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EXECUTIVE SUMMARY

Introduction

Beginning in January, 1999, the promise of Pennsylvania's year-old Electric Generation Customer Choice and Competition Act will become a reality when consumers get to choose their electricity supplier. Transmission and distribution will continue to be a regulated monopoly, but the market will determine the price/cost of electric generation. The Act gives the Public Utility Commission the authority to determine what it will cost to make the transition to a competitive market, and requires that this cost be fair to all electric stakeholders. Citizen Power believes that the PUC should address the following key questions in making these important decisions:

· Are electric rates too high? 
· If they are, how much have rate payers over paid?
· Have shareholders enjoyed unusually high returns?  
· What amount of rate reduction will create a fair sharing of the transition costs?
In testimony before the PUC, DQE has requested permission to keep its current rates in place throughout the transition to retail competition, or until the year 2005. The Company states that this will enable recovery of $1.7 billion of its $1.898 billion in purported stranded costs. The Company also claims that its rates are not unusually high.  DQE supports this claim by comparing its customer usage to other utilities, apparently implying that, because DQE customers use less electricity,  their rates are comparatively lower. Of course, this is not a valid argument.  A utility's rate schedule has nothing to do with customer usage, except that customers who use a lot of electricity do get a price break.  Customers who reduce their usage will not see a proportionate drop in their cost per kilowatt hour (kWh).

             To judge the fairness of the residential rate charged by DQE and the rate of return (ROE) to shareholders, it is necessary to analyze the performance of a sufficiently large sample of other utilities.  This analysis, by Dr. William Carlson, Assistant Professor of Business Finance, Duquesne University, uses Edison Electric Institute data showing price per kWh charged by 201 utilities and subsidiaries for  the years 1992-96. The 201 subsidiaries are combined into their parent companies to obtain a list of 100 utilities, their ROE's, and residential rates charged.              The price data is then matched to the ROE data from the Morningstar Stock Tools listing of 8000 stocks including 97 electric utilities. 

Analysis

DQE's 1992-6 ROE as computed by Morningstar averaged 12.36%.  Its 1992-96 residential rate charged averaged 12.41 c/kWh.  The ROE's and prices charged by the other 100 companies are compared to those of DQE.  Four groups were identified:


Group 1
77 companies.  All of these companies charged lower residential rates

than Duquesne (8.482 c/kWh on average) and had lower ROE's (9.158%).  Compared to these companies Duquesne was richly rewarded for charging high prices to customers.

Group 2
16 companies.  These companies also charged lower rates than Duquesne (7.781 c/kWh average) but had higher ROE's (13.503%).  They can have lower prices and  higher returns because they are very efficient producers.  It may be claimed that these companies have a special natural resource advantage, but these superior performers come from all parts of the country, with different fuel sources, including nuclear.

Group 3
6 companies.  These companies provide poor service to their customers with prices higher than Duquesne (13.937 c/kWh).  But they are penalized by having lower ROE's (8.753%).  In a sense there is a sharing of the burden, consumers bearing high rates and shareholders getting lower returns.

Group 4
1 company.  Only one company, Commonwealth Energy Systems (CES) has a higher ROE than Duquesne (12.60%) while charging consumers more (12.42 c/kWh).  

Conclusion

This comparative analysis shows: (1) that DQE is the 8th highest of 101 utility companies, charging residential customers 42.01% more than the other companies, and (2) that  DQE  is in the top profitability quartile with its shareholders earning 25.30% more than the other companies' shareholders.  For the period 1989 through 1996, DQE's residential rate has averaged 12.246 c/kWh, or 42.67% higher than the 8 year national average, as calculated by the Edison Electric Institute. In real terms, this means that DQE rate payers have paid more than $1 billion above the national average since the PUC approved DQE's 30% rate increase in March, 1988.

This report clearly demonstrates that, compared to customers of most other utility companies, DQE's customers have borne the burden of exceedingly high rates, enabling the company to give its shareholders an unusually high rate of return.    

Recommendation

Citizen Power has commissioned this analysis in an attempt to resolve controversial issues, (e.g. stranded costs) in a manner that meets the burden sharing requirement of the Customer Choice Act. Specifically, we propose that DQE's residential rates be reduced 21.12 %, or 2.57 c/kWh, (from the current 12.17 c/kWh) to 9.60 c/kWh,  effective January 1, 1999.  In real terms, this would result in annual savings of approximately $156.00 for residential customers. Considering that DQE's residential rate is 38.30% above the national average, we consider this rate reduction proposal very reasonable. It would leave DQE's residential rate 9.09% above the national average.  We also offer an adjustment mechanism that insures fairness throughout the transition period from 1999 to 2005. As this report shows, this proposed rate decrease is reasonable and fair to both rate payers and shareholders. 

Citizen Power offers this Report to the People in the public interest. We urge the PUC to seriously follow the intent of the Customer Choice Act, and insure that the costs associated with the transition to a competitive electric marketplace are evenly distributed. Citizen Power is convinced that this must be done if the promised benefits of retail electric competition are to be realized. 

Background

"While the price of new generation has fallen by more than 50% in the last 5 years, retail electric rates have not correspondingly fallen.  Why?  Simply put, the retail monopoly prevents retail customers from receiving the competitive price of power."  p. 3.


"In Pennsylvania, high shareholder returns are too associated with high rates, unhappy customers, and lax regulation of price."  p. 4. 


 "As stated in the PUC Report, 'utility recovery and consumer burdens must be shared and balanced'."  p.  55.  "The burden of existing uneconomic costs should be shared fairly among shareholders and ratepayers."  p. 22.


 "Indeed, a recent analysis of utility shareholder returns over a 5 year period for 64 electric utilities showed that Pennsylvania's highest rate utilities had higher shareholder returns than those Pennsylvania utilities with lower rates." (Wall St. Journal, 29 Feb. 1996).  p. 3.

                                                        Investigation into Electric Power Competition
                                                        Pennsylvania Public Utility Commission

                                                        Statement of Commissioner John Hangar, July 3, 1996

Citizen Power, Inc. is a Pittsburgh based, public policy research, education and advocacy organization, which has been working on the electric restructuring issue since March, 1996. The Electric Generation Customer Choice and Competition Act, enacted in 1996, is bringing about historic change in the retail electric industry.  During a transition period from January, 1999 to 2005,  the generation part of electricity production will be deregulated or restructured.   In real terms, that means that the price for power generation will be set by the market. Utilities will continue to have a monopoly on transmission and distribution, and thus, will still have to apply to the PUC for recovery of these costs. 

A number of important issues have to be resolved to insure a smooth transition to retail competition. A major issue is cost. Obviously, everyone wants to know what the cost to generate electricity will be. That is for the new marketplace to determine. At this time, the question of cost that the Public Utility Commission will soon answer is: What will utilities be allowed to charge rate payers to make the transition from a regulated power generation business to a  competitive power supply market? The Customer Choice Act (Sections 2802 (8) and 2804 (14) mandates that the cost to make the transition to a competitive retail generation market should be fair to both rate payers and shareholders. The bulk of these costs are so called "stranded costs", i.e. utility investments that will not be recoverable in a competitive market. The Act gives the PUC the authority to decide a "just and reasonable" amount of stranded cost to be recovered.  

Often, intense work on complex issues causes us to lose sight of the basic questions that need to be addressed. Citizen Power provides this report in an attempt to focus on some key questions that must be answered if the intent of the Customer Choice Act is to be achieved. Specifically, to insure a fair sharing of transition or stranded costs and a robust competitive market, the PUC must answer the following key questions:

· Are electric rates too high? 
· If they are, how much have rate payers over paid?
· Have shareholders enjoyed unusually high returns?  
· What amount of rate reduction will create a fair sharing of the transition costs?
On August 1, 1997, Duquesne Light Company (DQE) submitted its Restructuring Plan to the PUC, requesting that the Company's current rates be maintained until the year 2005. Citizen Power has reviewed the DQE Restructuring Application and is concerned that the plan fails to meet the burden-sharing requirement of the Customer Choice Act.  Accordingly, Citizen Power has commissioned this report in an attempt to help answer the key questions listed above and to support our offer of a plan that will help the PUC meet the cost sharing intent of the Customer Choice Act. We have asked Dr. William Carlson, professor of business finance at Duquesne University,  to analyze available data and provide his expert opinion to help answer the above mentioned questions. Dr. Carlson has generously given of his time and energy to produce this Citizen Power Report to the People, entitled: "The DQE Transition to Retail Electric Competition: A Proposal For a Fair Sharing of the Pain".  

DQE is seeking recovery of $1.898 billion in transition/stranded costs. A majority of those costs are the result of the Company's investment in two nuclear generating plants, the Perry 1 unit in northeast Ohio, and the Beaver Valley 2 (BV2) unit, in Beaver County. These two units were planned in the late 1960's, and were projected to cost a combined $1 billion. Construction of both units began in the Fall of 1974 and they were to go on line in 1979. For a number of reasons, but primarily as a result of construction delays ordered by DQE, both units were not completed until November, 1987, at a combined cost of $10 billion. DQE's share of these costs is $1.4 billion. In March, 1988, despite a great deal of opposition, the PUC permitted DQE to include the Company's full investment in Perry 1 and BV2 in the rates. This resulted in a 30% rate increase to residential customers, phased in over 6 years. As a result, since 1988, DQE rate payers have back over $1billion of the costs associated with Perry 1 and BV2. 

What is at issue now (to be decided soon by the PUC) is how much of the remaining investment will be recovered during the transition to competition. A number of parties to the restructuring case, currently being litigated at the PUC, have argued that  DQE should not be able to recover the costs associated with Perry 1 and BV 2. Evidence has been presented in the restructuring proceeding showing that these generating units do not meet the "used and useful" standard of the Public Utility Code, and therefore are not recoverable under the Customer Choice Act (Section 2803). 

It is important to point out here that utility shareholders are not guaranteed a return on an investment. Rather, they are given an opportunity to earn a fair return on an investment. Citizen Power has presented evidence in the restructuring case that shows that if the PUC were to give DQE 60% of its stranded cost request, or $1,138.8 billion, the Company would get all of its stranded investment back, plus a 9% profit. DQE claims that this would devastate the Company. Others have argued that earning over a $1billion on a bad investment is more than a fair return and that presents a window of opportunity for rate payers to get the relief promised by the proponents of electric deregulation.

As mentioned, the Customer Choice Act gives the PUC the authority to determine a "just and reasonable" amount of stranded cost to be recovered. Citizen Power is convinced that the historical context within which these stranded costs were created must be considered in order to make a fair determination of just and reasonable stranded cost recovery. The PUC should strongly consider, as this report will show, the fact that DQE rate payers have paid dearly for DQE past management decisions. Accordingly, Citizen Power presents this "Report to the People" in the hope that the PUC will, at the very least, follow the letter and spirit of the law in making a decision on DQE's request for stranded cost recovery. This report is Citizen Power's good faith effort to address the critical questions that must be answered if the promised benefits of retail competition are to be realized.  Although we believe that a strong case has been made that transition costs associated with Perry 1 and BV2 are not recoverable, Citizen Power, in the public interest, offers a proposal that meets the "sharing of the burden" requirement of the Customer Choice Act, without rehashing the past or placing blame. 

David Hughes, Executive Director

Citizen Power, Inc.

March, 1998

An Analysis of Duquesne Light Company Prices and Rate of Return

William Carlson, Ph.D.

March, 1998

The specific function of this analysis is to compare Duquesne Light Company (DQE) profitability and residential rates charged to other investor owned electric utilities in the country.    Once we know how DQE's prices and rates of return compare to other utilities, we may be able to 

judge whether burdens are being shared fairly between DQE's customers and shareholders.


 The data base of this study is as large as can be reasonably gathered. Pricing information, or rates charged, is taken from Edison Electric Institute (EEI) surveys of 201 investor owned electric utilities.  The rate of return data for 101 utilities is taken from the October, 1997 Morningstar Stock Tools,  Value Line and SEC 10ks 

Data and Analysis of Rates of Return


The Wall Street Journal data mentioned cited by PUC Commissioner Hanger  is reproduced in Appendix B. The data was compiled for the Journal by LEK/Alcar of Boston. The scoreboard analyzed stockprice plus dividend yield total returns for 1000 stocks, including 63 utilities for 1995, 1993-5, and 1991-5.  Rankings were done on the basis of the 5 year 1991-5 average rate of return.  DQE ranked #6 of 63 companies with an average return of 19.0% versus the peer average of 12.9%. DQE was #4 for 1993-5, with an average return of 18.4% versus the peer average of 9.5%, and #1 for 1995 with a gain of 63.3% versus the peer average of 31.9%.  Of course, stock market returns are subject to many factors.  It can be argued that stock returns are not the most reliable form of evidence.


An alternate and more reliable measure of profitability to shareholders, not subject to the vagaries of the stock market, is the return on equity or ROE.  ROE is net income divided by the amount of equity from the balance sheet and is a measure of profitability.  The October, 1997 Morningstar Stock Tools contains ROE data for 1992-96 for 100 electric utility companies and holding companies including DQE. 

Three sources were used to determine DQE's ROE.  The DQE 1996 annual report calculates ROE on average equity (13.2, 13.1, 12.5, 12.0, 12.4% for 1996 to 1992). Morningstar and Value Line measure ROE on ending equity (12.9, 12.8, 12.3, 11.7, 12.1% for 1996 to 1992).  This yields a five year average of 12.36% for DQE.  The Morningstar numbers are used because they are consistent with the ROE's gathered for other companies by Morningstar. They are also consistent with Value Line figures which were used to fill a few omissions in the Morningstar data. This data was then matched to the EEI sample.

Comparative Analysis  

DQE had an average ROE of 12.36% over the 1992-6 period.  Its residential rate for  the same period averaged 12.41 cents per kilowatt hour (c/kWh).  Comparative figures for the other 100 companies are presented below in four groups:

       Group 1.  77 companies charged residential customers less than DQE and earned less.

       Group 2.  16 companies charged less than DQE but earned more.

       Group 3.  
 6 companies charged more than DQE but earned less.

       Group 4.   1 company charged more than DQE and earned more.

On a gross basis,  93 companies charged less and only 7 charged more than DQE.  But we need profitability comparisons to judge the fairness of such rates.  If residential customers are suffering high rates and shareholders are also suffering low returns, then it can be said that there is a sharing of the burden and a sense of fairness.  But if customers are suffering high rates while shareholders are doing well, or extraordinarily well, then there is unfairness and protest is warranted. 


Of the other 100 electric utilities reported in Morningstar, 77 charged their residential customers less per kWh than DQE and had a lower ROE.  Here is the list of Group 1 companies:

ROE     
c/kwh



 Company

10.84

  6.70


Allegheny Power Systems (Value Line)

11.98

  5.92


Am. Elec. Power (Value Line)

  9.80

11.88


Atlantic Energy 

  
  8.36

  8.68


Balt. G&E


  9.18

11.93


Boston Ed.

  
  6.68

11.09


Centerior Energy (not counting writeoff of 1993)


  4.70

12.13


Central Maine Power  

10.92

  7.05


Central & Southwest (10K)

  
  9.24

11.14


Central Hudson

11.72

  6.69


Central Louisiana Elec.

  
  8.34

10.73


Central Vermont P.S.

ROE

c/kWh



Company
  9.42

  7.05


Cilcorp
  

  9.64

  6.63


CINergy

12.30

  8.03


CIPSCO (Central Ill. P. S.)

  
  6.12*

  7.35


CMS Energy  (*major writeoffs 1991-2)

  
  9.88

  8.95


Delmarva P&L

10.28

  7.18


Dominion Rscs.

  
  7.72

  7.13


Duke Power (writeoff 1992)

11.24

11.60


Eastern Util. Assoc.

11.40

12.37


Edison Intl. (S. CA Edison)

Ch.11*

10.35


El Paso Elec  (*bankrupt 1992 - losses)

  
  8.58

  5.73


Empire District Elec.

  
  7.68

  8.06


Entergy

10.92

  8.04


Fla. Progress

12.06

  7.86


FPL Group

  
  8.82

  7.13


Fla. Public Utils.

  
  9.02

  9.65


GPU                                                             

  
  9.38

  9.47


Green Mountain Pwr.

  
  7.44

11.55


Hawaii Elec. Ind.

  
  9.16

  4.54


Idaho Pwr.

10.36

  8.81


IES Ind.

  
  6.74

10.15


Illinova (Illinois Power - last 3 yr. ROE = 10.77%)

  
  8.78

  7.30


Interstate Pwr.


11.54

  5.75

   
IPALCO

10.48

  7.95


K.C. P&L

10.56

  6.00


LGE Energy

10.76             
  7.62


Madison G&E

  4.92              
11.20


Maine P.S.

11.76             
  7.42


MDU Resources

  9.66

  9.38


Mid. Am. Energy Hldngs (Value Line)

10.56

  6.06


Minn. P&L

  9.40

  5.81


Montana Pwr.

9.46
 

  6.24


Nevada Pwr.

11.58              
10.54


New Eng. Elec.

  
  6.08              
11.64


Niagara Mohawk Pwr.

  7.56

12.21


Northeast Utilities

10.58

  6.87


Northern States Pwr.

12.32              
  6.44


OG&E

  
  9.00

10.12


Ohio Edison                                                    

  
  9.26              
11.33


Orange & Rockland Ut.

11.94              
  6.25


Otter Tail Pwr.

  
  6.98

  6.02


Pacificorp

10.90

12.09


PG&E

10.52

10.11


Pinnacle West Capital

11.66
              
  5.42


Portland General (Ore.)

  
  8.62              
  7.59


Potomac Elec. Pwr.

  9.86             
  8.25


PP&L Rscs.

10.62              
  6.68


P.S. Colorado

11.78              
11.26


P.S. Enterprise Group

  
  1.46*            
  9.55


P.S. New Mex.  (*ROE 9.93 w/o losses 1992-3)

  
  9.06           
  5.81


Puget Sound P&L

  
  8.30              
11.43


Rochester G&E

10.88              
  7.35


SCANA (S.C. P&L)

  
  8.18              
  9.00


Sierra Pacific Rscs.

  
  6.96             
  7.74


Texas Utilities

  
  5.40              
  9.15


TNP Enterprises (10K)

Reorg*            
   9.51


Tucson Elec. Pwr. *(1996 ROE rate order 7.72%   10K)

 5.62            
  7.86


UGI

  
ROE

c/kWh



Company
  7.44              
11.13


Unicom

11.88             
  7.58


Union Elec. (Ill.-Mo.: 65% fossil, 25% nuc)

11.76              
10.79


Unitil

  
  7.96             
  7.80


Utilicorp (10K)

  
  9.16              
  4.91


Washington Wtr. Pwr.

  
  9.56             
  7.78


Western Resources

11.32             
  7.51


Wisc. Energy

11.04              
  6.50


WPL Holdings

12.16              
  6.51


WPS Resources

 
9.158

  8.482               
AVERAGE of 77 companies

          12.36

12.41                            DQE

These 77 companies charged customers 31.65% less than DQE, yet their rates of return are 25.91% less than DQE.  To put it another way, DQE charges residents 46.31% more than these 77 companies and gets a return 34.96% greater than these companies. On an ROE basis, DQE's shareholders are better off than the shareholders of these 77 companies, despite the fact that DQE's residential consumers are worse off than the customers of these companies.

There is a second group of 16 companies which charged residential customers less than DQE.  But unlike the group of 77, they have a higher rate of return.  The reason they can charge less and yet have higher profits is that they are more efficient.  The average price charged by these utilities is 7.781 c/kwh, 37.28% less than DQE even though their ROE average is 9.25% more than DQE. 

ROE

c/kwh                               Company

14.56

  7.75                  

Black Hills P&L (all fossil)

12.86

  8.11                  

Carolina P&L (38% nuclear)

13.92

  8.38                  

DPL (Dayton P&L - 92% coal)

13.06

  9.39                  

DTE Energy Holding (Detroit Edison - 17% nuclear)

13.16

  5.96                  

Eselco (Edison Sault Elec. - no info)

15.04
             
  8.86                  

Houston Inds. (34%gas,?)

12.62         
  4.51                  

KU Energy (Kentucky - virtually all coal)

14.22

10.09                  

NIPSCO (N. Indiana P.S. - 97% coal)

12.80

  7.55                  

Northwestern P.S. (almost all coal)

13.52

  6.66                  

Sigcorp (S. Indiana - 99% coal, 1% gas)

12.62
              
  6.93                  

Southern Co. (75% coal, ? nuc, ? hydro)

13.28
              
  6.22                  

Southwestern P.S.

12.44

  5.81


St. Joseph Light & Power

15.46

  8.21


TECO (Tampa Elect.)

13.16

  9.14


Upper Peninsula Energy

13.32

10.92                  

Enova (San Diego G&E - 22% gas,17% nuc,61% purch)

13.503
             7.781
                        AVERAGE of 17 companies

12.36
            12.41                          
DQE


One of the companies in this group is notable for its similarity to DQE.  DTE Energy Holding (Detroit Edison) is an urban utility in a similar climate and has a generation portfolio mix almost the same as DQE: 79% of its energy is from fossil fuels, 4% from outside purchases, and 17% is nuclear.  DTE earned 13.06% and charged 9.39 c/kWh.  But DTE is a more efficient company than DQE, able to charge residential customers  24.34 % less while rewarding shareholders with earnings 5.66% more than DQE.

             There is a third group of 6 companies.  These companies charged higher rates than DQE.  However, they have a lower ROE.  Compared to DQE there is sharing of the pain. Data for these companies is as follows:  

ROE       

c/kwh


Company

  5.30


12.58                      
Bangor Hydro

  
11.10


15.85


Consolidated Edison

  8.10


16.37


Lilco

  
  8.64


12.55                      
NY State E&G

  
  9.78


12.92                      
PECO Energy

  
  9.60


13.35                      
United Illuminating

  
8.440                          13.937

AVERAGE of 6 companies

12.36

           12.41                          DQE

These 6 companies have rates averaging 12.30% higher than DQE.  On this basis their service to customers is slightly poorer than that of DQE.  But they are paying a substantial price for their inefficiencies.  Their average ROE is 29.18% less than DQE. There are two very high residential rate companies that can be considered poorer performers than DQE. Consolidated Edison serving New York City at over 15.85 c/kWh charged 27.72% more than DQE while the shareholders received an ROE only 10.19% less. Long Island Lighting (Lilco) also is a very high rate utility with rates 31.91% above DQE.  However, its ROE is 34.5% less than DQE's.  On a fairness basis, the higher rates suffered by Lilco's residential customers are balanced by the lower return being received by the shareholders.  

There is a fourth group.  These are stocks that charge higher prices than DQE and have higher ROE's than DQE.  It is a short list because there is only one company in this group, Commonwealth Energy Systems.

ROE


c/kWh



Company

12.60


12.42                        
Commonwealth Energy Systems

12.36

           
12.41


                     DQE

No company surveyed charged customers more and has a higher rate of return than Commonwealth Energy Systems.  However, CES residential customers only pay .08% more than DQE customers while CES shareholders earned a return 1.94% higher. 

Conclusion

The averages for the 100 companies are compiled below.  As a crosscheck of the residential rates, the averages from EEI are shown also.

  

ROE     
c/kwh

12.36         
12.41                  DQE

  9.864        
  8.736                99 Company average

  8.87                  EEI Averages (see below)

The 100 companies charge residential customers an average of 29.58% less than DQE and their shareholders earn 20.19% less.  Or, from the other perspective, DQE charges residential customers 42.01% more than the other 100 companies.  DQE's shareholders have been allowed to earn 25.30% more than the average of the other 100 companies. Only two company situations are more unfair than the DQE situation, CES and Con Ed, with Lilco a tie.  This means that DQE residential customers are paying high rates compared to the average customer across the country, while DQE shareholders have been earning higher than average returns.    

            Pending 1997 data, we can say that since the last rate increase authorized by the PUC, (March, 1988) DQE's residential rate has averaged 12.235 c/kwh, 42.75% higher than the 8 year 1989-96 national EEI average.  Multiplying the extra charge times the kilowatt hours bought by residential customers yields more than a billion dollars in charges over the national average.    

A Proposal For Sharing The Burden
If DQE would charge residential consumers the national average of 8.80 c/kWh and earn the national average ROE of 9.86%,  we would have a truly fair situation (not counting commercial customers who do pay rates above the national average).  Due to DQE's cost structure, this solution is probably not acceptable.  Citizen Power proposes an alternate plan,   called "share the burden plan", that is feasable. It is estimated that if DQE charged 9.48 c/kWh (down from the 1992-6 average of 12.41 c/kWh) its ROE would have been 9.18%.  At 9.48 c/kWh the price charged to consumers would have been 6.88% greater than the national average.  That would be the consumer burden.  With an ROE of 9.18% the return to shareholders would have been 6.84% below the national average of 9.85%.  This would be the shareholder-company burden.  On a percentage basis the burdens would be equal. On a dollar basis, the extra cost to consumers would be larger than the dollars of profit lost by shareholders.

Adjustment corrections:  Suppose that for 1999 the 9.48 c/kWh rate for residential consumers yields a rate 7% above the national average but that DQE's ROE comes in 10% below the national average ROE.  The shareholders would have borne an extra 3% burden.  The rates would be adjusted for the year 2000 to make up the shortfall.  As the system is implemented, balance should be maintainable on a quarterly basis.  An important feature of this procedure is that it is self correcting (overages and shortfalls are corrected in the next time period) and hence does not rely on arbitrary estimates in the long run (an initial estimate such as the 9.48 c/kWh is needed to start the process, but if wrong, it will be corrected).  

Efficiency motivation:  The current system of cost plus rate setting gives companies perverse incentives.  There is no motive to be efficient.  If large cost overruns are encountered, such as the twelve times original cost for Perry 1 and BV2, the utility simply asked the PUC to raise allowed rates for captive customers to recover the costs.  This is exactly what has happened.  If cost plus is replaced by the Citizen Power "Share the Burden Plan",  there is incentive for more efficient operations.  Example: suppose DQE becomes 10% more efficient than the average utility.  It would then be possible for customer rates to be 5% below the national average and for the ROE to DQE shareholders to be 5% above the national average.  

Based on this past experience, it is reasonable to give customers a guaranteed rate reduction of 2.57 c/kWh, beginning January 1, 1999. As Table 1 shows, this would provide some deserved rate payer relief and keep the shareholders whole. 

Notes:

 DQE Chief Financial Officer Donald J.Clayton Direct Testimony, p. 18,  PUC Docket No. R-00974104.

2 DQE argues that it built these generating plants to meet the projected growth in electricity demand as

   required by the "regulatory contract". That so called "contract" is a reference to the requirement that the 

   utility will provide sufficient generating, transmission and distribution capacity to meet demand, in 

   exchange for monopoly control of its service territory.  DQE points to a supposed projected growth in the

   steel industry as the reason why the Company decided to build Perry 1 and BV2, and that the subsequent 

  "collapse" of the steel industry as the reason why the company "is left with expensive generating capacity"

   In addition, DQE claims that the Clean Air Act (1970 & 1977) and the Fuel Use Act (1978) required the    

   Company to build the nuclear units. The Company argues that to deny recovery of its investment in these 

   units would be unfair and illegal, since the PUC determined these investments to be "prudent" and 

   permitted them to be rate based in 1988. 

   There are a problems with each of these arguments; problems that are primarily the fault of the regulatory 

   system.   First, it is the utility that creates the projections for growth in demand. The utility has to build

   generating capacity to meet that projected growth. This is akin to (find an analogy) Since the utilities rate 

   of return is based on the value of its assets, the regulatory system encourages overbuilding. DQE 

   projected an unrealistic 8% growth in demand in the late 1960's, and planned to build 17 new generating 

   units, 9 of which were to be nuclear. Of the 9 nuclear plants, only Perry 1 and BV2 were completed. DQE 

   has provided no evidence that a projected growth in the steel industry justified the CAPCO planned 

   additional generation capacity. A strong argument can be made that the Company should have canceled 

   the Perry 1 and BV 2 units as well.  In fact, more reliable and economical units (Brunot Island 

   and Phillips) had to be removed from the rate base to justify the inclusion of Perry 1 and BV2. The key 

   point here is that these generating units were planned long before any of the events the Company cites to

   justify the decision to build Perry 1 and BV2 occurred.

3 Because data for only one year may contain unusual observations, EEI data for 1994 and 1996 was

  obtained and used to find average rates for the three year period 1994-6. The result for the 3 year period is 

  virtually the same as 1995.  Because of mergers and acquisitions the list of companies for 1996 was not

  exactly the same as 1995.  Fortunately, most companies report annual residential revenues and kWh sold 

  in their 10K reports available on the internet.  Figures from 10K's are noted in the tables below. There is a 

  small problem amounting to less than 1/10th of a cent regarding De's residential rates for 1994-6.  From 

  De's 1996 reports (10K and Annual) residential revenues (000's) were $405392, 414291, 401246 with 

  residential kWh (000000's) of 3321, 3378, and 3219 for 1996-5-4.  The implied residential rates are 12.21, 

  12.26, and 12.46 c/kWh with a three year average of 12.31 c/kWh.  The rates reported by the Edison 

  Institute are 12.17, 12.31, and 12.72 c/kWh respectively with a three year average of 12.40 c/kWh.  The 

  DQE average of 12.31 is used rather than the EEI average of 12.40.]

4Missing from the sample are municipal and U. S. government companies such as the TVA, and  very

  small companies such as the Nantucket Electric Co.  

5 The problem basically is that of finding which subsidiary belongs to which holding company.  An

  example is Entergy which holds Arkansas P&L, Mississippi P&L, Louisiana P&L, Gulf States Utilities, 

  and New Orleans PS.  A few matching problems have been caused by mergers and acquisitions but they 

  have been resolved by reference to 10K's and annual reports.  

 6 It is worth noting that DQE's fellow CAPCO (Central Area Power Coordinating Group) members which

  share ownership of the Perry 1 and Beaver Valley 2 nuclear units with DQE, charge lower rates.  Ohio

  Edison charged 10.61 c/kWh,  Pennsylvania Power 9.63, Cleveland Electric 11.01 and Toledo Edison

11.16.
From 1992 through 1996 Ohio Edison which bought Pa. Power had an average ROE of  9.00%

compared to De's 12.36%.  Centerior Energy, the combination of Cleveland Electric and Toledo has an interesting profit history.  It took a loss of $943 million in 1993 which is greater than the total of its profits in 1992 ($212.4m) and 1994-6 ($ 204, 220.5, 121.1m).  Clearly there was some investor pain in Ohio.  Not counting 1993 Centerior's ROE averaged 6.68% for 1992, 1994-6 (5.9%, 7.9, 8.3, 4.6).  For the same four years DQE averaged 12.53% (12.1%, 12.3, 12.8,12.9).

7 It is possible that some of these utilities may have a natural resource advantage, but these superior

  performers come from all parts of the country, with different fuel sources. Morningstar gives the type of

  generation facilities for many of the utilities it covers.  

Notes

