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30 days' notice of rates to PSC .;ulia S. Janson KRS 278. I80 
807 KAR 51001 
Section 8 ( I )  

807 KAR 5.001 
Section 8 (2) 
807 KAR 5100 1 
Section 10 
( 1 1) 
807 KAR 5.00 I 
Section I O  
(1  
807 KAR 5:OO 1 
Section 10 
( 1  )(b)(3) and ( 5 )  

I 

~ 

1 

Julia S Janson Full name and P.0. address ofapplicant and 
reference to the particular provision of law 
requiring PSC approval 
The original and 10 copies ofapplication plus 
CODY for anvone named as interested Dartv 

Julia S Janson 

1 4 Reason adjustment is required William Don Wathen 

5 

__ 
6 

- 
7 

___ 
8 

Statement that utility's annual reports, including 
the most recent calendar year, are filed with PSC 

Brenda R Melendez 

807 KAR 5:006, Section3 ( I ) .  
If utility is incorporated, certified copy of articles Julia S. Janson 
of incorporation and amendments or out of state 
documents of similar import If they have already 
been filed with PSC refer to the style and case 
number of the prior proceeding and file a 
certificate of good standing or authorization dated 
within 60 days of date application filed. 
If applicant is limited partnership, certified copy of 
limited partnership agreement I f  agreement filed 
with Psc refer to s tyband case number of prior 
proceeding and file a certificate of good standing 
or authorization dated within 60 days of date 
application filed. 
Certified copy of certificate of assumed name 
required by KRS 365.015 or statement that 
certificate not necessary. 
Proposed tariff in form complying with 807 K A R  
5.01 1 effective not less than 30 days From date 
application filed. 
Proposed tariff changes shown by present and 
proposed tariffs in comparative form or by 
indicating additions in italics or by underscoring 
and striking over deletions in current tariff. 
Statement that notice given, see subsections (3) 
and (4) of 807 K A R  5 00 I ,  Section 10 with copy. 

807 KAR 5:OO 1 
Section 10 
( 1  )(b)(4) 

Julia S .Janson 

807 KAR 5:OOl 
Section 10 

807 KAR 5:OOl 
Section I O  

807 KAR 5:OOl 
Section 10 

( 1 )(b)(6) 

(1  )(b)(7) 

(l)(b)(8) 

807 KAR 5:OO I 
Section 10 

807 KAR 5:OOl 
Section 10 (2) 

( 1 )(b)(9) 

Julia S.. Janson 

J a m s  E. Ziolkowski 1 9 

I 

- 
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10 

- 
1 1  

James E. Ziolkowski 

Julia S Janson 

1 

___ 
1 

- 
1 

12 

___ 
13 

If gross annual revenues exceed $1,000,000, 
written notice of intent filed at least 4 weeks prior 
to application. Notice shall state whether 
application will be supported by historical or fully 
forecasted test period. 
Sewer utilities shall give the required typewritten 
notice by mail to all of their customers pursuant to 
KRS 278.185. 
Applicants with twenty (20) or fewer customers 
affected by the proposed general rate adjustment 
shall mail the required typewritten notice to each 
customer no later than the date the application is 
filed with the commission. 

Julia S Janson 

Julia S. Janson 807 KAR 5:OOl 
Section 10 (4) (a) 

14 807 KAR 5:OO 1 
Section I G (4)(b) 

Julia S. Janson 
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807 KAR Sr001 
Section 10 (4)(c) 

807 KAR 5:001 
Section 10 (4)(d) 

807 KAR 5:OO 1 
Section 10 (4)(e) 

807 KAR S:OO 1 
Section 10 (4)(f) 

807 KAR S:00 1 
Section 10 (5) 

807 KAR 500 1 
Section 10 @)(a) 
807 KAR 5:OO 1 
Section IO (8)(b) 

807 KAR 5:OOI 
Section 10 (8)(c) 

Description 

Except for, sewer utilities, applicants with more 
than twenty (20) customers affected by the 
proposed general rate adjustment shail give the 
required notice by one ( I )  of the following 
methods: 
1. A typewritten notice mailed to all customers 

no later than the date the application is filed 
with the commission; 

2. Publishing the notice in a trade publication or 
newsletter which is mailed to all custoniers no 
later than the date on which the application is 
filed with the commission; or 

3. Publishing the notice once a week for three ( 3 )  
consecutive weeks i n  a prominent manner in a 
newspaper of general circulation in  the utility’s 
service area, the first publication to be made 
within seven (7) days of the filing of the 
application with the commission 

If notice is published, an affidavit from the 
publisher verifying that the notice was published, 
including the dates of the publication with an  
attached copy of the published notice, shall be 
filed with the Commission no later than forty-five 
(45) days of the filed date of the application. 
If notice is mailed, a written statement signed by 
the utility’s chiefofficer in charge of Kentucky 
operations verifying the notice was mailed shall be 
filed with the Commission no later than thirty (30) 
days of the filed date of the application. 
All utilities, in  addition to the above notification, 
shall post a sample copy of the required 
notification at their place of business no later than 
the date on which the application is filed which 
shall remain posted until the commission has 
finally determined the utility’s rates. 
Notice of hearing scheduled by the commission 
upon application by a utility for a general 
adjustment in rates shall be advertised by the 
utility by newspaper publication in the areas that 
will be affected in compliance with KRS 424.300. 
Financial data for forecasted period presented as 
pro forma adjustments to base period. 
Forecasted adjustments shall be limited to the I2 
months immediately following the suspension 
period. 
Capitalization and net investment rate base shall 
be based on a I3 month average for the forecasted 
Deriod. 

Sponsoring 
Witness 

Julia S. Janson 

Julia S Janson 

Julia S. Janson 

Julia S Janson 

Julia S.  Janson 

Robert M. Parsons, Jr. 

Robert M. Parsons, Jr. 

Robert M. Parsons, Jr. 
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807 KAR 5:OO 1 
Section I O  (8)(d) 

807 KAR 5:OO 1 
Section IO @)(e) 

807 KAR 5:OO 1 
Section 10 (8)(f) 
807 KAR 5:OO 1 
Section 10 (9)(a) 

807 KAR 5:OOl 
Section 10 (9)(b) 

807 KAR 5 :00 1 
Section 10 (9)(c) 

807 KAR 5:OO 1 
Section 10 (9)(d) 

807 KAR 5:OOl 
Section 10 (9)(e) 

807 KAR 5:OO 1 
Section 10 (9)(f) 

Description 

After an application based on a forecasted test 
period is filed, there shall be no revisions to the 
forecast, except for the correction of nlathematical 
errors, unless such revisions reflect statutory or 
regulatory enactments that could not, with 
reasonable diligence, have been included in the 
forecast on the date it was filed There shall be no 
revisions filed within thirty (30) days of a 
scheduled hearing on the rate aoolication 
The commission may require the utility to prepare 
an alternative forecast based on a reasonable 
number of changes in the variables, assumptions, 
and other factors used as the basis for the utility's 
forecast. 
Reconciliation of rate base and c,apital used to 
detemiine revenue requirements. 
Prepared testimony of each witness supporting its 
application including testimony from chief officer 
in charge of Kentucky operations on the existing 
programs to achieve improvements in efficiency 
and productivity, including an explanation of the 
purpose of the program. 
Most recent capital construction budget containing 
at minimum 3 year forecast of construction 
expenditures. 
Complete description, which may be in prefiled 
testimony form, of ail factors used to prepare 
forecast period. All econometric models, 
variables, assumptions, escalation factors, 
contingency provisions, and changes in activity 
levels shall be quantified, explained, and properly 
supported. 
Annual and monthly budget for the 12 months 
preceding filing date, base period and forecasted 
period. 
Attestation signed by utility's chief officer in 
charge of Kentucky operations providing: 
I. That forecast is reasonable, reliable, made in 

good faith and that all basic assumptions used 
have been identified and justified; and 

2. That forecast contains same assumptions and 
methodologies used in forecast prepared for use 
by management, or an identification and 
explanation for any differences; and 

3. That productivity and efficiency gains are 
included in the forecast. 

For each major construction project constituting 
5% or more of annual construction budget within 3 
year forecast, following information shall be filed: 
1" Date project began or estimated starting date; 
2. Estimated completion date; 
3 .  Total estimated cost of construction by year 
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Sponsoring 
Witness 

Robert M Parsons, Jr. 

Robert M Parsons, Jr 

Robert M. Parsons, Jr. 

All witnesses 

Gary J .  Hebbeler 

Stephen R. Lee 

Stephen R. Lee 

Julia S.  Janson 

Gary J .  Hebbelei 
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Filing 
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807 KAR 5 001 
Section I O  (9)(g) 

807 KAR .5:001 
Section I O  (9)(h) 

807 KAR S:OO1 
Section I O  (9)(i) 
807 KAR .S:,OOl 
Section I O  (9)(i) 
807 KAR 5:OO 1 
Section 10 (9)(k) 

807 KAR 5:OOl 
Section I O  (9)(1) 

807 KAR 51001 
Section 10 (9)(m) 

Description 

exclusive and inclusive of Allowance for Funds 
Used During construction ("AFUDC") or 
Interest During construction Credit; and 

4 Most recent available total costs incurred 
exclusive and inclusive of AFUDC or Interest 
During Construction Credit. 

For all construction projects constituting less than 
5% ofannual construction budget within 3 year 
forecast, file aggregate of information requested in 
paragraph (f) 3 and 4 of this subsection. 
Financial forecast for each of 3 forecasted years 
included in capital construction budget supported 
by underlying assumptions made in projecting 
results of operations and including the following 
information: 
1 "  Operating income statement (exclusive of 

dividends per share or earnings per share); 
2. Balance sheet; 
3. Statement of cash flows; 
4. Revenue requirements necessary to support the 

forecasted rate of return; 
5. L.oad forecast including energy and demand 

(electric); 
6. Access line forecast (telephone); 
7. Mix of generation (electric); 
8. Mix of gas supply (gas); 
9. Employee level; 
I O .  Labor cost changes; 
1 1 .Capital structure requirements; 
12.Rate base; 
13..Gallons of water projected to be sold (water); 
14.Customer forecast (gas, water); 
I5.MCF sales forecasts (gas); 
16.Toll and access forecast of number of calls and 

17.A detailed explanation of any other information 

Most recent FERC or FCC audit reports. 

number of minutes (telephone); and 

provided. 

Prospectuses of most recent stock or bond 
offerings. 
Most recent FERC Form 1 (electric), FERC Form 
2 (gas), or the Automated Reporting Management 
Information System Report (telephone) and PSC 
Form T (telephone). 
Annual report to shareholders or members and 
statistical supplements for the most recent 5 years 
prior to application filing date. 
Current chart of accounts if more detailed than 
Uniform System of Accounts charts. 

Sponsoring 
Witness 

Gary J. Hebbeler 

Stephen R. Lee 
Stephen G. De May 

#6, # I > ,  # l 6 &  ##I7 
Not applicable 

Brenda R. Melendez 

Stephen G. De May 

Brenda R. Melendez 

Stephen G. De May 

Brenda R. Melendez 

271549 



Vol. 
# 
2 

2 

4 

4 

- 
Tab 

# 

39 
___ 

- 
40 

41 

__ 
42 

- 
43 

44 

45 

46 

Duke Energy Kentucky 
Case No. 2009-00202 

Forecasted Test Period Filing Requirements 
Table of Contents 

Filing 
Requirement 

807 KAR 5-00 I 
Section 10 (9)(n) 

807 KAR 5.00 I 
Section Io (9)(0) 

SO7 KAR 5:OO I 
Section 10 (9)(p) 

SO7 KAR 5:OOl 
Section I O  (9)(q) 

SO7 KAR 5 001 
Section 10 (9)(r) 
807 KAR 5-001 
Section 10 (9)(s) 

807 KAR 5:OO 1 
Section 10 (9)(t) 

807 KAR 5:001 
Section I O  (9)(u) 

Description 

Latest 12 months of the monthly managerial 
reports providing financial results of operations in 
comparison to forecast. 
Complete monthly budget variance reports, with 
narTative explanations, for the 12 months prior to 
base period, each month of base period, and 
subsequent months, as available. 
SEC’s annual report for most recent 2 years, Form 
IO-Ks and any Form 8-Ks issued during prior 2 
years and any Forni IO-Qs issued during past 6 
quarters 
Independent auditor’s annual opinion report, with 
any written communication which indicates the 
existence of a material weakness in internal 
controls. 
Quarterly reports to the stockholders for the most 
recent 5 auarters. 
Summary of latest depreciation study with 
schedules itemized by major plant accounts, 
except that telecommunications utilities adopting 
PSC’s average depreciation rates shall identify 
current and base period depreciation rates used by 
major plant accounts. If information has been 
filed in another PSC case, refer to that case’s 
number and stvle. 
List all commercial or in-house computer 
software, programs, and models used to develop 
schedules and work papers associated with 
application. Include each software, program, or 
model; its use; identify the supplier of each; briefly 
describe software, program, or model; 
specifications for computer hardware and 
operating system required to run program 
If utility had any amounts charged or allocated to 
it by affiliate or general or home office or paid any 
monies to affiliate or general or home of ice  
during the base period or during previous 3 
calendar years, file: 
I .  Detailed description of method of calculation 

and amounts allocated or charged to utility by 
affiliate or general or home office for each 
allocation or payment; 

2. method and amounts allocated during base 
period and method and estimated amounts to be 
allocated during forecasted test period; 

3 .  Explain how allocator for both base and 
forecasted test period was determined; and 

4. All facts relied upon, including other regulatory 
approval, to demonstrate that each amount 
charged, allocated or paid during base period is 
reasonable. 

Sponsoring 
Witness 

Stephen R.. Lee 

Stephen R. Lee 

Stephen G. De May 

Stephen G .  De May 

David L. Doss 

John J. Spanos 

Robert M. Parsons, Jr. 

David L. Doss 

271549 
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Filing 
Require men t 

807 KAR ,5100 1 
Section 10 (9)(v) 

807 KAR 5:OOl 
Section I O  (9)(w) 

807 KAR 5:OOl 
Section I O  ( 1 O)(a) 

807 KAR 5:OOl 
Section 10 
( 1 o m )  
807 KAR 5:OO I 
Section 10 (lO)(c) 

807 KAR 5:OO I 
Section 10 
( 1 O)(d) 

807 KAR 5:OOl 
Section 10 (lO)(e) 

807 KAR 5:OOl 
Section 10 (1O)(f) 

807 KAR 5:OOl 
Section I O  
( 1 O M  

Description 

I f  gas, electric or water utility with annual gross 
revenues greater than $S,OOO,OOO, cost of service 
study based on methodology generally accepted in  

industry and based on current and reliable data 
from single time period 
Local exchange carriers with fewer than S0,OOO 
access lines need not file cost of service studies, 
except as specifically directed by PSC Local 
exchange carriers with more than 50,000 access 
lines shall file. 
1 Jurisdictional separations study consistent with 

Part 36 of the FCC’s rules and regulations; and 
2 Service specific cost studies supporting pricing 

of services generating annual revenue greater 
than $ I,OOO,OOO except local exchange access 
a Based on current and reliable data from 

single time period; and 
b Using generally recognized fully 

allocated, embedded, or incremental cost 
principles. 

Jurisdictional financial summary For both base and 
forecasted periods detailing how utility derived 
amount of requested revenue increase. 
Jurisdictional rate base summary for both base and 
forecasted periods with supporting schedules 
which include detailed analyses of each 
component of the rate base. 
Jurisdictional operating income summary for both 
base and forecasted periods with supporting 
schedules which provide breakdowns by major 
account group and by individual account. 
Summary ofjurisdictional adjustments to 
operating income by major account with 
supporting schedules for individual adjustments 
and iurisdictional factors. 
Jurisdictional federal and state income tax 
summary for both base and forecasted periods with 
all supporting schedules of the various components 
ofjurisdictional income taxes. 
Summary schedules for both base and forecasted 
periods (utility may also provide summary 
segregating items it proposes to recover in rates) of 
organization membership dues; initiation fees; 
expenditures for country club; charitable 
contributions; marketing, sales, and advertising; 
professional services; civic and political activities; 
employee parties and outings; employee gifts; and 
rate cases. 
Analyses of payroll costs including schedules for 
wages and salaries, employee benefits, payroll 
taxes, straight time and overtime hours, and 
executive comoensation bv title. 

Sponsoring 
Witness 

Donald L. Storck 

Not applicable 

Robert M. Parsons, Jr. 

Robert M. Parsons, Jr. 

Robert M. Parsons, Jr. 

Robert M. Parsons, Jr. 

Robert M. Parsons 

Robert M. Parsons, Jr. 

Jay R. Alvaro 
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Robert M. Parsons, Jr. 4 

___ 
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56 

- 
57 

- 
58 

807 KAR 5:OOl 
Section 10 

Computation of gross revenue conversion factor 
for forecasted period 

Stephen R.  Lee Comparative income statements (exclusive of 
dividends per share or earnings per share), revenue 
statistics and sales statistics for 5 calendar years 
prior to application filing date, base period, 
forecasted period, and 2 calendar years beyond 
forecast period. 
Cost of capital summary for both base and 
forecasted periods with supporting schedules 
providing details on each component of the capital 
structure. 
Comparative financial data and earnings measures 
for the 10 most recent calendar years, base period, 
and forecast period. 
Narrative description and explanation of all 
DroDosed tariff changes. 

Section 10 ( I O)(i) 

4 Stephen G. De May 807 KAR 5:OOl 
Section 10 (1 O)(j) 

4 59 

- 
60 

61 
~ 

- 
62 

- 
63 

_I 

64 

___ 
65 

807 KAR 5:OOl 
Section 10 

Stephen R. Lee 

4 

4 
~ 

James E. Ziolkowski 

James E Ziolkowski 
Section 10 (10)(1) 
807 KAR 5:OO 1 
Section 10 

807 KAR 5:OO 1 
Section 10 

807 KAR 5:OO 1 
Section (10)(3) 

( lO)(m) 

( 1Wn)  

Revenue summary for both base and forecasted 
periods with supporting schedules which provide 
detailed billing analvses for all customer classes 

4 Typical bill comparison under present and 
proposed rates for all customer classes 

James E Ziolkowski 

4 Amount of change requested in dollar amounts and 
percentage for each customer classification to 
which change will apply 
a. Present and proposed rates for each customer 

class to which change would apply 
b. Electric, gas, water and sewer utilities-the effect 

upon average bill for each customer class to 
which change would apply 

c. Local exchange companies-include effect upon 
average bill for each customer class for change 
in basic local service. 

If copy of public notice included, did it meet 
requirements? 

James E. Ziolkowski 

Julia S. Janson 4 807 KAR 5:OOl 
Section 10 

807 KAR 5:OOl 

807 KAR 5:OO 1 
Section 6(2) 
807 KAR 5:OO 1 
Section 6(3) 

(4)(c)(d)(e)(t) 

Section 6( 1) - 

4 Amount and kinds of stock authorized. Stephen G. De May 

Stephen G. De May 4 

4 
- 

66 

67 
___ 

Amount and kinds of stock issued and outstanding- 

Stephen G. De May Terms of preference of preferred stock whether 
cumulative or participating, or on dividends or 
assets or  otherwise. 
Brief description of each mortgage on property of 
applicant, giving date of execution, name of 
mortgagor, name of mortgagee, or trustee, amount 
of indebtedness authorized to be secured thereby, 
and the amount of indebtedness actually secured, 
together with any sinking fund provisions. 

4 68 807 KAR 5:OO 1 
Section 6(4) 

Stephen G. De May 
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Filing 
Requirement 

807 KAR 5:OOl 
Section 6(5) 

807 KAR 5:OOl 
Section G(6) 

807 KAR 5:OOl 
Section 6(7) 

807 KAR 5:OO 1 
Section 6(8) 

807 KAR 5:OOl 
Section 6(9) 
807 KAR 5:OO 1 
Sction 1 O( 10) (a) 
through (k) 
807 KAR 5:OOl 
Sction lO(10) (I) 
through (n) 

807 KAR 5:OOl 
Section lO(9)(a) 
807 KAR 5:OOI 
Section l0(9)(a) 
KRS 278.2205(6) 
807 KAR 5:OSG 
Section l(7) 

Description 

Amount of bonds authorized, and amount issued, 
giving the name of the public utility which issued 
the same, describing each class separately, and 
giving date of issue, face value, rate of interest, 
date of maturity and how secured, together with 
amount of interest paid thereon during the last 
fiscal vear. 
Each note outstanding, giving date of issue, 
amount, date of maturity, rate of interest, in whose 
favor, together with amount of interest paid 
tliereon during the last fiscal year. 
Other indebtedness, giving same by classes and 
describing security, if any, with a brief statement 
of the devolution or assumption of any portion of 
such indebtedness upon or by person or 
corporation if the 01 iginal liability has been 
transferred, together with amount o f  interest paid 
thereon during the last fiscal year 
Rate and amount of dividends paid during the five 
(5) previous fiscal years, and the amount of capital 
stock on which dividends were paid each year.. 
Detailed income statement and balance sheet 

Schedule Book (Schedules A-K) 

Schedule Book (Schedules L-N) 

Work Bapers 
Testimony (Volume 1 of  2) 

Testimony (Volume 2 of 2) 

Cost Allocation Manual 
Coal Contracts 

Sponsoring 
Witness 

Stephen G. De May 

Stephen G. De May 

Stephen G.  De May 

Stephen G. De May 

Robert M. Parsons, Jr" 

Various 

Various 

Various 

Brenda R. Melendez 
Not Applicable- 
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Q. 

A. 

Q. 

A. 

Q. 

A. 

Q. 

A. 

1. INTRODUCTION AND PURPOSE 

PLEASE STATE YOIJR NAME AND BUSINESS ADDFUZSS. 

My name is Jay R. Alvaro. 

Cincinnati Ohio. 

BY WHOM ARE YOU EMPLOYED AND IN WHAT CAPACITY? 

My business address is 139 East Fourth Street, 

I am employed by Duke Energy Business Services, LLC, an affiliate service 

company of Duke Energy Kentucky, Inc. (Duke Energy Kentucky or the 

Company) as Vice President, Total Rewards. 

PLEASE SUMMARIZE YOUR EDUCATION. 

I have a Bachelor of Science in Accountancy from Miami {Jniversity, 

Oxford, Ohio,  and Luxembourg. I earned m y  Certificate o f  Public 

Accounting (CPA)  in 1990. I also earned a Juris Doctor degree from the  

Sa lmon P. Chase College of Law in 1995. 

PL,EASE SUMMARIZE YOUR WORK: EXPERIENCE. 

I began my career with the Cincinnati Gas & Electric Company in 1986 in the 

Internal Audit Department. After obtaining my CPA, I began working as a 

Financial and Information Systems Auditor. After I completed law school and 

became a licensed Attorney in the State of Ohio, I joined Cinergy Corp.’s 

(Cinergy) Legal Department in July 1996 as a Labor & Employment Attorney, 

with a focus on labor law. In July 2005, I joined Cinergy’s Human Resources 

Department and served as Director, Client Services in Human Resources for the 

Commercial Business Unit. In  April 2006, following the merger of Cinergy and 

Duke Energy Corporation (Duke Energy), I became Managing Director, Labor 
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1 

2 

3 

4 

5 

6 Q- 

7 

8 A. 

9 

10 

11 Q. 

12 

13 A. 

14 Q. 

15 

16 A. 

17 

18 

19 

20 

21 Q. 

22 

Relations for Duke Energy and served in this role for two years. My primary 

responsibilities included acting as chief spokesperson for Duke Energy in labor 

negotiations. In May 2008, I was promoted to Vice President, Human Resources 

for the Commercial Businesses of Duke Energy and served in that capacity until 

being promoted to my current position in February 2009. 

PLEASE DESCRIBE YOUR DUTIES AS VICE PRESIDENT, TOTAL 

REWARDS. 

I am responsible for all areas of compensation, benefits and executive rewards for 

Duke Energy, including all of its affiliated regulated and non-regulated companies 

(collectively the Companies). 

HAVE YOU EVER TESTIFIED BEFORE THE KENTUCKY PIJBLIC 

SERVICE COMMISSION? 

No, I have not. 

WHAT IS THE PIJRPOSE OF YO‘CJR TESTIMONY IN THIS 

PROCEEDING? 

I support the reasonableness of Duke Energy Kentucky’s compensation and 

benefit programs. I also support the Company’s proposal to share the costs of 

incentive compensation programs between shareholders and customers using the 

same method approved in the Kentucky Public Service Commission’s Orders in 

Case Nos. 2005-00042 and 2006-0172. 

11. COMPANIES’ EMPLOYMENT CHARACTERISTICS 

PLEASE DESCRIBE THE GENERAL COMPOSITION OF THE 

COMPANIES’ EMPLOYEE POPULATIONS. 

JAY R. ALVARO DIRECT 
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1 A. 

2 

According to the Employee Census Summary as of December 2008, Duke Energy 

Kentucky has 254 employees, comprised of 10 exempt employees, 235 union 

3 

4 

5 

6 

7 Q. 

8 

9 A. 

10 

1 1  

12 

13 

employees, arid 9 employees in other classifications (disability, temporary, etc.). 

Duke Energy Business Services, LLC (DEBS) has 7,03 1 employees, comprised of 

4,274 exempt employees, 15 17 non-exempt employees, 866 union employees, 

and 374 employees in other classifications (disability, temporary, etc). 

WHERE DO THESE EMPLOYEES WORK WHEN PERFORMING 

SERVICES FOR DUKE ENERGY KENTIJCKY CUSTOMERS? 

Duke Energy Kentucky’s customers receive services from employees of Duke 

Energy Kentucky and affiliated companies. The employees work at the East 

Rend Generating Station (East Bend), the Miami Fort Unit 6 Generating Station 

(Miami Fort 6) and the Woodsdale Generating Station (Woodsdale) (collectively, 

the Plants). They also work at our 19‘” and Augustine facility in Covington, 

14 

15 

16 

17 Q. 

18 

19 

20 A. 

21 

which is dedicated to gas operations, and at our Erlanger, Kentucky construction 

and maintenance center. They also work in our Cincinnati, Ohio headquarters and 

in the Duke Energy headquarters in Charlotte, North Carolina. 

WHAT TYPE OF SPECIAL SKILLS OR KNOWLEDGE IS REQUIR_ED 

IN ORDER TO OPERATE A LOCAL, GAS DISTRIBIJTION UTILITY 

SIJCH AS DUKE ENERGY KENTIJCKY? 

The operation and maintenance of gas lines and mains requires specialized 

technical skills. Employees must have the requisite knowledge and technical 

i 

22 

23 

skills to plan, design, construct, operate and maintain pressurized gas lines and 

mains in a manner that provides safe, adequate and reliable service. The 

271889 

JAY R. ALVARO DIRECT 
3 



1 operation and maintenance of a field office and a customer call center requires a 

2 detailed knowledge of all aspects of customer service. Field office and call center 

3 employees must understand the characteristics of the gas delivery service 

4 provided by Duke Energy Kentucky, the metering, billing and collection 

5 

6 

processes and various other customer service matters. At the corporate level, 

highly-skilled managers, engineers, accountants, computer hardware and software 

7 experts, computer programmers and other highly-trained professionals are needed 

8 to support the employees who are directly responsible for procuring and 

9 delivering natural gas to Duke Energy Kentucky’s customers. 

10 Q. HOW IMPORTANT IS THE RECRUITMENT AND RETENTION OF 

1 1  SlJCH EMPLOYEES TO THE COMPANIES’ SUCCESS? 

12 A. The recruitment and retention of such employees is critical to the Companies’ 

1.3 success. The skills needed for employees to render safe and high-quality utility 

14 service take several years to develop. For example, gas plant operators and 

15 control technicians are highly-skilled positions that require experience and 

16 knowledge that is acquired over several years. If we were to lose such employees, 

17 we would incur additional costs to train replacements for these positions. 

18 Consequently, the fact that we strive to be an “employer of choice” that attracts 

19 

20 

qualified employees and retains such employees, benefits customers by providing 

a more highly-skilled work force that provides safe and reliable service to 

21 

22 Q. WHAT FACTORS AFFECT THE IUZCRUITMENT AND RETENTION OF 

customers at a reasonable cost. 

23 SUCH EMPLJOYEES? 

271889 
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1 A. The recruitment and retention of such employees is directly related to the 

2 

3 

compensation, benefits, and career development opportunities provided by Duke 

Energy. In addition, managernent values, including but not limited to, maintaining 

4 

5 

6 

a safe work environment, training, ethics, opportunities for a workllife balance, 

and the nature of the work itself also affect Duke Energy’s ability to recruit and 

retairi highly-skilled employees. Industry and market conditions also impact the 

7 

8 Q. 

9 

10 A. 

11 

12 

13 

14 

Companies’ ability to recruit and retain employees. 

WHERE DO THE COMPANIES OBTAIN APPLICANTS FOR VACANT 

POSITIONS? 

We draw applicants from various geographic areas, depending on the ,job we need 

to fill. As a general rule, the more highly-skilled the job position being filled, the 

broader the scope of the Companies’ recruitment efforts. We generally recruit 

executives on a national level; exempt employees locally and regionally; and non- 

exempt employees locally. The Companies employ applicants drawn from other 

15 utilities and from diverse employment backgrounds in other industries. 

111. COMPENSATION PHILOSOPHY 

16 Q. PLEASE DESCRIBE DUKE ENERGY’S BASIC COMPENSATION 

17 PHILOSOPHY. 

18 A. Duke Energy’s basic compensation philosophy is to design a compensation 

19 

20 

21 

program consisting of base salary and armual incentives that provides employees 

with an opportunity to earn total compensation competitive with the market. 

This philosophy supports the Companies’ goal to attract, retain and motivate the 

22 caliber of employees with the education, experience, judgment and skills 

271889 

JAY R. ALVARO DIRECT 
5 



1 necessary to carry out the responsibilities of the positions that the employees are 

2 hired to fill. The Companies’ Compensation strategy for executive employees is 

3 

4 

to provide a compensation package consisting of a combination of fixed and 

variable pay, using base salary, short-term incentives and long-term incentives. 

5 

6 

7 

These coniponents, in the aggregate, are targeted to deliver total compensation at 

the 50th percentile of the applicable peer group. However, if Duke Energy 

delivers superior performance, our compensation program is designed to provide 

8 total compensation above market median based on performance. Conversely, if 

9 Duke Energy’s performance is below expectations, its executives’ total 

10 compensation is designed to decline to a level commensurate with such 

11 performance. 

12 The Companies adopted this executive compensation strategy in order to 

13 attract, retain and motivate the executive talent required to deliver superior 

14 performance. This strategy emphasizes performance-based compensation that 

15 balances rewards for both short-term and long-term results and that aligns the 

16 executives’ interests with the long-term success of Duke Energy and its 

17 

18 Q. PLEASE DESCRIBE HOW THE COMPANIES STRUCTUW, THEIR 

19 COMPENSATION PROGRAMS. 

20 A. 

subsidiaries, including Duke Energy Kentucky. 

The Companies’ compensation programs consist of a base pay component and an 

21 incentive pay component. The base pay component is a set amount, reviewed by 

22 management at least annually, and established at a level that: (1) provides 

23 competitive Compensation based on the nature and responsibilities of the 
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2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 Q. 

16 

17 A. 

18 

19 

20 

21 

22 

employee’s position; and (2) is fair relative to the pay for other similarly-situated 

positions in the organization. The incentive pay component is variable and is at 

risk to the employees. Incentive pay is generally linked to the accomplishment of 

specific goals established in advance for the individual employee, his or her 

business unit, and/or the corporation. The purpose of incentive pay is: (1) to 

encourage employees to perform at a high level in order to accomplish specific 

objectives intended to ensure safe, reliable and economical utility service to our 

customers; (2) to ensure their business unit’s and Duke Energy’s overall success; 

and (3) to constitute a component of a compensation package that is competitive 

with the market. 

The designs of the short-term and long-term incentive programs are 

reviewed annually. Any changes to these programs are reviewed by management. 

Once approved by management, approval is then obtained from the Compensation 

Committee of the Board of Directors. 

HOW DOES THE INCENTIVE PAY ENSURE SAFE, RELIABLE AND 

ECONOMICAL UTILITY SERVICE TO CUSTOMERS? 

Safety is of utmost importance and is not only encouraged but continuously 

reinforced through all levels of the Company, including through incentive pay 

opportunities. For example, the Company maintains a zero tolerance policy for 

workplace fatalities by rewarding all employees, exempt and non-exempt, with an 

additional 5% for their short-term incentive payout, if there are no fatalities 

during the year. Conversely, if the Company does not meet previously established 
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1 

2 

3 

total incident case rate (TICR) goals, then all executives’ incentive compensation 

is reduced by up to 5%. 

In 2009, an Operations and Maintenance (O&M) cost reduction goal was 

4 added to employee incentives to be mindful of controlling costs and prudently 

5 

6 

managing budgets. To ensure that cost control would not be achieved by 

sacrificing our ability to provide reliable service, a reliability component was also 

7 

8 

9 

added to the short-term incentive program. The reliability component included 

among other things, System Average Interruption Duration Index (SAIDI) and 

System Average Interruption Frequency Index (SAIFI) targets. 

1%’. BASE PAY PROGRAMS 

10 Q. PLEASE DESCRIBE THE COMPANIES’ BASE PAY PROGRAMS. 

11 A. 

12 

13 Q. HOW DOES THE COMPANIES’ BASE PAY COMPARF, WITH THE 

14 MARKET TRENDS? 

1.5 A. 

16 

Every employee receives base pay in the form of semi-monthly earnings (for 

exempt employees) or weekly wages (for non-exempt and union employees). 

The Companies have adjusted their base pay in recent years to stay within a target 

range of paying on the 50Lh percentile of comparably-sized companies. On an 

17 

18 

annual basis we look at market and survey data for both general industry positions 

and energy service positions and compare that data to our compensation packages. 

19 This information is used to develop a salary range for a particular position. The 

20 

21 

information is reviewed and used to come up with an overall general wage 

increase recommendation. We compare our packages with the market survey 

22 information to remain competitive and attract and retain talent. 
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10 

11 

12 

13 

14 
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16 

17 

18 

19 

20 

21 

22 

23 

In 2008, the overall general wage increase for exempt and non-exempt 

non-union employees was 3 .5%. In anticipation of external economic conditions, 

the 2009 general wage increase for exempt employees, including executives, was 

zero percent. The general increase for non-union non-exempt employees was 

3.8%. It should be noted that employees’ individual increases may vary relative 

to the base pay budget to allow for individual differentiators based on 

performance and current pay levels relative to the market. 

Duke Energy Kentucky and the International Brotherhood of Electrical 

Workers (IBEW) L,ocal No. 1347 entered into a new five-year collective 

bargaining agreement effective April 1, 2009. The collective bargaining 

agreement provides for a 2.0% wage increase for each of the first three years of 

the contract along with a 1% lump sum bonus opportunity if the Company meets 

certain financial targets. There is a 3.0% wage increase for the fourth and fifth 

years of the contract, with increased employee contributions to health care costs 

throughout the term of the contract. 

nuke Energy Kentucky and the United Steelworkers of America (USWA) 

Local No. 12049 and Local No. 5541-06 entered into a four-year collective 

bargaining agreement in 2007 that expires on June 12, 201 1. The collective 

bargaining agreement provides for a 3.5% wage increase each year for the term of 

the agreement along with increased employee contributions to health care costs 

Duke Energy Kentucky and the Utility Workers [Jnion of America 

(UWUA) Local No. 600 entered into a four-year collective bargaining agreement 

in 2008 that expires on April 1, 2012. IJnder the Collective Bargaining 
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1 

2 

3 

4 

5 Q. 

6 A. 

7 

8 

9 

10 

11 

12 Q. 

13 A. 

14 

15 

16 

17 

Leadership Non Leadership 
Weight Weight 

EPS 80.00% 8O/5O% 
Individual 20.00% 20/50% 
Safety plus/minus 5% plus 5% 

Agreement, the clerical unit (which includes meter reading) receives a 2.5% wage 

-..__. 

Payout range 
0-200% 
0- 150% 

N/A 

- 

increase each year for the term of the contract along with a 1% lump sum in only 

one year of the contract. The technical and manual units of the UWIJA will 

receive a 3.0% wage increase each year for the term of the contract. 

V. INCENTIVE PAY PROGRAMS 

PL,EASE DESCRIBE THE COMPANIES’ INCENTIVE PAY PROGRAMS. 

Duke Energy and Cinergy had various incentive pay programs prior to the 

merger. We have incorporated features from those programs in designing Duke 

Energy’s current incentive plan. The Companies’ major incentive pay programs 

are: (1) Duke Energy Short-Term Incentive Plan (STI); (2) Duke Energy IJnion 

Employees’ Incentive Plan (IJEIP); and (3) Duke Energy Long-Term Incentive 

Plan (LTI). 

WHAT WAS THE STI PLAN FOR 2008? 

For 2008, the STI plan is reflected in the table below: 

TABLE 1: SUMMARY 2008 STI PLAN 

For 2008, the non-leadership weight varied by department and could be either an 

80/20% or 50/50% split between earnings per share (EPS) and individual goals. 

The corporate performance goal was based on Duke Energy’s EPS. The payout 

with respect to the 2008 corporate performance goal was 64.29% of target (100%) 
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1 

2 less than target. 

3 In 2008, the business unit goals of Duke Energy Kentucky’s Gas 

4 Operations were based on the following factors: (1) Safety-Gas Operations; (2) 

5 Reliability-Percent Reduction gas mains and services - leaks repaired; (3) 

6 Customer Satisfaction - Corporate Perceptional Survey; and (4) Accelerated Main 

7 Replacement Program (AMRP) Expenditure Target. Individual goals were 

achievement for all employees. So, corporate performance for 2008 EPS was at 

8 

9 

10 

11 Q. PLEASE DESCRIBE THE C U W N T  STI PLAN. 

12 A. 

13 

14 

15 

established by individuals or teams to support the business unit and corporate 

goals so that everyone worked toward common goals and objectives. Attachment 

JRA-1 shows the results of the Leadership 2008 STI Plan for Gas Operations. 

The current STI plan is a short-term incentive plan that allows employees to 

receive cash payments if certain pre-determined performance goals are attained 

during the relevant calendar year. The STI plan is available to exempt and certain 

non-exempt, non-union employees of Duke Energy Kentucky and its affiliated 

16 

17 

18 

companies who do not participate in another incentive plan. The purpose of the 

annual incentive plan is to attract, retain and motivate employees; enhance 

teamwork and high levels of achievement; and facilitate the accomplishment of 

19 

20 

21 

22 

23 

specific corporate, business unit and individual goals. 

At the beginning of each calendar year, corporate, business unit and 

individual performance goals are established for the annual plan, and a thorough 

review is performed at the end of the calendar year to determine the achievement 

levels for each performance goal. The Compensation Committee of the Duke 
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2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

Energy Board of Directors (Compensation Committee) approves the corporate 

performance goals (for executive officers) at the beginning of each calendar year 

and certifies the payout level achieved for such goals at the end of the calendar 

year. 

The performance goals are the objectives that the Company business unit 

and individual employees must attain in order for the employees to receive 

payment under the short-term incentive plan. The performance goals may consist 

of a combination of corporate, business unit and individual goals. The corporate 

performance goals must be an objective measure of Duke Energy’s performance, 

efficiency or profitability. Business unit goals are related to specific financial and 

operational objectives of the unit such as safety, reliability, cost control and cost 

management. Individual goals are set cascading down from and supporting the 

business unit and corporate goals so that everyone works towards common goals 

and objectives. This ensures that there is an appropriate balance between 

corporate goals and individual goals so employees can have a direct impact 

relative to their goals. 

All applicable goals are weighted, with a possible range of scores from 0% 

to 190% of target based upon achievement of these goals. Once an achievement 

level is determined, the achievement level is multiplied by the weighting assigned 

to each respective goal to determine an overall payout level. The corporate goals/ 

measures have a payout ranging from 0% to 200% of target. Individual goals 

have a payout ranging from 0% to 150%. In general, employees in leadership 

have a weighting of 80% of their incentive pay tied to the various corporate goals 
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6 

7 

8 

9 

10 

11 Q. 

12 A. 

13 

14 

15 

16 

17 

Leadership 
Weight 

EPS 50.00% 

and 20% tied to their individual goals. In general, exempt (non-leadership) and 

non-union, non-exempt employees have an incentive weighting of 50% tied to 

achieving various corporate goals and 50% tied to individual goals. 

The Compensation Committee-approved 2009 STI plan (and forecasted 

Non Leadership 
Weight Payout range 

3 1.25% 0-200% 

future period STI plan) structure is reflected in the table below: 

O&M 

Safety 
Reliability 

Individual 

TABLE2: SUMMARY 2009 STI PLAN 

20.00% 12.50% 0-200% 
10.00% 6.25% 0-200% 

p lus/minus 5 % plus 5% N/A 
20.00% 5 0% 0-150% 

- - ~ -  

As I discussed earlier, once approved by management, approval is then obtained 

from the Compensation Committee of the Board of Directors who certify the 

results. The results of the 2009 STI plan will be available in the first quarter of 

2010. Attachment JRA-2 shows Gas Operations’ 2009 and forecasted period STI 

Leadership and Non-Leadership goals. 

PLEASE DESCRIBE THE IJEIP. 

The UEIP is available to union employees of Duke Energy Kentucky and its 

affiliated companies that do not participate in another incentive plan. The ‘CJEIP is 

a short-term incentive plan that allows union employees to receive cash payments 

if the Company attains certain corporate performance goals or if their group 

attains certain performance goals during a calendar year. The purpose of the 

IJEIP is to attract, retain and motivate employees, enhance teamwork and high 
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1 levels of achievement, and to facilitate the accomplishment of specific corporate 

2 and business unit goals. 

3 

4 

5 

6 

7 

The IJEIP award levels consist of a percentage of the employee’s base and 

overtime earnings based on corporate and business unit goals, such as Company 

financial results, safety, and customer satisfaction. The payout for the incentive 

bonuses for employees participating in the UEIP will vary based upon their 

participation in the various retirement programs. In conjunction with the new 

8 retirement program, all participants who volunteer or upon mandatory conversion 

9 

10 

will be eligible for up to a 5% maximum annual incentive payment. Employees 

who elect to remain in the Cinergy Traditional Program, which provides benefits 

11 under the final average pay pension formula, will not be eligible for higher 

12 incentive payout, but will participate in an annual incentive plan, with a maximum 

13 award of 2%. Additionally, regardless of which retirement program they 

14 

15 

16 

17 2009 and forecasted plan. 

participate in, represented employees are eligible for a safety incentive of up to 

5% of their incentive payout if there are no workplace fatalities for the year. 

JRA-3 shows the breakdown by union and the percentage incentive payout for the 

18 Q. PLEASE DESCRIBE THE LATE PLJAN. 

19 A. This plan pays equity-based compensation to executive employees and non- 

20 

21 

22 

23 

employee directors in a manner that aligns their interests with the long-term 

interests of Duke Energy and its affiliates, including Duke Energy Kentucky. The 

purpose of the LTI plan is: ( 1 )  to assist in attracting, retaining and motivating 

executives by keeping the Companies’ compensation package competitive; arid 
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1 

2 

(2) to align a portion of executive compensation with stakeholder interests by 

encouraging and enabling executives to acquire Duke Energy stock. 

VI. PROPOSAL FOR SHARING INCENTIVE PAY EXPENSE 

3 Q. WHAT INCENTIVE PAY EXPENSE DOES DUKE ENERGY KENTIJCKY 

4 PROPOSE TO RECOVER IN THIS PROCEEDING? 

5 A. 

6 

7 

8 

9 

10 

11 

12 

13 Q. 

14 

15 A. 

16 

17 

18 

19 

20 

21 

22 

Duke Energy Kentucky proposes to share its incentive plan expense between 

shareholders and customers in a manner consistent with what the Commission 

approved in Case Nos. 2005-00042 and 2006-0172. In those cases, the 

Commission approved recovery of incentive pay expense related to performance 

objectives that directly benefit customers, such as reliability, customer satisfaction 

and individual performance objectives. The Cornmission disallowed recovery of 

incentive pay expense related to performance objectives based on achieving 

corporate EPS. 

PLEASE FURTHER EXPLAIN DUKE ENERGY KENTUCKY’S 

PROPOSAL FOR RECOVERY OF INCENTIVE PLAN EXPENSE. 

As shown above in Table 2: 2009 STI PLAN, the Company’s Leadership and 

Non-Lxadership STI continue to include a weighting factor for achieving 

corporate EPS. For 2009, Duke Energy has also added a weighting for achieving 

other goals such as O&M savings and reliability targets. Reliability targets were 

added as a means to balance the need to prudently manage costs and provide 

reasonably priced, safe service to customers, thereby lowering overall rate impact, 

with the need to maintain reliable service. The Company budgets based upon 

reaching 100% of its target achievement levels. Accordingly, Duke Energy 
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1 Kentucky proposes to recover the following amount of incentive compensation 

2 costs in its revenue requirement calculation, based on the following allocations: 

TABLE 3: 2009 STI SHARING PROPOSAL 

Incentive 
Plan 

STI - Non 
Leadership 

STI - 
Leadership 

Executive 
LT I 

UEIP 

Incentive 
Plan 

Components 

EPS 

O&M 

Reliability 

Individual 
Goals 
EPS 

O&M 

Reliability 

Ind iv i d ua I 
Goals 
Total 
shareholder 
return and 
compounded 
annual growth 
rate of EPS 
Various by 
union - based 
on EPS, safety, 
customer 
satisfaction, etc. 

Percentage 
Of 

Total Plan 

3 1.25% 

12.5% 

6.25% 

5 0% 

5 0% 

20% 

10% 

20% 

100% 
_.____I___ 

100% 

Percentage 
to 

Shareholders 
--I_- 

100% 

0% 

0% 

0% 

100% 

0% 

0% 

0% 

100% 

SO% 

Percentage 
to 

Customers 

0% 

100% 

100% 

100% 

0 Yo 

100% 

100% 

100% 

0% 
-_I. 

___l_l_ 

5 0% 

Percentage 
of Total 

Shared by 
Customers 

0% 

12.50% 

6.25% 

5 0% 

0% 

20% 

10% 

20% 

0% 

5 0% 
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1 Q. 

2 

3 

4 A. 

5 

6 

7 

8 

9 Q. 

10 

I 1  

12 A. 

13 

14 

15 

16 

17 

18 

19 

20 Q. 

21 

WHY DOES THE COMPANY’S PROPOSAL FOR INCENTIVE 

COMPENSATION ASSIJME REACHING 100% OF TARGET 

ACHIEVEMENT LEVELS? 

These are the budgeted achievement levels for the performance goals for the STI 

and the IJEIP. The 100% target achievement level is used for the budget because 

this is what the Company expects to achieve on average over time. Over the past 

three years, the Company’s performance, on average, has been higher than the 

budgeted amounts. 

PL,EASE EXPLAIN HOW THE COSTS REL,ATED TO THE STI’S 

CORPORATE PERFORMANCE OBJECTIVES ARE DIVIDED 

BETWEEN CUSTOMERS AND SHAREHOLDERS. 

The STI has four separate components: EPS, O&M cost reduction, reliability, and 

individual goalshusiness unit operational goals. There is also an additional 5% 

safety bonus for all employees if safety goals are achieved and a 5% safety 

reduction for executives if certain safety goals are not achieved. We propose that 

the expense attributable to the EPS goal be allocated 100% to the shareholders 

with nothing allocated directly to customer. We propose 100% of the ob,jectives 

tied to O&M cost reduction, reliability and safety, as well as individual and 

business unit goals be allocated to customers. 

PLEASE EXPLAIN HOW THE COSTS RELATED TO THE STI’S O&M 

COST REDUCTION, RELIABILITY, SAFETY, AND INDIVIDUAL/ 
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1 

2 

3 A. 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

BUSINESS UNIT OPERATIONAL, PERFORMANCE OBJECTIVES ARE 

DIVIDED BETWEEN CUSTOMERS AND SHAREHOLDERS. 

Duke Energy Kentucky’s rates should reflect 100% of the costs of the O&M cost 

reduction, reliability, safety, and individualhusiness unit incentive goals. Thesc 

goals are operationally focused and directly benefit the customer. O&M cost 

reduction ultimately benefits rate payers because, to the extent the Company is 

able to reasonably and prudently manage costs, customer’s total rates for safe and 

reliable service will be reflective of those reductions. Because customers 

ultimately benefit from any reductions and costs savings achieved through lower 

rates, it is reasonable that the incentives encouraging those cost reductions be 

reflected in rates. Similarly, customer s dire ctly benefit from the Company’s 

provision of safe and reliable service. The reliability goal operates as a counter- 

balance to the O&M goal to motivate appropriate behavior. As a result, 

customers should be allocated this portion of employees’ incentive pay. 

Finally, the STl’s individual/business unit operational goals for employees 

directly benefit customers. The individuals measured by these goals and included 

in the rate base are employed directly by Duke Energy Kentucky or allocate their 

time to Duke Energy Kentucky, and they work on Duke Energy Kentucky matters 

that directly benefit customers. Similarly, the business unit goals are tied to 

reliability, percent reduction gas mains and services- leaks repaired, meeting 

TICR goals, customer satisfaction scores, O&M expense levels and capital 

expenditures. Superior performarice relating to these goals directly benefits Duke 
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1 Energy Kentucky customers through safe and reliable service, customer service 

2 

3 Q. 

4 

5 A. 

6 

7 

quality, and low energy costs. 

PLEASE EXPLAIN HOW THE COSTS FOR THE UEIP PLAN ARE 

REFLECTED IN DUKE ENERGY KENTUCKY’S PROPOSAL. 

The IJEIP is an incentive plan for union employees not eligible for any other 

incentive compensation plans. These union employees include many of our back 

office personnel, including administrative and clerical, as well as meter readers 

8 and employees who construct and maintain the Company’s gas distribution 

9 system. All are functions that are critical to reliable cutomer service. The UEIP 

10 performance objectives vary by union and are based a combination of corporate 

11 financial performance and on customer-oriented objectives, namely safety, 

12 customer satisfaction and reliability. We propose allocating the ob,jectives related 

13 to achieving corporate EPS to shareholders and the portion related to achieving 

14 

15 

16 Q. 

17 

18 

19 A. 

20 

21 

customer-oriented objectives to customers. This amounts to an even sharing (50/ 

50) of IJEIP incentive costs between customers and shareholders. 

ARE THE STI BUSINESS UNIT AND INDIVIDUAL, GOALS DIRECTED 

MORE TOWARD SHAREHOLDER BENEFITS OR CUSTOMER 

BENEFITS? 

Gas Operations 2009 goals and 2008 actual results are at Attachment JRA-2 and 

JRA-1, respectively. These goals clearly incent behavior that furthers the 

customers’ interest. As I previously discussed, the goals are based on items such 

22 

23 

as: (1) keeping capital expenditures and operation and maintenance expense at 

reasonable levels, which tends to produce lower rates; (2) operational excellence, 
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8 

9 

10 

11 

12 Q. 

13 

14 

15 

16 

17 A. 

18 

19 

20 

21 

which produces more reliable service for customers; and (3) providing high 

quality customer service. The 2009 Gas Operations Leadership STI goals listed 

in JRA-2 clearly further customers’ interests by incenting favorable behavior. 

The Gas Operations Non-Leadership STI Goals also further customers’ interests 

and are designed to roll up into Gas Operation’s goals. Therefore, the goal 

achievement of individual Gas Operations employees’ helps Gas Operations 

achieve its goals. 

As can be seen, these business unit and individual goals are closely tied to 

metrics such as safety, reliability, cost control and customer satisfaction, which 

provide customer benefits. Thus, I believe that Duke Energy Kentucky’s rates 

should reflect these incentive compensation costs. 

BASED ON ALL OF THE ABOVE-MENTIONED ALLOCATIONS TO 

CUSTOMERS AND SHAREHOLDERS, HOW MUCH OF DUKE 

ENERGY KENTUCKY’S TOTAL INCENTIVE COMPENSATION 

EXPENSE WOULD BE REFLECTED IN ITS EXPENSES FOR THE 

FORECASTED TEST PERIOD? 

Duke Energy Kentucky proposes to recover $451,320 of the $1,067,821 Gas 

Operations incentive compensation costs originally included in the forecasted test 

period. This represents approximately 42% of the total Duke Energy Kentucky 

incentive compensation expense originally included as an expense in the 

forecasted test period. 
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1 Q. DO YOU HAVE AN OPINION AS TO THE REASONABLENESS OF 

2 DUKE ENERGY KENTUCKY’S PROPOSED TREATMENT FOR 

3 INCENTIVE COMPENSATION COSTS? 

4 A. Yes. In my opinion, all of Duke Energy Kentucky’s incentive compensation costs 

5 are properly recoverable. Nevertheless, Duke Energy Kentucky’s proposal 

6 

7 

8 

allocates the costs of its incentive compensation plans between shareholders and 

customers in a manner consistent with the Commission’s Orders in Case Nos. 

2005-00042 and in 2007- 172. 

VII. COMPETITIVE MARKET ANALYSES - COMPENSATION 

9 Q. WERE ANY STUDIES CONDUCTED IN 2008 REGARDING THE 

10 COMPETITIVENESS OF THESE COMPENSATION PROGRAMS? 

1 1 A. Yes. Annually, Duke Energy participates in a variety of third party salary surveys. 

12 Data from these surveys is analyzed to determine overall competitiveness. 

13 Primary surveys used are Towers Perrin Energy Services Industry and Energy 

14 Technical Craft and Clerical Survey. 

15 Q. PLEASE DESCRIBE THESE COMPENSATION STUDIES. 

16 A. 

17 

The analysis generally reported that Duke Energy’s compensation program is 

competitive within the energy services industry and general industry. 

VIII. REASONABLENESS OF COMPENSATION PROGRAMS 

18 Q. DO YOIJ HAVE AN OPINION AS TO WHETHER DUKE ENERGY’S 

19 EMPLOYEE COMPENSATION PROGRAMS ARE REASONABLE AND 

20 NECESSARY TO ATTRACT, RETAIN, AND MOTIVATE THE 

21 QUALIFIED EMPLOYEES NEEDED TO PROVIDE SAFE, RELIABLE, 
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1 EFFICIENT AND ECONOMICAL SERVICE TO DUKE ENERGY 

2 KENTUCKY’S RETAIL GAS CUSTOMERS? 

3 A. 

4 

Yes. In my opinion, the Companies’ base pay, short-term and long-term incentive 

compensation programs are competitive, reasonable, and necessary to attract, 

8 Q* 

9 

10 A. 

11 

12 

13 

14 Q. 

15 A. 

retain, and motivate qualified employees that the Companies need to provide safe, 

reliable, effective, efficient and economical gas service to Duke Energy 

Kentucky’s retail customers. 

IX. BENEFIT PLAN DESIGN 

HOW DO BENEFITS TIE INTO THE COMPANIES’ OVERALL 

COMPENSATION PHILOSOPHY? 

Benefits are the non-pay portion of an employee’s total rewards. Generally, 

benefits are provided through one of two vehicles; retirement plans and welfare 

benefit plans. Welfare Retirement plans include pension and 401 (k) plans. 

benefit plans include medical, dental, life insurance, and disability plans. 

WHAT IS THE COMPANIES’ BENEFITS PHILOSOPHY? 

We offer a competitive, comprehensive benefits program in order to establish 

16 

17 

ourselves as an employer of choice. In order to attract, retain and motivate a high 

caliber work force, a company must offer a competitive benefits program as well 

18 

19 

20 

21 

22 

as a competitive compensation program. Benefits also play an important role in 

retaining employees, which is important for us as our business involves complex 

processes such that employees must receive long-term training to perform their 

jobs safely and effectively. Our benefits program is designed not only to attract 

qualified employees but also to retain employees, thus the Companies are able to 
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1 

2 

3 Q. 

4 A. 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 Q. 

21 

maintain a highly trained, experienced work force that is capable of rendering 

excellent utility service. 

X. COST MANAGEMENT CONTROLS 

HOW HAVE THE COMPANIES MANAGED HEALTH CARF, COSTS? 

The Companies are self-insured on most of their medical and dental benefits 

options. This avoids a risk premium that the Companies would otherwise have to 

pay to a third party for underwriting the plans. The medical plans have utilization 

management requirements in place to help eliminate unnecessary or inappropriate 

medical treatment and are designed to help employees receive quality care and 

needed medications while preventing unnecessary expenses for the employee and 

the Companies. Such requirements include hospital pre-certification, prior 

authorizations and step therapy for certain medications, ordering maintenance 

prescriptions through the mail order program and specialty biotech drugs through 

the specialty prescription drug program. We also apply usual and customary 

reimbursement guidelines on health and dental claims. In 2008, copays and 

deductibles were increased and new contracts with health care administrators 

were negotiated resulting in lower fees. The Company has comprehensive Disease 

Management and Wellness Programs, which encourage employees to adopt 

healthier lifestyles as well as to manage chronic illnesses that are associated with 

increased expense. 

HAVE ANY OTHER COST REDIJCTIONS BEEN IMPL,EMENTED 

WITH REGARD TO RI2TIFUCE BENEFITS? 
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1 A. 

2 

3 

4 

5 

6 

7 Q. 

8 

9 A. 

10 

I 1  

12 

1.3 

14 

15 

16 Q. 

17 

18 

19 

20 

21 

We have in place the same utilization management requirements for both active 

employees and retirees. We made the same benefit changes in 2008 for retirees 

that applied to active employees. The Company continues to pass along normal 

premium increases to retirees on an annual basis. Beginning in 2009, most newly 

hired employees will not be eligible for a subsidy towards the cost of retiree 

healthcare coverage. 

IN YOlJR OPINION, WIL,L THE COMPANIES ELAMINATE MEDICAL 

AND DENTAL BENEFITS FOR RETIREES? 

In my opinion, medical and dental benefits for retirees are necessary to attract and 

retain the qualified employees needed to provide quality service to our customers. 

Although Duke Energy reserves the right to eliminate or modify any of its 

benefits, I believe that it is unlikely that access to retiree benefits would be 

eliminated in the future. However, beginning January 1, 2009, most newly hired 

employees will not be eligible for a subsidy towards the cost of retiree healthcare 

coverage. They will be required to pay 100% of the cost of coverage. 

XI. REASONABLENESS OF BENEFITS PROGRAM 

DO YOU HAVE AN OPINION REGARDING THE REASONABLENESS 

AND NECESSITY OF THE COMPANIES’ EMPLOYEE BENEFITS 

PROGRAMS TO ATTRACT, RETAIN AND MOTIVATE QUALIFIED 

EMPLOYEES TO PROVIDE SAFE, RELIABLE, EFFICIENT, AND 

ECONOMICAL SERVICE TO DTJKE ENERGY KENTUCKY’S RETAIL 

GAS CUSTOMERS? 
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1 A. Yes. In my opinion, the Companies’ employee benefits programs are both 

2 reasonable and necessary to attract, retain and motivate qualified employees to 

3 

4 economical manner. 

5 Q. WHY DO YOU HOLD THAT OPINION? 

6 A. As workforce diversity has evolved, employees have become increasingly 

7 concerned about the level of financial protection and pay. Yet, we must continue 

provide quality service to our retail gas customers in  a safe, reliable, efficient and 

8 

9 

10 

to manage and control benefits costs. Rased on my experience and day-to-day 

contact with employees, I believe that in numerous cases, the employee’s ultimate 

employment decision gives a lot of weight to our benefits package. Therefore, 

11 our benefit levels must be competitive and reflect current benefit trends. 

XII. WAGE AND BENEFIT COST ESTIMATES 

12 Q. DID YOU PROVIDE ANY COST ESTIMATES TO DUKE ENERGY 

13 KENTUCKY WTINESS STEPHEN R. LJEE FOR HIS IJSE IN 

14 PREPARING THE FORECASTED FINANCIAL DATA? 

15 A. Yes, I provided Mr. L,ee with certain compensation and fringe benefit costs for his 

16 use in preparing the forecasted financial data. 

17 Q. HOW DID YOU ESTIMATE THESE LJABOR AND BENEFIT COST 

18 

19 A. 

20 

CHANGES FOR THE FORECASTED PERIOD? 

I made reasonable estiinates based on recent trends, current conditions, the market 

studies by independent consultants that I discussed previously in my testimony, 

21 

22 

and my previous experience with compensation and benefits matters. Rased on 

these considerations, I provided Mr. Lee with the following estimates for the 
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4 Q. 

5 

6 A. 

7 Q- 

8 

9 

10 A. 

1 1  Q. 

12 

13 A. 

14 Q. 

15 A. 

forecasted test period consisting of the twelve months ending January 3 1, 201 1 : 

the union arid non-union labor rate increases the fringe benefit loading rates, 

payroll tax, and indirect labor loading rates for union and non-union labor. 

XIII. CONCLUSION 

WERE ATTACHMENTS JRA-1, JRA-2, AND JRA-3 PREPARED BY YOU 

OR AT YOUR DIRECTION? 

Yes. 

ARE ATTACHMENTS JRA-1, JRA-2 AND JRA-3 TRUE AND 

ACCIJRATE COPIES OF THE DOCUMENTS THEY PIJRPORT TO 

RIEPRESENT? 

Yes. 

IS THE INFORMATION YOU PROVIDED TO MR. LEE ACCURATE TO 

THE BEST OF YOIJR KNOWLEDGE AND RELJEF? 

Yes. 

DOES THIS CONCLUDE YOUR PRE-FILED DIRECT TESTIMONY? 

Yes. 

271889 
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VERIFICATION 

State of Ohio ) 
) 

County of Hamilton ) 

The undersigned, Jay R. Alvaro, being duly sworn, deposes and says that he has personal 

knowledge of the matters set forth in the foregoing testimony, and that the answers contained 

therein are true and correct to the best of his knowledge, information and belief. 

Subscribed and sworn to before me by Jay R. Alvaro on this 15 day of June, 2009. 

My Commission Expires: 6 3 1  
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I. INTRODUCTION AND PURPOSE 

1 Q. PL,EASE STATE YOUR NAME AND BUSINESS ADDRESS. 

2 A. My name is Stephen G. De May. My business address is 526 South Church 

3 

4 Q. 

Street, Charlotte, North Carolina 28202. 

BY WHOM ARE YO1J EMPLOYED AND IN WHAT CAPACITY? 

S A. I am employed by Duke Energy Business Services LLC, an affiliate service 

6 company of Duke Energy Kentucky, Inc. (Duke Energy Kentucky or the 

7 Company), as Senior Vice President, Treasurer and Chief Risk Officer. 

8 Q. PLEASE SUMMARIZ,E YOUR EDUCATION AND PROFESSIONAL 

9 QUAL,IFICATIONS. 

10 A. I have a Bachelor of Arts degree in Political Science from the University of North 

11 Carolina in Chapel Hill, North Carolina, and a Master of Business Administration 

12 

13 

degree from the McColl School of Business at Queens IJniversity in Charlotte, 

North Carolina. I am a Certified Public Accountant (CPA) in the state of North 

14 Carolina and I am a member of the American Institute of Certified Public 

15 

16 Q. PLEASE SUMMARIZE YOUR PROFESSIONAL, EXPERIENCE. 

Accountants and the North Carolina Association of Certified Public Accountants. 

17 A. My professional work experience began in 1986 with the public accounting firm 

18 of Price Waterhouse (now PricewaterhouseCoopers) and, subsequently, Deloitte, 

19 Haskins and Sells (now Deloitte & Touche), where my work focused on tax 

20 accounting and consulting for a variety of clients, including C-corporations, S- 

21 corporations, partnerships, and high-net-worth individuals. In 1990, I joined 

22 Crescent Resources Inc., a then-wholly-owned real estate development subsidiary 
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1 

2 

3 

4 

5 

6 

7 

8 

9 Q- 

10 

11 A. 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

of Duke Power Company (a predecessor company to today’s Duke Energy 

Corporation or Duke Energy), where I was responsible for real estate accounting 

and finance. In 1994, I moved to the Treasury and Corporate Finance Department 

where I have held, except for a two-year period of time, various positions of 

increasing responsibility. The two-year exception was for the majority of 2004 

and 2005, during which time I had the lead responsibility for developing and 

managing Duke Energy’s energy and regulatory policies. I was named to my 

current position in February 2009. 

PLEASE DESCRIBE YOUR DUTIES AS SENIOR VICE PRESIDENT, 

TREASURER AND CHIEF RISK OFFICER. 

As Senior Vice President, Treasurer and Chief Risk Officer, I am responsible for 

treasury and risk management-related services to Duke Energy and its 

subsidiaries, including Duke Energy Kentucky. [Jnder my supervision, the 

Treasury Department arranges and executes all capital raising and liquidity 

transactions, including credit facilities and commercial paper, debt securities, 

preferred and hybrid securities, and common stock, as well as daily cash 

management for Duke Energy and its subsidiaries. My responsibilities include 

managing Duke Energy’s and its subsidiaries’ credit ratings and relationships with 

the major credit rating agencies, commercial banks and the capital markets. I am 

responsible for overall risk management oversight of Duke Energy through the 

identification, quantification, monitoring and reporting of financial, market and 

credit risks across the enterprise. My responsibilities also encompass finance- 

related due diligence for major capital expenditure proposals as well as corporate 
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1 

2 

4 

5 Q. 

6 

7 

8 A. 

9 

10 

11 

12 

13 

14 

1.5 Q. 

16 

17 A. 

18 

19 

20 

21 

22 

23 

merger, acquisition or divestiture transactions. Finally, my responsibilities 

include the oversight and administration of investments supporting Duke 

Energy’s pension and retirement benefit plans and nuclear decommissioning trust 

funds. 

HAVE YOIJ PREVIOUSLY TESTIFIED BEFORE THE KENTIJCKY 

PUBLIC SERVICE COMMISSION OR OTHER STATE PUBLIC 

UTILITY COMMISSIONS? 

I have not previously testified before the Kentucky Public Service Commission 

(Commission). I have filed testimony on behalf of Duke Energy Ohio, Inc. with 

the Public Utility Commission of Ohio in 2008 in support of an electric 

distribution general rate case and in 2007 in support of a gas distribution general 

rate case. I have also recently filed testimony on behalf of Duke Energy 

Carolinas, LLC with the North Carolina IJtilities Commission in support of a 

genera1 rate case. 

WHAT IS THE PIJRPOSE OF YOUR TESTIMONY IN THIS 

PROCEEDING? 

My testimony addresses Duke Energy Kentucky’s current credit ratings, its 

financial objectives and the expected cash requirements, Additionally, my 

testimony addresses the capital structure of Duke Energy Kentucky arid its cost of 

debt included in Schedules J-1, J-1.1, J- 1.2, 5-2, and 5-3, which I support. I also 

sponsor the coverage ratios and the rating agencies’ credit ratings in Schedule K. 

I reviewed and approved the financing plan included in both the base and 

forecasted test periods in this proceeding. Additionally, I, or others under my 

269 194 
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7 Q* 

8 

9 A. 

10 

11 

12 

13 

14 

1s 

16 

17 

18 

19 

20 

21 

direction and control, provided certain data to Duke Energy Kentucky witness Mr. 

Stephen R. Lee in preparation of these forecasts, which included assumptions 

around dividend policy and debt rates, as well as existing debt and equipment 

lease information. I also sponsor Filing Requirements FR 6(1), FR 6(2), FR 

6(3), FR 6(4), FR 6(5) ,  FR 6(6), FR 6(7), and FR 6(8), FR 10(9)(h)( 1 1 )  and FR 

10(9)(i>. 

TI. CREDIT QUALITY AND CUIUWNT CREDIT RATINGS 

HOW DO THE CREDIT RATING AGENCIES AND OTHERS ASSESS 

CRlEDIT QIJALITY? 

Duke Energy Kentucky’s creditworthiness is an assessment of its financial 

strength by the credit rating agencies and other creditors, including its ability to 

raise capital and meet its hture financial obligations, and its ability to withstand 

changes in its business environment. Many qualitative and quantitative factors go 

into such an assessment. Qualitative aspects may include Duke Energy 

Kentucky’s regulatory climate, its track record for delivering on its commitments, 

the strength of its management team, its operating performance, and the strength 

of its service area. Quantitative measures are primarily based on operating cash 

flow and focus on Duke Energy Kentucky’s ability to meet its fixed obligations 

(such as interest expense) on the basis of internally-generated cash and the level at 

which Duke Energy Kentucky maintains debt leverage in relation to its generation 

of cash. Interest coverage ratios and the percentage of debt to total capital are 

examples of quantitative measures. Creditors and credit rating agencies generally 
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1 

2 

3 Q* 

4 

5 

6 A. 

7 

8 

9 Q* 

10 

11 A. 

12 

13 

14 

15 

16 

17 

18 

19 

20 

Rating Agency S&P 
Senior Unsecured Rating A- 

Ratings Outlook Positive 

view both qualitative and quantitative factors in the aggregate when assessing the 

Moody’s 

Baal 

Stable 

credit quality of a company. 

HOW ARE DUKE ENERGY KENTUCKY’S OUTSTANDING 

SECURITIES CURRENTLY RATED BY THE CREDIT RATING 

AGENCIES? 

As of the date of this testimony, Duke Energy Kentucky’s outstanding debt is 

rated by Standard & Poor’s (S&P) and Moody’s Investors Service (Moody’s) as 

follows: 

PLEASE EXPLAIN WHAT IS MEANT BY THESE CREDIT RATINGS 

FOR DUKE ENERGY KENTUCKY’S DEBT. 

Obligations carrying a credit rating in the “A” category are considered strong, 

investment-grade securities subject to low credit risk for the investor. “A” rated 

debt is presumed to be somewhat susceptible to changes in circumstances and 

economic conditions; however, the debt issuer’s capacity to meet its financial 

commitments is considered strong. 

S&P may also modify its ratings with the use of a plus or minus sign to 

further indicate the relative standing within a major rating category. An “A+” 

credit rating is at the higher end of the “A” credit rating category and an “A-” is at 

the lower end of the category. Moody’s credit rating assignments use the 

numbers “ I ” ,  “2”’ and “3”, with the numbers “1” and “3” analogous to a ”+” and 
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1 

2 

3 Q. 

4 A. 

5 

6 

7 

8 

9 Q. 

10 

I 1  A. 

12 

13 

14 

15 Q. 

16 

17 

18 A. 

19 

20 

21 

22 

23 

“-”, respectively. For example, Moody’s credit ratings of “A2” and “A3” would 

be analogous to “A” and “A-” credit ratings at S&P, respectively. 

WHAT IS MEANT BY A “STABLE OR POSITIVE OUTLOOK”? 

A rating outlook assesses the potential direction of a long-term credit rating over 

an intermediate term (typically six months to two years). A “Stable Outlook” 

means the credit ratings are not likely to change whereas a “Positive Outlook” 

means the credit ratings may be raised based on the rating agency’s view of 

potential changes to economic or fundamental business conditions. 

WHEN WERE DUKE ENERGY KENTUCKY’S CURRENT CREDIT 

RATINGS ESTABLISHED? 

Duke Energy Kentucky’s current credit ratings were established by S&P in May 

2007 and by Moody’s in November 1995, The positive ratings outlook was 

assigned by S&P to Duke Energy Kentucky’s ratings in September 2008, while 

the stable ratings outlook was assigned by Moody’s in January 2008. 

WHAT FACTORS CAUSED S&P TO CHANGE ITS RATINGS 

OUTL,OOK IN SEPTEMBER 2008 AND MOODY’S TO CHANGE ITS 

RATINGS OUTLOOK IN JANUARY 2008? 

As stated in S&P’s September 26,2008, research update at the time of the outlook 

revision from stable to positive, the outlook revision on Duke Energy and its 

subsidiaries “reflects the potential for higher ratings in the next nine to twelve 

months, provided credit metrics remain buoyant and Duke Energy Kentucky 

continues to achieve favorable regulatory outcomes that provide for the timely 

recovery of its sizable utility construction program.” Moody’s changed its 

STEPHEN C .  DE MAY DIRECT 
6 

269 194 



1 outlook from positive to stable on January 18, 2008’’ stating that the previously 

2 

3 

4 

5 

6 

7 

8 

9 Q. 

10 

11 A. 

12 

13 

14 

15 

16 

17 

18 

19 Q. 

20 

assigned positive rating outlook “largely incorporated a view that the financial 

performance would improve over the next several years.” However, ”given the 

company’s September 2007 announcement regarding its capital investment plans 

and the intention to finance that plan largely with debt, Duke Energy’s key 

financial credit metrics are no longer expected to improve and, most likely, will 

deteriorate over the next few years.” As a result, Moody’s changed the outlook to 

stable. 

HAVE THE CREDIT RATING AGENCIES IDENTIFIED ANY ISSIJES 

REGARDING DUKE ENERGY KENTUCKY’S CREDIT QUALITY? 

In general, the rating agencies believe Duke Energy Kentucky operates in a 

generally supportive regulatory environment and expects that the Company’s 

regulatory relationships will continue to support long-term credit quality with 

timely and sufficient rate relief recovery for prudently incurred costs and 

expenses. Nonetheless, the credit rating agencies have identified the challenges 

of managing a higher capital expenditure program and prospects for more 

striiigerit environmental mandates as issues affecting Duke Energy Kentucky’s 

credit quality . 

WHY IS IT IMPORTANT FOR DUKE ENERGY KENTUCKY TO HAVE 

STRONG INVESTMENT-GRADE CREDIT RATINGS? 

’ In its January 18,2008 outlook revision, Moody’s revised the outlook from positive to stable on Duke 
Energy Corp., Duke Energy Carolinas, Cinergy Corp., Duke Energy Carolinas, Duke Energy Ohio and 
Duke Energy Kentucky. The outlook for Duke Energy Indiana, which was already stable, was left 
unchanged. 
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1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

A. Strong investment-grade credit ratings provide Duke Energy Kentucky with 

greater financial flexibility, lower debt financing costs and greater access to the 

capital markets. Strong credit ratings are essential to being able to raise debt 

capital on reasonable terms, under various market conditions, to fund 

infrastructure requirements and to refinance maturing debt. 

To assure reliable and cost effective service, Duke Energy Kentucky must 

be able to finance its capital projects without interruptions, regardless of capital 

market conditions. Capital markets can exhibit extreme volatility, as we have 

recently witnessed, and Duke Energy Kentucky must be capable of financing its 

needs throughout such periods. Lack of access to capital can force interruption of 

capital projects to the long-term detriment of customers. Strong investment-grade 

credit ratings provide Duke Energy Kentucky with greater assurance of continued 

access to capital on favorable terms during periods of extreme volatility. 

Although recent debt market conditions have improved, the financial crisis 

of 2008/2009 illustrated the importance of strong investment-grade credit ratings 

such as the A- / Baal senior unsecured ratings that Duke Energy Kentucky 

currently enjoys. As Anthony Ianno, Managing Director, Global Risk Capital 

Markets, Morgan Stanley stated in his prepared remarks at the “FERC Technical 

Conference on Credit and Capital Issues affecting the 1J.S. Electricity Power 

Industry” on January 13, 2009,2 the costs for issuing debt in the investment-grade 

debt market increased during the credit crisis, in some cases substantially: 

See conference transcript, including Anthony Ianno’s prepared remarks at 
http://www.ferc.gov/EventCalendadFiles/20090 122072648-AD09-2-0 1 - I 4-09.pdf. 
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1 
2 
3 

4 
5 
6 
7 
8 
9 

10 

11 

12 

13 

14 

1s 

16 

17 Q. 

18 

19 A. 

20 

21 

22 

23 

24 

2s 

Before the credit crisis, investors would calculate the expected 
return, by adding the credit spread associated with default risk, to 
the risk-free rate. This equation has now changed. 

In addition to default risk, investors are asking that return accrue 
the premium for volatility, a premium for liquidity, and an excess 
return in the form of a new-issue premium. The lower the credit 
rating, the greater the premium investors are expecting. 

Mr. Ianrio also addressed the importance of strong investment-grade credit 

ratings in terms of companies’ ability to access the debt markets when needed. 

As Mr. Ianno’s materials indicated on the page titled “2008 Utility Issuance by 

Credit Rating,”’ of the $1 3.6 billion of issuance since the Lehman bankruptcy, 

only 35% was issued by companies rated in the “RBB” category. The remaining 

65% came from utilities that were rated in the “A” category. This compares to a 

split for 2008 utility issuance up to the date of the Lehrnan bankruptcy of 52% 

from “A” rated utilities and 48% from “RRR” rated utilities. 

DO YOU EXPECT THIS FILING TO HAVE ANY SUBSTANTIAL 

IMPACT ON THE COMPANY’S CREDIT RATINGS? 

No, assuming the Commission approves a constructive outcome. As I previously 

stated, the rating agencies perceive the regulatory environment in which Duke 

Energy Kentucky operates as being generally supportive of credit quality. As 

evidence of the rating agencies’ assessment of these regulatory environments, in 

its November 2008 assessment of regulatory climates for United States investor- 

owned utilities, S&P assessed the regulatory jurisdictions in which Duke Energy 

Kentucky operates as “credit supportive.” This assessment was based on a five- 

See Anthony Ianno’s prepared materials at h~p://~~~.ferc.gov/EventCalendar/Files/20090 122072645- 3 

lanno,%20Morgan%20Stanlev.pdf. 
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1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

I 1  

12 

13 

14 

15 

16 

17 

18 

19 

20 Q. 

21 

category scale that included “least credit supportive,” “less credit supportive,’’ 

“credit supportive,” “more credit supportive,’’ and “most credit supportive.” 

S&P laid out the factors it utilizes to assess regulation in its November 26, 

2008 Criteria for IJtilities, “Key Credit Factors: Business and Financial Risks in 

the Investor-Owned IJtilities Industry.” The critical success factors S&P 

delineated include consistency and predictability of decisions; support for 

recovery of he1 and investment costs; history of timely and consistent rate 

treatment, permitting satisfactory profit margins and timely return on investment; 

and support for a reasonable cash return on investment. Furthermore, S&P stated 

that regulation is the most critical aspect that underlies regulated utilities’ 

creditworthiness, stating ”regulatory decisions can profoundly affect financial 

performance. S&P’s assessment of the regulatory environments in which a utility 

operates is guided by certain principles, most prominently consistency and 

predictability, as well as efficiency and timeliness.” 

Assuming a constructive outcome is achieved, I do not believe that this 

proceeding will adversely impact Duke Energy Kentucky’s credit ratings. I 

believe if the Commission approves a strong equity component of the capital 

structure and the cost of equity as requested in this filing, it will be supportive of 

Duke Energy Kentucky’s objective of having strong credit ratings. 

111. DUKE ENERGY KENTUCKY’S FINANCIAL OBJECTIVES 

WHAT ARE DUKE ENERGY KENTUCKY’S FINANCIAL 

OBJFXTIVES? 

STEPHEN G. DE MAY DIRECT 
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6 

7 

8 

9 

10 

11 

12 

13 

14 

1s 

16 

17 

18 

19 

20 

21 

A. Duke Energy Kentucky’s overall financial objective is to maintain financial 

strength with assured and reasonable access to low cost capital in order to 

continue to provide cost-effective, safe, adequate, eiivironmetitally-compliant and 

reliable service to our customers. Specific financial objectives necessary lo 

maintain financial strength include: (a) maintaining at least a 50% common equity 

for Duke Energy Kentucky on a financial capitalization basis; (b) maintaining 

current credit ratings; (c) maintaining sufficient cash flows to meet obligations; 

and (d) maintaining a sufficient return on equity to fairly compensate shareholders 

for their invested capital. 

DO YOU BELJEVE THAT DIJKE ENERGY KENTUCKY’S CUSTOMERS 

WILL BENEFIT IF DUKE ENERGY KENTUCKY IS ABLE T 

ACHIEVE ITS FINANCIAL OBJECTIVES? 

Yes, our customers will benefit from the financial objectives that we have 

established. Maintaining a strong capital structure with a sufficient return on 

equity helps to ensure safer returns to debt holders, which translates into higher 

credit quality, allowing Duke Energy Kentucky the financial flexibility to attract 

capital from the debt and equity tnarkets as needed. The benefits of these 

financial ob,jectives include not only lower debt financing costs, but also greater 

assura~ice of access to capital as needed, thus improving Duke Energy Kentucky’s 

ability to maintain a safe, reliable, and low-cost level of customer service for its 

customers, even in a recessionary period such as we are currently experiencing. 

Q. 

A. 
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IV. DUKE ENERGY KENTUCKY’S CASH REQUIMMENTS 

1 Q. WHAT ARE DUKE ENERGY KENTUCKY’S CAPITAL NEEDS DURING 

2 THE 2009-201 1 TIME PERIOD? 

3 A. 

4 

Rased on schedule FR 10(9)(h)(3) sponsored by Duke Energy Kentucky witness 

Mr. Lee, for the three calendar years 2009 through 201 1, Duke Energy Kentucky 

5 

6 

7 

8 Q. HOW WILL DUKE ENERGY KENTUCKY’S CAPITAL, 

9 REQIJIREMENTS BE FUNDED? 

anticipates capital needs of approximately $273 million, principally from the use 

of cash for investing activities totaling approximately $253 million over the three- 

year period, as well as a $20 million long-term debt maturity in September 2009. 

10 A. Rased on schedule FR 10(9)(h)(3) sponsored by Mr. Lee, Duke Energy 

11 

12 

1.3 

Kentucky’s capital requirements are expected to be principally funded from 

internal cash generation of approximately $184 million and the issuance of debt 

(both short-term and long-term) of approximately $1 10 million, partially offset by 

14 

15 

16 

17 

18 

dividends to its parent of approximately $9 million. Equity funding requirements, 

to the extent they are required to maintain an appropriate capital structure for 

Duke Energy Kentucky, may be satisfied through either a reduction in the 

dividends that Duke Energy Kentucky pays to its parent or through the receipt of 

equity contributions from its parent. 

V. DUKE ENERGY KENTUCKY’S CAPITAL STRUCTURE 

19 Q. WHAT WAS DUKE ENERGY KENTUCKY’S CAPITAL STRUCTIJRE 

20 ON A FINANCIAL REPORTING BASIS FOR PURPOSES OF THIS 

21 PROCEEDING? 
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1 A. 

2 

Duke Energy Kentucky’s corporate capital structure at the date of the base period, 

September 30, 2009, is expected to be approximately 49% debt (both long-term 

3 

4 

5 

6 

7 

8 

9 

10 

11 Q. 

12 

13 

14 

15 A. 

16 

and short-term, including the balance of proceeds from the sale of Accounts 

Receivable), and approximately 5 I% common equity as detailed on Schedule J-1, 

page I of 2. 

In this proceeding, Duke Energy Kentucky’s capital structure is based on 

the prqjected 13-month average for Duke Energy Kentucky as of January 31, 

20 1 1, of approximately 50% debt (both long-term and short-term, including the 

balance of proceeds from the sale of Accounts Receivable), and approximately 

50% common equity as detailed on Schedule J-1, page 2 of 2. 

IS THE COMPANY’S PROPOSED CAPITAL STRUCTURE 

CALCULATED ON A BASIS CONSISTENT WITH HOW THE CREDIT 

RATING AGENCIES CALCULATE THE COMPONENTS OF DEBT AND 

EQUITY? 

No. The credit rating agencies will calculate the Company’s capital structure 

from publicly-filed financial statements. In calculating the debt component of 

17 

18 

19 

20 

21 

capital structure, the credit rating agencies will include both short-term and lorig- 

term debt (including current maturities of long-term debt) arid then impute pro 

forma debt amounts to include in their capital structure calculations for long-term 

fixed obligations, which they consider to be “debt equivalents.” Examples of 

“debt equivalents” would include certain operating lease obligations, long-term 

22 purchased power agreements, and under-funded pension plan obligations. 

23 Therefore, credit rating agency calculations of capital structure typically result in 

269 I94 
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1 a higher debt component. This increased leverage imputed by the credit rating 

2 

3 Kentucky’s capital structure. 

4 Q. WHAT EFFECT DOES CAPITAL STRlJCTURE AND RETURN 

5 

6 A. 

agencies reinforces the need for a strong equity component in Duke Energy 

EQIJITY HAVE ON CREDIT QIJALITY? 

Capital structure and return on equity are important components of credit quality. 

7 Equity investors provide the foundation of a company’s capitalization by 

8 

9 

providing significant amounts of capital, for which an appropriate economic 

return is required. Returns to equity investors are realized only after all operating 

10 

11 

12 

expenses and fixed payment obligations (e.g., debt principal and interest) of the 

business have been paid. Because these investors are the last to receive surplus 

earnings and cash flows, it is their capital that is most at risk if the company 

13 suffers a downturn in business or general financial conditions. This dynamic of 

14 

15 

equity investors receiving “residual” earnings and cash flows provides debt 

investors a measure of protection. Therefore, the greater the equity component of 

16 

17 

18 

capitalization, the safer the returns are to debt investors, which translates into 

higher credit quality. In addition, the allowed return on equity is a key component 

in the generation of earnings and cash flows. An adequate return on equity helps 

19 

20 

ensure equity investors receive fair compensation for the capital they have at risk 

while, at the same time, the cash flow generated helps to protect debt holders. A 

21 strong capital structure and an adequate return on equity provide balance sheet 

22 

23 

protection and cash flow generation to support strong credit quality. Strong credit 

quality creates financial flexibility by providing more readily available access to 
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1 

2 costs. 

3 Q. DO YOIJ BELAEVE THAT DIJKE ENERGY KENTUCKY’S PROPOSED 

4 CAPITAL STRUCTURE HAS AN ADEQUATE EQUITY COMPONENT 

5 TO ENABLE IT TO ACHIEVE THE COMPANY’S FINANCIAL 

6 

the capital markets on reasonable terms, and ultimately lower debt financing 

STRENGTH AND CREDIT QIJALITY OBJECTIVES? 

7 A. Yes, I believe Duke Energy Kentucky’s equity component, as requested in this 

8 

9 

proceeding, enables it to maintain its current credit ratings, financial strength and 

flexibility. This level of equity enables Duke Energy Kentucky to tolerate the 

10 volatility of different business cycles while also providing a cushion to the 

11 Company’s lenders and bondholders. 

12 Q. DESCRIBE DIJKE ENERGY KENTUCKY’S DIVIDEND POLICY WITH 

13 

14 A. 

15 

RESPECT TO PAYING DIVIDENDS TO ITS PARENT. 

Duke Energy Kentucky must, over time, pay dividends of approximately 70-80% 

of its earnings to support dividend payments to Duke Energy’s shareholders. In 

16 

17 

18 structure. 

VI. 

any given year, Duke Energy Kentucky will vary the level of dividend payments 

based upon its capital needs and as needed to properly maintain its desired capital 

DUKE ENERGY KENTUCKY’S COST OF DEBT 

19 Q. WHAT IS DUKE ENERGY KENTUCKY’S PROJECTED AVERAGE 

20 COST OF SHORT-TERM DEBT FOR THE THIRTEEN MONTHS 

21 ENDING JANUARY 31,201 l? 
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1 A. 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 Q. 

12 

13 

14 A. 

15 

16 

17 

18 

19 

For the thirteen months ending January 31, 201 1 , Duke Energy Kentucky’s cost 

of short-term debt (including the balance of proceeds from the sale of Accounts 

Receivable) is projected to be 1.928%. Forecasts of short-term interest rates for 

commercial paper and the sale of Accounts Receivable are based on Bloomberg’s 

Implied Forwards Curve for one-month LIBOR plus a credit spread of 2Q basis 

points. For commercial paper, this represents an approximation of the pricing in 

the commercial paper markets for issuers with short-term credit ratings of A-2 / 

P-2‘. For the sale of Accounts Receivable, this represents the creditworthiriess of 

banks involved in Duke Energy Kentucky’s sale of its retail receivables. The 

details of this calculation are shown in Schedule 5-2, Page 2 of 2. 

WHAT IS DUKE ENERGY KENTUCKY’S PROJECTED AVERAGE 

COST OF LJONG-TERM DEBT FOR THE THIRTEEN MONTHS 

ENDING JANUARY 31,2011? 

For the thirteen months ending January 3 1, 201 1, Duke Energy Kentucky’s cost 

of long-term debt is prqjected to be 4.657%. The projected interest rates related 

to the drawn amount under the Duke Energy Corporation Master Credit Facility 

were based on Bloomberg’s Implied Forwards Curve for one-month LJBOR plus 

a credit spread of 24 basis points, which is the amount Duke Energy Kentucky is 

charged under the credit facility. The projected interest rates related to the 

4 Per Moody’s Short-term ratings category definitions see: 
http://www .moodvs.com/moodvs/cusl/AboutMoodvs/AboutMoodvs.aspx?topic=rdef&su~topic=moodvs~o 
20credito/o20ratinas&title=Short-Terin+Ratin~s.htm, obligations carrying the P-2 short-term credit rating 
refer to issuers with a “strong ability to repay short-term debt obligations” (compared to P-l ratings, which 
are commensurate with a “superior ability to repay” and P-3 ratings, which are commensurate with an 
“acceptable ability to repay”). On an equivalent basis, S&P’s short-term credit ratings of “A-I” and “P-I” 
are analogous to Moody’s short-term credit ratings of “P- 1” and “P-2,” respectively. 
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1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

Q. 

A. 

Q. 

approximately $26.7 million floating-rate pollution control debt were based on a 

forecast of LIBOR multiplied by two (the failed auction rate for this security), 

using Bloomberg’s Implied Forwards Curve for one month LIBOR. Finally, the 

projected interest rates related to the $50 million floating-rate pollution confrol 

debt were based on a forecast of LIBOR using approximately 75% of 

Bloomberg’s Implied Forwards Curve for one month LIROR as a proxy for a 

Securities Industry and Financial Markets Association (SIFMA) Municipal Indcx 

Forward Curve. The details of this calculation are shown in Schedule J-3, Page 2. 

of 2. 

HAS DIJKE ENERGY KENTUCKY SUCCESSFULJLY MANAGED I‘%rS 

FINANCING COSTS, THUS MITIGATING THE RATE INCREASE 

PROPOSED IN THIS CASE? 

Yes. Since its last gas rate case, Duke Energy Kentucky has successfiilly 

managed its financings costs arid was able to reduce the cost of long-term debt 

from 5.926% for the 1.3-month average forecasted test period ended September 

30, 2006, (the end of the test period in Case No. 2005-00042), to 5.707% for the 

13-month average forecasted test period ended December 3 1, 2007, ( end of the 

test period in the Company’s last electric rate case, Case No. 2006-00172) lo 

4.657% for the 13- non nth average forecasted test period ending January 3 1, 20 1 I., 

as proposed in this case. 

DID YOU OR OTHERS UNDER YOUR DIRECTION AND CONTROL 

PROVIDE CERTAIN DATA TO DIJKE ENERGY KENTIJCKY WITNESS 

STEPHEN R. LEE FOR HIS PREPARATION OF THE FORECASTED 
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1 

2 

3 A. 

4 

5 

6 

7 

8 

9 

10 

11  

12 

13 Q. 

14 A. 

1s 

16 

17 

18 

19 

20 

21 Q. 

FINANCIAL STATEMENTS IN THIS PROCEEDING AND IF SO, WHAT 

DATA DID YOU PROVIDE? 

Yes. We provided certain data to Mr. Lee for use in the preparation of the 

forecasts for both the base and the test periods in this proceeding and I reviewed 

the results of the financial forecasts Mr. L,ee is sponsoring to determine if an.y 

financing plan changes were needed. We provided the short-term and long-term 

debt interest rate assumptions, all assumptions related to outstanding and new 

issuances of long-term debt and associated expenses and the equipment lease data, 

including the payment schedules for these leases. All of this data was developed 

in the normal course of developing the 2009 annual budget and the update of the 

five-year forecast. Mr. Lee’s testimony discusses the annual budget process and 

the update to the five-year forecast. 

WHAT FINANCIAL INFORMATION DO YOU NORMALLY REVIEW? 

I typically provide inputs to and review the results of the Company’s financial 

forecasts which would have included review of the two-year period included in 

this proceeding. For example, I review to see if there are appropriate levels of 

short-term and long-term debt and that the dividend levels appear reasonable. If 

the short-term debt levels have grown too large, I will provide instructions to fund 

the short-term debt by issuing long-term debt with the specific parameters that 

should be assumed with that debt issuance. 

VII. SCHEDULES SPONSOIZED BY WITNESS 

PLEASE DESCRIBE SCHEDULES 5-2 AND tJ-3. 
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1 A. Schedule 5-2, entitled “Embedded Cost of Short-Term Debt,” and Schedule 5-3, 

2 entitled ”Embedded Cost of Long-Term Debt,” set forth the calculations of the 

3 cost of short-term debt and long-term debt, respectively, of Duke Energy 

4 

5 

6 

7 

8 Q* 

9 A. 

10 

11 

12 Q. 

13 A. 

14 

15 

16 

17 

Kentucky. The information on page 1 of these schedules was computed at the 

date of the base period, September 10, 2009. On page 2, the balances and interest 

rates are based on the average of the pro~jected balances and rates for the thirteen 

month period ending January 3 1, 201 1. 

WHY IS SCHEDULE 5-4 NOT INCLIJDED? 

Schedule 5-4 is designed to provide the embedded cost of preferred stock for 

Duke Energy Kentucky. Since Duke Energy Kentucky has no preferred stock, 

this schedule has not been filed. 

PLEASE DESCRIBE SCHEDULES J-1, J-1.1 AND 5-1.2 

Schedule J- 1, entitled ”Cost of Capital Summary,” sets forth the projected capital 

structure and capitalization ratios of Duke Energy Kentucky at September 30, 

2009, and the average of the projected balances and rates for the thirteen-month 

period ending January 3 1 20 1 1. The cost of the long-term and short-term debts 

capitalization components are developed on Schedules 5-2 and 5-3. The weighted 

18 cost of the various capital components is computed by multiplying the respective 

19 

20 

21 

22 

23 

capitalization ratio by the computed annualized cost rate. The overall weighted 

cost of capital is reflected in the rate of return requested for the thirteen-month 

period ending January 3 1 20 1 1 .  

Schedules J-1.1 and J-1.2 entitled “Average Forecasted Period Capital 

Structure - Current Rates” and “Average Forecasted Period Capital Structure - 
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1 Proposed Rates,” respectively, set forth Duke Energy Kentucky’s prqjected 

2 

3 

4 

5 

6 

7 

8 

9 Q* 

10 

1 1  A. 

12 

13 Q. 

14 A. 

15 Q. 

16 A. 

17 Q. 

18 A. 

19 

20 

21 Q. 

22 A. 

23 Q. 

weighted cost of capital based of the average of the projected balances and rates 

for the thirteen-month period ending January 3 1, 201 1. Schedule J- 1.1 assumes 

no rate increase and Schedule J-1.2 reflects the balances assuming the proposed 

rates are in effect. 

Duke Energy Kentucky witness Mr. Robert M. Parsons supports the 

accumulated deferred investment tax credit related portions of Schedules J -  1, J- 

1.1 and 5-1.2. 

DO YOU SPONSOR ANY OF THE INFORMATION CONTAINED HN 

ANY OTHER SCHEDULES? 

Yes, I sponsor the coverage ratios in Schedule K and the ratings agencies ratings 

in Schedule K. 

PLEASE DESCRIBE FR 6(1). 

FR 6( 1) provides the amount and kinds of stock authorized. 

PLEASE DESCRIBE FR 6(2). 

FR 6(2) provides the amount and kinds of stock issued and outstanding. 

PLEASE DESCRIBE FR 6(3). 

FR 6(3 )  is a requirement to provide certain terms and conditions for any preferred 

stock. Since Duke Energy Kentucky has no preferred stock, there is no 

information to provide. 

PLEASE DESCRIBE FR 6(4). 

FR 6(4) provides a description of certain terms and conditions for any mortgages. 

PLEASE DESCRIBE FR 6(5). 
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1 A. 

2 

3 Q. 

4 A. 

5 Q. 

6 A. 

7 

8 Q. 

9 A. 

10 

1 1  Q. 

12 A. 

13 Q. 

14 A. 

15 

16 Q. 

17 

18 A. 

19 

FR 6 ( 5 )  provides certain terms and conditions for any bonds authorized and 

issued . 

PLEASE DESCRIBE FR 6(6). 

FR 6(6)  provides certain terms and conditions for any notes issued. 

PLEASE DESCRIBE FR 6(7). 

FR 6(7) is a requirement to provide certain terms and conditions for other 

indebtedness. 

PLEASE DESCRIBE FR 6(8). 

FR 6(8) provides certain information regarding dividend payments by Duke 

Energy Kentucky during the past five years. 

PLEASE DESCRIBE FR 10(9)(h)(ll). 

FR 10(9)(h)( 1 1) Duke Energy Kentucky’s capital structure requirements. 

PL,EASE DESCRIBE FR lO(9)u). 

FR lO(9)(j) is a requirement to provide copies of the prospectuses of the most 

recent stock or bond offering. 

VIII. CONCLUSION 

HOW WAS THE RATE OF RETURN FOR COMMON EQUITY 

DETERMINED? 

The return on Comrnon Equity, as contained on Schedules J-1, J-1.1 and 5-1.2, 

reflects the recommendation of Duke Energy Kentucky witness Dr. Roger A. 

20 Morin, as supported by his testimony in this case. 

21 Q. WERE SCHEDULES J-1, J-1.1,5-1.2,5-2, 5-3, FR 6(1), FR 6(2), FR 6(3), FR 

22 6(4), FR 6(5), FR 6(6), FR 6(7), FR 6(8), FR 10(9)(h)(ll), FR l0(9)(j) AND 
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1 

2 

3 CONTROL? 

4 A. Yes. 

THE INFORMATION YOIJ SPONSOR IN SCHEDULE K PREPARED OR 

PROVIDED BY YOU OR PERSONS UNDER YOUR DIRECTION AND 

5 Q. DOES THIS CONCL,UDE YOUR PRE-FILED DIRECT TESTIMONY? 

6 A. Yes. 
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VERIFICATION 

State of North Carolina ) 

Couiity of Mecklenburg ) 
1 

The undersigned, Stephen G. De May, being duly swoiii, deposes and says that he 

is eiiiployed by Duke Energy Coi-poratioii (Duke Energy) affiliated companies and its 

principal subsidiary coiiipaiiies, iiicludirig Duke Energy Kentucky, Iiic. (Duke Energy 

Kentucky), its parent coiiipaiiy, Duke Energy Ohio, h c .  (DE-Ohio), Duke Energy 

hidiaiia, Iiic. aiid Duke Energy Carolinas, LLC (DE-Carolinas), that he has personal 

knowledge of the matters set forth in the foregoing testimony, and that the answers 

caiitaiiied therein are true arid coi-rect to the best of his infoilnation, knowledge and 

belief. 

0 lh Subscribed aiid sworn to before me by Stephen G. De May 011 this /9 day of 
Julie, 2009. 

W 

My Coinmissioii Expires: 
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6 
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8 
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10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

Q* 

A. 

Q. 

A. 

Q. 

A. 

Q. 

A. 

1. INTRODUCTION AND PURPOSE 

PL,EASE STATE YOlJR NAME AND BUSINESS ADDRESS. 

My name is David L. Doss, Jr. My business address is 526 South Church Street, 

Charlotte, North Carolina 28202. 

BY WHOM ARE YOU EMPLOYED AND IN WHAT CAPACITY? 

I am employed by Duke Energy Business Services, LLC (DEBS), an affiliate 

service company of Duke Energy Kentucky, Inc. (Duke Energy Kentucky or the 

Company), as General Manager, Corporate Accounting. 

PL,EASE SUMMARIZE YOXJR EDUCATION AND PROFESSIONAL 

QUALIFICATIONS. 

I have a bachelor’s degree in Accounting from the University of Texas at Austin 

and am a licensed Certified Public Accountant in the state of Texas. 

PLEASE SUMMARIZE YOUR WORK EXPERIENCE. 

I began my professional career in 1985 as an entry-level accountant in the 

International Exploration & Production Accounting group at Texas Eastern 

Corporation (TEC) in Houston, Texas. Later I transferred into TEC‘s 

Consolidations & External Reporting group, which is where I was working in 

1989 when TEC was acquired by Panhandle Eastern Corp. (Panhandle Eastern 

Corp. later changed its name to PanEnergy Corp.) Between that merger and the 

Duke Power CompanyPanEnergy merger in 1997, which created Duke Energy 

Corp. (Duke Energy), I served in positions including Supervisor of the Federal 

Energy Regulatory Commission (FERC) and Internal Management Reporting for 

PanEnergy’s Panhandle Eastern Pipe Line (PEPL) subsidiary, Supervisor of PEPL 

DAVID L. DOSS, JR. DIRECT 
26845 1 1 
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19 

20 

21 

22 

Gas Revenue Accounting, and Administrator in PanEnergy's Corporate Insurancc 

group. Following the Duke Power Company/PanEnergy merger, I assumed the 

role of Project Manager of Planning and Analysis in the Energy Services business 

group. I was later promoted to Manager within that group and had responsibility 

for the preparation of consolidated financial analyses and management reports for 

Duke Energy's unregulated businesses. In 200 1, I transferred to the Duke Energy 

North America (DENA) business unit and assumed the role of Director of the 

Financial Planning and Analysis group, which prepared internal financial 

forecasts, budgets and analyses. In 2004, I transferred within DENA to become 

Director of the Financial Reporting group that was responsible for publishing 

internal monthly financiaUperformance reports and analyses for business unit and 

corporate management, and providing data to the corporate reporting group for 

external earnings releases and reporting requirements for the Securities and 

Exchange Commission (SEC). Following the Duke Energy/Cinergy Corp. merger 

in 2006, I transferred from the Houston office to the Charlotte office of Duke 

Energy to assume the role of General Manager of the Corporate Accounting 

group, with responsibility for accounting for benefits, captive insurance, corporate 

commodity hedges and other corporate transactions/operations. In 2007, 1 

assumed additional responsibilities, including oversight of Service Company 

accounting and allocations, accounting for telecommunications subsidiaries, and 

accounting for the remaining business of DENA and Duke Energy Trading and 

Marketing. 
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Q. 

A. 

Q. 

A. 

Q. 

A. 

PL,EASE DESCRIBE YOUR DUTIES AS GENERAL, MANAGER, 

CORPORATE ACCOUNTING. 

As General Manager, Corporate Accounting, I am responsible for the accounting 

associated with Duke Energy’s actuarial benefit plans (e g., pensions and other 

post-retirement employee benefits), stock-based compensation awards, captive 

insurance program, Service Company, and various other subsidiaries and 

corporate entities. My group is also responsible for allocating Service Company 

costs to the business units and for preparing the annual FERC Form 60 for the 

Service Company. In addition, my group is responsible for the internal and 

external financial reporting and analysis related to Duke Energy’s other segment 

for SEC purposes (i.e~, all operations that are not included in Duke Energy’s three 

reportable segments of T.JS Franchised Electric and Gas, Commercial Power and 

International Energy). 

HAVE YOU PREVIOUSL,Y TESTIFIED BEFORE THE KENTUCKY 

PUBLIC SERVICE COMMISSION? 

No, I have not. 

WHAT IS THE PURPOSE OF YOUR TESTIMONY IN THIS 

PROCEEDING? 

My testimony in this proceeding addresses the various cost assignment processes 

utilized by Duke Energy Kentucky and its affiliates. I also sponsor Filing 

Requirement FR 10(9)(u). 
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11. COST ASSIGNMENTS FROM THE SERVICE COMPANY 

1 Q. WHAT IS COST ASSIGNMENT? 

2 A. 

3 

Cost assignment is the process whereby the cost associated with the provision of a 

product or service by and between Duke Energy affiliates or operating functions 

4 

5 Q. 

6 

7 A. 

a 

9 

10 

11 

12 Q. 

13 A. 

14 

15 

16 

17 

i a  

19 

20 

21 

22 

is charged to the appropriate account, operating function, and/or company. 

WHAT TYPES OF COSTS AIW SUBJECT TO COST ASSIGNMENT 

AMONG DUKE ENERGY KENTUCKY AND ITS AFFILIATES? 

With respect to Duke Energy Kentucky, there are three general categories of costs 

to which cost assignment processes are applied: (1) costs from the service 

company; (2) common costs shared by Duke Energy Kentucky and Duke Energy 

Ohio, Inc. (Duke Energy Ohio); and (3) common costs between Duke Energy 

Kentucky’s gas and electric operations. 

PLXASE DESCRIBE THE SERVICE COMPANY. 

Prior to the merger of Cinergy and Duke Energy on April 3, 2006, Cinergy had 

one service company, Cinergy Services, Inc., which was approved and audited by 

the SEC. Duke Energy was not a holding company and had no SEC-approved 

service company. But it did have a subsidiary, Duke Energy Business Services, 

L,LC (DEBS) that provided certain non-power goods and services to Duke Energy 

affiliates. On the merger date, Duke Energy became a holding company, and 

from April 3, 2006, until June 30, 2008, Duke Energy’s service company was 

actually composed of two entities: Duke Energy Shared Services, Inc. (f/k/a 

Cinergy Services, Inc.) and DEBS. On July 1, 2008, these two entities merged 

with the surviving entity being DEBS. For the remainder of my testimony, 
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therefore, DEBS is also referred to as the Service Company. DEBS provides a 

variety of administrative, management, and support services (Functions) to Duke 

Energy and its affiliates pursuant to two agreements: the Utility Service 

Agreement and the Non-Utility Service Agreement. Under the LJtility Service 

Agreement, DEBS provides services to and on behalf of Duke Energy’s utility 

operating companies, including Duke Energy Kentucky. Under the Non-1Jtility 

Service Agreement, DEBS provides services to and on behalf of Duke Energy’s 

non-utility companies. These affiliate companies receiving services from DEBS 

are referred to as “Client Companies.” 

Q. PLJEASE DESCRIBE THE UTILJITY AND NON-UTILITY SERVICE 

AGREEMENTS. 

The IJtility Service Agreement and Non-IJtility Service Agreement were entered 

into and either accepted or approved by the state utility regulatory commissions in 

Kentucky, Ohio, Indiana, and North Carolina. These agreements describe the 

types of services that DEBS provides and how the costs of such services are 

determined, including the methods of assigning costs among the Client 

Companies. The Utility Service Agreement is at Attachment DLD-1 and a copy 

of the Non-TJtility Service Agreement is at Attachment DLD-2. The Client 

Companies that are parties to the 1.Jtility Service Agreement are Duke Energy 

Kentucky, Duke Energy Carolinas, Duke Energy Ohio, Duke Energy Indiana, and 

Miami Power Corporation. The Client Companies that are parties to the Non- 

1Jtility Service Agreement include certain of Duke Energy’s non-utility affiliates, 

both domestic and foreign. 

A. 
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1 Q* 

2 A. 
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11 Q. 

12 A. 

13 

14 

15 
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19 
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21 
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23 

PLEASE DESCRIBE WHAT IS MEANT BY THE TERM “COST.” 

“Cost,” as used in the IJtility Service Agreement and Non-IJtility Service 

Agreement, means fully embedded cost, which is the sum oE ( 1 )  direct costs; (2) 

indirect costs; and (3) cost of capital Direct costs include labor, material and 

other expenses incurred specifically for a particular service and any associated 

loadings. Indirect costs include labor, material and other expenses, and any 

associated loadings that cannot be directly identified with any particular service. 

Indirect costs include, but are not limited to, overhead costs, administrative 

support costs, and taxes. Cost of capital represents financing costs, including, but 

not limited to, interest on debt and a fair return on equity to shareholders. 

WHAT Am, “LOADINGS”? 

”Loadings” represent costs that are incurred and aggregated in balance sheet 

accounts (termed “cost pools”), which are then subsequently “loaded” out to 

specific entities and projects by attaching an additional charge (loading rate) to 

the associated direct cost. Duke Energy’s loadings include fringe benefits (e g , 

medical, dental, pension, postretirement), indirect labor (e g , vacation, holiday, 

sick-time), stores, freight and handling (e g , material management labor, freight), 

transportation (e.g., vehicle leases, fuel, oil), and payroll taxes (e.g., Federal 

Insurance Contributions Act (FICA) taxes, and state and federal unemployment 

taxes). Loading rates are determined through annual studies of both actual and 

budgeted information and are calculated by dividing the anticipated component 

costs by anticipated labor cost, material issues, or vehicle utilization, as 

applicable. 
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9 A. 
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12 A. 

13 

14 

15 
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18 Q. 

19 

20 A. 
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PLXASE DESCRIBE HOW COSTS INCURRED BY DEBS A 

ACCOIJNTED FOR IJNDER THE UTILITY AND NON-UTILJITY 

SERVICE AGREXMENTS. 

DEBS maintains an accounting system in which all of its costs are accumulated. 

These costs are charged to the appropriate Client Cotnpanies monthly, using one 

of the three approved methods of assignment contained in the TJtility and/or Non- 

IJtility Service Agreements. 

WHAT ARE THE APPROVED METHODS OF ASSIGNMENT? 

The approved methods of assignment are: (1) directly assignable; (2) 

distributable; and (3) allocable. 

PLEASE DESCRIBE EACH METHOD OF ASSIGNMENT. 

The directly assignable basis of cost assignment is utilized to directly charge costs 

for services specifically performed for a single Client Cotnpany. The 

distributable cost assignment method is used to assign costs for services rendered 

specifically for two or more Client Companies. The allocable method of 

assignment is used to allocate costs for services of a general nature, which are 

applicable to all Client Companies or to a class or classes of Client Companies. 

WHAT TYPES OF EXPENDITURE3 ARE DIRECTLY ASSIGNED FRO 

DEBS TO DUKE ENERGY KENTUCKY? 

DEBS employees who work on a project specifically for Duke Energy Kentucky 

charge their labor and expenses directly to Duke Energy Kentucky. For example, 

the legal services Function will charge Duke Energy Kentucky directly for work 

performed specifically for Duke Energy Kentucky. 
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12 

13 A. 

14 
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19 Q. 

20 

21 

22 A. 

23 

PLEASE EXPLAIN THE ALLOCARL,E CHARGES FROM DEBS TO 

DlJKE ENERGY KENTUCKY. 

Allocable charges to Duke Energy Kentucky are for a portion of expenditures 

originating on DEBS’ books that are applicable to Duke Energy Kentucky and 

one or more other Client Companies, but which are not directly assignable to 

Duke Energy Kentucky. These charges are allocated to Duke Energy Kentucky 

based on allocation ratios set forth in Appendix A of the IJtility Service 

Agreement. 

UNDER WHAT CIRCUMSTANCES ARE THE AL’LOCATION RATIOS 

SET FORTH IN APPENDIX A O F  THE UTILATY SERVICE 

AGREEMENT USED TO DETERMINE CHARGES T O  DUKE ENERGY 

KENTIJCKY? 

The allocation ratios provided in Appendix A of the Utility Service Agreement 

are used by DEBS to assign charges to Client Companies, including Duke Energy 

Kentucky, for activities that cannot be charged directly. For example, costs 

associated with the human resources Function are allocated to the Client 

Companies, including Duke Energy Kentucky, using the Number of Employees 

Ratio as provided in the IJtility Service Agreement. 

WHAT WAS THE RATIONAL’E BEHIND THE SELECTION OF THE 

ALLOCATION RATIOS SET FORTH IN APPENDIX A OF T H E  

UTILITY SERVICE AGREEMENT? 

Consistent with traditional cost causation principles, the ratios represent “cost 

drivers” for a particular Function (Le., those factors that are the greatest 
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1 contributors to costs). For example, costs of a general nature related to the human 
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3 

4 

5 
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10 Q. 

11 

12 A. 

13 

14 

15 

16 

17 Q. 

18 

19 

20 A. 

21 

22 

23 

resources Function, and the installation and operation of communications systems 

in the information systems Function are allocated based on the Number of 

Employees Ratio. Costs of a general nature related to the meters Function, and to 

customer billing and payment processing in the customer services Function are 

allocated based on the Number of Customers Ratio. For some Functions, costs of 

a general nature are allocated based on a weighted-average of more than one ratio. 

Pages 2 and 3 in Appendix A of the 1Jtility Service Agreement describe how the 

weighted-average ratios are calculated. 

HOW IS DEBS’ NON-UTILITY COST ASSIGNMENT PROCESS 

DIFFERENT FROM THE UTILITY COST ASSIGNMENT PROCESS? 

The non-utility cost assignment process is virtually identical to the utility cost 

assignment process as described above. The only difference between the two 

processes is the type of allocation ratios prescribed by the applicable service 

agreement. Appendix A of the Non-Utility Service Agreement describes the 

allocation ratios utilized for allocating costs to non-utility Client Companies. 

WHAT PROCESSES DO DEBS EMPL,OYEES FOLLDW IN 

ALLOCATING THEIR TIME AND EXPENSES UNDER THE UTILITY 

AND NON-UTILITY SERVICE AGREEMENTS? 

All source documents (e.g., time records, expense accounts, and journal entries) 

applicable to DEBS require a special input code, “Operating Unit” (OIJ), to be 

used. The initiating department determines the appropriate 01J for each 

transaction. The specific O1J indicates whether the cost should be assigned 
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10 

1 1  

12 

13 

14 

1.5 

16 

17 Q. 

18 A. 

19 

20 

21 

22 

directly, distributed, or allocated, and it also determines the appropriate 

percentage allocation to be used. TJsing the OTJ, the accounting system will 

process each transaction and assign the appropriate costs to each respective Client 

Company. For the allocable OIJs, the percentage allocated to each Client 

Company is determined periodically, at a minimum on an annual basis, by way of 

a cost study. 

PLEASE DESCRIBE FURTHER THE COST STlJDY IJSED TO 

DETERMINE THE OU ALLOCATION PERCENTAGES. 

On a periodic basis, but no less than annually, DEBS conducts a cost study, 

applying the applicable data to the allocation ratios specified in the Utility and 

Non-Utility Service Agreements. From these cost studies, DEBS updates the 

allocation percentages of each allocable OTJ to reflect the current underlying 

foundation of the allocation ratios. For example, annually, the OIJ based on the 

number of employees, which is primarily utilized by the human resources 

Function within DEBS, i s  updated to reflect the number of employees of each of 

DEBS’ affiliate companies. 

PLEASE DESCRIBE FR 10(9)(u), PAGE 1 OF 4. 

FR 10(9)(u), page 1 of 4 outlines the methods used to allocate costs that cannot be 

charged directly by DEBS to the utility and non-utility Duke Energy affiliates, 

including Duke Energy Kentucky. FR 10(9)(u), page l(a) of 4 summarizes the 

total amount of expenditures charged from the Service Company to Duke Energy 

Kentucky for the three years ended December 31, 2006, 2007 and 2008 and for 
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1 the base period and the forecasted test period, which include the twelve-month 

periods ending September 30, 2009, and January 3 1,20 1 1, respectively. 2 

ARE THE ALLOCATION METHODS DESCRIBED IN FR 10(9)(u), PAGE 3 Q. 

1 OF 4 THE SAME COST ALALJOCATION METHODS CONTAINED IN 4 

THE UTILITY SERVICE AGREEMENT? 5 

6 A. Yes. 

PLJEASE PROVIDE A COPY OF ANY REPORTS ISSIJED WITH 7 Q* 

RESPECT TO INTERNAL, OR EXTERNAL AIJDITS OF DEBS, OR ITS 8 

AFFILIATE TRANSACTIONS WITH DUKE ENERGY KENTUCKY, 9 

PERFORMED DURING THE PERIODS PRESENTED IN FR 10(9)(U). 10 

Please see attachments: 11 A. 

DLD-3 Franchised Electric and Gas 
Service Company Allocations 
Audit #306026, December 13,2006 

12 
13 
14 

DLD-4 LJ.S. Franchised Electric and Gas 
State Affiliate Code of Conduct (Kentucky) 
Audit #107001, May 18,2007 

15 
16 
17 

DLD-5 Final Report, Audit of Merger-Related Agreements 
Duke Energy Kentucky 
Presented to Kentucky Public Service Commission 
May 19,2009 

18 
19 
20 
21 
22 

In addition, on November 13, 2008, the Office of Enforcement of the FERC 23 

commenced an audit of Duke Energy, including its service companies and other 24 

affiliates. As of July 1, 2009, this audit was still in progress and no report had 25 

been issued by FERC. 26 
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111. COST ASSIGNMENTS FOR COMMON COSTS SHARED BY 
DUKE ENERGY KENTUCKY AND DUKE ENERGY OHIO 

2 

3 A. 

4 

5 

6 Q* 

7 

8 A. 

9 

10 

11 

12 Q. 

13 

14 A. 

15 

16 

17 

18 Q. 

19 

20 A. 

21 

DO ALL, CHARGES FOR DUKE ENERGY KENTUCKY ORIGINATE ON 

DUKE ENERGY KENTUCKY'S BOOKS? 

No. Charges can originate either on Duke Energy Kentucky's books for its own 

operations or can originate from its parent company, Duke Energy Ohio, and/or 

other affiliated companies. 

PLEASE EXPLAIN THE DIRECT CHARGES FROM DUKE ENERGY 

OHIO TO DIJKE ENERGY KENTUCKY. 

Direct charges from Duke Energy Ohio to Duke Energy Kentucky are for costs 

such as employee labor, employee expenses, and inventory (material) transactions 

that are specifically incurred for Duke Energy Kentucky's gas and/or electric 

operations. 

WHAT TYPES O F  CHARGES ARE ALLOCATED T O  DIJKE ENERGY 

KENTUCKY FROM DUKE ENERGY OHIO? 

Charges allocated to Duke Energy Kentucky from Duke Energy Ohio represent a 

portion of costs originating on Duke Energy Ohio's books that apply to gas and/or 

electric activities which cannot be charged directly and which apply to both Duke 

Energy Kentucky and Duke Energy Ohio. 

WHAT TYPES OF EXPENDITURES ARE CHARGED DIRECTLY 

VERSUS ALLOCATED T O  DUKE ENERGY KENTUCKY? 

Expenditures incurred directly for a specific project can be charged directly to 

Duke Energy Kentucky. Certain expenditures for items such as supervision of 
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21 

Q. 

A. 

Q. 

A. 

systemwide construction and/or operation and maintenance activities or customer 

service functions are allocated to Duke Energy Kentucky. 

PLEASE DESCRIBE THE TYPES OF COMMON COSTS S H A W D  BY 

DlJKE ENERGY OHIO AND DIJKE ENERGY KENTUCKY. 

Certain of Duke Energy Ohio’s departments provide services to both Duke 

Energy Ohio and Duke Energy Kentucky. In providing these services, certain 

costs of a general nature (Le., comrnon costs) cannot be directly assigned to Duke 

Energy Kentucky or Duke Energy Ohio and therefore must be allocated. 

Examples of these types of common costs include the marketing department’s 

development costs associated with customer bill inserts, as well as certain 

expenses associated with the customer services department’s credit and collection 

activities. 

PLEASE DESCRIBE FR 10(9)(U), PAGE 2 OF 4. 

FR 10(9)(u), page 2 of 4 outlines the allocation bases used to allocate costs 

between Duke Energy Ohio and Duke Energy Kentucky for costs that cannot be 

directly charged by Duke Energy Ohio to Duke Energy Kentucky, because the 

expenses are of a general nature. FR 10(9)(u), page 2(a) of 4, summarizes the 

total amount of expenditures allocated from Duke Energy Ohia to Duke Energy 

Kentucky for the three years ended December 31, 2006, 2007 and 2008 and for 

the twelve-month base period and the twelve-month forecasted test periods ending 

September 30,2009, and January 3 1, 20 1 1, respectively. 
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1 Q. 

2 

AIiE THE ALL,OCATIONS INDICATED ON FR 10(9)(u), PAGE 2 OF 4 

USED TO DETERMINE ALL CHARGES FROM DUKE ENERGY OHIO 

3 TO DIJKE ENERGY KENTUCKY? 

4 A. No. Expenditures applicable to Duke Energy Kentucky ar e charged directly 

5 whenever possible. For example, Duke Energy Ohio's employees performing 

6 work at specific field ,job sites of Duke Energy Kentucky charge directly to the 

7 appropriate expense or capital account applicable to that ,job on Duke Energy 

8 

9 

Kentucky, which incurs the cost. These direct charges occur regularly by both 

Duke Energy Ohio's employees for Duke Energy Kentucky or by Duke Energy 

10 K.entucky's employees for Duke Energy Ohio. 

1V. CUSTOMER AND ADMINISTRATIVE AND GENERAL COST 
ASSIGNMENTS BETWEEN DUKE ENERGY KENTUCKY'S GAS AND 

ELECTRIC OPERATIONS 

I 1  Q. WHAT TYPES O F  EXPENDITURES ARE CHARGED DIRECTLY TO 

12 DUKE ENERGY KENTUCKY GAS OR EL,ECTRIC EXPENSE 

13 ACCOUNTS? 

14 A. Most expenditures incurred directly for a specific prqject can be charged directly 

1s to a gas or an electric expense account. Certain customer and administrative costs 

16 for general support functions, such as Meter Reading and Planning, are common 

17 to both gas and electric operations for expense and must be allocated. 

18 Q. HOW ARE THE ALLOCATION BASES FOR CUSTOMER AND 

19 ADMINSTRATIVE AND GENERAL (A&G) EXPENDITURES 

20 DETERMINED? 
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26845 1 

The allocation bases are determined using the same cost study results performed 

by DEBS for the allocation ratios specified in the lJtility Service Agreements. 

From these cost studies, Duke Energy Kentucky updates the percentages 

associated with the allocation codes used to pool the costs to be allocated. 

HOW IS THIS INFORMATION IJSED TO DETERMINE ASSIGNMENT 

OF COMMON CUSTOMER AND A&G COSTS? 

The cost allocation process for common customer and A&G expenditures 

allocates costs based on statistical data that best relates to the specific activity to 

be allocated. For example, Meter Reading activities are allocated to expense 

accounts for both gas and electric operations based on the number of customers 

identified during the period of the study. 

PLEASE BRIEFLY DESCRIBE FR 10(9)(u), PAGES 3 AND 4. 

FR 10(9)(u), page 3 of 4 provides the bases used to allocate customer and A&G 

charges between gas and electric operations for those items that cannot be directly 

charged. FR 10(9)(u), page 3(a) of 4, summarizes the total amount of customer 

and A&G expenditures allocated between gas and electric customer and A&G 

expense accounts for the three years ended December 3 1, 2006, 2007 and 2008 

and for the twelvemonth base period and the twelve-month forecasted test 

periods ending September 30, 2009, and January 3 1, 201 1, respectively. FR 

10(9)(u), page 4 of 4 provides the bases used to allocate customer and A&G 

charges for those items that cannot be directly charged. 
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Q. 

A. 

Q. 

A. 

Q. 

A. 

Q. 

A. 

ARE THE ALLOCATIONS INDICATED ON FR 10(9)(u), PAGES 3 AND 4 

IJSED TO DETERMINE WHICH CHARGES SHOULD BE RECORDED 

TO GAS AND ELECTRIC OPERATIONS EXPENSE ACCOUNTS? 

No. Expenditures applicable to gas or electric operations are charged directly 

whenever possible. For example, employees performing work on a specific 

prqject will charge direct to the appropriate gas and/or electric expense account. 

UNDER WHAT CIRCUMSTANCES ARE THE ALLOCATIONS 

INDICATED ON FR 10(9)(u), PAGES 3 AND 4 USED? 

The allocation bases on these schedules are used to allocate charges for activities 

that cannot be charged directly, such as costs applicable to both gas and electric 

expense accounts. 

V. CONCLUSION 

DO YOU HAVE AN OPINION AS TO WHETHER THE METHODS USED 

TO PRICE SERVICES AND ASSIGN COSTS ARE REASONABLE AND 

APPROPRIATE METHODS FOR ASSIGNING COSTS TO ALL, OF THE 

DI[JKE ENERGY SUBSIDIARIES AND AFFILIATES, INCLUDING DUKE 

ENERGY KENTIJCKY? 

Yes. 

PLEASE STATE YOUR OPINION. 

The methods used by Duke Energy to price services and assign costs among its 

subsidiaries result in reasonable and appropriate cost assignments to Duke Energy 

Kentucky and its affiliates. 
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1 Q* 

2 

3 A. 

4 Q- 

5 

6 

7 A. 

8 Q* 

9 A. 

WAS FR 10(9)(u) PREPARED BY YOU OR UNDER YOUR DIRECTION 

AND CONTROL? 

Yes. 

WAS THE OTHER ADDITIONAL INFORMATION YOU SPONSORED 

OBTAINED BY YOU OR ON YOUR BEHALF FROM COMPANY 

RECORDS? 

Yes. 

DOES THIS CONCLUDE YOlJR PRE-FILED DIRECT TESTIMONY? 

Yes. 
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VERIFICATION 

State of North Carolina) 

County of Mecklenburg ) 
1 

The undersigned, David L. Doss, Jr. being duly sworn, deposes and says that he is the 

General Manager of Accounting for Duke Energy Business Services, Inc., that he has personal 

knowledge of the matters set forth in the foregoing testimony, and that the answers contained 

therein are true and correct to the best of his information, knowledge and belief. 

I -y& 
Subscribed and sworn to before me by David L. DOSS, Jr. on this ./ day of June, 2009. 

N O W Y  PUBLIC 

My Commission Expires: /A /q / s ( J /  3 
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SECOND AMENDED AND RESTATED 
SERVICE COMPANY 

UTILITY SERVICE AGREEMENT 

This Second Amended and Restated Service Company Utility Service 

Agreement (this “Second Amended and Restated Service Agreement” or 

“Agreement”)), dated September 1 2008 (the “Effective Date”) by and among 

Duke Energy Carolinas, LLC (“DE-Carolinas”), a North Carolina limited liability 

company, Duke Energy Ohio, Inc., an Ohio corporation (“DE-Ohio”), Duke 

Energy Indiana, Inc., an Indiana corporation (“DE-Indiana”), Duke Energy 

Kentucky, lnc., a Kentucky corporation (“DE-Kentucky”), Miami Power 

Corporation, an Indiana corporation (“Miami”), and Duke Energy Business 

Services LLC, a Delaware limited liability company, on its own behalf and as 

successor in interest to Duke Energy Shared Services, Inc. (the “Service 

Company”) (DE-Carolinas, DE-Ohio, DE-Indiana, DE-Kentucky and Miami are 

sometimes hereinafter referred to individually as a “Client Company“ and 

collectively as the “Client Companies”), supersedes and restates in its entirety 

the Amended and Restated Service Company Utility Service Agreement entered 

into by the parties dated January 2, 2007 (the “Amended and Restated Service 

Agreement”). 

WITNESSETH 

WHEREAS, the terms of this Agreement are substantially similar to the 

Amended and Restated Service Agreement and the purpose of this Second 

Amended and Restated Service Agreement is to clarify the patties’ intentions 

regarding the scope of services. WHEREAS, each of the Client Companies and 

the Service Company is a subsidiary of Duke Energy Corporation; 

WHEREAS, the Service Company and the Client Companies have 

entered into this Agreement whereby the Service Company agrees to provide 

and the Client Companies agree to accept and pay for various services as 

provided herein at cost, except to the extent otherwise required by Section 482 

of the Internal Revenue Code; and 

1 
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WHEREAS, economies and efficiencies benefiting the Client Companies 

will result from the performance by the Service Company of services as herein 

provided; 

NOW, THEREFORE, in consideration of the premises and the mutual 

agreements herein contained, the parties to this Agreement covenant and agree 

as follows; 

ARTICLE I - SERVICES 

Section 1 .I The Service Company shall furnish to the Client Companies, 

upon the terms and conditions hereinafter set forth, such of the services 

described in Aependix A hereto, at such times, for such periods and in such 

manner as the Client Companies may from time to time request and which the 

Service Company concludes it is equipped to perform. The Service Company 

shall also provide Client Companies with such special services, including without 

limitation cost management services, in addition to those services described in 

Appendix A hereto, as may be requested by a Client Company and which the 

Service Company concludes it is equipped to perform. In supplying such 

services, the Service Company may (i) arrange, where it deems appropriate, for 

the semices of such experts, consultants, advisers and other persons with 

necessary qualifications as are required for or pertinent to the rendition of such 

services, and (ii) tender payments to third parties as agent for and on behalf of 

Client Companies, with such charges being passed through to the appropriate 

Client Companies. 

Section 1.2 Each of the Client Companies shall take from the Service 

Company such of the services described in Section 1.1 and such additional 

general or special services, whether or not now contemplated, as are requested 

from time to time by the Client Companies and which the Service Company 

concludes it is equipped to perform. 
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Section 1.3 The services described herein shall be directly assigned, 

distributed or allocated by activity, process, project, responsibility center, work 

order or other appropriate basis. A Client Company shall have the right from 

time to time to amend, alter or rescind any activity, process, project, 

responsibility center or work order, provided that (i) any such amendment or 

alteration which results in a material change in the scope of the services to be 

performed or equipment to be provided is agreed to by the Service Company, (ii) 

the cost for the services covered by the activity, process, project, responsibility 

center or work order shall include any expense incurred by the Service Company 

as a direct result of such amendment, alteration or rescission of the activity, 

process, project, responsibility center or work order, and (iii) no amendment, 

alteration or rescission of an activity, process, project, responsibility center or 

work order shall release a Client Company from liability for all costs already 

incurred by or contracted for by the Service Company pursuant to the activity, 

process, project, responsibility center or work order, regardless of whether the 

services associated with such costs have been completed. 

Section 1.4 The Service Company shall maintain a staff trained and 

experienced in the design, construction, operation, maintenance and 

management of public utility properties. 

ARTICLE II - COMPENSATION 

Section 2.1 Except to the extent otherwise required by Section 482 of 

the Internal Revenue Code, as compensation for the services to be rendered 

hereunder, each of the Client Companies shall pay to the Service Company all 

costs which reasonably can be identified and related to particular services 

performed by the Service Company for or on its behalf. Where more than one 

Client Company is involved in or has received benefits from a service performed, 

I 
I 
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costs will be directly assigned, distributed or allocated, as set forth in Appendix A 

hereto, between or among such companies on a basis reasonably related to the 

service performed to the extent reasonably practicable. 

Section 2.2 The method of assignment, distribution or allocation of costs 

described in Appendix A shall be subject to review annually, or more frequently if 

appropriate. Such method of assignment, distribution or allocation of costs may 

be modified or changed by the Service Company without the necessity of an 

amendment to this Agreement, provided that in each instance, all services 

rendered h,ereunder shall be at actual cost thereof, fairly and equitably assigned, 

distributed or allocated, except to the extent otherwise required by Section 482 of 

the Internal Revenue Code. The Service Company shall promptly advise the 

Client Companies and the North Carolina Utilities Commission (INCUC”), the 

Public Service Commission of South Carolina (IPSCSC’l)l the Indiana Utility 

Regulatory Commission (“IURC”), The Public Utilities Commission of Ohio 

(“PUCO’), the Kentucky Public Service Commission (“KPSC;” and together with 

the NCUC, the PSCSC, the IURC and the PUCO, the “Affected State 

Commissions”) from time to time of any material changes in such method of 

assignment, distribution or allocation. Such notice shall be in compliance with 

the requirements of applicable state law, regulations and regulatory conditions. 

Section 2.3 The Service Company shall render a monthly statement to 

each Client Company which shall reflect the billing information necessary to 

identify the costs charged for that month. By the last day of each month, each 

Client Company shall remit to the Service Company all charges billed to it. For 

avoidance of doubt, the Service Company and each Client Company may satisfy 

the foregoing requirement by recording billings and payments required hereunder 

in their common accounting systems without rendering paper or electronic 

monthly statements or remitting cash payments. 

Section 2.4 Subject to Section 482 of the Internal Revenue Code, it is 

the intent of this Agreement that the payment for services rendered by the 
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Service Company to the Client Companies shall cover all the costs of its doing 

business (less the cost of services provided to affiliated companies not a party to 

this Agreement and to other non-affiliated companies, and credits for any 

miscellaneous income items), including, but not limited to, salaries and wages, 

office supplies and expenses: outside services employed, property insurance: 

injuries and damages, employee pensions and benefits, miscellaneous general 

expenses, rents, maintenance of structures and equipment, depreciation and 

amortization and compensation for use of capital. Without limitation of the 

foregoing, “cost,” as used in this Agreement, means fully embedded cost, 

namely, the sum of (I) direct costs, (2) indirect costs and (3) costs of capital. 

ARTICLE 111 - TERM 

Section 3.1 This Agreement is entered into as of the Effective Date and 

shall continue in force with respect to a Client Company until terminated by the 

Service Company and Client Company with respect to such Client Company 

(provided that no such termination with respect to less than all of the Client 

Companies shall thereby affect the term of this Agreement or any of the 

provisions here00 or until terminated by unanimous agreement of all the parties 

then signatory to this Agreement. 

ARTICLE IV - ACCOUNTS AND RECORDS 

Section 4.1 The Service Company shall utilize the Uniform System of 

Accounts prescribed by the Federal Energy Regulatory Commission. 

Section 4.2 The Service Company shall permit each Affected State 

Commission and applicable statutory utility consumer representative(s), together 

with other interested parties as required under applicable law, access to its 

accounts and records, including the basis and computation of allocations, 

necessary for each Affected State Commission to review a Client Company’s 

operating results. 
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ARTICLE V - MISCELLANEOUS 

Section 5.1 Counterparts. This Agreement may be executed in one or 

more counterparts, all of which shall be considered one and the same 

agreement and shall become effective when one or more counterparts have 

been signed by each party and delivered to the other parties. 

Section 5.2 Entire Agreement; No Third Partv ,Beneficiaries. This 

Agreement (including Appendix A and any other appendices or other exhibits or 

schedules hereto) (i) constitutes the entire agreement, and supersedes any prior 

agreements and understandings, both written and oral, among the parties with 

respect to the subject matter of this Agreement (including without limitation the 

Amended and Restated Setvice Agreement; and (ii) is not intended to confer 

upon any person other than the parties hereto any rights or remedies. 

Section 5.3 Governinq Law. This Agreement shall be governed by, and 

construed in accordance with, the laws of the State of New York, regardless of 

the laws that might otherwise govern under applicable principles of conflict of 

laws. 

Section 5.4 Assignment. Neither this Agreement nor any of the rights, 

interests or obligations hereunder shall be assigned, in whole or in part, by 

operation of law or otherwise by any of the parties hereto without the prior written 

consent of each of the other parties. Any attempted or purported assignment in 

violation of the preceding sentence shall be null and void and of no effect 

whatsoever. Subject to the preceding two sentences, this Agreement shall be 

binding upon, inure to the benefit of, and be enforceable by, the parties and their 

respective successors and assigns. 

Section 5.5 Amendments. This Agreement may not be amended except 

by an instrument in writing signed on behalf of each of the parties. To the extent 
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that applicable state law or regulation or other binding obligation requires that 

any such amendment be filed with any Affected State Commission for its review 

or otherwise, each Client Company shall comply in all respects with any such 

requirements. 

Section 5.6 Interpretation. When a reference is made in this Agreement 

to an Article, Section or Appendix or other Exhibit, such reference shall be to an 

Article or Section of, or an Appendix or other Exhibit to, this Agreement unless 

otherwise indicated. The headings contained in this Agreement are for 

convenience of reference only and shall not affect in any way the meaning or 

interpretation of this Agreement. Whenever the words “include”, “includes” or 

“including” are used in this Agreement, they shall be deemed to be followed by 

the words “without limitation”. The words “hereof‘, “herein” and “hereunder“ and 

words of similar import when used in this Agreement shall refer to this 

Agreement as a whole and not to any particular provision of this Agreement. 

The definitions contained in this Agreement are applicable to the singular as well 

as the plural forms of such terms and to the masculine as well as to the feminine 

and neuter genders of such term. References to a person are also to its 

permitted successors and assigns. 

Section 5.7 DE-Carolinas Conditions. In addition to the terms and 

conditions set forth herein, with respect to DE-Carolinas, the provisions set out 

in Appendix B are hereby incorporated herein by reference. In addition, DE- 

Carolinas’ participation in this Agreement is explicitly subject to the Regulatory 

Conditions and Code of Conduct approved by the NCUC in its Order Approving 

Merger Subject to Regulatory Conditions and Code of Conduct issued March 24, 

2006, in NCUC Docket No. E-7, Sub 795. In the event of any conflict between 

the provisions of this Agreement and the approved Regulatory Conditions and 

Code of Conduct provisions, the Regulatory Conditions and Code of Conduct 

shall govern. 
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IN WITNESS WHEREOF, the parties hereto have caused this Second 

Amended and Restated Service Agreement to be executed as of the date and 

year first above written. 

DUKE ENERGY BUSINESS SERVICES LLC 

By: 

DUKE ENERGY CAROLINAS, LLC 

By: 

Assizant Secretary 

DUKE ENERGY OHIO, INC. 

By: Ric <, r 
Asswant Secretary 

DUKE ENERGY INDIANA, INC. 
n(1 

By: 
Rich ch 
Assistant Secretary 

DUKE ENERGY KENTUCKY, INC. 
By: F r m  

Rich@&&hch 
Assistant Secretary 
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MIAMI POWER CQRPOFiATlON 

Assctant Secretary 
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APPENDIX A 

Description of Services and Detennination 
of Charges for Services 

I. The Service Company will maintain an accounting system for accumulating all 

costs on an activity, process, project, responsibility center, work order, or other 

appropriate basis. To the extent practicable, time records of hours worked by Service 

Company employees will be kept by activity, process, project, responsibility center or 

work order. Charges for salaries will be determined from such time records and will be 

computed on the basis of employees' labor costs, including the cost of fringe benefits, 

indirect labor costs and payroll taxes. Records of employee-related expenses and other 

indirect costs will be maintained for each functional group within the Service Company 

(hereinafter referred to as "Function"). Where identifiable to a particular activity, process, 

project, responsibility center or work order, such indirect costs will be directly assigned to 

such activity, process, project, responsibility center or work order. Where not identifiable 

to a particular activity, process, project, responsibility center or work order, such indirect 

costs within a Function will be distributed in relationship to the directly assigned costs of 

the Function. For purposes of this Appendix A, any costs not directly assigned or 

distributed by the Service Company will be allocated monthly. 

II. Service Company costs accumulated for each activity, process, project, 

responsibility center or work order will be directly assigned, distributed, or allocated to the 

Client Companies or other Functions within the Service Company as follows: 

1. Costs accumulated in an activity, process, project, responsibility center or 

work order for services specifically performed for a single Client Company or Function will 

be directly assigned and charged to such Client Company or Function. 

Costs accumulated in an activity, process, project, responsibility center or 

work order for services specifically performed for two or more Client Companies or 

Functions will be distributed among and charged to such Client Companies or Functions. 

The appropriate method of distribution will be determined by the Service Company on a 

case-by-case basis consistent with the nature of the work performed and will be based on 

the application of one or more of the methods described in paragraphs IV and V of this 

2. 
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Appendix A. The distribution method will be provided to each such affected Client 

Company or Function. 

Costs accumulated in an activity, process, project, responsibility center or 
work order for services of a general nature which are applicable to all Client Companies 

or Functions or to a class or classes of Client Companies or Functions will be allocated 

among and charged to such Client Companies or Functions by application of one or more 

of the methods described in paragraphs IV and V of this Appendix A. 

3. 

111. 

be utilized: 

For purposes of this Appendix A, the following definitions or methodologies shall 

1. Where applicable, the following will be utilized to convert gas sales to 

equivalent electric sales: 1 cubic foot of gas sales equals 0.303048 kilowatt-hour of 

electric sales (based on electricity at 3412 BtulkWh and natural gas at 1034 Btukubic 

"Domestic utility" refers to a u t i l i  which operates in the contiguous United 

"Gross margin" refers to revenues as defined by Generally Accepted 

Accounting Principles, less cost of sales, including but not limited to fuel, purchased 

power, emission allowances and other cost of sales. 

4. "Distribution" means electric distribution and local gas distribution as 

applicable. 

5. "Distribution Lines" mean electric power lines at distribution voltages 

measured in circuit miles, and gas mains and lines, as applicable. 

foot). 

2. 
States of America. 

3. 

The weights utilized in the weighted average ratios in paragraph V of this Appendix 

A shall represent the percentage relationship of the activities associated with the function 

for which costs are to be allocated. For example, if an expense item is to be allocated on 
the weighted average of the Gross Margin Ratio, the Labor Dollars Ratio and the 'Total 

Property, Plant and Equipment ("PP&E") Ratio, and the activity to be allocated is one- 

third gross margin related, one-third labor related and one-third PP&E related, 33 percent 

of the Gross Margin Ratio would be utilized, 33 percent of the Labor Dollars Ratio and 34 

percent of the PP&E Ratio would be utilized. To illustrate this application, assuming that 
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the Gross Margin Ratio were 53.75 percent for Company A and 46.25 percent for 

Company B, the Labor Dollars Ratio were 25 percent for Company A and 75 percent for 

Company B, and the Total PP&E Ratio were 60 percent for Company A and 40 percent 

for Company B, the following weighted average ratio would be computed: 

Activity 
Companv A Companv B 

Weight Ratio Weighted Ratio Weighted 

Gross Margin Ratio 33% 53.75% 17.74% 46.25% 15.26% 
Labor Dollars Ratio 33% 25.00% 8.25% 75.00% 24.75% 
Total Property, Plant 
and Equipment Ratio 34% 60.00% 20.40% 40.00% 13.60% 

100% 46.39% 53.61 % 

IV. The following allocation methods will be applied, as specified in paragraph V of 

this Appendix A, to assign costs for services applicable to two or more clients and/or to 

allocate costs for services of a general nature. 

1. Sales Ratio 

A ratio, based on the applicable domestic firm kilowatt-hour electric sales 

(and/or the equivalent cubic feet of gas sales, where applicable), excluding 

intra-system sales, for a preceding twelve consecutive calendar month 

period, the numerator of which is for a Client Company and the 

denominator of which is for all utility Client Companies (and Duke Energy 

Corporation's non-utility and non-domestic utility affiliates, where 

applicable), This ratio will be determined annually, or at such time as may 

be required due to a significant change. 

2. Electric Peak Load Ratio 

A ratio, based on the sum of the applicable monthly domestic firm electric 

maximum system demands for a preceding twelve consecutive calendar 

month period, the numerator of which is for a Client Company and the 

denominator of which is for all utility Client Companies (and Duke Energy 

Corporation's non-utility and non-domestic utility affiliates, where 
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applicable). This ratio will be determined annually, or at such time as may 

be required due to a significant change. 

3. Number of Customers Ratio 

A ratio, based on the sum of the applicable domestic firm electric customers 

(and/or gas customers, where applicable) at the end of a recent month in 

the preceding twelve consecutive calendar month period, the numerator of 

which is for a Client Company and the denominator of which is for all 

domestic utility Client Companies (and Duke Energy Corporation's non- 

utility and non-domestic utility affiliates, where applicable). This ratio will be 

determined annually, or at such time as may be required due to a significant 

change. 

4. Number of Emplovees Ratio 

A ratio, based on the applicable number of employees at the end of a 

recent month in the preceding twelve consecutive month period, the 

numerator of which is for a Client Company or Service Company Function 

and the denominator of which is for all Client companies (and Duke Energy 

Corporation's non-utility and non-domestic utility affiliates, where applicable) 

andlor the Service Company. This ratio will be determined annually, or at 

such time as may be required due to a significant change. 

5. Construction-Expenditures Ratio 

A ratio, based on the applicable projected construction expenditures for the 

following twelve consecutive calendar month period, the numerator of which 

is for a Client Company and the denominator of which is for all Client 

Companies (and Duke Energy Corporation's non-utility and non-domestic 

utility affiliates, where applicable). Separate ratios will be computed for total 

construction expenditures and appropriate functional plant (Le., production, 

transmission, Distribution, and general) classifications. This ratio will be 
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determined annually, or at such time as may be required due to a significant 

change. 

6. Miles of Distribution Lines Ratio 

In the case of electric Distribution, a ratio, based on the applicable installed 

circuit miles of domestic electric Distribution Lines, and in the case of gas 

Distribution, a ratio, based on the applicable installed miles of domestic gas 

Distribution Lines, in either case at the end of the preceding calendar year, 

the numerator of which is for a Client Company and the denominator of 

which is for all domestic utility Client Companies. This ratio will be 

determined annually, or at such time as may be required due to a significant 

change. 

7. Circuit Miles of Electric Transmission Lines Ratio 

A ratio, based on the applicable installed circuit miles of domestic electric 

transmission lines at the end of the preceding calendar year, the numerator 

of which is for a Client Company and the denominator of which is for all 

domestic utility Client Companies. This ratio will be determined annually, or 

at such time as may be required due to a significant change. 

8. Number of Central Processina Unit Seconds Ratio 

A ratio, based on the sum of the applicable number of central processing 

unit seconds expended to execute mainframe computer software 

applications for a preceding twelve consecutive calendar month period, the 

numerator of which is for a Client Company or Service Company Function, 

and the denominator of which is for all Client Companies, (and Duke 

Energy Corporation's non-utility and non-domestic utility affiliates, where 

applicable) and/or the Service Company. This ratio will be determined 

annually, or at such time as may be required due to a significant change. 

9. Revenues Ratio 
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A ratio, based on the total applicable revenues for a preceding twelve 

consecutive calendar month period, the numerator of which is for a Client 

Company and the denominator of which is for all Client Companies (and 

Duke Energy Corporation's non-utility and non-domestic utility affiliates, 

where applicable). This ratio will be determined annually or at such time as 

may be required due to a significant change. 

10. Inventorv Ratio 

A ratio, based on the total applicable inventory balance for the preceding 

year, the numerator of which is for a Client Company and the denominator 

of which is for all Client Companies (and Duke Energy Corporation's non- 

utility and non-domestic utility affiliates, where applicable). Separate ratios 

will be computed for total inventory and the appropriate functional plant (i.e., 

production, transmission, Distribution, and general) classifications. This 

ratio will be determined annually or at such time as may be required due to 

a significant change. 

1 I. Procurement Spendina Ratio 

A ratio, based on the total amount of applicable procurement spending for 

the preceding year, the numerator of which is for a Client Company or 

Service Company Function and the denominator of which is for all Client 

Companies (and Duke Energy Corporation's non-utility and non-domestic 

utility affiliates, where applicable) andlor the Service Company. Separate 

ratios will be computed for total procurement spending and appropriate 

functional plant (i.e., production, transmission, Distribution, and general) 

classifications. This ratio will be determined annually or at such time as may 

be required due to a significant change. 

227025 

12. Square Footaae Ratio 

A ratio, based on the total amount of applicable square footage occupied in 

a recent month in the preceding twelve consecutive month period, the 

numerator of which is for a Client Company or Service Company Function 
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and the denominator of which is for all Client Companies (and Duke Energy 

Corporation's non-utility and non-domestic utility affiliates, where applicable) 

andlor the Service Company. This ratio will be determined annually or at 

such time as may be required due to a significant change. 

13. Gross Marsin Ratio 

A ratio, based on the total applicable gross margin for a preceding twelve 

consecutive calendar month period, the numerator of which is for a Client 

Company and the denominator of which is for all Client Companies (and 

Duke Energy Corporation's non-utility and non-domestic utility affiliates, 

where applicable). This ratio will be determined annually or at such time as 

may be required due to a significant change. 

14. Labor Dollars Ratio 

A ratio, based on the total applicable labor dollars for a preceding twelve 

consecutive calendar month period, the numerator of which is for a Client 

Company or Service Company Function and the denominator of which is for 

all Client Companies (and Duke Energy Corporation's non-utility and non- 

domestic utility affiliates, where applicable) and/or the Service Company. 

This ratio will be determined annually or at such time as may be required 

due to a significant change. 

15. Number of Personal Computer Work Stations Ratio 

A ratio, based on the total number of applicable personal computer work 

stations at the end of a recent month in the preceding twelve consecutive 

month period, the numerator of which is for a Client Company or Service 

Company Function and the denominator of which is for all Client 

Companies (and Duke Energy Corporation's non-utility and non-domestic 

utility affiliates, where applicable) and/or the Service Company. This ratio 

will be determined annually or at such time as may be required due to a 

significant change. 

16. Number of Information Svsterns Servers Ratio 
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A ratio, based on the total number of applicable servers at the end of a 

recent month in the preceding twelve consecutive month period, the 

numerator of which is for a Client Company or Service Company Function 

and the denominator of which is for all Client Companies (and Duke Energy 

Corporation's non-utility and non-domestic utility affiliates, where applicable) 

and/or the Service Company. This ratio will be determined annually or at 

such time as may be required due to a significant change. 

17. Total Propertv, Plant and Equipment Ratio 

A ratio, based on the total applicable Property, Plant and Equipment 

balance (net of accumulated depreciation and amortization) for the 

preceding year, the numerator of which is for a Client Company and the 

denominator of which is for all Client Companies (and Duke Energy 

Corporation's non-utility and non-domestic utility affiliates, where 

applicable). This ratio will be determined annually or at such time as may 

be required due to a significant change. 

18. Generatinq Unit MW Capabilitv Ratio 

A ratio, based on the total applicable installed megawatt capability for the 

preceding year, the numerator of which is for a Client Company and the 

denominator of which is for all Client Companies (and Duke Energy 

Corporation's non-utility and non-domestic utility affiliates, where 

applicable). This ratio will be determined annually or at such time as may 

be required due to a significant change. 

19. Number of Meters Ratio 

A ratio, based on the number of electric and/or gas meters, as applicable, 

the numerator of which is for a Client Company and the denominator of 

which is for all domestic utility Client Companies. Separate ratios will be 

computed for appropriate meter classifications (e.g., type of metering 
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technology). This ratio will be determined annually, or at such time as may 

be required due to a significant change. 

20. O&M Expenditures Ratio 

A ratio, based on the operation and maintenance (O&fvl) expenditures for a 

prior twelve month period, the numerator of which is for a Client Company 

and the denominator of which is for all Client Companies (and Duke Energy 

Corporation's non-utility and non-domestic utility affiliates, where 

applicable). Separate ratios will be computed for total O&M expenditures 

and appropriate functional plant (Le,, production, transmission, Distribution, 

and general) classifications. This ratio will be determined annually. 

V. A description of each Function's activities, which may be modified from time to 

time by the Service Company, is set forth below in paragraph "a" under each Function. 

As described in paragraph 11, "1" and "2" of this Appendix A, where identifiable, costs will 

be directly assigned or distributed to Client Companies or to other Functions of the 

Service Company. For costs accumulated in activities, processes, projects, responsibility 

centers, or work orders which are for services of a general nature that cannot be directly 

assigned or distributed, as described in paragraph I t ,  "3" of this Appendix A, the method 

or methods of allocation are set forth below in paragraph "b" under each Function. For 

any of the functions set forth below other than Information Systems, Transportation, 

Human Resources or Facilities, costs of a general nature to be allocated pursuant to this 

Agreement shall exclude costs of a general nature which have been allocated to affiliated 

companies not a party to this Agreement. Substitution or changes may be made in the 

methods of allocation hereinafter specified, as may be appropriate, and will be provided 

to state regulatory agencies and to each Client Company. Any such substitution or 

changes shall be in compliance with the requirements of applicable state law, regulations 

and regulatory conditions. 
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I. Information Svstems 

a. Description of Function 

Provides communications and electronic data processing services. The 

activities of the Function include: 

(I) Development and support of mainframe computer software applications. 

(2) Procurement and support of personal computers and related network and 
software applications. 

(3) Development and support of distributed computer software applications 
(e.g., servers). 

(4) Installation and operation of communications systems. 

(5) Information systems management and support services. 

b. Method of Allocation 

(I) Development and support of mainframe computer software applications - 
allocated between the Client Companies and other Functions of the 

Service Company based on the number of Central Processing Unit 

Seconds Ratio, or allocated among the Client Companies on a weighted 

average of the Gross Margin Ratio, the Labor Dollar Ratio and the PP&E 

Ratio as appropriate. 

(2) Procurement and support of personal computers and related network and 
software applications - allocated to the Client Companies and to other 

Functions of the Service Company based on the Number of Personal 

Computer Work Stations Ratio. 

(3) Development and support of distributed computer software applications - 
allocated to the Client Companies and to other Functions of the Service 

Company based on the Number of Information Systems Servers Ratio. 

(4) Installation and operation of communications systems - allocated to the 
Client Companies and to other Functions of the Service Company based 

on the Number of Employees Ratio. 

(5) Information systems management and support services - allocated to the 
Client Companies and to other Functions of the Service Company based 
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on a weighted average of the Gross Margin Ratio, the Labor Dollar Ratio 

and the PP&E Ratio. 

2. Meters 

a. Description of Function 

b. Method of Allocation 

Procures, tests and maintains meters. 

Allocated to the Client Companies based on the Number of Customers Ratio. 

3. Transportation 

a. Description of Function 

(I) Procures and maintains vehicles and equipment. 

(2) Procures and maintains aircraft and equipment. 

(1) The costs of maintaining vehicles and equipment are allocated to the 
Client Companies and to other Functions of the Service Company based 

on the Number of Employees Ratio. 

(2) The costs of maintaining aircraft and equipment are allocated to the Client 
Companies and to other Functions of the Service Company based on a 

weighted average of the Gross Margin Ratio, the Labor Dollars Ratio and 

the PP&E Ratio. 

b. Method of Allocation 

4. Svstem Maintenance 

a. Description of Function 

Coordinates maintenance and support of electric transmission systems and 

Distribution systems. 

(1) Services related to electric transmission systems - allocated to the Client 
Companies based on the Circuit Miles of Electric Transmission Lines 

Ratio. 

b. Method of Aliocation 
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(2) Services related to electric Distribution systems - allocated to the Client 
Companies based on the Miles of Distribution Lines Ratio. 

(3) Services related to gas Distribution systems - allocated to the Client 
Companies based on the Labor Dollars Ratio. 

5. Marketing and Customer Relations 

a. Description of Function 

Advises the Client Companies in relations with domestic utility customers. 

The activities of the Function include: 

(I) Design and administration of sales and demand-side management 

programs. 

(2) Customer meter reading, billing and payment processing. 

(3) Customer services including the operation of call center. 

(1) Design and administration of sales and demand-side management 

programs - allocated to the Client Companies based on the Sales Ratio. 

(2) Customer billing and payment processing - allocated to the Client 

Companies based on the Number of Customers Ratio. 

(3) Customer Services - allocated to the Client Companies based on the 
Number of Customers Ratio. 

b. Method of Allocation 

6. Transmission and Distribution Enaineerinn and Construction 

a. Description of Function 

Designs and monitors construction of electric transmission and Distribution 

Lines and associated facilities. Prepares cost and schedule estimates, visits 

construction sites to ensure that construction activities coincide with plans, and 

administers construction contracts. 

b. Method of Allocation 

(I) Transmission engineering and construction allocated to the Client 

Companies based on the Electric Transmission Plant's Construction- 

Expenditures Ratio. 
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7. 

(2) Distribution engineering and construction allocated to the Client 

Companies based on the Distribution plant's Construction-Expenditures 

Ratio. 

Power Engineering and Construction 

a. Description of Function 

Designs, monitors and supports the construction and retirement of electric 

generation facilities. Prepares specifications and administers contracts for 

construction of new electric generating units, improvements to existing electric 

generating units, and the retirement of existing electric generating equipment, 

including developing associated operating processes with operations 

personnel. Prepares cost and schedule estimates and visits construction sites 

to ensure that construction and retirement activities meet schedules and 

plans.. 

Allocated to the Client Companies based on the Electric Production Plant's 

Construction-Expenditures Ratio. 

b. Method of Allocation 

8. Human Resources 

a. Description of Function 

Establishes and administers policies and supervises compliance with legal 

requirements in the areas of employment, compensation, benefits and 

employee health and safety. Processes payroll and employee benefit 

payments. Supervises contract negotiations and relations with labor unions, 

Allocated to the Client Companies and to other Functions of the Service 

Company based on the Number of Employees Ratio. 

b. Method of Allocation 

9. Materials Management 

a. Description of Function 

227025 13 



KyPSC 2009-00202 
Attachment DLD-I 
Page 24 of 30 

Provides services in connection with the procurement of materials and contract 

services, processes payments to vendors, and provides management of 

material and supplies inventories. 

(I) Procurement of materials and contract services and vendor payment 

processing - allocated to the Client Companies and to other Functions of 

the Service Company based on the Procurement Spending Ratio. 

(2) Management of materials and supplies inventory - allocated to the Client 
Companies on the inventory Ratio. 

b. Method of Allocation 

I O .  Facilities 

a. Description of Function 

Operates and maintains office and service buildings. Provides security and 

housekeeping services for such buildings and procures office furniture and 

equipment. 

Allocated to the Client Companies and to other Functions of the Service 

Company based on the Square Footage Ratio. 

b. Method of Allocation 

11. Accountinq 

a. Description of Function 

Maintains the books and records of Duke Energy Corporation and its affiliates, 

prepares financial and statistical reports, prepares tax filings and supervises 

compliance with the laws and regulations. 

Allocated to the Client Companies based on a weighted average of the Gross 

Margin Ratio, the Labor Dollar Ratio and the PP&E Ratio. 

b. Method of Allocation 

12. Power and Gas Planninqand Operations 

a. Description of Function 

227025 14 
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Coordinate the planning, management and operation of Duke Energy 

Corporation's power generation, transmission and Distribution systems. The 

activities of the Function include: 

(I) System Planning - planning of additions and retirements to the electric 
generation units and transmission and Distribution systems belonging lo 

the regulated utilities owned by Duke Energy Corporation. 

(2) System Operations - coordination of the dispatch and operation of the 
electric generating units and transmission and Distribution systems 

belonging to the regulated utilities owned by Duke Energy Corporation. 

(3) Power Operations - provides management and support services for the 
electric generation units owned or operated by subsidiaries of Duke 

Energy Corporation. 

(4) Wholesale Power Operations - coordination of Duke Energy 

Corporation's wholesale power operations. 

b. Method of Allocation 

(1) System Planning 

(a) Generation planning - allocated to the Client Companies based on 
the Electric Peak Load Ratio. 

(b) Transmission planning - allocated to the Client Companies based on 
the Electric Peak Load Ratio. 

(c) Electric Distribution planning - allocated to the Client Companies 
based on a weighted average of the Miles of Distribution Lines Ratio 

and the Electric Peak Load Ratio. 

(d) Gas Distribution planning - allocated to the Client Companies based 
on the Construction-Expenditures Ratio. 

(2) System Operations - 
(a) Generation Dispatch - allocated to the Client Companies based on 

the Sales Ratio. 

(b) Transmission Operations - allocated to the Client Companies based 
on a weighted average of the Circuit Miles of Electric Transmission 

Lines Ratio and the Electric Peak Load Ratio. 
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(c) Electric Distribution Operations - allocated to the Client Companies 
based on a weighted average of the Miles of Distribution Lines Ratio 

and the Electric Peak Load Ratio. 

(d) Gas Distribution Operations - allocated to the Client Companies 
based on the Construction-Expenditures Ratio. 

(3) Power Operations - allocated to the Client Companies based on the 
Generating Unit MW Capability Ratio. 

(4) Wholesale Power Operations - allocated to the Client Companies based 
on the Sales Ratio. 

13. Public A f f e  

a. Description of Function 

Prepares and disseminates information to employees, customers, government 

officials, communities and the media. Provides graphics, reproduction 

lithography, photography and video services. 

(I) Services related to corporate governance, public policy, management and 
support services - allocated to the Client Companies based on a weighted 

average of the Gross Margin Ratio, the Labor Dollar Ratio and the PP&E 

Ratio. 

(2) Services related to utility specific activities - allocated to the Client 
Companies based on a weighted average of the Number of Customers 

Ratio and the Number of Employees Ratio. 

b. Method of Allocation 

14. Leaal 

a. Description of Function 

Renders services relating to labor and employment law, litigation, contracts, 

rates and regulatory affairs, environmental matters, financing, financial 

reporting, real estate and other legal matters. 

b. Method of Allocation 
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Allocated to the Client Companies based on a weighted average of the Gross 

Margin Ratio, the Labor Dollar Ratio and the PP&E Ratio. 

15. Rates 

a. Description of Function 

Determines the Client Companies’ revenue requirements and rates to electric 

and gas requirements customers. Administers interconnection and joint 

ownership agreements. Researches and forecasts customers’ usage. 

Allocated to the Client Companies based on the Sales Ratio. 

b. Method of Allocation 

16. Finance 

a. Description of Function 

Renders services to Client Companies with respect to investments, financing, 

cash management, risk management, claims and fire prevention. Prepares 

budgets, financial forecasts and economic analyses. 

Allocated to the Client Companies based on a weighted average of the Gross 

Margin Ratio, the Labor Dollar Ratio and the PP&E Ratio. 

b. Method of Allocation 

17. Rights of Way 

a. Description of Function 

Purchases, surveys, records, and sells real estate interests for Client 

Companies. 

(I) Services related to Distribution system - allocated to the Client Companies 

based on the Miles of Distribution Lines Ratio. 

(2) Services related to electric generation system- allocated to the Client 
Companies based on the Electric Peak Load Ratio. 

(3) Services related to electric transmission system - allocated to the Client 
Companies based on the Circuit Miles of Electric Transmission Lines 

Ratio. 

b. Method of Allocation 

i 
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18. Internal Auditing 

a. Description of Function 

Reviews internal controls and procedures to ensure that assets are 

safeguarded and that transactions are properly authorized and recorded. 

Allocated to the Client Companies based on a weighted average of the Gross 

Margin Ratio, the Labor Dollar Ratio and the PP&E Ratio. 

b. Method of Allocation 

19. Environmental, Health and Safety 

a. Description of Function 

Establishes policies and procedures and governance framework for 

compliance with environmental, health and safety (“EHS”) issues, monitors 

compliance with EHS requirements and provides EHS compliance support to 

the Client Companies’ personnel. 

(1) Services related to corporate governance, environmental policy, 

management and support services - allocated to the Client Companies 

based on a weighted average of the Gross Margin Ratio, the Labor Dollar 

Ratio and the PP&E Ratio. 

(2) Services related to utility specific activities - allocated to the Client 
Companies based on the Sales Ratio 

b. Method of Allocation 

20. Fuels 

a. Description of Function 

Procures coal, gas and oil for the Client Companies. Ensures compliance with 

price and quality provisions of fuel contracts and arranges for transportation of 

the fuel to the generating stations. 

Allocated to the Client companies based on the Sales Ratio. 

b. Method of Allocation 

21. Investor Relations 
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22. 

23, 

a. Description of Function 

Provides communications to investors and the financial community, performs 

transfer agent and shareholder record keeping functions, administers stock 

plans and performs stock-related regulatory reporting. 

Allocated to the Client Companies based on a weighted average of the Gross 

Margin Ratio, the Labor Dollars Ratio and the PP&E Ratio. 

b. Method of Allocation 

I_ Plan- 

a. Description of Function 

Facilitates preparation of strategic and operating plans, monitors trends and 

evaluates business opportunities. 

Allocated to the Client Companies based on a weighted average of the Gross 

Margin Ratio, the Labor Dollars Ratio and the PP&E Ratio. 

b. Method of Allocation 

-- Executive 

a. Description of Function 

Provides general administrative and executive management services. 

Allocated to the Client Companies based on a weighted average of the Gross 

Margin Ratio, the Labor Dollars Ratio and the PP&E Ratio. 

b. Method of Allocation 
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APPENDIX 

DE-CAROLINAS CONDITIONS 

1. In connection with the NCUC approval the Merger in NCUC Docket No. E-7, 
Sub 795, the NCUC adopted certain Regulatory Conditions and a revised Code of 
Conduct governing transactions between DE-Carolinas and its affiliates. Pursuant to the 
Regulatory Conditions, the following provisions are applicable to DE-Carolinas: 

(a) DE-Carolinas' participation in this Agreement is voluntary. DE-Carolinas is 
not obligated to take or provide services or make any purchases or sales pursuant 
to this Agreement, and DE-Carolinas may elect to discontinue its participation in  
this Agreement at its election after giving notice under S e c t i o n a  of the 
Agreement. 

(b) DE-Carolinas may not make or incur a charge under this Agreement exsept 
in accordance with North Carolina law and the rules, regulations and orders of the 
NCUC promulgated thereunder. 

(c) DE-Carolinas may not seek to reflect in rates any (i) costs incurred under 
this Agreement exceeding the amount allowed by the NCUC or (ii) revenue level 
earned under this Agreement less than the amount imputed by the NCUC; and 

(d) Except to the extent that requesting FERC review and authorization 
pursuant to Section 1275(b) of Subtitle F in Title XI1 of PUHCA 2005, as provided 
in Regulatory Condition No. 21, may be determined to have preemptive effect 
under the law, DE-Carolinas will not assert in any forum that the NCUC's authority 
to assign, allocate, make pro-forma adjustments to or disallow revenues and costs 
for retail ratemaking and regulatory accounting and reporting purposes is 
preempted and will bear the full risk of any preemptive effects of federal law with 
respect to this Agreement. 

2. With respect to the transfer by DE-Carolinas under this Agreement of the 
control of, operational responsibility for, or ownership of any DE-Carolinas assets used 
for the generation, transmission or distribution of electric power to its North Carolina retail 
customers with a gross book value in excess of ten million dollars ($10 million), the 
following shall apply: 

(a) DE-Carolinas may not commit to or carry out the transfer except in 
accordance with all applicable law, and the rules, regulations and orders of the 
NCUC promulgated thereunder; and 

(b) DE-Carolinas may not include in its North Carolina cost of service or rates 
the value of the transfer, whether or not subject to federal law, except as allowed 
by the NCUC in accordance with North Carolina law. 
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SECOND AMENDED AND RESTATED SERVICE COMPANY 
NONUTlLiTY SERVICE AGREEMENT 

This Second Amended and Restated Service Company Nonutility Service 

Agreement (this "Second Amended and Restated Service Agreement" or 

"Agreement"), dated September ll 2008 (the "Effective Date") by and among 

Duke Energy Corporation, a Delaware corporation ("Duke"), Cinergy Corp., a 

Delaware corporation ('Cinergy"), and Duke Energy Business Services LLC, a 

Delaware limited liability company, on its own behalf and as successor in interest 

to Duke Energy Shared Services, Inc., (the "Service Company"), and the other 

companies listed on the signature pages hereto (each such other company, 

together with Duke and Cinergy, a "Client Company", and collectively, the "Client 

Companies"), supersedes and restates in its entirety the Amended and Restated , 

Service Company Nonutiiity Service Agreement entered into by the parties dated 

, January 2,2007 (the "Amended and Restated Service Agreement"). 

WITNESSETH 

WHEREAS, the terms of this Agreement are substantially similar to the 

Amended and Restated Service Agreement and the purpose of this Second 

Amended and Restated Service Agreement is to clarify the parties' intentions 

regarding the scope of services. 

WHEREAS, the Service Company and each of the Client Companies 

(other than Duke itself) is a subsidiary of Duke; and 
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WHEREAS, the Service Company and the Client Companies have entered 

into this Agreement whereby the Service Company agrees to provide and the 

Client Companies agree to accept and pay for various services as provided 

herein; and 

NOW, THEREFORE, in consideration of the premises and the mutual 

agreements herein contained, the parties to this Agreement covenant and agree 

as follows: 

ARTICLE I - SERVICES 

Section 1.1 The Service Company shall furnish to a Client Company, as 

requested by a Client Company, upon the terms and conditions hereinafter set 

forth, such of the services described in AprJendix A hereto, at such times, for such 

periods and in such manner as the Client Company may from time to time request 

and which the Service Company concludes it is equipped to perform. The Service 

Company shall also provide a Client Company with such special services, 

including without limitation cost management services, in addition to those 

sewices described in Awendix A hereto, as may be requested by a Client 

Company and which the Service Company concludes it is equipped to perform. In 

supplying such services, the Service Company may (i) arrange, where it deems 

appropriate, for the services of such experts, consultants, advisers and other 

persons with necessary qualifications as are required for or pertinent to the 

rendition of such services, and (ii) tender payments to third parties as agent for 
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and on behalf of Client Companies, with such charges being passed through to 

the appropriate Client Companies. 

Section 1.2 Each Client Company shall take from the Service Company 

such of the services described in Section 1.1, and such additional general or 

special services, whether or not now contemplated, as are requested from time to 

time by such Client Company and which the Service Company concludes it is 

equipped to perform. 

Section 1.3 The services described herein shall be directly assigned, 

distributed or allocated by activity, process, project, responsibility center, work 

order or other appropriate basis. A Client Company shall have the right from time 

to time to amend, alter or rescind any activity, process, project, responsibility 

center or work order provided that (i) any such amendment or alteration which 

results in a material change in the scope of the services to be performed or 

hquipment to be provided is agreed to by the Service Company, (ii) the cost for 

the services covered by the activity, process, project, responsibility center or work 

order shall include any expense incurred by the Service Company as a direct 

result of such amendment, alteration or rescission of the activity, process, project, 

responsibility center or work order, and (iii) no amendment, alteration or rescission 

of an activity, process, project, responsibility center or work order shall release a 

Client Company from liability for all costs already incurred by or contracted for by 

the Service Company pursuant to the activity, process, project, responsibility 
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process, project, responsibility center or work order, regardless of whether the 

services associated with such costs have been completed. 

ARTICLE II - COMPENSATION 

Section 2.1 As compensation for the services to be rendered hereunder, 

(a) each Client Company (other than subsidiaries of Duke that derive substantially 

all of their operating revenues from businesses conducted outside of the United 

States of America (such subsidiaries, "Duke Foreign Companies")) shall pay to 

the Service Company the cost of such services, except to the extent otherwise 

required by Section 482 of the Internal Revenue Code, and (b) each Duke 

Foreign Company shall pay to the Service Company the fair market value of such 

services, but in any event no less than the cost of such services. Where more 

than one Client Company is involved in or has received benefits from a service 

performed, costs will be directly assigned, distributed or allocated, as set forth in 

Appendix A hereto, between or among such companies on a basis reasonably 

related to the service performed to the extent reasonably practicable. 

Section 2.2 The method of assignment, distribution or allocation of costs 

described in Appendix A shall be subject to review annually, or more frequently if 

appropriate. Such method of assignment, distribution or allocation of costs may 

be modified or changed by the Service Company without the necessity of an 

amendment to this Agreement provided that in each instance, costs of all services 

rendered hereunder shall be fairly and equitably assigned, distributed or allocated. 
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allocated. The Service Company shall advise the Client Companies from time to 

time of any material changes in such method of assignment, distribution or 

allocation. 

Section 2.3 The Service Company shall render a monthly statement to 

each Client Company which shall reflect the billing information necessary to 

identify the costs charged for that month. By the last day of each month, each 

Client Company shall remit to the Service Company all charges billed to it. For 

avoidance of doubt, the Service Company and each Client Company may satisfy 

the foregoing requirement by recording billings and payments required hereunder 

in their common accounting systems without rendering paper or electronic 

monthly statements or remitting cash payments. 

Section 2.4 It is the intent of this Agreement that, except as otherwise 

required by Section 482 of the Internal Revenue Code, the payment for services 

rendered by the Service Company to the Client Companies under this Agreement 

shall cover all the costs of its doing business (less the cost of services provided to 

affiliated companies not a party to this Agreement and to other non-affiliated 

companies, and credits for miscellaneous income items), including, but not limited 

to, salaries and wages, office supplies and expenses, outside services employed, 

property insurance, injuries and damages, employee pensions and benefits, 

miscellaneous general expenses, rents, maintenance of structures and 

equipment, depreciation and amortization, profit and compensation for use of 
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compensation for use of capital. Without limitation of the foregoing, “cost,” as 

used in this Agreement, means fully embedded cost, namely, the sum of (I) direct 

costs, (2) indirect costs and (3) costs of capital. 

ARTICLE 111 - TERM 

Section 3.1 This Agreement is entered into as of the Effective Date and 

shall continue in force with respect to a Client Company until terminated by the 

Service Company and Client Company with respect to such Client Company 

(provided that no such termination with respect to less than all of the Client 

Companies shall thereby affect the term of this Agreement or any of the 

provisions hereof) or until terminated by unanimous agreement of all the parties 

then signatory to this Agreement. 

ARTICLE IV - ACCOUNTS AND RECORDS; NEW CLIENT COMPANIES 

Section 4.1 The Service Company shall utilize the Uniform System of 

Accounts prescribed by the Federal Energy Regulatory Commission. 

Section 4.2 The Service Company shall permit each Client Company 

access to its accounts and records, including the basis and computation of 

allocations. 

Section 4.3 Nonutility subsidiaries of Duke organized or acquired after the 

Effective Date may become additional Client Companies subject to this 
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Agreement (each, a "New Client Company") by executing an additional original 

signature page to this Agreement or otherwise agreeing to be bound by the terms 

and provisions hereof (it being understood that such execution or other 

agreement to be bound hereby shall be deemed fully satisfied to the extent that 

any direct or indirect parent company, other than Duke or Cinergy, owning all of 

the oytstanding voting securities of such New Client Company executes such 

additional original signature page or otherwise agrees to be bound by the terms 

and provisions hereof on behalf of such New Client Company). For the avoidance 

of doubt, the mere addition of any New Client Company as a party to this 

Agreement, without more, shall not be deemed to amend or other modify any of 

the terms and provisions of this Agreement. 

ARTICLE V - MISCELLANEOUS 

Section 5.1 Counterparts. This Agreement may be executed in one or 

more counterparts, all of which shall be considered one and the same agreement 

and shall become effective when one or more counterparts have been signed by 

each party and delivered to the other parties. 

Section 5.2 Entire Agreement; No Third Partv Beneficiaries. This 

Agreement (including Appendix A and any other appendices or exhibits or 

schedules hereto) (i) constitutes the entire agreement, and supersedes all prior 

agreements and understandings, both written and oral, among the parties with 

respect to the subject matter of this Agreement (including without limitation the 
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Amended and Restated Service Agreement: and (ii) is not intended to confer 

upon any person other than the parties hereto any rights or remedies. 

Section 5.3 Governing Law. This Agreement shall be governed by, and 

construed in accordance with, the laws of the State of New York, regardless of the 

laws that might otherwise govern under applicable principles of conflict of laws. 

Section 5.4 Assignment. Neither this Agreement nor any of the rights, 

interests or obligations under this Agreement shall be assigned, in whole or in 

part, by operation of law or otherwise by any of the parties hereto without the prior 

written consent of the other parties. Any attempted or purported assignment in 

violation of the preceding sentence shall be null and void and of no effect 

whatsoever. Subject to the preceding two sentences, this Agreement shall be 

binding upon, inure to the benefit of, and be enforceable by, the parties and their 

respective successors and assigns. 

Section 5.5 Amendments. This Agreement may not be amended except 

by an instrument in writing signed on behalf of each of the parties. 

Section 5.6 Internretation. When a reference is made in this Agreement 

to an Article, Section or Appendix or other Exhibit, such reference shall be to an 

Article or Section of, or an Appendix or other Exhibit to, this Agreement unless 
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otherwise indicated. The headings contained in this Agreement are for reference 

purposes only and shall not affect in any way the meaning or interpretation of this 

Agreement. Whenever the words "include", "includes" or "including" are used in 

this Agreement, they shall be deemed to be followed by the words "without 

limitation". The words "hereof', "herein" and "hereunder" and words of similar 

import when used in this Agreement shall refer to this Agreement as a whole and 

not to any particular provision of this Agreement. The definitions contained in this 

Agreement are applicable to the singular as well as the plural forms of such terms 

and to the masculine as well as to the feminine and neuter genders of such term. 

References to a person are also to its permitted successors and assigns. 

[REMAINDER OF PAGE iNTENTlONALLY LEFT BLANK] 
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IN WITNESS WHEREOF, the parties hereto have caused this 

Second Amended and Restated Service Agreement to be executed as of the date 

and year first above written. 

Assistant Corporate Secretary 

Assistant Secretary 

DUKE ENERGYASINESS SERVICES LLC 

Assistant Secretary 

APOG, LLC 
(by Duke Energfiarolinas, LLC its Managing Member) 

,.rl 

By: 
. Beach 

Assistant Secretary 

BISON INSURANCE COMPANY LIMITED 

BY:-- 
Edwin Keith Bone 
Senior Vice President 

BSPE, L.P. 

BY:- -_I 

Wouter T. van Kempen 
Authorized Representative 
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IN WITNESS WHEREOF, the parties hereto have caused this 

Second Amended and Restated Service Agreement to be executed as of the 

date and year first above written. 

DUKE ENERGY CORPORATION 

By: 
Richard G. Beach 
Assistant Corporate Secretary 

CINERGY CORP. 

By: 
Richard G. Beach 
Assistant Secretary 

DUKE ENERGY BUSINESS SERVICES LLC 

By: 
Richard G. Beach 
Assistant Secretary 

APOG, LLC 
(&y Duke Energy Carolinas, LLC its Managing Member;) 

By: 
Richard G. Beach 
Assistant Secretary 

BISON INS~RANCE COMPANY LIMITED 

G’eorge UBrown 
Presiden nd Chief Executive Officer 

BSPE, L.P. 

By: 
Wouter T. van Kempen 
Authorized Representative 

10 



IN WITNESS WHEREOF, the parties hereto have caused this 

Second Amended and Restated Service Agreement to be executed as of the date 

and year first above written. 

DUKE ENERGY CORPORATION 

Richard G. Beach 
Assistant Corporate Secretary 

CINERGY CORP. 

By: 
Richard G. Beach 
Assistant Secretary 

DUKE ENERGY BUSINESS SERVICES LLC 

By: 
Richard G. Beach 
Assistant Secretary 

APOG, LLC 
(by Duke Energy Carolinas, LLC its Managing Member) 

\ 

By: 
Richard G. Beach 
Assistant Secretary 

BISON INSURANCE COMPANY LIMITED 

B Y : - - - ”  
Edwin Keith Bone 
Senior Vice President 

BSPE. L.P. 

By: 
l j Y 0 6 T e  en 

, 



KyPSC 2009-00202 
Attachment DLD-2 
Page 13 of 71 

BSPE GENERAL, LLC 

By: 

w o u t ~ ~  
Authorized Representative 

By: 

?presentative 

A u t w e d  Representative 

CINCAP IV, LLC 
(by Cinergy Capital & Trading, Inc. its Managing Member) 

By: - 
George Dwight, Ii 
Assistant Secretary 

CINCAP V, LLC 
(by Cinergy Capital & Trading, Inc. its Managing Member) 

By: 
George Dwight, I I  
Assistant Secretary 

CINERGY-CENTRUS, INC. 

Richard G. Beach 
Assistant Secretary 

CINERGY-CENTRUS COMMUNICATIONS, INC, 

By: 
Richard G. Beach 
Assistant Secretary 
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BSPE GENEFWL, LLC 

____.- By: 
Wouter T%an Kempen 
Authorized Representative 

BSPE HOLDINGS, LLC 

Wouter T. van Kempen 
Authorized Representative 

BSPE LIMITED, LLC 

BY:----- - 
Wouter T. van Kempen 
Authorized Representative 

CINCAP IV, LLC 
(by Cineqy - C m T r a d i n g ,  Inc. its Managing Member) 

By: 
- 

Assistant Secretary 

CINCAP V, LLC 
(by Cinerg Fapl-ding, lng. its Managing Member) 

By: 

Assistant Secretary 1 

CINERGY-CENTRUS, INC. 

By: 
Richard G. Beach 
Assistant Secretary 

CINERGY-CENTRUS COMMUNICATIONS, INC. 

I 

By: 
Richard G. Beach 
Assistant Secretary 
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BSPE GENERAL, LLC 

By: 
Wouter T. van Kempen 
Authorized Representative 

BSPE HOLDINGS, LLC 

By: - 
Wouter T. van Kempen 
Authorized Representative 

BSPE LIMITED, LLC 

By: I__ 

Wouter T. van Kernpen 
Authorized Representative 

CINCAP IV, LLC 
(by Cinergy Capital & Trading, Inc, its Managing Member) 

By: 
George Dwight, I I  
Assistant Secretary 

CINCAP V, LLC 
(by Cinergy Capital & Trading, Inc. its Managing Member) 

By: 
George Dwight, ll-- 
Assistant Secretary 

CINERGY-CENTRUS , IN C. 

. Beach 
Assistant Secretary 

By: 

Assistant Secretary 

1 1  
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CINERGY CAPITAL & m G ,  INC. 

By: 
Geo 
Assistant Secretary 

CINERGY CLIMATE CHANGE INVESTMENTS, LLC 

By: -- 
Richard G. Beach 
Assistant Secretary 

CINERGY GENERAL HOLDINGS, LLC 

Julia S. Janson 
Secretary 

CINERGY GLOBAL ELY, INC. 

By: 
James D. Duncan, Jr. 
Vice President 

CINERGY GLOBAL HOLDINGS, INC. 

By: -- 
James D. Duncan, Jr. 
Vice President 

CINERGY GLOBAL POWER, INC. 

By: 
Joseph E. Lentz, Jr. 
Vice President 

CINERGY GLOBAL RESOURCES, INC. 

BY:-. 
Joseph E. Lentz, Jr. 
Vice President 
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CINERGY CAPITAL & TRADING, INC. 

BY:-- 
George Dwight, It 
Assistant Secretary 

CINERGY CLIMATE CHANGE INVESTMENTS, LLC 
- n  

- 
Azistant Secretary 

CINERGY GENERAL HOLDINGS, LLC 

By: - - 
Julia S. Janson 
Secretary 

CINERGY GLOBAL ELY, INC. 

BY :- -- 
James D. Duncan, Jr. 
Vice President 

CINERGY GLOBAL HOLDINGS, INC. 

By: 
James D. Duncan, Jr. 
Vice President 

CINERGY GLOBAL POWER, INC. 

By: 
Joseph E. Gntz, Jr. 
Vice President 

CINERGY GLOBAL RESOURCES, INC. 

--- By: 
Joseph E. Lentz, Jr. 
Vice President 

12 
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CINERGY CAPITAL & TRADING, INC. 

- By: 
George Dwight, II 
Assistant Secretary 

CINERGY CLIMATE CHANGE INVESTMENTS, LLC 

By: 
Richard G. Beach 
Assistant Secretary 

CINEPGY GPEPAL HOLDINGS, LLC 

CINERGY GLOBAL ELY, INC. 

-- - By: 
James D. Duncan, Jr. 
Vice President 

CINERGY GLOBAL HOLDINGS, INC. 

By; 
James D. Dyncan, Jr. 
Vice President 

CINERGY GLOBAL POWER, INC. 

By: 
Joseph E. Lentz, Jr. 
Vice President 

CINERGY GLOBAL RESOURCES, INC. 

By: 
Joseph E. Lentz, Jr. 
Vice President 
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CINERGY CAPITAL & TRADING, INC. 

George Dwight, II 
Assistant Secretary 

CINERGY CLIMATE CHANGE INVESTMENTS, LLC 

By: 1-1..- 

Richard G. Beach 
Assistant Secretary 

CINERGY GENERAL HOLDINGS, LLC 

By: - 
Julia S. Janson 
Secretary 

CINERGY GLOBAL ELY, INC. 

/’’ Vice President 

CINERGY GLOBAL HOLDINGS, INC. 

f l  Vice President 

CINERGY GLOBAL POWER, INC. 

By:_ 
Joseph E. Lentz, Jr. 
Vice President 

CINERGY GLOBAL RESOURCES, INC. 

By: .~ 
Joseph E. Lentz, Jr. 
Vice President 
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CINERGY CAPITAL & TRADING, INC. 

By: 
George Dwight, I I  
Assistant Secretary 

CINERGY CLIMATE CtlANGE INVESTMENTS, LLC 

BY:-..-- 
Richard G. Beach 
Assistant Secretary 

CINERGY GENERAL tiOLDINGS, LLC 

By: -- 
Julia S. Janson 
Secretary 

CINERGY GLOBAL ELY, INC. 

B Y : - - .  
James D. Duncan, Jr. 
Vice President 

CINERGY GLOBAL tiOLDINGS, INC. 

By: 
James DrOuncan, Jr. 
Vice President 

CINERGY GLOBAL POWER. INC. 

By: 

Vice President 

i 

Vice President 

12 
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CINERGY INVESTMENTS, INC. 

BY:-. -I___ 

George Dwight, I I  
Assistant Secretary 

CINERGY LIMITED HOLDINGS, LLC 

By: -- 
Greer E. Mendelow 
Assistant Secretary 

CINERGY ORIGINATION & TRADE, LLC 

By: 
Richard G. Beach 
Assistant Secretary 

CINERGY POWER GENERATION SERVICES, LLC 

By: "-- 
Joseph E. Lentz, Jr. 
Vice President 

CINERGY POWER INVESTMENTS, INC. 

BY :- 
Joseph E. Lentz, Jr. 
Vice President 

CINERGY RECEIVABLES COMPANY LLC 

By: -- 
Richard G. Beach 
Secretary 
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CINERGY GLOBAL TRADING LIMITED 

--- By:- 
Julia S. Janson 
Secretary 

Assistant Secretary 

CINERGY LIMITED HOLDINGS, LLC 

By: -.-I__ 

Greer E. Mendelow 
Assistant Secretary 

CINERGY ORIGINATION & TRADE, LLC 

By: - 
Richard G. Beach 
Assistant Secretary 

CINERGY POWER GENERATION SERVICES, LLC 

By: 
Joseph E. Lentz, Jr. 
Vice President 

CINERGY POWER INVESTMENTS, INC. 

By: - 
Joseph E. Lentz, Jr. 
Vice President 

CINERGY RECEIVABLES COMPANY LLC 

By: 
Richard G. Beach 
Secretary 

13 
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CINERGY GLOBAL TRADING LIMITED 

Julia S. Janson 
Secretary 

CINERGY INVESTMENTS, INC. 

By: 
George Dwight, II 
Assistant Secretary 

CINERGY LIMITED HOLDINGS, LLC 

Assistant Secretary 

CINERGY ORIGINATION & TRADE, LLC 

By: 
Richard G. Beach 
Assistant Secretary 

CINERGY POWER GENERATION SERVICES, LLC 

Joseph E. Lentz, Jr. 
Vice President 

CINERGY POWER INVESTMENTS, INC. 

By: 
Joseph E. Lentz, Jr. 
Vice President 

CINERGY RECEIVABLES COMPANY LLC 

By: - 
Richard G. Beach 
Secretary 

13 
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CINERGY GLOBAL TRADING LIMITED 

By: 
Julia S. Jan&; 
Secretary 

CINERGY INVESTMENTS, INC. 

-- By: 
George Dwight, I I  
Assistant Secretary 

CINERGY LIMITED MOLDINGS, LLC 

By: 
Grew E. Mendelow 
Assistant Secretary - 

CINERGAORNNATION & TRADE, ILC 

B y : . B -  G. Beach 

Assistant Secretary 

CINERGY POWER GENERATION SERVICES, LLC 

BY:-- 
Joseph E. Lentz, Jr. 
Vice President 

CINERGY POWER INVESTMENTS, INC. 

By: 
Joseph E. Lentz, Jr. 
Vice President 

CINERGY - RECEjWfXlES COMPANY LLC 

SecretaFy 

13 
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CINERGY GLOBAL TRADING LIMITED 

By: 
Julia S .  Janson 
Secretary 

CINERGY INVESTMENTS, INC. 

By: 
George Dwight, 11 
Assistant Secretary 

CINERGY LIMITED HOLDINGS, LLC 

By: 
Greer E. Mendelow 
Assistant Secretary 

CINERGY ORIGINATION & TRADE, LLC 

-- By: 
Richard G. Beach 
Assistant Secretary 

CINERGY POWER GENERATION SERVICES, LLC 

-.- By: 

Vice President 

Vice President 

CINERGY RECEIVABLES COMPANY LLC 

BY :- _I_ 

Richard G .  Beach 
Secretary 

13 
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CINERGY RETAIL POWER GENERAL. INC. 

By: 

CINERGY RETAIL POWER LIMITED, INC. 

By: 
Richard G. Beach 
Assistant Secretary 

CINERGY RETAIL POWER, L.P. 
era/, Inc. its Geneml Partner) 

--___I 

u 

@ce President 

CINERGY SOLUTIONS -'UTILITY, INC. 

By: 
Richard G. Beach 
Assistant Secretary 

CINERGY SOLUTIONS PARTNERS, LLC 
(by Duke Energy Generation Services, Inc. its Managing Member) 

BY:..-. 
George Dwight, I I  
Assistant Secretary 

CINERGY TECHNOLOGY, INC. 

-___I 
By: 

Richard G, Beach 
Assistant Secretary 

CINERGY TWO, INC. 

By: - 
Richard G. Beach 
Assistant Secretary 

14 
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CINERGY RETAIL POWER GENEkAL, INC. 

By: 
Joseph E. Lentz3-r. 
Vice President 

CINERGY RET& POWER LIMITED. INC. 

By: 

Assstant Secretary 

CINERGY RETAIL POWER, L.P. 
(by Cinergy Retail Power General, lnc. its Genera/ Partner) 

By: 
Joseph Exentz, Jr. 
Vice President 

CINERGY SOLUTIONS - UTILITY, INC. 

-- By: 

Assistant Secretary 

CINERGY SOLUTIONS PARTNERS, LLC 
(by Duke Energy Generation Services, Inc. its Managing Member) 

By: 
George Dwight, I t  
Assistant Secretary 

CINERGY TECHNOLOGY, INC. 
A / ?  

By: 

Assistant Secretary 

CI N ERG3& 

BY:- - 
Ri . Beach 
Assistant Secretary 

14 
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I 

CINERGY RETAIL POWER GENERAL, INC. 

By: .__c_ 

Joseph E. Lentz, Jr. 
Vice President 

CINERGY RETAIL POWER LIMITED, INC. 

By: 
Richard G. Beach 
Assistant Secretary 

CINERGY RETAIL POWER, I...P. 
(by Cinergy Retail Power General, Inc. its General Partner) 

By: 
Joseph E. Lentz, Jr. \ 

Vice President 

CINERGY SOLUTIONS - UTILITY, INC. 

By: - 
RicharrG. Beach 
Assistant Secretary 

CINERGY SOLUTIONS PARTNERS, LLC 

Assistant Secretary 

CINERGY TECHNOLOGY, INC. 

By: 
Richard G. Beach 
Assistant Secretary 

CINERGY TWO, INC. 

Richard G. Beach 
Assistant Secretary 

14 
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CINERGY UK, INC. 

Assistant Secretary 

CINERGY WHOLESALE ENERGY, INC. 

By: 
Joseph E. Lentz, Jr. 
Vice President 

CINFUEL RESOURCES, INC. 

By: 
George Dwight, I I  
Assistant Secretary 

C I N P O W  

By: - 
, G. Beach 

Assistant Secretary 

CRESCENT RESOURCES, LLC 

By: 
Kay H. Arnette 
Assistant Secretary 

CSGP GENERAL, LLC 

By: 
George Dwight, I1 
Assistant Secretary 

CSGP LIMITED, LLC 

BY:-.--. 
George Dwight, I 1  
Assistant Secretary 

I5  
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CINERGY UK, INC. 

By: 
Richard G. Beach 
Assistant Secretary 

CINERGY WHOLESALEANERGY, INC. 

Vice President 

CINFUEL RESOURCES, INC. 

By: - 
George Dwight, I I  
Assistant Secretary 

CINPOWER I ,  LLC 

BY:____ -.- 
Richard G. Beach 
Assistant Secretary 

CRESCENT RESOURCES, LLC 

By: -___ 
Kay H. Arnette 
Assistant Secretary 

CSGP GENERAL, LLC 

George Dwight, I I  
Assistant Secretary 

CSGP LIMITED, LLC 

By: -- 
George Dwight, I I  
Assistant Secretary 



KyPSC 2009-00202 
Attachment DLD-2 
Page 31 o f  71 

CINERGY UK, INC. 

By: - 
Richard G. Beach 
Assistant Secretary 

CINERGY WHOLESALE ENERGY, INC. 

By: 
Joseph E. Lentz, Jr. 
Vice President 

CINFUEL R E S O U m S ,  INC. ~ 

Assistant Secretary 

CINPOWER I, LLC 

By: -- 
Richard G. Beach 
Assistant Secretary 

CRESCENT RESOURCES, LLC 

By: 
Kay H. Arnette 
Assistant Secretary 
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Assistant Secretary 

CSGP SERVICES, L.P- 

Assistant Secretary 

CST GREEN POWE 

Assistant Secretary 
n 

Assistant Secretary 
n 

16 
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Assistant Secret&!y W 

Assistant S e  m 

i 

! 
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DEGS OF MONA 

By: 

Assistant Secretary 
n 

V' V Assistant Secretary 
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v 
Assistant SecretaryV 

J Assistant Secreyary 

Assistant Secrefdry 
n 

/ Assistant Secretary 

v 
Assistant Secretary 

DEGS WIND I, LLC 

By; 
Richard G. Beach 
Assistant Secretary 

DEGS WIND SUPPLY, LLC 

i 

B Y : - . - .  
Richard G. Beach 
Assistant Secretary 

19 
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DEGS OF SHREVEPORT, LLC 

BY:__ 
George Dwight, II 
Assistant Secretary 

DEGS OF SOUTH CHARLESTON, LLC 

By: 
George Dwight, i l  
Assistant Secretary 

DEGS OF ST. BERNARD, LLC 

By: 
George Dwight, I I  
Assistant Secretary 

DEGS OF ST. PAUL, LLC 

BY:- - 
George Dwight, l i  
Assistant Secretary 

DEGS OF TUSCOLA, INC. 

By: 
George Dwight, II 
Assistant Secretary 

DEGS WINO I, LLC n n  

By: 
R i d d t r m e a c h  
Assistant Secretary 

Assistant Secretary 

19 
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DELTA TOWNS 

By: 

W Assistant Secretary 

DELTA TOWN 

By: 
Geo 
Assi 

DETMI MANAGEMENT, INC. 

By: 
Richard G. Beaih 
Assistant Secretary 

DUKE-CADENCE, INC. 

Richard G. Beach 
Assistant Secretary 

DUKE-RELIANT RESOURCES, INC. 

BY :- 
Richard'G. Beach 
Assistant Secretary 

20 



DELTA TOWNSHIP UTILITIES, LLC 

By: - 
George Dwight, II 
Assistant Secretary 

DELTA TOWNSHIP UTILITIES II, LLC 

By: 
George Dwight, II 
Assistant Secretary 

Assistant Secretary 

DUKE-CADENCE. INC. 

.- By: 
f?kt&&& Beach 
Assistant Secretary 

DUKE-RELIANT RESOURCES, INC. 

.-_II- 

By: 
. Beach 
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Assistant Secretary 

20 
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DUKE BROADBAND, LLC 

. Beach 
Assistant Secretary 

DUKE CAMMUNJCATIONS HOLDINGS, INC. 

Assistant Secretary 

DU KE ENERGY AMERICAS, LLC 

By: =- 
% h x G .  Beach 

Assistant Secretary 

DUKE ENEKGY ENGINEERING, INC. 

BY:- ---- 
George Dwight, II 
Assistant Secretary 

DUKE ENERGY GENERATION SERVICES, INC. 

_I_._I__ By: 
George Dwight, II 
Assistant Secretary 

DUKE ENERGY GENERATION SERVICES HOLDING COMPANY, INC. 

By: _I 

George Dwight, 11 
Assistant Secretary 

DUKE ENERGY GLOBAL MARKETS, INC. 

B Y : - 4 & -  . Beach ..- 

Assistant Secretary 

21 
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DUKE BROADBAND, LLC 

BY:-- 
Richard G. Beach 
Assistant Secretary 

DUKE COMMUNICATIONS HOLDINGS, INC. 

By: 
Richard G. Beach 
Assistant Secretary 

DUKE ENERGY AMERICAS, LLC 

By: 
Richard G. Beach 
Assistant Secretary 

G COMPANY, INC. 

Assistant Secretary 

DUKE ENERGY GLOBAL MARKETS, INC. 

BY:- 
Richard G. Beach 
Assistant Secretary 

21 
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DUKE ENERGYADUSTRIAL - SALES, LLC 

BY:-- 

Assistant Secretary 

DUKE ENERGY INTERNATIONAL, LLC 

BY:--..- - 
Javier Gonzalez 
Assistant Secretary 

DUKE ENERGY INTERNATIONAL GROUP, LTD. 

BY:- 
Javier Gonzalez 
Assistant Secretary 

DUKE ENERGY INTERNATIONAL. HOLDING, LTD. 

-.-..--.-.---- By: 
JaviG-Gonzalez 
Assistant Secretary 

DUKE ENERGY MARKETING AMERICA, LLC 

BY:- 
Greer E. Mendelow 
Assistant Secretary 

DUKE ENERGY MERCHANTS, LLC 
11- 

Assistant Secretary 

DUKE ENERGY NORTH AMERICA, LLC 
- n  

Assistant Secretary 

22 
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DUKE ENERGY INDUSTRIAL SALES, LLC 

By: 
Richard G. Beach 
Assistant Secretary 

DUKE ENERGY INTERNATIONALl LLC 

BY:-*&&- Javie onzalez 

Assistbht Secretary 

DUKE ENERGY INTERNATIONAL GROUP, LTD. 

By: 
Jad& Gonzalez 
Asutant Secretary 

DUKE ENERGY INTERNATIONAL HOLDING, LTD. 

AsUtant Secretary 

DUKE ENERGY MARKETING AMERICA, LLC 

n.,. 

Greer E. Mendelow 
Assistant Secretary 

DUKE ENERGY MERCHANTS, LLC 

By: 
Richard G. Beach 
Assistant Secretary 

DUKE ENERGY NORTH AMERICA, LLC 

- By: 
Richard G. Beach 
Assistant Secretary 

22 
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DUKE ENERGY INDUSTRIAL SALES, LLC 

BY:- -- 
Richard G. Beach 
Assistant Secretary 

DUKE ENERGY INTERNATIONAL, LLC 

By: 
Javier Gonzalez 
Assistant Secretary 

DUKE ENERGY INTERNATIONAL GROUP, LTD. 

By: --- 
Javier Gonzalez 
Assistant Secretary 

DUKE ENERGY INTERNATIONAL HOLDING, LTD. 

By: _. 
Javier Gonzalez 
Assistant Secretary 

DUKE ENERGY MARKETJNG AMERICA, LLC 

'Greer E. Mendelow 
Assistant Secretary 

DUKE ENERGY MERCHANTS, LLC 

By: -- 
Richard G. Beach 
Assistant Secretary 

DUKE ENERGY NORTH AMERICA, LLC 

BY:-- 
Richard G. Beach 
Assistant Secretary 

22 
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DUKE ENERGY ONE, INC. 
n n  

By: ).?.?A - 
Rich r each 
Assiaant Secretary 

DUKE ESI_SRGY&ECEIVABLES FINANCE COMPANY, LLC 

By: 
Rkldb6. Beach 
Assistant Secretary 

ETAIL SALES, LLC 

- 
Assistant Secretary 

~ 

Assistant Secretary 

DUKE ENERGY SERVICES, INC. 

By: ,@& 
i ar G. Beach 

Assistant Secretary 

DUKE ENERGY TRADING AND MARKETINGl L.L.C. 

By: 

DUKE ENERGY TRADING AND MARKETINGl L.L.C. 
~ r ? n  

By: 
Beach 

Assistant Secretary 

DUKE PROJECT SERVICES, INC. 

. Beach 
Assistant Secretary 

23 
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I 

DUKE SUPPLY - K W O R K ,  LLC 

As3stant Secretary 

DUKE 'TECHNOLOGIES, INC. 

By: 

BY:- 
. Beach 

Assistant Secretary 

DUKE VENTURES It, LLC E?JY:.-WiL!-=C2- . Beach 

Assistant Secretary 

DUKENET COMMUNICATIONSJ LLC 
/ - . - - -  

By: 
I3.@hW6. Beach 
Assistant Secretary 

DUKENET COMMUNICATION SERVICES, LLC 
n -  

Assistant Secretary 

DUKETEC, LLC 

BY:.>-- . Beach 

Assistant Secretary 

24 
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Assistant Secretary 

DUKETEC I I ,  LLC 

As3stant Secretary 

ENERGY EQUIPMENT LEASING LLC 

BY:-..- I_- 

George Dwight, I I  
Assistant Secretary 

ENVIRONMENTAL WOOD SUPPLY, LLC 

By: _I 

David A. Ledonne 
Vice President 

EVENT RESOURCES I LLC 

Assistant Secretary 

25 
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DUKETEC I ,  LLC 

BY:- 
Richard G. Beach 
Assistant Secretary 

DUKETEC I I ,  LLC 

By: 
Richard G. Beach 
Assistant Secretary 

Assistant Secretary u 
ENVIRONMENTAL WOOD SUPPLY, LLC 

By: 
David A. Ledonne 
Vice President 

WENT RESOURCES I LtC 

By: 
Richard G. Beach 

~ Assistant Secretary 

25 
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UUKETEC I, LLC 

-- By: 
Richard E. Beach 
Assistant Secretary 

DUKETEC 11, LLC 

By: 
Richard G. Beach 
Assistant Secretary 

ENERGY EQUIPMENT L.EASING LLC 

- By: 
George Dwight, II 
Assistant Secretary 

. David ATLedonne 
Vice President 

EVENT RESOURCES I LLC 

By: 
Richard G. Beach 
Assistant Secretary 

25 
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GREEN POWER G.P., LLC 

By: 

presentative 

GREEN POWER HOLDINGS, LLC 

Authorized Representative 

GREEN POWER LIMITED, LLC 

By: 4L-y ,, 
Wouter T e  en 
Authorized Representative 

HAPPY JACK WINDPOWER, LLC 

__I_-- 

By: 
Richard G. Beach 
Assistant Secretary 

KO TRANSMISSION COMPANY 

- -- By: 
Richard G. Beach 
Assistant Secretary 

LANSING GRAND RIVER UTILITIES, LLC 

BY:- .--- 
George Dwight, ll 
Assistant Secretary 

LH1, LLC 

BY 1- ..-- 
George Dwight, I I  
Assistant Secretary 

26 
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GREEN POWER G.P., LLC 

Wouter T. van Kempen 
Authorized Representative 

GREEN POWER HOLDINGS, LLC 

By: 
Wouter T. van Kempen 
Authorized Representative 

GREEN POWER LIMITED, LLC 

By: 
Wouter T. van Kempen 
Authorized Representative 

HAPPYACK WINDPOWER, - LLC 

By: ‘gm- 
IC ar . Beach 

Axistant Secretary 

KO TRANSMISSION COMPANY 
n n  

Azstant Secretary 

LANSING GRAND RIVER UTILITIES. LLC 

By: - 
George Dwight, I1 
Assistant Secretary 

LHI, LLC 

i 

By: 
George Dwight, I1 
Assistant Secretary 

26 



KyPSC 2009-00202 
Attachment DLD-2 
Page 51 of71 

GREEN POWER G.P., Ll-C 

By: 
Wouter T. van Kempen 
Authorized Representative 

GREEN POWER HOLDINGS, LLC 

I 
By: 

Wouter T. van Kempen 
Authorized Representative 

GREEN POWER LIMITED, LLC 

By: 
Wouter T. van Kempen 
Authorized Representative 

HAPPY JACK WINDPOWER, LLC 

- By: 
Richard G. Beach 
Assistant Secretary 

KO TRANSMISSION COMPANY 

-.- By: 
Richard G. Beach 
Assistant Secretary 

Assistant Secretary 

CHI, LLC 

By: \ 

George Dwight, I I  

! 

, 

Assistant Secretary 

26 
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MIAMI POWER CORPORATiON 

By: 

Assistant Secretary 

NOTREES WINDPOWER, LP 
C its Genera! Parfner) 

Assistant Secretary 

OAK MOUNTAIN PRODUCTS. LLC 

I__ 

By: 
George Dwight, I I  
Assistant Secretary 

ocor iLLo WINDPOWER, LP 
(by TE Ocotillo, LLC its General Partner) 

By: 
R M a w .  Beach 
Assistant Secretary 

OHIO RIVER VALLEY PROPANE, LLC 

.- - By: 
Julia S. Janson 
secretary 

OKLAHOMA ARCADIAN UTILITIES, LLC 

By: 
George Dwight, II 
Assistant Secretary 

OWINGS MILLS ENERGY EQUIPMENT LEASING L.LC 

By: 
George Dwight, II 
Assistant Secretary 

27 
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MIAMI POWER CORPORATION 

BY:--- 
Richard G. Beach 
Assistant Secretary 

NOTREES WINDPOWER, LP 
(by TE Nofrees, LLC its General Parfner) 

By: 
Richard G. Beach 
Assistant Secretary 

Assistant Secraary 

OCOTILLO WINDPOWER, LP 
(by TE Ocotillo, LLC its General Partner) 

Richard G. Beach 
Assistant Secretary 

OHIO RIVER VALLEY PROPANE, LLC 

By: - 
Julia S. Janson 
Secretary 

n 

Assistant Secretary' 

Assistant Secretary 

! 
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MIAMI POWER CORPORATION 

By: - 
Richard G. Beach 
Assistant Secretary 

NOTREES WINDPOWER, LP 
(by TE Notrees, LLC its General Partner) 

By: 
Richard G. Beach 
Assistant Secretary 

OAK MOUNTAIN PRODUCTS, LLC 

-- By: 
George Dwight, I 1  
Assistant Secretary 

OCOTILLO WINDPOWER, LP 
(by TE Ocotillo, LLC its General Partner) 

BY:-- 
Richard G. Beach 
Assistant secretary 

Ot-Il? RlVERYALbEY PROPANE, LLC 

.- 

OKLAHOMA ARCADIAN UTILITIES, LLC 

By: 
George Dwight, II 
Assistant Secretary 

OWINGS MILLS ENERGY EQUIPMENT LEASING LLC 

By: 
George Dwight, I1 
Assistant Secretary 

21 
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PANENERGY CORP 

By: ---.-I____ 
. Beach 

Assistant Secretary 

RELIANT SERVICES, LLC 

By: 
. Beach'- 

Assistant Secretary 

SMREVEPORT RED RIVER UTILITIES, LLC 

BY:--- - 
George Dwight, I1 
Assistant Secretary 

SILVER SAGE II WINDPOWER, LLC 

By: 

Assistant Secretary 

COMPANY, INC. 

---- 

Assistant Secretary 

SOUTH HOUSTON GREEN POWER, L.P. 

By: 
Woiiter T. van Kempen 
Authorized Representative 

SPRUCE MOUNTAIN PRODUCTS. LLC 
( b y - S p z v e n t s ,  if C its Managing Member) 

By: -- 
Ri d ,Beach 
Assistant Secretary 
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PANENERGY CORP 

BY:- 
Richard G. Beach 
Assistant Secretary 

RELIANT SERVICES, LLC 

By: -____ 
Richard G. Beach 
Assistant Secretary 

Assistant Secretarf 7 

SILVER SAGE WINDPOWER, LLC 

By: 
Richard G. Beach 
Assistant Secretary 

SOUTH CONSTRUCTION COMPANY, INC. 

By: 
Richard G. Beach 
Assistant Secretary 

SOUTH HOUSTON GREEN POWER, L.P. 

By:____ 
Wouter 7. van Kempen 
Authorized Representative 

SPRUCE MOUNTAIN PRODUCTS, LLC 
(by Spruce Mountain Investments, LLC its Managing Member) 

BY:- 
Richard G. Beach 
Assistant Secretary 



. .  
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PANENERGY CORP 

By: 
Richard G, Beach 
Assistant Secretary 

RELIANT SERVICES, LLC 

By: 
Richard G. Beach 
Assistant Secretary 

SHREVEPORT RED RIVER UTILITIES, LLC 

By: 
George Dwight, I I  
Assistant Secretary 

SILVER SAGE WINDPOWER, LLC 

By: 
Richard G. Beach 
Assistant Secretary 

SOUTH CONSTRUCTION COMPANY, INC. 

By: 
Richard G. Beach 
Assistant Secretary 

SOUTH HOUSTON GREEN POWER, L.P. 

Authorized Representative 

SPRUCE MOUNTAIN PRODUGTS, LLC 
(by Spruce Mountain Investments, LLC its Managing Member) 

_.-- By: 
Richard G. Beach 
Assistant Secretary 
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- 
David A. Ledonne 
President 

Vice President 

SUEZ-DEGS OF ASHTABULA, LLC 

By: 
George Dwight, II 
Assistant Secretary 

SUEZ-DEGS OF LANSING, LLC 

I___.-.- By: 
George Dwight, I I  
Assistant Secretary 

SUEZ-DEGS OF ORLANDO, LLC 

By: 
George Dwight, I I  
Assistant Secretary 

SUEZ-DEGS OF OWINGS MILLS, LLC 

.- By: 
George Dwight, I I  
Assistant Secretary 

SUEZ-DEGS OF ROCHESTER, LLC 

By: 
George Dwight, I I  
Assistant Secretary 
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ST. PAUL COGENERATION, LLC 

By: 
David A. Ledonne 
President 

SUEZ-DEGS, LLC 

By: .- 
David A. Ledonne 
Vice President 

Assistant Secr- u 

Y 

Assistant S&r&ary 
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" 
Assistant Secretary 

SUEZ-DEGS OF WSCOLA, fi 

By: 
George 
Assistant Secretary 

n 
SUEUWVNNDE 

By: 

Assistant Secretary 
n 

SYNCAP I I ,  LLC 

BY:--- 
Geo 
Assistant Secretary 

TE HAPPY JACK, LLC 

BY :- .- 
Richard G. Beach 
Assistant Secretary 

TE NOTREES, LLC 

By: 
RichardT. Beach 
Assistant Secretary 

TE OCOTILLO, LLC 

By: 4 

Richard G. Beach 
Assistant Secretary 
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SUEZ-DEGS OF SILVER GROVE, LLC 

BY:. 
George Dwight, I I  
Assistant Secretary 

SUEZ-DEGS OF TUSCOLA, LLC 

By: 
George Dwight, II 
Assistant Secretary 

SUEZNWNNDEGS OF LANSING, LLC 

By: 
George Dwight, I1 
Assistant Secretary 

SYNCAP II, LLC 

BY:- 
George Dwight, I I  
Assistant Secretary 

TE HAPPY JACK LLC 

By: @A ----- . Beach 
Assistant Secretary 

TE NOTREES, L L L  

By: 

Aszstant Secretary 

TE OCOTILLO, L L  

By: Tad 
Ri a each 
Assxant Secretary 
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By: 

TEAK MOUNTAMRODUCTS, - LLC 

By: . 
R 
Assistant Secretary 

EMENT COMPANY 

By: 

Asdstant Secretary 
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Appendix A 10 
Second Amended and Restated 

Service Company 
Nonutility Service Agreement 

DESCRIPTION OF SERVICES 
AND DETERMINATION OF CHARGES FOR SERVICES 

1. The Service Company will maintain an accounting system for accumulating all 
costs on an activity, process, project, responsibility center, work order or other 
appropriate basis. To the extent practicable, time records of hours worked by 
Service Company employees will be kept by activity, process, project, 
responsibility center or work order. Charges for salaries will be determined from 
such time records and will be computed on the basis of employees' labor costs, 
including the cost of fringe benefits, indirect labor costs and payroll taxes. 
Records of employee-related expenses and other indirect costs will be 
maintained for each functional group (a "Function") within the Service Company. 
Where identifiable to a particular activity, process, project, responsibility center 
or work order, such indirect costs will be directly assigned to such activity, 
process, project, responsibilrty center or work order. Where not identifiable to a 
particular activity, process, project, responsibility center or work order, such 
indirect costs within a Function will be allocated in relationship to the directly 
assigned costs of the Function. For purposes of this Appendix A, any costs not 
directly assigned by the Service Company will be allocated monthly. 

11. Sewice Company costs accumulated for each activity, process, project, 
responsibility center or work order will be directly assigned, distributed or 
allocated to the Client Companies or other Functions within the Service 
Company as followsi 

1. Costs accumulated in an activity, process, project, responsibility center or 
work order for services specifically performed for a single Client Company 
or Function will be directly assigned and charged to such Client Company 
or Function. 

2. Costs accumulated in an activity, process, project, responsibility center or 
work order for services specifically performed for two or more Client 
Companies or Functions will be distributed among and charged to such 
Client Companies or Functions. The appropriate method of distribution 
will be determined by the Service Company on a case-by-case basis 
consistent with the nature of the work performed and will be based on the 
application of one or more of the methods described in Section IV and V 
of this Appendix A. The distribution method will be provided to each such 
affected Client Company or Function. 

I 

3. Costs accumulated in an activity, process, project, responsibility center or 
227026 
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or work order for services of a general nature which are applicable to all 
Client Companies or Functions or to a class or classes of Client 
Companies or Functions will be allocated among and charged to such 
Client Companies or Functions by application of one or more of the 
methods enumerated in Sectio-n 111. 

111. For purposes of this Appendix A, the following definitions or methodologies shall 

be utilized: 

1. “Gross margin” refers to revenues as defined by Generally Accepted 

Accounting Principles, less cost of sales, including but not limited to fuel, 

purchased power, emission allowances and other cost of sales. 

The weights utilized in the weighted average ratios in paragraph V of this 

Appendix A shall represent the percentage relationship of the activities 

associated with the function for which costs are to be allocated. For 

example, if an expense item is to be altocated on the weighted average of 

the Gross Margin Ratio, the Labor Dollars Ratio and the Total Property, 

Plant and Equipment (“PP&E“) Ratio, and the activii to be allocated is 

one-third gross margin related, one-third labor related and one-third 

PP&E related, 33 percent of ?he Gross Margin Ratio would be utilized, 33 

percent of the Labor Dollars Ratio and 34 percent of the PP&E Ratio 

would be utilized. To illustrate this application, assuming that the Gross 

Margin Ratio were 53.75 percent for Company A and 46.25 percent for 

Company B, the Labor Dollars Ratio were 25 percent for Company A and 

75 percent for Company B, and the Total PP&E Ratio were 60 percent for 

Company A and 40 percent for Company B, the following weighted 

average ratio would be computed: 

2. 

_. Company A . CompanyB 
Activity Weight Ratio Weighted Ratio Weighted 

Gross Margin Ratio 33% 53.75% 17.74% 46.25% 15.26% 
Labor Dollars Ratio 33% 25.00% 8.25% 75.00 Oh 24.75% 
Total Property, Plant 
and Equipment Ratio 34% 60.00% 20.40% 40.00% 13.60% 

100% 46.39% 53.61% 
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IV. Costs accumulated in an activity, process, project, responsibility center or work 
order for services of a general nature which are applicable to all Client 
Companies or Functions or to a class or classes of Client Companies or 
Functions will be allocated and/or distributed among and charged to such Client 
Companies or Functions by application of one or more of the following allocation 
methods: 

1. Revenues Ratio. A ratio based on the total applicable revenues for a 
preceding twelve consecutive calendar month period, the numerator of 
which is for a Client Company and the denominator of which is for all 
Client Companies (and Duke Energy Corporation's domestic utility 
affiliates, where applicable). This ratio will be determined annually or at 
such time as may be required due to a significant change. 

2. Number of Employees Ratio. A ratio based on the applicable number of 
employees at the end of a recent month in the preceding twelve 
consecutive month period, the numerator of which is for a Client 
Company or Service Company Function and the denominator of which is 
for all Client Companies (and Duke Energy Corporation's domestic utility 
affiliates, where applicable) and/or the Service Company. This ratio will 
be determined annually or at such time as may be required due to a 
significant change. 

3. Construction-Expenditures Ratio. A ratio based on the applicable 
projected total construction expenditures for the following twelve 
consecutive calendar month period, the numerator of which is for a Client 
Company and the denominator of which is for all Client Companies (and 
Duke Energy Corporation's domestic utility affiliates, where applicable). 
Separate ratios will be computed, where applicable, for total construction 
expenditures and appropriate functional plant classifications. This ratio 
will be determined annually or at such time as may be required due to a 
significant change. 

4. Number of Central Processincl Unit (CPU) Seconds Ratio. A ratio based 
on the sum of the applicable number of central processing unit seconds 
expended to execute mainframe computer software applications for a 
preceding twelve consecutive calendar month period, the numerator of 
which is for a Client Company or Service Company Function and the 
denominator of which is for all Client Companies (and Duke Energy 
Corporation's domestic utility affiliates, where applicable) and/or the 
Service Company. This ratio will be determined annually or at such time 
as may be required due to a significant change. 

5. Sales Ratio. A ratio, based on the applicable domestic firm kilowatt-hour 
electric sales (and/or the equivalent cubic feet of gas sales, where 
applicable), excluding intra-system sales, for a preceding twelve 
consecutive calendar month period, the numerator of which is for a Client 
Company and the denominator of which is for all utility Client Companies 

3 



KyPSC 2009-00202 
Attachment DLD-2 
Page 66 of 71 

Companies (and Duke Energy Corporation's domestic utility affiliates, 
where applicable), This ratio will be determined annually, or at such time 
as may be required due to a significant change. 

Electric Peak Load Ratio. A ratio, based on the sum of the applicable 
monthly damestic firm electric maximum system demands for a preceding 
twelve consecutive calendar month period, the numerator of which is for 
a Client Company and the denominator of which is for all Client 
Companies (and Duke Energy Corporation's domestic utility affiliates, 
where applicable). This ratio will be determined annually, or at such time 
as may be required due to a significant change. 

6. 

7. Number of Customers Ratio. A ratio, based on the applicable number of 
customers at the end of a recent month in the preceding twelve 
consecutive month period, the numerator of which is for a Client 
Company and the denominator of which is for all Client Companies (and 
Duke Energy Corporation's domestic utility affiliates, where applicable). 
This ratio will be determined annually, or at such time as may be required 
due to a significant change. 

8. Inventow Ratio. A ratio based on the total applicable inventory balance 
for the preceding year, the numerator of which is for a Client Company 
and the denominator of which is for all Client Companies (and Duke 
Energy Corporation's domestic utility affiliates, where applicable). 
Separate ratios will be computed for total inventory and the appropriate 
functional plant classifications. This ratio will be determined annualfy or at 
such time as may be required due to a significant change. 

Procurement Spending Ratio. A ratio based on the total amount of 
applicable procurement spending for the preceding year, the numerator 
of which is for a Client Company or Service Company Function and the 
denominator of which is for all Client Companies (and Duke Energy 
Corporation's domestic utility affiliates, where applicable) and/or the 
Service Company. Separate ratios will be computed for total procurement 
spending and appropriate functional plant classifications. This ratio will be 
determined annually or at such time as may be required due to a 
significant change. 

9. 

I O .  Sauare Footane Ratio. A ratio based on the total amount of applicable 
square footage occupied in a recent month in the preceding twelve 
consecutive month period, the numerator of which is for a Client 
Company or Service Company Function and the denominator of which is 
for all Client Companies (and Duke Energy Corporation's domestic utility 
affiliates, where applicable) andlor the Service Company. This ratio will 
be determined annually or at such time as may be required due to a 
significant change. 

11. Gross Margin Ratio. A ratio based on the total applicable gross margin 
for a preceding twelve consecutive calendar month period, the numerator 
of which is for a Client Company and the denominator of which is for all 

4 
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which is for all Client Companies (and Duke Energy Corporation's 
domestic utility affiliates, where applicable). This ratio will be determined 
annually or at such time as may be required due to a significant change. 

12. Labor Dollars Rat@. A ratio based on the total applicable labor dollars for 
a preceding twelve consecutive calendar month period, the numerator of 
which is for a Client Company or Service Company Function and the 
denominator of which is for all Client Companies (and Duke Energy 
Corporation's domestic utility affiliates, where applicable) and/or the 
Service Company. This ratio will be determined annually or at such time 
as may be required due to a significant change. 

13. Number of Personal Computer Work Stations Ratio. A ratio based on the 
total number of applicable personal computer work stations at the end of 
a recent month in the preceding twelve consecutive month period, the 
numerator of which is for a Client Company or Service Company Function 
and the denominator of which is for all Client Companies (and Duke 
Energy Corporation's domestic utility affiliates, where applicable) andlor 
the Service Company. This ratio will be determined annually or at such 
time as may be required due to a significant change. 

14. Number of Information Systems Servers Ratio. A ratio based on the total 
number of applicable servers at the end of a recent month in the 
preceding twelve consecutive month period, the numerator of which is for 
a Client Company or Service Company Function and the denominator of 
which is for all Client Companies (and Duke Energy Corporation's 
domestic utility affiliates, where applicable) and/or the Service Company. 
This ratio will be determined annually or at such time as may be required 
due to a significant change. 

15. Total Propertv, Plant and Eauipment Ratio. A ratio based on the total 
applicable Property, Plant and Equipment balance (net of accumulated 
depreciation and amortization) for the preceding year, the numerator of 
which is for a Client Company and the denominator of which is for all 
Client Companies (and Duke Energy Corporation's domestic utility 
affiliates, where applicable). This ratio will be determined annually or at 
such time as may be required due to a significant change. 

16. Generating Unit MW CaRabilitv Ratio. A ratio, based on the total 
applicable installed megawatt capability for the preceding year, the 
numerator of which is for a Client Company and the denominator of which 
is for all Client Companies (and Duke Energy Corporation's domestic 
utility affiliates, where applicable). This ratio will be determined annually 
or at such time as may be required due to a significant change. 

5 



IV. A general description of each Function's activities is set forth below. 

I. INFORMATION SYSTEMS 

Provides communications and electronic data processing services. 
Examples of activities include development and support of mainframe 
computer software applications; procurement and support of personal 
computers and related network and software applications; development 
and support of distributed computer software applications (e.g., servers); 
installation and operation of communications systems; and management 
and support services. 

2. METERS 

Procures and maintains meters, similar equipment for Client Companies. 
Assists Client Companies in rendering purchasing, construction, 
installation, inspection, maintenance, repair and related services for 
custorner-owned meters and similar equipment. 

3. TRANSPORTATION 

Procures and maintains vehicles, aircraft and similar equipment for Client 
Companies. Assists Client Companies in rendering purchasing, 
construction, installation, inspection, maintenance, repair and related 
services with respect to vehicle fleets, aircraft and similar equipment. 

4. HUMAN RESOURCES 

Establishes and administers policies and supervises compliance with 
legal requirements in areas of employment, compensation, benefits and 
employee health and safety. Processes payroll and employee benefit 
payments. Supervises contract negotiations and relations with labor 
unions. 

5, FACILITIES 

Operates and maintains office and service buildings. Provides securiiy 
and housekeeping services for such buildings and procures office 
furniture and equipment. 

6. ACCOUNTING 

! 

Maintains books and records of Duke Energy Corporation and its 
affiliates, prepares financial and statistical reports, processes payments 
to vendors, prepares tax filings and supervises compliance with tax and 
other similar laws and regulations. 

6 
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7. PUBLIC AFFAIRS 

Prepares and disseminates information to employees, customers, 
government officials, communities and media. Provides graphics, 
reproduction lithography, photography and video services. 

Renders services relating to labor and employment law, litigation, 
contracts, rates and regulatory affairs, environmental matters, financing, 
financial reporting, real estate and other legal matters. 

9. FINANCE 

Renders services to Client Companies with respect to investments, 
financing, cash management, risk management, insurance, claims, etc. 
Prepares budgets, financial forecasts, economic analyses and other 
similar finance-related documents andlor reports. Assists Client 
Companies in rendering financial-related services to customers, such as 
development and implementation of “shared savings” arrangements, and 
in providing financing options to customers (loans, leases, etc.) principally 
in connection with sales of Client Company goods and services. 

10. INTERNAL AUDIT 

Reviews internal controls and procedures to ensure that assets are 
safeguarded and that transactions are properly authorized and recorded. 

I I ~ INVESTOR RELATIONS 

Provides communications to investors and financial community, performs 
transfer agent and shareholder record-keeping functions, administers 
stock plans and performs stack-related regulatory reporting. 

12. PLANNING 

Assists in development of business plans; monitoring of trends; gathering 
and evaluation of information with respect to competitors and customers; 
evaluation of business opportunities; related strategic matters. 

’l3. EXECUTIVE 

Provides general administrative and executive management services. 

7 
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14, ENERGY-RE LATE D FACl L l n  MA1 NTE NANCE 

Assists Client Companies in rendering maintenance and related 
consulting services for customer-owned utility assets (generation, 
transmissionfiransportation and distribution facilities) and other energy- 
related facilities and equipment, such as cogeneration facilities, fuel 
systems, chiliedhot water systems, fiber optic/telecommunications 
facilities, outdoor and street lighting systems, etc. To the extent Client 
Companies themselves own any such facilities and equipment, such 
maintenance services may also be provided to any such Client Company. 

15, ENGINEERING AND CONSTRUCTION 

Assists Client Companies in rendering engineering and construction and 
related consulting services for customer-owned utility assets (generation, 
transmissionltransportation and distribution facilities) and other energy- 
related facilities and equipment, such as cogeneration facilities, fuel 
systems, chilledlhot water systems, fiber optic/telecommunications 
facilities, outdoor and street lighting systems, etc. To the extent Client 
Companies themselves own any such facilities and equipment, such 
engineering and construction services may also be provided to any such 
Client Company. 

A6. MARKETING AND CUSTOMER RELATIONS 

Assists Client Companies in designing, implementing and promoting 
products and services to potential customers and in administering 
business relationships with existing customers. Activities include 
assisting Client Companies in connection with (1) advertising, (2) making 
initial contacts with and designing specific proposals for potential 
customers; (3) administering business relationships with customers 
including bill processing and payment collection; and (4) operation of 
telephone Cali centers with respect to foregoing matters. 

17. MATERIALS MANAGEMENT 

Provides services in connection with procurement of materials and 
contract services, processes payments to vendors, and provides 
management of materials and supply inventories. 

18. FUELS 

Assists Client Companies in procuring fuel supplies (coal, steam, fuel oil, 
gas, etc.) for customers and, where applicable, Client Companies 
themselves. 

8 
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19. ENVIRONMENTAL, HEALTH AND SAFETY 

Assists Client Companies in providing environmental, health and safety 
services (compliance, studies, testing, licensing, monitoring, employee 
training, etc.) to customers. Where applicable, such services also 
provided to Client Companies themselves. 

20. RATES 

Assists Client Companies in connection with customer rate negotiations 
and risk analysis with respect to utility service, 

21. RIGHTS OF WAX 

Assists in purchaselsale, surveying and recording of interests in real 
estate, both for Client Companies themselves and customers thereof. 

22. ENERGY-RELATED SYSTEM OPERATIONS 

Assists Client Companies in rendering operational and related consulting 
services for customer-owned utility assets (generation, 
transmission/transportation and distribution facilities) and other energy- 
related facilities and equipment, such as cogeneration facilities, fuel 
systems, chilled/hot water systems, fiber opWtelecommunications 
facilities, outdoor and street lighting systems, etc. To the extent Client 
Companies themselves own any such facilities and equipment, such 
operational services may also be provided to any such Client Company. 
This function also includes assistance with respect to matters relating to 
disposal of associated by-products. 

9 
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. ... . . . . . , . , . . . . . .. . . . . , . . . ~ ,..___._, _-..._ -.,_/_ ...., .,l_l..& ...... ...... , ... ... . . .. .. 
I. Introduction 

A. Purpose of This Report 
On November 29, 2005, the Kentucky Public Service Commission (KyPSC) issued its Order in 
Case No. 2005-0028 approving the acquisition and transfer of controls of IJnion Light, Heat aiid 

Power Company (ULH&P), later renamed Duke Energy Kentucky, Inc (DE-Kentucky), as part 
of the merger between Cjnergy C o y .  (Cinergy) and Duke Energy Corporation (Duke Energy). 
TIie KPSC approved five merger-related agreements among IJHL&P and affiliates: 

e 

Operating Companies Service Agreement 

Utility Money Pool Agreenient 

Service Company Utility Service Agreement 

Operating ConipanyfNon-utility Companies Service Agreement 

Agreement for Filing Consolidated Income Tax Retuins and for Allocation of 
Consoljdated Income Tax Liabilities and Benefits 

Under the Condition, DE-Kentucky comniitted to periodic compreliensive independent ~hird- 
party audits, conducted no less often than every two years, of affiliate transactions under the 
agreements. 

Duke Energy selected The Liberty Consulting Group (Liberly) to perform the andit work. This 
report addresses 11ie results of Liberty's audit ol the live merger-related agreements afiecting 
DE-K en kicky 

R. Scope 
The scope of the audit includes a reiliew of: 

Detemiining DE-Kenkicky"s cotnpliance wit11 the five merger-related affiliate 
agreements 
Examining DE-Kentucky's nffiliate !ransactioils beIween lanuaiy 1, 2007 and Deccmber 
3 I , 2007 undertaken pursuan~ to tlic merger-related agi eenienls 
Reviewing cost allocatiori I'aclors i n  Ihe Sen'ice Conipany Utility Service Agreenietit 
Assessing the adequacy of cost allocation manuals. policies. procedures, and activities 
associated v.411 affiliate transactions and cost allocation and assignment 
Verifying tlirough sampling that afliliate transactions are conducted in compliance M ith 
appljcable requii~ements and that lhey are supportcd by the required documentar ion 
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C. Report Structure 
This report has nine chapters. Chapter I provides an introduction. Chapter I1 provides a brief 
overvjew of the three merger-related agreements tliat apply to services provided among affiliates: 
the Service Company Utility Service Agreement, the Operating Companies Service Agreement. 
and the Operating CompanyMon-utility Conipanies Service Agreement. The second chapter also 
outlines commission reporting requirements for affiliate transactions. Chapter I11 addresses the 
accounting-related issues relevant to the service agreements. 

The Service Company Uiility Service Agreement is complex. This report addresses the issues i t  
raises in two separate chapters. Chapter 1V addresses service company cost allocation methods: 
Chapter V addresses senice company cliarges 

Chapter VI presents the results of Liberty's review of the Opeiating Companies Senlice 
Agreement and the Operating CompanyNon-utility Companies Service Agreement Chapter VI1 
describes the results of Liberty's testing lo deterniine how effectively the company has 
implemented its methods to price, account for, and report affiliate transactions 

Two merger-related agreements address l?nancial inatters. First 1s the Utility Money Pool 
Agreement, which Chapter VI11 of this report addresses. Second is the Agreement for Filing 
Consolidated Inconie Tax Retunis and foi Allocation of Consolidated Inconie Tax Liabilities and 
Benefits, which Chapter IX of   his report addresses 
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IT. Service Agreements and Commission Reporting Requirements 

A. Background 
Three of the merger-related agreements are service agreements that cover certain transactions 
between DE-Kentucky and its affiliates. These agreements are' 

0 Operating Companies Service Agreement 
* 

Service Company Utility Service Agreement 

Operating ConipanyFJon-utiIity Companies Service Agreement. 

The parties to these agreements include, among others, [lie followirig subsidiaries, for which 
Duke Energy Corporation is the ultimate parent: 

rn The former Cinergy utilities 
o The Cincinnati Gas & Electric Company (CG&E), later renamed Duke Energy 

Ohio, Inc. (DE-Ohio) 
o PSI Energy, lnc. (PSI), later renamed Duke Energy Indiana, Inc. (DE-Indiana) 
o Uiiion Light, Heat and Power Company (ULH&P), later renamed Duke Energy 

Kentucky, Iiic (DE-Kenkicky) 
o Miami Power Corporation (Miami Power) 

e The fomier Duke Power utility, later renamed Duke Energy Carolinas. LLC (DE- 
Carolinas) 

DE-Ohio provides electric and gas service in southwestern Ohio, and also owns and operates 
lion-regulated generation assets. DE-Kentucky is a wholly-owned subsidiaiy of DE-Ohio; DE- 
Kentucky purchases, sells, stores, and transports natural gas, and generates, sells, and distributes 
electricity, in several counties in Kentucky DE-lndiana generates, sells, and distributes 
electricity i n  portions of Indiana" 

DE-Kentucky filed final versions of the agreements dated April 3 ,  2006 with the KyPSC in early 
2006. The company filed agreement amendments dated January 2, 2007 as part of its recent 
Annual Report and Cost Allocation Manual filings. The revisions reflected party name and other 
administrative changes 

The following portions of this reporl chapter: (a) discuss die results of Libeilry's examination of 
the reasonableness of the language and ternis of these three agreements, and (17) provide an 
overview of commission reporting requirenients relevant to h i s  audit, 

B. Findings 

1. Sci-vice Agreements 
There are two main categories of services provided among DE-Kentucky and its affiliates under 
the three service agreements: 

Shared services pmvided to DF-Kentucky and other affiliates by Duke Energy Business 
Services (DEBS) and Duke Energy Shared Services (DESS) 
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Accoiinting 

Legal 

Planning 

Rates 
Facilities 

-I 

-. 

e Utility-related services provided among DE-Kentucky and its utility and non-utility 
affiliates. 

Fuels 

Power Engineer in~~onstrucl ion 

Electric System Maintenance 
- 

_" - 

a. Sei vice Conigcin y Utilitv Senlice A yreenient 

The parlies on the one side of the Service Company Utility Service Agreement (Service 
Company Agreement) are DE-Carolinas, DE-Indiana, DE-Kentucky, DE-Ohio, and Miami 
Power. The parties on the other side are DEBS and DESS, which col1ectively f o m  the Service 
Conipany. The agreement addresses the Service Company-s provision of the 23 business 
finctions listed in the following table. 

Rights of Way MarkeiingKuslomer Relations 

- - ~  

-- -- 4 Power PlanninglOperations 

T&D Engineerin&:Coiistruclion 

En\.il onmental, Health and Safely 

Appendix A lo the Service Company Agreement describes the services and the methods for 
determining chaqes  for these services. There is a separate agreement between the Service 
Company and non-utility affiliates. The terms, ;.e.. services, cost assignment, and allocation 
methods, are essentially the same in both agreements. Appendix A briefly describes each of the 
functions, and indicates the method of cost allocation applicable for each function. Fully 
enibedded costs form the basis for the pricing of services under the agreement. The agreement 
defines these costs as the sum of  direct costs, indirect costs, and costs of capital. The Appendix 
to the Service Company Agreement sets forth certain accounting requirements. The Service 
Company must maintain records of employee-related expenses and other indirect costs for each 
functional group within the Service Company. Charges for salaries are to be based on time 
records, computed 011 the basis of eniployee labor costs plus fringe benefits, indirect labor costs, 
and payroll taxes. Indirect costs for each fiinctional group are to be directly assigned when 
identifiable to a particular activity, process. projecl, responsibility center, or work order. When 
not specifically identifiable, the indirect costs of a functional group are to be distributed "in 
relationship to the directly assigned costs of'the Function..' 

The Service Company sliould directly assign charges for services that it performed for a single 
co~npany. Work often applies to two or inore conipanies, a class of companies, or all coiiipa~iies~ 
however. In those cases, the Sewice Company may allocate the charges among the companies. 
Appendix A specifies which allocation ratio is used for each S e n k e  Company hnclion: the next 
table lists these ratios. 



KyI'SC 2009-00202 ___ ll-~__l - __ . .___ - - __ - ~ -  
Attachment DLD-5 
PRge 9 of 117 

Number o f  employees 
Revenues 

Square foolage 

Number of PC uorkstations 

Final Report 
Public Version 

Construction expenditures Number oCCPU seconds 
Procureinent spending 

_ _ _ I ~  

Inventory 

Gross margin Labor dollars 

Ne! plant. property. and equipinen1 Generating unit MW capability 
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Transmission circuit miles Distribution circuil miles I Number of IS servers 

Appendix A provides a brief definition fol each of these allocation ratios. The Appendix also 
defines a genenl allocator; i e . the -'three-factor fomiula" ratio. This allocator is the weighted 
average of three other defined ratios; L e ,  the gross margin ratio, labor dollars ratio, and plant, 
property, and equipment (PPgLE) ratio.. The Service Company Agreement defines gross margin 
as revenues as defined by Generally Accepted Accounting Principles (GAAP), less cost of sales, 
including but not limited to fuel. purchased power. emission allowances, and other cost of sales. 

The Service Coinpany Agreement obligates the Service Conipany to render to each client 
conipany served a niontlily statement containing the billing infoiniation necessaiy to identify tbe 
costs charged for that month. The client company must remit all charges to the Senrice Company 
by the end of the inonth in which i t  received the bill 

The agreement requires the Service Company to allow access to its accounts and records, 
including tlie coniputalion of allocations, necessary for a state cominission or consuiner 
representative to review a utility's operating results The Senrice Company received no such 
requests for such a review during the audit period 

b. O I J ~ I W  liri Coiii pir I I ie\ Swi~I'c'c~ ,4 j p w i i  IC'I I I 

Duke Energy's operating public ulilities (DE-Carolinas. DE-Indiana, DE-Kentucky, DE-Ohio, 
and Miami Power) comprise the parties to the Operating Companies Senlice Agreemen1 
(Operating Agi-eemenl). The Operating Agreement authorizes the utility parties to perfonn 
services for one another i n  areas such as engineering and construction, operation and 
maintenance, installation. equipment testing, generation technical support, environmental. health 
and safety, and procurement. A utility party may also lend employees to another-. provided that 
such loans do not interfere with the providing utility's business operations or utility 
responsibilities.. 

The parties should perform services in accordance with fonnal SenJice Requests Utiljries niust 
directly charge for all provided services at frilly embedded cost, which incltides direct costs. 
indirect costs. and costs ofcapital. 

The Operating AgIeenient obligates the sen ice  provider to render IO each clienl company a 
monthly statenient refecting tlie billing infbrniation necessary to identify the casts charged for 
that month The client company must remit all  charges to the provider by the end of the month in 
which i t  recei\wl the bill. 
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The agreement contains language regarding amendments, termination, liability, and 
jndenmification. It also incorporates by reference "DE-Carolinas Conditions, '' which state that 
for transactions involving DE-Carolinas priced at anything other than fully embedded cost, DE- 
Kentucky must provide, 30 days prior to entering into the transactions, written notice to the state 
commission staff and consumer representative explaining the nature and benefits of the proposed 
tramaction. 

__ I_..I,....-_.__, .-., . . - .  , .." ... , . _  ........ ....-.-.,.... .... L.4..~m .. .. ,... r .  . . . ..., . ... . .. . ..... c 

- c. ODwiiii ic Coniporii:/Noi~-r~tili~ Com~orirries S e r 7 . i ~ ~  Aer coiie17l 

The parties to the Operating Compar~y/Non-utIlity Companies Service Agreement (Non-utility 
Agreement) comprise DE-Kentucky, on the one hand, and non-utility affiliates who execute the 
agreement, on the other hand. The tenns of tlie Non-utility Agreement largely follow those in the 
agreement among the operaling companies. The Non-utility Agreement. however, includes niore 
detailed liability and indemnification language. 

Parties must perform service in accordance with formal Service Requests, and pricing must be 
based on fully embedded costs. DE-Kentucky may perform the same services (e..g. engineering 
and constniction and equipment testing) for a non-utility affiliate as i t  does for other utilities. 
Non-utility affiliates niay provide services in such areas as infornialion technology (JT) services; 
monitoring, surveying. inspecting: constnrcting, locating, and marking of overhead and 
underground utility facilities; meter reading; inaterials manageinent; vegetation managenient, 
and inarlteting and customer relations. The panies may also lend employees to one anolher, 
provided that such loans do not interfere with the utility's responsihilities or business operdans .  

The Nom-utility Agreement obligates [he service provider to render to each client company a 
monthly statement reflecring the billing infonnation necessary to identify the costs charged for 
that month. The client company must remit a11 charges to tlie provider by the end of  the month in 
which i t  received tlie bill 

2. Conmission Reporting Requirenients 
Liberty reviewed ilie DE-Kentucky annual reporting requirements for affiliate traitsactions in 
general and tnnsactioiis under 111e five merger-related agreements covered by this audir in 
particiilar 

Title 807 of the Kentucky Adminisiraiive Regulations sets forth the requirements for the Annual 
Report that DE-Kentucky must file with the KyPSC The report contains, among other things, a 
description or incidental and nun-regulaled activities of DE-Kentucky. a list of non-regulated 
affiliates and a brief descrip~ion of their activities, and copies of senice a~reements. It also 
contains a description of any chonges to the Cost Allocation Manual and an updated niannal as 
appropriate.. 

Kentucky Revised Statute (KRS) 278.2205 specifies ihat any utility engaging in a non-regulated 
activity i ~ h o s e  revenue exceeds the amount provided for incidental non-regulated activities under 
K R S  278 2703(4)(a) iiiust develop and maintain a Cost Allocation Manual. By this statute. the 
Cost Allocation Manual niust include the following 

0 A list o f  regulated and non-regulated divisions within the utility 
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A list of all regulated and non-regulated affiliates to which the utility provides services or 
products and where the affiliates provide non-regulated activities 
A list of the services and products provided by the utility, an identification of each as 
regulated or non-regulated, and the cost allocalion method generally applicable to each 
category 
A list of incidental, non-regulated activities subject to the statute provisions 
A description of the nature of transactions between the utility and the affiliate 
For each Uniform System of Accounts (USoA) account and sub-account, a report that 
identifies: 

o Whether tlie account contains costs atlributable to regulated operations and non- 
regulated operations 
Whether the costs are joint costs that cannot be directly identified 
A description of the method used to apportion each of these costs 

.t; .... I ,. .^...._l....l_._. ,.. .. . _ _ _  .-_.. , ~ ......,. . . . . . .  . .......-...-,. *r 

0 

0 

0 

o 
o 

The stahite requires the Cost Allocation Manual to be updated within sixty days of a niaterial 
change DE-l<enhicky, in addition to this updating requirement, reviews its CAM and voluntarily 
provides a CAM update as part of its Annual Repor(. Overall responsibility for filing (he Cost 
Allocation Manual lies wjth the Legal Group; however. various departments are responsible for 
maintaining and providing information, including: 

e The Corporate Secretary: mainlains the list of regulated and non-regulated affiliates 
The Products and Services Department: tracks services offered by DE-Kentucky in the 
service territory 
The Accounting Deparlinent: tracks affiliate transactions and jncidental non-regulated 
activities 
The L.ega1 Group/Corpomte Secretary. maintain copies of affiliate service agreeinents 
The Rate Department: traclts USoA accounts. 

- 
o 

a 

llnder KRS 278.2205, DE-Kentucky is not required to quantify and report its annual affiliate 
transactions. However, for infoniiational purposes: DE-Kentucky includes as an attachment in its 
Cost Allocation Manual a sumnmy level listing of '-products and senlices provided by DE- 
I( entwky for its affiliates, and services provided by the affiliates to DE-l<ent.ucky," excluding 
those with the Service Company. The listing groups the products and services in relatively broad 
categories foi wliich i t  provides total dollar amounts. The following table summarizes that 
listing 
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The Cost Allocation Manual listing does not indicate which products and services relate 
specifically to the Operating Agreement and to the Nan-utility Agreement. The largest volume of 
transactions involves services provided by DE-Ohio to DE-Kenhicky, a large portion of which is 
governed by other agreements. account in^ peisonnel estimated that approximately $18 inillion 
of the $62 million of services provided by DE-Ohio related to agreements other than the 
Operating and Non-utility Agreements. DE-Kentucky receives certain products and services 
from DE-Ohio related to the transfer of Mianii Fort Unit 6 and the Woodsdale and East Bend 
generation stations. For example, the Facilities Operating Agreement allo\vs DE-Kentucky to use 
certain equipment owned and operated by DE-Ohio necessary to provide service. This equipment 
includes certain step-up transfor'iner banks at the three generating statjons. The Miami Fort 6 
Operating Agreement requires DE-Ohio IO operate IJnit 6 on DE-Kentucky's behalf, and to 
provide materials, fuel, equipment, and services as needed. 

Accounting personnel use data on inter-company charges, along with selected inter-company 
sub-ledger account data: to prepare the stiinmaiy lewl listin2 of affiliate transactions. Liberty's 
testing work found that the dollar amounts Include charges that are not tmly affiliate 
transactions, siicli as inventory transfers or h?o jces  paid on behalf of an affiliale. Accounting 
~,ersoruiel include sub-ledger charges that i~ believes relate to affiliate transactions (such as 
transmission revenues), but the process for idcntifJring such charges is not exhaustive. Liberty 
therefore observed that the listing includes some amounts that i t  should not, and may miss others. 

C. Conclusions 

I .  The three merger-related service agrceiaeots con tnin sufficiently coniprehensive and 
appropriate ternis and conditions to provide baselines for measuring compliance 
cffcctiveness and to pi-ewii t inappropriate cross-subsidization. 

The three merger-i.elated service agreenients provide infoniiation adequate to describe (he 
relationships between the parties. the nature of the services provided: and the method of charging 
lor services. The contract provisions illat ~ ~ r i c e  corporate and utility-related services a1 hilly 
embedded cost are rensoiiable, and C O I I S ~ S ~ ~ I I ~  with praclice within the industiy. Such piicing 
provisions. if inipieniented appropiiately.. provide adequate protections against cross- 
subsidization. The Service Company Afi.eenien1 also makes clear the preference lbr direct 
cliai ping over less direct allocation ine~hnds. The use of direct cliarging should help to minimize 
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the opportunities for one affiliate to subsidize another tlvough the charges it pays for individual 
corporate services. 

2. DE-Kentucky i s  not required to report to the Commission the quantity and dollar value 
of transactions under the merger-related agreements. 

DE-Keniucky operates under general reporting requirernents related to affiljate relatiansliips, hut 
is not required to identify and quanlify its affiliate transactions in &enera1 and i t s  transactions 
under the merger-related agreements in  particular. 

”_ .._c.. . . ,., . . , _ _ _  _, .,.. .. ... ._ .. .. . ... ,. ... .. .. .. ., .... .._ .,_____,I .... ~ _... _-_._._ _.., ..., ’_ll 

D. Recommend a tion s 
Liberty lias no recommendations regarding the service agreements or reporting requirements 
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111. Accounting Systems and Processes 

A. Introduction 
This chapter provides an overview of the accounting systems used to record affiliate transactions 
under the three merger-related service agreements L.iberty also discusses the company’s 
approach to time repoi ling, payroll, and the calculation of labor charges 

The former Cinergy organization and fomier Duke Power organization had separate accounting 
system during the audit period. This separation requiied coinnioii accounting procedures and 
programming to allow financial data to flow between the systems in a comprehensive, accurate, 
and reliable fashion. Ir was also iniportant that the systenis treat similarly the material 
componenls of fiilly allocated costs, which include labor expenses and labor loaders such as 
payroll taxes, fringe benefits, unproductive time, and incentives. 

The methods for deterntiiiing costs directly charged or allocated among affiliates under the t h e e  
merger-related service agreenients needed lo be well defined and understood by relevant 
personnel This chapter discusses Liberty“s review of available documentation in this area, and 
addresses compliance with contract billing requirements. 

B. Fiiidings 

1. Accounting Systems 
The Business Data Management System (BDMS) operates as Cinetpy’s legacy accounting 
system. BDMS functions as the general ledger. Various fceder applications include accounts 
payable. lTxed assets, transportation, and work management applications, plus a jouinal entry 
tool. These applications post to BDMS throughout the niontli The BDMS system processes 
charges to and from DESS. DE-Kentucky, and other legacy Ciiieigy a f f l iaks  

The Financial Managcnient lnfoiination Syslem (FMIS) operates as the legacy Duke P o u w  
accounting system. FMlS is a Peoplesoft system with general ledger, accounts receivable. 
accounts payable. asset management, project costing. contract, and  billing applications. The 
FMlS system processes charges to and from DEBS, DE-Carolinas, and other legacy Duke Power 
affiliates 

Each legacy systcni has its o~yn general ledger and accouiit i~unibering approach. The parent uses 
Hyperion Financial Management (I-IFM) to report consolidated financial results Data froni [lie 
legacy Cinergy BDMS general ledger and the legacy Duke FMlS general ledger flow to a 
Finance Inrorniation Hub. which Duke Energy uses to generale certain financial reports. The 
corpoiation converted the entire company lo Peoplesoft elfective .lulp 2008 

Each legacy system has its own ~erniinology and nietl,od of operation. and each uses a code 
block (BDMS) or chart field (FMIS) lhat comprises a set of  elements that classify financial 
infomiation The code blocklcliarl field contains multiple elements tha t  describe l i v e  aspects of a 
li nancia i t ransact ion: 

When: defines the timing of the work pei-i’otiiiecl 
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0 

0 

Who: identifies who performed tlie work on whose behalf 
What: defines the nature of the work performed 
How: defines the resource(s) used to perfomi the work 
Where: identifies the location(s) the work was performed or performed for 

The corporate organization consists of thousands of responsibility centers (Res): which roll up 
into other Iiiglicr level respons~bility ccntcrs bascd on reporting responsibility. FMIS records an 
accounting entry for a direct charge transaction by designating: (a) an RC code representing the 
work group performing the service, and (b) an operating unii (01J) code representing the group 
for which the work was perfomied. The OU code can be specific or not; for example, i t  can 
designate a particular plant or just fossil/hydro plants in general The business unit receiving the 
charge designates llie QU code to which the ainount should be chaiged The accounting entry 
also includes an account/process/project number, resource type (cg., labor, materials, outside 
contractor), and amount; the FERC account number is usually embedded in the accounting code 
block numbering. For allocated charges, the 011 code represents an allocation pool, such as 
governance or enteiprise accounting. The FMIS system processes allocation pools at nianth-end, 
djslrjbuling the char&es according lo the appropriate allocation pool percentages 

Transactions Ihat BDMS captures produce an account in^ entry that typically includes a 
responsibility center siniilar to an RC code, a line of business (LOB) code that is similar to an 
OU code, resource type, account/work code, amount, and corporate/business unit designation. 
The LOB indicates whether the amount is to be directly charged or allocated. BDMS creates 
journal entries each time it records an event, e g ,  when i t  processes accounts payable, inventory, 
or payroll. For pool-type charges, BDMS charges the amount to an allocable LOB, and the 
BDMS system creates separate entries that automatically distribute the charge using the same 
per'centages that FMIS uses to process the parlicular aflocatIon pool. There exist [lierefore huge 
volumes of journal entries 011 the BDMS side, because, unlike FMIS, it does no1 accumulate 
charges in  a pool and then allocate the pool a t  month-end. Instead, BDMS allocates them as they 
are incurred. 

Prior to the merger (in the September to October 200.5 tiniefiarne), the companies started 
developing a method for putting together an  ETL. (extract, translate, and load) interface for the 
BDMS and FMIS systems. The purpose oftlie ETL is to translate data from FMIS IO BDMS and 
from BDMS to FMIS. Tlie ETL procedures translate one or more account nunibers ili one system 
into the corresponding account number in the other systeni. The companies were in the design- 
and-build stage through December 2005, and conducted eigh1 In twelve weeks of system testing, 
beginning in January 2006. The companies starled using the ETL.. lo$c to transler actual data for 
April 2006. 

Tlie systeni executes the ETL logic daily The ETL programs essentially comprise an account 
mapping logic. Teams from both the legacy Duke Power and Cinergy organizations worked 
together to establish the mapping structure and set up known. defined translations. There is not a 
one-to-one malch between the account numbers in BDMS and those in FMIS. For example, 
BDMS may have ten separate accounts that all niap to one accouii\ nuniber on tlie FMIS side. In 
another case, FMlS may have an account number with no inatch on rhe BDMS side. In this last 
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case, accounting personnel must create a new account nuniber in BDMS. In the case of a new 
project or work order that is not already defined in the translation tables, the parties complete a 
form to set up specific accounting for both sides.. Accounting chart fields include the Cinergy 
LOB, the Duke Power operating unit, and Cinergy and Duke Power RC codes, the Cinergy and 
Duke Power account numbers, the Cinergy work code, and the Duke Power project number. 

.,-. . - .. ... . ... .... ..... , ,. ... - .. . .* . . . .. ,.... . .. .. .. ,-. .. .. . .1  .._. .. . ... "....___.,_.~.., 2 

Liberty asked for a description of any audits performed by either internal or external auditors o f  
the ETL logic that the accounting systems use to transfer and translate accounting and 
transaction data. The internal auditing group performed an April and May 2006 integrated 
financial and IT audit of the processes and conii-01s for translating accounting infomiation 
between the FMlS and BDMS systems. The purpose of the audit was to evaluate the design and 
iniplemenration of the detailed translation tables and the controls over financial data mapping. 
The audit also evaluated tlie IT infrastnicture that supports these processes The scope of the 
audit was sufficiently broad. Some of the topics of the audit included reviews of 

* 

0 New pri>ject/activity set-up 
* Translation 1able change process 

Set-up phase of financial mapping 
Controls and processes tbr handling exceptions 

ETL access controls, change management: and version controls 
IT infrastructure associated with ETL 
Data processing, enor nianagement, backup, and recovev 

e 

* End user support 

There have been no subsequent audits o f  tlie ETL. Liberty did not perform any independent 
testing of the ETL logic. 

2. Time Reporting, Payroll, and Labor Charges 
Payrolls for the legacy Cinergy organization and die legacy Duke Power organization are 
processed separately. Legacy Cinergy's payroll was processed in house; Wewitt began processing 
legacy Cinergy payroll in January 2008. Non-exempt personnel are paid either on a weekly or bi- 
weekly basis.. Generally such employees niust submit a time sheet in order to get paid. Exeinpt 
employees are paid on a semi-monthly basis: they submit time sheets each pay period io record 
exceptions and additional pay 

Hewitt Associates processes payroll for the legacy Duke Power companies Non-exempt 
personnel are paid 011 a bi-weekly basis: tlicse employees must submit a time sheel in order to $et 
paid. Exempt employees ai'e paid on a monthly b a s k  some o f  them submit time monthly to 
record exceptions to their fixed labor distribulions. 

Legacy Cinergy uses tlie Labor Dala Capture System (LDCS) as its lime repoiting tool An 
LDCS nianual provides general guidelines for reporting excepljon and non-exception time. and 
provides instructions aboul rhe on-line time reporting system. Employees siibini~ time sheets 
weekly, 01. if' labor documents are system-genelated, sign copies of the exception labor 
docrunents that are kept on file Legacy Duke Pinvet uses Workhrain as a t h e  reporting tool All 
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bi-weekly time must be authorized either electronically or manually. Regardless of method, each 
Duke Energy employee is responsible for reporting time to a timekeeper, consistent with 
corporate policy and business unit requirements. 

.... ~ . . .  . . . . . ._ . ...,. . ..-. ._ .... .,... ._< .._. & . / * .  . , >  .. .. ...- ~ ~ .... 

Overall, [he Service Company has no fannal written guidelines for where an employee should 
cliarge time, ;.e., direct charging or charging time into specific utility-, enterprise-, or 
governance-level allocation pools The IT department, however, does maintain a brief docuiiient 
that provides assistance to its employees in detemiining which of the five main types of IT 
allocation pools ( c  g., mainframe services, PC support) cover specific WOI k activities When an 
employee performs work for affiliates, the business unit(s) requesting the charge indicates how 
and where the employee should cliarge time, i e. ,  as direct charges to specific OU codes or into 
specific allocarion pools. Charges fioin the same eniployee for the same type of service can 
therefore be handled in different ways in different circumstances. 

Both legacy organizations set up a fixed salary distribution for each exempt employee. The fixed 
distribution can consist of any combination of business units or allocation pools. Some exempt 
employees use time sheets to record time charges to entities other than those on the fixed labor 
distribution, as well as to record any unproductive paid hours such as holidays, vacations, and 
sick days. In  some cases, the conipanies also set up non-exempt or union employees with fixed 
labor distributions. 

The Cinergy lime reporting system, LDCS. distribules the labor, ~vlijch is then posted lo BDMS 
The legacy Duke Power organization outsources its payroll to a provide1 tlial uses a PeopleSoft 
system to process payroll The vendor provides suinmary -level infomation to the Duke Pmver 
L,abor Distribution Systeni (LDS), which sends the information oii to FMIS. Both payroll 
systems maintain detailed infomiation, which can be used by business units to trace data back to 
the individual eniployee level if  needed. 

The FMlS accounting system auioniatically applies labor loaders for- fringe benelits, payroll 
taxes, unproductive time, and incentives. Accounting personnel entei into FMlS the percenrap 
for each labor loader item each month These rates typically remain constant for most of the year 
Accounting personnel record actual costs lor these four labor-related costs in  separate accounts 
that they nionitor to make sure that the rates i t  has been applyiiig are staying in line with aclual 
costs. Accounting personnel typically adjust loader rates in  the fourth quarter to clear any 
residuals compared lo actual costs. 

For DE Carolinas. the fringe benefit and payroll lax percentages are consistent, brit lhe 
incenrives and unlmducrive time percentages may differ by depaltment- The percentopes for 
unproductive lime are consistent, however, across a11 employees in a given department and 
function. In some cases. a department may decide that i t  wants to apply to labor the costs 
associated with actual unproductive t h e  in lieu of using a specilic fixcd rate, in which case the 
rate applied to labor c h i  ges for unproductive labor will fluctuate each month. 
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Accounting executes a separate procedure to true up exempt labor charges to actual time sheet 
data.' For example, assume that an employee's default labor distribution is SO percent to entity A 
and SO percent lo entity B. Assume h i ther  that the total number of hours in a particular month is 
160. After payroll has been processed, LDS creates journal entries to record the fully-loaded 
labor dollar amounts associated with 80 hours to both entities A and B. If the einployee actually 
worked 10 hours for entity C during the pay period, and reports i t  on an exception time sheet, 
then LDS during the true-up process creates additional journal entries. The system will book the 
dollar ainouiit associated with the 10 hours to entity C, and credit both entities A and B with the 
dollar amounts associated with five hours each. The system uses the default distribution to 
determine how to assign the credits. If in this example the employee actually worked the 10 
hours for entity C in lieu of 10 hours for entity A, the employee would ]lave to submit a more 
detailed exception time sheet to specify work of 70 hours for entity A, 80 hours for entity B, and 
10 hours for entity C in order far FMIS to create the correct journal entries. Some employees 
find that they must subinit an  exception report every month because their labor distributions are 
so variable. 

.. . .. . .. . _. .. .. . . .I.... .... . . .,... . .. - . -. _....,._, ,, ".. .,.... -. . ... . . ._,  .. _,_l .., . ..a 

After !he legacy Cinergy oi,ganizetion processes payroll, BDMS creates journal entries to record 
labor charges. BDMS applies to labor charges pre-detemiined loader rates for fringe benefits, 
payroll taxes, and unproductive time. The BDMS loader rates differ from those used in FMIS. 
Fringe benelit rates for the legacy Cinergy organizatjon, for example, are significantly higher 
than those of' the legacy Duke Po\ver organization. Accounting personnel perfomi annual studies 
duiing the budgeting process to calculate the applicable loading rates for payroll taxes, 
unpi,odiictive labor; and fi.jnge benefits. 

Accounting nionitors how closely the rates that BDMS appljes for benefits: payroll taxes, and 
unproductive time follow actual costs during the year. Accounting personnel typically perfoini a 
tme-up at year-end, using journal entries to make corrections. Accounting spreads correcting 
entries to business entities based on their sliare of direct and allocated labor costs. However, 
accounting personnel record any correcting entries at a high level, and as such the corrections are 
not trqceable to specific tiansactions. The Cinergy organization does not allow its departments 
the option of using actual unproductive time in a given month versus a Ilat rate, as does DE- 
Car-oljnas, because BDMS cannot accoinmodate this approach. 

Throughout 2007: rhe accounting group began making monthly entries to record incentives. 
Accounting records incentives at a Iiigli level, incentives are not directly associated with 
individual labor cliargesl and may even flow from a different responsibility center than labor. 
With the conversion of BDMS to Peoplesoft in July 2008, incentives are now loaded 011 

indi\.idual labor charges 

On tlie legacy Cinergy side. there is no set nile for when i t  processes exception time rcpoits. In 
some cases. an  exception time report may get processed during tlie payroll process as actual 
timc. depending upon wlien ic was submined in relation io  lien 111e payroll is processed. I n  other 
cases the system processes exception time sheets afier regular payroll has been run Some 
groups require their employees to complete time sheets eveiy week 

' 50 irue-up is  needed for naii-exeinp[ and union employees ihai subniii lime slieeis it11 actual labor disiribuiions. 

Pogr I 4  
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Regular hourly raie 
Overiime hourly rare- 

During the prior audit of DE-Carolinas, Liberty reviewed examples of FMlS and BDMS exempt 
and non-exempt labor charge calculations. Tlie personnel provided printouts from the time sheet 
reporting systems, showing default labor distributions, base salaries, and actual hours worked, 
and supporting time sheets. They also demonstrated liow each system calculated hourly labor 
charges. as well as how it  calculated the aniounts for fringe benefits, taxes, unproductive t h e ,  
andr in the case of DE-Carolinas, incentives. Liberty concluded that the processes for calculating 
labor charges were reliable. Liberty reviewed several additional examples during this aucfit and 
was satisfied that the process iemained reliable 

520.00 520.91 
550.00 $20.91 . 

DE-Carolinas has a cost allocation manual that contains guidelines for transactions between it 
and affiliates. The manual states that overlime worked by non-exempt employees should first be 
applied to work perfomied for affiliates, unless there is a documented reason not to do so. There 
is no official corporate policy to that affect, however. The treatment of overtime by DE- 
Kentucky and DE-Carolinas differs, in part driven by how each legacy utility calculates the labor 
charges in overtime situations. 

BDMS calculates direct labor charges by using an average liourly rate method. FMIS, on the 
other hand, prices over-time and regular time IIOUIS separately. A simple example involving 80 
hours of regular time and eiglit hours of overtime illustrates the result of this difference. The 
following table  summarize^ liow each systeni would price labor, assuming a regular time hourly 
rate of 520 and all overtime rate of $30 

FMlS %auld charge $30 per hour, or $240 00, i n  base labor costs lo the alfiliate for eight hours 
of work. This result conforms to DE-Carolina-s policy of charging overtime by utjiity employees 
to aPliliates. BDMS would charge 520.91 per hour, or $167.28. BDMS does not charge affiliates 
the ftill cos1 associated with the overtime. Instead, i t  spreads the cost of overtime over all hours 
worked. As a result, any overtime i s  averaged out so that i t  is spread across all  work actiitities 
performed (and entities supported) by the employee during llie pay period. During 2007, jf a 
Cinergy utility employee worked regular hours for his or her home orpnization and overtime for 
ail affiliate, the utility would subsidize the cost of overtime I f  a DE-Carolinas utility employee 
worked regular hours at his or her home organization and overlime hours for an affiliate, the 
utility would not subsidize the cost of overlime. Accounting indicated that it  ceased calculating 
overtjme in BDMS this way beginning in 2008. BDMS now calculates separate regular and 
overtime rates. and charges the ovd-time rate to the business unif responsible for the overtime. 

L.abor rates for legacy exempi Dulte Power employees are calculated by taking the nioiithly 
salaiy divided by 173.33 hours On the FMlS side, the hourly rates remain constant over the 
yew. Employees do not charge overtime, but nomialize hours worked to represent the standard 
1iotli.s per pay period. Tlie labor rates for legacy esenipt Cinergy employees will fluctuate, 
because BDMS calculates an average liourly rate using semi-monthly salaiy divided by actual 

' &riled by adding 80 hours @. $20 pel hour and R liours (!I G O  per hour. and dividing the 1otr71 by SS 
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hours charged, which would include overtime. The BDMS and FMIS approaches differ in how 
they calculate hourly rates for exempt employees; nevertheless, they should yield tlie same 
charges for time worked. The BDMS liourly rate wili be lower, but the number of hours charged 
will be higher than would be the case under FMIS, because BDMS has not normalized hours 
worked to represent standard hours per pay period 

. ...._ ..... .. ... . . . .. . . . . . , .. . . .. . ... .. . . . . . .. .._I .,.--".I_.-J* 

The process for calculating exempt labor rates clianged beginning in January 2008. BDMS no 
Imger calculates an average rate; it calculates rates in the same fashion as FMIS. The rates for all 
exempt employees are now calculated on a semi-n~ontlily basis that uses 86.66 hours. 

The BDMS and FMJS systems handle overlime by non-exempt Service Company employees in 
the same way that they handle overtime by' utility employees. During 2007, overtime hours 
worked by DEBS non-exempt employees were charged at overtime rates; overtime hours worked 
by DESS non-exempt employees were charged at an average hourly rate. 

Both accounting systems have tlic ability to lrack fully loaded labor charges. FMIS can track 
these charges down to the individual transaction level, because it fully loads individual labor 
charges to business units. BDMS can track loaded labor charges to the individual transaction 
level, but it cannot capture the actual incentive portion of these charges to the individual 
transaction level. 

3. Billing 
The Service Company Agreement, Operatirip Agreement. and  Non-utility Agreement all require 
the selvice provider io render a nionlhly stateincnr IO each client company reflecting "the billing 
itifonnation necessary I O  iden~ifjr the costs charged for that niontli -. None of these agreements 
defines the infomiational requirements rime f i~l lp  The a_ereernents also state that [he client 
company musl reniit all charges to the provider by the end of the month in which i t  receives the 
bill. 

The Service Company does not issue inter-company bills or invoices for affiliate transactions. 
Business units can run system queries lo view the charges allocated to tliein. but the Service 
Company provides no routine reports to tlie business units.. Service Company nionthly reports for 
the Treasury Group detail outstanding inter-company balances related to its services for the prior 
month. Charges between DESS and Midwest affiliates are settled~rnonthly. There was no routine 
settlement for inter-company charges involving DEBS through the end of 2007 and the 
corporalion did not niove cash among companies on a monthly basis. Beginning in 2008: DEBS 
settled accounts payable charges with DE-Carolinas several times a month. Senlice Company 
governance charges to utilities are settled periodically at Treasury-s discretion. 

Affiliates oilier than the S e n k e  Company also do no1 issue inter-company bills or invoices The 
Service Coriipany provides niontlily reports 10 the Treasury Group on outstaiiding inter-company 
balances involving these afiiliales. The Treasury Group monitors the inter-company positions. 
and periodjcally settles tlie balances a1 its discretion or when tlie balances are outside certain 
parameters. 
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4. Documentation of Affiliate Transaction Accounting Methods 

Corporations generally maintain documentation of their accounting, financial reporting, and 
related controls and policies; however, they are sometimes written at a relatively high level, and 
typically do not provide thorough guidance on how to piocess individual affiliate transactions 
Affiliate transaction documentation should be sufficient to establish clear rules for piicing all 
services, should provide for clear and consistent methods for price determinations, and should be 
in accordance with requirements established by regulatory standards. 

During the prior audit of DE-Carolinas, Liberty reviewed with accounting personnel the 
corporation's on-line documentation 01' accounting, financial reporting, and related controls and 
policies L,iberty found that internal controls and financial controls policies were written at  a very 
high level. The corporation's written policy regarding accountjng for affiliate transactions 
consisted of a few general statements, specifically: (a) all inter-company transactions will be 
recorded, (b) inter-company account balances will be reconciled, and (c) discrepancies \vi11 be 
resolved. The documentation set out roles and responsibilities in general terms, but provided no 
real detail on how to process individual affiliate transactions. 

Utility corporations with a service company typically maintain a fomial accounting manual that 
expresses the definjlive slatement of  a company's policies and procedures on distributing costs 
among subsidiaries, provides a reference on the subject for employees, and serves.as a repository 
of information as to why par~icular lcinds of' costs are distiibuted io specific ways. L.ibeity 
noinially reviews a conipany's nianual to determine if i t  is reasonably complete, and whether it 
would provide sufficient guidance in ]>iicing services In pai~icular, the company's methods for 
directly charging: directly assigning. or allocating charges should be clear and adequately 
documented. 

DE-Keii~rcky's affiliate utility DE-Carolinas maintains such a manual, which provides a 
description of the treatment of Service Company costs and defines "fully distributed cost .. I t  also 
sets forth a priority for how Service Company costs should be distiibuted to husiness units, in  
decreasing order of preference: 

Direct charged to the extent possible 
Distributed to the applicable business units using specific percentages if kno\vn 
Allocated to the business units 1-eceiving the benefit using reasonable allocation methods. 

The DE.-Carolinas manual contains a listing of the allocation percentages used IO distribute 
Service Conipany governance-: enterpise-, and utility-level pools during the audit period. I t  also 
contains guidelines for affiliate transactions otlier than those iiwolving the Service Company, 
including cost allocatioii. o\;erhead, and transfer pricing niles. L.iberty was able to use the DE- 
Carolillas manual as a reference docunient regarding Service Coriipany charges. DE-Kentucky is 
not required by the KyPSC to have a similar affiliate transaction accounting manual and does not 
have one. 

5. internal Audits 

Company interim1 audits offer an opportunity to evaluate liow effecfively the corporation 
controls its affiliate transaction procedures and policies. Libeity I-equested copies of reports of 
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audits conducted by Duke Energy's internal audit group during 2007 that addressed: ( I )  Service 
Coinpany allocations, (2) services provided between DE-Kentucky and its utility affiliates, or (3) 
services provided between DE-Kentucky and its non-utility affiliates. 

._.. .... . , .. . .. .. . . ..... . . , ., ..._I. ... ..... I I ~ .... .-_-. ... . ,  l..,.l._s 

Internal auditing provided a May 18, 2007 report titled "U.S. Franchised Electric II: Gas (FE&G) 
State Affiliatc Code of Conduct (Kentucky) Audit." The audit ieviewed compliance with 
Kentucky law related to transactions between DE-Kentucky and non-Service Company affiliates 
during 2006. 

The intenial audit group found that the roles and responsibilities for producing the annual Cost 
Allocation Manual portion of the Annual Report filing were not clearly defined, and 
recoinniended that DE-Kentucky find ways to improve by July 2007 the process for pulling 
together the infonnation needed for the report. DE-Kentucky iiiipleniented a new process for the 
purposes of geneiating the 2007 report. 

The corporation niaintains a Service Request Database that keeps track of Service Request 
Forms T h e  forins are used Lo formalize the affiliate transaction approval arid accounting 
processes. In 2007, the utility affiliates weie no1 consistently using ihe forms The inteinal audit 
report indicated that the process to nionitor affiliate transactions was not fully defined. 
Specifically, responsibilities and procedures were not clear regarding: ( 1 )  verifying that direct 
cliarges had been authorized, and (2) verifying that services were priced at fully embedded cost 
The report noted that DE-Kenlucky rates, accounting, and similar groups would meet to discuss 
the procedures for ensuring that proper pricing was put in place, including the DE-Carolinas 
requirement for asymmetrical pricing. I t  also noted that regulatory accounting would develop a 
process and docun~entation, which would include coiifiiming that transactions were authorized, 
and that these would be in place by the end of 2007. The latest version of this documentation, 
dated March 2008, sets forth a process for a review perfomled al least q~~arterly of Service 
Request Fonns and affiliate transactions that includes: 

a 

* 

e 

Confinning iliat a Service Request Fomi is in place, and i f  not. creating one 
Verifying that accounting infoimation, such as responsibility center, is correct 
Reviewing charges above a given dollar thresliald level, and spot checking others 
Confirniing that pricing is consistent with the service agreenients, affiliate guidelines, and 
codes of conduct, including DE-Carolinas asymmetrical priciiig requireinenls 
Tiaclting charges to Service Request Forms and investigating charges not tied to a 
specific Seivice"Request Form. 

* 

The sporadic use of Service Request Foniis created a problem for DE-Kentucky, \i~hich uses the 
Senice Request Database as the basis for generating the list 01 ilansactions i t  voluntarily 
includes in its Cost Allocaiioii Manual filing. The audit group lnund that certain afliliate 
iransactions had been recorded nianually in the general ledger \iia Journal entries: and had not 
u i i d e r p ~ e  the fornwl Service Request Form process. Internal audit  stated thai. even if someone 
recorded an affiliate transaction directly in the general ledger. he oi she still had to pet formal 
appro\ al before malting the ,jounial entries. The accounting sysceni did not prevent the use of 
manual journal entries to recoi d affiliate transactions. but the accounting group used t i  nininp 10 
educate personnel not to use this approach in the fiiture. 

1 l c 1 1  I Y  
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The internal report also indicated that training programs were needed to educate personnel in 
how to charge time directly assignable to a utility or lion-utility company, and that this finding 
applied to both utility personnel and Service Conipany personnel. The report indicated that a 
training program would be developed by year-end 2007. Liberty inquired about the current status 
of this effort. Accounting personnel indicated that, while a training plan and scliedule had been 
developed by the end of 2007, development of the training program was suspending pending 
resolution of a system for time reporting The delay was intended to allow the conipany to 
incorporate the conversion from BDMS lo FMIS into the training program for legacy Cinergy 
employees 

The report also noted that billing statements were not being produced for affiliate transactions as 
required by (he service agreements. I t  stated that n~anagenient deemed appropriate the process by 
which the Treasury group managed inter-company balances. Liberty discussed this issue in a 
previous section of this chapter 

C. Concliisioris 

1 .  The legacy Dulce organization and the legacy Cinergy organization maintain separate 
accountieg systems, which complicates recordkeeping for  affiliate transactions. 

Both the FMIS and BDMS accounting systenis have their own unique terminology and nie1hods 
of operation. The organizations have put into place an ETL interface. wliicli is essentially 
account nuniber niapping logic, to translate data froin FMIS to BDMS and from BDMS IO FMIS. 
The ET'L interface aggregates data. As a result, some o€ tlie transactioii detail in  BDMS does not 
c a q '  over IO the FMIS system, \~~h ich  the corporation uses to repon consohdated financial 
results. The FMlS and BDMS systems also do not perfom1 the accounting associated with 
affiliate transactions in the same way. For example, FMlS has tlie ability to accumulate charges 
into a particular cost pool and allocate lhe pool to business iinits at inon~h's end. The BDMS 
system cannot accommodate cost pools and inust distribute each pool-t-ype cost as it is recorded. 
The systeni creates separate accounting entries to distribute the cliarse to business units i n  the 
samc percentages that FMIS uses IO process the corresponding allocation pool. 

The coiporation moved to one accounting system in July 2008, which should eliminate these 
co~nplications. 

2. Tlie legacy Duke and Cinergy organizations process payroll separately and  apply labor 
loaders in different brit uot inconsistent nays. 

Both companies process their payrolls similarly. generally setting up default labor distiibutions 
arid perfoniiing ~ m e - ~ u ~ ~ s  to actiial time shea  data as needed. The methods by which rhe FMIS 
and BDMS syslenis 1,ecol.d dala after the payroll process are different, howe\w The FMIS 
system auton~atically applies to labor costs specific loader rates fbr payroll tases. fringe benefits, 
and i~icen~ives; it also typically applies a n  unproducti\e time loader, although departments have 
the option io iise actual costs rather than a set rate. Accounting personnel monitor the difference 
benveen the loader rates and actual costs. and ad,just the rates as needed to eliminate any 
di f rc . I  ences 
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The BDMS system automatically applies to labor costs specific loader rates for payroll taxes, 
fringe benefits, and unproductive time. Departments do not liave the option to use actual costs 
for unproductive time. Accounring monitors the difference between the loader rates and actual 
costs; it does not modify the rates but instead uses higli level journal entries to routinely record 
adjustments. BDMS does not apply an iiicentive loader; accounting personnel use high level 
journal entries to record tlieni. 

. ~- ._,._ .,.. .,..I.... ...., , ... .._.- , , ~ .1 - 

Bot11 coinpanies apply the appropriate loaders to labor costs. However, Cinergy cannot trace 
h l l y  loaded labor charges to the individual affiliate transaction level, as FMlS can, because i t  
uses high level journal entries to record incentives and to record true-up adjustments. Company 
plans to consolidate payroll processing and accounting systems in ZOO8 would eliminate these 
differences 

3. Labor directly charged to affiliates by legacy Cinergy conipanies, includiiig DE- 
Kentucky, does not reflect fully embedded cost. 

BDMS does not use a specific labor loader for incentives, which are instead recorded by journal 
entry at a high level. As a result, labor directly charged from DE-Kentucky does not contain a 
cost componeiit tor incentives, which results in charges at less than fully distiibuted COSI. 

Company plans to consolidale payroll processing and accounting systems in 2008 will elimiiiate 
this problein. 

4. The legacy Duke and Cinergy organizations calcalated the ltourly labor rates 

The FMIS and BDMS systems derive hourly labor charges for non-exenipt or union labor 
differently for cases in which overtime is involved. BDMS derives one average hourly rate for 
both regular and overtime woilted. FMIS derives two different rates, one for regular lime and a 
liiglier one foi overljme. During tlie audit period, BDMS charged an average rate for both regular 
and overtime hours, which means that overtime work is partially subsidized by regular work. The 
approach to pricing mrertime sliould be the same across the organizations. The legacy Cinerey 
organization ceased calcula\iiig overtime in this fashion beginning in 2008. and now calculates 
separate regitlar and overtime rates, which comcts the problem. 

differently for eniployecs working overtime in a given pay period. 

It is 1101 clear, Iiowever, tlial tlie p o k y  regarding rhe entity to which over the  should be chai-ged 
is the same for the legacy Duke Po\ifer and legacy Cinergy organizations. DE-Carolina's policy 
is that overtinie worlted by non-exenipt employees slio~ild first be applied to work perfoiined for 
affiliates. unless there is a documented reasoli not to do so. Its calculation and appljcation of 
separate overtime raws is consistenl with the policy. Tlie current policy for DE-Kenmcky is to 
charge overtinie hours worked during a pay period to the business unit causing the iieed for 
over~inie. Tlie application of these t\vo policies may or niay not yield the same results in similar 
circunistances.. The applicable nietliod should be consistent across the corporatioii and  i t  sliould 
be formally documenied 

5. Affiliates do not follow the procedures set out ii i  the Service Agreenieets regarding 
monthly bills and payments. lRcroriiiirciirltrriori # I )  
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The Service Company Agreement, Operating Agreement, and Non-utility A_greement all require 
that the service provider render a monthly statement to each client company reflecting the billing 
infonnation necessary to identify the costs charged for that month. A client company must remit 
all charges to the provider by the end of the month in which i t  received the bill. 

-\_.. , I. ..,... _.... . ... .. .... 1 , . , .... . ... ..., I. . -- I .... . . . .  

The corporation conducted no routine settlements for inter-company charges under the Operating 
Agreement and Non-utility Agreement.. The Treasury Group nionitors the inter-company 
positions and settles balances periodically a t  its discretion or when balances are outside certain 
parameters. 

Charges between DESS and Midwest affiliates under the Service Coinpany Agreement are 
settled monthly. Tllrough the end of 2007, there was no routine settlement for inter-company 
charges under the Service Conipany Agreement involving DEBS. and the corporation did not 
move cash among companies on a monthly basis. 

6. DE-Kentucky does not maintain a Formal affiliate transactioo accounting manual. 

Liberty considers il lo be best practice for any utility with a senice company. or with service 
agreements among utility and non-utility affiliates, to niaintain a fomial affiliate transaction 
accounting manual. S i~ch  a manual should provide a general description of Service Coinpany 
hnctions and definitions of the allocatioit iatios used to distnbule costs not otherwise directly 
charged or assigned, and should list the allocation percentages for each functional cost allocation 
pool. The manual should provide guidelines for transactions invol~ing thc utility to assist 
employees in implenienting the accounting requirements regarding affiliate transactions. It 
should also describe \he appropriate method to derive Service Company direct charge rates and 
to derive direct biliing rates that reflect fully distributed cost for charges between utility and non- 
utility affiliates. 

( R ~ ~ O l J J l i i ~ l l C k ~ l l ~ O l l  #2)  

Best practice for a formal afliliate transaction accounling nianual iiicludes more than mere 
conipilations of policies and procedures. Examples of supplemental material that is very useful 
include copies of nicmot anda, analyses, and invoices that serve as models, documentalion: 
exainples, and instnictions on how to distribute costs among affiliated businesses: a meaningful 
in&roduction. and an explanation of its contents. 

DE-Kentucky does no1 Iiaw a ionnal affiliate transaction accounting inanual as described by 
Liberty, Its affiliate, DE-Carolinas, does have such a manual: i t  piovides a description of the 
treat men^ of Service Company cosls: defines "fully dis1ribuled cbst." and sets ~or th  a priority for 
liow Service Company costs should be distributed to business units. The DE-Carolinas manual 
also contains guidelines for affiliate transactions olher than those in\dving the Service 
Company. including cost allocation and transfer pricing rules 

7. Major recomniendations of an internal audit report identifying sliortconiings in the  
affiliate transaction approval and accounting process Lave been impleniented, but the 
provision of training has been unduly delayed. (Rccoi~iii~c.iiclcrr,orl #-?) 

The iiiternnl auditirig ~ J O L I ~  i eported tliat utilily affiliates M ere not consistently using Service 
Request Fonns. n hich the company uses to f o m ~ a l ~ z e  Ihc afliliarc transaciion approval and 

Pflge 21 
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accounting process under the Operating Agreement and Non-utility Agreement. The internal 
audit report indicates that responsibilities and procedures to verify that charges have been 
authorized, and that services are priced at fully embedded cost, are not clear. Regulatory 
accounting intended to develop a process and documentation to address these issues by the end 
of 2007. L.iberty reviewed the latest version of this documentation, dated March 2008. and found 
it adequate. 

. .__-_.. _._._,.__.I .. .. " ,  . .. . ._ ,... ._ . ... .. .. . ... 

Internal auditing found that certain affiliate transactions had been recorded nianually in  the 
general ledger via journal entries, and had not undergone the foniial Senlice Request Form 
process, although accounting peisonnel did secure proper approvals before making the entries. 
BDMS does not block the use of manual journal entries to record affiliate transactions, but the 
accounting group used training to educate personnel not 10 use this approach in the f m ~ .  

The internal audit group found that the roles and responsibilities for producing the annual Cost 
Allocation Manual portion of the Annual Report filing were not clearly defined; and DE- 
Kentucky subsequently inipleniented a new process for generating the 2007 report. 

The internal ieport indicated that training programs were needed to educate utility and S e i G x  
Conipany personnel in how to charge time directly assignable to a utility or nowutility company, 
and that such a training program would be developed by year-end 2007 Tlie c o n i p i y  dweloped 
a training plan and schedule, but suspended development of a11 actual training program. 
ostensibly because i t  had not yet decided upon a system foi- time reporting 

The report also states that nianagenient deemed the process \%liereby tlie Treasury group 
manages inter-conipany balances as appropriate to settle affiliate IransncIions 1- iberty discusses 
this issue in a separate conclusion 

D. Recommendations 

1. Conform billing and settlement procedures to the laiigoagc of the Sertsice Agreenients. 
(Coiichnioii #.5) 

Libeav disagrees with inanagenient's opinion, as reflected in a recent internal audit report, that 
the TI easury Group's management of inter-company balances as needed is an appropriate 
method to settle afiiliate transacdoiis. Failure to settle iater-company balances in a timely fashion 
is cqui\~alent to a -'free loan" between affiliates. The parlies to lhe Operating Agreement and 
Noli-utility Agreement should render invoices and make settlements monthly. 

During tlie audit period, DEBS did not settle cliarges inonthly: liou e x r .  starling in 2008 the 
corporation settles at least montlily both DEBS and DESS charges under tlie Sewice Company 
Apreenient. Tlie Service Company still does not render invoices. and tlie parties shoald do so or 
aiiiend the wording in the agreement 

2. Develop and maintain a formal altiliate transaction accounting manual. (Coi~lrrsian #Is) 
While DE-Carolinas has a formal cost allocation manual, DE-Kentucky does nm. The Midwest 
conversion to tlie FMlS accounting system i n  inid-2008 pro\*ides a p o d  opportirnity fix the 
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Service Company and utilities to develop a new affiliate transactions accounting manual 
applicable to all affiliates, including DE-Kentucky. 

..., ... ..I ..... .....-.. , --,, ..._ ._.._. ..... ~ . ,. .. .,/ ..,. . ...., .. .. " .. ,.... .... . . ... . ._I ... ~ . .  . . . . .  

3. Complete time reporting training for all relevant employees by the end of the year. 
(Conclusion #7) 

The corporation's internal audit reporc indicated that training programs were needed IO educate 
utility and Service Company personnel in how to charge time directly assignable to a ulility or 
non-utility company. The corporation should finalize its choice of a time reporting system, 
develop an appropriate training prograni, and complete training of its employees by the end of 
this year. 
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IV. Service Company Overview and Cost Allocation Methods 

A. Background 
The Service Company is composed of two separate entities DEBS (Carolinas) and DESS 
(Midwest) Charging under the Service Company Agreement, however, essentially treats both 
DEBS and DESS as one. Duke Energy corisolidated the two senlice companies into one entity as 
of July 1, 2008. The next table sun~marizes the direct, allocated, and total cliarges from DEBS 
and DESS to individual business units for the year 2007 
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Finance Public Affairs - 

Internal Auditing Investor Relations 
Executive Transportation 

Melers Materials Management 

Fuels Rights of Way 
Power EngineeriridConslruction 

Electric System Maintenance 

Power Planning and Operations 

T&D Engineering and Construction 
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R. Findings 

Accountin2 
Legal 

Plannin:! 
Rates 

F acili ties 

MarketinglCusrorner Relafions 
Environmental. Health and Safety 

I .  Service Company Functions 
The next table lists the 23 functions that the Service Company provides.’ 

~overnance I E n t e r p r i s e  Utility 

Although not specified in the agreement, the Service Company separately distinguishes many of 
the business functions i t  provides into three service levels: governaiice-level, enteiprise-level, 
and utility-level services Governance-level service fiinctions generally relate to the highest level 
activities necessary for an entity to exist and operate as a corporation. such as prepaiatioii of 
financial statements and IJ S. Securities and Exchange Cornniission (SEC) reports. Enterprise- 
level services typically involve a business function that the Service Company perfomis for all 
entities. Utility-level services are those provided only to the operating ulilities within the holding 
company structure A specific Service Conlpany cost allocatioti pool applies to each fitnction and 
service level. 

Information Sysietns 

Internal Audiling 
Finance 

Executive 

Human Resources 

Public AKairs 

Public Policy 

__ Invesloi Relations 
Corporaie De\ eloprnenl 

~- 

! 

Y Y 
Y Y Y 
Y Y 

Y Y Y 
Y Y Y 
Y Y Y 
Y 
Y 

I 

.- 

y -  

The followiiig iable identifies the service levels at whicl~ each function niay be provided 

Service Company Functions - 

.. The Sci\ice Coiiipany has defined additional areas such as corporate dc\c.lopineni arid public polic! as sub- 
funciions within ihese funciions. 



- 
Y Y Y -_ Accounting 

Legal Y Y 
Planning Y Y Y 
Transportation Y Y Y - 

Materials Management Y Y 
Environmental, Health and 

Y Y Y 
Y Y Y - 

Seine functions coiisist only of utility-level services specific to regulated utility companies; the 
next table lists them. 

Fuels 

The Service Company accumulates tile costs that i t  cannot directly charge or assign into various 
fiinciional cost pools, and then allocates them to the business units. The DE-Carolinas affiliale 
transaction accounting manual contains a detailed cost distribution chart listing the applicable 
sub-functions of each Service Company function. For example, the information systems function 
contains five sub-functions: mainframe support, PC support, server support, communications 
systems, and management support. The chart also lists the service-level allocation pools for each 
fiinction and sub-function. The Service Company has separate enterprise-level and utility-level 
allocation pools for its PC support sub-fiinction, for example. The chart also lists for each pool 
the percentage of the pool that the Senrice Coinpany allocates to each major business uni~ .  For 
examplej the human resources f~nc t ion  uses separate governance, enterprise, and utility cost 
pools, of which DE-Kentucky receives 2.1 1 percent, 2.1 3 percent, and 2.42 percent, respectively. 
As noted earlier, DE-Kentucky does not have an affiliate transaction accouniing manual, and 
L.iberty used the allocation percentages shown in the DE-Carolinas manual for this audit. 

The 2007 DE-Carolinas manual lists 75 separate functional cost allocation pools, although the 
Service Company does not necessarily use them all. There remain, liowever, about SO additional 
allocation pools from before the merger of Cinergy and Duke Power. Tliese additional allocation 
pools pertain specifically and are only charged to Midwesl business units. including DE 
Kentmky.. The DE-Carolinas manual therelore does no1 list them. Althou$ i t  has dejiricd nearly 
SO Midwest-only pools, DESS currenlly uses only 40-50 OS them These pools are a carryover 
from the legacy Cinergy organization. and reflect the way in which legacy DESS provided 
services io legacy Cinergy affiliates. Some of tliese pools pertain only to DE-Ohio and its 
subsidiary DE-Kentucky, and arise because of the organizational and staffing rela1ionsliip 
ben\:een the two utilities. DESS has been 14 orking lo reduce \he number oi Mid\~est-only 
allocation pools since the merger. The Service Company expects that the number will decrease to 
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perhaps 20-25 pools as tlie legacy Cinergy organization converts its accounting system to FMlS 
in mid-2008. 

**- ...... ~ ..-,-..... L . A. - .  .._.._/ . .. . _. . .. . . _.._. .... ._.l___,__.____l._.__ _,..____.I_.._, 7 

619 256 
934 2,566 

1,553 3, I52 

Client companies are not required to utilize all Service Company functions. During the annual 
budget cycle, client companies have an opportunity to review projected costs from tlie Service 
Company. They may address any concerns or questions about charges for a particular senlice 
fiinction at that time There is otheiwise no process in place to amend, alter, or rescind a senrice 
as discussed in Section 1 ..3 of the agreement. 

2. Service Compa~iy Organization 

DEBS provided traditional corporate support services (e .g . ,  accounting and human resources) to 
Drike Power and its affiliates prior lo the merger. Cjnergy’s service company (renamed DESS), 
by contrast, provided a broader range of services. Cinergy centralized many utility support 
fiinctions, such as engineering and construction, fuels, and power plamiing, in its senrice 
company in order to pro\tide them coininonly IO its utilities, DE-Indiana, DE-Kentucky, and DE- 
Ohio Duke Energy adopted a similar approach with DEBS after tiie merger, beginning a process 
of ntoving to DEBS utility-related functions previously performed in the Duke Power utility 
organization. I t  also decided to centralize otlier hnctions at DEBS. Those functions include 
human resources and IT, which had previously been perfonlied on a decentralized basis. These 
changes required moving 10 DEBS many utility employees; DE-Carolinas officially transferred 
approximately 2,000-2,100 employees to DEBS as of January I ,  2007. 

The follonhg table indicates the nuniber of eniployees i n  DEBS and DESS before and aftei 11ie 
merger 

Service Company Employees 

Sc.orPnIDr1 2005 
I DEBS I DESS 

Shared Services _I_ nta I 2,399 
Tola1 3,449 1 2,560 

The figures for DESS for March 2007 reflect the rnowxnent of some corporale departnients to 
DEBS and the acceptance by some DESS eniployees of early severance and retirenient. I n  
addition to the influx of DE-Carolinas employees. the Iigures for DEBS for 2007 reflect a net 
niovenient of approximalely 70 employees to Spectra as part oftlie spin-off of the Duke Energy 
gas business in January 2007. Accounlinp personiiel stated that this net niovement resulted from 
the transfer of 92 DEBS empJnyees to Spectra: and 21 Spectra employees to DEBS. Liberty 
asked in its prior audit of‘DE-Carolinas if and Iiow headcount will be affected when the Sentice 
Conipany stops supporting the gas  business. The Service Company indicated that it did not 
anticipate additional changes \vhen i t  ceased supporting the @as business. Given tlie signilicant 
level of effort supplied by the Senice Company IO Duke Energy Field Sewices (Field Services) 
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and Duke Energy Gas Transmission (DECT), approximately $1.30 inillion in the last half of 
2006, it is difficult to understand how Service Company resources would remain effective at  the 
same level and composition. 

,.__ ..__. . .___  ..,__I_.. .& .... ,. .... ~ . . . .., ..,. .-, _,, .. .. ... ... .. ,.. .. . . . .. . .  . , .  r ,  .. ,_, .... .. 

The Service Company categorizes its employees as either corporate governance or shared senlice 
(z.e., enterprise-level and utility-level service) employees. The distinction does not, however, 
relate to the type of work a given employee can perfomi. As a general matter, a Senlice 
Company employee can cliarge time into any type of cost pool. The distinction is important in 
the Service Company-s calculation of allocation pelcentages, and in its calculation of employee 
non-labor overhead, which Liberty discusses in later sectioiis of this repon 

Under the terms of its agreement, the Service Company is required to maintain a suitably trained 
and experienced staff Liberty discusses this issue in the next section of this chapter. 

3. Training and Experience of Service Company Personnel 

Article 1, Section I .4 of the Service Company Utility Service Agreement states: "The Service 
Company shall maintain a staff trained and experienced in  the design, construction, operation. 
maintenance and nianagement of public utility properties -. Liberty used several broad and 
comprehensive data requests in an attempt to elicit information that would pemmit the formation 
of a judgment as to how the Service Company establishes its con?pliance with this part of the 
agreement. 

Liberty asked for a full description of any significant organization and staffing changes made in 
2007 involving the service companies DEBS and DESS 01- DE-Kentucky, and all studies 
performed in 2007 about any significant staffing, reorganization, function changes, and resizing 
involving any departli3ent or work proup hi DE-Kentucky and the service companies The 
responses stated that there were no organization changes and no studies. Libeity also asked Tor 
business plans or docunients dcscribing the worl( programs of the service companies and their 
planned expenditures The response was that there were none There are reportedly some 
business plans at  the department level. 

To reduce the possibility of inisconimunicalion, Liberty rephrased the questions. Libel-ty also 
inquired about discrete changes known to have occurred and potentially significant to 
organization and staff changes. e.g _. the transfer of DE-Carolinas employees to DEBS and the 
spin-off of Spectra. The response stated that no such shtdies were performed and canfinned ihat 
in 2007 none of Duke EnergJT-s service coinpanies or m y  of their seginents prepared business 
plans or documents wit11 other titles that described 11ie work programs of the service companies 
or their components. 

Conipany-provided information durinp Liberty's audit of DE-Carolinas indicated a transfer of 
about 2,000 enipfoyees froin DE-Carolinas io DEBS in LO07 The response in this audit that 
tliere had been no significant staffing. reorganization. function clianges. or resizing rhus required 
reconciliation with the infoimation gained in the Norlh Carolina audit. Liberty asked for 
clarification of that apparent con11 ict: the response staled [hat "only 45 employees transferred 
between DE,BS and the Carolinas.' The Company has since repoiled that about 2.000 employees 
Iransfei-red lioin DEBS io DE Carolinas in 2006 (but el'l'ecti~~e in 2007). 
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Finally, Liberty asked the company to refer to the previous data requests and requested any other 
documents that show how Duke Energy complied with the requirement of Section 1 4 of the 
agreement. The response to that request indicated that there were none. 

Liberty asked for the budgets and actual spending for all departments of the service companies 
for 2007. The company was unable to provide that information. It did provide expense budget 
and actual figures for a subset of the departments that make up the service conipacies, which 
were the "corporate center" groups that consisted of the Chief Executive Officer (CEO), chief 
strategy and policy officer, chief legal officer, and chief administiative officer The budget and 
actual figures that tlie Service Company provided showed that aChlal spending was 98 percent of 
budgeted spending, excluding employee and executive benefits and rewards, for which actual 
spending exceeded the budgeted amount by 2 1 percent. The budget and actual figures provided 
excluded those Sentice Company units forming part of the U.S. Franchised Electric &L Gas 
(FE&G) and non-utility businesses. The infomiation provided to Liberty also excluded the 
budget and actual information for suppon provided to Spectra. 

L.iberty also asked for. 
Policies and procedures on hiring (including minimuin expeiience/education 
requirements) 

New-hire onentalion, continuing education, and training opportunities (both inteinally- 
and exlernally-offered rnaterjals/courses) 

Regular employee reviews and evaluations 
A list of Service Company positions filled (whether from internal 0 1  exteirial sources) 
during the audit period 
How to undertake testing of each employee's educational background and pas! 
experience 

How the positioddepartnient was involved in the hiiinp decision 
Whether ex tenlally-hired employees completed new-hire orientation 
Whether these employees received regular evaluations in accordance with Duke Energy 
policy and training. 

The response came too late to permit the contemplated testing. The response provided 
procedures for hires into interrtsliip and co-op programs and for pre-enqdoyment screening. I t  
noted that "training is very diverse," and provided a brief narrative of the role of pe~-fonnance 
evaluation. The response also included data in sireadsheel fonnat on "workforce activity." This 
data sliowed that in 2007 Duke Energy's hiring-activity rate was low. Excluding interns and co- 
op students. Duke E.nergy i n  total (not just the Service Company) in 2007 hired less than 80 
employees, about half  of whom were cusionier-senlice representatives. 

4. Service Conipany Cost Allocation Ratios 
The service agreement calls for the Service Company to charge or assign direcily as niuch of its 
costs as possible. To the extent tlm it  does not, the Senrice Company collccts any resjdual costs 
in one of many ftinctional cost allocation pools. A group of sis accounting cniployees manages 
allocations from ihese pools for both DEBS and DESS. They have resiionsibilitp for calculating 
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the allocation percentages that will apply each year. The group typically reviews allocatjons 
monthly to determine if the cost pools have cleared, and examines actual versus budgeted costs.. 

._. .._-...I .... _ . ,  __  . , . ..-,~. , . . . ~  <.” -_,_--.. __.> ~ __....._.. ... I .... , .... ~ ... . . - 

Inventory Procurement spending 

Accounting personnel review allocation ratios and percentages each year during the budgeting 
cycle, which typically runs from July to November. The Service Company considers allocation 
percentages to be final for the year when its budgets are finalized. However, any major 
organizational change (e.g, resulting from a merger, acquisition, or divestiture) will generate a 
review of the allocation percentages An adjustment to the pools affected will be made i f  the 
change is material. 

Sauare lbotaee 

Most Service Company hnctions use more than one cost allocatjon pool. For example, the 
finance function has separate governance, enterprise, and utility cost allocation pools. The 
service agreement calls for the use of one of a set of prescribed allocation ratios to distribute 
COSIS for each pool. The next table lists these ratios. 

Gross margin 1 Labor dollars 

Service Company Allocation Ratios 
I Sales -T Electric peak load I Number of cuslorners 1 

Net plant, property, and equipment 

Distribution circuit miles 

I Number ofeinnlovees I Conslruclion expenditures I Number of CPU seconds 1 

Generaling unit MU’ capabilily 

Number of IS servers 

__-- ~ 

Number o f  PC workstalions 

Transniission circuit miles 

5. Three-Factor Formula Ratio 
The Service Company calculates the three-factor formula ratio as the weighted average of three 
other ratios the gross margin ratio, labor dollar ratio, and net PP&E ratio The Service Company 
has delined the underlying factors of these three ratios- 

Gross margin equals total operating revenues less cost of sales iscludjng purchased gasr 
purchased power, fuel used i n  generation. and other costs of goods sold 
Total labor dollars are those that Iiave been charged to a given business unit, wliich 
includes charges made to it by the Sentice Company or other afiiliates 
Total labor dollars include labor. unproduclive lime, and incenlives 
Net PP&E is book value of assets less accuniulated depreciation. 

* 

The intio most frequently used by the Service Company is the tltree-factor forniula ratio. The 
Senice Company uses the three-factor formula ratio to allocate all povernance pools, except 
Iiuman resources. and also uses i t  for a large portion of enterprise and utility fuiictional cost 
pools There was a significant change in the governance and enlerprise three-factor foi-niula 
percentages from 2006 to 2007, priniarily resulting from the spin-off of Spectra. The next table 
suniniarizes the 2006 and 2007 allocations under the threc-facial formula for each ma,jor 
business entity These major business entities include Field Seivices. DEGT, Crescent 
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D E 0  DEK DEI DEC NP&L DEGT Field NANRG 

Go\wnancc2006 6.50% 1.52% 11.01% 36.55% 24.04% 3.91% 9.11% 

Go\*cmance 2007 9.66% 2.S1Yv 16.07% S2.R6% 0.69% 11.67% 

Enterpiisc2UOh R.l2?'~ l.SS%o 13.71% 45.54% 15.40% 11.29% 

Entoprisc 2007 10.25% 2.99% 17.08% S6.17% 0.7+ 12.46% 

Ulilily 2006 Il.66'50 2.76% 19.86% 65.72% 

Uiility 2007 11.73'15 3.44% 19.66Dt 64.32% U.&S'% 
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3.50% 2.46% 0.50% 

5.64% 0.60% 

0.29% 3.14% 0.61% 

0.19% 0.1 I% 
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Gross marsiii 

Resources, North American Non-regulated Generation (NANRG), and Duke Energy 
International. 

Gowrnance "A Enterprise-% Utility O/u 

2006 2007 2006 2007 2006 2007 
1.00 2.11 1.32 2.29 1.89 2.56 

The Service Company's calculation of the tluee-factor formula d o  differs depending upon 
whellier tlie functional cost pool is for governance-, enterprise-, or utility-level service costs 
Calculation of the governance three-factor percentages includes both domestic and international 
assets, labor dollars, and gross margin. The enterprise tllree-factor formula percentage 
calculations, however, inclttde only I1.S -.based assets, labor, and gross margin Consequently, 
the enterprise percentage calculations for 2006 excluded: (a) non-U S Duke Energy lntemational 
personnel, (b) DEGT Canada assets and personnel. and (c) gross margin associated with Duke 
Energy Inieniational and DEGT Canada. I t  also excluded Field Services. Tlie Service Company 
justifies the exclusions on the basis that it does not support non-U.S. Dulte Energy lntemational 
personnel: and because i t  charged DEGT Canada and Field Services for enterprise-level services 
under a separate agreement in 2006. The Service Company deducted enterprise service revenues 
that i t  received under these agreements from its costs before allocating the remainder to the other 
business units. 

When calculating the llirec-factor lomula ratios for 2007. the Service Conipany removed DEGT 
(U S. and Canada) and Field Services from all calculations, because these businesses were spun- 
off as of lanuary 1 ,  2007 It  also removed Ciescent Resources, because that business is now 
accounted for as an equity investmeiit, and effective January 1, 2007, does not use any 
governance or shared services. Such changes caused DF-Ken~ucky's governance and enterprise 
three-factor allocation percentages for 2007 to become notably higher than they were in 2006 
Tlie following tahle sumniaiizes the components of DE-Kentucky's three-factor fomiula 
allocation pel centagcs. Service Company personnel conliinied that the supporting documentation 
for the allocation perccntages i t  providcd i n  R prior audit \\ere slill vnlid 

' In  2007. the Sei 1 ice C orn~iany began I o  ~ 3 1 ~ ~ 1 1 3 1 ~  I h e  allocalion perccniagcs for h'anlahaia Power 6: Light ( S P 6 L )  
separately fioin those o i  DE-Carolinas. 



-- -- __I___I -- KyPSC 2009-00202 ._ . ____ ___ 
Attachment QLD-5 
Page 36 of  117 

Labor dollars 1.48 
PP&E 2.07 
Three-factor formula 1.52 

Final Report Audit of Merger-Related Agreements 
Public Version IV. Service Company Overview Duke Energy-Kentucky 

.. ..I. ..,.. _ .  . .. . .. .. . .-.. . . ..,. _..-_ . ,-., I ... _I_L _._- ~ __.._. 

3.35 1.77 3.46 2.39 3.81 
2.98 2.55 3.20 3.95 3.93 
2.81 1.88 2.99 2.76 3.44 

Util i ty three- factor allocation percentages remained relatively constant, because their calculation 
is unaffected by tlie gas spin-off. Tliere was, however, a more noticeable impact on the utility 
tllreerfactor allocation percentage for DE-Kenhicky, which experienced significant increases in 
gross margin and labor over the prior year. Tlie increase in gross margin was mainly attributable 
to a gas rate increase that went into effect in late 2005 and to weather conditions that increased 
gas and electric revenues. The increase i n  labor was due to the transfer of generation units to DE- 
Kentucky from DE-Ohia effective January I ~ 2006. 

There were also otliei clianges in the Seivice Company's method for calculating the three-factor 
formula percentages The Service Company changed its approach to deriving the total labor 
dollars for time-factor percentage calculations from 2006 to 2007. Instead of using data for a 
prior twelve-month period, the Service Company annualized the labor dollars for a four-month 
period (April 30 to July 31, 2006) The Service Company's rationale was to provide a better 
reflection of relative labor dollars ainong the companies post-merger. This approach is atypical, 
but responsive to the change in baseline conditions brought about by the combination of Duke 
Power and Cinergy The Service Company also began deducting Asset Retirenient Obligation 
(ARQ) Net Asset Balance. which is typically composed of environmental obligations, frorn net 
PP&E 

Liberty reviewed the Senlice Company's calculations of three-factor allocation percentages. The 
Service Company relied upon data from financial reports to derive net PP&E and gross margin 
figures and on accounting system repom to derive total labor dollars. 

6. Extent of Three-Factor Ratio Use 

Whenever practical, costs should be accounted for and charged on a direct basis Indirect 
allocalion should be Iiniited IO cases where i t  is necessary. 111 those cases, the allocation factor, 
i e ,  the unit upon which a ratio is based: should coiiespond as nearly as possible to the 
measurable benefits arid beneliciaries of the senlice or, said another way, to the causer of the 
costs The use of general allocators, such as tlie three-factor fonnula, should be minimized. The 
Senlice Company, however. uses the three-faclor f o l ~ ~ i t ~ l a  iatio to allocate all but one of its 
governance-level functional cos1 pools and a large number of its enterprise- and utility-level 
pools 

There is no universally accepied way lo allocate governance-level costs, and no method is 
perfect Wlial is clear. Iiowever-. is (hat a coiiipany should directly charge or directly assign as 
much of these costs as possible, in  an el'fort to minimize the amounts Ilia1 must be allocated. One 
possible alteniative to using the lhree-faclor fonnula ratio for  allocating governance pools would 
be l o  charge hnctional go\'elnance pools to business units in proportion lo their use of 
enterprise- and utility-level services for the same function. As an example, the Service Company 
could calculate the ratio of '  a business unit's nionthl!: direct and allocated charges for enterprise 
and utility accounting services to ihe Service Company~s total monthly cliarges for these 
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services. The Service Company could then charge the business unit that same percentage o f  
accounting governance costs. This approach would link a business unit's responsibility for 
accounting governance costs to its use of demand-driven accounting services, not its grass 
revenues, total laboi, or net PP&E. This approach is appropriate for most governance functions; 
exceptions would include investor relations and internal auditing, which have no related 
entetprise- or utility-level cost pools. By adopting this approach, or one that accomplished the 
same result, the Service Company could limit its use of a general allocator for governance costs. 

__.,,~.~...._.___.I... . ..,. , . .. ..,.. . ... .. .... _.... , .... ._ .... . .. . . , . 1 .__,. _-...-.._..__. -. 

Facililies L.ocalions 

Envjronnien~al. 
I-leaiili and SalPiy  - 

Siiiiilarly, there is no one correct way to allocate enterprise- and utility-level functional costs. 
However, using a general allocator for services that are "demand driven" is an 
oversimplification. L.jberly Bas reviewed cost allocation methods and affiliate traiisactions at 
many utilities, and has found different approaches. What js atypical here, however, is the use of 
general allocators to distiibute such a large proportion of service company demand-driven 
Functional costs. DEBS and DESS allocate approximately $200 million of governance-level costs 
and $200 niiliion of enterpiise-level costs per year using the lhree-faclor fomiula ratio. This i s  
too large an amount to be distributed by generalized or imprecise methods. 

7. Other Allocation Factors 

Liberty examined a subset of allocation ratios that the Senlice Company uses for its cost pools 
for Functions with both enleipi ise- and utility-level services. The next [able summarizes this 
group of enterprise- and utili~y-le~~el allocation factors. 

Square footage Squaie foolace 

7 h e - f a c t o r  Salcs 
- 

AI 

I Finance I Three-facror I 
I Inteinal Audilint! I nia I Three-laclor I 
I Executive I Three-factor I ~liree-factor I 

11 of Eniployees 

Thi ee-facto1 

H of Employees 
WI avg. 8 ol'Cusioiners 
and tl of Employees 

I Three-lacior I 

Three- lecror 

Three-factor 
I 1 
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1 ~ . ~ ~ ~ ~ ~ ~ ~ ~ '  I I Procurement spending Procurement spending L 
Three-factor 
Ida 

With the exception of the three-factor formula, the factors listed above are specific. They also 
generally correlate more closely with cos1 causers and beneficiaries. Liberty's examination of 
thein included a review of the niethods for calcnlating the ratios thal apply these factors. Liberty 
found many of tlieni to be appropriate Some raised questions that merited closer examination, a s  
discussed in the next sections of this report. 

8. Number-of-Employees Ratio Calculation 
The Service Company uses the nuniber-of-eii.lployees ratio to allocate the costs of several 
enterprise- and utility-level functional cost pools, and to allocate governance-level liriman 
resources costs. The next table summarizes the DE-Kentucky number-of-employees allocation 
percentages for 2006 and 2007. 

Ulilitv '% 

DE-Kentucky-s governance and enterprise number-of-employee allocation percentages for 2007 
were higher than those for 2006. In addition to the spin-off of the gas busiaess, one reason for the 
change is the relatively lai,ge reduction in NANRG employees used for purposes of the 2007 
allocation. The Service Company identified several factors that caused the reduction of NANRG 
employees from 2,574 to 1,439: 

Wind down of Duke Energy Americas and the sale of Duke Energy North America 
(DENA) plants 
Sale ofthe marketing and trading hnction 
Reduction of Duke Energy Gerieralion Services employees 
Differences in how DEBS and DESS senlice company eniployees were allocated in 2007. 

Liberty exanlined the general approach the Scrvice Company used to develop its three separate 
governance, enteiyrise. and utility number-of-employees ratios The Service Company derives 
for each business unit two different adjusted employee headcount numbers One drives the 
calculation of allocation percentages for utility- and entcrprise-level cos1 pools; the otlier does 
ihe sanie for governance-level cost pools. Essentially. the Service Company adds a prorated 
s h e  of its emplovees to each business unit's beadcoiinl figures. in order to spiead 10 otlier 
t~usiness units h e  costs that would otherwise be associated it i t h  Service Company employees 

The Service Company uses the eiiterprise-Ie\~el nuinber-oE-eniplo)'ees I atio to spread certain 
demand-driven ( i  e., enterprise) costs to all business unils except lor DEBS and DESS shared 
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services. In practice, the Service Company treats tlie corporate governance group like any other 
business unit, and allocates to it a portion of enterprise-level hnctional pool costs based on its 
adjusted number of employees. The Service Company uses the governance-level number-of- 
employees ratio to spread certain coiporate governance costs to all business units except for 
DEBS and DESS shared service and governance. 

..... ~. .,... . . _._.,..._...._ ._ . .-,. . . . ... . _ >  . .-.......,,. ..& ..._ " _ . ._  

To calculate the 2007 ratios, the Service Company first began with the base headcount of each 
business unit as of June 30,2006 Tlie Service Company used headcount figures as of September 
30, 200.5, to calculate the 2006 percentages. I t  then ad.justed these figures by spreading its shared 
service employees over all other business units, including the corporate governance group. The 
Service Company exanlined where both DEBS and DESS shared service persoi~~iel charged their 
time during the prior period, and assigned them to a business unit headcount accordingly. It also 
examined where DE-Carolinas eniployees charged time, in order to recognize that some DE- 
Carolinas employees would be moving to DEBS i n  2007. For DE-Kentucky, the Service 
Company adjusted the utility's base lieadcount number of 208 to 390, in order to reflect its 
"share" of shared service personnel. The Service Company then used this revised number to 
calculate enterprise- and utility-le\ el allocatioii percentages. 

To calculate the *'utility'* number-of-employees percentage, the Service Conipany divides DE- 
Kentucky's adjusted number of employees by the total adjusted employees for all utilities 
( 16,159), to yield 2.42 percent. To calculate the '-enterprise" nuniber-of-employees percentage, 
the Service Company divided DE-Kentucky's adjusted number of employees by the total 
adjusted nuniber of enterprise employees ( I8,289), to yield 2.13 pelcent. Total enterprise 
einployees consist of all Duke Enei gy employees excluding non-U..S. Duke Energy hitemational 
einployees, as well as DEBS and DESS employees designated as shared senlice employees. Tlie 
Service Company does not provide shared services to the non-US.  portion of Duke Energy 
International, but i t  does provide governance services. 

The Service Company calculates a second adjusted headcounr figure for each business unit. 
whereby it also spreads its governalice employees over all non-Senrice Company business units 
The Service Company further ad.justed the DE-Kentucky headcounr figure to 405, which reflects 
the addition of its share of governance employees. To derive the governance allocation 
percentage, i t  divided this figure by the total adjusted employees (19,197). yielding 2 1 1 percent 

The Service Company's approach for calculating the number-of-eniployees percentages changed 
from 2006 to 2007. For the purposes of 2006 peicentages, the Service Company simply spread 
DEBS employees in a prorated Ihshion to all legacy Duke Power business units I t  allocated 
DESS employees based on how the respective centers had mainly charged their time in the prior 
year. which nieaiit that many of the DESS einployees had been allocated across only the legacy 
Cinergy enterprise. For 1007 percentages. the Service Conipaity grouped DEBS and DESS 
employees based on function, accounting persoilnel re\ie\s ed lion. these fuaclions cliai ged their 
h e ,  and then allocated einployees to business units on tliat basis 

Liberty's review of tlie calculation of the 2006 nuniber-o~-eniplo~ces percentages revealed that 
the Service Company did not include DESS governance employees in its corporate ywernance 
group headcount. I t  included only the DEBS governance employees Under the ZOOG allocarion. 

\ f ~ n  19. 2009 P N.? c, 3 
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therefore, the governance group received a slightly lower percentage of enterprise costs than i t  
otherwise would have. The other business units received correspondingly more. Notably, the 
Service Company in turn allocates the governance group‘s costs to these same other business 
units. This second allocation causes the net effect o f  the error to be minimal. The Service 
Company indicated that it had not corrected the error for its 2007 calculations, and that the error 
in method may have affected other allocation ratios, such as number o f  PCs or serveis. 

1 _--.I.... . ,._ __I__^_ .....-.. .. ..... ...., ..... * % .  .,--.-. .., ,-... .__ . 

Allocation Ratio -_ Enterprise YO Utility %I 

-- - 2206 2007 2006 2007 

Number o f  CPU seconds 0.16 0.19 0.28 0.2s 

1.97 1.78 1.81 

2.24 3.50 5 .18  6.9 1 Numbet o f  servers 

Procurement spending 0.95 1.06 1.50 1.51 
Wt avg. # of 

.-- - _I Number of PCs 1.43 

-- 

The Service Company‘s “spreading” approach for determining the enterprise and governance 
number-of-employees ratios operates by adding a prorated share of its employees to business 
unit headcount figures, in order to spread costs that would otherwise be associated with Service 
Company employees. The approach involves a considerable degree of judgment and is a t  best an 
approximation. In simplest terms, the Service Company is attempting to assign each DEBS 01 

DESS employee, or portion of each employee, 10 the business unit(s) he or she suppods 

The Senrice Company indicated that it planned to eliminate the distinction between shared 
service and governance employees in the fumre, which means that i t  would have to develop a 
different approach for calculating this ratio. 

9. Effect of the Service Company “Spreading” Approach on Other Ratios 
Liberty exanlined the effects of the Service Company’s “spreading“ approach oil tlie calculation 
of other allocation ratios The next table sunimanzes the DE-Kentucky percentages for ratins 
used to allocate both enterprise-, and u[ility-level costs. 

The Service Company uses a spreading approach when calculating these five ratios similar to [lie 
one i t  used to calculate the number-of-employees percentages, Tlie following exaniple illustrates 
this approach. In order 10 calculate the number-of-servers allocation percentages, (lie Service 
Company had io first calculate adjusted senrer totals for easli business unit. In the case of DESS. 
the Senice  Company conducied an analysis to dctertnine which business units the DESS shared 
service employees supported. and spread the s e n w s  accordingly. I n  the case 0 1  DE,BS. the 
Senlice Company simply prorated sen-ers associated with DEBS shared service employees to the 
other legacy Duke Power business units. as well as to the DEBS coiporaie group. as su~i~niarized 
on the next table. 
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Reallocation of Servers 
__,... ,_.._ t .. ... ._..,... .... .-.... ........ " ..... . ., ..__,__.,_ ". ,..... .,,~... ..^. _-_. ~ ., __.._-._..,__ ~ . . _.._ .,......_. , ,, 

# of 
Servers Entity 

O h  of Adj. # 

DEBS Servers 
"Oaf Total w/o of Total 

Corporate 
International ,- 

DENA 
DukeNet 
DEC-Carolinas 
DEBS 
Toial - .  L_ 

The Service Company grossed up the number of s e n w s  for each supported business unit based 
on each unit-, relative percentage of total servers. For example, DE-Carolinas had 249 servers, 
or 30.55 percent of the total of 81 5 servers, and had 37.33 percent of the 667 non-DEBS servers 
(81 5 less 148). DE-Carolinas was therefore assigned an allocation percentage for server support 
of 37.33 percent. DE-Carolinas, like the other business units, absorbs a portion of the cost of 
server support associated with DEBS employees. In this case, DE-Carolinas absorbs the cost for 
55 of the 148 DEBS servers. 

I21 14.85% 18.14% 148 
13 . 1.60% 1.95% 16 

280 34.36% 41.95% 342 
1 0.49% 0.60% 5 

249 30.55% 37.33% 304 
148 18.16% 
815 , 100.00% , 100.00% 815_ 

The Service Company used the adjusted total nuniber of senlers for each busjness unit, whjch 
included each unit-s share of DEBS and DESS servers, to calculate the enterprise- and utility- 
level allocation percencages that it used to distribute, in this case, IT server support costs. 

The Service Coinpany made seine modifications when i t  calculated some of these allocation 
percentages for 2007. For example, in sonie cases 11 used Ihree-factor formula percentages to 
spread some enterprise allocation units (such as CPU seconds used by DESS), rathei than 
conducting an analysis to detemiine which business units an employee supported (as it did for 
assigning PCs). As a general matter, DESS and DEBS each used slightly different me~hods to 
develop allocation factor units for 2006 allocation percentages, and have attenipted to better 
align the methods for the 2007 calculatjons. Like the nuiiiber-of-employees ratios, the Senlice 
Company-s spreading approach for detemiining these percentages involves a certain degree of 
judgment and is a t  besl an approximation. 

Tlie Service Company's approach to calculaiing these allocation percentages has implications for 
the cos1 of o\rerhead. A porlion of the cost for shared service functions that \vould otherwise be 
associaied nit11 providing that shared senrice, for example, a portion of human resource or IT 
costs, is not reflected in either the direct or allocated charges foi a shared service function. As an 
example, the IT overhead costs associated with an employee perforniing enterprise-level 
accounting services are distributed to a business unit in proportion to ho\v iliat business unit uses 
IT services: not how i t  uses accounting services. The business unit's allocation percentage for IT 
sei-vices incorporales the unit's share of the accounting groiip's IT costs. 
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10. Allocation Ratios for "Utility-Only" Costs 
Liberty examined the allocation ratios that the Service Company uses to allocate functions that it 
provides only to the regulated utilities, or that i t  provides to regulated utilities and NANRG, Le., 
that have no corresponding enterprise pool. The next table summarizes the allocation factors that 
the Service Company uses for these functions 

Allocation Ratios for Utfi  
U t i l i h  Cos1 Allocation Pool . 
Meters 
Rates 
Fuels 

Powel Engineerinp!Construction * 
Rights of Way 
Materials Mgni!. - inventory 

Elcc /ric SI r i ~ n 7  Alrririrerin/7ce 

Transmission System 

Disri ibution System - 
Poi1 et P I i i r i i i i t ig  crr7cl O ~ P I  u/iori.\ 
Generation Planning * 
Transmission Planning _____- 

Distribution Planning 
Generation Dispatch 

Transiiiission Operalions 

Distribution Operations 

,-Only Service Compaiiy Fuiictioiis 

H of Customers 
Sales 
Sales 

Production plant construction expenditures , 

Circuit miles of tians lines 

Inventory 

_I 

Allocation Factor 

- 

Circuit niiles of transmission lines 
Circuit miles of distribution lines .- 

Electric peak load , 

Electric peak load 
Wt.. averap of electiic peak load arid circuit 
miles of dislribution lines 
Sales 
\VI. average of electric peak load a n d  ciicuil 
miles of tiansmissioii lines 

Wt. average of electric peak load and circuit 
miles of distribution hies 

~ . _  

- 

Generating unit MW capability -- 
Sales 

- 

Trans plant construction expenditures 
Dist plan1 consirtic!ioii expenditures 

Sales 
P of Customen 
0" orCustoiners Customer Sei vice 
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tucky Utility-level Service Allocation Percentages 

Number of employees 2.42 
Sales (saleslDSM. rates, env.) 4.96 
Sales (pen. dispa~ch, fuels) 4.04 
Sales (wholesale power) n/a 

lnvenrory __ OS6 
Constiuclion expend. - Trans. 0.SS 

Conslructiori expend. - Dist. 2.80 
Construction expend. - Power 

Eleclric peak load - Gen. 

Electiic peak load - Trans. 

Circuit miles - Dis1.- 1.99 
---" Wt. aviz. I peak load/circuit - 7 , 

Gen. unit MW capabilily - Ulilily 

G s n i t  M W capability - Reg. 

-- 2007 Yo Allocation Ratio -- 

1 .oo 
Number of cusIoiners 5.23 

3.08 

2.34 
Circuit miles - Trans. 0.52 

I .43 
2.17 
4.59 

- 6.47 

WI. avg. - peak loadkircuii - D 

-. 

The preceding allocation factors used for utility-only cost pools bear a reasonable relationship to 
cost causers, beneficiaries, and benefits. The Senlice Company uses a weighted average of two 
ratios (circuit miles and electric peak load) to allocate costs for certain power planning and 
operations functions. The Service Company stafed that i t  adopted this approach to take into 
account the specific aspects of a system, and noted that using both circuit miles and peak load 
better represented the usage and physical aspects of the system. The next table summarizes DE- 
Kentucky's allocation percentages for the listed utility-specific ratios. 

The 2007 utility-lese1 service allocaiion percentages geneially changed veiy little fi-om those of 
the prior year. Liberty's exainination of the supporting docunientahn confirnmed the Service 
Company-s calculation of Ihese utility-specific allocalion ralios The spreading issue addressed 
earlier does not apply here. 

The Service Company uses three different sales ratios to calculate allocation percentages, 
depending upon the functional costs i t  is allocating. The lbllowing (able surnniarizes the sales 
ratios for utility-level functianal cos1 pools. The percenlages i i i  2006 and 2007 were the same 
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Wholesale Power 
Operations 

Generation 
Dispatch and 

Fuels 

Sales Ratio Allocation Percentages 
I 

DE-Indiana 
DE-Kenluc ky 
DE-Ohio regulated 
DE-Ohio non-reg, (NANRG) 
DE-Carolinas 
Total 

19.46% 4 1.40% 28.72% 
4.95% 4.04% n/a 

27.20% d a  d a  
54.61 Yu n/a n/a 
16.67% 4S.39YO 54.56% 

100.00% l00.00% ~00.00% 

The sales ratio that the Service Company uses for rates, marlteting/sales/denia~id side 
management, and environmental affairs is based on Federal Energy Regulatory Commission 
(FERC) Forni 1 data for megawatt hour sales: gas sales from the Midwest utilities are converted 
to equivalent kilowatt hours. The Service Company allocates costs for these functions to the 
fernier Cinergy utilities CG&E, UL.H&P, and PSI, and to DE-Carolinas. The sales iatio that the 
Service Company uses for generation dispatch and fuels services is based on the same FERC 
Form 1 data, excluding DE-Ohio (because 1 1  has no regulated generation) Similarly, the sales 
ratio for wholesale power operations is based on FERC Form 1 data on non-requirements sales 
for resale for DE-Carolinas. DE-Ohio, and DE-lnd~ana (excluding DE-Kentucky because i t  has 
no sales for resale). Unlike the other iwo niilities. NANRG sales for resale are for the non- 
regulated generation business. although Ihe relevant data still appear 011 DE-Ohio's FFRC Form 
1. 

I 1 .  Service Company ''Overhead'' 

The Service Company Utility Service Agreement does not explicitly discuss overhead costs; i t  
states only that charges for services will be based on fully embedded costs. The DE.-Carolinas 
affiliate transaction accounting manual metitions overhead, stating that Senrice Company 
charges will be based on fully distributed cost and iiiclude:" 

Labor and non-labor expenses 
e Payroll taxes, fringe benefits. and incentives associated with labor expenses 

Overliead costs, such as management, ad mini strati\^, facilities, teleconiiiitinications, 
computers, etc. 
Asset costs attributable to [he Sewice Conipany, such as properly tax. depreciation, 
property insurance, and cost of capital 

e 

DEBS and DESS h a w  significant o~wliead costs. The Service Company uses indirect 
approaches Lo account for arid allocate lhese overhead costs. The Service Con~pany spreads niany 
of the overhead costs associated with shared service. i e ~ enlerpiise- and iiiility-le\~el. functions 
to other business units by the way thal i t  calculates ccrtain allocation ratio percentages. Overhead 
costs associated with shared service ernplayees are absorbed by other business iinits, not in 
propoi-tioii IO the unit's actual use of the functional shared senlice, but in  proportion i o  iis own 

' Duke Energy uses ihe term "lull \ ;  distribuied cost"' and - 'fully embedded coski'^ interchangeably 
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overhead costs of the same type, such as those related to IT. While the Service Company does 
assign some overhead costs to governance employees or functions, i t  allocates those out for the 
most part using the general three-factor fonnula ratio. 

.._,. .._., .-... .... ...... __ ~ I. .. . .... - -L.  --.__*......L....- ,..., ..... I . I _  .... L - .  ...... - .... . ,....,,- '. . - ...,.. ~ .L ." 

The Service Company does not include overhead costs in direct labor charges to a business unit. 
Consequently, direct charges to a business unit for work performed on its behalf by a functional 
area such as accounting or legal consist only of fully loaded labor, which is not, by definition, 
fully allocated cost. As a general matter, the Service Company distributes overhead costs 
indirectly through one of the numerous functional cost ~001s .~  The amount of overhead costs that 
a given business unit receives for a shared service function, such as accounting, is based on IIOW 
much of the cost pool that i t  receives using an allocation ratio, not on how much of the actual 
service it consumes. Stared differently, tlie business unit receives a portion of sliared service 
accounting overhead costs for IT, for example, based on its own use of IT, not on its use of 
accountants. 

Although most of the overhead costs for shared service employees liave already been othenvise 
spiead to the other business units, there are some relatively small overhead charges related to 
enterpiise-le\~el hnctions, such as office supplies or management costs Typically, these nominal 
overhead costs are allocated in the same fashion as the allocation pool for the enterprise function. 
Even if a shared senlice employee directly charges all of his or her time, the employee's 
o\lerliead would still be allocated via the cost pool. Direct chalges for any enterprise-level 
functional services do not contain overhead. 

The appendix to the Service Company Agreement states that the Service Company must 
maintain recoi ds of employee-related expenses and indirect costs for each hnctional group 
within tlie Seivice Company. I t  slates that indirect costs should be dii ectly assigned wlien 
identifiable to a pai~icular acti1"ity. process, project, responsibility center, or work order L iberly 
does not consider the allocation of all overhead costs using indirect methods to be appropriate 

The Senlice Company Agreement also states that charges under the contract "shall be at actual 
cost thereof, fairly and equitably assigned, distributed or allocated." The Service Company 
distributes overhead costs in such a way that it is extremely difficult to de~emiine i f  the outcome 
is fair7 ;.e., the cost of overhead is directly linked to cost causation or usage of  services. In 
addition, the Service Company's method is not sufficiently transparent, and i t  is very diflicult IO 

verify through a document trail 

lJnder its approach. the Service Company does not lmow the all-jn cost for a n y  of the fiinciions ~t 
perfoniis. Liberty believes that the commitment by DE-Kentucky to maintain cost allocation 
procedures that acconiplish the objective of preventing cross-subsidizatjon imposes a 
requirement that the Service Company be able lo do more than esliniate the fully allocated cos1 
of each of its senices 

I' BDMS docs nor acruall~ accuniulaic COSK in an oterhead pool and disil-ibuie ihem 31 riionih-encl. as does FMlS 
Inslead. the BDMS s!stein distribuies a charge ihai uould oilieiwise go inlo a pool as soon as ii is booked. itsing ihc 
same allocaiion percenmges !ha[ uould apply io the relevant pool. 
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The Service Company does assign to governance functions both its own overhead-type charges 
along with a portion of overhead costs such as IT or facilities costs that would otherwise be 
attributable to the DEBS and DESS shared service employees. In many cases, the Service 
Company can direct a share of tliese overhead costs to a specific governance pool, such as 
finance. If not, j t  essentially a s s i p  the overhead costs into the Executive and Other governance 
pool. Therefore, all governance overhead costs, including the portion otherwise attributable to 
shared services, are allocated as if they had gone through a pool. Moreover, nearly all of the 
governance pools are allocated using the three-factor formula ratio. Direct charges for any 
governance-level Functional services do not contain overhead. Previously, the Service Company 
distributed these overhead-type costs through the goveniance pools; i t  now allocates the 
overhead-type charges using the same percentage that would have been allocated from the 
governance pools. 

_. .__  ..... .. . ... .. . . .. .... . .. I ~ .-- ..__-...,_... --..~ . ............................................ _.__. .....---.. 

The Service Company adopted its approach for liandling overhead costs in order to "simplify" 
tlie process. I t  is hard to justily an overly simplistic approach lo tracking and assigning overhead 
costs, much as i t  is difficult to justify an over-reliance on the use of general allocators to 
distribute Service Company costs. One cannot clearly correlate what a business unit like DE- 
Keritucky pays for a given service with how niucli i t  uses that senrice. Siinilarly, one cannot 
detemiine if DE-Kentucky is cross-subsidizing other business units through the charges that it 
pays for Service Company functions. If, as Liberty recoinmends below, the Service Company 
nioves away from general allocatars to a more sophisticated approach for pricing its functional 
services, such as activity prices, i t  will have to be more precise in tracking and assigning 
overhead costs 

C. Conclusions 

I .  Duke Energy does not naaiittain docunientatioa sufficient to verify its compliaiice with 
Article 1, Section 1.4 of the Service Company Utility Service Agreemelit, 
(Rccomriienrl~riion # I )  

Within the context of an audit of this type, the only practical way to verify compljance is to 
de~ennine that die company niaintains docunientation sufficient to give reasonable assurance of 
compliance. Othenvise: an independent and comprehensive organization and s t a f h g  study 
wo~ild be required. Liberty has undertaken reviews of that type7 and therefore is familiar with the 
capability and resource requirenients they impose. Such a study on a set of affiliates and work 
groups a s  large, dispersed, and complex as those here would require an undertaking significantly 
out of propoi lion to tlie resources devoted to this audit. 

Duke Energy does 1101 have documentation that provides n broad nnd deep enouph basis jor 
veril+g that the Sewice Conipany was in compliance. Libertg's leading o l  the agreei~icnt i s  
 ha^ ihe Service Conipany has an affirmative duty to comply. but given the state of 
documentation. that ronipliance cannot be verified. 

Liberty helieves that good utility practice does require a company to "maintain a stall trained and 
expel ienced i n  the design construction, operation, niaintenance and inanagenient ofpublic utility 
properties " However, that standard does not require the mainlcnance of documentation that 
would on its face independently confirm the existence of such a staff. What makes sucb 
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documentation material here js the question of how the Service Company should be obliged to 
demonstrate compliance wit11 the agreement. One way to do that would be to maintain sufficient 
documentation. Absent such documentation, Liberty can only conclude that compliance is not 
verified, but cannot conclude that compliance does not exist. 

Decisions that Duke Energy Iias made to curtail its non -utility businesses, illrough disposition or 
otlienvise, may have a bearing on the value, from a regulatory perspective, that such a study 
would produce Good practice in a utility holding and service company structure calls far the 
organization and staffing of common resources to meet both utility and other needs, subject to 
the standard that utility costs and service quality should not suffer as a result. If this standard is 
not met, then the utility experiences net detriments, rather than net benefits, from a common 
approach to providing goods and services to multiple affiliates. I t  should never be the case that 
customers bear more costs as a result of cominonality, absent benefits (clear, tangiblc and 
niaterial to 01 for customeis) in the qualities of the goods and services provided. 

Having made coninion organization and staffing decisions and commitments on that basis, one 
nitist recoguize that, as affiliate businesses come and go, the bases underlying those decisions 
and coniinittnents change. PaIticularly in the case of reductions in business scale or scope (here, 
for example, in the case of the Spectra disposition) i t  would be extremely rare for the 
organization and staffing of coinmon service organizations to respond immediately. As scope 
and scale are lost, the numbers ofpersonnel in many areas can be expected to contract. Reducing 
personnel numbers is expensive and generally cannot occur at a rate coininensurate with the loss 
of resoLtrce-consuming affiliates or businesses. 

Accoidingly, one shoirld expect a i  limes closely following dispositions of non-utility businesses 
that  there will be ten~porarily suboptimal organization structure and slaff sizing for the remaining 
needs. Such dispositions are a signilicant phenomenon of late in the utility industry, and are true 
~~articularly at Duke Energy in the recent past. Moreover, a t  Duke Energy the utility sector now 
comprises a notably larger part of Iemaining needs. Therefore, however quickly and effectively 
Duke E.nergy is moving to make changes, one should expect inefficiencies that will in the near 
temi increase utility costs. but eventually work their way out of tlie cost structure of the cormnon 
s e n k c  organizations. 

I t  is not typical to find, and Duke Energy did not do so here: an assignment ofany of (lie residual 
inefficiency costs to tlie parent or to the non-ulility sector, tlius leaving the utilities, like ihe 
remaining non-utility businesses, to bear them all. The utilities ty~~ically derive 110 benefit from 
the pioceeds of the dispositjon 01' restiucturing (e g ~ taking on an outside partner and changing io 
equiry accouiiling) of other businesses or companies. The utilities should not have to bear 111e 
costs of inefticiency resulting from suboptiinal staffing as the groups \vho piovide sentices get 
resized and restructured. While i I  is easy lo conclude tha t  there are such inefficiencies and the 
utilities sliould not bear them. i t  ould [alte a comprehensive orgaiiization and staffing study 
well beyond the scope of this engagement to nieasure the impact of that inefficiency and to 
postulaie \vhen it will have wotlted its way nut  of the system through restiucturing and resizing 
the groups providing coninion suppnr1 

i 
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In a ratemaking sense i t  IS, however, true that the bearing of extra costs by the utility may not be 
of immediate consequence to customers. Whether custoniers bear any of those costs is a fbnction 
of Iiow recently rates were last reset or will be reset again. 

*. ... . . ..1..,1 .. -I..-. .. .- ).,I ~.. --_. - . 

2. The Service Company adopted generally appropriate conventions in its calculation of 
three-factor formula percentages. 

The calculations of three-factor allocation percentages relied upon data froni financial reports to 
derive net PP&E and gross margin figures and on accounting system reports to derive total labor 
dollars. The Service Company's calculations appeared reasonable in general, although there were 
slight differences in the time periods of the data i t  used for legacy Duke and legacy Cinergy 
companies 

3. The Service Company uses an effective set of allocatioii factors, but makes excessive use 
of general allocators. (Reconiiiieii~~itiOii #2) 

Liberty generally fomid the specific factors selected for enterprise and utility cost pools to 
correspond reasonably to cost causation, beneficiaries, and benefit levels. There is, however, a 
greater than necessary use of the three-facior forniula ratio 

Whenever practical, costs should be accounted for and assigned on a direct basis; whenever 
indirect allocation IS necessary, the allocation factor should correspond as nearly as possible to 
the cause of the costs or tlie benefcialics of tlie services The use of general allocators, such as 
the three-factor foimiiia, should be minimized. Rather than using the three-factor fonnula to 
allocate most governance pools, the Senice  Company could charge functional governance pools 
to business units in propoition to their use of enterprise and utility-level services for the same 
function. This approach links a Ixsiness unit's iesponsibility for governance-level function costs 
to its use of each function or service. noi its gross revenues, total labor, or net PP&E. By 
adopting this approach. or one that accomplished the same purpose, the Service Company could 
h i t  its use of a general allocator for goveniance costs. The Service Company indicated that i t  
found this alternative no more appropriate than ilie simple1 three-factor allocation method 

One alternative approach h a t  Liherty observed at another utility was to distinguish services, such 
as legal and IT, as "leveraged" services. wliich an affiliate can "buy." In this case, the holding 
company's service company accumulated costs in roughly 200 cost centers, which captured 
direct costs, employee overheads, vehicle costs, occupancy charges, and information system 
support costs. The service company calciilaied direct cliarges for specific aclivities using a 
standard rate, or activity-type price. Tlic service co~npany directly charged to the extent possible 
based on the activity piice and usage, arid allocated reiiiaining costs in each cost center using one 
of the company's allocation ratios. The allocation ratios in this case were specific (eg. ,  number 
of invoices, number of journal entries) because the activities were defined more precisely. 

Liberty has observed much more robust approaches to assuring direct charging. including one 
that designated as many as 150 different services that a service company provided to itself, to 
affiliates: and to the parent.. That company charged transactional services, such as invoice 
processing. oii a per uni t  basis. I t  charged prolessional services, such as legal services, on a per 
hour basis. The seisice conipany used an activity-based costing process to identify the activilies 
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associated with each of its services and to set an activity price for each unit of the service based 
upon the planned cost of the service and the agreed-upon demand for it. 

- . .... . . . ..... . . .. . . . .. .... 1 ~ .. ..._... ~ 

Another example would be tlie use of time slieet estimates to allocate service company costs for 
the month, applying budgeted time estimates to actual nionthly costs. Each quarter, one could 
use actual time sheet data to perfonn a true-up. Labor hours can drive tlie assignment of other 
departmental costs such as fiinge benefils and overhead, which included cross-charges for such 
services as human resources and IT. The cost of any given service company fimction would in 
h a t  case more closely represent the true cost of that funclion. If residual costs are minimized, 
they can then be allocated in the same proportion as direct charges. 

The Service Company could improve its allocation of enreiprise- arid utility-level functional 
costs in several ways First, however, it is extremely important that i t  directly charge or directly 
assign as mucli of these costs as possible. Liberty discusses the issue of whether or not the 
Service Company directly charges as much costs as possible in Chapter V of this report. 

There are certainly otlier possible approaches to improve the link between the cost that a 
business unit pays for a shared service function and that unit's actual usage of that service. The 
Service Company could use a much more iniaginative approach to pricing its demand-driven 
services than a general allocator. As an example, the Service Company could further refine tlie 
shared service functions into activities, allocating such aclivities as accounts payable by number 
of invoices, and financial accounting by number of journal enlnes. In any case: the Senice 
Company sliould impleinent a protocol to dii,ectly clial-ge or directly assign as niuch as possible, 
so that the amo~ints in any enterprise or utility allocation pool are truly residuals. And if tlie 
allocation pools are truly residuals, tlien they arguably could follow the proportion of direct 
cliarges each month. Liberty recognizes that the Service Company would need io realign the way 
it captures costs in  order to sigtiificanlly change its approach. For example, the Service Company 
cannot specifically identify the purposc of niosl direct c l ia r~es  to its affiliates, and does not 
accurately capture the overhead costs associated with its shared service functions. 

Liberty believes that a change in method would nor involve seeking approvals in various 
jurisdictions, because the language of the Seivice Company Agreement regarding fully 
embedded cost would not change. A change in method would arguably iniprove the calculation 
of die fully embedded costs speciiied in the agreement. Given the large amount of costs 
involved, ihe various jurisdictions will likely be amenable i o  a iiiethod that improves the link 
belureen cost causalion and beneiits. 

4. The "spreading" approach used in calcularing certain allocation percentages can cause 
charges for Service Company Furictions iiot to reflect fully embedded costs. 
(Rccoiiliiieiitl~iiiorr #.?) 

in  simplest temis. tlie Senlice Company~s spreading approach attempts to assign each DEBS or 
DESS employee and associated overhead items such as PCs, servers, and CPU usage to the 
business units he or she supports. Liberty found that the spreading approach for determining 
certain enterprise and govetnance ratios in~olves  a considerable degree of judgment and is at 
best an approximarion. 
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Because the Service Company does not assign any of certain enterprise-level costs to the Service 
Company shared service fiinctions, tlie charges for a given function may not represent fully 
allocated costs. I t  is unclear why, for example, DEBS governance pools should receive a share of 
such costs as accounting, finance, and human resources, but the DEBS shared service functions 
should not. The costs of utilizing a Service Company employee should not depend upon whether 
the Service Company has labeled that employee as governance or sliared services. In order to 
move away from over-use of the three-factor formula and significantly change its approach for 
charging demand-drive11 enterprise-level services, the Service Company may need to realign the 
way it captures costs. At present, the Service Coinpany does not accurately distribute indirect, 
more specifically overhead, costs associated with its shared service functions in relationship to 
the directly assigned costs of the function, as specified in the Service Company Agreement. 

.... -, _.j _.,_ ~ ....._ _ "  . , ,_  ., -.,. 1. ... . -~ . . .~  ._ ..... ~. . . . .... ..,...,. ~ ~ ..,. .__._.__. _ . ^  

5. The Service Company's method for distributing its overhead costs i s  simplistic, and 
does not provide a good match between a business unit's use of a service function and 
the cost that it pays for that function. (Recor,irirerrclrr/iorl # 4 )  

The Senrice Company's treatment does not conform sufficiently to tlie inrent of the Service 
Coinpany Agreement, which states that indirect costs, which include overliead COSIS. should be 
directly assigned when identifiable to a particular activity, process, projeci, responsibility center, 
or work order. The Service Company uses an oveisimplilied approach to account for and allocare 
Service Company overhead costs by (a) spreading inany of the overhead costs associated with 
enterprise-level hnctions to other business units by the way Ilia1 i t  calculates allocation ratio 
percentages, and (b) failing to include overhead costs in direct labor charges to business uiiits 
The amount of overhead costs that a given business uni t  absorbs lor a sliared service function is 
based on how. niuch of the cost pool that i t  receives tising an allocation ratio, not 011 IIO\Y much of 
tlie actual service i I  consunies Similaily, all governance-level overhead costs flow to a pool, and 
the Service Company allocates nearly all of the governance pools to business w i t s  using the 
three-factor formula ratio 

An illustrative example may be helpful. If a DE-Carolinas engineer perfonned work for DE- 
Kentticlcy in 2006, DE-Carolinas charged the affiliate fully allocated cost, \vhicli in  this case 
iiicluded labor, labor loaders, plus overhead loaders including admitiistiaiive. facilities, 
supervisory, and corporate services costs. The h l l y  loaded cost ieprescots the opportunity cost ol 
DE-Carolinas using tlie same engineer to perforni work in-house I f  thar same engineer moved to 
DEBS in 2007 and perfomled the same work for DE-Kentucky. however, the Service Company 
would directly charse the affiliate labor plus labor loaders, but no1 oveilxad I t  is not clear why 
the cost for the same engineer sliould be differen{ The overhead associated u.it1i tha t  engineer is 
now spread over all business units through various allocation percentages for areas such as IT oI 
human resources; the overhead is not linked directly lo the affi1iate"s use of the en~ineer  

Liberty underloolt in this and the prior audit considerable eflort to fully understand the Senice 
Company's approach to distributing its overliead costs. The iiilhmiatioi~ tliat L.ibcr-ty was able IO 
obtain from the Service Company was insufficient to fiilly uncover al l  of' the potential issues 
with the approach, I-lowever Liberty believes thal the Service Conipany's approach for handling 
overhead costs is far from transparent. and leaves one unable to detemiine whether DE-I< elinicky 
is cross-subsidizing other business tinits In the Charges i t  pays for individual servkes. or for 
Service Company charges combined. 
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D. Recommendations 

1. Identify and iniplenierit a program that Duke Eiiergy and stakeho~ders consider 
appropriate for assessing whether the  Service Company complies with Article I ,  Section 
1.4 of the Service Company Utility Service Agreement. (Co17cIu~ioii # I )  

The wording of the agreement is straightforward in describing the burden that the Service 
Conipany has assumed. Duke Energy does not, however, have a formal method for determining 
whether i t  is meeting that burden. The way to address thjs gap is to comnie~ice a formal program 
of studying the needs of the business units and whether the complements of the Service 
Company do in fact meet the needs of the entities they serve. Recognizing that compliance by 
means other than an agreed-to set of documentation will require independent study, Duke Energy 
should work with s~alceholders to determine what degree of conifori about compliance with this 
agreenient provision is to be obtained. 

2. Narrow the use of tlie three-part formula allocator. (C'onc/ru/o/7 #3) 

The Senlice Company should establish an expedited program for identifying substantially more 
costs for direct charging and should create a layer of iiiore specific allocation factors to address 
as many remaining costs as possible before applying its three-par1 forniula allocator I t  should 
also consider as an alternative converting its method to an activity-based costing approach, 
which is more in  line with best practices used at other ritilities Oversimplified methods using 
general allocators do not allow the precision necessary to deinonstrate that DE-Kentucky pays no 
more than rully embedded costs for each individual service. 

3. Eliminate the effect of spreading owrhead  costs from the calculation of allocation 
percentages. (Conc[rrsion #4)  

The Seiirice Coinpany calculates many of i l s  ratios in such a way that i t  spreads what would 
othenvise be overhead costs associated with shared senlice hnclions to the oilier business units 
As a result, ovediead costs associated with shared service employees are absorbed by other 
business units. not in proportion to the unit's actual use of tlie functional service, but in 
proportion to its ow11 overhead costs. Service Company charges io btlsiness units therefore do 
not reflect fiilly embedded costs for individual liinctioiis or services. The efiecL of spreading 
overhead costs needs to be eliminated from the calcula~ion of allocation percentages. 

4. Develop a nietliod to fairly assign Service Company overliead costs. (Coirclrrsion #,5) 

The Service Company should develop a new method io track and assign Service Company 
overhead costs that result in a good match betweeri a business unit's use of a service hnction and 
11ie cost that i t  pays for that fiinction. In order to iiiove away from an over-reliance on general 
allocators, the Service Company will need a more sophisticated approach for pricing its 
fiinctional services, and will have to be inore precise in tracking and assigning the overhead 
component of cost 

Many of the overhead-type costs that the Service Company currently spreads by way of Its 
allocation percentage calculatioiis or allocates by other methods could be converted into per- 
employee-hour rates and applied as a component of a Service Company overhead loader The 
Sewice Company could more closely approximate the fully embedded cost for its services by 
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converting certain IT, human resources, facilities, depreciation, and capital costs to overhead rate 
components. For example, the Service Company allocates approximately $14 million in capital 
costs associated with DEBS eniployee space in DE-Carolinas buildings to business units using 
the governance three-factor formula ratio. There is no clear relationship between a business 
unit’s share of these costs and its consumption of Service Company hnctions. These capital 
costs are known in advance and could be converted into a per hour rate in a straightforward 
fashion. Each DEBS employee hour, whether directly charged to a business unit or charged into 
an allocation pool, could carTy with i t  the appropriate share of this type of overhead cost. 

I, I...- I. ..,. . .-,. ...._ ^.. _.............. ..,...r;.m. ..._ i .,.......* I...l.._I.l......-.l., I . .  ..,._ .... <_-...-. . ~ -  ... .........._.. I __..._. ~. ......~, ,.+ 

I f  the Sexvice Company does not pursue a new approach and were to continue its approach of 
spreading overhead charges in a fashion that is not linked io usage of services or cos! causation 
in any disceniible way, Liberty reconmends that it  be required to make a showing that its 
approach yields equitable results, and results comparable to more direct, less siniplified 
approaches. Similarly, the Service Company should be required to make a showing that ils 
charging niethod results in h l ly  allocated costs for each hnction that it provides. 
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V. Service Company Charges 

A. Introdirction 
Charges from the Service Company to the business units totaled $1.5 billion in 2007. The next 
table summariz.es the charges from DEBS to the individual business units. 

The next table summarizes the charges from DESS to the individual business units during 1007. 

Data on DEBS charges originale from FMIS, the legacy Duke Power accounting system, and 
data on DESS charges originate from BDMS. the legacy Ciner-gy accoiintiiig systeni. Senrice 
Company charges to DE-Ikntucky totaled approxirnatelp 548 million, whicli is consistent with 
[lie aniounf reporled ia ihe coiiipanp's FinanciaJ Stalemenis and Audjror's Reporl for 2007. 
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B. Findings 

1. Charges Not Addressed by the Service Agreement 
Some charges for goods and services that flow through the Service Company are not expressly 
covered by the Service Company Utility Service Agreement, although they are reflected in the 
Service Company accounting data. Many may accurately be described as inter-company charges. 
As such, the dollar figures in the charts above may be misleading. 

Most of these charges are between DEBS and DE-Carolinas. For example, in the first quarter of 
2007, DEBS directly charged DE-Carolinas nearly $50 million for employee benefits and 
pension costs, including items such as "other post-employment benefits", which gerierally 
consist of retiree health benefits and are conimonly ternied "QPEB." Phantom stock and 
employee savings plans represent other benefit costs that comprise the $SO million. The service 
agreement defines the human resources hnction as one that, among other things, "processes 
payroll and employee benefits payments." I t  is not clear whether this language refers only to the 
niechanics of processing payments, or whether it is meant to imply that the human resources 
group should pay tlie bills and then subsequently charge the relevant business units. In either 
event, the $50 million in charges does not represent the costs incurred directly to process 
payments, but the pass ~hrough of the payments themselves. 

As another example, DE-Carolinas was directly chaiged $1.5 inillion duiing the first quarter of 
2007 for liability insurance by the DEBS Engineering and Construction-Power Production 
fiinc~jon. Processing liability insurance is not within the functional definition for this sroup in the 
sentice agreement The service Company merely selected this responsibility center Io use as the 
source of the charges. 

Midwest costs for similar items typically had been recorded directly on the books of tlie utilities, 
and did not pass through DESS. However, during 2007, the Service Coiiipany began to flow 
some of these costs ihrou_gh DE.BS. For example, DEBS directly charged the legacy Cinergy 
companies approximately $400,000 per month for workers' compensation amortization expense. 
The consolidation of DEBS and DESS will cause this use of the Service Company as a conduit 
for such costs to continue. The Senrice Company plans to flow most employee benefits costs 
through DEBS; however, the associated obligation would remain on the uti1it;Y-s balance sheet. 

2. Correlation between Functions and Responsibility Centers 
Wherever practical, costs slioiild be accounted for and assigned on a direct basis so that the 
beneficiary of the goods or services provided pays its costs. A company should make reasonable 
ei'forts to inaxiniize the use of direct assignment over allocation. 

Nomially? Liberty examines how senlice company departments capture ~iion~lily costs associated 
with a specific shared service function. and then in turn how it  charges these costs out to business 
units. Duke E.nergv Senrice Conipany departments do not precisely correspond to service 
functions as defined in the senlice agreement. The alignment is sornewliat closer for more 
lraditional supporl %nctions such as accounting or finance. Service Company rusponsibility 
centers do not, ho \ \~ver ,  line tip wit11 tliose services that Iiad traditionally been performed at the 
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utility level but have now moved to the Service Company. Engineering- and construction provide 
examples. Here, such services can be performed by a wide number of centers, and each center 
can perform more than one service (e.g., distribution engineering and construction and 
distribution planning). In these cases, one camiot match up the departments on an organizational 
chart with the Service Company shared services on a one-for-one basis. Multiple responsibility 
centers may be involved, either directly or indirectly, in the provision of services. The Service 
Company indicated that the list of services in the agreement were not intended to reflect how i t  
would be organized from an internal management perspective, hut to describe in general the 
nature of [lie service being provided. 

The Service Company analyzes and tracks charges by both the originating center and the 
business units I eceiving the charges. Business units typically keep track of the dollars charged to 
tliein. Direct charges show up on each unit's budget as a separate item, as would any other cost. 
The Service Company does not separately track or capture costs at  a "departmental" level. 
Instead, it looks at  the total costs charged out by a responsibility ceiiier during tlie nionth, which 
by default must be the same as the total costs that had been incurred by thal center during: the 
month . 

L.iberty generally can examine a company's department-level accounting infoinlation and 
detennine, in a relatively s~raightforvllard fashion, how much a utility paid for legal servicesl 
finance, o r  other shared services in a given month. This ability confornis to the general view that 
hnctional collection of costs promotes eaorts to manage the costs Tor services received, whether 
from internal, service-company, or third-party sources. Duke Energy's approach and structure do 
not operate in this fashion. The Service Company has assigned each responsibility center to one 
of the Semite Company fiinctions in order to derive estimates of services provided under each 
function. The Duke Energy approach does not? however, clearly identify tlie nature of a direct 
charge liom a responsibility center. Direct charges fi-om a legal responsibility center that reports 
IO the general counsel could represent, for example, charges for legal services or for internal 
auditing. A direct charge froiii an employee in the engineering and technical services staff niiglit 
be for transmission and distribution (TStD) planning, T&D operations, or T&D engineering and 
c o n s t r u c h  services. Similarly, one cannot predict how a given employee in a responsibility 
center will charge time. Theoretically, a Service Conipany employee may charge his or her h e  
into any functional cost allocation pool or to any business unii. 

3. DEBS Direct and Allocated Charges 
Liberty examined DEBS direct charges and allocated chaiges for governance and shared services 
for the audit period of XO7. The next table summarizes [lie direct and allocated charges io each 
business unit 

i 
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Viewed on an overall basis, DEBS directly charged to client companies ap 40 
percent of its total chaiges. Direct charges to DE-Kentucky for services totaled in 
the audit period, or less than one percent of total DEBS direct charges. The bulk of the direct 
charges went to DE-Carolinas. 

Liberty examined DEBS charges in more detail by major cost category for a sample month to 
test how well it performed in maximizing the direct charging of labor costs. The next table 
summarizes the labor and non-labor components of DEBS direct and allocated charges for 
October 2007. 

The iable shows that DEBS directly charged approximately 38 percent of its total charges. and 
approximately 43 percent of its loaded labor. The next table shows that a much higher percentage 
of charges coming to DE-Kentucky were allocated rather than directly charged. 
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Liberty examined allocated charges in more detail to confimi that DE-Kentucky received a 
percentage of charges consistent with established Service Company allocation percentages. The 
next table sunimarizes total DEBS allocated charges for October 200'1. 

Of the tolal related to 
governance-level functions. Liberty recalculated DE-Kentucky's portion of DEBS allocated 
gwernance costs for [he month la confimi tliat charges were consistent with i1s 2007 allocation 
percentages, which the next table sunimarizes. 

in DEBS allocated charges in October 2007, 

I I I 1 
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Liberty found that DE-Kentucky's total charges from pools allocated using the three-factor 
fonnula ratio and from the human resources governance pool, allocated using the number-of- 
employee ratio, were consistent with 2007 allocation percentages. 

Of the Iota1 related to 
enterprise-level functions. Liberty recalculated DE-Kentucky's portion of DEBS allocated 
enterpiise cosls ibr the montli lo confirm that charges were consistent with DE-Kentuclcy's 2007 
allocation percentages. as the next table suiiimarizes. 

. ~ . , ,  . . . . I .  , .  . , . ( ,  . " .... ... ... -.... . , .  -. . , -. ..... -. ,... . .  I) 

in DEBS allocated charges i n  October 2007, 

Liberty's calculaled figures were consistent with the amounts charged Ior the inon111 to DE- 
]<eiitiiclty from en~e~prise-level alloca~ion pools. 
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Allocated charges from utility-level pools totaled in October 2007. Liberty 
recalculated DE-Kentlicky's portion of DEBS allocated utility service costs for the month to 
confimi that charges were consistent with DE-Kentucky's 2007 allocation percentages, which 
the next table summai izes. 

. . _ _  . _ _  - - ~ ._ . - _ _ . . . L - . *  ...-..-..- - 

i 

i 
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Liberty's calculated figures were consistent with the amounts charged for the month to DE- 
Kentucky from utility-level allocation pools 

4. DESS Direct and Allocated Charges 
Liberty examined DESS direct charges and allocated charges for governance and shared services 
for Ihe audit period of 2007. The next iable summarizes the diiect and allocated charges to each 
busjness unit. 

DESS directly charged to client companies a 
charges to DE-Kentucky for services totaled 
seven peicent of total DESS direct cliarges. 

40 percent of its toial charges. Direct 
in the audit period, or approximately 

Liberty examined DE.SS charges in more derail by nmjor cos1 category for a sample month in 
order to assess performance in directly charging labor. The next table suniniarizes the labor and 
non-labor components of DESS direct and allocated charges for October 2007.. 

I 



Final Report 
Public Version 

Audit of Merger-Related Agreements 
Duke Energy-Kentucky V. Service Compmp Charges 

In this month, DESS directly charged approximately 48 percent of its total charges, and 
approximately 59 percent of its loaded labor. The next table shows that DE-Kentucky received a 
higher percentage of total charges as direct rather than allocated charges 

L.iberty examined DESS allocated charges in more detail 10 confirm that DE-Kentucky received 
a percentage of governance and shared service charges consistent with established Service 
Conipeny allocation percentages. The next table sumiiiarizes total allocated charges [or October 
2007. 

Of the total related to 
Sovernance-level functions L.jberty recalculaled DE-Kentucky's portion of DESS allocated 
pvernance  costs for the sample month IO confinn that cliarges were consistent with DE- 
Kentucky's 2007 allocation percentages Tor rhree-factor and number-or-employees goveniance 
ratios, which the next table sumniarizes. 

in DESS allocated charges in October 2007, 
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Liberty's calciilnted ligures were consistent with the amounts charged to DE-Kentucky for the 
nionth. 

Of the total related 10 

shared sen ice  functions Liberty recalculated DE-Kentucky's portion of DESS allocated shared 
service ( i  e . cnteipiise- and utility-level) costs for the sample nionth to confirm that charges 
were consisten1 wi11-1 DE-Kentucky-s 2007 allocation percentages, which the next table 
sumniai izes. 

in DESS allocated charges 117 October 2007, 
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Liberty-s calculated figures were consistent with the amounts charged to DE-Kentucky for the 
nion t 11 

Of the i n  allocated shared service charges: DESS char&ed (neai ly 
hall) lo Midwest-only allocation pools. DESS used well over SO allocation pools. DESS 
structures these pools based on how the charges are allocared, rather than on the specific Senlice 
Company hnction o r  activities they may include. The reason for the large number of pools is 
threefold: 

DESS created specific pools that are allocated by a large nuinber of faclors (c~g". numher 
of employees. circuit miles) that mirror those of regular shared senrice pools 
DESS created specilic pools that pertain to specific subsets of Midwest entities 
DESS crearerl specilk pools that are similar in all other aspects except the way in which 
the charges a i r  ultimately allocated between a utility*s gas and electric opeiations 

* 
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As examples, the Midwest-only pools designated by the LOB codes R20 and R21 are bath 
allocated to DE-Indiana, DE-Kentucky, and DE-Ohio based on Midwest-only three-factor 
formula percentages; tlie fbrther split between electric and gas for DE-Kentucky and for DE- 
Ohio are based on labor and number of customers, respectively. The Midwest-only allocation 
pool designated by the LOB code R30 is allocaied to DE-Indiana, DE-Kentucky, and DE-Ohio, 
a s  well as NANRG. 

_... - _ _ .  .. .._ .. . ..... . .._. ..... ~. . .. ... .-- -. .-.. . . ~ . .. .. . . ,..... ..... .. . . ,... _. . . _. 

Liberty recalculated DE-Kentucky‘s portion of the Midwest-only charges, using allocation 
percentages l~rovided by the Service Company, which the next table sunimarizes. 
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1 
Liberty's calculated figures were consistent with the aniounts charged to DE-Kentucky for the 
month. 

5. Direct and Aliocated Charges for Traditional Business Functions 
bberty reviewed saiiiple montli's charges from individual busii-tess hnctions in order to evaluate 
Service Company perfom~ance in niaxiniizing the percentage of costs directly charged. There is 
no clear alignment between Senrice Company functions and departments, therefore, a more 
straightfonvard depailmental aiialysIs was not pracb?x-d-k 

The next table summarizes October 2007 direct and allocated charges identified by the Service 
Company as related to the legal function. 
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The October 2007 data indicate that the Service Company allocates significantly more legal 
loaded labor thaii i t  directly charges Approximately 70 percent of loaded labor costs are 
allocated to business units. Charpes for outside services and contract labor constitute the largest 
non-.labor cost category for h e  legal funcijon. The Service Company directly charged or directly 
assigned neaily 90 percent of those costs to client companies. 

The next table summarizes October 2007 direct and allocated charges identified by the Service 
Company as related to the IT function 

1- 

I 
In October 3007. (he Senicc Company allocaied significantly more IT loaded labor 1han i t  
directly charged. Approsiniately 54 percent ol loaded labor costs ai e allocated to business units. 
Charges for outside services and contrac~ labor constitute one of the largest non-labor cos1 
categories for the IT function The Service Conipany directly charged or directly assigned only 
20 percent of those costs IO client companies Similarly, the Semice Company directly cliarged 
or assigned about 40 perccnt of hardivare and softxiare purchase and maintenance expenses 
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_ _  
6. Direct and Allocated Charges for Utility-Related Shared Services 

Liberty reviewed sample month's charges from individual utility-related functions, in order to 
test Service Company performance in maximizing the percentage of its costs directly charged. 
The next table summarizes October 2007 direct and allocatcd charges identified by the Service 
Company as related to the power engineering and construction hnction 

The October 2007 data indicate that the Service Company directly charges the majority of loaded 
labor, allocating only approsimately 10 percent to business units. Charges for outside services 
and contract labor constitute one of the larger non-labor cost categories for this function The 
Service Company directly chaiped or directly assigned neaily 9.5 percent of those costs to client 
companies. 

The next table sunimarizes October 2007 direct and allocated charges ideiitified by the Senrice 
Company as related 10 the rates function 

P q c  63 
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The Service Conipaiiy directly charged approxiniately 60 percenl of loaded labor. The Service 
Company directly charged or directly assigned approximately 90 percent of charges for outside 
services and contract labor to client companies. 

7. Service Company Cost of Capital 
The Service Company recovers from business units the depreciation expense associated with 
DEBS assets, most of i t  through an  allocation pool tliar it distributes usiiig the enteipiise tluee- 
factor fomiula ratio. However, the Service Company separately identifies certain DEBS assets as 
related to achievement of the merger, and recovers the depreciation associated with those assets 
as part of a cost-to-achieve pool. I t  allocates this portion by using the governance three-factor 
fomiuln ratio. 

The Service Company added a considerable number of assets during 2007. DEBS assets net of 
depreciation at year-end 2007 were $254 million, compared to $12 1 million as of year-end 2006. 
DEBS depreciation expense for 2007 totaled $28.7 million. Liberi\*’s review of Senrice 
Company inter-company charge data substantiated that DEBS monthly depreciation expense of 
approxjniately $2 million was accurately allocated to the business units. including DE-Kentucky. 

As of year-end 2007, DESS capital assets had a salue net of depreciation of 552 million; 
software comprises the majority of this value. During 2006, the Service Company had allocated 
all depreciation costs associated with DESS capital assets to Midwest business units only. The 
justification was that only one set of service company assets -- in par~icular financial systems -- 
was needed to m n  a corporation.. Thereforel the reasoning went, the depreciation associated with 
the duplicate systems on tlie Cinergy side sliotild not be spread to all business units In 2007, the 
Senrice Company began to accelerate the depreciation on certain DE”SS financial systems 
identified for replacement in the transition to PeopleSoft, and re-categorized the depreciation 
associated with tliose assets as part of its merger cost-to-achieve. Of the SI 8 I million in DESS 
depreciation expense during 2007,164.3 million was treated as a cost-to-achieve I t  was allocated 
to business units using the po\’ernance three-factor forniula ratio. The remainder of tlie 
depreciation costs was charged exclusively to Midwest entities. Liberry’s review of Service 
Company inter-company charge data substantiated that DESS monthly depreciation expense was 
allocated as descrihed to the business units, including DE--Kentucky. 

8. Facilities Rate of Return Allocation Pool 
DE”-Carolinas calculates capital chai‘ges associated with its owned facilities in NoIlh Carolina. I t  
calculates the ainoiint of depreciation. propei-ty lax, property insurance. and cost of capital (net 
book value times the allowed raie of return) associated \vi111 each of the buildings. DE-Carolinas 
directly charges its non-Service Company affiliates for their share of these costs based on 
occupied square footage in individual buildings. The aiiiowt of these capital costs that would 
othenvisc be assignable to DEBS is placed iiilo a Service Compaiiy Facilities Rare of Return 

! 
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(Facilities RQR) governance pool. This pool is not specifically addressed in the Service 
Company Agreement, but is nonetheless an indirect cost of providing the service functions. 

-,, ....., . ... - ... . ,. . . . . _.  . .. ......,..-,.... .. . ~ ..~ - a 

During 2007, DEBS allocated this pool to all business units, including DE-Kentucky, based on 
the governance three-factor fonnula. In 2006: it used the governance number-of-employees ratio. 
DE-Carolinas provided supporting docunientation showing its calculation of 2007 capital costs 
pel square foot for approximately 25 facilities The analysis compared the annual cost per square 
foot for e x h  facility IO market-based rates for that facility. DE-Carolinas's cost was higher than 
market for all but one facility, i e., a small gaiage. The DE-Carolinas calculation of capital costs 
used the niarket rate for thal one facility and its actual cos1 for the remainder This approach is 
consistent with the requirement that DE-Carolinas charge the higher of cost or market Arguably, 
DE-Kentucky is paying higher than fully embedded cost for its share of that one facility; the 
effect, however, is de / 7 7 i / r 1 / 7 7 i . ~ ,  as the tola1 cost foi this facility is extremely sinal1 (appioximately 
$400 per year). 

The DEBS share of the capital costs is $1.0 million per montli. DEBS also is responsible for 
$0.15 niillion per month in  depreciation associated with the alternative data center located a t  the 
McGuire nucleai~ station, v~~hicli brings lhe nionllily cost to SI .I  5 niillion. Of the total facilities 
ROR pool charges of $13.8 niillion in 2007, DE-Kentucky received 2.81 percent. Liberty's 
review of Service Conipany inter-conipany cliarge data substantiated that the monthly Facilities 
ROR expense of $1.15 million was accurately allocated lo the business units, including DE- 
I< entucky. 

Libel-ty sought to detennine whether the Facilities ROR pool charges in 2007 reflect the 
ii-~ovenient of approximately 2.000-2, I00 employees from DE-Carolinas to DEBS effective in 
January. Accounting personnel repoi-ted that the company perfomis routine studies to calculate 
ROR governance pool charges. The study to determine 2007 charges conducted in early 2007 
used 2006 data. The 2007 cliarges therefore do not reflect the space occupied by tlie utility 
eniployees moved IO DEBS; the additional space will not be incorporated into charges tintil the 
study for 2008, which will use 2007 data. Charges to DE-Kentucky in 2007 were lower than they 
otherwise would have been if DEBS had incurred the cost of the additional space. 

The Service Company collects similar costs for legacy Cinergy buildings; however, it  does not 
include property insurance (reportedly only 520-30 thousand per year) in its calculations. The 
Service Coinpany provided a suniniary showing the derivation of capital costs of $9.43 million 
associated with the Cinergy Plainfield facilities and S9.72 inillion associated with the Cinei-gy 
Cincinnati facilities. DESS occupies 92.09 percent of the Plainfield facilities and 89.65 percent 
of the Cincinnati facilities, which translates into costs of $8.69 million and 58.71 million, 
respectively. Accounting personnel use journal entries each nyontli to assign tlie relevanr poilion 
of 11iese costs to the business unils, based on square rootage. The Service Company conducts a n  
analysis of' how DESS personnel support the \ai-ious business units, and assigns square lootage 
to business units accordingly. DE-Kenlucky receives 5.4 percent of the cliarges associated with 
11ie Cincinnari faciliijes and 6 .0  percent of h e  charges associated \villi the Plainfield raciIi1ies 
L.ibeiql"s review of Service Company inter-company charge data with accounting pel sonnel 
subs~antiated that the DESS monthly facilities expense of $1 .S million was accurately allocated 
to the business units. 
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9. Spectra Transition Agreement 

The Service Company had separate service agreements with Duke Energy Field Services and 
with the Canadian portion of Duke Energy Gas Transmission for shared services in 2006. 
Charging costs acioss the U.S.,/Canadian border has tax implications. The Service Company 
idenlified the costs relevant 10 the Canadian portion of DEGT, and cliarged tJiem to the 1I.S.. 
portion of DEGT, which in tun] billed them to DEGT Canada Both affiliates comprised part of 
the Spectra gas portfolio spun off by Duke Energy in January 2007. The Service Coinpany 
entered into a new, short-term agreement with Spectra for 2007, under which it typically priced 
individual services on a flat-fee rather than hourly basis. The Service Company sent Spectra an 
invoice for the work each month, and then credited back the charges to the appropriate 
responsibility center or cost allocatior pool. Spectra also provided a small amount of' services to 
the Service Company during 2007, the Service Company charged the costs to the appropriate 
business group or allocation pool. The Service Company billed Spectra $15.2 ndl ion  during 
2007. The transition agreernenr with SpecIra ceased as of year-end 2007. 

Liberty's audit of DE.-Carolinas included a review with accounting personnel of the processing 
of charges fo SpecIra undcr its 7007 transition service agreement. Liberty was satisfied that the 
Service Company w a s  appropriately billing Spectra for services under the contract, that i t  was 
being appropriately billed for services perfornied by Spectra, and that i t  was accounting for the 
charges paid by or to Spectra correcrly 

I O .  Gas Company Spin-off Costs 
During 2007, Duke Energy incurred casts of approximately $1 7.7 niillion in connection with the 
spin-off of the gas business. Duke Energy recorded these costs in  the Special Projects 
responsibility cenler at [lie Service Company level The Service Company geneially iricluded 
these costs in the Executive and  Other governance pool, which i t  allocated to all business units, 
includiiig DE-Kentticky7 by applying rhe three-factor formula ratio. DE-I<ennicky received an 
allocation of 2.8 I percent n l  these costs. or $0 5 million. 

? 

I I .  Examination of Senior Executive Labor Charge Distribution 
Liberty's audit of DE-Carolinas examined time reponing data for the top executives of the 
corporation, the majoi ity of whicl-r were part of ihe Service Company, to evaluaie whether they 
charged their time in a reasonable fashion 1-ibeny had identified a number of errors; work in this 
audit sought to deterniiiie if and how the Service Company had corrected these errors. 

The group of 64 execurives that Liberty had originally reviewed in its audit of DE-Carolinas 
included the CEO. the executives tlia~ directly report to the CEO, and the direct reports of the 
CEO's direct reports This ! p u p  included positions such as group executive. president. senior 
vice president. and vice president Accounting personnel provided data from FMlS covering the 
July 2006 to May 2007 period and data fiom BDMS covering Ilie January to May 2007 period 

Liberly's audit o l  DE-C cliofiiias found ilia( Duke Ene1gk.s costs lo acliiew ihe spin-off during 2OOb \+ere 
approxiinalely S58 0 million plus $9 4 million in capilalized sofiqare 
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The accounting group sets up in its payroll system for each employee a default salary 
distribution, which specifies the percentage of salary that should be charged to specific business 
units or Service Company allocation pools. Unless the employee subinits a time report specifying 
otherwise, salary is charged according to the default distribution. Two senior executives 
positively reported time during the period. 

&., ..._. _. .- ....... . ... . , .. . ,. . .,. ,.... .. . . . .  , . . .... , . . ._. . .  .... ....,.. ,.. 3.. ..._-. ..-. ,.... . .....,...._ .A< 

# 

1 
2 
3 
4 

5 
6 
7 
8 
9 C i n e r p  holding company 

Salary Distribulion -July 2006 lo R'lsy 2007 
-l_l- 

SO/SO Exec. Uriiity and Esec. Enreiprise 
100% DEC 2006, Mkr..'Cusi. Serv. Utility LOO7 
Exec. Uiilily iii 2006, Esec. Gov. 2007 
Mkr.lCust. Serv. Utilily 2006; Esec. Go\. 2007 
Legal Utility 2006; 100'!'0 DEC 2007 
Plan. Gov. 2006; Power Plan!Fuel Uijl. as of 2/07 
I i R  GOY. 2006; Esec. En~eiprise as of 307  
I-IR GOY. 2006; Esec. Enterprise as of 3 8 7  

L.iberty found that seven senior executives. including the DE-Carolinas President and six 
executives in nuclear-related areas, directly charged all of their time to DE-Carolinas in the time 
period. Unlike most other executives, tliey are not pari of the Service Company for payroll 
purposes Another ten senior executives dii ectly charged their time to Midwest utilities or 
NANRG for the entire time period, consistent with their areas of responsibility. The senior 
executive i n  charge of new generation projects directly charged lijs time to DE-Carolinas, DE- 
Indiana, and NANRG Liberty found the treatment for these 18 executives to be reasonable.. 

Required Correction - J 
All time 10 Exec Enlerprise as of Ii07 
All t ime  10 Mk!. pools 2006 posi-tner'per 
All time I O  Exec. Urility in 2007 ___ 
All tinre I O  Esec. Utiliiy 2006 post-merger 
All time lo Legal Ui*lpool as of 1:07 
All i h e  i o  Uiilj~y pools 2006 post-inerger 

Time 10 Exec. Enterprise as of 1/07 ___ 
Time to Esec. Enierprise as of-1/07 
Time 10 a legal pool as of 1/07 

In all, 22 senior executives charged their time exclusively to one of the Senlice Company 
governance-level pools, such as human resources: accounting. and public affairs, throughout the 
time period Liberty found this approach reasonable 

Of the remaining 24 senior executives originally ieviewed by Liberty in its audit of DE- 
Carolinas, two charged their time to a single business entity; the rest charged into one or more 
pools in 2006. The Service Company uses an  allocalion method tliat is more accurately described 
as direct assignment to distribule [he labor charges for three of the executives in the last group. 
The legacy Cinergy organization developed this approach in order to distribute salary costs for 
certain employees LO both O&M and capital accounts, and distribution percentages were 
developed based 011 an analysis of the activities supported by these executives. Accounting 
personnel indicated that Ilie direct assignment niethod will disappear when the legacy Cinergy 
organization is converted IO FMlS in 2008. In roughly half the cases, the default salary 
distributions for this group of executives had changed from 2006 to 2007. Liberty had asked 
accounting personnel to detennine why these executives' salary distributions had ejther changed 
or, in a few cases, did not appeal- to comport w i l l 1  [he job title. They h i n d  that the salary 
distributions for nine senior Sentice Company executives contained errors, as  sunrraarized on the 
next table. 

Prrgr 67 
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There was no one reason for the errors 111 most cases, tlie executive's job fiinction changed 
either after the merger with Cinergy, effective April 2006, or after the gas spin-off, effective 
January 2007, but the default distribution was riot revised In one case, il senior legal executive's 
time was charged to DE-Carolinas beginning in 2007 because of an ~nadvertent change 

_ _ _  - .- --* 

Accounting personnel stated that the problems in lime reponing due to the gas spin-off should 
have affected senior executives only. because they were the ones most affected by the 
divestiture. Liberty estimated that the net effect on charges to the business units would be 
relatively modesi. The errors in  most cases in\~ol\~ed charges made into one allocatjon pool in 
lieu of another; the allocation percentages for tlie pools were similar. Liberty reco~nmended in 
the DE-Carolinas audit revisions to the default salary distribution for the nine senior executives 
whose labor had been charged inconectly, and the issuance of journal entries to correct the 
dist~ibution of labor charges to the business units for the appropriate time period. 

The Service Company subsequently correctcd the salary distributions in the payroll system. I n  
Deceniber 2007, accounting personnel also issued journal entries of approxiniately S 1.5 million 
to correct seven o f  the executive pay errors. Accounting did not make journal entries associated 
with two of the errors that affected 2006 charges because the books had alrcady been closed. 

12. Exaniinntion of Service Company Employee Time Reporting 

Liberty s audit of DE-Carolinas included a revie\+! of time iepoiting data for approximately 140 
exempt management and non-inanagement Senlice Company eiiiployees Liberty undertook this 
review to evaluate whether their time charge appeared to correspond to work perfonned. The 
survey was intended to provide a check on Liberty's initial analysis about the extent to which 
Service Company eniployees directly charge ilieir tirile L.iberty*s analysis covered a significant 
portion of the period o f  this audit, and the finclings from its analysis remairi relevant and valid. 

In that prior audit, L.iherty selected approxiinalely 60 employees perfbiming Service Company 
utility-related functions, primarily engineering and technical sewices ( e  g . substation and 
transmission engineering), along with inaterials niaiiapement. ivareliousing. and customer 
service. Many of these employees were still part of DE,-Caiolinas for payroll purposes during 
2006. Liberty selected the balance of the employees liain inore tiaditional Service Company 
functions, such as human resources, accounting; linancc. legal, and internal auditing. Accounting 
personnel provided eleven months of data from FMIS and BDMS Toi selected eniployees for the 
July 2006 to May 2007 period. 

Liberty did not find examples of time reporting that appeared on their face to be wholly 
inconsistent with job titles. L,iberty's overall obsenlation after that review of time repotling data 
was consistent with the conclusion i t  reached earlier from analyzing Service Company charges. 
Thai conclusion is that the Service Company does not directly charge as much labor as one 
would expect 

In the traditional busiiiess f'unctions, L.iberty 1 eviewed dam for approrimakly 20 legal and 
auditiiig em~~loyees. Ail o f  the auditors charged to ihe intenial audil gin crnance pool. The 
einployees i n  the legal groups. ~vliich covered such areas as commercial operations, regulatory, 
labor and employment. and litigation. did no1 follo\v a distinct paltern in charging their time. 
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Overall, roughly half were able to charge all or a majority of their time to specific busiiiess units, 
such as to the Midwest utilities or to DE-Carolinas.. The other half charged all or a ma,jority of 
their time to allocation pools. There was no obvious correlation between job responsibilities and 
time reporting. Two attorneys in the commercial operations area, for example, were able to 
directly charge only 10 to 30 percent of their time; tlie rest went to pools. One attorney in the 
labor and employment area was able to directly charge roughly 75 percent of his time, while 
another in that area charged nearly 70 percent to govern:ince and enterprise pools. 

I ....... 1 ._,.I .-- . , I  .-_._. . .. . -  . .  . _ . ~ _ . ( .  . - .  -I .- .I' 

In most cases, there was no obvious coiselation between ho\v a manager in the legal area and his 
or her direct reports charged time. For example. one senior management employee in the 
regulatory area charged time primarily IO the legal utility pool. The manager's three direct 
reports charged nearly all of their time to the Midwest or to DE-Caiolinas, consistent with their 
job responsibilities. In another case, a managing attorney in the FERC area charged the majority 
of his time to the legal utility pool, one of his direct reports charged all of his time to DE- 
Carolinas, and the other charged to various utility, enterprise. and governance pools 

Libeny reviewed time reporting data for appr~~ximately 40 employees at various levels in the 
organizations that perform human resources, finance: and accounting fUnctions With few 
exceptions ( c g . ,  einployees iesponsible for DE-Indiana and non-regulatory accounting), these 
employees charged all time to allocation pools. Liberty expected that mid-level managers, such 
as  those responsible for asset accounting revenue analysis or wholesale accountjng, would have 
been able to distinguish at least some portion of their time as relevant to oiily one particular 
business unit. 

In the IT area, Libei~y reviewed time I eporting data l o r  approxiinately a dozen employees. The 
majority were management level employees, who charsed nearly all of their time into one 
specific IT pool. I n  the case of employes in the areas of IT operations and data center 
management, this result appeared logical. Manapenient level employees in the applications areas, 
a s  well as project managers and application developers. also charged the niajority of  their time 
into pools L.iberty expected that some employees v"ou1d have bccn able to directly cliarge at 
least some portion o f  their time. I 

Liberty also sampled time data for a small number of employees in areas such as environmental 
affairs, strategy and business planning, and reaf estate. These empioyees charged into allocation 
pools in their respective areas. The comn~ercial business employees that Liberty selected fbr 
review charged their time exclusively to Duke Energy Americas or the Midwest only. which 
appeared lo be appropiiate. 

Liberty's test wol k disclosed a clear tendency for the tiine of Service Company employees in 
traditional fu~ictions to llow to ~llocation pools as the delaull labor distribution. Liberty did not 
observe an expected level of separate identification of the beneficiaries of specific assignments. 
Liberty did identify one error in  time reporting in this area. Liberty questioned accounting 
persoilnel why the director of general accounting Ihr the M idwesl cliarged her time exclnsively 
to the Midwest while tlie director for the Carolinas charged his time 10 the utility accounting 
senices pool Accounling personnel stated that tlie Carolinas director assuined the job a t  the 
beginnin? of 2007. but his default labor distribulion hail not been updated. They stated that the 

, 
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default distribution would he changed so that his time is charged exclusively to DE-Carolinas, 
and that accounting personnel would issue jounial entries to correct the effects of the error. 
During this audit, accounting personnel provided a copy of the correcting journal entry, which 
resolved the issue. 

The primary focus of Liberty's review of utility-related fiinctions was the employees in the 
engineering and technical services functions. Liberty's geiieral coriclusion was that Service 
Company employees in the engineering and technical services functions directly charged or 
directly assigned a higher proportion of their time (as compared with some employees discussed 
below), and did riot rely as much on allocation pools. A number of the selected engineering and 
technical services employees were legacy Cinergy employees whose time was distributed using a 
direct assignment method, which is based on an analysis of \vhat efforts the employee supports. 
Three of these were higher level management, whose labor charges were spread based on capital 
projects, or between operations and maintenance (OSrM) and capital. Another ten legacy Cinergy 
employees, engineers, and project managers had some or all of their tinie distributed using direct 
assignment7 with the balance generally being directly cliarged to business units 

Liberty also surveyed some of the other utility-related functions. A large portion of the selected 
employees were those that moved from DE-Carolinas to DEBS i n  2007. Liberty also selected 
legacy Cinergy employees for examination This parlion or Liberty's testing of time found that 
employees in the utility-type services make better iise o i  direct charging than employees in the 
traditional business functions, but still overuse allocation pools in some areas. 

Liberty selected two employees from the Midwest field operations (warehousing) organization.. 
Both reported all or nearly all of their time exclusively lo Midwest pools. One employee charged 
about five percent of his time to a materials nianagement utiliv poo), which L.iberty found 
appropriate. Liberty also reviewed time repoi-ting daia for a few materials niana_cenient 
employees. One employee, a legacy Duke Power service technician, directly charged his time 
exclusively to DE-Carolinas, and another employeel a legacy Cinergy sourcing specialist. 
charged the majority of his time 10 the Midwest. This treatment appeared to be appropriate. Two 
employees, one of'whicli was a buyer, charged 11ieir time esclusively to a materials managemeni 
ente~yrise-level allocation pool. 

L.iBerty also selected approximately two dozen management and non-management employees 
froni various areas in the utiljty-level custoiiier senlice and marketing fiaiction. The nmjority of 
employees, including those in the receivables, billing, customer support, revenue services, 
energy data managenieni, and call center areas, charged their time exclusively to the utility-le\d 
meter reading and payment processing pool. Two lezacy Duke Power employees charged the 
majori[y of their time Io DE-Carolinas, with a small aniount going 10 Ole pool. 

Liberty identified a few errors in time reporting of eniployecs in utilityrelared functions. In one 
instance, an employee moved from an engineerin? position to one in  the custonier seivice area 
during 2006. but his time distribution was no1 updated to reflecl the change until the beginning of 
2007. During 2000, the default time distribution Jor two eniployees in the power quality aiea of 
the power delivery organization had been to DE-Carolinas customer service. The distribution 
clianged to a Seivicc Company custoiner senice pool in 2007. Accounting personnel con finned 
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that the change was made in error, and that the employees' time should have been charged to 
DE-Carolinas rather than the pool. Accounting indicated it would issue journal entries to correct 
the error. During this audit, accounting confirmed that it corrected the default time distributions 
for tliese employees in September 2007. It did not, however, correct the dollar impact of the 
error. Accounling personnel estimated that DE-Kentucky had been incorrectly cliarged B 1 1,000 
through the pool. The Service Company sliould liave made the corrections in 2007; the books 
are, however, closed for the year. 

,.,_ tl I ,.,._,._.~__.~_.._ ~.,.,..____...__.__I -.,.-,,...,. I ...._... _. /...._.... _, . ..... .. ._ . . _...... 7" 

13. Examination of Service Company Accounts Payable Charges 
A significant portion of the charges that DE-Kentucky receives from the Service Company 
relates to invoices that represent accounts payable. In sonie cases, a utility is directly charged for 
an entire invoice amount; in other cases; i t  is directly assigned only a portion.. Accounls payable 
also charges invojces into the Service Company fUactional allocation pools, of which DE- 
Kentucky receives a percentage. Liberty's prior audit ol'DE.-Carolinas involved the selection of a 
.number of vendors and invoices for a focused review in older to gain insight into the 
effectiveness of tlie Service Conipany's processing of invoices. The vendors that Liberty selected 
included primarily accounting and law fir,nis, construction-related companies, computer 
equipment and service companies7 outside programniing finns, banking and linancial t'inns: and 
consultants. 

In  most cases, Liberty identified no issues witli tlie way that the Senlice Company had 
distributed the charges for these invoices, and encountered only a few r-elaiively minor errors 
Liberty did identify, liowever, a potential problem in the handling of some IT invoices L.iberty 
found that two invoices from a vendor had been charged to a pool allocated using enterprise 
three-factor fomiula percentages: although the invoices appeared lo be related to IT server 
services, which are allocated 011 the basis of the nuniber of servers. Two other invoices fiom 
another vendor had been charged to the utility-level IT server pool. They might Iiave been more 
appropriately cliarged to the enterprise-level IT management and support sentices pool because 
the work related to application maintenance and support services rather tlian sewel s. Allocation 
percentages among 11ie various IT pools can vary significantly; therefore, the selection of ~~I i i c l i  
pool to use can affect tlie portion of invoice charges ultimately allocated to the utility For 
example, DE-Kentucky's share of the utility-level IT sewer pool in 2007 was 6.91 percent, 
compared to 2.99 percent for the en~erprise-level ~iianagement and support pool. 

DEBS transaction testing in this audit involved the selection of an $89:000 charge into the IT 
inanagenient and support services pool, which is allocated using the enterprise tliree-factor 
formula ratio. Liberty substantiated that DE-Kentucky was allocated the con-ect portion of the 
charpe. Liberty asked Service Conqxiny accounting personnel to investigate why the supporting 
in\ oices: which were for server niaintenance, were charged to this pool. lather than. for example. 
the IT server pool. Accounting reported that the person who assigned the invoices believed they 
were charged IO the appropriate pool, but  agreed that the rationale vas not apparent given tlie 
nature of the invoices. 
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C. Conclusions 

I.  A significant amount of costs that flow tlirough the Service Company to business units 
do not relate to the costs of providing services under the Service Conipany Utility 
Service Agreement. (Reconm~end~~iori # I )  

Some charges that flow through the Service Company do not f i t  the categories expressly covered 
by the Service Company Utility Service Agreement. For example, the DEBS human resources 
group directly cl~arged DE-Carolinas nearly $50 inillion for employee benefits costs such as 
OPEB, phantom stock, and employee savings plans in the first three months of 2007 These 
charges are not for services provided by the Service Company, and do not relate to Service 
Company labor. They simply comprise other costs passed through the Sentic-, Company. 
Similarly, the DEBS Engineering and Construction-Power Production function charged DE- 
Carolinas $ 1  S million for Ijabiljty insurance, which is not part of that ~JOUP'S  defined purpose. 
A significant amount of Service Company charges to business units reflect siniilar pass-through 
costs. 

During 2007, this issue primarily concerned DEBS and DE-Carolinas. Many pass-through costs 
were typically recorded directly on the books of  he Midwest utilitjes, and did not flow through 
DESS. However, the Service Company more recently began to flow some otheru~ise pass- 
tlirough costs for the Midwest business units through DEBS. For examplel in 2007 DEBS 
directly charged the Midwest business units a total of approximately SS million for ~vorkers' 
compensation amortization expense. After the consolidation of DEBS and DESS, the S e n k e  
Company plans IO flow more pass-tl~.rougli costs, including most of those related to employee 
benefits: through DEBS. 

2. Liberty's test work verified correct calculation and  charging o f  DE-Kentucky for i t s  
share of allocation pools. 

Review of data for a sample month substantiated that DEBS and DESS correctly calculated the 
amounts charged 10 DE-Kentucky for governance-, enterprise-, and utility-level allocation poolsr 
based on the predefined allocation percentages. Liberty also substantiated that DESS correctly 
calculated the amounts allocated 10 DE-Kenhicky f ron~  the Midwest-only allocation pools. 

3. Overall, the Service Company does not make sufficierit use of direct charging for labor 

Liberly examined how much loaded labor costs DEBS and DESS charged directly lo business 
unils rather than allocating them. Overall, DEBS direcrly cliarged approxiniately 40 percent of 
loaded labor charges 10 business units, and DESS directly charged approxiiliarely 60 percent 
Thus, the Service Company as a whole directly charged as much governance and shared sei-rke 
labor as i t  allocated. as the next table summarizes. 

Costs. ~ ~ ~ ~ ~ ~ ~ ~ ~ 7 7 ~ 7 7 ~ ~ ~ ~ / ; 0 ~ ~  #2) 

--- 
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Moreover, the Service Company's approach lo tracking and charging Service Company costs 
does not result in a good match between a business unit's use o f a  service hnction and the cost 
that it pays for that function. Even when the Service Company directly cliarges a business unit 
for labor, these charges do not reflect h l ly  allocated costs, in that they do not include applicable 
overhead. Therefore, even an increase in the amount of direct charging would not fully solve the 
overall problem. 

Liberty discusses this issue in more detail i'n other sections of rhis repoil. Liberty has stated thar 
the Service Company requires a more sophisticated approach for pricing its functional services 
Liberty believes a sound approach should enable one to determine: (a) whether the Service 
Company is maximizing the effective use of direct charging, (1)) wliether the costs of individual 
functional services piavided by the Service Company are lower than other aliematives, and (c) 
whether DE-Kentucky is cross-subsidizing other business units in the charges i t  pays fbJ 
individual services. 

4. For the traditional, business-type shared services that it provides, the Service Company 
charges a reasonably sufficient portion of tiow-labor costs directly, but does not nialte 
sufficient use of direct charging for labor costs. (Re~onimurlrl~iiioii #.?) 

Tradilional business-type shared services include such functions as  accounting, finance, human 
resources, and IT. Liberty examined charges from DEBS and DESS that the Service Conipany 
identified as related lo the legal function. In October 2007. [lie Senrice Company directly 
charged approximately 55 percent of its total overall costs to client companies. Liberty found 
that the Service Company was able to directly charge or assign a relatively large portion (90 
percent) of charges for outside services and contract labor I t  perfornied less well with labor 
charges. The Service Company directly charged only 30 percent of its loaded legal labor costs 
for the nionlh. 

Liberty also examined the charges from DEBS and DESS h a t  the Service Company identified as 
related io tlie IT hnctioii. The Service Company directly charged to business units only 20 
percent of general IT costs, and the same percentage of the loaded labor cost portion. I t  allocated 
approximately 50 percent of the cosls fix outside services and contract labor, and approxiniaiely 
60 percent of hardware and software purcltases and maintenance. Liberty recognizes that a 
considerable portion of IT costs relate to activities that are appropriaiely allocated to all 
coinpanies or users, such as data center operation and maintenance of standard hardware and 
software. However, groups like legal and IT are generally able in service coiiipany contexts to 
directly charge employee time, because these groups generally lend more often to work on 
distinctly identifiable projects or activities 

5. From the  perspective of utility-type shared services that it provides, the Service 
Conipnny lias been rffeclive in directly charging thosc total costs. 
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Liberty examined charges from DEBS and DESS that the Service Company identified as related 
to the power engineering and construction furlction. In October, 2007, the Service Company 
directly charged approximately 90 percent of its total overall costs, and loaded labor cost in 
particular, to client companies. Liberty found that the Service Company was able to directly 
charge or assign a relatively large percentage, 9.5 percent, of charges for outside services and 
contract labor. 

Liberty also examiped the charges from DEBS and DESS that the Service Coinpany identified as 
related to the rates function. The Service Company directly charged to business units 
approximately 60 percent of rates function costs in  general, and loaded labor costs i n  particular. 
Liberty found that the Service Company was able to directly charge or assign a relatively large 
percentage, 90 percent, of charges for outside services and contract labor 

As might be expected, DEBS and DESS each provided these services to its associated legacy 
utility organization. A11 DEBS direct charges for these services were made to DE-Carolinas, and 
essentially all DESS direct charges were made to Midwest companies. 

6. T h e  Service Company does not charge business units, including DE-Kentucky, for all 
costs associated with DEBS assets on a per transaction/unit basis. 

The Service Company Utility Service Agreenient states that services will be priced at fully 
allocated costs, defined as direct COSIS, indirect costs, and costs of capital. The agreement 
specifically lists property insurance, depreciation, amortization, and compensation for the use of 
capital as examples of the cost of doing business. DEBS recorded a cost of debt for constiuction 
work in process tlirougliout 2007, and beginning i n  May 2007 recorded both a debt and equity 
cost of capital. During 2007, the Service Company allocated to business units $28.7 million of 
depi,eciation costs. Costs of' insurance, and property related taxes, unless specifically associated 
with a DEBS project, are not assigned to constniction work in process. but are allocated IO client 
companies as an o p a t i n g  expense using an approved allocation inetliod. 

7. The  Service Company cliarges ilie majority of DESS capital costs to legacy Cinergy 
companies. 

During 2006, h e  Service Company allocated all depreciation costs associated with DESS assets 
to Midwest business units only. having concluded that only one set of service company assets 
was needed to nin a corporation and that the depreciation associated with duplicate systems 
sl~ould not be spread to al l  business units I n  2007, the Senrice Coinpany began to accelerate the 
depreciation on DESS fiiiancial systenis, and re-categorized the depreciation associated wit11 
those assets as  part o f  its merger cost-to-achieve. Of the S18.1 million in DESS depreciation 
expense during 2007, the majority ($1.3.8 million) was allocated exclusively to Midwest entities. 
Depreciation associated with cost-~o-achie\:e assets of 54.3 million was allocated to all business 
units, including legacy Duke Power companies, usins the governance thl-ee-factor formula ratio. 

8. The  Senice  Company adequately recovers from client companies the cost o f  i ts  
occupancy in  legacy Duke Po\\ e r  and Cinergy facilities. 

DE-Carolinas calculaies capilal charges. including depiecislion. property lax. p i  operty insurance: 
and cost ol' capital, associated 11 ill1 each of its facilities in North Carolina The portion of these 
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capital costs that DE-Carolinas would otherwise assign to DEBS are recovered through a 
“Facilities ROR” governance pool, which the Service Company allocates to all business units 
using the three-factor formula ratio. Similarly, the legacy Cinergy utilities calculate capital 
charges associated with the Plainfield and Cincinnati facilities. The portion of these capital costs 
associated with the space occupied by DESS personnel are allocated to business units based on 
an analysis of how DESS personnel support the various business units. 

_-___&^.-___.-_.__I__.._._ ~ -... ..-.- ~ ....... , ... .,.. ,.. .._.. - .  j 

The calculation of the DEBS Facilities ROR charges for the year 2007 is based on year 2006 
data, and does not reflect the movement of approximately 2,000 eniployees from DE-Carolinas 
to DEBS. DE-Carolinas will therefore not recover from the Service Company the capital costs 
associated with the incremental square footage occupied by these employees. This translates into 
a savings for DE-Kentucky. 

9. The Service Company correctly applied the proceeds from tile service contract with 
Spectra to offset costs that it allocates to DE-Kentucky and other business units. 

In 2007, the Service Company billed Spectra $1 5 2 inillion under a short-term agreenient that 
generally priced individual services on a flat-fee rather than houi ly-charge basis. Spectra also 
provided a small amount of services to the Service Company 

During the pi ior audit of DE-Carolinas, Liberty reviewed the arrangen~ent w i ~ h  accounting 
personnel, and determined that the Service Company was appropijately billing Spectra for 
services under the contract and crediting the charges to the appropriate responsibility center or 
cost allocation pool. Liberty was also satisfied that the Service Company was being appropriately 
billed for services performed by Spectra, and that i t  was charging the costs to the appropriate 
business function or allocation pool 

10. The original distribution of labor charges for several seiiior executives reviewed by 
Liberty in its audit of DE-Carolinas coiitained errors that were subsequentiv addressed 
appropriately. 

During a prior audit of DE-Carolinas, L,iberty found the distribution of labor clia~~ges for nine 
Senlice Company senior executives to contain errors. Typicallyl the job functions of these 
executives changed either after the merger or after the gas spin-off, and their fixed salary 
distributions were not updated in the payroll system.. Accounting personnel corrected ilie salary 
distributions and subsequently issued journal entries to correct seven of the executive pay errors. 
Accounting personnel did not make journal entries associated with two of the errors that affected 
2006 charges because the books Rad already been closed. L.iberty believes the actions taken were 
reasonable and resolve the issue. 

11.  Service Company employees rely too heavily on the use of default linte distributions to 

Liberty’s re\ iea; during the previous audit of Service Company time repoitinp data reinforced its 
conclusion that 11112 Service Conipany employees do not directly charge as niuch labor as they 
can A large percentage of the employees that Liberty reviewed, par~icularly rlinse associated 
~ 4 t h  the more traditional Service Coinpany functions such as ackounting or auditing. cliarged all  
or nearly all of  their time into allocation pools. Liberty found i t  reinarkable that so inany 

alloca tion pools rather tlian positive time reporting. ( R c ~ ~ ~ ~ ? i n i c ~ r ~ ~ J t r ~ i o ~ ~  $3) 
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employees were unable to identify at least some amount of work during an entire 1 I-month 
period that applied to only one business entity. While it may be flue that an employee's work 
benefits, for example, all utilities, it arguably does not do so every hour of every day. 

12. Audit work disclosed a iiuniber of cases in whicli labor allocations were incorrect as a 
result of tlie Service Company failing to update default distributions to conform to 
organization, position, or job duty changes. (Recoiiintciiilu~iorr ## 1) 

Duke Energy and its subsidiaries have undergone major changes recently to combine ope1 ations 
as a result of the merger and as a result of non-utility business changes I t  is undeistandable that 
gaps or errors will result in how time is allocated when organizations. positions, incumbents, and 
job descriptions change. Nevertheless, it is important to apply controls that are effective in 
miniinizing the time that such gaps or errors remain. Liberty's exainination of employee time 
reporting identified a number of examples where errors occurred due to a lack of updating. 

13. There is not a sufficiently clear rationale for including certaiii IT invoices in a given 

During its prior audit of DE-Carolinas, Liberty examined a sample of Senlice Company invoices 
and found that four invoices for IT services may have been charged to the incorrcct IT allocation 
pool. Because of the difference in allocation percentages among the twelve defined Senlice 
Conipaiiy IT pools, DE-Kentucky received a higher percentage o r  the charges than il otherwise 
might for two invoices and received a lower percentage than i t  othenvise might for two other 
invoices. During its transaction testing in this audit, Liberty encountered two invoices charged to 
the 1T management and support services pool that were allocaied using the enterprise three- 
factor foniiula ratio, altliough the invoices indicated that they were for server maintenance. 
Service Company personnel involved in testing could not explain the ralionalc for this 
assignment; there is reason to question the consistency in handling of certain IT invoices. 

Service Company allocation pool. (Resoiiinien~l~~~ioii #4) 

14. Tlie costs iitcurred to accomplish the spin-off of tlie gas business are not related to tlie 

Any benefits associated with the spin-off of the gas business will accrue to shareholders of 
Spectra and Duke Energy, and not ratepayers. The costs that the coinpany incurred to effectuare 
the spin-off are not part of the cost of providing utility service. 

costs to provide regulated utility service. 

D. Recommendations 

I .  Liniit Service Company charges, to tlie extent possible, to those covered by tlie Service 
Company Iltility Sersice Agreenietit. (Co~~cIi i .~i~i i  # I )  

Liberty believes that the Senlice Company should reduce the amount of charges khat i t  processes 
as  ~ iass -  tlirougii costs that have no relation to the functions i l  provides under its agreemelit with 
the business miis. L iberly recognizes that the Service Company may want to no\v some charges: 
such as those lor outside legal and auditor bills, through the Service Company I O  better identify 
and inanage lhe full cost of these functions. The process for handling any pass-dirouph costs that 
are not directly related to the firnctions that Ihe Sewice Company pro\:ides could be made clear 
as part of a co~i ipai iy" '~ affiliate transaction accounting manual. 
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Liberty has learned, however, that the company plans to file an amended Service Company 
Agreement that will make explicit areas in which it plans to treat specific pass-through costs as 
part of a given service function. For example, the definition of services performed by the liumari 
resources function will be expanded to include the payment of certain employee benefits 
ex pens es 

..-. ,., .._/.. ...-.. I . ... ._.,_ ..... ' I -._,.... \ ..,. .,* ..I I .___,__.. . . , , I_ .  .-  .- ..I. . .- .,I ..... .. ~ ..,.. I . . . .  .._ I .  

Liberty believes that amending the Service Company Agreement in such a way as to clearly 
define all pass-through costs covered by the agreement would be a positive step towards 
Implementing its recommendation. There are downsides to this approachl however. The amount 
of' diiect charges f lowiq  from ihe Service Company to the business units will significantly 
increase. These typically large pass-through costs cloud any assessment of whether the Service 
Company is truly maximizing the effective use of direct charging for the fhictions it has 
contracted to perfomi at filly distributed cost. I t  also makes i t  difficult to compare the cost of 
service company functions to the cost of' third-party suppliers or self-provision. To that end, 
Liberty believes that the Service Company should separately identify i t s  inajor categories of 
pass-through costs in any official reports of affiliate transactions. 

2. Increase the percentage of labor that the Service Company directly charges to business 
units. {C'onclrisioirs #3 rrird #4) 

Liberty's examination of shared services in general, and tr-aditional busiriess-type shared services 
in particular, disclosed that the Service Company did not niake sufficient use of direct charging 
for its labor costs. Jt  is not unreasonable to expect the Service Company to directly charge 01' 

directly assign fi,om two-thirds to thee-quarters of its labor costs. For groups l ike legal and IT; 
which lend to work on defined projects, the percentage can be higher. Liberty recognizes that the 
Service Company may not be able to attain these levels unless it moves to a inore sophisticated 
approach for pricing its fistctional services, such as activity-based costing. 

3 .  Routiiiely review the appropriateness of Service Company employee default labor 
distributions atid enconrage employees t o  do more positive time reporting. (Coi~clr~~ions 
# I 1  NIld 12) 

The Service Company should review on an aniiual basis the default labor distributions for 
Service Company employees to detennine if they are still appropriate Recent organization 
changes due to the sliifi of nvo lhousand people from DE-Carolinas lo the Service Conipany and 
the recent gas business spin-off underscore the need for the Service Company to ensure that each 
employee's default labor distribution accurately reflects the work assignments of the individual. 
The errors that Liberty identified during its limited review of employee time reporting during the 
prior audit indicate the men\ in assuring timely correction. 

As discussed in a11 earlier chapter of this report, a Duke Energy internal report indicated (liar 
training programs were needed IO educate personnel in how lo cliarge time directly assignable 10 
a utility or non-utility conipany. and Ilia1 Iliis finding applied to both utility personnel and 
Service Company personriel The internal auditor-s recommendation lends suppofi to L.iberty's 
conclusion that Service Comj,any employees in general did not directly charge labor a s  niuch as  
they could. 

P q e  77 
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There should be a structured and comprehensive program for assuring that default time 
distributions have been made current in light of recent organization, position, and job duty 
changes. It should include instructions to managers and supervisors to be aware of the potential 
in their areas of responsibility and to exaniine likely sources of a lack of updating based on 
changes specific to their areas. I t  should also include sufficient testing by accounting personnel 
to identify the likely magnitude and principal locations of errors, and should incorporate methods 
for more detailed examinations of lhose errors includJng a means for the prompt correction of 
any problems found. After a baseline effort across the board, the program can be scaled back to 
periodic testing i n  areas of known significant change, accompanied by periodic coniintinication 
to managers and supervisors of the need for attentiveness when changes occur i n  their areas of 
responsibility 

.._...... .-.... ^ . _ . I  I &.'___. --.A _.--- 

4. Develop fornial written guidelines to describe into which of the twelve Service Company 
IT allocation pools the various types of IT invoices should be charged. (COi7dlLSiU/I #13) 

The dollar impact of niisallocafion of invoice charges for IT services can be significant To 
provide consistency and clarity in the method by which IT-da ted  invoices are charged into the 
various Service Company allocation pools, the Seivice Company should develop foiinal written 
guidelines. 

To nioni~or how well invoices are being liandled on an on-_eoing basis. the company should 
include a review of invoices flowing through the Service Company in its nest internal audit of 
affiliate transactions. 
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VI. Operating Agreements 

A. Introduction 
Liberty reviewed the two merger-related agreements covering services among utilities and 
affiliates, the Operating Companies Service Agreement and Operating Company/Non-utility 
Companies Service Agreement. Liberty sought to detennine whether DE-Kentucky and its 
affiliates were following tlie t e n s  of the agreements, including those regarding pricing. L.iberty 
also sought to detemiine whether Duke Energy had established a defined Service Request 
process for all work performed under these agreements, and whether tlie process has been 
consistently followed. 

Not surprisingly, the majority of transactions are among the utilities, with DE-Ohio as both the 
largest provider of services and the largest receiver of services. While DE-Kennicky performs 
work for non-utility affiliates, i t  is fairly unusual for a non-utility affiliate to provide services to 
the utility. In this chapter, Liberty provides an overview of charges among affiliates under the 
agreements Liberty also discusses an additional co~nponent of fully embedded cost, i e ,  utility 
overhead, and examines tnnsactions that fall under the DE-Carolinas Code of Conduct 
condition. 

R. Findings 

I .  Inter-conipany Charges involving DE-Kentucky 

Liberty asked for reports showing affiliate transactioiis between DE-Kentucky and its affiliates 
during the audit period Accounting personnel provided inter-company cliarge data from BDMS, 
but the data were not limited specifically to work performed under the Operating Agreement and 
Non-utility Agreement No other available reports focused specifically on transactioiis under the 
agreements. DE-Kentucky is not required IO identiq, quantify, and report to the KyPSC its 
transactions tinder the nierger-related agreemeats 

The inter-conipany data I eflect charges flowing through inter-company payables and receivables 
accoiiiit~ that originated from tlie labor; accounts payable, inventory, and \/chicle charge systems. 
The data cover more than affiliate transactions. For example, invoices far Midwesi utilities are 
paid from the same location and tlierefore some portion of the accounts payable charges consist 
only of pass-through cos&. in other wordsl beyond serving as a conduit for the pass-through of' 
costs others incur foi providing goods or services. Ilie charging affiliate adds no other value. The 
data also include bot11 system-generated and manual journal entries that were made for various 
purposes. For example, included in the journal entries are approximately 259.000 in interest 
received by DE-K.entucky from DE-Ohio and approxiniately $1 43,000 in interest paid to DE- 
Ohio and DE.-lndiana. Accounting personnel indicated that as a general matter inventory and 
accounting entrjes are typically not parts of work perfonned tinder rhe hvo agreements 

Accounting procedure is 10 reflect all transactions under the two nierp--related agreenients as 
inter-conipany charges throupli the conipany payables and receivables accounts Liberty was 
therefore satisfied that thc data proyided captured the tiansaclions that are thc sul>ject of this 

-. 
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audit.' Liberty was not able to adequately screen the data to remove charges that did not relate to 
affiliate transactions in general and to the two merger-related agreements in particular. This 
inability affected L.iberty's transaction testing process, as the next chapter of this report 
djscusses. 

___~.._..._..__.C.._l.,.....,.. ~ ....,...,. I .__..__... . . .  .. I _._, . . .  , . . . ,  .... .... ..... - .  . I .,..-.-. 

The following tables summarize inter-company charges involving DE-Kentucky. The iirst shows 
DE-Kentucky as the service provider or originator of the charges, and the second shows DE- 
Kentucky as the client or receiver of tlie charges 

Nearly all of the in inler-company charges originating with (or --from") DE- 
Kentucky involved affiliated utilities. L,oaded labor accounted for approxiinately 50 percent of' 
DE-Kentucky's total charges to affiliates. 

Nearly all of tlie in inter-company charges 10 DE-lCe~it~~cky originated from 
utility aJCilia1es (DE-Ohio i n  particulal) L.oaded labor rtccoiiimd for less than 30 percent ol' the 
charges to DE-Kenrucky from affiliates. 

Liben? laier idciiiified a journal cn in  charge by DE-KenIuck) lo DE-C'arolinas. niade lo In ie  u p  Tor an oterliead 
loader. nhich w a s  no! included in ilw inrcr-company dam 
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The BDMS data includes charges to and from legacy Cinergy entities, and charges from DE- 
Kentucky to legacy Duke Power affiliates. Accounting personnel provided separate reports 
showing FMIS-originated charges to DE-Kenhlcky, i.e., charged by DE-Carolinas 0 1  another 
legacy Duke Power affiliate. The next chart summarizes charges from DE-Carolinas io DE-. 
Kentucky during the audit period. 

Liberty aslted the company to explain the nature of the negative jouinal entries. Accounting 
personnel explained that the contract labor charges of were made by a DE-Carolinas 
responsibjlity center, but should have orjgjiiated from a Service Conipany center. Accounting 
used journal entries to reverse the charges. While researching the joui-nal entries, accounting 
personnel discovered that DE-Kentucky had been over-credited by $864. 

DE-Carolinas was the only legacy Duke Power affiliate that charged DE-Kentucky during tlie 
audit period. 

2. Service Request Process 
The Operating Agreement and Non-utility Agreemenl state [hat all sewices should be performed 
in accordance with Service Requests issued by the client company and accepted by ilie service 
provider. Duke Energy developed a fomial Service Request Form (SRF). which records the 
requestor, provider, description of service, approvals, estinia~ed costs, accounting codes, and 
scheduled start and end dates for specific work performed subject to the agreements The 
company also developed a Service Request Form Database to lteep irack of such requests. 

Duke Energy found that its affiliates were not consistently using SRFs to document requests for 
service under the agreements. The absence of SRFs was notable in particular for work provided 
by DE-Ohio to DE-Kenmcky. The sharing of eniployees between those affiliates occuiled 
regularly well before the merger, with crews routinely being dispatched to both Ohio and 
Kenhicky. Neither afiliate set up SRFs for this type of routine work. This issue was identified in  
an internal audit report, which Chapter 111 of this report discusses 

Duke Energy developed a process for insti1utionalizing ihe use of SRFs, conducied training foi, 
relevant persorinel in early 2007, and fimia1i;led the process for adniinistering SRFs. The 
Financial Planning and Reporting group now has the responsibility for FESrG-related 
transactions and for enforcing the me of SRFs. The group \iras responsible for manoally 
reviewing reports of inter-company charges in 2007 IO identify those charges  hat achially 
refected affiliate transactions, as opposed to inter-company charges for other reasons The group 
also had responsibility for tying those charges to SRFs The group identified some SRFs that had 
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to be created after the fact. Chapter 111 of this report describes this review process in the section 
discussing the corporation's internal audit report. 

b .. _... ...-....~I.--.~..--I ~...... . .  . ... . .  - ... . - . . . .. . I .. . , .. . .._._ ..., I. 

The Service Request Form application was part of a web-based system until November 2007, 
when the company moved i t  to the corporate IT electronic form system that all Duke Energy 
employees can now access tluough a comnion platfoim. The new electronic form now 
incorporates a box which can be checked "to confirm that this Service Request will iiot result in 
impairment of Service Provider's utility responsibilities or business operations." 

An SRF cannot be cancelled or rescinded in the system after i t  has been finalized and approved 
I f  the original estimate for the dollar value of work is too low, for example, the requestor must 
sutrnit another SRF for the additional work, because one cailnot change the dollar amount on an 
approved SRF. The process to rescind an SRF is manual. The client company niust coinmunica~e 
that the SRF has been rescinded and then the administrator of the SRF system indicates on h ture  
repom that this SRF is no longer considered approved for future transactions. No SRFs were 
rescinded in 2007. 

Duke E.nergy afiliates created approxiniately 70 SRFs during 2007. Liberry requested a printout 
from h e  database of all 2807 SRFs that included DE-Indiana or DE-Kelitucky as one of [he 
parties. The following tables summarize these SRFs 

I- 
' Se\eral SRFs \<ere rejecied prior io appio\al and in ;oinc CDSFS replaccd i t i lh iieu ones As esaiiiples. SRF 2 3 ,  
was replaced with SRF 334. and SRF 244 \\as replaced i\i111 SIWs 745 and 3 6  
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Sorne of these 36 SRFs involving DE-Indiana and DE-Kentucky displayed IIO activity or had 110 

charges associated with them. Given the relatively small number of SRFs, Libeny conducted its 
review of ihe senlice ~eques l  process for bolli utilities combined. All but one of the SRFs 
iiivolved the use of "loaned employees" as defined tirider the aprcenients. The reniaining oiie, 
tvliich did 1701 include labor. consisted of DE-lndiana's receipt 0 1  surge protection equipment on 
behalf of Duke Energy One. 
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Liberty selected a sample of ten from these SRFs, and asked for a copy of the original request 
forms." Liberty's review of the original forms found that they contained all required 
information. However, in some instances, the work, project, or activity codes were marked as 
"TBD" or "various." This convention appeared to be appropriate for these SRFs given the nature 
of the request, e g , as-needed O&M support or storm support. The Operating Agreement and 
Non-utility Agreement state that Service Requests should be as specific as practicable in defining 
the required services. Liberty found the work descriptions to be adequate. 

Liberty used this same sample of ten SRFs to review other provisions of the agreements. Liberty 
confirmed thal loaned en~ployees perfonning work under these SRFs continued to be paid the 
same payroll and benefits by their home organization while on loan to a client company. I n  each 
case, the loaned employee(s) worked under the direction, supervision, and control of the client 
company as appropriate to complete the work requested. Management provided for each selected 
SRF an affirmative statemelit that acceptance and completion of the services did not result i n  the 
impairment of the service provider's utility responsibility or business operations. There was no 
necessity to withdraw loaned employees. None of the work resulted in claims nor involved any 
deficiencies. The work performed coniplied with the work as described in the SRF. 

Liberty sought to compare the original cost estimate for work performed under an approved 
Service Request to actual charges. As noted earlier, Liberty C ~ M O I  identi@ which inter-company 
charges pertain to work under the Operating Agreement and Non-utility Agreement. Similarly, 
Liberty was typically miable to identify the actual charges associated with a given Service 
Request. 

The Financial Planning and Reporting accounting group is responsible for manually reviewing 
reports of inter-company charges to identify which were actually affiliate transactions and tying 
those charges 10 SRFs. Group personnel identify inter-company charges that are potentially 
associated with each SRF. These charges can originate from the labor, inventory, accounts 
payable, and vehicle systems, and from journal entries. In some cases, specific work codes were 
included OJI the original SRF; and accounting personnel can use these codes to trace charges 
associated with a specific SRF. The work codes are not specified beforehand for larger blanket- 
type SRFs. Such SRFs can ultimately involve a large number of codes. In such cases, the group 
must rely on other code block fields: such as LOB, to identify potential charges. The accounting 
group enlists the supporl of operating personnel to examine potential charges to identify those 
not associated with the SRF. This after-the-fact analysis i s  time consuming and jnvolves a good 
deal of judgment. In essence, there is no way to precisely track charges associated with 
individual SRFs 

Liberty requested a copy of the company's analysis of charges associated with SRFs. Several 
SRFs (e g ~ SRF 229 and 231) had 110 charges associated with them. SRFs are often set up in 
advance to cover potential work, i .e, the provision 01 storm suppolt woik by customer service, 
which ultin~ately proves not to be needed. This proactive approach to SRFs is appiopriate. 
Liberty found that in se\/eraI cases the dollais charged for worlc perfonned under an SRF 
exceeded the initial estimate As examples, charges for suppofl during an ice storm provided by 

Libeiiy selecied [en SRFs from ihe meb-based syslem: 216.2.3l.238. 235. 247.151.259.2B9. 270. and 281. 111 
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DE-Kentucky and DE-Indiana to DE-Carolinas (SRFs 241 and 242 respectively) totaled $579 
thousand, although the estimated cost under the SRFs was $450 thousand. Charges from DE- 
Kentucky and DE-Indiana to DE-Carolinas for support during a wind storm (SRFs 269 and 270) 
totaled $1.67 million, although the estimated cost was $1.2 million. 

Other cases were inore extreme The accounting group provided its estimate of charges for three 
specific SRFs that involved as-needed 0 & M  work at East Bend, Miami Fort #6, and Woodsdale 
performed by DE-Ohio 011 behalf of DE-Kentucky. The following table summarizes the 
estimated cost authorized in each SRF and the actual charges. 

Accounting personnel explained (ha( some of the charges under work codes associated wilh these 
SRFs did not pertain to what i t  would consider actual work performed under the Opeiating 
Agreement For example, charges to DE-Kentucky under SRF 245 incliided pass-through 
charges for DE-Kentucky's share of coal purchases for Miami Fort 

There are other esaniples. Liberty's transaction testing disclosed a $260 thousand charge from 
DE-Indiana to a oon-utility affiliate that was part of charges under SRFs .259/283, but actually 
related to an asset transfer. Such asset transfers are not covered by the Non-utility Agreement. 
Article I, Section 1 . I  (c) explicitly states' "For the avoidance of doubt, affiliate transactions 
involving sales or ollier transfers of assets, goods, energy commodities (including electricity, 
natural gass. coal and other combustible fiiels) or themial energy products are outside the scope of 
this Agreement." Accounting persoiinel indicated that there were no clear guidelines regarding 
treatment of pass-through charges or for detemiining whether inventory transfers should be 
covered by SRFs or by other types of agreements.. 

As noted earlier, affiliates did 1101 make consislent w e  of SRFs during 2007. Accounting 
reviewed inter-company charges and developed a list of work aclivities involving DE-Indiana 
and DE-Kentucky that should have been covered by SRFs but were not. This analysis produced 
an estimate of $13.7 inillion of charges incurred under the agreements that should have been 
covered by fom~al Service Request. A11 of the work identified fell under the Operating 
Agreement. Liberty summarized rhe types of activities into broad categories, as shown in the 
next table. 



KyPSC 2009-00202 
Attachment DLD-5 

- _ _  Page 90 of 117 I_- 

-- --- -~ - - - - _l___l- 

Final Report Audit of Merger-Related Agreements 
Public Version VI. Operating Agreements Duke Energy-Kentucky 
..- -_ -,___._.__ ~ ~ .. .__.-_-_. , .... I ..,... _... ~. . -i .. - +-.-*-. .... - --..._._,_ 

I -  

As a general matter, work that involves a non-utility affiliate should be covered by an SRF. 
Liberty-s review of inter-company charge data found that DE-Kennicky provided $125 thousand 
of work to KO Transmission; i t  appears that this work \i as not covered by an SRF 

3. Overhead 
In principle, an inter-company billing raie should 1eai.e the billing company a i  leas1 no worse off 
by having lost the benefit of an eniployee's time spent sewing anotlier entity.. Meeting, this test in  
the case of M o r  requires that the employing company secure rei~nbursenient for [lie employee's 
direct salary, with adjustments to account for non-produclj\~e time, such as vacation, holiday, and 
sick time; payrall taxes; and employer costs for benefils, such as pensions and Jnnedjcal and 
dental coverage. I t  also nieans tliat billing rates should include an additional loader f ix  overlicad 
costs. 

Chapter 11 I of this repoi? discusses Liberty's conclusion ihat the accounting systems were 
appropriately calculating labor rates and IaboI loaders. with one exceplion, Le., tliat BDMS does 
not include incentives in labor charges outside tlie home company. The Operating Agi-eenient 
and Nan-utility Agreeiiient state lhat charges for utility-related worlc must be priced at fully 
embedded costs. The utility must apply some aniount h r  overhead to its fiilly loaded labor 
cliarges to meet this standard. 

During 2007, the FE&G Group developed a standaid a \~ rhead  labor cost niultipliei rate foi use 
by DE-Kentucky and tlie other utilities for work clinrged outside thc utilily Because of the 
unique staffing arrangement between DE-Ohio and its subsidiaiy DE-Kentucky.  hereby some 
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overhead such as supervision is shared, the FE&G Group also developed somewhat lower 
overhead rates applicable only to work performed between these two utilities, with separate rates 
for electric and gas. The components of the FE&G overhead cost multipliers are summariied in 
the following table. 

._._ ~ _._~,I__,,.__.____.__~__,_.,_. ..-..,.-. ...,-" ._.... -_ __.._ __.. 

Libert reviewed with accounting personnel the derivation of the components of the overhead 
loaders, and found the approach reasonable The cost of capital portion of fully embedded cost, 
for example, is reilected in the facilities component. DE-Ohio and DE-Kentucky elected to staff 
some employee that provide service to both utilities on the DE-Ohio payroll; therefore. the 
FE&G Group deterniined jt need apply only a porrjon of the cost of Service Company 
governance and shared services in overhead for electric work between the two utilities. The 
FE&G Group also conducted an analysis to develop a niultiplier specific to gas work between 
DE-Ohio and DE-Kentucky. The group concluded lhat it could eliminate the supervisory 
coniponent because supervisors directly charge their time to such work as needed 

To calculate a fiilly embedded labor rate for work charged to an  affiliate, DE-Kentucky applies 
to base wage rate a labor cost multiplier, in order to reflect fringe benefits, payroll taxes, 
unproductive time, and incentives, and the overhead mul~iplier. For example, if a DE-Kentucky 
non-exempt employee had a base hourly labor rate of $30 per liour, the fully embedded cost for 
this employee (assuming the work was performed for an affiliate other than DE-Ohio) would be 
$97.05 per hour, i e ~ $30 multiplied by the sum of I 2864 and 1.9487, which is DE-Kentucky's 
labor cost multiplier rate for2007. 

During much of 2007, the Midwest utilities did not apply o\wheacl to direct chaqes  in utility-to- 
utility transactions, al~hough they typically did apply overhead to charges to non-regulated 
affiliates. Charges from DE-Kentucky to afflialed utilities were therefore consistently priced a1 
less than fully allocated costs The legacy Cinergy utilities started using die new FE&G oveihead 
multiplier in the third quarter of 2007. The BDMS system cannot incorporale the overhead 
~nulliplier into its labor loadings, acco~ntjng must therefore use journal entries to record the 
overhead component of charges Accounting personnel issued journal entries to charge overhead 
costs for the labor tliat DE-Kentucky had charged to afliliaks up through November They also 
issued journal entries to refect the difference between the ne\\ FE&G rate and the one the utility 
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had applied to labor charges to non-regulated affiliates, which had been 14.91 percent 
Accounting personnel also used journal entries to record overhead for December. 

,.-.._,.._._._._I .. I.l__..._._-. ... .__ , -&_I .... c--I....-.I LT...,. .~-.,- -..__._.___..,... I"..,l L ~ >i 

Liberty reviewed the journal entries and found that Midwest accounting had conectly calculated 
and applied overhead for labor charges from DE-Kentucky to affiliates that went through the 
labor system. I t  did not, however, calculate and apply overhead to labor charges that were 
recorded as journal entries. Some labor and labor loaders were charged to DE-Carolinas using 
journal entries, because early in the year BDMS was not set up to bill DE-Carolinas directly 
through payroll charges. Accounting personnel had to use journal entries to move the correct 
amount of labor and loaders to DE-Carolinas, breaking charges into separate entries by resource 
type (union labor, fringe benefits, etc.). Accounting also used a journal entry to credit DE- 
Kentucky for labor charges from DE-Ohio, which should have had a credit for overhead applied 

Liberty calculated the overhead aniount that otherwise should have been applied, as sunin~arized 
on {he following table 

Accouiithg personnel agreed that overhead should liav pplied to the labor charged 
tllrough journal entries. T 11 to DE-Kentucky was due to overhead not collected 
froni DE-Carolinas plus due to an overhead credit not received from DE-Ohio. The 
company indicated that i t  would likely not issue joiirnal entries to f i x  the problem because the 
books were already closed for 2007. 

Unlike BDMS, FMIS automalically applied an overhead loader to labor cltarpes originating in 
DE-Carolinas but charged outside the utility. Until August 2007, DE-Cai,oIinas applied a loader 
of 83.19 percent, which was based on a 2005 analysis that utilized 2004 data.. L.iberiy inquired 
whether DE-Carolinas had made Journal enlnes to coriect the shortfall between the old and new 
overhead rates. Accounting personoel stated that the new rate was implemented in mid-year. The 
change in the overhead loader in FMIS Io the new rale came in August 2007; journal entries 
\yere needed to true-up for the difference in rates for July. There were no labor charges to DE- 
Kentucky in July and therefore no true-up was needed 

The overliead multiplier rate used during the first half of the audit period is therefore different 
bctween BDMS and FMIS DE-Carolinas charged DE-Kentucky a iota1 of in labor 
during the first half of 2007. so the shortfall due to the difl'erence bcmeen the overhead rates of 
.83 19 and 1.2864 is mininial 

The Non-utility Agreeinen1 states that labor cliaiges from non-iegtilated affiliaies piovjdjiig 
senices to DE-Kentucky must also reflect fully embedded cost When non-utility aiiiliates 
charged labor to DE-Kentucks, they applied standard labor lnaders b u ~  no 01 erliead Accounting 
personnel acltno\illedged that DE-Kenlucky was lhereibre charged less than fully cmbedded 
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All of the work performed by DE-Kentucky involved mutual assistance for two separate storms, 
and was covered by two separate SRFs." Charges from DE-Kentucky for one of the storms were 
above $100,000, and as such this set of charges constitutes a transaction subject to the DE- 
Carolinas condilions. 

.... 1.- I .. . .. . ..,.. .... . __, .  +__.__.I _I ,_._. ~ .____._-.. -ll* ....._..,_4___.1 ,. _.--._..-1.. --I.. A_.I__* .  

The Code of Conduct requires that DE-Carolinas must pay tlie lower of hIly distributed cost or 
market for goods and services it receives. DE-Kentucky charged, or intended to charge, fully 
embedded costs for these services I' Liberty asked if DECarolinas had determined that h l l y  
embedded cost was lower than market for this work. DE-Carolinas provided a copy of its 
analysis of market rates for utilities working an emergency event. The company calculated the 
cost per man-day of seven utilities, including Cinergy, for assistance during a December 2005 ice 
stonn, the average of which was $1,501 per man-day. It escalated the rate by three percent to 
deiive an estimated December 2006 rate of $1,554. It also calculated the average cost for support 
from the Cinergy utilities during a February 2007 ice storm at $1,316 per man-day. The company 
concluded that the affiliate's rate was the lower of cost or market. Based on its review of inter- 
company charge data, Liberty concluded that the total Midwest charges used in [lie analysis 
reflect the otherwise missing overhead discussed above. 

DE-Carolinas also charged DE-Kentucky for seivices during the audit period. None of the 
transactions wele large enough to trigger the provisions of the Code of  Conduct and therefore 
coiild conectly be priced at fiilly embedded cost. 

C. Coiiclusions 

1. DE-Kentucky received an excess credit from DE-Carolinas due to a journal entry error. 

Charges to DE-Kentucky for contract labor that should have originated from a DEBS 
responsibility center were inistakenly charged from a DE-Carolinas responsibility center. 
Accounting personnel used journal entries to credit the utility for the charges from DE-Carolinas, 
but mistakenly over-credi(ed DE-Kentucky by %3G4. The error is not sufficiently large to justify 
reopenins the books fa] 2007. 

2. Duke Energy affiliates did not consistently issue formal Sersice Requests for worlt 
perforined under the Operating Agreement and Non-utility Agreement, but corrective 
actions linve been initiated. 

During the audit period, Duke Energy affiliates did no1 make consistent use of fomial Senrice 
Requests lor work performed under tlie agreements. Approximately $14 million of services 
provided under ~hese  two agreements ilia1 sliould ]lave been covered by Senrice Request Forms 
was 1101. The corporalion has taken steps during the audit period to institutionalize the use of 
Service Request Fonns, and has assigned organizational responsibility for ensuring their use. 
Liberty Iielieves that no recommendation is required in this area; however, in the next audit, the 
auditor sliould verify if the C O J ~ O ~ ~ ~ O J I  has achieved 100 percent compliance. 

" 1.iben) has  assumed {liar {he oveihead {rue-up not lisled under {he inulual assistance prqiecl code \cas Tor labor 
charged for rnuiunl assisrance 
I' As discusscd abole. ilie uiiliry charged sonie labor and looders IO DE-Carolinas using jounial entries and 
accounting did not reiroacribely apply overhead IO these charges 
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3. Duke Energy cannot accurately identify charges associated with each Service Request. 
(Recomniei~ddion #I) 

The Financial Planning and Reporting accounting group is responsible for manually reviewing 
reports of inter-company charges and for identifying those that relate to specific SRFs. The 
group identifies potentially relevant cliaiges tluough the use of work codes or other code block 
fields. Nevertheless, i t  must ultimately rely upon operating personnel to review the potential 
charges to identify those that are not applicable to the SRF. The process is time consuming, and 
involves a great deal of judgment; accounting persoilnel acknowledge that the results may not 
always be accurate. 

. _  .. .._.. . .. .. ,., ,. _,l .. . .. .. . .  .., _" _. . _.L ...-. .. . /.___.___~,....~._..~. .- ._.. ___^. .,- -_..IL_.L 

4. I n  several cases, actual charges for work performed subject to Service Requests 

Liberty observed a iiumber of instances in which total charges associated with specific Service 
Requests exceeded the estimated cost established at the time the SRF was approved. For 
example, accouiiting personnel estimated that the work perfomied by DE-Ohio for DE-Kentucky 
subject to tluee SRFs totaled 54 1.6 million compared to the $ 1  1.7 million initially approved. 
Liberty identified other examples (fiat were less extreme. nie company related that for cases in 
which actual work will exceed the initial estimate, the iequestor should issue another Service 
Request Fomi for the additional work. For example, SRF 283 was issued to cover additional 
charges for work originally requested in SRF 259 This protocol was no1 followed in  several 
cases 

exceeded approved estimates. (Recoi~i i i?ei ir i~i l i [~i i  # I )  

5. Duke Energy's guidelines regarding the types of charges that can be covered by a 
Service Request were not consistently followed. (Reconinicii~ltr/ioii #2) 

The company's written guidelines on SRFs speciiy that only the labor and niaterials associated 
with providing the requested senrice should be charged to work codes covered by an SRF. 
However, Duke Energy affiliates issued chaiges under work codes associated with Service 
Requests that do not actually relate to work performed under the Operaling Agreemen1 or Non- 
utility Agreement. Foi, example, DE.-Ohio passed through charges far coal purchases to DE- 
Kentucky, which accounting personnel ultimately associated with an SRF. DE-Iudiana 
transfeired a $760 thousand asset to Cinergy IJtility Solutions using project and work codes 
associated with an SRF In neither case were actual services being performed under the 
agreements, Similarly, accounting personnel indicated that the company had not yet decided 
whether inventory issuances and transfers should be covered b y  SRFs or by other types of 
agreements. 

6. DE-Kentucky did not charge overhe;id for certain labor charges. 

Some of the labor cliarges from DE-Kentucky to affiliates did not flow through the labor 
distribution system, but instead were recorded by accounting personnel via jouinal entries. 
Accounting did no[ retroactively apply overliead to the labor charges recorded in  this fashion. 
Therefore, the labor was charged at less than  fully embedded cost. For DE-Kentucky. this 
resulted in a total shorlfall of $32.577 of overhead that it  did not collect froni DE-Carolinas and 
DE-Ohio. Liberty believes that most or the entire shoi,tfall specillcally related to charges under 
the Opelatin? Agreenienl. 
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Accounting personnel indicated that correcting this error would not merit reopening ?he books 
for 2007, and Liberty agrees that the amounts are not significantly large enough to do so. 

7. DE-Kentucky retroactively applied the FE&G overhead loader to labor charges for the 
entire year, but DE-Carolinas applied it only for the latter half of the year. 

The legacy Duke Power accounting system, FMIS, automatically applies an overhead Ioader~ 
DE-Carolinas had been applying an overhead multiplier rate of .8319, which was based on an 
analysis done in 2005. DE-Carolinas trued up for the difference between the old rate of .83 19 
and the new rate of 1.2864 beginning with July 2007 charges. I t  did not make corrections to 
labor charges made to affiliates during the first half of 2007. Accounting trued up overhead 
charges from BDMS at the new rate for the entire year. DE-Carolinas charged DE-Kentucky a 
total o f  $595.95 in labor during this period; the difference is minimal Given the small dollar 
values involved, correcting this situation would not merit reopening the books for 2007. 

8. Duke Energy utility affiliates generally charged overliead as part of fully embedded 
costs for work under the Service Agreements, but non-utility affiliates did not. 

Non-regulated ajfiliates applied labor loaders to labor directly cha~ged io DE-Kentucky, bur no 
overhead. During the audit period, DE.-Kentucky received approximately $ IO0 in labor charges 
from a non-regulated affiliate, and was not charged overhead. Liberly believes i t  was reasonable 
not to devote the resources to deriving overhead costs [or such small and infieqtrent charges. The 
effect is (le iiiiiiiiuis 

. _..- ~ .... ._ .__... . ... . . . . . . . , . , .. _.. . .-...... , ,. .. .. . ,.-- .......<\..-,_."l ._ .__...,_* .,__. I ~ 

9. The priciog of frmsactions between DE-l<entucky aiid DE-Carohas satisfied the 
conditions of the Noilli Carolina Code of Conduct. 

The Code of Conduct requires that DE-Carolinas must jiay the lower of fully distributed cost or 
market for goods and services purchased from affiliates for transactions over $ I00,OOO. All of 
the work performed by DE-Kentucky during the audit period was associated with providing 
mutual assistance for- two separate stoiins subject to two separate SenGce Requests. Charges 
finm DE-Kentucky for oiie of Lhe stonns were above $100,000, and as sirch this set of charges 
constitutes a transaction subject to the DE-Carolinas conditions 

DE-Carolinas provided an analysis indicating that the average cost per nian-day from the 
Midwest utilities during a February 2007 ice storm was inore than %200 per man-day lower than 
the market rate, which i t  derived from actual rates thal i t  paid for siinilar work  in 2005 inflated io 
the current year. Liberty found the analysis reasonable. and concluded that charging fully 
distributed costs for the work was appropriaie 

None of (lie trm~sactions in~~olving charges from DE-Carolinas In DE-Keniucky were large 
enough to trigger the provisions oJ the Code of Conduct and were piiced at tiill!; embedded cost. 

D. Recon1 ni enda ti on s 

I .  Develop a melhod to precisely identify charges associated with individual Seryice 
Recjucsts. {Coric"fii.\ ior1.r 83 t r r u f  84) 

! 
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Parties should be able to identify all charges associated with work performed subject to a Service 
Request. Liberty recommends that the corporation develop an accounting process that will allow 
it to accurately identify all costs associated with individual S W s .  For blanket-type SWs that are 
issued without specific work codes, for example? the company could maintain a reference table 
of all project and work codes ultimately created for work associated with eaclt request, and adopt 
a policy to ensure that no extraneous charges, such as pass-through costs, are charged to these 
codes.. Codes on this reference table could then be used to identify relevant charges in the 
accounting system. If all relevant work is covered by SRFs, Diike Energy would be able to 
quantify the affiliate transactions subject to the Operating and Non -utility Agreements. 

.." .....,.. - " ... * .... . 1 , .. . ... .. ... . _ . *  .....,_. ,. .... ._. >.^  - ~ .... ...... -... ..,____ 1. ...__..._..., nl^l..l....- 

Liberty also identified instances in which charges for services were significantly higher than 
those authorized by the Service Request. Allowing service provideis and requestors to accurately 
track charges will pennit the parties to recognize situations in which a supplemental SRF is 
required because cost estimates for work have increased 

2. Clarify the guidelines for the types of charges that are appropriate to Service Requests 
covered by the Operating Agreement and Non-utility Agreement snd implement 
training for all relevant personnel. (Cn~~cltrsioii #5) 

Asset transfers and many pass-tl~rougli costs are not services as they were envisioned by the 
Operating and Non-~itility Agreements, although they were treated as such by some personnel. 
The corporation should review its guidelines as to the types of charges that may be covered by 
Service Requests IO determine if they are sufficiently clear and detailed. It should conduct 
adequate training to ensure that the guidelines are well understood and consistently applied. 
Liberty also reconinlends that the internal audit group include a review of compliance in its next 
audit 

:I lo1 I Y 'OOY 
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VH. Transaction Testing 

Charge Type DEI/ DEK 

A. Background 
Liberty conducted a series of transaction tests to verify the effective iinplementation of methods 
to price, account for, and report affiliate transactions. Liberty selected its test items from 
company-provided data for the January to December 2007 audit period. The systems, pricing, 
and procedures are the same for DE-Indiana and DE-Kentucky; therefore, Liberty conducted its 
testing for both utilities simultaneously Liberty presents the Iesults of that combined testing in 
this chapter of the report 

_- D E S  C i ~ n r , p ~ ~  
1 I Gen. and Trans. Planning I Labor and loaders DEI 

B. Findings 

1 .  Service Company Charges 
The primary purpose of Liberty‘s testing of transactions with DE-Indiana and DE-Kenhicky was 
to detennine whether the Service Company’s practices for cliarging the utilities for governance 
and shared services were consistent with the processes and procedures as desciibed to Libeity 
and with the Service Company Agreement 

2 
3 
4 
5 
6 

Liberty conducted extensive tiansaction testing of Seivice Conipany charges during its audit of 
DE-Carolinas, a portion of which covered the first quarter of 2007. Liberty identified some 
accounting issues requiring coi-rection, but concluded that there were no serious issues and that 
the level of erroi was consistent with expected levels of human enor inlierent in such a process. 
Liberty was therefore conifortable in testing a smaller number of charges for this audit, and 
focused inore heavily on charges in the second, third, and fourth quarters of 2007. 

IT PC Network & Software Outside sewices DEI 
Finance Journal entry DEI 
Legal Primarily labor and loadeis DEI 
Gen./Trans. Right of Way Labor. loaders. contract labor DEI 
Call Center Primal ily labor and loaders DEI 

The discussion of Liberty’s testing of transactions between the Service Company and the utilities 
in  this section is divided into two parts: ( I )  direct charges, and (2) allocated charges Libeity 
tested transactions amouiiting to approximately $2.2 million of direct charges and $6 I million of 
allocated charges 

2. Direct Charges 
Liberty selected 28 direct charge test items, which the iollowing table suiiiinarizes, from the 
2007 audit period, and reviewed them with accountin? persoimel during testing sessions. 
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Power Engr. & Construct. Accounts payable 
Rates Accounts payable 
Environ., Health & Safety Primarily labor and loaders 
IT PC Network & Software Outside services 
Accounting Journal entry 
Hurnaii Resources Incentives 
IT PC Networlc Sr Software Outside services 
IT PC Network & Software Outside services 
Trans. Engr. &r Construct. Contract labor 
IT PC Networlc & Software Contract labor 

DEI - 
DEI 
DEK 
DEK 
DEK __ 

DEK 
DEK 
Both 
Both 
Both 

7 
8 
9 
10 
11 
12 
13 

15 
16 

17 
18 
19 
20 
21 
22 
23 
24 
25 
26 
27 
28 

2- 
_I___ 

-__ 

DEI Facilities I Outside services 
Power Plan. Br Operations I Labor loaders DEK 

-____ 

- ~ -  
T&D Engr. & Construct. 
IT Labor, loaders, contract labor 
MarketinglCust. Senlice Accounts payable 
Marketing/Sales Outside services 

Labor loaders 

MarlcetinglCust. Service 
Facilities 
Power Plan. Sr Operations 
Accounting 
Facilities 
Accoun ting/Finance 

DEI 
DE1 
DEI 
DEI 

Outside services I DEK 
Rent 1 DEK 
Labor and loaders I DEK 
Worlws‘ coni . insurance Both 
Rent ‘7 Both 
Journal entries Both 

Items # I 7  #4, #5, and #9 involve labor and associated labor loaders charged by DESS. Item #25 
and a portion of Item # I  8 in\:olve labor and associated labor loaders charged by DE.BS. Item #25 
involves labor charges associated with an exempt employee spot bonus, to which unproductive 
and incentives loaders are not applied. The accounting personnel produced adequate suppolling 
documentation, and validated tlie charges and loader calculations. DESS records incentives using 
higher level journal entries rather than applying a loader to labor charges for individual 
uansactions. Liberty did not verify incentive charges for individual DESS test items. Many of 
these test items also contain incidental charges for employee expenses, accounts payable, 
vehicles, or materials.. Accounting personnel provided support sufficient to serify a L.iberty- 
selected sample of these items 

Item #6 involves direct chni,ges lo1 labor and labor loaders by a k4idwes1 call center that takes 
calls for new service. The call center‘s costs are typically chaiged into an allocation pool and 
spread to the Midwest utilities. which treat tliem as an expense. Accounting personnel explained 
tliat staff at the call center liad been instructcd to directly charge a small percentage of time 
specifically for support of new senice calls. The charges associated with new senlice calls must 
be separately identified because they are capitalized 

:?lo\ 19. lo09 
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Item # I 2  was a journal entry made to recognize special pay incentives and associated payroll 
taxes Items #3 and #11 involve journal entries used by DESS to clear out indirect labor pool 
costs, such as those for unproductive time, fringe benefits, and payroll taxes. Accounting 
personnel explained that DESS uses year-end journal entries to true up for differences between 
the loader rate initially used and actual costs for the year. DESS then directly assigns the 
difference to business units based on how DESS charges its labor during the year 

Item #22 involves a true-up adjustment for incentive loader rates. A DEBS engineering and 
technical services group wanted to true up tlre incentive amounts it had charged out on its labor 
year-to-date. The accounting group performed an analysis to detemiine the amount of incentives 
that had been charged to individual business units, and then charged a pro-rated amount of the 
adjustment to each unit. Item # I7  charges are associated with a similar incentive tiue-up 
ad,justment by a power delivery group. 

Items #2, # I O ,  # 13, # I  4, # I  6, #20, #2 1 and #23 are charges for outside services The accounting 
personnel provided copies of the invoices. and usually included a cover sheet identifying the 
responsibility centers that originated and received the charge, along with the account number and 
resource type. For the most pan, the accounting personnel were able to reconcile the charges. 

Liberty found an  exception, constituting an error, in Item #23, which involves an invoice for 
outside sei-vices for a Midwest call center, a portion of which was djiectly assigned to DE- 
Kentucky When asked how h e  charges on the invoice had been divided anlong the Midwest 
utilities, accounting personnel explained that the direct assignment percentage was based 011 

number of customers. The correct percentage for DE-Kentucky was 10.77 percent; however. 
accounting personnel discovered 111at DEBS had jnadvertently used the DE-Ohio percentage 10 
calculate DE-l<enhicky's directly assigned charges in this case Rather than being assigned 
approximately 1 1  percenl of the invoice, DE-Kentucky was assigned over SO percent. 
Accounting personnel estimated that DE-Kentucky was overcharged approximately S 100 
thousand, and noted that the Service Company would likely not correct the error as the 2007 
books were already closed. 

Items # I  5 and a portion of I t e m  # 5  and # I  8 relate to contract labor charges, and Items #7, #8, 
and 8 19 relate IO accounts payable. and accounting personnel again were able to provide copies 
of the invoices and reconcile tlie charges. 

Item #24 involves charges for Liicility lease payments paid by DEBS on DE-l<entucky's behalf 
Accounting personnel provided a detailed list of leases that indicated the propor~ion that sliould 
be directly assigned to each business unit, and reconciled the charges. iten1 $27 involves rent- 
related credits to DE-Indiana and DF-Kentucky The nia.jarity of tlie amount reflects credits for 
facilities rent that the real estate group collected 011 the utilities. behalf A sinall poition was a 
credit 10 DE-Indiana for a rental paynient returned by the landlord. Accountins personnel were 
able to provide adequate documentation aiid support [lie charges for these items 

Itein #26 involves tlre direct assignment to the utilities of (lie monthly amortization of workers- 
conipensa tion ins~irairce expenses. Accounting personnel explained that the insurance company 
provides the business unit percentage dislribution. which is based on number of' eligible 
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Items #2 and #IO are charges for contract labor, Items #I  1, #13, and #I4 relate to charges for 
outside services, and Items #17 and #I8 relate to accounts payable charges. Accounting 
personnel provided copies of the invoices supporting the charges, and usually included a cover 
sheet that showed the responsibility centers that originated and received the charge, along with 
the account number and resource type- In the case of split invoices, accounting was able to 
explain how the percentages were derived. Overall, the accounting personnel were able to 
reconcile the charges. 

I .  ,.... .. .. , >.... . .... _ . _ , . . . . , . I .  I " __.___ ~ _,,. . . .~  ........,. I .,,__._.___... _.._ 

Item #3 pertains to two sets of journal entry charges to a Midwest-only allocation pool. One set 
of journal entries was used to recognize expense for 4 0 l K  incentive matching amounts. 
Accounting personnel stated that the company recognizes an expense, and then performs a true- 
up after the actual incentives ale paid out in the next year The other set ofjournal entries relate 
to amortization of software and other improvements at a Cincinnati office building. Accounting 
personnel explained tliat the nature of these costs were such that the benefit would not be shared 
across the corporation, and thus were appropriately charged only to Midwest entities through the 
pool. 

Item U4 consists ofjournal entries used to charge to an accounting allocation pool costs sucli as 
depreciation and taxes associated with one of the compiny-s headquarters buildings in 
Cincinnati Item #I9 involves charges to on environmental, health and safety pool for the space 
[lie group occupies at the McGuire station. Item #9 consists of journal entries used to charge an 
accounting allocation ]mol for interest espenses arising from the Money Pool Agreement. 

Item #6 consists of stock material charges to a Midwest-only meter lab pool. Accounting 
personnel confirmed that the materials wei e used by worlcers throughout the Midwest service 
tenitories and was therefore appropriately charged to that pool. 

Item #5 relates to a payment of penalty and interest charges resulting from a late payment for 
withholding to the State of Indiana Accounting personnel were unable to explain why this 
charge \vas assigned to a Midwest-only pool, when the withholding applies to DESS employees 
Iteni #I6 involves journal entries to record the expense for phantom stock, whicb is a long-temi 
incentive for executives. 

For all test items, Liberty substantiated that DE-Indiana and DE-Kentucky received the 
appropriate percentage of each charge from the allocation pools. 

4. Operating Agreement and Non-utility Agreement Transactions 
The primary objective ol' Liberty's testing i n  this area \vas to detemiine wliether the company's 
practices were consislent with the processes and proceduies as described to Liberty, and with the 
Operating Agreement and Non-utilily Agreement. As  part of testing, L jberty exanlined whether" 

Prices lor services provided from DE-Indiana or DE-Kentucky to al-filiated utilities, or 
from affiliated utilities to DE-Indiana or DE-Kentucky. were at fully embedded cost 
Prices for producls and services provided by DE-Indiana or DE-Kentucky to non-utility 
affiliates. or from non-utility affiliates to DE-Jndiana or DF-Kentucky, were at fully 
embedded cost 

0 
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0 

Charges were subject to a service agreement 
Charges were accurately calculated and iecorded. 

To Charge Type 

As discussed in Chapter VI of this report, accounting personnel provided Liberty with data on 
inter-company charges that involved DE-Indiana or DE-Kentucky, but were not able to 
separately identify those that pertained to the two merger-related agreements. Liberty could 
therefore not screen out from its sample population charges no1 covered by these agreements. 
The probleni is most relevant to transactions among the utilities, and in partjcular those between 
DE-Kentucky and DE-Ohio, because of the existence of substantial contracts between the two 
parties. The next chart summarizes inter-company changes involving DE-Indiana and DE- 
Kentucky as either provider or client; BDMS processed all charges. 

- I DE-Kentucky KO I iansinission 
2 DE-Kentucky KO Transmission 

.- 3 DE-Kentucky Dukc Entigg One 
4 DE-Keniuckv DE-C aiolinas 

5 DE-Keniucky DE-C aroliiias 
6 DE-Kentucky DE-Ohio 
7 , DE-Kentucky . DE-OlliO 

To allow for the possibility that some selected lest i tems would not be covered by the Operating 
Agreenient or Nan-utility Agreement, Liberty increased the Liberty selected for 
testing thirty-seven groups of charges to~alrng approximately , and reviewed them 
with accounting personnel during testing sessions The following table summarizes these 37 
groups. 

Labor and Joadefs 
Accounis payable 

I abor and loaders; 
vehicles; journal entries 
Journal cnli ies 

Primarily labor and 
loaders 
Accoirnrs payable 
Labor aiid loaders 

Prrgc 09 
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8 DE-Kentucky 
9 DE-Kentucky 
10 DE-Kentucky 
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DE-Indiana Accounts payable __ 

DE-Indiana Accounts payable 
DE-Indiana Inventory 

I 1  
12 
13 

14 
15 

Labor and loaders; 
DE-Indiana DE-Ken tucky inventory, journal entries 

-DE-lndiana DE-Ken tucky Accounts payable 
DE-Ohio DE-Ken tucky Labor and loaders 

Primarily labor and 
DE-Ohio DE-Kentucky loaders and AP 
DE-Ohio DE-Kentucky Primarily inventory 

Labor and loaders; AP 

19 
20 
21 

22 
23 

DE-Indiana DE-Ohio 
DE-Indiana DE-Ohio 
DE-Indiana DE-Ohio 

DE-Indiana DE-Ohio 
DE-Jndiana DE-Ohio 

Accounls payable 
Labor and loadeis 
Accounts payable - 
Labor and loaders, 
journal entry 
Inventory 

L.aboi and loaders. 
vehicles 
Labor and loaders 
Accounts payable - 

24 
25 

- 26 

27 

28 
29 
30 

Labor and loadeis 

Journal entry 

Journal entry 
Journal entiv - 

DE-Indiana DE-Ohio 
DE-lndiaiia DE-Kentucky 
DE-Indiana DE-Kentucky __ 

DE-Indiana Gen 

DE-Indiana Gen 
DE-Indiana Duke E n e r e  One 

Clinerzy PoIver 

Cinergy Power 

=-Indiana DE-Caiolinas 

Labor and loaders; 
vehicles; inventory -_ 
Accounts payable 

Priniarily labor and 
loaders 

PI imaiily labor and 
loaders and in\,entol-y 

31 
37 

33 

34 

DE-Ohio DE-Indiana 
DE-Ohio DE-Indiana 

DE-Ohio DE-Indiana 

DE-Ohio DE-Indiana 
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I I  I I Accounts payable; I 
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DE-Kentucky DE-Indiana inventory 
Cinergy Capital 
&'Trading DE-Indiana Labor and loaders 
Cinerpy Corp DE-Indiana Journal entries 

I t e m  #I ,  #7, #13, #20, #25, #27, and #36, along with portions of Items #3, #5 # I  I ,  #14, #16, 
HI 8, fi22, #24, #3 I #33, and 834, involve cliargcs for labor and associated loaders. Accounting 
personnel were able to validate the charges and loader calculations. Overhead was not iiicluded 
as part of the tesl item charges; as i t  was applied later during a true-up procedure. Item #36, 
however, involves labor-related charges from Cine rg  Capital and Trading. Non-utility affiliates 
did not charge overhead (see Chapter VI of this report), which Liberty believes was reasonable 
under the circumstances. Many of these test items also contained charges for vehicles, inventory, 
or accounts payable, but i t  was generally not clear if these charges were related to the work 
perfornied or if they were stand-alone charges. 

Item #4 involves a series of manual journal entries to charge DE-Carolinas for mut~ial assistance. 
Accounting personnel indicated that these charges were made in Februaiy 2007, before tile 
BDMS labor system was set up to hill DE-Carolinas directly. Accounting personnel used journal 
entries to move the correct amount of labor and loaders to DE-Carolinas, using separate line 
items to identify each resource type. 

Itenis #2, #6, #8, #9. #12, #19, #21, #32, and portions of Item #14 consist of pass-through 
invoice charges. The accounting personnel provided copies of the invoices, often with a cover 
sheet showing the responsibility centers that originated and received [lie charge; along wilh rlie 
account number and resource type. In the case of split invoices, accounting was able to explain 
how the percentages were derived. Overall, the accounting personnel were able to reconcile the 
charges. 

A portion of' item #3 involves a journal entry credit of approximately 53 I thousand for revenues 
collected by DE-Kentucky on behalf of Duke Energy One. Item #37 and a portion of Item # I  1 
involve journal entries for interest expense charges under the Money Fool Agreement froin 
Cinergy Corp. to DE-Indiana in one case and fmm DE-Indiana to DE-Kentucky in the other 
case liein #29 involves a journal entry credit to Duke Energy One from DE-Indiana for rent 
collected on the affliate's behalf. Item #28 was a journal entry for $260 thousand {hat Liberty 
late1 learned rclated to a transferred capital asset. Item #30 consists ofjournal entries that reflect 
the true-up for overhead that accounting applied to labor charged by DE-Indiana to DE-Carolinas 
tl1rougl-1 November. Accounting personnel were able IO provide supporting documentation and 
reconcilc the charges in these items. 

I t e m  # 10, # 15, and #23, along wit11 portions of Items # I  6 ,  # 18, #3 1 ~ and #34, iiivolve charges 
for transfers of' inventory ilems, which are asset transfers. Jn cases: the inventory item did not 
relate to work being provided under the hvo merger-related agreements. Item #15 involved 
inventory charges totaling S776 thousand, the largest single item being $040 thousand. 
Accounting personnel indicated that DE-Ohio had purchased transfomien and then transferred 
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some to DE-Kentucky. In this case, however, DE-Ohio placed the transformers into its own 
inventory first, rather than simply splitting the invoice charges. 

April DE-Indiana 
May DE-Indiana 

Some of the test items were affiliate transactions, but not those related to the merger-related 
agreements. Item #35  involves inventory and accounts payable charges from DE-Kentucky to 
DE-Indiana; they were not related to the Operating Agreement. Item #26 involved accounts 
payable charges from DE-Indiana to DE-Kentucky not related to the Operating Agreement. Item 
# I  7 involves charges to DE-Kentucky from DE-Ohio subject to one of the fqcilities agreements 
between the parties, the majority of which related to coal. The majority of item #22 involved a 
-journal eiitry charge fi-om DE-Indiana to DE-Ohio that was not related to work provided under 
the Operating Agreement. 

7 
8 

Liberty also reviewcd the details of several labor-related charges from DE-Carolinas to DE- 
Indiana and DE-Kentucky, i.c , charges that originated in FMlS rather than BDMS. The next 
table summarizes total charges from DE-Carolinas for labor and associated loaders 

November DE-Indiana 
January DE-Kentucky - 

L.iberty sought to substantiate that DE-Carolinas applied the appropriate payroll loaders for 
payroll taxes, unproductive timel incentives, and fringe benefits. and that i t  applied the correct 
percentage for overhead Liberty selected eight separate charges for testing, as listed on the next 
table 

1 6 1  Mav I DE-Indiana 

Liberty lbund that DE-Carolinas did not apply a loader for unproductive time to the lanuary 
clirtrges i n  Items # I  and #8. Accounting personnel explained that there was an error in how the 
loader \vas calculated Ibr the particular DE-Carolinas responsibility center. Accouiiting 
personnel had later identified the error and corrected the mistake for all labor charged from this 
center: however, they did not i n  him assign a portion of the con-ection to the labor charged out to 
affiliates. Consequently, DE-Indiana and DE-Kentuck! were charged less than fully embedded 
cost. Assuming an average unproductive rate of 10 percent. the sliorlIhll was approximately $300 
for DE-Indiana and $8S for DE-Kentucky for these items. DE-Carolinas also failed to apply the 
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overhead loader a t  the time of the original charges, but corrected the error with a journal entry 
later in the year. 
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Liberty found that DE-Carolinas did not apply payroll taxes for itenis #2 and #4. Accounting 
personnel explained that there was an error in how the particular responsibility center was 
identified in the system and the payroll tax processing step was never applied. DE-Carolinas did 
not f ix  the error until May. DE-Indiana was therefore charged less than hl ly  embedded cost. The 
shortfall was approxiinately $1 00 for these items. 

Liberty found that DE-Carolinas calculated the overhead loader dollars for Items #3 and #6 on an 
incorrect basis as the result of an error. The overhead loader percentage should be applied to 
labor charges, in this case, FMlS correctly calculated it, but applied the loader to both labor and 
unproductive charges (because the unproductive charges were incorrectly assigned a labor 
resource code) so that the overhead atnount was overstated. DE-Indiana was therefore charged 
more than f i i l l p  embedded cost by approxiinately $850 for this item. 

Liberty substantiated  hat DE-Carolinas correctly calculated labor loaders for Items # 5  and #7. 

C. Conclusions 

1, Service Company traiisactioii testing identified relaf ively few errors, only one of wliicli 
significantly affected the utilities' books. 

Liberty selected and tested nearly fifty categories of charges to DE-Indiana and DE-Kentucky 
fi-oin the Service Company. In nearly all cases. the cliarges were correct and adequately 
supported 

Liberty identified only one significant error related to an invoice for outside services for a 
Midwest call center. The Service Company directly assigns io Midwest utilities a portion of 
charses for such services based on number of customers For the sample invoice, DEBS had 
inadvertenlly used the DE-Ohio percentage to calculate DE-Kentucky's directly assigned 
charges This crror resulted in an o v e ~ c h a r ~ e  lo DE-Kentucky of approximately E l  00 lliousand. 
Accounting personnel indicated that the S e n w e  Company would likely not correct the error as 
the 2007 books were already closed. 

2. Testing of traasactions subject to the Operating Agreement and Noti-utility Agreemelit 
and processed within RDMS identified no significant errors. 

The majority of charges to and from DE-Kentucky and DE-Indiana under the Operating 
Agreelnent and Non-utility Agreement are processed within BDMS. Liberty selected and tested 
nearly forty categories of inter-company charges involving DE-Indiana, DE-Kennicky, and non- 
Sei-vice Company affiliates processed through BDMS. A large portion of them related to 
transactions under these two mer2er-related agreements Liberty found that the charges were 
correct and adequately supporred 

3. Labor charges froni DE-Carolinas to DE-lndisna and DE-Kentucky contained s 
significant number o f  errors. I X ~ ~ t o i ~ i r r i e i i t l t r f i o r i  # I )  

P q e  103 
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Liberty selected and tested eight separate sets of loaded labor charges from DE-Carolinas to the 
two Midwest utilities. Liberty found during its testing that DE-C’arolinas had errors in six of the 
eight charges. In two cases, the utility did not apply a loader for unproductive time, and in two 
other cases, it did not apply a loader for payroll taxes. These errors meant that the client utility 
was charged less than fully embedded cost. For two other test items, DE-Carolinas calculated an 
incorrect overhead amount due to the use of an erroneous resource code such that the client 
utility was charged more {han fiilly embedded cost. Given the high proportion of errors in the 
sample: i t  is reasonable IO assunie that there were other errors in how FMIS calculated loaded 
labor charges during the audit period. 

.. ._ -.,... . . I . .  I .. - --_...__--._____.__ll_.__.____ , 

D. Recommend a tion s 

1 .  Implement a more rigorous quality coiitrol review process for tile calculation of loaded 
labor charges in  FMIS. (Corrc.lrisioii #3) 

Given the relatively high percentage of errors that Liberty identified during testing, the current 
process to review the calculaiion of fully loaded labor in FMJS is not sufficiently rigorous. Duke 
Energy should develop and institute enhancements IO its quality contIal procedures in order to 
test all aspects that m y  influence the accuiacy of the calculation of labor loaders, including 
manual inputs and the logic of computer algoritlinis. Liberty also recommends that the internal 
audit group include il review of FMIS labol- loader calculations in its next audit. This is 
particularly itnportant since {he Mjdwest will convert to FMIS in mid-2008 and the impact of 
such errors could become more widespread and significant. 

.. 
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VIBL Iltility Money Pool Agreement 

A. Background 

Liberty reviewed tlie lltility Money Pool Agreement and the operation of the money pool for 
reasonableness to DE-Kentucky and its c~istoiiiers. DE-K.entucky entered into the Utility Money 
Pool Agreement as of January 2, 2007 to manage its cash and working capital requirements. The 
terms of the agreement are substantially siiiiilar to a prior agreement dated April 3, 2006. That 
earlier agreenient itself replaced a pre-merger utility money pool at the Cinergy companies. The 
parties to the pew agreement are Duke Energy, Cinergy, DE-Kentucky: DE-Carolinas, DE-Ohio, 
Miami Power: KO Tiansmission Companj , DEBS, and DESS. According to the agreement: 

The purties ,fi-oiii l ime to lime Irtrse ,lie need IO borrow /iriirls OII  CI short-rei-tii 
Busis. Soiiie oj /lie prn-/ies fi-oiii rinir 1 0  tiriie A(we Jiriicls cwc~ilu6ke 10 l a m  oii N 

shot f-lerni basis The parlies tlesirc IO estirhlish N msh tiimwgetiieiil progrcrnr (the 
*. Utilfry Moiie): Pool") IO cool-rlirirrle m i l  jii-ovitlr jor ccrtrrin their shoi-wmii 
cnsh ([rid wwkiiig ccq7iltrl rqrtirwrieiits 

The intent of the money pool is to use corporate cash more efficiently by pooling the daily 
excesses and deficits of funds among the utility enti ties and their supporting service companies. 
Borrowin? from the olliei pal ticipants allows the members to save transaction costs and letter-of- 
credil fees. and IO incur bon-owing costs lower than tlie costs of borrowing directly from the 
financial marlets The money pool also consolidates the sniaJler external borrowing programs of 
the indi\ridual utilities inio one '.name.' program through Duke Energy The parent has a better- 
establislied niarket lor its conimercial paper, which also currently produces somewhat better 
pricing and borrowing availability 

B. Findings 

1 .  2007 Money Pool Borrowing and Iiwesting 

The following table su~iimaiizes DE-Kentucky money pool iii\~estmeiits and borrowings for 
2007, and provides their weighted average interest rate.. 
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2. DE-Indiana and DE-l<enhicky Monthly Money Pool Activity 

The following table presents the average borrowing and investment balances (in thousands of 
dollars) for DE-Kentucky far each month in 2007. 

3. Liberty's Testing of Money Pool Operations 
On June 6, 2008, Dulce Energy provided to L.iberty a demonstration of the daily operations of the 
utility money pool. Liberty tested tlie daily money pool information for nine selected saniple 
days. The purpose of the operational money pool testing was to drtemiine coinpliance with 
Sections 1.1. 1.2, 1.3, 2.1 and 2.2 of the Utiliry Money Pool Agreement. which go\'ern daily 
operation ofthe money pool. 

Liberty reviewed, discussed, and verified nine randomly selected "Daily Detail Packages" for 
money pool operations for February 26. March 13, April 2 3 ,  May 9. July 19, September 10, 
October 22, November 13, and Deceniber 14, 2007. The followiii~ list describes the tests that 
Liberty performed: 

Test 1: Review and verify the daily deterniinan\s and calculation of' Ihe net aniount of 
borrowing or investing required by the utility for each of the sample days. Liberty 
reviewed and verified the "Current Position" suinmary sheet for each of the sample days. 
The net amount of borrowing or investing required is determined by netting the cash 
opening balance, automated clearinghouse funds in and out, cash concentration account 
receipt colleclions, and wire transfers and controlled disbursen~nts sent out. 
Test 2: Review and  veri^ the internal money pool funds availakle and external funds 
ai~ailable for each of the sample days. L.iberty verified that internal funds are offered from 
tlie utility "lending companies" for each day. as available: the iemainder of funds 
required by the money pool is provided by Duke Energy. 
T e s ~  3 :  Review and verify the rates an invested and borrowed liinds in the money pool foi 
each of the sample days. Liberty verilied that rates applied matchcd the market rate 
surveys for each date. 

e 

e 
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Test 4: Verify that the amounts of money pool borrowings involving multiple fund 
sources were deterniined for each borrower in the sanie proportion as each source of 
h n d s  bears to the total available funds. Liberty verified each daily calculation of  internal 
and external funds available and allocated to borrowers. 
Test 5 :  Verify that tlie interest rate for internal loans in the money pool was the highest 
quality commercial paper composite rate for each day in the sample. Liberty verified that 
the internal funds rates for each sample day niatclied the "Top Tier Dealei' commercial 
paper rates, 30-day inaturities from Bloomberg. 
Test 6:  Verify that the interest rate for "external" loans in the money pool is equal to the 
lending party's coniposite borrowing rate for each day in the sample. The Duke Energy 
loan rates for each date inatclied the calculation of weighted average Duke Energy 
commercial paper outstanding. 
Test 7: Review and verify the movement of required funding into 01 out of the utility for 
each of the sample days. Liberty verified fclnds niovenient~ through the daily L i M ~ ~ ~ e y  
Pool - Net Fund Movement'' report for each date. 
Test 8: Verifjl the authorization of the borrowing party's Chief Financial Officer, 
Treasurer, or designee to make each sanipled decision to borrow or invest. Liberty 
verified the delegations of borrowing aulhority from utility financial officers to Duke 
Energy cas11 nianagement employees 

4. Liberty's Testing of Other Agreement Requirements 
The Utility Money Pool Agreement also includes a number of other requirements related to 
money pool operation. Specific requirements for interest expense, interest income and their 
financial records verification, loan amount verification on financial records, fees and expeiises 
charged to the utilities, verification of compliance with borrowing limits, and other 
miscellaneous requirements were reviewed and Iested. Liberty also revie\?:ed, discussed, and 
verified the borrowing and investment balances and interest income and expense from money 
pool operation in 2007. 

Test 9: Verify tha t  the borrowing and inveslinent balances in tlie Duke Energy "T-man" 
nioney pool system tie to tlie December 3 1 2007 notes to audited Financial statements. 
Liberty verified the utility's borrowing balances from the money pool system at 
December 31, 2007 with: a) general ledger balances; and b) money pool balances i n  
footnotes to its Fjnancial Statements and Auditor-s Report for 2007. 
Test 10: Verify that the utility did not exceed its borrowing limits in 2007. L.ibertp 
verified that tlie borrowing limits. as stated in the revolving credit agreements, were no1 
exceeded in 2007. 
Test 1 I .  Review and verify that the interest expense and interest income recorded in the 
utilityy's general ledger tie to the utility's nioney pool records Liberty verified that 2007 
interest incoine and expense in  the general ledger tied to the amounts in the money pool 
records. 
Test 12: Review money pool investing activity for Febmaiy 26, March 13, May 9: l u l y  
19, and Septeinber IO, 2007. Verify the deterinination of lending sources, aniounts 
invested, and interes! rate far each sample day selected Liberty verified that the 
investment procedures were in compliance with agreement Section 2.2. 

Pcrpc 107 
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Test 13: Detennine if fees and costs charged to money pool participants are a pass- 
through of actual money pool costs. Liberty verified that the utility pays a commitment 
fee monthly in proportion to their commitment from the Duke Energy revolving credit 
agreement. Internal money pool operational costs are charged through the Service 
Company 

9 Test 14. Deteirnine the f o m  of promissory notes or legal document evidencing 
borrowingslin~~estments between money pool participants. Promissory notes are provided 
to money pool participants only upon request, in accordance wit11 Section 1.8 of the 
agreement. No parlies requested promissory notes in 2007. 
Test IS: Verify that no defaults or amendments to the money pool occurred in 2007 
Verified that no defaults occurred during 2007. The Utility Money Pool Agreeinent was 
amended on January 2, 2007 to reflect the tiame changes to the parties; no other 
substantive changes were made. 

~ I......__.r..-.C.I_ *...,. ,.,~. .,.. .! .I..__. __  , ._ ̂ _, - 
0 

* 

C.  Conclusions 

1. The Utility Money Pool Agreement and the operation of tlie nioney pool are beneficial 
to DE-Kentucky. 

The money pool is striictiired through the IJtility Money Pool Agieement to pixwide lower-cost 
working capital funds 10 the participating utilities. Rather than individually accessing the capital 
markets for s h o i ~ - t e ~ m  hinding needs, the money pool provides the utilities with a source of 
funds, when available from other money pool utilities,. Pricing equals the Top Tier Dealer 
commercial paper rate in the market. This rate is lower by one percent or more. wheri compared 
to what the financial markets would offer the individual utilities. Tlie lending utility receives the 
same investment rate under the money pool. This rate is higher thaa that available fi-om 
conservative market investments. 

The Duke Energy commercial paper program provides funds (at its cost) when funds are no1 
available from the money pool utilities. The interest rates on these "external.- funds are not as 
low as iates from the utilities. but are lower than stand-alone utility borrowing rates. The money 
pool ais0 allows its borrowers to avoid certain transaction costs of accessing exteinal capjlal 
markets 

2. The utility money pool operations during 2007 met the borrowing, investment, and 
funds allocatioa requirements of tlie Utility Money Pool Agreement. 

Liberty's testing of Duke Energy's operation of the money pool detenl~ined that i t  meets the 
requirenients of the IJtility Money Pool Agreement The agreement has specific limitations for 
the participants that are allowed to borrow and invest in the nioney pool The utilities and utility- 
related subsidiaries of tlie holding companies may borrow from the money pool The holding 
companies may invest in but may not borro~ir from the money pool 

An iinportant requirement of the agreement is the allocntion of the avajlable utility funds 10 other 
money pool utilities as loans. When utility fimds are available for loans. the borrowing utilities 
are allocared the use of these lower-cost hinds in proportion to their borrowing needs as a 
pet centage of the total moliey pool borrowing needs. Tlie application of this allocation method 
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serves to fairly divide the lowest cost "internal funds" among the utilities requiring finding. DE- 
Kentucky borrowed hnds  frani the money'pool late in 2007. At this time internal utility finds 
were not available. However, the rate on the Duke Energy "external funds" was only slightly 
above the internal rates that would have applied during that period. 

3. The nioney pool records for loan and investment balances outstanding and interest 
espense and income for DE-Kentucky in 2007 were consistent with its accounting 
records and financial statements. 

Liberty's testing of the loan balances and investment balances of DE-Kentucky confinned that 
the fiiiancial information in the money pool records and reports tied to the general ledgers, as 
well as to the Financial Stateinents and Auditor's Report for 2007. 

4. The operation of the money pool meets the other requirements of the Utility Money 
Pool Ab oreement. 

Liberty deremiined that the operalions of the money pool complied with the following additional 
requirements of the agreement: 

DE-Kentucky did no! exceed borrowing limits as expressed in the revolving credit 
agreemenls 
DE-Kentucky borrowings were from the allocation of utility internal fiinds, when 
available. As noted previously, jnteinal utility fiinds (from CG&E) were not avaiJable 
when DE-Kentucky required slioil-tenn funding in late 2007. 
The money pool passes revolving credit commitmen! fees and money pool administrative 
charges to the utilities at cost. 
Proniissory notes are available to money pool borrowers and lenders upon request 
No dehiilts or subsumlive amendments to the agreement occurred in 2007 

e 

0 

0 

* 

D. Reconimendatioiis 
Liberty has no recoinmendations in  this area 
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IIX. Income Tax Agreement 

A. Background 
DE-Kentucky entered into tile Agreement for Filing Consolidated Tax Returns and for 
Allocation of Consolidated Income Tax Liabilities and Benefits (Tax Sharing Agreement) with 
Duke Energy as of April I ,  2006. Duke Energy and its "members" under the Duke holding 
company organization agree to join aruiually in tlie filing of a consolidated federal income tax 
return and to allocate the federal tax liabilities and benefits among the members. The Tax 
Sharing Agreement governs the consolidated filing and allocation of federal and state income 
taxes. 

Liberty's evaluation included: 
Q An examination of the agreement's fairness and reasonableness to DE-Kentucky 

The conformity of 2007 quarterly tax estimations, aivlual tax provision, and tax payment 
processes with the agreement-s "separate company" pi inciples 
Verification that DE-Kentucky 2007 income tax expense as reported in audited financial 
sta~ements was consistent with the annual provisions for income taxes 

B. Findings 

I .  The Tax Sharing Agreement 
(i. A ~ i - c e i i i r t i ~  LWIVIUIW 

The Tax Sharing Agreement stales that. ''711e consolidated tax shall be allocated among the 
members of  the group utilizInp the separate corporate taxable income method.. .-- The agreement 
defines "Separate Return Tax'. as the tax on corpoiate taxable income or loss of an associate 
coinpany as though such company were not a member of the consolidated group. DE-Kentucky 
therefore undertakes responsibility for paying income taxes in  the same amount that would be 
due if i t  were totally separate from the Duke Energy group of entities 

This "stand-alone" requirement means that the calculation of DE-Kentucky's individual federal 
and stale tax liabiliries sliould be the same as if DE-Kentucky filed such returns as an 
independent company. I f  any Duke Energy member's tas liability sl~ould exceed ils stand-alone 
liability, the excess gets reallocated to members whose liability is less than their stand-alone 
liability. Any consolidated tax liabilities still reinaining are assigned to Duke Energy. 

The Tax Sharing Agreemen1 requires Duke Energy to make calculations for estimated tax 
payments to coiuply with [lie Internal Revenue Service (IRS) Code on behalf of the members. 
Duke Energy is also responsible for paying the coiisolidated federal income lax Iiabiljty to tlie 
IRS. Duke Energy niay charge or refund to the inembeis their share of the federal lax liability 
consistent wjtli the Duke Energy tax payment dates set foilh in the IRS Code. After Duke Energy 
files the consolidated income tax return, i t  iiiust then charge or credit the ~nenibers for the 
difference between their prior payments (or credits) and he i r  tax liability. as filed. This process 
is  know^ as the "true-up"' of the tax liability among tlie afreenient pal-ticipants. 

I 
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State and local income tax liabilities also get allocated among Duke Energy members in 
accordance with the same "stand alone" principles used for federal income taxes. Tax return 
adjustments made by the IRS and state tax authorjties, or by Duke Energy due to amended 
returns or clainis for refund, are allocated in the same manner as if the ad.justments were part of 
the original consolidated return. 

b. Duke Eiiei-w Incoine Tcix Procediir-es arid Policies 

Duke Energy does not have written procedures or policies specifying how to implement the Tax 
Sharing Agreement. However, Duke Energy does conduct regular implementation activities, 
which include quarterly income tax estimates, estimated payments, tax provisioning and tlie 
allocation of consolidated taxes with the specific intent of meeting the requirements of tlie 
agreement 

Duke Energy prepares independent income tax calculations for each of its member entities from 
a stand-alone, botloni-up perspective. It makes quarterly calculatjoiis of estimated tax liabilities 
for the member entities, which then form the basis for making periodic estimated tax payments. 
Annual tax provisioning takes place following the close of tlie books at end of the calendar year, 
using the full year of actual financial information. The annual tas provisioning process provides 
the calculation of the calendar year federal and state income tax liability of each Duke Energy 
member and the consolidation of all income tax responsibilities at the holding company, acting 
as the tax-paying entity for a11 of the members. 

2.2007 Income Tax Testing 
(1. Income Tiix Esiiiiicrles 

The lax department at Duke Energy prepares quarterly eslimates of federal and state tax 
liabilities for DE-Kentucky and other tax member companies The estimating process begins 
with DE-Kentucky's book Income before Income Tax. The tax department makes the numerous 
additions and deductions required for income tax purposes in order to produce the resulting 
Federal Taxable Income before State Income Tax and Federal Loss Carryfonvard. The tax 
department then deducts the separately-calculated esrimaie 0 1  state income tax for the quarter, to 
produce Federal Taxable Income, to wliich i t  then applics the federal tax rate of 35 percent IO 
determine the current federal tax liability Current income taxes are the amounts currentlv due 
and payable under income tax regulations; they do  riot include the deferred tax portion of total 
income taxes. The state income tax estimate results from a separate, but similar calculation, 
using the specific additions and deductions specified in state tax regulations. 

The quarterly tax eslimales accuinulate during the year, /.e., the second, third and fourth quarter 
estimates use year-to-date financial information for DE-Kenhicky. The next table presents the 
quarterly federal and state income tax esh ia tes  ( in  millions of dollars) for DE-Kentucky for 
2 0 ~ 7 .  

DE-Kentucky 2007 Quarterly income Tas Estiniates and Payments 
1- I Q1 I Q2I'TD I Q3YTD 1 Q4YTD 1 - 

Income Before Income Taxes ISZO.9  I 527.1 I 238.5 I S51.9 
Federal Income Tax Estimate (Current) I 6.5 1 7.2 I 9.1 13.2 
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(IS) I -- -TI Income Tax Estim-ate (Current) I (1 .  I )  I ( 1  . I )  I 
7.7 I 

6. Accorrritiiig Eli fries mid Privriieiils 

DE-Kentucky records on its books current and deferred inconie taxes in the following accounts: 
e Current Taxes 

o Account 236000 - Taxes Accrued, Prepaid and Charged during the Year 
o Account 400900 - Income Taxes 

e Deferred Taxes 
Account 41 0100 - Provision for Deferred Income Taxes 
Account 41 I 100 - Provision for Deferred liicoine Taxes 
Account 410200 - Provision for Deferred Income Taxes 
Account 41 1200 - Provision for Deferred Income Taxes 
Account 190000 - Accumulated Deferred Income Taxes 
Account 28 1000 - Accumulated Deferred lnco~ne  Taxes - Accelerated 
Aniortization Property 
Account 282000 -- Accumulated Deferred Income Taxes - Other Property 
Account 283000 - Accumulated DefeiTed Income Taxes - Other. 

DE-l<entucky records entries on its books twice each year to reflect the payment of estimated 
income taxes lo the IRS and the state. DE-Kentucky makes entries on its books to reiease the 
income tax ljabilities from DE-Kentucky and transfer them IO Cinergy; Cinergy in him releases 
the tax liabilities to Duke Energy DE-Kentucky concurreiitly records an account payable to 
Cinergy, which in turn records a payable to Duke Energy The payables become cash payments 
for the income tax liabilities when inter-company accounts are settled on a monthly basis. DE- 
Kentucky made a n  income tax payment of $7 7 million in July 2007 to Cinergy/Duke Energy to 
pay for estimated current tax liabilities for January through June. DE-Kentucky made an 
additional paynient of 1636 7 $0 8 niillion in Deceniber 2007 to pay for estimated current tax 
liabilities for July through November 

c. Aiiiiiral Iiicwiie Tax Pimisioii ~ i i d  lfc>i-ihm 

The estimates of DE-Kentucky federal and state current inconie taxes for the fourth quarter serve 
as the annual provision for incoine taxes. Foi 2007, the current federal incoine tax provision for 
DE-Kentucky was $1 3,249,840. the stale tax provision was $2,179.672. 

Duke Energy also prepares an  effcctive tax rate reconciliation for the tax year. This calculation 
includes pre-tax boolt income. reconciling items and deductions for lax purposes, deferred taxes. 
and total federal and state book income taxes. The reconciliation is prepared on a company- 
specific basis: and is consolidated for the tax-paying entity. Libeizy coinpared the DE-Kentucky- 
specific lax information in this reconciliation and the annual tax provision io the audited 
financial info~mation from DE-Kentucky's Financial Stnrements and Auditor-s Report for 2007. 
DE-Kentucky's "Statemen( of Opera1ions"- entries for pre-tax income of $52 million and total 
income tax expense (including both current and deferred taxes) of SI 8 millian were consistent 
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with both the annual tax provision and the detailed tax reconciliation statement for DE- 
Kentiicky. 

-. . .  .I.." - _  .... 1 .,...... ',-...-.I_.. . . .-...I, -..-. *...- d....* /-.. .... ~. A 

_____ 
Federal Pre-tax Income 
Gross Federal Tax @ 3.5% 
Pennanxit Reconciling 1 tems, Tax Effected 

--- 

The following chart sumniarizes (in inillions of dollars) the key components of the DE-Kentucky 
federal income tax reconciliation. 

$5 1.922 
$1 8.173 
$(0.57&) 

Additional Recoiiciling I t e m ,  Tax Effected 
Federal Tax Effect of Slate Taxes 
Federal Income Taxes, Total' 

$(I  282)  
$( 1.152) 
.% 1 5 .  I 6 I 

I State Income Taxes , Total' 1$3.291 1 
I Total Income Taxes, Der General Ledger /$18.452 1 ' Includes an eslirnaied $13 5 inillion in current taxes. iernainder in 

deferred taxes 
Includes an estimated s(2.2) inillion in current taxes ' 

d Tux Relririi r r i i d  Triie-iijJ.7 

DE-Kentucky has niade two estimated income tax payments for the 2007 tax year. Duke Energy 
was preparing the consolidated 2007 income tax returns at the time of this report. the rerum will 
be filed on September 15, 2008. The differences between the estimated tax payments and the tax 
liahiliries as filed in the returns will he calculated after filing. These "true-ups'- of the 2007 tax 
liabililies will be recorded on the DE-Kentucky books in the fourth quarter of 2008 

3. Tax Return Amendments and Adjustments 

N. TNJ Rc.iiii.ii A i i t e i r ~ h i e i i ~  

Three amended corporate tax returns were filed for DE-Kentucky durinz 2007. Each of the 
amendinents addressed 11ie ouwome of fedeial inconie tax audits for the DE-Kentucky federal 
tax returns in 1997. 1998, and 1999. The following table suinmarizes the net changes in  federal 
inconie tax liability resultin I from these amendments. 

Return Year DE-Kentuckv Tss Liabilit C b a n ~ e  
$1,759 in reduced lax ;- 19919 $1 $34,833 6,573 in in reduced additional lax  tax 

1999 

b. O/hcr- A , ~ i - e e i i i ~ i i ~  I'eri{;c o/ioi is 

Sections 3b. 3c and 3d of the Tox Sharing Agreement address the allocation of enviiomnenral 
taxes. alternative mi~ i in ium taxes. and geiieral business credits and foreign tax benefits The 
env~ionment tax described in Section 3b has not existed since 1996, and is not applicable to DE- 
Kentucky's 2007 tares D U ~ C  Energy bas indicated tliac none of the Section 3e alternative 
niini~iiuin faxes generated by Cinergr or Duke Energy have been allocated to DE-Kentucky or 
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any of the Duke Energy utilities. Duke Energy also stated that DE-Kentucky did not generate any 
Section 3d business or foreign tax credits in 2007. 

.- . .. . . . ... . . - . ... , I  ,. I .... %_ . . ._l-_j ....-... ~ .,.. ....-..,... ”..,&..- _I_.._~_.-_._/-. ._._,_ ~. c” ..,... * -_..... 

The Tax Sharing Agreement was amended effective January 2, 2007. The purpose of the 
amendment was to reflect that some members changed names after the original agreement 
signing as of April 1 ,  7006, and to revise the list of signatories. No substantive changes to the 
agreement came with this amendment. Duke Energy is currently considering, but has not yet 
commjrted, io make another amendment to the agreement. The company also reports that no 
other amendmen~s occuned and there were no new or departing group members following the 
spiii-off of Spectra Enersy on January 1,2007. 

C .  Conclusions 

1. T h e  Tas Sliariag Agreement is structured in a manner that is fair, reasonable, and 
equitable for DE-Kentucky and its customers. 

The Tax Sharing Agreement entered into by DE-Kentucky provides for federal and state income 
taxes to be allocated amang the members of [lie Duke Energy consolidated group under the 
separate ”coiporate taxable income method“. This niethod ensures that DE-Kentucky will pay 
the same amount of income taxes as if i t  were a stand-alone coinpany, and is fair to DE- 
Kentucky and its ci~stoniers. 

2. The 2007 quarterly tax estimations, annual tas  pro\kion, and tas payment processes 
performed for DE-Kentucky are consistent with the “separate company” principles of 
the Tas Sliaring Agreemeut. 

The quarterly tax esijniates and annual tax provisioning for DE-Kentucky use the urjlity’s stand- 
alone financial jnromiation from its accounting records to calculate current tax liabilities. These 
estimates and provisions for 2007 were based on DE-Kentucky’s actual financial results for each 
quarter and at year-end. Two Lax payments were made to the parent companies in 2007 that were 
consistent with the estimates for the cumula~ive tax liabilities for the year at the time of  he 
payments.. 

3. DE-Kentucl<y’s 2007 income tas expense as reported in its audited financial statements 
is consistent witli the artnual provisions for income taxes. 

The pre-tax income and total income tax expense (including currenl and deferred taxes) included 
in the DE-Kentucky iiicoine tax provisions and tax reconciliations matches that included in the 
conipany’s audited financial s~itements. 

4. Anirndnients to tlir 1997, 1998 arid 1999 DE-Kentucky federal income tas returns filed 
in 2007 resulted in small changes to tas liabilities. 

Federal income taxes due increased about !i 16.500 due to the three return amendments. 

5. The 2007 coiisolidated tas return was not yet been by Duke Energy as audit fjeld worlc 
eaded. 
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The Duke Energy consolidated tax return was to be filed on September 15,2008. True-up entries 
to adjust the final income taxes due from income statement amounts to the level represented in 
the return filing were to occur in the fourth quarter of 2008. 

D. Recommendations 
Liberty has no recommendations in this area. 
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Q. 

A. 

Q. 

A. 

Q. 

A. 

Q. 

A. 

I. INTRODUCTION AND PURPOSE 

PLEASE STATE YOIJR NAME AND BUSINESS ADDRESS. 

My name is Gary J. Nebbeler. My business address is 139 East Fourth Street, 

Cincinnati, Ohio 45202. 

BY WHOM ARE YOU EMPLOYED AND IN WHAT CAPACITY? 

I am employed by Duke Energy Business Services, Inc., an affiliate service 

company of Duke Energy Kentucky, Inc. (Duke Energy Kentucky or the 

Company), as General Manager, Gas Engineering. 

PLEASE SUMMARIZE YOUR EDUCATION AND PROFESSIONAL 

QUALIFICATIONS. 

I am a graduate of the IJniversity of Kentucky where I obtained my Bachelor of 

Science in Civil Engineering. In 1994, I obtained my license as a Professional 

Engineer in the Commonwealth of Kentucky and by reciprocity later in the State 

of Ohio. 

PLEASE SUMMARIZE YOIJR BUSINESS EXPERIENCE. 

I began working for The Cincinnati Gas & Electric Company (CG&E), now 

known as Duke Energy Ohio, Inc. (Duke Energy Ohio), in 1987, as an engineer in 

the Gas Engineering Department. I initially worked as a project engineer. I was 

responsible for designing gas mains and water lines; coordinating projects with 

governmental agencies and consulting firms; calculating pipe capacity and stress 

calculations on pipes; and evaluating company paving standards and designs. I 

worked for CG&E, and later for Cinergy Services, Inc., until 1998. I was Vice 
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President for Michels Concrete Construction, Inc. during 1998 and returned to 

Cinergy Corp.’s Gas Engineering Department in 1999. In 2000, I was promoted 

to Manager, Contractor Construction. In this position, I helped design the 

Accelerated Main Replacement Program (AMRP). I also managed the 

construction activities for replacing the cast irodbare steel pipe under the AMRP. 

In 2002, I was promoted to Manager, Gas Engineering. I am responsible for 

managing the engineering activities and the capital expenditures for Gas 

Operations in Duke Energy Ohio’s and Duke Energy Kentucky’s gas distribution 

systems. In 2006, I was promoted to my current position of General Manager, 

Gas Engineering. In addition to my responsibilities for gas engineering activities 

and capital expenditures, I am responsible for construction activities for the 

AMRP, street improvements, pressure improvements and major prqjects for Gas 

Operations in Duke Energy Ohio’s and Duke Energy Kentucky’s gas distribution 

systems. 

HAVE YOU EVER TESTIFIED BEFORE THE KENTUCKY PUBLIC 

SERVICE COMMISSION? 

Yes. I have previously testified before this and other state commissions. 

WHAT IS THE PIJRPOSE OF YOUR TESTIMONY IN THIS 

PROCEEDING? 

The purpose of my testimony is to provide an overview of the Company’s natural 

gas business. I also discuss the Gas Operations Department’s major safety, 

reliability and efficiency initiatives. I explain major changes in Duke Energy 

Kentucky’s Gas Operations business since the Company’s last general gas rate 
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1 case. I suppoi? the operation and maintenance (O&M), purchased he1 mixture 

2 

3 

information and purchased gas expense for the base period and the forecasted test 

period. I discuss Duke Energy Kentucky’s AMRP, and I support Duke Energy 

4 Kentucky’s request to discontinue the AMRP and place all of the associated 

5 investment into rate base. I also discuss the progress of and changes to Duke 

6 Energy Kentucky’s safety initiatives: the Integrity Management Program, the 

7 Distribution Integrity Management Program and the Accelerated Riser 

8 Replacement Program. I discuss how the gas capital expenditure budget is 

9 prepared and I support the gas capital budget, including retirements, which I 

10 supplied to Stephen R. Lee, Duke Energy Kentucky witness. I also sponsor and 

11 support Schedule B-4.1 and Filing Requirements (FR) 10(9)(b), FR 10(9)(f) and 

12 FR 10(9)(g). Finally, I sponsor Filing Requirement (FR) 10(9)(h)(8), which 

13 provides the mix of gas supply utilized in the financial forecast, and the O&M 

14 information relied on by Mr. Lee. 

11. GAS OPERATIONS BUSINESS 

15 Q. PLEASE DESCRIBE DUKE ENERGY KENTUCKY’S GAS BUSINESS. 

16 A. Duke Energy Kentucky serves a relatively densely-populated territory that, 

17 though not heavily industrialized, consists of a fairly diverse mix of industrial 

18 customers. Duke Energy Kentucky currently provides natural gas distribution 

19 service to approximately 96,000 customers in Boone, Campbell, Gallatin, Grant, 

20 Kenton and Pendleton counties in Northern Kentucky. Duke Energy Kentucky 

21 has approximately 1,425 miles of gas mains on its natural gas distribution system. 

22 There are approximately 340 employees in Duke Energy Kentucky’s and Duke 
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1 Energy Ohio’s Gas Operations Department, many of whom perform services for 

2 

3 

Duke Energy Kentucky. The capital expenditures for Duke Energy Kentucky’s 

Gas Operations in 2008 were approximately $32 million. 

4 Gas Operations is organized by the following functional groups: Gas 

5 Commercial Operations, Gas Engineering, Gas Field and Gas System Operations, 

6 and Gas Performance Support, which I will further discuss. 

A. GAS COMMERCIAL OPERATIONS 

7 Q. PLEASE DISCUSS THE GAS COMMERCIAL, OPERATIONS 

8 FUNCTION. 

9 A. Gas Commercial Operations is responsible for obtaining adequate natural gas 

10 supplies and interstate pipeline transportation services at a reasonable cost for 

1 1  Duke Energy Kentucky to supply to customers. Duke Energy Kentucky 

12 purchases and delivers natural gas to approximately 96,000 gas sales customers, 

13 and delivers customer-owned gas supplies to another 104 customers under firm 

14 and interruptible transportation service tariffs. 

15 During the 2008 winter period, Duke Energy Kentucky purchased nearly 

16 all of its gas supply under firm supply contracts with established marketers and 

17 producers, who manage diversified natural gas supply and energy portfolios. 

18 These firm agreements are composed of a base supply component, which assures 

19 a continuous supply designed to meet minimum customer demands, and a swing 

20 supply component. Swing supply provides Duke Energy Kentucky flexibility to 

21 accommodate daily temperature-sensitive fluctuations in customer demand. Duke 

22 Energy Kentucky sources its gas through a competitive bidding process to enable 
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13 

14 
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16 
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20 

it to obtain the optimal mix of suppliers and prices for its customers. The small 

remaining portion of Duke Energy Kentucky's 2008 gas supply was obtained from 

the daily and monthly markets. 

Duke Energy Kentucky contracts with interstate pipelines for firm 

transportation and storage services. During 2008, Duke Energy Kentucky 

contracted for firm transportation and storage services with Columbia Gas 

Transmission Corporation (Coltmibia Gas). Duke Energy Kentucky also 

contracted for firm transportation service from Tennessee Gas Pipeline Company 

(Tennessee Pipeline), Columbia Gulf Transmission Corporation (Columbia Gulf), 

Texas Gas Transmission Company and KO Transmission Corporation. This 

diverse group of interstate pipeline companies allows Duke Energy Kentucky to 

negotiate lower transportation rates than it otherwise would be able to obtain from 

a smaller group of transportation providers. 

The Company's gas procurement policies and practices have traditionally 

resulted in some of the most competitive gas cost adjustment (GCA) rates in the 

Commonwealth. Notwithstanding recent increased wholesale prices, Duke 

Energy Kentucky's actual gas costs continue to rank favorably among Kentucky's 

gas utilities. LJsing techniques such as "expected value analysis" and Monte 

Carlo simulation, Duke Energy Kentucky has successfully made the transition 

from being a pre-Order 636' pipeline-supply dependent customer to an 

' Docket No RD91-11-000 In Re Pipeline Service Obligations and Revisions to Regulations Governing Self- 
Implementing Transportation Under Part 284 of the Commission's Regulations (FERC Order No 636) 

GARY J. HEBBELER DIRECT 
6 

269028 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

independent, aggressive buyer managing a diversified gas commodity and 

pipeline services portfolio. 

Duke Energy Kentucky’s gas rates compare favorably with the rates of 

other Kentucky local distribution companies (L,DCs) i n  part due to Duke Energy 

Kentucky’s efficient management practices. For example, we recently executed 

new agreements with Columbia Gas and Columbia Gulf for new interstate 

pipeline transportation agreements through which Duke Energy Kentucky will 

obtain significant seasonal volume and rate discounts from the pipelines’ 

maximum tariff transportation rates. 

Duke Energy Kentucky has used asset management agreements, where the 

Company has contracted with a third-party, British Petroleum (BP) to manage 

Duke Energy Kentucky’s gas supply contracts, interstate pipeline transportation 

contracts and storage gas in exchange for a monthly fee which the asset manager 

credits to Duke Energy Kentucky. This fee, which Duke Energy Kentucky flows 

through 100% to customers through the monthly GCA, allows Duke Energy 

Kentucky to optimize the value of these assets. Duke Energy Kentucky also 

manages its gas prices through the use of a hedging program, utilizing fixed or 

capped collared prices for physical delivery, which the Commission most recently 

approved in an order dated August 19,2008, in Case No. 2008-175. Additionally, 

Duke Energy Kentucky revises its GCA price monthly in order to send accurate 

price signals to its customers, which the Commission approved in an order dated 

November 6,2003, in Case No. 2003-00386. 
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1 Q. WHAT STEPS HAS DUKE ENERGY KENTUCKY TAKEN TO HELP 

2 

3 

MITIGATE THE IMPACT OF HIGH NATURAL GAS COSTS? 

In a July 17, 2001, order in  Administrative Case No. 384, the Commission A. 

specified certain practices for LDCs to follow with respect to mitigating the 4 

impact of high natural gas prices on customers. Duke Energy Kentucky complied 5 

6 with these directives by reporting on its gas procurement activities, developing a 

formal hedging program, and undergoing an audit by Liberty Consulting Group. 7 

8 Duke Energy Kentucky has completed all eleven recommendations that resulted 

9 from Liberty’s audit of Duke Energy Kentucky 

Additionally, the Company offers various bill management and payment 

If options, which Company witness Ms. Julia S. Janson describes in detail. 

10 

11 

12 

13 

special payment plans alone do not suffice to avoid disconnection, Duke Energy 

Kentucky, on the basis of a written statement signed by a physician, registered 

nurse, or a public health officer stating that disconnection of service would 14 

15 aggravate a debilitating illness or infirmity, postpones disconnection of service. 

Duke Energy Kentucky also offers Demand Side Management (DSM) 16 

17 programs which provide energy efficiency services to residential gas and electric 

18 customers. There are currently four programs that provide both gas and electric 

benefits. Although there are additional DSM programs included in the 19 

20 

21 

22 

23 

Company’s current DSM portfolio of programs, as well as in its Application for a 

new DSM recovery mechanism in Case No 2008-495, those programs primarily 

focus on energy efficiency for electric customers or are pending Commission 

approval. The four current programs providing benefits for gas customers are: the 
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Residential Conservation and Energy Education (RCEE) (Low-Income 

Weatherization) program, the Residential Home Energy House Call (HEHC) 

program, Energy Efficient Web Site program, and the Residential Comprehensive 

Energy Education program (NEED). 

RCEE helps the Company’s income-qualified customers reduce their 

energy consumption and lower their energy costs. This program specifically 

focuses on Low Income Home Energy Assistance Program (LIHEAP) customers 

that meet the income qualification level of 150% of federal poverty level. This 

program uses the LIHEAP intake process as well as other community outreach to 

improve participation. The RCEE program provides direct installation of 

weatherization and energy-efficiency measures and educates Duke Energy 

Kentucky’s income-qualified customers about their energy usage and other 

opportunities to reduce energy consumption and lower their costs. 

Under the HEHC program, a qualified home energy specialist visits the 

home to gather information about household energy usage. A questionnaire about 

the energy usage, including appliance efficiencies, is completed. The specialist 

performs a walk-through audit and checks the home for air infiltration, inspects 

the HVAC filter, and surveys the insulation levels in different areas of the home. 

A detailed report is generated on site that explains how energy is used each month 

and a list of prioritized action items is compiled based on energy savings and 

costs. The customer is also provided with free samples of energy efficiency 

products. 
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1 The Duke Energy Kentucky’s Energy Efficiency Web Site program offers 

2 opportunities for customers to assess their energy usage and obtain 

3 recommendations for more efficient use of energy in their homes. This on-line 

4 

5 

6 

service provides energy efficiency information, tips, and bill analysis. As an 

incentive to encourage customers to use the website, a free Energy Efficiency 

Starter Kit is offered. The kit is mailed directly to the customer’s service address 

7 

8 

9 

10 

11 

and provides the customer with several easy to install measures including a low- 

flow showerhead, CFL light bulbs, and faucet aerators. In  addition, all customers 

who use Duke Energy Kentticky’s on-line services to pay bills or view their 

accounts can access the Home Profile tool. The I-Iome Profile is a short energy 

audit that gives the customer an immediate personalized energy report on their 

12 

13 The Residential Comprehensive Energy Education program is operated 

14 under subcontract by Kentucky National Energy Education Development 

1.5 (NEED). NEED was launched in 1980 to promote student understanding of the 

energy usage and helps the custonier identify additional energy saving measures. 

16 scientific, economic, and environmental impacts of energy. The program 

17 provides educational information on all energy sources, with an emphasis on the 

18 efficient use of energy. Energy education materials and Leadership Training 

19 workshops are designed to address students of all aptitudes and have been 

20 provided for students and teachers in grades K through 12. In addition, the 

21 program provides an energy savings ”kit” as a tool that enables teachers to have 

22 actual in-home measures implemented. This program has demonstrated that 

23 measures are being installed in the home. These kits include CFL bulbs, low-flow 
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shower heads, faucet aerators, water temperature gauge, and outlet insulation 

pads. The Kentucky NEED program follows national guidelines for materials 

used in teaching, but also offers additional services such as: hosting 

teachedstudent workshops, sponsoring teacher attendance at summer training 

conferences, sponsoring attendance at a National Youth Awards Conference for 

award-winning teachers and students, and providing curricula, free of charge, to 

teachers. 

Due to efforts of the Kentucky NEED program, energy and facility 

managers with the Kenton County School District implemented a voluntary 

program that garnered national recognition around their energy management 

plans; it incorporated student participation and education curriculum, This led to 

the construction project of an additional efflciency (L,EED) certified school 

building. 

Duke Energy Kentucky also has a customer communications program in 

which it advises customers about steps they can take to reduce their natural gas 

usage, weatherize their homes, and take advantage of these different payment 

options. 

B. GAS ENGINEERING 

Q. PLEASE DISCUSS THE GAS ENGINEERING FUNCTION. 

A. Gas Engineering’s primary responsibilities are to provide engineering services, 

including policies, procedures, job design, and budgeting for the installation, 

operation and maintenance of gas facilities to ensure system reliability and 

compliance with applicable laws. These responsibilities also include developing 
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and managing the capital budget and the integrity management system. In 

addition, Gas Engineering has the responsibility for the AMRP planniiig, design, 

bidding, budgeting, tracking and resource acquisition. 

Gas Engineering includes the Systems Engineering and Construction 

Drafting group, which performs system pressure and flow modeling, analysis and 

design, including city gate stations, distribution stations, and customer facilities. 

In addition, this section provides drawings for construction projects. They 

evaluate and select construction materials and determine the best installation 

practices; and they design and program the gas Supervisory Control and Data 

Acquisition Systems (SCADA). SCADA is a software tool that enables the 

Company’s engineers to monitor the status to the distribution system and to 

develop optimal distribution system design plans. 

Gas Engineering also includes the Pipeline Engineering, Mapping and 

Records group, which provides engineering expertise for the construction, 

operation, and maintenance of gas pipelines. In addition, this section collects and 

retains records necessary for compliance with regulations, for 1J.S. Department of 

Transportation (DOT) audits, and for performance of subsequent work on the gas 

system. They manage procurement of contractor services for engineering and 

drafting work for the installation of mains and services, and coordinate projects 

with governmental and private authorities. 

Gas Engineering also includes Corrosion Engineering and Control. The 

Corrosion Engineering and Control group manages a cathodic protection program 
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for approximately 3,345 miles of coated steel pipeline and appurtenances for both 

Duke Energy Kentucky and Duke Energy Ohio. 

Gas Engineering also includes Contractor Construction Management. The 

Contractor Construction management group’s primary responsibility is the 

AMRP. They are also responsible for the inspection, supervision and 

construction of gas facility installation, replacement and street improvement 

projects that are completed by outside contractors. Duke Energy Kentucky has 

used outside contractors to install new mains in the AMRP. We select these 

outside contractors through a competitive bidding process which helps control 

costs. The AMRP has provided $3,840,701 rnillion in maintenance savings 

through reduced maintenance costs since inception of the program. 

C. GAS FIELD AND GAS SYSTEM OPERATIONS 

PLEASE DISCUSS THE GAS FIELD AND GAS SYSTEM OPERATIONS 

FUNCTION. 

Gas Field Operations has the primary responsibility to install, operate, and 

maintain transmission and distribution facilities for the delivery of gas from the 

supplier and/or Company’s propandair plant to the customer in a safe, reliable 

and economical manner. Gas Field Operations is also responsible for emergency 

response and for monitoring and maintenance work on Duke Energy Kentucky’s 

system, including but not limited to, leak surveys, valve inspections, regulator 

inspections, pipeline patrol, and leak tracking and repair. Additionally, Gas Field 

Operations participates in the American Gas Association’s (AGA) benchmarking 
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program to gain lessons learned from other utilities for a better means of 

providing safe, adequate and reliable service to customers at a reasonable cost. 

Gas System Operations is responsible for maintaining and ensuring proper 

operation of all propane plants and propane storage facilities and compliance 

programs such as regulator/relief valve, control valve inspection. Gas System 

Operations assists with collecting corrosion compliance data. Gas System 

Operations also maintains and assists in operating all pressure regulating facilities as 

well as maintaining system integrity of all pressures throughout our natural gas 

distribution system. 

D, GAS PERFORMANCE SUPPORT 

Q. PLEASE DISCUSS THE GAS PERFORMANCE SUPPORT FIJNCTION. 

A. Gas Performance Support is responsible for the development and verification of 

qualifications of personnel to comply with the IJS. DOT’S Operator Qualification 

training requirements. Gas Performance Support maintains training records and 

develops and conducts public awareness and safety programs. Gas Performance 

Support also ensures compliance with codes and regulations promulgated by the 

1J.S. DOT and the Ohio and Kentucky state Regulatory/Office of Pipeline Safety 

entities. Finally, Gas Performance Support develops process improvement programs 

and provides financial support for all areas of Gas Operations. 

111. SAFETY, RELIABILITY AND EFFICIENCY INITIATIVES 

A. OVERVIEW 

Q. PLEASE BRIEFLY DESCRIBE GAS OPERATIONS’ MAJOR PUBLIC 

SAFETY PROGRAMS AND RELIABILITY INITIATIVES. 
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A. All of our activities incorporate safety and reliability considerations. For 

example, Gas Commercial Operations purchases gas that meets industry quality 

standards in terms of RTIJ content. Gas Engineering designs and installs the 

distribution system in accordance with applicable safety codes promulgated in 

Title 49 of the Code of Federal Regulations and by the American Society of 

Testing Materials. Gas Field Operations follows 1J.S. DOT safety regulations and 

Commission safety regulations in installing, operating, and maintaining 

transmission and distribution facilities. The same can be said of our other 

functional groups. 

In addition to these daily safety measures, we have five major programs 

that focus on safety and reliability. First, the Company has undertaken an 

initiative to conduct camera inspections of legacy AMRP installations prior to 

May 2006 that present a high risk of breaches to sewer laterals and mains. 

Second, Duke Energy Kentucky has initiated an Accelerated Riser Replacement 

Program (RRP) (formerly the Riser Optimization Program) that is designed to 

replace certain types of service head adapter risers which have been associated 

with riser leaks. Since Duke Energy Kentucky’s last gas rate case, the Company 

began replacing these risers on an accelerated basis to ensure the safety and 

reliability of its gas delivery system and customers. This program is set up to 

mirror a similar program for Duke Energy Ohio in order to optimize the use of 

resources in an economic manner. 

Third, the Integrity Management Program is a comprehensive systematic 

approach to maintain and improve safety of Duke Energy Kentucky’s hazardous 

GARY J. HEBBELER DIRECT 
15 

269028 



1 

2 

1 .> 

4 

5 

6 

7 

8 

9 

10 

11 

12 

1 3 

14 

15 

16 

17 

18 

19 

20 

21 

22 

liquid and gas transmission pipeline system in compliance with federal 

legislation. 

Fourth, Duke Energy Kentucky is anticipating the approval of the new 

Distribution Integrity Management Program (DIMP) rule to be released in the 

near future. Three programs that have already been developed and mentioned that 

will be incorporated into this program are the AMRP, RRP and the legacy sewer 

work. 

Finally, the AMRP is designed to replace Duke Energy Kentucky’s aged 

cast iron and bare steel mains and associated metallic services on an accelerated 

basis. The AMRP program has significantly reduced leak repairs and Account 

887 “Maintenance of Mains” expense on Duke Energy Kentucky’s gas 

distribution system. Duke Energy Kentucky will complete its AMRP program in 

20 10. 

B. CAMERA INSPECTIONS 

Q. WHY IS DUKE ENERGY KENTUCKY PERFORMING CAMERA 

INSPECTIONS ON SOME OF THE AMRP INSTALLAIONS PRIOR TO 

2006? 

A. Unfortunately, through experience, the Company has come to learn that many 

local sewer districts do not maintain accurate records of the location and depths of 

their systems nor do they own the sewer laterals. Despite Duke Energy 

Kentucky’s best efforts to properly install its gas mains, the inaccurate sewer 

records and field markings of sewer districts have caused some AMRP 

installations to breach sewer lines. Therefore, the Company has undertaken the 
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initiative to inspect what has been determined to be the most likely installations 

that may have a sewer breach. Since May 2006, Duke Energy Kentucky has 

included the underground camera inspections as part of its A M W  installation so 

going forward there is no issue. This program is designed to check potential high 

risk installations that are likely to have experienced a breach based upon premises 

structure elevation and main line sewer location and depth in relation to the street. 

C. ACCELERATED RISER REPLACEMENT 
PROGRAM 

PL,EASE EXPL,AIN THE DZJKE ENERGY KENTUCKY’S PIZEVIOUS 

FUSER OPTIMIZATION PROGRAM. 

The flexible riser is a fitting that connects the service line to the meter assembly. 

Flexible riser fittings are used for outside meters. One type of flexible riser fitting 

is known as a service head adapter (SMA) style riser. Both Duke Energy 

Kentucky and Duke Energy Ohio followed the Riser Optimization Program which 

was developed as a proactive program to target those factors on SHA risers that 

have a high propensity for leaks. As discussed in Duke Energy Kentucky’s last 

gas rate case, the Company had approximately 25,000 SHA style risers on its 

distribution system. Duke Energy Kentucky and Duke Energy Ohio designed a 

formal program known as the Riser Optimization Program to target for 

replacement those SHA style risers with certain characteristics associated with a 

high propensity for leaks. 

The resulting Riser Optimization Program is similar to the Cast Iron 

Maintenance Optimization System (CIMOS) and Bare Steel Maintenance 
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associated with past activities to develop a replacement Program. In fact, some of 

the criteria, such as operating pressure, type of pipe material and year of 

installation, are the same for all of the programs. Under that program, Duke 

Energy Kentucky annually evaluates the activities associated with field assembled 

SHA risers and determines the number to be replaced. Duke Energy Kentucky 

selects for replacement those field assembled SHA risers that have similar factors 

to risers associated with a high incidence of leaks. 

WHY DID DUKE ENERGY KENTUCKY INITIATE AN ACCELERATED 

RISER REPLACEMENT PROGRAM? 

Q. 

A. The Accelerated Riser Replacement Program is an extension of the Riser 

Optimization Program discussed above and in the Company’s last gas rate case. 

Duke Energy Kentucky plans to accelerate its riser replacement program to 

complete SIHA riser replacement in 2012. This coincides with our schedule for 

completing the Riser Replacement Program in Ohio. This will allow us to 

coordinate the work activity of our outside contractors, and schedule the work 

more efficiently. This should reduce the overall costs of the riser replacement 

program. 

WHAT COSTS DOES DIJKE ENERGY KENTUCKY EXPECT TO INCUR 

FOR THE ACCELERATED RISER REPLACEMENT PROGRAM? 

Q. 

A. Duke Energy Kentucky is planning on spending approximately $2 million per 

year for 2009, 2010, and 201 1, and $1 million for 2012, for a total of $7 million in 

total capital expenditures for the replacement of field assembled SHA style risers. 
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The budget for this program for 2009 through 20 12 was developed by estimating 

the replacement cost for all SHA risers over a four-year period. 

D. INTEGRITY MANAGEMENT PROGRAM 

PL,EASE EXPLAIN THE INTEGRITY MANAGEMENT PROGRAM. 

The Integrity Management Program was created in response to new federal 

legislation in  2002 and accompanying regulations issued by the United States 

Department of Transportation Office of Pipeline Safety. These new regulations 

require operators of hazardous liquid pipelines and natural gas transmission 

pipelines to provide enhanced pipeline safety inspection and testing activities for 

their facilities. These regulations required the hazardous liquid pipeline and 

natural gas transmission pipeline operators to develop a program to identify all 

heavily populated areas traversed by their pipelines; develop a baseline 

assessment plan; conduct periodic risk assessments; and implement certain 

maintenance procedures. 

In response to these new regulations, Duke Energy Kentucky developed 

its Integrity Management Program in 2004, which is a comprehensive systematic 

approach to maintain and improve safety of our hazardous liquid and transmission 

pipeline system. The Integrity Management Program is comprised of five 

separate plans - Integrity Management Plan, Performance Plan, Communication 

Plan, Management of Change Plan, and Quality Control Plan - that provide the 

foundation for the program and includes the processes and procedures necessary 

to comply with the new regulations. 
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The ongoing integrity activities for 2010 include + identification of high 

consequence areas, evaluating pipeline threats and conducting risk assessments 

for each covered pipeline segment, identifying and implementing additional 

preventive and mitigation measures, conducting integrity assessments through 

pressure testing or direct assessment methods, and remediating conditions found 

during integrity assessments. 

Duke Energy Kentucky notes that it did not request cost recovery under 

the Rider AMRP, but simply wanted to explain the Integrity Management 

Program because it accounts for significant O&M expenditures in the test year. 

E. DISTRIBUTION INTEGRITY MANAGEMENT PROGRAM 

PLEASE EXPLAIN THE DISTRIBUTION INTEGRITY MANAGEMENT Q. 

PROGRAM. 

The Pipeline and Hazardous Material Safety Administration (PHMSA) has issued 

a Notice of Proposed Rulemaking (NOPR) that will require operators of gas 

A. 

distribution pipeline systems to develop and implement a Distribution Integrity 

Management Program (DIMP) to enhance the operator’s pipeline safety by 

identifying and reducing pipeline integrity risks and improving public safety. As 

proposed, a gas distribution pipeline operator will have 18 months to develop and 

implement a written integrity management program once the final rule is 

published, which is expected sometime in 2009. 

The required elements within DIMP are: knowing the gas distribution 

system; identifying threats; evaluating and prioritizing risk; identifying and 

implementing measures to address risks; measuring performance; monitoring 
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results and evaluating effectiveness; making periodic evaluations and 

improvements; and reporting results. Duke Energy Kentucky is to identify and 

implement risk reduction strategies with an emphasis on an effective leak 

management program and “enhanced” damage prevention program. 

F. DUKE ENERGY KENTUCKY’S AMRP 

PLEASE PROVIDE AN OVERVIEW OF THE AMRP. 

Duke Energy Kentucky instituted the AMRP in 2000 to accelerate its replacement 

rate of cast iron and bare steel mains in order to improve the safety and reliability 

of its natural gas distribution system. 

Q. 

A. 

When Duke Energy Kentucky adopted this program, some of its cast iron 

pipe in service dated back to 1887 and some of its bare steel pipe in service dated 

back to 1906. Cast iron and bare steel pipe, however, are more prone to leaks 

than plastic and coated, cathodically protected steel which are now the material of 

choice for main construction throughout the United States. In 1971, the IJ.S. 

Department of Transportation adopted regulations removing cast iron from its list 

of approved materials for new pipe construction. 

Duke Energy Kentucky adopted formal cast iron and bare steel main 

replacement programs in 1988 and 1989, respectively. An in-house developed 

program was used in conjunction with two commercially available programs, 

known respectively as CIMOS@ and RSMOS@, respectively. These programs 

identified certain factors associated with cast iron and bare steel main activities, 

such as year installed, operating pressure, length of 

activities. The programs then developed a ranking 
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Kentucky used to determine wliich sections of cast iron and bare steel main to 

replace. The in-house program is still being used to target these types of pipe 

replacement projects. 

Under the CIMOS@ and BSMOS’@ programs, Duke Energy Kentucky was 

replacing the cast iron and bare steel inains at a replacement rate that would have 

taken approximately 50 years to complete. By that time, the mains that Duke 

Energy Kentucky would have been replacing would have been over 150 years old. 

Duke Energy Kentucky performed a detailed review of its own operation 

and maintenance practices, including the leak rates for the different types of pipe 

materials. The Company also retained Stone & Webster in 2000 to independently 

review the background, operation and maintenance of Duke Energy Kentucky’s 

cast iron and bare steel mains, including the Company’s CIMOS@ and BSMOS@ 

programs, as well as the proposed AMRP. 

Stone & Webster’s ultimate recommendation was that Duke Energy 

Kentucky should “become much more aggressive in replacing both cast iron and 

bare steel mains for safety and risk considerations.” Stone & Webster based this 

conclusion on the leak rates for the various types of pipe and on Duke Energy 

Kentucky’s then-existing rate of cast iron and bare steel main replacement. 

DID DUKE ENERGY KENTUCKY ADOPT THE AMRP? 

Yes, as I mentioned previously, Duke Energy Kentucky started the AMRP in 

2000. The Commission approved a tracking mechanism known as Rider AMRP 

in its January 31, 2002, order in Case No. 2001-00092, which permitted Duke 

Energy Kentucky to timely recover the costs related to the AMRP. 

Q. 

A. 
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Q. HOW DOES DIJKE ENERGY KENTUCKY PLAN FOR CAST IRON AND 

BARE STEEL MAIN REPLACEMENT IJNDER THE AMRP? 

A. The AMRP is designed to replace the cast iron and bare steel in the system that is 

12-inches in diatneter or smaller. For larger diameters, the pipe is either coated, 

protected steel or contains only a small amount of cast iron and bare steel. The 

hubs on most of the larger diameter cast iron pipe have been repaired and the pipe 

is in an acceptable condition. These pipes will be monitored and replaced if 

necessary in conjunction with other improvement projects. 

The AMRP consist of four types of projects: Modules, CIMOSIB, 

RSMOS@ and Street Improvements. The Module work encompasses two- to five- 

mile replacement segments and is a proactive program to replace cast iron and 

bare steel. CIMOS@ and BSMOS@ work is a responsive program to replace the 

cast iron and bare steel in the system with the highest possibility of developing 

future incidents and leaks. Street Improvement work involves replacing cast iron 

and bare steel pipe as a result of projects initiated by governmental entities. 

Q. 

A. 

PLEASE DISCUSS THE RESIJLTS OF THE AMRP TO DATE. 

The AMRP has been quite successful in allowing Duke Energy Kentucky to 

reduce the amount of cast iron and bare steel mains in its distribution system. 

This has resulted in substantial benefits to the Company’s customers and to the 

public at large. 

Duke Energy Kentucky’s gas distribution system consists of 

approximately 1,345 miles of distribution mains. As of December 3 1, 2008, Duke 

Energy Kentucky has replaced approximately 172 miles of cast iron and bare steel 
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mains. Duke Energy Kentucky estimates that it has 31 remaining miles of cast 

iron and bare steel mains. Duke Energy Kentucky will complete its AMRP 

installations in 2010 on schedule as submitted originally in 2000. In addition, the 

program is pmjected to be cotnpleted on budget as submitted originally in 2000 

tising the Handy-Whitman index converting the annual spend to 2000 dollars 

excluding the cost associated with camera inspections. The procedure for 

installing facilities changed in 2006 and the cost associated with camera 

inspections was not submitted as part of the original estimate. 

Customers and the public at large benefit from the irnproved safety and 

reliability of Duke Energy Kentucky’s natural gas distribution service. One key 

safety measure of the AMRP’s success is the leak rate for Duke Energy 

Kentucky’s gas distribution system. The incidence of leaks repaired has 

decreased 34% from a peak in 2002 to 2008. 

This reduced incidence of leaks has caused Duke Energy Kentucky’s 

Account 887 “Maintenance of Mains” expense to decline from approximately 

$1.5 million in 1999 to $585,000 in 2008. These maintenance savings were 

returned to customers through the Rider AMRP tracking mechanism while it  was 

active. 

WILL DUKE ENERGY KENTUCKY COMPLETE THE AMRP 

PROGRAM ON SCHEDULE? 

Yes. Duke Energy Kentucky will complete its AMRP installation in 2010, which 

is within the forecasted test year in this proceeding. The program will be 
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complete and all plant will be in service and considered used and useful. And 

therefore, re-approval of the AMRP Rider is not necessary. 

Despite the suspension of Rider AMRP, Duke Energy Kentucky has 

efficiently executed the program. Prior to suspension, Duke Energy Kentucky’s 

annual Rider AMRP filings included the necessary cost information to allow the 

Commission to process these cases efficiently. Additionally, Duke Energy 

Kentucky operated the program such that it is on schedule. Duke Energy 

Kentucky maintained a replacement rate that allowed it to complete the program 

by 201 0, as originally anticipated. Additionally, Duke Energy Kentucky has 

efficiently managed the program by awarding the construction contracts for the 

AMRP through an annual bidding process. This has allowed Duke Energy 

Kentucky to reduce the program costs. I previously discussed the customer 

benefits resulting from the AMRP. Duke Energy Kentucky therefore requests that 

the Commission allow Duke Energy Kentucky to eliminate Rider AMRP and that 

the plant installed since the Company’s last gas rate case and through the test year 

in this proceeding be placed into rate base to allow for recovery of the remaining 

capital expenditures associated with the AMRP 

G. OTHER MAJOR INFRASTRUCTURE INVESTMENTS 

18 Q. SINCE THE COMPANY’S LJAST GENERAL, RATE CASE, HAS DIJKE 

19 ENERGY KENTUCKY MADE ANY MAJOR INVESTMENTS IN 

20 INFRASTRUCTURE BESIDES THE A M W ?  
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Yes. In 2007 Duke Energy Kentucky installed a feederline bypass around 

Walton, Kentucky. TIiis pipeline is a 2.2 mile six-inch diameter, protected steel 

pipeline. The pipeline was constructed cross country to bypass Walton which 

provided a 75 mile loop for the Kentucky system beginning at AM7 in Latonia 

and ending at the Erlanger Gas Plant. Customers benefitted from this projected 

inasmuch as it enhanced system integrity by providing pressures to the southern 

locations of the system and providing duel feeds around the system. 

H. SAFETY AND RELIABILITY PERFORMANCE 

HOW HAS GAS OPERATIONS PERFORMED ON ITS MAJOR SAFETY 

AND REL,IABIL,ITY MEASIJRES? 

Gas Operations’ major safety and reliability measures are leaks repaired for its 

gas distribution system and the duration of customer outages. Duke Energy 

Kentucky’s leak repairs have declined significantly, from a peak in 2002 to a 26% 

reduction in 2004, 33% in 2005, 47% in 2006, and 40% in 2007 compared to 

2002 as a direct result of the AMRP. 

Currently, the most accepted reliability standard utilized within the gas 

industry is Outages per 1,000 Customers. In an AGA Benchmarking Study on 

Outages per 1,000 Customers during 2007, Duke Energy’s Gas Operations was in 

the first quartile for 1J.S. companies participating in the study. 

HAS THE COMPANY EFFICIENTLY AND COST EFFECTIVELY 

MANAGED ITS GAS OPERATIONS BUSINESS? 

Yes. Duke Energy Kentucky has aggressively investigated and implemented 

where justified, new products, technologies, and work methods to increase its 
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productivity. Duke Energy Kentucky also participates in the AGA's Best 

Practices Benchmarking Program. In this program, approximately 80 United 

States and Canadian gas utilities routinely benchmark five operations each year. 

Duke Energy Kentucky has implemented process improvements and utilized new 

technology, materials and equipment as a result of what it has learned through 

participating in this program. Similarly, Duke Energy Kentucky shares its 

practices with the other participating members of the AGA and, in 1999, was 

recognized by its peers for "Rest Practice for Leak Survey." 

In 2007, Duke Energy was selected to present at the AGA's 2007 

Distribution Rest Practices Roundtable for Leak Management, based on Duke 

Energy's top quartile performance in repairing leaks in 2006. Also, Duke Energy 

was selected to present at the AGA's 2007 Safety Summit based on the 

constructions practices for mitigating sewer issues when using trenchless 

technology. In addition, Duke Energy K-entucky participates in a Peer Panel 

benchmarking conducted by Public Service Gas & Electric of New Jersey and has 

participated in a best practices exchange with Washington Gas, Baltimore Gas & 

Electric and Citizens Gas. 

IV. OPERATIONS AND MAINTENANCE BUDGET 

PLEASE DISCUSS HOW DIJKE ENERGY KENTUCKY'S 

RESPONSIBIL,ITY BUDGET WAS PREPARED FOR USE IN THE 

COMPANY'S FORECASTED TEST PERIOD DATA. 

The responsibility budget is prepared by Gas Operations. Gas Operations 

prepares a detailed monthly budget every year for Operations and Maintenance 
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(O&M) costs. Duke Energy Kentucky reviews every aspect of Gas Operations’ 

O&M activities by individual Federal Energy Regulatory Commission (FERC) 

3 account. The Company performs a historical analysis of the O&M accounts and 

4 uses this as a starting point. The Company arialyz,es whether any unusual 

5 conditions caused any category of O&M costs to be higher than normal and 

6 adjusts estimates accordingly. Gas Operations also analyzes whether there are 

7 any new O&M activities that will occur in future years that are not reflected in 

8 previous years’ costs. For example, the Legacy Camera inspections discussed in 

9 my testimony is a program Duke Energy Kentucky developed that will involve 

10 significant new O&M costs. For such programs, we estimate the costs required 

11 for that particular new O&M activity for the budget period, and we ad,just our 

12 estimate of O&M costs accordingly. We prepared these detailed estimates of 

13 O&M costs for the 2009 annual budget, which served to provide the last six 

14 months of the base period in this proceeding. The results were then given to Mr. 

15 Lee for use in the preparation of the financial forecasts for the base period and the 

16 forecasted test period. 

V. CAPITAL EXPENDITURE BUDGET PROCESS 

17 Q. PLEASE GENERALLY DESCRIBE THE PROCESS FOL,LOWED TO 

18 DEVELOP DUKE ENRGY KENTUCKY’S GAS OPERATIONS CAPITAL 

19 BUDGET FOR THE NEXT FIVE YEARS. 

20 A. 

21 

The capital budget consists of three major categories: Blanket Projects, Specific 

Pro,jects and the module portion of the AMRP. We use different methods to 

22 forecast the capital expenditures for each type of construction work. 
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I Blanket Prqjects consist of load growth projects, equipment replacement 

2 projects, government mandated projects and capital expenditures associated with 

3 

4 

capital tools and building upgrades. Load growth pro,jects involve new main 

installations related to general growth in Duke Energy Kentucky’s customer load. 

5 

6 

7 

Government mandated pro,jects consist of street improvement pro,jects and other 

construction projects Duke Energy Kentucky is required to undertake by permit. 

We develop the blanket capital expenditure budget for these projects 

8 

9 

10 

through a qualitative review of historical data. We compare the previous three- 

year average installation footage to the historical trend to determine whether any 

unusual factors existed during any year for the historical data, such that the data 

11 for that year should be discounted or a forecasted footage for the current year 

12 should be used. We then prepare a three-year average cost. The average cost is 

13 multiplied by the prqjected footage to develop the budget. We use specific cost 

14 pro,jections related to a particular project, to the extent that such information is 

1s available. For example, government entities notify us about many street 

16 improvement projects well in advance, and we prepare the capital budget for these 

17 

18 projects. 

items by incorporating the projected cost for the known parameters of these 

19 Specific Projects are larger projects that Duke Energy Kentucky can 

20 

21 

identify in advance which are needed to maintain system integrity, or are initiated 

by governmental entities for public improvements. System integrity projects are 

22 projected by computer modeling when areas of the distribution system have 

23 deficient minimum pressure levels. We budget for Specific Projects based on 
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engineering cost estimating methods for labor and material costs, based on the 

known scope for each project. The costs are generated by historical costing data 

based on past projects and adjusting to current resource and material trends. 

The module portion of the AMRP is a proactive program to replace the 

cast iron and bare steel in the system that is twelve-inches in diameter or less. We 

use a rating system to select mains for replacement based on the likelihood of 

future incidents and based on a ten-year schedule for completing the AMRP. We 

prepare the budget for the module prqjects by using average unit prices to 

complete the AMRP program on a ten-year schedule. 

We prepare a five-year forecast for these capital expenditures, including 

retirements, each year. This information is used for the annual budget and the 

five-year forecasts discussed by Mr. Lee. Gas Operations is responsible for 

preparing the capital expenditures budget (except for gas meters, information 

technology and corporate initiatives) used by Mr. Lee to develop the forecasted 

test period financial data. I am also responsible for preparing the capital 

expenditure budget (except for gas meters, information technology and corporate 

initiatives) for 2009, 2010 and 201 1. I do not apply future loadings for 

construction overhead costs when developing the capital budget. Instead, these 

loadings are added after I supply the capital expenditures, in the course of 

preparing the Gas Operations’ budget. 

VI. SCHEDULES SPONSORED BY WITNESS 

21 Q. WHAT PORTIONS OF THE COMPANY’S FILING REQIJIREMENTS 

22 10(9)(d) AND 10(9)(h)(8) DO YOU SPONSOR? 
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A. 

Q. 

A. 

Q. 

A. 

I sponsor the O&M information used in filing requirement (FR) 10(9)(d), which is 

the annual and monthly budget for the twelve months preceding the filing date, 

and the monthly budget detail used in the preparation of the base and the 

forecasted test period. I also sponsor the information on mix of gas supply and 

the purchased gas expense in FR 10(9)(h)(8) arid supplied i t  to Mr. Lee. 

HOW WAS THE MIX OF GAS SUPPLY AND PURCHASED GAS 

EXPENSE DETERMINED FOR BUDGETING PIJRPOSES? 

Duke Energy Kentucky meets its natural gas supply requirements through natural 

gas purchases, withdrawals from interstate pipeline storage, and output from its 

Erlanger PropandAir Plant. Forecasted storage withdrawals are determined based 

on the pipeline tariff requirements regarding minimum and maximum monthly 

withdrawal rights, seasonal storage balance requirements and historic withdrawal 

rates. Propandair utilization is forecasted based on historic averages. All 

remaining forecasted natural gas requirements are met with purchases. Assuming 

normal weather, purchases make up 89.9% of annual gas supply, storage 

withdrawals 9.9% and propandair 0.2%. The purchased gas expense was 

determined by applying the projected cost for these components. 

PLEASE DESCRIBE SCHEDULE B-4.1. 

Schedule R-4.1 is a list of projects that have a budget estimate in excess of 

$100,000 that are projected in Construction Work in Progress (CWIP) as of 

January 3 1, 20 I 1. This schedule presents the percent complete for each project as 

of January 3 1, 201 1, based on both elapsed time and total expenditures. For the 

projects on lines 1 and 2, the amount in column H is not the CWIP balance at 
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1 

2 

3 Q. 

4 A. 

5 

6 

7 

8 

9 Q* 

10 A. 

1 1  

12 

13 

14 

15 Q. 

16 A. 

17 

18 

19 

20 

January 3 1, 201 1. 

during the year but there will be a balance in CWIP at that date. 

PLEASE EXPLAIN FR 10(9)(b). 

FR 10(9)(b) provides the budget for Duke Energy Kentucky’s gas capital 

expenditures for 2009, 20 10 and 20 1 1. I provided the underlying information for 

this filing requirement to Mr. Lee, using the niethodology I discussed earlier in 

my testimony. Mr. Lee used this information to prepare Duke Energy Kentucky’s 

forecasted test period financial data. 

PLEASE EXPLAIN FR 10(9)(f). 

FR 10(9)(f) requires the applicant to list all major construction projects, defined 

as projects five percent or more of the annual construction budget within the 

three-year forecast. Although Duke Energy Kentucky does not have any 

individual projects meeting this criterion, projects have been grouped by category 

and these categories are listed on FR 10(9)(f). 

PLEASE EXPLAIN FR 10(9)(g). 

FR 10(9)(g) requires the applicant to list certain cost information, in aggregate 

form, for all other construction pro,jects not listed on FR 10(9)(f) within the three- 

year forecast. I prepared this information for these projects, using the 

methodology I discussed earlier in my testimony for preparing the Gas Operations 

capital expenditure budget. 

Portions of these projects will have been placed in service 
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VII. CONCLUSION 

1 Q. WERE SCHEDIJL’ES B-4.1, (FR) 10(9)(d), (FR) 10(9)(h)(8) (FR) 10(9)(b), 

2 

3 

4 A. Yes. 

FR 10(9)(f) AND FR 10(9)(g) OBTAINED OR PREPARED BY YOU OR 

UNDER YOUR DIRECTION AND CONTROL? 

5 Q. DOES THIS CONCLUDE YOUR PRE-FILED DIRECT TESTIMONY? 

6 A. Yes. 
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VERIFICATION 

State of Ohio ) 
) 

County of Hamilton ) 

The undersigned, Gary J. Hebbeler, being duly sworn, deposes and says that he is 

General Manager, Gas Engineering for Duke Energy Business Services, Inc., and he has 

personal knowledge of the matters set forth in the foregoing testimony, and that the 

answers contained therein are true and correct to the best of his information, knowledge 

and belief. 

Gary J.Wk%eler, Affiant 

Subscribed and sworn to before me by Gary J. Hebbeler on this ay of June, 
2009. 
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