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INTRODUCTION

Background

On July 18, 2007, Duke Energy Ohio, Inc. (DE-Ohio or Company) filed an application
for an increase in its gas distribution rates in Case No. 07-0589-GA-AIR. DE-Ohio is an
Ohio corporation engaged in the business of supplying natural gas to approximately
424,000 customers in southwestern Ohio, all of whom will be affected by this
Application. DE-Ohio is a public utility as defined by R.C. 4905.02 and 4905.03.

DE-Ohio proposes a test year consisting of the twelve-month period ending December
31, 2007, and a date certain for property valuation of March 31, 2007.2

DE-Ohio estimates that the rate changes proposed, if granted in full, would increase gross
revenues by $34.1 million or 5.7% annually over the test period gross revenues generated
from providing service to customers.”

DE-Ohio stated in its application that the primary reasons for filing its application 1s to
generate sufficient revenues for DE-Ohio to pay its operating expenses, to service its
debt, and to provide an adequate rate of return on its property used and useful in the
rendition of gas service to its customers. DE-Ohio's current rates, authorized by the
Commission in Case No. 01-1228-GA-AIR, are based on a date certain of March 31,
2001, and on an accounting test year for the twelve months ended December 31, 2001.
Since that test year, the property used and useful in the rendition of gas service to the
customers affected has materially increased. As a result, the current rates are projected to
provide a 5.62% rate of return for the proposed test period. DE-Ohio stated that this is
substantially below the 9.27% return found reasonable for DE-Ohio by the Commission
in DE-Ohio's last gas rate proceeding. The Company submits that a refurn of 8.73% is
fair and reasonable.*

DE-Ohio's other primary reasons for filing this Application is to propose: (1) re-approval
of Rider AMRP as a cost recovery mechanism for DE-Ohio's accelerated cast iron and
bare steel replacement program and (2) implementation of new Riders AU and SD. DE-
Ohio began the AMRP in 2000. Under the program, DE-Ohio plans to replace all of the
cast iron and bare steel mains and associated metallic services on its system by 2015. As
of December 2006, DE-Ohio had approximately 604 miles of remaining twelve-inch and
smaller diameter cast iron and bare steel mains on its distribution system. The cast iron
and bare steel mains are quite aged, with some installed in 1873. This program will
improve safety and reliability because the leak rate for DE-Ohio's cast iron and bare steel
mains is higher than the leak rate for DE-Ghio's plastic and coated steel mains. Rider AU
is a tracking mechanism that will allow DE-Ohio to recover the costs and pass through to
customers the savings related to upgrade its distribution network, including installation of

' Application of Duke Energy Ohio, Inc. dated July 18, 2007, p.- 1, 9L
2 Application of Duke Energy Ohio, Inc. dated July 18, 2007, p. 3, 5.
* Application of Duke Energy Ohio, Inc. dated July 18, 2007, p.3,96.
4 Application of Duke Energy Ohio, Inc. dated July 18, 2007, pp. 3-4, 7.
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Advanced Metering Infrastructure., Rider SD will break the link between volumes sold
and cost recovery by allowing the Company to recover the differences between actual
base revenues and adjusted revenues as granted by the Commission in the Company's last
base rate case (beginning with the pending proceeding, when approved by the
Commission).®

Project Scope

Blue Ridge Consulting Services, Inc. (Blue Ridge) was retained to conduct an audit and
analysis of the components, backup support, and underlying management processes that
go into the development and determination of the revenue requirements applied for by the
Company. Blue Ridge submitted a preliminary work plan in its proposal dated August
22, 2007, which was subsequently approved and implemented. The scope of the
investigation was designed to determine (1) whether the Company’s filed exhibits related
to test year operating income, rate base, and other issues and the underlying information,
data, and calculations were reasonable for ratemaking purposes, and (2) whether the
financial and statistical records reliably support the data in the filing and are they
accurate,

The scope of Blue Ridge’s andit includes four major areas:

A. General Requirements aimed at furthering the understanding of the Company’s
management, operations, policies, and practices,

B. Allocations including the Corporation Allocations Manual associated with
affiliate transactions and jurisdictional allocators,

C. Operating Income including reviews of major changes in revenue and expenses
for the past five years, and

D. Rate Base including major plant additions and retirements.

The purpose of Blue Ridge’s investigation was to develop financial data for ratemaking
purposes; it was not intended to provide a basis for expressing an opinion on the financial
statements of the Company as a whole.

$ Application of Duke Energy Ohio, Inc. dated July 18, 2007, p. 4; 8.
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EXECUTIVE SUMMARY

The following is a summary of Blue Ridge’s significant findings, conclusions, and
recommendations. The Company was cooperative during the audit and provided the
requested information timely. The Company’s processes, procedures, and practices
provide assurance that the information contained in its base rate filing can be relied upon,
after correcting for those issues noted herein, for setting rates. Blue Ridge appreciates the
Company’s cooperation in conducting this audit and facilitating the document and
information responses.

A. GENERAL REQUIREMENTS

Blue Ridge verified the mathematical accuracy of the majority of values in the
Company’s revenue requirement model and traced those values back to cited sources.
However, Blue Ridge did discover several of errors in the model. The mathematical
errors discovered by Blue Ridge overstate the revenue deficiency by $413,917 and
overstate the revenue requirement calculated by the Company by $413,6591.

Recommendation
Blue Ridge recommends that the Company’s revenue requitement model be
corrected and the appropriate adjustments made to the revenue deficiency in the
Company’s filings.

B. ALLOCATIONS

Costs are allocated between and among affiliate organizations based on jurisdictional,
orgamzational, functional, and cost of service considerations. Blue Ridge reviewed and
validated the jurisdictional, organizational, and functional allocation factors used in
distributing service organization costs to DE-Ohio.

Blue Ridge found that the functional allocations are appropriately documented in the Cost
Allocation manual or CAM. However, the allocations are not applied at the individual
transactions, but rather after aggregating charges at the line of business or responsibility
center level. As a result, individual managers, who are assigned the Shared Services and
Business Services costs in aggregate, have difficulty matching charges to services
received.

Furthermore, individual managers have little input to their budgets with regard to Service
Cc:)mpany6 costs. Management analysis is limited to actual to budget variances. The only
real managers of Service Company costs are the functional managers within the Service
Company organizations.

% The term Service Compeny refers to both Duke Energy Shared Services and Duke Energy Business
Services.

Blue Ridge Consulting Services, Inc.
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Recommendation
Blue Ridge recommends that a formal pracess be established within DE-Ohio that
will assure compliance to affiliate transaction guidelines.

Blue Ridge determined that the Liberty Consulting Affiliate Transactions Audit of the
Duke Energy — Carolinas Report’s findings and conclusions, although the audit was
performed specifically on DE-Carolinas, might have an impact on DE-Ohio operations.
Based on our limited review of the Service Company charges and in concert with our
review of the findings in the Liberty Report, the Commission may want to consider
conducting a more thorough review of the Service Company charges and allocations.

Recommendation

Blue Ridge recommends that an audit be conducted on the Service Company
charges and allocations. This audit will help ensure that costs flowing through the
Service Company to DE-Qhio are appropriate and accurate.

While verifying the accuracy of the Company’s revenue requirement filing, Blue Ridge
noted that the Company developed its common plant allocation factors using 2004 net
plant balances instead of 2006 net plant balances. The Company used an allocator of
18.68% to allocate common plant to gas operations for purposes of its rate filing, The
13.5% allocator based on 2006 data is the most recent data available for the 2007 test
year and is more representative of a typical year for the Company due to the merger of
Duke and Cinergy in Aprit of 2006,

Recommendation

Staff should consider a regulatory adjustment to modify the common plant to gas
allocator from the 18.68% used in the Company’s filing (based on 2004 data) tc
13.5% (based on 2006 data).

C. OPERATING INCOME

Blue Ridge reviewed the Company’s operating income and the validity of the information
contained in the income statement and revenue requirements model. Blue Ridge also
reviewed the past trends in expenses and budgets to determine if any anomalies or
extraordinary issues affected the revenues and/or costs included in the Company’s filing.

Blue Ridge found that test year revenue and fuel purchase expenses appear to be
reasonable compared with actual results from prior years based on known increases in
gas purchase costs and the resulting gas cost revenue earned from customers to pay for
gas purchase costs, Operating and maintenance expenses appear reasonable when
evaluated at a category level such as total production, transmission or distribution
expenses. Blue Ridge confirmed that the Company did not have any non-recurring,
abnormal, or extraordinary expenses that were not explained adeguately through
discussions and data responses.

Blue Ridge Consulting Services, Inc.
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Blue Ridge noted no major exceptions to the Company’s budget process. Blue-Ridge’s
assessment of the Company’s budget process is that it is sound and can reasonably be
relied upon to produce accurate budgeted revenues and expenses. The Company has
generally met its budget targets for the capital expenditures.

The Company’s load forecasting process provides appropriate attention to the complex
nature of prices and elasticity, and no deviations from accepted industry norms were
observed. The Company’s weather normalization process as detailed within its filing and
the provided narrative includes generally accepted processes and Blue Ridge considers
the results reasonable.

Recommendation :

However, the Company should require formal senior management approval of the
load forecast before it is distributed to other departments because it is one of the
most important components of the forecasting process. ' '

1t is unclear if the Company’s ad hoc process for understanding potential changes at large
customers is effective, Some utilities have a more formalized survey process to ensure
that large volume users have been surveyed.

Recommendation
Blue Ridge recommends that the Company establish a more formalized survey for
large volume users to understand potential changes.

Blue Ridge performed a mathematical accuracy check of the proposed pro forma
adjustments to operating income and expenses as well as rate base, identified hard-coded
values, requested source documentation for hard-coded values, reviewed the supporting
documentation and traced the adjustment inputs to the supporting documentation. Blue
Ridge discovered several errors in the Company’s model that causes seven proposed
adjustments to be inaccurate. It was also difficult to validate a small subset of values that
underlie the Company’s proposed adjustments.

Recommendation
Blue Ridge recommends that the Company make the corrections and updates to
the Company’s pro forma adjustments as identified by Blue Ridge.

Recommendation

For the exceptions related to values that could not be traced to source
documentation, the Company should be required to demonstrate that the value ties
to the source cited, or if the source cannot be tied to the source cited, explain why
the input is reasonable.

Blue Ridge found that the Company has a robust system of controls in place to ensure the
accuracy of its bill rendering and revenue accounting process. The Company’s controls
are subjected to annual internal and external audits, and we found no major issues in
either reviews of the internal or external audit reports.

Blue Ridge Consulting Services, Inc.
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D. RATE BASE

Blue Ridge concluded that the balance sheet as presented in the Revenue Requirements
Muodel for the most part reflects historical trend. Blue Ridge found that plant additions as
a whole have been consistent since the last rate case with the exception of 2002, which is
slightly less than succeeding years.

Blue Ridge validated that the major additions to the Company’s plant-in-service were
properly supported with appropriate documentation. '

Recommendation
Blue Ridge recommends that DE-Ohio initiate a more detailed and timely review
of the processes related to charging blanket work orders.

Recommendation
Blue Ridge recommends that DE-Ohio’s Accounts Payable section strengthen its
adherence to proper documentation procedures.

Field visits were selected for both physical assets and intangible assets such as computer
systems. No deviations from accepted norms or good utility practice were observed.

Blue~Ridge’s investigation into retirements indicates that DE-Ohio has reasonable
controls and procedures to ensure that retirements are recorded based on the scope of the
work orders. In addition, the Company uses estimates and direct identification of plant to
be retired which results in a reasonable presentation of utility plant-in-service and
accumulated reserve for depreciation. However, the lag in processing work order cost
from a temporary classification in Account 106 — Completed Construction Not Classified
to the continuing property record, along with the determination and recording of
associated retivements of plant, affects the accuracy of the gross plant values. In addition,
and most importantly, the delay in processing the related plant retirements atfects the
level of depreciation expense by overstating the depreciable plant basis.

Recommendation

Blue Ridge recommends that Company establish a process and schedule by which
it can reduce the backlog of ununitized work orders to an acceptable level. The
acceptable level can be determined either by a dollar value from the March 31,
2007, baseline or by an aging of the dollars based on the in-service dates

Blue Ridge concluded that the gross utility plant presented by the Company is overstated.
As a result, the Company’s proposed depreciation expense 1s overstated.  Although net
plant is not overstated, we believe that the amount of the retirements should have been
recorded based on actual retirement transactions for the same work orders between the
date certain and the filing date and updated based on actual information subsequent to the
filing or an estimate in the form of a pro forma adjustment to gross utility plant.

Blue Ridge Consulting Services, inc.
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Recommendation

The Company should be required, in this filing and in subsequent rate filings, to
establish an estimate of plant that should be retired in connection with each work
order that is classified in Account 106 as of the date certain of the filing. This
adjustment should be summarized by category (e.g., Gas Distribution Plant, Gas
General Plant, etc). It should be summarized further by the associated plant
accounts, Finally, an adjustment should be presented that reduces the test-year
depreciation expense associated with the amount of estimated plant retirements.

The Company identified seven major sales transactions, excluding sales of vehicles,
resulting in the retirement of over $16 million of common and dedicated utility gas plant.
QOur analysis of the amount of the proceeds indicates a reasonable assignment of the
proceeds to the various accounts, resulting in a proper presentation of the effect on net
rate base.

Blue Ridge believes that that Company’s AFUDC policy and processes for calculating
the debt and equity components of AFUDC, the application to the individual work orders,
and applicability are reasonable. Discussions with Company personnel indicate that the
work order base for caleulating AFUDC does not account for invoices that have been
accrued and recorded as of the close of the month. Accruals for items Such as accounts
payables should be deducted from the work order amount subject to AFUDC, since
accounts payables do not require the use of either debt or equity. A further review of the
Capitalization Guidelines indicates that it is the Company’s policy not to accrue AFUDC
on property tax accruals nor invoice accruals. Due to the large number of accounts
payable accruals and the number of work orders potentially subject to AFUDC, it is
difficult to determine the impact accounts payable accruals would have to the recorded
costs of work orders. Any adjustments to the AFUDC calculation or base costs subject to
AFUDC will affect the amount of cost recorded in a work order; thus, it affects the
Company’s rate base and resultant depreciation expense.

Recommendation

Blue Ridge recommends that the Company ensure that the AFUDC calculation
and underlying processes, such as accounts payable accruals, are reflected and
that the Company is adhering to its policy as stated in its Capitalization
Guidelines.

The values presented in the Company’s filing for deferred income taxes reconcile to the
Company’s general ledger. The Company provided explanations for the line items.

Blue Ridge Consnlting Services, Inc.
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A. GENERAL REQUIREMENTS

Audit Team

Michael J. McGarry, Sr. — Lead
Donna Mullinax

Dan Salter

Warren Fischer

Patrick Phipps

Hallie Lawrence

Howard Solganick

Michael Dryjanski

Tracy Mullinax

e N N N

Objectives and Scope

Blue Ridge’s audit objectives and scope as provided in the approved work plan included
the following:

Task A.1-Request and review all available documents and testimony

Search the Commission files through the Internet, and request a copy of the
information not available on the Commission website relating to the issues 1n this
proceeding. This information will included the Company’s minimum filing
requirements (MFR) and any discovery submitted prior to or at the time of the
Company’s filing, including, but not limited to workpapers and background
information requested by Staff.

Task A.2-Initial consuliation with Staff

Blue Ridge will confer with Staff and other comsultants, if appropriate. The
purpose of this initial consultation is to establish a proper working relationship, to
receive input or recommendations, to discuss past relevant Orders, and to discuss
the procedures to be followed in this proceeding.

Task A.3-Verify the mathematical accuracy of the application

Review filing for major rate and revenue requirement impacts proposed by the
Company. Validate all calculations and flow through of exhibits in the filing.
Note and request explanation of calculations that cannot be validated

Task A.4-Review the Staff Report of Investigation in the Applicant’s last base rate
case,

Prepare list of significant and carry over issues including any amortizations that
should be discontinued or possibly credited to customers.

Blue Ridge Consulting Services, Inc.
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Task A.5-Review the Opinion and Order jfrom the Applicant’s last base rate case

Prepare list of compliance aspects from previous order

Task A.6-Review the audit report and Opinion and Order from the Company's most
recent gas cost recovery case

Determine if any cross over issues from the gas cost cases may impact base rate
filing.

Task A.7-Develop a comparison of the revenue requirement from the Opinion and
Order in the last base rate case to the current revenue requivement (pro forma) in the
current case, 1o assist in identifying what costs are driving the requesied increase

Prepare a spreadsheet-based model comparing last case to current application
highlighting major differences.

Task A.8-Interview the Applicani's management personnel and review both internal
and published financial reports 1o assure understanding of the Applicant's operation
and organization

Conduct a series of management interviews to ensure understanding of
Company’s operations.

Task A.9-Issue data requests for information tc complete the following specific items.
Each of these items will be review and incorporated within the analyses, findings and
conclusions related to our assessment of the accuracy and validity of the Company's

filing.

e Actuarial reports for pensions and other than pensions
o Affiliate Agreements for Inter-affiliate Transactions
s Audit Committee Minutes

» Billing Records (registers, etc.)

Board of Director Minutes

Chart of Accounts and Accounts Manual
Construction Work Orders

Construction Budgets

Continuing Property Record (CPR)

Corporate Budget by Month and by Function
Current Labor Contract

External Independent Audit Reports and Workpapers
Franchise Fee Records (collection and payment)
Forecast Assumptions

General Ledger and Subsidiary Ledgers

s Income Tax Returns

Internal Audit Reports and Workpapers

Invoices

s List of Property Units

Blue Ridge Consulting Services, Inc.
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FERC General Advertising Expense Acct. 930.1

FERC Miscellaneous General Expense Acct. 930.2
Monthly or Quarterly Operating/Financial Repotts
Monthly or Quarterly Trial Balances

Monthly Sales by Rate Schedule and/or Customer Class
Organizational Charts (corporate and internal reporting lines and departments)
Payroll Records

Property Tax Statements

+ Risk Committee Minutes and Documentation

o Sample of Customer Bills (to verify rates and information)
¢ Standard Journal Entries

Background

The General Requirements section of the Work Plan included much of the initial activity
required to complete the overall assignment. The foundational tasks performed include
those items required to obtain an understanding the underlying financial, operational,
procedural, and statistical data that form the basis of the Company’s exhibits, calculations
and support for the requested revenue increase.

General Requirements Task A.1
Task A.1-Request and review all available documents and testimony

Blue Ridge accessed the Public Utilities Commission of Ohio (PUCQO) website for
documents pertinent to Case Number 07-0589-GA-AIR. These documents were
reviewed to establish a background understanding of DE-Ohio's application. Blue Ridge
also obtained other relevant documents including the previous rate case and data requests
of parties to the case. Appendix 1 provides an index list of the initial documents
reviewed.

A list of preliminary data requests were submitted to the Company on September 13,
2007, prior to the formal kick-off meeting. Additional data requests were submitted
through the duration of the project. A list of data requests issued is included in Appendix
2. The responses to all the data requests submitted are included with the project
workpapers.

General Requirements Task A.2

Task A.2-Initial consultation with Staff
Blue Ridge held initial discussions with the PUCO Staff (Staff) upon project award to
verify the overall scope and direction of this review. A formal kick-off meeting with

Staff, the Company, and the Blue Ridge team was held on September 25, 2007, at the
Company offices in Cincinnati, Chio.

Blue Ridge Consulting Services, Inc.
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General Requirements Task A.3
Task A.3-Verify the mathematical accuracy of the application

Background

Blue Ridge verified the mathematical accuracy of the Company’s rate filing. The
primary support and calculations for the Company’s filing is found in the Company’s
revenue requirement model’ and supporting workpapers. The revenue requirement
model is an Bxcel®-based workbook consisting of a number of worksheets that convert
data from various sources into the Company’s test year operating revenues and expenses,
rate base, and adjustments. It is crucial for the revenue requirement model to be
mathematically accurate. If the model is inaccurate, the Company’s proposed test year
ratebase, revenue deficiency, revenue requirement, and/or adjustments could also be
inaccurate.

Analysis

Blue Ridge reviewed case documentation, including festimony, workpapers, and
supplemental mformation related to the Company’s proposed revenue requirement and
underlgling calculations. Blue Ridge reviewed the Company’s revenue requirement
model® focusing on the mathematical accuracy of the model, making note of hard-coded
values, checking formulae for accuracy, and checking flow-through of values throughout
the model (e.g., dependents/precedents of the model).

For values in the model that include a mathematical formula, Blue Ridge checked the
formula to make sure that the math was correct. For values in the model that are linked to
a cell elsewhere in the model, Blue Ridge checked the link to make sure that the cell was
properly linked within the model. For values that are hard-coded in the model, Blue
Ridge attempted to discern the source of the value, and if the source could not be
determined, Blue Ridge issued a data request on the Company seeking explanations
and/or source documentation.

Blue Ridge requested a significant number of source documents for values and
calculations in the model that could not be verified or duplicated in Blue Ridge’s
preliminary review. Blue Ridge issued more than 40 data requests’ to the Company
seeking either explanation and/or supporting documentation for hard-coded values and
calculations in the revenue requirement model.

Blue Ridge reviewed the information provided by the Company in response to these data
requests to determine whether the numbers used in the Company’s model tie to that
source documentation and the calculations that flow from those numbers are accurate.

! PUCO Gas SFRs.xis, obtained from Data Request BRCS-WF-01-001,
8
id.
® These data requests are listed in Blue Ridge’s Document Management System (DMS), which is provided
as Appendix 2.
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Blue Ridge also held interviews with Company personnel to better understand the
revenue requirement model,’® and held follow up discussions with Company personnel
regarding hard coded values to better understand how values were derived from sources
cited by the Company in discovery responses.’! For calculations or values that Blue
Ridge could not tie back to the source cited, Blue Ridge worked with the Company to
verify that the value did indeed come from the source, or issued a follow up data request

seeking clarification.

As Blue Ridge performed this mathematical accuracy check, it tracked values in the
revenue requirement model via a color code/comment system. The results are provided
in Blue Ridge’s workpaper A(3) Math.Accuracy Testxls. As indicated in the key for
Blue Ridge’s workpapers,12 the notations in Blue Ridge’s workpapers are defined as
follows:

» Blue: indicates a value that is developed elsewhere in the revenue requirement
model and Blue Ridge verified that the value ties to the linked source.

¢ Light Green: indicates a value derived through a calculation/formula and Blue
Ridge determined the calculation/formula checks.

e Bright Yellow:" indicates a hard-coded value derived outside the revenue
requirement model and Blue Ridge determined the source from where the input
was taken.

e Tan: indicates comments from Blue Ridge. Comments are added fo describe
sources, calculations, etc.

e Red: indicates a value that either could not be tied back to the source cited by the
Company or that Blue Ridge found the cell contained an error.

e Bright Green: indicates a value that Blue Ridge changed as a result of the
mathematical accuracy evaluation. This only applies to Blue Ridge’s workpaper
A(3)_Math. Accuracy Test - INPUT CHANGES xIs, described below.

The following example illustrates the color code system used in Blue Ridge’s
mathematical accuracy verification workpapers. Lines 3, 5, 6, 9, and 16 are highlighted
in blue and are based on numbers linked from elsewhere in the model. Lines 4, 7, 10, 12,
14, and 18 are highlighted in light green and are the result of a calculation or formula that
Blue Ridge has checked. Lines 11 and 13 are highlighted in yellow and are hard-coded
numbers in the model from another source, and the value has been tied to that source.
The source of the hard-coded values is also described in the workpapers in the comments

"% For example, sce Interview of Ted Czupik, Rate Coordinator — Reverwe Requirement Dept., 9/27/07 and
Interview of Bob Parsons, Rate Coordinator — Revenue Requirement Dept,, 11/12/07 and 11/14/07.

"' One example of this is Tab SCH_C9.1 of the Company’s revenue requirement mode!, wherein several
values were sourced to filename 2005 & 2006 actual 2007 ak&b labor cgde, provided with the Company’s
response to Data Request BRCS-WF-04-009(27). To derive some of the revenue requirement mode! inputs
on Tab SCH_C9.1 taken from the above file, an explanation from the Company was needed on changes to
Fivot tables, numbers to be included in calculations, etc.

* Workpaper A(3)_Math. Accuracy Test.xls, Tab LOGO.

"® There are also several light yellow cells indicating 100% allocation to gas.
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section, which are highlighted in Tan. See notes (1) and (2) on the following table as an
example.

Figure 1-Sample of Mathematical Accuracy Verification Color Coding

DUKE ENERGY OHIO WPG-3.8a

GAS DEPARTMENT WITNESS RESPONSIBLE:
CASE NO. 07-589-GA-AIR W. D. WATHEN
SCHEDULE OF PROPERTY TAXES 1115107

BASED ON FLANT AT MARCH 31, 2007

SCHEDULE/
LINE WORK PAPER JURISCIGTIONAL
NO. DESCRIFTIQN REEERENCE A
[ty
1 Ohilo Property Tax
2
3 Original Cost @ 3-37-07 &ch B-1 BN
4 Ohio Materfals & Supplles WPB-5.15 1,860,331
B Ohio Fual Stock WPB-5, i T
B Gas Stored in Ohlo - Gurrant WPB-5.1t R
7 1,166,734,020
g
¢ Eslimated Valuation Percent (A) WPC-2.80 S
10 Praperty Valuation 171,776,878
11 Avarape Tax Rate Par §1,000 Valuation (B) WwpPG-3.4c §57.4563
12 Property Tax - Ohlo 16,022,318
13 Proparty Tax - Wesl Virginla WPG-3.8d - 272,528
14 Tolal Property Taxes - Gas Operations 15,294 845
15
408015 16  Less: Test Year Property Tax Expanse Seh G-2.1 IR
408035 17
408075 18 Annualization Adjusiment to Property Tax To 8ch C-3.8 €—— (451,758
408090
408098

(A) 2006 Ohlo Valuationis 14.85% of Criginal Cos{ @ 12/31/05.
. (B} Ohlo Average Distributabla Rata for 2007; $87.453 per $1,000 valuallen.
Mate (1); Cell 852 sourced at WEG-3,8c [s Calculalion of Average Propefiy Tex Rale {Supplemental C(7), pp. 68-75}. Page 7 of 7 shows that the Averaga Gas
Properly Tax Rafs J§ 8.7453% (caloylatsd 45713262310 Gas Parsonal divided by 151851470 assessed value of Gas Peednal Prpel :
Nota-(2): Cell 554 naurca of WPC-3.8d shaws Uuke Eraigy Ohio, Inc. WV Undarground Gas Propeity Tax Esfimate, shows 2007 tax paId (athmals) [
§272,631: - This waa caloulatad a8 31 32 ' 215 I8 vnlue rapnrtbd 20
Information. but SFR not updatéd, : -

Blue Ridge also performed on-site tests of underlying data on which the Company’s
revenue requirement model relies. Specifically, Blue Ridge tested the data source
underlying the Company’s proposed labor expense as well as the data source underlying
its Total CG&E Gas O&M FAS 106 payments,'* each of which is described below
related to Tasks 5, 6, and 7 in Section C.

Findings

Overall, Blue Ridge was able to verify the mathematical accuracy of the vast majority of
the values in the Company’s revenue requirement model and trace those values back to
cited sources. However, Blue Ridge did discover a number of errors.

Blue Ridge created an exceptions list {(shown below) containing a list of errors found in
the Company’s filing for which corrections should be made to increase the accuracy of
the filing. The list below is a summary of the errors discovered and their impact on the
Company’s revenue requirement calculation. Each error and associated correction is
deseribed in more detail in workpapers 4(3),C(13) Exceptions List.doc..

4 PUCO Gas 8FRs.xls, Tab B6WP, Schedule WPB-6.1¢ obtained from Data Request BRCS-WF-01-001.
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Exceptions List — Errors/Corrections to the Revenue Requirement Model

1. Due to errors in formulae underlying labor expense, the Company allocates 0% of
Regular Part Time - UWUA employee labor expense to DE-Ohio, which has the
effect of calculating $18,645 less in Total DE-Ohio Gas O&M Labor expense
than would otherwise be calculated if the error were corrected.

2. The Company reports an incorrect amount for Non-Jurisdictional Labor, resulting
in Non-Jurisdictional labor being $180,901 higher than the correct amount.

3. The values from the Ohio Department of Taxation (ODT) used by the Company
in the model are incorrect. For Ohio Fuel Stock and Gas Stored Underground, the
Company uses values in the model that are 1% of the values in the ODT’s
valuation notice. There is also an error in the calculation of the Ohio Materials
and Supplies, which when combined with the errors for fuel stock and gas stored
underground, results in an overestimation of the valuation percentage of about
0.35%.

4, The Company's filing includes an estimated property tax for West Virginia that is
slightly lower than the number in the source document provided by the Company.
This error results in an increase of $302 in the West Virginia property tax that is
include in the total property tax for gas operations.!

5. The staie unemployment tax allocated from Duke Energy Services, Inc. calculated
in Schedule WPC-3.19d was found to be inaccurate and the Company provided a
revised schedule m order for the mathematical calculations and numbers to be
verified.'® Blue Ridge received that revised file from the Company and was able
to tie out the revised WPC-3.19d to the cited sources with two exceptions — the
state unemployment tax rates for Oklahoma and Tennessee. Cotrecting these
errors with the revised Schedule WPC-3.19d increases the Company’s “as filed”
Pro Forma State Unemployment Tax Expense by $34,379. The Company also
calculates DE-Ohio Direct Labor Expense at a 0.2% state unemployment tax rate
for Ohio instead of the correct 0.4% amount,'’ which has the impact of doubling
the Chio state unemployment tax amounts. The changes described under
Exception No. 5 combine to increase the Pro Forma Unemployment Tax Expense
by 28.4% and increase the Pro Forma State Unemployment Tax Expense by
105.3%.  This, in twm, changes the proposed adjustment to annualize
unemployment taxes by $7.595, which increases the jurisdictional adjusted
payroll costs by 0.0934%.

" Company Schedule WPC-3.8a, lines 13 and 14.
' Data Request BRCS-WF-09-001,
"7 Revised Company Schedule WPC-3.19d, line 11 showing Ohio’s state unemployment tax rate as 0.4%.
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6. Schedule WPC-3.14a of the Company’s filing, which calculates the non-
jurisdictional expenses to be eliminated, was found to be inaccurate and the
Company provided a revised schedule in order for the mathematical caleulations
and numbers to be verified.'”® Blue Ridge received the revised Schedule WPC-
3.14a and was able to verify the numbers to the cited sources. The revised WPC-
3.14a has the impact of changing the amount of non-jurisdictional operating
expenses proposed to be eliminated by the Company by $65,518. This also
increases the Non-Jurisdictional Payroll Tax Expense1 filed by the Company by
$4,250, which in turn impacts the proposed adjustment to annualize payroll taxes.
Finally, this change impacts the Non-Jurisdictional Benefits expense, reducing the
Company proposed value by 38.5%, which in turn, impacts the adjustment to
annualize pension and benefits expense (Tab SCH_C3.17) and the benefits
adjustment factor applied to calculate total payroll costs.

7. The Company’s response to discovery™ indicates that the Customers® Advances
for Construction value used in the Company’s model is incorrect, and the
Company provided support for the correct amount. Correcting for this error
increases the Jurisdictional Rate Base by $780,564, or 0.11%.

8. Two of the Retirement Work in Progress (RWIP) account balances for the year-
end 2006 were found to be incomect.. Blue Ridge subsequently confirmed the
correct year-end 2006 balances for these accounts on the Company’s books.
Correcting for these errors slightly increases total general plant balance and
decreases common plant.

Blue Ridge developed two Microsoft Excel™-based workbooks, which constitute the
workpapers associated with verification of the revenue requirement. One workbook —
A3) Math.Accuracy Testxls — provides the results of Blue Ridge’s validation and
verification process in accordance with the color code/comment system discussed above.
The second workbook, A(3) Math. Accuracy Tesi — INPUT CHANGES xls, is similar to
the first, but also includes the corrections listed above in Blue Ridge’s exceptions list.
The comments and color-coding system used in this workpapers identifies the noted
gxceptions and shows the impact on the Company’s filing of correcting the errors. The
impact of the corrections to the model on the Company’s overall rate filing are
summarized in the following table?':

¥ Data Request BRCS-WE-09-001.

¥ Tab SCH_C3.18 in Company Schedule WPC-3.18a, line 18, column T (excel cell TS7).
*" Data Request BRCS-WF-04-000(9).

“ Workpaper 4(3) Overall Rate Impact Table.xls.
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Tahle 1-Summary of the Impact of Changes
to Company's Revenue Requirements Model

Supporting
Line Schedule Jurisdictional Propased Test Year
# Desctiption Reference  "As Filed" Rasults” Reviged Resulls § Change % Change
1 Rale Base B-1 702,414,815 703,294,171 879,256 0.13%
2 Current Cperating Incame [0 39,491,958 39,833 384 341 426 0.86%
3 Eamed Rate of Return {Line 2/ Ling 1} 5.62% 5.66% NA 0.71%
4 Reguested Rale of Relurn D-1A 8.73% B.73% NA, 0.00%
5 Reguired Qperating Income (Line 1 x Line 4) 61,320,822 61,397,581 786,759 0.13%
€  Operaling Income Deficiancy (Line & - Line 2} 21828864 21,564,197 [264,667) -1.21%
7 Gross Revenue Conversion Faclor C-10 1.5641209 1.5641208 NA 0.00%
B Revenue Deficiency (Line & x Line 7) 34,142,982 33,729,011 (413,971) -1.21%
9 Revenue Increase Requested C-1 34,142,702 335,729,011 (413,691) -1.21%
10 Adjusted Operating Revenues GC-1 597,573,805 ' 507,573,805 0 0.00%
ik Revenue Requirements (Line 9 + Line i0) 831,716,507 631,302,318 (413,691) -0.07%
Percenl Increase 571% 5.64%

Conclusions and Recommendations

The mathematical errors discovered by Blue Ridge overstate the revenue deficiency by
$413,917 and overstate the revenue requirement calculated by the Company by $413,691.
Blue Ridge recommends that Staff propose an adjustment to the Company’s filing and
that the Company make the corrections and updates listed above.

General Requirements Task A.4
Task A.4-Review the Staff Report of Investigation in the Applicant’s last base rate
case. '

Blue Ridge reviewed the Staff Report of Investigation in the Applicant’s last base rate
case and concluded that the accelerated main replacement program was the only
significant carry over issue. No other significant or carry over issues were identified.

General Requirements Task A.5

Task A.5-Review the Opinion and Order from the Applicant's last base rate case.
Blue Ridge reviewed the opinions and orders from the Company’s last base rate case (01-
1228-GA-AIR). A list of compliance issues are included in the workpapers i the file

labeled A(5) Complionce Issues Lost Casedoc. Blue Ridge did-not identify any
carryover compliance issues that affect this rate case.

General Requirements Task A.6

Task A.6-Review the audit report and Opinion and Order from the Company’s most
¥ecent gas Ccost recovery case.
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The audit report from the Company’s most recent gas cost recovery case and the Opinion
and Order were reviewed and discussed with Staff, It was determined that no crossover
issues from the most recent gas cost recovery case will affect this base rate filing.

General Requirements Task A7

Task A.7-Develop a comparison of the revenue reguirement from the Opinion and
Order in the last base rate case to the current revenue requirement (pro forma) in the
current case, io assist in identifying whai costs are driving the requesied increase.

Blue Ridge reviewed the revenue requirement from the Opinion and Order in the last
base rate case”” and compared its revenue requirement to the revenue requirement in the
current case.”> The following is a summary™ of the major differences in the revenue
requirements from the prior and current proceeding:

Table 2-Variances in Revenue Requirements from
Last Rate Case and Current Case

item 01-1228-GA-AIR 07-589-GA-AIR Variance Variance Detail
LAST CASE CURRENT CASE %
Company Cempahy
Source Sovrca
Schedule Scnedule
Jutisdictionat Rale Base 415,762 603 B-1 102414 815  B-1 6B 95%
Plant In Service 709.053.208] 8-1.2 |1,103.871.272] B-2 55 68%
Distributicn 641,334,000 B-2 1,036,945,703] B-2 B1.69%
Material and Supplies 25,244,410 B-& 52,715,085 108.82% |Gas stored WG - current=§49.3 million; last=319.3 milllen
Current hased on 38.81% gas allacation of monthly ave
B-5; WPB $14,644 402 {13 month ave Mar0§-Mar07);
Customer Service Deposils =2,507 294 B-6 -5,654,204| 5.1e 125.51% JLast based on Applicant workpapers B-5 (accepied by Staff)
Accl 282050 more han doubled; Accl 283050 increased almaosi
Qefened Incame Taxes -44 941 487 B-8 -118,742,026 B3 150 76% 1608%
Adjusted Operaling Revenues | 411,203,186 -1 £07,573,805] C- 45.32% §53% increase in base and B4% increase in gas costs revenue
Basa Reyenua and Riders 149,240,351 c-2 228,024,551 C- 52.79% Jover 70% of diferance s in Ihe Riders
Gag Costs Revenus 256,408,979 C-2 365,743,749 C- 42.59% |Gas coske up in all categaries
Opesaiien & Maintenance 312,653,548 c-2 482.531.268) C-2 47.04% |Over 80% of dilferense due to gas cosls
Renis 363K to $126k: Misc Exp 62k 10 $178k; Adjusiments -
Other 325,380 {1) betow 1,360,323 ©-2 318.07% [plus $602K
Customer Serv & Info Exp 662,108| (1) balow 2,944,381 c-2 344.70% [info Adv 537K Lo $160k: Misc $0 to ~$1.8m alter adj
Sataries up $4.4m (73%); Supplies up $3.8m (BE%) Outside
Servup §1.1m {83%); Prop Ins up §455k (147%); tnj & Damages
(1) below; up $366% (137%); Pension & Bene up $5.4m (68%); State Comm
ARG Expense 25,886,302 C-3 40,930,631 c-2 58.06% |Exp up 5291k (45%); Misc up $233k [370%)

{1] Apptication Vielume 8, 2nd Supplemental Fillng, 10/5/01, p.24

General Requirements Task A.8

Task A.8-Interview the Applicant's management personnel and review both internal
and published financial reports to assure understanding of the Applicant’s operation
and organization.

Interviews were conducted with the Company’s management personnel] to review both
the internal and published financial reports and to understand and verify the processes in
place that led to the development of the rate application documents. The following table
contains the names of the Company personne! interviewed, their respective titles and the
subject matter covered, Interview summary notes are included within the workpapers.

2 Case No. 01-1228-GA-AIR, Opinion and Order, dated 4/15/02 and Staff Report, dated 1/18/02.
3 Workpaper A(7) Rev Reg Comparison.xls
* Workpaper A(7)_Rev Req Comparison Summary.xls.
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Table 3-Company Personnel Interviewed

1 Sﬁndré Meyer

Pi‘ésident, DE-Ohio

Bhdgét" Process and Rates

2 | Paul Colbert

Associate General Counsel —
State Regulatory Affairs

Affiliate Transactions

3 | Joe Peak

Internal Aunditor

Budget and Audits

4 | Lynn Good

Sr VP and Treasurer

Management Oversight, Budget
Process, and Budget Variance
Analysis :

5 | Todd Amold

Sr. VP, Customer Service

Customer Service / Billing

6 | Patty Walker

Sr. VP of Ohio and Kentucky
(Gas Operations

Budget Process, Shared Services
Monitoring, and Rate Case Process

7 | Dwight Jacobs

VP FE&G Accounting and
FE&G CFO

Budget and Role in Rate Case

§ | Paul Smith VP Rates Budget Process

9 | Ron Reising VP Supply Chain and Chief Supply Chain and Materials
Procurement Officer Management

10 | Don Wathen Director, Revenue Revenue Requirements and
Requirements Operating Income

11 | Gwen Pate

Director of General Accounting
Midwest

Budget Process, Budget Variance
Analysis, and Cost Allocation

12 | Jeff Setser

Director, Corporate Accounting

Actuarial Reports and Service
Company Allocators

13 | Amy Dlugokecki Director, Gas Performance Budget Process
Support
14 | Steve Lee Director of Financial Planning Budget Process
& Analysis
15 { Brian Davey General Mgr, Financial Budget Process
Planning and Analysis
16 { Gary Hebbeler General Manager Gas Capital Budgeting, Engineering,
Engineering Procurement, Construction Mgt.

17 | Bill Currens

General Mgr, Reporting and
Analysis

“Simply the Best” Initiative

18 | Janice Yeargin

Mgr Accounting — Financial
Accounting — Analysis &
Projects

Shared Services Costs and Budget

19 | Jim Riddle

Manager, Load Forecasting

Load Forecasting

20 | Pegey Laub

Manager, FE&G Accounting

Budget Variance Analysis / Cost
Allocation

21 | Charles Session Manager, Meter Reading Meter Reading

22 | Adrigenne McMahand | Manager, Meter Operations Meter Testing

23 | Tiffany Moore Manager Payments and Billing
Controls

24 | Jim Dean Supervisor — Plant Accounting | Capital Projects

25 | Nancy Kemper and
Ralph Pfister

Analyst, Gas Engineer

Capital Projects and Budget

26 | Ted Czupik

Rate Coordinator

Labaor Expense workpapers

28 | Bob Parsons

Rate Coordinator — Revenue
Requirements

Revenue Requirements Medel

Blue Ridge Consulting Services, Inc.
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General Requirements Task A.9

Task A.9-Issue data requests for information to complete the following specific items.
Each of these items will be review and incorporated within the analyses, findings and
conclusions related to our assessment of the accuracy and validity of the Company’s

Jiling.

Blue Ridge submitted 280 data requests during this project. With Staff’s concurrence,
Blue Ridge’s document management system was used to track the data requests and
responses. A list of all the data requests is provided in Appendix 2 and copies of the
provided responses to the data requests are included in the workpapers to the report.

Blue Ridge reviewed documents to understand the overall management of the Company
and to conduct tests of accuracy of information contained within certain records. The
following is a topical list of the information reviewed. Any findings related to these areas
are discussed in its appropriate section.

Table 4- Company Fllmg Sub]ect Areas Rev:ewed for Accuracy and Validity

' T SR B SRAERRI (et Cenﬁdenna]
# R Item S - _- R ;—Data Request Document:
1 Actuaual reports f01 pensmns and 0the1 than pensmns GPR-01 001 Yes
2 | Affiliate Agreements for Inter-affiliate Transactions GPR-01-002
3 | Audit Committee Minutes GPR-01-003
4 | Billing Records {registers, etc.) GPR-01-004
53 | Board of Director Minutes GPR-01-005 Yes
6 | Chart of Accounts and Accounts Manual GPR-01-006
7 | Counstruction Woirk Orders GPR-01-007 Yes
8 | Construction Budgets GPR-01-008
% | Continuing Froperty Record (CPR) GPR-01-009
10 | Corporate Budget by Month and by Function GPR-01-010
11 | Current Labor Contract GPR-01-011
12 | External Independent Audit Reports and Workpapers GPR-01-012 Yes
13 | Franchise Fee Records (collection and payment) GPR-01-013
14 | Forecast Assumptions GPR-01-014
15 | General Ledger and Subsidiary Ledgers GPR-01-015 Yes
16 | Income Tax Returnsg GPR-01-016 Yes
17 | Internal Audijt Reports and Workpapers GPR-01-017 Yes
18 | Invoices GPR-01-018
19 | List of Property Units GPR-01-019
20 | FERC General Advertising Expense Acet. 330.1 GPR-01-020
21 | FERC Miscellaneous General Expense Acct. 930.2 GPR-01-021
22 | Monthly or Quarteriy Operating/Financial Reports (GPR-01-023
23 | Monthly or Quarterly Trial Balances GPR-01-024 Yes
24 | Monthly Sales by Rate Schedule and/or Customer Class GPR-01-025
25 | Organizational Charts (corporate and internal reporting GPR-01-025
lines and departments)
26 | Payroil Records GPR-01-027
27 | Property Tax Statements GPR-01-028
28 | Risk Comimittee Minutes and Documentation GPR-01-029
29 | Sample of Customer Bills (to verify rates and information) | GPR-01-030
30 | Standard Journal Entries MTD-01-028
MTD-02-009
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B. ALL.OCATIONS

Audit Team

1.

Michael J. McGarry, Sr. — Lead

2. Dan Salter
3. Tracy Mullinax — Support

Audit Objectives and Scope

Blue Ridge’s audit objectives and scope as provided in the approved work plan included
an evaluation of the following:

Task B.1-The auditor selected shall review the applicant’s Corporate Allocation
Manual (CAM) and verify that it has been properly applied to the test year and date
certain valuations.

Review the information previously provided during these proceedings that related
to this issue. Review the accounting for a representative sample of transfers of
supplies and services from the utility to the non-regulated affiliates and confirm
that the cost includes the energy utility's authorized rate of return and all
overheads. Review the accounting for a representative sample of transfers of
supplies and services from non-regulated affiliates to the utility and confirm that
the cost includes the energy utility’s authorized rate of return and all overheads.
Identify the overheads applied by the utility to its labor loadings each year of the
study period. Compare the sampled transactions to the overheads applied by the
utility to its labor loadings, document and annotate findings and progressively
sample until a clean sample is found. Sample a number of employee time sheets
for those who have interacted with affiliates.

Task B.2-The auditor selected shall review any operating income and rate base
Jurisdictional allocation factors (state/federal), determine the basis of each factor,
and render an opinion regarding the approprioteness of the allocation factor.

Request backup support for all allocators, validate calculations with underlying
documentation, and compare to previous case and note any changes.

Background

Costs are allocated between and among affiliate organizations based on jurisdictional,
orgamizational, functional, and cost of service considerations. These allocations must be
in accord with regulatory requirements and organizational guidelines to ensure that none
of the regulated entities and its ratepayers are charged with costs that do not reflect the
value of the service provided by an affiliate organization.

Blue Ridge reviewed the various Nocase documentation related to cost allocation
mcluding the rate application, witness testimony and previous casc history. Additionally,
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fourteen initial data requests concerning the issue of Allocations were submitted fo the
Company.

Aliocations Task B.1

Task B.1-The auditor selected shall review the applicant’s Corporate Allocation
Manual (CAM) and verify that it has been properly applied 1o the test year and date
certain valuations.

Blue Ridge began its verification of the allocation issue by determining that the Company
has properly applied the CAM to affiliate transactions. Blue Ridge requested access to
the CAM and any associated orders, rules, regulations, plans, policies, or guidelines. The
CAM?® contains a compilation of affiliate agreements and sections of the Ohio
Administrative Code (OAC) that specify the required contents of the CAM, including
governance of affiliate transactions. The Service Company Utility Services Agreement,
also a part of the CAM, specifies the functional allocators by which both Duke Energy
Shared Services (DESS) and Duke Energy Business Services (DEBS) distribute their
services to affiliates including DE-Ohio-Gas.

Blue Ridge initially requested that the Company provide all transactions between Duke
Energy affiliates and DE-Ohio™ from which to select a sample set of transactions for
review and validation. This sample review was intended to verify (1) that labor loadings
were properly applied, (2) that functional allocations were correctly applied, and (3) that
DE-Ohio’s transaction costs included the authorized rate of return. In discussions with
Company representatives, Blue Ridge learned that the Company does not make the
functional allocation at the transaction level, thus rendering the source records inadequate
for the functional allocation verification portion of the analysis.

In an interview, the Senior Vice President of Ohio and Kentucky Gas Operationsm
showed Blue Ridge a monthly report with functional allocations charged to DE-Ohio. A
follow up data request™ was submitted requesting this monthly report. The Company
responded by stating that only a quarterly analysis was performed of the 900 series of
FERC accounts (shared services accounts) and that quarterly analysis was performed on
Duke Energy Ohio/Kentucky (Consolidated) in total. Accounting, however, does an
annual study to review Shared Service organization allocations and makes appropriate
adjustments at that time.

The Company supplied a r(-:port29 containing summaries of transactions. To verify that
labor loadings were properly applied, Blue Ridge requested the top ten transactions from
four categories in the supplemental filing.*® These four categories included:

1. DE-Ohioc services provided to utility affiliates for the 12 months ended 12/31/06

** Response to Data Request BRCS-DWS-01-002.
*® Data Request BRCS-DWS-01-008.

* Interview with Patricia Walker.

2 Response to Data Request BRCS-MIM-04-004.
* Response to Data Request BRCS-DWS-01-008.
% Data Request BRCS-DWS-07-001.
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2. Duke Energy Shared Services provided to DE-Ohio for the 12 months ended
12/31/06

3. DE-Ohio services provided to non-utility affiliates for the 3 months ended 3/31/07

4. Duke Energy Business Services provided to DE-Ohio for the 3 months ended
3/31/07 '

Application of Labor Loadings

The Company provided for each of the selected categories breakdowns by period for
resource codes (e.g., labor, payroll taxes, etc.).’’ While not at the transaction level,
Blue Ridge was able to determine the labor loadings percentages used and compare
them with the labor loadings applied to the test year (See Blue Ridge workpaper
B(l) Labor Loadings.xls). The table below summarizes the values and labor loading
percentages for services DE-Ohio provided to non-utility affiliates. Note that the
labor loadings (Fringe Benefits — 47%, Indirect Labor [Union] — 32%, and Payroll
Taxes — 7%) match the labor loadings for the test year.

Table 5-Verification of Labor Loadings

Services provided by DEQ to Non-Utility Affiliates
3 Months Ended March 31, 2007
{Amounts from Exhibit K - DEQ Gas Breakdown)

Action Union OT Union
Labor 1,826.17 1,744.52
47.50% 47.50%
Fringe Benefits 867.42 828.65
32.00% 32.00%
Indirect Labor 584 .37 558.26
7.50% 7.50%
Payroll Taxes 136.94 130.83

Blue Ridge found that the labor loadings by resource code were consistent with the Jabor
loadings applied to the test year.

Application of Functional Allocations

The Company supplied a report of Service Company (DESS and DEBS) costs by
responsibility center” listing the responsibility center costs for January, February, and
March 2007. The information included a breakdown of the responsibility center amount
by FERC account.’ This information was used to verify that functional allocations were

*' Response to BRCS-DWS-07-001.

* Response to BRCS-DWS-01-012,

* Data Request BRCS-DWS-03-002; the responsibility center or Line of Business is a business grouping
breakdown of Duke Energy Corporation.

¥ Data Requests BRCS-DWS-06-001 and BRCS-DWS-006-002.
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correctly applied. Blue Ridge used the table in the attachment to the Company’s
response™ to create a table of Service Company A&G costs by FERC account as a
percentage of total A&QG costs in the test year’s date certain valuation months of January
through March 2007.%® The following chart displays the January 2007 DESS and DEBS
A&G charges in relation to the total DE-Ohio amounts. Additional information is
provided with the workpapers file B(Z) _Aff Trans - Service Company Costs.xls.”’

Table 6-Verification of Functional Allocations — January 2007

DESS and DEBS Charges to A&G Accounts (Jan 2007)

JANUARY 2007
Service DE-Chio Service

Companies Total Companies

Account| FERC|Description Actuals Actuals Percentage

9200001 @20 |ADMIN & GENERAL LABOR 1,234,181 1172,808) .
921000] 921 jADMIN & GEN OFF SUPP & EXP 714,040 798,210 89.5%
921100| 921 |A/G OPERATIONS EXPENSE 10,718 10,718 100.0%
§22000] 922 |DUPLICATE CHARGES CREDIT -200 -200 100.0%
923000} ©23 [SPECIAL SERVICES 87,005 117.963F 73.8%
924000| 924 |PRPTY INSUR - PUB LIABILITY 0 0 0.0%
824503 924 |Froperty Insurance - DENA I/C 0 97.731 0.0%
925000] 925 [INJURIES & DAMAGES - 184 194L 92.8%
925603; 925 (I/C I1&D Insurance Amortization - Duke 0 0 0.0%
925990| 925 [GENL FRNG BENFTS FRM PSI-JOINT 0 -1,543 0.0%
926000| 926 |FRINGE BENEFITS 102,808 103,939 98.9%
926110 926 |PENSION COST ADJ-CR . 251,077 926,934 27.1%
92800Q0| 928 |STATE REG COMM PROCEEDING 0 75,602 0.0%
929030] 929 |JOBBYING OVERHEADS 0 -209) 0.0%
929110] 929 |SERVICE USED BY QWN DEPT CR - 0 -30,248 0.0%
930000| 930 |GENERAL & MISC MEDIA 0 0 0.0%
930202 930 |GENERAL MISC 35,383 37,948 93.2%
931000] 931 |RENTS 264,800 275,847 96.0%
935000] 935 iMAINT OF GENERAL PLANT 18,938 36,026 52.6%
2,718,925 3.621,515I 75.1%

Additionally, Blue Ridge reviewed and validated the functional allocation factors used in
distributing service organization costs to DE-Ohio. Blue Ridge requested and the
Company provided a listing of functional allocation percentages for DE-Ohio Gas
Operations.*® Using the listing, Blue Ridge created a table of the functions applicable to
DE-Ohio Gas, which includes their allocation rates.”® These functional allocations were
validated by reviewing their developmental calculations provided in a report entitled

*? Response to BRCW-DWS-06-002 Attachment A.

S Workpaper B(1) Aff Trans — Service Company Costs.xls.

*T The designation “Service Companies” includes both Duke Energy Shared Services and Duke Energy
Business Services.

** Workpaper B(1) Summary CAM— CGE Gas.xls.

* Workpaper B{1) Fancticnal Allocations.
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Service Company Allocation Charging Information.*® The following is a summary table
of the functional allocations. As shown, the Service Company costs make up a significant
pottion of DE-Ohio’s total 900 series accounts,

Table 7-Summary of Functional Allocations

Function

Furiction Description

Allocatlon Method

DE-OChio Gas Allocation %

Utility

Enterprise

Governance

1 Info Systems

Davolopment/support of mainframe software

i of CPUs

4.95%

Procuremenlsupport of PGs & network/software

# of PC Workstations Raliu

3.38%

Developmentfsuppor of distribuled sofiware applicalions

3 of 1S Servers Ralio

7.51%

Installalion and oparation of communications systems

# of Employees Ratio

4.92%

Info systerns managemant and support sarvices

3 Factor Formuta

4.16%

2 Melers

Procuras, lasls and mainlains meless.

[ of Cusiomers Ratio

3 Transportation

Procures and maintains vehicles and equipment.

# of Emplayees Ratio

Procures and maintains aircrail and equipment.

3 Factor Formula

4 Marketing

Designfadmin of sales & demand-side mgml pregrams

|5ales Ralio

Custamer services and processing

3 of Customers Ratio

5 Human Resources

Eslablishes and adminislers policies

[# of Employees Ratio

Pracuremen! of materials & services and pay pracessing

Procurement Spending %

6 Malerials Mgmit

T Faciifes 3 Factor Formula
Gharlotte GO Square Footage Ratic
Gincinnali Square Foolage Ralic
Flginfield Square Foolage Retio
DP Fietd Square Footage Ratio

Bookkaeping, raporting, lax 3 Faclor Formula

Prepares and disseminales informalion

B Accounting
9 Public Affairs

3 Faclor Formula
WWaighted Avg of # of
Cuslomers Ralio and # of ]

Ulility Specific Activities Employees Rzlio 6.16%
10 Legal Renders servicas relating to legal mailers 3 Faclor Formula 4.16%
11 Rates Determines Client Companies' rev requirements & rates Sales Ralio 13.01%
12 Finance Renders financial services to Client Companles 3 Faclar Formula 4.16% 3.02%

3.02%
3.02%

13 Internal Auditing Reviaws intemal controls and proceduras 3 Facior Formuia 2.16%

14 Envr, Health & Safety

3 Factor Farmuls 3.20%

Sales Ralio

Eslablishes policies and precgdures EHS compliance
Utility Spedfic Activities

15 Investor Relations Provides comm to investors & financial communily 3 Faclor Formula 3.02%,)
16 P[anning Prep of sYralagic & operating plans 3 Faclor Formula 4.16% aA.20% 3.02%)
17 Execulive Provides genaral admin and exec mgml services 3 Faclor Formula 4.16% 3.20% 3.02%)

Blue Ridge found that the functional allocations are appropriately documented in the
CAM. However, the allocations are not applied at the individual transactions, but rather
after aggregating charges at the line of business (LOB) or responsibility center (RC)
level. As a result, individual managers who are assigned the Shared Services and
Business Services costs in aggregate, have difficulty matching charges to services
received,

Furthermore, individual managers have little input to their budgets with regard to Service
Company®' costs. Management analysis is limited to actual to budget variances. The
only real managers of Service Company costs are the functional managers within the
Service Company organizations.

The result is that DE-Ohio has limited control over Service Company cost in application
to the test year. While senior management at the franchise electric and gas organizational

“ Response to BRCS-MIM-06-003, including Attachments A through M.
! The term Service Company refers to both Duke Energy Shared Services and Duke Energy Business
Services. :
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level may be able to influence certain Service Company charges, a number of middle
managers clearly indicated that they manage budget to actual variances at their respective
responsibility centers and not whether there are getting a goed value for those functional
services and related allocations.

Bhie Ridge’s scope for the project was to review the applicant’s Corporate Allocation
Manual (CAM) and verify that it has been properly applied to the test year and date
certain valuations. However, in performing our assigned task, we discovered how
difficult it is to understand how the costs are allocated to the individual operation entities
such as Duke Energy ~ Ohio gas. Based on our limited review of the Service Company
charges and in concert with our findings related to the Liberty Consulting Affiliate
Transactions Audit of the Duke Energy — Carolinas {see below), the Commission may
want to consider conducting a more thorough review of the Service Company charges
and allocations.

Authorized Rate of Return

To verify that DE-Ohio’s transaction costs reflect the authorized rate of return, Blue
Ridge first verified that the CAM specified that this reflection be in place. The CAM
states that under the Operating Companies Service Agreement “the compaty receiving
services {Client Company) shall pay the service provider the fully embedded cost thereof
(i.e., the sum of (i) direct costs, (ii) indirect costs and (iii) costs of capital)....””* A similar
statement is contained within the Operating Company / Non-utility Companies Service
Agreement. By this statement, it is evident that the Company’s directives dictate
including the authorized rate of return in service transactions provided to affiliates.

To verify this practice, Blue Ridge viewed a transaction in which this “fillly embedded
cost” was shown.* The Company provided transaction services of DE-Qhio to a non-
regulated affiliate breaking out labor, fringe benefits, indirect labor, and payroll taxes.**

The transaction did not include a breakout of the authorized rate of return and, therefore,
Blue Ridge could not verify the application of the authorized rate of return. The CAM
guidelines, however, specify that transactions include fully embedded costs.

Employee Time Charges

Blue Ridge observed the Company’s employee time entry process to validate that affiliate
allocations were properly applied. Blue Ridge initially requested a list of employees who
charge to affiliates.*” From the list provided in response,’® a random sample of 77
employee IDs were selected and their source records requested®’ to review the accuracy
of time charge allocations in the first quarter of 2007, The source records for these

*2 DE-Ohio Cost Allocation Manual, p.11.

“ Response to Data Request BRCS-DWS-11-001.

“! Response to Data Request BRCS-DWS-11-001 Attachment A.
* Data Request BRCS-DWS-03-001.

*t Response to Data Request BRCS-DWS-03-001.

“7 Data Request BRCS-DWS-05-001.
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employees, however, did not include labor loadings and allocation.”® Based on informal
discussions with the Company, Blue Ridge learned that labor loadings are applied at an
agpregated level above the source records after grouping Company data.

Blue Ridge observed a demonstration of the time entry process as DE-Ohio personnel
entered time for employees into the system.

Blue Ridge found that the entry clerks entered organizational allocation codes
consistently with the time sheet requirements. The automation of labor loadings occurs at
a level beyond the source time record, which groups Company data.

Training
Blue Ridge also reviewed affiliate transaction training to verify that the Company was
providing personnel with the knowledge of proper reporting requirements.

In response to requests concerning the training process for affiliate transactions, the
Company provided training materials in its Codes of Conduct, Affiliate Rules, and an
online course for the FERC Code and Standard of Conduct.”® Over 7200 employees had
been identified for the online FERC training to be completed in 2007. Training for new
employees is being developed and should be finalized by the end of this year.

Compliance Assurance

Blue Ridge also reviewed the Company’s interal and external audit list™ to see whether
an affiliate transactions audit had been conducted for Duke Energy Ohio since the
merger. No audits of this nature were included on the lists post merger. However, one
audit was conducted in 2005 when the Services Company was Cinergy Shared Services,
Inc. No significant findings were reported at that time.”*

During the period of this audit, The Liberty Consulting Group issued its final report
(Liberty Report), dated October 1, 2007, for an Affiliated Transactions audit of DE-
Carolinas that bad been ordered by the North Carolina Utilities Commission.” Although
the Liberty Report concentrated specifically on DE-Carclinas, certain conclusions in the
report may have an impact on DE-Chio.

DE-Ohio has no formalized program for checking compliance with affiliate transaction
guidelines other than what the Internal Auditing organization may decide each year to
perform. Informally, personnel may report potential violations to a supervisor or through
the EthicsLine after which the appropriate attorney or compliance person would

*% Resporse to BRCS-DWS-05-001 Attachments A and B.

* Response to BRCS-DWS-01-011.

* Response to BRCS-DWS-01-005 (which referenced the responses to BRCS-GPR-01-012 and BRCS-
GPR-01-017.

*) Response to BRCS-MIM-06-004 (Attachment CONFSUPP). Note: Cinergy Shared Services became
Duke Energy Shared Services as part of the merger.

5 Final Report Audit of Duke Energy Carolinas Affiliated Transactions, The Liberty Consulting Group,
North Carolina Public Utilities Commission Staff Docket No. E-7, Subs 795B and 828, October 1, 2007,
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investigate. However, no informal reporting of compliance violations has been recorded
since the merger.”

Common Plant to Gas Allocators

Background

‘The Company uses allocation percentages to apportion common plant costs to its gas and
etectric operations for ratemaking purposes. The Company develops the allocation
percentages using net plant balances as of the end of its prior fiscal year. Ensuring the
accuracy of the allocation factor used for allocating costs to the gas operations is critical
in ensuring that the rate base is accurate for revenue requirement purposes. If the
common plant to gas allocator is too high, then too much of the common plant will be
allocated to gas operations, and gas rates will be overstated.

Analysis

While verifying the accuracy of the Company’s revenue requirement filing under Task 3
of the General Requirements section, Blue Ridge noted that the Company developed its
common plant allocation factors using 2004 net plant balances instead of 2006 net plant
balances. The Company uses an allocator of 18.68% to allocate common plant to gas
operations for purposes of its rate filing. In other words, for common plant iterns that are
used for both the Company’s electric and gas operations (e.g., land and land rights, tools
and shop/garage equipment, and others), the Company’s rate filing recovers 18.68% of
the total amount through gas rates™ (with the remaining 81.32% being allocated to
electric operations). The Company provided support for the 18.68% common plant to
gas allocator in discovery,” which consists of the supporting calculations and pages from
the Company’s 2004 FERC Form 2.”° The Company explains that the common plant to
gas allocator is based on “Net Plant balances as of 12/31/04 adjusted for production
assets transferred from DE-Ohio to DE-Kentucky in 2006.”%" Because the Company did
not use the most recent FERC Form 2 data available’® — or otherwise explain why 2004
data would be representative of the Company’s test year — Blue Ridge sought an
explanation from the Company in discovery and requested that the Company recalculate
the allocator using data that are more recent.”® The Company’s response follows:

“Allocations are calculated and reviewed annually. The allocation rate for
common plant is calculated using net plant balances. In 2005, the
allocation rate was calculated using December 2004 balances, adjusted for
production assets to be transferred from DE-Ohio to DE-Kentucky in
2006. The calculated rate was effective in 2006. In 2007, the rate
allocation was calculated using 2006 net plant balances. The revised rate

*? Response to Data Request BRCS-DWS-01-009.

* See, e.g., PUCO Gas SFRs.xls, Schedule B-2.1, p. 4 of 4, line 16.
* OCC-POD-04-034.

3¢ See, Duke response to OCC-POD-04-034 Attachment, pp. 1-18.

>’ Response to Data Request Duke response to BRCS-WF-04-009(1).
¥ Year end 2006 is the most recent FERC Form 2 available.

* Response to Data Request BRCS-WF-08-013.
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will be effective in 2008. See Attachment BRCS-WF-08-013 for the rate
calculations using 2005 and 2006 net plant balances.”

This response shows that the common plant to gas allocator used in the Company’s rate
filing was calculated in 2005 and was effective in 2006. This response also shows that
the Company recalculated the common plant to gas allocator in 2007 based on year-end
2006 data, which will be effective in 2008. Though the Company’s response indicates
that allocations are calculated and reviewed annually and discusses the calculated rates
that were effective in 2006 and will be effective in 2008, the Company does not discuss
in its response the calculated rate that is effective for 2007.

Findings and Conclusions

Blue Ridge notes this as a significant issue. The Company is using in its rate filing a
common plant to gas allocator that was calculated two years ago, is not based on the most
recent data available, and, perhaps more importantly, Duke has not explained how, if at
all, the allocator relates to the 2007 test year in the Company’s rate filing. The common
plant to gas allocators calculated by the Company using year-end 2004, 2005 and 2006
data are as follows: 18.68% (2004); 19.75% (2005); and 13.5% (2006).*" By using the
18.68% allocator based on 2004 data, the Company’s rate filing would effectively lock
into gas rates a common plant allocation to gas that is not indicative of the current
Company until the next gas rate case. The 13.5% allocator based on 2006 data is the
most recent data available for the 2007 test year, and 1s more representative of a typical
year for the Company due to the merger of Duke and Cinergy i April of 2006. The
Company has undergone changes since the merger, some of which should have resulted
in post-merger cost savings.®* Because the Company’s common plant to gas allocator is
based on data prior to the time of the merger, it would not be reflective of the post-merger
company or the changes or savings that have resulted. In addition, the Company’s
response quoted above indicates that the allocator it uses in its rate filing was effective in
2006 — not 2007, which 1s the Company’s test year for this rate filing. The Company
provided no explanation for this apparent inconsistency. Furthermore, the Company does
not explain why there is a two-year lag between the vintage of data used in the
calculations of the common plant to gas allocator and the effective period of that
allocator. For the purposes of this rate filing, the Company has available to it year-end
2006 data that could be used to calculate the allocator for the 2007 test year. Using an
allocator based on 2006 data would result in a reduction of the common plant to gas
allocator by 5.18 percentage points — a reduction of 27.7%. This means that the
Company’s use of 2004 data instead of more recent 2006 data results in more common
plant being allocated to gas operations than would be allocated if the Company used more
recent data, and in turn, higher gas rates.

% Duke response to BRCS-WF-08-013.

¢ Response to Data Request BRCS-WE-08-013 Attachment.

62 See, e.g., “Duke Energy, Cinergy Complete Merger,” News Release, April 3, 2006, Available at:
http:/fwww.duke-energy.com/mews/releases/2006/apr/2006040301 .asp.
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Recommendations

Staff should consider a regulatory adjustment to modify the common plant to gas
allocator from the 18.68% used in the Company’s filing (based on 2004 data) to 13.5%
{(based on 2006 data).

Allocations Task B.2

Task B.2-The auditor selected shall review any operaling income and rate base
Jurisdictional allocation factors (state/federal); determine the basis of each factor,
and render an opinion regarding the appropriateness of the allocation factor.

DE-Ohio — Gas Operations has no jurisdictional allocation. Therefore, it was not
necessary to validate a jurisdictional allocator.

Blue Ridge reviewed and validated DE-Ohio’s allocation factors which are used to
allocate revenues and costs within the Company’s customer classes used in the
Company’s class cost of service study.®®

Findings and Conclusions

Blue Ridge concludes that the documentation existing in the CAM provides adequate
guidelines-for conducting affiliate transactions. Furthermore, Blue Ridge’s analysis
concludes that the CAM has been properly applied to the test year. Operating income
and jurisdictional allocation factors appear appropriate.

Based on the interviews and other discussions with Company personnel, Blue Ridge
leamed that the functional allocations by the Service Company are not managed by DE-
Ohio personnel at the transaction level. Monthly reports are produced showing charges
allocated to lines of business or responsibility centers. However, management of Service
Company costs at the transactional level is not done for DE-Ohio and management of the
functional allocations is performed by Accounting for DE-Ohio only once per year™, As
such, a retrospective review for accuracy and compliance by transaction is not poss1ble.

Company personnel were satisfied that detailed management is not needed due to the
automation of the allocation by the system. However, managing variances between
budget and actual, while keeping costs at consistently reasonable levels, does not provide
a means to determine whether outsourcing a particular functional service may be in the
Company’s best interests.

Blue Ridge’s attempts to ensure that the proper rate of return was included in transactions
to affiliates were not conclusive. Although Blue Ridge requested review of a transaction
showing the detail for “the fully embedded cost thereof (i.e., the sum of (i) direct costs,
(ii) indircct costs and (iii) costs of capital),” the response provided highlighted only the
fringe benefits, indirect labor, and payroll tax labor loadings.

% Response to BRCS-DWS-01-014 Attachment — Allocation Factors worksheet 070925,
% Response to BRCS-MIM-04-004.
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During the course of Blue Ridge’s aundit, The Liberty Consulting Group (Liberty)
completed an Audit of Affiliated Transactions on Duke Energy Carolinas (DE-Carolinas)
for the North Carolina Utilities Commission (NCUC). The audit was a regulatory
condition established by the NCUC in approving the merger of Duke Energy and
Cinergy. That audit covered the period between July 1, 2006 and June 30, 2007.

Blue Ridge determined that the Liberty Report’s findings and conclusions, although the
audit was performed specifically on DE-Carolinas, may have an impact on DE-QOhio
operations. Blue Ridge has found that the following Liberty Report findings may have
effect on DE-Ohio.”

1. May not be consistently charging non-regulated affiliates of the higher of fully
allocated cost or market and may not consistently be charged by non-regulated
affiliates of the lower of fully allocated cost or market.

2. The Service Agreements do not cover all affiliate transactions.

The Service Company makes more than necessary use of general allocators,

4. The “spreading” approach in calculating allocation percentages may not
reflect fully allocated costs. B

5. A significant amount of the costs that flow through the Service Company to
business units do.not relate to the Service Company Utility Service
Agreement.

6. Duke and Cinergy maintain separate accounting systems which complicates
record-keeping.

7. The Service Company does not follow the procedure regarding monthly bills
and payments.

8. Duke and Cinergy calculate some overtime hourly labor rates differently.

9. The Service Company’s method for distributing its overhead costs does not
provide a good match between use and cost of a service function.

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

11. Some identified merger savings have not yet been realized.

12. The annual affiliate transaction report should have more formalized
procedures.

e

The Liberty findings suggest that further investigation in DE-Ohio’s affiliate transaction
process may be warranted.

In addition, the Company is using in its rate filing a common plant to gas allocator that
was calculated two years ago, is not based on the most recent data available, and, perhaps
more importantly, Duke has not explained how, if at all, the allocator relates to the 2007
test year in the Company’s rate filing,

% Findings in list were drawn from the Liberty Report, Executive Summary, pp.6-20.
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Recommendations

Blue Ridge recommends that a formal process be established within DE-Ohio that will
assure compliance to affiliate transaction guidelines,

Blue Ridge also recommends that an audit be conducted on the Service Company charges
and allocations due to the current low level of controf that DE-Ohio managers have on
functional allocation of charges by both Duke Energy Shared Services and Duke Energy
Business Services. This audit will help ensure that costs flowing through the Service
Company to DE-Qhio are appropriate and accurate,

Blue Ridge recommends that Staff consider a regulatory adjustment to modify the
common plant to gas allocator from the 18.68% used in the Company’s filing (based on
2004 data) to 13.5% (based on 2006 data).
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C. OPERATING INCOME

Audit Team
1. Warren Fischer, CPA — Lead
2. Patrick Phipps
3. Howard Solganick
4. James Webber
5. Hallie Lawrence
6. Tracy Mullimax — Support

Audit Objectives and Scope

Blue Ridge’s audit objectives and scope as provided in the approved work plan included
an evaluation of the following:

Task C.1-Prepare an operating income comparison of the test year o actual
historical financial data. The comparison shall contain data for the five most recent
historic years for which data is available to help determine whether the test year
operating income is representative of historical trends. Abnormalities of the test year
will be noted and investigated.

Develop a comparative analysis. Determine any potential non-recurring/one time
expenses. Request support for/or explanation of any potential non-recurring
expenses.

Task C.2-The auditor selected shall obtain through records, trial balances, or
informational requests to the utility, a side-by-side spreadsheet of financial and
operational monthly data for the twelve months of the test year. From this analysis,
the auditor shall create a list of items to be further examined by obtaining invoices,
payroll records, work orders, supporting budget documentation or other source
documents.

Develop a comparative operational indicator analysis using accepted comparative
analysis such as cost per customer, cost per employee, etc. Develop a st of
potential issues requiring further review

Task C.3-The auditor selected shall work with Staff and develop an investigation
audit plan directed at the significant issues of the case

Prepare an outline of a significant issue audit plan. Meet with Staff to discuss
audit plan, Finalize audit plan.

Task C.4-Compare the final approved budget to five actual, historical years to
determine whether the test year budgeted information is representative of historical
trends. Abnormalities of the budget shall be noted and investigated.
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Obtain and review the past budgets and compare to actual results for the previous
five years. Request and review significant budget changes and the underlying
reasons. Request and review company responses to data requests concerning the
budget and significant budget variances.

Task C.5-Document the budget process

Request and review the company’s budget procedures. Prepare a flow chart of the
budget process noting the level of management approval required at various
decision points and any deviations from accepted norms.

Task C.6-Interview Company personnel responsible for the compilation of the
budgeted information

Interview the senior executive and manager responsible for the budget process to
understand fully the Company’s budget process and how priorities are established
within that budget process.

Task C.7-Interview a select sample of company personnel (function heads) that had
input into the budget and track their input through the budget process.

Interview the select senior executive and operational managers responsible for the
budget process to access the how individual department budgets are completed
and more fully understand the Company’s budget process and how priorities are
established within the budget process.

Task C.8-As actual information for the budgeted months becomes available, compare
and analyze budgeted months to actual months. Significant variances shall be
investigated,

[ssue a standing data request for actual information as it becomes available for the
test year. Update the budget vs. actual analysis for the test year. Issue data
requests and review/assess responses on significant variances.

Task C.9-Compare most recent prior year budger to actual results and note
significant variances.

Request budgeted data at sufficient level of detail to permit functional assessment
of actual to budget. Understand any nuisances between FERC accounting and
budgets. Create a budget to actual for previous budget year.

Task C.10-Prepare and analyze monthly test year and three historical years of
monthly historical consumption data (sales) and customer count by tariff.

Request and review actual consumption for the test year and the last 3 years and
customer counts by tariff. To the extent not electronically provided, create a
spreadsheet with this data.
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Task C.11-Review the Applicant’s written summary explaining the forecasting (sales)
methodology as if relates to the iest year. (SFR Supplemental C-12).

Review the forecasting methodology, compare it to accepted industry norms and
note any deviations.

Task C.12-Interview Applicant’s personmel responsible for the sales forecast.

Request list of employees involved in sales forecast. Develop interview questions.
Schedule interviews with personnel involved. Issue interview summary reports
from interviews.

Task C.13-Review the applicant’s proposed adjustments to operating income and
trace them to supporting workpapers and source data.

Request and review back-up documentation to any pro forma adjustments
included in the filing. Mathematically validate calculations and source data cross
reference. Prepare a back-up book of supporting data

Task D.15-The auditor will review and analyze the Applicant’s proposed adjustments
to operating income and rate base and trace them to supporting workpapers and
source data. %

Validate the company’s revenue requirement calculations and linkage to backup
supporting document and ncte any exception.

Background

In this section, the audit focused on the Company’s operating income and the validity of
the information contained in the income statement and revenue requirements model,
Blue Ridge also reviewed the past trends in expenses and budgets to determine if any
anomalies or extraordinary issues impacted the revenues and/or costs included in the
Company’s filing,

To complete this analysis, Blue Ridge’s team of certified public accountants, engineers,
economists and regulatory analysts evaluated the operating income to determine if the
information contained in that filing can be relied upon by the Public Utilities Commission
of Ohio to set rates. We requested a significant number of source documentation through
over 130 data requests and traced inputs in the filing back to source documentation. We
obtained current organization charts by department to understand the lines of
responsibility for each process tested. We validated information in the filing with source
documentation and checked the validity of the revenue requirements model. We
interviewed the Company’s senior and operating level managers concerning how the
information in the company is validated.

We also interviewed numerous Company executives and managers about the budget
process used to prepare the 2007 budget, which is the source for 9 months of the test year

% Due to the similarities between Task C.13 and Task D. 15, they will be discussed together in this report,
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data.””  Our interviews covered the budget process timeline from inception during the
strategic planning phase through senior management and Board of Director approval.

The impact of post-merger integration efforts on the former Cinergy organizations was
researched to ascertain changes in the budget process over the pre-merger Cinergy
organizations. The Company’s 2007 departmental budget guidelines were evaluated, and
the overall budget preparation and approval process was documented in a flow chart.

Operating Income Task C.1

Task C.1-Prepare an operating income comparison of the fest year 1o actual
historical financial data. The comparison shall contain data for the five most recent
historic years for which data is available to help determine whether the test year
operating income is representative of historical trends. Abnormalities of the test year
will be noted and investigated.

Background

Blue Ridge compared the test year filed by the Company with five prior years of actual
results to identify unusual trends or variances in the test year values. Blue Ridge
consolidated the Company’s detailed account information at the FERC account level to
facilitate meaningful comparisons to the Company’s prior results. FERC account level
analysis eliminates unnecessary confusion caused by changes in the recording of
functionally equivalent revenue and expenses in different detailed-level accounts over the
period of comparison. We submitted eight data requests seeking results for the five years
prior in a comparable form the test year. Follow-up data request were issued to explain
variances identified between the test year and the average of the prior five years.

Analysis

To compare Duke Energy Ohio’s test year with prior year actual, Blue Ridge requested
the Company’s revenue and expenses by account for the years 2002 through 2006 in the
same format as the test year data.®® Blue Ridge performed an initial review of the test
year data versus the average of results for the years 2002 through 2006 at the account
level.¥ Blue Ridge identified specific accounts with variances representing an increase
of greater than 10% over the 5-year average of actual results and 10% over 2006 results.
We requested explanations for those variances from Duke Energy Ohio personnel and
noted that many of the variances were caused by changes in account classifications over
the 5-year period prior to the test year or expenses budgeted to certain accounts while
actual results from prior years were recorded in other accounts. Certain account activities
were mapped to different accounts over the period while other activities that were
previously combined into one account were broken out among numerous accounts. For
example, gas sales revenue was combined with gas cost recovery and other riders in the
years 2002 through 2004. Starting in 2005, riders were recorded in separate accounts,

57 The Company’s proposed test year consists of 3 months actual (January — March 2007) and nine months
of budget (April — December 2007).

% Data Request BRCS-WF-01-005 through BRCS-WF-01-011. See Appendix 2.

% Workpaper Cf1)_ Duke Test Year to Actual 5-Years Comparison.xis,
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The CT%mpany provided explanations to the remaining variances identified by Blue
Ridge.

To facilitate a viable comparison of the test year revenue and expenses to prior years,
Blue Ridge summarized the revenue and expense at the FERC account level. Analytic
review of the FERC level data was performed to identify the expected and unexpected
trends given known trends in the industry such as declining consumption per customer
and fluctuating gas commodity prices.

Blue Ridge also requested from the Company information related to any one-time, non-
recurring expenses in the test year,”' The Company responded that with the exception of
the expenses eliminated from the test year expenses under Schedule C3.14, related to
donations, sponsorships, events and other expenses not recoverable in gas distribution
rates, the Company is not aware of any other non-recurring, abnormal or extraordinary
expenses incurred in the test year.

Results of this analysis were also used in Section C, Task 2 to facilitate preparation of per
employee and per customer metrics for revenue, expenses, and operating income.

Findings
Compavl;isons of the projected test year to prior year actual results reveal the following
trends.

1. Test year revenue is expected to increase 32% greater than the 5-year average
revenue for the period 2002 through 2006 and 20% over 2006.

2. Total 2007 O&M expenses are expected to increase by 39% over the 5-year
average O&M expenses for the period 2002 through 2006 and 19% over 2006.
The primary reasons for this cost difference are summarized below.

a. Fuel Purchase Expenses are expected to increase 42% over the 5-year
average expenses for the period 2002 through 2006 and 24% over 2006,

b. Operation Production Expenses are expected to decrease 28% from the 5-
year average expenses for the period 2002 through 2006 and increase 2%
over 2006.

c. Operation Distribution Expenses are expected to increase 16% over the 5-
year average expenses for the period 2002 through 2006 and 6% over 2006.

d. Operation A&G expenses are expected to increase 35% over the 5-year
average expenses for the period 2002 through 2006 and 1% over 2006.

e. Maintepance Distribution expenses are expected to increase 8% over the 5-
'year average expenses for the period 2002 through 2006 and 18% over
2006.

1.
" Data Request BRCS-WF-01-012.
2 Workpaper C(1)_ Duke Test Year to Actual 5-Years Comparison.xls, tab Summary by FERC Account.
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Conclusions and Recommendations

Test year revenue and fuel purchase expenses appear to be reasonable compared with
actual results from prior years based on known increases in gas purchase costs and the
resulting gas cost revenue earned from customers to pay for gas purchase costs. The
Company confirmed that the increases were due to changes in gas cost, changes in
unbilled revenue and the Rider AMRP increase in May 2007.”  Operating &
Maintenance expenses appear reasonable when evaluated at a category level such as total
production, transmission or distribution expenses. However, we noted variances greater
than 10% over 2006 amounts on a number of accounts, Although many of these
variances are not material on a total dollar basis, we provided our analysis to the
Company informally and requested explanations for the variances, The Company’s
explanations are incorporated into our workpaper for this task. Consequently, through
the review, Blue Ridge confirmed that the Company did not have any non-recurring,
abnormal or extraordinary expenses that were not explained adequately through
discussions and data responses.

Operating Income Task C.2

Task C.2-The auditor selected shall obtain through records, irial balances, or
informational requests to the utility, a side-by-side spreadsheer of financial and
operational monthly data for the twelve months of the test year. From this analysis,
the auditor shall create a list of items to be further examined by obtaining invoices,
payroll records, work orders, supporting budget documentation or other source
documents.

Background

While financial data — even time series data — may be helpful in terins of understanding
how a company is operating, such data in isolation do not necessarily provide enough
context throuph which the company’s operations can be fully understood. Indeed,
comparative statistics including both financial and operational data must be analyzed to
gain the proper perspective needed to understand fully trends in revenues, expenses and
operating income. For this task, the Blue Ridge team requested both operational and
financial data pertaining to the test year and the five years prior the test year in order that
comparative operational and financial analyses could be conducted. Workpaper
C(2) Operational Data Comparisonxls comprises comparative analyses including
employee, customer, sales and financial data.

Analysis

To analyze Duke Energy Ohio’s financial data, we requested the Company’s revenue and
expenses by account for the years 2002 through 2006 in the same format as the test year
data.” As described in Section C Task 1 above, Bhie Ridge performed an initial review
of the test year data versus the average of results for the years 2002 through 2006 at the
account level. Monthly revenues and expenses by account are likewise included within

FE]
Id.
™ Data Request BRCS-WE-01-005 through BRCS-WF-01-011, See Appendix 2.
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that analysis.”” We also obtained and analyzed employee and customer related data for
the years 2002 through 2006 so that trends in these data could be observed and data could
be used to develop per customer and per employee revenue, expense, and income related
statistics.

The Company’s responses to discovery related to employee counts contributed to the
development of the table below, which provides employee counts by month throughout
the relevant time periods.’®

Table 8-Active Employee Count 2002-2007

Case No. 07-589-GA-AIR
Active Employee Count

2002 through 2007
2002 2003 2004 2005 2006 2007
January 1,454 1,339 1,892 1,901 1,804
February 1,452 1,334 1,897 1,885 1,810
March 1,445 1,330 1,910 1,904 1,813
Aprll 1.449 1,338 1,001 1,896 1,897 1,740
May 1,449 1,329 1,802 1,879 1,897
June 1,433 1,338 1,892 1,872 1,876
July 1,419 1,336 1,805 1,859 1,891
August 1,411 1,334 1,804 1,861 1,876
September 1,430 1,353 1,918 1,865 1,868
October 1,384 1,353 1913 1,873 1.865
November - 1,362 1,360 1,908 1,876 1,668
December 1,361 1,350 1,910 1,911 1,867
Average Monthly Active Employee Count 1,421 -1,341 1,902 1,883 1,885 1,740

The following table comprises actual monthly customer counts as well as the associated
growth rates from 2002 through the first eight months of the test year.”’

5 Workpaper C(1}) Dulke Test Year 1o Actual 5-Years Compaiison.xls.
" Wotkpaper C(2) Operational Data Comparison.xls, Tab Employees.
7! These data are taken from the Company’s response to Data Request BRCS-WF-01-014.
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Table 9-Customers by Menth 2002-2007

Duke Energy QOhlo
Case No, 07-589-GA-AIR
Customers by Month

2002 through 2007
_ 2002 2003 2004 2005 2006 2007
January 405,566 410,671 415,878 420,074 423,504 425,698
February 406,257 411,324 414,377 418,503 422,191 424,417
March 406,542 411,810 416,264 420,778 424 036 426,358
April 405,635 411,076 415,691 420,236 422,877 423,643
May 407,130 410,044 414,487 418,682 421,488 424,513
June 404,306 408,140 413,184 417,147 419,835 422,874
July 404,319 408,058 42,038 416,081 419,083 422,127
August 403,894 408,335 411,240 416,607 417,826 421,323
September 403,765 407,922 411,036 415,158 417,545 -
October 405,140 400,454 412,575 416,266 418,150 -
November 408,979 411,361 415,037 419,139 422,027 -
December 409,316 408,971 418,032 420,326 424,379 -
Total Annual 4,866,849 4,919,166 4,870,739 5018005  5054,009 3,390,951
Average Customers Per Month
(2002-2007) 405,737 408,831 414,228 418,167 421,167 423,869
Parcent Change 1.03% 1.06% 0.95% 0.72% 0.64%

Revenues, expenses and operating income are expressed on a per-employee and per-
customer basis in the following table,”®

Table 10-Per Customer and Per Employee Metrics 2002-2007

Duka Energy Chlo
Casp No, 07-589-GA-AIR
Por Customor and Per Empioyee Matrles
2002 through 2007

2002

2003

2004

2005

2006

2007

Revanus
Expense
Operaling Income

Average Monthly Customers
Average Employees Per Monih

Revenue per Custemer
Revenue per Employee

cxpense per Cuslomer
Expenss par Employee

Operaling Income per Customer
Operaling Income per Employae

" o e

o

345,805,184
250,613,210
28,300,671

©r D

405,737
421

852
243,386

o o

618
176,385

71
20,342

®ww e

507,475,831 §
382,170,276 $
38,717,213 §

409,431
1341

1,238
378,384

e o

932
284,960

94
28,868
3%

B e

560,462,533 3§
430,647,414 §
51,671,461 §

414,228
1802

1,353
294,683

w1 in

1.040
226,428

o« o

125 §
27,168 §
2%

630,957,530 3§
507,147,860 3
24,122,184 §

418,167
1883

1,509
335.140

o N

1,213
268,377

58
12,813
-54%

B R w3 D

577,904,586
477,913,896
30,885,192

421,167
1885

1.372
306,527

1,136
263,490

73
16,382
27%

B
$
$

502,876,508
568,071,129
28,404,220

423 858
1740

1.634
368,080

1,340
326,478

87
16,324
-9%

Findings

While revenues, both on a per-employee and per-customer basis, have generally been
trending upward, expenses have generally been trending upward as well. The notable
exception is from 2005 to 2006 where revenues actually declined roughly 10% on a per
customer basis. Total MCF sales and natural gas purchase expenses declined by similar

™ Workpaper C(2) Operational Data Comparison.xls, Tab Per Customer_Employee Metrics.
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amounts during that period. ” Operating income per customer is expected to decline by
approximately 9% from 2006 to 2007.

Figure 2-Per Customer Revenues, Expense, and Income 2002-2007

Per Employee Revenua, Expense and Income 2006-2007
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Conclusions and Recommendations

The per-customer and/or per-employee data analyzed within Section C Task 2 do not
indicate a need for further analysis.

Operating Income Task C.3

Task C.3-The auditor selected shall work with Staff and develop an investigation
audit plan directed at the significant issues of the case. -

Through the course of the audit, Blue Ridge monitored for any issues (e.g., management,
operational, and/or financial) that could have a significant impact on the costs included in
the test year or may have long-term cost impacts for the Company and its customers. No
significant operational or financial issues were noted that warrant additional scrutiny.

From a management perspective, the allocation and management of Duke Energy Shared
Services Company costs at the individual business unit level may warrant additional
review. Additionally, we found that there is a potential that the audit findings from the
Liberty Consulting Group report on Affiliate Transactions in Duke Energy — Carolinas
may have an impact on those costs in Duke Energy — Ohio.

Blue Ridge met with PUCO Staff to discuss our findings concerning the shared service
issue and affiliates transactions. Our findings, conclusions and recommendations are
more fully discussed in Section B.1 above.

" Workpaper C(2)_Operational Data Comparison.xls, Tabs MCF Sales and Yearly Financial Data.
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Operating Income Task C.4

Task C.4-Compare the final approved budget to five actual, historical years to
determine whether the test vear budgeted information is representative of historical
trends. Abnormalities of the budget shall be noted and investigated.

Background

Blue Ridge compared the 2007 budget prepared by the Company with five prior years of
actual results to identify unusual trends or variances in the test year values. Similar to
Blue Ridge’s analysis of the test year, we consolidated the Company’s detailed account
information at the FERC account level to facilitate meaningful comparisons to the
Company’s prior results. FERC account level analysis eliminates unnecessary confusion
caused by changes in the recording of functionally equivalent revenue and expenses in
different detailed-level accounts over the period of comparison. Blue Ridge submitted
two data requests seeking results for the five years prior in a comparable form the test
year. Follow-up data request were issued to explain variances identified between the test
year and the average of the prior five years.

Analysis

Blue Ridge obtained budget data for calendar year 2007 from Supplemental Information
(C)(38). Using the analysis prepared for Section C Task 1 as a starting point, Blue Ridge
prepared an analysis comparing the 2007 budget to five years of prior actual results for
the period 2002 through 2006. The only structural difference between this analysis and
the analysis prepared for Section C, Task 1 is the data used for the months of January
through March 2007. Section C, Task 1 uses actual data for the first three months of
2007 and budget data for the remaining nine months — i.e., the Company’s test year. The
analysis for Task 4 uses budget data for all 12 months of 2007 and is contained in Blue
Ridge’s workpapers.®

Similar to our testing of test year variances from prior actual results, we identified
specific accounts with variances representing an increase of greater than 10% over the 5-
year average of actual results and 10% over 2006 results. We requested explanations for
those variances from Duke Energy Ohio personnel. We noted that many of the variances
were caused by changes in account classifications over the 5-year period prior to the
budget year or expenses budgeted to certain accounts while actual results from prior
years were recorded in other accounts. The Company provided explanations to the
variances identified by Blue Ridge.”’

Findings
Comparisons of the 2007 budget to prior year actual results reveal the following trends.*

1. 2007 budget revenue is expected to increase 29% greater than the 5-year
average revenue for the period 2002 through 2006 and 17% over 2006.

2‘: Workpaper C4) Duke 2007 Budget to Actual 5-Years Comparison.xls.
Id

® Id., tab Summary by FERC Account.
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2. Total 2007 O&M expenses are expected to increase by 41% over the 5-year
average O&M expenses for the period 2002 through 2006 and 17% over 2006.
The primary reasons for this cost difference are summarized below.

a. Fuel Purchase Expenses are expected to increase 39% over the 5-year
average expenses for the period 2002 through 2006 and 21% over 2006.

b. Operation Production Expenses are expected to increase 7% over the 5-year
average expenses for the period 2002 through 2006 and decrease by 5%
from 2006. '

c. Operation Distribution Expenses are expected to decrease 2% from the 5-
year average expenses for the period 2002 through 2006 and increase by 9%
over 2006,

d. Operation A&G expenses are expected to decrease 1% from the 5-year
average expenses for the period 2002 through 2006 and increase by 2% over
2006. :

e. Maintenance Distribution expenses are expected to decrease by 4% over the
5-year average expenses for the period 2002 through 2006 and increase by
23% over 2006,

Coanclusions and Recommendations

Test year revenue and fuef purchase expenses appear to be reasonable compared with
actual results from prior years based on known increases in gas purchase costs and the
resulting gas cost revenue eamed from customers to pay for gas purchase costs. The
Company confirmed that the increases were due to changes in gas cost, changes in
unbilled revenue and the Rider AMRP increase in May 2007.%  Operating &
Maintenance expenses appear reasonable when evaluated at a category level such as total
production, transmission or distribution expenses. However, we noted variances greater
than 10% over 2006 amounts on a number of accounts. Although many of these
variances are not material on a total dollar basis, we provided our analysis to the
Company informally and requested explanations for the variances. The Company’s
explanations are incorporated into our workpaper for this task.*® Consequently, through
our review, we confirmed that the Company did not have any non-recurring, abnormal or
extraordinary expenses that were not explained adequately through discussions and data
responses.

Operating Income Task C.5, C.6, and C.7

Tasks C.5, C.6 and C.7 — Document the budget process. Interview Company
personnel responsible for the compilation of the budgeted information. Interview a
select sample of company personnel (function heads) that had input into the budget
and track their inpui through the budget process.

B
8 Jd.
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Background

To complete the analysis for Tasks 5, 6 and 7, Blue Ridge reviewed the information
provided with the Company’s filing, interviewed no fewer than 10 key personnel
involved in the budget formulation and approval process, issued more than 35 data
request’s related to the Company’s budget process and reviewed the information
provided by the Company in response, and worked with the Company to develop a flow
chart of the budget process.

The Company’s budget process is largely a “bottoms up” approach, but senior
management sets target goals based upon historical analysis and then evaluates whether
those goals are met throughout the year.®® This is done on a franchise basis rather than on
a state operating company basis. Targets are given to each business unit in terms of
margin objectives. In the strategic planning phase, each business unit looks at its
potential for the next three to five years focusing on capital investment needs, expenses
and growth opportunities. Targets are then set for the next three years for each of these
budget areas. The targets for year one then become the objectives for the current budget.
The business units then develop their budgets on a “bottoms up” approach to meet target
objectives set by senior management. The budget processes, procedures, and tools used
for the 2007 budget in the Company’s rate filing are those historically used by Cinergy
prior to the merger with Duke Energy.*® Due to the Company’s use of nine months of
budget data for the test year, it is important that the process used to develop that budget
information is understood and documented. The purpose of Section C Tasks 5, 6 and 7,
therefore, is to understand and document the Company’s budget process.

The Company’s Capital Budget is driven primarily by past history (generally three
years), the infrastructure plans of governmental entities, various analyses of the impact of
load growth, pipeline integrity, and other inputs. The Capital Budgeting process is
defined and controlled by a multi-level process with defined approval levels and is
developed between March and June of the previous year. Major projects are “sponsored”
and those sponsors are independent from the individuals responsible for construction
supervision and inspection. There are two categories, blankets and specifics (over
$500,000), further subdivided by load growth, equipment replacement, governmental
mandated projects and other, The Company has a formal Project Assessment Form for
the budget that covers description, timing, costs and a justification/risk analysis to
support the project request. Additionally, there is a formal Standards review process with
a wide range of areas represented as well as an on-going cost review process during
construction with specific trigger points.

The Company’s Load Forecasting process is addressed in Tasks 11 and 12 below.

Analysis ~ Non Capital Related Budget

Blue Ridge reviewed the Duke Enerpy Midwest 2007 Budget Departmental Guidelines
filed by the Company®’ as well as the 2008 Budget Guidelines and zf‘s.ssumptions,88 and

® Per interview with Lynn Good, Senior Vice President & Treasurer, October 31, 2007.
*® The budget tools of the post-merger Duke Energy companies will be consolidated in 2008/2009.
¥ Supplemental Information C{12).
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requested the Company’s budget procedures in discovery in the format of a flow chart.”

The Company initially provided a timeline® (as opposed to a flow chart) for its 2007
budget process, including milestones, timeframes and approval points. Based on Blue
Ridge’s understanding of the Company’s budget process from its Budget Departmental
Guidelines and information elicited during interviews with Company personnel, Blue
Ridge developed a draft flow chart of the Company’s budget process’ and submitted it to
the Company for its review and revisions. The Company’s response provides a flow
chart of its budget process, identifying timing, workgroups involved in preparation and
review, and approval/decision points along the way. The flow chart of the Company’s
budget process is provided below and in Blue Ridge’s v.rorlq::apers.92 '
Figure 3-Budget Process Overview
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For Tasks 6 and 7, Blue Ridge conducted interviews with senior executives and managers
of the Company responsible for the budget process and compilation of the budgets from

% Response to Data Request BRCS-MIM-05-C03.

% Response to Data Request BRCS-WF-01-025.

%0 Workpaper C(5)_Budget timeline.

' Blue Ridge first confirmed that the Company did not already have a flow chart of its budget process.
Data Request BRCS-WF-04-001, The Company confirmed that “[n]o flow charts have been prepared.”

” Workpaper Cf5,6,7)_Financial Planning Process.xls, '
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various departments to understand fully the budget process, determine how priorities are
established, and how budgets for individual department budgets are completed.”

Per our discussions with senior management and the Financial Planning and Analysis
group charged with pulling the budget together from the business units, the load forecast
and gas supply forecast are completed first so that the Company’s projected revenue and
margins can be ascertained. Management then scts target goals based on histarical
analysis and evaluates the business units’ success of reaching those goals. This level of
planning is done on a franchise basis rather than just on an Ohic basis. The capital
budgets, O&M, and service company expense portions of the budget are then developed
by the business units and Duke Energy Shared Services.

Findings - Non Capital Related Budget

Blue Ridge noted no major exceptions to the Company’s budget process. Blue Ridge
learned from discovery responses that the Company did not previously have a flow chart
of its budget process that tied the entire flow and interaction of various departments
included in the budget process together from beginning to end. This issue was addressed
by Blue Ridge working with the Company to produce a flow chart of the Company’s
budget process demonstrating the overall flow of the budget process, along with timelines
and approval points. As shown in the budget flow chart” and timeline,”® the Company
has specific timeframes within which key budget milestones are achieved, identifies
responsibility for preparation and approval at each step of the process, and identifies the
flow of information culminating in the final budget presented to the Board of Directors
for approval. This is in addition to the guidelines for the 2007 budget that informs
Company personnel about how to use the budget tools, and provides instructions on
developing budgets for 2007 and budget reporting.”’

Analysis - Capital Related Budget

Blue Ridge’s analysis of the Company’s Construction Budget process involved a number
of steps. To understand the process of capital budgeting and construction, the audit plan
for this area included a review of the Company’s discovery related to the capital budget,

* Interviews conducted per Section C Tasks 6 and 7 of Blue Ridge’s proposal. See workpapers for
Interview Questions and Summaries. Blue Ridge interviewed the following Company senior executives
and managers related to the budget process: Lynn Good (Senior Vice President & Treasurer), Sandra
Meyer, (President of Duke Energy Ohio), Patty Walker (Senior VP of Ohio and Kentucky Gas Operations),
Dwight Jacobs (VP Franchised G&E Accounting/CFO of Franchised Gas and Electric), Joe Peak (WP
Franchised G&E Accounting/CFO Franchised G&E), Jeff Setser (Director, Corporate Accounting), Gwet
Pate (Directoy, Genera! Accounting — Midwest), William Wathen, Jr. {Director, Revenue Requirements),
Brian Davey (General Manager — Financial Planning & Analysis), and Peggy Laub (Manager, FE&G
Accounting).

% See interviews with Lynn Good, Senior Vice President & Treasurer, October 31, 2007, and Brian Davey,
General Manager, Financial Planning & Analysis, September 25, 2007, as well as the flowchart provided in
response to BRCS-WF-08-015. See, Workpaper C5 Budget Flow Chart.,

% Data Request BRCS-WE-08-015. See, Workpaper C5_Budget Flow Chart.

“® Data Request BRCS-WF-01-025. See, Workpaper C5_ Budger Timeline.

%7 2007 Budget Departmental Guidelines, Supplemental C(12).
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field visits to see selected sites, a series of imitial pre-interview data requests for the
Company to understand the basis for the capital budget and EPC.

Blue Ridge developed structured questions for the planned interviews and in conjunction
with the Company determined the appropriate interviewees. Through the interview
process, Blue Ridge generated and documented follow-up data requests and interview
notes that memorialized the subject of the interview.”®

Blue Ridge reviewed the data responses received after the interview, compared and
contrasted the Company’s capital budget and Engineering, Procurement and Construction
(EPC) processes to the best case or best practice budgeting, engincering, procure and
construct processes and determined if any missing elements are material or relevant.

Findings - Capital Related Budget

Blue Ridge found that the Company originally had not produced a flow chart of the
Company’s budget process. At our request, the Company produced such a budget flow
chart. We found no major shortcomings in the Company’s budget process or deviations
from accepted norms.

The Company has generally met its budget targets for the capital expenditures™ as
depicted below.

Figure 4-Capital Budget vs. Actnal Cost 2005-YTD 2007

Duke Energy Chio Capital Budget
(000}
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Capital § (excluding IT) {000)

2005 2006 2007

The Company’s Key Performance Indicators (KPI) for Gas Operations include Capital
Expenditures, AMRYP Capital Expenditures with a specific focus on under budget

% Sec workpapers for all interviews.
* Workpaper C(5,6,7)_Capital Budget Comparison.xls.
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performance. The KPI also include components for the Pipeline Integrity Management
Program, Reliability and three safety parameters.'®

Conclusions and Recommendations

Blue Ridge’s assessment of the Company’s budget process is that it is sound and can
reasonably be relied upon to produce accurate budgeted revenues and expenses.

Blue Ridge has reviewed the Company’s Project Assessment Forms and noted that the
project justifications meet generally accepted utility practice. The Company’s KPI are
multi-faceted and reasonable and meet generally accepted utility practice. Additionally,
the Company’s capital budget and EPC processes appear to be well managed,
documented, and subjected to reasonable controls. Similarly, the rate base as of March
31, 2007, appears to have been arrived at via a sound process.

Operating Income Task C.8

Task C.8-As actual information for the budgeted months become available, compare
and analyze budgeted months to actual months. Significant variances shall be
investigated.

Background

Blue Ridge issued a standing data request for the Company to provide updates to actual
results for the year 2007 as it becomes available. Because the Company uses budget data
for the nine-month period of April through December 2007, we can compare actual data
for those months as they become available to determine whether there are significant
variances between the operating revenues and expenses the Company used in its test year
and the operating revenues and expenses the Company actually incurred. The most
recent month that was available as this report was written is August 2007. Blue Ridge
updated the budget to actual comparison for the year 2007 to incorporate the most recent
month available, compared the budget data for these months to the actual data for these
months, and requested explanations from the Company on significant variances between
the test year budget information and actual results.

Analysis

Blue Ridge prepared an analysis comparing year-to-date actual results for 2007 with
year-to-date budget amounts for the same months.’® This analysis assesses whether the
Company’s budget for 2007 is reasonably accurate compared with actual results and
whether the budget data included in the test year can be relied upon to set rates. This
analysis was prepared with data from the Company’s revenue requirement model and
data provided in response to discovery.'®*

1% Response to Data Request BRCS-HS-03-016.

" Workpaper C(8)_2007 Actual vs. Budget Comparison.xls.

2 Actual data for January through June: BRCS-WPF-1-24, Filename: OCC-INT-02-015.xls. July and
August actuals from BRCS-WF-05-001z attachment. April - December Budget from PUCO Gas SFRs.xls,
Tab ACCTABLE. January - March 2007 Budget from Supplemental C(38), Corporate Budget by Month
and Account, '
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Findings

Year-to-date through August 2007, actual revenue is $16 million greater than budgeted
revenue, fuel purchase costs are $9 million greater than budgeted fuel costs, other O&M
costs are 3'.‘£5.3 million less than budget, and operating income is $6.2 million greater than
budget.

Conclusions and Recommendations

The 2007 Duke Energy Ohio budget may be slightly understating the revenue and
resulting operating imcome used in its test year calculation. This current trend in year-to-
date results may not be sufficiently reliable to draw definitive conclusions, as Duke
Energy personnel advised the Blue Ridge team that analyses of month-by-month
variances between budget and actual results are likely due to timing differences. Blue
Ridge notes that the Company intends to improve the accuracy of its monthly budget
amounts through new procedures beginning with its 2008 budget preparation. The 2008
Budget Guidelines and Assumptions, Section 1.4 Budget Development, state the
following:

“Budgets should be prepared on an accrual! basis. This should
include an increased focus on accurate budgeting by month. The
goal is to reduce actual versus budget timing variances for 2008
reporting by placing budget dollars in the months they are expected
to be spent or accrued.” ™

Operating Income Task C.9

Task C.9-Compare most recent prior year budget fo actual vesults and note
significant variances.

Background

Blue Ridge compared the Company’s 2006 actual results with its 2006 budget to
ascertain how accurate the Company’s budget process was in determining its projected
costs for a recent year. A positive correlation in the prior year should provide the
Commission a high degree of comfort with the Company’s 2007 budget process since
there were no significant changes in the process between 2006 and 2007. Initial data
requests were issued to obtain the schedules containing 2006 budget and actual results.
Informal discussions were held with Company personnel to get answers to questions on
variances.

Analysis
Blue Ridge compared the Company’s 2006 budget with 2006 actual results to ascertain
the reliability of the Company’s budget process compared with a full year of actual

" Workpaper C(8)_2007 Actual vs. Budget Comparison.xls, tab Actual vs, Budget.
"™ Response to Data Request BRCS-MIM-05-003 Attachment,
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results, Actual and budget data by month was obtained through discovery.'® This
analysis is contained in Blue Ridge's workpapers.'® Similar to the analyses prepared for
Section C Tasks 1 and 4, detailed account level data were summarized at the FERC
account level to facilitate comparisons among the accounts.

We identified specific accounts with variances representing an increase of greater than
10% over the 2006 actual results to 2006 budget and requested explanations for those
variances from Duke Energy Ohio personnel. The Company provided explanations to the
variances identified by Blue Ridge.'®’

Findings

Comparisons of 2006 actual results to 2006 budget reveal the following variances. '*®

1. 2006 actual revenue was 28% less than the 2006 budget due primarily to lower

gas cost revenue than projected.

2. Total 2006 actual O&M expenses were less than the 2006 budget by 39%. The

primary reasons for this cost difference are summarized below.

Fuel Purchase Expenses were 35% less than budgeted.

Operation Production Expenses were 4% over the 2006 budget amount.

Operation Distribution Expenses were 2% over the 2006 budget.

Operation A&G expenses 55% less than 2006 budget. This is primarily due ..

to the 2006 budget including costs common to both the electric and gas

operations of Duke Energy Ohio. The Company confirmed this was true
and noted that 2006 budget could not be broken down to the gas operations
only for the common cost accounts without a special analysis.109

e. Maintenance Distribution expenses were 1% less than the 2006 budget.

f. Depreciation expenses were 39% less than the 2006 budget due to inclusion
of expense attributable to both the gas and clectric operations in the budget.
Gas only budget expense could not be separately 1dentified without a special
analysis.

g. Taxes Other Than Income Taxes were 114% less than the 2006 budget due
to inclusion of taxes attributable to both the gas and electric operations in
the budget. Gas only budget expense could not be separately identified
without a special analysis.

o op

Conclusions and Recommendations

Except for significantly lower gas cost revenue and offsetting fuel purchase expenses and
the Company’s inclusion of unallocated shared costs in the 9XX accounts for the 2006
budget, the Company’s actual O&M expenses tracked very close to the 2006 budget for
most of the individual accounts, However, we noted variances greater than 10% over

195 Responses to BRCS-WF-01-022 for 2006 budget data by month and BRCS-WF-01-023 for actual
results by month.
" Workpaper C(9)_Duke 2006 Actual to Budget Comparison.xls, tab Summary by FERC Account.
107
Id.
108 Id
' November 26, 2007 e-mail response from Ted Czupik.
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2006 amounts on a few accounts. Although many of these variances are not material on a
total dollar basis, we provided our analysis to the Company informally and requested
explanations for the variances. The Company noted that actual expenses may be
recorded in different accounts than in the approved budget making comparisons at the
account level difficult.'" Consequently, the Company recommended evaluating
variances at expense group or category level such as total production, distribution and
transmission expenses. Given the merger closing in April 2006, the results of this
analysis indicate that the Company’s budget process was robust enough to overcome any
integration issues that may have occurred in 2006.

Operating Income Task C.10

Task C.10 — Prepare and analyze monthly test year and three historical years of
monthly historical consumption data (sales) and customer count by tariff.

Background

This section of the audit focuses on trends in consumption and customer related data.
Changes in consumption patterns and/or customer counts may help to explain observed
deviations in capital related expenditures, recurring expenses and revenue related data.
Hence, consumption and customer related data must be obtained and understood such
that revenue and expense related data contained throughout the company’s revenue
requirements model may be put into proper context.

Blue Ridge requested consumption and customer related data through multiple data
requests and created a spreadsheet comparing monthly consumption and customer count
data for the test year and five prior years.

Analysis

Blue Ridge requested the test year and five prior years’ historical monthly consumption
and customer data through data requests.'’’ The Company’s responses’ '~ included actual
MCEF data by month and customer group/tariff. These data also include the company’s
interdepartmental usage of gas (i.e, that which supports the company’s electric
operations). The table below comprises Total Sales and Transport in MCF by tariff for
the test year (2007) and the five preceding years. Blue Ridge’s workpapers contain these
same data disaggregated by month from January 2002 through August 2007,'"

""" November 27, 2007 ¢-mail response as documented in workpaper C9_ Duke 2006 Actual fo Budget
Comparison.xls, tab Summary by FERC Account.

"' Data Requests BRCS-WF-01-05, BRCS-WF-01-13, and BRCS-WF-01-14.

"2 Data Request BRCS-WF-01-013. ‘

" Workpaper C(10)_MCF and Customers 2002 — 2007.x1s.
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Table 11-Actual MCF Volume by Tariff by Rate Schedule 2002-2007
Duke Energy Ohic

Case No. 07-589-GA-AIR
Actual MGF Volume by Tariff
By Rate Schedule

2002 2003 2004 2005 2006 2007
Rale RS Residential {MCF) 29,008,368 31,256,448 29,887,354 30,338,540 26,101,115 19,751,417
Rale GS Commercial {(MCF} 12,282,856 13,401,138 12,121,720 11,980,235 10,817,732 7,733,819
Rate GS Industrial (MCF) 2,428,394 2,544,643 2,189,740 2,002,650 1,783,385 1,289,341
Rate GS QPA (MCF) 1,740,145 1,692,141 1,234,249 1,153,734 1,053,557 755,456
Rate RFT (MCF) 3,844,084 3,728,106 2,601,019 2,623,802 2,550,040 3,220,045
Rate FT (MCF) 8,089,012 8,292,134 9,081,786 9,674,584 8,283,038 7,131,106
Spaclal confract FT (MGF) B - - - - 16,447
Total FT {MCF) 4,089,012 8,292,134 9,081,786 9,674,584 8,293,038 7,147,653
Rate IT (MCF) 17,084,942 15,428,883 16,032,808 15,232,348 15,303,807 9,656,868
Special Contract IT {(MGF) 2,828,830 2,646,065 2,141,783 2,651,264 2,169,721 1,658,707
Total IT {MCF) 19,863,672 18,074,948 18,174,591 17,883,612 17,473,618 11,326,676
Interdepartmental (MCF} 227,486 140,567 58,148 57,331 99,685 43,628
Total {MCF) 77,484,427 70130125 75358,608 75,714,488 67,872,171 51,255,934

At the time this report was prepared, eight months of actual data from 2007 were
available (i.e., January through Aupust), which causes the 2007 numbers in the table
above to be lower than the 2002-2006 data (which represent 12 months of data). The
table below expresses consumption data for the same period over for eight months of the
year (January — August) so that a more meaningful comparison can be performed.

Table 12-Actual MCF Volume January-August 2002-2007
Duke Energy Chia
Case No. 07-580-GA-AIR
NMonthiy Detail of Actual MCF Volume (January - Augusf)
By Rate Schedule

2002 2003 2004 2005 2006 2007
Rale RS Resldential (MCF}) 2,562,823 2,938,187 2,874,023 2,810,698 2,362,908 2 488,827
Rale GS Commerclal (MCF) 1,059,863 1,271,037 1,160,619 1,005,004 087,772 066,740
Rale GS Industrial (MCF) 189,145 244,123 211,089 182,957 163,006 168,668
Rate GS OPA (MCF) 150,963 168,005 119,111 103,452 95,769 94,432
Rate RFT (MCF} 335,170 380,660 250.221 249,321 198,386 403,631
Rate FT {MCF} 716,680 724381 824,710 874,715 711,042 891,388
Special contract FT (MCF) - - - - - 2,056
Total FT {MCF) 716,680 724 381 824,710 874,715 711,042 893,444
Rate IT {MCF) 1,376,816 1,270,119 1,352,774 1,260,232 1,278,907 1,208,359
Speciat Coniract IT (MCF) 246,868 234,528 156,068 228,329 176,768 207,338
Total IT (MCF) 1,623,685 1,504,647 1,508,842 1,488,561 1,455,676 1,415,687
Interdepartmental (MCF) 8,925 15,582 6,627 h,220 8,184 5,454
Averags Menthly (MCF) (Jan-Aug) 6,657,254 7,248,631 6,055,242 6,800,827 5,952,742 6,406,802

Customer data are summarized in the next table.!'*

"% Customer data was provided in response to Data Request BRCS-WF-01-014.
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Table 13-Customer Data 2002-2007
Duke Energy Ohio
Case No. 67-589-GA-AIR
Customers by Month
2002 through 2007

2002 2003 2004 2005 2006 2007

January 405,566 410,671 415,878 420,074 423,594 425 698
February 408,257 411,324 414,377 418,503 422,191 424 417
March 406,542 411,810 416,264 420,776 424,038 426,356
April 405,835 411,076 415,691 420,238 422 877 423,643
May 407,130 410,044 414,457 418,682 421,466 424,513
June 404,306 409,140 413,184 417,147 419,835 422,874
July 404,319 409,058 412,038 416,091 419,083 422,127
August 403,894 408,335 411,240 415,607 417,828 424,323
September 403,765 407,922 411,036 415,158 417,545 -
Qctober 405,140 409,454 412,575 416,266 419,150 -
November 406,979 411,361 415,037 419,139 422,027 -
Decemher 409,316 408,971 418,832 420,328 424,379 -
Total Annual 4,868,848 4,919,466 4,870,739 5018,006 5,054,009 3,390,851
Average Customers Per Month

(2002-2007) 405,737 409,931 414,228 418,167 421,167 423 869
Percent Change 1.03% 1.05% 0.95% 0.72% 0.64%
Findings

As depicted in the graph below'"?, average MCF consumption for the months of January
through August declined slightly each of the three years prior to the test year and the test
year data reflect an approximate average of 6.4 million MCF per month, compared to an
average monthly consumption of 6.7 million MCF for the months January through
Axngust in the five years prior to the test year.

Figure S-Average Monthly MCF 2002-2007
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8 Workpaper C10) MCFs and Customers 2002-2007.xIs.
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The trend in customer counts shows a slight increase, averaging 0.88% per year since
2002,

Figure 6-Average Customers per Month 2002-2007
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Consumption per customer has declined slightly consistent with reasonable expectations
given the increasing efficiency of equipment reliant upon natural gas. Specifically,
average consumption from 2002 through 2006 was approximately 16.26 MCF per
customer per month for the first § months of the year (January through August), The test
year data are reflective of 15.12 MCF per customer per month for those same months of
2007.

Table 14-Average Total Monthly Sales and Transport MCF Per Customer

Duke Energy Ohlo
Gase No. 07-589-GA-AIR
Average Total Manthly Sales and Transport MCF {Jan-Aug) Per Customer
2002 through 2007

2002 2003 2004 2005 2004 2007

Average Total Monthly Sales and Transport MCF
(Jan-Aug) Per Customer 16.41 17.68 16.79 16.28 14.13 15.12
Percent Change 7.74%  -5.02%  -3.01%  -13.21% 5.94%

Conclusions and Recommendations

These data do not indicate the existence of any anomalies. And as indicated in the Load
Forecasting discussion in Section C Tasks 11 and 12, the Company’s data and procedures
appear to be reasonable and consistent with industry standards.
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Operating Income Task C.11 and C.12

Tasks C.11 and C.12 - Review the Applicant’s written summary explaining the
Jorecasting (sales) methodology as it relates to the test year. (SFR Supplemental C-
12) Interview Applicant’s personnel responsible for the sales forecast.

Background

A utility load forecast forms the underlying foundation for a wide range of planning
tasks. The commodity portion of the forecast supports the utility’s commodity sourcing
and/or production functions. The peak forecast supports the utility’s transportation and
transmission planning and may provide planning information for system operations. The
forecast also provides the number of customers by class and can provide, at a high level,
information for the capital budgeting process at the transmission and distribution level.
The combination of number of customers, commodity sales, and peak forescast provides
the basis for the utility’s expected revenue stream. :

All utility forecasting models assume “normal” weather and the output sales and peak
forecast is for normal weather conditions. Many utilities used a thirty-year weather
period to develop “normal” weather. Recent weather trends have demonstrated that the
thirty-year time horizon may be too long and many utilities have shifted to a ten-year
period. Before the shift is made, the utility should analyze weather trends and compare
them to present practices. Weathér data is usually derived from the National Weather
Service and its local stations. High and low daily temperatures are used for most
forecasts and humidity and wind data may supplement that as appropriate.

Utility load forecasts are generally driven by economic models of the national economy,
which are usually purchased on a subscription basis from an economic forecasting firm.
The national model is then broken down into a relevant area such as a state, Consolidated
Metropolitan Statistical Area or a number of selected counties to create an input data set
for the utility forecasting model. The required inputs are determined by the utility’s
forecasting model(s).

Utility forecasting models are often a combination of three types of sub models: (1)
regression model, (2) end use model, and (3) surveys. A regression model uses statistical
techniques to determine the data inputs that provide the best forecast of past, actual
consumption. Typical inputs may include number of dwelling units, housing starts,
economic data such as household income, appliance saturations, costs of alternate or
competitive fuels, building construction, commercial and industrial activity, past
consumption, and weather. An end use model uses estimates of end use appliances and
energy consuming equipment to forecast commodity consumption. Typical inputs for an
end use model may include appliance saturations, industrial information, and building
area. Some utilities with specific large customers use periodic surveys or other data
gathering methods to determine the expected consumption of large commercial or
industrial customers that may be planning additions or closures that are not accurately
detailed using economic data.
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Utility forecasting is validated by “backeasting,” which is the process of applying real
economic data from past periods and determining how accurately the model “predicts™
sales that have actually occurred.

Blue Ridge reviewed the Company’s summary explaining the sales forecasting
methodology as it relates to the test year, comparing it to industry norms, and interviewed
Company personnel responsible for the sales forecast.

Analysis

Blue Ridge’s analysis of Company’s load forecasting process involved a number of steps.
To understand the process of load forecasting, Blue Ridge reviewed the Company’s
written summary explaining the forecasting (sales) methodology as it relates to the test
year. Blue Ride developed initial pre-interview data requests for the Company to
understand the basis for its forecasting process, developed structured questions for the
plammed interviews, determined the appropriate interviewees in conjunction with the
Company, reviewed the data responses available before the interview. Blue Ridge
conducted interviews with Company personnel, took notes during the interview,
developed and reviewed the interview notes and developed and reviewed follow up data
requests/responses. Blue Ridge compared and contrasted the Company’s forecasting
process to the best case or best practice load forecast process to determine 1f any missing
elements are material or relevant. -

Blue Ridge determined that the Company uses regression models to prepare its
commodity load forecast supplemented with information about large or important
customers provided by the Company's key account force.!'® The forecast is
documented''” and is performed on a class basis with interruptible customers’ load
separate from firm customers. Economic data is obtained from economy.com, a
recognized provider of economic information. Economy.com, a division of Moody’s,
was founded in 1990 and was previously known as Regional Financial Associates.
Forecast data provided includes Employment, Income, Population and Production.

The Residential class is forecasted using customers population times space heating
saturation and use per customer, Usage per customer has been a downward trend due to
equipment efficiencies, weather trends, and the influence of marginal gas prices
(elasticity). This effect is not uncommon and Blue Ridge has seen this long-term trend at
a number of gas utilities. The Commercial class is forecasted as firm and interruptible,
using cominercial employment, weather, and marginal gas prices. The Firm Industrial
class is forecasted using aggregate manufacturing employment, weather, and the relative
price of gas compared to oil. The Inteiruptible Industrial class is forecasted using
aggregate industrial production, weather, the relative price of gas to the wage rate and the
relative price of gas compared to oil. The Other Public Authorities Gas Deliveries class
is forecasted as firm and interruptible using governmental employment, weather, and

"8 Blue Ridge did not review and confirm the input data, statistical regressions and other calculations
inherent in the forecast models as that investipation would be extensive.

"7 A 16-page narrative of the forecasting process was provided in the response to Data Request BRCS-HS-
03-001.
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marginal pgas prices. The Peak Load forecast is driven by the monthly weather
normalized commodity or send out modeling and weather (including temperature and
wind speed).

Weather data is from the local airport (Covington) and uses both morming and aftermoon
data including temperature and wind speed. Within the past five years, the Company
moved to a ten-year rolling average of weather data '

Blue Ridge determined that the Company’s regression models are updated annually. The
key account force is not “polled”, but provides its information as they may receive it.
The Load Forecasting department receives a monthly report of actual versus forecast
sales. Blue Ridge reviewed the monthly data for 2006 and 2007 year to date to determine
the accuracy of the forecast and validation performed by the Company.

Residential customers are surveyed by Marketing every three years with a 30-40%
response rate. Commercial and Industrial customers are not surveyed on a periodic basis
although Load Forecasting may receive notice of a significant change.

Economic data is provided as a Consolidated Metropolitan Statistical Area for both Ohio
and Kentucky and then split based on five-year historical ratios. The data is reviewed,
and if changes are suggested, the department heads of both Load Forecasting and
Customer Market Analytics approves them. Blue Ridge reviewed the response to a data
request'"® to determine the extent of changes, if any, made by the Company in the past.
The Company indicated that no changes were made.

Market prices for competitive energy are derived from the existing gas tariff, NYMEX
projections, and data from Economy.com,

Blue Ridge determined that the Company has explored the effects of elasticity and
relative gas prices (average and marginal) within the modeling process. At Blue Ridge’s
request, the Company provided its annual back casting results for 2002-2006.'%°

Forecasts are reviewed with the Managing Director of Customer Market Analytics, and
then presented to senior management (Senior Vice President, Strategy and Planning and
the President). There is no formal written approval by senior management before the
forecast is sent to other departments. Blue Ridge specifically asked if there has been any
pressure to change or modify the sales forecast or process. There has been no pressure or
influence exerted.

""" The analysis of this change has been detailed in the testimony of James A. Riddle (Case No. 07-589-
GA-AIR).

he Response to Data Request BRCS-HS-05-001.

¥ Data Request BRCS-HS-03-004. The Company’s load forecasting testimony (James Riddle Case No.
07-589-GA-AIR) provides further details of issues such as weather normalization.
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Gas Supply uses the forecast for its purchasing needs. Budgets/Forecast converts the
forecast volumes into revenue using realization and then uses the revenue in the
Company’s budgeting process.

The Load Forecasting Department’s plan for improvement include continuing to update
the forecasting model annually and working with econcmy.com to obtain the best
eccnomic forecast for the Company. Additionally, the department would like to stabilize
the schedule for the forecast.

Findings

Blue Ridge reviewed the Company’s Load forecasting process and determined that it uses
generally accepted processes, data inputs, data sources and statistical techniques to
produce a weather normalized load forecast. The Company’s backcasting analysis
demonstrates that, at the Company level, the forecast provides a reasonable estimate of
sales,
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Figure 7- Weather Normalized vs. Forecast
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Blue Ridge finds that Commercial and Industrial customers are not surveyed on a
periodic basis although Load Forecasting may receive notice of a significant change.

Blue Ridge finds that although forecasts are reviewed with Managing Director of
Customer Market Analytics and then presented to senior management, there is no formal
written approval by senior management before the forecast is sent to other departments.
Blue Ridge specifically asked if there has been any pressure to change or modify the
sales forecast or process. There has been no pressure or influence exerted.

Blue Ridge also finds that usage per customer has been a downward trend due to
equipment efficiencies, weather trends and the influence of marginal gas prices
(elasticity).

Conclusions and Recommendations

The Company’s load forecasting process provides appropriate attention to the complex
nature of prices and elasticity, and no deviations from accepted industry norms were
observed. The Company’s weather normalization process as detailed within its filing and
the provided narrative includes generally accepted processes and Blue Ridge considers
the results reasonable.

It 18 unclear if the Company’s ad hoc process for understanding potential changes at large
customers is effective. Some utilities have a more formalized survey process to ensure
that large volume users have been surveyed.
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The Company should require formal senior management approval of the load forecast
before it is distributed to other departments because it is one of the most important
components of the forecasting process.

Operating Income Task C.13 and Rate Base Task D.15

Task C.13-Review the applicant’s proposed adjustments to operating income and
trace them to supporting workpapers and source data.

Task D.15-The auditor will review and analyze the Applicant’s proposed adjustments
to operating income and rate base and trace them to supporting workpapers and
source data,

Background

In these sections, the audit focused on verifying the Company’s pro forma adjustments to
operating income and rate base for the test year. The Company proposed numerous
adjustments to test year operating income (revenues and expenses) and rate base, each of
which Blue Ridge reviewed, verified for mathematical accuracy, and fraced back to
source documentation. Section C Task 13 and Section D Task 15 deal with the
Company’s proposed adjustments to the test year. Section C Task 13 addresses the
review of the Company’s proposed adjustments to test year operating income and tracing
those adjustments to source documents and workpapers.

section D Task 15 addresses the review of the Company’s proposed adjustments to
operating income and rate base and tracing them to source documents and supporting
workpapers. Due to this overlap (i.e., reviewing proposed adjustments to operating
mncome and tracing them back to source documentation), these tasks will be discussed
together. In addition, as shown in the work steps for these tasks, which discuss
verification of mathematical accuracy of the adjustments, there is a degree of overlap
between these tasks and Section A Task 3, related to verifying the mathematical accuracy
of the Company’s filing.

To complete these tasks, Blue Ridge performed a mathematical accuracy check of the
proposed adjustments, identified hard-coded values, requested source documentation for
hard-coded values,'?! reviewed the supporting documentation and traced the adjustment
inputs to the supporting documentation. Blue Ridge also conducted tests of Company
systems to determine whether the data used in the Company’s filing {(which come from
these systems) is accurate, Blue Ridge created an exceptions list for values that it could
not verify in relation to supporting documentation.'*

From the supporting documentation provided by the Company for its proposed
adjustments, Blue Ridge created a pro forma backup book that provides supporting

! Blue Ridge issued more than 40 data requests (some of which were multi-part requests) regarding source
documentation for values in the Company’s filing.
122 Workpaper A(3), C(13) Exceptions List.
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documentation necessary to trace each of the Company’s proposed adjustments to their
underlying source documentation, with a separate tab for each adjustment.'*

Analysis

Blue Ridge first identified the Company’s proposed adjustments to operating income and
rate base'”* and verified each of the calculations used to derive the numbers for
mathematical accuracy and proper flow through the model. Blue Ridge requested and
reviewed extensive discovery on the support for numerous values that are used in the
formulation of the Company’s proposed adjustments that could not be verified in Blue
Ridge’s preliminary analysis. Blue Ridge then traced the numbers underlying each of the
adjustments back to their source documentation. Once the source documentation was
located for a particular value, this source was logged into Blue Ridge’s mathematical
accuracy test workpapers]zs and that source document was added to the pro forma backup
book. For any values underlying the proposed adjustments that could not be traced to
supporting documentation, an exception was noted.

Blue Ridge created a backup book of the proposed adjustments, which is a book
containing supporting documentation for the values that serve as the basis of the
Company’s proposed adjustments. This back up book is a PDF document with a separate
tab for each adjustment to operating income.' The first page of each tab is the proposed
-adjustment of the Company from the tab in the revenue requirement model, and the
remaining pages of each tab contain the supporting documentation for the inputs that
make up that proposed adjustment. The workpapers are annotated, showing the source of
the data within the backup book. This back up book is designed to allow each adjustment
(and the mputs that make up that adjustment) to be traced back to its source document(s)

all within one document.

Blue Ridge conducted interviews with Company personnel to verify the mathematical
accuracy of the proposed adjustments, and to assist in tracing the information to source
documentation.'*’ Blue Ridge also met with Duke personnel to better understand how
FAS 106 payments data traces from the Company’s filing back to actuary reports
requested under Section A(9) and the Company’s systems, and performed an on-site test
of the payroll system underlying the Company’s proposed labor expenses. These two
tests are described in detail below,

'3 Workpaper C(73)_Pro.pdf.

" Those adjustments are found in the Company’s revenue requirement modef at Tabs C3.1 through C3.21
and Tabs B2.2 and B3.1.

123 Workpaper A(3) Math. Accuracy Test.xls.

' The tabs of the pro forma back up book are set up according to the operating income adjustments on
Tabs C3.1 through C3.2] of the Company’s revenue requirement model. That is, Tab C3.1 of the back up
book corresponds to adjustment C3.1 of the Company’s model. The adjustments to rate base on Tab B2.2
and B3.1 are also included in the backup book under Tab C3.5 at pages 3.5-66 through 3.5-69.

7" See, e.g., Interviews with Ted Czupik, Bob Parsons and Jeff Setser.
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Actuary Data Test

On October 25, 2007, Blue Ridge interviewed the Director of Corporate Accounting —
Corporate Controllers Department in the Company’s Charlotte, North Carolina office,
which included an explanation of how the actuary report data found in the Company’s
revenue requirement model'*® and is used to develop Total CG&E Gas O&M FAS 106
Payments ties to the Company’s actuarial reports and the Company’s systems. The
Company was able to verify the numbers in the model and Blue Ridge issued a follow up
data request seeking copies of the pages of the actuarial notebook that were discussed
during this test, which were provided by the Company.'® Blue Ridge has no exceptions
to report from this test.

Payroll Test
One of the tests that were perforimed to validate the accuracy of the Company’s model is

a payroll test, conducted at the Company’s offices in Plainfield, Indiana, to test the
accuracy of the employee and hourly rate data that underlies the Labor Expense
calculated by the Company.'30 Labor expense dollars are calculated by type of Duke
company (i.e., Duke Energy — Ohio Direct Labor expense and labor expense allocated
from Duke Energy Services, Inc.) and by type of employee (i.e., Non-exempt, Exempt,
IBEW 1347, IBEW 1393, UWUA, USWA 12049 and USWA 5541, full time, part-time,
temporary, and summer help). These labor expense dollars roll up to the Annnalized Test
Year Gas O&M Labor Expense™ and flow through the revenue requirement model into
a number of adjustments.'”?

Blue Ridge requested in discovery documentation supporting the Company’s labor
EXPENSe calculations.'” Included in the documentation provided by the Company was
the source for the data related to number of emplolyees and average houtly rate
underlying the Company’s labor expense calculations.””® This documentation is an
extract from the Company’s PeopleSoft system, used to track payroll information on
employees from Duke Energy Ohio (CGE) and Duke Energy Shared Services (CSC), and
includes an entry for each of the CSC and CGE employees. For each entry (or

¥ Data Request BRCS-WF-01-001, PUCO Gas SFRs.xls, Tab B6WP, Schedule WPB-6.1¢.

' Data Request BRCS-MIM-06-002.

" The primary labor expense development is found in the revenue requirement model at Data Request
WF-01-001, PUCG Gas SFRs.xls, Tab SCH_C3.4. The Company calculates labor expense by multiplying
the number of employees by the number of straight time hours to derive total straight time hours, and then
multiples this product by the average hourly rate to develop total straight time labor dollars, to which
overtime hours are added to calculate Total Labor Dallars. Two allocators are then applied to the total
labor dollars to first allocate total labor dollars to Total DE-Ohio labor expense, and then to allocate total
DE-Ohio labor expenses to Gas O&M.

B! pUCG Gas SFRs.xls Teb SCH_C3.4, Schedule WPC-3.4a, line 6 (excel cell $55).

"2 Adjustment on Tab SCH C3.4 (to reflect base payroll costs for full-time, part-time and temporary
employees as of April 23, 2007 using wage rates in effect at April 23, 2007), adjustment on Tab
SCH_C3.18 (to annualize payroll taxes based on annualized wages as of April 23, 2007), and adjustment
on Tab SCB_C3.17 (to annualize pension and benefits expense based on annualized wages as of April 23,
2007).

¥ Data Request BRCS-WF-01-016.

B34 pate Case Ave Hrly Rate-4-23-07.xls. This file is a work book file included in the response to Data
Request BRCS-WF-01-016.
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employee), the following information is provided: (i) Company (CGE or CSC), (ii)
Group Code,'* (jii) Union Code (if applicable),’*® (iv) hourly rate, (v) regular/temporary,
{vi) full/part time, (vii} standard hours. per week, (viii) status (e.g., active, on leave), (ix)
location, and (x) description of location. This workbook also summarizes the data from
the Query Results tab into employee counts and hourly rate by Company and type of
employee. To test the accuracy of this data, Blue Ridge visited the Company’s
Plainfield, Indiana office to test the extent to which the information shown in the
workbook provided by the Company in discovery matched with the information in the
Company’s payroll software - PeopleSoft.

To look up particular records/femployees in PeopleSoft, one must have the employee
name and/or employee 1D number, though the Company redacted employee name and
identification numbers from the PeopleSofi extract provided in response to discovery.
When Blue Ridge informed the Company that it would need to review this information
on-site when conducting the payroll test, the Company indicated that the original
PeopleSoft extract with the employee name/ID information had not been retained, and the
Company was unable to retroactively run a query from PeopleSoft that identically
matched the data extracted on 4/23/07 for the file used in the Company’s filing. As a
result, Blue Ridge issued a follow-up discovery question'®’ seeking an updated query
from the PeopleSoft system to extract information comparable to that provided in
response to discovery and requested the Company retain a copy of the file on location in
Plainfield so that employee D information would be avajlable for the payroll test.”*® I is
from this updated file that Blue Ridge created the sample for the payroll test.

The payroll test was performed at the Company’s Plainfield office on Monday October
29, 2007, and with a representative from the Company’s Payroll Dcpartment Durmg
this test, Blue Ridge determined the extent to which the payroll information for the 77
Sample 1D Nos. randomly selected for the payroll test'™ matched the payroll information
for the 77 associated employee ID numbers in the Company’s payroll system. Once Blue

135 Group codes indicate frequency of payment and employee type. For instance group code BN2 refers to

a nonexempt employee (N) that is paid biweekly {(B); BU2 refers to a Union employee (U} that is paid
blweekly (B); SM2 is a Exempt employee that is paid semi-monthly.

% Union codes are: 1 - IBEW 1393; 2 — IBEW 1347; 6 — UWUA; 7 - USWA 12049; and 8 — USWA
5541,

11 , Dala Request BRCS-WF-05-004.

*In response to BRCS-WF-05-004, the Company provided an updated document to Blue Ridge and
retained & confidential file with employee 1D information on-site in Plainfield. The Company provided file
“avg hrly rate 10-19-2007 cge csc rate.xls” in response to WF-05-004, and from this file Blue Ridge
created a testing sample and conducted its payrol] test.

139 Workpaper C¢I3) Payroll Test Workpaperxls.

"“"The 10/29/07 file contained 4,405 entries (a difference of (28) entries from the 4/23/07 extract. From
these entries, Blue Ridge created a sample size of 77 - reflecting the following: (i) assumes 10% risk of
assessing control risk too low, (i) 0.25% expecied population deviation rate, and (iii) 5% tolerable
deviation rate. Blue Ridge assigned a Sample ID No. to each entry in sequential order in which they
appeared in the Company’s spreadsheet, and then created a random sample of 77 Sample ID Nos. using the
Excel-based random sample function. =RANDBETWEEN(X,Y). These 77 entries were highlighted in the
redacted qvg hrly rate 10-19-2007 cge csc rate.xls file, and then matched up to the associated 77 Employee
ID numbers in the Company’s confidential file on location in Plainfield.
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Ridge had the employee 1D numbers associated with its sample, the Company assisted
Blue Ridge in logging into the Company’s PeopleSoft system, and explaining how the
system is used te look up employee information. With this information, Blue Ridge was
able to search the PeopleSoft system for each of the 77 employee ID codes in its sample.
This consisted of typing each Employee ID code into a search box within PeopleSoft, and
viewing screens from that search result fo determine whether the information retrieved by
the system for that entry/employee matches up with the Company’s updated PeopleSoft
extract.'* Blue Ridge performed this search and verification process for each of the 77
entries in its sample. Blue Ridge determined that in each of the 77 instances in its
sample, all of the mformation provided in updated payroll file provided in discovery
matched the information in the Company’s PeopleSoft system.'*” There are no
exceptions to report from the payroll test. It should be noted, however, that a Irmitation
of the payroll test is that it was conducted on the updated file based on a PeopleSoft
extract dated 10/19/07 rather than the PeopleSofi extract dated 4/23/07 (which serves as
the basis for the Company’s labor expense calculations). Blue Ridge is confident that the
results of the test performed on the updated file is indicative of the results that would
have resulted from performing the same test on the 4/23/07 extract if that data would
have been available.

Findings

Blue Ridge’s exceptions regarding mathematical errors in the Company’s filing are
discussed in Section A Task 3. The impact of correcting those errors on the proposed
adjustments is summarized in the following table. Only adjustments that are impacted
are shown, '

Table 15-Impact of Error Corrections on Revenue Requirements Model

"As Filed"
Adjustment Results Revised Results| $ Change | % Change |
C-34 ($5,800,790) ($6,062,048)| ($162,256) 2.75%
C-3.8 ($451,758) ($805,518)] (8353,759) 78.31%
C-3.10 $320,188 $312 187 ($8,001) -2.50%
C-3.14 ($425,318) ($359,798) $65,5618 -15.40%
C-3.17 ($413,534) ($489,776)] (§76,242) 18.44%
C-3.18 (5682,644) ($677,345) $5,209 -0.78%
C-3.19 (567,513) ($55,918) 57,585 -11.25%

The table above shows the impact on the Company’s proposed adjustments from
correcting errors identified by Blue Ridge. These corrections do not impact the rate base
adjustments related to the portion of the Hartwell Recreational facilities not used by the
Company. Seven proposed adjustments have been found to be inaccurate. The impacted
adjustments are listed and described below:

¥ avg ly rate 10-19-2007 cge csc rate.xls.
2 This included a verification of the following for each entry: Company, Employee Group, Union Code,
Hourly Rate, Reg/Temp, Full/Part Time, Std. Hrs/Wk, Status, Location and Description of location,
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1. C34: To reflect base payroll costs for full-time, part-time and temporary
employees as of April 23, 2007 using wage rates in effect at April 23, 2007.

2. €3.8: To reflect the change in expense if property taxes were calculated in
accordance with SB 287 and based on plant in service as of March 31, 2007.

3. C3.10: To reflect federal income taxes at 35% due to interest deductible for tax
purposes being based on rate base at March 31, 2007 as shown on Schedule B-1
and the weighted cost of debt of 2.6% as shown on Schedule D-1, as well as to
reflect the elimination of federal deferred tax expenses related to Allowance for
Funds Used During Construction and Capitalized Interest.

4. C3.14: To eliminate non-jurisdictional operating expenses.

5. C3.17. To annualize pension and benefits expense based on annualized wages as

of April 23, 2007.

6. C3.18: To annualize payroll taxes based on annualized wages as of April 23,
2007.

7. C3.19: To annualize unemployment taxes based on annualized wages as of April
23,2007.

Blue Ridge also created an exceptions list for values in the Company’s filing that could
not be tied back to supporting documentation. The second exceptions list (unlike the
exceptions listed discussed in Section A Task 3) identifies issues that do not at this time
warrant a correction to the revenue requirement model. These _exceptions are
summarized below and described in more detail in Blue Ridge’s workpapers.

Exceptions List — Unable to Tie to Source Documents'*

1. Unable to verify the monthly amortization amounts for three accounts in the
Company’s annualization of amortization of PISCC.'®

2. Unable to tie test year information for two accounts — Accounts 880200 and
929110 — to source information.

3. Unable to verify the straight-time hours for Non-Exempt Temporary Part Time
employees and straight time hours for UWUA Temporary Part Time employees
allocated from Duke Energy Services, Inc.

4. Unable to verify percentages used to calculate taxes other than income taxes.

Blue Ridge finds that the successful results of the payroll test indicates that the employee
count and average hourly rate information used by the Company in its rate filing is
reasonably accurate and can be relied upon to calculate Jabor expenses.

Conclusions and Recommendations

The errors discovered by Blue Ridge in the Company’s model causes seven proposed
adjustments to be inaccurate. Blue Ridge recommends that the Company make the

143 Workpaper A(3), C(13)_Exceptions List.xls.

" In addition to the following list, Blue Ridge was unable to tie celis H21, H24, H3C and H56 in Tab
SCH_C11.2 to the cited source. However, these numbers do not impact the Company’s filing and will not
be discussed in detail here,

5 Data Request BRCS-WF-01-001, PUCO Gas SFRs.xls, Tab SCH_C3.20, column Y.
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corrections/updates listed in Blue Ridge’s workpaper A(3),C(13) Exceptions List as
illustrated in workpaper A(3) MathAccuracy Test-INPUT CHANGESxls. The
mathematical accuracy of the remaining adjustments to operating income and rate base
are reasonably accurate.

It is also difficult to validate a small subset of values that underlie the Company’s
proposed adjustments. For the exceptions related to values that could not be traced to
source documentation,'“® the Company should be required to demonstrate that the value
ties to the source cited, or if the source cannot be tied to the source cited, explain why the
input is reasonable.

"6 Workpaper A(3), C(13) Exceptions List.xls.
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D. RATE BASE

Audit Team
1. Howard Solganick — Lead
2. Michael T. Dryjanski
3. Donna Mullinax
4, Dan Salter
5. Tracy Mullinax — Support

Audit Objectives and Scope

Blue Ridge’s audit objectives and scope as provided in the approved work plan included
an evaluation of the following;

Task D.1-The auditor selected shall prepare a balance sheet comparison of the date
certain to actual historical financial data. The comparison shall include historic data
Jor the most recent five years for which data is available 1o determine whether the
rate base is represeniative of historical trends. Abnormalities in the date certain
balance sheet shall be noted and investigated.

Develop a comparative analysis of balance sheet. Determine significant increases
in rate base and investigated cause. Request support forfor explanation of
significant increases.

Task D.2-The auditor selected shall prepare a comparison to identify plant additions
by yvear, by account. Major additions shall also be identified by project description.

Request a list of major plant additions. Request project descriptions. Prepare
summary report of major additions

Task D.3-The auditor shall sample projects directed at the major additions since date
certain in the previous case and examine work orders and other source documents.

Primary efforts shall be directed toward the significant issues of the case.

Determine major plant related issues in case (Known and certain: case iron
replacement program). Select projects for review (at random). Develop a
requirements list of supporting documentation for projects. Request and
physically review project files including work orders and supporting
documentation. Note any discrepancies or missing documents. Validate that
supporting document is appropnate, valid and adequately supports costs being
incurred. Note any exceptions.

Task D.4-The auditor shall conduct field investigations to physically inspect sample
projects.

Cenduct field vigits noting project completion and whether the facility meets the
Commission’s standards for used and useful.
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Task D.5-The auditor selected shall review major additions, retirements, transfers,
and adjustments fo current date certain value of plant in service that have cccurred
since the date certain from the last rate proceeding.

Request and prepare an analysis of additions, retirements, transfers and
adjustments for the purpose of establishing the validity of current rate base level
proposed in case.

Task D.0-The auditor shall review annual plant balances, plant retirements, and their
corresponding salvage and cost of removal.

Request and prepare an analysis of annual plant balances, plant retirements, and
their corresponding salvage and cost of removal for the purpose of reviewing
accumulated depreciation amortization

Task D.7-The auditor selected shall review current Commission approved
amortization of reserve deficiency (if applicable).

Request and understand the PUCO’s current approved amortization of the reserve
policies and rules. Assess whether the Company’s filing complies with these
policies and rules and note any exceptions.

Task D.B-The auditor shall verify that plant retirements have been reflected in plant
in service and depreciation reserve.

Validate plant retirements have been appropriately reflected

Task D.9-The auditor shall verify that amortization expense of capital leases
corresponds with the capitalized amount and is amortized at the proper rate.

Request a list of capital leases. Validate proper recording on accounting system
Validate appropriate depreciation rate. Validate amortization calculation.

Task D.10-The auditor shall analyze Allowance for Funds used During Construction
(AFUDC), or Interest Used during Construction (IDC) to ensure a proper
calculation.

Request a list of projects currently in CWIP. Request company’s procedures for
applying AFUDC/IDC. Validate AFUDC/IDC rate calculation. Validate
applicability of AFUDC/IDC to project list. Validate calculation of AFUDC/IDC
on project Jist,

Task D.11-Any major sale of plant ov equipment since the Applicant’s last base rate
case shall be reviewed to determine if gains or losses from the sale are treated
properly.
Request a list of sale of major plant equipment {greater than ($100,000). Request
and review transaction report and jouwrnal entries related to list. Note amounts of
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gains and losses and follow through to GL. Validate appropriate amounts flowing
through to income statement/balance sheet as appropriate. Note any exceptions

Task D.12-The auditor shall verify the Applicant’s inventory of Material and Supplies
(M&S) included in the application is for repair or replacement of existing plant and
equipment and not for construction projecls.

Request list of M&S making up the inventory balance included in the company’s
filing. Develop a list of “what should be there” for select store rooms. Request
field visit of select store rooms and physically inspect inventory looking for
presence of specified M&S. Interview store keepers to determine the layout of
stores and how M&S is differentiated repair/replace and construction. Note
possible exceptions.

Task D.13-The auditor shall become familiar with any regulatory assets, the nature of
the entries, dollar amounts, reason for the deferrals, and whether rvegulatory
approval has primarily been obtained for the deferrals.

Request list of all regulatory assets and the underlying basis. Determine which
have specific regulatory approval. Note any exceptions.

Task D.14-The auditor shall investigate the accounting for income taxes and verify
that the Applicant ha properly accounted for the differences on the balance sheet.

Review the tax accounting procedures/rules for Ohio. Review and validate
Company’s underlying calculations and underlying support documentation. Note
any possible exceptions.

Task D.]15-The auditor will review and analyze the Applicant’s proposed adjustments
o operating income and rate base and trace them io supporting workpapers and
source data. '"’

Validate the company’s revenue requirement calculations and linkage to backup
supporting document and note any exception.

Task D.16-Other independent analyses will be performed as the auditor and/or Staff
consider necessary under the circumstances.

Background

The capital invesiment installed by a utility forms one leg of the rate case triad of rate
base, revenue, and expenses. Thus, the verification of the utility’s rate base is essential to
the ratemaking process. Rate base verification can be a challenging nrocess because the
investment has been conceived, designed, procured, installed, and commissioned before
the utility requests approval to recover those costs in rates. Verification of a gas utility’s

T Due to the similarities between Task C.13 and Task D.15, they will be discussed together in this report.
See the discussion for Task C.13 in Section C. Operating Income of this report.
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assets provides additional challenges because many are buried for operational and safety
reasons and generally cannot be disturbed for inspection or verification.

A multi-faceted approach to the audit of rate base overcomes many of the challenges
described above. These facets include:

+ Review of the utility’s plant accounts (rate base)

Review of the capital planning/budgeting process

Review of the Engineering, Procurement and Construction (EPC) process

High level review of the Accelerated Main Replacement Project (AMRP)

Review of the installed plant in the field

Interviews with company personnel invelved in the tracking of plant activity and
related transactional activity such as AFUDC, depreciation expense'®® and the
initiation and tracking of gas related work orders'®

« A transactional review of capital additions

a & & @

The accounting review forms a significant portion of the rate base audit. The utility’s
process for the recording of the value (or cost) of the assets must be explored in depth.
That review includes appropriate documentation, cost estimation, validation of the cost
components and charges, timeliness of plant in service categorization, and proper and
timely recognition of plant retirements.

A review of a utility’s plant-in-service cost transactions is designed to consider the
reasonableness and appropriateness of a company’s plant additions, retirements, transfers,
and sales of utility assets. This review begins with the planning process, which starts
with the load forecast and includes the annual capital budget process. The utility should
have a rational, well thought out capital budget process in place that has been tested over
time. Approval points should be well defined and executed. Significant deviations from
the capital budget should be investigated and understood by management. This review is
included with the review of the budgeting process.

The review of the EPC process (i.e., engineering, procurement, and construction) ensures
that the funds spent on capital investments are properly determined and appropriately
expended, Facilities with long-term excess capacity are of little value to the utility and its
customers, and, thus, engineering should be grounded in reasonable needs and standards.

The procurement process should focus on the lowest reasonable evaluated long-term cost.
Driving a “hard bargain” is the surest way to guarantee problems over the long term. In
contrast, paying top dollar due to lack of real competition and/or lax procurement
methods offers no benefits to the utility.

The construction process must be properly supervised, appropriately inspected, and
focused on safety during construction and long-term operations. Additionally, the “as

"% Interview with Supervisor — Plant Accounting
1% Interview with Analyst — Gas Engineering and Sr. Engineer — Gas Engineering
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built” conditions must be accurately recorded and documented for safe operation and
correct payments to constructors.

Post construction physical inspection reviews provide limited information, and, thus, the
audit is dependent on the process reviews described above to determine if a reasonable
process is in place wherein one can conclude that the utility managed the process
effectively to achieve reasonable and cost-effective/beneficial results.

Site visits to on-going/current construction offer the opportunity to view the utility’s
safety, supervision, inspection, and contractors practices during construction. The site
visits also offer the opportunity to confirm that process is operating as described during
interviews and in data requests.

Intangible or “soft” assets such as software systems and other business processes are also
rate base investments, and they must be “viewed” and explored for reasonableness.

Other aspects of the Company’s rate base include capitalized leases, AFUDC,
gains/losses on sales, and regulatory assets. :

Capitalized leases are typically associated with leasehold improvements mm which a
company makes improvements associated with properties, which it does not own, but has
the right to use for a longer period of time, and the expenditures are depreciated or
amottized over the life of or the remaining life of the lease.

AFUDC is one of the components of the cost of construction that is specifically
addressed in the Uniform System of Accounts and for which a formula is provided to
those ufilities that are governed by FERC. This formula has also been adopted by most
state commissions

As utilities restructure and streamline, they regularly consider the best use of assets such
as corporate buildings and service center operations. Should assets be sold, a gain or loss
may be recorded on the company’s books. A review of the sales transactions are
necessary to ensure that the proceeds from sale and the resultant gain or loss are
reasonably assigned to the appropriate components of the transaction, that the gain or loss
is calculated and properly recorded, and that the transaction result is properly recorded,
1.e., that the retirement is recorded.

A regulatory asset is created when a company capitalizes all or part of an incurred cost
that would otherwise be charged to expense when it is probable that future revenue at
lease equal to the capitalized cost will result from the ratemaking process, and that future
revenue will be provided to permit recovery of the previousty incurred costs.

Construction activity 18 not all about the additions of plant. In today’s environment,
utility assets arc often subject to outside influences, wear and tear, technological
obsolescence and other factors, which result in replacement of assets. Thus, a review of
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records must include consideration whether or not the utility is recording the retirement
of plant in a timely manner.

Material and supplies inventories used to support ongoing construction activity is another
aspect of rate base that can impact a utility’s filing depending upon the order of
magnitude of the dollar amounts involved.

The discussion that follows contains Blue Ridge’s Analysis, Findings, Conclusions, and
Recommendations related to Duke Energy — Ohio’s date certain rate base included in the
filing in Docket No. 07-0589-GA-AIR. ’

Rate Base Task D.1

Task D.1-The auditor selected shall prepare a balance sheet comparison of the date
certain to actual historical financial data. The comparison shall include historic data
Jor the most recent five years for which data is available to determine whether the
rate base is representative of historical trends. Abnormalities in the date ceriain
balance sheet shall be noted and investigated.

Background

The Company is obligated to provide the information related to its assets and liabilities in
a manner by which the Commission and interested parties can evaluate the Company’s
investments in those assets that are being used to service customers directly (i.e., gas
plant in service) and indirectly (i.e., common plant, such as offices and related
administrative space, and intangible plant, such as computer systems). In addition, other
balance sheet asset items, including current and accrued assets (e.g., cash, prepayments,
accounts receivable, working funds, materials and supplies, etc.) are examined for their
inclusion and/or effect on rate base, The liabilities are important to understand the way
the Company’s debt and other obligations are structured so that rates are set to provide
sufficient interest coverage.

Analysis

As part of our-review of the mathematical accuracy of the Company’s revenue
requirement calculations, Blue Ridge reviewed and validated all mathematical
computations and data included in the balance sheet.

Blue Ridge reviewed the Revenue Requirements Model provided by the Company,
including Schedule C11.1,"° which provides a balance sheet comparison of “Date
Certain” balances and year-end balances for each of the calendar years 2002 through
2006.

The following table'®! shows the aggregate balance sheet comparison with highlights of
the major differences.

"% Standard Filing Requirement, Schedule C11.1
ik Workpaper D(1) Balance Sheet Comparison.xls.
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Table 16-Comparative Balance Sheet

DUKE ENERGY GHIO
CASE NC. 07-589-GA-AIR
COMPARATIVE BALANCE SHEETS
AS OF MARCH 31, 2007 AND DECEMBER 31, 2002-2008

= Out of lina with pravious history Source: SCHEDULE CG-11.1
DATE MOST RECENT FIVE CALENDAR YEARS
DESCRIPTION CERTAIN 2006 2005 2004 2003 2002

ASSETS
UTILYTY PLANT

UTILITY PLANT 8385084754 8309869075 6814040280 6607829525  6290,602432 6,073 226 B5{

NET UTILITY PLANT 6130477931 6,077 468,57 4321255038 4,092 986426 _ 3,982,584028  3,795,197,028

TOTAL QTHER PROFERTY AND INVESTMENTS 880,141,890 976,888, 75 229,172,682 252 829,629 256 854 810 237,003 120

MISCELLANEDUS DEFERRED DEBITS 2,441,000,345 _ 2,450,607,957 51,400,557 65,464,424 54,600,695 43,074,454
TOTAL DEFERRED DEBITS 3,114,089462 3127 850,218 754,555 222 800,691,764 920,094,064 925,703,161
TOTAL ASSETS 10.800,839,788 10987418602 6012284808  5,959.601,053 5680516408 5620,011.579

DATE MOST RECENT FIVE CALENDAR YEARS
DESCRIPTION CERTAIN 2008 2005 2004 2003 2002

LIABILITIES AND NET WORTH
PROPRIETARY CAPITAL

OTHER PAID-N CARITAL 5605406 639 5601303, 731 262,641,905 243 459,112 245,820 585 245 585,338

TOTAL PROPRIETARY CARITAL 6420872031  6,379,198,504  1,995,316,704 1939197 57 1,926677,678  1,830,818993

TOTAL LONG TERM DERT 1,530,532468 1530425329 1612623363 1,611,428 35 1626221882  1,727,160,198
TOTAL OTHER NONCURRENT LIABILITIES 201,186 088 197,192,147 147,510,443 106,003 207 59,405,278 92,285,338
TOTAL CURRENT AND ACCRUED LIABILITIES 929 B9 064 1,123758,773 1,823 194 572 933,383 15 631,986 170 643 186,767
TOTAL DEFERRED CREDITS 1,718,391,185 17236842939 1333038704 1,368,498 773 1306225600 1376560202

TOTAL LIABILITIES AND NET WORTH i0,800,839.796  10,967,418,692 6912284806 __ 5,959,601,053 5680516408  5,620,011,578

Findings

Blue Ridge found that Year 2006 showed an overall increase from prior years of about $4
billion (a 59% increase from 2005). The balance sheet comparison reflects historical
trend except for two significant asset increases: $1.5 billion in Utility Plant and $2.4
billion in Miscellaneous Deferred Debits (matched on the liability/capital side by
Proprietary Capital — Other Paid-In Capital). The significant increase to Utility Plant has
to do primarily with Electrical Plant increase.’** The Miscellaneous Deferred Debit
increase is primarily attributed to Goodwill."*?

Conclusions and Recommendations

Blue Ridge concludes that the balance sheet as presented in the Revenue Requirements
Model (Schedule CI11.1) for the most part reflects historical trend. As noted above, the
anomalous change from 2005 to 2006 was due to Electrical Plant increase and
Miscellaneous Deferred Debit (Goodwill), both of which resulted from the merger.

'*> CG&E FERC Form 2, 2005 and DE-Ohio FERC Form 2, 2006, p.201.
'* CG&E FERC Form 2, 2005 and DE-Ohio FERC Form 2, 2006, p.233.
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Rate Base Task D.2

Task D.2- The auditor selected shall prepare a comparison to identify plant additions
by year, by account. Major additions shall also be identified by project description.

Background

Through the rate case process, a utility is allowed the opportunity to earn a return on its
investment in those assets that are deemed “used and useful” in serving the needs of the
regulated utility’s customers. As noted above, the utility typically makes the investment
in the assets, constructs the facilities and places them in service before seeking approval
to include those assets in rate base and thus be allowed an opportunity to earn a return on
that investment. The rate case process is a cumulative process wherein previously
approved assets are presumed used and useful until their retirement or transfer from rate
base."! However, plant additions between rate cases is of special interest since these
assets have not been reviewed as to whether they are used and useful to the utility’s
customers,

This task examined those assets that have been added to Duke Energy — Ohio’s plant in
service since its last rate case.

Analysis

Blue Ridge reviewed the Revenue Requirements Model provided by the Company and
examined Schedule B-2.3 and the associated workpaper WPB-2.3.">® The WPB-2.3
workpaper provided plant additions for each year by Company account. Blue Ridge
developed a reorganized spreadsheet to comlsaarc year-to-year changes.156 The following
table reflects the plant additions comparison'®’ by vear and FERC Account.

'** Transfers can ocour because of among other things, sale of the asset.
'* Standard Filing Requirement, Schedule B-2,3 and WPB-2.3.

136 Workpaper D¢2,6) Plant Additions Comparison.

'3 Workpaper D(2)_Plant Additions Projects.xls.
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Table 17-Plant Additions by Year and Company Account 2002-2006

[Amounts in 000s)
COMPANY COMPANY Year
ACCT ACCT AprDac - Jan-Mar
NO. . DESCRIPTION 200 2002 2003 2004 2005 2006 2007
MANUFACTURED GAS PRODUCTION PLANT
2080 Structures & Improvements 0.00| 274.56 10.41 231.79 96.09 0.00 11.13
2190 Liguefied Pelrcleum Gas Equipment 072 112.87 607 .89 537.32 10834 32.19 0.00]
2200 Other Equipment 0,00 0.00 2.90 3221 -35.11 0.00 0.00
TOTAL 0.72 38742 621.00 801.31 170.29 32.19 11.13
GAS DISTRIBUTION PLANT
2740 Land and Land Rights. 0.00 .00 0.00 0.00 ~188.70 0.00 0.00
2741 Rights of Way 0.00] a.00 420 1564 451836 8889 15.10)|
2750 Structures & Improvements 0.00 0.00 0.00 228.35 86.47 58,71 -2.83
2781,62,63 [Mains 16.364.25 8,108.25 9.273.64] 12.803.64 817245 12,909.19 2,528.50
2764,6586 [Mains 83.59 4,134.97 11,695.47 8,327.32 -2,148.28 867.49 613.37
2767,6869 [Mains 6,503.71 36,541.57 43,653.92 37.5659.11 40,466 34 43,848.45 3,441.97
2780 Sys Meas & Reg Slation Equip - Gen 487.50 -51.04 664.66 2,611.28 180.20 458.12 61.13
2781 Sys Meas & Reg Slation Equip - Elec 40.23 868.61 145.55 169.81 258.45 202,73 78.01
2782 District Regulaling Equipment 30.69 2.62 B0.0G 27.82 7.45 120,72 2277
2801,02,03 |Services 9.908.27 9,943.08 T.4499 65 8.680.13 B.380.16] 11,721.76 2,028.24
2804,05,07 |Services 781.37 779.48 5877.10 8,838.25 8,529.44 5,026,16 1,031.34
2810, 2811 |Mslers 777.96 1,264.41 1.548.30 1,376.26 1,039.43 1,402.64 215.87
2820, 2821 [Mseler installations 37568 T15.71 1,054.23 2,188.11 1,028.38 151273 158 .81
2830,31 Haouse Regulaiors 57483 1,083.25 1,380.34 1,798.40 2,008 48 1,080.23 296.42
284041 House Regulatar Installations 42749 81224 1,196.41 740.76 1.483.63 1.006.459 317.61
2850 Large Industrial Meas & Reg Equip 3.71 5.56 350 -26.61 136.27 54.28 2.07
2851 Large Ind Meas & Reg Equip - Comm 0.00 .00 0.00 306.81 0.12 .00 .00
2810 Other Equipment - Other 0.00 .00 0.00 ~136.68 56.26 0.00 0.00
2871 Street Lighting Equipment 0.00 0.12 0.00 0.00 0.00 0.00 0.00
101 ARC  |Gas ARO 0.00 0.00 0.00 0.00 6.305.21 0.00 0.00
TOTAL 35.360.38 54,138.82 84,077.01 85,273.95 80,238.11 80,357 66 10,815.47
GAS GENERAL PLANT
2030 Miscellaneous intangible Plant 1,051.64 134.66 -0.68 4,045.78 0.00 0.95 165.15
2900 Struclures & Improvemenis 0.e0 -20.69 33.54 67219 47.35 795 89.27
2910 Office Fumiture & Equipment 294.37 -5.95 0.00 2482 -10.60 0.00 0.00
2021 Trailers 133.50 0.00 0.00 £.87) 0.00 0.00 30.87
2940 Tools, Shop & Garage Equipment 306.48 i63.68 243.09 104.51 335.24 158.52 94.04
2970 Communication Equipmeant 9908 0.00 0.00 .00/ 0.00 0.00 0.00
TOTAL 1.885.08 271.69 275.99 1,857.27 371.89 167.42 3749.33)
COMMON PLANT (Allogation of 18.68% to DE-Ohlo Gas applied)
1030 Miscellaneous Intangible Plant 939.93 3,134.20 3,695.03 232.06 1,388.07 291.56 §9.81
1900 Struciures & Improvements 1,068.63 416.74 473.13 3B5.58 1.375.33 166.95 140.16
1910 Offics Fumiture & Equiprnent 5247 17275 -33.23 0.25 3.08) 0.50 0.00
1911 Electronic Data Processing Equip 0.00 0.00] 0.00 5199 0.00] 0.00 0.00]
1920 Transportation Equipment 081 465 0.00 .00 0.00 0.00 0.00
1921 Trailers 17.92 0.00 11.31 14.51 0.00 5.88 0.00
1940 Tools, Shop & Garage Equipment 2.80 1.22 3.38 0.92] 7i.28 0.57 1.81
1970 Communication Equipment 60.34 17.64 18.05 23425 116.82 1,144.65 47.27
1980 Miscellaneous Equipment 0.00 0.00 34.49 0.00 15.35 0.00 0.00
TOTAL 2,152.60 3.747.18 4,202.14 019.56 2.969.93 1.602.61 288.84
ANNUAL TOTAL 30,308.78] 6854513 80,176.08] 8885210] 8375133] 82166.88] 1149477
GBRAND TOTAL

Nole: This table represents Plant Additions only exclusive of Retirements and Transfers.

Blue Ridge also requested and received sample major capital work orders for the past five
years.'”® Those work orders totaling over $1 million are included in Blue Ridge’s

¥ Response to Blue Ridge-MTD-01-007.
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Workpaper D(2,6)_Plant Additions Comparison under the tab “Major Projects.”’”® The
following tabls'® lists the top ten capital project work orders in terms of cost.

Tabhle 18-Ten Largest Capital Addition Projects 2002-2006"%"

Esflmated [ n-service
wo# o Project Description start date data Project Cost
AT351 |M-C SERVICES IN OHIO FOR CIBS MODLILES 09/17/01 12/31/01 31,832,857.77
31948 |CUSTOMER MANAGEMENT SYSTEM 05/01/03 16,492,627 81
B3041 |C314/INSTL 56426 FT OF GAS MAIN/NEW/PRI/02-3600-0/GH 01/06/03 11/14/03 11,162,118.57
5495 |CG&E GAS SERVICES-TO CLOSE BLANKET WORK ORDER 20047 01/01/01 12/31/01 9,321,712.58
C5408 {CGA&E GAS SERVICES-TO CLOSE BLANKET WORK ORDER 20047 01/01/04 12431104 8,379,337.66
INST. 3/4", 1" OR 1 1/4" NEW SERVICES OR RENEW WIT1"OR 1 1/4"
20047 |PL. IN VARIOUS LO 01/01/07 8,267,253.80
C5499 |CG&E GAS S8ERVICES-TO CLOSE BLANKET WORK ORDER 20047 01/01/05 12/31/05 8,120,119.44
Cr406 |CGAE GAS SERVICES-TO CLOSE BLANKET WORK ORDER 20047 01/01/02 12131402 7,608,839.78
C5407 |CB&E GAS SERVICES-TO CLOSE BLANKET WORK ORDER 20047 01/01/03 12/31/03 7,307,416.51
TO INCLUDE ALL LABOR MATERIALS AND OTHER COS TS FORTHE
20064 |INSTALLATION OF GAS METERS 12/01/06 7.148,448.04
Findings

By reviewing the Blue Ridge Workpaper D(2,6) Plant Additions Comparison, Blue
Ridge found that plant additions as a whole have been consistent since the last rate case
with the exception of 2002, which is slightly less than succeeding years.

Conclusions and Recommendations

Blue Ridge used the Plant Additions comparison by year and major projects listing
prepared in this task to perform other tasks in this section,

Rate Base Task D.3

Task D.3-The auditor shall sample projects directed at the major additions since date
certain in the previous case and examine work orders and other source documenis.
Primary efforts shall be directed toward the significant issues of the case.

Background

The utility business, by its nature, is a capital-intensive operation. Assets are purchased,
constructed, and installed to serve generations of customers. As such, the Company’s
investment in plant is a major driver behind a rate case and affects the two major
contributors to its revenue requirement—the Return on Investment and depreciation
expense recorded in the Operating Expenses of the Company.

The purpose of this task is to validate that the major additions to the Company’s plant-in-
service, that is, those facilities used to provide service to customers, are properly
supported with appropriate documentation. As such, it is necessary to investigate the

139 Workpaper D(2,6} Plant Additions Comparison.
' Workpaper D(2) Plant Additions Projects.xs.
') Table of top ten drawn from Workpaper D(2,6)_Plant Additions Contparison, tab Major Projects.
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detatls of the plant-in-service additions in order to determine that the plant additions are
used and useful and are properly classified in the Company’s books and records.'®

As presented by the Company, major plant additions are not detailed in the supporting
schedules nor specifically addressed in testimony, but rather are summarized in the
Standard Filing Requirement Schedule B-2.3 and supporting workpapers. To validate the
cost information contained in DE-Ohio’s filing, Staff requested a review of the support
work orders.

Analysis

Because of the volume of records, Staff, in its design of the project, recognized that Blue
Ridge would randomly sample the documentation to test for compliance with accepted
accounting methods and standards, Blue Ridge focused on the DE-Ohio’s plant additions
for the period from the last rate case to the date certain of March 31, 2007.

To sample the documentation of capital projects for the period 2002-2006, Blue Ridge
established a dollar threshold of $100,000'® for the identification of major work ordets.
The Company identified almost 600 major plant addition work orders ™ that met this
criterion since the date certain of the previous case. This work order list addressed
transactional dollars totaling over $467 million dollars that included both specific work
orders and blanket work orders. This population of work orders represented 47.9% of the
total plant additions before allocation of Common Plant since the Company’s last rate
case.
Table 19-Plant Additions Work Order Summary**

Plant Additions Summary (before
Common Allocation) Amount

Years:

4/1/2001-12/31/2001 84,130,831

2002 148,384,000

2003 192,167,329

2004 178,830,508

2005 177,089,801

2008 169,563,896

01/01/2007-03/31/2007 23,678,793
Total Gross Plant Additions 974,845,248
Work Orders >$100,000 List 467,105,192
% of WOs to Plant Additions 47.9%

The Company’s plant additions are segmented into four major functional classifications.
These classifications are Manufactured Gas Plant, Gas Distribution Plant, Gas General
Plant, and Common Plant. The Manufactured Gas Plant group consists primarily of the
Company’s investment in FERC Account 311 Liquefied petroleum gas equipment

12 Commonly referred to & “continuing property records” or CPR.

¥} Response to Data Requests BRCS-MTD--01-007 and BRCS-MTD-02-001,

' Responise to Data Reguests BRCS-MTD—01-007 and BRCS-MTD-02-001,

'S Workpaper D(3) Summary of Plant Addition Work Orders.xls developed from Workpaper D{2)Recon
Plant Balances.xls.
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(equipment used for the production of gas from petroleum derivatives, such as propane,
butane, or gasoline} and FERC Account 305 Structures and improvements (of structures
and improvements used in connection with manufactured gas producticm).'66 Gas
Distribution includes distribution mains, regulating stations, service, and other accounts
related to the distribution system. Gas General Plant and Common Plant are similar in
that both contain similar accounts (i.e., structures and improvements, communication
equipment, and other related accounts). However, Gas General Plant is not subject to
allocation to any other lines of business, The first three classifications are deemed to be
fully dedicated to gas, whereas Common Plant is allocated among various Duke-Energy
entities—both regulated and un-regulated—and are subject to the Common Plant fo Gas
Allocators as discussed in Section B of this report.

Blue Ridge determined that a statistically valid population from the approximately 600
work orders consisted of 45 work orders. We randomly selected these 45 projects to test
the procedural and documentation requirements for the work orders. In addition, the
selected work orders included those which encompassed our field reviews (see Task D.4
below) and provided a cross selection of work orders in each of the functional categories
of Mamufactured Gas Plant, Gas Distribution Plant, Gas General Plant, and Common
Plant. The selected list was designed to cover all of the subject plant accounts.

For the 45 selected work orders, Blue Ridge requested documentation to determine that
the Company managed, maintained, monitored, and controlled the information and costs
of theses major additions.

Information requested'® for the sampling of the work orders included:

s Original and revised cost estimate information and budget

¢ Justification documents

e Project management, status, engineering, and budget variance reports

s  Summnary of costs closed to plant in service

» Breakdown of costs by major cost components, i.e., outside contractor labor,
internal labor, materials, etc.

s Summary of cost of retirement

s Amount of Plant Retired, if appropriate

Cost transaction documentation is a high volume component of each work order. In
order to obtain a cross selection of transaction types, Blue Ridge selected fransactions
from each of the 45 sampled work orders to obtain a cross selection of charge types such
as direct and indirect labor, overheads, materials and supplies, and others. Blue Ridge
recuested documentation supporting these cost transactions for the addition as well as the
cost of retirement for overheads, charge backs, company material, contract labor, contract
material, company payroll / labor, labor special payments, non-stock material, journal
entry transactions, outside services, to ensure a sampling of source document types. This

166 FERC-18CFR Parts 1-399 Rev.040102.
16" Response to Data Request BRCS-MTD-01-007 Supplemental.
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documentation was then reviewed and evaluated for compliance to the generally accepted
accounting practices.

Findings .

With respect to the 45 work orders that were selected for documentation and support
sampling, the Company provided a CD,"® which contained the status and transactional
summaries from its PowerPlant system, a summary report in Excel format, along with
available justification documents and any related project management reports for several
of the work orders in the sample, The review of this information is summarized in
Workpaper D(3) WO Sampling and Documentation.xis. Blue Ridge’s review indicates
that cost estimates are reviewed and occasionally updated, plant retirements are readily
identified, and that the Company utilizes management statusing duting the process on
major work such as for the Radio System Replacement work done on Work Order
B6415.

Within the group of 600 work orders identified for the sample period, several work orders
are blanket work orders. This type of work order includes activities that are of short
duration, do not exceed certain dollar expenditure limitations,'® and are recurring in
nature. In order to facilitate a cost collection process, the Company uses these work
orders from year to year maintaining the identifying number from year to year.

However, while the individual transactions are relatively small (not to exceed $50,000),
the composite of the cost transactions are material and substantive. In our sample of 600
work orders which had a total value of $467 million, blanket work orders accounted for
12% or $56.1 million.

As one of the ten Largest Capital Addition Projects — 2002-2006, Blanket Work Order
A7351 M-C SERVICES IN OHIO FOR CIBS MODUL (Meter to Curb Services) totaled
$31.8 million or 6.81% of the $467 million, whereas the largest single specific project
work order, 31948 - Customer Management System represented $16.5 million or 3.53%
of the total for the review period. As such, the use of blanket work orders is significant
when evaluating the major plant additions that the Company has incurred since the last
rate case.

Blue Ridge found a number of large journal entries that the Company initiated and
processed in an attempt to process and group charges according to the work order scope
and in-service dates.’”® This resulted in a significant delay in recording the value of the
asset being recorded on the Company’s continuing property records and, thus, its plant-
in-service.

' Blue Ridge-MTD-01-007 Supplemental.

' The maximum value of an individual task within a blanket work order can vary but will not typically
exceed $50,000. — Duke Energy Capitalization Guidelines, p. 43 (BRCS-MTD-01-019) .

" Work Order A7351, Other - JE Ovhd Expt, ($23,757,472.72) (BRCS-MTD-01-007 Supplemental
Request, ltem 60).
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For example, journal entry JEID: 118144 to record the reclassification from the initial
blanket work order A7351 - M-C SERVICES IN OHIO FOR CIBS MODUL, which had
an in-service date of 2001, was not processed until 2006. This journal entry transferred
$23,757,472 from Work Order A7351 to various other work orders. This indicates that
the Company is reviewing its transactional details for appropriateness of charges.
However, the backlog of work orders to be processed has delayed investigation by the
Company. Other blanket work orders may also have problems.

Irom the 45 work orders sclected for review, Blue Ridge selected 123 transactional line
items included in these work orders. Two of the items reviewed were related to Labor
Special Payments. The documentation for these two transactions agree with the work
order charges recorded to Work Order 31948 — Customer Management System.
However, in our opinion, the documentation does not provide the basis or justification for
the charges. The total of Labor Special Payments included in the work order is over $1.2
million or 7% of the total work order charges in a $16.5 million project. Because of the
lack of documentation and justification, Staff should consider whether this type of charge
warrants further investigation. Further, we identified two work orders with payroll
charges months after the work order was processed to plant in service.

Generally, our review of the remaining 108 transactional line items found them properly
supported. However, we noted several instances where the Company provided a copy of
a payment screen as back up and did not provide the supporting invoices. The Company
indicated that in some instances the supporting documentation (primarily vendor
invoices) is maintained by the department responsible for the work order in its project file
rather than with the accounts payable files. Gas Engineering personnel indicated that
invoices are reviewed by their department where the accounting distribution or coding is
assigned. A payment request is then sent to Accounts Payable who, in turn, issues the
payment to the vendor. However, in some cases, Accounts Payable is not provided
invoices as support for the payments.

Conclusions and Recommendation

Blanket work orders include a high volume of transactions and dollars. The use of
blanket work orders is a commonly used process in the industry. The Company has
reviewed work orders for logic and appropriateness. However, the long accounting delay
for recording journal entries associated with blanket work orders and the re-classification
from one blanket work order to another indicates that the Company may have weak
controls with respect to blanket work order activity. Blue Ridge recommends that DE-
Chio initiate a more detailed and timely review of the processes related to charging
blanket work orders.

The Company generally maintains a reasonably supportive set of documents for specific
work orders. However, some payment supporting documentation is left with the
controlling (or initiating department) instead of with Accounts Payable where it should
reside. Blue Ridge recommends that DE-Ohio’s Accounts Payable section strengthen its
adherence with proper documentation procedures.
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With respect to the detailed cost documents that are not maintained or included with the
accounts payable files, this is an indication of potential internal control problems. Blue
Ridge recommends that the Company review its processes and implement or enhance
procedures to include appropriatc supportive source documentation in its accounts
payable files.

Rate Base Task D.4

Task D.4-The auditor shall conduct field investigations to physically inspect sample
projects.

Field visits are a complementary to the accounting portion of the rate base audit. The
filed visits are designed to verify physically that the assets exist and are operational.
Field visit are limited somewhat when the assets are located underground as would be
expected for a gas ufility.

Field visits were selected for both physical assets and intangible assets such as computer
systems. The selection was coordinated with the accounting review so that any findings
from the field visits are fed into the accounting review. The field visits are separately
described for the AMRP and computer systems.

Accelerated Main Replacement Program (“AMRP*)

Background

As with many gas utilities, Duke Energy - Ohio has a long-term continuing process to
replace cast iron and bare steel mains with more modemn aund reliable plastic pipe.
Additionally, the Corapany has determined that certain service risers'”! should also be
replaced. To support this process the Commission has authorized the AMRP including
specialized rate treatment of the increasing rate base and any offsetting expenses
reductions. The Commission has a clearly defined process to administer the AMRP
defined by the order detailing the tracking mechanism (Rider AMRP, May 30, 2002).
The AMRP regulatory process also includes Commission oversight in the field and a
participatory hearing process supported by annual Commission orders.

Due to the high level of oversight and involvement of the Commission, its Staff and other
parties since the inception of the program in 2002, Blue Ridge examined, at a high level,
the relevant Staff reports, regulatory history, and Commission orders to understand how
the AMRP is structured and how the Company expects the program to work. Blue Ridge
structured its interviews and field inspections to add another layer of review to the
AMRP. By reviewing the AMRP as it was designed to work, then performing field visits
to two active AMRP work sites and interviewing Company engineering management,
field supervisors and field inspectors, Blue Ridge was able to draw several conclusions
about the AMRP.

! The service riser is that section of the piping that rises out of the ground and connects to the meter
assembly.
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The Company’'s AMRP process, specifically the contracting and regulatory review, is
managed on a calendar year basis. Work sites are selected based on predictive models,
module work, street improvements initiated by governmental bodies, and are designed to
minimize community impact, '

Vendors are pre-qualified and assigned the opportunity to competitively bid on future
work packages based upon their prior performance. Thus, the incentive for good work is
the opportunity (not a guarantee) for additional work. After an initial contractor
information meeting held in the preceding fall, work packages are bid through the year
and vendors are evaluated on their unit prices for specific work items. Although certain
work may be negotiated with a contractor already on site or nearby, the Company
endeavors to bid competitively most work. If a work package is not assigned to the low
bidder then an additional approval must be obtained. Materials are managed, supplied,
and delivered by the Company or its material vendors. '™

Construction employees performing critical functions, such as pipe welding, are certified
(Office of Pipeline Safety Operator Qualification) and must receive annual training. All
contractors are union. The Company monitors performance and insists that only
qualified workers perform specific tasks. There is an overriding emphasis on safety for
crews, the Company and the public. '™

Construction costs are based on the competitively bid unit costs times the actual units
installed. Daily sheels record the units installed, are tracked with a numbering system,
and are part of a Company-contractor sign off system. There is a formal process to
authorize payment to a contractor, If a street improvement (not previously planned or
disclosed by a governmental body) is constructed adjacent to a planned and competitively
work ﬁ?dule The Company will attempt to negotiate the same unit cost as the adjacent
work.

Analysis

To review the process of replacing cast iron and steel mains and the associated curb to
meter services, the audit plan for this area included a review the Company’s written
testimony explaining the AMRP. Blue Ridge then planned field visits to see main
replacement in progress at sclected work sites, meet with Company supervisors and
inspection staff, and take illustrative pictures at the selected work sites.

To understand the AMRP process, Blue Ridge developed initial pre-interview data
requests for the Company, developed structured questions for the planned interviews,
and, in conjunction with the Company, determined the appropriate interviewees. We
reviewed the data responses available before the interview, conducted a detailed
interview, and memorialized the major points discussed in an interview summary (see

"2 Interview General Manager Gas Engineering.

' Interview General Manager Gas Engineering.

1" Personal observations during filed visits by Blue Ridge Auditor and Interview General Manager Gas
Engineering.

" Interview General Manager Gas Engineering.
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workpapers). During the interview, Blue Ridge generated and documented follow-up
data requests as needed to verify or obtain copies of information presented in the
interview.

Blue Ridge reviewed the data responses received after the interview, compared and
contrasted the Company’s AMRP to field observations, compared and contrasted the
Company’s AMRP to the best case or best practice engineer, procure and construct
processes and determine if any missing elements are material or relevant.

We observed that while individual contractors are free to establish work methods and
perform their own supervision, the Company uses its own supervisors (5ix) to manage the
contractors and their work products. Company supervisors travel between work sites
during the day. On-site discussions with the Company construction supervisors by Blue
Ridge personnel confirmed that they understand the Company’s AMRP and its design.
Additionally, Company inspectors (28), independently from the contractors, measure
work quantities, prepare “as built” information in the field and inspect the on-going
contractor work. There is a formal written process to measure contract quantities actually
installed for payment, 7

Blue Ridge visited two AMRP work sites during the audit. Working conditions were
clean and safety was an ovemriding concern by Company personnel. Work practices of
the contractors were observed and corresponded to the Company process. '

'"® Personal observations during filed visits by Blue Ridge Auditor and Interview General Manager Gas
Engineering.
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The amount of open trench was limited to the immediate work area.

Figure 8-Work Site Photo #1

Note the warning cones and safety clothing in use at the work site. This site was quiet
and had only one vehicle in transit during our visit,

Figure 9-Work Site Photo #2
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For example, the Company indicated that each weld was to be marked with the date and
operator information. Blue Ridge’s field visit observed this practice.

Figure 10-Work Site Photo #3

Process quality checks such as confirming welding machine temperatures were observed
during Blue Ridge’s field visit. (Note the steel plates covering the open trench.)

Figure 11-Work Site Photo #4
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Service lines to customer’s homes (curb to meter) are pressure tested. (Note the presence
of safety equipment.)

Figure 12-Work Site Photo #5

The Company has designed the AMRP bidding process to keep a number of construction
companies interested in bidding the work. The Company has established a target range
(between five and twelve) for the number of contractors.

Findings

AMRP costs have not been static reflecting both the volume of work, increasing costs of
materials (plastic and steel pipe), and the changing nature of the work packages.'”
Additionally, through a “lessons leamed” process the Company has a policy of making
annual changes to its standards (although in cases of safety or performance issues, the
Company will make a change during a work year),'”®

""" Testimony of Gary I. Hebbeler, Case No. 07-589-GA-ATR, page 9, line 4.
"% Testimony of Gary J, Hebbeler, Case No, 07-589-GA-AIR, page 9, line 12.
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The following chart'” illustrates the Original Target, Adjustment Target, and the Actual
Capital Dollars for the AMRP from 2002 to 2007.

Figure 13-AMRP Capital Dollars Target vs. Placed in Service
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The following table illustrates the Original Target, Adjusted Target and Actual Cost from
Curb to Meter.'”!

Figure 14-AMRP Curb to Meter $ Target vs. Actual
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1 Workpaper C(5,6,7)_Capital Budget Comparison.xls.
% Response to Data Request BRCS-HS-03-010.
81 Response to Data Request BRCS-HS-03-010. See Workpaper C(5,6,7) Capzz‘al Budget Comparison.xls.
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Since the imposition in 2003 of a target budgetary amount under the AMRP, the
replacement of main footage has decreased somewhat as unit prices have increased.'*?

Figure 15-AMRP Main Footage Installed 2002-2007
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As shown in the following chart, ™ there has been a decrease in leaks repaired as the

AMRP has progressed.'®

Figure 16-Leak Repairs 2002-2007
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'8 Interview General Manager Gas Engineering,
18 Workpaper C(3,6,7)_Capital Budget Comparison.xls.
' Response to Data Request BRCS-HS-03-010.
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Conclusions and Recommendations

Based on our reviews, observations and assessments, Blue Ridge determined that the
Company uses generally accepted procurement practices and that the construction firms
are selected by competitive bidding.

Blue Ridge reviewed the Staff reports for each of the calendar years 2003, 2004, 2005,
and 2006 and noted that there were no significant deviations and that issues raised in

prior years were reselved.

The Company uses a reasonable and positive process to maintain a qualified workforce
and adequate number of contractors to support its long term AMRP and the desired
competitive bid mechanisms.

The Company has a reasonable and positive attitude and takes significant efforts to have
a safe work environment during AMRP construction.

The Company has implemented a reasonable and positive construction supervision,
inspection and review process with predefined approvals and appropriate management
oversight of the AMRP.

No deviations from accepted norms or good utility practice were observed. -

Computer Systems

Background
Blue Ridge selected six computer systems for a field review. These systems were:
» (CMS Software Products
s E-Commerce Initiative
s Pipeline Integrity Management
e SCADA Backup System
* Radio System Replacement
» LV Gas Software (Load Vision)

Analysis

The audit plan for this area included field visits to review the computer systems in place
and operating at their locations (if appropriate or over the network if reasonable) and
holding on-site discussions with Company personnel.

Blue Ridge developed structured questions for the field visits, conducted the on-site visit,
and took detailed notes. During the field visit, Blue Ridge generated and documented
follow-up data requests as needed. After the field visit, Blue Ridge formally reviewed
the data responses received and determined if any missing elements are material or
relevant.
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CMS Software Products

CMS is the Company’s customer management system, which is the Company’s billing
engine. It has been in use in Ohio since 1993. It is used for all customers including large
industrials. Based on our knowledge of other CMS systems, DE-Ohio’s system is a
typical “green screen” CMS/CIS. The Company has developed a GUI interface by
“screen scrapping” a common practice. Web capabilities include direct customer inquiry,
customer entry of meter reading, and e-bill presentment. Customer bills are retained on
line for 25 months along with a seven-year bill archive. Both customers and customer
service representatives can view the actual bill in CMS.

Recent enhancements include the combination of security deposits on the customer’s
bill,]i;automation of Custorner Choice (commodity), ** and migration from Itron PP2 to
PP4.

The system is used by the customer service representatives in two Company-owned call
centers and by outsourced vendors. The CMS is maintained by IBM under the
outsourcing contract using both onshore and offshore (India) resources. CMS does not
schedule customer appointments but does handle the orders. Outage reporting is handled
by another systern.'®

Blue Ridge viewed CMS in operation and asked to see operations and customer
information (customer agreement was obtained during the on-site visit, before viewing);
the Company was able to answer all relevant operational questions. Company personnel
described the break, fix, and enhancement request and implementation processes and the
relationship to Sarbanes-Oxley controls over the CMS (billing) system.

Billing operations and key timing such as meter reading to bill presentment times
discussed during the field visit matched with an independent interview under BR’s
TEVENue review.

No deviations from accepted norms or good utility practice were observed.

E Commerce Initiative

The E Commerce Initiative is a software portal designed to transmit a negotiated or
contracted purchase order from the Company to a pre-qualified vendor, receive an
acknowledgement, and track the electronic flow of information. The system transmiss its
information to Emporium (an electronic vendor marketplace and data exchange) from the
existing purchasing system. The system has been in use since 2000 with updates as
required such as the XML marketplace and acknowliedgements. There is one Company

18 Response to Data Request BRCS-HS-0-003,
18 Response to Data Request BRCS-HS-(-003,
%7 Response to Data Request BRCS-HS-0-003.
1% Discussion during field visit 11/07/07 see notes.
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(employee) subject matter expert for the system, which is maintained by IBM under the
outsourcing contract using both onshore and offshore (India) resources. 159

Blue Ridge viewed the system in operation, asked to see operations and management
information, and the Company was able to answer all relevant operational questions.

No deviations from accepted norms or good utility practice were cbserved.

Pipeline Integrity Management

The Pipeline Integrity Management system is an analysis tool used by the Company to
determine the impact of various risks (threats) to the Company’s transmission and
distribution system. These analyses are required under federal law and are administered
by the g;cate. The guiding principles are defined in a supplement to ASME Standard
B31.8. -

The system consists of four software tools developed by Sewall-Class Locator; HCA
Calculator; Risk Calculator; and ASG Pipeline. Together these systems assisted by other
engineering and mapping information and a large number of Company subject matter
experts develops and displays potential impacts. These impacts can be used for
prioritization of capital budgeting. The system is maintained internally along with a
maintenance contract with Sewall."®’

The system has been in operation since the Spring of 2005. Supporting information is
provided by two four-person survey crews, the existing seven corrosion techmicians, and
additional input from the Company’s Right of Way department.

Blue Ridge viewed the system in operation, asked to see operations and management
information, and the Company was able to answer all relevant operational questions. A
significant effort is made to document the process in detail.

No deviations from accepted norms or good utility practice were observed.

SCADA Backup System

The SCADA Backup System provides a redundant facility to manage the gas system
should the control facility located in Cincinnati be disabled. The facility is located at a
temote Company operations site.  This site has emergency generation and
communications capability. The facility includes dual servers (updated at a regular
interval), UPS (uninterruptible power supply) and workstations in place and able to be
used in a dedicated, windowless secure room within the Company’s operating facility.
While the facility appears comfortable, it is not lavish or over built.”**  For example,
workstations are placed on folding tables. Company practice is to have each system

%% Discussion during field visit 11/07/07 see notes.
" Discussion during field visit 11/07/07 see notes.
%! Diseussion during field visit 11/07/07 see notes.
2 Observation during field visit 11/07/07, see notes.
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operator work at the backup facility for one day each month. An operator was working at
the backup facility during the Blue Ridge visit,

Blue Ridge viewed the system in operation, discussed operations and management
information, and the Company was able to answer all relevant operational questions.

No deviations from accepted norms or good utility practice were observed.

Radio Systemn Replacement

The Radio System provides mobile communications between Company employees.
Previous generation utility radio systems allowed only one conversation between a truck
and a radio tower. This limitation precluded many operational efficiency improvements.
The Radio System Replacement began in 1999 when the Company recognized that its
radios were outdated and no spares were being manufactured. 193

The new system serves Ohio, Kentucky, and Indiana with 133 permanent towers, 2800
radios and equipment reading over 2000 system and interconnection meters. The new
system can also be configured to be “interoperable” with emergency management
personnel. A major switch for the system is installed in Indiana and was visited by Blue
Ridge. A second switch is being installed in Cincinnati as a result of the merged
company’s decision to enhance reliability and survivability. Over time, the radio system
will supplant existing employee cell phones, but offer similar capability at a lower cost.

The system switch is installed in a secure facility with the same backup capabilities as the
electric system (grid) control center,

As a result of the installation of the new system there was a reduction in the number of
Company communications employees required. The system is managed and supported
by Company employees with a two-hour response backup from the vendor.

Blue Ridge viewed the system in operation, discussed operations and management
information, and the Company was able to answer all relevant operational questions.

No deviations from accepted norms or good utility practice were observed.

LYV Gas Sofitware (Load Vision)

The LV Gas Software is no longer in service and has been fully amortized.'™

Conclusions and Recommendations

Blue Ridge has reviewed a selection of the systems installed or upgraded, and (with the
exception of the LV Gas Software) these systems are in place, operating, and appear to be
reasonable solutions for the needs expressed. No recommendations are required.

2 Discussion during field visit 11/07/07, see notes.
1% Response to Data Request BRCS-MTD-04-004.
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Rate Base Task D.5

Task 5 — The auditor selected shall review major additions, retirements, transfers,
and adfustments to current date certain value of plant in service that have occurred
since the date certain from the last rate proceeding.

Background ,
In any rate case, a utility’s request for an increase in rates is many times precipitated by
the increase in the investment in the assets that are used to serve the utility’s customers.
When the value of the assets in the rate base increase disproportionately with the utilities
revenues, the utilities opportunity to earn its allowed rate of return decreases (everything
else being equal). Beyond the investment in plant, there are a number of other actions
that can affect the “net value™ of the utility’s rate base, which is what is typically allowed
to earn a retuin,

In addition to the increases in plant-in-service, a utility may have transfers of assets either
n or out of rate base, retirements of assets that are no longer used and useful in serving
customer needs, and other pro forma adjustments that could impact the value of the rate
base and thus the amount of revenues the Company could be authorized to collect in rates
in order to have the opportunity to earn its allowed rate of return.

Blue Ridge reviewed Duke Energy — Ohio’s major additions, retirements, transfers, and
adjustments to its gas plant to the current date certain value of plant-in-service that have
occurred since the date certain from the last rate proceeding in Docket 01-1228-GA-AIR.

Analysis

Major Additions ,

Blue Ridge’s review of the Company’s major additions since the last rate case was
discussed in Tasks D.2, D.3 and D.4 above.

Transfers

The investigation into transfers from accounts was initiated through a series of data
requests regarding transfers over $25,000.' In response, the Company identified
transfers by year and by account. This information was then compared to the summary of
transfers developed from SFR Schedule 2.3 for reasonableness.'”® Certain transfer
transactions were further investigated for logic and support. Blue Ridge found that the
Company processed the transfers consistently and appropriately classified the costs in the
various plant accounts.

Retirements
The investigation into transfers from accounts was initiated through a series of data
requests which requested information regarding retirements recorded over $100,000 that

%% Response to Data Requests BRCS-MTD-01-006, BRCS-MTD-03-002 and BRCS-MTD-03-003.
9% Workpaper D(5)_Plant Transfers.xls.
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were not associated with a corresponding construction project and work order associated
with sales of plant which also generated retirements.’””’

Based on our experience with the issue of retirements in other jurisdictions, Blue Ridge
evaluated the way retirements are recorded. There are at least three aspects or
components to this review of retirements.

1. Has the Company recorded retirements based on the scope of the work order?
2. Is the amount of plant retired reasonable or appropriate based on the data
available and are these costs based on a reasonable estimate of original cost or
has it been determined based on a direct identification?
3. Are the retirements of utility plant recorded in a timmely fashion so that:
a. the presentation of the company’s gross utility plant is not overstated as of
the date certain of the filing, and
b. the determination of depreciation expense is not adversely affected?

With respect to the timeliness of recording plant retirements, the normal time lags
associated with recording of a work order'®® to the Company’s plant accounting system
and continuing property records should be considered. Blue Ridge investigated two
aspects of this process. '

The first part of the investigation included a review of the sample of work orders that
Blue Ridge developed to test documentation requirement compliance. We reviewed this
documentation to determine the transaction date associated with the retirement in
comparison to the in-service date of the assets added to plant.'”

The second part of the investigation was focused on the Company’s balance of plant that
is categorized in FERC Account 106 — Completed Construction Not Classified (CCNC).
This produced a detailed list of work orders from which-Blue Ridge began its analysis.”"

In response to a data request,”® DE-Ohio provided the following balances in Account
106 - Completed Construction Not Classified:

1. Common Completed Const Not Classified (106100): § 4,808,307
2. Gas Completed Const Not Classified (106200): $ 273,431,655

The amount of Gas Completed Construction Not Classified represents approximately
25% of the total gas plant in service.

DE-Ohio provided a list of over 1,000 work orders that were classified in Account 106 as
of the date certain date of March 31, 2007.”% As such, these work orders represent plant

%7 Response to Data Requests BRCS-MTD-01-008 and BRCS-MTD-01-009.
%8 The process of closing out a work order is referred to as “unitization.”

" Blue Ridge-MTD-01-007 Supplemental.

0 Workpaper D(5) BRCS-MTD-03-004-Acct 106-wps.xls.

' Response to Data Request BRCS-MTD-02-013.
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additions that are included in the Company’s rate base and affect the determination of
test-year depreciation expense.

Included in this list are work orders, which specifically identify replacement of existing
gas distribution plant among other work orders that may or may not have plant
retirements. It should be noted that the in-service dates associated with the work orders
in Account 106, in some cases date back to 1998. Several of the main replacement work
orders date back to 2003.7%

As an example, the following table presents a summary of the aging of the dollars that are
included in Account 106.2% Over 75% of the cost is associated with work orders placed
in service between the years 2000 and 2005,

Table 20-Aging of Dollars Associated with Work Orders
in Account 106
Accumulaied Cost in Acct 108
As of March 31, 2007

Cumulative Age from

In Service Yr Total % of Total Total - 2007
1895 13,544 0.00% 0.00% 12
1997 22,626 0.01% 0.01% 10
1998 518,771 0.19% 0.20% 9
1299 442,656 0.16% 0.36% 8
2000 689,048 0.25% 0.61% 7
2001 25,898,746 9.31% 85.91% G
2002 42,666,534 15.33% 25.25% 5
2003 52,576,667 18.90% 44.14% 4
2004 48,287,333 17.35% 61.50% 3
2005 50,852,014 18.28% 79.78% 2
2006 48,875,263 17.93% 97.70% 1
2007 6,396,762 2.30% 100.00% 4]

Grand Total 278,239,963 100.00%

Source: Company Response to MTD-03-004

This aging of work order dollars in Account 106 is significant because of the implications
that it has on internal controls, data collection, maintenance of supporting documentation,
loss of institutional knowledge with respect to the work order activities, and the potential
misstatement of gross plant and the residual impact on depreciation expense. In addition,
it is also indicative of concems regarding sufficiency of current staffing in the Plant
Accounting department.

202 Response to Data Request BRCS-MTD-03-004,
208 Response to Data Request BRCS-MTD-03-004,
™ Workpaper D(5) BRCS-MTD-03-004-Acct 106-wps.xls.
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Based on the information provided by the Company,*® recording work orders to the
Company’s continuing property records and processing of the associated retirements does
not occur until the work order is processed. As noted, this recording can be at a
considerable delay from when the work associated with work order is complete.

Due to the magnitude of the dollars ($278.2 Million)*® in this classification in Account
106, Blue Ridge requested the plant retirements recorded after March 31, 2007, for work
orders that were classified in Account 106 as of the date certain of the Company’s
filing.?”” Blue Ridge computed a limited historical analysis of plant retlred as a percent
of plant additions for Account 376 — Mains.*®  The following figure®®” shows that
retirements have been relatively flat, yet plant additions have grown tremendously from
the time of the end of the last rate case to the end of 2006.

Figure 17-Additions vs. Retirements for Account 376-Mains 2001-2006

Account 376 - Mains
Addifions vs Retirements
$70,000,000
£60,000,000 \
§50,000,000 / /
$40,000,000
$30,000,000 —— Additions -
/ ~l~ Ratirements

$20,000,000 .
$10,000,000

$0 L, . _

4120014- 2002 2003 2004 2005 2006
| 12/31/2001

In response to our request to understand the apparent inconsistency this trend reflected,
the Company’s responded,

“Amounts retired out of blanket work orders can not be tracked as to whether the
retirements were associated with plant in service at March 31, 2007 or after. 1"

Therefore, it is difficult to provide an accurate analysis of retirements posted. However,
the results provided by the Company’s response indicate that approximately $1.1 million

3 Interview Notes — Supervisor Plant Accounting.
28 workpaper D(5)_BRCS-MTD-03-004 Acct 106-wps.xis.
207 Response to Data Request BRCS-MTD-09-002.
208 Workpaper D) _Account 376 Analysis-R2.xls.
Workpaper D(3) Account 376 Analysis-R2.xls.
1% Response to Data Request BRCS-MTD-09-002. Also Workpapers D(5)_BRCS-MTD-09-0002a Acct 106
Retivementss-wps.xls and D5)_BRCS-MTD-09-002b-WOs Acct 106 Retirements-wps.xls,
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of gas distribution plant was retired from non-blanket work orders and $2.9 million were
retired and associated with blanket work orders during the period April 1 through
QOctober 31, 2007.

In addition, the Company also provided information regarding the status of work order
costs in Account 106 as of October 2007.2""  Our evaluation indicates that, excluding
blanket work orders, the Account 106 balance for work orders that were included as of
March 31, 2007, has been reduced by only approximately $1.9 million. Therefore, a
large portion of the dollars—approximately $264 million—are still classified in Account
106-Completed Construction Not Classified and are potentially subject to further
recording of retirements.

It is important to note that retirements generally do not affect the net rate base in which
the Company would be allowed to earn a return. From a “net plant” perspective, the
retirement issue is treated as an offset between the plant in service accounts and the
accumulated reserve for depreciation. To understand this, one must consider the basic
concept of rate base and the accounting entries normally used fo record a retirement of
plant. The basic concept of rate base is defined as gross utility plant at original cost less
the amount included in the accumulated reserve for depreciation. The result is net utility
plant. When a retirement of plant is recorded, the Company will reduce gross utility
plant by the amount of the corresponding retirement. However, an offsetting_entry is
made to the appropriate depreciation reserve account in accordance with the Uniform
System of Accounts. The net effect of these entries results in no change to the net utility
plant in service amount,

However, a retirement of an asset will reduce the amount of depreciation expense that the
Company will calculate on its asset base. That is, a reduction in plant will result in a
reduction in depreciation expense. Therefore, it is important for retirements to be posted
on a timely basis.

Blue Ridge analyzed the trend of additions and retirements in Account 376" for the
period April 1, 2001 through December 31, 2006. As shown below, the Company has
recorded retirements of approximately 7% in relation to the total of the additions in this

account.

! Response to Data Request BRCS-MTD-09-001. Also Workpaper D(5)_BRCS-MTD-09-001-WOs
Aect106 Oct07-wps.xls.
22 Workpaper D(5)_Account 376 Analysis-R2.xls.
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Table 21-Estimated Impact to Depreciation Expense

Total Additions 4/1/2001 - 12/31/2006 298,165,363
Total Retirements 4/1/201 — 12/31/2006 19,797,055
Percent Retirements to Additions 7%
AMRP WO’s in Account 106 207,075,049
Historical Retirement Ratio (from above) 6.64%
Estimated Retirements 13,749,002
Depreciation Rate 2761 CGE Gas Main Cast Iron & Copper 2.59%
Estimated Depreciation Expense Impact 356,099

As shown, further extrapolation of this trend, applied to the amount of plant additions in
Account 106 for AMRP related work orders, indicates that the Company should have
estimated retirements of at least $13.8 million dollars. This fransaction has no impact on
rate base, but it does have an impact on going-forward depreciation expense. Blue Ridge
estimated that a reduction of depreciation expense of approximately $356,000 would be
reflected on the Company’s books had these retirements been posted in a timely manner.
Recognizing that the total amount of work orders in Account 106 for FERC Account 376
is $220 million, the impact on the depreciation expense could be higher. However, that
would require a detailed review of each of the subject work orders.

Findings

Blue Ridge’s investigation indicates that DE-Ohio has reasonable controls and
procedures to ensure that retirements are recorded based on the scope of the work orders.
In addition, the Company uses estimates and direct identification of plant to be retired
which results in a reasonable presentation of utility plant-in-service and accumulated
reserve for depreciation,

However, the lag in processing work order cost from a temporary classification in
Account 106 — Completed Construction Not Classified to the continuing property record,
along with the determination and recording of associated retirements of plant, impacts the
accuracy of the gross plant values.

In addition, and most importantly, the delay in processing the related plant retirements
impacts the level of depreciation expense by overstating the depreciable plant bhasis.

Conclusion and Recommendation

Based on the review of the work orders in Account 106 as of the date certain of the filing
and the identification of unitizations and retirement transactions recorded after March 31,
2007, Blue Ridge concludes that the gross utility plant presented by the Company is
overstated. As a result, the Company’s proposed depreciation expense is oversiated. We
believe that the amount of the retirements should have been recorded based on actual
retirement transactions for the same work orders between the date certain and the filing
date and updated based on actual information subsequent to the filing or an estimate n
the form of a pro forma adjustment to gross utility plant.
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The Company should be required, in this filing and in subsequent rate filings, to establish
an estimate of plant that should be retired in connection with each work order that is
classified in Account 106 as of the date certain of the filing. This adjustment should be
summarized by category (e.g., Gas Distribution Plant, Gas General Plant, etc). It should
be summarized further by the associated plant accounts. Finally, an adjustment should be
presented that reduces the test-year depreciation expense associated with the amount of
estimated plant retirements.

Blue Ridge recognizes that there will normally be a time lag or backlog of recording of
retirements associated with work orders in Account 106. It is our recommendation that
the Company establish a schedule during which it will be able to reduce the number of
work orders and the dollar value of work orders in this account to a more reasonable
level. The reasonableness level can be determined either by a dollar value from the
March 31, 2007, baseline or by an aging of the dollars based on the in-service dates. An
adjustment of this nature (i.c., Non-Recorded Retirements) is consistent with that
proposed by Staff in Case No. 01-1228-GA-AIR et al.*"?

Rate Base Task D.6

Task 6-The auditor shall review annual plant balances, plant retirements, and their
corresponding salvage and cost of removal.

Background

Blue Ridge reviewed the Revenue Requirements Model provided by the Company and
examined Schedule B-3.3 and the associated workpaper WPB-3.3,>™ which provided
annual summaries of activity affecting the depreciation reserve accounts. The workpaper
provided depreciation reserve accruals, retirements and transfers for each year by
Company account. Blue Ridge developed a reorganized spreadsheet in order to compare
year-to-year changes more easily.”” This data was also verified to the activity and plant
balances presented by the Company in its FERC Form 2, page 219, Accumulated
Provision for Depreciation of Gas Utility Plant (Account 108).

Analysis

Using the details prepared for the Company Schedule B2.3 and WPB2.3 in Tasks D.1 and
D.2, Blue Ridge traced the posted plant retirement?'® that were reflected in the original
investment accounts and compared those same accounts in the depreciation reserve
analysis. Further comparisons were made to major retirements that were identified in
other tasks, e.g, sale of plant, to ensure that the retirements and salvage identified on
these transactions were comparable to the net activity in Company Schedule B2.3 and
WPB2.3

22 pPUCO Staff Report of Investigation, Case No. 01-1228-GA-AIR et al, p.5 and 88.

¥ Standard Filing Requirement, Schedule B-3.3 and WPB-3.3.

B Workpaper D(2,6) Plant Additions Comparison.xls.

' Workpapers D(6)_Recon WPRB-3.3 to FERC From 2-2006-R1.pdf and D(6)_ Recon WPB-3.3-Reserve-
Rixls.
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Findings
Other than the finding related to plant retirements discussed in Task D.5, no other
findings or discrepancies were noted with respect to the recording of annual plant
balances.

Rate Base Task D.7

Task 7 — The auditor selected shall review curreni Commission approved
amortization of reserve deficiency (if applicable).

In the last case,m7 Staff compared the book reserve with a calculated theoretical reserve,
as a guide to whether past accrual rate calculations have been appropriate. Staff
concluded at that time that, except for certain adjustments that Staff proposed, the
applicant’s booked reserve level was proper and adequate and should be used for
purposes of that proceeding.

In this proceeding, the Company presented a depreciation study related to Gas Plant at
December 31, 2006.%'® This depreciation study was prepared by Gannet Fleming, Inc.
Gannet Fleming prepared the depreciation study in the prior case as well.

Blue Ridge reviewed the depreciation report for general concepts and consistency with
the result of Staff’s prior review, i.e., straight-line method, historical data from plant
records for additions and retirements, and inclusion of salvage and cost of removal data.
Na specific reserve deficiency was noted in the depreciation study.

In the prior case, Staff noted that accrual rates should be reviewed by the applicant at
least every three to five years, an opinion that is also stated by Gannet Fleming. Blue
Ridge believes that the Company’s inclusion of an updated depreciation study is
consistent with the objective and review period previously presented by Staff.

Rate Base Task D.8

Task D.§ - The auditor shall verify that plant retirements have been reflected in plant
in service and depreciation reserve.

Background

As discussed previously, plant retirements generally do not have an effect on the
Company’s rate base because of the offsetting entries that are recorded in the plant in-
service account and the corresponding reserve account. However, unrecorded retirements
do have an impact on the Company’s depreciation expense and, therefore, have an impact
on its revenue requirement request.

27 pUCO Staff Report of Investigation, Case No. 01-1228-GA-AIR et al, p. 6.
nE Supplemental Pages to Application,
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Analysis
Verification that plant retirements have been reflected in plant and reserve accounts is
encompassed in several of the tasks described in Section D.

Specific analysis was directed toward the work orders that are included in Account 106 -
Completed Canstruction Not Classified and is more fully discussed in Task D.5.

Findings

As described more fully in Task D.5, Blue Ridge’s analysis indicates that the Company
has not reflected retirements associated with work orders that are still classified in
Account 106, The Company’s response fo various discovery items *'° indicates that with
the exception of blanket work orders, it can determine retirements that have been posted
after the date certain period for rate base and which relate plant additions that are

included in its filing.

Analysis of the change in Account 106%* balances for the same population of work
orders indicates that the unitization process, i.e., the process by which the Company
analyzes cost, posts to the level of retirement units, and records retirement of plant, is
substantially behind what one would consider 2 normal or acceptable time lag in
processing. Because of this backlog, the potential for unrecorded retirements exists.

Conclusions and Recommendations

Based on the review of the work orders in Account 106 as of the date certain of the filing
and the identification of unitizations and retirement transactions recorded after March 31,
2007, Blue Ridge concludes that the gross utility plant presented by the Company is
overstated. As a resulf, the Company’s proposed depreciation expense 1s overstated.

The Company should be required in this filing and in subsequent rate filings to establish
an estimate of plant that should be retired in connection with each work order that is
classified in Account 106 as of the date certain of the filing. This adjustment should be
summarized by category (e.g., Gas Distribution Plant, Gas General Plant, etc.). It should

- further be summarized by the associated plant accounts. Finally, an adjustment should be
presented that reduces the test year depreciation expense associated with the amount of
estimated plant retirements.

Further, the Company should be required to establish a process and schedule by which it
can reduce the backlog of ununitized work orders to an acceptable Jevel.

19 BRCS-MTD-01-007 Supplemental.
20 Workpaper D(5)_BRCS-MTD-09-001-WOsAcctl 060ct07-wps.xls.
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Rate Base Task D.9

Task D.9-The auditor shall verify that amortization expense of capital leases
corresponds with the capitalized amount and is amortized at the proper rate.

Background

Capitalized leases are typically associated with leasehold improvements in which a
company makes improvements associated with properties, which it does not own, but has
the right to use for a longer period of time, and the expenditures are depreciated or
amortized over the life of or the remaining life of the lease.

Analysis

Blue Ridge mitiated the review of Capitalized Leased Assets by first reviewing the
Company’s Capitalization Policy**' to ensure that it had an existing policy, which would
address both operating leases and capitalized leases and further distinguish between those
expenditures, which should be expensed versus those that should be capitalized. Further
investigation was conducted at the account level to identify those assets on the
Company’s books that are classified as capitalized lease assets.”?? In conjunction with
the analysis, Blue Ridge also reviewed the typical accounting entries that are recorded for
the Meter and Repulator Lease and the Leasehold Improvements on operating structured

leases.’® -

Findings

The Company has two primary capitalized lease asset groups that are recorded in
Account 1900-Structures and Improvements. This account is categorized as Common
Plant and, therefore, is subject to the common plant allocation factor for rate base
purposes. The first is the Fourth & Walnut (Clopay) facility and the second is the Afrium
IT facility. The Fourth & Walnut facility is the largest at $4.7 million dollars and the
Atrium I is $258,000,

The Company indicated that it performs quarterly reviews of new leases for a
determination of capital versus operating lease classification and uses a dollar threshold
of lease payment under $1 million as operating leases®’. The Company provided

supporting lease agreements for these facilities noted above.

Conelusions and Recommendations

The Company maintains reasonable controls and procedures relative to the categorization
of lease agreements as operating or capitalized leases. No identified exceptions to the
Company’s policy were noted.

! Response to Data Request BRCS-MTD-01-019.
222 pesponse to Data Request BRCS-MTD-05-001.
¥ Response to Data Request BRCS-MTD-05-003.
24 Response to Data Request BRCS-MTD-05-002.
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Rate Base Task D.10

Task 10 — The auditor shall analyze Allowance for Funds used During Construction
(AFUDC), or Interest Used during Construction (IDC) to ensure a proper
calculation.

Background

AFUDC is one of the components of the cost of construction that is specifically
addressed in the Uniform System of Accounts and for which a formula is provided to
those utilities that are governed by FERC. This formula has also been adopted by most
state commissions.

The Company uses its PowerPlant software system to calculate AFUDC. The
PowerPlant software system is in use by many utilities and is recognized as a sfate-of-the-
art system designed specifically for regulated utilities. The Company’s AFUDC policy is
described in its Capitalization Guidelines document issued January 1, 20072 “AFUDC
Calculation Reports” are prepared monthly by the Company. These reports identify the
subject work order, beginning AFUDC base, the total base, debt and equity rates for the
period, the result of the calculation for the debt and equity components, and total AFUDC
for the period. The report provides data that represents debt and equity adjustments that
are the result of erther automated reversals or manual adjustments.

Analysis

The analysis conducted by Blue Ridge comsisted of testing the calculation of the
AFUDC?® in several periods covered by the Company’s filing to substantiate the
monthly rate of the debt and equity components. Supporting documentation from the -
Company included the guidelines referenced above, schedules of the common equity
balances, and the long-term debt and short-term debt rate and amounts.

Testing of the AFUDC calculation was conducted by mathematically verifying the
amount of AFUDC applied to individual work orders.”’.  The last test that was
conducted was through a review of the work order samples selection discussed in Task
D.3. This aspect of testing consisted of reviewing AFUDC entry dates for consistency
with the in-service dates of the work order (reversals were recorded if appropriate) and
veritying that AFUDC was not charged if the work order (such as a blanket work order)
was not subject to AFUDC.

Findings

The Company has a process in place by which AFUDC calculated or charged to a work
order after its in-service date is reversed. It should be noted that recording of AFUDC
after an in-service date is typical in the industry because of the time lag in reporting in-
service dates from the field. What is important is that the Company has in place a

25 Response to Data Request BRCS-MTD-01-019, p 13-14.
26 Workpaper D(10) AFUDC Test.wps.xls.
7 Tbid.
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process by which this situation can be rectified, which Duke does have through it
PowerPlant process.

Discussions with Company personnel®*® indicate that the work order base for calculating
AFUDC does not account for invoices that have been accrued and recorded as of the
close of the month. Accruals for items such as accounts payables should be deducted
from the work order amount subject to AFUDC, since accounts payables do not require
the use of cither debt or equity. A further review of the Capitalization Guidelines
indicates that it is the Company’s policy not to accrue AFUDC on property tax accruals
nor invoice accruals.

It was not possible to verify this issue or calculate the impact that accounts payables
would have on the AFUDC calculation. In Data Request BRCS-MTD-03-009, the
Company was asked to provide “a listing of A/P accruals for the period ending March
2007.” The Company’s response indicated that, “The size of the file requested is too
voluminous to provide. The A/P information for specific accounts/work orders and
accounting periods will be provided upon request.”*

Conclusions and Recommendations

Blue Ridge believes that that Company’s AFUDC policy and processes for calculating
the debt and equity components of AFUDC, the application to the individual work orders,
and applicability are reasonable.

Due to the voluminous nature of the accounts payable accruals and the number of work
orders potentially subject to AFUDC, Blue Ridge could not determine an order of
magnitude that an adjustment for accounts payable accruals would have to the recorded
costs of work orders. Any adjustments to the AFUDC calculation or base costs subject to
AFUDC will affect the amount of cost recorded in a work order; thus, it affects the
Company’s rate base and resultant depreciation expense.

Blue Ridge recommends that the Company ensure that the AFUDC caleulation and
underlying processes, such as accounts payable accruals, are reflected and that the
Company is adhering to its policy as stated in its Capitalization Guidelines.

Rate Base Task D.11

Task 11 — Any major sale of plant or equipment since the Applicant’s last base rate
case shall be reviewed to determine if gains or losses from the sale are treated

properly.
Major sales of plant were addressed in discovery item Blue Ridge-MTD-01-009. The

Company identified seven major sales transactions, excluding sales of vehicles, resulting
in the retirement of over $16 million of common and dedicated utilify gas plant.

228 Interview Notes — Supervisor Plant Accounting,
% Response to Data Request BRCS-MTD-03-009,
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Sales of plant affecting Gas Distribution Plant, $32,612 plant retirement, included:
* Sale of ANR Franklin Gas Tap Property
o Sale of Parsons Street Property

Sales of plant affecting Gas General Plant, $732,615 plant retirement, included:
» Sale of 2120 Dana facility
* Sale of Dana Ave Property

Sales affecting allocated Comumon Plant, $15,665,965 plant retirement, included;
o Sale of 2120 Dana facility
» Sale of Central Parkway Facility
e Sale of Middletown Facility”®

The Company assigned a portion of the proceeds from the various sales to gain / loss
accounts, 421.1 and 421.2, which have below the line treatment, and to Account 108-
Accumulated Provision for Depreciation. Our analysis of the amount of the proceeds
indicates a reasonable assignment of the proceeds to the various accounts, resulting in a
proper presentation of the effect on net rate base.

Rate Base Task D.12

Task 12 — The auditor shall verify the Applicant’s inventory of Material and Supplies
(M&S) included in the application is for repair or veplacement of existing plant and
equipment and not for construction projects.

The Company’s has included $1,515,678%" of plant and operating material and supplies
in its filing. This amount is based a 13-month average and excludes construction related
materials and supplies. As discussed with Staff, it was decided that the low doltar
amount of inventory (.2% of rate base of $702.4 million) and the fact that the requested
amount is $203,229 less than the date certain amount,””® negated any significant
investigation or analysis.

Rate Base Task D.13

Task D.13-The auditor shall become familiar with any regulatory asseis, the nature of
the entries, dollar amounts, reasons for deferrals, and whether regulatory approval
has primarily been obtained for the deferrals.

Background

A regulatory asset is created when a company capitalizes all or part of an incurred cost
that would otherwise be charged to expense when it is probable that future revenue at

o Response to Data Request BRCS-MTD-01-009. See also Workpaper D(li)_BRCS-MTD-01-009
attachment-Sale of Plant xls.

21 Schedule B5. 1, Col A, Line 10,

B2 gee Schedule B5.1, Col A, Line §.

2 Schedule BS.1, Col A, Line 10 minus Schedule BS.1, Col B, Line 10.
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lease equal to the capitalized cost will result from the ratemaking process, and that future
revenue will be provided to permit recovery of the previously incurred costs. Blue Ridge
requested the Company provide a list of any regulatory assets or regulatory liabilities in
connection with the rate proceeding.

Analysis
The Company provided the following list of regulatory assets along with the Orders

approving the deferral and/or approving recovery.

Table 22-Balance Sheet Regulatory Assets

234

# e Descrlpticm L ,' Amount Grder Numbers
1 Amoums due ﬁom Sustomers-Income faxes 95 979 362 02 Nat p] 0v1ded
2 | Post-in-service carry costs & defer oper exps 6,080,125.62 | PUCO 01-1228-GA-AIR | 5/30/2002
(AMRP) Stipulation-
4/17/2002
3 | Deferred merger costs 253,746.50 | FERC ER00-213-000 2/20/2000
4 | Regulatory Transition Charges 310,443,270.49 | PUCQ 99-1658-EL-ETP | 8/31/2000
5 | Other regulatory assets:
6 RSP-Debt Return, Depreciation Expense and 27,039,637.75 | PUCQ 03-93-EL-ATA, Unknown,
Property Tax Expense PUCO 05-0059-EL-ATR | 12/21/2005
Stipulation-
12/6/2005
7 Bad debt to be recovered 509,916.00 | PUCO 05-0059-EL-AIR | 12/21/2005
8 Regulatory Assel-Tower -5.,542.965.00 | PUCO 05-0059-EL-AIR | 12/21/2005
9 Interest Rate Hedges-AOCI-Purch Accting 6,095,999.75 | PUCO 06-572-EL-AAM, | 9/13/2006,
PUCO 06-573-GA-AAM | unknown
10 Post-retirement health carve-electric 296,676.00 | PUCO 05-0059-EL-AIR | 12/21/2005
11 Deferred PIP uncollectible-gas 7,323,028.59 | 96-1120-GE-PIP 12/19/1996
12 CG&E 2004 Electric Rate Case 545,528.18 | PUCO 05-0059-EL-ATR | 12/21/2005
Stipulation-
12/6/2005
13 Acecrued Pension Post Retire Purch Acctg 114,164,145.74 | PUCO 06-572-EL-AAM, | 9/13/2006,
PUCO 06-573-GA-AAM | unknown
14 Accrned Pension Post Retire FAS158 9,907,125.99 | Not provided
15 Total Regulatory Assets 573,085,597.63

The following regulatory liabilities were also pl‘ovided.235

Descnptlon

Tab]e 23-Balance Sheet Regulatory Llahllltles

Amount

Common Accumulated Provision for Deprematlon COR

113647961

Gas Accumulated Provision for Depreciation COR

-82,120,661.57

Electric Accumulated Provision for Depreciation COR

-95,109,203,13

Retirement Work in Progress

18,263,495.02

GAS ARO other regulatory assets

23,897,971.46

Unrecovered Purchase Gas Cost 8,970,706.65
Unrecovered Purchased Gas Cost-Unbilled -12,803,006.00
(Gas Refund and Reconciliation Adjustment -154,080.08

Total Regulatory Liabilities

_137,918,208.04

23 Response to Data Request BRCS-DHEM-01-001 and BRCS-DHM-01-002.

%% Response to Data Request BRCS-DHM-01-001.

Blue Ridge Consulting Services, Inc.

112




Financial Audit of Duke Energy Ohio, Inc.
Case No. 07-0589-GA-AIR

Findings

In follow up data requests, the Company stated that, with the exception of AMRP
amount of $6,080,125, the other regulatory assets and liabilities listed above represent
electric regulatory assets and a regulatory asset associated with deferred PIP. The
deferrz%i PIP regulatory asset is not included in rate base since it is included in a separate
rider.

236

Schedule B-1 of the Company’s filing includes a line item “Other Rate Base
Adjustments” totaling $6,080,125 for AMRP Post-In-Service Carrying Costs. This is the
only regulatory assef recorded in jurisdictional rate base.

Conclusions and Recommendations

The AMRP has received a high level of oversight and involvement of the Commission,
its Staff, and other parties since the inception of the program in 2002. Recognition of the
AMRP as a regulatory asset appears reasonable. The deferred PIP is not included in rate
base and the rider is beyond the scope of this review.

Rate Base Task D.14

Task 14-The auditor shall investigate the accounting for income taxes and verify that
the Applicant has properly accounted for the differences on the balance sheet.

Background

Deferred income taxes are amounts reflected on the Company’s books that represent the
income tax effect caused by expenses being recognized in different years for income tax
purposes than for regulatory purposes. An example would be a Company’s use of
straight-line depreciation for ratemaking purposes and accelerated depreciation for
income tax purposes. Straight-line depreciation is commonly used for regulatory
accounting and ratemaking purposes, whereas companies commonly use accelerated
depreciation for calculating federal income taxes.

The use of an IRS accelerated depreciation rate for computing the tax and a company-
adopted straight-line depreciation method for computing operating costs under generally
accepted accounting principles (GAAP) will reduce the income tax bill for the utility in
the early life of the property and create a timing difference in the form of a deferred tax
credit. But timing differences always reverse, increasing the tax bill in later years and
eliminating the amount created with the timing difference by amortizing the deferred
credit balance to zero at the end of the service life of the property.

This and similar types of differences are referred to as book/tax timing differences.
Beyond depreciation book/tax timing differences, a number of other instances can exist
when some items of income and/or expense are properly included in the book income of
one period but on the income tax refurn for a different period.

236 Ror additional discussion on AMRP, refer to Task D.4.
7 Response to Data Request BRCS-DHM-08-004.
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Analysis

The Company stated that there is no difference between the tax computed for regulatory
purposes versus the taxes computed for IRS purposes.238

The Company’s filing Schedule B-1 included & line item for Deferred Income Taxes
totaling ($116,742,026). This amount reduces the rate base component in this
proceeding. Company Schedule B-6 provided a list of the items that comprise the
Deferred Income Tax total. The Company provided supporting documentation from its
General Ledger as of March 31, 2007, for the balances included in Deferred Income
Taxes.”® No exceptions were noted.

The following table was created by sorting Company Schedule B-6 to match the
Company provided explanation for each item included as Deferred Income Taxes. ™

*% Response to Data Requests BRCS-DHM-01-004.
% Response to Data Request BRCS-DHM-001-004.
240 Workpaper D{14) Deferred Income Taxes. xis.
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Table 24-Deferred Income Taxes Explanation of Book to Tax Differences

Line  Account Tolal Adjusted Workpaper
i Number Description Company Adjustments Jurisdiction Relerence
1 282050 Liberalized Depreciation (114,790,466} G (114,780.466) DHM-01-003#1
2 282050 Miscellaneous Plant (403,258) 1] (403,258) DHM-01-003 # 1
3 282080 Plant FAS 109 (19,255 411) 19,255,411 0  DHM-01-003 #1
(134,449,435) 19,255,411 {115,193,724) Total
4 282050 AFUDC in CWIP FAS 109 {24,659) 24,659 0 DHM-01-003 #2
5 282050 Tax Interest Capitalized 1,496,440 (1,496,440) 0 DHM-01-003 #2
B 282050 AFUDC (1,101,509} 1,101,509 0 DHM-01-003 # 2
370,272 (370,272 0 Total
7 190060 Injuries & Damages 331,647 0 331,647 DHM-01-003#3
8 130060 Hospita! & Medical Expense 177,618 0 177,618 DHM-01-003 # 4
] 283050 Loss on Reacquired Debt (1,585,911) 0 {1,585,911) DHM-0i-003#5
10 180050 Uncollectible Accounts (3,874,838) 0 (3.874,838) DHM-01-0024#8
" 283050 Uncollectible Accounts PIP (2.554,600) 0 {2.554,600) DHM-01-003#7
12 283050 Unbilled Revenue - Fugl 4,357,849 (4,357,849} 0 DHM-01-003#8
13 283050 Deferred Fuel (3,005,428} 3,005,428 0 DHM-01-003#9
14 282050 Contribution in Aid of Construclion 557,564 0 557,564 DHM-01-C03 # 10
15 283050 Customer Choice 41,136 (41,136} ¢ DHM-01-003 & 11
16 283050 ARO Cumulative Effect (1,360,040) 0 £1,360,040) DHM-01-063 # 12
17 1800860 Vacation Pay Accruals 15,942 0 15,942 DHM-01-003# 13
18 190050 LTIP 36,742 0 36,742  DHM-01-003 # 14
19 180060 Duke Merger Costs - Timing (117,647) 0 (117,647) DHM-01-DO3 # 15
20 283050 Post in-service Carrying Costs (2,120,090) 0 (2,120,090) OHM-01-003 # 16
21 180050 Pansion Expense 8,616,385 0 8,616,385 DHM-01-003 #17
22 180050 Supplemental Pension Plan 1,504,682 0 1,504,592  DHM-01-003 # 17
10,120,977 D 10,120,977 Total
23 190050 Fost Retirement Benefils - Life Ins, 1,510,277 4] 1,610,277 DHM-04-003 4 18
24 190050 Post Retirement Benefits - Health Care 5,635,822 0 6,635,822 DHM-01-003# 18
8,148,009 0 8,146,089 Tatal
25 180050 Post Employment Bengfits - SFAS 112 426,058 0 426,058 DHM-01-003 # 19
26 190050 Executive Life lnsurance {490,468) 0 {490,468) DHM-01-003 # 20
27 120050 Gas Meters 775,052 [ 775,052 DHM-01-003 # 21
28 282050 Gas Melers {188,927) 0 (188,827) DHM-01-003# 21
586,125 0 586,125 Total
29 190060 40k Incentive Plan 32,093 Q0 32,093 DHM-D1-003# 22
30 190060 Incentive Plan 235,005 Q 235,085 DHM-D1-003# 22
267,188 g 267,188 Total
3 190050 Gas Supplier Refund 48,273 0 48,273  DHM-01-003 # 23
32 282050 Man-cash Overheads (601,160} 0 {601,160) DHM-01-003 # 24
33 190050 Unamortized Debt Premium 33,016 1] 33,016  DHM-01-003 # 25
34 130050 MNatural Gas in Transit 131,873 4} 131,873 DHM-01-003 # 26
35 180050 Trading Reserve - MTM (1,384,109) 1,364,100 D DHM-01-003 # 27
35 190050 Reg Asset Bensfits (9,007,002) ] (9,007,002) DHM-01-003 # 28
37 190050 Rate Case Expense {13,885) o {13,855) DHM-01-003#29
38 190060 Properly Tax on Propane 515,189 0 515,199 DHM-01-003 # 30
39 283080 Properly Tax 658,321 0 658,321 DHM-01-003 # 30
1,173,520 1] 1,173,620 Total
40 190050 Offsile Gas Storage 100,408 1] 100,408  DHM-01-003 & 31
41 282050 Section 174 Expense (1.919,432) 1] {1,912,432) DHM-01-D03 # 32
42 190050 ITC FAS 109 2,224,553 (2,224,553) 0
43 180050 Misc {56,309} 0 (56,300)
Total Deferred Income Taxes (133,373,165] _ 16,631,138 {116,742.026) Grand Total
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The Company provided the following explanations for the deferred income taxes shown
on its Schedule B-6.%! The line references refer to the preceding table.

Lines 1, 2, and 3 - Depreciation {{$115,193,724) reduces rate base]
Due to differences in basis and depreciable lives and methods, book and tax depreciation
are different.

Lines 4, 5, and 6 - Interest Capitalized/AFUDC [50 no impact to rate base]

For book accounting purposes, the cost of capital (debt & equity) used in the construction
of plant is permitted to be capitalized. For tax accounting purposes, only the debt
element may be capitalized. The caleunlation of the debt element for tax is in compliance
with the IRS code which is different from regulatory accounting,

Line 7 - Provision for Injuries and Damages [$331,647 increases rate base]

Per boaoks, an expense is taken for probable liabilities relating to deaths or injuries to
employees not covered by insurance. For tax purposes, only actual cash payments are
considered an expense.

Line 8 - Employee Hospital & Medical Adjustment [$177,618 increased rate base]
Per books an expense is taken monthly for potential employee hospital and medical

expenses. For tax purposes, only charges based on actual claims or premiums are
deductible.

Line 9 - Amortization of Loss on Reacquired Debt [($1,585,911) reduces rate base]
As a result of early extinguishment of debt, losses incurred were deductible for tax in the
year of extinguishment. For book purposes, losses were deferred and amortized over the
shorter of the remaining life of the original debt or the life of the newly acquired debt.

Line 10 ~ Uncollectible Accounts Provision Adj. [($3,874,838) reduces rate base]
Per books an expense is taken monthly for potential uncollectible receivables. For tax
purposes only actual write-offs are considered an expense.

Line 11 - Uncollectible Accounts PIP Adj. [($2,554,600) reduces rate base]
For book accounting purposes, these accounts are amortized. For tax purposes, PIP
Uncollectibles are deductible when the accounts are charged off.

Line 12 - Unbilled Revenue — Fuel [$0 no impact to rate base]

Unbilled revenue 1s recorded from the meter reading date to the end of the month. The
cost of the purchased gas expense related to this unbilled revenue are estimated and
accrued for book purposes. For tax purposes, only the actual purchased gas expense
incurred 15 deductible.

41 Response to Data Request BRCS-DHM-01-003.
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Line 13 - Deferred Fuel Cost — PGA [$0 no impact to rate base]

The Gas Department estimates the fuel costs for the upcoming three months and that is
the amount that is billed to customers, The over/under recovery is put into a second
usage estimated and cither returned to the customer or billed. If there is still an
over/under recovery, this amount is transferred into a residual account and refunded to
the customer. For tax purposes, fuel costs are deducted as incurred.

Line 14 - Contributions in Aid of Construction [$557,564 increases rate base]

When new gas mains are installed, a customer advance is required. As the customers
hook up to the gas main, a portion of the advance is refunded. If the advances are not
refunded by a certain time, it is credited to plant. For tax purposes, these costs are
income and tax basis when billed; whereas for book purposes, these amounts are credited
to plant. '

Line 15 - Customer Choice [$0 no impact to rate base]
Charges were deferred on the books for customer choice. These amounts were expensed
for tax purposes when incurred.

Line 16 ARO [($1,360,040) reduces rate base]

For Book purposes, in accordance with SFAS No. 143, the fair value of a hability for an
asset retirement obligation is recognized in the period in which it is incurred. The fair
value of the liability is added to the asset. The additional carrying amount is then
depreciated over the life of the asset. For Tax purposes the book depreciation and
aceretion expenses are not deductible.

Line 17 - Vacation Accrual [$15,942 increases rate base]

For Book purposes the vacation deduction is based on the accrued vacation pay balance.
For Tax purposes, the deduction is based on vacation pay amounts that were actually
paid.

Line 18 — L'TIP [$36,742 increase rate base]

Long Term Incentive Plan, certain key employees receive mcentive and non-qualified
stock options, stock appreciation rights, restricted stock dividend equivalents, the
opportunity to earn performance-based shares and certain other stock based awards. For
Book purposes, LTIP expense is accrued over 36 months and adjusted guarterly for any
changes. For Tax purposes, accruals are reversed and payments are deducted in the year
they are made.

Line 19 - Duke Merger — Timing [($117,647) reduces rate base]

A transaction cost analysis was performed on the Duke merger, which determines the
treatment of merger costs for tax purposes. Several costs that are deductible for baok
purposes as part of the transaction are deductible for tax purposes when incurred.
Additionally, there are costs that are capitalized and amortized for tax (such as debt
related costs) that are expensed with the transaction for book purposes.
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Line 20 - Post In Service Carrying Costs [($2,120,090) reduces rate basg]

Post in service carrying costs are calculated at the weighted cost of capital using the
return on equity from the most recent retail base case. Post in service carrying costs are
accrued until 1) the date of transfer of the asset, 2) the costs are included in the rate base,
or 3) a specified date. For book purposes, the debt portion of the post in service AFUDC
reduces the net interest charges on the income statement and capitalizes them to a FERC
account, For tax purposes, AFUDC is not used to decrease interest charges nor is it
capitalized.

Lines 21 and 22 - Pension Costs FASB #87 and Supplemental Pension [$10,120,977
increases rate base]

FASB #87 requires companies to recognize pension expense using specified accrual
methods. For income tax purposes, only amounts contributed to a pension trust or paid to
retirees are deductible.

Lines 23 and 24 - Post Retirement Benefits — Life Insurance and Health Care
[$8,146,099 increases rate base]

FASB #106 requires employers to accrue currently benefits due employees after
retirement. For Book purposes, the actuarially determined benefit obligation for active
employees health insurance benefits are amortized over the employees estimated
remaining service life. For Tax purposes, only amounts actually paid for these benefits
are deductible.

Line 25 - Post Retirement Benefits —~ SFAS #112 [$426,058 increases rate base]
Book accrues a liability in accordance with SFAS 112 for Post Retirement Benefits.
These costs are deductible for tax upon payment.

Line 26 - Executive Life Insurance [($490,468) reduces rate base]

Under this benefit, certain executive have life insurance policies. Should the executive
die while an active employee, their beneficiary would receive the proceeds. For tax
purposes, a deduction is allowed only for actual payments.

Lines 27 and 28 - Leased Meters [$568,125 increases rate base]

Every meter is now leased by Duke Energy Ohio. On the books it 18 treated as a capital
lease; the company records the meters as an asset and depreciates them. For tax
purposes, the depreciation 1s reversed and the payments arc deducted as an operating
Jease.

Lines 29 and 30 -Annual Incentive Plan Compensation [$267,188 increases rate base]
This M involves adding back the accruals for book and deducting the actual payments
made.

Line 31 - Gas Supplier Refunds {$48,273 increases rate base]

For tax purposes, all of the accruals for this activity are reversed and the refunds are
recurring items that are taxable income when received and deductible if paid by tax filing
date.
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Line 32 - Non-Cash Overhead Basis Adjustment [($601,160) reduces rate base]

The book basis of capital assets is increased for accrued pension and benefit costs as
recognized. The Tax basis of capital assets is increased only when amounts are
contributed to a pension trust or when benefits are actually paid.

Line 33 - Unamortized Debt Premiums [$33,016 increases rate base]
For book purposes, amortization of step-up in the book basis of debt premium, not
deductible for tax.

Line 34 - Natural Gas In Transit [$131,873 increases rate base]
Accrued pas in transit book expense is deductible for tax as the gas inventory is utilized.

Line 35 - Trading Reserve — MTM [$0 no impact to rate base]
Unrealized Gains/Losses for book, only allowed for Tax when realized.

Line 36 - Reg Asset Benefits [($9,007,002) reduction to rate base]
Charges were deferred on the books as Regulatory Assets. These amounts were expensed

for tax purposes when incurred.

Line 37 - Rate Case Expense [($13,855) reduces rate base]
For book purposes, costs associated with the rate case are being capitalized. For tax
purposes, expenses are deducted as incurred.

Lines 38 and 39 - Property Tax [$1,173,520 increases rate base]
Property taxes are accrued for book purposes ratably through the year. These costs are
deductible for tax upon payment.

Line 40 - Offsite Gas Storage [$100,408 increases rate base]

Gas Storage Costs is an inventory item for tax (Section 263A). The gas is stored up and
used January through March. Capitalization of the offsite storage costs begins in April.
The gas moves through inventory so quickly in the winter months that capitalization is
not required for book purposes. Offsite gas storage costs are not deductible for tax until
the gas inventory is utilized (sold).

Line 41 - Section 174 Expense [($1,919,432) reduction to rate base]
R&D expenses are capitalized for book purposes and deducted when incurred for tax
purposes.

Findings
No exceptions were noted related to Deferred Income Taxes.

Conclusions and Recommendations

The values presented in the Company’s filing for deferred income taxes reconcile to the
Company’s general ledger. The Company provided explanation for the line items
included in deferred income. No exceptions wete noted.
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Should adjustments be made to the Company’s revenue requirements, the possible impact
to deferred income taxes and ultimately rate base should also be considered.

Rate Base Task D.15

Task D.15-The auditor will review and analyze the Applicant’s proposed adjustments

o operating income and rate base and trace them o supporting workpapers and
source data. ***

See the discussion for Task C.13 in Section C. Operating Income of this report.

2 Due to the similarities between Task C,13 and Task D.15, they will be discussed together in this report.
Sce the discussion for Task C.13 in Section C. Operating Income of this report.
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OTHER INDEPENDENT ANALYSIS

Rate Base Task D.16

Task 16-Other independent analysis will be performed as the auditor and/or Staff
consider necessary under the circumstances.

The Billing Records were tested for accuracy and validity as a separate independent
analysis during this review.

Billing Records

Audit Team

Warren Fischer, CPA — Lead
Patrick Phipps

James Webber

Hallie Lawrence

Tracy Mullinax — Support

Vs Re -

Background

Blue Ridge tested the accuracy and validity of the Company’s billing records for the first
three months of 2007 to ascertain whether the revenue recorded by the Company is
accurate and can be relied upon by the Commission as a key component of the
Company’s test year revenue requirement. The scope of our testing of the Company’s
billing process expanded into a more detailed verification and validation process based
upon clarification received from Staff during the fieldwork portion of our audit.

Blue Ridge interviewed five individuals responsible for customer service, meter reading,
and meter testing. Blue Ridge interviewed the Senior Vice President of Customer
Service to get a macro level understanding the meter reading and billing process.”* We
subsequently interviewed the Manager, Payments & Controls, within the Customer
Service organization. The Manager, Payment and Controls is directly responsible for
collection of cash, payments of bills and development and monitoring the company’s
adherence to internal controls over the bill production process.”™ Two other managers
outside of Customer Service organization are responsible for the accuracy of the meter
reading function and the accuracy of the meters themselves. The Manager — Meter
Reading, Duke Energy - Ohio is responsible for the meter reading function in Ohio and
Kentucky.”* The Manager — Meter Operations is responsible for meter testing and
oversees all the meter labs for Duke Energy.>*®

3 See October 30, 2007 interview notes for Todd Arnold.

4 See November 1, 2007 interview notes for Tiffany Moore.

™5 See Qctober 31, 2007 interview notes for Charles Session Manager — Meter Reading, Duke Energy -
Ohio.

6 Sec November 2, 2007, interview notes for Adriaenne McMahand Manager — Meter Operations.
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Blue Ridge documented the process employed by the Company to obtain gas customer
usage, the transfer of meter reading data from hand-held readers to the billing
determinant database, the calculation of bills to customers, and the recording of revenue
on the general ledger. Blue Ridge selected specific billing cycles from each of the three
months to frace sales volumes and revenues to the Company’s general ledger. Company
personnel provided source documents and reports to support the revenue generated from
a given billing cycle each month and walked Blue Ridge auditors through the accounting
process while on-site at the Company’s Cincinnati offices. Follow-up data requests were
issued to formally request information provided during our on-site visits and for
additional clarifying questions to confirm our understanding the billing process.

Sales Volumes via Meter Reading Process

The process of collecting gas usage data in Ohio and converting that data to customer bill
information can be summarized as follows. Meter readers generally ufilize Itron
handheld devices™ to collect Mcf usage data from the customers’ meters. At the end of
a shift, the meter readers dock their Itron devices, which then export the usage data to the
Customer Management System (“CMS”™). At this poinf, the system ensures that the
assigned/expected number of meter reads reconciles with the number of meter reads
exported. If reconciliation is confirmed,”” the data flows through the system and is
scrutinized by the Validation, Editing and Estimation (VEE) process to ensure the data is
within the historical range of high and low values for each customer,””® Customers® bills
are automatically calculated by the system and the billing information is then sent to the
billing vendor for printing and mailing, If bill re-dos are necessary, they are sent out in
the same month,

Checks and Balances

Controls are used to ensure the usage data is correct and then the data is used for bill
preparation with an outside vendor through the Billing group. Collection of customer
payments is tracked through the Receivables group.

Numerous daily, weekly, monthly and yearly controls are in place to ensure the accuracy
of customer bills. Many of the daily balancing controls ensure that all variances between
metered usage adjusted for the Validation, Editing and Estimation process agree with
usage used to generate bills. The Company maintains that these controls are more
stringent that those required by Sarbanes Oxley. These controls are performed because
they add value to the company and its customers by improving the accuracy of the

*7 Duke has approximately 68,000 AMI-capable msters in Kentucky, which allows the Company to read
the customer’s metered usage data remotely without a manual read, AMI allows two-way communications
{which would also allow the Company to send information to the meter — e.g., for discomection/turn up),
as opposed to AMR technology, which allows one-way communication (¢.g., remote meter reading only).
As part of the Utility of the Future program, Duke plans to roll out AMI meter technology in Ohic in the
coming years. See Charles Session October 31, 2007 interview notes.

¥ If these numbers do not reconcile, someone is dispatched to the location where the handheld devices are
docked to resubmit data.

* Adjustments by Company and read estimates, in addition 1o actual meter reads, are sent through the
VEE process.
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monthly bills and includes a daily control to ensure that if meter readers indicate that
there were “X” number of meters read in a particular day, that there are the same “X”
number of reads uploaded to the Customer Management System for that day.

Unless there is a conflict between meter reads assigned and meter reads actually made,
the data flows through and is not recorded/stored. Another daily control is in place to
ensure that all customer account adjustments (e.g., “cancel/rebills”) are appropriate and
have been approved by the proper authority and are supported by documentation. In
addition, the Company examines and recalculates one customer bill per rate element each
day to make sure bills are accurate. This normally takes one person about 6 hours each
day.

A monthly controf is in place to compare revenue/usage for a particular month to the
prior month and the same month from the prior year to ensure, among other things, that
the Company is not missing routes/customers in their meter reading process (fo ensure
that energized meters are billed meters). Accounting also performs a monthly
comparison of expected results to actual results. Annual controls include yearly audit of
Sarbanes Oxley requirements by Duke Energy Internal Audit as well as a yearly audit of
Accounts Receivables sold to receivables company (Cinergy Receivables).

Bill Rendering

The Manager, Payments & Controls explained that meter readers have a 3-day window to
read a customer’s usage and to address any anomalies. Billing requires one day / night to
process usage data and to calculate each customer’s bill once the usage data is ready for
download. The next day, the database containing completed bills is sent to an outside
vendor in Columbus, Ohio who prints and mails the bills that day. The Manager,
Payments & Controls explained this process as “read today and bill tomorrow.” If reads
are not in within the 3-day window for meter reads, usage estimates are created
automatically by the billing system based on past usage, degree days, etc. Accordingly,
this automated estimation process is continually being reviewed.

Audit Testing

Blue Ridge worked closely with Manager, Payments & Controls to test one billing cycle
out of 21 cycles from the months of January, February and March 2007. We selected one
billing cycle from each month from the Company’s 2007 Corporate Meter Read Bill
Schedule.”®® The Company demonstrated the process of tracing billing cycle activity into
reports containing the Company’s daily revenue by service. Blue Ridge tested the flow
of daily revenue to monthly summary reports and to month-end journal entries posted to
the general ledger.

The process of recording daily revenue on the Company’s general ledger can be
summarized as follows: The CMS breaks revenues mto CMS FERC accounts. The CMS
FERC accounts are not equal to standard FERC accounts because they use sub-account
fevel detail to reflect the activity recorded by work code. The financial accounting

%% Response to Data Request BRCS-WF-08-002.
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system automatically maps CMS FERC account information to the actual FERC
accounts. Control Numbers are used to group together activity by similar work codes and
assist in ensuring information recorded on the General Ledger is in balance. If something
is out of balance, control numbers make it easier to identify the problem by limiting it to
a specific batch. Control numbers are implemented by day and not billing cycle, so an
individual testing the data flow will not sec bill ¢cyele information in control number
information/revenues.

A General Ledger report is created to confirm that the information is posted to the
General Ledger properly®’. There is no way (o track what occurred (e.g., usage) from a
particular billing cycle to General Ledger reports because, as explained above, billing
cycles are irrelevant to revenues because of, among other things, adjustments such as
estimated bills, re-reads, and others.

Findings

Blue Ridge found that the Company has a robust system of controls in place to ensure the
accuracy of its bill rendering and revenue accounting process. The Company’s controls
are subjected to annual internal and external audits and we found no major issues in
cither reviews of the internal or external audit reports,

Blue Ridge traced revenue generated from specific days corresponding with the billing
cycles selected from the Company’s meter reading schedule to the month-end revenue
summary report containing total revenue for the meonth. Total revenune for a randomly
selected service was then traced to the standard journal entry used to post monthly
revenue to the General Ledger. The total revenue in the journal entry was then traced to
the General Ledger. No exceptions were noted in this process.

Blue Ridge also traced customer usage for the days selected for testing through the
Company’s Customer Management Solutions System reports, which tracks daily and
month-to-date usage by FERC account and sub-account to the Company’s Customer
Service System reports, which track month-to-date usage and revenue by FERC account
and sub-account on a monthly basis. Variances between the two reports are flagged and
researched by the Company until they are balanced. No exceptions were noted in our
testing of this process.

Conclusions and Recommendations

The Company appears to have a reliable set of processes in place to ensure that accurate
customer usage data is obtained from the meter reading process through the rendering of
customer invoices, The Company’s procedure of testing one customer bill per tariff rate
element goes beyond industry practices, but the Company believes this helps ensure the
accuracy of customer bills. Per our discussions with Company personnel and our review
of Company accounting tecords, the Company has numerous controls in place to ensure
its daily billing data balances between the various groups involved in the billing process.

#) 5262 is the standard revenue journal entry for the General Ledger for a month.
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Consequently, the monthly revenue recorded on the Company’s General Ledger appears
to be sufficiently reliable to use in the Company’s test year.
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Appendix 1
Documents Reviewed
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Documents Reviewed by Blue Ridge Consulting Services Ing.,
|In Gonneclion with the Duke Energy Ohio Rate Case Audit
Case No_ 01-1228-GA-AIR

# Title Filenama

1 |Slaff Report of Investigation PUCO Case No. 01-1228-GA-AIR 2001 Audil Repor]1] pdf

2 |Appendix A 4901-7-01 Table of Contenls 4901-7-01-AppendixA. pdf

2 |in ha malter of the Application of DE Ohio, Ine. for Approval of an Alternative Rate Plan for its Gas Application DE Ohio.pdf

Distribution Service, Case No. 07-590-GA-ALT
4 }n the malter of ihe Applicaticn of DE Ohie, Ing, for Approval of an Allarnative Rate Plan for its Gas Application wilh Index to MFR.pdf
Distribution Service, Case No. 07-590-GA-ALT

5 [|Gas Cosl Revenue CGE GAS BCH-E - FINAL PHASE 1.xls

§ |Gas Cosl Revenue . CGE GAS SCH-E - FINAL PHASE 2.xi5

7 |Aulomaled Rata Case Filing Syslem Case No. 07-588-GA-AIR CGE GAS SCH-E - FINAL PHASE 3.x1s

B |CGE Service Area CGE_revised_10-10-02.pdf

9 |DE Ohlp Gas Gost of Sarvice Study- Peaklk Avg- Peak Day Gase No. 07-0589-GA-AIR DE OH Gas CASS.xis

10 [3E Ohio Testimony Seclion 1 of 3 Case Na. 07-588-GA-AIR Duke Ohio Testimony 1-3.pdf

11 |DE Ohio Teslimony Section 2 of 3 Gase Na. 07-583-GA-AIR Duke Ohio Testimony 2-3.pdi

12 [DE Onio Testimony Saclion 3 of 3 Case Na. 07-589-GA-AIR Duke Ohio Testimary 3-3.pdi

13 |OLC lo POD Fourth Set of Dala Requests for Case No. 07-589-GA-AIR fourlh_s.pdf -

14 [GCC to POD Fourih Set of Bata Requests for Case No. (7-589-GA-AIR fourth_s2.pdfl

158 |OCC to POD Fourlh Set of Data Requests for Case Mo. 07-5B3-GA-MR fourth_s3.paf

18 |QCG ta POD Fourth Set of Dala Requests for Case No, 07-589-GA-AIR fourth_s4.pdf

17 |OCC to POD Fourth Set of Dala Requests for Gase No. 07-589-GA-AIR fourth_s&.pdf

18 |DE Ghio Gas Cost of Service Study- Peak& Avg- Peak Day Case No. 07-0589-GA-AIR GS Funclional.xis

19 |DE Ohio Gas Cost af Service Study- Peak& Avg- Peak Day Case Np, 07-0589-GA-AIR IT Functional xis

20 |4503.02 Examinalion of Witnesses - production of records Lawriter - QRC - 4803.02 Examination of wilnesses - preduction of

records. .pdl
21 [4803.03 Examination of recards Lawriter - ORC - 4003.03 Examination of records, pdf
22 14905.03 Genaral Supervision Lawriler - ORC - 4505.06 General supervision.. pdf
23 [9906,15 Reports and accounts Lawriter - GRC - 4805.15 Raports and accounts..pdf
24 |4805,16 Copy of contract may be required by commission Lawiiter - QRC -~ 4805.18 Copy of conlract may be required by
commission..pdf

25 |4909,15 Fixation of reasonable iale Lawriler - ORC - 480915 Revised Coda.pdf

26 |4909.18 Applicalion lo establish or change rale Lawriler - ORC - 4809.18 Ravised Code.pdl

27 |Rala Case and Audit manual by NARUG 2003 NARUC Rate cass Audit Manual,dog

28 |OCC to INT Fourth Set of Dala Requests for Case No. 07-589-Ga-AIR OCC-INT-04.56.pdf
29 |QGC to POD Fourh Set of Dale Requests for Case No. 07-589-GA-AIR QLGC-POD-D4-34,pdf

30 |OCC 10 POD Fourth Sel of Data Requests for Case No, 07-589-GA-AIR OCC-POD-04-37.pdf

21 |PUCO Repulated nalurg) Gas Companies Map OH Gas Co Service area maps.adf

32 |Opinton and Order before the PUCO Casge No. 01-1228-GA-AIR Order 1st Case No. 01-1228-GA-AIR.pdf

232 |8econd Opinion and Order before the PLCO Case No. 01-1228-GA-AIR Qrder 2nd Case No. I-1228-GA-AIR. pof

34 |Third Opinion and Order before the PUCO Case No. 01-1228-GA-AIR Order 3rd Case No. 01-1228-GA-AIR .pdf
35 [Fourth Qpinlon and Order hefore the PUCO Case No, 01-1228-GA-AIR Ordar 4ih Case No. 01-1228-GA-AIR pof

36 [Fifth Opinion and Order before the PUCO Case No. 01-1228-GA-AIR Order 5th Case No. 01-1228-GA-AIR.pdf

37 jUneoliectible Accoun!s Dhiz Excise PUCO Mainlenance Consymers' counsel federal income PUCD Gas SFRs.xls
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Appendix 2
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Blue Ridge Consulting Services, Inc.
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File Name
1Q2007 State Unemployment info CSC-employeas.x
2005 & 2006 actual 2007 a&b labor cgée.xls
2006 CGE Summer Wages.xls
2006 C3SC Summer Wages.xls
2007 Discount Calculation.xls
2007 FB Data for Budget by Activity.xls
4354_001 pdi
ADIT balances 3-31-07 .xls
BRCS-WF-04-009(22) Attachment.pdi
BRCS-WF-04-009(24a) attachment.xls
BRCS-WF-04-009(24b) attachment.xls
BRCS-WF-04-009{24¢) atlachment.xls
BRCS-WF-04-009{24d) attachment.xls
BRCS-WF-04-008(31) Attachment.pdf
BRCS-WF-04-009(33a) attachment.xls
BRCS-WF-04-009(5) attachment.xls
BRCS-WF-04-009(8) attachment.xls
BRCS-WF-04-009(8) Attach.pdf
Blue Ridge Data Request - Treasury.zip
CGE Consolidated Deferred Taxes at 3-31-2007.xls
CGE Inirastate Ann Rpt 2006 .xIs
DEO GAS Revenue Detail 2007 Rounded.xls
DEO ITC Gas Balance 03-31-07.xls
Duke Energy Consolidated Deferred Taxes 3-31-07.
Gas storage activity.xls
General ledger balances 3-31-07.xls
Hartwell expense 12 months ended 3-31-07-new.xls
Interdepartmental Revenue Calc for Actual.xls
Ky Unemployment for Jan and Feb 2007 for emp col
Ohio Gas Customer 2008.pdf
Ohio Gas Customar 2009.pdf
Chio Gas Customer 2010.pdf
Chio Gas Customer 2011 .pdf
Ohio Gas Customer 201 2.pdf
Ohio Gas Revenues Annual.pdf
Ohio Gas Sales Annual.pdf
PIP Expense Budget.xls

Rate request for gas weatherization_dJan to Mar Actu

File Date

05/03/2007
10/15/2007
10/15/2007
101 5/2007
04/20/2007
05/17/2007
10/15/2007
10/11/2007
10/25/2007
10/28/2007
10/29/2007
10/29/2007
10/29/2007
10/29/2007
10/29/2007
10/29/2007
10/29/2007
10/29/2007
10/22/2007
10/15/2007
10/12/2007
10/11/2007
10/22/2007
10/15/2007
10/11/2007
10/11/2007
05/01/2007
07/30/2007
05/15/2007
10/17/2007
10/17/2007
10/17/2007
10/17/2007
101772007
10M15/2007
10/15/2007
10/11/2007
10/12/2007

File Size

613 KB
40.22 MB
20 KB
20 KB
1.02 MB
18 KB
151 KB
5.93 MB
83 KB
22 KB
47 KB
40 KB
38 KB
574 KB
30 KB
32 KB
37 KB
74 KB
2415 MB
234 KB
93 KB
201 KB
16 KB
86 KB
20 KB
2.99 MB
33 KB
34 KB
64 KB
25 KB
25 KB
25 KB
25 KB
25 KB
26 KB
25 KB
27.64 MB
1.28 MB

FileKind

Microsoft Excel workboo
Microsoit Excel workboo
Microsolt Excel workboo
Micrasolt Excel workboo
Microsoft Excel workboo
Microsoft Excel workboo
Adoke PDF document
Microsoft Excel workboo
Adobe PDF dacument
Microsoft Exce! workboo
Microsoft Excel workboo
Microsoft Excel workboo
Microsott Excel workboo
Adobe PDF document
Microsoft Excal warkboo
Microsoft Excal workboo
Microsoft Excel workboo
Adobe PDF document
ZIP archive

Microsolt Excel workboo
Microsoft Excel workboa
Microsolt Excel workboo
Microsoit Excel workboo
Microsoit Excel workboo
Microsoft Excel workboo
Microsoft Excel workboo
Microsolt Excel workboo
Microsoft Excel workboo
Microsoft Excel workboo
Adobe PDF document
Adobe PDF document
Adobe PDF document
Adobe PDF document
Adobe PDF document
Adobe PDF document
Adobe PDF document
Microsolt Excel workboo

Microsoft Excel workboo



Sch G111 Balance sheet last 5 years.xls 10/22/2007
Sch C11 2 Income statement last 5 years (2).xls 10/22/2007
Total Labar.xls 06/15/2007
Total labor by resource code - jan-mar 2007 .xls 08/02/2007

Unbilled Revene Split between Base & GCR.xls 10/11/2007
WF-04-09 - ltem 20 - Regulatory comm expense.xls 10/12/2007
WF-04-09 - item 11 - Loss Analysis Spreadsheet - G: 10/11/2007
WF-04-09 - item 3 .xlIs 10/11/2C07

57 KB
35 KB
27.65 MB
9.55 MB
29 KB

39 KB

31 KB
46 KB

Microsoft Excel workboo
Microsoft Excel worikboo
Microsoit Excel workboo
Microsoit Excel workboo
Microsolt Excel warkboo
Microsott Excel workboo
Microsoit Exce! workboo

Microsoit Exce! workboo



File Name
BRCS-MTD-01-007 10240.xls
BRCS-MTD-01-007 20029.xls
BRCS-MTD-01-007 20047.xls
BRCS-MTD-01-007 20062.xls
BRCS-MTD-01-007 31647 xIs
BRCS-MTD-01-007 31948 .xls
BRCS-MTD-01-007 32826.xls
BRCS-MTD-01-007 33317.xls
BRCS-MTD-01-007 33805.xIs
BRCS-MTDC-01-007 A2945.xls
BRCS-MTD-01-007 A4478.xls
BRCS-MTD-01-007 A5218.xls
BRCS-MTD-01-007 A7351.xI5
BRCS-MTD-01-007 A7501.xls
BRCS-MTD-01-007 A8353.xIs
BRCS-MTD-01-007 A9886.xls
BRCS-MTD-01-007 B2643 xls
BRCS-MTD-01-007 B2949.xIs
BRCS-MTD-01-007 B3041 .xIs
BRCS-MTD-01-007 B3369.xls
BRCS-MTD-01-C07 B5185.xls
BRCS-MTD-01-007 B5186.xis
BRCS-MTD-01-007 B5664.xls
BRCS-MTD-01-007 B64156.xIs
BRCS-MTD-01-007 B6841 .xls
BRCS-MTD-01-007 B6855.xls
BRCS-MTD-01-007 B7401.x1s
BRCS-MTD-01-007 B7601 .xls
BRCS-MTD-01-007 B7827 .xls
BRCS-MTD-01-007 B7828 xls
BRCS-MTD-01-007 B7829 xIs
BRCS-MTD-01-007 B8001 xIs
BRCS-MTD-01-007 B8006.xls
BRCS-MTD-01-007 B8026.xls
BRCS-MTD-01-007 B8045.xis
BRCS-MTD-01-007 B8818.xls
BRCS-MTD-01-007 B9150.xls
BRCS-MTD-01-007 C2481.xls



{

BRCS-MTD-01-007 C2633.xls
BRCS-MTD-01-007 C3596.xls
BRGS-MTD-01-007 C3680.xls
BRCS-MTD-01-007 C5495.xls
BRCS-MTD-01-007 C8562.xls
BRCS-MTD-01-007 C7012.xls
BRCS-MTD-01-007 Summary.pdf
BRCS-MTD-01-007 attachment.xls
BRCS-MTD-01-007(D} attachment.doc
BRCS-MTD-01-007(E) attachment.doc
BRCS-MTD-01-007(F) atlachment.xls
BRCS-MTD-01-007(G) attachment.ppt
BRCS-MTD-01-007(H) attachment.doc
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Appendix 3
Index to Workpaper Files
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Financial Audit of Duke Energy Ohio, Inc.
Case No. 07-0589-GA-AIR

Working Files Index

Volume 1

1. Electronic Workpapers on CD
2. Non-Confidential Data Responses on CD
3.  Interview Notes

The following responses to data requests were provided in hardcopy only. Other
responses to data requests are provided on the CDs.

BRCS GPR 01-003 Supplemental
BRCS DWS 01-007
BRCS DWS 03-002
BRCS DWS 05-001
BRCS WF 03-006
9. BRCS WF 03-010
10. BRCS WF 04-004
11. BRCS WF 04-006
12. BRCS WF 06-005
13. BRCS WF 08-002
14, BRCS WF 08-011
15. BRCS DHM 01-007
16. BRCS MTD 04-009
17. BRCS MTD 05-001
18. BRCS MTD 05-002
19. BRCS MTD 05-003
20. BRCS MTD 05-004
21. BRCS MIM 06-007

b b

Volume 2

BRCS DIIM 01-006
FERC Form 2 — 2001
FERC Form 2 —~ 2002
FERC Form 2 — 2003

Volume 3

BRCS DHM 01-006
FERC Form 2 — 2004
FERC Form 2 — 2005

Blue Ridge Consulting Services, Inc.



Volume 4
1. CONFIDENTIAL Data Responses on CD

The following responses to data requests were provided in hardcopy only. Other
responses to data requests are provided on the CDs.

BRCS GPR 01-005 CONFIDENTIAL

BRCS GPR 01-007 CONFIDENTIAL

BRCS GPR 01-017 CONFIDENTIAL

BRCS DHM 01-005 CONFIDENTIAL

BRCS MTD 01-003 CONFIDENTIAL

BRCS MIM 06-004 Supplemental CONFIDENTIAL

NS R L

Blue Ridge Consulting Services, Inc.



