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Please state your name and address.

John J. Spanos. My business address is 207 Senate Avenue, Camp Hill,
Pennsylvania.

Have you previously submitted testimony in this proceeding?

Yes, | have. My direct testimony and Schedule JJS-1 were submitted with
the rate filing of Missouri-American Water Company (referred to herein as

“the Company”) on May 19, 2003.

. What is the purpose of your rebuttal testimony?

The purpose of my rebuttal testimony is to respond to the direct testimony of
Gregory E. Macias and Edward F. Began of the Missouri Public Service

Commission Staff.

. What are the subjects of your rebuttal testimony?

The subjects of my rebuttal testimony are net salvage, survivor curves and
plant accounting data, and the treatment of the reserve variance.
NET SALVAGE

In their direct testimony, what have Messrs. Macias and Began
(collectively Staff) proposed as a ratemaking allowance for net
salvage?

Messrs. Macias and Began have proposed that net salvage be removed
from the calculation of depreciation and treated as an operating expense to
be collected from customers on a current basis. That is, current net salvage
costs related to retired plant that served customers in the past is to be

collected from current customers in the same manner that the current
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7.

operation and maintenance expenses related to plant presently in service
are collected from current customers.

Do authoritative texts on depreciation support Staff’'s proposal related
to net salvage?

| am not aware of any authoritative texts on the subject of depreciation that
support Staff's proposal. In fact, the two most widely cited texts on the
subject support the approach that | have proposed. Public Utility

Depreciation Practices, published in 1996 by the National Association of

Regulatory Utility Commissioners states:

Closely associated with this reasoning are the accounting
principle that revenues be matched with costs and the
regulatory principle that utility customers who benefit from the
consumption of plant pay for the cost of that plant, no more, no
less. The application of the latter principle also requires that
the estimated cost of removal of plant re recovered over its life.!

Depreciation Systems, the other recognized text, states the

concept in this manner:

The matching principle specifies that all costs incurred to
produce a service should be matched against the revenues
produced. Estimated future costs of retiring an asset currently
in service must be accrued and allocated as part of the current
expenses

. What treatment of net salvage have you proposed?

| propose a continuation of the traditional incorporation of net salvage in the

determination of depreciation. The traditional approach has been used by

! Public Utility Depreciation Practices. Page 157. National Association of Regulatory
Utlllty Commissioners. 1996.

Deprecnatlon Systems, Wolf, Frank K. and W. Chester Fitch. Page 7. lowa State

University Press. 1994.
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this Commission in establishing the Company’s ratemaking allowances for
depreciation for many years. The traditional approach collects net salvage
cost ratably over the life of plant from the customers served by the plant.
This approach is equitable and conforms to the definition of depreciation as
the loss in service value, where service value is the original cost less net
salvage.

Please refer to page 2, lines 17 through page 3 line 5, of Mr. Macias’
testimony. Mr. Macias use the definition of depreciation from the
Lindheimer v. lllinois Bell Telephone Company decision as support for
his statement that “... depreciation expense is the full recovery of the
original cost of utility plant assets distributed over the life of 'the
assets.” Do you agree?

No, | do not. The Lindheimer decision does not indicate that the “loss”
referred represents only the original cost. Lindheimer does not provide a
definition of the loss that it refers to in its definition of depreciation.
Subsequent definitions of depreciation and depreciation accounting in
Uniform Systems of Accounts, including the system of accounts that governs
accounting by the Company, and authoritative texts almost universally define
depreciation as the “loss in service value” and define service value as “the
difference between the original cost and net salvage value of utility plant.”
The following definitions of depreciation, depreciation accounting and service
value confirm that it is the loss in the total capital costs of plant, i.e., the
original cost less the net salvage value 6r cost, that is to be measured by
depreciation.
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“Depreciation’, as applied to depreciable utility plant, means
the loss in service value not restored by current maintenance,
incurred in connection with the consumption or prospective
retirement of utility plant in the course of providing service from
causes which are known to be in current operation and against
which the utility is not protected by insurance.”

“Depreciation accounting is a system of accounting that aims
to distribute cost or other basic value of tangible capital assets,
less salvage (if any), over the estimated useful life of the unit
(which may be a group of assets) in a systematic and rational
manner.”

“Service value’ means the difference between the original cost
and net salvage value of utility plant.”5

Mr. Macias’ reliance on Lindheimer to attempt a definition of
depreciation that references only the “original capital cost” is misleading and
not in accord with the Uniform System of Accounts prescribed by this
Commission. The Lindheimer decision does not define the loss to which it
refers in the definition of depreciation. More recent authoritative publications
are explicit in their use of the term “loss in service value” to define
depreciation and then define such “loss” to be the original cost less net
salvage value.

On page 7, line 11 through 14 of his testimony, Mr. Began states “Cost
of removal and salvage, like other expenses (maintenance, payroll,
postage, etc.), is an ongoing cost incurred by the utility. Therefore, like

maintenance expense, the Staff has determined an annual, normal

*Uniform System of Accounts for Class A Water Utilities. National Association of
Regulatory Utility Commissioners. 1996.

4Accounting Research and Terminology Bulletin #1. American Institute of
Certified Public Accountants. 1961.

®National Association of Regulatory Utility Commissioners. Supra Note 1.
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ongoing level for cost of removal and salvage.” Do you agree with this
approach?

No, | do not. The amount of net salvage that should be included in the
annual cost of service and collected from current customers is a portion of
the net salvage related to the current plant in service as a result of allocating
these costs to each year of service rendered by such plant. The amount
should not reflect only the current net salvage costs. Current net salvage
costs are related to plant that previously rendered service.

Allocating net salvage costs during the life of the related plant is more
appropriate and equitable and is in accord with the Uniform System of
Accounts, authoritative publications and the pronouncements of the
accounting profession. Delaying collection until such costs are incurred
results in a charge to customers for plant from which they did not receive
service and, as a result of the delay in recovery, also results in a higher
present value of revenue requirements related to net salvage.

Please explain your last statement related to the present value of
revenue requirements related to net salvage.

The revenue requirements that result from the expensing option proposed by
Mr. Began are greater than the revenue requirements that result from
accruing for net salvage during the life of the related asset. Although a
comparison of the current revenue requirements related to a net salvage
accrual and the current revenue requirements related to expensing of net

salvage may indicate that the accrual is higher, over time the revenue
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requirements and the present value of those revenue requirements will be
less if the net salvage cost is accrued over the life of the asset.

The reason for the lower revenue requirements with the accrual of net
salvage is the impact of the accruals on rate base. That is, as net salvage
accruals are recorded to the depreciation reserve, the balance in the reserve
increases and reduces subsequent determinations of rate base in

comparison to Mr. Began’s expensing proposal.

. What is the basis for your conclusion related to the revenue

requirement impacts of the alternative net salvage proposals?

The basis for my statement, in addition to my experience in ratemaking
proceedings, is a paper that was presented to the American Gas
Association’s Plant Accounting Committee and the Edison Electric Institute’s
Property Accounting and Valuation Committee in 1992 by Mr. William M.
Stout of my firm. This paper is attached as Schedule JJS-2.

The paper presents analyses of net salvage recognition for five
methods: (1) straight line accrual method (the method that | have proposed
in this proceeding), (2) expensing (the method that Mr. Began has proposed
in this proceeding), (3) amortization of experienced net salvage, (4) a sinking
fund which recognizes the price level in the year of retirement and (5) a
sinking fund which recognizes the price level in the year of calculation. Mr.
Stout's conclusion, which | endorse in this statement of testimony, was as

follows:
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“There is much to be said for the straight line accrual method.
The provision for negative net salvage is accrued in accord
with the loss in service value of the assets. For a single asset,
the revenue requirements decrease over time, offsetting likely
increases in operation and maintenance expense. The total
revenue requirements and their present value are less for the
straight line method than any of the four other methods
evaluated.”

12. Q. You also stated that it is more appropriate and equitable to recognize

13.

net salvage costs during the life of the related plant. Please explain.
The net salvage cost of an item of plant is a part of its service value and,
therefore, it is a part of the item’s cost of providing service. The cost of the
item providing service should be collected from the customer’s that receive
the service. Thus, an allocable portion of the net salvage cost should be
recovered each year from the customers receiving the value of the service
rendered by the item of plant in the same way that an allocable portion of the
item’s original cost is recovered from such customers each year. This
approach is equitable in that customers are responsible for the costs of plant
that provide service to them. This is a sound ratemaking principle.

In contrast, expensing of net salvage recovers this entire element of
an item’s cost of service from customers that either did not receive service
from the item or, if the customer has received service from the Company for
a number of years, received only a portion of the item’s service value. This is
not equitable and violates the principle that customers should pay the costs
of the plant that provides service to them.

Please illustrate this principle as it applies to net salvage costs with a

simple example.
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A. Consider a single customer, Customer A, served by a section of distribution

main that does not provide service to other customers. The original cost of
the main is $5,000 and is installed when the customer is added to the
system. The estimated life of the main is 50 years and the estimated net
salvage is negative 20 percent. The annual depreciation expense to be
recovered from this customer using the straight line accrual of net salvage is
$120 per year ($5,000 x 1.20 / 50 years). The annual depreciation expense
to be recovered from this customer using the expensing of net salvage
approach is $100 per year ($5000 / 56 years).

In year 30, the customer moves out and another customer, Customer
B, moves into the residence served by this main. During the 30 years, a total
of $3,600 ($120 x 30 years) was collected from the Customer A under the
straight line accrual of net salvage. Only $3,000 ($100 x 30 years) would be
collected under the expensing approach.

At the end of year 50, the main is replaced at a total cost of $6,000,
$1,000 to remove the old main and $5,000 to install the new main. (I have
excluded inflation from the example to promote a better understanding of the
principle.) Under the straight line accrual method, the depreciation expense
in year 51 would continue at $120 ($5,000 x 1.20 / 50 years). Under the
expensing method, the sum of the depreciation and net salvage expense
would be $1,100 ($5,000 / 50 years + $1,000) in year 51 and then decline
once again to $100 ($5,000 / 50 years) in years 52 and later. |

At the end of year 60, after 30 years as a customer, Customer B

moves out of the residence. The total depreciation expense collected from
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15. Q.

A

this customer during years 31 through 60 under the straight line accrual
method of net salvage is $3,600 ($120 x 30 years), the same as was
collected from Customer A for a similar amount of service. However, the
total amount of depreciation and net salvage expense collected from
Customer B using the expense approach is $4,000 ($100 x 30 years +
$1,000), significantly more than the $3,000 collected from Customer A.

This illustrates the inequity, i.e., customers paying different amounts
for the same service, of the expensing approach. The example also confirms
the equity, i.e., customers paying the same amount for the same service, and
the sound ratemaking policy embodied in the straight line accrual method of
net salvage that is used by nearly all regulatory bodies and was consistently
used until recently by this Commission.

Does this simple example really apply over time given the existence of
inflation and service being provided to thousands of customers, not
one customer?

Yes, it does. Although the addition of customers and the introduction of
inflation into the simple model described above make it complex, the
principle that is illustrated remains the same. The actual system in place is
only the summation of many, many instances that are identical to the
illustration.

Does the net salvage accrual that you have proposed exceed the
current net salvage cost?

Yes, it does.
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16. Q. By what amount does the net salvage accrual exceed the net salvage

17.

cost currently?

The net salvage accrual proposed in this proceeding for the districts other
than St. Louis County and Jefferson City is $626,988 and is the difference
between the whole life annual accrual presented in Table 1 of Schedule JJS-
3 of $5,950,267 and the whole life annual accrual calculated with zero net
salvage of $5,323,279 as set forth in Table 2 of Schedule JJS-3 attached to
this rebuttal statement. The net salvage accrual for the St. Louis County
district in Case No. WR-2000-844 was $2,558,313. The net salvage
expense proposed by Mr. Began is $179,775. Thus, the net salvage accrual

is approximately $2.4 million greater than the net salvage cost.

. Why does your proposed net salvage accrual exceed the net salvage

cost?
The net salvage accrual exceeds the net salvage cost because of system
growth and maturity. The accrual for net salvage is related to the current
plant in service. The current plant in service includes over 5,565 miles of
mains and serves over 442,000 customers. The size of the system has
doubled in the past 35 years.

As a result of this growth, as well as the growth in years prior to
1970, the system has not reached a steady state. Each year the amount of
plant added exceeds the amount of plant retired. Because this has occurred
over a long period of time and continues to do so, the amount of plant retired

is not equal to the plant balance divided by the average life. It is only when
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the plant reaches this steady state position that the net salvage accrual will or
should equal the net salvage cost for the total plant in service.

Another way of looking at this model is to recognize that the plant
being retired served fewer customers during its life than the plant that is
currently in service. The current net salvage cost should have been
recovered during the life of the plant to which it relates. The amount of net
salvage accrued, and presumably collected from customers, for this retired
plant was based on the plant that was in service during its life. This amount
of plant was sufficient to serve, on average, 20,000, 50,000 or perhaps
100,000 customers. Neither the past net salvage accruals nor the current net
salvage cost were based on the plant necessary to serve 442,000
customers. Thus, neither will compare to the current net salvage accrual

computed for plant that is necessary to serve this larger customer base.

. Will the net salvage cost for plant presently in service ever exceed the

net salvage accrual for plant presently in service?
Yes, it will. As the plant presently in service ages and retirements related to
such plant increase, the net salvage costs related to these retirements will be
greater than the net salvage accruals on the surviving balance. Ultimately,
the net salvage accruals in total and the net salvage costs in total will equal
one another.

| have illustrated the pattern of future net salvage accruals and net
salvage costs related to Accounts 331, Mains — Transmission and
Distribution, in Schedule JJS-4. This schedule is predicated on the current

estimates of survivor curves and net salvage for this account. Periodic
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studies of both during the remaining life of the plant, along with appropriate
true-ups, will insure that the same pattern and balance occurs in actuality.
Should the fact that current net salvage accruals exceed current net
salvage costs raise concerns that the Company will over recover its
expenditures?

No, it should not. First, as | have demonstrated, over the life of the assets
the net salvage accruals and net salvage costs will balance. Second, the
total cost of service for recovery of capital expenditures, both plant in service
and negative net salvage, is significantly less than the total expenditures for
additions and net salvage costs. That is, the sum of additions and net
salvage costs is far greater than the accruals for plant and net salvage. The
same growth that causes the net salvage accruals to exceed the net salvage
costs also causes the plant additions to exceed the depreciation expense for
the recovery of original cost. If Staff wants to insure that the Company
recovers only the costs that it spends, it also should propose that we
expense the plant additions. Third, net salvage accruals are recorded to the
depreciation reserve that enables the monitoring of the total recovery so that
such recovery does not exceed the total costs. Further, as described in
greater detail in Schedule JJS-2, recovery in advance of cost incurrence
reduces rate base and revenue requirements. Thus, the system is designed

to be in balance and there are safeguards that insure this balance will occur.

22 20. Q. What were the statistical bases for your net salvage estimates?
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22,

A

Q.

The statistical bases for my estimates of net salvage are the historical net
salvage costs as a percent of the original cost of the assets that have been
retired.
Does the use of such historical percents assume that history will repeat
itself over the remaining life of the surviving assets?
No, it does not. Although the estimates of net salvage percent that | have
used in calculating the net salvage accruals approximate the historical
indications as represented by the net salvage costs divided by the original
cost retired, | do not believe that this represents an assumption that history
will exactly repeat itself over a period of decades in the future. Instead, use
of these historical indications actually assumes that there will be substantial
improvements in technology, comparable or lesser environmental regulations
and a significant reduction in inflation.
How does use of net salvage percents that are comparable to the
historical indications assume these events?
The net salvage percents, that is the net salvage costs divided by the original
costs retired and expressed as percents, are related to the retirement of plant
that on average is significantly younger than the average service life of the
plant on an original cost dollar weighted basis. For example, the average
age of retirements of transmission and distribution mains during the period
1987 through 2002 was 24.1 years. This amount is less than 27 percent of
the average life estimated for this account.

The average net salvage percent related to these retirements, made
on average at age 24.1, was negative 30 percent. That is, after 24.1 years in
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23. Q.

24. Q.

service, the plant was retired and the cost to remove the plant, as a result of
inflation, technological changes and other factors, was 30 percent of the cost
to install the same plant.

Future retirements of the current mains in service will have an average

age that actually exceeds the average life. Thus, future retirements will be of

~ plant that has been in service about 4 times as long as the plant retired

during the period 1987-2002. For retirements at such ages to experience net
salvage that is 30 percent of the cost to install, there will have to be a
reduction in the rate of inflation adjusted for technological improvements. If
the rate of inflation adjusted for technological improvements that occurred
between the installation and retirement of plant retired during the period
1987-2002 occurred over a period that is. twice as long, the net salvage cost
would be much greater as a percent of the original cost of the plant retired.
What is the implication of the assumption that the future rate of inflation
adjusted for technological improvements will be less than the historical
rate?

The implication of this assumption as reflected in my estimates of net
salvage percents is that the resultant net salvage accruals are most likely
inadequate to recover the total net salvage costs over the entire life cycle of
the plant currently in service.

What is your understanding of the Commission’s prior decisions
regarding the treatment of net salvage?

My understanding of the Commission’s last decision is based on the following

statement from page 18 of the Report and Order in Case No. WR-2000-844,
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25. Q.

26. Q.

27. Q.

a case involving another district of the very same Company currently before

the Commission:

Under the circumstances faced by the Company,
including its need for cash flow to address its
infrastructure issues, the Commission concludes that
using the whole life method and including estimated net
salvage is in the public interest. The whole life method
collects net salvage cost ratably over the life of plant by
customers served by the plant. This approach is
equitable based on the circumstances of this case.

The Commission’s holding that the Company’s use of
the whole life method of determining depreciation rates
is based on the record in this case, and on
circumstances in which the Company finds itself. The
whole life method is not appropriate for all types of
property, for all utilities, and in all situations. In a
situation in which a utility has a type of asset that is at or
very near the end of its service life, that is not likely to be
replaced, and for which the cost of removal is high and
likely to _move higher, another approach may be
appropriate. (Emphasis added.)

Do the Company’s assets include any significant asset that is “at or
very near the end of its service life, that is not likely to be replaced”?
No, they do not.

Does the Company have a “need for cash flow to address its
infrastructure issues”?

Yes, it does.

Does the Company have the same infrastructure issues that it did in
Case No. WR-2000-844 when the Commission allowed it to collect net
salvage cost ratably over the life of plant?

Yes it does. This issue is addressed by Company witness Jenkins in his

rebuttal testimony.
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28. Q. Please summarize your rebuttal related to net salvage.

A. The portion of the annual depreciation accrual rates and amounts proposed

by the Company in this proceeding that is related to net salvage is
reasonable and in accord with sound ratemaking principles. Depreciation is
the loss in service value and service value is the differenbe between original
cost and net salvage value. Thus, net salvage should be a part of the
straight line depreciation accrual.

Net salvage costs should be recovered from customers served by the
plant that results in the expenditure of net salvage costs. The use of a
straight line accrual over the life of the asset accomplishes this equity.
Expensing net salvage does not. Expensing actually results in higher
revenue requirements over the life of the plant. The straight line accrual of
such costs during the life of plant minimizes revenue requirements.

The net salvage accrual proposed in this proceeding is $3.2 million
and exceeds the proposed expense allowance of Mr. Began by $3 million. It
is appropriate for the net salvage accrual to exceed the current net salvage
cost during a period of growth and prior to reaching a steady state for the
plant. As retirements continue to be made of the plant presently in service,
the net salvage costs for this plant will exceed the net salvage accruals for
this plant.

The estimates of net salvage percents used in developing the net
salvage accrual are very reasonable and likely understate the future net

salvage costs that will occur
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30.

31.

Q.

Finally, the policy of this Commission as described in its order in Case
No. WR-20000-844 supports the use of ratable recovery of net salvage for

the Company.

SURVIVOR CURVES
Has Mr. Macias recommended survivor curves that are different from
the survivor curves that you have proposed?
Yes. Mr. Macias has estimated survivor curves for most accounts that are
different from my proposals. For several accounts, Mr. Macias has not
estimated a survivor curve and instead used either a composite rate from
another group of accounts or “Staff's standardized depreciation rates.” The
survivor curves and depreciation rates recommended by Mr. Macias are
presented in his testimony in Schedules 1 through 3.
Have you reviewed the testimony, schedules and workpapers of Mr.
Macias?
Yes, | have.
Please describe the approach that Mr. Macias used to estimating
survivor curves.
Mr. Macias conducted retirement rate analyses of the Company’s St. Louis
County district and then estimated survivor curves for (1) the St. Louis
County district, (2) the Jefferson City district, and (3) the combination of the
remaining districts based on the results of these analyses. As | previously
noted, in several instances, the survivor curve estimate was based on Staff's

standardized depreciation rates.
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Is this approach reasonable?

No, it is not. First, estimated survivor curves, net salvage percents and
annual depreciation rates were established for the St. Louis County district
by the Commission in its order in Case No. WR-2000-844. There is no
need, nor is it appropriate, to revise these estimates and rates at this time. It
has been only three years since the previous study. Generally speaking, the
practice of the Company is to update its depreciaﬁon rates every five years.
This Commission does not have regulations regarding the frequency at
which water utilities must conduct depreciation studies. The Company
undertook a comprehensive depreciation study of the St. Louis district three
years ago, the results of which are a part of the record in Case No. WR-
2000-844 and are incorporated herein by reference. The Commission
accepted the estimated survivor curves, net salvage percents and annual
depreciation rates that resulted from that study and the Company has
appropriately continued to use those rates in developing its pro forma
depreciation expense for the St. Louis district in this proceeding. In addition,
the study conducted by Mr. Macias was inadequate as further discussed
below. Mr. Macias’ proposals for the St. Louis County district should be
ignored.

Second, in the previous proceeding involving the St. Joseph, St.
Charles, Warrensburg, Joplin, Mexico, Brunswick and Parkville districts, the
Commission order required the Company to conduct a depreciation study of
these districts. | have conducted such a study. The survivor curves for
these districts should be based on service life analyses of their retirement

Spanos -18




10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

33. Q.

34. Q.

experience, not the retirement experience of the St. Louis County district.
Mr. Macias' recommendations for these seven districts are based primarily
on his inadequate study for the St. Louis County district and should be
rejected. Third, although it would be difficult to obtain meaningful analyses
of the Jefferson City district by itself, application of the St. Louis County
estimates would not be appropriate. Eventually, the Jefferson City district
information will be incorporated into analyses of multiple districts. The
present rates for the Jefferson City district should be retained and Mr.
Macias’ recommendations for Jefferson City should be ignored.
Why do you consider Mr. Macias’ study of the St. Louis County district
to be inadequate?
My review of the testimony, schedules and workpapers of Mr. Macias
indicate that his estimates of survivor curves were based almost entirely on
statistical fitting of the lowa curves to the entire original survivor curve. Little,
if any, consideration was given to either the significance of the data being
analyzed or other appropriate factors such as the nature of the equipment,
management plans and outlook, and the estimates of other water utilities.
Do authoritative texts on the subject of depreciation support you view
that statistically fitting survivor curves to all data is an inadequate
approach to estimating survivor curves?
Yes, they do. For example, Public Utility Depreciation Practices states that
the estimation of service lives should be based on informed judgment that
incorporates consideration of:

“...general experience, knowledge of the properties and a
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physical inspection, information gathered throughout the
industry, and other factors which the analyst in making a
knowledgeable estimate...In summary, several factors should
be considered in estimating property life. Some of these
factors are:

Observable trends reflected in historical data,

Potential changes in the type of property installed
Changes in the physical environment,

Changes in management requirements,

Changes in government requirements, and
Obsolescence due to introduction of new technologies.”6
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35. Q. Please give an example that demonstrates the inadequacy of the St.

Louis County district depreciation study of Mr. Macias.

| will use Account 304.2, Structures and Improvements — Power and
Pumping (321.2 in Mr. Macias’ study) as an example. In Mr. Macias’ direct
testimony, Schedule 1-1 sets forth the service life estimate for this account of
178-R2.5. The schedule sets forth the original cost, life, curve and
depreciation rate. This account includes relatively small buildings that house
booster pump stations. The survivor curve and average service life should
reflect the expected life characteristics of small booster station structures.
With the 178-R2.5 estimate, Mr. Macias is suggesting that the average life of
these assets will be 178 years and the maximum life will be approximately
331 years. These are unreasonably long time periods for a water utility to
operate and maintain such structures. Such estimates demonstrate that Mr.
Macias did not consider factors other than the results of the statistical
analyses and placed reliance on the statistical analyses whether there were

sufficient data or not.

29 36. Q. In his workpapers, Mr. Macias indicates, for booster station structures,
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37.

Q.

“If all plant in the account was retired next year, the ASL would be
greater than 81 years.” Do you agree?

No, Mr. Macias’ interpretation of the original survivor curve is incorrect. The
fact that the original survivor curve attains 92% surviving at age 88 does not
indicate that if all plant were retired next year that the average service life
(ASL) would be greater than 81 (92% x 88) years. This would only be true if
all of the plant in the account were 88 years old. It is not. In fact, as shown
in those same workpapers, the average age of the account is only 15 years.
The average age of the retirements to date, also in the workpapers, is 12.7
years. If all the plant were retired next year, the average life of the account
would be somewhere between 12.7 and 15 years, not 81 years. It is clear
from his analysis that Mr. Macias not only did not consider all appropriate
factors, but he also is not able to properly interpret the analyses performed
by the computer.

Are there other aspects of Mr. Macias’ survivor curve estimation for the
St. Louis County district that warrant comment?

Yes. | have two further issues: (1) his use of something other than the life
span procedure for certain structures and equipment accounts and (2) his
use of something other than amortization accounting for certain general plant
accounts. The currently approved depreciation rates for the St. Louis County
district's structures and improvements, as well as several equipment
accounts, reflect the use of the life span procedure. In the life span

procedure, an interim survivor curve is used to describe the rates of

6Supra Note 1.
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38.

retirement between installation and the final concurrent retirement of all
facilities at a location. This approach recognizes that all elements of a
structure will be retired concurrently, regardless of whether they were part of
the original installation or represent a subsequent addition or replacement of
a component of the structure such as a roof. Mr. Macias recognizes that
these accounts have these characteristics in the notes in his workpapers.

However, he used his analysis of interim retirements in an attempt to
describe both the interim and final retirements of these structures. This is
inappropriate as (1) it results in the use of the same survivor curve for each
vintage of a structure, which is an impossibility, and (2) it does not consider
the impact of final retirements since they are not reflected in the historical
analyses. Further, Mr. Macias offered no explanation for changing the
approach to estimating the survivor characteristics of these accounts.

The currently approved rates for Accounts 391, 393, 394, 395, 397,
398, and 399 are based on the concept of amortization accounting.
Amortization accounting is appropriate for these accounts as they represent
numerous units of property, but a very small portion of depreciable water
plant in service. Mr. Macias offered no basis for changing either the
previously established amortization periods or the concept of using

amortization accounting.

. Why did Mr. Macias base his estimates for the seven combined

districts and the Jefferson City district on his analyses of the St. Louis

County district data?

A. Mr. Macias states that “The Company has not maintained complete or
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39. Q.

40. Q.

accurate data for the other eight districts, and therefore it is not possible to
complete a life analysis with any degree of accuracy.”

Do you agree?

Absolutely not. | prepared a combined data base for these seven districts
incorporating information that was maintained at the individual district level
through 1999 and data that was maintained on a combined basis beginning
in the year 2000. | reviewed this combined data base for accuracy and
completeness. | found the data to be accurate. The data were incomplete
only in the sense that the retirement history for several districts was not
available prior to the implementation date of various accounting systems.
Retirement history was available for some districts as far back as 1956 and
for all districts since 1983. However, the absence of earlier retirements does
not mean that the data base cannot be used for analyses of service life. In
fact, the lack of retirement history never was an impediment to the
Commission in developing depreciation rates for these properties in past rate
cases.

How is it possible to conduct analyses of service life without a
complete history of retirements?

In the retirement rate method, the construction of an original life table
requires two sets of data: (1) the plant exposed to retirement and (2) the
plant retired. The determination of the plant exposed to retirement can be
constructed by bringing forward the amount added or by working backwards
from the amount surviving at the end of the study period. The Gannett

Fleming programs develop the plant exposed to retirement, or exposures, by
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41. Q.

42. Q.

43. Q.

working backwards from the surviving balance. This approach enables the
use of a database that consists of retirements for a recent period, say 1984
through 2002, rather than requiring a complete history of retirements. That
is, by using this approach, both the plant exposed to retirement and the plant
retired by age interval can be constructed for the period during which
retirements are available.

Was ’the data file for the combined districts sent to Mr. Macias?

Yes, in response to his initial data request, | forwarded the combined file that
| used to conduct my service life study of the seven districts. The combined
file included aged additions, retirements, transfers, acquisitions and ending
balances through 2002.

Was this file utilized in Mr. Macias’ study?

No, it was nof. Apparently, Mr. Macias wanted to perform service life
analysis on an individual district basis and not rely on a combined analysis of
all the districts.

Why did you not study the data by individual district for life analysis
purposes?

A valid life analysis is dependent not only on accurate accounting
transactions, but also on a sufficiently large sample in order to produce
statistically valid results. A study of each district's life characteristics would
produce very inconclusive statistical results as many of the districts are small
and have limited data. Further, the same management team operates these
districts. As a result consistent practices and policies have been in place for

a number of years and will continue. Finally, the need for a sufficiently large
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44. Q.

45. Q.

base of data is particularly imperative when the analyst places great weight
on the results of the statistical analyses. For these reasons, | chose to
combine the data for the several districts for analysis and insured that the
combined database was accurate.

When Mr. Macias requested files for each district were they available?
No, the files by district were not available initially. As | indicated earlier, the
database has been maintained on a combined basis since 1999. The past
studies were conducted on a combined basis, so there was no need to
change the methodology by studying separately by district.

What was required in order to provide Mr. Macias with files for each
district?

The steps required in order to provide files for each district to Mr. Macias
were similar to those that | took when | initiated my study of the combined
districts. A depreciation study requires two to four months to complete and a
large portion of that time is spent assembling the data; checking it for logic,
consistency, and control; and then formatting it to run using the Gannett
Fleming software. In the case of Missouri-American, there also was an
account number conversion and a change in accounting systems during this
period. Historical information came from several sources and required
conversion to a common account numbering system. Performing this
exercise for the combined districts file took considerable time during the
course of my study. Therefore, completing the requirements of Mr. Macias
for each district within the discovery time frame was very difficult. |

requested the detailed information from the Company for the period 2000
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46. Q.

47. Q.

48. Q.

through 2002, converted the account numbers as appropriate and then
added it to each district’s file through 1999. This was done as quickly as
possible in order to comply with the discovery timetable.

Were there errors in some of the files that you provided to Mr. Macias?
Yes, in Gannett Fleming’s desire to supply staff with the needed information
over the very short time frame there were errors in some of the files relating
to some of the districts.

Did these errors warrant Mr. Macias decision to use the analyses of the
St. Louis County data as the bases for his survivor curve estimates for
the combined districts?

No, not at all. First, this approach of individual district files is questionable
given the statistical validity of the data for an individual district, particularly
the smaller districts. Second, the appropriate alternative fo an analysis of
each district’s file would be the accurate combined file of these same
districts that was provided early in the process to Mr. Macias. Instead, Mr.
Macias chose to rely on the database for St. Louis County that contains
none of the history of the districts in question. This is not appropriate given
the alternative of using the combined file for these districts.

Please summarize your rebuttal testimony related to Mr. Macias’
survivor curve estimates.

Mr. Macias’ estimates of survivor curves should be rejected. His estimates
for St. Louis County are premature and strictly based on fits of historical
statistical points instead of reasonably considering all of the factors that lead
to realistic estimates of service life. The use of his results for the St. Louis
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County district are even less appropriate when applied to the remaining
districts in the state. He has used a life analysis of one set of assets and
applied them to an entirely different set of assets. Sole reliance on the St.
Louis County results is not appropriate and should be rejected. Mr. Macias
claim of flawed data, although partially true, should not have caused him to
disregard the combined data file for the districts. Mr. Macias’ unwillingness
to use the combined district file caused unnecessary issues and data
analysis. The combined data file is accurate and sufficient to conduct

retirement rate analyses of the historical retirements of these districts.

49. Q. Is it appropriate in this case to conduct a life analysis by district?

50.

A. No, itis not. When there is very limited service life data or no retirements,

such as the case with many of these districts, then studying each district
separately does not allow for reliable results.

TREATMENT OF RESERVE VARIANCES
Mr. Macias recommends elimination of the currently approved
amortizations of the reserve deficiency for the St. Louis County district.
Do you agree?
No, | do not. Mr. Macias’ recommendation is based on the recovery of only
original cost rather than service value (original cost less net salvage) and his
unreasonable survivor curve estimates. The St. Louis County depreciation
study did not require updating. The exclusion of net salvage from
depreciation is inappropriate for all the reasons previously discussed in this
testimony. The survivor curves estimated by Mr. Macias are unreasonable -
as they do not incorporate consideration of all factors as previously
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51. Q.

52. Q.

53. Q.

discussed. The amortization of the deficiency determined as of December
31, 1999, in Case No. WR-2000-844 was approved by this Commission and
should continue until a timely and reasonable depreciation study is
conducted of this district.

How have you amortized any variance related to St. Joseph, St. Charles,
Joplin, Warrensburg, Parkville, Mexico and Brunswick districts in your
depreciation study?

| have amortized the variance between the book and theoretical reserves for
these districts over remaining lives on an account by account basis. | have
done this through the use of the remaining life technique.

Please summarize your rebuttal testimony related to the treatment of
reserve variances.

The amortizations of the reserve variance for the St. Louis County district
should continue. The reserve variance for the other districts should be
amortized on an account by account basis using the remaining life technique.
Does this conclude your rebuttal testimony?

Yes, it does.
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