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I. Introduction1

Q. State your name.2

A. Michael J. Majoros, Jr.  3

Q. Who is your employer, and what is your position?4

A. I am Vice President of Snavely King Majoros O’Connor & Lee, Inc. (“Snavely 5

King”), located at 1111 14th Street, N.W., Suite 300, Washington, D.C.  20005.  6

Q. Describe Snavely King.7

A. Snavely King is a progressive economic consulting firm, founded in 1970 to 8

conduct research on a consulting basis into the rates, revenues, costs and 9

economic performance of regulated firms and industries.  We represent the 10

interests of government agencies, businesses and individuals who are 11

consumers of telecom, public utility and transportation services.  In addition to 12

consumer cost and anti-trust issues, we have provided our expertise in support of 13

a clean environment and personal damages resulting from discrimination in 14

agricultural programs.15

We believe in accountability, fair competition and effective regulation.  We 16

seek and use new ideas, findings and opportunities when appropriate, and avoid 17

reliance upon traditional ways and beliefs based on faulty premises.18

The firm has a professional staff of 11 economists, accountants, engineers 19

and cost analysts.  Most of our work involves the development, preparation and 20

presentation of expert witness testimony before Federal and state regulatory 21

agencies.  Over the course of our 37-year history, members of the firm have 22
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participated in more than 1,000 proceedings before almost all of the state 1

commissions and all Federal commissions that regulate utilities or transportation 2

industries.3

Q. Have you prepared a summary of your qualifications and experience?4

A. Yes, I have.  Appendix A is a summary of my qualifications and experience.  5

Appendix B is a tabulation of my appearances as an expert witness before state 6

and Federal regulatory agencies.7

Q. At whose request are you appearing in this proceeding?8

A. I am appearing at the request of The Utility Reform Network (“TURN”) and Utility 9

Consumers’ Action Network (“UCAN”).10

Q. Did you or someone under your direct supervision prepare your testimony 11

and exhibits?12

A. I prepared my testimony; my associate and I prepared my exhibits.13

Q. What is the subject of your testimony?14

A. My testimony addresses depreciation. 15

Q. Do you have any specific experience in the field of public utility 16

depreciation?17

A. Yes, I do.  I and other members of my firm specialize in the field of public utility 18

depreciation.  We have appeared as expert witnesses on this subject before the 19

regulatory commissions of almost every state in the country.  I have testified in 20

over 100 proceedings on the subject of public utility depreciation.21
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Q. Have you testified previously before the California Public Utilities 1

Commission (“CPUC”)?2

A. Yes, I submitted testimony to the CPUC in Southern California Edison’s 20063

GRC A.04-12-014 and Pacific Gas and Electric Company’s 2007 GRC No. A.05-4

12-002. 5

II. Purpose of Testimony and Summary of Conclusions6

Q. Please explain the purpose of your testimony.7

A. My testimony responds to the direct testimony submitted by Rodger E. Larsen on 8

behalf of Southern California Gas Company and San Diego Gas & Electric 9

Company (“SoCal Gas”, “SDG&E”, collectively “the Companies”).  My clients 10

asked me to review Mr. Larsen’s testimony and exhibits. I am to express an 11

opinion regarding the reasonableness of Mr. Larsen’s proposals and, if 12

warranted, make alternative recommendations.13

Q. Has Mr. Larsen proposed a change in the depreciation expense component 14

of the Companies’ revenue requirement?15

A. Yes, Mr. Larsen conducted depreciation studies based on December 31, 2005 16

plant balances.  The studies result in a $13.7 million depreciation expense 17

increase for SoCal Gas and a $5.7 million reduction for SDG&E.1  According to 18

Mr. Larsen, the proposed rate changes account for $14.6 million of the $56.7 19

million increase to TY 2008 depreciation expense for SoCal Gas.2  For SDG&E’s 20

                                           
1 Based on 12/31/2005 plant balances.  See REL-WP-105 through REL-WP-108 for SoCal Gas and REL-

WP-2 through REL-WP-9 for SDG&E.
2 SoCal Gas Larsen Direct, p. REL-2.
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2008 TY depreciation expense, the proposed rate changes result in a $6.4 million 1

reduction to the $54.6 million expense increase related to plant growth, resulting 2

in a TY 2008 increase to depreciation expense of $48.2 million.33

Q.      Do you have any general observation about Mr. Larsen's prepared 4

testimony or the supporting workpapers?5

A.       Yes.  The Commission should, as an initial matter, consider whether the Sempra 6

Utilities provided a sufficient showing to justify any change from existing 7

depreciation rates.  As noted earlier, I was TURN's depreciation witness in the 8

most recent SCE and PG&E GRCs.  In both of those cases, the utility's 9

depreciation proposals were supported not only with tables demonstrating the 10

number-crunching that transforms historical recorded accounting data into 11

proposed depreciation parameters, but with narrative descriptions explaining to 12

at least some extent the observations of the equipment recorded in each FERC 13

account and assessing whether, based on those observations, number-crunching 14

results should be modified in some way.  The Sempra testimony and workpapers 15

on depreciation contain no such discussion or even reference to what is going on 16

in the field.17

Q. Have you reached a conclusion regarding Mr. Larsen’s proposed change in 18

depreciation rates and expense?19

A. My conclusion is that the Companies’ current depreciation expense and 20

proposed depreciation expense are both excessive.  SoCal Gas’ depreciation 21

                                           
3 SDG&E Larsen Direct, p. REL-2.
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expense should be reduced by $89.50 million and SDG&E’s depreciation 1

expense should be reduced by $50.99 million based on December 31, 2005 plant 2

balances.  In addition, I am recommending a $6.9 million amortization of a 3

$200.4 million regulatory liability stemming from excessive depreciation for SoCal 4

Gas and a $24.1 million amortization of a similar $723.8 million regulatory liability 5

for SDG&E.4  6

III. Summary of Adjustments and Structure of Testimony7

Q. What adjustments are you proposing to make to the Companies’ 8

calculation of depreciation expense?9

A. I am proposing three distinct but related adjustments. My first and third 10

adjustments are related to one fundamental fact:  that Mr. Larsen’s proposed 11

depreciation expense is based upon an inappropriate implementation of both 12

accrual accounting concepts and Standard Practice U-4, which leads the 13

Companies to over-recover from current ratepayers amounts associated with the 14

future cost of removal of retired plant.  Specifically, Mr. Larsen’s method of 15

estimating the amounts that must be collected in rates now in order to fund the 16

future removal of retired plant dramatically over-collects the effects of inflation.  17

Predictably, this approach leads to excessive depreciation expense and the 18

accumulation of excessive depreciation reserves.  19

My first adjustment more appropriately implements accrual accounting 20

                                           
4 The $723.8 million amount for SDG&E includes cost of removal related to electric transmission plant 

and gas other storage (acct. 361).
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principles by eliminating future inflation from Mr. Larsen’s estimates of the future 1

cost of removing retired plant.  My second adjustment is to calculate the 2

Companies’ depreciation rates and expense using the appropriate service lives.  3

My third adjustment involves the amortization required to return to customers the 4

$924.2 million regulatory liability that the Companies have reported pursuant to 5

Financial Accounting Standard No. 143 (“SFAS 143”) - a regulatory liability 6

resulting from past over-estimates of the future cost of removing retired plant.  7

This adjustment is necessary in conjunction with specific recognition of these 8

amounts as regulatory liabilities.  In reality, it has no incremental revenue 9

requirement impact, as these amounts are currently amortized through the 10

remaining life depreciation technique.  11

Q. How is your testimony structured?12

A. I begin by providing some background regarding the genesis of the Companies’ 13

current depreciation rates.  I then discuss each of my three adjustments in turn.  14

First, I explain why Mr. Larsen’s current method of estimating the future cost of 15

removing retired plant predictably overestimates those costs and how that 16

method should be revised to remove those overestimates.  I next demonstrate 17

why the SoCal Gas’ depreciation rates should be calculated using the currently 18

prescribed lives rather than Mr. Larsen’s proposed lives for several accounts and 19

why one of Mr. Larsen’s proposed lives for SDG&E should be changed, but the 20

others accepted.  I then show that the Companies should be required to amortize 21

and begin to return to ratepayers the $924.2 million regulatory liability they have 22
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reported under SFAS 143.  I conclude by summarizing my adjustments and 1

calculating the revised depreciation expense produced by those adjustments.2

IV. Current Depreciation Rates3

Q. When did the CPUC approve the Companies’ currently authorized 4

depreciation rates?5

A. The CPUC approved the Companies’ current depreciation parameters (average 6

service life, dispersion curve and net salvage rate) in its December 2, 2004 7

Decision No. D.04-12-015 relating to the Companies’ 2004 Cost of Service 8

case.5  9

Q. What was the outcome of that case?10

A. The 2004 Cost of Service cases, A.02-12-027 and A.02-12-028, were settled.  11

The settlement agreement for each company stated that, “The Joint Parties 12

agree with [SoCal Gas’/SDG&E’s] proposed changes in service lives used to 13

calculate depreciation, which was not contested…”6  In both cases the 14

depreciation expense allowed in the Settlement was lower than that requested by 15

the Company due to two factors: an agreed-upon reduction in the amount of 16

requested capital additions and a compromise with ORA regarding net salvage.  17

Net salvage ratios were set in the mid-range between the Companies’ proposed 18

net salvage ratios and ORA’s recommended continuation of the existing net19

                                           
5 SoCal Gas, Larsen Direct, p. REL-2 and SDG&E Larsen Direct, p. REL-2.
6 A.02-12-027 and A.02-12-028, Settlement Agreement Regarding Southern California Gas Company, p. 

13 and Settlement Agreement Regarding San Diego Gas & Electric Company, p. 12.
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salvage ratios, “reflecting the parties’ perceptions of litigation risk on this issue.”71

V. The Companies’ New Depreciation-Related Proposals2

Q. Please describe Mr. Larsen’s new depreciation proposals.3

A. Mr. Larsen conducted statistical life studies to support his life and retirement 4

pattern recommendations for each account.  He used these estimated 5

parameters to calculate average service lives and average remaining lives for 6

December 31, 2005 plant balances.  He also conducted a “traditional” historical 7

net salvage analysis to estimate future net salvage ratios for each account.  8

Q. Do you agree with Mr. Larsen’s new proposals?9

A. No, Mr. Larsen’s new depreciation proposals produce depreciation rates that are 10

excessive, as described more fully below. 11

VI. Adjustment To Properly Implement Accrual Accounting For The Future 12
Costs Of Removal13

14
Q. Please provide some background regarding your first adjustment.15

A. My first adjustment involves cost of removal estimates.  One of the components 16

of a public utility depreciation rate is a current estimate of future cost of removal.  17

This estimate is typically expressed as a ratio (derived from historical data), that 18

is applied to the current plant balance to provide an estimate of the future cost of 19

removal which is, in turn, charged to depreciation expense on a straight-line 20

basis over the remaining life of the plant, just as the depreciation of plant 21

investment is charged to expense.  A cost of removal ratio increases the overall 22

                                           
7 Id., p. 14 (SoCal Gas) and p. 13 (SDG&E).
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depreciable cost base because it allocates a portion of the estimated future 1

removal cost to each year of the asset’s service life.  This process is, by 2

definition, accrual accounting.  3

Q. Do you object to this process?4

A. No, I do not object to this process if properly applied. In past cases I have 5

proposed that the Commission adopt an approach that is closer to expensing 6

current removal costs due to concerns about the accrual approach the utilities 7

have taken.  However, the Commission has made it clear it prefers an accrual 8

accounting approach.  Therefore my testimony focuses on improving that accrual 9

approach, and does not propose any variation on “expensing” removal costs that 10

would limit current rate recovery to the removal costs already incurred.  11

Q. Has Mr. Larsen properly implemented accrual accounting principles in 12

developing his cost of removal estimates?13

A. No. Mr. Larsen uses an approach that increases the current estimate of future 14

cost of removal for a substantial amount of future inflation.  In other words, Mr. 15

Larsen’s approach charges current ratepayers on an undiscounted basis for 16

future inflation – an expense that has not yet been incurred. Sempra ratepayers 17

in 2008 would pay – in 2008 dollars - inflation costs that won’t be incurred until 18

2018, 2028, 2038 or beyond.  Accrual accounting consists of matching costs to 19

the periods incurred; Mr. Larsen’s approach fails the fundamental test.  20

Q. How does Mr. Larsen’s approach result in inflated future cost of removal 21

estimates?22
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A. Mr. Larsen uses the Traditional Inflated Future Cost Approach (“TIFCA”) to 1

estimate future cost of removal.  He bases his approach on the relationship of 2

current cost of removal expenditures in today’s dollars versus the original cost of 3

the plant being retired, calculating a ratio of current cost of removal (in today’s 4

dollars) to original cost of plant (in historical dollars).8  A substantial part of the 5

current cost of removal represents past inflation experienced during the period 6

between when the plant was first put in service and when the removal costs were 7

incurred.  He then applies that ratio to today’s plant balances to project the future 8

cost of removal.  In this way, the calculation extrapolates into the future all of the 9

past inflation (rather than the portion actually experienced during the test year10

2008), and then assigns a portion of that future inflation to current costs.11

Q. Is there any correlation between cost of removal and retirements?12

A. Not much.  There is little, if any, relationship between the cost of removal and 13

retirements amounts in Mr. Larsen’s studies.  That is because it is typically 14

sporadic and entirely subject to the control of the Companies’ accounting 15

departments.16

Q. Why is there little or no relationship between the cost of removal and the 17

retirement amounts in Mr. Larsen studies?18

                                           
8 In fact, for several retirements Mr. Larsen actually discounts the retirement in today’s dollars using the 

Handy-Whitman Index, and then compares the discounted dollars to current removal costs.  See 
response to TURN UCAN DR-04-14.
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A. A majority of the Companies’ retirements result from replacements.9  The1

Companies determine a need to replace assets in conjunction with their 2

obligation to provide service.  When it is determined that assets should be 3

replaced, the Companies estimate the entire replacement cost, and then assign a 4

portion of the replacement to cost of removal.  Each assignment is unique to the 5

replacement addition at hand.  The cost of removal in Mr. Larsen’s studies is a 6

function of and derived directly from plant additions - not retirements.       7

Most of the retirements in the studies are priced and posted as after-the-8

fact accounting entries, bearing little if any relationship at all to the recorded cost 9

of removal, because the amount treated as “cost of removal” is merely an 10

allocation of some portion of the total addition/replacement cost. It is doubtful 11

that the cost of removal in any given year relates in any way to the retirements 12

recorded in that year. 13

Q. Are there any other reasons why the cost of removal bears little 14

relationship to retirements in Mr. Larsen’s studies?15

A. Not only is the data sporadic in many instances, it is subject to the control of the 16

accounting department.  Changes in accounting policies and procedures can 17

affect retirement and cost of removal reporting, even if there are no changes in 18

the way plant is actually retired or removed.  As I explained, significant portions 19

of the recorded cost of removal result from accounting assignments and 20

                                           
9 Although the Companies accounting systems do not allow them to segregate retirements resulting from 

replacements v. abandonments, it is reasonable to assume that their public service obligation drives
replacements which in turn drive additions and retirements.
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allocations.  Such assignments and allocations are at least somewhat arbitrary.  1

Consequently, it is reasonable to assume that two independent estimators 2

reviewing the same project could reach different conclusions concerning the 3

portion of a replacement project to be assigned to cost of removal.   4

Q. Do you consider the amounts in Mr. Larsen’s studies to be inaccurate?5

A. I assume the Companies have accurately recorded the amounts, however, 6

relating the cost of removal to retirements in those studies produces inaccurate 7

results because the two figures bear little relationship to each other and they are 8

stated in mismatched dollars.9

Q. What adjustment is necessary to correct the flaw resulting from the 10

mismatch of current removal dollars to historical retirement dollars?11

A. In order to develop the current dollars needed to cover the future cost of removal, 12

Mr. Larsen should have discounted his projected future costs to their present 13

value to eliminate future inflation.  Alternatively, rather than inflating current costs 14

to projected future costs and then discounting them back to present value, the 15

same end can be reached by removing inflation from the projected future 16

removal costs by using today’s costs in the first instance.17

Q. What do you recommend?18

A. I recommend that all of Mr. Larsen’s inflated future cost of removal estimates be 19

rejected. The proper future cost of removal estimates are measured on a present 20

value inflation-adjusted basis. 21
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Q. Did you ask Mr. Larsen to identify the inflation incorporated into each of his 1

cost of removal estimates?2

A. Yes, in data request TURN UCAN DR-05-13:3

13.  Regarding Mr. Larsen’s proposed net salvage ratios:4
a. Does each ratio consist of an estimate of future 5

gross salvage and an estimate of future cost of 6
removal, which are netted to a future net salvage 7
estimate?  If not, please explain Mr. Larsen’s use 8
of the phrase “net salvage.”9

b. Explain whether Mr. Larsen’s future cost of 10
removal estimates express his view of what it 11
would cost to remove a newly-placed asset today, 12
or what it would cost to remove an asset placed 13
today at the end of its life in the future.14

c. Explain whether Mr. Larsen’s future cost of 15
removal ratios reflect an estimate of inflation 16
expected to be incurred between the date a new 17
asset is placed in service and the future date it is 18
retired and removed from service.  If yes, explain 19
how the future inflation was determined and 20
identify how much future inflation is incorporated 21
into each of Mr. Larsen’s future cost of removal 22
estimates.23

24
Response.25

a. Yes.26
b. It expresses the latter.27
c. See the response to part b; the removal ratios 28

reflect the net of all factors, and reflect the 29
standard procedure prescribed by the CPUC’s 30
standard practice for determining net salvage.1031

32

33

                                           
10 Response to TURN UCAN DR-05-13.
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So the Sempra Utilities concede there is inflation incorporated in their cost of 1

removal estimates, but did not identify how much inflation is reflected in the 2

amounts their TIFCA study would recommend for each account.3

Q. Why does TIFCA result in such inflated factors?4

A. The key is the mismatch between cost of removal in today’s dollars compared to 5

retirements in historical, in effect discounted, dollars for plant installed years, 6

even decades ago.7

Q. Do you have any evidence to support the allegation that the retirements are 8

expressed in discounted dollars?9

A. Yes, the Companies’ response to TURN UCAN DR-03-14 specifically states that 10

if the historical cost is not readily available, the retirements recorded in today’s 11

dollars are discounted back to estimated original cost using the Handy-Whitman 12

Index.1113

Q. Have you calculated future net salvage ratios on a present value basis?14

A. Yes, they are calculated on Exhibit___(MJM-1).  I have used the most recent 5 15

years of each Company’s actual net salvage expenditures to calculate future net 16

salvage ratios.12  I expressed the average of these amounts as percentages of 17

current plant balances and then I multiplied these percentages by my proposed 18

average service lives.  This approach produces future net salvage ratios19

equivalent to Mr. Larsen’s future net salvage ratios, but without the future 20

                                           
11 Response to TURN UCAN DR-03-14.
12  Net salvage data files provided in response to TURN UCAN request for depreciation workpapers. 
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inflation.1

Q. Please provide a summary of this math and logic.2

A. Public utility depreciation calculations are based on averages due to the capital 3

intensive nature of the industries: average service lives and remaining lives for 4

example.  The average of the last five years of net salvage expenditures is an 5

estimate, in today’s dollars, of what the Companies will incur annually for a 6

particular plant account on average.  This estimate, multiplied by the same 7

account’s average service life, is an estimate of the total net salvage 8

expenditures in today’s dollars.  This total net salvage estimate, divided by 9

today’s plant balance, provides a future net salvage ratio. 10

Q. Can you provide an example demonstrating that your approach produces 11

reasonable estimates of the present values of the future cost of removal?12

A. Yes, as shown in Exhibit___(MJM-1), one of SDG&E’s single largest depreciable 13

categories is account 364 – Poles, Towers & Fixtures.  The December 31, 2005 14

plant balance is $333.4 million.  Mr. Larsen estimates a 43-year average service 15

life for the account.  The average annual net salvage, based on the most recent 5 16

years, is $4.1 million or 1.22 percent of the December 31, 2005 plant balance.  17

This yields a 52.46 percent future net salvage ratio based on actual expenditures 18

over the 43-year life.1319

20

21

                                           
13 Exhibit___(MJM-3), p. 5.
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Mr. Larsen’s TIFCA net salvage study for this account is also attached to 1

my testimony as Exhibit___(MJM-2).  It shows that the 115 percent inflated 2

estimate based on the most recent 15 years.  If I discount this 115 percent over 3

the account’s 34.6 year remaining life at the same 6.25 percent rate Mr. Larsen 4

used to implement FIN 47, the fair (present) value is 14.3 percent.14 This is5

substantially less than Mr. Larsen’s 115 percent net salvage proposal.  The 6

difference is caused entirely by Mr. Larsen’s extrapolation of past inflation into 7

the future.  The 14.3 percent discounted present value calculation is also less 8

than my 52.46 percent future net salvage ratio for this account.   9

Exhibit___(MJM-3) shows the discounted fair values of all of Mr. Larsen’s TIFCA 10

proposals using the lives I recommend.  Across both Companies my future net 11

salvage ratios produce an overall $1.31 billion future net salvage estimate versus 12

$971 million based on the discounted fair value numbers.1513

Q. Are your estimates perfect?14

A. No estimate is perfect, but my estimates are superior to Mr. Larsen’s for the very 15

simple reason that my estimates are not intended to include future inflation.  My 16

estimates represent the present value of future net salvage ratios.17

Q. If the CPUC were to wish to remove inflation in a manner other than relying 18

on the approach you recommend, could it do so?19

                                           
14 Response to TURN UCAN 3-49 shows that Mr. Larsen used 6.25% to calculate fair (present) value to 

implement FIN 47 in 2005.  As I will discuss more below, FIN 47 and FAS 143 direct the use of “fair 
value” to estimate removal costs and that the estimate of such “fair value” must be based on the best 
estimate available, including the results of present value or other valuation techniques.  FAS 143, ¶ 7.

15 Exhibit___(MJM-3), pages 7-12.
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A. As I described above, Mr. Larsen’s calculations reflect an inflation rate over the 1

life of the plant currently in service.  The Handy-Whitman Index indicates that the 2

recorded inflation over the past 40-50 years has been in the 5% range on 3

average.16  Adjusting Mr. Larsen’s results to remove that inflation would achieve 4

far more accurate estimates of the appropriate depreciation costs that should 5

reasonably be included in the test year revenue requirement.  6

By the same token, the CPUC could direct the Sempra Utilities to 7

calculate the “fair value” of all of their assets (whether subject to an “asset 8

retirement obligation” under FAS 143 or not) using a 6.25 percent discount value9

to calculate the amount of the future costs of removal that should be included in 10

2008 rates.  Either approach would use Mr. Larsen’s TIFCA calculations as the 11

starting point, but then adjust his results to remove future inflation.12

Q. What about inflation that will occur between now and the next time the 13

Commission reviews the Sempra Utilities’ depreciation rates?14

A. Given the over-collected status of the utilities’ depreciation accrual reserves, the 15

Commission could determine that no such adjustment is necessary and any 16

shortfall in the amounts collected in the next few years is already more than 17

covered by the existing reserves.  However, if the Commission wishes to make 18

an adjustment to reflect current inflation it could do so quite easily.  My 19

understanding is that the utilities file depreciation schedules with the Commission 20

                                           
16 Handy-Whitman Bulletin No. 165, Cost Trends of Electric Gas Utility Construction, Pacific Region 

(1973=100).
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on an annual basis.  The Commission could direct that those schedules reflect an 1

increase consistent with current inflation, and the inflation adjustment would be 2

made annually between rate cases.  The utilities have long demonstrated their 3

ability to make attrition and other annual wide-reaching adjustments.  I am 4

confident that they could make a similar across-the-board adjustment to their 5

depreciation rates in order to reflect annual inflation, should the Commission 6

choose to go that route.  While this might increase the costs to ratepayers each 7

year, the resulting figures would still be substantially lower than the amounts 8

calculated under an unadjusted TIFCA. 9

VII. Accrual Accounting10

Q. What is accrual accounting?11

A. Accrual accounting recognizes or matches revenue to the periods earned and 12

expenses to the periods incurred.13

Q. What is cash basis accounting?14

A. Cash basis accounting recognizes revenues and expenses when received or 15

disbursed rather than when earned or incurred.16

Q. Is Mr. Larsen’s approach consistent with accrual accounting?17

A. At best, one could say that Mr. Larsen’s approach constitutes accrual accounting 18

in part.  Depreciation rates collect two identifiable cost components; the initial 19

plant investment (a recorded amount) and the future net salvage costs (an 20

estimate).  Net salvage costs, being a cost to be incurred years and perhaps 21

decades in the future, present the question of how to treat inflation in a manner 22
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consistent with accrual accounting. 1

Mr. Larsen’s approach collects an equal portion of the initial plant 2

investment in each year of the plant’s expected life and, in this way, is consistent 3

with accrual accounting.  But for costs of removal, his approach is not consistent 4

with accrual accounting.  It does not properly match cost to the periods incurred. 5

It is safe to assume that a dollar today is NOT worth the same as a dollar from 6

thirty years ago and as a dollar thirty years from now.    7

SFAS No. 143 and FIN 47, which constitute generally accepted 8

accounting principles (“GAAP”), are based on accrual accounting.  SFAS No. 143 9

measures future cost of removal at its fair present value.  SFAS No. 143 matches 10

future inflation to the periods incurred through its treatment of “accretion” 11

expense.  Such adjustments are needed to make TIFCA consistent with accrual 12

accounting as regards the inflation element of removal costs.     13

Q. Do you have an example demonstrating that SFAS No. 143 matches future 14

inflation to the periods incurred?15

A. Yes, Exhibit___(MJM-4) is an example I have taken from a July 2005 Edison 16

Electric Institute (“EEI”) document titled FASB Interpretation No. 47 Accounting 17

for Conditional Asset Retirement Obligations – An Industry White Paper.  FASB 18

Interpretation No. 47 (“FIN 47”) is an elaboration and further explanation of what 19

is covered by SFAS No. 143.  The EEI White Paper provides an example of the 20
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so-called “Snapshot Approach” to implementing FIN 47.17  My understanding is 1

that both SoCal Gas and SDG&E used this snapshot approach to calculate the 2

fair values of the legal AROs they recently recorded on their GAAP financial 3

statements.184

Q. Please explain the example in Exhibit___(MJM-4).  5

A. The example is based on a hypothetical Poles account with the following 6

assumptions.7

�x�� Year of study is 2005,8

�x�� Surviving plant is equal to 100,000 poles,9

�x�� Average service life is 50 years,10

�x�� Average age of existing poles is 30 years,11

�x�� Average remaining life is 20 years,12

�x�� Disposal cost is $15 per pole set in 2000 by a local waste management 13

facility,14

�x�� Future removal cost is $1.5 million ($15 times 100,000 poles),15

�x�� Apply an inflation factor [2.5%] if disposal fee can increase due to 16

inflation,17

�x�� Apply a current discount rate (credit adjusted risk free rate) [6.25%] back 18

to the year the obligation began (in this example it is the year 2000) to 19

                                           
17 FASB Interpretation No.47 – Accounting for Conditional Asset Retirement Obligations – An Industry 

White Paper, July 2005, Edison Electric Institute/American Gas Association (“EEI White Paper”), 
page 18.

18 SCG_47.pdf, p. 5, provided in response to TURN UCAN DR-03-45.
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determine the asset retirement cost (“ARC”),1

�x�� Set up schedules to determine ARC depreciation, accumulated reserve, 2

accretion table, and current value of ARO in 2005.3

Q. What does Exhibit___(MJM-4) show?4

A. In Exhibit___(MJM-4), I have set up the ARC depreciation, accumulated reserve, 5

accretion table, and current value of the ARO.  I used a 2.5 percent inflation 6

factor and a 6.25 percent credit adjusted risk free rate, both of which SDG&E 7

used to calculate its ARC for wood poles.  Column (h) is the total annual expense 8

under the FIN 47/SFAS No. 143 accrual accounting approach.  As you can see, it 9

starts relatively low and then increases over time with inflation, when viewed in 10

terms of nominal dollars.  Column (i) is the TIFCA depreciation expense based 11

on the undiscounted inflated future cost of removal.  It starts much higher than 12

the accrual basis expense because TIFCA front-end loads current expenses for 13

future inflation that has not occurred.14

Q. Is this example intended to show rate base effects?15

A. No, the example demonstrates that true accrual accounting matches inflation to 16

the periods incurred.  Rate base is irrelevant to that demonstration.17

Q. Is there any economic rationale that supports matching future inflation to 18

the periods incurred? 19

A. Yes, inflated future removal cost will be paid for with cheaper dollars.  In terms of 20

nominal dollars, the amount paid appears higher, but in real (that is, inflation-21

adjusted) dollars, the same amount is paid now and in the future, all else equal.22



San Diego Gas and Electric Company – 2007 GRC A.06-12-009
Southern California Gas Company – 2007 GRC A.06-12-010

Direct Testimony of Michael J. Majoros, Jr.
July 2007

Page 22 of 53

Q. Is the TIFCA approach required under the USoA?1

A. No, nothing in the USoA requires depreciation rates to be based on inflated 2

future costs, or to collect from today’s ratepayers the costs of inflation that will not 3

be experienced for years or even decades to come.  4

Q. What criticisms do you predict the utilities will raise against your proposal 5

to stop having today’s ratepayers pay the costs of inflation from future 6

years?  7

A. I expect the utilities will try some variation on two arguments TURN has heard in 8

the past – such an approach is not consistent with SP U-4, and ignores the 9

“conservative” nature of TIFCA.  Neither argument has any merit, as I explain in 10

the following sections.11

VIII. Standard Practice U-4 (“SP U-4”)12

Q. What is SP U-4?13

A. SP U-4 is a CPUC Utilities Division manual prepared to assist engineers and 14

others in determining proper annual depreciation expense accruals.  The CPUC 15

originally issued SP U-4 on April 9, 1952 with revisions in 1953, 1954 and on 16

January 3, 1961.19  Exhibit___(MJM-5) is the 1961 version of SP U-4.17

Q. Why do you believe Mr. Larsen has employed a faulty interpretation of SP 18

U-4?19

20

                                           
19 SP U-4 Memorandum January 3, 1961.
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A. Mr. Larsen has proposed depreciation rates based on TIFCA, a process designed 1

to collect inflated future cost of removal from today’s ratepayers.  Mr. Larsen 2

asserts that his proposed depreciation rates are consistent with SP U-4 and 3

seems to suggest that this approach is the only one that would achieve such 4

consistency with SP U-4.  But there have been substantial changes in recent 5

years.  The public accounting profession and the SEC recognize that Mr. 6

Larsen’s approach has resulted in significant depreciation reserve excesses.  7

Generally Accepted Accounting Principles (“GAAP”) and SEC accounting 8

principles have highlighted these excesses and, where the conditions under FAS 9

71 are met, require that the utilities report them as liabilities to ratepayers.  10

Q. Were these GAAP and SEC accounting principles in effect at the time SP U-11

4 was established?12

A. No, these are relatively recent pronouncements.  However, they address issues 13

caused by the creation of reserve excesses, which was a condition that SP U-4 14

addressed and considered problematic at least since the early 1960s. 15

Q. Describe the process that leads to the reserve excesses. 16

A. TIFCA relates cost of removal in current dollars to retirements in historical 17

dollars, thus resulting in an inflated cost of removal ratio that is then used collect 18

excessive depreciation charges from ratepayers.  This process results in 19

accumulated depreciation amounts in excess of the original cost of the assets 20

upon retirement from service.  21
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Q. What are the basic objectives and concepts underlying Standard Practice 1

U-4?  2

A. Chapter 1 describes the basic objective and concepts at the heart of SP U-4. 3

… a basic depreciation objective is that of recovering 4
the original cost of fixed assets (less estimated net 5
salvage) over the useful life of the property by means 6
of an equitable plan of charges to operating expenses 7
or clearing accounts.  8

9
…  Depreciation as a cost concept represents the 10
amounts set aside under a predetermined plan of 11
accounting to recover the cost of property due to its 12
consumption or prospective retirement.  As indicated 13
in the basic objective given above, the cost concept is 14
the one applicable to utility depreciation expenses for 15
rate fixing purposes.  This is the concept of 16
depreciation assumed throughout this practice.2017

18

SP U-4 goes on to cite various definitions from NARUC, the FCC, and the U.S. 19

Supreme Court.  All of these definitions are consistent with the basic objective 20

described in SP U-4.  Worth noting is the reminder from the U.S. Supreme Court,21

“Annual depreciation is the loss which takes place in a year.” 2122

Q. How does SP U-4 attempt to meet the basic objective?23

A. SP U-4 attempts to meet its basic depreciation objective by implementing 24

Remaining Life Depreciation as opposed to Total Life Depreciation.  Total Life 25

Depreciation develops a depreciation rate based on the reciprocal of the total or 26

average service life of an asset or group of assets.  The numerator in the 27

                                           
20 SP U-4, Chapter 1, paragraphs 2 and 3.
21 SP U-4, Chapter 1, paragraph 7, citing Lindheimer v. Illinois Telephone Company, 292 U.S. 151, 167 

(1943).
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equation is adjusted for an average net salvage ratio, which is defined as gross 1

salvage less cost of removal.  2

SP U-4 (in Chapter 2) labels the Total Life Depreciation approach 3

“inadequate” because it is likely to lead to excesses or deficits.  From time-to-4

time depreciation lives are re-estimated.  If the prior estimated life was too short, 5

the utility would have collected a depreciation reserve excess because the prior 6

depreciation rate would have been too high and vice versa.7

SP U-4 discusses and embraces the use of remaining life depreciation, 8

which “is designed to ratably recover the cost of plant, less net salvage and less 9

the depreciation reserve, over the remaining life of the plant.”22  All things equal, 10

the remaining life method is designed to recover the net cost of existing plant 11

minus net salvage over the remaining life of the plant.  Remaining life 12

depreciation is designed to flow accumulated reserve excesses or deficiencies 13

through to current depreciation rates, thus eliminating them over the remaining 14

life of existing plant. 15

SP U-4 embraced the remaining life approach over the total life approach 16

in order to minimize the risk of reserve excesses.  This fact is demonstrated by a 17

chart in Chapter 2, which I have replicated below.23  18

                                           
22 SP U-4, Chapter 2, paragraph 10.
23 SP U-4, Chapter 2, paragraph 13.
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1

2

Q. Why does the hash marked area show “Est. Net Salvage $10,000”?3

A. The example assumes that the plant with an original cost of $100,000 would 4

have a 10 percent positive net resale or reuse value at the end of its life, so the 5

total to be collected over the plant’s life was $90,000.  Failure to reflect that 6

positive net savage value in the annual depreciation would also have resulted in 7

a reserve excess.8

Q. Does SP U-4 contain or provide any examples with a negative net salvage 9

assumption?10
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A. No, SP U-4 presumes positive net salvage throughout all of its examples.  1

Positive net salvage appears to be a driving force of SP U-4’s net salvage 2

considerations.3

Q. Do you have any evidence to corroborate your assertion that positive net 4

salvage is a driving force of SP U-4’s net salvage considerations?5

A. Yes, I do.  First, one must consider the fact that the CPUC originally published 6

SP U-4 in 1952, with the most recent update completed in 1961.  In those days, 7

the general assumption was that any net salvage derived from asset retirement 8

would be positive.  In other words, it was assumed that the resale or reuse value 9

of any retired asset would exceed the cost of removing the asset.  Hence, there 10

was an economic incentive to remove retired assets.  It follows that the driving 11

force of removal at the end of an asset’s useful life was to obtain a positive value. 12

The prevalence of positive net salvage values in depreciation rate 13

calculations meant that net salvage generally served to reduce depreciation 14

rates.  Otherwise, the accumulated depreciation reserves would be excessive at 15

the end of an asset’s life, as demonstrated in the chart from SP U-4 shown 16

above.  17

Q. What evidence corroborates your assertion that SP U-4 is driven by an 18

assumption of positive net salvage?19

A. The very first net salvage assumption in the publication, Chapter 2, is a positive 20

ten percent net salvage estimate.  After that, every other net salvage assumption 21

is positive.  SP U-4 Chapter 4 explains how to calculate remaining life 22
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depreciation accruals.  Every net salvage ratio in Tables 4-A, 4-B, 4-C, and 4-D 1

is positive.  SP U-4 Chapter 7 is devoted to a Determination of Gross Salvage 2

and Cost of Removal.  Table 7-A assumes a future net salvage ratio of positive 3

2.1 percent.  Table 7-B assumes a future net salvage ratio of positive 15.6 4

percent.  The example in paragraph 5 of Chapter 7 assumes a 60.8 percent 5

positive net salvage ratio.  In summary, SP U-4 was created at a time when it 6

was reasonable and rational to assume that retired assets would have a positive 7

net value and the CPUC protected ratepayers by ensuring that the positive value 8

was reflected in current depreciation rates.  9

Q. Does SP U-4 contemplate the possibility of negative net salvage?10

A. Yes, it does.  SP U-4 states, “When cost of removal is high the net salvage may 11

be a red value.”24  However, SP U-4 also states “Where cost of removal is high, it 12

may be economical, if practicable, to merely abandon plant, which consideration 13

should be reflected in the estimates.”2514

Q. How do you interpret those comments?15

A. I interpret those comments to mean that in 1961 the CPUC believed utilities 16

should seek ways to reduce cost of removal or not even incur it if gross salvage 17

is insufficient to make the effort economical.18

Q. When did negative cost of removal become dominant?19

                                           
24 SP U-4, Chapter 7, paragraph 6.  
25 Id., Chapter 4, paragraph 7.
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A. Based on my experience in the field of public utility depreciation, it is my opinion 1

that negative net salvage began to become predominant during the 1970s.  I 2

recall several articles published in 1970s editions of Public Utilities Fortnightly 3

rationalizing this condition.  Utility employees or consultants normally wrote the 4

articles to my recollection.5

Q. Please summarize your analysis of SP U-4.  6

A. The CPUC developed SP U-4 as a protection for both the utilities and their 7

customers.  The remaining life method was adopted to ensure that utilities 8

recovered all of the original cost of their assets, and to protect them from under 9

recoveries resulting from life estimate changes.  The remaining life technique 10

was also adopted to protect customers against reserve excesses resulting from 11

life estimate changes.  SP U-4 also anticipated positive future net salvage, and 12

protected customers by including recognition of that value in current depreciation 13

charges.  14

SP U-4 was written in a period when it was reasonable to assume that 15

future asset retirements would yield positive value.  However, times have 16

changed.  It is clear from Mr. Larsen’s studies that the assets in these 17

Companies’ plant accounts have little if any residual value.  For net salvage 18

forecasting purposes, the overwhelming figures are the recorded cost of removal 19

figures, which are, in turn, under the Companies’ control by virtue of the fact that 20

a majority of these costs are merely allocated portions of new plant additions.  21
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Use of these figures in depreciation rate calculations under TIFCA has 1

turned the SP U-4 protections for customers into a cost nightmare.  The 2

Companies are still protected from under-recovery by virtue of the continued use 3

of the remaining life technique, but customers have paid amounts in rates that 4

have financed a depreciation accrual reserve of approximately $924 million, an 5

amount that the public accounting profession had the foresight to identify and 6

direct rate-regulated utilities to reclassify, at least for GAAP and SEC purposes, 7

as a liability to ratepayers if FAS 71 conditions are met. A very substantial 8

amount of the depreciation reserve represents amounts collected for inflation 9

costs that have not yet been incurred (that is, 2005 rates included inflation costs 10

that will not be incurred until 2015, 2025, and even beyond).  Thus, in my 11

opinion, Mr. Larsen bases his calculations on a faulty interpretation of SP U-4.  I 12

do not believe the 1961 CPUC, or any CPUC since then, ever intended to 13

sanction a depreciation approach that, in effect, requires today’s ratepayers to 14

pay the future’s inflation costs, and yet that is what has happened. 15

Q. Does SP U-4 contain any words suggesting it intended to avoid such 16

treatment of future inflation costs?17

A. Yes, SP U-4 clearly states:18

As pointed out in Chapter 4, cost of removal is 19
essentially a labor cost.  Predicted future cost of 20
removal should be based on a reasonable projection 21
of recent experience reflecting anticipated changes in 22
labor cost for the immediate future.  Possible 23
abandonments of plant, or changes in cost of removal24
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when resale of a plant item is not planned, are further 1
actions to consider.262
   3

Rather than incorporating inflation for the immediate future, Mr. Larsen’s 4

use of TIFCA means he increased the proposed depreciation rates for inflated 5

cost of removal far into the future. There is nothing in SP U-4 that directs such an 6

approach.  The early quote of the U.S. Supreme Court case (defining “annual 7

depreciation” as “the loss which takes place in a year”)27 suggests that including 8

inflation costs of future years in this test year’s depreciation rates runs contrary to 9

a premise of SP U-4. 10

I find this particularly ironic given that when it comes to retirements, Mr. 11

Larsen actually eliminates inflation, but leaves cost of removal at its current level 12

thus creating the mismatch resulting in inflated future cost of removal ratios.  In 13

response to TURN/UCAN DR-03, Q.14, Mr. Larsen states:14

Both SoCalGas and SDG&E retire non-identifiable 15
assets using the Handy-Whitman index of utility 16
construction costs to deflate current installation cost 17
back to the year installed (first-in, first-out cost 18
retirement.)  The resulting deflated cost is retired.19

20
For example, valves installed on transmission mains 21
are frequently capitalized with the pipeline as one 22
asset, so the original valve cost cannot be identified in 23
the cost accounting system.  The current installation 24
cost of the new valve is deflated back to the year the 25
pipeline was installed, using the Handy-Whitman 26
index, to determine the cost to retire.27

28

                                           
26 SP U-4, Chapter 7, paragraph 4.
27 SP U-4, Chapter 1, paragraph 7, quoting Lindheimer (emphasis added).
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Mr. Larsen uses these deflated retirements, rather than the replacement 1

cost in the year of retirement in his TIFCA studies.  However, instead of 2

concomitantly deflating cost of removal, Mr. Larsen relates current cost of 3

removal to his deflated retirement dollars to create a ratio reflecting all of the 4

inflation he eliminated from the retirement, and then projecting that ratio far into 5

the future.  This approach creates a huge reserve excess.  The CPUC did not 6

develop SP U-4 to create such excesses and in fact it was specifically designed 7

to eliminate excesses in general. 8

Q. Mr. Larsen claims that his use of TIFCA is consistent with California 9

Standard Practice U-4.  Do you agree?10

A. I do not agree.  It is indisputable that his use of TIFCA is consistent with how the 11

California utilities have treated future inflation costs under SP U-4.  But it is 12

unimaginable that the CPUC ever intended to adopt a standard that would allow 13

a company to collect substantial future inflation before it occurred, because to do 14

so violates standard accrual accounting principles.  SP U-4 clearly allows for 15

recovery of future removal costs, but it specifically addresses the need to take a 16

much more near-term approach; one that is inconsistent with charging current 17

operations for substantial un-incurred future inflation from the relatively distant 18

future.  19

Q. What do you conclude?20

A. Standard Practice U-4 certainly does not mandate the use of super-inflated cost 21

of removal factors that result from TIFCA.  Instead, it explicitly calls for 22
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adjustments for near-term changes, including inflation, but not to the extent Mr. 1

Larsen has done.2

Q. Have ratepayers experienced any harm as a result of Mr. Larsen’s 3

approach?4

A. Yes, California ratepayers have paid $924 million to the Companies over and 5

above actual cost of removal requirements.  Some portion of that figure is 6

associated with future removal costs reasonably assigned to utility customers in 7

past years.  But a substantial portion of that figure represents customers paying 8

in current dollars for future inflation costs.  Even if the utilities’ past removal cost 9

estimates were accurate in every other way, this future inflation component 10

should never have been collected from customers.  11

IX. TIFCA Is Not Conservative:  PG&E’s Pole Example12

Q. Did you testify in Pacific Gas and Electric Company’s (“PG&E”) last 13

General Rate Case (A.05-12-002).14

A. Yes, I addressed depreciation on behalf of TURN in that proceeding.15

Q. Did you address the problems with TIFCA in that proceeding?16

A. Yes, I recommended discontinuation of TIFCA in lieu of a normalized net salvage 17

method.  The Commission rejected my recommendation, in part based on its 18

determination that “PG&E has provided persuasive evidence that SP U-4 19

understates future removal costs in nominal dollars.  Thus even though there is 20

no explicit discounting of future removal costs under SP U-4 for the purpose of 21
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determining present value, there is an implicit discounting due to the 1

understatement of future removal costs by SP U-4.”28  2

Q. What was PG&E’s evidence to persuade the Commission that SP U-4 3

understates future removal costs in nominal dollars?4

A. The decision states, “… the settling parties have demonstrated with their pole 5

example, supra, that the accrual method set forth in SP U-4 (and as implemented 6

by PG&E) results in a conservative projection that probably understates future 7

removal costs in nominal dollars.”298

Q. Please describe the pole example that convinced the Commission that 9

TIFCA is conservative.10

A. PG&E calculated that it has 2.3 million poles in service with an average 11

replacement cost of $6,000 per pole. PG&E’s example further relied on the 12

utility’s assumption that current removal costs are 10 percent of replacement 13

costs, or $600 per pole.30  The settlement adopted a future removal cost estimate 14

of $1.52 billion for existing poles over the next 30.7 years.31   Dividing the $1.52 15

billion cost by 2.3 million poles yields an average cost per pole of approximately 16

$700.  The example concluded that these assumptions equate “to a conservative 17

18
                                           
28 Decision p.232.
29 Id., p.227 (Emphasis added.)
30 PG&E’s approach acknowledges an important point -- cost of removal is a function of additions – not 

retirements.  However, the depreciation calculations set forth in SP U-4 treat cost of removal as if they 
were a function of retirements.

31 Decision, page 222. Note that the settlement adopted $1.52 billion, but that was not the true TIFCA 
estimate, it was a figure agreed to in the settlement.  PG&E’s TIFCA-derived recommendation was a 
net salvage rate of negative 100 percent, which translates to a total removal cost estimate of $1.927 
billion.
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inflation rate of less than .5 percent (i.e., an increase from $600 to $700 over the 1

30.7-year average remaining life).  Thus, TURN’s concerns regarding enormous 2

over-accruals using SP U-4 are unfounded.”323

Q. Do you agree with those conclusions?4

A. No. In my opinion, PG&E threw sand in the Commission’s eyes.  It is still not 5

clear to me what PG&E was modeling (or what the Commission thought that 6

PG&E was modeling). Exhibit___(MJM-6) models what seemed to be PG&E’s 7

hypothetical – TIFCA provides cost inflation of only 0.5% over the life of the plant.  8

It demonstrates that notwithstanding PG&E’s interpretation of its own words, 9

even with the low assumed inflation rate TIFCA will result in vast over-recoveries.  10

I do not know how anybody could characterize this as a “conservative” result.11

Q. Explain Exhibit___(MJM-6).12

A. I have only made one modification to PG&E’s input assumptions.  I have 13

changed the $1.52 billion settlement estimate to PG&E’s actual TIFCA request.  14

The beginning plant balance per PG&E’s depreciation study was $1.927 billion, 15

which equates to an average invested pole cost of $838 per pole for the 2.3 16

million existing poles.  PG&E’s example assumes it is a going-concern – that is, 17

whenever it removes a pole it is replacing it as well.  The example assumes 18

74,918 pole replacements each year over the 30.7-year period (2.3 million/30.7).  19

It assumes that replacements drive all retirements, and that cost of removal is 10 20

percent of replacement cost.  Finally, it explicitly assumes that replacement costs 21

                                           
32 Id.
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will inflate at a rate of approximately .5 percent.  Using these factors I have 1

modeled the average gross plant balance (page 2, column 6) and annual cost of 2

removal (page 2, column 11).3

Next, I carried these columns to page 1, where I also calculated the 4

annual TIFCA depreciation expense (page 1, column 3) and the cost of removal 5

reserve (page 1, column 5).  As you can see, the cost of removal reserve in 6

PG&E’s example vastly exceeds the annual cost of removal.  In the first year 7

(2005), the cost of removal amounts collected exceed the cost of removal 8

incurred by $24 million, and that over-accrual grows each year thereafter. By the 9

end of 2039, the reserve is $8.7 billion more than PG&E will have spent on cost 10

of removal, even in its own example.  TURN’s concerns regarding enormous 11

over-recoveries are not only well founded; PG&E’s example proves it!12

Q. What if the inflation rate were to exceed PG&E’s .5 percent?13

A. The over-recoveries will increase geometrically.14

Q. Are there any circumstances under which TIFCA would produce a15

conservative result?16

A. Yes, if we were to adopt a dying company scenario instead of a going-concern 17

scenario, TIFCA might result in a conservative result.  That is, if PG&E were 18

removing its poles without replacing them (so that its rate base was declining to 19

zero over the remaining life of the poles), TIFCA might fail to provide sufficient 20

funds over the life of the poles to fully cover the associated costs of removal.  21

However, it is unreasonable to assume PG&E (or SoCal Gas or SDG&E) is a 22
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dying company that does not intend to meet its public service obligations on an 1

ongoing basis for the foreseeable future.  So long as PG&E is in the utility service 2

business and replaces its existing equipment with newer equipment, the 3

Commission should assume that its rate base would continue to expand, all else 4

equal.  And, by extension, it is unreasonable to continue to embrace a calculation 5

that, under the existing circumstances, will continue to permit collection of 6

excessive amounts from today’s ratepayers.7

X. Service Lives8

Q. Have you reviewed Mr. Larsen’s proposed service lives and curves?9

A. Yes, I have.  I reviewed all of Mr. Larsen’s life studies and his responses to my 10

data requests to determine if his proposed lives were reasonable, given the 11

Companies’ experience.  12

Q. Do you agree with his proposed lives?13

A. For SDG&E I have accepted all but one of Mr. Larsen’s proposed lives.   For 14

SoCal Gas I found that the results of Mr. Larsen’s study did not provide sufficient 15

reason to change the existing lives for several accounts.  Because each study is 16

different, I will discuss them separately below.17

Q. How did Mr. Larsen conduct his study of lives for SDG&E?18

A. Mr. Larsen used the retirement rate method to analyze SDG&E’s mass property 19

lives.   20

Q. What is the retirement rate method?21
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A. The retirement rate method is an actuarial technique used to study plant lives, 1

much like the actuarial techniques used in the insurance industry to study human 2

lives.  It requires a record of the dates of placement (birth) and retirement (death) 3

for each asset unit studied.  It is the most sophisticated of the statistical life 4

analysis methods in that it relies on the most refined level of data.  Aged 5

retirements and exposures data from a company’s records are used to construct 6

observed life tables (“OLTs”).  These are then smoothed and extended by fitting, 7

using least-squares analysis, to a family of 31 predefined survivor curves (“Iowa 8

Curves”) using varying life assumptions.  The process continues until a best fit 9

life is found for each curve.  Numerous interactive calculations are required for a 10

retirement rate analysis. 11

Q. What is an Iowa curve?12

A. An Iowa curve is a surrogate or standardized OLT based on a specific dispersion 13

pattern of retirements around an average service life.  The Iowa curves were 14

devised over 60 years ago at what is now Iowa State University.  Retirement 15

dispersion merely recognizes that accounts are comprised of individual assets or 16

units having different lives.  Retirement dispersion is the scattering of retirements 17

by age for the individual assets around the average service life for the entire 18

group assets.  If one thinks in terms of a “bell shaped” curve, dispersion 19

represents the scattering of events around the average.20
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There are left-skewed, symmetrical and right-skewed curves known, 1

respectively, as the “L curves,” “S curves” and “R curves.”33  A number identifies 2

the range of dispersion.  A low number represents a wide pattern and high 3

number a narrow pattern.  The combination of one letter and one number defines 4

a dispersion pattern.  The combination of an average service life with an Iowa 5

curve provides a survivor curve depicting how a group of assets will survive, or 6

conversely be retired, over the average service life.  7

Q. How are Iowa curves used?8

A. Iowa curves are used to smooth and extend OLTs by statistical comparison using 9

the least squared differences approach.10

Q. Based on your review of his life analyses, what is your opinion of Mr. 11

Larsen’s proposed lives for SDG&E?12

A. Based on his retirement rate analyses, I agree with most of Mr. Larsen’s 13

proposed lives and curves for SDG&E.  However, for one account I disagree with 14

Mr. Larsen’s selection.  That account is 365 – Overhead Conductors.15

Q. What did Mr. Larsen propose for account 365 – Overhead Conductors and 16

Devices?17

A. For account 365 Mr. Larsen proposed a 43 R1 life and curve, which is the same 18

as the existing life and curve.  However, a review of his life analysis shows that a 19

54 SC life and curve are the best fit to the portion of the OLT to which Mr. Larsen 20

                                           
33 There is also a set of Origin Modal (“O”) curves that are essentially negative exponential curves.
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applied his fitting approach.   In fact, based on the sum of squared deviations, the 1

54 SC curve is an excellent fit.  2

Q. What do you mean by “the portion of the OLT to which Mr. Larsen applied 3

his fitting approach”?4

A. Mr. Larsen did not fit Iowa curves to the entire OLT he constructed for this 5

account.  Instead, Mr. Larsen implemented a “T-Cut” or truncation at age 39 of 6

the OLT for fitting purposes.  Mr. Larsen stopped the fitting process at around the 7

39 year mark.8

Q. Why does it matter that Mr. Larsen T-cut the fitting at around 39 years?9

A. Mr. Larsen eliminated from consideration a substantial amount of the data in his 10

curve fitting process.  While I agree with the use of t-cuts under some 11

circumstances, they should be used to eliminate immaterial or erratic data, not 12

major portions of the OLT.13

Q. What do you recommend?14

A. I recommend a 54 O1 life and curve for this account.  The O1 curve is the same 15

as the SC curve, therefore I am recommending Mr. Larsen’s best fit results.  16

Although I performed an independent retirement rate analyses of this account 17

which indicates a longer life when using a more logical t-cut of 77 years to 18

remove erratic data related to older plant, the 54 O1 life and curve is a good 19

visual fit to the data.  Exhibit___(MJM-7) is my life analysis for this account.20

Q. How did Mr. Larsen conduct his life study for SoCal Gas?21
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A. Mr. Larsen used the Simulated Plant Record Balances method to analyze the 1

lives of SoCal Gas plant.342

Q. What is the Simulated Plant Record Balances method?3

A. The Simulated Plant Record (“SPR”) Balances method, commonly referred to as 4

a semi-actuarial method, is a statistical technique used when aged retirement 5

and exposure data is not available.  The SPR Balances method requires a less 6

refined record of annual plant additions, balances and retirements than a true 7

actuarial rate method such as the retirement-rate method.  Although the SPR 8

Balances method uses the same Iowa Curves as the retirement-rate method, 9

they are applied differently to obtain a best-fit result, using least-squares 10

analysis.  11

Q. Why did Mr. Larsen use the SPR method for SoCal Gas, as opposed to the 12

more sophisticated retirement rate method he used for SDG&E?13

A. There is not the SoCal Gas data necessary to use the more sophisticated 14

method.  In response to TURN UCAN DR-06-5 the company stated:15

Southern California Gas Company has consistently used the 16
SPR method of life analysis for many years.  The SPR 17
analysis used 30 years of annual retirement data (not 18
vintaged) and the complete history of plant additions which 19
was available to the analyst.  The Company has changed 20
several sub-ledger systems over the years.  As a result, the 21
level of historical detail for the vintage of plant asset 22
retirement transactions is not available.3523

24

                                           
34 SoCal Gas Larsen Direct, p. REL-3.
35 Response to TURN UCAN DR-06-5a.
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Q. What is your opinion of Mr. Larsen’s SPR analyses?1

A. In my opinion, many of his analyses are not sufficient to support any life changes.2

Q. Explain why Mr. Larsen’s SPR analyses are not sufficient to support any 3

life changes.4

A. Several of Mr. Larsen’s analyses fail basic statistical tests used to evaluate SPR 5

results.  The SPR method has been available for use for decades.  In 1952 the 6

Edison Electric Institute’s (“EEI”) Depreciation Accounting Committee published a 7

manual entitled “Methods of Estimating Utility Plant Life.”36  Chapter 4 of the 8

manual addresses the Simulated Plant Record Method of Life Analysis.  9

The SPR method involves statistical fitting of calculated (simulated) plant 10

balances to actual book balances.  The EEI manual discusses a so-called 11

Conformance Index devised to register the goodness of fit between the actual 12

and calculated balances.  EEI established a grading system for evaluation of the 13

Conformance Index as follows:14

Conformance Index Grading15

Conformance Index Grade

Greater than 75 Excellent

51 to 75 Good

26 to 50 Fair

0 to 25 Poor
16

17

                                           
36 EEI Publication No. 51-23, published in 1952.
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Q. Has Mr. Larsen provided the Conformance Indexes for each of his SPR 1

analyses?2

A. Mr. Larsen provided a version of the Conformance Indexes, which he calls the 3

Index of Variation.  This is the reciprocal of the Conformance Index described in 4

the EEI manual.  The EEI grading criteria using the Index of Variation is:5

Index of Variation Grading6

Index of Variation Grade

Less than 13 Excellent

13 to 19 Good

20 to 40 Fair

Greater than 40 Poor
7

Q. Have you evaluated Mr. Larsen’s results based on the EEI grading system?8

A. Yes, Exhibit___(MJM-8) shows the best fit and Mr. Larsen’s selection from each 9

of his SPRs, along with the EEI grade.  As you can see, several of his results are 10

well into the “poor” category.11

Q. What do you conclude?12

A. Mr. Larsen’s new SPR studies of accounts whose index of variation are graded 13

as “poor” do not provide any useful information and should not be used to 14

change any lives.  The current lives should be retained for those accounts.15

Q. What do you recommend?16

A. I recommend keeping the currently authorized lives and curves for accounts 17

achieving a “poor” grade.  I have accepted Mr. Larsen’s proposals for the 18

accounts graded from “fair” to “excellent.”19
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Q. Have you calculated new rates using these lives and curves?1

A. Yes.  Exhibit___(MJM-9) shows my rate calculations for SoCal Gas.  Mr. Larsen 2

provided the remaining lives related to the current average service lives in his 3

workpapers REL-WP-105 through REL-WP-106.  I have used those remaining 4

lives to calculate my depreciation rates for SoCal Gas accounts graded as “poor.”5

Q. Are the remaining lives Mr. Larsen provided calculated based on plant as of 6

December 31, 2005?7

A. I am not sure; therefore I did my own remaining life calculations using plant 8

balances as of December 31, 2005.  My remaining lives were very close to those 9

provided by Mr. Larsen.  The difference was less than a year in all cases.  10

Therefore, I have used Mr. Larsen’s remaining lives.11

XI. Regulatory Liability Resulting From Non-Legal AROs12

Q. Are there any new issues in this case that were not discussed in the 13

Companies’ previous rate cases?14

A. Yes.  SFAS No. 143, enacted in 2002, requires any regulated public utility that 15

has collected depreciation charges for non-legal asset retirement obligations 16

(“AROs”) to reclassify the amount from accumulated depreciation and report it as 17

a regulatory liability (amount owed) to ratepayers, at least for GAAP financial 18

reporting purposes.   19

Q. What is SFAS No. 143?20

A. SFAS No. 143 is the Financial Accounting Standards Board’s (“FASB’s”) 21

Statement of Financial Accounting Standard No. 143, which addresses AROs 22
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associated with long-lived plant.371

SFAS No. 143 applies to all entities subject to GAAP.  That includes both 2

non-regulated entities as well as regulated public utilities such as SoCal Gas and 3

SDG&E. 4

Regulation has allowed public utilities to include allowances for future 5

removal costs in depreciation rates and, as a result, amass large accruals of 6

amounts collected but not yet spent on removal costs.  Upon implementation of 7

SFAS No. 143, utilities were required to determine their liability for legal AROs 8

and compare that amount to what they had actually collected for future removal 9

costs through depreciation rates.  If the requirements of SFAS 71 were met, any 10

excess was required to be reclassified from accumulated depreciation to a 11

Regulatory Liability account.38  Furthermore, any prior collections for non-legal 12

AROs were also reclassified to the regulatory liability.13

Q. How should SFAS No. 143 influence the outcome of this GRC?  14

A. There are at least two important effects from SFAS No. 143.  First and foremost, 15

the Commission should direct the Sempra Utilities to create regulatory liabilities 16

for ratemaking purposes for the amounts collected for future costs of removal.  17

Facing identical circumstances in the most recent SCE and PG&E GRCs, the 18

Commission turned aside the utilities’ objections and adopted TURN’s 19

recommendation. When I asked the utilities to explain why a different outcome 20

                                           
37 FERC Order No. 631 is that agency’s implementation of SFAS No. 143 for regulatory purposes for 

utility operations subject to that agency’s jurisdiction.
38 SFAS No. 143, paragraph B.73.
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might be warranted here, they declined to do so.39  1

Second, the Commission should recognize that where an ARO exists, 2

GAAP now requires a variation on an inflation-adjusted calculation of the costs of 3

removal.  The goal of SFAS No. 143 was, at least in part, to get a more accurate 4

calculation of a company’s exposure to such retirement costs.  And the “fair 5

value” approach adopted to achieve such a calculation is a present valuation 6

approach.  Any claim that a present valuation or inflation-adjusted approach to 7

calculating the utility’s future retirement costs will result in a shortfall in collection 8

is belied by the fact that FASB has determined that financial reporting needs are 9

satisfied by just such a calculation.  I think it is safe to say that FASB was 10

concerned with providing the financial world with not only comparable but 11

accurate forecasts of these future costs.  Put another way, I do not believe 12

FASB would have adopted the “fair value” approach, even if it greatly aided 13

comparisons of companies’ future obligations, if the results under that 14

approach would not produce sufficient depreciation expense to cover the 15

asset costs.16

17

18

                                           
39 After the PG&E GRC decision issued earlier this year, with its Conclusion of Law 20 (“PG&E should be 

treated the same as SCE regarding the requirement to record a regulatory liability for pre-funded asset 
removal costs.”), TURN/UCAN asked the Sempra Utilities whether they intended to oppose such an 
outcome in this case and, if so, to identify each and every factor that might warrant a different outcome 
here than the outcomes adopted on this issue in the PG&E and SCE decisions.  The Sempra Utilities
declined to identify any such factor, instead saying they would “respond as necessary” in their rebuttal 
testimony.  
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Q. Do SoCal Gas and SDG&E have any regulatory liabilities relating to non-1

legal AROs?2

A. Yes, the Companies’ SEC Form 10-K and 10-Q Reports show the following 3

regulatory liabilities in compliance with SFAS No. 143:4

Southern California Gas and San Diego Gas & Electric5

Regulatory Liabilities Resulting from Non-Legal AROs6
($millions)7

Year Ended SoCal Gas40 SDG&E41 Total

2003      $  1,392   $  846  $  2,238

2004          1,446       913      2,359

2005             200       724         924

9/30/2006             246       761      1,007

Q. Why have you not shown the regulatory liability as of December 31, 2006?8

A. Through 2005 the Companies provided the end of year amount of the regulatory 9

liability for removal costs related to non-legal AROs in their discussion.  However, 10

the end of year 2006 figures reported by both Companies are lumped together as 11

a regulatory liability for “removal obligations” that no longer distinguishes 12

between the legal removal obligations related to their SFAS 143 and FIN 47 13

implementations and the amounts that are not subject to AROs. 14

15

                                           
40 SoCal Gas December 31, 2004 Form 10-K, pp. 32 & 41, December 31, 2005 10-K, p. 43
41 SDG&E December 31, 2003 Form 10-K, p. 46, December 31, 2005 10-K, p. 45, response to TURN 

UCAN DR-03-53 (9/30/06 amount).
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Q. Do you know why the Companies no longer identify the amount of the 1

removal cost regulatory liability specifically related to non-legal AROs?2

A. I do not know why they have changed their practice.  3

Q. What caused the decrease in 2005?4

A. According to the Companies’ December 31, 2005 Form 10-K reports:5

The change in the [regulatory liability for removal 6
costs] balance is due to the implementation of FIN 47, 7
which required the reclassification of disposal costs 8
that previously have been included in the company’s 9
estimated cost of removal obligations to a regulatory 10
liability and to Asset Retirement Obligations.4211

12
Q. What does this mean?13

A. This means that upon further consideration and with the clarification provided by 14

FIN 47 the Companies identified additional plant that should be deemed the 15

subject of an ARO. The amounts collected as costs of removal for that plant 16

would then no longer be included in the non-ARO cost of removal regulatory 17

liability.  18

Q. What caused the increase between December 31, 2005 and September 30, 19

2006?20

A. For the first 9 months of 2006, the Companies collected $83 million ($46 million 21

for SoCal Gas and $37 million for SDG&E) more than they spent for cost of 22

removal related to non-legal AROs.  According to figures in DRA’s testimony, in 23

the five year period from 2001-2005 the utilities spent an average of $34 million 24

                                           
42 SoCal Gas December 31, 2005 Form 10-K, p. 43 and SDG&E December 31, 2005 Form 10-K, p. 45.
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per year on costs of removal,43 or approximately $25.5 million during each nine-1

month period. 2

Q. Should the Commission officially recognize this regulatory liability for 3

ratemaking purposes?4

A. Yes, the Commission should recognize the Companies’ non-legal ARO reserve 5

as a regulatory liability for regulatory and ratemaking purposes.  Although SoCal 6

Gas and SDG&E have recognized these amounts as regulatory liabilities in their 7

2003-2006 10-K reports, they have not done so for regulatory and ratemaking 8

purposes.  As the Commission described in the recent PG&E decision, expressly 9

creating a regulatory liability for ratemaking purposes is “a reasonable protection 10

of ratepayers’ interest in making sure the huge amount of money collected for 11

removal costs is either spent for that purpose or returned to ratepayers.”4412

 Q. Why is it necessary for this Commission to recognize a regulatory liability 13

for the non-legal cost of removal amounts?14

A. It is necessary because these Companies do not have any legal obligation, not 15

even from the CPUC, to incur these costs.  It is fair and reasonable for the 16

Commission to recognize the ratepayers’ claims on these monies until they are 17

actually spent on their intended purpose.  Unless the funds are explicitly 18

identified as a regulatory liability to be returned to customers, there is an ongoing 19

and wholly unnecessary risk that they are merely hidden potential income to the 20

                                           
43 Ex. DRA-20, pp.20-10 to 20-11. 
44 D.07-03-044, pp. 216-217; also Conclusions of Law 20 and 21.
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Companies.  I understand that others will argue that the risk is very small.  Even 1

if I were to concede that point, the appropriate response would still be to create a 2

regulatory liability for ratemaking purposes.  A very small risk, when applied to a 3

very large number such as the depreciation accrual, is still worth addressing,4

particularly where, as here, it can easily be eliminated. As noted above, the 5

Commission explicitly embraced this logic in the PG&E GRC decision.6

Q. What is wrong with continuing to record the regulatory liability as 7

accumulated depreciation?8

A. These Companies and all utilities consider accumulated depreciation to 9

represent the measure of their capital that they have recovered from their 10

ratepayers.  As simplistic as it sounds, utilities consider any amount in 11

accumulated depreciation to be “their money” even if they collected it for a future 12

cost. 13

Q. Is it true that ratepayers are better off leaving things as they are, because 14

accumulated depreciation is a rate base deduction?15

A. This is a false distinction between the two approaches.  Accumulated 16

depreciation is indeed a rate base deduction, but a regulatory liability can (and 17

should) also be a rate base deduction.18

Q. Should the Commission require separate identification and reporting of 19

these amounts?20

A. Yes, it is critical that the Commission require the Companies to explicitly identify 21

and report this regulatory liability and all related activity in all future reports, rate 22
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cases and depreciation studies that they file with the Commission.  The 1

Commission should require prominent disclosure of its explicit recognition of this 2

amount as an intrastate regulatory liability in SoCal Gas and SDG&E’s future 3

FERC Form 1 and 2 reports to ensure sufficient recognition of and transparency 4

concerning these amounts.  5

Without a requirement for separate identification and reporting of these 6

amounts, they are hidden from the ratemaking process and regulatory scrutiny in 7

California.  Despite the fact that the issues had been addressed in two GRCs in 8

2005 and 2006, the Sempra Utilities did not mention it in their testimony.  They 9

apparently would prefer to continue reporting a $924 million regulatory liability 10

with no explicit commitment to return the money if it is not spent on cost of 11

removal.  Such an approach may suit their purposes, but the Commission should 12

again reject it in favor of creating a regulatory liability for ratemaking purposes. 13

XII. The Commission Should Begin To Amortize The Existing Regulatory 14
Liability15

16
Q. What should the Commission do with the Companies’ regulatory liability on 17

a going-forward basis?18

A. There are a number of alternatives to the treatment of the regulatory liability on a 19

going-forward basis.  The Commission could require continued maintenance as a 20

permanent rate base offset representing customer-provided capital, or 21

amortization back to ratepayers over some specified amortization period.  22
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I prefer an amortization.  My recommended depreciation rates provide a 1

sufficient provision for future cost of removal, based on a proper application of 2

accrual accounting.  SoCal Gas and SDG&E do not need all of the $924 million 3

regulatory liability for future cost of removal.  The Commission should return the 4

money to ratepayers.5

Q. Does the amortization provide any benefits to ratepayers?6

A. Amortization would reduce annual depreciation expense over the amortization 7

period.  For all of the reasons described earlier, the Companies’ current 8

depreciation rates are excessive.  I do not consider a reduction of excessive 9

rates to represent a benefit to ratepayers.  It is simply what they are entitled to.  10

However, at a time of ever-increasing energy prices, this would be welcome relief 11

to the Companies’ customers, as well as a means to reduce and perhaps 12

eventually eliminate the regulatory liability.13

Q. What amortization period do you recommend?14

A. I propose a 29-year amortization period for SoCal Gas and 30 years for SDG&E.  15

These are the weighted average remaining lives.  Hence, the amortization would 16

approximate the same amount that would be returned through remaining life 17

depreciation, if the $924 million was left in the accumulated depreciation account.  18

Consequently, all I am proposing is protection of the amount. Furthermore, the 19

amortization with relatively conservative amounts of approximately 3% per year 20

enables the Commission to reconsider the pace of the amortization in future 21

depreciation reviews, should it choose to do so.  22
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XIII. SUMMARY OF RECOMMENDATIONS1

Q. Have you prepared a summary of your recommendations?2

A. Yes.  Exhibit___(MJM-9)  shows the calculation of my recommended rates and 3

expense for SoCal Gas and Exhibit___(MJM-10) shows the calculation of my 4

recommended rates and expense for SDG&E.  My recommended depreciation 5

expense for SoCal Gas is $171 million, $89.5 million less than the Company’s 6

current depreciation expense of $260 million, based on plant balances as of 7

December 31, 2005.  My recommended depreciation expense for SDG&E is 8

$156, $51 million less than the Company’s current depreciation expense of $2079

million, based on plant balances as of December 31, 2005. Exhibits___(MJM-9) 10

and (MJM-10) also show my recommended $6.9 million and $24.1 million 11

amortization of the regulatory liabilities for cost of removal for SoCal Gas and 12

SDG&E, respectively, thus resulting in a total $96.4 million reduction to 13

depreciation and amortization for SoCal Gas and a total $75.1 million reduction 14

for SDG&E.  15

Q. Does this conclude your testimony?16

A. Yes, it does. 17


