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CINERGY CORP.
2004 ANNUAL REPORT

Global Warming:

Can We Find
Common Ground?



WhY global warming? Some may be surprised that we
would devote our annual report to a topic as controversial as global

warming. Cinergy operates coal-fired generating stations and burns

25 to 30 million tons of coal per year. Coal has been linked to global

warming. But those who know Cinergy won't be surprised by this

report’s theme. Cinergy has a history of being a thought leader in

environmental debates.
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CAN WE FIND COMMON GROUND?

We know hal linding common ground on global
warming must begin with dialogue. With this in mind,
we interviewed 23 of our stakeholders represeuting
eight stakeholder groups. Thase interviews are the
focus of this report, We encourage vou to read what
out stakeholders think about global warming in the
pages following the letter to stakeholders. i you would
tike to read their in-depth comments, please visit cur

website, Cinergy.com.

WHAT DQES THIS HAVE TO DO WITH YOUR
INVESTMENT IN CINERGY?
If vou take the long-term view as we do, you know the

answer — everyihing. You've made an investment in us,
and we are committed to providing you with a superior
return on your investment over time by consistently
execuling on our business model. Our model capitalizes
on our low-risk platforms in the power and gas indus-

tries te deliver sustainable and predictable earnings

growth. Qur foundalion continues to be our low-cost




ABOUT THE COVER

The cover design represents the diverse
public views on the global warmirng debate
and the struggle to find a common ground.
This is glso our approach. We confront

our major issues and challenges by Hstening
to our stakeholders. Our goal is to always
weigh the interests of our stukeholders

to find a balanced, sensible solution
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“All of us P
increasingly healed deb

global warming in our nation

and around the world. In
uncertain times, it’s even more
important to listen to those

who have a vested interest in our
future and to find the common
ground that allows us to move
ahead in a sensible manner.”

JAMES E. ROGERS

Presidert, Chiaf Fxerutive (HFicer
and [Feirman of the Board
Cineiyy Corp.
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’ Letter to Stakeholders

Dear fellow investors, customers, employees and others who have a vested

interest in our success — our policymalkers, regulators, suppliers, partners

and communities:

My seven-year-old granddaughter Emma surprised me during a recent holiday

visit when she told me she wanted “to protect endangered species.” It was her

answer to my question about what she wanted to do when she grew up. As I histened,

it became clear (0 me that she understood what this meant and why it was impor-

tant to her. Her concern for the future of our planet is the same concern at the

heart of the global warming debate and the struggle to find the best way forward.

All of us have a stake in the increasingly heated
debaie ou globai warming in our nation and around
the world. In uncertain times, it’s even more important
to listen to these who have a vested interest in our
future and to find the common ground that allows
us to move ahead in a sensible manner,

To that end and for this annual report, we inter-
vicwed 23 people representing eight stakeholder groups
to find out whether (hey believe it is possible to find
common ground on glebal warming. You can read
quates from their interviews in the section after this letter,

and 1 invite vou to read their interviews on Cinergy.com.

You might think of the lings on the cover of this
report as representing public views on global warming
and the policy choices we face — colorful, disparate
and diverging initially — but ultimately converging

at a commeon center Lhal 1s more united than divided.

One idea the interviewees all share is simple: find-
ing common ground starts with real dialogue. It starts
with a willingness to speak openly, candidly, without
fear and with imagination and hope, It starts first with
a belief that we must steward this planet, not just for
ourselves but for future generations. It starts by asking
tough questions that require direct answers,

I'm sure you might expect us to duck this issue,
After all, we burn 25 to 30 million 1ons of coal each
year. We are one of the largest burners of coal in the
U.S. power industry, and coal, like all fossil fuels, has
been linked to global warming. Further, no law cur-
rently mandates the reduction of carbon dioxide (CO,)
and other greenhouse gas (¢HG) emissions from our
power plants.

Additionally, there is an unresolved but robust

debate on the “science” of glabal warming, We know that
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GREENHOUSE GASES {GHG) — WHAT ARE THEY?

For ihis annual repori, GRG are defined as:

carbon dioxide {CO, ), methane (CH,), nitrous oxide
(NO), hydrofluorecarbons {HFCs ), perfluorocarbons
[(PECs) and sulfur hexafluoride (SF,). The primary sources
of these gases are:

COy — Combustion of fossil fuels and industrial processes

CH, — Landfills, coal nrives, oil and gas operations,
and agricultural activities

N,O — Agricultural activities, combustion of fossil fuels
ardd industrial processes

HFCs, PFCs and SF; — Industrinl processes and leakage

y

human activity is contributing to the warming of our
planet. However, the debate is over the extent of that
contribution and the magnitude of the consequences.
To simply avoid this debate and fail to understand the
implications of the regulation of CO; and crg on our
company is not an optien. This conclusion is under-
pinned by the numerous signposts we have observed
in the last few years;

SIGNFPOST #1
THE STATES ARE TAKING ACTION:

= Four states have an overall cap on i emissions and
two states have a cap on power plant CO, emissions.

m Four states require source reporting of CO, emissions

and three have voluntary reporting programs.
= [ight states regulate gHG emissions,

= 18 states have mandatory renewable energy portfolio
standards.

m Eight states have filed suits against Cinergy and four

other coal-burning utilities Lo curb GaG emissions.

SIGNPOST #2

AN INCREASING NUMBER OF U.S. SENATORS ARE
EXPRESSING CONCERN ABQUT GLOBAL WARMING:

u [n 1997, the U.S. Senate voted 95-0 to reject ratifica-
tion of the Kyoto Protocol. But in 2003, the McCain-
Lieberman Climate Stewardship Act, that would have

CINERGY CORP, 2004 ANNUAL REPORT
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regulated CC, emissions, fell just eight votes short of
passing, with two senators not voting. The Act has
been reintroduced in the new Congress.

m This may mean the likelihood of passing comprehen-
sive legislation regulating the emission of sullur
dioxide (50,}), nitrogen oxides (NQy) and mercury
(Hg) from coal-iired power plants is highly uncertain
uniless €O, is also addressed. Tt has become “the
elephant in the room” in the debate on comprehen-
sive environmental legislation.

SIGNPOST #3

THE KYOTO PROTOCOL TO REDUCE GHG WAS AFPROVED
BY 38 INDUSTRIAL NATIONS AND BECAME LAW ON
FEBRUARY 16, 2005:

m Furope wants to accelerate GHG mitigation and
develop adaptation measures. Some countries are
already locused on what to de after the Kyoto accord
expires in 2o12 and have already released their draft
post-Kyato strategies.

m British Prime Minister Tony Blair is so focused on
the issue of global warming that it will be at the
center of the G8 nalions’ summit meeting this year.
In his recent address at the World Economic Forum
meeting in Davos, Switzerland, he said, “The climate
debate will be how and on what time scale it is
confronted; not whether”




SIGNPOST #4

A GROWING NUMBER OF INDIVIDUAL SHAREHDLDERS
AND SHAREHOLDER GROUPS ARE ASKING COMPANIES,
SUCH AS CINERGY, TO QUANTIFY THE RISKS ASSOCIATEDR
WITH GHG EMISSIGNS:

m Investors are requesting that companies discuss the
climate change issue publicly, disclose their emissions
and demonstrate that they arc taking proactive steps
to plan for a carben-constrained warld.

x The assets of socially responsible mutual funds are
growing faster than the mutuzl fund industry as a
whaole. Investments in these funds have increased
156 percent in (ive years to $32 billion, accord-
ing to recent reports. These funds are
stepping up their advocacy efforts, All
socially responsible tnvesting has
grown seven percent in the last
five years 1o s2.2 trillion.

m The California Public
Employees’ Retirement System
{Calpers] announced that it will sign
on to the Global Carbon Disclosure
Project, an international effort to
improve the transparency of business risks

associated with climate change.

SIGNPOST {5

CQ; AND GHG EMISSIONS TRADING MARKEYS ARE
DEVELOPING IN EUROPE AND THE UNITED STATES:

= [n January 2¢0s, the European Lnion initiated
its Emissions Trading Scheme, which imposes
a mandatory CO, emissions cap and facilitates
the trading of CO. allowances among 12,000

U industrial installations.

m The Chicago Climate Exchange, which was established
in late 2003 as the werld’s first multi-national and
multi-sector muarketplace for trading GHG emissions,

has grown from 13 to $3 menbers.

1 A coalition of nine Northeast states has initiated the
Regional Greenhouse Gas Initiative, which would
create 4 regional market-based CO, cap-and-trade
program for these states,

BusinessWeek:

LETTER TO STAKEHOLDERS

SIGNPOST #6

GLOBAL WARMING IS BECGMING PART OF DUR
EVERYDAY CONSCIDUSNESS:

m Global warming was on the covers of Business Week
and National Geographic in 2004, National Geographic
said “2004 was the year global warming got respect.”

w Last year, global warming was the basis for a major
motion picture, a television miniseries and a best-
selling novel by Michael Crichton.

m In 2005, a respected industry trade publication, Public
Utilities Fortnightly, featured global warming as the
cover story for its February issue,

Collectively, these signposts indicate that
there is growing concern about glabal
warming and that the regulation of CO, is
being increasingly considered. We have not
...... been required to curb our emissions of
CO, or euc at this time. Yet, we realize
that this may change in the future.
New CO, regulations would probably
increase our cost of generating electricity
over time and ultimately result in higher
prices for our customers. We believe it is
prudent to plan for a scenario where CQ,
is regulated in the future, so that we will be
able to comply with those regulations in a cost-effective

manner for our shareholders and customers.

WHAT I5 CINERGY DOING TO ADDRESS 1TS GREENHOUSE
GAS EMISSIONS?T

We have taken steps to reduce our dependence on coal.
In the last five years, we spent about $1 billien to add
2,000 megawalts of natural gas-fired generating capacity,
We converted one of our oldest coal plants to natural gas.
These actions allow us to meet peak electricity demand
with reduced emissions. For example, gas-fired plants
produce electricity with two-thirds less CO, emissions
than typical coal plants, Our total coal-fired generation
capacity has dropped from approximately 87 to 73 per-
cent since 1998, )

And, we stepped up our activities to address G
emissions in 2004. First, we announced our plans to
meet the suc reduction commitments we made in 2003.

Between 2004 and 2010, we will spend approximately

CINERGY CORF. 2004 ANNUAL REPORT
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CINERGY'S FURPOSE AND STRATEGY

PURPOSE

STRATEGY

We provide reliable, competitively priced energy and
related services to the millions of people we serve, making
their lives sufer, healthier and more comfortable. We aspire

to be the energy company preferred by each of our siake-
holders — investors, customers, employees, policymakers,

regulators, suppliers, partuers and the communilies we serve,

CORPORATE PROFILE;

LOW-RISK GROWTH PLATFORMS IN THE POWER AND GAS INDUSTRIES

Balonce, Improve, Grow — “Think n1a.” We strive to
balatice the needs of our stakehalders, improve everything
we do and profitably grow the company,

REGULATED COMMERCIAL
BUSINESS Reguluted consists of psr’s reguluted generaiion, Cornmercial manages our wholesale generation
DESCRIPTION transptission and distribution operations, aned and energy marketing and trading activities.
cae-Es regulated electric and gas transmission Commercial’s wholesale generation includes
and distribution systems. Regulated plans, ceeE's electric generdation in Ohio, which was
constricts, operates and maintains Cinergy’s deregulated beginning in 2001, Commerciul
transmission and distribution systems, and also performs energy risk management activities,
delivers gas and electric energy to consumers, provides custemized energy solutions and 1s
responsible for all of our internatienal operations.
NOTABLE Electric Operations m Owris 6,276 megawalts of generating
STATISTICS B Owns 7055 megawaits of generating capacity
capacity m Owns and/or operales 37 cogeneration
u Provides regulated transmission and projects with over 5,400 megawalls of electric
distribution service to approximately Zeneraring eapacity
1.5 tillion customers w Marketed and fraded 516 billlon cubic feer
m Serves 4 25,000 square-waile service territory per day of natural gas (physical and financial)
m Operates approximaiely 48,000 circuit miles in 2004
of electric lines m Marketed and traded 185.1 million megawott-
hours of over-the-counter contracts for the
Gas Operations prrchase and sale of electricity in 2004
w Provides regulated transmission and disiribu- w Reported a $2.4 million average value ar visk
tion service fo approxinately 500,000 custowiers (VaR) associated with energy trading contracts
w Serves a4 3,000 squure-mile service territory traded for the 12 menths ended December 31,
m Operates approximately 9,200 miles 2004 (based on a 95 percent confidence interval,
of gas mains and service lines utilizing o one-diy holding period)
PRODUCTS m Elecricity generation m Electrictty generation including operation

AND SERVICES

w Electricity transmission
m Electricity distribution
m Gas mransmission and distribution

of coal, gas, cogeneration and renewable
power plants

® Wholzsale eniergy marketing, trading and
risk managernent

m Custornized energy solutions

CINERGY CORP. 2004 ANNUAL REPORT
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CINERGY NAMED SUSTAINABILITY LEADER

FOR SECOND STRAIGHT YEAR

We are pleased that we were selected 1o be a member of the
Dow Jones Sustainability Tndexes for the second conseculive
year, This international benchmark recognizes companies
knawn for excellence in social, economic and enviroromen-
tal leadership, Mertbers are selecred according to a system-
atic assessment that identifles the leading companies in
each industry group. Cinergy is proud to be a member of
this elile group of mlernational companies,

$21 million on projects to reduce or offset GHG crnis-
sions. Developed in collaboration with Environmental
Defense, these projects will improve the efficiency of
our generating unirs and expand our renewable energy
porttolio of hydroelectric and landfill gas plants to
include wind and photovoltaic demonstration projects.
Second, we published a report on the impact of
reducing aHG an our electric generation system. It was
written in collaboration with scientists, economists,
environmentalists, customers and investors, including
Mission Responsibility Through Investment and Envir-
onmenta) Justice of the Presbyterian Church {usa).
We Invile you to review our Air Issues Report fo
Stakeholders, which can be found on Cinergy.com.
Third, we ca-sponsored a two-day national summit
meeting an the future of coal with the University of
Kentucky. Entitled “Coal 2020 — Burning Questions,”
the conference attracted national and regional experts,
Copies of all the presentations are on Cinergy.com.
Fourth, we announced our intention to study
the feasibility of building one of the first full-scale
Integrated Gasification Combined Cycle (1Gcc) plants
with General Electric and Bechtel Corporation. ree
technology turns coal into cleaner-burning gas, while
using less water and producing fewer emissions than
a conventional coal fired plant, with state of the art
scrubbers. John Rice, the cro of GE Energy, and David
Hawkins of the Natural Resources Defense Council
(xRDCY, both helieve that this technology, along with

sequestration of C(., has the potential to dramatically

improve the business of using coal throughout the
industrialized and developing world. You will meet
both of them later in this report.

We will continue to look for opportunities io
reduce our CO, emissions in the foture.

IF COAL CREATES $0 MANY EMISSIONS, WHY DODES CINERGY
CONTINUE TG USE IT TO PRODUCE ELECTRICITY?

Coal is the most abundant and affordable energy fuel in
North America. More than 50 percent of the electricity
gencrated in the United States, and 40 percent in the
world, comes from coal. While energy consetrvation,
demand management and cleaner methods of generat-
ing electricity may reduce our reliance on ccal over
time, coal will conlinue to play a significant role, even
in a carbon-constrained world.

Despite the renewed focus on nuclear power, the
costs of constructing new nuclear-fueled power plants
remain high and the questions of waste disposal go
unanswered, Natural gas supplies are constrained and
are being depleted. Renewable energy, while promising,
can only serve a small portion of our nation’s increas-
ing demand for energy with currently available technol-
ogy. All of these technologies will be needed to meet
our ever-growing appetite for energy. However, coal s,
and will continue to be, cur pritmary source of fuel in
the United States and in the worid.

Addressing global warming now is consistent with
our efforts to be a sustainability leader. Our goal is to

CINER&Y CORP. 2004 ANNUAL REPORT
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FINANCIAL HIGHLIGHTS

In millions, except as noted

AT YEAR END 2004 % CHANGE 2003 2002

OPERATING RESULTS
Operating Revenues $ 4,688 6.2 $ 4,416 $ 4,039
Net Income $ 401 {14.7) 5 470 $ 301

PER SHARE OF COMMON STOCK

Diluted Earnings $ 218 {17.1} § 2.63 § 2.13
Dividends Declared 5 1.88 2.2 5 1.84 $ 1.80
Book value at Year-end $ 21.95 5.8 $ 20.75 $ 19.53

CAPITALIZATION AT YEAR-END

Common Equity ) $ 4,116 11.2 $ 3,701 $ 3,293
Preferred Trust Securities™ — — — $ 308
Preferred Stock : 5 63 — $ 63 $ &3
Long-term Debt tinduding amounts due within one year) § 4,448 {10.5) $ 4,971 $ 4,188
OTHER

Total assets 414,982 6.1 $14,119 $13,832
Employees (acrual) 7,842 1.9 7,693 7,823

{1} As a result of adopring Financial Accounting Standards Beard Diterpretation 46, we no langer consolidate the trust that held Company
obligated, mandatorily redeemable, preferred trust securities of subsidiary, holding solely debr securities of the company. This resulted in
the removal of these securities from our zous Bolance Sheet and the addition to long-term debi of a 3319 (nel of discount) note payable
that Cinergy Corp. owes the trusi.

2} As of Jarmary 31, 2005.

TOTAL SHAREHOLDER RETURN:
CINERGY VS. STANDARD & POORS (S&P) 500
AND ELECTRIC INDICES

200% PRAVIDING A HISTORY OF STAKEHOLDER VALUE
Producing superior [ong-term total shareholder value s
Cinergy’s focus. In fact, Cinergy’s muanugement compensi-
/ tion program is designed to align the long-term interests of
100% our shareholders and management by providing incentives
/ ta increase toral shareholder return over rolling three-year
periods. Cinergy has tied management compensarion to
/ long-term total shareholder return as compared 1o a
YR . e o,  Deergroup of companies. Cun:en rlly) this peer grouP of
: companies consists of companies in the se-p Llectric
: ;;’:,E:f:cm“ INDEX Supercomposite Index, As the chart indicates, Cinergy
W S&P SUPERCOMPOSITE ELECTRIC INDEX has consistently outperformed its peers over the long term.
B S&P 500 INDEX

- /
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CINERGY'S AIR ISSUES REPORT TO STAKEHOLDERS {AIRS)
In December 2004, Cinergy released its report on the
poteniial impact of the regulation of greenhouse gases
(GHa) on the eperation of its eleciric generating svsfem.
The Air Lssues Report to Stakeholders was prepared

in collaberation with the Mission Responsibility Through
I[nvestment of the Preshyterian Church (usa). Although
passage of GHG emission controls does not appear to be
imminent, Cinergy plans to work proacrively with iis
stakeholders in shaping the climaie change debate.

The full report can be aceessed on Cinergy.com under
Sustainability, then Fnvironmental Improvement.

/

be a company that you want to invest in over the long

term; a company you want to do business with and to
work for; and a company known for leadership in its
communities and in the energy industry. In 2004,
Cinergy was named to the Dow Jones Sustainalbility
Indexes for the second consecutive year. We believe this
is further evidence of our committment to balancing

competing interests to find common ground.

FINANCIAL STRENGTH IS THE KEY TO GUR ABILITY TO
CONFRONT ENVIRONMENTAL CHALLENGES

Whatever the future may hold with regard to carbon
regulation, it is abvious that we will need to continue

to make investments that reduce the size of our
envirommental footprint. Several of our 2004 key
accomplishments should improve our earnings and cash
flow considerably over the next several vears. We believe
these actions put us in a stronger position lo meet
immediate and longer-term enviranmental challenges.

2004 RESULTS: POSITIONING FOR THE FUTURE

Milder than normal weather and rising costs experi-

enced during 2004 made for a challenging year. Most

notably, fucl and emission allowance costs and the

costs assaciated with cployee labor and benefits, each

rose significantly over our expectations for the vear,
Cinergy’s earnings were $2.18 per share on a diluted

hasis, after net charpes lotaling $0.26 per share primarily

for write-downs of certain investments, implementation
of the company’s continuous improverment initiative
and a gain from the sale of certain technology assets.
Excluding the net impact of these iterns, ongoing
earnings for 2004 of $2.44 per share were below our
expectations for the vear,

Yet, we made Cinergy a much stronger company
in 2004, We completed large, unprecedented regulatory
initiatives — one of which, as I will discuss later, specif-
ically addresses our higher fuel and emission allowance
costs. We tock proactive steps Lo address the next wave
of federal environmental laws and regulations, We built
on our track recerd of operational excellence and of
implementing comprehensive productivity improve-
ments throughout every aspect of our business. We
supported the measured growth of our commercial
businesses. And, we further strengthened our balance
sheet and improved our liquidity.

Our board recently showed its confidence in our
prospects for the future. In January 2003, our directors
authorized an increase In the annual dividend from
$1.88 t0 $1.92 per share, This is the third consecutive
year in which the board has voted for an increase and
reflects our continued commitment to the steady, com-
pelitive growth of our dividend.

Last vear’s dividend increase allowed us to return
about $340 million in cash to our shareholders in 2004.
This, in turn, helped contribute to another year of
solid performance on the important metric of Total

Shareholder Return (rsr). Cinergy’s Tsr for 2004

CINERGY CORP. 2004 ANNUAL REPORT
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was 12.6 percent. We have been a consistent strong
performer on this metric. Qur three-vear annualized
TSR (2002-2004) was 13.3 percent compared to 10.1 per-
cent tor the sy Electric Utility Index, 9.9 percent for
the s&p Super Composite Electric Utility Index and
3.6 percent for the sap 500 over the same period.

Over the next few pages, I want to describe in a lit-
tle more detail why I believe our 2004 accornplishments

position us for strong growth in 2005 and beyond.

SUCCESSFUL REGULATORY INITIATIVES

The earnings of our Regulated Business Unit and
Commercial Business Unit {which includes the earnings
from long-term purchased power agreements with our
regulated utilities) are impacted significantly by regula-
tory decisions. In 2004, we successfully concluded two
of the largest, most complex regulatory initiatives in
our company’s history,

ps1 Energy Rate Order: Last May, the Indiana Utility
Regulatory Cammission {(1urc) approved a $140 million
rate increase for our Indiana operating company,

rst Energy. The (crc’s approval reflects its commitment
to ensure adequate penerating capacity to meet the
ongoing energy demands of our Indiana customers.
The order authorized adding $1.3 billion to our Indiana
rate base, which includes approximately $570 million
for our invesiment in approximately 1,100 megawalts

of additional gas-fired generation and 310 million for
PSI's environmental investments.

In addition to the psi rate order, the rurc issued
crders in an environmental compliance proceeding
reflecting its conunitment to keeping our low-cost,
coal-fired generation viable even in the face of new
environmental laws and regulations. The comimission
authorized psi to recover through rates, ongoing
financing, operating and depreciation costs related to
further N, reductions at our plants.

Cincinnati Gas ¢ Eleciric Rate Stabilization Plan:

In late November of last year, the Public Utilities
Commission of Chio (puce) issued an order that pro-
vides greater clarity to what had become an ambiguous
and uncertain regulatory covironment in Chio. Con-

cerned about possible rate shock caused by high and

CINERGY CORP. 2004 ANMUAL REPORT

volatile market prices for electricity, the ruco approved
a rate stabilization plan that mitigates this impact for
caiE electric customers, At the same time, the plan
compensates CGaE for committing its low-cost genera-
tion to serve its Ohio load through 2008,

Allow me to say a few more words about the signif-
icance of this order. When Ohio deregulated the electric
industry effective January 1, 2001, CG&E was obligated to
[reeze its total clectric rate as part of a legislatively man-
dated transition to market rates. This means that cG&e
has had no opportunity to recover the approximately
$242 million of net rate base additions we've made to
our Ohio electric distribution system since 1992.

Even more important from the standpoint of our
2004 performance, the rate freeze meant that we had
10 cppoTiunity to recover the substantially higher cost
of fuel and emission allowances necessary to operate
our Ohio generation {leet. By way of cxample, the mar-
ket price of §O, erission allowances rose more than
200 percent in 2004 when compared to 2003. The rate
stabilization plan allows us to begin recovering these
higher costs from our Ohio commercial and industrial
customers in zoos, and from aur Ohio residential
cuslomers in 2006, '

The rate stabilization plan also allows us to recover
environmental expenditures, purchased power costs
to maintain adequate capacity and energy reserves,
and transmission costs related to the aperation of
the Midwest grid by the Midwest Independent Trans-
mission System Operator {Midwest 1so) through zoo8.

Proactive Environmental Steps: ''he £pa has been
developing new rules to further restric: emissions from
coal-fired power plants. These rules should go inlo
effect in 2005, They will require additional reductions
of SO, and NO, emissipns over and above the signifi-
cant reductions we have achieved since 19g90. They will
also mandate the reduction of mercury emissions from
our plants for the first time.

In anticipation of these rules, we filed a plan with
the 1Urc last fall seeking pre-approval of expenditures
to add scrubbers on pst’s larger power plants. The plan
would allow us to recover and account for financing
cosls (even during the construction phase) as well as
ongaing operating and depreciation expense. By plan-
ning zhead, we hope to line up Lhe necessary labor,
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EXPLORING CLEANER COAL TECHNOLOGY

In Ociober 2004, PST Energy signed a letter of tutent with
General Electric end Bechiel Corporation 1o study the feasi-
bility of constructing a commercial, Integrated Gasification
Combined Cycle (icce) generating station, the first plant of
its kind avmosnced wader the proposed GE-Bechtel alliance.
The study is assessing the economtic use of conl to produce
so0 1o 600 megnwatis of electricity to help meet increased
electrical demand over the nexi decade with significantly
lower emissions and greenhouse gases (GHe) than a tradi-
tional coal power plant.

materials and equipment for these scrubbers at the
lowest possible cost. We anticipate 1uRe approval of
cur environmental compliance ﬁlan and rate recovery
proposals by the ond of the third quarter of 2005.

We also plan to construct scrubbers on Miami
Fort Station Units 7 and 8 owned by ceas. The Ohio
rate stabilization plan provides for the recovery of costs
associated with this effort through 2008, We currently
estimate that the total cost of environmental compli-
ance for all of our facilitics will be approximately
s1.8 billion between 2003 and 2000,

OPERATIONAL EXCELLENCE

Production: 2004 marked the fourth consecutive year
in which Cinergy reported the lowest non-fuel opera-
tion and maintenance costs among the top 40 power
generators i lhe United States, according to Platts
PowerDat, an cnergy dala provider. In fact, Cinergy’s
costs were 59 percent lower than this benchmark
group's average.

Qur generation teams kept our plants running at
the highest availability in our history. Having our low-
cost plants available to sell power for more hours con-
tinues to enhance our mavgin opportunity each year.
As I noted earlicr, over the next four years, the Ohin
rale stabilizalion plan will substantially reduce the
margin erosion we cxperienced in the past two years
from higher fuel and emission allowance prices.

Transmission and Distribution: Our commitment to
cxcellence extends to our clectric transmission and
distribution businesses, where our service cost per
customer is 28 percent lower than the Midwest utility
benchnark average. We rank among the best utilities
in the three stales in which we operate in terms of
reliability, service restoration following storms and
number of customer complaints.

The service of Cinergy’s customer call centers
was recognized in 2005, when ¢G&e and psi earned the
distinction of being the first energy companies in the
nation to achieve J.D. Power and Associates certification
of call center excellence for providing “An Qutstanding
Custoner Service Experience.”

The commitment of our people to go the extra
mile was evident when disaster hit customers outside
our service territory, Three times last year we sent more
than 100 workers to assist Florida utilities with the mas-
sive power outages caused by the devastating hurricanes
that hit the state. In recognition of this service, our
employees received the Edison Electric Institute’s
Emergency Resporse Award for their dedicated service
during these disasters.

As a result of these and other achievements by
our employees, Cinergy was named Power Company
of the Year by Platts Publishing in their Global Energy
Awards competition. Last December, I had the honor of
accepting the award on behalf of our 7800 employees,
who every day honor our values and work hard to
make our company succeed for all of our stakeholders,
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VOLUNTARY GREENHOUSE GAS REDUCTION COMMITMENT
As part of the first projects to volwitarily reduce Cinergy’s
greenhouse gas (GHG) emissions by [ive percent befow 2000
levels between zo10 and 2013, last year, three Toyola Prius
hybrid cars and rwo Ford Escape hybrid sport utility vehi-
cles were prrchased for Cinergy’s transpartation fleet. The
five uehicles, which operate in both electric and gasoline
modes, will be responsible for a total estimated decrease of
37140 potnds of carbon dioxide (CO,) annually, compared
to the current fleet sedans. Cinergy’s Greenhouse Gas
Managemeni Comuiitiee has cormnitted to spend 821 nul-

lion befween 2004 and 2010 on projects o reduce or offset

the company’s GHG emissions.

Contintous Improvement: Last year, [ challenged our
people again to renew our commitment to excellence
and efficiency. We called this effort “cix-10," which
stands for Continuous Improvement Now — 10 years
since the merger that created Cinergy. Our employees
rose 1o the challenge.

They generated over 6,500 ideas that were thor-
oughly reviewed by me and the senior management
team. We selected goo ideas which, when implemented,

will deliver approximately $so million in savings in 2005.

The cTN-10 process is becoming part of our cultare
and discipline. As T did last year, T will again meet
face to face this vear with over 1,000 of our frontline
SUPErvisors, managers, senior managers and labor
union leaders to listen to their issucs and concerns. 1
learn from our employees every day. They set standards
and accomplish tasks that show the power of collabora-
tion, imaginalion and a commilment Lo excel. Asa
result, we continue to find ways to conduct our busi-

ness more productively and efficiently.

COMMERCIAL BUSINESS UNIT

Qur Commercial Business Unit continued to make
profitable contributions to Cinergy’s overall growth in
2004, For example, we experienced gross margins on
power marketing, trading and origination contracts
that wete $24 million higher than the previous year.
We accomplished this result by trading approximately
185 million megawatt-hours of electricity with 286
active counterparties, placing this business in the top 10
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LS. power trading businesses. And, we accomplished
this result in a very low risk manner — with an average
daily value at risk {VaR) of only $1.3 million.

We mmoved approximately 1.5 billion cubic feet of
gas per day to U.S, markets, managed 38.5 billion cubic
feet of storage capacity, and traded approximately
52 billion cubic feet per day with 661 active counter-
parties. This performance placed our gas business in
the top 10 U.S. gas trading businesses.

We delivered these results while conservatively
managing risk exposure. Daily VaR for commercial gas
in 2004 averaged approximately $1.8 million. Although
growth in our gas margins was essentially ilal in 2004,
we Look sleps — such as the expansion of gas trading
into Canada with our March acquisition of Calgary-
based ProMark — that will position gas margins to
continue contributing solidly to Cinergy’s earnings in
2005 and beyond.

Cinergy Solutions, which provides cogeneration,
combined heat and power, and energy management and
outscurcing services, continued to build its customer
base for future growth. In 2004, Cincrgy Solutions began
operating its Iargest pmject ever, the 755-megawatt, gas-
fired Texas City plant near Houston, Texas. This state-
of-the-art project, which is jointly owned by BP and
Cinergy Solutions, is significantly reducing emissions
and was named Power magazine’s top plant in 2004,

We remain strongly committed to growing this
business unit, You have my commitment that we will
manage the necessary incremental risk required to
meet our growth expectations.




STRENGTHENING OUR BALANCE SHEET

Over the past few vears, we have been proactive in
strengthening our balance sheet, improving our liquid-
ity and protecting eur credit quality. Since late 2001,
we have raised over s1 hillion in additianal equity,
including a 250 million issuance in December 2004
These steps have helped us steadily reduce onr debt

as a perceniage of total capitalization over the last

fow years. We also increased our liguidity last year by
expanding the capacity of our revolving lines of credit
from $1 billion 1o $2 billion.

Qur senior unsecured debt is currently rated BB+,
Baal and ssx by the major credit ratings agencies,
and we remain committed to maintaining strong
investment-grade credit ratings.

As 1 anticipate the investments that we will make
to implement our environmental compliance plan and
arow our businesses, I believe we are starting from a
very solid posilion. And, as we have in the past, we will
further strengthen this position through the continued
issuance of eguity each year under our various
employee benefit and dividend reinvestment plans.

We believe that these steps — together with the
improved cash {low from operations we expect as a
resuit of the regulatory accomplishments I described
earlier — will help to preserve our strong credit ratios
over the long term.

READY FOR THE NEXT 10 YEARS

2004 was Cinergy's 1oth anniversary. [ am proud to lead
the great men and women whe work for this company.
They produced our decade of progress and I thank
them for their accomplishments.

! want to thank our shareholders for investing in us
over the long-term and our customers wiio give us the
opportunity to exceed their expectations every day. I
am grateful for the support of our board, aur suppliers
and partners, and for the vision of our pelicymakers
and regulators. We look forward Lo continued steward-
ship in our communities. We all share a commitment to
look out for the future generations. This 1s the commuon
ground that unites us as stakeholders.

As you read the interviews on global warming in

the next section. | believe vou will find one attitude that

LETTER TD STAKEHDLDERS

rins through just about all the commentary — humil-
ity. It'’s not a word you'd expect to find in an annual
report, Yet it is fundamental if we are going to listen and
learn from each other. Contrary to what some people
believe, humilily doesn’t lessen the strength and convic-
tion of our leaders, but it can help to clear our vision.
We need humility to successfully address an issue the
size and scale of global warming.

In this report, we are experimenting with a collab-
orative process. We've asked our stakeholders to give
us their perspeclives on Lhe global warming issue.
It is a first step toward a callahorative decision-making
process on this complex topic. We thank our stakehold-
ers for sharing their candid thoughts and opinions,
and maost of all, for their willingness to work with us

" in finding common ground.

1 believe In the possibilities of such a process 1o
resolve this and other issues. My belief in the power
of this process was furthered by a recent speech by
Bill Ruckelshaus, former U.S. spA administrator and a
contributor to this annual report. On February 3, 2005,
at the John H. Chalee Memorial Lecture on Science
and the Environment in Washington, D.C., Bill said:

“The value of utter transparency, inclusiveness
and a willingness to listen and adapt is front and
center an essential precept of our democracy.
Increasingly for many of our environment and
natural resource problems, we are seeking to

resolve them by the use of collaborative processes.”

When you read the quotes from our stakeholders
in the next section of this report and their interviews
on Cinergy.com, you will learn a lot from their wisdom
about what's at stake for the future of our world and
our company. Based on their perspectives and their
passion to find common ground on global warming,
I'am optinistic about Emma’s, and all of my grand-
children’s, future on this planet.

(e & Fogye

James E. Rogers

President, Chief Executive Officer and
Chairman of the Board

March 1, 2003
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Global Warming: Connecting the Dots

to Find Common Ground

We wondered what our stakeholders thought about global warming and our

voluntary plans to reduce our greenhouse gas (GHG) emissions, Do they believe

it is vital that we find 2 common ground? We decided to find out by interviewing

people who represent our stakeholders.

This was not an exercise in corporate PR; we wanted straight and independent

talk based on mutual respect. So we asked L.J. Rittenhouse, a financial strategist,

to interview 23 of our stakeholders. 1..]., who measures CEO candor for a living,

has a reputation for obtaining honest and insightful communication. .

The people included in this report represent a cross-
section of our stakeholders. They were chosen because
we belicved they would offer honest ideas worthy of
our attention. Their words ring truz. You will sce for
yourselves. Each stakeholder offered a piece of personal
truth. When we put these views together, we saw pat-
lerng emerge. We began to see that common ground
isn’t like a cultivated landscape; it looks more like
connected dots or a patchwork quilt, We saw common
ideas that when put together, reveal patterns of beliefs:

Global warming is a complex problem and must be dealt
with holistically. The interaction between the atmaos-
phere and climate and how this impacts worldwide
economies, life styles and fareign policies is still being
warked ocut. There is clear evidence that global climate
trends may lead to uncertain and highly disruptive
outcomes. Qur wisest course of action will result not
only from greater scientific understanding, but also
from innovalive economic, polilical and other solu-
tions, If subjected to careful economic analysis, the
resulting and balanced solutions won’t threaten our

Most climate models agree that carbon dioxide (CO,) and

econemic health.

other GHG emissions are at historically high levels today.
According to the Intergovernmental Panel on Climate

Change: 1) CO, emitted into the atmosphere stays
there for over 100 years; 2) The continued burning of
fossil fuels is adding to the levels of CO, and other
GHG in the atmosphere; 1) The rate at which CQ, is
being released is greater than at any time in the history
of the planet; and, 4) Atmospheric levels of i1 are
significantly greater than at any time in the past
400,000 years. Facts such as these, along with

common sense, point us in a common direction.

We must act now. Around the world today, at feast

#50 coal-burning power plants are on the drawing
board. Once built, these plants will operate for between
&0 and 8o vears. Will they be designed with new tech-
nologies that burn coal more efficiently and with sig-
nificantly fewer emissions, or will they be built using
existing combustion technology? The need to accelerate
the commercialization of new technology is critical.

We put a man on the moon because we had leadership
and public support for this mission. This same focused
“can-do” leadership and public support are needed now.

Establishing systems that set oui clear prices for GHG emis-
sions will spur on innevation. Most developed countries
now have clearly set rules in place that we lack in the
United States. Business people in these cauntries can
take actions, such as buying new equipment, trading
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In the pages that jollow, you will meet our stakeholders
and begin te see the pieces of their truths, James
Surowiecki’s book, The Wisdom of Crowds, reminds us
that democracies succeed because lots of individuals
speak what they know and believe to be true, Their
authentic and mdependent voices lead to wise deci-
sions. We invite vou to visit Cinergy.com whete you
can read these stakeholders’ interviews, See how you
might connect the dots to find common ground.

emissions credits or planting trees, to reduce 6HG emis-
sions. Invesiments in these innovations will thrive in
these countries. Similarly, we need clear price signals to
keep up our leadership in the race to find commercial
solutions to global warming.

The consumer is still king. Each of us makes choices
each day that ¢can reduce our impact on the enwviron-
rnent. The people who make Subaru cars in Indiana
believed over 10 years ago that they could make a differ-
ence. Last year, they became the first auto manufacturer
Lo reach zero Jandfill status. They recycle everything
that comes into their plant. As a resuit, thev use less
electricity while increasing productivity, As individuals,
families and communities, we can adjust our own

actions to use energy more wisely.

Good corporate governance is based on principles

of stewardship. Capital stewardship means that corpo-
rate leaders must earn the public’s investment capital.
They must invest this money wisely to sustain cash flow
and earn profits. Similarly, eavironmental stewardship
means using our natural resources wisely to ensure

that future generations will have an environment that

supports both life and prosperity.

|

Global warming requires us to think beyond ourselves.
In past annual reports, we defined our stakeholders as
people directly invalved with our business. Global
warming broadens this definition. We now talk about
our neighbors in China and India. Some stakeholders
we interviewed believe that developing countries are
making responsible changes ta confront global warm-
ing. Others helieve nothing is being done. We need

to learn what actions are actually now underway and

what is planned for the future.

We may never know for sure. Every time we make a
decision — whether business or personal — we base it
on the best avaifable information. The outcomes of aur
declsions become clear only after we act. With glabal
warming, we can act today and not know the precise
culcames (ar several generations. “Science 1s a con-
tinuing exploration,” says Dr. Ben Brabson, a climate
scientist, “We may never have full knowledge of the
consequences of accumulating GHG in our atmosphere.”
Not knowing everything is not a reason for inaction,
We must follow the signposts and blaze trails. Qur
future and that of our children’s children depend on it.

v
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LISTENING TO QUR STAKEHOLDERS

Timingis Everything

“T'he Presbyterian Church {usaj has been
interested in glohal climate change since 1987,
We t
facing society at this time. I'roposing

kit is one of the most critical issues

sharcholder resolutions to combat global

arial, but it
long-term

proached

warming can be seen as adver
can also open doovrs. We have
investors in Cinergy. When we a
them three years ago, we found they were
already beginning 1o discuss plans to deal
with global warming.”

REV. WILLIAM SOMFPLATSKY-JARMAN

Assaciate for Minsinn 2 bility Thrauyh

Investors know that timing is everything. People trade
stacks today as fast as the click of a mouse, Hedpe
funds are booming as managers take fast profits
from trading stocks in volatile markets. Research
shows that most professional equity and debst
investors hold their investments in companies

for two vears or less, Where are the long-term
investars that value fundamentals?

Smart investars know that sustained company
success is determined by careful investing of capital
over Ume. cEos musl make investment decisions Lhal
span decades. They must balance the interests of
investors focused on quarterly earnings results with
the long-term interests of emplovees, customers and
citizens. These timing differences aftect how investors
view global warming.

Phil Hopkinson isn’t fazed by global warming.
He has owned Cinergv stock for 22 years and plans
to finance his retirement with Cinergy dividends.
{enise Furey of Fitch Ratings expocts global warming
legislation will be enacted at the federal level within
five years. She is a frequent speaker on how global
warming might affect a company’s credit profile.

The Reverend William Somplaisky-Jarman coordinates
social and ethical dimensions of the investments

of the Presbyterian Church (usa). To insure the
long-term health of these investments, he wants

the companies he invests in to proactively reduce
greenhouse gases.
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Irvestment and Envitgr vzatal Justice
of the Presbyterian Chur-h (1iSA)
.. Louisvilie, Ky,

church’s socidl

managed by ;
aversees the church's ¢nfagdine
public poliey te leadership de

Ei Complete interviews can be read at our website: www.cinergy.com
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DENISE FUREY

Senior Director
Fitch Ratings' Glehal Power 6
New York, N.Y,

“Most institutional inve
portfolio over on averag
less. They haven't focused
because there is ader:

its CQOg at this
jins il d invd

Ms. Furey 15 senicr director of Fitch Rotingy” glubal puwer groug,
Her responsibilities includa the analysis anc atings of electic
urilities, energy markebers ar whulesale electric generators.
She has warked in rommercial hanking znd bond insurance,
most recently with MBIA, where she analyzec energy companies

anc structued finance transactions.

“Many years ago s Energy had to write
olf s1.7 billion on a nuclear plant. They
iscontinued their dividend for a while.
hen their share price was plummeting,

[ mortgaged evervthing and bought more
shares. | had faith it was going to come
back. It turned out this was a very wise
,'ing to do, because my investment in
¥ Cincergy has absolutely paid off. Too

many people panicked and fled; T call
those people hopscotchers. They were
there anly for the short term.”

PHILIP
HOFKINSON

Prasicert ana

Chinf Executive Gfficer
HYDIT Inr.

Charlotte, MN.C.

o’

Kr. Hopkinsen is a lang tine Zinergy investor He
is currantly president arc chief exacutive afficer
af BYOLT, Inc., which is a powe- transformer
coosulting ousiness he startec in 2002 He is a
registared prafesciona engineer and an Institute
of Electrizal ara Llectrerizs Lngineers fellow. He
lias owver 38 years of ceperierce i1 Lhe eleclricat
industry, begirning with General Electric,
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Not In My Backyard
(NIMBY)

Coal-fired electricity provides customers in Indiana
with some of the cheapest electricity in the nation. One
of the main reasons Lafayette, Ind. was chasen in 1087
as the location for the Subaru of Indiana Automotive
(s14) plant was because pst Energy had the third-
lowest commercial power costs in the nation. sia

is a showcase of environmental best practices. Torm
Easterday of sia applauds Cinergy’s plans to reduce
potential risks to our environment. At the same time,
he doesn’t want to pay higher rates if this makes
Subaru less competitive.

Judy Ganimon leaches ecology so her students
can learn to respect all life on the planet. She wants
them to be good stewards of our natural resources.
Judy worries about the exampie set by so many indus-
try feaders who seem to ignorc their environmental
responsibilities. She chose to teach because she 1s
passionate about environmental education. She wor-
ries about higher utility bills like everyone else, even
when these are likely to benefit the environment.

As a climate physicist, Ben Brabson marvels at the
intricate balance of life and how it is designed to give
us all that we need, He is concerned that the debate on
sound science is driven more by huabris than humility.
He recommends humility over hopelessness. Hopeless-
ness can come from the feeling that we will never have
enough. Humility invites us to respect and protect
what we have.

CINERGY CORP. 2004 ANNLAL REPORT
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I Subaru of Indizna Aytomotive {SIA)

TOM EASTERDAY

Senior Vice President,
Secretary and General Counsel

| afayette, Ind.

“Qubaru of Indiana Automotive (s1a) has

produced over two million vehicles since

1989. We were the first automaker in the
United States to gain 150 14001 Certification,
which requires us to maintain an international
environmental management system that
enables us to meet tough recycling and
environmental standards. In 2004, we achieved
zero landfill status. s1a’s entire plant site has
been designated a Backyard Wildlife Habitat.
We think what Cinergy is doing to reduce
potential risks to cur environment is out-
standing, but we don’t want higher rates to
impact our competitiveness.”

Mr. Easterday is senior vice president, secretary and general counsel
at Subaru of Indiana Automotive (5IA}, which is an Inthana-based
manufacturer of Subaru vehicles, He is also a member of SIAs hoard
of directers. He Joined SEA in 1989 and held various management
positions with the firm prior to becoming S1A's vica president of
Human Reseurces & Corporate Affairs and general counsel in 1998,
He was named to his current position in July 2004.

JEI Complete interviews can be read at our wabsite: www.cinergy.com
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Pr. Rrabene s “To me it’s all about respecting the
Fretessar cmertus

 “ndiana Unversity Earth. I try to do this when I recycle
and e PS3 tneigy cans and bottles and turn off water

customer 11

B.comington, Ing, and electricity when it’s not needed.
+0  He -esearches wiad :

erergy, tent sl But sometimes it seems hopeless.

) Freiand tempera- s . . nnt <
‘ tures and exLrame I'm just one person. Education is
femperanires. key. T want my students to grow

. up and work in companies so they
% can use what they’re learning to

change the way businesses treat the
environment. And the best way to
teach them is by example.”

OR. BENNET BRABSON
Professor Emeritus o7 2Fysics
Indiana University
Rlanmingtan, Tnd.

JUDY GAMMON

Screrce Teache-
Scott High Schoot

) n‘m view, sound science is based on good Tavler #ill. ky.

ut sound science is ill-used when it

is used to avoid ac‘w véry Harwse,
science is an exploration_of the woyld

around us; if 1‘s~ never complete. You always
have less information than you would like to
have. And this:is céﬂﬁinly the case in climate

#15. Gammon is 3 scienca teacker at Scatk High Scbee
S Taplen Mille Ky which 'y seales wilhis Criivergy's
service teritory. She alse serves as a mamrber of

the advisory commitiee tu t=e Morthern Kertucky

’ Acience. I believe llllmlllt .central to gOOd JIniversity Center “cr [nwirgamasral Cducation. t=0
" CUssion ol wardcl s Lo eisce U envitonmental
science, and also od government. litarary of Kantr.rky's cizizarry,
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EMPLOYEES

LISTENING TO OUR STAKEHOLDERS

We Live in One World
and Each Act of Qurs
Affects the Whole

A different word describes each stakeholder — invesior,
employee, customer and supplier. Yet one person can
wear many stakeholder hats. We can be employees
and Investors in the companies where we work. The
intersecting lines on the cover of this report show
the complex interplay of our different roles and
responsibilities.

Darlene Radcliffe understands that global warm-
ing connects us Lo our global neighbors in China.
We all breathe the same air. She reminds us that
employees are also members of the communities
that Cinergy serves. They live and raise families next
to the plants that generate power and emissions.
They are parents, aunts and uncles who care about
future generations. Gary Burris advocates education
to increase awareness about how we can improve
the environment. He understands the truth that
one committed and informed individual can change
the world.

Elizabeth Terry sees the skepticism inspired by
the sheer size and scope of global warming. Why
should we do something when others do nothing?
She reminds us of what our founding fathers knew:
When each person seeks 10 balance their needs with
those of families, communities and global neighbors,
we will inevitably find a common ground that leads

ta wise decisions.
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“Most Cinergy employees are very stakeholder-
focused. They feel our plan to reduce CO,
was the right decision. However, some
probably wonder, ‘Why should we go beyond
what is required? Let’s play by the rules.
Why stick our neck out?” Still, T believe most
employees are on board. They know these
decisions were made by teams of people
who weighed the trade-offs and chose the
best course of action.”

Ms. Terry has been a Cinergy employee for almost two years,

She is a8 member of Cinergy’s leadership development program,
Cinergy Navigators, which'is @ two to three-ycar program of
rotational assignments withir Cinergy. She is currently assigned

to Cinergy’s Strategic Planning department. Ms. Terry earmed both
a Master of Business Administration degree and a Master of $cience
degree in Environmental Folicy from the University of Michigan.

/B

Camnlete interviews ran be read at our website: www.cinergy.com



http://www.cinergy.com

DARLENE RADCLIFFE

Manager of New Envirarmental
Technalogy Stralegy

Cinergy Carp.

Cincinnati, Ohia

“1 feel passionate about the job 1 do and
the people [ work with. Our employees,
including myself, are lcarning about our
impact on climate change. What doces
it mean to us? What does it mean Lo our
neighbaors, not just across the river or
down the street, but around the ¢globe? How
is the surge in economic development and
coal usage in China going to impact us?”

Ms. Radcliffe is the manager of New Environmental Technology Strateqy
in the Federal Legislative Affairs, Environmertal and Sustainabilily
department at Cinergy. In that capacity, she books for ways to leverage
new technologies from a public polcy perspectve that wi | henafit the
envirgnment and help Cinergy continue to produce aFfordable anargy.
Sha has had an anppartunity to serve in variaus positions wilkin e
company, including corparate envirognmental eorpliance, diversity, 2nd
rammunity 2nd economic devalopment.

“What is the right way to go? Policymakers
set down very strict emission rules but
you can only reduce emissions 50 much
with our existing systems and technology.
Until we have some technological
breakthroughs, we need flexible policies.
These should encourage companies to
explore new and better ways to achieve the
compliance. I think environmentalists are
helping the public to see how emissions
impact the environment. Yet, some
activists over-emphasize the problems.”

GARY BURRIS

Senior Support Team Member
Instrumentation and Controls
PSI Energy

West Terre Haute, Ind.

Mr. Burris is an instrumentation and controls technician
and a memhber of IBEW Local 1393 at Cinergy’s Wabash
River Generating Station. Located in West Terre Haute,

Ind., the station is capable of producing 668 megawatts

of electricity. Gary has worked at the station for
over 10 years. In addition to his everyday job duties,
he is a memher of the station’s emergency medical
squad and serves on the station’s diversity team.

/

-

CINERGY CORP. 2004 ANNUAL REPORT 21




POLICYMAKERS

22

LISTENING TO OUR STAKEHOLDERS

Doing Nothing is Not
a Choice

-

“Even as we reduce our emissicns, China,
India and other rapidly growing economies
will significantly increase their emissions,
Developing technologies that are helpful
to us and transferable to other economies
will be very important. For example, there
is no better time in my view to begin the
investment in new clean coal technology.
That will be necessary here and elsewhere
in the world.”

To sign or ot to sign — that was the guestion facing
U.S. legislators regarding the Kyoro Protocol. This treaty
to limit greenhouse gases was ratified by the largest
developed and most developing nations. Since the
United States accounts for ene-quarter of the world’s
emnissions, our absence among the signatorics was
conspicuous. Senator Joe Liebermarn (1) — Conn.) and
Senator Richard Lugar (R — Ind.) disagreed on Kyoto.
Senator Lugar believes signing the treaty would have
been cconomically irresponsible since it exempls fast-
growing nations like China and India from reducing
emissions. Senator Lieberman believes not signing
was a mistake because it undermines the leadership
needed to combat global warming.

Both men agree on one thing: as a nation, we
must urgently address the prohlems with which
Kyoto deals. Senator Lieberman, along with Senator
John McCain (R - Ariz.), has proposed the Climate
Stewardship Act. They consider it a moderate way for
the United States to move forward on global warming.
Senater Lugar promotes biofuels which substantially
reduce CO, emissions. All three senators believe the
Unitad States must mount a massive cffort to develop
clean coal-burning technologies,

Richard Margensters, a policy advocate, underscores
the need for urgency. He says it’s time to stop arguing
over whose plan will work the besr and start getring
real world data. Since we learn best from doing, and
not talking, let’s show how the trading of CQ, credits
works. We need to find ways to burn fossil fucls better
and also find new fuels. We don’t have time to waste.
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THE HONORABLE

RICHARD LUGAR

Un‘ted State Sesator (R - Ind.)
Washngten, D.C

_ugar 1% t1e longest serving \
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http://www.cinergy.com

THE HONORABLE JOE LIEBERMAN

United State Senator (D - Conn.)
Washington, 0.C.

“I've been fighting to get our country to
address global warming for a long time.
I believe we have a duty to steward our
Earth which comes right out of Scripture
from the Bible. Global warming poses
one of the greatest challenges we've
ever seen in our lifetimes. This problem
could become catastrophic in the future.
We're seeing the first wave of it now. It is
fundamentally a test of our leadership.”

Senator Liebermen is probably best known as the Democratic candi-
date for Vice President in 2000, and far his co-authorship of the
Climaze Stewardship Act along with Senator John Mclain. Now in

his third Lerm, Sengtor Lieberman was first elected to the U.S.
Senate in 1988. He is a former Connacticut state senator and

attorney general. te is a member cf the Environment and Public
Works Commiliee and is a ranling member and the former chairman

of the Homeland Security and Gevernmertal Affairs Committee.

“Politics is about satisfying constituents
by delivering answers to defined needs.
Climate change is not a broadly defined
need. Qur generation will see only
small effects from greenhouse gases,
but the speed of change is expected to
accelerate. We're doing an experiment
with our planet and there’s no turning
back. We need to start now with
modest, but real, incentives to develop
and adopt new technologies to

achieve long-term results.”

RICHARD D. MORGENSTERN

S0
Rasources for
Qualizy of the Envigpnmerl Divis
hington, 0.4,
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LISTENING T OUR STAKEHOLDERS

Balancing the Past,
Present and Future

REGULATORS

Regulators offen find themselves between a rock

and a hard place, They must learn from the past,

respond to present needs and imagine future prob-

lerms, Bill Ruckelshaus scrved as the head of the

U.5. Environmental Protection Agency for Presidents

Nixon and Reagan. 1ie remembers the challenge of

irying to administer laws that were hammered out

in political compromise. Tou often these laws were

unclear ahcut how and what needed to be regulated.
As ULS. 5pa administrater for the first President

Bush, Bill Reilly was briefed by the National Academy WILLIAM REILLY

of Sciences. He knows the Academy has concluded Founder, AqJa Internat:onal
. . . Parters LF

repeatedly that global warming is real and is caused Former Adm:nist-ater of

.S, Environmenta,

largely by human activity. Given the large numbers tion Agency

of U.S. scientists and others around the world who i
hY: 7 sco, Leht

are voncerired about climate change risks, he ques-

tions why the media portrays Lhis issue as an equally

matched battle between competing scientific camps.

“Three past presidents asked the NatioTR
Academy of Sciences to reporl gf&ul

Ed Holmes balanced the needs of present and

[uture generations as a state utility regulator in

. . . warming, Each time the Acadg comglude
Kentucky. He recommends imposing regulations i

o . the same thing: global warm il seribys
that set mandatory, not voluntary, limits on CO, g

. . . sroblem and we hunfan heings art

emissions. These would guide decision makers today L ™ dia d it ° .
ame. The media doesn’t prese 2 )

They add qualificrs to this accepled scicndific

opinion. They give the same weight to thie

and protect the future for our children and grand-
children. He wonders, however, if he could be

appointed as a state utility regulator today with a

Latform that advocates such acti conclusions of 2,090 scientists as they do to
piatlorm Vi such actrons.

three or {our scientific naysavers.”
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“Will we pay to reduce glabal warming in the
short or long term? We can cither pav up now,
or pay the cost somewhere down the road.
Is it better that our kids or our grandkids
pay that cost? When do we recognize that
there are serious issues here and we need
to start dealing with them? Therd’s always a

cost for economic prosperity. Are we for
our children’s prosperity for o1 i

EHY Consultants
Former Vice Chairman of

the Kentucky Public Servire Commission
Lexingion, Ky,

M1, Holmes served s1x years as vice chairman of the Kentu ky
Publiz Serviee Comm’ samn and two vears as crairman of T1=
Razional Associztion o” Regulatorv Uilily Lommiss £
Cammittee. Currently, =¢ i5 prescent of EHT Consult
& p.aaring consult =3 fi-rm located “n Lexinglo . Kv. Frio
to found -3 EHZ Consultants, ke served as vice president oF
busitess ceveiopmeant for Cincinnat? Bell Telofhone.

WILLIAM RUCKELSHAUS

First A viristiatn

1.5, Lavironmenta. Frotectian Agency TEPA)
- 1570-1%73
Administrator, LS. TPA

C1GED1GES
REVEET

Mr. Ruckelstaus is a former'§
Enviranmental Protectinn Agency, sel ¥
administrator when it was formed in 1978
administrator in the mid-1980s. He is3
Resources Institute in Washington, D
Salman Recovery Funding Roard For tW
He is also a member of the U.S. Com
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LISTENING TO OUR STAKEHOLDERS

o

“Coal is vital to America’s economy, standard
of living and national security, since more
than half of America’s electricity comes from
coal. Emissions from coal-fueled electricity
continue to improve, and we believe advances
in technology will result in ultra-low emissions.
We believe the issue of climate change should
he addressed within the context of sustainable
development, and the input and needs of all

The Price iS nght American citizens should be considered.”

SUPPLIERS

Look ar what is happening in China. Its economy is
booming. China’s exports are declining as their
consumption grows, Electricity demand in China is
expected to triple between 1995 and 2015, More than
560 new coal-fired generating plants are planned by
2015. Will these plants be built with CO, reduction
technelogy or with old technology?

Increased worldwide demand for coal has driven
up coal prices. The United States produces more coal
than it needs, but not a lot more. We have the capacity
to expand production, but it takes several years to
ramp up to meet new demand. Ramesh Malhotra,
who buys coal from and sells coal to Cinergy and ath-
ers, predices coal prices by using his “misery index”
He expects higher coal prices when the weather is
extremely hot; or when rivers are frozen making deliv-
eries difficult. Most utilities buy 6a percent of their
coal under long-term fixed contracts, hut the rest is
bought in the volatile spot market. That’s why electric
consumers often feel the pinch when prices rise.

Mzlhotra believes glabal warming is real, but he's
not sure how global politics will affect our actions. Just
as in the past, when crisis spurred invention, he expects
we will find new ways to burn coal and reduce CO,.

Irl Engelhard, the chairman of Peabody Energy, is

a strong proponent of developing TC‘ChllOlOgiCS to burn Mr, Engelhardt is chairman’ and chief executive officer of
, Peabody Energy, the world's (argest coal company. He is a member
coal more efﬁqenﬂy and deanly. He remembers the p\lb— of the Conservation Fund's Corporate Council and The Business
. : . » . Roundtable. He is currently co-chairman of the Coal-Based
lic support behind the United States goal 1o be the first Generation Stakeholders G-oup; vice-chairman of the Center

for Energy and Economic Devalopment; and co-chairman of the
Mational Mining Assoristion’s Sustainable Development and

broad-based support, he believes we can win the techno- Health Care Reform Committees.

nation to put @ man on the meon. With the same kind of

logical race to develop clean-burning coal technologies. N\
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“Even though we don’t have strong
scientific evidence Lo support global
warming, we know that when vou

disturb the natural equilibrium on
Earth, it will have an impact. Burning
coal on a massive scale has to attect

the environment. It’s like the time |
went to my doctor and found out ! had
diabetes. It had been growing inside of
me, bur until the doctor ran tests with
instruments, [ didn’t know. It’s the
same with global warming. It’s growing,
bul we lack the instruments to tell us
how much harm it is cavsing. Still, we

know that putting a lot of carbon into
the air will have a long-term impact.”

RAMESH MALHOTRA
Pesicent

Cnal Network

Macen, Jhio

el " ..'

Mo Mahotrz is founder and presidert of
Cozl hetwork Ire., whic specializes in
brakering raz! and hlended-coal products
primarly in he Midwest, He hed senior
m1iagement pasitions at Neiew Clal
Corparatian and Frzeman Uniter Cral

¥ ning Company. He was born n Indis
and studied a7 “an_ak University, State
University of Sew Yark, Mictigd T i
Uriversivy and Calumbia University. rifs
yrandsen's fontasints are in the concrete
daarster to the company's 12adguarters, h
& remncer to him of his key stakeholdes.
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LISTENING TO QUR STAKEHOLDERS

If Two Heads are Better...

That’s right, 1if two heads are better than one, why not
three? General Electric, Cinergy and Bechtel have

formed a unique alliance to study building an JOAN BAVARIA

Founding Cha'r of CEREES

Integrated Gasification Combined Cycle {1ccc) power B B

plant. The head of GE Energy, John Rice, says 160 Chief Execulive Officer
. . ~ Trit ium Asset Management
| technology, combined with the capture and storage of Boston, Mass.

| CO,, has the potential to substantially change the coal

emissions game. But GE and Cinergy need other part-
“Our goal at cErEs is to begin a dialogue

process that helps companies find creative
ways to balance stakeholder needs. The
dialogue must get personal in order to
build trust. It’s all about solving problems
together. We tap the expertise of our
scientific and financial partners to find
constructive solutions. Sonie people
believe that all hell will break loose if
companies agree to work with ceres.

Ask the people at Cinergy if that is true”

ners to help bring down the cost of power from these
plants. Currently, 1cac technology costs about 2o per-
cent more than a conventional coal plant.

Joarn Bavaria believes that companies, like
peaple, can become blinded by their own importance,
As a founding member of crrEs, the Coalition for
Environmentally Responsible Economies, she partners
with comnpanies who want to be environmental stew-
ards. Her measure of success in inding common
ground is simple: people get aligned to solve common
problems, not 1o advance differing positions.

Jue Edmonds, an expert on climate change, says
we face two critical challenges: We must slabilize con-
centrations of greenhouse gases in the atmosphere.
We also need more, not fewer, technologies to combat
global warming. The magnitude of the problem
requires us o tune up old technologies and accelerate
the development of new ones. ) . o
Ms. Bavaria i¢ co-founder of Trillium Asset Management, which is
an independent investment management firm dedicated to secially
responsibie investing, She has served as president, dircctor and a
senior pertfolic manager, since the incorporation of the firm in j982.

Currently she sits on the boards of CERES, Earthjustice and Earthday
Nelwark, and on the advisory boards of Union of Concerned Scientists

L and Greening of Industry.
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“We will need a variety of technologies
to stabilize the concentration of
tha 11.5. Enefl

chairman-elect ﬂ e Metro Atlanta Chamber of Commerca, a greenhouse gases i the a.tmosphere.

trustee at the Woodruff Arts Center, a member of the Georgia 1cec has great potentia] because it
Tech Board of Advisors and a trustee at the Walker Schoal.

"¢ allows us to capture and store CO, so
i ¢ we can continue to use our abundant

services andg

fossil fuel reserves while simultaneously
making progress on climate change.

At the same time, we must increase the
efficiencies of existing technologies,
such as automobiles, refrigerators and
other energy-consuming equipment.”

JOHN RICE

President and

Chief Executive Officer
GE Energy
Atlanta, Ga.

Bechtel to explore building
an Integrated Gasifications
Combined Cycle (16cc)
plant is a true partngﬁhip; .
it's not a buyer-seller
relationship. Industry people
say, ‘If this project reduces
and stores away CO,, it can
change the 8al game!” We
have to bring down the cost
ercial. This

1
{ Di. Edmonds is a lahoratory fellow at Battelle's
i Joint Global Change Research Institute. He heads an
o~ intarnational global change research program at
Battelle with active collaborations in mare than a
dozen institutions and countries around the world.
He is also the principal investigator for the
Global Energy Technology Strateqy Program to
Address Climate Change, an international
public-private research collaboration.

and large-volume

/
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LISTENING TO QUR STAKEHOLDERS

Value Comes from
Our Values

-

“The Earth is like your home for your life.
It’s kind of like checking out a library
book. You want to read it, learn from it
and everything. When it’s time to give it
back, you should return it as you found it.
People who care about global warming
see the world as kind of in their hands.
They need to teke care of it. People that
don’t care say, ‘Someone else will do it,

3

it's nat my job.

COMMUNITIES

Sometime today go and ask your son, your grand-
daughter or your‘niece or nephew this question:

Do you belicve iy (our) generation is looking out for
your generation? You may be surprised — or dismayed
— by their answers. Brittnee Hunt, a ninth grader,
likes the way that Iroquois tribes weighed important
choices, Their elders asked how their decisions would
affect the next seven generations.

Reverend Richard Cizik belongs to the evangelical
community and David Hawkins is part of the environ-
mental community. Both believe in the importance
of stewarding our nalural resources. The basis for
Reverend Cizik’s belief is Scripture. He believes we are
called by God to steward His creation. David Hawkins
trained to be a lawyer and has spent many decades
working with scientists to protecl our open spaces.
Both want to end the cxploitation of our planet.

When we invest in companies, we are investing
in certain values. Understanding corporate values
can offer a lot of insights into the potential success or
failure of a company. Docs the company value honest,
candid dialogue or do people hide behind words?
Does the company make expedient or wise decisions?
The dollars and cents value we create in the future is

determined by the values we live by today.

CINERGY CORP. 2004 ANNUAL REPORT
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BRITTNEE HUNT

Student, Ninth Grade
Scott High Schoal
Taylor Mill, Ky.

Ms. Hunt is a freshman honor student at Scott High Schoo!
located in Taylor Mill, Ky, 5he is a member of the school's
Student Liaison Group and 4-H Leadership program.

She has also attended summer enrichment classes at
Northern Kenturky University and visual art classes at
Thamas More Collage. Her interests are drawing, reading
and watching Lelevision documentaries about amimals.

.

‘% Complete interviews can be read at eur website: www.cinergy.com
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: : hat: s real and Wi
need tofRy samething about it.

Historically@vangelicals have not

been environmentalists, but 1
believe we are called by Scripture

to do so. Stewardship means we
partake of a gift from God. When
the Bible savs that God granted
Adam and Fve dominian over all the
Farth, He mcans for us to care far it,
not to abuse it. We each have to

take steps. As a society we must

become more energy -cefficient.

DAVID G. HAWKINS

Director, Climate Center
Natural Resources Defense Council
Washington, D.C.

“It took more than 7o million years
for carbon to be taken out of the
atmosphere by plants and turned

into oil, natural gas and coal.
Today, CO, is put back into the
atmosphere by burning these fossil

fuels. We are adding it back 100,000

times faster than it was taken out.
Fach vear we add more. CO, stays
up there a long time, over 100 years.
It’s like unpaid credit card bills;
the longer you overspend,

the worse your debt hecomes.”

Mi. Hawkins is director of The Natural Resources
Defense Council's Climata Center. He joined NRDC in
1971 and worked on air pollution issues until he
was appointed assistant administrator far Air, Noise
and Radiation at the Environmental Protection
Aganry in the {arter administration. He returned to
NRDC in 1981 and worked primarily on reauthorizing
the Clean Air Act, including the develapment of a
national program to combak acid rain,
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Board of Directors

JAMES E. ROGERS, 57, is chairman, president and chief execu-
tive officer of Cinergy Corp. Previously, he served as vice chair
man, president and chief executive officer. Mr. Rogers also holds,
or has held, similar execulive officer positians with Cinergy’s
principal subsidiaries starting with chairman and chief executive
officer of rsr Energy in 1988, He has been a director since 1993
and chairs the Execurive Committee.

MICHAEL G. BROWNING., 58, has been a Cinergy direcior
since 1994 and a director of psr since 1990, He has served as
chair of the Compensation Committee since 1999 and is also

a member of the Corporate Governance and Executive Commit-
tees. Mr. Browning is chairman and president of Browning
Investments Inc., Indianapolis, Ind.

PHILLIP R. COX. 57, has been a Cinergy divector since 1994
and was a director of cosE from 1994 to 1995. He has served as
Public Policy Committee chair since May 2002 and is zlso a
member of the Corporate Governance Committee, Mr, Cox is
president and chief executive officer of Cox Financial
Corporation, Cincinnati, Qhic.

GEQORGE C. JUILFS, 85, has been a Cinergy director since
1994 and was a director of ca&E from 1980 to 1993, He serves
on the Compensation and Public Policy Committees. Le is also
4 directar of Cinergy boundation. Mr. Juilfs is chairman and
chiet executive ofticer of sENcoxe, Newport, Ky.

THOMAS E. PETRY, 65, has been a Cinergy director since 1994
and was a director of cG&E from 1986 10 1995. He serves on Lhe
Compensation and Executive Commitlces. Mr. Petry served as
chairman of the hoard and chief executive officer of Eagle-Picher
Industries Inc.

MARY L. SCHAPIRO, 49, has been a Cinergy director since
1999 and was elected chair of the Audit Conunittee in May 2002,
She also serves on the Public Policy Committee and Is a director
of Cinergy Foundation, Ms, Schapiro is Vice Chairman of nasn,
Washingion, D.C.

JOHN J. (JACK) SCHIFF JR.. 61, has been a Cinergy director
since 1994 and a caiE director from 1986 to 1995, He serves

on the Audit and Compensation Committees. Mr. Schiff is the
chairman, president and chief executive officer of Cincinnati
Financial Corporation and The Cincinmati Insurance Company,
Cincinnati, Ohio.

PHILIP R. SHARP. 52, has been a Cinergy director since 1995
and serves on the Audit and Public Policy Committees, He is
also a director of Cinergy Foundation. Mr. Sharp is director of
the Institute of Politics at Harvard University'’s john T. Kennedy
Scheol of Government.

DUDLEY S. TAFT, 64, has been a Cinergy director since 1994
and served as a director of cosr from 1983 to 1995, He has served
as chair of the Corporale Governance Committee since 1994 [le
is als0 4 momber of the Audit Committee and the Lxecutive
Committee, Mr. Taft is president of Taft Broadcasting Co.,
Cincinnati, Ohio.
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Senior Management Team

JAMES E. ROGERS
Chairman, President and
Chief Executive Cfficer

WENDY L, AUMILLER
Vice President and Treasurer

JOHN BRYANT

Vice President of Cinergy
and President of Cinergy
Global Resources

MICHAEL 1. CYRUS
Exzcutive Vice President of
Cinergy and Chiel Txecutive
Officer of the Regulated
Business Unit

R. FOSTER DUNCAN
Executive Vice President of
Cinergy and Chief Executive
Officer of the Commercial
Business Unit

DOUGLAS F. ESAMANN
Senior Vice President,
Enevgy Portfolio Strategy
and Management

GREGORY C. FICKE
President, cGas

BENNETT L. GAINES
Vice President and
Chief Information Officer

LYNN J. GDOD
Vice President, Finance and
Controller

WILLTAM J. GREALIS
Executive Vice President

J. JOSEPH HALE, JR.

Vice President and Chief
Communications Cfficer
of Cinergy and Presidenl,
The Cinergy Foundation

M. STEPHEN HARKNESS
Vice President of Cinergy
and President of the Cnergy
Services Group

JULTA 5. JANSON
Corporate Secretary and
Chief Compliance Officer

MARC E. MANLY
Executive Vice President
and Chief Legal Otficer

THEQDDRE R, MURFHY 11
Sendor Vice President and
Chief Risk Olficer

FREDERICK J. NEWTON III
Lxecutive Vice President and
Chiel Administrative Qfficer

KAY E. PASHOS
President, rsi

RONALD R. REISING
Vice President and
Chief Procurement Officer

JAMES L. TURNER
Execulive Vice President and
Chief Financial Officer

TIMOTHY J. VERHAGEN
Vice President,
Human Resources
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Cautionary Statements Regarding Forward-Looking Information

In this report Cinergy {which includes Cinergy Corp. and all
of our regulated and nen-regulated subsidiaries) is, at times,
referred to in the first person as “we”, “our”, or *us”,

Cautionary Statements Regarding
Forward-Looking Information

This document includes forward-looking statements within
the meaning of Section 27A of the Securities Act of 1933 and
Section 21E of the Securities Exchange Act of 1934. Forward-
looking statements are based on management’s beliefs and
assumptiens, These forward-looking statements are identified
by terms and phrases such as “anticipate”, “believe”, “intend”,
“estimate”. “expect”, "continug”, “should”, “could”, “may”,
“plan”, “project”, “predict”, “will”, and similar expressions,
Farward-looking statements involve risks and uncertainties
that may cause actual results to be materially different from
the results predicted. Factors that could cause actual results
to differ materially from those indicated in any forward-looking
statement include, but are not limited to:
® Factors affecting operations, such as:

(1) unanticipated weather conditions;

{2} unscheduled generation outages;

{3) unusual maintenance or repairs;

{&) unanticipated changes in costs;

{5) environmental incidents; and

(6) electric transmission or gas pipeline

system constraints.

CIREREY CORP. 2004 ANNUAL REPORT

® Legislative and requlatory initiatives and
legal developments.

B Additional competition in electric or gas markets
and continued industry consolidation.

W Financiat or regulatory accounting principles
including costs of compliance with existing and
future environmental requirements.

m Changing market conditions and ather factors related
to physical energy and financial trading activities.

m The perfermance of projects undertaken hy our
non-regulated businesses and the success of efforts
to invest in and develop new opportunities.

m Avzilability of, or cost of, capital.

m Employee workforce factors.

® Delays and other obstacles associated with mergers,
acquisitians, and investments in joint ventures.

® (osts and effects of legal and admimistrative
proceedings, settlements, investigations, and claims.

We undertake no abligation to update the informaticn
contained herein.

The following discussion should be read in conjunction with
the accompanying consolidated financial statements and related
notes included elsewhsre in this report. We have reclassified
certain prior year amounts in the financial statements to
canform to curent presentation. In addition, the results
discussed in this report are not necessarily indicative of
the results ta be expected in any future periods.




Review of Financial Condition and Results of Operations

Executive Summary

TIn the Review of Financial Condition and Resubts of Dperations,
we explain our general operating environment, as well as

our results ¢f operations, liquidity, capital resources, future
expectations/trends, market risk sensitive instruments, and
accounting matters. Specifically, we discuss the following:

w factors affecting current and future operations;
W why results changed from period to period;

m potential sources of cash for future capital
expenditures; and

m how these items affect our overall financial cendition.
ORGANIZATION

{inergy Corp., 2 Delaware corporation organized in 1993, owns
all outstanding cammon stock of The lincinnati Gas & Electric
Company (CG&E) and PSI Energy, Inc. (PSI}, both of which are
public utitities. As a result of this ownership, we are considered
a utility holding company. Because we are a halding company
with material utility subsidiaries operating in multiple states,
we are registered with and are subject to regulation by the
Securities and Exchange Commission (SEC) under the Puplic
Utitity Holding Company Act of 1935, as amended (PUHCA). Our
other principal subsidiaries are Cinergy Services, Inc. (Services)
and Cinergy Tnvestments, Inc. (Investments),

CG&F, an Ohio corporation organized in 1837, is a
combination electric and gas pubkic utitity company that provides
service in the southwestern portion of Ohic and, through The
Union Light, Heat and Power Company {ULH&P), in nearby areas
of Kentucky, CG&E is respansible for the majority of our power
marketing and trading activity. CG&E's principal subsidiary,
ULH&P, a Kentucky corporation organized in 1901, provides
electric and gas service in northern Kentucky.

PSI, an Indiang corporation organized in 1942, is a vertically
integrated and vegulated electric ubibty that providas service in
north ceniral, central, and southern Indiana.

The following table presents further information related to
the opergtions of our domestic utility companies {our utility
operating companies):

PRINCIPAL LINE(5) OF BUSINESS

CG&E and subsidinries

B Generation, transmission, distribution, and sale
of electricity
W Sale and/or transportation of natural gas

B Eiectric commodity marketing and trading eperations

PSI

m Generation, transmission, distribution, and sale
of efectricity

Services 15 a setvice company that pravides our subsidiaries
with a variety of centralized administrative, management, and
suppart services. Investments halds most of our non-regulated,
energy-related businesses and investments, including natural
gas marketing and trading operations {which are primarily
canducted through Cinergy Marketing and Trading, |.P (Marketing
& Trading), one of cur subsidiaries).

We conduct operations through our subsidizries and manage
aur businesses thraugh the following three reportable segments:

w Commercial Business Unit (Commercial);
® Regulated Business Unit (Reguiated); and

® Power Technology and Infrastructure Services Business Unit
(Power Technology and Infrastructura).

See Note 16 of the Notes to Financial Statements for
financial information by business seqment.

FINANCIAL HEGHLIGHTS

Net income for the years ended December 31, 2004, 20€3, and
2002 was as follows:

{tn millians) 2004 2003 2002

Net income $401 §470 §$361

The decrease in net income for the year ended
December 31, 2004, as compared to 2003, was primarily
due to the following factors:

® Higher operating costs due, in part, to increases in
costs for emplayee labor and benefits, praduction
maintenance, and the implementation of a continuous
impravement initiative;

m Lower margins from the sale of electricity in Cammercial
primarily due to higher fuel and emission allowance costs;

® Impairment and dispesal charges on certain investments
primarily in Power Technalogy and Infrastructure; and

® Net gains recagnized Tn 2003 resulting from the
implementation of certain accounting changes and
the disposal of discontinued operations.

These decreases were partially offset by:

® A higher price received per megawatt hour (MWh) resulting
fram the Indiana Utility Regulatary Commission’s {IURC)
approval of PST's hase retail electric rate increase in
May 2004;

® Growth in non-weather related demand for electricity;

® An increase in gross margins on pawer marketing, trading,
and origination contracts; and

# A gain related to a Power Technology and Infrastructure
investment.
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Our increase in net income for the year ended
December 31, 2003, as compared to 2002, was primarily
due to the following factors:

W Increases in gas gross fargins as a result of an increase
in base rates for Ohio customers, colder weather and
increased volatility in gas prices in the first quarter of
2003, as compared to 2002, and an increase in natural
gas sold froem storage:

® Lower operating costs primarily resulting from the
recognition of higher costs in 2002 associated with
empLoyee Severance programs;

® Lower property taxes, primarily resulting from the
change in property value assessment in the state of
Indiana in 2003;

® The 2002 write-off of certain investments;

® A net gain recagnized in 2003 resulting from the
implementation of certain accounting changes;

® Gains realized in 2003 and losses incurred in 2002 from
the disposat of discontinued operations; and

® Lower income taxes resyulting primarily from tax credits
associated with the production of synthetic fuel, which
began in July 2002.

These increases were partially offset by:

® A decrease in electric gross margins primarily due to
milder weather in 2003; and

w A decline in electric gross margins associated with aur
natural gas peaking assets.

For further information, see Results of Cperations,
FORWARD-LOOKING CHALLENGES AND RISKS

Environmental Challenges

We face many uncertainties with regard to future environmental
legislation and the impact of this legislation on our generating
assets and our decisions to construct new assets. In two separate
rulemakings, the Environmental Frotection Agency (EPA) has
praposed significant reductians in sulfur dioxide (5C2), nitrogen
oxides {NOyx) and mercury emissions from power plants, neither
of which have been finalized. Additionally, multi-emissions
reductions legislation could be passed in 2005 that may Lake
the place of these proposed rulemakings. Tn 2004, our utility
operating companies began an environmental construction
program to teduce overall plant emissions that s estimated to
cost approximately $1.8 billion over the next five years. We
believe that our construction program optimally balances these
uncertainties and provides a lavel of emission reduction that
will be raquired and/or economical to us under a variety of
possible regulatory outcames, See Envircnmental Issues in
Liguidity and Capital Resources for further information.
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Regulatory Challenges

Ohio has enacted electric generation deregulation legislation.
[G&E's residential customers are in a market development
period through 2005, during which prices are fixed, while
non-residential customers are under a recently approved rate
stabilization plan (RSP} that runs through December 31, 2008,
Restdential customers will be under the RSP beginning in 2008,
also ending in 2008. At this time, it is difficult to predict how
the requlatary environment will look after the rate stabilization
period ends. To date, deregulation in Ohio has not progressed
as originally anticipated and the Ohio General Assembly may
censider re-regulation laws as early as 2005. However, the
possibility of deregulation or a hybrid of both deregulation
and regulation stilt exists, These regulatory uncertainties are
particularly chalienging as we attempt to address short-term
and long-term generation capacity needs as well as environmental
requirements previously discussed. See Requlatory Dutlook and
Significant Rate Developments in Future Expectations/Trends for
further discussion of these risks and uncertzinties,

Midwest Independent Transmission System Operator, Inc.
(Midwest IS0} Energy Markets

The projected implementation date is April 1, 2005 far the
Midwest IS0 ta begin operating under the Energy Markets Tariff
(sometimes referred to as a Locational Marginal Pricing (LMP)
market or MISO Day 2 market). The implementation of an LMP
market will introduce new scheduling requirements, new
products for mitigating transmission congestion risks, and new
pricing points for the purchase and sale of power. We are in the
process of preparing for the implementation and the Midwest
150 is currently conduciing market trials and testing of the
Energy Markats. This is a significant undertaking by the Midwest
150 and its stakehalders and testing is not yet complete. See
Midwest IS0 Energy Markets in Future Expectations/Trends for
further details regarding these new markets.

Rising Coal and Emission Allowance Prices

The prices of coal and S0 allowances have increased
dramatically in 2004, as compared to 2003. Contributing to
the increases in coal and 50z prices have been (1) increases
in demand for electricity, {2) environmental regulation, and
{3) decreases in the number of suppliers of coal from prior years.
Since rates have been frozen for non-residential customers
through 2004 and residential customers through 2005, pursuant
to Ohio deregulation, these increases in coal and emission
altowance prices could net be recovered through rates. The
impact of these price increases on earnings is discussed in more
detail in Results of Operations, See Generation Portfolio Risks in
Market Risk Sensitive Instruments for information an how we
plan to mitigate these risks going forward.




Results of Operations

GROSS MARGINS

Given the dynamics of our business, which include ragulatory
revenues with directly offsetting expenses and commodity
trading operations for which results are primarily reported on
a net basis, we have concluded that a discussion of pur results

REVIEW OF FINANCIAL CONDITIGN AND RESULTS OF OPERATIONS

on a gross margin basis is mast appropriate. Electric gross
margins represent electric aperating revenues less the related
direct costs of fuel, emission allewances, and purchased power.
Gas gross masgins represent gas operating revenues less the
related direct cost of gas purchased. Within each of these areas,
we will discuss the key drivers of our results. Gross margins for
Regulated and Commercial for the years ended December 31,
2004, 2003, and 2002 were as follows:

fire miltiang)

Electrie gross margin(l)
Gas gross margint)

Total gross margin

REGULATED COMMEREIAL
2004 2003 2000 2006 2003 2002
§1656 51,460 $1,571 $637 $714 §735
263 244 203 92 88 77
R $1,919 $1,713 §1,774 3729 t802 §812

(1) Electric gross margin is coleuloted as Clectric operating revenues fess Fuel, emission allowances, and purchased power expense from the Statements of Incowne.
2) Gus gross morgm is caleatoten as Gas operating reévenues {ess Gas purchased expense from the Statements of Income.

Cooling deqree days and heating degree days are metrics
commanly used in the utility induskry as a measurs of the
impact weather has on results of operatians. Cooling degree
days and heating degree days in our service territory for
the vears ended December 31, 2004, 2003, and 2002 were
as follows:

2004 2003 2002

Looling degree days(h 282 831 1,357
Heating degree days(®) 5,006 5,316 5,093
(1) Cooling dogree veys are the differences befween the average temperature for each
duy and 65 degrees, assuming ing average temperature fs greater than 65 degrees.
(2) Heating degroe duyy are ihe offferences between the averoge temperature for each
day and 65 degrees, assaming the evercge temperafure is less thar 65 degrees.

The change in cooling degree days and heating degree days
did not have a material effect on our gress margins for the year
ended December 31, 2004, as compaied to 2003,

Regutated Gross Margins

The 13 percent increase in Regulated's electric gross margins
for the year ended December 31, 2004, as compared to 2003,
was primarily due to the following factors:

B An approximate 580 million increase resulting from a
higher price received per MWh due to PSI's base retail
electric rale increase in May 2004; and

B An approximate $32 million increase due to growth in
non-weather related demand,

The eight percent increase in Regulated’s gas gross marging
for the year ended December 31, 2004, as compared to 2003,
was primarily due to an approximate $16 million increase in
tariff adjustments mainly associated with the gas main
replacement program, Partially offsetting this increase was
an approximate $7 million decrease reflecting a decline in
non-weather related demand.

The six percent decrease in Regulated's electric gross
margins for the year ended December 31, 2003, 25 compared to
2002, was primarily due to a decline in retail electric margins
mainly reswtting from milder weather, Cooling degree days were

down 39 percent in our service territory. Partiatly offsetting this
decrease was an increase in rate tariff adjustments associated
with certain construction programs at PSIL
The 20 percent increase in Regulated's gas gross margins for
the year ended December 31, 2003, as comparad to 2002, was
primarily due to the following factors:
B An increase in base rates, as approved by the Public
Utilities Commission of Ohio (PUCO) in May 2002,
and tariff adjustments associated with the gas main
replacement program and Ohio excise taxes; and
w The colder weather in the first quarter of 2003, compared
to 2002, which resulted in a greater amount of thousand
cubic feet (mef) delivered to customers.

Lommercinl

Gross Margins The 11 percent decrease in Commercial's
electric gross margins for the year ended December 31, 2004, as
compared to 2003, was primarily due to the following factors:

B An approximate $51 million increase in CGEE's average
price of Fuel without a matching increase in the price of
pawer charged to customers (the majority of which were
under fixed price contracts); and

¥ An approximate $62 million increase in emission allowance
costs, primarily due to increases in 50; emission allowance
market prices, without a matching increase in the price of
power charged to customers, The number of 50z emission
allowances used also increased in 2004,

Partially offsetting these decreases were:

B An approximate $24 million increase in gross margins
on power marketing, trading, and origination contracts
attributable to higher margins on physical and financial
trading, primarily related to regional spreads between the
mideast and midwest markets; and

® An approximate $15 million increase due to growth in
non-weather related demand,
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Commercial’s gas gross margins under generally accepted
accounting principles (GAAP) and Commercial’s adjusted gas
gross marging were relatively flat in 2004, as compared to 2003,
although volatility during 2004 was significant due to timing
differences in revenue recognition between physical storage
activities and the associated derivative contracts that hedge the
physical storage. We evaluate the results of our gas marketing
and trading business on an economic basis, which we term
“adjusted gas gross margins”.

Our gas marketing and trading husiness regularly hedges
its price exposure of natural gas held in storage by selling
derivative cantracts for winter month delivery. The majonity
of the gas held in storage is designated as being hedged
under Statement of Financial Accounting Standards No. 133's,
Accounting for Devivative Instruments and Hedging Activities
(Statement 133), fair vaiue hedge accounting model, which
allows the gas to be accounted for at its fair value {based on
spot prices). Under GAAP, the derivative contracts hedging the
gas are accounted for at fair value (based on forward winter
prices). Conversely, the agreements with pipelines to stove this
natural gas until the winter periods are not derivatives and are
not adjusted for changes in fair value {see footnote 1 in the
tahile below). i

For a2 more complete understanding of our gas marketing
and trading results, we have prepared the following table, which
recanciles the gas margins under GAAF, the impact of adjusting
these marging for the fair value of pipeline agreements and
certain gas held in storage, and the resulting adjusted gas
grass marging:

2004 2003

i milions) CHANGE
Gas margins, as reportad (GAAP) 392 388 34
Fair value adjustments not
recognized under GAAPTY (7} (2)
Adjusted gas gross margins §85 32

(1) Reiores to foir volte of storage agreemants, The vedue af @ storage agreement s
the abiity te store and optmtize gas betweent perods of lower prices (tynicoily
summer} aed pencds of maher pnces (tymcatly winterd, A wrge component of the

ivvalue i Hherefare the differences Getween winfer paces and spol prices, As s
spreqd gets wider, the value of @ storage agreement incredses.

The three percent decrease in Commercial’s electric gross
margins for the year ended December 31, 2003, as compared to
2002, was primartly due to a decline in margins associated with
Commercial’s natural gas peaking assets in 2003, as compared
to D02, Partially offsetting this decrease were higher margins
from physical and financial trading primarily in and around
the midwest.

The 14 percent increase in Commercials gas gross margins
for the year ended December 31, 2003, as compared to 2002,
was primarily due to the following factors:

m An increase in the volatility of natural gas prices in the
first quarter of 2003, as compared to the same period in
2002; and

m An increase in natural gas sold out of storage in 2003,
Marketing & Trading began engaging in significant storage
activities at the end of the second guarter of 2002,
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Dther Operating Revenues and Costs of Fuel Resold The
41 percent increase in Other Uperating Revenues for the vear
anded December 31, 2004, as comparad to 2003, was primarily
due to the following factors:

m An gpproximate 567 million increase in Cammercial's
revenues from coal origination resulting from increases
in coal prices and the number of coal origination
contracts. Coal origination includes cantract structuring
and marketing of physical coal; and

m An approximate $28 million increase in Commercial's
revenues from the sale of synthetic fuel.

The 22 percent increase in Otber Operating Reventres for
the year ended December 31, 2003, as compared to 2002, was
ptimarily due to an increase in Commercial’s revenues from the
sale of synthetic fuel, which began in July 2002. This increase
was partially offset by a decline in Commercial’s reveriues from
coal origination.

Casts of fuel resold includes Cammercial's costs of coal
erigination activities and the production of synthetic fuel. In
2004, both of these costs increased, while Tn 2003, the cost of
nroducing synthetic fuel increased and the costs of coal origina-
tion activities decreased. These changes are consistent with the
changas in the associated revenues as previously discussed,

The following explanations correspond with the line items
om the Statements of Income. However, only the line items that
varied significantly from pricr periods are discussed.

OTHER OPERATING EXPENSES

-_f;fn riftions} T 2004 2003 2002
Operation and maintenance $1,282 31,119 31,202
Depreciation 460 399 404
Taxes other than income taxes 254 250 263

Total $1,996 31,768 31,869

Operation and Maintenance
The 15 percant increase in Operation and mamtenance
axpense for the year ended December 31, 2004, as compared
to 2003, was primarily due to the following factors:
= (osts primarily associated with employee tabor and
benefits increased approximately $50 millicn. Labor
and benefit costs increased approximately six percent:
= Maintenance expenses, primarily production related,
were higher by approximately $26 milkion;
® A appraximate $20 million of costs incurred in 2004
- related to a continuous improvement initiative;
® Higher transmission costs of approximately $15 mitlion.
This increase was due, in part, to refunds received in
2003, which offset a portion of the costs for that
year; and
® A gporoximate $14 million increase in operation
expenses for non-reaultated service subsidiaries that
started aperations, or became fully consolidated, after
the second guarter of 2003,




These increases were partially offset by

W The recagnition of approximately $14 million of costs
associated with voluntary early retirement programs and
employee severance programs in 2003; and

= An approximate $12 million for costs incurred in 2003
associated with the bankruptcy of Enron Corp.

The seven percent decrease in Operation and maintenance
expense for the year ended December 31, 2003, as compared
to 2002, was primarily due to the following factars:

® The recognition of higher costs associated with employee
severance programs in 2002;

W Decreased transmission costs, largely the result of changes
in the Midwest IS0 operations; and

W A decrease 1n employee incentive costs.

These decreases were partiaily offset by:

® The charges associated with our resolution of claims with
respect to the bankruptey of Enren Corp.; and

| An increase in maintenance expense for our generating
unhits and overhead lines.

Depreciation

The 15 percent increase in Depreciation expense for the year
ended December 31, 2004, as compared to 2003, was primarily
due to ihe following factors:

® Ap approximate $36 million increase due to the addition
of depreciatle plant, primarily for pollution contral
equipment, and the accelerated gas main replacement
program; and

B An approximate $27 million increase resulting from
a) higher depreciation rates, as a result of changes in
useful lives of proguction assets and an increased mte for
cost of removal and b) recovery of deferred depreciation
costs, both of which were approved in PSI's latest retail
rate case,

These increases were partially offset by zpproximately
315 millicn due to longer estimated useful (ives of CG&E's
generation assets resulting from a depreciation study comnpleted
during the third quarter of 2003.

The one percent decrease in Deprecintion expense for the
vear ended December 31, 2003, as compared to 2002, was
primarily due to the following factors:

B An increase in estimated useful lives of CG&E's generation
assets rasulting from a depreciation study completed
during the third quarter of 2003; and

® CG&E's discontinuance of aceruing costs of removal for
generating assets (which was previously included as part
of Depreciation expense} as a result of the adoption of
Statement of Financial Accounting Standards No. 143,

Accounting for Asset Retiremert Obligations (Statement 143).

See Note 1(J) of the Notes to Financial Statements for
further details. Prior periods were not restated for the
adoption of Statement 143,
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Partially offsetting these decreases was the addition of
depreciable plant primarily including pellution control eguip-
ment, accelerated gas main replacement program assets, and

" equipment associated with the production of synthetic fuel.

Taxes Other Than Income Taxes

faxes other than income taxes Tor the year ended December
31, 2004, as compared to 2003, were relatively flat. The five
percent decrease in Faxes other than income taxes expense for
the year ended December 31, 2003, as compared to 2002, was
primarily due to lower property taxes, which were partially
offset by increased excise taxes. This decrease was primarily
a result of & change in property value assessments in the state
of Indiana in 2003,

EQUITY IN EARNINGS OF UNCONSOLIDATED SUBSTDIARIES

The increase in Equity in Famings of Unconsofidated Subsidigries
for the year ended December 31, 2004, as compared to 2003,
was primarily due to a gain of approximately $21 million relating
to the sale of most of the assets by a company in which Power
Technology and Infrastructure holds an investment. See Note 15(B)
of the Notes to Financial Statements for further infermation.
Equity in Earmings of Unconsolidated Subsidiaries for the year ended
December 31, 2003, as compared to 2002, was relatively flat.

MISCELLANEQUS INCOME {EXPENSE) — NET

The decrease in Miscellaneous Income (Expense) — Net for

the year ended December 31, 2004, as comparesd to 2003, was
primarily due to the recognition of approximately $56 million
in impairment and disposal charges in 2004 primarily associated
with certain investments in the Power Technology and
Enfrastructura portfolio, The values of these investments reflect
our estimates and judgments about the future performance of
these investments, for which actual results may differ. A
substantial portion of these charges relate to a company, in
which we hold a nen-controlling interest that sold its major
assets in 2004, This campany is invelved in the develapment
and sale of cutage management software,

This decrease was partially offset by interast income of
approximately $9 million on the notes receivable of two
subsidiaries consolidated in the third quarter of 2003.

The increase in Miscellaneous Income (Expense) -— Net for
the year ended December 31, 2003, as compared to 2002, was
primarily due to the following factors:

= 2007 write-offs of certain equipment and technology
investments and costs accrued related to the termination
of a contract for the construction of combustion
turbines; and

® Interest income on the nctes receivable of two newly
consolidated subsidiaries in 2003, See Note 1(Q)(7) of
the Nates to Financial Statements for further details.
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Partially offsetting these increases were net gains realized in
2002 from the sale of equity investments in certain renewable
energy nrojects.

INTEREST EXPENSE

The twa percent increase in Interest Expense for the year ended
December 31, 2004, as compared to 2003, was primarily due to
the following factors:
® An approximate $12 million increase due to our recognition
of a note payable to a trust; and
® An approximate $9 million increase related to additional
debl recorded in accordance with the consolidation of two
new entities.

The note payable and additional debt were both recorded in
July 2003 resulting from the adoption of Financial Accounting
Standards Board (FASB) Interpretation No. 46, Consolidation of
Vartable Interest Entities (Interpretation 46).

These increases were partially offset by:

W A decling in average long-term debt; and

# Charges recorded during 2003 asscciated with (G&E's
refinancing of certain debt.

The 11 percent increase in Interesi Expense for the year
ended December 31, 2003, as compased to 2002, was primarily
due to the following factors:

W An increase in average long-term debt outstanding during
the year ended December 31, 2003;

™ Charges during 2003 associated with the re-financing of
certain debt; and

m Additional debt recorded in July 2003 with the consolida-
tion of two new entities and the recognition of a note
payable to a trust resulting from the adoption of
Interpretation 46. See Note 1(0){7} of the Notes to
Financial Statements.

These increases were partially offset by a decrease in
short-term interest rates,

PREFERRED DIVIDEND REQUIREMENT OF SUBSIDIARY TRUST

The decrease in Preferred Dividend Reguirement of Subsidiory
Trust for the years ended December 31, 2004 and 2003, as
compared to the years ended 2003 and 2002, respectively,
was a result of the implementation of Interpretation 46.
Effective July 1, 2003, the preferred trust securities and the
related dividends were no longer reported n our financial
statements. However, interest expense is still being incurred
on a note payable to this trust as previously discussed.

See Naote 1(Q)¢7) of the Notes to Financial Statements for
further details.
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INCOME TAXES

Qur 2004 effective tax rate was approximately 21 percent, a
decrease of four percent from 2003, resulting from a greater
amount of tax credits associated with the production and sale
aof synthetic fuel and the succassful resolution of certain

tax matters.

Qur effective tax rate for 2003 was approximately 25 percent.
The decrease in the effective income tax rate for the year ended
December 31, 2003, as compared fo 2002, was primarily due to
tax credits associated with the preduction and sale of synthetic
fuel, which began in July 2002,

DISCONTINUED OPERATIONS

In 2002, we sold and/or classified as held for sale, several,
non-care investments, including renewable and international
investments. During 2003, we completed the disposal of our gas
distribution operation in South Africa, sold aur remaining wind
assets in the Unfted States, and substantially sold or liguidated
the assets of our energy trading operation in the Czech Republic.
Pursuant to Statement of Financial Accounting Standards No. 144,
Accounting for the Impairment or Disposel of Long-lived Assets
[Statement 144), these investments were classified as discon-
tinued operations in our financial statements. See Note 14 of
the Notes to Financial Statements for additional infarmation.

CUMULATIVE EFFECT OF CHANGES IN ACCOUNTING PRINCIPLES

In 2003, we recognized a fumulotive effact of chonges

in accounting principles, net of tax gain of approximately

$26 million. The cumulative effect of changes in accounting
principles was a result of the adoption of Statement 143 and
the rescission of Emerging Issues Task Force (EITF) Issue 98-10,
Accounting for Contracts Involved in Energy Trading and Risk
Management Activities (EITF 98-10). See Note 1{Q}(7v) of the
Motes to Financizl Statements for further information.

Liquidity and Capital Resources

HISTORICAL CASH FLOW ANALYSIS FROM
CONTINUING OPERATIONS

Operating Activities from Continuing Operations

Cur cash flows provided by operating activities from
continuing operations were approximately $833 million,
$946 million, and $956 million for the years ended Dacember 31,
2004, 2003, and 2002, respectively. The tariff-based gross
margins of our utility operating companies continue te be
the principal source of cash from operating activities. The
diversified retail customer mix of residential, commarcial,
and industrial classes and a commodity mix of gas and electric
services provide a reasonably predictable gross cash flow. For




the year ended December 31, 2004, our decrease in net cash
provided by operating activities was primarily due to unfavar-
abte working capital fluctuations, including the build up of fuel
znd emission allowances inventory. Our net cash provided by
operating activities in 2603 was camparable to 2002, comprised
of decreases at CG&E and PSI, offset by improved operating
cash flows al our non-requiated subsidiaries.

Financing Activities from Continuing Operations

Dur cash flows used in financing activities from continuing
operations were approximately 5234 million and $245 million
for the years ended December 31, 2004, and 2003, respactively,
compared to cash inflaws of approximately $43 million for the
year ended December 31, 2002, Qur net cash used in financing
activities in 2004 was comparable to 2003, For the year ended
December 31, 2003, our net cash used in financing activities
increased, 3s compared to 2002, pnmarily due to increases in
redemptions of long-term debt.

Investing Activities from Continuing Operations

Dur cash flows used in investing activities from continuing
operations were approximately $604 million, $732 millicn, and
$886 millian for the years ended December 31, 2004, 2003, and
2002, respectively. For the vear ended December 31, 2004, our
decrease in net cash used in investing activities was primarily
due 1o decreases in capital expenditures related to enargy-
related investments, For the year endec December 31, 2003, our
net cash used in investing aclivities decreased, as compared to
2002, primarily due 1o decreases in capital expenditures related
to envirenmental compliance programs and other energy-related
investments. We also purchased a synthetic fuel praduction
facility during 2002.

CAPITAL REQUIREMENTS

Environmental Issues

Propased Environmental Protection Agency Requlations In
December 2003, the United States EPA proposed the Clean Air
Interstate Rule (CAIR), formerly the Interstate Air Guality Rule,
which would require states to revise their State Implementation
Plans {SIP) to address alleged contributions to downwind
non-attainment with the revised Mational Ambient Air Quality
Standards for ozone and fine particulate matter. The proposed
rule would establish a two-phase, regianal cap and trade
program far 50z and MOy, affecting approximately 30 states,
including Qhio, Indiana, and Kentucky, and would require SO;
and N0y emissions to be cut approximately 70 percent and
65 percenl, respectively, by 2015. The EPA also issued draft
regulations regarding required reductions in mercury emissions
from coal-fired power plants {Clean Afr Mercury Rule). The
draft regulations include two possible alternatives ta achieve
emissions reductions: a mercury cap and trade program or source
specific reductions achieved through a cemmand and control
approach. The cap and trade approach would pravide a longer
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cempliance horizen and provide more flexible compliance
optians for coal-fired generators, including the purchase of
allowances in Geu of further capital expenditures with respect
to these investments. This approach would requite a reduction
of approximately 30 percent by 2010 and 70 percent hy 2018.
The source specific reduction approach would require a reduc-
tian of approximately 30 percent by 2008. The EPA is expected
to issue final rules on CAIR and the Clean Air Mercury Rule by
March 2005.

Over the 2005-2009 time pericd, estimated capital costs
associated with reducing mercury, 502, and NOx in compliance
with the currently proposed CAIR and Clean Air Mercury Rule are
not expected to exceed approximately $1.72 bitlion if the EPA
approves the mercury cap and trade approach and approximately
§2.15 billion if the EPA appraves the source specific reduction
approach without & cap and trade program. These estimates
include estimated costs to comply at plants that we own but do
not operate and could change when taking into consideration
compliance plans of co-owners or operators involved. Moreover,
as market conditions change, additional compliance options may
became available and our plans will be adjusted accardingly.
Approximately 60 percent of these estimated environmental
costs would be incurred at PSI's coal-fired plants, for which
recovery would be pursued in accordance with regulatory
statutes governing environmental cost recovery. CG&E would
receive partial recovery of depreciation and financing costs
related to envircnmental comphiance projects for 2005-2008
through its recently approved RSP. See Note 11(B)(iii) of the
Notes to Financial Statements for more details.

In June 2004, the EPA made final state non-attainment
area designations to implement the revised pzone standard.

In January 2005, the EPA made final state non-attainment area
designations to implement tha new fine particulate standard.
Several counties in which we operate have been designated as
being in non-attainment with the new czone standard and/or
fine particulate standard, States with counties that are desig-
nated as being in non-attainment with the new czone and/or
fine particulate standards are reguired to develop 2 plan of
compliance, Although the EPA has attempted te structure the
CATR to resolve purported utility cantributions to ozone and
fine particulate non-attainment, at this time, we cannot predict
the effect of current ar future non-attainment designations an
our financial position or results of operations,

In May 2004, the EPA issued proposed revisions to its
regional haze rules and implementing guidelines in response to
a 2002 judicial ruling overturning key provisions of the original
program. The regional haze program is aimed at reducing certain
emissions impacting visibility in national parks and wilderness
areas. The EPA is currently considering whether S0z and NOx
reductions under the CAIR regulation will also satisfy the
reduction requirements under the regional haze rule. However,
the tegional haze rule, when finalized, could potentially require
significant additional SOp and NOx reductions necessitating the
instatlation of poliution contrels for certain generating units
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at our power plants, In light of the EPA's ongoing rulemaking
efforts and the fact that the states have yet to announce how
they will implement the final rule, at this time it is not possible
to predict whether the regional haze rule will have a material
effect on our financiat position or results of operations.

Ctear Skies Legislation President Bush has proposed
enyironmental legislation that would combine a series of Clean
Air Act (CAA) requiremants, including the recently proposed
regulations for mercury and particulate matter for coal-fired
power plants with a legislative solution that includes trading
and specific emissions reductions and timelines to meet those
reductions. The President’s “Clear Skies Initfative” would seek
an overall 700 percent reduction in emissions from power plants
over a phased-in reduction schedule beginning in 2010 and
continuing through 2018. When the Clear Skias Initiative was
stalled in Congress, the EPA proposed the CAIR regulations to
accomplish Clear Skies’ goals within the existing framework of
the CAA. Clear Skies has been reintroduced in the Senate and
could be cansidered in Committee over the next several weeks.,
However, at this time, we cannot predict whether this or any
multi-emissians bill will achieve approval.

Energy Bill The United States House of Representatives
(House) passed the Energy Policy Act in April 2003, The legisla-
tien, as passed in the House, included the repeal of the PUHCA,
as well as tax incentives for gas and electric distributicn lines,
and combined heat and power and renewable energy projects.
The United States Senate (Senate} Energy and Naturat Resources
Committee passed its version of comprehensive energy legislation
in April 2003. A conference agreement which merged both the
House and Senate versions passed in the House in October 2003,
but failed to pass in the Senate. The legislation will be
introduced again during the 109th Congress, however, it s

anticipated that several changes will he made. At this time,
it is not possible to predict whether a final energy bill will
pass in 2005,

Environmental Lawsuits Wa are currently involved in
the following lawsuits which are discussed in mare detail in
Note 11(A) of the Notes to Financial Statements. An unfavorahble
outcome of any of these lawsuits could have a material impact
on our liguidity and capital resources.

® (AA Lawsuit

& Carbon Dioxide (€02} Lawsuit

w Selective Catalytic Reduction Units at Gibson

Generating Station
m Zimmer Generating Station Lawsuit
m Manufactured Gas Plant Sites

m Ashestos Claims Litigation

Capital and Investment Expenditures

Actual construction and other committed expenditures for
2004 were approximately $701 million. Forecasted construction
and other committed expenditures for 2005 are approximately
$1.1 billion and for the five-year period 2005-2009 (in naminal
dollars) are approsimately $5.4 billion. In 2004, we spent
$203 million for NOx and other environmental compliance
projects. Forecasted expenditures for environmental compliance
projects ¢in nominal dollars) are approximately 5465 millicn
for 2005 and £1.8 bildon for the 2005-2009 periad. The vast
majority of this forecast includes our entire estimate of costs
to comply with draft regulations requiring reductions in mercury,
N0y, and 50; emissions, assuming a cap and tvade approach to
mercury amissions. Appraximately 80 percent of these estimated
environmental costs would be incurred at PSI's regulated coal-
fised plants. See Environmentat Issues for further discussien.

Contractual Cash Obligations

The following table presents our significant contractual cash cbligations:

PAYMENTS DUE

THERE-
{in mittions) 2005 2006 2007 2008 2009 AFTER TOTAL
Capital leases 3 7 § 7 3 $ 10 310 § 24 $ 65
Operating leases 43 36 28 18 14 27 166
Long-term debt(1 220071(3) 355 720 551 270 2,376 4,498
Fuel purchase contractst<) B7% 495 420 49 - - 1,843
(ther commodity purchase contractsts) 28 7 1 - - 39

Total $1,177 5900 $1,184 $629 $294 §2,427 $6,611

{1) Amounis do nol inplude interest paymenis, See the Consolidated Steterments of Capitalization for disclosure of intarest razes for inferast payments,
{2) includes FST's 5.50% Debentuves due August 1. 2026, reflected o5 moturing in 2005, as the interest rate is due o reset on August 1, 2005, If the fnterest rate does not resel,

the bonds are subject to mandatory redemption by FSI

(3} CG&E'S 6.90% Depentures due Sune 1, 2025, are putable fo (GAE ot the option of the holders on June 1, 2005. However, hased upen carrent market conditions, we believe it s

undikely that the detientures will hie put to LGEF on this vote,

f4) We have sigmificantty more coal tuder rontract; however, these mntracts contaln price re-cpener grovisions effectively moking them varfable contracts aftes rerlon dales. Londoct

coal after the price re-gpaner gate is thergfore excluded from this table.

15) Tncludes tang-Less controcts qorointed for e o gwecuod bosis, Soe the Falp Valve f (oRtaacts wakerdty table in Macket Risk Sensitive Instruments for discloswre of energy broding

contracts that ere occounted for ¢t fair valve,
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Pension and Other Postretirement Benefits

We maintain qualified defined bensfit pension plans covering
substantially all United States employees meeting certain
minimum age and service regquirements. Plan assets consist
of investments in equity and debt securities. Funding for the
qualified defined benefit pension plans is based on actuarially
determined contributions, the maximum of which is generally
the amgunt deductible far tax purposes and the minimum being
that required by the Employee Retirement Income Security Act
of 1974, as amended (ERISA). Although mitigated by strong
performance in 2002 and 2004, ongaing retiree payments and
the deciine in market value of the investment portfolio in 2002
reduced the assets held in trust to satisfy plan ohligaticns.
Additionally, continuing low long-term interest rates have
increased the lability for funding purposes. As a result of these
events, our near term funding targets have increased substan-
tially. We have adopted a five-year plan to reduce, or eliminate,
the unfunded pension obligation initially measured as of
January 1, 2003. This unfunded abligaticn will be recalculated
as of January 1 of each year in the five-year plan, Because this
unfunded obligation is the difference between the Liabitity
determined actuarially on an ERISA hasis and the market value
of plan assets as of January 1, 2003, the liahility determined by
this calculation is different than the pension liability calculated
for accounting purposes reported an cur Balance Sheets.

Our minimum required contribution in calendar year 2004
was 516 million, as compared to $11 million in calendar year
2003. Actual contributions during calendar year 2004 and 2003
totaled $117 millicn and $74 million, reflecting additional
discretionary contributions of $101 million and $63 million,
respectfully, under the aforementioned five-year plan, Due to
the significant 2004 and 2003 calendar year contributions,
our minimum required contributions in calendar year 2005 are
expected to be zero. Should we continue funding under the
five-year plan, discretionary contributions are expected to be
572 mitlion in 2005, We may consider making discretinnary
contributions in 2008 and future periods; however, at this time,
we are unable to determine the amount of thase contributions,
Estimated contributions fluctuate based on changes in market
performance of plan assets and zctuarial assumptions. Absent
the occurrgnce of interim events that could materially impact
these targets, we will update our expected target contributions
annually 25 the actuarial funding valuations are completed
and make decisions about future contributions at that time,

We sponsor non-gualified sension plans that cover officers,
certain key amployees, and non-employee diractors, Cur
paymerits for these nan-gualified pension plans are expectad
to be approximately $9 million in 2005.

We provide certain health care and life insurance benzfits to
retived United States employees and their eligible dependents.
Qur payments for these postretirement benefits in 2005 are
expected ta he approximately $25 million. See Note 9 of the
Notes to Financial Statements for additional information about
our pension and other postretirement benefit plans.

REVIEW OF FINANCIAL CONDITION AND RESULTS OF OPERATIONS

Other Investing Activities

Our ability to invest in growth initiatives is limited by
certain legal and reguiatery requirements, including the PUHCA.
The PUHCA limits the types of nan-utility businesses in which
we and other registered holding companies under the PUHCA
can invest as well as the amount of capital that can he invested
in permissible non-utility businesses. Also, the timing and
amount of investments in the non-utility businesses is dependent
on the develapment and favarable evaluations of opportunities.
Under the PUHCA restrictions, we are allowed ta invest, or
commit to invest, in certain non-utility businesses, including:

® Exempt Whelesale Generators {(EWG) and Foreign Utility

Companies (FUCDY

An EWG is an entity, certified by the Federal Energy
Regulatory Commission (FERC), devoted exclusively to
owning ant/or operating, and selling power from one
or more electric generating facilities, An EWG whose
generating facilities are located in the United States is
limited to making only wholesale sales of electricity. An
entity claiming status as an EWG must provide notification
thereof to the SEC under the PUHCA.

A FUCO 1s a company all of whose utility assets and
operations are located outside the United States and
which are used for the generation, transmission, or
distribution of electric energy for sale at retail or whelesale,
or the distribution of gas at retail. A FUCO may not derive
any income, directly or indirectly, from the generation,
transmission, or distribution of electric energy for sale ar
the distribution of gas at retail within the United States.
An entity claiming status as a FUCO must provide notifica-
tion thereof to the SEC under the PUHCA.

We have been granted SEC authority under the PUHCA
to invest (including by way of quarantees) an aggregate
amaunt in EWGs and FUCOs equal to the sum of (1) our
average consolidated retained earnings from time to
time plus (2) $2 hillion through Jure 30, 2005. As of
December 31, 2004, we had invested or committed ta
invest approximately $0.8 billion in EWGs and FUCOs,
leaving available investment capacity under the order of
approximately $2.8 billion. In February 2005, we filed an
application with the SEC under the PUHCA reguesting an
extension of this authority through December 31, 2008.
At this time, we are unable to predict whether the SEC
will approve this request.
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w (Qualifying Facilities and Energy-Related Non-utility Entities
SEC requlations under the PUHCA permit us and other
registered holding companies to invest and/or guarantee
an amount aqual to 15 percent of consolidated capitaliza-
tion {consolidated capitalization is the sum of Notes
payable and other short-term obligations, Long-term debt
{inciuding amounts due within one year), Cumulotive
Freferred Stock of Subsidiaries, and total Common Stock
Equityy in domestic qualifving cogeneration and small
power production plants {qualifying facitities) and certain
cther domestic energy-related non-utility entities. At
December 31, 2004, we had investaed and/or guaranteed
approximately $1.1 billion of the $1.4 billion available.

In August 2004, we filed an application with the SEC
requesting authority under the PUHCA to increase our
investment and/or quarantee authority by $2 billion above
the current authorized amount. At this time, we are unable
to predict whether the SEC will approve this request,

Enerdy-Related Assets

e have been granted SEC authority under the PUHCA
to invest up to $1 billion in non-utility Energy-Related
Assets within the United States, Canada, and Mexico.
Energy-Related Assets include natural gas exploratian,
develapment, production, gathering, processing, storage
and transportation facilities and equipment, Hquid oil
reserves and storage facilities, and assnciated assets,
facilities and equipment, but would exclude any assets,
facilities, or equipment that would cause the owner or
operator thereof to be deemed a public utility company.

As of December 31, 2004, we did not have any investments '

in these Energy-Related Assets,

Infrastructure Services Companies

We have been granted SEC authority under the PUHCA to

invest up to $500 mitlion in companies that derive or will

derive substantialiy all of their operating revenues from
the sale of Infrastructure Services inctuding:

- Design, construction, retrofit, and maintenance of
utility transmission and distribution systems;

- Installation and maintenance of natural gas pipelines,
water and sewer pipelines, and underground and
overhead telecommunications networks; and

- Imstallation and servicing of mater reading devices
and related communications networks, including fiber
aptic cable.

At December 31, 2004, we had invested approximately
$30 millicn in Infrastructure Services companies. In
February 2005, we filed an application with the SEC
under PUHCA requesting authority to invest up to
$100 million in Infrastructure Services companies
through December 31, 2008, which is a 5400 million
reduction in our current autherity. At this time, we are
unable to predict whether the SEC will approve this request.
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Guaraniees

We are subject to an SEC order under the PUHCA, which
limits the amounts we can have outstanding under guarantees
at any one time to $2 hillion. As of December 31, 2004, we had
approximately 5877 million outstanding under the guarantees
issued, of which approximately 36 percent rapresents quarantees
of ohligations reflected on our Balance Sheets, The amount
outstanding represents our guarantees of {iabilities and
commitments of our consolidated subsidiaries, unconsolidated
subsidiaries, and joint ventures. In February 2005, we filed an
application with the SEC under the PUHCA requesting authority
to have an aggregate amount of guarantees outstanding at any
point in time not to exceed $3 billion. At this time, we are
unable to predict whether the SEC will approve this request.

See Note 11{C)(v) of the Notes to Financial Statements for a
discussion of guarantees in accordance with FASB Interpretation
No. 45, Guararior's Accounting and Disclosure Reguirements for
Guarantees, Including Indirect Guarantees of Indebtedness of
Jthars {Interpretation 45). Interpretation 45 requires disclosure
of maximum potential liabilities for guavantaes issued on behalf
of unconsclidated subsidiaries and joint ventures and under
indemnification clauses in various contracts. The Interpratation
45 disclosure differs from the PUHCA restrictions in that it
requires a calculation of maximum potential Liability, rather
Lhan actual ameunts outstanding; it excludes guarantees issued
on behalf of consolidated subsidiaries; and it includes potential
Uiabilities under indemnification clauses.

Marketing & Trading Liguidity Risks

We have certain contracts in place, primarily with trading
counterparties, that require the issuance of collateral in the
event our debt ratings are downgraded below investment grade.
Based upon our December 31, 2004 trading portfolio, if such
an event were to occur, we would be required to issue up to
approximately $310 million in collateral related to our gas and
power trading operations.

CAPITAL RESOURCES

We meet our current and future capital requirements through

a combination of funding sources including, but not limited

to, internally generated cash flows, tax-exempt bond fssuances,
capital lease and operating lease structures, the securitization
of certain asset classes, short-term bank borrowings, issuance of
commercial paper, and issuances of long-term debt and equity.
Funding decisions are based on market conditions, market
access, relative pricing infermation, berrewing duration and
cuyrent versus forecasted cash needs. We are committed ko
maintzining balance sheet health, responsibly managing
capitalization, and maintaining adequate credit ratings. We
believe that we have adequate financial resources to meet

our future needs.
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Sale of Accounts Receivable SHORT-TERM REGULATORY AUTHORITY
DECEMBER 31, 2004

Our utility operating companies have an agreement with

Cinergy Receivables Company, LLC (Cinergy Receivables), an {in mitior) AUTHORITY OUTSTANDING
affiliate, to sell, an a revolving basis, nearly all of their retail Cinergy Corp. $5.000(1 5676
accounts receivable and related collections., Cinergy Receivables {1} Cinergy Comp.. under the PUHCA, wos gionted approvel to inciease total

£ , " . A capitalization {excluding retained eamings and accumulated other comprehensive
funds 1t purChases with borrowmgs from cammercial paper ncoie (loss)), which may be any cambingtion of debt and equity secunties,
conduits that obtain a security interest in the receivables. 8y §5 billion. Dulside iifs requitement. Uiniergy Corp. s nut subject to specific

. . . requiatory debt authorizations.
Yhis pragram accelerates the collection of cash for our utility

operating companies related to these retail receivables, We

do not consolidate Cinergy Receivables because it meets the
requirements to be accounted for as a gualifying special purpose
entity (SPE). A decline in the long-term senior unsecured credit
ratings of our utility operating companies below investment
grade would result in the termination of the sate program and
discontinuance of future sales of receivables.

For the purposes of quantifying requlatory authority,
short-term debt includes revolving credit line borrowings,
uncommitted credit line barrowings, intercompany maney
pool obligations, and commercial paper.

Cinergy Corp’s short-term borrowings consist primarily of
unsecured revolving tines of credit and the sale of commercial
paper. Cinergy Corps §2 billion revolving credit facilities
and $1.5 billion commercial paper program also support the
short-term borrowing needs of aur utility operating companies.
In addition, we maintain uncommitted lines of credit. These
facilities are not firm sources of capital but rather informal
agreenents to lend maney, subject to availability, with pricing

Notes Payable and Other Short-term Obligations

We are required to secure authority to issue short-term
debt fram the SEC under the PUHCA and from the PUCD. The
SEC under the PUHCA requlates the issuance of short-term debt
by Cinergy Corp., PSL, and ULH&P. The PUCD has regulatory

termined at the ti f advance. The fallowing i r
jurisdiction owver the issuance of short-term debt by (G&E. determined at the time of advance. The fallowing is a summary

of our outstanding short-term horrowings, including variable
rate pollution control notes:

SHORT-TERM BORROWINGS DECEMBER 31, 2004

AVAILABLE
FSTABLISHED STANDBY REVOLVING
(in miltians] LIMES OUTSTANDING UNLISED LIGUIDITY(Y  LINES OF CREDIT
Cinergy Corp.
Revolving Lingst® $2,000 i - $2,000 £688 $1.312
Uncommitted lines(®) 40 - 40
Commercial paper!é! 576
Utitity operating companies
Uncommitted finesi3) 75 - 75
Pallution contrel notes 248
Non-regulated subsidiaries .
Revolving Linest 158 ) 150 - - 150
Shori-term dabt 2
Pollution cantrol notes 25
Total $955 $1,462

(1) Standuy fquigity 15 reserved ogatnst the revolving Unes of credit to subport the cammercial paper program and autstanding letters of credst (currently $676 milfon and
T2 mitlion, respectively).

{2) Consists of 6 three-year $1 hiltion facility ard a five-year $1 bilion facility. The five-year facility comtins $500 mitlion subtimits each for (G&E ond PSL.

{3) These facftities are not guaranteed sources of capital and represent an informal agreement (o lend money, suljfect to availabitily, with pricing to be defermined ot the time
of advonce.

{4) In Septemibe; 2004, Uinergy Lorp. creased its commercial poper pragram [imit from $800 million to $1.5 biltion. The commercial paper program 13 supported by Cinergy Comps
revolving ftaes of oodit.

{3) In Dacember 2004, Tinergy Conado. Inc. stuccessfully placed a $150 miltion three-year senior revolving credil Jucilily.
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At December 31, 2004, Cinergy Carp. had appraximately $1.3 billion remaining unused and available capacity relating to its
$2 bilkion revolving credit facilities. These revolving credit facilities include the following:

{in millans)

CREDIT FACILITY

Five-year senior revolving
Direct borrawing
Commercial paper support

Taotal five-year facility(1
Three-year senior revolving
Direct borrowing
Commercial paper support
Letter of credit support

Tatal three-year facility®

Total Credit Facitities

QUTSTANDING

ESTABLISHED AND UNUSED AND
EXPIRATION LINES COMMITTED AVAILABLE
December 2009
% 3 - $
1,000 - 1,000¢
April 2007
675
12
1,000 688 312
£2,000 3688 $1.312

{1} In Aprit 2004, Cinergy Corp. successfully pleced a $500 mitlion 364-day senior unsecured revolving credit facility. This focility repiaced the $800 milion 3§4-day seniar unsecured
revoiving credit facility that expired s Apnit 2004, In Decembar 2004, Cinergy Corp, successfully reploced the 3500 mitiion 264-duy foctiity with a §1 billion five-year focilily.
(2} In April 2604, Cinergy Torp. successfully paced u $3 biffion Uitee-year senior unsecared revolving credit focility. This focility mplaced the 3400 million three-year senfor unsecured

ravolving credit Jaaiity thet was set to eipire In Moy 2084,

In our credit facilities, Cinergy Corp. has covenanted
to maintain:
® 3 consclidated net worth of $2 billion; and

™ 3 ratic of conselidated indebtedness to consalidated total
capitalization not in excess of 65 percent.

As part of CG&E's $500 million sublimit under the $1 billion
five-year credit facility, CGRE has covenanted to maintain;
® a2 consolidated net worth of §1 bilkion; and
w 3 ratio of conselidated indebtedness to consalidated total
capitalization not in excess of 45 percent.

As part of PI's $500 million sublimit under the $1 bitlion
five-year credit facility, PSI has covenanted to maintain:

® 3 consolidated net worth of §900 mitlion; and

® 2 ratio of consolidated indebtedness to consclidated total
capitalization not in excess of 65 percent.

A breach of these covenants could result in the termination
of the credit facilities and the acceleration of the related
indebtedness. In addition ta breaches of covenants, certain
other events that could rasult in the termination of available
credit and acceleration of the related indebtedness include:

m hankruptcy:

w defzults in the paymont of other indebtedness; and

® judgments against the company that are not gaid
or insitred.

The latter two events, however, are subject to dollar-based
materiality thresholds.

As discussed in Note 1{Q){7} of the Notes to Financial
Statements, long-term debt increased in the third quarter of
2003 resulting from the adoption of Interpretation 46. The
debt which was recorded as a result of this new zccounting
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pronouncement did not cause Cinergy Corp. to be in breach

of any covenants at the time of adeption. As of December 31,
2004, Cinergy, CGRE, and PSI are in compliance with all of their
debt covenants,

Variabie Rate Pollution Control Notes

CGRE and PSI have issued certain variable rate pollution
contral notes (tax-exempt notes obtained to finance eguipment
or land development for pollutien control purposes). Because
the halders of these notes have the right to have their notes
redeemed on a daily, weekly, or manthly hasis, they are
reflacted in Notes payable and other short-term obligations
on our Balance Sheets. At December 31, 2004, Cinergy had
$273 willion outstanding in variable rate pollution control
notes, classified as short-term debt. Any short-term pollution
control note horrowings outstanding do not reduce the unused
and available short-term debt requlatory authority of our
utility operating campanies, See Note 5 of the Notes to
Financial Statements.

Commercial Paper

Cinergy Corp/s commercial paper program is supported
by Cinergy Corpls $2 billion revolving credit facilities. The
commercial paper program supports, in part, the short-term
horrowing needs of CGRE and PSI and eliminates their need
for separate commercial paper programs. In September 2004,
Cinergy Corp. expanded its commercial paper program from
$200 million to a maximum outstanding principal amount of
$1.5 billion. As of December 31, 2004, Cinergy Corp. had
$676 million in commercial paper outstanding.




Money Pool

Cinergy Corp., Services, and our utility operating companies
participate in a money pool arrangement to better manage
cash and working capital requirements. Under this arrangement,
those companies with surplus short-term funds previde short-term
loans to affiliates (other than Cinergy Corp.) participating under
this arrangement. This surplus cash may be from intemal or
external sources,

Operating Leases

We have entered into operating lease agreements for various
facilities and properties such as computer, communication and
transportation equipment, and office space. See Note 6(A) of
the Notes to Financial Statements for additional information
regarding operating leases.

Capital Leases

Qur utility operating companies are able to enter into
capital leases subject to the authorization limitations of the
applicable state utibity commissions, See Note 6(B) of the Notes
to Financial Statements for additional information regarding
capital leases.

Long-term Dabt

We are required tn secure authority to issue long-term debt
from the SEC under the PUHCA and the state utility commissions
of Chio, Kentucky, and Indiana, The SEC under the PUHCA
regulates the issuance af long-tevm debt by Cinergy Corp.
The respective state utility commissions regulate the issuance
of tong-term debt by our utility operating companies.,

A current summary of our lang-term debt authorizations at
December 31, 2004, was as Tollows:

{in milfinas] AUTHORIZED USED  AVAILABLE
Cinergy Corn.
PUHCA tatat capitalizationt®iiy 55,000 $1,747  $3,253

{2} Cumergy Corp., unier the PUACA, wos granted approvad fo increase total
capitalization {ercluding wigined eninings and accumalaied other comprefiensmve
fcome (loss)), which may be any combinetion of debf and equity secunties,
by $5 bithion. Qutnide this requicertent, Cinergy Corp. 5 ot sulbiject to specific
reguintory debt qutherizotons,

{2} In February 2005, we fled an epplication with the SEC under the PURCA to issue
an eddriional $5 billion iw any combination of debt and equity secunties from Lime
to time through December 21, 2008. At this time. we are unoble to predict
whether Hre SEC wail apirove this reguest.

Cinergy Corp. has an effective shelf registration statement
with the SEC relating to the issuance of up to $750 million
in any combination of common stock, preferred stock, stock
purchase contracts or unsecured debt securities, of which
acproximately $323 million remains available for issuance,
CG&E has an effective shelf registration statement with the
SEC relating to the issuance of up to $800 million in any
combination of unsecured debt securities, first mortgage bonds,
or preferred stock, all of which remains available for issuance.
PSI has an effactive shelf registration statement with the
SEC relating te the issuance of up to $800 million in any
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rombination of unsecured debt securities, first mortgage bonds,
or preferred stock, &l of which remains available for issuance.
ULH&P has an effactive shelf registration statement with the
SEC for the issuance of up to $75 million in unsecured debt
securities, $35 million of which remains available for issuance.
ULH&F also has an effective shelf registration statement with
the SEC relating to the issuance of up to §40 million in first
mortgage bonds, of which $20 millien remains available

far issuance.

Off-Balance Sheet Arrangements

We use off-balance sheet arrangements from time to time
to facilitate financing of various projects. Off-balance sheet
arrangements are often created for a single specified purpose,
for example, to facilitate securitizaticn, leasing, hedying,
research and development, reinsurance, or other transactions
or arrangements. The following describes our major off-halance
sheet arrangements excluding the investments we hald in
various unconsotidated subsidiaries which are accounted for
under the equity method. See Note 1{B)(¥) of the Notes
to Financial Statements for additional infarmation on the
accounting for equity method investments.

(i) Guarantees We have entered inte various contracts
that are classified as guarantees under Interpretation 45.
For further information, see Note 11({C)(v) of the Notes to
Financial Statements.

(i#) Retained Interest in Assets Transferred to an
Unconsolidated Entity In February 2002, cur utility operating
companies replaced their existing agreement to sell certain of
their accounts receivable and related collections. Cinergy Corp.
formed Cinergy Receivables to purchase, on a revoiving basis,
nearly all of the retail accounts receivable and related collec-
tions of our utility operating companies. Cinergy Corp. does not
consalidate Cinergy Receivables since {t meets the requirements
to be accounted far as a qualifying SPE. Our utility operating
companies each retain an interest in the receivables transferred
to Cinergy Receivables. The transfers of receivables are accounted
for as sales, pursuant to Statement of Financial Accounting
Standards No. 140, Accounting for Transfers and Servicing of
Finaneial Assets and Extinguishments of Liabilities (Statement
140}, For a more detailed discussion of our sales of accounts
receivable, see Nate 3(C) of the Notes to Financial Statements.

(iii) Derivative Instruments that are Classified as Equity In
2001, Cinergy Carp. issued approximately $316 million notional
amounts of combined securities, a component of which was
stock purchase contracts. These contracts abligated the holder
to purchase common shares of Cinergy Corp. stock by February
2005. Since the stock purchase contracts were detachable and
classified in equity, the change in their fair value was not
recarded in equity or earnings. In January and February 2005,
the stock purchase contracts were settled, resulting in the
issuance of commeon stock that is recarded on our Balance
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Sheets as Cammaon Stock Equity, For further infarmation
see Mote 3{B} of the Notes to Financial Statements.

{iv) Variable Interest Entities (VIE) We hold interests
in VIEs, conselidated and unconsolidated, as defined by
Interpretation 46. For further information, see Nete T{Q)(1)
and Note 3 of the Notes to Financial Statements.

Securities Ratings
As of January 31, 2005, the major credit rating agencies
rated our securities as follows:

FITCH{D _biébwsm IS&PBJ
Cinergy Corp.
Corporate Credit BBB+ Baa2 BBB+
Senior Unsecured Debt BBR+ Baa? BBB

Commercial Paper F-2 p-2 A-2

Prefeved Trust Securities BBB+ Baa? BBB
[G&E

Senior Secured Debt A- A3 A-

Senior Unsecured Debt BBE+ Baal BEB

Jumier Unsecured Debt BEG Baa? BEB-

Preferred Stock BBB Baa3 BEB-

Commercial Paper F-2 p.-2 Not Rated
psI

Senior Secured Deht A- A3 A-

Senior Unsecured Debt BBB+ Baal BBB

Junier Unsecured Debt BBB Baaz BBB-

Preferred Stock BBB Baa3 BBR-

Commercial Papar F-2 p-2 Not Rated
ULH&P

Senior Unsecured Deht BBB+

Baal BBB

(1) Fitch Ratings (Fiich)
{2) Moody’s Investors Sevice (Moody's)
(3} Stondare & Poor’s Ratings Services (S&F)

The Fighest fovastmant grads crodft rating for Stch 5 444, Mooy’ i Agod,
ol S&7 is AAA.

The lowes! mventimznl grade credit rating for Fiech /s B88-, Moady’s is Boas.
o SRP is 5EB-.

A security rating is not a recommendation to buy, sell,
or hold securities. These securities ratings may be revised or
withdrawn at any time, and each rating should be evaluated
independently of any other rating.

Equity

Under the SECe June 2000 Order, Cinergy Corp. s permitted
to increase its total capitalization by 35 billion {as previeusly
discussed). The proceeds from any new issuances will be used
far general corporate purposes.

Cinergy Corp. issued approximately 3.9 mitlion shares in
2004 and approximately 4.6 million shares in 2003 to satisfy
its obligations under its various employee stock plans and
the Cinergy Corp. Direct Stock Purchase and Dividend
Relnvestment Plam,
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In January 2003, we filed a shelf registration statement with
the SEC with respect to the 1ssuance of common stock, preferred
stock, and other securities in an aagregate offering amount of
$750 million. In February 2003, we issued 5.7 million shares of
common stock with net proceeds of approximately $175 million
undger this registration statement. The net proceeds from this
transaction were used to reduce short-term debt of Cinergy
Corp. and for other general corporate purposes. In December
2004, we issued 6.1 million shares of common stock with net
proceeds of approximately $247 million, which were used to
reduce short-term debt.

In May and August of 2003, Cinergy Carp. contributed
$200 million in capital to PSI in two separate $100 million
capital contributions to support P5I's current credit ratings.

In January and February 2005, we issued a total of
9.2 millian shares of comman stock pursuant to certain
stock purchase contracts that were issued as a component of
combined securities in December 2001, Net praceeds from the
Lransaclion of approximately $316 million were used to reduce
shart-term debt. See Note 3(B) of the Notes Lo Financial
Statements for further discussion of the securities.

Dividend Restrictions

Cinergy Corp.s ability to pay dividends to holders of its
common stock is principally dependent on the ability of CG&E
and PSI to pay Cinergy Corp. dividends on their common stock.
Cinergy Corp., CG&E, and PSI cannct pay dividends on their
common stock i their respective preferred stock dividends or
preferred trust dividends are in arrears. The amount of common
stock dividends that each company can pay is also limited by
certain capitalization and earnings requirements under CGRE's
and PSI's credit instruments. Currantly, these requirements do
not impact the ability of either company to pay dividends on
its commen stock.

Other

Where subject to rate regulations, our utility operating
companies have the ability to timely recover certain cash
outlays through various regulatory mechanisms.

As opportunities arise, we will continue to monetize certain
non-core investments, which would include our international
assets and other technolagy investments.




Future Expectations/Trends

In the Future Expectations/Trends section, we discuss
developments in the electric and gas industry and other
matters. Each of these discussions will address the current
status and potential future impact on our financial position
and results of cperations.

ELECTRIC INDUSTRY

Regulatory Qutlook and Significant Rate Developments

Currently, regutatory and legislative initiatives shaping the
transition to a competitive retail market are the respansibilities
of the individual states, Many states, including Chio, have
enacted electric utility derequlation legislation. In general,
these initiatives have sought to separate the electric utility
service inte its basic components (generation, transmission,
and distribution) and offer 2ach component separately for sale,
This separation is referred to as unbundling of the integrated
services. Under the customer chaice initiative in Ohio, we
continue to transmit and distribute electricity; however, the
customer can purchase electricity from any certified supplier.
The following sections further discuss the current status of
deregulation legislation and other significant regulatory
developments in the states of Ohio, Indiana, and Kentucky,
which encompass our utility service territories.

Ohio CG&F is in & market development period for residential
customers and in the competitive retail electric market for
non-residential customers, transitioning to deregulation of
electric generation and a competitive retail electric service
market fn the state of Ohio. The market development (frozen
eate) period began January 1, 2001, ended December 31, 2004
for non-residential customers and is scheduled to end
December 31, 2005 for residential customers,

CG&F made multiple rate filings in 2003 with the PUCO
seeking approval of CG&E's methodology for establishing
market=hased rates for generation service at the end of the
market development pericd and to recover investments made
in the transmission and distribution system. The PUCO reguested
in these procesdings that CG&E propose a RSP to mitigate the
potential for significant rate increases when the market devel-
opment peried comes to an end. In January 2004, CG&E filed
its proposed RSP, Tn May 2004, CG&E entered into a settlement
agreement with many of the parties to these proceedings
requesting that the PUCD approve a modified version of the RSP.
In: September 2004, the PUCQ issued an order seeking to medify
several key provisions of this settlement and as a result of these
madifications, CG&E filed a petition for rehearing in October
2004, The PUCO approved a maodified version of the ptan in
November 2004, the major features of which are as follows:
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W Provider of Last Resort {(POLR)} Charge: (G&E will begin
toe collect a POLR charge fram non-residential customers
effective January 1, 2005, and from residential customers
effective January 1, 2006. The POLR charge includes
several discrete charges, the most significant being an
annually adjusted component (AAC) intended to provide
cost recovery primarily for environmental compliance
expenditures; an infrastructure maintenance fune charge
{IMF) intended to provide compensation to CG&E for
committing its physical capacity to meet its POLR obliga-
tion; and a system reliability tracker (SRT) intended to
provide cost recovery for capacity purchases, purchased
power, reserve capacity, and related market costs for
purchases to meet capacity needs. We anticipate the
collection of the AAC and IMF will result in an approximate
$36 million increase in revenues in 2005 and an additional
$50 million in 2006. The SRT will be billed based on
dollar-for-dollar costs incurred. A portion of these charges
are avoidable by cevtain customers who switch to an
alternative generation supplier, Therefore, these estimates
are subject to change, depending on the level of switching
that cceurs in future periods. In 2007 and 2008, CG&E
could seek additional increases in the AAC component
of the POLR based on CGRE's actual net costs for the
specified expenditures.

w Generation Rates and Fuel Recovery: A new rate has
been established for genaeration service after the market
devetopment pericd ends, In addition, a fuel cost
recovery mechanism will be established to recover costs
for fuel, emission allowances, and certain purchased
pawer costs, that exceed the amount originally included
in the rates frozen in the CG&E transition plan, These new
rates will apply to non-residential customers beginning
January 1, 2005 and to residential customers beginning
January 1, 2006.

Generation Rate Reduction: The existing five percent
generation rate reduction required by statute for residential
customers implemented under CG&E's 2000 plan will end
on December 31, 2005,

Transmission Cost Recovery: Transmission cost recovery
mechanisms will be established beginning January 1, 2005
for non-residential customers and January 1, 2006 for
residential customers. The transmissian cost recovery
mechanisms will parmit CG&E to recover Midwest 150
charges, all FERC approved transmission costs, and all
congestion costs allocable to retail ratepayers that are
provided service by CGRE.

& Distribution Cost Recovery: CG&E will have the ability to
defer certain capital-related distribution costs from July 1,
2004 through December 31, 2005 with recovery fram
nan-residential customers to be provided through a rider
beginning January 1, 2006 through Dacember 31, 2010.
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CG&E had also filed an electric distribution base rate case
for residential and non-residential customers to be effective
January 1, 2005. Under the terms of the RSP described previ-
cusly, CG&E withdrew this base rate case and, in February 2005,
CG&E filed a new distribution base rate case with rates to
become effective January 1, 2006, The requested amount of
the increase is approximately $78 million,

The RSP provides for rate recovery through Decembar 31,
2008. Although it is difficult to predict, it is likely that any one
of three scenarios could exist after the rate stabilization pericd
ends in 2008:

# The legislation could be repealed or revised to establish
a return to regulation of electric generation;

# Derequlation and a compatitive retail electric service
market with market-based rates for all customer classes; or

W A hybrid of requlation and deregulation.

Although we cannot predict the regulatory outcome, we
believe any of these scenarios could have a material impact on
pur financial position and results of operations. However, we
believe that a return to regulation of electric generation would
provide the least volatility Tn ongoing results, although likely
accompanied hy less ppportunity for growth in earnings.

In December 2004, CG&E filed an application with the PUCE
requesting recovery of future costs of additienal generating
factlities in Ohio, for either construction of new electric
generating facilities ar the purchase of existing assets currently
owned by others. CG&F would seek recovery of these costs over
the lives of the assets. These investments are needed to meet
ongoing load growth hy customers receiving generation service
from CGRE and would enable the company ta reliably meet its
obligation as the provider of last resort for customers returning
ta CGRE from alternate suppliers. Te maintain flexibility in
providing electric service at the lowest cost, CG&E is also
seeking the authority to purchase existing capacity and power
from other suppliers and to earn a return commensurate with
the risk from these agreements,

Indiana We are not aware of any current plans for electric
deregulation in Indiana.

In May 2004, the TURC issued an order approving PSI's
base retafl alectric rate case, and PSI implemented base
retail electric rate changes to its tariffs. When combined
with revenue increases attributable to PSI's environmental
construction-wark-in-progress tracking mechantsm, the order
results in an approximate $140 million increase in annual
revenues. PSI's original request for an approximate $180 million
annual revenue increase was reduced by approximately
$20 million for a lower return on equity, approximately
315 millien of assumed profits included in base rates related
to off-system sales (subject to future adjustment through a
tracking machanism and a 50/50 sharing agreement), and
approximately $5 mitlion of additional items. The order
authorizes full recavery of all requested requlatory assets and
an overall 7.3 percent return, including a 10.5 percent retum
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on equity, In addition, the TURC's order pravides PSI the
continuation of a purchased power tracker and the establish-
ment of new trackers for future N0y emission allowance costs
end certain costs related to the Midwest IS0

Cinergy 1s studying the feasibility of constructing a
commercial integrated coal gasificatian combined cycle (IGCC)
generating station to help meet increased demand over the next
decada. PSI would awn zll or part of the facility and operate
it, Cinergy will partner with Bechtel Corporation and General
Electric Company to complete this study. An IGCC plant turns
ozl to gas, removing most of the S0, and other emissions
before the gas is used to fuel a combustion tusbine generator.
The technology uses less water and has fewer emissions than a
conventional coal-fired plant with currently required pollution
control equipment. Anather benefit is the potential to remove
mercury and £0z upstream of the combustion process at a lower
cost than conventional plants. If a decision is veached to move
forward with constructing such a plant, PSI would seek approval
from the IURL to begin construction, If approved, we would
anticipate the IURCs subsequent approval to include the assets
in PST’s rate base.

In Novaember 2004, PSI filed a campliance plan case with
the TURC seeking approval of PRI's plan for complying with
pending 50z, NOy, and mercury emission reduction requirements,
including approval af cost recovery and an overall rate of return
of eight percent related to certain projects. PSE requested
approval to recover the financing, depreciation, and operating
and maintenance costs, among others, related to approximately
51.08 hillien in capital prejects designed to reduce emissions of
50z, NOy, and mercury at PSI's coal burning generating stations.
An evidentiary hearing is scheduled for April 2005 and a final
TURC Order 75 expected in the third quarter of 2005.

Kentucky We are not aware of any current plans for electric
deregulation in Kentucky.

The Kentucky Public Service Commission (KPS() has
conditionally zpproved ULH&P's planned acquisition of CG&E's
68.9 percent ownership interest in the East Bend Generating
Station, located in Boone County, Kentucky, the Woodsdale
Generating Station, located in Butler County, Chic, and one
generating unit at the four-unit Miami Fort Station located
in Hamitton County, Ohjo, ULH&P is currently seeking approval
of the transaction from the SEC, wherein the Ohio Consumers
Counsel has intervened in opposition, and the FERC, The transfer,
which will be paid for 3t net boak value, will not affect current
electric rates for ULH&P's customers, as power will be provided
under the same terms as under the current wholesale power
contract with CGAE through December 31, 2006. Assuming
receipt of regulatory approvals, we would anticipate the transfer
to take place in the second quarter of 2005. Once approved,
ULH&P would be required to file a rate case with the KFSC to
include these assets in rate base with rate increases to be
effective January 1, 2007. Costs of fuel and emission allowances
would be recoverad through a fuel adjustment clause currently
in existence in Kentucky, beginning January 1, 2007 when the




assets are in rate hase. Because the KPSC has already
conditionally approved the transfer, we sxpert the regulatory
process to resutt 10 a reasonable rate base valuation for these
assets; however, at this time we cannot pradict whether we will
receive approval of the transaction from the FERC and SEC.

FERC and Midwest IS0

Midwest ISO Energy Markets The Midwest 150 is a regional
Lransmission organizabion estabtished in 1998 as a non-profit
crganization which maintains functional control over the
combined transmission systems of its members, including
Cinergy. In March Z0D4, the Midwest TS0 filed with the FERC
proposed changes to its existing transmission tariff to add
terms and conditions to implement a centralized economic
dispatch platform supported by a Day-Ahead and Real-Time
Energy Market design, including Lacational Marginal Pricing
and Financial Transmission Rights {Energy Markets Tariff). The
Midwest IS0 is now in the final stages of market trials and
testing of its Energy Markets Tariff, The FERC has issued orders
that, among other things, conditionally approve the start-up
of the Energy Markets Tariff, The projected implementation date
is April 1, 2005. Requests for rehearing are pending before
FERC, and FER('s orders have also been appealed to a federat
appeals court.

Specifically, the Energy Markets Tariff proposes to manage
system reliability through the use of a market-based congestion
management system. The propasal includes a centralized
dispatch platform, the intent of which is to dispatch the most
ecanomic rescurces Lo meet load requiraments reliably and
efficiently in the Midwest ISO region, which cavers a large
portion of 15 midwestern states and one Canadian province.
The Energy Markets Tariff uses LMP (i.e., the energy price for
the next megawatis (MW) may vary throughout the Midwest I30
market based on transmission congestion and energy losses),
and the allocation or auction of Financial Transmission Rights,
which are instruments that hedge against congestion costs
occurring in the Day-Ahead market, The Energy Markets Tariff
also includes market monitoring and mitigation measures as
well as a respurce adequacy proposal, that proposes both an
interim solution for participants praviding and having access to
adeguate generatian resources as well as a proposal to develop
a long-term solution to resource adequacy concerns, The
Midwest 150 will perform & day-ahead unit commitment and
dispatch forecast for all resources in its market. The Midwest
150 will aiso perform the real time resource dispatch for
resources under its control on a five minute basis. Our utility
operating companies will seek to recover costs that they
incur related to the Energy Markets Tariff. This is a significant
undertaking by the Midwest IS0 and its stakeholders and
testing is not yet complete. At this time, we cannot predict the
outcome of these matters and whather they will have a material
effect on our financial position or results of operations,
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Blackout Report In April 2004, the United States-Canzda
Power System Outage Task Force issued its Final Report on the
August 14, 2003 Blackout in the United States and Canada,

The report reviewed the causes of the Blackout and made 46
recommendations intended to minimize the likelihood and scope
of similar events in the future. One of the recommendations is
to make reliability standards mandatory and enforceable with
penatties for noncompliance. In the past, compliance with Narth
American Electric Reliability Council's reliability standards and
guidelines has largely been voluntary. At this time, we do not
believe the recommendations of the Final Report, if implemented,
will have a material impact en our financial position or results
of operations.

FERC's Market Screern Orders In April 2004, the FERC issued
an order establishing a new, interim set of market power screens
for use in evaluating sales of wholesale power at market-based
rates. In July 2004, the FERC issued an order genarally affirming
that order, In Aprit 2004, the FERC also commenced a rufemak-
ing to evaluate whether its overall test for market-based rates
should be continued, and to determine & permanant market
power test to replace the interim test. That rulemaking process
remains pending. Under FERC's interim generation market power
analysis, as a member of the Midwest IS0, we could consider the
Midwest 150 geographic market for purposes of FERC's market
power analysis once the Midwest ISC has a sufficient market
structure and a single energy market. We do not believe we
have market power in generation. However, if we are unable te
estahlish that we do nat have the ability to exercise market
power in generation, it could result in the loss of market-based
rate authority in certain ragions of the wholesale market and,
assuming such loss of market-based rate authority, woutd
require us ta charge certain wholesale customers cost-based
rates for wholesale sates of electricity. In February 2065, FERC
issued final rules that may affect how and when circumstances
have changed to an extent that requires FERC review of previously
granted authorization to sell at existing market-hased rates.

At this time, we cannot predict the outcome of these matters
and whether they wilt have a material effect on our financial
position or results of operations.

Gilobal Climate Change

Presently, greenhause gas (GHG) emissions, which principally
consist of {0;, are nat regulated, and while several legislative
proposals have heen intraduced in Congress to reduce utility
GHG emissions, none have been passed. Nevertheless, we
anticipate a mandatary program to reduce GHG emissiens will
exist in the future. We expect that any reqgulation of GHGs
will impose costs on us, Depending on the details, any GHG
requlation could mean:

m Increased capital expenditures assaciated with investments
to improve plant efficiency or instalt (0, emission reduc-
tion technology (to the extent that such technology
axists} or construction of alternatives to coal generation;

m Increased operating and maintenance expense;

CINERGY CORP. 2004 ANNUAL REPORT 51




52

REVEEW OF FINANCIAL CONDITION AND RESULTS OF OPERATIONS

= Qur older, mare expensive generating stafions may operate
fewer hours each year because the addition of {02 costs
could cause our generation to be less economic: and

® Increased expenses associated with the purchase of (02
emission allowances, should such an emission allowances
market be created.

We would plan to seek vecovery of the costs associated
with a GHG program in rate requlated states where cost recovery
is permitted.

In September 2003, we announced a voluntary GHG
management commitment to raduce our GHG emissions during
the period from 2010 through 2012 by five percent below our
2000 level, maintaining those levels through 2012, This was
also published in our December 2004 Air Issues Report to
Stakeholders. We expect to spend $21 million hetween 2004
and 2010 on projects to reduce or offset our GHG emissions. We
are committed to supporting the President’s voluntary initiative,
addressing shareholder interest in the issue, and huilding
internal expertise in GHG management and GHG markets. Our
voluntary commitment includes the following:

B measuring and inventorying company related sources
of GHG emissicns;

W identifying and pursuing cost-effective GHG emission
reduction and offsetting activities:

® funding research of more efficient and alternative electric
generating technologies;

= funding research Lo betler understand the causes and
consequences of climate change;

® encouraging a globel discussion of the issues and how
best to manage them; and

M participating in discussions to help shape the
policy debate.

We are also studying the feasibility of constructing a
commerefal IGCC generating station. The ICCC plant would be
expected to run more efficiently than traditionally construcled
coal-fired generation and would thus contribute fewer CO» tons
per megawatt of electricity produced. See the previous section
Indiana for mare details on the plans to construct the
IGCC facility.

GAS INDUSTRY

Significant Rate Developinents

ULH&P Gas Rate Case In the second guarter of 2001,
ULH&P filed a retail gas rate case with the KPSC requesting,
amang other things, recovery of costs associated with an
accelerated gas main replacement program af up to $112 milbion
over ten years, The costs would he recovered through a tracking
mechanism for an initial three year period, with the possibility
of rerewal up to ten years. The tracking mechanism allows
ULHE&P to recover depreciation costs and rate of return annually
over the life of the deferred assets. Through December 31, 2004,
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LILH&P has recovered approximately $5.1 million under this
tracking mechanism, The Kentucky Attorney General has
appealed to the Franklin Circuit Court the KPSC's approval of
the tracking mechanism and the new tracking mechanism rates.
At the present time, ULH&P cannot predict the timing or
outcome of this Litigation.

In February 2005, ULH&P filed a gas base rate case with the
KPSC. ULH&P 1s requesting approval ta continue the tracking
mechanism in addition to ils request for a $14 million increase
in base tates, which is a seven percent increase in current retail
gas rates.

bas Prices

While natural gas prices remained relatively high during
the first three quarters of 2004, some moderation in prices was
sean in the latter half of the fourth guarter. Price movement is
usually driven by the effects of weather conditions, availability
of supply, and changes in demand and storage inventories.
Currently, neither (G&E nor ULHRP profit from changes in the
cost of natural gas since natural gas purchase costs are passed
directly to the customer dollar-for-dollar under the gas cost
recovery mechanism that is mandated under state law.

ULH&P utilizes a price mitigation program designed to
mitigate the effects of gas price volatility an customers, which
the KPS has appraved through March 31, 2005. The program
allows the pre-arranging of between 20-75 percent of winter
heating season base load gas requirements and up to 50 percent
of summer season base load gas requivements. CGRE similarly
mitigates its gas procurement costs, however, CG&E's gas price
mitigation program has not been pre-approved by the PUCO but
rather it 1s subject to PUCO review as part of the normal gas
cost recovery process.

CG&E and ULH&P use primarily long-term fixed price
contracts and contracts with 2 ceiling and floor on the price.
These contracts employ the normal purchases and sales scope
exception, and do not involve hedges under Statement 133.

INFLATION

We believe that the recent inflation rates do not materially
impact our financial condition. However, under existing regula-
tory practice for all of PSI, ULH&P, and the non-generating
portion of CG&E, only the historical cost of piant is recaverable
from customers. As a result, cash flows designed to provide
recovery of histerical plant costs may nat be adequate to
replace plant in future years.

OTHER MATTERS

Synthetic Fuel Production

In July 2002, Cinergy Capital & Trading, Tnc. (Capital &
Trading) acquired a coal-based synthetic fuel production facility.
The synthetic fuel produced at this facility qualifies for tax
credits (through 2007} in accordance with Internal Reverue




Code (IRC) Sectior 29 if certain requirements are satisfied. The
three key requirements are that {a) the synthetic fuel differs
significantly in chemical composition from the coal used to
produce such synthetic fuel, (b) the fuel produced is sold to an
urrelated entity and (c) the fuel was produced from a facility
that was placed in service hefore July 1, 1998. In addition to
the existing plant, we have recently exercisad an option to buy
an additional synthetic fual plant.

During the third gquarter of 2004, several unrelated entities
announced that the Internal Revenue Service (IRS) had or
threatened to challenge the placed in service dates of some
of the entities’ synrhetic fuel plants. A successful IRS challenge
could result in disalloveance of all credits previously claimed for
fuel produced by the subject plants. Our sale of synthetic fuel
has generated aporoximately $219 million in tax credits through
December 31, 2004, of wnich approximately $96 miltion were
genemated in 2004,

The IRS has not yet audited us for any tax year in which
we have claimed Section 29 credits related to synthetic fuel.
However, 1t 15 reasonable to anticipate that tha IRS will evaluate
the placed in service date and ather key requirements for
claiming the credil. We anticipate this audit to begin in the
spring of 2004,

We received a private letter ruling from the IRS in connection
with the acquisition of the facility that specifically addressed
the significant chemical change requirement. Additionally,
although not addresscd in the letter ruling, we believe that our
facility’s in scrvice date meets the Section 29 requirements.

IRC Section 29 alsu provides for a phase-out of the credit
based on the price of crude oil. The phase-out is hased on a
prescribeq catculation and definition of crude oil prices. We
do nat expect any impact on our ahility to utilize Section 29
credits in 2004. Future increases in crude oil prices above the
price stipulated by the IRS could negatively impact our ability
to utilize credits in subsequent years.

Workfarce Issues

Between 2005 and 2013, 44 percent of our workforce will be
eligible for retirement. The loss of these employees could have
a regative impact o our overall operations, We are preparing
for this loss by {a) understanding our current employee profile
{demographics), (b} identifying critical positions (considered
core to our business and that have Ueensing or lengthy appren-
ticeship requirements associeted with them), and {c) preparing
an action plan. The action plan involves long-term staffing
plans including such things as detailed recruitment, plans, the
utilization of ce-aps and interns, identification of key employees,
ana strong succession planaing. We will also use senicr and
phased retirement programs that allow new employees to train
ana cansult with expesienced highly-skilled employees post-
and pre-retirement. In additicn, we are exploring ways of
accelerating and enhancing our training programs through
collaboration with area educational nstitutions and other
third-party providers,
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Market Risk Sensitive Instruments

ENERGY COMMODITIES SENSITIVITY

The transactions assaciated with Commercial's energy
marketing and trading activities and substantial investment

in generation assets give rise to various risks, including price
risk. Price risk represents the potential risk of loss from adverse
changes in the market price of electricity or other energy
commodities. As Commercial continues to develop its energy
marketing and trading business, its exposure to movements

in the price of electricity and other energy commodities may
become greater. As a result, we may be subject to increased
future earnings volatility.

Commercial's energy marketing and trading activities
principally consist of Marketing & Trading’s natural gas
marketing and trading operations and CGRE's power marketing
and trading operations.

Qur domestic operations market and trade over-the-counter
(an informal market where the buying/selling of commodities
ocours) contracts for the purchase and sale of electricity
(primarily in the midwest region of the United States), natural
gas, and other energy-related products, including coal and
emission allowances. Qur natural gas domestic operations
provide services that manage storage, transportation, gathering
and processing activities. In addition, our domestic operations
also market and trade natural gas and other energy-related
products on the New York Mercantile Exchange (NYMEX).

Marketing & Trading’s natural gas marketing and trading
operafions also extend to Canada where natural gas marketing
and management services are pravided to producers and
industrial customers. Qur Canadian cperatians alsa market
and trade over-the-counter contracts.

Many of these energy commodity contracts commit us
ta purchase or sell electricity, natural gas, and other energy-
related products at fixed prices in the future, The majority
of the contracts in the natural gas and other energy-related
product portfolios are financially settled contracts (i.e., there
is no physical delivery related with these items). In addition,
Commercial also markets and trades over-the-counter option
contracts. The use of these types of commodity instruments is
designed to allow Commercial to:

® manage and economically hedge contractual commitments;

w reduce expasure relative te the volatility of cash
market prices;

m take advantage of selected arbitrage opportunities; and

= priginate customized transactions with muricipalities and
end-use customers,

Commercial structures and modifies its net position to
capture the follawing:

m zxpected changes in future demand;
# seasonal market pricing characteristics;

m pyverall market sentiment; and
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m price relationships between different time periods and
trading regions.

At times, a net open position is created or 3s allowed to
continue when Commercial believes future changes in prices and
market conditions may possibly result in profitable positions.
Position imhalances can also accur due to the basic lack of
liquidity in the wholesale power market. The existence of net
open positicns can potentially resyit in an adverse impact on
our financial condition or results of operations. This potential
adverse impact could be realized if the market price of electric
power does not react in the manner or direction expected, Our
Risk Management Control Policy contains limits associated with
the overall size of net open positions for each trading operation.

Trading Portfolio Risks

Commercial measures the market risk inherent in the trading
partfalio employing value at risk (VaR) analysis and other
methodologies, which utilize forward price curves in electric
power and natural gas markets te quantify estimates of the
magnitude and probability of future value changes related
to open contract positions. VaR is a statistical measure used
to quantify the potential change in fair value of the trading
portfolio over a particular period of time, with a specified
tikelihood of occurrence, due to market movement. Commercial,

YaR ASSOCIATED WITH ENERGY 'I'RAD]]G CONTRACTS

through some of our non-regutated subsidiaries, markets physical
natural gas and electricity and trades derivative commodity
instruments which are usually settled in cash including:
forwards, futures, swaps, and options.

Any proprietary trading transaction, whether settled
physically or financially, is included in the VaR calculation.

Qur YaR is reported basad on a 95 percent confidence
interval, utilizing a one-day holding period. This means that
on a given day {one-day helding period) there is 3 95 percent
chance {confidence level) that our trading portfolio will not
lose more than the stated amount. Prior to March 31, 2004, our
VaR model used the Parametric variance-covariance statistical
modeling technique and histarical volatilities and correlations
over the past 21-trading day period. Beginning with April 1,
2004, we calculate VaR using a Monte Carlo simulation method-
ology using implied forward-looking volatilities and historical
correlations. Comparisons indicated that the differences in VaR
betwesn the Monte Carlo and Parametric calculations were not
material and were within expectatians. The primary reasan for
changing ta a Monte Carlo appreach is that it offers a more
scalable method for handling more complex derivative pesitions
and provides a consistent platform for quantifying bath market
and credit risk.

The VaR for our trading portfolio is presented in the
table below:

2004 2003

) T PERCENTAGE OF PERCENTAGE OF
OPERATING OFERATING
{in mniltons) TRADING vaR INCOME TRADING VaR INCOME
95% confidence level, one-day holding period, one-tailed December 31 51.9 0.3% 40.6 0.1%
Average for the twelve months ended December 31 2.4 0.3 1.3 0.2
High far the Lwelve months ended December 31 5.8 0.8 1.8 0.5
0.7 0.1 0.4 0.1

Low far £he twelve months ended December 31

Changes in Fair Value

The changes in fair value of the energy risk management assets and Labilities for the years ended December 31, 2004 and 2003

are presented in the table below.

CTHANGE IN FAIR VALUE

{in miilfans} 2004 2003
Fair value of contracts outstanding at the beginning of period 5 41 5 75
Changes in fair value attributable ta changes in valuation technigques and assumptionsit {5 1
Other changes in fair value(®) 185 127
Option premiums paid/(received) 5 (€3]
Accounting Changes(®

Consolidation of previously unconsglidated entities - ?

Cumulative effect of changes in accounting principles - {20)
Contracts settled (144) {146)
Fair value of contracts outstanding at end of periad § 82 9 41

(2} Represents changes in fadr valve recoqnized in meome, coused by changes in assumptions used v calcularing fair vaire ar changes in modeling techmigues.
{2} Represents changes in foir value recognizeq i jncome, prmanly cttrbutable o fluctiations in price. This amount includes both realized ond unreatized goins on energy

trading comtracts.

(3} See Note T(Q)(1) and Note T(RI0v) af the Notes to Franciul Stotements for fuither information,
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REVIEW OF FINANCIAL CONDITION AND RESULTS OF OPERATIONS

The following are the balances at December 31, 2004 and 2003 of our energy risk management assets and liabilities:

Energy risk management assets — current
Energy risk management assets — non-current

Energy risk management liabilities — current
Eneray risk maragement liahilities — non-current

2004 2003

§ 381 $ 305
139 97
(111 (296)
(127) {65)

$ 82 § 41

The fotlowing table presents the expected maturity of the energy risk management assets and liabilities as of December 31, 2004:

it mittions)

SOURCE OF FAIR VALUE'Y

FAIR VALUE OF CONTRACTS AT DECEMBER 31, 2004

Prices actively quoted
Prices based on models and other valuation methods®@

Total

R MATURING TOTAL
2005 2008-2007 2008-2009 ___TFRE._A_FI’ER FAIR VALUL
§74 $18 $- $ - § 92

(4) (5) 2 {3 (10)
§70 313 $2 $(3) 5 82

1) While tiguidity vintes by Luding regions, aclive guotes are generally availabie for two yeors for standard electricity transactions and three years for standord gas fransactions.
Hen-stondend passncbions ore classified based o3 the exient, 1f ony, of modeling used m determming foir volve. Long-term trensacbons can have pottons in both cotegonies

depanding on the tength.
(2} A supstentiol portion of thesz amounts Include opaon volues.

Generation Portfolio Risks

We optimize the walue of our nan-regulated portfolia,
The portfolio includes generation assets (power and capacity),
Fugl, and emission allowances and we manage all of these
components as a portfolic, We use models that forecast future
generation output, fuel requirements, and emission allowance
requiraments based on forward power, fuel and emissien
attowance warkets. The component pieces of the portfolio are
bought and sold based on this model in order to manage the
economic value of the portfolle. With the issuance of Statement
of Financial Accounting Standards No. 149, Amendment of
Stotement 133 on Derivative Instruments and Hedging Activities
{Statement 149), most farward power transactions from manage-
ment of the partfolio are accounted for at fair value. The other
component pieces of the portfolic are typically not subject to
Statement 149 and are accounted for using the accrual method,
where changes in fair value are not recognized. As a rasult, we
are subject to earnings volatility via mark-to-market gafns or
losses from changes in the value of the contracts accounted
for using fair value. & hypothetical $1.00 per MWh increase or
decrease consistently applied to all forward power pricas would
have resulted in an increase or decrease in fair value of these
contracts of approximatety $3 million as of December 31, 2004.

Cinergy is exposed to risk fram ¢hanges in the market prices
of fusl (primarily coal) and emission allowances to the extent
the risk is not mitigated by regulatory recovery mechanisms
in Ohio and Indiana. To the extent we must purchase fuel or
emission allowances in a rising price environment, increased
cost of electricity preduction could result without a correspon-
ding increase in revenue. We manage this risk through the use
of long-term fixed price fuel contracts and acquisitions of
emission allowances. These risks at CO&E are partially mitigated

in 2005 and significantly mitigated from 2006 through 2008
by a retail fuel cost recovery mechanism established in Ohio

as part of the RSP for non-residential customers beginning
January 1, 2005 and for residential customers heginning
January 1, 2006, This mechanism will recover costs for fuel and
emission allowances that exceed the amount originally included
in the rates frazen in the CG&E transition plan through
December 31, 2008. PSI continues to be protected against
market price changes of fuel and emission allowances costs
ncurred for its retail customers by the use of cost tracking

and recavery mechanisms in the state of Indiana.

CONCENTRATIONS OF CREDIT RISK

Credit risk is the exposure to economic loss that would occur as
a result of nonperformance by counterparties, pursuant to the
terms of their contractual obligations. Specific components of
credit risk include counterparty default risk, collateral risk,
concentration risk, and settlement risk.

Trade Receivabies and Physical Power Portfolio

Qur concentration of credit risk with respect to trade
accounts receivable from electric and gas retail customers
is limited. The large number of customers and diversified
customer base of residential, commercial, and industrial
customers significantly reduces our credit risk. Contracts
within the physical portfolio of power marketing and trading
operations are primarily with traditional electric cooperatives
and municipalities and other investor-owned utilities. At
December 31, 2004, we believe the likelihood of significant
losses associated with credit risk in cur trade accounts
receivable or physical power portfolio is remote.
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REVIEW OF FINANLTAL CONDITION AND RESULTS OF DPERATIONS

Enerqy Troding Credit Risk

Our extension of credit for energy marketing and trading s
governed by a Corporate Credit Policy. Written guidelines approved
by our Risk Policy Committee document the management
approval tevels for credit Bmits, evaluation of creditworthiness,
and credit risk mitigation procedures. We analyze net credit
exposure and establish credit reserves based an the counterparties’
credit rgting, payment history, and length of the outstanding
obligation, Exposures to cradit rigks are monitored daily by
the Corporate Credit Risk function, which is independent of all
trading operations. Energy commodity prices can be extremely

volatile and the market can, at times, lack liquidity. Because
of these issues, credit risk for energy commodities is generally
greater than with other commodity trading.

The following tables provide information regarding our
exposure on energy trading contracts as well as the expected
maturities of those exposuras as of December 31, 2004. The
tables include accounts receivable and energy risk management
assets, which are net of accounts payable and energy risk
management liabilities with the same counterparties when
we have the right of offset, The credit collateral shown n
the following tables includes cash and letters of credit.

{in mithons)
NUMBER OF NET EXPOSURE OF
TOTAL COUNTERPARTIES COLINTERPARTIES
EXPOSURE PERCENT OF GREATER THAN GREATER THAN
BEFORE CREDIT CREDIT NET TOTAL 10% OF TOTAL 10% OF TOTAL
RATING COLLATERAL COLLATERAL  EXPOSURE NET EXPOSURE NET EXPOSURE NET EXPDSURE®)
Investment Grade(l $737 $ 75 5662 84% - g-
Internaily Rated-Investment Grade(®) 68 1 67 3 - -
Non-Investment Grade 135 90 45 5 - -
Internally Rated-Non-Investment Grade 51 37 14 2 - -
Tatal $991 5203 788 100% - -
MATURITY OF CREDIT RISK EXPOSURE
EXPOSURE TITAL EXPOSUIRE
GREATER THAN BEFORE CREDIT
RATING 2005 2006-2007 2008-2009 5 YEARS COLLATERAL
Invastment Graded!) $636 §74 316 $11 3737
Internally Rated-Investment Grade'®! 01 7 - - 68
Non-Envestment Grade 133 2 - - 135
Internally Rated-Non-Investment Grade 50 - - 51
Total 3850 384 $16 311 3991

{1} Includes counierpirties rated Investment Grage o7 the counterperties” obligations are guarenteed or secured by an Investment Grode emtily.,

(2) Counterparties include a vinfety nf enlities, mcluding fvestar owned widlities, privately field companies, <ities and municipeiities. We assign internal credit rotings fo ali counterpariies
within our credit msk portfelio. applying fundemental onalyticot teois. Tachrded i this analysis 5 & raview af (but not limited to) counterpaty finoncial statements with consideration
aen to off-balance sheet obilgations and vssets, specific business environment, access to copital. and indicators from deot and equity capital morkets,

{3) Fxposures, positive or regative, with rounlepmrties that are refoted te one another ore not nggreguted vilien no mght of offset exists and os a resutt, credit s extended ond evaluated

or o separote bas's.

Financiol Derivatives

Potential exposure to credit risk also exists from our use of
financial derfvatives such as interest rate swaps and treasury
locks. Because these financial instruments are transacted with
highly rated financial institutions, we do not anticipate
nonperformance by any of the counterparties.

RISK MANAGEMENT

We manage, on a partfolio basis, the market risks in our

energy marketing and trading transactions subject to parameters
established by our Risk Policy Committee, Qur market and credit
risks are monitored by the Global Risk Management function to
ensure compliance with stated risk management policies and
procedures. The Glohal Risk Management function operates
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independently from the business units, which originats

and actively manage the market risk expasures. Policies

and procedures are periedically reviewed to assess their
responsiveness to changing market and business conditions.
Credit risk mitigation practices include requiring parent
company guarantees, various forms of collateral, and the
use of mutual netting/closecut agreements,

EXCHANGE RATE SENSITIVITY

We have exposure to fluctuations in exchange rates between
the United States dollar and the currencies of foreign countries
where we have investments. When it is appropriate we will
hedge our exposure to cash flow transactions, such as a dividend
payment by one of our foreign subsidiaries.




REVIEW OF FINANCIAL CONDITION AND RESULTS OF OPERATIONS

INTEREST RATE SENSITIVETY The weighted-average interest rates on the previously
discussed instruments at December 31, were as follows:
Dur net exposure to changes in interest rates primarily consists

of short-term debt instruments (including net money pool 2004
borrowings) and variable-rate pallution control debt, The Short-term Bank Loans/Commercial Paper 2.5%
following tahle reflects the different instruments used and the Haney Pool 4%

Pollutian Contral Debt 2.3%

method of benchmarking interest rates, as of December 31, 2004:

INTEREST BENCHMARK At December 31, 2004, forward yield curves project an

formittens) .. increase in applicable short-term interest rates over the next
Snort-term Bank Laans/Commercizl Paper/ five years.
Maney Pool
* Short-term Money Market $686
* Commercial Paper Composite Ratetl)
¢ LIBORL}

Pollution Control Debt
* Daily Market 741
* Weekly Marke.
» fiction Rate

1) 30-day Federal Reseive "AA” Industnof Commerciol Poper Composite Rate
2) Landor Interfonk Offored Bale

The following t2ble presents principal cash repayments, by maturity date and other selected information, pur long-term debt, other
debt, and capital lease obligations as of December 31, 2004;

i arilhons)
EXPECTED MATURITY DATE
THERE- FAIR
LIABILITIES 2005 2006 2007 2008 2009 AFTER TOTAL VALUE
Lonig-lerr Debti-; F200i859  $386 $356 §513 $243 $2.223 43,871 $4,074
Weighted-average irterest ratef?! 6.8% 6.6% 7.6% 6.4% 7.4% 7.1% 7.0%
Otheri3 $ 20 $ 20 £380 $ 38 $ 27 § 183 $ /27 $ 687
Weighted-averagg interest rate?] 7.%% £6.8% 6.9% 6.9% 6.7% 6.9% 6.9%
Capital Leases
Fixed-rate |rases $ 7 $ 7 $ 7 $ 10 % 10 $ 24 t 6A § 65
Interest ratef2! 5.4% 5.3% 5.3% 5.2% 5.1% 4.9% 5.5%

{1} Lang-term Dept ingludes omounty refltecter os Long-term debt due wilhir one year.

(2} The weighled-overgge 1nterest rare 3 colculured as follows: (1) for Lang-term Bebt and Other, the wewghted-oveioge snterest mie 75 bosed on bhe inlerest rofes ot December 31, 2004
of the debr fant s matuiry in The veor reported erd includes the effects of an interest rate swap that fixes the interest payments differently from the stated rate: and (2) for Capital
tegses, the weighted-overage interest rate is based on the guerage iterest rete of the lease paymients made during the year reported.

(3) Prammssary notes amst iong-termt votes payeble relarerd to frvestments wider Cinergy Global Resources, Inc.. Investments, and dzbt refated to CC Funding Trust. See Mate 3(B) of the
Notes Lo fmaeciel Statements for o distussion of the debf associated with the (C Funding Trust,

{4 Incirdes PST's £ aih Beaentores vue August 1. 2029, reflected as maturing In 2006, o5 the interest rate is dua to reser on August 1. 2005, If the interest rate {5 nat reset, the
Bomds are sublect fo mandatory redemption by PSI

(5) CC2E's 5.80% Gebenivres due June 1, 2023, e putable 1o [G&E at the oplion of the holders on June 1. 2005, However, based on current morket conditions. we believe it 75 unlikely
tha!l the desentures I b put o CO&F on this date.
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REVIEW OF FINANCIAL CONDITION AND RESULTS OF DFERATIONS

Qur current palicy in managing exposure to fuctuations in
interest rates is to maintain approximatety 30 percent of the
total amount of eutstanding debt in variable interest rate
debt instruments. In maintaining this level of expesure, we
use interest rate swaps. Under the swaps, we agree with ather
patties to exchange, at specified intervals, the difference
between fixed-rate and variable-rate interest amounts calculated
on an agreed upan notional amount, In the future, we will
continually meonitor market conditions to evaluate whether to
medify our level of exposure to fluctuations in interest rates.

CG&E has an cutstanding interest rate swap agreement that
decreased the percentage of variable-rate debt. See Note 7(A) of
the Notes to Financial Statements for additional information on
financial derivatives.

Accounting Matters

CRITICAL ACCOUNTING ESTIMATES

Preparation of financial statements and related disclosures

in compliance with GAAP requires the use of assumptions and
estimates regarding future events, including the likelihoed of
success of particular investments or initiatives, estimates of
future prices or rates, legal and regulatory challenges, and
anticipated recovery of costs. Therefore, the possibility exists
far materially different reported amounts under different
conditions or assumptions. We consider an accounting estimate
to be critical if: 1) the accounting estimate reguires us Lo make
assumptions ahout malters that were reasonably uncertain at
the time the accounting estimate was made, and 2) changes

in the estimate are reasonably Likely to accur from period

to period,

These eritjcal accounting estimates shiould be read in
canjunction with the Notes to Financial Statements. We have
other accaunting policies that we consider to be significant;
however, these policies do not meet the definition of critical
accounting estimates, because they generally do not reguire us
to make estimates or judgments that are particularly difficult
or subjective,

Fair Velue Accounting for Enerqgy Marketing and Trading

We use fair value accounting for energy trading contracts,
which is required, with certain exceptions, by Statement 133.
Shart-term contracts used in our trading activities are generally
priced using exchange based or over-the-counter price quotes,
Long-term contracts typically must be valued using less actively
quoted prices or valuation models. Use of model pricing requires
estimating surrounding factors such as volatility and price
curves beyend what is actively guoted in the market. In addition,
some contyacts do not have fixed notional amounts and therefore
must be valued using estimates of volumes to be consumed by the
counterparty. See Changes in Fair Value for additional informaticn.
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We measure these risks by using complex analytical tools,
bath external and proprietary. These madels are dynamic and
are continuously updated with the most recent data to improve
assessments of potential future outcomes. We measure risks
for contracts that do not contain fixed notional amounts by
obtaining historical data and projecting expected consumption.
These models incorporate expectations surrounding the impacts
that weather may play in future consumption. The results of
these measures assist us in managing such risks within our
portfolio. We also have a Global Risk Management function
that 15 independent of the marketing and trading function and
is under the oversight of a Risk Policy Committee comprised
primartly of senier company executives, This group provides
an independent evaluation of bath forward price curves and
the valuation of energy contracts. See Trading Partfolio Risks
for additional information,

There is inherent risk n valuatfon modeling afven the
complexity and volatility of energy markets. Fair value
accounting has risk, including its application to short-term
contracts, as gains and losses recorded through its use are
not yet realized. Therefore, it is possible that results in future
periads may he matedally different as contracts are ultimately
settled. We monitor potential losses using VaR analysis. As
previously discussed, our one-day YaR at December 31, 2004,
assuming & 95 percent confidence level, was approximately
$1.9 million, which means thare is a 95 percent statistical
chance {based on market implied volatilities) that any adverse
moves in the vawe of our portfolio will be less than the
reported amount. In addition, our five-day VaR at December 31,
2004, assuming the same 95 percent confidence level, was
approximately $3.9 million.

For financial veporting purposes, assets and Uabilities
associated with energy trading tramsactions accounted for using
fair value are reflected on the Batance Sheets as Frergy risk
management assets current and non-current and Energy risk
management liehilities current and non-current, classified as
current or non-current pursuant to each contract’s length. Net
gains and losses resulting from revaluation of contracts during
the period are recognized currently in the Statements of Income.

Regulatory Accounting

Qur utility operating companies are regulated utility
companies. Except with respect ta the electric generation-
related assets and [abilities of CG&E, the companies apply
the provisions of Statement of Financial Accounting Standards
No. 71, Accounting for the Effects of Certain Types of Regulntion
(Statement 71). In accordance with Statement 71, regulatory
actions may result in accounting treatment different from that
of non-rate regulated companies. The deferral of costs (as
requlatory assets} or amounts provided in currenl rates to cover
costs to be ncurred in the future {as regulatory Liabilities) may
be appropriate when the future recovery or refunding of such
costs s probable. In assessing probability, we consider such
factors as regulatory precedent and the current regulatory
environment. To the extent recovery of costs is no longer




deemed probable, related regulatory assets would be required
to be recognized in current pericd earnings. Our calculations
under the fuel adjustment and emission allowance cost recovery
mechaniams at PST (and CG&E for non-residential retail customers
beginming in 2005 and residential retail customers in 2006)
invelve the use of estimates. Fuel costs (including purchased
power when ecanemically displacing fuel) and emission allowance
costs must be allocated between PSIs retail customers and
whaolesale customers, with the lowest costs allocatad to retail
customers. This process is complex and invelves the use of
astimates that when finalized in future periods may result in
adjustiments to amounts deferred and collected from customers,
At December 31, 2004, requlatory assets totaled
$609 million for CG&E {including $10 million for ULH&P} and
$421 million far PSL. Current rates include the recovery of
$602 million for CG&E {including $9 million for ULH&P) and
$378 million for PSL. In addition to the regulatory assets,
CG&E and PSI have regulatory Uabilities totaling $165 million
{including $30 million for ULH&P) and $322 million at
December 31, 2004, respectively, See Note 1{C) of the Notes to
Financial Statements for additionat detail regarding regulatory
assets and regulatory liabilities,

Income Taxes

Management judgment is required in developing our provisian
for income taxes, including the determination of deferred tax
assets, deferred tax [labilities, and any valuation allowances
recorded against the deferred tax assets. We evaluate quarterly
the realizabtlity of our deferred tax assets by assessing our
valuation allowance and adjusting the amount of such
allowance, if necessary. The factors used to assess the likelihood
of realization are our forecast of future taxable income and the
availability of tax planning strategies that can be implemented
to realize deferrad tax assets. These tax planning stratagies
include the utilization of Section 29 tax credits associated with
our production of synthetic fuel. Failure to achieve forecasted
taxable income might affect our ability to utilize the Section 29
tax credits and the uitimate realization of deferred tax assets.

Contingencies

When it is prebable that an environmental, tax, or other
legal liability has been incurred, 2 loss is recognized when
the amount of the loss can be reascnably estimated, Fstimates
of the probability and the amount of loss are often made basad
on currently available facts, present laws and regulations,
and consultation with third-party experts. Accounting for
contingencies requires significant judgment by management
regarding the estimated probabilities and ranges of exposure to
potentiat liability. Management’s assessment of our exposure to
contingenciss could change to the extent there are additional
future developments, administrative actions, or as mara infor-
mation becomes available. If actual obligations Tncurred are
different from our estimates, the recognitien of the actual
amounts may have a material impact on our financial position
and results of operations.

REVIEW OF FINANCIAL COWDITION AND RESULTS OF OFERATIONS

Impairment of Long-lived Assets

Current accounting standards require long-lived assets
be measured for impairment whenever indicators of impairment
exist. If deemed impaired under the standards, assets ave
written down to fair value with a charge to current period
earnings. As a producer of electricity, we are owners of
generating plants, which are largely coal-fived. At December 31,
2004, the camying value of these generating plants is $5 hiltion.
As a result of the various emissions and by-preducts of coal
consumption, the campanies are subject ta extensive environ-
merrtal regulations and are currently subject to a number of
environmentat contingencies. See Note 11(A) of the Nokes 1o
Financial Statements for additional infarmation. While we cannet
predict the potential effect the resolution of these matters will
have on the recoverability of our coal-fired generating assets,
we believe that the carrying values of these assets are recover-
able. In making this assessment, we consider such factors as
the expected ability to recover through the regulatory process
any additional investments in environmental compliance
axpenditures for PSI, the relative pricing of wholesale electricity
in the region, the anticipated demand, and the cost of coal.

For the gas-fired peaking plants that we own that are not
subject to cost-of-service-based ratemaking, the recoverability
will be dependent on many factors, but primarily the price of
power compared to the cost of natural gas, often referred to as
the spark spread, over the life of the plants. While we currently
believe these assets are recoverable on a nominal basis (the
basis required for evaluation under Statement 144 given our
intent to continue operating these assets), changes in the
estimates and assumptions used (primarily power and gas prices
along with their related volatilities) in evaluating these assets
aver their usefut life could rasult in an impairment in the
future. At December 31, 2004, the carrying value of these
gas-fired peaking plants is approximately $441 million.

We will continue to evaluate these assets for impairment
when events or circumstances indicate the carrying value may
not be recoverable.

Impairment of Unconsolidated Investments

We evaluate the racoverahility of investments in unconsoli-
dated subsidiaries when events or changes in circumstances
indicate the carrying amount of the asset is other than
temporarily impaired. An investment is considered impaired if
the fair value of the investment is less than its carmying value.
We only recognize an impairment loss when an impairment is
considered to be other than temporary. We consider an impair-
ment to be other than temporary when a forecasted recovery up
to the investment’s carrying value is not expected for a reason-
able pericd of time, We evaluate several factors, including but
net limited to our intent and ahility to hold the investment, the
severity of the impairment, the duration of the impairment and
the entity’s historical and projected financial performance, when
determining whether or not impairment is other than temporary.

CINERGY CORP. 2004 ANNUAL REPORT 59




60

REYIEW DF FENANCIAL CONDITION AND RESULTS OF OPERATIONS

Fair value is determined by quoted market prices, when
available, however In most instances we rely on valuations
based on discounted cash flows and market multiples. There
are many significant assumptions invelved in performing such
valuations, including but not limited ta forecasted financial
performance, discount rates, earnings multiples and terminal
value considerations. Variations in any one or a combination
of thase assumptions could resutt in different conclusions
regarding impairment.

Once an investment is considerad other than temporarity
impaired and an impairment loss is recogmized, the carrying
value of the investment 1s not adjusted for any subsequent
recoveries in fair value. As of December 31, 2004, we do nat
have any materiat unrealized losses that are deemed to he
temporary in nature, See Note 15(A) of the Nates to Financial
Statements for the amount of impairment charges incurred
during the year.

ACCOUNTING CHANGES

Consolidotion of VIEs

In January 2003, the FASE issued Interpretation 46,
which significantly changed the consolidation requirements for
traditional SPEs and certain other entities subject to its scope.
This interpretation defines a VIE as (zj an entity that does
not have sufficient equity to support its activities without
additional fnancial support or {B) any entity that has equity
investors that do not have substantive veting rights, do not
absorb first dollar losses, or receive residual returns. These
entities must be consolidated whenever we would be anticipated
ta absorb greater than 50 percent of the losses or receive
greater than 50 percent of the raturns.

In accordance with its two stage adeption guidance, we
implemented Interpretation 46 for traditional SPEs on July 1,
2003, and for all other entities, inciuding certain operating
Jjoint ventures, as of March 31, 2004, The consolidation of
certain operating joint ventures as of March 31, 2004, did
not have a material impact on our financial pesition or results
of operations.

On July 1, 2003, Interpretation 46 reguired us to consolidate
two 5PEs that have individual power sale agreements with
Central Maine Power Company (CMPY. Further, we wera no lenger
permitted to consolidate a trust that was established by Cinergy
Corp. in 2001 to issue approximately $316 million of combined
preferred trust securities and stock purchase contracts. Prior
neriod financial statements were not restated for these changes,
For further informatien on the accounting for these entities see
Notes 3{A}) and (B) of the Notes to Financial Statements.

We have concluded that our accounts receivable sale facility,
as discussed in Note 3(C) of the Notes to Financial Statemants,
will remain unconsolidated since it involves transfers of financial
assets to a qualifying SPE, which is exempted from consolidation
by Interpretation 46 and Statement 140.
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Share-Based Payment

in December 2004, the FASB issued a replacement of
Statement 123, Statement of Financial Accounting Standards
No. 123 {revised 2004, Share-Based Payment (Statement 123R).
This standard will require accounting for all stock-based
compensation arrangements under the fair value method
in addition te other provisions,

In 2003, we prospectively adopted accounting for our
stock-based compensation plans using the fair value recognition
provisions of Statement 123, as amended by Statement of
Financial Accounting Standards No. 148, Accounting for Stock-
Based Compensation-Transition and Disclosure (Statement 148),
for all emplayee awards granted or with terms modified on or
after January 1, 2003, Therefore, the impact of implementation
of Statement 123R on stock options within our stock-based
compensation plans is not expected to be material. Statement
123R contains certain provisions that will modify the accounting
for various stock-based compensation plans other than stock
options. We are in the process of evaluating the impact of this
new standard on these plans, We will adopt Statement 123R on
July 1, 2005.

Income Taxes

In October 2004, the American Jobs Creation Act (AJCA)
was sfgned into law. The AJCA includes & ane-time deduction
of 85 percent of certain foreign earnings that are repatriated, as
defined in the AJCA. [n December 2004, the FASB issued Staff
Position 109-2, Accounting and Disclosure Guidance for the
Fareign Farnings Repatriation Provision within the Amerfcan Jobs
Creation Act of 2004. The staff pasition allows additional time
for an entity to evaluate the effect of the legisiation on its plan
for repatriation of foreign earnings for purposes of applying
Statement of Financial Accounting Standards No. 109, Accounting
for Income Taxes (Statement 109). We will complete our
evaluation of the effects of the provision on our plan for
repatriation of foreign earnings in 2005.




Consolidated Statements of Income

tin I.‘n;us-u-ur‘js‘ mxcapt prr shon® um;J .7rm) 2004 2003 2002
Operating Revenues (Note 1()
Electric §3,536,649 $3,320,256 $3,2h6,437
Gas 783,316 835,507 590,471
Other {Note 1(D)(7i}) 367,085 260,114 212,444
Total Operating Revenues 4,687,950 4,415,877 4,059,352
Operating Expenses
Fuel, emission allowances, and purchased power 1,244,027 1,136,950 950,463
Gas purchased 428,087 503,834 309,983
Cost of fuel resold 220,801 196,974 130,286
Operation and maintenance 1,282,278 1,118,680 1,201,564
Depreciation 460,289 308,871 403,909
Taxes other than income taxes . 253,945 249,746 263,002
Total Operating Expenses 3,949,617 3,605,055 3,259,207
Operating Income L - _ 738,333 810,822 800,145
Equity in Earnings of Uncansolidated Subsidiaries 48,249 15,201 15,261
Miscellaneous Income (Expensa) — Net (3,213) 38,156 12,402
Interest Expense 275,238 270,874 243,652
Preferred Dividend Requirement of Subsidiary Trust {Naote 3(B)) - 11,940 23,832
Preferred Bividend Requirements of Subsidiaries 3,432 3,433 3,433
Inconte Before Taxes ] 7 504,699 577,932 556,891
Income Taxes (Note _10) 103,831 143,508 160,255
Income Before Discontinued Qperations and Cumulative Effect
of Changes in Accounting Principles 400,568 434,424 346,636
Discontinued operations, net of tax (Note 14) - 8,836 {25,161}
Cumulative effect of changes in accounting principles,
net of tax {Noteil{[l)(fv)) - 26,462 (10,899}
Net Tncome $ 400,868 $ 469,772 $ 360,576
Average Common Shares Qutstanding — Basic 180,965 176,535 167,047
Earnings Per Commen Share — Basic (Kote 17)
Income before discontinued operations and cumulative effect
ot changes in acceunting principles 5 2.22 $ 2.46 4 2.37
Discontinued operations, net of tax (Note 14) - 0.05 (0.15)
Cumudative effect of changes in accounting principles,
net of tax (Note 1{Q)(v}) - 0.15 (0.06)
Het Tncome 5 2.22 % 2.66 % 2.16
Average Comman Sharf!j_?_qtsi_:al‘ld'ing — Dilu!e_d 183,531 178,473 169,052
Earnings Per Common Share — Diluted (Note 17)
Income before discontinued operations and cumulative effact
of changes in accounting principles $ 2.18 $ 2.43 3 2.34
Discontinued operations, net of tax (Note 14) - 0.05 {0.15)
Cumulative effect of changes in accounting principles,
net of tax [Note ]___(_O)(r'v)) - ) - 0.15 {0.06)
Net Income $ 2.18 $ 2.63 hS 2.13
Cash Dividends Declared Per Common Share $ 1.88 1.84 3 1.80

The eccomponying rotes pre 6n integral nart of these consolidated firanciol staiements.
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Consolidated Balance Sheets

ASSETS

{dodiars in thowsands)

" DECEMBER 31

Current Assets
Cash and cash equivalents
Notes receivable, current
Accounts rereivable less accumulated provision for doubtful accounts
of $5,514 at December 31, 2004, and 37,884 at December 31, 2003 (Note 3(C))
Fuel, emission allowances, and supplies (Note 1(G))
Energy risk management current assets (Note 1{K){7))
Prepayments and other

- Total Current Assets

Property, Plant, and Equipment — at Cost
Utility plant in service {Note 19)
_ Construction work in progress

Tatal Utility Plant
Non-requlated property, plant, and equipment {Note 19)

Net Property, Plant, and Equipment

Other Assets
Regulatory assets (Nate 1(C))
Investments in unconselidated subsidiaties
Energy risk management non-current assets (Nate 1(K) (7))
Notes receivable, non-current
Other investments
Goodwill and other intangible assets
Restricted funds held in trust
Other

Assets of Discontinued Operat}'grrlsr (Note 14)
Tatal Assets

2003
§ 164,541 $§ 169,120
214,513 189,854
1,061,140 1,074,518
444 750 357,625
381,146 305,058
174,624 146,422
2,440,714 2,242,597
10,076,468 9,732,123
333,687 275,459
10,410,155 10,007,582
4,700,009 4,527,943
5,180,699 4,908,019
9,929,465 9,627,506
1,030,333 1,029,242
513,675 494,520
138,787 87,334
193,857 213,853
125,367 184,044
60,502 45,349
358,006 -
191,611 180,250
2,612,138 2,244,602
- 4,501
$14,982 317 $14,119,206

The accompanying Notes are o integrel port of these consolidated Hnancial siatements.
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Cansolidated Balance Sheets

LIABILITIES AND SHAREHOLDERS EQUITY

DECEMBER 31
{doifors 1 thowsonds) o ] 2004 2003
: Current Liabilities
Accounts payable $ 1,348,576 3 1,240,423
Accrued taxes 216,804 217,993
Accrued inferest 54,473 68,052
Notes payable and other short-term obligations (Note 5) 958,910 351,412
Long-term debt due within one year 219,967 839,103
Energy risk management current liabilities {Note 1(K)(7}) 310,741 286,122
Dther 171,188 107,438
] Tatal Current Liabilities o 3,280,659 3,131,443
Non-Current Liabilities
Long-term debt {(Note 4) 4,227,741 4,131,909
Deferred income fzxes (Note 1Q) 1,567,120 1,557,981
Unamortized investment tax credits 99,723 108,884
Accrued pension and other postretirement henefit costs (Note 9) 688,277 662,834
Regulatory liahilities (Note 1(C)) 557,419 490,856
Energy risk managsment non-current liabilities (Note 1(K}i)) 127,340 64,801
Other - 225,298 205,344
Total Non-Current Liabilities 7,522,918 7,222,669
Liabilities of Discontinued Operations {Note 14) - 11,594
Commitments and Contingencies (Note 11)
Total Liabilities o 10,803,577 10,355,706
Cumulative Preferred Stock of Subsidiaries
Nat subject to mandatory ret_if_!mption 62,818 52,818
i Common Stock Equity (Note 2}
: Common stock — 5.01 par value; authorized shares — 500,000,000;
| issued shares — 187,653,506 at December 31, 2004, and
178,438,369 at December 31, 2003; outstanding shares — 187,524,229
at December 31, 2004, and 178,336,854 at December 31, 2003 1,877 1,784
Paid-in capitat 2,559,715 2,195,085
Retained earmings 1,613,340 1,551,003
Treasury shares at cost — 128,277 shares at December 31, 2004,
and 101,515 shares at December 31, 2003 (4,336) {3,2h5)
Accumulated other comprehensive loss (Note 18) (54.674) (44,835)
Total Common Stack Equity - 4,115,922 3,700,682
Total Liabilities and Shareholders’ Equity $14,982,317 $14,119,208

The accompanying rotes ave an inregral patt of these consalidated fnancinl stotemants.
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Consolidated Statements of Changes in Common Stock Equity

ACCUMULATED TOTAL
CTHER COMMON
CCMMON  PAID-IN RETAINED TREASURY CDMPREHENSIVE STOCK
fdotinrs in thousands, except per shore amounts) STOCK CAPITAL EARNINGS STOCK INCOME (LOSS) EQUITY
2002 '
Beginning balance (159,402,839 shares) §1,504 $1,619,659 $1,337,13% § - §{16,920)  $2,941,459
Comprehensive income;
Net income 360,576 360,576
Dther comprehensive income {loss),
net of tax effect of $11,500 (Note 18)
Foreign currency lranslation adjustment,
net of reclassification adjustments {Note 1{R}) 25,917 25,917
Minimum pension Lability adjustment (13,763) (13,763)
Unrealized loss on investment trusts (5.277) (5.277)
Cash flaw hedges {Note 1(K)(7i)} (19,748) {19,748)
Total comprehensive income 347,705
Issuance of common stock — net (9,260,276 shares) 93 267,768 267,861
Dividends on common stock ($1.80 per share) (298,292) (298,292)
Other 30,709 4,034 34,743
Ending balance (168,663,115 shares) $1,687 $1,918,136 51,403,453 § - $(29,800) $3,203,476
2003
Comprehensive income:
Net income 468,772 469,772
Other comprehensive income {{oss),
net of tax effect of $11,700 (Note 18)
Foreign currency translation adjustment,
net of rectassification adjustments (Note 1{R}} 10,528 10,528
Minimum pension liability adjustment (33,84¢6) (33.846)
Unrealized gain on investment trusts 8,757 6,757
Cash flow hedges (Note 1{K){i)) 1,526 1,526
Total comprehensive incoma 454,737
Issuance of common stock — net (9,775,254 shares) 97 269,977 270,074
Treasury shares purchased {107,515 shares) (3,255) (3,255}
Dividends on common stock {$1.84 per share) (322,371) (322,371)
Other 7,872 149 &.021
Ending balance (178,336,854 shares) $1,784 $2,195,985 §1,551,003  §(3,255)  $(44,835)  $3,700,682
2004
Comprehensive income:
Net incame 400,868 400,868
Other comprehensive income (loss),
net of tax effect of 38,259 [Note 18)
Foreign currency translation adjustment (Note 1(R}) 14,953 14,953
Minimum pension lability adjustment (31,752) {31,752)
Unrealized gzin on investment trusts 2,418 2,418
Cash flow hedges (Note 1(K)(i7}} 4,542 4,542
Total comprehensive income 391,029
Issuance of common steck — net (9,215,137 shares) 93 350,433 350,526
Treasury shares purchased (27,762 shares) {1,081} (1,081)
Dividends on common stock ($1.88 per share) {(338,630) (338,630)
Other 13,287 99 13,396
Ending balance (187,524,229 shares) $1,877 $2,559,715 $1,613,340  ${4.336) $({54,674) $4,115,922

The accompanying rigles are e integrai part ¢f these consolidated financial statements.
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Consolidated Statements of Cash Flows

[dedlers ﬂmusma:j 2004 2003 2002

Cash Flows from Continuing Operations
Operating Activities
Net income § 400,868 $ 469,772 $ 360,576
Adjustments to reconcile net income to net cash
provided by operating activities:

Depreciation 460,389 398,871 403,909
(Income) Loss of discontinued operations, net of tax - (8,886) 25,161
{Income) Loss an impatrment or disposal of subsidiaries
and investments, net 48,144 (93} (18,518)
Cumulative effect of changes in accounting principles, net of tax - {26,452) 10,899
Change in net position of energy risk management activities (40,443) {11,723) {43,202)
Deferred income taxes and investment tax credits — net (4,113) 85,108 148,069
! Equity in earnings of unconselidated subsidiaries (48,249) (15,201) (15,261)
‘ Allowance for equity funds used during construction (2,269) (7,532) {12,861)
Regulatory assei/liability deferrals (38,868) (81,791) (132,117)
| Requlatory asset amortization 92,422 89,931 115,967
Accrued pension and other postretirement henefit costs 25,443 36,667 127,366
Cost of removat (17,763) {16.598) -
Changes in current assets and current liabilities:
Accounts and notes receivabte (11,555) 123,504 {235,437}
Fuel, emission allowances, and supplies (89,699) 1,410 (81,303}
Prepayments (88,463) 8,859 (26,818)
Accounts payable 108,476 (89,149} 311,339
Accrued taxes and interest {15,360) {35,510) 55,019
Other assets (50,234) (25,008) {50,572}
(ther liabilities 104,278 50,504 1,586
Net cash provided by operating activities 833,004 945,673 955,802
Financing Activities
Change in short-term debt 545,405 (393,098) (442,472)
Issuance of long-term debt . 38,361 688,166 628,170
Redemption of long-term debt (830,543) (487.901) (112,578)
Issuance of common stock 350,526 270,074 267,861
Dividends on commen stock ' (338,630) (322,371) (298,292)
Net cash provided by (used in) financing activities (233,881} (245,128) 42,689

Investing Activities
Construction expenditures (less allowance for eguity funds

used during canstruction) (697,643) (704,117) (853,332)
Proceeds from notes receivable 17,460 9,187 -
Withdrawal of restricted funds held in trust 26,273 - -
Acquisitions and othar investments (2.965) {87,859) (118,375)
Proceeds from distributions by investments and

sale of Investments and subsidiaries 54,173 51,252 86,071

Net cash used in investing activities ${603,702) $(731,537) $(885,634)

The accompenying natas are pn integrof part af these comsalidated fiponcial statements.
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Consolidated Statements of Cash Flows
(CONTINUED)

(dottars in tfrcl;sands,‘ 2004 2003 2002
Net increase (decrease) in cash and cash eguivalents

frem continuing operations $ (4579) $ (30,992) $ 112,855
Cash and cash equivalents from continuing operations

&t beginning of period 169,120 200,112 8?257 )
Cash and cash equivalents from continuing operations

at end of period $ 164,541 3 169,120 § 200,112
Cash Flows from Discontinued Operatians

Operating activities $ (7.003) $ (5,871) $ 40,397

Finaneing activities 7.093 (14,898) {39,464)

Investing activities - (202) (3,772)
Net decrease in cash and cash equivafents

from discontinued operations - (20.971) (2.839)
Cash and cash equivalents from discontinued operations

at beginning of period - 20,971 23,810
Cash and cash eguivalents from discontinued operatians

at end of period $ - 3 ~ § 20,971
Supplemental Disclosure of Cash Flow Information

Cash paid during the year for:

Interest (net of amount capitalized} $ 298,142 $ 263,228 $ 253,264
Incame taxes $ 73197 $ 92,175 $ 57,739

The grcompanying notes are on mtegral part of these consolideted fincncial statements.
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Consolidated Statements of Capitalization

DECEMBER 31
{dollurs in thousands) 2004 2003

Long-term Debt (exﬁudes Eu?rent portion)
Cinergy Corp.
Other Long-term Cebt:

6.53 % Debentures due December 16, 2008 $200,000 $200,000
6.90 % Note Payable due February 16, 2007 326,032 326,032
Total Gther Long-term Debt 525,032 526,032
Unamortized Premium and Discount — Net (3.980) (6,080}
Total — Cinergy Corp. 522,052 519,952

Cinergy Global Resources, Inc,
Qther Long-term Debt:

6.20 % Debentures dus November 3, 2008 150,000 150,000

Variable interest rate of Euro Inter-Bank Offered Rate
plus 1.2%, maturing November 2016 89,391 79,104
Total Other Long-term Debt 239,301 229,104
Unamortized Fremium and Discount — Net (126) (160)
Tetal — Cinergy Global Resources, Inc. 239,265 228,944

Cinergy Investments, Inc.
Other Long-term Debt:

9.23 % Notes Payable, due November 5, 2016 105,834 107,142
7.81 % Notes Payable, due June 1, 2009 74,773 93,041
Cther 17,930 3,547
Total — Cinergy Investments, Inc $198,537 $203,730

The uccompanying notes ore on wtegra! port of these consoiidated financic! stafements.
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Consolidated Statements of Capitalization

{CONTINUED)
o - DECEMBER 31
{dodiors i thousangs) 2004 2003
CGRE and subsidiaries
First Mortgage Bonds:
| 5.45% % Series due January 1, 2024 (Pollution Contral) $ 46,700 § 46,700
! 5% % Series due January 1, 2024 (Pollution Control) 48,000 48,000
‘ Total First Mortgage Bonds 94,700 94,700
Other Long-term Debt:
Liguid Asset Motes with Coupon Fxchange due October 1, 2007
{Executed interest rate swap to fix the rate at 6.87% through maturity) 100,000 100,000
6.40 % Debentures due April 1, 2008 100,000 104,000
6.90 " Debentures due June 1, 2025 (Redeemable at the option of the halders on June 1, 200%) - 150,000
5.70 % Debentures due September 15, 2012, effective interest rate of 6.42% 500,000 500,000
540 % Debentures due June 15, 2033, effective interest rate of 6.90% 200,000 200,000
5% % Debentures due June 15, 2033 200,000 200,000
| Seriss 20024, Ohio Air Quality Development Revenue Refunding Bonds,
due September 1, 2037 {Polluticn Cantrol) 42,000 42,000
Series 2002B, Ohio Air Quality Development Revenue Refunding Bonds,
due September 1, 2037 {Pollution Contral) 42,000 42,000
Seties 2004A, Ohio Air Quality Development Revenue Refunding Bands,
due Movember 1, 2035 (Pollution Control) (Note 4) 47,000 -
Series 2004B, Ohio Air Quality Development Revenue Refunding Bonds,
due November 1, 2039 (Pollution Control) (Note 4} 47,000 -
Series 1392A, 6.50% Collateralized Pollution Control Revenue Refunding Bonds,
due November 15, 2022 12,721 12,721
Total Dther Long-term Debt 1,290,721 1,346,721
Unamortized Premium and Discount — Net (36,093) (37.299)
Total CG&E Long-term Debt 1,349,328 1,404,122
ULH&P
Other Long-term Debt:
6.0 % Debentures due April 30, 2008 20,000 20,000
7.65 % Debentures due July 15, 2025 15,000 15,000
7.875% Debentures due September 15, 2009 20,000 20,000
SLDD % Debentures due December 15, 2014 (Note 4) i 777{{0,000 -
Total Other Long-term Debt 95,000 55,000
Unam_qrtized Premium and_Discount — NMet ) gﬁ_ﬁp) (315)
Tatal ULHEP Long-term Debt 94,340 54,685
Total CG&E Consolidated Long-term Debt $1,443,668 $1,458,807
PsI
First Mortgage Bonds:
Series 77, 5% % dus February 15, 2028 (Pollution Control) $ 50,000 $ 50,000
Series AAA, 7% % due Febwuary 1, 2024 30,000 30,000
Series BRB, 8.0 % due July 15, 2008 124,665 124,665
Series CCC, 8.85 % due January 15, 2022 53,055 53,055
Series DDO, 8.31 % due September 1, 2032 38,000 38,000
Serfes EEE, .65 % due June 15, 2006 325,000 325,000
Tatal First Mortgage Bonds 620,720 620,720
Secured Medium-term Notes:
Series A, 8.55% to 8.57% as of December 31, 2004 and 2003, respectively.
Bue December 27, 2011 7,500 7,500
Series B, 6.37% to 8.24%, due August 15, 2008 to August 72, 2022 70,000 70,000
(Series A and B, 7.255% weighted average interest rate as of
December 31, 2004 and 2003, respectively. 9.1 and 10.1 year weighted
average remaining life at December 31, 2004 and 2003, respectively)
_ Total Secured Medium-term Motes $ 77,500 $ 77,500

The accompanying noles are ar integral part of these consolidated financial statements,
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Consolidated Statements of Capitalization

{CONTINUER)
- ) DECEMBER 31 -
{dnlars in thousands) 2004 ) 20113
PSI
Other Long-term Debt:
Indiana Development Finance Authority Environmental Refunding Revenue Bonds,
due May 1, 2035 $ 44,025 $ 44,025
Indiana Development Finance Authority Environmental Refunding Revenue Bonds,
due April 1, 2022 10,000 10,000
£.35% Debentures due November 15, 2006 50 50
8.50% Synthetic Putabie Yield Securities due August 1, 2026
(Interest rate vesets August 1, 2005) - 50,000
7.25% Junior Maturing Principal Securities due March 15, 2028 2,058 2,658
6.00% Rural Utilities Service Obligation payable in annual installments 79,888 80,988
£.52% Semor Notes due March 15, 2009 97,342 97,342
7.85% Debentures due October 15, 2007 265,000 265,000
5.00% Debentures due September 15, 2013 400,000 400,000
Serfes 20024, Indiana Development Finance Authority Enviranmental Refunding Revenue Bands,
due March 1, 2031 23,000 23,000
Series 20028, Indiana Development Finance Authority Environmental Refunding Revenue Bonds,
due March 1, 2019 24,600 24,600
Series 2003, Indiana Development Finance Authority Environmental Refunding Revenue Bonds,
due Aprii 1, 2022 35,000 35,000
Series 20048, Indiana Development Finance Authority Environmental Refunding Revenue Bonds,
due December 1, 2039 (Note 4} 77,125 -
Series 2004C, Indiana Development Finance Authority Environmental Refunding Revenue Bonds,
due December 1, 2039 (Note 4) 77,125 -
Total Other Long-term Debt 1,135,813 1,022,663
Unamertized Premium and Discount — Net (9,814) {10,407)
Total PSI Long-term Debt 1,824,219 1,720,476
Total Consolidated Long-term Debt $4,227,741 $4,131,909
Cumulative Preferred Stock of Subsidiaries
SHARES
PAR/STATED AUTHORIZED OUTSTANDING AT MANDATORY
) VALUE SHARES DECEMBER 31, 2004 SERIES REDEMPTION
CGRE $100 6,000,000 204,849 4% - 4% No 20,485 20,485
PSI $100 5,008,000 347 445 3%% - 6% NoD 34,744 34,744
PSI 5 25 5,000,00C 303,544 4.16% - 4.32% No 7,589 7,589
Total Cumulative Preferred Stock of Subsidiaries $ 62,818 $ 62,818
Total Comman Stock Equity 4,115,922 3,700,682
Total — Consolidated Capitalization £8,406,481 $7.895,409

Ife vecumpanying notes aie on iategro! part of these consotideted fogncral shatements.
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Management Report on Internal Control Over Financial Reporting

Management of Cinergy Corp. (the Company) is responsible for
establishing and maintaining adequate internal control over
financial reporting, as defined in Rules 13a-15(f) and 15d-15{f)
under the Exchange Act. The Company's internal centrol over
financial reporting is designed to provide reasonable assurance
regarding the reliability of financizl reporting and the prepara-
tion of financiat statements for external purposes, in accordance
with generally zecepted accounting principles,

Because of 1ts inherent imitations, internal control over
financial reporting way noi prevent or detect misstatements.
Also, projections of any evaluation of effectiveness to future
periods are subject to the risk that controls may become
inadequate because of changes in conditions, ar that the degree
of compliance with the policies or procedures may deteriorate.

CIMERGY CORP, 2004 ANNUAL REPORT

The Company's management assessed the effectiveness of
the Company’s internal central over financial reporting as of
December 31, 2004. In making this assessment, management
used the criteria established in Intemal Control — Integrated
Framework issued by the Committes of Sponscring Orgamizations
of the Treadway Commission.

Based on our assessment and those criteria, management
believes that the internal control gver financial reporting main-
tained by the Company, as of December 31, 2004, was effective.

The Company's independent auditors have issued an
attestation report on management’s assessinent of the
Company's internal control over financial reporting. That
report follows.




Report of Independent Registered Pubhc Accounting Firm

To the Baard of Directors of Cinergy Corp.:

We have audited management’s assessment, included in
the accompanying Management Report on Internal Control
over Financial Reporting, that Cinergy Corp. {the “Company”)
maintained effective internal control over financial reporting as
of December 31, 2004, hased on criterfa established in Internal
Control — Integrated Framewaork issued by the Committee of
Sponsoring Organizations of the Treadway Commission. The
Lompany’s management is responsible for maintaining effective
internal contral over financial reporting and for its assessment
of the effectiveness of internal control aver financial reporting.
Our responsibility 1s to express an opinion on management's
assessment and an opinion on the effectiveness of the
Company’s internal control over financial reparting based
on our audit.

We conducted our audit in accordance with the standards of
the Pubfic Company Accounting Oversight Board (United States).
Those standards require that we plan and perform the audit to
obtain reasonable assurance about whether effective internal
control over financial reporting was maintained in all material
respects. Our audit included obtaining an understanding of
internal control over financial reporting, evaluating management’s
assessment, testing and evaluating the design and operating
effectiveness of internal control, and performing such other
procedures as we considered necessary in the circumstances.

We believe that our audit provides a reasonable basis for
our opInions.

A company's internal control over financial reporting is a
process designed by, or under the supenvision of, the company’s
principal executive and principal financial officers, or persons
performing similar functions, and effected by the company’s
hoard of directors, management, and other personnel to provide
reasonable assurance regarding the reliability of financial
reparting and the preparation of financial statements for external
purposes in accordance with generally accepted accounting
principles. A company’s internal control over financial reporting
includes these policies and procedures that (1) pertain to the
maintenance of records that, in reasonable detail, accurately
and fairly reflect the transactions and dispositions of the
assets of the campany; {2) provide reasonable sssurance that
transactions are recorded as necessary to permit preparation
of financial statements in accordance with generally accepted
accounting principles, and that receipts and expenditures of the
company are being made only in accordance with authorizations
of management and directors of the company; and (3) provide
reasonable assurance regarding prevention or timely detection
of unauthorized acquisition, use, or disposition of the
company’s assets that could have a material effect on the
financial statements.

Because of the inharent limitations of internal control over
financial reporting, including the possibility of cotlusion or
impraper management averride of cantrols, material misstate-
ments due to error or fraud may not be prevented or detected
on a timely basis. Also, projections of any evaluation of the
effectiveness of the internal control over financial reporting to
future periods are subject to the risk that the controls may
become inadequate because of changes in conditions, or that
the degree of compliance with the policies or procedures
may deteriorate.

In our opinion, management’s assessment that the Company
maintained effective internal contral over financial reporting as
of December 31, 2004, is fairly stated, in all material respects,
based on the ¢riteria established in Internal Control —
Integrated Framework issued by the Committee of Sponsoring
Organizations of the Treadway Commission. Also in our opinian,
the Company maintained, in all material respects, effective
internal control over financial reporting as of December 31,
2004, based on the criteria established in Intemal Control —
Integiated Framework issued by the Committee of Sponsoring
Organizations of the Treadway Commission.

We have also audited, in accerdance with the standards of
the Public Company Accounting Oversight Board (United States),
the consolidated financial statements as of and for the year
ended December 31, 2004 of the Company and our repart dated
February 11, 2005 expressed an unqualified opinion on those
financial statements and contained an explanatory paragraph
regarding the Company's changes in accounting, in 2003, for
asset retirement obligations, varfable fnterest entities, and
stock-based compensation,

Ttptle  Jpucke Lif
Deloitte & Jouche LLP

Cincinnati, Ohig
February 11, 2005
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Report of Independent Registered Public Accounting Firm

To the Board of Dirgctors of Cinergy Corp.:

We have audited the accompanying consolidated balance
sheets and statements of capitalization of Cineray Corp. and
subsidiaries (the “Company”) as of Decembar 31, 2004 and
2003, and the related consolidated statements of income,
changes in common stock equity, and cash flows for each of
the three years in the period ended December 31, 2004. These
financial statemente are the responsibility of the Campany’s
managemant. Qur responsibility is to express an opinion on
these financial statements based on our audits.

We conducted our audits in accordance with the standards of
the Public Company Accounting Oversight Board (United States).
Those standards require that we plan and perform the audit to
obtain reasgnable assurance about whether the financial state-
ments are free of material misstatement. An audit includes
examining, on & test basis, evidence supporting the amounts
and disclosures in the financial statements. An audit also
includes assessing the accounting principles used and significant
estimates made by management, as well as evaluating the
overall financial statement presentation. We believa that our
audits provide a reasonable basis for our opinion.

In our opinion, such consclidatad financial statements
present fairy, in all material respects, the financial position
of Cinergy Corp. and subsidiaries as of December 31, 2004 and
2003, and the results of their operations and their cash flows
for each of the three years in the period ended December 31,
2004, in conformity with accounting principles generalty
accepted in the United States of America.

CINERGY CORP. 2004 ANNUAL REPORT

As discussed in Mote 1 to the financial statements, in
2003, Cinergy Corp. adopied Statement of Financial Accounting
Standards {SFAS} No. 143, “Accounting for Asset Retirement
Obligations;” Financial Accounting Standards Board
Interpretation No. 46, “Consolidation of Variable Interest
Entities;” and the fair value recognition prowisions of SFAS
No. 123 “Accounting for Stock-Based Compensation.”

We have also audited, in accordance with the standards
of the Public Company Accounting Oversight Board {United
States), the effectiveness of the Company's internal control
over financial reparting as of December 31, 2004, based on the
critenia established n Internel Control — Integrated Framework
issued hy the Committee of Sponsoring Organizations of the
Treadway Commission and our report dated February 11, 2005
expressed an unqualified opinion on management's assessment
of the effectiveness of the Company's internal contrel over
financial reporting and an unqualified opinion on the effective-
ness of the Company’s internal control over financial reporting.

?M"’M oif

Deloitte & Touche LLP
Cincinnati, Ohio
February 11, 2005



Notes to Financial Statements

In this report Cinergy (which includes Cinergy Corp. and all
of our regulated and non-requlated subsidiaries) is, at times,

"o

veferred to in the first person as “we”, “our”, or “ug",

1. Summary of Significant Accounting Policies

(A) NATURE OF OPERATIONS

Cinergy Corp., a Belaware corporation organized in 1933, owns
all outstanding comman stock of CG&E and PSI, hoth of which
are public utilities. As a result of this ownership, we are
considerad a utility holding company. Because we are g holding
company with material utility subsidiaries operating in multiple
states, we are registered with and are subject ta regulation by
the SEC under the PUHCA. Qur other principal subsidiaries are
Services and Investments,

CG&E, an Ohio corporation organized in 1837, 3s a combina-
Haon electric and gas public utility company that provides
service in the southwestern portion of Ohio and, through
ULH&P, in nearby areas of Kentucky. CO&E is responsible for
the majority of our power marketing and trading activity. CG&E's
principal subsidiary, ULH&P, a Kentucky corporation organized in
1901, provides electric and gas service in northern Kentucky.

PSI, an Indiana corporation organized in 1942, is a vertically
integrated and regulated electric utflity that provides service in
north central, central, and southern Indiana.

Tre following table presents further information related to
the operations of our utility operating companies:

CGEE and subsidiaries

W Generation, transmission, distribution, and sale
of electricity

= Sale and/or transportation of patural gas

= Electric commodity marketing and trading operations

pI

® Generalion, transmission, distribution, and sale
of electricity

Services is a service company that provides our subsidiaries
with a varfety of centralized administrative, management, and
support services. Investments holds most of our non-regulated,
energy-related businesses and investments, including natural
gas marketing and trading operations (which are primarily
conducted through Marketing & Trading, one of its subsidiaries).

We conduct operations through our subsidiaries and manzge
our businesses through the following three reportable segments:

u Commercial;
m Requlated; and

® Power Technology and Infrastructure.

See Note 16 for further discussion of our repartable segments,
{B) PRESENTATION

Management makes estimates and assumptions when preparing

financial statements under GAAP. Actual results could differ, as

these estimates and assumptions involve judgment about future
events or performance. These estimates and assumptions affect

various matters, including:

= the reported amounts of assets and hiabilities in our
Balance Sheets at the dates of the financial statements;

® the disclosure of contingent assets and liabilities at the
dates of the financial statements: and

= the reporfed amounts of revenues and expenses in our
Statements of Income during the reporting periods.

Additionally, we have reclassified cartain pricr-year amounts
in the financial statements to conform to current presentation.
We use three different methods to report investments in
subsidiaries or other companies: the consolidation method;

the equity method; and the cost method.

(i) Consolidation Method

For traditional cperating entities, we use the consolidation
method when we own a majority of the voting stock of or have
the =bility to control a subsidiary. For ¥Viks {discussed further in
Note 3), we use the consolidation method when we anticipate
absorhing a majority of the losses ar recelving & majerity of
the returns of an entity, should they occur. We eliminate all
significant intercompany transactions when we consolidate
these accounts. Gur consalidated financial statements include
the accounts of Cinergy and its wholly-owned subsidiaries.
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(i) Equity Method

We use the equity method to report investments, joint
ventures, partnerships, subsidiaries, and affiliated companies in
which we do not have control, hut have the ability to exercise
influence over operating and financial policies (generally,
20 parcent to 50 percent ownership), Under the equity methed
we report:

B our investment in the entity as fnvestments in

unconsolidated subsidiaries in our Balance Sheets; and

B gur percentage share of the earnings from the entity as
Equity in earnings of uncansolidated subsidianes in our
Statements of Incame,

(fi} Cost Method

We use the cost method to report investments, joint
ventures, partnerships, subsidiaries, and affiliated companizss
in which we do not have contiol and are unable to exercise
sigmificant influence over operating and financial policies
(generally, up to 20 percent ownership). Under the cost method
we report our investments in the entity as Other investments in
our Balance Sheets.

(C} REGULATION

Our utility operating companies and certain of our non-utility
subsidiaries must comply with the rules prescribed by the SEC
under the PUHCA. Our utility operating companies must also -
comply with the rules prescribed by the FERC and the applicable
state utility commissiens of Ohio, Indiana, and Kentucky.

Qur utility operating companies use the same accounting
policies and practices for financial reporting purposes as
non-regulated companies under GAAP. However, sometimes
actions by the FERC and the state utility commissions result in
accounting treatment different from that used by non-regulated
companies. When this occurs, we apply the provisions of
Statement 71. In accordance with Statement 71, we record
requlatory assets and liabilities (expenses deferred for future
recovery from customers or amounts provided in current rates
to cover costs to be incurred in the future, respectively) on
our Balance Sheets.

CINERGY CORP. 2004 ANNUAL REPORT

The state of Ohio passed comprehensive electric deregulation
legisiation in 1999, and in 2000, the PUCO approved a stipulation
aqreement relating ta CG&E's transition plan creating a
Regulatory Transition Charge (RTC) designed to recaver (G&E's
generation-related ragulatory assets and transition costs over
a ten-year period beginning January 1, 2001. Accordingly,
application of Statement 71 was discontinued for the generation
portion of CGRE's business and Statement of Financial
Accounting Standards No. 101, Reguiated Enferprises —
Accounting far the fiscontinuetion of Application of FASB
Statement No. 71, was applied. Excluding CG&E’s derequlated
generation-related assets and Liabilities, as of December 31,
2004, CGRE, PSI, and ULH&P continue to meet the criteria
of Statement 71. However, to the extent Indiana or Kentucky
implements deregulation legislation, the application of
Stetement 71 will need to be reviewed. Based on our utility
pperating companies’ current regulatory ordeys and the
regulatory enviranment in which they currently operate, the
recovery of regulatory assets recegnized n the accompanying
Balance Shests as of December 31, 2004, is probable. For a
further discussion of CG&E's regulatory developments see
Note 11(B}{#i}. For a further discussicn of PSI's regulatory
developments see Notes 11(B){7} and 11({B)(7).
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Cur regulatory assets, liabilities, and amounts authorized for recovery through regulatory orders at December 31, 2004, and 2003,
were as follows:

2004 2003
(i millions) CG&E™ PSI CINERGY CGEE PSI CINERGY
Regulatory assets
Amounts due from customers — income tazes(?) t 74 § 22 $ 9 $ 53 $ 22 $ 75
Gasification services agreement buyout coststaé) - 227 227 - 235 235
Post-in-sarvice carrying tosts and deferred
operating expenses{4i(e) 3 80 83 2 70 72
Defarred merger costs - 38 kt) 1 46 47
Uramortized cosls of reacquiring debt 15 25 40 17 28 45
RIC recoverahle assetsi<) (5! 494 - 494 517 - 517
Capital-related distribution costs(® 11 - 1 - - -
Other 12 29 41 27 16 38
Total Regulatory assets $ 609 $ 421 $1,030 § 612 {417 $1,029
Total Regulatory assets autharized for recoveryl?) § 602 $ 378 % 980 § 604 3317 § 921
Regulatory liaoilities
Accrued cost of remoyvalig) $(154) $(367) $ (531) $(155) $(336) § {491}
Deferred fusl costs (o)) {25) (26) - - -
Total Regulatory Labilities $(165) $(392) § [557) 3(155) $(336) § (491)

{1, Incheues 510 mnltion ot December 34. 2004, nnd $16 million at December 31, 2003, related to ULWRPS regulntary assets. Of these amounts, §9 miltion at December 31, 2004, and
315 mittion oz fecenber 31 2003, have been puthorized for recovery. Includes ${30) milion and $727) mitlion of reguiatory obilities at December 31, 2004 gnd 2003, respectively,
redoted to UIRRR

(2) The various cegulatony commissians averseeing the reguiated Business pperations af our utility eperating companies reguiate income tax provisfons reflected in customer rates.

I wecordunce wath the provisions of Stotement 72, we figve recorded net regulotony mssets for (08E, FST, and ULHEP,

{3) PSI reqriod on agrecmentt with Dynegy. Inc. to purclmse the remarnder OF its 25-year contract for coot gusification services. In srcordonce with o arder from the JURC, PST begon
recovering this asset cvar nn 18 year penod that commenced upon the terminolion of the gus services agreement in 2000,

{4) Regulctary asiets eaming o return ot Docember 31, 2004,

(5) Tr August 200G, LG&E's dereguiation transition plar was approved. tifective Jonuary 1, 2001, a RTC went into effect and provides for recavery of all then existing generation-related
requtatory assers and vanous dramsition Costs over @ ten-year period. Becuuse a separate charge provides for recovery, these assets were aggregoted and are included s a singie
amount in this presentation. The dossificalion of alf transmission and distribubion refaled requlatary assets hos remained the same.

f6} In Movember 2004, TGSLS BSP was approved By the SUCD. [GBE wilf have the ability to defer cortain copitel-related dissrbution coste from July 1, 2064 through Dacember 31, 2005
witn recovery fram non-residentipl customers io be provided through g pder from January 1, 2006 thraugh December 31, 2010,

(7} At Becemhar 71, 2004, rese amounts were being recovered through rates charged to customers over remoining periods ranging from 1 to 60 years for (G&E, 1 to 53 years for PSL,
and 1 to 16 vewrs for HLHAP

(8) Reprasents amounts received for anticipated fitture remaval ond retivement costs of requlcted progerty. plont, and equipment that do not represent {egal obligations pursuanr to
Statement 143, See Nate ({0} Jor 2 further discussion af Slatement 143,

(2} For P31, this amount Mncludes 538 rmilion that Is not yet authorized for recovery and 15 not eaming @ return at December 31, 2004,

(D) REVENUE RECOGNITION

(i) Utitity Revenuves

Qur utility operating companiss record Dpergting Revenues
for electric and gas service when delivered to customers.
Customers are billed throughout the month as both gas and
electric meters are read. We recagnize revenues for retail energy
sales that have not yet been billed, but where gas or electricity
has been consumed. This is termed “unbilted revenues” and is
a widely recognhized and accepted practice for utilities. In
making our estimates of unbilled revenues, we use systems that
consider various factors, including weather, in our calculation
of retail customer consumption at the end of each manth. Given
the use of these systems and the fact that customers are billed
manthly, we belisve it is unlikely that materally different
results will occur in future periods when these amounts are
subsequently billed. Unbilled revenues as of December 31, 2004,
2003, and 2002 were approximately $203 million, $176 million,
and $153 million, respectively,

(i) Energy Marketing and Trading Revenues

We market and trade electricity, natural gas, and other
energy-related products. Many of the contracts associated
with these products qualify as derivatives in accordance with
Statement 133, further discussed in (K)(7). We designate
derivative transactions as either trading or non-trading at the
time they are originated in accordance with EITF Issue 02-3,
Tssues fnvotved in Accounting for Derivative Controcts Held for
Trading Purposes and Contracts Involved in Energy Troding and
Risk Management Activities (ELTF 02-3). Trading contracts are
reported on a net basis and non-trading contracts are reported
on a grass hasis.

1. Net Repoarting  Net reporting requives presentation of
realized and unrealized gains and losses on trading derivatives
on a net basis in Operating Revenues pursuant to the require-
ments of EITF 02-3, vagardless of whether the transactions
were settled physically. Energy derivatives involving frequent
buying and selling with the ahjective of generating profits from
differences in price are classified as trading and reported net.
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2. Gross Reporting  Gross reporting requires presentation
of sales contracts in Operating Revenues end purchase contracts
in Fuel, emission aflowances, and purchased power expense or
Gas purchased expense. Non-frading derivatives fypically involve
physical delivery of the underlying commodity and are therefore
generally presented on a gross basis,

Darivatives are classified as non-trading only when (a) the
contracts involve the purchase of gas or electricity to serve our
native load requirements (end-use custamers within our ubitity
operating companies’ franchise service territories), or (b} the
contracts involve the sale of gas or electricity and we have
the intent and projected ability to fulfill substantially all
chligations from company-owned assets, which generally is
limited to the sale of generation to third parties when it
is not required to meet native load requiremants,

(iii) Other Operating Revenues

We recognize revenue from coal origination, which represents
centract structuring and marketing of physical coal. These
ravenues are included in Other Operating Revenues on the
Statements of Income. Other Operating Revenues also includes
sales of synthetic fusl.

{E) ENERGY PURCHASES AND FUEL COSTS

The expenses associated with electric and gas sevvices include:

® fuel used to generate electricity and the associated
transportation costs;

W costs of emission allowances;
W alectricity purchased from others; and

W natural gas purchased from others and the associated
transportatian costs.

These expenses are shown in the Statements of Income as
Fuel, emission olfowances, and purchosed power expense and (s
plirchased expense.

PSI utilizes a cost tracking recovery mechanism (commanly
referred to as a fuel adjustment clause) that recavers retail and
a portion of its wholesale fuel costs from customers. Indiana
law Umits the amount of fuel costs that PSI can recover to an
amount that will not result in earning a return in excess of that
allowed by the IURC. The fuel adjustment clausa is calculated
tased on the estimated cost of fuel in the next three-month
period, and is trued up after actual costs are known. PST records
any under-recovery or over-recovery resulting from the diffar-
ences between estimated and actual costs as a deferred asset or
liability unti! it is billed or refunded to fts customers, at which
point it is adjusted through fuel expense.

In addition to the fuel adjustment clause, PSI utilizes a
purchased power tracking mechanism approved by the IURC for
the recovery of costs related to certain specified purchases of
power necessary to meet native load peak demand requirements
to the extent such costs are not recavered through the existing
fuel adjustment clause.
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As part of the PUCO's November 2004 approval of CG&E's
RSP. a cost tracking recovery mechanism was established to
recover costs of retail fuel and emission allowances that exceed
the amount originatly included in the rates frozen in the CGEE
transition plan. This mechanism was effective January 1, 2005
for nan-residential customers and will be effective January 1,
2006 for residential customers. CG&E will begin utilizing a
tracking mechanism approved by the PUCO for the recovery of
system reliability capacity costs related te certain specified
purchases of power. This mechanism was effective January 1,
2005 for non-residential customers and will be effective
January 1, 2006 for residential customers. See Note 11(B)(/7)
for additional information.

(F) CASH AND CASH EQUIVALENTS

We define Cash and cash equivalents on cur Balance Sheets
and Statements of Cash Flows as investments with maturities
of three months o7 less when acguired.

{G) FUEL, EMISSION ALLOWANCES, AND SUPPLIES

We marntain coal inventories for use in the production of
electricity and emission allowances inventories for regulatary
compliance purposes due to the production of electricity. These
inventories are accounted for at the lower of cost or market,
with cost being determined using the weigfited-average method.

Prior to January 1, 2003, natural gas held in storage for our
gas trading operations was accounted for at fair value. All other
gas held in storage was accounted for at the lower of cost or
market, cost being determined through the weighted-average
method, Effective January 1, 2003, accounting for our gas
trading operations” gas held in storage was adjusted fo the
lower of cost or market method with a cumulative effect
adjustment, as required by EITF 02-3. See {Q){iv} for a summary
af the cumulative effect adjustments.

Materials and supplies inventory is accounted for cn a
weighted-averaoe ¢ost bagis.

(H) PROPERTY, PLANT, AND EQUIPMENT

Property, Plant, and Equipment includes the utility and
non-regulated business property and equipment that is in use,
being held for future use, or under construction. We report our
Property, Plant, ond Equipment at its original cost, which includes:

m materials;

® contractor fees;

w salaries;

® payroll taxes;

m fringe benefits;

® financing costs of funds used during construction

(described in (i) and (7)) and

= other miscellaneous amounts.




We capitalize costs for requlated property, plant, and
zquipment that are associated with the replacement or the
addition of equipment that is considerad a property unit.
Property units are intended 1o describe an jtem or group of
ftems. The cast of normal repairs and maintenance is expensed
as incurred. On an annual basis, we perform major pre-planned
maintenance activities on our generating units, These pre-
planned activities are accounted for when tncurred. When
regulated property, plant, and equipment is retired, we charge
the original cost, less salvage, to Accumulated deprecigtion and
the cost of removal to Reguigtory liabilities, which is consistent
with the composite method of depreciation. See (3) for further
information on accrued cost of removal. A gain or loss 1s
jecorded on the sale of requlated propertty, plant, and equipment
if an entire operating unit, as defined by the FERC, s sold. A
gain or lass is recarded on non-regulated property, plant, and
equipment whenever there s a related sale or retirament.

{i) Depreciation

We determine the provisions for depreciation expense using
the straight-line method. The depreciation rates are based an
periodic studies of the estimated useful Lives and the net cost
to remove the properties. Inclusion of cost of removal in depre-
ciation rates was discontinued for all non-requlated property
beginning in 2003 as a result of adopting Statement 143, Qur
utility operating companies use composite depreciation rates.
These rates are approved by the respactive state utility
commissions with respect to requlated property. The average
depreciation rates for Property, Plant, and Equipment for the
years ended December 31, 2004, 2003, and 2002, were 3.2%,
2.8%, and 3.0%, respectively,

In June 2004, P51 implemented new depreciation rates, as
a result of changes in useful lives of production assets and an
increased rate for cost of removal, that were approved in PSI's
latest retail rate case, The impact of this change in agcounting
estimate was an increase of approximately §18 million in 2004
Depreciation expense. The prospective impact of this change in
accounting estimate is expected to be an increase of approxi-
mately $30 millien in annual Depreciation expense, which will
pe colected in revenues over that same pericd.

(1) Allowance for Funds Used During Canstruction (AFUDC)

Qur utility operating companias finance constructien projects
with borvowed funds and equity funds. Regulatory authorities
allow us to record the costs of these funds as part of the cost
of construction projects. AFUDC is ralculated using a methodology
authorized by the regulatory authorities.

The equity component of AFUDC, which s credited 1o
Miscelloneous Income (Expense) — Net, for the years ended
December 31, 2004, 2003, and 2002, was approximately
§1.6 million, $7.5 millign, and $12.9 million, vespectively.

NOTES TO FINANCIAL STATEMENTS

The borrawed funds compenent of AFUDC, which s recorded
on a pre-tax basis and is credited to Interest Expense, for
the years ended December 31, 2004, 2003, and 2002, was
approximately $2.7 mitlion, $5.7 mittion, and 3$10.1 million,
respectively.

With the deregulation of CG&E's generation assets, the
AFUDC method is no longer used to capitabize the cost of funds
used during generation-related construction at CGRE. See (7i)
far a discussion of capitalized interest, The aquity and borrowed
funds camponents of AFUDC have decreased from 2004 as
compared to 2003 and 2002, The majority of PSI's projects are
heing recovered through a construction work in pragress (CWIP)
tracker. Once CWIP projects are appraved and included in the
CWIP tracking mechanism, the costs of funds are no longer
accrued on the project.

(iii}) Copitalized Interest

We capitalize interest costs for non-regulated construction
projects in accardance with Statement of Financial Accounting
Standards No. 34, Capitalization of Interest Cost (Statement 34).
The primary differences from AFUDC are that the Statement 34
methodoloqy daes not include a component for equity funds
and does not emphasize short-term borrowings over long-term
borrowings. Capitalized interest costs, which are recarded on
a pre-tax basis, far the years ended December 31, 2004, 2003,
and 2002, were approximately $4.5 million, $7.9 million, and
$7.3 million, respectively.

(I) IMPAIRMENTS

(1} Long-Lived Assets

In accardance with Statement 144, we evaluate lang-lived
assets for impairment when events or changes in circumstances
indicate that the carrying value of such assets may not be
recoverable. So long as an asset or group of assets s not held
for sale, the determination of whether an impairment has
occurred is based on an estimate of undiscounted future cash
flows attributable to the assets, as compared with the carrying
value of the assats. If an impairment has occurred, the amount
of the impairment recognized is determined by estimating the
fair value of the assets and recording a provision for an impair-
ment loss if the carrying value is greater than the fair value.
Once assets are classified as held for sale, the comparison of
undiscounted cash flows to carrying value is disregarded and
an impairment loss is recognized for any amount by which the
carrying value exceeds the fair value of the assets less cost
to sell.
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(1) Unconsolidated Investments

We evaluate the recoverability of investments in
unconsolidated subsidiaries when events or changes in
cirgumstances indicate the carrying amount of the asset is
other than temporarily impaired, An investment is considerad
impaired if the fair value of the investment is less than its
carrying vatue, We anly recognize an impairment foss when
an impairment is considered to be other than temporary. We
consider an impairment to be other than temporary when a
forecasted recovery up to the investment's carrying value is not
expectad for & reasonable period of time, We evaluate several
factors, including but not limited to our intent and ability
to hold the investment, the severity of the impairment, the
duration of the impairment and the entity’s historical and
projected financial performance, when determining whether or
not an impairment is other than temporary. Once an investment
is considered other than temporarily impaired and an impair-
ment loss is recognized {as Misceffonecus Tncome (Expense) —
Net), the carrying vatue of the investment is not adjusted for
any subsequent recoveries in fair vatue. As of Dacember 31,
2004, we do not haye any material unrealized losses that are
deemed to be temparary in nature. See Nate 15(A) for the
amount of impairment charges incurred during the year.

(d) ASSET RETIREMENT OBLEGATIONS AND ACCRUED
COST OF REMOVAL

In accordance with Statement 143, we recagnize the fair value
of legal obligations associated with the retirement or remaval
of long-tived assets at the time the obligations are incurred

and can be reasonably estimated. The initial recognition of this
liability is accompanied by a corresponding increase in praperty,
plant, and equipment. Subsequent to the initial recognition, the
liabflity is adiusted for any revisions to the expected value of
the retirement abligation {with corresponding adjustments to
property, plant, and equipment), and for accretion of the
liability due to the passage of time {recognized as Uperation
and maintenance expense). Additional depreciation expense

is yecorded prospectively for any property, plant, and
equipment increases.

We do not recognize liabilities for asset retirement obligations
for which the fair value cannct be reasonably estimated. (G&E
and PSI have asset retirement obligations associated with
river structures at certain generating stations. However, the
retirement date for these river structures cannot be reasonably
estimated; therefore, the fair value of the associated liability
currently cannot be estimated and no amounts are recognized
in the financial statements.

CG&E's transmission and distribution business, PSI, and
ULH&P ratably accrue the estimated retirement and removal cost
of rate requlated property, plant, and equipment when removal
of the asset is considered Likely, in accordance with established
requlatory practices, Tne accrued, but not incurred, balance for
these costs is classified as Regulatory tiahilities, under
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Statement 71, as previously disclosed in (C). Effective with our
adoption of Statement 143, on January 1, 2003, we do not
accrue the estimated cost of removal when no legal obligation
associated with retirement or removal exists for any of our
non-regulated assets {including CG&E's generation assets).

See (Q)(iv) for a summary of cumulative effect adjustments,

(K) DERIVATIVES

We account for derivatives under Statement 133, which requires
all derivatives, subject to certain exemptions, to he accounted
far at fair value, Changes in & derivative’s fair value must be
recognized currently in earnings unless specific hedae account-
ing criteria are met. Gains and losses on derivatives that qualify
as hedges can {a) offset related fair value changes on the
hedged tem in the Statements of Income for fair value hedges;
or (b} he recorded in other comprehensive income for cash flow
hedges. To gualify for hedge accounting, derivatives must be
designated as & hedge (for example, 2n offset of interest rate
Hsks) and must be effective at reducing the risk associated

with the hedged item. Accerdingly, changes in the fair values or
cash flows of instruments designated as hedges must be highly
correlated with changes in the fair values or cash flows of the
related hedged items,

(i) Energy Marketing and Trading

We account for all energy trading derivatives at fair value.
These darivatives are shown in our Balance Sheets as Erergy
risk manogement assets and Energy risk monagement liahitities.
Changes in a derivative’s fair value represent unrealized gains
and losses and are recognized as revenues in our Statements
of Income unless specific hedgqe accounting criteria are met,

Nen-trading devivatives invelve the physical delivery of
energy and are therefore typically accaunted for as accrual
contracts, unless the comtract does not qualify for the normal
purchases and sales scope exception in Statement 133. Accrual
contracts are not adjusted for changes in fair value.

Although we intend to settle accrual contracts with
company-owned assets, occasionally we settle these contracts
with purchases on the open trading markets, The cost of these
purchases could be in excess of the associated revenues, We
recognize the gains or losses on these transactions as delivery
occurs, Open market purchases may occur for the following
TRasons:

B generating station outages;
m least-cost alteynative;
m agtive load requirements; and

m extreme weather.




We value derivatives using end-of-the-period fair values,
utitizing the following factors (as applicable):
R closing exchange prices (that fs, closing prices for
standardized electricity and natural gas products traded
on an organized exchange, such as the NYMEX);

® broker-dealer and over-the-counter price quotations; and

& madel pricing (which considers time value and historical
volatility factors of electricity and natural gas).

In October 2002, the EITF reached a consensus in EITF 02-3
to rescind EITF 28-10. EITF 98-10 permitted non-derivative
contracts to be accounted for at fair value if certain criteria
were met, Effective with the adoption of EITF 02-3 an January 1,
2003, nan-derivative contracts and natural gas held in storage
that were previously accounted for at fair value were reguired
to be accounted for on an accrual basis, with gains and losses
on the transactions being recognized at the time the contract
was settled. See (Q)(iv) for a summary of cumulative
effect adjustments.

As a response to this discontinuance of fair value accounting,
n June 2003, we began designating derivatives as fair value
hedges for certain volumes of our natural gas held in storage,
Under Lhis accounting election, changes in the fair value of
both the derivative as well as the hedged item (the specified
gas held in sterage) are included in the Statements of Income.
We assess the effectiveness of the derivatives in offsetting the
change in fair value of the gas held in starage on a quarterdy
basis. Selected infarmation on our hedge accounting activities
was as follows:

[ mitions) 2004 2003

Partion of gain (less) on hedging instruments

determined to be ineffective 3(2) $-
Portion of gain on hedaing instruments

related 1o changes in time value excluded
from assessments of ineffectivenass 28 5

Total included in Gas aperoting revetives 526 85

{7i) Financial

In addition to energy marketing and trading, we use
derivative financial instruments to manage exposure to
fluctuations in interest rates. We use interest rate swaps
{an agreement by two parties 1o exchange fixed-interest rate
cash flows for variable-interest rate cash Aows) and treasury
locks (an agreement that fixes the yield ar price on a specific
treasury security for a specific period, which we sometimes use
in connection with the issuance of fixed rate debt). We account
for such derivatives at fair value and assess the effectiveness of
any such derivative used in hedging activities.
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At December 313, 2004, the ineffectiveness of instruments
that we have classified as cash flow hedges of variable-rate
debt instruments was not material. Reclassification of unrealized
gains or losses on cash flow hedges of debt instruments from
Accumulated other comprehensive income (loss) occurs as
interest is accrued on the debt instrument. The unrealized
losses that will be reclassified as a charge to Interest Fxpense
during the twelve-manth period ending December 31, 2008,
are not expected to be material.

(L) INTANGIBLE ASSETS

We adopted Statement of Financial Accounting Standards
No, 142, Goodwill and Other Intangible Assets (Statement 142)
in the first quarter of 2002. Under the provisions of Statement
142, goodwill and other intangible assets with indefinite lives
are not amortized. Statement 142 requires that goodwill i3
assessed annually, or when circumstances indicate that the fair
value of a reparting unit has declined significantly, by applying
a fair-value-based test. This test is applied at the “reporting
unit” level, which is not broader than the current business
segments discussed in Note 16. Acquired intangible assets are
separately racognized if the benefit of the intangible asset is
obtained through contractual or other leqal rights, or if the
intangible asset can be sold, transferred, licensed, vented,
or exchanged, regardless of intent to do so.

We finalized our transition impairment test in the
fourth quarter of 2002 and recognized a non-cash impairment
charge of approximately $11 million {net of tax) for goodwill
related to certain of our international assets. This amount is
reflected in our Statements of Income as a cumulstive effect
adjustment, net of tax. See (Q){iv) for a summary of cumulative
effect adjustments.

(M) INCOME TAXES

We file a conselidated federal income tax return and
tombined/consolidated state and local tax returns in certain
junisdictions. Cinergy and its subsidiaries have an income tax
allocation agreement, which conforms to the requirements of
the PUHCA. The corparate taxable income methad is used to
allocate tax benefits to the subsidiaries whose investments
or resutts of aperations provide those tax benefits. Any tax
liability not directly attributable to a specific subsidiary is
allocated propertionately among the subsidiaries as required
by the agreement.

Statement 109 requires an asset and liability approach for
financial accounting and reparting of income taxes, The tax
effects of differences between the financial reporting and tax
basis of accounting are reported as Deferred income tax assets
or {fabilities in our Balance Sheets and are based on currently
enacted income tax rates. We evalugte quarterly the realizabitity
of our deferred tax assets by assessing our valuation allowance
and adjusting the amount of such allowance, if necessary.
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Investment tax credits, which have been used to reduce our
federal income taxes payable, have been deferred for financial
reperting purposes. Thesc deferred investment tax credits are
being amortized over the useful Lives of the property to which
they are related. For a further discussion of incame taxes, se¢
Note 10.

(N) CONTINGENCIES

In the normal course of business, we are subject to various
regulatory actions, groceedings, and lawsuits related to
environmental, tax, or other legal matters. We reserve for these
potential contingencies when they are deemed probable and
reasgnably estimable liakilities. We believe that the amounts
provided for in owr financial statements are adequate. However,
these amounts are estimates based upon assumptions involving
judgment and therefore actual vesults could differ. For further
discussion of contingencies, see Note 11,

(D) PENSIDON AND OTHER POSTRETIREMENT BENEFITS

We provide benefits to retirees in the ferm of pension and other
postretirement benefits. Qur reported costs of providing these
pension and other postretirement benefits are developed by
actuarial valuations and are dependent upan numerous factors
fesulting from ackuzl plan experience and assumptions of luilre
experience. Changes made to the provisions of the plans may
impact current and futurs pension costs. Pension costs associ-
ated with our defined benefit plans are impacted by employee
demographics, the level of contributions we make to the plan,
and earnings on plan assets. These pension costs may also be
significantly affected by changes in key actuarial assumptions,
including anticipated rates of return on plan assets and the
discount rates used in determining the projected benefit
shligation. Changes in pension obligations associated with the
previcusly discussed factors are nol immediately recognized as
pension costs on the Statements of Income but are deferred
and amortized in the future over the average remaining service
period of active plan participants to the extent they exceed
certain thresholds prescribed by Statement of Financial
Accounting Standards No. 87, Employers” Accounting for Pensions
(Statement 87).

Other postretirement benefit costs ave impacted by employee
demographics, per capita claims costs, and health care cost
trend rates and may also be affected by changes in key actuarial
assumptions, inciuding the discount rate used in determining
the accumulated postretirement benefit obligation {APBOD}.
Changes in pestretirement benefit obligations associated with
these factors are not immediately recognized as postretirement
benefit costs but are deferred and amortized in the future over
the average remaining service period of active plan participants
to the extent thay esxceed certain thresholds prescribed by

Statement of Financial Accounting Standards No. 106, Emplovers’
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Accounting for Postretirement Benefits Other Than Pensions
{Statement 106).

We review and update our actuariat assumptions far our
pension and postretirement benefit plans on an annual basis,
unless plan amandments or ather significant events require
earlier remeasurement at an interim period, For additional
information on pension and other postretirement bensfits,
see Note 9,

(P) STOCK-BASED COMPENSATION

In 7003, we prospectively adopted accounting for our
stock-based compensation plans using the fair value recognition
pravisians of Statement of Financial Accounting Standards

No. 123, Accounting for Stock-Bused Compensation (Statement
123}, as amended by Statemant 148, for all employee awards
granted or with terms modified on or after January 1, 2003.
Prior ta 2003, we had accounted for our stock-hased compensa-
tion plans using the intrinsic value method under Accounting
Principles Board Opinion No. 25, Accounting for Stock Issued to
Employees (APB 25). See Note 2(C) for further information on
our stock-based campensation plans. The impact on our Net
Income and earnings per comman share (EPS) if the fair value
hased method had been applied to all outstanding and unvested
awards in each period was not material. In December 2004, the
FASB issued a revision of Statement 123 entitled Shore-Based
Payment. See (Q)(17) for fusther information.

{Q) ACCOUNTING CHANGES

(i} Consolidation of VIEs

In January 2003, the FASB issued Interpretation 46,
which significantly changed the consolidation requirements
for traditional SPEs and certain other entities subject to its
scope. This interpretation defines a YIE as (a} an entity that
does not have sufficient equity to suppart ifs activities without
additional financial support or (b) any entity that has equity
investors that do not have substantive voting rights, do not
absorb first dollar losses, or receive residual retums. These
entities must be consolidated whenever we would be anticipated
ta absorb greater than 50 percent of the losses or receive
greater than 50 percent of the returns.

Tn accordance with its two stage adoption guidance, we
implemented Interoretation 46 for traditional SPEs on July 1,
2003, and for all other entities, including certain operating
joint ventures, as of March 31, 2004. The consolidation of
certain operating joint ventures as of March 31, 2004, did
not have a material impact on our financial position or results
of operations.

On July 1, 2003, Interpretation 46 required us to conselidate
two SPEs that have individual power sale agreements with CMP.
Further, we wera no longer permitted to censolidate a trust that
was established hy Gnergy Corp. in 2001 to issue approximately
3316 million of combined preferred trust securities and stock




purchase eentracts. Prior period financial statements were not
restated for these changes. For further information an the
accounting for these entities see Notes 3(A) and (B).

We have concluded that our accounts receivahle sale facility,
as discussed in Note 3{C). will remain unconsolidated since it
invelves transfers of financial assets to a qualifying SPE, which
is exempted from consolidation by Interpretation 46 and
Statement 140.

(i1) Share-Based Payment

In December 2004, the FASR issued a replacement of
Statement 123, Statement 123R. This standard will require
accounting for all stock-based compensation arrangements
under the fair value method in addition to ather provisions.

In 2003, we prospectively adopted accounting for qur
stock-based compensation plans using the fair value recognition
provisions of Statement 123, as amended by Statement 148, for
all emplayee awards granted or with terms modified on or after
January 1, 2003, Therefore, the impact of implementation of
Statement 123R on stack options within our stock-based
campensation plans 1s not expected to be material. Statement
123R contains certain provisions that will modify the account-
ing faor varipus stock-based compensation plans other than stock
options, We are in the process of evaluating the impact of this
new standard on these plans. We will adopt Statement 1238 on
July 1, 2005,

NOTES TO FINANCIAL STATEMENTS

(iii) Income Taxes

Ir October 2004, the AJCA was signed inte law. The AJCA
includes a one-time deduction of 85 percent of certain foreign
earnings that are repatriated, as defined in the AJCA. In
December 2004, the FASB issued Staff Position 109-2,
Accounting and Disclosure Guidance for the Foreign Earnings
Repatriation Provision within the American Jobs Creation Act of
2004, The staff position allows additional time for an entity to
evaluate the effect of the legislation an its plan for repatriation
of foreign earnings for purposes of applying Statement 109. We
witl complete our evaluation of the effects of the pravisien on
our plan for repatriation of foreign earnings in 2005,

(iv) Cumulative Effect of Changes in Accountting Principles,
Net of Tax

In 2003, we recognized Cumulative effect of changes in
accounting principies, net of tax as a result of the reversal of
accrued cost of removal for non-regulated generating assets in
conjunction with the adoption of Statement 143 and the change
in accounting for certain energy related contracts from fair
value to accrual in accordance with the rescission of EITF 98-10.
In 2002, we reccgnized a Cumulative effect of a change in
accounting principle, net of tox loss as a result of the valuation
and impairment of goodwill with the implementatian of
Statement 142, The foliowing table summarizes these
cumulative effect adjustments and their related tax effects.

YEAR TO DATE DECEMBER 31

2003 2002
TAX TAX
BEFORE-TAX  (EXPENSE})  NET-OF-TAX BEFORE-TAX  (EXPENSE)  NET-OF-TAX
(i mslfinns) AMOUNT BENEFIT AMOUNT AMOUNT BENEFIT AMOUNT
Goodwill impairment (Statement 142 adoption) 3 - 5 - 5{11} $ - ${11)
Rescission of EITF 98-10 {EITF 02-3 adopticn} (20} a (12) - - -
Asset retirement ebligation {Statement 143 adoption) (25) 19 - - -
§ 44 $§(17) $ 27 $(11) §- ${11)

(R) TRANSLATION OF FOREIGN CURRENCY

We translate the assets and liabilities of foreign subsidiaries,
whose functignal currency [generally, the local currency of the
country in which the subsidiary is tocated) is not the United
States dollar, using the appropriate exchange rate as of the
end of 1he year. We translate income and expense items using
the average exchange rate prevailing during the month the
respective transacticn accurs. We record translation gains and
losses in Accumulaied ather comprehensive income (foss),
which is a componant of comman stock equity. When a fareign
subsidiary is sold, the cumulative translation gain or loss as
of the date of sale is remaved from Accumulated other
comprehensive hcome (loss) and is recognized as a component
of the gain or loss on the sale of the subsidiary in our
Statements of Income.

(5) RELATED PARTY TRANSACTIONS

Dur utility opersting companies engage in related party
transactions. These transactions, which are etliminated upan
consolidation, are generally performed at cost and in accordance
with the SEC regulations under the PUHCA and the applicable
state and federal commission requlations.
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2. Common Stock

(A) CHANGES IN COMMON STOCK OUTSTANDING

The following table reflects information related to shares of common stock issued for stock-based plans.

SHARES NUMBER OF

[SSUMNCE UNDER  AATLABLEFoR SHARES USEITO GRANI OR SETTLE AWARDS
PLAN FUTURE ISSUANCE'? 2004 2003 2002
Cinergy Corp. 1996 Long-Term Incentive
Compensation Plan {LTIP) 14,500,000 3,122,900 1,729,679 1.742,046 674,005
Cinergy Corp. Stock Option Plan (S0P 5,000,000 1,318,500 393,523 421,611 870,867
Cinergy Corp. Employee Stock Purchase and Savings Plan 2,000,000 1,482,664 - 168,756 4,812
Cinergy Corp, UK Sharesave Scheme 75,000 52,200 7.313 3,364 8,878
Cinergy Corp. Retirement Plan for Directors 175,0004) - 5,909 5,602 1,768
Cineray Corp. Directors’ Equity Compensation Plan 75,000 41,034 1,095 3,824 196
Cinergy Corp, Directors’ Deferred Compensation Plan 200,000 103,234 5,388 25,826 -
Cinergy Corp. 401(k) Plans 6,469,373 2,785,258 1.174,600 1,544,000 964,615
Cinergy Corp. Direct Stock Purchase and
Dividend Reinvestment Pian 3,000,000(1) 1,035,551 627,205 679,301 B57,843

(inargy Corp. 40L(k) Excess Plan 100,000t - - - -

{1} Plan deer nat cOlGen na autharzetion [imir. The aumber af shioves presented reflects amownts egistered witi the SET us of Devamber 31, 2004,

r2) Shares avitable exclude the number of shares to be issuzd UPON exercise of cutstanding options, warants, and Yights,

We retired 829,575 shares of commaon stack in 2004,
519,875 shares in 2003, and 422,908 shares in 2002, mainly
representing shares tendered as payment for the exercise of
nreviously granted stock options.

In February 2002, we issued 6.5 million shares of common
stock with net proceeds of approximately $200 million which
were used to reduce short-term debt and for other general
corporate purposes.

In January 2003, we filed a registration statement with the
SEC with respect to the issuance of commoan stock, preferred
stock, and other securities in an aggregate offering amount of
$750 million. In February 2003, we sold 5.7 million shares of
common stock with net proceeds of approximately $175 million
under this registration statement. The net proceeds from the
transaction were used to reduce short-term debt and for other
general corporate purposes. In December 2004, we issued
6.1 million shares of common stock with net proceeds of
approximately $247 million, which were used to reduce
short-term debt.

In January and February 2005, we issued a total of
9.2 million shares of common stock pursuant ta certain
stock purchase contracts that were issued as a component
of combined securities in December 2001. Net proceeds from
the transaction of approximately $316 million were used to
reduce short-term debt. See Naote 3(B) for further discussion
of the securities.
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{B) DIVIDEND RESTRICTIONS

Cinergy Corp’s ability to pay dividends to holders of its commoen
stock 15 principally dependent on the ability of CGRE and PSI
to pay Cinergy Corp. dividends on their common stock. Cinergy
Corp., CG&E, and PSI cannot pay dividends on their common
stack if their respective preferred stock dividends or preferved
tiust dividends are in arrears. The amount of cammon stock
dividends that each company can pay is also limited by certain
capitalization and earnings requirements under CG&E's and
PST's credit instruments, Currently, these requirements do not
impact the ability of efther company to pay dividends on its
common stock.

(C) STOCK-BASED COMPENSATION PLANS

We currently have the following stock-based compensation plans:
TP,
u S0P;
= Employee Stock Purchase and Savings Plan;
m [JK Sharesave Scheme;
m Retirement Plan for Directors;
® Directars” Equity Compensation Plan;
® Directors” Deferred Compensation Plan;
m 401({k} Plans; and
w 401(k} Excess Plan,




The LTIP, the S0P, the Employee Stock Purchase and Savings
Plan, 401(k) Plans, and the 401{k} Excess Plan are discussed
below. The activity in 2004, 2003, and 2002 for the remaining
stock-based compensation plans was not significant.

In 2003, we prospectively adopted accounting for our
stock-hased compeansation plans using the fair value racognition
provisions of Statement 123, as amended by Statement 148, for
all employee awards granted or with terms modified on or after
January 1, 2003, Prior to 2003, we had accounted for our
stock-based compensation plans using the intrinsic value
method under APB 25. See Note 1{P) far additional infarmatian
on costs we recognized related to stock-based compensation
plans. Effective July 1, 2005, we will adopt Statement 123R,
See Note 1(Q)(7) Tor additional infarmation regarding this new
accounting standard.

(i) LTIP

Under this plan, certain key emplayees may be granted
incentive and non-guzlified stock options, stack appreciation
rights {SARs), restricted stock, dividend equivalents, phantom
stock, the oppartunity to eam performance-based shares and
certain ather stock-based awards. Stock options are granted
to participants with an oplion price equal to ar greater than
the fair market value on the grant date, and generatly with
a vasting period of three years, The vesting pericd begins
on the grant date and all options expire within 10 years from
that date.

Historically, the performance-hased shares have been paid
100 percent in the form of common stock. In order to maintain
marke! competitiveness with respect to the form of LTIP awards
and to ensure continued campliance with internal guidelines on
common share dilution, in 2003, the Compensation Committee
of the Cinergy Corp. Board of Directers approved the future
payment of performance-based share awards 50 percent in
common stack and 50 percent in cash. As a result, the expected
cash payout portion of the performance shares is reported in
Current Livbilities — Other and Nom-Current Liabilities — Uther,

Entitlement to performance-based shares is based on our
total shareholder return {TSR) over designated Cycles as
measured against 2 pre-defined peer group. Target grants of
performance-based shares were made for the following Cycles:

(i rhousands)

PERFORMANCE TARGET

GRANT
CY¥CLE DATE PERIOD GRANT OF SHARES
VII 172003 2003-2005 411
VIII 1/2004  2004-2006 404
IX 1/2005

2005-2007 395

NOTES TO FINANCIAL STATEMENTS

Participants may earn additional performance shares if
our TSR exceeds that of the 95th percentile of the TSR of
its peer group, For the three-year performance period ended
December 31, 2004 (Cycle VI), approximately 634,000 shares
{including dividend equivalent shares) were earned, basec on
our relative TSR.

(i) SOF

The SOP is designed to align executive compensation
with shareholder interests. Under the SOP, incentive and
nan-guatified stock options, SARs, and SARs in tandem with
stock options may be granted to key employees, officers, and
outside directors. The activity under this plan has predominantly
consistad of the grant of stock options. Options are granted
with an option price equal to the fair market value of the shares
on the grant date. Options generally vest over five years at
a rate of 20 percent per year, beginning on the grant date,
and expire 10 years from the grant date. As of October 2004,
no additional incentive stock options may be granted under
the plan.

(ifi) Employee Stock Purchase and Savings Plan

The Employee Stock Purchase and Savings Plan allows
essentially all full-time, regular employees to purchase shares
of common stock pursuant to a stock optian feature. The last
offering pericd began May 1, 2001, and ended June 30, 2003,
with 168,101 shares purchased and the remaining cash
distributed to the respective participants. The purchase
price for all shares under this offering was $32.78.
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Activity for 2004, 2003, and 2002 for the LTIF, SOP, and Employes Stock Purchase and Savings Plan is summarized as follows:

EMPLOYEE S5TOCK PURCHASE

LTIP AND 30F AND SAVINGS PLANY
SHARES SUBJECT  WEIGHTED AVERAGE SHARES SUBJECT  WEEGHTED AVERAGE
T4 0PTION EXERCISE PRICE T0 OPTION EXERCISE PRICE
Balance at December 31, 2001 7447,778 $27.63 274,325 432.78
Uptions granted(s 1,241,200 32.27 - -
Options exercised (1,308,738) 23.96 (4,912} 32,78
Qptions forfeited {18,540) 31.57 {55,243) 32,78
Balance al December 31, 2002 7,361,700 25.06 218,170 32.78
Options grantedi 837,100 34.30 - -
Options exercised (1,630,045} 24.8% (168,101} 32.78
Options forfeited (59,300} 30.51 (50,069) 3278
Batance at December 31, 2003 6,569,454 30.79 - $ -
Options grantedi(2 739,200 3879
Options exercised (1,950,570} 26,41
Qptions forfefted (32,700} 35.95
Balance at December 31, 2004 5,325,384 $33.35
Options Exercisable(®);
AL Decamber 31, 2002 3,746,420 $78.98
At December 31, 2003 3,700,346 $28.52
At December 31, 2004 2,706,876 $3e2.01

(2) Shares were fot offered after June 33, 2003,
{2; Outfons were a0t gronted under the S0P during 2004, 2003, or 2802,
{3) The oplions ender the Emplovee Stack Purchiase and Savings Plon gre generolly only exercisadie of the end of the ojfering pencd.

The weighted average fair value of options granted under the e S

LTIP was $5.65 in 2004, $4.96 in 2003, and $4.95 in 2002, The e

fair values of options granted were estimated as of the grant 2004 2003 4002

date using the Black-5choles option-pricing model and the Risk-free interest rate 3.35% 3.02% 3.92%

following assumptions: Expected dividend yield 4.97% 5.34% 5.66%
Expected life 5.33 yrs. 5.35 yrs. 542 yre.
Expected volatility 24.47% 26.15% 26.45%

Price ranges, aleng with certain other information, for options outstanding under the combined LTIP and SOP plans at
December 31, 2004, were as follows:

DUTSTANDING EXERCISABLE
WEIGHTED
WEIGHTED AVERAGE WEIGHTED
AVERAGE  REMAINING AVERAGE
EXERCISE NUMBER EXERCISE  CONTRACTUAL NUMBER EKERCISE
PRICE RANGE OF SHARES PRICE LIFE OF SHARES PRICE
§23.66 — $33.64 2,315,346 $28.99 5.0C yrs, 1,264,238 $27.42
$33.858 — 336.88 2,001,638 $35.09 5.90 yrs. 1,233,938 $35.60
§37.82 — 339.65 943,400 $38.74 7.68 yrs, 208,700 $38.59
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(iv) 401(k) Plans

We sponsar 401(k) employee retirement plans that cover
substantially alt United States employees. Employees can
cantribute up to 50 percent of pre-tax base salary (subject to
IRS limits) and up to 15 percent of after-tax base salary. We
make matching contributions to these plans in the form of
commen stock, contributing 100 percent of the first three
percent of an empioyee's pre-tax contributions plus 50 percent
ot the next twe percent of an employee’s pre-tax contributians,
and we have the discretion to make incentive matching
contributions based on our net income, Employees are immedi-
atety vested in hoth thair contributions and our matching
contributions. Cinergy's matching contributions for the years
ended December 31, 2004, 2003, and 2002 were approximately
$20 million, $18 million, and $19 million, respectively,

Effective January 1, 2003, each Uinergy employee whose
pension benefit is determinad using a cash balance formula
is also eligible tu recefve an annual deferred profit sharing
contribution, calculated as a percentage of that employee’s
total pension eligibie earnings. The deferred profit sharing
contribution made by Cinergy is based on the corporate net
income performance level for the year, and is made to the
401¢k) ptans in the farm of common stock, Each year's
contributfon must remain fnvested in Cinergy Carp. common
stock for @ minimum of three years, or until an employee
reaches age 50. Einployees age 50 or older may transfer
their benefit from Cinergy Corp. common stock into another
investment aption offared under our 401(k) plans. Employees
vest in their bepefit upon reaching three years of service, or
immediately upon reaching age 65 while emplayed. We have
recorded approximately $2.4 miltion and $1.5 million, respec-
tively, of profit sharing contribution costs for the years ended
December 31, 2004 and December 31, 2003.

{v) 401(k) Excess Plan

The 401{k) Excess Plan is a non-qualified deferred
compensation plan for a select group of Cinergy management
and other highly compensated employess. It is a means by
which these employees can defer additional compensation, and
receive company matching contributions, provided they have
already contributed the maximum amount (pursuant to the
anti-diserimiratien rules for highly compensated employees)
under the qualified 401(k) Plans. ALl funds deferred are held
in a rabbi trust administeved by an independent trustee.

NOTES TO FINANCIAL STATEMENTS

3. Variable Interest Entities

(A) POWER SALE SPEs

In accordance with Interpretation 46, we consolidate two

SPEs that have individual power sale agreements with CMP for
approximately 45 MW of capacity, ending in 2009, and 35 MW
of capacity, ending in 2016. In addition, these SPEs have
individual power purchase agreements with Capital & Trading
to supply the power. Capital & Trading also provides various
services, including certain credit support facilities, Upon the
initial consolidation of these two SPEs on July 1, 2003,
approximately $239 million of notes receivable, $225 million of
non-recourse debt, and miscellaneaus other assets and liabilities
were included on our Balance Sheets. The debt was incurred by
the SPEs to finance the buyout of the existing power contracts
that CMP held with the former suppliers. The cash flows from
the notes receivable are designed to repay the debt. Notes 4
and 8 provide additional information regarding the deht and
the notes receivable, respectively,

(B) PREFERRED TRUST SECURITIES

In December 2001, we issued approximately $316 million
notional amount of comkined securities consisting of (a)

5.9 percent preferied trust securities, due February 2007, and
(b} stock purchase contracts obligating the holders to purchase
hetwean 9.2 and 10.8 millicn shares of Cinergy Corp. comman
stock by February 2005. A $50 preferred trust security and stock
purchase contract were sold together as a single security unit
{Unit). The preferred trust securities were issued through a trust
whase commaon stock is 100 percent awned by Cinergy Corp.
The stock purchase contracts were issued directly by Cinergy
Corp. The trist ioaned the proceeds from the issuance of the
securities ta Cinergy Corp. in exchange for a note payable to
the trust that was eliminated in consolidation. The proceeds

af $306 millian, which is net of approximately $10 million of
issuance costs, were used to pay down our shert-term indebted-
ness. In January and February 2005, certain holders settled the
stock purchase contracts early and electad to vemove the units
from the remarketing. In February 2005, the remaining preferred
trust securities were successfully remarketed and the dividend
rate was reset at 6.9 percent. The preferred trust securities

will mature in February 2007, To settle the stock purchase
contracts, we issued 9.2 million shares of common stock at

the ceiling price of $34.40 per share as the market price of

the stack exceeded the ceiling price of the contract. Net
proceeds of approximately $316 million were used to repay
short-term indebtedness.
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Each Unit continues to raceive quarterly cash payments of
6.9 percent per annum of the notional amount, which represents
a preferred trust security dividend, Each Unit received guarterly
cash payments of 2.6 percent per annum of the notional
amount, whick represented principal and nterest on the stock
purchase contracts. These payments ceased upon delivery of the
shares in January and February 2005, The trust’s ability to pay
dividends on the preferred trusl securities is solely dependent
on its receipt of interest payments from (inergy Carp. on the
nate payahle. However, we have fully and unconditionally
guaranteed the preferred trust securities,

As of July 1, 2003, we no longer consolidate the trust that
was established to issue the preferred trust securities. The
preferred trust securities are ne lenger included in our Balance
Sheets. In addition, the note payable owed to the trust, which
has a current carrying value of $322 million, is included in
Long-term deht.

(C) SALES OF ACCOUNTS RECEIVABLE

In February 2002, our utility operating companies entered into
an agreement to sell certain of their accounts receivable and
related collections. We farmed Cinergy Receivables to purchase,
on a revolving basis, nearly all of the retail accounts receivable
and related collections of our vtility operating companies.
Cinergy Corp. does not consolidate Cinergy Receivables since it
meets the requirements to be accountad for as a qualifying SPE,
The transfers of receivables are accounted for as sales, pursuant
to Statement 140.

The procesds obtained from the sales of receivables are
largely cash but do include a subordinated note from Cinergy
Receivables for a portion of the purchase price {typically
approximates 25 percent of the total proceeds). The note is
subordinate to seniar Lloans that Cinergy Receivables obtains
from commercial paper conduits controlled by unretated financial
insttutions. Cinergy Receivables provides credit enhancement
related to senior loans in the form of over-collateratization of
the purchased receivables. However, the over-collateralization is
calculated monthly and does not extend to the entire pool of
receivables held by Cinergy Receivables at any point in time.

As such, these senior loans do not have recourse to all assets
of Cinergy Receivables. These loans previde the cash portion
of the proceeds paid o our utility operating companies.
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This subordinated note is a retained interest (right to
receive a specified porticn of cash flows from the sold assets)
under Statement 140 and is classified within Notes receivable
on our Balance Sheets. In addition, our investment in Cinergy
Receivahles constitutes a purchased beneficial interest
(purchased right to receive specified cash flows, in our case
residual cash flows), which is subordinate to the retained
interests held by our utility operating companies. 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
and selection of discount rates. Because {a) the receivables
generally turn in less than twe months, (b) credit losses are
reasanably predictable due to each company’s broad customer
base and lack of significant 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 materfally different than their
face value, Interest accrues to our utility operating companies
on the retained interests using the accretable yield methed,
which generally approximates the stated rate on the notes
since the allocated hasis and the face value are nearly
equivalent. Cinergy Corp. records income from Cinergy
Receivables in a similar manner. We record an impairment
charge against the carrying value of both the retained interests
and purchased beneficial interest whenever we determine that
an other-than-temporary impairment has occurred (which 1s
unlikely unless credit losses on the receivables far exceed the
anticipated level).

The key assumptions used in measuring the retained interests
are as follows {all amounts are averages of the assumptions
used in sales during the period):

2004 2003

Anticipated credit loss rate 0.7% Q.6%
Discount rate on expected cash flows 3.8% 4. 4%
Receivables turnover rate(l} 12.6% 12.8%

(1) Recervables ot each month-eng divided by anmuaiized sofes for the MORLA.

The hypothetical effect on the fair value of the retained
interests assuming both z 10 percent and 20 percent unfavorable
variation in credit losses or discount rates is not material due
to the short turnover of receivables and historically low credit
loss histary.

CGRE retains servicing responsibilities for its role as a
collection agent on the amounts due on the sold receivables.
However, Cinergy Receivables assumes the risk of collectian
on the purchased receivables without recourse ta our utility
operating companies in the event of a loss, While ne direct
recourse to our utility aperating companies exists, these enti-
ties risk loss in the event collections are not sufficient to allow
for full recovery of their retained interests. No servicing asset
or lability is recerded since the servicing fee paid to (G&E
approximates a market rate.




The following table shows the gross and net receivables sold,
retained interests, purchased beneficial interest, sales, and cash
flows during the periods ending December 31, 2004 and 2003.

NOTES TO FINANCIAL STATEMENTS

In April 2003, PSI redeemed $26.8 million of the following
Series A, Medium-term Notes:

tin mittions ) 2004 2003
Receivables sold as of period end § 538 § 487
Less: Retained interests o 104 172
Met receivables sold as of period end $ 344 $ 315
Purchased beneficial interests $ 13 $ 14
Sales during period
Receivables sold $3,805 $3,681
Loss recognized on sale 38 16
Cash flows during pericd
Cash proceeds from sold receivables $3,835  $3,601
Coliectian fees received 2 2
Return received on retained interests 17 16

A decline in the long-term senior unsecured credit ratings of
our utility operating companies below investment grade would
result in a termination of the sale program and discontinuance
of futurs sales of receivables, and could prevent Cinergy
Receivables from baorrowing additional funds from cemmercial
paper conduits,

(D} OTHER

We also hold interests in several joint ventures, primarily
engaged in cogeneration and energy efficiency operations,
that are considered VIEs which do not regquire consolidation.
Qur exposure to loss from our involvement with these entities
is not material.

4, Long-Term Debt

Refer to the Statements of (apitalization for detailed infarmation
for our long-term debt.

In March 20032, PSI horrowed the proceeds from the Indiana
Development Finance Authority's issuance of $35 million of
its Environmental Refunding Revenue Bends, Series 2003, due
April 1, 2022. Interest was initially set at 1.05 percent and
resets every 35 days by auction. Because the holders cannot
tender the bonds for purchase by the issuer while the Bonds
are in the auction rate mode, PSL's obligation is classified as
Long-term debt. Later in March 2003, the proceeds from this
horrowing plus the interast income earned were used tg cause
the refunding of the $35 million principal amount outstanding
of the City of Princeton, Indiana Pallution Control Revenue
Refunding Bonds, 1997 Series.

(Fe wiitlions)
PRINCIPAL AMOUNT INTEREST RATE MATURITY DATE
$20 B8.37% 11/08/2006
50 8.81 05/16/2022
3.0 8.80 05/18/2022
16.8 B.a7 06/01/2022

In June 2003, (G&E issued $200 million principal amount
of its 6 3/8% 2003 Series B Debentures due June 15, 2033
{effective interest rate of 5.66 percent). Proceeds from this
issuance were used for general corporate purpeses, including the
funding of capital expenditures related to construction projects
and envirenmental compliance initiatives, and the repayment of
outstanding indebtedness.
Alsa, in Juns 2003, CG&E modified existing dest resulting
in a $20C million principal amount 5.40% 2003 Series A
Debenture with a 30-year maturity. The effective interest rate
is 6.90 percent.
Irn June 2003, CG&E also redeemed its $100 million 8.28%
Junior Subordinated Debentures due July 1, 2025.
We adopted Interpretation 46 on July 1, 2003, as discussed
in Note 1{Q)(7}. The adaption of this new accounting principle
had the following effects on long-term debt:
® We no longer consolidate the trust that held company
obligated, mandatorily redeemahle, preferred trust securi-
ties of subsidiary, holding solely debt securities of the
company. This resulted in the removat of these securities
from our 2003 Balance Sheet and the addition to long-term
debt of a $319 million (net of discount) note payable that
Cinergy Corp. owes to the trust.

u We consolidated two SPEs effective July 1, 2003, As a
result, we have approximately $200 million of additional
non-recourse debt as of December 31, 2004, comprised of

two separate notes.

The first niote, with a December 31, 2004 balance of

$93 million bears an interest rate of 7.81 percent and
matures in June 2009, The second note, with a December
31, 2004 balance of $107 million, bears an interest rate
of 5.23 percent and matures in November 2016.

In September 20032, PSI redeemad $66 million of its 5.93%
Series B, Medium-term Notes at maturity.

In September 2003, PSI issued $400 million principal
amount of its 5.00% Debentures due September 15, 2013
{effective interest rate of 5.20 percent). Proceeds from this
issuance were used for the early redemption at par of twe
subordinated promissory notes to Cinergy Corp. totaling
$376 million, issued as consideration for two gas fired electric
peaking facilities transferred from Cinergy Corp. to PSI in eary
2003, The remaining proceeds were usad to reduce short-term
indebtedness associated with general corporate purposes
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including funding capital expenditures related to construction
projects and environmental compliance initiatives.

In October 2003, CG&E redeemed its $265.5 million First
Mortgage Bonds, 7.20% due October 1, 2023,

In December 2003, ULH&P redeemed $20 million of its
6.11% Senior Debentures at maturity,

In February 2004, {G&E repaid at maturity $110 million of
its 6.45% First Mortgage Bonds.

In April 2004, Cinergy Corp. repaid at maturity $200 million
of its 6.125% Debentures,

In September 2004, Cinergy Corp. repaid at maturity
$500 miltion of its 6.25% Debentures.

In November 2004, CG&E horrowed the proceeds from the
Ohio Air Quality Develapment Authority's issuance of $47 million
principal amount of its Stzte of Ohio Air Quality Development
Revenue Bonds 2004 Series A and $47 million principal amount
of its State of Dhio Air Quality Development Revenue Bonds
2004 Series B {for loans totaling §94 million), both due
November 1, 2039. Fayment of principal and interest on the
Bands when due is insured by separate hond insurance policies
issued by XL Capital Assurance. The initial interest rate for both
Series A and Series B was 1.92%. The interest rates on Series A
and Series B were initially reset on January 5, 2005 and
January 12, 2005, respectively, and then avery 35 days by
auction thereafter. Because the holders cannot tender the Bonds
for purchase by the issuer while the Bonds are in the auction
rate mode, these debt obligations are classified as Lang-term
debt. CGRE s using the proceeds from these borrowings to
assist in financing its portion of the costs of acquiring,
canstructing and installing cettain solid waste disposal
facilities comprising air quality facilities at Units 7 and & at
CG&E's majority-owned Miami Fort Generating Station (Miami
Fort Station),

In December 2004, PSI borrowed the proceeds from the
Indiana Development Finance Authority’s issuance of $77 million
principal amount of fts Environmental Revenue Bonds, Series
2004B and 377 million principal amount of its Environmental
Revenue Bonds, Series 2004C, both due December 1, 2039 {for
loans totaling $154 willion). Payment of principal and interest
on the Bonds when due is insured by separate bond insurance
policies issued by XL Capital Assurance. The initial interest rate
for Series 20048 was 1.80% and for Series 2004( was 1.85%.
The interest rates en both Series 20048 and Series 2004C were
initially reset on January 11, 2005 and than every 35 days hy
auction thereafter. Because the holders cannot tender the Bonds
for purchase by the tssuer while the Bonds are in the auction
rate maode, these debt obligations are classified as Long-term
debt. PSI is using the proceeds from these borrowings to assist
in the acquisition and canstruction of solid waste disposal
facilities located at various generating stations in Indiana.
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In December 2004, ULH&P issued $40 million principat
amount of its 5.00% Debentures due December 15, 2014
{effective interest rate of 5.26%). Proceeds from this issuance
were used for general corporate purposes and the repayment of
outstanding indebtedness.

The following table reflects the long-term debt maturities
excluding any redemptions due to the exercise of call provisions
or capital lease obligations. Callable means we have the right to
buy back a given security from the holder at a specified price
before malurity.

fin milficas) LﬂNﬂﬁi-TiErllM DEET ;I-ATURITIES
200511 § 220
2006 355
2007 726
2008 551
2009 270
Thereafter 2,376
Total $4,498

(F,) Tretuges fong-fems el with poe prosisiong of 3200 milfion ie 20045,

Maintenance and replacement fund provisions contained in
PST's first mortgage hond indenture require: (1) cash payments,
(2) bond retirements, or (3) pledges of unfunded property
additions each year based on an amount related to PSI's
net revenues.

CG&L's transmission and distribution assets of approximately
$2.8 billion are subfect to the lien of its first mortgage bond
indenture. The utility property of PSI is also subject to the lien
of its first mortgage bond indenture.

As discussed previously, CG&E and PSI periodically borrowed
proceeds from the issuance of tax exempt bonds for the purpose
of funding the acquisition and construction of solid waste
disposal facilities located at various gensrating stations in
Indiana and Dhio. Because some of these facilities have not
commenced construction and others are not yet complete,
proceeds from the borrowings have been placed in escrow with
& trustee and may be drawn upon only as facilities are built and
qualified costs incurred. In the event any of the proceeds are
not drawn, CG&E and PST would eventually be required to eturn
the unused proceeds to bondholders. CG&E and PS1 expect to
draw down all of the proceeds aver the next three years.




5. Notes Payable and Other Short-Term
Obligations

Short-term obligations may include:
m short-ferm notes;
m variable rate pollution control notes;
= commercial paper; and

B money pooL

NOTES T) FINANCIAL STATEMENTS

SHORT-TERM NOTES

Shert-term barrowings mature within one year from the date of
tssuance. We primarily use unsecured revolving lines of credit
and the sale of commercial paper for short-term berrowings.

A portion of Cinergy Corp.s revolving lines is used to provide
credit support for commercial paper and Letters of credit. When
revolving lines are reserved for commercial paper or backing
letters of credit, they are not available for additicnal borrowings.
The fees paid to secure shart-term borrowings were immaterial
during each of the years ended December 31, 2004, 2003,

and 2002.

At Decermber 31, 2004, Cinergy Corp. had $1.3 billion remaining unused and available capacity relating to its $2 billion revolving
credit facilitics. These revolving credit facilities include the following:

{in mitians)

CREDIT FALILITY

OUTSTANDING

Five-ygar senior revelving
Direct horrowing
Commercial paper suppoit

Total five-year facility(t

Thrae-year senior revolving
Direct borrowing
Commercial paper support
Letter of credit support

fotal three-year facility(®

Total Credit FacHities

ESTABLISHED AND UNNSED AND
EXPIRATION LINES COMMITTED AVAILABLE
December 2009
$ 5 - ]
1,000 - 1,000
April 2007
676
12
1,000 688 312
$2,000 $688 $1,312

{3} I gl 2oR4, Cimergy Cord. seccessTully placed o $500 mitlion 384-doy serior unsecored revolving credit facility shich replaced the 5500 million I64-day senior uasecured revalving
credst fociiity *hat expired in April 2004, I December 2004, Ciergy Corp. sucressfully repliced the 5500 million 264-day facitity with a 81 &illion five-year facility.
(2} In Apay 2004, Lnergy Corp. sucressfully pioced q §1 billion three-year senior unsecured revolving Credit facitity. ThIS facitity replaced the 5400 million three-year Semior unsecured

revaing credil fooility thet was set to gxpive n May 2004

In addition te revolving credit facilities, Cinergy Corp.,
CG&E, and PSI also maintain uncommitted lines of credit. These
facilities are not guaranteed sources of capital and represent an
infermal agreement to lend money, subject 1o availability, with
pricing to be determined at the time of advance. We have
established uncommitted lines of $115 million, all of which
remained unused as of December 31, 2004.

VARIABLE RATE POLLUTION CONTROL NOTES

CG&E and PSI have issued certain variable rate pollution control
notes (Eax-exempt notes obtained to finance equipment or

land development for pollution cantrol purposes). Because

the holders of these notes have the right to have thair notes
redeemed on a daily, weekly, or monthly basis, they are
weflected in Notes payable and other short-term nhligations

on our Balance Sheets. At December 31, 2004, Cinergy had
$273 mitlion autstanding in variable rate pollution contsol
notes, classified as short-term debt. Any short-term pollution
control note borrowings outstanding do not reduce the unused

and available short-term debt requlatory authority of our
operating companies.

In August 2003, CG&E caused the remarketing by the Ohio
Air Quality Development Authority of $84 million of its State
of Ohio Air Quality Development Revenue Refunding Bonds,
due September 1, 2030. The issuance consists of a $42 million
1995 Series A and a $42 million 1995 Series B, The remarketing
effacted the conversion from a daily interest rate reset mode
supported by a letter of credit to an unsecured weekly interest
1ate mode. The interest rate for both series was initially set at
1.30 percent and will reset every seven days going forward.
Because the holders of these notes have the right to have their
notes redeemed on a weekly basis, they are reflected in Notes
poyable and other short-term obligations on our Balance Sheets.

Also in August 2003, CGRE caused the remarketing by the
Obkia Air Quality Development Autherity of $12.1 million of its
State of Ohio Air Quality Development Revenue Bonds 2001
Serfes A due August 1, 2033. The remarketing affected the
conversion from an unsecured one-year interest rate reset mode
to a daily interest rate reset mode supported by a standby letter

a9
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of credit. The interest rate was initially set at 0.95 percent and
will be reset daily going forward. Because the holders of these
notes have the right to have their notes redesmed on a daily
kasis, they are reflected in Nofes payeble and ather short-term
obligations on our Balance Sheets.

In December 2003, PSI borrowed the proceeds from the
issuance by the Indiana Development Finanee Authority of
$80.5 million of its Indiana Development Finance Authority
Environmental Revenue Bonds due Becember 1, 2038, The
issuance consists of two $40.25 million tranches designaterd
Series 2003A and Series 2003B. The Tnitial interest rate for both
tranches was 1.27 percent and is reset weekly. Proceeds from
the borrowing are being used for the acquisition and construg-
tion of various solid waste disposal facilities located at various
generating stations in Indiana. The remaining funds are being
held in escrow by an independent trustee and will be drawn
down as the facilities are built, Because the holders of these
notes have the right to have their notes redeemed on a weekly
basis, they are reflected in Notes payoble and other short-term
abligations an our Balance Sheets.

In August 2004, PSI borrowed the proceeds from the
issuance by the Indiana Development Finance Authority of
$55 miltion principal amousnt of its Envirenmental Revenue
Bonds, Series 2004A, due August 2039. The initial interest rate
for the bonds was 1,13 percent and fs reset weekty, Proceeds
frem the borrowing will be used for the acquisition and
construction of various solid waste dispasal facilities located
at various generating stations in Indiana. The funds are being
held in escrow by an independent trustee and will be drawn
upon as facilities are built. Holders of these notes are entitled
to credit enhancement in the form of a standby letter of credit

DECEMEBER 31, 2004

which, if drawn upon, provides for the payment of bath interest
and principal an the notes. Because the holders of these notes
have the right to have their notes redeemed on a weekly basis,
they are reflected in Notes payable and other short-term
obtigations on our Balance Sheets.

COMMERCIAL PAPER

Cinergy Corpls commercial paper program is supporied by
Cinergy Corpls $2 billion revolving credit facitities. The
commercial naper pragram supparts, in part, the short-term
borrowing needs of CGRE and PSI and eliminates their need
for separate commercial paper programs. In September 2004,
Cinergy Corp. expanded its commercial paper program from
$800 miltion to a maximum outstanding principal amount of
$1.5 biltion. As of December 31, 2004, Cinergy Corp. had
$676 million in commercial paper outstanding.

MONEY POOL

Cinergy Corp., Services, and our utility operating companies
participate in a meney pool arrangement to better managa
cash and working capital requiresents. Under this arrangement,
those companies with surplus short-term funds provide short-
term loans to affiliates {other than Cinergy Corp.) participating
under this arrangement. This surplus cash may be frem internal
or external sources. Any maney pool borrowings outstanding
reduce the unused and available short-term debt requlatory
authority of our utility operating companies.

The follawing tahle summarizes our Nates payable and other
short-term obifgations and Notes payable to affiliated companies.

DECEMBER 31, 2003

WEIGHTED WEIGHTED
ESTABLISHED AVERAGE ESTABLISHED AVERAGE
fin milhions} LINES OUTSTANDING RATE LINES QUTSTANDING RATE
Cinergy Corp.
Revolving lines £2,000 - -% $1,000 $ - %
Uncommitted linestl; 40 - - 40 - -
Commercial paper® 676 2.45 148 1.18
Utility operating companies
Uncommitied lres(2 75 - - 75 - -
Pollution control notes 248 2.43 193 1.37
Naon-regulated subsidiaries
Revolving linest® 158 3 5.67 19 10 5.0
Short-term debt 2 4,50 2 4.80
Pollution controf notes 25 2.30 o - o
Tatal $959 2.47% $351 1.45%

[1} These facitities are noi guarantead souvces of capital and represent an informal agreement to tend money, subject to avaitabitity, with pricing o be determined at the time

of advance,

(2} In September 2004, Linergy Com. incrensed s commercied poper pragram iz from 3800 mition to §1.5 billiun, The commerciol paper srogram fs sugporded by Cinargy (omp.s

revolving tines of creait,

(3} In December 2004, Cinergy Canade. Inc. successfully placed a 3156 milion threa-year seaiar revolving credit facility,
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In our credit facilities, Cinergy Corp. has covenanted
to maintain:
W 3 consclidated net worth of $2 billion; and
® 2 ratio of consolidated indebtedness to consolidated total
capitalization not in excess of 65 percent.

As part of CG&E's $500 miltion sublimit under the $1 billion
five-year credit facility, CG&E has covenanted to maintain:

m 3 cansolidated net worth of $1 billion; and

w3 ratio of consolidated indebtedness to cansolidated total
capitalization not in excess of 65 percent.

As part of PSI's $500 million sublimit under the $1 billion
five-year credit facility, PSI has covenanted tc maintain:

M 3 consolidated net worth of 3900 million; and

W 2 ratio of consolidated indebtedness to consalidated total
canitalization not in excess of 65 percent.

A breach of these covenants could result in the termination
of the credit faciiities and the acceleration of the related
indebtedness. In addition to breaches of covenants, certain
other events that could result in the termination of available
credit and acceleration of the related indehtedress include:

W bankruptcy:

m defaults in the payment of other indebtedness; and

® judgments against the company that are not paid
or insured.

The latter two events, however, are subject to dollar-based
materiality thresholds,

As discussed in Note 1(Q){7), long-term debt incraased in
the third quarter of 2003 resulting from the adoption of
Interpretation 46. The debt which was recorded as a result of

this new accounting proncuncement did neot cause Cinergy Corp.

ta be in breach of any covenants at the time of adoption. As of
December 31, 2004, Cinergy, {G&E, and PSI are in compliance
with all of their debt covenants.

NOTES TG FINANCIAL STATEMENTS

6. Leases

(A} DPERATING LEASES

We have entered into operating lease agreements for various
facilities and properties such as computer, communication

and transportation equipment, and office space. Total rental
payments on operating leases for each of the past three years
are detailed in the following table. This table also shows future
minimum lease payments required for operating leases with
remaining non-cancelable lease terms in excess of one year

as of December 31, 2004:

(in millions)

Lease Expense

2002 $ 64
2003 §72
2004 3 8

Estimated Minimum Lease Payments

2005 $ 43
2006 36
2007 28
2008 18
2009 14
Thereafter 27
Total $166

(B} CAPITAL LEASES

In each of the years 1999 through 2004, our utility operating
companies entered into capitat lease agreements to fund the
purchase of gas and electric meters, and asseciated equipment.
The lease terms are for 120 menths commencing with the date
of purchase and contain buyout options ranging from 48 to 105
months. It is our objective to own the meters and associated
equipment indefinitely and the operating companies plan to
exercise the buyout option at month 105, As of December 31,
2004, our effective interest rate on capital lease obligations
outstanding was 5.5 percent. The meters and associated
equipment are depreciated at the same rate as if owned by
the operating companies. Our utility operating companies each
recarded a capital lease obligation, included in Nor-Current
Ligkilities — Other,

The total minimum lease payments and the present values
for these capital lease items are shown below:

(i miions)

Total minimum tease payments(i) 379
Less: amount representing interest (14)
Present value of minimum lease payments $ 65

(1) Anrval mimimum lease payments are Immaterial.
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7. Financial Instruments

(A) FINANCIAL DERIVATIVES

We have entered into financial derivative contracts for the
purpese of managing financial instrument risk,

Our current policy of managing exposure to fluctuations
in interest rates is to maintain approximately 30 percent of
the total amount of outstanding debt in variable interest rate
debt instruments, In maintaining this level of exposure, we
use interest rate swaps. Under the swaps, we agree with other
parties to exchange, at specified intervals, the diiference
between fixed-rate and variable-rate interest amounts calculated
an an agreed notipnal amount, CG&E has an outstanding
interest rate swap agreement that decreased the parcentage
of variable-rate debt. Under the provisions of the swap, which
has a notienal ampunt of $100 million, CG&E pays a fixed-rate
and receives a variable-rate through October 2007, This swap
qualifies as a cash flow hedge under the provisions of Statement
133. As the terms of the swap agreement mirror the terms of
the dehl agreement that it is hedging, we anticipate that this
swap will continue ta be effective as a hedge. Changes in fair
value of this swap are recorded in Accumuicted other comprefen-
sive income [loss). Cinergy Corp. had three interest rate swaps
with a combined notional amount of $250 million which settled
in September 2004. Thase swaps gualified as fair value hedges
under the provisions of Statement 133,

Treasury locks are agreements that fix the yield or price on
a specified treasury security for a specified peried, which we
sometimes use in connection with the issuance of fixed-rate
debt. On September 23, 2002, CG&E issued $500 million principal
amount senjor unsacured debentures due September 15, 2012,
with an interest rate of 5.70 percent. In July 2002, CG&E
executed a treasury lock with a notional amount of $250 million,
which was designated as a cash flow hedge of 50 percent of the
forecasted fnterest payments on this debt offering. The treasury
lock effectively fixed the benchmark interest rate (i.e., the
trcasury component of the interest rate, but not the credit
spread) for 50 percent of the offering from July 2002 through
the issuance date in order te reduce the exposure associated
with Lreasury rate volatility. With the issuance of the debt, the
lreasury lock was settled. Given the use of hedge accounting,
this settlement was reflected in other Accumulated other
comprehensive income (loss) on an after-tax basis in the amount
of 13 million, rather than a charge to naet income, This amount
will be reclassified to fnrerest Expense over the 10-year life of
the related debt as interest is accrued.

See Note 1(K](7i) Tor additional information on financial
derivatives. In the future, we will continually monitor market
conditions to evaluate whether to modify cur use of financial
derivative contracts to manage financial instrument risk.
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{B) FAIR VALUE OF OTHER FINANCIAL INSTRUMENTS

The estimated fair valites of other financial instruments were
as follows (1this information does not claim to be a valuaticn
aof the companies as a whole):

{in millioss;

DECEMEER 31, 2004 DECEMBER 31, 2003

CARRYING FAIR

CARRYING FAIR

FINANCIAL INSTRUMENTS  AMOUNT VALUE AMOUNT VALLE
Firsi mortgage

bonds and other

leng-lerm dehtt $4,448 $4,710 34971 45,287

{17 Inctudes amnwnts reflected os Long-term debt due within one year.

The following methods and assumptions were used to
estimate the fair values of each major class of instruments:

(1) Cash and cash equivalents, Restricted deposits, and Notes
poyable and other short-term obligations
Due to the short period to maturity, the carrying amounts
veflected on the Balance Sheets approximate faic values.

(i7) Leng-term debt

The fair values of long-term deht issues were estimated
based on the lafest quoted market prices o, if not listed on the
New York Stock Exchange, on the present value of future cash
flows. The discount rates used approximate the incremental
barrowing costs far similar instruments.

{C) CONCENTRATIONS OF CREDIT RISK

Credit risk is the exposure to economic loss that would occur as
a result of nanperformance by counterparties, pursuant to the
terms of their contractual obligations. Specific components of
credit risk include counterparty default risk, collateral risk,
concentration risk, and settlement risk.

(i) Trade Receivables and Physical Power Portfolio

Our concentration of credit risk with respect to trade
accounts receivahte from electric and gas retail customers is
limited. The large number of customers and diversified customer
base of residential, commercial, and industrial customers
significantly reduces our credit risk. Contracts within the
physical portfolic of power marketing and trading operations are
primarily with traditional electric cooperatives and municipali-
tias and ather investor-cwned wtilities. At December 31, 2004,
we believe the likelihood of significant losses associated with
credit risk in our trade accounts receivable or physical power
portfolio is remote.




(i7) Erergy Trading Credit Risk

Cur extension of cradit for energy marketing and trading
is governed by a Corporate Credit Policy. Written guidelines
approved hy Cinergy’s Risk Policy Committee document the
management appraval levels for credit {imits, evatuation of
creditworthiness, and credit risk mitigation procedures.
Exposures to credit risks are monitored daily by the Corporate
Credit Risk function, which is independent of all trading opera-
tians. As of December 31, 2004, approximately 93 percent of
the credit exposure, net of credit collateral, related to energy
trading and marketing activity was with counterparties rated
investment grade or the counterparties’ obligations were
guaranteed or secured by an investment grade entity. The
majority of these investment grade counterparties are externally
rated. If a counterparty has an external rating, the lower of
S&P's or Moody's 5 used; ctherwise, aur nternal rating of the
counterparty is used. The remaining seven percent represents
$59 nillion wilh counterparties rated non-investmeant grade.

Energy cammodity prices can be extremely volatile and the
market can, at times, lack Uquidity. Because of these issues,
credit risk for energy commedities is generally greater than
with other commodity trading.

We continually review and monitor our credit exposure to
all counterparties and secondary counterparties. If appropriate,
we may adjust eur credit reserves to attempt to compensate
for increased cradit risk within the industry. Counterparty credit
limits may he adjusted on 2 daily basis in response to changes
in a counterparty’s financial status or public debt ratings.

(7fi} Finandial Derfvatives

Potential exposure £o credit risk also exists from our use of
financial derivatives such as interest rate swaps and treasury
locks. Because these financial instruments are transactad with
highly rated financial institutions, we do nol anticipate
nonperformance by any of the counterparties.

8. Notes Receivable
As discussed in Note 1(Q)/7), we consolidated two previously
unconsolidated SPEs effective July 1, 2003, As a result, we have
approximately 5214 million and $231 million of additional notes
receivable as of December 31, 2004 and 2003, respectively,
compriserd of two separate notes,

The first note, with a December 31, 2004 balance of
5101 miltion and a December 31, 2003 balance of $118 million,
bears an effective interest rate of 7.81 percent and matures in
August 2009. The second note, with a balance of $113 million
as of Decomber 31, 2004 and 2003, respectively, bears an
effective interest rate of 9.23 percent and matures in
December 20016.

NOTES TO FINANCIAL STATEMENTS

The following table reflects the maturities of these notes as
of December 31, 2004.

{in mithans)

MOTES RECEIVABLE MATURITIES

2005 $ 20

2006 22
2007 25
2003 29
2009 24
Thereafter 94
Total £214

9. Pension and Other Postretirement Benefits
We spensor hoth pension and other postretirement benefit plans.

Qur qualified defined henefit pension plans cover substan-
tially all United States emplayees meeting certain minimum
age and service requirements. During 2002, eligible Cinergy
employees were offered the opportunity to make a ene-time
electicn, effective January 1, 2003, to either continue to have
their pensicn benefit determined by the traditional defined
benefit pension formula or to have their benefit determined
using a cash balance formula, A similar election was provided
to certain unicn emplayees at a later time.

The traditional defined benefit program utilizes a final
average pay formula to determine pension benefits. These
benefits are based on:

W vaars of participation:
W age at retirement; and

m the applicable average Social Security wage base.

Benefits are accrued under the cash balance formula based
upon a percentage of pension eligible earnings plus interest.
In addition, participants with the cash balance formula may
request a lump-sum cash payment upon termination of their
employment, which may result in increased cash requirements
from pension plan assets. At the effective time of the election,
benefits ceased accruing under the traditional defined benefit
pension formula for employees who elected the cash balance
formula, There was no change to retirement benefits earmned
prior to the effective time of the elaction, The pension benefits
of all non-union and certain union employees hired after
December 31, 2002 are calculated using the cash balance
formuta. At December 31, 2004, approximately 80 percent of cur
employees remain in the traditional defined benefit program.

The introduction of the cash balance features to our defined
benefit plans did nat have a material effect on our financial
position or results of operations.
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Funding for the qualified defined benefit pension plans
is based on actuarially determined contributions, the maximum
of which is generally the amount deductible for tax purposes
and the minimum being that requirad by ERISA. The pension
plans’ assets consist of investments in equity and debt securities.

Our investment strategy with respect to pension assets is
designed to achieve a moderate level of averall portfolio risk
in keeping with our desirted risk ohjective, which is established
through careful consideration of plan Labilities, plan funded
status, and corporate financisl condition. The parifolio’s target
asset allacation is 60 percent equity and 40 percent debt with
specified allowable ranges around these targets. Within the
equity segment, we are broadly diversified across demestic,
developed international, and emerging market equities, with
the largest concentratien teing domestic. Further diversification
1s achieved through allocations to growth fvalue and small-,
mid-, and large-cap equities, Within the debt segment, we
principally maintain separate “core plus” and “core” portfolios.
The “core plus” portfolio makes tactical use of the “plus” sectors
(e.g., high yield, developed international, emerging markets,
etc.) while the “corg” portfolio is a domestic, investment grade
portfolio. In late 2004, we commenced the implementation of
an alternative investment strategy in our investment program,
This strategy incorporates an investment in a fund of hedge
funds in conjunction with an S&P 500 swaps and futures overlay
program and will be classified as part of our large-cap United
States equity allocation. Other than the alternative investment
strategy, the use of derivatives is currently limited te collateral-
ized mortgage obligations and asset-backed securities.
Investment risk is measured and monitored en an ongoing basis
through quarterly investment portfolio reviews, annual liability
measurements, and periedic asset/liability studies.

We use a September 30 measurement date for our defined
benefit pension plans. The asset allocation at September 30,
2004 and 2003 by asset category was as follows:

PERCENTAGE OF FAIR VALUE OF
PLAN ASSETS AT SEPTEMBER 30

ASSET CATEGORY 2004 2003
Equity securitiestl 62% 82%
Debt securities(® 38% 38%

{i) The porffolio’s target asset alfocation #5 60 percent equity with an aflowable rerge
of 50 percent ¢ 70 percent.

(2} The porifolio’s larget assel alfocotion 15 40 percent debt vith an oliowabie ronge
of 30 percent to 50 perrent.
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In addition, we sponsor non-qualified pension plans (plans
that do not meet the criteria for certain tax benefits) that
cover officers, certain other key employees, and non-employee
directars. We began funding certain of these non-gualified plans
through a rabbi trust n 1999. This trust, which consists of
equity (65 percent) and debt {35 percent) securities at
December 31, 2004, is not restricted to the payment of plan
benefits and therefore, not considered plan assets under
Statement 87. At December 31, 2004 and Z003, trust assets
were approximately $10 million and $9 millian, respectively,
and are reflected in our Balance Sheets as Other investments.

In 2003 and 2002, we offered voluntary early retirement
programs o certain individuals. In accordance with Statement
of Financial Accounting Standards No. 88, Employers’ Accounting
for Settlements ond Curtatiments of Defined Benefii Pension Plans
ond for Termination Benefits (Statement 88). we recognized
expense of approximately 39 million and $39 miltion in 2003
and 2002, respectively.

We provide certain health care and life insurance benefits to
retired United States emptoyees and their eligible dependents.
These benefits are subject to minimum age and service require-
ments. The health care benefits include medical coverage,
dental coverage, and prescription drugs and are subject to
certain limitations, such as deductibles and co-payments.
Neither CG&E nor ULH&FP pre-fund their obligations for these
postretirament benefits. In 1999, PSI began pre-funding its
obligations through a grantor trust as authorized by the IURC.
This trust, which consists of equity (85 percert) and debt
(35 percent) securities at Becember 31, 2004, is not restricted
to the payment of plan benefits and therefore, not considered
plan assets under Statement 106. At December 31, 2004 and
2003, trust assets were approximately $71 million and
$64 million, respectively, and are refiected in our Balance
Sheets as Other investments.

Based on preliminary estimates, we expect 2005 contribu-
tions of $72 million for qualified pension henefits. As discussed
previously, we do nat hold “plan assets” as defined by
Statement 87 and Statement 106 for our non-quatified pension
plans and other postretirement benefit costs, and therefore
contributions are equal to the benefit payments presented in
the following tahle.

The following estimated benefits payments, which reflect
future service, are expected to be paid:

(In mullians)

QTHER

QUALTFIED HON-QUALIFIED  POSTRETIREMENT

PENSION BENEFITS  PENSION BENEFITS BENEFITS
2005 $¥7 $9 $ 25
2006 76 9 26
2007 I 9 27
2008 78 9 28
2009 &0 11 29
Five years

thereafter 443 56 162
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Our benefit plans’ costs for the past three years included the following companents:

QUALIFIED PENSION BEMEFITS NON-QUALIFIED PENSION BENEFITS OTHER POSTRETIREMENT BEMEFITS

o mltions; 2004 2003 2002 2004 2003 2002 2004 2003 2002
Service cost $35 $31 $ 27 $5 $2 $3 $5 §4 $3
Tnterest cost 83 36 79 7 7 5 22 23 20
Expected return on

plans’ assets (81) (81) {88) - - - -~ - -
Amortization of transition

(asset) ohligation {1} {1} (1) - - - 1 3 5
Amortization of prior )

service cost 5 5 6 2 1 1 ~ - -
Recegnized actuarial

{gain) loss 2 - (B} 2 2 1 8 5 1
Yoluntary early retirement

costs (Statement &8) - 9 35 - - - - - -
Net periodic benefit cost $ 49 $ 49 {58 $16 $13 $10 136 $35 329

The following table provides a reconciliation of the changes in the plans’ benefit abligations and Ffair value of assets for 2004 and
2003, and a statement of the funded status for bath years. We use a September 30 measurement date for our defined benefit pension
nlans and athey postretirement benefit nlans,

QUALIFIED ] NON-QUALIFIED OTHER

PENSION BEMEFITS PENSION BENEFITS POSTRETIREMENT BENEFITS
(i mllons} 2004 2003 2004 2003 2004 2003
Change in benefit ebligatian
Benefit obligaticn at beginning af period $1,458 31,315 $ 108 $ 98 % 399 $ 343
Service cost 35 31 5 3 5 4
Interest cost a8 86 7 7 22 23
Amendments{*] (1) - 8 - (24) (3)
Actuanrial (gain} loss 69 98 - 7 27 54
Benefits paid o (71} (72) (8) {7 {20) (22}
Benefit obligation at end of period 1,578 1,448 120 108 409 399
Changea in plan assets )
Fair value of plan assets at beginning of period 877 757 - - - -
Actual return on plan assets 98 118 - - - -
Employer contribution 117 14 8 7 20 22
Benefits paid L 1) (72) (8) 1)) (20 (22)
Fair value of plan assets at end of period 1,021 877 - - - -
Funded status (557} (581) (120) {108) {409) (399)
Unrecognized prior service cost 30 36 19 13 2) -
Unrecognized net actuarial loss 304 256 38 43 189 176
Unrecognized net transition (asset) obligation - (1) - - 4 27
Employer cantribution - - 2 - 5 -
Actruad benefit cost at December 31 $(223)  $(290) § (61) $ (52) $(213) $(196)
Amounts recognized in balance sheets
fccrued hanefit liahitity $ {366) $ (366) $(109) $(101) ${213) $(198)
[ntangible asset 30 22 19 13 - -
Accumulated other comprehensive income (pre-tax) 113 54 29 16 - -
Net recognized at end of period § (223) 3 (290} $ (61) 3 (52) $(213) $(196)

{1} For 2003, the Quotiffed Fension Benefits inctudes epproximately 33 million of valumany early retirement expenses in accordanca with Statemant 88, as previously discussed,
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The accumulated benefit obligation for the qualified defined benefit pensian plans was approximately $1,387 mitlion and
approximately $1,237 million for 2004 and 2003, respectively. The accumulated benefit obligation for the non-gualified defined
benefit pension plans was approximately $111 million and $102 million for 2004 and 2003, respectively.

The weighted-average assumptions used to determine benefit obligaticns were as follows:

QUALIFIED NCN-QUALIFIED OTHER
PENSION BENEFITS PENSION BENEFITS POSTRETIREMENT BENEFITS
77777777 2004 2003 2004 2003 2004 2003
Discount rate 6.25% 5.25% 6.25% 6.25% 5.75% 6.25%
Rate of future compensation increase 4.00 4.00 4.00 4.00 N/A W/A

The weighted-average assumptions used to detsrmine net periadic benafit cost for the years ended December 31, 2004, 2003,
and 2002 were as follows:

QUALIFIED PENSION BENEFITS NON-QUALIFIED PENSION BENEFITS OTHER POSTRETIREMENT BENEFITS

_ 7 Caos a0 2002 2004 2003 2002 2004 003 2002
Discount rate 6.25% 6.75% 7.50% 6.25% 6.75% 1.50% 6.25% 6.75% 7.50%
Expected return on

plans’ assets 8.50 9.00 9.25 N/A N/A /A N/A NSA 3.00
Rate of future

compensation increase 4.00 4.00 4.00 4.00 4.00 £.00 N/A N/A N/A

The calculation of our expected long-term rate of return is a Assumed health care cost trend vates have a significant

two-step process. Capital market assumptions {e.g., forecasts) effect on the amounts reported for the health care plans.
are first developed for various asset classes based on underlying A one-percentage-point change in assumed health care cost
fundamental and economic drivers of performance. Such drivers trend rates would have the following effects:

for equity and debt instruments include profit margins, dividend s SO ——
yields, and interest paid for use of capital. Risk premiums for P— ‘,’,“;;T:‘,f.f:;:ﬁﬁ ?,L‘fn'f:ﬁ:;iﬁi
sach asset class are then developed based on Tactors such as . et e
VR, . . . K Effect on total of service

expected illiquidity, credit spreads, inflation uncertainty and and interest cost components 54 5 (3)
country/currency risk. Current valuation factors such as present Effect on APBO 48 {43)
interast and inflation rate levels underpin this process. '

The assumptions are then madeled via a probability based
muylti-factor capital market methodology, Through this modeling
process, a range of possible 10-year annualized retuins are
generated for each strategic asset class. Those returns falling
at the 50th percentile are ulilized in the calcutation of our
expected long-term rate of return,

The assumed health care cost trend rates were as follows:

On December 8, 2003, President Bush signed inte law the
Medicare Prescription Drug, Improvement and Modernization
Act of 2003 (the Act). The Act introduced a prescription drug
benefit to retirees as well as & federal subsidy to sponsors of
vetiree health care benefit plans that provide a preseription drug
benefit that is actuartally equivalent to the benefit provided by
Medicare, We believe that our coverage for prescription drugs

06 2003 is at ieast actuarially eguivalent to the benefits provided by

H_&algh care t;O;t_t:F'nd e B R Madicare for most current retirees because our benefits for that

assumed for next year 2.00%, 9.00% group substantially exceed the benefits provided by Medicare,
Rate to which the cost trend thereby allowing us to qualify for the subsidy. We have

rate 1s 'ﬂfSSU”Wd to decline accounted for the subsidy as a reduction of cur APBO. The APRD

(the ultimate trend rate) 5.00% 5.00% was reduced by approximately $17 million and will be amortized
Year that the rate reaches ) . . .

the ultimate trend rate 2008 2008 as an actuarial gain over future periods, thus reducing future

benefit costs, The impact on our 2004 net periodic benefit cost
was not material. Our accounting treatment for the subsidy is
consistent with FASB Staff Position No. 106-2, Accounting and
Disclosure Requirements Related to the Medicare Prescription
Drug, Improvement and Madernization Act of 2003.
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In January 2004, we announced to employees the creation
of a new retivee Health Reimbursement Account (HRA) option,

| which witl impact the postretirement healthcars henefits
provided by us. HRAs are bookkeeping accounts that can be
used to pay for quatified medical expenses after retirement. The
majority of employeas had the opportunity during the Fall of
2004 to make & one-time election to remain in our current
retiree healthcare program or to move to the new HRA option.

, Approximately 40 percent of cur employees elected the new
HRA option. The HRA option has no effect on current retirees
recciving postretirement benefits from us. As is the case under
the current retiree health program, employees who participate
in the HRA option, generally, will become eligible to receiva
their HRA benefit only upon retitement on or after the age
of 50 with at least five years of service. We expact that the
impact af the new HRA option will not be material to our other
postretirement benefit costs,

10. Income Taxes

The faltowing table shows the significant components of our net
deferred incame tax liabilitles av af December 31:

{in miltioms) 2004 2003
Deferred Income Tax Liability

Praperty, plant, a1d equipment §1,706  $1,525

Unamortized costs of reacquiring debt 15 16
Deferred opetating expenses and

carnying costs - 2
Purchasec power tracker 4
RTC 194 204
Het energy fisk management assets 51 10
Amounts due fram

customers-income Laxes 39 &7
Gasification senvices agreement

buyout costs a6 a6
(Other 32 24

Total Deferred Incame Tax Liability 2,127 1,918

Deferred Incoma Tax Asset

Unamarfizad investment tax credits 39 39
Accrued pension and other

postretirement henafit costs 222 195
Net energy risk management liahilitieg 28 g

Deferrec operaling expenses and
rarrying costs 26 -
‘ Rural Utilities Service cbligation 27 28
} Tax credit carryovers 121 47
Other 67 42
Total Deferred Income Tax Asset 530 360

Net Deferred Income Tax Lizbility $1,597 11,558

NOTES TO FINANCIAL STATEMENTS

Wz file 2 cansolidated federal income tax return and
combinad/consolidated state and local tax returns in certain
jurisdictions, Cinergy and its subsidiaries have an income tax
allocation agreement, which conforms to the requirements of
the PUHCA. The corporate taxable income method is used to
allocate tax benefits to the subsidiaries whose investments
or results of operations provide those tax henefits. Any tax
lizbility not diractly attributable to a specific subsidiary s
allocated proporticnately among the subsidiaries as required
by the agreement.

The following table summarizes federal and state income
taxes charged {credited) to income.

(i nn‘!;;'nn;) ) 2004 o 2003 2002
Current Income Taxes
Federal £ 78 $ 34 316
State 30 25 {4}
Total Current Income Taxes 108 59 12
Deferred Income Taxes
Federal
Denreciation and other
preperty, plant, and
equipment-related Ttems 126 130 172
Pension and other
postretirement benefit costs (29) 23 (17)
Unrealized energy risk
management transactions 26 b 9
Fuel costs (48) 7 (23)
Purchased power tracker 4 (5}
Gasification services
agreement buyout costs - (3} (3)
Tax credit carryovers (74) (47} -
Other — net 3 (40) (14)
Total Deferred Fedaral Income Taxes g 71 126
State )] 22 30
Total Deferred Income Taxes 4 03 156
Investment Tax Credits — Net (8) (& (8)
Tetal Income Taxes $104 $144 $160

IRC Section 29 provides a tax credit (nonconventional
fuel source credit} for qualified fuels produced and sofd by a
taxpayer to an unrelated person during the taxable year. The
nonconventional fuel source credit reduced current federal
income tax expense approximately $98 million, $84 mitlion,
and $42 million For 2004, 2003, and 2002, respectively. See
Note 11{C)(iv) for further information on this tax credit.
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The follawing table presents a reconciliation of fedzral
income taxes (which are calculated by multiplying the statutory
federal income tax rate by hook income bafare federal income
tax) to the federal income tax expense reparted in our
Statements of Income,

{ rallions; 2004 2003 2002

Statutory federal income
tax provision
Increases {reductions) in faxes .
resutting from:
Amortization of investment
tax credits (8) ® (B)
Depreciation and other
property, plant, and

167

equipment-related differences 8 4 -
Preferrad dividend requirements
af subsidiaries 1 1 i
Income tax credits (97) (84) (42)
Foreign tax adjustments 4 5 3
Employee S0P dividend {7) {5) {3)
Other — net 10 (%) [€3)
Federal Income Tax [xpense $78 5 97 5134

11. Commitments and Contingencies

(A) ENVIRONMENTAL

(i) Ozone Transport Rulemakings

In Qctober 1998, the United States EPA finalized its ozone
transport rule, also known as the NOx SIP Call, which addresses
wind-blown ozone and ozone precursors that impact air quality
in downwind states. The EPA's final rule, which applies to
22 states in the eastern United States inciuding the three states
in which our electric utilities operate, required states to develup
rules to reduce NOx emissions from utility and industrial
sources, In a related matter, in response to petitions filed by
several states alleging air quality impacts from upwind sources
iocated in other states, the EPA issued a tule pursuant to
Section 126 of the CAA that required reductions similar to those
required under the NOy STF Call. Various states and industry
groups challenged the final rules in the Court of Appeals for
the District of Columbia Circuit, hut the court upheld the key
provisions of the rules.

The EPA has proposed withdrawal of the Section 126 rule in
states with approved rules under the final NOx SIP Call, which
includes Indiana, Kentucky, and Ohio. All three states have
adopted a cap and trade program as the mechanism to achieve
the required reductions. Cinergy, CG&E, and PSI have installed
selective catalytic reduction units (SCR) and other pollution
controls and implemented certain combustion improvements
at various generating stations to camply with the NOy SIP Call.
Cinergy also utilizes the NQx emission allowance market to buy
or sell NOy emission allowances as appropriate. We currently
estimate that we will incur capital costs of approximataely
$23 million in addition to $777 million already incurred to
comply with this program.
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(it} Section 126 Felitions

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 Ohio, Indiana, and Kentucky,
significantly contribute to North Carolina’s non-attainment with
certain ambient air quality standards. Depending on the EPA's
final disposition of the pending petition and its proposal
discussed praviously, Cinergy's generating stations could become
subject to requirements for additional S0z and NOx emissians
reductions, We expect a decision from the EPA on this matter by
Allgust 2005, It s unclear at this time whether any additional
reductions would be necessary beyond those required under
the CAA,

(7if) Clean Air Act Lawsuit

In November 1999, and through subsequent amendments,
the United States brought a {awsuit in the United States Federal
District Court for the Southern District of Indiana (District
Court) against Cinergy, CG&E, and PSI alleging various violations
of the CAA. Specifically, the [awsuit alleges that we violated the
CAA by not obtaining Prevention of Significant Deterioration
(PSD), Non-Attainmant New Source Review (NSR), and Ohio
and Indiana SIP permits for various projects at our owned and
co-ownad generating stations. Additionally, the suit claims that
we violated an Administrative Consent Order entered into in
1998 between the EPA and Cinergy relating o alleged violations
of Ohio’s SIP provisions governing particulate matter at Unit 1
at CG&E's W.C. Beckjord Generating Staficn {Beckjord Station).
The suit seeks (1) irjunctive relief to require installation of
pollution contral technology on various generating units at
CG&F's Beckjord Station and Miami Fort Station, and PSI's
Cayuga Generating Station, Gallagher Generating Station,
Wabash River Generating Station, and Gibson Generating Station
(Gibson Station), and (2) civil penalties in amounts of up to
$27,500 per day for each viclation. In addition, three northeast
states and two environmental groups have intervened in the
case. The case is currently in discovery, and the District Court
has set the case for trial by jury commencing in February 2006.

In March 2000, the United States also filed in the District
Court an amended complaint in a separate lawsuit alleging
violations of the CAA relating to PSD, NSR, and Ohio SIP
requirements regarding various generating stations, including
a generating station operated hy Columbus Southern Power
Company (CSFY and jointly-owned by CSP, The Dayton Power and
Light Company (DP&L), and CG&E. The EPA is seeking injunctive
retief and civil penalties of up to $27.500 per day for each
violation. This suit is being defended by CSP. In April 2001,
the District Court in that rase vuled that the Government and
the intervening plaintiff environmental groups cannot seek
monetary damages for aileged violations that cccurred prior
to November 3, 1994; hawever, they are entitled to seek
injunctive relief for such alieqed violations. Neither party
appealed that decision.




In addition, Cinergy and CG&E have heen informed by DP&L
that in June 2000, the EPA issued a Notice of Violation {NOV)
to DP&L for alleged violations of PSD, NSR, and Ghio SIP
requirements at a generating statien operatad by DP&L and
Jointly-owned by CG&E. The NOV indicated the EPA may (1) issue
an order requiring compliance with the reguirements of the Qhic
SIP, or (2} bring & civil action seeking njunctive relief and
civil penalties of up to $27,500 per day for each viclation. Tn
September 2004, Marilyn Wall and the Sierra Club brought a
lawsuit against Cinergy, DP&L and CSP for alleged violations
of the CAA at this same generating station.

We are unable to predict whether resolution of these
matters would have a material effect on our financial positicn
ar results of operations. We intend ta vigorously defend against
these allegations.

(iv) Carbon Dioxide Lawsuit

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 York against
Cinergy, Amerfcan Electric Power Company, Inc,, American
Electric Power Service Corparation, The Southern Company,
Tennessee Valley Authority, and Xcel Energy Inc. That same day,
a similar lawsuit was filed in the United States District Court for
the Southern District of New York against the same companies
by Open 5pace Institute, Inc., Open Space Conservangy, Inc,,
and The Audubon Society of New Hampshire. These lawsuits
allege that the defendants” emissions of COz from the combus-
tion of fossil fuels at etectric generating facilities contribute
to glebal warming and amount to a public nuisance. The
complaints also allege that the defendants cauld generate the
same amount of electricity while emitting significantly less C0z.
Plaintiffs are seeking an injunction requiring each defendant
to cap its C0; emissions and then reduce them by a specified
percentage each year for at least a decade. Cinergy intends to
defend these lawsuits vigorously in court and filed motions to
dismiss with the cther defendants in Sentember 2004. We are
not able to predict whether resolution of these matters would
have a material effect on our financial position or results
of aperations.

(v} Selective Catalytic Reduction Units at Gibson

Generating Station

In May 2004, 5(Rs and other pollution control equipment
became operatienal at Units 4 and 5 of PSI's Gibsan Station in
accordance with compliance deadlines under the NOx SIP Call.
In June and July 2004, Gibson Station temporanily shut down
the equipment on these units due to a concern over an acid
aerasol mist haze (plume} sometimes occurring in areas near
the plant. Portions of the plume fram those units” stacks
appeared to break apart and descend to ground level at certain
times under certain weather conditions, As a result, and,
working with the City of Mt. farmel, Illinois, Tllinofs EPA,
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Indiana Department of Environmental Management (IDEM), EPA,
and the State of Illinais, we developed a protocol regarding the
use of the SCRs while we explored alternatives to address this
issue. After the protocol was finalized, the Illincis Attorney
General brought an action in Wabash County Circuit Court
against PSI seeking a preliminary injunction to enforce the
protocel. In August 2004, the court granted that prebminary
injunction. PST is appealing that decision ta the Fifth District
Agppellate Court, but we cannet predict the ultimate cutcome
of that appeal or of the underlying action by the Illinois
Attorney General.

We will seek recovery of any related capital as well as
increased emission allowance expenditures through the regula-
tory process. We do not believe costs related to resolving this
matter will have a material impact on our financial position or
results of aperations,

(vi) Zimmer Generating Station (Zimmer Station) Lawsuit

In Nevember 2004, a citizen of the Village of Moscow,
Dhio, the town adjacent to CG&E's Zimmer Station, brought a
purported class action in the United States District Court for
the Southern District of Ohio seeking monetary damages and
injunctive relief against CG&E for alleged vialations of the
{AA, the Ohio SIP, Ohio laws against nuisance and cammon
law nuisance, CGRE filed a motion to dismiss the lawsuit on
primarily procedural grounds and we intend to defend against
these claims vigorously. At this time, we cannot predict whether
the outcome of this matter will have a material impact on our
financial position or results of gperations.

{vii) Manufactured Gas Plant (MGP) Sites

Coal tar residues, reiated hydrocarbans, and various metals
have been found in at least 22 sites that PST or its predecessors
previously owned and sold in a series of transactions with
Northern Indiana Public Service Company (NIPSCO) and Indiana
Gas Company, Inc. {IGC). The 22 sites are in the process of
being studied and will be remediated, if necessary. In 1998
NIPSCO, IGC, and PSI entered into Site Participation and Cost
Sharing Agreements to allocate lizbility and responsibilities
between them. The IDEM oversees investigation and cleanup
of all of these sites. Thus far, PST has primary responsibility for
investigating, monitoring and, if necessary, remediating nine
of these sites. In December 2003, PSI entered into a voluntary
remediation plan with the state of Indiana, providing a format
framework for the investigation and cleanup of the sites.

In April 1998, PSI filed suit in Hendricks County in the
state of Indiana against its general liability insurance carriers.
PSI sought a declaratory judgment ta obligate its insurance
carriers to (1) defend MGP claims against PSL and compensate
psI for its costs of investigating, preventing, mitigating, and
remediating damage to praperty and paying claims related to
MGP sites; or (?) pay PSI's cost of defense. The trial court
issued a variety of rulings with respect to the claims and
defenses in the litigation. PSI appealed certain adverse
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rulings to the Indiana Court of Appeals and the appeliate court
remnanded the case to the trial court. PST settled its claims with
all but ene of the insurance carriers in January 2005 pricr to
commencement of the trial. With respect to the lone insurance
carrier, a jury retumed a verdict against PST in February 2005,
P51 is considering whether to appeal this decision. At the
present time, PSI cannot predict the outcome of this litigation
if it were to appeal the decision.

PSI has accried costs related to investigation, remediation,
and groundwater manitoring for those sites where such costs
are probable and can be reasonably estimated. We will continue
to investigate and remediate the sites as outlined in the
voluntary remediation plan. As additional facts become known
and investigaticn s completed, we will assess whether the
likelihood of incurring additional casts becomes probable. Until
all investigation and remediation is complete, we are unable to
determine the overall impact on gur financial position or results
of opesations.

CG&E and ULH&FP have performed site assessments on certain
of their sites where we believe MGP activities have occured at
some point in the past and have found no imminent risk to the
enviranment. At the present time, CGRE and ULH&P cannot
predict whether investigation and /or remediation will he
required in the future at any of these sites,

(vifi} Asbestos Claims Litigation

CGRE and PSL have been named as defendants or
co-defendants in lawsuits related to ashestos at their electric
generating stations. Currently, there are approximately 100
pending lawsuits, In these lawsuits, plaintiffs claim to have
been exposed to asbestos-containing products in the course
of their work at the CG&F and PSI generating stations. The
plaintiffs further claim that as the property owner of the
generafing stations, CG&E and PSI shoutd be held liabie for
their injuries and iilnesses hased on an aileged duty to warn
and protect them from any asbestos exposure. A majority of the
lawsuits to date have been brought agsinst PSI. The impact an
CG&E's and PSI's financial position or results of operations of
these cases to date has not been material.

Of these lawsuits, one case Filed against PSI has been tried
to verdict. The jury returned a verdict against PSI in the amount
of approximately $500,000 cn a negligence claim and a verdict
for PSL on punitive damages. PSI received an adverse ruling
in its initial appeal of the negligence claim verdict, but the
Indiana Supreme Court accepted the transfer of the case and
heard cral argument in June 2004, fn additian, PSI has settled
a number of other lawsuits for amaunts, which neither individu-
ally nor in the aggregate, are material to PSI's financial position
or results of operaticns.

At this time, (GRE and PSI are not able to predict the
ultimate outcome of these lawsuits or the impact on {(G&F's
and PSTUs financial pasition or results of operations.
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(B) REGULATORY

(i) P51 Retail Electric Rate Case

In May 2004, the IURC issued an order approving PS1's
base retail electric rate case, and PSI implemented hase
vetail electric rate changes to its tariffs. When combined
with revenue increases attributable to P3{s eavironmental
construction-work-in-progress tracking mechanism, the order
results in an approximate $140 million increase in annual
revenues, PSI's ariginal request for an approximate 5180 mitlion
annual revenue increase was reduced by approximately
$20 million for a lower return on equity, approximately
$15 million of assumed profits included in base rates related
to off-system sales (subject to future adjustment through a
tracking mechanism and a 50/50 sharing agreement), and
appraximately 55 miilion of additicnal items. The order
authorizes full recovery of all requested regulatery assets and
an overall 7.3 percent return, including 2 10.5 percent return
an equity. In addition, the IURCs order provides P51 the
continuation of a purchased power tracker and the establish-
ment of new trackers for future NOx emission allowance costs
and certain costs related to the Midwast 150,

(i) PSI Envirenmental Compliance Case

In November 2004, PSI filed a compliance plan case with
the TURC seeking approval of PST's plan for complying with
pending 50z, NOx, and mercury emission reductian requirements,
including approval of cost racovery and an overall rate of return
of eight percent related to certain projects. PSI requested
approval to recover the financing, depreciation. and operating
and maintenance costs, among others, related to approximately
$1.08 hitlion in capital projects designed to reduce emissions of
S0z, NGx, and mercury at PSI's coal burning generating stations.
An evidentiary hearing is scheduled for April 2005 and a Final
IURC Order is expected in the third quarter of 2005,

(iii) CG&E Electric Rate Filings

CG&E made multiple rate filings in 2003 with the PUCD
seaking approval of CG&E's methadology for establishing
market-based rates for generation service at the end of the
market development period and te recover investments made
in the transmission and distribution system. The PUCO requested
in these proceadings that CGRE propose a RSP to mitigate the
potential for significant rate increases when the market devel-
apment {frozen rate} period comes ta an end, In January 2004,
CG&E filed its propessd RSP In May 2004, CG&E entered into
a settiement agreement with many of the parties to these
oroceedings requesting that the PUCO approve a madified
version of the RSP, In September 2004, the PUCO issued an
arder seeking to madify several key provisions of this settlement
and as a result of these modifications, CG&E filed 2 petition for
rehearing in October 2004, The PUCO approved a modified
version of the plan in November 2004, the major features of

which are as follows:




® POLR Charge: CO&E will begin to collect a POLR charge
from non-residential customers effective January 1, 2005,
and from residential customers effective January 1, 2006.
The POLR charge includes several discrete charges, the
mast significant being an AAC intended to provide cost
recavery primarily for environmental compliance expendi-
tures; an IMF intended to provide compensation to CG&E
for cammitting its physical capacity to meet its POLR
obligation; and a SRT intended ta provide cost recovery
for capacity purchases, purchased pawer, reserve capacity,
and relaled market costs for purchases to meet capacity
needs. We anticipate the collection of the AAC and IMF
wilt vesult in an approximate $36 million increase in
revenues in 2005 and an additional $50 million in 2006,
The SRT will he bilied based on dollar-for-dollar costs
incurred, A portion of these charges are avoidahle by
certain custamers who switch to an alternative generation
supplier. Therefore, these estimates are subject to change,
depending on the level of switching that occurs in future
periods. In 2007 and 2008, CG&E could seek additional
increases in the AAC camponent of the POLR based on
CG&E's actual net costs for the specified expenditures.

Generation Rates and Fuel Recovery: A new rate has
been established for generation service after the market
development period ends. In addition, a fuel cost recovery
mechanism will be established to recover costs for fuel,
emission allowances, and certain purchased power casts,
that exceed the amount originally included in the rates
frozen in the CO&E transition plan. These new rates

will apply to non-residential customers beginning

January 1, 2005 and ta residential customers beginning
January 1, 2006.

Generation Rate Reduction: The existing five percent
generation rate reduction required by statute for residential
customers implemented under CG&E's 2000 plan will end
on December 31, 2005,

m Transmission {ost Recovery: Transmission cost recovery
mechanisms will he established begianing January 1, 2005
for non-residentiai customers and January 1, 2006 for
residential customers. The transmission cost recovery
mechanisms will permit CGRE ta recover Midwest IS0
charges, all FERC zpproved transmission costs, and all
congestion costs allocable to retail ratepayers that are
: niovided service by CG&E.

Distribution Cost Recovery: CG&E will have the ability
1o defer certain capital-related distribution costs

| fiom July 3, 2004 through December 31, 2005 with
recavery fram non-residential customers to be provided
through a rider beginning January 1, 2006 through
December 31, 2010.
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CG&E had zlso filed an electric distribution base rate case
for residential and non-residential customars to be effective
January 1, 2005. Under the terms of the RSP described previ-
ously, CG&E withdrew this base rate case and, in February 2005,
CGAF filed 2 new distribution base rate case with rates to
bacome effective January 1, 2006. The requested amount of
the increase is approximately $78 million.

(iv) ULHEP Gas Rote Cose

In the second quarter of 2001, ULHAP filed a retail gas rate
case with the KPSC requesting, among other things, recovery
of costs associated with an accelerated gas main replacement
program of up to $112 million over ten years. The costs would
be recovered through a tracking mechanism for an initial thres
year period, with the possibility of renewal up to ten years. The
tracking mechanism allows ULH&P to recover depreciation costs
and rate of return annually over the tife of the deferred assets,
Through December 31, 2004, ULHAP has recovered approxi-
mately $5.1 million under this tracking mechanism. The
Kentucky Attorney General has appealed to the Franklin Circuit
Court the KPSC's approval of the tracking mechanism and the
new tracking mechanism rates, At the present time, ULH&P
cannot predict the timing or outcome of this litigation.

In February 2005, ULH&P filed a gas base rate case with the
KPSC, ULH&P is requesting approval to continue the tracking
mechanism in addition to its request for a $14 million increase
in base rates, which is a seven percent increase in current retail
gas rates.

(v) Gas Distribution Plont

In June 2003, the PUCO approved an amended settlement
agreement between CG&E and the PUCO Staff in a gas
distribution safety case arising out of a gas leak at a service
haad-adapter (5HA) style riser on CG&E’s distribution system.
The amended settlement agreement required CG&E to expend a
minimum of $700,000 to replace SHA risers hy December 31,
2003, and to file a comprehensive plan addressing all SHA risers
on its distribution system. CGRE filed a comprehensive plan
with the PUCQ in December 2004 providing for replacement
of approximately 5,000 risers in 2005 with continued monitor-
ing thereafter. CG&E estimates the replacement cost of the
approximately 5,000 SHA risers will not be material. At this
time, Cinergy, CG&E, and ULH&P cannot predict the outcome
of this matter.
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(C) OTHER

(1) Gas Customer Choice

In January 2000, Investments sald Cinergy Resqurces, Inc.
(Resources), a former subsidiary, to Licking Rural Electrification,
Inc., doing business as The Energy Couperative (Energy
Cooperative). In February 2001, Cinergy, CG&E, and Resources
were named as defendants in three class action lawsuits brought
by customers velating to Energy Cooperative’s ramaval from the
Ohio Gas Customer Choice program and the failure to deliver
qas to customers. Subsequently, these class action suits were
amended and consolidated into ane suit (Class-action). In
October 2001, Cinergy, CG&E, and Investments initiated litiga-
tion against Energy Cooperative requesting indemnification by
Energy Cooperative for the claims asserted by former customers
in the Class-action Utigation (Cinergy lawsuit}.

In March 2001, Ginergy, CG&E, and Investments were named
as defendants in a lawsuit filed by Energy Cooperative and
Resources (Energy Cooperative lawsuit). This lawsuit concerned
any obligations or liabilities Investments may have had to
Energy Cooperative following its sale of Resources. All three
matters were settled in the second quarter of 2004. In the
Energy Cocperative lawsuit, Energy Cooperative agreed to
indemnify Cinergy, CG&E znd Tnvestments for the claims
asserted by the former residential customers in the Class-action
litigation. In exchange, Cinergy has agreed to settle claims that
it brought in the Cinergy lawsuit. The settlement received final
court approval in January 2005. None of these settlements are
material to Cinergy's financizl position or results of operations,

(i) Energy Market investigations

In July 2003, Cinergy received a subpoena from the
Commodity Futures Trading Commission (CFTC). The CFTC request
sought certain information regarding our trading activities,
including price reporting to energy industry publications for the
period May 2000 through January 2001, Based on our review of
these matters, we terminated one employee and took disciplinary
action on a second employee. In November 2004, we settled
this matter with the CFTC with a payment of $3 million.

In August 2003, Cinergy, along with Marketing & Trading and
37 other companies, were namead as defendants in civil litigation
filed as a purported class action on behalf of all persans who
purchased and/ar sold NYMEX natural gas futures and options
contracts between January 1, 2000, and December 31, 2002.
The complaint alleges that improper price reperting caused
damages to the class. Two similar lawsuits have subsequently
been filed, and these three lawsuits have been consolidated
for pretrial purposes, Flaintiffs filed a consolidated class action
complaint in January 2004. Cinergy’s motion to dismiss was
granted in September 2004 leaving only Marketing & Trading in
the lawsuit. We believe this action against Marketing & Trading
is without merit and intend to defend this lawsuit vigorously.
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Tn the second guarter of 2003, Cinergy received initial
and follow-up third-party subpoenas from the SEC requesting
information related to particular trading activity with one of
its counterparties wha was the target of an investigation by the
SEC. Cinergy fully cooperated with the SEC in connection with
this matter and has received no further requests since the
second quarter of 2003.

From time to time, Cinergy receives subpoenas regarding
investigations into energy market practices that various
Assistant United States Attorneys are conducting. We understand
that we are neither a target nor are we under investigation
by the Department of Justice in relation to any of these
comimunications.

At this time, we do not believe the outcome of these
investigations and litigation will have a material impact on
Cinergy's financial position or results of operations.

(i) Patenls

Ranald A. Katz Technelogy Licensing, L.P. {RAKTL) has
offered us a license to a portfolio of patents claiming that
the patents may be infringed by certain products and services
utilized by us, The patents purportedly relate to various aspects
of telaphone call pracessing in Cinergy call centers. As of this
date, no legal proceedings have been instituted against us, but
if the RAKTL patents are valid, enforceahle, and apply to our
business, we could be raquired to seek a license from RAKTL or
to discontinue certain activities, Based on the information we
have at this time, we do not halieve resolution of this matter
will have a material impact on our financial pesition or rasults
of operations.

(iv) Synthetic Fuel Production

In July 2002, Capital & Trading acquired a coal-based
synthetic fuel preduction facility. The synthetic fuel produced
at this facility qualifies for tax credits (through 2607) in
accordance with IRC Section 29 if certain requirements are
satisfied. The three key requirements are that (a) the synthetic
fuel differs significantly in chemical composition from the coal
used to produce such synthetic fuel, (b) the fuel produced is
sold to an unrelated entity and (c) the fuel was produced fram
a facility that was placed in service before July 1, 1998.

During the third quarter of 2004, several unrelated entities
announced that the IRS had or threatenad to challenge the
placed in service dates of some of the entities’ synthetic fusl
plants. A successful IRS challenge could result in disallowance
of all credits previously claimed for fuel produced by the subject
plants. Cinergy’s sale of synthetic fuel has generated approxi-
mately $219 million in tax credits through December 31, 2004,
of which approximately $96 million were generated in 2004,

The IRS has not yet audited Cinergy for any tax year in
which Cinergy has claimed Section 29 credits related to
synthetic fuel. However, it is reasonable to anticipate that
the IRS will evaluate the ptaced in service date and other key
reguirements for claiming the credit. We anticipate this audit
to begin in the spring of 2005.




Cinergy received a private letter ruling from the IRS in
connaction with the acquisition of the facility that specifically
addressed the significant chemical change requirement.
Additionally, although not addressed in the letter ruling,
we believe that our facility's in service date meets the
Section 29 requirements.

IRC Section 29 also provides for a phase-out of the credit
based on the price of crude oil. The phase-out is based on 2
prescribed calculation and definition of crude oil prices. We
do not expect any impact on our ability to utilize Section 29
credits in 2004. Future increases in crude oil prices above the
price stipulated by the IRS could negatively impact our ability
to utilize credits in subsequent years.

{v) Guarantees

In the ordinary course of husiness, Cinergy enters into
various agreements providing financial or performance assurances
to third parties on behalf of certain unconsolidated subsidiaries
and joint ventures. These agreements are entered into primarily
to suppert ar enhance the creditwarthiness otherwise attributed
to these entities on a stand-alone basis, thereby facilitating the
extensian of sufficient credit to accomplish their intended
commercial purpases. The guarantees have various termination
dates, from short-term (lass than one year) to open-ended.

In many cases, the maximum potential amount of an
outstanding quarantee is an express term, set forth in the
guarantee agreement, representing the maximum potential
ohligation of Cinergy under that guarantee (excluding, at
times, certain legal fees to which a guaranty beneficiary may be
entitled). In those cases where there is no maximum potential
amount expressly set forth in the quarantee agreement, we
catculate the maximum potential amount by considering the
terms of the guaranteed transactions, to the extent such
amount s estimable.

Cinergy has guaranteed the payment of approximately
$9 million as of Decamber 31, 2004, for borrowings by
individuals under the Director, Officer, and Key Employee Stock
Purchase Program. Cinevgy may be obligated to pay the debt’s
principal and any related interest in the event of an unexcused
breach of a guaranteed payment obligation by certain directors,
officers, and key employees. The guarantees do not have a set
termination date; however, the borrowings associated with
these guarantees are due in March 2005.

Cinergy Corp. has also provided performance guarantees on
behalf of certain unconsolidated subsidiaries and joint ventures.
These guarantees support performance under various agreements
and instruments (such as construction contracts, operations
and maintenance agreements, and energy service agreements).
Cinergy Corp. may he liable in the event of an unexcused breach
of a quaranteed performance obligation by an unconsolidated
subsidiary. Cinergy Corp. has estimated its maximum potential
liability to be 352 million under these guarantees as of
December 31, 2004, Cinergy Corp. may also have recourse to
third parties for claims required to be paid under certain of
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these guarantees. The majority of these guarantees expire at
the completion of the underlying performance agreement, the
majority of which expire from 2016 to 2019,

We have entered into contracts that include indemnification
provisians as a routine part of our business activities. Examples
of these contracts include purchase and sale agreements and
operating agreements. In general, these provisions indemuify
the counterparty for matters such as breaches of representations
and warranties and covenants cantained in the contract. In
some cases, particularly with respect to purchase and sala
agreements, the potential liability for certain indamnification
obligations is capped, in whaole or in part {generally at an
aggregate amount not exceeding the sale price), and subject
to a deductible amount befere any payments waould become due.
In othar cases (such as indemnifications for willful misconduct
of employees in a joint venture), the maximum potential
liability is not estimable given that the magnitude of any claims
under those indemnifications would be a function of the extent
of damages actually incurred. Cinergy has estimated the
maximum patentiat liability. where estimable, to be $128 million
under these indemnification provisions. The termination period
for the majarity of matters provided by indemnification
provisions in these types of agreements generally ranges
from 2005 to 2009.

We believe the likelihood that Cinergy wauld be required
to perform or otherwise incur any significant losses associated
with any or all of the guarantees described in the preceding
paragraphs is remate.

{vi} Construction and Other Commitments

Foracasted construction and other committed expenditures
for 2005 are approximately $1.1 hillion, and for the five-year
period 2005-2009 (in naminal dollars) are approximately
$5.4 billion. This forecast includes an estimate of expenditures
in accordance with the companies” plans regarding
environmental compliance.

12. Jointly-Owned Plant

CG&E, CSP, and DP&L jointly own electric generating units and
related transmission facilities. PSI is a joint-owner of Gibson
Station Unit No. 5 with Wabash Valley Power Association, Inc.
{(WVPA), and Indiana Municipal Power Agency (IMFA).
Additionally, P51 is a joint-owner with WYPA and IMPA of
certain transmission property and local facilities. These facilities
constitute part of the integrated transmission and distribution
systems, which are operated and maintained hy PSL. The
Statements of Income reflect CG&E's and PSI's portions of atl
oparating costs associated with the jointly-owned facilities.
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As of December 31, 2004, CG&E's and PSI's investments in jointly-owned plant or facilities were as follows:

CONSTRUCTEON

PROPERTY, PLANT,

OWNERSHIP ACCUMULATED
rin millions) SHARE AND EQUIPMENT DEPRECIATION ~ WORK IN PROGRESS
{G&E

Preduction:
Miami Fort Station {Units 7 and 8) 64.00% $ 328 $ 133 $18
Beckjord Station (Unit &) 37.50 45 29 -
Stuart Stationt!) 39.00 384 151 15
Conesville Statian {Unit 4) £0.00 76 48 5
Zimmer Station 48.50 1,308 438 4
East Bend Station 69.00 304 200 5
Killen Statian(m 33.00 200 112 1
Transmission various 88 44 -
PSI
Production:
Gibsan Station (Unit 5} 50.05 287 131 6
Transmission and local facilities Q4,54 2,507 1,006 -
{1) Station is nat operategmz_- _____
13. Quarterly Financial Data (unaudited)
FIRsT " SECOND THIRD FOURTH
{in mullions, except ver share amounts) DUARTER QUARTER QUARTER QUARTER TOTAL
2004
Results of Operations:
Operating Revenues 31,289 $1,054 31,129 31,216 $4,688
Operating Income 216 137 183 202 738
Net Income 103 59 93 146 401
Per Share Data:
EPS — basic 0.57 0.33 0.51 0.81 2.22
EPS — diluted 0.57 0.32 0.50 0.79 2,18
2003
Results of Operations:
Operating Revenues $1,268 $ 934 $1,092 $1,122 $4,418
Operating Income 256 138 205 212 811
Incame hefore discontinued operations and cumulative
effect of changes in accounting principles 140 76 112 107 435
Discontinued operations, net of taxil - 9 - - 9
Cumulative effect of changes in accounting principles, net of tax® 28 - - 25
Net ITncome S 158 £ &85 $ 112 $ 107 $§ 470
Per Share Data:
EPS — basic
Incame hefare discontinued operations and cumulative
effect of changes in accounting principles 0.31 0.42 0.63 0.60 2.46
Discontinued operations, net of tax(D - 0.05 - - 0.05
Cumylative effect of changes in accounting principles, net of tax(@ 0.15 - - - 0.15
Net Income S 0.95 S 0.47 S .63 3 0.60 § 2.66
£PS — diluted:
Income hefore disrontinued operations and cumulative
effect of changes 10 accounting principles 0.80 0.42 0.62 0.5% 2.43
Discontinued operatinns, net of taxil) e 0.05 - - 0.05
Cumulative effect of changes in accounting principles, net of tax(® 0.15 - - - 0,15
Net Income 095 £ 047 $ 0.62 $ 0.59 $ 2.63

{1} See Nowa 14 for futhe; meplanotion,

17} See Noze I[O0M I} For further explanction of camuintive effect of changes in accounting principles.

104 CINERGY CORP. 2004 ANNUAL REFORT




14, Discontinued Operations

During 2002, we began taking steps to monetiza certain
non-core investments, including renewable and international
investiments within Commercial. During the second half of 2002
we either sold or initiated plans to dispose of generation and
electric and gas distribution operations in the {zech Republic,
Estonia, and South Africa. We also sold investments, which
were accounted for under the equity methad, in renewable
investments located in Spain and California. In total, we
disposed of approximately $125 million of investments at a
net loss, afler-tax, of 37 million in 2002. Included in this nat
luss were cumulative foreign currency translation losses of
approximately $4 million, after-tax.

Buring 2003, we completed the disposal of our gas distribu-
tion operation in South Africa, sold cur remaining wind assets
in the United States, and substantially sold or liquidated the
assets of our energy marketing business in the Czech Republic.

As a resuli of Lhe 2003 transactions, assets of approximately
$140 millien were sold or converted inte cash and Liabilities
of approximately $100 million were assumed by buyers or
liguidatad. The net, after-tax, gain from these disposal and
liguidation transactions was appreximately $% million
{including a net after-tax cumulative currency translation
qain of approximately $& million).

GAAP reguires different accaunting treatment for investment
disposals involving entities which are consolidated and
enlities which are accounted for under the equity method.

The consolidatad entities have been presented as Discontinued
operations, net of fax in our Statements of Income and as
Assots/Ligbilities of Discontinued Operations in our Balance
Sheets. The accompanying financial statements and prior year
financial statements nave been reclassified to account for these
_entities as such. The disposal of the entities accounted for
using the equily method cannot be presented as discontinued
operaiions, A gain of approximately $17 million an the sale of
these entities is ncluded in Miscellaneous Income (Expenss) —
et in our 2002 Statements of Income,

.
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The following table reflects the assets and liahilities, the
resukts of operations, and the income (loss) on disposal related
to investments accounted for as discontinued operations for the
years ended December 31, 2003 and 2002, We did not have any
nvestments accounted for as discontinued operations in 2004,

DECEMBER 31
{in millicas) 2003 2002
Revenues(! $22 395
Income {Loss} Before Taxes § 4 52N
Income Taxes Benefit 54 $ 2
Income {Loss) from Discontinued Operations
Income (Loss) fram opetations, net of tax $ - $ (1)
Gain (Loss) on dispasal, net of tax(?! 9 {24}
Tetal Income {Loss) from
Discontinued Operatians 59 1(25)
Assets
{urrent assets §5 $ 49
Property, plant, and equipment — net - 78
Jther assets - 20
Total Assets §5 $147
Liahilities
Current Uabilities $12 37
Lang-term debt (including Long-term
debt due within ene year) - 85
Other : - 17
Total Liabilities $12 3109

(1) Presented for informational purpases only. All results of aperations are reported
net in our Statements of Income.

(2) Far 2002, opproximalely $17 mmilfion of this amount represents o write-dowr (o foir
velue, less cost to soll, on ossers clessified as held for sale ot December 31, 2002,
The: remaining loss on dispesal for 2002 represents actual losses on completed sales,

The losses inclided in the 2002 discontinued aperations
primarity pertain to two investments. In one case, the primary
customer of a combined heat and power plant filed for bank-
ruptey resulting in a significant reduction in future expected
revenues from the investment. This investment was sold in
December 2002. In the second case, the retail market of a
gas distribution business did not develep as expected, and we
elected to exit the business rather than invest the additional
capital which wauld be required to reach a sustainable level of
market penetration. The investment was written down to its
realizable value in December 2002 and was subsequently sold
in April 2003.
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15. Investment Activity

{A) INVESTMENT IMPAIRMENT

We hold a portfolio of direct and indirect investments in Power
Technology and Infrastructure {discussed further in Note 16).
During 2004, we recognized approximately 556 million in
impairment and disposal charges primarily assaciated with this
partfelio. A substantial portion of these charges relate to 2
company in which we hold a non-controlling interest, that sold
its major assets. This company is involved in the development
and sale of outage management software. Based on the terms of
the transaction, we concluded that this cost method investment
was other-than-tempararily impaired. These impairment chargas
are included in Miscellaneous Income (Expense) — Net in our
Statements of Income,

(B) SALE OF INVESTMENT

Power Technology and Infrastructure holds an investment

in & company that develops, owns and operates wireless
communication towers. In July 2004, this company agreed to
sell the majority of its assets. Most of the assets contemplated
in the purchase/sale agreement were sold in the fourth quarter
of 2004 and we recorded a gain of approximately $21 millien
relating to this sale. These eamings are reflected in Equity

in Eermings of Unconsolideted Subsidiaries in our Statements

of Income.
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16. Financial Information by Business Segment

We conduct operations through our subsidiaries and manage our
businesses through the following three reportable segments:

® Commercial;
® Requlated; and

™ Power Technology and Infrastructure.

Commercial manages our wholesale generation and
energy marketing and trading activities, Commarcial also
perfarms energy risk management activities, provides
customized energy solutions and is responsible for all of
our international cperatians.

Regulated cansists of PST's requlated generation and
transmissicn and distribution operations, and CG&E and
its subsidiaries’ regulated electric and gas transmission and
distribution systems. Regulated plans, constructs, operates,
and maintains our transmission and distribution systems and
delivers gas and electric energy to consumers. Requlated also
garns revenues from wholesale customers primarily by these
customers transmitting electric power through our transmission
system., These businesses are subject to cost of service rate
making where rates to be charged to customers are based on
prudently incurred costs over a test period plus a reasonahle
rate of return.

Power Technology and Infrastructure primarily manages
Uinergy Ventures, LLC (Ventures), our venture capital subsidiary.
Ventures fdentifies, invests in, and integrates new energy
technologies into our existing husinesses, focused primarily
on operational efficiencies and clean energy technelogies, In
addition, Power Technelogy and Infrastructure manages our
investments in other energy infrastructure and telecommunica-
tion service providers,

Following are the financial results by business unit. Certain
prior year amounts have been reclassified ta confarm to the
current presentation.
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. Financial resuits by business unit for the years ended December 31, 2004, 2003, and 2002, are as indicated below:

BUSINESS UNITS

2004

CINERGY BUSINESS UNITS

POWER TECHNQLOGY RECONCILING
COMMERCIAL REGULATED ARD INFRASTRUCTURE TOTAL  ALL OTHER®? ELIMINATIONS(®  COMSOLIDATED

(i malhinns)

QOperating revenues —

External customers $1,665 $3,023 § - $ 4688 § - 5 - ¥ 4,688

Intersegment revenues 163 - - 163 - (163) -
Gross Margins

Electric3 637 1,656 - 2,293 - - 2,293

Gasi+ 62 263 - 355 - - 355
Depreciation 133 326 1 460 - - 460
Equity in earnings of

uncansolidated subsidiaries 25 3 20 48 - - 48
Interest expensels! 121 149 5 275 - - 275
Income taxes (616 178 {13) 104 - - 104
Segment profit {loss)7! 179 253 {31) 401 - - 401
Total segment assets 4,992 9,774 136 14.902 a0 - 14,982
Investments in unconsolidated subsidiaries 413 18 83 514 - - 514
Total expenditures for long-lived assets 176 517 7 700 - - 700

(1; Tha Al Dther categery represents miscellaneous corporate items, which are not allocated to business units far purpases of segment performance megsuremient.

(2} The Reconcilmg Elinmnations cotegory 2ifminates the intersegment revenues of Commarcial.

{3} Hlectric gross marging are ~oicvlated s Electiic operating reveniues Jess Fuel, emission allowances, and purchased power evpenss from the Statemeants of Income.

{4, Gas grass maiging Gre colenlnted o Gas nperating revenues less Gas purchased expense fram the Statements of Income

{5} Interest income 1§ feamad immeterdol,

(E} The redugtion in mcome taxes in 2004, a5 compared to 2003, primorily reflects lower business unit toxable income and alss includes an increase in the onnual tax credits associated
with the production and sele of syntielic fuel. For further information. see Note 11(C)(iv).

{7} Management utiizes Segment piafit (iss). ofter taxes, lo evoluate segment performance.
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2003
CINERGY BUSINESS UMITS
POWER TECHNOLOGY RECONCILING

{in mitlions) COMMERCIAL  REGULATED  AND INFRASTRUCTURE  TOTAL  ALL OTHER( ELIMINATIONS(!  CONSOLIDATER
Operating revenues —

External customears 41,630 42,786 5 - $ 4,418 % - g - § 4,416

Intersegment revenyes 185 1 - 186 - (186) -
Gross Margins

Electrict® 714 1,469 - 2,183 - - 2,183

Gas(4) 2B 244 - 332 - - 32
Depreciation 135 264 - 349 - - 399
Equity in earnings (losses) of

unconsolidated subsidiaries 14 4 (3) 15 - - 15
Interest axpensets) 94 160 17 271 - - 271
Income taxes 78 128 (11) 144 - - 144
Discontinued operations, net of taxl® g - - o - - 9
Cumulative effect of changes

in accounling principles, net of tax{® 25 - - 26 - - 26
Segment profit {lossy® 275 211 (18) 470 - - 470
Segment assets from continuing operatiens 5361 8,515 175 14,051 83 - 14,114
Segment assets fram discontinued operations 5 - - 5 - - 5

Total segment assets 5,366 8,515 175 14,056 63 - 14,118

Investments in unconsclidated subsidiaries 400 14 81 495 - - 405
Tatal expenditures for long-lived assets 158 554 - 712 - - 712

(3} fhe All OLher coleguiy rePlesents misceitaneous corporate Mems. which ore not ollacated to business units for pumposes of segment performance measuremrent.
(2) The Reconeiling Eliminmtians column olininatos the intersegment revenues of (omeeroind,

{3} Floctriz gross margiis ard toleulated as Clectric operating reveiLes {ess Fuel, emission al owances, and purchased power expense from the Statemants of Income.

(4} Gas gross margins are caiculated os Gas operating revenues fess Gas purchased expense from the Statements of Incote.

(5} Interest income is deemed Sainaterial.

) The decraase in 2003, as compared to S002, in part reflecis the effect of rox credits sssaciated with production of syrthetic fuel beginning in July 2002.
; P /! ] fy

[7) For fusther snfarmation, see Mate 14,
(8) For further information, sev Yote 1((3(v).

(9} Management viifizes Segment profit ({oss). after taxes, to evaluate segment perfarmurce.
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. BUSINESS UNITS (CONT.}

2002
CINERGY BUSINESS UNITS
POWER TECHNOLOGY RECONCILING

i mittions) COMMERCIAL ~ REGULATED  AND INFRASTRUCTURE  TOTAL  ALL DTHER(Y ELIMINATIONS!)  CONSOLIDATED
Operating revenues —

External customers $1,592 $2,467 5 - $ 4,059 % - $ - $ 4,059

Intersegment revenues 190 - - 190 - {160) -
Gross Margins

Electric® 735 1,571 - 2,306 - - 2,306

Gastai I, 203 - 280 - - 280
Depreciation 150 248 [ 404 - - 404
Equity in earmings {losses) of

unconsolidated subsidiaries 20 5 (10} 15 - - 15
Interest expense!® 102 133 9 244 - - 244
Income taxes 23 151 (14} 160 - - 160
Discontinued operations {net of tax)(® {25) - - (25) - - (25)
Cumulative effecl of a change

in accounting principle {net of tax) (11} - - (11) - - (11)
Segment prafit (lass)(& 115 270 (24) 361 - - 301
Segmenl assets from continuing operations 5,691 7,746 155 13,592 93 - 13,685
Segment assets from discontinued operations 147 - - 147 - - 147

. Total segment assets 5,338 7,748 185 13,739 93 - 13,832

Investments in uncansolidated subsidiaries 337 10 70 417 - - 417

Total expenditures for long-lived assets

from continuing operations 184 681 1 866 - - 366
Total expenditures for long-lived assets
discontinued cperations 4 - - 4 - - 4

Total expenditures for long-lived assets 188 681 1 870 - - g

(1) The All Dcher calegury revresents miscellaneous corporgte items, which are not allocated to business units for purposes of segment performance measurement,

(21 The Reconciling Elirmirations refumn climingtes the interseyment reverues of Commercial,

(3} Electric gross margins gre coicuinted es Electric operating revenues less Fucl, emissien allowances, and purchased power expense from the Stalements of Income.
(4] Gan gross morgins are caicligted as Gas operating ravenues less Gas purchased expense fom e Statements of Income.

(5, Interest incoma is geemed snialenad,

(61 For furtner informarion, see Nate 14,

{7} Far further informairan, see Note 21(0)(iv}.

(&) Muaragemenl utitizes segment prafit (10ss), after taxes, to evaluate segment performance
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BUSINESS UNITS (LANT.)

Qiirj{!lfnns) PRODUCTS AND SERVICES _
REVENUES
TRADITIONAL UTILITY _ WHOLESALE COMMODITY
YEAR ELECTRIC GAS TOTAL ELECIRIC GAS TOTAL OTHER CONSOLIDATED
2004 32,324 £690 $3,014 £1,213 $ 03 $1.306 $368 54,688
2003 2,156 626 2,782 1,164 210 1,374 260 4,416
2002 2,024 436 2 460 1,232 155 1,387 212 4,059
{in milfiors) GEQGRAPHIC AREAS AND LONG-LIVED ASSETS
REVENUES
YEAR DOMESTIC  INTERNATIONAL CONSOLIDATED
2004 $4.637 $51 £4,688
2003 4,371 45 4,416
2002 4,011 48 4,059
(1 rniltions)
LONG-LIVED ASSETS FROM CONTINUING OPERATIONS  LONG-LIVED ASSETS FROM DISCONTINUED DPERATIONS TOTAL LONG-LIVED ASSETS
YEAR DOMESTIC  IMTERNATIONAL  CONSOLIDATED DOMESTIC  ENTERNATIONAL  CONSOLIDATED DOMESTIC  INTERNATIONAL  CONSCGLIDATED
2004 $12,162 $284 $12,446 § $ - $ - $12,162 §284 $12,446
2003 11,524 273 11,797 - - - 11,524 273 11,797
2002 10,801 296 11,097 - 87 97 10,801 393 11,194
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. 17. Earnings Per Common Share

A reconciliation of EPS — basic to EPS — diluted is presented helow for the years ended December 31, 2004, 2033, and 2002:

(i Chousandds, excenl per shr;re amo’unts) B INCOME SHARES EPS
Year ended December 31, 2004
EPS — basic:

Het income $400,868 180,965 $2.22

Effect of dilutive securities:

Commaon stock options 678
Directors’ compensation plans 150
Contingently issuable common stock 605
Stock purchase contracts 1,133
EPS — diluted:
Net income plus assumed conversions $400,868 183,531 $ 218

Year ended Decamber 31, 2003

EPS — basic:
Income hefore discontinued operations and cumulative effect
of changes in accounting principles $434,424 § 2.46
Discontinued operatians, net of tax 8,886 0.05
Cumulative effect of changes in accounting principles, net of tax 26,462 0.15
Net income $46%,772 176,535 § 2.66

Effect of dilutive securities:

Common stock aptions 146
Directars' compensation plans 152
. Contingently issuable common stock 851
Stock purchase contracts 189

EPS — diluted:
Net income plus assumed conversions 3469772 178,473 §2.63

Year ended December 31, 2002

EPS — basic:
Income before discontinued operations and cumulative effect
of a change in accounting principle $396.636 §2.37
Discontinued operations, net of tax (25,161) 0.15)
Cumulative effect of a change in accounting principla, net of tax {10,899} (0.06)
Met income $360,576 167,047 $2.16.

Effect of dilutive sacurities:

LCommen stock options a9
Employee Stock Purchase and Savings Plan 3
Directors’ compensation plans 159
Contingently issuabile common stock 934
EPS — diluied:
Net incame plus assumed conversions 5360,576 169,052 §2.13
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Upticns to purchase shares of comman stock are excluded
from the calculation of EPS — diluted, if they are considered
to be anti-dilutive. For the years ended December 31, 2004,
2003, and 2002, approximately 0.9 million, 1.6 million, and
3.0 million shares, respectively, were excluded from the EPS —
diluted calculation.

Also excluded from the EPS — diluted calcuiation for the
vears ended December 31, 2004, 2003, and 2002 are up to
9.7 million, 10.6 million, and 10.8 million shares, respectively,
issuable pursuant to the stock purchase contracts issued by
Cinergy Corp. in December 2001 associated with the preferrad
trust securities transaction. In January and February 2005, the
stack purchase contracts wers settled and holders purchased a
total of 9.2 million shares of Cinergy Corp. common stock. Net
proceeds of approximately $316 million were used to reduce
short-term debt.

18. Comprehensive Income

Comprehensive incaome includes all changes in equity during

a period except those resulting from investments by and
distributions to shareholders. The major components inclucde
net inceme, foreign currency translation adjustments, minimum
pension Hability adjustments, unrealized gaing and losses on
investment trusts and the affects of certain hedging activities.

We translate the assets and Uabilities of foreign subsidiarizs,

whose functional currency (generally, the local currency of the
country in which the subsidiary is located) is not the United

States dollar, using the aporopriate exchange rate as of the

end of the year. Foreign currency translation adjustments are
unreslized gains and losses on the difference in foreign country
currency compared to the value of the United States dollar.

The gains and losses are accumulated in comprehensive income.
When a foreign subsidiary is substantially liquidated, the cumu-
lative translation gain or loss is removed from comprehensive
income and is recegnized as a component of the gain or loss
on the sale of the subsidiary in our Statements of Income.

We record a minimum pension liability adjustment associated
with our defined benefit pension plans when the unfunded
accumulated benefit obligation is in excess of our accrued
pension liabitities and the unrecognized prior service costs
recarded as an intangible asset. The corresponding offset is
recorded on the Balance Sheets in Accrued pension and other
postretirament benefit costs. Details of the pension plans” assets
and obligations are explained further in Note 9.

We record unrealized gains and losses on equity investments
in trusts we have established for our benefit plans, primarily by
PSI. See Note 9 for further details.

The changes in fair value of derivatives that qualify as
hedges, under Statement 133, are vecorded in comprehensive
income. The specific hedge accaunting and the derivatives that
qualify are explained in greater detail in Note 7{A).

The elements of Comprehensive income and their related tax
effects for the years ended December 31, 2004, 2003, and 2002
are as follows:

COMPREHENSIVE INCOME
2004 2003 2002
A% ™ TAX
BEFORE-TAX {EXPENSE)  NET-OF-TAX  BEFORE-TAX  (EXPENSE)  NET-DF-TAX BEFORE-TAX  (EXPENSE) NET-OF-TAX
(dbitars in millions) AMOUNT BENEFIT AMDUNT AMQUNT BENEFIT AMODUNT AMOUNT BENEFIT AMOUNT
Net incame $505 ${104) 5401 $626 $(156) $470 $519 ${158) $361
(ther camprehensive
income (loss):
Foreign currency
translation adjustment 23 (8) 15 25 (8} 17 36 (14) ez
Reclassification
adjustments - - - (9) 3 (6] 4 - 4
Total foreign
currency
translation
atjustment 23 (8) 15 18 (5) 11 40 (14} 26
Minimum pension
ligbility adjustmen: (53} 21 (32) (56) 22 (34) {23) 9 (14)
Unrealized gain (loss)
on investment trusts A (2) 2 11 (4} 7 {8) 3 (5)
Cash flow hedges 8 {3} 5 2 (1) 1 {33} 13 (20)
Total other comprehensive
income (loss) (18) 8 (10) 27 12 (15) (24} 11 (13)
Tutal comprehansive income  $487 $ {96) $391 4599 $(144) $455 $485 5(147) $348
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. The aftee-tax components of Accumulated other comprehensive income (loss) as of December 31, 2004, 2003, and 2002 are
as follows:

ACCUMULATED OTHER COMPREHENSIVE INCOME {LOSS) CLASSIFICATION

" FORETEN MINIMUM UNREALIZED

CURRENCY PENSION GAIN (LOS5} TOTAL OTHER

TRANSLATION LIABILITY OH INVESTMENT  CASH FLOW  COMPREHENSIVE

(dolars in mittions) ADIUSTMENT ADJUSTMENT TRUSTS HEDGES  INCOME (LOSS)
Balanre at December 31, 2001 $(5) $ (8) $(1) 5 (5 $(17)
Current-period char!ge 26 (14) {5) {209 (13)
Balance at December 31, 2002 $21 $(20) $(6) 3{25) 3(30)
Current-period changa 11 (34) 7 1 (15)
Balance at December 31, 2003 $32 $(54) 51 $(24) $(45)

Current-period change 15 (32) 2 5 an
Balarce at December 31, 2004 $47 - %(88) $3 5{19} 3(55)

19. Transfer of Generating Assets

In December 2002, the IURC approved a settlement agreement
ameng PSL, the Indiana Office of the Utility Consumer Counselor,
and the IURC Staff authorizing PSIs purchases of the Henry
County, Indiana and Butler County, Ohia, gas-fired peaking
plants from two nan-requlated affiliates. In February 2003, the
FERC issued an order under Section 203 of the Federal Power Act
authorizing PSI's acquisitions of the plants, which eccurred on
. February 5, 2003, Subsequently, in April 2003, the FERC issued
tolling order allowing additional time to consider a request for
rehearing filed in response to the February 2003 FERC ordar, [n
Septemhar 2004, FERC ssued an order denving the request for
rehearing and affirming the acquisition of the plants.
The KFSC has conditionally approved ULH&P's planned
acquisition of CG&E's 68.9 percent ownership interest in
the East Bend Generating Station, located in Boone County,
Kentucky, the Woodsdale Generating Station, located in Butler
County, Ohio, and ene generating unit at the four-unit Miami
Fort Station located in Hamilton County, Ohio. ULH&P is
currently seeking approval of the transaction from the SEC,
wherein the Ohio Consumers Counsel has intervened in apposi-
tion, and the FERC. The transfer, which will be paid for at net
book value, will not affect current electric rates for ULH&P's
customers, as power will be provided under the same terms as
under the current wholesale power contract with CG&E through
December 31, 2006. Assuming receipt of regulatory approvals,
we would anticipate the transfer to take place in the second
quarter of 2005.

w
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Eleven Year Statistical Summary
na4 2003 002
Operating Revenues [in thousands) $4,687,950 $4,415,877 $4,059,352
Income Before Discontinued Operations and Cumulative Effect
of Changes in Accounting Principles [in thousonds) 400,868 434,424 395,636
Discontinued Operations, net of tax (i thousands) - 8,886 {25,161}
Cumulative Effect of Changes in Accounting Principles,
net of tax {in thousards) - 26,462 {10,899)
Net Income (in thousands) 400,868 469,772 360,576
Construction Expenditures (including AFUDC) (in thousands) 699,912 711,649 866,193
Capitalization (7n thousands}
Cammen Equity 4,115,922 3,700,682 3,293,476
Prefarred Stock
Subject to Mandatory Redemption - - -
Not Subject to Mandatoty Redemption 62,818 62,818 62,828
Freferred Trust Securities(d) - - 308,187
Long-term Debt{2} 4,227,741 4,131,908 4,011,568
Total Capitalization(a} $8,406,481 $7.895,409 $7.675,059
Other Commen 3tock Data
Avg. Comman Shares Qutstanding - Basic (fn millions} 181 177 187
Avg, Common Shares Qutstanding — Diluted (ir millions) 184 178 169
Earnings Per Share — Basic;
Income Before Discontinued Operations and
Cumulative Effect of Changes in Accounting Principles $ 2.22 $ 2.46 $ 2.37
Discontinued Operations, net of tax - 0.05 (0.15)
Cumulative Effect of Changes in Accounting Principles, net of tax - .15 {0.06)
Farnings Per Share — Basic $ 2.22 $ 2.56 $ 2.16
Farnings Per Share — Diluted:
Income Before Discontinued Operations and
Cumulative Effect of Changes in Accounting Principles 3 2.18 $ 2.43 ] 2.34
Discantinued Operations, net of tax - 0.05 (9.15)
Cumulative tffect of Changes in Accounting -Principles, net of tax - 0.15 (0.06)
Earnings Per Share — Diluted L3 2.18 5 2,63 $ 2.13
Cash Dividends Declared Per Common Share $ 1.88 5 1.84 $ 1.80
Payout Ratio — Not Assuming Dilution 84.7% 69.2% 83.3%
Book Value Per Share (year-end} $ 2195 $ 2075 $ 1953

(o) Sxcludes amounts due within ore yagr,

(&) Includes §76.12) per share for the tost of reacquiring 80% of CGEE's preferred stock through a tender affer.

{c) Includes $(0,69) per share for an extroordinary item (Midlands windfoli profit tax).

(1) As @ result of ndopting Interpretation 46, we o tonger ransolidate the drost ihot held Company obtigaied mandalonly redecmable prefered trust securities of subsidiary, holding
solely delit securities of the company, This resefred in the removal of these sacurties from our 2003 Bolonce Sheet and the addition to long-ferm 2ebt of @ $318 million (net of
discount) note payasie that Cinerdy Cop. owes to the tust.
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2001

2000

1999

1998

1997

1396

1994

$3,949,576  $3,752,400 $3,426,647 $3,223,404 $3,227,627 $3,276,187 $3,023,431 $2,888,647
456,625 400,684 401,527 260,968 253,238 334,797 347,182 181,142
(14,350) (1,218) 2,114 - - - - _
442,279 399,466 403,641 260,068 253,238 334,797 347,182 191,142
841,321 534,976 378,432 270,277 328,153 324,238 326,869 486,734
2,041,459 2,783,961 2,653,721 2,541,231 2,539,200 2,584,454 2,548,843 2,414,211
- - - - - - 160,000 210,000
62,833 62,834 92,597 92,640 177,989 194,232 227,897 267,929
306,327 - - - - - - -
3,532,556 2,828,792 2,966,342 2,604,467 2,150,902 2,326,378 2,346,766 2,615,269
| $6,843,175 5,680,587 $5,713,160 §5,238,338 $4,868,091 $5,105,064 $5.283,506  $5,507,469
159 159 159 158 158 158 157 147
161 160 159 159 159 159 158 148

g 287 % 2.52 $ 283 $ 1.65 ) 1.61{0 % 2.0000) % 2.22 $ 1.30
. {0.09) (0.01) 0.01 - - - - -
5 275§ 2,51 $ 254 § 1.65 $ 16U % 20000 § 2.22 % 1.30
g 284§ 2.51 § 252 $ 1.65 $ 1.59(0 % 1.99%) % 220§ 1.29
(0.09) (0.01) 0.01 - - - - -
5 275§ 2.50 $ 253 g 1.65 3 1.59(9 % 19500 § 220 % 1.29
5 1.80 % 1.80 § L&D $ 1.80 3 1.80 $  L74 $ 172§ 1.50
64.7% 71.7% 70.9% 100.1% 111.8% R7.0% 77.5% 115.4%

§ 1845 ¢ 17.54 $  16.70 $ 16,06 $ 1610 3 1639 § 1617 §  15.56
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2004 2003 2002
Degree Day Data
Service Territory (Avg. )
Heating (10 year average — 5,136} 5,006 5,316 5,003
_ Cooling (10 year average — 1,045) 882 831 1,357
Employee Data
Nurmber of Employees {year-end} 7,842(3) 7.693 7.823
Gas Operations
Gas Revenues (in thousands)
Restdential $ 429,977 $ 377,394 § 253,470
Commercial 165,731 150,714 100,553
Industrial 27,0536 25,922 17,214
Other 65,088 . 69,210 61,562
Total Retail 687 852 623,240 432,799
Wholesale 95,087 210,031 154,832
Other 377 2,236 2,840
Total Gas Revenues $ 783,316 $ 835,507 $ 590,471
Gas Sales (thousand mcfs) .
Residential 37,499 36,353 35,615
Caommercial 15,398 16,804 15,240
Industrial 2,692 3,112 2,927
Cther 35,215 35,790 37,633
Total Retail 90,804 85,059 91,415
7 Wholesale 1,542,634 1,421,001 1,252,783
Total Gas Sales 1,633,438 1,516,150 1,344,198
Gas Customers (Avg. (0}
Residential 433,483 420,790 408,307
Commercial 39,738 39,830 38,942
Industrial 1,545 1,613 1,564
- Other 36,258 42,555 50,154
Total Gas Customers 511,024 504,938 498,072
Avg. Cost Per Mcf Purchased (cents)(<) 733.97 611.44 395.99

{a) As of Jaruary 31, 2005.
{8} Excludes wholzsale customers,
{o} Excludes wholesole numbers,
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2001 B 2000 1939 1808 1997 1996 1995 1994
4,828 5,208 4,814 4,361 5,476 5,751 5,451 5,056
1,015 938 1,151 1,243 861 953 1.215 1,042
8,769 8,362 8,950 8,784 7,600 7,973 8,602 8,868

§ 349,346 $287,753 $210,557 $240,297 $284,516 $272,303 $237,576 $242,415
148,206 110,326 85,169 87,583 121,345 118,964 99,708 114,854
28,761 17,784 13,797 17,320 31,168 30,409 28,979 43,490
60,679 50,406 61,008 52,584 49,150 46,400 39,588 35,673
585,992 485,272 370,621 397,789 486,219 468,115 405,851 436,432
60,701 51,909 57,732 45,054 30,212 1,403 1,086 1,306
7,985 2,902 3,769 2,755 3,106 4,517 3,915 £,660

S 655,578 $540,083 $432,122 $446,498 $519,537 $474,035 $410,852 $442,398
35,211 38,230 32,700 36,956 41,846 44,721 43,153 39,065
18,225 15,829 14,474 13,999 18,141 21,199 19,664 20,070
3,356 2,770 2,646 2,941 5,240 5,746 6,624 9,025
34,711 43,325 £1,956 60,031 56,261 52,155 44,848 37,085
89,503 100,154 91,866 113,227 122,488 173,821 114,289 105,246
1,007,567 590,317 530,258 353,353 6,372 352 279 296
1,047,070 690,471 622,124 466,580 131,860 124,173 114,568 105,542
427,158 395,799 387,769 404,417 407,128 197,660 389,165 379,953
41,772 39,058 38,033 39,332 41,915 41,499 40,897 40,545
1,746 1,447 1,457 1,569 1,960 1,961 1,959 2.076

B 24,680 45,833 44,789 16,852 2,709 2,346 2,156 1,575
495,156 583,137 472,048 462,170 453,712 443,466 434,177 424,149
677.46 436,90 304.78 364.43 380.41 326.50 27792 © 335.60
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o ) i 2004 2003 2002
Electric Operations
Electric Revenues {in thousands)
Residential $1,200,409 £1,147,236 $1,188,161
Commercial 707,980 728,818 776,846
Industrial 694,193 683,350 699,971
Transportation 26,716 25,527 13,560
Othe_r 212,008 136,556 106,339
Total Retail 2,841,306 2,701,487 2,784,877
Wholesaie 607,765 559,588 385,435
Dther 7 87,578 58,781 61|
Total Electric Revenues $3,536,640 £3,320,256 $3,256,437
Electric Sales {miition kWh)
Residential 16,697 16,368 17,088
Commercial 11,341 12,148 13,161
Industrial 16,965 16,553 17,473
Transportation 3,718 3,794 2,592
Other 3,835 2,471 1,811
Total Retail 52,656 51,334 52,125
Whalesale 243,477 164,595 138,807
Total Electric Sales 296,133 215,929 191,022
Electric Customers (Including Transportation) {Avyg. pa)
Residential 1,361,626 1,353,611 1,340,398
Commercial 164,413 165,140 164,657
Industrial 5,813 5,273 6,468
. Other 16,827 10,477 8,178
Totak Electric Customers 1,548,679 1,535,501 1,519,701
System (apability — Winter (M) h
Commercial Business Unit 6,276 5,276l8) 7.107
Regulated Business Linit 7,055 7,055(c) 6,004
Electricity Qutput (million kiWh)
Generated — Net
Commercial Business Unit 25,131 26,974 27,363
Regulated Business Unit 35,605 34,270 33,080
Source of Energy Supply (Copacity %)
Commercial Business Unit
Coal 66.72% 66.72% 58.90%
0il & Gas 33.28% 33.78% 41.10%
Regulated Business Unit
Coal F1.76% F1.76% 92.80%
Dil & Gas 21.60% 21.60% 6.35%
Hydro 0.64%  0.64% 0.75%
Fuel Caost
Commercial Business Unit
Per MMBtu 3 1.50 5 1.30 $ 1.32
Regulated Business Unit
Per MMBtu $ 1.38 5 1.40 $ 1.358

Certain amounts 1 prior years have been reclassified to conform ta the 2004 presentation.

{n) Excludes wholesale cirstomers.

{h) Excludes amounis 10 be purchased, subject to availability, pursuant to agreements with offer utilites.

{¢) Regulated purchased the Hemry County, Indiana, and Butler County, Ohio, gus-fired peaking plants from Commercial in February 2002,
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B 2001 2000 1999 19908 1997 1998 1995 1994
$1,087,638 $1,088,938 $1,127,289 $1,028,314 § 984,891 § 996,959 $ 965,278 $ 898,763
732,282 775,201 754,965 722,262 689,091 673,181 661,496 626,333
710,587 720,610 725,641 702,208 669,464 657,563 637,000 598,126
2,798 - - - - - - -
- 110,885 106,899 117,284 100,017 111,867 110,003 118,458 96,247
2,694,160 2,691,708 2,725,179 2,552,831 2,459,313 2,437,700 2,382,327 2,219,469
447,470 372,185 152,406 129,393 208,423 296,600 197,943 194,734
- 79,992 B 52,455 49,035 46,399 38,488 34,400 32,314 31,846
$3.215,652 $3,116,348 $2,966,520 $2,728,623 $2,702,224 32,768,706 32,612,579 32,446,045
15,794 15,633 16,069 14,551 14,147 14,705 14,366 13,578
13,607 13,5396 13,102 12,524 12,034 11,802 11,648 11,167
18,022 19,008 18,830 18,093 17,321 16,803 16,264 15,547
513 - - - - - - -
1,720 1{891 1.939 1,815 1,825 1,811 1,795 1,723
49,758 50,128 49,940 46,983 45,327 45121 44,073 42,015
119,93 63,831 49,883 77,759 57,454 12,399 7,769 7,801
169,694 119,958 90,823 124,742 102,781 57,520 51,842 49,816
: 1,329,708 1,304,893 1,280,658 1,257,853 1,236,974 1,215,782 1,195,323 1,174,705
163,528 159,565 156,897 153,674 151,093 149,015 147,888 144,766
6,562 6,507 6,486 6,473 6,472 6,470 0.424 6,345
_ 3 7,601 - 7,05q 6,639 6,395 6,780 6,184 5,955 5,733
1,507,399 1,478,425 1,450,680 1,424,395 1,400,819 1,377,451 1,355,590 1,331,549
7,084 - - - - - - -
6,004 i 11,249 11,221 11,221 11,221 11,221 11,3581 11,181
24,955 - - - - . - -
) 33,627 63,010 59,389 56,920 54,850 52,659 52,458 50,330
58,10% - - - - - _ _
40.00% - . - - - - -
G2.90% 36.30% B6.77% B6.77% 86.77% 86.77% 85.78%: 85.57%
5.35% 12.80% 12.83% 12.83% 12.83% 12.83% 13.82% 14.03%
0.75% 0.40% 0.40% 0.40% 0.40% 0.40% 0.40% 0.40%
5 1.3 - - - - - - -
5 1.21 3 1.25 3 1.26 3 1,28 3 1.31 $ 1.30 $ 1.40 4 1.44
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Shareholder Information

QUARTERLY STOCK DATA

Quarter 1st 2nd 3rd 4th
2004

High $41.10 $41.04 $40.75 $42.63
Close 40.89 38.00 39.60 41.63
Low 37.17 34.92 36.95 38.08
Dividends per share 47 .47 47 47
2003

High $36.87 $38.75 836.99 $38.86
Close 33.65 36,79 26.70 38.81
Low 29.77 33.25 33.14 35.19
Dividends per share 46 .46 .46 46

CORPORATE HEADOQUARTERS
Cinergy Corp.

139 East Fourth Street
{incinnati, Ohio 45202
Web site: www.cinergy.com

ANNUAL MEETING

The annual meeting of sharcholders
will be held at the

Northern Kentucky Convention Center
One West Rivercenter Boulevard
Covington, Kentucky

an Thursday, May 5, 2005,

at 9:00 a.m. Eastern Daylight Time.

COMMON STDCK

Cinergy’s common stock, traded under
the ticker symbol CIN, is tisted on
the New York Stock Exchange. Cinergy
has unlisted trading privileges on the
Boston, Chicago, Cincinnati, Pacific
and Philadelphia exchanges. As of
Jan, 31, 20045, there were 45,628
common stock sharehelders of record,

FORM 10-K

Sharehalders may abtain a copy of
Cinergy’s annual report to the Securities
and Exchange Commission (Form 10-K),
without charge, by contacting Investor
Relations or by visiting our Web site at:
www,cinergy.com/investors.
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REINVESTMENT PLAN INQUIRIES
National City Bank

Reinvestment Services-Loc. 5352
P.0. Box 94946

Cleveland, Ohio 44101-4946
Toll-free phone: 1-800-325-2945
Fax; {216) 257-8367

DIRECT STOCK FURCHASE AND
DIVIDEND RETNVESTMENT

Cinergy's Direct Stock Purchase and
Dividend Reinvestment Plan provides
investors with a convenient method to
purchase shares of Cinergy Corp, common
stock and to reinvest cash dividends in
the purchase of additional shares of
Cinergy Corp. cemmon stock, without
incurring brokerage fees. Shareholders
may automatically reinvest all or a
portion of their cash dividends in
Cinergy common stock at prevailing
market prices, Currently, there are
about 26,248 shareholders participating
in the plan.

Complete details ahout the plan are
contained in the plan's prospectus. To
receive a copy of the prospectus and
an enrollment form, contact National
{ity Bank.

DIRECT DEPOSIT OF DIVIDENDS
Sharehelders can have their dividends
electranically transferred to their
checking or savings accounts, To receive
an enrollment Torm, contact National
City Bank.

DTHER SHAREHOLDER ACCOUNT
INQUIRIES

National City Bank

Shareholder Services-loc. 5352
P.0. Box 92301

(leveland, Ohio 44101-4301
Toll-free phone: 1-800-325-2945
Fax: (?16) 257-8508

E-mail address far all services:
shareholder.inguiries@nationalcity.com

INVESTOR CONTACT

Bradley C. Amett

Managing BDirector, Investor Relations
and Assistant Treasurer

139 East Fourth Street 26AT
Cincinnati, Ohio 45202

{513) 287-3024

Fax: {(513) 287-1088

E-mail: brad.arnett@cinergy.com

OTHER INFORMATION

Transfer agent and registrar for
Cinergy Corp. comman and CG&E and
PSI preferred shares:

National City Bank

Stock Transfer Dept.~Loc. 5352

P.0. Box 92301

Cleveland, Chic 44193-0900

NYSE CEQO CERTIFICATION

Cinergy Corp. has filed the certification
of its chief executive officer and chief
financial officer pursuant to Section 302
of the Sarbanes-Oxley Act of 2002 as
exhibits to its Annual Repart an Farm
10-K for the year ended December 31,
2004. In May 2004, Uinergy Corp’s
chief executive officer, as reguired by
Section 303A.12(a) of the NYSE Listed
Company Manual, certified to the NYSE
that he was not aware of any violation
by Cinergy Corp. of the NYSE's corporate
governance listing standards.
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. —
THE ENVIRONMENTAL BENEFITS OF
PRINTING THIS ANHNUAL REPORT

ON RECYCLED PAPER

This repart was printed on Mohawk Faper Mills Opticns
100% PC Recycled stock and Special Making Order 50%
PC Recycled stock, made with 100 percent and 50 percent
past-consumer waste respectively. The papers were manu-
factured entirely with wind-generated electricity and are
acid Free. This project used 108 tons of paper and the
savings and benefits derived from using post-consumaer

Phetography: www.fkphoto.com

Design: ProWolfe Partners, St. Lou's, M¢

L.J. Rittenhouse is a financial strategist
and author of Do Business with People

You Can Tru$t. As President of andBEYOND
Communications Inc., Rittenhouse advises
corporate executives on strategies to
deliver straightforward communications

that add value. Each year she publishes

the Rittenfiouse Rankings™ which benchmark
the candor in CEO annual report letters.

To demonstrate the financial impact of clear
CEQ messages, these annual rankings are
correlated with stock price performance.
AndBEYUND's proprietary research places
capital stewardship at the center of the
facters that define sustainable, successful
businesses, These persoectives have been
adopted by Fortune 500 companies in energy,
manufacturing, service and technology fndus-
tries. Rittenhouse’s newest essay, “If We Pay
Attention,” appears in the anthology, Living
the Questions (Jossey-Bass, March 2005).

recycled fiber instead of virgin fiber are as follows:

Savings derived from using
post-consumer recycled
fiber in Hau of virgin fiber:

1,824

Trees not cut down

81,878 Lbs.

Solid waste not generated

5,246 |bs.

Waterborne waste not
created

160,020 ibs.

Atmospheric emissions
eliminated

771,732 gallons
Water/wastewater How
saved

1,045,799,000 Btus

Energy not consumed

kSource: Mohawl Paper Mills Ine,

Savings derived from
choosing a paper fram
Mohawk's wind power

32,327 Ubs.,
Air emissions (C0,, S0, and
NOy) nat generated

The fossil fuel equivalent
for this amount of wind
energy?

21.0 barrels

Crude oil

ar

4.8 tons
Coal {Anthracite)

The amount of wind energy
is equivalent to:

2,188 trees
heing planted

or

3cars
Taken off the road for
one year

/

@2005 Cinergy Corp,




CINERGY.

the power of change

Cinergy Corp.

130 East Fourth Street
Cincinnati, Ohio 45202
winw.cinergy. com

Cinergy Corp, has a balanced. integrated portfolio consisting
of two core businesses: reculated operations and commerdial
husinesses. Cinergy’s regulated public utilities in Chio, Indiana
and Kentucky serve 1.5 miliion electric customers and ahout
500,000 gas cusiomers. In addition, its Indiana regulaled
company owns 7,000 megawatts of generation. Civergy's
competitive cominercial businesses have 6,300 megawatts of
yenerating capacity with a profitable balance of slable existing
customer portfolios, new customer origination, marketing and
trading ard indusiriai-site cogeneration. Cinergy's integrated
businesses make it a Midwest leader in providing both low-cost
gencration and reliable electric and gas service.
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