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21 1 Sower Boulevard 
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Re: In the Matter of the Joint Appli ation 

139 East Fourth Street, R 25 At /I 
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Cincinnati, Ohio 45201-0960 
re/ 513-419-1837 
Fax 513-419-1846 
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Dianne B Kuhnell 
Senior Paralegal 

f Duke Energy Corporation, Duke Energy 
Holding Carp., Deer Acquisition Corp., Cougar Acquisition Corp., Cinergy Corp., 
The Cincinnati Gas & Electric Company and The TJnion Light, Heat and Power 
Company for Approval of a Transfer and Acquisition of Control, Case No. 2005- 

Dear Mr. Derouen: 

In the Settlement Agreement in the above-referenced case, Duke Energy 
Kentucky, Inc. (Duke Energy Kentucky) made several merger commitments. Attached 
herein are: 
1. An original and ten copies of the Public version of the Final Report Audit of 

Merger-Related Agreements-Duke Energy Kentucky in response to Merger 
Commitment No. 12; 
A Confidential version of the Report is enclosed under seal with an original and 
ten copies of the Petition Of Duke Energy Kentucky, Inc. For ConJdential 
Treatment Of Information Contained In The Liberty Consulting Group 's Final 
Report Audit Of Merger-Related Agreements Dated May 19, 2009. 

2. 

Please file stamp the two copies of this letter and the Petition enclosed herein and 
return in the enclosed return-addressed envelope. 

Dianne B. Kuhnell ' 
Senior Paralegal 

cc: Hon. Dennis G. Howard, I1 
Hon. David E. Spenard 
Won. Michael L. Kurtz 
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COMMONWEALTH OF KENTTJCKY 

BEFORE THE PUBLIC SERVICE COMMISSION 

In the Matter of: 
P bi E 1.1 C SERVICE 

CO NI Iv11 s s I ON 

Joint Application of Duke Energy Corporation, 
Duke Energy Holding Corp., Deer Acquisition 
Corp., Cougar Acquisition Corp., Cinergy Corp., ) Case No. 2005-00228 

The IJnion Light, Heat and Power Company for 

) 
) 

The Cincinnati Gas & Electric Company, and ) 

Approval of a Transfer and Acquisition 1 
of Control ) 

) 

PETITION OF DUKE ENERGY KENTTJCKY, INC. 
FOR CONFIDENTIAL TREATMENT OF INFORMATION 

CONTAINED IN THE LIBERTY CONSULTING GROTJP’S FINAL REPORT AUDIT 
OF MERGER-RELATED AGREEMENTS DATED MAY 19,2009. 

Duke Energy Kentucky, Inc. (Duke Energy Kentucky or Company), pursuant to 807 

KAR 5:001, Section 7, respectfully requests the Commission to classify and protect certain 

information provided in Liberty Consulting Group’s Final Report Audit of Merger Related 

Agreements Duke Energy Kentucky (Audit Report). The Audit Report was required by 

Merger Commitment No. 12 as set forth in the Order issued by the Commission in Case No. 

2005-00228. The information Duke Energy Kentucky seeks confidential treatment 

(Confidential Information) includes but is not limited to: (1) a summary of 2007 affiliate 

transactions across the Duke Energy Corporation holding Company structure (Duke Energy); 

(2) overall governance and labor charges, including labor to and from affiliates across Duke 

Energy; ( 3 )  Corporate allocation percentages from various departments to Duke Energy 

Kentucky; (4) inter-company charges to affiliates and detailed requests for service to 

affiliates. All of the above-described Confidential Information contains sensitive business 
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and financial information, the disclosure of which would injure Duke Energy Kentucky, and 

its affiliates, and compromise the companies’ respective competitive positions and business 

interests. 

In support of this Petition, Duke Energy Kentucky states: 

1. The Kentucky Open Records Act exempts from disclosure certain commercial 

information. KRS 61.878 (l)(c). To qualify for this exemption and, therefore, maintain the 

confidentiality of the information, a party must establish that disclosure of the commercial 

information would permit an unfair advantage to competitors of that party. Public disclosure 

of the information identified herein would, in fact, prompt such a result for the reasons set 

forth below. 

2. The Commission approved the merger of Duke Energy and Cinergy Corp. in Case 

No. 2005-00228. As part of its merger commitments, Duke Energy Kentucky agreed to have 

an independent audit of the various service agreements approved as part of the merger. The 

first Audit Report was recently completed by Liberty Consulting Group and the Audit Report 

was developed. The Audit Report details a comprehensive audit of the various agreements 

and by necessity the Audit Report describes sensitive financial information and other 

business operations of Duke Energy Kentucky as well as the other parties to the various 

agreements. Duke Energy Kentucky on its own behalf, as well as on behalf of the other 

entities whose financial and business operation information is described in the Audit Report, 

respectfully request that certain limited information described in this petition be withheld 

from public disclosure and be maintained under seal. 

3. The Confidential Information contained in pages 7-8 and 24 depicts summaries of 

affiliate transactions including costs. Disclosure would make public the operating costs of 
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not only Duke Energy Kentucky, but also of its affiliated regulated utilities and affiliated 

non-regulated companies under the Duke Energy Holding Company structure, which are 

permitted to provide one another goods and services under Commission- approved 

agreements. Disclosing this information would provide Duke Energy Kentucky’s 

competitors, as well as competitors of its sister utilities and non-regulated affiliated 

companies with insight into how the utilities in the Duke Energy Holding Company structure 

operate. This information could provide a distinct competitive advantage to vendors in 

bidding for and securing new contracts for services to Duke Energy Kentucky, not to 

mention its affiliates. It could also provide a competitive advantage to a competitor of Duke 

Energy Kentucky, its sister utilities mentioned in the Audit Report, and the affiliated nan- 

regulated companies listed. 

3. Pages 49, S 1-64 and 72-73, 102 of the Audit Report list and describe information 

regarding overall charges from Duke Energy Business Services (DEBS) to Duke Energy 

Kentucky, its sister utilities, and its non-regulated affiliates. The information includes, but is 

not limited to, labor charges for the individual business units, corporate governance 

allocations, Duke Energy Kentucky’s allocated costs for various departments, and costs for 

the various utility operating companies and non-utility affiliates in Duke Energy. Public 

disclosure would afford vendors a distinct competitive advantage in bidding for and securing 

new contracts for services provided to Duke Energy Kentucky and its affiliates. Disclosure 

would also afford an obvious advantage to competitors of Duke Energy Kentucky or any of 

its listed affiliates, in any contractual negotiations and would necessarily impair Duke Energy 

Kentucky’s or its affiliates ability to negotiate with prospective contractors and vendors. 
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4. The Confidential Information contained in tables and charts on pages 80-99 details 

the charges, for loaded labor, materials, vehicle expense, outside services, and journal entries 

by and between the regulated utilities and non regulated affiliates in Duke Energy. The 

information also includes descriptions and estimated and actual costs of specific services that 

were requested during the audit period by and between the various companies in Duke 

Energy. These services were performed according to the various Commission -approved 

service agreements. The information would afford competitors of any of the named 

companies, a distinct competitive advantage in bidding for and securing new contracts for 

services. It would give competitors keen insight on how the various named entities operate 

and what the exact costs include. Further, public disclosure would afford an obvious 

advantage to competitors in any contractual negotiations and would necessarily impair Duke 

Energy Kentucky’s ability to negotiate with prospective contractors and vendors. 

5 .  The Confidential Information contained in pages 105-106 pertains to the 

Commission-approved Utility Money Pool Agreement. The Money Pool Agreement allows 

the parties to more efficiently use cash by pooling daily excess and deficits of funds. The 

Confidential Information details the participation levels of all of the parties to the agreement, 

including Duke Energy Kentucky. It also includes Duke Energy Kentucky’s monthly 

borrowing under this agreement. This information is maintained internally by Duke Energy 

Kentucky personnel, is not on file with any public agency, and is not available from any 

commercial or other source outside Duke Energy Kentucky. Releasing the information will 

give potential creditors and lendors insight into sensitive and confidential financial 

operations of Duke Energy Kentucky. 
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6 .  The aforementioned Confidential Information in all pages listed is distributed 

within Duke Energy and Duke Energy Kentucky only to those employees who must have 

access for business reasons, and is generally recognized as confidential and proprietary in the 

energy industry. 

7. The information for which Duke Energy Kentucky is seeking confidential 

treatment is not known outside of Duke Energy. 

8. Duke Energy Kentucky does not object to limited disclosure of the confidential 

information described herein, pursuant to an acceptable protective agreement, to the Attorney 

General or other stakeholders with a legitimate interest in reviewing the same. 

9. In accordance with the provisions of 807 KAR 5:001 Section 7, the Company 

is providing the Commission one copy of the Confidential Material highlighted and ten 

copies without the confidential information. Duke Energy Kentucky has taken steps to only 

seek confidential treatment of the sensitive information contained in the responses, and in the 

interest of disclosure is only seeking confidential treatment of specifically identified 

information. 

WHEREFORE, Duke Energy Kentucky, Inc. respectfully requests that the 

Commission classify and protect as confidential the specific information described herein. 

277208 5 



Respectfully submitted, 

DUKE ENERGY KENTUCKY 

Senior Counsel 
Amy B. Spiller (853009) 
Associate General Counsel 
139 E. Fourth Street, 25 AT I1 
P.O. Box 960 
Cincinnati, OH 4520 
(5 13) 41 9-1 852 (telephone) 
(513) 419-1846 (facsimile) 
e-mail: rocco.d’ascenzo@duke-energy.com 

CERTIFICATE OF SERVICE 

The undersigned hereby certifies that a copy of Duke Energy Kentucky, Inc.’s 

Petition for Confidential Treatment of Information Contained in The Liberty Consulting 

Group’s Final Report Audit of Merger-Related Agreements dated May 19, 2009 was served 
d. 

on the following by overnight mail, this ‘&day of May 2009. 

Honorable Dennis G. Howard, I1 
Honorable David E. Spenard 
Assistant Attorneys General 
1024 Capital Center Drive, Suite 200 
Frankfort, Kentucky 4060 1 
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PUBLIC SERVICE 
CO Ml ikl IS S I Q M 

Final Report 
Audit of Merger-Related Agreements 

Duke Energy Kentucky 

Public Versiori 

Presented to: 

The 
Kentucky Public Service Commission 

65 Main Street 
Quentin, Pennsylvania I7083 

(717) 270-4500 (voice) 
(71 7) 270-0555 (facsimile) 

a d r n i n ~ : ' l , i b e r t ~ C o ~ ~ s u l t i ~ ~ ~ G r ~ u p . c o m  (e-mail) 

May 19. 2009 
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ntroduction 

A. Purpose of This Report 
On November 29, 2005, tlie Kentucky Public Service Coinniissiori (KyPSC) issued its Order in  
Case No. 2005-0028 approving the acquisition and transfer of controls of IJiiion Light, Heat and 
Pou er Conipany (tJLH&P), later renamed Duke Energy Kentucky, Inc. (DE-Kent-~iclty), as part 
of tlie merger between Cinergy Corp. (Cinergy) and Dulte Energy Corporation (Dulte Energy). 
Tlie KPSC approved five merger-related agreements among UHL&P and affiliates: 

0 

0 Operating Companies Service Agreement 
0 

0 Utility Money Pool Agreement 
0 Agieement for Filing Consolidated Income Tax Returns and for Allocation of 

Service Company Utility Service Agreement 

Operating Company/Non-utility Companies Service Agreement 

Consolidated Income Tax Ldiiiities and Benefits. 

Tlie KPSC also appoved an Agreed Stipulation that contains 46 merger commitments. Merge] 
Condition No. 12 has particular relevance to this audit. This condition states as follows. 

Applicciiits coiiiiiiit to iiiipleiiieiit rriiel iiiaiiitciiii cost iillocutioii pi-oceclirr-es thrr t  i t  i l l  
c i~~oi i i jd i~h  tJie obpt ive  of pirveiiting ~ i . ~ ) , ~ . ~ - , s i ~ ~ ? , s i ( l i ~ ~ i i i ~ ~ i i ,  u i d  he piqw*eel to  
firllv tli.\clo.w rill ullocciteil cmts ,  the poi-tioii ullociited t o  IILH&P, coiiiplete 
cleteii1.s oftlic' cillocutimi iiictliocls, m r 1  jiistifir-ciiioii foi- the r i i i i o i i i i t  i i i i d  tlie iiieikod. 

Under tlie Condition, DE-Kentucky committed to periodic comprehensive independent tliird- 
party audits, conducted no less often tlian e w y  two years. of affiliate transactions under the 
agreements. 

Duke Energy selected The Liberty Consulting Gioup (Liberty) to perform tlie audit work. Tliis 
I eport addresses the results of L.iberty's audit of tlie five mergei -related agrecmcnts affecting 
DE-Kenhiclty 

B. Scope 
Tlie scope of the audit includes a review oil: 

Deteimining DE-Kenhicky's compliance with tlie five merger-related affiliate 
agreements 
Exaniining DE-Kentucky's affiliate transactions between Jaiiuary I ,  2007 and December 
3 1 ,  2007 undertalen pursuant to the merger-related agreements 
Rev i ew in g cost a 1 location fact ors i n the Ser1.i c e Company Uti 1 it y Service A greeni en t 
Assessing the adequacy of cost allocation ~nanuals. policies. procedures. and activities 
associated \vi111 affiliate transactions and cost allocation and assignment 
Verifying througli sampling that affiliate transactions are conducted in compliance ia.itli  
applicable requirements and tliat they are s~pported by the required documentation. 
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C. Report Structure 
This report has nine chapters. Cliapter I provides an introduction. Chapter TI provides a brief 
overview of the three merger-related agreements that apply to services provided among affiliates: 
the Service Company Iltility Senrice Agreement, the Operating Companies Service Agreement. 
and the Operating Company/Non-utility Companies Service Agreement. The second chapter also 
outlines commission reporting requirements for affiliate transactions. Chapter 111 addresses the 
accounting-related issues relevant to the service agreements. 

The Service Company Utility Service Agreement is complex- This report addresses the issues i t  
raises in two separate chapters. Chapter IV addresses service company cost allocation methods. 
Chapter V addresses service company charges 

Chapter VI presents the results of Liberty's review of the Opei ating Companies Service 
Agreement and the Operating Conipany/Non-utility Companies Service Agreement. CIiapter VI1 
describes the results of Liberty's testing to determine how effectively the company has 
implemented its methods to price. account for, and report affiliate transactions. 

Two merger-related agreements address Jinancial matters. First is the LJtility Money Pool 
Agreement, which Chapter VI11 of this report addresses. Second is the Agreement for Filing 
Consolidated Income Tax Returns and for Allocation of Consoliclated Income Tax L.iabilities and 
Benefits, wltich Chapter IX of' this report addresses. 
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IT. Service Agreements and Commission Reporting Requirements 

A. Background 
Three of the inei ger-related agreements are service agreements that cover certain transactions 
between DE-Kentucky and its affiliates. These agreements are: 

0 

0 Operating Companies Service Agreement 
0 

Service Conipany Utility Service Agreement 

Operating Coiiipany/Non-utility Companies Service Agreement. 

The parties to these agreements include, among others, tlie following subsidiaries, for which 
Duke Energy Corporation is the ultimate parent: 

0 The former Cinergy utilities 
o The Cincinnati Gas &. Ekctric Company (CG&E), later renamed Duke Energy 

Ohio, Inc. (DE-Ohio) 
o PSI Energy, Inc. (PSI), later renamed Duke Energy Indiana, Inc. (DE-Indiana) 
o Union L,ight, Heat and Power Conipany (TJLtIRrP), later renamed Duke E.nergy 

I<enhicky, Inc. (DE-K entucky) 
o Miami Power Corporation (Miami Power) 

e The former Duke Power utility, later renamed Duke Energy Carolinas. LL.C (DE- 
Carolinas). 

DE-Ohio provides electric and gas service in southwestern Ohio, and also owns and operates 
non-regulated generation assets. DE-Kentucky is a wholly-owned subsidiaiy of DE-Ohio: DE- 
I<entucl<v purchases. sells. stores, and tiansports natural gas, and generates. sells. and distributes 
electricity. in several counties in Kentucky DE-Indiana generates. sells. and distributes 
electricity in  portions of Indiana 

DE-Kentucky filed final veisions of the agreements dated April 3. 2006 with the KyPSC in early 
2006 The company filed agreement aiiiendments 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 report chapter: (a) discuss the results of L.ibe1-ty.s examination of 
the reasonableness of tlie language and tenns of these three agreements. and (b) provide an 
ovei-view of conin~ission reporting requirements relevant to this audit. 

R. Findings 

I .  Service Agreements 
There are two main categories of services provided among DE-Kentucky and its affiliates under 
tlie three service agreements: 

0 Shared sei-vices provided to DE-Kentucky and other affiliates by Duke Energy Business 
Senrices (DE,BS) and Duke E.nergy Shared Services (DESS) 
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H urnan Resou r ces Accounting 
Public Affairs Legal 

Investor Relations Planning 

TI ansoortat ion Rates 

e LJtility-related services provided among DE-Kentucky and its utility and non-utility 
affiliates. 

Powei EngineeIingiConstruction 

Electric System Maintenance 

L I .  Sei-vice Conipnii~v Utili fv Service A,rn-eenierit 

The parties 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 collectively foiiii the Service 
Company. The agreement addresses the Service Conipany's provision of the 23 business 
finictions listed in the following table. 

Power PlanningiOpei ations 

T&D Engineering,'Constr~iction 

En\.il-onniental. Health and Safety 

I Mete] s 1 Mate] ials Management 1 Faci 1 i ties I 
I Fuels I Rights of' Way 1 Marketing/Custonier Relations I 

Appendix A to tlie Senrice Company Agreement describes the services and the methods for 
determining charges for these services. There is a separate agreement between the Service 
Company and non-utility affiliates. The terms, i.c. .. 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 hnction. Fully 
embedded costs form the basis for the pricing of services under the agreement. The agreenient 
defines these costs as the suiii of direct costs, indirect costs, and costs of capital. The Appendix 
to the Ser\.ice Company Agreement sets forth certain accounting requirements. The Sei-vice 
Company must maintain records of eniployee-related expenses and other indirect costs for each 
functional group within the Service Company. Charges for salaries are to he based on time 
records. computed on the basis of employee labor costs plus fringe benefits, indirect labor costs, 
and payi-011 taxes. Indirect costs for each fiinctional group are to be directly assigned when 
identifiable to a particular activity, process. p j e c t .  responsibility center, or work orcler. When 
not specifically identifiable, the iridirect costs of a fi~nctional group are to he distributed "in 
 elationsh ship to tlie directly assigned costs of'the Function." 

The Service Company should directly assign charges for. sewices that i t  performed for- a single 
company. Work often applies to two or imre conipanies. a class 0 1  conipanIes. 01- 311 companies, 
however. l n  those cases, the Service Conipany may allocate the charges among the companies. 
Appendix A specifies which allocation ratio is used for each Service Company function: the next 
table lists these ratios. 
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Electric peak load Number of customers 

Revenues 

Squaie footage 

Nuinber of PC uoi hstatioiis 

1 Nuinbei of eiiiplovees I C onsti-uction expendituies I Number of CPU seconds I 
Inveiitoi y Proctii eiiient spending 

Gioss margin Labor dollars 

Net plant. property. and equipment Generating tinit MW capability 

I Transmiasion circuit iniles 1 Distiibution ciicuit iniles I Number of IS servers I 
Appendix A provides a brief delinition for each of these allocation ratios. Tlie Appendix also 
defines a generd allocator; i e.. tlie *'threefactor forniula" ratio. This allocator is the weighted 
average of three otlier defined ratios: ie.. tlie gross margin ratio, labor dollars ratio, and plant, 
property, and equipinent (PP&E,) ratio. Tlie Service Company Agreement defines gross niargin 
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 otlier cost of sales. 

Tlie Service Company Agieement obligates tlie Service Company to render to each client 
company sewed a niontlily statement containing tlie billing information necessary to identiflr tlie 
costs charged for that month. The client conipany must remit all cliarges to tlie Service Company 
by tlie end or the nionth in which i t  received the bill. 

Tlie agreement requires tlie SciTice Company to allow access to its accounts and records, 
including the computation o f  allocations. nccessaiy for a state commission or consumer 
representative to review a utility's operating rcsults. Tlie Service Company received no such 
requests for such a ieview during tlie audit period 

b. 0 i x w i t i i i . p  Coiiiiitiriies SL'I-IVCL' A , p i - w i i i u i t  

Duke Energy's operating public utilities (DE-Carolinas. DE,-lndiana, DE-Kentucky. DE-Ohio, 
and Miami Po\ver) comprise the parties to the Operating Companies Service Agreement 
(Operating Agreement). The Operating Agreement autliorizes the utility parties to perfonn 
services for one another i n  areas such as engineering and construction, operation and 
maintenance, installation. equipnient testing, generation technical support, environniental. health 
and safety, and procurement. A utility p m y  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 perfonn sen.ices in  accordance with fornial Service Requests. Utilities niust 
directly charge for all provided services at fully embedded cost, which includes direct costs. 
indirect costs. and costs of capital. 

The Operating Agreement obligates tlie service provider to render to each client company a 
monthly statement refleciing tlie billing inforniation necessary to identify tlie costs cliaryxl for 
that month.. The client company must remit all charges to the provider by tlie end of tlie month in 
which i t  received the bill 
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The agreement contains language regarding arnendnients, terniination, liability, and 
indemnification. It also incorporates by reference "DE-Carolinas Conditions, **  which state that 
for transactions involving DE-CaIolinas priced at anything other than fully enibedded cost, DE- 
Kentucky must provide. 30 days prior to entering into tlie transactions, written notice to the state 
corn~nission staff arid cons~inicr representative explaining the nature and benefits of the proposed 
transaction. 

L'. Opei-rifiii,rl Coiiii?Liii1./Noii-ritilitv Coiiipciiiies Sei?ice A.rlrceiiieiri 

The parties to the Operating Company/Non-utility Companies Service Agreement (Non-utility 
Agreement) coinprise DE-Kentucky, on the one hand, and non-utility affiliates who execute the 
agreement, on the other 11and. Tlie t e r m  Qf the Non-utility Agreement largely follow those in the 
agreement among the operating compinies. The Non-utility Agreement. liowever, includes more 
de tailed 1 ia bi 1 i ty and indemnification 1 anguag e. 

Parties must perform service in accordance with formal Service Requests, and pricing niust be 
based 011 fully enibcddecl costs. DE.-Kentucky may perform tlie same services (e.g.. engineering 
and construction and equipment testing) for a non-utility affiliate as i t  does for other utilities. 
Non-utility affiliates may provide sei-vices in such areas as inforniation teclinology (IT) services; 
monitoringt sunreying. inspecting. constructing: locating, and marking of overhead and 
underground uti 1 i ty fac i I i t i  es: m et er reading; materia 1 s man a g en1 en t ; v eg e t a t i on ma nag em en t ; 
and marketing and customer relations. Tlie parties may also lend employees to one another, 
provided that such loans do not interfere with the utility-s responsibilities or business operations. 

The Non-utility Agreement obligates the service provider to render to each client company a 
niontlily stateinent reflecting the billing information necessary to identify tlie costs charged for 
that month. The client company must remit all charges to tlie provider by the end of the month in 
which i t  received tlie bill. 

2. Commission Reporting Requirenients 
L,ibeity ieviewed tlie DE-Kentucky annual reporting requiiements for affiliate transactions in 
general and transactions under tlie five merger-related agreements covered by this audit in 
particular. 

Title 807 of the Kentucky Administrative Regulations sets forth the requirements foi the Annual 
Report that DE-Kentucky must file with the KyPSC The report contains, among other things. a 
description of incidental and non-regulated activities of DE-Kentucky. a list of non-regulatcd 
affiliates and a biief description of their activities. and copies of s e n k c  agreements I t  also 
contains a desci iption of a n y  changes to tlic Cost Allocation Manual and an updated manual as 
appropriate. 

Kentucky Revised Statute (KRS) 278.2205 specifies that any utility engaging in a non-regulated 
activity whose revenue exceeds tlie amount provided for incidental non-regulated acti\iities under 
KRS 278.220.3(4)(a) must develop and maintain a Cost Allocation Maii~ial. By this statute. the 
Cost Allocation Manual niust include the following: 

o A list of regulated and non-regulated divisions within tlie utility 
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Q A list of all regulated and non-regulated affiliates to which tlie utility provides services or 
products and where tlie affiliates provide non-regulated activities 
A list of the services and products provided by tlie utility. an identification of each as 
regulated or noli-regulated, and the cost allocation method generally applicable to each 
category 
A list of incidental, non-regulated acti\ities subject to the statute provisions 
A description of tlie natme of transactions between the utility and the affiliate 
For each I-Jnifonii System of Accounts (LJSoA) account and sub-account, a ieport that 
identifies: 

o Whether tlie account contains costs attributable to reglilated operations and non- 
regulated operations 
Whether the costs are joint costs that cannot be directly identiiied 
A description of the method used to apportion each of these costs. 

0 

0 

0 

0 

o 
o 

The stahite requires tlie Cost Allocation Manual to be updated \vitIiin sixty days of a material 
change. DE-l<entucl<y, in addition to this updating r~equirement, reviews its CAM and voluntarily 
provides a CAM update as part of its Annual Report. Overall respoiisibility for liling the Cost 
Allocation Manual lies with the Legal Group: however. various departments are responsible for 
maintaining and p r o 4 i n g  infomiation, including: 

e 

0 

The Corporate Secretary: maintains tlie list of regulated and noli-regulated affiliates 
The Products and Services Departnient: tracks services offered by DE-Kentucky in the 
service tenitory 
The Accounting Department: tracks affiliate transactions and incidental noli-regulated 
activities 
The Legal Group/Corporate Secretary: maintain copies of affiliate service agreements 
The Rate Department” tracks 1JSoA accounts. 

e 

e 

0 

Under KRS 278.2205: DE,-Kentucl<y is not required to quantify and report its annual affiliate 
transactions. However, for inforniational pui-poses, DE-Kentuclq’ includes as an attachment in its 
Cost Allocation Manual a suniniaiy level listing of “products and sei-vices provided by DE- 
I<enhicky for its affiliates, and services provided by tlie afliliates to DE-Kentucky,“ excluding 
those with the Service Company. The listing groups the products and services in relatively broad 
categories for which it provides total dollar amounts. The follow in^ table summarizes that 
1 is t i ng .. 
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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 Non-utility Agreement. Tlie largest volume of 
transactions involves services provided by DE-Ohio to DE-Kentucky, a la1 ge portion of which is 
goveriied by other agreements. Accounting ~~ersonnel estimated that approximately $1 8 inillion 
of the $62 iiiillioii of senrices provided by DE-Ohio related to agrcements other than the 
Operating and Non-utility Agreements DE-I<entucky receives ceilain products and seivices 
from DE-Ohio related to the tiansfer of Miami Fort Unit 6 and tlie Woodsdale aiid East Bend 
gerieratioii stations. For example, tlie Facilities Operating Agreement allows DE-Kentucky to use 
certain equipment owned arid operated by DE-Ohio necessaiy to provide service This equipment 
iiicludes certain step-up transformer banl<s at  the three gcnei ating stations. The Miami Fort 6 
Operating Agreement requiies DE-Ohio to opeiate Unit 6 on DE-Kcntucky‘s behalf, arid to 
provide mateiials, fuel, equipment. and services as needed 

Accounting personnel use data on inter-company charges, along with selected inter-coinpany 
sub-ledger account data, to prepare the summary level listing of affiliate transactions. Liberty’s 
testing work found that the dollar amounts include charges that are not tiiily affiliate 
transactions, such as inventoly transfers or invoices paid on behalf of an affiliate. Accounting 
personnel include sub-ledger charges that i t  believes relate to affiliate transactions (such as 
transmission revenues), but the process for idcntif$ng such charges is not exhaustive. Liberty 
therefore observed that the listing includes some amounts that i t  should not, arid may miss others. 

C. Conclusions 

1 .  Tlie tliree merger-related service agt-cements coritairi siifficieritly comprehensive and 
appropriate ternis and coiiditioiis to provide baseliiies for measuring compliance 
effecti\~eness and to prevent inappropriate cross-subsidization. 

The three merger-related service np~eements provide infomintion adequate to describe the 
relationships between the parties. tlie nature of the sen ices provided, and the method of charging 
for services. Tlie contract provisions that price corporate and utility-related senlices at hilly 
einbedded cost are reasonablel arid consistent with practice within the industry. Such pricing 
provisions. if implemented appropr’iately. provide adequate protections against cross- 
subsidization. The Service Company Agreement also makes clear tlie preference for dii,ect 
charging over less direct allocation methods. The itse of direct charging should help to minimize 
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the opportunities for one affiliate to subsidize another through the charges it pays for individual 
corporate services. 

2. DE-Kentucky is not required to report to the Commission the quantity and dollar value 
of transactions under the merger-related agreements. 

DE-Kentucky operates under general reporting requireinents ~melated io affiliate relationships, but 
is not required to identify arid quantify its afliliate transactions in general and its transactions 
under the merger-related agreements in particular. 

D. Recommeiidations 
Libert. has no reconimendations regarding the service agreements 01 reporting requirements. 
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Accounting Systems and Processes 

A. Introduction 
This chapter provides an overview of the acco~mtirig systems used to record affiliate transactions 
under the three merger-related service agreements. Liberty also discusses the company's 
approach to time reporting, pay1 011, and the calculation of labor charges. 

The former Cine1 gy organization and former Duke Power 01 ganization had separate accounting 
systems dui iiig the audit period. This separation required coliinion accounting procedures and 
progiainming to allow financial dala to flow between the systeins in a comprehensive, accurate. 
and reliable fashion. It was also important that the systems treat similarly the material 
components of fully allocated costs. which iriclude labor expenses and labor loaders such as 
payroll taxes, fringe benefits, unproductive time, and incentives. 

The methods for determining costs directly charged or allocated among affiliates under the tlvee 
inergel -related service agreements needed to be well defined and understood by relevant 
personnel This chapter discusses Liberty's review of available documentation in this mea, and 
addl esses coinpliance with contract billing requireinents. 

B. Findings 

1. Accounting Systems 
The Business Data Management System (BDMS) operates as Cinergy's legacy accountii~g 
system. BDMS filnctions as the general ledger. Various feeder applications include accounts 
payable. lixed assets, transpoi-htion, and work management applicationsl plus a journal entry 
tool.. Tlicsc applications post to BDMS throughout the month. The BDMS system processes 
charges to and froni DESS. DE-Kenlucky, and other legacy Cinergy affiliates. 

The Financial Management Information System (FMIS) operates as the legacy Duke Poww 
accounting system. FMIS is a PeopleSoft system wi th  gena a1 ledger, accounts receivable. 
accounts payable. asset n~anagenicnt, project costing, contract. and billing applications. The 
FMIS system processes charges to and from DEBS, DE-Caiolinas, and other legacy Duke Power 
a ffi 1 i a tes. 

Each legacy system has its own general ledger and account numbering approach. The parent uses 
Hype1 ion Financial Management (HFM) to report consolidated financial results Data from the 
legacy Cinergy BDMS general ledger and the legacy Duke FMIS general ledger flow to a 
Finance Information Hub. \x,liicli Dule Emrgy uses to generate certain financial reports. The 
corporation converted the entire company to PeopleSoft effectivc July 2008 

Each legacy system Iias its own terminology and nietliotl of operation. and each uses a code 
block (BDMS) or chart field (FMIS) that comprises a set of elements that classify financial 
information. The code blockicliart field contains multiple elements that describe live aspects of a 
financial t i  ansaction: 

When defines the timing of the work perfhi mecl 
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e 

0 

e 

e 

Who: identifies who perforriied the work on whose behalf 
What: defines the nature of the work performed 
How: defines the resource(s) used to perforni the work 
Where: identifies the location(s) the work was perfornied or pel formed for 

Tlie corporate organization consists of thousands of responsibility centers (RCs). which roll up 
into other higher level responsibility centers based on reporting responsibility. FMIS records an 
accounting entry for a direct charge transaction by designating: (a) an RC code representing the 
u.01 k group performing the service, and (b) an operating unit (OU) code representing the group 
for which the work was yerfornied The OLJ code can be specific or not; for example. it can 
designate a particular plant 01 just fossil/hydro plants in general. The business unit receiving the 
charge designates the OU code to which the amount should be charged The accounting entry 
also includes an accou~itlprocess/project nuniber, resoui ce type (e g., labor, inaterials, outside 
contractor). and amount; the FERC account nuniber is usually embedded in tlie accounting code 
block nuinbering. For allocated charges, tlie OU code represents an allocation pool, such as 
governance or enteipiise accounting. The FMIS system processes allocation pools at month-end, 
distributing the charges according to tlie appropriate allocation pool percentages. 

Transactions that BDMS captures produce an accounting entry that typically includes a 
responsibility center similar to an RC code, a line of business (LOB) code that is sirnilar to an 
011 code, resource type, account/work code, amount, and corporate/business unit designation. 
Tlie LOB indicates whether the amount is to be directly cliarged or allocated. BDMS creates 
journal entries each time i t  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 
percentages that FMIS uses to process the particular allocation pool. There exist therefore huge 
volunies of journal entries on the BDMS side. because, unlil<e FMIS, it  does not accuniulate 
charges in a pool and then allocate the pool at month-end. Instead, BDMS allocates them as they 
are incurred. 

Prior to the mergci ( in  tlie September to October 2005 tiniefrarne). tlie conipaiiies started 
developing a method for putting together an ETL. (extract. translate. and load) interface for the 
BDMS and FMIS systems. The purpose ofthe ETL. is to translate data from FMIS to BDMS and 
fioni BDMS to FMIS. The ETL procedures translate one 01 more account numbers in one system 
into the corresponding account nuniber in  the other system The companies were in the design- 
and-build stage through December 2005. and coiiducted eight to tn elve weeks of system testing, 
beginriing in January 2006 Tlie companies started using the ETL. logic to transfer actual data for 
Lip111 2006. 

The system executes the ET1 logic daily The ETL. programs essentially comprise an account 
mapping logic. Teams fi-om both tlie legacy Duke Power and Cinergy 01 ganizations worked 
together to establish tlie mapping structure and set up k n o ~ - n .  defined tra~~slations. There is not a 
one-to-one match between the acco~int nuinbei s in BDMS and those in FMIS. For example, 
BDMS may have ten separate accounts that all map to one account numbe~ 011 tlie FMIS side. I n  
another case, FMIS niay have a n  account number with no match on the BDMS side 111 this last 

Pngc I I 
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case, accounting personnel must create a new account number in BDMS. 111 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 Cinei-gy work code. and the Duke Power project number. 

L,iberty asked for a description of any audits performed by either internal or external auditors of 
the ETL logic that the accounting systcnis use to transfer and translate accounting and 
ti ansaction data. The intenla1 auditing group perfoimed an April and May 2006 integrated 
financial and IT audit of the processes and conti 01s for translating accounting information 
between the FMIS and BDMS systems. The purpose of the audit was to evaluate the design and 
implementation of the detailed translation tables and the controls over financial data mapping. 
The audit also evaluated the IT infrastructure that supports these piocesses The scope of the 
audit was sufficiently broad. Some of the topics of tlie audit included reviews of: 

0 

0 

0 

0 

e 

e 

0 

0 

There 

Set-up phase of financial niapping 
Controls and processes for handling exceptions 
New projectiactivity set-up 
Translation table change piocess 
ETL. access controls. change nianagement. and version controls 
IT infrastructurc associated with ETL. 
Data processing, en or management. backup. and recovery 
End usel suppoi t 

have been no subsequent audits of the ETL. Liberty did not perform any independent 
testing of the ETL. logic 

2. Time Reporting, Payroll, and Labor Charges 

Payrolls for the legacy Cinei gy organization and the legacy Duke Power organization are 
processed separately. Legacy Cinergy-s payroll was piocessed in house; Hewitt began processing 
legacy Cinergy payroll i n  January 2008. Non-exempt personnel are paid either on a weekly or bi- 
weekly basis. Generally such employees must submit a time sheet in order to get paid. Exempt 
employees are paid on a semi-monthly basis: they submit time sheets each pay period to record 
exceptions and additional pay 

Hcwitt Associates processes payroll for tlie legacy Duke Power companies. Non-exempt 
personnel are paid on a bi-weekly basis: these employees must subniit a time sheet in  order to get 
paid. Exempt employees are paid on a iiionthly basis: some of them submit time monthly to 
record exceptjoits to their fixed labor distributions. 

Ltgacy Cinergy uses the L.abor Data Capture System (LDCS) as its time reporting tool. A11 
L,DCS manual pro\.ides general guidelines for reporting exception and non-exception time. and 
provides instructions about the on-line time reporting system. Employees subinit time sheets 
weekly. or. i f  labor documents are system-generated. sign copies of the exception labor 
documents that are kept on file. L.egacy Duke Power uses Workbrain as a time reporting tool. All 
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bi-weekly time must be autliorized either electronically or manually. Regardless of method, each 
Duke Energy employee is responsible for reporting time to a timekeeper, consistent with 
carp ate policy and business unit requirenients, 

Overall, the Service Company has no formal written guidelines for wliere an employee should 
cliarge time, Le., direct charging or charging time into specific utility-, enterprise-, or 
governance-level allocation pools. Tlie IT department, however, does maintain a brief document 
that provides assistance to its employees in determining which of the five main types of IT 
allocation pools ( c g . ,  mainframe services, PC support) cover specific work activities. When an 
employee performs work for affiliates, the business unit( s) requesting tlie charge indicates how 
and wliere the employee should charge time, i e . ,  as direct charges to specific OU codes or into 
specific allocation pools. Charges from tlie same employee 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 recoid time charges to entities other than those on tlie fixed labor 
distribution. as well as to record any unpoductive paid hours such as holidays, vacations, and 
sick days. In some cases. tlie conipanies also set L I ~  non-exempt or union employees with fixed 
labor distributions. 

The Cinergy time ~-eporting syslem. LDCS. disrributes tlie labor, wliicli is then posted to BDMS. 
The legacy Dulw Power organization outsources its payroll to a provider that uses a PeopleSoft 
system to process payroll. Tlie vendor provides sunimary-level inforniation to tlie Duke Power 
Labor Distribution System (LDS), wliicli sends tlie inforniation on to FMIS. Both payroll 
systems maintain detailed infomiation, which can be used by business units to trace data back to 
the individual employee level i f  needed. 

The FMIS accounting system automatically applies labor loaders for fringe benefits, payroll 
taxes, unproductive time; and incentives. Accounting personnel enter into FMIS tlie percentage 
for each labor loader item each ~nontli. These rates typically remain constant for most of the year. 
Accounting personnel record actual costs for these four labor-related costs in separate accounts 
that they n~onitor to Inalw sure that the rates i t  has been applying are staying in line with actual 
costs. Accounting personnel typically ad,just loader rates in tlie fourth quarter to clear any 
residuals compared to actual costs. 

For DE,-Carolinas. the fiinge benefit and payroll tax percentafes are consistent: but the 
incentives and unproductive time percentages niay differ by departnient. Tlie percentages for 
unproductive time are consistent. however, across all employees in  a given department and 
f~iilriction.. In some cases. a department niay decide that  i t  wants to apply to labor tlie costs 
associated u ' i th  actual unproductive time in  lieu of using a syeciiic fixed rate, in which case the 
rate applied to labor charges 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 peicent to entity B Assume fiiitlier that tlie total nurnbei of hours in a particular month is 
160. Aftel payroll has been processed, LDS creates journal entries to record the filly-loaded 
labor dollar amounts associated with 80 hours to both entities A and B. If the employee actually 
worlced 10 Iiouis for entity C during the pay period, and reports i t  on an exception time sheet, 
then L.DS during tlie true-up process creates additional Journal entries. Tlie systeni will book tlie 
dollar amount associated with the 10 hours to entity C, and credit both entities A and B with the 
dollar amounts associated with five hours each. Tlie systeni uses the default distribution to 
determine how to assign the credits. I f  in this example tlie employee actually worked the 10 
hours for entity C in lieu of 10 hours for entity A, the employee would have to submit a more 
detailed exception time sheet to specify work o f70  hours for entity A, 80 hours for entity B, and 
10 hours for entity C in order for FMIS to create the correct journal entries Some employees 
find that they must submit an exception report every inoritli because their labor disti-ibutions are 
so variable 

After the legacy Cinergy organization processes payroll, BDMS creates .journal entries to record 
labor charges. BDMS applies to labor charges pre-determined loader rates for fi-inge benefits, 
payi-011 taxes, and unproductive time. The BDMS loader rates differ fYom those used in  FMIS. 
Fringe beneiit rates for the legacy Cinergy organization, for example. are significantly higher 
than those of the legacy Duke Power organization. Accounting personnel perform aruiual studies 
during the budgeting process to calculate the applicable loading rates for payroll taxes, 
unproductive labor, and fringe benefits. 

Accounting monitors Iiow closely the rates that BDMS applies for benefits, ~xryroll taxes, and 
unproductive time follow actual costs during the year. Accounting personnel typically perfoonn a 
true-up at yea1 -end. using jm-nal entries to make coirections. Accounting spreads con-ecting 
entries to business entities based 011 their share of direct and allocated labor costs. However, 
accounting personnel record any correcting entries at a high level, and as such the corrections are 
not traceable to specific transactions.. Tlie Cinergy organization does not a110w its deparhients 
the option of using actual unproductive time in a given nionth versus a ilat rate, as does DE- 
Carolinasl because BDMS cannot accommodate this approach.. 

Throughout 2007, the accounting group began making nionthly entries to record incentives. 
Accounting records incentives at a high level; incentives are not directly associated with 
indi\.idual labor- charges: 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 on 
indi\idual labor charges. 

On the legacy Cinergy side. there is no set rule for when i t  processes exception time reports. In 
some cases. an exception time report may get processed during the pay-011 process as actual 
rime, depending upon when i t  was submitted in relation to \&.hen the pay1011 is processed. In other 
cases. the systeni processes exception time sheets alier regular payroll has been ~un. Some 
gt'oups I-ecluir-e their employees to complete time sheets every \&;eel<. 

' No ti-ue-up is needed foi non-exempt and union employees that submit time sheets M i t h  actual laboi distributions 
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I ~ I S  BDRIIS' 
$20.00 $20.91 
SO.00 520.91 

During the prior audit of DE-Carolinas, L,iberty reviewed examples of FMlS and BDMS exempt 
and non-exempt labor charge calculations. Tlie persoiuiel provided printouts fioni the time slieet 
reporting system, showing default labor distributions, base salaries, and actual hours worked, 
and supporting time sheets. They also demonstrated how each system calculated hourly labor 
charges. as well as how it calculated the aniouiits for fringe benefits, taxes, unproductive tinie, 
and. in the case of DE-Carolinas, incentives. Liberty concluded that tlie processes for calculating 
labor charges were reliable. L,iberty reviewed several additional exaniples during this a d i t  and 
was satisfied that the process remained reliable. 

DE-Carolinas has a cost allocation nianual that contains guidelines for transactions between it 
and affiliates. The manual states that overtime woikcd by non-exempt employees should first be 
applied to work performed for affiliates, unless there is a documented reason not to do so. There 
is no ofiicial corporate policy to that affect. however. Tlie treatment of overtime by DE- 
Kentucky and DE-Carolinas differs, in part driven by how each legacy utility calculates tlie labor 
charges in  oyertime situations. 

BDMS calculates direct labor charges by using an average hourly rate method FMIS, on the 
other hand. prices overtime and regular time hours separately. A simple example involving 80 
hours of regular time and eight hours of overtime illustrates the result 01 this difference. Tlie 
following table ~unirnar ize~ how each system would price labor, assuming a regular time hourly 
rate of 520 and a n  ovei time rate of $30. 

FMlS would charge $30 per hour, or $240.00, in base labor costs to tlie afliliate for eight hours 
of wor,k. This result confonns to DE,-Carolina's policy of charging overtime by utility employees 
to arliliates. BDMS would charge $20.91 per hour. or $167.28. BDMS does not charge affiliates 
tlie full cost associated with the overtime. Instead. i t  spreads the cost of overtime over all hours 
worl<ed.. As a result, any overtime is averaged out so that i t  is spread across a11 work activities 
perfomied (and entities supported) by the employee during the pay period. During 2007, if a 
C'inerglr utility employee worked regular hours for his or lier home organization and overtime for 
an affiliate, the utility would subsidize tlie cost of overtime. If a DE-Carolinas utility employee 
worked regular hours at his or her home organization and overtinie hours for an affiliate, tlie 
utility would not subsidize the cost of overtime. Accounting indicated that i t  ceased calculating 
overtime in  BDMS this way beginning in 2008. BDMS now calculates separate regular and 
overtime rates, and charges the overtime rate to tlie business uni t  responsible for tlie overtime. 

Labor rates for legacy exempt Duke Power employees are calculated by taking the monthly 
salary divided by 173.33 IIOLII-s. On tlie FMlS side, the hourly rates remain constant over the 
year. E,mployees do not charge overtime: but normalize hours worked to represent the standard 
hours per pay period. The labor rates for legacy exempt Cinergy employees will fluctuate, 
because BDMS calculates an average hourly rate using semi-monthly salary divided by actual 

~ 

L3ei i i  ed by adding 80 hours (N $20 pel houi and 8 hour5 ((I Si0 pei houi a i d  c h  idiiig the total by 88 
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l iou~s cliarged, wliich would include overtime. The BDMS and FMIS approaches differ in how 
they calculate hourly rates for exempt employees; nevertheless, they should yield the same 
charges for time worked. The BDMS hourly rate will 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. 

Tlie process for calculating exempt labor rates changed beginning in January 2008. BDMS no 
Innger calculates an average rate; it calculates iates in the same fashion as FMIS. The rates for all 
exempt employees are now calculated on a semi-niontlily basis that uses 86.66 hours. 

Tlie BDMS and FMIS systems handle overtime by lion-exempt Service Company employees in 
the same way that they handle overtime by utility employees. During 2007, overtime hours 
worked by DE.BS non-exempt employees were cliarged at overtime rates; overtime hours worked 
by DESS non-exempt eniployees were cliarged at an average liourly rate. 

Both accounting system have the ability to hack filly loaded labor cliarges. FMJS can track 
these charges down to the individual transaction level, because it fully loads individual labor 
charges to business  ini its. BDMS can track loaded labor charges to the individual transaction 
level, but it cannot capture the actual incentive portion of these charges to the indi\/idual 
transaction level. 

3.  Billing 
The Service Conipany Agreement, Operating Agreement. and Non-utility Agreement al l  require 
tlie service provider to render a monthly statement to each client coinpany reflecting "the billing 
information necessaiy to identify tlie costs charged for that month." None of these agreements 
defines tlie infonnational requirenients nioi'e fully. Tlie agreements also state that the client 
conipany must remit all charges to the provider by the end of the month in which it  receives the 
bill,, 

Tlie Service Coinpany does not issue inter-company bills or invoices for affiliate transactions.. 
Business units can I-un system queries to view the charges allocated to them. but the Service 
Company provides no routine reports to tlie business units.. Senrice Company montlily reports for 
the Treasuiy Group detail outstanding inter-company balances related to its services for, the prior 
month. Charges between DESS and Midwest affiliates are settled monthly. There iras no routine 
settlement for inter-company charges involving DEBS tlirougli the end of 2007 and the 
corporation did not move cash among companies on a monthly basis. Beginning i n  2008, DEBS 
settled acco~ints payable charges with DE,-Carolinas several times a month. Service Company 
governance charges to utilities are settled ~~eriodically a t  Treasury's discretion. 

Affiliates other tlian the Service Company also do not issue inter-company bills or invoices. The 
Se r-v i c e Coni pan y pro vi des nion t I i I  y reports to tlie Treasury G I - ~ L I ~  on ou t s t and i ng i n t er-corn pan y 
balances involving these affiliates. Tlie Treasury Group inoiiitors the inter-company positions. 
and ~~eriodically settles tlie balances at its discretion or when tlie balances are outside certain 
]~arameters.. 
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4. Documentation of Affiliate Transaction Accounting Methods 
Corporations generally maintain docuiiientation of their accounting, financial I eportiiig, and 
related controls and policies: however, they are soinetimes written at a relatively high level, and 
typically do not provide thorough guidance on how to process individual affiliate transactions. 
Affiliate transaction documentation should be sufficient to establish clear rules for piicing all 
services, should provide for clear and consistent mctliods for price determinations. and should be 
in accordance with requirements established by regulatory standards. 

Dui ing the prior audit of DE-Cai olinas. L.iberty reviewed with accounting personiiel the 
corporation's on-line documentation of accounting, financial reporting, and related controls and 
policies. Liberty found that intcnial controls and financial controls policies were written at a very 
high level. The corporation's written policy regarding accountjiig for affiliate transactions 
consisted of a few general statements. specifically: (a) all intei -company transactions will be 
recorded, (17) inter-company account balances will be reconciled, and (c) discrepancies will be 
i e s o h ~ d .  The docuinentation set out roles and I esporisibilities i n  general terms, but piovided no 
real detail on how to process individual affiliate transactions. 

Utility corporations with a service company typically maintain a f o ~ m d  accounting manuaI that 
expresses the definitive statement of a company's policies and procedures on distributing costs 
aniong subsidiaries, provides a reference on the subject for employees, and serves as a repository 
of information as to why particular kinds of costs are distributed in  specific ways. Liberty 
noriiially reviews a company's manual to determine if i t  is reasonably complete, and whether i t  
would provide suflicient guidance in pricing sei-vjces. In paiticular, the company's methods for 
directly charging. directly assigning. or allocating charges should be clear and adequately 
doc uni en t ed . 

DE-Kenhicky's affiliate utility DE-Carolinas maintains such a nianual. which provides a 
description of the treatment of Service Company costs and defines "liilly distributed cost." I t  also 
sets forth a priority for h o ~  Service Company costs should be disti-ibuted to business units. in 
deci easing order of preference 

0 

0 

0 

Direct charged to the extent possible 
Distributed to the applicable business units using specific percentages if  kno\vn 
Allocated to thc business units receiving the benefit using reasonable allocation niethods. 

The DE,-Carolinas inanual contains a listing of the allocation percentages used to distribute 
Service Comyany governance-. ente~prise-~ and utility-level pools during the audit period. I t  also 
contains guidelines for affiliate transactions other than those involving the Sewice Company. 
including cost allocation. o\wheadl and transfer pricing i-ules.. L.iberzy was able to use the DE- 
Carolinas manual as a refei-ence document regarding Service Conipany charges. DE-Kentucky is 
not required by the KyPSC to have a similar affiliate transaction accounting nianual and does not 
have one. 

5. Internal Audits 
Conipany internal audits offer an  opportunity to evaluate how effectively the corporation 
conti-01s its affiliate transaction procedures and policies. L,iberty requested copies of reports of 
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audits conducted by Dulte Energy’s intenial audit group during 2007 that addressed: (1) Service 
Company allocations, (2) services provided between DE-Kentucky and its utility affiliates, or ( 3 )  
services provided between DE-I< entucky and its non-utility affiliates. 

Internal auditing provided a May 18, 2007 report titled “U.S. Franchised Electric 24 Gas (FE&G) 
State Affiliate Code of Conduct (Kentucky) Audit * *  The audit ieviewed compliance with 
I<entucIty law I elated to transactions between DE-Kentucky arid lion-Service Company affiliates 
during 2006. 

The iiitemal audit group found that the roles and responsibilities for producing the annual Cost 
Allocation Manual portion of tlie Aiinual Report filing were not clearly defined, and 
recoiiiniended that DE-Kentucky find ways to improve by July 2007 the process for pulling 
together the inlbniiation needed for the report. DE-Kentucky implemented a new process for the 
purposes of generating the 2007 report. 

The coiporation maintains a Service Request Database that keeps track of Service Request 
Fomis. These forms are used to fornialize tlie afliliate transaction approval and accounting 
processes. In  2007, the utility affiliates were not consistently using the forms. The intenial 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 
charges had been authorized, and (2) verifying that services were priced at fully embedded cost. 
The 1 eport noted that DE-Kentucky rates. accounting, and similar groups would meet to discuss 
tlie procedures for ensuring that proper pricing was put in place. including the DE,-Carolinas 
recluirement for asynimetrical pricing. I t  also noted that regulatory accounting would develop a 
process and documentation, which would include confiiming that transactions were authorized, 
and that these would be in place by tlie end of 2007. The latest vel-sion of this documentation, 
dated March 2008, sets forth a process for a review perfoi-med at least quarterly of Service 
Request F o r m  and affiliate transactions that includes: 

0 

e 

0 

0 

Confh-rnjng that a Service Request Fonii is in place, and if  not. creating one 
Verifying that accounting infomiation, such as responsibility center, is correct 
Reviewing charges above a given dollar threshold level, and spot checking others 
Confiniiing that pricing is consistent with the service agreements, affiliate guidelines, and 
codes of conduct. including DE.-Carolinas asymmetrical pricing requirements 
TI-aclting charges to Service Request Forins and investigating charges not tied to a 
specific Service Request Form. 

The sporadic use of Service Request Foniis created a problem for DE-Kentucky, which uses tlie 
S e n k e  Request Database as the basis for generating the list of transactions i t  wluntarily 
includes in its Cost Allocation Manual filing. The audit froup found that certain affiliate 
t i -ansa~t i~ns had been recorded manually in tlie general ledger via journal entries. and had not 
undergone the ii~rnial Service Request Fomi process. Internal audit stated that. even if someone 
recorded an affiliate transaction directly in  the general ledger. he or she still had to get formal 
approval before niaking the journal entries. The accounting system did not prevent tlie use of 
manual journal entries to record affiliate transactions. but the accounting group used training to 
educate personnel not to use this approach in tlie fi~ture. 
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The internal report also iiidicated that training program were needed to educate personnel in 
Iiow to charge time directly assignable to a utility or non-utility company. and that tliis finding 
applied to both utility personnel and Service Company 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, wliile a training plali and schedule 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 tlie company to 
incorporate the conversion from BDMS to 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 tlie service agreements. I t  stated that management deemed appiopriate the process by 
which the Treasury group inanaged inter-company balances. Lherty discussed this issue in a 
previous section of this chapter 

C . C 011 cl II sioiis 

1 .  The legacy Dulie organization and the legacy Cinergy organization niaintain separate 
accounting systems, which complicates recordkeeping for affiliate transactions. 

Both the FMIS and BDMS accounting system have their own unique terminology and methods 
of operation. Tlie organizations have put into place an ETL. interface. which is essentially 
account number iiiapping logic, to translate data from FMIS to BDMS and from BDMS to FMIS. 
The ETL interface aggregates data. As a result, some of the transaction detail in BDMS does not 
cany over to tlie FMIS system, wliich the corporation uses to report consolidated financial 
results. The FMIS and BDMS systenis also do not perfomi the accounting associated with 
affiliate transactions in tlie same way. For example, FMIS has tlie ability to accumulate charges 
into a particular cost pool and allocate tlie pool to business units at month’s end. The BDMS 
system cannot accoinniodate cost pools and must distribute each pool-tdwe cost as i t  is recorded. 
Tlie system creates separate accounting entries to distribute tlie charge to business ~tiiits in  h e  
same percentages that FMIS uses to process tlie corresponding allocation pool. 

Tlie corporation moved to one accounting system in July 2008, which should eliminate these 
complications. 

2. The legacy Duke and Cinergy organizations process payroll separately and apply labor 
loaders in different but iiot inconsistent ways. 

Both companies process their payrolls siniilarly. gene1 ally setting up default labor distributions 
and performing true-ups to actual time sheet data as needed. Tlie methods by which the FMIS 
and BDMS systems record data after the payroll process are different. I i o ~ e \ ~ e r .  The FMIS 
system automatically applies to labor costs specific loader rates for payioll taxes. fringe beneiits, 
and incentives: it  also typically applies an  unproductive time loader, altliougli departments have 
the option to m e  actual costs rather than a set rate. Accounting personnel monitor tlie difference 
betn-een the loader rates and actual costs. and adjust the rates as needed to eliminate any 
dilferences. 
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Tlie BDMS system autoniatically applies to labor costs specific loader rates for payroll taxes, 
fringe benefits, and unproductive time. Departments do not have the option to use actual costs 
for unproductive time. Accounting monitors tlie difference between tlie loader rates and actual 
costs; it does not modify the rates but instead uses liigh level Journal entries to routinely record 
ad.justments. BDMS does not apply an incentive loader; accounting personnel use high level 
journal entries to record them. 

Both companies apply the appiopriate loaders to labor costs However. Cinergy cannot trace 
fully loaded labor charges to the individual affiliate transaction level, as FMIS can. because it 
uses high level journal entries to record incentives and to record true-up adjustments. Company 
plans to consolidate payroll processing and accounting systems in 2008 would eliminate these 
differences. 

3. Labor directly charged to affiliates by legacy Cinergy companies, including 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 liigh level. As a result, labor directly charged from DE-Kentucky does not contain a 
cost component for incentives, which iesults in charges at less than fully distributed cost 
Company plans to consolidate payroll processing and accounting systems i n  2008 will eliminate 
this problem. 

4. The legacy Duke and Cinergy organizations calculated the hourly labor rates 

The FMIS and BDMS systems derive hourly labor charges for non-exempt 01- union labor 
differently foi cases in which overtime is involved. BDMS deliyes one average hourly rate for 
both regular and overtinie worked. FMlS derives two different rates, one for I-egular time and a 
higher one for overtime. During the audit period, BDMS charged an averagc rate for both regular 
and overtime hours. which means that overtime work is partially subsidized by regula1 work” Tlie 
approach to pricing mrcrtinie should be the same across the organizations The legacy Cinergy 
organization ceased calculating overtime in this fashion beginning in 2008, and now calculates 
separate regular and overtime I ates. which coi-rects the Imblem. 

differently lor employees working overtime in a given pay period. 

It is not clear, howe\:er^, that the policy regarding tlie entity to which overtime should be charged 
is tlie same for the legacy Duke Power and legacy Cinergy organizations.. DE-Caro1ina”s policy 
is that ox’ertinie worked by non-exempt employees should first be applied to work pei-fornied for 
affiliates. unless there is a documented reason not to do so. Its calculation and application of 
separate o\w-tinie rates is consistent with tlie policy. Tlie current policy for DE-Kentucky is to 
charge overtime hours worked during a pay period to the business unit causing the need for 
overtime. The application of these two policies may or may not yield the same results i n  similar 
circun~s~ances. The applicable ~netliod should be consistent across the co~po~-ation and i r  sliould 
be forma 1 1 y (1 oc um en t ed I 

5. Affiliates do riot f o l l o ~  the procedures set out in the Service i\greenients regarding 
moiithly bills and payments. (Rc.c.oiiiiiicii~ltrtior7 # I )  
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The Service Company Agreement, Operating Agreement, and Non-utility Agi eenient all require 
that the service provider render a monthly statement to each client company reflecting the billing 
infoniiatioii necessary to identify tlie costs charged for that month. A client coinpany must remit 
all charges to the provider by tlie end of the month in which i t  received tlie bill. 

The corporation conducted no routine settlements for inter-company charges unclcr the Operating 
Agreement and Non-utility Agreement. The Treasury Group monitors 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 Coml~any Agreement are 
settled monthly. Tlu-ougli the end of 2007, there was no routine settleriient for inter-company 
charges under the Service Company Agi eement involving DEBS. and tlie corporation did not 
move cash among companies on a monthly basis. 

6. DE-Kentucky does not maintain a formal affiliate transaction accounting manual. 
(Re~.~ii~iii(-.~idrrtioii #2) 

Liberty considers i t  to be best practice for any utility with a sentice company. or with sei-vice 
agreements among utility and non-utility affiliates, to maintain a formal affiliate transaction 
accounting manual. Such a nianual should provide a general description of Service Company 
functions and definitions of the alloca~ion ratios used to distribute costs not othcnvise directly 
charged or assigned, and should list the allocation percentages for each functional cost allocation 
pool. The manual sho~ild provide guidelines for transactions involving the utility to assist 
employees in implementing the accounting requireinents regarding affiliate transactions. I t  
should also describe the appropriate method to derive Service Company direct charge rates and 
to derive direct billing rates that reflect fully distributed cost for charges between utility and non- 
LI ti 1 i ty a ffi 1 i a tes . 

Best practice foi a foimal affiliate transaction accounting mariual i~icludes mole than mere 
compilations of policies and procedures. Exaniples of supplemental material that is very useful 
include copies of memoranda. analyses, and invoices that sen e as models. documentation. 
examples. and instructions on how to distribute costs among affiliated businesses. a nieaniiigf~il 
inti oduction. and an  explanation of its contents. 

DE.-Kentucky does not have a fonnal affiliate transaction accounting manual as described by 
L.iberty.. Its affiliate, DE-Carolinas, does have such a manual: i t  provides a tlescription of the 
treatment of Service Company costs, defines "fully distributed cost." and sets forth a priority for 
how Service Company costs should be distributed to business units. The DE.-Carolinas manual 
also contains guidelines for affiliate transactions other than those involvilig the Service 
Company. including cost nflocation and transfer priciiig I-ules. 

7. Major recomniendations of an internal audit report identifying shortconiings in the 
affiliate ti-ansaction approval and accounting process have been implcmcnted, but the 
provision of training lias been unduly delayed. (Rc~.oiiiiiic~iirItrrrolr #?) 

The internal auditing group ieported that utility affiliates \I ere not consrstently using Service 
Requcst Foi ins. a hich the company uses to fonnalire the afftliatc transaction appi 01 a1 arid 
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accounting process under the Operating Agreement and Non-utility Agreement. The internal 
audit report indicates that responsibilities arid 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 docunientation. dated Maich 2008. and found 
it adequate. 

Internal audil ing found that certain affiliate traiisactioiis had been recorded manually in the 
general ledger via journal entries, and had not undergone the fonnal Service Request Form 
process, although accouiiting personnel did secure pi oper approvals before inaking the entries. 
BDMS does not block the use of manual Journal entries to recoid afliliate transactions, but the 
accounting group used training to educate personnel not to use this approach in the future. 

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 implemented a new process for generating the 2007 report. 

The internal report indicated that training programs were needed to educate utility and Service 
Company personiiel in how to charge time directly assignable to a utility or lion-utility company, 
and that such a tiaining program would be developed by year-end 2007 The conipany developed 
a tiaining plan arid schedule, but suspended development of an actual training program. 
ostensibly because i t  had not yet decided upon a system for time reporting 

The report also states that management deemed the process whel eby the Treasury group 
inanages inter-company balances as appropriate to settle affiliate trimsactions I. iberly discusses 
this issue in a separate conclusion 

D. Reconimendations 

1 .  Conform billing and settlenieiit procedures to the languagc of the Service Agreements. 
(Coiiclirsioir #.5) 

Liberty disagrees with maiiagenient’s opinion, as reflected in a recent internal audit ieport. that 
the Ti easury Group’s nianagement of inter-conipany balances as needed is an appropriate 
method to settle affiliate transactions. Failure to settle inter-company balances 111 a timely fashion 
is equivalent to a “fiee loan” between affiliates. The parties to the Operating Rgieenient and 
Non-utility Agreement should render invoices and make settlenients inonthly. 

During the audit period. DEBS did not settle charges monthly: houever. starting in 2008 the 
coiporatioii settles at least ~nonthly both DEBS and DESS chaiges under the Service Company 
Agi eenient The Service Company still does not rendei invoices. aiicl the parties should do so or 
amend the wording in the agreement. 

2. Develop and maintain a formal affiliate transaction accounting manual. (Coiiclrisioi? #6) 

While DE-Carolinas has a formal cost allocation manual. DE-Kentucky does not. The Midwest 
comw-sion to the FMlS accounting system i n  mid-7008 provides a good opportunity for the 
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Service Company and utilities to develop a new affiliate transactions accounting manual 
applicable to all affiliates, including DE-Kentucky. 

3. Complete time reporting training for all relevant employees by the end of the year. 
(Coriclrrsion #7) 

The co~yoratiori‘s internal audit report indicated that training programs were needed to edrtcate 
utility and Service Company personnel in how to charge time directly assigriable to a utility or 
noli-utility company. The corporation should finalize its choice of a time reporting system. 
develop an appropriate training program, and cornplete training of its einployees by the eiid 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 om3. Duke Energy coiisolidated the two service conipanies into one entity as 
of July 1, 2008. The next table suminarizes the direct, allocated, and total charges corn DEBS 
and DESS to individual business units for the year 2007 
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Human Resouices 
Public Affairs 

Investor Relations 

Transportation 
Materials Management 

Rights of Way 

Power Planning and Operations 
T&D Engineering and Construction 

B. Findings 

Finance 

Inteinal Auditing 

Executive 

lluman Resources 

Public Affairs 

Public Policy 
Investor Relations 

1. Service Company Functions 
The next table lists the 23 fiinctions that the Service Conipany provides.' 

Y 
Y 
Y 
Y 
Y 
Y 
Y 

Y 

Y 
Y 
Y 

tioiis 
Accounting 

Legal 
Planning 

Rates 
Facilities 

Mal ketingKustomer Relations 
Environmental. Health and Safety 

E' 
Y 
Y 
Y 
Y 

Although not speciiied in the agreement, the Service Company separately distinguishes many of 
the business functions i t  provides into three service levels: governance-level. enteiyrise-level, 
and utility-level services. Goveniance-level service functions generally relate to the highest level 
activities necessary for a11 entity to exist and operate as a corporation. such as preparation of 
financial statements and U.  S.. Securities and Exchange Conmission (SEC) reports. Enterprise- 
level services typically involve a business function that the Service Conipany performs for all 
entities. Utility-level services are those provided only to the operating utilities within the holding 
cornpany structure. A specific Service Company cost allocation pool applies to each fhct ion and 
service level. 

The following table identifies the service levels a t  which each function may be provided 

' The Scnice C ompan!, has defined additional areas siicli as corporate de\ elopiiient and public polic) as sub- 
fun c t i on s \\,it h i n these functions. 
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Y Y Y 
Y Y 
Y Y Y 
Y Y Y 

Y Y 

Y Y Y 
Y Y Y 

Meters 

- Fuels 

Rates 

Powel Engineeiing and Construction 

M ai keting/Custoinei- Relations 

Some hnctions consist only of utility-level services specific to regulated utility companies; the 
next table lists tlicm. 

Electric System M ain t enance 

Rights of Way 

Power Planning and OpeIations 

T&D Engineel ing and Construction 

Tlie Semice Company accuinulates tlie costs that it cannot directly charge or assign into various 
functional cost pools, and then allocates them to the business units. The DE.-Carolinas affiliate 
transaction accounting manual contains a detailed cost distribution cliart listing the applicable 
sub-fiinctions of each Service Company function. For example, the infoi-niatioii systems function 
contains five sub-functions: mainframe support, PC support, server support, coiiimuiiications 
systems. and inariageiiient support. The chart also lists the service-level allocation pools fbr each 
fiinction and sub-fiinction. Tlie Seivice Conipany has separate enterprise-level and utility-level 
allocation pools for its PC support sub-fiinction, for example. The cliart also lists for each pool 
the percentage of the pool that the Service Compaiiy allocates to each imjor business unit. For 
example: the Iiuiiiaii resources f~iiictioii uses separate governance, enterprise, and utility cost 
pools, of whicli DE,-Kentucky receives 2. I 1 percent, 2.13 percent: and 2.42 percent. respectively. 
As noted earlier, DE-Kentucky does not Iiave a17 affiliate transaction accounting manual. and 
L.iberty used tlie allocation percentages shown in the DE-Carolinas manual for  this audit. 

Tlie 2007 DE-Carolinas iiianual lists 7.5 separate functional cost allocation pools. although the 
Service Conipaiiy does not necessarily use them all. There remain, however. about SO additional 
allocation pools from before the inergel- of Ciiiergy and Duke Power. These additional aIlocation 
pools pertain specifically and are only charged to Midwest business units. including DE- 
Kentucky. The DE-Carolinas manual therefore does not list them. Althougli i t  has defined nearly 
80 Midwest-only pools, DESS currently uses only 40-50 of tlieni. These pools are a caiiyover 
h i 1 1  the legacy Cinergy organization. and refl ecl the way in which legacy DESS provided 
se i~ ices  to legacy Ciriergy affliliates. S o m e  of these pools pertain only to DE-Ohio and its 
subsidiary DE,-Kentucky, and arise because of the organizational and staffing relationship 
betvzeen the two utilities. DE,SS lins been ~k-orking to reduce the number of Mid\i~st-only 
allocation pools since the merger. The Service Company expects that tlie number  will decrease to 
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nta I 161 

perhaps 20-25 pools as the legacy Cinergy organization converts its accounting system to FMIS 
in mid-2008. 

Shared Services 

Client cornpanies are not required to utilize all Service Company functions. During the annual 
budget cycle, client cornpanies have an opportxnity to review projected costs from tlie Service 
Company. They may address any concerns or questions about charges for a particular service 
fiinction at that time. There is otheiwise 110 process in place to amend, alter, or rescind a service 
as discussed in Section 1.3 of the agreement. 

nta I - 2  3 399 

2. Service Company Organization 
DE,BS provided traditional corporate support services ( e g  , accounting and human resources) to 
Duke Power and its affiliates prior to tlie merger. Cinergy's service company (renamed DESS), 
by contrast, provided a broader range of services. Cinergy centralized many utility support 
functions, such as engineering and construction. fuels, and power planning, in its service 
company in order to provide them coininonly to its utilities, DE-Indiana, DE-Kentucky, and DE- 
Ohio. Duke Energy adopted a similar approach with DEBS after the merger, beginning a process 
of moving to DEBS utility-related functions previously perfonned in the Duke Power utility 
organization. I t  also decided to centralize other functions at DEBS. Those functions include 
human resources and IT, which had previously been perfonned on a decentralized basis. These 
changes required moving to DEBS many utility eniployees; DE-Carolinas officially transferred 
approximately 2,000-2,100 employees to DEBS as of Janualy 1, 2007. 

The following table indicates the number of employees in  DEBS and DESS before and after the 
merger. 

Service Company Employees 
DEBS I DESS 1 

Shaied Services 

1 Total I 3.449 I 2,560 I 
The figures for DE,SS for March 2007 reflect the movement of some corporate departments to 
DE,BS and tlie acceptance by some DESS employees of early severance and retirement. In 
addition to the influx of DE-Cal-olinas employees. tlie figures for DEBS for 2007 rellect a net 
movement of approximately 70 employees to Spectra as part of tlie spin-off of the Duke E,nergy 
gas business i n  January 2007. Accounting personnel stated that this net movernent resulted from 
the transfer of 92 DE.BS eniployees to Spectra. and 21 Spectra employees to DE,BS. L.iberty 
asked in its prior audit of DE-Carolinas if and ho\v headcount will be affected when the Service 
Company stops supporting the gas business. The Service Company indicated that i t  did not 
anticipate additional changes when it ceased supporting tlie gas business. Given the significant 
level of effort supplied by the S e n k e  Coinpany to Duke E,nergy Field Services (Field Services) 

P t1g.r .? 7 



Final Report 
Public Version 

Audit of Merger-Related Agreements 
Duke Energy-Kentucky IV. Service Company Overview 

and Duke Energy Gas Transmission (DEGT), approximately $130 million in the last half of 
2006, it is difficult to understand how Service Company resources would remain effective at the 
same level and composition. 

The Service Company categorizes its employees as either corporate governance or shai ed service 
(i.e", enterprise-level and utility-level service) employees. The distinction does not, however. 
relate to tlie type of work a given employee can perfomi. As a general matter, a Service 
Company employee can chaige time into any type of cost pool. The distinction is important in 
the Service Company's calculation of allocation pel centages, and in its calculation of employee 
non-labor overhead, which Liberty discusses in later sections of this report 

Under the terms of its agreement, the Service Company is required to niaintain 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 I, Section l 4 of the Service Company Utility Service Agreement states: "The Senice 
Company shall maintain a staff trained and experienced in the design, constmction, operation. 
niaintenance and nianagenient of public utility properties - *  Liberty used several broad and 
comprehensive data requests in an attempt to elicit infomiation that would peimit the Poimation 
of a judgment as to how the Service Company establishes its compliance with this part of the 
agreeni en t . 

Liberty aslted for a full description of any significant organization and staffing changes made in  
2007 involving the service companies DEBS and DESS or DE-Kentucky, and all studies 
perfomled in 2007 about any significant staffing, reorganization, function changes. and resizing 
involving any department or work group in DE-Kenhicky and the service companies. The 
responses stated that there were no organization changes and no studies. Liberty also asked for 
business plans or documents describing the work programs of tlie service companies and their 
planned expenditures. The response was that there were none. There are reportedly some 
business plans at the departinent level. 

To reduce the possibility of misconiiiiunication, Liberty rephrased the questions. L.ibei-ty also 
inquired about discrete changes luiown to have occurred and potentially significant to 
organization and staff changes: ""5". the transfer of DE-Carolinas employees to DEBS and the 
spin-off of Spectra. The response stated that no such studies were performed and confinned that 
in 2007 none of Duke E,nergy's service conipanies or any of their segments prepared business 
plans or documents with other titles that described the work programs of the service companies 
or their components. 

Company-])ro\iided information during L.ibei-ty's audit of DE-Carolinas indicated a transfer of 
about 2,000 eniployees h ~ i i  DE-Carolinas to DEBS In 2007 The response in this audit that 
there had been no significant staffing. reorganization. fiinction changes. or resiz,ing thus requii-ed 
reconciliation with tlie inforniation gained in the North Carolina audit. Liberty aslted for 
clarification of that appai ent conflict: the response stated that "only 4.5 employees transfen-ed 
between DE.BS and the Cai-olinas." The Company has since 1 epoi-ted that about 2.000 eniployees 
transfe~-red lrom DEBS to DE Carolinas in 2006 (but effective in 2007). 
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Finally, L.iberty asked the company to refer to the previous data requests aiid requested any other 
documents that show how Dulte Energy complied with tlie requirenient of Section 1.4 of tlie 
agreement. The response to that request indicated that there were none. 

L.iberty asked for the budgets and actual spending foi 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 tlie departments that make up tlie service comparies, wIiic11 
were the “corporate center“ groups that consisted of tlie Chief Executive Officer (CEO), chief 
strategy and policy officer, chief legal officer, and chief administrative officer. The budget and 
actual figuies that the Service Company provided showed that achial spending was 98 percent of 
budgeted spending, excluding employee and executive benefits and rewards, for which achiaj 
spending exceeded tlie budgeted amount by 21 percent. The budget and actual figuies provided 
excluded those Service Company units fonning part of tlie U.S. Franchised Electric SL Gas 
(FE&G) and non-utility businesses. The information provided to LAerty also excluded the 
budget and actual information for support provided to Spectra. 

L.iberty also asked for 
Policies and procedures on hiring (including minimum experience/education 
requirements) 

New-hire orientation, continuing education, and training opportunities (both internally- 
and externally-offered materials/courses) 
Regular employee reviews and evaluations 
A list of Service Company positions filled (whether from internal or external sources) 
during tlie audit period 
How to undertake testing of each employee’s educational background and past 
experience 

I-Iow the position/departiiient was involved in tlie hiring decision 
Whet her est emal I y -hi r ed employees completed new -hi re orient a ti on 
Whether these employees received regular evaluations in accordance with Duke Energy 
policy and training. 

The response came too late to pel niit tlie contemplated testing. The response piovided 
procedures for Iiires into internship aiid co-op programs and for pre-eniployment screening. It 
noted thal “training is veiy diverse..‘ and provided a brief narrative of tlie role of performance 
evaluation The iesponse also included data in spreadsheet format on “worldorce activity.“ This 
data slioived that in  2007 Duke Energy’s hiring-activity rate was low. E.xcluding interns and co- 
op students. Duke Energy i n  total (not just the Service Company) in  2007 Iiired less than 80 
employees. about half of ~v l ion i  were customer-service representatives. 

4, Service Company Cost Allocation Ratios 
The service agreemcnt calls for the Service Company to charge or assign directly as much of its 
costs as possible To the extent that i t  does not. tlie Service Conipaiiy collects any iesidual costs 
in one of many fuiictional cost allocation pools A group of sis accounting employees manages 
allocations from these pools for both DEBS and DESS They 1ial.e res~ionsibility for calculating 
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the allocation percentages that will apply each year. The group typically reviews allocations 
monthly to determine if the cost pools have cleared, and examines actual versus budgeted costs. 

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 froni a merger, acquisition, or divestiture) will generate a 
review of the allocation percentages. An adjustment to the pools affected will be made if the 
change is matel ial. 

Most Service Company functions use mol-e than one cost allocation pool. For exaniple, tlie 
finance fuiiction has separate governance, enterprise, and utility cost allocation pools. The 
service agreenient calls for the use of one of a set of prescribed allocation ratios to distiibute 
costs for each pool. The next table lists these ratios. 

5. Three-Factor Formula Ratio 
The Service Company calculates the three-factor. forniula ratio as the weighted average of three 
other ratios: the gross margin ratio, labor dollar ratio, and net PPSrE ratio. The Senlice Company 
has defined the underlying factors of these three ratios: 

Gross margin equals total operating revenues less cost of sales including purchased gas: 
purchased power, fuel used in generation. and other costs of goods sold 
Total labor dollars are those that have been charged to a given business unit, which 
iiicludes charges made to i t  by the Service Company or other affiliates 
Total labor dollars include labor. unproductive tiinel and incentives 
Net PP&I  is book value of assets less accumulated depreciation. 

0 

0 

0 

The ratio most li-equently used by the Service Company is the three-factor formula ratio. The 
Sei-vicc Company uses the three- factor forniula ratio to allocate all gover~~ance pools, except 
human resources. and also uses i t  for a large portion of enterprise and utility fiinctional cost 
pools. There \vas a significant change In the governance and enterprise three-factor formula 
percentages from 2006 to 2007, primarily resulting fro111 the spin-off of Spectra. The next table 
summarizes tlie 2006 and 2007 allocations uiidei the three-factor foi-mula for each major 
business entity. These major business entities include Field Services. DEGT. Crescent 
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NANRG Inter'l Cres Otlier 

9.1 1 %  3.50F'o 7.46% 0.50% 

11.67% 5.64% 0.60% 

II.29% 0.29'31 3.14% 0.63% 

12.46?/o 0.19% 0.1 I %  

Resources, North American Non-regulated Generation (NANRG), and Duke Energy 
International. 

G ov e I' n an c e '%, Enterprise '%, 

2006 2007 2006 2007 

1.00 2.11 1.32 2.29 

Utility '%r 

2006 2007 

1.89 2.56 

The Service Company's calculation of the tllree-hctor formula ratio differs depending upon 
whether the functional cost pool is for governance-, enterprise-. or utility-level service costs. 
Calculation of tlie governance three-factor percentages includes both domestic and international 
assets, labor dollars, and gross margin. Tlie enterprise three- factor formula percentage 
calculations, liowever~ include only TJ.S.-based assets, labor, and gross margin. Consequently, 
the enterprise percentage calculations for 2006 excluded:. (a) non-U.S Duke Energy Inteniational 
personnel, (b) DE,GT Canada assets and personnel. and (c) gross margin associated wit11 Duke 
Energy Inteiiiational and DEGT Canada. I t  also excluded Field Services. Tlie Senrice Company 
justifies the exclusions on the basis that i t  does not support non-U.S. Duke Energy Interiiational 
persoimel, and because it charged DEGT Canada and Field Services for enterprise-level services 
under a separate agreement in  2006. The Senrice Company deducted enterprise service revenues 
that i t  received under these agreements from its costs before allocating the remainder to the other 
business units.. 

Wlien calculating tlie three-factor foimula ratios for 2007. tlie Service Company removed DEGT 
(U.S. and Canada) and Field Services from all calculationsl because these businesses were spun- 
off as of Januaiy 1 ,  2007. It also removed Crescent Resources. because that business is now 
accounted for as an equity investment7 and effective January 1, 2007, does not use any 
governance or sliared services. Such changes caused DE-Kentuclcy's governance and enterprise 
three-factor allocation percentages for 2007 to become notably higher than they were in 2006. 
The following table sunimaiizes the components of DE-Kentucky's three-factor foimiula 
allocation percentages. Service Company personnel coniimied that tlie suplmrting documentation 
for the allocation percentages i t  provided in a prior audi t  \$'ere still valid. 

' In  2007.. the Sen ice C'ompaiiy began to calculate the alloca1ion perrentages 1 0 1  Nantahala Powel 6( Light ( K P k L )  
sepal ately ft.oin those of DE-Carolinas 
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1.77 3.46 2.39 ~ 3.81 

2.55 3.20 3.95 3.93 

1.88 2.99 2.16 3.44 

IJtility three-factor allocation percentages remained relatively constant, because their calculation 
is unaffected by the gas spin-off" There was, however, a more noticeable impact on the utility 
tlxee-factor allocation percentage for DE-Kentucky, which experienced significant increases in 
gross margin and labor ovei the prior year. The increase in gross margin was niainly attributable 
to a gas rate increase that went into effect in late 200.5 and to weathcr conditjons that increased 
gas and electric revenues. The increase in labor was duc to the transfer of generation units to DE- 
Kentucky from DE-Ohio effective January I .  2006. 

There were also othei changcs in tlie Service Company's method for calculating tlie three-factor 
formula percentages The Senrice Company changed its approach to deriving tlie total labor 
dollars for tlu-ee-factor percentage calculations from 2006 to 2007. Instead of using data for a 
prior twelve-month pel iod, tlie Service Company annualized tlie labor dollars for a four-nionth 
period (April 30 to July 31. 2006). The Service Company's rationale was to provide a better 
reflection of relative labor dollars among tlie coiiipanies post-me1 ger. 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 Obligatjon 
(ARO) Net Asset Balance, which is typically composed of envi~onniental obligations. from net 
PP&E. 

Liberty reviewed the Service Company's calculations of threefactor allocation percentages. The 
Service Company relied upon data from financial reports to derive net PP&E and gross margin 
figures and on accounting system reports to derive total labor dollais. 

6. Extent of Three-Factor Ratio Use 
Wlicnever practical, costs should bc accounted lor and charged 011 a diiect basis Iridirect 
allocation should be limited to cases where i t  is necessary I n  those cases, tlie allocation facto], 
i e , tlie unit upon which a iatio is based. should correspond as nearly as possible to the 
measurable benefits and beneiiciaries of the service or. said another way, to tlie causer of the 
costs. The use of general allocators. such as tlie three-factor formula. should be minimized The 
Service Company. however. uses the three-factor formula ratio to allocate all but one of its 
c governance-level fhictional cost pools and a large number of its enterprise- and utility-level 
pools. 

There is no universally accepted way to allocate governance-level costs, and no method is 
perfect. What is clear. howe\w. is that a conipaiiy should dii-ectly charge or directly assign as 
much of these costs as possible. in  an effort to minimize the amounts that must be allocated. One 
po s si b 1 e a 1 tern at i v e to u si 11 g the three- factor formu 1 a rat i o for a 1 1 0 cat i n g f ov ern anc e poo 1 s w ou 1 d 
be to charge functional Eo\wnance pools to business units in proportion to their use of 
enterprise- and utility-level senices for the same function. As an  example. the Service Conipany 
could calculate the ratio of a business unit's monthly direct and allocated charges for enterprise 
and utility accounting services to the Service Company's total monthly charges for these 
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IT - Server Support 
IT - Communications 

services. The Service Company could then charge the business unit that same percentage of 
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 gross 
revenues, total labor, or net PP&E. This approach is appropriate for most governance functions; 
exceptions would include investor relations and internal auditing, which have no related 
enterprise- or utility-level cost pools. By adopting this approach, or one that acconiplished the 
same result, the Service Company could limit its use of a general allocator for governance costs. 

# of S e n ~ r s  
# of Employees 

# of Serveis 
# of Employees 

Siniilarly, there is no one correct way to allocate enterprise- and utility-level functional costs. 
However, using a general allocator for services that are "deniand driven" is an 
oversimplification. L,jberty has reviewed cost allocation methods and affiliate transactions at 
many utilities, and has found different approaches. What is atypical liere, however, is the use of 
c general allocators to distribute such a large proportion of service company demand-driven 
functional costs. DEBS and DESS allocate approximately $200 million of governance-level costs 
and $200 million of enteiprise-level costs per year using the thrce-factor forrnula ratio. This is 
too large an amount to be distributed by generalized or imprecise methods. 

IT - Mgmt./Support 
Fi~iaiice 

7. Other Allocation Factors 
L.iberty examined a subset of allocation iatios that the Service Conipany uses for its cost pools 
for functions with both entelprise- and utility-level services. The next table summarizes this 
group of enterprise- and utility-level allocation factors. 

Three-factor Thi ee-factor 
TliIee- fa ctor Three-factor 

Executix e 
H u m a n  Resources 

Th i  ee-facto] ?'Ill-ee- facto1 
if of Emulovees # of Em~lovees 

Public Affaii s 

I Internal Auditine I nia I Three-factor I 

Thi ee-factor 

Accounting 

L.egal 
Planning 
I: ac il i t  ies S el-v ices 

T h lee- fa c t or 
11: a 

Three- factor 
T 1ii.e-e- fac tor 

Three-facto1 Three- facto1 
Thi-ee- fa, tor 'Thi ee-lac tor 

Wt avg # ofCustomel-s 
and # of Employees 

Facilities I ocations Square footage Squai-c footagc 

En\ i roil men t a I. 
I-lealth and Safety :i: 

7 Iiiee-facto] Sales 
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* Denotes that the utility-level service is also provided to NANRG 

Governance 9'0 
2006 2007 

1.42 2.1 1 

With the exception of the three-factor fonnula, the factors listed above are specific. They also 
generally correlate more closely with cost causers and beneficiaries. Liberty's examination of 
them included a review of the methods for calculating tlie ratios that apply these factors. Liberty 
found many of them to be appi opiiate. Some raised questions that inerited closer exaniination, as 
discussed in the next sections of this report. 

Enterprise '%, Utility (Yo 

2006 2007 2006 2007 

1.85 2.13 2.58 2.42 

8. Number-of-Employees Ratio Calculation 
Tlie Service Company uses the number-of-einployees ratio to allocate the costs of several 
enteiprise- and utility-level functional cost pools, and to allocate governance-level hurnan 
resources costs. Tlie next table suniiiiarizes the DE-Kentucky number-of-employees allocation 
percentages for 2006 and 2007. 

DE-Kentucky's governance and enterprise iiumber-of-eiriployee allocation percentages for 2007 
were higher than those for 2006. In addition to the spin-off of the gas business, one reason for the 
change is the relatively large reduction in NANRG employees used for puiposes of the 2007 
allocation. The Service Conipany identified several factors that caused the reduction of NANRG 
employees from 2.574 to 1,439: 

Wind clown of Duke Energy Aiiiericas and the sale of Duke Energy North America 
(DENA) plants 
Sale of the marketing and trading function 
Reduction of Dulte Emrgy Ge~ieration Services employecs 
Differences in how DEBS and DESS service company employees were allocated in 2007. 

Liberty examined the general approach the Service Company used to develop its three separate 
governance: enteiyrise. arid utility number-of-employees ratios. The Service Company derives 
lor each business unit two different adjusted employee headcount numbers. One drives tlie 
calculation of allocation percentages for utility- and enterprise-level cost pools: the other does 
the same for governance-level cost pools. E,ssentially. the Service Coml~any adds a prorated 
share of its employees to each business unit's headcount figures. in order to spread to other 
business units the costs that would otheivise be associated lvith Service Company employees. 

The Senice Company uses the entcryrise-level iiuinber-ol-eniplo~ees ratio to spread cei tain 
demand-dri\wi ( i  c.. enterprise) costs to all business units except foi DEBS and DESS shaied 
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services. In practice, tlie Service Company treats tlie corporate governance group like any other 
business unit, and allocates to it a portion of enterprise-level hiictional pool costs based on its 
adjusted number of employees. The Service Company uses the governance-level nuniber-of- 
employees ratio to spread certain corporate 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 Septeniber 
30, 2005, to calculate the 2006 percentages. It then ad.justed these figures by spreading its shared 
service employees over all other business units, includiiig the corporate governance group. The 
Service Company examined where both DEBS and DESS shared service persomiel charged their 
time during the prior period, and assigned them to a business unit headcount accordingly. It  also 
examined where DE-Caiolinas cmployees charged time, in  order to recognize that sonie DE- 
Carolinas cniployees would be moving to DEBS in 2007. For DE-Kentucky, the Service 
Company adjusted tlie utility's base headcount number of 208 to 390. in ordei to reflect its 
"share" of shared service personnel. The Service Cornpany then used tliis revised number to 
calculate enterprise- and utility-le\d allocation percentages 

To calculate tlie "utility" number-of-eiiiployees percentage, the Sei-vice Company divides DE- 
Kentiicky's ad,justed number of employees by the total adjusted eliiployees for all utilities 
( 16,159). to yield 2..42 percent. To calculate the "enterprise" number-of-employees percentage, 
the Service Company divided DE-Kentucky's adjusted number of employees by the total 
adjusted number of enterprise employees ( 18,289), to yield 2.13 percent. Total enterprise 
employees consist of all Duke Energy employees excluding non-U.S. Duke Energy International 
employees, as well as DEBS and DESS employees designated as shared service employees. Tlie 
Service Company does not provide shared services to the non-U.S. portion of Duke E,nergy 
International, but i t  does provide governance services. 

The Service Company calculates a second adjusted headcount iigure for each business unit, 
whereby it also spreads its governance employees over all non-Senke Coinpany busiiiess units. 
The Service Company further adjusted the DE-Kentucky headcount figure to 40.5, which reflects 
the addition of its share of governance employees. To derive the governance allocation 
percentage, it divided tliis figure by tlie total adjusted employees ( 1  9,197). yielding 2.1 1 percent. 

The Service Company's approach for calculating the nu~iibe~--of-eniployees percentages changed 
from 2006 to 2007. For the purposes of 2006 percentages, the Service Company simply spread 
DEBS employees in a prorated fashion 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 nieant that many of tlie DESS employees had been allocated across only the legacy 
Cinergy enterprise. For 2007 percentages. the Service Company grouped DE,BS and DESS 
employees based on f~tnction; accounting persomiel re\ie\t.ed hom these functions charged tlieir 
time. and then allocated employees to business units on that basis. 

Liberty's review of the calculation of the 2006 numbe~-of-employces percentages revealed that 
the Scr\ ice Coinpany did not include DESS governance employees in  its corporate governance 
group lieadcount I t  included only the DEBS governance employees Under the 2006 allocation, 
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- Enterprise YO Utility u/o - 
2006 - 2007 2006 2007 

0.16 0.19 0.28 0.28 

1.97 I .43 1.78 1.81 

2.24 3.50 5.18 6.91 

0.95 1.06 1.50 1.51 

3.87 3.82 

- 

therefore, the governance group received a slightly lower percentage of enterprise costs than it 
otherwise would have. The other business units received correspondingly more. Notably, the 
Service Company in turn allocates the goveiiiance group‘s costs to tliese same other business 
units. This second allocation causes the net effect of the error to be miiiinial. The Service 
Company indicated that it had not corrected tlie error for its 2007 calculations, and that the error 
in method may have affected other allocation ratios, such as number of PCs or servers. 

The Service Company‘s “spreading“ approach for determining the enterprise aiid governance 
~iumber-of-eniployees ratios operates by adding a prorated share of its einployees to business 
unit lieadcount 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 at best an 
approximation. In simplest tenns, the Service Cornpany is attempting to assign each DEBS or 
DESS eniployee, or portion of each employee. to the business unit(s) lie or she supports 

The Sei-vicc Company indicated that it planned to eliminate the distinction between shared 
service and governance employees in the future, which means that i t  would have to devclop a 
different approach for calculating this ratio. 

9. Effect of the Service Company “Spreading” Approach on Other Ratios 
L,iberly examined the effects of tlic Service Company‘s “spreading” appioach on the calculation 
of otliel- allocation ratios The next table suniniarizcs the DE-Kentucky pcrcentages for ratios 
used to allocate both enterprise- and utility-le\d costs. 

The Service Company uses a spreading approach when calculatin~ these h i e  ratios similar to the 
one i t  used to calculate tlie number-of-employees percentages. The following exaniple illustrates 
this approach. In order to calculate the number-of-servers allocation percentages, the Service 
Company had to first calculate adjusted sei-ver totals for each business unit. In the case of DESS. 
the Sen4ce Company conducted an analysis to dcterniine \vliicli business units the DESS shared 
service employees supported. and spread the servers accordingly. In the case of DEBS. the 
Service Company simply prorated seri-ers associated with DE.BS shared service employees to the 
other legacy Duke Power busincss units. as well as to the DEBS corporate group. as summarized 
on the next table. 
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‘%, of Adj. # 
Total w/o of 1%) of 

Total DEBS Servers 

Reallocation of Servers 

Corporate 
Inteinational 
DENA 
DukeNet 
DEC-Carolinas 
DEBS 
Total 

121 14.85% 15.14% I48 
13 1.60% 1.95% 16 

280 34.36% 41.98% 3 42 
4 0.49% 0.60% 5 

249 30.55% 37.33% 3 04 
148 15.16%) 
815 100.00% 100.00% SI5 

The Service Coinpany grossed up the number of senw-s for each supported business unit based 
017 each unit‘s relative percentage of total servers. For example, DE-Carolinas had 249 servers, 
or 30.55 ~ x x e n t  of the total of 8 15 seivers, arid had 37.33 percent of the 667 noii-DEBS servers 
(81 5 less 148). DE,-Carolinas was therefore assigned a n  allocation percentage for server support 
of 37.33 percent. DE-Carolinas, like the other business units, absorbs a portion of the cost of 
s e n w  support associated with DEBS employees. I n  this case, DE-Carolinas absorbs the cost for 
55 of the 148 DE,BS servers. 

The Service Company used the adjusted total number of senlei s for each business unit. which 
included each unit’s share of DEBS and DESS sen~ers, to calculate tlie enterprise- and utility- 
level allocation percentages that i t  used to distribute. in this case. IT server support costs. 

The Service Company made some niodifications when i t  calculated some of these allocation 
percentages for 2007. For example, in some cases it used three-factor f orniula percenta, ws  to 
spread some enterprise allocation units (such as CPtJ seconds used by DESS), rather than 
conducting an analysis to determine which business units an employee supported (as it did for 
assigning PCs). As  a general niattei, DESS and DEBS each used slightly diffeient methods to 
develop allocation factor units for 2006 allocation percentages, and ha\ e attempted to better 
align the methods for the 2007 calculations. L.ilce the nuiiiber-of-employees ratios. tlie Service 
Conipany‘s spreading approach for detennining these percentages involves a certain degree of 
judgment and is at best an approximation. 

The Senrice Company’s approach to calculating these allocation percentages has implications for 
the cost of overliead. A portion of the cost for shared service functions that would otherwise be 
associated \ x ~ i t h  providing that shared service, for example. a portion of human resource or IT 
costs, is not I-eflected in either the direct or allocated charges for a shared service function. As an 
examplel tlie IT overliead costs associated with an employee perforniing enterprise-level 
accounting seivices are distributed to a business unit in  proportion to lion. that business unit uses 
IT services. no1 how it  uses accounting senrices. The business unit’s allocation percentage for IT 
services incorporates the unit’s share of the accounting group’s IT costs.. 
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Powel EngineeringiConsti uction 2h 

Rights of W a y  

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, 01' that i t  provides to regulated utilities and NANRG, i.e., 
that have no corresponding enterprise pool. The next table sumniarizcs the allocation factors that 
the Service Conipany uses for these functions. 

Production plant construction expenditures 
Ciicuit miles of tians lines 

Materials Mgmt. - i~i\rentory 

Electi ic S i~ . v~mi i  12.lrririteii(iiice 

Transmission System 
Distribution System 

Poiiw Plir171iiiig ( 1 1 7 d  O p ~ r  ritioiis 

Genemtion Planning * 
Transin i ss i on 1'1 ann in g 

Distribution Planning 

Generation Dispatch 

Transmission Operations 

Distribution Ope] ations 

Powei Operations '!' 

Wholesale power opemtions 'k 

T&D €iigii iwi~iiig/  Coii.ciixiioii 

Transmission 

Disti.ibution 

MLI I I;  C I  iiig/Ci i s  I o i l  i V I .  I\'clri i ioi 1.s 

Sales and DSM 
Meter Rend:Rilling._:'Payiiient 

Fuels I Sales 

Inventoiy 

Circuit miles of transmission lines 
Circuit miles of disti ibution lines 

Electric peak load 

Electric peak load 

Wt average of electric peak load and circuit 
miles of dist1,ibution lines 

Sales 
Wt avet'age of electric peak load and circuit 
miles of transmission lines 

Wt, average of electric peak load and circuit 
miles of distribution lines 

Generating unit MW capability 

Sales 

Trans plant constl.uction expenditures 

Dist plant construction expenditures 

Sales 
!: of Customers 

Cu s t OM el Senri c e # of Customers 
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Number of employees 

Sales (salesiDSM. rates, env.) 

Sales (gen. dispatch, fuels) 

Sales (wholesale power) 

I nventoiy 

Construction expend. - Trans. 

Construction expend. - Dist. 

Construction expend. - Power 

Number of cuskoiners 

Electric Deak load - Gen. 
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2007 Yo 
2.42 

- 4.96 

4.04 

n/a 

0.56 

0.58 

2.80 

1 .oo 
5.23 

3.08 

The preceding allocation factors used for utility-only cost pools bear a reasonable relationship to 
cost causers, beneficiaries, and benefits. The Service Company uses a weighted average of +AVO 

iatios (circuit miles and electric peak load) to allocate costs for certain power planning and 
operations hnctions. The Service Coinpany stated 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 pliysical aspects of the system. The next table summarizes DE- 
Kentucky's allocation percentages for the listed utility-specific ratios. 

Electiic peak load - Trans. 

Ciicuit miles - Trans. 

Circuit miles - Dist. 
- 

Wt. avg. - peak loadicircuit - 7 

Gen. unit MW capability - Utility 

Gen. unit MW capability - Reg. 

Wt. a \  g. - peak ioad/circuit - D 

DE-K 

2.34 

0.52 

1.99 

I .43 

2.17 

4.59 

6.47 

Tlie 2007 utility-level service allocation percentages gene~ally changed ve iy  little fi-om those of 
the prior year. L,iberty's exainination of the suppoi ting documentation confirnied the Service 
Company's calculation of these utility-specific allocation ratios The spreading issue addressed 
earliei does not apply here. 

The Sewice Conipany uses three different sales ratios to calculate allocation percentages. 
depending upon the functional costs i t  is allocating. Tlie following table sumniarizes the sales 
ratios for utility-level functional cost pools The pel centages i n  2006 and 2007 were the same. 
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Generation 
Dispatch and 

Fuels 

Wholesale Power 
Operations 

Sales Ratio Allocation Percentages 

DE-Indiana 
DE-Kentucky 
DE-Ohio regulated 
DE-Ohio non-reg, (NANRG) 
DE-Carolinas 
Total 

Entity 

19.46% 4 I .40% 28.72% 
4.95% 4.04% d a  

27.20% nla d a  

d a  rda 54.61% 

16.67% 
1 OO.OO%, I oo.ooo/o 100.00% 
48.3 9% 54.5 6% 

The sales ratio that tlie Service Company uses for rates, marlteting/sales/de~iiaiid side 
management, and environmental affairs is based on Federal Energy Regulatory Commission 
(FERC) Fonii 1 data for megawatt hour sales: gas sales from the Midwest utilities are converted 
to equivalent Idowatt hours. Tlie Service Company allocates costs for these functions to tlie 
former Cinergy utilities CC;&E, ULH&P, and PSI, and to DE-Carolinas. The sales ratio that the 
Service Company uses for generation dispatch and fuels services is based on the same FE.RC 
Form 1 data, excluding DE-Ohio (because i t  has no regulated generation). Similarly, the sales 
ratio for wholesale power operations is based on FERC Forni 1 data on non-requirements sales 
for resale for DE-Carolinas. DE-Ohio, arid DE-Indiana (excluding DE-Kenhicl<y because it has 
no sales for resale). Unlike the other two utilities. NANRG sales for resale are for the 11011- 

regulated generation business, although the relevant data still appear on DE-Oliio's FERC Form 
1.  

1 1 .  Service Company "Overhead" 

The Service Company Utility Service Agreement does not explicitly discuss overliead costs: i t  
states only that charges for services will be based on fully embedded costs. Tlie DE.-Carolinas 
a ffi 1 i at e transaction accounting iiianua 1 111 en t i ons overhead, stat i 11 g that S enii c e Company 
charges will be based on fully distributed cost and include:' 

Labor and non-labor expenses 
Payroll taxes, fringe benefits. and incentives associated with labor expenses 
Overliead costs. such as management, administrative. facilities, teleconimunications, 
computers, etc. 
Asset costs attributable to the Service Company, such as property tax. depreciation7 
property  insurance^ and cost of capital. 

e 

e 

e 

DEBS and DE.SS have significant overhead costs. Tlie Service Company uses iiidirect 
appIoaches to accouiit for, and allocate these oI.erhead costs. Tlie Service Conipany s p l t ' a d ~  niany 
of the overhead costs associated with sliared service. i.e - enterprise- and utility-level. hinctions 
to other business units by the way that i t  calculates certain allocation ratio percentages. Overliead 
costs associated with shared service employees are absorbed by other business units. not in 
proportion to the unit's actual use of the fiinctional shared service, but in proportion to its own 

'. Duke Energy uses the term '~' iully distributed cost" and 'lirlly embedded costs.' interchanp~bly 
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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, it allocates those out for the 
most part using the general three-factor fonnula 1 atio. 

The Service Company does not include oveihead costs in direct labor charges to a business unit. 
Consequently, direct charges to a business unit for work perfonned on its behalf by a functional 
area such as accounting or legal consist only of fully loaded labor, which is not, by delinition. 
fully allocated cost.. As a general matter. the Service Company distributes overhead costs 
indirectly through one of the nurnerous functional cost pools. The amount of overhead costs that 
a given business unit receives for a shared service function, such as accounting, is based on how 
niuch of the cost pool that it  receives using an allocation ratio, not on how niuch of the actual 
service it consumes. Stated differently, the business unit receives a portion of shared service 
accounting overhead costs for IT. for example; based on its own use of IT, not on its use of 
accountants. 

6 

Although most of the overhead costs for shared service employees have already been otherwise 
spread to the other business units. there are some 1 elatively small overhead charges related to 
enterprise-levcl functions, such as offjcc supplies or nianagenient costs. Typically, these nominal 
overhead costs are allocated in  the same fashion as the allocation pool for the enterprise function. 
Even if a shared service employee directly charges all of his or her time. the employee's 
overhead would still bc allocated via the cost pool. Direct chai gcs 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 functional group 
within the Service Company I t  states that indirect costs should be directly assigned when 
identiiiable to a particular actii ity. process, project, responsibility center, 01 work ordei Liberty 
does not consider the allocation of all overhead costs using indirect methods to be appropriate 

The Service Company Agi eenient also states that charges under the contract "shall be a t  actual 
cost thereof. fairly and equitably assigned. distributed or allocated." The Service Company 
distributes oveihead costs i n  such a way that i t  is extremely difficult to detennine if the outconie 
is h i r .  i e .  the cost of overhead is directly linked to cost causation 01 usage of sensices I n  
addition. the Service Company's method is not sufficiently transparent, and i t  is very difficult to 
verify through a document t i  ail 

Under its approach. the Service Conipany does not know the all-in cost for any of the functions i t  
perfoniis. Liberty believes that the commitment by DE.-Kentucky to maintain cost allocation 
procedures that accomplish the ob]ecti\,e of preventing cross-subsidization imposes a 
requirement that the Service Company be able to do inore than estimate the fully allocated cost 
of each of its seivices. 

(' BDMS does not actLiall! accumulate costs i n  an o\el-head pool and distiibute thcm at month-end. as docs FXflS 
Instead. the BDh4S s!stein distributes a charge that \\auld othciwise go into a pool a s  soon as i t  is booked. using tlic 
sainc allocation percentages that 14 ould apply to the x l e \ m t  pool. 
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Tlie Service Company does assign to governance fbnctions both its own overhead-type charges 
along with a portio11 of overhead costs such as IT or facilities costs that would otherwise be 
attiibutable to tlie DEBS and DESS shared service employees. In inany cases, tlie Service 
Company can direct a share of tliese overhead costs to a specific governance pool, such as 
finance. If not, it essentially assigns the overhead costs into the Executive and Otlier governance 
pool. Therefore, all governance overhead costs, including the portion otherwise attributable to 
shared services, are allocated as if they had gone tlirougli a pool. Moieover, 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 overliead. Previously, the Service Company 
distributed these overhead-type costs through tlie governance pools: it now allocates the 
overliead-type charges using the same percentage tliat would have been allocated from the 
goveriiance pools. 

Tlie Service Company adopted its approach for handling overhead costs in order to "simplify" 
the process. I t  is hard to justify an overly simplistic approach to tracking and assigning overhead 
costs, much as it  is difficult to justify an over-reliance on the use of general allocators to 
distribute Service Co~npany costs. One cannot clearly correlate what a business unit like DE- 
Kentucky pays for a given service with how much it  uses that service. Si~iiilarly, one cannot 
determine i f  DE-lkntucky is cross-subsidizing other business units through the charges that it 
pays for Service Company functions. If, as L,iberty reco~nnieiids below, tlie Service Company 
moves away from general allocators to a more sophisticated approach for pricing its lunctional 
services, such as activity prices, i t  will have to be more precise in  tracking and assigning 
ovcrhead costs. 

C .  Conclusions 

1. Duke Energy does not niaintaiii docunientation sufficient to verify its compliance with 
Article I, Section 1.4 of the Service Compauy IJtility Service Agreement. 
(Rcc.oiiiiiieiicItifioli # I )  

Within the context of an audit of this type. the only practical way to verify compliance is to 
deter~mie that the company nia~ntains documentation sufficicnt to Zive reasonable assurance of 
coinpliance. Otherwise. an independent and comprehensil e organization and staffing study 
would be required. L.ibeny has undertaken reviews of that type. and therefore is familiar with the 
capability and resource recluirements they impose. Such a study on a set of affiliates and woik 
groups as large. dispersed. and coniplex as those liere would require an undertaking significantly 
out of proportion to the resources devotcd to this audit. 

Duke Energy does not have documentation that provides a broad and deep enough basis lor 
verifying that the Service Company was in conipliance. L.iberty's reading of the agreement is 
that the Service Coii~pany 1x1s an affirmative duty to comply. but given tlie state of 
documentation. that compliance cannot be verified. 

L ~beity believes that good utilitv ~iractice does require a company to "iiiainta~n a stail trained and 
erpei ienced in the design. c~ns t ruc t~on,  operation. maintenance and management of pub l~c  utility 
propertics .' I-lowever, that standard does not I equii e the maintcnance of documentation that 
would on its face independently confirni the existence 01 such a staff What maltcs such 
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documeiitatiori material 1iei-e is the question of how the Service Company should be obliged to 
demonstrate compliance with the agreement. One way to do that would be to maintain sufficient 
documentation. Absent such documentation, Liberty can only conclude that conipliance is not 
verified, but cannot conclude that compliance does riot exist. 

Decisions that Duke Energy has made to curtail its non-utility businesses, through disposition or 
otherwise, 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 for the 
organization and stafjing of common resources to meet both utility and other needs, subject to 
the standard that utility costs and senrice quality sliould not suffer as a result. I f  this standard is 
not met, then tlie utility experiences net detriments, rather than net benefits, from a coinmon 
approach to providing goods and seivices to multiple affiliates. I t  sliould never be the case that 
customers bear more costs as a 1 esult of commonality. absent benefits (clear, tangible, and 
material to or for customers) in tlie qualities of the goods arid services provided. 

Having made common organization and staffing decisions and conin~itments on that basis, one 
rnrist iecogi~ize that, as affiliate businesses come and go. tlie bases underlying those decisions 
and commitmeiits cliange. Particularly in the case of I eductions in business scale or scope (here, 
for example. in the case of tlie Spectra disposition) i t  would be extremely rare for the 
organization and staffing of common service organizations to respond immediately. As scope 
and scale ale lost. tlie numbers ofpeisoiinel in many areas can be expected to contract. Reducing 
personnel numbers is expensive and generally cannot occur at a rate commensurate with the loss 
of rcsource-consuiiiing affiliates or busiiiesses. 

Accordingly, one should expect at times closely following dispositions of non-utility businesses 
that there will be temporarily suboptimal organization structure and staff sizing for tlie remaining 
needs. Such dispositions are a significant phenomenon of late in  tlie utility industry, and are true 
~~articularly at Duke Emrgy in the recent past. Moreover. at Duke Energy tlie utility sector now 
comprises a notably larger part of remaining needs. Therefore: however quickly and effectively 
Duke Emrgy is moving to make changes, one slio~ild expect inefficiencies that will in the near 
te1-111 increase utility costs, but eventually work their way out of tlie cost structure of'the coninion 
sei-v i c e organ i za t i ons . 

I t  is not typical to find, and Duke Energy did not do so here: an assignmcnt of any of the residual 
inefficiency costs to the parent or to the non-utility sector, thus leaving the utilities, like tlie 
remaining non-utility businesses, to bear them all. The utilities typically derive no benefit from 
tlie proceeds of tlie disposition or restructuring (e.g.. taking on an outside partner and changing to 
equity accounting) of other businesses or companies~ Tlie utilities sliould not have to bear tlie 
costs of inefficiency resulting from suboptimal stafling as tlie groups who provide services get 
resized and restructured. While i t  is easy to conclude that there are such inefficiencies and the 
utilities should not bear them. it ~ . o u l d  take a comprehensive organization and staffing study 
well beyond the scope of this engagement to measure tlie impact of that inefficiency and to 
postulate when it will have worked its way out of the systeni tIir~7ugli restructuring and resizing 
the gro~ips providing coninion support 



Final Report 
]Public Version 

Audit of Merger-Related Agreements 
Duke Energy-Kentucky 1V. Service Company Overview 

In a ratemaking sense it is, Iiowever, true that the bearing of extra costs by the utility may riot be 
of immediate consequence to customers. Whether customers bear any of those costs is a fimction 
of liow recently rates were last reset or will be reset again. 

2. The Service Company adopted generally appropriate conventions in its calculation of 
three-factor formula percentages. 

Tlie calculations of tllree-factor allocation percentages relied upon data from financial reports to 
derive net PP8r.E and gross margin figures and on accounting system reports to derive total labor 
dollars. Tlie Service Company‘s calculations appeared reasonable in general, although there were 
slight differences in the time periods of tlie data i t  used for legacy Duke and legacy Cinergy 
companies. 

3. The Service Conipany uses an effective set of allocation factors, but makes excessive use 
of general allocators. (Reconimeiir~~rtror7 #2) 

L.iberty geneially found the specific factors selected for enterprise and utility cost pools to 
correspond reasonably to cost causation, beneficiaries, and benefit levels. There is, however, a 
gi eater than necessary use of the three-factor forniula ratio 

Whenever practical, costs should be accounted for and assigned 017 a direct basis: whencver 
indirect allocation is necessaiy, tlie allocation factor should correspond as neai ly as possible to 
the cause of tlie costs or the beneficiaries of the services. Tlie use of general allocator-s. such as 
tlie three-factor fonnula, should be minimized. Rather than using tlie three-factor fo~oniiula to 
allocate most governance pools. the Senlice Company could charge functional governance pools 
to business units in  proportion to their use of enterprise and utility-level services for the same 
function. This approach links a business unit’s responsibility for governance-level function costs 
to its use of each fiinction or service. not its gloss revenues, total labor, or net PPRrE. By 
adopting this approach. or one that accomplished the same Impose, tlie Service Company could 
limit its use of a general allocator for governance costs. Tlie Service Company indicated that it  
found this alternative no 11io1-e appropriate than the simpler three-factor allocation method 

One alternative approach that Liberty observed at another utility was to distinguisli services, such 
as legal and IT, as “leveraged“ services. which an affiliate can “buy.“ I n  this case, the Iiolding 
company’s sei-vice company accumulated costs in roughly 200 cost centers, wliicli captured 
direct costs, employee overheads, vehicle costs, occupancy charges, and infonnation system 
support costs. The service conipany calculated direct cliarges for specific activities using a 
standard rate, or activity-type price.. The s e n k e  company directly charged to the extent possible 
based on tlie activity price and usage, and allocated remaining costs in  each cost center using one 
of tlie company‘s allocation ratios. Tlie allocation ratios in this case were specific ( e  g. number 
of invoices. nuinber ofjournal entries) because the activities were defined inore precisely,. 

L.iberty has observed much inore robust approaches to assuring direct charging. including one 
that designated as many as 1.50 different services that a service company provided to itself. to 
affiliates. and to the parent. That company charged transactional services, such as invoice 
processing. 011 a per unit basis. I t  charged professional services, such as legal services. on a per 
hour basis. The service company used an  activity-based costing process to identifj! the activities 
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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. 

Another example would be the use of time sheet estimates to allocate service company costs for 
tlie month, applying budgeted time estimates to actual monthly costs. Each quarter, one could 
use actual time sheet data to perforni a true-up. L,abor hours can drive the assignment of other 
departmental costs such as fringe benefits and overl~ead, which Included cross-charges for such 
services as liunian resources and IT. The cost of any given service company function would in 
that case more closely represent tlie tnie cost of that hnction. 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 enterprise- and utility-level hnctional 
costs in several ways. First, Iiowever, i t  is extremely important that it directly charge 01 directly 
assign as much of these costs as possible. L.iberty discusses the issue of wlietlier or not tlie 
Service Company directly charges as much costs as possible in Chapter V oftliis report. 

There are certainly other possible approaches to improve the link between tlie cost that a 
business unit pays for a shared seivice f~inction and that unit’s achral usage of that service.. The 
Service Conipany could use a niucli more imaginative 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 sucli activities as accounts payable by number 
of invoices, and financial accounting by number of joumal entries. In any case, tlie Service 
Company should implement a protocol to directly cliarge or directly assign as niuch as possible, 
so that the amounts in  any enterprise or utility allocation pool are truly residuals. And if the 
allocation pools ai-e tiuly residuals, tlien they arguably could follow the proportion of direct 
cliarges each montli. Liberty recognizes that tlie Service Company would need to realign the way 
i t  captures costs in order to significantly change its approach.. For example, the Service Company 
cannot specifically identify the purpose of most direct charges to its affiliates, and does not 
accurately capture the overhead costs associated with its shared service functions. 

L,iberty believes that a change i n  nietliod n~ould not inyolve seeking approvals in various 
jurisdictions, because the language of tlie Service Company Agi eenient regarding fully 
embedded cost would not change A change in method would arguably improve tlie calculation 
of the fLilly embedded costs speciiied in the agreement Given the large amount of costs 
involved, the vaiious jurisdictions will likely be amenable to a niethod that improves the link 
between cost causation and benefits 

4. The “spreading” approach used in calculating certain allocation perceiitages call cause 
charges for Service Company fuiictioiis not to reflect fully embedded coyts. 
(Ri~L‘oiiiiiii’iiLIIili(~ii # 3) 

I n  siniplest ternis. the Service Company‘s spreading approacli attempts to assign cach DEBS or 
DESS employee and associated overhead items sucli as PCs. servers. and CPU usage to the 
busiriess units lie 01 she supports Liberty found that the spi eading approacli for dcternimlng 
cei~ani entelprise and go\ ernance I atios i n \  olves a considerable degree of judgment and I S  at 
best a n  approv m a  t ion 
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Because the Service Company does not assign any of certain enteiprise-level costs to tlie 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 hnctioiis 
sliould not. Tlie costs of utilizing a Service Company employee sl~ould not depend upon wliether 
tlie Service Company has labeled that employee as governance or sliai cd services. In older to 
move away from over-use of tlie three-factor forniula and significantly change its approach for 
charging demand-di iveii enterprise-level services, tlie Service Company may need to realign tlie 
way i t  caphiies costs At present. the Service Company 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 tlie Service Company Agreement 

S. The Service Company's method for distributing its overhead costs is simplistic, and 
does not provide a good match betweeii a business unit's use of a service function aiid 
the cost that it pays for that function. (Rc.c;oiiziiiei?clrrtioii #4 )  

Tlie Service Company's treatment does not confomi sufficiently to the intent of tlie Service 
Company Agreement, which states that indirect costs, which include overhead costs, should be 
directly assigned when identifiable to a particular activity, process, project, responsibility center, 
or work order. Tlie Service Company uses an oversimplified approach to account for and allocate 
Service Company overhead costs by (a) spreading inany of the overhead costs associated with 
enterprise-level f~inctions to other business units hy tlie way ha t  i t  calculates allocation iatio 
percentages, and (b) failing to include overhead costs in direct labor cliarges to business units. 
The amount of overliead costs that a given business unit absorbs for a sliared service function is 
based on liow much of tlie cost pool that i t  receives using an allocation ratio, not on liow much of 
the act~ial service i t  consunies. Similarly, all governance-level overliead costs flow to a pool, and 
the Service Company allocates nearly all of tlie governance pools to business units using tlie 
tliree- fac tor formu la ratio. 

An illustrative example may be Iielpliil. If a DE-Carolinas engineer performed work for DE- 
Kentucky in 2006. DE.-Carolinas charged the affiliate fiilly allocated cost, which in this case 
included labor, labor loaders, plus overliead loaders including administrative. facilities, 
supervisoiy, and corporate services costs. The fully loaded cost represents the opportunity cost of 
DE-Carolinas using tlie same engineer to perform work in-house. If that same engineer moved to 
DEBS in 2007 and perfoiiiied tlie same work for DE.-Kenhicky. however, the Service Company 
would directly charge the affiliate labor plus labor loaders. but not overliead. I t  is not clear why 
Ilie cost for the same engineer sliould be different. Tlie overhead associated nit11 that engineer is 
now spread over all business units through various allocation percentages for areas such as IT or 
Iiuman resources; tlie overliead is not linked directly to tlie  affiliate"^ use of the engineer. 

L.iberty undertook in this aiid the prior audit considerable effort to fully understand the Service 
Company's approach to distributing its overhead costs. The information that L.iberty was able to 
obtain fi-om tlie Service Company was insufficient to fiilly uncover all of the potential issues 
with the approach. However Liberty believes that the Service Company's approach for handling 
overliead costs is far from transparent. and leaves one unable to determine whether DE-Kerihicky 
is ci-oss-subsidizing other business units in the cliarges i t  pays for indii+iual services. or for 
Service Company charges combined. 
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D. Recornmelidations 

1. Identify and iniplenient a program that Duke Energy and stakeholders consider 
appropriate for assessing whether the Service Company complies with Article I, Section 
1.4 of the Service Company Utility Service Agreement. (Conclzrsion # I )  

The wording of the agreement is straightforward in describing the burden that the Service 
Company has assumed. Duke Energy does not, however. have a formal method for determining 
whether i t  is meeting that burden. The way to addiess this gap is to commcncc a formal program 
of studying the needs of the business units and whether the complements of the Service 
Company do in fact nicet the needs of the entities they serve. Recognizing that compliance by 
tiieaiis other than an agreed-to set of documentation will require independent study, Duke Energy 
should work with stakeholders to determine what degree of comfort about compliance with this 
agleement provision is to be obtained. 

2. Narrow the use of the three-part forniula allocator. (Coi~cliisioi7 #.?) 

The Service Company should establish an expedited program for identifying substantially more 
costs for direct charging and should create a layer of more specific allocation factors to address 
as many remaining costs as possible before applying its three-part formula 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 utilities. Oversirnplifiet methods ~tsing 
general allocators do not allow the precision necessary to demonstrate that DE-Kentucl<y pays no 
more than fully einhedded costs for each individual service. 

3. Eliniinate the effect of spreading overhead costs from the calculation of allocation 
percentages. (Concliision #4)  

The Service Conipany calculates many of its ratios in such a way that i t  spreads what would 
othenvise be overhead costs associated with shared service functions to the other business units. 
As a result, overhead costs associated with shared service employees are absorbed by other 
business units, not in proportion to the unit's actual use of the hinctional service, but in 
proportioii to its own overhead costs. Service Company charges to business units therefore do 
not reflect hilly ernbedded costs for individual functions or services. The effect of spreading 
overhead costs needs to be eliminated fi.0111 the calculation of allocation percentages. 

4. Develop a niethod to fairly assign Service Company overhead costs. (~onciiisiol7 # 5 )  

The Sewice Company should develop a 1 1 e ~  method to track and assign Service Company 
overliead costs that result in a good match between a business unit's use of a sen ice function aiid 
the cost that i t  pays for that function. In order to 1nove away from a11 over-reliance on general 
allocatoi s. the Service Company will need a more sophisticated approach for pricing its 
functional services. and will have to be inore precise i n  tracking and assigning the overliead 
component of cost. 

Many of the ow head-type costs that the Service Company currently spreads by way of its 
allocation percentage calculations or allocates by other methods could be conwrted into per- 
employee-hour rates and applied as a component of a Service Company ovcrhead loader. The 
Service Company could inore closely approximate the f~illy embedded cost foi its services by 
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convertiag certain IT, human resources, facilities, depreciation, and capital costs to overhead rate 
components. For example, the Service Company allocates approximately $14 inillion in capital 
costs associated with DEBS employee space in DE-Carolinas buildings to business units using 
the governance three-factor forniula ratio. There is no clear relationship between a business 
unit's share of these costs and its consumption of Service Company functions. These capital 
costs ale luiown in advance and could be converted into a per hour rate in a straiglitforward 
fashion Each DEBS employee hour, whether directly charged to a business unit or charged into 
an allocation pool, could cariy with it the appropriate share of this type of overhead cost. 

If tlie Service Company does not pursue a new approach and were to coiitiriue its approach of 
spreading overliead charges in a fashion that is not Iinlced to usage of services or cost causation 
in any disceniible way, L.iberty recoininends that it be required to make a showing that its 
approach yields equitable results, and results comparable to more direct, less simplified 
approaches Similarly. the Service Company should be required to make a showing that its 
charging nietliod results in fully allocated costs for each function that it provides. 
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V. Service Company Charges 

A. In t r odu c ti on 
Charges from the Service Company to the business units totaled $1 .S billion in 2007. The next 
tablc summarizes the charges from DEBS to tlie individual business units. 

- I---- 7 - __ 

The nex table summarizes the charges from DESS to tlie individual business units during 2007. 

Data 011 DEBS charges originate from FMIS, the legacy Dulte Power accounting system, and 
data on DESS charges originate from BDMS. the legacy Cinei-gy accounting system. Service 
Company charges to DE,-Kentucky totaled approximately S4S million. wliicli is consistent with 
the aiiiourit reported In the coinpany's Financial Statements and Auclitor*s Repo1-1 for 2007. 



Final Report 
Piiblic Version 

Audit of Merger-Related Agreements 
Duke Energy-Kentucky V. Service Company Charges 

indings 

1. Charges Not Addressed by the Service Agreement 
Some charges for goods and seivices that flow through the Service Company are not expressly 
covered by tlie Senrice Company Utility Service Agreement, altliougli they are rellected in tlie 
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 tliese charges are between DEBS and DE-Carolinas. For cxample, in the fiist quarter of 
2007, DEBS directly charged DE-Carolinas nearly $50 million for employee benefits and 
pension costs, including itenis such as "other post-employment benefits", which generally 
consist of retiree health benefits and are commonly teinied "OPEB." Phantom stock and 
employee savings plans represent other benefit costs that conipiise the $50 million The senrice 
agreement defines the human resources function as one that, among othcr things. "processes 
payroll and employee benefits payments." It  is not clear whether this language refers only to the 
nieclianics of processing payments, or whether i t  is meant to imply that the human resources 
group should pay tlie bills and then subscquently charge the relevant business units In either 
event. the $50 million in charges does not represent the costs incuired directly to piocess 
payments. but the pass tlii ough of tlie payments themselves. 

As  another example, DE-Carolinas \?/as directly charged $1 ..5 niillion during the lirst quarter of 
2007 for liability insurance by the DEBS Engineering and Constniction-Po\?ler Production 
iiinction. Processing liability insurance is not wjthin the functional definition for this group in tlie 
service agreement. The Service Company n~erely selected this responsibility center to use as tlie 
source of tlie charges. 

Midwest costs for similar items typically had been recorded directly on the books of the utilities, 
and did not pass through DESS. However, during 2007, the Service Company began to flow 
some of these costs through DE,BS. For example. DEBS directly charged the legacy Cinergy 
conipanies approximately $400,000 per month for workers' conipensation amortimtion expense. 
The consolitlation of DEBS and DESS will cause this use of the Service Company as a conduit 
for such costs to continue.. The Service Company plans to tlow most employee benefits costs 
through DEBS; however, the associated obligation would remain 011 tlie utility's balance sheet. 

2. Correlation between Functions and Responsibility Centers 
Wherever practical. costs should be accounted for and assigned on a direct basis so that the 
beiieficiary of the goods or services provided pays its costs. A company should make reasonable 
efforts to niaximize the use of direct assignment over allocation. 

Nornially, L.iberty examines how service company departments capture monthly costs associated 
with a speciJic shared senrice function. and then in turn how it charges these costs out to business 
units. Duke Energy Senrice Company departments do not precisely cori-espontl to service 
hnictions as defined in the service agreement. The alignment is someix hat closer for more 
traditional support liinctions such as accounting or finance. Senrice Company I-esponsibility 
centei s do not. lio\vever. line up with those services that had traditionally been perfornicd at tlie 
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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 riuinber of centers, and each center 
can pcrfonii more than one service (e.g., distiibution engineering and construction and 
distribution planning). In these cases, one cannot match up the departments on an organizational 
chart with the Service Conipany 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 indicatcd that the list of services in the agreement were not intended to reflect how i t  
would be organized from an inteimal management perspective, but to describe in general tlie 
nature of the service being provided. 

The Seri/ice Company arialyzes and tracks charges by both the originating ceiiter and tlie 
business units 1 eceiving the charges. Business units typically keep track of the dollars charged to 
them. Direct chaiges 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. i t  looks a t  the total costs charged out by a responsibility center during the month. which 
by default must be the same as tlie total costs that had been incurred by that center during the 
Inon tli . 

L.iberty generally can examine a company's department-level accounting information and 
determine. in  a relatively straightforward fashion, how niuch a utility paid fbr legal services. 
finance. or other shared services in a given month. This ability conforms to the general view that 
functional collection of costs promotes efforts to inanage the costs for services received, whether 
from internal. service-conipany, 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 S e n k e  Company fi~nctions in  order to derive estiinates of services provided nnder each 
function. The Duke Energy approach does not. however, clearly identify the nature of a direct 
charge from a responsibility center. Direct charges from a legal respotisibility center that reports 
to the general counsel could represent, for exalnple. charges for legal services or for internal 
auditing. A direct charge from an employee in the engineering and technical services staff might 
be 101- transmission and distribution (T&,D) pla~ining, T&D operations, or T&JI engineering and 
construction services. Similarly, one cannot predict how a given employee in a responsibility 
center will charge time. Theoretically, a Service Company employee niay charge his or her time 
into any hnctioiial cost allocation pool or to any business unit. 

3. DEBS Direct and Allocated Charges 
L.iberty examined DEBS direct charges and allocated charges for governance and shared services 
foi the audit period of 3007. The next table ~~ininiarizes the direct and allocated charges to each 
business unit 

lfm I 9  2009 
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Viewed on an overall basis, DEBS dircctly charged to client conipanies ap 40 
peicent of its total charges. Direct charges to DE-Kentucky for services totaled in 
the audit period, or less than one percent of total DEBS direct charges. Tlie bulk of the direct 
charges went to DE-Caro I i nas. 

Liberty examined DEBS charges in more detail by iiiajor cost category for a sample month to 
test how well it performed in maximizing the direct charging of labor costs. Tlie next table 
suniinarizes the labor and non-labor components of DEBS direct and allocated charges for 
October 2007 

The table shows that DE.BS directly cliargcd appi-oxiniately 38 pel cent of its total chaiges. and 
approximately 43 percent of its loaded labor The next table shows that a iiiuch higher percentage 
of charges coming to DE-Kentucky mere allocated rather than directly charged. 
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Liberty examined allocated charges in more detail to confiim that DE-Kentucky received a 
percentage of charges consistent with established Service Conipany allocation percentages. The 
next table suniinai-izes total DEBS allocated charges for October 2007. 

Of the total related to 
governance-level functions. Liberty recalculated DE-I<ent~icky’s portion of DEBS allocated 
governance costs for the montli to confirm that chaiges were consistent with its 2007 allocation 
percentages. which the next table summarizes. 

in DEBS allocated charges in October 2007, 
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L.iberty found that DE-Kentucky's total charges from pools allocated using the three-factor 
formula ratio and froin tlie human resources governance pool, allocated using the number-of- 
cniployee ratio, were consistent with 2007 allocation peicentages. 

Of the total related to 
enterprise-level functions. Liberty recalculated DE,-Kentucky's portion of DEBS allocated 
enterprise costs for the month to confirm that charges weie consistent with DE-Kentucky's 2007 
allocation percentages. as the next table sumniarizes. 

in DEBS allocated cliarges in October 2007, 

Libel t y ' s  calculated fipres were consistent with the amounts charged for- the rnontli to DE- 
I<entucl<y fi-om enterprise-level allocation pools. 
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Allocated cliarges from utility-level pools totaled in October 2007. L 
recalculated DE-Kentucky's portion of DEBS allocated utility service costs for the month to 
confiim that charges were consistent with DE-Kentucky's 2007 allocation percentages, which 
the next table summarizes 
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Liberty's calculated figures were consistent with the amounts charged for the month to DE- 
Kentucl<y from utility-level allocation pools. 

4. DESS Direct and Allocated Charges 
L.iberty examined DESS direct charges and allocated cliarges for governance and shared services 
for the audit period of 2007. The next table suinniarizes tlie diiect and allocated charges to each 
business unit. 

DESS directly charged to client companies a 
charges to DE-Kenhicky for services totaled 
seven peicent of total DESS direct charges. 

40 percent of its total charges. Direct 
in  the audit period. or approximately 

L.iberly examined DE.SS charges in more detail by major cost catesoiy for a sample month in 
order to assess perfonnance in directly charging labor. The next table summarizes the labor and 
non-labor components of DESS direct and allocated charges for Octobei 2007. 



Final Report 
Public Version 

Audit of Merger-Related Agreements 
Duke Energy-Kentucky V. Service Company Charges 

In this month, DESS directly charged approximately 48 percent of its total charges, and 
approxiniately 59 percent of its loadcd labor. The next table shows that DE-ICenhicky received a 
higher percentage of total charges as direct rather than allocated charges. 

Liberty examined DESS allocated charges in more detail to confirm that DE-ICentucky received 
a percentage of goveniance and shared service charges consistent with established Service 
Company allocation percentages. The next table suiiiiiiai izes total allocated charges for October 
2007. 

Of the total related to 
sovemance-level functions. L.iberty I ecalculated DE-Kentucky’s portion of DESS allocated 
governance costs foi the saniple month to coiifiiin that charges were consistent with DE- 
Kentncky‘s 2007 allocation percentages [or three-factor and number-of-employees goveniance 
ratios. which the next table summarizes. 

in DESS allocated charges in Octobei 2007. 
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Liberty's calculated figures \vel e consistent with the amounts charged to DE-Kentucky for the 
niontli. 

Of the total related to 
shared service functions. L.iberty recalculated DE-Kentucky's portion of DESS allocated shared 
service ( i  e.. enterprise- and utility-level) costs for the sample month to confirm that charges 
were consistent with DE-Kentucky's 2007 allocation percentages, which the next table 
summa r i z es I 

in  DESS allocated charges in October 2007, 
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Liberty's calculated figui es \\'ere consistent with the amounts charged to DE-Kentucky for the 
mont11 

Of the i n  allocated shared service charges, DESS charged (nearly 
half) to Mid\vest-only allocation pools. DESS used well over 50 allocation pools. DE,SS 
stnictures these pools based on how the charges are allocated. rather than on the specific Service 
Company f~inction or activities they may include. The reason for the large number of pools is 
three f'o 1 d :, 

DESS created specilic pools that are allocated by a large number of factors (e.y.. number 
of employees. circuit miles) that niiimr those of regular shared service pools 
DESS crcated specific pools that pertain to specilic subsets of'Midwest entities 
DESS created specilic pools tha t  are similar. i n  all other. aspects except the way in which 
the charges arc ultimately allocated between a utility's gas and electric operations. 

0 

0 
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As examples, the Midwest-only pools designated by the LOB codes R20 and R21 are both 
allocated to DE-Indiana, DE-Kentucky, and DE-Ohio based on Midwest-only three-factor 
formula percentages; the further 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 allocated to DE.-Indiana. DE-Kentucky, and DE-Ohio, 
as well as NANRG 

Liberty recalculated DE-Kentucky's portion of the Midwest-only charges, using allocation 
percentages provided by the Service Conipany. which the next table summarizes. 

Ptrpc 60 
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I I I I 

Liberty's calculated figures were consistent with the amounts charged to DE-Kentucky for the 
nionth. 

5. Direct and Allocated Charges for Traditional Business Functions 
L.iberty reviewed sample month's charges from individual business f~inctions in order to evaluate 
Service Company performance in inaxiniiziiig the percentage of costs directly charged. There is 
no clear alignment between Service Company functions and departments. therefore. a more 
straightforward depart 111 eii t a I an a 1 y si s was iio t practicable ~ 

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 Senrice Company allocates significantly more legal 
loaded labor than i t  directly charges. Approximately 70 percent of loaded labor costs are 
allocated to business units. Charges for outside services and contract labor constitute the largest 
non-labor cost categoiy for the legal f~inctjon. The Sa-vice Conipany directly charged or directly 
assigned nearly 90 percent of those costs to client companies. 

The next table sumniarizes October 2007 diiect and allocated charges identified by the Service 
Company as related to the IT function 

I 

I 

In October 2007. the Service Company allocated significantly niore IT loaded labor than i t  
directly charged. Appmxiniately 54 percent of loaded labor costs are allocated to business units. 
Charges for outside sei-vices and conti-act labor constitute one of the largest non-labor cost 
categories for the 1T hnction. The Service Conipany dii,ectly cliarged or directly assigned only 
20 percent of those costs to client companies. Similarly. the Service Conipany directly charged 
01- assigned about 40 perccnt of hard\vai-e and softnxre purcliase and maintenance expenses. 
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6. Direct and Allocated Charges for Iltility-Related Shared Services 
Liberty reviewed saniple nionth's charges from individual utility-related functions, in order to 
test Service Company perforinance in maximizing tlie percentage of its costs directly charged. 
The next table summarizes October 2007 direct and allocatcd charges identified by tlie Service 
Company as related to the power engineering and construction function. 

The October 2007 data indicate that the S e n k e  Company directly charges the majority of loaded 
labor, allocating only approsiniately 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 charged 01- directly assigned nearly 95 percent of those costs to client 
companies. 

The next table s~iniiiiari7es October 2007 direct and allocated charges identified by the Service 
Company as related to the rates liinction 
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The Service Company directly charged approxiiiiately 60 percent of loaded labor. The Senlice 
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 Comnpaiiy recovers froni business units the depreciation expense associated with 
DEBS assets. most of it tlirough an allocation pool that i t  distributes itsing the enteiprise tliree- 
factor foomiula ratio However, tlie Service Company separately identifies certain DEBS assets as 
related to achievement of the mergcr. and recovers the depi eciation associated with those assets 
as part of a cost-to-achieve pool. I t  allocates this portion by using the governance three-factor 
forniula ratio 

The Service Company added a considerable number of assets duiing 2007. DEBS assets net of 
depieciation at year-end 2007 were $254 million, conipared to $ I2 I million as of year-end 2006. 
DEBS depreciation expense foi 2007 totaled S28 7 million L,ibert~r's review of Scrvice 
Company inter-company charge data substantiated that DEBS monthly depreciation expense of 
approxiniately $2 niillion was accurately allocated to the business units. including DE-Kentucky. 

As  of year-end 2007, DESS capital assets had a value net of depreciation of $52 n~illion; 
software comprises the majority of this value. D~irjiig 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 conipaiiy assets -- in particular iinancial systems -- 
was needed to run a co~poration. Therefore, the reasoning went, the depreciation associated with 
the duplicate systems on the Cinergy side slio~ild not be spread to all business units. 111 2007, the 
Senrice Company began to accelerate the depreciation 011 certain DE,SS financial systems 
identified for replacement in the transition to Peoplesoft, and re-categorized tlie depreciation 
associated with those assets as part of its merger cost-to-achieve. Of the $1 8.1 niillion 111 DESS 
depreciation expense during 2007, $4.3 inillion was treated as a cost-to-achieve. I t  was allocated 
to business units using tlie goveniance thee-factor formula ratio. The remainder of ttie 
depreciation costs was charged exclusively to Midwest entities. L'iberty's review of Service 
Company inter-conipany charge data substaiitiated that DESS inontlily depreciation expense was 
allocated as described to the business units. includiiig DE~-l<entucky. 

8. Facilities Rate of Return Allocation Pool 
DE.-Carolinas calculates capital cliargcs associated miit11 its o n m d  facilities in  North Carolina. I t  
calculates the amount of depreciation. property tax, property insurance. and cost of capital (net 
book value times the allowed rate o€ return) associated with each of the buildings. DE-Carolinas 
clirectly charges its non-Service Company afiiliates for their share of these costs based 011 

occupied square footage in individual buildin~s.  The amount of these capital costs that would 
otherwise be assignable to DEBS is placed into a Service Company Facilities Rate of Return 
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(Facilities ROR) govenialice pool. This pool is not specifically addressed in the Service 
Conipany Agreement, but is rionetheless an indirect cost of providing the service functions. 

During 2007, DEBS allocated this pool to all business units. iiicluding DE-Kenhiclcy, based on 
tlie governance tliree-factor foniiula. In 2006. i t  used the govema~ice number-of-eiiiployees ratio. 
DE-Carolinas providcd supporling documentation showing its calculatioii of 2007 capital costs 
pel- square foot for approximately 2.5 facilities The analysis compared the annual cost per square 
foot for e w h  facility to market-based rates for that facility. DE-Carolinas's cost was higher than 
market for all but one facility. i e , a sniall garage. The DE-Carolinas calculation of capital costs 
used the iiiailcet rate for that one facility and its actual cost for tlie remainder. This approach is 
consistent with the requireriient that DE-Carolinas charge the higher of cost or market. Arguably. 
DE-Kentucky is paying highel than h l ly  embedded cost for its share of that one facility; tlie 
effect, howevei, is de n7inin~is. as the total cost for this facility is extreniely siiiall (approximately 
$400 per year). 

Tlie DEBS share oP tlie capital costs is $ 1  0 iiiilliori per month. DEBS also is responsible for 
$0.1 5 million per month in depreciation associated with the alternative data center located at tlie 
McGuire nuclear station, ~.I i jch brings the inontlily cost to $1 "1 S million. Of tlie total facilities 
ROR pool charges of $1 3.8 million in 2007. DE-Kentucky received 2.81 percent. L.iberty's 
review of Service Company inter-company charge data substantiated that the monthly Facilities 
ROR expense of $ I  , I  .5 million was accurately allocated lo  the busiiiess units, including DE,- 
Ken tuck y . 

Liberty sought to deteniiine whether the Facilities ROR pool cliarges in 2007 reflect the 
movement of approximately 2,000-2: 100 employees from DE-Carolinas to DEBS effective in 
January. Accounting personnel reported that the company perfonns routine studies to calculate 
ROR governance pool charges. Tlie study to detennirie 2007 charges conducted in early 2007 
used 2006 data. Tlie 2007 charges therefore do not rellect the space occupied by the utility 
employees nioved to DEBS: tlie additional space will not be incoi-porated into charges until tlie 
study for 2008, whicli will use 2007 data. Charges to DE,-Kentucky in  2007 wei-e lower than they 
otheiwise would have been i f  DEBS had incurred the cost of tlie additional space. 

Tlie Service Company collects similar costs for legacy Ciiiergy buildings; however, it does riot 
include property insurance (reportedly only $20-30 thousand per year) in its calculatio~is. The 
Service Company provided a suiiiniary showing tlie deriwition of' capital costs of $9.4.3 iiiillioii 
associated with the Cinergy Plainfield facilities and S9.72 iiiillion associated with tlie Cinergy 
Cincinnati facilities. DESS occupies 92.09 percent of the Plainfield facilities and 89.6.5 percent 
of tlie Cincinnati facilities, which translates into costs of $8.69 million and $8.7 1 million, 
respectively. Accounting personnel use joul-nal entries each ~iiontli to assign the relevant portion 
of these costs to the business units, based on square footage. Tlie Service Company conducts an 
analysis of how DESS personnel support the \:ai-ious business units, and assigns square footage 
to business units accordingly. DE.-Kentucky 1-eceives 5.4 percent of the chaIges associated with 
the Ciriciiiriati facilities and 6.0 percent of the charges associated wit11 tlie Plainfield facilities. 
L.iberty's review of Service Company inter-company charge data with accounting personnel 
substaiitiated that tlie 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 bordei has tax implications. The Service Company 
identified tlie costs relevant to the Canadian portion of DEGT, and charged tlieni to the U.S. 
portion of DEGT, which in tun1 billed them to DEGT Canada. Both affiliates comprised part of 
the Spectra gas poitfolio spun off by Duke Energy in January 2007 The Service Company 
entered into a new, short-term agrcenient with Spectra for 2007. under which it typically priced 
individual services on a flat-fee rather tlian hourly basis. The Service Conipany sent Spectra an 
invoice for the work each month, and then credited back the charges to the appiopriate 
responsibility center or cost allocatior pool Spectia 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 ~nillioii dui Ing 
2007. The transition agreement with Spectra ceased as of year-end 2007. 

Liberty’s audit of DE-Cai olinas included a review with accounting personnel of the processing 
of charges to Spectra undei its 2007 transition service agreement. L,iberty was satisfied that the 
Service Company was appi opiiately billing Specti a for services under the contract, that i t  was 
being appropriately billed for sewices perfonned by Spectra, and that i t  was accounting for the 
charges paid by or to Spectra correctly 

10. Gas Company Spin-off Costs 
During 2007, Duke Energy incurred costs of approximately $1 7.7 million in connection with the 
spin-off of the gas business. ’ Duke Energy recorded these costs in  the Special Projects 
responsibility center at the Service Coni~x~ny level. The Service Company generally i~~cluded 
tliese costs in the Executive and Other governance pool, which i t  allocated to all business units, 
including DE-Kent-~icky. by applying the three-factor formula ratio. DE.-Kentucky received an 
allocation of 2-81 percent of these costs. or $0.5 million. 

1 1 .  Examination of  Senior Executive Labor Charge Distribution 
Liberty‘s audit of DE-Carolinas exaniincd time leporting data for tlie top executives of the 
corpoiation, the inajoi ity of M hich were part of the Service Company. to evaluate whether they 
charged their time in a reasonable fashion Liberty had identified a number of eirors; wolk in this 
audit sought to detennine i f  and how the Service Company had corrected these el rors. 

The group of 64 executives that L.ibei-ty had originally reviewed i n  its audit of DE.-Cai-olinas 
included the CEO, the executives that directly repolt to the CEO, and the direct reports of the 
CEO‘s direct reports. This group included positions such as .group executive. president. senior 
vice president. and vice president.. Accounting personnel provided data from FMJS coverin? the 
July 2006 to May 2007 period and data from BDMS covering the January to May 2007 period. 

Libei-ty‘s audi~ of DE-C ai-olinas found that D ~ k e  Energy’s costs I O  acl i iex the spin-of1 dur ing ,7000 itere 
appioximately S.SX.0 inillion. plus 69 3 million in capitalized softnare 
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Salary Distribution -,July 2006 to May 2007 

50150 Exec. Utility and Exec. Enterprise 
100% DEC 2006; Mkt.,’Cust. Sew. Utility 2007 
Exec. Utility in 2006; Exec. Go\,. 2007 
Mkt./Cust. Sew. Utility 2006; Exec. Goy. 2007 
Legal Utility 2006: 1009,b DEC 2007 
Plan. COIF. 2006, Powei Plan/Fuel Uti]. as of 2/07 
I-IR Go\*. 2006; Exec. Enterprise as of 3/07 
FIR Go\ .  2006: Exec. Enterpi ise as of XO7 

Audit of Merger-Related Agreements 
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Required Correction 

All time to Exec Enterprise as of 1/07 
All time to Mkt. pools 2006 post-mei-ger 
All time to Exec. Utility in 2007 
All time to Esec. Utility 2006 post-merger 
All time to Legal Utility pool as of 1/07 
All time to Utility pools 2006 post-merger 
Time to Exec. Enterprise as  of liO7 
Time to Exec. Enterprise as  of 1\07 
Time to a legal pool as of 1/07 

The accounting group sets up in its payroll system for each employee a default salary 
distribution, which specifies tlie percentage of salaiy that should be charged to specific business 
units or Service Company allocation pools. Llnless the einployee submits a time report specifying 
otlienvise, salary is charged according to tlie default distribution Two senior executives 
positively reported time during the period. 

Liberty found that seven senior exccutives. including the DE-Carolinas President and six 
executives in nuclear-related ai eas, directly cliarged all of their time to DE-Carolinas in  tlie time 
period. IJnlike most other executives, they are not part of the Service Company for payroll 
purposes Anotlier ten senior executives directly charged their time to Midwest utilities or 
NANRG for tlie entire time period, consistent with their areas of responsibility. Tlie senior 
executive in charge of new generation projects directly charged his time to DE-Carolinas. DE- 
Indiana, and NANRG. Liberty lound the treatment for tliese 18 executives to be reasonable 

In all, 22 senior exccutivcs charged their time exclusively to one of the Service Company 
governance-level pools, such as human resources, accounting. and public affairs. throughout tlie 
time period. L,ibei ty found this approach I-easonable. 

Of the remaining 24 senior executives originally reviewed by L,iberty in its audit of DE- 
Carolinas, two charged their time to a single business entity; tlie rest charfed into one or more 
pools in 2006. Tlie Service Company uses an allocation method that is more accurately described 
as direct assigniiient to distiibute the labor charges for three of tlie executives in the last group. 
The legacy Cinergy organization developed this approacli in order to distribute salary costs for 
certain employees to both O&,M and capital accounts, and distribution percentages were 
developed based on an  analysis of the activities supported by these executives. Accounting 
personnel indicated that the direct assigniiient method will disappear when the legacy Cinergy 
organization is converted to FMIS in 2008. In roughly half tlie cases. tlie 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 either changed 
or, in a few cases, did not appear 10 comport with the J o b  title. They found that the salary 
distributions for nine senior Service Conipany executives contained errors, as summarized on tlie 
next table. 
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There was no one reason for the errors. In most cases, the executive's job function changed 
either after the merger with Cinergy, effective April 2006, or after the gas spin-off, effective 
January 2007, but the default distribution was not revised In one case, a senior legal executive's 
timc was charged to DE-Carolinas beginning in 2007 because of an inadvertent change. 

Accounting personnel stated that the pi ohlenis in  time reporting due to the gas spin-off should 
have affected senior executives only. because they were the ones inost affected by the 
divestiture. L.iberty estimated that the net effect 011 charges to tlie business units would be 
relatively modest The errois in most cases involved charges made into onc allocation pool in 
lieu of another; tlie allocation percentages for the pools were similar L,iberty recommended in 
the DE-Carolinas audit revisions to the default salary distribution for the nine senior executives 
whose laboi had been charged incorrectly. and the issuance of journal entries to correct the 
distribution of labor charges to the business units for the appropi iate time period. 

The Service Coinpany subsequently con-ectcd the salary distributions in the payroll system. In 
Deceniber 2007, accounting personnel also issued journal entries of approximately $ I  .S niillion 
to correct seven of the executive pay errois. Accounting did not make journal entries associated 
with two of the e11 ors that affected 2006 cliarges because the boolts had already been closed 

12. Exaniination of Service Conipany Employee Time Reporting 
L.ibei ty's audit of DE-Carolinas included a review of time reporting data for apgroximatcly 140 
exenipt managenient and noli-iiiaiiagement Service Company employees. Liberty undertook this 
review to evaluate whether their time charge appeared to correspond to work perfoiiiied. The 
survey was intended to provide a checlc on L.iberty's initial analysis about the extent to which 
Service Company eniployees dir-ectly charge their time. L.iberty's analysis covered a signifllcant 
portion of the period of this audit, and the findings from its analysis reinain relevant and valid. 

117 that prior audit, Liberty selected approximately 60 einployees performing Service Company 
utility-related functions. pri~~iarily engineering and technical services ( e  g. . substation and 
transmission engineering), along with materials management. warehousing. and customer 
service. Many of these eniployees were still part of DE-Carolinas for payroll purposes during 
2006. L,iberty selected the balance of tlie employees fro~ii more traditional Service Company 
functions, such as Iiunian resources. accounting. finance, legal, and internal auditing. Accounting 
personnel provided eleven months of data from FMIS and BDMS for selected employees for the 
July 2006 to May 2007 period. 

Liberty did not find exainples of time reporting that appeared 011 their face to be wholly 
inconsistent with job titles. L.iberty's overall obseii~atioii after that review of time reporting data 
was consistent with tlie conclusion i t  reached earlier fi-011-1 analyzing Service Company charges. 
That conclusion is that the Service Company does not directly charge as much labor as one 
would expect. 

In  tlie traditional busiiiess functions. L.iberty reviewed data for appi-o~iniately 20 legal and 
auditing employees. All of the auditors cliai-pl to tlie intenial auclit go\ ernance pool. The 
employees in the legal groups. which co~aerecl such areas as commercial operations. regulatoiy, 
labor ancl employment. ancl litigation. did not follom. a distinct patterii in  charging their time.. 
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Overall, roughly half were able to charge all or a majority of their time to specific business units, 
such as to the Midwest utilities or to DE-Carolinas. The other half charged all or a majority of 
their time to allocation pools. There was no obvious con elation between job responsibilities and 
time reporting. Two attorneys in the conime~-cial operations area, for exaniple, were able to 
directly charge only 10 to 30 percent of their time: tlie rest went to pools One attorney in  the 
labor and employnient area was able to directly charge ro~iglilp 75 percent of his time, while 
another in that area charged nearly 70 percent to goveniance and enterprise pools. 

In most cases, there was no obvious conelation between 11ow a nianager in the legal area and his 
or her direct reports charged time. For example. one senior nianagenient employee in the 
regulatory area charged time primarily to the legal utility pool. Tlie nianager's tliree direct 
reports charged nearly all of their time to the Midwest or to DE-Carolinas, consistent with their 
job responsibilities. In another case, a managing attorney in the FERC area cliarged the nia,jority 
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. 

Liberty reviewed time reporting data for approximately 40 employees at various levels in the 
organizations that perform human I esources. finance. and accounting functions With few 
exceptions (e  y , employees 1 esponsible for DE-Indiana and non-regulatoiy accounting). these 
eniployees charged all time to allocation pools Libeity expected that mid-level managers. such 
as those responsible for asset accounting revcnue analysis or wholesale accounting. would have 
been able to distinguish a t  least some portion of their time as 1 elevant to only one particular 
business unit. 

In the IT area, L.iberty reviewed time reporting data for approxiinately a dozen employees. The 
~mjority were management level employees. who charged nearly all of their time into one 
specific IT pool. In  tlie case of employxs in the areas of IT operations and data center 
management, this result appeared logical. Management level employees in the applications areas: 
as well as project managers and application developers. also charged the majority of tlieir time 
into pools. L.iberty expected that some eniployces \4.ould have been able to directly charge at 
least some portion of their time. 

L.iberty also sampled time data for a small numbei of employees in areas such as environmental 
affairs, strategy and business ~ilanning, and real estate. These employees charged into allocation 
pools in  their respective areas. Tlie commercial business employees that L,iberty selected fol 
I eview charged their time exclusively to Duke Energy Amei icas or tlie Midwest only. which 
appeared to be appropriate. 

L.iberty's test work disclosed a clear tendency for the time of Service Company employees in 
traditional functions to flow to allocation pools as the default labor distribution. Liberty did not 
observe an expected level of separate identification of tlie beneliciaries of specific assignments. 
L.iberty did identilji one error in tiiiie repo~ting in  this area. Liberty questioned accounting 
personnel why the director of' general accountin? foI ilie Mid1x:est charged her time exclusively 
to the Midwest while the director- for the Carolinas charged his time to the utility accounting 
services pool. Accounting personnel stated that the Carolinas director assumed tlie J o b  at tlie 
beginning of 2007. but his default labor distribution had not been updated. They stated that tlie 
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default distribution would be changed so that his time is charged exclusively to DE-Carolinas. 
and that accounting personnel would issue journal entries to conect the effects of the enor. 
During this audit, accounting personnel provided a copy of the correcting journal entry, which 
resolved the issue. 

The priiiiaiy focus of L.iL7erty.s review of utility-related fiinctions was the eniployees in the 
engineering and technical services functions. L.il7erty.s general conclusion 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 enigloyees discussed 
below), and did riot rely as much on allocation pools. A n~iniber of tlie selected engineering and 
technical services employees were legacy Cinergy eiiiployees whose time was distributed using a 
direct assignrnent inethod, which is based on an analysis of what efforls tlie employee supports. 
Three of these were higlier level management, whose labor charges were spread based on capital 
projects, or between operations and niaintenance (O&.M) and capital. Another ten legacy Cinergy 
employees, engineers, and project managers had some or all of their time distributed using direct 
assignnient, with the balance generally being directly cliarged to business units. 

L.iberty also surveyed some of tlie other utility-related hnctions. A large portion of tlie selected 
employees were those that moved from DE-Carolinas to DEBS in  2007. L.iberty also selected 
legacy Cinergy employees for examination. Tliis portion of L.iberry's testing of time found that 
employees in the utility-type services make better use of direct charging than employees in  the 
traditional business functions, but still overuse allocation pools in some areas. 

Liberty selected two einployees from the Midwest Geld operations (warehousing) organization. 
Both reported all or nearly all of their time exclusively to Midlvest pools. One eniployee charged 
about live percent of his time to a materials nianagenient utility pool, which Liberty foound 
appropriate. Liberty also reviewed time reporting data for a few materials nianagement 
employees. One employee, a legacy Duke Power service technician, directly charged his time 
exclusively to DE-Carolinas. and another employee. a legacy Cinergy sourcing specialist. 
cliarged tlie nia.jority of his time to the Midwest. This treatment appeared to be appropriate. Two 
employees, one of which was a buyer, charged their time exclusively to a materials management 
enteip-ise-level allocation pool. 

L.iberty also selected approximately two dozen nianagenient and non-nianagenient employees 
from various areas in the utility-level customer service and niarlteting fiinction. The majority of 
employees, including those in  the receivables. tilling. customer support, revenue services, 
energy data nianagenient. and call center areas. charged their tiiiie exclusively to tlie utility-level 
meter reading and payment processing pool.. TWO l e p c y  Duke Power employees charged tlie 
majority of their time to DE-Carolinas. with a small anio~~iit  going to the pool. 

L.iberty identified a few errors in  time reporting of employees in  utility-related functions. In one 
instance, an employee moved fiom an engineerin? position to one in  the customer service area 
during 2006. but his time distribution was not updated to reflect the change until the begiiming of 
2007. During 2006. the default time distribution for two employees in the power quality area of 
the power delivery organization had been to DE-Carolinas customer service. The distribution 
changed to a Seririce Company customer s e n k e  pool in 2007. Accounting personnel confilmed 
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that the change was made in error, and that tlie employees' time slio~ild have been charged to 
DE-Carolinas rather than the pool. Accounting indicated it would issue journal entries to correct 
tlie error. During this audit, accounting confiriiied that it cori-ected the defaault time distributions 
for these employees in September 2007. It  did not, however, correct the dollar impact of the 
error. Accounting persolme1 estiinated that DE-Kcntuclcy had been incorrectly charged F 1 1 .OOO 
through the pool. The Service Company should have made the corrections in 2007: the books 
are, however, closed for the year. 

13. Exaniination 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. I n  soliie cases, a utility is directly charged for 
an entire invoice amount; in other cases. i t  is directly assigned only a portion. Accounts payable 
also charges invoices into the Service Cornpany functional allocation pools, of which DE- 
Kentucky receives a percentage. Lherty's prior audit of DE-Caiolinas involved the selection of a 
nunibei of vendors and invoices for a focused review in order to gain insight into the 
effectiveness of the Service Company's processing of invoices The vendors that Liberty selected 
included piiniarily accounting and law firms. constiuctioii-related companies, computer 
equipment and service companies. outside prograniming firms. banking and financial firins. and 
consult ants 

In most cases, L.iberty identified no issues with the way that the Service Conipany had 
distributed tlie charges for these invoices, and encountered only a few relatively minor errors. 
L.ibei-ty did identify, however, a potential problem in the handling of some IT invoices. Liberty 
found that two invoices from a vendor had been charged to a pool allocated using enterprise 
three-factor forniula percentages, although the inwices appeared to be related to IT server 
services, which are allocated on tlie basis of the number of sei-vers. Two other illvoices fr-orn 
another vendor had been charged to the utility-level IT server pool They might have been inore 
appropriately charged to the enterprise-level IT nianagement and support services pool because 
the work related to application maintenance and support services rather than servers. Allocation 
percentages among the various IT pools can vary significantly: therefore. the selection of which 
pool to use can affect the portion of invoice charges ultiniately allocated to the utility. For 
example, DE-Kentucky's share of the utility-level 17 sei-ver pool in 2007 was 6 91 percent, 
conipared to 2.99 percent for the enterprise-level management and support pool. 

DEBS transaction testing in this audit involved tlie selection of an $89.000 charge into the IT 
management and support services pool, which is allocated using tlie enterprise three-factor 
forninla ratio. L.iberty substantiated that DE-Kentucky was allocated the C O I T ~ C ~  portion of the 
charge. L.iberty asked Service Company accounting ~~ersonnel to ini~stigate why tlie supporting 
invoices. which were for sener  maintenance, were charged to this pool. rather than. for example, 
the IT sei-vei- pool. Acco~intIng reported that the person who assigned the invoices belie\:ed they 
\yere charged to the appropriate 1~001~ but agreed that the rationale  as not apparent given the 
nature of tlie invoices. 
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C. Conclusions 

1 .  A significant amount of costs that flow through the Service Company to busiiiess units 
do not relate to the costs of providing services under the Service Company Utility 
Service Agreement. (Recoiiiiizeiirlcrtioii # 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 charged DE-Carolinas marly $50 million for employee bcnefits costs such a s  
OPEB, phantom stock, and employee savings plans in the first three inoiiths 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 Servico, Company. 
Similarly, the DEBS Engineering and Construction-Power Production ftinction charged DE- 
Carolinas $1 ..5 million for liability insurance, whicli is not part of that group’s dcfined purpose. 
A significant amount of Service Company charges to business units reflect similar pass-through 
costs. 

During 2007, this issue priinarily concerned DEBS and DE-Carolinas. Many pass-through costs 
were typically recorded directly on the books of the Midwest utilities, and did not flow through 
DESS. However, the Service Conipany more recently began to flow some otherwise pass- 
through costs for the Midwest business units tlirough DEBS. For exanlpk, in 2007 DEBS 
directly charged the Midwest business units a total of approxiniately $5 million for workers‘ 
compensation amortization expense. After the consolidation of DEBS and DESS. the Service 
Company plans to flow inore pass-through costs, including most of those related to employee 
benefits, tlirough DEBS. 

2. Liberty’s test work verified correct calculation and cliarging of DE-Kentucky for its 
share of allocation pools. 

Review of data for a saniple month substantiated that DEBS and DESS correctly calculated the 
amounts charged to DE,-Kentucky for governance-. enterprise-. and utility-le\~el allocation pools. 
based on the pi edelined allocation percentages Liberty also substantiatcd that DESS correctly 
calculated the amounts allocated to DE-Kentucky from the Midwest-only allocation pools. 

3. Ovei-all, the Service Company does not make sufficient use of direct charging for labor 
costs. (Rec.oniniciir~~icrlioli #2) 

Liberty examined how niuch loaded labor costs DEBS and DESS charged directly to business 
units rather than allocating them. Overall, DE.BS djrectly charged aliproxiniately 40 percent of 
loaded labor charges to business units, and DESS directly charged approxi~natcly 60 percent. 
Thus. the Service Compaiiy as a whole directly chargcd as niuch governance and shared semice 
labor as i t  allocated. as the next table summarizes. 
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Moreover, the Service Company's approach to tracking and charging Service Company costs 
does not result in a good match between a business unit's use of a service frnction and the cost 
that it pays for that function. Even when the Service Conipany directly charges a business unit 
for labor, these charges do not reflect fully 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. 

L.iberty discusses this issue in niore detail in other sections of this report Liberty has stated that 
the Service Company requires a more sophisticated appioach for pricing its functional services 
L,iberty believes a sound approach shouId enable one to detennine: (a) whether the Service 
Company is maximizing the effective use of direct charging, (11) whether the costs of individual 
functional services piovided by the Service Company are lower than other alternatives. and (c) 
whether DE-Kentucky is cross-subsidizing other business units in  tlie charges i t  pays for 
individual services. 

4. FOP the traditional, business-type shared services that it provides, the Service Company 
charges a reasonably sufficient portion of non-labor costs directly, but does not malte 
sufficient use of direct charging for labor costs. (Re~:oniiiieii(lrrlioii #2) 

Traditional business-type shared services include such fuiictions as accounting, finance, human 
resources, and IT. L.iberty examined charges froni DE.BS and DESS that tlie Sei-vice Company 
identified as related to the legal function. In October 2007. the Senlice Company directly 
charged approximately 5.5 percent of its total overall costs to client coinpanies. Liberty found 
that the Service Company was able to directly charge oI assign a relatively large portion (90 
percent) of cliarges for outside services and contract labor. I t  performed less well with labor 
charges. The Sei-vice Company directly charged only 30 percent of its loaded legal labor costs 
for the month. 

Liberty also examined the charges from DEBS and DESS that the Service Company identified as 
related to tlie IT fuunction. The Service Company directly charged to business units only 20 
percent of general IT costs, and the same percentage of" tlie loaded labor cost portion. I t  allocated 
approximately 80 percent of tlie costs for outside senices and contract labor. and approxiniately 
60 percent of hardware and software purchases and maintenance. L.iberty recognizes that a 
considerable portion of IT costs relate to activities that are appropriately allocated to all 
companies or users, such as data center operation and maintenance of stantlard hardware and 
soliware. However. groups like legal and IT are generally able in  service company contexts to 
dii-ectly charge employee time, because tliese g~-oups p i e ra l ly  tend more often to work on 
distinctly identifiable projects or activities. 

5. From the perspective of utility-type shared services that it provides, the Service 
Company has been effective in directly cliargiiig those total costs. 
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Liberty examined charges froni DEBS and DESS that tlie Service Company identified as related 
to the power engineering and construction function. In October. 2007, tlie Service Company 
directly charged approximately 90 percent of its total overall costs, and loaded labor cost in 
particular, to client companies. L,iberty found that tlie Service Company was able to directly 
charge or assign a relatively large percentage, 9.5 percent, of charges for outside sewices and 
contract labor. 

Liberty also exaini~ed tlie charges froni DEBS and DESS that the Scrvice Company identified as 
related to the rates function. The Service Company directlv charged to business units 
approximately 60 percent of rates function costs in general, and loaded labor costs in particular. 
Liberty found that tlie Service Conipany 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. All DEBS direct charges for these services were made to DE-Carolinas, and 
essentially all DESS direct charges were made to Midwest companies. 

6. Tlie 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 Conipany Lltilitp Service Agreement states that services m ~ i l l  be priced a t  fully 
allocated costs, defined as direct costs, indirect costs; and costs of capital.. Tlie agreement 
specifically lists property insurance7 depreciation, amortization? and coinpensation for the use of 
capital as exaniples of the cost of doing business. DEBS recorded a cost of debt for construction 
w01k in  process tliro~~gliout 2007, and beginning in May 2007 recorded both a debt and equity 
cost of capital. During 2007> tlie Seivice Company allocated to business units $28.7 million of 
depreciation costs. Costs of insurance, and property related taxes, unless specifically associated 
with a DEBS project, are not assigned to construction work in  process. but are allocated to client 
companies as an operating expense using an approved allocation method. 

7. Tile Service Company charges tlie majority of DESS capital costs to legacy Cinergy 
companies. 

During 2006, the Service Coinpany 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 nun a colporation and that the depreciation associated with duplicate systems 
sliould not be spread to all business units. I n  2007, the Service Company began to accelerate the 
depreciation on DESS financial systems, and re-categorized the depreciation associated with 
those assets as part of its merger cost-to-achieve. Of the $1 8-1 million in  DESS depreciation 
expense during 2007, tlie majority ($1 3.8 million) was allocated exclusively to Midwest entities. 
Depreciation associated with cost-to-achieve assets of $4.3 million was allocated to all business 
units, including legacy Duke Power companies, using the governance three-factor formula ratio. 

8. The Service Company adequately recovers from client companies the cost of its 

DE-Caro 1 i nas ca I c LI I a tes capita 1 clia rg es. i 1x1 ud i ng d epi ec i at i on. propcrty tax  . property I ns~ira n c e. 
and cost of capital. associated it11 each of its facilities i n  North Carolina The portion of these 

occupancy in  legacy Duke Power and Cinergy facilities. 
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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 forniula ratio. Similarly, the legacy Cinergy utilities calculate capital 
charges associated with tlie Plainfield and Cincinnati facilities. The portion of these capital costs 
associated with tlie space occupied by DESS personnel are allocated to business units based on 
an analysis of how DESS personnel support tlie various husiness units. 

The calculation of the DEBS Facilities ROR charges for the year 2007 is based on year 2006 
data, and does not reflect the ~novement of approximately 2,000 employees from DE-Carolinas 
to DEBS. DE-Carolinas will therefore not recover from the Service Company the capital costs 
associated with tlie incremental square footage occupied by these employees. This translates into 
a savings for DE-Kentucky. 

9. The Service Company correctly applied the proceeds from the service contract with 
Spectra to offset costs that it allocates to DE-Kentucky and other business units. 

In 2007, tlie Service Company billed Spectia $1 5 2 million under a short-term agreement that 
L., eenerally priced individual services on a flat-fee rather than hourly-charge basis. Spectra also 
provided a small ainount of services to tlie Service Company. 

During thc prior audit of DE-Carolinas, L.ibcrty ieviewed the arrangement with accounting 
personnel, and determilied that tlie Service Company was appropiiately billing Spectra for 
services under the contract and crediting the charges to the appropriate responsibility center or 
cost allocation pool. L,iberty was also satisfied that the Service Company was being appropriately 
billed for services performed by Spectra. and that it was charging the costs to the appropriate 
business fhct ion or allocation pool 

10. The original distribution of labor charges for several senior executives reviewed by 
Liberty in its audit of DE-Carolinas contained errors that were subsequently addressed 
appropriately. 

During a prioi audit of DE-Carolinas, Liberty found the distribution of labor charges for nine 
Service Conipany senior executives to contain errors. Typically. tlie job hnctions of these 
executives changed either after tlie merger or after the gas spin-off. and their fixed salary 
distributions were not updated I J I  tlie payroll system. Accounting personnel corrected tlie 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 had already been closed. L.iberty believes die actions taken \\ere 
reasonable and resolve tlie issue. 

1 1 .  Service Company employees rely too heavily on the use of default time distributions to 

L.ibei-ty’s rc\.iew during the preltious audit of Service Company time reporting data reinforced its 
conclusion that the Service Company employees do not directly charge as much labor as they 
can. A large percentage of the employees that L.iberty reviewed: paiticulai-ly those associated 
\\.itIi tlie more traditional Service Company functions such as accounting or auditing. charged all 
or nearly all of their time into allocation ~iools. Lherty found i t  remarl<able that so inany 

allocation pools rather than positive tinle reporting. (Rrc.oi?i??~c’?irlnljoli 8.3) 
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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 true that an employce's work 
benefits, for example, all utilities, it aiguably does not do so every hour of every day. 

12. Audit work disclosed a number of cases in which labor allocations were incorrect as a 
result of the Service Company failing to update default distributions to conform to 
organization, position, or job duty changes. (Reconinieii(jLiti0ii #.3) 

Duke Energy and its subsidiaries have undei gone major changes recently to combine operations 
as a result of the merger and as a result of non-utility business changes. I t  is understandable that 
gaps or errors will result in how time is allocated when organizations. positions. incumbents. and 
job descriptions change. Nevel theless, it is important to apply controls that are effective in 
niiiiiinizing the time that such gaps or errors remain. Liberty's examination of eniployee time 
reporting identified a nuniber of examples where errors occurred due to a lack of updating. 

13. There is not a sufficiently clear rationale for including certain IT invoices in a given 

During its prior audit of DE-Carolinas, Liberty examined a sample of' Seivice Cornpany invoices 
and found that four invoices for IT services may have been charged to tlie incorrect IT allocation 
pool.. Because of tlie difference in allocation percentages among tlie twelve defined Service 
Company IT pools. DE-Kentucky received a higher percentage of the charges than i t  otherwise 
might for two invoices and received a lower percentage than i t  ofhe~wise niiglit for two other 
invoices. During its transaction testing in this audit, Liberty encountered two invoices charged to 
the IT management and support services pool that were allocated using the enterprise three- 
factor formula ratio, althougli tlie invoices indicated that they were for server maintenance. 
Service Company peIsonnel involved in testing could not explain the rationale for this 
assignment; there is reason to question the consistency i n  liandling of certain IT invoices. 

Service Company allocation pool. (Reconinieiiilritioii #4) 

14. The costs incurred to accomplisli the spin-off of the gas business are not related to the 

Any benefits associated with tlie spin-off of the gas business will accrue to shareholders of 
Spccti a and Duke Energy. and not ratepayers. The costs that the c o ~ n l ~ a n y  incurred to effectuate 
the spin-off are not pal t of the cost of pioviding utility service. 

costs to provide regulated utility service. 

D. Recommendations 

1 .  Limit Service Company charges, to the extent possible, to those covered by the Service 
Company Utility Service Agreenieot. (Coiiclirsio~r # I )  

L.iberty belie\,es that the Service Company ~ l i o ~ ~ l c l  reduce the amount of charges that i t  processes 
as pass-thrx~ugli costs that have no relation to the functions i t  provides under its agreement with 
the business units. L.iberty recognizes that the Service Company may want to 11oii. some charges, 
such as those for outside legal and auditor bills. through the Seivice Company to better identify 
and manage the full cost of these fhctions. The process for handling any pass-through costs that 
are not directly related to the functions that the Senlice Company provides could be made clear 
as part o f a company s a fii I i a t e transaction accounting manua 1 . 
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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 
pait of a given service function. For example, tlie definition of services perfornied by the liuman 
resources function will be expanded to include tlie payment of certain employee benefits 
expenses. 

Liberty believes that amending tlie 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 
implenientiiig its recommendation. There are downsides to this approach. liowever The amount 
of dii ect charges flowing from the Service Company to the business units will significantly 
increase. These typically large pass-through costs cloud any assessment of whether tlie Service 
Company is truly maximizing the effective use of direct charging for the hnctions i t  has 
contracted to peifoiin at fully distributed cost. It  also nialtes i t  difficult to compare the cost of 
seivice company hnctions to the cost of third-party suppliers or self-provision To that end, 
L,iberty believes that the Service Company should separately identify Its ~ ~ i a j o r  categories of 
pass-through costs in any official reports of affiliate transactions 

2. Increase tlie percentage of labor that the Service Conipany directly cliarges to business 
units. (Coiiclii~ioiis # 3  c i i i r i  #4) 

Liberty's examination of shared services in general. and traditional business-type sliared services 
in pal ticular. disclosed that the Service Company did not make sufficient use of direct charging 
for its labor costs I t  is not unreasonable to expect the Service Conipanv to directly chaige 01 

directly assign fiom two-tliirds to three-quarters of its labor costs. For gioups like legal and IT. 
which tend to work on defined projects, the percentage can be higher. L.iberty recognizes that the 
Service Company may not be able to attain these levels unless i t  moves to a more sophisticated 
approach for pricing its f~t~~ct ional  services, such as activity-based costing. 

3. Routinely review the appropriateness of Service Conipany employee default labor 
distributions and encourage employees to do more positive time reporting. (Coirc1iision.s 

The Service Company should revie\+ on an aniiual basis the default labor distributions for 
Service Company employees to determine if they are still appropriate Recent organization 
clianges due to the shift of two tliousand people fi-om DE-Carolinas to tlie Service Company and 
the recent gas business spin-off underscore tlie need foi tlie Service Company to ensure that each 
employee's default labor distribution accurately reflects tlie woi k assigninents of the individual. 
The errors tliat Libel ty identified during its limited revielv of employee time reporting during tlie 
pi ior audit indicate tlie merit in assuring timely correction. 

#I/ Nlld 12) 

As discussed in an earlier chapter of this report, a Dulte E,nergy inteinal report indicated that 
training progranis \$'ere needed to educate personnel in  h o i ~  to cliarge time diiectly assignable to 
a utility or non-utility conipany. and that this finding applied to both utility personnel and 
Service Company personnel. The internal auditor's recommendation lends support to L iberty"s 
conclusion that SeiTice Company eniployces in gencral did not directly charge labor as much as 
they could. 
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There should be a structured and compreliensive program for assuring that default time 
distributions have been made current in liglit 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 examine likely souices of a lack of updating based on 
changes specific to their ai eas. I t  should also include sufficient testing by accounting personnel 
to identify tlie likely niagnihide and principal locations of errors, and should incorporate methods 
for more detailed examinations of those errors including 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 in areas of known significant change, accompanied by periodic communication 
to managers and supervisors of tlie need for attentiveness when changes occur in  their areas of 
responsibility. 

4. Develop fornial written guidelines to describe into which of the twelve Service Compariy 
IT allocation pools the various types of IT invoices should be charged. (~ol?c~i/ .sion # I  3) 

The dollar impact of misallocation of invoice charges for IT services can be significant. To 
provide consistency and clarity in tlie method by which IT-related invoices are charged into tlie 
various Service Conipany allocation pools, the Service Company should develop fornial written 
guidelines. 

To nionitor how well invoices are being handled on an on-going basis. tlie company should 
include a review of invoices Jlowing through tlie Service Company i n  its next interim1 audit of 
affiliate transactions. 
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VI. Operating Agreements 

A. Introduction 
Liberty reviewed tlie two merger-related agieerneiits covering services among utilities and 
affiliates, the Operating Companies Service Agreement and Operating Conipany~on-utility 
Companies Service Agreement. L,iberty sought to determine whether DE-Kenhicky and its 
affiliates were following tlie ternis of tlie agreements, including those regarding pricing. L.iberty 
also sought to determine whether Duke Energy had established a defined Service Request 
process for all work performed under these agreements, and whether the process has been 
consistently followed. 

Not surprisingly, tlie majority of transactions are among tlie utilities, with DE-Ohio as both the 
largest provider of services and the largest receiver of seivices. While DE-Kenhicky perfonns 
work for non-utility affiliates, it is fairly unusual for a non-utility affiliate to provide services to 
the utility. In this chapter, Liberty provides an overview of charges anioiig affiliates under tlie 
agreenients Liberty also discusses an additional component of fully embedded cost. i e .  utility 
overhead, and examines transactions that fall under the DE-Carolinas Code of Conduct 
condition. 

B. Findings 

I .  Inter-company Charges involving DE-Kentucky 
Libel ty asked for reports showing affiliate transactions between DE-Kentucky and its afliliates 
during the audit period. Accounting personnel provided inter-company charge data from BDM S. 
but tlie data were not limited specifically to work perfornied under the Operating Agreement and 
Non-utility Agreement. No other available reports focused specifically on transactions under the 
agreements DE-Kentucky is not required to identify, quantify. and ieport to the KyPSC its 
transactions under tlie merger-related agreements 

The inter-company data reflect charges flowjng tlirougli inter-company payables and receivables 
accounts that originated from the labor, accounts payable, inventory, and vehicle cliarge systems. 
The data cover inore than affiliate transactions. For example, invoices for Midivest utilities are 
paid from tlie same location and therefore some portion of tlie accounts payable charges coiisist 
only of pass-through costs. In other w;ords7 beyond serving as a conduit for tlie pass-through 01 
costs others incur for providing goods or services. tlie charging affiliate adds no other value. The 
data also include both system-generated and manual journal entries that were made for various 
purposes. For example, included i n  the Jourital entries are approximately $59.000 in interest 
received by DE-Kentucky from DE-Ohio and approximately $14.3,000 in interest paid to DE- 
Ohio and DE-Indiana. Accounting personnel indicated that as a general matter inventoly and 
accounting entries are typically not parts of work perfoiined under the two agreements 

Accounting procedure is to reflect all transactions under the two merger-related agreements as 
inter-company charges through tlie company payables and receivables accounts L Iberty wins 
tlici cfoi-e satisfied that thc data p r o ~ d e d  captui-ed tlie transactions that are tlic subject 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 
discusses. 

The followiiig tables suniniarize 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 the charges. 

Neaily all of the in inter-company charges originating with (or “fi-om“) DE- 
Kentucky involved affiliated utilities Loaded labor accounted for approxiniately 50 percent of 
DE-Kentucl<y’s total charges to affiliates. 

Nearly all of the i n  inter-company charges to DE-Kentucky originated fioni 
utility affiliates (DE-Ohio in particulai) Loaded labor accounted for less than 30 percent of the 
charges to DE-Kentucky fi on1 affiliates 

‘ Liberty latei identitied a ioumal entry charge by DE-Kentuck) to DE-Carolinas., made to true u p  lor an o\erhead 
loadel. \~hicli u as not included in the inter-company data 
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The BDMS data includes charges to and from legacy Cinergy entities, and charges fiom DE- 
Kentucky to legacy Duke Power affiliates. Accounting pel sonnel provided separate reports 
showing FMIS-originated charges to DE-Kentucky, i e" , charged by DE-Carolinas 01 another 
legacy Duke Power affiliate. The next chart summarizes charges from DE-Carolinas to DE- 
Kentucky during the audit period. 

L,lbei-ty asked the company to explain the nature of th ive Journal entries Accounting 
personnel explained that the contract labor charges of wcie made by a DE-Carolinas 
responsibility centel, but should have originated from a Service Company center. Accounting 
used jouinal entries to reverse the chal ges While reseal ching the journal 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 the 
audit period. 

2. Service Request Process 

The Operating Agreernerit and Non-utility Agreement state that all services should be perfonlied 
in accordance with Service Requests issued by the client company and accepted by the service 
provider. Duke Energy developed a foriiial Service Rcquest Form (SRF). which records the 
requestor, provider, description of service, approvals, estiniated costs, accounting codes, and 
scheduled start and end dates for specific work performed subject to the agreements. The 
company also developed a Service Request For-111 Database to keep track of such requests. 

Duke Energy found that its affiliates were not consistently using SRFs to docuinent requests for 
service under the agreements The absence of SRFs was notable in pal-ticular for work provided 
by DE.-Ohio to DE-Kentucky. The sharing of employees between those affiliates occun-ed 
regularly well before the merger, with crews routincly being dispatched to both Ohio and 
Kentucky. Neither affiliate set up SRFs for this type of routine work This issue was identified in 
an internal audit report, which Chapter I11 of this I-eport discusses 

Duke Energy developed a process for institutionalizing the use of SRFs. conducted training for 
relevant personnel in early 2007. and formalized the process for administering SRFs. The 
Financial Plalining and Reporting group now has the ~-esponsibility for FE&,G-related 
transactions and for enforcing the use of SRFs. The group was responsible for ~nanually 
reviewing reports of inter-coinpany charges I H  2007 to identify those charges that act~ially 
reflected affiliate ti-ansactions, as opposed to inter-conipany 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. 

The Service Request Fonn application was part of a web-based system until Novernbei 2007, 
when the company moved it to the corporate IT electronic form system that all Duke Energy 
einployees can now access through a comnion platform. The new electronic form now 
incorporates a box which can be checked "to confirm that this Service Request will not result in 
impairnient 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. 
If tlie original estimate for the dollar value of work is too low, for example. the requestor inust 
submit another SRF for the additional work, because one cannot change the dollar amount on an 
approved SRF. Thc process to rescind an SRF is manual. The client company must conirnunicate 
that the SRF has been rescinded and then the administrator of the SRF system indicates on future 
reports that this SRF is no longer considered approved for future transactions. No SRFs were 
rescinded in 2007. 

Duke Energy affiliates cleated approximately 70 SRFs during 2007. L,iberty requested a printout 
from the database of all 2007 SRFs that included DE-Indiana or DE-Kentucky as one of the 
parties. The following tables summarize these SRFs 

'' SeLeial SRFs \\ere re.jected prior to approial .  and in soiiie cases replaced \\it11 new ones A s  examples.. SRF 2j.2 
was replaced with SRF 3.34. and SKF 244 1 \ 3 5  ieplclced \\ i t11 SRFs 745 and 240. 
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I 

Some of these 36 SRFs involving DE-Indiana and DE-Kentucky displayed no activity or had I ) 

cliarges associated with them. Given the relatively small number of SRFs, L.iberty conducted its 
review of the service iequest process lor both utilities combined. All but one of the SRFs 
invo 1 ved the use of '-loaned emp 1 o y ees "~ as de fin etf under the a 2 reem en t s .. The rema in ing one. 
whicli did not include labor. consisted of DE.-lntliana's receipt of surfe protection equipment on 
behalf o l  Duke E,ner2y One 
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L,iberty 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 conventioii appeared to be appropriate for these SRFs given tlie 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 sliould be as specific as practicable in defining 
the required services L.iberty found the work descriptions to be adequate. 

Liberty used this same sample of ten SRFs to review other provisions of the agreements. L.iberty 
confirmed that loaned employees performing woi k 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, tlie loaned employee( s) worked under the direction, supervision, and control of the client 
company as appropriate to complete tlie work requested. Management provided for each selected 
SRF an affirmative statement that acccptarice and completion of tlie services did not result 111 tlie 
inipaii nient of the service provider's utility I esponsibility or business operations. There was no 
necessity to withdraw loaned employees. None of the work resulted in claims nor involved any 
deficiencies. Tlie work performed complied with tlie work as described in the SRF. 

Liberty sought to cornpal e the original cost estimate for work performed under an a p p  oved 
Service Request to achial charges. As noted earlier, L,iberty cannot identiijl wliicli inter-company 
charges pertain to work undei the Operating Agreement and Noli-utility Agreement. Siniilarly, 
Liberty was typically unable 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 intei -company charges to identiijl which were actually affiliate transactioris and tying 
those charges to SRFs. Group pel sonnel identify inter-coriil~any charges that ai e potentially 
associated with each SRF These charges can originate from the labor, inventory. accounts 
payable, and vehicle systems, and from Jounial entries. In soiiie cases. specific work codes were 
included on tlie original SRF. and accounting personnel can use these codes to trace charges 
associated with a specific SRF. Tlie work codes are not speciliecl beforeliand for larger blanket- 
type SRFs. Sucli SRFs can ultimately Involve a large number of codes. I n  such cases, the group 
must rely on other code block fields. such as L.OB, to ideritif) potential charges. Tlie accounting 
group enlists tlie suppoi t of operating pel sonnel to examine potential charges to identify those 
not associated with the SRF. This after-tlie-fact analysis is time consuming and involves a good 
deal of judgment. In essence, there is no way to precisely track charges associated with 
individual SRFs 

L.iberty requested a copy of the company's analysis of charges associated with SRFs. Several 
SRFs (e.g.. SRF 229 and 231) had no charges associated wit11 them. SRFs are often set up in 
advance to cover potential work. i e., the provision of stomi support work by customer servicel 
which ultimately proves not to be needed. This proactive approach to SRFs is appropriate. 
L.iberty found that in several cases the dollars charged for work perionned under an SRF 
exceeded the initial estimate. As  examples, charges for support during an ice storm provided by 

Liberty selected ten SRFs from the ijeb-based system: 216. 3 1 . ,  238. 735. 217. 251. 259. 209.. 270. and 281 1 1 1  

Ma1 I 9  ' 009  
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DE-Kentucky and DE-Indiana to DE-Carolinas (SRFs 241 and 242 res]oectively) totaled $579 
thousand, although the estimated cost under the SRFs was $4.50 thousand. Charges from DE- 
Kentucky and DE-Indiana to DE-Carolinas for support during a wind storm (SRFs 269 and 270) 
totaled $1 “67 niillion, although tlie estiniated cost was $1.2 million. 

Other cases were more extreme. The accounting group provided its estimate of charges for three 
specific SRFs that involved as-needed O&M work at East Bend, Miami Fort #6, and Woodsdale 
performed by DE-Ohio on behalf o f  DE-Kentucky. The following table sunmarizes the 
estimated cost authorized in each SRF and tlie actual charges. 

Accounting pci sonnel explained that some of tlie charges under work codes associated with these 
SRFs did not pel tain to what i t  would consider actual woi k perfoimed under the Operating 
Agreement For example, charges to DE-Kentucky undcr SRF 245 included pass-tlirougli 
charges for DE-Kentucky’s share of coal purchases for Miami Fort 

There are other examples. L.ibe1-ty.s transaction testing disclosed a $260 thousand charge from 
DE-Indiana to a non-utility affiliate that was part of charges under SRFs 2591283, but actually 
related to an asset transfer. Such asset transfers are not covered by tlie Non-utility Agreement. 
Article I, Section 1.1 (e) explicitly states: “For the avoidance of doubt, affiliate transactions 
involving sales or other transfers of assets. goods, energy commodities (including electricity, 
natural gas. coal and other combustible fuels) or thennal energy products are outside the scope of 
this Agreement.“ Accounting personnel indicated that there were no clear guidelines regarding 
treatment of pass-through charges or for determining whether inventoiy transfers should be 
covered by SRFs or by other types of agreements. 

As noted earlier. affiliates did not make consistent use of SRFs during 2007 Accounting 
reviewed inter-company charges and developed a list of WOI k activities involving DE-Indiana 
and DE-Kentucky that should liave been covered by SRFs but lvere not. This analysis produced 
an estimate of $1 3.7 million of charges incurred under the agreements that should liave been 
covered by Eo]-mal Service Request. All of the work identified fell under the Operating 
Agreenient Liberty summarized the types of activities into broad catesories. as shown in the 
next table. 
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As a general matter, work that involves a non-utility affiliate should be covered by an SRF. 
L,iberty’s review of inter-company charge data found that DE-Kentucky provided S; I25 thousand 
of work to KO Transmission; it  appears that this WOI k M as not covered by an SRF. 

3. Overhead 
In principle: an inter-company billing rate should 1eai.e the billing company at least no worse off 
by having lost the benefit of an eniployee‘s time spent serving another entity. Meeting this test in 
the case of labor requires that the employi~ig company secure reimbursement for the employee‘s 
direct salary, with adjustments to account for non-productive time, such as vacation, holiday, and 
sick time; payroll taxes; arid employer costs for benefits, such as pensions and inedical and 
dental coverage. I t  also means that billiiig rates should include an additional loader for overliead 
costs.. 

Chapter 111 of this report discusses L.iberty’s conclusion that the accounting systems were 
appropriately calculating labor rates and labor loaders. with nile exception. i.e., that BDMS does 
not include incentives in labor charges outsicle the home coiiipany. The Operating Agreement 
and Non-utility Agreement state that charges for utility-related work must be priced at fiilly 
einbedded costs. The utility must apply soiiie amount few- overhead to its fiilly loaded labor 
charges to meet this stanctard. 

During 2007, the FE&G Group developed a standard overhead labor cost niultiplier rate for use 
by DE-ICentucl~y and the other utilities for n ~ r l <  charfcd outside the utility. B ~ C ~ L I S ~  of the 
unique staffing arrangement between DE,-Ohio and its subsidiary DE-Kentucky. whereby 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 sunirnariied in 
the f‘ollowing table. 

Liberty reviewed with accounting personnel tlie derivation of the components of tlie ovei head 
loaders, and found the approach rcasonable. The cost of capital portion of fully einbedded cost. 
for example, is 1 efected in the facilities component. DE-Ohio and DE-Kentucky elected to staff 
sonie employee that pro\ ide ser\.ice to both utilitics 011 the DE-Ohio payroll; therefore. the 
FE&G Group determined i t  need apply only a portion of the cost of Service Company 
governance and shared services in oveihead 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 that i t  could eliminate the supervisory 
component because supervisors directlv cliaige their time to such work as needed. 

To calculate a fully embedded labor late for work charged to an affiliate. DE-Kentucky applies 
to base wage rate a labor cost multiplier. in  order to ieflect fringe beiiefits, payroll taxes, 
uiiproductive time. and incentives, and tlie overliead ~iiultiplier. For example, if a DE-Kentucky 
non-exempt employee had a base hourly labor rate of $30 per Iioui, the fully embedded cost for 
this employee (assuming the work was perfoniied for an affiliate other than DE-Ohio) would be 
$97.05 per hour. i e . $30 mtiltiplied by the sum of 1.2864 and 1.9487. which is DE-Kentucky‘s 
labor cost iiiultiplier rate for 2007. 

During much of 2007, the Midwest utilities did not apply overhead to direct charges in utility-lo- 
utility transactions. althougl~ they typically did apply overhead to charges to lion-regulated 
affiliates. Charges fi-om DE.-Kentucky to affiliated utilities were therefore consistently priced at 
less than Eully allocated costs. The legacy Cinergy utilities started using the new FE.&.G overhead 
multiplier in the third quarler of 2007. The BDM S system cannot incorporate the overhead 
multiplier into its labor loadings: accounting iiiust ~Iierefol-e iise journal entries to record the 
overhead component of charges. Accounting personnel issued .journal entries to charge overhead 
costs for the labor that DE.-Kentucky had charged to afiiliates up through November. They also 
issued .jouiiial entries to rellect the diflerence between the nen FE&G rate and the one the utility 
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liad applied to labor cliarges to non-regulated affiliates, which liad been 14.91 percent. 
Accounting personnel also used ,journal entries to record overhead for December. 

Liberty reviewed tlie journal entries and found that Midwest accounting had correctly calculated 
and applied overliead for labor charges from DE-Kentucky to affiliates that went through tlie 
labor system. It  did not, howevei. 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 RDMS was not set up to bill DE-Carolinas directly 
tlirougli payroll cliarges. Accounting pei-sonnel had to use journal entries to move tlie cor1 ect 
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 cliarges from DE-Ohio, which sliould have liad a credit for overhead applied. 

L.iberty calculated tlie overhead amount that otlieiwise should have been applied, as summarized 
on the following table. 

Accounting perso~mel agrecd lhat overliead sliould Iiav pplied to the labor chai ged 
tlirougli Journal entries. T all to DE-Kentucky was due to overhead not collected 
from DE-Carolinas plus due to an overhead cr eceived from DE-Ohio. Tlie 
company indicated that i t  would likely not issue Journal entries to fix tlie problem because the 
books were already closed lor 2007. 

IJnlike BDMS. FMlS automatically applied an overhead loader to labor charges originating in 
DE-Carolinas but charged outside tlie utility. Until August 2007, DE,-Carolinas applied a loader 
of 83.19 percent. which was based on a 2005 analysis that utilized 2004 data. L.iberty inquired 
whether DE-Carolinas had made ,journal entries to correct the sliortfall between tlie old and new 
overhead rates. Accounting ~xi-so~inel stated that tlie new rate was implemented i n  mid-year. Tlie 
change In the o~:erhead loader in FMIS to the new rate came i n  August 2007: journal entries 
\<’ere needed to true-up for the difference i n  rates for July. There were no labor charges to DE- 
Kentucky in  July and therefore no true-up was needed. 

Tlie overhead multiplier rate used during the first half of tlie audit period is therefore different 
between BDMS and FMlS. DE-Carolinas charged DE.-Kentucky a total of in labor 
during the first half of 2007. so tlie shortfa11 due to the difference betuxmi the overliead rates of 
“8.31 9 and 1.2864 is minimal. 

Tlie Non-utility Agieement states that labor cliarges from non-replated affiliates providing 
sen ices to DE-Kentucky must also reflect fully embedded cost When non-utility affiliates 
rliarged labor to DE-Kentuck).. they applied standard laboi loaders. but 1-10 o\ elliead Accounting 
personnel acknowledged that DE-Kentucky was therefore cIia1-pj less than fully embedded 
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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 stonns were 
above $100,000, and as such this set of charges constitutes a transaction subject to tlie DE- 
Carolinas conditions. 

The Code of Conduct requires that DE-Carolinas mist pay tlie lower of fiilly distributed cost or 
market for goods and services it receives. DE-Kentucky charged, or intended to charge, f~illy 
embedded costs for these services." Liberty asked if DE-Carolinas had determined that fully 
embedded cost was lower than market for this woik. 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, tlie average of which was $1,501 per man-day. I t  escalated the rate by three percent to 
derive an estimated December 2006 rate of $1,554. It also calculated tlie average cost for support 
from the Cinergy utilities during a Febniaiy 2007 ice stonii at $1,3 16 per inan-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, L.iberty concluded that the total Midwest charges used in the analysis 
reflect tlie otherwise missing overhead discussed above 

DE-Cai olinas also charged DE-Kentucky foi services during tlie audit period. None of tlie 
transactions were large enougli to trigger the provisions of the Code of Conduct and therefore 
could correctly 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 shoiild have originated from a DEBS 
responsibility center were mistal<enly charged from a DE-Carolinas responsibility center. 
Accounting personnel used journal enti ies to credit tlie utility for the charges from DE-Carolinas, 
but niistal<enly over-credited DE-Kentucky by $864. The error is not sufficiently large to justify 
reopening the books foi 2007 

2. Duke Energy affiliates did not consistently issue formal Service Requests for work 
performed under the Operating Agreement and Non-utility Agreement, but corrective 
actions have been initiated. 

During the audit period, Duke Energy affiliates did not make consistent use of fonnal Service 
Requests for work performed under tlie agreements., Approximately $14 niillion of senrices 
provided under these two agreenients that sliould lime been covei-ed by Service Request Forms 
was not. The coiyoration has taken steps during the audit period to institutionalize tlie use of 
Service Request Forms, and has assigned organizational responsibility for ensuring their use. 
L.iberty believes that no recommendation is required in this area: howe\~er. in  the next a~idit. the 
auditor should verify if tlie corporation has achieved 100 percent compliance. 

I '  Libert). has assumed thal the overhead true-up not listed under the mutual assistance ixoiect code \\'as for labor 
charged lor mulual assistance. 

As discussed abow. the utility charged some laboi- and loadeis t o  DE-C'ai-olinas using jour-rial entries.. and 
accounting did not retroacticely apply overhead to these charges 
I2 

2101 I 9  2009 PC/,yC' 90 



Final Report 
Public Version 

Audit of Merger-Related Agreements 
VI. Operating Agreements Duke Energy-Kentucky 

3. Duke Energy cannot accurately identify charges associated with each Service Request. 
(Recoimieiidatioii # I )  

Tlie Financial Planning and Reporting accounting group is responsible for rnanually reviewing 
reports of inter-company charges and for identifying those that relate to specific SRFs. The 
group identifies potentially relevant charges through the use of work codes or other code block 
fields. Ne\rertlieless, it must ultiinately rely upon operating pel sonriel to review tlie potential 
charges to identify those that are not applicable to the SRF. Tlie process is time consuming, and 
i~ivolves a great deal of judgment; accounting personnel acknowledge that tlie results may not 
always be accurate. 

4. I n  several cases, actual charges for worlc performed subject to Service Requests 
exceeded approved estimates. (Recoiniiiriic~(ilioii # I )  

Liberty obseived a number of instances in which total charges associated with specific Service 
Requests exceeded the estimated cost establisli~ed a t  tlie time tlie SRF was approved. For 
example. accounting personnel estimated that the work performed by DE-Ohio for DE-Kentucky 
subject to three SRFs totaled $41 “6 million compared to the $1 1.7 million initially approved. 
Liberty identified other exaniples that were less exti eme. The company related that for cases iri 
which actual worlc will exceed tlie initial estimate, the I equestor should issue another Senlice 
Request Form for the additional work For exaliiple, SRF 283 was issued to cove1 additional 
charges for work originally requested in SRF 259 This piotocol was not followed i n  several 
cases. 

5. Duke Energy’s guidelines regarding the types of charges that can be covered by a 
Service Request were not consistently followed. (Rec.oiiii~ic~iic~~rtioii #2) 

The company‘s writteri guidelines on SRFs specify that only the labor and materials associated 
with providing the requested service sliould be charged to work codes covered by an SRF. 
However, Duke Emergy affiliates issued charges under work codes associated with Senjice 
Requests that do not actually relate to work perfonned under the Operating Agreement or Non- 
utility Agreement. For example, DE-Ohio passed through charges for coal purchases to DE.- 
Kentucky, wliicli accounting personiiel ultiinately associated with an  SRF. DE-Indiana 
transferred a $260 thousand asset to Cinergy Utility Solutions using project and work codes 
associated \?.it17 an SRF. I17 neither case were actual services being performed under the 
agreements. Similarly, accounting personnel indicated that the company had not yet decided 
whether Inveiitory issuances and transfers should be covered by SRFs or by other types of 
agreelnents. 

6. DE-Kentucky did not charge overhead for certain labor charges. 

Some of the labor charges froni DE.-Kcntucky to affiliates did not flow through the labor 
distribution system. but iiistead were recorded by accounting personnel via journal entries 
Accounting did not retroactively apply overhead to tlie labor charges recorded i n  this fashiori. 
Therefore, the labor was charged at less than f~illy embedded cost. For DE-Kentucky. this 
resulted in a total shortfall of $32.577 of overliead that i t  did not collect froni DE.-Carolinas and 
DE-Oliio. L.iberty believes that most or the entire shortfall speciiically related to charges under 
the Operating Agreement. 
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Accounting personnel indicated that correcting this error would not merit reopening tlie books 
for 2007, and L,iberty agrees that the amounts are not significantly large enough to do so. 

7. DE-Kentucky retroactively applied the FESrG overliead loader to labor charges for the 
entire year, but DE-Carolinas applied it only for tlie latter half of the year. 

The legacy Duke Power accounting system, FMIS, automatically applies an overliead loader. 
DE-Carolinas had been applying an overliead inultiplier rate of .83 19, wliicli was based on an 
analysis done in 200.5 DE-Carolinas tiued up for the difference between the old rate of "8319 
and the new rate of 1.2864 begimiing with July 2007 charges. I t  did not make corrections to 
laboi charges made to affiliates during tlie first half of 2007. Accounting tiued up overliead 
charges from BDMS at the new rate for tlie entire year. DE-Carolinas charged DE-Kentucky a 
total of $595.95 in labor during tliis period; the difference is minimal. Given tlie small dollar 
values involved, correcting this situation would not merit reopening tlie books for 2007. 

8. Duke Energy utility affiliates generally charged overhead as part of fully embedded 
costs for wrork under the Service Agreements, but non-utility affiliates did not. 

Non-regulated affiliates applied labor loaders to labor directly chaiged to DE-Kentucky, but no 
overliead. During tlie audit pel iod. DE,-Kentucky received approxirnately $100 iii labor charges 
fi om a noli-regulated affiliate, and was not cliarged overhead. Liberty believes i t  was reasonable 
not to devote the resources to dcriving overliead costs for such small and infrequent charges. Tlic 
effect is de minin1i.5 

9. The pricing of transactions bet.vveen DE-Keiitucky and DE-Carolinas satisfied the 
conditions of the North Carolina Code of Conduct. 

The Code of Conduct requires that DE-Carolinas niust pay the lower of fiilly distributed cost or 
market for goods and services purchased from affiliates for transactions over $1 00.000. All of 
the work Ixxformed by DE-Kentucky during the audit period was associated with providing 
mutual assistance for two separate stoiins subject to two separate Sci-vice Requests. Charges 
fi-om DE-Kentucky for oiie of the storms were above $100,000, and as such tliis set of charges 
constitutes a tiansaction subject to the DE-Carolinas conditions. 

DE-Carolinas provided an analysis indicating that the average cost per ~nan-day from tlie 
Midwest utilities during a February 2007 ice storm was ii~ore than $200 per man-day lower than 
the market rate. wliicli i t  derived from actiial rates that i t  paid for siinilar ~vork in 3005 inflated to 
the current yeai. Liberty found the analysis reasonable. and concluded that charging h l ly  
distributed costs for the work was appi opriate 

None of the transactions involving charges fi-om DE-Carolinas to DE-Kentucky were large 
enough to trigger the provisions of the Code of Conduct and were priced at iilll: embedded cost. 

D. Recomniendations 

1. Develop a method to precisely identify charges associated with individual Service 
Requests. (Cont liirioiir # 3 ~ i i r l  #J)  
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Parties should be able to identify all charges associated with work performed subject to a Service 
Request. Liberty recommends that tlie corporation develop an accounting process that will allow 
it to accurately identify all costs associated with individual SRFs. For blanket-type SRFs 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 each 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, Duke Energy would be able to 
quantify the affiliate transactions subject to tlie Operating and Non-utility Agreements. 

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 Agreenient and Non-utility Agreement and implemeiit 
training for all relevant personnel. (Coiiclririoir #.5) 

Asset tiansfers and many pass-tlirough costs are not services as they were envisioned by the 
Operating and Non-iitility Agreements, although they were treated as such by some personnel. 
The corpoiation should review its guidelines as to the types of charges that may be covered by 
Service Requests to determine if  they are sufliciently deal and detailed. I t  sliould conduct 
adequate training to ensure that the guidelines are well understood and consistently applied. 
L.iberty also rccomniends that the interim1 audit group include a review of compliance in its next 
audit. 
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DEI/ DEK 

1. Transaction Testing 

1 Gel].. and Trans. Planning 
2 
3 Finance 
4 L.egal 

6 Call Center 

IT PC Network & Software 

5 Gen./Trans. Right of Way 

A. Background 
L,iberty conducted a series of transaction tests to verify the effective implenientation of methods 
to price, account foi, and ieport affiliate transactions. Liberty selected its test items from 
company-provided data for the January to December 2007 audit period. Tlie systems, pricing, 
and procedures are the sanie for DE-Indiana and DE-Kentucky: therefore, Liberty conducted its 
testing for both utilities siinultaneously. Liberty presents the results of that combined testing in 
this chapter of the report. 

Labor and loaders DEI 
Outside seiliices DE,] 
Jounial entry DEI 
Primarily labor and loaders DEI 
L.abor. loaders. contract labor DEI 
Priniarily labor and  loaders DEI 

R. Findings 

I .  Service Company Charges 

The primary purpose of Lherty's testing of transactions with DE-Indiana and DE-Kentuclcy was 
to determine whether the Service Company's practices for cliarging the utilities for governance 
and shared services were consistent with the processes arid procedures as described to Liberty 
and with the Service Conipany Agreement 

L,ibei-ty conducted extensive transaction testing of Service Conipany charges during its audit of 
DE-Carolinas, a portion of which covered the first quarter of 2007. L.iberty identified sonie 
accounting issues requiring correction, but concluded that there \yere no serious issues and that 
the level of error was consistent with expected levels of human error inherent in such a process. 
L.iberty was thei efore comfortable in testing a smaller nunibei- of charges for this audit, and 
focused more heavily on charges iri the second, third, and fourth quarters of 2007. 

The discussion of L.iberty's testing of traiisactions between the Service Company and the utilities 
in  this section is divided into two parts: ( I )  direct charges, and (2) allocated charges. L,ibei-ty 
tested transactions amounting to approximately $2.2 million of direct charges and $6.1 niillion of 
allocatcd charges. 

2. Direct Charges 
L.ibefly selected 28 direct charge test items. which the following table sumniarizes. froin the 
2007 audit period, and reviewed them with accounting pel sonnel duiing testing sessions. 
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7 Power Engr. & Construct. Accounts payable 
8 Rates Accounts payable 
9 Environ., Health & Safety Priniarily labor and loaders 
10 IT PC Network & Software Outside services 
11  Accounting Jouinal entry 
12 Hunian Resources Incentives 
1.3 IT PC Network & Software Outside services 
14 IT PC Network & Software Outside services 
15 Trans. Engr. & Constiuct. Contract labor 
16 IT PC Network & Software Contract labor 
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DEI 
DEI 
DEK 
DEK 
DEK 
DEK 
DEK 
Both 
Both 
Both 

17  T&D Engr. & Construct. L,abor loaders 
18 IT L.abor, loaders, contract labor 

20 Marketing/Sales Outside services 
2 1 Facilities Outside sen:ices 
22 Power Plan. S: Operations Labor loaders 
23 Marketing/Cust. Service Outside services 
24 Facilities Rent 
25 Power Plan. S: Operations Labor and loaders 
26 Accounting Workers' comp. insurance 
27 Facilities Rent 
28 Accounti~igiFiiiance Journal entries 

1 9 Marketing/Cust. Service Accounts payable 

Items # I ,  #4, #5 ,  and #9 invo l~  e labor and associated labor loaders charged by DESS. Item #25 
and a portion of Item # I  8 inivolve labor and associated labor loaders charged by DEBS. 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 suppoi-ling 
docunientation~ and validated the cliarges and loader calculations. DESS records incentives using 
higher level ,journal entries rather than applying a loader to labor charges for individual 
transactions. L.iberty 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 niaterials. Accounting personnel provided support sufficient to verify a L.iberty- 
selected sample of these items. 

DEI 
DEI 
DEI 
DEI 
DEI 
DEK 
DEI( 
DEK 
DEI< 
Both 
Both 
Both 

Item #6 involves direct charges for labor and 1aboI loaders by a Midwest call center that takes 
calls for new service. The call center's costs are typically charged into an allocation pool and 
spread to the Midwest utilities. whi~l i  treat them as an expense. Accounting personnel explained 
that staff at the call center had been instructed to directly charge a sinal1 percentage of  time 
specifically for support of new s e n k e  calls. The charges associated with new s e r ~ i c e  calls must 
be separately identified becausc they are capitalized. 
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Item # I  2 was a ,journal entyy made to recognize special pay incentives and associated payroll 
taxes. Items #3 and #I  1 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 erirries 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 liow DESS charges its labor during the yea]. 

Item #22 involves a true-up adjustment for incentive loader rates. A DEBS engineering and 
technical services group wanted to true up the incentive amounts it had charged out on its labor 
yea] -to-date. The accounting group performed an analysis to determine tlie amount of incentives 
that had been charged to individual business units, and then charged a pro-rated amount of the 
adjustnient to each unit. Item # I  7 charges are associated with a similar incentive true-up 
adjustment by a power delivery group. 

Items #2, # I  0, # I  3 :  # I  4, # I  6, #20, #2 1. and #2 3 are cliaiges 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 part, the accounting personnel were able to reconcile the charges. 

L,iberty found an exception, constituting an error, in Item #23, wliicli involves an invoice lor 
outside seivices for a Midwest call center, a portion of which was directly assigned to DE- 
Kentucky. When asked liow the charges on the invoice had been divided among tlie Midwest 
utilities, accounting personnel explained that the direct assignment percentage was based on 
number of customers. The correct percentage for DE-Kentucky was 10.77 percent; however. 
accounting personnel discovered that DEBS had inadvertently used the DE-Ohio percentage to 
calculate DE,-Kentuclcy's directly assigned charges in this case. Rather than being assigned 
approximately 1 I percent 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 Senrice Company would likely not correct tlie error as the 2007 
books were already closed. 

Itenis # I S  and a portion of Items # S  and # I 8  relate to contract labor cliarges, and Items #7. #8. 
and # I  9 relate to accounts payahle. and accounting personnel again were able to provide copies 
of tlic invoices and reconcile the cliaiges. 

Item #24 Involves charges for facility lease payments paid by DEBS on DE-Kenhicky's belialf. 
Accounting personnel provided a detailed list of leases that indicated the proportion that should 
be directly assigned to each business unit, and reconciled tlie charges. Item #27 involves rent- 
related credits to DE-Indiana and DE-Kentucky. The niajority of the amount reflects credits for 
facilities rent that the real estate group collected on the utilities' belialf. A small portion was a 
credit to DE-Indiana for a rental payment returned by the landlord. Accounting personnel were 
able to pro\'ide adequate docuinentation and support tlie charges for these itenis. 

Item #26 involves tlie direct assignment to the utilities of tlie montlily amortization of \vorkers' 
compensa t i  on insurance ex pen ses . A c c o ~ n  t i ng p.=monnel expl a ined t ha t t lie j n s 11 ra nce coni pan y 
provides the business unit percentage distribution. which is based on number of eligible 
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Items #2 and #10 are charges for contract labor, I t e m  #11. #13, and #14 relate to charges for 
outside services, and Items #17 and #18 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 accountiiig personnel were able to 
reconcile the charges. 

Item #3 pertains to two sets of jounial entry charges to a Midwest-only allocation pool. One set 
of journal entries was used to recognize expense for 401 K incentive matching amounts. 
Accounting personnel stated that the conipany recognizes an expense, arid then performs a true- 
up after the actual incentives are paid out in the next year. The other set of Journal enlries relate 
to anioi~izatioii of software and other irnprovenients at a Cincinnati office building Accounting 
peisonnel explained that the nature of these costs were such that the benefit would not be shared 
across the coiporation, and thus were appropriately charged only to Midwest entities through the 
pool. 

Item #4 consists of journal entries used to chaige to an accounting allocation pool costs such as 
depreciation aiid taxes associated with one of the company’s headquarters buildings in 
Cincinnati Item #I9 involves chaiges to an enviio~imental, health and safety pool for the space 
the group occupies at the McGuire station Item #9 consists of journal entries used to charge an 
accounting allocation pool for interest expenses arising from the Money Pool Agreement. 

Item #6 consists of stock material charges to a Midwest-only meter lab pool. Accounting 
personnel confinlied that the inaterials were used by workers throughout the Midwest service 
territories and was therefore appropriately charged to that pool” 

Item # 5  ielates to a payment of penalty and interest charges resulting from a late payment fol 
withholding to the State of Indiana. Accounting personnel were unable to explain why this 
charge was assigned to a Midwest-only pool, when the withholding applies to DESS employees. 
Item # I  6 involves journal entries to recoid the expense for phantom stock, which is a long-tenn 
incentive for executives. 

For all test Items, L.iberty substantiated that DE-Indiana and DE-Kentucky ieceived the 
appropriate percentage of each charge from the allocation pools. 

4. Operating Agreement and Non-utility Agreement Transactions 
The priniaiy objective of L.1berty.s testing in  this area u.as to deteniiine whether the company‘s 
practices were consistent with the processes and procedures as described to L.iberty, and with the 
Operating Agreein en t and N 011-u t il  i ty Ay-eemen t . As part of test i ng  L.Ibert y exaniiried whe ther : 

Prices for services provided fio~ii DE-Indiana or DE,-Kentucl<y to affiliated utilities, or 
from affiliated utilities to DE-lndiana or DE.-Kentucky. were at fully embedded cost 
Prices for products and services provided by DE.-Indiana or DE~-KentucI<y to non-utility 
affiliates. or fi-om non-utility affiliates to DE,-lndiana 01 DE.-Kentucl<y, were a t  -fully 
embedded cost 

0 

0 
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Charge Type 

0 

0 

Charges were subject to a service agreenierit 
Charges were accurately calculated and I ecorded. 

1 DE-Kentucky 
2 DE-Kentucky 

3 DE-Kentucky 
4 DE-Kentucky 

5 DE-Kentuckv 
6 DE-Kentucky 
7 DE-Kentucky 

As discussed in Chapter VI of this report, accounting personnel provided L,iberty 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 nierger-related agi cements.. L,iberty could 
therefoi e not screen out from its sample population charges not covered by these agreements. 
The problem is most relevant to transactions among the utilities, and in particular those between 
DE-Kentucky and DE-Ohio, because of the existence of substantial contracts between the two 

KO 'I'ransmission Laboi, and loaders 
KO l~ransmission Accounts payable 

Dukc E iwgy  One 
DE-Carolinas Jouiiial entiies 

Labor and loadeis; 
vehicles, journal entries 

Primarily laboi, and 
DE-C'ai olinas loaders 
DE-Ohio A W O L I I ~ ~ S  payable 
DE-Ohio I.abor and loaders 

parties. The next chart summarizes inter-company changes involving 
Kentucky as either provider or client; BDMS processed all charges. 

DE-Indiana and DE- 

To allow for the possibility that some selected test items would not be covered by the Operating 
Agreement or Non-utility Agreement, Liberty increased the Liberty selected for 
testing thirty-seven groups of charges totaling approximately , and reviewed them 
with accounting personnel during testing sessions The following table summarizes these 37 
groups. 
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8 DE-Kentucky DE-Indiana 
9 DE-Kentucky DE-Indiana 
10 DE-Kentucky DE-Indiana 
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Accounts payable 
Accounts payable 
1 nven tory 

DE-Kentucky as Client 

Labor and loaders; 
11 DE-Indiana DE-Kentucky inventory; journal entries 
I2  DE-Indiana DE-Kentucky Accounts payable 
13 DE-Ohio DE-Ken tucky Labor and loaders 

Primarily labor and 
14 DE-Ohio DE-Kentucky loaders and AP 
15 DE-Ohio DE-Kentucky Primarily inventory 

16 DE-Ohio DE-Kentucky and inventory 

17 DE-Ohio DE-Kentucky inventory; joui-nal entries 

I S  DE-Ohio DE- Kentucky invent ory 

19 DE-Indiana DE-Ohio Accounts payable 
20 DE-Indiana DE-Ohio Labor and loaders 
2 1 DE-Indiana DE-Ohio Accounts payable 

L.abor and loaders; 
22 DE-Indiana DE-Ohio journal entry 
23 DE-Indiana DE-Ohio Inventory 

L.abor and loaders; 
24 DE-Indiana DE-Ohio vehicles 
25 DE-Indiana DE-Kcntucky Labor and loaders 
26 DE-Indiana DE-Kentuc ky Accounts payable 

27 DE-Indiana Gen Laboi and loaders 

28 DE-Indiana Gen Journal entry 
29 DE-Indiana Duke Energy One Journal entry 
30 DE-Indiana DE-Carolinas Journal entry 

~~ ~~ 

Labor and loaders; A P  

Labor and loaders; AI’, 

L,abor and loaders; 

DE-In iliiiri ~i iis Pro vider 

Cinersy P o n w  

Cinei,gy PoIver 

DE-111 ilicinii NS CIieii t 

Labor and loadelst 
31 DE-Ohio DE - I n d i 3 3 1  a vehicles; inlwitory 
32 DE-Ohio DE- Indiana Accounts payable 

33 DE-Ohio DE- I nd i ana loaders 

34 DE-Ohio DE - I nd i ana loaders and in\;entor>~ 

Pi,ii-narily labor and 

Primarily labor and 
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Accounts payable; 
DE-Indiana invento 

DE-Indiana Labor and loaders 
DE-Indiana Journal entries 

Cinergy Capital 

I t e m  # I ,  #7, #13, #201 #25, #27, and #36, along with portions of Items # 3 ,  #S # I ] ,  #14, #16, 
# I  8, #22, #24, #3 1 ~ #33,  and #34, involve cliargcs for labor arid associated loaders. Accounting 
personnel were able to validate the charges and loader calculations. Overhead was not iiicluded 
as part of tlie test item charges: as it  was applied later during a true-up procedure. Item #36, 
however, irivolves labor-related charges from Ciiiergy Capital and Trading. Non-utility affiliates 
did not charge overhead (see Chapter VI of this report), which L.iberty believes was reasonable 
under the circumstances. Many of these test items also contained charges for vehicles, inventory, 
or accounts payable7 but it  was generally not clear if these charges were related to tlie work 
performed or if they were stand-alone charges. 

Itern #4 involves a series o f  inaiiual journal entries to charge DE-Carolinas for mutiial assistance. 
Accounting personnel indicated that these charges wei e made in February 2007, before tlie 
BDMS labor system v a s  set u p  to bill DE-Carolinas directly Accouiitirig perso~i~iel used journal 
entries to move the coi-rect amount of labor and loaders to DE-Carolinas, using separate line 
items to identify each I esource type- 

Items #2, #6, #X. #9. #13, #19, #21, #32. and portions of Item # I 4  consist of pass-through 
invoice charges. The accounting personnel ~ ~ ~ i d e d  copies of the invoices, often with a cover 
sheet showing 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, tlie accounting personnel were able to reconcile the 
charges. 

A portion of item #3 involves a Journal entry credit of approximately $3 1 thousand fbr reveiiues 
collected by DE-l<e~i tucl~~~ 011 behalf of Duke Energy One. Item #37 and a portion of Item # I  1 
iiivolve Jounial entries for interest expense charges under the Money Pool Agreement fiom 
Cinergy Corp. to DE-Indiana in one case and from DE-Indiana to DE,-Kentucky in the other 
case. Item #29 involves a Journal entiy credit to Duke Energy One from DE-Indiaria for rent 
collected 011 the affiliate's behalf. Item #28 was a Jounial entry for $260 thousand that L,iberty 
later learned related to a transferred capital asset. Item #30 consists of Journal entries that reflect 
tlie true-up for overhead that accounting applied to labor charged by DE-Indiana to DE.-Carolinas 
tlir~ough Noveinber. Accounting persoiuiel were able to provide supporting documentation and 
reconcile tlie charges in these items. 

Items # I O .  #15. and 823. along xvith portions of Items #16, #18. #31. and #34: involve charges 
for transfers of iiwentory items. which are asset transfers. I n  cases, the inventory items did not 
relate to work being Iiroi.ided under the two merger-related agreements. Item # I  5 iiivolved 
inventory charges totaling $776 thousand, the larpst  single item being $640 thousand. 
Accounting ~xrsonnel indicated that DE,-Ohio had purchased transfomiers a11d tlien transfei-red 
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some to DE-Kentucky. In this case, however, DE-Ohio placed the transformers into its own 
inventoiy first, rather than simply splitting the invoice charges. 

Some of the test i t e m  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 Agi eement. Item 
# 17 involves charges to DE-Kentiicky froin DE-Ohio subject to one of tlie fwilities agreements 
between the parties, the majority of which related to coal. The majority of item #22 involved a 
journal entry charge from DE-Indiana to DE-Ohio that was not related to work provided under 
the Operating Agreement. 

Liberty also 1 eviewed the details of several labor-related charges from DE-Carolinas to DE- 
Indiana and DE-Kentucky, i.e., charges that originated in FMlS rather than BDMS. The next 
table sumniarizes total charges froni DE-Carolinas for labor and associated loaders. 

L,iberty sought to substantiate that DE-Carolinas applicd the appropriate payroll loaders for 
payroll taxes, unproductive time. 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 

Liberty found that DE-Carolinas did not apply a loader for unproductive time to the January 
charges in  Items # I  and #8. Accounting personnel explained that there was an error in how the 
loader was calculated for the particular DE-Carolinas responsibility centel-.. Accounting 
personnel had later identified the error and corrected tlie mistake for all labor charged from this 
center: however2 they did not in turn assign a portion oP the correction to the labor charged out to 
affiliates. Consequently, DE-Indiana and DE.-Kentuclq. \yere charged less than fully embedded 
cost.. Assuming a n  average unproductive rate of 10 percent. the shortfall was approxiniately $300 
for DE.-Indiana and $8.5 for DE.-Kentucky for these items. DE,-CaIolinas also failed to apply the 
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overhead loader at tlie time of the original charges, but corrected the error with a journal entry 
later in the year. 

L.iberty found that DE-Carolinas did not apply payroll taxes for Items #2 and #4. Accounting 
personnel explained that there was an error in how the particular resporisibility center was 
identified in the system and the payroll tax processing step was never applied. DE-Carolinas did 
not lix tlie error until May. DE-Indiana was therefore charged less than fiilly embedded cost. The 
shortfall was approximately $100 for these items. 

L.iberty 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 overliead loader percentage should be applied to 
labor charges: in this case. FMIS correctly calculated it. but applied the loader to both labor and 
unproductive charges (because the unpi-oductive charges wei-e incorrectly assigned a labor 
resource codc) so that the overhead amount was overstated. DE-Indiana was therefore charged 
inore than fully embedded cost by approxiniately $850 for this item. 

L,iberty substantiated that DE-Carolinas correctly calculated labor loaders for Itenis #.5 and #7. 

C . C 011 cl u si011 s 

1 .  Service Company transaction testing identified relatively few errors, only one of which 
significantly affected the utilities' books. 

L.ibei ty selected arid tested nearly fifty categoiics of chai ges to DE-Indiana and DE-Kentucky 
froin tlie Service Company. In nearly all cases. the charges were correct and adequately 
supported 

Lherty identified only one significant error related to a n  invoice for outside services for a 
Midwest call center. The Service Company directly assigns to Midwest utilities a portion of 
charges for such seivices based on nurnbei- of customers. For the sample invoice, DEBS had 
inadvertently used the DE-Ohio percentage to calculate DE-Kentucky's directly assigned 
charges. This error resulted in an overcharge to DE-Kentucky of approximately $100 thousand. 
Accounting personnel indicated that the Service Company would likely not correct tlie error as 
tlie 2007 books were already closed. 

2. Testing of transactions subject to the Operating Agreement and Non-utility Agreement 
and processed within RDMS identified 110 significant errors. 

The ma.joi-ity of charges to and from DE.-Kentucky and DE-Indiana under the Opei-atiiig 
Agreement and Non-utility Ag~eeIileIlt are processed within BDMS. L.ibertv selected and tested 
nearly forty categories of inter-company charges involving DE-Indiana, DE.-Kentucky; and non- 
Service Company affiliates pi-ocessed through BDMS. A large portion of them related to 
transactions under these two merger-related agreements. Lherty found that the charges were 
coirect and adequately supported. 

3. Labor charges from DE-Carolinas to DE-Indiana and DE-Kentucky contained a 
significant number of errors. ( R P ~  oiiiiiirii(ltrtioii # I )  
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Liberty selected and tested eight separate sets of loaded labor charges from DE-Carolinas to the 
two Midwest utilities. L.iberty found during its testing that DE-Carolinas had errors in six of the 
eight charges. In two cases, the utility did not apply a loader foi 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 
incoirect overhead aniount due to tlie use of an erroneous resource code such that tlie client 
utility was charged more than h l l y  ernbedded cost. Given the high proportion of errors in the 
sample. i t  is reasonable to assume that there were other mors  in how FMIS calculated loaded 
labor charges during tlie audit period. 

D. Recommendations 

1 .  Implement a more rigorous quality control review process for the calculation of loaded 
labor charges in FMIS. (Conchision #.3) 

Given the relatively high percentage of errors that L.iberty identified during testing, tlie current 
process to review the calculation of fully loaded labor in  FMIS is not sufficiently rigorous. Duke 
Energy sliould develop and institute enhancenients to its quality control procedures in order to 
test all aspects that may influence tlie accuracy of the calculation of labor loaders, including 
n~anual inputs and the logic of coinputer algorithms. L,iberty also reconiinends that tlie internal 
audit group include a review of FMIS labor loader calculations in its next audit. This is 
particularly important since the Midivest will convert to FMIS in mid-2008 and the impact of 
such errors could become more widespread and significant. 
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1. Utility Money Pool Agreement 

A. Background 

L.iberty reviewed the Utility Money Pool Agreement and tlie operation of the money pool for 
reasonableness to DE.-Kentucky and its customers. DE-Kentucky entered into tlie Utility Money 
Pool Agreement as of Jai i~aiy 2, 2007 to inanage its cas11 and working capital requirements. The 
ternis of tlie agreement are substantially similar to a prior agreement dated April 3, 2006. That 
earlier agreement itself replaced a pre-merger utility money pool at tlie Ciriergy companies. The 
parties to tlie new agreement are Duke Energy, Cinergy, DE-Kentucky, DE-Carolinas, DE-Ohio: 
Miami Power, KO Transniission Coinpan\., DEBS, and DESS. According to the agreement: 

The p i - t i e s  ,Jj-oiii time to time have the iieed to boinm: fiiiiils 011 N short-teini 
htrsis Soiize o/ the pirties j ioi i i  tiiiie to tiiiie lime j i r ~ i ~ / s  (nvilcible to lociii 011 ci 

slioi-t-term h r i s i s .  Tlie pur-ties r1esii.e to establish N c~isli iiiciiitigenieiit pi-ogiriiii (the 
" LJtility Moiiej. Pool") to cool-cliiitite criid provide for certuin of tkeii- sIioi.t-teim 
ccisli ~i i i i '  i twkiiig c'rtpittil i.eqiiii-eiiieiits 

The intent of tlie money pool is to use coiporate cash mole efficiently by pooling tlie daily 
excesses and deficits of funds among tlie utility entities and their supporting senrice conipanies. 
Borrowing ii-om tlie otlier participants allows tlie nieinbei s to save tiansaction costs and lctter-of- 
credit fees. and to incur bon-owing costs lower than the costs of bori owing directly from tlie 
financial markets Tlie money pool also coiisolidates the smaller extenial borrowing programs of 
the individual utilities into one "name" program tli~ougli Duke Energy The parent lias a better- 
established marlet for its coninieicial paper, whicli also currently pi-oduces somewhat better 
pricing and borrowing availability 

B. Findings 

1 .  2007 Money Pool Borrowing and Iiwesting 

The following table summarizes DE-Kenhicky money pool investments and borrowings for 
2007, and provides their weighted average interest I ate. 



Final Report 
Public Version 

Audit of Merger-Related Agreements 
Duke Energy-Kentucky VIH. Money Pool Agreement 

2. DE-Indiana and DE-Kentucky Monthly Money Pool Activity 
Tlie following table presents tlie average borrowing and irivestnieiit bala~ices (in thousands of 
dollars) for DE-Kentucky for each month in 2007 

3. Liberty’s Testing of Money Pool Operations 
On June 6. 2008, Duke Energy provided to L.iberty a demonstration of the daily operations of the 
utility money pool. Liberty tested tlie daily money pool infoniiation foi- ninc selected sample 
days Tlie pul-pose of the opcratioiial money pool testing was to deteimine compliance with 
Sections 1 .1 .  1.2, 1.3. 2.1 and 2.2 of tlie Utility Money Pool Agreement. which govern daily 
operation oftlie money pool. 

L.iberty reviewed, discussed. and verified nine randomly selected “Daily Detail Paclcages” for 
money pool operations for Februaiy 26. March 13, April 2.3. May 9. July 19, September 10, 
October 22, Noveiiiber 13, and December 14, 2007.. Tlie following list describes tlie tests that 
Liberty perfomed : 

Test 1 :  Review and verify the daily deterininants and calculatioii of tlie net amount of 
borrowing or investing required by tlie utility for each of the sample days. Liberty 
reviewed and verified the “Current Position” summary slieet fot each of the saniple days. 
Tlie net amount of bon-owing or investing required is deteimined by netting tlie cash 
opening balance, automated clea~ingliouse h n d s  in  and out. cash concentration accourit 
receipt collections, and wire ti-ansfers and controlled disbursements sent out. 
Test 2: Review and verifj tlie internal money pool funds available and external funds 
a \~~ i Iab le  for each of the sample days. L,ibeity veriiied that internal filnds are offered from 
the utility ”lending companies” for each day. as available: the remainder of hiids 
required by the money pool is provided by Duke E.nergy. 
Test 3: Review and verify the rates on invested and borrowed funds in the money pool for 
each of the sample days L.iberty verified that rates applied niatclied the market rate 
surveys for each date. 

0 

0 

0 
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Test 4: Verify that the amounts of inoney pool borrowings involving niultiple fund 
sources were determined for each borrower in the same proportion as each source of 
funds beai s to the total available funds. L.iberty 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 tlie highest 
quality coinmcrcial paper composite rate for each day in the sample L.iberty verified that 
tlie inteinal funds rates for each sample day matched the "Top Tier Dealer" commercial 
paper rates. 30-day maturities from Bloomberg 
Test 6. Verify that tlie inteiest rate fol "external" loans in tlie money pool is equal to the 
lending party's composite borrowing rate for each day in the sample. The Duke Energy 
loan rates for each date matched the calculation of weighted average Duke Energv 
comniercial paper outstanding. 
Test 7. Review and verify the movement of required funding into or out of tlie utility for 
each of the sample days Liberty verified funds movements through the daily "Money 
Pool - Net Fund Movement" report for each date. 
Test 8: Verify the authorization of tlie bolrowing party's Chief Financial Officer. 
Treasurer, or designee to mal<c each sampled decision to borrow or invest. Liberty 
veiilied tlie delegations of boirowing authority from utility financial officers to Dule 
Energy cash management employees. 

4. Liberty's Testing of Other Agreement Requirements 
The Lcltility 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 expenses 
charged to the utilities, verification of compliance with borrowing limits, arid other 
niiscellaneous requirements were reviewed and tested. Liberty also r ev iend ,  discussed. and 
verified the borrowing and investment balances and interest income and expense from money 
pool operation in 2007. 

Test 9: Verily that the borrowing and investment balances in tlie Duke E,nergy "T-man" 
money pool system tie to the December 3 1 ~ 2007 notes to audited financial statements. 
L.iberty verified the utility's borrowing balances fiom the money pool system at 
December 31. 2007 with: a) general ledger balances; and b) money pool balances in 
footnotes to its Financial Statements and Auditor's Report for 2007. 
Test 10: Verify that tlie utility did not exceed its borrowing limits in 2007. L.iberty 
verified that the borrowing limits. as stated in the revolving credit agreements, were not 
exceeded in 2007. 
Test 1 1 :  Review and verify that tlie interest expense and interest income recorded in the 
utility's general ledger tie to the utility's money pool records. Lherty verified that 2007 
interest income and expense in the general ledger tied to the amounts in  the money pool 
records. 
Test 12: Review money pool investing activity for February 26, March 13, May 9: July 
19. and September I O ,  2007. Veriry the detei-mination of leriding sources, amounts 
invested, and interest rate for each sample day selected. Liberty verifkd that the 
investment procedures were in compliance with agreement Section 2 . 2  

e 

0 

0 

0 
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Test 13: Detennine if fees and costs cliarged to money pool participants are a pass- 
through of actual nioney pool costs. Liberty verified that the utility pays a commitnient 
fee niontlily in proportion to their coniinitnient from the Duke Energy revolving credit 
agreement. Inteinal money pool operational costs are cliarged through the Service 
Company. 
Test 14: Determine tlie form of proniIssory notes or legal document evidencing 
borrowings/in~~est~nents between money pool participants. Prornissory notes are provided 
to money pool participants only upon request, in accordance with Section 1.8 of tlie 
agreement. No parties requested promissory notes in 2007. 
Test 15: Verify that no defaults or amendments to the money pool occurred in 2007. 
Verified that no defaults occurred during 2007. The Utility Money Pool Agreement was 
amended on January 2. 2007 to reflect tlie nanie changes to tlie parties; no other 
substantive changes were made. 

C. Conclusions 

1 .  The lltility RIoney Pool Agreement and the operation of the money pool are beneficial 
to DE-Kentucky. 

The money pool is sti-iictured tlirougli the IJtility Money Pool Agreeinent to provide lower-cost 
working capital funcls to the participating utilities. Rather tlian individually accessing the capital 
markets for short-term hinding needs. the money pool provides the utilities with a source of 
fiinds. wlien available from other money pool utilities.. Pricing equals tlie Top Tier Dealer 
coinniercial paper rate in the market. This rate is lower by one percent or more. \?;lien compared 
to what the financial marlcets would offer tlie individ~ial utilities. Tlie lending utility receives the 
same investrnent rate under the nioney pool. This rate is higher than that available from 
conservative market investnients. 

The Duke Energy commei cia1 paper program provides hnds  (at its cost) wlien funds are not 
available fi-om the money pool utilities. Tlie intei est rates on these “external” funds are not as 
low as rates from the utilities. but are lowei tlian stand-alone utility borrowing rates. Tlie money 
pool also allows its bori owers to avoid certain transaction costs of accessing external capital 
markets 

2. The utility money pool operations during 2007 met the borrowing, investment, and 
funds allocation requirements of the Utility Money Pool Agreement. 

L.iberty’s testing of Duke Energy’s operation of the money pool detemiined that i t  meets tlie 
requirements of tlie IJtilitp Money Pool Agreement. The agreement has specific limitations for 
the pal-ticipants that are allo\ved to borrow and invest in  tlie money pool. Tlie utilities and utility- 
related subsidiaries of tlie Iiolding companies may borrow from tlie money pool. Tlie holding 
companies may invest in but may not boirow ILom tlie money pool. 

An important I equirement of the agreenicnt is tlie allocation of tlie available utility hnds  to other 
money pool utilitics :is loans. When utility funds ale available for loans. the bonowing utilities 
are allocated tlie use of these lower-cost hinds in proportion to their borinwng needs as a 
pelcentage of the total money pool boi-rowing needs Tlie application of this allocation method 

.211/1 I Y .  2009 
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serves to fairly divide the lowest cost "intenial funds'' among the utilities requiring funding. DE- 
Kentucky borrowed funds fi-om the money pool late in 2007. At this time internal utility funds 
weie 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 
expense and income for DE-Kentucky in 2007 were consistent with its accounting 
records and financial statements. 

L.iberty-s testing of the loan balances and investment balances of DE-Kentucky confinned that 
the financial infoimation in the money pool records and reports tied to the general ledgers, as 
well as to the Financial Statements and Auditor's Report for 2007. 

4. The operation of' the money pool meets the other requirements of the Utility Money 
Pool Agreement. 

L.ibelty determined that the operations of the money pool complied with the following additional 
requirements of the agreement: 

DE-Kentucky did not exceed borrowing limits as expressed in the revolving credit 
agreements. 
DE-Kentucky borrowings were from the allocation of utility internal funds, when 
ava i 1 able. As noted pi-evi ou SI y . in  t erna 1 ut i  1 i ty funds ( from CG &.E) were not avail ab1 e 
when DE-Kentucky required short-term finding in late 2007. 
The money pool passes revolving credit commitrnent fees and money pool administrative 
charges to the utilities at cost. 
Promissory notes are available to money pool borrowers and lenders upon request. 
No defaults or subs~antive amendments to the agrceinent occurred in 2007. 

e 

D 

0 

0 

0 

D. Reconiniendatioiis 
L ibei-ty has no recommendations in this area. 

Prrge I O Y  
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ncome Tax Agreement 

A. Background 
DE-Kentucky entered into tlie Agreement for Filing Consolidated Tax Returns and for 
Allocation of Consolidated Income Tax Liabilities and Benefits (Tax Sharing Agieenient) with 
Duke Energy as of April 1 ,  2006. Duke Energy and its “members“ under the Duke holding 
company organization agree to join annually 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 Agi eenient governs the consolidated filing and allocation of federal and state income 
taxes. 

L.ibe1-ty‘s evaluation included: 
0 

* 
An exarni~iation of the agreement‘s fairness and reasonableness to DE-Kentucky 
The confoiniity of 2007 quarterly tax estimations, annual tax provision, and tax payment 
processes with tlie agreement‘s “separate company“ principles 
Verification that DE-Kentucky 2007 income tax expense as reported in audited financial 
statements was consistent with the annual provisions for income taxes 

* 

B. Findings 

I .  The Tax Sharing Agreement 
( l .  ifgrvcnlelri L~rrl,gllrl,ge 

The Tax Sharing Agreement states that, “The consolidated tax shall be allocated among the 
members of the group utilizing tlie separate corporate taxable income niethod.. . The agreement 
deiines ”Separate Return Tax” as the tax on corporate taxable income or loss of an associate 
company as though such company were not a nieniber of the consolidated group. DE.-Kentucky 
therefore undertakes responsibility for paying income taxes in  the same amount that would be 
due il‘ 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 state tax liabilities should be the same as if DE-Kentucky filed such retuins as an 
independent company. If any Duke Energy nieniber’s tax liability should exceed its stand-alone 
liability. the excess gets I-eallocated to members whose liability is less than their stand-alone 
liability Any consolidated tax liabilities still remaining are assigned to Duke Energy. 

The Tax Sharing Agreement requires Duke Emxgy to make calculations for estimated tax 
payments to comply with the Internal Revenue S e i ~ i c e  (IRS) Code on behalf of the members. 
Ddtc Energy is also responsible for paying tlie consolidated federal income tax liability to tlie 
IRS. Duke Energy may charge or refund to the members their share of the federal tax liability 
consistent \vitli the Duke E.nergy tax payment dates set forth in the IRS Code. After Duke Emrgy 
files tlie consolidated income tax return. it  must then charge or credit the members for tlie 
difference bet1iw.m their prior payments (or credits) and their tax liability. as filed. This process 
is Itno~vn as the “tnie-up” of tlie tax liability among the agreement participants. 
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State and local income tax liabilities also get allocated among Duke Energy members in 
accordance writ11 the same ‘“stand alone“ principles used for federal income taxes. Tax return 
adjustments made by tlie IRS and state tax authorities. or by Dulte Energy due to amended 
returns or claims for reftind, are allocated in the same manner as if the adjustments were part of 
tlie original consolidated return. 

I?. Diilce L; i ie i :~v liicoiiie Tiix Proceiliii-c.s iiiid Policies 

Duke E.neigy does not have written procedures or policies specifying Iiow to irnpleinent tlie Tax 
Sliaiing Agreement. However, Duke Energy does conduct regular irnpleineiitatioi-i activities, 
which include quarterly income tax estimates. estiniated payments, tax provisioning and the 
allocation of consolidated taxes with tlie specific intent of meeting the requirements of the 
agreement 

Duke Energy prepares independent income tax calc~ilations for each of its nieniber entities from 
a stand-alone, bottom-up perspective. It makes quarterly calculatioiis of estimated tax liabilities 
for tlie inember entities, whicli then form the basis for making periodic estimated tax payments. 
Annual tax provisioning takes place following tlie close of the books at end of tlie calendar year, 
using the f~ill year of actual financial inforniation. The annual tax provisioning process provides 
tlie calculation of tlie calendar year federal and state income tax liability of each Duke Eaergy 
meniber and the consolidation of all income tax responsibilities at tlie holding company. acting 
as tlie tax-paying entity for all of the members. 

2.2007 lnconie Tax Testing 

LI. 11ico1110 Tcrs E.stiiiiu1e.T 

Tlie tax department at Duke Energy prepares quarterly estimates of federal and state tax 
liabilities for DE-Kentucky and other tax nieniber companies. The estiniating process begins 
with DE-Kentucky‘s book Income before Income Tax Tlie tax department makes the numerous 
additions and deductions required for income tax purposes in order to produce tlie resulting 
Federal Taxable Income belore State Income Tax and Federal Loss Carryforward Tlie tax 
department then deducts tlie separately-calculated estimate of state income tax for the quarter. to 
produce Federal Taxable Income, to which i t  then applies the fedeial tax rate of 35 percent to 
determine the current federal tax liability. Current income taxes are tlie amounts currently due 
and payable under income tax regulations, they do not include tlie deferred tax poilion of total 
income taxes Tlie state income tax estimate results fi-om a separate. but similar calculation, 
using tlie specific additions and deductions specified In state tax regulations. 

The qua~zerly tax estimates accumulate durins the year. I e . tlie second. tliii d and fourth quarter 
estimates use year-to-date financial information for DE-Kentucky. The next table presents tlie 
quarterly federal and state income tax estimates ( i n  millions of dollars) for DE-Kentucky for 
2007. 

DE-Kentucky 2007 Quarterly Income Tax Estimates and Payments 
1 Q1 I Q2YTD I Q3YTD I Q4YTD 

Income Before Inconie Taxes I 520.9 1 $27.1 I $38.5 I $51.9 I Federal Income Tax Estimate (Current) I 6.5 1 7 2  I 9.1 I 13.2 I 
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(1  . I )  (1.5) (2.2) 
7.7 8.5 

b. Accorriitiii,g EiiIrie.7 ~ i i i d  Priviiieiit.5 

DE-Kentucky records on its books curl-ent and deferred income taxes in the following accounts: 
e Current Taxes 

o Account 236000 - Taxes Accrued, Prepaid and Charged during the Year 
0 Account 400900 - I~icome Taxes 

e Deferred Taxes 

0 

0 

DE, -Kent LK k y 

Account 41 01 00 - Provision for Deferred Income Taxes 
Account 41 1 100 - Provision for Deferred Iiiconie Taxes 
Account 41 0200 - Prokision for Deferred Income Taxes 
Account 41 1200 - Provision for Defeired liiconie Taxes 

Account 190000 - Accumulated Deferred I~icoiiie Taxes 
Account 28 1000 - Accumulated Deferred Income Taxes - Accelerated 
Amortization Property 
Account 282000 - Accumulated Deferred Income Taxes - Other Property 
Account 28.3000 - Acc~iiii~ilated Deferred Income Taxes - Other. 
records entries on its books twice each yea1 to reflect the payment of estimated . .  

inconie taxes to the IRS and the state. DE-Kentucky niakes entries on its books to release the 
income tax ljabilities from DE-Kentucky and transfer them to Ciiiergy; Cinergy in him releases 
the tax liabilities to Duke Energy. DE-Kentucky concurreiitly records an account payable to 
Cinergy, which in him records a payable to Duke Energy. The payables become cash paynients 
for the income tax liabilities wlieii inter-company accounts are settled on a montlily basis. DE- 
Kenhicky made an income tax payment of $7.7 million in July 2007 to Cinergy/Duke Emrgy to 
pay for estiniated current tax liabilities for January through June. DE-Kentucky made an 
additional payment of $36..7 $0.8 million in December 2007 to pay for estimated current tax 
liabilities for July through November. 

c. Aiiiiiiul I~icoiiie Trix Pi-oiliJioii r i i i d  Vei-ificcitioii 

The estimates of DE-Kentucky Jecleral and state c u i ~ e n t  income taxes for the fou~-th quartei serve 
as the annual provision for income taxes. Foi 2007. the current federal iiicoiiie tax piovision for 
DE-Kentucky was $1 3.249.840. the state tax pro1 ision was $2.179.672 

Duke Energy also prepares an el-fecti\je tax rate reconciliation for the tax year. This calculation 
includes pre-tax book income. 1 ecoiiciling items and deductions for tax ptirposes, 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. Liberty compared the DE-Kentucky- 
specific tax infonnation in this ~-econciliatIon and tlie annual tax provision to tlie audited 
financial infonnation from DE-Kentucky's Financial Statements and Auditor's Report for 2007. 
DE-Kentucky-s "Statement of Operations" entries for pre-tax income of $52 million and total 
income tax expense (includin~ both current and deferred taxes) of $ 1  8 million were consistent 
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$5 1.922 
$1 8.173 
$( 0.5 7 8) 
$( 1.282) 
$( 1 .I 52) 

with both the annual tax provision and the detailed tax reconciliation statement for DE- 
Kentucky . 

Return Year 
1997 

The following chart sumrnarizes (in millions of dollars) the key components of the DE-Kentucky 
federal income tax reconciliation. 

DE-Kentucky Tax Liability Change 
$1.759 in reduced tax 

I Federal lnconie Taxes, Total’ I$1.5.161 I 
I State I~icoine Taxes . Total’ I $3.291 I 
I Total Incoiiie Taxes, per General L.edger I$18.452 I ’ Includes an estimated $135 million in current taxes. i-einaindei- in 

deferred taxes 
Includes an estimated S ( 7 2 )  million in ciirieiit taxes 

d. TNS Ret I 11.11 u i i d  ?hie- I ii7.s 

DE-Kentucky has niade two estimated income tax payments for the 2007 tax year. Duke Energy 
was prel>ariiig the coiisolidated 2007 income tax returns at the time of this report: the return will 
be filed on September 1 5. 2008, Tlie differences between tlie estimated tax payments arid the lax 
liabilities as iilecl in the returns will be calculated after filing. These “true-ups’’ of tlie 2007 tax 
liabilities will be recorded on the DE-Kentucky books in the fourth quarter of 2008. 

1998 
1999 

1 $16.573 i n  ]educed tax I $34.833 i n  additional tax 

b. Orhci- A g i - e c m r i i ~  I ’ci.ificu1ioii.s 

Sections 3b. .3c and 3d of the Tax Sharing Agreement address the allocation of environniental 
taxes. alternative Ininimum taxes. and general business credits and foreign tax benefits. TIie 
environment tax described in Section 3b has not existed since 1996. and is not applicable to DE,- 
Kentucl<y‘s 2007 taxes. Duke Emergy lias iridicated that none o i  tlie Section 3c altemati\.e 
mininiuni taxes generated by Cinergy 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. 

The Tax Sharing Agrceiiient was amended effective January 2 ,  2007. The purpose of tlie 
amendnient was to reflect that some members changed names after the original agreement 
signing as of April 1. 2006, and to revise the list of signatories. No substantive changes to the 
agreement came M it11 this amendnicnt. Duke Energy is cul-rently considering. but has not yet 
committed. to make anotlier amendment to tlie agreement. The company also reports that no 
other amendnieiits occuri cd and there were no new or departing group members rollowil1g tlie 
spin-off of Spectra Energy on January I ,  2007. 

C. Conclusions 

1. Tlie Tax Sharing 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 among the members of the Duke Energy consolidated gi-oup under the 
separate “corporate taxable income ~iietliod”. This method ensures that DE-Kentucky will pay 
the same amount of income taxes as if i t  a w e  a stand-alone conipany. and is fair to DE- 
Kentucky and its c ~ ~ s t o m e r ~ .  

2. Tlie 2007 quarterly tau estimations, aiiiiual tau provisioii, and tax paynwnt processes 
performed for DE-Kentucky are consistent with the “separate company” principles of 
the Tau Sharing Agreement. 

Tlie quarterly tax estimates and annual tax provisioning for DE-Kentucky use tlie utility‘s stand- 
alone financial infomation fiom its accounting records to calculate current tax liabilities These 
estimates and pro\risioiis for 2007 were based on DE-Kentucky’s actual financial results for each 
quarter and at year-end. Two tax paynierits were made to the parent companies in 2007 that were 
coiisistcnt urith tlie estimates for the cuinulative tax liabilities for die year at the time of the 
pa yiii en t s. 

3. DE-Kentucky’s 2007 income tax expeiise as reported in its audited financial statements 
is consistent nit11 the annual provisions for income taxes. 

The pre-tax income and total income tax expense (including current and deferred taxes) included 
in the DE-Kentucky income tax provisions and tax I econciliations matches that included in the 
company s audited fi iia nc i a 1 s t a teni en t s . 

4. Amendments to tlie 1997, 1998 aiid 1999 DE-Kentuclcy federal iiicome tau retiiriis filed 
in 2007 resulted in  small cliaiiges to tax liabilities. 

Federal income taxes due increased about $1 6.500 due to the three return amendnieiits 

5. Tlie 2007 consolidated tax return was not yet been by Duke Energy as audit ik ld  work 
ended. 
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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 statcment amounts to the level represented in 
the return filing were to occur in the fourth quarter of 2008. 

D. Recommendations 
L.iberty has no recomniendations in this area. 

P a p  11.5 


