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Opinion and Order
BY THE COMMISSION:


Before the Commission for consideration and disposition is the Joint Petition for Settlement (Joint Settlement) filed by Duquesne Light Company (Duquesne) and by the Commission’s Law Bureau Prosecutory Staff (Prosecutory Staff) on December 12, 2005, as well as the Parties’ Joint Statement in Support of Joint Petition for Settlement.             

History of the Proceeding


Based upon information obtained in the Commission’s recent Management Audit of Duquesne, Prosecutory Staff initiated an Informal Investigation of Duquesne on May 27, 2005.  The Informal Investigation was instituted to ascertain whether Duquesne may have violated Sections 2102 and 2105 of the Public Utility Code (Code), 66 Pa. C.S. §§ 2102 and 2105, by granting an unauthorized interest rate decrease on a $250 million loan to its affiliate, Duquesne Light Holdings, Inc., f/k/a DQE, Inc., (Holdings).  The Informal Investigation was conducted pursuant to Subsection 331(a) of the Public Utility Code (Code), 66 Pa. C.S. § 331(a), and Section 3.113 of the Commission’s Rules of Practice and Procedure (Regulations), 52 Pa. Code § 3.113.  The proposed terms of the Joint Settlement will be set forth below.  

Discussion


Pursuant to our Regulations at 52 Pa. Code § 5.231, it is the Commission’s policy to promote settlements.  However, the Commission must review proposed settlements to determine whether the terms are in the public interest.  Pa. PUC v. Philadelphia Gas Works, M-00031768 (January 7, 2004).  
Background


The following summary outlining the facts precipitating the Informal Investigation are taken from the Joint Settlement.    

· On April 28, 2000, Duquesne’s Board of Directors approved a $250 million loan to Holdings, with interest set at 8% per annum.  The loan was evidenced by a Board Resolution and by a Promissory Note, payable on demand.  
· Duquesne did not seek prior Commission approval of the loan through a specific affiliated interest agreement because of Duquesne’s belief that the transaction was covered by the provisions of its Administrative Services Agreement (ASA) originally approved by the Commission in 1989, at Docket No. G-00890176.  Pursuant to the ASA, services that can be provided between Duquesne and its affiliates include “financial services”.  

· An opinion letter from Duquesne’s regulatory counsel in May 2000, advised Duquesne that the loan was within the scope of the ASA because financial services could be reasonably interpreted to include loans, and Duquesne could make the loan to Holdings in reliance on the pre-existing ASA without further application to the Commission.  
· From April 28, 2000, to December 31, 2001, Duquesne determined that 8% was the appropriate interest charge for the Demand Note because comparable market instruments were trading at 8% or less.  
· However, on December 10, 2001, Duquesne’s Vice President and Treasurer notified both Duquesne’s President and Controller of a downward adjustment to the interest rate from 8% to 5%, effective January 1, 2002, to reflect changes in general market conditions. Duquesne’s Board of Directors approved the decrease in the interest rate.  However, the only documentation of this decrease in the interest rate is in the form of affidavits from each Board member that acknowledges discussion and approval of the rate change.  
· Duquesne provided the affidavits of the Board members representing that on or about December 10, 2001, they each received budget documents that discussed the change in the interest rate on the Demand Note from 8% to 5%, and they discussed and approved the interest rate change, as well as authorized the appropriate Duquesne officers to take such actions as were necessary to give effect to the change.  
· The aforementioned affidavits were executed in March 2005, in response to the Bureau of Audits’ data request made as part of its Management Audit of Duquesne which was initiated in 2004.  In addition, Duquesne provided a March 3, 2005 opinion of counsel letter that the change to the interest rate was duly and validly authorized by all necessary corporate action on the part of Duquesne.  
· Duquesne also represented that the 2001, 2002, and 2003 Form 10-K footnote disclosures stating that the Demand Note “bears a market rate of interest”, was indicative of management’s intent regarding the change to the interest rate. The actual rate of interest charged by Duquesne had been consistently higher than applicable published rates for similar instruments and rates charged by Holdings on loans to its other affiliates, and the purpose of charging that rate was to ensure that there was no appearance of subsidizing Duquesne’s affiliates at the expense of Duquesne and its ratepayers.  
· On August 16, 2005, Duquesne received $250 million from Holdings in satisfaction of the loan.  Holdings had previously paid interest totaling $79,993,056 to Duquesne on the loan based upon an interest rate of 8% for the period April 28, 2000 through December 31, 2001, and 5% for the period January l, 2002 through August 15, 2005.  
· If the interest rate had remained at 8% during the entire period that the note was outstanding, interest would have totaled $107,555,556, a difference of $27,562,500 from the interest Holdings actually paid during that period. 

(Joint Settlement at 4-6).  

It is Prosecutory Staff’s position that Duquesne violated certain affiliated interest provisions of Chapter 21 by failing to obtain prior Commission approval of the transaction through a specific affiliated interest agreement, and that Duquesne’s failure to properly document an interest rate change was unreasonable and inconsistent with the public interest.  Duquesne disputes Prosecutory Staff’s assertions regarding violations of the Code.  
Terms of the Settlement Agreement


The Joint Settlement states that the Parties have reached agree​ment in an effort to resolve the informal investigation without incurring the cost and uncertainty of litigation.  The terms of the proposed Joint Settlement include, inter alia, the following:

· Duquesne agrees to accept from Holdings a cash contribution equal to the difference between the interest paid by Holdings on the Note ($79,993,056) and the interest that Holdings would have paid on the Note had the interest rate remained at 8% ($107,555,556), a total of $27,562,500, thereby increasing Duquesne’s capital surplus by the same amount.  
· Duquesne will establish procedures designed to ensure documentation of Duquesne’s Board of Directors’ approval for all inter-company loans and amendments thereto, and will seek appropriate Commission approvals of same. 
· In lieu of payment of any civil penalty, Duquesne agrees to contribute $250,000 in addition to other funds to Duquesne’s recently established “STAY WARM” programs for the winter of 2005-2006.  Duquesne further agrees not to seek recovery of this $250,000 contribution in any future ratemaking proceeding.    

(Joint Settlement at 7-11).

An opinion of counsel letter dated October 23, 2005, stating that Duquesne’s receipt of the proposed $25,652,500 contribution would not require Duquesne to restate its historical audited financial statements pursuant to the Securities Exchange Act of 1934, is attached hereto as Exhibit A.  The document attached hereto as Exhibit B establishes a new protocol for Duquesne to follow when authorizing affiliate loan transactions.  The document provides, inter alia, that only the Board of Directors may authorize loans to affiliates; that any such loan must be submitted to the Commission for approval; and that no affiliate loan or amendment thereto will be effective without both Board and Commission approval.  Exhibit C lists the STAY WARM programs to which the additional $250,000 contribution would be directed.
  

We note that the Joint Settlement does not include a provision addressing the treatment of any portion of the $250,000 STAY WARM contribution that is not spent during the 2005-2006 heating season.  Unlike Duquesne’s ongoing programs, such as its Customer Assistance Program (CAP), the STAY WARM programs are limited to the 2005-2006 heating season.  We believe that the public interest would be best served by transferring any unspent portion of the $250,000 STAY WARM contribution to Duquesne’s CAP.  This would still be in addition to Duquesne’s regular CAP contribution.  The provision in the Joint Settlement that Duquesne shall not recover any portion of the $250,000 in future ratemaking proceedings would remain.      
Conclusion
We believe that the Settlement Agreement would better serve the public interest by the addition of a provision directing that if any of the $250,000 STAY WARM contribution is not spent during the 2005-2006 heating season, the remaining monies will be transferred to Duquesne’s CAP.  We are cognizant of other relevant factors, including the extensive conferences and discussions between the Parties, the avoidance of costly and time-consuming litigation, and last, but most important, the fact that the Joint Settlement would ensure the implementation of the substantial changes to Duquesne’s policies and procedures regarding the authorization of affiliated interest loan transactions.  However, before issuing a decision of the merits of the Joint Settlement, we shall provide an opportunity for comments; THEREFORE,


IT IS ORDERED:



1.
That this Opinion and Order, the Joint Petition for Settlement, the Joint Statement in Support thereof, and the Exhibits A-C shall hereby be entered for comments by any interested party.  

  

2.
That a copy of this Opinion and Order, Joint Petition for Settlement, Joint Statement in Support of Settlement, and Exhibits A-C shall be served on the Office of Consumer Advocate and the Office of Small Business Advocate.  


3.
That comments to the Joint Petition for Settlement, the Statement in Support thereof, the Exhibits A-C, and this Opinion and Order will be considered timely if filed on or before February 6, 2006.    



4.
That subsequent to the Commission’s review of the comments filed in this proceeding, a final Opinion and Order will be issued.  








BY THE COMMISSION,








James J. McNulty








Secretary

(SEAL)

ORDER ADOPTED:  January 27, 2006
ORDER ENTERED:  Tuesday, January 31, 2006



	� 	The STAY WARM programs are a collection of company initiatives for the 2005-2006 heating season intended to assist low-income customers.  
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