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 CORFDETA

Yo have oompleted our sudit of the chargiyg of aon-ntilliy
costs to subsidiary operationas. Our auwdiy procedures and
overall assessment are sumnarized in this report.

Sagkground

Over the past several years, the Company has been dlversifiy-
ing into non-electrlic businesses to broaden its Dusiness
base and position itself for future grovth. These diversl-
fication activities have been managed through gubfldliary
operations of the Company. As a Tesult, the number of
inter-company transactions has incresased and more adminls-
trative services are being provided i}nnenat& Power on
behalf of the subsidiaries. These diversifiocation aotivi-
ties require proper separation of the Company’'s eleciric
utilisy coats, vhich are charged to the ratepayer, from the
non-utility costs asscoliated wvith the subsidiary operations.

Guidelines for the separation of thess cqQsts wvere estab-
lished ip “Administrative Service Agresements” (Agreements)
executad by Minnesota Power and its direqt subsidiaries;
Superior Water, Light and Power, Topeka Group, Inc., Minne-
gota Paper, and Pibercore. (As of Hovember 1, 1086, Fiber-
cors became a subsidiary of Topeka.) The Agreements govera
the rendering of and oharging for services provided by Nin-
nescta Power; the overall intent is that Minnesota Pover
reoover from the subsidiaries any oosts ingourred on their
behalf. No formal Agreements have heen astablished between
Minnesota Power and its other direot subasidiaries Energy
Land, Inc., and Rendrield Land Company, 1no., because of the
minor amocunt of activity oococurring. The Agreexents apply
¢nly tc services vhioh are not iagluded any other spe-
eific agreement(s) between the Company and its subsidiaries
(£or example, the allocation of Fedsral jnd State income

taxes 1s provided for in separate tax allooation
agreements).

dudit Objectives
¥e performed the audit to determine that:

1. Policies and procedures exist for oharging costs to
subsidiary operations.

a. Cost separstion procedures provide for reasonable
allocation of ccsts to subsidiary operations.

3. Costa are belng properly charged 1o subsidiaries 1in
ascordance with these proocedures.
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Audit Prooedures
Our audit inoluded:

1. Reviewving the Administrative Servioe Agreenents hetween
Minnesota Power and ita subsidiaries. '

2. Disoussing vith nmanagement personnel, vhere appropri-
ate, the Company's philoacphy or othdr procedures for
oharging costs to subasldliaries.

3. Reviewving and judgmentally testing 1986 Company bill-
ings 4o the subsidiaries. .

Audit Soope and Lipgltatlonsg

Our audit was limited to a review of significant costs with
enmphasis on exeoutive time, Company ladbor, overheads,
vehiocle and equipment usage, office space, conputer
Teaources, and admlnlstrative support.

Qvarall Assesgment

Baged on the results ¢of the sudlt, and exgept £or the fol-
loving recommendations, it is our oplialon that prooedures
are in place for charging costa to subsidiary operations;
these prooedures provide for ressonable allocation of costs
t0 the subaidiaries; and costs are being rged to subgidi-
aries in acocrdance with these preocedures.

Although the overall intent o¢f the Agneaments remalina
the same, several changes have oocurre¢d Singce the ini-
tial establishment of the Agreements. For exanmple:
. the methods of charging ocosts to the subsidiaries have
" " been lmproved; at Topeka, changes have oocurred 1n pay-
roll processing and in organizutionalﬁs:ructuro (Fider-

core is now & subsidiary of Topeka): , the revisicn
of the administrative fee for Topeka and Minnesota
Pfaper has affected thie method Of oharging executive
time. The Agreements should be revieved by the law
Department and updated or supplemented to assure proper
charging of costs to subsidiaries.
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During our revievw we noted that coaplate dogumentation
of specifio billing prooedures wvas % always flled
with the Agreement. PFiles for each aldiary contain-
ing all information related to the Agrdements and dill-
ing proocedures should e maintalned by Acoounting to
agsure propsr charging of costa to the subsidiaries.

During our review we noted that dooumentation for the
nethods of calculation used in charging certaln costs
%0 subsidlaries wvasz several years old. To assure that
billings reflect current oosts and cincumstances, pro-
cedures for regular ;Fdating 0f opsts should be

defined, implemented, and coordinated Acoounting.

Prepared by: Revieved by:

.. QLA

Auditor-In~Charge Director of
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to non-utility operations. Our audit prooedures and an

Ve have completed our audit of the process Pf charging costs
overall assessment are summarized in this report.

While Minnesots Power'’'s core business 18 thp production and
gale of electri¢ power, this la no longexr ¢ Corporation's
only activity. In recent years, Minnesots Power has been
faced with a capital base which has deen Dg Ain exoesg
of rate bagse expansicn (Bee Analysiy of Corporate Capltal at
Exhibit I). In oxder to provide a fair rate of return to
shareholders, the Company has been diversifying into non-
electric activities. :

Non-utility costs are costs wbhioh do not relats to producing
and gupplying electric powar to Minnesota Powar‘'s eleotric
customers. AS a resuit of recent diversification efforts,
it has become inoreasingly important that ocosts related to
these expanding non-utility activities ar¢ properly sepa-
rated from electric utility costa, whioh are oharged to the
ratepayerd.

Examples of the non-utility activities ip which Minnesota
Power ig currently involved are investnents, merohandising
(the Electrioc Outleta), Lake Superior Paper Industries, the
Duluth Steam Digtriot #2, and various vaten/vastavater and
telephone utilities acquired through Topeka Group, a wholly-
owned subsidlary of ¥innesota Power. In addition, the Com-
rany recently acquired Baukol-Noonan, Inc., which i@ in the
busineas of surface kining and sale of lignlte coal.

Costs wvhioh are inocurred by Minnesota Poyer in support of
non-utility activities are charged to non-uytility aocounta
or are billed to outside parties. Thess costa include a
range of goods and gervices the Company provides to sudbsidi-
ary operations which have been established for the purpose
of expansion into non-electric utility busiznesses.

Coats relating to work Minnesota Pover does for outside
parties whioch are then billed out to thdse parties are
typically acocumulated through jobbing ordezs. Costs relat-
ing to projects conducted witbin Minnesota |Pover and oos8ta
and revenues relating to enhangoexments are accumulated
through maintenance/cperation requisitions (M/ORs).

These non-utility costs are either identified directly as
incurred or, in instances vhere specific identification is
either not poasible or is not cost effective, on-going allo-
cations are made based upon ocos8t studies. Various depars-
ments identify costs to be charged and Prgperty Accounting
ard General Records personnel share responsibility for prep-
aration of billings or necessary aooounting eniries on a
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utside oompanies

provide the bagis for the billings.

monthly basis. Adnplaistrative Servics &{roonontl wvith

Audit Obleotives
We performed the audit to deterxine that:

1 L

Procedures murrounding the separation of nop-utility
costs are adequate to ensure that all non-utility costs
are properly charged. |

2. Agreemonts oovering the charging of o¢sts to aubsidi-~
aries and others are ourrant and properly reflect the
original intent underlying these agrespents.

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

4. Costs are being allocated to nOn-utility activities
within the Company consigtent with information provided
to the Commission in the recent rate filing,

8. Iaformation provided to responsibility oenter manage-
ment 18 adequate for monitoring and |decision-making
purposes.

RALE procedurs 1

Cur audit included:

1.

Soligiting input conoerning the ad and glarity of
existing cost separation procedures from all responsi-
bility centers within the Coxpany.

Diacussing with cbmfany personnel the procedures used
to separate non-utility costs.

Revieving adninistrative service and gther agreemnents
oovering charging costs to gsubsidiaries and others.

Reviewing a sample of 18838 charges to sldliaries and
others and following through to the bi lings.

Reviewing a sample of non-utility costg within the Com-
pany charged t0 non-utility expense acqounts.

Comparing actual non-utility oost sallodations to allo-
cations reviewed in the recént rate filing.

Reviewing reports provided tc npanagement of actual non-
utility costs charged.
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Our audit scope was limited to a review Of signifiocant non-
utilitg aosts with an emphasis on reviewving the procese of
identifying and separating thege oosiB. |

We limited our review to costs charged to jpdding orders and
maintenance/operation reguisitions and Q Dot laolude a
reviev of capital expenditures. OQur review dld not inolude
the Merohandising/Marketing area or a detailed review of the
Other Accounts Receivable systexz. Thess areas vill be
revieved in comjunction with future audita.

Oyerall Asacgspent:

Based on the results of the audit work wi performed, and
except for the following recommendations, 1y is our opinion
that procedures are i3 place for separating the oosts of
non-utility operations, tbhe procedures provide Zor reason-
able allooation of costs to these operations, ocosts are
being charged t¢ non-utility operations in acoordanae with
the procedures, and adeguate information is being provided
t0 responsibility center managexent for monitoring and
decision-naking purposes. \

Regomnendations
1. ) . =
utility agtivitlies.

Baged on lgsues which arose during qur reviev snd oOn
the reaults of the survey ve conduot of all respon-
gibility oenters vithin the Company, we belisve that
there 15 need for a oentral souroe [0f inforsation
relating to non-utility aotivities.  Guidelines and
procedures for charging costs to non-uyility opexations
are ourrently contained in various letters, budgeting
inatructions, and aocdounting documentafion. We realize
that it is not practical, or desirabdlg, to write
instructions whioh would presoribe spedifio procedures
for all non-utility activities. Hovever, Aoogunting
ghould develcep and maintain & "guick Teference” guldas
whioh would provide & definlition of nop~utility activi-
ties with examples, general delines for identifying
costs Telated to these agtivities, structions for
charging these costs, and nost importpntly, vhere to
call if questiona arise. This "qui Tafersnce” is
necesgary to enaure that peocple throu t the Company
can reoognize non-utility costs and Xkn how to oohaie~
tently account for such oostis.




@9-81,92 12:58 818

During our review, ve noted that 20t &3}l Tesponsibility
centers responsikle for coordinatlng an X/OR vere
receiving information in sufficient xetail 0 allow
then to adequately monitor the amount Qf the ¥/0R vwhich
vas being allocated to non-utility. We believe that it
is the responsibility of the coordinating responsibil-
ity center to reviev the cherges 0 an M/OR not only
for the appropriatencss of oosts oharged, but also for
proper allocation batween utility and nom-utility.
Budgeting should distribute monthly reports showing the
allocation betwsen utilitg and non-utiflity by M/0R to
all coordinating responsibility centers.

- » RTIA - N OY 1 wi_Yyelh M+lq - -

cantzalized.

Y& poted during our reviev that therie is no standard
report of detail charges to jobbing orders Alstriduted
to the responsibllity centers ocharging (to these jobdi
orders. Those individuals vho are rpviewing detal
Jobbing order charges are using reporta whioh they have
created. ¥We believe that an important) ooantrol sxists
vhen charges to jobbing orders are revieved by the
originating responsibilitg centers, bpt reports used
for thia review should bs generated from a ceantral
souroe to ensure that oonsistent, quality informaticon
is being supplied. Property Aoocounting has taken the
first steps by vorking on the developmemt of a report-
ing format for charges billed to subsidiaries. We sug-
gest that Aocounting work with the Budgeting department
to develop a Teport within the budgetiing system which
shows Jobbing order charge detail. Al report should
then be available to a coordinating| responsibility
centar, gsimilar to the procedures currently used for
N/OR'S.

=¥ - ) — B Y] - . S wlel_

Although the overall intent of the Agreements remains
the mame, several changes have ocoourred sinoe they were
initially established. Por axample, at| Topeka, a8
have oocurred in payroll processing and in organiza-
tional structure; and the revision of the adminigtra-
tive fee for Topeka and Nianesota Paper has affected
the method of charging executive time. | The Agreements
should be reviewed by the Law Department and updated or

supplemented to assure that costs are ppoperly obarged
to subsidiaries. _
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At the time 0f this report, the Lav Depeltasnt lad
igsued revised drafts ©of the Administrative Ssrvioces
Agreonents.
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During our review, wve noted that complpte doocumentation
of specific billing procedures was hot logated in a
central source. In order to assure proper ohnrgzng.or
costs to the subaidiaries, Acoounting| should establial
and maintain files for each subsidiary oontaining all
information related to the Agreements/ and billing pro-
osdures.

During our reviev we noted that some dpocumentation for
the methods of oaloulation used in -haﬁging oertaln
cogte tc subsidiaries wvas gseveral years old. Some oal-
culsations whioh had been recently updated had not been
revieved for several years prior to this updaste. To
assure that billings refleot ourrent fposts and oiroum-
atandes, procedures for regular upqating of costs
should he defined, laplemented, and cocordinated by
Accounting.

This report has been disoussed with Aocoounting, Budgeting
and Rate dapartment personnel.

Prepared by:

%{ o Zs
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Auditor-In-Charge
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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 assessmefn of the cost separation
process are provided in this repor. !

Background e

Cost scparation is the process of charging costs to utility t}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 pg9wer to the Company's
electric customers. Costs incurred which provide no bendgfit to electric customers
are considered non-utility. Properly charging costs ensures that electric rates are
based upon services and benefits received by electric ragepayers. Accordingly,
cost scparation is of special interest to the Minnesota Public Utlitics 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, gnd Lehigh operations.
Continued non-utility expansion requires additionat Company resources to support
the diverse operations. The costs of these additional resqurces must be correctly
assigned to cnsure no cross subsidization occurs. In}1991, opemitions were
restructured into distinct Business Units in an attempt to position the Company for
future growth. The new organizational structure will enhance the proper
assignment of costs by highlighting specific activities gnd related costs of the
Company's diverse operations. |

Among the Company's affiliatcs and within the Business Units, therc are many
services provided to one another. "Administrative Service| Agreements” have been
established between the Company and affiliates to guide g 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 finstallation and repair of
electric equipment not owned by the Company. These cosjs 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 projecis or activities within the
Company are accumulated in Maintenance, ration Reguisitions (MORs). Each
MOR is created with instructions for distributing costs|to utility or non-utiljty
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accounts. The individual generating the MOR is respo ible for determining the
proper allocation of charges. MOR cost distributions are reviewed by Budgets,
Revenue Requirements, and General Accounting. 1
Capital project costs are accumulated in the accounting process through the use of
Expenditure Requisitions (ERs). ER project completion reports are reviewed by
Property Accounting to determine utility and non-utility plant additions.

Costs not specifically related to JOs, MORs, or ERs
appropriate Federal Encrgy Regulatory Commission acco

charged directly to the
ts.

The responsibility for properly charging costs belongs to all employees with

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

i |

QOur audit focused on reviewing and testing procedur¢s which determine the
separation of non-utility cosis. A review of actual billings to affiliates was not
performed.

Audit Ohjectives

We performed the audit to determine that: o

1. Procedures for the separation of non-utility costs lnsure that all costs are
properly charged. -

2. Agrecments covering the charging of costs to affiliatiss 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.

Audit Procedures

We performed the following procedures:

1. Discussed and revicwed cost separation procedures with various personnel to
determine philosophy behind charging costs to non-u

-2-
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2. Reviewed MOR and Construction Budgets and tested a 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 miscellancous operating expense to non-utility activities.

4. Reviewed Administrative Service Agreements for all affiliates and methods of
charging related costs.

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

— 1

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

l

methodology changes.

Components of administrative and general expense some responsibility
areas are not currently being charged to non-utility accounts. Expenses such
as staff meeting time, materials and supplies, fraining 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 r years, and as a result,
minimal cffort was made to allocate a percentage to npn-utility accounts.

As diversification activities 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 t¢ ensure that indirect
administration expenses are charged to nontutility accounts when
appropriate. In a variety of cases, M/ORs are being used to allocate a
portion of such expenses to non-utility accounts. In addition, labor
charged to jobbing orders that are billed to affiliates are assessed an
administrative and genecral expense overhead with conresponding credit
to utility O&M e¢xpense. 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,

. » L )
Managemen " reporting . procedur chould: b wed ang
anpronriate. revised o improve the accuracy of nor v _1abor distribution

) the effic { : r—— m

Based on the audit work performed, we noted ins%mces where non-utility
activities are not being properly churged to non-utility accounts for some
employees on the semimonthly payroll,

Currently, semimonthly payroll employeces arc not rpquired to submit actual
time on a monthly basis. In addition, many orjginal non-utility labor
distribution estimates arc not accurate. The resujt is an incorrect labor
distribution to non-utility accounts.

In addition, the current semimonthly payroll process does not allow actual
hours to be entered until after the labor distribution is actually run. The
result is numerous manual adjustments and additionyl systemn time to update
labor distribution.

Based on these concemns, we recommend that all ¢mployees 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 labor distribution shouid 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 ¢f how their time was
ailocated for the pay period(s). This will help ¢liminate manual
corrections or adjustments. Emphasis will be on the importance of

activities. A new semimonthly labor distri
implemented as soon as it is feasible. |

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

We noted that the Company does not have a consns+mt account distribution
method for ERs which have a non-utility component.’ Twe different methods
are currently being used. First, an ER may be capi d 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 distribution for ERs with a noan-utility mgoncnt may lead to

inefficient record keeping and extra analysis requ 10 prepare cost of
service studies.

We recommend that ER account distribution gﬁi ines be developed and
consistently followed. J

1
Management Response: !
i

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

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

2) Property units that serve utility and non-ytility functions will be
classified as utility property. This guidelite is necessary because
units of property cannot be efficiently split and managed. Non-

utility activities will be charged rent which will be included in other
eleciric revenues.

-5.
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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 rentgl rate may also include
general operation and maintenance expenses that are not directly
assigned.

This report has been discussed with Company management,

Auditor o Director of Inim:l Audit

ﬁ-udimr '




