Duke Energy Kentucky, Inc.
Condensed Financial Statements

(Unaudited)

June 30, 2007
DUKE EnERGY KENTUCKY, Inc.
statements of OPERATIONS 

	
	Year To Date

	
	June 30,

	
	2007
	2006

	
	(in thousands)

	
	
	
	
	

	Operating Revenues
	
	
	
	

	Electric
	$
	162,619
	$
	129,786

	Gas
	
	88,312
	
	79,391

	Total Operating Revenues
	
	250,931
	
	209,177

	
	
	
	
	

	
	
	
	
	

	Operating Expenses
	
	
	
	

	Natural gas and petroleum products purchased
	
	61,241
	
	55,635

	Operation, maintenance, and other
	
	63,463
	
	59,465

	Fuel used in electric generation and purchased power
	
	66,969
	
	53,337

	Depreciation and amortization
	
	18,988
	
	18,637

	Property and other taxes
	
	6,847
	
	4,925

	Loss on sales of other assets and other, net
	
	50
	
	-    

	Total Operating Expenses
	
	217,558
	
	191,999

	
	
	
	
	

	
	
	
	
	

	Operating Income 
	
	33,373
	
	17,178

	
	
	
	
	

	
	
	
	
	

	Other Income and Expenses, net
	
	2,363
	
	2,097

	Interest Expense
	
	8,611
	
	7,854

	
	
	
	
	

	
	
	
	
	

	Income Before Income Taxes
	
	27,125
	
	11,421

	
	
	
	
	

	
	
	
	
	

	Income Tax Expense 
	
	       10,514
	
	3,510

	
	
	
	
	

	Net  Income 
	$
	16,611
	$
	7,911

	
	
	
	
	

	
	
	
	
	

	See Notes to Unaudited Financial Statements


Duke Energy Kentucky, inc.
balance sheets
	assets
	June 30,
	December 31,

	
	2007
	2006

	
	(in thousands)

	
	
	
	
	

	Current Assets
	
	
	
	

	Cash and cash equivalents
	$
	6,151
	$
	6,593

	Receivables (net of allowance for doubtful accounts of $303 at June 30, 2007 and $242 at December 31, 2006)
	
	31,804
	
	32,768

	Inventory
	
	27,319
	
	29,002

	Other
	
	33,145
	
	11,127

	Total current assets
	
	98,419
	
	79,490

	
	
	
	
	

	
	
	
	
	

	Investments and Other Assets
	
	
	
	

	Intangible assets
	
	10,228
	
	12,470

	Other
	
	1,980
	
	1,541

	Total investments and other assets
	
	12,208
	
	14,011

	
	
	
	
	

	
	
	
	
	

	Property, Plant, and Equipment
	
	
	
	

	Cost
	
	1,479,947
	
	1,451,463

	Less accumulated depreciation and amortization
	
	615,332
	
	599,625

	Net property, plant, and equipment
	
	864,615
	
	851,838

	
	
	
	
	

	
	
	
	
	

	Regulatory Assets and Deferred Debits
	
	
	
	

	Deferred debt expense
	
	5,648
	
	5,827

	Other
	
	25,670
	
	29,167

	Total regulatory assets and deferred debits
	
	31,318
	
	34,994

	
	
	
	
	

	
	
	
	
	

	Total Assets
	$
	1,006,560
	$
	980,333

	
	
	
	
	

	
	
	
	
	

	See Notes to Unaudited Financial Statements


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

	
	June 30,
	December 31,

	
	2007
	2006

	
	(in thousands)

	
	
	
	
	

	Current Liabilities
	
	
	
	

	Accounts payable
	$
	54,228
	$
	45,122

	Notes payable and commercial paper
	
	37,426
	
	42,603

	Taxes accrued
	
	15,241
	
	6,603

	Interest accrued
	
	3,118
	
	2,808

	Current maturities of long-term debt 
	
	21,541
	
	1,318

	Other
	
	9,888
	
	11,128

	Total current liabilities
	
	141,442
	
	109,582

	
	
	
	
	

	
	
	
	
	

	Long-term Debt
	
	262,275
	
	283,192

	
	
	
	
	

	
	
	
	
	

	Deferred Credits and Other Liabilities
	
	
	
	

	Deferred income taxes
	
	152,216
	
	149,016

	Investment tax credit
	
	6,107
	
	6,634

	Accrued pension and other postretirement benefit costs
	
	29,749
	
	36,497

	Regulatory liabilities
	
	32,343
	
	29,432

	Asset retirement obligations
	
	8,509
	
	8,266

	Other
	
	4,077
	
	8,366

	Total deferred credits and other liabilities
	
	233,001
	
	238,211

	
	
	
	
	

	Commitments and Contingencies
	
	
	
	

	
	
	
	
	

	
	
	
	
	

	Common Stockholder’s Equity
	
	
	
	

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

	outstanding at June 30, 2007 and December 31, 2006
	
	8,780
	
	8,780

	Paid-in capital
	
	167,494
	
	164,344

	Retained earnings
	
	193,412
	
	176,965

	Accumulated other comprehensive income (loss)
	
	156
	
	(741)

	Total Common Stockholder’s Equity
	
	369,842
	
	349,348

	
	
	
	
	

	
	
	
	
	

	Total Liabilities and Stockholder’s Equity
	$
	1,006,560
	$
	980,333

	
	
	
	
	

	
	
	
	
	

	See Notes to Unaudited Financial Statements


Duke Energy Kentucky, INC.
statements of cash flows

	
	Six Months Ended

	
	June 30,

	
	2007
	2006

	
	(in thousands)

	
	
	
	
	

	Cash Flows from Operating Activities
	
	
	
	

	Net income
	$
	16,611
	$
	7,911

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

	Depreciation and amortization
	
	18,988
	
	18,637

	Losses on sales of equity investments and other assets
	
	50
	
	-    

	Deferred income taxes
	
	1,332
	
	2,576

	Regulatory asset/liability amortization
	
	3,523
	
	2,131

	Contribution to company sponsored pension plan 
	
	(8,793)
	
	-    

	Accrued pension and postretirement benefit costs
	
	1,996
	
	2,048    

	(Increase) decrease in:
	
	
	
	

	Net realized and unrealized mark-to-market and hedging transactions
	
	(1,907)
	
	319

	Receivables
	
	10,969
	
	27,800

	Inventory
	
	1,683
	
	7,353

	Other current assets 
	
	(21,435)
	
	4,169

	Increase (decrease) in:
	
	
	
	

	Accounts payable
	
	8,972
	
	(23,221)

	Taxes accrued
	
	6,415
	
	4,236

	Other current liabilities
	
	721
	
	(90)

	Regulatory asset/liability deferrals
	
	(9,236)
	
	(3,979)

	Other assets
	
	2,310
	
	909

	Other liabilities
	
	867
	
	267

	
	
	
	
	

	
	
	
	
	

	Net cash provided by operating activities
	
	33,066
	
	51,066

	
	
	
	
	

	Cash Flows from Investing Activities
	
	
	
	

	Capital expenditures
	
	(30,900)
	
	(30,666)

	Purchases of emission allowances
	
	(342)
	
	(13,902)

	Sale of emission allowances
	
	523
	
	3,312

	
	
	
	
	

	Net cash used in investing activities
	
	(30,719)
	
	(41,256)

	
	
	
	
	

	Cash Flows from Financing Activities
	
	
	
	

	Issuance of long-term debt
	
	-
	
	114,602

	Redemption of long-term debt
	
	(732)
	
	(15,591)

	     Notes payable and commercial paper
	
	(5,177)
	
	(110,553)

	     Contribution from parent
	
	3,150
	
	-

	     Other
	
	(30)
	
	(1,690)

	
	
	
	
	

	Net cash used in financing activities
	
	(2,789)
	
	(13,232)

	
	
	
	
	

	Net decrease  in cash and cash equivalents
	
	(442)
	
	(3,422)

	
	
	
	
	

	Cash and cash equivalents at beginning of period
	
	6,593
	
	9,876

	
	
	
	
	

	Cash and cash equivalents at end of period
	$
	6,151
	$
	6,454

	
	
	
	
	

	
	
	
	
	

	Supplemental Disclosure of Cash Flow Information
	
	
	
	

	
	
	
	
	

	Non-cash financing and investing activities:
	
	
	
	

	Equity contribution from parent company for acquisition of net generating assets
	
	-
	
	139,855

	Allowance for funds used during construction (AFUDC) – equity component
	
	162
	
	369

	
	
	
	
	

	
	
	
	
	

	                                                                           See Notes to Unaudited Financial Statements
	
	
	
	


Notes to Condensed Financial Statements 

(Unaudited)

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 common stock is wholly owned by Duke Energy Ohio, an Ohio corporation organized in 1837, which is wholly owned by Cinergy Corp., a Delaware corporation organized in 1993.

On April 3, 2006, Duke Energy Corporation (Old Duke Energy) and Cinergy Corp. merged into wholly owned subsidiaries of Duke Energy Holding Corp. (Duke Energy HC), resulting in Duke Energy HC becoming the parent entity.  In connection with the closing of the merger transaction, Duke Energy HC changed its name to Duke Energy Corporation (New Duke Energy or Duke Energy) and Old Duke Energy converted into a limited liability company named Duke Power Company LLC (subsequently renamed Duke Energy Carolinas LLC effective October 1, 2006).  As a result of the merger transaction, each outstanding share of Cinergy common stock was converted into 1.56 shares of common stock of New Duke Energy, and each share of common stock of Old Duke Energy was converted into one share of Duke Energy common stock, which resulted in the issuance of approximately 313 million shares of Duke Energy common stock.  See Note 2 for additional information regarding the merger.  Both Old Duke Energy and New Duke Energy are referred to as Duke Energy herein.

Use of Estimates

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

Reclassifications 

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

2. Duke Energy/Cinergy Merger

On April 3, 2006, the merger between Duke Energy and Cinergy was consummated (see Note 1 for additional information on the merger).  For accounting purposes, the effective date of the merger was April 1, 2006.  The merger combined the Duke Energy and Cinergy regulated franchises as well as deregulated generation in the Midwestern United States (Midwest).  
3. 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 at the lower of cost or market value using the average cost method. 

	
	

	
	June 30,
	December 31,

	
	2007
	2006

	
	(in thousands)

	Inventory 
	
	
	
	

	Fuel for use in electric generation
	$
	9,477
	$
	9,074

	Materials and supplies
	
	9,073
	
	8,940

	Gas stored for current use
	
	8,769
	
	10,988

	
	
	
	
	

	Total Inventory
	$
	27,319
	$
	29,002

	


4. 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.  Prior to the merger, Duke Energy Kentucky participated in a similar money pool arrangement with Cinergy and other Cinergy subsidiaries. As of June 30, 2007 and December 31, 2006, Duke Energy Kentucky was in a payable position of $37.4 million and $42.6 million, respectively.  The change in the money pool from December 31, 2006 to June 30, 2007 is reflected as a $5.2 million cash outflow in Notes payable and commercial paper within Net cash used in financing activities on the Statement of Cash Flows.

In June 2007, Duke Energy closed on the syndication of an amended and restated credit facility, replacing the existing credit facilities totaling $2.65 billion with a 5-year, $2.65 billion master credit facility. Duke Energy Kentucky has a borrowing sub limit under the master credit facility of $100 million. Concurrent with the syndication of the master credit facility, Duke Energy established a new $1.5 billion commercial paper program at Duke Energy and terminated Cinergy’s previously existing commercial paper program.

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 and Duke Energy Kentucky to not exceed 65%. Duke Energy Kentucky’s debt agreements also contain various financial and other covenants.  Failure to meet these covenants beyond applicable grace periods could result in accelerated due dates and/or termination of the agreements. As of June 30, 2007, Duke Energy and Duke Energy Kentucky were in compliance with these 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.  

5.  Employee Benefit Obligations

Duke Energy Kentucky participates in pension and other postretirement benefit plans sponsored by Cinergy. Cinergy’s qualified defined benefit pension plans cover substantially all United States employees meeting certain minimum age and service requirements. Funding for the qualified defined benefit pension plans is based on actuarially determined contributions, the maximum of which is generally the amount deductible for tax purposes and the minimum being that required by the Employee Retirement Income Security Act of 1974, as amended. The pension plans’ assets consist of investments in equity and debt securities. In addition, Cinergy sponsors non-qualified pension plans (plans that do not meet the criteria for certain tax benefits) that cover officers, certain other key employees, and non-employee directors. Cinergy also provides certain health care and life insurance benefits to retired United States employees and their eligible dependents. These benefits are subject to minimum age and service requirements. The health care benefits include medical coverage, dental coverage, and prescription drug coverage and are subject to certain limitations, such as deductibles and co-payments.  

During the six months ended June 30, 2007, Duke Energy made qualified pension benefit contributions of $350 million to the legacy Cinergy qualified pension benefit plans, of which, approximately $9 million represents contributions made by Duke Energy Kentucky.  There were no qualified pension benefit contributions for the six months ended June 30, 2006.  Duke Energy does not anticipate making any additional contributions to its legacy Cinergy qualified pension benefit plans during the remainder of 2007. 

Duke Energy Kentucky’s net periodic benefit costs as allocated by Cinergy were as follows: 

	
	
	
	

	 
	Six Months
Ended
June 30,
2007


	
	Six Months
Ended
June 30,
2006



	
	(in thousands)

	Qualified Pension Benefits

	$
1,305
	 
	$
1,467


	Other Postretirement

	$
691
	 
	$
   581



 

Upon consummation of the merger with Duke Energy, all defined benefit plan obligations were remeasured. Cinergy updated the assumptions used to determine their accrued benefit obligations and prospective net periodic benefit cost to be allocated to Duke Energy Kentucky. 

See Note 10 for a discussion of the effect of adoption of SFAS No. 158, “Employer’s Accounting for Defined Benefit Pension and Other Postretirement Plans, an amendment of FASB Statements No. 87, 88, 106, and 132(R)” (SFAS No. 158).

6.     Intangible Assets

The carrying amount of emission allowances was $10 million and $12 million as June 30, 2007  and December 31, 2006 respectively.   Emission allowances of $4 million were sold or consumed during both the six months ended June 30, 2007 and 2006.  

7.
Regulatory Matters 
Regulatory Merger Approvals

As discussed in Note1 and Note 2, on April 3, 2006, the merger between Duke Energy and Cinergy was consummated to create a newly formed company, Duke Energy Holding Corp. (subsequently renamed Duke Energy Corporation). As a condition to the merger approval, the Kentucky Public Service Commission (KPSC) required that certain merger related savings be shared with consumers in Kentucky.  The commission 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.  Less than $1 million of the rate reduction was passed through to customers during the six months ended June 30, 2007.   During the six months ended June 30, 2006, $1 million was returned to customers on this rate credit.  

The KPSC approves rates for retail electric and gas sales within the state of Kentucky.   The FERC approves rates for electric sales to wholesale customers served under cost-based rates.   The FERC approved the merger without conditions.

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. The plan provided for Duke Energy Kentucky to purchase back-up power through bilateral contracts for scheduled outages. Duke Energy Kentucky will recover these costs through base rates. The plan provided for Duke Energy Kentucky to purchase back-up power through the Midwest Independent System Operator, Inc. (Midwest ISO) energy markets for unscheduled outages. Duke Energy Kentucky will recover these costs through its fuel adjustment clause. The KPSC issued an order in March 2007 approving Duke Energy Kentucky’s back-up power supply plan. 

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 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 tracking mechanisms other than in the context of a general base rate review.  This could result in customers owing Duke Energy Kentucky certain credits that were provided and Duke Energy Kentucky reimbursing revenue collected under such trackers,  approximately $9 million in annual rate adjustments under the gain main replacement tracking mechanism.  Duke Energy Kentucky has appealed these cases to the Kentucky Court of Appeals.  At this time, Duke Energy Kentucky cannot predict the outcome of this litigation.  

FERC To Issue Electric Reliability Standards. 

Consistent with reliability provisions of the Energy Policy Act of 2005, on July 20, 2006, FERC issued its Final Rule certifying North American Electric Reliability Corporation (NERC) as the Electric Reliability Organization. NERC has filed over 100 proposed reliability standards with FERC. On March 16, 2007, FERC issued a final rule establishing mandatory, enforceable reliability standards for the nation’s bulk power system. In the final rule, FERC approved 83 of the 107 mandatory reliability standards submitted by the NERC. FERC will consider the remaining 24 proposed standards for approval once the necessary criteria and procedures are submitted. In the interim, compliance with these 24 standards is expected to continue on a voluntary basis as good utility practice.  Duke Energy Kentucky does not believe that the issuance of these standards will have a material impact on its results of operations, cash flows, or financial position. 

8.
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. Like others in the energy industry, Duke Energy Kentucky and its affiliates are 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 or its affiliates could potentially be held responsible for contamination caused by other parties. In some instances, Duke Energy Kentucky may share liability associated with contamination with other potentially responsible parties, and may also benefit from insurance policies or contractual indemnities that cover some or all cleanup costs. All of these sites generally are managed in the normal course of business or affiliate operations. Management believes that completion or resolution of these matters will have no material adverse effect on Duke Energy Kentucky’s results of operations, cash flows or financial position. 

Clean Water Act. The U.S. Environmental Protection Agency’s (EPA’s) final Clean Water Act Section 316(b) rule became effective July 9, 2004. The rule established aquatic protection requirements for existing facilities that withdraw 50 million gallons or more of water per day from rivers, streams, lakes, reservoirs, estuaries, oceans, or other U.S. waters for cooling purposes. Three of six 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. Although 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. 

Clean Air Mercury Rule (CAMR) and Clean Air Interstate Rule (CAIR). The EPA finalized its CAMR and CAIR in May 2005. The CAMR limits total annual mercury emissions from coal-fired power plants across the United States through a two-phased cap-and-trade program. Phase 1 begins in 2010 and Phase 2 begins in 2018. The CAIR limits total annual and summertime nitrogen oxides (NOx) emissions and annual sulfur dioxide (SO2) emissions from electric generating facilities across the Eastern United States 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 $13 million between 2007 and 2011 to comply with Phase 1 of CAMR and CAIR at plants that Duke Energy Ohio owns or partially owns but does not operate. Duke Energy Kentucky currently estimates that any additional costs it might incur to comply with Phase 1 of CAMR or CAIR above the $13 million will have no material adverse effect on its results of operations, cash flows or financial position. Duke Energy Kentucky currently estimates that it will not incur any significant costs for complying with Phase 2 of CAIR and is currently unable to estimate the cost of complying with Phase 2 of CAMR. 

Extended Environmental Activities, 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 June 30, 2007 and December 31, 2006. These accruals represent Duke Energy Kentucky’s provisions for costs associated with remediation activities at some of its current and former sites, as well as other relevant environmental contingent liabilities. Management believes that completion or resolution of these matters will have no material adverse effect on Duke Energy Kentucky’s 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 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 United States 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 United States District Court for the Southern District of New York against the same companies by Open Space Institute, Inc., Open Space Conservancy, Inc., and The Audubon Society of New Hampshire. These lawsuits allege that the defendants’ emissions of carbon dioxide (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.  

Ontario, Canada Lawsuit. Duke Energy Kentucky understands that a class action lawsuit was filed in Superior Court in Ontario, Canada against Duke Energy Ohio and approximately 20 other utility and power generation companies alleging various claims relating to environmental emissions from coal-fired power generation facilities in the United States and Canada and damages of approximately $50 billion, with continuing damages in the amount of approximately $4 billion annually. Duke Energy Ohio understands that the lawsuit also claims entitlement to punitive and exemplary damages in the amount of $1 billion. Duke Energy Ohio has not yet been served in this lawsuit; however, if served, Duke Energy Ohio intends to defend this lawsuit vigorously in court. At this time, Duke Energy Ohio is not able to predict whether resolution of this matter would have a material effect on its financial position, cash flows or results of operations. 

Hurricane Katrina Lawsuit. In April 2006, Cinergy was named in the third amended complaint of a purported class action lawsuit filed in the United States District Court for the Southern District of Mississippi. Plaintiffs claim that Cinergy, along with numerous other utilities, oil companies, coal companies and chemical companies, 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 and subsequently filed a motion to dismiss. Prior to a ruling on that motion, in December 2006 plaintiffs filed a motion for leave to file a fourth amended complaint to set forth additional claims, add additional parties and to substitute proper parties for improperly named defendants. Specifically, plaintiffs seek to replace holding companies, such as Cinergy, with their operating company subsidiaries, such as Duke Energy Kentucky. It is not possible to predict with certainty whether Duke Energy Kentucky will incur any liability or to estimate the damages, if any, that Duke Energy Kentucky might incur in connection with this matter. 

Other 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. Management believes that the final disposition of these proceedings will not have a material adverse effect on Duke Energy Kentucky’s results of operations, cash flows or financial position. 

Duke Energy Kentucky has exposure to certain legal matters that are described herein. As of June 30, 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. 

9.  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 June 30, 2007 and December 31, 2006 are as follows:

	 
	 
	 

	
	June 30,
	December 31, 

	
	2007
	2006

	
	(in thousands)

	
	
	
	
	

	Accounts Receivable
	$
	584
	$
	4,825

	 
	
	
	
	

	Accounts Payable
	$
	29,898
	$
	20,303

	
	
	
	
	


Duke Energy Kentucky is allocated its proportionate share of corporate governance and other costs by a consolidated affiliate of Duke Energy.  Duke Energy Kentucky is also allocated its proportionate share of other corporate governance costs from a consolidated affiliate of Cinergy.  Corporate governance and other shared services costs are primarily allocations of corporate costs, such as human resources, legal and accounting fees, as well as other third party costs.

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 for the six months ended June 30, 2007 and six months ended June 30, 2006 were as follows:

	
	
	June 30,

	
	
	2007
	
	2006

	
	
	(in thousands)

	Corporate Governance and shared service expenses
	$
	22,566
	$
	27,518

	
	
	
	
	


See Note 5 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 health care and insurance benefits. Additionally, Duke Energy Kentucky has been allocated accrued pension and other postretirement benefit obligations from Cinergy of approximately $31 million at June 30, 2007 and approximately $37 million at December 31, 2006. The above amounts have been classified on the Balance Sheets as follows: 

 

	
	
	

	 
	 

	 
	  June 30,

2007

 
	December 31,

2006

 

	 
	(in thousands)

	Other Current Liabilities
	$   948
	$    948

	Accrued pension and other postretirement benefit costs
	$29,749
	$36,497


Additionally, certain trade receivables have been sold by Duke Energy Kentucky to Cinergy Receivables Company, LLC (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 $13 million and $20 million as of June 30, 2007 and December 31, 2006, respectively.

During the second quarter of 2007 Duke Energy Kentucky received a $3 million capital contribution from its parent, Duke Energy.

Duke Energy Kentucky participates in a money pool with Duke Energy and other Duke Energy subsidiaries. As of June 30, 2007 and December 31, 2006, Duke Energy Kentucky was in a payable position of $37.4 million and $42.6 million, respectively, classified within Notes payable and commercial paper in the accompanying Balance Sheets. See Note 4 for further discussion of the money pool arrangement.

10.
 New Accounting Standards 

The following new accounting standards were adopted by Duke Energy Kentucky subsequent to June 30, 2006 and the impact of such adoption, if applicable, has been presented in the accompanying Financial Statements: 

FSP No. FIN 46(R)-6, “Determining the Variability to Be Considered In Applying FASB Interpretation No. 46(R) (FSP No. FIN 46(R)-6).” In April 2006, the FASB staff issued FSP No. FIN 46(R)-6 to address how to determine the variability to be considered in applying FIN 46(R), “Consolidation of Variable Interest Entities.” The variability that is considered in applying FIN 46(R) affects the determination of whether the entity is a variable interest entity (VIE), which interests are variable interests in the entity, and which party, if any, is the primary beneficiary of the VIE. The variability affects the calculation of expected losses and expected residual returns. This guidance was effective for all entities with which Duke Energy Kentucky first becomes involved or existing entities for which a reconsideration event occurs after July 1, 2006. The adoption of FSP No. FIN 46(R)-6 did not have a material impact on Duke Energy Kentucky’s results of operations, cash flows or financial position. 

SFAS No. 155, “Accounting for Certain Hybrid Financial Instruments—an amendment of FASB Statements No. 133 and 140” (SFAS No. 155). In February 2006, the FASB issued SFAS No. 155, which amends SFAS No. 133, “Accounting for Derivative Instruments and Hedging Activities” and SFAS No. 140, “Accounting for Transfers and Servicing of Financial Assets and Extinguishments of Liabilities.” SFAS No. 155 allows financial instruments that have embedded derivatives to be accounted for at fair value at acquisition, at issuance, or when a previously recognized financial instrument is subject to a remeasurement (new basis) event, on an instrument-by-instrument basis, in cases in which a derivative would otherwise have to be bifurcated. SFAS No. 155 is effective for Duke Energy Kentucky for all financial instruments acquired, issued, or subject to remeasurement after January 1, 2007, and for certain hybrid financial instruments that have been bifurcated prior to the effective date, for which the effect is to be reported as a cumulative-effect adjustment to beginning retained earnings. The adoption of SFAS No. 155 did not have a material impact on Duke Energy Kentucky’s results of operations, cash flows or financial position. 

SFAS No. 156, “Accounting for Servicing of Financial Assets—an amendment of FASB Statement No. 140” (SFAS No. 156). In March 2006, the FASB issued SFAS No. 156, which amends SFAS No. 140, “Accounting for Transfers and Servicing of Financial Assets and Extinguishments of Liabilities.” SFAS No. 156 requires recognition of a servicing asset or liability when an entity enters into arrangements to service financial instruments in certain situations. Such servicing assets or servicing liabilities are required to be initially measured at fair value, if practicable. SFAS No. 156 also allows an entity to subsequently measure its servicing assets or servicing liabilities using either an amortization method or a fair value method. SFAS No. 156 is effective for Duke Energy Kentucky as of January 1, 2007, and must be applied prospectively, except that where an entity elects to remeasure separately recognized existing arrangements and reclassify certain available-for-sale securities to trading securities, any effects must be reported as a cumulative-effect adjustment to retained earnings. The adoption of SFAS No. 156 did not have a material impact on Duke Energy Kentucky’s results of operations, cash flows or financial position. 

SFAS No. 158, “Employer’s Accounting for Defined Benefit Pension and Other Postretirement Plans, an amendment of FASB Statements No. 87, 88, 106, and 132(R)” (SFAS No. 158). In October 2006, the FASB issued SFAS No. 158, which changes the recognition and disclosure provisions and measurement date requirements for an employer’s accounting for defined benefit pension and other postretirement plans. The recognition and disclosure provisions require an employer to (1) recognize the funded status of a benefit plan—measured as the difference between plan assets at fair value and the benefit obligation—in its statement of financial position, (2) recognize as a component of OCI, net of tax, the gains or losses and prior service costs or credits that arise during the period but are not recognized as components of net periodic benefit cost, and (3) disclose in the notes to financial statements certain additional information. SFAS No. 158 does not change the amounts recognized in the income statement as net periodic benefit cost. Duke Energy Kentucky recognized the funded status of its defined benefit pension and other postretirement plans and provided the required additional disclosures as of December 31, 2006. Retrospective application was not permitted.  The adoption of SFAS No. 158’s funded status requirements resulted in an increase in total assets of approximately $22 million (consisting solely of an increase in regulatory assets of $22 million) and an increase in total liabilities of approximately $22 million as of December 31, 2006. The adoption of SFAS No. 158 did not have any material impact on Duke Energy Kentucky’s results of operations or cash flows.

Under the measurement date requirements of SFAS No. 158, an employer is required to measure defined benefit plan assets and obligations as of the date of the employer’s fiscal year-end statement of financial position (with limited exceptions). Historically, Duke Energy Kentucky has measured its plan assets and obligations up to three months prior to the fiscal year-end, as allowed under the authoritative accounting literature. Duke Energy Kentucky adopted the change in measurement date effective January 1, 2007 by remeasuring plan assets and benefit obligations as of that date, pursuant to the transition requirements of SFAS No. 158. Net periodic benefit cost of approximately $416 thousand for the three-month period between September 30, 2006 and December 31, 2006 was recognized, net of tax, as a separate adjustment of retained earnings as of January 1, 2007. Additionally, the changes in plan assets and plan obligations between the September 30, 2006 and December 31, 2006 measurement dates not related to net periodic benefit cost is required to be recognized, net of tax, as a separate adjustment of the opening balance of accumulated other comprehensive income (AOCI) and regulatory assets.  This adjustment was not material. During the second quarter of 2007, Duke Energy Kentucky completed these calculations. The finalization of these actuarial calculations resulted in an immaterial adjustment to AOCI and regulatory assets.  

Staff Accounting Bulletin (SAB) No. 108, “Considering the Effects of Prior Year Misstatements When Quantifying Misstatements in Current Year Financial Statements” (SAB No. 108). In September 2006 the SEC issued SAB No. 108, which provides interpretive guidance on how the effects of the carryover or reversal of prior year misstatements should be considered in quantifying a current year misstatement. Traditionally, there have been two widely-recognized approaches for quantifying the effects of financial statement misstatements. The income statement approach focuses primarily on the impact of a misstatement on the income statement—including the reversing effect of prior year misstatements—but its use can lead to the accumulation of misstatements in the balance sheet. The balance sheet approach, on the other hand, focuses primarily on the effect of correcting the period-end balance sheet with less emphasis on the reversing effects of prior year errors on the income statement. The SEC staff believes that registrants should quantify errors using both a balance sheet and an income statement approach (a “dual approach”) and evaluate whether either approach results in quantifying a misstatement that, when all relevant quantitative and qualitative factors are considered, is material. 

SAB No. 108 was effective for Duke Energy Kentucky’s year ending December 31, 2006. SAB No. 108 permits existing public companies to initially apply its provisions either by (i) restating prior financial statements as if the “dual approach” had always been used or (ii), under certain circumstances, recording the cumulative effect of initially applying the “dual approach” as adjustments to the carrying values of assets and liabilities as of January 1, 2006 with an offsetting adjustment recorded to the opening balance of retained earnings. Duke Energy Kentucky has historically used a dual approach for quantifying identified financial statement misstatements. Therefore, the adoption of SAB No. 108 did not have any material impact on Duke Energy Kentucky’s results of operations, cash flows or financial position. 

FASB Interpretation No (FIN) 48, “Accounting for Uncertainty in Income Taxes—an interpretation of FASB Statement No. 109” (FIN 48). In July 2006, the FASB issued FIN 48, which provides guidance on accounting for income tax positions about which Duke Energy Kentucky has concluded there is a level of uncertainty with respect to the recognition in Duke Energy Kentucky’s financial statements.  FIN 48 prescribes a minimum recognition threshold a tax position is required to meet.  Tax positions are defined very broadly and include not only tax deductions and credits but also decisions not to file in a particular jurisdiction, as well as the taxability of transactions.  Duke Energy Kentucky implemented FIN 48 effective January 1, 2007. The implementation resulted in no cumulative effect adjustment to retained earnings. Entries impacted Deferred income taxes and Other Liabilities. Upon implementation of FIN 48, Duke Energy Kentucky reflects interest expense related to taxes as Interest Expense in the Statements of Operations. In addition, subsequent accounting for FIN 48 (after January 1, 2007) involves an evaluation to determine if any changes have occurred that would impact the existing uncertain tax positions as well as determining whether any new tax positions are uncertain. Any impacts resulting from the evaluation of existing uncertain tax positions or from the recognition of new uncertain tax positions impacts income tax expense and interest expense in the Statement of Operations, with offsetting impacts to the balance sheet line items described above and Taxes accrued. See Note 11 for additional information. 

FASB Staff Position (FSP) No. FIN 48-1, Definition of “Settlement” in FASB Interpretation No. 48 (FSP No. FIN 48-1) In May, 2007, the FASB staff issued FSP No. FIN 48-1 which clarifies the conditions under FIN 48 that should be met for a tax position to be considered effectively settled with the taxing authority.   Duke Energy Kentucky’s implementation of FIN 48 as of January 1, 2007 was consistent with the guidance in this FSP. 

FSP No. AUG AIR-1, “Accounting for Planned Major Maintenance Activities,” (FSP No. AUG AIR-1). In September 2006, the FASB Staff issued FSP No. AUG AIR-1. This FSP prohibits the use of the accrue-in-advance method of accounting for planned major maintenance activities in annual and interim financial reporting periods, if no liability is required to be recorded for an asset retirement obligation based on a legal obligation for which the event obligating the entity has occurred. The FSP also requires disclosures regarding the method of accounting for planned major maintenance activities and the effects of implementing the FSP. The guidance in this FSP was effective for Duke Energy Kentucky as of January 1, 2007 and is required to be applied retrospectively for all financial statements presented. The adoption of FSP No. AUG AIR-1 did not have any material impact on Duke Energy Kentucky’s results of operations, cash flows or financial position. 

Emerging Issues Task Force (EITF) Issue No. 06-3, “How Taxes Collected from Customers and Remitted to Governmental Authorities Should Be Presented in the Income Statement (That Is, Gross versus Net Presentation)” (EITF No. 06-3). In June 2006, the EITF reached a consensus on EITF No. 06-3 to address any tax assessed by a governmental authority that is directly imposed on a revenue-producing transaction between a seller and a customer and may include, but are not limited to, sales, use, value added, and some excise taxes. For taxes within the issue’s scope, the consensus requires that entities present such taxes on either a gross (i.e., included in revenues and costs) or net (i.e., exclude from revenues) basis according to their accounting policies, which should be disclosed. If such taxes are reported gross and are significant, entities should disclose the amounts of those taxes. Disclosures may be made on an aggregate basis. The consensus was effective for Duke Energy Kentucky beginning January 1, 2007. The adoption of EITF No. 06-3 did not have any material impact on Duke Energy Kentucky’s results of operations, cash flows or financial position. 

EITF Issue No. 06-5, “Accounting for Purchases of Life Insurance—Determining the Amount That Could Be Realized in Accordance with FASB Technical Bulletin No. 85-4” (EITF No. 06-5). In June 2006, the EITF reached a consensus on the accounting for corporate-owned and bank-owned life insurance policies. EITF No. 06-5 requires that a policyholder consider the cash surrender value and any additional amounts to be received under the contractual terms of the policy in determining the amount that could be realized under the insurance contract. Amounts that are recoverable by the policyholder at the discretion of the insurance company must be excluded from the amount that could be realized. Fixed amounts that are recoverable by the policyholder in future periods in excess of one year from the surrender of the policy must be recognized at their present value. EITF No. 06-5 was effective for Duke Energy Kentucky as of January 1, 2007 and must be applied as a change in accounting principle through a cumulative-effect adjustment to retained earnings or other components of equity as of January 1, 2007. The adoption of EITF No. 06-5 did not have any material impact on Duke Energy Kentucky’s results of operations, cash flows or financial position. 

The following new accounting standards have been issued, but have not yet been adopted by Duke Energy Kentucky as June 30, 2007: 

SFAS No. 157, “Fair Value Measurements” (SFAS No. 157). In September 2006, the FASB issued SFAS No. 157, which defines fair value, establishes a framework for measuring fair value in GAAP, and expands disclosures about fair value measurements. SFAS No. 157 does not require any new fair value measurements. However, in some cases, the application of SFAS No. 157 may change Duke Energy Kentucky’s current practice for measuring and disclosing fair values under other accounting pronouncements that require or permit fair value measurements. For Duke Energy, SFAS No. 157 is effective as of January 1, 2008 and must be applied prospectively except in certain cases. Duke Energy Kentucky is currently evaluating the impact of adopting SFAS No. 157, and cannot currently estimate the impact of SFAS No. 157 on its results of operations, cash flows or financial position. 

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

11.  Income Taxes 
Prior to the merger of Cinergy and Duke Energy on April 3, 2006, the taxable income of Duke Energy Kentucky was reflected in Cinergy’s U.S. federal and state income tax returns. After the merger, the taxable income of Duke Energy Kentucky is reflected in Duke Energy’s U.S. federal and state income tax returns.   As a result of Duke Energy’s merger with Cinergy, Duke Energy Kentucky entered into a tax sharing agreement with Duke Energy, where the separate return method is used to allocate tax expenses or benefits to the subsidiaries whose investments or results of operations provide these tax expenses or 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. The current tax sharing agreement Duke Energy Kentucky has with Duke Energy is substantially the same as the tax sharing agreement between Duke Energy Kentucky and Cinergy prior to the merger.

On January 1, 2007, Duke Energy Kentucky adopted FASB Interpretation No. 48, “Accounting for Uncertainty in Income Taxes— an interpretation of FASB Statement No. 109” (FIN 48).

As a result of the adoption of FIN 48, Duke Energy Kentucky had no cumulative effect adjustment to retained earnings, which reflects all adoption provisions of FIN 48, including those provisions related to unrecognized income tax benefits net of gain contingencies, and interest expense and penalties.

The following table shows the accounting for the adoption of FIN 48 on January 1, 2007 and the increase/(decrease) in Duke Energy Kentucky’s unrecognized tax benefits from January 1, 2007 to June 30, 2007.

	
	January 1,
2007
	Changes in Balances
	June 30, 2007

	
	(in thousands)

	Unrecognized Tax Benefits (a)
	$  420
	$ (168)
	$  252

	Interest Payable/(Receivable) (b)
	$ (623)
	$  116
	$ (507)


(a) Decrease in the liability primarily related to a settlement.

(b) Reflects all interest related to income taxes.  The change was primarily a decrease to pre-tax income for the three and six months ended June 30, 2007.

It is reasonably possible that the total unrecognized tax benefits balance will be settled in the next twelve months.

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


Effective with the adoption of FIN 48, Duke Energy Kentucky records, as it relates to taxes, interest expense as Interest Expense, and interest income and penalties in Other Income and Expenses, net in the Statements of Operations.

The $7 million increase in income tax expense for the comparative periods June 30, 2007 and 2006 is primarily due to $16 million increase in pre-tax income for the comparative period. 

12. Subsequent Events
For information on subsequent events relating to regulatory matters and commitments and contingencies, see Notes 7 and 8, respectively.
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