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ORDER

BY THE COMMISSION:


On October 7, 2005, Duquesne Light Company (Duquesne Light) filed, pursuant to Chapter 21 of the Pennsylvania Public Utility Code, 66 Pa. C.S. §§2101, et seq., an affiliated interest agreement for participation in a Cash Pool (the Pool) arrangement among its affiliates.  By Secretarial Letter dated October 7, 2005, the Commission extended the 30-day statutory consideration period until further order of the Commission as provided in Chapter 21 of the Public Utility Code.
Background


Duquesne Light is a jurisdictional utility that provides electric distribution and transmission services primarily within Allegheny and Beaver counties.  Duquesne Light Holdings, Inc. (DLH) is an energy services holding company formed to serve as the holding company for Duquesne Light and to engage in other unregulated energy and energy-related businesses.

DLH, formerly DQE, Inc., originally established its Cash Pool in November of 1997 as a mechanism to concentrate and combine the excess funds of it and its affiliates for investing in short-term securities.  The aggregation of these funds was designed to provide a more efficient means for managing the excess cash of the DLH subsidiaries.  The applicants state that Duquesne Light became a member of the Pool in July of 2000.

In the most recent Management Audit conducted by the Commission, the Audit Staff discovered a number of arrangements or transactions that they felt were not covered by Commission approved affiliated interest agreements.  One of these was the participation of Duquesne Light in the Cash Pool arrangement.  Duquesne Light, however, contends that its participation in the Pool was authorized by the Commission under a previously approved Administrative Services Agreement (ASA).  The Auditors in turn contend that the ASA did not contain authorization for Duquesne Light to participate in the Pool.  In its Implementation Plan, which was acknowledged by the Commission at its Public Meeting of June 1, 2006, Duquesne Light accepted the recommendations in the report issued by PA Public Utility Commission Bureau of Audits including the requirement to file an affiliated interest agreement for Duquesne Light’s participation in the Pool.

Even though Duquesne Light originally disputed the Auditors’ conclusion regarding its participation in the Pool, the company agreed to file for approval of its membership and participation in the Pool under the affiliated provisions of the Code.  Subsequently, Duquesne Light exited the pool November 28, 2005, pending Commission approval of this affiliated interest application for participation in the Pool.  


Subsequent to making its filing Duquesne Light responded to the Commission’s requests for additional information.
The Cash Pool Agreement


The Cash Pool is used by DLH as a mechanism to concentrate excess funds and combine the cash of DLH and its subsidiaries to invest in short-term investments.  The applicants state that by aggregating their funds DLH and its subsidiaries are able to invest in short-term securities previously not available to individual Pool participants.  Additionally, the applicants aver that the Pool is a more efficient method of managing funds by reducing the administrative costs of the Pool participants and results in higher investment returns for the Pool participants. 


Participants in the Cash Pool include DLH and all of the wholly-owned direct and indirect subsidiaries of DLH.  DQE Capital Corporation acts as the Agent and is the current Pool administrator.  The cash position of the Pool participants is determined by the Agent on a daily basis.  The sources of these funds include normal operating receipts, external borrowings or contributions made by DLH.  Pool participants, with the exception of DLH, can contribute to the Pool but cannot borrow from the Pool.  DLH through the Agent is permitted to borrow from the Pool but does not contribute to the Pool.  The Agent is permitted to borrow from the Pool to facilitate intercompany borrowing arrangements and operating requirements.  There are no individual limits on the amounts that any individual participant can deposit into the Pool and DQE Capital Corporation borrowings from the Pool are only limited by the amount deposited into the Pool.  Excess cash, the net of the amount contributed less borrowings by the Agent, will be invested by the Agent in approved investments that are consistent with the Duquesne Light Holdings Short Term Investment Policy
.

DQE Capital Corporation, acting as the Agent, is the only Pool participant that may borrow from the Pool and its borrowing are only limited by the amount that is contributed by the other Pool members.  The borrowings by the Agent are then lent to DLH as a demand loan.  Borrowings made by that Agent from the Pool are at an internal short-term borrowing rate, typically the London Inter-Bank Offered Rate (LIBOR).  The Agent then lends to DLH at an interest rate equal to the rate charged by external lenders on DLH’s current revolving credit arrangement.  The interest rate charged to DLH on its revolving credit facility, and therefore on its borrowings from the Pool, is LIBOR plus a margin based on DLH’s current senior unsecured credit rating.  The margin between the borrowing rate from the Pool and lending rate to DLH charged by the Agent is used by the Agent to cover the administrative costs of operating the Pool.


DLH may use the money for general corporate purposes or may advance funds to its subsidiaries on an as needed basis.  These advances may be in the form of a capital contribution or a loan.  Advances to Duquesne Light are done only in the form of a capital contribution.  


Should a participant require its cash that is deposited in the Pool and there is insufficient cash to meet its withdrawal needs, the Agent would make a demand against DLH for repayment of all or a portion of its loan.  If need be, DLH would access its available credit lines to obtain the cash needed to satisfy the Agent’s demand.

Discussion

In reviewing Duquesne Light’s participation in the Pool, the Commission raised the following concerns:

1. There is no formal agreement among participants of the Pool.

2. There is no borrowing or lending limits placed on any of the Pool participants.

3. DLH’s ability to borrow money from the Pool through the Agent DQE Capital.

4. Capital arbitrage between regulated and unregulated entities.

5. Duquesne Light’s risk versus benefits in participating in the Pool.


The company agreed that there is no formal agreement that is signed by the Pool participants.  DLH does have, as required by FERC and filed with FERC, a written document that specifies the duties of the administrator and the participants.  Duquesne Light also notes that each participant in the Pool has signed the ASA and that this agreement covers the provision of services provided by one affiliate to another.  The company reiterates that each participant is aware of the operating procedures provided by the Cash Pool operating document.


In reviewing the Code, 66 Pa. C.S. §2102(a) states in part that:


If such contract is oral, a complete statement of the terms and conditions thereof shall be filed with the commission and subject to its approval.


Additionally, 66 Pa. C.S. §§2102(b) states in part that: 


It shall be the duty of every public utility to file with the commission a verified copy of any such contract or arrangement, or a verified summary as described in subsection (a) of any unwritten contract or arrangement.


The Commission has determined that the Pool operating document that Duquesne Light filed with their application adequately describes the operation of the Pool.  Therefore, the Commission will not require that a formalized signed contract for Duquesne Light to participate in the Pool.


Unlike other cash pools that the Commission has reviewed, the DLH Pool does not allow its Pool participants to borrow from the Pool nor does it have borrowing or contribution limits for individual participants.  As noted above, DQE Capital, acting as the Agent, is the only Pool participant that may borrow from the Pool and its borrowing is only limited by the amount that is contributed into the Pool.  In other intra-system money pool arrangements
, pool participants may borrow from the pool and the pool administrator is prohibited from borrowing from the pool.  Under this scenario, the pool administrator may contribute money to the pool whenever borrowings from the participants exceed contributions.  This would be done by the pool administrator having access to externally available credit sources.


DLH’s borrowing arrangement is dissimilar to what has been seen recently by the Commission in other cash pool arrangements.  Our concern is that DLH borrowing through the Agent from the Pool lacks transparency in how these funds are being used and which entities, through DLH, may be borrowing money.  Along with this lack of transparency, it may be that the regulated entity is helping to fund DLH’s non-regulated operations.  As Sharon Bonelli of Fitch Ratings notes “Cost benefits of pools reflect cost of capital arbitrage between regulated and unregulated subsidiaries; or simply put, money pools may provide an affiliate cross-subsidy.”



There are a number of ring-fencing strategies suggested by Fitch that may help to insulate the public utility from the risks of its affiliates and parents when participating in a money pool arrangement.  These are: 

· Separate pools for regulated and unregulated subsidiaries

· Prohibit parent from borrowing from the pool, but permit the parent to lend to subsidiaries via the pool

· Restrict borrowing of unregulated subsidiary to the amount invested in the pool

· Restrict borrowings to a level commensurate with internal cash flow capability

· Require an annual ‘clean down’ period, where each participant  has no outstanding borrowings from the pool for two consecutive weeks

· Prohibit funding of the pool with proceeds of external borrowings such as credit facilities and commercial paper



The Duquesne Pool tends not to follow these guidelines:

· The Duquesne cash pool mixes both regulated and unregulated subsidiaries.  Duquesne Light would be the only regulated sub of DLH.

· DLH, the Parent Company, through DQE Capital, is the only entity borrowing from the pool.  (In other money pools such as the one approved for the First Energy Utilities, the Agent could lend to the pool but could not borrow.)

· There appears not to be any limits on external borrowing funding the Pool.  In fact, sources for cash to the pool includes: “external borrowings against lines of credit.”


DLH counters some of these concerns by stating that Duquesne Light is the only regulated affiliate of DLH and that Duquesne Light does not borrow money to deposit in the Pool.  Money borrowed by DLH from the Agent is charged interest at the same rate that the company would be charged for using its current revolving credit arrangement.  Therefore, the money being borrowed by DLH is not at an interest rate lower than DLH could obtain from other external short term borrowing facilities.  For these reasons, the company concludes that there is no cost of capital arbitrage taking place between regulated and unregulated DLH entities.

DLH also states that there is total transparency on how the cash is being used because borrowings can only be done by the Agent to DLH.  They go on to explain that each DLH affiliates’ funding requirements is established each year by the Board of Directors.  If Duquesne Light requires cash in excess of its cash pool balance, it can access the capital markets, borrow under bank facilities or request equity from DLH.  Since Pool participants other than Duquesne Light do not have access to the credit markets or bank facilities, they must request cash from DLH if their cash needs exceed their respective cash balances.  These advances would be funded by DLH first from available cash on hand, second from available Pool funds and third from bank credit or capital markets.


DLH opines that having their subsidiaries borrow from them rather than directly from the Pool poses less default risk to Pool participants. Since Pool participants cannot borrow directly from the Pool, the other Pool participants are not at risk should the borrowing affiliate be unable to meet its financial obligations.  Having DLH, who has access to lines of credit and the capital markets, assume the default risk makes contributing to the Pool less risky.  In this way, Duquesne Light is not exposed to risk from the smaller unregulated companies that participate in the Pool.


In addition to having minimal risk in participating in the Pool, DLH states that Duquesne Light receives cost benefits by participating in the Pool.  Administrative cost benefits are achieved by not having to maintain separate brokerage accounts, lower bank settlement costs through book entry with affiliates, reduced transaction costs and lower bank services fees.  Also, the additional interest paid by DLH on money borrowed from the Agent is used to cover the administrative costs of the Pool.

Our analysis and conclusions differ somewhat from those provided by DLH.  However, the Commission agrees that the Pool provides a cost benefit, and funds contributed to the Pool by Duquesne Light are not being used to subsidize its unregulated affiliates.  The Commission also concludes that the use of borrowed funds by DLH lacks transparency, and these borrowed funds may be used to support its non-regulated affiliates.

In analyzing the Pool data from April 2005 through September 2005, the data shows that Duquesne Light was always a net contributor to the Pool and tended to be the largest contributor to the Pool.  DQE Capital Corporation was always a borrower from the Pool and tended to borrow an amount that exceeded Duquesne Light’s contributions.  In light of this information, it is possible that capital arbitrage could be taking place.  However, it is difficult to monitor the flow of these funds because what DLH does with funds borrowed from the Pool is not readily transparent by viewing Pool data.  

Upon further investigation, the Commission found that money being borrowed by DLH from the Pool is being borrowed at a rate similar to its external short term credit facility.  Therefore, capital arbitrage between the regulated entity, Duquesne Light, and the unregulated subsidiaries participating in the Pool, does not occur if participating affiliates have similar risk profiles.  That is, DLH and its unregulated affiliates gain no short-term rate advantage by borrowing from the Pool versus borrowing externally.  Having DLH borrow internally rather than externally benefits all Pool members by providing additional funds that are used by the Agent to pay the administrative costs of the Pool.  Had these funds been borrowed externally, benefits would accrue to DLH’s lenders rather than internally to the DLH subsidiaries.


The Commission does agree with the assessment that the Pool provides benefits to Duquesne Light.  Cost sharing through a single Agent, DQE Capital Corporation, helps to reduce administrative and transaction costs which in turn benefits Duquesne Light.  There appears to be no additional exposure to default risk whether a DLH affiliate borrows directly from the Pool, or indirectly, as is currently being done.  Duquesne Light exposure to an affiliates’ financial non-performance would be comparable in either case.


Additionally, if a company is reliant upon its corporate parent as the sole source of short-term financing, the company is exposed to the liquidity risk of its parent.  Having access to its own bank credit facilities, Duquesne Light is not dependent upon DLH as its sole source of short-term financing.  This minimizes any short-term liquidity risk exposure of Duquesne Light should DLH or one of its unregulated affiliates experience liquidity problems.


DLH affiliates are involved in the purchase of electricity and are therefore subject to a great deal of financial risk due to price volatility in these markets.  Since funds from the Pool may be lent to these affiliates through DLH, the Commission is obliged to monitor the financial health of these affiliates and will request quarterly financial reporting to monitor the financial health of the DLH affiliates involved in the purchase and supply of electricity.

Lastly, the Commission concludes that there is no additional exposure to default risk for Duquesne Light to participate in the Pool because, in general, Duquesne Light’s overall operations and structure are not ring-fenced from DLH.  Since minimal structural separation exists between Duquesne Light and DLH, Duquesne Light’s participation in the Pool will not increase the risk to the utility.  As noted by Standard & Poor’s in their summary of Duquesne Light: “The ratings on electric utility Duquesne Light Co. reflect the consolidated credit profile of its parent, Duquesne Light Holdings Inc., and DLH's remaining riskier competitive businesses.”  

In summary, the Commission finds that: 

· Pool participation by Duquesne Light provides some cost benefits and operating efficiencies to the company;

· Internal controls are in place so that funds borrowed by DLH are not being used to provide capital arbitrage between regulated and unregulated subsidiaries;
· Borrowing by DLH from the Pool does not provide adequate transparency in regards to the use of Pool funds.


Therefore, the Commission will approve Duquesne Light’s participation in the Pool.  However, we caution the company that in continuing its participation in the Pool, Duquesne Light and DLH and its unregulated affiliates must continue to follow the current guidelines presented in the body of this order.  The Commission emphasizes that: 1) Duquesne Light must not provide funding to the Pool with externally borrowed funds; 2) DLH must continue to pay its external rate of interest on monies borrowed from the pool; and, 3) Duquesne Light should abide by all the guidelines as required by the DQE Capital Corporation Cash Pool operating agreement.  Should the DQE Capital Corporation Cash Pool operating agreement change, Duquesne Light should notify the Commission of any change prior to implementing that change.

Additionally, as noted above, the use of the funds being borrowed by DLH is not readily transparent.  Because of this lack of transparency, the Commission requests that on a quarterly basis DLH provide a summary detailing the use of borrowed funds. 

The Commission has examined the Cash Pool arrangement and has determined that it appears to be reasonable and consistent with the public interest under Section 2102(b) of the Public Utility Code; however, approval of the Cash Pool arrangement does not preclude the Commission from investigating during any formal proceeding the reasonableness of any charges under this arrangement; THEREFORE,


IT IS ORDERED:


1.  That the Affiliated Interest Agreement among Duquesne Light Company, Duquesne Light Holdings and its affiliates be, and hereby is, approved consistent with this Opinion and Order.


2.  That acceptance does not preclude the Commission from investigating during any formal proceeding the reasonableness of any charges under the Agreement.


3.  That Duquesne Light Company file with the Commission and provide to the Bureau of Fixed Utility Services a quarterly report that details the use of borrowed funds by Duquesne Light Holdings from the Cash Pool.  Reports will be due 60 days following the end of each quarter beginning with the quarter ended December 31, 2006.


4.  That Duquesne Light Company file with the Commission and provide to the Bureau of Fixed Utility Services quarterly financial reports including income statement, balance sheet and cash flow statement of the energy supply affiliates of Duquesne Light Holdings.  Reports will be due 60 days following the end of each quarter beginning with the quarter ended December 31, 2006. 


5.   That the case be marked closed.







BY THE COMMISSION,







James J. McNulty







Secretary

 (SEAL)

ORDER ADOPTED:  November 9, 2006
ORDER ENTERED:  November 9, 2006
� According to the Applicants, the Short Term Investment Policy of DLH is designed to provide a high degree of safety, liquidity and to a lesser extent yield.  Permissible investments include but are not limited to: U.S. Treasury obligations, Commercial Paper, Certificates of Deposits, Bankers Acceptances and Money Market Funds.


� For example, see the Secretarial Letter regarding the First Energy Pennsylvania Utilities intra-system money poll at docket no. G-00020956.
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