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TRADITIONAL WATER REVENUES

MONTHLY WATER RATES

o Fiptrooogationd | 520.00 pinimum 8ill

Next 3,000 gatlany G.O0 Per 1,000 gatlons
Next 5,000 paltang 5.00; Per £,000 gallons
____OQver 10,000 paliang _A50 Per 3,000 gallons e

Non Recursing Charges
Tap Fee
Returned Check Charge
Meter Test Charge
Service Lal




ALTERNATIVES

SURCHARGES TO RECOVER SPECIFIC COSTS

KI5 74 395 Financing of en exponsion af water disirict system
Tank patating

Loak detegtion

Dabl retitement

Meter replacement
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SYSTEM DEVELOPMENT CHARGE
Fra chargad to new custamers connecting io the systam to tecovet capital
cosls azsociated with growth,

807 KAN5-050

WATER CONSERVATION- OMENTED RATES-
xcess ssage charges

tcdiningt Hock rates
TRDEXHNG

Automalic annuatinciease In rates based on an estalifshed index

Keatucky American Water Company Case No 2012-00520

hitpffpse ky povielsfeds searchs atprPrases2012.00520

PRACC

The Putchased Power And Chemicals Charge ar BPACE b a3 1andf rate adjustrnent
mechankm to recaver from or coudit te custamers the lncremental changes in
gurchased pewer and chemical cests abave or below the luvel satharkied far
secavery in a base rate case praceeding thraogh Lavdifs

DK

‘The Bistribution Systep Infrastructue Chage or DSC is s tanlf rale adjustinent
mechanizm thal would aliow the wlilty te carn a retuth o8 st teeovet the cast of
capital bmpitoverents sot covered inoits fast 1ate gase applicatlon, The levei of the
DSEC woulth e estahlished am an annual basis B3IC would be reset ag Zero al the
canclusian of the next base rale case filing




PURCHASED WATER ADIUSTMENT {PWA)
KIS 778.055 Water district; combined waler, gas. or sewer district - suthotity 1o
inernase it Iales commansuratn with the whalesate suppbitl without poior approvst by

the commission

HOT KASL G068 Distriers and Assothitions - L0D% tecovery of invreased cont
07 £AR 5067 Privately- owned wtfitivs - {lahd 1o 15% water losy)

ALFERKATIVE RATE FILING [ARF) BOT KAR 5:076

Hequiternenl-n its immediate past calendar year of operation Applicant had
45 Q00,000 o less in gross snnual tevenues

nttp://psc ky pov/Home/UtiIForms
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Depraeciation

Revenue Regulrement Cafculation for Watar Districts

Depreciation

Depreciation is the periodic allocation of the cost of o
tangible long-lived asset over i1s egtimated uselul life

Reriodic Allocation: Accounting instruction 33 of the
Uniform Systems of Accounts (USeA) for Water
Districts and Water Associations requires the use of
stralght-line depreciation

Useful Life: NARUC Study

Recoupmant of Investment or something elze?




Depreciation

Pubiic Service Commission v Dewitt Water
Dyistrict:

Kentucky Supreme Court reled that
recovery of depreciation through rates
by a District does not represent
recouprnent of lavestment. Itis to
“provide an adequate fund for
renewals, replacements, ang

reserves

The Court did not define "adequate
fund "

4/3/2013

Depreciation

The PSC fiads adequale funds 1o be any amount requusted by the
Disteiet that b equal to o2 less than anpual depreciation expesse if
the expense is calenlated udng reasonable depraciable fives
{NANUC Study)

Heither the Coutt ner the PSC limbts the use of “depreciation
Tunds” 1o 2siet repewal and teplacersent. These funds may be
used for other costs necossary 3o delver gotable water, i face,
the PSC has tequkied that deprocistion fuads be used to pay
gpetiion and mainlanatcr expatised I some Casad

fote: tenders requbte a very small amount of cash reserves ba sel
azide In 2 specific account designated as deprectation fund far as
lang as the debt temains outstandhing, Hefer 1o the flow of Tunds
section of your hond resofutions and leas resolutions lor datails,

Depreciation

Shouid depreciabie lives used for
rate-making purposes also be used
for accounting purposes?
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Depreciation

ftuvenue Requirement Calcuiation for Water Districts
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FOREHCED

To the Fational Association of Regqulatory Utility

Commissioners.

In December |968, a panual entitled "Public Otility
Depreciation Practices™ uas pregared by the Subcommittee on
Depreciation, vherein many <¢f the techniques used to
determine service 1lives of depreciahle propercty and
depreciation rates vere discussed. It was the observation
of the Depreciation Subcoamittee as well as that of some
other state commissions that this manual was too complicated
and too time-consuming to be of use to state commissions
dealing witk small atilities. It wvas felt +that the
Subcommittee should prepare a manual that could be used by
state coamissions dealing with small wutilities having a
limited amount of records and kimos-how. In December 1974, a
manual entitled "Depreciation Eractices for S:all Telephone
Utilities"™ was completed. The geccnd of such w@manuals, E£or
small vwater utilities, i1s presented herein and is intended
to assist the state commissions in establishing depreciation
rates Zfor small water otilities. rom an analysis of
reports issued by state commissions, the sajority of small
vater utillties generally have less than 200 custosmers aad
$50,000 2I 2anual revenue. The Subcommittee analyzed data
from various states and wvater nutilities from which it
saelected typical average secvice lives and net salvages by
plant accounts. It vas assumed that the spmall vwater

atilities use the szaze constructicn techniques, have sisilarc
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equipment, maintenance standards and accounting practices as
those in the selected sample; therefore, the small vwater
utility average service lives and depreciation rates would

be similar tc those used by the average water agtility.

The manoal should allow the staffs of the state
coamissions to establish reasonakble depreciaticn rates for

small water coampanies and test the reasonakleness thereof.

dany state coamissions  have established their own
practices which may differ somewhat £rom +those proposed

herein. It is not suggested that this mannal replace those

practices.

The Subcomeittee on Depreciation is continuing its work on
depreciation practices for swall gas and electric utilities
and, ir addition thereto, 1s «continuing its work in the

preparation of a manual of definitions used in depreciation

#OTK.

The members of the Subcomaittee cn Depreciation working on

these gractices were:

DEPRECTATION SUECCHMITTES

a7y J. ¥Yery, Yorth Carclina, Chairzan

2.0« Baszattlarp, ICC James R. Safford, Hew Tork

Daniel C. <“clezn, Washington F.d. Z2one, IRS

fobert G. Jarnek, FCC BRartin Abramson, California
Alfred Z. Teberrtoth, dichigan Yecrman Deutsch, TERC

Larry doaglan, Arkansas ¥Valter D'Haeseleer, Florida

This manual was recommended ta the Yational Association of
Regulatory Utility Coamissionerz by the Conmittee on
Engineering and 1ts Staff Ccogittee. The +text of the
rasolution adopting the naonal is s+tated below. The 2embers
of these committees are as follows:
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STAFF SUBCOMMITTEE ON ENGINEERING

Henry A. Minch, Maryland, Chairman‘

Robert G. Warnek, FCC Russell N. Staley, Alaska PUC
William J. Ide, Illinois Robert J. Buckley, Iowa SCC

Ray J. Nery, North Carolina Bruno A. Davis, California
Harold C. Blatt, Pennsylvania Joseph W. Ferraro, Sr., New York
Richard Bibb, Tennessee Joseph M. Flanigan, REA, Observer
Lester Stuzin, New York PSC Ray L. Pruett, Utah

David C. Lathom, FERC Walter D'Haeseleer, Florida
William F. Fox, Ohio Kevin Kelly, NRRI, Observer

COMMITTEE ON ENGINEERING

Robert K. Koger, North Carcolina, Chairman

Heber P. Hardy, Nevada Alfred H. Reichman, Illinois
Gordon J. Zerbetz, Alaska PUC James M. Plaskett, Indiana

Z. D. Atkins, Tennessee Thomas J. Schneider, Montana
Robert C. Downie, Arkansas PSC Roger L. Hanson, Minnesota PSC

Resolution Re Adoption of Depreciation
Practices for Small Water Utilities

WHEREAS, The Committee on Engineering of this Association and
its Subcommittee on Depreciation, after extended study and

conferences, have developed Depreciation Practices for Small Water
Utilities; and

WHEREAS, The Committee on Engineering of this Association

has recommended the manual for adoption by this Association;
and

WHEREAS, This Association-believes that the Depreciation
Practices zor Small Water Utilities will be of value in assisting
regulatory agencies in the practical solution of depreciation
problems; now, therefore, be it

RESOLVED, That the Executive Committee of the National
Assoclation of Regulatory Utility Commissioners hereby adopts
the Depreciation Practices for Small Water Utilities reported bv
the Committee on Engineering and authorizes its Washington Staifz
to make it available to the member regulatory agencies of the
Association and others zs a guide for the practical assistance anc

guidance to regulatory personnel and others regarding depreciation
for small water utilities.

Acopted August L>, 19793



DEPRECIATICH PFACTICES

FOR SHALL WATEE UTILITIES

Purvose

The purpose of this manuwal is to present in a simplified
manner the essential informatian ard procederes recommended
for, estimating the service Jlives, net salvages and

depreciation rates for the plant ¢f small water uotilities.

It 1is hoped that the practices developéﬁ in this manual
¥ill establish a basis for unifcrmity and be sufficiently
clear to enable the staffs of regulatory comaissions to
prepare reasonable schedules <c¢f depreciation rates and

amouants of annual depreciation accruals.

For a more complete discussion on the subject of
depreciation practices or for a more dJdetajiled analysis of
specific depreciation procedures, refer to "Public Otility
Depreciation Practices®™ published in |968 by the Yational
Association of Regulatory Utility Commissioners, |]02 ICC

Building, Post Cffice Bex 684, ®ashington, D.C. 200844

Scope

The scope of this @manual includes the TrTeasons for
depreciation, the straiqhtwline. pethods used to compute
annual depreciation rates, an explanation of the factors
ased in the depreciation accrual equations, definitions of
depreciation terms, sote accounting transactions related to
depreciation and suggested average service lives, net
salvages and depreciation rates f¢r most categories of water

atility plant.



The straight-line average service life method of coaputing
the annual depreciation rates used by most regulatory
agencies has been developed and used in the text of this
manual. The straight-line remaining life wmethod used by

some regulatory agencies has been developed and included as

Appendizx i,

A snall water utility is defined for the purpose of this
report as a water utility with plant investment of less than
$1,000,000. The sizplified and less detailed practices in
this manual are designed to meet the needs of regulatory
commissions to establish realistic depreciation rates for

such utilities.

Objectives of Depreciatign

The ©yprincipal objective of reccgmnizing depreciation as a
cost of service is to allcy tke utility to recover the cost
of the depreciable investment, less estizated net salvage,
aver the useful life of the deprreciable plant b7 1eans of an
agquitable c¢lan of charges to cperating exgenses or clearing
accounts. The straight-line average service life =method

presented 12 -his 2anual meets this objective.



Base for Devceciatiaon Charges

The depreciation base used in this panual is the original
cost of the depreciable property. Original cost is defined
as the cost to the person who first devotes the property to
public service. The base recoverable through depreciation
is limited to cost of the depreciakle parts of the property.
This generally excludes the cost c¢£f£ organizing, francﬁises,
intangible plant and land.* The base can usually be
deternined from actual constructicn costs recorded on the

utility's books.

Actual construction costs include the cost of the labor,
equipment and naterials needed to construct the plant, the
capitalized interest during ccnstructicn, administrative and
general expenditures such as engineering and supervision,
general officers’ and clerical salaries and expeanses, office
supplies and expenses, legal exrenditures and other expenses
covering injuries and damages, insurance, interest, and
taxes. Care 2aust te exercised in spreadiag these
administrative and gepneral expenses tetween the depreciable
and nondepnreciable plant such as land. ¥hile meticulous
distinc*ions are izpossible, reascnably accurate assignfents
or spreads can Se obtained by the utilization of good
accounting practices.

! some jurisdiction aay exclude contributicns from tle
depreciable base.



Average Service Life Estimates

Determination of service lives tasically involves an
analysis of the past and engincering estimates of the future
effect of wear and tear, decay, action of the elemeﬁts,
inadequacy, obsolescence and putlic requirenents. In sogme
cases, other factors such as anticipated changeover to new
or improved kinds of rlant, or specific plans of @management
must be given consideration. Tc arrive at a satisfactory
estimate of future conditions, rpast experience generally
gives an ipdication which <can be used as at least one
element in the estimate. The weight to be given to opast
experience depends upon the extent to which the conditions
affecting service life in the future are ezxpected to be

similar or different from those in the past.

Utility property, in conformance with a uniform system of
accounts, is c¢lassified broadly by £functiocn and each
function 1s broken dowo into accounts. As an example, one
functicn of a vater utility is <cfroviding transmission and
distri>utiosn services. The plapt providing that function is
divided int> several accounts such as transmission and
distributisa a1ains, fire mains, services, meters, hydrants,
and so on. Zach account isg further divided into
subaccounts, greups, and units. EFach apnit is an individual

item of plant, but i% is ccmmon practice to «cozbine units

which kave 1like 1ror%ality characteristics, like »

1

vsical
appearance and character and which operates uander the saze

general conditions iato ocwne group. There say be cne or 10Ce



groups vwithin an account. For  instance, in the
"transaission and distributicr wmains™ account, the uapits
(individual items) of cast iron, steel and asbestos-cement
pipe oaver |2 inchkes in diameter mavy constitute one group,
anits of pipe from |2 to eigkt inchkes 1ian diameter aay
constitute the second group, and the “third group might
include all pipe smaller than eight inches in diameter.
Because of greater simplicity in maint;ining records, the
group tasis is more feasible for most classes of atility
property vwhere a large numsber of units are involved and is
the more generally used base amcng electric, gas, telephone,

and vater utilities.

In the above exaaple, the average service life of a group
containing cast iron, steel, and astestos-cement pipe would
be based on a composite or weighted average of the service
lives of all units within the group. Whem a group such as
described above <contains uanitz or items of plant with
varying estimated average service lives, the average service
life of the group is the reciprecal average of the lives as

shown under the subiject of "wveighting® in this manual.

"

In ntillty accounting, the depreciation rate is applied to
depreciabla zlant ian service. fﬁerefo:e, tke surviving
nlant is of 3cre interest than the retired plant, and the
retireasent curve is seldca used., The survivor carve shovs

the percent of original plant scrviving by year.

A reliable aethed of estizatinrg the average service life

of a unit or group is to use the survivor curve aethod.



OUnderlying this wmethod are «certain statistical concepts
vhich reguire some explanation. In estimating service life,
we are concerned with the span cf years from the placesent
of plant to its retirement. In groups of property seldom do
all units reach retirement at the same time. Some will
reach it at an early age, many will bunch around a perioed
somevhere near the average and a few will extend out to a
long age. The statistiecian would say we have a nuamber of
events (rgtiremeuts) gccurring with different values {(ages)
which can be illustrated by a grapk kmown as a frequency
curve. The fregquency curve shows the retirements, as a
percentage of the group, occurring in each year of the
group's life. Prom either the freguency curve or survival
and retirement ratios, the surviver curves can be developed.
The average life or averadge age at vwhich retirements occur

can also he developed from the frequency curve.

The probatle Llife is the expected life of the survivors,
or plant in service, at any given ace. At any age after
retirements have started, the prokaltle life is longer than
the average life because the :hort-lived units have heen

removed from the surviving groug.

Tsing the survivor curve methcd, the resaining life of a
group of depreciable proverty of any age can be determined
by finding that age opn the survivoer curve and projecting
horizeoantally to the protable 1life curve. The difference in
years between the age and crotable life is the remaining

life. Typical.surviver and related curves are shown on



Chart I.

The use af survivor curves developed from good mortality
records by actuarial methods is ccnsidered to be an accurate
and reliable 2ethod to determine the estimated average
service life of depreciable prererty. Opne vwidely accepted
study of survivor curves (Iowa Curves) is that conducted at
the Iowa State College of Engineering Experiment Station as

described in their Bulletin Wos. |25 and |55.



SURVIVORS - PER CENT

CHART I

A SURVIVOR CURVE AND RELATED CURVES
100

---..~_‘~\-~ STUB SURVIVCR CURVE

(ACTUAL OBSERVED EXPERIENCE)

- SURVIAL RATIO #
CURVE

AKX TMUM L] FE o

~—eREMAINING LIFE
EXPECTANCY

e PROBAGLE LIFE

_—PROBABLE LIFE CURVE

SURVIYOR CURVE
(SMOGTHED AND ZXTENDED)

POINT OF MAXIMUM
JETIREMENTS OR MODE

i SEQUENCT™
SURVE ~_
. A

fEARS

* THE FREQUENCY SURVE 1S HOT REQUIAED [N THE 4SUAL OEPRECIATION JOMPUTATIONS,
¢ TUE SURYTUAL ATICS (SURVIVCRS AT IND OF PERI0D » PLANT IXFOSED AT BESINMING
JF 2231301 ARE JSED IN COMPUTING THE SURVIVGR JURYE.



A small atility may not have sufficieat records to develop
its own survivor curves. This prctlem can be resolved by
using survivor curves of «cosparable plant that have been
developed by others, by selecting an average service life
based on engineeriag jﬁdgment, or by using the forecast or
life span methad currently being used by other utilities

throughout the country.

The forecast or life =ran nmethod 1is basically an
assumption that a given piece of property ¥ill be retired in
a specific nusber of years after placement or that the
actual date of retireszent vill te a certain date. At the
£inal date of retirerent of properties, all units comprisiag
the piece of property including interim additions are
retired at once. This is in contrast to group properties in
which retircement of units occurs gradually antil all are
retired. The forecast zethed is bhasically the siaplest
aethod of computing depreciatior and, theoretically, could
re applied to =ach unit of property. Zather than using this
method for group croperties, it is generally used Zor
-comparaitivtely large, easily identifiable pieces of property
such as c-niliings, treatament plants, dazs, and resecvoirs.

Appendiz I s2svs an example of this methcd.

fhere lack c¢f approopriate data prevents the application of
any of the +twa —rcrevioas o@methcds, engineering judgment
estinates of sService life exgectancies zay be appropriate.
In developing these life expectancies, it is helpful to

study possible <rcanges o

bh

life estinates setting dovo



10

reasonable minimum and maximum expectancies before coming to
final conclusions. As previously indicated under the
survivor curve discus#icn, it should be noted that the
average life of all units originally placed in the qroup is
less than the probable life of surviviog wunits because of

the prior retirement of short-lived units.

Withoot the benefits of mecrtality data or definitive
retirements dates for particular pieces of property, it will
be very difficult for staffs of regulatory commissions and
small vater utilities to make a proper estimate of averagqge
service 1life €£for each group cr unit of plant. FPor that
reason, a raange of average service lives currently being
ased by water utilities throughout the country for vater
facilities designed and installed and maintained in

accordance with good water works practice is shown below in

Figure |.
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- FIGURE 1

Typical Average Service Lives,
Salvage Rates, and Depreciation Rates

Small Water Utilities

NARUC Average S§FV1CE Net Depreciation
Account Life 3/ Salvage Rate
Number Class of Plant Years Percent Percent

Source of Supply Plant

3N Structures and Improvements 35-4Q 2.9-2.5

312 Collecting & Impounding Reservairs 5Q=75 2.0~1.3

313 Lake, River and Qther Intakes 35~45 2.9-2.2

314 Wells and Springs 25~-35 4.0-2.9

315 Galleries and Tunnels 25«50 ) 4.0-2.0

316 Supply Mains 50=-75 2.0-1.3

37 Qther Source of Water Supply Plant 30-40 3.3-2.5

Pumping Plant

321 Structures and Improvements 35-40 2.9-2.5

324-7 Pumping Egquipment 20 5.0 ¢

328 Qther Pumping Plant 25 4,0

Water Treatment Plant
331 Structures and Improvements 35-40 2.9-2.5
332 Water Treatment Equipment 20-35 5.0-2.9
Transmission and Oistribution Plant

347 Structures and Improvements ) 35-40 2.9-2.5

342 Reservoirs and Tanks 30-60 3.3-1.7

343 Transmission and Distribution Mains 50-75 2.0-1.3

344 Fire Mains 50-75 2.0-1.3

345 Seryices 30-50 3.3-2.0

348 Meters 35-45 10 2.6-2.0

347 Meter Installations _ 40-50 2.5-2.0

348 Hydrants 40-60 5 2.4-1.5

General Plant

350 Structures & Improvements 35-40 2.9-2.5
391 Qffice Furniture and Equipment 20-25 5 4.8-3.8
392 Transportation Equipment 7 10 12.9
393 Stores Equipment 20 5.0
394 Tools, Shop & Garage Equipment 15-20 5 5. 3=l
395 Laboratory Equipment 15-20 8.7-2..
396 Power QOperated Equipment 10-15 10 9.0-48.3
397 Communication Equipment 10 10 3.5

a/ These lives are intended as a guide; longer or shorter lives should
be used where conditions warrant.
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Net Salyage Estimate

Y

Estimated net salvage is the estimated gross salvage in
cash or value vhich is expected tc te realized from utility
property retired less tlhe estimated cost of removal involved
in retiring such property. The estimated net salvage can bhe
a negative figure in instances uwhere the cost of reasoval is
expected to exceed any gross salvage value. Net salvage is

usually expressed as a rercentace of the plant retired.

Reasonable salvage estimates and forecasts for small water
utilities can be made by trending the net salvage experience
and agpplying engineering judgrent. Some of the factors to
be considered in develoring an estinsated saivage percentage

are:
{a) Utility's recorded exrperience, including trends with
the same or sisgilar type propercty;

{b}y Effect on recorded salvage of transfers, sales and
reimbursepents fros dasages or forced relocations;

ey Puture conditions affecting cost of removal: and

(d) Cchanges in acccunting gractices that have affected
salvade and cost of removal amounts.

#here reccrds are available, recorded or past salvage
experiencs Zgr 2ach account maay be determined by analyzing
the debits 234 credits to the reserve for depreciation. The
retirements shonld ze sussarized for each year and the
totals of gross salvage and ceost cof removal deterained.
Dividiag each of the latter by the retirezents gives the
percent 73ross salvage and percert cost of rfemoval realized

each vear. This type of calculaticn Zor 2 series of 7years



is illustrated in the following tatle.

FIGURE 2

Datermination of Net Salvage Value
Pumping Equipment

Gross Salvage . Cast of Remaval Net 3alvage

* of % of L of

Year Plant Retired Amaunt Retirement Amaunt Retirament Amaunt Ratiremant

a [ C*0+a 1 ead#d Tafng gefsa

1973 $ 50 2 24,0% $3 §.0% $9 18.0%
1972 100 22 22.0 7 7.0 15 15.0
97 74 1 158.7 § 7.1 8 8.5
1970 4G 5 12.8 4 18.0 1 2.5
1969 k) 7 23.3 5 16.7 2 8.7
1968 g g 16.7 2 6.7 ) 3 10.¢
1967 50 2 4.0 7 14.0 -5 -10.9

Totals {370 564 17.32 433 3.9% 1 8.4

The above tabulaticn shows that +the past recorded net

salvage valne anmaunted to 8.4% of the cost of plant retired.

In the wuse of the straigkt-line average service life
nethod £f£or ccazputing depreciaticn rates, an estigpated net
salvage covering the wentire 1ife of the unit cr group of
property iz needed. The uatility aust estimate salvage
values £for vporoperty that will retire mapy years in the
future. -2 icizg se, it should ke remnembered that with most
depreciazla g¢roperty the percent gress salvage realized on
retirement varies w7ith the age ¢f the unit. Past experience
is uasually based opn only a few retiresents, probably of
shorter-lived units. Generally, the clder anits yield lover

values. The decrease in rcss  salvage with age may be

|91

approximated by assuaing a straight-line diasinution £fronm
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realized gross salvage of early retirements t¢ the predicted
altimate gross salvage of oldest-lived units. A sanmple
calculation of estimated net salvage values, using recorded
values develored in the preceding tabulatiorn and judgment

values based on anticipated £future conditions, is shown

below,

FIGURE 3
Average and Future Net Salvage
Pumping Equipment

% of Amt, of
Factors Ratmt, Retmt. Souyrece of Data

A, Gross Salvage Past Retirements 17.3% s 170 Pracading tabulaticn

8. Gross Salvage Last Survivers 5.0 Salacted by Jjudgment
¢. Gross Salvage Futurs Avg., = 5%§~ 11.2 31,755 Plant prasently in service
0. Average Gross Salvage 11.7 (17.3x370+17.2x3755 )4 { 370+3758)
g, Cost of Removal Past Retirement 8.9 Preceding tabulation
F. Cast of Remaoval Fyture Retmt. 11.8 Selected by judgment
G. Average Cost of femoval 13.8 {8.9%x370+11.0x3755) + {370+3755}
H. Future Net Salvage 0.2 C-F
[. Average Het Salvage_ Q.9 ) -G
Thers recerds are not available, yanagenment and

engineering judgments must be made and conparisons Witk

other utilities operating under similar conditions can often
be a3ade o Izvelcp reascnable estimated net salvage values.
Por a tiorough discussion on eé&imating net salvage, the
reader is =zeferred to Chapter 3 of "Public Jtilitey

P

Japreciation Practices tuklished by tha Yational

Association of Regulatory Utility Cowmmissioners, copyright

|96 8.
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Weighting

Accounts frequently include mere than one unit or group of
deprecizble uatility property swith different average service
lives. To avoid the detailed work of calculating the
accrual for each unit cer group within an account, an average
service Jlife or a composite average secrvice life should be
obtained for each acccunt, Beciprocal weighting should
always be used in computing an average service life for an
account or c¢lass of plant coamprised of several grouops. Only
reciprocal weighting will derive the same total as if

accruals were developed for each unit or group.

An example of reciprocal sweighting tc¢ establish a
composite average service life is sheown in the £following

tabulation:

FIGURE 4
Weighted Average Service Life
Pumping Ecquipment

Gross Average Recjpru;al
flant Servica dajanting
Groug {nves onent Pife T4C
{a} (b) () (4}
I $1,500 30.0 years 30 $/year
2 1,258 28.0 83
3 1,000 7.4 17
) L
$3,758 25.0 yeers 180 §/ye=ar

The weighting 1n c¢olumn (d) is obtaipned bty dividing the
2lant dcllars ia ccliaan (k) b7 the average service 1life 1n

.

colunn (<) of =every categery to he weighted. A veighted
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average service life of 25.0 years is obtained by dividing

the sum of column (k) by the sum of column (4).

In cartain accounts as in the transmission and

distribution mains account where the total account consists
of several groups of pipe with each group having a different
average service life and where the units constituting ‘éhe
group have different physical qualities and average service
lives, it may be”necessary to weight the units within each

group first and then weight the groups to develop a.

compositae or weighted average for the entire account,

Weighting can also be applied to develop a composite

salvage for a group or an account. The following tabulation

is an example:

FIGURE 5

weighted Net Salvage Value
Pumping Equipmant

Gross Plant Average Service Life Met Saivage Salvage
Greup  lnvestment life Weight Faresnt Height
& ) ) RELY S ) fodun
1 51,300 30.0 years 50 §/year 8.0% 400% §/year
2 1,255 0.0 83 14.0 830
3 1,080 27.0 37 12.7 470

4
33,7858 25.0 years 156 $/year 10.0% 1,500% S/year
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The weighting of the net salvage values of the above three
groups resulted in a weighted net salvage value of 10.0%.
The total of column (f) was divided by the total of column

{d) to cobtain the weighted value ¢ net salvage.

Thegretical Reserve Studies

A theoretical depreciaticn reserve is defined as that
amount which together with the estimated £future depreciation
accruals -will egual the original cost of the property less
net salvage. Studies to determine this theoretical anount

may be used for several purposes.

Certain Jjurisdictions may use the theoretical reserve for
rate-aaking purposes where no reasonable actual resarve is
available or for computing fair valee in some fair value
jurisd ictions. It may also be used to alleocate the total

book reserve to individual account, plant categories or

areis.

In nakicg such studies, it is hest to separate short-lived
plant such as actaor vehicles <Zrcm the longer-lived water
plant to be sure that the plant is fully accrued at the tize
of replacement. The prices, tke dates of purchase, the
expected dates of disposal, andﬂtha exrpected allovances at
trade~in will wusually be —creadily available for these

short-1lived facilities. #ith this data, the amount that

should be in the reserve can ke quickly deterained.

The Jegree oZ merit and value o©f a theoretical

depreciation reserve study are discussed ia the 1manual,
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npublic Otility Depreciation Practices," published in 1968
by tkte NARUC. T¢ use "its suggested procedures for the
calculation of a thecretical reserve, the manual assumes
that the depreciation analyst has sufficient historical data
on which to base a judgment on such things as mortality
dispersicn, average service life, and net salvage. Hovever,

such data is seldom available fcr a small water utility.

Fuaen adeguate records are net available, a single
theoretical reserve should not te selected on am arbitrary
or convenient basis. BRather, it must be tased on reasonable

assunmptions for service life, retirement dispersion, and

salvage.

Far the coapany that has periodic additions and
retirements, no matter hov large or small, a theoretical
reserve percentage can ke deterumined by assuming a cervtain
dispersion of retirements, by estimating the average service
life and by deteraining the average realized life of the
nlant. The averaje realized life 1s diZferent JIrom the
average age 1in that it includes onct only the ages of
éresentlg =2ristiag splant but also those for past

retirements. in examnple af the dsterazination #£ averags

realized 1ife is presented in Arrendixz C.

2e exanaple assumes an averace service life 2f 35 vears

and develops a crealized 1ife c¢f |0.45 years. Interpolaring

Fae

n Ap

iie)

endix D, the reserves w¥oull he

2.7 by £29.97% for a 30~vear life acd (5.5% tao 21.9% ZIor

U

$2--20n 1liZs. Interzclating rtetween these tvo sets of


http://dispersi.cn
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£iqures, a range of 22.2% to 27.2% is obtained for a 35-year

service life.

Pederal Incecze Tax Lepreciaticn

gdnder .section |67 of the Internal Revenue Code (954, the
general rule for depreciation’ fecr Pederal income  tax
purposes 1s that there shall be allavwed as a depreciation
deduction a reasonable allovance for exhaustion aad wear and
tear (including a2 reasonalbkle allcvance for obsoclescence) of
property used in a trade or business or held for the

production of income.

Accelerated nmetheds of depreciation are provided by the
| 954 Code, as vell as the straight-line szethod most componly
ased prior to |954. In 962, Rev. Proc. 62-2|, |962-2 C.3.
418, supplantsed Bulletin F, old gquidelines used £for a=aany
years by taxpavers and the Internal Hevenue Service in
arriving at useful lives for degreciable ©propercty. Rev.
Proc. 62=2| established guideline rule; and lives Zor
varicus classes oI depreciable properties and zemerally
liberalized depreciation 1eductinns for ianccme tax purposes.
Although wvatsr atilities vwere nct z2aterially affacted, sone
advantaz:2 35 3Zalced by the establishment of one guideline
life for depreciable assets of water utilities except in the
area of specific depreciable assets used in all business

activities.

In {971 2an elzctive isset Depreciation Fange (ADR) systen

revoked Rev. Proc. 62-%Z| suidelires, including subsequent
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supplements and amendments theretc, for taxable years ending
after December 3|, ]970. Tte new elective systen
established vintaqge accounts (closed-end depreciation
accounts containing eligible property to which a tazxpayer
elects to apply the ALR system) uwith an asset depreciation
range in years (a lower lipit, an asset guideline period,
apnd upper limit) for each <class of depreciable assets
acquired after December 3{, [970. This system vas modified
by section 167 (@) of the {9584 Code in the Bevenue Act of
197! to include assets acquired bcth before Januwary {, 197},
and after December 3|, 197C. for depreciable assets
acquired before January |, |97}, the system is <called the
Class Life (CL) system; for depreciable assets acguired
after December 3!, 1970, the system is called the Class Life
Asset Depreciation Hange (CLACLE) systez. The tvo systeas
are similar but they apply to depreciable assets
differently; =e.g., there is no tange of years agpplicable to
issets acguired crioer te January 1, 1971. The asset
guideline period 1is used instead. Section |.|67(a)~-{| of
Income Tax Regulaticns applies to assets acguired after
Décember 31, 1970, and section 1.}167(a)-)2 applies to assets

acguired before Januvary |, 1971

To use the CLADR systen, additicns and retirements pust ba
to and from vintage accCaunts, and gross salvage credited to
the vintage account reserves, vith removal costs charged to
expense cn retirement. Fither ¢rcss or et salvage 123y he
used for the CL system, but fcr tax purposes, some vwater

coapanies have asked and received perazissicn to change to
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jross salvage accounting to ke consistent with the CLADR
system. The cost of reinstalling depreciable assets that
are not retired baot merely relocated is treated as part of
the repair allowance unless the peraissible repair allowance
is exceeded, in vhich case tke excess is caéitalized in a

special vintage account.

In Appendix E is a summary aof some of the asset guideline
classes, periods, ranges, and repair allovances provided by
Rev. Proc. 7T7-]10, 1977~ <C.B. S48, updating Rev. Proc.

72-10, 1972-1 C.B. 72], that may te used by water companies.

Prior to the CLADR and CL systeas estimated salvage vas
generally considered as either a :eduction" of the amount
sgbject to depreciation (basis) or by a teduction in the
rate of depreciation (rate). Under these tvwo systems basis
or rates are not affected, but salvage is not disregarded.
Depreciation can ounly be claimed until the adjusted basis
equals estimated salvage value. For water utilities class
49.3, the maximum rate would he 100243 = 2 |/2%. Under
section {67 aof the Cade when depreciable property is placed
in service, estinsated salvage can te reduced 1y |0%. FPor
exapple, L1f£ salvage is reasonakly estinzated at 3% it can be
reduced to zero, 1£ 2%%, it can_ﬁe reduced to |5%, and

depreciation =@may te claismsed £cr the £ull cost in the Efirst

instance and 85% of the c¢ost in the secand instance.

Both the CLACR and CL systeazs are elective each taxahle
year; hovever, under CLADR, the system sust e applied to

vintage acccunts until all the assets in the vintage
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accounts are retired. Tf one of +these systems is not
elected, taxpayers must demonstrate the useful life used and
follow the prior rules uander section |67 of the Code with
the exception that Rev. PFroc. &2-21 and Bulletin 7

guidelines are no lecnger applicable.

Lf the CLADR system is elected, the annual asset guideline
repair allowance percentage which applies to both CLADR and
CL property nay also be elected (see last column in Appendix
). Suftficient books and records aoust be kept £aor
expenditures incurred £for both CILADR and CL assets. Under
the repair allovance =election, expenditures for repairs,
maintenance, rehatilitation or iaprovement of Trepair
allowance property™ (investments subject to depreciation)
that are not «c¢learly capital erxpenditures are itreated as
deductible repairs to the extent that tkey do not exceed the
repair allovance percentage cf the repair allocwvance
sroperty. The excess, if any, is capitalized in a special

vintage account as a property iazprovement in that class.

These newer incaome tax procedures f£or depreciation have
only been briefly descrihed, hecause they are coamplicated;
but even wiihi the complications, most autility companies that
vere aoprosad to  tie rajintenarnce _o2f continuing property
records rave adopted the CLALR and CL systems which

generally requirs tie ©raintepance of records im greater

detail than that of regulatcry aunthorities. ¥ith the
consgiderzticna 2f adled tar incentive there is a general
tendency toward Ireater Jetail rpather than lesser in 2ost
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phases of utilit? arerations, and, therefore, it would seen
to he desirable for utilities to establish a system of

continuing property records.

epreciation Rate Calculations

To corpute the annual depreciaticn tTate for the
straight~line average service 1life nmethod, the basic

equation is:

. 100~¢
4=
#here:
d = Depreciation rate in percent.
c = Estimated average net salvage percentage.
L =

Estimated average service life.
Items < and L require estimates tased on both experiences

of the past and judgquents of future conditions.

The valuoes for service life and salvage comronents used in
the above formula are the weighted average values for all of
the plant in each af the accounting classifications.
Feighted average values were discussed orevicasly 12 this

aanual.

In actual poractice, not g¢ply is a2 depreciation rate in
percent lasirad but alsc a depreciation accrual in dollars.

For the straight-line zethod, the eguation is:

100L

100«c) < 3

vhere 2 1is +the Jdervrasciation acecrual ia deollars, € is the
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estimated average net salvage in decllars and B is the bhook

cost of gross depreciahle rlant in dollars.

The composite annuwal depreciation accrual rate is the
ratio of the sum of the depreciation accrued f£from all
depreciable accounts to the gross depreciable plant in tke
same year. Expressed as a percentaqe, the equation for the

composite or total annual accrual depreciation rate is:

x 100 = 2 x 100

d =% Rata = Annual Acerual :

Gross Depreciable Plant

Determination of Annpual Depreciation Accrual

The form for calculating annual depreciation accruals and
rates by the average service 1ife onethod 1is shown with

sample calculations in Figure 6 belaow.
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FIGURE 6

Company
Area/Dept.

Summary of Annual Depreciation Rate Determination
Straight-line Average Service Life Method

Year
Average
NARUC o Gross Service Net Depr,
Namber e e he- BN GRS e
[ 2 3 4 3
3N Structures & Improv. $ 3,014 40 2.5 $ 75
314 Wells 11,280 30 3.3 373
126 Pumping Equip. 3,755 25 10 3.6 135
342 Reservoirs & Tanks 8,628 50 2.0 173
343 Trans. & Oistr. Mains 53,550 60 1.7 g
345 Servicas 9,452 43 2.5 238
348 Meters §,038 49 12 2.2 133
348 Hydrants 395 50 2.0 2C
391 Off. Furniture & Eauip. 1,721 15 5 6.3 10¢
392 Transpartation Equip. 6,290 B 15 14.2 EER
Total $104,733 2.9 % 33,28
Y Zardvatvion of Calumns 4 & 5
2o1. 4 (Depr. Rate) = (1a3=1d) x 100 = 3.6%

col. 5 (Annual Accr.)

2/ Composite Rate of 2.

= §3,753 x 3.6% = 5138

9% is derived by dividing the sum of Column §

by the sum of Column T and multiplying the groduct by 100.

33,056 + $104,733 =

0.029 x 300 = 2.3%
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The first two uonnumbered columns cn the form are for the
listing of an agppropriate plant account number and its
corresponding description. Cclumn {[) shows the dollar
amcunt of qroés depreciable plant in each account of the
utility's books at the beginping of the year. This is

element 3 in the accrual equaticn.

Columns (2) and (3) are provided for the two elements in
the depreciation accrual calcuylation which nust be
estinated.  These are the average service lives to be
assigned to a property and the percentage of average net

salvage which can te expected whken the prorperty is retired.

For the average service life method, coclumn {8) shows the
depreciation rate for each account. This rate is derived
from the estimates of average service lives and salvage
percentages to be shown in columnsg (2) and (3). The annual
acerual for each account to ke entered in column (3} is

calculated by multiplying plant dc¢llars in column (]) by the

depreciation rate in celumn (4).

Becording the Depreciation Accrual

There ars several sethods which can be used in calculating
the amnual accrual to he recorded gon the atility's books for
the year. The simplest is to arply the predeterminsed aanual
depreciation rates +to the Dbeginning-of-year dJdepreciable
plant. Another anethcd is to estimzate the end-of-year plant
and then apply the derreciatjion rates to the average of the

beginning- and end-of-year clant. The last 3ethcd resguires
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recorded

gither
single
at the

net hod

the annual depreciation rates each

end-of-year

clant

anoual

agcunts

acerual
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after the

become availahle. In

sethod the utility may recaord the annual accrual as a

amount or in

discretion of

the

requlatcery

camnission. A

12 monthly entries at its discretion or

third

eaployed by some of the larger utilities is to apply

manth

to +that nonth's

beginning~of-month plant account talances or average monthly

balances and record

accrua

i

1.

epreciztion Accounting

Reference
accgunts and instructions for

transactions.

should he

1/12 «<f the

made te¢ an

The following talbulation presents scome of

resunlt

as that nonth's

appropriate system of

ccaplete details of accounting

the

essential transactions in a doukle entry set of records:

FIGURE 7

Jepreciation Accounting

Transactiocn

Dabit

Cradit

Qriginal cost on alacing plant

in servica
Jepraciation accruals

Retirement of original cost
of plant

Cost of removal on retire-
ment from sarvice

Gross salvage on retire=-
ment from servica

Plant account {assaet
account)

Operation expenses
and clearing accounts

Bepreciation reserve
aceount -

Depraciation resarve
accaunt

Cash, materials and
supplies or other
investment acgounts
recaivable

Cash.lma:erials and
suppl ias

deprecation resevve
account

Alant acgount
{raduces tha asset
balanca)

Cagh, or accounts
payahle

sepreciatian raserve
acnount
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The accounting £for additions and retirements should be
ptomaptly and properly recorded 'at the time of installation
or retirement so that the plant and resecgve accounts at all

times reflect the currtent conditicas.

Reasonatbleness of Final Zeport

An coverall test of reascnableness should be applied to the
final determination of the annuwal accrual. The overall
composite depreciation rate produced by the accrual
calculation should normally f£all within a range of from 2.0%
to 4.0%. Vhen results are obtained which fall significantly
outside +this range, further review should be mwmade to
ascertain the nature of any special conditiocns which may be
influencing the result. Under 10ost circusstances, estizates

of average service lives and net salvade should be made at

intervals of not nore than five years.
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Appendix A
Page l of S

DETERALNATICHN QF
STRAIGET-LINE REMAINING LIFE

CERPRECIATION ACCRUALS

General

The straight-line remaining life method is another method
to determine depreciation accruals and is used frequently
enough to warraht development in this manumal. The factors
consideced in the straight-line remaining life amethod tend
to control enratic £f£luctuaticns in the annual or periodic
accruals. This method also has as its objective the control

0f excessive or deficient accusnlations in the depreciation

reserve.

OUnder the straight-line resaining 1life method, the net

e,

depreciable plant is recovered cver the estimated remaining

usaful life af the . property. This a2ethod differed

significantly Irom +he straight-line average sercvice lif=

—

aethod under which the depreciahble plant is recovered over

its entires estizated average life.

The 3mZiizht=-line remainirg - 1ife a2ethad 2eets the
objectives of depreciation accounting. The trase £for the

depreciation charges 1s the =sagze as the base used in the

straight-line average service life method, explained earlier

in the texk.
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The Depreciation Rate FEguation

The basic equation for determining the annual depreciation
rate by the straight-line remaiping life method is:

EfraAbW#“h&ngwﬁﬁéxvﬁg,garvacg_LJ#%L
R

1= (0D ~-C
—

Rhere:
8 = book cost of the gross depreciable plant in dollars.
Cl= estimated net salvage in dcllars £from survivors.
d = annual depreciation rate in percent.
U = book depreciation reserve iz dollars.
E = estlmated average remaxnlng life of survivors.
L_::‘ @ a ""._--"- L -2 ‘& ELCAL N BN 1"{}? f
Items B and U are ottainable from the atilityt's bookg of
£om= AXTreadtr A 2rice vetT Dol onae, (A e e

accounts. Ttem C! is estimated tased on past experience and

conditiors likely to ocecur in tke immediate future.

Determination of Annual Depreciation Accrual

The form used and examples of the straight-line reamaining
life method of calculating annual depreciation accruals are

shown in Table T on page 33.

The Iirst tvo unnumbered cclumns are for the listing of
appropriate oplant account number apnd 1its corresponding
description. Column {|) shows the dcllar amount cf gross
depreciable plant in each account of the utilitv's books at

the beginning of the year. This is element B3 in the accrual

equaticn.



3

.Appendix A

Page 3 of 5§

Colunns {(2) and (8) show the tvo elements in the
depreciation accrual c¢alculaticn which must be estimated.
They are the percentage of net salvage which can reasonably
he expected when the property i=s retired and the service

lives to be assigned to the prcperty.

Column (3) is designed to shcw the estimated future net
salvage dollars calculated by multiplying the plant dollars
in Column (}) by the salvaqge rpercentage in Column (2).
Column (4) is provided for the tecarded depreciation reserve
taken from the utility's bocks which, together with the
salvage dollars, is deducted frcm the gross plant amounts to

produce the net balance stown in Column (5).

Column (6) shows one weighted average service life for all
the plant, units or groups within each account. Colamn (7)
shows the average service life of the survivors (sometiaes
called probable life) and equals age plus remaining 1life.
Colunmn {9 shows the weiqhied average remaining life
{element 2 1in the accrual equation) 1in vears and is
determined either by subtracting the average age in Column
{8) frecm the average service lives in Colomn (7)) or
determined directly by either the Ferecast, Approximation oo
Direct Judgazent Jethods as noted in the faotnctes in Table
I. The annual accrual ia Cclumn {1 is computed by
dividing the net balance in <Cclumn (5) by the average

remaining 1lif=2 in <Column {9). Coluan ({}) =shovs the
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Appendiz A
Page 4 of5

depreciation rate for each account derived by dividing the
anpual accrual ia Colomn (]0Q) by the gross plant in Colunn

(1} -

Arn overall - depreciaticn rate or composite rate for the
entire rlant is deterpined by dividing the total annual
accrual of all accounts by the +total gress plant. The

composite devreciation rate in Tatle T is 3.74%.

The discussion ir the text relating to the reasonableness
of the annual depreciation accrual, the recording of the
depreciation accrual, and general depreciation accounting

applies egually to the straight-line ﬁemaining life nmethod.
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DEPRECIATION STUDY 8Y FORECAST QR LIFE SPAN METHOD

Example: A dam is put into service at the beqginning of 1961. The estimated
1ife span is 40 years and the estimated time of retirement is the end of the
year 2000. No salvage §s assumed. Developments occur as follows:

Year , Additions Retirements
No. End Event $ §

1 1863 Qutlet works modified 4,500 3,000

2 19658 Spiliway modified 6,000 3,000

3 1870 Fencing installed 1,500 -

4 1980 Sealant placed (capitalized) 3,000 -

5 . 1985 Mew source of water supply procured.

Existing source phased out gver a §$-
year period after which dam is retired.

Year Plant Addi~ Retire- Average Servica Life Deoreciaticn

Surviving tions ments Orig.  Addition MNo. Rate AcCCryal  oeg. Ir,

Beq, of Yr. $ S Dam __i _? 3 4 % $ Ragervs
1961  $42000 . - - 18t 2.6% s
1952 42000 - - K} 2.63 1768 § 1108
1983 42000 4530 Kialsi) 38 3 2.63 1108 22101/
1964 43500 - - 4 2.63 1144 115+
1963 43500 £000 3000 38~ 28 2.63.., 1144 1453
1983 48300 - - 0= 20 18 5.00 2325 {397}
1987 46500 - - 20 20 18 5.00 2328 1928
1283 46300 - - 20 20 18 5.00 2323 4283
1569 48300 - - 20 20 18 £.00 2325 5373
1870 46500 1500 - 205, 20 18 5.00., 2328 3¢03
1371 48000 - - 0~ 31 29 2% K 1538 17228
1972 13000 - - 30 31 23 24 3.33 1538 12225
1973 48000¢ - - 30 31 29 24 3.33 1528 jadgd
1974 18060 - - 30 31 29 28 3.33 1538 138022
1978 13000 - - 0 31 729 24 3.33., 1598 17523
1378 43000 - - 33 Ja 32 27 3.03= 1454 19213
1977 13000 - - 33 34 32 27 3.03 1454 20872
1978 43000 - - 33 4 32 27 3.03 1454 22125
1979 "IGC0 - - 33 4 32 27 3.03 1454 23880
1980 LA0C0 2000 - 33 34 32 27 3.03.. 1484 28024
1981 TGl - - 34 38 34 29 19 3.~ 1258 25388
1982 - - 4 -36 34 29 19 3.13 1596 29034
1983 - - 4 B 34 29 1% 3.3 1536 22620
1984 - - 1 3 34 29 19 3.13 1536 31278
1385 - - k. 324 29 19 3.12.. 1596 32377
EEL 31000 - - 28 27 25 20 70 4,177 2127 Jdasd
19a7 57000 - - 26 27 2% 20 10 .17 2127 3633%
1¢88 531000 - - 26 27 25 20 10 4.17 2127 iara2
1989 51000 - - 28 27 25 20 1¢ 4.7 2127 10849
1394 531000 - 51000 28 27 25 20 19 &07 2127 42975 3/
1491 - - - - - = o - - - 3837~

{See Sheets 2 & 3 for Tootuoces)
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Footnotes:

1/ It is assumed that 10% of the original installation will be ratired in
piecemeal (interim) retirements over the 1ife of the dam, which would
average to 0.25% per year. Qver a 40-

year period this would amount to a Toss
of 2 years' service life (% x 40 x .10). 1.00 p 2 yearsJost Sqt:=;g‘1
See Figure E-1. .90 FXPectaq Plant |

c s n SerV?('_'e

2/ Assuming zero salvage, the depreciation

rate is 100 + 38 = 2.63% and the Accrual S o

is .0263 x 42000 or $1,1085. =E .

=0 Figure E-1
. . . S -

3/ It is assumed that depreciation studies s?

are made every 5 years, as recommended =3

in the text of this practice. Thus,

the 1963 addition takes the same life .- 0

as the original addition until the

time of the next study. 1961 fear 2001

4/ Depreciation reserve at the end of the third year (beginning of fourth

year) is prior years' reserve of $2,210 plus $1,105 accrual less $3000
retirement.

5/ A depreciation study made as of the beginning of 1966 determines that
the experienced intarim retirement rate is (0 + 0 + 3000 + Q0 + 3000) +
(42,000 + 42,000 + 42,000 + 43,500 + 43,300), which equals 2.82%. For
the remaining 35 years, this represents
a Toss of Tife of % x 35 x (.0282 x 35),

or 17.3 years. The remaining life is 1-8%

35 - 17.3 or 17.7 years for the remain- ‘35 ‘

ing plant. It would apply to the 1965 '

placement. T7The unrealized 1ife of the U' \

original placement would be 36% of this, - fﬁ‘fg

or 15.2 years. See Figure E-2. Ouring Q ot

the first 3 years, when the original =l 15,2 years
placement was intact, the 1ife that was R~ N

realizad ~as a full 3 years. Ouring the o g=>‘>1

next w0, vhen only 93% of the original “—U““lq] Figure E-2
investment still survived, the realizad '~

life was 2 x .93 or 1.9 years. The ?961 2001
average sarvica life for the full span o
is 3+ 1.9 + 15.2, or 20.1 years. For the 1963 placement, frem which
nothing nas been retired, the realized 1ife is 2.0 years and the unreal-

ized life is 17.7 for a total of 19.7. Roth of these would round to
20 years.



36

Appendix B
Page 3 of 3

8/ Composite average service life is:

Vintage Plant Surviving Service Life Accrual

a b o d=bic
1961 $36000 20 $1800
1963 4500 20 225
1965 §000 18 333

346500 19,7 years* 52358

* 19,7 yr. from 46,500 ¥ 2358 use 20

Dgpreciaticn rate = l%g-= 5.0%

7/ At the time of the 1971 depreciation study, the experienced interim
retirement rate is 6000 + (3 x 42,000 + 2 x 43,500 + 5 x 46,500), or 1,35%.
For the remaining 30 years the loss of 1ife is % x 30 x (.0135 x 30), or
6.1 years and the remaining 1ife 1s 23.9 years. This applies directly to
the 1970 addition and is added to the realized lives of 5 and 7 years for
the 1965 and 1963 additions. The realized life of the 1961 addition is
3x1.0+2x .93 +5x .86, or 9.2 years and the unrealized 1ife is
.86 x 23.9, or 20.6 for a total average service life of 29.8 years. The
composite 1ife using the procedure as in 6/ above is 30 years and the
depreciation rate is 3.33%.

8/ For the 1976, 1981 and 1986 studies, the following factors can be derived
using the same procedures as above:

Experienced
Date of Int. Ret. Remaining Composite Depreciation
Study Rate-% Life Life Rate~%
1976 J.8s8 22.3 33 3.03
1981 0.65 18.7 32 3.13
1986 0.51 4.9 24 4.17

9/ Because of the reduction in the 1ife span of the dam from 40 to 30 years,
there is a shortage in the reserve at the time of retirement of the dam.
The shortage is not large, however, when compared with annual accruals
and no corrective measures should be taken. Rather, the span of the
replacament facility should be adjusted downward as, for example, from 40
to 30 years, in expectation of a similar overestimation. The beginning
interim retirement rate should also be higher (0.5 instead of 0.25),
reflecting past experience.
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rorm (=3
UTILITY Alpha Water Company REALIZED LIFE AND REMAINING LIFE QF PLANT
AREA/DEPT - COMPUTED FRUM ACCQUNTING RECORDS
AC 345 Servicas AS OF 17 80
GROSS ADDITIONS
TRANSFZRS PLANT BALANCES
YEAR RECORDED AQJUSTED IN AND {QUT) _(g?lﬂ gF Ye2a)
1959 $1,923 £1,923 - £29,993
EE:] 2,705 2,709 - 28,514
a7 ,820 1,520 - 26,225
54 L 278 1,278 - 24,5958
=-F NEY 1,i27 - 231,567
1984 ,431 ,43] - 23.083
53 1,733 2,054 321~ 21,941
32 983 983 - 20,018
51 308 308 - i9,114
T 447 447 50 18.3086
1949 959 959 - 18,309
43 ;323 1,323 -~ 17,410
a7 1,878 1,076 - 16,134
45 1,442 L4423 - 5,209
35 193 1183 - 3,873
Erw 754 754 - 12,731
43 , 883 1,393 - 11,114
¥, 274 1,278 - 3,204
Y 521 - 8,048
a0 409 - /817
19
* Originally devotad s cunlic
saprvice in 1944,
TQTALS (@] 24,792 {2) 371 {3} 388,737
TATALS TAKEN FACM MOST RECENT YEAR BACK TO SELECTED BEGINNING YEAR CF 1942
(4) deqinning P1t. 3al. 2,048 (5) % Beq. PY1t. Balance 4,028
(6) Plant £xpasad=(1)+(4) 32,340
(7} Plant Surviving 29,993 (8) % Surviving Salance -14,997
(9) Portion Surviving=(7)/(6) 0.9133 (10) $ Years=(3}-(5)-{(8) 339.778
(9 x 371)
(11) Correction to Past Dallar Years for Transfers: _ 3,339
(12} Estimatad Av. Serv. Life 35.00 Yrs. {13) Past Dollar Years 343,118
{14} Realized Lifea{13)/(6) 10.45
(15} 0ifferenca(12)-(14) 24.35 (18) Rem. Life=(15)/(3) 28.88¥rs.
{17} Conclusten: (Use Rounded Value) Remaining Life 27 Yrs.
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RANGE OF DEPRECIATION RESERVE FOR AVERAGE REALIZED LIFET
Average Realized Range of Depreciation Reserve
Life In Years As A Percentage Of Plant In Service
For -30-Year Life For 45-Year Life For_60-Year Life
] 2 to 4 1 to 3 1to 2
2 5to7 3to5 2 to 4
3 7 to 1Q 5 to 7 4 to 3
4 10 to 13 6 to 9 5to7
5 12 to 16 8 to 11 6 to 8
B 14-to 19 10 to 13 7 to 10
7 16 to 22 11 to 15 8 to 12
8 18 to 24 13 to 17 10 to 13
3 19 to 27 14 to 13 11 to 15
10 24 to 29 16 to 21 12 to 16
11 26 to 31 18 to 23 13 to 17
12 27 to 33 19 to 24 14 to 19
13 29 to 35 21 to 26 18 to 20
i4 30 to 37 22 to 27 16 to 22
15 31 to 39 24 to 29 17 to 23
16 32 to 40 25 to 30 ' 18 to 24
17 33 to 42 26 to 31 19 to 25
18 34 to 43 27 to 33 21 to 27
19 35 to 43 28 to 34 23 to 28
20 36 to 43 29 to 36 24 to 29
21 36 to 43 30 to 37 25 to 30
22 36 to 43 31 to 38 26 to 31
23 32 to 39 27 to 32
24 32 to 40 27 to 33
26 34 to 42 29 to 35
28 35 to 43 30 to 37
30 36 to 43 371 to 39
32 36 to 43 32 to 40
35 36 to 43 34 to 42
45 36 to 43
}For the 1uii2iine reserves, the dispersion characteristics of lowa Curves

of the R,, 2., :nd L, and L, shapes were ysed; the net salvage was assumed
- 2 1 pA
to be zera.
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ASSET GUIDELINE CLASSES AND PERIQDS, ASSET
DEPRECIATION RAHGES, AND ANWUAL ASSET GUIDELINE
REPAIR ALLOWANCE PERCENTAGE

Annual

Asset depreciation range asset
Asset (in years) guideline

guide= Asset repair
Tine Lower guideline Upper allowance
class Description of assets included 1imit period limit percentage

SPECIFIC DEPRECIABLE ASSETS USED IN ALL BUSINESS

00.11

00.13

20.22
00.241

Office Furniture, Fixtures, & Equip-
ment:

Includes furniture & fixtures which
are not a structural component of a
building. Includes such assets as
desks, files, safes, and communica-
tions equipment. Does not include
communications equipment that is
included in other CLADR classes

Data Handling Equipment, except
Computers:

Inciudes only typewriters, cal-
culators, adding & accounting
machines, copiers, & duplicat-
ing esguipment

Automobiles

Light General Purpose Trucks:
Includes trucks for use over
the road {actual unloaded
weight less than 13,000 pounds)

ACTIVITIES, EXCEPT AS NOTED:

DEPRECIABLE ASSETS ISTD IN THE FOLLOWING ACTIVITIES:

49.3

Water Utilities:

Includes assats used in the gather-
ing, treatment, i commercial dis-
tribution of wazar

40

10

[54]
(]

12

6Q

i{h
»
I3

—
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Accalera
Account (

INDEZ

ted methods
s}

Accounting practices

Accruaal
Action o
addition

egquation
f the elements
s

Administrative and general expetditures

Age

Annual accrual (depreciaticp-accrual)

Anngal 4

epreciation accrual, determination of

Annual depreciation rate determination

Anticipa
Approxinm

ted changeover
ation

Asbestos-Cement pipe

isset de
Average
Average
Average
Average
Average
Average
Average

Average
Average
Average

Base for

dook ccst of gross depreciable plaant

Book der

preciation range (ADR)

age

gross salvage

life

net salvaqge

realized life

remaining life of survivors
service life (lives)

service life estinmates
service 1life weighting
service lives, typical
B

depreciation charges

raciation reserve

Book reserve

fuilding

Bulletin ¥

Cast iro

=

-

c
Capitalized interest during ccnstruction
n pipe
es of vater utility plant

Categori
Characte
Class 11
Class 1li
Classes
Clearing

Collecting and iapcunding reservcirs

Comaunic

T

Le asset derresciation rangs
fa (CL) systea

of utility rsroperty
accounts

aticn eguipuzent

(CLADR)

Page

19

4,15
iv,12
30,31

4

| 8,28

3
6,13,18,31
24,25,26
24,29,30
25’30

4

31

5

20,39
6,18,33

| 4

8,|0

14,23

18,38

30
iii,iv,2,4,
5,7,8,9,10,
11:15:16,18,
23,24,25,26,
28,31,33

1

i6
1ii 11

— 0 e L L g
(e -~ O

[ = PO W ) R WY

20,21 ,22,23
20,21 ,22,23

el * LV I N



Composite

Construction costs

Continuing property account {records)
Cost

Cast of labor

Cost of organizing
Cost of removal
Cost of service

Damages

Dam {s)

Decay

Definitioans

Depreciatble plant (zrapenty)

Depreciation

Depreciation accounting
Depreciation accraal

Depreciation accrual, determinaticn of anoual

Depreciation accrual and rate deterszinaticn
straight-1line remaining life metkicd

Depreciation accrual, recording of
Depreciation base

Depreciation deteraination, annual

Depreciation, Federal income tax
Depreciation cractices for small gas and
electric utilities

Depreciation practices for sgzall telephone
ptilities

Depreciation rate(s)

Depreciation rate calculations

‘Depreciation rate equation
Depreciation rate, straight-line
remaining life

Depreciation rates for szall water-
gtilities, typical
Depreciation reserve

7ngineering

Zngineering, Ccaasittee on
Zngineering estimates
Znyirneering djudgzent (s)
Zguipment

Zstinate of future conditions
Estizated net salvacge

41

5,15:16,28,
25,28,32

3

23
2,3,13,17,
21,22,24%,30
3

3

12,21

2

3,12
9,34,35,36
4

|
3'6'7'I912I f
24,26,29,30
1,2,3,9,19
22,23,24,29
29,32
1.17,24,26,
29,30,31,32
24

i3

12

3

25

{9

iv

iii
1,2,5,13,21
24,2%,26,27,
30,32

23,25

30

33

bl
12,17,29,
30,31
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Exhaustion
gipected life o0f the survivors

¥

Pederal income tax depreciation
Pire mains

Porced telocations

Porecast of life span nethed
Forevword

Pranchises

Frequency curve

Punction

Putare effect

Future net salvage

Galleries and tunoels

General expenditures

General plant .
Gross additions

sross depreciable plant

Gross plant

Gross salvage

Guideline life

Ha

Bydrants

I
Inadequacy
Indivicdual item of gplant
Injuries and daaznages
Insurance
Intangible glant
Interest
Interest l:7ing construction
Interiz :43itizns
Tnternal “a2v2aue Code | 354
Tova cgrv=s

J
Judgment aethed

S

L

Laboratery egquipaen:
Labor, cost »f
Lakxe, civer z2ad 2%osr intakes

o wn TS A

19

4,14

12
9,33,34
iii

3

6,8

4

4
|4,3],33

i

3

11

37
24,25,26,30
15,16,31,32,
33

12,13,14,
21,27

19

B.11,33

we— Pl F F

0 W3

31

—— ) —



Land

Liberalized depreciatian

Life estinates

Life sgan or forecast pethod
depreciaticn study

rtife weight

q

Yains, transmission and distribution
Yaintenanca standards

Janual of definitiocans

taterials

Yeters

Meter installaticns

Maortality characteristics

Jortality AdAata

dortality dispersion

Yet salvage

Net salvage estinate

Yet salvage, cumping equigment,
average and futurse

Yet salvage value, detsrainatichn cf

Ret salvage value pumping equigment,

veighted
Rondepreciable

Obdectives cof depreciatioen
Obsclescence

0ffice supplies and expenses
0fZice Iuraitur= and equipment
Operating extenses

Qriginal cost

Other expenses

Other pumziag plant

Past experience

Past retirenents
Percentage of plant i service
Physical appearancs
?lacement of plant

2lant

Dlant accounts

?lant ifavestaent

Sover operzted agquicaent
Protable lifa

2ublic rzquirenents

L=
Pablic ==

rjl
~1
’J
(3]
m

43

—— g
[=JyVe

Landl ¥V |
s 0 =

4

iv

iv

3
4,14,33
11

4
10
18
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21,28,30,
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o
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public utility depreciaticn practices
Pumping equipment

Pumping plant

Purpose

Realized gross salvage
Realized life and remaining life c¢f plant
Reasonatbleness of final report
{annual accrual)
Reciprocal average
Reciprocal weighting
Recording the depreciation accrual
Remaining life

Repair allovance

reserve for depreciation

Reservoirs

Reservoirs apd tanks

Resolution Re adoption of Depreciation
practices for Small Water Utilities
Retired plant

Retirement(s)

Retirement curve
Retirenment ratios
Bevenne Procedure 62-2]
Revenue Procedure 77-{4

S

Salaries, gjenerazl officers and clerical
Salvage rates typical fcr small
dater utilitiasg

Scovpe

Score of 1anugal

Secticn 37

Service 1iZz {lives)

Service ..I= 2stimates, average

Service LlZ2 cumping equirzent, -
weighted 3a7=rfage

Services

Shott lived (anits) (zlant)
Small wvater uatilities

Source of supply plant

Span of vears

Specific plans cf zanagement
Staff Coanittee on Zngineering
Steel pipe

Stores =guigrent

Straizht-line average service life 2ethod
Straight~line 13ethods
Straight-line reaaining life
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28

5
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structures and isprcvements
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Subcomnmittee, Depreciation
Supervision

Supply zains
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Survivor curcve

Survivor curve and related curves
Sarviver curve method
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Table 44

Average Service Lifetimes, Major Systems Components
Wastewater Systems

Average Service
Description Lifetimes

Septic Tanlk-Soil Absorption

Septic Tank 20-30 years
Soil Absorption System 10-30 years
Home Aerobic Tanks
Tank 20-30 years
Mechanical Components 3-10 years
Collection Systems
Gravity Sewers, clay, cement 25-30 years
Gravity Sewers, cast iron 30-75 years
Gravity Sewers, plastic , 30-75 years
Manholes, structures 20-50 years
Lift Station, structures 20-50 years
Lift Station, pumps, etc. 7 years
Pressure sewers, plastic, small dia. 5-10 years
Small (household) sewage pumps 5-10 years

Pressure Mains-same as gravity sewers
Treatment Svstems

Primary Comminutors 5 years
Screens 10 years
Clarifier Tanks, concrete 20 years
Clarifier Tanks, metal 20 years
Grit and Sludge Handling Equipment 5-10 years
Secondary Lagoons 5-25 years
Extended Aeration tankage, concrete 20-50 years
Extended Aeration tankage, metal 20-30 years
Aerator Compressors 5-10 years
Air diffusers 3 years
Sludge pumps 5-10 years
Clarifier Tankage, Concrete 20-50 years
Clarifier Tankage, Metal 20-30 years
Chlorinators 10 vears
Sludge Digesters-same as aeration tankage
Advanced Wastewater Treatment  Sand Filters 5-10 years
Sludge Disposal Equipment Drying beds 5-15 years
Incinerators
Dewatering devices
Effluent Disposal Irrigation Pumps 5-10 years
Sprinkler Heads 2-3 years
General Use Equipment
Laboratory instrumentation 3-10 years
Service Vehicles 3-5 years
Pumper/Tank tucks 5-10 years
Automatic Controls 5-20 years

Seurce: O &M Guide for the Support of Rural Water-Wastewater Svstems by Commission on Rural Water,
Chicago, Illinois, 1974, p 246-247
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[+
Supreme Court of Kentucky.

PUBLIC SERVICE COMMISSION OF
KENTUCKY, Appellant,
V.

DEWITT WATER DISTRICT, Appellee.
EAST CLARK WATER DISTRICT and Warren
County Water District, Appellant,

v,

PUBLIC SERVICE COMMISSION and David L.
Armstrong, Attorney General, Division of
Consumer Protection, Appellee.

Nos. 86-SC-342-DG, 86-5C-362-DG

Nov. 26, 1986.

In one case, the Franklin Circuit Court held that
depreciation expense on coniributed property
should be allowed to water district the same as for
other property. In other cases, the Franklin Circuit
Court determined that the Public Service
Commission properly disallowed rate recovery for
depreciation expense on contributed property to
water districts, After conflicting action by the
Court of Appeals, the Supreme Court,
Wintersheimer, J, held thatt (1) Commission’s
denial of rate recovery for depreciation expense on
coniributed property with respect to water districts
that were ponprofit utilities that were political
subdivisions of county government with no private
capital and no corporate investors was unlawful act
in contravention of statutory and regulatory
requirements; (2) disallowance of depreciation with
respect to the water districts was unreasonable and
amounted to confiscatory governmental policy; and
(3) depreciation expense on publicly owned water
district plant that had been purchased by federal
grants and contributions and/or tap-on fees should
be allowed in revenue requirement of public water
districts.

One Court of Appeals decision affirmed; the other
decision reversed.

Vance, J., concurred in result only.

West Headnotes

[1] Public Utilities €194

L aE,b e UL O

Page 1

317Ak194 Most Cited Cases

It i responsibility of reviewing court to protect
parties subject to regulatory authority of Public
Service Commission from arbitrary and capricious
action.

{2] Waters and Water Courses €=203(6)
405k203(6) Most Cited Cases

Public Service Commission's denial of rate recovery
for depreciation expense on contributed property fo
water districts which were nonprofit utilities that
were political gubdivisions of counfy government
with no private capital and no corporate investors
was unfawful act in contravention of statutory and
regulatory requirements; statute requires regulated
ptilities to keep accounts in uniform system in
accordance with specific siandards, statute requires
Commission to consider costs of reproduction,
among other factors, in valuing plant property for
rate-meking purposes, and statute requires that
water districts be permitted to charge rates which
will provide for adequate depreciation reserves.
KRS 74.480, 278.220, 278 290.

[3] Waters and Water Courses €=203(6)
405k2(13{6) Most Cited Cases

Fact that Kentucky was original value state did not
preclude water districts which were nonprofit
utilities that were political subdivisions of county
government with no private capital and no corporate
investors from taking depreciation expense on
contributed property, where original cost was only
one factor to be considered in valuing utility's
property, under statutes, with Public Service
Commission being required to consider various
factors, including cost of reproduction as going
concern. KRS 278 290,

[4] Waters and Water Courses €=203(6)
405k203(6) Most Cited Cases

Public Service Commission's denial of rate recovery
for depreciation expense on contributed property
with respect to water districts which were nonprofit
utilities that were political subdivisions of county
government with no private capital and no corporate
investors was unreasonable and amounted to
confiscatory governmental policy; disallowance of
depreciation expense as rate recovery permitted
substantial portion of property of district to be

Copr. © West 2002 No Claim to Orig. U.8. Govt. Works

http://print. westlaw.com/delivery html?dest=atp&dataid=B005580000004395000326973...

10/08/2002
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consumed by current customers without requiring
customers to pay for a replacement, and total plants,
not just portion financed by noncontributed funds,
were wearing out

[5] Waters and Water Courses €=203(6)
405%k203(6) Most Cited Cases

When considering issue of confiscation and
determining whether Public Service Commission's
denial of rate recovery for depreciation expense on
contributed property was confiscatory with respect
to water districts which were nonprofit utilities that
were political subdivisions of county government
with no private capital and no corporate investors,
future as well as present must be considered, with
determination being made as to whether rates
complained of were vielding and would yield sum
sufficient to meet operating expenses.

[6] Waters and Water Courses €2203(6)
405k203(6) Most Cited Cases

Public Service Commission's disallowance of
depreciation expense by denying rate recovery for
depreciation expense on contributed property to
water districts which were nonprofit utilities that
were political subdivisions of county govermment
with no private capital and no corporate investors
was not sound utility management practice; if
districts did not have sufficient revemues to cover
replacement costs, due to refusal to recognize total
depreciation expense, districts would be forced to
short-term credit market for funding, which would
raise overall cost to district, and higher rates were
concededly inevitable in event districts were forced
into short-term credit market,

[7] Waters and Water Courses €=203(6)
405k203(6) Most Cited Cases

Pwpose of depreciation expense as applied fo
nonprofit water districts does not relate to
recoupment of investment, but rather, relates to
renewal and replacement. KRS 74.480, 278.220,
278 .290.

[8] Waters and Water Courses €=203(6)
405%203(6) Most Cited Cases

Proper rate-making treatment for depreciation
expense of contributed property with respect fo
water districts which were nonprofit utilities that

L R R

Page 2

were political subdivisions of county government
with no private capital and no corporate investors
was to allow depreciation on contributed plant as
operating expense, with fact that utility did not
make investment in plant being of no consequence
in context of publicly owned facilities,

[9] Waters and Water Courses €=203(6)
405k203(6) Most Cited Cases

Depreciation expense on publicly owned water
district plant that has been purchased by federal
grants and contributions and/or customer tap-on
fees should be allowed in revenue requirement;
publicly owned water district had no private
investor capital and its rates did not generate return
on rate base, and public water districts relied on
internally generated cash flow.

*726 Johm N. Hughes, Thomas A Marshall,
Frankfort, for Public Service commission.

James M. Honaker, Frankfort, for Dewitt Water
District.

Charles E. English, Murry A. Raines, English
Lucas Priest & Owsley, Bowling Green, James W.
Clay, Winchester, for Fast Clark Water District and
Warren County Water District.

David L. Armstrong, Atty. Gen., Frankfort, Pamela
Johnson, James D. Brannen, Paul E. Reilander Jr.,
Frankfort, for Attorney General, Division of
Consumer Protection

WINTERSHEIMER, Justice.

These two cases represent a conflict between
panels of the Court of Appeals as well as a conflict
in the same division of the Franklin Circuit Court
Both Court of Appeals opinions were rendered the
same day and recognize that their conilict should be
resolved by this Court.

The question is whether the Public Service
Commission may disallow a depreciation expense
on coniributed property when determining the rates
of publicly-owned water districts.

The resolution of this question is important and it
appears that both sides have *727 some merit to
their respective positions. If depreciation is
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considered 1o be the allocation of an investment
over & period of time, it could be said that
depreciation expenses on contributed property
should not be allowed because to allow such an
expense would require the customers to, in part, pay
again for faciliies for which they bad already paid
in full On the other hand, failure to allow
depreciation  for  rate-making purposes  on
confributed property would necessarily cause this
property to be utilized only by the present
generation and become unavailable as an ongoing
asset.

Contributed property is property obtained by the
water district either through government grants or
directly from customer contributions
Consequently, the water district has title to but no
specific investment in the property. No imputed
interest expense is claimed. However, for
rate-making purposes, the water districts desire to
list as an expense depreciation on the contributed
properties. The Commission considers
depreciation for accounting purposes but not for
rate-making.

In the Dewitt case, the circuit couwrt held that
depreciation expense on contributed property
should be allowed the same as for other property.
The court noted that recipients of this contributed
property would be limited io the present generation
if depreciation expense were not allowed. In the
East Clark Water case the circuit court held that the
appropriate role of depreciation is to recapture
invested capital. Here, the water districis have no
investments in these facilities because they are
contributed property. Consequently, the circuit
court determined that the Commission properly
disallowed rate recovery for depreciation expense
on contribuied property.

There are approximately 115 water districts in the
Commonwealth of Keniucky which are nonprofit
political subdivisions of county govemment They
have no investor or private capital Their rates, as
regulated by the Public Service Commission do not
penerate a return on rate base. The water districts
are permitted to earn net revenues based either on a
debt services cost formula or on a percentage of
operating expenses known as an operaling ratio.
Lower operating expenses mean lower rate recovery.

The Dewitt Water District has 83 customers and is
a publicly owned utility which has furnished water

1 AEie T UL O
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service in a rural section of Knox County since
1971,

The Warren County Water District has been in
existence for 16 years. It has two divisions, a water
division and a sewer division. It owns a water
treatment plant but also purchases treated water
from the city of Bowling Green.

The East Clark Water District provides water
services to residential customers living in rural
Clartk County. It began its operation in Mach,
1979, and has approximately 300 customers.

The districts argue that the Commission's
rate-making  determination in regard fo &
disallowance for depreciation is an unlawful and
unreasonable exercise of its regulatory authority and
that the regulatory agency has acted in an arbitrary
and capricious manner. They also maintain that the
customers and the company are virtwally one and
the same and that they desire to pay rates which are
sufficient to provide for the orderly replacement of
existing water plant facilities. They contend that
there is no question relating to private capital and
1o outside investors involved in this situation.

The Public Service Commission argues that the
depreciation expense should not be allowed and that
the order of the Commission be upheld as being in
conformity with the law, both statutory and case
law. They maintain that the water districts failed to
accept the distinction between accounting and rate
making and that the criteria for appellate review has
been properly met in the East Clark and Warren
County cases.

The Attormney General's Consumer Protection
Division argnes that the Copimission properly
disallowed depreciation because ponprofit water
districts that attempt to charge customers for
facilities purchased with grant money and customer
#1728 contributions are violating the spirit of the
grants and frustrating the governmental inient. In
addition the Attorney General contends that the
districts are attempting to assess a double charpe on
tap-on fees and other customer contributions and
the result is a confiscation of rate-payer funds in
violation of the law.

This Coust affirms the decision of the Court of
Appeals in the Dewitt water case and reverses the
decision in the Fast Clark and Warren County
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cases. Depreciation expense on coniributed plant
property may be considered as an operating expense
for rate-rnaking purposes in matters involving
publicly held water districts as distinguished from
investor-owned companies.

The Public Service Commission's disallowance of
rate of recovery for depreciation expense on
contributed property was arbitrary, capricious and
confiscatory.

The standard of review of commission action is
found in KRS 278.410 which provides for judicial
review on a showing by clear and convincing
evidence that the Commission's order is unlawful or
unreasopable.  The  decision  to  disregard
depreciation expenses on contributed property
effectively reduced recoverable revenues for each
of the districts involved.

{17 It is the responsibility of the reviewing court to
protect the parties subject to the regulatory
authority of the Commission from arbitrary and
capricious action. Kentucky Power Company wv.
Energy Regulatory Commission of Kentucky, Ky.,
623 S.W.2d 904 (1981} bholds that judicial
intervention is permissible only when the reviewing
court determines that the Commission has not dealt
fairly with the utility. The failure of the
Commission to allow a rate recovery for
depreciation expense on contributed property could
have a substantial impact on the financial stability
of the publicly-owned systems and their ability to
continue to provide needed water utility services to
the rural areas of this state.

The disallowance of depreciation expense on
contributed property by the Commission is opposed
to its statutory mandate, constitutional prohibitions
against confiscation and sound utility management
practices.

[2] The Commission's denial of rate-recovery for
depreciation expense on contributed property is an
unlawful act in contravention of statutory and
regulatory requirements. KRS 278220 and the
Uniform System of Accounts require the water
district to account for depreciation on all classes of
depreciable property as an operating expense.

Water districts subject to the regulatory jurisdiction
of the commission are required to maintain a
uniform system of accounts, KRS 278.220. The

1“5\.& PEa s A el
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applicable system promulated by the Public Service
Commission for water and sewer districts is
codified in a regulation manual entitled, "Uniform
System of Accounts for Class C and I Sewer
Utilities," which became effective October 1, 1979,
This manual specifically requires that depreciation
of contributed property be accounted for in
language identical to the National Association of
Railway and Utility Commissioners (NARUC)
regulation perfaining to donated property which is
it accord with generally accepted accounting
principles set forth by the American Institute of
Public Accountants.

The uniform systern required by the Commission
provides that depreciation expense be treated as a
utility-operating expense account. Section 403 of
the uniform system, entitled Depreciation Expense,
provides that the account shall include the amount
of depreciation expense for all classes of
depreciable utility plant in service. The clear
language of the Commission's own regulations
draws no distinction between depreciation of
contributed and noncontributed plant property.
The source of the funds does not affect the
properties' status as depreciable or nondepreciable.
Consequently, the stated rate-making treatment of-
depreciation expense on property financed by
federal grants and customer contributions is to view
the expense the same as for that of noncontributed

property.

KRS 278.290 requires the Commission to consider
cost of reproduction, among other *729 factors, in
its valnation of plant property for rate-making
purposes. The Commission must follow the
valuation standards set ont in KRS 278290 so that
there will be a check on its assessment of assets and
liabilities of utilities subject to its regulation.

KRS 278.290(1) provides the method for valuation
of a utility's property for rate-making purposes.
The plant to be valued is the plant used to give the
service.

There are essentially three methods for evaluating a
utility's property. The original cost method uses
the cost of utility plant to the person first devoting it
to public use. The fair value method examines the
fair value of the utility's property in service at the
time of the rate inquiry. The reproduction cost
method applies the reproduction cost to the utility's
existing plant.
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{3] The Commission argues that water districts are
unot entitled to take depreciation expense on
contnibuted property because Kentucky 15 an
original value state. Tt cites Princess Anne Ultilities
Corporation v. Commonweaith, 211 Va. 620, 179
SE2d 714 (1971) as authority that an original
value jurigdiction should not allow depreciation on
coniributed property KRS 278.290 provides that
Kentucky is not exclusively am original cost
jurisdiction. Original cost is only one factor to be
considered in valuing the utility's property. The
Commission must consider  variows  factors
including cost of reproduction as a going concemn.

We have previously held that contributed property
must be included in valuing the utility plant for
purposes of assessing a rate base. Rate base is the
value of the facility of a utility employed in
providing its services. City qf Covington v. Public
Service Commission, Ky., 313 SW.2d 391 (1958)
held that the Commission's order excluding a
federal grant from the city's water plant's rate base
was unlawful We are pot convinced by the
Commiggion's attempts to distinguish City of
Covington, supra, on the basis that its holding is
limited to "rate base" cases. The concern in City of
Covington is the proper valuation for public utilities
in assessing the revenve requirements needed by the
utility. The Comsmission cannot disregard
contributed plant property purchased through
federal grants in making its determination. If the
Commission must consider all plant psoperty for
rate-making purposes, it follows that it must
consider all operating expenses Incumed in
conjunction with the use of the property.
Therefore, depreciation expense imust be treated
uniformly for all plant property thus acquired.

Depreciation is a concern to most enterprises, but it
is of partcular importance to water and sewer
utilities because of the relatively large investment in
utility planis required to produce each dollar of
anpual  revenue. Water districts are capital
intensive, asset-wasting enterprises. The structure of
a water plant, comprised of innumerable
components, demands allocation of proper
depreciation fo ensure financial stability. Adeguate
depreciation allowance is critical in order to allot to
the district sufficient revenue to provide for a
replacement fund for all its plant property,
contributed or noncontributed.

KRS 74480 requires the Commission to establish

J.u.su UL O

Page 5

such rates and charges for water as will be sufficient
at all Hmes to provide an adequate find for
renewals, replacement and reserves.

This statute indicates the lepislative intent that
water operations must have sufficient revenues fo
provide for depreciation. The Commission's
reduction of the depreciation expense is in
contravention of this legislative directive. Therefore
it is an unlawful act.

[4] The Commission cites no authority for
disallowing depreciation of the property of the
water district. Reference to a "well-established
policy of disallowing depreciation in connection
with facilittes funded with contributions in aid of
construction” is not sufficient KRS 278.220
provides that regulated wutilities shall keep their
accounts in a uniform system in accordance with the
standards of NARUC. The puidelines of *730 the
Commission define depreciation as “logs in service
value not restored by current maintenance" and
require that depreciation be treated as an operating
expense. KRS 74480 requires that districts be
permitted to charge rates which will provide for
adequate  depreciation  reserves.  Conseguently
depreciation should be allowed as an expense. The
Comumission's disallowance of depreciation in this
gituation is unreasopable and amounts to a
confiscatory governmental policy.

A determunation by the Commission will not
withstand  judicial review if it is unreasonable
pursuant to KRS 278410, Unreasonable has been
construed in a rate-making sense to be the
equivalent of confiscatory. This Court has equated
an upjust and unreasonable rate to confiscation of
utility property. We have declared that rates
established by a regulatory agency must enable the
utility to operate soccessfully and maintain its
financial integrity in order to meet the just and
reasonable nonconfiscatory tests. See
Commonwealth ex rel Stephens v. South Central
Bell Telephone Company, Ky, 545 SW2d 927
(1976}).

The rates established by the Commission will not
generate sufficient revenues to enable the districts
to provide for an adequate depreciation account and
replacement fimd. Disallowance of depreciation
expense as a rate recovery permits a substantial
portion of the property of the district to be
consumed by present customers without requiring
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the customers to pay for replacement
Approximately 50 percent of Warren County's total
utility plant is attributable to federal grants.
Sixty-four percent of the East Clark District's plant
is attributable to federal grants and customer
contributions.

Both state and federal constitutions protect against
confiscation of property without regard to the

source of acquisition funds. See Board of

Commissioners v. New York Telephone Company,
271 U.8. 23, 31, 46 S.Ct. 363, 70 L.Ed. 808 (1926).

[5] When considering the concept of confiscation,
the fitture as well as the present must be considered.
it must be determined whether the rates
complained of are yielding and will yield a sum
sufficient to meet operating expenses. See
McCardle v. Indianapolis Water Company, 272
US. 400, 47 S.Ct. 144, 71 LEd 316 (1920).
Depreciation i uniformly recognized as an
operating expense and it is important that the
amounts set aside to cover depreciation of public
utility property be large enough to replace the
property when it is worn out. 64 Am Jur.2d Public
Utiliries § 182(1972).

The districts' total plants are wearing out, not just
that portion financed by noncontributed funds. The
Commission's disallowance of rate recovery of
depreciation  expense is unreasonable and
constitutes a taking of the property of the districts
without just compensation.

6] The Commission's disallowance of depreciation
expense is not sound utility management practice.
The Commission has ignored one of its most
important roles which is to provide the lowest
possible cost to the rate payer. In refusing to
recognize the total depreciation expense, it does not
consider the obvious. If the districts do not have
sufficient revenues to cover replacement costs, they
will be forced to the short-term credit market for
funding which will raise the overall cost to the
district. The Commission conceded that higher
rates were inevitable in the event the districts were
forced into the short-term credit market. In the
Dewitt case, the Commission expressed its concern
over rate case expense. Invocation of the bonding
authority provided by KRS 74300 would
undoubtedly escalate the expenses of all the districts
involved far beyond the present cost.

& RAE 1 WL
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Other jurisdictions have recognized the necessity of
setting rates sufficient to provide for replacement
costs. Westwood Lake v Dade County, Fla., 264
So.2d 7 (1972) held that to arbitrarily disregard that
part of a utdlity's equipment because it was
contributed ignores reality and would result in rate
increases later when it was necessary to replace the
equipment *731Du  Page Utility Company v
Hlinois Commerce Commission, 47 111.2d 550, 267
N.E2d 662 (1971) stated in part that depreciation
should be allowed because a utility will need to
replace from time to time properties which become
obsolete in order to susiain customer services.

Therefore in order to properly assess the revenue
requirements of water districts, # is critical that the
commission consider all of the disfrict's operating
expenses. Fallure to do so will result in an
inaccurate compuiation of the operating ratio on
which the allowable rates hinge and jeopardize the
financial integrity and stability of the districts.

It is important to remember that this case involves
water districts which are nopprofit utilities
organized under Chapter 74 of the Kentucky
Revised Statutes. The owners and consuming
ratepayers are essentially the same individuals
because the districts are political subdivisions of
county government. They have no private capital
and no corporate investors who must be satisfied as
to traditional profits. Their rates do not generate a
return on rate base. The water districts are
permitted to eamn net revenues based on a debt
service formula or on an operating ratio computed
in accordance with a percentage of operating
expenses. Lowering operating expenses means
lowering rate recovery.

[7] Water lines are indivisible and not identifiable
as to the source of finds used to purchase them.
The elements causing depreciation indiscriminately
take their toll over time on the service life of all
plant facilities. The districts are responsible for
making replacements and are obliged by statute to
make provisions for future replacements. The
purpose of depreciation expense as applied to
nonprofit water districts does not relate to a
recoupmment of  investmeni. The ovemiding
statutory concept is remewal and replacement. The
Commission's argument relative to recoupment of
investment is without merit and unconvincing.

[8] The Commission is required by statute to treat
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depreciation as an operating expense (o provide an |
A A

adequate fund for (renewals, replacement and

Teserves:> The proper Tatesmaking  Teatment for

“depreciation expense of contributed property is to
allow depreciation on contributed plant as an
operating expense lThe fact that the utility did not
make an ionvestment in the plant is of no
consequence in the context of publicly-owned
facilities. The water district must eventually replace
this plant which customers are using and the
ratepayers are thersfore obligated to provide finds
for this replacement The proper rate-making
treatment of depreciation expense on property
financed by federal grants and customer
contributions is to freat the expense the same as that
for noncontributed property. See City of Covington.

The Commission misinterprets and misapplies
Public  Service Commission v. Continental
Telephone Co., Ky., 692 5.W.2d 794 (1985), which
related to job development tax credit, intrastate toll
tevenues and return on rate base. There was no
issue of depreciation expense involved in that case
which can be applied here.

Chapter 74, by definition, does not apply to
privately owned utilities which bave invesiors to
provide needed funds on their behalf in expectation
of legitimate monetary dividends. The water
districts sole concern is confinuous water service 1o
its members and consumers who are one and the
same.

Board of Public Utilities Commissioners v. New
York Telephone Co., supra, held that constitutional
protections against confiscation does not depend on
the source of money used to purchase the property.
It is enough that it is used to render the service.

The propriety of permitting a  reasonable
depreciation deduction on property of a utility is not
dependent on the source of funds for the original
construction of the plant. See DuPage, supra, and
Langan v, West Keansburg Water (o, 51
N.JSuper. 41, 143 A.2d 185 (1958).

Any water district will be required to replace
property and plant whick have become *#732
obsolete or whose useful lives have expired in order
to sustain continued service fo the customers.
Therefore, the wility should be entitted to a
reasonable depreciation deduction on its entire plant
in-service for the purpose of computing s

L A F AV
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c\"&gﬁ)erating expenses. Deprecialion by definition

includes only that loss which cannot be restored by
current maintenance. See Lindheimer v Hlinois
Bell Telephone Co, 292 U.S. 151, 54 S.Ct. 658, 78
L.Ed. 1182 (1934).

[0] The Commission’s rate-making determinations
in these cases constinte an unlawful and
unreasonable exercise of its regulatory anthority. It
is the holding of this Court that depreciation
expense on a publicly-owned water district plant
that has been purchased by federal granis and
contributions and/or customer tap-on fees should be
allowed in the revenue requirement because they
have no private investor capital and their rates do
not generaie a return on rate base. Public water
districts rely on internally generated cash flow.

The decision of the Court of Appeals in Dewitt
Water District is affirmed. The decision of the
Court of Appeals in East Clark County Water
District and Warren County Water District is
reversed. )

All concur, except VANCE, J, who concurs in
result only.
72685 W.2d 725

END OF DOCUMENT
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