. Therefore, the Commission shauttiorize a continued 8.50% return on

equity as just and reasonable in this case.

3. Availability Fees

It is Public Counsel’s position that availabilityels should be applied against rate base as
contributions in aid of construction (CIAC). Speally, Public Counsel recommends that the
water system rate base at the end of the testogesrduced by the inclusion of additional CIAC
in the amount of $331,330, and that the sewer systde base at the end of the test year be
reduced by the inclusion of additional CIAC in #maount of $705,843.

In its Brief, Lake Region claims that the Commiss@nnounced unequivocally that it
would not assert jurisdiction over availability e future actions until and unless a formal rule
was promulgate® Lake Region claims that since a formal rule was promulgated, the
Commission cannot now assert jurisdiction over laiity fees!’ However, in Lake Region’s
last rate cases, the Commission actually did deteriat it should assert jurisdiction over the

availability fees associated with Lake Region:

®post-Hearing Brief of Lake Region, pg. 13.
" post-Hearing Brief of Lake Region, pg. 7.



Because the utility had, at different intervalstedi use of or access to this

revenue stream, and because the fees can be dafiredommodity falling under

the definition of utility servicethe Commission concludes that it should assert

jurisdiction over availability fees.!® [emphasis added]

The Commission then determined that it would beeasonable to utilize its jurisdiction to
impute revenue to Lake Region based on the avhilat@es already collected:

After considering all of the possible revenue scesathe relevant law, and the

Commission's prior policy and practice on ratemgkireatment of availability

fees, the Commission determines that the subskartthcompetent evidence in

the record as a whole supports the conclusion ithatould be unjust and

unreasonable to impute additional revenue to Lakgidh derived from the

availability fees already collectéd.

However, the decision to not utilize its jurisdactito impute revenue for Lake Region in no way
negated the jurisdiction of the Commission entirelyhe jurisdiction of the Commission is set
out in RSMo 8386.250. There is a nexus betweersd¢ihace provided by Lake Region and the
availability fees. Lake Region provides a costymenodity, water and sewer availability,
through the utility's plant and infrastructure fohich undeveloped lot owners are required to
pay. Therefore, this decision to assert jurisdictover the availability fees was reasonable then
and remains reasonable today.

Similarly, the Commission’s decision to forego tirae and expense of promulgating a
rule, and instead deal with availability fees orcase-by-case basis in no way negated the
jurisdiction of the Commission over those availépilees. Based on its statutory authority, the
Commission has and does exert jurisdiction overlawlty fees, even without a formal rule
specifically on availability fees. As Staff notesits Brief, very few utilities charge availabyit

fees and the facts are significantly different fraase-to-cas€. Ozark Shores, an affiliate

company of Lake Region, charges availability fedsctv areadded into the general revenue

18 Report and Ordet,ake Region Water & Sewer Company, Case Nos. SR-2010-0110 and WR-2010-0111, pg. 103.
9 Report and Ordet,ake Region Water & Sewer Company, Case Nos. SR-2010-0110 and WR-2010-0111, pg. 107.
2 post-Hearing Brief of Staff, pg. 12.



stream for usén determining Commission approved ratesPeaceful Valley also has availability
fees in its Commission approved tariffs and cofiébe availability charges as general revenue to
reserve access to its water senviceUntil recently, I.H. Utilities also had availaiyl fees in its
Commission approved tariffs and collected the abélity fees as general reventie. The
Commission has properly applied its jurisdictiondal with the issue of availability fees on a
case-by-case basis for these utilities. Therefibre,Commission should continue to apply its
jurisdiction in order to address the issue of allity fees connected to Lake Region.

Lake Region claims that the Commission lacks sulyjetter jurisdiction over the billing
and collection of fees designed to recover thescoéta developer’s investment in water and
sewer assets that have been donated to a priviitg; uherefore, the Commission has no
authority to consider Staff's or OPC’s proposalaaaning an allocation or application of such
fees to Lake Region’s operations in this cd$eWhile that claim is highly debatable, the
Commission most certainly has jurisdiction over ¢aRegion and the setting of just and
reasonable rates which take into account costhtnat already been recovered by the developer
of Lake Region or by any other entity. If costydalready been recovered through another
means, it is not just and reasonable to requireoouey's to pay for those costs to be recovered a
second time.

Lake Region claims that it does not charge avditgbiees and has no rights to the
availability fees”®> Lake Region states that to believe that Lake &edjias rights to collect

availability fee revenue is perfect fiction, andatdjust Lake Region’s rates for service based on

2L Joint Stipulation of Undisputed Facts.
22
Id.
2d.
24 post-Hearing Brief of Lake Region, pg. 31 & 33.
% post-Hearing Brief of Lake Region, pg. 33.



a presumption that it has such rights is punitiveLake Region goes so far to say that to the
extent the Commission may in fact, or constructivelassify the availability fee revenue as
Company revenue, it takes the private propertypiablic use without just compensation in
violation of both the United States and the MissdDonstitutions:’ But, the logical and
expected results of a voluntary act do not equata €onstitutional “taking.” The fact is that
Lake Region had the right to those availability fé@lars and voluntarily gave them up for
reasons known only to its sharehold@rs.Public Counsel’s analysis shows that during the
calendar years of 1995 through 2013, approximakél$ million of availability fees has been
billed and/or collected® Staff also estimates that currently the annualwarof availability fee
revenues is $93,136 for Shawnee Bend Water and,#148%or Shawnee Bend Sew&r.Both
Lake Region and its shareholders had to know tlatowing such a significant amount of
revenue dollars from the utility coffers would hguanitive effects on the utility. Therefore, any
punitive results of this voluntary act are comgdleself-inflicted — not a “taking”. It is not just
and reasonable that the customers be requirecckoupi the pieces and pay for Lake Region’s
and its shareholders’ highly questionable busidesssion.

Additionally, while it may be true that Lake Regity its own action) has no right to the
dollars connected with availability feethe reason for collecting the availability fees and
what collecting the availability fees was to accomplish did not change. Lake Region’s highly
guestionable business decision does not chandadhthat availability fees remain a charge for
services provided by Lake Region. The parties edghat the purpose for establishing the

availability fees applicable to Lake Region’s seevarea was to recover the investment in the

% post-Hearing Brief of Lake Region, pg. 42.
" post-Hearing Brief of Lake Region, pg. 35.
28 Joint Stipulation of Undisputed Facts.
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water and sewer systems, not to maintain or reépairexisting operations of the systems once
they were constructed. Investment is not a one-time proposition conreéately to the original
development of Lake Region. Investment is an amgqrocess for Lake Region in order to
maintain a state-of-the-art system. The evidehoesvs that availability fees have been and will
continue to be collected long after the originalestment in Lake Region was recovered. Lake
Region’s rate base is overstated due to the fatttiie full amount of availability fees collected
from lot owners within the utility's jurisdictionisas not been utilized to offset the cost of the
original and subsequent plant investments madehbyutility* If investment cost is being
recovered through the availability fees, it is gos$t and reasonable for the rates of Lake
Region’s customers to be set so that investment€oscovered a second time.

Lake Region points out that under the provisionghef current set of declarations of
restrictions, the owners of the properties subjedhe availability fee have the means through
their property owners’ association or independendlyterminate the billing and collection of
availability fees®® But, the Declaration states it is binding unéihdary 15, 2015, after which it
is automatically renewed unless 90% of the asdonialbt owners vote to terminate the
Declaration®® There is also no provision that states that anaertain amount of money is
collected the availability fees will go away. So, other than through gaining a 90% vote for
complete termination of the Declaration, the undlgwved lot owners have no way of terminating
the availability fees. Anyone would agree that 9@8teement is a huge hurdle to meet even in
the best circumstances. But in this situationilitlve especially hard to gain a 90% agreement to

terminate the Declaration. Customers of Ozark &han affiliate company of Lake Region, are

31 Joint Stipulation of Undisputed Facts.
%2 OPC Exhibit #3.
33 post-Hearing Brief of Lake Region, pg. 33-34.
2;‘ Joint Stipulation of Undisputed Facts.
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also members of the association and would voteotaswners in any action to terminate the
Declaratior’® As developed lot owners, Ozark Shores’ custonaeesnot subject to paying
availability fees. But, Ozark Shores’ customerseree a benefit because availability fees are
included asgeneral revenue and usiddetermining their Commission approved utilityest’

It is highly unlikely that the customers of OzarkdBes will vote to forego this benefit. So the
lot owners may have the means, but the likelih@that availability fees will continue for the
foreseeable future just as they were apparentiynaed.

Even if the billing and collection of availabilifges were to be terminated in the future,
that would not be an issue for Lake Region ands#téing of just and reasonable rates. The
termination of availability fees would be takenargccount in Lake Region’s next rate case. If
the Commission accepts Public Counsel’s positiothis case and availability fees were to be
later terminated, there would no longer be a neegtduce Lake Region’s rate base to account
for availability fees as CIAC. If investment casas no longer being recovered through the
availability fees, the rates of Lake Region’s custos would then be set to recover that
investment cost just as would be done for any systdéthout CIAC. Even under Staff's
proposal to impute revenue to Lake Region, if thailability fees were to be later terminated,
Lake Region could just file a new rate case andvdhat the source of revenue from availability
fees was no longer applicable. Lake Region’s ratesld then be set on its current revenue
without imputing revenue from availability fees. itier way, normal ratemaking principals
would still apply and just and reasonable ratesld/be set. Potential future termination of the
availability fees is therefore not a stumbling Iidac the Commission accepting either Staff's or

Public Counsel’s positions in this case.

36|d
714,
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It is just and reasonable that the additional abdlity fees be included in rate base as
additional CIAC paid by lot owners within the judistion of the Lake Region. Therefore, the
Commission should order that availability fees ectéd from owners of undeveloped lots in
Lake Region’s service territory should be appligdiast rate base to reduce the Shawnee Bend
water system rate base at the end of the testbyedine inclusion of additional CIAC in the
amount of $331,330, and to reduce the Shawnee Bendr system rate base at the end of the
test year by the inclusion of additional CIAC irethmount of $705,843.

In its Brief, Staff supports an alternative positithat if the Commission decides not to
impute availability fee revenue to Lake Region,ntt®2,000 should be excluded from Lake
Region’s cost of service in recognition that castsociated with the billing and collection of
availability fees should be excluded from Lake Rets cost of servicé® Staff asserts that as
availability fee billing for Lake Utility Availabity 1 is performed by Ms. Goldsby, and as she is
not paid by RPS Properties, her time spent omgiland collecting the availability fees should
not be included in the cost of service that Lakegi®®s ratepayers ultimately pdy. Public
Counsel wholeheartedly agrees and supports Statesnative position. Additionally, Public
Counsel would ask the Commission to also exclude $,000 from Lake Region’s cost of
service if the Commission decides not to accepti®@ounsel’s position that availability fees

should be applied against rate base.

4, Legal Fees
It is Public Counsel’s position that the test yaad true-up legal fees f@hawnee Bend

Development Company, LLC v. Lake Region Water & Sewer are a non-recurring, unreasonable

3 post-Hearing Brief of Staff, pg. 17-18.
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expense that should not be included in the caliculadf rates for Lake Region. The evidence
shows that all parties agree that the Shawnee Bewelopment breach of contract legal costs
are not a recurring cost and therefore, shouldordncluded in rates as a normal yearly cost of
service iten? Still, Lake Region claims that it acted justly defending on appeal the trial
court’s favorable judgment entered in this caserdfore the legal costs should be included in
customer rate$" In its Brief, Staff states that the fact that @empany ultimately lost the case
does not make the decision to proceed impruferilowever, “acting justly” and not acting
“imprudently” does not transform these costs ir@asonable costs for customers to bear in rates.
Just and reasonable rates require that there be benefit to the customer in exchange for the
rates that they pay. For example a utility mayt jastly,” and “prudently” install larger plant
than necessary to serve its current customers bedaus cheaper and easier to do so while
construction is going on, with the hopes that tlefpwill be used and useful for inclusion in
rates in the near future. However, the costsHar additional plant are not just and reasonable to
be put into rates until additional customers amgeadvho then gain the benefit of that additional
plant. It is not only the act of spending the momeudently that makes the costs just and
reasonable to be included in rates. It is alsoettistence of a benefit to the customer. In this
situation, Lake Region lost the legal case andefbee there was no benefit to the customers
from these legal costs.

Both Lake Region and Staff discuss the why's anatvifts surrounding that legal
action®® But, it makes no difference what could have hapgef Lake Region had prevailed —

it did not. Lake Region provided no evidence tovghhat the costs fighting this losing battle

“0 Staff Exhibit #12; Tr. Pg. 344.

! post-Hearing Brief of Lake Region, pg. 60.

“2 post-Hearing Brief of Staff, pg. 28.
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were just and reasonable for customers to bednam utility rates. This suit would not have
been necessary if not for the actions of Lake Regio its dealings with Shawnee Bend
Development Company. Customers have absolutelgayoin the utility’s decision making
process regarding its contracts. The ability tcetm@r in this case, breach) the terms of a
contract is strictly based on the actions and lassirdecisions of the utility and its shareholders.
Lake Region provided no evidence to the contrdtyis just and reasonable that Lake Region
and its shareholders bear the risks and the cb#tese actions and decisions, not the customers.
The evidence shows that all parties agree thaSh@vnee Bend Development breach of
contract legal costs are not a recurring cost aedefore, should not be included in rates as a
normal yearly cost of service item. Additionalbgke Region did not meet its burden to prove
that these legal costs are just and reasonabléimeecosts in the provision of utility service to
the customer. The evidence also shows the Apggalst found, and the Missouri Supreme
Court agreed, that Lake Region unreasonably araldally breached its contract with Shawnee
Bend Development. It is not reasonable to experdtomers to pay these legal costs.
Therefore, the Commission should find that the lidgas for Shawnee Bend Development
Company, LLC v. Lake Region Water & Sewer are a non-recurring, unreasonable expense which

should not be included in the calculation of rdtgd_ake Region.
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