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Please state your name, current position and business address.
My name is James J. Cunningham Jr. and [ am employed by the New Hampshire
Public Utilities Commission (Commission) as a Utility Analyst IV. My business

address is 21 S. Fruit Street, Suite 10, Concord New Hampshire, 03301.

Please summarize your educational and professional background.

[ am a graduate of Bentley College, Waltham, Massachusetts, and I hold a
Bachelor of Science-Accounting Degree. | joined the Commission in 1988 and
currently hold the position of Utility Analyst IV. In 1995, I completed the
NARUC Annual Regulatory Studies Program at Michigan State University,
sponsored by the National Association of Regulatory Utility Commissioners. In
1998, [ completed the Depreciation Studies Program, sponsored by the Society of
Depreciation Professionals, Washington, D.C. After completing the Depreciation
Studies Program, I worked on a number of depreciation related cases filed with
the New Hampshire Commission and [ have provided direct testimony to the
Commission pertaining to Depreciation Studies filed by New Hampshire
regulated Water, Natural Gas and Electric Companies. In 2000, I graduated from
the State of New Hampshire Certified Public Managers Program.

Prior to joining the Commission [ was employed by the General Electric
Company. While at GE, I graduated from the Corporate Financial Management
Training Program and I held assignments in General Accounting, Government
Accounting & Contracts and Financial Analysis.

I am a member of the Society of Depreciation Professionals (SDP).
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What is the purpose of your testimony?

A. My testimony provides recommendations on depreciation and amortization
expense.

Q. Please summarize your recommendations for depreciation and amortization
expenses.

A. In summary, my recommendation for depreciation and amortization expense is

$826,387, a reduction of $80,021 from the amount proposed. See Attachment
JJC-1, Schedule 4. My recommendation for depreciation expense is based on the
Whole-Life Technique1 and amounts to $721,549, a reduction of $44,721 from
the amount proposed. See Attachment J1C-1, Schedule 1. My recommendation
for amortization expense is $104,838, a reduction of $35,300 from the amount

proposed.

Q. Why are you recommending a reduction to Aquarion’s proposed

depreciation expense?

A. There are three reasons for my recommended reduction. The first pertains to

plant balances, the second pertains to average service lives and the third pertains

to net salvage rates.

Q. Please explain your recommended change to plant balances.

' The formula for calculating depreciation accrual rates using the Whole-Life Technique is as follows:
{-Net Salvage Rate (NSR)
Average Service Life (ASL)
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[ recommend certain reductions to plant balances based on the NHPUC Audit
Report as follows: Plant Account 314 — Wells & Springs is reduced $183,784;
and, Plant Account 343 — Transmission & Distribution Mains is reduced

$142,794 2

Please explain your recommended change to Aquarion’s proposed average
service lives.

My recommendation extends the average service life for Account 390 — General
Plant Structures and Improvements from 35 years to 40 years. I recommend this
change in order to reflect consistency with the average service lives proposed for
all other structures and improvements. Specifically, the Company is proposing a
40-year average service life for structures and improvements for Source of
Supply, Pumping Plant, Water Treatment Plant and Transmission & Distribution

Plant.

Please summarize your recommended changes to negative net salvage.
I recommend a reduction of five percentage points to proposed negative net
salvage for several plant accounts: Account 314 — Wells and Springs, Account

326 — Diesel Pumping Equipment and Account 332 — Water Treatment.

Why do you recommend a reduction in negative net salvage for these plant

accounts?

? See Attachment JJC-2, NHPUC Audit Report dated June 2, 2009, Audit Issue #1 and Audit Issue #3.
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Negative net salvage arises at retirement, when cost of removal is greater than
gross salvage. The Company proposes to increase negative net salvage rates for
each of these plant accounts from zero to negative ten percent; but, the Company
1s not able to provide any historical data for the past ten years (1998-2008) to
support its proposed increase. | believe that some provision for negative net
salvage is appropriate; however, duc to the lack of supporting documentation, I’'m
recommending only half of the proposed increase, or negative five percent at this

time.

Do you have any other recommendations with respect to net salvage?

Yes. Irecommend a change for Account 391 — Office Furniture & Equipment. [
noticed that thc Company proposed zero net salvage for this account. However, |
believe it’s reasonable to expect some positive net salvage at the time of
retircment. Positive net salvage arises at retirement when gross salvage is greater
than cost of removal. Therefore, 'm recommending a nominal net salvage rate of
positive three percent. By way of comparison to other New Hampshire Water
Utilities, I note that the Commission’s currently approved net salvage rate for this

account for Pennichuck Water Works (PWW) is three percen‘[.3

Do you have any other comments pertaining to net salvage?
Yes. During the course of my review, | learned that the Company has not
properly accounted for cost of removal. It appears that, during the period 1999 to

2008, the Company did not segregate the cost of removal and recorded cost of

* Reference Docket No. DW 06-073.
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removal as part of the new asset. This practice was uncovered by the Company’s
depreciation consultant, Mr. Jay W. Shutt, PE, during the preparation of the
Depreciation Study. Specifically, Mr. Shutt noted that the Company recorded
costs of removal as a charge to plant-in-service, rather than as a charge to
accumulated depreciation reserves. This practice resulted in the overstatement of
proposed plant-in-service and the overstatement of proposed depreciation
expense. The amount of the overstatement of plant is not known and, according
to the Company, is not possible to provide.* Given that the amount of
overstatement to plant is not known and cannot be calculated, I have not made
any adjustments to reduce depreciation expense. However, [’d note that, going
forward, the Company is implementing procedures to segregate and account for

the cost of removal.’

Q. Please explain your recommendation for amortization expense.

A. My recommendation for amortization expense has three components:
organization costs (account 301) and other water source plant (account 317);
depreciation reserve variances; and, CIAC. With respect to organization costs
(account 301), the Company is proposing no depreciation or amortization

expense. [ recommend $885 in amortization expense. [ believe that organization

¥ See Attachment JIC-3, Company response to Staff data requests 2-1 and 2-2. Staff requested a schedule
summarizing the original cost, gross salvage and cost of removal by plant account for the plant retired
during the 1999-2008 time period. In response, the Company indicated that it was not segregating gross
salvage and cost of removal during the 1999-2008 time period; hence, it was not possible to provide the
requested schedule.

" See Attachment JJC-3, Company response to Staff data request 2-2 which indicates that the Company is
implementing procedures that will segregate gross salvage and cost of removal going forward.
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costs should be amortized over a term of twenty years. The cost basis is $17,700.°

Therefore, with a term of twenty years, my testimony recommends an
amortization amount of $885. With respect to other water source plant (account
317), I recommend amortization accounting, with a term of twenty years. By
comparison, the Company is proposing depreciation expense based on an average
service life of twenty years.” Since the amortization term and the average service
life are both twenty years, the amounts are the same. However, consistent with
past practice and given that the assets are not tangible assets, [ recommend that

the Company utilize amortization accounting.

What is your recommendation for Amortization of Depreciation Reserve
Variances and how does it compare to the Company’s proposal?

[ have analyzed the depreciation reserves accumulated through the end of the test
year, March 31, 2008, and calculate that Aquarion has a deficit in its depreciation
reserve account amounting to $612,111. A deficit arises when historical
accumulated depreciation reserves are less than the reserves that would have been
accumulated had the Company used the updated accrual rates. To cure this
deficit, ’'m recommending an amortization adjustment to increase depreciation
reserves over a ten-year period, or $61,211 per year. I believe that a ten-year
amortization is reasonable because it is consistent with the generally accepted

practice of updating depreciation studies every five to ten years.

® See Attachment JJC-4. Shutt Depreciation Study. Table 5-1.
’ See Attachment JJC-4, Shutt Depreciation Study, Table 5-1.
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By comparison, the Depreciation Study prepared by the Company’s consultant,
Mr. Shutt, indicates that Aquarion has accumulated a deficit of $973,963.% To
cure this deficit, Aquarion proposes an amortization adjustment to increase the
depreciation reserves over a ten-year period by $97,396 per year.

Based on the above, my recommendation yields an amortization adjustment that is
$36,185 less than proposed by Aquarion (i.e. $97,396 - $61,211 = $36,185).

Please refer to Attachment JJC-1, Schedule 2 for the details of these amounts.

What are the reasons for the differences between the Company’s proposed
and your recommended amount for accumulated depreciation reserve
variance?

The reasons are primarily attributable to different assumptions with respect to
average service lives and net salvage rates. My testimony, as noted above, as
compared to the Company’s proposal, recommends slightly longer average
service lives and slightly increased net salvage rates (1.e. lower reserves) than

proposed.

What is your recommendation for the amortization of Contributions in Aid
of Construction (CIAC)?

With respect to CIAC, [ recommend a credit amortization of ($32,213), no change
from the amount proposed. This amortization amount mirrors the depreciation

accrual rates that I’'m recommending for Account 343 — Transmission &

¥ See Attachment JJC-4, Shutt Depreciation Study, Table 5-1.
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Distribution Mains. CIAC credit amortization amounts are calculated by
multiplying the test year cost basis for CIAC by the depreciation accrual rate for
Account 343. I’m recommending no change in depreciation accrual rates for
Account 343; therefore, no adjustment is required. Please refer to Attachment
JJC-1, Schedule 3 for the computation of proposed and recommended

amortization amounts.

Please summarize your overall recommendation for depreciation and
amortization expense.

Overall, my recommendation for depreciation and amortization expense is
$826,387, a reduction of $80,021 from the proposed amount of $906,408. See,
Attachment JIC-1, Schedule 4.

My recommendation for depreciation expense is $721,549, a reduction of $44,721
from the proposed amount of $766,270.

My recommendation for amortization of organization costs and other water source
plant is $75,840, an increase of $885 from the proposed amount of $74,955.

My recommendation for Amortization of Depreciation Reserve Variances is
$61,211, a reduction of $36,185 from the amount proposed of $97,396.

My recommendation for amortization of CIAC is $32,213, the same amount as

proposed. See Attachment JJC-1, Schedule 4 for a summary of these amounts.

Do you believe that your recommendation for depreciation and amortization

expense is reasonable?
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Yes, I believe my recommendation is reasonable. My recommendation adopts the
March 31, 2008 test year-end plant balances. Although average plant balances are
used for rate base purposes, my recommendation for depreciation expense adopts
the higher year-end plant balances.

In addition, my recommendation incorporates the issues addressed in the NHPUC
Audit Report.

Further, as noted above, the plant balances appear to be overstated at the end of
the test year as a result of the Company’s practice of charging costs of removal to
the plant account rather than to the depreciation reserve account. Although this
practice may have overstated the proposed plant in service balance at March 31,
2008, I have not made any adjustments to reduce depreciation expense.

Finally, the Company proposes to increase negative net salvage rates for certain
accounts (i.e. Wells & Springs, Diesel Pumping Equipment and Water Treatment)
due to estimated increases in cost of removal. However, the Company has not
segregated the cost of removal for the 1999-2008 time period; hence, there is
madequate historical data to support the estimated increases in cost of removal.

[n spite of inadequate supporting data, my recommendation provides for fifty

percent of the proposed increase in cost of removal for these accounts.

Does that complete your testimony?

Yes, it does, thank you.
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ATTACHMENT JJC-2

Audit Issue #1

Plant Additions

Background

Audit selected eight specific work orders, chosen from a listing of workorders in
excess of $50,000 since April 1, 2005.

Exception

Review of the documentation provided by the Company supported test year
balances less than what was reported as used and useful at the end of the test year. The
Company noted that most of the variances were the result of “accruals that did not
materialize”

The specific variances noted, that is, invoices for goods and services received or
provided after the test year are:

Well Capacity Evaluation $26,580
New Source Investigation $311 (should have been expensed in 2005)

Highland Ave/Ocean Blvd. Main Design $8,523
Mill Rd. Water Main $134,271

Recommendation

The plant in service reported in the filing is overstated by $169,685.

Company Exit Audit Comment

The Company agrees with Staff’s findings with the following clarifications/

exceptions:

1. The largest variance was for the Mill Road Water Main replacement project.
The March 2008 figures included accrued costs which did in fact materialize
later in 2008. The cost of this project per the February 2009 CPR was
$895,437.

2. The Company computes 03/31/2008 costs for the Mill Road Water Main to be
$708,511. The variance identified by staff is attributable to $52,871 of costs
related to paving costs. These costs were invoiced by Pike Industries in
March 2008. The overstatement as per Staff should be reduced to $116,814.
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ATTACHMENT JJC-2

Staff’s Exit Audit Comment:

Audit concurs that the costs in total as of 2009 were those provided, however the
reader is reminded that the test year ended on March 31, 2008.

Further, a notification dated April 3, 2008, from the Town of North Hampton,
based on a revised cost estimate provide by Pike Industries. That project summary was in
fact dated March 24, 2008, and reflected a total cost of $105,742 with an estimated
completion date of December 1, 2008.
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ATTACHMENT JJC-2

Audit Issue #3

Retirements

Background

Retirements reported during the test year amount to $129,526.

Exception

Retirements which should have been posted to the general ledger and noted in the
filing should have included:

Mill Road Standpipe $74,075 account 101342
4,800’ Mill Road Mains $73,621 account 101343
700’ Ocean Blvd. Mains $ 9,197 account 101343
Well #5 $ 4,391 account 101314

Recommendation

An adjustment needs to be made to the filing crediting the accounts noted and
debiting Accumulated Depreciation 111001.

The related depreciation expense was calculated to be an overstatement (using the
Y year convention) in the amount of $1,293. See Audit Issue #5.

Company Exit Audit Comment

The Company agrees with Staff’s recommendations with one exception. The
Company incorrectly affirmed that retirements associated with Well #5 should have been
made in the test year. Upon further investigation, this is incorrect as Well #5 and the new
Replacement Well #5A are both currently in service. The Well #5 retirement should not
be recorded at this time. All other retirements were recorded subsequent to the close of
the test year.

Staff’s Exit Audit Comment:

Audit concurs with the revised retirement as adjusted for Well #5A.
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ATTACHMENT JJC-3
AQUARION WATER COMPANY OF NEW HAMPSHIRE

DW 08-098
Aquarion Water Company's Responses to Staff Data Requests—Set 2

Data Request Received: March 5, 2009 Date of Response: March 26, 2009
Request No.: Staff2-1 Witness: J. Shutt

REQUEST: Reference Depreciation Study, page 3-2: The current forecast for net salvage percents
appears to reflect company-specific actual data for the years 1993 through 1998. Please
explain why company-specific actual data for the years subsequent to 1998 was not
used in the forecast of net salvage.

RESPONSE: Due to transitions in ownership and accounting systems the company does not have
company-specific data available for the years subsequent to 1998. It appears that since
the time of the acquisition the company has been recording costs of retirement and
removal as a part of the new asset. Since this practice was uncovered during the course
of my depreciation study, the company is developing and implementing new procedures
to capture and record these costs as a cost of retirement.
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ATTACHMENT JJC-3
AQUARION WATER COMPANY OF NEW HAMPSHIRE

DW 08-098
Aquarion Water Company's Responses to Staff Data Requests- -Set 2

Data Request Received: March 5, 2009 Date of Response: March 26, 2009
Request No.: Staff2-2 Witness: J. Shutt

REQUEST: Reference Depreciation Study, page 3-2: Please explain how the Company accounts for
gross salvage and cost of removal for plant retired during the 1999 to 2008 time period.
Please include in your response a schedule that summanzes the original cost, the gross
salvage and the cost of removal by plant account for the plant retired during the 1999
through 2008 time period.

RESPONSE: As indicated in my response to Staff 2-1, it was discovered during the course of my
depreciation study that the company was not segregating gross salvage and the cost of
removal. Therefore, it is not possible to provide the requested schedule. The company
is implementing procedures that will segregate gross salvage and cost of removal going
forward.
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