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. EXECUTIVE SUMMARY

A. BACKGROUND

Duke Energy Ohio, Inc., (DE-Ohio) has as its primary businesses: generation; transmission;
distribution of electricity; the sale of /transportation of natural gas; and energy marketing.
DE-Ohio is a wholly-owned subsidiary of Cinergy Corp., (Cinergy). In 2006, Cinergy
merged with, and became a wholly-owned subsidiary of, Duke Energy Corporation {Duke
Energy).

DE-Ohio consists of both regulated and non-regulated operations. In 1999, Ghio passed
restructuring legislation that enabled retail customers to choose their encrgy suppliers
beginning in January 2001. As part of its restructuring plan, Cincinnati Gas & Electric (later
renamed DE-Ohio) agreed to, among other things, corporate separation of regulated and
unregulated operations. DE-Ohio functionally separated the operation and maintenance of
its “legacy Cinergy” generating portfolio from its regulated distribution service. The
regulated business segment, Duke Energy Ohio Franchised Electric and Gas (DE-Ohio
FE&G), provides service in the southwest portion of Ohio, and through its wholly-owned
subsidiary, Duke Energy Kentucky, Inc., in nearby areas of Kentucky. DE-Ohio’s
unregulated Commercial Power business segment owns and manages power plants and
engages in the wholesale marketing and procurement of electric power, fuel, and emission
allowances.

In 2008, the Ohio General Assembly enacted Amended Senate Substitute Bill No. 221,
restructuring Ohio’s competitive retail electric service markets and establishing advanced
energy resource standards. This new legislation requires DE-Ohio to establish a standard
service offer of competitive retail electric service by applying to the Public Utilities
Commission of Ohio (PUCO or Commission) for approval of an Electric Security Plan (ESP)
or a market rate offer.

On July 31, 2008, the Company filed its Electric Security Plan and Amended Corporate
Separation Plan (CSP) in Case Nos, 08-920-EL-SSO et al. In its Order of December 17, 2008,
the Commission approved a stipulated agreement regarding the DE-Ohio Electric Security
Plan, including the Amended CSP.! DE-Ohio designed its Amended CSP to comply with
Chapter 4901:1-20-16 Ohioc Administrative Code (O.A.C.) regarding corporate separation.
Under the stipulation, DE-Ohio agreed to submit to an annual audit review of its CSP,
including its Cost Allocation Manual (CAM).

In a March 2009 stipulated agreement in the latest DE-Ohio electric distribution rate case,
Case Nos. 08-709-EL-AIR et al,, the parties agreed to, and the PUCO adopted, Staff's
recommendation that the scope of the CSP audit be expanded to include the documentation,

!/ DE-Ohio’s original CSP, approved in Case No. 99-1658, remained in effect until the Commission
approved the amended plan on December 17, 2008.
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examination, and testing of all allocation methods and factors that are used to assign costs to
DE-Ohio FE&G.

In December 2008, the Commission adopted Chapter 4901:1:37, 0.A.C., which implemented
the corporate separation laws set forth in Amended Senate Substitute Bill No. 221 and
effectively replaced Chapter 4901:1-20-16, The Commission requested that utilities submit
an amended CSP within 60 days of the April 2, 2009 effective date of the new regulations.
On June 11, 2009, the Company filed, in Case No. 09-495-EL-UNC, its application for
approval of the Second Amended Corporate Separation Plan, which describes the processes
and controls that DE-Ohio implemented consistent with Chapter 4901:1-37 et seq. and Ohio
Revised Code 4928.17.2 The Plan governs the corporate separation of non-competitive retail
electric service from competitive retail electric service as well as products and services
offered by other DE-Ohio affiliates.

B. PROJECT SCOPE AND METHODOLOGY

To assist it with the evaluation of the new CSP, the Commission issued a Request for
Proposal {RFP) soliciting proposals from qualified firms to audit and attest to the accuracy
of DE-Ohio’s compliance with its Commission-approved CSP (i.e., the Amended CSP) and
to conduct testing of allocation methods and factors that are used to assign costs to PUCO-
regulated operations. On September 30, 2009, the Commission selected the team of
Silverpoint Consulting LL and Vantage Consulting, Inc. (Silverpoint-Vantage) to conduct
the audit.

The audit covers an 18-month period from January 1, 2008 through June 30, 2009.
According to the RFP, the requirements of the audit are as follows.

¢ Review relevant orders, testimony, Staff reports, etc., in Cases 08-920-EL-550, 08-
709-EL-AIR, and 05-732-EL-MER.

* Review all documentation relating to the Company’s compliance with its PUCO-
approved CSP.

» Review all documentation relating to the Company’s allocation policies,
practices, and procedures.

» Document the methods and allocation factors used to assign costs to Ohio
regulated operations.

¢ Review and test affiliate costs assigned to DE-Ohio.

¢ Develop an opinion on the appropriateness of charges assigned to DE-Ohio.

¢ Determine the impact of the transition from Cinergy Corporation to Duke
Energy Corporation on the allocation methods and the amount of Administrative
and General (A&G) cost assigned to PUCO-regulated operations.

2/ Section 4928.17 of the Chio Revised Code (O.R.C.) dictates that a regulated electric utility
engaging in any business other than the supply of regulated retail electric service, whether directly or
through an affiliate, must implement and operate under a corporate separation plan approved by the
Commission.
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» Review, test, and offer an opinian on DE-Ohio’s compliance with Chapter 4901:1-
37, 0.ALC.

The scope of the audit also includes offeting an opinion as to whether DE-Ohio has
successfully implemented its Commission-approved CSP.

Silverpoint-Vantage conducted this audit using Generally Accepted Goverrument Auditing
Standards (GAGAS). The auditors conducted sampling in accordance with Section 350 of
the Generally Accepted Auditing Standards (GAAS). The audit work plan is provided in
our Proposal which is part of the contract to conduct this project.

In conducting this Compliance Audit, 125 Data requests were requested and 41 interviews
were held. In addition, numerous phone calls and e-mails were used to clear up details. A
verification meeting was held to review key factual issues. Both the PUCO Staff and DE-
Ohio representatives reviewed the Draft Report. Silverpoint-Vantage reflected their
comments in the Final Report as appropriate.

C. REPORT ORGANIZATION

This report is organized into eight chapters. In Chapter I, Silverpoint-Vantage describes the
background and scope of this audit and provides an executive-level summary of its
findings. In Chapter II, Silverpoint-Vantage offers its opinion on (1) the sufficiency of DE-
Ohio’s compliance with Chapter 4901:1-37, 0.A.C., and {2) the Company’s success in
implementing its approved CSP. Chapter I also contains Silverpoint-Vantage's detailed
discussion, findings, and conclusions regarding the Company’s compliance with five of the
six auditable provisions of Chapter 4901:1-37, O.A.C,, specifically, (i) the content of the CSP
application, (i} structural safeguards, (iii) accounting separation, {iv) access to books and
records, and (v) Code of Conduct.? Chapter IV contains the detailed findings regarding the
sixth and final relevant provision, financial separation.

The balance of the report focuses on Silverpoint-Vantage’s analysis of affiliate transactions
involving DE-Ohio FE&G, in part to determine whether these transactions present an
opportunity for cross-subsidization, which structural safeguard rules expressly prohibit. In
this section of the report, Silverpoint-Vantage documents, analyzes, and tests the methods
used by affiliates to assign costs to DE-Ohio FE&G, and offers its opinion on the
appropriateness of charges to DE-Ohio FE&G. The auditors also present a comparison of
A&G-related costs charged to DE-Ohio regulated operations before and after the merger
between Cinergy and Duke Energy.

In Chapter III, Silverpoint-Vantage identifies all categories of affiliate tramacﬁons mvolving
DE-Ohio, and discusses accounting issues related to those transactions. Chapter V presents
Silverpoint-Vantage’s detailed discussion, findings and conclusions regarding non-Service

3/ Section 4901:1-37-09, which relates to the sale or transfer of generating assets, is not relevant
during the audit period.

/. = Silverpoint Cohsulting



Company affiliate transactions, i.e., those between DE-Ohio and its utility and non-utility
affiliates. Due to the complexity of the subject, Silverpoint-Vantage presents its analysis of
Service Company transactions in two chapters. Chapter VI discusses the functions provided
by the Service Company, and the cost assignment and cost allocation methods used to
distribute the costs for those functions. Chapter VII contains an analysis of charges assigned
by the Service Company to its client companies, including DE-Ohio. Finally, Chapter VIII
contains Silverpoint-Vantage's analysis of the effect of the merger on Service Company
allocation methods and A&G costs.

D. OVERALL CONCLUSIONS

On this assignment, the auditor was asked to offer an opinion on DE-Ohio’s compliance
with Chapter 4901:1-37, 0.A.C. The overall opinion of the Silverpoint-Vantage tean is that
DE-Ohio is in compliance with all areas. Chapter II of this report summarizes our
conclusions regarding Structural Safeguard, Separate Accounting, Financial Arrangements,
and Code of Conduct, Emergency. In each case we Find DE-Ohio in compliance.

Our analysis of the 4901:1-37-05 Application provided details of the Corporate Separation
Plan. Our consultants concluded that the Corporate Separation Plan that DE-Ohio
submitted in Case No. 09-495-EL-UNC on June 11, 2009 conforms to the requirements of
Chapter 4901:1-37-05. With regard to 4901:1-37-07 Access to Books and Records, our
consultants concluded that DE-Ohio is in compliance with this provision of the regulation.

Our analysis of section 4901:1-37-08 Cost Allocation Manual (CAM), indicated that DE-
Ohio’s CAM complies with the provisions listed in this section of the regulation with the
possible exception of an agreement that should have been included per (D)(3). A
recommendation is made to address this issue.

The analysis of section 4901:1-37-09 Sale or Transfer of Generating Assets reviewed only the
process since no activities under this provision occurred during the audit period. The
process is clearly spelled out in the CAM.

Our final conclusion regarding overall compliance was that DE-Ohio provides appropriate
training on relevant policies and procedures as well as the regulations on corporate
separation.

Technical analysis concluded that all affiliate transactions were subject to written
agreements, that affiliate transaction accounting system and methods are sufficient to
ensure the accuracy and reliability of affiliate transaction data, and that there was no
evidence of widespread problems that would call into question the overall integrity and
reliability of the affiliate transaction data used in this audit. Technical issues of the merger
are being addressed appropriately. One recommendation made to insure transparency was
that a formal corporate-wide affiliate transaction accounting manual be developed and
maintained.

In general, separation of financial instrument is being handled appropriately. The only
issue raised, and discussed at length, is the impending end of the Electric Security Plan at
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the end of 2011. The question of separation through “ring fencing” or other means is
discussed. A recommendation to address this issue is detailed.

The Silverpoint-Vantage review of operational agreements addressed a broad range of
technical issues and found them to be reasonable. One recommendation to clarify the
treatment of transactions between the regulated and non-regulated portions of DE-Ohio.
Similarly the analysis of cost distribution methods did not uncover any major problems. A
recommendation is made to keep PUCO Staff informed of future changes to Service
Company cost distribution methods.

In its analysis of Service Company charging practices, Silverpoint-Vantage did not identify
any serious problems.

Finally, Silverpoint-Vantage conducted a comparison of pre- and post-merger charges. The
auditors have presented a significant amount of information but reached no specific
conclusions.

E. SUMMARY OF RECOMMENDATIONS

Silverpoint-Vantage offers the following recommendations.

II-R1 Future CAMs submitted by DE-Ohio should include all agreements that describe
the aliocation of costs among its affiliates. (Refer to Finding II-F7)

The Commission’s regulation specifically refers to all documentation and agreements that
describe cost allocations among its affiliates. During the discovery process of this audit, an
agreement with an affiliate was provided that was not also included in the CAM. DE-Ohio
needs to be more diligent and thorough in its determination as to which documents and

II-R1 Develop and maintain a formal affiliate transaction accounting manual. (Refer to
finding II-F3)

Silverpoint-Vantage believes it is appropriate for any utility with a service company, or with
service agreements among utility and non-utility affiliates, to maintain a formal affiliate
transaction accounting manual. The fact that DE-Ohio is not required by the PUCQO to
maintain an affiliate transaction accounting manual is not a sufficient reason for not doing

I-R2 Develop a plan, as part of the next Energy Security Plan discussions, to
determine if further insulation from Duke Ohio ratepayers or complete
separation of risks associated with DE- Ohio owned generation agsets is
appropriate. Refer to finding IV-F8)

The need for a revised ESP in 2011, provides the opportunity to address this issue in greater
detail. Some initial steps that DE-Ohio should be required to perform include:

e conduct a risk assessment of the DE-Ohio-owned generation system given current
industry issues;
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» identify means to either, further insulate ratepayers, or to separate ownership in a
manner that does not impair ratepayers;

« develop proposed solutions and provide to the PUCO by mid-2011 in order to
complete any necessary hearings and transactions before the termination of the ESP.

I-R3 Duke Energy should clarify with Staff its position regarding the appropriate

treatment of transactions between the regulated and non-regulated portions of
DE-Ohio. (Refer to Finding V-F5.)

While the commercial power segment of DE-Ohio is not technically an affikiate of DE-Ohio
FE&G because it is part of the same legal entity, the utility had until recently treated it as
such for the purposes of pricing transactions. The company continues to issue formal
Service Requests for services between the two segments, consistent with the Non-utility
Agreement, but no longer follows the transfer pricing requirements of that agreement.

DE-Ohio FE&G charged over $100,000 in labor to the commercial power segment in the first
six months of 2009, which previously would have triggered an associated overhead charge
of approximately $200,000. Labor charges from the commercial power segment to DE-Chio
were more significant, totaling several million dollars in the first half of 2009. The financial
impact ont DE-Ohio FE&G of the change in policy could be significant.

I-R4 DE-Ohio should keep PUCO Staff informed of future changes to Service
Company cost distribution methods. (Refer to Finding VI-F2.)

Prior audit reports on Duke Energy affiliate transactions and cost distribution methods
presented three recommendations related to the methods by which the Service Company
distributes its costs, specifically:*

¢ narrow the use of the three-part formula general allocator;
¢ eliminate the effect of spreading overhead costs from the calculation of allocation
percentages;

» develop a method to fairly assign Service Company overhead costs.

The prior audit reports further recommended that if the Service Company decided to
maintain its approach of spreading overhead charges in a way that is not linked to usage of
services or cost causation in any discernible way, it be required to make a showing that its
approach yields equitable results, and that those results are comparable to more direct, less
simplified approaches. Similarly, the reports recommended that the Service Company be
required to make a showing that it's charging method results in fully allocated costs for each
function that it provides.

1/ Final reports in the audits of the merger-related agreements of DE-Indiana and DE-Kentucky
provided in response to Data Request #36.
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Silverpoint-Vantage believes that these recommendations remain appropriate. Clearly, cost
distribution methods should be adequately designed to prevent cross-subsidization and
yield equitable results. Inits Order of the affiliate transaction audit of DE-Carolinas, the
North Carolina Utilities Commission concluded the following.®

» DE-Carolinas should implement procedures to reduce the use of the three-factor
allocator, both by increasing the amount of costs directly charged and assigned,
and by developing better methods to directly charge for functions that are
demand driven.

o The current approach for distributing Service Company costs does not clearly
demonstrate that it results in fully distributed costs by individual functions,
which is necessary for complying with the Code of Conduct and for preventing
cross-subsidization.

e DE-Carolinas has the burden of proving that it pays no more than fully
distributed costs on a service-by-service basis. Accordingly, DE-Carolinas
should eliminate the effect of spreading overhead costs from the calculation of
allocation percentages.

+ The Service Company should develop a new method to track and assign
overhead costs in a way that results in a better correlation between a business
unit’s use of a service function and the cost that it pays for that function. DE-
Carolinas has the burden of proof in this regard.

The Company has implemented changes to address these concerns beginning in 2010. The
methods by which the Service Company distributes costs to client companies have a direct
bearing on DE-Ohio FE&G's cost of providing regulated service. It is therefore important
that the Company keep the Commission and Staff apprised of interim changes until the next
audit in Ohio, Silverpoint-Vantage recommends that DE-Ohio FE&G, upon request, make
available to Commission Staff and future auditors the final reports from any thlrd-party
audits of Duke Energy affiliates that address these issues.

I-R5 DE-Ohio should keep PUCO Staff informed of future improvements to
Service Company charging practices. (Refer to Finding VII-F2.)

Prior audit reports on Duke Energy affiliate transactions and cost distribution methods
presented two recommendations related to the Service Company’s charging practices,
specifically:®

e increase the percentage of labor that the Service Company directly charges to
business units;

e encourage employees to do more positive time reporting,

5/ Order Ruling on Audit Recommendations, Docket No. E-7, Sub 795B, issued July 3, 2008.

¢/ Final reports in the audits of the merger-related agreements of DE-Indiana and DE-Kentucky
provided in response to Data Request #36.
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Silverpoint-Vantage believes that these recommendations remain appropriate. In its Order
on the affiliate transaction audit of DE-Carolinas, the North Carolina Utilities Commission
concluded the following. 7

+ The Service Company should identify and implement methods to increase the
percentage of direct labor charged to business units.

» Tiis appropriate for DE-Carolinas to encourage employees to do more positive
time reporting, which should result in more appropriate cost assignment.

The lack of a common time reporting tool is not a satisfactory reason for the Company to
delay needed training in this regard.

The Company has implemented changes to address these concerns beginning in 2010. The
Service Company’s charging practices have a direct bearing on DE-Ohio FE&G's cost of
providing regulated service. It is therefore important that the Company keep the
Commission and Staff apprised of interim changes until the next audit in Ohio. Silverpoint-
Vantage recommends that DE-Ohio FE&G, upon request, make available to Commission
Staff and future auditors the final reports from any third-party audits of Duke Energy
affiliates that address these issues. '

7/ Order Ruling on Audit Recommendations, Docket No. E-7, Sub 795B, issued July 3, 2008.
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I COMPLIANCE

A. INTRODUCTION

DE-Ohio's initial Corporate Separation Plan (CSP) was approved in Case No, 99- 1658-EL-
ETP. DE-Ohio filed its Amended Corporate Separation Plan as part of its Application to
establish an ESP in Case No. 08-920-EL- SSO. The Commission approved DE- Chio's ESP
and Amended Corporate Separation Flan by order dated December 17, 2008. Consistent
with Ohic Administrative Code 4901:1-37 and Ohio Revised Code 4928.17, DE-Ohio
submitted its Second Amended Corporate Separation Plan, The Plan describes the
processes and controls DE-Ohio, Inc., has implemented to comply with the recently enacted
regulations. This Plan governs the corporate separation of noncompetitive retail electric
service from competitive retail electric service as well as the products and services offered
by certain affiliates of DE-Ohio. DE-Ohio's Cost Allocation Manual (CAM) contains
agreements that generally describe how costs are allocated between, and among, DE-Ohio
and its affiliates.

In this chapter, Silverpoint-Vantage will review each of the regulatory requirements of
revised Chapter 4901:1-37 O.A.C. (Code) and DE-Ohio’s compliance with each of those
requirements. Some of the requirements will be addressed in more detail in other chapters
of this report, however, the conclusions of those chapters will be summarized in this one.

B. COMPLIANCE REQUIREMENTS OF CHAPTER 4901:1-37 O.A.C.

This section of the Code lists the structural safeguards that the utility must have in place to
comply. The Code slates specifically:

(A) Structural Safeguards.

(1) Each electric ulility and its affiliates that provide services to customers within
the electric utility’s service territory shall function independently of each other.

(2) Each electric utility and its affiliates that provide services to customers within
the electric utility’s service territory shall not share facilities and services if such
sharing in any way violates paragraph (D) of this rule.

(3) Cross-subsidies between an electric utility and its affiliates are prohibited, An
electric utility's operating employees and those of its affiliates shall function
independently of each ather.

(4) An electric utility may not share employees and/or facilities with any affiliate, if
the sharing, in any way, violates paragraph (D) of this rule.

(5) An electric utility shall ensure that all shared employees appropriately record
and charge their time based on fully allocated costs.
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(6) Transactions made in accordance with rules, regulations, or service agreements
approved by the Federal Energy Regulatory Commission, Securities and Exchange
Commission, and the Commission, which rules the electric utility, shall mainiain in
its cost allocation manual (CAM), and file with the Commission, shall provide a
rebuttable presumption of compliance with the costing principles contained in this
chapter.

H-F1 DE-Ohio has implemented effective structural safeguards.

As discussed in more detail in the appropriate sections below, DE-Ohio has implemented
the structural safeguards as required by this section of the Code. As discussed later in this
chapter, DE-Chio has developed and implemented policies that prohibit DE-Ohio, or any of
its affiliates, to mutually provide services to customers within its service territory. Each
functions independently. Similarly, DE-Ohio does not share facilities or services with any
affiliates that provide services to customers in its service territory. Accordingly, DE-Chio
complies with sections (1), (2), (4) and (5) above.®

Although there may be some imprecision in Service Company costs allocated to DE-Ohio-
FE&G, it is important to note that there was no evidence that the Service Company
intentionally allocated costs so as to provide an advantage to any Duke Energy affiliates. As
discussed in Chapter VI and VII, there is some concern that the Service Company could do a
better job of both directly assigning costs and allocating some of its common costs.
However, it is generally true that most utilities could do better at assigning costs. Thereisa
trade-off between the precision of tracking costs and the additional cost incurred to track
costs to that level of detail.

{B) Separate Accounting

Each electric utility and its affiliates shall maintain, in accordance with generally
accepted accounting principles and an applicable uniform system of accouits,
books, records, and accounts that are separate from the books, records, and accounts
of its affiliates.

II-F2 DE-Ohio complies with the regulatory requirement for it and its affiliates to
maintain separate books, records and accounts.

DE-Ohio and its affiliates maintain, in accordance with generally accepted accounting
principles and an applicable uniform system of accounts, separate books, records and
accounts. Thus, DE-Ohio complies with section (B) above.

(C) Financial Arrangemenis

Unless otherwise approved by the Commission, the financial arrangements of an
electric utility are subject to the following restrictions.

8/ In addition to the discussion later in this chapter, see also DRs 3, 4, 11, 12, 25 and 26.
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(1) Any indebtedness incurred by an affiliate shall be without recourse to the electric
utility. '

(2) An electric utility shall not enter into any agreement with terms under which the
electric utility is obligated to commit funds to maintain the financial viability of an
affiliate.

(3) An electric utility shall not make any investment in an affiliate, under any
circumstances, in which the electric utility would be liable for the debts and/or
liabilities of the affiliate incurred as a result of actions or omissions of an affiliate.

(4) An electric utility shall not issue any security for the purpose of financing the
acquisition, ownership, or operation of an affiliate.

(5) An electric utility shall not assume any obligation or liability as a guarantor,
endorser, surety, or otherwise with respect to any security of an affiliate.

(6) An electric utility shall not pledge, mortgage, or use as collateral any assets of
the electric utility for the benefit of an affiliate.

{1-F3 DE-Ohio complies with the regulatory requirements specified in section (C) of
the Code. DE-Ohio’s compliance with this section of the Code is discussed in

more detail in Chapter IV of this report.

This finding is explained in more detail in Chapter IV of this report.

(D) Code of Conduct

(1) The electric utility shall not release any proprietary customer information (e.g.,
individual customer load profiles or billing histories) to an affiliate, or otherwise,
without the prior authorization of the customer, except as required by a regulatory
agency or court of law.

(2) On or after the effective date of this chapter, the electric utility shall make
customer lists, which include name, address, and telephone number, available on a
nondiscriminatory basis to all nonaffiliated and affiliated certified retail electric
service providers transacting business in its service territory, unless otherwise
directed by the customer. This provision does not apply to customer-specific
information, obtained with proper authorization, necessary to fulfill the terms of a
contract, or information relating to the provision of general and administrative
support services. This information shall not be used by the certified retail electric
service providers for any other purpose than the marketing of electric service to the
customer.

(3) Employees of the electric utility's affiliates shall not have access to any
information aboui the electric utility’s transmission or distribution systems (e.g.,
sysiem operations, capability, price, curtailments, and ancillary services) that is not
contemporaneously available, readily accessible, and in the same form and manner
available to a nonaffiliated competitors providing retail electric service.
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(4) An electric utility shall treat as confidential all information obtained from a
competitive retail electric service provider, both affiliated and nonaffiliated, and
shall not release such information, unless a competitive retail electric service
provider provides authorization to do so or unless the information was or thereafter
becomes available to the public other than as a result of disclosure by the electric
utility.

(5) The electric utility shall not tie (or allow an affiliate to tie), as defined by state
and federal antitrust laws, or otherwise condition the provision of the electric
utility’s regulated services, discounts, rebates, fee waivers, or any other waivers of
the electric utility’s ordinary terms and conditions of service, including but not
limited to tariff provisions, to the taking of any goods and/or services from the
electric utility’s affiliates.

(6) The electric utility shall ensure effective competition in the provision of retail
electric service by avoiding anticompetitive subsidies flowing from a
noncompetitive retail electric service to a competitive retail electric service orto a
product or service other than retail electric service, and vice versa.

(7) The electric utility, upon request from a customer, shall provide a complete list of
all competitive retail electric service providers operating on the system, but shall
not endorse any competitive retail electric service providers, indicate that an electric
services company is an affiliate, or indicate that any competitive retail electric
service provider will receive preference because of an affiliate relationship.

(8) The electric utility shall use reasonable efforts to ensure retail electric service
consumers protection against unreasonable sales practices, market deficiencies, and
market power and the electric utility’s compliance officer shall promptly report any
such unreasonable sales practices, market deficiencies, and market power to the
director of the utilities department (or their designee).

(9) Employees of the electric utility or persons representing the electric utility shall
not indicate a preference for an affiliated electric services company.

(10) The electric utility shall provide comparable access to products and services
related to tariffed products and services and specifically comply with the following:

(a) An electric utility shall be prohibited from unduly discriminating in the offering
of its products and/or services.

(b) The electric utility shall apply all tariff provisions in the same manner to the
same or similarly situated entities, regardless of any affiliation or non-affiliation.

(c) The electric utility shall not, through a tariff provision, a contract, or otherwise,
gives its affiliates or customers of affiliates preferential treatment or advantages
over nonaffiliated competitors of retail electric service or their customers in matters
relating to any product and/or service,

(d) The electric utility shall strictly follow all tariff provisions.
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(e) Except to the extent allowed by any applicable law, regulation, or commission
order, the electric utility shall not be permitted to provide discounts, rebates, or fee
waivers for any retail electric service.

(11) Shared representatives or shared employees of the electric utility and affiliated
electric services company shall clearly disclose upon whose behalf their public
representations are being made when such representations concern the entity's
provision of electric services.

II-F4 DE-Ohio complies with section (D) of the Code as stated above. DE-Ohig’s
compliance with each of the specific eleven requirements is discussed below.

In many ways, one can think of a utility’s Code of Conduct as an umbrella compliance
document that covers all of the important aspects of a utility’s relationships with its
affiliates. For the Company’s Code of Conduct to comply, it must encompass all of the
eleven requirements listed in the Code. DE-Ohio’s Code of Conduct is included in its
Corporate Separation Plan. DE-Ohio’s Code of Conduct conforms to the regulation and
addresses each of the provisions. However, to understand how DE-Ohio complies.
Silverpoint-Vantage requested information from DE-Ohio that supports how DE-Ohio
complies and verified, through interviews, that DE-Ohio actually follows established
policies, procedures and practices.

With regard to section (1) above, DE-Ohio meets this requirement through procedures that
virtually make it impossible for the customer confidential information to be provided to an
affiliate without customer permission, The Customer Service Center will only provide
customer information to the Commission, or other parties working on behalf of the
customer, if it has the customer’s account number or permission from the customer to
release the information.® The key to complying with this provision is to make certain that
the employees that have accegs to this information are keenly aware of the importance of
keeping the customer-specific information confidential. At DE-Ohio this is accomplished
not only through the Code of Conduct training, but also by providing the affected
employees with detailed information about the need to keep the information confidential as
well as explaining the consequences of inadvertently leaking this information. Employees
are provided written procedures on how to maintain the confidentiality of the customer
information, why it is important to keep the information confidential, as well as procedures
and forms to be used in the event the customer information in leaked.10

With regard to compliance with section (2) above, DE-Ohio makes customer lists available
to retail suppliers so they can actively market their services. The information to be provided
under this provision is referred to as pre-enrollment data. It provides the name, address
and telephone number of the customer, unless the customer directs otherwise. This

°/ See DR 28.

10/ See DR 28 attachment,
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information is provided in accordance with DE-Ohio’s tariff Section V1}, Ind Use Customer
Enrollment Process. 1!

With regard to compliance with section (3) above, DE-Ohio does not allow access to any
information about transmission or distribution systems that would convey a competitive
advantage to any affiliate that it does not contemporaneously provide to any non-affiliated
competitor of retail electric service. A portion of this compliance is governed by Federal
Energy Regulatory (FERC) regulations which re-enforces DE-Ohio’s compliance with the
PUCO Code.22 In addition, DE-Ohio’s includes in its Code of Conduct training, the need to
protect this operational information.

With regard to compliance with section (4) above, DE-Ohio must provide confidential
treatment for all information obtained from both affiliated and non-affiliated competitors
for retail electric service. The protocols to facilitate the transfer of the information and
maintaining its confidentiality is accomplished by adherence to guidelines provided in
Electronic Data Interchange Guidelines, developed jointly by the utilities in Ohio and the
competitive retail electric suppliers.1?

Section (5) above prohibits DE-Chio from providing discounts, rebates, fee waivers, or any
other waivers from tariff provisions. That is, DE-Ohio is not allowed to tie the provision of
any affiliate so as to provide it a competitive advantage. Based on interviews and a review
of responses to data requests, DE-Ohio provides regulated services to its affiliates in strict
conformance with its tariffs, 4 Thus, DE-Ohio is in compliance with section (5).

With regard to section (6) above, DE-Ohio is prohibited from providing any anticompetitive
subsidies to its affiliates that provide retail electric services. DE-Chio accomplishes this by
prohibiting the endorsement of any competitive retail electric service provider. Further, DE-
Ohio’s affiliate transaction policies and procedures ensure that all employee sharing and
affiliate transactions are at fully embedded cost pursuant to PUCO-approved service
agreements and in accordance with FERC affiliate pricing rules and regulations. A
comprehensive review of DE-Ohio’s service agreements and compliance with the costing
provisions contained therein is provided in Chapters III, V and VI of this report. Although
some exceptions are noted in those chapters, the conclusion is that affiliate transaction
accounting system and methods are sufficient to ensure the accuracy and reliability of
affiliate transaction data.

With regard to section (7} above, DE-Ohic must, upon request from a customer, provide a
list of all competitive retail electric service providers. DE-Ohio accomplishes compliance
with this section of the regulation by referring all customer requests to either, the PUCO

1/ See DR 27 attachment.
2/ Interview #2
13/ See DRs 27 and 30 attachment.

U/ See DR 49 and Interview #2
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which maintains a list of all approved retail electric service providers, or, DE-Ohio’s web
site (www.Duke energy.com) which also provides the list of all approved retail electric
service providers.’ This procedure ensures compliance with the regulation.

With regard to DE-Ohio’s compliance with sections (8) and (9) above, the Code of Conduct
training alerts employees to identify and report to the Compliance Department any
unreasonable sales practices, market deficiencies or market power exercised by any retail
electric service supplier. Likewise, a DE-Ohio employee cannot indicate a preference for an
affiliated electric service company. Both of these concerns are reviewed in the employee
training regarding Ohio’s Rules on Corporate Separation.1s The training provides phone
numbers and contact information to report any abuses.

The specific provisions of section (10} above are intended to make certain that a level
playing field with regard to the provision of retail products and services. No participant in
these markets should be provided an advantage relative to another participant regardless of
whether the entity is an affiliate of DE-Ohio or not. The maintenance of the level playing
field is accomplished by complying with the first 9 sections of this regulation. As DE-Ohio
complies with sections (1) through (9) it also complies with (10) and, by inference, supports
a level playing field for the provision of retail electric products and services.

With regard to DE-Ohio’s compliance with section (11) above, the Code of Conduct training
makes clear that “shared service employees must clearly disclose who they represent (the
entity) where representations concern the provision of electric service”.”” Once again, the
compliance is accomplished through the employee training on these issues and making
employees aware of the issue, the need to comply and the potential consequences of not
complying. Based on the discussion above, Silverpoint-Vantage finds that DE-Ohio is in
compliance with section (D), Code of Conduct, of the PUCQO regulation.

(E) Emergency
(1) Notwithstanding the foregoing, in a declared emergency situation, an electric
utility may take actions necessary to ensure public safety and system reliability.

(2) The electric utility shall maintain a log of all such actions that do not comply
with this chapter, and such log shall be subject to review by the commission and its

staff.
This emergency provision was not applicable during the audit period. Accordingly, DE-
Ohio was in compliance.

2. 4901:1-37-05 Application

15/ Interview #2.
16/ See DR 22 attachment and Interview #2

17/ See DR 22 at page 14 of 21.
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This section of the regulation provides the details to be included in the utility’s Corporate
Separation Plan. The Plan must be approved by the Commission. Specifically, the Code
states:

(B) The proposed corporate separation plan shall be a stand alone document that, at
a minimum, includes the following:

(1) Provisions that maintain structural safeguards.
(2) Provisions that maintain separate accounting.

(3) A list of all current affilintes identifying each affiliate’s product(s) and/or
service(s) that it provides.

(4) A list identifying and describing the financial arrangements belween the electric
utility and all affiliates,

{5) A code of conduct policy that complies with this chapter and that employees of
the electric utility and affiliates must follow,

(6) A description of any joint advertising and/or joint marketing activities belween
the electric utility and an affiliate that the electric utility intends to utilize,
including when and where the name and logo of the electric utility will be utilized,
and explain how such activities will comply with this chapter.

(7) Provisions related to maintaining a cost allocation manual (CAM).

(8) A description and timeline of all planned education and training, throughout the
holding company structure, to ensure that electric utility and affiliate employees
know and can implement the policies and procedures of this rule. The information
shall be maintained on the electric utilities’ public web site.

(9) A copy of a policy statement to be signed by electric utility and affiliate
employees who have access to any nonpublic electric utility information, which
indicates that they are aware of, have read, and will follow all policies and
procedures regarding limitation on the use of nonpublic eleciric utility information.
The statement will include a provision stating that failure to observe these
limitations will result in appropriate disciplinary action.

(10) A description of the internal compliance monitoring procedures and the
methods for corrective action for compliance with this chapter.

(11) A designation of the electric utility’s compliance officer who will be the contact
Jor the commission and staff on corporate separation matters, The compliance
officer shall certify that the approved corporation separation plan is up to date and
in compliance with the commission’s rules and orders. The electric utility shall
notify the commission and the divector of the utilities department (or their designee)
of changes in the compliance officer.
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(12) A detailed description outlining how the electric utility and its affiliates will
comply with this chapter. The format shall identify the provision and then provide
the description,

(13) A detailed listing of the electric utility’s electric services and the electric
utility’s transmission and distribution affiliates’ electric services.

(14) A complaint procedure to address issues concerning compliance with this
chapter, which, at a minimum, shall include the following:

(r) All complaints, whether written or verbal, shall be referred to the compliance
officer designated by the electric utility to handle corporate separation matters or
the compliance officer’s designee.

(b) The complaint shall be acknowledged within five working days of its receipt.

(c) A written statement of the complaint shall be prepared and include the name of
the complainant, a detailed factual report of the complaint, all relevant daies, the
entities involved, the employees involved, and the specific claim,

(d) The resulis of the preliminary investigation shall be provided to the complainant
in writing within thirty days after the complaint was received, including a
description of any course of action that was taken.

(e) The written statements of the complaints and resulting investigations required
by paragraphs (BN14)(c) and (B)(141d) of this rule shall be kept in the CAM, in
accordance with rule 4901:1-37-08 of the Administrative Code for a period of not less
than three years.

(P This complaint procedure shall not in any way limit the rights of any person to
file a formal complaint with the commission.

H-F5 The Corporate Separation Plan that DE-Ohio submitted in Case No. (09-495-EL-UUNC
on June 11, 2009 conforms to the requirements of Chapter 4901:1-37-05.

On June 11, 2009, DE-Ohio filed its Second Amended Corporate Separation Plan. The filing
was necessary for DE-Ohio to comply with the revised regulations. The revised regulation
details, with specificity, the information that must be included in the corporate separation
plan. In response to a data request, DE-Ohio provided a copy of its Amended Corporate
Separation Plan and Second Amended Corporate Separation Plan. Silverpoint-Vantage's
tocus was on the Second Amended Corporate Separation Plan as that is the plan before the
PUCO for its immediate consideration.

DE-Ohio’s Second Amended Corporate Separation Plan speaks to every provision of the
regulation. The information submitted with the CSP is generally consistent with the
responses Silverpoint-Vantage received to data requests and in interviews with DE-Ohio
employees. During our discovery process, two agreements involving DE-Ohio and affiliates
were provided but not included in the Corporate Separation Plan or the CAM. These
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agreements are the Facilities Operation Agreement!® and the Receivables Loan Agreement.
The Facilities Operation Agreement is a 102-page document that describes the agreement
between Cincinnati Gas & Electric Company (CG&E) and Union Light, Heat and Power
Company {ULH&P) where CG&E allows ULH&P to use its step-up transformer banks at the
East Bend, Miami Fort, and Woodsdale stations. The agreement includes the cost of
owning, operating, and maintaining these transmission facilities which were not included in
CG&E's open access transmission tariff which ULH&P has agreed to pay. However, based
on subsequent discussions with Duke Energy personnel the auditors concluded that this
agreement is subject to FERC regulation and as such did not need to be included in the Cost
Separation Plan. The Receivables Loan Agreement js between CG&E, Cinergy Receivables
Company, a special purpose entity, and two non-affiliated commercial banks. The
arrangement outlined in the agreement allows CG&E to finance its accounts receivables.
The auditors believe that this agreement should be identified in the Corporate Separation
Plan.

3. 4901:1-37-07 Access to Books and Records

Compliance with the revised Code requires the utility to provide appropriate access to
books and records. The Code states specifically:

(A) The electric utility shall maintain records sufficient to demonstrate compliance
with this chapter, and shall produce, upon the request of staff, all books, accounts,
and/or other pertinent records kept by an electric utility or its affiliates as they may
relate to the businesses for which corporate separation is required under section
4928.17 of the Revised Code, including those required under section 4928.145 of the
Revised Code.

(B) The staff may investigate such electric utility and/or affiliate operations and the
interrelationship of those operations at the staff's discretion. In addition, the
employees and officers of the electric utility and its affiliates shall be made
available for informational interviews, at a mutually agreed time and place, as
required by the staff to ensure proper separations are being followed.

(C} If such employees, officers, books, and records cannot be reasonably made
available to the staff in the state of Ohio, then upon request of the staff, the
appropriate electric utility or affiliate shall reimburse the commission for
reasonable travel expenses incurred,

II-Fé Based on DE-Ohio’s responses during this investigation, one must conclude that
DE-Ohio is in compliance with this provision of the regulation.

With few exceptions, Silverpoint-Yantage was provided complete cooperation from DE-
Ohio with the provision of requested information and access to personnel for interviews.
The few exceptions usually related to delays in responding, lack of clarity in the request, or
incomplete responses. However, these problems were generally resolved through follow-

18/ See DR 70 and attachment,
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up requests or interviews. Most importantly, Silverpoint-Vantage does not believe at this
point that any information was not provided that would change its findings and
recommendations.

4. 4901:1-37-08 Cost Allocation Manual (CAM)

The regulatory requirements related to the CAM and its contents are provided in this
section of the revised regulation. The requirements state as follows.

(A) Each electric utility that receives products and/or services from an affiliate
and/or that provides products and/or services to an affiliate shall maintain
information in the CAM, documenting how costs are allocated between the electric
utility and affiliates and the regulated and non-regulated operations.

(B) The CAM will be maintained by the electric utility.

(C) The CAM is intended to ensure the conmmission that no cross-subsidization is
occurring between the eleciric utility and its affiliates.

(D} The CAM will include:

(1) An organization chart of the holding company, depicting all affiliates, as well as
a description of activities in which the affiliates are involved.

(2) A description of all assets, services, and products provided to and from the
electric utility and its affiliates.

(3) All documentation including written agreements, accounting bulletins,
procedures, work order manuals, or related documents, which govern how cosis are
allocated between affiliates.

(4) A copy of the job description of each shared employee.

(5) A list of names and job summaries for shared consultants and shared
independent contractors.

(6) A copy of all transferred employees’ (from the electric utility to an affiliate or
vice versa) previous and new job descriptions.

(7} Alag detailz’ng each instance in which the electric utility exercised discretion in
the application of its tariff provisions.

(8) A log of all complaints brought to the electric utility regarding this chapter.

(9) A copy of the minutes of each board of directors meeting, where it shall be
maintained for a minimum of three years.

(E) The method for charging costs and transferring assets shall be based on fully
allocated costs.

(F) The costs should be traceable to the books of the applicable corporate entity.
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(G) The electric utility and affiliates shall maintain all underlying affiliate
transaction information for a minimum of three years.

(H) Following approval of a corporate separation plan, an electric utility shall
provide the director of the utilities department (or their designee) with a summary
of any changes in the CAM at least every twelve months.

(D) The compliance officer designated by the electric utility will act as the contact
for the staff when staff seeks data regarding affiliate transactions, personnel
transfers, and the sharing of employees.

() The staff may perform an audit of the CAM in order to ensure compliance with
this rule.

II-F7 DE-Ohio’s CAM complies with the provisjons listed in this section of the
regulation with the possible exception of an agreement that should have been
included per (D)(3).

DE-Ohio provided the auditors with a copy of its current CAM and a copy of its 2008
CAM.Y The cusrent CAM is a 401-page document that addresses, point by point, each of
the regulatory requirements listed above. The only exceptions noted were the lack of
inclusion of the Facilities Operation Agreement and Receivables Loan Agreement. These
documents were described earlier in the section on the 4901:1-37-05 Application. Based on
subsequent discovery, the auditors concluded that the Facilities Operation Agreement is
FERC jurisdictional and does not have to be included in the CAM.

II-R1 Future CAMSs submitted by DE-Ohio should include all agreements that describe
the allocation of costs among its affiliates. (Refer to Finding II-F7)

The Commission’s regulation specifically refers to all documentation and agreements that
describe cost allocations among its affiliates. During the discovery process of this audit, an
agreement with an affiliate was provided that was not also included in the CAM. DE-Ohio
needs to be more diligent and thorough in its determination as to which documents and
agreements to include in its CAM.

5. 4901:1-37-09 Sale or Transfer of Generating Assets

In the event that DE-Ohio decides to sell of transfer any of its generating assets, it must
comply with the following requirements.

(A) Consistent with division (E) of section 4928.17 of the Revised Code, an eleciric
utility shall not sell or transfer any generating asset it wholly or partly oums
without prior commission approval.

9/ Response to DR 5.
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(B) An electric utility may apply for commission approval to sell or transfer its
generating assets by filing an application to sell or transfer.

(C) An application to sell or transfer generating assets shall, at a mintmum:

(1) Clearly set forth the object and purpose of the sale or transfer, and the terms and
conditions of the same.

(2) Demonstrate how the sale or transfer will affect the curvent and future standard
service offer established pursuant to section 4928.141 of the Revised Code.

(3) Demonstrate how the proposed sale or transfer will affect the public inferest.

(4) State the fair market value and book value of all property to be transferred from
the electric utility, and state how the fair market value was determined.

(D) Upon the filing of such application, the commission may fix a time and place for
a hearing if the application appears to be unjust, unreasonable, or not in the public
interesi. The commission shall fix a time and place for a hearing with respect to any
application that proposes to alter the jurisdiction of the commission over a
generation asset,

(L) If, after such hearing ov in the case that no hearing is required, the commission is
satisfied that the sale or transfer is just, reasonable, and in the public interest, il
shall issue an arder approving the application to sell or transfer.

(F) Staff shall have access to all books, accounts, and/or other pertinent records
maintained by the transferor and transferee as related to the application to sell or
transfer generating assets and in accordance with rule 4901:1-37-07 of the
Administrative Code,

To date, DE-Ohio has not requested the sale or transfer of any of its generating assets and at
this time these provisions of the regulation are not applicable.

C. OVERALL CONCLUSION AT DE-OHIO

As anyone familiar with the utility industry knows, compliance has become a growing,
initiative in recent years. Utilities must comply with Sarbanes-Oxley requirements, FERC
requirements, NERC requirements for Critical Infrastructure Protection, as well as state
regulations, Unfortunately, demonstrating compliance is much like trying to prove a
negative. Thus, for a utility to be confident that it is in fact in compliance depends heavily
on well-communicated policies and procedures to prevent violations and effective training
of employees.

II-F8 DE-Ohio provides appropriate training on relevant policies and procedures as
well as the regulations on corporate separation.

An effective compliance program depends on employees knowing the rules they must
follow, knowing who is responsible for maintaining compliance and understanding what to
do. The relevant training at DE-Ohio consists of three courses. One course is the Code of
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Business Ethics that all employees must successfully complete.® The second course is FERC
Standards of Conduct and Affiliate Restrictions training that transmission function,
merchant function and identified shared support employees take annually. The third isa
course on Ohjo’s Rules on Corporate Separation that employees who deal specifically with
these matters must take2! The Compliance Department works with Human Resources (HR)
and other relevant departments to identify the employees that need to take the course on
Corporate Separation. The training audience is identified, the training is deployed to the
audience, the Compliance Department reviews to identify non-compliance and reminders
are sent to those not in compliance to ensure all identified employees take the required
course.

The Compliance Department utilizes compliance software OpenPages (OF) t» monitor,
track and document compliance with regulatory requirements, processes and procedures.
Once the information is inputted to OF, the program will track to make certain the
responsible employee completes the course by sending email reminders. Past due notices
are sent to the employee, his superior and the Compliance Department. The Compliance
Department also uses an interface with the HR database to identify any employment
changes for employees assigned responsibility in OP to ensure each requirement is always
assigned to a current active employee.

Silverpoint-Vantage has reviewed the material presented in both of the classes mentioned
above and finds it provides the necessary material to assist DE-Ohio in maintaining an
effective compliance program. In other sections of this report, the auditors have discussed
the policies and procedures that DE-Ohio has implemented to assure its compliance with
PUCQ corporate separalion requirement. Although there always seems to be room for
improvement, Silverpoint-Vantage concluded that DE-Ohio’s policies and procedures are
sufficient to maintain compliance.

2/ See DR 82 and attachment.

21/ See DR 22 and attachment
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ill. AFFILIATE TRANSACTION CATEGORIES AND
ACCOUNTING

A. INTRODUCTION

DE-Ohio engages in many kinds of transactions with its Service Company, with its sister
utilities, and with other non-utility affiliates. Each type is subject to certain terms,
conditions, and pricing methods. In this chapter, Silverpoint-Vantage identifies all possible
ways in which transactions can occur between DE-Ohio and its affiliates. It also provides its
assessment of the accuracy and reliability of Duke Energy’s affiliate transaction accounting
methods. In that regard, Silverpoint-Vantage provides an overview of the accounting
systems the Company used to record affiliate transactions during the audit period, and
discusses the Company’s transition to one common system in July 2008. In addition, the
auditors discuss the Company’s time reporting and payroll processes, and the method it
uses to calculate hourly Jabor charges. The team also provides an assessment of the
Company’s accounting documentation and controls, and evaluates billing and settlement
practices.

B. CATEGORIES OF AFFILIATE TRANSACTIONS

There are thirteen agreements in place that govern specific types of transactions between
DE-Ohio and its affiliates. These agreements are:

Service Company Utility Service Agreement;

Operating Companies Service Agreement;

Operating Company /Non-utility Companies Service Agreement;
Utility Money Pool Agreement;

Agreement for Filing Consolidated Income Tax Returns and for Allocation of
Consolidated Income Tax Liabilities and Benefits;

Inter-company Asset Transfer Agreement;

Utility-Non-utility Asset Transfer Agreement;

Agreement for Gypsum and FGD Waste Material Disposal Services;
Joint Transmission System Planning and Operating Agreement;
Miami Fort Unit 6 Operation Agreement;

Gas and Propane Services Agreement;

Facilities Operation Agreement;

Receivables Loan Agreement.

e » * & 9 & v 3

The Commission approved the first five of these agreements in connection with the merger
between Cinergy and Duke Energy. The last five agreements in this list were executed
before the merger and were not subsequently modified to reflect naming changes.
Specifically, after the merger, Cincinnati Gas & Electric Company (CG&E) was renamed
Duke Energy Ohio, PSI Energy, Inc. (PSI) was renamed Duke Energy Indiana (DE-Indiana),
Union Light, Heat and Power Company (ULH&P) was renamed Duke Energy Kentucky
(DE-Kentucky), and Duke Power Company, LLC was renamed Duke Energy Carolinas (DE-
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Carolinas). The terms “Duke Energy Ohio” and “CG&E” as used in these agreements refer
to the legal entity, and as such include both regulated and non-regulated segments.22

Silverpoint-Vantage discussed these agreements with Duke Energy personngl, and found
that the Miami Fort Agreement and the Gypsum and FGD Agreement involve only the non-
regulated portion of DE-Ohio.3 Eleven of the thirteen agreements described above are
therefore within the scope of this audit, which focuses on transactions involving DE-Ohio’s
regulated operations. The following discussion provides a brief summary of the purpose, -
participants, and pricing terms of the agreements.?

AFFILIATE AGREEMENTS

HI-F1 All affiliate transactions involving DE-Ohio FE&G take place subject to formal
written agreements.

The nature of affiliate transactions should be well defined, and formal agreements are the
best method for doing so. All stakeholders should clearly understand the relevant terms
and conditions, including pricing methads, for a given type of affiliate transaction in order
to help minimize the potential for cross-subsidization. DE-Ohio participates in fourteen
different types of affiliate transactions, all but two of which involve DE-Ohio FE&G
regulated operations. All of these transactions are covered by either a formal written
agreement or, in the case of transactions involving DE-Ohio’s non-regulated insurance
affiliate, formal declaration pages.

Service Company Utility Service Agreement

Two versions of the Service Company Utility Service Agreement (Service Company
Agreement) were in effect during the audit period. In the earlier version, dated January 2,
2007, the client companies receiving services are DE-Ohio, DE-Indiana, DE-Kentucky, DE-
Carolinas, and Miami Power Corporation (Miami Power).% The parties providing services
are Duke Energy Business Services (DEBS} and Duke Energy Shared Services (DESS),
collectively the Service Company. In the later version, effective September 1, 2008, DEBS is

identified as the successor in interest to DESS. The two versions of the agreement are very
similar 2

22/ Response to DR4.
B/ Interviews of November 10-11, 2009.
u/ Agreements provided in response to DRs 3, 5, 52, and 70.

%5/ The Service Company has a separate agreement with non-utility affiliates that has essentially the
same terms. (Response to DR79)

%/ The September 2008 version of the agreement contains new language that expands the general
definition of services to include pass-through payments (e.g., employee benefits) made by the Service
Company on behalf of client companies.
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Under the Agreement, the Service Company provides to its client companies the 23 business
functions listed in the following Exhibit.

Compliance Audit of Duke Energy Ohio

Exhibit ITT-1
Service Company Functions
Accounting, Human Resources Information Systems
Finance Public Affairs Legal
Internal Auditing Investor Relations Planning
Executive Transportation Rates
Facilities Meters Materials Management
Fuels Rights of Way Marketing/Customer
- Relations
Power Power and Gas Environmental, Health and
Engineering/Construction Planning/Operations Safety
System Maintenance Té&D
Engineering/Construction

Appendix A to the Service Company Agreement briefly describes each function and
specifies the cost allocation method applicable to each. Pricing is based on fully distributed
costs, which the agreement defines as the sum of direct costs, indirect costs, and costs of
capital. Charges for salaries should be based on time records, and calculated on the basis of
employee labor costs plus fringe benefits, indirect labor costs, and payroll taxes. Indirect
costs for each functional group should be directly assigned when identifiable to a particular
activity, project, work order, process, or responsibility center. Under the agreement, the
indirect costs of a functional group, when not identified specificaily, should be distributed
“in relationship to the directly assigned costs of the Function.”

When work applies to two or more companies, the Service Company may allocate the cost
of that work among, benefiting companies, using the allocation ratios specified in the
agreement; these ratios are listed in the following Exhibit.??

Z{ The Company added two new tatios, the number of meters and Q&M expenditures ratios, to the
September 2008 version of the agreement, but they are not currently used. The new version makes
slight changes in the definitions of certain ratios to reflect the distinction between electric and natural
gas distribution.

w&wﬂﬁr% Tne
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Compliance Audit of Duke Energy Ohia

Exhibit 1T1-2
Service Company Allocation Ratios

Sales Electric peak load Number of customers
Number of employees | Construction expenditures Number of CPU seconds
Revenues Inventory Procurement spending
Square footage Gross margin Labor dollars
Transmission circuit Distribution line miles Number of IS servers
miles
Number of PC Net plant, property, and | Generating unit MW capability
workstations equipment
Number of meters O&M Expenditures “Three-factor”

Operating Companies Service Agreement

Two versions of the Operating Companies Service Agreement (Operating Company
Agreement) were in effect during the audit period; the primary difference is in pricing
language. The parties to both the January 2, 2007 and September 1, 2008 versions of the
agreement are Duke Energy’s operating public utilities DE-Ohio, DE-Indiana, DE-Kentucky,
DE-Carolinas, and Miami Power. The Operating Company Agreement authorizes the
utility parties to perform services for one another in accordance with formal Service
Requests. These services may include, but are not limited to, areas such as engineering and
construction, operation and maintenance, installation services, equipment tesking,
generation technical support, environmental, health and safety, and procurement. A utility
may lend employees lo another so long as such Ioans do not interfere with the providing
utility’s business operations or utility responsibilities.

The January 2007 version of the Agreement states that utilities must directly charge for all
services at fully distributed cost, which includes direct costs, indirect costs, and costs of
capital. The September 2008 version explains that different pricing terms are required for
wholesale merchant or electric generation-related services. Such services provided by DE-
Indiana, DE-Kentucky, or DE-Carolinas to DE-Ohio’s non-regulated generation business
must be priced at the higher of cost or market, and those services provided to these utilities
by DE-Ohio’s non-regulated generation business must be priced at no more than market.
The Agreement incorporates by reference “DE-Carolinas Conditions,” which impose single
transaction and aggregate annual limits for pricing at fully distributed cost. Transactions
beyond these limits are subject to cost versus market pricing rules set forth in:the North
Carolina Code of Conduct.
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Operating Company/Non-utllity Companles Service Agreement

The parties to the Operating Company / Non-utility Companies Service Agreement (Non-
utility Agreement) are DE-Ohio and the non-utility affiliates who executed the agreement.®
The current version of the agreement is dated January 2, 2007. The terms of the Non-utility
Agreement are similar to those in the agreement among the operating companies, but with
more detailed liability and indemmnification language. Under the agreement, services must
be performed in accordance with formal Service Requests, and pricing must be based on
fully distributed costs. DE-Ohio can provide the same services for a non-utility affiliate that
it does for other utilities. Non-utility affiliates may provide services in such areas as meter
reading; materials management, vegetation management; information technology (IT)
services; monitoring, surveying, inspecting, constructing, locating, and marking of overhead
and underground utility facilities; and marketing and customer relations. The parties may
lend employees to one another so long as such loans do not interfere with the utility’s
responsibilities or business operations.

Utility Money Pool Agreement

The parties to the current Utility Money Pool Agreement {Money Pool Agreement), dated
November 1, 2008, are Duke Energy, Cinergy, DE-Ohio, DE-Kentucky, DE-Indiana, DE-
Carolinas, Miami Power, KO Transmission Company, and DEBS.2? The purpose of the
agreement is to establish a cash management program to coordinate and provide for certain
short-term cash and working capital requirements of the parties. Under the agreement, each
party (except for Duke Energy and Cinergy) has the right to make short-term borrowings or
request loans from the pool subject to defined borrowing limits. The agreement describes
interest and repayment terms, as well the as the allocation of income and earnings from the
investment of excess funds. The operation of the money pool is handled by the Service
Company on an at-cost basis.

Agreement for Filing Consolidated Tax Returns and for Allocation of
Consolidated Income Tax Liabilities and Benefits

Duke Energy and its “members” are the parties to the current Agreement for Filing
Consolidated Tax Returns and for Allocation of Consolidated Income Tax Liahilities and
Benefits (Tax Sharing Agreement); the current version of the agreement is dated October 1,
2008.3 Members include DE-Ohio, its regulated utility affiliates, and a large number of its
unregulated affiliates. Under the agreement, Duke Energy and its members agree to join in
the filing of a consolidated annual Federal income tax return and to allocate the Federal tax

#/ DE-Ohio’s utility affiliates have entered into similar agreements.

2/ This version is substantially the same as the January 2, 2007 version, which was amended to
reflect the merger of DEBS and DESS.

30/ Two versions of the agreement were in effect during the audit period. The current version is
substantially similar to the prior version dated January 2, 2007, which the Company amended to
reflect party name changes, revise the list of signatories, and clarify terms.
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liabilities and benefits among the members. The Agreement describes the tax allocation
procedures using the “corporate taxable income” method. It also indicates that state and
local taxes will be allocated where appropriate between members using principles similar to
those used to allocate the consolidated Federal income tax liability.

Joint Transmission System Planning and Operating Agreement

CG&E, PS], and Cinergy Services (the pre-merger entity later renamed DESS) entered into
the Joint Transmission System Planning and Operating Agreement (Joint Transmission
Agreement) on October 26, 2001. The agreement reflects the parties desire to continue
planning and operating their electric transmission systems as an integrated utility system.
The operating companies are defined as PSI and CG&E, which, for the purposes of this
agreement, includes UHL&P, It designates Cinergy Services as an agent of the operating
companies for certain administrative and coordination functions. Costs assocjated with the
planning, construction, and direct operation and maintenance of the combined bulk
transmission system are initially assigned to the operating company that incurs the cost.
The agreement describes the process for allocating total annual costs between the operating
companies, and requires a reconciling net transfer payment each year. The agreement also
describes the process for allocating transmission service revenues.

Miami Fort Unit 6 Operation Agreement

The parties to the Miami Fort Unit 6 Operation Agreement (Miami Fort Agreement) are
CG&E and ULH&PF. The agreement was entered into on January 25, 2006 and was effective
as of January 1, 2006; the initial term is twenty years, which may be extended upon mutual
consent. CG&E agreed to operate and maintain Miami Fort Station Unit 6 along with any
facilities, supplies, or equipment also used in connection with other generating units at the
station. CG&E agreed to make additions, replacements, and retirements to the common
facilities in accordance with good utility practice, which includes the maintenance of
reasonable coal and fuel oil reserves. Under the agreement, ULH&P must “make Cincinnati
whole” for any and all expenses and costs, including overheads, incurred on its behalf.
Expenses not otherwise directly assignable to Unit 6 will be allocated on the basis of cost
responsibility as mutually agreed upon by the parties.

Facilities Operation Agreement

The parties to the Facilities Operation Agreement are CG&E and ULH&P. The agreement
was entered into on September 27, 2004 and was effective as of January 1, 2006. CG&E
agreed to allow ULH&P to use its step-up transformer banks at the East Bend, Miami Fort,
and Woodsdale Stations. The cost of owning, operating, and maintaining these
transmission facilities was not included in CG&E’s open access transmission tariff, and
ULH&P agreed to a monthly fee of $161,148 to cover these costs.

Gas and Propane Services Agreement
The parties to the Gas and Propane Services Agreement (Gas and Propane Agreement) are

CG&E and ULH&P. The agreement was entered into on January 25, 2006 and was effective
as of January 1, 2006. CG&E had been the sole owner of the Woodsdale Generating Station,
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and transferred its interest and title to UHL&P. Under the agreement, CG&E will provide
to ULH&P certain operation and maintenance (O&M) services related to the Woodsdale
natural gas and propane facilities. These services include such activities as conducting
regular inspections, performing leak and corrosion surveys, and calibration. Each month,
ULH&P must pay CG&E the fully allocated costs for performing the services.

Agreement for Gypsum and FGD Waste Material Disposal Services

DE-Ohio and DE-Kentucky entered into the Agreement for Gypsum and FGD Waste
Material Disposal Services (Gypsum and FGD Agreement) on April 24, 2007, DE-Kentucky
will provide disposal services at its East Bend landfill facility for materials produced by
Miami Fort as required, and is responsible for obtaining associated permits. DE-Ohio must
pay DE-Kentucky each month at the rate of $21.95 per ton in the first year of the contract;
the parties will adjust the fee each year based on prices available in nearby public landfill
sites.

Inter-company Asset Transfer Agreement

The parties to the Inter-company Asset Transfer Agreement (Utility Asset Agreement) are
DE-Ohio, DE-Kentucky, DE-Indiana, and DE-Carolinas. The agreement was entered into by
the operating utilities as of December 22, 2008. Assets as defined in the agreement include
inventory, capital spares, equipment, and other goods; coal, natural gas, fuel oil used for
generation, emission allowances, electric power, and environmental control reagents are
expressly excluded.

Under the agreement, the parties may transfer assets as requested by another operating
utility, provided that: (1) it will not jeopardize the transferor’s ability to provide electric
service consistent with good utility practice; and (2) the cost of any transmission- or
generation-related items does not exceed $10 million. In general, parties may transfer assets
at costs, and have the option of replacement in kind in lieu of payment. There are separate
requirements, however, for transfers involving DE-Ohio’s non-regulated generation assets,
which are subject to Federal Energy Regulatory Commission (FERC) affiliate transaction
pricing requirements. Generation-related assets transferred from DE-Indiana or DE-
Kentucky to DE-Ohio must be priced at the higher of cost or market; generation-related
assets transferred from DE-Ohio to DE-Indiana or DE-Kentucky must be priced at no more
than market. DE-Carolinas is precluded from transacting with DE-Ohio’s generation
operations.*!

Utility-Non-utility Asset Transfer Agreement

The parties to the Utility-Non-utility Asset Transfer Agreement (Non-utility Asset
Agreement) are DE-Ohio on the one hand, and non-utility affiliates who execute the
agreement, on the other hand. The agreement was entered into by the parties as of January

31/ DE-Carolina’s participation in the Asset Transfer Agreement is an exception to its code of
conduct rules, and is subject to further conditions detailed in an exhibit to the agreement.
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1, 2009. The definition of allowable assets, the requirement for non-interference with utility
service, and the per-transaction limitation of $10 million are the same as in the Utility Asset
Agreement.

Transfers under this agreement are subject to FERC pricing requirements. Assets
transferred from DE-Chio to a non-utility affiliate must be priced at the higher of cost or
market. Assets transferred from a non-utility affiliate to DE-Ohio’s generation and
wholesale merchant functions must be priced at no more than market, and those transferred
to DE-Ohio functions other than generation or wholesale merchant must be priced at the
lower of cost or market.

Receivables Loan Agreement

The parties to the Receivables Loan Agreement are CG&E, Cinergy Receivables Company, a
special purpose entity, and two non-affiliated commercial bariks that perform the roles of
committed lender and administrative agent. The agreement was entered into by the parties
as of February 14, 2002, and provides a means by which CG&E can finance its accounts
receivables.

The Duke Energy corporate family includes two captive insurance subsidiaries, Bison
Insurance Company Limited (Bison) and NorthSouth Insurance Company Limited. Bison
provides insurance services to DE-Ohio FE&G and all of the Duke Energy companies except
DE-Carolinas. The relationship between DE-Ohio and Bison represents a separate type of
affiliate transaction that is not covered by any of the other agreements. The arrangement
between Bison and DE-Ohio FE&G is documented in coverage declaration pages that
oulline the level of insurance coverage and associated premiums.3?

Silverpoint-Vantage examines the three major categories of affiliate transactions in separate
chapters in this report. The financial agreements, i.e., the Money Pool Agreement, Tax
Sharing Agreement, and Receivables Loan Agreement, are discussed in Chapter IV. The
auditors discuss the five in-scope operational agreements, i.e., the Operating Company
Agreement, Non-utility Agreement, Gas and Propane Agreement, Utility Asset Agreement,
and Non-utility Asset Agreement, along with the Bison Insurance arrangement, in Chapter
V.3 Silverpoint-Vantage discusses transactions under the Service Company Agreement in
Chapters VI and VII.

32/ In response to Data Request #38, the Company confirmed that it was not a party to any other
affiliate transactions not covered by a formal agreement, adding that its affiliate transaction review
procedures involve verifying that a service agreement is in place,

3/ In the interview of December 4, 2009, company personnel stated that the Facilities Operating
Agreement was a FERC contract not subject to Commission regulation, and the auditors did not
examine it further. Similarly, the audit team did not examine Joint Transmission and System
Planning Agreement fransactions in detail other than to review the yearly true-up journal entries for
2008, which were provided in response to DR116.
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C. ACCOUNTING SYSTEMS

II-F2 Duke Energy’s affiliate transaction accounting system and methods are sufficient
to ensure the accuracy and reliability of affiliate transaction data.

Silverpoint-Vantage saw no evidence of significant weaknesses in the Company’s affiliate
transaction accounting systems, processes, or procedures. The conversion of the Midwest
affiliates to PeopleSoft in July 2008 was smooth, and simplified the Company’s
recordkeeping process. Duke Energy’s processes for time reporting and deriving hourly
labor rates are adequately controlled, and the Company appears to have adequate
accounting, procedures in place.

Duke Energy improved its affiliate transaction reporting process during the audit period by
introducing detailed monthly affiliate cross-bill reports that make it easier for business units
to monitor that charges are accurate, appropriate, and complete. The Company also
implemented improvements to its affiliate transaction accounting review process.

Although Duke Energy is now operating with one accounting system, the former Cinergy
and former Duke Power organizations continued, after the merger, to maintain their
separate systems. Cinergy’s legacy accounting system, the Business Data Management
System (BDMS), processed charges to and from DESS, DE-Ohio, and other legacy Cinergy
affiliates until the end of June 2008. Before the consolidation, Duke Power’s legacy
PeopleSoft accounting system, the Financial Management Information System (FMIS),
exclusively processed charges to and from DEBS, DE-Carolinas, and other legacy Duke
Power affiliates. Because each legacy system has its own general ledger and account
numbering approach (each based on FERC account numbering}, the Company used account
mapping logic to translate data from FMIS to BDMS and from BDMS to FMIS. Before the
Company converted the entire company to PeopleSoft, data from the legacy Cinergy BDMS
general ledger and the legacy Duke FMIS general ledger flowed to a Finance Information
Hub, which Duke Energy uses to generate certain financial reports.

Fach legacy system has its own terminology and method of operation, and each uses a code
block that consists of a set of elements that describe the “who, what, where, when, and
how” of an accounting transaction. In FMIS, the Duke Energy organization is divided into a
hierarchy of at least a thousand responsibility centers that represent the work group
performing a service, and operating units that represent the group for which the service was
performed.* An accounting entry in FMIS includes a responsibility center and operating
unit code, i.e., the “from” and the “to,” as well as an account/ process/ project number,
resource type (e.g., labor, materials, payables), and amount. An accounting entry in BDMS
includes comparable elements, including a responsibility center, a line-of-business (LOB)
code akin to an operating unit code, an amount, and comparable resource type and account
codes.

%/ For direct charges in FMIS, the business unit receiving the charge designates which OU code
should be charged. QU codes can be general or specific; for example, a code can designate
fossil/ hydro plants in general or one plant in particular.
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The operating unit codes in FMIS and the LOB codes in BDMS are also used to designate
allocation pools, FMIS processes allocation pools at month-end by distributing the total
amount in each pool to business entities according to predetermined percentages. Unlike
FMIS, BDMS does not capture allocable charges in a pool, but rather allocates them as they
are incurred. In BDMS, charges made to an allocable LOB are automatically distributed to
business entities using the same percentages that FMIS uses to process its comparable
allocation pool.

Duke Energy established a project within the Financial Reengineering Program to
implement the migration of the Midwest financial system to PeopleSoft. The Company
created specific teams that focused on various aspects of the migration. The general ledger
team, for example, had the responsibility for ensuring that BDMS journal entries and
allocations were effectively converted to PeopleSoft journal entries and allocations. A code
block team was responsible for conversion of the BDMS code block to PeopleSoft. Each
team was responsible for the analysis, design, build, test, and deployment phases of the
transition 3

At the same time, the Company put in place the “Business Area Readiness Network,” whose
representatives were accountable for successfully implementing transition activities within
their organizations. These representatives worked with personnel in their business areas to
develop detailed instructions for creating charges in the PeopleSoft system that had
previously been made in BDMS. The Company also had a group of personnel in place after
the cutover to answer questions about the new system. Company personnel indicated that
there were no significant issues after the system cutover, likely due to the extensive amount
of testing beforehand.3

Silverpoint-Vantage looked for unusual or high numbers of journal entries in-accounting
data from the second half of 2008, which could indicate that the Company had to make
significant corrections after the transition. The auditors did not see any evidence
contradicting the Company’s statement that the transition was relatively smooth. Similarly,
during data review and transaction testing, the auditors did not see any evidence of
widespread problems that would call into question the overall integrity and reliability of the
affiliate transaction data used in this audit.

D. TIME REPORTING, PAYROLL, AND LABOR RATES

The legacy Duke Power Organization uses Workbrain as its time reporting tool and the
legacy Cinergy organization uses the Labor Data Capture System (LDCS). Duke Energy
experienced problems trying to move the Midwest to Workbrain after the transition to

%/ Response to DR18.

%/ Interview of November 10, 2009.
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PeopleSoft in July 2008, and has since decided to implement a new common payroll input
system by early 2011.%7

Duke Energy pays exempt employees twice a month. Each exempt employee has a fixed
salary distribution that can consist of any combination of accounting cede block elements.
These employees submit time sheets each pay period if needed to record exceptions to their
fixed labor distributions, as well as to record any unproductive time such as vacations or
sick days. While most exempt employees use exception reporting, some, such as those in IT
and other project-oriented departments, positively report all of their time. Duke Energy
pays non-exempt employees every two weeks. In some cases, the Company also sets up
non-exempt (or even union) employees with fixed labor distributions, but generally these
employees must submit a time sheet in order o get paid. Each Duke Energy employee is
responsible for reporting his or her time consistent with corporate policy and business unit
requirements. The Company had no specific formal training regarding time reporting
during the audit period.® It does, however, have extensive Workbrain and LDCS user
support documentation in place, and responsibilities for reviewing employee time entries
are well defined 3

Hewitt Associates (Hewitt) processes payroll for both legacy organizations. After
processing the payroll, Hewitt provides detailed labor data back to the Duke Energy
accounting system. Duke Energy calculates hourly labor rates for each exempt employee on
a semi-monthly basis. These employees do not charge overtime, but rather normalize their
hours worked to represent the standard hours per pay period. As such, the average hourly
labor rate for an exempt employee does not vary. Duke Energy calculates separate regular
time and overtime hourly labor rates for non-exempt Service Company and utility
employees. It is common practice to charge overtime rates to the business unit responsible
for the overtime, but there is no formal policy to that effect.

As part of charging labor to specific business units or allocation pools, the PeopleSoft system
automatically applies the loaders for fringe benefits, payroll taxes, incentives, and
unproductive time# Accounting personnel enter the percentage for each labor loader item
into PeopleSoft each month. While rates typically remain constant for most of the year,
accounting personnel do monitor actual expenses and typically adjust loader rates in the
fourth quarter to clear any residuals compared to actual costs. Some departments prefer to

87/ Interview of November 16, 2009. The company has scheduled the first phase of implementation
for the summer of 2010, with full implementation by early 2011.

33/ Response to DR12.
¥/ Time reporting manuals provided in response to DR11.

4/ Hewitt supplied information to BDMS for the first six months of the audit period. The BDMS
system does not automatically apply a loader for incentives, so accounting personnel recorded them
at a departmental level via monthly journal entries. The Midwest tracked the actual costs of its labor
loaders but applied year-end true-up corrections at the business entity level. As such, BDMS
incentives and labor loader corrections are not traceable to individual affiliate transactions.
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use actual unproductive time expense in lieu of a specific fixed rate, in which case the rate
applied for unproductive labor from that department will fluctuate.

During transaction testing, Silverpoint-Vantage reviewed a few examples of loaded labor
rate calculations. Accounting personnel provided printouts from the time reporting systems
showing base salaries, actual hours worked, and default labor distributions. They also
demonstrated how the system calculated the loaders for fringe benefits, payroll taxes,
unproductive time, and incentives. The auditors were comfortable that the process was
working properly.

In the majority of cases, Duke Energy distributes labor costs for salaried personnel
according to their default labor distributions rather than via positive time reporting, so the
accuracy of those default distributions is important. Previous audit reports that addressed
Duke Energy affiliate transactions and cost allocation methods indicated that in some cases
Service Company employee default labor distributions were not updated to conform to
organization or job duty changes, and the auditors suggested that the Service Company
routinely review them for appropriateness#! Company personnel stated that the human
resources group now sends quarterly reports to managers for review to make sure the
default labor distributions are correct.? Silverpoint-Vantage believes that this resolves the
issue.

E. AFFILIATE TRANSACTION ACCOUNTING DOCUMENTATION AND
CONTROLS

HI1-F3 DE-Ohio does not maintain a formal affiliate transaction accounﬁhg manual,

DE-Ohio does not have a formal affiliate transaction accounting manual, and as such has no
common set of guidelines to assist employees in implementing accounting requirements.
Unlike its sister utility DE-Carolinas, DE-Ohio FE&G has no formal documentation that: (a}
specifies Service Company functions, allocation ratios, and allocation percentages applicable
to each functional cost allocation pool; (b) describes the method it use to derive Service
Company direct charge rates; or (c) describes transfer pricing rules and the methods it uses
to derive fully distributed cost rates for charges between utility and non-utility affiliates.

The corporation’s documentation of accounting, financial reporting, and related controls
and policies are written at a very high level.# Silverpoint-Vantage found that Duke Energy’s
corporate policy regarding accounting for inter-company transactions defines roles and
responsibilities in general terms, but provides no real detailed guidance on how to process

41/ TFinal reports in the audits of the merger-related agreements of DE-Indiana and DE-Kentucky
provided in response to DE 36.

42/ Response to DR 50.

4/ Final reports in the audits of the merger-related agreements of DE-Indiana and DE-Kentucky
provided in response to DR36.
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individual affiliate transactions.# Various groups within the Duke Energy organization
have developed specific guidelines and procedures for their own purposes, but there is no
cohesive set of policies and procedures relevant to a broader audience.4s

It is commonplace for utilities, particularly those with service companies, to maintain a
formal accounting manual or similar documentation that clearly defines the Company’s
policies and procedures for distributing costs among subsidiaries. In order to be a useful
reference for employees, accounting documentation should be reasonably detailed
regarding the recording and pricing of transactions. The rules for pricing each type of
affiliate transaction, whether by direct charging, direct assignment, or allocation, should be
clear and consistent with written agreements and regulatory requirements.

DE-Chio is not required by the PUCO to have an affiliate transaction accounting manual,
and does not have one. DE-Carolinas is the only Duke Energy utility that is required by its
commission to maintain and file a formal affiliate transaction cost accounting manual.% The
DE-Carolinas manual goes into more detail than the Service Company Agreement on the
subject of allocation pools. It also contains guidelines for non-Service Company affiliate
transactions, including the calculation of overhead and transfer pricing rules for charges to
regulated and non-regulated affiliates. Silverpoint-Vantage asked whether Duke Energy
planned to develop a corporate-wide affiliate transaction accounting manual or similar
documentation, now that the Midwest transition to PeopleSoft is complete. Accounting
personnel indicated that there are no current plans to do so.¥”

Silverpoint-Vantage looked for evidence of controls on the affiliate transaction accounting
process beyond high-level policy statements. The Company indicated that management’s
monthly analysis of budget variances and O&M expenses helps to ensure that affiliate
transaction charges are valid and that the amounts charged are appropriate.# Duke Energy
also recently began producing monthly crossbill reports that help business unit
management identify the source and nature of charges from the Service Company and other
affiliates #® As discussed in more detail in Chapter V, Duke Energy took steps during the
audit period to improve its accounting review procedures for affiliate transactions under the
Operating Company and Non-utility Agreements. The Company conducts annual training

4/ Duke Energy Accounting Policy Statement, ¥ Accounting for Inter-company Transactions Policy,”
provided in response to DR13.

15/ The accounting group responsible for Service Company allocations, for example, maintains a
document that summarizes functional pools and methods of allocation. See the Service Company
Cost Allocation Details, Cost Allocations in Service Agreements, provided in response to Data
Request #19.

16/ Sjlverpoint-Vantage used the DE-Carolinas manual as a reference document during this audit.
7/ Interview of November 16, 2009.

#/ Response to DR19.

¥/ Sample report provided in response to DR14.
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regarding affiliate rules and code of conduct issues for all of its employees, although it
conducted no formal training on specific affiliate cost accounting documentation during the
audit period .5

HI-R1 Develop and maintain a formal affiliate transaction accounting manual. {Refer to
finding III-F3

Silverpoint-Vantage believes it is appropriate for any utility with a service company, or with
service agreements among utility and non-utility affiliates, to maintain a formal affiliate
transaction accounting manual. The fact that DE-Chio is not required by the PUCO to
maintain an affiliate transaction accounting manual is not a sufficient reason for not doing
80.

F. BILLING AND SETTLEMENT PROCESS

HI-F4 Duke Energy’s procedures for billing and settlement of affiliate transactions are
adequate.

Duke Energy recognizes that failing to settle inter-company balances each month could
create cross-subsidization issues, since an affiliate’s relative cash position direct affects
whether it can lend to, or needs to borrow from, the money pool. Since December 2008,
Duke Energy settles the inter-company accounts payables and accounts receivable of DE-
Ohio and other affiliates in cash each month. These practices are consistent with the
requirements of the affiliate transaction agreements.

The Service Company, Operating Company, and Non-utility Agreements explicitly state
that the service provider should render to client companies a monthly statement of charges,
and that in turn each client company should remit all charges to the provider by the end of
the month in which it receives the bill. Although they do not contain similar language,
other affiliate agreements involving DE-Ohio FE&G imply the need to settle charges
monthly.5! Previous audit reports of Duke Energy’s affiliate transactions stated that the
Company did not follow these affiliate transaction billing and settlement protocols, noting
that failure to settle inter-company balances in a timely fashion is equivalent to a free loan
between affiliates. The audit reports recommended that the Company either make its
billing and settlement procedures consistent with the language of the service agreements, or
amend the agreements.?? Silverpoint-Vantage believes that the company’s actions since
those prior audits have resolved the issue.

50/ Responses to DR 12 and 19.
51/ The exception is the Joint Transmission Agreement, which is settled once a year.

£2/ Final reports in the audits of the merger-related agreements of DE-Indiana and DE-Kentucky
provided in response to Data Request #36.
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The Company amended the Service Company and Operating Company Agreements during
the audit period to state that parties may satisfy the billing and settlement requirement by
recording billings and payments in their common accounting systems without rendering
paper or electronic monthly statements or remitting cash payments. This change appears to
be consistent with Duke Energy’s corporate policy on accounting for inter-company
transactions, which generally states that: (a) Duke Energy wholly-owned affiliates do not
settle in cash unless there is a specific business reason or contractual obligation to do 50; and
(b) balances not settled in cash are reclassified to inter-company advance accounts.

Duke Energy’s actual practices, however, are more proactive. The Company stated that it
actually records cross-billing activity throughout the month and that Treasury settles net
inter-company receivables in cash by month’s end.> When asked about the apparent
conflict between the Company’s written policy and its actual practices, the Company stated
that if cash balances were not settled monthly, DE-Ohio might have the need to borrow
more or less under the Money Pool Agreement, based on unsettled net payables or

receivables. The Company reiterated that DE-Ohio’s inter-company positions are settled on
a monthly basis 55

53/ Duke Energy Accounting Policy Statement, “ Accounting for Inter-company Transactions Policy,”
provided in response to Data Request #13.

5/ Response to DR 105, 106, and 107.

55/ Response to DR 114. In response to DR 13, the Company indicated that DE-Chio did not begin
settling monthly with all affiliates until December 2008.
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IV. FINANCIAL AND LIABILITY SEPARATION

In this chapter, Silverpoint-Vantage discusses its review of the sections of the Ohio Code
that address financial liability and separation. The analysis is separated into two sections.
Section A addresses assignment of liabilities, tax sharing, money pool agreements, asset
transfers, investments in affiliates and asset sales and pricing. Section B provides a broad
discussion of “ring fencing” and the DE-Ohio Electric Security Plan.

A. FINANCIAL ISSUES
ASSIGNMENT OF LIABILITIES

IV-F1 With the exception of liabilities associated with DE-Ohio Generation and Service
Company activities, there are no liabilities assigned to affiliates.

Liabilities related to DE-Ohio are assigned to DE-Ohio business units in the corporate
accounting system. DE-Ohio did not identify any liabilities, with the exception of
liabilities related to the Service Company that would impact DE-Ohio FE&G customers.
The two main categories of liabilities for the Service Company relate to employee benefits
and executive benefits. Employee benefits are charged as a fringe benefit load on Service
Company labor. Executive benefits are typically charged through the executive allocation
pool on the Service Company. The liabilities for these benefits reside with the Service
Company, Cinergy Corp., or Duke Energy. Some of the other Service Company liabilities
are related to employee incentive accruals, vacation accruals, taxes and accounts payable
liabilities. The costs associated with these liabilities are assigned as part of either Service
Company labor loads, cleared through Service Company allocation pools or assigned
directly to the business units to which they related(e.g., Accounts Payable).%

Silverpoint-Vantage has concluded that these liabilities are reasonable and do not expose
DE-Chio to any undue risk.

DE-Ohio also has liabilities associated with its ownership of generating facilities. These
liabilities are addressed through the ESP and have been reviewed as part of the merger and
they are addressed in more detail elsewhere in this report.

The measurement and assignment of such liabilities is consistent with Ohio requirements
that adequate accounting controls and procedures are in place. The terms of the Duke
Energy Corporation Tax Sharing Agreement requires that each member participating in the
consolidated income tax returns of the Company be treated as if they had filed separate
Company income tax returns.

56/ DR 61
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TAX SHARING

IV-F2 The calculation of federal income tax for DE-Ohio FE&G is conducted using a
corporate policy that complies with the Tax Sharing merger Agreement.

Under the Duke Energy Agreement for Filing Consolidated Tax Returns and for Allocation
of Consolidated Income Tax Liabilities and Benefits” as of October 1, 2008, Duke Energy and
its members agree to join in the filing of a consolidated annual Federal income tax return
and to allocate the Federal tax liabilities and benefits among the members. The Agreement
describes the tax allocation procedures using the “corporate taxable income” method. It
also indicates that state and local taxes will be allocated where appropriate between
members using principles similar to those used to allocate the consolidated Federal income
tax liability. DE-Ohio’s income tax liability is calculated based on its net book income
adjusted as required by income tax laws and regulations.

Since there are no longer state income taxes in Ohio, there is no calculation for this area.

INVESTMENTS IN AFFILIATES

IV-F3 A review of Duke Energy Corporation’s Lines of Credit did not identify an:
instances in which DE-Ohio FE&G made improper investments in another

affiliate or pledged or used as collateral any utility assets on behalf of such
affiliate,

Silverpoint-Vantage requested a recap of all credit support provided within Duke Energy.
This request asked for the form, provider, amount, term, and beneficiary of each credit
support. It was to include all credit support including all guaranties, letters of credit, surety
bonds, treasury securities, or other credit support provided in support of the obligations of
anocther entity.

There are no guarantees to affiliates. Silverpoint-Vantage analysis of post merger
guarantees at Cinergy through September 2009, identified 52 instances of Cinergy shown as
the Guarantor totaling $383 million. A review of the Obligator and Beneficiary indicates
that many were part of Cinergy’s pre-merger business, including many companies
associated with Cinergy Solutions.

IV-F4 Analysis did not identify any instance in which DE-Ohio FE&G assumed the

obligation or liability of an affiliate or has become obligated to maintain the
financial viability of an affiliate.

The Receivables Loan Agreement among Cinergy Receivables Company as SPE with CG&E
as Collection Agent, Bank One, NA as Committed Lender and ABN AMRKO Bank, NV as
Committed Lender and Administrative Agent was reviewed for overall content and
continued applicability. The Receivables Loan Agreement, while dated February 14, 2002, is
still functional and provides adequate separation of financial liability between affiliates. In
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addition we interviewed Service company personnel to ascertain whether any obligations
were assumed during the audit period.” No obligations were identified.

MONEY POOL AGREEMENT

IV-F5 The policies and procedures associated with the utility Money Pocl Agreement

and the management of short-term cash and working capital are well
documented and comply with all merger conditions.

Duke Energy maintains an “Inter-company Funding Policy” that applies to DE-Ohio FE&G
and all other regulated affiliates. This policy was issued on April 1, 2006 and revised on
January 1, 2009. The statement and purpose of this document is to provide parameters
around the activities that encompass cash consolidation. Corporate Treasury has the
responsibility to ensure that in accordance with the "Corporate Cash Management Policy",
cash assets are, i) properly safe-guarded, ii) managed to maximize value within approved
investment parameters, iii} available to Corporate Treasury on a timely basis to fund general
corporate needs, iv) not left idle and under utilized, and v) not unnecessarily exposed to the
claims of lenders, other creditors, or unacceptable short-term cash investment risks.
Corporate Treasury is also responsible and accountable for funding all expenditures that
have been appropriately approved in accordance with the "Approval of Business
Transactions Policy"”. This funding will often require the movement of cash between
business entities in the form of Inter-company Cash Advances, Inter<company Loans, Equity
Distributions and/ or Inter-company Equity Investments.

In particular, Silverpoint-Vantage reviewed the Accountability: Roles and Responsibilities
as they apply to the Corporate or Business Unit. These roles and responsibilities required
that:

» all Corporate and Business Unit personnel of the Enterprise shall ensure
compliance with these guidelines;

s all Inter-company Funding Transactions must be approved in accordance with
the Delegation of Authority;

* originator of the transaction must coordinate with Tax, Treasury, Accounting
and Legal to determine the nature of funding (dividend or return of capital,
equity contribution, cash advance or Inter-company loan};

* each Business Unit Controllet, or his or her designee, will be responsible for
tracking, servicing and accounting for their respective Inter-company Funding
Transactions;

* notice of all Inter-company Funding Transactions, along with copies of any
supporting documentation, should be provided upon closing to the associated

Business Unit Controller's group and accounted for as appropriate for the type of
transaction;

57/ DR 52
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+ all Inter-company Funding Transactions should be accounted for and
periodically reviewed in accordance with the "Accounting for Inter-company
Transactions Policy".

ASSET TRANSFERS

IV-F6 Assct transfers to and from DE-Ohic FE&G were limited to distribution
equipment stores.

DE-Ohio made transfers with DE-Kentucky and DE-Indiana for Electric Meters and Line
Transformers. DE-Ohio made transfers with DE- Kentucky for Gas Meters,

Capital asset transfer information is electronically collected from the PassPort system for
this type of equipment transfer. Continuing Property Records are maintained in the Power
Plant system. The transferring detail information from Passport is matched to the
appropriate continuing property record in Power Plant to determine the average original
cost and an allocation of the accumulated reserve is made by Power Plant. A transfer is
recorded for original cost and accumulated reserve to complete the transfer transaction.

IV-F7 DE-Ohio FE&G's leases for equipment and facilities from Duke Energy
Corporation, has increased from 2008 to the first half of 2009,

An analysis of rent and lease expenses identified seven categories of lease equipment and
facilities. In 2008, DEO rented $8.2 mil or 14% of the total for those categories within Duke
Energy Corp. During the first six months of 2009, this amount increased to $9.3 million or
22% of the total for those categories.®

Compliance Audit of Duke Energy Ohio

Exhibit IV-]
DE-Ohio FE&G Leases For Equipment and Facilities
Jan. - Dec. 2008 Jan. - Jun. 2009

DEO Duke Total | Percent DEO Duke Total | Percent

Copier and Faxes 131,005 2,440 847 5% 194,127 1,218 612 16%
Warkstations 711,744 9,418,937 8% 742,680 5,561,504 13%
Natwork Storage 1,298,618 1,208616]  100% 153] 153]  100%
Tower Leases 568,923] 3,956,839 14% 470,482 .3,136,612 15%
\ehicles 2947426 18.085812 16% 4,500,047 10,790,769 23%
Mainframe 604,596 7,414,959 8% 1,193,974 3,735,840 32%
Rent (CRES) 1,912,022 14,469,417 13% 2,217,267 9,475,000 23%)|
B,174,332] 57,086,227 14% 9,318,620 42916490 22%)

%/ DR 45
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ASSET SALES PRICING

Asset Transfer procedures are defined in the FE&G Capitalization Policy Guideline and
Book Values which includes a specific section Midwest Guidelines,5

The Book Values explains how a group depreciation method is applied. The Midwest
Guidelines provides detail on how to determine book value of the original cost of an asset
within the Continuing Property Record (CPR). It addresses assodiated Accumulated
Reserve limits and the allocation process to be used. It specifically states thatallocation is
accomplished through dollar year weighted averaging with consideration to the current
salvage and cost removal factors associated with the current depreciation rates. The 1077-E
and 1076-E reports are used for determining book value.®

Duke Asset Transfer Procedures were also reviewed for content and completeness.
Sections of the procedures include: 1. Initiation of Transfer Request; II. Compliance
with Terms of Asset Transfer Agreement; IIL. E-Form Completed for Asset Transfers;

IV. Pricing Transfers and Accounting; V. Stores, Freight & Handling; VI. Reconciliation;
and VII. In-Kind Exchanges. The Procedures are a mechanism to ensure compliance
with requirements contained in the Asset transfer Agreements (ATA) and to ensure that
FERC and State pricing rules are followed. The ATA allows DEI, DEQ, DEC and DEK
to transfer assets among each other at cost if certain conditions are met, with exceptions
that asset transfers be priced to comply with asymmetrical pricing requirements.

There is also a Policy and Procedures for Generation-Related Inventory Transfers
between Duke Energy Ohio, Inc., and Duke Energy Kentucky, Inc., and Duke Energy
Indiana, Inc. which specifies, in detail, compliance with FERC Code of Conduct rules
{Affiliate Restrictions). Effective January 15, 2008, Transfers of generation related inventory
item(s) between Duke’s non-regulated Midwest utility affiliate (Duke Energy Ohio, “DEO”)
and its regulated Midwest utility affiliates (Duke Energy Indiana, “DEI” and Duke Energy
Kentucky, “DEK") are to be made in accordance with documented procedures. These
procedures provide detail on employee actions, categorization, delegation of authority,
and compliance with FERC required separation. The procedures also specify monthly
reporting and review by Supply chain and Asset Accounting personnel.

B. RING FENCING
REASON FOR RING FENCING
The issue of “ring fencing” arose during the initial Cinergy/Duke merger hearings as a

means of liability separation. There are a number of reasons for addressing this issue in this
compliance audit.

59/ DR 41

t0/ Page 108 of Duke Energy U.S. Electric & Gas Capitalization Guidelines
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e In determining compliance with the merger requirements, the auditors need to
verify that no additional risk has been added to existing DE-Ohio ratepayers.

» The current ESP expires at the end of 2011 and therefore this issue will be
addressed once more.

« Finally, the current carbon legislation being discussed in Washington DC could
have an impact on the vafue of the non-regulated power plant holdings of DE-
Ohio,

For these reasons, Silverpoint-Vantage provides an extensive discussion of the issue, general
approaches to addressing ring fencing, and its recommendations as to actions DE-Ohio
should take in response to this audit and in preparation for the termination of the existing
Electric Security Plan.

The financial separation (i.e., ring fencing) protections in place between DE-Ohio FE&G and
the non-regulated generation portion of DE-Chio were addressed during the merger
hearings. In Case No. 05-732-EL-MER the Staif Recommendations addressing ring fencing”
noted that the Ohio Revised Code and existing Commission regulations insulated Ohio
ratepayers and DE-Ohio from adverse effects of the holding company or affiliates. The
Commission conclusions agreed with Staff's recommendation in its Finding and Order
dated December 21, 2005. In the order the Commission stated that:

“Tt is also important that the Ohio regulated utility be protected, or “ring-
fenced”: such that it is not adversely impacted by the actions of another
affiliate or holding company. This concern is consistent with an earlier-
ordered Commission COI and various asset and debt issuance controls. The
Ohio Revised Code and existing Commission regulations will work to
insulate the CG&E and Ohio ratepayers.”

Duke further noted that there were Security and Exchange Commission Public Utility
Company Holding Act (SEC PUCHA) reporting requirements (34 and 35 Act) in place for
this protection.s!

RING FENCING BACKGROUND

Ring fencing mechanisms have been discussed by regulatory commissions for a number of
years and the excerpts from a March 2003 NARUC Subcommittee on Accounting and
Finance shed light on definitions and need for this issue to be addressed.® The following is
paraphrased from that document.

61 DR 34, Copy of Staff Recommendations and the pertinent pages of the Finding and Order.

62/ March 2003 NARUC Subcommittee on Accounting and Finance group report that included Joe
Buckley of the PUCO. The document is included as a work paper and can be referred to for further
reference.
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Why Ring Fencing?

Due to recent and new events in the energy industry, including the implosion of Enron in
late 2001, investigations into the trading activities of numerous marketers, the general ghut
of electricity in the marketplace, and ongoing legislation addressing carbon issues and
global warming there has been a general trend towards electric utility bond downgrades.
These downgrades have been most notable for electric utility companies operating within
larger corporate structures and for those operating in states that have, or are in the midst of,
restructuring. Although ulilities that remain fully bundled may not appear in and of
themselves to be riskier, bond rating agencies are more inclined to rate utility bonds at a
rating similar to that of its parent company.

Because of the recent trend of rating agencies to consolidate utilities and non-regulated
affiliated companies when evaluating risks, there has been increasing concern over the
impact of non-regulated ventures upon the utility’s access to debt and equity capital and the
corresponding cost of such capital as well as the prospect of the utility being pulled into
bankruptcy by its parent’s insolvency. As a consequence, ring fencing techniques are
gaining the regulator’s attention.

The current issue of carbon cap legislation may add further risk to coal fired power plants
with risk to bond ratings of the company holding debt.

Ring Fencing Mechanism

There are several techniques that can be employed separately, or together, to insulate a
utility from the risks of affiliate issues within a holding company system. These include
pro-active regulatory oversight, financial restrictions, structural separations, and operational
controls. In ring-fencing, a shell is built around the utility by employing techniques to
create a “package of enhancements.” According to Standard and Poor's (S&P), a properly
structured package of enhancements consists of three elements:

e aspecial “Structure,” often including a “special purpose entity,” structured in a
way that reduces the risk of a subsidiary being pulled into bankruptcy along
with its parent;

= atightly drafted set of covenants, including dividend tests, negative pledges,
non-petition covenants, prohibitions from creating new entities, restrictions on
asset transfers and inter-company advances, that preserve the financial well-
being and autonomy of the ring-fenced subsidiary;

» the third element is collateral. If the debt is fully secured by a pledge of all or
substantially all of the assets of the subsidiary, the parent, in principle, has less
freedom to deal with the assets of the subsidiary.

According to Fitch, “Financial restrictions imposed solely through internal corporate policies
are a weaker method of isolating issuer risks relative to those mandated by law, regulation
or contract because the corporation may adjust its policies at will. Nevertheless, corporate
policies are helpful indicators of management intent, While there arc cases in'which a
financially stressed parent has extracted dividends, inter-company loans or assets from its
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regulated utility subsidiaries, there are numerous cases illustrating voluntary restraint by a
financially stressed parent holding company.

Structural separations are another way to insulate the utility from the risks of non-regulated
affiliates. One such structural separation is multiple ownership. When a utility is controlled
by at least two parents or is the subject of a joint venture, the financial problems of any one
of the parents is less likely to have consequences for the credit quality of the utility.
Generally, the utility will be better insulated if credible owners are on equal footing and are
able to prevent each other from harming the credit quality of the utility.

Holding Companies are generally structured in one of two ways, The first, more common
structure, involves a non-regulated shell holding company, which owns the equity of both
the regulated and non-regulated subsidiaries. In the second structure, the regulated utility
operates as the parent holding company owning stock in various subsidiary companies. It
may prove to be easier to insulate a utility if it is held as a subsidiary in a holding company
structure instead of a structure in which the utility holds the equity (and therefore the equity
risk) of various subsidiaries.

In some instances, the utility is held as a division of a parent company, without a separate
capital structure. In these instances, the regulator might want to consider requiring utility
operations be held as a separate subsidiary instead of being operated as a division so thata
clearly separate capital structure can be defined. As Fitch notes, the holding company
structure aids in the construction of a strong ring fence. A regulated utility operating as a
division of the parent company results in a higher risk profile for the utility than if held as a
separate subsidiary.

The final way to achieve insulation is the imposition of restrictions from the outside - from
regulation, or even legislation, particularly at the state level. The strongest form of
regulatory insulation exist where there are tight, statute-based restrictions on cash and asset
transfers coupled with active and pre-emptive oversight by the regulatory body.

State Commissions, such as the PUCO, generally have broad powers to protect utilities from
any adverse actions of affiliated companies, Some of these powers are explicitly provided
for by statute, including prohibitions on the use of debt for non-utility purposes and
encumbering utility assets for non-utility purposes. The regulator might also be proactive in
encouraging a properly structured package of ring-fencing enhancements as discussed
above. That is to say, the regulatory entity might require the insertion of a special purpose
entity between the utility and the holding company, structured in a way that reduces the
risk of the utility being pulled into bankruptcy along with its parent or other affiliated
company. This could also require a tightly drafted set of covenants subject to commission
Teview.

Additionally, many Commissions have codified Codes of Conduct and Cost Allocation
Rules as the energy market has evolved toward a more competitive market. Other tools
employed by Commissions to safeguard utility assets have been established through Orders
under the Commissions broad power of ensuring that utilities provide safe, adequate, and
reliable services at just and reasonable rates (or prices).
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S&P states that "insulation brought about by legislative statutes is a great deal more certain
than state utility commission rulemaking and will provide for greater ratings separation."
S&P also states that, “Notably, most state regulators maintain their state or commission has
explicit laws or regulations in place that provide sufficient authority to prevent the financial
condition of the utility from being adversely affected by the activities of non-regulated
affiliates. However, from a credit perspective, Standard & Poor's believes most of these
laws and regulations to be reactive measures; they do not prevent the diversified businesses
from weakening the regulated business. These rules typically enable state regulators o take
action only after the damage has occurred.”

Federal Role

There was a recent set of hearings before the Committee on Energy and Natural Resources
of the United States Senate on The Adequacy of State and Federal Regulation of Electric
Utility Holding Company Structures on May 1, 2008. Silverpoint-Vantage found the
testimony of Mr. Scott Hempling of particular interest and summarized here to add support
for the need to re-examine the DE-Ohio separation between it and the non-regulated
generation it owns. |

The stated purpose of the heating referenced above was to “examine the adequacy of state
and federal regulatory structures for governing electric utility holding company structures
in light of the repeal of the Public Utility Holding Company Act” of 1935, and in particular
to discuss the concerns raised by the report of the United States Government Accountability
Office (GAQ), Recent Changes in the Law Call for Improved Vigilance by FERC, GAO 08-289
(February 2008). These “recent changes” are the 2005 repeal of the Public Utility Holding
Company Act of 1935, and the new FERC authorities established by the Public Utility
Holding Company Act of 2005.

Some of the points discussed in this testimony and that need to be considered in future
hearings regarding the Repeal of PUHCA 1935, appropriate corporate structure for DE-Ohio
and its generation assets, separation of risk associated with liabilities held by DE-Ohic that
support generation assets.

The Federal Energy Regulatory Commission has recently undertaken steps to increase its
active oversight of utility/holding company relationships for those utilities under its
jurisdiction. These steps include an on-going rulemaking initiative into cash management
practices and a recent decision to impose new conditions to all future public utility issuances
of secured and unsecured debt authorized by the commission. These conditions are:

» public utilities seeking authorization o issue secured debt backed by a utility
asset must use the proceeds of the debt for utility purposes only;

* if any utility assets that secure debt issuances are “spun off,” the debt must
follow the asset and also be “spun off;”

» if any of the proceeds from unsecured debt are used for non-utility purposcs, the
debt must follow the non-utility assets. If the non-utility assets are “spun off,”
then a proportionate share of the debt must follow the “spun-off” nen-utility
assel; ‘
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« if utility assets financed by unsecured debt are “spun off” to another entity, then
a proportionate share of the debt must also be “spun off.”
DE-OHIO POSITION ON RING FENCING

IV-F8 Ring fencing will need to be addressed by the end of 2011 when the current
Electric Security Plan ends.

The Silverpoint-Vantage consultants asked the Company about debt associated with the
power plants in the ESP that rely on DE-Ohio FE&G utility assets for collateral. DE-Ohio
responded that the power plants that are covered by the DE-Ohio ESP are all assets owned
by DE-Ohio Pursuant to Chapter 4928 of the Ohio Revised Code, generation is a competitive
service, The Commission’s approval of DE-Ohio’s ESP in Case No, 08-920-EL-S50
specifically provided that the DE-Ohio separation plan then in effect would remain in effect,
except that the Company was allowed to transfer to an affiliate or sell to an unaffiliated
party five gas-fired generating assets, subject to FERC approval. In addition, DE-Ohio
agreed to withdraw its then-pending request to transfer certain previously used and useful
assets, provided that it may file a subsequent such request to be effective no earlier than
January 1, 2012.

Generation services are unregulated. Thus, while DE-Ohio generating assets have not been
spun off to a corporate entity that is separate from the regulated electric and gas operations,
the generating assets are treated internally as if they were held by an affiliate. Although this
separates the two sides of the DE-Ohio from a functional standpoint, it does not create a
separate legal entity for the purpose of financing arrangements.

When asked if any affiliate relied upon DE-Ohio FE&G for credit support, Company
personnel responded that it has not provided credit support to any affiliates. Because the
regulated portion of DE-Ohio is not a separate legal entity, it has therefore not provided
credit support to any affiliate.

The auditors asked about the specific regulations referred to in the order and the referenced
SEC 34 and 35 Act and in the Ohio Revised Code. The Company stated that the Finding and
Order in Case No. 053-732-EL-MER, approving the merger, did not specify what Chio laws
or regulations were deemed to provide protection against actions by affiliates that might be
adverse to the interests of Ohio consumers, The Commission Staff recommendations
similarly reference the Ohio Revised Code and existing Commission regulations, without
specifying which laws and rules staff found to be relevant. DE-Ohio cannot make
assumptions regarding which specific statutes or rules were intended by the Commission or
Staff. With regard to reporting requirements under PUHCA, any such requirements appear
to be irrelevant at this point, based on the repeal of PUHCA in 2005. Therefore, no reference
to PUHCA should have been included in the response.

Silverpoint-Vantage explored threats to the adequacy of monitoring ring fencing within DE-
Ohio that could affect risk to DE-Ohio FE&G ratepayers. The Company indicated that DE-
Ohio complies with all applicable statutes and Commission rules which, as the Commission
cofrectly recognized in the merger order, will insulate Ohio ratepayers from any threats that
might be connected with ring fencing. The Company has internal systems to ensure that it

ﬁwww Silverpoint Consulting



48

continues to comply with all merger requirements, including this one. However,
Silverpoint-Vantage, based on interviews with DE-Ohio and Service Company personnel,
was not able to identify any individuals who have studied this issue recently or any studies
the Company conducted to address emerging issues.

The auditors asked the Company what structural provisions it considered during the most
recent rate case to separate affiliate debt responsibility from DE-Ohio FE&G. The Company
assumed that this question was asking whether DE-Ohio has considered proposing any
structural changes that would avoid any possibility that ratepayers could be impacted by
debt that might be incurred within DE-Ohio for generation-related purposes. DE-Ohio
stated that in the ESP proceeding, the Company initially applied for authorization to
transfer its generating assets to an affiliated entity. As the distribution rate case would not
have been the appropriate vehicle for structural changes, no such suggestions were
considered in that case.

IV-R1 Develop a plan, as part of the next Energy Security Plan discussions, to
determine if further insulation from Duke Ohio ratepayers or complete

separation of risks associated with DE- Ohio owned generation assets is
appropriate. Refer to finding IV-F8)

The need for a revised ESP in 2011, provides the opportunity to address this issue in greater
detail. Some initial steps that DE-Ohio should be required to perform include:

 conduct a risk assessment of the DE-Ohio-owned generation system given current
industry issues;

o identify means to either, further insulate ratepayers, or to separate ownership in a
manner that does not impair ratepayers;

« develop proposed solutions and provide to the PUCO by mid-2011 in order to
complete any necessary hearings and transactions before the termination of the ESP.
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V. OPERATIONAL AGREEMENTS

A. INTRODUCTION

DE-Ohio FE&G is party to several agreements with affiliates other than the Service
Company. In this chapter, Silverpoint-Vantage examines the charges between DE-Ohio
FE&G and its affiliates under these agreements during the 18-month audit period. The
auditors discuss the Company’s process for handling requests for service under the
Operating Company Agreement and Non-utility Agreement, and revisit the concerns with
the process identified in prior audits of Duke Energy’s affiliate transactions. Silverpoint-
Vantage discusses the methods the Company uses to derive transfer prices under the
agreements, including the development of overhead loaders. Finally, the audit team
discusses the results of its data analysis and testing to determine if transactions involving
DE-Ohio FE&G during the audit period were properly priced and adequately supported,
and that they did not result in cross-subsidization.

B. OPERATING COMPANY AGREEMENT AND NON-UTILITY
AGREEMENT TRANSACTIONS

SERVICE REQUEST PROCESS

V-F1 Duke Energy improved its affiliate transaction review process during the audit
period.

To address concerns identified in prior affiliate transaction audits, the Company put in place
improved procedures to ensure the consistent use of Service Request Forms (SRFs), the
appropriateness of transfer prices, and adherence to approved cost thresholds. Although it
did so after the audit period, the Company took steps towards improving its process for
tracking charges related to individual SRFs by incorporating a new affiliate charge report
that provides spending information and valid date ranges. Silverpoint-Vantage believes the
Company’s procedures are adequate and that no recommendation is required in this area,
however, in the next audit, the auditor should substantiate that the review process remains
adequate and that the company can accurately identify charges under each SRE.

Transactions between DE-Ohio FE&G and its regulated and non-regulated affiliates not
otherwise covered by a separate agreement are governed by the Operating Company
Agreement or the Non-utility Agreement. Under both agreements, parties must perform
services for one another in accordance with formal Service Requests. Duke Energy uses a
formal SRF to record the requestor, provider, description of service, approvals, estimated
costs, accounting codes, and scheduled start and end dates for specific work performed
subject to the agreements. The company uses a Service Request Form database to keep track
of the requests.
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A few issues with the Service Request process were identified in prior affiliate transaction
audit reports; specifically: €

¢ Duke Energy affiliates did not consistently issue formal Service Requests for
work under the agreements;

« Duke Energy cannot accurately identify charges associated with each Service
Request;

* insome cases, actual charges for work performed subject to SRFs exceeded
approved estimates;

» Guidelines regarding the types of charges that can be covered by a Service
Request were not consistently followed.

During the audit period, the Financial Planning and Reporting accounting group had
responsibility for reviewing FE&G-related transactions, including reviewing reports of
inter-company charges and linking charges to specific service requests. Duting 2008, the
group implemented more formal procedures for reviewing SRFs, which included:s

confirming that a SRF is in place, and if not, creating one;

verifying that accounting information, such as responsibility center, is correct;
reviewing charges above a given dollar threshold level, and spot checking others;
confirming that pricing is consistent with the service agreements, affiliate
guidelines, codes of conduct, and pricing requirement’s

» tracking charges to SRFs and investigating charges not tied to a specific SRF.

The review process was centralized under the Director of Financial Planning in January
2009. Qutside the audit period, in July, 2009, the Company incorporated into the process a
new affiliate charge report that provides spending information and valid date ranges for
SRFs.% Silverpoint-Vantage reviewed a copy of the report and believes it will simplify the
process of monitoring SRF spending.

The Company’s written guidelines on SRFs state that only labor and materials associated
with providing the requested service should be charged to an SRF, but often other charges
were included. To address the observation that affiliates transferred inventory items as part
of service requests, Duke Energy put in place new agreements during the audit period to
cover transfers of assets, particularly inventory items (discussed below).

Duke Energy has adopted a proactive approach by setting up SRFs early in the year for
work that may ultimately not be needed, such as for storm support from affiliates.
Similarly, the charges for actual work performed under an SRF during the year may be well

63/ Final reports in the audits of the merger-related agreements of DE-Indiana and DE-Kentucky
provided in response to DR36.

&/ Final reports in the audits of the merger-related agreements of DE-Indiana and DE-Kentucky
provided in response to DR36.

&/ Response to DR56,
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below the approved maximum amount. Silverpoint-Vantage requested a report of all SRFs
in effect during the audit period that had DE-Ohio FE&G as one of the parties. The
following Exhibit shows a few examples of the 47 SRFs listed in the report.

Compliance Audit of Duke Energy Ohio

Exhibit V-1

Service Requests Involving DE-Ohio FE&G

Client SRF# Description Est. Cost

DE-TE&G as Provider

DE-Kentucky 730 | Perform all O&M services for 2009 $1,200,000

DEBS 402 | Labor for employees that charge 440,000
DEK/DEBS

KO Transmission 657 | O&M services for 2009 200,000

Duke Energy One 561 | T&D construction/ maintenance projects 240,000
2009

DE-Indiana 135 | Perform repair of oil-filled equipment 743,000
2009

Provider SRF# Description Est. Cost

DE-FE&G as Client

DE-Kentucky 729 | Perform all O&M services in 2009 $1,200,000

DE-Ohio Non- 360 | Overhaul work at Woodsdale 2008-09 1,500,000

regulated

DE-Carolinas 342 | Assist in emergency restoration 2008 996,000

DE-Indiana 574 | Auxiliary call center support 2009 50,000

During the audit period, there were 35 SRFs with DE-Ohio FE&G as the service provider;

the total estimated cost under the SRFs was $5.7 million. Of these, sixteen involved work for
utility affiliate DE-Kentucky and nine involved work for non-regulated affiliate Duke

Energy One. During the audit period there were twelve SRFs with DE-Ohio FE&G as the

service recipient; the total estimated cost under these SRFs was $4.3 million.$ Of these,
seven involved DE-Carolinas, and one involved the non-regulated portion of DE-Ohio.

¢/ Response to DR55. DE-Ohio FE&G's clients under the 35 SRFs are: DE-Kentucky-16; Duke

Energy One-9; DE—Carolinas-3; DE-Indiana-3; DEBS-2; Duke Energy Generation Services-1; KO
Transmission-1. The providers to DE-Ohio FE&G under the twelve SRFs are: DE-Kentucky-2; DE-
Carolinas-7; DE-Indiana-2; DE-Ohio Non-regulated-1.

m;ﬁxmlﬁm. nc.
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TRANSFER PRICING

The Operating Company Agreement and Non-utility Agreement state that charges for
utility-related work (other than that involving DE-Ohio non-regulated generation), must be
priced at fully distributed costs, which means that a utility must apply some amount for
overhead to its fully loaded labor charges to meet this standard. The Rates and Regulatory
Accounting Group develops a standard overhead labor cost multiplier rate to be used when
billing work outside the utility. The components of the FE&G overhead cost multipliers in
use during the audit period are summarized in the following Exhibit.¢”

Compliance Audit of Duke Energy Ohio

Exhibit V-2
FE&G Labor Cost Multipliers
July 2007-June 2008 July 2008-June 2009
Overhead Companent Standard Standard

Administrative Cost 1118 1137
Corporate Governance Cost 1003 0964
Employee Training Cost 0188 0300
Service Company Services Cost 7258 7033
Facilities Cost 1286 1305
Supervisory Cost .2010 1908
Total Overhead Multiplier 1.2864 1.2647
DE-Ohio FE&G Labor 1.5770 1.8561
Multiplier
Total Ohio FE&G Cost 2.8634 3.1028
Multiplier

Silverpoint-Vantage reviewed with accounting personnel the derivation of the overhead
loaders,® and found the approach reasonable.

To calculate a fully distributed cost labor rate for work charged to an affiliate, a utility
applies both the overhead multiplier and the labor multiplier, (which reflects fringe benefits,
payroll taxes, unproductive time, and incentives) to a base wage rate. As an example, the
standard fully distributed hourly rate in June 2008 for a DE-Ohio FE&G non-exempt
employee with an hourly labor rate of $30 per hour would be $85.90 per hour, ie., $30

&/ Response to DR358.

8/ Interview of December 14, 2009,
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multiplied by the sum of 1.2864 and 1.5770, or 2.8634. Silverpoint-Vantage believes that this
approach for deriving fully distributed costs for utility labor is reasonable.

When non-utility affiliates charge Iabor to DE-Ohio FE&G or any other utility affiliate,
however, they apply standard labor loaders but no overhead. The Company decided that it
was not cost-effective to derive separate overhead loaders for non-regulated affiliates, given
the relative infrequency of such charges. During the first six months of 2009, for example,
there was less than $300 of labor charges from non-regulated affiliates to DE-Ohio FE&(.6?

While affiliate transactions priced at fully distributed cost are the norm, there are situations
under the Operating Company Agreement that require different standards for transfer
pricing. The first relates to transactions between the non-regulated generation portion of
DE-Ohio and other utilities, which are governed by new agreement language regarding
FERC asymmetrical pricing requirements.”® Specifically, services from the DE-Chio non-
regulated generation business segment must be priced at no higher than market, and
services from Duke Energy utilities to the DE-Ohio non-regulated generation segment must
be priced at the higher of cost or market. The asymmetrical rules do not apply to charges
between the regulated and non-regulated portions of DE-Ohio, as they are both part of the
same legal entity.”

The other situation pertains to transactions involving DE-Carolinas. The Operating
Company Agreement incorporates the “DE-Carolinas Conditions,” which state that services
provided to or by DE-Carolinas must be priced in accordance with the Code of Conduct
approved by the North Carolina Utilities Commission. The Code of Conduct states that
non-power, non-generation, or non-fuel goods and services provided by DE-Carolinas to its
utility affiliates or by utility affiliates to DE-Carolinas, with a single item or transaction
amount of $100,000 or less, can be transferred at the fully distributed cost. However,
transfers above either the single item/ transaction limit of $100,000, or an aggregate anmual
limit of $7.5 million, are subject to the cost versus market pricing rules set forth in the code.
Specifically, DE-Carolinas in such cases must pay the lower of fully distributed cost or
market price for goods and services it receives, and must be paid the higher of fully
distributed cost or market price for goods and services it provides.

DE-Ohio provided emergency storm support totaling approximately $250,000 to DE-
Carolinas in March 2009.7 As the total transaction was greater than $100,000, under the
Carolinas Conditions, DE-Carolinas was required to pay market price for these services.
DE-Ohio FE&G calculated its hourly rate at $126.71 per hour, which was $45 per hour above

9/ Response to DR117. Non-regulated affiliates have chosen to use the FE&G loader in lieu of
developing separate rates.

7/ In response to DR112, the Company cdlarified that FERC pricing rules were in effect for the entire
audit period, although it did not file an amended agreement until Septembet, 2008.

71/ Response to DR113.

72/ Responses to DR 77 and 117.
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market.” DE-Ohio received its fully distributed cost for the services, but to satisfy the
regulatory condition, DE-Carolinas recorded the above-market portion of those costs below
the line.

V-F2 Duke Energy’s method for calculating transfer prices under the Operating

Company Agreement and Non-utility Agreement is reasonable.

To ensure that neither party cross-subsidizes the other, the Operating Company Agreement
and Non-utility Agreement require that charges for utility-related work must be priced at
fully distributed costs. DE-Ohio FE&G and the other regulated Duke Energy utilities
calculate labor transfer prices by applying to base wages an overhead labor cost multiplier
and a labor loading multiplier. Silverpoint-Vantage believes that the Company’s approach
for deriving fully distributed cost for utility labor is reasonable. This conclusion also applies
to transactions involving DE-Ohio FE&G under the Gas and Propane Agreement, which has
similar pricing terms.

Non-utility affiliates that charge labor to DE-Ohio FE&G or its sister regulated utilities apply
to base wages standard labor [oaders but no overhead. Given the relative infrequency of
such charges, Sitverpoint-Vantage believes it is reasonable for the Company not to devote
the resources needed to calculate overhead loaders given the low frequency and value of
labor charges from non-utility affiliates.

C. OTHER AFFILIATE TRANSACTIONS
1. Gas and Propane Agreement
A portion of the work performed by DE-Ohio for DE-Kentucky under the Gas and Propane

Agreement was performed by FE&G personnel; total charges during the audit period for
this work are summarized on the following Exhibit.”

7/ Response to DR77.

74/ Response to DR108,
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Compliance Audit of Duke Energy Ohio

Exhibit V-3
Charges from DE-Ohio FE&G to DE-Kentucky

Woodsdale Generation Plant Work

DE-Ohio FE&G Dept 2008 6 mo 2009 Total
Gas gperations $128 $14,183 $14,311
Substation $16,350 $39,887 $56,237
maintenance
Total $18,485 $54,070 $70, 548

Pricing terms under this agreement are similar to the other operating agreements discussed
above, in that DE-Kentucky pays DE-Ohio’s fully distributed cost for the work.

BISON INSURANCE

DE-Ohio receives insurance services from Duke Energy’s captive insurance subsidiary,
Bison Insurance. According to Duke Energy, its insurance program requires that costs be
identified and allocated to a business unit or subsidiary based on its contribution to the risk
of the entire Company. The program was designed Lo encourage risk control, early claims
reporting, and efficient claims management, and for cost-based product/service pricing.7s
Duke Energy developed specific premium calculation methods for each line of coverage (i.e.
general liability, property, etc.), which is similar to how commercial insurance underwrites
risk. The Company generally allocates costs, Le., insurance premiums, on the basis of a
blend of exposure and historical loss experience.

V-F3 Duke Energy’s method for calculating the cost of premiums from Bison
Insurance is reasonable.

DE-Ohio FE&G receives insurance services from its affiliate, Bison Insurance. The Company
generally allocates insurance premiums on the basis of a blend of exposure and historical
loss experience, Silverpoint-Vantage believes this approach is consistent with the concept of
fully distributed cost.

D. ASSET TRANSFERS

In a recent audit report on DE-Indiana’s compliance with affiliate standards, the auditors
were concerned that the Company did not have formal policies and processes in place for

%5/ Response to DR48.

w"" Silverpoint Consulting



56

asset transfers.’ Silverpoint-Vantage believes that the Company’s actions during the audit
period have addressed those concerns. Duke Energy put in place two new agreements, the
Utility Asset Agreement and Non-utility Asset Agreement, which govern asset transfers
between affiliates. Under these agreements: (a) transfers between regulated utilities are
made at cost, based on average unit price; (b) transfers from regulated utilities to non-
regulated affiliates are priced at the higher of cost or market; and (c) transfers from non-
regulated affiliates to regulated utilities are priced at the lower of cost or market. The terms
of the agreements are consistent with FERC asymmetrical pricing rules. Duke Energy also
developed written policies and procedures to ensure that Company personnel apply
appropriate asset transfer pricing rules” Silverpoint-Vantage reviewed the documentation
and found it to be adequate.

There were no asset transfers between the regulated and non-regulated portions of DE-Ohio
during the audit period, or between DE-Chio FE&G and other non-regulated affiliates.”™
The majority of DE-Ohio FE&G asset transfers involved inventory items, which totaled
approximately $16 million during the 18-month audit period.” The Company uses the
Passport system to track the movement of inventory items, which it charges out at the
average unit price of the issuing location, consistent with the Utility Asset Agreement.

In addition to inventory, DE-Ohic FE&G transferred capital assets with DE-Kentucky and
DE-Indiana. The following Exhibit summarizes the asset transfers reflected in plant
property records during the audit period.2

76/ Final report of the DE-Indiana Affiliate Standards compliance audit, provided in respanse to Data
Request #35.

77/ Documents provided in response to DR41.
7/ Interview of November 11, 2009,
7/ Response to DR104.

8/ Responses to DR39 and 90. The capital asset transfers took place between November 2007 and
October 2008, but were not reflected in Power Plant property records until the end of 2008.
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Compliance Audit of Duke Energy Ohio

Exhibit V-4
Capital Asset Transfers
Number | Total Value
Electric Meters
Ohio to Indiana 429 $121,761
Indiana to Ohio 1,544 553,937
Ohio to Kentucky 633 274,516
Kentucky to Ohio 3,518 413,242
Gas Meters
Ohio to Kentucky 148 132,423
Kentucky to Ohio 1,368 241,928
Line Transformers
Ohio to Kentucky 256 653,994
Ohio to Indiana 38 237,544
Indiana to Chio 61 125,477

Duke Energy uses the Power Plant capital-asset accounting system to maintain the fixed
asset records of its regulated utilities. The Company collects data on capital asset transfers
in its Passport system, and matches them to the appropriate continuing property records in
the Power Plant system to determine the average original cost and allocation of
accurmulated reserve for each asset, which forms the basis for setting transfer prices
consistent with the Utility Asset Agreement.

V-F4 Duke Energy implemented adequate asset transfer policies and processes during
the audit period.

Duke Energy formalized its asset transfer process and procedures during the audit period.
The Company put in place the Utility Asset Agreement and Non-utility Asset Agreement to
govern asset transfers under pricing terms that are consistent with FERC asymmetrical
pricing rules. It also developed written policies and procedures to ensure that company
personnel apply asset transfer pricing rules correctly.

E. DATA REVIEW AND TESTING

The company provided inter-company charge data for transactions during the audit period
that involved DE-Ohio FE&G and other business units, excluding the Service Company. #
Silverpoint-Vantage selected charges (e.g., invoices, labor charges) associated with

81 Data provided in response to DR117.
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transactions between DE-Ohio FE&G and its affiliates for testing in order to determine if the
company applied the appropriate pricing terms and that it could provide adequate
supporting documentation for the charges.

V-F5 During the audit period, Duke Energy changed its policy regarding the inclusion

of overhead in labor costs charged between the regulated and non-regulated
portdons of DE-Ohio,

Silverpoint-Vantage examined inter-company charge data and found, for example, that DE-
Ohio FE&G did not apply the overhead labor cost multiplier to the labor charged to the DE-
Ohio commercial power business segment during the first half of 2009, The Company
indicated that it had applied overhead to labor charges in such transactions for the first half
of 2008. After the conversion to PeopleSoft in mid-2008, the Company decided that it would
not apply the affiliate overhead loader in transactions between the regulated and non-
regulated portions of DE-Ohio because they occurred within a single legal entity.52

V-R1 Duke Energy should clarify with Staff its position regarding the appropriate
treatment of transactions between the regulated and non-regulated portions of
DE-Ohio, (Refer to Finding V-F5.) -

While the commercial power segment of DE-Chio is not technically an affiliate of DE-Ohio
FE&G because it is part of the same legal entity, the utility had until recently treated it as
such for the purposes of pricing transactions. The company continues to issue formal
Service Requests for services between the two segments, consistent with the Non-utility
Agreement, but no longer follows the transfer pricing requirements of that agreement.

DE-Ohio FE&G charged over $100,000 in labor to the commercial power segment in the first
six months of 2009, which previously would have triggered an associated overhead charge
of approximately $200,000. Labor charges from the commercial power segment to DE-Ohio
were more significant, totaling several million dollars in the first half of 2009. The financial
impact on DE-Ohio FE&G of the change in policy could be significant.

8 Email of February 18, 2010.
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VI. SERVICE COMPANY COST DISTRIBUTION
METHODS

A. BACKGROUND

Duke Energy’s Service Company charged $1.7 billion to its client companies during 2008,
and nearly $1 billion during the first half of 2009. In this chapter, Silverpoint-Vantage
describes and evaluates the methods by which the Service Company distributes its charges.
The auditors provide a brief background of the Service Company organization and the
functions that it performs; they also describe and evaluate the underlying factors that the
Service Company uses to allocate shared service and governance costs, and evaluate
whether the methods for calculating allocation percentages based on those factors are
reasonable. Silverpoint-Vantage describes the Service Company’s direct charging methods
and its treatment of overhead costs, and revisits the concerns with Duke Energy’s cost
distribution methods that were identified in prior audits of affiliate transactions and cost
distribution methods. Finally, the audit team discusses the resulis of its testing to determine
if allocation percentages were correctly calculated and applied to charges during the audit
period. :

B. THE SERVICE COMPANY ORGANIZATION

VI-F1 The number of Service Company personnel significantly increased during the
audit period.

The number of Service Company personnel increased by more than 10 percent during the
audit period. Most of the transferred employees came from the Midwest utilities, primarily
DE-Chio FE&G, and were those that routinely performed work for more than one utility.
Transferring these employees to the Service Company greatly reduced the amount of direct
charging between Midwest utility affiliates. DE-Ohio employees that had charged a portion
of their time to DE-Ohio FE&G operating units continue to do so, the only difference being
that the charges now originate from a Service Company responsibility center rather than
from a DE-Ohio responsibility center.

At the beginning of the audit period, the Service Company was still composed of two
separate legal entities, DEBS (legacy Duke Power) and DESS (legacy Cinergy). The
distinction between DESS and DEBS, however, was somewhat artificial, and was primarily
due to the fact that DEBS and DESS used separate accounting systems. The Service
Company essentially behaved like one entity for the purposes of providing and pricing
services to client companies like DE-Ohio. Duke Energy merged DESS into DEBS as of July
1, 2008, at the same time it converted the entire corporation to the PeopleSoft accounting
system.
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The following Exhibit shows the number of Service Company employees at three points in
time: (a) approximately six months before the merger between Duke Energy and Cinergy;
(b) approximately one year after the merger; and {c) at the end of the audit period.®

Compliance Audit of Duke Energy Ohio

Exhibit VI-1
Service Company Employees

DEBS | DESS | Total
September 2005 1553 | 3152 4,705
March 2007 3449 2560 6,009
June 2009 6,775

The number of DESS employees fell after the merger as the result of early severance and
retirement programs, and the movement of some corporate departments to DEBS. Well
before the merger, Cinergy had centralized in its service company utility support functions
like fuels, engineering and construction, and rates in order to provide them to its utilities
more efficiently. After the merger, Duke Energy decided to adopt a similar approach with
DEBS, and so moved to DEBS utility-related functions previously performed in the Duke
Power utility organization. Duke Energy also centralized at DEBS some functions like
human resources and IT that had been performed on a decentralized basis throughout its
legacy Duke Power organization. In all, Duke Energy moved approximately 2,000-2,100
Duke Power utility employees to DEBS as of January 1, 2007. At the same time,
approximately 70 employees left DEBS as part of the spin-off of the Duke Energy gas
business.

The number of Service Company employees significantly increased during the audit period,
such that now roughly one-third of Duke Energy’s employees are part of the Service
Company. Duke Energy transferred approximately 700 employees to the Service Company
from the Midwest utilities; approximately 600 of these employees came from DE-Ohio
FE&G 2 Generally, transferred employees were those that routinely charge their time to
more than one Midwest utility (e.g., a DE-Ohio FE&G employee that performs T&D work
for both DE-Ohio FE&G and DE-Kentucky). Most of the transfers occurred in late 2008 and
early 2009,

Silverpoint-Vantage found that this large influx of employees to the Service Company was
primarily an accounting reorganization rather than an operaticnal one, and was in part
triggered by the Midwest conversion to PeopleSoft. As a general matter, the operating units

8/ Data for 2009 provided in response to Data Request #91. Data for 2005 and 2007 taken from prior
affiliate transaction audit reports provided in response to Data Request #36.

8/ Response to Data Request #95. The Mitwest utilities transferred approximately 760 employees to
DEBS, and the Service Company transferred approximately 85 employees to the Midwest utilities.
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to which these employees charge their time did not change. The net effect of this
restructuring is that DE-Ohio FE&G now receives more direct charges from the Service
Company, and fewer direct charges from its own employees. Similarly, Midwest utility-to-
utility direct charges decreased.

C. SERVICE COMPANY FUNCTIONS AND ALLOCATION POOLS

The Service Company Agreement defines twenty-three business functions, many of which
the Service Company separates further into sub-functions. The IT function, for example,
consists of five sub-functions: mainframe support, personal computer (PC) support,
communications systems, server support, and management support. The Service Company
also more finely categorizes its business functions as governance-level, enterprise-level, and
utility-level services. The Service Company recognizes that some of the activities its
employees perform are of a governance nature, that is, they relate to higher level activities
necessary for an organization to exist as a corporation (¢.g., investor relations, corporate
development). It also recognizes that the clientele for some of its activities is the entire
enterprise, while for others it may be only the regulated utilities. All business units within
the Duke Energy organization {(except the Service Company) receive governance-level
services, and all except the non-domestic portion of the International business unit receive
enterprise-level services® The clients for utility-level services are DE-Ohio FE&G and its
sister utilities.

The following Exhibit summarizes the service levels at which the Service Company provides
each of fourteen business functions.

85/ The Service Company does not support the non-U.S. portion of the International business unit,

but does provide enterprise-level services to the relatively small domestic portion of that business
unit.
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Exhibit VI-2
Service Company Functions
Function Service Level
Governance | Enterprise Utility
Information systems X X
Finance X X X
Internal Auditing X X
Executive X X X
Human Resources X X X
Public Affairs X X X
Investor Relations X
Accounting X X X
Legal X X
Planning X X X
Transportation X X X
Materials Management X X
Facilities X X X
Environmental, Health
and Safety X X X

The Service Company provides nine additional functions exclusively at the utility level;
these are listed in the following Exhibit.se

Compliance Audit of Duke Energy Ohio

Exhibit V1-3
Utility-Only Functions
Meters System Maintenance
Fuels Rights of Way
Rates Power and Gas Planning and Operations

Power Engineering and Construction T&D Engineering and Construction
Marketing/Customer Relations

8/ The Commercial Power business unit is also a client for the power-related services.
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The Service Company accumulates costs that it cannot directly charge to its client companies
in cost pools for each business function, and allocates them to business units according to
defined allocation percentages. In 2008, for example, the Service Company distributed over
half of its $1.7 billion of charges through allocation pools. There is a separate Service
Company cost allocation pool for each function, sub-function, and service level. In all, the
Service Company currently uses over 100 cost aflocation pools.

In addition to the governance-level, enterprise-level, and utility-level pools, the Service
Company also defines specific Midwest-only allocation pools that are for the most parta
carryover from the legacy Cinergy organization. Some of the Midwest-only pools, for
example, pertain only to DE-Ohio and its subsidiary DE-Kentucky, and were originaily put
in place because of the unique organizational and staffing relationship between the two
utilities. Others pertain to all three Midwest utilities or exclusively to the Commercial
Power business unit. The marketing and customer relations function also has separate pools
to distinguish between the natural gas and electric businesses. The following Exhibit
identifies the number of Midwest-only allocation pools for specific business functions.

Compliance Audit of Duke Energy Ohio

Exhibit VI-4
Midwest-Only Allocation Pools
Accounting (2) Finance (2) Executive (3)
Meters (2) Transport.-Vehicles (1) Rates (2)
Facilities (1) Dist. System Maintenance (1) | Mat. Mgmt. — Storeroom (1)
Power Marketing and Customer Gas System
Engineering/Construction (1) Relations (8) Engineering /Construction (1)
Transmission Distribution :
Engineering/Construction (1) | Engineering/Construction (1)

A group of accounting personnel manages the allocations of the Service Company pools; the
group reviews allocations monthly to determine if all cost pools have cleared and examines
actual versus budgeted costs. This group also has responsibility for calculating the
allocation percentages that are used each year. Accounting personnel finalize the allocation
percentage calculations for the next year as part of the Company’s annual budgeting
process. If there are any major organizational changes after the percentages have been
finalized (e.g., merger, acquisition, or divestiture), the Service Company would review the
appropriateness of its allocation percentages. Service Company personnel indicated that
there were no material transactions that required the Service Company to change allocation
percentages for pools in 2008 or 2009.8 The Service Company did, however, make

¥/ Response to DR10,
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adjustments to the allocation percentages for certain IT pools for the second half of 2008 as
part of the conversion to PeopleSoft.$

D. SERVICE COMPANY ALLOCATION RATIOS

The Service Company Agreement identifies the specific allocation ratio that the Service
Company will use to distribute costs for each business function. The most frequently used
tatio is the three-factor formula ratio, which the Service Company uses to allocate all
governance-level pools except human resources, and to allocate many enterprise- and
utility-level functional cost pools. The three-factor formula allocation percentages used for
each business unit during the audit period are summarized on the following Exhibit. #

Compliance Audit of Duke Energy Ohio

Exhibit VI-5
Three-Factor Formula Percentages by Business Unit
DEO Comm.

FE&G DEK DEI DEC | Power | Inter'l | Other
Governance 2008 10.02% 3.03% 16.7% | 52.62% | 10.94% | 6.05% | 0.64%
Governance 2009 10.04% 2.78% | 17.33% | 51.07% | 12.53% | 5.73% | 0.52%
Enterprise 2008 10.63% 3.21% | 17.76% | 55.87% | 11.66% | 0.19% | 0.69%
Enterprise 2009 10.61% 2.95% | 18.35% | 54.00% | 13.32% | 0.20% | 0.57%
Utility 2008 12.12% 3.68% | 2037% ]| 63.83%
Utility 2009 11.18% 341% | 21.69% | 63.72%

DE-Ohio FE&G's three-factor formula percentages were relatively constant in the audit
period, although the utility-level percentage decreased by a small amount, reflecting the
decrease in DE-Ohio FE&G employee levels.

The following Exhibit summarizes the allocation ratios for each Service Company
governance-, enterprise-, and utility-level general business function pool, and provides the

8/ Unlike BDMS, the PeopleSoft system further assigns business unit percentages down to the
operational unit fevel (e.g., distribution, fossil/hydro). Accounting personnel made adjustinents in
certain IT percentages for the regulated and non-regulated portions of DE-Ohio as part of the
conversion to PeopleSoft, so that costs could be assigned down to the operational level at DE-Ohio.
(Phone interview of January 8, 2010).

89/ Response to DRS.
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allocation percentages for the DE-Ohio FE&G business unit for 2008 and 2009.% DE-Ohio
FE&G’s allocation percentages for these functions were relatively constant over the audit
period. With the exception of the three-factor formula, the allocation factors listed above are
relatively specific and correlate with the cause and beneficiaries of cost for each function.

%0/ The Service Company made slight changes to the IT pool percentages for DE-Ohio FE&G and
Commercial Power for the second half of 2008. These values are not reflected in the Exhibit.
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Compliance Audit of Duke Energy Ohio

Exhibit VI-6
Allecation Ratios for General Business Functions 2008-2009

Allocation Ratio are
(DE-Ohio FE&G Allocation Pool | GOVeMmance | Enferprise "lﬂ‘t{
Gov/Ent/Util %) Leve Level )
IT Mgmt/Support X X
Finance X X X
Internal Auditing X X
Executive X X X
Public Affairs X X
Three-factor formula Transp.- Aviation X X
2008 — 10.02/10.63/12.12 Accounting X X X
2009 10.04/10.61/11.18 Legal X X
Planning X X X
Corporate Develop. X
Facilities Services X
Environ. H&S X X
Investor Relations X
# of Employees Human Resources X X X
2008 - 13.11/13.86/15.16 Transportation X
2009 - 12.20/13.00/14.16 | IT Communications X X
CPU Seconds
2008 — 13.32/14.02 IT Mainframe X X
2009 - 13.35/14.59
# of PCs
2008 - 9.96/10.58 PC Support X X
2009 - 11.79/12.51
# of Servers
2008 - 13.29/16.03 Server Support X X
2009 - 11.16/15.68
Square Footage L .
(Varies by location) Facilities Locations X X
Sales
2008 - 25,96 Environ. Hé&S X
2009 - 25,80
Procurement Spending
2008 - 8.19/M.22 Procurement * X X
2009 - 6.64/6.68
Wi. avg. # of Customers
and :ng} %‘3‘5’]2‘;3’9"3 Public Affairs X
2009 - 19,42

* Utility-level service also provided to Commercial Power

-
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The Service Company provides certain functions, such as T&D system maintenance and
inventory management, only at the utility level. It provides some of the power-related
utility functions, such as generation planning, to the Commercial Power business unit. The
following Exhibit summarizes the allocation ratios used for each Service Company “utility-
only” allocation pool, and provides the allocation percentages for the DE-Ohio FE&G
business unit for 2008 and 2009.

Compliance Audit of Duke Energy Ohio

Exhibit VI-7
Allocation Ratios for Utility-Only Service Functions 2003-2009

. . DE-Ohio FE&G
Allocation Factor Allacation Pool 2008/2009 %
# of Customers Meters 25.96/24.68
Mtr. Rdg./ Bill Pymt./Cust. Service 25.96/24.68
Rates 25.40/25.80
Sales/DSM 25.40/25.80
Sales®l Fuels n/a
Wholesale Power Operations * n/a
Generation Dispatch n/a
Inventory Materials Mgmt. - Inventory 20.39/15.82
L Tran. Syslem Maint./ROW 7.88/8.60
Circuit miles Dist. System Maintenance 11.41/11.34
. Generation Planning * n/a
Electric peak load Transmission Planning 12.21/12.58
. Transmission Operations 10.05/10.59
Wt average of ¢ lectric peak Inad Distribution Operations 11.81/11.96
Distribution Planning 11.81/11.96
Generating unit MW capability Power Operations * nfa
. . Transmission Engr./Construction 15.54/12.44
Plant construction expenditures | pyeyipytion Engr./Construction 15.71/16.15
(G, T,orD) .
Power Engr. / Construction nia

* Service also provided to Commercial Power

The factors that the Service Company uses to distribute the allocation pools for these
functions, such as the number of customers for meter reading or circuit miles for T&D

system maintenance, bear a reasonably strong relationship to the cause or beneficiary of

these costs.

91/ The sales ratio for sales/DSM and rates is based on FERC Form 1 data for megawatt hour sales;

Midwest gas sales are converted to equivalent kilowatt hours.

e
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E. CALCULATION OF SERVICE COMPANY COST ALLOCATION RATIOS

The Service Company’s method for calculating allocation percentages for its “utility-only”
service functions such as T&D operations or inventory management is fairly
straightforward. A utility would receive 10 percent of Service Company costs charged to
the distribution system maintenance pool in 2008, for example, if it owned 10 percent of the
combined distribution circuit miles of DE-Ohio, DE-Indiana, DE-Kentucky, and DE-
Carolinas. Each utility’s allocation percentages for the utility-only service functions ave the
same as its share of the underlying factors, which are, specifically, number of customers,
sales, inventory dollars, circuit miles, peak load, generating capability, and plant
construction expenditures. The allocation percentages for the Midwest-only pools for these
utility functions are calculated in the same way, but with a more limited subset of utilities.

The calculation of the Service Company’s general allocator, the three-factor formula ratio, is
also relatively straightforward. The three-factor formula ratio is the weighted average of
three other defined ratios: gross margin; labor dollar; and net PP&E. The underlying factors
for these ratios are defined as follows.

» Gross margin equals total operating revenues as defined by Generally Accepted
Accounting Principles (GAAP), less cost of sales including purchased gas,
purchased power, fuel used in generation, and other costs of goods sold.

s Total labor dollars are those that have been charged to a given business unit,
which includes charges made to it by the Service Company or other affiliates; it
includes labor, unproductive time, and incentives.

¢ Net PP&E is the book value of assets less accumulated depreciation.®?

The Setvice Company calculates separate three-factor formula ratios for each client
company for governance, enterprise, and utility-level service costs. The only difference in
the calculation is the list of companies included. The Service Company also uses the same
approach to calculate three-factor formula percentages for specific Midwest-only pools.

The method by which the Service Company calculates the number-of-employees ratio,
which it uses to allocate the governance-level human resources cost paol and several
enterprise- and utility-level functional cost pools, is less straightforward. The Service
Company uses a “spreading” approach for determining the enterprise and governance
number-of-employees ratios, It adds a prorated share of its employees to each business
unit’s employee headcount figures, in order to spread to other business units the costs that
would otherwise be associated with its own employees, i.e., Service Company overhead. In
simplest terms, the Service Company attempts to assign the overhead of each Service
Company employee to the business unit(s) he or she supports.

For the purposes of calculating the number-of-employees ratios, the Service Company first
separates its employees into two groups, corporate governance or shared services, based on

#2/ Final reports in the audits of the merger-related agreements of DE-Indiana and DE-Kentucky
provided in response to DR36.
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a general analysis of what types of service it has provided in the aggregate to its client
companies.”? The Service Company then derives for each client business unit two different
adjusted employee headcount numbers. It uses one to drive the calculation of the allocation
percentages for utility- and enterprise-level cost pools, and the other to drive the allocation
percentage for the governance-level human resources cost pool.

For the first adjustment, the Service Company adds to the baseline headcount figure of each
client by spreading its shared employees over all other business units, including the
corporate group, based on its analysis of where shared service personnel charged their time
during the prior period. It then uses these adjusted headcount figures to calculate
enterprise- and utility-level number-of-employees percentages, the difference being the
subset of companies included in the calculation.

For the second adjustment, the Service Company adds to the previously adjusted headcount
figures for each business unit by spreading its corporate governance group over all
remaining business units. It then uses these adjusted headcount figures to calculate the
governance-level number-of-employees allocation percentages. The result of these
calculations for DE-Ohio FE&G is summarized in the following Exhibit. The decrease in
these percentages for 2009 is primarily due to the reduction in DE-Ohio FE&G employees in
the prior year.

Compliance Aundit of Duke Energy Ohio

Exhibit VI-8
DE-Ohio FE&G Number-of-Employees Allocation Percentages

Governance % Enterprise % Utility %
2008 2009 2008 2009 | 2008 | 2009
1311 1220 13.86| 13.00| 1516| 14.16

The Service Company has adopted a similar spreading approach for calculating the
remaining allocation ratios, which it uses to distribute specific enterprise-level and utility-
level service costs for functions such as IT and facilities; these ratios are:

CPU seconds;

number of PCs;
number of servers;
square footage;

sales;

procurement spending;

3/ The Service Company assumed a total of 5,646 employees for its 2008 allocation year calculations
and 5,589 employees for its 2009 allocation year calculations. (Response DR9).
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¢ weighted average of number of customers and number of employees.

In each instance, the Service Company grosses up the underlying factor, £.g., number of
servers or PCs, for each client business unit, which in effect eliminates the Service
Company’s share of these overhead costs. Rather than having overhead costs naturally
follow labor charges in real time, the Service Company attempts to approximates the
outcome a year in advance by analyzing how its over 5,000 employees historically spent
their time.%

F. SERVICE COMPANY DIRECT CHARGES

A significant portion of the costs charged by the Service Company to its client companies
are direct charges. Many of these direct charges are made to client companies in order to
reimburse the Service Company for third-party invoices for insurance premiums, employee
benefits, outside legal and accounting services, and similar expenses paid on their behaif.
The Service Company passes through these charges with no markup. The Service Company
can also directly charge a business unit for work performed by its employees on the client’s
behalf. In such cases, the Service Company derives the direct charges using employee
hourly loaded labor rates, which include salary plus labor loaders of fringe benefits, payroll
taxes, unproductive time, and incentives, but no additional loaders for overhead.

Because Service Company departments do not precisely correspond to service functions, a
client company may not be able to clearly identify the nature of a direct labor charge.
Theoretically at least, a Service Company employee can charge his or her time into any
functional cost allocation pool or directly to any business unit. The Service Company is
composed of hundreds of responsibility centers, any number of which may be involved,
either directly or indirectly, in providing a given service function. Some Service Company
responsibility centers perform more than one service. A direct charge from an employee in
the engineering and technical services staff, for example, could be for T&D planning, T&D
operations, or T&D engineering and construction services.

G. SERVICE COMPANY OVERHEAD

While the Service Company Agreement does not explicitly discuss overhead, it does state
that charges for services should be based on fully distributed costs. The DE-Carolinas
affiliate transaction accounting manual does mention overhead, stating that Service
Company charges will be based on fully distributed cost and include:

¢ labor and non-labor expenses;

M/ Prior to the audit period, the Service Company’s approach for redistributing the number of PCs,
servers, and similar factors resulted in an even more indirect connection between a business unit’s
use of a shared service and the amount of overhead it absorbed for that function. A business unit’s
share of the IT overhead for accounting, for example, was based more on its own IT use rather than
its use of accounting services. '
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¢ payroll taxes, fringe benefits, and incentives associated with labor expenses;

¢ overhead costs, such as management, administrative, facilities,
telecommunications, computers, etc.;

¢ asset costs attributable to the Service Company, such as property tax,
depreciation, property insurance, and cost of capital.

The Service Company uses indirect approaches to account for and allocate these overhead
costs. As previously discussed, it spreads many of the overhead costs associated with
shared service functions to other business units by the way in which it calculates certain
allocation ratio percentages.®> While the Service Company does assign some overhead costs
to governance employees or functions, it typically allocates the cost of those functions
indirectly using a general allocator. Similarly, the Service Company does not include
overhead costs in direct labor charges to a business unit. Direct charges to a business unit
for work performed on its behalf consist only of fully loaded labor, which is not, by
definition, fully distributed cost.

H. CONCERNS IDENTIFIED IN PREVIOUS AUDITS

Vi-F2 The shortcomings in the Service Company’s cost distribution methods identified
in previous Duke Energy audits still exist and are relevant to DE-Chio FE&G.

Previous audit reports of Duke Energy’s cost allocation methods and affiliate transactions
identified certain issues with the way in which the Service Company distributes its costs.%
Specifically, the auditors concluded the following.

»  While the Service Company uses an effective set of allocation factors, it makes
excessive use of general allocators.

» The spreading approach that the Service Company uses to calculate certain
allocation percentages can cause charges for specific functions not to reflect fully
distributed cost.

» The Service Company’s method for distributing overhead costs is simplistic and
does not provide a good match between a business unit’s use of a service
function and the cost that it pays for that function.

While these reports did not affirmatively assert that cross-subsidization existed, they
concluded that the Company had not met its burden of proof for demonstrating its methods
adequately prevented it. Silverpoint-Vantage found that the Service Company made no

%/ There are some relatively small overhead costs such as office supplies or management costs that
are generally charged directly into allocation pools and distributed along with other pool costs.

%/ See the final reports in the audits of the merger-related agreements of DE-Indiana and DE-
Kentucky provided in response to Data Request #36 (audit period of January to December 2007), and
the Final Report on Duke Energy’s Affiliate Transactions, filed with the North Carolina Utilities
Commission on October 1, 2007 in Docket No. E-7, Sub 795B (audit period of July 2006 through June
2007).
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changes during the audit period that significantly affect the validity of these prior findings.
However, as stated in Chapter II, no instances of cross-subsidization were identified in the
DE-Ohio audit.

Of the $445 million in charges the Service Company allocated to business units in the first
six months of 2009, approximately $238 million, or over 50 percent, were allocated using the
three-factor formula ratios. Clearly, the Service Company still relies too heavily on the use
of general allocators. The Service Company does not identify specific activities within its
business functions that could be either directly charged or more accurately allocated by
other means. For example, while there may be no allocator clearly preferable to the three-
factor formula for accounting services when viewed as a whole, there are clearly better
allocators for accounting activities like capital asset accounting that are more closely related
to the cause of costs. Oversimplified methods using general allocators do not provide the
level of precision necessary for DE-Ohio FE&G to demonstrate that it pays no more than
fully distributed costs for each service it receives.

Silverpoint-Vantage believes that the allocation factors that the Company uses to distribute
its utility-only services such as T&D engineering and construction and inventory
management are reasonable and adequate. While it believes that the factors the Service
Company uses to distribute other costs, e.g., the number of employees, servers, or PCs, are
reasonable and effective, Silverpoint-Vantage too has concerns with the methods by which
the Service Company calculates the associated allocation percentages. Trying to analyze in
advance where over 5,000 Service Company employees will charge their time in order to
calculate certain allocation percentages involves a considerable degree of judgment and is at
best an approximation.

The spreading approach does not adequately tie Service Company employee overhead costs
for IT, human resources, floor space, and cost of capital to actual labor charges. The Service
Company Agreement states that indirect costs, which include overhead costs, should be
directly assigned when identifiable to a particular activity, process, project, responsibility
centet, or work order. The Service Company’s current approach, whereby it (a) spreads
many of the overhead costs associated with enterprise-level functions to other business
units by the way that it calculates allocation ratio percentages, and (b) fails to include
overhead costs in direct labor charges to business units, seems inconsistent with the intent of
the agreement.

Under its current approach, the Service Company cannot clearly identify the all-in cost for
any of the functions and services it provides. The Service Company both (a) distributes
overhead costs in an indirect fashion, and (b) uses general allocators for such a large portion
of costs, that it is extremely difficult to determine if the cutcome is fair. One cannot clearly
correlate what DE-Ohio FE&G or any other business unit pays for a given service with how
much it uses that service, Similarly, one cannot clearly determine if DE-Ohio FE&G is cross-
subsidizing other business units through the charges that it pays for Service Company
functions. The Service Company’s methods are not sufficiently transparent and are difficult
to verify.
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In 2008, Duke Energy was ordered by the North Carolina Public Utilities Commission to
address these concerns by the end of 2009.% The Company has taken steps to address these
issues, which will impact DE-Ohio FE&G costs in the future. Given the sheer size of Service
Company costs, Silverpoint-Vantage believes that DE-Ohio FE&G will be affected by
changes that improve the link between cost causation and benefits.

VI-R1 DE-Ohio should keep PUCO Staff informed of future changes to Service
Company cost distribution methods. (Refer to Finding VI-F2.)

Prior audit reports on Duke Energy affiliate transactions and cost distribution methods
presented three recommendations related to the methods by which the Service Company
distributes its costs, specifically:%

* narrow the use of the three-part formula general allocator;

e eliminate the effect of spreading overhead costs from the calculation of allocation
percentages;

¢ develop a method to fairly assign Service Company overhead costs.

The prior audit reports further recommended that if the Service Company decided to
maintain its approach of spreading overhead charges in a way that is not linked to usage of
services or cost causation in any discernible way, it be required to make a showing that its
approach yields equitable results, and that those results are comparable to more direct, less
simplified approaches. Similarly, the reports recommended that the Service Company be
required to make a showing that it’s charging method results in fully allocated costs for each
function that it provides.

Silverpoint-Vantage believes that these recommendations remain appropriate. Clearly, cost
distribution methods should be adequately designed to prevent cross-subsidization and
yield equitable results, In its Order of the affiliate transaction audit of DE-Carolinas, the
North Carolina Utilities Commission concluded the following,. %

» DE-Carolinas should implement procedures to reduce the use of the three-factor
allocator, both by increasing the amount of costs directly charged and assigned,
and by developing better methods to directly charge for functions that are
demand driven.

%/ Order Ruling on Audit Recommendations, Docket No. E-7, Sub 795B, issued July 3, 2008. The
North Carolina Utilities Commission issued a November 18, 2008 order granting Duke Energy’s
request for additional time to demonstrate compliance with the order, extending the due date to
November 2, 2009. The next affiliate fransaction audit, which includes an evaluation of the
company’s compliance efforts, must start no later than March 18, 2010.

%/ Final reports in the audits of the merger-related agreements of DE-Indiana and DE-Kentucky
provided in response to Data Request #36.

9/ Order Ruling on Audit Recommendations, Docket No. E-7, Sub 793B, issued July 3, 2008.
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+ The current approach for distributing Service Company costs does not clearly
demonstrate that it results in fully distributed costs by individual functions,
which is necessary for complying with the Code of Conduct and for preventing
cross-subsidization.

¢ DE-Carolinas has the burden of proving that it pays no more than fully
distributed costs on a service-by-service basis. Accordingly, DE-Carolinas
should eliminate the effect of spreading overhead costs from the calculation of
allocation percentages.

¢ The Service Company should develop a new methed to track and assign
overhead costs in a way that results in a better correlation between a business
unit’s use of a service function and the cost that it pays for that function. DE-
Carolinas has the burden of proof in this regard.

The Company has implemented changes to address these concerns beginning in 2010. The
methods by which the Service Company distributes costs to client companies have a direct
bearing on DE-Ohio FE&G's cost of providing regulated service. It is therefore important
that the Company keep the Commission and Staff apprised of interim changes until the next
audit in Ohio, Silverpoint-Vantage recommends that DE-Ohio FE&G, upon request, make
available to Commission Staff and future auditors the final reports from any third-party
audits of Duke Energy affiliates that address these issues.

I. DATA REVIEW AND TESTING

VI-E3 Testing identified no significant errors in the Service Company’s calculation of
allocation percentages or in its application of those percentages to actual charges.

Silverpoint-Vantage confirmed the Service Company’s calculations of allocation
percentages, and verified that it accuracy applied those percentages to pool charges during
the audit period. The auditors found that the accounting personnel responsible for
managing the allocations of the Service Company pools have in place a proactive and
rigorous review process designed to identify and correct allocation errors.

Silverpoint-Vantage examined the Service Company’s supporting documentation to confirm
its calculation of the allocation percentages used during the audit period. The auditors also
reviewed detailed Service Company charge data for the 18-month audit period and tested
whether allocation percentages were consistently and correctly applied. The team found
that the Service Company correctly calculated the amounts charged to DE-Ohio FE&G for
governance-, enterprise-, and utility-level allocation pools, as well as Midwest-only
allocation pools, based on the predefined allocation percentages.

During its review of Service Company data, Silverpoint-Vantage identified several instances
in which DE-Ohio FE&G received allocated charges that it should not have received (e.g.,
from a generation-related pool} or received an incorrect percentage of a pool. In all cases,
Service Company accounting personnel reversed or corrected the charges during the same
month, so there was no dollar impact. The Company explained that such errors occur
because personnel entering manual journal entries can override the operating unit codes
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that are used by the accounting system to identify the appropriate allocation pools. The
Service Company accounting group responsible for managing pool allocations is aware of
this issue and routinely checks for such errors as part of its month-end review process.® To
prevent this type of input error, Duke Energy should consider introducing an automated
system check to identify and prevent improper operating unit/allocation pool code
combinations.

00/ Interview of February 3, 2(10.
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Vil. SERVICE COMPANY CHARGES

A. INTRODUCTION

In this chapter, Silverpoint-Vantage examines the charges from the Service Company to its
client companies, including DE-Ohio FE&G, during the 18-month audit period. The
auditors investigate reasons why Service Company charges in general, and those to DE-
Ohio FE&G in particular, have significantly increased during the audit period. Silverpoint-
Vantage re-examines the primary concern with Service Company charging practices
identified in prior audits of Duke Energy affiliate transactions and cost distribution
methods, that is, the tendency of the Service Company to rely too heavily on allocations
rather than direct charging. Finally, the audit team discusses the results of its testing to
determine if charges to DE-Ohio FE&G during the audit period were propetly handled and
adequately supported.

B. OVERVIEW OF CHARGES

The following table summarizes the total direct and allocated charges from the Service
Company to DE-Ohic FE&G and the other client companies during the audit period. 1!

Compliance Audit of Duke Energy Ohio

Exhibit VII-1
Service Company Charges during the Audit Period ($000)

Business January - an -

Entity De;t{e'%ber ;un:;lgw Total
DE-Ohio FE&G $246,213 $188,434 |  $434,647.00
DE-Indiana 353,966 194,784 548,750
DE-Kentucky 63,124 43,235 106,359
DE-Carolinas 820,235 399,162 1,219,397
Comm. Power 163,549 96,628 260,177
International 27,988 15,335 43,323
Other 18,667 12,008 30,675

Total $1,693,742 $949,586 $2,643,328

101/ Data provided in response to DR102 and 103. Figures do not include pass-through payments for

utility employee benefit-related costs such as employee savings plans, retiree medical, long-term

disability, and medical costs for active employees.
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DE-Ohio FE&G received a total of $435 million in charges, or approximately 16 percent of
the total $2.6 billion in Service Company charges during the audit period. Itis difficult to
derive much meaning from this aggregate view, however it appears that total Service
Company charges for the first half of 2009, if annualized, represent an overall increase of 12
percent compared to the prior year.

The direct charges and allocated amounts for governance and shared services (f.e.,
enterprise- and utility-level) that the Service Company distributed to business units during
2008 are listed in the following Exhibit.102

Compliance Audit of Duke Energy Ohio

Exhibit VII-2
2008 Service Company Charges to Business Units ($000)

Allocated Precent
Allocated Shared Direct
Business Entity Direct Governance Services Total Charge
DE-Indiana 171,754 42,585 139,627 353,966 49%
DE-Kentucky 29,249 7,756 26,119 63,124 46%
DE-Carolinas 388231 135,170 296,834 820,235 47%
Comm. Pawer 74,325 27,256 61,968 163,549 45%
International 10,048 15,338 2,603 27,988 36%
Other 14,764 1,597 2,306 18,667 79%
Total $802,778 $255,887 $635,577 $1,693,742 47%

BPuring 2008, the Service Company charged $1.7 billion of costs to its client companies. Of
this amount, the Service Company directly charged $803 million, or 47 percent, and
allocated to business units $892 million, or 53 percent. Of DE-Ohic FE&G's total charges of
$246 million, 46 percent was directly charged.

The direct charges and allocated amounts for governance and shared services that the
Service Company distributed to business units during the first six months of 2009 are listed
in the following Exhibit.163

102/ Data provided in response to Data Requests #102 and #103.

103/ Data provided in response to DR102.

B
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Compliance Audit of Duke Energy Qhio

Exhibit VII-3
Service Company Charges to Business Units ($000)
January to June, 2009
Allocated Precent
Allocated Shared Direct
Business Entity Direct Governance Services Taotal Charge
DE-Ohio FE&G "+ F Stas Skl St S
DE-Indiana 102,800 19,815 2,169 194,784 53%
DE-Kentucky 26,793 3,200 13,241 43,235 62%
DE-Carolinas 182,996 58,910 157,257 399,162 46%
Comm. Power 51,234 14,111 31,283 96,628 53%
International 7,766 6,615 933 15,335 51%
Other 10,318 595 1,095 12,008 86%
Total $504,988 $114,879 $329.818 $949 586 53%

In the first half of 2009, the Service Company charged $950 million of costs to its client
companies. Of this amount, the Service Company directly charged $505 million, or 53
percent, and allocated to business units $445 million, or 47 percent. Of DE-Ohio FE&G's
total charges of $188 million, 65 percent was directly charged.

C. ANALYSIS OF CHARGES

The following Exhibit compares charges from the Service Company to DE-Ohio FE&G
during the audit period to those from 2007.104

104/ Data for 2007 from the final reports in the audits of merger-related agreements of DE-Indiana
and DE-Kentucky provided in response to DR36. Data for 2008 and 2009 provided in response to

DR102 and 103.

/ ——
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Compliance Audit of Duke Energy Ohio

Exhibit VII-4
Service Company Charges to DE-Ohio FE&G
($ Millions)
Direct Allocated Total

2007 50.7 125.5 176.2
2008 113.9 1323 246.2
July-Dec 2008 879 68.8 156.6
Jan-June 2009 123.0 65.5 1884

79

The $246 million in charges to DE-Ohio FE&G in 2008 represents a 40 percent increase from

2007 levels. If the six-month trend continues for the balance of 2009, total charges to DE-

Ohio FE&G will have increased by over 50 percent from 2008 levels (i.e., $377 million versus
$246 million) and will be more than twice 2007 levels.

As is evident from the following exhibit, the primary reason for the increase in Service
Company charges to DE-Ohio FE&G is the growth in direct charges, rather than allocations.

Compliance Audit of Duke Energy Ohio

Exhibit VII-5
Service Company Charges to DE-Ohio FE&G

560
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Service Company Charges to DE-Ohio FE&G
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VII-F1 While charges to DE-Ohio FE&G from the Service Company doubled by the end

of the audit period, most of the increase was due to organizational and
accounting treatment changes, rather than actual increases in cost.

Assuming the trend in the first six months of 2009 continues until the end of the year, total
charges to DE-Ohio FE&G from the Service Company will have more than doubled from
2007 levels, as illustrated on the following Exhibit.

Compliance Audit of Duke Energy Ohio

Exhibit VH-6
Service Company Charges to DE-Ohio FE&G
($ Millions)
Direct Allocated Total

2007 50.7 1255 176.2
2008 113.9 132.3 2462
Jan-June 2009 123.0 65.5 188.4
Est. Total 2009 246.0 131.0 3768

While allocated charges have remained relatively steady, direct charges by year-end 2009
will be an estimated $200 million higher than two years ago. Silverpoint-Vantage found,
however, that most of the increase in direct charges can be linked to changes in Duke
Energy accounting treatments and the transfer of a large number of Midwest utility
personnel to the Service Company during the second half of 2008. Labor and other expenses
that were traditionally recorded as intra-company charges within DE-Ohio FE&G are now
treated as inter-company charges to DE-Ohio FE&G from the Service Company, and as such
are not new costs. Approximately $53 million of the $70 million increase in direct charges
from 2007 to 20008 is due to these factors.

Compared to the second half of 2008, direct charges grew by another $35 million in the first
six months of 2009, Much of this increase, however, is due to the change in the accounting
treatment for DE-Ohio FE&G's existing $5 million per month regulatory amortization
expense. Overall, Silverpoint-Vantage estimates that at least $150 million of the projected
$200 million net increase in Service Company charges is due to reasons unrelated to actual
cost increases.

The increase in direct charges to DE-Ohio FE&G during the audit period is primarily the
result of (a) changes in accounting treatments, and (b) the movement to the Service
Company of a considerable number of Midwest utility employees. After the conversion to
PeopleSoft and the demise of BDMS in mid-2008, the Service Company began to process
certain pass-through costs for DE-Ohio FE&G (as well as other Midwest affiliates) such as
employee benefits expense, insurance premiums, and workers’ compensation amortization
expense. The Service Company also began making more convenience payments on behalf

%Cmmlmg, Ine.
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of the Midwest utilities, processing invoices for, as examples, lease/rental expense and
purchases of outside services 105 Until July 2008, these costs had been handled as intra-
cornpany charges, i.e., charges that originated from DE-Ohio responsibility centers that were
charged by BDMS directly to DE-Ohio FE&G operating units.1% These costs now originate
from Service Company responsibilities centers and are accounted for as inter-company
direct charges from the Service Company to DE-Ohio FE&G. The actual cost:to DE-Ohio
FE&G operating units for these pass-through and convenience payments is not impacted by
the change in accounting treatment.

DE-Ohio FE&G transferred to the Service Company approximately 600 of its employees,
primarily those that routinely charge their time to more than one Midwest utility. Before
the reorganization, labor costs for these employees originated from DE-Ohio responsibility
centers. As such, work performed by these employees for DE-Ohio FE&G operating units
was billed through BDMS as intra-company charges; work performed for other Midwest
utilities was billed as inter-company direct charges. Charges for these employees now
originate from Service Company responsibilities centers and are accounted for as inter-
company direct charges from the Service Company to DE-Ohio FE&G and its sister atilities.

Direct labor charges from utility responsibility centers reflect a mark-up for overhead costs,
but those from the Service Company do not. As previously discussed, the Service Company
distributes overhead costs using indirect methods, so that the all-in cost of labor cannot be
precisely determined. As such, the cost to DE-Chio FE&G operating units for work from
these employees is not the same as it was before the reorganization; whether it is higher or
lower is not clear, but the net effect is likely modest. DE-Ohio FE&G did, however, receive a
corollary benefit from the reorganization; some of the utility’s allocation percentages
decreased in 2009 because it had fewer employees.

Direct charges from the Service Company to DE-Ohio FE&G increased by $63 million from
2007 to 2008, although the majority of that increase occurred in the second half of 2008.
Service Company accounting personnel estimated the effect on direct charges from the
accounting treatment changes and employee transfers to be $54 million, or over 85 percent
of the increase; the estimates are summarized in the following Exhibit,107

105/ Response to DR17 and final reports in the audits of merger-related agreements of DE-Indiana
and DE-Kentucky provided in response to Data Request #36. In response to a prior audit
recommendation that it clarify its treatment of pass-through costs, the Service Company revised the
Service Company Agreement to state that it may “tender payments to third parties as agents for and
on behalf of Client Companies, with such charges being passed through to the appropriate Client
Companies.”

s/ As discussed in Chapter III, the responsibility center and operating unit are the “from” and “to,”
respectively, in Duke Energy general ledger accounting entries.

107/ Supplemental response to DR93. The Service Company also charged to DE-Ohio FE&G $9
million for utility employee benefits-related costs in this period, but these costs are not included in
the increase being discussed here. Accounting personnel informed Silverpoint-Vantage that all
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Exhibit VII-7
Increases in Direct Charges to DE-Ohio FE&G
July-Diecember 2008
$ Millions
Sale of accounts receivable $12
Increased accounts payable 28
Labor moved to Service Co 10
Inventory charges 4
Total $ 54

Approximately 540 million of the increase in direct charges is due to changes in accounting
treatments, and does not represent any actual increase in cost to DE-Ohio FE&G. The $12
million of fees associated with the sale of accounts receivable, which were previously
treated as intra-company charges within DE-Ohic FE&G, now originate in a Service
Company responsibility center. Similarly, the Service Company processed approximately
$28 million in invoices with major vendors on behalf of DE-Chio FE&G that had previously
been paid by the utility itself. The reorganization caused approximately $14 million of the
increase. DE-Ohio FE&G was charged $4 million for inventory issued by warehousing
responsibility centers that are now part of the Service Company, and the labor costs
associated with the employees moved to the Service Company totaled approximately $10
million, 108

Since the accounting treatment and re-organizational changes are permanent, the higher
level of direct charges in the last six months of 2008 constitutes the new baseline for
considering direct charges during the last six months of the audit period. As illustrated in
the following Exhibit, direct charges from the Service Company to DE-Ohio FE&G
continued to grow in the first half of 2009.

benefits-related pass-through payments for DE-Ohio FE&G and other Duke Energy affiliates were
excluded from the total Service Company charges provided in response to Data Requast #102.

108/ All charges from the transferred utility responsibility centers processed in PeapleSoft from July
onward are reported as Service Company charges, even though many were not actually transferred
until late in the year.
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Exhibit VII-8
Service Company Direct Charges to DE-Ohio FE&G

(% Millions)

Total
July-Dec 2008 87.9
Jan-June 2009 1230

To help uncover the reason for the further increase of $35 million, Silverpoint-Vantage
compared direct charges to DE-Ohio F&EG by Service Company function for the first six
months of 2009 to those for last six months of 2008; the comparison is summarized in the
following Exhibit.100

109/ Data provided in response to DR102. The Overhead/Qther category reflects fuels, internal

audit, and investor relations; these functions had no or negligible direct charges associated with
them,
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Exhibit VII-9
Direct Charges to DE-Ohie FE&G
($000)
july-Dec Jan-June
2008 2009 Increase

Accounting (210.4) 245.0 4554
Environmental 4,288.1 11,183.7 6,895k
Executive 2084 217.2 8.8
Facilities 12,157.0 34081| 227910
Pinance 1,2594 8208 (429.6)
Right-of-Way (428.6) 3735 802.1
Human Resources 14.8 1.8 (13.0)
IT 4,676.3 2,705.0 (1,971.3)
Legal 1,861.7 973.9 (887.8)
Mkting /Cust Relations 25,939.0 24,163.5 (1,775.5)
Materials Mgmt 1,841.0 669.2 (1,171.8)
Meters 8421 1,154.5 3124
Planning 563.8 346.3 (217.5)
Power Engr/Construct 617.2 647.2 30.0
Public Affairs 821.3 5522 (269.1)
Rates 1,1684 952.6 (215.8)
System Planning 5,057.6 2,679.1 (2,378.5
System Maintenance . 932 17320 | 17,2328
T&D Engr/Construct 18,2410 21,313.6 307286
Transportation 563.4 104.8 {458.6)
Overhead/Other 8.282.6 1,594.2 (6,688.4)

Total 878573 122,081.2 35,123.9

The total $50 million increase in four functional areas was partially offset by 515 million in
reductions in other areas. The $7 million difference in overhead and other costs, for

example, was the result of a large upward adjustment to construction work-in-progress
{CWIP) in 2008 that did not occur in 2009,

Silverpoint-Vantage compared the costs for the environmental health and safety, facilities,
and T&D engineering and construction functions during the two time periods, and found
the following.

* The $7 million increase in the environmental function is due to an increase in the
reserve for environmental damages and claims from $4 million to $11 million.
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»  The 523 million increase in facilities costs is due to $31 million in charges for
regulated retail transition amortization expense (previously treated as an intra-
company charge within DE-Ohio FE&G), offset by a drop in CWIP of
approximately $8 million.

» The $3 million increase in T&D engineering consists almost entirely of additional
loaded labor charges.

The $17 million increase in system maintenance expense is partially due to anbmalies in
prior year charges. Charges for this function during the second half of 2008 totaling $5.1
million were offset by $5 million in credits, e.¢., meter and house regulatory expense (FERC
account 878), which exaggerates the effect of the increase in 2009. Of the $17 million in total
charges during the first six months of 2009, approximately $14 million was for loaded labor
costs.110

D. CONCERNS IDENTIFIED IN PREVIOUS AUDITS

VII-F2  The shortcomings in Service Company charging methods identified in prior
audits of cost distribution method audits still exist and are relevant to DE-Chio
FE&G.

Prior audit reports of Duke Energy affiliate transactions and cost distribution methods
identified certain issues with Service Company charging practices. Specifically, the auditors
concluded the following, 11!

» As a general matter, the Service Company does not make sufficient use of direct
charging.

o From the perspective of utility-type shared services that it provides, the Service
Company has been effective in directly charging those total costs.

» For the traditional, business-type shared services that it provides, the Service
Company charges a reasonably sufficient portion of non-labor costs directly, but
does not make sufficient use of direct charging for labor costs.

* Service Company employees rely too heavily on the use of default time
distributions to allocation pools rather than using positive time reporting.

During this audit, Silverpoint-Vantage found that the Service Company made no significant
changes that lessen the validity of these prior findings. Direct charging is preferable to
allocation in that it allows a closer link between use and cost, and Silverpoint-Vantage

1o/ Of the $17.3 million, $5.5 million was charged to CWIP, $5.2 million to T&D O&M accounts, and
$3.6 million to customer and A&G accounts.

1/ See the final reports in the audits of the merger-related agreements of DE-Indiana and DE-
Kentucky provided in response to Data Request #36 (audit period of January to December 2007), and
the Final Report on Duke Energy’s Affiliate Transactions, filed with the North Carolina Utilities
Commission on October 1, 2007 in Docket No. E-7, Sub 795B {(audit period of July 2006 through June
2007).
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believes that the Service Company should make reasonable efforts to maximize the use of
direct assignment over allocations. The over-use of general allocators as discussed in the
prior chapter, for example, is all the more troublesome when the Company charges 90
percent of its costs to a pool rather than, say 10 percent.

In 2008, Duke Energy was ordered to address these concerns by the North Carolina Public
Utilities Commission by the end of 2009.112 The Company has taken steps to address these
issues, which will impact DE-Ohio FE&G costs in the future. Given the sheer size of Service
Company costs, Silverpoint-Vantage expects that DE-Ohio FE&G will be affected by
changes that improve Service Company charging practices.

Silverpoint-Vantage examined the charges to DE-Chio FE&G during a six-month period by
functional area to confirm that the Service Company made no significant changes in its

charging practices during the audit period that significantly affect the validity of these prior
findings.

The following Exhibit summarizes the direct and allocated charges from the Service
Company for utility-related functions to DE-Ohio FE&G for a six-month period.!1?

112/ Order Ruling on Audit Recommendations, Docket No. E-7, Sub 795B, issued July 3, 2008. The
North Carolina Utilities Commtission issued a November 18, 2008 order granting Duke Energy’s
request for additional time to demonstrate compliance with the order, extending the due date to
November 2, 2009. The next affiliate transaction andit, which inctirdes an evaluation of the
Company’s compliance efforts, must start no later than March 18, 2010.

13/ Data provided in response to DR102. Marketing and customer relations is not included in the
list: the Service Company approptriately allocates a significant portion of the cost of that function.
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Exhibit VII-10
Charges to DE-FE&G for Selected Utility-Related Services

July to December, 2008 ($000)
Allocated | Allocated % Direct Direct % Total

T&D System Planning $382 7 % $5,058 B % $5,440
Gas Engr/Construct. 53 8% 617 2% 670
T&D Engr/Construct. 4313 19 % 18,241 81% | 22,554
Materials Mgmt 883 32% 1,841 68 % 2,724
Environmental H&S 882 17 % 4,288 83 % 5,170
Rates 377 24 % 1,168 76 % 1,545
Meters 268 24 % 842 76 % 1,110
System Maintenance 914 91 % 93 9% 1,007

Total $8,072 20% $32,148 80 % $40,220

As a whole, the Service Company directly charges a relatively large percentage of its total
costs for these functions, approximately 80 percent, which is consistent with the project-
oriented nature of many of these functions. A large portion of the cost for these functions is
for loaded labor, and Silverpoint-Vantage found that the Service Company charged
relatively large portions of that labor.!4 Silverpoint-Vantage agrees with the finding in the
prior audit that the Service Company has been relatively effective in directly charging total
costs for the utility-type shared services that it provides. The one exception is system
maintenance; in this case, the majority of charges to DE-Ohio FE&G come from allocations
trom a Midwest-only pool.15

The following Exhibit summarizes the direct and allocated charges from the Service
Company to DE-Ohio FE&G for traditional, business-type functions for a six-month
period.1

14/ Toaded labor includes: labor; overtime; and special pay; payroll taxes; fringe benefits;
unproductive time; and incentives.

115/ The majority of system maintenance costs for DE-Carolinas are directly charged; in the Midwest,

the majority of costs are charged into the Midwest-only pool rather than being directly charged to
individual utilities,

16/ Data provided in response to DR102.
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Exhibit VII-11
Charges to DE-FE&G for Selected Traditional Shared Services
July to December, 2008 ($000)
Allocated | Allocated % | Direct Direct % | Total

Accounting $5,635 104 % $(210) 4% $5,425
Executive 9,578 98 % 208 2% 9,786
Finance 1,800 59 % 1,259 41 % 3,059
Human Resources 4,131 >99 % 15 <1% 4,146
Internal Audit 302 100 % 0 0% 302
Investor Relations 104 100 % 0 0% 104
IT 16,888 78 % 4,676 2% 21,564
Legal 1,036 36 % 1,861 64 % 2,897
Planning 1,785 76 % 564 24 % 2,349
Public Affairs 1,383 63 % 821 37 % 2,204
Total | $42,642.00 82 % $9,404 18 % $51,836

As a whole, the Service Company directly charged a relatively small percentage of its total
costs for these functions, approximately 18 percent. While the Service Company manages to
directly charge more costs for the legal and IT functions, primarily because the project-
criented nature those services, the Service Company still relies too heavily on the use of
allocation pools for these functions.

Silverpoint-Vantage examined loaded labor charges to DE-Chio FE&G for these functions
over a six-month period to determine how well the Service Company performed in directly
charging its loaded labor charges. The auditors found that the Service Company directly
charged less than ten percent of its loaded labor costs for all but the accounting and legal
functions. Clearly, Service Company employees still relied too heavily on the use of default
time distributions to allocation pools rather than positive time reporting during the audit
period.

According to prior audit reports, Duke Energy’s internal audit group recommended that the
company complete time reporting training for all relevant employees by the end of 2007, in
order to educate utility and Service Company personnel about charging time directly
assignable to a utility or non-utility company. Duke Energy reportedly put this
recommendation on hold to allow for the conversion to PeopleSoft and movement to one
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common time reporting system during 2008.17 The Company met with difficulties in
converting the Midwest to WorkBrain, and so both legacy organizations still have separate
time reporting systems. The Company expects to implement a new common time reporting
tool in early 2011.118

VII-R1 DE-Ohio should keep PUCO Staff informed of future improvements to
Service Company charging practices. (Refer to Finding VII-F2.)

Prior audit reports on Duke Energy affiliate transactions and cost distribution methods
presented two recommendations related to the Service Company’s charging practices,
specifically:11?

s increase the percentage of labor that the Service Company directly charges to
business units;
¢ encourage employees to do more positive time reporting,

Silverpoint-Vantage believes that these recommendations remain appropriate, In its Order
on the affiliate transaction audit of DE-Carolinas, the North Carolina Utilities Commission
concluded the following,. 120

¢ The Service Company should identify and implement methods to increase the
percentage of direct labor charged to business units.

* Itis appropriate for DE-Carolinas to encourage employees to do more positive
time reporting, which should result in more appropriate cost ass:ghment

The lack of a common time reporting tool is not a satisfactory reason for the Company to
delay needed training in this regard.

The Company has implemented changes to address these concerns beginning in 2010. The
Service Company’s charging practices have a direct bearing on DE-Ohio FE&G's cost of
providing regulated service. It is therefore important that the Company keep the
Commission and Staff apprised of interim changes undil the next audit in Ohio. Silverpoint-
Vantage recommends that DE-Ohio FE&G, upon request, make available to Commission
Staff and future auditors the final reports from any third-party audits of Duke Energy
affiliates that address these issues.

17/ Final reports in the audits of the merger-related agreements of DE-Indiana and DE-Kentucky
provided in response to Data Request #36.

18/ Interview of November 16, 2009. The Company plans to begin implementation durmg the
Summer of 2010.

119/ Final reports in the audits of the merger-related agreements of DE-Indiana and DE-Kentucky
provided in response to Data Request #36.

120/ Qrder Ruling on Audit Recommendations, Docket No. E-7, Sub 7958, issued July 3, 2008.
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E. DATA REVIEW AND TESTING

VII-E3 Testing identified no significant errors in the Service Company’s treatment of
DE-Ohio FE&G direct and allocated charggs to DE-Ohio FE&G.

Service Company accounting personnel adequately explained and supported the direct and
allocated charges selected by the auditors as test items. Silverpoint-Vantage concluded that
all charges appeared to be handled correctly and appropriately charged to DE-Ohio FE&G.

The Service Company provided itemized data showing direct and allocated charges to all
client companies during the 18-month audit period.'? Silverpoint-Vantage selected as test
items approximately fifty categories of charges such as labor and associated loaders, journal
entries, depreciation, hardware/software purchases and maintenance, and invoices for
outside services, base load labor contracts, or consultants. All test items had been either
directly charged to DE-Chio FE&G or charged to allocation pools of which DE-Ohio FE&G
received a portion. These charges totaled approximately $20 million, and included both
small and large items, the largest being a $10 million direct charge to DE-Ohio FE&G for an
increase in its environmental claim reserve. Service Company accounting personmel
explained and reconciled all direct change and allocation pool test items, and provided
adequate supporting documentation for the charges. Silverpoint-Vantage substantiated the
accuracy and appropriateness of DE-Ohio FE&G's portion of the allocated pool charges.

2/ As previously noted, the data excluded direct charges from specific Service Company Human
Resources responsibility centers for employee-related costs.
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VIIl. PRE- AND POST-MERGER CHARGES

A. INTRODUCTION

In this chapter, Silverpoint-Vantage analyzes trends in A&G costs since the merger, and
considers the effect of changes in Service Company allocation methods and corporate
downsizing on DE-Ohio FE&G's A&G costs.'2 Silverpoint-Vantage also examines Service
Company charges by function to investigate the merger’s effect on DE-Ohio FE&G's A&G
costs in more detail.

B. A&G COST TRENDS

There are no readily available reports that separately identify the A&G costs of DE-Ohio’s
regulated businesses. The Company’s FERC Form 1 reports reflect the combined A&G costs
of the regulated electric business and the Ohio portion of the Commercial Power business
unit, but exclude the regulated gas business. Nevertheless, Silverpoint-Vantage found
FERC Form 1 information a reasonable basis from which to evaluate overall trends in DE-
Ohio's A&G costs.’® The following Exhibit illustrates A&G costs from FERC Form 1 reports
for the years 2005 to 2008.

122 Sjlverpoint-Vantage has presented a simplified analysis for illustrative purposes. The analysis is
based on nominal dollars that do not take into account inflation, and it does not reflect any
adjustments for other factors such as load growth.

123/ In 2005, the Cinergy Service Company charged DE-Ohio’s regulated electric and gas business
and commercial power segment a total of $226 million in A&G costs (DR94). This amount is
consistent with $207.7 million in A&G costs for DE-Ohio’s regulated electric and commercial power
segments as reported on FERC Form 1, which excludes the natural gas business.
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Exhibit VIII-1
DE-Ohio FERC Form 1 - A&G Costs

DE-Ohio FERC Form 1
A&G Costs
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VIII-F1 A sizable portion of the increase in DE-Ohio FE&G's A&G is due the costs to

achieve the merger and its benefits, and the cost to achieve the Spectra spin-
off.

Since the merger, Duke Energy has incurred approximately $323 million in costs associated
with its corporate initiatives, i.e., the acquisition of Cinergy on one hand, and the divestiture
of Spectra on the other. DE-Ohio FE&G’s share of these costs, which are primaerily charged
to A&G accounts, has been approximately ten percent, or $30 million. These costs, along
with other one-time adjustments, are not part of the true cost of providing regulated utility
services, When the effects of these extraordinary charges are taken into account, the overall
growth in A&G since the merger has been relatively modest. Silverpoint-Vantage estimates
DE-Ohio FE&G's A&G cost increase from 2005 to 2008 at approximately 10 percent. The
growth in A&G costs for DE-Ohio's electric business and commercial power segments from
2004 to 2005, by comparison, was 17 percent.'”

A&G costs rose sharply, by approximately $50 million, in the year of the merger, and
continued at relatively high levels into 2007, The increase in 2006 is partally due to
extraordinary charges from the Service Company for Duke Energy’s costs to achieve the

122/ DE-Ohio’s FERC Form 1 report shows total A&G costs of $177.5 million in 2004 and $207.7
million in 2005.
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merger and its benefits, and to achieve the Spectra spin-off. These charges, which totaled
$323 million over the last four years, are summarized on the following Exhibit.125

Compliance Audit of Duke Energy Ohio

Exhibit VIII-2
Merger Cost-to-Achieve and Spectra Divestiture Costs

{($ Millions)

Merger Spectra
Cost—to—rfshieve Slfin-off Total

2006 $128.0 $50.2 | $173.2
2007 54.5 17.9 72.4
2008 43.9 - 439
2009 28.3 - 28.3
Total $254.70 $68.1 $323

Although the divestiture of Duke Energy’s natural gas business did not occur until January
2007, Duke Energy incurred the largest portion of the cost to achieve the Spectra spin-off
during 2006. Similarly, more than half of Duke Enetgy’s cost to achieve the merger and its
benefits thus far was incurred in 2006. The Service Company generally treats these expenses
as governance-level costs that it allocates to all business units using three-factor formula
percentages; which for DE-Ohio’s regulated electric business and commercial power
segments in 2006 totaled 12 percent.1%¢ In 2006, these business segments received $21
million (7.e., 12 percent of $178.2 million) of these extraordinary costs, which the Company
charges primarily to A&G accounts; as such, the cost of these corporate-level initiatives
accounted for nearly half of the $50 million increase in total A&G costs.

In 2007, the DE-Ohio segments’ share of these extraordinary costs increased to 20 percent, or
$14 million (i.e., 20 percent of $72.4 million).?” The following Exhibit illustrates the effect of
these extraordinary costs on the trend in total A&G cost; it is apparent that the cost of these
Duke Energy corporate initiatives is one of the primary causes of increases in A&G cost.

15/ Response to DR92.

126/ DE-Ohio FE&G and Commercial Power business unit governance three-factor formula
percentages for 2006 were 6.5% and 9.11%, respectively, or 15.61% in total. The auditors used 12
percent to approximate the effect of excluding the DE-Ohio natural gas business and the non-Ohio
portion of Commercial Power.

127/ DE-Ohio FE&G and the Commercial Power business unit governance three-factor percentages
for 2007 were 9.66% and 11.67%, respectively, or 21.33% in total. The auditor used 20 percent to
approximate the effect of excluding the DE-Ohio natural gas business and the non-Ohio Commercial
Power segment, which had been significantly downsized. The auditors used the same estimate for
2008.
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Exhibit VIII-3
Estimated Effect of Extraordinary Costs

Estimated Effect of Extraordinay Costs
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Silverpoint-Vantage investigated whether part of the increase in A&G costs for DE-Ohio’s
regulated electric business and commercial power segments was caused by a substantial
change to the methods DE-Ohio uses to split costs between its natural gas and electric
business segments. Both before and after the merger, the Company based these allocations
primarily on factors such as revenues, labor, inventory, and customers, none of which are
affected by the merger.!?® As such, the auditors expect that minor changes to gas and
electric allocation methods would have only a minimal effect.

The auditors were not able to quantify the impact on A&G costs of a significant change in
capitalization policy. While this change primarily impacts utility T&D O&M, it also
influences the treatment of some Service Company costs, a portion of which DE-Ohio
charges to A&G.'? Cinergy, which had more liberal capitalization policies, adopted the
more conservative policies and methods of Duke Energy after the merger. Previously, DE-
Ohio and its affiliates directly charged some employee labor costs to capital and expense
accounts according to pre-determined distributions that were not subsequently trued up to
actual experience. Under the Duke Energy method, companies charge labor to expense
accounts and move costs to CWIP capital accounts later as necessary.1

18/ Response to Data Request #37,

129/ For example, distribution O&M costs rose from $36 million in 2005 to $49 million in 2007 and $54
million in 2008; some portion of the increase is likely due to changes in capitalization policy.

180/ Interviews of November 16, 2009 and February 16, 2010.
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Silverpoint-Vantage examined A&G costs at the FERC account level to hopefully obtain
further insights into the effect of the merger on A&G costs. The following Exhibit
summarizes A&G expenses for the DE-Ohio regulated electric and commercial power
business segments by individual FERC account.

Compliance Audit of Duke Energy Ohlo

DE-Ohio Form 1 A&G Expenses by Account

Exhibit VITI-4

Acct # FERC Account 2005 2006 2007 2008
920 A&G Salaries $76,011,557 | $76,600913 | $70497470 | $61,915,704
Office Supplies and | I T T T
921 Expenses 20,943,933 | 53,401,159 | 46,563,722 | . 34,823,736
Less: Admin Expense
922 Credit (153,444) {176,336) {89,539 {87,929)
923 Qutside Services 27010424 | 25995378 | 26,886,992 | 39,715,130
024 Property Insurance 2,677,915 6,522,637 8,991,445 | 10,954,389
925 Injuries and Damages 6,001,374 9,466,585 7,204,198 | 11,881,822
Employee | R
926 Pensions/ Benefits 47,475,767 | 51,766,839 | 52,482,158 | 34,365,193
927 Franchise Requirements 1,601
Regulatory Com.
928 Expense 5,614,448 8,661,611 2,482,29% 3,580,862
Less Duplicate Charge
929 Credit (1,307,806) | (1,515,766) | (1,016,546) | (6,306,536)
930.1 General Advertising 6,982 6,304 1,311
930.2 Miscellaneous General 3,896,477 6,317,006 5,350,310 8,233,047
931 Rents 16,640,380 | 17,993,294 | 20,591,845 | 17,289,756
Total A&G Operations | $204,811,025 | 255,040,302 | $239,951,155 | $216,368,086
Maintenance-General
935 Plant 2,873,992 3,139,220 3,405,530 2,874,316
Total A&G 207,685,017 | 258,179,522 | 243,356,685 | 219,242 402

The costs to achieve the merger and the Spectra spin-off are reflected primarily in A&G
salaries, office supplies and expenses, outside services, and employee benefits accounts.

According to Company accounting personnel, costs in individual FERC accounts in 2005 are
comparable to those in 2008, but not the intermediate years. Part of the increase in office
supplies and expenses {account 921) in 2006 was caused by limitations in the interface
between the legacy Cinergy and legacy Duke Power accounting systems. From the time of
the merger in 2006 until the middle of 2007, DEBS had to charge all A&G costs to DE-Ohio,
other than salaries, benefits, and taxes (accounts 408, 920 and 926), to office supplies and

VS
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expenses. As a result, the growth in other accounts, such as outside services (account 923), is
not reflected accurately until 2008131

The Company’s explanation for the apparent variability in the distribution of A&G costs
among accounts is reasonable. Such variability, however, rules out a meaningful trend
analysis of individual A&G cost categories for the four year period. One notable exception
is the change in employee pension and benefit expenses, which decreased by approximately
$18 million from 2007 to 2008.

In October 2008, the Service Company issued a $20 million credit to DE-Ohio to reflect a
reduction in its reserve for other post-employment benefits (OPEB). The Company
reportedly asked state commissions how to handle this adjustment, and was advised that it
should book the entire credit in 2008132 The $18 million decrease in DE-Ohio’s regulated
electric and commercial power employee pension and benefits expense is roughly
equivalent to iis share of the $20 million OPEB credit.1* Silverpoint-Vantage believes that
this decrease is not truly reflective of changes in the cost of services provided by the Service
Company but instead the result of an accounting adjustment.

The following Exhibit shows A&G costs for the DE-Ohio regulated electric and commercial
power segments as reported on FERC Form 1, compared to A&G costs that Silverpoint-
Vantage has adjusted to remove the cost of corporate initiatives and the OPEB accounting
adjustment.

131/ Interviews of November 16, 2009 and February 3, 2010. Accounting personnel stated that DEBS
could charge any Midwest A&G account after the PeopleSoft update in 2007.

122/ Interview of February 3, 2010. Accounting personnel indicated that $12 million of the credit was
charged to DE-Ohio FE&G O&M, and the rest was either capitalized or charged to DE-Ohio non-
tegulated operations.

133/ Silverpoint-Vantages assumed that $2 million of the credit pertained to the DE-Ohio natural gas
business. All employee benefits costs flow to account 926 unless capitalized; therefore some portion
of the $18 million variation could also be attributable to changes in the level of capital programs.
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Conipliance Audit of Duke Energy Ohio

Exhibit VIII-5
A&G Cost Comparison
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Silverpoint-Vantage believes that this adjusted trend line provides clearer insight into the
effect of the merger on the cost of the utility and business functions provided by the Service
Company, and in turn, the effect on DE-Ohio’s A&G costs. A comparison of the costs in
2008 to those in 2005 is a better gauge of the mid-term impact of the merger on DE-Ohio’s
A&G costs. A&G costs in the years 2006 and 2007 reflect cost inefficiencies that are not
unexpected during corporate transition, which, in the case of Duke Energy, was necessary
both as a result of the merger and as a result of major corporate divestitures.

The adjusted trend line suggests that pre-merger A&G costs for the DE-Chio regulated
electric and commercial power segments have increased approximately ten percent, or $20
million (3228 versus $208), by 2008. Silverpoint-Vantage believes that ten percent represents
a reasonable proxy for the A&G growth rate that was actually experienced by DE-Chio
FE&G's regulated natural gas and electric businesses.

C. CHANGES TO SERVICE COMPANY ALLOCATION METHODS

The service agreement in place before the merger closely resembles the Service Company
Agreement in effect today.1 As with the current agreement, costs for functions provided

134/ The agreement, dated August 30, 2004, was provided in response to Data Reques{ #20.

m’”‘”’““‘“"*"" Silverpoint Consulting



98

by the Service Company were based on fully distributed costs. Silverpoint-Vantage
compared Cinergy Service Company cost allocation methods to those in use today to
determine whether any of the growth in DE-Ohio FE&G's A&G charges since the merger
may be attributable to changes in these methods.

The allocation factors that the Cinergy Service Company used to distribute the cost of its
utility-related functions to the Midwest utilities before the merger were essentially the same
as those used by DEBS and DESS after the merger. For example, allocation of T&D
engineering and construction costs is still based on construction spending, and allocation of
system maintenance costs is still based on circuit miles. The primary difference for these
functions is that some Service Company pools now also include DE-Carolinas.!%

DE-Ohio FE&G's share of the Midwest utility-only pools has remained rather constant. The
following Exhibit shows, as an example, the sales and number-of-customers allocation ratios
used to distribute certain Midwest marketing and customer relations pools before and after
the merger.13

Compliance Andit of Duke Energy Ohio

Exhibit VIII-6
Comparison of Marketing and Customer Relations

Midwest-only Pool Allocation Percentages

DE-Ohio DE- DE-

Allocation Factor FE&G% | Indiana % | Kentucky %

# of Midwest customers

2005 5296 3632 10.72

2008 h2.61 36.59 10.80
| Midwest sales

2005 56.70 34.69 861

2008 51.12 3946 942

In addition, as discussed in Chapter V11, the Service Company directly charges most of its
cost for utility-related functions, except for marketing and customer relations. As such,
most costs for utility-related functions are unaffected by allocation methods. Also, most of
the cost of these functions is ultimately charged to accounts other than A&G accounts.

135/ The Service Company typically uses these broader pools to distribute common management
costs.

16/ Silverpoint-Vantage used LOB C12 for the number of customer and LOB 506 for sales as listed in
the 2005 allocation percentages provided in response to Data Request #20.
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Changes in allocation methods are more evident for the business functions and are arguably
more important because a significant portion of the cost of these functions flows to A&G.
The following Exhibit summarizes the allocation factors in use before and after the merger.

Compliance Audit of Duke Energy Ohio

Exhibit VIII-7
Comparison of Allocation Factors for Traditional Business Functions
January to June, 28
. . Current Service Compan
Function Cinergy Services Agreement Agreement pany
Finance; Accounting Wt. Avg. - Sales/Construct. Expend. Three-factor formula
Facilities # of employees (to Service Co only) Square footage ratio
Wt. avg. of customers, employees,
Legal and totagl construction expelzlgtures Three-factor formula
Three-factor formula
Public Affairs # of customers (Gov/Ent); wt. avg. of
cust/ employ. (Utility)
HR; IT - PC Support # of employees # of employees
Exec.; Planning; Invest. Rel.; Int.
Aud.; Enviro. Mgmt/Policy; Sales Three-factor formuiat®”
IT Mgmt/Support
IT - Data Center/Ops. CPU seconds CPU seconds
IT - Communications # of employees # of servers
IT - Software Develop./IT CPU seconds Either CPU or Number of
Mgmt/Suppor{!¥ Servers

Only a few allocation factors remained the same, namely those for human resource, PC
support, and data center costs. The most obvious difference is the switch to the three-factor
formula as the general allocator. The Cinergy Service Company used sales as its primary
general allocator, although it also used in some cases the weighted average of two or more
factors.

Silverpoint-Vantage ultimately found that it was not possible to estimate the effect of the
change in allocation factors. One reason is that the functional allocation pools changed
along with the allocation factors. While the current Service Company generally organizes
its functions into governance-, enterprise-, and utility-level services, the Cinergy Service
Company did not. The Cinergy Service Company also had many more pocls. For example,
the current Service Company maintains eight pools that it allocates using the number-of-

137/ Only the utility-level environmental services pool is still allocated using a sales ratio.

138/ The IT software development pool was eliminated, and the function became part of the IT
management and support pool.
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employee ratio; the Cinergy Service Company had at least twenty. The composition and
nature of allocation pools before and after the merger are not necessarily comparable.13?
Also, DE-Ohio FE&G's pre- and post-merger allocation percentages for business functions
are generally not comparable because the client companies included in the calculations are
different.

D. EFFECT OF CORPORATE DOWNSIZING

In addition to the Spectra spin-off, Duke Energy also divested its Duke Energy North
America (DENA) plants along with Cinergy’s marketing and trading function. The obvious
result of this corporate downsizing was that by 2007 the Service Company had fewer client
companies over which to spread its costs. The Service Company also ceased to support
Crescent Resources, a Duke Energy real estate subsidiary. The effect of this corporate
downsizing on three-factor formula allocation percentages, for example, was quite
significant, as shown on the following Exhibit, 140

Compliance Audit of Duke Energy Ohio

Exhibit VIII-§
Three-Factor Formula Percentages

DEQ DEGT/ | Comm.  Internat/
FE&G | DEK DEI DEC | Field Svc | Power Other

Governance 2006 | 6.50% | 1.52% | 11.01% | 36.55% 28.85% 9.11% 6.46%
Governance 2007 | 92.66% | 2.81% | 16.07% | 53.55% 11.67% 6.14%

Enterprise 2006 8.12% | 1.88% | 13.71% | 45.54% 15.40% | 11.29% 4.06%
Enterprise 2007 | 10.25% | 2.99% | 17.09% | 56.91% 12.46% 0.30%

DE-Ohio FE&G's governance three-factor formula percentage increased by almost 50
percent, from 6.5 percent in 2006 to 9.6 percent in 2007; its enterprise-level percentage grew
from 8.12 to 10.25 percent in the sasne time period.'4!

Estimating the effect of the corporate downsizing on DE-Ohio FE&G's Service Company
charges in general, and the A&G portion of those charges in particular, is difficult. The
auditors do not have Service Company data for 2006, and cannot separately identify DENA

129/ In some instances the Service Company replaced common pools with, for example separate
natural gas and electric pools, or separate transmission and distribution pools.

40/ Data for 2006 and 2007 taken from final reporis in the audils of the merger-related agreements of
DE-Indiana and DE-Kentucky provided in response to Data Request #36.

11/ Utility-level three-factor formula percentages were not affected.
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charges. Gilverpoint-Vantage can, however, estimate the effect on remaining business units
as a whole due to the Service Company’s loss of Spectra and Crescent Resources as client
companies.

The following Exhibit summarizes total Service Company charges to all Duke Energy
business units during the last six months of 2006, prior to corporate downsizing. Silverpoint

estimated the total charges for the first six months of 2007 based on actual charges for the
first three months of the year.142

Compliance Audit of Duke Energy Ohio

Exhibit VIII-9
Comparison of Total Service Company Charges ($ Millions)
July-Dec. Jan.-March | Estimated | Six Month
2006 Actual | 2007 Actual | 6 Mo. 2007 | Difference
Allocated $551.0 $220.7 $441 $110
Direct 4442 197.1 $395 50
Total $995.2 $417.8 $835 $160

The difference in total Service Company charges between the two six-month periods, or the
decrease in Service Company costs after the divestitures, is approximately $160 million.
Approximately $50 million of the reduction in allocated charges, however, isdue to a
decrease in 2007 of the charges for the costs to achieve the merger and Spectra spin-off.'#3
The reduction in Service Company charges attributable to true reductions in the cost of
providing services to client companies is therefore likely closer to $110 million.

Silverpoint-Vantage compared the net $110 million reduction to the $141 million in actual
charges from the Service Company to the Duke Energy natural gas business units and to
Crescent Resources in the last six month of 2006, which are summarized on the next table 14

12/ Duke Energy North Carolina Report, pages 26-27.

143/ Extraordinary costs fell from $178.2 million in 2006 to $72.4 million in 2007; Silverpoint-Vantage
assumed that approximately half of the $106 million decrease occurred in the first half of the year.

144/ Charges to the Duke Energy Gas Transmission and Field Services business units for July to
December 2006 taken from Final Report on Duke Energy’s Affiliate Transactions, filed with the North
Carolina Utilities Commission on October 1, 2007 in Docket No. E-7, Sub 795B ( Duke Energy North
Carolina Report), page 26. The Service Company provided some services to Spectra in 2007 under a
separate confract, but charges totaled less than $20 million. (Duke Energy North Carolina Report,
page 68.) ‘
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Compliance Audit of Duke Energy Ohio

Exhibit VIII-10
Service Company Charges to Spectra and Crescent
July-Decemtber 2006 - (§ Millions)

Spectra Crescent
Allocated charges $87.8 $10.1
Direct charges 43.3 -
Total $131.1 $10.1

The analysis implies that approximately $30 million in charges otherwise allocated to
Crescent Resources and Spectra in a six month period (or $60 million for the entire year)
could not be avoided. Assuming DE-Ohio FE&G received ten percent of these costs, its
Service Company charges were approximately $6 million higher in 2007 because of the
downsizing; A&G costs were approximately $4 million higher for the year.145

The effect is more modest than one might ordinarily expect. After the divestitures, the
number of Service Company employees did not significantly decrease, so it is reasonable to
assume that total labor costs declined only marginally. However, that is likely not the case
tor other types of Service Company costs. Direct costs previously charged by the Service
Company to the divested business units should have essentially disappeared. The size of
allocation pools certainly declined after the divestitures to reflect decreases in the Duke
Energy’s cost of outside services (e.g., accounting, auditing, and bank service fees) and the
avoidance of user-based costs for the employees of divested companies (e.g., hardware and
software purchases and leases, and PC support).

E. SERVICE COMPANY FUNCTIONAL ANALYSIS

Charges from the Service Company to DE-Ohio FE&G flow into many different FERC
accounts, including T&D O&M expense, customer and sales expense, CWIP, and A&G. The
vast majority of DE-Ohio FE&G's A&G costs originate at the Service Company. In order to
obtain further insights into how the utility’s A&G costs have changed since the merger,
Silverpoint-Vantage compared charges by function for two comparable time periods. Based
on the availability and consistency of available accounting data, the auditors selected the
last six months of 2005 and 2008.14 While this function-by-function analysis is far from

15/ Silverpoint-Vantage used DE-Ohio FE&(G's governance three-factor formula percentage to
develop the estimate of Service Company charges. The auditors estimated that 60 percent of DE-
Ohio’s Service Company charges flowed to A&G accounts based on 2008 actual charges.

146/ The auditors intended to conduct a year-over-year comparison. However, Cinergy implemented
a new version of BDMS in April 2005, and accounting data from the first three months of the year are
substantially different from the rest of the year.
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precise, it does offer some insights into the changes in A&G costs since the merger. Overall,

the decrease in A&G costs in some functions was outweighed by increases in nthers.

The following Exhibit summarizes the allocated and direct Service Company charges to DE-

Ohio FE&G for the two periods.#?

Compliance Audit f Duke Energy Ohio

Exhibit VIII-11
Comparison of Service Company Charges to DE-Ohio FE&G (3000)
July-December | July-December
2005 2008
Allocated charges $71.246 $68,761
Direct charges 16,940 87,857
Total $88,186 $156,618

Total Service Company charges grew over the three-year time period by nearly 80 percent.
As was discussed in Chapter V1I, the primary increase to Service Company charges in recent
years has been in direct charges, rather than allocated ones. The same is true for the growth
in A&G charges since the merger, as is evident in the following Exhibit, which summarizes
total Service Company direct and allocated charges to DE-Chio FE&G, grouped by FERC

account categories.

4/ Data for the analysis in this section were provided in response to DR94 and 102.

%&p Convalting, Inc.
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Compliance Audit of Duke Energy Ohio

Exhibit VIII-12
DE-Ohio FE&G Service Company Charges by FERC Account

July-Dec
2005 July-Dec July-Dec 2008] July-Dec

FERC Account Allacated | 2005 Direct | % Direct| Allocated | 2008 Direct | % Direct
107-108 (CWIP) $144,903 { $12,482,79 99% $678 | 338,556,059 100%
Other 100s 2,440,355 96473 7,334,876 99%
400s 71,000 424,105 37%|  2133,764] 2449886]  53%
500-550s 9,756 900} B% 300,474 450,280 62%
560-570s (Tran O&M) T007487] 389,258 28% 51437] 2,089,547 98%
580-590s (Dist O&M) 1,099,627] 1329221 55% 251.466] 2,311,802 90%
700-800s 311,591 474,663 60% 4742 -381,028]  101%
500-910s (Customer) 6406,770] 363,157 5%|  6558,609] 18,659,131 74%
920-930s (A&G) 59,119,101] 1,476,166 2%| 59,363487] 16,356,466, 22%
Total $71,245,590 | $16,940,266 19%] $68,761,150 | $87,857,019 56%

In this six-month pre- and post-merger period comparison, total A&G charges to DE-Ohio
FE&G grew by approximately 25 percent; allocated A&G charges remained essentially
constant, while direct A&G charges grew by $15 million.1¥¥ During the six-month period of
2005, nearly 70 percent of DE-Ohio FE&G's Service Company charges flowed to A&G
accounts, compared to only 48 percent in the six-month period of 2008, This shift was

caused by growth in other cost categories, such as customer accounts expenses and capital
spending.

Silverpoint-Vantage compared the two six-month periods, and found that DE-Chio FE&G's
A&G costs for Service Company functions such as human resources and internal auditing
have fallen since the merger. For a comparable six-month period, total A&G charges fell by
over 50 percent, as did total Service Company charges, as summarized on the next table.

148/ It should be noted that the growth during these six-month periods is not necessarily comparable

to that in the earlier A&G cost trend analysis, as Service Company charges are higher in the second
half of the year.
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Complisnce Audit of Duke Energy Ohio

Service Company Charges to DE-Ohio FE&G ($000)

Exhibit VIII-13

Total Charges A&G
July-Dec July-Dec | July-Dec | July-Dec
2005 2008 2005 2008
Human resources $8,040 $4,146 $7.640 54,007
Accounting¥® 55,607 $2,629 $5,838 $1,504
Internal auditing 632 302 624 289
Investor relations 186 104 181 100
Right-of-Way 790 (428) 95 49
Meters 1,392 1,110 263 89
Total $16,647 57,863 $14,641 $6,038

The significant reduction in human resources and meter function A&G costs was, for
example, due to reductions in labor costs; the decrease in A&G costs for internal audit, on
the other hand, was due to a decrease in outside services. The reductions in A&G costs for
these functions are in some cases due to near-term merger synergies.

Silverpoint-Vantage found that A&G costs for two utility-related Service Company

functions also feil for a comparable six-month period, as summarized in the following
Exhibit,

Compliance Audit of Duke Energy Ohio

Exhibit VIII-14
Service Company Charges to DE-Ohio FE&G ($000)

Total Charges A&G
July-Dec | July-Dec | July-Dec | July-Dec
2005 2008 2005 2008
Power Engr./Const. 6,270 670 421 99
System Planning 2,484 5,440 842 356
Total $8,754 $6,110 $1,263 $455

It is difficult, however, to generalize about the reason for the decrease in A&G costs, as it

199/ Tt is not clear whether Service Company depreciation charges were included here or in Finance
in the 2005 six-manth period; during 2008, depreciation charges are part of the executive function.

B
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may have been driven by the nature of the work or other factors. System planning costs
increased primarily due to an accrual for MISO costs, which flowed to T&D accounts and
therefore had no impact on A&G costs. Charges for power engineering and construction
decreased, primarily due to a $4 million difference in CWIP, again with no effect on A&G
costs.130

For another group of Service Company functions, shown on the next table, A&G costs
increased significantly, most of which was caused by actual increases in spending on behalf
of DE-Ohio FE&G.

Compliance Audit of Duke Energy Ohio

Exhibit VIII-15
Service Company Charges to DE-Ohio FE&G ($000)
Total Charges A&G
July-Dec | July-Dec | July-Dec | July-Dec
2005 2008 2005 2008
Environmental $255 $5,170 $220 $4,861
Facilities 2,263 16,636 2,146 6,293
Mkt/ Cust. Rel, 8,724 38,608 1,645 6,147
IT 8,836 21,564 7,973 16,630
Rates 508 1,546 339 1,504
Facilities ROR 879 879
Total $20,586 $84,403 $12,323 $36,314

The large increase in environmental charges, for example, is due primarily to nearly $4
million in environmental clean-up costs during the six-month period in 2008 that did not
exist during the comparable period in 2005, all of which was charged to A&G accounts. The
significant increase in facilities charges was the result of a series of critical infrestructure
projects, including improvements to buildings and data centers. While a large portion of the
cost of these capital improvements was charged to CWIP, a significant portion flowed to
A&G accounts. The significant increase in A&G for the marketing and customer relations
function is largely due to charges from outside contractors for new IT program
development.1s

130/ Interview of February 16, 2010.

131/ Interview of February 16, 2010. A large part of the increase in total Service Company charges in
2008 is due to direct charges for bad debt expense, interest rate hedging, deferred demand side
management costs, and losses on the sale of customer accounts; these costs had been accounted for as
DE-Ohio FE&G intra-company charges in 2005.
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While some portion of the increase in A&G costs for the IT function is due to increased
spending for IT initiatives, some is also due to the change in DE-Ohio FE&G's capitalization
policy 132 Charges from the Facilities Rate-of-Return (ROR) allocation pool in the six-month
period in 2008 are for DE-Ohio FE&G's share of cost-of-capital charges made by DE-
Carolinas to DEBS for space in its buildings; all of this cost flows to A&G accounts.

A&G costs for one group of utility-related functions increased significantly since the merger,
as shown in the following Exhibit.

Compliance Audit of Duke Energy Ohio

Exhibit VIII-16
Service Company Charges to Business Units (${4{0)

Total Charges A&G
July-Dec | July-Dec | July-Dec | July-Dec
2005 2008 2005 2008

T&D Eng./Const. 4,779 22,554 472 4,432
System Maint. 2,298 1,007 535 1057
Materials Mgmt. 931 2,724 220 673
Transportation 1,969 1,193 <] 652
Total $9.977 $27,478 $1,227 $6,814

In some cases the increase in A&G costs coincides with an increase in total Service Company
charges for the function, but in other cases not. It is difficult to gencralize about the reason
for the increase in A&G costs, as it may have been driven by the nature of the work or other
factors. An increase in A&G costs for some functions may also be reflective of the change in
DE-Ohio FE&G's capitalization policy after the merger.

A large portion of the T&D engineering and construction charges during the six-month
period of 2008, for example, flowed to CWIP rather than A&G accounts. Most of the
increase in Service Company charges for the materials management function resulted from
moving DE-Ohio FE&G utility personnel to the Service Company, which ordinarily should
not cause an increase in A&G costs. Accounting personnel indicated that some Midwest
utility personnel who previously directly charged their time may now, after moving to the
Service Company, have begun to charge time into general allocation pools that flow to A&G
accounts.153

152/ Interview of February 16, 2010,

153/ Interview of February 16, 2010.
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A compatison of DE-Ohio FE&G's A&G costs for several business functions for the two six-
month periods are summarized in the following Exhibit.

Compliance Audit of Duke Energy Ohio

Exhibit VITI-17
Service Company Charges to DE-Ohie FE&G ($000)
Total Charges A&G
July-Dec July-Dec | July-Dec | July-Dec
2005 2008 2005 2008
Finance 27,962 3,059 27,461 2,89
Public Affairs $1,216 $2,204 $1,003 $1,450
Executive 2,623 9,786 2,286 9,523
Planning < 2,349 <] 1,054
Legal 421 2,897 362 23865
Rent 2,342 2,342
CTA Deprec. 1,148 1,148
CTA IT/Plan. 919
Total $32,222 $22,785 $31,112 $22,192

Some of the changes in costs are difficult to analyze. Legal charges for the 2005 six-month
period, for example, appear artificially low because of large accounting adjustments that
moved these costs to other areas.

The large part of the decrease in finance A&G costs is due to a change in the accounting,
treatment of employee incentives. Prior to the merger and until 2007, incentives for Cinergy
affiliate employees were recorded using high-level journal entries originating from the
finance group. Now, incentives are included in the labor loaders applied to all Service
Company labor charges for each function. The decrease in finance A&G costs is therefore
offset by increases in A&G salaty costs in other Service Company functions. The decrease
also partially offset by charges for costs to achieve the merger and its benefits in the six-
month period of 2008.

Accounting personnel indicated that part of rise in A&G costs in the executive function
during the 2008 six-month period is due to approximately $2 million in accruals for
employee-related costs such as stock options and for corrections in unproductive labor
costs. Italso reflects approximately $4 million in Service Company depreciation charges not
included in this function during the comparable period in 2005.1%

154/ Interview of February 16, 2010.
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