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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 )

POST-HEARING BRIEF OF THE OFFICE OF THE PUBLIC COUN SEL

COMES NOW the Office of the Public Counsel (Puliounsel) and states for its Post-
Hearing Brief as follows:
1. Capital Structure

a. Should the capital structure for Lake Region be basd on its actual capital structure

or a hypothetical capital structure?

It is Public Counsel’s position that the capitalisture for Lake Region should be based
on the Company’s actual capital structure.

It is also Lake Region’s position that the capgalicture should be based on its actual
capital structure. However, it is Staff's posititrat a hypothetical capital structure should be
used for Lake Region.

Rates must be just and reasonable and the use adtaal capital structure of a utility
when setting customer rates is presumed reasondblan actual capital structure cannot be
determined, it may be reasonable to pursue othemuees to set a capital structure based on the
information known at the time. However, the eviceshows that in this case the actual capital

structure was calculated by all three of the psrtieLake Region witness Mr. Summers



calculated an actual capital structure of approseiye60 percent debt and 40 percent eqtity.

its Corrected Position Statement, Lake Region stat@re precisely that its actual capital
structure is 56.2% debt and 43.8% eqdityublic Counsel witness Mr. Robertson calculated
Lake Region’s actual capital structure at the ehthe test year to be 68.90% debt and 31.10%
equity, based on Public Counsel's recommended ability fee adjustments. Even Staff
calculated an actual capital structure when it eiteed that as of the test year Lake Region is
financed with 100% debt. Since an actual capital structure can be caledlait is just and
reasonable that the actual capital structure bé usthe setting of rates.

The only party advocating for a hypothetical cdpstaucture is Staff who recommends
the use of a hypothetical capital structure of 78t and 25% equity. Staff apparently has its
own internal policy to automatically apply a 75%btland 25% equity capital structure to any
small water and sewer utility with more than 75%tde So, Staff's broad-brushed policy is that
all small water and sewer systems should be tresdthving at least 25% equity, whether or not
they do. But, the evidence shows that Staff ditkst the reasonableness of Lake Region’s
actual capital structure first to see whether drine consistent with the business risk and the
financial risk included in the methodology Staffaidvocating to use in this caseNor did Staff
explain how its internal policies are better thiam tlecisions of the utility itself. In its testimg
Lake Region states that its recent financing c¥¢€;2013-0118, was filed with the intent to

issue debt in order to create an actual capitakctire of approximately 60% debt and 40%

1 Tr. Pg. 146.

% Lake Region Water & Sewer Company's CorrecteceStant of Position on the Issues.
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equity to support the Company's rate base invedtmeTherefore, the establishment of
approximately the current actual capital structumest have been important to Lake Region and
its shareholders. The evidence shows that Lak@Réglly intended to utilize its actual capital
structure and made specific business decisiongnergte a specific capital structure. There is
no evidence that Staff's internal policy is moragenable than the specific business decisions of
Lake Region or any other utility.

The evidence shows that in this case the actuatategtructure was calculated by all
three of the parties. Still Staff argues that adiletical capital structure should be imposed.
Staff's broad-brushed internal policy is that atiadl water and sewer systems should be treated
as having at least 25% equity. But, since an adatapital structure can be (and has been)
calculated, it is just and reasonable that theahcapital structure be used in the setting ofstate
The evidence shows that Lake Region fully intentteditilize its actual capital structure and
made specific business decisions to generate aspegific actual capital structure. There is no
evidence that Staff's internal policy is more reegue than the specific business decisions of
Lake Region or any other utility. Therefore, then@nission should order that the capital

structure for Lake Region should be based on tisahcapital structure.

b. If the capital structure for Lake Region should bebased on its actual capital
structure, what is Lake Region’s actual capital stucture?
It is Public Counsel’s position that Lake Regioatdual capital structure at the end of the

test year is 68.90% debt and 31.10% equity.

" WF-2013-0118In the Matter of Lake Region Water and Sewer Co. for Authority to Borrow Up to $2,000,000 in
Long-Term, Secured Debt; Lake Region Exhibit #2.
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It is Lake Region’s position that the Company’suaticapital structure at the end of the
test year is 56.2% debt and 43.8% equity. It &fStposition that as of the end of the test year
Lake Region is financed with 100% debt.

As of June 30, 2013, the Company's rate base paf'sSDirect Testimony filing
consisted of Horseshoe Bend Sewer - $1,274,431wigfe Bend Sewer - $276,864, and
Shawnee Bend Water - $1,084,271 for a total rase lnd $2,635,568. The only debt in the
Lake Region’s name at that date was an Alterra Baak of $1,396,731 with an interest rate of
5%° Thus, Lake Region’s capital structure per Stafbiect Testimony consisted of
approximately 53.00% debt and 47.00% equity attie'® As of its February 10, 2014, filing,
Lake Region calculated that its actual capitalctme was 56.2% debt and 43.8% equity based
on figures within Staff's most recent accountingst!

However, based on Public Counsel's recommendedahidy fee adjustments as
discussed later, the inclusion of additional cdmitions in aid of construction (CIAC) in the
Shawnee Bend Sewer and Shawnee Bend Water rate ibagarranted” The evidence shows
that it is just and reasonable for the Commissoretluce the Shawnee Bend water system rate
base by the inclusion of additional CIAC in the ambof $331,330, and to reduce the Shawnee
Bend sewer system rate base by the inclusion dfiadal CIAC in the amount of $705,843 due
to Public Counsel’'s estimates of the amount oflafdity fees collected® Public Counsel did
not present its estimates of availability feesehilland/or collected as actual amounts because

only Lake Region and its shareholders have aceetisat informationt? Lake Region has the

® OPC Exhibit #4.
9
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burden to prove that the amount of rate base fpigmes to include in rates is just and reasonable.
However, Lake Region did not provide any eviderceefute Public Counsel’s calculations or
methodology even though it was given ample oppdastunT herefore, the rate bases of the three
utilities consist of Horseshoe Bend Sewer - $12314, Shawnee Bend Sewer - ($428,979) (i.e.,
$276,864 less $705,843), and Shawnee Bend Wate752,#%1 (i.e., $1,084,271 less
$331,330)"° Since the adjustment drives the Shawnee BendrSateebase negative, no return,
i.e., neither debt nor equity, should be authorimedhat system and the rate base should be set
at zero™® Therefore, the rate bases of the three utilghesuld consist of Horseshoe Bend Sewer
- $1,274,431, Shawnee Bend Sewer - $0, and ShaBeea Water - $752,941, for a total rate
base of $2,027,372. Since this rate base is supported by the AltBeak loan of $1,396,731,
Lake Region’s actual capital structure is 68.90%t@ad 31.10% equit}?

The positions of the parties show that Public Cetasd Lake Region have somewhat
similar actual capital structure calculations, asitom Public Counsel's recommended
availability fee adjustments. However, Staff cédtes Lake Region’s actual capital structure as
containing 100% debf The fundamental difference between the actualtalaptructure
recommendations centers around the ratemakingrtesditof a loan Lake Region’s shareholders
utilized to finance the original acquisition of thélity.?° Public Counsel and Lake Region did
not include the shareholder acquisition loan inrtbalculated actual capital structure while Staff
utilized the shareholder acquisition loan in itsuat capital structure calculation and its ultimate

recommendation to move to a hypothetical capitaicsire®® Staff indicates the reason it

54

4.

4.

84.
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included the shareholder acquisition loan in tlasecwas due to the fact that it had included the
entire amount of the shareholder acquisition laaitsi capital structure recommendation in Lake
Region's previous rate cases, SR-2010-0110 and WIR-Q111%? Staff points out in these
cases, Lake Region and Staff agreed (and Publin€&bwlid not oppose) that Staff's proposed
capital structure was the most accufdteStaff also points out its concern that regardiess
whether Lake Region's assets were pledged directindirectly through shareholder interest,
the lender would ultimately take possession of L&degion if there was a default on the
shareholder acquisition loan, which would have shme effect as if the lender foreclosed on
Lake Region's assets. While Public Counsel shares Staff's concerns, shareholder
acquisition loan is not in Lake Region’s name ariRetease of Negative Pledge Agreement was
recently executed clearly indicating to the lenter shareholders’ intent that Lake Region’s
assets are not to be pledged as collateral fostteeholder acquisition lo&n. Therefore, Public
Counsel did not include the shareholder acquisiam it its actual capital structure calculation.
Without the addition of the shareholder acquisitiman, Staff's calculated actual capital
structure would be very similar to the calculatiof$ublic Counsel and Lake Region.

Based on Public Counsel's recommended availaliéityadjustments, the inclusion of
additional CIAC in the Shawnee Bend Sewer and SkavBend Water rate bases is warranted.
Therefore, the rate bases of the three utilitiessish of Horseshoe Bend Sewer - $1,274,431,
Shawnee Bend Sewer - $0, and Shawnee Bend Watéb2,®l1 for a total rate base of
$2,027,372. Since this rate base is supportechéyAlterra Bank loan of $1,396,731, Lake

Region’s actual capital structure is 68.90% debt &1.10% equity. Therefore, if the

22 Staff Exhibit #7.
23
Id.
2d.
% OPC Exhibit #4; Lake Region Exhibit #6.



Commission determines that the capital structurd_éke Region should be based on its actual
capital structure, the Commission should order that Lake Region’s actual capital structure is

68.90% debt and 31.10% equity.

c. If the capital structure for Lake Region should bebased on a hypothetical capital
structure, what is a balanced and reasonable capitatructure for Lake Region?

As it is Public Counsel's position that the capg#aiucture for Lake Region should be
based on the Company’s actual capital structurbli®Counsel did not state a specific position
on this question prior to the hearing. However, [lRuBounsel reserved the right to express a
final position on this question based on the testiynprovided at the hearing.

It is Lake Region’s position that a balanced arasomable hypothetical capital structure
for Lake Region would be 60% debt and 40% equityis Staff's position that a hypothetical
capital structure of 75% debt and 25% equity shbeldtilized for Lake Region.

A reasonable capital structure finding by the @Guossion must balance the needs of the
customers with the needs of the utility. Rates tnfigsjust and reasonable and the use of an
actual capital structure of a utility when settowstomer rates can be presumed reasonable. If an
actual capital structure cannot be realisticalltfedained, it may be reasonable to pursue other
avenues to set a capital structure based on themation known at the time. Any hypothetical
capital structure should strive to provide a reabta recognition of the actual equity present in
the utility. Randomly adding additional equityttee utility provides a windfall for shareholders
in the form of a return for investment that does exast. As a result, a rule of thumb should be
that a reasonable hypothetical capital structucdudes an equity percent which is within a

reasonable range of the actual equity percents Whi allow for recognition of the actual equity



while preventing the requirement for customersay mates based on an unreasonable amount of
non-existent equity.

The evidence shows that Public Counsel calculdtedattual capital structure at true-up
for Lake Region to be 68.90% debt and 31.10% eghdaged on Public Counsel's recommended
availability fee adjustmenfS. As the actual percentage of equity for Lake Redias been
shown to be 31.10%, per the rule of thumb a reddertaypothetical structure would include an
equity percent which is within a reasonable ran§e8130%. Therefore, if a hypothetical
structure is to be used, the Commission could deter that a balanced and reasonable capital
structure would be 70% debt and 30% equity asciuges an equity percent which is within a
reasonable range of the actual equity percent ledbmiby Public Counsel.

Similarly, Lake Region calculated the actual cdgteucture at the end of the test year to
be 56.2% debt and 43.8% equify.n its testimony, Lake Region states that it®nedinancing
case, WF-2013-0118, was filed with the intent suesdebt in order to create an actual capital
structure of approximately 60% debt and 40% eqtatysupport the Company's rate base
investment® Based on this, Lake Region stated its positiaat th balanced and reasonable
hypothetical capital structure for Lake Region wbilde 60% debt and 40% equity. Lake
Region’s hypothetical capital structure includeseguity percent which is within a reasonable
range of the actual equity percent calculated bkelLd&egion. However, 40% equity
unreasonably exceeds the actual equity percenilatdd by Public Counsel.

Staff is proposing a hypothetical capital structof&5% debt and 25% equity. However,

Staff's position is pure fiction with no connectida the realities of Lake Region. Staff's

26 OPC Exhibit #4.
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calculations show that as of the end of the teat yake Region is financed with 100% d&bt.
But, in stark contrast to the actual capital sttt Staff calculated, Staff argues that a
hypothetical capital structure of 75% debt and 2&§6ity should be utilized for Lake Regith.
In essence, Staff is saying it believes customieosild pay rates that include a return on 25%
equity that does not actually exist. A shift fr@% equity to 25% equity is excessive and does
not meet the rule of thumb that a reasonable hwictl capital structure should include an
equity percent which is within a reasonable ranfjghe actual equity percent. Such a drastic
move is most certainly detrimental to the customers

To support to this amount of equity shift, Staffijge to its own internal policy to
automatically apply a 75% debt and 25% equity ehitructure to any small water and sewer
utility with more than 75% delSt. Therefore, no matter what the actual capitalcstme was
calculated to be, Staff's policy would be to requiustomers’ rates to include a return of at least
25% equity. Staff just applies this internal pgli@utomatically without making any
determination on how it balances the needs of tiléyuand the needs of the customéfs.
According to Staff, because it believes there aextral limitations on estimating the cost of
equity at such extreme levels of leverage, Stadfsfét is necessary to automatically cap the
leverage ratio at 75% debt. But none of the parties, including Staff shouévd any difficulty
estimating the cost of equity for Lake Region esyBc since Lake Region had a recent
financing Case No. WF-2013-0118 for a loan whictharized a debt cost of 5.00%. Therefore,

Staff's concerns seem to be unfounded in this c&taff didn't even test the reasonableness of

29 Staff Exhibit #7.

014,

3 Tr. Pg. 162, 195-196.

%71y, Pg. 162.

% OPC Exhibit #4.

3 WF-2013-0118|n the Matter of Lake Region Water and Sewer Co. for Authority to Borrow Up to $2,000,000 in
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Lake Region’s actual capital structure first to sdeether or not it was consistent with the
business risk and the financial risk included ia thethodology Staff is advocating to use in this
case® Staff made no determination of the affordabitityeconomic impact of requiring Lake
Region’s customers to pay a return on 25% equiy tloes not exis Additionally, Staff's
internal policy applies only to small water and sewompanies that are above 75% debt and its
result is to help ensure that all small water asaes utility owners or shareholders receive a
profit no matter what’ Staff makes no similar adjustment to lower thaiggportion of those
utilities that have 100% equity to relieve the lmmdplaced on the customers and promote
affordability. As a result, Staff's internal paojies one sided with the benefit going to the utilit
without offering a reciprocal benefit for the cuskers. This completely goes against Staff's
mandate to equally balance the needs of the udiitly the needs of the customers.

Applying a hypothetical capital structure to evergall water and sewer system without
making a determination that it balances the neddthe utility and the customers is not a
reasonable position for Staff to take. Staff'sadatdrushed position that all small water and
sewer systems should be treated as having atdB&sequity may be reasonable help to prop up
a troubled system that has no equity and is needgif flow. But that should only be approved
by the Commission on a case-by-case basis. Tkemne ievidence that this internal policy of
Staff is just and reasonable to be applied autaalfti especially where Staff's actual capital
structure calculation of more than 75% debt diffeosn the calculations of other parties. Staff’s
internal policy to automatically apply a 75% debtl@25% equity capital structure may actually
be detrimental to the utility as in this case whaoth Public Counsel and Lake Region calculate

an actual capital structure that exceeds 25% eqttydence has been presented that shows that

% Tr. Pg. 150-151, 162-163.
% Tr. Pg. 162-163.
3 Tr. Pg. 195-196.
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Lake Region has less than 75% debt. Thereforgenibt just and reasonable for the Commission
to support Staff’s internal policy of automaticaypplying a hypothetical capital structure of
75% debt and 25% equity to Lake Region.

Public Counsel continues to believe quite strornbigt the capital structure for Lake
Region should be based on the Company’s actualatabiucture, especially since every party
was able to calculate an actual capital structard_fdke Region. However, Public Counsel has
tried to answer the question before the Commissmmhat if the Commission determines that
the capital structure for Lake Region should beetlasn a hypothetical capital structure, a
balanced and reasonable capital structure can teendeed. There is no evidence that Staff's
position is a fair balance of the needs of thatutiersus the needs of the customers. Therefore,
the Commission should disregard Staff's interndigyoof automatically setting the hypothetical
capital structure to 75% debt and 25% equity fosadall water and sewer utilities which Staff
calculates to have more than 75% debt. The evashows that Public Counsel calculated the
actual capital structure at true-up for Lake Regionbe 68.90% debt and 31.10% equity.
Therefore, if a hypothetical structure is to bed)stne Commission could determine that a
balanced and reasonable capital structure wouldOBé debt and 30% equity as it includes an
equity percent which is within a reasonable ranfi¢he actual equity percent calculated by

Public Counsel.

2. Return on Equity
a. What is the appropriate return on equity for Lake Region?
It is Public Counsel’s position that Lake Regiontgrent Commission authorized return

on equity of 8.50% be authorized again by the Cassian in this case.
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It is Staff’'s position that the appropriate retunm equity for Lake Region is 13.89% if
applied to Staff’'s hypothetical common equity ratib25%. Alternatively, if the Commission
accepts the capital structure proposed by LakedRefr presumably that proposed by Public
Counsel), Staff recommends a lower return on edqfity1.93%. It is Lake Region’s position that
the appropriate return on equity for Lake Regioh3ds89% as recommended by Staff.

An important part of a just and reasonable rateniuthorized return on equity that is
neither excessive nor confiscatory. A reasonadlern on equity, as developed by the United
States Supreme Court decisions in Bieefield and Hope® cases, is: (1) adequate to attract
capital at reasonable terms, thereby enabling tifieyuo provide safe and reliable service; (2)
sufficient to ensure the utility’s financial intétyr and (3) commensurate with returns on
investments in enterprises having corresponding ris

The evidence shows that Lake Region’s current Casiom authorized return on equity
of 8.50% continues to be just and reasonable sxdhse.Staff's direct testimony recommendation
incorporated a hypothetical capital structure of00%6 debt and 25.00% equity with a common
equity return of 13.89% and a debt cost of 5.08%ln its surrebuttal testimony, Staff reiteratées i
original recommendation but stated that if a lesetaged capital structure were used to set Lake
Region's rates Staff would lower its recommendédrreon equity to 11.93%. Lake Region’s
direct testimony incorporated an actual capitalcttire of 59.90% debt and 40.10% equity based on
its proposed net rate base along with a commortyerpturn of 11.07% and a debt cost of 5.00% for
the loan authorized in Lake Region’s recent finagdCase No. WF-2013-0118. However,Lake

Region changed its recommendation to embrace Stiffhificantly higher 13.89% return on equity,

38 Bluefield Waterworks and Improvement Co. v. Public Service Commission of West Virginia, 262 U.S. 679 (1923);
Federal Power Commission v. Hope Natural Gas Company, 320 U.S. 591 (1944).

% Staff Exhibit #3.
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stating that it found “Staff's estimated returnemuity to be generally consistent with the Company’
proposed capital structure mix, and is reasonabléght of the Company's intention to use a
verifiable capital structure’® Lake Region stated its position at hearing tha €ompany’s
actual capital structure at the end of the test yes 56.2% debt and 43.8% equity indicates that
the capital structure remained similar to its avigi calculationd® Lake Region made no
indication that it embraced Staff's lowered recomdedreturn on equity of 11.93% even though
Lake Region’s proposed actual capital structurelavbe less-leveraged than Staff's.

The evidence shows that 13.89% return on equitpgsed by Staff, and now accepted by
Lake Region, is not reasonable or appropriate ff'§tH3.89% proposal is based on a hypothetical
capital structure which does not exist and is nppsrted by the evidence since Lake Region does
not have a debt load equal to or exceeding the 36#6 supporté* As a nod to the evidence of the
actual capital structure presented by the othetigsarStaff alternatively recommends a lower
return on equity of 11.93% if the Commission acseptess leveraged capital structtireStaff
is saying if the Commission utilizes Staff's cakibns regarding capital structure, the
reasonable return should be 13.89%. But, if then@ssion utilizes Lake Region’s calculated
actual capital structure of 56.2% debt or presugn&hlblic Counsel’s calculated actual capital
structure of 68.90% debt, Staff believes the reallenreturn should be set at 11.93%. Staff's
alternative reflects the accepted premise thataver the amount of debt in the utility’s capital
structure, the lower the risk and therefore theelowhe reasonable return on equity. Lake
Region does not seem to embrace this fact as siigqo statement indicates its continuing belief
that the appropriate return on equity for Lake Regs 13.89%, no matter what amount of debt Lake

Region is determined to have.

“2|_ake Region Exhibit #5.

“3 Lake Region Water & Sewer Company's CorrecteceStant of Position on the Issues.
*Staff Exhibit #3; Staff Exhibit #7; OPC Exhibit #4.

*® Staff Exhibit #7.
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Staff's recommendation is an extrapolation of nesufor large publicly traded companies
which Lake Region is not and has no resemblané& tohat methodology may be fine as a last
resort if a reasonable return cannot be determinedny other way. However, Lake Region
currently has a reasonable 8.50% authorized rethioh should be considered by the Commission
before applying Staff's last resort methodology.

In Lake Region’s last rate cases, SR-2010-0110V@Rd2010-0111, Staff withess Ms.
Atkinson recommended that the Commission authaitern on common equity of 8.00% to
9.00% as applied to Lake Region's September 3®,2ual capital structure of 16.36% equity
and 83.64% debt. In that case all the parties, including Lake Ragiagreed that the 8.50%
mid-point of Staff's recommended return on equatyge of 8.00% to 9.00% was a reasonable
return on equity® This indicates that Lake Region agreed with Siaff Public Counsel that an
8.50% return on equity was a sufficient reflectadrihe risk Lake Region faced in 2009.

Since the last cases, the evidence shows that Raken'’s risk is similar if not lower
than it was in 2018° The accepted premise is that the lower the amofudebt in the utility’s
capital structure, the lower the risk and therettwee lower the reasonable return on equity. On
the flip side, the higher the amount of debt inukibty’s capital structure, the higher the riskda
therefore the higher the reasonable return on wquithe evidence shows that in 2009, Lake
Region’s actual capital structure was calculate®taff to be 16.36% equity and 83.64% dbt.
In this case, Public Counsel calculated Lake Reégiantual capital structure at the end of the
test year to be 68.90% debt and 31.10% edquitySimilarly, Lake Region calculated the

Company’s actual capital structure at the end ef tist year to be 56.2% debt and 43.8%

46 OPC Exhibit #4.
47

Id.
8 d.
“9Tr. Pg. 163.
%0 OPC Exhibit #4.
d.
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equity®®> Therefore, the evidence shows that Lake Regimusity ratio has increased
significantly since the prior case while the dediia has decreased significantly. As a result of
increased equity and decreased debt, Lake Reglikelg to be subject to less risk than it was in
the last case.

While Lake Region may be categorized as a smditytit has had no problems obtaining
financing under its own name as evidenced by tbentefinancing case, Case No. WF-2013-0118.
Nor is Lake Region operating under any undue fifsdrar operational stress. For its size, it is a
fairly strong well-run utility and any risks it mape encountering do not appear to be
insurmountable.Also the evidence shows that much of the risk Lizkte Region faces is purely
shareholder inflicted, not market driveh.The only debt in Lake Region’s name is an Alterra
Bank loan of $1,396,731 with an interest rate of.B8%However, the risk that Lake Region
incurred due to this loan comes from a sharehaldersion to remove equity from Lake Region
to fund a cash payout to the sharehold®rShareholder actions like this removal of equity t
provide cash payments to shareholders does affiectatmount of risk that is faced by the
utility.®” But, that decision was purely shareholder driged any risk should not be placed on
Lake Region and its customers but instead shouldbdyee by the shareholders themselves
through the authorized return. Shareholders algeciically removed the payment of
availability fees from Lake Region as a separagh ¢lmw and as a result eliminated a good deal
of risk on behalf of the sharehold&r.Customers have no say in shareholder actionsaendt

the mercy of Commission decisions on how much reisireflected in rates. The economy is

52| ake Region Water & Sewer Company's Correctece8tant of Position on the Issues.
53
Tr. Pg. 163.
> OPC Exhibit #4.
55
Id.
6 d.
> Tr. Pg. 163.
8 OPC Exhibit #4; Joint Stipulation of Undisputect&a
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still suffering and reasonable returns are lowea assult. Since Lake Region’s last rate case,
the overall return on equity the Commission has seets various rate cases has decreased, not
increased. There is no evidence that Staff's recended 13.89% return on equity, or even its
11.93% alternative return on equity recommendatiena just and reasonable reflection of
shareholder risk. The authorized return on equiit§.50% as agreed to by all the parties in Lake
Region’s previous cases was reasonable then arithwes to be reasonable today. Therefore,
the Commission should authorize a continued 8.5884rm on equity as just and reasonable in

this case.

3. Availability Fees
a. Should availability fees collected from owners of ndeveloped lots in Lake Region’s
service territory be classified as Lake Region reveie or applied against rate base?

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 be reduced by the inclusioadditional CIAC in the amount of
$331,330, and that the sewer system rate basalbea@ by the inclusion of additional CIAC in
the amount of $705,843.

It is Staff's position that availability fees shdube included as revenue in the calculation
of rates for Lake Region. Specifically, Staff recoands that Lake Region’s rates should reflect
an annual amount of availability fee revenues &, $96 for Shawnee Bend Water and $139,704
for Shawnee Bend Sewer. Lake Region states itsctons to the inclusion of this issue on
grounds that it is beyond the jurisdiction of then@nission and therefore is irrelevant and

immaterial, and that a definitive and duly promudghrule on the treatment of availability fees is
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a prerequisite to Commission consideration of tbgue; however no such rule has been
promulgated or adopted. Reserving these objectidnss Lake Region’s position that
availability fees should not be classified as Lé&kegion revenue and should not be applied
against rate base.

The jurisdiction of the Commission is set out iInNR58386.250. Where a statute is
reasonably open to construction, the Commissiorth@power to determine administratively its
own jurisdiction. The definition of service in RSM§386.020 can reasonably be seen to include
availability charges. The definition of service lumbes accommodations afforded customers or
patrons and includes providing a product or a codityio Standby and availability charges are
fees which are exacted for the benefit which acctoeproperty by the virtue of having water
and sewer services available to it even thoughwder or sewer services might not actually be
used at the present time. Lot owners gain an aserén their property values because there is an
availability of water and sewer service that isdye&or them when they choose to conméct.
Availability fees are used to repay the utility@st of plant and infrastructure which by design
requirements must be made availdleAvailability fees are also used to ensure thatutility
is able to provide a state-of-the-art utility systat the time of connection whenever that may be.
Without a utility present, there would be no auaility charge. Contracts cannot limit
regulation by the Commission. It makes no diffeeemvho ultimately collects the availability
fees; the availability fee remains a charge fovises provided by the utility.

Based on this statutory authority, the Commissias &nd does exert jurisdiction over
availability fees. Ozark Shores, an affiliate camyp of Lake Region, charges availability fees

which areadded into the general revenue stream forinsdetermining Commission approved

%9 Joint Stipulation of Undisputed Facts.
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rates®’ Peaceful Valley also has availability fees inGsmmission approved tariffs and collects
the availability charges as general revenue tavesaccess to its water serviéeUntil recently,
I.H. Utilities also had availability fees in its @wnission approved tariffs and collected the
availability fees as general reverfiieAdditionally, in Lake Region’s last rate casese th
Commission determined that it should assert jurtgmh over the availability fees associated
with Lake Region:

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]
This determination of Commission jurisdiction owarailability fees continues to be just and
reasonable in Lake Region’s current rate case.

There is a nexus between the service provided lxg Region and the availability fees.
Lake Region provides a costly commodity, water aeder availability, through the utility's
plant and infrastructure for which undeveloped deiners are required to payThe annual
availability fees of $300 for each undevelopedsatpecifically for both water and sewer availapili
from Lake Regiof®> Future customers pay availability fees to resetweirtspot on Lake
Region’s water and sewer utility once they are ygacdconnect.There are consequences for non-
payment of the availability fees.The Declaration of Restrictive Covenants (as ultetya
amended) applicable to the lots located in Lakeidte service area require undeveloped lot

owners to pay availability fees and state that uchpa&ailability charges will become a lien on

the lot or lots to which they are applicable aghef date they became dife The parties agree

®ld.
®2|d.
®d.
% Report and Ordet,ake Region Water & Sewer Company, Case Nos. SR-2010-0110 and WR-2010-0111, pg. 103.
8 Joint Stipulation of Undisputed Facts.
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that the purpose for establishing the availabilégs applicable to Lake Region’s service area
was to recover the investment in the water and s@ystems, not to maintain or repair the
existing operations of the systems once they wersteucted’ Investment is not a one-time
proposition connected only to the original develepmof Lake Region. Investment is an
ongoing process for Lake Region in order to mamtaistate-of-the-art system. It makes no
difference who ultimately collects the availabilfiges; the availability fee remains a charge for
services provided by Lake Region. Lake Region ig&hareholders should not be allowed to
contract themselves out of Commission regulatidrer&fore, the Commission should find once
again that it does have jurisdiction over the aality fees associated with Lake Region and
Lake Region’s objections should be denied.

If the Commission does determine that it has jicitssh over the availability fees
associated with Lake Region, it is important foe tGommission to ensure that both Lake
Region’s current customers and those future cus®mko are subject to paying the availability
fees receive all the benefit they are due fromatveglability fees. Lake Region’s customer rates
are designed so that the Lake Region’s investnsergcdovered over time from those who utilize
the water and sewer services it provides. Simyilaithe parties agree that the purpose for
establishing the availability fees in Lake Regiosésvice area was to recover the investment in
the water and sewer systems, not to maintain axireépe existing operations of the systems
once they were construct&d. It is important for the Commission to insure tadtinvestment
and subsequent recovery is accounted for and badasw that investment is not over-recovered.
If investment is being recovered through the payndnavailability fees, it is not just and

reasonable to expect customers to pay for thatstment as well. Therefore the Commission

67|d
684,
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must set rates that incorporate any and all aviéiilalbiee payments made for the purpose of
investment recovery for Lake Region’s water andesesystems.

It is just and reasonable that the availabilitysfee accounted for ultimately in the rates
paid by the customers. This can be accomplishexlgin classifying the availability fees as
Lake Region revenue or applying the availabilitgdeagainst Lake Region’s rate base. Staff
asserts that the Commission should include thdabibty fees as revenue in the calculation of
rates for Lake Region. Specifically, Staff reconmaiethat Lake Region’s rates should reflect an
annual amount of availability fee revenues of $98,for Shawnee Bend Water and $139,704
for Shawnee Bend Sew®r. Staff believes the availability fees could bedise maintain the
system, thus the fees should be considered asueverthe costs of servic®.In Lake Region’s
last rate cases, the Commission determined thadutd be unreasonable to do so for availability
fees already collected:

After considering all of the possible revenue sc@sathe relevant law, and the

Commission's prior policy and practice on ratemgkireatment of availability

fees, the Commission determines that the subskartchcompetent 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.
Therefore, Staff's recommendation is based on theuat availability fees collected during the
test year as a reasonable indicator of future dranlability fee collections. However, Staff's
recommendation would remove a significant amountredfenue from Lake Region while
maintaining a higher rate base on which sharehoktearns are calculated. This would, without

a doubt, lower rates for customers but would novigle any acknowledgement that shareholders

specifically removed the payment of availabilitesefrom Lake Region as a separate cash

%9 Staff Exhibit #8.
1d..
! Lake Region Water & Sewer Company, Case Nos. SR-2010-0110 and WR-2010-0111, Repdr€ader, pg. 107.
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flow.”? Shareholders would reap the benefit of not ooljecting the availability fees but also
of collecting higher returns for investment theikaklity fees were meant to pay for. Therefore,
Staff’'s recommendation may not be the most justraadonable solution in this case.

While the Commission’s previous determination mayeéhbeen that the availability fees
are not necessatrily revenues, the evidence shawt ik just and reasonable for availability fees
to be applied against rate base as CIAGCIAC represents donations and/or contributions of
cash, services or property from anyone to thetyfitir purposes of constructidf. The value of
the cash, services or property is recorded ingbpective plant account and an offsetting amount
is recorded in a liability account which is utildzéo reduce rate base when the cost of service for
the utility is determined® It is important to note that the parties agreat the purpose for
establishing the availability fees in Lake Regiosésvice area was to recover the investment in
the water and sewer systems, not to maintain axirépe existing operations of the systems
once they were construct&l. Investment is not a one-time proposition conreeately to the
original development of the utility. Investmentaa ongoing process for a utility in order to
maintain a state-of-the-art system. Estimates shaivthe amount of availability fees presumed
collected far exceeds the cost of the original tweent in the water and sewer systémés the
purpose of the availability fees is to recover stweent in the water and sewer systems, the
purpose for any availability fee money collected\abd and beyond the original investment in

developing the systems would logically be to recdkie ongoing investment to the systems.

20PC Exhibit #4; Joint Stipulation of Undisputec:fa
® OPC Exhibit #2.
74
Id.
1d.
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This is logical given the fact that the availailiees were established not for a short
amount of time, but to continue in perpetuity uatlithe lot owners become connected to Lake
Region’s water and sewer system. There is no pi@vithat states that once a certain amount of
money is collected the availability fees will go @aw® In fact, the way the Declaration that
contains the requirement for undeveloped lots t gailability fees is written, the default is
that the availability fees will never go away. Tbeclaration sates it is binding until January 15,
2015, after which it is automatically renewed uslése owners of 90% of the lots vote to
terminate the Declaration. Owners of undevelomesl have no specific timeline to connect to
utility service. So, other than through the urljkevent of gaining a 90% vote for complete
termination, the undeveloped lot owners have wayeahinating the availability fees. And
anyone would agree that 90 percent agreement isge hurdle to meet even in the best
circumstances. Therefore, availability fees will dahan likely continue for the foreseeable
future just as they were apparently intended.

The evidence shows that availability fees have be®h will continue to be collected
long after the original investment in Lake Regioaswecovered. Lake Region’s rate base is
overstated due to the fact that the full amountiadilability fees collected from lot owners
within the utility's jurisdictions has not been latd to offset the cost of the original and
subsequent plant investments made by the ufflitfthroughout the case, Lake Region and its
shareholders consistently refused to provide in&diom that would allow the parties to identify
accurately, without estimation, the amount of abutrons in aid of construction (i.e., donated
investment) is associated with the individual tyidi plant-in-service or the actual amount of

availability fees billed and collected by the wyiithe utility shareholders or the developer & th

8 Joint Stipulation of Undisputed Facts.
" OPC Exhibit #3.
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systems over the yed!S. Despite that, Public Counsel was able to preparenalysis that
showed the estimated amounts for availability feeltected within the Shawnee Bend Water
and Sewer operations jurisdiction in comparisothtostated investment donated by the original
developerd! This analysis shows that during the calendar syesfr 1995 through 2013,
approximately $6.6 million of availability fees hagsen billed and/or collected by the utility
and/or its owner& Assuming that the availability fees were reastnalssigned 40% to the
water system and 60% sewer systéras of the end of calendar year 2013, $2,639,900ef
estimated $6.6 million were water-related fees $8,859,849 were sewer-related f&&Public
Counsel did not present its estimates of availgiiies billed and/or collected as actual amounts
because only Lake Region and its shareholders hawess to that informatidn. However,
Lake Region has the burden to prove that the amaiurstte base it proposes to include in rates
is just and reasonable. Lake Region did not pewady evidence to refute Public Counsel’'s
calculations or methodology even though it was mivwnple opportunity. Therefore, the
Commission should find that Public Counsel's caltohs are reasonable estimates of
availability fees billed and/or collected.

Lot owners are required to pay availability feesiluhey connect to the Shawnee Bend
Water and Sewer systems, whenever that mighf béot owners are paying these fees to
guarantee that a state-of-the-art utility systetihlve available when they are ready to confiéct.

Therefore, these fees are designed to recoverridiea cost of the utility investment along with

% OPC Exhibit #4.
81
Id.
1.
8 The actual yearly fees are 40% water and 60% skeasd on monthly charges of $10 for water andféi5
sewer.
8 OPC Exhibit #4.
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any other additional treatment capacity or othetewand sewer infrastructure, such as line
extensions and pumping stations, etc., requiredbuitd a state-of-the-art system to serve
customers at the time they are ready to take s=WiBut in a way that does make sense. An
undeveloped lot may sit there for years until ther decides to connect to the utility. All the
while things are changing at the utility, plantgstting older, and new regulations become
applicable. Again, investment is an ongoing predes a utility in order to maintain a state-of-
the-art system. Because of this ongoing investmerd just and reasonable that the Shawnee
Bend water system rate base be reduced by thesianlwf additional CIAC in the amount of
$331,330, and that the Shawnee Bend sewer systenbaae be reduced by the inclusion of
additional CIAC in the amount of $705,8%3.In both operations the amount of availabilitySee
presumed collected have far exceeded the origimedted investment of the develop®rThis,
along with the fact that availability fees will mdgkely continue in the future, indicates that
these fees were designed to recover not only tiggnal cost of the utility investment but also
any other additional treatment capacity or othetewand sewer infrastructure, such as line
extensions and pumping stations, etc., requiredbuitd a state-of-the-art system to serve
customers at the time they are ready to take s=tVic

It is just and reasonable that the additional abdlity fees be included in rate base as
additional CIAC paid by lot owners within the jufistion of the Lake Region. Including
availability fees in rate base as additional CIA@uwd acknowledge that the purpose for
establishing the availability fees in Lake Regiosésvice area was to recover the investment in

the water and sewer systems and in turn lower fatesustomers, preventing over recovery of

8 OPC Exhibit #3.
8 OPC Exhibit #4.
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that investment. This would also acknowledge tletause shareholders specifically removed
the payment of availability fees from Lake Regiaaaseparate cash flow, they should not be
allowed collect higher returns for investment theikbility fees were meant to pay for.
Therefore, the Commission should order that avaitpbfees collected from owners of
undeveloped lots in Lake Region’s service territsipuld be applied against rate base to reduce
the Shawnee Bend water system rate base by thesioelof additional CIAC in the amount of
$331,330, and to reduce the Shawnee Bend sewensyate base by the inclusion of additional
CIAC in the amount of $705,843.

Should the Commission determine that it is not @t reasonable that existing rate base
be reduced due to past collection of the availghiées, Public Counsel wishes to stress to the
Commission that availability fees will apparentiyntinue for the foreseeable future just as they
were intended. In fact, Staff estimates that threual amount of availability fee revenues will be
$93,136 for Shawnee Bend Water and $139,704 fowBéa Bend Sewéf. It is not just and
reasonable that future collections of availabilises be allowed to continue without the
Commission requiring that both Lake Region’s cusgtmsmand those future customers who are
subject to paying the availability fees receivetiaé benefit they are due from those availability
fees. As an alternative, Public Counsel would sggghat it would be just and reasonable for
the Commission to order thas long as availability fees continue to be coldptate base is to be
offset in future rate cases by CIAC in the amooh$300 for each undeveloped lot or by the
amount actually collected.Including availability fees in rate base as addaéloCIAC would
acknowledge that the purpose for establishing #adability fees in Lake Region’s service area
was to recover the investment in the water and saystems and in turn lower rates for

customers preventing over recovery of that investmeThis would also acknowledge that

%2 Staff Exhibit #8.
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because shareholders specifically removed the patyaievailability fees from Lake Region as
a separate cash flow, they should not be allowdbkatohigher returns for investment the
availability fees were meant to pay for. Therefaieould the Commission determine that it is
not just and reasonable that existing rate basedeced due to past collection of the availability
fees, the Commission should order thatlong as availability fees continue to be cofidctate

base is to be offset in future rate cases by CiA@e amounbdf $300 for each undeveloped lot or

by the amount actually collected.

4, Legal Fees
a. Should the legal fees incurred during the test yeagand the true-up timeframe™) for

Shawnee Bend Development Company, LLC v. Lake Region Water & Sewer be

included in the calculation of rates for Lake Regia?

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
expense that should not be included in the calouladf rates for Lake Region.

It is Staff's position that the amount of $15,3@blégal fees incurred by the Company
during the test year in defending this appeal dedttue-up amount of $520.10 in legal fees
incurred in pursuit of an Application for Transfef the case to the Missouri Supreme Court
should be included in the calculation of rateslfake Region. It is also Lake Region’s position
that these test year and true-up legal fees shHmuidcluded in the calculation of rates for Lake

Region.

9 As legal fees is the only unresolved true-up isthe Parties have agreed to include the true-ggd fee costs
argument in the normal hearing briefs.
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The issue before the Commission is whether the fega incurred during the test year
and the true-up timeframe f&hawnee Bend Devel opment Company, LLC v. Lake Region Water
& Sewer should be included in the calculation of rateslfake Region. In order for these legal
costs to be included in rates, Lake Region hasthéen to prove that the costs are either normal
recurring costs or that the costs are just andoredse one-time costs in the provision of utility
service to the customer. The evidence shows thiet Region did not meet this burden.

The evidence shows Lake Region did not meet thedmuto prove that the legal costs are
normal recurring costs that should be includedh its yearly cost of service. In this suit,
Shawnee Bend Development claimed a breach of a t888&act and sought damages for
alleged nonpayment by Lake RegitinUtilization of the test year and true-up concaggumes
that reasonable and prudent expenses included en d#évelopment of rates should be
representative of costs which will be incurred egear during the period that the new rates are
in effect. Legal fees incurred during the testryarad true-up timeframe may be reasonable and
prudent to be included in a utility’s cost of servif they are costs that are reasonably calculated
to be repeated. However, the evidence shows teategal costs related tshawnee Bend
Development Company, LLC v. Lake Region Water & Sewer are not recurring® The evidence
shows that Staff withess Mr. Foster agrees thaethegal fees are not a normal recurring cost
that would otherwise be included in rates indeéityif® In fact, the evidence shows Lake Region
itself admits there are no similar legal actiongently outstanding and none are foreseen in the

near futuré’ So, the evidence shows that all parties agreetieaShawnee Bend Development

% Tr, Pg. 102.

% OPC Exhibit #6.
% Staff Exhibit #12.
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breach of contract legal costs are not a recurcmgj and therefore, should not be included in
rates as a normal yearly cost of service item.

The evidence also shows that Lake Region did nett e burden to prove that the legal
fees are just and reasonable one-time costs iprdwsion of utility service to the customer. In
order to include one-time costs in rates, Lake &ediad to prove that the costs were reasonable
and that customers have been provided a beneiit fin@ utility incurring these costs. While the
evidence shows that the Shawnee Bend Developmeatibrof contract suit is a one—time cost,
the evidence also shows that these legal costsoijest and reasonable costs in the provision of
utility service to the customé?. The Court records show, and Lake Region adnfies, &n
Appeals Court judgment was entered on July 10, 2@i3avor of the developer not Lake
Region?® Court records also show the Missouri Supreme Cophneld the judgment of the
Appeals Court in favor of the developer when itsduently denied Lake Region’s Application
for Transfer®® Through the judgment in favor of the developke Appeals Court found, and
the Missouri Supreme Court apparently agreed, lthkeé Region unreasonably and unlawfully
breached its contract with Shawnee Bend Development

Lake Region provided no evidence to show that thescfighting this losing battle are
just and reasonable for customers to bear in ttdity rates. This suit would not have been
necessary if not for the actions of Lake Regiondrdealings with Shawnee Bend Development
Company. Customers have absolutely no say intilig’'a decision making process regarding
its contracts. The ability to meet (or in thisealsreach) the terms of a contract is strictly dase

on the actions and business decisions of thewdélhid its shareholders. Lake Region provided

98

Tr. Pg. 344.
% Tr. Pg. 344See SD32077 Shawnee Bend Dev. Co., LLC v. Lake Region Water & Sewer Co., 2013 Mo. App.
LEXIS 353 (Mo. Ct. App. Mar. 25, 2013).
100 see SC93344 Shawnee Bend Dev. Co., LLC v. Lake Region Water & Sewer Co., 2013 Mo. LEXIS 68 (Mo. June
25, 2013).
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no evidence to the contrary. Therefore, it is jastl reasonable that Lake Region and its
shareholders bear the risks and the costs of Hutgms and decisions, not the customers.

Costs related to a construction contract breach h#sse no connection to the utility
service rendered to customers. The customersvegteio benefit from this legal action so it is
not just and reasonable to make customers pay tuwste. It would be a slippery slope and
against public policy for the Commission to ordee tustomers to clean up after unreasonable
and unlawful decisions by the utility. Any suchder by the Commission in this case would
clearly be detrimental to all utility customers Missouri. Allowing these legal costs in rates
would provide a disincentive for a utility to mets contractual agreements under the reasoning
that its legal costs would be borne by the custesnmexrt the utility. Also, it is reasonable to
assume that riskier business decisions by theyuéihd its shareholders may be implemented if
someone else is footing the bill, no matter thesegmences. Again, Lake Region provided no
evidence to the contrary. Therefore, it is justl aeasonable that Lake Region and its
shareholders bear the risks and the costs of theBens and business decisions, not the
customers.

In order for these legal costs to be included tasalake Region had the burden to prove
that the costs were either normal, recurring costhat the costs were just and reasonable one-
time costs in the provision of utility service teetcustomer. The evidence shows that all parties
agree that the Shawnee Bend Development breaabntfact legal costs are not a recurring cost
and therefore, should not be included in rates asolmnal yearly cost of service item.
Additionally, Lake Region did not meet its burdenprove that these legal costs are just and
reasonable one-time costs in the provision oftyt#ervice to the customer. The evidence also

shows the Appeals Court found, and the Missourir&up Court agreed, that Lake Region
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unreasonably and unlawfully breached its contratt 8hawnee Bend Development. It is not
reasonable to expect customers to pay these legtd.c Therefore, the Commission should find
that the legal fees foBhawnee Bend Development Company, LLC v. Lake Region Water &
Sewer are a non-recurring, unreasonable expense whiailéghot be included in the calculation

of rates for Lake Region.

b. If so, what is the appropriate mechanism for recous of these costs?

As it is Public Counsel’s position that the testiyand true-up legal fees should not be
recovered in rates, Public Counsel did not stagpegific position on this question prior to the
hearing. However, Public Counsel reserved the tigtexpress a final position on this question
based on the testimony provided at the hearing.

It is Staff’s position that, as these legal fees @ot a normal recurring cost, a five-year
amortization with a tracker to prevent over-recgvir the appropriate mechanism to recover
these expenses. It is also Lake Region’s positiahthe legal fees should be recovered through
a five-year amortization with a tracker mechanism.

Given the positions of Staff and Lake Region ors tiquestion and the evidence
presented, all parties are in agreement that thed fees incurred during the test year and true-up
timeframe for Shawnee Bend Development Company, LLC v. Lake Region Water & Sewer
breach of contract suit are of an extraordinaryurgatand nonrecurring. However, if the
Commission determines that Lake Region met itsduitd prove that these legal costs are just
and reasonable one-time costs in the provisiontibfyuservice to the customer, the evidence

shows it would be just and reasonable for the Casimn to determine that a five-year
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amortization with a tracker to prevent over-recgvix the appropriate mechanism to recover

these expensées:

Respectfully submitted,
OFFICE OF THE PUBLIC COUNSEL
/s/ Christina L. Baker

By:
Christina L. Baker (#58303)
Deputy Public Counsel
P O Box 2230
Jefferson City, MO 65102
(573) 751-5565
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