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Decision No. 

BEFORE THE PUBLIC UTILITIES CO~IISSION OF THE STATE OF CALIFORNIA 

-) 
Order Instituting Investigation into ) 
the Depreciation Reserve and Accrual ) 
practices of Coast Counties Gas and ) 
Electric Company. ) 
------------------------------) 

Case No. 5156 

J. K. Horton and Pillsbury, Madison and Sutro 
by Turner McBaine1 for resEondent, Coast Counties 
Gas and Electric ~ornpany; ~verett C. McKeage, 
Chief Counsel, Z. F. McNaughton, Director of 
Public Utilities Department, and Freymnn Coleman, 
Financial Expert, for the CommisSion; Roger Arnebergh, 
Assistant City Attorney, K. Charles ~ean, CRier 
Engineer and General Manager). T. N. Chubb, ASSistant 
General IvIa..."l.agcr) Department .l:'u61Ic Utilities and 
Transportation, for City of Los Angeles, interested 
party. 

The above-entitled investigation on the Commission's own 

motion, instituted on October 25, 1949, was heard before Commissioner 

Huls and Examiner Howard at San Francisco on January 10, 11, and 19, 

1950, and after oral argument on the latter date was submitted on the 

filing of a brief by respondent on April 5, 1950. Three witnesses 

testified for the Co~~ission staff and three for the respondent. The 

issue involved in this proceeding is the reasonableness of respondent's 

depreciation res~rve and accrual rate and whether any rules and prac-

tices should be prescribed with respect thereto. Subsequent to sub-

miSSion, a "Memorandum of Understanding" WQS reached between 

representatives of respondent and the CommiSSion staff. The proceeding 

w~s reopened for further hearing on November 29, 1950, at which time 

the memorandum was received in evidence and the matter submitted. 
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Coast Counties Gas and Electric Company was incorporated in 

March, 1912. The company rendered electric and manufactured gas 

service until about 1929, at which time the manufactured gas was 

replaced with natural gas. As the result of acquisitions and sales 

of properties over the years, and expansion of facilities, the company 

now renders electric and nat~ral gas service in an area including the 

cities of Santa Cruz, WatsonVille, Hollister, and Gilroy, natural gas 

service in parts of Contra Costa, Merced, and Kern Counties, and 

operates a small water system at Avenal in Kern County. 

Dcnreciation Reserve 

The record shows that from about 1913 to 1920, the appropria­

tions for depreCiation were v~rying judgment amounts and that, while 

the accruals for 1921 and 1922 purported to be sinking fund annuities, 

no interest was credited to the depreciation reserve in those years. 

In 1923, in connection with an electric rate proceeding, the CommiSSion 

made a study of the company's depreCiation practices and prescribed 6% 

sinking fund depreCiation accounting for the electric department. It 

found that the electric department~s depreciation reserve of $250,735 . . 
as of December 31, 1922, closely approximated a proper 6% sinking fund 

reserve (Decision No. 12762, 24 CRe 69). Since that time, the company 

has eoployed sinking fund depreciation continuously, although with 

some variations in lives and interest r~tes. Since January 1, 1944, 

the ~ccruals have been det~rmined on a 5% sinking fund basis
J 

utilizing 

generally longer lives proposed by the company and approved by the 

CommiSSion in DeCiSion No. 37336 (45 CRe 439). 
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The book depreciation reserves as of December 31, 1948, ~~d 

their relationship to depreciable capital, were as follows: 

Depreciable De?reciation 
Capital Reserve Percentage 

Electric Department $ 8,420,213 $3,283;609 39.0% 
Cas Department 9,991,183 2,632,260 26.3 
Water Department 170;363 70,606 41.4 
Common ~7l20Z8 2221 080 ~1·2 

Total 19,152,$37 6,279,555 32.$ 

In 1923 7 after conferences with the Bureau of Internal 

Revenue, an amount of ~201,lS6 was transferred from surplus to augment 

the depr~ciation reserve; but prior to the end of 1935, the electric 

department portion of this amount with compound interest, in the 

amo~~t of ~302,087) had been transferred back to surplus. The gas 

department reserve at that time was not considered adequate to permit 

the transfer back to surplus of the gas department portion of the 1923 

surplus appropriation. 

A general study of reserve requirements as of December 31, 

1935, for both the electric and gas departments on the 6% sinking 

fund basis was made~ based upon tho company's lives and also upon 

lives proposed by the Commission staff. 

Based in part on the above estimates, the sum of $162,$92 

was transferred from the electric department res~rv~ to gas department 

reserve as of March 31, 1937. At the $~e time, some $596,000 of 

~~~uf~ctured gas plant was retired, about $377,000 being charged to 

dcprecintion reserve and about $219,000 being charged to Ac. 132, 

Property Ab~ndoned, with en agreement that rates, otherwise not 

unreasonable, would not be reduced until equity considerations of this 

write-of~ cade the company whole. 
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In 1937, at the conclusion of these transfers and write-offs, 

the depreciation reserve was left somewhat in excess of the reserve 

requir~ment. The actual figures ere not available as of comparacle 

dates, but it would appear that the reserve for the total company as 

of March 31, 1937, was overaccrucd by about i45,000 of the estimated 

requirement on the compeny lives, and by about $180,000 on the basis 

of the Commission staff lives. 

Adeguacv of Depreciation Reserves 

Engineers of both ~hc company and the Commission stafr have 

estimated the theoretical reserve requirement as of December 31, 1948, 

on the 5% sinking fund basis, the results being as follows, compared 

to the book reserve: 

Propc::"tv 

Electric 
Gas 
v:ater 
CO:Il."non 

Total 

Reserve Rcguirement 
Compony Commission Staff 

$2,219;086 $2,389,723 
1,63),020 1,583,254 

45,007 42,748 
161]042 161.262 

4,058,158 4,176,994 

Excess Reserve over 
Reserve Requirement 

Company Commission Stoff 

$1,064; 523 $ '893,886 
999,240 1,049,006 
25,599 27 858 

1~21°:22 1~1:811 
2,221,397 2,102,561 

The Commission staff, in presenting its studies as of 

December 31, 1948, stated the studies were based on available data in 

~he company records ~d on certain estimates. At the same time, the 

staff pointed out the desirability of additional data on mortality 

experience and with regard to salvage, net presently available. The 

obove estimates ~re based on the 5% sinking fund method, which the 

coopany has been using with Commission approval since January 1, 1944. 

The staff also presented straight-line calculations on two 

bases of lives. For purposes of simplicity, the data herein refers 

only to the baSis employing lives 5% longer than the sinking fund 

lives, since the parties recognize that, in prinCiple, shorter 
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equivalent lives must be used for sinking fund computations than for 

straight-line calculations. This is because, on a group basis, the 

loss of interest due to c~rly retirements is not fully offset by the 

gain in interest on late retirements, and the shorter equivalent life 

is necess~ry to overcome this net loss of interest. 

The book reserves and the estimated reserve requirements as 

of December 31, 194$, as shown by these studies, are as follows: 

Book Estimated Reserve Rcguirement 
Depnrtrnent Reserve 2~ ~inking ~und 2traight Line 

Electric Department ~3,2$3,609 $2,3$9,723 $3,4.$6;982 
Co.s Department 2,632,260 1,583,254 2,665,202 
Water Department 70,606 4.2 748 65,405 
Common 22~ JOse ,161:269 2261f1:8~ 

Total 6,279,555 4)176,994 6,454,073 

The staff ~lso computed depreciation accruals on" both the 

tota: life and the remaining life bases, based on the December 31, 

194$, depreCiable property and reserv~s or estimated reserve require-

~ents. The total life basis uses the estimated total life of groups 

of property without reference to the size of the accumulated deprecia-

tion reserve, while th~ remaining life basiS is designed to provide 

accruals over the remaining life of the surviving plant just sufficient 

to cover the depreciable cost less existing depreCiation reserve. 

By the evidence of respondent's vice president and treasurer, 

at the reopened hearing of November 29, 1950, the results of confer­

ences between representatives of respondent and the Commissi,on staff; 

culminating in 0. "Memorandum of Understanding Relative to Depreciation 

Practices," were outlined. This memorandum l identified as the draft 

of November 10> 19501 having been agreed to by the company and the 

staff of the Commission through its couns~l, was rec;ived as Exhibit 

No. 40 and is .:.ttached hereto as Exhibit A. No objection was voiced 

by nny party to the proceedings to the conclusions outlined in this 

memorandum. 
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The agreement, which pertains solely to CO&st Counties Gas 

ond Electric Company and is not to be considered a precedent in 

relation to other utilities, was reached after considering (1) the 

estim~ted depreciation reserve requirements as of December 31, 1948, 

on the scver~l stucies alreaoy discussed and also the calculated 4% 

sinking fund reserve requirement brought forward to December 31, 1949, 

with certain agreed chonges in lives, (2) the history of the reserve, 

(3) the earning history and its relationship to depreciation accruals, 

ond (4) possible constructive purposes to which depreciation reserve 

~xcesses could be transferred. In addition, over-all equity conside~a-

tions,. including the consumers', the company's, and the public 

interest, entered heavily into the agreement, coupled w~th the will­

ingness of the company to review periodically depreciation accruals on 

~he remaining life basis, and its willingness to & showing by the 

staff of the Commission of a rate of return on a modified sinking 

fund rote base ~s well as the und0preci~ted rate base in rate cases. 

A comparison of the book reserve one the calculated 4% 

sinking fund reserve requirement as of December 31, 1949, as shown by 

E~_~ibit No. 41, follows: 

Depreciction Reserve -
~er Books 

Colcu1nted Reserve Require­
ment - 4% Sinking Fund 
Method 

~ of December 31, 1949 

4,746,464 

All figures pertain to Depreciation Res~rvo for Dcprecioble 

Plant, excluding the Reserve for Tran$port~tion and Construction 

Equipment which is accrued through clonring accounts. 

An agreement was reached to adopt a remaining life 4% 

sinking fund accrunl m0thod based on the balance in reserve after 
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adjusting the book res~rve of December 31, 1949, by transfer of 

$999,436 from the depreciation reserve for general plant to surplus 

for the specific purposes as shown in detail in the 'memorandum of 

understanding (Exhibit A). These purposes were generally to restore 

to surplus an amount transferred from surplus in prior years, to write 

off one-half of acquisition adjustments presently on the books, to 

increase th~ provision for ~ccrued taxes, to write off loss on hydro­

plant lands, and to establish an insurance reserve. 

Under this plan, the adjusted balance of ~5,696.,991 in the 

depreciation reserve for general plant will come under a plan of 

~remaining li£e ll accrual, wherein, by periodic reviews by the company, 

the depreciation accrual to be charged to expense will be determined 

by the gross depreciable plant per books less the then existing 

depreci~tion reserve related to the estimated remaining life of the 

property and estimated gross salvage, less cost of removal. Under 

this plan, no further adjustments through surplus for either 

deficient or excessive depreciation reserve balances ~~ll be made in 

the future, even though the accrual method adopted herein be changed. 

The method adopted is the 4% sinking fund method. 

Interest at 4% i\1.ll be accrued and charged to expense each 

year on the oook oalnnee in the Depreeiation Reserve (exeluding 

Reserve for Transportation and Construction Equipment). The total 
depreciation charge to expense will also include an annuity of such 

amount that, coupled with the interest charge, the total (;:o.cerua.l 

would, over the remaining life, provide for the depreciation of the 

then existing gross depreciable plant, less the then existing depre-

ciation reserve. 

Under the agreement, the company will undertake to make 

reviews of depreciation charges by members of it5 own organization. 
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The company will present, by December 1, each year, its basis of 

cepreciation accruals for the ensuing year for Co~~ission review. 

The agreement includes a stipulation that a remaining life 

4% sinking fund depreciation annuity of $321,309 is reasonable for 

the year 1950, that interest will be $227,880, with a total proYision 

of $549,189 for depreCiation expense for 1950 1 and that the company 

,doll adopt this basis for it s 1950 depreCiation accrual and adjust 

its accounts accordingly. For 1951, annuity rates consistent with 

the 1950 calculations will be used. For the years after 1951, how-

ever, the parties arc free, under the agreement, to make such repre­

sentations as to remaining lives and net salvage as they feel proper 

~fter further investigation. 

Proposed journal entries arc shown by Exhibit No. 44, as 

well as actual and pro forma balance sheets as of October 31, 1950, 

showing the results of the journal entries. Because of the write-

off of the remaining one-half of the acquisition adjustment through 

the surplus account, the earned surplus as of October 31, 1950, shows 

a decline from the actual of $1,705,994.48 to $1,404,200.48 ,on a 

pro forma bas~s~ although it will be improved by the 1950 depreCiation ----
overaccrual, amounting to $128,766 in the first 10 months. 

vIe find the proposed agrecm~nt to be in the public 

int~rest, and the journal entries as proposed will be approved. 

Respondent and the staff are commended for their coopern-

tion in evolving a reasonable solution to this complex problem. 

The Commission having instituted an investigation into the 

depreciation reserv~ and accrual practices of Coast Counties Gas and 

Electric Co~pany, public h~arings thcr~on having been held, oral and 

documentary eVidence having been received and considered together 
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EXHIBIT J... 

Draft of November 10, 1950 

ND!ORt.NDtJ}~ OF UNDERSTAND'lNG 
RELATIVE TO DEPRECIATION PR:;,CTICES 

COAST COUNTIES GAS AND ELECTRIC COl<!PANY 

, 
J.. 

Following considorution of all ~5pcctS of the depreci~tion situ~tion of 

the Coast Counties Gas and Electric Company ~s of December 31, 1949, an agreement 

wus reached, subject to approvnl 01 the Californi~ Public Utilities Commis~ion, 
wr.ich pcrta.ins solely to Coast Counties Gas and Electric Company a.nd is l'l.ot to be 
considered a precedent in relation to oth~r utilities, and which is set forth here~ 

The aspects of tht:: situa.tion considered were (1) tho estim.'l,ted deprecia­

tion reserve requircm~nts o.s of D~cember 31, 1948 on tho several studios shown in 
the rocord in Case No. 5156 .lnd also tho calculated 4% sinking fund reserve roquire­

ment brought forward to D~cember 31, 1949 with certain agreed changes in lives, 

(2) the history of the reservo, (3) the earning histor.y and its relationship to 
depreciation accruals, and (4) possible constructive purposes to which deprociation 
reserve ~xcesses could be transferred. In addition, ov~r-~ equity consider~tione, 

including consumers', company and public intcr~stl entered he~vily into the ~gree­
mentl coupled with the willingness of the company to review periodically deprecia­

tion MCru~s on th(;l rcmnining life basi~1 ~nd its willingness to 0. showing by the 

staff or the Co~ssion of 0. rato of return on a mo~\fied sinking fund r~to b~so 

as well ~s the undeprccil).tea rate base in rate co.ses. 
All figures pertain to Deprecintion Ra~erve for DGprcciable P1~tl 

excluding tho RcservG for Tr~nsporttl.tion and Construction Equipment which is tl.cc~d 

through clearing Ilccounts. 1.. com~rison of tho book reserve and tho co.lc\llated 4% 
sinking fund reservo roquire~nt as of Decemb~r 311 1949 follows: 

Depreciation Reserve - per books 
Calculated Reserve Requirement -

4% Sinking Fund Method 

~5 of Docember 31. 1949 

$61 696,427 

1m agreement was reached to .'ldopt a remp..ining lifo 4% sinking fund 09.ccrual 

method baoed on the bal~~ce in reser\~ after ~djusting the book reserve of 
December 31, 1949, by transfer of $999,~36 from the depreciation reserve for goner~ 

plant to :urplus for the following purposes: 
1. Restore to earned surplus an amount transferred from surplu:: 

to thG dcprcciction reserve in 1923, with accumulated inter-
e~t to Dccemb~r 31, 1949 ••••••••••••.•••••• $173,198 
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2. Inere."l.3C ;"ceruod TAXas in reelpeet to ol!ltimated tax nccl"l.l.Al 

deficiency for y~ar3 prior to 1951 with the understanding 
that any d1tioronco1 upon nctunl detor.m1nat10nl will be d1s-

po~ed of through surplus • • • • • • • • • • • • • • • • • •• 125,000 
3. Write ott ono-MJ.£' ot t.cC!,1.1.is1tion Adju3'b:lents" 'With the 

understanding that the balance will be written off directly 
out ot ourplu5 • • • • • • • • • • • • • • • • • • • • • • •• 461,,867 

4. Esta.blish Do Reocrve for Insurance, with the understanding 
th .. ~t the companY'W'ill not make Ilccruals to increase said. 
reserve, but will chL'.rge to expense olll insurMce prcmiUr.l5 and 

accruals to ~~ntain the reserve at olppro~~tcly the level 
established (until such tiI:lc in the future a.s condition~ rnt\y 

change) and with the understtmding t~t ~o.nces in thi~ 

re$erve will be specifically re~erved nnd used for insurance 
reserve purposes • • • • • • • • • • • • • • • • • • • • • 

5. Write otf lose on hydro plant lands • • • • • • • $52,,495 
Less tax saving on l~ng-tor.m loss (25%) ••• 13.124 

Total • • • • • • • • • • • • • • • • • • • • 

. . 

• • 

200,,000 

391371 

$999,,436 

2. 

Under this p1nn" the adjusted balance of $5,,696,,991 of the depreci~tion 
rcserve for general plc.nt will come under a. plan of "ro::w.ining life" ll.CcruDJ." 

wherein, by periodic reviews by the company, the deprecia.tion llccruJ.l to be charged 
to expense will be determined by the gross deprec:iAble plant per books les::; the 
then existing depreciation reserve relat~d to the ~ stio.ated remaining life of the 
property and estimated grocs s~vage, less cost of removnl. Under this pl~" no 

further adjustments through surplus for either deticient or exee~sive depreciation 
reserve balances will be mde:l in the future, even t hough the a.ccrual method 1l.dopted. 
herein be cha.nged. The method adoptod is the 4% sinking fund tlethod. 

Interest a.t 4% will be accrued and charged to expense each year'on the 
book balance in the Depreciation Reserve (excluding Feserve for Tr~nsportation ~nd 
Conotruction Equipment). The total depreciation chArge to expense will'also in­

clude an annuity of such amount tha.t, coupled with the interest charge" the total 

a.ccrual would, over the remaining life, provide for the deprecintion of the then 
exi~ting gross depreciable plant, less the then existing deprecia.tion reservo. 

It is further understood that the company will under take to make reviews 
ot depreciation charges by members of its own organization. Tho company will 

prosent, by December 1 each year, its basis of depreCiation accruals for tho en~uing 
year for Commis~ion review. 
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The calculated reoorve requiremont represents recomput~tion, on a 4% 

sinking fund basis, of the 5% sinking fund reserve requirement ~~ of December 31, 
1948, testified to by the Commiosion staff in Case No. 5156 (with certain changes 
in equivalent lives), brought torwurd to Decembor 31, 1949. This cnlcul~ted re~crve 
requirement is ~ccepted as information tor tho purposes ot this agreement. In the 

interest or disposing of the deprccintion procoeding now ponding, it is stipul~tod 

that A remaining life ~ Sinking fund depreciation annuity of $321,309 is reason­
able for the year 1950 and that interest will be $227,880, with a to~l provision 

of $549,189 for dopreciation expenso for 1950, nnd that the company will adopt this 
b~sis for its 1950 ~cprecintion accrual nnd adjust its accounts accordingly. For 

1951, annuity ratc~ con~i~tent with the 1950 calculations will bo used. For ycnr& 
aftor 1951, howovor, the pnrties arc froe to mnke such roprcsentation~ n~ to 

remaining lives ~d net s~~ge as they feel proper after further investignti"n. It 
is also understood that this memorandum does not purport to cover the detail 

mechanics of adjusting the rc~crve by dc~'rtment8 and computing the nnn~ities for 

the future, which ~il1 be the subject of further conferences. 
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Reserve for Depreciation (Excluding Rcscrv(3 for 
Transportation And Construction Equipocnt ) -
Dccemb~r 31, 1949 

Reserve Requirecent on 4% Sinking Fund Ba~is 
Bxces~ in Reserve 

Transfer from Depree~tion Reserve 

.BA.lc.nce of Excess to Eemn.in in Reserve 

Reserve a1'tcr Adju:tmoo ts 

---~-----

Disposition of Trn.nsfer from Depreciation Reserve 
1. Transfer to Enrned Surp1u3 
2. Transfer to Tax Reserve* 
3. Write off one-half of Acquisition Adjus~ent3 

(balance to be written off to surplus) 
4. Tra.n~i'cr to Insurnncc Reserve* 
5. Write off 1093 on hydro plr--nt 1D.nds (not) 

$173,198 
125,000 

461,867 
2001 000 
39,271 

$6,696,427 
4.746,464 

$1,949,963 
999,436 

$ 950,527 

$5,696,99l 

$ 999 1 436 

* These reserves sholl be noninterest bearing. 

- - -- ~ ~ - --

E5t~ted Dcpreeiution Expense - Yc~r 1950 
Interest - 4% on Z5 1696,991 
4% Sinking Fund Annuity - Tot~l Life Basis 
Leos - Ann~tl Rent of 20-year Annuity Created by 
Excess Rct~ined in Reserve - 7.358% of $9501 527 

Net Re~ning Life 4% Sinking Fund Annuity 
Depreci~tion RequiroQcnt for 195C 

$391,249 

69.940 

$ 2.Z7,880 

321,309 

$ 549,189 

4. 
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~~th the briof ~nd oral arg~ents pertaining thereto, the proceeding 

h~ving been submitted and now being rc~dy for decision, 

IT IS HEREBY ORDERED that Coast Counties Cas and Electric 

COr.lpr:l.ny j.~ ."ll.thClrized and cl.irectcd, respectively, 

(1) 

, (2) 

To carry out the terms of the memorandum of 
understanding relntivG to depreciation prnctices 
dated Nov~mber 10, 1950, received in this pro­
ceeding 0.5 Exhibit 40, and uttached hereto as 
Exhibit A, and to place on its books the proposed 
journlll entries which a.re included in ,Exhibit 44 
filed in this proceeding. 

To file with the Com~ission a. copy of ea.ch 
journal entry actuallY recorded on its books 
in accordance with this order. 

The effective no.te of this 'order shall be twenty (20) 

days ~ftcrr the d~tc hereof. 

Dated a~~da~' California, this /9~ 
dr\Y of rlQ~dM.,. ) ,19SD s 

-.~\ 


