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DIRECT TESTIMONY 

OF 

PAUL W. ADAM 

CITIZENS ELECTRIC CORPORATION 

CASE NO. ER-2002-217 

Introduction 

Q. Please state your name and business address. 

A. Paul W. Adam, P.O. Box 360, Jefferson City, MO 65102. 

Q. By whom are you employed and in what capacity? 

A. I am employed by the Missouri Public Service Commission (PSC or 

Commission) as an Engineer in the Engineering and Management Services Department. 

Q. What are your duties as an engineer in the Engineering and Management 

Services Department? 

A. I am responsible for depreciation calculations and studies of companies 

regulated by the Commission. 

Q. Would you please state briefly your qualifications, educational background and 

experience? 

A. I am a Registered Professional Engineer in Missouri and Colorado. In 1967, I 

earned a Bachelor of Science degree in Chemical Engineering from the University of 

Missouri-Columbia. I served in the U.S. Army after graduating and subsequently was 

employed in the oil industry from 1969 until 1991 as an engineer in various capacities, with 

the exception of a brief period from 1971 to 1974 when I completed a Masters Degree in 

Business Administration at the University of Missouri and also built single-family homes. 
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From 1991 to 1993 I managed a concrete products plant in Northwest Missouri. In 

,994, I accepted my current position. 

Q. Have you ever testified before the Commission? 

A. Yes. 

Two-Fold Purpose of this Testimony 

Q. What is the purpose of your direct testimony in this case? 

A. The purpose of my direct testimony is two-fold; first, to address the 

‘traditional” whole life depreciation rate technique and to compare it to the “full 

recovery” whole life depreciation rate technique; and second, to address Staffs proposed 

depreciation rates for Citizens’ Electric Corporation (Citizens) with an explanation and a 

justification for these rates. 

Aspects of Depreciation for Citizens’ Electric Corporation 

Q. Can you explain the scope of the study you conducted for this rate case? 

A. Yes. Citizens do not maintain mortality data as most or all other Missouri PSC 

regulated companies do. I will discuss the storage of data toward the end of this testimony. 

My depreciation study in this case is base on applying depreciation of similar plant that was 

analyzed in studies that were based on mortality data. There are two other studies, St Joseph 

Light & Power Company and Empire District Electric Company. The Commission ordered 

the rates that were determined using the “full recovery” whole Life technique in both studies. 

Understanding Depreciation 

Q. Can you give some of the basics of depreciation engineering to help 

understand the whole life technique? 
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A. In broad terms, the objective of a depreciation engineer is to develop fair 

depreciation rates for the recovery of original capital cost of plant over the plant’s used and 

useful life. This amount of capital recovery plus an adjustment for salvage is determined as 

an annual amount, frequently called the “annual accrual” or “accrual for depreciation,” and is 

included in a determination of a regulated company’s revenue requirement during a rate 

case. In this way, the company recovers, via customers’ bills, the dollars the company 

originally paid for the plant plus or minus a salvage adjustment. 

Q. How does the depreciation engineer actually do this work? 

A. There are two major aspects to the engineer’s work. First, the engineer will 

determine the used and useful life. The original cost of plant should be recovered from 

customers in annual increments over the used and useful life. The method used to determine 

the annual increments is to calculate a “depreciation rate” by dividing 100% by the used and 

useful life. Usually, the depreciation rate is the same for each year until a new calculation 

determines that the depreciation rate should be changed. The depreciation rates, one for each 

account, are multiplied times the company’s plant balances for each account to determine the 

“annual accrual”. The “annual accrual,” detcrmincd during a rate case, is a part of the 

company’s revenue requirement. 

The number of years of used and useful life are determined as an average life for all 

plant in each account. The average life is called the “Average Service Life” (ASL). After 

determination of the ASL, the depreciation engineer’s analytical work is divided into three 

areas. The engineer must determine which: 1) depreciation technique; 2) depreciation 

procedure; and 3) depreciation method that will be used. In other words, an engineer will 

determine a technique, procedure and method that (s)he will use in his/her study of 
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1 company data that will determine a depreciation rate for each account. Each of the three areas 

2 has options the engineer must make. The technique can be: a) whole life, or b) remaining 

3 life; the procedure can be: a) broad group, b) vintage group, or c) equal life group; and the 

4 method can be: a) straight line, b) units of production, c) sum of the years digits, d) double 

5 declining balance, or e) other specific methods developed to accelerate the recovery of the 

6 original cost of plant. 

7 The determination of ASL is generally a two-step project. First, plant mortality data is 

8 supplied by the company for each capital account. Utilizing this data, calculations are made 

9 to statistically determine an ASL that is representative of the mortality data submitted. 

10 After determining the ASL from the plant mortality data the engineer moves to the 

11 second step of determining the ASL. This second step is called “engineering judgment.” 

12 Engineering judgment is a critical aspect of the depreciation engineer’s work because it 

13 requires a knowledge and experience of many types of plant, how specific plant operates, and 

14 how long the plant will be able to economically continue in service. It is also important to 

15 know the distribution of dollars across the various ages (vintages’) of plant in each account. 

16 With knowledge and experience the depreciation engineer can meet with company 

17 management, plant engineers and operations personnel to discuss plant operations and plant 

18 maintenance. Also, the depreciation engineer will take plant tours to physically see the plant 

19 and to ask additional questions of plant operations personnel about the operation and 

20 maintenance of various parts of the plant. The specific information that the depreciation 

21 engineer learns about the company’s plant from this aspect of his/her work is used to 

195 1 vintage would be all plant placed in service in the year 195 1. 
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letermine if the ASL developed from the mortality data is reasonable or should be changed to 

better reflect the life or ASL of the plant currently in service. 

Generally speaking, these two steps: 1) development of an ASL from mortality data, 

and 2) application of engineering judgment to adjust the ASL determined from mortality, are 

he two major aspects of the determination of an appropriate ASL for the plant-in-service. 

The ASL is then used to calculate a depreciation rate. The depreciation rate is equal to 

[100% / ASL]. This depreciation rate is multiplied times the dollars of plant-in-service to 

recover the account’s plant balance over the plant’s life. 

Either the depreciation engineer or an auditor will separately analyze the company’s 

associated net salvage cost on an annual basis and this net salvage amount will be included as 

either: 1) an adjustment to the depreciation rate; or 2) an expense included with other 

expenses. 

Q. You mentioned “techniques, ” “procedures” and “methods” as areas where 

the depreciation engineer will make a choice. Can you explain some of the processes that go 

into making each choice? 

A. Yes. There are two basic choices with technique. The technique can be: 

a) whole life, or b) remaining life. A determination on the whole life basis results in an ASL 

that represents the life that would be expected, on the average, of a new unit of plant that is 

placed in service. This works very well when there will be additional new plant placed in an 

account year after year because the applied depreciation rate is designed to allow the recovery 

of the original cost of the plant over the plant’s ASL. Consistently using the whole life 

technique will allow a company to collect the original cost of the plant from the company’s 

customers over the “average service life” of the plant. The whole life technique offers a 
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similar benefit to customers, in that the customers pay an “installment” each year for the 

original cost of the plant that is providing them service. 

Remaining life technique is considerably different and its use is a mistake, in Staffs 

opinion, unless an annual or biannual adjustment is made. The remaining life technique 

moves beyond whole life and effectively says, “the plant currently in service is the only plant 

that will be considered in determination of a depreciation rate.” There is a subtle yet complex 

problem when remaining life technique depreciation rates are ordered for a company to use 

on a going forward basis. The remaining life technique characteristically determines a 

depreciation rate that is larger than the whole life technique. Remaining life technique is 

designed to depreciate only the plant in service at the instant in time that the calculation is 

made. No additional new plant is considered to be added to the account that is ordered a 

remaining life depreciation rate. Looking at plant in service at an instant in time ignores all 

the years that the current plant in service has been in existence and the depreciation recovery 

already collected. Also, no provision is made in remaining life technique to assign a 

different depreciation rate for plant that will be installed in the next year and all future years. 

In the development of the remaining life technique’s life, the plant that was placed in service 

this year will experience a remaining life equal to the [ASL]. The plant placed in service one 

year ago will experience a remaining life equal to [ASL minus 1]. The plant placed in 

service five years ago will experience a remaining life of [ASL minus 5], and so on. This 

would continue on for all vintages of plant currently in service to determine a remaining life 

for the account. When a remaining life is determined it is considered to apply to 100% of the 

plant-in-service. It would appear from this that the remaining life technique would yield a 

depreciation rate equal to about one-half the whole life depreciation rate. This is not true 
I 
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because the remaining life depreciation rate is weighted proportionally to the number of 

dollars of plant currently in service from each vintage. Since it is normal for newer plant to 

cost more and because less of the newer plant is likely to have already been retired, the 

relationship between any account’s whole life and remaining life is specific to each account 

and specific to the date of the study. Remaining life technique depreciation rates are 

characteristically larger values, frequently much larger, than whole life depreciation rates 

determined from an evaluation of the same plant. 

Ordering remaining life technique depreciation rates can be considered a mistake 

because the ordered remaining life technique’s rates will be applied to all plant on a going 

forward basis. For example, if a whole life ASL is determined to be 70 years a depreciation 

rate of 1.43% (100% + 70 years) would be the annual depreciation rate. Each year the 

1.43% depreciation rate will be applied to the plant balance. If the plant has been in service 

for several years there will be an existing accrual balance. This existing accrual balance 

added to the depreciation dollars collected and booked from now until the date of retirement 

will equal the original cost of the plant. On the other hand, remaining life technique looks at 

the plant in service and calculates the remaining life of the plant-in-service. Obviously, this 

must be less than the ASL since all plant has been in service for some number of years. For 

example, a 50-year remaining Me could be expected for plant that has a 70-year ASL. If a 

50-year remaining life were ordered, then a 2% (100% + 50 years) depreciation rate would be 

applied to the current plant balance to achieve full recovery. The remaining life depreciation 

rate equation does recognize that there has been a collection of depreciation dollars from 

customers for some number of years by including an adjustment for the current accrual 

balance. Therefore, the remaining life depreciation rate of 2% would collect the original cost 
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dollars in total by the end of the plant’s life but onlv of the plant currently in-service at the 

moment in time when the remaining life depreciation rate was determined. New plant added 

to the account would need a different rate because it will last 70 years. The new plant would 

need a 1.43% depreciation rate. The problem is obvious, a remaining life depreciation rate is 

acceptable for the plant-in-service at the moment in time that the remaining life depreciation 

rate is determined but the remaining life depreciation rate is not acceptable for plant added to 

the account immediately after the date the remaining life depreciation rate is determined. 

The adjustment that is made to the remaining life depreciation rate for the current 

accrual balance is based on a difference between the actual accrual and a theoretical accrual. 

The theoretical calculation yields a value that tells the depreciation engineer how many 

dollars “should be” in the actual accrual as of the date of the calculation. If a 2% 

depreciation rate is used to determine a theoretical accrual value, that theoretical value will be 

greater than if a 1.43% depreciation rate is used to determine the theoretical accrual value. 

That is to say, the larger the depreciation rate that is used to calculate a theoretical accrual 

value, the larger the theoretical accrual value will be. Consequently, if the theoretical accrual 

value is determined to be larger (i.e., using 2% instead of 1.43%) then there is a greater 

likelihood the remaining life technique will determine that the actual reserve is too small. 

Q. Are there examples of remaining life depreciation rates being applied to 

Missouri regulated plant? 

A. Remaining life depreciation rates have been approved for the largest Missouri 

PSC-regulated telephone companies. All other Missouri PSC-regulated companies have 

whole life technique depreciation rates. The magnitude of over collection by remaining life 

technique depreciation rates can be seen by looking at figures that were available prior to 
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1 rice cap regulation being ordered for two of these companies and then applying an excess 

2 

3 

equa1 to that given in the preceding example. With telephone plant balances in 1995 of over 

4.5 billion, a .57% excess in an ordered depreciation rate [2% minus 1.43%] would result in 

4 the companies collecting $22,500,000 more each year from customers than is needed to 

5 

6 

recover the original cost of plant over the life of the plant. In this example, the $22.5 million 

collected annually is included in the customers’ rates that are the current “price cap” rates. 

7 Staff consider the ordering of remaining life rates as a mistake and that the 

8 calculations of this technique are not appropriate for regulatory purposes. The over-recovery 

9 f depreciation dollars annually by certain companies supports Staffs position against the 

10 

11 

remaining life technique. Therefore, Staff support the use of the whole life technique as the 

technique that is fair to both the regulated companies and the regulated companies’ customers. 

12 

13 

14 

Q. Can you explain “Procedures” and “Methods” now? 

A. “Procedures” and “Methods” are less significant in the decision making 

recess. Procedures are a grouping of plant. Normally, Staffs work is with the broad 

15 group procedure. Definitions of the different procedures, as given in the Public Utility 

16 Depreciation Practices text August 1996 by the National Association of Regulatory Utility 

17 Commissioners (NARUC) Finance and Technology Committee, are (pp. 62-63): 

18 The Broad Group. Under this procedure all units of plant within a 
19 particular depreciation category, usually a plant account or subaccount, 
20 are considered to be one group. The Broad Group is widely used and 
21 produces reasonably stable depreciation rates from year to year because 
22 of its averaging effects. It is a procedure that requires at least 
23 accounting records of annual additions and balances. Retirements by 
24 vintage are desirable. 

25 The Vintage Group. Under this procedure each vintage or placement 
26 year within the depreciation category is considered to be a separate 
27 group. This combines, into one group, all of the poles placed in a 
28 single calendar year, or vintage. Even within each vintage group there 
29 will be dispersion of retirement by age, due to the many causes of 
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1 retirements mentioned above. This requires that each vintage group be 
2 analyzed separately to determine its average life; all vintages are 
3 cornposited to produce the average service life for the plant class. Then 
4 the depreciation rate may be based on this estimated average service 
5 life of the units making up the group. 

6 The Equal Life Group (ELG). Under this procedure the plant units are 
7 grouped to their service lives, with the units from each vintage 
8 expected to experience the same service life being included in the same 
9 life group. This procedure permits accruing the full cost of the shorter- 

10 lived units to the depreciation reserve while they are in service. Thus 
11 the longer-lived units bear only their own costs. This is accomplished 
12 by dividing each vintage group (plant placed in a single year) into 
13 smaller groups, each of which is limited to units that are expected to 
14 have the same life. This distribution is based on life tables developed 
15 from the recorded experience, with respect to the mortality of utility 
16 plant. While it is not possible to identify the individual units of plant 
17 that will have a given life, it is possible to estimate statistically the 
18 number of units or dollars of plant in each equal life group, provided 
19 mortality data were accumulated. The prediction of future retirement 
20 patterns is also necessary in application of the vintage group procedure. 
21 However, ELG is much more sensitive to these predictions. ELG may 
22 be expected to produce greater fluctuations in depreciation expense 
23 from year to year than the broad group procedure. 
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The quality of the data available to Staff is a factor in the choice of which procedure 

to use. Staffs choice is between “Broad Group” or “Vintage Group.” With the use of 

computers, the more detailed “Vintage Group” calculations can be done essentially as fast as 

“Broad Group” calculations. The detail of the data submitted can be the overriding factor in 

deciding which procedure to use. Staffs depreciation studies of mortality data are conducted 

using either “Broad Group” or “Vintage Group” procedure because we do not receive data 

with the needed detail to compute “Equal Life Group” procedure. 

The “method” used in regulatory depreciation is consistently “straight line.” Use of 

straight-line method designates that the same depreciation rate is to be used every year over 

the plant’s life. This method also requires users to pay, through customer rates, a constant 

annual payment. Bookings of annual accrual vary from month to month due to changes in 
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plant balance. Accelerated methods of depreciation have been applied to tax rates to 

stimulate the economy through more rapid depreciation of plant-in-service. Double Declining 

Balance and Sum Of The Year’s Digits are just two methods that allow companies to have 

larger tax depreciation expenses sooner after plant is placed. By using accelerated 

depreciation methods, companies pay less in federal income tax and therefore retain more 

cash to use for corporate expansion, etc., during the early years of any plant’s life. Use of 

accelerated depreciation methods does not relate to the “using up” of plant or the plant’s used 

and useful life. 

Q. What is the difference in tax depreciation and regulated depreciation to 

Missouri-regulated companies? 

A. The Missouri PSC-regulated companies utilize accelerated tax depreciation 

methods to impact their cash available on a separate set of books that utilize tax depreciation 

methods. For example, a large and costly facility such as a nuclear power plant can be tax 

depreciated in 10 years even though the Nuclear Regulatory Commission typically licenses 

nuclear plants for 40 years. Tax depreciation determines the dollars of tax to be paid to the 

Internal Revenue Service. Tax depreciation can be considered a method to reduce the dollars 

of taxes paid. On the other hand, regulatory depreciation is used during rate cases to 

determine the revenue requirement. Regulatory depreciation increases or decreases a 

regulated company’s revenue as the regulated depreciation rates and plant balances go up or 

down over time. Simply put, regulatory depreciation addresses the revenue level of regulated 

companies while tax depreciation addresses avoidance of taxes to be paid. But, both tax 

depreciation and regulatory depreciation are expected to recover only the original cost of 

plant, no more, no less. It is simply the timing of the depreciation period that is different. 
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When thinking of depreciation there should be a disconnect between regulatory 

depreciation and tax depreciation. To help understand, consider that regulatory depreciation 

is a tool to determine the revenue level of a company. It is a revenue tool. Conversely, tax 

depreciation is used to determine how many dollars must be paid out by the company to the 

I 
Internal Revenue Service. It is a cost tool. To remember the disconnect between regulatory 

depreciation and tax depreciation, remember that regulators depreciation is used to determine 

revenue requirement and that tax depreciation is used to determine cost. The Staff 

consistently uses the straight-line method in regulatory depreciation determinations to 

determine revenue requirement. Depreciation Staff have no involvement with regulated 

companies’ tax depreciation determination. 

Q. What technique, procedure and method do Staff support? 

A. Staff support and utilize: 1) whole life technique; 2) broad group procedure or 

vintage group procedure; and 3) straight line method in the determination of regulatory 

depreciation rates. 

Q. You have addressed the three major considerations of the depreciation 

engineer when making a depreciation study, “technique,” “procedure” and “method.” 

When you discussed “technique” you mentioned whole life and remaining life but you did not 

discuss “traditional” whole life technique or “full recovery” whole life technique. How do 

“traditional” whole life technique and “full recovery” whole life technique fit into the 

decisions a depreciation engineer must make? 

A. Over time, depreciation techniques and the associated formulas have evolved. 

The “traditional” whole life technique is commonly known by the formula: 
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Depreciation rate = 100% - NS% 
ASL 

[NS, net salvage = Gross salvage - Cost of Removal]’ 

This formula was developed decades ago when net salvage (NS) was characteristically 

small and positive. When a positive net salvage (the sale of worn out plant exceeds the cost to 

remove the same plant) is put in the formula, it is subtracted from 100%. Normally these 

positive net salvage values were small, 1% to 5%, resulting in companies recovering 99% to 

95% of the original cost of plant from customers. The 1% to 5% was collected by selling 

plant scrap after plant retirement. In the past few decades, the simplistic calculation to 

letermine net salvage that has been used in the “traditional” whole life technique has 

calculated negative values. Large values of 50% to 100% of original cost are often calculated 

IS the amount of negative net salvage (See Schedule 1 to this direct testimony). (I will 

discuss the simplistic calculation later). A 100% negative net salvage implies that the cost of 

removal less gross salvage (NS), at a future date when currently active plant is retired, will 

cost as much as the original cost of the plant. The result is that depreciation rates have 

skyrocketed. Currently, many depreciation rates determined by using the “traditional” whole 

life technique will result in companies collecting more from customers annually via the 

depreciation accrual, than the company is spending for current removal cost. Staff have grave 

concern about the use of the “traditional” whole life technique, which I will also discuss 

later. 

In contrast, the “full recovery” whole life technique targets a depreciation rate and a 

net salvage expense that will return to the regulated companies the dollars the companv has 

Square brackets, by convention, define the numeric value of the item bracketed. 
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spent for capital cost and is spending for net salvage. This “full recovery” amount is paid by 

customers to the companies in tariffed rates. 

The “full recovery” whole life technique is supported by Staff for several reasons 

that will be discussed in this testimony. 

Q. Addressing the first purpose of your testimony, what is the difference between 

the “traditional” whole life depreciation rate technique and the “full recover?’ whole life 

depreciation rate technique? 

A. In a broad sense, the “traditional” whole life technique recovers the original 

cost of plant-in-service over the average services life of the plant. Added to this recovery is 

an estimate of what may be the net salvage cost at some future date decades in the future. 

This future negative net salvage is collected from customers prior to dollars being spent by the 

company. The “full recovery” whole life technique also recovers the original cost of plant 

in service over the life of the plant. Added to this recovery is the known level of net salvage 

cost that the company is experiencing now. Staff currently separates these two determinations 

into: 1) recovery of original cost of plant-in-service; and 2) net salvage cost experienced now. 

Staff depreciation engineers present a depreciation rate designed to address item number 1, 

the recovery of original cost of plant-in-service. Staff auditors address item number 2, the net 

salvage cost experienced now, as an annual expense. Determination of item number 2 could 

be and has been included in Staff depreciation engineers’ depreciation rate proposal but 

I 
currently, item 2 is determined by auditors and included with other annual expenses that are 

also determined by the auditors, 
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Average Service Life 

Q. In a previous answer you used the term “average service life” (ASL). Can you 

explain this term? 

A. Generally speaking, it is the average of all of the lives experienced by the plant 

in each specific account; similar plant, similar lives. Since accounting guidelines regulate that 

similar plant be booked to a specific account, the determination of an “average service life” 

for plant-in-service is an extrapolation of the lives of plant already retired from the same 

account. The extrapolation is based on empirical data developed from accounts that have 

experienced complete retirement. That is, 100 per-cent of all plant from at least some vintages 

have retired. 

Q. How do external events like floods and other natural events affect ASLs? 

A. External events like floods are one justification for frequent reviews and 

updates to the average service life determination. Plant damaged and retired from service 

because of a flood or other natural hazard may be covered by insurance and this plant would 

not be included in the determination of an average service life because it would tend to 

shorten the average service life. This shortening of average service life would accelerate the 

recovery of the original cost of all plant in the account. Because insurance covered the cost of 

the replacement plant, the company would not need an adjustment to the average service life 

of all other plant. Specifically, we are only interested in the life of plant, which the company 

needs to recover from customers. On the other hand, if there is no insurance coverage, the 

flood or other natural disaster would shorten the average service life of the specific account. 

This shortened average service life would be reflected in the Company’s depreciation rates 

and the Company would recover original cost of all plant at a higher annual rate because the 
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average service life would be shorter. This is an imperfect determination that attempts to 

reflect as clearly as possible what will actually occur with recurring natural events. If the 

database is large and the retirement history is old, the likelihood is greater that the average 

service life includes past natural disasters that are not covered by insurance. Large databases 

with old historical data are likely to include the cycles of natural events and therefore these 

natural events will be reflected in the ASL that the depreciation engineer determines. 

Q. How do changes in new and different materials that are used to manufacture 

plant in a specific account, “the march onward of technology,” get included in the average 

service life (ASL) calculation? 

A. New technology applications are another justification for frequent reviews and 

updates to each account’s average service life determination. Certainly there are changes in 

the materials used to manufacture plant that is booked to a specific account. The use of fiber 

cable to replace copper cable in the telephone industry or the use of plastic main and plastic 

services to replace steel main and steel services in gas distribution are examples. As might be 

expected, the change to a new, “better,” material frequently has a learning curve period that 

causes average service life determinations to be shorter for the early transitional years of the 

learning curve. For example when fiber was introduced into the telephone industry, the early 

installations developed some micro fractures in the glass fibers during installation. Thus, 

early fiber plant experienced some shortening of average service life because of the 

“learning” that was necessary when the new technology moved from controlled or laboratory 

installation conditions to real world installation conditions. Changes have been made to the 

fiber cable and to the installation technique and over time the average service lives of the 

buried cable accounts are growing. This growth of average service life is expected as the 
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1 buried cable account of various telephone companies moves from being predominately copper 

2 to predominately fiber. 

3 Frequent review of retirement histories, every few years3 allows the depreciation 

4 engineer to apply his/her engineering judgment to the average service lives that are 

5 calculated from the historical retirement (mortality) data. Actual plant events, such as changes 

6 due to technology and natural disasters, will be reflected in the mortality data. The ultimate 

7 purpose is to determine an average service life (ASL) that best represents the number of years, 

8 over which the Company should recover the original cost of the plant that is in service now. 

9 (Note: plant-in-service that is retired and paid for by insurance, highway departments, etc., are 

10 not included in the statistical universe.) 

11 “Traditional” Whole Life Technique 

12 Q. Starting with the whole life formula, would you explain how the 

13 determinations are made that are described as the “traditional” whole life technique? 

14 A. The whole life formula is: 

15 100% Net Salvage % 
16 Depreciation Rate = 
17 Average Service Life Average Service Life 

18 In the first part of the formula, [l00% + Average Service Life], the 100% represents 

19 the original cost of plant-in-service expressed as a per-cent. It can be thought of as the 

20 calculation of original cost of plant-in-service divided by original cost of plant-in-service. 

21 Obviously, this is 100%. Dividing the 100% by the average service life yields a depreciation 
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rate that, when multiplied times an account’s “plant-in-service balance” determines an annual 

accrual amount that the company shall recover from the company’s customers. If this amount 

is recovered every year for the number of years determined as the account’s average service 

life, the Company will have recovered 100% of the original cost of plant-in-service by the end 

of the average service life. This same annual accrual amount is used in the determination of 

the revenue requirement. 

The second part of the formula, minus net salvage (-NS%), expressed as a percent, 

divided by average service life is determined as follows. Net Salvage % is “Gross Salvage” 

of the plant retired, minus “Cost of Removal” of the plant retired, divided by the “Original 

Cost” of the plant retired. Data are available from each company that give the Gross Salvage 

(GS) dollars received each year for each account. Also, data are available from each company 

that give the Cost of Removal (COR), dollars spent each year, for each account. Finally, data 

are available from the Company that give the Original Cost (OC) in original dollars of the 

plant retired each year from each account. It is important to recognize that in any one year the 

amounts obtained from the Company for: 1) Gross Salvage; 2) Cost of Removal; and 3) 

Original Cost of plant retired, frequently do not represent the same plant. That is due to the 

timing of accounting and operating procedures. The Original Cost of the plant that is retired 

in a specific year frequently does not represent the same plant that the booked Gross Salvage 

and Cost of Removal represent. Likewise, the booked Gross Salvage in a specific year may 

not relate to the same plant that the booked Cost of Removal relates to. Because there is no 

actuarial file that ties the Original Cost of plant removed to that same plant’s Gross Salvage 

and Cost of Removal, depreciation engineers normally work with multi-year averages. Using 
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multi-year averages tends to relate the Original Plant retired to its associated Gross Salvage 

and Cost of Removal, although a correct association is not achieved. 

Users of the “traditional” whole life technique accept the non-association of 

Original Cost of plant retired to Gross Salvage and Cost of Removal and calculate the & 

salvage percent (NS%) as though the three values are correctly associated. Assuming that the 

Original Cost of plant retired is associated to the Gross Salvage and Cost of Removal, a 

“traditional” whole life net salvage percent is calculated as follows: 

$[Gross Salvage] - $ [Cost of Removal] (these two values are expressed in current 
dollars). 

$[Original Cost of Plant in Retired] (this value is expressed in dollars as of 
the date when the plant was installed, 
normally decades earlier) 

This simplistic ratio is expressed as a percent, i.e. net salvage % (NS%). By using this 

simplistic ratio, the “traditional” whole life technique user is proposing that the dollars of 

[Gross Salvage] minus the dollars of [Cost of Removal] at some date decades in the future 

will have precisely the same relationship to [Original Cost] of plant currentlv in service that 

today’s [Gross Salvage] dollars minus [Cost of Removal] dollars has to the IOriginal Cost] of 

plant placed in service decades ago. {i.e. the “traditional” technique supports the 

relationship of [(future Gross-Salvage minus future Cost-of-Removal) to (plant-cost-now)] 

will be exactly the same as [(current Gross-Salvage minus current cost-of-removal) to (plant- 

cost-decades-ago)]}. These relationships must be believed to accept that the “traditional” 

whole life technique is valid. 

The negative net salvage percent (i.e. net salvage cost) calculated in the just-described 

manner is then divided by the same average service life (ASL) that was determined for the 

specific account. Therefore, the “traditional” whole life techniques’ depreciation rate for 
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1 {- ([negative net salvage] % + [average service life] YR) = - Depreciate rate %} for 

2 net salvage cost. The double negative results in the net-salvage-cost being added to the 100% 

3 recovery of the original-cost of the plant. 

4 This “depreciation rate for net salvage” is multiplied times the current-plant-balance to 

5 determine the annual accrual that the company should recover from customers for future net 

6 salvage costs. This same amount is used in the determination of the revenue requirement. 

7 By using this calculation to determine the depreciation rate for net salvage, the 

8 “traditional” whole life technique mixes dollars already spent by the company (the original 

9 cost of plant in service) with plant removal dollars that may or may not be spent in the future 

10 (estimated future net salvage). This characteristic of the “traditional” whole life technique 

11 is of particular concern to Staff and will be discussed further. 

12 Q. Are you concerned with the part of the “traditional” whole life technique that 

13 addresses the recovery of the original cost of plant? 

14 A. No. This determination is the same in the “traditional” whole life technique 

15 and the “full recovery” whole life technique. 

16 Q. Are you concerned with the part of the “traditional” whole life technique that 

17 addresses net salvage? 

18 A. Yes. 

19 Q. What concerns do you have? 

20 A. I have concern with the definition of the formula, and other professionals4 have 

21 recognized these same concerns for years. Most importantly, it is my concern that the 
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"traditional" whole life technique, while offering a fair recovery of the original cost of 

plant-in-service, does not treat the net-salvage-costs that are experienced by the company 

fairly. But. the “full recovery” whole life techniaue assures that the Company, now and in 

the future. will have the needed funds for net-salvage-cost and that the customers will uav net- 

salvage-cost only when they occur. 

Q. What are your concerns about the use of the “traditional” whole life technique 

aS it relates to published definitions? 

A. From the 2-12-85 Federal Energy Regulatory Commission’s (FERC) 

accounting and reporting requirements, paragraph 20.001, the following definitions are given: 

Depreciation = Loss in service value 

[Original cost] - [net salvage] 

Original Cost = Cost of property to the person first devoting it to public 
service (emphasis added) 

Net Salvage = Gross salvage value of property retired less the cost of 
removal (emphasis added) 

Cost of Removal = Demolishing, dismantling, tearing down.. .including 
transportation (emphasis added) 

cost = The amount of money actually paid for property or 
services (emphasis added) 

It is clear by the FERC definitions that net salvage CANNOT include future services 

such as the removing of plant, demolishing, dismantling, and transportation because money 

must actually be paid to be included in&of removal. 

This is Staffs position, that cost of removal is monies actually paid, not an 

expectation of monies that may or may not be spent decades in the future. 

Q. Are there other definitions that are relevant to the use of the “traditional” 

whole life technique by companies? 
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1 A. Yes. In REA Bulletin 183-l that addresses “Depreciation Rates and 

2 Procedures,” it is stated: (III. Objectives of Depreciation Accounting) (Schedule 2 of this 

3 direct testimony) “A. Thus it may be said that the cost of capital investments in plant is 
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recovered by means of proper depreciation accounting.” The depreciation rates proposed by 

Staff in this case and other cases are specifically designed for the stated purpose of recovering 

the cost of a company’s capital investments. In paragraph B of the same section of this REA 

Bulletin it is stated that: “the established rate of depreciation should recognize the useful life 

and recovery values. Depreciation is not intend to provide funds for replacement, nor is it to 

be legitimately considered as a means to make a desirable showing on the revenue and 

expense statement” (emphasis added). It is Staffs concern that ordering depreciation rates 

that are determined utilizing the “traditional” whole life technique for net salvage cost does 

what the REA definition says depreciation is a intended to do. Companies do not “store 

away” the excess net salvage monies that are collected from customers in current tariffs, with 

the understanding that the monies will be available and used for removal at the specified 

future date or if the monies are not used, that the previously collected monies will be refunded 

to customers. Staff believe that customers have the right to expect that monies paid for 

removal of retired plant should be available for such removal, transportation, etc. when the 

designated plant is retired. This is why Staff support the collection of current net-salvage- 

cost, not estimated future net-salvage-cost. 

Q. Are there any examples of the payment of future net-salvage-cost where the 

customers’ monies are “stored” for the removal of specified plant at a future date? 

A. Yes. The two nuclear power plants regulated by the Missouri PSC each have a 

“stored” removal and remediation fund for the future removal, transportation, and etc. of the 
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1 nuclear facility and remediation of its location. This “stored” removal fund, unlike the net 

2 salvage dollars collected using the “traditional” whole life technique, cannot be spent by 

management for any purpose other than the purpose of the nuclear plants’ removal and sites’ 

remediation after retirement. These monies are designated for the removal and remediation 

fund when customers pay their electric bills. These monies are effectively still the customers’ 

monies since no final cost-of-removal for nuclear plant has been incurred by either company. 

Final cost-of-removal of nuclear plant will not be incurred by either company until “. . .money 

(is) actually paid for property or services” (FERC definition of cost) (emphasis added). In 

this case, “services” represents the removal of the nuclear plant and remediation of its site. 
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Although Staff are aware there is a likelihood that both of the nuclear plants regulated 

by the Missouri PSC will be relicensed before the initial 40-year license period granted by the 

Nuclear Regulatory Commission (NRC) has expired, customers are currently paying into each 

removal fund based upon the 40-year license period. That is to say, that the funds for removal 

of the nuclear plants and the remediation of the plants’ sites are to be fully funded at the end 

of the initial 40-year license period. 

Information gleaned by Staff several years ago from one of the Missouri PSC’s 

regulated companies that operates a nuclear plant, was that Staff should stay aware of the 

NRC’s potential relicensing of a Baltimore Gas & Electric (BG&E) nuclear plant, the Calvert 

Cliffs Nuclear Power Plant (CCNPP)5, that is a “sister plant,” so to speak, of both Missouri 

PSC regulated nuclear plants. The CCNPP has received a 20-year license extension from the 

NRC. The NRC has also given 20-year license extensions to three Duke Energy nuclear units 
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and one Energy unit in Arkansas. License extensions have been filed or notice of intention to 

file for a license extension has been given to the NRC on 38 additional nuclear units. This 

group represents 44% of the nuclear plants under NRC regulation. (Schedule 4 to this direct 

testimony) All of these nuclear plants are older that the Missouri regulated nuclear plants. It 

is probable that both Callaway and Wolf Creek nuclear plants will ultimately have 60-year or 

longer lives. The 60-year period will be a life span6 not an average service life. Even 

though the additional 20 years are not a direct addition to both facilities’ average service 

lives, the customers will have fully paid to the companies, over the original 40-year license 

period, the monies for the specific purpose of removal, tear down, transportation, etc. of the 

Missouri regulated nuclear power plants. These monies are held in a “stored” fund by each 

company. A 20-year extension of each license should drastically reduce depreciation rates for 

each nuclear plant regardless of the depreciation technique used to determine depreciation 

rates. If nuclear plant accounts are fully accrued after 40 years, it is possible, although not 

probable, that depreciation rates for these accounts could be zero for the 20 years of extended 

life. 

Staffs position is that future salvage events, that may or may not occur, should & be 

included in current depreciation rates, Staff do not propose that Callaway and/or Wolf Creek 

nuclear plants be estimated to have a 60-year life until a license extension by the NRC is 

known. As a result, Staff have not included the possible 20-year life extension in any 

depreciation rates proposed using the “full recovery” whole life technique. 
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1 It should be noted that with the 20-year extension of the CCNPP, the possibility of 

2 Callaway and Wolf Creek getting a 20-year license extension from the NRC is based on an 

3 occurrence that has as great or greater probability of predicting the future than the simplistic 

4 relationships used to calculate net salvage percentage in the “traditional” whole life 

5 technique. 

6 Staff recognize the uncertainty of predicting the future, yet the NRC requires the 

7 current collection of future, unknown removal cost of nuclear plants. The tear down, 

8 removal, transportation, etc. fund for nuclear plants is based on engineering studies conducted 

9 by engineers that specialize in estimating future removal cost of nuclear plants, NOT on a 

10 simplistic ratio of two past events. 

11 Although Staff do not advise current collection of future, unknown “cost,” the NRC’s 

12 methodology is to isolate the future “Cost of Removal” dollars into a “stored” fund that can 

13 only be used for the final removal and remediation of the nuclear plant and its site. The 

14 determination of the size of the “stored” fund for the nuclear plant’s removal and remediation 

15 should be made by engineers with special training and experience at estimating the future 

16 “cost” of removal, tearing down, transportation, etc. of nuclear plants. 

17 Staff do not propose the NRC’s pre collection of net salvage cost for other Missouri 

18 PSC-regulated plant. We do propose the “full recovery” whole life technique of 

19 determining depreciation rates and expenses associated with the removal of plant after 

20 retirement. 

21 Q. If the money that the NRC requires to be “stored” for the final removal of each 

22 of the two Missouri PSC-regulated nuclear plants was available to each of the two electric 

23 companies to use as management wished, how much money would each company have? 

Page 25 



1 A. As of October 2001, the “stored” fund for Wolf Creek is $61.6 million and the 

2 ‘stored” fund for Callaway is $168.3 million as of November 2001. The total for both plants 

3 is $229.9 million. 

4 Q. Has the $229.9 million been collected from customers since the nuclear plant’s 

5 start up in the 1984- 1985 time frame? 

6 A. Monies were collected from customers and the investments of the two funds 

7 have grown to the current levels. The customers have paid into each fund over the past 17 

8 years for each plant. Customers will continue to pay at the current rate or at a recalculated 

9 rate for the remaining 23 years of each nuclear plant’s 40-year license. 

10 Q. If the “traditional” whole life technique was used by the NRC, would 

11 customers be certain that the $229.9 million, currently in “stored” funds for removal cost of 

12 both nuclear plants, is available to pay for the plant removal and remediation bills when each 

13 nuclear plant is retired? 

14 A. No, customers would not be certain that the $229.9 million is available for the 

15 removal of the nuclear plants and the remediation of their sites. 

16 Q. Then, if the NRC used the “traditional” whole life technique for nuclear 

17 plants, both companies may have spent the $229.9 million and then it would not be available 

18 when both nuclear plants are retired and the facilities need to be removed? 

19 A. That is the concern that Staff have with the “traditional” whole life 

20 technique. This concern extends to the collections of estimated future net salvage costs when 

21 using the “traditional” whole life technique for accounts with large plant-in-service 

22 balances. 
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Q. Are there additional aspects of the net salvage calculation, as made by the 

“traditional” whole life technique, that Staff are concerned about? 

A. Yes. I would like to address six areas of Staffs concerns with the 

“traditional” whole life technique. 

1) Staff consider the net salvage calculation of the “traditional” whole 

life technique to be flawed in its ability to predict future events ant the future events’ 

costs. 

2) Staff believe that the “inflection point,“’ as required by the net salvage 

calculation of the “traditional” whole life technique, is important to address if the 

“traditional” whole life technique is to be ordered and used in actual applications. 

Mr. Bill Stout8 testified about the “inflection point” when he represented St. Louis 

County Water Company as their depreciation expert. 

3) Staff and companies’ depreciation consultants recognize that, after the 

“inflection point” date occurs, companies will collect less for net salvage cost than 

they are spending for net salvage cost. This is a requirement of the net salvage 

determination in the “traditional” whole life technique. Staff believes this inequity 

needs to be fully recognized by companies and Commissioners. Staffs “full 

recovery” whole life technique does not have an inflection point. 
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4) If companies are ordered to use “traditional” whole life technique 

depreciation rates, then during the years after the inflection point the company’s cash 

flow will be inadequate and the companies may submit cases after the inflection point 

occurs to switch to the “full recovery” whole life technique. This switch could result 

in customers paying the companies twice for the removal cost of retired plant. Staff 

consider this a potential double collection of removal cost by the company and wrong. 

5) Staff support regulatory consistency. This includes consistency with 

the definitions given earlier in this testimony. Also, Staff support consistent fairness 

to companies and to companies’ customers over all time. 

6) Staff believe that the determination of a revenue requirement for each 

company should be fair to the company and to the company’s customers. The 

“full recovery” whole life technique provides fairness; the “traditional” whole life 

technique does not. 

I will discuss each of these six aspects and the effect of the net salvage calculation as 

determined by the “traditional” whole life technique. 

The Traditional Whole Life Technique Flaw 

Q. Do Staff consider the “traditional” whole life technique as the preferred 

technique to use in the determination of depreciation rates that will be ordered by the 

Commission? 

A. No, Staff see the “traditional” whole life technique as flawed in its 

determination of net salvage. 

Q. How would you describe the net salvage flaw? 
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A. The net salvage determination within the “traditional” whole life technique 

does not assure the Commission, the Company or the customers that the pre-collection of 

removal cost is accurate or close to accurate. 

Q. Do you have an example that will explain the inaccuracy of the “traditional” 

whole life technique? 

A. Yes. Prior to 1978 St. Joseph Light & Power Company’s account number 364; 

Poles, Towers, & Fixtures, was determined and ordered to have a negative 5% net salvage’, as 

determined using the “traditional” whole life technique. This is to say that, utilizing the 

“traditional” whole life technique, the company would need 5% of the original cost of the 

plant in the poles, towers and fixtures account to “cover” the cost the company would incur to 

remove the poles. towers & fixtures that would be retired three decades later (a 30-year ASL 

was determined). The net salvage cost for the same account was calculated during St. Joseph 

Light & Power Company’s rate Case No. ER-99-247, 21 years later, as actually being 

negative 53%. This is effectively saying that the “traditional” whole life technique’s ability 

to calculate the correct future net salvage amount prior to 1978 failed by a 48% margin (53% - 

16 5%). 

17 The flaw is not accurately reflected here because the “traditional” whole life 

18 technique is calculated with a new group of plant each successive year but the 48% 

19 difference between the two computations does reflect the inability of the “traditional” whole 

20 life technique to accurately predict future net salvage cost. 
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Q. This example would indicate that companies are under collecting net salvage 

costs, and that the actual accrual balance should be determined as less than the theoretical 

calculation or “what the accrual balance should be.” Is this occurring? 

A. No. Companies have had depreciation rates adjusted in rate cases over the past 

20 or so years several times. In most of those rate cases, the “traditional” whole life 

technique was used to develop the depreciation rates that were ordered. 

Q. What was/is the result of ordered depreciation rates that were determined using 

the “traditional” whole life techniques? 

A. The result is that depreciation rates were increased to a level such that 

companies have recovered, and are annually recovering, more monies for net salvage cost 

than these companies are spending for net salvage cost. 

Q. Is recovering more money for net salvage cost than is being spent for net 

salvage cost reflected in the St. Joseph Light & Power Company example? 

A. Yes, it is reflected in the negative 53% calculation. In Case No. ER-99-247, a 

calculation was made to determine the ratio of current net removal cost to the original cost of 

the same plant (i.e., net salvage %). This ratio was a negative 53%. Using negative 53% net 

salvage to determine a deprecation rate will calculate an annual accrual that is greater than the 

current annual net salvage cost experienced by the Company. In other words, [negative 

53%/ASL] x [Plant Balance] will equal more dollars than the Company’s current net salvage 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

Q. What is the basis of the flaw in the “traditional” whole life technique’s net 

I salvage determination that causes the formula to calculate depreciation rates that allow 

companies to collect more than they are spending for net salvage cost? 
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A. The net salvage determination made in the “traditional” whole life technique 

is a simplistic ratio, expressed as a percent, of what has occurred in the past. It is a ratio of 

the recent net removal cost to the original cost of the same plant. 

$[gross salvage1 - $[cost of removal] current dollars 
$[original cost of the plant removed] vintage dollars 

The original cost of the plant removed is from several decades ago for major accounts. 

For St. Joseph Light & Power Company’s poles, towers and fixtures, the original costs are 

dated 30 years ago, on average, in my example. This simplistic ratio of a relationship 

between today’s removal cost and 30-year-old original cost does not predict or accurately 

estimate the level of removal cost that current plant-in-service will incur decades in the future. 

The failure to predict the future, as the St. Joseph Light & Power Company example shows, is 

the norm, not the exception. 

Q. What is the affect on a company and the company’s customers of an annual 

accrual that is greater than the annual net salvage cost incurred by a company? 

A. The annual accrual determination is used to determine the company’s 

revenue requirement. This establishes the number of dollars collected from the company’s 

customers with the understanding that the net salvage dollars will be spent for the net cost 

ofremoving retired plant. But, what is occurring is that the current net cost-of-removing 

retired plant (net salvage cost) is less, often considerably less, than the dollars collected for 

net cost-of-removing retired plant (net salvage cost). Effectively, the customer pays more 

than is being spent and the Company collects excess cash to use in any manner management 

desires. 

Q. Are there any other aspects that the “traditional” whole life technique’s 

estimate of future net salvage does not consider? 
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A. Yes. Just as we have seen in the St. Joseph Light & Power Company example, 
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the net salvage ratio has grown from a relatively insignificant amount of money, represented 

by the pre 1978 net salvage calculation of negative 5%, to a relatively large amount of money, 

represented by the 1999 net salvage calculation of negative 53%. The pre-1978 calculation of 

negative 5% did not include an engineering study of expected changes to net salvage cost in 

the future. Changes to inflation, environmental laws, regulatory requirements, etc. were not 

studied, yet all of these factors did effect removal costs over the period from pre-1978 to 

1999. These factors and possibly others caused the calculation to change from negative 5% to 

negative 53%. The negative 53% represents a relatively large amount of money just as the 

negative 5% represents a relatively small amount of money. This change, from net salvage 

being a small amount of money in the 1978 era to a large amount of money in the 1999 era is 

recognized by operations personnel and entrepreneurs. When costs are small they are 

frequently ignored but when costs are large they get attention. The “attention” searches out 

ways to reduce these large costs. It is reasonable to expect that these large costs of removal 

will be addressed by advancements in technology and efficiency. It is likely that a ratio of 

negative 53% or greater will be reduced in the future as a result of operations personnel and 

entrepreneurs applying technology and efficiency to these high removal costs. 

Q. How would a competent estimate of future removal cost (net salvage cost) be 

made? 

A. To estimate the future, studies of “what technology is on the drawing board,” 

would be made by a technology futurist. The technology futurist would analyze what new 

technology etc. may develop that will have an impact on future removal cost. Additionally, 

studies of other events such as inflation and environmentalism would be included. These 
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estimates would still not accurately predict the future but would represent a logical and 

systematic approach to a determination of future cost. 

Q. What is a reasonable solution to the inability to predict the future? 

A. The reasonable solution is to use the “full recovery” whole life technique to 

determine depreciation expense and removal cost. This technique eliminates the inherent 

“wrongness” of a future net salvage value that is determined using the “traditional” whole 

life technique. The “full-recovery” whole life technique will allow future differences 

between actual accrual balances and the theoretical calculation (what the accrual balance 

should be) to be small and easily adjusted on a going forward basis. 

The Inflection Point 

Q. Can you explain how companies that have ordered depreciation rates that were 

determined by using the “traditional” whole life technique will currently collect more 

money from customers for removal cost than the company is spending and will, at some 

future year, reach an inflection point when the situation will reverse and the company will 

collect less money from customers for removal cost than the company will be spending? 

A. It is simple mathematics. Consider that a company is spending $100 per year 

for removal cost and that the company is collecting $200 per year for removal cost now 

because the “traditional” whole life technique was used to determine net salvage’s portion 

of the revenue requirement. This company’s accrual balance is growing by $100 each year. 

Consider that this occurs for 10 years. At the end of the 10th year, this company will have 

$1,000 in the accrual balance yet it will have paid in full all of the removal cost the company 

had in each year. At the beginning of the 11th year, consider that actual removal cost 

increases to $300 per year. Yet, because “traditional” whole life technique depreciation 
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rates are ordered, the company continues to collect from customers $200 per year until the 

20th year. During years 11 through 20, this company will spend $100 per year more than it 

collects and will “use up” the $1,000 that was “built up” or “stored” in the accrual balance 

over years 1 thru 10. In this example, the inflection point is at the beginning of year 11, when 

the company flips from collecting more from customers than the company is spending for 

removal cost, to collecting less from customers than the company is spending for removal 
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cost. 

Theoretically, the collection of money from customers must ultimate equal the net 

salvage cost of the plant that it is collected to remove at retirement. Therefore, an over- 

collection under-collection balancing is required by the mathematics of the “traditional” 

whole life technique. Otherwise, one of two events would occur; 1) The company would, 

over time, collect more (over-collection) than the company spent and a repayment to 

customers would be necessary; or 2) The company would over time collect less (under- 

collection) than the company spends and future customers would have to pay the difference 

between actual net salvage cost and the under-collected amount. Either the over-collection 

under-collection balancing occurs or the “traditional” whole life technique of determining 

future net salvage fails to do what the supporters of the “traditional” whole life technique 

argue that it will do. The supporters would argue that the simplistic ratio of past events would 

estimate with reasonable accuracy the net salvage cost decades in the future. That the dollars 

collected and the dollars spent will be equal when the current plant-in-service is all retired. 

The St. Joseph Light & Power Company events show that a simplistic ratio of past events 

cannot predict the future accurately. 
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23 A. Not with respect to the plant presently in service, as I indicated 
24 in my rebuttal testimony. 

25 Q. Why would that be? 

Direct Testimony of 
Paul W. Adam 

Q. When companies and companies’ consultants propose the “traditional” whole 

life technique do they explain what will occur in the future when companies will collect less 

than actual net salvage costs? 

A. In the past eight years, Staff have seen presentations of depreciation studies 

utilizing the “traditional” whole life technique by companies and/or company consultants. 

None of these presentations note when the inflection point will occur nor do the depreciation 

studies of companies or consultants discuss the period after the inflection point when a 

company’s collections for net removal cost will be less than the company spends for net 

removal costs. 

Q. Has the “inflection point” been discussed by any of the various depreciation 

consultants? 

A. Yes. Staff attorney Keith Krueger cross-examined depreciation consultant Bill 

Stout (Ref: Footnote 8 to this direct testimony) in a recent St. Louis County Water Company 

rate case, Case No. WR-2000-844. The following exchange of questions and answers address 

the “inflection point”: 

Q. Okay. Thank you. 

In fact, the current net salvage accrual exceeds the current net 
salvage cost by about $2 million per year as you stated in your rebuttal 
testimony also. Is that correct? 

A. Yes. 

Q. And wouldn’t you expect the current net salvage accrual to 
continue to exceed the current net salvage cost? 

Page 35 



Direct Testimony of 
Paul W. Adam 

A. As this plant ages and as retirements increase, that plant balance 
related to today’s plant in service will decrease. As it does, the amount 
of the salvage accrual will decrease at a time when the net salvage 
costs, as we’ve defined it here, will be increasing, there will be a cross- 
over point at which time the net salvage costs. that is. the net cost of 
removing plant, will exceed the amount of net salvage accrual for the 
plant presently in service. (Emphasis added) 

Mr. Stout refers to the “inflection point” as a “cross-over point” in line 4 of page 69 of 

9 the transcript of his testimony before the Commission. He proceeds in lines 5 and 6 to state 

10 that after the crossover point “. . .the net salvage costs.. .will exceed the amount of net salvage 

11 accrual (this is the amount collected from customers) for the plant presently in service.” (i.e. 

12 actual company net salvage cost will exceed collections from customers). This, to Staffs 

13 knowledge, is the only time that a company or a company’s consultant has discussed the 

14 “inflection point.” The “inflection point” is an integral part of the net salvage determination 

15 when using the “traditional” whole life technique. 

16 Q. Do Staff believe understanding this “inflection point” issue is important? 

17 A. Yes. After the “inflection point” occurs, companies will be collecting less cash 

18 from customers for net removal cost than the company is spending for net removal cost. This 

19 is a net negative cash flow. If there is no requirement of a “stored” fund as there is with 

20 nuclear plants, then there will be no cash reserve to supply the needed dollars to pay bills for 

21 the removal of retired plant after the inflection point occurs. Staffs concern is that 

22 depreciation consultants may have not fully explained this future situation to the companies 

23 they represent. Companies’ management should have a clear understanding of the “inflection 

24 point.” Failure to consider this could have a negative impact on a company’s cash flow 

25 during the time after the inflection point occurs when the company is spending more to 

26 remove plant than the company is collecting from customers for removal of plant. 
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Staff are concerned that companies and consultants are betting on perpetual growth 

out to infinity, thus the “traditional” whole life technique will perpetually determine a 

collection of more cash from customers than the company spends on net salvage cost. 

Collection of Net Salvage Cost Is Less Than Actual Net Salvage Cost 

Q. You have explained that an “inflection point” will occur when using the 

“traditional” whole life technique for net salvage determination. If a company is currently 

collecting more from customers for net removal cost than they are spending, an “inflection 

point” will occur. After the “inflection point” the company will collect less from customers 

than they are spending. Will you discuss the period after the inflection point when the 

company will collect & from customers for net removal cost than they are spending for net 

removal cost? 

A. This situation, as stated by Mr. Stout when he testified before the Commission, 

is of grave concern to Staff. It is a condition that will not occur with the “full recovery” 

whole life technique. 

Those companies that have and are collecting more for net removal cost than they are 

currently spending, because the “traditional” whole life technique was used to determine 

their depreciation rates, face a date when the situation will flip or reverse and the collection 

18 for net removal cost will be less than the company spends for net removal cost. 

19 Companies that are currently collecting more for net removal cost than the company is 

20 spending for net removal cost are not putting the excess monies in a “storage” fund. It 

21 appears to Staff that these monies are being spent for undesignated purposes, infrastructure or 

22 any of many other management options. Staffs concern is that companies are not planning 

23 for this cash to be available to pay for the portion of cost-of-removal that exceeds the 
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1 collection of cost-of-removal after the inflection point occurs. In the previous example, this 

2 would be the period when actual net removal costs are $300 annually but the company would 

3 be collecting only $200 annually for net removal cost. In this example the company will need 

4 $100 of cash to pay bills for removal cost in excess of the amount the company will collect 

5 from customers in rates. What could exacerbate the problem for any company is that prior to 

6 the inflection point, this same company was enjoying excess cash because actual net removal 

7 cost were fully covered in customer rates plus the customer rates included excess cash that 

8 was designated for net removal cost at some future date after the inflection point. This 

9 situation, if not fully understood and prepared for by current management will leave future 

10 management with a debacle of how to run the company with incoming funds that will not 

11 cover all expenses. If there is no “storage” of the excess removal dollars that are paid now 

12 and designated for future use, the management of the future will have to “take” funds from 

13 other sources, such as infrastructure maintenance, to have enough cash available to pay the 

14 bills for removal of retired plant. Staff prefer to have companies avoid a future date when the 

15 management, at that future time, will have to address how to pay the bills to remove plant 

16 from service. This will be when customers will be paying the company less in service rates 

17 than the bills the company is receiving for removal of plant. 

18 Staff’s “full recovery” whole life technique avoids the situation where the future 

19 management of any Missouri PSC-regulated company will be facing the dilemma of not 

20 having cash flow from customer rates that will be equal to or nearly equal to the bills received 

21 for the removal of retired plant, 
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1 Double Collection of Net Salvage Cost 

2 Q. What could happen if a company continues to collect net salvage cost 

3 determined by the “traditional” whole life technique, spends the excess cash for other 

4 activities and reaches a date, after the “inflection point, ” when bills for removal cost exceed 

5 the collection of net removal cost dollars from customers? 

6 A. Staff have considered this and we are concerned about this occurring. One 

7 alternative is that the customers will pay the company twice for net removal cost. The 

8 company would effectively be saying, “Sorry, the previous management spent the money our 

9 customers gave this company 10, 20 and 30 years ago that was designated for net removal 

10 cost and now that money is gone. If you don’t give us the money again, we will go broke.” 

11 This is not exactly what may be said but it is the pitfall of the “traditional” whole life 

12 technique’s calculation of net salvage depreciation rates. 

13 Q. Is there any other potential double collection situation that can occur when the 

14 “traditional” whole life technique is used that concerns Staff? 

15 A. Yes. One that confronts Missouri ratepayers today. Recently, all Missouri 

16 plant of GTE (This company changed their name to Verizon after a merger with another 

17 telephone company) has been sold to another telephone company. GTE’s depreciation rates 

18 were determined utilizing a “traditional” technique. During the past decade or two of GTE’s 

19 operation in Missouri, it has annually collected more for plant removal than it spent. GTE’s 

20 excess collection into the depreciation reserve can be speculated to have been in the tens of 

21 millions of dollars annually. The theoretical determination of accrual would be small when 

22 compared to the actual accrual. In other words, GTE has collected a large excess depreciation 

23 accrual that is designated for future removal cost. 
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There are two concerns to be addressed as a result of the sale of GTE’s plant. First, 

the amount of depreciation accrual that should be collected from customers is the original cost 

of the plant. Original cost is, by definition, the “cost of property to the person first devoting it 

to public service.” (Ref: FERC definition of “Original Cost,” p. 22 of this direct testimony.) 

hThe GTE accruals for each account should be subtracted from the “original cost” of the plant 

sold. The difference is the amount the new owner is due to collect from customers via 

depreciation. Staff are concerned about this being ordered or not ordered as part of the sale of 

the plant. Staff do not believe Missouri consumers using the GTE plant, under any other 

name, should pay more than the “cost of property to the person (Company) first devoting it to 

public service.” (Ref: FERC definition of “Original Cost,” p. 22 of this direct testimony.) 

Secondly, Staff believes that the new owner of the GTE plant determined the purchase 

price based on an analysis of future earnings. Logically, GTE should give the new owner the 

net salvage monies in the accrual. This would include the excess collection from customers 

due to using “traditional” depreciation. This excess is the difference between a theoretical 

calculation (i.e., what the accrual balance should be) and the actual accrual balance. The 

Missouri consumers have paid this excess to GTE over many years. Staffs concern is that 

GTE will simply keep all this money. If this is the case, GTE will reap a windfall profit on the 

sale of the Missouri plant due to the money GTE collected using “traditional” depreciation 

techniques to set depreciation rates. These “traditional” depreciation rates provided funds for 

the retirement of plant decades in the future.10 In the last two paragraphs the author points 
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put that power companies currently purchasing nuclear power plants may reap a “tidy profit” 

windfall profit] in a transition of ownership.) GTE will not be responsible for paying for any 

portion of the future removal cost when the plant is ultimately retired. Staffs concern is that 

he new owner will expect the same customers to pay them, the new owner, the full cost to 

remove retired plant. If this occurs, Missouri customers of GTE plant will be paying double 

For a portion of the removal cost of GTE plant that is sold. 

Q. What technique can avoid this situation and how does it avoid the “double 

collection” situation? 

A. The “full recovery” whole life technique will avoid the “double collection” 

situation. By always collecting a level of net removal cost from customers that is equal or 

nearly equal to the company’s actual net removal cost, the company is protected from a false 

concept that a specific ROE (return on equity) will give them more cash flow from customers 

than is truly a reasonable amount of cash flow for the stated ROE. Also, the “full recovery” 

whole life technique will avoid customers being asked to pay cost of removal charges a 

second time. Customers will always be paying a cost of removal adequate for the company to 

pay the current cost-of-removal bills. This is reasonable and it augments management’s 

responsibility to utilize funds for the purpose the customers were “told” they were designated 

for. 

Inherent Risk of Booking Future Events and the Future Events’ Net Salvage Costs 

Q. To whom do non-accounting professionals turn, to verify the accuracy of 

revenue requirement determinations? 

I 
A. It is a conundrum, with no clear answer. During a rate case, a company will 

propose a need to increase revenue requirement while Staff may propose a different 
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revenue requirement, possibly a decrease. It would seem that the company and Staff should 

determine the same answer, as to what revenue requirement is correct, not two or more 

different revenue requirements. 

In light of current failures of public corporations, Jack Coffee, an expert in securities 

litigation and accounting fraud at Columbia Law School has stated, in reference to audit firms 

(gatekeepers) and their Public clients, “the gatekeepers were too conflicted to be effective. 

There are more errors in judgment made when you’re subject to conflicts of interest, 

particularly in the world of the accounting profession.“” 

Mr. Coffee is pointing out that public accountants employed by a public corporation 

may make errors in judgment due to the public accounting firm’s source of revenue. Perhaps 

regulatory auditors counteract a company’s public accountant and make errors in judgment of 

an opposite nature. 

These possibilities point out the elasticity of audit presentations. The accounting 

regulations that allow booking of revenue not received and expenses not incurred cause non- 

accountants to struggle to determine the actual financial health of a corporation. 

Because of company failures, there is a large group of ex-employees that have realized 

too late that the companies they once worked for were not reflecting actual dollars received 

but dollars the employer hoped or expected to receive. Likewise, this same group of ex- 

employees may have found that future expenses were once misstated and later reported 

correctly and that the resulting correction destroyed the financial health of the corporation and 

in turn cost them their jobs. 
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With this in mind, it is important that events that will not occur until the “distant 

future” should not be manipulated to imply corporate financial health today while exposing 

the same corporation to financial destitution when the “distant future” becomes the “current 

time.” 

It is not possible to predict the many forces that will impact a corporation’s “distant 

future.” To fabricate estimates of distant future events for the purpose of improving current 

financial health of a corporation exposes the corporation to the risk of a “pay-back” when the 

estimate of the future is found to be incorrect. These situations can lead to bankruptcy in the 

competitive environment. To prevent bankruptcy in the regulated environment, customers 

can be required to pay premiums to cover the incorrect estimates. Staff’s “full-recovery” 

whole life technique of depreciation determination avoids the booking of future estimates 

that can result in customers paying premium tariffs at some future date. 

Regulatory Consistency 

Q. Is the use of the “full recovery” whole life technique consistent with 

regulatory practices? 

A. Yes. The definitions given earlier that came from the FERC and the REA are 

consistent with the “full recovery” whole life technique. It is the “traditional” whole life 

technique that ignores the definition of “cost” as “the amount of money actually paid for 

property or services.” 

Q. Has the Missouri PSC previously addressed monies paid for net salvage cost? 

A. The Missouri PSC has previously addressed monies paid for net salvage cost. 

The general tenor of the Commission’s orders has been that monies must have been spent 

and/or plant must be in service to be included in customer rates. In a rare exception to this 
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Commission guideline, the Commission did order “traditional” whole life depreciation 

rates in the Missouri-American Water case, Case No. WR-2000-844, but strict guidelines 

were imposed. Those guidelines were that the excess collection must be held in a “storage” 

fund and only used for infrastructure replacement in excess of the current norm. This is 

effectively requiring customers to pay for plant before it is bought by the company or is in 

service. 

Q. How should companies record transactions when plant is paid for before the 

plant is purchased by a company? 

A. Characteristically, this is called “contributed plant” and is not included in rate 

base. Although the Case No. WR-2000-844 Order does not designate the infrastructure that is 

to be purchased with the prepaid dollars collected via the “traditional” whole life technique 

as “contributed plant,” Staff will support this position in a future St. Louis County Water 

Company rate case. Depreciation Staff will be stating that the plant purchased with the future 

net salvage dollars should not be included in rate base. Ordering this position will prevent 

customers from paying for the same plant twice. If Staffs position is not ordered and the 

specified plant is included in rate base, customers will have to pay for the same plant a second 

time. The first time customers will pay for the specified plant through excess collections of 

the net salvage portion of the “traditional” whole life technique. Then, customers would 

19 pay for the same plant a second time. This would be when the company would recoup the 

20 specified plant through the recovery of original cost portion of either the “traditional” whole 

life technique equation, or the “full recovery” whole life technique equation. Also, if 

“contributed plant” was included in rate base, the customers would then be paying a return on 
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1 equity (ROE) to the company for plant that the customers had purchased by their prepayments 

2 in water tariffs. 

3 Q. Is this an example of the monies not being available at a future date for the 

4 removal of the retired plant that the monies were collected for? 

5 A. Yes. Although the St. Louis County Water Company argued that they needed 

6 cash for infrastructure and the Commission addressed their argument, I believe this is not the 

7 position of the Company’s depreciation consultant, Mr. Bill Stout. 

8 Q. What would Mr. Stout’s analysis of the use of the “traditional” whole life 

9 technique be for the St. Louis County Water Company? 

10 A. I believe Mr. Stout would argue that the depreciation rates he determined using 

11 the “traditional” whole life technique have a net salvage portion that is to be used, decades 

12 in the future, for removal cost of plant that is currently providing service. 

13 Q. If the amount that Mr. Stout determined as appropriate for removal of plant 
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decades in the future is used for infrastructure replacement now, what monies will the St. 

Louis County Water Company use to pay for the removal of the plant that Mr. Stout’s 

depreciation rates are designed to cover? 

A. Staff believe this is an example of a situation where the company will return to 

the Commission decades later and Mr. Stout’s “traditional” whole life technique will be 

proven to have a flaw. Decades in the future the monies that Mr. Stout determined as needed 

for removal cost will not be available because they were spent for infrastructure. If the 

inflection point has occurred, the cash available to pay bills for removal of plant will be less 

than the actual cost experienced for removal cost. Either dollars will have to be taken from 

some other part of the St. Louis County Water Company’s budget to pay bills for removal of 

Page 45 



Direct Testimony of 
Paul W. Adam 

1 plant or the Company will ask the Missouri PSC to allow the Company to recover the dollars 

2 needed to pay for the removal of plant from the St. Louis County Water Company’s 

3 customers. This would be a second collection of the removal cost from customers. 

4 Q. Is it possible to see the Missouri-American Water case, Case No. WR-2000-844 

5 as being consistent with other Missouri PSC regulatory decisions? 

6 A. Yes. A detailed reading of the order makes it clear that the Commission 

7 considered this an order separate from their norm and that they were being flexible as they 

8 proposed to Staff. But the collection of monies to prepay for plant must be addressed in a 

9 future case to avoid theoretical reserve inequities. 

10 Q. To recap regulatory consistency, the “traditional” whole life technique is not 

11 consistent with definitions and rulings (orders), whereas the “full recovery” whole life 

12 technique is consistent with definitions and rulings (orders). Is this correct? 

13 A. Yes, you are correct. 

14 Fair Treatment of Missouri Companies and Their Customers 

15 Q. What is Staffs objective in proposing the “full recovery” whole life 

16 technique? 

17 A. Staff is interested in fair treatment of the Missouri PSC regulated companies 

18 and their customers. It is Staff’s position that: Consistent and continued application of the 

19 “full recovery” whole life technique provides this fairness. Further, Staff is confident that 

20 ordering depreciation rates determined by using the “traditional” whole life technique will 

21 appear beneficial to companies during years that the collection of cost-of-removal monies 

22 from customers exceeds the actual cost-of-removal but will present problems for future 

23 company managers and future Commissions that will have to wrestle with the years past the 
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1 “inflection point,” years when the monies collected from customers are less than the actual 

2 cost-of-removal. This is unfair to both companies and customers, 

3 Q. What arguments have companies put forth that they consider support the 

4 “traditional” whole life technique? 

5 A. The principal argument, as presented by company lawyers is that Missouri and 

6 one or two other states stand alone in using the “full recovery” whole life technique of 

7 depreciation. They suggest that all other states and published professionals use the 

8 “traditional” whole life technique. 

9 Q. Are these lawyers correct? 

10 A. No. There are states that embrace other techniques. Also, the brief presented 

11 to the Circuit Court of Cole County that argues that “virtually every other state and federal 

12 utility regulatory body” uses the “traditional” whole life technique. No substantiation and/or 

13 confirmation from each state’s regulatory body or any federal utility regulatory body was 

14 presented as verification of this broad statement. (Joint initial brief of Laclede Gas Company 

15 
II 

and Union Electric Company In the Circuit Court of Cole County State of Missouri - page 2 

16 II paragraph (c) and page 17, 4th bullet point.) (Ref: Schedule 7 to this direct testimony) 

17 I The NARUC text Public Utilitv Depreciation Practices (1996) at the very beginning of 

18 Chapter II, Estimating Salvage and Cost of Removal states the following: 

19 Historically, most regulatory commissions have required that both 
20 gross salvage and cost of removal be reflected in depreciation rates. 
21 The theory behind this requirement is that, since most physical plant 
22 placed in service will have some residual value at the time of its 
23 retirement, the original cost recovered through depreciation should be 
24 reduced by that amount. Closely associated with this reasoning is the 
25 accounting principle, that revenues be matched with costs and the 
26 regulatory principle that utility customers who benefit from the 
27 consumption of plant pay for the cost of that plant, no more, no less. 
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The application of the latter principle also requires that the estimated 
cost of removal of plant be recovered over its life. 

Some commissions have abandoned the above procedure and moved to 
current-period accounting for gross salvage and/or cost of removal. In 
some jurisdictions gross salvage and cost of removal are accounted for 
as income and expense. respectively, when they are realized. Other 
jurisdictions consider only gross salvage in depreciation rates, with the 
cost of removal being expensed in the year incurred. 

Determining a reasonably accurate estimate of the average or future net 
salvage is not an easy task; estimates can be the subject of considerable 
discussion and controversy between regulators and utility personnel. 
[emphasis added] 

This text was written before Missouri’s PSC Staff moved to the “full recovery” 

whole life technique for depreciation determination; therefore, the Missouri PSC Staff did 

not influence the author’s comments. 

Q. If the Missouri PSC’s Staff do stand alone in using the “full recovery” whole 

life technique for depreciation determination, would that imply “full recovery” whole life 

technique should not be used? 

A. I do not believe so. It is my opinion that, if the rest of the crowd is doing the 

wrong thing, following the crowd is a mistake. Common business sense is that Missouri 

wants regulated companies to be financially sound both today and in the future. The actions 

today of Staff, the Commission and the companies will impact regulated companies’ financial 

soundness in the future. Utilization of the “full recovery” whole life technique for 

depreciation determination is the “right thing to do,” for all the reasons that have been 
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25 previously discussed. 
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1 Adjustment Period 

2 Q. When a company over-collects net salvage cost for some period of years and 

3 then is ordered “full recovery” whole life technique depreciation rates, how is the excess 

4 recovery addressed? 

5 A. This situation has occurred recently and Staff have proposed adjustments in 

6 some cases and deferred adjustments in other cases. What characteristically occurs is that 

7 Staff determine appropriate “full recovery” whole life depreciation rates, then using these 

8 deprecation rates Staff determine a theoretical reserve balance. These theoretical analyses 

9 have determined that several PSC regulated companies have actual accrual balances that 

10 greatly exceed the theoretical accrual balance. To reduce, over a number of years, the actual 

11 accrual balance to the amount determined as the theoretical accrual balance, Staff frequently 

12 propose reducing current customer depreciation rates to a level that will “eat up” the excess 

13 dollars in the actual accrual balance. This “eating up” of excess dollars in the actual accrual 

14 balance results in the current cash flow from customer bills being less than the company 

15 would be currently receiving if, during the preceding years, the company had a been 

16 collecting excess future removal dollars. Although the cash flow during the years of excess 

17 collection gave each company’s management more funds to use during those years, 

18 subsequent managers will have to operate on reduced funds to adjust for the “pay back” of the 

19 over-collection. Once the “pay backs” are completed the companies can go forward using 

20 “full recovery” whole life technique to set annual depreciation accruals and the cash received 

21 from customers for plant removal will equal or nearly equal the current cost of plant removal. 

Page 49 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

Direct Testimony of 
Paul W. Adam 

Power Plant Example 

Q. Using the “traditional” whole life technique, what would be a normal 

depreciation determination of a large power plant? 

A. Considering what has occurred with the sale of power plants over the last few 

years, the “traditional” whole life technique would require the power company to pay off 

the debt of building the plant while also paying customers for the estimated future value of the 

power plant on the date the power plant is sold. 

Q. This seems unreasonable. Can you give an example of what a “traditional” 

whole life technique analysis would entail? 

A. Yes. Consider a fictional power company, ABC Power (ABC) as a Missouri 

PSC-regulated company. 

To simplify an analysis and explanation we will develop an example of one 

plant, call it River Power Plant (RPP). Consider that RPP was built in 2000 and will be 

retired in 2050. 

A. A “traditionalist” would first say that the original cost of the RPP should be 

recovered over its Average Service Life. The “traditionalist” would determine the Average 

Service Life as a result of a Life Span study. 

Q. What is a Life Span study? 

A. In a Life Span study all of the plant, such as all plant at the RPP location, is 

retired on a specific calendar date, regardless of how new or old any piece of plant at RPP 

21 may be. 

22 Q. How does this effect the “traditionalist” determination of depreciation? 

Page 50 



1 A. The “traditionalist” will pick a retirement date for the RPP plant. For example, 

2 a “traditionalist” may pick January 1, 2050, as the ‘retirement date for RPP. This then 

3 determines the date that power production at RPP will cease for ABC. 

4 Q. So, in the eyes of the “traditionalist,” on January 1, 2050, ABC would stop 

5 generating electricity at RPP. what would most likely occur at that time? 

6 A. Based on events of the last few years, the plant would be sold to an 

7 Independent Power Producer (IPP). The IPP would refurbish RPP and sell power on the 

8 competitive market. (Ref: Schedule 8 to this direct testimony). 

9 Q. What is the experience of power companies that have sold plants like RPP over 

10 the past few years? 

11 A. Recent sales of power plants would cause the “traditionalist” to conclude 

12 Labadie would be sold for much more than its original cost. Experience would suggest that 

13 the “traditionalist” might conclude that RPP would be sold for two times its original cost. 

14 Q. Is there another conclusion that the “traditionalist” might reach? 

15 A. Not if the “traditional” whole life technique is followed. If the 

16 “traditionalist” were directed to increase the cash or revenue flow into ABC, he/she might 

17 suggest that ABC would dismantle and greenfield the RPP location in the year 2050 but this 

18 would not represent recent years’ experience with large coal based power plants like RPP. 

19 This would be a failure to follow the “traditional” whole life technique’s rules simply for 

20 the purpose of generating an increased cash flow. 

21 Q. Returning to the “traditional” whole life technique example, how would your 

22 RPP example determine a depreciation rate that would result in ABC paving off debt and 

23 paving customers at the same time? 

Direct Testimony of 
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A. If RPP’s sale price is two times original cost, 200%, then the “traditional” 

whole life calculation would be: 

DR = 100% - 200% 
ASL 

OR 

DR = < lOO%> 
ASL 

(to simplify, we will assume the ASL is 50 years or the same as the Life Span) 

This negative depreciation rate would result in ABC paying the customer each year for 

he use of the RPP prior to its sale in 2050. 

Q. Is it common today to see companies like ABC submitting depreciation studies 

utilizing the “traditional” whole life technique that conclude that the power companies 

should be paying their customers for the use of the power plant until it is sold? 

A. No. Actually, the companies like ABC are submitting studies that suggest that 

he “traditional” whole life technique is ignored when evaluating power plants. The recent 

experience of large coal based power plants selling at premiums over original cost is ignored 

n the studies utilizing the “traditional” whole life technique. 

Q. If the “traditionalist” presented depreciation studies that reflect recent 

occurrences with the sale of large power plants, how would the actual cash events occur? 

A. Consider Labadie at its beginning. Assume that ABC borrowed $500 million 

to build the power plant. Also assume that the company was able to borrow and pay back the 

$500 million over 50 years or $10 million cash must be paid to the bank each of the 50 years. 

The customers would owe nothing during the plant’s 50 year life because ABC will collect 

his $500 million when the plant sells. Assume, as a “traditionalist” should, that at the end of 
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the 50” year RPP is sold for $1 billion. In other words, the net salvage is 200% of the original 

cost. Because there is a $500 million gain on the sale the “traditional” whole life technique 

“says” that ABC would also owe the customers $10 million each of the 50 years. In this way, 

the customers will have received the $500 million of net salvage gain by the 50th year. 

Q. Would you recap the cash flow? 

A. Yes. ABC would borrow $500 million to build RPP and pay cash of 

$10 million each year to the bank. Then ABC would pay to the customers $10 million each 

year to cover the net salvage gain that the “traditionalist” expects will occur when RPP is sold 

for a net gain. Actually the $10 million to the customers would be a reduction to tariffed 

rates. The net effect to ABC would effectively be a $20 million cash outlay each year. In the 

50th year, 2050, one half of the $1 billion sale price or $500 million would represent ABC’s 

recoupment of the original cost of $500 million. Thus in year 2050 ABC would receive $500 

million cash from the sale of RPP that would “replace” the $500 million paid to the bank over 

50 years. (i.e. the original cost) The other one half of the $1 billion sale price would be the 

recoupment of the $500 million paid to customers over the 50 years. 

Q. The “traditional” whole life technique would not allow ABC to recoup their 

original cost of RPP in tariffs throughout the life of RPP. How could ABC exist financially? 

A. This exposes a flaw of the “traditional” whole life technique. To avoid the 

pit fall of the flaw, the depreciation “traditionalist” predicts the future, in these instances, to 

be other than what is occurring. It is my observation that, when a net salvage ratio calculates 

a large net salvage cost, the “traditionalist” uses the ratio because it generates an immediate 

excess cash flow for the company. When the “traditionalist’s” net salvage ratio results in a 

large net salvage gain, as in the RPP example, the ‘traditionalist” ignores the recent events 
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1 and proposes an estimated future that will also generate an immediate excess cash flow for the 

2 company. I believe companies may not be financially sound when “traditional” whole life 

3 technique is utilized in RPP type cases. 

4 Q. Is it your suggestion that if ABC presents a depreciation study on RPP that 

5 ABC will suggest a retirement date with an associated removal cost rather than a sale of the 

6 RPP plant to an IPP? 

7 A. That is what I believe would happen. 

8 Q. How can this situation be avoided? 

9 A. Using the “full recovery” whole life technique ABC would recover the 

10 original cost of the RPP through tariffs throughout the 50 years. In this way ABC would have 

11 cash flow from tariffed rates to pay off a loan from the bank. Then in 2050 when the plant is 

12 sold for $1 billion the customers will be paid this amount in reduced tariffs over same future 

13 years. The customers would then get the full $1 billion because they have already paid ABC 

14 for the original-cost of RPP, if the sale is booked above the line. Again the customers net 

15 $500 million as in the “traditional” whole life technique, but the timing of the cash 

16 available to ABC to pay debt and later to pay customers is in a sequence allowing ABC the 

17 needed cash flow to avoid financial stress. 

18 Q. Can you recap how the cash would flow when depreciation is determined by 

19 the “traditional” whole life technique versus depreciation determined by the 

20 “full recovery” whole life technique? 

21 A. With the “traditional” technique when the plant is first purchased, money is 

22 borrowed for the purchase. Then the company will pay the loan off with cash from tariffed 

23 rates. But customer tariffed rates will be less than before the plant was purchased because of 
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1 the future expectation of a large gain on the sale of the plant in 2050. The “traditional” 

2 technique uses current ratios to estimate what the “traditionalist” predicts will occur decades 

3 in the future. Since current ratios will determine that the plant can be sold for a net salvage 

4 gain decades in the future, the company will be required to “pay” customers over the useful 

5 life of the plant the amount that the gain exceeds the original cost of the plant. The 

6 “payment” to the customers will actually be reduced tariffs. At the same time customers pay 

7 nothing for the plant’s original cost because the company will get that cash when the plant is 

8 sold. The “traditional” whole life technique requires the company to make cash outlays 

9 over the life of the plant with the expectation that when the plant is retired and sold decades 

10 later, the company will then collect the cash to cover all the payments paid out in cash to 

11 banks and customers over the life of the plant. 

12 Conversely, the “full recovery” whole life technique will allow the company 

13 to collect from customers the original cost of the plant over the life of the plant. This may not 

14 exactly parallel debt payments but the company would see cash coming in as soon as the plant 

15 is active. At the end of the plant’s life, retirement, the customers will have paid to the 

16 company the full cost of the plant. Then after retirement and when the sale price of the plant 

17 is known, the customers would be “paid” 100% of the gain, booked above the line, that the 

18 company collected from the sale. Again, the “paid” would be paid to the customers through 

19 reduced customer tariffs over some number of future years. 

20 The “full recovery” technique allows the company to have positive cash flow 

21 during the useful life of the plant. The “traditional” technique requires the company to pull 

22 cash from other sources to pay bank debt and customers the estimated gain prior to the 

23 retirement and sale of the plant. A true application of the “traditional” technique does not 
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1 allow the regulated company to have a reasonable cash flow because of the estimation of the 

2 future that is based on current sale prices of coal-based power plants. If the actual future is 

3 not as the “traditionalist” predicts, significant financial damage can be brought upon the 

4 company. 

5 The “full recovery” technique allows full cash recovery of power plant’s cost 

6 over the life of the power plant and if a sale of the power plant after retirement is a small gain 

7 or even negative, the cash paid to customers or paid by customers to the company is 

8 determined when the amount is known and the cash flow either to or from customers can be 

9 handled financially by the company. 

10 Q. Can you recap the situation that the “traditional” whole life technique 

11 presents? 

12 A. Yes. Lets observe three net salvage scenarios in a progressive manner. The 

13 third will be the same as my ABC/ RPP example. 

14 Scenario #l, assume that net salvage (NS) is zero. 

15 Then 
16 DR = 100%-O% = 100% 
17 ASL ASL 

20 

21 

22 

23 

In this scenario the Company will collect the cost of the plant from the 

customers over the life of the plant in depreciation accruals. (i.e. The Gross-Salvage 

equals the Cost-of-Removal when the plant is retired.) 

Scenario #2, The plant sells for exactly its original-cost. 

Then 

24 DR = lOO%- 100% = 0% 
25 ASL ASL 
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1 In this scenario the Company will collect nothing from customers because 

2 ABC will collect the “original-cost of the plant” when the plant is sold. (i.e. the 100% 

3 NS) 

4 Scenario #3, (our ABC/RPP example) The plant sells for twice the original 

5 cost. 

6 Then 

7 DR = l00%-200% = <100%> 
8 ASL ASL 

9 In this scenario the Company pays the customers each year for the gain that 

10 will be recognized when the plant is sold. In our example ABC pays customers 

11 $10 million each year. The company must also pay off any assumed debt over the life 

12 of the plant and will recapture this when the plant is sold. In our example, ABC also 

13 pays $10 million each year to pay off debt incurred to build RPP. 

14 Financial Accounting Standards Board Statement No. 143 

15 Q. A new Statement, Statement No. 143, has been released by the Financial 

16 Accounting Standards Board (FASB). Statement No. 143 addresses “Accounting” for Asset 

17 Retirement Obligations. Does this statement present an argument in favor of using the 

18 “traditional” whole life technique to determine depreciation rates? 

19 A. It can be expected that the same companies and company consultants that have 

20 argued for use of the “traditional” whole life technique will argue that Statement No. 143 

21 supports their position but it does not. 
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‘The Statement addresses financial accounting and reporting for obligations associated 

with the retirement of tangible long-lived assets and the associated asset retirement costs."12 

“This Statement requires that the fair value of a liability for an asset retirement 

obligation be recognized in the period in which it is incurred if a reasonable estimate of fair 

value can be made” 13 

Staff have proven with the St. Joseph Light & Power Company example and it is 

common knowledge that reasonable estimates of cost 20, 30 40 and more years in the future 

cannot be made. 

Furthermore, the word obligation is prominent in Statement No. 143. Obligation is 

defined as: “the binding power of a promise, contract, sense of duty, etc. The state of being 

bound to do something, a debt."14 This would suggest that if companies do not have contracts 

to remove plant they do not have a debt until the plant is removed and an invoice is received 

for the removal work. Some plant is retired in place and never removed. Some plant is 

retired and removal is conducted much later. Some plant is removed piece meal utilizing 

employees that are not busy on their normal jobs. 

FASB’s Statement No. 143 does not change the responsibility that today’s Staff, 

Commission and regulated companies’ management have to customers now and in the future. 

Instant gratification by using risky depreciation techniques can lead to situations equal 

to the GTE multiple collections potential. Certainly, GTE was instantly gratified by receiving 
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more dollars for removal of plant than the company was spending but that instant gratification 

will not support a strong and vibrant Missouri regulated company. Customers will potentially 

have to pay additional dollars to a new owner of the GTE plant, to have a strong and vibrant 

Missouri regulated company now and in the future. 

Statement No. 143 can only be useful for short-lived plant such as cars where an 

estimate of future gross salvage and cost of removal can be made by looking a few years into 

the future. The summary of Statement No. 143 states, “. . if a reasonable estimate of fair 

value can be made.” This is exactly what the “full-recovery” whole life technique does. It 

looks at current removal cost and makes a reasonable estimate of fair value on a current 

annual basis. This avoids risk to customers and potential buyers of Missouri regulated 

companies while giving the currently regulated Missouri companies full-recovery of their 

removal cost. This is fair to all parties concerned, now and in the future. 

A Final True Example 

Q. Can you give an example of the circumstances that can occur when future 

commitments are made and recorded but no cash provisions are set up? 

A. Yes. Over the past 30, 40, and 50 years the U.S. steel companies estimated 

that they could and would pay each of their retired workers a pension after their retirement 

dates. These future pensions were recorded and committed to by the steel companies but, 

while the workers were employed and the steel companies were profitable, no cash was 

20 actually set aside to be the source of the pension payments. Each steel company booked a 

21 future liability but did not set aside a cash fund to pay the retired steel workers. 

22 Q. What is occurring with this situation today? 
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A. The steel industry is in economic distress. Many steel companies have filed 

bankruptcy petitions. As a group, the large steel companies are now asking the Federal 

Government for a $10 billion bailout for retirement pension commitments made by steel 

companies’ management decades ago. In other words, the taxpayers of America are being 

asked to pay $10 billion that the management of the steel companies failed to provide. 

Q. What do you believe caused this situation? 

A. It is, in my opinion, a situation like the “traditionalist” technique used by some 

depreciation consultants. During the 1940s, 50s, etc., the actions of managers of the steel 

companies indicate that they thought the American steel industry would stay strong and 

highly profitable in the future. This has turned out to not be a true estimate of the future. If 

the steel industry had remained highly profitable, the steel companies could have paid 

pensions out of current profits. As an alternative, the management of the steel companies 

could have set up cash funds during their profitable years decades ago. These cash funds 

would be available today to pay pensions and the American taxpayer would not be asked to 

pay the pension amounts again. The pensions were effectively paid in steel prices decades 

ago but the money was used for other purposes and now steel companies’ management wants 

to have American consumers (i.e., tax-payers) pay the retirement pension monies a second 

time. (Ref: Schedule 10 to this direct testimony) 

Q. This sounds like the pitfall of the “traditional” whole life technique. Do you 

agree? 

A. It is. Payments made to Missouri PSC regulated companies for estimates of 

future events that may or may not occur can result in a micro event decades in the future 

similar to the current steel industry situation. Failure to set aside the cash collected for future 
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removal cost can result in rate payers being asked to pay a second time when it is realized that 

the regulated companies do not have the cash available to pay the estimated future removal 

cost when the future becomes the current. 

Q. Is there a solution? 

A. Yes. Cash that is projected for future purposes but collected today can be set- 

aside in secure funds to ensure that the cash is available for the designated purpose. Staffs 

preferred alternative is to use “full recovery” whole life technique. By using “full recovery” 

technique, cash is collected from customers through tariffed rates when costs are known and 

current. 

Citizens’ Records and Data 

Q. Does Citizens maintain records consistent with Missouri PSC regulations, 

specifically 4 CSR 240-20? 

A. Not to my understanding of the rule versus my understanding of the 

Company’s records. 

Q. What is your understanding of the rule versus the Citizens’ records that causes 

you to believe the Company is not meeting the guidelines of the rule? 

A. In 4 CSR 240 20.030.3(M) the Company is required to “keep mortality records 

of property and property retirements as will reflect the average life of property which has been 

retired and will aid in estimating probable service life by actuarial analysis of annual additions 

and aged retirements when implementing the provisions of Part 101 (Electric Uniform System 

of Accounts as Identified in the Code of Federal Regulations) Income Accounts 403.3 and 

paragraph 15, 404.403.B.” The key part of this requirement is that data is to be kept that 

allows “actuarial analysis.” Actuarial analysis requires placement and retirement dates or 
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annual plant balances of specific plant. Normally, because of FASB accounting rules, the 

CSR rule is relaxed to permit first in first out (FIFO) accounting records for mass property 

accounts. FIFO slightly lengthens actuarial life, yet is acceptable when considering the cost 

of record keeping to have actuarial data available. 

Citizens utilizes an average cost of all plant when booking retirements. Instead of 

keeping average cost for each vintage of plant (average cost for the year of placement), 

Citizens keeps an average cost of all plant, all vintages averaged. This value is used when a 

unit of plant is retired. Records of this type cannot be used to determine a reasonable 

Average Service Life that would yield an actuarial life determination. This type of data 

would tend to shorten life, possibly dramatically, in long-lived accounts. 

Because of the difference between the rule and Citizens’ records it is my position that 

Citizens’ is not meeting the rule. 

Q. Are there other regulations that Citizens is expected to conform to? 

A. Yes. As a RUS (Rural Utility Service) borrower, Citizens’ is expected to 

conform to REA (Rural Electric Association) Bulletin 183-l. 15 

Q. Are there specific parts of Bulletin 183-l that apply to depreciation? 

A. I do. 

Q. What statements in Bulletin 183-l do you believe apply? 

A. In section I. General: it is stated, “Ranges of (depreciation) rates are prescribed 

for distribution plant and recommended for general plant. A method is furnished for 

borrowers to appraise their reserve ratio for distribution plant.” The same section concludes 
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with: “. .no deviations are to be made.. .except where other (depreciation) rates or procedures 

are required by a regulatory agency having jurisdiction over the borrower. Borrowers under 

Commission jurisdiction should inform REA (RUS) of depreciation rates prescribed by the 

Commission.” 

Q. Do you believe the RUS (REA) rules yield authority to the Missouri PSC for 

keeping depreciation data? 

A. Yes. 

Q. How does Citizens method of record keeping for retirements prevent 

reasonable determination of Average Service Lives? 

A. Citizens records plant when it is placed in service, by adding the cost of that 

new plant to the total plant balance (account by account). When a retirement is made the 

“total plant balance” is divided by the number of units of plant to determine an average cost 

per unit of plant. This average cost per unit of plant is subtracted from the total plant balance 

when any unit of plant is retired. 

Let me give an example. If there were ten units of plant in an account with one unit 

from each vintage with original cost as follows; 1980-$10, 1981-$12, 1982-$14, 1983-$16, 

1984-$18, 1985-$20, 1986-$22, 1987-$24, 1988-$26, 1989-$28, the total plant balance would 

be $190. When a retirement was made, regardless of vintage, $19 ($190 / 10 units) would be 

subtracted from the total plant balance. This is conceptually retiring l/l0 of each vintage’s 

plant when a specific vintage of plant is retired. The use of this type of record results in lives 

being determined that are shorter than actuarial lives. By using “average unit cost” each 

retirement is proportioned to each vintage when a unit is retired. If records were kept using 

“average unit cost” for retirement, no vintage would ever fully retire. There would always be 
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1 some portion of each vintage on the books. This is effectively what Citizens has done. 

2 Citizens does not keep vintage records and there is no reasonable way to determine Company 

3 specific Average Service Lives from the Citizens’ data. 

4 Q. How would FIFO accounting handle retirement in your example? 

5 A. FIFO accounting retires from the books the oldest vintage of plant whenever 

6 any vintage of plant is actually retired. In my example, the 1980 unit, being the oldest unit on 

7 the books, would be retired and removed from the books first. There would be a $10 

8 retirement or subtraction from plant balance. This would totally eliminate the 1980 plant on 

9 the books. When another unit of plant is retired, regardless of actual vintage, the 198 1 unit of 

10 plant would be removed from the books. A $12 retirement or subtraction would be made to 

11 plant balance and there would no longer be any 1981 plant in service per the books. 

12 This process of always subtracting the oldest plant from the books at its vintage cost 

13 tends to lengthen ASL but actual or actuarial events tend to observe that the oldest plant 

14 normally retires before newer plant. FIFO is a reasonable way to handle mass property 

15 accounts when booking retirements that will ultimately be used to determine ASL. FIFO is 

16 also consistent with FASB accounting rules. 

17 Q. In the absence of actuarial or FIFO data to develop mortality records, what is 

18 your alternative choice to determine ASL’s for Citizens’ plant? 

19 A. My alternative is to use analogy to other Missouri PSC regulated plant. 

20 Q. What companies do you consider as analogous? 

21 A. The two electric companies that are the smallest regulated companies, other 

22 than Citizens, are St. Joseph Light & Power Company and Empire District Electric Company 
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1 (Empire). I consider these two companies’ plant to be the best analogies for Citizens’ plant 

2 life. 

3 Q. Can you explain why these two companies may be better analogies than, say 

4 Kansas City Power & Light Company (KCP&L), or AmerenUE? 

5 A. Although St. Joseph Light & Power Company and Empire are not as small as 

6 Citizens’ both are considerably smaller than KCP&L or AmerenUE. The management 

7 philosophy regarding plant installation, type of plant installed, size of plant installed, and 

8 plant retirement for St. Joseph Light & Power and Empire are expected to be more similar to 

9 Citizens’ Electric than the much larger companies. 

10 Citizens neither owns or operates generation plant as St. Joseph Light & Power 

11 Company and Empire do but the analogy is made on an account by account basis considering 

12 only plant that Citizens, as a non-generator, would use. 

13 Q. Would you include any other information in your decision making process? 

14 A. Yes. Meetings are held with key employees and plant tours are made. By 

15 holding these meetings and making plant tours with operations personnel and plant engineers, 

16 it is possible to make engineering judgment decisions about the similarity of the analyzed 

17 company’s plant to similar plant that belongs to other companies. Based on the similarity or 

18 dissimilarity of plant, Staff depreciation engineers can determine if the ASL of a specific 

19 company, such as Citizens’ Electric, should be shorter than, about the same, or longer than an 

20 ASL determined from actuarial or FIFO data of another Missouri PSC-regulated company. 

21 Q. Did you utilize analogy of similar plant, account by account with St. Joseph 

22 Light & Power Company’s and Empire’s plant? 
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1 A. Yes. That is the basis of my depreciation rate determinations in this case. 

2 Plus, engineering judgment based on information gathered from Citizens during meetings and 

3 plant tours with operations personnel is used. 

4 Q. Are your proposed depreciation rates developed utilizing “full recovery” 

5 whole life technique? 

6 A. Yes. Staffs proposed depreciation rates are developed to recover the original 

7 cost of plant over the Average Service Life of the plant. The associated cost of removal will 

8 be netted against any gross salvage and included with other operating expenses determined by 

9 Staff auditors. 

10 Q. How did Staff determine Citizens’ revenue requirement for recovery of 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

capital plant cost and removal of capital plant cost? 

A. Staff multiplied the depreciation rate for each account times the plant balance 

for each respective account, this yielded the annual accrual for depreciation. Added to the 

annual accrual for depreciation was the cost of removal that was determined by Staff auditors. 

The sum of these two values was used to determine the revenue requirement. 

Q. Are there any exceptions to this method of determining revenue requirement 

for recovery of capital plant cost and removal of capital plant cost? 

A. Yes, there are infrequent retirements of life span plant. Life Span plant are 

facilities that include many & of plant which are all retired at the same time regardless of 

the age of any specific unit. These are normally large retirement and removal projects such as 

the retirement and removal of a major building, power plant facilities, etc. If one of these 

retirements occurs, Staff depreciation engineers will work with Company engineers to 

determine the appropriate cost-of-removal associated with the Life Span plant’s final 
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1 retirement. Normally, Staff would propose an amortization of the removal cost associated 

2 with the final retirement. This amortization would be included in the Citizens’ revenue 

3 requirement determination along with and in addition to the previously discussed revenue 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

requirement determination. 

Q. Are there any of these Life Span final retirements under way or planned by 

Citizens’ Electric? 

A. No. 

Q. What does Staffs proposal include in this case? 

A. Staffs proposal for depreciation rates includes “full recovery” whole life 

technique depreciation rates determined by analogy. These rates, presented in Schedule 11, 

are designed to recover Citizens’ original cost of plant over the plant’s ASLs. Additionally, 

Staff auditors will present a net salvage cost included with other annual expenses. Citizens’ 

net salvage cost will be the net of: 1) current cost of removal minus, 2) current gross salvage. 

Staff auditors will address this as an expense item. 

Q. What is your request of the Commission? 

A. It is my request that the Commission Order the depreciation rates and ASL’s 

given in Schedule 11 of this testimony. 

Q. Does this conclude your direct testimony? 

19 A. Yes. 
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