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1. Introduction 

Q. 

A. 

State your name, position, and business address. 

My name is Michael J ,  Majoros, Jr. I am Vice President of Snavely King Majoros 

O’Connor & Lee, Inc. (“Snavely King”), located at 11 11 141h Street, N.W., Suite 100, 

Washington, D.C. 20005. 

Q. Describe Snavely King. 

A. Snavely King is an economic consulting firm founded in 1970 to conduct research on a 

consulting basis into the rates, revenues, costs, and economic performance of regulated 

firms and industries. Snavely King represents the interests of governmeiit agencies, 

businesses, and individuals who are consumers of telecom, public utility, and 

transportation services. 

We have a professional staff of twelve economists, accountants, engineers and 

cost analysts. Most of out work involves the development, preparation, and presentation 

of expert witness testimony before Federal and state regulatory agencies. Over the course 

of our .37-yeaI history, members of the firm have participated in more than 1,000 

proceedings before almost all of the state commissions and all Federal commissions tbat 

regulate utilities or transportation industries. 

Have you prepared a summary of your qualifications and experience? 

Yes, Appendix A is a summary of my qualifications and experience. Appendix B 

contains a tabulation of my appearances as an expert witness before state and Federal 

regulatory agencies. 
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For whom are you appearing in this proceeding? 

I am appearing on behalf of the Attorney General of the Commonwealth of Kentucky 

(“AG”)., 

Subiect and Purpose of Testimony 

What is the subject of your testimony? 

My testimony addresses depreciation. 

Explain the purpose of your testimony in this proceeding. 

The Attorney General asked me to review L.ouisville Gas and Electric Company and 

Kentucky Utilities’ (“LG&E,” “KLJ,” or, collectively “the Companies”) depreciation- 

related testimony and exhibits. I am to express an opinion regarding the reasonableness 

of the Companies’ depreciation proposals and, if wananted, make alternative 

recommendations. 

Prior Experience 

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

Yes, I do. I and other members of my firm specialize in the field of public utility 

depreciation. We have appeared as expert witnesses on this subject before the regulatory 

commissions of almost every state in the country as well as several Federal Comniissions. 

I have testified in over 100 proceedings on the subject of public utility depreciation, 

including several appearances before the Kentucky Public Service Commission (“PSC” 

or “Commission”). 

Summarv of Companies’ Filing 

Please summarize the Companies’ depreciation expense proposals. 
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Mr. John J .  Spanos of Gamiett Fleming prepared the depreciation studies and sponsors 

them in testimony. In addition, the Companies submitted Robert M. Conroy and 

Shannon L. Charnas testimony in support of Mr. Spanos’s studies. Mr. Spanos’s studies 

are based on plant and reserve balances as of December 31,2006. Although he has made 

some changes to the depreciation parameters, his most significant change is to the 

procedure used to calculate the remaining lives used in his depreciation rates. 

MI. Spanos’s recommendations, summarized below, result in a $23.5 million 

increase to LG&E.’s depreciation expense and a $2,5 million increase to KU’s 

depreciation expense, based on December 3 1,2007 balances., 

Summary of KU and LGE Depreciation Proposals’ 

Companv Proposed Difference 

KU Electric $ 109,274,294 $ 11 1,765,099 $ 2,490,805 

LG&E Electric 94,634,359 11 1,403,673 16,769,314 

LG&E Gas 14,510,759 16,360,115 1,849,356 

L.G&E Common 8,079,268 12,998,362 4,919.094 

Total $226,498,680 $252,527,249 $26,028,569 

Summary of Adiustments and Structure of Testimony 

Did you review Mr. Spanos’s studies? 

Yes, I reviewed Mr. Spanos’s studies and his responses to data requests, and I conducted 

independent analysis I have accepted some aspects of his proposals, but overall I 

disagree with MI. Spanos’s proposed depreciation rates and accruals. 

What adjustments are you proposing to make to the Companies’ calculation of 

depreciation expense? 

’ Application Exhibit 2 for KU and LGE 
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I am proposing two adjustments. First, Mr. Spanos’s depreciation rates iiicorporate an 

unnecessary retroactive change to the equal life group (“ELW) procedure, which should 

be rejected. Mr. Spanos’s proposal is merely a calculation twist designed to increase 

charges to ratepayers. Sucli a change should only be made on a going-forward basis, if at 

all. 

The Companies’ depreciation rates should be calculated using the Average Life 

Group (“AL.G”) procedure, consistent with their current depreciation rates. As 1 will 

demonstrate later in my testimony, most of the $26 million totaI increase in expense for 

LG&E and KU is due to this completely unnecessary change. Without this, MI. Spanos’s 

changes in depreciation parameters would actually result in a decrease to depreciation 

expense of $12.9 million for KU and ai1 increase of only $4.4 million for L.G&E, overall 

a combined decrease of $8.6 million for bot11 Companies., That is because the Companies 

have over-recovered their depreciation expense. 

My second adjustment stems from the fundamental fact that in 2008 the future 

removal costs to be collected in rates for the assets providing service in 2008 should 

reflect the impact of inflation incurred through 2008, but not inflation to be iiicurred in 

2018, 2028 or 2038. Mr. Spanos’s approach enables the Companies to over-recover 

removal costs from current ratepayers and under-recover removal costs from future 

ratepayers. In other words, Mr. Spanos’s approacli results in an intergeneratioiial 

in e q u i tv I 

Specifically, the amounts Mr. Spanos includes in current rates to fund the future 

removal of retired plaiit do not properly match future inflation to the periods it will be 

incurred. Instead, Mr. Spanos front-loads recovery of future inflation expense such that 
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current ratepayers are overcharged and future ratepayers are undercharged, thus leading 

to a substantial intergenerational inequity. This approach leads to excessive depreciation 

expense and the accumulation of excessive depreciation reserves. 

My adjustment more appropriately matches the timing of inflation costs with the 

period in which the related service is provided I do so by eliminating future inflatioii 

from the cost of removal component of MI Spanos’s current depreciation rates, and 

charging it to the fuhtre years in which it is incurred. This approach constitutes the 

matching assumed by accrual accounting and the ratemaking concept of intergenerational 

equity. 

Which aspects of Mr. Spanos’s studies have you accepted? 

1 have accepted all of MI. Spanos’s lives and curves. My acceptance of these parameters 

does not constitute an endorsement of Mr. Spanos’s life and cuIve proposals.. I have 

accepted them because there are far more important issues at stake in these cases. I also 

have not oh,jected to Mr. Spanos’s proposed switch to amortization accounting for certain 

general plant accounts. Furthermore, I have accepted Mr. Spanos’s future net salvage 

ratios. However, 1 have removed the future, not past, inflation from those estimates. 

How is your testimony structured? 

I hegin by providing some background regarding the genesis of the Companies’ current 

depreciation rates. Next, I discuss Mr. Spanos’s change to ELG, and finally, I explain 

why Mr. Spanos’s current method of estimating the future cost of removing retired plant 

predictably front-loads those costs and how to adjust his resulting proposals to remove 

such front-loading. 
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Present Depreciation Rates 

When were the Companies’ present depreciation rates approved? 

KU and LG&E’s present depreciation rates were approved as part of a Settlement 

Agreement in Case Nos. 2001-140 and 2001-141. The Companies submitted 

depreciation studies based on utility plant in service as of December 31, 1999. The 

studies resulted in a decrease in annual depreciation expense of $6.1 million for KU and 

an increase of $0.9 million for LG&Ez With the exception of the life of steam 

production plant, the Settlement Agreement adopted the Companies’ depreciation 

 proposal^.^ As a result of the modified rates adopted in the Settlement Agreement, KU’s 

annual depreciation expense was reduced by $12.8 million and LG&E’s depreciation 

expense was reduced by $5.3 million.4 

Have the Companies submitted depreciation studies since 1999? 

Yes. In Case Nos. 2003-00433 and 2003-00434, L.G&E and KU submitted new 

depreciation studies. Although those cases were partially settled, depreciation was not,’ 

In those cases, in which I participated, the Commission rejected both the Companies’ 

depreciation studies and my recommendations and chose to maintain the existing 

depreciation rates6 

Why did the Commission reject the Companies’ depreciation studies? 

The depreciation studies submitted by the Companies included double inflation in the net 

salvage estimates. As I will discuss below, net salvage estimates inherently assume 

’ Order, Case Nos 2001-054 et a i ,  page 4 
’ I d , p  7 ‘ Id ’ Responsc to PSCI-I 

Order, Case Nos 2003-00433 and 2003-00434, pages 34 and 30, respectively 
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inflation will continue as it has in the past. In the studies submitted in those cases, the 

Companies had included an additional inflation adjustment to account for inflation in the 

future - in other words they had doubled the inflation. Although the Companies 

submitted a revised calculation removing the additional inflation adjustment, the 

Commissioii still expressed concern over the amount of inflation included in the 

estimates.’ 

Please explain your recommendations in those proceedings. 

In those cases 1 eliminated the Companies’ inflated net salvage proposals and included 

instead a net salvage allowance based on the most recent five-years worth of experience.. 

I also recommended a change to several plant lives. Finally, in the post-hearing brief I 

recommended that the existing cost of  emo oval reserve be amortized back to ratepayers.’ 

The Commission rejected all of my recommendations9 

Are you malung similar recommendations in these cases? 

No. As mentioned above, my only recommendatio~ls in these cases are to disallow the 

switch to ELG and remove the future inflation inherent in MJ. Spanos’s net salvage 

proposals. 

Equal Life Group 

Would you please explain Mr. Spanos’s proposal to adopt and apply retroactively 

the Equal Life Group (“ELG”) procedure to all vintages? 

Orders, Case Nos. 200.3-004.3.3 and 2003-00414, pages 32 and 27, respectively 
Orders, Case Nos. 2003-0043.3, pages 29-30 and 200.3-00434, page 25 
Orders, Case Nos 200.3-0043.3 and 2003-004.34, pages 32 and 27, xespcctively 

1 

9 
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Yes. The Companies’ current depreciation rates reflect the use of the broad group 

(“BW) or Average Service Life Group (“ALG”) procedure.” Mr. Spanos has now 

proposed a retroactive change to the Equal Life Group procedure. Both of these are 

weighting procedures used to calculate an average remaining life. The ELG procedure 

had not been used previously by LG&E or KU in Kentncky. Retroactive application of 

ELG leads to a large initial increase in depreciation due to the prior use of the BG/AL.G 

procedure,, Therefore, such a change should only be made on a going-forward basis, if at 

all. 

Has ELG been used by any other utilities in Kentucky? 

Yes, as the Companies point out, ELG is in use by ULH&P. 

Do you have any first-hand knowledge of how ULH&P came to use ELG? 

Yes, I was a witness in both ULH&P cases referenced by the Companies, Case Nos. 

2005-00042 and 2006-00172. 

Why was ULH&P allowed to switch to ELG for its depreciation rates? 

The ELG procedure was introduced for gas rates in Case No, 2001-00092, a case in 

which I did not testify. The rates approved in that case were based on a study prepared 

by MI. Spanos, and those rates were not challenged during the course of that case.” As I 

stated in my testimony in Case No. 2005-00042, “the fact that no one objected is not a 

ringing endorsement of the ELG procedure; it merely reflects budgeting constraints and 

how funds were allocated to witnesses.”’2 1 also recommended that the KPSC not 
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I ”  See LG&E’s response to AG 1-87 and KU’s response to AG 1-80, 
I ’  VM/O Adjustment of Gas Rates of the Union L.ight, Heal and Power Company, Case No 2001-00092, Order, 

” Majoros Direct Testimony, Case No. 2005-00042, p. 7 
Issued Januaiy 3 I ,  2002, page 29 
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consider ULH&P’s use of ELG to he established as a precedent.13 However, because it 

had already been implemented for ULH&P’s gas plant 1 did not challenge its use.‘4 In 

Case No. 2006-00172 1 did not accept the ELG procedure for ULH&P’s electric rates.” 

That case was settled, with the agreed-upon rates being neither the Company’s originally 

proposed rates, nor my reconmended rates.“ Furthermore, the Settlement Agreement 

contains specific language relating to the acceptaiice of any calculations included within: 

34. No Admissions. Making this Settlement Agreement shall not 
he deemed in any respect to constitute an admission by any Party 
hereto that any computation, formula, allegation, assertion 01’ 
contention made by any other Party in these proceedings is true or 
valid. Nothing in this Settlement Agreement shall he used or 
construed for any purpose to imply, suggest or otherwise indicate 
that the results produced through the compromise reflected herein 
represent fully the objectives of a Party.” 
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Q. 
A. 

Q. 

Why have you discussed ULH&P’s implementation of ELG is such detail? 

The Companies have relied upon ULH&P’s use of ELG to support their argument for the 

change It is the only example of a Kentucky utility using ELG that they have set forth, 

despite submitting testimony by two witnesses on the subject Use of ELG is hardly the 

standard in Kentucky - the only company currently using the procedure managed to 

implement it in a case where there were no intervenor depreciatioii witnesses to challenge 

the rates 

Have LG&E or KU tried to implement ELG in any other jurisdictions? 

Majoros Direcl Testimony, Case No 2005-00042, p 7 
I‘ Majoros Direct Testimony, Case No 2005-00042, p 7 
I s  Majoros Direct Testimony, Case No 2006-001 72, p 1 3  

IiMlO Adjustment of Electric Rates ofthe Union Light, Heat and Powei Company, Case No 2006-001 72, Order, 
Issued December 21,2006, Appendix B, Attachment 2 

I3 

16 

I’ I d ,  Appendix B, 34 
I‘ IiMiO Adjustment of Gas Rates of the Union L.ight, Heat and Power Company, Case No 2001-00092, Order, 

Issued January 3 1,2002, page 29 
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Yes. Kentucky Utilities submitted a 2006 depreciation study to the Virginia State 

Corporation Commission. Although the Staff approved KU’s proposed lives and net 

salvage parameters, it did not approve the implementation of ELG, stating: 

A. 

However, Staff recommends maintaining tile use of the average 
life group procedure (“ALG’). As such, Staff does not recommend 
Kentucky Utilities’ proposed switch to the equal life group 
procedure (“ELG’))., Staff believes that ALG is more appropriate 
for ratemaking in Virginia, since it tends to produce niore stable 
rates, all other variables ( i s .  service lives and net salvage rates) 
being equal., Further, Staff believes a switch to the ELG 
procedures would be imprudent for Virginia ratemaking since 
can compound any inaccuracies in estimation of retirement 
dispersion, can introduce inter-Eenerational inequities, and can be 
more costly and time-consuming to maintain.” 

Q. Please summarize the differences between the average life group procedure and the 

equal life group procedure. 

A broad group average service life relates to the entire account. The ALG procedure 

develops a single average depreciation rate which can be applied without change over the 

entire life of an account. For example, assume the broad group average service life for 

Account 376, Mains is estimated to be thirty years. The BG/ALG procedure would result 

in a 3.33 percent depreciation rate (11.30) designed to recover the entire investment in 

Mains, Le., those retired prior to the attainment of the thirty-year average service life as 

well as those in service beyond the thirty-year average service life 

A. 

Mr, Spanos’s primary challenge to the ALG procedure is the averaging explicitly 

reflected in its use, Le., the assumption that overrecovery of assets retired beyond the 

average service life of the group will offset undenecovery of assets retired before the 

average service life of the group. This is an undeniable assumption in the ALG 
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procedure. In the example above, ALG depreciation would assume that the 

underrecoveries would be offset by overrecoveries of mains living well beyond the 

average service life; but the fundamental assumption under ALG is full recovery. 

The ELG procedure statistically disaggregates the anticipated retirements within a 

vintage and then effectively establishes separate depreciation rates for each of  the various 

individual life groups. In the mains example, separate rates would be established for the 

retirements anticipated to be incurred each year. 

Is the switch from ALG to ELG necessary? 

The change to ELG is not necessary Both ALG and ELG assume full recovery. 

However, ELG will produce a depreciation expense increase, merely as a result of 

turniclg a switch in a computer program. 

Do yon recommend that ELG he adopted for use by LG&E and KU in Kentucky? 

No. ELG Is not necessary and will cause an immediate and abrupt increase in 

depreciation expense charged to ratepayers. This unnecessary charge comes at a time 

when energy, gasoline and food prices are going through the roof. 

What is the impact on depreciation rates from Mr. Spanos’s use of ELG? 

Attorney General Data Request No, 1-28 (LG&E/KU) requested the calculation of each 

Company’s depreciation rates using the same weighting procedure currently in use. Mr. 

Spanos provided those calculations, which are summarized below. 
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I Comparison of KU and LGE Depreciation Proposals - ELG v. ALG 

Company EIJp ALG” Difference 
KU Electric $ 11 1,765,099 $ 96,337,040 $ 15,428,059 

LG&E Electric 11 1,403,673 96,560,461 14,843,212 

LG&E Gas 16,360,115 12,524,5 11 3,835,604 

LG&E Common 12,998,362 12,5 12.14 1 486,221 

Total $252,527,249 $217,934,153 $ 34,593,096 

The amounts in the tables above reflect the same depreciation parameters, i.e., average 

service life, dispersion curve and net salvage ratio. This means that Mr, Spanos’s 

retroactive application of ELG alone has caused a $15.4 million increase to KU’s 

depreciation expense and a $19.2 million increase to LG&E’s depreciation expense, a 

total increase of $34.6 million for the two Companies. Recall that the total increase 

requested in this case is $23.5 million for LG&E and $2.5 million for KU. The use of 

ELG accounts for $19.2 million of the $23.5 million requested increase in LG&E’s 

depreciation expense. Even more distressing, KU would have experienced a decrease in 

expense of $12.9 million had Mr. Spanos not used ELG,, The table below compares 

current accruals with those that would occur if Mr. Spanos’s parameters were used with 

the BG/ALG procedure. 

I” Application Exhibit 2 for I<U and LGE 
” Response to AC Data Request No 27 (both Companies) 
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1 

1 Comparisun of KU and LGE Depreciation Proposals - Current v. ALG 

Company ___ Current’’ ALCJ” ~- Difference 

K1J Electiic $ 109,274,294 E 96,337,040 (E1  2,9 37,254) 

LG&E Flecuic 94,634,359 96,560,46 I S1,926,102 

LG&E Gas 14,510,759 12,524,5 I I ( F 1,986,248) 

L.G&t Common __ 8.079.268 12,512,141 S4.432.873 

Total E 226,498,680 E 217,934,153 ( S8,564,527) 
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It is clear that the lion’s share of LG&E’s requested increase is driven by the 

switch to ELG, and based on Mr. Spanos’s proposed parameters, KU would be asking for 

a decrease in expense were it not for ELG. 

If the Commission were to adopt ELG for the Companies, do you agree with Mr. 

Spanos’s implementation proposal? 

No. Mr. Spanos proposes to retroactively apply ELG to all prior vintages of plant in a 

composite calculation, and then use the resulting ELG-based composite remaining life in 

a remaining life rate calculation. As shown in the tables above, this retroactive 

implementation of ELG has caused a $15.4 million increase to Mr. Spanos’s depreciation 

request for KU and a $19.2 increase to his request for LG&E. These resulting abrupt 

depreciation expense increases are caused primarily by the fact that EL.G had never been 

used in the past. Had ELG always been used, the Companies’ recorded hook reserves 

would be substantially higher as a result of the use of higher depreciation rates in the 

Q. 

A. 

”Application Exhibit 2 far KU and LGE 
Response to AG Data Request No 27 (both Companies) 
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past. That is because ELG produces a pattern of depreciation rates which are very similar 

in nature to accelerated depreciation; double-declining balance is an example. 

The depreciation reserve level is a critical element in the calculation of remaining 

life rates: the higher the reserve, the lower the rate. Conversely, the lower the reserve, the 

higher the rate. Mr.. Spanos’s application of ELG to all prior vintages produces a 

composite remaining life for those vintages which is inconsistent with actual past 

depreciation practices., Tlte practical consequence is that Mr. Spanos’s implementation 

proposal creates a significant depreciation reserve deficiency resulting merely from a 

change in the depreciation grouping procedure. 

The most well-known application of the ELG procedure is in the 

telecommunications industry. Many FCC subject-companies made similar proposals for 

retroactive application of ELG, and all were summarily rejected due to the reserve 

situations described above, and the fact that ELG creates a spike in revenue requirements. 

The FCC’s initial approach to ELG implementation was to allow it only on a going- 

forward vintage basis and furthermore, to phase it in by groups of accounts over a series 

of years. At one point, the FCC was allowing implementation of ELG by applying it to 

one-half of the gross additions for the year immediately following the study date.24 For 

example, if a study was dated December 3 1, 1990, ELG would he allowed on one-half of 

the estimated 1991 additions. That practice was abandoned and any carrier subsequently 

applying for ELG would not see its effects until its study actually contained ELG 

vintages. For example, if ELG was approved as a result of a 1990 study, the first ELG 

1 

2 

.3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

FCC Report and Order, Docket No 20188, adopted November 6, 1980 “This Order, released on December 5, 
1980, ordered the use of ELG for the telephone industry on new plant additions beginning in 1981 over a three-year 
phase-in period ” See NARUC Public Utility Depreciation Practices, 1996, p. 172 (emphasis added) 
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The Company would receive the benefit either in its next vintage would be 1991. 

regularly scheduled depreciation study or in a technical update. 

IF ELG is approved, what do you recommend? 

If ELG is approved, 1 recommend that it not be applied retroactively. If ELG is 

approved, 1 reconmend that the FCC’s approach be adopted, Le., the first ELG vintage 

would be 2007 for the purposes of the next depreciation study. 1 also recommend that the 

Companies be required to file depreciation studies every three ( 3 )  years to ensure that the 

ELG rates are properly managed., 

Mr. Spanos’s Cost of  Removal Proposals 

Please explain what is meant by “cost of removal.” 

The cost of providing utility service includes not only the costs of installing and operating 

utility plant, but also removing that plant where appropriate at the end of its useful life. 

Therefore, one of the compoiients of a public utility depreciation rate is a current estimate 

of future cost of removal (or negative net salvage). This estimate is typically expressed 

as a ratio (derived from historical data), that is applied to the current plant balance to 

provide an estimate of the future cost of removal. This future cost is, in turn, charged to 

depreciation expense on a straight-line basis over the remaining life of the plant, ,just as 

the depreciation of plant investment is charged to expense. A cost of removal, or 

negative net salvage ratio increases the overall depreciable cost base because it allocates 

a portion of the estimated future removal cost to each year of the asset’s service life. This 

process is, by definition, accrual accounting. 

Do you object to this process? 

No, I do not object to this process if properly applied. In past cases I have proposed that 
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the Commission adopt an approach that is closer to expensing current removal costs due 

to concerns about the accrual approach Kentucky utilities have taken. However, the 

Commission has made it clear it prefers an accrual accounting approach, that is, one that 

recovers future removal costs during the period the plant is in service, 

If you are not raising any objection to the general process of forecasting future costs 

of removal or net salvage, what does your testimony address and how is it different 

than what the Companies propose? 

My testimony focuses on providing the Commission with whatever information i t  

believes it needs to address the inflation issue that was touched upon in Case Nos. 2003- 

004.33 and 2003-00434. To that end, my discussion addresses accrual accounting, 

matching and intergenerational equity principles. I provide a simple and straight-forward 

example demonstrating that the present value approach is the approach most consistent 

with these principles because it properly matches inflation expense to the periods 

incurred and eliminates the intergenerational inequity inherent in MI. Spanos’s approach. 

I do not propose any variation on “expensing” or normalizing removal costs. Accepting 

Mr. Spanos’s future cost of removal proposals at face value, I merely express them at 

their present value so current ratepayers will not be charged for future inflation that has 

not been incurred. 

In other words, for plant in service today that will likely be removed from service 

twenty years from now, both my approach and Mr. Spanos’s approach would recover the 

same total amounts. My approach would achieve the same straight-line pattern as MI. 

Spanos’s approach for recovery of the original plant investment, and for recovery of the 

inflation-adjusted amount for the net salvage costs that will be incurred in 2028. The 
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only difference is the cost recovery pattern for the future inflation costs; I would have the 

annual amounts increase during the twenty-year period to reflect the effects of inflatioii 

(and permit L.G&E and KU customers to pay in inflated dollars), while the Companies 

would allocate the future inflation costs on a straight-line basis, an outcome that assigns a 

disproportionate share of those costs to curreiit ratepayers. 

How did Mr. Spanos arrive at his net salvage or future cost of removal proposals? 

Mr. Spanos has conducted a “traditional” historical net salvage analysis to estimate future 

iiet salvage ratios for each account. This is the same sort of analysis that I hace been 

objecting to before the KY Public Service Commission for many years now. 

Why do you object to Mr. Spanos’s traditional approach? 

Mr. Spanos’s approach is front-loaded in its treatment o f  future inflation costs. It 

increases the cunent estimate of future costs of removal for a substantial amount of future 

inflation. In other words, MI, Spanos’s approach charges current ratepayers on an 

undiscounted basis for future inflation. Mr. Spanos justifies this approach by claiming 

that charging current ratepayers for un-incurred future inflation is “accrual accounting.” I 

disagree. Accrual accounting consists of matching costs to the periods in which they are 

incurred. Mr. Spanos’s approach fails that fundamental test by front loading kture 

inflation. That is why GAAP specifically precludes his approach.. 

Why does Mr. Spanos’s approach result in inflated future cost of removal 

estimates? 

Mr. Spanos bases his approach on the relationship of current cost of removal 

expenditures in today’s dollars versus the original cost of the plant being retired, 

calculating a ratio of current cost of removal (in today’s dollars) to original cost of plant 
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(in historical dollars) A substantial part of the cunent cost of removal represents past 

inflation experienced during the period (often decades) between when the plant was first 

put in service and when the removal costs were incu~red. He then applies that ratio to 

today’s plant balances to project the future cost of removal. In this way, the calculation 

extrapolates into the future all of the past inflation rather than the small portion actually 

experienced during 2006. 

Does Mr. Spanos agree that his approach compares historical plant retirement 

dollars with current cost of removal and gross salvage dollars and thus results in an 

estimate which incorporates an assumed level of future inflation? 

Although he does not explicitly say so, he agrees,,25 

Is the Commission aware that by the nature of the calculation underlying the 

estimate, net salvage estimates such as Mr. Spanos’s incorporate a measure of 

inflation? 

Yes. It is clear from the Orders in Case Nos. 200.3-0043.3 and 200.3-00434 that the 

Commission expressed an awareness of the problemz6 

What is the effect of Mr. Spanos’s approach? 

Mr. Spanos’s inflated future cost of removal rates result in the following annual charges 

for future costs of removal: for KU, $20.7 millioii versus the $4.2 million it incurs on 

average; and for LG&E, $35.3 million versus the $5.9 million it incurs on averageJ7 

This type of difference is largely responsible for the $291.6 million and $241 million cost 

*’ See response to AC 1-47 and 48 (l.G&E) 
I6 Orders, Case Nos 200.3-004.3.3 and 2003-004.34, pages 31 and 27, respectively 
17 See response to AG 1-106 (L.G&E) and AG 1-99 (KU) for amounts included in proposed rates. Net salvage (cost 

ofremoval net of gross salvage) amounts are $17 6 million for IUJ and $32 I million for LG&E Average 
experience is from 2002-2006, taken from AG 1-21 (both companies) 
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of removal regulatory liabilities KU and LG&E report in their Annual 10-K Report.’* 

These regulatory liabilities have increased by $56.5 million (KU) and $33,1 million 

(LG&E), from the amounts I highlighted in Case Nos. 2003-004.33 and 200.3-00434.29 In 

other words, just since their last rate cases, the Companies have collected almost $90 

million more from ratepayers than they have spent on actual cost of removal. This 

growth is almost entirely attributable to future inflation costs. I have summarized the 

growth of the cost of removal regulatory liability below: 

Cost of Removal Regulatory Liability 

LG&E KU Total KU KY only 
2002 11 $ 207,9 $ 248.5 $ 235.1 
2003 21 216.5 256.1 NIA 
2004 21 220.2 266.8 NIA 
2005 31 219 28 1 NIA 
2006 31 2.32 297..3 280.0 
2007 31 24 1 309.9 291.6 

Sources: 
11 See Majoros Direct, Case Nos. 200.3-00433 
and 00434, p. 28. 
21 LG&EIKU December 31, 2004 Form 10-K 
Report, pp. 40 and 64. 
31 See responses to AG 1-100 (L,G&E), 1-9.3 and 
2-6 (KU) 

Accrual Accounting, 

What is accrual accounting? 

Accrual accounting recognizes or matches revenue to the periods earned and expenses to 

the periods incurred. Accrual accounting is the foundation of generally accepted 

accounting principles (“GAAP”). The directives issued by the Financial Accounting 

Note that since tlie Companies became subsidiaries of E ON, they are no longer required to file reports with the 
SEC The most recent SEC financial reports available are as of Septeinbcr 30, 2006 

29 See table below Amounts used are for 2007 and 2002 and reflect KU’s Kentucky jurisdiction only 
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Standards Board (FASB), such as SFAS No. 143 and FIN 47 set forth GAAP. 

What is cash basis accounting? 

Cash basis accounting recognizes revenues and expenses when received or disbursed 

rather than when earned or incurred. 

Does Mr. Spanos’s approach constitute accrual accounting? 

Not to the extent it charges current ratepayers for the costs of future inflation that may not 

be incurred for years or even decades., Accrual accounting would inatch those future 

inflation costs to the ratepayers taking utility service at the time the inflation is incurred. 

MI. Spanos’s approach does not match inflation costs to the periods incurred. 

Do the relatively recent pronouncements of the Financial Accounting Standards 

Board provide any useful guidance on these questions? 

I believe they do, even if the questions are arising here in a ratemaking proceeding and 

the FASB pronouncements apply most directly to financial reporting requirements. But 

the underlying principles of achieving appropriate “matching” through accrual 

accounting do not change whether they arise in a ratemaking or financial reporting 

setting. 

MI. Spanos is no doubt familiar with the accounting prescribed in SFAS No. 143 

and FIN 47, which constitute GAAP. SFAS No. 143 was adopted to establish accounting 

standards for recognition and measurement of a liability for an asset retirement obligation 

and any associated asset retirement cost.3o For financial reporting purposes, the 

Companies now estimate the “fair value” of their estimated future retirement costs. 

SFAS 14.3 provides that where there are no quoted market prices to use for sucli 

lo SFAS NO 143,n I 
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estimating purposes, a “present value” technique is often the best available substi t~te.~’ 

This present value technique prescribed in SFAS 143 dir’ects the discounting of the 

estimated future cash flows using “credit-adjusted risk-free rate.” 

The Companies will argue that the Commission should not rely on SFAS No. 14.3 

or FIN 47 for purposes of deciding ratemaking issues. For purposes of deciding what 

approach is most consistent with principles of accrual accounting, however, I believe 

there is no better source than SFAS 14.3 and the other FASB pronouncements that are, 

after all, the embodiment of GAAP. Under SFAS 14.3, companies are not required to 

report the absolute future value of removal costs, but rather a “present value” of those 

future costs. For financial reporting purposes, this better enables investors to assess a 

company’s future asset retirement obligations. For ratemaking, it serves a different 

purpose - using a present value calculation of the future costs of removal ensures that the 

future removal cost expenditure is measured in a way that achieves a fair revenue 

requirement to charge customers during an accounting period My approach treats the 

test year, or in this case, the likely test year for the Companies upcoming rate cases, as 

the relevant accounting period. 

It’s important to be clear about this. Kentucky utilities have in the past 

characterized my approach as seeking to have the Commission adopt SFAS 143 for 

ratemaking purposes when, in fact, it was adopted for financial reporting purposes. I am 

not asking the Commission to adopt SFAS 14.3 for ratemaking purposes. However, for 

purposes of developing an appropriate estimate of the amount of future removal costs to 

include in today’s rates, the underlying principle is consistency with accrual accounting 

SFAS No l43,q 8 
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as set forth in GAAP (of which SFAS 143 is a part), whether the estimate is to be used 

for financial reporting purposes or for establishing a reasonable rate under cost-of-service 

ratemaking, The amount that should be charged to the accounting period is an 

appropriate share of the present value of the future obligation. The Commission may 

choose to use something other than the “credit-adjusted risk-free rate” described in SFAS 

No. 143 for calculating the present value of the future obligation, but the underlying 

principle of accrual accounting remains, In ratemaking, the accounting period is the test 

year, not the remaining life of the plant. 

Can you demonstrate that using the present value approach constitutes accrual 

accounting and that Mr. Spanos’s approach does not constitute accrual accounting? 

Yes. Exhibit- (MJM-1) is a chart I designed to demonstrate those facts, It is a simple 

single asset example comparing MI. Spanos’s approach to collecting future inflation 

versus the present value accrual approach. As you can see, both MI. Spanos’s approach 

and the present value approach accumulate the same total amount for future removal 

costs by the end of the asset’s life. The difference is the rate of collection for future 

inflation costs. The present value approach matches inflation to the periods incurred. 

MI. Spanos’s approach JYont-loads future inflation costs into current periods, and by 

doing so overcharges ratepayers in the early years and undercharges ratepayers in the 

later years. This flies in the face of the “intergenerational equity” and accrual accounting 

concepts; it stands them 011 their heads. The front-loading element of this approach is 

also why KU and L.G&E have $291.6 million (KY ,jurisdiction) and $241 million 

regulatory liabilities, respectively, for GAAP purposes. 

Is your example intended to show rate base effects? 
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No, the example demonstrates that accrual accounting matches inflation to the periods 

incurred. Rate base is irrelevant to that demonstration. 

Is there any economic rationale that supports matching future inflation to the 

periods incurred? 

Yes, the inflation-related portion of the future removal cost will be paid for with cheaper 

dollars in future years. In terms of nominal dollars, the amount paid appears higher, but 

in real (that is, illflation-adjusted) dollars, the same amount is paid now and in the future, 

all else equal. When it comes to future inflation costs, “straight-line” recovery should be 

measured in real dollars, not nominal dollars. 

Is Mr. Spanos’s approach required under the Uniform System of Accounts 

(“USoA”)? 

No, nothing in the USoA requires depreciation rates to be based on inflated future costs, 

or to collect from today’s ratepayers the costs of inflation that will not be experienced for 

years or even decades to come, 

Will ratepayers be harmed by Mr. Spanos’s approach? 

Yes, The Companies’ Kentucky ratepayers have to date paid in total $532.6 million (KU 

KY jurisdictioii and LG&E combined) more than the Companies’ actual cost of removal 

and cost of removal requirements, with a substantial portion of that amount representing 

inflation costs that will not be incurred for years or decades to come. This is the effect of 

the Companies’ long-term use of the same approach Mr. Spanos is proposing in these 

eases. 

1 A. 

2 

3 Q. 

4 

5 A. 

6 

7 

8 

9 

10 Q. 

11 

12 A. 

13 

14 

15 Q. 

16 A. 

17 

18 

19 

20 

21 

Page 2.3 of 26 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

1.3 

14 

15 

16 

17 

18 

19 

20 

21 

22 

2 3 

X. 

Q. 

A. 

Q. 

A. 

Q” 

A. 

Q. 

A. 

Direct Testimony of 
Michael J. Majoros, Jr. 

Case Nos. 2007-00564 and 2007-00565 

Removing Inflation - Better AligninP Mr. -Spanos’s Approach with Accrual 

Accounting 

What adjustment is necessary to correct the flaw resulting from the mismatch of 

current removal dollars to historical retirement dollars? 

In order to develop the cuvrent dollars needed to cover the future cost of removal, it is 

necessary to calculate the present value of Mr. Spanos’s estimated future costs. The 

estimated future costs should be discounted to their present value using Mr, Spanos’s 

proposed remaining lives and a reasonable estimate of the future inflation incorporated 

into his estimates. In this case, 1 recommend using the ALG remaining lives Mr. Spanos 

has provided in response to AG DR No. 27, as opposed to the ELG remaining lives he 

proposes. 

Would discounting Mr. Spanos’s cost of removal proposals back to present value 

better align his proposals with accrual accounting? 

Yes, it would. 

inflation costs that will not be incurred until 2018,2028, or even further into the future. 

What do you recommend? 

I recomnend discounting all of Mr., Spanos’s inflated future cost of removal estimates to 

their present values. 

Have you properly calculated future net salvage ratios on a present value basis? 

Yes, Exhibits-(MJM-2) and (M.JM-.3) contains those calculations for LG&E and KU, 

respectively. I removed the inflation from each of Mr. Spanos’s estimates. Using the 

Handy-Whitman Index for the South Atlantic Region, I measured the inflation incurred 

from 1988 to 2006, Le., the 19 years Mr. Spanos included in his net salvage studies. For 

Ratepayers in 2008 would bear the costs of 2008 inflation, but not 
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the accounts where MI. Spanos included a different number of years in his studies, I 

measured the inflation accordingly. I used the Handy Whitman indication to discount his 

proposals. All of these calculatioiis take into account my previous recommendatioii to 

reject the unnecessary switch to ELG. 

How do you propose to treat inflation that will occur between now and the next time 

the Commission reviews the Companies’ depreciation rates? 

Given the over-collected status of the Companies’ regulatory liabilities for cost of 

removal, the Conmission could determine that no such adjustment is necessary and any 

shortfall in the amounts collected in the next few years is already more than covered by 

the existing reserves. 

However, if the Commission wishes to make an adjustment to reflect current 

inflation it could do so quite easily. The Commission could direct the Companies to file 

annual schedules reflecting an increase consistent with cuneiit inflation, and the inflation 

adjustment would be made aniiually between rate cases. Alternatively, the adjustment 

could be made each time the Companies file for new depreciation rates, which appears to 

be approximately every three years. 

Summary of Recommendations 

Have you prepared a summary of your recommendations? 

Yes. Exhibit-(MJM-2) shows the calculatio~i of my recommended depreciation rates 

and expense for LG&E. As summarized below, my recommended depreciation expense 

based on plant balances as of December 31, 2006 is $98.7 million for LG&E, or $40.6 

million less than Mr, Spanos’s proposed depreciation expense of $140.8 million. 

Exhibit-(MJM-3) shows the calculation of my recommended depreciation rates and 
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expense for KU. Based on plant balances as of December 31, 2006, my recommended 

depreciation accrual is $81 1 million for KIJ. This is $30.6 million less than MI 

1 

2 

3 Spanos’s proposals 

Comparison of Spanos vs. Maioros 

spanos Majoros 
Company Proposed Recommended Difference 

LG&E Electric $ 11 1,403,673 $ 77,122,322 $ (34,281,351) 
LG&E Gas 16,360,115 9,354,125 ( 7,005,990) 
LG&E Common 12,998.362 12.269.264 729.098 
LG&E Total $ 140,762,150 $ 98,745,711 $ (40,558,243) 

KU Electric $ 11 1,765,099 $ 81,136,214 $ (30,628,8851 
4 

5 

6 

7 

The table below compares my recommendations to depreciation expense based on 

the current rates. Overall, my recommendations result in an $18.5 million decrease for 

LG&E and a $28.1 million decrease for KU, based on current rates. 

Comparison of Current vs. Maioros 

Comuany Current3* Recommended Difference 
Maioros 

LG&E Electric $ 94,634,359 $77,122,322 $ (17,512,037) 
LG&E Gas 1 4 s  10,759 9,354,125 ( 5,156,634) 
LG&E Common 8,079,268 12,269,264 4.189.996 

LG&E Total $117,224,386 $ 98,745,711 $ (18,478,675) 

I KU Electric $ 109,274,294 $ 81,136,214 $ (28,138,080)- 
8 

9 Q. Does this conclude your testimony? 

I O  A. Yes,itdoes 

32 Application Exhibit 2 for KU and LGE 

Page 26 of 26 





Michael J. Majoros, Jr. Appendix A - Page 1 of 1 

Experience 

Snavely King Majoros Q'Connor & Lee, Inc. 
Vice President a n d  Treasurer (1988 to Present) 
Senior Consul tant (1981-1987) 

Mr Majoros provides consultation specializing in accounting, 
financial, and management issues, He has testified as an 
expert witness or negotiated on behalf of clients in more than 
one hundred thirty regulatory federal and state regulatory 
proceedings involving telephone, electric, gas, water, and 
sewerage companies His testimony has encompassed a wide 
array of complex issues including taxation, divestiture 
accounting, revenue requirements, rate base, nuclear 
decommissioning, plant lives, and capital recovery Mr, 
Majoros has also provided consultation to the U S Department 
of Justice and appeared before the U.S, EPA and the Maryland 
State Legislature on maiters regarding the accounting and 
plant life effects of electric plant modifications and the financial 
capacity of public utilities to finance environmental controls He 
has estimated economic damages suffered by black farmers in 
discrimination suits 

Van Scoyoc & Wiskup, Inc., Consultant (1978- 
1981) 

Mr Majoros conducted and assisted in various management 
and regulatory consulting projects in the public utility field, 
including preparation of electric system load projections for a 
group of municipally and cooperatively ownad electric systems; 
preparation of a system of accounts and reporting of gas and 
oil pipelines to be used by a state regulatory commission; 
accounting system analysis and design for rate proceedings 
involving electric, gas, and telephone utilities Mr Majoros 
provided onsite management accounting and controllership 
assistance to a municipal electric and water utility Mr Majoros 
also assisted in an antitrust proceeding involving a major 
eieclric utility He submitted expert testimony in FERC Dockel 
No RP79-12 (El Paso Natural Gas Company), and he co- 
authored a study entitled Analysis of Staff Study on 
Comprehensive Tax Normalization that was submitted to FERC 
in Docket No RM 80-42 

Handling Equipment Sales Company, Inc. 
ControllerlTreasurer (1976-1978) 

Mr Majoros' responsibilities included financial management, 
general accounting and reporting, and income taxes 

Ernst & Ernst, Audi tor  (7973-7976) 

Mr Majoros was a member of the audit staff where his 
responsibilities included auditing, supervision, business 
systems analysis, report preparation, and corporate income 
taxes 

University of Baltimore - (1971-1973) 

Mr Majoros was a full-time student in the School of Business 

During this period Mr Majoros worked consistently on a part- 
time basis in the following positions: Assistant Legislative Auditor - 
State of Maryland, Staff Accountant - Robert M Carney & Co,  
CPAs. Staff Accountant - Naron & Wegad, CPAs. Credit Clerk - 
Montgomery Wards 

Central Savings Bank, (f969-197f) 

Mr Majoros was an Assistant Branch Manager at the time he left the 
bank to attend college as a full-time student During his tenure at the 
bank, Mr Majoros gained experience in each department of the bank 
In addition. he attended night school et the University of Baltimore 

Education 
University of Baltimore, School of Business, B S - 
Concentration in Accounting 

Professional Affiliations 
American Institute of Certified Public Accountants 
Maryland Association of C P A s  
Society of Depreciation Professionals 

Publications, Papers, and Panels 

'Xnaiysis of Staff Study on Comprehensive Tax Normalization," FERC 
Docket No RM 80-42. 1980 
"Telephone Company Deferred Taxes and Investment Tax Credits - 
A Capital Loss for Ratepayers." Public Uti/ity Fortnightly, September 
27, 1984 
"The Use of Customer Discount Rates in Revenue Requirement 
Comparisons." Proceedings of the 25th Annual Iowa State Regulatory 
Conference. 1986 
"The Regulatory Dilemma Created By Emerging Revenue Streams of 
independent Telephone Companies," Proceedings of NARUC IOIsI 
Annual Convention and Reguiafory Symposium, 1989 
"BOC Depreciation issues in the Sfates," National Association of 
State Utility Consumer Advocates, 1990 Mid-Year Meeting. 1990 
"Current issues in Capital Recovery" 30"' Annual Iowa State 
Regulatory Conference. 1991 
"Impaired Assets Under SFAS No 121." National Association of State 
U M y  consumer Advocates, 1996 Mid-Year Meeting, 1996 
"What's 'Sunh' Ain't Stranded: Why Excessive Utility Depreciation is 
Avoidable," with James Campbell, Public Utilities Fortnightly, April 1, 
1999. 
"Local Exchange Carrier Deprecialion Reserve Percents, " with 
Richard B. Lee, Journal of the Society of Depreciation Professionals, 
Volume IO, Number 1. 2000-2001 
"Rolling Over Ratepayers,'' Public Utilities Fortnightly, Volume 143, 

Number I f ,  November, 2005 
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Tennessee Valley Authority 

2006 Maryland General SB154 

2006 Maryland House of HB189 
Assembly 611 

Delegates E/ 

Maryland Healthy Air Act 

Maryland Healthy Air Act 
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PARTICIPATION AS NEGOTIATOR IN FCC TELEPHONE DEPRECIATION 
RATE REPRESCRIPTION CONFERENCES 

COMPANY 

Diamond State Telephone Co. a/ 
Bell Telephone of Pennsylvania 3/ 
Chesapeake & Potomac Telephone Co. - Md 8/ 
Southwestern Bell Telephone - Kansas 
Southern Bell - Florida fl/ 
Chesapeake & Potomac Telephone Co -W.Va z/ 
New Jersey Bell Telephone Co 1/ 
Southern Bell - South Carolina z/ 
GTE-North - Pennsylvania s/ 

1985 + 1988 
1986 + 1989 
1986 
1986 
1986 
1987 + 1990 
1985 + 1988 
1986 + 1989 -I 
1989 

CLIENT 

Delaware Public Service Comm 
PA Consumer Advocate 
Maryland People's Counsel 
Kansas Corp. Commission 
Florida Consumer Advocate 
West VA Consumer Advocate 
New Jersey Rate Counsel 

i. 1992 S Carolina Consumer Advocate 
PA Consumer Advocate 
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PARTICIPATION IN PROCEEDINGS WHICH WERE 
SETTLED BEFORE TESTIMONY WAS SUBMITTED 

- STATE 

Maryland g/ 
Nevada a/ 
New Jersey L/ 
New Jersey I/ 
New Jersey L/ 
West Virginia z/ 
Nevada a/ 
Pennsylvania a/ 
West Vi rg in ia l  
West Virginia/ 
New Jersey 1/ 
New Jersey I/ 
New Jersey I/ 
Maryland a/ 
South Carolina z/ 
South Carolina z/ 
Kentucky %/ 

Kentucky %/ 

DOCKET NO. 

7878 

WR90090950J 
WR900050497J 
WR91091483 

88-728 

91-1 037-E 
92-7002 
R-00932873 
93-1 165-E-D 
94-001 3-E-D 
WR94030059 
WR95080346 
WR95050219 
8796 
1999-077-E 
1999-072-E 
2001-104 & 141 

2002-485 

UTILITY 

Potomac Edison 
Southwest Gas 
New Jersey American Water 
Elizabethtown Water 
Garden State Water 
Appalachian Power Co. 
Central Telephone - Nevada 
Blue Mountain Water 
Potomac Edison 
Manongahela Power 
New Jersey American Water 
Elizabethtown Water 
Tams River Water Co. 
Potamac Electric Power Co. 
Carolina Power & Light Co. 
Carolina Power & Light Co. 
Kentucky Utilities, Louisville Gas 
and Electric 
Jacksan Purchase Energy 
Corporation 
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Counselor 
30/ Unite1 (AT&T- Canada) 
31/ Public Interest Advocacy Centre 
32/ U.S. General Services Administration 

Michael J. Majoros, Jr. 

__- Clients 

62/ MD Speaker of the House Michael Busch 
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COMMONWEALTH OF KENTUCKY 
BEFORE THE PUBLIC SERVICE COMMISSION 

In the Matter of 

APPLICATION OF KENTUCKY 1 

DEPRECIATION STUDY 1 
UTILITIES COMPANY TO FILE 1 CASE NO. 2007-00565 

-and- 

APPLICATION OF LOIJlSVILLE GAS AND ) 
ELECTRIC COMPANY TO FILE ) CASE NO. 2007-00564 
DEPRECIATION STUDY ) 

AFFIDAVIT OF MICHAEL J. MAJOROS, Jr. 

District of Colunlbia ) S S .  

) 

Michael J Majoros, Jr., being first duly sworn, states the following: The 
prepared Pre-Filed Direct Testimony, tlie Appendixes and Exhibits attached 
thereto constitute the direct testimony of Affiant in flie above-styled cases. 
Affiant states that he would give the answers set forth in tlie Pre-Filed Direct 
Testimony if asked the questions propounded therein. Affiant further states that, 
to the best of Ius knowledge, his statements made are true and correct. Further 
affiant saith not 

SUBSCRIBED AND SWORN to before me tlu 

c 
NOTA& ru$trc 

Mp Commission Expires:W!ck 19 F I m! I 


