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KENTUCKY-AMERICAN WATER COMPANY
CASE NO. 2008-00427
ATTORNEY GENERAL'S FIRST REQUEST FOR INFORMATION

Witness: Michael A. Miller

150. Please provide complete copies of all correspondence with the following parties
regarding the Company’s implementation of FASB Statement No. 143 and FIN:

External auditors and other public accounting firms.

Consultants;

External counsel;

Federal and State regulatory agencies; and

Internal Revenue Service.

o0 T

Response:
See attached correspondence with External Auditor and Consultants.

For electronic version, refer to KAW_R_AGDR1#150_122308.pdf.
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800 W. Hershey Park Drive
Hershey, PA 17033

T 717-531-3221
F 717-531-3235

Waiter Gauss To: Christopher C Buls!PAWC/AWVV\\//SC@AWW, Chuck A
' . Gilbert! PAWC/AWWSC@AWW, Mike

01/18/2005 03:50 PM MillertWVAWC/AWWSC@AWW, Tom

Batley/WWAWC/AWWSC@AWW
oo Edward J Keiffe/ ADMIN/ICORP/IAWWSC @AWW, Tom

McKitrick/ ADMIN/ICORP/AWWSC@AWW, Rod
Nevirauskas/SHARSVCS/AWWSC@AWW, Gary
Akmentins/SHARSVCS/AWWSC@AWW, Robert D
Sievers/ADMIN/CORP/AWWSC @AWW, Thomas C
Spitz/SHARSVCSIAWWSC@AWW

Subject: Net Negative Salvage - Southeast Region

Dear All;

2004 US GAAP Audited Financial Statements will require the reclassification of
net negative salvage out of depreciation expense to operation and

maintenance expense and the reclassification of net negative salvage

out of accumulated depreciation 1y a regulatory liability or asset account.

This is in accordance with SFAS 143 “Accounting for Asset Retirement
Obligations™ as well as SEC guidance.

Please review this analysis carefully. The impact of this disclosure

and account reclassification may influence future rates cases as

net negative salvage previously embedded within accumulated depreciation
will now be subject to examination.

For 2003, net negative salvage included in depreciation was estimated using
each company’s most recent depreciation study. Net negative salvage
included in depreciation was calculated using the percentage factor of net
negative salvage as a percent of total gross utility plant in service and net
salvage.

For 2004 the same methodology is used, however rather than applying a composite
net negative salvage percentage, net negative salvage was calculated
on an individual asset class level (schedule attached).

It is proposed that net negative salvage included in accumulated depreciation

be estimated in the same way. First the average percentage net increase in accumulated
depreciation attributable to net negative salvage over the past 6 years is calculated.

This average net negative salvage percentage of accumulated depreciation is then multiplied
by the net increase in accumulated depreciation for the period starting when companies began
accounting for NNS in depreciation rates and ending 12/31/04,



Kentucky

Operation and Mainfenance expense
Depreciation Expense

Accumulated Depreciation
\ Regulatory Liability NNS

$1,058,788

$1,058,788

$6,212,492

‘Tennessee

Operation and Maintenance expense

Depreciation Expense

Accumulated Depreciation
Regulatory Liability NNS
Virginia

Operation and Maintenance expense
anrecla*mn Exncnpe

Act umulated Deprwanon
Regulatory Liability NNS

West Virginia

Operation and Maintenance expense
Depreciation Expense

Regulatory Asset NNS
Accumulated Bepreciation

The attacked schedile contains the- de;ailcd calculations used to arrive at
these enmes i have also atrached a PDBF file ( mformatlon received from your staff)
et negemve saivage factors from the depreciation study

used Tor the c'ox'nputah s,

$356,712
$356,712

$1,842,781
$1.842,781

$253,064
$253,964

$193.576 "
$173,576

$2,065,405
$2.065,405

$5,893,470
§5,893,470
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Mike Miller provided the approximate date that Tennessee and Virginia started
including net negative salvage as part of depreciation. West Virginia’s 1999

rate case included information that net negative salvage commenced in July 2000.
For Kentucky I used a 1/1/1990 start date as this was a reasonable assumption
based upon information fror other American Water companies and information
from Tom McKitrick.

Maryland was not included as it was determined last year that net negative salvage
was not included in its depreciation rates.

Pennsylvania was not included as net negative salvage in accumulated depreciation

was already reclassed to a regulatory asset account as of 12/31/2003 and the net negative
salvage component of depreciation was reclassad to operations and maintenance expense
quarterly, in statements sent to security holders during 2004,

For 2003 it may be advisable to record these adjustments on a detailed level through
recurring journal entries each month. Gary Akmentins is looking at the feasibility of
this approach and has set a target date of March 2003 10 automate this process,

Please let me know if you have any questions and if you are in agreement with

my calculations by Tuesday 01/25/05. If you know of any other way in which

to estimate the amount of net negative salvage included in accumulated depreciation
I would appreciate your suggestions.

Walter Gauss

on Y

A

Southeastermn 2004 MNS sls

Kentuckep NMS by asset claes pdf West Virginia MNS by asset class pdf
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KENTUCKY AMERICAN
CALCULATION OF NEGATIVE SALVAGE Page 7 of 19

Account Plant Accumulated Percent Net Negative
Number  Description Investment Reserve Gross Inv. Salvage Salvage
3031 Other P/E Intangibles $26,219 $2,616 528,835
3036 Other P/E Comprehensive Studies 349,997 59,424 409,421
311 88 Structures and Improvements 196,204 27,114 222,318 0%
312 Cull and Impounding Reservoir 1,013,271 198,082 1,211,353 0%
313 Lake, River, and Other Intakes 338,159 150,794 488,953 0%
314 Wells and Springs 0 0 0 0%
316  Supply Mains 5,044,610 619,525 5,664,135 5454 734y 5% Y .76 (283,207)
321 Pumping Structures and Improvements 4,478,431 990,152 5,468,583 (¢ Eg'% 4 -10% #,0q (546,858)
322 Boiler Plant Equipment 0 0 (4] 0% 0
323.2 Other Power Production Equipment 559,844 180,195 740,039 0% [
325 Electric Pumping Equipment 9,122,411 2,760,530 11,882,941 (»83357 -8% 7.4{ (950,635)
326 Diesel Pumping Equipment 594,512 204,747 799,259 -8% 741 (63,941)
328.2 Gasoline Pumping Equipment 0 0 0 0% 0
328.3 Other Pumping Equipment 0 0 0 0% 0
3541 Collecting System Structures - Sewer 40,127 35,046 75,173 0% 0
3711  Electric Pumping Equipment - Sewer 10,708 9,358 20,066 0% 0
331 WT Structures and Improvements 7,006,487 977,200 7,983,687 -10% 9.¢¢  (798,369)
332 Water Treatment Equipment 23,034,953 7,963,615 30,998,568 3 143 19V -20% (7 (6,199,714)
334 Water Treatment -- GAC 0 0 0 0% 0
341 T&D Structures and Improvements 766,565 120,804 887,369 0% 0
342 Distribution Reservoirs and Standpipes 5,016,463 1,365,454 6,381,917 . -10% 9.9  (638,192)
343 T&D Mains 97,063,338 13,913,403 110,976,741 /154 15300 4% 3.3¢ (4,439,070)
345 Services 13,257,626 7,971,002 21,228,628 S99341 -1 59% (33,753,519)
346 Meters 0 0 0 0% ¥ %9 ]
346.1 Meters- Bronze Case 34,932 8,152 43,084 {2911 16% ;3,74 6,893
346.2 Meters-Plastic Case 1,866,232 435,500 2,301,732 0% 0
346.3 Meters-Other 1,295,820 302,390 1,598,210 16% ;31 255714
347 Meter Installations 11,859,907 2,795,935 14,655,842 112413433 .53% 34. ¢ (7,767,596)
348 Hydrants 6,177,087 1,497,768 7,674,855 ;oY3180% -36%%6.47 (2,762,948)
390.1 Office Structures 3,891,288 562,588 4,453,876 0% 0
390.2 Stores, Shop & Garage Strum. 902,690 130,508 1,033,198 0% 0
390.3 Misc.. Structures 256,725 37,116 293,841 ] 0% 0
391.1 Office Furniture 659,925 383,850 1,043,775 (o] 1 1] 3% 249 31,313
391.2 Mainframe Computer & Perish Equip. 72,295 42,051 114,346 (33 135 17% (4.<> 19,439
391.21 Personal Computer & Perish Equip. 1,432,139 833,014 2,265,153 17% 4, s> 385,076
391.22 Other Office Machines and Equip. 15,000 8,725 23,725 0% 0
391.23 Office Machines and Equipment Software 361,579 210,315 571,894 17% w4, <3 97,222
391.25 Mainframe Software 876,835 510,017 1,386,852 0% 0
391.26 Personal Computer Software 678,047 394,391 1,072,438 0% 0
391.28 Other Software 221,222 128,675 349,897 0% 0
391.3 Other Office Equipment 139,656 81,232 220,888 3% 2. 6,627
392.11 Transportation — Light Trucks 1,275,652 660,000 1,935,652 15/ 58  30%423. ©F 580,696
392.12 Transportation — Heavy Trucks 564,715 292,174 856,889 ;¢ i1} 25% 1v.00 214,222
392.2 Transportation -- Cars 161,535 83,575 245,110 3, (4 5 23% /3.10 56,375
392.3 Other Transportation Equip. 2,846 1,472 4,318 0% 0
393 Stores Equipment 35,547 22,605 58,152 0% 0
394 Tools, Shop, and Garage Equip. 712,988 315,678 1,028,666 -3% 4.9 (30,860)
395 Laboratory Equipment 675,252 10,011 685,263 47 24% /a. 35 164,463
396 Power Operated Equipment 498,962 237,584 736,546 0% 0
397 Comumunications Equipment 1,601,524 94,817 1,696,341 0% 0
397.1 Communications Equipment 117,000 6,927 123,927 0% 0
397.2 Communications Equipment 0 0 0 0% 0
398 Misc. Equipment 20,723 (87,005) (66,282) 0% 0
399 Other Tangible Property 117,960 141,625 259,585 0% 0
BWA Acquisition 0 447,969 447,969 0
204,445,008 48,138,720 252,583,728 ($56,416,867)
o I
Percent Atiributable to Negative Salvage P0G 900 {78 -22.34%
2,002 2003
Annual Depreciation $5,624,342 *  $6,699,631 * i X e §
Percent Negative Salvage 22.34% 22.34%
Negative Salvage Amount $1,256,478 $1,496,698

*Doesn't Include Amtz. CIAC Tax

Composite Depreciation Rate 2.33% 2.53%
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Summary

This Interpretation clarifies that the term conditional asset retirement obligation as used in FASB Statement No. 143,
Accounting for Asset Retirement Obligations, refers to a legal obligation to perform an asset retirement activity In which the
timing and (or) method of settlement are conditional on a future event that may or may not be within the control of the entity.
The obligation to perform the asset retirement aclivity is unconditional even though uncertainty exists about the timing and (or)
method of setilement. Thus, the timing and (or) method of setilement may be conditional on a future event. Accordingly, an
entity is required to recognize a liability for the fair value of a conditional asset retirement obligation if the fair value of the
liability can be reasonably estimated. The fair value of a liability for the conditional asset retirement obligation should be
recognized when incurred--generally upon acquisition, construction, or development and (or) through the normal operation of
the asset. Uncertainty about the timing and (or) method of settlement of a conditional asset retirement obligation should be
factored into the measurement of the liability when sufficient information exists, Statement 143 acknowledges that in some
cases, sufficient information may not be available 1o reasonably estimate the falr value of an asset retirement obligation. This
Interpretation also clarifies when an entity would have sufficient information to reasonably estimate the fair value of an asset
retirement obligation.

Reason for Issuing This Interpretation

http://www.pwccomperio.com/search97cgi/s97is_englishx.dll 9/6/2005
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Diverse accounting practices have developed with respect to the timing of liability recognition for legal obligations associated
with the retirement of a tangible long-lived asset when the timing and (or) method of settlement of the obligation are conditional
on a future event. For example, some entities recognize the fair value of the obligation prior to the retirement of the asset with
the uncertainty about the timing and (or) method of settiement incorporated into the liability's fair value. Other entities
recognize the fair value of the obligation only when it is probable the asset will be retired as of a specified date using a
specified method or when the asset is actually retired. This Interpretation clarifies that an entity is required to recognize a
liability for the fair value of a conditional asset retirement obligation when incurred if the liability's fair value can be reasonably
estimated. Questions also arose about when sufficlent information may not be available to make a reasonable estimate of the
fair value of an asset retirement obligation. This Interpretation clarifies when an entity would have sufficient information to

reasonably estimate the fair value of an asset retirement obligation.

How This Interpretation Will Improve Financial Reporting

Application of this Interpretation will result in (a) more consistent recognition of liabilities relating to asset retirement obligations,
{b) more information about expected future cash outflows associated with those obligations, and {¢) more information about
investments in long-lived assets because additional asset retirement costs will be recognized as part of the carrying amounts

of the assets,
How the Conclusions in This Interpretation Relate to the Conceptual Framework

FASB Congepts Statement No. 6, Elements of Financial Statements, states that "liabilities are probable future sacrifices of
economic benefits arising from present obligations of a particular entity to fransfer assets or provide services to other entities in
the future as a result of past fransactions or events.” The Board concluded that asset retirement obligations within the scope of
Statement 143 that meet the definition of a liability in Concepts Statement 6 should be recognized as a liability at fair value if
fair value can be reasonably estimated. The Board believes that when an existing law, regulation, or contract requires an entity
{o perform an asset retirement activity, an unambiguous requirement to perform the retirement activity exists, even if that
activity can be deferred indefinitely. At some point, deferral Is no longer possible, because no tangible asset will last forever
{except land). Therefore, the obligation to perform the asset retirement activity is unconditional even though uncertainty exists
about the timing and (or) method of settiement. The use of an expected value technique to measure the fair value of the
liability reflects any uncertalnty about the amount and timing of future cash outflows. The clarification of when an entity would
have sufficient information to reasonably estimate the fair value of an asset retirement obligation should improve the relevance,
reliability, and comparability of the amounts recognized in the financial statements,

The Effective Date of This Interpretation

This Interpretation Is effective no later than the end of fiscal years ending after December 15, 2005 (December 31, 2005, for
calendar-year enlerprises). Retrospective application for interim financial information is permitted but is not required. Early
adoption of this Interpretation is encouraged.

FASB Interpretation No. 47

Accounting for Conditional Asset Retirement Obligations

an interpretation of FASH Statement No. 143

March 2005
CONTENTS Paragraph Numbers
Introduction 1
Interpretation 2..7
Effective Date and Transition 8--11
Appendix A: ustrative Examples A1-A13
Appendix B: Background Information and Basis for Conclusions B1-B33
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FASB Interpretation No. 47

Accounting for Conditional Asset Retirement Obligations
an interpretation of FASB Statement No. 143

March 2005
INTRODUCTION

1. Paragraph 3 of FASB Statement No. 143, Accounting for Asset Retirement Obligations, states, "An entity shall recognize the
falr value of a liability for an asset retirement obligation in the period In which it is incurred If a reasonable estimate of fair value
can be made."! Diverse accounting practices have developed with respect to the timing of liability recognition for legal
obligations associated with the retirement of a tangible long-lived asset when the timing and (or) method of seftlement are
conditional on a future event. For example, some entities recognize the fair value of the obligation prior to the retirement of the
asset with the uncertainty about the timing and (or) method of settlement incorporated into the liabllity's fair value. Other
entities recognize the fair value of the obligation only when it is probable the asset will be retired as of a specified date using a
specified method or when the asset is actually retired. Questions also arose about when an entity would have sufficient
information to reasonably estimate the fair value of an asset retirement obligation.

INTERPRETATION

2. Statement 143 applies to legal obligations associated with the retirement of a tangible long-lived asset that result from the
acquisition, construction, or development and (or) the normal operation of a long-lived asset, except as explained in paragraph
17 of that Statement for certain obligations of lessees, The term retirement® encompasses sale, abandonment, recycling, or
disposal in some other manner.

3. The term conditional asset retirement obligation as used In paragraph A23 of Statement 143 refers to a legal obligation to
perform an asset retirement activity in which the timing and (or) method of settiement are conditional on a future event that
may or may not be within the control of the entity. The obligation to perform the asset retirement activity is unconditional even
though uncertainty exists about the timing and (or) method of settlement. Thus, the timing and (or) method of setilement may
be conditional on a future event. Accordingly, an entity shall recognize a liability for the fair value of a conditional asset
retirement obligation if the fair value of the liabllity can be reasonably estimated. Statement 143 requires an entity to recognize
the fair value of a legal obligation to perform asset retirement activities when the obligation is incurred--generally upon
acquisition, construction, or development and (or) through the normal operation of the asset.

4. An entity shall identify all its asset retirement obligations. If an entity has sufficlent information to reasonably estimate the fair
value of an asset retirement obligation, it must recognize a liability at the time the liability is incurred. An asset retirement
obligation would be reasonably estimabie if (a) it is evident that the fair value of the obligation is embodied in the acquisition
price of the asset, (b) an active market exists for the transfer of the obligation, or (c) sufficient information exists to apply an

expected present value technique.4

An expected present value technigue incorporates uncertainty about the timing and method of settlement into the fair value
measurement. However, in some cases, sufficient Information about the timing and (or) method of settlement may not be
available to reasonably estimate fair value. Examples 1 and 2 in Appendix A illustrate the application of this Interpretation
when an entity has sufficient information to reasonably estimate the falr value of an asset retirement obligation at the time the

obligation is incurred.

5. An entity would have sufficient information to apply an expected present value technique and therefore an asset retirement
obligation would be reasonably estimable if either of the following conditions exists:

a. The settlement date and method of setflement for the obligation have been specified by others. For example, the law,
regulation, or contract that gives rise to the legal obligation specifies the settlement date and method of settiement. In
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disposal of the ireated poles, the cost to remove the poles is not included in the asset retirement obligation. However, if there
was a legal requirement to remove the treated poles, the cost of removal would be included.

Example 2

A6. An entlty recently purchased several kiins lined with a special type of brick. As of the date of purchase, the kilns had not
yet been used in any smelting processes. The kilns have a long useful life, but the bricks are replaced periodically, Because
the bricks become contaminated with hazardous chemicals while the kiln is operated, a state law requires that when the bricks
are removed, they must be disposed of at a special hazardous waste site. The entity has the information to estimate a range of
potential settlement dates, the method of settiement, and the probabilities associated with the potential settlement dates based
on its past practice of replacing the bricks to malntain the efficient operation of the kiln. Therefore, at the date the bricks
become contaminated because of the operation of the kiln, the entity is able to estimate the fair value of the liability for the
required disposal procedures using an expected present value technigue.

A7. Although performance of the asset retirement activity is conditional on removing the bricks from the kiln, existing legislation
creates a duty or responsibility for the entity fo dispose of the bricks at a special hazardous waste site, and the obligating event
occurs when the entity contaminates the bricks. As of the purchase date, the kilns have not yet been used in any smelting
processes, and the bricks have not yet been contaminated, Therefore, at the date of purchase, no obligation exists because
the bricks have not been contaminated and could be disposed of without performing any special disposal activities.

A8, The fair value of the asset retirement obligation should be recognized once the kilns have been placed into operation and
the bricks are contaminated. Although the entity may decide not to remove the bricks from the kiln and thereby defer
settiement of the obligation, the ability to defer settlement does not relleve the entity of the obligation. The contaminated bricks
will eventually need to be removed and disposed of at a special hazardous waste site, because a kiln will not last forever,
Therefore, the obligation to perform the asset retirement activity is unconditional even though uncertainty exists about the
timing of seftlement. An asset retirement obligation should be recognized once the kilns have been placed into operation and
the bricks are contaminated because the entity has sufficient information to estimate the fair value of the asset retirement
obligation. The asset retirement obligation is the requirement to dispose of the contaminated bricks at a special hazardous
waste site. The cost to remove the bricks is not part of the obligation and should be accounted for as a maintenance or

replacement activity.

Example 3

A9. An entity acquires a factory that contains, asbestos. After the acquisition date, regulations are put in place that require the
entity to handle and dispose of this type of asbestos In a special manner if the factory undergoes major renovations or is
demolished. Otherwise, the entity is not required to remove the asbestos from the factory. The entity has several options to
retire the factory in the future including demolishing, selling, or abandoning it. The entity believes it does not have sufficient
information to estimate the fair value of the asset retirement obligation because the settlement date or the range of potential
seftlement dates has not been specified by others and information is not available to apply an expected present value
technique. For example, there are no plans or expectation of plans to undertake a major renovation that would require removal
of the asbestos or demolition of the factory, The factory is expected to be maintained by repairs and maintenance activities that
would not involve the removal of the asbestos. Also, the need for major renovations caused by technology changes,
operational changes, or other factors has not been identified.

A10. Although the timing of the performance of the asset retirement aclivity is conditional an the factory undergoing major
renovations or being demolished, existing regulations creale a duty or responsibility for the entity to remove and dispose of
asbestos in a special manner, and the obligating event occurs when the regulations are put in place. Therefore, an asset
retirement obligation should be recognized when regulations are put in place if the entity can reasonably estimate the fair value
of the llabllity. In this example, the entity believes that there is an indeterminate settlement date for the asset retirement
obligation because the range of time over which the entity may settle the obligation is unknown or cannot be estimated.
Therefore, the entity cannot reasonably estimate the fair value of the liability. Accordingly, the entity would not recognize a
liability for the asset retirement obligation when regulations are put in place, but it should disclose (8) a description of the
obligation, (b) the fact that a liability has not been recognized because the fair value cannot be reasonably estimated, and (c)
the reasons why fair value cannot be reasonably estimated. The company would recognize a liability in the period in which
sufficient information is available to reasonably estimate its fair value,

Example 4
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A11. An entity acquires a factory that contains asbestos. At the acquisition date, regulations are In place that require the entity
to handle and dispose of this type of asbestos in a special manner if the factory undergoes major renovations or is demolished.
Otherwise, the entity is not required to remove the asbestos from the factory. The entity has several options to retire the factory
in the future including demolishing, selling, or abandoning it. At the acquisition date, it is not evident that the fair value of the
obligation is embodied in the acquisition price of the factory because both the seller and the buyer of the factory believed the
obligation had an indeterminate settiement date, an active market does not exist for the transfer of the obligation, and sufficient
information does not exist to apply an expected present value technique. Ten years after the acquisition date, the entity obtains
additional information based on changes in demand for the products manufactured at that factory. At that time, the entity has
the information to estimate a range of potential settlement dates, the potential methods of settiement, and the probabilities
associated with the potential settlement dates and potential methods of settiement. Therefore, at that time the entity is able to
estimate the fair value of the liability for the special handling of the asbestos using an expected present value technique.

A12. Although timing of the performance of the asset retirement activity is conditional on the factory undergoing major
renovations or being demolished, existing regulations create a duty or responsibility for the entity to remove and dispose of
asbestos in a special manner, and the obligating event occurs when the entity acquires the factory. 1 Although the entity may
decide to abandon the factory and thereby defer settlement of the obligation for the foreseeable future, the ability to defer
settlement does not relieve the entity of the obligation. The asbestos will eventually need to be removed and disposed of in a
special manner, because no building will last forever. Additionally, the ability of the entity to sell the factory does not relieve the
entity of its present duty or responsibility to settle the obligation. The sale of the asset would transfer the obligation to another
entity and that transfer would affect the selling price. Therefore, the obligation to perform the asset retirement activity Is
unconditional even though uncertalnty exists about the timing and method of settlement.

A13, In this example, an asset retirement obligation is not recognized when the entity acquires the factory because the entity
does not have sufficient information to estimate the fair value of the obligation. The entity would disclose (a) a description of
the obligation, (b) the fact that a liability has not been recognized because the fair value cannot be reasonably estimated, and
(c) the reasons why fair value cannot be reasonably estimated. An asset retirement obligation would be recognized by this
entity 10 years after the acquisition date because that is when the entity has sufficlent information to estimate the fair value of

the asset retirement obligation.

114 this example, regulations are In place at the date of acquisition that require the entity to handle and dispose of the
asbestos In a special manner. Therefore, the obligating event is the acquisition of the factory. If regulations were enacted after
the date of acquisition, the obligating event would be the enactment of the regulations. Refer to Example 3.

Appendix B
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Benefits and Costs B32--B33

Appendix B

BACKGROUND INFORMATION AND BASIS FOR CONCLUSIONS

Introduction

B1. This appendix summarizes considerations that Board members deemed significant in reaching the conclusions in this
Interpretation. It includes reasons for accepting cerfain approaches and rejecting others. Individual Board members gave
greater weight to some factors than to others.

Background

B2. Diverse accounting practices have developed with respect to the timing of liability recognition for legal obligations
associated with the retirement of a tangible long-lived asset when the timing and (or) method of settlement are conditional on a
future event that may or may not be within the control of the entity. Some entitles recognize the fair value of the obligation prior
to the retirement of the asset with the uncertainty about the timing and (or) method of settlement incorporated into the liability's
fair value. Qther entities recognize the fair value of the obligation only when it is probable the asset will be retired as of a
specified date using a specified method or when the asset is actually retired.

B3. The FASB staff issued a proposed FASB Staff Position (FSP) FAS 143-x, "Applicability of FASB Statement No. 143,
Accounting for Asset Retirement Obligations, to Legislative Requirements on Property Owners to Remove and Dispose of
Asbestos or Asbestos-Conlaining Materials,” in July 2003, That proposed FSP concluded:

a. The enactment or existence of asbestos legislation creates a duty or responsibility to remove and dispose of
asbestos.

b. If such legislation already exists, the obligating event is the acquisition (or construction) of the asset, or if the asset is
owned when that legislation is enacted, then the enactment of the legislation is the obligating event.

¢. An entity should recognize a liability for this obligation when the obligating event occurs.

B4. The FASB staff evaluated the comment letters received on that proposed FSP. Because of the diverse views expressed
and constituents’ concerns that there Is a broader issue underlying the issue addressed in the proposed FSP, the FASB staff
withdrew that proposed FSP. The FASB staff confirmed the diversity in practice with a questionnaire to selected constituents,
Because of the diversity in practice and constituents'concern about the broader nature of this issue, the Board added a project
to lts agenda to address the issue of whether Statement 143 requires an entity to recognize a liabllity for a lega! obligation to
perform asset retirement activities when the timing and (or) method of settlement are conditional on a future event that may or
may not be within the control of the entity and, if so, the timing of that recognition.

B5. On June 17, 2004, the Board issued an Exposure Draft, Accounting for Conditional Asset Retirement Obligations, The
Board received 34 comment letters on the Exposure Draft. The Board considered all comments and concerns raised by
respondents and constituents during its redeliberations of the issues addressed by the Exposure Draft in a public meeting in
August 2004. This Interpretation reflects the results of those deliberations. The Board received comments requesting that the
Board reconsider Statement 143 in its entirety. At a public meeting in January 2005, the Board decided not o reconsider
Statement 143. The Board decided to provide additional guidance for evaluating whether sufficient information is available to
reasonably estimate the fair value of an asset retirement obligation.

. Objective of This Interpretation
B6. The objective of this Interpretation is to clarify that the term conditional asset retirement obligation as used in Statement

143 refers to alegal obligation to perform an asset retirement activity in which the timing and (or) method of settlement are
conditional on a future event that may or may not be within the control of the entity. In this situation, the obligation to perform
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the asset retirement activity is unconditional even though uncertainty exists about the timing and (or) method of settlement,
Accordingly, an entity should recognize a liability for the fair value of a conditional asset retirement obligation when incurred if
the fair value of the liability can be reasonably estimated. This Interpretation also clarifies when an entity would have sufficient
information to reasonably estimate the fair value of an asset retirement obligation,

Scope

B7. Statement 143 applies to legal obligations associated with the retirement! of a tangible long-lived asset that result from the
acquisition, construction, or development and {or) the normal operation of a long-lived asset, except as explained in paragraph
17 of Statement 143. As used in Statement 143, a legal obligation is an obligation that a party is required to setfle as a resuit of
an existing or enacted law, statute, ordinance, or written or oral contract or by legal construction of a contract under the
doctrine of promissory estoppel. As discussed in paragraphs A2--AS of Statement 143, whether a legal obligation exists will
usually be unambiguous, However, questions arose about whether a liability should be recognized when a legal obligation
exists but the timing and (or) method of settlement are conditional on future events. Based on diversity in practice and the
broad nature of this issue, the Board decided that this Interpretation should apply to all entities that have legal obligations to
perform asset retirement activities in which the timing and (or) method of settlement are conditional on a future event that may

or may not be within the control of the entity.

B8. During the redeliberations of this Interpretation, questions also arose about when an entity would have sufficient
information to reasonably estimate the fair value of an asset retirement obligation. Paragraph A20 of Statement 143 states that
"It Is expected that uncertainties about the amount and timing of future cash flows can be accommodated by using the
expected cash flow technique and therefore will not prevent the determination of a reasonable estimate of fair value,” Some
constituents believe paragraph A20 contradicts paragraph 3 of Statement 143, which states that 'if a reasonable estimate of
fair value cannot be made In the period the asset retirement obligation is incurred, the liability shall be recognized when a
reasonable estimate of fair value can be made.” As a result, the Board decided that this Interpretation should clarify that
uncertainties about the amount and timing of future cash flows can be accommodated by using the expected cash flow
technique when sufficient information exists. The Board decided 1o provide additional guidance in this interpretation for
evaluating whether sufficient information is available to reasonably estimate the fair value of an asset retirement obligation.

Recognition of a Liability for a Conditional Asset Retirement Obligation

Characteristics of a Liability

B9. FASB Concepts Statement No. 6, Efements of Financial Statements, defines liabilities as "probable future sacrifices of
economic benefits arising from present obligations of a particular entity to transfer assets or provide services to other entities in
the future as a result of past transactions or events.” Probable is used with its usual general meaning, rather than in a specific
accounting or technical sense (such as that in FASB Statement No. 5, Accounting for Contingencies), and refers to that which
can reasonably be expected or believed on the basis of available evidence or logic but is neither certain nor proved. Its
inclusion in the definition is intended to acknowledge that business and other economic activities oceur in an environment
characterized by uncertainty. The Board concluded that all asset retirement obligations within the scope of Statement 143 that
meet the definition of a liabllity in Concepts Statement 6 should be recognized as liabilities if the fair value of the liabllities can
be reasonably estimated.

B10. Concepts Statement 6 states that a liability has three essential characteristics. The first characteristic of a liability is that
an entity has a present duty or responsibility to one or mere other entities that entails settlement by probable future transfer or
use of assets at a specified or determinable date, on occurrence of a specified event, or on demand. A duty or responsibility
becomes a present duty or responsibility when an obligating event occurs that leaves the entity liftle or no discretion to avoid a
future transfer or use of assets. A present duty or responsibility does not mean that the obligation must be satisfied
immediately, Rather, If events or circumstances have occurred that give an entity little or no discretion to avoid a future transfer
or use of assets, that entity has a present duty or responsibility, If an entity is required by current laws, regulations, or contracts
to settie an asset retirement obligation upon retirement of the asset, that requirement imposes a present duty.

B11. The second characteristic of a liability is that the duty or responsibility obligates a particular entity, leaving it little or no
discretion to avoid the future sacrifice. The ability of an entity to indefinitely defer settlement of an asset retirement obligation
does not provide the entity discretion to avoid the future sacrifice, nor does it relieve the entity of the obligation. implicit in this
conclusion Is the belief that no tangible asset will last forever (except land) and, accordingly, the asset retirement activities will
eventually be performed. Furthermore, the ability of an entity to sell the asset prior to its disposal does not relieve the entity of
its present duty or responsibility to settle the obligation. in paragraph B47 of Statement 143, the Board noted that "if the asset
for which there is an associated asset retirement obligation were to be sold, the price a buyer would consent to pay for that
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asset would reflect an estimate of the fair value of the asset refirement obligation. Because that asset retirement obligation
meets the definition of a liability, however, the Board believes that reporting it as a liability with a corresponding increase in the
carrying amount of the asset for the asset retirement costs, which has the same net effect as incorporating the fair value of the
costs to settie the liability in the valuation of the asset, is more representationally faithful and in concert with Concepts

Statement 6."

B12. The third characteristic of a liability is that the event obligating the entity has already occurred. The definition of a liability
distinguishes between present obligations and future obligations. Only present obligations are liabilities under the definition,
and they are liabilities of a particular entity as a result of the occurrence of transactions or other events affecting the entity.
Identifying the obligating event may be difficult in situations that Involve a series of transactions or other events affecting the
entity. For example, in the case of an asset retirement obligation, a law or an entity's promise may create a duty or
rasponsibility, but that law or promise in and of itself may not be the obligating event that resuits in an entity having little or no
discretion to avoid a future transfer or use of assets, Stalement 143 states that the obligating event is the acquisition,
construction, or development and (or) the normal operation of the long-lived asset when a law or promise exists that creates a
duty or responsibility relating to the retirement of the asset. At this point, the obligation cannot be realisticaily avoided if the
asset is operated for its intended use. The obligating event does not depend on the uitimate retirement of the asset.

B13. A number of respondents to the Exposure Draft questioned the view that conditional asset retirement obligations requlire
"nprobable future sacrifices of economic benefits." Although Concepts Statement 6 does not use the Statement 5 definition of
probable In its definition of a liability (as discussed in paragraph 5 of Staternent 143), these respondents suggested that a
Statement 5 definition be used for evaluating when an asset retirement obligation should be recognized. The Board considered
this Issue in both its deliberations and its redeliberations of Staternent 143 and decided not to use the Statement 5 definition for
the same reasons discussed in paragraph B17 of this Interpretation. In addition, in developing Statement 143, the Board
decided that incorporating uncertainty in the measurement attribute (fair value) results in higher quality financial reporting than
incorporating uncertainty into the timing of the recognition of the asset retirement obligation, if sufficient information exists to
develop a reasonable estimate of fair value.

B14. Other respondents suggested that the obligating event, and therefore the recognition of a conditional asset retirement
obligation, occurs when a decision or event provides more certainty about the timing and method of settlement of the
obligation. In deliberating Statement 143, the Board considered the following alternatives for the obligating event: (a) the
existence of law or an entity's promise to do something, (b) the creation of the situation that the law or promise relates to (for
example, contamination or acquisition of the asset), and (c) events that would trigger the settlement of the obligation (for
example, demolishment). The Board decided that the existence of a law or promise, combined with the creation of the situation
that the law or promise relates to, provides the obligating event as described in paragraph B31 of Statement 143. Thus, if
sufficient information exists, any uncertainty about the timing of the event that would trigger the settlement of the obligation
should affect the measurement of the liability rather than the timing of recognition of the obligation. Although the timing and (or)
method of setllement of the asset retirement obligation may depend on events that will occur after the obligating event has
occurred, an obligation still exists. Therefore, conditional asset retirement obligations are within the scope of Statement 143 as
discussed in paragraphs A17 and A18 of Statement 143, and a liability must be recognized before the event that requires
performance occurs. This Interpretation clarifies that point.

Uncertainty and the Fair Value Measurement Objective

B15. This Interpretation is consistent with the fair value measurement objective of Statement 143. During the deliberations of
Statement 143, the Board concluded that the initial measurement objective for an asset retirement obligation is fair value. The
Board acknowledged that liability recognition under a fair value measurement objective differs from recognition under
Statement 5, which requires an entity to consider uncertainty in its determination of whether to recognize a liability. In contrast,
Statement 143 requires an entity to consider uncertainty in its fair value measurement of the Hlability when sufficient information
exists to develop a reasonable estimate, Because of the Board's decision that the initial measurement objective Is fair value

B16. To assist In understanding the differences between the fair value approach and the Statement 5 approach, the Board
provided the foliowing explanation in paragraph B36 of Statement 143:

The objective of recognizing the fair value of an asset retirement obligation will result in recognition of some asset
retirernent obligations for which the likelihood of future settlement, although more than zero, is less than probable from a
Statement 5 perspective. A third party would charge a price to assume an uncertain liability even though the likelihood

of a future sacrifice is less than probable.... Thus, this Statement does not retain the criterion... that a future transfer of
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.

assets associated with the obligation is probable for recognition purposes. [Footnote reference omitted.}

B17. Additionally, the Board specifically addressed conditional obligations in paragraph A17 of the implementation guidance
for Statement 143 and concluded, consistent with the fair value measurement objective, that an entity should recognize a
liabitity for a legal obligation to perform asset retirement activities in which the timing and (or) method of seftiement are
conditional on a future event. The implementation guidance for Statement 143 also provides an exampie in which a third party
has the right to require an entity to perform asset retirement activities; however, uncertainty exists as to whether the third party
will require performance. Some have interpreted that example o mean that the Board intended for conditional obligations to be
recognized only when a third party could require performance, not when the timing and method of seftlement are at least partly
under the control of the entity. However, the Board concluded that although the timing and method of settlement of the
retirement obligation may depend on future events that may or may not be within the control of the entity, a legal obligation to
stand ready to perform retirement activities still exists. The entity should consider the uncertainty about the timing and method
of settlement in the measurement of the liability, consistent with a fair value measurement objective, regardiess of whether the
event that will trigger the settlement is partially or wholly under the conirol of the entlity.

B18. A number of respondents questioned why the Board believes that financlal reporting is improved by incorporating
uncertainty in measurement by recording the liabllity initially at fair value, rather than by using as the recognition trigger a high
probability that a transfer or use of assets will occur, combined with the ability to measure the ultimate setflement amount of
the retirement obligation. Fair value Is not an estimate of the ultimate settlement amount or the present value of an estimate of
the ultimate settlement amount. Paragraph 7 of Statement 143 states that "the fair value of a liability for an asset retirement
obligation is the amount at which that liabllity could be settled in a current transaction between willing parties, that is, other than
in a forced or liquidation fransaction.” Fair value reflects uncerlainty, as of the initial recognition date, about the timing, method,
and ultimate amount of the asset retirement settlement. A single best estimate of the settlement outcome, or the bottom of a

Estimation of the Amount of a Loss, does not reflect that uncertainty. Using a higher level of certainty as fo the ultimate
settlement amount as a trigger for recognition in the balance sheet (and consequently in the income statement) would delay
recognition of the asset retirement obligation, and thereby reduce the information content of the financial statements.
Uncertainty about the timing and method of setiling the existing obligation is information that should be reflected in the
amounts recognized in the financial statements. In developing Statement 143, the Board concluded that not recognizing the
liability and providing the Statement & disclosures for a contingent loss is not an adequate substitute for recognizing the fair
value of the obligation.

Uncertalnty about the Timing and Method of Settlement

B19. Some respondents to the Exposure Draft of Statement 143 questioned whether asset retirement obligations with
indeterminate settlement dates or asset retirement obligations with multiple methods of settlement are within the scope of the
Statement, In developing Statement 143, the Board decided that uncertainty about the timing and (or) method of settiement
does not change the fact that an entity has a legal obligation. The Board acknowledged in paragraph A16 of Statement 143
that measurement of an existing obligation might not be possible if insufficient information exists about the timing and method
of settlement of that obligation. However, information about the timing and method of settlement of an asset retirement
obligation will become available as time goes by. The Board decided that an entity should measure and recognize the fair
value of an asset retirement obllgation when enough information is available to develop assumptions about the potential timing

and amounts of cash flows.

B20. Some respondents to the Exposure Draft of the Interpretation requested specific criteria for determining when it would not
be possible to reasonably estimate the fair value of an asset retirement obligation. The Board declded to provide general
guidelines rather than specific criteria because the determination of whether a reasonable estimate can be made is a matter of
judgment. Additionally, each situation is unique and providing specific criteria would not encompass all possible situations. The
Board discussed situations that might lead to a conclusion that sufficient Information does not exist to estimate the fair value of
an asset ratirement obligation.

B21. The Board belleves that an entity would have sufficient information to apply a present value technique If the timing and
method of settlement are specified by others. In these situations, the only uncertainty is whether performance will be required.
As explained in paragraphs A17 and A18 of Statement 143, uncertainty about whether performance will be required does not
defer the recognition of an asset retirement obligation because a legal obligation to stand ready to perform the retirement
activities still exists, and that uncertainty does not prevent the determination of a reasonable estimate of fair value.

B22. For situations where the timing and method of seitlement are not specified by others, the Board decided that an asset
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retirement obligation would be reasonably estimable if information is available to estimate the settlement date or the range of
potential settlement dates, the method of settlement or potential methods of settlement, and the probabilities associated with
the potential settlement dates and methods of settiement. Judgment is involved in determining whether uncertainties about the
timing and method of settlement would prevent an entity from reasonably esfimating the fair value of an asset retirement
obligation. The Board believes that uncertainty about future methods of settlement that have yet to be developed should not
prevent an entity from reasonably estimating falr value because methods may change as time goes by. The Board does not
believe it Is appropriate to delay recognition until all potential methods of setllement are known. This Interpretation provides
examples of information (some of which are based on entity-specific assumptions) that is expected to provide & basis for
forming expectations about the potential settlement dates, potential methods of settlement, and associated probabilities. The
Board belleves that entity-specific assumptions may be used in the absence of information that a marketplace participant
would use about the timing and method of settlement of the asset retirement obligation as long as no contrary data indicates
that marketplace participants would use different assumptions. If such data exist, the entity must adjust its assumptions to
incorporate that market information.

B23. The Board also discussed whether sufficient information might not be available to estimate a range of potential cash flows
associated with the potential methods of settlement that are currently available to the entily. The Board concluded that an
entity would generally have the ability to estimate a range of potential cash flows based on the current costs to perform the
asset retirement activities under different methods of settlement that are currently available to the entity.

B24. Some respondents to FSP FAS 143-x questioned whether an obligation to perform asset retirement activities is within the
scope of Statement 143 if an entity has alternatives to retiring the asset without settling the obligation. This interpretation
reiterates the conclusions reached during the deliberations of Statement 143:

...an unambiguous requirement that gives rise to an asset retirement obligation coupled with a low likelihood of required
performance still requires recognition of a liability. Uncertainly about the conditional outcome of the obligation is
incorporated into the measurement of the fair value of that liability, not the recognition decision, [Statement 143,
paragraph A24]

The Board believes that if a current law, regulation, or contract requires an entily to perform an asset retirement activity when
an asset is dismantled or demolished, there is an unambiguous requirement to perform the retirement activity even if that
activity can be indefinitely deferred, At some time deferral will no longer be possible, because no tangible asset will last forever
(except land). Therefors, the obligation to perform the asset retirement activity is unconditional even though uncertainty exists
about the timing and (or) method of settlement.

B25. If an entity entered into a contract to pay another entity to assume the asset retirement obligation, there would be little
dispute that the contract provides the measurement of the obligation that should be reported in the financial statements, even if
the cash payment o the other entity had not been made at the reporting date. Also, the amount demanded by the other entity
would incorporate uncertainty about the timing, method, and ultimate amount of the settlement. Statement 143 requires that
the asset retirement obligation be recognized and measured in the financial statements using the perspective of participants
currently negotiating such a hypothetical contract.

B26. A number of respondents stated that an entity should recognize a liability for a legal obligation when it can reasonably
estimate the fair value of the asset retirement obligation and that fair value cannot be reasonably estimated unless it is
probable the entity will have to perform the asset retirement activities as of a specific time. The Board believes that an inability
to reasonably estimate the fair value of the liability is a measurement issue rather than a recognition issue. When there is an
unambiguous requirement fo perform asset retirement activities upon the removal of a long-lived asset from service, an asset
retirement obligation exists.

B27. As stated in paragraph B19 of Statement 143, the Board decided that asset retirement obligations with indeterminate
settlement dates should be included within the scope of Statement 143. Uncertainty about the timing of the settlement date
does not change the fact that an entity has a legal obligation. The Board acknowledged that although there is an obligation,
measurement of that obligation might not be possible if insufficient information exists about the timing of settlement. However,
information about the timing of the settlement of a retirement obligation will become available as time goes by. The Board
decided that an entity should measure and recognize the fair value of an obligation when information is available to develop
various assumptions about the potential timing of cash flows.

Effective Date and Transition
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B28. The Board decided that this Interpretation should be effective no later than the end of fiscal years ending after December
15, 2005 (December 31, 2005, for calendar-year enterprises). The Board considered four alternatives for the effective date of
this Interpretation. The three other alternatives were for financial statements issued for fiscal years

(8) ending after December 15, 2004,
(b) beginning after December 15, 2004, and

{c) beginning after December 15, 2005. During its deliberations of the effective date requirements, the Board weighed
the need to provide entities with sufficient time to make the necessary measurements with the need to provide
investors, creditors, and others with information that Is relevant to the assessment of the effects of asset retirement

obligations.

B29. Some respondents expressed concern over the effective date requirements in the Exposure Draft. Specifically, they
stated that retrospective application promotes inconsistent treatment of interim financial information, The Board agreed with
those respondents and decided to permit, but not require, retrospactive application of interlim financial information during any
period of adoption. Early adoption of the Interpretation Is encouraged.

B30. While deliberating the transition provislons for Statement 143, the Board reasoned that although some entities may have
access {o data and assumptions related to measurements that are already being made (for example, under the provisions of
FASB Statement No. 19, Financial Accounting and Reporting by Ol and Gas Producing Companles), they may not have
access to sufficient information to retroactively apply the fair value measurement approach required by Statement 143.
Furthermore, while deliberating the transition provisions for this Interpretation, the Board acknowledged that some entities that
are required to apply the provisions of Statement 143 have not been accounting for conditional asset retirement obligations.
The Board concluded that it would be costly and difficult, if not impossible, to reconstruct historical data and assumptions
without incorporating the benefit of hindsight.

B31. The Board decided that the provisions for recognition of transition amounts of this Interpretation should be consistent with
the recognition provisions of Statement 143. While deliberating the fransition provisions for Statement 143, the Board
discussed whether a cumulative-ffect approach and retrospective application provide equally useful financial statement
Information. The Board acknowledged that retrospective application would provide more useful information because prior-
period balance sheet amounts and prior-period Income statement amounts would be restated to reflect the provisions of
Statement 143. However, during the deliberations of Statement 143, some rate-regulated entities expressed concermn that if
retrospective application resulted in recognition of additional expenses In prior periods, those expenses might not be recovered
In current or future rates. The Board decided for this Interpretation that a cumulative-effect approach would provide sufficient
information If, in addition to disclosing the pro forma income statement amounts, an entity also disclosed on a pro forma basis,
for the beginning of the earliest year presented and for the ends of all years presented, the balance sheet amounts for the
liability for asset retirement obligations as if this Interpretation had been applied during all periods affected.

Benefits and Costs

B32. The mission of the FASB is to establish and improve standards of financial accounting and reporting for the guidance and
education of the public, including preparers, auditors, and users of financial information. In fulfilling that mission, the Board
endeavors to determine that a standard will fill a significant need and that the costs Imposed to apply that standard, as
compared with other alternatives, are justified in relation to the overall benefits of the resulting information. Although the costs
to Implement a new standard may not be borne evenly, investors and creditors--both present and potential—-and other users of
financial information benefit from improvements In financial reporting, thereby facllitating the functioning of markets for capital
and credit and the efficient allocation of resources in the economy.

B33. The Board's assessment of the benefils and costs of clarifying Statement 143 was based on discussions with preparers
and auditors of financial statements and on consideration of the needs of users for more consistent application of that
Statement. The Board acknowledges that this Interpretation may increase the costs of applying Statement 143. The expected
benefit of this Interpretation is Improved financial reporting resulting from a more consistent application of Statement 143 to
conditional asset retirement obligations. Financial statements of different entities will be more comparable because all asset
retirement obligations that are within the scope of this Interpretation and their related asset retirement costs will be recognized
using a clearer threshold. Asset retirement obligations in which the timing and (or) method of settlement are conditional on a
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future event that may or may not be within the control of the entity will be recognized as liabilities when they are incurred if the
fair value of the liabilities can be reasonably estimated. Application of this Interpretation will result in (a) more consistent
recognition of liabilities for asset retirement obligations, (b) more information about expected future cash outflows associated
with those obligations, and (c) more information about investments in long-lived assets because additional asset retirement
costs will be recognized as part of the carrying amounts of the assets.
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KENTUCKY-AMERICAN WATER COMPANY
CASE NO. 2008-00427
ATTORNEY GENERAL'S FIRST REQUEST FOR INFORMATION

Witness: Michael A. Miller

151. Regarding FASB Statement No. 143 and FIN 47, on a plant account-by-plant
account basis, please identify any and all “legal obligations” associated with the
retirement of the assets contained in the account that result from the acquisition,
construction, development and (or) the normal operation of the assets in the
account. For the purposes of this question, please use the definition of a “legal
obligation” provided in FASB Statement No. 143: “an obligation that a party is
required to settle as a result of an existing or enacted law, statute, ordinance, or
written or oral contract under the doctrine of promissory estoppel.”

Response:

None.

For electronic version, refer to KAW_R_AGDR1#151 122308.pdf.
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KENTUCKY-AMERICAN WATER COMPANY
CASE NO. 2008-00427
ATTORNEY GENERAL'S FIRST REQUEST FOR INFORMATION

Witness: Michael A. Miller

152. For any asset retirement obligations identified above, please provide the “fair
value” of the obligation. For the purposes of the question, fair value means “the
amount at which that liability could be settled in a current [not future] transaction

between willing parties, that is, other than in a forced or liquidation transaction.”
Please provide all assumptions and calculations underlying these amounts.

Response:
See response to AGDR1#151.

For electronic version, refer to KAW_R_AGDR1#152_122308.pdf.
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KENTUCKY-AMERICAN WATER COMPANY
CASE NO. 2008-00427
ATTORNEY GENERAL'S FIRST REQUEST FOR INFORMATION

Witness: Michael A. Miller

153. Please provide the “credit adjusted risk free rate” used for any and all ARO
calculations under FASB Statement No. 143 and FIN 47 to date.

Response:
None.

For the electronic version, refer to KAW_R_AGDR1# 122308.pdf.
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KENTUCKY-AMERICAN WATER COMPANY
CASE NO. 2008-00427
ATTORNEY GENERAL'S FIRST REQUEST FOR INFORMATION

Witness: Michael A. Miller

154. Please provide complete copies of all Board of Director’s minutes and internal
management meeting minutes during the past five years in which any or all of the
following subjects were discussed: the Company’s depreciation rates; retirement
unit costs; SFAS No. 143; and, FIN 47.

Response:

None.

For electronic version, refer to KAW_R_AGDR1#154 122308.pdf.
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KENTUCKY-AMERICAN WATER COMPANY
CASE NO. 2008-00427
ATTORNEY GENERAL'S FIRST REQUEST FOR INFORMATION

Witness: Michael A. Miller

155. Please provide the accounting entries (debits and credits) used to implement
SFAS No. 143 and FIN 47, along with all workpapers supporting those entries.
Please provide all these workpapers and calculations in electronic format (Excel)

with all formulae intact.

Response:

Please refer to electronic file named KAW_R_AGDRI1#155 122308.xls for
requested information.

For electronic version of this document, refer to KAW_R_AGDR1#155 122308.pdf.
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KENTUCKY-AMERICAN WATER COMPANY
CASE NO. 2008-00427
ATTORNEY GENERAL'S FIRST REQUEST FOR INFORMATION

Witness: Michael A. Miller

156. Please refer to page 2 of KY American Water Company’s (“KAWC’s”)
December 31, 2007 and 2006 Financial Statements provided as Application
Exhibit 28.  Provide the workpapers supporting the calculation of the $8.44
million (2007) and $7.597 million (2006) regulatory liabilities for cost of
removal. Please provide all of these workpapers and calculations in electronic
format (Excel) with all formulae intact, showing amounts by plant account. Show
all parameters used to make the calculation. If the amounts are calculated on a
total company basis and allocated to KY, please provide the workpapers showing
the allocation.

Response:
Please see response to AGDR1#155.

For electronic version of this document, refer to KAW_R_AGDR1#156 122308.pdf.
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KENTUCKY-AMERICAN WATER COMPANY
CASE NO. 2008-00427
ATTORNEY GENERAL'S FIRST REQUEST FOR INFORMATION

Witness: Michael A. Miller/John Spanos

157. Describe all favorable and unfavorable consequences to KAWC if the
Commission were to require reclassification of the Company’s asset removal
costs from accumulated depreciation to a regulatory liability account for
regulatory reporting purposes.

Response:

The Company’s current and former depreciation rates approved by the
Commission include a component for net negative salvage. For rate making
purposes the Company has continued to record depreciation expense using the
Commission approved depreciation rates, and thus accumulated depreciation
includes the net negative salvage component. The Accumulated Depreciation
balance is reduced from rate base.

On its books and records the Company simply reclassifies the net negative
salvage component of depreciation expense to maintenance expense, and
reclassifies the accumulated depreciation component of net negative salvage to a
regulatory liability.

The Company believes the depreciation expense and accumulated depreciation for
rate making purposes should be reflected consistent with the depreciation expense
approved by the Commission which includes net negative salvage in the
depreciation expense. The inclusion of net negative salvage in accumulated
depreciation for ratemaking purposes is also consistent with the NARUC Uniform
System of Accounts related to accumulated depreciation.

The reclassification of net negative salvage on the Company’s books has neither
favorable or unfavorable impacts on the Company from a rate making or U.S.
GAAP financial statement perspective.

For electronic version, refer to KAW_R_AGDR1#157_122308.pdf.
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KENTUCKY-AMERICAN WATER COMPANY
CASE NO. 2008-00427
ATTORNEY GENERAL'S FIRST REQUEST FOR INFORMATION

Witness: Michael A. Miller

158. What impact, if any, did the application of FIN 47 have upon the proposed
depreciation rates and expense in this rate case? Provide all workpapers
supporting the answer. If the application of FIN 47 had no impact please explain
why not.

Response:
None. Neither the depreciation rates of the Company nor the depreciation
expense in this case are determined by SFAS 143 or FIN 47. The Company
depreciation rates are determined by the Commission. Please see the response to

KAW_R_AGDR1#157.

For electronic version, refer to KAW_R_AGDR1#158 122308.pdf.
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KENTUCKY-AMERICAN WATER COMPANY
CASE NO. 2008-00427
ATTORNEY GENERAL'S FIRST REQUEST FOR INFORMATION

Witness: Michael A. Miller

159. Provide an analysis of the regulatory liability for accrued asset removal costs since
inception identifying and explaining each debit and credit entry and amount. Also,
provide the copies of the pages from each of KAWC’s SEC Form 10Ks, Form 10Qs
and Annual Reports in which SFAS No. 143 was ever mentioned, whether or not the
Company had quantified an amount of the regulatory liability at the time. Specify the
exact date each of these reports was issued and released to the public.

Response:
Please refer to electronic file named KAW_R_AGDR1#155 122308.xls

For electronic version of this document, refer to KAW_R_AGDR1#159 122308.pdf.
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KENTUCKY-AMERICAN WATER COMPANY
CASE NO. 2008-00427
ATTORNEY GENERAL'S FIRST REQUEST FOR INFORMATION

Witness: Michael A. Miller

160. Provide KAWC’s projection of the annual year-end balance in the regulatory
liability for cost of removal obligations for KAWC, for the next 20 years. If not
available for the next twenty years provide for as many years into the future that
the projection is available. If this projection has not been made, please explain
why not. Provide in electronic format (Excel) with all formulae intact.

a. For this projection use the same depreciation rates used to calculate the
depreciation expense in this rate case.
b. Explain all other assumptions used to make this projection.

Response:

The Company does not have projections of the regulatory liability. It reclassified
the regulatory liability at July 2008 to accumulated depreciation (the method
approved by the Commission in establishing the current depreciation rates) for
ratemaking purposes.

For electronic version, refer to KAW_R_AGDR1#160_122308.pdf.
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KENTUCKY-AMERICAN WATER COMPANY
CASE NO. 2008-00427
ATTORNEY GENERAL'S FIRST REQUEST FOR INFORMATION

Witness: Michael A. Miller

161. For all accounts for which KAWC has collected non-legal AROs, but instead
recorded a regulatory liability (regulatory liability for cost of removal), please
provide the fair value of the related asset retirement cost as of December 31,
2003; December 31, 2004; December 31, 2005, December 31, 2006 and
December 31, 2007. For the purposes of this question, assume that KAWC has
legal AROs for these accounts.

Response:

The Company objects to this question on the grounds that it seeks information
which it does not have, is not required to generate by U.S. GAAP, and would be
extremely burdensome to produce. Notwithstanding the objection the Company
responds that the Company simply reclassifies the net negative salvage approved
in its depreciation rates by the Commission on its U.S. GAAP financial statements
to a regulatory liability account in order to recognize the timing difference
between the amount of net negative salvage recovered in rates which the
Company will record as a cost of removal net of salvage at a future date when the
asset is retired. The inclusion of the future net negative salvage in current
depreciation rates properly matches the full cost of the asset to those customers
receiving the service provided by that asset. In addition, please see the response
to KAW_R_AGDR1#157.

For electronic version, refer to KAW_R_AGDR1#161_122308.pdf.
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KENTUCKY-AMERICAN WATER COMPANY
CASE NO. 2008-00427
ATTORNEY GENERAL'S FIRST REQUEST FOR INFORMATION

Witness: John J. Spanos

162. Provide the calculation of the annual amount of future gross salvage, cost of
removal and net salvage incorporated into KAWC’s depreciation rates by
account. If any of the amounts are reduced by the total amount of non-legal
AROs included in year-end accumulated depreciation, show that calculation.

Response:

The attached schedule sets forth the annual amount of net salvage calculated for
2007 assuming the current net salvage parameter and the proposed net salvage
parameter. It is not possible to accurately segregate the current depreciation rates,
therefore, the calculation is performed as a ratio of the current rate and proposed
rate which does not consider the remaining life rate.

For electronic version, refer to KAW_R_AGDR1#162_122308.pdf.
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KENTUCKY-AMERICAN WATER COMPANY
CASE NO. 2008-00427
ATTORNEY GENERAL'S FIRST REQUEST FOR INFORMATION

Witness: Michael A. Miller

163. Are the amounts of cost of removal and gross salvage incorporated into the
depreciation rates the same as they would have been in the absence of SFAS No.
143 and FIN 47? Please explain.

Response:
The amounts of cost of removal and gross salvage incorporated into the existing
and proposed depreciation rates are the same as they would have been in the
absence of SFAS No. 143 and FIN 47.
All of the cost of removal and gross salvage recorded on the books and developed
into the rates are costs associated with doing normal business in the water
industry.

For the electronic version, refer to KAW_R_AGDR1#163_122308.pdf.
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KENTUCKY-AMERICAN WATER COMPANY
CASE NO. 2008-00427

ATTORNEY GENERAL'S FIRST REQUEST FOR INFORMATION

Witness: Michael A. Miller/John J. Spanos

164. With respect to the Regulatory Liability relating to cost of removal obligations
which KAWC reclassified out of accumulated depreciation:

Response:

a.

b.

Do you agree that this constitutes a regulatory liability for regulatory
purposes in Kentucky? If not, please explain why not.

Do you agree that this amount is a refundable obligation to ratepayers
until it is spent on its intended purpose (cost of removal)? If not, why not?
Please explain the repayment provisions associated with this regulatory
liability.

Please explain when you expect to spend this money for cost of removal.
Please explain what you have done with this money as you have collected
it. If you say that you have spent it on plant additions, please prove it.
Identify and explain all other similar examples of KAWC’s advance
collections of estimated future costs for which it does not have a legal
obligation.

Does KAWC agree that the KPSC will never know whether or not KAWC
will actually spend all of this money for cost of removal until and if the
Company goes out of business? If not, why not?

Does KAWC believe that amounts recoded in accumulated depreciation
represent capital recovery? If not, why not?

Whose capital is reflected in accumulated depreciation — shareholders’ or
ratepayers’?

No. The Commission has recognized net negative salvage as a component
of current depreciation expense and accumulation of net negative salvage
recovered through depreciation is properly reflected as accumulated
depreciation for rate making purposes.

No. KAWC'’s current depreciation rates as approved by the Commission
recognize the net negative salvage over the remaining lives of the utility
plant.

Not applicable to KAWC’s current depreciation rates approved by the
Commission with net negative salvage recovered over the remaining life.
Any adjustment necessary to the accumulated depreciation reserve will be
corrected with regular depreciation studies reviewed before the
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Commission and recognition of the required adjustments to those
depreciation rates.

d. When each asset is retired.

e. Depreciation expense is a form of internal cash that is utilized to fund cash
requirements of the Company including capital improvements to the
extent those capital improvements exceed internal cash generated within
the business. Kentucky’s capital improvement plan has been in excess of
internal cash at least since I have been involved with financial matters and
rate cases beginning in 2000. This will certainly be the case over the
upcoming five year period as KAWC moves forward with the major
project to solve the source of supply deficit. That project alone is
expected to cost approximately $162 million. The proof of this can be
demonstrated by the fact that KAWC’s utility plant increase net of CIAC
since 2000 significantly exceeds the increase in capital invested.

f. Pensions and other post employment benefits are recognized for
ratemaking purposes using FAS 87 and FAS106. Both FAS 87 and FAS
106 utilize the accrual method to recognize the cost of future obligations
in current expense and are recognized for rate recovery by the
Commission.

g. No. Regular updates to depreciation rates through depreciation studies
will properly adjust the reserve through known and measurable
adjustments to the estimates for net negative salvage.

h. Capital recovery is one element of the accumulated depreciation.

i. The shareholders’ investment in utility plant is recovered over the
expected life of the property, including the recovery in rates of the cost to
retire that plant under the remaining life method currently approved by the
Commission in establishing KAWC’s current depreciation rates. The rate
base of a utility is reduced by that return of investment recovered through
depreciation expense and no return on that capital investment is provided
once the investor’s capital is returned though depreciation of that plant.

For electronic version, refer to KAW_R_AGDR1#164 122308.pdf.
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KENTUCKY-AMERICAN WATER COMPANY
CASE NO. 2008-00427
ATTORNEY GENERAL'S FIRST REQUEST FOR INFORMATION

Witness: Michael A. Miller

165. Does KAWC promise to remove each asset for which it is collecting cost of
removal and does it promise to spend all of the money it is collecting for cost of
removal, on cost of removal? If the answer is yes, explain why KAWC does not
have legal AROs under the principal of promissory estoppel. Please explain.

Response:

KAW anticipates that it will remove the assets for which it is collecting costs of
removal. Beyond that, KAW objects to this question because it calls for a legal
conclusion and misconstrues and misapplies the legal concept of promissory
estoppel.

For the electronic version, refer to KAW_R_AGDR1#165_122308.pdf.
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KENTUCKY-AMERICAN WATER COMPANY
CASE NO. 2008-00427
ATTORNEY GENERAL'S FIRST REQUEST FOR INFORMATION

Witness: Michael A. Miller

166. Does KAWC consider that it is bound by SEC regulations to record accruals for
future costs of removal as regulatory liabilities?

a. If so, please provide a record of those accruals in as much account detail
as is available along with the workpapers used to develop those accruals.

b. If not, please explain why not.

c. State whether the Company proposes to separate retirement cost
accounting from depreciation accounting, with separate rates and reserves.
If the Company does not propose such separation, please state fully the
reasons for not doing so.

Response:

a. The Company believes it is required to present its financial statements in
conformance with U.S. GAAP. The Company’s interpretation of U.S.
GAAP and FAS 71 have led the Company to believe that the net negative
salvage included in depreciation expense for rate recovery requires
reclassification of that timing difference as a regulatory liability for
financial statement presentation purposes. The Company believes that the
depreciation rates approved for the Company by the Commission include
an element for future net negative salvage costs and for regulatory (rate
case) presentation, that element of net negative salvage should be reflected
as depreciation expense as approved by the Commission.

b. See answer to part a.

c. No. See the response to part a.

For the electronic version, refer to KAW_R_AGDR1#166_122308.pdf.
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KENTUCKY-AMERICAN WATER COMPANY
CASE NO. 2008-00427
ATTORNEY GENERAL'S FIRST REQUEST FOR INFORMATION

Witness: Michael A. Miller

167. Please identify and describe the level of detail, e.g. by account, functional
category, at which the Company computes the depreciation expense for purposes
of financial reporting, Commission reporting, and ratemaking. Explain fully any
differences among these three depreciation calculations.

Response:

The Company records depreciation expense by the detailed 300 series NARUC
account numbers for Utility Plant using the latest Commission approved
depreciation rates for each 300 series account. The calculation is consistent for
financial reporting, Commission reporting and ratemaking. For financial
reporting purposes the Company then reclassifies the portion of the depreciation
expense related to net negative salvage to maintenance expense to conform to
U.S. GAAP requirements for financial reporting.

For the electronic version, refer to KAW_R_AGDR1#167_122308.pdf.
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KENTUCKY-AMERICAN WATER COMPANY
CASE NO. 2008-00427
ATTORNEY GENERAL'S FIRST REQUEST FOR INFORMATION

Witness: Michael A. Miller

168. State whether the Company has forecast any non-legal removal costs that it does
not regard as regulatory liabilities. Please describe these costs in detail, state fully
the reason(s) for your belief that such forecast costs are not regulatory liabilities,
and identify the forecast amounts of such removal costs in as much detail as is
available. Provide the supporting documentation for each forecast amount.

Response:

The Company has not forecast any non-legal removal costs that it does not
regard as regulatory liabilities.

For the electronic version, refer to KAW_R_AGDR1#168_122308.pdf.
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KENTUCKY-AMERICAN WATER COMPANY
CASE NO. 2008-00427
ATTORNEY GENERAL'S FIRST REQUEST FOR INFORMATION

Witness: Michael A. Miller

169. Please provide and describe the calculation of the depreciation rates AWW
recently implemented in New Jersey and Tennessee. Provide all calculations in
Excel format with all formulae intact.

Response:

AWW does not implement depreciation rates, depreciation rates are established
by regulatory commissions. The Company does not believe the depreciation rates
established in New Jersey or Tennessee are relevant to this proceeding. Each
regulated entity prepares depreciation studies specific to their utility plant assets,
asset lives and other matters related to plant in service. Those rates are set by the
Commission or by settlement based on the factors and issues specific to each
regulated entity. Kentucky filed a depreciation study specific to its depreciation
matters in case number 2007-00143.

For the electronic version, refer to KAW_R_AGDR1#169_122308.pdf.
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KENTUCKY-AMERICAN WATER COMPANY
CASE NO. 2008-00427
ATTORNEY GENERAL'S FIRST REQUEST FOR INFORMATION

Witness: Patrick Baryenbruch

170. Re. Baryenbruch Direct Testimony. Please provide all workpapers and analyses
supporting Exhibit PLB-1.

Response:
Please refer to the following electronic documents:

KAW_R_AGDRI1#170_Partl(a through f)_122308.pdf
(Workpapers for Testable Service Company Charge Detail)

KAW_R_AGDR1#170_Part2_122308.pdf
(Workpapers for Estimated Kentucky Legal Hourly Billing Rate)

KAW_R_AGDR1#170_Part3_122308.pdf
(Workpapers for Consultant Hourly Billing Rate)

KAW_R_AGDR1#170_Part4 122308.pdf
(Workpapers for Kentucky CPA Hourly Billing Rate)

KAW_R_AGDR1#170_Part5_122308.pdf
(Workpapers for Kentucky Professional Engineer Hourly Billing Rate)

KAW_R_AGDR1#170_Part6_122308.pdf
(Workpapers for Belleville Lab Unit Cost Survey)

KAW_R_AGDR1#170_Part7_122308.pdf
(Workpapers for KAWC/Service Company Customer Accounts Service Cost)

KAW_R_AGDR1#170_Part8_122308.pdf
(Workpapers for FERC Form 60 Service Company Cost Per Customer)

For the electronic version of this document, refer to KAW_R_AGDR1#170_122308.pdf.
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