This is a preview of "AGA A42013". Click here to purchase the full version from the ANSI store.

INTRODUCTION 10 DEPRECIATION

For Public Utilities and Other Industries

Edison Electric s
Institute AG'A

Power by Association* American Gas Association



https://webstore.ansi.org/Standards/AGA/AGAA42013?source=preview

This is a preview of "AGA A42013". Click here to purchase the full version from the ANSI store.

April 2013

INTRODUCTION TO DEPRECIATION

For Public Utilities and Other Industries

Edison Electric s
Institute AdA

Power by Association American Gas Association



https://webstore.ansi.org/Standards/AGA/AGAA42013?source=preview

This is a preview of "AGA A42013". Click here to purchase the full version from the ANSI store.

NOTICE AND COPYRIGHT

The Edison Electric Institute (EEl) and the American Gas Association (AGA) coordinated the creation and
maintenance of this document. While EEI and AGA provided administrative support for the development of
this document, neither EEI nor AGA tested, evaluated or verified the accuracy of any information or the
soundness of any judgments contained herein.

EEI and AGA disclaim liability for any personal injury, property or other damages of any nature whatsoever,
whether special, indirect, consequential or compensatory, directly or indirectly resulting from this document,
and use of or reliance on this document. Neither makes any guaranty or warranty as to the accuracy and
completeness of any information published herein. The information contained herein is provided on an “as
is” basis and neither EEI nor AGA makes any representations or warranties including any express or implied
warranty of merchantability or fitness for a particular purpose.

In issuing and making this publication available, EEI and AGA are not undertaking to render professional or
other services for or on behalf of any person or entity. Nor are they undertaking to perform any duty owed by
any person or entity to someone else. Anyone using this document should rely on his or her own independent
judgment or, as appropriate, seek the advice of a competent professional in determining the exercise of
reasonable care in any given circumstances.

EEI and AGA have no power, nor do they undertake, to police or enforce compliance with the contents of
this document, nor do they list, certify, test or inspect for compliance with this document. Any certification
or other statement of compliance is solely the responsibility of the certifier or maker of the statement.

EEI and AGA do not take any position with respect to the validity of any patent rights asserted in connection
with any items that are mentioned in or are the subject of this document, and both disclaim liability for the
infringement of any patent resulting from the use of or reliance on its publications. Users of this document
are expressly advised that determination of the validity of any such patent rights, and the risk of infringement
of such rights, is entirely their own responsibility.

Users of this publication should consult applicable federal, state and local laws and regulations. Neither EEI
nor AGA, through this publication, intends to urge action that is not in compliance with applicable laws, and
either may not be construed as doing so.

All questions, requests for revisions, or other communications relating to this document should be sent to:
Introduction to Depreciation for Public Utilities and Other Industries, Comments c¢/o Edison Electric
Institute, 701 Pennsylvania Avenue, N.W, 4th Floor, Washington, D.C. 20004 and c/o American Gas
Association, 400 N. Capitol St., N.W, Suite 450, Washington, D.C. 20001.

Copyright 2013, Edison Electric Institute and the American Gas Association, All Rights Reserved. This

book, or parts thereof, may not be reproduced in any form without permission of the Edison Electric Institute
or the American Gas Association.

ISBN: 978-0-931032-55-4


https://webstore.ansi.org/Standards/AGA/AGAA42013?source=preview

This is a preview of "AGA A42013". Click here to purchase the full version from the ANSI store.

Introduction to Depreciation for Public Utilities and Other Industries

TABLE OF CONTENTS

ACKNOWIEAZIMENLS ....eeeuiiiiiiii ettt ettt e et e ettt e et ee e tbeesebeeessbeeeabeeesssaessseeesseesssaeesssaeasseessseesnseeesssaessseeanes %
PrETACE ...ttt ettt ettt ettt et a ettt ettt nn e vii
Chapter 1: INTrOAUCIION .....oiiiiiiiiie ettt et e ettt e st e e et e e sebeeetbeessseeetbeeesseeesssaeassaeesseessseeessseenssseensnes 1
Chapter 2: Fixed Asset Accounting for DEPreCiation ...........ccvierieerciereriieeiieeeieeeieeesereeeieeesreesereeeseseessseeessns 7
Chapter 3: Ratemaking and Financial Considerations ............cccccveereuieeriieecieeenieeeiieeseeeeteeesereesreeessseesseeenns 21
Chapter 4: Determining Depreciation Expense and Accrual Rates .........c.covcveeiieniieniinieiiiinienieseeeeeee 35
Chapter 5: The Depreciation STUAY .......cveiciiiiiiieiieeiee ettt sree et e e e beeestbeesbeeesbeessaeessseessesessseessseeenns 49
Chapter 0: Life ANALYSIS ..viiicuiiiiiiiiciiieciee ettt ettt e ettt e st e e etteesebeeestbeessseeessseessseeensseesssaeenssessnsesesseesnseeenes 57
Chapter 7: Gross Salvage and Cost 0f REmMOVaAl .........c.cooiiiiiiiiiiiiiiieeeee e 111
Chapter 8: TaX DEPIECIAtION ....ccuviiieiiieiieeeiieecieeeiteeeteeetteesreeetteesebeeeeseessseeessseessseeassseessseesssseesssesessseesseens 131
Chapter 9: Accounting for Asset Retirement Obligations (AROS) .......cccvveeiiiiviiiiiiieieeeiie e 137
Chapter 10: Depreciation in an IFRS ENVITONMENT .........ccoeeieiiiiiiieiiiieiieciee e eree e sreeeseveesanee s 147
Appendix A: GloSSATY OF TEIMS ....oiiiuiiiiiiiiiiieciie ettt ettt e e staeeebeeetaeeesbeeestbeessseeessseesnseeessseensnes 165
APPENAIX Bz TOWA CUIVES ...eicvviiiiiiieiieciee ettt ettt ettt este e et e e sebeeetseessseeessseessseeassseessseesnsseesssesessseensnes 173
Appendix C: Life Analysis (Additional TOPICS) ....ccuiieeuiiiiiieieiiieiiie ettt ereeeite e reeeteeesreeeereeereeeeaeeeens 205
Appendix D: Listing of Diagrams, Charts and Tables ...........ccccieriiiiciiieiiieeieeeie e esree e 229
APPENAIX B2 RESOUICES ...oueviiiiiiiiiiieiiieciee ettt ettt tee ettt e st e e et eesebeeeabeessseeessbeeesseeessseeasseeensseessseesnsseensnes 231



https://webstore.ansi.org/Standards/AGA/AGAA42013?source=preview

This is a preview of "AGA A42013". Click here to purchase the full version from the ANSI store.



https://webstore.ansi.org/Standards/AGA/AGAA42013?source=preview

This is a preview of "AGA A42013". Click here to purchase the full version from the ANSI store.

Introduction to Depreciation for Public Utilities and Other Industries

ACKNOWLEDGEMENTS

The process of refreshing a book of this nature is a daunting task. The Edison Electric Institute (EEI) and the
American Gas Association (AGA) would like to offer our thanks and profound gratitude to the individuals
listed below who participated on the task force created for that purpose. They are all active members of the
EEI Property Accounting and Valuation and AGA Accounting Services Committees. These individuals
devoted considerable time and effort to apply their industry expertise to update the existing text and create
completely new chapters in response to the changing environment in the electric and natural gas industries.

Task Force Members

Doug Allen - American Gas Association
Ned Allis - Gannett Fleming, Inc.

Jan Anderson - Consumers Energy

Richard Bennett - Southern California Edison
Tony Biacci - Florida Power and Light
Richard Clarke - Gannett Fleming, Inc.

Jason Cone - PowerPlan, Inc.

Carl Council - Duke Energy

Jim Dahlby - PowerPlan, Inc.

Richard Fisher - Southern California Edison
Tammi Goldstein - Pacific Gas and Electric
Isetta Harmon - Edison Electric Institute (retired)
Randall Hartman — Edison Electric Institute
Joe Holt - PowerPlan, Inc.

Jamie Kent — Edison Electric Institute

Terry McKeighan - Portland General Electric
Lisa Perkett - Xcel Energy

Karen Ponder - Alliance Consulting Group
Aaron Smith - PowerPlan, Inc.

Jerry Vineyard - Southwest Gas Corporation
Dane Watson - Alliance Consulting Group

This last update could not have been completed so thoroughly without the talent and leadership of “Chief
Editor” Dane Watson and the invaluable contribution of time, energy, and expertise from Jan Anderson and
Tammi Goldstein. Their participation from first outline to final manuscript provided a unified,
comprehensive voice to a project from many sources.

Last, we would be remiss if we failed to acknowledge those who came before us. The information contained
here is built on many years of experience and expertise both of the current editors and the people who
contributed to previous versions of the text. We especially hold a debt of gratitude to the 15 people who
contributed to the original edition of this text completed in 1972, in particular, to George D. Porter,
Chairman of the “Introduction to Depreciation Project Committee.”



https://webstore.ansi.org/Standards/AGA/AGAA42013?source=preview

This is a preview of "AGA A42013". Click here to purchase the full version from the ANSI store.



https://webstore.ansi.org/Standards/AGA/AGAA42013?source=preview

This is a preview of "AGA A42013". Click here to purchase the full version from the ANSI store.

Introduction to Depreciation for Public Utilities and Other Industries

PREFACE

What is depreciation? This question seems easy enough to answer. Many of the readers of this book have
taken an accounting class where depreciation was explained as a fairly straight forward concept. The reader
might have heard depreciation defined as the process of allocating the cost of a plant asset to expense over its
service (useful) life in a rational and systematic manner. An accounting class then might have gone on to
explain that the allocation of cost is designed to provide for the proper matching of expense with revenues in
accordance with the matching principle. But what does this mean, and what is the relevance for a public
utility and other capital intensive industries? Why all the debate and enthusiasm over depreciation for these
companies? This interest in depreciation is mainly due to their capital intensive nature and the resultant large
impact fixed assets and depreciation have on the annual operating cost of a utility. This significant impact is
of interest to many different groups including management, the investment community, regulators, and
customers. Public utilities and their regulators and customers may have different estimates of depreciation,
as well as other items contributing to the cost of providing service. The analysts representing the public
utility need to determine, through their depreciation study, the validity and appropriateness of their estimates.
Likewise, the analysts representing regulators and customers need to have expertise to evaluate the
reasonableness of these estimates.

What is the average life of electric transmission towers? How long do meters last? What is the average
service life of gas distribution mains? What is the annual depreciation rate of our distribution poles? How
much has a 20-inch gas transmission main which was installed 25 years ago depreciated? What happens to
the life of assets when a new technology renders the current technology obsolete? These are common
questions that arise for those working with depreciation in public utilities. Similar questions may arise for
those in other capital-intensive industries such as the steel, glass, paint, and petrochemical as well as other
businesses who invest heavily in plant and equipment in relation to annual revenues. This text will be
referring to public utilities, but the information contained here is relevant to any capital intensive company.

In an accounting class, a simple formula to calculate depreciation is often given as (original cost less salvage
value)/useful life = annual depreciation. Cost of removal, which is an important concept for public utilities,
is generally not even explicitly mentioned (although it may be inferred to be part of “salvage value”). For
public utilities and other capital-intensive industries, the calculation of depreciation can be quite complex.
Most utilities use the group depreciation concept which bundles similar types of assets into the same group
(as authorized by FERC). This group concept leads to advanced statistics and actuarial analysis to understand
how long assets will live, similar to the actuarial analysis used to determine the life expectancy of people.
Given the complexity of depreciation, a course of study leading to the attainment of the professional
designation of certified depreciation professional (CDP) has been developed for those with an interest in
mastering this topic.

Determining depreciation expense and proper depreciation accrual rates involves both data analysis and
professional judgment. An understanding of the nature of fixed assets, the accounting for fixed assets,
various depreciation systems, management policies, capital recovery concepts, industry trends, the operations
of a company and equipment, and other subjects are all within the scope of information gathered and
analyzed in order to perform a depreciation study that leads to depreciation parameters, rates, and the
appropriate allocation of depreciation over asset lives. As with any forecast and estimation process, the
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