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DIRECT TESTIMONY OF JOSEPH M. BAHR

PLEASE STATE YOUR NAME AND BUSINESS ADDRESS.

My name is Joseph M. Bahr and my business address is 10700 E 350 Hwy.
Kansas City, MO 64138.

BY WHOM ARE YOU EMPLOYED AND IN WHAT CAPACITY?

| am employed by Aquila Inc. (“Aquila”) in the Financial Management group of
the domestic networks business unit. My position is Senior Manager, Financial
Management, directly supporting the state jurisdictions of lowa Gas and
Missouri Gas. | am submitting this testimony on behalf of Aquila’s natural gas
operating division in Missouri: Aquila Networks - MPS (“MPS”).

PLEASE STATE YOUR EDUCATIONAL BACKGROUND AND
EXPERIENCE.

| attended Fort Hays State University in Hays, Kansas from which | received a
Bachelor of Science Degree in Business in 1981 and a Masters Business
Administration Degree in 1993. | have worked for Aquila and its predecessor
companies since 1981 and have held various positions with Aquila in the areas
of accounting, budgeting, planning, regulatory, business management, retail

services and now financial management.

(R
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Q. HAVE YOU EVER TESTIFIED BEFORE ANY UTILITY REGULATORY

COMMISSION?

A. Yes. | have testified on two occasions before the Colorado Public Utilities

Commission with respect to Integrated Resource Planning dockets related to
WestPlains Energy, another operating division of Aquila. | also provided
testimony in MPS’ electric filing of its new extension policy in case no. ET-99-
126. And most recently | sponsored testimony in the MPS (Gas) and Aquila
Networks — L&P (Gas) rate case no. GR-2004-0072, with respect to its
proposed extension policy for Aquila’s gas divisions in Missouri and an
overview of the Impairment Charge Aquila recognized at 12-31-02 in relation to
the Eastern System.

Q. WHAT IS THE PURPOSE OF YOUR TESTIMONY?

A. My testimony will review the Impairment Charge and the resulting net plant in
service balances for the Eastern System.

Q. PLEASE IDENTIFY ANY SUPPORTING SCHEDULES WHICH YOU

SPONSOR.

A. | am sponsoring the following schedules which were reviewed and prepared

under my direct supervision:

JMB-1 Allocation of Asset Impairment by Account
JMB-2 FASB 144 Test Value
JMB-3 Eastern System Plant Balances, 9-30-03

(9]
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IMPAIRMENT PER FASB 144

@]

WHAT DOES FASB STAND FOR?

FASB is the industry acronym for the Financial Accounting Standards Board.

The stated mission of FASB is “to establish and improve standards of

financial accounting and reporting for the guidance and education of the

public, including issuers, auditors, and users of financial information.” From

time to time, FASB issues new pronouncements to support its mission.

FASB 144 is one such pronouncement.

WHAT ARE THE REQUIREMENTS OF FASB 144?

The key FASB 144 paragraphs regarding the methodology for determining if

an asset is impaired are noted below, with specific quotes in parentheses:
Impairment, paragraph 7. “For purposes of this statement, impairment is
the condition that exists when the carrying amount of a long-lived asset
(asset group) is not recoverable and exceeds its fair value. The carrying
amount of a long-lived asset is not recoverable if it exceeds the sum of
the undiscounted cash flows expected to result from the use and
eventual disposition of the asset.”
Test Value, paragraph 16. “Estimates of the future cash flows used to
test the recoverability of a long-lived asset shall include only the future
cash flows that are directly associated with .... those estimates shall
exclude interest charges that will be recognized as an expense is

incurred.”
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Assumptions, paragraph 17. “... shall consider all available evidence.
The assumptions used in developing those estimates shall be reasonable
in relation to the assumptions used in developing other information used
by the entity for comparable periods, such as internal budgets and
projections. A probability-weighted approach may be useful in
considering the likelihood of those possible outcomes.”
Fair Value, paragraph 22. “The fair value of asset is the amount at which
the asset could be bought or sold (settled) in a current transaction
between willing parties, that is, other than in a forced or liquidation sale.
Quoted market prices in active markets are the best evidence of fair
value ... if not available ... in those instances the estimate of fair value
shall be based on the best information available ... and the resuits of
using other valuation techniques.”
WHEN DID AQUILA RECOGNIZE THAT AN IMPAIRMENT EXISTED FOR
THE EASTERN SYSTEM ASSETS?
Aquila recorded the impairment on its books at year-end 2002. The entries
on the corporate books are as follows:
Debit account 421, Misc Operating Income ............. $8,980,000
Credit account 101, Plantin Service ~ .............. 8,980,000
In May of 2003, the above entries were reversed on the corporate books and
the following entries were made on the books of the MPS Gas business unit

as follows:

i
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Debit account 421, Misc Operating Income ............. $8,980,000
Credit account 108, Accum Deprec Reserve ............. 8,980,000
WHAT ARE THE TAX CONSEQUENCES OF THE IMPAIRMENT
EXPENSE?
An expense for asset impairment reduces the book income of the reporting
entity, MPS, thus reducing the corresponding book amount of income taxes.
However, the recognition of the expense for tax purposes is not made until
the asset is disposed of. This creates a book-to-tax timing difference, which
drives the additional entries for deferred income tax expense and a deferred
income tax asset for MPS. The effective federal and state income tax rate for
MPS is 38.39%. This tax rate multiplied by the reduced income of
$8,980,000 calculates an income tax impact of $3,447,422. The entries and
accounts are as follows:
Credit account 410 Deferred Income Tax Expense $3,447 422
Debit account 282 Deferred Income Tax Liability” $3,447 422
*Account 282 is normally a liability account with a credit balance. The
referenced entry, as a “tax asset”, reduces the level of credit balance.
WHY, IN MAY 2003, WAS THE CREDIT ENTRY MADE TO THE RESERVE
ACCOUNT INSTEAD OF TO PLANT IN SERVICE AS IT WAS AT YEAR-
END?
The effect on net plant, which is plant in service less accumulated

depreciation reserve, is the same regardless of which is account is credited.
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The decision to credit the reserve account was made after consulting with the
accounting staff of the Federal Energy Regulatory Commission (“FERC”).
HOW WILL THE IMPAIRMENT, VIA A REDUCTION IN ACCUMULATED
RESERVE, AFFECT FUTURE DEPRECIATION EXPENSE?
Given that the impairment is almost sixty percent (60%) of gross plant for the
Eastern System, a recognition of the change in either depreciable plant or
depreciation rates is significant and necessary. Aquila has determined that a
manual adjustment to depreciable plant and the associated calculation of
depreciation expense is the most effective means of recognizing this change.
This results in no change to depreciation rates. Aquila has an accounting
system that will continue to calculate pre-impairment depreciation expense on
an automated basis as reflected by the pre-impairment depreciable plant in
service. Referencing Schedule JMB-1, Aquila has allocated the $8.98 million
impairment across the plant accounts in service on the Eastern System.
Applying the MPSC approved depreciation rates, by plant account, against
the allocated impaired plant accounts, will determine the depreciation
expense attributable to the impairment. On a monthly basis, Aquila will credit
depreciation expense related to the impairment on its income statement. On
a quarterly basis, Aquila will accumulate the depreciation expense credit for
the three months, and credit accumulated depreciation reserve.
WHAT MODEL AND ASSUMPTIONS DID AQUILA USE IN DEVELOPING

THE VALUATION ANALYSIS OF THE IMPAIRMENT?
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First, remember that FASB 144 requires a test to determine if an impairment
exists. If an impairment exists, a determination of fair value is required. | will
first describe the test phase. Then, | will describe the fair value phase, which
actually determined the impairment of $8.98 million referenced in the
preceding question.

Test Value Phase:

In summary, the purpose of this phase is to determine or test what level of
recoverable investment is supported by the projected level of future cash
flows. The valuation model starts with a simple extrapolation of the 2003
budget. This model is attached per schedule JMB-2. The base budget for
2003 is carried forward for an additional twenty-nine (29) years subject to the
assumptions below. In most instances, the 2003 Budget was not prepared at
the specific level of detail for the Eastern System, so allocations and
extrapolations were used as explained below. As prescribed by FASB 144,

the cash flow is undiscounted and interest expense is excluded.

The beginning base level margins (2003 year) are derived from a known
measurement of year-end 2002 customers multiplied by weather-normalized
use per customer multiplied by current rates. In 2004, or year 2 of the model,
a projected conservative increase of three percent (3%) in revenue, or
approximately twelve percent (12%) in margins, from the 2003 rate case was
included. The growth rate, net of customer additions and retirements, for the

remaining twenty-eight (28) years was measured across the variability of
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incremental margins as measured across four levels, year over year change in
margins. Per Schedule JMB-2, these models were run as 1% increase per
version A (page 2 of 5), .5% increase per version B (page 3 of §), 0% increase
per version C (page 4 of 5) and -.5% decrease per version D, (page 5 of 5).
The current budget assumption for Missouri Gas is a growth rate of .5% per
year. This variability was used in the weighted probability approach discussed

later.

Expenses are either directly assigned or allocated. A distinct operating
department is responsible for the Eastern System, and other costs such as
property taxes and bad debts were directly assigned. Inter Business Unit (IBU)
expenses were estimated to be 2/3 direct related and 1/3 allocated. Additional
allocated costs included Enterprise Support Functions (ESF) and other
Missouri management. All expenses were assumed to escalate by 2.25% per
year. Depreciation expense was extrapolated to its current rates at about

3.4% per year.

Based upon the above analysis, a weighted probability outcome test value of
$3.882 million was derived from the thirty (30) years of projected cash flow.
Reference Schedule JMB-2, page 1, for the summarized results and the
underlying weighting of the four varying margin increase scenarios (A,B,C,&
D). With a present net investment base estimated at about $12.0 million, the

impairment as tested is almost $8 million.
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Fair Value Phase:

As prescribed by FASB 144, upon failure of the test valuation referenced
above, i.e. impairment was evident and material, a fair valuation was
necessary. The same assumptions from the valuation model used in
Schedule JMB-2, with respect to the baseline operating income and changes
in margins and expenses over thirty (30) years, and applying a discount rate of
7.56% was used to estimate the fair value if Aquila continues to hold this asset
under a regulatory framework. The weighted fair value, of continuing to hold
or selling the system, was estimated at $3.02 million on the then estimated
$12 million rate base. This results in an impaired value or required write-down

of $8.98 million.

Plant Balances for Eastern System

Q.

AFTER RECOGNITION OF THE IMPAIRMENT, WHAT ARE THE
RESULTING NET PLANT IN SERVICE BALANCES FOR THE EASTERN
SYSTEM?

The resulting net plant in service balances and the supporting account detail
are provided on Schedule JMB-3. The results are summarized below, as of
September 30, 2003:

Gross Plant in Service: $ 15,602,729

Accumulated Depreciation Reserve (2,354,787)

10
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Impairment (Accum Dep Reserve) (8,980,000)
Net Plant in Service $ 4,267,942

PLEASE BRIEFLY DESCRIBE THE CALCULATION OF THE PLANT IN
SERVICE BALANCE ON SCHEDULE JMB-3:

This determination of plant in service is only for the property located
specifically in the towns of Rolla, Salem and Owensville. No common plant
of MPS nor any Corporate Shared Assets like customer information or
accounting systems is included. The majority of the plant in service accounts
and the associated dollar amounts [$15,170,343] are specifically accounted
for on the property records for Eastern System. There are four plant
accounts, primarily meters and meter installations, which are accounted for at
the MPS division level. These four accounts [$430,165] were allocated to the
Eastern System based on a customer allocator. The Eastern System
represents 8.7% of the customers of the MPS division.

PLEASE BRIEFLY DESCRIBE THE CALCULATION OF THE
ACCUMULATED DEPRECIATION RESERVE BALANCE ON SCHEDULE
JMB-3:

The accumulated depreciation reserve is accounted for only at the MPS
division level. The reserve is maintained by plant account, i.e. there is a
reserve specifically assignable to mains, a reserve specifically assignable to

services, a reserve specifically assignable to meters, etc. The reserve for the

11
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Eastern System was calculated by account in the Aquila “PowerPlant’
accounting system which ratios the Eastern System plant in service balances
by the MPS division plant in service balances on a pro rata vintage year
basis. As referenced on Schedule JMB-1, Aquila allocated the Impairment
Charge by account and maintains a separate accounting of those balances

within the total accumulated depreciation reserve account.

DOES THIS CONCLUDE YOUR TESTIMONY?

Yes it does.
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