MEMORANDUM

9/22/92

TO: DIVISION OF APPEALS

DIVISION OF AUDITING AND FINANCIAL ANALYSIS
DIVISTON OF COMMUNICATIONS

DIVISICN OF ELECTRIC AND GAS

DIVISION OF RESEARCH

DIVISION OF WATER AND SEWER

DIVISION OF LEGAL SERVICES
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™

FROM: DIVISION OF RECORDS AND REPORTING (FLYNN)

RE: CONFIDENTIALITY OF CERTAIN INFORMATION

DOCUMENT NO. ¥ 11023-9§S }

DESCRIPTION: Three cost separation audits interpally

generated by Minnesota Power and Light Company

SOURCE:

DOCKET NO. : 920199-YWS3

ilities,

The above material was received with a reguest for
confidentiality (attached). Please prepare a recommendation for
the attorney assigned to the case by completing the section below
and forwarding a copy of this memorandum, together with a brief
memorandum supporting your recommendation, to the attorney. You
must prepare and forward a recommendation within 10 working days
from the date of this memorandum. Copies of your recommendaticn
should also be provided to the Division of Records and Reporting
and to the Division of Appeals.

Please read each of the following and check if applicable.

The deocument(s) is (are), in fact, what the utility asserts
it (them) to be.

The utility has provided enough details to perform a rea-
soned analysis of its request.
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Ye have completed our audit of the ohar 143 of non-ptillty
costs o subsidiary operaticns. Our awdif prooedures and
overall assessment are summarized in thias report.

Bagkground

Over the past several years, the Company has been dlversliy-
ing into non-electric businesses to broaden its busingss
base and position itself for future growth. These Adlversi-
fication activlities have been managed through subsidlaly
operations of the Company. As a resulti, the number of
inter-company transactlons has incressed and nere adminig-
trative services are belng provided nnegota Pover on
behalf of the gubsidlaries. These diversification agotivi-
ties require proper separation of the Coppany’'s eleciric
utility costis, which are charged to the ratepayer, from the
non-utility costs assoclated with the subsidiary operations.

Guidelines for the separatlion of these cqQsts were estab-
lished ip “Administrative Service Agreements” (Agreements)
executed by Minnesota Power and 1ts direat subsidiaries;
Superlor Water, Light and Fower, Topeka Group, Inc., Minne-
sota Paper, and Pibercore. (As of November 1, 1686, Fiber-
core became a subsidlary of Topexa.)} The Agreements govern
the rendering of and charging for servioces provided Dy Min-
nasota Powver; the overall intent is that Ninnesota Pover
recover from the subslidiaries any Ccoests inocurred on their
behalf. No formal Agreements have been astablished betwaen
Minnesota Power and lts other direct subsidiaries Energy
Land, Inc., and Rendrield Land Company, Inc., because of the
minor amount of aotivity ocourring. The Agreements apply
only to services which are not included in any other spe-
clfic agreement(s) between the Company and 1t8 subsidiaries
(for example, the allogation of Federal and State income

taxes is provided for in separate tax allocation
agreements).

Audlit Objectives
We performed the audit to determine that:

1. Policies and procedures exlst for charging coste to
subsidiary operatlons.

2. Cost separation procedures provide for reasonable
allocatlion of vosts to subsidiary operations.

3. Costs are being properly charged to subsidiarises in
accordance with these proocedures.
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Andit Prooedures
Our audit included:
1. Reviewing the Administrative Service Agreements betveen

Minnasota Pover and lta subsidlaries.

2. Dipoussing with management persounel, whers appropri-
ate, the Company’'s philomophy or oth4r procedures £or
oharging costs to subeldiaries.

3. Reviewing and judgmentally testing 19868 Company bill-
ings to the subsidiaries. .

Audit Socpe and Limltatlong

Qur audit was limited %0 a reviev of signlificant 00ste with
enphasis on executive time, Company laber, overheads,
vehiole and equlpment usage, office space, computer
resources, and sduminlatrative support.

Qvarall Assesgment

Based on the results of the audit, and exgept for the fol-
lowing recommendations, 1t ls our opianlon that proceduras
are in place for charging costa to subsidiary operations;
these procedures provide for resscopable allocation of coets
to the subsidiaries; and costs are being charged 1o subgidl-
arlies in accordance with these procedures.

Although the ¢verall intent of the Agieements remains
the same, several changes have coourred since the inti-
tial establlishment of the Agreements. For example:
. the methods of charging costs to the subsidiaries have
" been lmproved; at Topeka, changes have occourred in pay-
roll processing and in organizational:gzructure (Fiber-

¢ore is now a subsidiary of Topeka): and, the revision
of the admlnistrative fee for Topeka and Minnesota
Paper has affected the method of charging executive
time. The Agreements should he reviewed by the Law
Department and updated or supplemented %O asgure proper
charging of costs t0 subsidiaries.
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During our reviev we noted that complgte documentatlion
of apecific killing procedures was % alvays flled
with the Agreement. Files for each suligidiary contailn-
ing all information related to the Agrqements and bill-
ing procedures ghould be malntained by Acoounting to
assure proper charging of costs to tke gubsgidiaries.

During our review we noted that doocumentation for the
methods of calculation used in charging certaln costs
t0 subsldlarles was several years old. To agsure that
billings reflect current CocsSts and circumstanoes, pro-
cedures for regular ;fdating 0 opsts ahould be
deflned, implemented, and coordinated Acoounting.

Prepared by: Reviewed Dby:

. LA L@(Zf’

Auditor-In-Charge Director of Igternal Audit
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Ve have completed our sudit of the process pf oharging oosts

to non-utility operations. Our audit procedures and an
overall assessment are summarized in thisg report.

Background i
|
¥hile Minnesocta Power's core buslness is thp production and
sale of electric power, this is no longer the Corporation’s
only activity. 1In recent years, Minnegota Pover hasg been
faced with a capital kase which hasg deen anding in exoess
of rate base expansion (See Analysis of Corporate Capital at
Exhibit I). In order to provide a falr rate of return to
shareholders, the Company has been diversifying iuto non-
electric activities. |

Non-utility costs are coats which do aot reiate to produoing
and gupplying electric power to Minnesgota) Power's electric
customers. AS a result of recent diversification efforts,
it has become lnoreasingly important that costs related to
these expanding non-utility activities are properly sepa-
rated from electric utility costs, which e charged to the
ratepayers. [

Exanples of the non-utility eactivitles ip which Minnesota
Power is currently involved are invegtments, merchandising
(the Electric Outlets), Lake Superior Paper Industries, the
Duluth Steam District #2, and various waten/vastevater and
telephone utilities acquired through Topeka Group, a wholly-
cvned subsidliary of Minnesota Power. In addition, the Com-
Pany recently acquired Baukol-Noonan, Inc.; whioch ig in the
buginess of surface mining and sale of lignite coal.

Costg which are lncurred by Kinnesota Piﬁer iz support of
non-utility activities are charged to non-utility accounts
or are billed to outside parties. These, costs include a
range of goods and services the Company provides to gubsidi-
ary operations which have been established for the purpose
of expansion into mon-electric utility bugijesses.

Costs relating to work Mippneszscta Power does for outmide
Parties whioch are themn billed out to thdse parties are
typically accumulated through jobbing ordezs. Costs relat-
ing to projects conducted within Minnesota Power and costs
and revenues relating to enhancements |are acocumulatad
through mainterance/operation requisitions (M/ORs).

These non-utility oosts are either i1dentified direg¢tly as
incurred or, in instances where specific identification ig
either not possible or is not cost effectivsy, on-going allo-
cations are made based upon cost studies. Various depart-
ments ldentlfy costs to be charged and Frgperty Acoounting
ard General Records personnel share respons 11ity for prep-
aration of billings or necessary acoounting eatrias on a
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monthly bamis. Adpiniatrative Servios Agreenents withx
affiliated oompanies or contracts with Qutside oompanies
provide the bagis for the hillings. 1

Audit Objectives

We performed the audis to deternine that:

1.

Audit procedures

costs are adequate to ensure that all pon-utility oosts

l
Procedures surrounding the separatipn of non-ytility
are properly charged.

Agreements ooverlng the charging of c¢9sts to subsidi-
aries and others are ocurrent and properly reflect the
original intent underlying these agreepents.

Costs being billed to subsidiaries and othsrs are in
accordance with the appropriate agreement.

Costs are being allocated to non-utility aotivities
within the Company consistent with infermation provided
to the Commission in the recent rate £iling,

Iaformation provided to respongidbility oentar naunage-—

ment ig adeguate for monitoring and decislon-making
purposes. i

;
|
|
|

Our audit included:

1.

|

Bolliolting ipput conoerning the ad Y and olarity of
exigting ccst separation procedures from all responsi -
bility centexrs within the Company.

Discussing with Company personnel the jprocedures used
to separate non-utility costs.

Reviewing administrative service and gther agreements
covering charging costs to subsidiaries and othezrs.

Reviewing & sample cf 1588 charges to subsidiaries aznd
others and following through te the bi lings.

Reviewing a sacple of non-utility costs within the Com-—
rany charged to nom-utility sxpense acqounts.

Comparing actual non-utility ¢ost allcgations to allo-
cations reviewed in the recent rate filing.

Reviaewing reports provided to management of aotual non-
utility costs charged.
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Audit Scope and Limltatlons

Our audit scope was limited to & reviev of signifiocant non-
utility costs with an emphasis on reviewing the procesg of
identifying and separating thege ousts.

We limited our review to costs charged to jpbbing orders and
maintenance/operation regquisitions and d not inolude a
review of capital expenditures. OQur review did not include
the Merchbandising/Marketing area or a detalled raviev of the
Other Accounts Receivable gsystem. These areas will be
revieved in conjunction with future audits.

Overall Asgassgnent

Based on the results of the audit work we perforasd, and
except for the following recommendationg, it is our opinion
that procedures are in glace for separating the oosts of
non~utility operations, the procedures provide for reason-
able allocaticn of costs to these operationg, comts are
being charged to non-utllity operations in |accordance with
the procedures, and adequate information 1s being provided
to regpounsibllity center management for monitoring and
decision-naking purposes. ‘

Reoonuendations
1. " “ =
uwtility activiyies.

Baged on laspues vhioh arcse during dur reviev and on
the results of the survey we conducted of all respon-
sibility centers within the Company, we believe that
there 15 need for a central souroce [0f information
relating to non-utility aotivities. | Guidelines and
procedures for charging costs t¢ non-u 1lity opexations
are currently contained in various lgtters, budgeting
instructions, and acoounting documentation. Ve realize
that it is not prac¢tical, or desipable, to write
instructions& which would presoribe gpedific procedures
for all non-utility activities. Hosvever, Aodounting
sbould develop and maintain a “quiok rieference" guide
wvhich would provide a definition of non-utility activi-
ties with examples, general guidelines for ideatifying
cogts related to these activities, instructions for
charging these costs, and most importantly, where to
call 1f questions arise. This "qui reference” is
necessary to ensure that people throughout the Company

can recognlze mon-utility ocosta and kndw how to donsis-~
tently acoount for such ocosts.
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During our reviev, we noted that not all responsibility
centers responslble for coordinating an M/OR wveare
receiving information in sufficient Kdetail to allow
them to adequately monitor the amount Qf the M/QR which
vas belng allocated to non-utility. Wg believe that 1t
is the responsibility of the courdinating responsibil-
ity center to reviewvw the charges to an /0B not only
for the appropriatencas of coste ocharged, but also for
proper allooation between utility apnd non-utility.
Budgeting should distribute monthly reports showing the
allocation between utility and nom-utiflity by ¥/0OR to
all coordinating responsibility centers.

- = = Bale
cantralized.

Ve noted Auring our review that there is no standard
raport of detall ocharges to jobhing orders distributed
to the responsibility ceanters oharging [to these jobbing
orders. Those individuals who are rpviewing detall
Jjobblng order charges are using reports which they have
ocreated. Ve believe that an important) control gxists
vhea charges to jobbing orders are reviewed by the
originating responsibility oenters, bt reports used
for this reviev should be generated from a ceatral
source to ensure that oonsistent, qualilty information
is being supplied. Property Acoountilng has taken the
first steps by working on the developmént of a report-
ing format for charges billed to subsidiaries. Ve aug-
gest that Accounting work with the Budgeting department
to develop a report within the budgeting system vhich
shows jobbing order charge detail. hile report should
then be avallable to & ¢coordinating responsibility
center, similar to the procedures ourrently uged for
N/OR'S.

& NTraenpars O 1 011 Y H Ahr » -

Although the overall intent of the Agrpements remaing
thé same, several changes have ocoourred since thay were
initlally established. For example, at Topeka, changes
have ooourred in payroll processing and in organiza-
tional structure; and the revision of the adminigtra-
tive fee for Topeka and Minnesota Paper has affeoted
the method of charging executive time. | The Agreements
should be reviewed by the Law Department and updated or
supplemented to assure that ocosts are properly charged
to subsidiaries.
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At the time of this report, the Law Depariment haes
issued revised drafts of the Adminlatrative Sarvioces
Agreenents.
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During our review, we noted that complete documentation
of specific billing procedures vas pot located in a
central source. In order %o assure prpper ocharging of
costs to the subsidisries, Accounting: should establlsh
and malntain files for each subsidiary oontaianing all
information related to the Agreements; and bllllng pro-
cedures.

During ¢ur review we noted that some dpoumentation for
the methods of caloulation uged in ¢harging oertain
cogts to subsldiaries waa several yveards 0ld. Eome oal-
culatlons which had been rsocently updated had not been
reviewed for several years prior to this update. To
assure that billings refleot current posts and olroum-
stances, procedures for regular updating of costs
should be defiped, implemented, a coordinatad by
Accounting.

This report has been discussed with Acoopnting, Budgeting
and Rate department personnel.

Prepared by:

Aﬁﬁh%gr 7 /
E;éé ﬂé; ::C: gé 7 !
Auditor-In-Charge
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COST SEPARATION

April 1992
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We have completed our audit of the process of charging costs to non-utility
~ operations. Our audit procedures and an overall assessmept of the cost separation
pracess are provided in this report,

Background l

Cost separation is the process of charging costs to utility ¢r non-utility operations,
based upon the nature of the related activity, Utility costs generally include costs
incurred in the process of producing and supplying power to the Company's
electric customers. Costs incurred which provide no bendfit to electric customers
are considered non-utility. Properly charging costs ensurgs that electric rates are
based upon services and benefits received by electric ragepayers. Accordingly,
cost scparation is of special interest to the Minnesota Public Utilitics Commission
who periodically reviews our cost separation process. '

Since the last Cost Separation audit performed in 1989, diversified operations have
grown with the addition of Synertec, Rainy River, and Lehigh operations.
Continued non-utility expansion requires additional Company resources to support
the diverse operations. The costs of these additional resqurces must be correctly
assigned to ensurc no cross subsidization occurs. In{1991, opemtions were
restructured into distinct Business Units in an attempt to ppsition the Company for
future growth. The new organizational structure will enhance the proper
assignment of costs by highlighting specific activities and related costs of the
Company’s diverse operations. |

Among the Company's affiliates and within the Business Units, there are many
services provided to one another. "Administrative Service Agreements” have been
established between the Cornpany and affiliates to guide charging for services, with
the intent that charges between them are properly assigned. Charges are
accumulated and assigned to specific affiliates through Jobbing Orders (JOs).
Properly charging costs to the Company's regulated iates ensures that their
customers' rates are also based on fair and accurate costs.

There are also many services provided to the public which are non-utility in
naturc. Among them arc merchandising activities and the fnstallation and repair of
electric equipment not owned by the Company. These-cosis must also be separated
to ensure fair electric rates and are billed through girect account charges
(merchandising) and JOs (electric equipment). ’

Operating and maintenance costs related to specific projects or activities within the
Compa_ny are accumulated in Maintenance ration Reqpisitions (MORs). Each
MOR is created with instructions for distributing costs|to utility or non-utility
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accounts. The individual generating the MOR is respongible for determining the

proper allocation of charges. MOR cost distributions a
Revenuc Requirements, and General Accounting.

Capital project costs are accurnulated in the accounting pr
Expenditure Requisitions (ERs). ER project completion
Property Accounting to determine utility and non-utility pl

Costs not specifically related to JOs, MORs, or ERs are
appropriatc Federal Encrgy Regulatory Commission accoy

The responsibility for properly charging costs belong

reviewed by Budgets,

poeess through the use of
reports are reviewed by
ant additions.

charged directly to the

nts a

to all employees with

oversight from all levels of management. Company-wide awareness of non-utility
activities is critical to proper cost separation for both budgeted and actual charges.

Our audit focused on reviewing and testing procedurés which détermine the

separation of non-utility costs. A review of actual billi
performed.

sudit Obiecti |

We performed the audit to determine that:

gs to affiliates was not

1. Procedures for the separation of non-utility costs ¢nsure that all costs are

properly charged.

2. Agreements covering the charging of costs to affiliates and others are current
and properly reflect the original intent underlying these agreements.

3. Sufficient information on non-utility activity exigts for cost monitoring,

budgeting, and future allocation methodology. 1

Anidit Procedures

We performed the following procedures:

1. Discussed and reviewed cost separation procedures zlith various personnel] to

determine philesophy behind charging costs to non-u

-2-

ity accounts.
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2. Reviewed MOR and Construction Budgets and testefl 8 sample of items for
appropriate non-utility consideration and compliance with past rate orders.

3. Examined methods for charging management time, administrative and general
time, and miscellaneous operating expense to non-utilify activities.

4. Reviewed Administrative Service Agreements for all *fﬁlialcs and methods of
charging related costs. -

5. Reviewed methods of accumulating and charging costs to non-affiliated
companies and customers. !

Oyerall Assessment |

The results of our audit indicate improvement and increased awareness of the
Company's cost separation process since the last audit. Extept as noted below, it is
our opinion that cost separation procedures are cffective, pgreements covering the
charging of costs to affiliates and others are current and properly reflect the
original intent underlying these agreements; and sufficignt information on non-
utility activity exists for cost monitoring, budgeting, and future allocation
methodology changes. !

Components of administrative and general expense from some responsibility
areas are not currently being charged to non-utility agcounts. Expenses such
as staff meeting time, materials and supplies, training time, and the
administrative dutics necessary in daily operations for both utility and non-
utility functions alike are currently being charged tp utility accounts. The
expenses primarily include labor and some misce us items. The non-
utility portion of these costs was not significant in prior years, and as a result,
minimal effort was made to allocate a percentage to npn-utility accounts.

As diversification activitics continue to expand, the materiality of these items
will increase. Accordingly, we recommend that) charging practices be
reviewed to determine what methods need to be developed for allocating
administrative and general expenses to non-utility accounts.

3.
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Management Response

Several alternatives have been reviewed to ensure that indirect
administration expenses are charged to nontutility accounts when
appropriate. In a variety of cases, M/ORs are peing used 1o allocate a
portion of such expenses to non-utility accoupts. In addition, labor
charged to jobbing orders that are billed to affiliates are assessed an
administrative and general expense overhead wjth comresponding credit
to utility O&M expense. In all other cases employees will be instructed
to charge an appropriate portion of their admipistrative time, training
materials, and supplies directly to non-utility a ts.

Budget instructions addressing these items will be distributed with the
1993 budget solicitation. In addition, the Budget Manual and the non-
utility pamphlet will be revised during 1992,

Wmmw . : v ‘.mw_ﬂ‘ . T
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Based on the audit work performed, we noted insTuces where non-utility
il

activities are not being properly charged to non-ufility accounts for some
employees on the semimonthly payroll,

Currently, semimonthly payroll employees are not required to submit actual
time on a monthly basis. In addition, many orjginal non-utility labor
distribution estimates are not accurate. The result is an incorrect labor
distribution to non-utility accounts.

hours to be entered until after the labor distributign is actually run. The
result is numerous manual adjustments and additio

In addition, the currcnt semimenthly payroll proc:is does not allow actual
labor distribution.

1 system time to update
Based on these concems, we recommend that all ¢employees on the semi-
monthly payroll system be required to submit actual time on a monthly basis
to ensure proper labor distribution to non-utility activities. In addition, the
possibility of revising or eliminating the semimonthly payroll system to

enhance the efficiency and accuracy of the related lafor distribution should be
explored. '
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Management Response

The current semimonthly labor distribution p sing is being reviewed.
Management will be required to submit at leas§ once a month prior to
labor distribution processing, an accounting of how their time was
allocated for the pay period(s). This will help c¢liminate manual
corrections or adjustments. Emphasis will be on the importance of
carefully reviewing how their time was spent, especially for non-utility
activitics. A new semimonthly labor distribution system will be
implemented as soon as it is feasible. '

A management study has already been initiated to review the possibility
of combining the semimonthly payroll with the biweekly process.

We noted that the Company does not have a mnsis+nt account distribution

method for ERs which have a non-utility component.! Two different methods
are currently being used. First, an ER may be capitalized as a utility asset,
with the related non-utility entity being charged rent as utility income.
Second, the asset may be split into utility and non-utility components. Either
method will result in proper matching of assets with costs, but inconsistent
account disuribution for ERs with a non-utility component may lead to
inefficient record keeping and extra analysis requj red to prepare cost of
service studies. .

We recommend that ER account distribution gu:dt*mc:s be developed and
consistently followed.

Manpagement Response:

The following ER account distribution guldclmibs have been developed
and will be followed in the future: !

1) MP distinguishes 100% non-utility property units from utility
property units; ¢.g., Lake Superior Plaza Parking Ramp.

2) Property units that serve utility and non-ytility functions will be
classified as utility property. This guideline is necessary because
units of property cannot be efficiently split and managed. Non-
utilicy activities will be charged rent which will be included in other
electric revenues.
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3) The rental rate for non-utility activities will be determined annually.
The rental rate will reflect a rate of (return on rate base,
depreciation, and property taxes. The rentg] rate may also include
gencral operation and maintenance expensgs that are not directly

assigned.

This report has been discussed with Company management,

Auditor Director of Internal Audit

éuditor '




