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REBUTTAL TESTIMONY
OF

PAUL W. ADAM
MISSOURI GAS ENERGY,
A DIVISION OF SOUTHERN UNION COMPANY

CASE NO. GR-2001-292

Q. Please state your name and business address.

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

Q. Are you the same Paul W. Adam that submitted direct testimony in this
case?

A. Yes.

Q. Have you ever testified before the Commission?

A. Yes.

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

A. There are two items I-will discuss .in this rebuttal. First, Missouri Gas

Energy’s (MGE’s or Company’s) proposed depreciation rates are not supported by a
study of plant life and net salvage cost. No base parameters, Average Service Lives
(ASLs) and net salvage rates have been submitted to support the proposed rates. Second,
the Company’s move to plastic services and some plastic mains as replacement for metal
services and mains will lengthen ASLs.

Q. Addressing your first item, will you explain the basis for the Company’s

proposed depreciation rates?
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A. The proposed depreciation rates appear to be a mathematical average of
the currently ordered depreciation rates and depreciation rates determined by Black &
Veatch (B&V) in a June 2000 study conducted for the Company.

Q. Does this averaging present problems?

A. Yes. The study completed by B&V, attached as a Schedule 1, studied
plant life and net salvage cost for each account. These parameters were used to
determine a depreciation rate for each account. The B&V depreciation rates calculate a
smaller annual accrual than an annual accrual determined from currently ordered rates.
For this case, the Company proposes depreciation rates that are different than the
depreciation rates determined by the Company's consultant B&V. The Company’s
proposed rates will increase the annual accrual above the B&V proposal. It appears that
the Company has moved halfway from the B&V depreciation rates toward the currently
ordered depreciation rates. The rates proposed by the Company do not have associated
ASL or net salvage cost for each account. There is no tie between the Company’s
proposed depreciation rates and the observed life of plant and the observed annual net
salvage cost.

Q. How do these average depreciation rates, proposed by the Company,
present a logical problem?

A. If it is assumed that the plant life determined by B&V is correct, then the
lower depreciation rates proposed by the Company are the result of lower net salvage
cost. But, the Company has not presented evidence that net salvage costs are lower than
when B&V conducted their study in 2000. On the other hand, if it is assumed that the net

salvage costs determined by B&V are correct, then the lower depreciation rates proposed
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by the Company are the result of shorter ASLs. But, the Company has not presented
evidence that ASLs are shorter than when B&V conducted their study in 2000. It could
be assumed that both ASLs and net salvage costs are less than when B&V did their study
but the Company has not submitted a study to support any changes to ASLs and/or net
salvage costs subsequent to the June 2000 B&V study. The result is that there is no
logical support of the depreciation rates proposed by the Company in this case.

Q. What is your conclusion to the Company’s proposal versus the B&V
study?

A. It is my conclusion that the Company has no justification for ignoring the
ASLs and net salvage costs determined by their consultant, B&V. They have not
presented an argument that their consultant’s, B&V’s, determinations are wrong and that
the depreciation rates proposed by the Company in this case are the result of a “new,”
more correct depreciation study based on different ASLs and/or net salvage costs.

Q. Your second item concerns the conversion to plastic services and some
plastic mains. How does this affect the ASLs of these two accounts?

A. The life of plastic services and mains will be nearly infinite exclusive of
backhoe, other damage or retirement. The low flow rates cannot be expected to induce
internal wear and plastic is not attacked by the electromotive forces that can destroy
metal services and mains. Because plastic services and mains will have longer lives than
metal services and mains, and because each account is totally or largely made up of
plastic now, these accounts will display longer ASLs when survivor curves are plotted
and analyzed in the future. Ironically, there must be retirements of plastic to develop a

survivor curve, other than a 100% surviving survivor curve. It may be many decades
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before the plastic retirements are fully reflected by the services’ and the mains’ survivor
curves. In the mean time, the survivor curves that are used to determine ASL for services
and mains include mortality of metallic services and mains. The affect is that the ASLs
determined from survivor curves for services and mains are shorter than the ASL will be
when the survivor curves reflect retirements of plastic services and mains only.

Q. What conclusion do you draw about ASLs as a result of the replacement
of plastic for metallic pipe in services and mains?

A It is my conclusion that using analogous ASLs from companies that are
also installing plastic services and mains is the best determination of ASL for MGE’s
services and mains because: 1) other companies, for example AmerenUE and Laclede,
have mortality data on plastic life exclusive of metallic life; 2) MGE does not have
sufficient mortality history to make a Company-specific determination of ASL for plastic
services and mains. Staff's work papers for the Services account of AmerenUE and
Laclede are attached as Schedule 2 and 3 respectively showing how Staff's proposed
44 year life for MGE's services was determined.

Q. Were studies using analogy completed for this case?

A. Yes. The Staff conducted a study, attached as Schedule 4, using Missouri
Public Service Commission regulated companies as analogies. Also, Staff toured
facilities of AmerenUE, Laclede and MGE to determine similarity of plant. The
Company, by rule, has submitted the B&V depreciation study dated June 2000, that is
also an analogy study but it includes the plant lives of gas companies located in other

states. Therefore, these other companies are not under the Missouri Public Service
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Commission's regulatory rules, nor are they monitored by the Missouri Public Service

Commission's Gas Department.

Q.

A.

What is the conclusion of yoﬁr rebuttal testimony:

1) That the Company has no study that determines ASLs and net
salvage rates in support of the depreciation rates they propose.

2) That Staff's depreciation rates should be ordered because
considerable time was spent by Staff engineers over several months to
determine ASLs of similar plant owned by Missouri Companies that are
regulated by the Missouri Public Service Commission. These ASLs were
used to determine Staff's ASLs.

3) That plastic services and mains will lengthen life. If this is not
true, management has not been prudent in installing plastic services and
mains as a replacement for metallic pipe. But, Staff believe the Company
have been prudent and that plastic services and mains, that are and will be
installed, will have longer ASLs on survivor curves that are plotted in the
future.

" Currently, the best analysis of MGE’s services’ and mains’ lives is
by analogy to similar plant of similar Missouri companies as was done by
Staff in this case.

Does this conclude your rebuttal testimony?

Yes.
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BLACK & VEATCH

8400 Ward Parkway Black & Veatch Corporation
P0. Box 8405

Kansas City, Missouri 54114 USA

Tel: (313} 458-2000 ' June 8, 2000

Mr. Robert J. Hack

Vice President, Pricing and Regulatory Affairs
Missouni Gas Energy

3420 Broadway

Kansas City, Missouri 64111

Dear Mr. Hack:

Our enclosed report summarizes the results of our anailysis of the depreciation accrual
rates for the gas utility properties of Missouri Gas Energy (Company). Our studies are
based on piant balances as of December 31, 1998. The Executive Summary of the report
summarizes our major findings and recommendations.

Ultimately, the appropriate level of depreciation expense rates is a management decision
taking into consideration various factors. If management concludes that a change is
warranted in depreciation expense rates at this time, we recommend implementation of
the rates set forth in Column J of Table 3-4 of this report. We are also recommending
that the Company redistribute the excess accumulated reserve balance of Account 380 ~
Services to other accounts. The net effect of this redistribution is zero. The restated
accumulated depreciation reserve for each account is shown in Column M of Table 4-1 of
this report.

We have enjoyed working with you on this matter. If you have any questions concerning
the contents of this report, please do not hesitate to contact us.

Very truly yours,

BLACK & VEATCH CORPORATION

Thomas J. Sullivan

KAH:jjt
Enclosures
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Executive Summary

This report describes the analyses conducted and the results obtained for the gas utility
property of Missouri Gas Energy with respect to its depreciation expense rates. This report is
based on plant activity through December 31, 1998. The depreciation rates developed in this
report are considered appropriate for use in the near future. It is recommended these rates be
reviewed at least every 3 to 5 years. Ultimately the appropriate level of depreciation expense
rates is a management decision taking into account various factors.

If the Company concludes that a change in depreciation expense rates is appropriate at
this time, we recommend the Company implement the depreciation expense rates based on the
analyses set forth in Section 3. The individual accrual rates that we are recommending for each
account recognize average service lives and reflect the results of simulated plant balance
analysis, regional industry averages, reserve analysis, and our experience with similar utility
property. We recommend a significant change to the following accounts:

Account 376 - Mains. We recommend an accrual rate of 2.31 percent and
an annual expense of $5.6 million as opposed to the existing accrual rate of
1.88 percent and annual expense of $4.6 million.

Account 380 - Services. We recommend an accrual rate of 3.66 percent and
an annual expense of $8.2 million as opposed to the existing accrual rate of
5.5 percent and annual expense of $12.3 million.

Accounts 381-383 - Meters/Regulators/Instaliations. 'We recommend an
accrual rate of 2.87 percent for Account 381, 2.89 percent for Account 382,
and 2.49 percent for Account 383 as opposed to an existing rate of 2.05
percent for all three accounts. The recommended rates produce an annual
accrual of $2.2 million versus $1.6 million based on the existing rates.
Account 391 - Fumiture and Equipment. We recommend an accrual rate of
10.27 percent and an annual expense of $328,300 as opposed to the existing
accrual rate of 3.06 percent and annual expense of $97,800. This proposed
accrual rate is based on the accrual rate determined for Southem Union
Corporate Account 391.

Account 394 - Tools. We recommend an accrual rate of 10 percent and an
annual expense of $431,000 as opposed to the existing accrual rate of 4
percent and annual expense of $172,400.

We are also recommending that the Company redistribute the excess accumulated
reserve balance of Account 380 to other accounts so that the net redistribution is zero. Based on

Schedule 1-3
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our recommended rates and analysis of the depreciation reserve balances, we determined that
Account 380-Services has an excess of $22 million in accumulated reserve. We propose to
redistribute this excess to the other accounts so that negative reserves are eliminated and reserve
ratios are in line with the weighted dollar age of the account and the recommended average
service lives.

In our 1995 study, we attempted several actuarial methods to determine the Company's
annual depreciation expense rates. These methods included survivor curve amalysis and
simulated plant balance method. However, a sufficient retirement history did not exist to
complete a study based on survivor curve analysis and other sources of data were inadequate to

- conduct a complete and reliable simulated plant balance analysis for each of the accounts. The

issue of the lack of data was addressed by the Commission in its order in Case No. GR-98-140
when the Commission found “that it would not be appropriate to require the reconstruction or
re-creation of records that apparently do not exist or cannot be completed by any reasonable
efforts of MGE.” It is our understanding that, since its inception in February 1994, Missouri
Gas Energy is capturing the necessary plant information on a prospective basis for future
depreciation study needs.

The scope of this report includes a discussion of the practice of depreciation accounting
(Section 2), the type of information examined in our analysis, the methods appiied, and the
results of the analyses conducted (Section 3), and a discussion of the Company's depreciation

reserve (Section 4).

Schedule 1-4
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1.0 Introduction

This report presents the results of our analysis of the depreciation expense requirements
for the gas utility property of Missouri Gas Energy (Company or MGE). The analysis is based
on plant activity through December 31, 1998. It is our understanding that the current report is
primarily being performed in order to meet the Missouri Public Service Commission’s
requirement that depreciation rates be reviewed every five years.

. Missouri Gas Energy was acquired by Southemn Union Company in February 1994.
Existing depreciation accrual rates are based on plant activity through December 31, 1982. In
June 1995, we provided the Company with an anaiysis of depreciation accrual rates based on
plant activity through December 31, 1994. The 1995 study was also performed to fulfill the
Commission’s requirement that depreciation rates are reviewed at least every five years. KPL
(the Company’s predecessor) had previously submitted a study in 1990.

The rates recommended in this report reflect consideration of the simulated plant
balance approach, industry norms, and our experience with other utilities. Because a sufficient
retirement history does not yet exist to adequately perform survivor curve analysis, we used the
simulated plant balance approach to estimate average service lives for each account. We also
relied upon a survey of regional industry norms.

Section 2 of this report briefly discusses the practice of depreciation accounting.
Section 3 discusses the type of information examined in the analysis and the methods applied to
develop the depreciation rates. Section 3 also discusses the results of the analyses and the

recommended rates. Section 4 discusses the Company's existing depreciation reserve.
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2.0 Depreciation Accounting

Depreciation is the loss in service value not restored by current maintenance, incurred in
connection with the consumption or prospective retirement of gas plant in the course of service
from causes which are known to be in current operation and against which the utility is not
protected by insurance. Among the causes to be considered are wear and tear, decay, action of
the eclements, inadequacy, obsolescence, changes in the art, changes in demand and
requirements of public authorities, and in the case of natural gas companies, the exhaustion of
natural resources (FERC Uniform System of Accounts).

Depreciation accounting provides a method whereby charges for the loss in service
value are made against cumrent income. By properly charging depreciation, the cost of
depreciable plant less estimated salvage value (or plus estimated cost of removal) is distributed
over the useful life of the asset in such a way as to equitably allocate it to the period during
which service is provided through the use and consumption of such facilities,

2.1 Annual Depreciation Expense

The annual depreciation expense represents the annual charge against income associated
with the loss of service value of utility equipment. Historically, a number of different methods
have been used by gas utilities to determine the level of depreciation expense to be charged
against current income. Among the more comtmon are:

1. A percentage of the investiment in depreciable property.

2. A direct appropriation by management.

3. An amount equal to the original cost investment retired during the year.

4. A percentage of revenues.

The current practice is to calculate annual depreciation expense through the application
of straight-line depreciation rates to the respective plant investment account balances. In
essence, the annual depreciation expense rate is a percentage figure which, when applied to the
dollar balance of investment in plant, yields a depreciation expense level which is expected to
amortize the Company's investment over the life of the property.

The existing depreciation rates are based on those approved by the Missouri Public
Service Commission in 1982 in Case No. GR-82-151. In 1990, the Company’s proposed
depreciation rates were rejected by the Commission Staff (Docket No. GR-91-291) because the
Staff was unable to develop a database upon which a depreciation study could be supported.
Then in 1995, Black & Veatch reviewed the Company’s depreciation rates as part of the
Commission’s five year filing requirement.

2 Schedule 1-6
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2.2 Depreciation Reserve

The depreciation reserve account is a balance sheet item which reflects accumulation of
the activity related to annual depreciation expense and retirement accounting. Under the FERC
Uniform System of Accounts, depreciation reserve is shown on the balance sheet as
"Accumulated Provision for Depreciation.”

The depreciation expense charged annually is accumuiated in depreciation reserve. The
original cost of investment in property retired during the year is deducted from the depreciation
reserve. A further adjustment to the reserve is made by adding the salvage value credit and
deducting the cost of removal associated with property retired. The use of proper annuaj
depreciation rates to amortize investment over its useful service life will result in accruals to the
depreciation reserve which equal the total investment uitimately retired, as adjusted for salvage
value and cost of removal,

3 Schedule 1-7
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3.0 Historical information and Procedures

The determination of a reasonable annual depreciation expense rate is dependent on
average service life, cost of removal, and salvage of the property in question. Nomally, the
determination of average service life is largely dependent on analysis of Company records
which show additions by year of installation (vintage year) and retirements by year of
installation and by year of retirement. The methods used to estimate average service lives in
this report include actuarial analysis (survivor curve) and semi-actuarial analysis (simulated
plant balance), analysis of retirement history, review of regional industry norms, and analysis of
reserve. Resuits produced from application of the above tools must be evaluated in connection
with other available information; past, present and anticipated future economic and

environmental conditions; and sound engineering judgement.

3.1  Survivor Curve Analysis
To prepare a sound and credible survivor curve analysis, a sufficient history of

retirement data must exist. Based upon historical plant activity (retirements), a survivor curve
which explains the percent of additions surviving by age is developed for each property group
(generally each account). Using a least squares analysis technique, this experienced survivor
stub curve is compared to general survivor curve types to identify the best fitting curves and
service lives. These curves provide an estimation of the average service life actuaily
experienced historically. Based on this retirement history, remaining life of the property being
analyzed can be estimated.

In our study in 1995, we determined that a sufficient retirement history was not
available to perform survivor curve analysis. The issue of the lack of data was addressed by the
Commission in its order in Caseé No. GR-98-140 when the Commission found “that it would
1ot be appropriate to require the reconstruction or re-creation of records that apparently do not
exist or cannot be completed by any reasonable efforts of MGE.” MGE’s continuing property
record only contains retirement history from 1994 to the present. This is not enough data to
produce significantly reliable results using survivor curve analysis. Therefore as an alternative,
we used a simulated plant balance approach to estimate average service lives of MGE's

depreciable property.

3.2 Simulated Plant Balance
In this study, we conducted a simulated plant balance analysis to calculate average

service lives. The simulated plant balance method may produce reliable results when aged
retirement data is unavailable. The only data needed for a simulated plant balance analysis are

4 Schedule 1-8
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annual additions and end of year plant balances over an extended period. In the simulated plant
balance method, actual end of year plant balances are compared to those simulated by applying
the percent surviving at a given age to the initia} additions. The curve type that best simulates
actual plant balances is the curve that best explains the mortality characteristics of the plant.

The simulated plant balance analysis is based on plant ledger summaries provided by
the Company for the period 1968 through 1998. Generally, a reasonable simulated plant
estimate requires 40 or more years of data, but may be reduced provided that the data is "clean”
and "behaves" reasonabiy. Because we do not have plant ledger data prior to 1968 and
therefore have no breakdown of the initial plant balance in 1968, we performed two analyses:
starting with a zero beginning balance in 1968 and starting with the 1968 beginning balance.
Tables 3-1 and 3-2 summarize the results of these analyses. Based on review of these tables,
and a thorough assessment of the additions, retirements, transfers, and year end plant balances,
it is evident that the simulated plant balance approach does not produce reasonable estimates for
many of the individual accounts. '

For example, in the Company’s two largest accounts, mains and services (Accounts 376
and 380, respectively), the average service lives were determined to be 43 years and 27 years,
respectively, when the analysis was run starting with a zero beginming balance in 1968 (Table
3-1). Although these results may not be unreasonable, underlying problems exist with these
accounts that would reduce confidence in these results alone. When the analysis was run
starting with the 1968 beginning balance (Table 3-2), the program could not converge on
Account 376 and on Account 380, the average service life was determined to be 21 years. This
second analysis did not provide further confidence in the results.

Review of the simulated plant balance statistics for the mains account (376), shows that
the retirements index is low, around 36 percent. The retirement index is the percent of the
property retired from the oldest vintage. A low retirements index is an indication that the data
does not contain enough history to confidently predict the life characteristics of the property.
For this account (376), confidence in the result would be improved by use of more historical
data. "

In the services account (380), three problems exist with the data. First, nearly 85
percent of the account balance has been added within the last ten years. Thus, the indicated
average service life of 27 years does not reflect the life characteristics of the majority of the
account since it has only recently been placed in service through the Company's service
replacement program. Second, use of the simulated plant balance method in this instance does
not permit assessment of life characteristics of the differing types of services (plastics, bare
steel, protected steel, eic). The average service life of services typically vanes depending on the

5 Schedule 1-9




Table 3-1
Missouri Gas Energy
Summary of Simutated Plant Balance Anaiysis
Starting with a Zero Beginning Balance in 1968

{A] 8 ic] i €] = fat M
Numper 1 Rank Number 2 Bank hNumbper 3 Rank
Acct. Curve |Avg Service | Curve | Avo. Service | Cuve [Avg. Servios
No. Account Descriction Type Life Type Lite Typs Lite
Yoars Years Yeoars

Olstribution Plant
037400 Land Rights (1} 560 15 550 15 LD 15 13
037500  Structures {2) §60 1" §5.0 12 LS50 12 {3
037600 Meins SC 0.0 43 ROS 38 S08 35
037800 Measwing and Reguating Station  SC 0.0 28 Ras 26 LoO 27
Q37900 City Qate Station S6.0 10 RS0 10 550 10 £3)
038000 Sarvices SCo0 27 ROS5 24 Loo 25
038100 Maters LQo g sCo0 10 LOS 9 (4)
033200 Meter/Reguator installations Program could not converge - iarge positive transters.
038300 Reguiatiors LO.O 16 LOS 15 L1.0 14 (4)
038700 Chner Equipmeant LOO 15 sCoo0 17 Los 15 (4)
Qanersl Plant
039000 Struciures (2) L3O 8 L20O 9 Lt15 9 {4)
039100 Cttice Fumiture & Equipmernt RS 12 sSC oo 12 A0 1"
039200 Transportation Equipment L 3.0 -} S20 8 $1.5 8
039300 Stores Equipment R25 20 R3po 19 S1.5 21
033400 Toaol, Shop & Qarage Equipment Loo 16 sC00 18 LO5 15
039500 Lab Equipment Not enough data.
039600 Powar Operated Equipment LOO 8 LGS 8 sCoo 9
039700 Communication Equipment 8§50 9 L50 9 AR50 g
0239800  Miscallanecus Equipment L0 12 LOS 14 LOO 15

(1) Inciudes land becawuss betore 1984 there was no saparation between land and land rights

(2) Inciudes leasenold improvements because before 1984 thare was no ssparation between struciures and (sasshold improvernerits.

{3) High modal curves - unreasonably low iite.

{4) Unreasonably (ow vaiue.

Tabfe 3-2
Missouri Gas Energy
Summary of Simutated Plant Balance Analysis
Starting with 19638 Beginning Baiance

JA} 8] Ic] _0 [El A (6] H
Nurnber 1 Rank Numper 2 Rank Numper 3 Hank
Acct. Cuve | Avg. Servico | Curve | Avg. Servica| Clve | Avg, Senice
No Aceount Descrition Type Life Type Lite Type Lite
Yeary Yenrs Yous

Distribution Plant ¢
037400  Land Rights (1} $8.0 23 S50 23 R50 23
037500 Strucures (2) 550 20 ASD [ L 50 20
037600 Mains Cousd not Converge
037800 Measuring and Reguiating Station  S80 26 50 27 L50 28
037500 City Gate Station Could not Corrverge ‘
038000 Services 8§60 21 550 2 AR50 2
038100 Maters 580 19 550 1% AR50 19
038200 Meter/Regulator installations Balances same as above. Not run again.
Q38300 Reguiatos Cougdd not Convange
Q38700 Other Equipment A5 19 505 19 s00 19
Generai Plant
039000 Struclures (2) 820 12 15 13 §30 12
039100 Oifice Fumiture & Equipment §6.0 13 550 13 R&0 13
039200 Transponation Equiprment Balarces sama as above. Not run again. :
D3P300 Stores Equipment 580 2 550 21 AR50 b
039400 Tool, Shop & Qarags Equipment S60 18 550 18 R50 18
033T00 Lab Equipment Balances same as above. Not fun again.
039800 Power Operataq Equipment LOS 10 L1.0 10 L5 10
539700 Cornmunication Equipment Lae 15 L1.0 17 L1§ 16
039800 Migoelianaous Equipment S50 29 R50 29 S4.0 30

(1) Includes iand because befors 1984 there was no separation between iand and land rights

{2) inciudes jeasshokd improverments because betore 1584 ihare was no separation Detween structas and isasshold improvernerts.

summary.xis SP8
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type of service in place. The use of a simulated plant balance analysis results in an aggregate
service life that may not be indicative of the account, especiaily of the property which currently
exists. Third, a higher retirements index is calculated for the services account. This resuit is in
line with expectations since older vintages have been recently retired with the services
replacement program. Generally, a relatively higher retirements index is desired. However, in
this instance, a high index merely substantiates that the majority of the account consists of
relatively new property. ‘

Simulated plant balance analysis of accounts 378, 387, 391, and 393 returned average
service lives which are not far from the estimated average service lives underlying the existing
rates and which are within the range of industry norms.

The following identifies some of the difficulties we encountered with the remaining
accounts in connection with the simulated plant balance analysis:

o Account 374 had a large negative transfer in 1988 that skewed the results of

simulated plant balance therefore returning a low average service life of 16
years.

e Accounts 375, 379, 381, and 383 to various degrees, yielded unreasonably

low average service lives as compared with industry averages and prior
experience with utility property.

o Account 382 incurred large positive transfers from 1984-1991 making the

procedure unable to converge on an average service life.
¢ Account 383 has had approximately 60 percent of its account added in the
last five years therefore returning a low average service life.

e Account 390 has had approximately 80 percent of its account retired in
1993.

e Account 395 has only existed since 1992 and therefore does not contain
enough data to use simulated plant balance method.

3.3 Regional Industry Norms

We include regional industry norms as another consideration to calculate average
service lives. Table 3-3 summarizes effective depreciation information we surveyed from 12
Midwestern gas utilities. These utilities include Northem Indiana Public Service Company, K N
Energy, ONEOK (Western Resources), Atmos Energy Corporation (United Cities Gas
Company), Missouri Public Service, AmerenUE, Alliant Energy (Interstate Power Company),
Peoples Natural Gas, MidAmerican Energy (lowa - [Iilinois Gas and Electric Company),
MidAmerican Energy (Midwest Gas), Alliant Energy (IES), and LaClede Gas Company.
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Table 3-3

Page 1ol 3
Missouri Gas Energy
Summary of Comparable Midwestern Gas Companies

Al B I [ G | tF e Ml 4] M. I (11— It 2] 17l [l Al [ U]
Apphed Depreciaton Rate A UE
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Aetount Sarvice Co. | Energy Hfate An Bass Aate Anslysi Rale Company) RAals Annlysiy Besly _FService tie] Seivege Rate Type Andyss Bads
Indans K mnaas Konsms Oldchoma lowa__ | Missourl Missount Mt our
% % % % * * *% Yours % %
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[2] Transportston and powst cperated squipmant i deprecinted over ankipsted tssu ivas ol 3 - 10 ysers.

3] Otice haniture is deprecinted at 7.0% and computer squipment ks depreciated of 22.5%.

H] Carn depteciaiad a 10 44%, kight tudks. & 9.8% heavy wucks &t % and ralles ot 5.28%.

|5} Power operated squipment with short fife depreciated & 13% and with long Ute & § 55%.

18} Transportation squipmant by deprecisted over anficipated usshd ives of 3 - 10 years unil anlicipaled salvage squals 20%. i
17] Othce Furniture; ASL 23.9 yeurs, 4.00% et aslvnge. depredated st 4.01%,; and computer squipment: ASL 9.0 years, 7.00% net salvage, deprectated st 10.33%.
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Table 3-3

Page 3012

Missourl Gas Energy
Summary of Comparable Midwestern Gas Companles
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Properties from these utilities include facilities located in Missouri, Kansas, Jowa, Indiana, and
Oklahoma.

At the Staff’s request, we attempted to expand our analysis from that contained in our
1995 report with additional information regarding the basis for the rates for each of the utilities.
In Columns BA through BC of Table 3-3, we calculate a regional industry average of the
average service life, net salvage percentage, and anmual depreciation rate to compare against
MGE's existing rates. There will be some differences between the depreciation rates and the
rates that would result from a whole life calculation using the average service lives and net
salvage values shown because some of the utilities did not provide net salvage figures and some

utilities use a remaining life calcuiation.

We considered these averages in determining our recommended rates. In general, our
recommended accrual rates for distribution plant accounts are conservative (low) when
compared with the industry averages. For general plant accounts, our recommended rates are
shghtly higher than industry averages.

3.4 Net Salvage Allowances

Based on our December 1998 meeting with the Staff, the Staff testimony filed in the
1998 LaClede case, and our recent experience with other depreciation rate studies, we have
incorporated consideration of net salvage for distribution facilities in our recommended
depreciation rates in a manner that differs somewhat from the traditional approach.

The traditional approach for incorporating allowance for net salvage is to compare
apnual net salvage (salvage minus cost of removal) to the original cost of the plant retired
during that year over a representative historical period, preferably at least 10 years. The
traditional approach assumes that the ratio of net salvage dollars to the original cost doltars of
the retirements is representative of the allowance that will ultimately apply to ail plant in
service over that life of that asset. In a whole life depreciation caiculation, this allowance is
then added to (for a net cost of removal) or deducted from (for a net salvage) one in the
numerator and then divided by the average service life.

This approach provides reasonable results where there are modest amounts of salvage or
cost of removal or where the amounts are fairly consistent (such as for unit property or general
plant). However, cost of removal for some natural gas distribution plant can be as much as or
more than the original cost of the plant retired especially if natural gas lines that are under
streets need to be relocated. In these instances, it may not be reasonable to assume that this
experience applies to all piant,

Problems may result (especially with mains and services) if the net salvage allowance is
large and a relatively small amount of plant is being retired. A large depreciation reserve may

* be accumulated in anticipation of cost of removal expenses that may or may not occur. In the
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LaClede case, the Staff believed that this was at the root of large differences between actual and
theoretical reserve. The Staff proposed to remove salvage from the depreciation calculation and
treat cost of removal as a separate cost (or revenue requirement),

However, we believe that the goal of matching actual cost of removal expenses and cost
of removal allowances can be accomplished within the calculation of depreciation rates. For
example, we analyzed MGE’s salvage costs and cost of removal over the 1988 through 1998
period and found that the annual net salvage amounts are fairly consistent. In Table 3-4,
Colurnn H, we show estimates of a “normal” annual aliowance for distribution accounts. The
depreciation rates recommended in Column J are based on producing an annual doliar amount
equal to these allowances. Rather than developing a net salvage allowance based on the ratio of
net salvage to the original cost of the plant retired, the ratio is based on the ratio of an annual
allowance to total plant in service. '

It could be argued that this annual allowance approach is an “impure” application of the
“whole” life perspective because it is based on a rather short term analysis of activity. As plant
ages and retirement activity increases, it would be expected that the annual allowance should be
increased over time. Insufficient depreciation reserve might be accumulated if the annual
allowance is not reviewed on a regular basis. However, in Missouri, depreciation rates are
reviewed every five years as required by Commission rule. This frequency will allow for
adjustment of the annual allowance to reflect changes in activity, if necessary.

In Table 3-4, Column H, we did not extend this annual allowance approach to general
plant accounts. Typically, general plant has either no net salvage or a positive net salvage.
Also, the salvage amounts of general plant is generally modest and fairly consistent and is
frequently associated with shorter lived assets (such as vehicles and computers) where there is 2
better defined “used” market.

3.4.1 Account 376
As shown in Table 3-4, Column H, we have ailowed a positive salvage amount of

$450,000 per year for Account 376, Mains. The Company’s historical practice with regard to
reimbursements for line relocations has been to credit (increase) reserve for the amount of
reimbursement. An alternative method would be to credit (decrease) depreciable plant for the
amount of the reimbursement. Although both of these methods have the same effect of
reducing net plant, there is a significant difference in depreciable piant and the appropriate
depreciation rate between the two methods. _

All other things being equal, crediting reserve for the amount of the reimbursement

should result in a lower depreciation rate being applied to a larger plant in service, whereas
crediting plant for the amount of the reimbursement should result in a higher depreciation
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Table 3-4
Missouri Gas Energy
Existing and Proposed Accrual Rates
A) (8] _ ic) 0] _IE) {Fl 9] (H] 0} (4 (o]
Exisling Existing Propasad
Annual | Depreciable Annual Acournulated Net Average Proposed Proposed
Acct. Accrual Plant Pepreciation | Depreclation Reserve Salvage Senvice Accruyal Deprecialion
No. Acoount Rata 12/31/1698 Expense Reserva Ratio Allowance Lile Rate Expense
% $ $ § % [§))] Years %o $

Dlstribution Plant
3742 Land Righls 217% 893,182 18,382 212119 23.75% 0 50 2.00% 17.864
3761 Structures 2.28% 5,738,444 130,837 1,161,780 20.25% 16,000 50 1.74% 89,769
8760 Mains 1.88% 242,567,793 4,560,275 72,474,929 20.88% 450,000 40 231% 6,614,195
3780 Measuring & Regulating Stations 300% 10,163,614 304,908 2,348,188 23.10% (5.000) 30 3.38% 343,787
3760 Cily Gale Stalions 2.66% 2,686,494 71,461 £23,050 19.47% 1,000 40 2.468% 66,162
3800 Semvicas 650% 223,017,129 12,265,942 81,509,178 36.56% (720.000) 30 3.66% 8,163,904
3810 Moeters 2.05% 25,113,112 514,819 1,814,317 7.22% (2.500) a5 2.687% 720,017
3820  Moeler/Regulalor Insialiations 2.05% 42,168,249 864,449 5,362,806 12.72% (15,000} a5 2.89% 1,219,807
3830 Regulalors 2.08% 9,219,139 188,992 1,467,656 16.92% 1,000 40 2.49% 229478
3850 EGM-Meas/Reg Equip . 5.00% 285,152 12,758 9,956 3.90% 0 20 8.00% 12,7568
3870  Other Equipment 6.33% 0 0 o 0.00% Q 35 2.86% 0

Total Distribution Plant 3.37% 661,822,308 18,933,822 166,884,016 29.70%  (275,500) 2.93% 16,477,742

Qeneral Plant
3901  Structures & improverments 3.33% 439273 14,628 125,746 28.63% 40% 35 171% 7,630
3310  Fumiture & Equipment 3.06% 3,196,378 97,809 {575,380) -18.00% 0% 10 10.27% 328,268
3920 Transporation Equipment 10.13% 2,683,653 272,452 579,306 2154% 0% |, ;i 8 11.25% 302,575
3530  Stores Equiprient 3.33% 527,647 17571 186,766 35.40% . 0% 'l“ .20 5.00% 26,382
3940 Tools 4.00% 4,310,432 172,417 1,123,483 28.06% roo0% . 10 10.00% 431,043
3960 Power Operated Equipment 6.25% 1,134,135 70,883 92,974 8.20% 20%  § i 10 8.00% 90,731
23970 Communication Equipment 450% 2,036,629 91,648 {406,340) ~19.95% | 0% - | 15 687% ° 135,775
3971 Electronic Reading-ERT 5.00% 30,865,129 1,643,256 1,369,709 4.44% V0% .t 20 5.00% 1,643,256
3980 Miscelaneous Equipment 6.25% 161,118 10,070 55,943 34.72% v 0% - P20 §.00% 8,056

Total General Plant 5.06% 45,360,205 2,290,735 2,652,209 5.63% ’ 8.34% 2,873,617

Total Depreclable Plant 3.60% 607,182,602 21,224,557 169,438,226 271.91% 3.19% 19,351,359

{1) $iear salvage allowance or percent of plant.
(2) Proposed accrual rate of 10.27% for Account 391 I3 based on accrual rate determined for corporate Acct. 391. ;
wmw_ﬂs Sl.lmw 6/31/2000



Table 3-5

Missouri Gas Energy
Alternative Treatments of Reimbursements

[A] (B] [C] _[O] [E] [F] _[G]
Utility 1 Utility 2 (MGE)
Gross |[Accumulated |  Net Gross | Accumulated Net
Year Piant | Depreciation Plant Plant Depreciation Piant
m (3) 4] 4)
3.33% 3 3.00%\q

1970 800 0 900 1,000 100 900
1971 800 30 870 1,000 130 870
1972 200 60 840 1,000 160 840
1873 900 90 810 1,000 180 810
1974 200 120 780 1,000 220 780
1975 900 150 750 1,000 250 750
1976 900 180 720 1,000 280 720
1977 200 210 690 1,000 310 690
1978 800 240 660 1,000 340 660
1979 900 270 630 1,000 370 830
1880 00 300 600 1,000 400 600
1981 900 330 570 1,000 430 570
1982 800 360 540 1,000 480 540
1983 S00 390 510 1,000 480 510
1984 900 420 480 1,000 520 480
1985 200 4590 450 1,000 550 450
1986 800 480 420 1,000 580 420
1887 900 510 390 1,000 810 390
1088 900 540 360 1,000 640 360
1989 200 570 330 1,000 870 330
1990 900 600 300 1,000 700 300
1991 900 630 270 1,000 730 270
1992 900 660 240 1,000 760 240
1993 900 690 210 1,000 780 210
1994 200 720 180 1,000 820 180
1995 900 750 150 1,000 850 150
1986 800 780 120 1,000 880 120
1997 900 810 90 1,000 910 0
1998 900 840 60 1,000 940 80
1999 900 870 30 1,000 970 30
2000 900 00 0 1,000 1,000 0

Retirement (900) (900) (1,000) (1,000)

(1) Initiai gross plant is $1,000 minus $100 reimbursement.

(2) Initial accumulated depreciation equals $100 reimbursement.

(3) Depreciation rate equals (1-0)/30 = 3.33 percent.

(4) Depreciation rate equals (1-.1)/30 = 3.00 percent.

summary.xls Reimb
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tate being applied to a lower plant in service. Table 3-5 is an example of how both approaches
result in the same net plant and depreciation expense over the life of the asset.

In MGE’s case, the net effect of the reimbursements is to increase net salvage
(salvage minus cost of removal, only) approximately $450,000 per year. In other words, if
MGE had been crediting plant in service for reimbursements, the net salvage allowance
would be zero rather than a positive $450,000 per year. This produces a higher depreciation
rate that is applied to a smaller depreciable plant. This distinction is important to note when
comparing MGE’s depreciation rate for Account 376 to other companies. It would not be
appropriate to compare another company’s depreciation rate with that of MGE if that
company is crediting reimbursements to plant or using some other approach.

3.5 Recommended Accrual Rates

Table 3-4 suminarizes the Company's existing and recommended accrual rates and the
annual depreciation expense incurred when each of these rates is applied to the depreciable
plant balance.

We show in Table 3-4 that when our recommended accrual rates in Column J are
applied to depreciable piant balances as of December 31, 1998, annual depreciation expense
would decrease by $1.87 million under levels produced by existing rates. This $1.87 million
decrease is primarily due to six of the Company’s accounts whose annual accrual rates appear
to be unreasonable on a relative basis. Based on consideration of the simulated plant analysis,
industry averages, and our experience with gas (and other) utility property, the following
discussion explains in further detail our basis for recommending change to these six particular
accounts:

e For Account 376-Mains, we recommend an average service life of 40 years

and an annual net salvage allowance of $450,000. This increases the annual
accrual rate from 1.88 percent 10 2.31 percent. The 40 year average service
life is consistent with the simulated plant balance analysis and resuits in a
rate closer to industry averages (2.58 percent).

o For Account 380-Services, the existing rate is too high. We recommend
an accrual rate of 3.66 percent as opposed to the existing 5.50 percent.
The Company has been in the process of a significant services replacement
program. Our experience is that a 30 year average service life for services
is not unreasonable. While the calculated industry average for services is
5.20 percent, this figure is inflated by abnormally high values for three
utilities (Northern Indiana PSC - 7.00 percent, ONEOK (Oklahoma) —
6.67 percent, and Atinos Energy Corp. (Iowa) — 10.45 percent). Excluding

Schedule 1-19
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these three utilities results in an industry average of 4.25 percent, which is
more in line with our recommendation.

e For Account 381-Meters and Account 382-Regulators, the existing rates are
too low (2.05 percent). We recommend a 35 year average service life for
both accounts, and a net salvage allowance of negative $2,500 for Account
381 and negative $15,000 for Account 382. This results in recommended
accrusl rates of 2.87 percent for Account 381 and 2.89 percent for Account
382.

o The existing rate for the Account 391-Fumniture and Equipment is too low
and fails to recognize the shorter life of computer and other office
equipment. We recommend changing the existing rate of 3.06 percent to
10.27 percent, which is based on the accrual rate determined for Southern
Union corporate plant.

s The existing rate (4 percent) for the Account 394-Tools is too low and
implies an average service life of 25 years. We recommend an average
service life of 10 years, or a 10 percent accrual rate.

As mentioned above, the accrual rate for Account 391 is based on our analysis of
Southem Union corporate plant. Table 3-6 summarizes existing and proposed rates under
whole life and remaining life methodologies for Southern Union corporate general plant. While
this table appears to show rates developed using both the whole and remaining life
methodologies, all of the recommended rates for Southern Union’s corporate plant are based on
a whole life method.

The only corporate account with any significant investment is Account 391 - Office
Furniture and Equipment. The development of the 10.27 percent rate for Account 391 is based
on the detailed plant components of that account on a total Company basis, as shown in
Table 3-7. The rate is a dollar weighted average rate intended to be used for all assets booked
to Account 391.
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Table 3-6
Sauthern Unlon Company
Cotporate (Co. 20) Existing and Recommended Depreciation Rates

Using Whole and Remaining Life Methodology

Ic] (D] (€] {Fl iG] _H U] [t
Existing Exisling
Dspreciable Annual Annual | Accumulated Whole Life Method Hermaining Life Method
Account Plant Depreclation | Accrual | Depreclation § Reserve Whole Life Depreciation Remaining Life Depreciation
No. 12/31/98 Expense Pate Raserve Ratio Rats Expenss Rala Expense
$ $ % $ % % $ ' $
390 742,817 21,044 2.83% 472,008 84% 2.75% 20,427 275% (3) 20,427
a9 20,594,145 2,059,415 10.00% 6,648,485 2% 1027% (2) 2,115,007 10.27% {3) 2,115,007
392 113,054 14,132 12.50% 102,030 80%  10.60% - 11,882 10.60% (3) 11,982
393 2,201 220 10.00% (4,275) -194% 0.00% o 0.00% (3) 0
394 21,652 613 2.83% 358 2% 3.33% 722 333% (3) 722
397 289,428 8,189 2.83% 61,332 21% 6.67% 18,285 6.67% (3} 19,295
398 160,827 4,551 2.83% 75,050 A7% 5.00% 8,031 500% (3) 8,031
Tolal 21,923,925 2,108,174 2.62% 7,354,995 34% 9.82% 2,175,484 8.92% 2,175,484
{1) Existing rate
(2) Weighted whole life rate for Account 391.
{3) Use whole life rates.
final XLS Corporate 5/31/2000
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Table 3-7
Missouri Gas Energy
Calculation of Whole Life Rate for Account 391
Southern Union Corporate

[A] [B] e _ D] _ [E] A
' Avarage
Percant Net Service Whole
Description Total of Total Salvage Life i_ife Rate
$ Years

Account 391.1 - Fumiture 4,299,354 11.30% 10.00% 25 3.60%
Accaunt 391.2 - Office Equipment 1,450,560 3.81% 0.00% 10 10.00%
Account 391.3 - Mainframe 22,062,586 57.98% 20.00% 10 8.00%
Account 391.4 - Personal Computer 10,239.092 26.91% 10.00% 5 18.00%

Total , 38,051,592  100.00%

Weighted Rate for Account 391 10.27%

Schedule 1-22
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4.0 Depreciation Reserve

After recommending accrual rates, depreciation reserve is recalculated to determine the
theoretical level that should have been accumulated had these rates been in effect. Without
adjustment, to the extent that calculated reserve is greater than or less than the book reserve, the
Company will under- or over-recover, respectively, its depreciable plant investment. The
purpose of an amortization adjustment to a depreciation rate is to preciude the Company from
recovering through depreciation accruals, amounts in excess or below its plant investment basis,
This amortization also limits recovery from customers to the capital investment used to serve
them during the period of service of each investment. Differences between the calculated
theoretical reserve and the book reserve can be attributed primarily to changes in life
characteristics or historical rates which have not properly reflected life characteristics or
changes in life characteristics. These changing life charactetistics and the degree to which these
changes are recognized and reflected in the depreciation rates directly affect the book reserves.

The calculated theoretical level of depreciation of reserves for the Company was not
studied in our analysis. A detailed analysis of reserve relies generally upon the same data used
by the survivor curve analysis. However, even without performing this detailed analysis,
certain observations can be made regarding MGE's accumulated depreciation and its
relationship to the expected service life of each account. -

First, there are two accounts with negative reserve balances, Accounts 391 and 397.
This might be caused by several factors, including depreciation rates that are too low. As we
discussed in Chapter 3, this is true for Account 391. Second, the reserve ratio for Account 380-
Services is relatively high compared to the other accounts. Based on these two observations,
we recommend a redistribution of reserve balance from Account 380 to other accounts.

Table 4-1 presents our analysis of accumnlated depreciation reserve. Column H shows
the estimated weighted average dollar age of surviving plant for cach account. This average age
is divided by the recommended average service life to provide an estimate of the relative
theoretical reserve ratios for each account (Columm I). Calculated reserve minus actual reserve
provides an estimate of how reserve may be redistributed. The actual amount redistributed
from Account 380 to the other accounts is shown in Column L. The net effect of the
redistribution is zero. The resultant accumuiated depreciation reserve apd reserve ratios are
shown in Columns M and N, respectively.

19 Schedule 1-23



PT-1 3MpPIAYds

0c

el hear wesd Gues WAN NNE M ME W -l
Table 4-1
Missourl Gas Energy
Analysis of Accumulated Depreclation Reserve
_IAl 8] €] ID) JEL. IF] 9] {Hl ] [ X1 8| M N}
Existing Existing Caiculated Actual Radistrimde | Restated
Annual | Depreciable Annuat Accumutated | Proposad Reserve Aatio | Calculated Less Services | Accumulated | Restatad
Acdl, Accrual Plant Depredation | Depredation | Depradation | Waighted Based On Depreciation | Calkudated | toDeliciert | Depreciation | Reserva
No. AgDourt Rata 12/31/1998 Expense Reserve Expense Age Weighted Age Resenva Reserve Accounts Resanve Ratio |
— % 3 $ 3 3 Vears % 3 3 s s %
Distributlon Plant .
3742  Lard Rights 217T% 893,182 19,382 212,119 17,864 15 30.00% 267,955 {55,836) a 212119 23 75%
3751 Sinuciwes 2.26% 5,730,444 150,837 1,161,760 99,769 13 26 00% 1,491,985 {330,216) 200,000 4,361,700 23 73%
J760  Mains 1.00% 242,567,793 4,560,275 72,474,929 5,614,195 15 37.50% 60,962,922 (18,487,993] 10,000,000 82,474,929 34 00%
3780 Meastring & Regulaling Stalions 300% 10,163614 394,908 2,344,168 343,787 10 33.33% 3,387,871 {1.039,684) 700,000 3,048,188 2989%
3730  Cly Qate Stations 2656% 2,680,494 71,461 523,090 66,162 a 20.00% 537,209 {14,209} [ 523,090 19 47%
3800 Senices 550% 223,017,929  %2,268,942 81,509,178 8,153,904 a 2667% 59,471,234 22,037,944 {22,000,000) 59,509,178 26 68%
3810 Meters 205% 25113112 514819 1814347 720017 14 40 00% 10,045,245  (8,230,928) . 4,100,000 5,914,347 23 55%
2820  Meler/Regutalor Instatiations 2.05% 42,168,249 954,449 5,362,808 1,219,807 7 20.00% 0,433,850 {3,070,844) 1,500,000 6,862,806 16 27%
3830 Regulatos 205% 2,219,133 188,992 1,467,658 229,478 ] 22.50% 2,074,306 {606,850) 400,000 1.B67.656 20 26%
3850 EGQM-Measfeg Equip 5.00% 255,152 12,758 9,955 12,758 [+] 8,955 390%
387YC  Other Equipment 6.37% 0 a 0 ) o 0.00% 0 o Q o 0 00%
Tolal Blsteibution Plant 337% 561,822,308 18,933,822 160,A84,016 18,477,742 176,672,478  [9,798,416) (5.100,000) 161,784,016 28 80%
Qenaral Plant
3301 Srucires & Improvements 3 33% 439,273 14,628 125.746 7.530 2 60 00% 263,564 {137,818) 100,000 225,746 51.39%
9910  Furnitura & Equpmernt 306% 3,198,970 97,809 (575.380) 328,268 8 92 43% 29854412 {3,529,792) 2,000,000 1,424,620 44.57%
83920 Transporiation Equipmant 10.13% 2,609,553 272,452 $79,306 302,575 2 25 00% 872,388 (93.082) 52.000 625,308 23 40%
3930 Stores Equipment 333% . 527,647 17.574 188,768 26,332 12 60.00% 316,568 (129,822) 100.000 208,766 54 3%
3940 Todls 400% 4,310,432 172417 1,423,483 431,043 9 80.00% 3,879,389  (2,755,905) 1,500,000 2,623,483 60 86%
3960 Power Operated Equipment €25% 1,134,135 70.883 82,974 90,731 ] 90.00% 1,020,721 {827.747) 500,000 592,974 52 28%
3970 Communication Equipment 4.50% 2,036,629 91,848 1406,340) 135,775 5 33.33% €76,076 (1,085216) T50.000 343,660 16 87%
3971  Eledronic Reading-ERT 500% 30865129 1,543,258 1,369,709 1,543,258 1 5.00% 1,543,258 (173,547) 100,000 1,469,709 4. T6%
2980  Miscellansous Equipment 8.25% 161,119 10,070 55,043 8,054 [ 30.00% 48,335 7,807 ] 55,943 34.72%
Total General Plant 5.05% __ 45,380,285 2,200,735 2,552,209 2873617 11,377,531 (8,825,322} 5,100,000 7,652,209 16.87%
Tolal Depreclable Plant 3.50% 607,182,602 21,224,557 169,436,225 19,351,358 188,050,009 (18,623,739) 0 169,438,225 27.91%

suereniaty xia  Summary
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