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Critical Accounting Policies

The preparation of financial statements and related documents in conformity with GAAP requires management to make
judgments, assumptions and estimates that affect the amounts reported in the consolidated financial statements and
accompanying notes. Note 2 to the consolidated financial statements for the year ended December 31, 2004 included in this
annual report describes the significant accounting policies and methods used in the preparation of the consolidated financial
statements. Estimates are used for, but not limited to, the accounting for the effects of certain types of regulation, impairment
of long-lived assets, contingent liabilities, accrued pension and post-retirement expense and revenue. Actual results could
differ from these estimates. The following critical accounting policies are impacted significantly by judgments, assumptions
and estimates used in the preparation of the consolidated financial statements.

Accounting for the Effects of Certain Types of Regulation "

MidAmerican Energy, Kemn River and Northen MNatural Gas prepare their financial statements in accordance with the
provisions of SFAS No. 71, “Accounting for the Effects of Certain Types of Regulation (“SFAS 71™), which differs in
certain respects from the application of GAAP by non-regulated businesses. In general, SFAS 71 recognizes that accounting
for rate-regulated enterprises should reflect the economic effects of regulation. As a resuit, a regulated utility is required to
defer the recognition of costs (a regulatory asset) or the recognition of obligations (a regulatory liability) if it is probable that,
through the rate-making process, there will be a comesponding increase or decrease in future rates. Accordingly,
MidAmerican Energy, Kern River and Northem Natural Gas have deferred certain costs, which will be amortized over
various fiture periods. To the extent that collection of such costs or payment of such obligations is no longer probable as a
result of changes in regulation, the associated regulatory asset or liability is charged or credited to income.

A possible consequence of deregulation of the regulated energy industry is that SFAS 71 may no longer apply. If portions of
. the Company’s regulated energy operations no longer meet the criteria of SFAS 71, the Company could be required to write
off the related regulatory assets and liabilities from its balance sheet, and thus a material adjustment to earnings in that period
could result if regulatory assets or liabilities are not recovered in transition provisions of any deregulation legislation.

The Company continues to evaluate the applicability of SFAS 71 to its regﬁla’ted energy operations and the recoverability of
these assets and liabilities through rates as there are on-going changes in the regulatory and economic envirenment,

Impairment of Long-Lived Assets and Goodwill -

~ The Company’s long-lived assets consist primarily of properties, plants and equipment. Depreciation is computed using the
straight-line method based on ¢conomic lives or regulatorily mandated recovery periods. The Company believes the useful
lives assigned to the depreciable assets, which generally range from 3 to 87 years, are reasonable.

The Company periodically evaluates long-lived assets, including properties, plants and equipment, when events or changes in
circumstances indicate that the carrying value of these assets may not be recoverable. Upon the occurrence of a triggering
event, the carrying amount of & ong-lived asset is reviewed to assess whether the recoverable amount has declined below its
carrying amount. The reccverable amount is the estimated net future cash flows that the Company expects to recover from
the future use of the asset, undiscounted and without interest, plus the asset’s residual value on disposal. Where the
recoverable amount of the long-lived asset is less than the carrying value, an impairment logs would be recognized to write
down the asset to its fair-value that is based on discounted estimated cash flows from the future use of the asset, '

The estimate of cash flows arising from future use of the asset that are used in the impairment analysis requires judgment
regarding what the Company would expect to recover from future use of the asset. Any changes in the estimates of cash
flows arising from future use of the asset or the residual value of the asset on disposal based on changes in the market
conditions, changes in the use of the asset, management’s plans, the determination of the useful life of the asset and
technology changes in the industry could significantly change the calculation of the fair value or recoverable amount of the
asset and the resulting impairment loss, which could significantly affect the results of operations. The determination of
whether impairment has occurred is primarily based on an estimate of undiscounted cash flows attributable to the assets, as
compared to the carrying value of the assets. An impairment analysis of generating facilities requires estimates of possible
foture market prices, load growth, competition and many other factors over the lives of the facilities. A resulting impairment
loss is highly dependent on these underlying assumptions.
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The provisions of SFAS No. 142, “Goodwill and Other Intangible Assets” (“SFAS 142”), which establishes the accounting
for acquired goodwill and other intangible assets, and provides that goodwill and indefinite-lived intangible assets will not be
amortized, requires allocating goodwill to each reporting unit and testing for impairment using a two-step approach. The
goodwill impairment test is performed annually or whenever an event has occurred that would more likely than not reduce
the fair value of a reporting unit below its carrying amount. The Company completed its annual review pursuant to SFAS 142
for its reporting units as of October 31, 2004, primarily using a discounted cash flow methodology No impairment was
mdlcated as a result of these assessments. .

Contingent Liabilities

The Company establishes accruals for estimated loss contingencies, such as environmental, legal and regulatory matters,
when it is management’s assessment that a loss is probable and the amount of the loss can be reasonably estimated. Revisions
to contingent liabilities are recorded in the period in which different facts or information become known or circumnstances
change that affect the previons assumptions with respect to the likelihood or amount of loss. Accruals. for contingent
Habilities and subsequent revisions are reflected in mcome when accruals are recorded or as regulatory treatment dictates.
Accruals for contingent Habilities are based upon management’s assumptions and estimates, and advice of legal counsel or
other third parties regarding the probable outcomes of the matter. Should the outcomes differ from the assumptions and
estimates, revisions to the estimated accruals for contingent liabilities would be required.

Accrued Pension and Postretirement Expense

Pension and postretirement costs are accrued throughout the year based on results of an annual study performed by external
actuaries. In addition to the benefits granted to employees, the timing of the cost of these plans is impacted by assumptions
. used by the actuaries, including assumptions provided by MEHC for the discount rate and long-term rate of return on assets.
Both of these factors require estimates and projections by management and can fluctuate from period to period. Actual
returns on assets are significantly affected by stock and bond markets, over which management has little control. The interest
rate at which projected benefits are discounted significantly affects amounts expensed. Refer to Note 22 of Notes to

Consolidated Financial Statements included in “Item 8. Financial Statements and Supplementary Data” of this Form 10-K for

additional disclosures regarding the Company’s pension and post retirement commitments.

Income Taxes

The Company recognizes deferred tax assets and liabilities based on the difference between the financial statement and tax
basis of assets and liabilities using estimated tax rates in effect for the year in which the differences are expected to reverse.
Based on existing regulatory precedent, MidAmerican Energy is not allowed to recognize deferred income tax expense
related to certain temporary differences resulting from accelerated tax depreciation and other property related basis
differences. For these differences, MidAmerican Energy establishes deferred tax liabilities and regulatory assets on the
consolidated balance sheets since MidAmerican Energy is allowed to recover the increased tax expense when these
differences turn around.

The Company has not provided U.S. deferred income taxes on its cwrency translation adjustment or the cumulative eamings
of international subsidiaries that have been determined by management to be reinvested indefinitely. These eamings related
to ongoing operations and were approximately $1.5 billion at December 31, 2004. Begause of the availability of U.S. foreign
tax credits, it is not practicable to determine the U.S. federal income tax liability that would be payable if such earnings were
not reinvested indefinitely. Deferred taxes are provided for eamings of international Sl.le]dlaI’lGS when the Company plans to

remit those earnings.

The calculation of current and deferred income taxes requires management to apply judgment relating to the application of
complex tax laws or related interpretations and uncertainties related to the outcome of tax audits. Changes in such factors
may result in changes to management’s estimates, which could require the Company- to adjust its currently recorded tax
assets and labilities and record additional income tax expense or benefits.
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Impairment of Long-Lived Assets

The Company periodically evaluates long-lived assets, including properties, plants and equipment, when events or changes in
circumstances indicate that the carrying value of these assets may not be recoverable. Upon the accurrence of a triggering
event, the carrying amount of a long-lived asset is reviewed to assess whether the recoverable amount has declined below its
catrying amount. The recoverable amount is the estimated net future cash flows that the Company expects to recover from
the future use of the asset, undiscounted and without interest, pius the asset’s residual value on disposal. Where the
recoverable amount of the long-lived-asset is less than the carrying value, an impairment loss wouid be recognized to write
down the asset to its fair value that is based on discounted estimated cash flows from the future use of the asset.

Goodwill

The provisions of SFAS No. 142, “Goodwill and Other Intangible Assets™ (“SFAS 142™), which establishes the accounting
for acquired goodwill and other intangible assets, and provides that goodwill and indefinite-lived intangible assets will not be
amortized, requires allocating goodwill to each reporting unit and testing for impairment using a two-step approach. The
goodwill impairment test is performed annually or whenever an event has occurred that would more likely than not reduce
the fair value of a reporting unit below its carrying amount. The Company completed its annual review pursuant to SFAS 142 -
for its reporting units as of October 31, 2004 primarily using a discounted cash flow methodology. No impairment was
indicated as a result of these assessments.

 Allowance for Funds Used During Construction

Allowance for funds used during construction (“AFUDC”)} represents the approximate net composite interest cost of
borrowed funds and a reasonzble return on the equity fumds used for construction. Although AFUDC increases both
properties, plants and equipment and earnings, it is realized in cash through depreciation provisions included in rates for
subsidiaries that apply SFAS 71. Interest and AFUDC for subsidiaries that apply SFAS 71 are capitalized as a component of
projects under construction and will be amortized over the assets’ estimated useful lives.

Deferred Financing Cost

The Company capitalizes costs associated with financings, as deferred financing costs, and amortizes the amounts over the
term of the related financing using the effective interest method. ‘

Contingent Liabilities

The Company establishes accruals for estimated loss contingencies, such as environmental, legal and regulatory matters,
when it is management’s assessment that a loss is probable and the amount of the loss can be reasonably estimated.

Income Taxes

The Company recognizes deferred tax assets and liabilities based on the difference between the financial statement and fax
basis of assets and liabilities using estimated tax rates in effect for the year in which the differences are expected to reverse.
Based on existing regulatory precedent, MidAmerican Energy is not allowed to recognize deferred income tax expense
related to certain temporary differences resulting from accelerated tax depreciation and other property related basis
differences. For these differences, MidAmerican Energy establishes deferred tax liabilities and regulatory assets on the
consolidated balance sheets since MidAmerican Energy is allowed to recover the increased tax expense when these
differences turn around.

The Company has not provided U.S. deferred income taxes on its currency translation adjustment or the cumulative earnings
of international subsidiaries that have been determined by management to be reinvested indefinitely. These earnings related
to ongoing operations and were approximately $1.5 billion at December 31, 2004. Because of the availability of U.S. foreign
tax credits, it is not practicable to determine the U.S. federal income tax liability that would be payable if such earnings were
‘not reinvested indefinitely. Deferred taxes are provided for earnings of international subsidiaries when the Company plans to

remit those earnings.
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In connection with ceasing operations, the Zinc Recovery Project’s assets are being dismantled and sold and certain
employees of the operator of the Zinc Recovery Project were paid one-time termination benefits. Cash expenditures of
approximately $4.1 million, consisting of pre-tax disposal costs, termination benefit costs and property taxes, were made
through December 31, 2004. The Company expects to make additional cash expenditures of pre-tax disposal costs and
property taxes of approximately $1.6 million. Substantially all of such costs are expected to relate to disposal activities, and a
portion of the disposal costs is expected to be offset by proceeds from sales of the Zinc Recovery Project’s assets. These costs
are recognized in the period in which the related lability is incurred. Salvage proceeds will be recognized in the period
earned. Implementation of a disposal plan began in September 2004 and will continue in 2005, The Company also expecits to
receive approximately 355 million in future tax benefits.

4.  Acquisitions
HomeServices

In 2004, HomeServices separately acquired six real estate companies for an aggregate purchase price of $30.7 million, net of
cash acquired, plus working capital and certain other adjustments. These purchases were financed using HomeServices’ cash
balances.

In 2003, HomeServices separately acquired four real estate companies for an aggregate purchase price of $36.7 million, net
of cash acquired, plus working capital and certain other adjustments. Additionally in 2004, HomeServices paid an earnout of
$6.0 million based on 2004 financial performance measures. These purchases were financed using HomeServices’ cash
balances and revolving credit facility.

In 2002, HomeServices separately acquired three real estate companies for an aggregate purchase price of $106.1 million, net
of cash acquired, plus working capital and certain other adjustments. Additionally in 2003, HomeServices paid an earnout of
$17.6 million based on 2002 financial performance measures. These purchases were financed using HomeServices® cash
balances, revolving credit facility and $40.0 million freom MEHC, which was contributed to HomeServices as equity.

Kern River

On March 27, 2002, the Company acquired Kem River from The Williams Companies, Inc. (“Williams™). At the date of
acquisition, Kemn River owned a 926-mile interstate pipeline transporting Rocky Mountain and Canadian natural gas te
markets in California, Nevada and Utah.

The Company paid $419.7'million, net of cash acquired and a working capital adjustment, for Kem River’s gas pipeline
business. The acquisition has been accounted for as a purchase business combination. The Company completed the allocation
of the purchase price to the assets and liabilities acquired during 2003. The results of operations for Kern River are included
in the Company’s results beginning March 27, 2002,

The:recognition of goodwill resulted from various attributes of Kem R,wcr s .operations and busmess in general. These
att'rlbutes include, but.are not limited to:,

-Opportunities for expansion;

Generally high credit quality shippers contracting with Kemn River;
Kem River’s strong competitive position;

Exceptional operating track record and state-of- the-art technology;
-+  Strong demand for gas in the Western markets; and :
s An ampie supply of low-cost gas.

There is no assurance that these attributes will continue to exist to the same degree as believed at the time of the acquisition.

In. connection with the acquisition of Kern RJver MEHC 1issued $323.0 million of 11% Company—obllgated mandatorily
redeemable preferred securities of a subsidiary trust due March 12, 2012 with scheduled principal payments begmnmgéln'
2005 and $127.0.miltion of no par, zero coupon convertible preferred stock to Berkshire Hathaway Each share of preferred
stock is convertible at the option of the holder into one share of the Company’s common stock subject to certain adjustments
as described in the MEHC Amended and Restated Articles of Incorporation. ‘
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Northeiri' Natural Gas

On Angust 16, 2002, the Company acquired Northern Natural Gas from Dynegy Inc. Northern Natural Gas is a 16,500-mile
interstate pipeline extending from southwest Texas to the upper Midwest region of the United States.

The Compariy ‘paid $882.7 million ‘for Northern Natural Gas, net of cash acquired and a working capital adjustment. The
acquisition has been accounted for as a purchase business combination. The Company completed the allocation of the
purchase price to the assets and liabilities acquired during 2003. The results of operations for Northern Natural Gas are
included in the Company’s results beginning August 16, 2002,

The recognitionof goodwill resulted -from various attributes of Northern Natural:Gas’-operations. and -busingss in general.
Thes butes include, but are not limited to: '

Generally high credit quality shippers contracting with Northera Natural Gas;
Northern Natural Gas’ strong competitive position;

Strategic location in the high demand Upper Midwest markets;

Flexible access to an ample supply of low-cost gas;

Exceptional operating track record; and

Opportunities for expansion.

There is no assurance that these attributes will continue to exist to the same degree as believed at the time of the acquisition.

In iconnection -with:.the acquisition of ‘Northern *Natural :Gas, MEHC issued $950:0:million :of :11% ‘Company-obligated

v Berkshlre Hathaway

The following pro forma financial information of the Company represents the unaudited pro forma results of operations as if
*. the Kem River and Northern Natural Gas acquisitions, and the related financings, had occurred at the beginning of 2002.

These pro forma results have been prepared for comparative purposes only and do not profess to be indicative of the results

of operations which would have been achieved had these transactions been completed at the beginning of the year, nor are the
results indicative of the Company’s future results of operations (in millions): :

Year Ended
December 31,
2002
Revenue : $ 52994
Income before cumulative effect of change in accounting principle 2855
Net income available to cormmon and preferred shareholders : 285.5

5. Dispositions and Other Items
CE Guas Asset Sale

In May 2002, CalEnergy Gas (Holdings) Limited (“CE Gas™), an indirect wholly owned subsidiary of the Company,
executed the sale of several of its U.K. natural gas assets to Gaz de France for approximately $200.0 million (£137.0 million),
which was included in other investing activities in the accompany consclidated statement of cash flows in 2002. CE Gas sold
its interest in four natural gas-producing fields located in the southern basin of the U.K. North Sea {Anglia, Johnston,
Schooner and Windermere). The transaction also included the sale of rights in four gas fields (in development/construction)
and three exploration blocks owned by CE Gas. The Company recorded pre-tax and after-tax income of $54.3 million and
$41.3 million, respectively, which includes a write off of non-deductible goodwill of $49.6 million,
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