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[ntroduction

17. Please date your name.

1 My name is Michadl J. Mgoros, Jr.

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

1. | am Vice President of Snavely King Mgoros GConnor & Lee, Inc. (ASnavely King@), an
economic consulting firm with offices at 1220 L Street, N.W., Suite 410, Washington, D.C.
20005.

17. Have you attached a summary of qualifications and experience?

1 Yes. Appendix A is a brief description of my qudifications and experience. It also
contains alisting of my appearances before state and Federd regulatory bodies.

17.  Atwhose request are you appearing?

1 | am appearing a the request of the New Jersey Divison of the Ratepayer Advocate

(ARatepayer Advocatel).

Subj ect of Testimony

17.  Wha isthe subject of your testimony?

1 The subject of my testimony is depreciation.

17. Do you have any specific experience in the field of public utility depreciation?

1 Yes. Among other areas, my firm specidizes in the fidd of public utility depreciation. Our
clients have ranged from consumer organizaions such as the Ratepayer Advocate to
carriers such as AT&T. We have appeared as expert witnesses on depreciation before the

regulatory commissons of more than hdf the states in the country. | have tedtified in over



80 proceedings on the subject of public utility depreciation, including severa appearances

before the Board of Public Ultilities.

Pur pose of Testimony

17.

17.

17.

What isthe purpose of your testimony?

The Ratepayer Advocate asked me to review Elizabethtown Gas Company-s (ACompany()
depreciation-related tesimony and exhibits'. | was asked to express an opinion regarding
the reasonableness of the Company:=s depreciation proposal and make an dternaive
recommendation if warranted.

Do you have an opinion regarding the reasonableness of the Company-s depreciation
proposa?

Yes. In my opinion, the Company-s depreciation proposa is unreasonable. It will produce
excessve depreciation in this rate case and unnecessarily increase the revenue requirement.
It will dso contribute to any depreciation-related attrition which occurs between rate cases.
It reflects accounting changes since the last depreciation study which gppear to be designed
to atifigdly increase depreciation rates. Most important, however, is the fact that the
Company-s proposa is irrationd and inconsgent with the principles and fundamentals of
current thinking regarding capita recovery.

Please summarize your disagreements with the Company=s proposals.

1 The Company:s depreciation testimony and exhibits were prepared and sponsored by

Company witness John Spanos.



Q.

| have severad disagreements with the Company-s proposas. | disagree with sarvice life
parameters and | disagree with Mr. Spanoss application of the life span method. These are
important issues which | would ordinarily challenge, but there is a much larger issue in this
proceeding. My overwheming disagreement, and the most important depreciation issue in
this proceeding, is with Mr. Spanos:s net salvage proposals. Mr. Spanos and the Company
have made net sdvage the mgor depreciation issue in this proceeding. Hence, although |

disagree with Mr. Spanoss life parameters and/or procedures, | have focused on his net

salvage proposd.

Please compar e the Company=s depreciation proposal to your proposal.

2.

The following table makes the comparison based on November 30, 2002 plant balances.

Depreciation Based on
November 30, 2002 Balances

Company $23,735,860"
Majoros 14,781,319
Difference $(8,954,541

Prepar ation of Tesimony

17.
1

Wheat did you do in order to prepare this testimony?
| reviewed the Company:s filing and exhibits. | prepared interrogatories and reviewed the
responses. | aso reviewed the responses to Staff discovery relating to depreciation. |
vigted the Company and discussed its study and operations, and | went through Mr.
Spanoss tour photographs with Mr. Douglas Staebler, a Company witness. | also visited a
typical man and service replacement project in Metuchen, New Jersey. A copy of my field
trip report is attached as Exhibit __ (MIM-1). Management and operatiing personnel
provided detailled presentations and fiedded numerous questions during the course of the
tour.

| dso accumulated data from the Company-s depreciation data base and prepared
severad analyses and calculations to test Mr. Spanoss proposals.  Findly, | caculated
remaning life accruals and rates using Mr. Spanoss proposed life parameters and
September 30, 2001 balances and my recommendations concerning net sdvage. These
caculations are contained in Exhibit__ (MJM-2).



Excessive Depr eciation

17. What isan excessve depreciation rate?

1. An excessve depreciation rate is one that produces depreciation expense which is more
than is necessary to return a company:s capital invesment over the life of the asset. In
other words, since sarvice lives and depreciation rates are inversdy related, a life which is
too short will result in arate which istoo high, thus producing excessve depreciation.

17. Have any courts addressed the concept of excessive depreciation?

1. Yes, the concept of excessve depreciation was explained by the U.S. Supreme Court in a

landmark 1934 decision, Lindhemer v. lllinois Bdl Tdephone Company, as follows:

If the predictions of service life were entirdy
accurate and retirements were made when and as
these predictions were precisdy fulfilled, the
depreciation reserve would represent the
consumption of capita, on a cost basis, according to
the method which spreads that loss over the
respective service periods. But if _the amounts
charged to operating expenses and credited to the
account for depreciation reserve are excessive, to
that extent subscribers for the telephone service are
required to provide, in effect, capita contributions,
not to make good losses incurred by the utility in
the service rendered and thus to keep its investment
unimpaired, but to secure additiond plant and
equipment upon which the utility expects areturn
Confiscation being the issue, the company
has the burden of making a convincing showing that
the amounts it has charged to operating expenses
for depreciation have not been excessve. That
burden is not sustained by proof that its general
accounting system has been correct. The
cdculaions are mathematica, but the predictions
underlying them are essentially meatters of opinion.
They proceed from gudies of the >behavior of large
groups of items. These dudies are beset with a




host of peplexing problems. Ther determination
invalves the examinaion of many vaiable dements
and opportunities for excessve dlowaces, even
under a correct system of accounting, [are] always
present. The necessity of checking the results is not
guestioned. The predictions must meet the
controlling test of experience.
17. How does the Company:=s proposal produce excessive depreciation?

1 The Company-s proposal produces excessve depreciation because it includes an
unsupportable and unreasonable request for negative net savage in its depreciation rate
caculations.

17. How did the Company cdculate its depreciation rates?

1. The Company generdly used the remaining life technique to caculae its recommended

depreciation rates. Remaining life depreciation is calculated as shown below:

Remaining Life Depreciation

Accrud = Plant in Sarvice - Depreciation Reserve - Edimated Future Net Sdvage
Remaning Life

In a depreciation study it is axiomatic that the shorter the remaining life, the higher the resulting
depreciation.  If the life is too short, the resulting depreciation is excessve. Also, if the cost of
remova built into the future net sdvage is too grest, it increases the numerator in the equation above
and depreciation accruds are excessve. Accruals are converted to percentage rates and then applied
to plant balances. When the accruds are too high, the resulting rates are dso too high.

17. How do excessive depreciation rates produce excessive revenue reguirements?

2 Lindheimer v. Illinois Bell Telephone Company, 292 U.S. 151, 168-170, 54 S.Ct. 658,
665-666 (1934). (Emphasis added; footnote deleted.)




1 Excessive depreciation rates produce excessive depreciation expense. Since depreciation expense
flows dollar-for-dollar into the revenue requirement, excessve depreciation expense results in an
excessive revenue reguirement.

17.  Who paysfor excessve depreciation rates?

1 Ratepayers pay for excessive depreciation rates.

17. If depreciation can be excessive, can it dso be deficient?

1. Yes, depreciation can be deficient and in those circumstances the Company would be in ar
underrecovery Situation.

17. |s the Company protected from underrecovery?

1 Yes, the remaning life technique provides an automatic true-up because it is based on net plant, i.e,
origind cost minus the depreciation ressrve. The remaning life technique adso protects the
Company from any ealy retirements resulting from mistakes it may have made. Agan, that is
because these retirements are charged to the depreciation reserve. The remaining life technique
provides subgtantial protection to the Company. The remaining life technique does not, however,
protect ratepayers from excessve depreciation resulting from lives which are too short or from
unsupportable and unreasonable negative net savage proposals.

Net Salvage

17.  Wha isnet sdvage?



1 Net sdvage is the difference between gross sdvage and cost of removd.? Net sdvage is positive
when gross savage exceeds cost of removal.  Conversdy, net sdvage is negative when cost of
remova exceeds gross savage. A postive net sdvage ratio reduces the depreciation rae and
revenue requirement, whereas a negaive net savage rdio increases the depreciation rate and
revenue requirement for estimated future cost of remova.

17.  Why do you say that net salvage is the most important depreciation issuein this case?

1 Net salvage is the most important issue in this case because the Company and Mr. Spanos chose to
make net salvage the most important depreciation issue. In his response to S-EDEP-32, Mr.
Spanos provided a summary of the causes of his proposed depreciation expense increase. That

response is atached as Exhibit  (MIM-3). The following table summarizes Mr. Spanoss

response.
Cause of Mr. Spanos=s
Depreciation Expense I ncrease (000)

Description Amount
1) Depreciation Expense at Existing Rates $14,337
2) Changes in Plant and Reserve Balances (2,244)
3) Net 12,093
4) Spanos Difference to Service Life Changes 359

5) Spanos Difference to Net Salvage 8,800
6) Spanos Total $21,251

The $2.2 million reduction on line 2 means tha dl things being equal, a recalculation of

depreciation rates without changing any lives or net salvage parameters would reduce depreciation

* AGross savage is the amount recorded for the property retired due to the sde,
reimbursement, or reuse of the property.f§ ACost of removal isthe cost incurred in connection with
the retirement from service and the disposition of depreciable plant.i Public Utility Depreciation
Practices, 1996, Nationd Association of Regulatory Utility Commissioner=s (ANARUC Manual(),
pages 320 and 317.




17.

17.

17.

expense by $2.2 million. Consequently, Mr. Spanos's proposal to change parameters would increase

depreciation expense by $359,000 for lives and $8.8 million for net sdvage’.

How did Mr. Spanos arrive at such a high number for future cost of remova?

Mr. Spanos arived at that number as a result of a combination of Company changes to accounting
practices and his approach to the andyds usng data which incorporates the changed accounting
practices.

Was Mr. Spanos aware of these changes to accounting practices?

According to Mr. Spanoss response to S-EDEP-9, Athere were no accounting changes since the
Company-s last depreciation study which had, or potentidly had, an effect on the analysis of this
depreciation sudy.(° This statement is inconsistent, however, with Mr. Spanoss study where he
states that the Acost of remova has been high since the 1990's. The primary cause of the high levels
of cost of remova was the standardization of labor costs assigned to remove the old service and
inddl the new service.f® While Mr. Spanos might not consider this to be an accounting change, it
certainly affects accounting records and the results of his study.

Please explain the Astandardization of labor cost) change.

This relates to the retirement of portions of services associated with the replacement of mans.

APrior to July 1992, none of these costs had been recorded as cost of removd.)” However, based on

*Contragt this proposed annud amount with the Company-s total net salvage experience for

1997 through 2001 of $7.3 million, as shown in Exhibit__ (MJM-4).

* Responseto S-EDEP-9.
¢ Spanoss study, p. 11-14.

" Response to DEP-46 (emphasis added).
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17.

a uy 1, 1992 memo from Glyn Hazelden to Robert Clancy, Athese costs are [now] being allocated
as follows 35% is alocated to cost of remova, 30% is alocated to the inddlation of the new main
and 35% is allocated to service transfer expense.(®

Is the Company &able to support these alocation ratios with any studies?

No.° In my opinion they appear to be arbitrary.

What was the practice prior to 1992?

According to the Company, APrior to 1992, these costs were dl charged to service transfer
expense.f*°

What was done in the field?

According to the duly 1, 1992 memo, Athe people in the fidd were to continue to charge [these costs
to] service trandfer expense and the dlocatiions to other accounts was to be performed in the
Accounting Department.g**

Why did the Company make this change?

According to the Company, Ait was decided that, rather than track the time for each activity or each
job, we should develop the standard percentages set out in the memorandum attached to RAR-DEP-
46.0*

How much cost of remova has been recorded as a result of the change?

10

*Response to RAR-DEP-46 and RAR-DEP-8.
*Regponse to RAR-DEP-63.
*Response to RAR-DEP-84.
1Response to RAR-DEP-46.

2 Response to RAR-DEP-84.



1. The Company is unable to identify or provide that amount.™

17. How does the change impact Mr. Spanoss study?

1 The change resulted in greater charges to cost of remova, which are incorporated into Mr. Spanoss
study.

17. Have there been any other accounting changes since the last depreciation study which have an effect
on Mr. Spanoss study?

1 Yes. During the 1997 to 1999 time period, the Company inddled and upgraded a PeopleSoft Asset
Management syssem. The Company explained that this inddlation resulted in incorrect retirement
and cost of removd leves for 1997-2000. In fact, in his supplementa filing Mr. Spanos actualy
recdculated his life study and net salvage studies for Services when he discovered the errors
reulting from this change. The recdculaion resulted in an increase to Mr. Spanoss origind
proposal.

17.  Werethere any other changes?

1 Yes. Exhibit _ (MJIM-5) shows the Meters and Ingtdlations net savage history from Mr. Spanoss
sudy. Obvioudy something changed in 1995, since prior to 1995 there was no cost of remova and,
subsequently, a substantiad amount of cost of remova was recorded.

17.  What caused this change?

|,

11
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17.

17.

17.

17.

Prior to fisca year 1995, al costs relating to the replacement of meter sets were recorded as
ingalation costs.  Aln fiscd 1995, a procedura change in the fidd operations was made under which
personnel began to charge the amount of |abor to remove the meter sets as cost of removal .4

Arethere any interna documents relating to this change?

Apparently not. The Company dates Acurrently, no internal documents can be located relating to
this change.§*

Do you have any doubts that a change was made?

No, it is clear that a change was made and the change had an impact on Mr. Spanoss depreciation
sudy. Inmy opinion, the vdidity of the changeisin question.

Why isthe vdidity of the change in question?

According to Mr. Spanoss workpapers, the cost of remova is actudly being assigned to Meter
Ingtallations.  However, it is not clear to me that Meter Inddlations are ever removed, or a least
their removd is infrequent.

Who made this change?

The Company-s Operations and Account management made the change.*®

How did dl of these accounting changes contribute to Mr. Spanoss high cost of remova estimates?

Mr. Spanoss andyss of cost of remova was based on a historicd summary of retirements, cost of
removad and gross sdvage. Any accounting changes which increased annud cost of remova in

these summaries resulted in more cost of remova than othewise would have been included.

“ Response to RAR-DEP-53.
15 |_d

1» Response to RAR-DEP-72.
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Ohvioudy, each of these accounting changes, since the last study, had an impact on Mr. Spanoss
study and contributed to the excessive cost of remova amounts he is proposing in this proceeding.

Ealier you stated that the form of Mr. Spanoss analyses resulted in higher cost of remova ratios.
Please explain.

Mr. Spanoss net savage andyss relates remova cogts in current dollars to retirements in very old
dollars. The result is that the cost of removal estimates reflect a substantid amount of inflatior
which is then projected into the future by the gpplication of the inflated rates to total plant balances.

Does Mr. Spanos agree that his net salvage ratios are inflated?

Yes. In response to SSEDEP-12, Mr. Spanos stated Ainasmuch as the estimated future net sdvage
percentages approximate the higtoricd percentages they reflect the same leved of inflaion.g*” In
other words, Mr. Spanoss proposed ratios are not stated at ther net present vaue they reflect a
future vadue edimate assuming continued inflaion.  Thus, they would charge ratepayers today for
inflation which has not yet occurred.

Do the Company-s retirement procedures contain any fesatures that tend to exacerbate the indusior
of future inflation in cost of removal estimates?

Yes, the Company uses the firg-in, fird-out (AFIFO@) procedure to age the retirements if it is
unaware of the actua age of the assets.® The FIFO procedure assumes that the assets retired are the
oldest assets, hence they are stated in the oldest dollars. This exacerbates the inflation reflected in
Mr. Spanoss cost of remova andyss because he is comparing the very oldest FIFO retirement

dollarsto current remova costs.

7 Response to SEDEP-12.

1 Response to RAR-DEP-7.



17. Please explan why you believe that Mr. Spanos violated the principles underlying the Boards
previous decision regarding the Company-s current depreciation rates?

1 The current depreciation rates were established in December 1987 in the Company:s last base rate
case, BPU Dkt. GR86121374. The BPU adopted the ALJs Initid Decison and certain Stipulations
in that proceeding. The depreciation rates that were approved were covered in pages 67 to 77 of the
Initid Decision.'® Those pages are attached as Exhibit _ (MJIM-6).

Net sdvage was a mgor issue in that proceeding. Both Board Staff and Rate Counsd ( the
Ratepayer Advocate predecessor) opposed the Ahigh negative vaues incorporated in [the Company
witnesss] conclusons§?® Indeed, Board Staff presented a witness to testify to that position. Both parties
concluded that Athe traditional ratio procedure [Mr. Spanoss procedure] does not yidd a reasonable

relationship between the value of the retirement and the vaue of the net salvage for petitioner.§?

1 Response to RAR-DEP-75.

2 |nitial Decision, OAL Dkt. No, PUC355-87, PUC 2654-87 and PUC4065-87,  Agency
Dkt.
Nos.
GR8612
13874,
GR8702
61 and
GT8608
930,
(A1987
Decison
0) page
73.

14



In her initid Decisgon, the ALJ described the most extreme example which was AAccount 380,
Services, for which [the Company:s witness| used a sdvage ratio of -100%.§* The ALJ concluded that
Anotwithstanding the fact that [the Company-s witness was generdly a very credible and knowledgesble
witness and that his approaches have general acceptance, the ratio procedure does not yield reasonable
results for this Company for the purposes of this proceeding.(*

The ALJ cited to the vast mismaich between the cost of remova charges under the Company:s
approach and its actual experience, much as | described the results from Mr. Spanoss proposal in this
proceeding. The ALJ aso cited to the fact that the Company:=s [Mr. Spanoss| approach projects to the
future, inflation rates which have been experienced in the past. The ALJ concluded that Aunder [the
Company-s| methodology, as long as petitioner=s plat grows or plant is replaced at the current cost of new
plant, assuming inflation, petitioner will collect more in a remova cost alowance than it will spend on
removal costs because of the ratio gpproach which compares old retirements with current cost of removal. (%

17. Did the ALJfocus on any specific accountsin her decison?
1. Yes, the ALJ focused on four accounts. The two largest were 376-Mains and 380-Services. The

Company proposed -25% and -100% net salvage ratios respectively, for these two accounts. The

ALJ approved -5% and -7.5% respectively.

17.  What is Mr. Spanos proposing for those two accounts in this proceeding?
1 Mr. Spanos is proposing -75% for Mans and -100% for Services, the same ratio that the Company

proposed and the AL J rejected in the 1985 case.

2 k&
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17.  What do you conclude?

1 | conclude that Mr. Spanoss proposas violate the principles underlying the current depreciatior
rates. Virtualy every flaw identified in the ALJs Initid Decison in the 1987 case continues to be
embodied in Mr. Spanoss proposals in this proceeding - even to the recognition that the use of FIFO
for retirements d o inflates net salvage ratios.

Mr. Spanos has not commented on the 1987 Board Order and the supporting Initid Decision, nor has he

discussed the net sdvage component of the current depreciation rates, and yet he is intimately familiar with

an dternative procedure, which is essentialy the same as that reflected in the current rates. In Mr. Spanoss
home state of Pennsylvania, the Pennsylvania Public Service Commisson long ago recognized the flaws
inherent in Mr. Spanoss methodology and rejected it?® In fact, it is highly likey that the procedure ir

Pennsylvania provided the modd for the net sdvage factors incorporated in the Company=s current

depreciation rates. | believe this is the case because the Pennsylvania approach recognizes that much cost

of remova isinherently an expense. | believe that the current net salvage ratios recognize thet fact as well.

17.  Wha isthe Pennsylvania gpproach?

1 In Pennsylvania, depreciation rates are caculated without net sdvage raios A net savage
dlowance is added to the accruds. The dlowance is based on the average of the lagt five years of
actua net sdvage experience. It is, in effect, a normaized expense gpproach, combined with the
true-up features of remaining life depreciation.

Generally Accepted Accounting Principles (AGAAPH)

17.  Why do you believe that Mr. Spanoss proposals violate current GAAP?

Penn Sheraton Hotel v. Pa. PUC, 198 Pa. Super 618, 184 A.2d 324 (Sept. 1962)

16
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17.

17.

Pursuant to SFAS No. 143, which congitutes GAAP a the present time, al companies must
determine whether or not they have actua legd obligations to retire their assets for dl fiscd years
beginning after June 15, 2002. These are cadled asset retirement obligations (AAROS).  If
companies do not have AROs, any such costs will likedy be expensed under the terms of ar
American Inditute of Certified Public Accountants Proposed Statement of Postion (ASOP@) on
Property, Plant and Equipment?® If AROs do exi<t, they must be measured at their net present, not
future inflated, vaues. This Company is subject to SFAS No. 143.

Does the SOP on Property, Plant and Equipment also congtitute GAAP at the present time?

No. At the present time SFAS No. 143 congtitutes GAAP. The SOP does not yet congtitute GAAP.

Does GAAP control rulemaking?

No, however, the FERC is presently conddering changes to the Uniform System of Accounts to
recognize SFAS No. 143. Consequently, SFAS No. 143 principles are likely to be reflected in
regulatory accounting.

Why is SFAS No. 143 relevant in this proceeding?

In my opinion, the foundation of SFAS No. 143 and the expensng provisons of the SOP make
sense.  If a Company proposes to charge a future cost to current operations, it makes sense that it
firg establish the requirement to incur such a future cost. If such an obligation is established, it dso
makes sense for the obligation to be stated at its net present value to ensure that current operations
are not charged with future inflation. If such an obligation does not exigt, it makes sense to expense

any such costs asincurred rather than include them in a depreciation rate calculation.

2 Proposed Statement of Position, Accounting for Certain Costs and Activities Related to

Property, Plant, and Equipment; Accounting Standards Executive Committee, American Inditute
of Certified Public Accountants.

17
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17.

Does the Company have any legal AROs?

The Company initidly believed that it had an ARO associated with its replacement of its 4" and 6"
elevated pressure cast iron (AEPCI@) mans?” However, since these involve replacements, | am not
certain they qudify as AROs. Furthermore, even if they did, the remaning 4" to 6' EPCI mains are
immateria to the overdl plant account.

What is the Company-s current thinking regarding the existence of AROS?

In my August 20, 2002 fidd trip to the Company, Mr. Clancy informed me that he beieves that the
Company does not have any AROs. However, in response to my informa data request during the
fidd trip, the Company renewed its dam that the 4" to 6" EPCI program is an ARO. The
Company:s response is attached as Exhibit _ (MJM-8). If the program is an ARO, the Company
will record the net present value as a cost and write up its plant by an equivaent amount.

What do you conclude?

| conclude that the Company is unable to establish any obligations to incur the future cost of
remova that Mr. Spanos is proposing be used to increase the Company:s depreciation rates. From &
GAAP gandpoint, there is gpparently only a smdl obligation amount that may be capitdized when
the Company begins accounting under SFAS No. 143 on October 1, 2002.

If dl of Mr. Spanos:s removal cost estimates were determined to represent AROs, are they vaued
correctly?

No, they are vadly overstated because they have been inflated. Even if Mr. Spanoss estimates did

represent AROs, which they do not, they would be discounted subgtantialy to their net present

18

2 Responses to RAR-DEP-56 and 58.



17.

vaue. Consequently, not only are Mr. Spanoss remova cost estimates overstated in the context of
the discussion in the last case, they are overstated in the context of GAAP.

What do you recommend?

| recommend thet the Board recognize the fundamenta principles of SFAS No. 143 by requiring that
before any future costs of remova are included in current charges to ratepayers, the Company must
fird edablish that it has a legd obligation to incur those costs. Further, if the obligation to incur
those codtsis established, the costs should be measured at their net present value.

In the meantime, | recommend that the Company use the 5-year rolling average expensing approach.

This approach ensures that the Company recovers the net present value of its actual costs, but eiminates the

incluson of future inflation in depreciation rates. In my opinion, this gpproach is consgtent with the

principles of SFAS No. 143. This gpproach is adso consstent with redlity.

17.

1.

Why do you say that this gpproach is conastent with redlity?

During my August 20, 2002 fidd trip, | vidted a typical main and service replacement project in
Metuchen, New Jersey. | observed amost al aspects of the project except the digging relating to
capping of the exiding mans and the transfer of service from the old mains to the new mains. Nor
did |1 observe the transfer of service from the existing Service. Nevertheless, | discussed these
processes with the Company-s Didribution Construction & Enginesring Maneger as well as the on-
sght project manager.

Based on these observations and discussions, it became clear that the entire project was a

replacement and transfer of service project. From a physical standpoint, the capping of the old main was ¢

very smdl portion of the overdl project. Furthermore, capping the old main was required to transfer service

to the new main. In other words, the primary objective of the project was not to retire the old main, it was

19



to replace and trandfer sarvice. The capping of the old main was an expense incurred to transfer service.

That is precisely how the Company used to account for the cost, before it made the accounting change in the

ealy 1990's. Consequently, the five-year average normalized expense approach is not only consistent with

GAAP, it is consgtent with redlity. The Company incurs an expense to transfer service.

17. Isthere any precedent for this approach?

1 Yes, two Commissons of which | am aware have used such an approach. As explained earlier, the
Pennsylvania Commission regularly uses the 5-year average expense approach, and the Kentucky
Commission has gpproved this approach in two recent proceedings.?®

17. Have you summarized your recommendation?

1 Yes, Exhibit  (MIM-7) summarizes my recommended depreciation rates using Mr. Spanoss
proposed lives and a 5-year normalized net salvage amount and applies those rates to the Company-s
projected November 30, 2002 plant balances.

17. Does this conclude your testimony?

1. Yes, it does.

2 Company Workpaper ADJ-5A-3.

= Exhibit__ (MIM-7)

Penn Sheraton Hotel v. Pa. PUC, 198 Pa. Super. 618, 184 A.2d 324 (Sept.1962) ;
Kentucky Public Service Commission, Case Nos. 2000-373 and 2001-00244.
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