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INDEPENDENT AUDITORS’ REPORT 

To the Board of Directors arid Stockholder of 
Duke Energy Kentucky, Inc. 
Cincinnati, Ohio 

We have audited tlie accompanying balance sheets of Duke Energy Kentucky, Inc. (the “CompaIiy’’) 
as of December 3 1, 2007 and 2006, and the related statements of operations, stockholder’s equity 
and comprehensive income, arid cash flows for the years tllen ended. These fiiiaiicial statements are 

these financial stateiiients based on our audits. 
the r e s p o n s i b - i l i f y o f ~ l ~ ~ ’ ~ a ~ ~ ~ ~ n l e r r t ; - O ~ e s p D r r s i b i l i t y i s - t o - e x p r e s s a i i - o p i n i o r t - o n  -___________ 

We conducted our audits in accordance with generally accepted auditing standards as established by 
the Auditing Standards Board (United States) and in accordance with the auditing staiidards of the 
Public Company Accounting Oversight Board (United States). Those standards require that we plan 
and perform the audit to obtain reasonable assurance about whether the financial statements are free 
of material misstatement. The Company is not required to have, nor were we engaged to perform, 
an audit of its internal control over financial reporting. Our audits included consideration of internal 
control over financial reporting as a basis for designing audit procedures that are appropriate in the 
circunistances, but not for the purpose of expressing an opinion on the effectiveness of the 
Company’s internal control over financial reporting. Accordingly, we express no such opinion. An 
audit also includes examining, on a test basis, evidence supporting the amounts and disclosures in 
the financial statements, assessing the accounting principles used arid significant estimates made by 
management, as well as evaluating the overall financial statement presentation. We believe that our 
audits provide a reasonable basis for our opinion. 

In our opinion, such financial statements present fairly, in all material respects, the financial 
position of tlie Company as of December 3 1, 2007 and 2006, and the results of its operations and its 
cash flows for the years then ended in conformity with accounting principles generally accepted in 
the United States of America. 

March 27, 2008 

Member of 
Deloitte Touche Tohmatsu 

http://www.de1oitte.com


DUKE ENERGY KENTUCKY 
STATEMENTS OF OPERATIONS 

Years Ended 
December 31. 

2006 2005 
(in tliousnnds) 

Operating Revenues I I 

!% 267,!!17 $ 239,801 Electric 
Gas 136,535 148,326 

Total 0per:iting Revenues 404,452 388.127 

Operating Expenses 
Natural gas and petroleutn products purchased 
Operation, maintenance, and other 
Fuel used in electric generation and purchased power 
Depreciation and amortization 
Property and other taxes 

Total Operating Expenses 

92,305 100,663 
115,Olf 67,292 
116,314 168,158 
37.750 20.625 
10,067 4,955 

372,147 361,693 

~ ~ _ _  

Operating Income 32,305 26.434 

Other Income and Icxpenses, net 2,209 2.947 
Ititerest-Expense 15,176 6.903 

Income Before Income raxes 18,738 22.478 

Income l a x  Expense 8,015 7,833 

Net Income !% 10,723 $ 14,645 

- 

See  Notes to Financial Statements 
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DUKE ENERGY KENTUCKY 
BAL,ANCE SHEETS 

ASSETS December 31. December 31 .  
2006 2005 

( ( t i  lhousniidd 

Current Assets 
Cash and cash eqtiivalents $ 6,593 $ 9.876 
liecclvables (ne( of allowance for doubtfir1 accounts of$242 at December 31. 2006 
and $ I62 at Deceinber 3 I ,  2005) 32,768 31,452 
Inventory 29,002 I 0.767 
Other 8,555 -1,500 

Totail current nssets 76,918 62.595 

Investments and Other Assets 
Intangible assets 
O1hcr 

I otr l  investments and other assets 

12,470 1.093 
1,541 560 

14.011 1,653 

Property, Plant, and Equipment 
cos1 
L.ess accuinnlated depreciation and amortization 

Net property, plant, and equipment 

I ,45 1,463 634,079 
599,625 188,614 
851,838 445,465 

Regulatory Assets and Deferred Debits 
Deferred debi expense 
Other 

Total regulntory assets and deferred debits 

5,827 3.1 I 1  
3 1,739 5,390 
37,566 8.501 

!$ 980,333 $ 5 18.2 14 -rot;Ii rims 

See Notes to Financial St:itements 



DUKE ENERGY KENTUCKY 
BAL,ANCE SHEETS 

LIABILITIES AND COMMON STOCKHOLDER’S EQUITY 
December 31, December 3 I ,  

2006 2005 
(in /hoiisnrid,J 

Current Li:ibilities 
Accounts payable 
Notes payable and coiiiiiicrcial paper 
7 ases accrued 
interest accrued 
Current maturities 01 long-term debt 
Other 

Total current liabilities 

$ 45,423 9 53,021 
42,603 29.777 

6,603 6.769 
2,808 1.374 
1,318 1,233 

10,827 8,965 
109,582 I O  1 ,  1 39 

Long-term Debt 283,192 105.503 

Deferred Credits and Other Liabilities 
Deferred incoine t a w  149,Ol G 52,800 
Investment tiiv credit 6,634 2.373 
Accrued pension and other poslreliremeiit benefit costs 36,497 19,354 
Regiilatorq liabilities 29,432 29,038 

[atlolls 8,266 6.306 
Other 2 3 6 6  5724 2 

Total deferred credits and other liabilities 238,21 I 115.1 I3 

Common Stockholder’s Equity 
Common stock - $15 00 par value, 1,000.000 shares aiitiiorized and 585.333 shares 

Paid-in capital 
Retained earnings 
Accumulated other comprehensive loss 

outstanding at December 3 I ,  2006 and December 31, 2005 

rota1 Common Stock Equity 

8,780 8,780 
164,344 23,760 
176,965 166,242 

(741) (2,323) 
349,348 196,459 

$ 980,333 $ 518.2I.1 Total Liabilities and Stockholder’s Equity 

See Notes to Financial Statements 



DUKE ENERGY KENTUCKY 

(in thousands) 
S T A T E M E N T  OF CHANGES IN C O M M O N  STOCKHOLJDER'S EQUITY A N D  COMPREHENSIVE INCOME (LiOSS) 

Accumulated Otlier 
Compreliensivr Income (Loss) 

Net Gains Minimum Tot8 
(Losses) on Pension Comn 

Common Pttid-in Retained Cash Flow Liability Stockllol 
Stock Capital Earnings Hedges Adjustment Equi 

Balance a t  December 31,2004 $ 8,780 $ 23,455 $ 161,562 $ - !$ (1,286) $ I '  

Net income 
Otlier compreliensive income, net of tax effect of $608 

'Total comprehensive income 
Minimum pension liability adjustment 

Dividends on common stock 
Contribution from parent company for reiillocation of taxes 

(9,965) 
30s 

Balance at  December 31,2005 $ 8,780 $ 23,760 $ 166,242 $ - $ (2,323) $ 1' 

Net income s 10.723 $ 

Other  comprehensive income, net of tax effect of ($1,01 I )  
Minimum pension liability adjustment (767) 
Cash flow liedges (741) 

Total compreliensive income 

Contribution from parent company for reallocation of taxes 
Adjustment due to SFAS No. 158 adoption 
Contribution from parent company for purcliase 0 1  

generating assets 

523 

140.061 

3,090 

I. 

Balance irt December 31,2006 S 8,780 S 164,344 $ 176,965 $ (741) $ - s 3. 

See Notes to Financial Stritements 



DUKE ENERGY KENTUCKY 
STATEMENTS OF CASH FLOWS 

Years Ended 
December 31, 

2006 2005 

(117 /hOll~SUf7dS) 

37,750 
(104) 

8,481 
3,969 
4,113 

(2,330) 

20.625 
51 

2,161 
3,847 
2.7 18 

(1,861) 

1,653 
4,684 (9.655) 

(4,215) 
(2,267) ( I  ,556) 

2,849 
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NOTES TO FINANCIAL STATEMENTS 

1. Summary o f  Significant Accounting Policies 

Nature of Opercciions aitd Basis of Coiisolidaiioii 

Duke Energy Kentucky (formerly The LJnion Light, Meat and Power Company), a Kentucky corporation organized 
in 1901, is a combination electric and gas public utility company that provides service in northern Kentucky. Duke 
Energy Kentucky’s common stock is wholly owned by Duke Energy Ohio, formerly The Cincinnati Gas & Electric 
Company, an Ohio corporation organized in 1837, which is wholly owned by Cinergy Corp., a Delaware 
corporation organized in  1993 I 

On April 3,2006, in accordance with their previously announced merger agreement, Duke Energy Corporation (Old 
Duke Energy) and Cinergy Corp. merged into wholly owned subsidiaries of Duke Energy Holding Corp. (Duke 
Energy HC), resulting in Duke Energy HC becoming the parent entity. In connection with the closing of the merger 
transactions, Duke Energy HC changed its name to Duke Energy Corporation (“New Duke Energy” or “Duke 
Energy”) and Old Duke Energy converted into a limited liability company named Duke Power Company LLC. As a 
result of the merger transactions, each outstanding share of Cinergy common stock was converted into 1 S 6  shares of 
Duke Energy common s t o c l ~ ~ ~ - ~ ~ h - s h a r e o f - c o m m o n - s t o G k - ~ f ~ I d P T u ~ ~ y  was converted into one share of 
Duke Energy common stock, which resulted in the issuance of approxiinately 3 13 million shares of Duke Energy 
common stock. See Note 2 for additional information regarding the merger. Both Old Duke Energy and New Duke 
Energy are referred to as Duke Energy herein. 

Use of Estinmtes 

To conform to generally accepted accounting principles (GAAP) in the United States, management makes estimates 
and assumptions that affect the amounts reported in the Financial Statements and Notes. Although these estimates 
are based on management’s best available knowledge at the time, actual results could differ. 

All highly liquid investments with original maturities of three months or less at the date of purchase are considered 
cash equivalents. 

f i t  ventory 

Inventory consists primarily of materials and sipplies and natural gas held in storage for transmission and sales 
commitments, and coal held for electric generation Inventory is recorded at the lower of cost or market value, 
primarily using the average cost method. 

. I  

I 
December 31, December 31, 

2006 2005 
(in //io iisarids) 

Inventory 
Fuel lor use i n  electric production s 9,074 $’ 
Othcr materials and supplies 8,940 417 
Gas stored for current iise 10388 10,350 

Tots1 Inventory s 2’).002 s 10 . 7 z  6 

Cosi-B(ised Regulation 

Duke Energy Kentucky uses the same accounting policies and practices for financial reporting purposes as non- 
regulated companies under GAAP. However, sometiines actions by its regulators, the Federal Energy Regulatory 
Commission (FERC) and the state utility commission, result in accounting treatment different from that used by 
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non-regulated companies When this occurs Duke Energy Kentucky applies the provisions of Statement of Financial 
Accounting Standards (SFAS) No 71, “Accountingfor the Effect of Certniii q)pes oJRegulatron” (SFAS No 71 ) 
The economic effects of regulation can result in a regulated company recording assets for costs that have been or are 
expected to be approved for recovery from customers or recording liabilities for amounts that are expected to be 
returned to customers in the rate-setting process i n  a period different from the period in  which the amounts would be 
recorded by an unregulated enterprise. Accordingly, Duke Energy Kentucky records assets and liabilities that result 
from the regulated ratemaking process that would not be recorded under GAAP for non-regulated entities. 
Management continually assesses whether regulatory assets are probable of future recovery by considering factors 
such as applicable regulatory changes, recent rate orders applicable to other regulated entities and the status of any 
pending or potential deregulation legislation Based on this continual assessment, management believes the existing 
regulatory assets are probable of recovery. These regulatory assets and liabilities are primarily classified in the 
Balance Sheets as Regulatory Assets and Deferred Debits, and Deferred Credits and Other Liabilities. Duke Energy 
Kentucky periodically evaluates the applicability of SFAS No. 71, and considers factors such as regulatory changes. 

Accoirritirig f o r  Risk Mnnngenienl arid Hedging Activities nrid F h n c i n l  I?istrirmerits 

Duke Energy Kentuclcy uses a number of different derivative and non-derivative instruments in connection with its 
commodity price and interest rate risk management activities, including swaps, futures, forwards and options. All 
derivative instruments not designated and qualifying for the normal purchases and normal sales exception under 
SFAS No. 133, “Accozinting for Derivative /nstrzcmen(s nnd Hedgiog Activities”, as amended (SFAS No. I3.3), are 
recorded on t h ~ l ~ c e ~ S h ~ - E r t s a t t h e i r f a i r - v a - l ~ t e ; G a ~ l i - i n - ~ e - w s - a n d a ~ i t n . ~ ~ ~ ~ ~ t e d  to derivative instruments, 
except those that contain financing elements and those related to investing activities, are a component of operating 
cash flows in the accompanying Statements of Cash Flows. Cash inflows and outflows related to derivative 
instruments containing financing elements are a component of financing cash flows in the accompanying Statements 
of Cash Flows while cash inflows and outflows frorn derivatives,related to investing activities are a component of 
investing cash flows in  the accompanying Sta\e,ments . . ,  ofrC:asl) Flows. 

When available, quoted market prices or prices obtained through external sources are used to measure a contract’s 
fair value. For contracts with a delivery location or duration for which quoted market prices are not available, fair 
value is determined based on internally developed valuation techniques or models. For derivatives recognized under 
the MTM Model, valuation adjustments are also recognized in the Statements of Operations. 

Property, Plnrit and Equipnietit 

Property, plant and equipment are stated at the lower of historical cost less accumulated depreciation or fair value, if 
impaired. Duke Energy Kentucky capitalizes all construction-related direct labor and material costs, as well as 
indirect construction costs. Indirect costs include general engineering, taxes and the cost of funds used during 
construction. The cost of renewals and bettermegts that extend the useful life of property, plant and equipment is 
also capitalized. The cost of repairs, replacements and major maintenance projects, which do not extend the useful 
life or increase the expected output of property, plant and equipment, is expensed as it is incurred. Depreciation is 
generally computed over the asset’s estimated usefiil life using the straight-line method. The composite weighted- 
average depreciation rates were 2.6% for 2006 and 3.4% for 200.5. 

When Duke Energy Kentuclcy retires its property, plant and equipment, it charges the original cost plus the cost of 
retirement, less salvage value, to accumulated depreciation and amortization. When it sells entire operating units, the 
cost is removed from the property account and the related accumulated depreciation and amortization accounts are 
reduced Any gain or loss is recorded in earnings, unless otherwise required by the applicable regulatory body. 

Duke Energy Kentucky recognizes asset retirfpent obligations (ARO’s) in accordance with SFAS No 143, 
“Accozm/rrrg For Abset Retirenienl Oblrgalronh” (SFAS NO 143), for legal obligations associated with the retirement 
of long-lived assets that result from the acquisition, construction, development and/or normal use of the asset and 
FASB Interpretation No 47, “Accountriigfor Condr(ronal Asset Refireme17t ObligntionJ” (FIN 47), for conditional 
ARO’s in which the timing or method of settlement are conditional on a future event that may or may not be within 
the control of Duke Energy Kentucky Both SFAS No. 14.3 and FIN 47 require that the fair value of a liability for an 
ARO be recognized in the period in which it is incurred, if a reasonable estimate of fair value can be made. The fair 
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value of the liability is added to the carrying amount of the associated asset. This additional carrying amount is then 
depreciated over the estimated useful life of the asset. 

Lorig-Lhetl Asset Inipnirnietrts 

Duke Energy Kentucky evaluates whether long-lived assets, including intangible assets, have been impaired when 
circumstances indicate the carrying value of those assets may not be recoverable For such long-lived assets, 
impairment exists when its carrying value exceeds the sum of estimates of the undiscounted cash flows expected to 
result from the use and eventual disposition of:the asset. When alternative courses of action to recover the carrying 
amount of a long-lived asset are under consideration, a probability-weighted approach is used for developing 
estimates of future undiscounted cash flows. If the carrying value of the long-lived asset is not recoverable based on 
these estimated future undiscounted cash flows, the impairment loss i s  measured as the excess of the asset's carrying 
value over its fair value, such that the asset's carrying value is adjusted to its estimated fair value. 

Management assesses the fair value of long-lived assets using commonly accepted techniques, and may use more 
than one source. Sources to determine fair value include, but are not limited to, recent third party comparable sales, 
internally developed discounted cash flow analysis and analysis from outside advisors. Significant changes in 
market conditions resulting from events such as changes in commodity prices or the condition of an asset, or a 
change in management's intent to utilize tlie asset would generally require management to re-assess the cash flows 
related to the lon~-lived assets. - 

Untimortized Debt Premium, Discourit nntl Expense 

Premiums, discounts and expenses incurred with the issuance of outstanding long-term debt are amortized over the 
terms of the debt issues. Any call premiums or unamortized expenses associated with refinancing higher-cost debt 
obligations to finance regulated assets and operations are amortized consistent with regulatory treatment of those 
items, where appropriate. 

Etivironnietittil E.xpeii~lititres 

Duke Energy Kentucky expenses environmental expenditures related to conditions caused by past operations that do 
not generate current or future revenues. Enviyoqpental expenditures related to operations that generate current or 
future revenues are expensed or capitalized, as qppropriate Liabilities are recorded when the necessity for 
environmental remediation becomes pi obable and the costs can be reasonably estimated, or when other potential 
environmental liabilities are reasonably estimable and probable 

Reveriue Recognitioii 

Revenues for electric and gas service are recorded when delivered to customers. Customers are billed throughout 
the month as both gas and electric meters are read. Duke Energy Kentucky recognizes revenues for retail energy 
sales that have not yet been billed, but where gas or electricity has been consumed. Given the use of these systems 
and the fact that customers are billed monthly, Duke Energy Kentucky believes it is unlikely that materially different 
results will occur in future periods when these amounts are subsequently billed. 

Unbilled revenues for Duke Energy Kentucky at December 3 1 ,  2006 and 2005 were $22 million and $27 million, 
respectively. 

Alloivtince f o r  Funds Used During Co fistruqlion (A FUDC) 

AFUDC, which represents the estimated debt and equity costs of capital funds necessary to finance tlie construction 
of new regulated facilities, consists of two components, an equity component and an interest component. The equity 
component is a non-cash item. AFUDC is capitalized as a component of Property, Plant and Equipment cost, with 
offsetting credits to the Consolidated Statements of Operations. After construction is completed, Duke Energy 
Kentucky i s  permitted to recover these costs through inclusion in the rate base and in the depreciation provision. The 
total amount of AFUDC included in  the Statements of Operajions for the year ended December 3 1 ,  2006 was $1.4 
million. The total amount of AFIJDC inclitd$.d'fn,'the Statim'ents , i  ' i t  Operations was $ .8  million in 2005. - -..- __ 



Accoutttiiig For Purchases arid Sales of Eitiissiotz Allowarzces 

Duke Energy Kentucky recognizes emission allowances in earnings as they are consumed or sold. Gains or losses on 
sales of recoverable emission allowances are included in the rate structure and are deferred as a regulatory asset or 
liability. Future rates charged to retail customers are impacted by any gain or loss on sales of emission allowances. 
Emission allowances are recorded as Intangible assets on the Balance Sheet. Purchases and sales of emission 
allowances are presented gross as investing activities on the Statements of Cash Flows. 

Iticonze Tnxes 

As a result of Duke Energy’s merger with Cinergy, Duke Energy Kentucky entered into a tax sharing agreement 
with Duke Energy, where the separate return method is used to allocate benefits to the subsidiaries whose 
investments or results of operations provide these tax benefits The accounting for income taxes essentially 
represents the income taxes that Duke Energy Kentucky would incur if Duke Energy Kentucky were a separate 
company filing its own tax return The current tax sharing agreement Duke Energy Kentucky has with Duke Energy 
is substantially the same as the tax sharing a ent between Duke Energy Kentucky and Cinergy prior to the 
merger 

Management evaluates and records contingent tax liab 
ultimately sustaining the tax deductions or income positions. Management assesses the probabilities of successfully 

d related interest based on the probability of 

- - - - - -defending-the- tRx-dedu~tions-or-~t icotn~posi t iQn~base~~sta~~~~,- jud icial or administrative authority. 

As a result of the merger with Duke Energy, effective in the second quarter of2006, Duke Energy Kentucky adopted 
new business segments, and the segment performance measure has been changed to earnings before interest and 
taxes (EBIT) from continuing operations. As a result, certain prior period amounts have been retroactively adjusted 
to conform to the new segment presentation and measures. 

SFAS No. 13 1, “Disclosures about Segments ofan  Enterprise ai7d Related 1i7forn~al1oii” (SFAS No. 13 1 ), 
establishes standards for a public company to report financial and descriptive information about its reportable 
operating segments in annual and interim financial reports. Operating segments are components of an enterprise 
about which separate financial information is available and evaluated regularly by the chief operating decision 
maker in deciding how to allocate resources and evaluate performance. Two or more operating segments may be 
aggregated into a single reportable segment provided aggregation is consistent with the objective and basic 
principles of SFAS No. 13 1 ,  if the segments have similar economic characteristics, and the segments are considered 
similar under criteria provided by SFAS No. 13 1 There is no aggregation within Duke Energy Kentucky’s defined 
business segments. SFAS No. 13 I also establishes standards and related disclosures about the way the operating 
segments were determined, products and services, geographic areas and major customers, differences between the 
measurements used in reporting segment inforTmation and those used in the general-purpose financial statements, and 
changes in the measurement of segment amounts froin period to period The description of Duke Energy Kentucky’s 
reportable segments, consistent with how business results are reported internally to management and the disclosure 
of segment information in accordance with SFAS No. 13 1, are presented in Note 4. 

Reclassijicnlioris and Revisioiis 

The financial statements have been reclassified to conform with Duke Energy’s format. Certain other prior period 
amounts have been reclassified to conform to current year presentation. 

The following new accounting standards were adopted by Duke Energy Kentucky during the year ended 
December 3 1,2006 and the impact of such adoption, if applicable, has been presented in the accompanying 
Financial Statements: 



! , I  

SFAS No 158, “Einployes S Accounting for Dkfiiied BeneJjf Pension and Other Postretirenient Plans, an 
amendment ofFASB Stdements No 87, 88, 106, and 132(R) I ’  (SFAS No 158) , In  October 2006, the FASB issued 
SFAS No. 158, which changes the recognition and disclosure provisions and measurement date requirements for an 
employer’s accounting for defined benefit pension and other postretirement plans. The recognition and disclosure 
provisions require an employer to ( I )  recognize the funded status of a benefit plan-measured as the difference 
between plan assets at fair value and the benefit Obligation-in its statement of financial position, (2) recognize as a 
component of Other Comprehensive Income (OCI), net of tax, the gains or losses and prior service costs or credits 
that arise during the period but are not recognized as components of net periodic benefit cost, and (3) disclose in the 
notes to financial statements certain additional information. SFAS No. 158 does not change the amounts recognized 
in the income statement as net periodic benefit cost. Duke Energy Kentucky is required to initially recognize the 
funded status of its allocated portion of Cinergy’s defined benefit pension and other postretirement plans and to 
provide the required additional disclosures as of December 3 1, 2006 (see Note 16). Retrospective application is not 
permitted. The adoption of SFAS No. I58 recognition and disclosure provisions resulted in an increase in regulatory 
assets of $22 million and an increase i n  total liabilities of approximately $22 million as of December 3 1, 2006. The 
adoption of SFAS No. IS8 did not have any impact on Duke Energy Kentucky’s consolidated results of operations 
or cash flows 

Under the measurement date requirements of SFAS No 158, an employer is required to measure defined benefit 
plan assets and obligations as of the date of the employer’s fiscal year-end statement of financial position (with 

months prior to the ~lPjmn=end;as-allowehunder the authoritative accounting literature The measurement date 
requirement is effective for the year ending December 3 1,2008, and e a r l ~ ~ l i ~ ~ i ~ n - i s - ~ n c o ~ a g ~ .  Duke Energy 

benefit obligations as of that date, pursuar 
for the three-month period between Septe 
separate adjustment of retained earnings as of January I ,  2007 Additionally, changes in plan assets and plan 
obligations between September 30,2006 and December 3 1,2006 not related to net periodic benefit cost will be 
recognized, net of tax, as an adjustment to OC1 

The following new accounting standards were adopted by Duke Energy Kentucky during the year ended 
December 3 1, 2005 and the impact of such adoption, if applicable, has been presented in the accompanying 
Financial Statements: 

- limited exceptions) Historically, Duke Energy Kentucky has measured its plan assets and obligations up to three 

Kentucky intends to adopt the change in m ent date effective January 1,2007 by remeasuring plan assets and - 
itiop,requiriments of SFAS No. 158. Net periodic benefit cost 
6 and December 3 1,2006 will be recognized, net of tax, as a 

I 

FIN 47 “Accouiitingjos Conditional Asset Retireemeiit Obligations”). In  March 2005, the FASB issued FIN 47, 
which clarifies the accounting for conditional asset retirement obligations as used in SFAS No. 143. A conditional 
asset retirement obligation is an unconditional legal obligation to perform an asset retirement activity in which the 
timing and (or) method of settlement are conditional on a future event that may or may not be within the control of 
the entity. Therefore, an entity is required to recognize a liability for the fair value of a conditional asset retirement 
obligation under SFAS No. 143 if the fair value of the liability can be reasonably estimated. The provisions of FIN 
47 were effective for Duke Energy Kentucky’as of December 3 1, 2005, and the adoption of FIN 47 did not have a 
material iinpact on Duke Energy Kentucky’s consolidated results of operations, cash flows or financial position. 

The following new accounting standards have been issued, but have not yet been adopted by Duke Energy Kentucky 
as of December 3 1,2006: 

SFAS N o  15.5, “Accouiiling for. Certairi Hy 
oncl 140” (SFAS No 15.5) In  Februaty 200 
Accounting for  Derivarive Instruments and 
Servicing of Fiiiaiicrnl Assets and Extingzrishnienfs of L,iabilrties ” SFAS No 155 allows financial instruments that 
have embedded derivatives to be accounted for at fair value at acquisition, at issuance, or when a previously 
recognized financial instrument is subject to a remeasurement (new basis) event, on an instrument-by-instrument 
basis, in cases in which a derivative would otherwise have to be bifurcated SFAS No IS5 i s  effective for Duke 
Energy Kentucky for all financial instruments acquii e$ issued, or subject to remeasurement after January I ,  2007, 
and for certain hybrid financial instruments that have been bifurcated prior to the effective date, for which the effect 
is to be reported as a cumulative-effect adjustment to beginning retained earnings. Duke Energy Kentucky does not 

iiiancial Inslr.umeiits--nii amendment ofFASL3 Slateinents No 133 
SFAS No 1 S 5 ,  which amends SFAS No 133, “ 
’’ and SFAS No. 140, ‘‘ Accountriig for Tsnnsfers a id  
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anticipate the adoption of SFAS No. 155 will have any material impact on its consolidated results of operations, 
cash flows or financial position. 

SFAS No. 156, “Accounting for Servicing of Financial Assers-an amendmen! of FASB Slaletneiir No. 140” (SFAS 
No. 1.56) I n  March 2006, the FASB issued SFAS No. 156, which amends SFAS No.  140,” Accounfing for 
Transfers and Servicing of Financial Assefs and Esfiiigiiishriien~s of L,iabilities ,” SFAS No. 1 56 requires 
recognition of a servicing asset or liability when an entity enters into arrangements to service financial instruments 
in certain situations. Such servicing assets or servicing liabilities ;are required to be initially measured at fair value, if 
practicable. SFAS No. 156 also allows an er?ti,&to snb$eiqyently, measure its servicing assets or servicing liabilities 
using either an amortization method or a fair‘vallie method. SFAS No. 156 is effective for Duke Energy Kentucky as 
of January 1, 2007, and must be applied prospectively, except that where an entity elects to remeasure separately 
recognized existing arrangements and reclassify certain available-for-sale securities to trading securities, any effects 
must be reported as a cumulative-effect ad,justment to retained earnings. Duke Energy Kentucky does not anticipate 
the adoption of SFAS No. 156 will have any material impact on its consolidated results of operations, cash flows or 
financial position. < .  

SFAS No 157, “Fair Value Measureinents” (SFAS No 157). In September 2006, the FASB issued SFAS No. 157, 
which defines fair value, establishes a framework for measuring fair value in GAAP, and expands disclosures about 
fair value measurements. SFAS No. 157 does not require any new fair value measurements. However, in some 

-cases the a Jication of SFAS No. 157 may change Duke Energy Kentucky’s current practice for measuring and 
disclosing fail values un er ofFei~ccountingproncLuncements that require or permit fair value measurements. For 
Duke Energy Kentucky, SFAS No. 157 is effective as of January 1,2008~im?jst-bmpplied-prospectidy except 
in certain cases. Duke Energy Kentucky is currently evaluating the impact of adopting SFAS No 157, and cannot 
currently estimate the impact of SFAS No. IS7 on its consolidated results of operations, cash flows or financial 
position. 

- 

+--p+-d- 

- 

SFAS No 159, “ T l z  Fair Value Opfion for Financial Assets and Financial Liabilities“ (SFAS N o  1.59) In February 
2007, the FASB issued SFAS No. I S9, which permits entities to choose to measure many financial instruments and 
certain other items at fair value. For Duke Energy Kentucky, SFAS N o  IS9 is effective as of January 1, 2008 and 
will have no impact on amounts presented for periods prior to the effective date. Duke Energy Kentucky cannot 
currently estimate the impact of SFAS No, 159 on its consolidated results of operations, cash flows or financial 
position and has not yet determined whether oc,not it will choose to measure items subject to SFAS No. I59 at fair 

ii value. 

FIN 48, “Accounting for Uncertainty in Income Taxes-an interpretafion of FASB SIafetnent No 109’’ (FIN 48). I n  
July 2006 the FASB issued FIN 48, which provides guidance on accounting for income tax positions about which 
Duke Energy Kentucky has concluded there is a level of uncertainty with respect to the recognition in its financial 
statements. FIN 48 prescribes a minimum recognition threshold a tax position is required to meet. Tax positions are 
defined very broadly and include not only tax deductions and credits but also decisions not to file in a particular 
jurisdiction, as well as the taxability of transactions. Duke Energy Kentucky will implement this new accounting 
standard effective January 1 ,  2007. The implementation will impact a variety of balance sheet line items, including 
Deferred income taxes, Taxes accrued, and Other Liabilities. llpon irnplementation of FIN 48, Duke Energy 
Kentucky will reflect interest expense related to taxes as interest expense, in Other Income and Expenses, net in  the 
Statement of Operations. In addition, accounting for this standard after January 1, 2007 will involve an evaluation to 
determine if any changes have occurred that would impact the existing uncertain tax positions as well as determining 
whether any new tax positions are uncertain. Any impacts resulting from the evaluation of existing uncertain tax 
positions or from the recognition of new uncertain tax positions would impact income tax expense and interest 
expense in the Statement of Operations, with offsetting impacts to the balance sheet line items described above. 
Duke Energy Kentucky is still in the process of reviewing the impacts of this standard and expects the adjustment 
will be immaterial. 

FSP N o  A MG AIR- I ,  “Accoitnting Jor Planned Mcijor Mainfeiiance Acirvil ies” (FSP No AUG AIR- I) In  September 
2006, the FASB Staff issued FSP No. AIJG AIR-1 This FSP prohibits the use of the acci~ie-in-advance method of 
accounting for planned major maintenance activities in annual and interim financial reporting periods, if no liability 
is required to be recorded for an asset retiremy,nl,obligation based on a legal obligation for which the event 

-----__ Q&g ’ ating the entity has occurred The FSP also requires’disclosures regarding the method of accounting for planned 
--------- 

-\-~- 

--. 
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ma.jor maintenance activities and the effects of implementing the FSP. The guidance in this FSP is effective for 
Duke Energy Kentucky as of January 1,2007 and will be applied retrospectively for all financial statements 
presented. Duke Energy Kentucky does not anticipate the adoption of FSP No. AIJG AIR-I will have any material 
impact on its consolidated results of operations, 'cash flows or financial position. 

EITF Issue No 06-3, "How Taxes Collected from Customers and Remitted to Governineiital Aiithorities Should Be 
Presenled i n  the Income Statenlent (That Is, Gross versus Net Presenlntron) " (EITF No  06-3) In June 2006, the 
EITF reached a consensus on EITF No 06-3 to address any tax assessed by a governmental authority that is  directly 
imposed on a revenue-producing transaction between a seller and a customer and may include, but are not limited to, 
sales, use, value added, and some excise taxes. For taxes within the issue's scope, the consensus requires that entities 
present such taxes on either a gross (i.e. included in revenues and costs) or net (Le. exclude from revenues) basis 
according to their accounting policies, which should be disclosed. If such taxes are reported gross and are 
significant, entities should disclose the amounts of those taxes. Disclosures may be made on an aggregate basis. The 
con~ensiis is effective for Duke Energy Kentucky beginniillg January I ,  2007. Duke Energy Kentucky does not 
anticipate the adoption of EITF No 06-3 will'have any m'dterial impact on its results of operations, cash flows or 
financial position. 

2. Duke EnergyICinergy Merger 

QaApril 3, 2006, the previously announced merger between Duke Energy and Cinergy was consumtnated (see Note 
I for additional information on fh~l~rger)- ; -For-aeGoun~~g-p~poses,  the effective date of the merger was April I ,  
2006. The merger combines the Duke Energy and Cinergy regulated franchises as welI3Rddgulated-generation-' L 
the Midwestern Ilnited States (Midwest). See Note 5 for discussion of regulatory impacts of the merger. In 
connection with the merger, Duke Energy issued 1.56 shares of Duke Energy common stock for each outstanding 
share of Cinergy common stock, which resulted in the issuance of approximately 3 13 million shares of Duke Energy 
common stock. Based on the market price of Duke Energy common stock during the period, including the two 
trading days before, through the two trading days after, May 9,200.5, the date Duke Energy and Cinergy announced 
the merger, the transaction is valued at approximately $9.1 billion 

3, 

I n  January 2006, Duke Energy Ohio contributed to Duke Energy Kentucky 100 percent of its ownership interest i n  
one generating unit and one peaking plant with a combined capacity of 727 megawatts (MWs) and its 69 percent 
interest i n  another generating station with an owned capacity of414 MWs, as follows: 

Transfer of Generating Assets from Duke Energy Ohio to Duke Energy Kentucky 

, ' !_I  Ownersliip Owned 
Generating Plant Locitioq', , , ',: Interest Fuel Type MW Caprcity 

East Bend Boonc County, Kentucky 69 Yo Coal 414 
Miami Fort Nainilton County. Ohio 100 ( I )  Coal 163 
Woodsdale Butler County, Ohio 100 Cas 564 

1,141 

( I )  Consists ut 100 percent ownership in one generating unit at Miami Fort. 

The transaction was effective as of January 1, 2006 at net.book value. The final required regulatory approval for the 
plant transfer was received in November 2005 from the SEC under the Public {Jtility Holding Company Act of 
193.5. The Kentucky Public Service Commission (KPSF) and the FERC had earlier issued orders approving aspects 
of the transaction. See Note 5 for details on Duke Energy Kentucky rate proceedings. 

In connection with the transfer of these assets, Duke Energy Kentucky accepted a capital contribution from Duke 
Energy Ohio and assumed certain liabilities of Duke Energy Ohio. In particular, Duke Energy Kentucky agreed to 
assume from Duke Energy Ohio all payment, performance, and other obligations of Duke Energy Ohio, with respect 
to (i) certain tax-exempt pollution control debt currently shown on the balance sheet of Duke Energy Ohio, ( i i )  
certain of Duke Energy Ohio's outstanding Accozints payable IO affiliated con7patires, and ( i i i )  certain deferred tax 

- --hbd&es related to the assets. Duke Energy Kentucky has repaid the tax-exempt Obligations with the proceeds from . * . .  

----------__-- --- 
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an issuance of tax-exempt debt by Duke Energq: Kentucky. The accounts payable obligations were repaid initially 
with the proceeds from short-term borrowings and eventually through the issuance of long-term senior unsecured 
debentures. The following table summarizes this transaction for Duke Energy Kentucky: 

Assets Received 
Generating Assets 
Inventory 

L iabiiities Assumed 

Tot111 Assets Rcccived 

Debt 
Accounts payable to affiliated companies 
Deferrcd tax liabililies 
Other 

Total Liilbilitics Assumed 

Contribntcd Capitnl From Duke Lnergy Ohio 

$ 375,81 I 
23,579 

$ 399,390 

s 76,720 
90,280 
90.369 

1,960 
$ 259,329 

As part of this transaction, Duke Energy Ohio and Duke Energy Kentucky terminated the long-term wholesale 
power contract under which Duke Energy Ohio had previously supplied power to Duke Energy Kentucky. Further, 
Duke Energy Ohio also proposed to supply and Duke Energy Kentucky agreed to purchase back-up power from 

- - - ~ f o ~ ~ ~ ~ d ~ n d - u n p l a i i ~ ~ ~ ~ e s  at the East Bend and Miami Fort plants through December 
3 1,2009 pursuant to a draft contract. The parties never executed th idEhont rae t -and-DukeJhxgy Kentucky 
currently purchases back-up power, when needed, through the Midwest IS0 energy markets. Under the proposed 
settlement in its electric rate case (see Note 5) , Duke Energy Kentucky will continue to use its best efforts to 
procure back-up power sirpply and to obtain FERC approval, if necessary, as soon as possible. The revenue increase 
in the proposed settlement recovers all demand charges for back-up power. Effective on and after January 1,2007, 
Duke Energy Kentucky will recaver energy charges for back-up power consistent with the KPSC’s fuel ad,justment 
cost regulations. Duke Energy Kentucky filed during the first quarter 2007, a least cost back-up supply plan with 
the KPSC. The KPSC issued an order approving the back up supply plan which eliminates risks of recovery limits 
that may have resulted under the terms of the back-up supply plan proposed with the transfer of these assets. 

4. Business Segments 

In conjunction with the merger with Duke Energy, effective with the second quarter of 2006, Duke Energy 
Kentucky adopted the new business segment that management believes properly aligns the various operations of 
Duke Energy Kentucky with how the chief operating decision maker views the business. Prior period segment 
information has been recast to conform to the new segment structure. Accordingly, Duke Energy Kentucky has the 
following reportable business segment: 

Franchised Electric and Gas consists of regulated electric generation and regulated 
electric and gas transrnission and distribution systems 

Duke Energy Kentucky’s chief operating decision maker regularly reviews financial information about the business 
unit in deciding how to allocate resources and evaluate performance The business unit is considered a reportable 
segment under SFAS No 13 1 There is no aggregation within Duke Energy Kentucky’s defined business segment. 

Prior to the merger with Duke Energy, Duke Energy Kentucky operated a single business unit, Regulated, which 
was considered a ieportable segment under SFAS No. I3  1 .  

. ./! I f  I , ,  I . 

Regulated - consisted of Duke Energy Kentucky’s regulated generation, transmission and distribution 
operations. 

Franchised Electric and Gas plans, constructs, operates and maintains Duke Energy Kentucky’s generation, 
transmission and distribution systems and delivers gas and electric energy to consumers. 
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The remainder of Duke Energy Kentucky’s operations is presented as “Other.” While it is not considered a business 
segment, Other primarily includes certain allocated corporate governance costs. 

Management evaluates segment performance based on EBIT which represents all profits from continuing operations 
(both operating and non-operating) before deducting interest and taxes. Cash, cash equivalents and short-term 
investments are managed centrally by Cinergy S i i  and Duke Energy, so the interest and dividend income on those 
balances are excluded from segment EBIT. \ $  

Business Segment Data 
I 

Segment EBfTI 
Consolidated Depreciation Capital and 

ilnaffilia ted Income before and Investment Segment 
Revenues Income Taxes Amortization Expenditures Assets 

(in rlrnirsnnrls) 
\’ear Ended December 31,2006 

$ 37,749 $ 65,096 $ 980,131 

404.452 40,065 37,749 65.096 980.131 

Franchised Electric 
$ 404,452 $ 40,065 

Total reportable segment 

- - Other (8,742) - 

I - - Interest espense 
- ( 16.602) 

- - Interest income and other 

Total consolidated 

- - 3,192 

$ 404,452 $ 17,913 $ 37,749 9; 65,096 X 980,131 
Year Ended December 31,2005 

Franchised Electric $ 20.625 $ 47.144 $ 518,214 9 388,127 $ 34,132 
Total reportable seginent 

388,127 34,132 20,625 47, I44 518,214 

- - - 
I (7,276) 

- (6.903) 

- 2,525 

Otiier 

interest eupense 

Interest income and othcr 

Total consolidated 

- __ - 

- - - 

$ 388,127 $ 22,478 $ 20,625 $ 47,144 $ 518,214 

All of Duke Energy Kentucky’s revenues are generated and its long-lived assets are invested domestically. 
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5. Regulatory Matters 

Duke Energy Kentucky’s regulated operations are subject to SFAS No. 71. Accordingly, Duke Energy Kentucky 
records assets and liabilities that result from the regulated ratemaking process that would not be recorded under 
GAAP for non-regulated entities (For further information see Note 1 .) 

December 31, 
Duke Energy I<cntucLy 2006 2005 

( in thousnnds) 
Regulatory Assets 

Accrued Pension and Post Retirement s 21,560 $ 
Merger Costs 4,453 I .453 
Dcferred Project Costs 1,312 61 I 
Other 4,413 3,326 

Total Regulatory Assets s 31,739 $ 5,390 

Regulatory 1 iabilities 
Removal Costs !% 26,937 $ 26,826 
Amounts due from Customers - Income Taxes ‘I’ 2,238 1,887 
Other 251 325 

Total Regulatory 1 iabilities s 29,432 $ 29,038 

Autliori~~d-for-Recovery (l’ s; 6306 $ 1,770 

( I )  This amount i s  the net of amounts recorded in 
Regulatory Assets - Amounts due to Customers - 
Income Taxes and Regulatory Liabilities - Amounts due 
from Customers - Income Taxes 

(2) As of‘ December 3 I ,  2006, these amounts are being 
recovered through rates charged to customers over 
periods ranging from 3-1 0 years 

Regrr lntory Merger Appro vnls 

As discussed in Note1 and Note 2, on April 3, 2006, the merger between Duke Energy and Cinergy was 
consummated to create a newly formed company, Duke Energy Holding Corp. (subsequently renamed Duke Energy 
Corporation). As a condition to the merger approval, the KPSC required that certain merger related savings be 
shared with consumers in Kentucky The commissions also required Duke Energy Kentucky to meet additional 
conditions. Key elements of these conditions include: 

The KPSC required tliat Duke Energy Kentucky provide $ 8  million in rate reductions to Duke Energy 
Kentucky customers over five years, ending when new rates are established in the next rate case after 
January I ,  2008. As of December 31, 2006, Duke Energy Kentucky has returned $ 1  million to customers 
on this rate reduction. 

I n  addition, the FERC approved tlie merger without conditions. In January 2006, Public Citizen’s Energy Program, 
Citizens Action Coalition of Indiana, Inc., Ohio Partners for Affordable Energy and Southern Alliance for Clean 
Energy requested rehearing of the FERC approval. I n  February 2006, the FERC issued an order granting rehearing 
of FERC’s order for further consideration. On February 5,  2007, after further consideration, tlie FERC issued an 
order dismissing tlie request for a rehearing. 

Duke Eiiergy Kewtucky Gas Rnte Crises 

In  2002, the KPSC approved Duke Energy Kentucky’s gas base rate case which included, among other things, 
recovery of costs associated with an accelerated gas main replacement program. The approval authorized a tracking 
mechanism to recover certain costs including depreciation and a rate of return on the program’s capital expenditures. 
The Kentucky Attorney General appealed to tlie Franklin Circuit Court the KPSC’s approval of the tracking 
mechanism as well as the KPSC’s subsequent approval of annual rate adjustments under this tracking mechanism. In 

17 



2005, both Duke Energy Kentucky and the KPSC requested that the court dismiss these cases. At the present time, 
Duke Energy Kentucky cannot predict the timing or outcome of this litigation. 

In February 2005, Duke Energy Kentucky filed a gas base rate case with the KPSC requesting approval to continue 
the tracking mechanism and for a $14 million annual increase in base rates. A portion ofthe increase is attributable 
to recovery of the current cost of the accelerated main replacement program in base rates. In December 2005, the 
KPSC approved an annual rate increase of $8 million and re-approved the tracking mechanism through 201 I .  In  
February 2006, the Kentucky Attorney General appealed the KPSC's order to the Franklin Circuit Court, claiming 
that the order improperly allows Duke Energy Kentucky to increase its rates for gas main replacement costs in 
between general rate cases, and also claiming that the order improperly allows Duke Energy Kentucky to earn a 
return on investment for the costs recovered under the tracking mechanism which permits Duke Energy Kentucky to 
recover its gas main replacement costs. At this time, Duke Energy Kentucky cannot predict the outcome of this 
litigation. 

Duke Etiergy Kentucky Electric Rnte Crise 

In  May 2006, Duke Energy I<entucky filed an application for an increase in its base electric rates. The application, 
which sought an increase of approximately $67 million in revenue, or approximately 28 percent, was filed pursuant 
to the KPSC's 2003 Order approving the transfer of 1,100 MW of generating assets from Duke Energy Ohio to 
Duke Energy Kentucky I n  December 2006, the KPSC approved a settlement agreement with all parties to this 
proceeding resolvingl l - rkeissues-ra- ised~~;14-mong-~~h~~n~,  the settlement agreement provided for a $49 million 
increase in Duke Energy Kentucky's base electric rates and reinstitution of the fuel cost recovery mech-anism-whieh 
had been frozen since 2001 
supply plan. 

In April 2007 the KPSC issued an order approving Duke Energy Kentucky's back-up 

Midtoesf IS0  Reverrire Sufficieticy Giirirnritee (RSC) 

In April 2006, the FERC issued an order on the Midwest ISO's revisions to its Transmission and Energy Markets 
Tariffs regarding its RSG. The FERC found that the Midwest IS0 violated the tariffs when it did not charge RSG 
costs to virtual supply offers. The FERC, among other things, ordered the Midwest IS0 to recalculate the rate and 
make refunds to customers, with interest, to reflect the correct allocation of RSG costs. Duke Energy Shared 
Services, on behalf of Duke Energy Kentucky, has filed a'Request for Rehearing, and in October 2006, the FERC 
issued an order which, among other things, granted rehearing on the issue of refunds. The FERC stated that it would 
not require recalculation of the rates and, as such, refunds are no longer required, As a result, Duke Energy 
Kentucky does not believe that this issue will have a inaterial effect on its financial position, cash flows or results of 
operations. 

6. 

Duke Energy Kentucky and Dayton Power & Light ,jointly own an electric generating uni t  in Kentucky. As of 
December 3 1, 2006, Duke Energy Kentucky's share in the jointly-owned plant or facilities was as follows: 

Joint Ownership of Generating Facilities 

Duke Energy Kciitucky 

Easl Bend Slatioii'"' 
Produelion 

Construction 

in Progress 
OwnerAltip Property,Plnnt, Accumulated Work 

and Equipment Depreciation Share 
(117 /l7orlsnllds) 

69 0 Yo $ 422,041 3 216,900 9; 4,126 

Duke Energy Kentucky's share of revenues and operating costs of the above jointly owned generating facilities are 
included within the corresponding line of the statement of operations. 
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7. Income Taxes 

The following details the components of income tax expense from continuing operations: 

L# " > 

t i  

For Years Ended 
December 31, 

2006 2005 
(in thousands) 

Cui rent income taxes 
Federal $ (292) $ 581 1 
State 
Total current income taxes 

(1 74) 68 1 
(466) 6.492 

Deferred income taxes 
Federal $ 7,835 672 
Statc 1,728 922 
Total defeired income taxes 9,563 1.594 

Invcstnient tau ciedit amortization (1,082) (253) 

Total income tax elpense (benefit) 
piesented in Consolidated Stateinents 
o l  Opeiations $ 8,015 $ 7.83 3 

Reconciliation of Income Tax Expense 
(Benefit) at the US Federal Statutory 
Tax Rate to the Actual Tax Expense 
(Benefit) from Continuing ' I 

ODerations (Statutory Rate For Years Ended 
Reconciliation) December 31, 

2006 2005 
(in tho us ands) 

Income tax expense (benefit), computed 
at the statutory rate of 35% $ 6,558 $ 7,306 
Statc income tax, net of federal income 
tax effect 1,010 $ 56 1 

Depreciation & other PP&E related 
di ffcreiices (336) (559) 

ITC amortization (812) (2.53) 
Other items, net 1,594 778 

Total income tax expense (benefit) 
from continuing operations $ 8,015 $ 7,833 

Effective tax rate 42.8% 34 8% 

-. 
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During 2006 Duke Energy Kentucky recorded approximately $ I  .S million of tax expense relating to certain deferred 
tax accounts, This adjustment is reflected in the Statutory Rate Reconciliation in the “Other items, net.” 

Net Deferred Income Tax  Liability 
Components  December 31, 

2006 2005 
(in thousands)  

Deferred credits and other liabilities $ 7,905 $ 5,583 
Other 1,614 1,790 

Total deferied incoine tau assets 9,519 7.373 

Investments and other assets‘,. 3,342 1,573 
Accelerated depreciation I ates 153,834 57.2 18 
Regulatory assets and deferred debits 359 1.382 

Total deferred income lax liabilities 151,535 60,173 

Total net deferred income tax liabilities 3i (148..+QLQ Ifi (52.80OJ 

Deferred Tax  Liabilities December 31, 
2006 2005 

(in thousands)  

Current deferred tau assets. included in 

Non-cuiient defeired tau liabilities (149,016) (52.800) 

lotal net deferred incoine tax’liabilities $ (148,016) $ (52.800) 

Although the outcome of tax audits is uncertain, management believes that adequate provisions for income and other 
taxes have been made for potential liabilities resulting from such matters Management is not aware of any issues 
for open tax years that upon final resolution are expected to have a material adverse effect on Duke Energy 
Kentucky’s consolidated results of operations, cash flows or financial position 

other current assets $ 1,000 $ 

As a result of the Duke EnergyKinergy merger consummation, Cinergy and its subsidiaries entered into a new tax 
sharing agreement with Duke Energy, where the separate return method is used to allocate benefits to the 
subsidiaries whose investments or results of operations provide these tax benefits. This new agreement with Duke 
Energy supersedes the previous agreement between Cinergy and its subsidiaries. 

8. Asset Retirement Obligations 

Duke Energy Kentucky applies SFAS No. 143, which addresses financial accounting and reporting for legal 
obligations associated with the retirement of tangible long-lived assets and the related asset retirement costs. The 
standard applies to legal obligations associated with the retirement of long-lived assets that result from the 
acquisition, construction, developinent and/or normal use of the asset. SFAS No. 143 requires that the fair value of a 
liability for an asset retirement obligation be recognized in the period in which it is incurred, if a reasonable estimate 
of fair value can be made. The fair value of the liability is added to the carrying amount of the associated asset. This 
additional carrying amount is then depreciated over the life of the asset. The liability increases due to the passage of 
time based on the time value of money until the obligation is settled. Subsequent to the initial recognition, the 
liability is adjusted for any revisions to the expected value of the retirement obligation (with corresponding 
ad,justments to property, plant, and equipment), and for accretion of the liability due to the passage of time. 
Additional depreciation expense is recorded prospectively for any property, plant and equipment increases. 
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Asset retirement obligations at Duke Energy Kentucky relate primarily to the retirement of gas mains, asbestos 
abatement at certain generating stations and closure and post-closure activities of landfills 

Upon adoption of SFAS No. 143, Duke Energy Kentucky's regulated electric and regulated natural gas operations 
classified removal costs for property that does not have an associated legal retirement obligation as a regulatory 
liability, in accordance with regulatory treatment under SFAS No 71 The total amount of removal costs included 
in Regulatory Liabilities on the Consolidated Balance Sheets was $27 million at both December 3 1 ,  2006 and 2005. 

The adoption of SFAS No. 143 had no iinpact on the income of the regulated electric and gas operations, as the 
effects were offset by the establishment of regulatory assets and liabilities pursuant to SFAS No. 71 

As a result of the adoption of FIN 47 in 2005, net property, plant and equipment increased by approximately $1 
million, regulatory liabilities decreased by approximately $5 million, and ARO liabilities increased by 
approxiinately $6 million. The adoption of FIN 47 had no impact on the income of the regulated electric operations, 
as the effects were offset by the establishment of regulatory assets and liabilities pursuant to SFAS No. 71. 

The pro forma effects of adopting FIN 47, including the impact on the balance sheet and net income are not 
presented due to the iinmaterial impact. 

The asset retirement obligation is adjusted each period for any liabilities incurred or settled during the period, 
accretion-expenseand-an y-re-v i sionsmade-to-tlie-estimated-c~~~~ow s. 

Reconciliation of Asset Retirement Obligation Liability 

Balancc as of .ianuary I ,  
Liabililies incurred due to new acqiiisitions 
Accrelion expense 
Revisions i n  estimated cash [lows 
Adoption of FIN 47 
Balance as of December 3 I ,  

Years Ended 
December 31, 

2006 200s 
(in thousands) 

$ 6,306 $ 0 
1,736 - 

(257) - 
- 48 1 

- 6.306 
$ 8.266 $ 6.306 

9. 

Duke Energy Kentucky has limited exposure to market price changes of fuel and emission allowance costs incurred 
for its retail customers due to the use of cost tracking and recovery mechanisms in the state of Kentucky. Duke 
Energy Kentucky does have exposure to the impact of market fluctuations i n  the prices of electricity, fuel and 
emission allowances associated with its generation output not utilized to serve native load or coinniitted load (off- 
system, wholesale power sales) Exposure to interest rate risk exists as a result of the issuance of variable and fixed 
rate debt. Duke Energy Kentucky ernploys established policies and procedures to inanage its risks associated with 
these market fluctuations using various commodity and financial derivative instruments, including swaps, futures, 

Changes in  interest rates expose Duke Energy'Kentuciy to risk as a result of its issuance of variable and fixed rate 
debt and commercial paper. Duke Energy Kentucky inanages its interest rate exposure by limiting its variable-rate 
exposure to percentages of total capitalization and by monitoring the effects of market changes in interest rates. 
Duke Energy Kentucky also enters interest rate swaps to manage and mitigate interest rate risk exposure. Duke 
Energy Kentucky's interest rate derivative instruments and related ineffectiveness were not material to its results of 
operations, cash flows or financial position in 2006 and 2005 

Risk Management and Hedging Activities and Financial Instruments 

forwards and options 4 8  
1 

1 ,  I 

The fair value of cash and cash equivalents, accounts receivable, restricted funds held in trust, accounts payable and 
notes payable, commercial paper and debt are not materially different from their carrying amounts because of the 
short-term nature of these instruments or because the stated rates approximate market rates. 
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10. Intangible Assets 

The carrying amount and accumulated amortization of intangible assets are as follows: 

' I  I 

Emission allowances 
Other 

December 31, December 31, 
2006 2005 

(in tlioir sa nds) 

s ,  12,470 9; 
1,093 

Total gross carrying amoiint M -I.nc)j 

(a) Einission allowances do not have a contractual expiration date 

(b) Other represents intangible assets related to pensions which do not have a definitive life. 

Emission allowances sold or consumed during the year ended December 31,2006 was $ 1  1.3 million. 

Amor t i za t io i i~nse r - in t angrb le  assets for Duke Energy Kentucky was iminaterial for the years ended 
December 3 I ,  2006 and 200.5. - - 
The table below shows the expected amortization expense for the next five years for intangible assets as of 
December 3 1, 2006, The expected amortization expense includes estimates of emission allowance consumption and 
estimates of consumption of commodities such as gas and coal under existing contracts. The amortization amounts 
discussed below are estimates Actual amounts tnay differ from these estimates due to such factors as changes in 
consumption patterns, sales or impairments of emission allowances, additional intangible asset acquisitions and 
other events. 

2007 2008 2009 2010 - 201 1 

$ 9,883 $1,275 $1,313 $0 $0 
(in thousands) ' 

1 1 .  Related Party Transactions 

Duke Energy Kentucky engages in related party transactions, These transactions are generally performed at cost and 
in accordance with the applicable state and federal commission regulations. Balances due to or due from related 
parties included in the Balance Sheets as of December 3 I ,  2006 and December 3 1,2005 are as follows: 

December 31, December 31, 
2006 2005 

( in ~I~oiwandsi 

Accoonls Receivable S 4,622 S; 6.561 

Accounts Payable S 20,303 S; 26.81 5 

Duke Energy Kentucky is allocated its proportionate share ot corporate governance and other costs by a 
consolidated affiliate of Duke Energy. D L ~ C  Energy Kentircky is also allocated its proportionate share of other 
corporate governance costs from a consolidated affiliate of Cinergy Corporate governance and other shared 
services costs are primarily allocations of corporate costs, such as human resources, legal and accounting fees, as 
well as other third party costs - 
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The expenses associated with certain allocated corporate governance and other service costs for Duke Energy 
Kentucky for the twelve months ended December 3 1,2006 and twelve months ended December 3 I ,  2005 were as 
follows : 

December 31, 
200G 2005 

(in thousands) 
Corporate Governance and shared service expenses 8 51,072 $ 30,700 

12. Sales of Accounts Receivable 

Accounts Receivable Seczrritiznfion Duke Energy Kentucky sells.certain of its accounts receivable and related 
collections through Cinergy Receivables Coniplny, LGC (Cinergy Receivables), a bankruptcy remote, special 
purpose entity. Cinergy Receivables is a wholly owned, non consolidated limited liability company of Cinergy. As 
a result of the securitization Duke Energy Kentucky sells, on a revolving basis, nearly all of their retail accounts 
receivable and related collections. The securitization transaction was structured to meet the criteria for sale 
treatment under SFAS No. 140, “Accounting for Transfers and Servicing of Financial Assets and Extinguishments 
of Liabilities,” (SFAS No. 140) and according Cinergy Corp. does not consolidate Cinergy Receivables and the 
transfers of receivables are accounted for as sales. 

---------Tkproceeds obtained from the sales of receivables are largely cash but do include a subordinated note from 
Cinergy Receivables ftiiTjpxtion-of-tIwpurchassrprice (typically approximates 25 percent of the total proceeds) 
The note is subordinate to senior loans that Cinergy Receivables obtains froirmrmmerf-ial-paperconduits controlled 

This subordinated note is a retained interest (right to receive a specified portion of cash flows from the sold assets) 
under SFAS No. 140 and is classified within Accounts Receivable in the accompanying Balance Sheets. In 
addition, Cinergy’s investment in Cinergy Receivables constitutes a purchased beneficial interest (purchased right to 
receive specified cash flows, i n  our case residual cash flows), which is subordinate to the retained interests held by 
Duke Energy Kentucky 

by unrelated financial institutions which is the source of funding for the subordinated note. - 

The carrying values of the retained interests are determined by allocating the carrying value of the receivables 
between the assets sold and the interests retained based on relative fair value. The key assumptions in estimating 
fair value are credit losses, the selection of discount rates and expected receivables turnover rate Because (a) the 
receivables generally turnover in less than two months, (b) credit losses are reasonably predictable due to Duke 
Energy Kentucky’s broad customer base and, !ask of signi,fhnt concentration, and (c) the purchased beneficial 
interest is subordinate to all retained interests and thus would absorb losses first, the allocated bases of the 
subordinated notes are not materially different than their face value. Interest accrues to Duke Energy Kentucky on 
the retained interests using the accretable yield method, which generally approximates the stated rate on the notes 
since the allocated basis and the face value are nearly equivalent An impairment charge is recorded against the 
carrying value of both the retained interests aijd purchased beneficial interest whenever it is determined that an 
other-than-temporary impairment has occurred (which is unlikely unless credit losses on the receivables far exceed 
the anticipated level). 

The key assumptions used in estimating the fair value are as follows: 

Years Ended 
December 31, 

2006 2005 
Anticipated credit loss rate l.OO/u 1 . 1 %  
Discount rate on expected cash flows 7.4% 5.7% 
Receivables turnover rate 12.1% 12.3% 

The hypothetical effect on the fair value of the retained interests assuming both a I O %  and a 20% unfavorable 
variation in credit losses or discount rates is not material due to the short turnover of receivables and historically low 



The following table shows the gross and net receivables sold, retained interests, sales, and cash flows during the 
periods ending: 

Receivables sold as of period end 
Less Retained interests 

Net receivables sold as of period end 

Sales during period 
Receivables sold 
L,oss recognized on sale 

Cash flows during period 
Cash proceeds from sold receivables 
Collection fees received 
Return received on retained interests 

Yew Ended Year Ended 
December 31,2006 December 31,2005 

s 51,748 $ 71.613 
20.183 29.267 

s 31,565 $ 42,346 

383,713 $ 405,998 s 5,721 5.558 

s 387,040 $ 391,729 

2,784 2.172 

Cash flows from the sale of receivables are reflected within Operating Activities on thXmfidataFStatements-of- 
Cash Flows. 

13. Property, Plant and Equipment 

December 31, Estimated December 31, 
Useful Lifc 2006 200s 

(Years) (in thou sands) 
Land $ 9,932 $ 4,636 
Plant-Regulated 

Electric generation, distribution and transmission"' 8- 100 1,068,630 292,930 
Natural gas transmission and distribution"' 12-65 295,340 274.54 8 
Other buildings and improvements'" 15-45 3,919 8,352 

Equipment 5-35 23.91 I 22.159 
Construction in process 26.679 12,840 
Other' " I5 23.052 18,614 

I otnl property, pl'int and equipment 1.45 I .463 634,079 
1 otdi mxiiiiaiated depreciation-regulated'"' (599,625) ( 188.6 14) 

1 otal itel property, plmt and equipment 9, 851,838 $ 445,465 

(a) Includes capitalized leases. $17,857 for 2006 and $16,610 for 2005 
(13) Includes accumulated amortization of capitalized leases: $1,329 for 2006 and $ I  ,009 for 2005. 



14, Debt and Credit Facilities 

Summary of Debt and Related Terms 

Weighted- 
Average 

Unsecured debt 
Capital leases 
Other debt") 
Money pool 
Unamortized debt discount and premium, net 

Total debt 
Crirrenl niattrrities of' long-term debt 
Short-term notes payable 

Rate- Year Due December 31, 

( i n  thousands) 
2006 2005 

6 0  % 2008-2036 $ 195,000 $ 95,000 
5 3 % 2008-2015 13,513 12,327 
3 9 % 2027 76,720 
5 4  % 42.603 29,777 

(723) (591) 

327,l 13 136.5 I3 
( 1 , 3  18) (1,233) 

(42.603) (29.777) 

rota1 long-temi debt $ 283,192 $ 105,503 

(a) Includes $77 million of Duke Energy KentucKy patlotiorrcon~rol-bonds-as.o~Dec_ember 31 ~ 2006 
__ 

In  August 2006, Duke Energy Kentucky issued approximately $77 million principal amount of floating rate tax- 
exempt notes due August 1, 2027. Proceeds from the issuance were used to refund a like amount of debt on 
September I ,  2006 outstanding at Duke Energy Ohio, The Duke Energy Ohio debt was assurned by Duke Energy 
Kentucky as part of the recent transfer of generating assets from Duke Energy Ohio to Duke Energy Kentucky. 
Approximately $27 million of the floating rate debt was swapped to a fixed rate concurrent with closing. 

Duke Energy Kentucky participates with Duke Energy and other Duke Energy subsidiaries in a money pool 
arrangement to better manage cash and working capital requirements. IJnder this arrangement, those companies with 
short-term f h d s  provide short-term loans to affiliates participating uiider this arrangement. Prior to the merger, 
Duke Energy Kentucky participated in a similar money pool arrangement with Cinergy and other Cinergy 
subsidiaries. The amounts outstanding under this money pool arrangement are shown as a component of Notes 
payable and commercial paper on The Consolidated Balance Sheets. The amounts outstanding were $42,603 as of 
December 3 I ,  2006 and $29,777 as of December 3 I ,  2005 The change in the money pool from December 3 1,2005 
to December 3 1, 2006 is reflected as a $12,826 cash inflow in Notes payable and coininercial paper within Net cash 
provided by (used in) Anancing activities on the Statement of Cash Flows. 

2007 

2008 

2009 

2010 

201 I 

'Thereafter 

l-otal long-term debt (including ciirrenl maturities) 

i '  

Annual Maturities as 
of December 31,2006 

(in thousnnds) 

$ 1.318 

2 1,463 

2 I .984 

1.1 I8 

919 

237.708 

s 284.510 

-- 

I 2 s  



Duke Energy Kentucky has the ability under certain debt facilities to call and repay the obligation prior to its 
scheduled maturity. Therefore, the actual timing of future cash repayments could be materially different than the 
above as a result of Duke Energy Kentucky’s ability to repay these obligations prior to their scheduled maturity. 

Available Credit Facilities and Restrictive Debt Covenants 

Duke Energy Kentucky receives support for its short-term borrowing needs from its parent entity, Cinergy, whose 
short-term borrowings consist primarily of unsecured revolving lines of credit and sale of commercial paper. During 
June 2006, Cinergy and its subsidiaries, including Duke Energy Kentucky, amended their multi-year syndicated 
$2 0 billion revolving credit facility to extend the expiration date from September 2010 to June 201 I ,  to reduce 
costs, and to conform the terms to those found in  the legacy Duke Energy facilities. In November 2006, the credit 
facility was decreased from $2.0 billion to $ I  “ 5  billion. This credit facility contains an option allowing borrowing up 
to the full amount of the facility on the day of initial expiration for u p  to one year and contains a covenant requiring 
the debt-to-total capitalization ratio to not exceed 6.5% for Cinergy and certain of its subsidiaries, including Duke 
Energy Kentucky. The credit facility also contains a $100 million borrowing sub limit for Duke Energy Kentucky 

The issuance of commercial paper, letters of credit and other borrowings reduces the amount available under the 
available credit facilities. 

Cinergy’s credit agreement contains various financial and other covenants; however, Cinergy’s credit agreement 
does n o ~ ~ c i ~ ~ m a ~ e r i a - l a d v e r s e - c h a n g e - c l a u ~ ~ - o ~  any covenants based on credit ratings Failure to meet those 
covenants beyond applicable grace periods could result in accelerated due dates and/or mminaticmof-the 
agreements As of December 3 I ,  2006, Cinergy was in compliance with those covenants, In addition, some credit 
agreements may allow for acceleration of payments or termination of the agreements due to nonpayment, or to the 
acceleration of other significant indebtedness of the borrower or some of its subsidiaries. None of the debt or credit 
agreements contain material adverse change clauses. 

--_ 

15. Commitments and Contingencies 

General Imurnirce 

Effective with the date of the merger between Duke Energy and Cinergy, Duke Energy Kentucky carries, either 
directly or through Duke Energy’s captive insq$nce company, Bison Insurance Company Limited, insurance and 
reinsurance coverages consistent with compa;l!ies engaged in‘similar commercial operations with similar type 
properties Duke Energy Kentucky’s insurance coverage’includes (1 )  commercial general public liability insurance 
for liabilities arising to third parties for bodily injury and property damage resulting from Duke Energy Kentucky’s 
operations, (2) workers’ compensation liability coverage to required statutory limits, (3) automobile liability 
insurance for all owned, non-owned and hired vehicles covering liabilities to third parties for bodily in,jury and 
property damage; (4) insurance policies in support of the indemnification provisions of Duke Energy Kentucky’s by- 
laws and (5) property insurance covering the replacement value of all real and personal property damage, excluding 
electric transmission and distribution lines, including darnages arising from boiler and machinery breakdowns, 
earthquake, flood damage and extra expense. All coverages are subject to certain deductibles, terms and conditions 
common for companies with similar types of operations. 

Duke Energy Kentucky also maintains excess liability insurance coverage above the established primary limits for 
commercial general liability and automobile liability insurance. Limits, terms, conditions and deductibles are 
comparable to those carried by other companies with similar types of operations. 

The cost of Duke Energy Kentucky’s general insurance coverages continued to fluctuate over the past year 
reflecting the changing conditions of the insurance markets. 

Duke Energy Kentucky is sub,ject to federal, state and local regulations regarding air and water quality, hazardous 
and solid waste disposal and other environmental matters. These regulations can be changed from time to time, 
imposing new obligations on Duke Energy Kentvcky 

- - 

- - 
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Rernediation activities 

Like others in the energy industry, Duke Energy Kentucky and its affiliates are responsible for environmental 
remediation at various contaminated sites. These incltrde some properties that are part of ongoing Duke Energy 
Kentucky operations, sites formerly owned or used by Duke Energy Kentucky entities, and sites owned by third 
parties. Remediation typically involves management of Contaminated soils and may involve groundwater 
remediation Managed i n  conjunction with relevant federal, state and local agencies, activities vary with site 
conditions and locations, remedial requirements, complexity and sharing of responsibility If remediation activities 
involve statutory joint and several liability provisions, strict liability, or cost recovery or contribution actions, Duke 
Energy Kentucky or its affiliates could potentially be held responsible for contamination caused by other parties In 
some instances, Duke Energy Kentucky may share liability associated with contamination with other potentially 
responsible parties, and may also benefit from insurance policies or contractual indemnities that cover some or all 
cleanup costs All of these sites generally are managed in the normal course of business or affiliate operations. 
Management believes that completion or resolution of these matters will have no material adverse effect on Duke 
Energy J h ~ t u c k y ’ s  consolidated results of operations, cash flows or financial position 

I 

Clean Wafer Act ! I 

The IJ S Environmental Protection Agency’s (EPA’s) final Clean Water Act Section 3 16(b) rule became effective 
July 9, 2004. The rule established aquatic protection requirements for existing facilities that withdraw 50 million 
gallons-or-more-of-water-per-&y&xnr~!~s, streams, lakes, reservoirs, estuaries, oceans, or other IJ.S. waters for 
cooling purposes Coal-fired generating facilities in which Duke Energy K e n t i t c ~ i ~ a h - d l e o r a r r i a l a w r r e i  
are affected sources tinder that rule On January 25, 2007, the 1J.S. Court of Appeals for the Second Circuit issued its 
opinion in Riverkeeper, Inc v EPA , Nos 04-6692-ag(L) et al. (2d Cir 2007) remanding most aspects of EPA’s 
rule back to the agency. The court effectively disallowed those portions of the rule most favorable to industry, and 
the decision creates a great deal of uncertainty regarding future requirements and their timing Although Duke 
Energy Kentucky is still unable to estimate costs to comply with the EPA’s rule, it is expected that costs will 
increase as a result of the court’s decision The magnitude of any such increase cannot be estimated at this time 

1 

Clem Air Merczuy Rule (CAMR) and Clean Air Interstate Rule (CAIR) 

The EPA finalized its CAMR and CAIR in May 2005. The CAMR limits total annual mercury emissions from coal- 
fired power plants across the United States through a two-phased cap-and-trade program. Phase 1 begins in 201 0 
and Phase 2 begins in 2018. The CAIR limits total annual and summertirne nitrogen oxides (NOx) emissions and 
anniial sulfur dioxide (SO 2) emissions from electric generating facilities across the Eastern United States through a 
two-phased cap-and-trade program. Phase I begins i n  2009 for NOx and in 20 10 for SO 2. Phase 2 begins in 20 15 
for both NOx and SO 2. 

Duke Energy Kentucky currently estimates that it will spend approximately $ I3 million between 2007 and 20 1 1 to 
comply with Phase 1 of CAMR and CAlR at plants that Duke Energy Kentucky owns or partially owns brit does not 
operate. Duke Energy Kentucky currently estimates that any additional costs it might incur to comply with Phase 1 
of CAMR or CAIR will have no material adverse effect on its consolidated results of operations, cash flows or 
financial position. Duke Energy Ohio currently estimates that it will not incur any significant costs for complying 
with Phase 2 of CAIR and is currently unable to estimate the cost of complying with Phase 2 of CAMR 

Extended Environmental Aclivities, Accruals 

Included in Other Current Liabilities and Other Deferred Credits and Other Liabilities on the Balance Sheets were 
total accruals related to extended environmental-related activities of approximately $2 million for each year ending 
December 3 1,2006 and 2005. These accruals represent‘ Duke Energy Kentucky’s provisions for costs associated 
with remediation activities at some of its current and former sites, as well as other relevant environmental contingent 
liabilities. Management believes that completion or resolution of these matters will have no material adverse effect 
on Duke Energy Kentucky’s consolidated results of operations, cash flows or financial position 
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Section 126 Petitions 

In March 2004, the state of North Carolina filed a petition under Section 126 of the CAA in which it alleges that 
sources in 13 upwind states including I<entnc,ky, significantly contribute to North Carolina's non-attainment with 
certain ambient air quality standards. In August 2005, the EPA issued a proposed response to the petition. The EPA 
proposed to deny the ozone portion of the petition based upon a lack of contribution to air quality by the named 
states The EPA also proposed to deny the particulate matter portion of the petition based upon the CAIR Federal 
Implementation Plan (FIP), that would address the air quality concerns from neighboring states. On April 28, 2006, 
the EPA denied North Carolina's petition based upon the final CAIR FIP described above. North Carolina has filed 
a legal challenge to the EPA's denial. 

Carboii Dioxide (CO$ Lawmiit 

In  July 2004, the states of Connecticut, New York, California, Iowa, New Jersey, Rhode Island, Vermont, 
Wisconsin, and the City of New York brought a lawsuit in the United States District Court for the Southern District 
of New Yark against Cinergy, American Electric Power Company, Inc., American Electric Power Service 
Corporation, The Southern Company, Tennessee Valley Authority, and Xcel Energy Inc. A similar lawsuit was 
filed in  the IJnited States District Court for the Southern District of New York against the same companies by Open 
Space Institute, Inc., Open Space Conservancy, Inc., and The Audubon Society of New Hampshire. These lawsuits 
allege that the defendants' ernissions of C 0 2  from the combustion of fossil fuels at electric generating facilities 
eontr-ibute-to-global-warmiupndamount to a public nuisance. The complaints also allege that the defendants could 
generate the same amount of electricity while emitting significantly less C 7 3 j T h ~ l Z i R i r - m e d m g  i t 1 1  

injunction requiring each defendant to cap its C 0 2  emissions and then reduce thein by a specified percentage each 
year for at least a decade. In September 200.5, the district court granted the defendants' motion to dismiss the 
lawsuit. The plaintiffs have appealed this ruling to the Second Circuit Court of Appeals. Oral argument was held 
before the Second Circuit Court of Appeals in June 2006. 

It is not possible to predict with certainty whether Duke Energy Kentucky will incur any liability or to estimate the 
damages, if any, that Duke Energy I<entucky might incur in connection with this matter. 

Maiwjbcttrred Gas Plant (MGP) Sites 

Duke Energy Kentucky has performed site assessments on certain of its sites where MGP activities are believed to 
have occurred at some point in the past and have found no imminent risk to the environment. At this time, Duke 
Energy Kentucky cannot predict whether investigation and/or remediation will be required in the future at any of 
these sites. 

Ontario. Canada Lawsuit 

Duke Energy Kentucky understands that a class action lawsuit was filed in Superior Court in Ontario, Canada 
against Duke Energy Ohio and approxiinately 20 other utility and power generation companies alleging various 
claims relating to environmental emissions from coal-fired power generation facilities in the IJnited States and 
Canada and damages of approximately $50 billion, with continuing damages in the amount of approxiinately $4 
billion annually. Duke Energy Ohio understand that the lawsuit also claims entitlement to punitive and exemplary 
damages in  the amount of $1 billion. Duke Energy Ohio has not yet been served i n  this lawsuit; however, if served, 
Duke Energy Ohio intends to defend this lawsuit vigorously in court 

I-Iiwricane Kntrina ~,aws'uil 

On April 19, 2006, Cinergy was named i n  the third amended complaint of a purported class action lawsuit filed in 
the IJnited States District Court for the Southern District of Mississippi Plaintiffs claim that Cinergy, along with 
numerous other utilities, oil companies, coal companies and chemical companies, is liable for damages relating to 
losses suffered by victims of Hurricane Katrina Plaintiffs claim that the defendant's, greenhouse gas emissions 
contributed to the frequency and intensity of storms such as Hurricane Katrina. In October 2006, Cinergy was 
served with this lawsuit and subsequently filed a motion to dismiss. Prior to a ruling on that motion, in December 
2006 plaintiffs filed a motion for leave to file a fourth amended complaint to set forth additional claims, add 

! I '  
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additional parties and to substitute proper parties for improperly named defendants. Specifically, plaintiffs seek to 
replace holding companies, such as Cinergy, with their operating company subsidiaries, such as Duke Energy 
Kentucky. It is not possible to predict with certainty whether Duke Energy Kentucky will incur any liability or to 
estimate the damages, if any, that Duke Energy Kentucky might incur in connection with this matter. 

Other Litigatroi7 and Legal Proceedings 

Duke Energy Kentucky is involved in other legal, tax and regulatory proceedings arising in the ordinary course of 
business, some of which involve substantial amounts Management believes that the final disposition of these 
proceedings will not have a material adverse effect on Duke Energy Kentucky's results of operations, cash flows or 
financial position 

Duke Energy Kentucky has exposure to certain legal matters that are described herein. As of December 3 I ,  2006, 
Duke Energy Kentucky has recorded immaterial reserves for these proceedings and exposures. Duke Energy 
Kentucky expenses legal costs related to the defense of loss contingencies as incurred. 

16. Employee Benefit Obligations 

Ciitergy Retirement PIms 

Duke Energy Kentucky participates i~~~fied~m~-~enefi tpension-p~ansas-we~I-as-ot l~er-post-ret i re~nent  
benefit plans sponsored by Cinergy. Cinergy allocates pension and other post-retirement obligations and costs 
related to these plans to Duke Energy Kentucky 

Upon consummation of the merger with Duke Energy, Cinergy's benefit plan obligations were remeasured Cinergy 
updated the assumptions used to determine their accrued benefit obligations and prospective net periodic 
benefit/post-retirement costs to be allocated to Duke Energy Kentucky. As a result, the discount rate used to 
determine net periodic benefit cost to be allocated to Duke Energy Ohio by Duke Energy changed from 5.50% to 
6 00% in 2006 

Duke Energy Kentucky adopted the disclosure'$nd recogn,itih prdvisions of SFAS No 158, effective December 3 1, 
2006. The following table describes the total incremental effebt of the adoption of SFAS No. IS8 on individual line 
items in the Duke Energy Kentucky December 3 1,2006 Consolidated Balance Sheet. 

Duke Energy Kentucky 
Before Application After Application 01 

ofSFAS No. 158 Adjustment SFAS No. 158 
( I17  lholwands) 

Accrued pension and other post-retirement llabrlitres ' $( 16.04 I ) S ( 2  1.560) 9; (37,601) 
Regulatory Assets --- 2 1,560 2 1.560 
1 otal Recogn17ed $( 16.04 I ) '$ _-- $( 1604 I ) 

(a) Includes approximately $ 1  million related to pension benefits in Other Current Liabilities and 
approximately $ . 5  million related to other post-employment benefits in Other Liabilities on the 
Balance Sheets at December 3 I ,  2006. 



Qualijieri Perision Plnns 

Cinergy’s qualified defined benefit pension plans cover substantially all United States employees meeting certain 
minimum age and service requirements, Cinergy’s qualified defined benefit pension plans use a final average 
earnings formula. Under a final average earnings formula, a plan participant accumulates a retirement benefit equal 
to a percentage of their highest 3-year average earnings, plus a percentage of the their highest 3-year average 
earnings in excess of covered compensation per year of participation (maximum of 35 years), plus a percentage of 
their highest 3-year average earnings times years of participation in excess of 35 years. The pension plans’ assets 
consist of investments in equity and debt securities. 

Actuarial gains and losses are amortized over the average remaining service period of the active employees The 
average remaining service period of the active employees covered by the retirement plan is 12 years Cinergy 
determines the market-related value of plan assets using a calculated value that recognizes changes in fair value of 
the plan assets over five years Cinergy uses a September 30 measurement date for its defined benefit retirement 
plans. 

Duke Energy Kentucky’s Qualified Pension Pre-Tax Net Periodic Pension Benefit costs as allocated by 
Cinergy were approximately $2.9 million and $ I  .6 million for the years ended December 3 I ,  2006 and 2005, 
respectively. 

T h e f a i r - v M h g y k p l a n  assets was $1,302 million as of September 30, 2006 and $ 1 ,  I69 million as of 
September 30,2005. The projected benefit obligation for the plans was $ f ; 9 ’ m l i o n  as ofS~tt%ib~300;2006-and 
$1,751 million as of September 30,2005 The accumulated benefit obligation for the plans was $1,688 million at 
September 30, 2006 and $1,535 million at September 30, 2005. The accrued pension liability as allocated by 
Cinergy to Duke Energy Kentucky and recognized in Accrued pension and other postretirement benefit costs within 
the Consolidated Balance Sheets at December 3 I ,  2006 and 2005 was approximately $24 million and $13 million, 
respectively. 

Duke Energy Kentucky contributed approximately $2 million for both of the years ended December 3 1 ,  2006 and 
2005 respectively, to the legacy Cinergy qualified pension plans. 

The amount recognized in Regulatory assets was approximately $1 5 million as of December 3 1 ,  2006 

Assumptions used for Cinergy’s pension benefits accounting were as follows. 

2006 2005 

Benefit Obligntions 
Discount rate 5 75 5 75 

5 00 4 00 

Discount rate ‘ s 50-6 00 5 75 
Salary increase 5 00 4 00 

(a) Discount rate was 6.00% for the nine months ended December 3 1 ,  2006. Discount rate was 5.50% and 
5.75% for the three months ended March 3 1,2006 and the year ended December 3 I ,  200.5 

Non-Qiralijied Pension Plans 

In addition, Cinergy also maintains, and Duke Energy Kentucky participates in, non-qualified, non-contributory 
defined benefit retirement plans (plans that do not meet the criteria for certain tax benefits) that cover officers, 
certain other key employees, and non-employee directors. There are no plan assets. The prqjected benefit obligation 
for the plans was $ I  14 million as of September .30, 2006 and $147 million as of September 30, 2005. The 
accumulated benefit obligation for the plans was $109 million at September 30, 2006 and $132 million at September 
30, 2005. The accrued pension liability as allocated by Cinergy to Duke Energy Kentucky and recognized in 
Accrued pension and other postretirement benefit costs within the Consolidated Balance Sheets at December 3 I ,  
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2006 and 200.5 was $134 thousand and $109 thousand, respectively, and as recognized in Other Current Liabilities 
within the Consolidated Balance Sheet at December 3 I ,  2006 was $ 1  1 thousand. 

Duke Energy Kentucky’s Nan-Qualified Pension Plan pre-tax Net Periodic Pension Benefit Costs as allocated by 
Cinergy for the years ended December 3 1,2006 and 2005 were $16,000 and $1 1,000, respectively. 

Assumptions used for Cinergy’s pension benefits accounting were as follows: 

2006 2005 

Benefit Obligations 
Dtscount rate 5 75 5 75 

Net Periodic Benefit Cost 
Discotint rate ’ 5 50-6 00 5 75 

Salary increase 5 00 4 00 

Salary increase 5 00 4 00 

(a) Discount rate was 6.00% for the nine months ended December 3 1 ,  2006. Discount rate was 5.50% and 
5.75% for the three months ended March 3 1,2006 and the year ended December 3 1,200.5 

Oilter Posf-Reiiremen f Benefit Plans 

Duke-Enet.g-y-~entuclcy_~pates in other postretirement benefit plans sponsored by Cinergy. Cinergy provides 
certain health care and life insurance benefits to retrred-l-~~itedStatese-mployees-and their  elit?jble dependents on a 
contributory and non-contributory basis. These benefits are subject to minimum age and service requirements. The 
health care benefits include medical coverage,’ dental coverage, and prescription drug coverage and are subject to 
certain limitations, such as deductibles and co-payments. These benefit costs are accrued over an employee’s active 
service period to the date of full benefits eligibility. The net unrecognized transition obligation is amortized over 
approximately 20 years. Actuarial gains and losses are amortized over the average remaining service period of the 
active employees. The average remaining service period of the active employees covered by the plan is I3  years. 
There are no plan assets. The accumulated other post-retirement benefit obligation for the plans was $497 iniflion as 
of September 30, 2006and $414 inillion as of September 30, 2005. The accrued other post-retirement liability as 
allocated by Cinergy to Duke Energy Kentucky and recognized in Accrued pension and other postretirement benefit 
costs within the Consolidated Balance Sheets at December 3 1, 2006 and 2005 was $13 million and $7 million, 
respectively, and as recognized in Other Current Liabilities within the Consolidated Balance Sheet at December 3 I ,  
2006 was $ 1  million. 

Duke Energy Kentucky’s Other Post-Retirement Plan pre-tax Net Periodic Benefit costs as allocated by Cinergy for 
the years ended December 3 1, 2006 and 200.5 were $ 1  “2 million and $ 1  . I  million, respectively. 

The amount recognized in Regulatory assets was approximately $6 million as of December 3 I ,  2006. 

Assumptions used in Cinergy’s other post-retirement benefits accounting were as follows: 

2006 200s 

Benefit Obligations 
Discotint rille 5 75 5 50 
Net Periodic Benefit Cost ;I I I I 

Discount rale ’ L ,‘ 1 5 50-6 00 6 00 

(a) Discount rate was 6 00% for the nine months ended December 3 1,  2006 Discount rate was 5 50% and 
5 75% for the three months ended March 3 1,2006 and the year ended December 3 I ,  2005. 
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17. Other Income and Expenses, net 

The components of Other Income and Expenses, net on the Statements of Operations for the years ended 
December 3 1,2006 and the ended December 3 1,2005 are as follows: 

Year Year 
Ended Fndcd 

Deceniber 31, Dccember 3 I .  
2006 2005 

(111 ihoirstinds) 
Income/( Expensc) 

Interest income 
AFUDC allowance 
Other 

'rota1 

s 3,192 $ 2,525 
626 642 

( 1,609) (2201 -~ - L 2 . 9 4 1  


