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DUKE ENERGY KENTUCKY, INC.

statements of OPERATIONS 
	
	Quarters Ended

	
	March 31,

	
	2008
	2007

	
	(in thousands)

	
	
	
	
	

	Operating Revenues
	
	
	
	

	Electric
	$
	81,721
	$
	79,646

	Gas
	
	72,758
	
	67,161

	Total Operating Revenues
	
	154,479
	
	146,807

	
	
	
	
	

	
	
	
	
	

	Operating Expenses

	
	
	
	

	Natural gas purchased
	
	55,916
	
	48,776

	Operation, maintenance and other
	
	31,280
	
	30,604

	Fuel used in electric generation and purchased power
	
	33,357
	
	30,707

	Depreciation and amortization
	
	8,044
	
	9,361

	Property and other taxes
	
	3,113
	
	3,439

	Total Operating Expenses
	
	131,710
	
	122,887

	
	
	
	
	

	
	
	
	
	

	Operating Income 
	
	22,769
	
	23,920

	
	
	
	
	

	
	
	
	
	

	Other Income and Expenses, net
	
	1,416
	
	1,249

	Interest Expense
	
	4,220
	
	4,250

	
	
	
	
	

	
	
	
	
	

	Income Before Income Taxes
	
	19,965
	
	20,919

	
	
	
	
	

	
	
	
	
	

	Income Tax Expense 
	
	      7,451
	
	8,010

	
	
	
	
	

	Net  Income 
	$
	12,514
	$
	12,909

	
	
	
	
	

	
	
	
	
	

	See Notes to Unaudited Financial Statements


Duke Energy Kentucky, inc.
balance sheets
	assets
	March 31,
	December 31,

	
	2008
	2007

	
	(in thousands)

	
	
	
	
	

	Current Assets
	
	
	
	

	Cash and cash equivalents
	$
	15,455
	$
	9,302

	Receivables (net of allowance for doubtful accounts of $318 at March 31, 2008 and $315 at December 31, 2007)
	
	38,223
	
	44,043

	Inventory
	
	24,820
	
	27,391

	Other
	
	11,986
	
	19,372

	Total current assets
	
	90,484
	
	100,108

	
	
	
	
	

	
	
	
	
	

	Investments and Other Assets
	
	
	
	

	Intangible assets
	
	6,046
	
	7,064

	Other
	
	2,172
	
	3,430

	Total investments and other assets
	
	8,218
	
	10,494

	
	
	
	
	

	
	
	
	
	

	Property, Plant, and Equipment
	
	
	
	

	Cost
	
	1,506,822
	
	1,499,357

	Less accumulated depreciation and amortization
	
	621,350
	
	617,530

	Net property, plant, and equipment
	
	885,472
	
	881,827

	
	
	
	
	

	
	
	
	
	

	Regulatory Assets and Deferred Debits
	
	
	
	

	Deferred debt expense
	
	5,368
	
	5,445

	Regulatory Assets
	
	20,108
	
	17,093

	Total regulatory assets and deferred debits
	
	25,476
	
	22,538

	
	
	
	
	

	
	
	
	
	

	Total Assets
	$
	1,009,650
	$
	1,014,967

	
	
	
	
	

	
	
	
	
	

	See Notes to Unaudited Financial Statements


Duke Energy Kentucky, Inc.
balance sheets
	liabilities and  COMMON STOCKHolder’s equity
	
	

	
	March 31,
	December 31,

	
	2008
	2007

	
	(in thousands)

	
	
	
	
	

	Current Liabilities
	
	
	
	

	Accounts payable
	$
	58,278
	$
	53,989

	Notes payable
	
	485
	
	27,470

	Taxes accrued
	
	23,595
	
	16,777

	Interest accrued
	
	1,884
	
	3,553

	Current maturities of long-term debt 
	
	21,907
	
	21,678

	Other
	
	13,887
	
	12,807

	Total current liabilities
	
	120,036
	
	136,274

	
	
	
	
	

	
	
	
	
	

	Long-term Debt
	
	264,683
	
	265,334

	
	
	
	
	

	
	
	
	
	

	Deferred Credits and Other Liabilities
	
	
	
	

	Deferred income taxes
	
	151,293
	
	153,315

	Investment tax credit
	
	5,320
	
	5,581

	Accrued pension and other postretirement benefit costs
	
	22,702
	
	22,505

	Regulatory liabilities
	
	33,093
	
	33,901

	Asset retirement obligations
	
	6,309
	
	6,179

	Other
	
	7,156
	
	6,332

	Total deferred credits and other liabilities
	
	225,873
	
	227,813

	
	
	
	
	

	
	
	
	
	

	Common Stockholder’s Equity
	
	
	
	

	Common stock – $15.00 par value; 1,000,000 shares authorized and 585,333 shares
	
	
	
	

	outstanding at March 31, 2008 and December 31, 2007
	
	8,780
	
	8,780

	Paid-in capital
	
	167,494
	
	167,494

	Retained earnings
	
	222,784
	
	210,270

	Accumulated other comprehensive loss
	
	-
	
	 (998)

	Total common stockholder’s equity
	
	399,058
	
	385,546

	
	
	
	
	

	
	
	
	
	

	Total Liabilities and Common Stockholder’s Equity
	$
	1,009,650
	$
	1,014,967

	
	
	
	
	

	
	
	
	
	

	See Notes to Unaudited Financial Statements


 DUKE ENERGY KENTUCKY

STATEMENTS OF CHANGES IN COMMON STOCKHOLDER’S EQUITY AND COMPREHENSIVE INCOME

(in thousands)
                                                                                                                               Accumulated Other

                                                                                                                               Comprehensive Income (Loss)                             

	


	
	
	
	
	Total

	
	
	
	
	Net Gains (Losses)
	Common

	
	Common
	Paid-in
	Retained
	on Cash Flow
	Stockholder’s

	
	Stock
	Capital
	Earnings
	Hedges
	Equity

	Balance at December 31, 2006
	$      8,780
	$       164,344
	$      176,965
	$      (741)
	$          349,348

	
	
	
	
	
	

	  Net income
	
	
	12,909
	
	12,909

	  Other comprehensive income, net of tax effect of  $179
	
	
	
	
	

	     Cash flow hedges
	
	
	
	276
	276

	  Total comprehensive income
	
	
	
	
	        13,185

	
	
	
	
	
	

	  Adoption of SFAS No. 158  - measurement
	
	
	(416)
	
	(416)

	
	
	
	
	
	

	Balance at March 31, 2007
	$      8,780
	$      164,344
	$      189,458
	$          (465)
	$           362,117

	
	
	
	
	
	

	Balance at December 31, 2007
	$      8,780
	$      167,494
	$      210,270
	$          (998)
	$           385,546

	
	
	
	
	
	

	  Net income
	
	
	          12,514
	
	             12,514

	  Other comprehensive income, net of tax effect of  $628
	
	
	
	
	

	     Cash flow hedges
	
	
	
	998
	           998

	  Total comprehensive income
	
	
	
	
	13,512

	  
	
	
	
	
	

	
	
	
	
	
	

	Balance at March 31, 2008
	$      8,780
	$      167,494
	$      222,784
	$              -
	$           399,058

	
	
	
	
	
	

	See Notes to Unaudited Financial Statements


Duke Energy Kentucky, INC.
statements of cash flows
	
	Three Months Ended

	
	March 31,

	
	2008
	2007

	
	(in thousands)

	
	
	
	
	

	Cash Flows from Operating Activities
	
	
	
	

	Net income
	$
	12,514
	$
	12,909

	Adjustments to reconcile net income  to net cash provided by operating activities:
	
	
	
	

	Depreciation and amortization
	
	8,192
	
	9,361

	Losses on sales of equity investments and other assets
	
	-
	
	50

	Deferred income taxes
	
	(2,735)
	
	371

	Regulatory asset/liability amortization
	
	452
	
	1,762

	Accrued pension and other postretirement benefit costs
	
	584
	
	1,081

	(Increase) decrease in:
	
	
	
	

	Net realized and unrealized mark-to-market and hedging transactions
	
	1,158
	
	(1,784)

	Receivables
	
	3,900
	
	2,970

	Inventory
	
	6,822
	
	6,004

	Other current assets 
	
	4,451
	
	2,448

	      (Increase) decrease in:
	
	
	
	

	Accounts payable
	
	(554)
	
	(4,120)

	Taxes accrued
	
	6,818
	
	7,160

	Other current liabilities
	
	(835)
	
	(1,160)

	Regulatory asset/liability deferrals
	
	7,859
	
	3,270

	Other assets
	
	1,169
	
	1,054

	Other liabilities
	
	(2,133)
	
	(91)

	
	
	
	
	

	
	
	
	
	

	Net cash provided by operating activities
	
	47,662
	
	41,285

	
	
	
	
	

	Cash Flows from Investing Activities
	
	
	
	

	Capital expenditures
	
	(14,025)
	
	(12,178)

	
	
	
	
	

	Net cash used in investing activities
	
	(14,025)
	
	(12,178)

	
	
	
	
	

	Cash Flows from Financing Activities
	
	
	
	

	Redemption of long-term debt
	
	(440)
	
	(371)

	     Notes payable and commercial paper
	
	(26,985)
	
	(24,992)

	     Other
	
	(59)
	
	-

	
	
	
	
	

	Net cash used in financing activities
	
	(27,484)
	
	(25,363)

	
	
	
	
	

	Net  increase  in cash and cash equivalents
	
	6,153
	
	3,744

	
	
	
	
	

	Cash and cash equivalents at beginning of period
	
	9,302
	
	6,593

	
	
	
	
	

	Cash and cash equivalents at end of period
	$
	15,455
	$
	10,337

	
	
	
	
	

	
	
	
	
	

	                                                                           See Notes to Unaudited Financial Statements
	
	
	
	


1. Basis of Presentation 
Nature of Operations. Duke Energy Kentucky, a Kentucky corporation organized in 1901, is a combination electric and gas public utility company that provides service in northern Kentucky.  Duke Energy Kentucky’s principal lines of business include generation, transmission and distribution of electricity as well as the sale of and/or transportation of natural gas.  Duke Energy Kentucky’s common stock is wholly owned by Duke Energy Ohio, an Ohio corporation organized in 1837, which is wholly owned by Cinergy Corp. (Cinergy), a Delaware corporation organized in 1993.  Cinergy is a wholly owned subsidiary of Duke Energy Corporation (Duke Energy) 

 These statements reflect Duke Energy Kentucky’s proportionate share of the East Bend generating station which is jointly owned with Dayton Power & Light.  

These Financial Statements reflect all normal recurring adjustments that are, in the opinion of management, necessary to fairly present Duke Energy Kentucky’s financial position and results of operations. Amounts reported in the interim Statements of Operations are not necessarily indicative of amounts expected for the respective annual periods due to the effects of seasonal temperature variations on energy consumption, regulatory rulings, the timing of maintenance on electric generating units, changes in mark-to-market valuations, changing commodity prices, and other factors.
Use of Estimates. To conform to generally accepted accounting principles (GAAP) in the United States (U.S.), management makes estimates and assumptions that affect the amounts reported in the Financial Statements and Notes. Although these estimates are based on management’s best available knowledge at the time, actual results could differ. 
Reclassifications. Certain prior period amounts on the Balance Sheets have been reclassified in connection with the adoption of Financial Accounting Standards Board (FASB) Staff Position (FSP) No. FIN 39-1,”Amendment of FASB Interpretation No. 39, Offsetting of Amounts Related to Certain Contracts,” (FSP No. FIN 39-1) on January 1, 2008, the effects of which require retrospective application to the Balance Sheets. 

Unbilled Revenue. Revenues on sales of electricity and gas are recognized when either the service is provided or the product is delivered. Unbilled revenues are estimated by applying an average revenue per kilowatt hour or per thousand cubic feet (Mcf) for all customer classes to the number of estimated kilowatt hours or Mcf’s delivered but not billed. The amount of unbilled revenues can vary significantly period to period as a result of factors including seasonality, weather, customer usage patterns and customer mix. The receivables for unbilled revenues for Duke Energy Kentucky ($21 million and $25 million at March 31, 2008 and December 31, 2007, respectively) are included in the sales of accounts receivable to Cinergy Receivables Company, LLC (Cinergy Receivables). 

2. Inventory 
Inventory consists primarily of coal held for electric generation; materials and supplies; and natural gas held in storage for transmission and sales commitments. Inventory is recorded primarily using the average cost method. 
 
	
	
	

	 
	March 31,
2008

	December 31,
2007


	 
	(in thousands)

	Gas held in storage
	$
3,442
	$
9,140
 

	Fuel for use in electric generation
	
11,936
	
9,010 

	Materials and supplies
	
9,442
 
	
9,241 

	 
	 
	 

	Total Inventory
	$
24,820 
	$
27,391
 

	 
	 
	 


  
3. Debt and Credit Facilities 
Duke Energy Kentucky receives support for its short-term borrowing needs through its participation with Duke Energy and other Duke Energy subsidiaries in a money pool arrangement, which allows Duke Energy Kentucky to better manage its cash and working capital requirements. Under this arrangement, those companies with short-term funds may provide short-term loans to affiliates participating under this arrangement. As of March 31, 2008 and December 31, 2007, Duke Energy Kentucky was in a payable position of less than $500 thousand and $27 million, respectively, classified within Notes payable in the accompanying Balance Sheets. During the three months ended March 31, 2008 and 2007, the $27 million and $25 million change in the money pool, respectively, is reflected as a cash outflow in Notes payable and commercial paper, net within Net cash used in financing activities on the Statements of Cash Flows. 
 Available Credit Facilities and Restrictive Debt Covenants. In March 2008, Duke Energy entered into an amendment to its $2.65 billion master credit facility whereby the borrowing capacity was increased by $550 million to $3.2 billion. Pursuant to the amendment, the borrowing sub limit of Duke Energy Kentucky did not change.  Duke Energy Kentucky has a borrowing sub limit of $100 million under the master credit facility.
The issuance of commercial paper, letters of credit and other borrowings reduces the amount available under the credit facility. 
Duke Energy’s credit agreement contains various financial and other covenants, including, but not limited to, a covenant regarding the debt-to-total capitalization ratio at Duke Energy, Duke Energy Ohio and Duke Energy Kentucky to not exceed 65%. Failure to meet these covenants beyond applicable grace periods could result in accelerated due dates and/or termination of the agreements. As of March 31, 2008, Duke Energy Kentucky was in compliance with those covenants. In addition, some credit agreements may allow for acceleration of payments or termination of the agreements due to nonpayment, or the acceleration of other significant indebtedness of the borrower or some of its subsidiaries. None of the debt or credit agreements contain material adverse change clauses. 
While Duke Energy Kentucky has plans to refund and refinance its tax exempt auction rate bonds, which had an outstanding balance of $77 million at March 31, 2008, the timing of such refinancing transactions is uncertain and subject to market conditions.  
4. Employee Benefit Obligations 
Duke Energy Kentucky participates in pension and other postretirement benefit plans sponsored by Cinergy. Duke Energy Kentucky’s net periodic benefit costs as allocated by Cinergy were as follows: 
 
	
	
	

	 
	Three Months
Ended
March 31,
2008

	Three Months
Ended
March 31,
2007


	
	(in thousands)

	Qualified Pension Benefits
	$
266

	$
747


	Other Postretirement Benefits
	$
318

	$
346



 
 

Duke Energy’s policy is to fund amounts for its U.S. qualified and non-qualified pension plans on an actuarial basis to provide assets sufficient to meet benefit payments to be paid to plan participants. Duke Energy did not make contributions to the legacy Cinergy qualified or non-qualified pension plans during the three months ended March 31, 2008 or 2007. Duke Energy does not anticipate making contributions to the legacy Cinergy qualified or non-qualified pension plans during 2008.  Duke Energy Kentucky expensed pre-tax employer matching contributions of less than $1 million for each of the three months ended March 31, 2008 and 2007.
5. Intangibles 
The carrying amount of emission allowances in intangible assets as of March 31, 2008 and December 31, 2007 is $6 million and $7 million, respectively. 

         The carrying values of emission allowances sold or consumed during the three months ended March 31, 2008 and 2007 were $1 million and $3 million, respectively.
6. Related Party Transactions 
Duke Energy Kentucky engages in related party transactions. These transactions are generally performed at cost and in accordance with the applicable state and federal commission regulations. Balances due to or due from related parties included in the Balance Sheets as of March 31, 2008 and December 31, 2007 are as follows: 
 
	
	
	

	 
	March 31,
2008 

 
	December 31,
2007 

 

	 
	(in thousands)

	Accounts Receivable(a)
	$
1,019
 
	$
3,660
 

	Accounts Payable(a)
	$
30,933
	$
26,429


 
(a)
Balances exclude assets or liabilities associated with accrued pension and other postretirement benefits, Cinergy Receivables and money pool arrangements as discussed below. 
Duke Energy Kentucky is allocated its proportionate share of corporate governance and other costs by a consolidated affiliate of Duke Energy and a consolidated affiliate of Cinergy.  Corporate governance and other shared services costs are primarily allocations of corporate costs, such as human resources, legal and accounting fees, as well as other third party costs. The expenses associated with certain allocated corporate governance and other service costs for Duke Energy Kentucky, which are recorded in Operation, maintenance and other within Operating Expenses on the Statements of Operations were $12 million and $11 million for the three months ended March 31, 2008 and 2007, respectively. 
See Note 4 for detail on expense amounts allocated from Cinergy to Duke Energy Kentucky related to Duke Energy Kentucky’s participation in Cinergy’s qualified and non-qualified defined benefit pension plans and postretirement health care and insurance benefits. Additionally, Duke Energy Kentucky has been allocated accrued pension and other postretirement benefit obligations from Cinergy of approximately $23 million at March 31, 2008 and December 31, 2007. These amounts have been classified in the Balance Sheets as follows: 
 
	
	
	

	 
	March 31,
2008 

 
	December 31,
2007 

 

	 
	(in thousands)

	Other current liabilities
	$
      101
 
	$
     101
 

	Accrued pension and other postretirement benefit costs
	$
 22,702

	$
 22,505


	Other deferred credits and other liabilities
	$
      492

	$
     456


Additionally, certain trade receivables have been sold by Duke Energy Kentucky to Cinergy Receivables, an unconsolidated entity formed by Cinergy. The proceeds obtained from the sales of receivables are largely cash but do include a subordinated note from Cinergy Receivables for a portion of the purchase price. This subordinated note is classified by Duke Energy Kentucky as Receivables in the Balance Sheets and was approximately $27 million and $29 million as of March 31, 2008 and December 31, 2007, respectively. The interest income associated with Cinergy Receivables for Duke Energy Kentucky, which is recorded in Other Income and Expenses, net on the Statements of Operations, was approximately $1 million for the three months ended March 31, 2008 and 2007.
Duke Energy Kentucky participates in a money pool with Duke Energy and other Duke Energy subsidiaries. As of March 31, 2008 and December 31, 2007, Duke Energy Kentucky was in a payable position of less than $500 thousand and $27 million, respectively, classified within Notes payable in the accompanying Balance Sheets.  See Note 3 for further discussion of the money pool arrangement. 

7. Risk Management Instruments

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


Interest Rate (Fair Value or Cash Flow) Hedges. Changes in interest rates expose Duke Energy Kentucky to risk as a result of its issuance of variable and fixed rate debt. Duke Energy Kentucky manages its interest rate exposure by limiting its variable-rate exposures to a percentage of total capitalization and by monitoring the effects of market changes in interest rates. Duke Energy Kentucky also enters into interest rate swaps to manage and mitigate interest rate risk exposure. 
Duke Energy Kentucky’s recognized interest rate derivative ineffectiveness was not material to its results of operations, cash flows or financial position in 2008 and 2007. 
See Note 10 for additional information related to the fair value of Duke Energy Kentucky’s derivative instruments.

8. Regulatory Matters 

Regulatory Merger Approvals. On April 3, 2006, the merger between Duke Energy and Cinergy was consummated to create a newly formed company, Duke Energy Holding Corp. (subsequently renamed Duke Energy Corporation). As a condition to the merger approval, the Kentucky Public Service Commission (KPSC) required that certain merger related savings be shared with consumers in Kentucky. The commissions also required Duke Energy Kentucky to meet additional conditions. Key elements of these conditions include: 
•
The KPSC required that Duke Energy Kentucky provide $8 million in rate reductions to its customers over five years, ending when new rates are established in the next rate case after January 1, 2008. Approximately $1 million of the rate reduction was passed through to customers during both the three months ended March 31, 2008 and 2007. 
•
The FERC approved the merger without conditions. 
Franchised Electric and Gas. Rate Related Information. The KPSC approves rates for retail electric and gas services within the Commonwealth of Kentucky.  The FERC approves rates for electric sales to wholesale customers served under cost-based rates. 
Duke Energy Kentucky Gas Rate Cases. In 2002, the KPSC approved Duke Energy Kentucky’s gas base rate case which included, among other things, recovery of costs associated with an accelerated gas main replacement program. The approval authorized a tracking mechanism to recover certain costs including depreciation and a rate of return on the program’s capital expenditures. The Kentucky Attorney General appealed to the Franklin Circuit Court the KPSC’s approval of the tracking mechanism as well as the KPSC’s subsequent approval of annual rate adjustments under this tracking mechanism. In 2005, both Duke Energy Kentucky and the KPSC requested that the court dismiss these cases. 
In February 2005, Duke Energy Kentucky filed a gas base rate case with the KPSC requesting approval to continue the tracking mechanism and for a $14 million annual increase in base rates. A portion of the requested increase is attributable to recovery of the current cost of the accelerated main replacement program in base rates. In December 2005, the KPSC approved an annual rate increase of $8 million and re-approved the tracking mechanism through 2011. In February 2006, the Kentucky Attorney General appealed the KPSC’s order to the Franklin Circuit Court, claiming that the order improperly allows Duke Energy Kentucky to increase its rates for gas main replacement costs in between general rate cases, and also claiming that the order improperly allows Duke Energy Kentucky to earn a return on investment for the costs recovered under the tracking mechanism which permits Duke Energy Kentucky to recover its gas main replacement costs. 
In August 2007, the Franklin Circuit Court consolidated all the pending appeals and ruled that the KPSC lacks legal authority to approve the gas main replacement tracking mechanism, and any other annual rate adjustments under the tracking mechanism. To date, Duke Energy Kentucky has collected approximately $9 million in annual rate adjustments under the tracking mechanism. Duke Energy Kentucky and the KPSC have appealed these cases to the Kentucky Court of Appeals and Duke Energy Kentucky continues to utilize tracking mechanisms in its billed rates to customers. At this time, Duke Energy Kentucky cannot predict the outcome of these proceedings. 

Duke Energy Kentucky Electric Rate Case. In May 2006, Duke Energy Kentucky filed an application for an increase in its base electric rates of approximately $67 million in revenue, or approximately 28 percent, to be effective in January 2007 pursuant to the KPSC’s 2003 Order approving the transfer of 1,100 MW of generating assets from Duke Energy Ohio to Duke Energy Kentucky. In the fourth quarter of 2006, the KPSC approved the settlement agreement resolving all the issues raised in the proceeding. Among other things, the settlement agreement provided for a $49 million increase in Duke Energy Kentucky’s base electric rates and reinstitution of the fuel cost recovery mechanism, which had been frozen since 2001. The settlement agreement also provided for Duke Energy Kentucky to obtain KPSC approval for a back-up power supply plan. In January 2007, Duke Energy Kentucky filed a back-up power supply plan with the KPSC which was approved in March 2007.  The back-up power supply plan included provisions for purchasing fixed-price products for backup power associated with planned outages using fixed price products, and from the Day-Ahead and Real-Time energy markets available from the Midwest Independent Transmission System Operator, Inc. (Midwest ISO) for forced outages.
Energy Efficiency. On November 15, 2007, Duke Energy Kentucky filed its annual application to continue existing energy efficiency programs, consisting of nine residential and two commercial and industrial programs, and to true-up its gas and electric tracking mechanism for recovery of lost revenues, program costs and shared savings. On February 11, 2008, Duke Energy Kentucky filed a motion to amend its energy efficiency programs and applied to reinstitute a low income Home Energy Assistance Program. By Order dated May 14, 2008, the KPSC approved Duke Energy Kentucky’s application to continue its energy efficiency program offerings.  The Home Energy Assistance Program matter remains pending. 
Midwest ISO  Resource Adequacy Filing.  On December 28, 2007, the Midwest ISO filed its “Electric Tariff Filing Regarding Resource Adequacy” in compliance with the FERC’s request that Midwest ISO file Phase II of its long-term Resource Adequacy plan by December 2007. The proposal establishes a resource adequacy requirement in the form of planning reserve margin. On March 26, 2008, the FERC ruled on the Midwest ISO’s Resource Adequacy filing and ordered that the new tariff be effective March 27, 2008. This action established a Midwest ISO-wide resource adequacy requirement for the first Planning Year. In the Order, the FERC clarified that States have the authority to set their own planning reserve margins, as long as they are consistent with any FERC-approved reliability standard. The FERC also rejected the use of power purchase agreements or seller’s choice contracts as capacity resources if the contracts do not specify resources. Duke Energy Kentucky does not believe the Midwest ISO resource adequacy requirement will have a material impact on its results of operations, cash flows, or financial position. 

Midwest ISO’s Establishment of an Ancillary Services Market. On February 25, 2008, the FERC conditionally accepted the Midwest ISO proposal to implement a day-ahead and real-time ancillary services market (ASM), including a scarcity pricing proposal. The FERC’s conditional approval is based upon the “cost benefits” verification. By approving the ASM proposal, the FERC essentially approved the transfer and consolidation Balancing Authority responsibility in the Midwest ISO so that it will become the North American Electric Reliability Council-certified Balancing Authority for the entire Midwest ISO Balancing Authority Area. This transfer will allow the Midwest ISO to determine operating reserve requirements and procure operating reserves from all qualified resources from an organized market, in place of the current system of local management and procurement of reserves by the 24 Balancing Authorities. The FERC also approved the adoption of conduct and impact mitigation tests that are the same as those now used in the Midwest ISO’s energy market. These tests, along with a comprehensive package of market mitigation measures, will ensure that ancillary services market rates are just and reasonable as the region moves from cost-based rates to market-based rates. The Order also maintained the proposed ASM launch date of June 1, 2008. On March 21, 2008, MISO informed the FERC that it was delaying the ASM launch date until September 9, 2008. At this time, Duke Energy Kentucky does not believe the establishment of the Midwest Ancillary Services Market will have a material impact on its results of operations, cash flows, or financial position.

9. Commitments and Contingencies 
 Environmental 
Duke Energy Kentucky is subject to federal, state and local regulations regarding air and water quality, hazardous and solid waste disposal and other environmental matters. These regulations can be changed from time to time, imposing new obligations on Duke Energy Kentucky. 
Remediation activities. Duke Energy Kentucky is responsible for environmental remediation at various contaminated sites. These include some properties that are part of ongoing Duke Energy Kentucky operations, sites formerly owned or used by Duke Energy Kentucky entities, and sites owned by third parties. Remediation typically involves management of contaminated soils and may involve groundwater remediation. Managed in conjunction with relevant federal, state and local agencies, activities vary with site conditions and locations, remedial requirements, complexity and sharing of responsibility. If remediation activities involve statutory joint and several liability provisions, strict liability, or cost recovery or contribution actions, Duke Energy Kentucky could potentially be held responsible for contamination caused by other parties. In some instances, Duke Energy Kentucky may share liability associated with contamination with other potentially responsible parties, and may also benefit from insurance policies or contractual indemnities that cover some or all cleanup costs. All of these sites generally are managed in the normal course of business or affiliate operations. Duke Energy Kentucky believes that completion or resolution of these matters will have no material adverse effect on its results of operations, cash flows or financial position. 
Clean Water Act 316(b). The U.S. Environmental Protection Agency (EPA) finalized its cooling water intake structures rule in July 2004. The rule established aquatic protection requirements for existing facilities that withdraw 50 million gallons or more of water per day from rivers, streams, lakes, reservoirs, estuaries, oceans, or other U.S. waters for cooling purposes.  Coal-fired generating facilities in which Duke Energy Kentucky is either a whole or partial owner are affected sources under that rule. On January 25, 2007, the U.S. Court of Appeals for the Second Circuit issued its opinion in Riverkeeper, Inc. v. EPA, Nos. 04-6692-ag(L) et. al. (2d Cir. 2007) remanding most aspects of EPA’s rule back to the agency. The court effectively disallowed those portions of the rule most favorable to industry, and the decision creates a great deal of uncertainty regarding future requirements and their timing. Duke Energy Kentucky is still unable to estimate costs to comply with the EPA’s rule, although it is expected that costs will increase as a result of the court’s decision. The magnitude of any such increase cannot be estimated at this time. On April 14, 2008, the U.S. Supreme Court issued an order granting review of the case. A decision is not likely until 2009 after briefs are submitted and oral argument occurs.
Clean Air Interstate Rule (CAIR). The EPA finalized its CAIR in May 2005. The CAIR limits total annual and summertime nitrogen oxides (NOx) emissions and annual sulfur dioxide (SO2) emissions from electric generating facilities across the Eastern U.S. through a two-phased cap-and-trade program. Phase 1 begins in 2009 for NOx and in 2010 for SO2. Phase 2 begins in 2015 for both NOx and SO2. Duke Energy Kentucky currently estimates that it will spend approximately $10 million between 2008 and 2012 to comply with Phase 1 of CAIR at plants that Duke Energy Ohio owns or partially owns but does not operate. Duke Energy Kentucky currently estimates that it will not incur any significant costs for complying with Phase 2 of CAIR.
On March 25, 2008, the U.S. Court of Appeals for the District of Columbia heard oral arguments in a case involving multiple challenges to the CAIR. Nearly all aspects of the rule were challenged, but Duke Energy challenged only the portions pertaining to sulfur dioxide allowance allocations. A decision is expected in the summer of 2008. The outcome and any resulting consequences cannot be estimated at this time.  
Clean Air Mercury Rule (CAMR). THE EPA finalized its CAMR in May 2005. The CAMR was to have limited total annual mercury emissions from coal-fired power plants across the U.S. through a two-phased cap-and-trade program beginning in 2010. On February 8, 2008 the U.S. Court of Appeals for the District of Columbia issued its opinion in New Jersey v. EPA, No. 05-1097 vacating the CAMR. The decision creates uncertainty regarding future mercury emission reduction requirements and their timing. The EPA and utilities have requested rehearing of the D.C. Circuit Court decision by the entire D.C. Circuit panel (en banc review). The court has ordered briefing on whether it should accept the case for en banc review. Thus, the matter remains unsettled until the court decides whether to rehear the case. Barring reversal of the decision if reheard, there will be a delay in the implementation of federal mercury requirements for existing coal-fired power plants while EPA conducts a new rulemaking. Duke Energy Kentucky is unable to estimate the costs to comply with a new EPA rule, although it is expected that costs will increase as a result of the court’s decision. 
Coal Combustion Product (CCP) Management. Duke Energy Ohio currently estimates that it will spend approximately $14 million over the period 2008-2012 to install synthetic caps and liners at existing and new CCP landfills and to convert CCP handling systems from wet to dry systems. 
Extended Environmental Activities and Accruals. Included in Other Deferred Credits and Other Liabilities on the Balance Sheets were total accruals related to extended environmental-related activities of approximately $2 million as of March 31, 2008 and December 31, 2007. These accruals represent Duke Energy Kentucky’s provisions for costs associated with remediation activities at some of its current and former sites, as well as other relevant environmental contingent liabilities. Duke Energy Kentucky believes that completion or resolution of these matters will have no material impact on its results of operations, cash flows or financial position. 
Litigation 
Section 126 Petitions. In March 2004, the state of North Carolina filed a petition under Section 126 of the CAA in which it alleges that sources in 13 upwind states, including Kentucky, significantly contribute to North Carolina’s non-attainment with certain ambient air quality standards. In August 2005, the EPA issued a proposed response to the petition. The EPA proposed to deny the ozone portion of the petition based upon a lack of contribution to air quality by the named states. The EPA also proposed to deny the particulate matter portion of the petition based upon the CAIR Federal Implementation Plan (FIP), that would address the air quality concerns from neighboring states. On April 28, 2006, the EPA denied North Carolina’s petition based upon the final CAIR FIP described above. North Carolina has filed a legal challenge to the EPA’s denial. 
Carbon Dioxide (CO2) Litigation. In July 2004, the states of Connecticut, New York, California, Iowa, New Jersey, Rhode Island, Vermont, Wisconsin and the City of New York brought a lawsuit in the U.S. District Court for the Southern District of New York against Cinergy, American Electric Power Company, Inc., American Electric Power Service Corporation, The Southern Company, Tennessee Valley Authority, and Xcel Energy Inc. A similar lawsuit was filed in the U.S. District Court for the Southern District of New York against the same companies by Open Space Institute, Inc., Open Space Conservancy, Inc., and The Audubon Society of New Hampshire. These lawsuits allege that the defendants’ emissions of CO2 from the combustion of fossil fuels at electric generating facilities contribute to global warming and amount to a public nuisance. The complaints also allege that the defendants could generate the same amount of electricity while emitting significantly less CO2. The plaintiffs are seeking an injunction requiring each defendant to cap its CO2 emissions and then reduce them by a specified percentage each year for at least a decade. In September 2005, the District Court granted the defendants’ motion to dismiss the lawsuit. The plaintiffs have appealed this ruling to the Second Circuit Court of Appeals. Oral argument was held before the Second Circuit Court of Appeals on June 7, 2006. It is not possible to predict with certainty whether Duke Energy Kentucky will incur any liability or to estimate the damages, if any, that Duke Energy Kentucky might incur in connection with this matter. 
Hurricane Katrina Lawsuit. In April 2006, Cinergy was named in the third amended complaint of a purported class action lawsuit filed in the U.S. District Court for the Southern District of Mississippi. Plaintiffs claim that Cinergy, along with numerous other utilities, oil companies, coal companies and chemical companies, are liable for damages relating to losses suffered by victims of Hurricane Katrina. Plaintiffs claim that defendants’ greenhouse gas emissions contributed to the frequency and intensity of storms such as Hurricane Katrina. In October 2006, Cinergy was served with this lawsuit. On August 30, 2007, the court dismissed the case. The plaintiffs have filed their notice of appeal to the Fifth Circuit Court of Appeals. Briefing is ongoing in the Fifth Circuit. It is not possible to predict with certainty whether Duke Energy Kentucky will incur any liability or to estimate the damages, if any, that Duke Energy Kentucky might incur in connection with this matter. 
Other Litigation and Legal Proceedings. Duke Energy Kentucky is involved in other legal, tax and regulatory proceedings arising in the ordinary course of business, some of which involve substantial amounts. Duke Energy Kentucky believes that the final disposition of these proceedings will not have a material adverse effect on its results of operations, cash flows or financial position. 
Duke Energy Kentucky has exposure to certain legal matters that are described herein. As of March 31, 2008 and December 31, 2007, Duke Energy Kentucky has recorded immaterial reserves for these proceedings and exposures. Duke Energy Kentucky expenses legal costs related to the defense of loss contingencies as incurred. 
 
Other Commitments and Contingencies 
Other. Duke Energy Kentucky enters into various commitments to purchase or sell power or capacity that may or may not be recognized on the Balance Sheets. 
10. Fair Value of Financial Assets and Liabilities



On January 1, 2008, Duke Energy Kentucky adopted SFAS No. 157, “Fair Value Measurements,” (SFAS No. 157).  Duke Energy Kentucky’s adoption of SFAS No. 157 is currently limited to financial instruments and to non-financial derivatives as, in February 2008, the FASB issued FSP No. 157-2, which delayed the effective date of SFAS No. 157 for one year for nonfinancial assets and liabilities, except for items that are recognized or disclosed at fair value in the financial statements on a recurring basis. There was no cumulative effect adjustment to retained earnings for Duke Energy Kentucky as a result of the adoption of SFAS No. 157.  


SFAS No. 157 defines fair value, establishes a framework for measuring fair value in GAAP and expands disclosure requirements about fair value measurements. Under SFAS No. 157, fair value is considered to be the exchange price in an orderly transaction between market participants to sell an asset or transfer a liability at the measurement date. The fair value definition under SFAS No. 157 focuses on an exit price, which is the price that would be received by Duke Energy Kentucky to sell an asset or paid to transfer a liability versus an entry price, which would be the price paid to acquire an asset or received to assume a liability. Although SFAS No. 157 does not require additional fair value measurements, it applies to other accounting pronouncements that require or permit fair value measurements. 


Duke Energy Kentucky determines fair value of financial assets and liabilities based on the following fair value hierarchy, as prescribed by SFAS No. 157, which prioritizes the inputs to valuation techniques used to measure fair value into three levels:


Level 1 inputs – unadjusted quoted prices in active markets for identical assets or liabilities that Duke Energy Kentucky has the ability to access. An active market for the asset or liability is one in which transactions for the asset or liability occur with sufficient frequency and volume to provide ongoing pricing information. Duke Energy Kentucky does not adjust quoted market prices on Level 1 inputs for any blockage factor.


Level 2 inputs – inputs other than quoted market prices included in Level 1 that are observable, either directly or indirectly, for the asset or liability. Level 2 inputs include, but are not limited to, quoted prices for similar assets or liabilities in an active market, quoted prices for identical or similar assets or liabilities in markets that are not active and inputs other than quoted market prices that are observable for the asset or liability, such as interest rate curves and yield curves observable at commonly quoted intervals, volatilities, credit risk and default rates. 


Level 3 inputs – unobservable inputs for the asset or liability.  

In February 2007, the FASB issued SFAS No. 159, “The Fair Value Option for Financial Assets and Financial Liabilities-including an amendment of FASB Statement No. 115” (SFAS No. 159), which permits entities to elect to measure many financial instruments and certain other items at fair value. For Duke Energy Kentucky, SFAS No. 159 was effective as of January 1, 2008 and had no impact on amounts presented for periods prior to the effective date. Duke Energy Kentucky does not currently have any financial assets or financial liabilities for which the provisions of SFAS No. 159 have been elected. However, in the future, Duke Energy Kentucky may elect to measure certain financial instruments at fair value in accordance with this standard.

The following table provides the fair value measurement amounts for assets and liabilities recorded on Duke Energy Kentucky’s Balance Sheets at fair value at March 31, 2008:

	 
	Total Fair Value Amounts at

March 31, 2008
 
	 Level 1

	Level 2
 
	Level 3
 

	 

	Description
	(in thousands)

	Derivatives Assets
	$
290
	$
—
	$
(28)
	$
318

	
	
	
	
	

	Derivatives Liabilities
	$
3,074
	$
—
	$
3,074

	$
—

	 
	
	
	
	


The following table provides a reconciliation of beginning and ending balances of assets measured at fair value on a recurring basis where the determination of fair value includes significant unobservable inputs (Level 3): 

	 
	Derivatives (net)


	 

	(in thousands)
	(in thousands)

	Balance at January 1, 2008
	$
—


	   Total pre-tax gain included in other comprehensive Income
	                 318   

	Balance at March 31, 2008
	$
318



11. New Accounting Standards

The following new accounting standards were adopted by Duke Energy Kentucky subsequent to March 31, 2007 and the impact of such adoption, if applicable, has been presented in the accompanying Consolidated Financial Statements: 
SFAS No. 157. Refer to Note 10 for a discussion of Duke Energy Ohio’s adoption of SFAS No. 157. 
SFAS No. 159. Refer to Note 10 for a discussion of Duke Energy Ohio’s adoption of SFAS No. 159. 

FSP No. FIN 39-1. Refer to Note 1 for a discussion of Duke Energy Ohio’s adoption of FSP No. FIN 39-1.
The following new accounting standards have been issued, but have not yet been adopted by Duke Energy Ohio as of March 31, 2008:
SFAS No. 161, “Disclosures about Derivative Instruments and Hedging Activities – an amendment to FASB Statement No. 133” (SFAS No. 161). In March 2008, the FASB issued SFAS No. 161, which amends and expands the disclosure requirements for derivative instruments and hedging activities prescribed by SFAS No. 133, “Accounting for Derivative Instruments and Hedging Activities.” SFAS No. 161 requires qualitative disclosures about objectives and strategies for using derivatives, quantitative disclosures about fair value amounts of and gains and losses on derivative instruments, and disclosures about credit-risk-related contingent features in derivative agreements. Duke Energy Kentucky will adopt SFAS No. 161 as of January 1, 2009 and SFAS No. 161 encourages, but does not require, comparative disclosure for earlier periods at initial adoption. The adoption of SFAS No. 161 will not have any impact on Duke Energy Kentucky’s results of operations, cash flows or financial position.   
 12. Income Taxes and Other Taxes 
The taxable income of Duke Energy Kentucky is reflected in Duke Energy’s U.S. federal and state income tax returns. Duke Energy Kentucky has a tax sharing agreement with Duke Energy, where the separate return method is used to allocate tax expenses and benefits to the subsidiaries whose investments or results of operations provide these tax expenses and benefits. The accounting for income taxes essentially represents the income taxes that Duke Energy Kentucky would incur if Duke Energy Kentucky were a separate company filing its own tax return as a C-Corporation. 

At March 31, 2008, Duke Energy Kentucky has approximately $238 thousand recorded for unrecognized tax benefits and no portion of the total unrecognized tax benefits would, if recognized, affect the effective tax rate.  It is reasonably possible that Duke Energy Kentucky will reflect an approximate $250 thousand reduction in unrecognized tax benefits within the next twelve months due to expected settlements.

During the three months ended March 31, 2008, Duke Energy Kentucky recognized net interest income of approximately $16 thousand. At March 31, 2008, Duke Energy Kentucky had approximately $321 thousand of interest receivable, which reflects all interest related to income taxes, and no accrued penalties.

Duke Energy Kentucky has the following tax years open:

	Jurisdiction
	Tax Years

	Federal
	2000 and after

	State
	Closed through 2001, with the exception of any adjustments related to open federal years


 13. Subsequent Events
For information on subsequent events related to regulatory matters and commitments and contingencies, see Notes 8 and 9, respectively. 
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