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December 7, 2017 
 
 
Daniel P. Wolf 
Executive Secretary 
Minnesota Public Utilities Commission 
121 7th Place East, Suite 350 
St. Paul, Minnesota  55101-2147 
 
RE: Comments of the Minnesota Department of Commerce, Division of Energy 

Resources 
 Docket No. G011/D-17-442 
 
Dear Mr. Wolf: 
 
Attached are the Comments of the Minnesota Department of Commerce, Division of Energy 
Resources (Department) in the following matter: 
 

A Request by Minnesota Energy Resources Corporation (MERC or the Company) for 
Approval of its 2017 Five-Year Review of Depreciation Certification 

 
The petition was filed on May 31, 2017.  The petitioner is: 
 

Amber S. Lee 
Regulatory and Legislative Affairs Manager 
Minnesota Energy Resources Corporation  
Suite 200 
1995 Rahncliff Court 
Eagan, MN  55122 

 
Based on its review, the Department concludes that the proposed average service lives, net 
salvage values, and resulting depreciation rates are supported by the record and appear to be 
reasonable.  The Department recommends that the Minnesota Public Utilities Commission 
(Commission) approve MERC’s proposal.   
 
The Department is available to answer any questions that the Commission may have. 
 
Sincerely, 
 
 
 
/s/ DALE V. LUSTI 
Financial Analyst 
 
DVL/lt 
Attachment 
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I. SUMMARY OF MERC’S PETITION 
 
On May 31, 2017, Minnesota Energy Resources Corporation (MERC or the Company) filed a 
Petition requesting the Minnesota Public Utilities Commission’s (Commission) approval and 
certification of its proposed changes to depreciation rates and methods, effective January 1, 
2017.  This filing is required by Minn. Stat. §216B.11 and Minn. R. 7825.0500 through 
7825.0900 and is MERC’s third five-year depreciation review of depreciation statistics for 
Transmission, Distribution, and General plant.1  MERC’s depreciation studies were conducted 
by Gannett Fleming Valuation and Rate Consultants, LLC (consultant).  The current lives and 
depreciation rates effective January 1, 2016, were approved by the Commission in the annual 
remaining life update filed in Docket No. G011/D-16-490 (Docket 16-490).     
 
 
II. DEPARTMENT ANALYSIS 
 
The Commission requires utilities to file five-year depreciation studies to provide a more in-
depth analysis of the lives and salvage values of plant in service.  As discussed below, the 
Minnesota Department of Commerce, Division of Energy Resources (Department) examined the 
Petition for reasonableness of the proposed changes to plant lives and salvages.  Average 
Service Lives (ASL) along with survivor curves are the underlying parameters used in a 
depreciation study which determine the average remaining lives (RL) that are used along with 
the net salvage value (SV) to calculate depreciation accrual rates.  These underlying parameters 
are typically addressed only in five-year depreciation studies but may be addressed in annual 
filings as needed.2  According to the consultant, the scope of the depreciation study included: 3  
  

                                                      
1 MERC’s first five-year depreciation study was filed in Docket No. G007,011/D-08-614 (Docket No. 08-614).  
MERC’s second five-year depreciation study was filed in Docket No. G007,011/D-12-533 (Docket No. 12-533). 
2 Remaining life studies, done in the intervening years, adjust the remaining lives for the passage of time, as well as 
for the previous year’s addition and retirement activity. 
3 Petition, Part I-2. 



Docket No. G011/D-17-442 
Analyst assigned:  Dale V. Lusti 
Page 2 
 
 
 

 

The service life and net salvage estimates resulting from the study 
were based on informed judgment which incorporated analyses of 
historical plant retirement data as recorded through 2016, a review 
of Company practice and outlook as they relate to plant operation 
and retirement, and consideration of current practice in the gas 
industry, including knowledge of service lives and net salvage 
estimates used for other gas companies. 

 
The Department’s analysis includes the following sections:   
 

• depreciation filing requirements; 
• depreciation proposals including: 

o changes to average service lives and salvages, 
o use of functional composite depreciation rates, and 
o the effect of MERC’s proposals on depreciation expense; 

• historical reserve ratios. 
 
A. FILING REQUIREMENTS 
 
Minnesota Rule 7825.0700 requires the following depreciation schedules and documentation: 
 

• plant in service; 
• analysis of depreciation reserve; 
• summary of annual depreciation accruals; 
• accounts studied and results; 
• major future additions or retirements; and 
• any additional documentation necessary to support findings of the study. 

 
The Department’s review confirms that MERC substantially complied with the filing 
requirements in Minnesota Rule 7825.0700.  Regarding future additions or retirements, MERC 
stated that “Depreciation studies rely on historical activity to develop depreciation parameters.  
Future activity does not modify historical results but rather assists in the application of 
judgement when selecting final depreciation parameters.”4  In response to Department 
Information Request No. 1, MERC described its plans to extend plant lives for the five-year 
period 2017 to 2022.5  The Company stated the following:  

                                                      
4 Petition, pages 11-12. 
5 Attachment 1 includes MERC’s responses to all of the Department Information Requests. 
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MERC continues to experience an increased level of investment 
particularly in distribution mains, services, and station accounts 
resulting in increased plant additions as a result of regular system 
improvements.  Additionally, MERC will experience increased 
investment as a result of the approval of the Rochester Natural Gas 
Extension Project under Dockets G-011/M-15-895 and G-011/M-
16-315.  Depreciation studies rely on historical activity to develop 
depreciation parameters.  Forecasted activity does not modify 
historical results but rather assists in the application of judgement 
when selecting final depreciation parameters. 

 
In response to Department Information Request No. 7, MERC explained that its ongoing plan 
for the Minnesota Office of Pipeline Safety’s (MNOPS) Legacy Pipeline Replacement Program 
would not affect the ASLs proposed in 2017.  The Company stated: 
 

… MERC has been working on a legacy pipe replacement program 
to eliminate the pipe material with the highest risk for leaks, 
reaching the end of its useful life or is no longer able to be repaired 
due to obsolescence.  MERC completed it[s] bare steel program in 
2015.  This program targeted known bare steel pipe.  As MERC finds 
any additional bare steel, the replacement projects are added to 
the next year’s capital replacement project.  In addition, as the 
existence of other obsolete materials becomes known, MERC adds 
the replacement of these materials to its capital plan for the 
upcoming year. 
 
MERC’s bare main replacement program as well as replacement of 
other materials is not expected to affect the average service life as 
these ongoing replacements do not represent a significant portion 
of MERC’s total infrastructure. 

 
B. DEPRECIATION PROPOSALS 
 

1. Proposed Implementation Date 
 
MERC requested that the depreciation rates be approved as of January 1, 2017.6   
  

                                                      
6 Petition’s Summary of Filing.   
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The Department notes that depreciation rates are generally approved retroactive to the 
beginning of the year in which the depreciation filing was made.  Therefore, the Department 
recommends that the Commission approve MERC’s proposal as of January 1, 2017 with the 
next annual remaining life update due June 1, 2018. 
 

2. Proposed Changes to ASLs and SVs 
 
The Department compared MERC’s approved ASLs and net SVs to proposed ASLs (Department 
Attachment 2) and net SVs (Department Attachment 3).  As provided in MERC’s Petition, 
Department Attachment 4 shows MERC’s proposed change in depreciation expense.7  Below, 
the Department discusses the changes proposed to ASLs and SVs in Transmission, Distribution 
and General plant.  
 

a) Transmission Plant 
 

1) Mains 
 
The $104,734 annual depreciation accrual decrease in Mains (Account 367.10) is a result of 
MERC’s proposed average service life increase (from 50 to 65 years) and decreased negative 
net salvage (from -45% to -30%).   
 
Salvage value is the value an asset will have after it has been fully depreciated.  A positive net 
salvage might indicate, for example, that an asset could be sold for scrap.  When the cost of 
removal exceeds gross salvage, a negative net salvage occurs.  A decrease in negative SV 
decreases depreciation expense while an increase in negative SV increases depreciation 
expense. 
 
The Department concludes that the proposed changes to ASL and SV in Account 367.10 are 
reasonable.   
 

2) Measuring and Regulating Station Equipment (M&R) 
 
The $45,848 annual depreciation accrual increase in M&R (Account 369.30) is a result of 
MERC’s proposed average service life decrease (from 45 to 30 years),  increased negative net 
salvage (from -5% to -30%) and a lower reserve-to-plant ratio. 
 
The Department concludes that the proposed changes to ASL and SV in Account 369.30 are 
reasonable.   
  

                                                      
7 Petition, Part VI-9, Table 3. 
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b) Distribution Plant 
 
The largest change in depreciation accrual is in the Distribution Plant.  The net dollar impact is a 
decrease in annual depreciation expense of $1,292,318.8  The majority of the depreciation 
expense changes are in the following accounts: 
 

• Services (Account 380.00) decrease of $783,732; 
• Mains (Account 376.00) decrease of $641,642;  
• M&R Station Equipment (Account 378.00) increase of $152,711; 
• M&R Station Equipment – City Gate (Account 379.00) increase of $138,429; and 
• Meters (Account 381.00) decrease of $115,512. 

 
Below, the Department discusses each of these proposals. 
 

1) Services 
 
The $783,732 annual depreciation accrual decrease in Services (Account 380.00) is primarily 
due to a longer life estimate (from 50 years to 56 years). 
 
Based on its analysis, the Department concludes that a five-year increase in life appears 
reasonable since the statistical analysis supports an ASL of 56 years.   
 

2) Mains 
 
The $641,642 annual depreciation accrual decrease in Mains (Account 376.00) is a result of 
MERC’s proposed decreased negative net salvage (from -45% to -30%).  This decrease in net 
salvage mirrors that proposed for Transmission Plant Mains.  The Department concludes that 
the decrease is reasonable. 
 

3) M&R Station Equipment 
 

The $152,711 annual depreciation accrual increase in M&R Station Equipment (Account 378.00) 
is a result of MERC’s proposed shorter life estimate (from 44 to 35 years), an increased negative 
net salvage estimate (from  -10% to -35%) and a lower reserve-to-plant ratio as of December 
31, 2016.9  For these reasons, the Department concludes that the proposed changes are 
reasonable. 
  

                                                      
8 See Department Attachment 4 for the proposed accrual increases and decreases. 
9 See Department Attachment 5 for the detailed calculation. 
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4) M&R City Gate Equipment 
 
The $138,429 annual depreciation accrual increase in M&R Station Equipment – City Gate 
(Account 379.00) is a result of MERC’s proposed shorter life estimate (from 40 to 35 years), an 
increased negative net salvage estimate (from  -10% to -35%) and a lower reserve to plant ratio 
as of December 31, 2016.10 
 
Based on MERC’s explanation of the changes in life estimate and salvage value, the Department 
concludes the proposed change is reasonable. 
 

5) Meters 
 
The $115,512 annual depreciation accrual decrease in M&R Station Equipment (Account 
381.00) is primarily due to a longer remaining life as of December 31, 2016.  The remaining life 
is longer as a result of the age of surviving assets and the change in type curve from an S2 to an 
S1.  
 
Based on MERC’s studies, the Department agrees that the proposal is reasonable. 
 

c) General Plant 
 

1) Transportation Equipment and Trailers 
 

For General Plant, the net $109,868 depreciation expense increase is largely related to 
Transportation Equipment (Account 392.10 includes cars, trucks, and cargo vans and Account 
392.20 includes trailers).  MERC proposed no change to the ASL of Account 392.10, but did 
propose a decrease in salvage value from 25% to 20%.  For Account 392.20, MERC proposed an 
increase to the ASL from 15 years to 16 years and a decrease in salvage value from 30% to 15%. 
  
The Department is not opposed to the reduced ASL change for Account 392.2 or the reduced 
positive salvage value changes for both 392.1 and 392.2, which are based on the salvage value 
study. 
 

2) Structures and Improvements 
 
For Structures and Improvements (Account 390.00), MERC proposed to increase the ASL for 
Buildings Minor from 42 to 45 years, and to modify the proposed salvage value from -5% to 
-10% for both Buildings Major and Minor. 
 

                                                      
10 Ibid. 
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The Department is not opposed to this ASL change since the statistical analysis supports 42 
years for minor buildings. 
 
The Department does not oppose the proposed SV change. 
 

3) Proposal to Continue Use of Functional Composite Depreciation Rates 
 
In MERC’s most recent 5-Year Study in Docket No. G007,011/D-12-533, the Commission 
approved MERC’s proposal to use composite depreciations rates as follows: 
 

The Commission hereby approves MERC’s proposal to use 
functional depreciation rates for asset classes that arise in the 
future for which no depreciation rate is currently approved or for 
asset classes that are fully depreciated but may have future 
investment.  The rates may be used only until MERC files its next 
five-year depreciation study, or upon separate filing by MERC 
requesting certification of a new rate.11   

 
MERC in the current study proposes to continue using functional composite depreciation rates 
in the manner described above in the Commission’s Order.   
 
MERC’s proposed composite rates for transmission and distribution plant will change from 
2.91% to 2.35% and from 2.43% to 2.13% respectively; and for general plant will change from 
4.78% to 5.38%.12 
 
It is reasonable to continue to use the functional composite depreciation methodology as 
previously approved by the Commission in the previous 5-Year Study, as updated with data in 
the current 5-Year Study. 
 

4) Effect of Proposal on Depreciation Expense 
 
The estimated 2017 effect of MERC’s proposed rates compared to the approved rates based on 
the gas plant in service as of December 31, 2016, is as follows: 
 

Using December 31, 2016, depreciable balances, the effect of the 
recommended depreciation rates on annual depreciation expense 
is a decrease of approximately $1,241,337 as compared to current 

                                                      
11 July 29, 2013 ORDER CERTIFYING DEPRECIATION RATES AND METHODS WITH MODIFICATION, REQUIRING 
FILING, Page 6, Ordering Paragraph 5. 
12 Petition, page 8. 
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rates approved in the 2016 Annual Remaining Update in Docket No. 
G011/D-16-490.13 

 
As indicated above, the Department examined each of MERC’s proposals for reasonableness.   
 
C. HISTORICAL RESERVE RATIOS 
 
In prior depreciation studies, the Commission requested a history of the utility’s reserve ratios.  
The plant balances and reserve ratios for the last five years are presented below: 
 

MERC-Total   
 Yr. End Plant Reserve Reserve 

Year Balance Balance Ratio 
    

 
2016 $457,139,354 $181,931,990 39.80% 
2015 $433,003,662 $179,903,012 41.55% 
2014 $387,595,237 $163,946,597 42.30% 
2013 $364,122,740 $157,655,080 43.30% 
2012 $348,303,769 $154,415,261 44.33% 

    
The above reserve ratios14 indicate the percentage of plant depreciated or expensed by the end 
of each calendar year.  The numbers indicate that MERC has been adding more plant than 
retiring plant over time.  As of the end of 2016, approximately 39.80 percent of MERC’s plant 
was expensed. 
 
 
III. DEPARTMENT CONCLUSION AND RECOMMENDATION 
 
Based on its review, the Department notes that the proposed average service lives, net salvage 
values, and resulting depreciation rates are supported by the record and appear to be 
reasonable.  The Department notes that the Commission’s determination in depreciation 
proceedings are for accounting purposes only and are not a determination for purposes of 
rates.  Due to MERC’s pending rate case (G011/GR-17-563) that appears to be largely capital 
driven, the Department plans to review depreciation lives related to capital investments in the 
rate case.  The Department recommends that the Commission: 
 

• require the next five-year study due by June 1, 2022; 
• approve MERC’s proposed lives and net salvages;  

                                                      
13 Petition, pages 6-7. 
14 As detailed in Department Attachment 6. 
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• approve MERC’s proposal to continue the use of functional composite depreciation 
rates: 
o for asset classes that arise in the future for which no depreciation rate is 

currently approved, or  
o for asset classes that are fully depreciated but may have future investment; 
Such composite rates should be used only until MERC’s next depreciation study, or 
upon separate filing by MERC requesting certification of a new depreciation rate. 

 
 
/lt 
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I, Sharon Ferguson, hereby certify that I have this day, served copies of the 
following document on the attached list of persons by electronic filing, certified 
mail, e-mail, or by depositing a true and correct copy thereof properly 
enveloped with postage paid in the United States Mail at St. Paul, Minnesota. 
 
Minnesota Department of Commerce 
Comments  
 
Docket No. G011/D-17-442 
 
 
Dated this 7th day of December 2017 
 
/s/Sharon Ferguson 
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