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[tem No: H-1

Witness: D_J. Clavion

Page | of 2

DUQUESNE LIGHT COMPANY

H. - Rate of Retumn
1. Provide a schedule (Schedule 1) showing the major components of

claimed capitalization, and the derivation of the weighted costs of capital
for the rate case claim. This schedule shall include a descriptive statement
concerning the major elements of changes in claimed capitalization. cost
rates and overall return from comparable historical data.

Response:

Schedule 1 on page 2 details the Company s capitalization as of December 31.
1996 and the Company’s Weighted Average Cost of Capital. Since the prior rate case
filing. the Company has reduced its capitalization from $3.0 biilion to $2.5 billion.
Additionally, it has decreased its common equity percentage from 40.20% to 40.08%, has
raised its preferred and preference equity from 7.80% to 9.69% and decreased its long
term debt percentage. Long term debt decreased from 52.00% of capitalization to
50.23%.



Duguesne Light Company
Capitalization and Capital Structure Ratios
December 31, 1996

(Thousands of dollars)

Long Term Debt
Collateral Trust Bonds
Sinking Fund Debentures
Pollution Control Obligations
Unamortized debt premium

Total Long Term Debt

Preferred and Preference Stock
Preferred Stock Including Premium
Preference Stock Including Premium

Capital Stock Tax
Monthly Income Preferred Stock

Tota! Preferred and Preference Stock

Common Equity
Commn Stock Including Capital Surplus
Retained Earnings

Total Common Equity

Total Permanent Capital

Weighted Average Cost of Capital:

Long Term Debt
Preferred and Preference Stock
Common Equity

Total Weighted Average Cost of Capital

Schedule 1

December 31, 1996

Amount
Outstanding

$903,000
4,891
417,985

(85,114)

1,240,762

60,608
28,997

(274)
150,000

239,330

825,314
164,422

980,236

$2,470,328

—_— 2

Percent of  Average

Capital Rate
50.23% 8.51%
9.65% 7.45%

40.08% 11.50%
100.00%

Percent

Of Total

30.23%

9.69%

40.08%

100.0%

Weighted
Rate
4.28%
0.72%
461%
2.61%

Item No: H-1
Page 2 of 2



Item No: H-2

Witness: D. J. Clavton

Page 1 of 6

DUQUESNE LIGHT COMPANY
H. Rate of Return

2. Provide a schedule showing the major components of the embedded cost of
long-term debt, by issue, supporting the related rate case claim. The schedule

shall contain the following information:

(a) Date of issue

(b) Date of maturity

(c) Amount issued

(d) Amount outstanding

(e) Amount retired

(f) Amount reacquired

(g) Gain or loss on reacquisition

(h) Coupon rate

(1) Discount or premium at issuance
(j} Issuance expense

(k) Net proceeds

(1} Sinking fund requirements

(m) Effective cost rate

(n) Total average weighted effective cost rate

Clearly note projected new issues, retirements and other major changes
from the data for the comparable 12-month period immediately
preceding the base year.

Response:

See attached schedules:

Schedule 1 on page 2 details the Sinking Fund debentures ($400,000 mandatory
sinking fund due every year through maturity) and Industrial Development Revenue
Bonds.

Schedule 2 on page 3 details the First Mortgage Bonds (“FMB’s").

Schedule 3 on page 4 develops the Total Weighted Average Cost of FMB’s.

Schedule 4 on page 5 develops the Total Weighted Average Cost of Pollution

Control Obligations.
Schedule 5 on page 6 develops the Total Weighted Average Cost of Long Term

Debt for the Company.

Retirements and reacquisitions (Items (e), (f), (g)) are detailed in Item No. H-6.



DUQUESNE LIGHT COMPANY
Caleulotion of the Effactivs Intsrest
Rata for Sinking Fund Debantures and
Industrial Davelopment Bonds by Series

31-0na-86

RAewponaa letter

Innug
1)

Sinking Fund Oebentures
6.000% due 03 0t 10

Aleghany Coynty
Induatrial Development Bonds

1922 Series A {Flonting Rate) due 09 01 11
1990 Sarien D [Flasting Aate] due 12 01 13

Beayer County
Induntria] Devaloprment Bands

1994 Serias {Foating Rate) due 10 01 29

1390 Series A [Fosting Ante) dus 08 DY 20
1990 Series B (Floating Rate} due 08 01 09
1990 Series C {Roating Rate) dus 08 01 26
1993 Series A {Flosting Rata) due 09 01 30

Siote.of Ohio
Induntrini Osvetopment Bands

1993 Seriaw |Floating Ratal due 10 01 27
1994 Sarien AL B {Flonting Reta) dus 10 01 29
L8988 Seties (Flonting Rate} dus 05 01 18
1989 Serien {Fosting Ratal due 10 01 23

la}

fssus

{2)

C1-Mar-80

16-Dac-02
03-Dec-850

26-Qct-04
28-Jun-80
06-Jul-80
08-Jul-90
29-Jun-23

30-Aug-92
18-Dec-94
08-5ep-88
Q8-Cec-88

tbt

Maturity

Data
3

Q1-Mar-10

01:Sep-11
Q1-Dac-13

01-001-29
01-Aug-20
01-Aug-08
01-Aug-26
01-5ep-30

03-Dc1-27
01-Oot-28
01-5ap-18
01-0ct-23

1k}

Coupon

Bate
{3)

6.00%

8.20%
6.20%

8.20%
8.20%
6.20%
8.20%
8.20%

8.20%
8.20%
8.20%
8.20%

Avernge
Tarm in

Ysarp
14) = J{3)-12))
+366.25

18.7
23.0

28.7
30.1
9.1
36,1
ar.z

341
34.8
30.0
33.8

le

Criginal
Amount

15}

20,000,000

47,825,000
50,000,000

76,500,000
13,700,000
18,000,000
44,260,000
25,000,000

20,500,000
38,810,000
71,000,000
13,600,000

ib

Premium or
(Dlscount]

[CH

27,998

o0 O D o

{205, 000}

0
1724,200)
{141,760)

1

Company
tausnae

5

104,337

450,000
281,399

200,000

77,648
101,886
260,450
280,000

222,410
200,000
886, 800
128,260

{k]

Nat

Nat
Proossds

Emosads Bati
{8} = (B})-{8}-{7} (9} ={(8}+ (5}

19,923,661

47,476,000
48,618,609

76,300,000
13,822,454
17,898,116
43,989,634
24,710,000

20,072,680
28,410,000
88,680,000
13,230,000

39.52%

23.08%
B9.24%

99.74%
89.43%
89.43%
99.43%
98.84%

87.82%
89.48%
48.00%
§B8.00%

{d)

Qutstanding

Ralange
{16}

4,881,000

47,926,000
50,000,000

76,500,000
13,700,000
18,000,000
44,260,000
26,000,000

20,600,000
38,810,000
71,000,000
13,600,000

Annual

[1R1)

B0, 299

492,881
514,200

776,442
140,891
186,112
46,087
267,100

210,822
397,086
730,164
138,834

Tatal
Annual

Schadule 1

Im}

Effaotive
Coat

Intsreat Bate
f!?l-[ﬂiﬁfioi (13 =(F2]+ (10}
+

286,318

3,607,243
3,644,200

6,472,642

985,771
1,310,112
2,218,287
1.827,300

1,612,672
2,806,329
6,238,864

894,734

6.08%

7.32%
7.29%

7.25%
7.27%
7.28%
7.27%
7.31%

2.38%
7.27%
7.38%
7.37%

9 Jo 7 °9rg
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DUQUESNE LIGHT COMPANY
Calculation of tha Effective kiterest
Ante for Firat Mortgage Bonds

31.Dac-96
Reaponsa lattes {a)
hisua

lssua Oato

[R)] (2}
8.750% FMB due 05 15 22 01-Jun-92
B.375% FMB due 05 15 24 15-Jut-82
6.300% FMB due 11 15 87 01-Sep-92
6.550% FME due 11 15 98 01-Sep-92
5.900% FMB dua 11 15 87 01-Oct-82
6.000% FMB due 11 15 87 01.Oct-B2
8.200% FME dus 11 15 22 13.-0ct-82
6.150% FMB due 02 12 98 12-Feb-83
6.450% FMB due 03 01 00 01.Mar.83
6.650% FMB dus 04 01 03 J1-Ape-93
7.625% FMB due 04 15 23 30-Ape-93
6.100% FMB dua 05 10 00 10-May-93
6.700% FMB dus 05 15 03 27.Mey-332
5.850% FME dus 06 01 98 02-Jun-83
6.700% FMB due 05 15 03 08-Jun-93
6.625% FMB due 06 15 D4 22-Jun-93
7.550% FMB due 06 15 25 22-Jun-93
5.8900% FMB dus 07 01 99 01-Jul-93

b)

Maturity

Dmta
{3)

15-May-22
16-May-24
15-Nov-97
15-Nav-38
16-Nov-97
15-Nov-87
16-Nov-22
12-Feb-8B
01-Mer-00
01-Apr-03
15-Apr-23
10-May-C0
15-May-03
01-Jun-98
15-May-03
15-Jun-04
15-Jun-25

01-Jul-89

Aversge
Term int

Yoors
{4) = [(3}-(21)
+365.25

30.0
31.8
5.2
8.2
5.1
8.1
301
5.0
7.0
10.0
30.0
7.0
10.0
5.0
9.8
1.0
32.0
8.0

let

5}

100,000,000
100,000,000
15,000,000
5,000,000
5,000,000
30,000,000
10,000,000
36,000,000
45,000,000
4E,000,000
100,000,000
55,000,000
25,000,000
35,000,000
30,000,000
100,000,000
100,000,000
75,000,000

il

Premium or

(6}

{875,000)
[B75,000)

{75,000}

127,500}

[25,000)
150,000

(75,0001
{178,000}
{270,000)
1281,250)
(875,000
{330,000
{158,250}
{175,000}
{187,500)
1650,000)
1875,000)
412,500}

Company

N/A
N/A
NiA
NIA
NiA
NIA
NiA
NiA
NiA
N/A
NfA
NIA
NiA
NiA
NiA
NiA
NiA
NiA

(k)

Net

98,125,000
98,126,000
14,826,000

4,872,500

4,975,000
29,860,000

9,825,000
34,826,000
44,730,000
44,718,760
89,125.000
54,670,000
24,843,750
34,825,000
29,812,600
98,350,000
99,125,000
74,587,600

Net

Procoeds

Procends Batio
[B} = {7])-{6)-{5) (D) ={B)+(5)

88.123%
99.13%
29.60%
99.45%
99.50%
99.50%
99.25%
89.50%
99.40%
89.38%
89.13%
89.40%
929.38%
99,50%
88.38%
93.35%
99.13%
99.45%

e

Outstanding

(10}

100,000,000
83,000,000
16,000,000

5,000,000

5,000,000
30,000,000
10,000,000
35,000,000
46,000,000
46,000,000

100,000,000
66,000,000
25,000,000
35,000,000
30,000,000

100,000,000

100,000,000
75,000,000

Annuel

111}

1,028,400
958,412
154,260

51,420

51,420
308,620
102,840
359,840
482,780
402,780

1,028,400
585,820
267,100
359,940
308,520

1,028,400

1,028,400
771,300

Total
Annusl

{m)

Effective
Coat

Iotorest Bata
(12 = {14} % [10} {13} ={12}+ (10}
+{11

9,858,400
8,814,912
1,115,780

384,420

351,820
2,141,620

929,840
2,554,440
3,414,780
3,485,780
8,728,400
3,981,120
1,984,800
2,449,440
2,345,520
7,738,400
8,848,400
5,278,800

9.86%
9.48%
T.44%
7.68%
7.04%
7.14%
2.30%
7.30%
7.58%
7.77%
8.73%
7.24%
7.82%
7.00%
7.82%
7.74%
2.65%
7.04%

Schedule 2

{hl

Coupon

Bata
14}

8.750%
8.375%
8.300%
8.550%
5.900%
6.000%
8.200%
6.150%
8.450%
6.650%
7.625%
8.100%
8.700%
5.850%
6.700%
5.625%
7.550%
5.800%

9 Jo ¢ °3eq
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DUQUESNE LIGHT COMPANY

Composite Interest Rate
Of First Mortgage Bonds

ltem
{1}
First Mortgage Bonds:

8.750% FMB due 05 15 22
8.375% FMB due 05 15 24
6.300% FMB due 11 15 97
6.550% FMB due 11 15 98
5.900% FMB due 11 15 97
6.000% FMB due 11 15 97
B8.200% FMB due 11 15 22
6.150% FMB due 02 12 98
6.450% FMB due 03 01 00
6.650% FMB due 04 01 03
7.625% FMB due 04 15 23
6.100% FMB due 05 10 00
6.700% FMB due 05 15 03
5.850% FMB due 06 01 98
6.700% FMB due 05 15 03
6.625% FMB due 06 15 04
7.550% FMB due 06 15 25
5.900% FMB due 07 01 99

FMB Total

31-Dec-96

Amount

(2)

$100,000,000
93,000,000
15,000,000
5,000,000
5,000,000
30,000,000
10,000,000
35,000,000
45,000,000
45,000,000
100,000,000
55,000,000
25,000,000
35,000,000
30,000,000
100,000,000
100,000,000

Effective

Percent Cost
to Total Rate

(3)=(2)+Z(2) (4)
11.07% 9.86%
10.30% 9.48%
1.66% 7.44%
0.55% 7.69%
0.55% 7.04%
3.32% 7.14%
1.11% 9.30%
3.88% 7.30%
4,98% 7.59%
4.98% 7.77%
11.07% 8.73%
6.09% 7.249%
2.77% 7.82%
3.88% 7.00%
3.32% 7.82%
11.07% 7.749
11.08% 8.65%
8.32% 7.04%
100.00%

Annual
Interest

Costs
{8)=(4)x{2)

$9,860,000
8,816,400
1,116,000
384,500
352,000
2,142,000
930,000
2,555,000
3,415,500
3,496,500
8,730,000
3,982,000
1,955,000
2,450,000
2,346,000
7,740,000
8,650,000

Schedule 3

Weighted
Cost

Rate
{61=1{4}x (3)

g jo % adeg
1ON WY
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Item No: H-2

Page 5 of 6
DUQUESNE LIGHT COMPANY Schedule 4
Composite Interest Rata
Of Pollution Contrel Obligations
31-Dec-96
Effective Annual Waeighted
Amount Percent Cost Interagt Cost
htam Qutstanding 1o Total Bate Losty Bate
{n (2) GrF2rL(2) 4) (51=(41x(2) (61=1{4)x(3)
Allegheny_County Indystrial
Davelopment Bonds:
1992 Series A {Floating Rate) due 09 01 11 $47,925,000 11.47% 7.32% $3,508,110 0.84%
1990 Series D (Floating Rate} dus 12 01 13 50,000,000 11.96% 7.29% 3,645,000 0.87%
Beayer County Industrjal
Davelopment Bonda:
1994 Series (Floating Rata} due 10 01 29 75,500,000 18.06% 7.25% 5,473,750 1.31%
1990 Series A {Floating Rate} due 08 01 20 13,700,000 3.28% 7.27% 995,990 0.24%
1990 Series B (Floating Rate) due 08 071 09 18,000,000 4.31% 7.28% 1,310,400 0.31%
1990 Series C {Flosting Rate] due 08 01 25 44,250,000 10.59% 7.27% 3,216,975 0.77%
1993 Serles A {Floating Rata) due 09 01 30 25,000,000 5.98% 7.31% 1,827,500 0.44%
Siate of Ohio Industria|
Daveicpment Bonds:
1993 Series (Floating Rate) dua 10 01 27 20,500,000 4.90% 7.38% 1,512,900 0.36%
19394 Series A & B {Floating Rate) due 10 01 29 38,610,000 9.24% 7.27% 2,806,947 0.67%
1988 Series (Floating Rate} dus 09 01 18 71,000,000 16.99% 7.36% 5,239,800 1.25%
1989 Series (Floating Rate) due 10 01 2023 7.37%
Tatal Pallution C | Qhligati
®
DUQUESNE LIGHT COMPANY Schadule &

Composite Interest Rate
Of Total Long Term Debt

31-Dec-96
Effective Annual Waighted
. Amount Percent Cost Interast Cast
ftem Qutstanding 1o Total Bate Costs Bate
[4)] {2) (G)=2}=L(2) (4} {B)=1{4)x{2) {6)=1{4)}x(3)
Long-Term Debt
Pollution Control Obligations:
Backed by FMB's $168,325,000
» Other - 249,060,000
Total Pollution Control Bonds $417,985,000 31.53% 7.30% $30,512,905 2.30%
Total First Mortgage Bonds . $903,000,000 68.11% M 74,316,900 5.61%
Sinking Fund Debenturasg 34,891,000 0.36% 6.06% 296,395 0.02%
Unamortized Premium on Debt [ssuance 1.814
D Unamortized Discount on Debt lssuance 3,916,295
Jotal Long-Term Debi T Ay AR D
Revolving Credit Agreement
Commitment Faes 135,000 135,000
Unamortized Premium on Debt Issuance ($1.814)
) Unamortized Discount on Debt lssuance (3,916,295}
Unamortized Tender Call & Repurchase Premium (85,113,761}

Total Adiusted Long-Term Debt




® o o ® @ ® ® 9
DUQUESNE LIGHT COMPANY
Composite Interest Rate
Of Total Long Term Debt
31-Dec-96
Effective
Amount Percent Cost
Item Qutstanding 1o Total Rate
(1) (2] (3)=(2)+E(2) (4)
Long:-Term Debt
Pollution Control Obligations:
Backed by FMB's $168,925,000
Other 249,060,000
Total Pollution Control Bonds $417,985,000 31.563% 7.30%
Total First Mortgage Bonds $9803,000,000 68.11% RE¥EEEs
Sinking Fund Debentures $4,891,000 0.36% 6.06%
Unamortized Premium on Debt Issuance 1.814
Unamortized Discount on Debt Issuance 3.916.295
Total Long-Term Deht R B0 2 OO [ e O OTO DY
Revolving Credit Agreement
Commitment Fees
Unamortized Premium on Debt Issuance ($1,814)
Unamonrtized Discount on Debt Issuance {3,916,295)
Unamortized Tender Call & Repurchase Premium (85.113.761)

b SR AG By P

Total Adjusted Long-Term Debt

Annuat
Interest
Casts
{5}=1(4) x {2)

$30,512,905

74,316,900

296,395

RSN 0GR BARTU0RES

Schedule 5

Weighted
Cost

Bata
(6)={4) x {3)

2.30%
5.61%

0.02%

9 30 9 a8eg
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® Item No: H-3
Witness: D. J. Clayvton

Page ] of 1
o DUQUESNE LIGHT COMPANY
H. Rate of Return
3. In the event that a claim made for a true or economic cost of debt exceeds that
® shown in the preceding nominal cost schedule because of convertible features,
sale with warrants or for any other reason, a full statement of the basis for such a
claim should be provided.
° Response:
Duquesne is not making a claim for any economic cost of debt in excess of its embedded
cost of debt.
®
®
e
[
®
®




Item No. H-4
Witness: D. J. Clavton

Page 1 of 1
DUQUESNE LIGHT COMPANY
H. Rate of Retum
4. Provide the following information concemning bank notes payable for the base

year:
(a) Line of Credit at each bank.
(b) Average daily balances of notes to each bank, by name of bank.

(c) Interest rate charged on each bank note (prime rate, formula rate, or
other).
(d) Purpose of each bank note, e.g., construction, fuel storage, working
capital, debt retirement.
(e) Prospective future need for this type of financing
Response:
The Company is contractually required to maintain the following credit facilities for
liquidity purposes and to support outstanding letters of credit but has no anticipated additional
needs in the foreseeable future.

12/31/96
Credit Line  Balance Interest
($ millions) ($millions) Rate Purpose

Revolving Credit Variable General Liguidity
Participating Banks

ABN-AMRO 15 0

Canadian Imperial 10 0

First National of Boston 15 0

First National of Chicago 20 0

Mellon Bank 20 0

PNC Bank 15 0

Swiss Bank 5 0

Union Bank 10 0

Westdeutsche Landesbank 15 0

Yasuda Trust 25 _ 0
Total Revolving Credit 150 0
Penn Fuel Variable General Liquidity
Participating Banks

Bank of New York 5.3 0

Canadian Imperial 5.3 0

Credit Lyonnais 7.4 0

Credit Suisse 2.4 0

First National of Boston 10.6 0

First National of Chicago 16.5 0

Mellon Bank 16.5 0

PNC Bank 11.0 _ 0
Total Penn Fuel 75.0 0



Item No: H-5

Witness: D. J. Clayton

Page 1of 1

DUQUESNE LIGHT COMPANY

H. Rate of Return

5. Provide detailed information conceming the other short term debt
outstanding:

Response:

Dugquesne Light currently has no outstanding balances on any other types of short term
debt.



Item No: H-6
Witness; D. J. Clayton

Page 1 of 3

DUQUESNE LIGHT COMPANY

H. Rate of Retum

6. Describe long term debt reacquisition by issue by company and its parent as
follows:

(a) Reacquisition by issue by year.

(b) Total gain or loss on reacquisition by issue by year.

(¢) Accounting for gain or loss for income tax and book purposes.
(d) Proposed treatment of gain or loss on such reacquisition for

ratemaking purposes.

Response:

(a) Refer to page 2 of this item
(b) Refer to page 2 of this item

(c) For book purposes, if no new debt is issued, reacquisition expenses including
premiums and discounts are amortized over the remaining life of the retired debt issue. If new
debt 1s 1ssued, reacquisition expenses are amortized over the stated life of the refunding issue or
over the average stated life of any new debt issued during the year. For tax purposes, premiums
are deducted in the year that a debt issue is retired; other expenses are amortized. In the case of a
redemption, any unamortized expenses are deducted in the year of redemption for tax purposes.

(d) For ratemaking purposes, the unamortized reacquisition expenses on reacquired debt
are a reduction to the balance of long-term debt outstanding upon which the cost of debt is
applied. Annual interest expense is adjusted to reflect the amortization of the reacquisition

EXpEenscs.



Item No: H-6
Page 2 of 3

DUQUESNE LIGHT COMPANY

Reacquired Debt - Gain or Loss

YEAR GAIN OR
ISSUE REACQUIRED (LOSS) PRINCIPAL
FMB 4.75% due 5/15/96 1996 - 50,000,000
SFD 5.00% due 3/1/2010 1996 134,000 812,000
FMB 8.375% due 5/15/2024 1995 (346,350) 7,000,000
FMB 8.25% due 6/1/1995 1995 - 49,000,000
SFD 5.00% due 3/1/2010 1995 31,000 114,000
PCRB 11.625% due 12/1/2014 1994 (1,530,000) 51,000,000
PCRB 11.125% due 2/1/2015 1994 {1,019,000) 33,955,000
PCRB 11.125% due 2/1/2015 1994 (140,000) 4,655,000
PCRB 6.9% due 9/1/2006 1904 - 11,000,000
PCRB 6.9% due 9/1/2011 1994 - 4,000,000 -
PCRB 6.65% due 10/1/2023 1994 - 13,500,000
PCRB 5.75% due 6/1/2003 1994 - 9,500,000
SFD 5.00% due 3/1/2010 1994 34,000 225,000
FMB 9.5% due 12/1/2016 1993 (7,375,501) 98,000,000
FMB 9.5% due 3/1/2005 1993 (2,013,795) 49,000,000
FMB 9.0% due 2/472017 1993 (7.121,777) 99,000,000
FMB 8.75% due 3/1/2000 1993 (628,043) 29,700,000
FMB 8.625% due 4/1/2004 1993 (1,430,947) 43,650,000
FMB B.375% due 4/1/2007 1993 (3,994,541) 96,400,000
FMB B.25% due 6/1/1995 1993 - 500,000
FMB 7.875% due 3/1/2001 1993 (776,101) 34,650,000
FMB 7.75% due 7/1/1999 1993 (440,913) 28,647,000
FMB 7.75% due 7/1/2003 1993 (951,553) 35,000,000
FMB 7.5% due 12/1/2001 1993 (629,222) 26,461,000
FMB 7.5% due 6/172002 1993 (657,630} 28,470,000
FMB 7.25% due 1/1/2003 1993 (827,049) 32,670,000
FMB 7.0% due 1/1/1999 1993 (427,780) 30,000,000
FMB 6.375% due 2/1/1998 1993 (365,808) 34,700,000
FMB 5.25% due 2/1/1997 1993 (170,957) 24,600,000
FMB 5.125% due 2/1/1996 1993 (106,576) 22,800,000
PCRB 10.5% due 10/1/2013 1993 (615,000) 20,500,000
PCRB 5.4% due 6/1/1993 1993 - 300,000
FA.3 11.625% due 12/1/2015 1992 (6,872,150) 94,161,000
FMB 10.125% due 2/1/2009 1992 (5.719,191) 93,040,000
FMB 9.5% due 12/1/2016 1992 . 1,000,000
FMB 9.5% due 3/1/2005 1992 . 500,000
FMB 9.0% due 6/1/2006 1992 (3,567,562) 80,000,000
FMB 9.0% due 2/172017 1992 - 1,000,000
FMB 8.75% due 3/1/2000 1992 - 300,000
FMB 8.625% due 4/1/2004 1992 . 450,000
FMB 8.45% due 12/1/1992 1992 - 73,500,000
FMB 8.375% due 4/1/2007 1992 . 1,000,000
FMB 7.875% due 3/1/2001 1992 - 350,000
FMB 7.75% due 7/1/1999 1992 {1,599) 300,000
PCRB 5.755% due 10/1/1992 1992 (2,249) 425,000
PCRB 5.35% due 8/1/1992 1992 (3,710) 700,000
PCRB 5.71% due 8/1/2002 1992 - 18,300,000
PCRB 5.7% due 10/1/2003 1992 - 13,050,000
PCRB 7.5% due 4/1/2005 1992 . 17,000,000
FMB 16.25% due 5/1/2012 1991 372,000

FMB 11.625% due 12/1/2015 1991 (1,234,258} 4,115,000



Item No: H-6
Page 3 of 3

DUQUESNE LIGHT COMPANY

Reacquired Debt - Gain or Loss

ISSUE

FMB 10.75% due 6/1/1995
FMB 10.125% due 2/1/2009
FMB 9.5% due 3/1/2005
FMB 9.5% due 12/1/2016
FMB 16.25% due 5/1/2012
FMB 13.375% due 3/1/1991
FMB 11.625% due 12/172015
FMB 10.75% due 6/1/1995
FMB 10.25% due 12/1/1992
FMB 10.125% due 2/1/2009
FMB 16.25% due 5/1/2012
FMB 13.375% due 3/1/1991
FMB 11.625% due 12/1/2015
FMB 11.125% due 2/1/2015
FMB 10.75% due 6/1/1995
FM8 10.25% due 12/1/1992
FMB 10.125% due 2/1/2009
FMB 16.25% due 5/1/2012
FMB 13.375% due 3/1/1991
FMB 13.0% due 12/1/2013
FMB 12.125% due 4/1/2013
FMB 12.25% due 1/1/2010
FMB 11.625% due 12/172015
FMB 16.25% due 5/1/2012
FMB 12.125% due 4/1/2013
FMB 12.25% due 1/1/2010

Total redeemed prior to 1/1/87
{net of amortization)
Balance at 12/31/96

YEAR GAIN OR
REACQUIRED (LOSS)
1991 (1,027.072)
1991 -
1991 (1,200)
1991 -
1990 -
1990 -
1990 (590,586)
1990 -
1990 -
1990 (9,900)
1989 -
1989 -
1989 (172,870)
1989 -
1989 -
1989 -
19889 -
1988 (24,118)
1988 (1,347,356)
1988 (5.613,633)
1988 (6.039,791)
1988 (5.380,316)
1988 (982,584)
1987 (1,650)
1987 (52,010)
1987 (77.500)
(70,090,947)
(15033759

(85,124,706)

PRINCIPAL
49,000,000
1,000,000
500,000
1,000,000
650,000
24,619,000
8,928,000
500,000
74,250,000
4,960,000
650,000
500,000
3,352,000
390,000
500,000
750,000
1,000,000
925,000
24,381,000
49,500,000
57,914,000
57,400,000
13,194,000
30,000
1,486,000
2,000,800

1,748,751,000




Item No; H-7

- Witness: D. J. Clayton

Page 1 of 3
DUQUESNE LIGHT COMPANY
H. Rate of Return
7. Provide a schedule showing the calculation of the embedded cost of preferred

stock equity by issue, supporting the related rate case claim. The schedule shall
contain the following information:

(a) Date of issue

b) Date of maturity

(¢)  Amount issued

(d) Amount outstanding

(e) Amount retired

6] Amount reacquired

(g) Gain or loss on reacquisition

(h) Dividend rate

(i) Discount or premium at issuance
)] Issuance expense

(k) Net proceeds

()] Sinking fund requirements

(m)  Effective cost rate

(n) Total average weighted effective cost rate

Projected new issues, retirements and other major changes from the
data should be clearly noted.

Response:

See page 2 for the calculation of the Company’s weighted average effective cost
rate and page 3 for schedule showing the appropriate data and calculation of the cost of
preferred stock. There have been no retirements or reacquisitions on any of these issues,
and no issue has a mandatory sinking fund.




DUQUESNE LIGHT COMPANY

Calculation of the Compaosite Cost
Rate for Preferred and Preference Stock
31-Dec-96

Effective Annual Weighted
Amount Percent Cost Dividend Cost
Item Qutstanding to Total Bate* Costs Bate
(1 (2) (3)=(2)+Z(2) (4) (5Y=(4)x (2} (6)=1{4)x(3)
Preferred Stock:
3.75% Series $7.407,400 3.09% 3.77% $279,259 0.12%
4.00% Series 27,485,450 11.47% 4.00% 1,099,418 0.46%
4.10% Series 6,012,178 2.851% 4.12% 247,702 0.10%
4.15% Series 6,643,659 2.77% 4.17% 277,036 0.12%
4.20% Series 5,021,000 2.10% 4.23% 212,388 0.09%
$2.10 Series 8,038,542 3.35% 4.19% 336,815 0.14%
8.375% Series 150,000,000 62.61% 8.69% 13.035.000 5.44%
Total Preferred Stock SR AT $15,487,618 EERIREBR 0
Preference Stock:
Plan Series A - ESOP 28,996,507 12.10% 8.11% $2.351.617 0.98%
Total Preference Stock $2,351,617 8
239,604,636 N
oo
1]
Capital Stock Expense (274,419} N
[+
(1]
Total Preferred & Preference Stock (SO ORI SO SPTE 100.00% $17,839,235 B w

* See Page 3 of 3

10N wa3]
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DUQUESNE LIGHT COMPANY

Calculation of the Effectiva Cost
For Preferred and Preference Stock

By Series
31-Dec-96
Number
Issue  of Shares
Issue Date Issued
{1} (2} {3}
Cumulative
Preferred Stack {$50 Park
3.75% Series 18-Sep-50 150,000
4.00% Series 25-Aug-50 549,696
4.10% Series 01-Jul-54 120,000
4.15% Series 24-Sep-52 140,000
4.20% Series 14-Dec-53 100,000
$2.10 Series 25-Jan-55 160,000
8.375% Series 14-May-96 6,000,000
Cumulative
feren
Plan Series A - ESOP 19-Dec-91 845,070

Nominal
Dividend
Bata

4)

3.750%
4.000%
4.100%
4.150%
4.200%
4.200%
8.375%

7.900%

® ® ® ®
Original Premium or Original Original
Amount {Discount) Issuance Net
Issued  atlssuance  Expenses Procgads

{5) (6) N (8)=(5)-{6}-(7
$7.500,000 $7.500 $55,145 $7,452 355
27,498,450 0 11,495 27,486,955
6,000,000 18,200 51,066 5,968,134
7,000,000 22,260 49,256 6,973,004
5,000,000 21,000 52,916 4,968,084
8,000,000 68,800 58,216 8,010,584
150,000,000 0 5,500,000 144,500,000
29,999,985 0 775,000 29,224,985

Net

Proceads

Batic

Effective
Cost
Bata

(9)=(8) + (5} (10} = (4) x (B) + (B}

99.36%
99.96%
99.47%
99.61%
99.36%
100.13%
96.33%

97.42%

3.77%
4.00%
4.12%
4.17%
4.23%
4.19%
B.69%

8.11%

Maturity
Data
{11)

Perpetual
Perpetual
Perpetual
Perpetual
Perpetual
Perpetual
05/31/44

Perpetual

¢ 30 ¢ °3eg
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ftem No: H-8

Witness: D. J. Clayton

Page 1 of |
DUQUESNE LIGHT COMPANY
H. Rate of Return
8. Provide a schedule of the issuance of common stock, whether or not underwriters

are used, for the base year.

Response:

There was no issuance of common stock for the base year.



Item No: H-9

Witness: D. J. Clayton

Page 1 of 1

DUQUESNE LIGHT COMPANY
H. Rate of Return

9. Submit details on the utility and parent company stock offerings during the base
year as follows, or complete 10Ks, if available:

a. Date of prospectus
b. Date of offering
c. Record date
d. Offering period -- dates and numbers of days
€. Amount and number of shares offered
f. Offering ratio, if rights offering
g Percent subscribed
h. Offering price
i Gross proceeds per share
j- Expenses per share
k. Net proceeds per share (9 minus 10)
L Market price per share
(1) At record date
(i) At offering date
(1ii)  One month after close of offering
m. Average market price during offering
(1) Price per share
(i)  Rights per share -- average value of rights
n. Latest reported earnings per share at time of offering
0. Latest reported dividends at time of offering
Response:

There was no issuance of common stock for the base year.




[tem No: H-10

Witness: D. J. Clayton

Page 1 of |

DUQUESNE LIGHT COMPANY

H. Rate of Retum

10.  Provide capitalization data for the parent company and for the system —
consolidated.

Response:

The following data represents the capitalization of DQE (3§ 000s) consolidated at
12/31/96:

Long Term Debt $1,489,746 47.7%
Preferred and Preference Stock $ 242,605 7.8%
Common Equity $1,391.859 44.5%

Total Capitalization $3,124,210 100.0%



Item No: H-11

Witness: D. J. Clayton

Page 1 of 3

DUQUESNE LIGHT COMPANY

H. Rate of Return

11.  Provide the latest available balance sheet and income statement for the parent
company and system—consolidated.

Response:

The requested DQE financial statements are set forth on pages 2 through 3 of this item.



DQE
CONDENSED CONSOLIDATED BALANCE SHEET
DECEMBER 31, 1996
(Thousands of Dollars)

ASSETS
Cumrent Assets:
Cash and temporary cash investments $410,978
Receivabies _ 130,125
Other current assets, principally materials and supplies 81,125
Total Current Assets 622,228
Long-term investments 518,689
Property, plant and equipment 4,787 470
Less: Accumulated depreciation and amortization (1,969,945)
Property, Plant and Equipment - Net 2,817,525
Other Non-Current Assets:
Regulatory assets 636,816
Other 43,734
Total Other Non-Current Assets 680,550
TOTAL ASSETS ’ $4,638,992

LIABILITIES AND CAPITALIZATION
Current Liabilities:

Notes payable $749
Current maturities and sinking fund requirements 72,821
Accounts payable 96,230
Accrued liabilities 58,044
Dividends declared 28,633
Other 4075
Total Current Liabilities 260,562
Deferred income taxes - net 759,089
Deferred investment tax credits 106,201
Capital lease obligations 28,407
Deferred income 189,293
Other 240,763
Capitalization:
Long-term debt 1,439,746
Preferred and Preference Stock of Subsidiaries:
Non-redeemable preferred stock 213,608
Non-redeemable preference stock, Plan Series A 28,997
Total preferred and preference stock before deferred
employee stock ownership plan (ESOP) benefit 242,605
Deferred ESOP benefit {19,533}
Total Preferred and Preference Stock of Subsidiaries 223,072

Common Shareholders' Equity:
Common stock - no par value (authorized - 187,500,000

shares; issued - 109,679,154 shares) 990,502
Retained earnings 777,607
Treasury stock (at cost) (32,406,135 shares) (376,250)

Total Cormmon Shareholders’ Equity 1,391,858
Total Capitalization 3.054 677

TOTAL LIABILITIES AND CAPITALIZATION __$4,638,992

Item No: H-11
Page 2 of 3



DQE

CONDENSED STATEMENT OF CONSOLIDATED INCOME

DECEMBER 31, 1996

(Thousands of Dollars, Except Per Share Amounts)

Operating Revenues
Sales of Electricity:
Customers - net
Utilities
Total Sales of Electricity
Other
Total Operating Revenues

Operating Expenses

Fuel and purchased power

Other operating

Maintenance

Depreciation and amortization

Taxes other than income taxes

Total Operating Expenses

OPERATING INCOME
OTHER INCOME
INTEREST AND OTHER CHARGES
INCOME BEFORE INCOME TAXES
INCOME TAXES
NET INCOME
AVERAGE NUMBER OF COMMON SHARES
OUTSTANDING (Thousands of Shares)

EARNINGS PER SHARE OF COMMON
STOCK

DIVIDENDS DECLARED PER SHARE OF
COMMON STOCK

$1.075,179
58,292

1,133,471

91,724

1,225,195

236,924
298,977
78,386
222,928
85,974

923,189
302,006
74,790

110,270

266,526

87,388

$179,138

77,349

$2.32

$1.30

Item No: H-11
Page 3 of 3




[tem No: H-12

Witness: D. J. Clayton

Page 1 of 2

DUQUESNE LIGHT COMPANY

H. Rate of Return

12.  Provide an organizational chart explaining the filing utility’s
corporate relationship to its affiliates — system structure.

Response:

Duquesne Light Company is a wholly-owned subsidiary of DQE, an energy
services holding company. DQE also has four non-utility subsidiaries. The
organizational structure is shown on page 2.

1. Duquesne Enterprises
* A company that makes strategic investments beneficial to DQE’s core energy

business.

2. DQE Energy Services .
o A diversified energy services company offering a wide range of energy

solutions for industrial, utility and consumer markets.

3. DQEnergy PARTNERS
* A company that aligns DQE with partners to enhance the utilization and value

of existing investments and capabilities.

4. Montauk
¢ A financial services company that makes long-term investments and provides

financing for DQE’s other market-driven businesses.
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ftem No.: H-13

Witness: D. J. Clayton

Page | of 422

DUQUESNE LIGHT COMPANY

H. Rate of Return

13.  The latest available quarterly operating and financial report, annual report to the
stockholders and prospectus shall be supplied for the utility and for the utility’s
parent, if the relationship exists.

Response:

The requested financial information is set foith on attachments 1 through 6 as follows:

Attachment No. Description
1 March 1997 10-Q - DLC
2 March 1997 10-Q - DQE
3 December 1996 10-K - DLC
4 December 1996 10-K - DQE
5 December 1996 Annual Report to Shareholders
6 DQE Proxy Statement



Item No: H-13
Witness: D. J. Clayton
Page 1A of 422

DUQUESNE LIGHT COMPANY

Attachment No. 1 -March 1997 10-Q - DLC




Item No: H-13
Page 2 of 422

UNITED STATES :
SECURITIES AND EXCHANGE COMMISSION
Washington, DC 20549

FORM 10-Q

X QUARTERLY REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE
SECURITIES EXCHANGE ACT OF 1934
For the Quarterly Period Ended March 31, 1997

a TRANSITION REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE
SECURITIES EXCHANGE ACT OF 1934

For the Transition Period From to

Commissioﬁ File Number
1-956

Dugquesne Light Company
(Exact name of registrant as specified in its charter)

Pennsylvania 25-0451600
(State or other jurisdiction of (I.R.S. Employer Identification No.)

incorporation or organization)

411 Seventh Avenue

Pittsburgh, Pennsylvania 15219
(Address of principal executive offices) (Zip Code)

Registrant’s telephone number, including area code: (412) 393-6000

Indicate by check mark whether the registrant (1) has filed all reports required to be filed by Section
13 or 15(d) of the Securities Exchange Act of 1934 during the preceding 12 months (or for such
shorter period that the registrant was required to file such report), and (2) has been subject to such
filing requirements for the past 90 days. Yes X No_

Indicate the number of shares outstanding of each of the issuer’s classes of common stock as of the
latest practicable date:

DQE is the holder of all shares of common stock, $1 par value, of Duquesne Light Company
consisting of 10 shares as of March 31, 1997 and April 30, 1997.



Item No: H-13
Page 3 of 422

PART L. FINANCIAL INFORMATION
Item 1. Financial Statements

DUQUESNE LIGHT COMPANY
CONDENSED STATEMENT OF CONSOLIDATED INCOME
(Thousands of Dollars)
(Unaudited)
Three Months Ended
March 31
1997 1996
Operating Revenues
Sales of Electricity:
Customers - net $265,349 $266,583
Utilities 8,731 15,965
Total Sales of Electricity 274,080 282,548
Other 8,929 8,309
Total Operating Revenues 283,009 290,857
Operating Expenses

Fuel and purchased power 51,654 59,165

Other operating 63,017 60,930

Maintenance 17,749 20,504

Depreciation and amortization . 53,262 55,062

Taxes other than income taxes 20244 21,706

Income taxes 22,041 17,950

Total Operating Expenses 227,967 235317
OPERATING INCOME 55,042 55,540
Other Income and (Deductions)

Interest and dividend income 3,938 1,722

Income taxes (350) 911

Other - net 2,320 1,529

Total Other Income 5,908 4,162
INCOME BEFORE INTEREST AND '

OTHER CHARGES 60,950 59,702
INTEREST CHARGES 21,394 22,953
MONTHLY INCOME PREFERRED

SECURITIES DIVIDEND

REQUIREMENTS 3,141 -
NET INCOME 36,415 36,749
DIVIDENDS ON PREFERRED AND

PREFERENCE STOCK 1,009 1,018
EARNINGS FOR COMMON STOCK $ 35,406 $ 35,731

See notes 1o condensed consolidated financial starements.

2



DUQUESNE LIGHT COMPANY

CONDENSED CONSOLIDATED BALANCE SHEET

(Thousands of Dollars)
(Unaudited)

ASSETS
Property, plant and equipment
Less: Accumulated depreciation and amortization
Property, plant and equipment - net
Long-term investments:
Investment in DQE Common Stock
Other investments
Total long-term investments
Cuirent assets:
Cash and temporary cash investments
Receivables
Other current assets, principally material and supplies
Total current assets
Other non-current assets:
Regulatory assets
Other
Total other non-current assets
TOTAL ASSETS
CAPITALIZATION AND LIABILITIES
Capitalization:
Common stock - $1 par value (shares - 96,000,00
authorized; 10 issued) ‘
Capital surplus
Retained earnings
Total common stockholder's equity
Non-redeemable preferred stock
Non-redeemable Monthly Income Preferred Securities
Non-redeemable preference stock

Total preferred and preference stock before deferred employee stock
ownership plan (ESOP) benefit (involuntary liquidation values of
$242,467 exceed par by $28,180 for each period presented)

Deferred ESOP benefit
Total preferred and preference stock
Long-term debt
Total capitalization
Obligations under capital leases
Current liabilities:
Current maturities and sinking fund requirements
Accounts payable
Accrued liabilities
Dividends declared
Other
Total current liabilities
Deferred income taxes - net
Deferred investment tax credits
Deferred income
Other
Commitments and contingencies (Note 4)
TOTAL CAPITALIZATION AND LIABILITIES

See notes to condensed consolidated financial statements.

Item No: H-13
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March 31, December 3],
1997 1996
$4,619;136 $4.608,773
{1,938,883) (1,891,300}
2,680,253 2,717,473
54,324 59,319
104,172 102,948
158,496 162,267
221,844 154,414
103,911 105,645
78,295 80,594
404,050 340,653
625226 636,816
41,711 39,877
666,937 676,693
$3,909,736 $3,897,086
5 - 5 -
$22,423 825,540
160,859 163,884
983,282 989,424
63,608 63,608
150,000 150,000
28,997 28,997
242,605 242,605
(18,931) {19,533)
223,674 223,072
1,234,921 1,271,961
2,441,877 2,484,457
24,150 28,407
105,229 70,912
57,405 84,272
72,859 59,020
41,434 2,371
2,852 4,613
279,779 221,188
726,303 726,517
104,096 106,201
134,236 139,075
199,295 191,241
$3,909,736

$3,897,086



Item No: H-13
Page S5 of 422

DUQUESNE LIGHT COMPANY
CONDENSED STATEMENT OF CONSOLIDATED CASH FLOWS

(Thousands of Dollars)
(Unaudited)
Three Months Ended
March 31
1997 1996
Cash Flows From Operating Activities .
Operations $87,078 $86,041
Changes in working capital other than cash 28,307 2,613
Other 17,611 8,415
Net Cash Provided By Operating Activities 132,956 97,069
Cash Flows From Investing Activities
Construction expenditures (14,309) (14,916)
Long-term investments - net (4,230) (563)
Other 2,251 979
Net Cash Used In Investing Activities (16,288) (16,458)
Cash Flows From Financing Activities
Dividends on capital stock (40,247) (37,018
Reductions of long-term obligations ) (7,540) (4,495)
Other (1,491) (1,588)
Net Cash Used In Financing Activities (49,278) (43,101)
Net increase in cash and temporary cash investments 67,430 37,510
Cash and temporary cash investments at beginning of period 154,414 2,490
Cash and temporary cash investments at end of period $221,844 $40,000

See notes to condensed consolidated financial statements.




Item No: H-13
Page 6 of 422

NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS (UNAUDITED)

Except for historical information contained herein, the matters discussed in this Quarterly Report on
Form 10-Q are forward-looking statements that involve risks and uncertainties including, but not
limited to, economic, competitive, governmental and technological factors affecting Duquesne Light
Company's (Duquesne 's) operations, markets, products, services and prices, and other factors
discussed in Duquesne s filings with the Securities and Exchange Commission (SEC).

1. CONSOLIDATION, RECLASSIFICATIONS AND ACCOUNTING POLICIES

Duquesne Light Company (Duquesne) is a wholly owned subsidiary of DQE, Inc. (DQE), an
energy services holding company formed in 1989. Duquesne is engaged in the production,
transmission, distribution and sale of electric energy. Duquesne was formed under the laws of
Pennsylvania by the consolidation and merger in 1912 of three constituent companies. Duquesne has
one wholly owned subsidiary, Monongahela Light and Power Co., also a Pennsylvania corporation,
which makes long term investments. '

On April 7, 1997, DQE and Allegheny Power System, Inc. (APS), announced a proposed tax-
free, stock-for-stock merger. Upon consummation of the merger, DQE will be a wholly owned
subsidiary of APS, and the combined company's name will be Allegheny Energy, Inc. Foliowing the
merger, Duquesne will remain a wholly owned subsidiary of DQE. The transaction is expected to
close within 12 to 18 months, subject to approval of the shareholders of both companies and
applicable regulatory agencies. (See “Subsequent Event,” Note 5, on page 13.)

The condensed consolidated financial statements include the accounts of Duquesne and its
wholly owned subsidiary. All material intercompany balances and transactions have been eliminated
in the preparation of the condensed consolidated financial statements.

In the opinion of management, the unaudited condensed consolidated financial statements
included in this report reflect all adjustments that are necessary for a fair presentation of the results
of interim periods and are normal, recurring adjustments. Prior-period financial statements were
reclassified to conform with the 1997 presentation.

These statements should be read with the financial statements and notes included in the
Annual Report on Form 10-K filed with the SEC for the year ended December 31, 1996. The results
of operations for the three months ended March 31, 1997, are not necessarily indicative of the results
that may be expected for the full year. The preparation of financial statements in conformity with
generally accepted accounting principles requires management to make estimates and assumptions
that affect the reported amounts of assets and liabilities and disclosure of contingent assets and
liabilities at the date of the financial statements. The reported amounts of revenues and expenses
during the reporting period may also be affected by the estimates and assumptions management is
required to make. Actual results could differ from those estimates.

Duquesne is subject to the accounting and reporting requirements of the SEC. In addition,
Duquesne’s operations are subject to the regulation of the Pennsylvania Public Utility Commission
(PUC) and the Federal Energy Regulatory Commission (FERC). Duquesne’s consolidated financial
statements report regulatory assets and liabilities in accordance with Statement of Financial
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Accounting Standards No. 71, Accounting for the Effects of Certain Types of Regulation (SFAS

No. 71), and reflect the effects of the current ratemaking process. In accordance with SFAS No. 71,
Duquesne’s consolidated financial statements reflect regulatory assets and liabilities consistent with
cost-based, pre-competition ratemaking regulations. (See “Rate Matters,” Note 3, on page 7.)

Duquesne’s other investments are primarily in assets of nuclear decommissioning trusts and
marketable securities. In accordance with Statement of Financial Accounting Standards No. 115,
Accounting for Certain Investments in Debt and Equity Securities, these investments are classified as
available-for-sale and are stated at market value. The amounts of unrealized holding gains on
investments at March 31, 1997, and December 31, 1996, were $16.5 million and $19.0 miilion {($9.7
million and $11.1 million net of tax, respectively).

Through the Energy Cost Rate Adjustment Clause (ECR), Duquesne recovers (to the extent
that such amounts are not included in base rates) nuclear fuel, fossil fuel and purchased power
expenses and, also through the ECR, passes to its customers the profits from short-term power sales
to other utilities (collectively, ECR energy costs). Under Duquesne's PUC-approved Mitigation Plan,
the level of energy cost recovery is capped at 1.47 cents per kilowatt-hour (K WH) through May
2001. To the extent that projections do not support recovery of previcusly deferred costs through
this pricing mechanism, these costs wouid become transition costs subject to recovery through a
competitive transition charge (CTC). (See "Customer Choice Act” and "Mitigation Plan"
discussions, Note 3, on page 7.)

2. RECEIVABLES

Components of receivables for the periods indicated are as follows:

March 31, March 31, December 3],
1997 1696 1996
(Amounts in Thousands of Dollars)

Electric customer accounts receivable $ 97,655 $103,263 $ 92475
Other utility receivables 16,534 16,258 22,402
Other receivables 9,288 15,573 9,062
Less: Allowance for uncollectible accounts (19,566) (19,689) (18,294)
Total Receivables $103.911 $115,405 $105,645

Duquesne and an unaffiliated corporation have an agreement that entitles Duquesne to sell,
and the corporation to purchase, on an ongoing basis, up to $50.0 million of accounts receivable. At
March 31, 1997, and December 31, 1996, Duquesne had not sold any receivables to the unaffiliated
corporation. The accounts receivable sales agreement, which expires in June 1997, is one of many
sources of funds available to Duquesne. Duquesne has not determined, but may attempt to extend
the agreement or to replace the facility with a similar arrangement or to eliminate it upon expiration.
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3. RATE MATTERS

Customer Choice Act

Under the Electricity Generation Customer Choice and Competition Act (Customer Choice
Act), which went into effect on January 1, 1997, Pennsylvania has become a leader in customer
choice. The Customer Choice Act will enable Pennsylvania’s electric utility customers to purchase
electricity at market prices from a variety of electric generation suppliers (customer choice). Electric
utility restructuring will be accomplished through a two-stage process consisting of a pilot period
(running through 1998) and a phase-in period (1999 through 2001). Before the phase-in to customer
choice begins in 1999, the PUC expects utilities to take vigorous steps to mitigate transition costs as
much as possible without increasing the price they currently charge customers. The PUC will
determine what portion of a utility’s remaining transition costs will be recoverable from customers
through a CTC. This charge will be paid by consumers who choose alternative generation suppliers
as well as customers who choose their franchised utility. The CTC could last as long as 2005,
providing a utility a total of up to nine years to recover transition costs. An overall four-and-one-half
year price cap will be imposed on the transmission and distribution charges of electric utility
companies. Additionally, electric utility companies may not increase the generation price component of
prices as long as transition costs are being recovered, with certain exceptions. If a utility ultimately is
unable to recover its transition costs within this pricing structure and timeframe, the costs wiil be
written off.

Mitigation Plan

Duquesne has taken a number of steps to mitigate it potential transition costs. In addition to
the steps taken during the last 10 years to prepare for competition, effective January 1, 1995,
Duquesne accelerated its rate of depreciation on its fixed nuclear assets without seeking a rate
increase to recover the additional costs. On October 31, 1996, Duquesne sold its 50 percent
ownership interest in the Ft. Martin Power Station (Ft. Martin). Under the PUC-approved plan,
Duquesne will not increase its base rates for a period of five years through May 2001. In addition,
Duquesne recorded in October 1996 a one-time reduction of approximately $130 million in the book
value of Duquesne’s nuclear plant investment. The proceeds from the sale are expected to be used to fund
reliability enhancements to the Brunot Island (BI) Unit 3 combustion turbine and to reduce
Duquesne’s capitalization. The approved plan also provides for incremental increases of $25 million
in depreciation and amortization expense in 1997 and 1998 related to Duquesne’s nuclear
investment, as well as additional annual contributions to its nuclear plant decommissioning funds of
$5 million, without any increase in existing electric rates. Also, Duquesne will record an annual $5
million credit to the ECR during the plan period to compensate Duquesne’s customers for lost profits
from any short-term power sales foregone by the sale of its ownership interest in Ft. Martin. In
addition, Duquesne will cap energy costs, beginning April 1, 1997 through the remainder of the plan
period, at a historical five-year average of 1.47 cents per kilowatt hour (KWH). Duquesne’s
approved plan provides for the amortization of the remaining deferred rate synchronization costs over
a 10-year period. At March 31, 1997, the unamortized portion of these costs totaled $40.4 million,
net of deferred fuel savings related to the two units. Finally, Duquesne’s approved plan also provides
for annual assistance of $0.5 million to low-income customers.



Item No: H-13
Page 9 of 422

Regulatory Assets

As a resuit of the application of SFAS No. 71, Duquesne records regulatory assets on its
consolidated balance sheet. The regulatory assets represent probable future revenue to Duquesne
because provisions for these costs are currently included, or are cxpected to be included, in charges
to electric utility customers through the ratemaking process.

A company’s electric utility operations or a portion of such operations could cease to meet
the SFAS No. 71 criteria for various reasons, including a change in the FERC regulations or the
competition-related changes in the PUC regulations. (See “Customer Choice Act” discussion on
page 7.) Duquesne currently believes its electricity generating assets and related regulatory assets
continue to satisfy these criteria in light of the transition to competitive generation under the
Customer Choice Act. Should any portion of Duquesne’s electric utility operations be deemed to no
longer meet the SFAS No. 71 criteria, Duquesne may be required to write off any above-market cost
assets, the recovery of which is uncertain, and any regulatory assets or liabilities for those operations
that no longer meet these requirements.

The components of regulatory assets for the periods presented are as follows:

March 31, December 31,

1997 1996
(Amounts in Thousands of Dollars)

Regulatory tax receivable $383,971 £394,131
Unamortized debt costs (a) 91,943 93,299
Deferred rate synchronization costs 40,392 41,446
Beaver Valley Unit 2 sale/leaseback premium (b) 29,682 30,059
Deferred employee costs (¢) 27,964 29,589
Deferred nuciear maintenance outage costs 9,228 13,462
Deferred coal costs (see below) . 12,894 12,191
DOE decontamination and decommissioning receivable 9,547 9,779
Other 19,605 12,860
Total Regulimry Assets $625.226 $636,816

(a) The premiums paid to reacquire debt prior to scheduled maturity dates are deferred for amortization over the
life of the debt issued to finance the reacauisitions.
(b) The premium paid to refinance the Beaver Valley Unit 2 lease was deferred for amortization over the life of

the lease.
(c) Includes amounts for recovery of accrued compensated absences and accrued claims for workers'

compensation.

Deferred Coal Costs

The PUC has established two market price coal cost standards for Duquesne. One applies
only to coal delivered at the Bruce Mansfield Power Station (Bruce Mansfield). The other, the
system-wide coal cost standard, applies to coal delivered to the remainder of Duquesne's system.
Both standards are updated monthly to reflect prevailing market prices of simitar coal. The PUC has
directed Duquesne to defer recovery of the delivered cost of coal to the extent that such cost exceeds
generally prevailing market prices for similar coal, as determined by the PUC. The PUC ailows
deferred amounts to be recovered from customers when the delivered costs of coal fall below such

PUC-determined prevailing market prices.
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In 1990, the PUC approved a joint petition for settlement that clarified certain aspects of the
system-wide coal cost standard. Duquesne has exercised options to extend the coal cost standard
through March 2000. The unrecovered cost of Bruce Mansfield coal was $10.3 million and $9.6
million, and the unrecovered cost of the remainder of the system-wide coal was $2.6 million at
March 31, 1997 and December 31, 1996. Duquesne believes that all deferred coal costs will be
recovered.

Property Held for Future Use

In 1986, the PUC approved Dugquesne’s request to remove Phillips Power Station (Phillips)
and a portion of BI from service and from rate base. In accordance with Duquesne’s Mitigation Plan,
112 megawatts related to BI Units 2a and 2b were moved from property held for future use to electric
plant in service in 1996. Duquesne expects to recover its investment in Bl Units 3 and 4, which
remain in property held for future use through future electricity sales. Duquesne believes its
investment in BI will be necessary in order to meet future business needs, A portion of the proceeds
of the sale of Ft. Martin is expected to be used to fund reliability enhancements to the BI Unit 3
combustion turbine. The reliability enhancements are contingent upon the projects meeting a least-cost
test versus other potential sources of peaking capacity. (See “Mitigation Plan” discussion on page 7.)
Duquesne is analyzing the effects of customer choice on its future generating requirements,
Duquesne is planning to seek recovery of its investment and associated costs of Phillips through a CTC.
In the event that market demand, transmission access or rate recovery do not support the utilization of
these plants, Duquesne may have to write off part or all of these investments and associated costs. At
March 31, 1997, Duquesne’s net of tax investment in Phillips and BI held for future use was $51.6
million and $18.3 million.

4. COMMITMENTS AND CONTINGENCIES

Construction

Duquesne estimates that it will spend, excluding the Allowance for Funds Used During
Construction and nuclear fuel, approximately $110 miltion on construction during 1997. This
estimate also excludes any potential expenditures for reliability enhancements to the BI Unit 3
combustion turbine. (See “Mitigation Plan” discussion, Note 3, on page 7).

Nuclear-Related Matters

Duquesne has an ownership interest in three nuclear units, two of which it operates. The
operation of a nuclear facility involves special risks, potential liabilities, and specific regulatory and
safety requirements. Specific information about risk management and potential liabilities is discussed
below.

Nuclear Decommissioning. The PUC ruled that recovery of the decommissioning costs for
Beaver Valley Unit 1 (BY Unit 1) could begin in 1977, and that recovery for Beaver Valley Unit 2
(BV Unit 2) and Perry Unit | could begin in 1988. Duquesne expects to decommission BV Unit 1,
BV Unit 2 and Perry Unit 1 no earlier than the expiration of each plant’s operating license in 2016,
2027 and 2026, respectively. At the end of its operating life, BV Unit | may be placed in safe storage
until BV Unit 2 is ready to be decommissioned, at which time the units may be decommissioned,
together.
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Based on site-specific studies finalized in 1992 for BV Unit 2, and in 1994 for BV Unit | and
Perry Unit 1, Duquesne’s share of the total estimated decommissioning costs, including removal and
decontamination costs, currently being used to determine Duquesne’s cost of service, is $122 million
for BV Unit 1, $35 million for BV Unit 2, and $67 million for Perry Unit 1. A study will be
performed in 1997 to update Duquesne’s estimated decommissioning costs of BV Unit i and BV
Unit 2.

On July 18, 1996, the PUC issued a Proposed Policy Statement Regarding Nuclear
Decommissioning Cost Estimation and Cost Recovery for the purpose of obtaining comments from
the public. The proposed policy inciudes guidelines for a site-specific study to estimate the cost of
decommissioning. Guidelines require that studies be performed at least every five years, address
radiological and non-radiological costs, and include a contingency factor of not more than 10
percent. Under the proposed policy, annual decommissioning funding levels are based on an annuity
calculation recognizing inflation in the cost estimates and earnings on fund assets. With respect to
the transition to a competitive generation market, the Customer Choice Act requires that utilities
include a plan to mitigate any shortfall in decommissioning trust fund payments for the life of the
facility with any future decommissioning filings. Consistent with this requirement, Duquesne has
increased its nuclear decommissioning funding by $5 million under the PUC-approved plan for the
sale of Duquesne’s ownership interest in Ft. Martin. (See “Mitigation Plan” discussion, Note 3, on
page 7.) These additional annual contributions bring the total annual funding to approximately
$9 million. Also, on October 17, 1996, the PUC adopted an Accounting Order filed by Duquesne to
recognize the increased funding as part of Duquesne’s cost of service. Duquesne has received
approvz! from the Internal Revenue Service for qualification of 100 percent of additional nuclear
decommissioning trust funding for BV Unit 2 and Perry Unit 1, and 69 percent for BV Unit 1.

Funding for nuclear decommissioning costs is deposited in external, segregated trust
accounts and may be invested in a portfolio of corporate common stock and debt securities, municipal
bonds, certificates of deposit and United States government securities. Trust fund earnings increase
the fund balances and the related recorded liability. The market value of the aggregate trust fund
balances at March 31, 1997 totaled approximately $36.4 million.

Nuclear Insurance. The Price-Anderson Amendments to the Atomic Energy Act of 1954
limit public liability from a single incident at a nuclear plant to $8.9 billion. The maximum available
private primary insurance of $200 million has been purchased by Duquesne. Additional protection of
$8.7 billion would be provided by an assessment of up to $79.3 million per incident on each nuciear
unit in the United States. Duquesne’s maximum total possible assessment, $59.4 million, which is
based on its ownership or leasehold interests in three nuclear generating units, would be limited to a
maximum of $7.5 million per incident per year. This assessment is subject to indexing for inflation and
may be subject to state premium taxes. If funds prove insufficient to pay claims, the United States
Congress could impose other revenue-raising measures on the nuclear industry.

Duquesne’s share of insurance coverage for property damage, decommissioning and
decontamination liability is $1.2 billion. Duquesne would be responsible for its share of any damages
in excess of insurance coverage. In addition, if the property damage reserves of Nuclear Electric
Insurance Limited (NEIL), an industry mutual insurance company that provides a portion of this
coverage, are inadequate to cover claims arising from an incident at any United States nuclear site
covered by that insurer, Duquesne could be assessed retrospective premiums totaling a maximum of
$7.3 million.
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In addition, Duquesne participates in a NEIL program that provides insurance for the.
increased cost of generation and/or purchased power resulting from an accidental outage of a.nuclear
unit. Subject to the policy limit, the coverage provides for 100 percent of the estimated incremental
costs per week during the 52-week period starting 21 weeks after an accident and 80 percent of such
estimate per week for the following 104 weeks, with no coverage thereafter. If NEIL’s losses for this
program ever exceed its reserves, Duquesne could be assessed retrospective premiums totaling a
maximum of $3.5 million.

Beaver Valley Power Station (BVPS) Steam Generators. BVPS’s two units are equipped
with steam generators designed and built by Westinghouse Electric Corporation (Westinghouse).
Similar to other Westinghouse nuclear plants, outside diameter stress corrosion cracking (ODSCC)
has occurred in the steam generator tubes of both units. BV Unit 1, which was placed in service in
1976, has required removal of approximately 15 percent of its steam generator tubes from service
through a process called “plugging.” However, BV Unit | continues to have the capability to operate
at 100 percent reactor power and has the ability to return tubes to service by repairing them through a
process called “sleeving.” To date, no tubes at either BV Unit 1 or BV Unit 2 have been sleeved. BV
Unit 2, which was placed in service in 1987, has not yet exhibited the degree of ODSCC experienced
at BV Unit 1. Approximately 2 percent of BV Unit 2’s tubes are plugged; however, it is too early in
the life of the unit to determine the extent to which ODSCC may become a problem.

Duquesne has undertaken certain measures, such as increased inspections, water chemistry
control and tube plugging, to minimize the operational impact of and to reduce susceptibility to
ODSCC. Although Duquesne has taken these steps to allay the effects of ODSCC, the inherent
potential for future ODSCC in steam generator tubes of the Westinghouse design still exists. Material
acceleration in the rate of ODSCC could lead to a loss of plant =fficiency, signiiicant repairs or the
possible replacement of the BV Unit 1 steam generators. The total replacement cost of the BY Unit |
steam generators is currently estimated at $125 million. Duquesne would be responsible for $59
million of this total, which includes the cost of equipment removal and replacement steam generators
but excludes replacement power costs. The earliest that the BV Unit 1 steam generators could be
replaced during a scheduled refueling outage is the fall of 2000.

Duquesne continues to explore all viable means of managing ODSCC, including new repair
technologies, and plans to continue to perform 100 percent tube inspections during future refueling
outages, which are anticipated to begin in September 1997 for BV Unit 1 and in March 1998 for BV
Unit 2. Duguesne will continue to monitor and evaluate the condition of the BVPS steam generators.

Spent Nuclear Fuel Disposal. The Nuclear Waste Policy Act of 1982 established a policy
for handling and disposing of spent nuclear fuel and a policy requiring the establishment of a final
repository to accept spent nuclear fuel. Electric utility companies have entered into contracts with the
U.S. Department of Energy (DOE) for the permanent disposal of spent nuclear fuel and other high-
level radioactive waste in compliance with this legislation. The DOE has indicated that its repository
under these contracts will not be available for acceptance of spent nuclear fuel before 2010. On
July 23, 1996, the U.S. Court of Appeals for the District of Columbia Circuit, in response to a suit
brought by 25 electric utilities and 18 states and state agencies, unanimously ruled that the DOE has
a legal obligation to begin taking spent nuclear fuel by January 31, 1998, The DOE has not yet
established an interim or permanent storage facility, and has indicated that it will be unable to begin
acceptance of spent nuclear fuel for disposal by January 31, 1998. Further, Congress is considering
amendments to the Nuclear Waste Policy Act of 1982 that could give the DOE authority to proceed
with the development of a federal interim storage facility. In the event the DOE does not begin
accepting spent nuclear fuel, existing on-site spent nuclear fuel storage capacities at BV Unit 1, BV
Unit 2 and Perry Unit [ are expected to be sufficient until 2016 (end of operating license), 2013 and

2011, respectively.
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On January 31, 1997, Duquesne joined 35 other electric utilities and 46 states, state agencies
and regulatory commissions in filing a suit in the U.S. Court of Appeals for the Distriet of Columbia
against the DOE. The suit requests the court to suspend the utilities’ payments into the Nuclear Waste
Fund and 1o place future payments into an escrow account until the DOE fulfills its obligation to accept
spent nuclear fuel. Significant additional expenditures for the storage of spent nuclear fuel at BV
Unit 2 and Perry Unit 1 could be required if the DOE does not fulfill its obligation to accept spent
nuclear fuel.

Uranium Enrichment Decontamination and Decommissioning. Nuclear reactor licensees in
the United States are assessed annually for the decontamination and decommissioning of DOE
uranium enrichment facilities. Assessments are based on the amount of uranium a utility had
processed for enrichment prior 1o enactment of the National Energy Policy Act of 1992 (NEPA) and are to
be paid by such utilities over a | 5-year period. At March 31, 1997, Duquesne’s liability for
contributions was approximately $9.3 million (subject to an inflation adjustment). Contributions,
when made, are currently recovered from customers through the ECR.

Fossil Decommissioning

In Pennsylvania, current ratemaking does not allow utiiities to recover future
decommissioning costs through depreciation charges during the operating life of fossil-fired
generating stations. In 1996, the Financial Accounting Standard Board issued an exposure draft,
Accounting for Certain Liabilities Related to Closure or Removal of Long-Lived Assets. The primary
effect of this exposure draft would be to change the way Duquesne accounts for nuclear and fossil
decommissioning costs. The exposure draft calls for recording the present value of estimated future
cash flows to decommission Duquesne’s nuclear and fossil power plants as an increase to asset
balances and as a liability. This amount is currently estimated to be $299.5 million. Duquesne will
seek to recover these costs through 2 CTC.

Guarantees

Duquesne and the other owners of Bruce Mansfield have guaranteed certain debt and lease
obligations related to a coal supply contract for Bruce Mansfield. At March 31, 1997, Duquesne’s
share of these guarantees was $16.0 million. The prices paid for the coal by the companies under this
contract are expected to be sufficient to meet debt and lease obligations to be satisfied in the year 2000.
The minimum future payments to be made by Duquesne solely in relation to these obligations are $16.0
million at March 31, 1997.

Residual Waste Management Regulations

In 1992, the Pennsylvania Department of Environmental Protection (DEP) issued Residual
Waste Management Regulations governing the generation and management of non-hazardous
residual waste, such as coal ash. Duquesne is assessing the sites it utilizes and has developed compliance
strategies that are currently under review by the DEP. Capital costs of $2.5 million were incurred by
Duquesne in 1996 to comply with these DEP regulations. Based on information currently available,
an additional $2.8 million will be spent in 1997. The additional capital cost of compliance through
the year 2000 is estimated, based on current information, to be $15 million. This estimate is subject
to the results of groundwater assessments and DEP final approval of compliance plans.
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Effective January 1, 1997, Duquesne adopted the provisions of Statement of Position 96-1,
Environmental Remediation Liabilities (SOP 96-1), which provides authoritative guidance for
recognition, measurement, display and disclosure of environmental remediation liabilities in financial
statements. Dugquesne has recorded a regulatory asset and liability of $6.8 million at March 31, 1997.
Adoption of SOP 96-1 is not expected to have a materially adverse effect on Duquesne's financial
position, results of operations or cash flows.

Emplayees

In November 1996, Duguesne reached an agreement on a three-year contract extension
through September 30, 2001, with the International Brotherhood of Electrical Workers, which
represents approximately 2,000 of Duquesne’s employees.

Other

Duquesne is involved in various other legal proceedings and environmental matters.
Duquesne believes that such proceedings and matters, in total, will not have a materially adverse
effect on its financia! position, results of operations or cash flows.

S. SUBSEQUENT EVENT

On April 7, 1997, DQE and APS, announced a proposed tax-free, stock-for-stock merger.
Upon consummation of the merger, DQE will be a wholly owned subsidiary of APS, and the
combined company's name will be Allegheny Energy, Inc. Following the merger, Duquesne will
remain a wholly owned subsidiary of DQE. The transaction is intended to be accounted for as a
pooling of interests. Under the terms of the transaction, DQE’s shareholders will receive 1.12 shares
of APS common stock for each share of DQE’s common stock, and APS's dividend in effect at the
time of the closing of the merger. The transaction is expected to close within 12 to 18 months,
subject to approval of the shareholders of both companies and applicable regulatory agencies,
including the public utility commissions in Pennsylvania and Maryland, the SEC, the FERC and the
Nuclear Regulatory Commission. Further details about the proposed merger are provided in DQE's
report on Form 8-K, filed with the SEC on April 10, 1997. Unless otherwise indicated, all
information presented in this Form 10-Q relates to Duquesne only and does not take into account the
proposed merger between DQE and APS.
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Item 2. Management’s Discussion and Analysis of Financial Condition and Results of
Operations

Part I, Item 2 of this Quarterly Report on Form 10-Q should be read in conjunction with
Duquesne’s Annual Report on Form 10-K filed with the Secwrities and Exchange Commission
(SEC) for the year ended December 31, 1996 and Duguesne 's condensed consolidated financial
statements, which are set forth on pages 2 through 13 in Part I, Item I of this Report.

General

Duquesne Light Company (Duquesne) is a wholly owned subsidiary of DQE, Inc. (DQE), an
energy services holding company formed in 1989. Duquesne is engaged in the production,
transmission, distribution and sale of electric energy. Duquesne was formed under the laws of
Pennsylvania by the consolidation and merger in 1912 of three constituent companies. Duquesne has
one wholly owned subsidiary, Monongahela Light and Power Co., also a Pennsylvania corporation,
which currently holds energy-related lease investments.

On April 7, 1997, DQE and Allegheny Power System, Inc. (APS), announced a proposed tax-
free, stock-for-stock merger. Upon consummation of the merger, DQE will be a wholly owned
subsidiary of APS, and the combined company's name will be changed to Alicgheny Energy, Inc.
Following the merger, Duquesne will remain a wholly owned subsidiary of DQE. The transaction is
expected to close within 12 to 18 months, subject to approval of the shareholders of both companies
and applicable regulatory agencies. (See “Proposed Merger” discussion on page 18.)

Service Territory

Duquesne provides electric service to customers in Allegheny County, including the City of
Pittsburgh, Beaver County and Westmoreland County. This represents approximately 800 square
miles in southwestern Pennsylvanis, located within a 500-mile radius of one-half of the population of
the United States and Canada. The population of the area served by Duquesne, based on 1990 .census
data, is approximately 1,510,000, of whom 370,000 reside in the City of Pittsburgh. In addition to
serving approximately 580,000 direct customers, Duquesne also sells electricity to other utilities.

Regulation

Duquesne is subject to the accounting and reporting requirements of the SEC. In addition,
Dugquesne’s operations are subject to reguiation by the Pennsylvania Public Utility Commission
(PUC) and the Federal Energy Regulatory Commission (FERC) under the Federal Power Act with
respect o rates for interstate sales, transmission of electric power, accounting and other matters.

The Electricity Generation Customer Choice and Competition Act (Customer Choice Act)
went into effect in Pennsylvania on Januvary [, 1997. This legislation provides for a gradual
deregulation of the generation of electricity, while maintaining regulation of the transmission and
distribution of electricity and related services to customers. (See “Competition” discussion on

page 18.)

14
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Duquesne’s operations are also subject to regulation by the Nuclear Regulatory Commission
(NRC) under the Atomic Energy Act of 1954, as amended, with respect to the operation of its jointly
owned/leased nuclear power plants, Beaver Valley Unit | (BV Unit 1), Beaver Valley Unit 2 (BV
Unit 2) and Perry Unit |.

Duquesne’s consolidated financial statements report regulatory assets and liabilities in
accordance with Statement of Financial Accounting Standards No. 71, Accounting for the Effects of
Certain Types of Regulation (SFAS No. 71), and reflect the effects of the current ratemaking process.
In accordance with SFAS No. 71, Duquesne’s consolidated financial statements reflect regulatory assets
and liabilities consistent with cost-based, pre-competition ratemaking regulations. The regulatory assets
represent probable future revenue to Duquesne because provisions for these costs are currently
included, or are expected to be included, in charges to electric utilify customers through the
ratemaking process.

Duquesne’s operations or a portion of such operations could cease to meet the SFAS No. 7/
criteria for various reasons, including a change in the FERC regulations or the competition-related
changes in the PUC regulations described above. (See “Competition™ discussion on page 18.)
Duquesne believes its electricity generating assets and related regulatory assets continue to satisfy
these criteria in light of the transition to competitive generation under the Customer Choice Act.
Should any portion of Duquesne’s operations be deemed to no longer meet the SFAS No. 71 criteria,
Duquesne may be required to write off any above-market cost assets, the recovery of which is uncertain,
and any regulatory assets or liabilities for those operations that no longer meet these requirements.

Effective January 1, 1997, Duquesne adopted the provisions of Statement of Position 96-1,
Environmental Remediation Liabilities (SOP 96-1}, which provides authoritative guidance for
recognition, measurement, display and disclosure of environmental remediation liabilities in financial
statements. Duquesne has recorded a regulatory asset and liability of $6.8 mitlion at March 31, 1997.
Adoption of SOP 96-1 is not expected to have a materially adverse effect on Duquesnc s financial
position, results of operations or cash flows.

Results of Operations

Sales of Electricity to Customers

The decrease in the first quarter of 1997 for total operating revenues was $7.8 million, as
compared to the first quarter of 1996. Operating revenues are primarily derived from Duquesne’s
sales of electricity. The PUC authorizes rates for electricity sales which are cost-based and are
designed to recover Duquesne’s operating expenses and investment in electric utility assets and to
provide a return on the investment. (See “Regulation” and “Competition” discussions on pages 14
and 18.)

Sales to residential and commercial customers are strongly influenced by weather conditions.
Warmer summer and colder winter seasons lead to increased customer use of electricity for cooling
and heating. Commercial sales are also affected by regional economic development. Sales to
industrial customers are influenced by national and global economic conditions. Customer revenues
fluctuate as a result of changes in sales volume and changes in fuel and other energy costs.
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Net Customer Revenues

Net customer revenues, reflected on the statement of consolidated income, decreased $1.2
million or 0.5 percent in the first quarter of 1997, as compared to the same period in 1996. The
variance can be attributed primarily to decreased residential customer kilowatt-hour (K WH) sales of
2.4 percent due to mild 1997 winter temperatures, as compared to 1996, resulting in decreased
revenues of $1.0 million. Higher sales to several of Duquesne’s largest industrial customers resulted
in a 1.7 percent increase in industrial sales. Each of these customers reported an increase in orders as
the reason for the increase in electric demand.

Sales to Other Utilities

Short-term sales to other utilities are regulated by the FERC and are made at market rates.
Fluctuations in electricity sales to other utilities are related to Duquesne’s customer energy
requirements, the energy market and transmission conditions, and the availability of Duquesne’s
generating stations. Duquesne's electricity sales to other utilities in the first quarter of 1997 were
$7.2 million less than the first quarter of 1996 due to a decline in demand from other utilities and
reduced availability as a result of the sale of Duquesne's 50 percent interest in the Ft. Martin Power
Station (Ft. Martin). Future levels of short-term sales to other utilities will be affected by the possible
sale of other generating stations, market rates, and by the outcome of Duquesne’s FERC filings
requesting firm transmission access. (See "Outlook™ discussion on page 18.)

Other Operaiing Revenues

Other operating revenues include Duquesne’s non-KWH utility revenues in Duquesne’s
statement of consolidated income. Other operating revenues are primarily comprised of revenues
from joint owners of Beaver Valley Unit | (BV Unit 1) and Beaver Valley Unit 2 (BV Unit 2) for
their shares of the administrative and general costs of operating these units. Other operating
revenues therefore fluctuate depending on the timing of scheduled refueling and maintenance outages
at the Beaver Valley Power Station (BVPS) when significant costs are incurred.

Operating Expenses

Fluctuations in fuel and purchased power expense generally result from changes in the cost
of fuel, the mix between coal and nuclear generation, the total KWHs sold, and generating station
availability. Because of the Energy Cost Rate Adjustment Clause (ECR), changes in fuel and
purchased power costs did not impact earnings in the first quarter of 1997 and 1996.

Fuel and purchased power expense decreased $7.5 million in the first quarter of 1997, as
compared to the first quarter of 1996, as a result of decreases in purchased power and fossil fuel
volume. These decreases were partially offset by increased fuel prices and purchased power prices.

Other operating expense increased $2.1 million when comparing the first quarter of 1997 and
1996. The increase was primarily the result of increased costs due to forced outages at both BV
Unit | and BV Unit 2 during the first quarter of 1997.

During the first quarter of 1997 maintenance expense decreased $2.8 million, as compared to
the first quarter of 1996, due to costs savings attributable Duquesne’s electric utility operations and
the sale of Ft. Martin,
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[ncome taxes increased by $4.1 million in the first quarter of 1997, as compared to the first
quarter of 1996, primarily due to increased taxable income.

Other Income

Comparing the fisst quarter of 1997 and the first quarter of 1996, an increase of $1.7 million
in other income was the result of additional interest and dividend income recognized from a higher
level of short-term investments.

Interest Charges

Duquesne achicved reductions of $1.6 million in interest charges in the first quarter of 1997,
as compared to the first quarter of 1996. The decrease is primarily the result of $50.0 million in debt
that matured in May 1996. Interest expense in 1997 will be influenced by fluctuations in short-term
rates and any new financing.

Monthly Income Preferred Securities Dividend Reguiremen(s
The Monthly Income Preferred Securities Dividend Requirements reflect the payment of

$3.1 million in dividends in the first quarter of 1997 related to preferred securities issued in May
1996.

Liquidity and Capital Resources

Financing

Duquesne expects to meet its current obligations and debt maturities through the year 2001
with funds generated from operations and through new financings. At March 31, 1997, Duquesne
was in compliance with all of its debt covenants.

$50 miliion and $35 million of mortgage bonds will mature in November 1997 and February

1998, respectively. Duquesne expects to retire these bonds with available cash or to refinance the
bonds.

Investing

Duquesne’s long-term investments consist of its holdings of DQE common stock,
investments in affordable housing, leasing and other investments, and Duquesne’s nuclear
decommissioning trusts. Duquesne invested approximately $4.2 million and $2.4 million in various
investments in the first quarter of 1997 and 1996. In the first quarter of 1996, Duquesne also sold
investments for $1.8 million.
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Outlook

Proposed Merger

On April 7, 1997, DQE and APS announced a proposed tax-free, stock-for-stock merger.
Upon consummation of the merger, DQE will be a wholly owned subsidiary of APS, and the
combined company's name will be changed to Allegheny Energy, Inc. Following the merger,
Duquesne will remain a wholly owned subsidiary of DQE. The transaction is intended to be
accounted for as a pooling of interests. Under the terms of the transaction, DQE’s shareholders will
receive 1.12 shares of APS common stock for each share of DQE’s common stock, and APS's
dividend in effect at the time of the closing of the merger. The transaction is expected to close
within 12 to 18 months, subject to approval of the shareholders of both companies and applicable
regulatory agencies, including the public utility commissions in Pennsylvania and Maryland, the
SEC, the FERC and the NRC. Further details about the proposed merger are provided in DQE’s
report on Form 8-K, filed with the SEC on April 10, 1997. Unless otherwise indicated, all
information presented in this Form 10-Q relates to Duquesne only and does not take into account the
proposed merger between DQE and APS.

Competition

The electric utilit; industry continues to undergo fundamental change in response to open
transmission access and increased availability of energy alternatives. Under historical PUC ratemaking,
regulated electric utilities were granted exclusive geographic franchises to sell electricity in exchange
for making investments and incurring obligations to serve customers under the then-existing
regulatory framework. Through the ratemaking process, those prudently incurred costs were recovered
from customers, along with a return on the investment. Additionally, certain operating costs were
approved for deferral for future recovery from customers. As a result of this historical ratemaking
process, utilities have assets recorded on their balance sheets at above-market costs and have
commitments to purchase power at above-market prices (transition costs).

Under the Customer Choice Act, which went into effect on January 1, 1997, Pennsylvania
has become a leader in customer cheice. The Customer Choice Act will enable Pennsylvania’s
electric utility customers to purchase electricity at market prices from a variety of electric generation
suppliers (customer choice). Electric utility restructuring will be accomplished through a two-stage
process consisting of a pilot period (running through 1998) and a phase-in period (1999 through
2001). The pilot period will give utilities an opportunity to examine a wide range of technical and
administrative details related to competitive markets, including metering, billing, and cost and design
of unbundled electric services. Duquesne filed a pilot program with the PUC on February 27, 1997,
which proposes unbundling transmission, distribution, electricity and competitive transition charges
and offers participating customers the same options that will be available in a competitive generation
market. The pilot program is designed to comprise approximately 5 percent of Duquesne’s
residential, commercial and industrial demand. Customers participating in the pilot will have two
basic options. First, customers can choose to continue taking bundled service from Duquesne under
approved tariffs. Second, customers can choose unbundled service with their electricity provided by
an alternative electric generation supplier. All customers that choose unbundled electric service will
be subject to unbundled distribution charges approved by the PUC and unbundled transmission
charges pursuant to Duquesne’s FERC-approved tariff. Each customer that elects unbundled service
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also will be required to pay a non-bypassable access fee (competitive transition charge or CTC) that
provides Duquesne with a reasonable opportunity to recover transition costs. On May 9, 1997, the
PUC issued a Preliminary Opinion and Order approving Duquesne's filing in part, and requiring
certain revisions. Duquesne has until May 22, 1997, to submit comments on the PUC's preliminary
order. The PUC anticipates issuing a final order in July 1997, and a revised pilot program must be
filed within 30 days of such order. The PUC further anticipates the revised pilot program could
begin in October 1997.

Duquesne must file a restructuring plan with the PUC by August 1, 1997, setting forth its
proposals for the transition to customer choice and the recovery of transition costs. The phase-in to
competition begins on January I, 1999, when 33 percent of consumers will have customer choice:
(including consumers covered by the pilot program); 66 percent of consumers will have customer choice
by January 1, 2000; and all consumers will have customer choice by January I, 2001. Although the
Customer Choice Act will give customers their choice of electric generation suppliers, delivery of the
electricity from the generation supplier to the customer will remain the responsibility of the existing
franchised utility. Delivery of electricity (including transmission, distribution and customer service)
will continue to be regulated in substantially the current manner. Before the phase-in to customer
choice begins in 1999, the PUC expects utilities to take vigorous steps to mitigate transition costs as
much as possible without increasing the price they currently charge customers. The PUC will
determine what portion of a utility’s remaining transition costs will be recoverable from customers through
a CTC. This charge will be paid by consumers who choose alternative generation suppliers as well as
customers who choose their franchised utiiiny. The CTC could last as long as 2005, providing a utility a
total of up to nine years to recover transition costs. An overall four-and-one-half year price cap will be
imposed on the transmission and distribution charges of electric utility companies. Additionally,

electric utility companies may not increase the generation price component of prices as long as
" transition costs are being recovered, with certain exceptions. If a utility uitimately is unable to recover
its transition costs within this pricing structure and timeframe, the costs will be written off.

Duquesne has already been effective in mitigating its exposure to transition costs. Generating
plant, decommissioning and related regulatory asset costs have been reduced by approximately $400
million during the past two years. These reductions have resulted from a variety of strategies, such as
selling generating assets, accelerating recovery of fixed costs, increasing nuclear decommissioning
charges and reducing capitalized costs. Effective January 1, 1995, Duquesne accelerated its rate of
depreciation on its fixed nuclear assets without seeking a rate increase to recover the additional costs.
On October 31, 1996, Duquesne sold its ownership interest in Ft. Martin. Under the PUC-approved
plan, Duquesne will not increase its base rates for a period of five years through May 2001. In addition,
Dugquesne recorded in October 1996 a one-time reduction of approximately $130 million in the book
value of Duquesne’s nuclear plant investment. The proceeds from the sale are expected to be used to fund
reliability enhancements to the BI Unit 3 combustion turbine and to reduce Duquesne’s capitalization.
The approved plan also provides for incremental increases of $25 million in depreciation and amortization
expense in 1997 and 1998 related to Dugquesne’s nuclear investment, as well as additional annual
contributions to its nuclear plant decommissioning funds of $5 million, without any increase in
existing electric rates. Also, Duquesne will record an annual $5 million credit to the ECR during the
plan period to compensate Duquesne’s customers for lost profits from any short-term power sales
foregone by the sale of its ownership interest in Ft. Martin. In addition, Duquesne has capped energy
costs through the remainder of the plan period at a historical five-year average of 1.47 cents per
KWH. Duquesne’s approved plan provides for the amortization of the remaining deferred rate
synchronization costs over a 10-year period. At March 31, 1997, the unamortized portion of these costs
totaled $40.4 million, net of deferred fuel savings related to the two units. Finally, Duquesne’s approved
plan also provides for annual assistance of $0.5 million to low-income customers. Duquesne expects
to continue these steps to address its remaining transition costs. The Customer Choice Act provides
another option to mitigate transition costs. With PUC approval, utilities are permitted to issue
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transition bonds with a maturity of 10 years or less. Proceeds can be used to reduce transition costs.
Duquesne is currently reviewing this alternative as well as others to further mitigate its transition

costs.

As part of its transition filing, Duquesne is proposing to make a long-term sale of electricity
during the transition period to determine the market rate for power. In addition to market-related
impacts, any estimate of the ultimate level of transition costs also depends on, among other things,
the extent to which such costs are deemed recoverable by the PUC, the ongoing level of Duquesne’s
costs of operations, regional and national economic conditions, and growth of Duquesne’s sales.
Duquesne anticipates making its transition filing, including the identification of potential transition
costs, as required by the PUC on August 1, 1997. The PUC is expected to rule on Duquesne’s ability
to recover these costs through a CTC by May 1, 1998. Duquesne believes, based upon prior rulings
of the PUC, that it is entitled to recover substantially all of its transition costs, but cannot predict the
outcome of this regulatory process. In the event that the PUC rules that any or all of these transition
costs cannot be recovered through a CTC mechanism or Duquesne fails to satisfy the requirements of
SFAS No. 71, these costs will be written off. As Duquesne has substantial exposure to transition costs
relative to its size, significant transition cost write-offs could have a materially adverse effect on
Duquesne’s financial position, results of operations and cash flows. Various financial covenants and
restrictions could be violated if substantial write-off of assets or recognition of liabilities occurs.

In addition to the mitigation of transition costs, Duquesne has been preparing for competition
in a variety of ways. Duquesne has been building its finzrcial strength through the retirement and
refinancing of long-term debt. In 1995, Duquesne’s restrictive first morigage bond indenture was
replaced with a new indenture with more flexible provisions. In 1996, Duquesne issued MIPS to further
add to its financial flexibility and creditworthiness.

Duquesne has also better positioned its business for competition through improving operations
and enhancing customer relations. In recognition of impending industry competition and in an effort to
optimize its generation resources, in 1989 Duquesne signed a contract with Delmarva Power for a bulk
power sale for a period of 20 years. This initiative would have resulted in the refurbishment and return
to service of Duquesne’s cold-reserved generating stations. Following the plan’s faifure to receive
regulatory approval, in 1990 Duquesne announced a second long-term power sale initiative to restart these
power plants. This plan would have provided significant impetus to economic development in
Pennsylvania as well as providing Duquesne’s customers with substantial benefits in the form of lower
rates. Duquesne’s efforts to upgrade and maintain the cold-reserved units have enabled Duquesne to
utilize the Bl units to meet peak demand during periods of extreme weather in recent years and have
enabled the Bl units to more quickly return to service as part of the Ft. Martin sale. In 1991, Duquesne
reorganized into strategic business units along market lines and instituted cost reduction targets for
capital, operation and maintenance, and inventory expenditures. Workforce reductions were achieved
primarily through attrition. Since 1989 Duquesne has reduced its number of employees by 25
percent. Recently, Duquesne signed a three-year contract extension with its bargaining unit employees
through September 2001. Throughout the period, Duguesne has been aggressively reducing its fuel
costs, achieving a 13 percent reduction in the unit cost of fuel since 1990. These measures have
enabled Duquesne to reduce its rates by nearly 36 percent, in real terms, since 1990. When
considering the price freeze component of Duquesne’s Mitigation Plan, prices will have declined by
nearly 50 percent in real terms during the decade of the 1990s. From a customer relations standpoint,
Duquesne negotiated fong-term contracts with more than 30 key industrial and commercial customers
and was recognized in 1996 for its economic development efforts in attracting major new industrial
expansions. [n 1995, Duquesne became one of the first electric utilities in the country to offer a full
customer service guarantee and also guaranteed to match any competing electricity supplier’s price for

new businesses or for the expansion of existing businesses. Duquesne also is offering to customers
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increased bill-paying options, including an advanced technology service that enables customers to
electronically receive and pay their electric bills. This service assists major customers just as its
earlier Electricheck option helped smaller commercial and residential customers. Additionally,
Duquesne will be positioned to offer customers a wide range of new services with the Customer
Advanced Reliability System (CARS). Utility customers will be linked to CARS by encoder receiver
transmitters contained in new or retrofitted electric meters. Data communications offered by this
technology are expected to result in improved reliability, security, and customer satisfaction.

The proposed merger of DQE and APS, the complementary nature of the two companies'
peak usage times and customer bases, and thc elimination of duplicate activities should create a more
efficient and cost-effective combined entity. In addition, the larger, combined company should be
able to take advantage of economies of scale, and will have a wide range of products and services to
offer to a larger market.

In March 1997, a suit was filed in Pennsylvania's Commonwealth Court secking to overtun
the Customer Choice Act, contending that the process by which the state legislature considered and
approved the act violated the Pennsylvania state constitution. While there can be no assurance as to
the uitimate outcome of this suit, similar challenges to other legislation in Pennsylvania have been
unsuccessful.

At the national level, in 1996 the FERC issued two related final rules that address the terms
on which electric utilities will be required to provide wholesale suppliers of electric energy with non-
discriminatory access to the utility’s wholesale transmission system. The first rule, Order No. 888,
requires each public utility that owns, controls or operates interstate transmission facilities to file a
tariff offering unbundled transmission services containing non-rate terms that conform to the FERC’s
pro forma tariff. Order No. 888 also allows full recovery of prudently incurred costs from departing
customers. FERC deferred to state reguiators with respect to retail access, recovery of retail
transition costs and the scope of state regulatory jurisdiction. The second rule, Order No. 889,
prohibits transmission owners and their affiliates from gaining preferential access to information
conceming transmission and establishes a code of conduct to ensure the complete separation of a utility’s
wholesale power marketing and transmission operation functions.

Finally, the FERC simultaneously issued a new Notice of Proposed Rulemaking (NOPR) on
Capacity Reservation Open Access Transmission Tariffs (CRT), which would require all market
participants to reserve firm capacity rights between designated receipt and delivery points. If
adopted, the CRT would replace the open access pro forma tariff implemented in Order No. 888.

Duquesne is aware of the foregoing state and federal regulatory and business uncertainties
and is attempting to position itself to effectively operate in a more competitive environment.

Beaver Valley Power Station (BVPS) Steam Generators

BVPS’s two units are equipped with steam generators designed and built by Westinghouse
Electric Corporation (Westinghouse). Similar to other Westinghouse nuclear plants, outside diameter
stress corrosion cracking (ODSCC) has occurred in the steam generator tubes of both units, The units
continue to have the capability to operate at |00 percent reactor power although 15 percent of BV
Unit | and 2 percent of BV Unit 2 steam generator tubes have been removed from service. Material
acceleration in the rate of ODSCC could lead to a loss in plant efficiency and significant repairs or
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replacement of BV Unit 1 steam generators. The total replacement cost of the BV Unit 1 steam
generators is estimated at $125 million, $59 million of which would be Duquesne’s responsibility.

The earliest that the BV Unit 1 steam generators could be replaced during a scheduled refueling outage is
the fall of 2000.

Except for historical information contained herein, the matters discussed in this Quarterly Report on
Form 10-Q are forward-looking statements that involve risks and uncertainties including, but not
limited to, economic, competitive, governmental and technological factors affecting Duguesne 's

operations, markets, products, services and prices, and other factors discussed in Dugquesne’s filings
with the SEC.
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PART II. OTHER INFORMATION

Item 1. Legal Proceedings

In September 1995, Duquesne commenced arbitration against Cleveland Electric
illuminating Company (CEI), seeking damages, termination of the Operating Agreement for Eastlake
Power Station Unit 5 (Unit) and partition of the parties’ interests in the Unit through a sale and
division of the proceeds. The arbitration demand aileged, among other things, the improper
allocation by CEI of fuel and related costs; the mismanagement of the administration of the Saginaw
coal contract in connection with the closing of the Saginaw mine, which historically supplied coal to
the Unit; and the concealment by CEI of material information. In October 1995, CEI commenced an
action against Duquesne in the Court of Common Pleas, Lake County, Ohio seeking to enjoin
Duquesne from taking any action to effect a partition on the basis of a waiver of partition contained
in the deed to the land underlying the Unit. CEl aiso seeks monetary damages from Duquesne for
alleged unpaid joint costs in connection with the operation of the Unit. Duquesne removed the action
to the United States District Court for the Northern District of Ohio, Eastern Division, where it is
now pending. Currently, the parties are engaged in settlement discussions.

Item 6. Exhibits and Reports on Form 8-K.
a. Exhibits:

EXHIBIT 2.1 - Agreement and Plan of Merger dated as of April 5, 1997, among DQE, APS
and AYP Sub, Inc. (included as Exhibit 2(a) to DQE's Current Report on Form 8-K filed with
the SEC on April 10, 1997 (the "DQE Form 8-K") and incorporated herein by reference).

EXHIBIT 2.2 - Stock Option Agreement dated as of April 5, 1997, between DQE and APS
(filed as Exhibit 2(b) to the DQE Form 8-K and incorporated herein by reference).

EXHIBIT 2.3 - Letter Agreement dated as of April 5, 1997, between DQE and APS (filed as
Exhibit 2(c) to the DQE Form 8-K and incorporated herein by reference).

EXHIBIT 10.1 - Severance Agreement dated April 4, 1997, between DQE and David D.
Marshall, together with a schedule describing substantially identical agreements with, Gary L.
Schwass, Victor A. Roque, James E. Cross and James D. Mitchell (filed as Exhibit 10.1 to
DQE's Form 10-Q Quarterly Report for the quarter ended March 31, 1997, and incorporated
herein by reference).

EXHIBIT 12.1 - Calculation of Ratio of Earnings to Fixed Charges
EXHIBIT 27.1 - Financial Data Schedule

b. No Current Report on Form 8-K was filed during the three months ended
March 31, 1997.
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SIGNATURES

Pursuant to the requirements of the Securities Exchange Act of 1934, the registrant identified
below has duly caused this report to be signed on its behalf by the undersigned thereunto duly
L authorized.

® | DUQUESNE LIGHT COMPANY
(Registrant)

Date _May 14, 1997 /s/ Gary L. Schwass
(Signature)
Gary L. Schwass
Senior Vice President and
o Chief Financial Officer

® Date May 14, 1997 /s/ Morgan K. O'Brien
(Signature)
Morgan K. O’Brien
Controller and
Principal Accounting Officer

DiR/che DLC100M4 dac
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Exhibit 12.1

Duquesne Light Company and Subsidiary

Calculation of Ratio of Earnings to Fixed Charges

{Thousands of Dollars)
Year Ended December 31,
Three Months Ended
March 31,1997 1996 1995 1994 1993 1992
FIXED CHARGES:
Interest on long-term debt $20,311 $82,505 $89,139 $94,646  $102,938  $119,179
Other interest 244 1,632 2,599 1,095 2,387 1,749
Monthly Income Preferred Securities dividend requirements 3,141 7,921 - i B A
Amortization of debt discount, premium and expense - net 1,471 5,973 6,252 6,381 5,541 4223
Portion of lease payments representing an interest factor 11,208 44 357 44386 44.839 45.925 60.721
Total Fixed Charges 36,375 $142388  $142376 $1469¢1  $156.791  $185872
EARNINGS:
Income from continuing operations $36,415 $149.860  $151,070 $147,449  $144,787  $149,768
Income taxes 22,391+ 83,008* 92,894+ 84,191+ 77,237* 110,993
rixed charges as above 36375 142,388 142376 146,961 156,791 185,872
Total Earnings $95,181 375,256  $386340 $378.601  $378.815  $446.633
RATIO OF EARNINGS TO FIXED CHARGES 2.62 2.64 271 2.58

Duquesne’s share of the fixed charges of an unaffiliated coal supplier, which amounted to approximately $0.7 million for the three months ended
March 31, 1997, has been excluded from the ratio.

*Earnings related to income taxes reflect a $3.0 million decrease for the three months ended March 31, 1997, a $12 million, $13.5 million, $13.5 million and
$10.4 million decrease for the twelve months ended December 31, 1996, 1995, 1994 and 1993, respectively, due to a financial statement reclassification
related to Statement of Financial Accounting Standards No. 1 09, Accounting for Income Taxes. The ratio of earnings to fixed charges, absent this
reclassification, equals 2.70 for the three months ended March 31, 1997, and 2.72, 2.81, 2.67 and 2.48 for the twelve months ended December 31 , 1996,
1995, 1994 and 1993, respectively.
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UNITED STATES
SECURITIES AND EXCHANGE COMMISSION
Washington, DC 20549

FORM 10-Q
& QUARTERLY REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE

SECURITIES EXCHANGE ACT OF 1934

For the Quarterly Period Ended March 31, 1997

O TRANSITION REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE
SECURITIES EXCHANGE ACT OF 1934

For the Transition Period From to

Commission File Number

1-10290
DOE, Inc.
(Exact name of registrant as specified in its charter)
Pennsylvania 25-1598483
{State or other jurisdiction of (LR.S. Employer [dentification No.)

incorporation or organization)

Cherrington Corporate Center, Suite 100
500 Cherrington Parkway, Coraopolis, Pennsylvania 15108-3184
(Address of principal executive offices) (Zip Code)

Registrant’s telephone number, including area code: (412) 262-4700

Indicate by check mark whether the registrant (1) has filed all reports required to be filed by Section
13 or 15(d) of the Securities Exchange Act of 1934 during the preceding 12 months (or for such
shorter period that the registrant was required to file such report), and (2) has been subject to such
filing requirements for the past 90 days. Yes X No_

Indicate the number of shares outstanding of each of the issuer’s classes of common stock as of the
latest practicable date:

DQE Common Stock, no par value - 77,360,380 shares outstanding as of March 31, 1997 and
77,386,852 shares outstanding as of April 30, 1997,
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PART L. FINANCIAL INFORMATION
Item 1. Financial Statements

DQE
CONDENSED STATEMENT OF CONSOLIDATED INCOME
(Thousands of Dollars, Except Per Share Amounts)

(Unaudited)
Three Months Ended
March 31
1997 1996
Operating Revenues
Sales of Electricity:
Customers - net $264,018 $265,170
Utilities 8,731 15,965
Total Sales of Electricity 272,749 281,135
Other 29335 19,383
Total Operating Revenues 302,084 300,518
Operating Expenses
Fuel and purchased power 51,654 59,165
Other operating 81,652 70,431
Maintenance 17,749 20,504
Depreciation and amortization 55,174 56,981
Taxes other than income taxes 20,558 22,121
Total Operating Expenses 226,767 229,202
OPERATING INCOME 75,317 71,316
OTHER INCOME 20,001 14,823
INTEREST AND OTHER CHARGES 28,680 25,703
INCOME BEFORE INCOME TAXES 66,638 60,436
INCOME TAXES 21,541 18,i31
NET INCOME $ 45,097 $ 42,305
AVERAGE NUMBER OF COMMON
SHARES OUTSTANDING
(Thousands of Shares) 77,287 77,588
EARNINGS PER SHARE OF
COMMON STOCK 56.58 $0.55
DIVIDENDS DECLARED PER
SHARE OF COMMON STOCK $0.34 £0.32

See notes to condensed consolidated financial statements.
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DQE
CONDENSED CONSOLIDATED BALANCE SHEET
(Thousands of Dollars)

(Unaudited)
March 31, December 31,
1997 1996
ASSETS
Current assets:
Cash and temporary cash investments $ 386,857 $ 410,978
Receivables 128,785 130,125
Other current assets, principally materials and supplies 79,322 81,125
Total current assets 594,964 622,228
Long-term investments 575,499 518,689
Property, plant and equipment 4,799,655 4,787 470
Less: Accumulated depreciation and amortization (2,018,710) {1,969,945)
Praperty, plant and equipment - net 2,780,945 2,817,525
Other non-current assets:
Regulatory assets 625,226 636,816
Other 45,948 43,734
Total other non-current assets 671,174 680,550
TOTAL ASSETS $4,622,582 $4,638,992
LIABILITIES AND CAPITALIZATION
Current liabilities:
Notes payable 3 930 $ 749
Current maturities and sinking fund requirements 107,146 72,831
Accounts payzsble 80,626 96,230
Accrued liabilities 41,124 58,044
Dividends declared ‘ 28,709 28,633
Other 2,852 4,075
Total current liabilities 261,387 260,562
Deferred income taxes - net 768,258 759,089
Deferred investment tax credits 104,096 106,201
Capital lease obligations 24,150 28,407
Deferred income 180,835 189,293
QOther ' 248,687 240,763
Commitments and contingencies (Note 4)
Capitalization;
Long-term debt 1,402,286 1,439,746
Preferred and preference stock of subsidiaries:
Non-redeemable preferred stock 213,608 213,608
Non-redeemable preference stock, Plan Series A 28,997 28,997
Total preferred and preference stock before deferred empioyee stock
ownership plan (ESOP) benefit (involuntary liquidation values of
$242,467 exceed par by $28,180 for each period presented) 242,605 242,605
Deferred ESOP benefit (18,931) {19.533)
Total preferred and preference stock of subsidiaries 223,674 223,072
Common shareholders’ equity:
Common stock - no par value (authorized - 187,500,000 shares;
issued - 109,679,154 shares) 987,413 990,502
Retained earnings 796,429 777.607
Less treasury stock (at cost) (32.318,774 and 32,406,135
shares, respectively) (374,633) {376.250)
Total common shareholders ' equity 1,409,209 1,391,859
Total capitalization 3,035,169 3,054,677
TOTAL LIABILITIES AND CAPITALIZATION $4,622,582 $4,638,992

See notes to condensed consolidated financial statements.
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DQE
CONDENSED STATEMENT OF CONSOLIDATED CASH FLOWS
(Thousands of Dollars)
(Unaudited)
Three Months Ended
March 31
. 1997 1996
Cash Flows From Operating Activities
Operations $112,197 $96,706
Changes in working capital other than cash (30,528) (7,226)
Other 11,274 (3,444)
Net Cash Provided By Operating Activities 92,943 86,036
Cash Flows From Investing Activities
Capital expenditures (17,213) (18,539)
Long-term investments - net (68,337) 15,966
Other 2,238 (979)
Net Cash Used In Investing Activities {83,312) (3,552)
Cash Flows From Financing Activities
Decrease in notes payable 181 (19,073)
Dividends on common stock (26,275) (24,835
Reduction in long term debt (7,780) (4,495)
Other 122 (3,418)
Net Cash Used In Financing Activities (33,752) (51,821)
Net (decrease) increase in cash and temporary cash investments (24,121) 30,663
Cash and temporary cash investments at beginning of period 410,978 24,767
Cash and temporary cash investments at end of period $386,857 $55,430
Non-Cash Investing Activities
Equity funding obligations recorded $2,888 -

See notes to condensed consolidated financial statements.



Item KRo: H-13
Page 31 of 422

NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS (UNAUDITED)

Except for historical information contained herein, the matters discussed in this Quarterly Report on
Form 10-Q are forward-looking statements that involve risks and unceriainties including, but not
limited 10, economic, competitive, governmental and technological factors affecting DQE, Inc. and
its subsidiaries’ (the Company 's) operations, markets, products, services and prices, and other
Jactors discussed in the Company’s filings with the Securities and Exchange Commission (SEC).

1. CONSOLIDATION, RECLASSIFICATIONS AND ACCOUNTING POLICIES

DQE, Inc. (DQE), is an energy services holding company formed in 1989. Its subsidiaries
are Duquesne Light Company (Duquesne), Duquesne Enterprises, Inc. (DE), DQE Energy Services,
Inc. {DES), DQEnergy PARTNERS, Inc. (DQEnergy) and Montauk, Inc. (Montauk). DQE and its
subsidiaries are collectively referred to as “the Company.”

Duquesne is an electric utility engaged in the production, transmission, distribution and sale of
electric energy and is the largest of DQE’s subsidiaries. DE makes strategic investments beneficial to
DQE’s core energy business. These investments enhance DQE’s capabilities as an energy provider,
increase asset utilization, and act as a hedge against changing business conditions. DES is a diversified
energy services company offering a wide range of energy soluiiuns for industrial, utility and consumer
markets worldwide. DES initiatives include energy facility development and operation, domestic and
intemational independent power production, and the production and supply of innovative fuels.
DQEnergy was formed in December 1996 to align DQE with strategic partners to capitalize on
opportunities in the dynamic energy services industry. These alliances enhance the utilization and
value of DQE'’s strategic investments and capabilities while establishing DQE as a total energy
provider. Montauk is a financial services company that makes long-term investments and provides
financing for the Company’s other market-driven businesses and their customers.

On April 7, 1997, the Company and Allegheny Power System, Inc. (APS), announced a
proposed tax-free, stock-for-stock merger. Upon consummation of the merger, DQE will be a wholly
owned subsidiary of APS, and the combined company's name will be Allegheny Energy, Inc.
Following the merger, Duquesne, DE, DES, DQEnergy and Montauk will remain wholly owned
subsidiaries of DQE. The transaction is expected to close within 12 to |8 months, subject to approval
of the shareholders of both companies and applicable regulatory agencies. (See “Subsequent
Events,” Note 5, on page 14.)

All material intercompany balances and transactions have been eliminated in the preparation
of the condensed consolidated financial statements.

In the opinion of management, the unaudited condensed consolidated financial statements
included in this report reflect all adjustments that are necessary for a fair presentation of the results
of interim periods and are normal, recurring adjustments. Prior-period financial statements were
reclassified to conform with the 1997 presentation.

These statements should be read with the financial statenients and notes included in the
Annual Report on Form 10-K filed with the SEC for the year ended December 31, [996. The results
of operations for the three months ended March 31. 1997, are not necessarily indicative of the results
that may be expected for the full year. The preparation of financial statements in conformity with
generally accepted accounting principles requires management to make estimates and assumptions
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that affect the reported amounts of assets and liabilities and disclosure of contingent assets and
liabilities at the date of the financial statements. The reported amounts of revenues and expenses
during the reporting period may also be affected by the estimates and assumptions management is
required to make. Actual results could differ from those estimates.

The Company is subject to the accounting and reporting requirements of the SEC. In
addition, the Company’s electric utility operations are subject to regulation by the Pennsylvania
Public Utility Commission (PUC) and the Federal Energy Regulatory Commission (FERC) under the
Federal Power Act with respect to rates for interstate sales, transmission of electric power,
accounting and other matters.

The Company’s consolidated financial statements report regulatory assets and liabilities in
accordance with Statement of Financial Accounting Standards No. 71, Accounting for the Effects of
Certain Types of Regulation (SFAS No. 71), and reflect the effects of the current ratemaking process.
In accordance with SFAS No. 71, the Company’s consolidated financial statements reflect regulatory
assets and labilities consistent with cost-based, pre-competition ratemaking regulations. (See "Rate
Matters", Note 3, on page 7.)

The Company’s long-term investments include certain investments in marketable securities.
In accordance with Statement of Financial Accounting Standards No. 115, Accounting for Certain
Investments in Debt and Equity Securities, these investments are classified as available-for-sale and
are stated at market value. The amounts of unrealized holding losses on investments at March 31,
1997, and December 31, 1996, are $8.5 million and $4.4 million, respectively ($4.9 million and $2.6
million net of tax, respectively).

Through the Energy Cost Rate Adjustment Clause (ECR), the Company recovers (to the
extent that such amounts are not included in base rates) nuclear fuel, fossil fuel and purchased power
expenses and, also through the ECR, passes to its customers the profits from short-term power sales
to other utilities (collectively, ECR energy costs). Under the Company's PUC-approved Mitigation
Plan, the level of energy cost recovery is capped at 1.47 cents per kilowatt-hour (K WH) through May
2001. To the extent that projections do not support recovery of previously deferred costs through
this pricing mechanism, these costs would become transition costs subject to recovery through a
competitive transition charge (CTC). (See "Customer Choice Act" and "Mitigation Plan"
discussions, Note 3, on pages 7 and 8.)

Statement of Financial Accounting Standards No. 128, Earnings Per Share (SFAS No. 128)
has been issued for periods ending after December 15, 1997, Earlier application is not permitted.
The general requirements of SFAS No. /28 are designed to simplify the computation of earnings per
share. The new statement requires a calculation of basic and diluted eamings per share. The
adoption of this statement is not expected to have any effect on the Company's calcuiation of
eamings per share.
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2. RECEIVABLES

The components of receivables for the periods indicated are as foliows:

March 31, March 31, December 31,

1997 1996 1996

(Amounts in Thousands of Dollars)
Electric customer accounts receivable $ 97,655 $103,263 ¥ 92475
Other utility receivables 16,534 16,258 22,402
Other receivables 34,465 31,004 33,936
Less: Allowance for uncollectible accounts (19,869) (20,340) {18,688)

Total Receivables $ 128,785 $130,185 $ 130,125

The Company and an unaffiliated corporation have an agreement that entitles the Company
to sell, and the corporation to purchase, on an ongoing basis, up to $50.0 million of accounts
receivable. At March 31, 1997, and December 31, 1996, the Company had not sold any receivables
to the unaffiliated corporation. The accounts receivable sales agreement, which expires in June
1997, is one of many sources of funds available to the Company. The Company has not determined,
but may attempt to extend the agreement or to replace the facility with a similar arrangement or to
eliminate it upon expiration.

3. RATE MATTERS
Customer Choice Act

Under the Electricity Generation Customer Choice and Competition Act (Customer Choice
Act), which went into effect on January 1, 1997, Pennsylvania has become a leader in customer
choice. The Customer Choice Act will enable Pennsylvania’s electric utility customers to purchase
electricity at market prices from a variety of electric generation suppliers (customer choice). Electric
utility restructuring will be accomplished through a two-stage process consisting of a pilot period
(running through 1998) and a phase-in period (1999 through 2001). Before the phase-in to customer
choice begins in 1999, the PUC expects utilities to take vigorous steps to mitigate transition costs as
much as possible without increasing the price they currently charge customers. The PUC will
determine what portion of a utility’s remaining transition costs will be recoverable from customers
through a CTC. This charge will be paid by consumers who choose zlternative generation suppliers
as well as customers who choose their franchised utility. The CTC could last as long as 2005,
providing a utility a total of up to nine years to recover transition costs. An overall four-and-one-half
year price cap will be imposed on the transmission and distribution charges of electric utility
companies. Additionally, electric utility companies may not increase the generation price component
of prices as long as transition costs are being recovered, with certain exceptions. If a utility ultimately
is unable to recover its transition costs within this pricing structure and timeframe, the costs will be
written off.
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Mitigation Plan

The Company has taken a number of steps to mitigate its potential transition costs. In addition to
the steps taken during the last 10 years to prepare for competition, effective January 1, 1995, the Company
accelerated its rate of depreciation on its fixed nuclear assets without seeking a rate increase to recover the
additional costs. On October 31, 1996, the Company sold its 50 percent ownership interest in the
Ft. Martin Power Station (Ft. Martin). Under the PUC-approved plan, the Company will not increase its
base rates for a period of five years through May 2001. In addition, the Company recorded in October 1996
a one-time reduction of approximately $130 million in the book value of the Company’s nuclear plant
investment. The proceeds from the sale are expected to be used to fund reliability enhancements to the
Brunot Island (BI) Unit 3 combustion turbine and to reduce the Company’s capitalization. The approved
plan also provides for incremental increases of $25 million in depreciation and amortization expense in
1997 and 1998 related to the Company’s nuclear investment, as well as additional annual contributions to
its nuclear plant decommissioning funds of $5 million, without any increase in existing electric rates. Also,
the Company will record an annual $5 million credit to the ECR during the plan period to compensate the
Company’s electric utility customers for lost profits from any short-term power sales foregone by the sale

of its ownership interest in Ft. Martin. [n addition, the Company has capped energy costs for the remainder
of the plan period, at 2 historical five-year average of 1.47 cents per kilowatt hour (KWH). The
Company’s approved plan provides for the amortization of the remaining deferred rate synchronization
costs over a 10-year period. At March 31, 1997, the unamortized portion of these costs totaled $40.4
million, net of deferred fuel savings related to the two units. Finally, the Company’s approved plan also
provides for annual assistance of $0.5 miilion to low-income customers.

Regulatory Assets

As a result of the application of SFAS No. 71, the Company records regulatory assets on its
consolidated balance sheet. The regulatory assets represent probable future revenue to the Company
because provisions for these costs are currently included, or are expected to be included, in charges
to electric utility customers through the ratemaking process.

A company’s electric utility operations or a portion of such operations couid cease to meet the
SFAS No. 71 criteria for various reasons, including a change in the FERC regulations or the competition-
related changes in the PUC regulations. (See “Customer Choice Act” discussion on page 7.) The Company
currently believes its electricity generating assets and related regulatory assets continue to satisfy these
criteria in light of the transition to competitive generation under the Customer Choice Act. Should any
portion of the Company’s electric utility operations be deemed to no longer meet the SFAS No. 7/ criteria,
the Company may be required to write off any above-market cost assets, the recovery of which is
uncertain, and any regulatory assets or liabilities for those operations that no longer meet these
requirements.
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The components of regulatory assets for the periods presented are as follows:

March 31, December 31,
1997 1996
(Amounts in Thousands of Dollars)
Regulatory tax receivable $383,971 $394,131
Unamortized debt costs (a) 91,943 93,299
Deferred rate synchronization costs 40,392 41,446
Beaver Valley Unit 2 sale/leaseback premium (b) 29,682 30,059
Deferred employee costs (c) 27,964 29,589
Deferred nuclear maintenance outage costs 9,228 13,462
Deferred coal costs (see below) 12,894 12,191
DOE decontamination and decommissioning receivable 9,547 9,779
Other 19,605 12,860
Total Re&ulatory Assets $625,226 $636,816

(a) The premiums paid to reacquire debt prior to scheduled maturity dates are deferred for amortization over the

life of the debt issued to finance the reacquisitions.
(b) The premium paid to refinance the Beaver Valley Unit 2 lease was deferred for amortization over the life of

the [ease.
(¢) Includes amounts for recovery of accrued compensated absences and accrued claims for workers’

compensation.

Deferred Coal Costs

The PUC has established two market price coal cost standards for the Company. One applies
only to coal delivered at the Bruce Mansfield Power Station (Bruce Mansfield). The other, the
system-wide coal cost standard, applies to coal delivered to the remainder of the Company's system.
Both standards are updated monthly to reflect prevailing market prices of similar coal. The PUC has
directed the Company to defer recovery of the delivered cost of coal to the extent that such cost
exceeds generally prevailing market prices for similar coal, as determined by the PUC. The PUC
allows deferred arnounts to be recovered from customers when the delivered costs of coal fall: below
such PUC-determined prevailing market prices.

In 1990, the PUC approved a joint petition for settlement that clarified certain aspects of the
system-wide coal cost standard. The Company has exercised options to extend the coal cost standard
through March 2000. The unrecovered cost of Bruce Mansfield coal was $10.3 million and $9.6
million, and the unrecovered cost of the remainder of the system-wide coal was $2.6 million at
March 31, 1997 and December 31, 1996. The Company believes that all deferred coal costs will be
recovered.

Property Held for Future Use

In 1986, the PUC approved the Company's request to remove Phillips Power Station (Phillips)
and a portion of BI from service and from rate base. In accordance with the Company’s Mitigation Plan,
112 megawatts related to Bl Units 2a and 2b were moved from property held for future use to electric plant
in service in 1996. The Company expects to recover its investment in B Units 3 and 4, which remain in
property held for future use through future electricity sales. The Company believes its investment in Bl
will be necessary in order to meet future business needs. A portion of the proceeds of the sale of Ft. Martin
is expected to be used to fund reliability enhancements to the BI Unit 3 combustion turbine. The reliability
enhancements are contingent upon the projects meeting a least-cost test versus other potential sources of
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peaking capacity. (See “Mitigation Plan” discussion on page 8.) The Company is analyzing the effects of
custorner choice on its future generating requirements. The Company is planning to seek recovery of its
investment and associated costs of Phillips through a CTC. In the event that market demand, transmission
access or rate recovery do not support the utilization of these plants, the Company may have to write off
part or all of these investments and associated costs. At March 31, 1997, the Company’s net of tax
investment in Phillips and BI held for future use was $51.6 million and $18.3 miilion.

4. COMMITMENTS AND CONTINGENCIES
Construction

The Company estimates that it will spend, excluding the Allowance for Funds Used During
Construction and nuclear fuel, approximately $110 million for electric utility construction during
1997. This estimate aiso excludes any potential expenditures for reliability enhancements to the Bl
Unit 3 combustion turbine. (See “Mitigation Plan” discussion, Note 3, on page 8.)

Nuclear-Related Matters

The Company has an ownership interest in three nuclear units, two of which it operates. The
operation of a nuclear facility involves special risks, potential liabilities, and specific regulatory and
safety requirements. Specific information about risk management and potential liabilities is discussed

below.

Nuclear Decomsrissioning. The PUC ruled that recovery of the decommissioning costs for
Beaver Valley Unit | (BV Unit 1) could begin in 1977, and that recovery for Beaver Valley Unit 2
(BV Unit 2} and Perry Unit | could begin in 1988. The Company expects to decommission BV Unit 1,
BV Unit 2 and Perry Unit | no earlier than the expiration of each plant’s operating license in 2016,
2027 and 2026, respectively. At the end of its operating life, BY Unit | may be placed in safe storage
until BV Unit 2 is ready to be decommissioned, at which time the units may be decommissionedi
together.

Based on site-specific studies finalized in 1992 for BV Unit 2, and in 1994 for BV Unit | and
Perry Unit |, the Company’s share of the total estimated decommissioning costs, including removal
and decontamination costs, currently being used to determine the Company’s cost of service, is $122
million for BV Unit 1, $35 million for BV Unit 2, and $67 million for Perry Unit 1. A study will be
performed in 1997 to update the Company’s estimated decommissioning costs of BV Unit | and BV
Unit 2.

On July 18, 1996, the' PUC issued a Proposed Policy Statement Regarding Nuclear
Decommissioning Cost Estimation and Cost Recovery for the purpose of obtaining comments from
the public. The proposed policy includes guidelines for a site-specific study to estimate the cost of
decommissioning. Guidelines require that studies be performed at least every five years, address
radtological and non-radiological costs, and include a contingency factor of not more than 10
percent. Under the proposed policy, annual decommissioning funding levels are based on an annuity
calculation recognizing inflation in the cost estimrates and earnings on fund assets. With respect to
the transition to a competitive generation market, the Customer Choice Act requires that utilities
include a plan to mitigate any shortfall in decommissioning trust fund payments for the life of the
facility with any tuture decommissioning filings. Consistent with this requirement, the Company has
increased its nuclear decommissioning funding by 35 million under the PUC-approved plan for the
sale of the Company’s ownership interest in Ft. Martin. {See “Mitigation Plan” discussion, Note 3,

10
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on page 8.) These additional annual contributions bring the total annual funding to approximately

$9 million. Also, on October 17, 1996, the PUC adopted an Accounting Order filed by the Company to
recognize the increased funding as part of the Company’s cost of service. The Company has received
approval from the Internal Revenue Service for qualification of 100 percent of additional nuclear
decommissioning trust funding for BV Unit 2 and Perry Unit 1, and 69 percent for BV Unit 1.

Funding for nuclear decommissioning costs is deposited in external, segregated trust accounts and
may be invested in a portfolio of corporate common stock and debt securities, municipal bonds,
certificates of deposit and United States government securities. Trust fund earnings increase the fund
balances and the related recorded liability. The market value of the aggregate trust fund balances at
March 31, 1997 totaled approximately $36.4 million.

Nuclear Insurance. The Price-Anderson Amendments to the Atomic Energy Act of 1954
limit public liability from a single incident at a nuclear plant to $8.9 billion. The maximum available
private primary insurance of $200 million has been purchased by the Company. Additional protection
of $8.7 billion would be provided by an assessment of up to $79.3 million per incident on each
nuclear unit in the United States. The Company’s maximum total possible assessment, $59.4 million,
which is based on its ownership or leasehold interests in three nuclear generating units, would be
limited to a maximum of $7.5 million per incident per year. This assessment is subject to indexing
for inflation and may be subject to state premium taxes. If funds prove insufficient to pay claims, the
United States Congress could impose other revenue-raising measures on the nuclear industry.

The Company’s share of insurance coverage for property damage, decommissioning and
decontamination liability is $1.2 biltion. The Company would be responsible for its share of any
damages in excess of insurance coverage. [n addition, if the property damage reserves of Nuclear
Electric [nsurance Limited (NEIL), an industry mutual insurance company that provides a portion of
this coverage, are inadequate to cover claims arising from an incident at any United States nuclear
site covered by that insurer, the Company could be assessed retrospective premiums totaling a
maximum of $7.3 million.

In addition, the Company participates in a NEIL program that provides insurance for the
increased cost of generation and/or purchased power resulting from an accidental outage of a nuclear
unit. Subject to the policy limit, the coverage provides for 100 percent of the estimated incremental
costs per week during the 52-week period starting 21 weeks after an accident and 80 percent of such
estimate per week for the following 104 weeks, with no coverage thereafter. If NEIL’s losses for this
program ever exceed its reserves, the Company could be assessed retrospective premiums totaling a
maximum of $3.5 million.

Beaver Valley Power Station (BVPS} Steam Generators. BVPS’s two units are equipped
with steam generators designed and built by Westinghouse Electric Corporation (Westinghouse).
Similar to other Westinghouse nuclear plants, outside diameter stress corrosion cracKing (ODSCC)
has occurred in the steam generator tubes of both units. BV Unit 1, which was placed in service in
1976, has required removal of approximately 15 percent of its steam generator tubes from service
through a process called “plugging.” However, BV Unit | continues to have the capability to operate
at 100 percent reactor power and has the ability to return tubes to service by repairing them through a
process called “sleeving.” To date, no tubes at either BV Unit | or BV Unit 2 have been sleeved. BV
Unit 2, which was placed in service in 1987, has not yet exhibited the degree of ODSCC experienced
at BV Unit 1. Approximately 2 percent of BV Unit 2’s tubes are plugged; however, it is too early in
the lif¢ of the unit to determine the extent to which ODSCC may become a problem.
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The Company has undertaken certain measures, such as increased inspections, water chemistry
control and tube plugging, to minimize the operational impact of and to reduce susceptibility to
ODSCC. Although the Company has taken these steps to allay the effects of ODSCC, the inherent
potential for future ODSCC in steam generator tubes of the Westinghouse design still exists. Material
acceleration in the rate of ODSCC could lead to a loss of plant efficiency, significant repairs or the
possible replacement of the BV Unit 1 steam generators. The total replacement cost of the BV Unit 1
steam generators is currently estimated at $125 million. The Company would be responsible for $59
million of this total, which includes the cost of equipment removal and replacement steam generators
but excludes replacement power costs. The earliest that the BV Unit | steam generators could be
replaced during a scheduled refueling outage is the fali of 2000.

The Company continues to explore all viable means of managing ODSCC, including new
repair technologies, and plans to continue to perform 100 percent tube inspections during future
refueling outages, which are anticipated to begin in September 1997 for BV Unit | and in March
1998 for BV Unit 2. The Company will continue to monitor and evaluate the condition of the BVPS

steam generators.

Spent Nuclear Fuel Disposal. The Nuclear Waste Policy Act of 1982 established a policy
for handling and disposing of spent nuciear fuel and a policy requiring the establishment of a final
repository to accept spent nuclear fuel. Electric utility companies have entered into contracts with the
U.S. Department of Energy {DOE) for the permanent disposal of spent nuclear fuel and other high-
level radioactive waste in compliance with this legislation. The DOE has indicated that its repository
under these contracts will not be available for acceptance of spent nuclear fuel before 2010. On
July 23, 1996, the U.S. Court of Appeals for the District of Columbia Circuit, in response to a suit
brought by 25 electric utilities and 18 states and state agencies, unanimously ruled that the DOE has
a legal obligation to begin taking spent nuclear fuel by January 31, 1998. The DOE has not yet
established an interim or permanent storage facility, and has indicated that it will be unable to begin
acceptance of spent nuclear fuel for disposal by January 31, 1998. Further, Congress is considering
amendments to the Nuclear Waste Policy Act of 1982 that could give the DOE authority to proceed
with the development of a federal interim storage facility. In the event the DOE does not begin
accepting spent nuclear fuel, existing on-site spent nuclear fuel storage capacities at BV Unit 1, BV
Unit 2 and Perry Unit | are expected to be sufficient until 2016 (end of operating license), 2013 and
2011, respectively.

On January 31, 1997, the Company joined 35 other electric utilities and 46 states, state
agencies and regulatory commissions in filing a suit in the U.S. Court of Appeals for the District of
Columbia against the DOE. The suit requests the court to suspend the utilities’ payments into the
Nuclear Waste Fund and to place future payments into an escrow account until the DOE fuifills its
obligation to accept spent nuclear fuel. Significant additional expenditures for the storage of spent
nuclear fuel at BV Unit 2 and Perry Unit | could be required if the DOE does not fulfill its obligation
to accept spent nuclear fuel.

Uranium Enrichment Decontamination and Decommiissioning. Nuclear reactor licensees in
the United States are assessed annually for the decontamination and decommissioning of DOE
uranium enrichment facilities. Assessments are based on the amount of uranium a utility had
processed for enrichment prior to enactment of the National Energy Policy Act of 1992 (NEPA) and are to
be paid by such utilities over a |5-year period. At March 31, 1997, the Company’s liability for
contributions was approximately $9.3 million (subject to an inflation adjustment). Contributions,
when made, are currently recovered from electric utility customers through the ECR.
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Fossif Decommissioning

In Pennsylvania, current ratemaking does not allow utilities to recover future
decommissioning costs through depreciation charges during the operating life of fossil-fired
generating stations. In 1996, the Financial Accounting Standard Board issued an exposure draft,
Accounting for Certain Liabilities Related to Closure or Removal of Long-Lived Assets. The primary
effect of this exposure draft would be to change the way the Company accounts for nuclear and fossil
decommissioning costs. The exposure draft calls for recording the present value of estimated future
cash flows to decommission the Company’s nuclear and fossil power plants as an increase to asset
balances and as a liability. This amount is currently estimated to be $299.5 million. The Company
will seek to recover these costs through a CTC.

Guarantees

The Company and the other owners of Bruce Mansfield have guaranteed certain debt and
lease obligations related to a coal supply contract for Bruce Mansfield. At March 31, 1997, the
Company’s share of these guarantees was $16.0 million. The prices paid for the coal by the
companies under this contract are expected to be sufficient to meet debt and lease obligations to be
satisfied in the year 2000. The minimum future payments to be made by the Company solely in relation
to these obligations are $16.0 million at March 31, 1997.

As part of the Company’s investment portfolio in affordable housing, the Company has
received fees in exchange for guaranteeing a minimum defined yield to third-party investors. A
portion of the fees received has been deferred to absorb any required payments with respect to these
transactions. Based on an evaluation of the underlying housing projects, the Company believes that
such deferrals are ample for this purpose.

Residual Waste Management Regulations

[n 1992, the Pennsyltvania Department of Environmental Protection (DEP) issued Residual
Waste Management Regulations governing the generation and management of non-hazardous
residual waste, such as coal ash. The Company is assessing the sites it utilizes and has developed
compliance strategies that are currently under review by the DEP. Capital costs of $2.5 million were
incurred by the Company in 1996 to comply with these DEP regulations. Based on information
currently available, an additional $2.8 million will be spent in 1997. The additional capital cost of
compliance through the year 2000 is estimated, based on current information, to be $15 million. This
estimate is subject to the results of groundwater assessments and DEP final approval of compliance
plans.

Effective January 1, 1997, the Company adopted the provisions of Statement of Position
96-1, Environmental Remediation Liabilities (SOP 96-1}, which provides authoritative guidance for
recognition, measurement, display and disciosure of environmental remediation liabilities in financial
statements. The Company has recorded a regulatory asset and liability of $6.8 million at March 31,
1997. Adoption of SOP $6-1 is not expected to have a materially adverse effect on the Company's
financial position, results of operations or cash flows.
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Employees

In November 1996, the Company reached an agreement on a three-year contract extension
through September 30, 2001, with the International Brotherhood of Electrical Workers, which represents

approximately 2,000 of the Company’s employees.

Other

The Company is involved in various other legal proceedings and environmental matters. The
Company believes that such proceedings and matters, in total, will not have a materiaily adverse
effect on its financial position, results of operations or cash flows.

5. SUBSEQUENT EVENTS

On April 7, 1997, the Company and APS, announced a proposed tax-free, stock-for-stock
merger. Upon consummation of the merger, DQE will be a wholly owned subsidiary of APS, and the
combined company’s name will be Allegheny Energy, Inc. Following the merger, Duquesne, DE,
DES, DQEnergy and Montauk will remain wholly owned subsidiaries of DQE. The transaction is
intended to be accounted for as a pooling of interests. Under the terms of the transaction, the
Company’s shareholders will receive 1.12 shares of APS common stock for each share of the
Company’s common stock, and APS's dividend in effect at the time of the closing of the merger. The
transaction is expected to close within 12 to 18 months, subject to approval of the shareholders of
both companies and applicable regulatory agencies, including the public utility commissions in
Pennsylvania and Marytand, the SEC, the FERC and the Nuclear Regulatory Commiszicn. Further
details about the proposed merger are provided in the Company’s report on Form 8-K, filed with the
SEC on April 10, 1997. The Company and APS are preparing a Joint Proxy Statement/Prospectus,
which will be distributed to the Company’s shareholders in connection with the annual meeting to be
held later in 1997. Unless otherwise indicated, all information presented in this Form 10-Q relates to
the Company only and does not take into account the proposed merger between the Company and
APS.

On May 1, 1997 the Company completed the sale of Chester Engineers, a wholly owned
subsidiary of DE, in accordance with the terms of a sale agreement entered into on March 18, 1997.
Pursuant to this transaction, the Company received 1,411,382 shares of common stock of United
States Filter Corporation, which were vaiued at approximately $44 million at the time of the sale,
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Item 2. Management’s Discussion and Analysis of Financial Condition and Results of
Operations

Part 1, Item 2 of this Quarterly Report on Form 10-Q should be read in conjunction with DQE, Inc.
and its subsidiaries’ (the Company's) Annual Report on Form 10-K filed with the Securities and
Exchange Commission (SEC) for the year ended December 31, 1996 and the Company's condensed
consolidated financial statements, which are set forth on pages 2 through 14 in Part I, Item [ of this
Report,

General

DQE, Inc. (DQE), is an energy services holding company formed in 1989. Its subsidiaries
are Duquesne Light Company (Duquesne), Duquesne Enterprises, Inc. (DE), DQE Energy Services,
Inc. (DES), DQEnergy PARTNERS, Inc. (DQEnergy) and Montauk, Inc. (Montauk). DQE and its
subsidiaries are collectively referred to as “the Company.”

Duquesne is an electric utility engaged in the production, transmission, distribution and sale
of electric energy and is the largest of DQE’s subsidiaries. DE makes strategic investments beneficial
to DQE’s core energy business. These investments enhance DQE's capabilities as an energy
provider, increase asset utilization, and act as a hedge against changing business conditions. DES is a
diversified energy services company offering a wide range of energy solutions for industrial, utility
and consumer markets worldwide. DES initiatives include energy facility development and operation,
domestic and international independent power production, and the production and supply of
innovative fuels. DQEnergy was formed in December 1996 to align DQE with strategic partners to
capitalize on opportunities in the dynamic energy services industry. These alliances enhance the
utilization and value of DQE’s strategic investments and capabilities while establishing DQE as a
total energy provider. Montauk is a financial services company that makes long-term investments and
provides financing for the Company’s other market-driven businesses and their customers.

On April 7, 1997, the Company and Allegheny Power System, Inc. (APS), announced a
proposed tax-free, stock-for-stock merger. Upon consummation of the merger, the Company will be
a wholily owned subsidiary of APS, and the combined company's name will be changed to Allegheny
Energy, Inc. Following the merger, Duquesne, DE, DES, DQEnergy and Montauk will remain
wholly owned subsidiaries of the Company. The transaction is expected to close within 12 to 18
months, subject to approval of the shareholders of both companies and applicable regulatory
agencies. {See “Proposed Merger” discussion on page 19.)

The Company’s Electric Service Territory

The Company’s utility operations provide electric service to customers in Allegheny County,
including the City of Pittsburgh, Beaver County and Westmoreland County. This represents
approximately 800 square miles tn southwestern Pennsylvania, located within a 500-mile radius of
one-half of the population of the United States and Canada. The population of the area served by the
Company’s electric utility operations, based on 1990 census data, is approximately 1,510,000, of whom
370,000 reside in the City of Pittsburgh. [n addition to serving approximately 580,000 direct
customers, the Company’s utility operations aiso sell electricity to other utilities.
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Regulation

The Company is subject to the accounting and reporting requirements of the SEC In
addition, the Company’s electric utility operations are subject to regulation by the Pennsylvania
Public Utility Commission (PUC) and the Federal Energy Regulatory Commission (FERC) under the
Federal Power Act with respect to rates for interstate sales, transmission of electric power,
accounting and other matters.

The Electricity Generation Customer Choice and Competition Act (Customer Choice Act)
went into effect in Pennsylvania on January |, [997. This legislation provides for a gradual
deregulation of the generation of electricity, while maintaining regulation of the transmission and
distribution of electricity and related services to customers. (See “Competition” discussion on
page 20.)

The Company’s electric utility operations are also subject to regulation by the Nuclear
Regulatory Commission (NRC) under the Atomic Energy Act of 1954, as amended, with respect to
the operation of its jointly owned/leased nuciear power plants, Beaver Valley Unit 1 (BV Unit 1),
Beaver Valley Unit 2 (BV Unit 2) and Perry Unit 1.

The Company’s consolidated financial statements report regulatory assets and liabilities in
accordance with Statement of Financial Accounting Standards No. 71, Accounting for the Effects of
Certain Types of Regulation (SFAS No. 71), and reflect the effects of the current ratemaking process.
I accordance with SFAS No. 71, the Company’s consolidated financial statements reflect regutatory
assets and liabilities consistent with cost-based, pre-competition ratemaking regulations. The
regulatory assets represent probable future revenue to the Company because provisions for these
costs are currently included, or are expected to be included, in charges to electric utility customers
through the ratemaking process.

A company’s electric utility operations or a portion of such operations could cease to meet
the SFAS No. 71 criteria for various reasons, including a change in the FERC reguiations or the
competition-related changes in the PUC regulations described above. (See “Competition” discussion
on page 20.) The Company currently believes its electricity generating assets and related regulatory
assets continue to satisfy these criteria in light of the transition to competitive generation under the
Customer Choice Act. Should any portion of the Company’s electric utility operations be deemed to
no longer meet the SFAS No. 71 criteria, the Company may be required to write off any above-market
cost assets, the recovery of which is uncertain, and any regulatory assets or liabilities for those
operations that no longer meet these requirements.

Effective January i, 1997, the Company adopted the provisions of Statement of Position 96-1,
Environmental Remediation Liabilities (SOP 96-1), which provides authoritative guidance for
recognition, measurement, display and disclosure of environmental remediation liabilities in financial
statements. The Company has recorded a regulatory asset and liability of $6.8 million at March 31,
1997. Adoption of SOP 96-1 is not expected to have a materially adverse effect on the Company's
financial position, results of operations or cash flows.
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Results of Operations

Sales of Electricity to Customers

The increase in the first quarter of 1997 total operating revenues was $1.6 million, as
compared to the first quarter of 1996. Operating revenues are primarily derived from the Company’s
sales of electricity. The PUC authorizes rates for eiectricity sales which are cost-based and are
designed to recover the Company’s operating expenses and investment in electric utility assets and to
provide a return on the investment. (See “Regulation” and “Competition” discussions on pages 16
and 20.}

Sales to residential and commercial customers are strongly influenced by weather conditions.
Warmer summer and colder winter seasons lead to increased customer use of electricity for cooling
and heating. Commercial sales are also affected by regional economic development. Sales to
industrial customers are influenced by national and global economic conditions. Customer revenues
fluctuate as a result of changes in sales volume and changes in fuel and other energy costs.

Net Customer Revenues

Net customer revenues, reflected on the statement of consolidated income, decreased $1.2
million or 0.4 percent in the first quarter of 1997, as compared to the same period in 1996. The
variance can be attributed primarily to decreased residential customer kilowatt-hour (KWH) sales of
2.4 percent due to mild 1997 winter temperatures, as compared to 1996, resulting in decreased
revenues of $1.0 million. Higher sales to several of the Company’s largest industrial customers
resulted in a 1.7 percent increase in industrial sales. These custcmers experienced an increase in
their level of business, causing the increase in electric usage.

Sales to Other Ulilities

Short-term sales to other utilities are regulated by the FERC and are made at market rates.
Fluctuations in electricity sales to other utilities are related to the Company’s customer energy
requirements, the energy market and transmission conditions, and the availability of the Company’s
generating stations. The Company’s electricity sales to other utilities in the first quarter of 1997
were $7.2 million less than the first quarter of 1996 due to a decline in demand from other utilities
and reduced availability as a result of the sale of the Company’s 50 percent interest in the Ft. Martin
Power Station (Ft. Martin). Future levels of short-term sales to other utilities will be affected by the
possible sale of other generating stations, market rates, and by the outcome of the Company’s FERC
filings requesting firm transmission access. (See "QOutlook” discussion on page 19.)

Other Operating Revenues

Other operating revenues include the Company’s non-K WH utility revenues and revenues
from market-based operating activities. The increase of $10.0 million in other operating revenues
when comparing the first quarter of 1997 and 1996 is primarily due to revenues of a Montauk
investment made in the fourth quarter of 1996 and increased revenues at Chestzr Engineers, Inc.
(Chester), a wholly owned subsidiary of DE. The Company sold Chester in May 1997. (See
"Investing” discussion on page 19.)
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Operating Expenses

Fluctuations in fuel and purchased power expense generally result from changes in the cost
of fuel, the mix between coal and nuclear generation, the total KWHs sold, and generating station
availability. Because of the Energy Cost Rate Adjustment Clause (ECR), changes in fuel and
purchased power costs did not impact earnings in the first quarter of 1997 and 1996.

Fuel and purchased power expense decreased $7.5 million in the first quarter of 1997, as
compared to the first quarter of 1996, as a result of decreases in purchased power and fossil fuel
volume. These decreases were partiaily offset by increased fuel prices and purchased power prices.

Other operating expense increased $11.2 million when comparing the first quarter of 1997
and 1996. The increase was primarily the result of operating costs associated with a Montauk
investment made in the fourth quarter of 1996 and Chester, as well as increased costs due to forced
outages at both BV Unit | and BV Unit 2 during the first quarter of 1997. (See "Investing"
discussion on page 19.)

During the first quarter of 1997, maintenance expense decreased $2.8 million as compared to
the first quarter of 1996, due to costs savings attributable the Company’s electric utility operations
and the sale of Ft. Martin.

Other Income

Comparing the first quarter of 1997 and the first quarter of 1996, an increase of $5.2 million
in other income was the result of additional interest income recognized from a higher level of short-
term investments and long-term investment income. These increases were partially offset by the
1996 gain on disposition of investments.

Interest and Other Charges
The $3.0 million increase in interest and other charges in the first quarter of 1997, as

compared to the first quarter of 1996, was the resuit of paying $3.1 million in dividends related to
preferred securities issued in May 1996.

Income Taxes
Income taxes increased by $3.4 million in the first quarter of 1997 as compared to the first

quarter of 1996 primarily due to increased taxable income.

Liquidity and Capital Resources

Financing

The Company expects to meet its current obligations and debt maturities through the year
2001 with funds generated from operations and through new financings. At March 31, 1997, the
Company was in compliance with all of its debt covenants,
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$50 million and $35 million of mortgage bonds will mature in November 1997 and February

1998, respectively. The Company expects to retire these bonds with available cash or to refinance the
bonds.

Investing

The Company has made market-driven long-term investments in the following areas: leases;
affordable housing; gas reserves; real estate, energy facility development, operation and
maintenance; and engineering services. [nvesting activities during the first quarter of 1997 included
approximately $53.5 million in lease investments, $10.9 million in affordable housing investments,
and the remaining $3.9 million in other investments. During the first quarter of 1996, the Company
invested approximately $1.4 million in various investments and had long-term sales primarily of
lease and leasehold investments totaling $17.4 million.

During the first quarter of 1997, the Company entered into an agreement with Heinz U.S.A.
(Heinz) to provide energy services to the Heinz factory complex in Pittsburgh. The Company will
own, operate and maintain the Pittsburgh complex's energy facility, producing electricity, steam and
compressed air services for Heinz.

On May 1, 1997, the Company completed the sale of Chester in accordance with the terms of
a sale agreement entered into on March 18, 1997. Pursuant to this transaction, the Company received
1,411,382 shares of common stock of United States Filter Corporation, which was valued at
approximately $44 million at the time of the sale.

Outlook

Proposed Merger

On April 7, 1997, the Company and APS announced a proposed tax-free, stock-for-stock
merger. Upon consummation of the merger, DQE will be a wholly owned subsidiary of APS, and the
combined company’'s name will be changed to Allegheny Energy, Inc. Following the merger,
Duquesne, DE, DES, DQEnergy and Montauk will remain wholly owned subsidiaries of DQE. The
transaction is intended to be accounted for as a pooling of interests. Under the terms of the
transaction, the Company’s shareholders will receive 1.12 shares of APS common stock for each
share of the Company’s common stock, and APS's dividend in effect at the time of the closing of the
merger. The transaction is expected to close within 12 to {8 months, subject to approval of the
shareholders of both companies and applicable regulatory agencies, including the public utility
commissions in Pennsylvania and Maryland, the SEC, the FERC and the NRC. Further details about
the proposed merger are provided in the Company’s report on Form 8-K, filed with the SEC on Aprii
10, 1997. The Company and APS are preparing a Joint Proxy Statement/Prospectus, which will be
distributed to the Company's shareholders in connection with the annual meeting to be held iater in
1997. Unless otherwise indicated, all information presented in this Form |0-Q relates to the
Company only and does not take into account the proposed merger between the Company and APS.




Item No: H-13
Page 46 of 422

Competition

The electric utility industry continues to undergo fundamental change in response to open
transmission access and increased availability of energy altematives. Under historical PUC
ratemaking, regulated electric utilities were granted exclusive geographic franchises to sell electricity
in exchange for making investments and incurring obligations to serve customers under the then-
existing regulatory framework. Through the ratemaking process, those prudently incurred costs were
recovered from customers, along with a return on the investment. Additionally, certain operating
costs were approved for deferral for future recovery from customers. As a result of this historical
ratemaking process, utilities have assets recorded on their balance sheets at above-market costs and
have commitments to purchase power at above-market prices (transition costs).

Under the Customer Choice Act, which went into effect on January 1, 1997, Pennsylvania
has become a leader in customer choice. The Customer Choice Act will enable Pennsylvania’s
electric utility customers to purchase electricity at market prices from a variety of electric generation
suppliers (customer choice). Electric utility restructuring will be accomplished through a two-stage
process consisting of a pilot period (running through 1998) and a phase-in period (1999 through
2001). The pilot period will give utilities an opportunity to examine a wide range of technical and
administrative details related to competitive markets, including metering, billing, and cost and design
of unbundled electric services. Duquesne filed a pilot program with the PUC on February 27, 1997, which
proposes unbundling transmission, distribution, electricity and competitive transition charges and
offers participating customers the same options that will be available in a competitive generation
market. The pilot program is designed to comprise approximately 5 percent of Duquesne’s
residential, commercial and industrial demand. Customers participating in the pilot will have two
basic options. First, customers can choose to continue taking bundled service from Duquesne under
approved tariffs. Second, customers can choose unbundled service with their electricity provided by
an alternative electric generation supplier. All customers that choose unbundled electric service will
be subject to unbundled distribution charges approved by the PUC and unbundled transmission
charges pursuant to Duquesne’s FERC-approved tariff. Each customer that elects unbundled service
also will be required to pay a non-bypassable access fee (competitive transition charge or CTC) that
provides Duquesne with a reasonable opportunity to recover transition costs. On May 9, 1997, the
PUC issued a Preliminary Opinion and Order approving the Company's filing in part, and requiring
certain revisions. The Company has until May 22, 1997, to submit comments on the PUC's
preliminary order. The PUC anticipates issuing a final order in July 1997, and a revised pilot
program must be filed within 30 days of such order. The PUC further anticipates the revised pilot
program could begin in October 1997.

The Company must file a restructuring plan with the PUC by August 1, 1997, setting forth its
proposals for the transition to customer choice and the recovery of transition costs. The phase-in to
competition begins on January 1, 1999, when 33 percent of consumers will have customer choice
(including consumers covered by the pilot program); 66 percent of consumers will have customer
choice by January 1, 2000; and all consumers will have customer choice by January |, 2001.
Although the Customer Choice Act will give customers their choice of electric generation suppliers,
delivery of the ¢lectricity from the generation supplier to the customer will remain the responsibility
of the existing franchised utility. Delivery of electricity (including transmission, distribution and
customer service) will continue to be regulated in substantially the current manner. Before the
phase-in to customer choice begins in 1999, the PUC expects utilities to take vigorous steps to
mitigate transition costs as much as possible without increasing the price they currently charge
customers. The PUC will determine what portion of a utility’s remaining transition costs will be
recoverable from customers through a CTC. This charge will be paid by consumers who choose
alternative generation suppliers as weil as customers who choose their franchised utifity. The CTC
could last as long as 2005, providing a utility a total of up to nine years to recover transition costs.
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An overall four-and-one-half year price cap will be imposed on the transmission and distribution
charges of electric utility companies. Additionally, electric utility companies may not increase the
generation price component of prices as long as transition costs are being recovered, with certain
exceptions. If a utility ultimately is unable to recover its transitien costs within this pricing structure
and timeframe, the costs will be written off.

The Company has already been effective in mitigating its exposure to transition costs.
Generating plant, decommissioning and related regulatory asset costs have been reduced by
approximately 3400 million during the past two years. These reductions have resulted from: a variety
of strategies, such as selling generating assets, accelerating recovery of fixed costs, increasing
nuclear decommissioning charges and reducing capitalized costs. Effective January 1, 1995, the
Company accelerated its rate of depreciation on its fixed nuclear assets without seeking a rate
increase to recover the additional costs. On October 31, 1996, the Company seld its ownership
interest in Ft. Martin. Under the PUC-approved plan, the Company will not increase its base rates for
a period of five years through May 2001. In addition, the Company recorded in October 1996 a one-
time reduction of approximately $130 million in the book value of the Company’s nuclear plant
investment. The proceeds from the sale are expected to be used to fund reliability enhancements to
the BI Unit 3 combustion turbine and to reduce the Company's capitalization. The approved plan also
provides for incremental increases of $25 million in depreciation and amortization expense in 1997
and 1998 related to the Company’s nuclear investment, as wel! as additional annual contributions to
its nuclear plant decommissioning funds of $5 million, without any increase in existing electric rates.
Also, the Company will record an annual $5 million credit to the ECR during the plan period to
compensate the Company’s electric utility customers for lost profits from any short-term power sales
foregone by the sale of its ownership interest in Ft. Martin. In addition, the Company has capped
energy costs through the remainder of the plan period at a historical five-year average of 1.47 cents
per KWH. The Company’s approved plan provides for the amortization of the remaining deferred
rate synchronization costs over a 10-year period. At March 31, 1997, the unamortized portion of

these costs totaled $40.4 million, net of deferred fuel savings related to the two units. Finally, the
Company’s approved plan also provides for annual assistance of $0.5 million to low-income
customers. The Company expects to continue these steps to address its remaining transition costs.
The Customer Choice Act provides another option to mitigate transition costs. With PUC approval,
utilities are permitted to issue transition bonds with a maturity of 10 years or less. Proceeds can be
used to reduce transition costs. The Company is currently reviewing this alternative as well as others
to further mitigate its transition costs.

As part of its transition filing, the Company is proposing to make a long-term sale of
electricity during the transition period to determine the market rate for power. In addition to market-
related impacts, any estimate of the ultimate level of transition costs also depends on, among other
things, the extent to which such costs are deemed recoverable by the PUC, the ongoing level of
Duquesne’s costs of operations, regional and national economic conditions, and growth of
Duquesne’s sales. Duquesne anticipates making its transition filing, including the identification of
potential transition costs, as required by the PUC on August 1, 1997. The PUC is expected to rule on
the Company’s ability to recover these costs through a CTC by May |, 1998. The Company believes,
based upon prior rulings of the PUC, that it is entitled to recover substantially all of its transition
costs, but cannot predict the outcome of this regulatory process. In the event that the PUC rules that
any or all of these transition costs cannot be recovered through a CTC mechanism or the Company
fails to satisfy the requirements of SFAS No. 71, these costs will be written off. As the Company has
substantial exposure to transition costs relative to its size, significant transition cost write-offs could
have a materially adverse effect on the Company’s financial position, results of operations and cash
flows. Various financial covenants and restrictions could be violated if substantial write-off of assets

or recogaition of liabilities occurs.
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In addition to the mitigation of transition costs, the Company has been preparing for
competition in a variety of ways. In 1989, a holding company structure was formed to add flexibility
to the Company’s strategy for managing assets. With this structure the Company has been able to
pursue new business opportunities that have capitalized on the Company’s leadership in engineering,
energy production and the application of technology. The Company’s market-driven businesses have
grown in a manner that complements its core business. The Company has also been building its
financial strength through the retirement and refinancing of long-term debt and the repurchase of
stock. In 1995, the Company’s restrictive first mortgage bond indenture was replaced with a new
indenture with more flexibie provisions and the Company completed a 3-for-2 stock split. In 1996,
the Company issued MIPS to further add to its financial flexibility and creditworthiness.

Meanwhile, the Company has also better positioned its electric utility business for competition
through improving operations and enhancing customer relations. In recognition of impending
industry competition and in an effort to optimize its generation resources, in 1989 the Company
signed a contract with Defmarva Power for a bulk power sale for a period of 20 years. This initiative
would have resulted in the refurhishment and return to service of the Company’s cold-reserved
generating stations. Following the plan’s failure to receive regulatory approval, in 1990 the Company
announced a second long-term power sale initiative to restart these power plants. This plan would
have provided significant impetus to economic development in Pennsylvania as well as providing the
Company’s customers with substantial benefits in the form of lower rates. The Company’s efforts to
upgrade and maintain the cold-reserved units have enabled the Company to utilize the BI units to
meet peak demand during periods of extreme weather in recent years and have enabled the BI units to
more quickly return to service as part of the Ft. Martin sale. In 1991, Duquesne reorganized into
strategic business units along market lines and instituted cost reduction targets for capital, operation
and maintenance, and inventory expenditures. As part of this process, workforce reductions were
achieved primarily through attrition; since 1989 Duquesne has reduced its number of employees by
25 percent. Recently, Duquesne signed a three-year contract extension with its bargaining unit
employees through September 200 1. Throughout the period, Duquesne has been aggressively
reducing its fuel costs, achieving a 13 percent reduction in the unit cost of fuel since 1990. These
measures have enabled Duquesne to reduce its rates by nearly 36 percent, in real terms, since 1990.
When considering the price freeze component of Duquesne’s Mitigation Plan, prices will have
declined by nearly 50 percent in real terms during the decade of the 1990s. From a customer relations
standpoint, Duquesne negotiated long-term contracts with more than 30 key industrial and

commercial customers and was recognized in 1996 for its economic development efforts in attracting
major new industrial expansions. In 1995, Duquesne became one of the first electric utilities in the
country to offer a full customer service guarantee and also guaranteed to match any competing
electricity supplier’s price for new businesses or for the expansion of existing businesses. Duquesne
also is offering to customers increased bill-paying options, including an advanced technology service
that enables customers to electronically receive and pay their electric biils. This service assists major
customers just as its earlier Electricheck option helped smailer commercial and residential customers.
Additionally, Duquesne will be positioned to offer customers a wide range of new services with the
Customer Advanced Reliability System (CARS). Utility customers will be linked to CARS by
encoder receiver transmitters contained in new or retrofitted electric meters. Data communications
offered by this technology are expected to result in improved reliability, security, and customer
satisfaction.

The proposed merger with APS, the comp'ementary nature of the two companies' peak usage
times and customer bases, and the elimination of duplicate activities should create a more efficient
and cost-effective combined entity. In addition, the larger, combined company siiould be able to take
advantage of economies of scale, and will have a wide range of products and services to offer to a
larger market.
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In March 1997, a suit was filed in Pennsylvania's Commonweaith Court seeking to overturn
the Customer Choice Act, contending that the process by which the state legislature considered and
approved the act violated the Pennsylvania state constitution. While there can be no assurance as to
the ultimate outcome of this suit, similar challenges to other legislation in Pennsylvania have been

unsuccessful,

At the national level, in 1996 the FERC issued two related final rules that address the terms on
which electric utilities will be required to provide wholesale suppliers of electric energy with non-
discriminatory access to the utility’s wholesale transmission system. The first rule, Order No. 888,
requires each public utility that owns, controls or operates interstate transmission facilities to file a
tariff offering unbundled transmission services containing non-rate terms that conform to the. FERC’s
pro forma tariff. Order No. 888 also allows full recovery of prudently incurred costs from departing
customers. FERC deferred to state regulators with respect to retail access, recovery of retail
transition costs and the scope of state regulatory jurisdiction. The second rule, Order No. 889,
prohibits transmission owners and their affiliates from gaining preferential access to information
concerning transmission and establishes a code of conduct to ensure the complete separation of a
utility’s wholesale power marketing and transmission operation functions.

Finally, the FERC simultaneously issued a new Notice of Proposed Rulemaking (NOPR) on
Capacity Reservation Open Access Transmission Tariffs (CRT), which would require all market
participants to reserve firm capacity rights between designated receipt and delivery points. If
adopted, the CRT would replace the open access pro forma tariff implemented in Order No. 888.

The Company is aware of the foregoing state and federal regulatory and business uncertainties
and is attempting to position itself to effectively operate in a more competitive environment.

Beaver Valley Power Station (BVPS) Steam Generators

BVPS’s two units are equipped with steam generators designed and built by Westinghouse
Electric Corporation {(Westinghouse). Similar to other Westinghouse nuclear plants, outside diameter
stress corrosion cracking (ODSCC) has occurred in the steam generator tubes of both units. The units
continue to have the capability to operate at 100 percent reactor power although 15 percent of BV
Unit | and 2 perceat of BV Unit 2 steam generator tubes have been removed from service. Material
acceleration in the rate of ODSCC could lead to a loss in plant efficiency and significant repairs or
replacement of BV Unit | steam generators. The total replacement cost of the BV Unit | steam
generators is estimated at $125 million, $59 million of which would be the Company’s responsibility.
The earliest that the BV Unit | steam generators could be replaced during a scheduled refueling
outage is the fall of 2000.

Except for historical information contained herein, the matiers discussed in this Quarterly Report on
Form 10-Q are forward-looking statements that involve risks and uncertainties including, but not
limited to, economic, competitive, governmental and technological factors affecting the Company's
operations, markets, products, services and prices. and other factors discussed in the Company's
Jilings with the SEC.
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PART ll. OTHER INFORMATION

Item 1. Legal Proceedings

In September 1995, the Company commenced arbitration against Cleveland Electric
[lluminating Company {CEI), seeking damages, termination of the Operating Agreement for Eastlake
Unit 5 (Eastlake) and partition of the parties' interests in Eastlake through a sale and division of the
proceeds. The arbitration demand alleged, among other things, the improper allocation by CEI of
fuel and related costs; the mismanagement of the administration of the Saginaw coal contract in
connection with the closing of the Saginaw mine, which historically supplied coal to Eastlake, and
the concealment by CEI of material information. In October 1995, CEl commenced an action against
the Company in the Court of Common Pleas, Lake County, Ohio seeking to enjoin the Company
from taking any action to effect a partition on the basis of a waiver of partition covenant contained in
the deed to the land underlying Eastlake. CEI also seeks monetary damages from the Company for
alleged unpaid joint costs in connection with the operation of Eastlake. The Company removed the
action to the United States District Court for the Northern District of Ohio, Eastern Division, where it
is now pending. Currently, the parties are engaged in settlement discussions.

Item 6. Exhibits and Reports on Form 8-K
a. Exhibits:

EXHIBIT 2.1- Agreement and Plan of Merger dated as of April 5, 1997, among the Company, APS
and AYP Sub, Inc. (included as Exhibit 2(a) to the Company’s Current Report on
Form 8-K filed with the SEC on April 10, 1997 (the “Form 8-K”) and incorporated
herein by reference).

EXHIBIT 2.2 - Stock Option Agreement dated as of April 5, 1997, between the Company and APS
(filed as Exhibit 2(b) to the Form 8-K and incorporated herein by reference).

EXHIBIT 2.3 - Letter Agreement dated as of April 5, 1997, between the Company and APS (filed as
Exhibit 2(c) to the Form 8-K and incorporated herein by reference).

EXHIBIT 10.1 - Severance Agreement dated April 4, 1997, between the Company and David D.
Marshall, together with a schedule describing substantially identical agreements
with Gary L. Schwass, Victor A. Roque, James E. Cross and James D. Mitcheli.

EXHIBIT 10.2 - Stock Purchase Agreement among Duquesne Enterprises, Inc., Chester Engineers,
Inc., and Chester Acquisition Corporation, dated March 17, 1997, as amended
April 30, 1997.

EXHIBIT 27.1 - Financial Data Schedule
A Report on Form 8-K was filed on April 10, 1997, with respect to the execution and delivery of an

Agreement and plan of Merger among the Company, APS and AYP Sub, Inc. No financial
statements were filed with this report.
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SIGNATURES

Pursuant to the requirements of the Securities Exchange Act of 1934, the registrant identifted
below has duly caused this report to be signed on its behalf by the undersigned thereunto duly
authorized.

DQE, Inc.
(Registrant)

Date May 14, 1997 /s/ Gary L. Schwass
(Signature)
Gary L. Schwass
Executive Vice President
and Chief Financial Officer

Date May 14, 1997 /s/ Morgan K. O'Brien
(Signature)
Morgan K. O’Brien
Controller and
Principal Accounting Officer

DLR/che dae10g4 doc
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Name of each exchange
New York Stock Exchange

New York Stock Exchange

(1) Issued by Duquesne Capital, L P, and the payments of dividends and payments on
liquidation or redemption are guaranteed by Duquesne Light Company.



PARTI

ITEM 1. BUSINESS

General

Results of Operadons

Liquidity and Capital Resources
Rate Matters

Property Plant & Equipment (PP&E)
Employees

Electric Utlity Operations
Fossil Fuel

Nuclear Fuel

Nuclear Decommissioning
Nuclear Insurance

Spent Nuclear Fuel Disposal

Uranium Enrichment Decontamination and
Decommissioning

Environmental Matters

Oudook

Other

Executive Officers of the Registrant

ITEM 2. PROPERTIES
ITEM 3. LEGAL PROCEEDINGS
ITEM 4.

OF SECURITY HOLDERS

PART I

ITEM 5.

MATTERS
ITEM 6. SELECTED FINANCIAL DATA
ITEM 7.
AND RESULTS OF OPERATIONS

ITEM 8.
AND SUPPLEMENTARY DATA

ITEM 9,

SUBMISSION OF MATTERS TO A VOTE

MARKET FOR REGISTRANT'S COMMON
EQUITY AND RELATED SHAREHOLDER

MANAGEMENT'S DISCUSSION AND
ANALYSIS OF FINANCIAL CONDITION

CHANGES IN AND DISAGREEMENTS

TABLE OF CONTENTS

Page

—
O OO0 p R

Pt et
—

11
12
13
15
16
17

18

18

18

18

CONSOLIDATED FINANCIAL STATEMENTS

WITH ACCOUNTANTS ON ACCOUNTING

AND FINANCIAL DISCLOSURE

ITEM 10.

ITEM 11.

ITEM 12.

ITEM 13.

ITEM 14.

Item No: H-13
Page 54 of 422

Page
PART 1II
DIRECTORS AND EXECUTIVE OFFICERS
OF THE REGISTRANT 19
EXECUTIVE COMPENSATION 19

SECURITY OWNERSHIP OF CERTAIN
BENEFICIAL OWNERS AND MANAGEMENT 19

CERTAIN RELATIONSHIPS AND
RELATED TRANSACTIONS 19
PART IV

EXHIBITS, FINANCIAL STATEMENT
SCHEDULES AND REPORTS ON FORM 8-K 20

SCHEDULE 11 32
SIGNATURES 33
REPORT OF INDEPENDENT CERVIFiED

PUBLIC ACCOUNTANTS 34
FINANCIAL STATEMENTS 35
SELECTED FINANCIAL DATA 59
GLOSSARY 60




Item No: H-13
Page 55 of 422

PART I
ITEM 1. BUSINESS.

General

Part I of this Armual Report, Form 10-K (Report) should be read in conjunction with Duguesne Light Company’s audited
consolidated financial staterments, which are set forth on pages 35 through 58 in Part IV of this Report. Explanations of
certain financial and operating terms used in this Report ave set forth in a GLOSSARY on page 60 of this Report.

Duquesne Light Company (Duquesne) is a wholly owned subsidiary of DQE, an energy services holding
company. Duquesne is engaged in the production, transmission, distribution and sale of electric energy.
Duquesne has one wholly owned subsidiary, Monongahela Light and Power which currentdy holds energy-
relared lease investments.

Service Territory

Dugquesne provides electric service o customers in Allegheny County, including the City of Pittsburgh,
Beaver County and Westmoreland County. This represents approximately 800 square miles in southwestern
Pennsylvania, located within a 500-mile radius of one-half of the population of the United States and Canada.
The population of the area served by Duguesne, based on 1990 census dara, is approximately 1,510,000, of
whom 370,000 reside in the City of Pitsburgh. In addition to serving approximately 580,000 direct customers,
Dugquesne also sells electricity to other utilities.

Duquesne is subject to the acoounting and reporting requirements of the United States Securities and
Commission (SEC). In additon, Duquesne’s operations are subject o regulation by the P

Exchange
Public Udlity Commission (PUC) and the Federal Energy Regulatory Commission (FERC) under the Federal
Power Act with respect to rates for interstate sales, transmission of electric power, accounting and other matters.

The Electricity Generation Customer Choice and Competition Act (Customer Choice Act) went into effect in
Pennsylvania on January 1, 1997. This legislaton provides for a gradual deregulation of the generation of
electricity, while maintaining regulation of the transmission and distribution of electricity and related services o
customers. (See “Rate Marrers” and “Competiton” discussions on pages 5 and 13.)

Dugquesne’s operations are also subject to regulation by the Nudear Regulatory Commission (NRC) under the
Arortic Energy Act of 1954, as amended, with respect to the operation of its jointly owned/leased nuclear power
plants, Beaver Valley Unit 1 (BV Unit 1), Beaver Valley Unit 2 (BV Unit 2) and Perrv Unit 1.

Duquesne’s consolidated financial statements report regulatory assets and liabilites in acoordance with
Statement of Financial Accounting Standards No. 71, Accourting for the Effects of Certain Types of Regulation (SFAS
No. 71), and reflect the effects of the current ratemaking process. In accordance with SE4S No. 71, Duquesne’s
consolidated financial statements reflect regulatory assers and liabilities consistent with cost-based, pre-competition
ratemaking regulations. The regulatory assets represent probable future revenue to Duquesne because provisions
for these costs are currendy included, ot are expected to be included, in charges o electric utility customers

through the ratemaking process.

Duquesne’s operations or a portion of such operations could cease to meet the SEAS No. 71 cxiteria for various
reasons, induding a change in the FERC regulatons or the competition-related changes in the PUC regulations
described above. (See “Rate Matters” and “Competition” discussions on pages 5 and 13.) Duquesne believes its
electricity generating assets and related regulatory assets continue to satisfy these criteria in light of the transidon
to competitive generation under the Customer Choice Act. Should any portion of Duquesne’s operations be
deemed to no longer meet the SFAS No. 71 criteria, Duquesne may be required o write off any above-market cost
assets, the recovery of which is uncertain, and any regulatory assets or liabilides for those operations that no longer
meet these requirements.
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Results of Operations

Sales of Electricity to Customers

The decrease in 1996 ttal operating revenues was $3.0 million, as compared to 1995. Comparing 1995 tora!
operating revenues to 1994, there was an increase of $11.2 million. Operating reveres are derived from Duquesne’s
sales of dectricity. The PUC authorizes rates for electricity sales which are cost-based 2nd are designed to recover
Duquesne’s operating expenses and investment in electric utility assets and to provide a return on the investment.
{See “Rate Matters” and “Competition” discussions on pages § and 13.)

Electric Utility Sales by Customer Class (Kilowatt-Hours in Mitlions):

1996 1995 1994

Residential 3,321 3,378 3,219
Commercial 5,836 5,827 5,662
Industrial 3,285 3,237 3,256
Miscellaneous 83 84 84
Sales w Electric Udlity Customers 12,525 12,526 12,221
Sales to Other Udlites 3,310 2,975 3,212
Total Sales 15,835 15,501 15,433

Sales to residendal and commercial customers are strongly influenced by weather conditions. Warmer
summer and colder winter seasons lead to increased customer use of electricity for vooling and heating.
Commercial sales are also affected by regional economic development. Sales to industrial customers are
influenced by national and global economic conditions. Customer revenues fluctnate as a result of changes in
sales volume and changes in fuel 2nd other energy costs.

Net Customer Revenues

Net customer revenuss, reflected on the statement of consolidated income, decreased $8.3 million or 0.8 per-
cent in 1996 compared to 1995. The variance can be attributed primarily to decreased residential customer
kilowact-hour (KWH) sales of 1.7 percent due w unseasonably warm summer temperatures in 1995, as com-
pared o 1996, resulting in decreased revenues of $8.9 million. Industrial KWH sales volume in 1996 increased
when compzred to the prior year because of a self-generation outage experienced in 1996 by one of Duquesne’s
large industrial customers. Sales to Duquesne’ 20 largest customers accounted for approximately 14 percent of
custmet revenues in 1996, 1995 and 1994.

In 1995 as compared to 1994, net customer revenues increased by $7.8 million, or 0.7 percent. The increase is
the net result of higher KWH sales to residential customers by 4.9 percent in response to extreme 1995 summer
temperatures, partially offset by lower fuel and other energy costs per KWH, the benefits of which are passed
through to the customers in the form of lower rates. Revenues from electric sales to residential customers in
1995 exceeded 1994 residential revenues by $13.0 million.

Sales to Other Utilities

Short-term sales o other utilities are regulated by the FERC and are made at market rates. Fluctuations in
electricity sales to other wilities are related to Duquesne’s customer energy requirements, the energy market
and oansmission conditions, 2nd the availability of Duquesne’s generating stations. Duquesne’s electricity sales
to other utdities in 1995 were less than 1996 and 1994 due to the tming of generating station outages and the
flucmaring level of sales o Duquesne’s electric utlity customers. Future levels of short-term sales to other
wtilities will be affected by Duquesne’s sale of its ownership interest in the Ft. Martin Power Station (Ft. Martin),
the possible sale of other generating stations, market rates, and by the outcome of Duquesne’s FERC filings
requesting firm transmission access. (See “Mitigation Plan” and “Transmission Access” discussions on pages §
and 15.)
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Other Operating Revenues

Duquesne’ non-KWH revenues comprise other operating revenues in Duquesne’s statement of consolidated
income. Other operating revenues are primarily comprised of revenues from joint owners of BV Unit | and BV
Unir 2 for their shares of the administrative and general costs of operating these units. Other operating revenues,
therefore, fluctuate depending on the timing of scheduled refueling and maintenance outages at Beaver Valley
Power Station (BVPS) when significant costs are incurred. Both BV Unit 1 and BV Unit 2 underwent refueling
outages in 1996 and 1995. BV Unit 2 experienced an extended outage of 107 days during 1996 due to unanticipated
repairs to two residual heat removal pumps and reactor head vent valves, resultng in a $3.0 million increase in
other operating revenues during 1996. There were no refueling outages in 1994; accordingly, ather operating rev-
enues increased $5.7 million in 1995 when compared w 1994.

Operating Expenses

Fuel and purchased power expense fluctmations generally result from changes in the cost of fuel, the mix between
coal and nuclear generation, the total KWHs sold, and generating station availability. Because of the Energy Cost
Rate Adjustment Clause (ECR), changes in fuel and purchased power costs did not impact earnings in 1996, 1995
and 19%4.

Fuel and purchased pewer expense increased in 1996 compared to 1995 as a result of a 33 percent increase in
purchased power prices. This increase was partially offset by lower nuclear fuel costs. Fue! and purdbased power
expease decreased in 1995 compared to 1994 due to lower nuclear fuel costs, 2 more favorable generation mix
and a 2.7 percent decline in KWH generation.

Other gperating expense increased $2.8 million when comparing 1996 to 1995. The increase was the resulc of a
one-time lease charge. In 1995, ather aperating expense decreased $18.7 million when compared to 1994. This
1995 reduction reflects ongoing cost savings efforts.

Depredation and amortization expense increased $25.7 million in 1996 when compared to 1995 primarily due wo
the increase in Duquesne’s composite depreciation rate from 3.5 percent w 425 percent effective May 1, 1996.
During the third quarter of 1996, Duquesne completed recovery of its investment in Perry Unit 2, the construction
of which was abandoned by Duquesne in 1986. The resultant decrease in amortization expense was offset by
Duquesne’s increase in depreciation, as well as $9 million that was expensed related to the depreciation portion of
deferred rate synchronization costs in conjunction with Duquesne’s Mitigation Plan. Deprediation and amortization
expense increased $27.6 million in 1995, primarily due to the change in Duquesne’ composite depreciation rate
from 3.0 percent to 3.5 percent effective January 1, 1995. Duquesne did not seek a rate increase to recover the
additional costs. (See “Mitigation Plan” discussion on page 5.)

Income taxes decreased in 1996 when compared @ 1995 by $6.9 million, primarily due w reduced taxable
income. In 1995, taxable income was grearer than in 1994, resulting in increased incomse taxes of $1.8 million.

Otber Income and (Deductions)

The increase of $22.9 million in other incomse and deductions, when comparing 1996 to 1995, was primarily the
result of income from long-term investments made during late 1995 and 1996. Other frcome and deductions
decreased $10.3 million in 1995 when compared to 1994 primarily due w increases in incomse taxes relared to
other incomse.

Interest Charges

Duquesne achieved reductions of $8.4 million and $3.8 million in interest charges in 1996 and 1995, respectively.
The decreases were primarily due w the retirernent of long-term debt during 1995. Interest expense in 1997 will be
influenced by fluctuations in short-term rates and any new financing.
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Montbly Income Preferred Securities Dividend Requirements

The Monthly Income Preferred Securities Dividend Requirements reflect the payment of $7.9 million in
dividends in 1996 related wo preferred stock issued in May 1996.

Dividends on Preferred and Preference Stock

The decreases of $1.3 million and $0.7 million in 1996 and 1995 in dividends on preferved and preference stock
were primarily due to the redrement of preferred stock in 1995,

Liguidity and Capital Resources

Capital Expenditures

Duquesne spent appraximately $88.5 million in 1996, $78.7 million in 1995 and $94.3 million in 1994 for con-
struction. Dugquesne’s capital expenditures for construction focus on improving and/or expanding electric produc-
tion, transmission and distribution systems. Duquesne estimates that it will spend, excluding allowance for funds
used during consmruction (AFC) and nudlear fuel, approximately $110 million, $110 million and $95 millian for
construction during 1997, 1998 and 1999. These estimates also exclude any potential expenditures for
reliability enhancements to the Brunot Island (BI} Unit 3 combustion turbine. (See “Mitgation Plan” discussion
on page 5.) Duquesne expects that funds generated from operations will continue o be sufficdent to fund a large
part of its capital needs.

Long-Term Investments

Duquesne’s long-term investents consist of Duquesne’s holdings of DQE common stock, investments in
affordable housing, lease investments, and Duquesne’s nuclear decommissioning trusts. Investing activities
decreased in 1996, after increasing in 1995, when compared t 1994, Duquesne invested $1.5 million and $5.4
million in affordable housing fands during 1996 and 1995. Other invesoments in 1996 wtzled approximately $2.7
million. In additon, Duquesne invested $57.5 million in lease investments during 1995.

Finanang
Duquesne expects to meet its current obligations and debt mamrites through the year 2001 with funds gener-

ated from operations and through new financings. At December 31, 1996, Duquesne was in compliance with all
of its debt covenants.

On May 14, 1996, Duguesne Capital L., a Delaware special-purpose limited partnership the sole general
parmer of which is Duquesne, issued $150 million principal amount of 8-3/8 percent Cumulative Monthly
Income Preferred Securities (MIPS), Series A, with a stated liquidation value of $25.00. A portion of the proceeds
was used to retire $50 million of long-term debt maturing May 15, 1996. Duquesne intends to continue to apply
the remaining proceeds to the purchase or redemption of ocutstanding securities and for general corporate purposes.

In November 1997, $50 million of mortgage bonds will mature. Duquesne expects to retire these bonds with
available cash or to refinance the bonds.

Short-Term Borrowings

At December 31, 1996, Duquesne had a $150 million extendible revolving credit arrangement expiring in
October 1997. Interest rates can, in accordance with the option selecred at the time of the borrowing, be based
on prime, Eurodollar or certificate of deposit rates. Commitment fees are based on the unborrowed amount of
the commitment. The credit facility contains a two-year repayment period for any amount outstanding at the
expiration of the revolving credit period. At December 31, 1996 and 1995, there were no short-term
borrowings outstanding.
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Sale of Accounts Receivable

Dugquesne and an unaffiliated corporation have an agreement that entitles Duquesne w sell, and the corpora-
tion to purchase, on an ongoing basis, up to $50 million of accounts receivable. Duquesne had no receivables sold
at Deoanber 31, 1996. At December 31, 1995, Duguesne had sold $7 million of receivables to the unaffiliated cor-
poration. The accounts receivable sales agreement, which expires in June 1997, is one of many sources of funds
available 1 Duquesne. Duquesne has not determined, but may atrempt to extend the agreement or to replace the
facility with a similar arrangement or to eliminate it upon expiration.

Nuclear Fuel Leasing

Duguesne finances its acquisitions of nuclear fuel through a leasing arrangement under which it may finance up
w0 $75 million of nuclear fuel. As of December 31, 1996, the amount of nuclear fuel financed by Duquesne under
this arrangement totaled approximately $35 millien. Duquesne plans w continue leasing nuclear fael w fulfill its
requirements at least through September 1998, the remaining term of the leasing arrangement.

Rate Matters

Customer Choice Act

Under the Customer Choice Act, which went into effect on Januvary 1, 1997, Pennsylvania has become a
leader in customer choice. The Customer Choice Act will enable Pennsyivania’s electric utility customers o
purchase electricity at market prices from a variety of electric generation suppliers (customer choice). Electric
utility restructuring will be accomplished through 2 two-stage process consisting of a pilot period (nmmng
through 1998) and a phase-in period (1999 through 2001). The pilot period will give udlities an opportunity to
examine a wide range of technical and administrative details related to competitive markets, including metering,
billing, and cost and design of unbundled electric services. Duquesne filed 2 pilot program with the FUC on
February 27, 1997, which proposes unbundling transmission, distribution, electricity and competitive ransition
charges and offers participating customers the same options that will be available in a competitive generation
market.

The pilot program will comprise approximately 5 percent of Duquesne’s residential, commercial and industrial
demand beginning September 1, 1997. Customers participating in the pilot will have two basic options. First,
customers can choose to continue taking bundled service from Duquesne under approved ariffs. Second, cus-
tomers can choose unbundled sexvice with their electricity provided by an alternative electric generation
supplier. All customers that choose unbundled electric service will be subject to unbundled distributon charges
approved by the PUC and unbundled transmission charges pursnant to Duquesne’s FERC-approved tariff. Each
customer that elects unbundled service also will be required w pay a non-bypassable access fee (competitive
transition charge) that provides Duquesne with a reasonable opportunity to recover transition costs.

Duquesne must file a restructuring plan with the PUC by Angus. 1, 1997 setting forth its proposals for the
transition to customer choice and the recovery of transition costs. (See “Competition” discussion on page 13.) The
phase-in to competition begins on January 1, 1999 when 33 percent of consumers will have customer choice
(including consumers covered by the pilot program); 66 percent of consumers will have customer choice by
January 1, 2000; and all consumers will have customer choice by January 1, 2001. Although the Cestomer Choice
Act will give customers their choice of electric generation suppliers, delivery of the electricity from the generation
supplier to the customer will remain the responsbility of the existing franchised udlity. Delivery of electricity
(including transmission, distribution and customer service) will conunue to be regulated in substantislly the
Qufrent manner.

Mitgation Plan
Duquesne has raken 2 number of steps to mitigate its potential transition costs. {See “Competition”
discussion on page 13.} In addition w the steps taken during the last 10 years o prepare for competition, effective

January 1, 1995, Duquesne accelerared its rate of depreciation on its fixed nuclear assets without seeking a rate
increase wo recover the additional costs. On October 31, 1996, the sale of Duquesne’s ownership interest in

5
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Ft. Martin was completed. Fr. Martin Unit | was owned 50 percent by Duquesne and 50 percent by its operator,
Allegheny Power System (APS). The sale and a plan, to be funded in part by the proceeds of the Fr. Martin ansac-
tion, were approved by the PUC on May 23, 1996. Under the approved plan, Duquesne will not increase its base
rates for a period of five years through May 2001. In addidon, Duquesne recorded in October 1996 a one-time
reduction of approximately $130 million in the book value of Duquesne’s nuclear plant investment. The proceeds
from the sale are expected to be used to fund reliability enhancements w the BI Unit 3 combustion turbine and w
reduce Duquesne’s capitalization. The approved plan also provides for incremental increases of $25 million in

ation and amortization expense in 1996, 1997 and 1998 related o Duquesne’ nuclear investment, as well as
additional annual contributions to its nuclear plant decommissioning funds of $5 million, withour any increase in
existing electric rates. Also, Duquesne will record an annual $5 million eredit to the ECR during the plan period
to compensate Duquesne’s customers for lost profits from any short-term power sales foregone by the sale of its
ownership interest in Ft. Martin. In additon, Duquesne will cap energy costs, beginning April 1, 1997 through
the remainder of the plan period, at a historical five-year average of 1.47 cents per KWH. In acoordance with
the approved plan, Duquesne has expensed $9 million related to the depreciation portion of the deferred rate
synchronization costs associated with BV Unit 2 and Petry Unit 1. Duquesne’s approved plan provides for the
amortization of the remaining deferred rate synchronization costs over 2 10-year period. At December 31, 1996,
the unamortized portion of these costs touled $41.4 million, net of deferred fuel savings related to the two units.
(See “Deferred Rare Synchronization Costs” below.) Finally, Duquesne’s approved plan also provides for annual
assistance of $0.5 million to low-income customers.

Deferred Rate Synchronization Costs

In 1987, the PUC approved Duquesne’s petition to defer initial operating and other costs of BV Unit 2 and
Perry Unit 1. Duquesne deferred the costs incurred from November 1987, when the units went into
commercial operation, until March 1988, when a rate order was issned. In its rate order, the PUC postponed
ruling on whether these costs would be recoverable from Duquesne’s electric utility customers. Duquesne is not
earning a return on the deferred costs. (See “Mitigation Plan” discussion on page 5.) :

|

Energy Cost Rate Adiustment Clause (ECR)

Through the ECR, Duquesne recovers (to the extent that such amounts are not induded in base rates) nuclear
fuel, fossil fuel and purchased power expenses and, also through the ECR, passes to its customers the profits from
short-term power sales to other utilities (collectively, ECR energy costs).

On Duquesne’s statement of consolidated income, these ECerevenus are included as a component of aperat-
ing revenues. For ECR purposes, Duquesne defers fuel and other energy expenses for recovery, or refunding, in
subsequent years. The deferrals reflect the difference between the amount that Duquesne is carrendy collecting
from customers and its actual ECR energy costs. The PUC annually reviews Duquesne’s ECR energy costs for
the fiscal year April throogh March, compares them to previously projected ECR energy costs, and adjusts the
ECR for over- or under-recoveries and for two PUC-established coal cost standards. (See “Fossil Fuel” discussion
on page 9)

Under the Customer Choice Act, Duquesne may replace the ECR effective April 1, 1997 by rolling its ECR
energy costs into its base rates. The effect of this change would be w provide o Duquesne an opportunity to fur-
ther mitigate its deferred energy costs based upon its ability to manage its energy costs. Under Duquesne’s PUC-
approved Mitigation Plan, the level of energy cost recovery is capped at 1.47 cents per KWH through May 2001.
To the extent that projections do not support recovery of previously deferred costs through this pricing mecha-
nism, these costs would become transition costs subject to recovery through a competitive transition charge
(CTCQ). (See “Competition” discussion on page 13.)

Property, Plant and Equipment (PP&E)

Investment in PP&E and Accumulated Depreciation

Duquesne’s total investument in property, plant and equipment and the related accumulated depreciation
balances for major classes of property atc December 31, 1996 and 1995, are as follows:

6
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PPRE and Related Accumulated Depreclation at December 31

{Armounts in Thousands of Dollars)
1996 1995

D Accumulared Net Accumulated Net
Investment  Depreciation  Investment Investment Depredation Investment
Electric Production $2,467,786  $1,092,928 $1,374,858  $2,501,974 $ 885,389 $1,616,585
Electric Transmission 299,895 114406 185,489 296,953 110,242 186,711
Elearic Distribution 1,176,738 374,180 802,558 1,143,111 347399 795,712
Electric General ‘ 324,366 168470 155,89 314,844 141,133 173,711
» Property Held for Future Use 190,821 82,737 - 108,084 216,633 94,283 122,350
Property Held Under Capital Leases 99,608 47,670 51,938 133,381 74,874 58,507
Other 49,559 10,909 38,650 45,114 19,787 25,327
Total $4,608,773  $1,891,300 $2,717,473  $4,652,010 51,673,107 $2,978,903

® Foint Interests in Generating Units

Duguesne has various contracts with Ohio Edison Company, Pennsylvania Power Company, The Cleveland
Electric Nluminating Company (CEI) and The Toledo Edison Company, with respect to several joindy
owned/leased generating units, that include provisions for coordinated maintenance responsibilities, limited and
qualified mutnal back-up in the event of outages, and certain capacity and energy transactions.

In September 1995, Duquesne commenced arbitration against CEL seeking damages, termination of the
Operating for Easdake Unit § (Eastldke) and partition of the parties’ interests in Eastlake through a
sale and division of the proceeds. The arbitration demand alleged, among other things, the improper allocation
by CEI of fuel and related costs; the mismanagement of the administration of the Saginaw coal contract in con-
necvion with the closing of the Saginaw mine, which historically supplied ool to Eastlake; and the concealment

® by CEI of material information. In October 1995, CEI commenced an action against Duquesne in the Court of
Common Pleas, Lake County, Ohio seeking to enjoin Duquesne from taking any action to effect a partition on
-the basis of a waiver of partition covenant contained in the deed to the land underlying Eastake. CEI also seeks
monetary damages from Duquesne for alleged unpaid joint costs in connection with the operation of Eastlake.
Duquesne removed the action w the United States District Court for the Northern District of Ohio, Eastern
Division, where it is now pending. Currendy, the parties are engaged in settlement discussions. To provide the
parties with the opportunity to settle their claims, the court has postponed litigation proceedings untl April 1, 1997.

Joint Interests in Nuclear Power Stations

Beaver Valley Perry

Unit 1 Unit 2 Unit 1
Duquesne * 4750%  * 13.74% (0 13.74%
Ohio Edison Company 35.00% 41.88% 30.00%
Pennsylvania Power Company (a) 17.50% - 524%
CEI (b) - 24.47% *3L11%
Toledo Edison Company (b) - 19.91% 19.91%

*Denotes Operator

(z) Subsidiary of Ohio Edison Company

(b) Subsidiary of Centerior Energy Corporation ]

(©) In 1987, Duguesne sold and leased back its 13.74 percent interest in BV Uit 2; the sale was exclusive of transmission and
common facilities. The total sales price of $537.9 million was the appraised value of Duquesne’s interest in the property.
Duquesne subsequently leased back its interest in the unit for 2 term of 29.5 years. The lease provides for serni-annual
payments and is accounted for as an operating lease. Duquesne is responsible under the terms of the lease for all costs

related to its interest in the unit.
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Joint Interests in Fossil Power Stations

Sammis Bruce Mansfield Eastlake

Unit 7 Unitl Unit2  Unit3 Unit 5

Duquesne 31.20% 29.30% 8.00% 13.74% 31.20%
Ohio Edison Company *48.00% 60.00% 3930% 35.60% -
Pennsylvania Power Company (a) 2080% * 420% " 680% * 6.28% -

CEI (b - 6.50% 28.60% 2447%  * 68.80%
Toledo Edison Company (b) - - 1730% 1991% -

*Denotes Operator
(2) Subsidiary of Ohio Edison Company
(b) Subsidiary of Centerior Energy Corporation

On September 13, 1996, Ohio Edison Company and Centerior Energy Corporauon entered into an agree-
ment and plan of merger to form FirstEnergy Corporation. The regulatory approval process for the proposed
merger is expected to take approximately 12 to 18 months.

Property Held for Future Use

In 1986, the PUC approved Duquesne’ request to remaove Phillips Power Station (Phillips) and a portion of BI
from service and from rate base. In accordance with Duquesne’s Mitigation Plan, 112 MW related to BI Units
2a and 2b were moved from property beld for future use to electric plant in serviee in 1996. Duquesne expects to
recover its investment it BI Units 3 and 4, which remain in property beld for future use through future electricity
sales. Duquesne believes its investinent in BI will be necessary in order to meet future business needs. A portion
of the proceeds of the sale of Ft. Martin is expected to be used to fund reliability enhancements to the BI Unit 3
combustion wrbine. The reliability enhancements are contingent upon the projects meeting a least-cost test versus
other potential sources of peaking capacity. (See “Mitigation Plan” discussion on page 5.) Duquesne is analyzing
the effects of customer choice on its future generating requirements. Duquesne is planning to seek recovery of its
investment and associated costs of Phillips through a CTC. (See “Competition” discussion on page 13.) In the
event that market demand, transmission access or rate recovery do not support the utilization of these plants,
Duquesne may have o write off part or all of these investments and associated costs. At December 31, 1996,
Duquesne’s net of tax investment in Phillips and BI held for future use was $53.6 million and $17.2 million.

Employees

Ar December 31, 1996, Duquesne had 3,413 employees, including 1,157 employees at the Duquesne-operated
BVPS. In November 1996, Duquesne reached an agreement on a three-year contract extension through
September 30, 2001 with the Internatonal Brotherhood of Electrical Workers, which represents approximately

2,000 of Duquesne’s employees.

Electric Utility Operations

Duquesne’s fossil plants operated at 76 percent availability in 1996 and 1995. Duquesne’ nuclear plants operat-
ed at 76 percent availability in 1996 and 83 percent in 1995. The tming and duraton of scheduled maintenance
and refueling outages, as well 25 the duration of forced outages, affect the availability of power stations. Duquesne
normally experiences its peak demand in the summer. The 1996 customer system peak demand of 2,463 MW
occurred on August 7, 1996.

Duguesne’s plan for optimizing generation resources is designed to reduce under-utilized generating capacity
and employ cost-effective sources of peaking capadity. The sale of Duquesne’s ownership interest in Fr. Martin
reduced in-service capacity by 276 MW. In conjunction with the sale, Duquesne returned 112 MW of peaking
capacity at BI w electric plant m service. Additionally, through potental reliability enhancements to the BI Unit 3
combustion turbine, Duquesne could return to service another 56 MW of oil-fired peaking capacity. (See
“Property Held for Future Use” discussion above.)
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Dugquesne has a 13.74 percent ownership interest in Perry Unit 1, a nuclear generating unit located in Ohio
and operated by CEL CEI management has advised Duquesne that the Perry Course of Action (PCA), an action
plan submitted to the NRC in 1993, was completed at the end of the unit’s fifth refueling outage in the spring of
1996. Perry Unit 1 has followed the PCA with the Perry Plan for Excellence, which is the long-term phase of
the unit’s performance improvement program. Duquesne will continue to monitor closely the status of the per-
formance improvement program.

Fossil Fuel

Duquesne believes thar sufficient coal for its coal-fired generating units will be available from various sources
to satisfy its requirements for the foreseeable furure. During 1996, approximately 2.4 million tons of coal were
consumed at Duquesne’ two wholly owned coal-fired stations, Cheswick Power Station (Cheswick) and Elrama

Power Station (Elrama).

Dugquesne owns Warwick Mine, an underground mine located approximately 83 river miles from
Pittshurgh. Ar December 31, 1996, Duquesne’s net investment in the mine was 311.4 million. Duquesne estimates
that, at December 31, 1996, its economically recoverable coal reserves at Warwick Mine were in excess of 1.5
million tons. The unaffiliated contract operator at Warwick Mine notified Duguesne that its financial circum-
stances and geologic conditions caused it to cease operations late in 1996. Therefore, Duquesne is pursuing its
remedies and is currendy negotiating to retzin an operator for the mine as a smaller sized operation. Additionally,
Duguesne will continue to purchase coal on the open market. This change should not impact Duquesne’s ability
to recover all of its investmeant in Warwick Mine, the $2.6 million of unrecovered system-wide cost of coal which
excludes the Bruce Mansfield Power Station (Bruce Mansfield), or to accrue funds for future liabilities. Ir is antc-
ipated that this effort will be successfully completed by March 31, 2000 when the syseem-wide coal cost cap
expires. The current estimated liability for mine closing, including final sive redamation, mine water treatment
and certain labor liabilites is $47.6 million, and Duquesne has recorded a liability on the consolidated balance
sheet of approximately $20.2 million toward these oosts.

During 1996, 69 percent of Duquesne’ coal supplies were provided by contracts including Warwick Mine,
with the remainder satisfied through purchases on the spot market. Duquesne bad four long-term contracts in
effect at December 31, 1996 that, in combination with spot market purchases, are expected to farnish an adequate
future coal supply. Duquesne does ot anticipate any difficulty in replacing or renewing these contracts as they
expire from 1997 through 2002. At December 3 1, 1996, Duquesne’s wholly owned and jointly owned generating
units had on hand an average coal supply of 45 days. -

The PUC has established two market price coal cost standards for Duquesne. One applies only to coal deliv-
ered at Bruce Mansfield. The other, the system-wide coal cost standard, applies w coal delivered to the remain-
der of Duquesne’ system. Both standards are updated monthly o reflect prevailing market prices of
similar coal. The PUC has directed Duquesne to defer recovery of the delivered cost of coal to the extent that
such cost exceeds generally prevailing market prices for similar coal, as determined by the PUC. The PUC allows
deferred amounts to be recovered from customers when the delivered costs of coal fall below sach PUC-deter-
mined prevailing market prices. Duquesne’s obligations to pay certain debr service costs associated with the Bruce
Mansfield coal supply will end on January 1, 2000. The Bruce Mansfield coal cost-capping mechanism dues not
expire untl the recovery of all deferrals has been resolved. Duquesne believes that Bruce Mansfield deferrals may
increase through the end of this decade and then be reduced to zero by the end of the year 2002. The unrecovered
cost of Bruce Mansfield coal was $9.6 million and the unrecovered cost of the remainder of the system-wide coal
was $2.6 million at December 31, 1996. Duquesne believes that all deferred coal costs will be recovered.

Nudlear Fuel

The cydle of production and utlizadon of nuclear fuel consists of (1) mining and milling of uranium ore and
processing the ore into uranium concentrates, (2) converting uranium concentrates to uranium hexafluoride, 3)
enriching the uranium hexafluoride, (4) fabricating fuel assemblies, (5) utilizing the nuclear fuel in the generating

station reactor and {6) storing and disposing of spent fuel.
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Adequate supplies of uranium and conversion services are under contract for Duquesne’s requirements for its
jointly owned/leased nuclear units through June and December 1997, respectively. Enrichment services are sup-
plied under a 1984 United States Enrichment Corporation Utlity Services Contract entered into for a period of
30 years by Duquesne for joint interests in Perry Unit 1, BV Unirt | and BV Unit 2. Under the terms and condi-
tions of this contract, Duquesne is comnmitted to 100 percent of its enrichment needs through 1999; Duquesne
has rerminated, at zero cost, all of its enrichment services requirements for fiscal years 2000 through 2005.
Dugquesne continyes to review the need for further enrichment services for the years 2006 through 2014 and may
terminate these future years’ services under the contract. Fuel fabrication contracts are in place to supply reload
requirements for the next 18-month cycle for BV Unit 1 and BV Unit 2 and the next fifteen 18-month cycles for
Perry Unit 1. Duquesne will make arrangements for future uranium supply and related services, as required.

Each utility company is responsible for financing its proportionate share of the costs of nuclear fuel for each
nuclear unit in which it has an ownership or leasehold interest. Duquesne’s nuclear fuel costs, which are amor-
tized to reflect fuel consumed, are charged to fuel expense and are currendy recovered through rates. Duquesne
estimates that, over the next three years, the expenditures for new fuel will exceed the amortization of nuclear
fuel consumed by approximately $4.4 miilion. The actual nuclear fuel costs to be financed and amortized will be
influenced by such factors as changes in interest rates; lengths of the respective fuel cycles; reload cycle design;
and changes in nuclear material costs and services, the prices and availability of which are not known at this time.
Such costs may also be influenced by other events not presendy foreseen.

Nuclear Decommissioning

The PUC ruled that recovery of the decommissioning costs for BV Unit 1 could begin in 1977, and that
recovery for BV Unit 2 and Perry Unit | could beg'm in 1988. Duquesne expects o decommission BV Unit 1,
BV Unit 2 and Perry Unit | no earlier than the expiration of each plant’s operating license in 2016, 2027 and
2026. At the end of its operating life, BV Unit 1 may be placed in safe storage until BV Unit 2 is ready to be
decommissioned, at which time the units may be decommissioned together.

Based on site-specific studies finalized in 1992 for BV Unit 2, and in 1994 for BV Unit 1 and Perry Unit 1,
Duquesne’s share of the total estimared decommissioning costs, including removal and decontamination costs,
currentdy being used to determine Duquesne’s cost of service, is $122 million for BV Unit 1, $35 million for BV
Unit 2, and $67 million for Perry Unit 1. A study will be performed in 1997 w update Duguesne’s estimated
decommissioning costs of BV Unit 1 and BV Unit 2.

On July 18, 1996, the PUC issued a Propased Policy Statement Regarding Nudlear Decommissioning Cost Estimation
and Cost Recovery for the purpose of obtaining comments from the public. The proposed policy includes guide-
lines for a sive-specific study to estimate the cost of decommissioning. Guidelines require that studies be
performed at least every five years, 2ddress radiological and non-radiological costs, and indude a contingency
factor of not toore than 10 percent. Under the proposed policy, annual decommissioning funding levels are based
on an annuity calculation recognizing inflation in the cost estimates and earnings on fand assets. With respect to
the transition to a competitive generation market, the Castomer Choice Act requires that utilities include a plan w
mitigate any shortfall in decommissioning trust fand payments for the life of the facility with any future decom-
missioning filings. Consistent with this requirement, Duquesne has increased its nuclear decommissioning fund-

ing by $5 million under the PUC-approved plan for the sale of Duquesne’s ownership interest in Fr. Martin_ (See
“Mmgauon Pian” discussion on page 5.) These additional annual contributions bring the total annual funding w
appronmately $9 million. Also, on October 17, 1996, the PUC adopted an Accounting Order filed by Duquesne
10 recognize the increased funding as part of Duqnesnes oost of service. Duguesne expects to receive approval
from the Internal Revenue Service (IRS) for qualification of 100 percent of additional nuclear decommissioning
trust funding for BV Unit 2 and Perry Unit 1, and 79 percent for BV Unit 1. _

* Duquesne records nuclear decommissioning expense under the category of depredation and amortization
expense and accrues a liability, equal w that amount, for nnclear decommissioning costs. Funding for nuclear
decommissioning costs is deposited in external, segregated trust accounts and may be invested in a portfolio of
corporate common stock and debt secirities, municipal bonds, certificates of deposit and United States govern-
ment securities. Trust fund earnings increase the fund balance and the recorded liability. The market value of
the aggregate trust fund balances at December 31, 1996 totaled approximately $33.7 million. On Duquesne’s
consolidated balance sheet, the decommissioning wusts have been reflected in other long-term investments, and the
related liability has been recorded as other non-curvent Labilities.
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Nuclear Insurance

The Price-Anderson Amendments 1 the Ammx Energy Act of 1954 limit public liability from a single incident at a
nuclear plant to $8.9 billion. The maximum available private primary insurance of $200 million has been pur-
chased by Duquesne. Additional protection of $8.7 billion would be provided by an assessment of up o $79 3
million per incident on each nuclear unit in the United States. Duquesne’s maximurm total possible assessment,
$59.4 million, which is based on its ownership or leasehold interests in three nuclear generating units, would be
limited to a maximum of $7.5 million per incident per year. This assessment is subject to indexing for inflation
and may be subject & statz premium taxes. If funds prove insufficient:to pay claims, the United States Congress
could impose other revenue-raising measures on the nuclear industry.

Duquesne’s share of insurance coverage for property damage, decommissioning and decontamination liability
is $1.2 billion. Duquesne would be responsible for its share of any damages in excess of insurance coverage. In
addition, if the property damage reserves of Nuclear Electric Insurance Limited (NEIL), an industry mutual
insurance company that provides a portion of this coverage, are inadequate to cover claims arising from an inci-
dent at any United States nuclear site covered by that insurer, Duquesne could be assessed retrospective premi-
uins totaling a maximum of $7.3 million.

In addition, Duquesne participates in 2 NEIL program that provides insarance for the increased cost of genera-
tion and/or purchased power resulting from an accidental outage ¢ £ 2 nuclezr unit. Subject o the policy limit, the
coverage provides for 100 percent of the estimated incremental costs per week during the 52-week period start-
ing 21 weeks after an accident and 80 percent of such estimate per week for the following 104 weeks, with no
coverage thereafter. If NEILs losses for this program ever exceed its reserves, Duquesne could be assessed retro-

spective premiums totaling a maximum of $3.5 million.

Spent Nuclear Fuel Disposal

"The Nudear Waste Policy Act of 1982 established a policy for handling and disposing of spent nuclear fuel anda

pohcy requiring the establishment of a final repository to accept spent nuclear fuel. Electric utility companies
have entered inw contracts with the United States Department of Energy (DOE) for the permanent disposal of

spent nuclear fuel and high-level radioactive waste in compliance with this legislation. The DOE has indicated
that its repository under these contracts will not be available for acceptance of spent nuclear fuel before 2010. On
July 23, 1996, the U.S. Court of Appeals for the District of Columbia Circuit, in response to a snit brought by 25
electric atilities and 18 states and state agencies, unanimously ruled that the DOE has a legal obligation t begin
taking spent nuclear fuel by January 31, 1998. The DOE has not yet established an interim or permanent storage
facility, and has indicated that it will be unable w begin acceptance of spent:nudear fuel for disposal by J anuary
31, 1998. Further, Congress is cansidering amendments to the Nudear Waste Policy Act of 1982 that could give the
DOE authority o proceed with the development of a federal interim storage facility. In the event the DOE does
not begin accepting spent nuclear fuel, existing on-site spent nudear fuel storage capacities at BV.Unit 1, BV Unit
2 and Perry Unit | are expected to be sufficient until 2016 (end of operating license), 2013 and 2011, mpemvdy

On January 31, 1997, Duquesne joined 35 other electric utilities and 46 states, state agencies and regulatory
commissions in ﬁlmga suit in the U.S. Court of Appeals for the District of Columbia against the DOE. The suit
requests the court t suspend the utilities’ payments into the Nuclear Waste Fund and to place future payments
into an escrow account until the DOE fulfills its obligation to accept spent nuclear fuel. Significant additonal
expenditures for the storage of spent nuclear fuel at BV Unit 2 and Perry Unit 1 could be required if the DOE
does not fulfill its obligation to accept spent nuclear fuel.

Uranium Enrichment Decontamination and Decommissioning

Nuclear reactor licensees in the United States are assessed annually for the decontamination and decommis-
sioning of DOE uranium enrichment facilides. Assessments are based on the amount of uranium a utility had
processed for enrichment prior to enactment of the National Energy Policy Act of 1992 (NEPA) and are w be
paid by such utilities over a 15-year period. At December 31, 1996, Duquesne’s liability for contributions was
approximately $9.3 million (subject to an inflation adjustment). Contributions, when made, are currently
recovered from customers through the ECR.

11
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Environmental Matters

The Comprebensive Environmental Response, Compensation and Liability Act of 1980 and the Superfund
Amendments and Reauthorization Act of 1986 (Superfund) established a variety of informational and environmental
action programs. The Unired Stares Environmental Protection Agency (EPA) informed Duguesne of its potential
involvement in three hazardous waste sites. Duquesne reached agreements to make de minimus financial
payments in 1995 related to two sites in order to resolve any assodared Liability. Related o the remaining site,
Duquesne believes that available defenses, along with other factors (including overall limited involvement, low
estimated remediation costs and other solvent, potentially responsible parties} will limit any potendal lizbilicy
that Duquesne may have for cleanup costs. Duquesne believes that any settlement or associated costs related w
_ the remaining site will not have 2 materizlly adverse effect on its financizl position, results of operadons or

cash flows.

As required by Tide V of the Clean Air Act Amendments (Clean Air Aa), Duquesne filed comprehensive
air operating permit applications for Cheswick, Elrama, BI and Phillips during the last half of 1995. These
applications are still pending approval. Duquesne also filed its Tide IV Phase II Clean Air Aa compliance plan

with the PUC on December 27, 1995.

Although Duquesne believes it has satisfied all of the Phase I Acid Rain Program requirements of the Clean Air
Art, Phase I Acid Rain Program requires significant additional reductions of sulfur dioxide (SO,) and oxides of
nitrogen (NOy) by the year 2000. Duquesne currently has 662 MW of nudlear capacity and 1,187 MW of coal
capacity equipped with SO, emission-reducing equipment (including 300 MW of property beld for future use at
Phillips). Through the year 2000, Duquesne is considering a combination of compliance methods that include
fuel switching; increased use of, and impravements in, SO, emission-reducing equipment; low NO; burner tech-
nology; and the purchase of emission allowances for those remaining stations not in compliance.

In addition to the Tide IV Acid Rain Program requirements, Duquesne is responsible for additional NGy
reduction requirements to meet Ozone Ambient Air Quality Standards under Tide I of the Clean Air Aa. Flue gas
conditioning and post-combustion NO; reduction tedmologles may be employed if economically justified. Also,
Duquesne is examining and developing innovative emissions technologies designed to reduce costs. Duquesne
connnues to work with the operators of its joindy owned stations w implement cost-effective compliance strategies
10 meet these requirements.

Dugquesne is closely monitoring other potental future air quality programs and air emission control require-
ments that could result from more stringent ambient air quality and emission standards for SO, and NOy particu-
lates and other by-products of ooal combustion. Duquesne expects the Pennsylvania Department of
Environmental Protection (DEP) to finalize in 1997 a regulation to implement the additional NOy control
requirements that were recommended by the Ozone Transport Commission. The estimated costs to comply
with this program have been included in Duquesne’s capital cost estimates through the year 2000. Since other
potential programs are in various stages of discussion and consideration, it is impossible to make reasonable
estimates of the potential costs and impacts, if any. Duguesne currently estimates that additional capital costs o
comply with (Tean Aér Act requirements through the year 2000 will be approximately $20 million.

Duquesne has developed, patented and installed low NOy burner technology for the Elramz boilers. These
cost-effective NOx reduction systems installed on the Elrama roof-fired boilers were specified as the benchmark
for the industry for this class of boilers in the EPA's final Group II rulemaking. Duguesne is also currendy evaluat-
ing 2dditional low-cost, developmental NO; reduction technologies at Cheswick and Elrama. An Artificial Neural
Network control system enhancement, co-sponsored by the Electric Power Research Instirute and Duquesne,
will be demonstrated at Cheswick. The Gas Research Institute and Duquesne are sponsoring a targeted patural
gas reburn demonstration at Elrama, Both demonstrations were initiated in 1996 and will be completed in 1997.

. In 1992, the DEP issued Residual Waste Management Regulations gowerning the generation and management of
non-hazardous residual waste, such as ooal ash. Duquesne is assessing the sites it utilizes and has developed com-
pliance strategies that are currenty under review by the DEP. Capital costs of $2.5 million were incurred by
Duquesne in 1996 to comply with these DEP regulatons. Based on information currendy available, an additional
$2.8 million will be spent in 1997. The additional capital cost of compliance through the year 2000 is estimated,
based on current information, o be $15 million. This estimate is subject tw the results of groundwarer assessments
and DEP final approval of compliance plans.
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Duquesne is involved in various other environmental maters. Duguesne believes that such matters, in total, will
not have a materially adverse effect on its financial position, results of operations or cash flows.

Outiook

Compevition

The electric udlity industry continues o undergo fundamental change in response to open transmission access
and increased availability of energy alternatives. Under historical PUC ratemaking, regulared electric utilies were
granted exclusive geographic franchises to sell electricity in exchange for making investments and incurring obliga-
tions o serve customers under the then-existing regulatory framework. Through the ratemaking process, those
prudently incurred costs were recovered from customers, along with a return on the investment. Additonally, cer-
tain operating costs were approved for deferral for future recovery from customers. As a result of this historical
ratemaking process, utilities bave assets recorded on their balance sheets at above-market costs and have
commitments to purchase power at above-market prices (transition costs).

In Pennsylvania, under the Customer Choice Act which became effective on January 1, 1997, consumers ina
utility’s traditional franchised territory will ultimately be able o purchase electricity at market prices from a variety
of electric generation suppliers. Before the phase-in o customer choice begins in 1999, the PUC expects utilities to
take vigorous steps to mitigate transition costs as much as possible without increasing the price they currentdy
charge customers. The PUC will determine what portion of a utility’s remaining transition costs will be recoverable
from customers through a CT'C. This charge will be paid by consamers who choose alternative generation suppliers
as well a5 customers who choose their franchised utlity. The CTC could last as long as 2005, providing a utility
©tal of up to nine years w. recover ansition costs. An overall four-and-one-half year price cap will be imposed on
the transmission and distribution charges of electric ntility companies. Additionally, electric utility companies may
not increase the generation price component of prices as long as transition costs are being recovered, with certain
exceptions. If a utility ultimately is unable to recover its transition costs within this pricing structure and timeframe,
the costs will be written off.

Duquesne has already been effective in mitigating its exposure t transition costs. As the following table demon-
strates, generating plant, decommissioning and related regulatory asset costs have been reduced by approximately
$400 million during the past two years. These reductions have resulted from a variety of strategies, such as selling
generating assets, accelerating recovery of fixed costs, increasing nuclear decommissioning charges and reducing
capitalized costs. Duquesne expects to continue these steps to address its remaining transition costs. The Customer
Choice Act provides another option to mitigate wansition costs. With PUC approval, utilities are permitted to
issue transition bonds with a maturity of 10 years or less. Proceeds can be used t reduce transition costs.
Duquesne is currently reviewing this alternative as well as others to farther mitigate its transition costs. (See
“Regulation” and “Rate Matters” discussions on pages 1 and 5.)

Potential Transition Costs
December 31, January 1,
1996 1995

(Amours in Millions of Dollars)

Nuclear plant $ 910.5 $1,149.0
Generation-related regulatory assets 417.9 495.8
BV Unit 2 lease 399.1 401.0
Unfunded generating plant decommissioning 299.5 371.0
Phillips 78.3 783
Warwick Mine 15.3 25.0
Purchase power contracts —_ —
Total $2,120.6 "$2,520.1

Any estimate of transition costs, including those in the table above, is forward-looking and is highly depen-
dent on estimates of the future market prices for electric power. Higher market prices for electricity reduce tan-
sition cost exposure, while lower market prices increase exposure. As part of its transition filing, Duquesne is
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proposing to make a long-term sale of electricity during the transition period to determine the market rate for
power. In addition to market-related impacts, any estimate of the ultimate level of transidon costs also depends
on, among other things, the extent to which such costs are deemed recoverable by the PUC, the ongoing level of
Duquesne’s costs of operations, regional and national economic conditions, and growth of Duquesne’ sales.
Duquesne anticipates making its transition filing, including the identification of potenual transition costs, 2s
required by the PUC by August 1, 1997. The PUC is expected to rule on Duquesne’s ability to recover these
costs through a CT'C by May 1, 1998. Duquesne believes, based upon prior rulings of the PUC, that it is endted
10 recover substantially all of its transition costs, but cannot predict the outcome of this regulatory process. In
the event that the PUC rules that any or all of these transition costs cannot be recovered through a CTC
mechanism or Duquesne fails w satisfy the requirements of SEAS No. 71, these costs will be written off. As
Duguesne has substantial exposure to transition costs relative to its size, significant transition cost write-offs
could have a materially adverse effect on Ducuesne’ financial position, results of operations and cash flows.
Various financial covenants and restrictions could be violated if substantial write-off of assets or recogniton of

liabilides occurs.

In addition w the mitigation of transition costs, Duquesne has been preparing for competition in a variety of
ways. Duquesne has been building its financial strength through the retirement and refinancing of long-term debt.
In 1995, Duquesne’s restrictive first mortgage bond indenture was replaced with a new indenture with more flexi-
ble provisions. In 1996, Duquesne issued MIPS to further add w its financial flexibility and creditworthiness.

Duquesne has better positioned its business for competition through improving operations and enhancing cus-
tomer relations. In recognition of impending industry competiion and in an effort to optimize its generation
resources, in 1989 Duquesne signed a contract with Delinarva Power for a bulk power sale for 2 period of 20 years.
This initiative would have resuited in the refurbishment and return to service of Duquesne’s cold-reserved
generating stations. Following the plan’s failure t receive regulatory approval, in 1990 Duguesne announced a
seoond long-term power sale injtiative w restart these power plants. This plan would have provided significant
impetns to economic development in Pennsylvania as well as providing Duquesne’s customers with substantial
benefits in the form of lower rates. Duguesne’s efforts 1o upgrade and maintain the cold-reserved units have enabled
Duquesne to utilize the BI units to meet peak demand during periods of extreme weather in recvnt years and have
enabled the B[ units to more quickly return to service as part of the Ft. Martin sale. In 1991, Duquesne reorganized
into strategic business units along market lines and instimted cost reduction targets for capital, operation and
maintenance, and inventory expenditures. Workforce reductions were achieved primarily through attridion. Since
1989 Duquesne has reduced its number of employees by 25 percent. Recently, Duquesne signed a three-year con-
tract extension with its bargaining unit employees through September 2001. Throughout the period, Duguesne
has been aggressively reducing its fuel costs, achieving a 13 percent reduction in the unit cost of fuel since 1990.
These measures have enabled Duquesne to reduce its rates by nearly 36 percent, in real terms, since 1990. When
considering the price freeze component of Duquesne’s Mitigation Plan, prices will have declined by nearly 50
percent in real terms during the decade of the 1990s. From a customer relations standpoint, Duquesne negotiated
long-term contracts with more than 30 key industrial and commerdial customers and was recognized in 1996 for
its economic development efforts in atracting major new industrial expansions. In 1995, Duquesne became one
of the first electric atilities in the country w offer 2 full castomer service gearantee and also guaranteed w match
any competing electricity supplier’s price for new businesses or for the expansion of existing businesses, Duquesne
also is offering to customers increased bill-paying options, including an 2dvanced technology service that enables
customers to electronically receive and pay their electric bills. This service assists major customers just as its
earlier Electricheck option helped smaller commercial and residential customers. Additionally, Duquesne will be
positioned w offer customers a wide range of new services with the Customer Advanced Reliability System
(CARS). Utility customers will be linked to CARS by encoder receiver transmitters contained in new or
retrofitted electric meters. Dawa communications offered by this technology are expected w result in improved
reliability, security, and customer satisfaction.

Ar the national level, in 1996 the FERC issued two related fimal rules thac address the terms on which electric
utlides will be required w provide wholesale suppliers of electric energy with non-discriminatory access w the
utility’s wholesale ransmission system. The first rule, Order No. 888, requires each public ntility that owns, con-
trols or operates interstate transmission facilides to file 2 tariff offering unbundled Transmission services contain-
ing non-rate terms that conform to the FERC's pro forma anff. Order No. 888 also allows full recoveryof
prudendy incurred costs from departing customers. FERC deferred to state regulators with respect to retail
access, recovery of retail transition costs and the scope of state regulatory jurisdiction. The second rule, Order
No. 889, prohibits transmission owners and their affiliates from gaining preferential access to information
concerning transmission and establishes a code of conduct to ensure the complete separadon of a utlity’s wholesale
power markening and transmission operation functions.
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Finally, the FERC simultaneously issued a new Notice of Propased Rulemaking (NOPR) on Capacity Reservation
Open Access Tramsmission Tariffs (CRT), which would require all marker participants to reserve firm capacity
rights berween designated receipt and delivery points. If adopted, the CRT would replace the open access pro
forma tariff implemented in Order No. 888. (See “Transmission Access” discussion below.)

Duquesne is aware of the foregoing state and federal regulatory and business uncertinties and is atrempting
to position itself to effectively operate in a more competitive environment.

Transmission Access

In March 1994, Duquesne submirtted, pursuant to the Federal Power Act, two separate “good faith” requests for
transmission service with APS and the Pennsylvania-New Jersey-Maryland Interconnection Associatdon (PJM
Companies). Because of a lack of progress on pricing and other issues, Duguesne subsequently filed with the
FERC applications for transmission service. In May 1995, the FERC instructed APS and the PJM Companies to
provide transmission service to Duquesne and directed the parties to negotiate specific rates, terms and conditons.
No terms were agreed o, and briefs were filed with the FERC outlining the areas of disagreement. The matter is
now pending before the FERC. In July 1996, Duguesne filed with the FERC a request for acceptance of a
capacity reservation tariff to replace the previously filed FERC Order No. 888 pro forma tariff. (See
“Competition” discussion on page 13.) Duquesne’s tariff proposes to adopt marginal cost pricing for transmission
service on Duquesne’ transmission system. In February 1997, the FERC rejected Duquesne’s tariff filing, but
perntitted Duguesne to request a hearing to determine whether Duquesne’s tariff is just and reasonable as well as
consistent with or superior t the Order No. 888 pro forma rariff. Duquesne has requested such a hearing.

Duquesne is currently evaluating the impact of FERC regulatory actions on these proceedings. Duquesne can-
not predict the final outcome of these proceedings.

Beaver Valley Power Station (BVPS) Steam Generators

BVPS’s two units are equipped with steam generators designed and built by Westinghouse Electric
Corporation (Westinghouse). Similar o other Westinghouse nuclear plants, outside diameter stress corrosion
cracking (ODSCC) has occurred in the steam generator tabes of both units. The units continue w have the
capability to operate at 100 percent reactor power although 15 percent of BV Unit 1 and 2 percent of BV Unit 2
steamn generator tubes have been removed from service, Material acceleration in the rate of ODSCC could lead
w 2 loss in plant efficiency and significant repairs or replacement of BV Unit 1 steam generators. The total
replacement cost of the BV Unit 1 steamn generators is estimated at $125 million, $59 million of which would be
Dugquesne’s responsibility. The earliest that the BV Unit 1 steam generators could be replaced during a scheduled

refueling outage is the fall of 2000.

Other

Retirernent Plan Measurement Assumptions

Duguesne increased the discount rate used to determine the projected benefit obligation on Duquesne’s retire-
ment plans at December 31, 1996 to 7.5 percent. The assumed change in future compensation levels and
assumed rate of return on plan assets were also increased to reflect current market and economic conditions. The
effects of these changes on Duquesne’s retirement plan obligatons are reflected in the amounts shown in
“Employee Benefits,” Note N to the consolidated financial statements, on page 55. The resulting change in relat-

ed expenses for subsequent years is not expected to be material.

Except for bistorical inforsnation contained berein, the matters discussed in this Anmual Report on Form10-K, are formard-
looking statements that involve risks and uncertainties inchuding, but not kmited to, economic, competitive, governmental
and technological factors affecting Duquesne’s operations, markets, products, services and prices, and otber factors discussed
in Duguesne’s filings with the Securities and Exchange Commission.
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Set forth below are the names, ages as of March 1, 1997, positions and brief accounts of the business
experience during the past five years of the executive officers of Duquesne.

NAME " AGE OFFICE

David D. Marshall 4 President and Chief Executive Officer since August 1996.
President and Chief Operating Officer from February
1995 w August 1996. Executive Vice President from
February 1992 w February 1995, Assistant to the
President from October 1990 to February 1992, and
Vice President - Corporate Development from August
1987 w February 1992.

Gary L. Schwass 51 Senior Vice President since February 1995 and Chief
Financial Officer since July 1989. Vice President -
Finance from May 1988 to February 1995.

James E. Cross 50 President, Generation Group since September 1996.
Senior Vice President - Nudear since February 1995.
Vice President - Nudlear from September 1994 o
February 1995. Formerly Vice President, Thermal
Operations, and Chief Nuclear Officer of Portland
General Electric from May 1993 to September 1994;
and Vice President and Chief Nuclear Officer of
Pordand General Electric from December 1991 wo
May 1993.

Dianna L. Green 50 Senior Vice President - Customer Operations since
April 1995. Senior Vice President - Administration
from February 1995 to April 1995. Vice President -
Administrative Services from Aungust 1988 to

February 1995. -
Gary R. Brandenberger 59 Vice President - Power Supply since Angust 1986.
William J. DeLeo 46 Vice President - Marketing and Corporate

Performance since April 1995. Vice President -
Corporate Performance and Information Services
from January 1991 w April 1995.

Vicror A Rogue 50 Vice President since April 1995 and General Counsel
since November 1994. Previously Vice President,
General Counsel and Secretary for Orange and
Rockland Utlities from April 1989 to November 1994.

Donald J. Clayron 42 Treasurer since January 1995. Assistant Treasurer
from May 1990 w January 1995.
Morgan K. O'Brien 36 Controller and Principal Accounting Officer since

October 1995. Assistant Controller from
December 1993 w October 1995. Manager,
Corporate Taxes, from September 1991 w
December 1993.
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ITEM 2. PROPERTIES.
Duquesne’s properties consist of electric generating stations, transmission and dismibution facilities, and

supplemental properdes.and appurtenances, comprising as a whole an integrated electric utility system, located
in Allegheny, Beaver and Westmoreland counties in southwestern Pennsylvania.

Duquesne owns all or a portion of the following generating units except Beaver Valley Unic 2, which is
leased.

Duquesne’s
Share of Net Plant Output
Capacity ' Year Ended
. (Megawatts) December 31, 1996
Name and Location Tpe Summer  Winter _(Megawatt-hours)
Cheswick Coal 562 570 3,101,155
Springdale, Pa.
Elrama Coal 474 487 2,572,107
Elrama, Pa.
Sammis Unit 7 (1) Ceal 187 187 1,058,157
Strawon, Ohio
Eastiake Unit 5 (1) Coal 186 186 972,750
Easdake, Ohio
Beaver Valley Unit 1 (1) Nuclear 385 385 2,713,594
Shippingport, Pa. . :
Beaver Valley Unit 2 (1) Nuclear 113 113 674,893
Shippingport, Pa.
Perry Unit 1 (1) Nuclear 161 164 1,026,442
North Perry, Ohio
Bruce Mansfield Unit 1 (1) Coal 228 228 - 965,248
Shippingport, Pa. .
Bruce Mansfield Unit 2 (1) Coal 62 62 285,792
Shippingport, Pa. .
Bruce Mansfield Unit 3 (1) Coal 110 110 480,342
Shippingport, Pa. :
Ft. Martin Unit 1 2) Coal 276 276 1,215,111
Brunot Island
Brunot Island, Pa. Oil __166 178 — (6,846)
Toul 2,910 2,946 15,058,745
Property held for future use: '
Brunot Island Oil 92 128
Phillips Coal 300 300
Total 3,302 3,374

(1) Amounts represent Duquesne’s share of the unit which is owned by Duquesne in common with one or
more other electric unilites (or, in the case of Beaver Valley Unit 2, leased by Duquesne).

(2)  Amount represents Duguesne’s share of the unit, which was so-ld aon October 31, 1996.

Duquesne owns 24 transmission substatdons (including interests in common in the step-up transformers at
Sammis Unit 7; Eastake Unit 5; Bruce Mansfield Unit I; Beaver Valley Unir 1; Beaver Valley Unit 2; Perry
Unit 1; Bruce Mansfield Unit 2; and Bruce Mansfield Unit 3) and 562 disaibution subst2ztions. Duquesne has
714 circuit-miles of transmission lines, comprising 345,000, 138,000 and 69,000 voit lines. Street lighting and
distribution circuits of 23,000 volts and less include approximately 50,000 miles of lines and cable.
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Dugquesne owns the Warwick Mine, including 4,849 acres owned in fee of unmined coal hndé and mining
rights, located on the Monongahela River in Greene County, Pennsylvania, approximately 83 river miles from
Pittsburgh. (See Itern 1. BUSINESS. “Fossil Fuel” discussion on page 9.)

Additional information relating to Item 2. PROPERTIES, is set forth in Note D, “Property, Plant and

Equipment,” of the consolidated financial statements for year ended December 31, 1996, on page 42. The
information is incorporated here by reference.

ITEM 3, LEGAL PROCEEDINGS,

Rate-Related Legal Proceedings, Property, Plant and Equipment-Reloted Legal Proceedings and Environmental
Legal Proceedings

Eastlake Urniit 5

In September 1995, Duquesne commenced arbitration against CEL seeking damages, termination of the
Operating Agreement for Eastlake Unit 5 (Eastlake) and partition of the parties’ interests in Eastlake through a
sale and division of the proceeds. The arbitration demand alleged, among other things, the improper allocation
by CEI of fuel and related costs; the mismanagement of the administration of the Saginaw coal contract in
connection with the closing of the Saginaw mine, which hiswrically supplied ooal to Eastlake; and the concealment
by CEI of material information. In October 1995, CEI commenced an action against Duquesne in the Court of
Common Pleas, Lake County, Ohio seeking to enjoin Duquesne from taking any action to effect a partitionon -
the basis of a waiver of partition covenant contained in the deed o the land underlying Fastdake. CEI also seeks
monetary damages from Duquesne for alleged unpaid joint costs in connection with the opevation of Eastlake.
Dugquesne removed the action w the United States District Court for the Northern District of Ohio, Eastern
Division, where it is now pending. Cutrently, the parties are engaged in setdement discussions. To provide the
parties with the opportunity w sette their claims, the court has postponed litigation proceedings until April 1, 1997.

Proceedings involving Duquesne’s rates are reported in Item 1. BUSINESS “Rate Matters.” Proceedings
involving Property, Plant and Equipment are reported in Itemn 1. BUSINESS “Property, Plant and Equipment.”
Proceedings involving environmental marters are reported in Irem 1. BUSINESS “Environmental Matters.”

ITEM 4. SUBMISSION OF MATTERS TO A VOTE OF SECURITY HOLDERS,

Not applicable.

Part I

ITEM 5. MARKET FOR REGISTRANTS COMMON EQUITY AND RELATED SHAREHOLDER MATTERS.

Duquesne’s common stock is not publicly traded. Effective July 7, 1989, Duquesne became a wholly owned
subsidiary of DQE, the holding company formed as part of a shareholder-approved restructuring. As a result
of the restructuring, Duquesne’s shareholders received DQE common stock in exchange for their shares of
Duquesne common stock, which were cancelled. DQE owns all of Duquesne’s outstanding common stock,
which consists of 10 shares. As such, this item is not applicable to Duquesne because all its common equiry is
held solely by DQE. During 1996 and 1995, Duquesne declared quarterly dividends on its common stock
totaling $276 million and $144 million, respectively.

ITEM 6. SELECTED FINANCIAL DATA.

Selected financial dawa for Duquesne for each of the six years in the period ended December 31, 1996, are
set forth on page 59. The financial dat is incorporated here by reference.
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ITEM 7. MANAGEMENT'S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND RESULTS OF OPERATIONS,

Management’s discussion and analysis of financial condition and results of operations are set forth in Item 1.
BUSINESS. The discussion and analysis are incorporated here by reference.

ITEM 8. (CONSOLIDATED FINANCIAL STATEMENTS AND SUPPLEMENTARY DATA.

The Consolidated Balance Sheet of Duquesne Light Company and its subsidiary as of December 31, 1996
and 1995, and the related Staternents of Consolidated Income, Rerined Earnings and Cash Flows for each of
the three years in the period ended December 31, 1996, together with the Independent Auditors’ Report dared
January 28, 1997, are set forth in pages 34 to 58 of this Report. The consolidated financial
statements and report are incorporated here by reference. Quarterly financial information is included on
page 58 in Note O to Duquesne’ consolidated financial statements and is incorporated here by reference.

ITEM 9. (CHANGES IN AND DISAGREEMENTS WITH ACCOUNTANTS ON ACCOUNTING AND FINANCIAL DISCLOSURE.

None.

PART III

ITEM 10. DIRECTORS AND EXECUTIVE OFFICERS OF THE REGISTRTANT.

All direcrors of DQE are also directors of Duquesne. Information relating to DQE’s and Duquesne’s board
of directars is set forth on page 6 of the 1996 DQE Annual Report to Shareholders filed here as part of this
Report in Exhibit 99.2. The information is incorporated here by reference. Information relating to the execu-
tive officers of the Registrant is set forth in Part I of this Report under the caption “Executive Officers of the

Registrant.”

ITEM 11. EXECUTIVE COMPENSATION.

The information relating to executive compensation is set forth in Exhibit 99.1, filed as part of this Report.
The informadon is incorporated here by reference.

ITEM 12. SECURITY OWNERSHIP OF CERTAIN BENEFICIAL OWNERS AND MANAGEMENT,

DQE is the beneficial owner and holder of all shares of outstanding Common Stock, $1 par value, of
Duquesne Light, consisting of 10 shares as of February 21, 1997. Information relating to the awnership of
equity securites of DQE and Duquesne Light by directors and executive officers of Duquesne Light is set
forth in Exhibit 99.1, filed as part of this Report. The information is incorporated here by reference.

ITEM 13. CERTAIN RELATIONSHIPS AND RELATED TRANSACTIONS.

None.
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PART 1V

ITEM 14. EXHIBITS, FINANCIAL STATEMENT SCHEDULES AND REPORTS ON FORM 8-K.

(aX(1) The following information is set forth here on pages 34 through 58:
Report of Independent Certified Public Acconntants,

Statement of Consolidated Income for the Three Years Ended December 31, 1996.
Consolidated Balance Sheet, December 31, 1996 and 1995.

Statement of Consolidated Cash Flows for the Three Years Ended December 31, 1996,
Staterent of Consolidated Retzined Earnings for the Three Years Ended December 31, 1996.
Notes to Consolidated Financial Statements.

(aX2) The following financial statement schedule and the related Report of Independent Certified Public
Accountants (See pages 32 and 34.) are filed here as a part of this Report:

Sd';edule for the Three Years Ended December 31, 1996:
II- Valuation and Qualifying Accounts.

The remaining schedules are omitted because of the absence of the vonditions under which they are
required or because the information called for is shown in the financial statements or notes to the financial
statements.

(a}(3) Exhibits are set forth in the Exhibits Index on pages 21 through 31, and incorporated here by
reference. Documents other than those designated as being filed here are incorporated here by reference.
Previously filed documents incorporated by reference to 2 DQE Annual Repott on Form 10-K, a Quarterly
Report on Form 10-Q or a Current Report on Form 8-K are at Securities and Exchange Commission File
No. 1-10290. Documents incorporated by reference to a Duquesne Light Company Annual Report on Form
10-K, Quarterly Report on Form 10-Q or a Current Report on Form 8-K are at Securities and Exchange
Commission File No. 1-956. The Exhibits include the management contracts and compensatory plans or
arrangements required to be filed as exhibits to this Form 10-K by Item 601(d)10)(iii), of Regulation S-K.

(b) Reports on Form 8-K filed during the twelve months ended December 31, 1996:
(1) May 13, 1996 - The following event was reported:

Item 7. Statement re: Calculation of Rato of Eamnings to Combined Fixed Charges and
Preferred and Preference Stock Dividend Requirements.

No finandal statements were filed with this report.
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ExHI8ITS INDEX
ExHIBIT METHOD oF
No. DESCRIPTION FILING
3l Restated Articles of Duquesne Light Company, as Exhibit 3.1 to the Form 10-K
amended through December 19, 1991 and as currently Annual Report of Duquesne
in effect. Light Company for the year
ended December 31, 1991.
3.2 By-Laws of Duguesne Light Company, as amended Filed here.
through December 18, 1996 and as currentdy in effect.
4.1 Indenture dated March 1, 1960, relating to Duquesne Exhibit 4.3 o the Form 10-K
Light Company’s 5% Sinking Fund Debentures. Annual Report of DQE for the
year ended December 31, 1989.
4.2 Indenture of Mortgage and Deed of Trust dated as of Exhibit 4.3 to Registration
April 1, 1992, securing Duquesne Light Company's Statement (Form S-3)
First Collateral Trust Bonds. No. 33-52782.
43 Supplemental Indentures supplementing the said
Indenwure of Mortgage and Deed of Tiust -
Supplemental Indenture No. 1. Exhibit 4.4 wo Registration
Statement (Form S-3)
No. 33-52782.
Supplemental Indenture No. 2 through Supplemental Exhibit 4.4 w Registration
Indenture No. 4. Stacement (Form S-3)
No. 33-63602.
Supplemental Indenture No. 5 through Supplemental Exhibir 4.6 to the Form 10-K
Indenture No. 7. Annual Report of Duquesne
Light Company for the year
ended December 31, 1993.
Supplemental Indenture No. 8 and Supplemental Exhibit 4.6 to the Form 10-K
Indenture No. 9. Apnual Report of Duquesne
Light Company for the year
ended December 31, 1994.
Supplemental Indenture No. 10 through Supplemental Exhibit 4.4 w the Form 10-K
Indenture No. 12. Annual Report of Duquesne
Light Company for the year
ended December 31, 1995.
Supglanent:al Indenrure No. 13. Filed here.
44 Amended and Restated Agreement of Limited Partnership Filed here.
of Duquesne Capital L.P,, dated as of May 14, 1996.
4.5 Payment and Guarantee Agreement dated as of May 14, Filed here.
1996 by Duquesne Light Company with respect to MIPS.
4.6 Indenture dated as of May 1, 1996 by Duquesne Light Filed here.

Company tw the First Natonal Baok of Chicago as
Trustee. .
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EXHIBIT METHOD OF
No. DESCRIPTION FILING
Agreements relating to Jointly Owned Generating Units:
10.1 Administration Agreement dated as of September 14, 1967. Exhibit 5.8 to Registration
Swatement (Form S-7)
No. 2-43106.
102 Transmission Facilities Agreement dated as of September Exhibit 5.9 o Registraton
14, 1967. Statement (Form $-7)
' No. 2-43106.

103 Operating Agreement dated as of September 21, 1972 Exhibit 5.1 w Registration

for Eastake Unit No. 5. . Statement (Form 5-7)
' No. 2-48164.

104 Memorandum of Agreement dated as of July 1, 1982 re Exhibit 10.14 w the Form 10-K
reallocation of rights and liabilities of the companies Annual Report of Duquesne
under uranium sapply contracts. Light Company for the year

ended December 31, 1987.

10.5 Operating Agreement dated August 5, 1982 as of Exhibit 10.17 w the Form 10-K

September 1, 1971 for Sammis Unit No. 7. Annual Report of Duguesne
Light Company for the year
ended December 31, 1988.

10.6 Memorandum of Understanding dated as of March 31, Exhibit 10.19 to the Form 10-K
1985 re implementation of company-by-company Annual Reporr of DQE for the
management of uranium inventory and delivery. year ended December 31, 1989.

10.7 Restated Operating Agreement for Beaver Valley Unit Exhibit 10.23 w the Form 10-K
Nos. I and 2 dated September 15, 1987. Annual Report of Duquesne

; Light Company for the year
ended December 31, 1987.

10.8 Operating Agreement for Perry Unit No. 1 dated Exhibit 1324 t the Form 10-K

March 10, 1987, Annnual Report of Duquesne
Light Company for the year
ended December 31, 1987.
109 Operating Agreement for Bruce Mansfield Units Nos. 1, Exhibit 10.25 w the Form 10-K
2 and 3 dated September 15, 1987 as of June 1, 1976. Annual Report of Duquesne
Light Company for the year
ended December 31, 1987.
10.10 Basic Operating Agreement, as amended January 1, 1993. Exhibit 10.10 w the Form 10-K
Annual Report of Duquesne
Light Company for the year

10.11

Amendment No. 1 dated December 23, 1993 wo
Transmission Facilities Agreement (as of January 1, 1993).

22

ended December 31, 1993.

Exhibit 10.11 w the Form 10-K
Annual Report of Duquesne
Light Company for the year
ended December 31, 1993,



10.16 Order of the Pennsylvania Public Utility Commission
dated Ocrober 15, 1992 regarding the Securides
Certficate of Duquesne Light Company for the
assumption of contingent obligations under -
financing agreements in connection with the
refunding of Collateralized Lease Bonds.

x10.17 Facility Lease dared as of Seprember 15, 1987 berween
The First National Bank of Boswn, as Owner Trustee
under a Trust Agreement dated as of September 15, 1987
with the limited partmership Owner Participant named
therein, Lessor, and Duquesne Light Company, Lessee.

y10.18 Facility Lease dated as of Seprember 15, 1987 between
The First Natonal Bank of Boston, as Qrwner Trustee
under a Trust Agreement dated as of September 15,
1987, with the corporate Owner Participant named
therein, Lessor, and Duquesne Light Company, Lessee.

x10.19 . Amendment No. 1 dated as of December 1, 1987 w
Fadlity Lease dated as of September 15, 1987 between
The First National Bank of Boswn, as Owner Trustee
under a Trust Agreement dared as of September 15, 1987
with the limited parmership Owner Participant natmed
therein, Lessor, and Duquesne Light Company, Lessee.
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® 10.12 Microwave Sharing Agreement (as amended Exhibir 10.12 to the Form 10-K
January 1, 1993) dared December 23, 1993, Annual Report of Duquesne
Light Company for the year
ended December 31, 1993.
10.13 Agreement (as of September 1, 1980) dated Exhibit 10.13 to the Form 10-K
> December 23, 1993 for termination or consgucton Annual Report of Duquesne
of certain agreements. Light Company for the year
ended December 31, 1993,
10.14 Fort Martin Power Station Asset Purchase Agreement Exhibit 10.17 to the Form 10-K
dated as of November 28, 1995. Annual Report of Duquesne
Light Company for the year
® ended December 31, 1995.
Agreements relating to the Sale and Leasehack
of Beaver Valley Unit No. 2:
&

10.15 Order of the Pennsylvania Public Utility Commission Exhibit 282 1o the Form 10-Q
dated Seprember 25, 1987 regarding the application Quarterly Report of Duquesne
of the Duquesne Light Company under Section 1102(2)3) Light Company for the quarter
of the Public Utility Code for approval in connection with ended September 30, 1987,

° the sale and leaseback of its interest in Beaver Valley Unit
No. 2.

Exhibit 10.28 to the Form 10-K
Annuz! Report of Duquesne
Light Company for the year
ended December 31, 1992,

Exhibit (4)c) to Registration
Statement (Form S-3)
No. 33-18144.

Exhibit (4Xd) o Registradon
Sutement (Form 5-3)
No. 33-18144.

Exhibit 10.30 to the Form 10-K
Annual Report of Duquesne
Light Company for the year
ended December 31, 1987,
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FILING

y10.20

x10.21

yl0.22

x10.23

v10.24

x10.2%

y10.26

Amendment No. 1 dated as of December 1, 1987 to
Facility Lease dated as of September 15, 1987 between
The First Nadonal Bank of Boston, as Owner Trustee
under a Trust Agreement dated as of Seprember 15,
1987 with the corporate Owner Participant named
therein, Lessor, and Duquesne Light Company, Lessee.

Amendment No. 2 dated as of November 15, 1992 to
Facility Lease dated as of Seprember 15, 1987 between
The First National Bank of Boston, as Owner Trustee
under a Trust Agreement dated as of September 15, 1987
with the limited parmership Owner Participant named
therein, Lessor, and Duquesne Light Company, Lessee.

Amendment No. 2 dated as of November 15, 1992 o
Fadclity Lease dated as of September 15, 1987 between
The First National Bank of Boston, as Owner Trustee
under a Trust Agreement dated as of September 15,
1987 with the corporate Owner Participant named
therein, Lessor, and Duquesne Light Company, Lessee.

Amendment No. 3 dated as of October 13, 1994 w0
Facility Lease dated as of September 15, 1987 between
The First National Bank of Boston, as Owner Trustee
under 2 Trust Agreement dated as of September 15, 1987
with the limited partnership Owner Participant named
therein, Lessor, and Duquesne Light Company, Lessee.

Amendment No. 3 dated as of Ocwber 13, 1994 o
Facility Lease dated as of September 15, 1987 berween
The First National Bank of Boston, as Owner Trustee
under a Trust Agreement dated as of September 15, 1987
with the corporate Owner Participant named therein,
Lessor, and Duguesne Light Company, Lessee.

Participation Agreement dated as of September 15,
1987 among the limired partnership Owner
Participant named therein, the Original Loan
Participants listed in Schedule 1 theretw, as Original

Loan Pardcipants, DQU Funding Corporation, as Funding

Corp, The First National Bank of Boston, as Owner
Trustee, Irving Trust Company, as Indenture Trustee and
Duquesne Light Company, as Lessee.

Participation Agreement dated as of September 15, 1987
among the corporate Owner Participant named therein,
the Original Loan Participants listed in Schedule 1
therew, as Original Loan Parudpants, DQU Funding
Corporation, as Funding Corp, The First National Bank
of Boston, as Owner Trustee, Irving Trust Company, as

Indenture Trustee and Duquesne Light Company, as Lessee.
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Exhibit 10.31 o the Form 10-K
Annual Report of Duquesne
Light Company for the year
ended December 31, 1987.

Exhibit 10.33 to the Form 10-K
Annual Report of Duquesne
Light Company for the year
ended December 31, 1992.

Exhibit 10.34 w the Form 10-K
Annual Report of Duquesne
Light Company for the year
ended December 31, 1992,

Exhibit 10.25 w the Form 10-K
Annual Report of Duquesne

Light Company for the year
ended December 31, 1994.

Exhibit 10.26 o the Form 10-K
Annual Report of Duquesne
Light Company for the year
ended December 31, 1994,

Exhibit (28)(a) to Registratdon
Statement (Form S-3)
No. 33-18144.

Exhibit (28)b) to Registradon
Statement (Form S-3)
No. 33-18144,
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x10.27

y10.28

x10.29

10.30

x10.31

y10.32

Amendment No. 1 dated as of December 1, 1987 o
Participation Agreement dated as of September 15, 1987
among the limited parmership Owner Participant named
therein, the Original Loan Participants listed therein,

as Original Loan Participants, DQU Funding
Corporation, as Funding Corp, The First National Bank
of Boston, as Owner Trustee, Irving Trust Company, as

Indenture Trustee and Duquesne Light Company, as Lessee.

Amendment No. 1 dated as of December 1, 1987 o
Participation Agreement dated as of Seprember 15, 1987
among the corparate Owner Participant named therein,
the Original Loan Participants listed therein, 25 Original
Loan Participants, DQU Funding Corporation, as
Funding Corp, The First National Bank of Boston, as
Owner Trustee, Irving Trust Company, as Indenture
Trustee and Duquesne Lighr Company, as Lessee.

Amendment No. 2 dared as of March 1, 1988 w
Participation Agreement dated as of September 15, 1987
among the limited parmership Cvmer Participant named
therein, DQU Funding Corporation, as Funding Corp,
The First National Bank of Boston, as Owner Trustee,
Irving Trust Company, as Indenture Trustee and
Dugquesne Light Company, as Lessee.

Amendment No. 2 dated as of March 1, 1988 w
Participation Agreement dated as of September 15, 1987
among the corporate Owner Participant named therein,
DQU Funding Corporation, as Funding Corp,

The First National Bank of Boston, as Owner Trustee,
Irving Trust Company, as Indenture Trustee and
Duquesne Light Company, as Lessee.

Amendment No. 3 dated as of November 15, 1992 w
Pzrticipation Agreement dated as of September 15, 1987
among the limited partnership Owner Participant named
therein, DQU Funding Corporation, as Funding Corp,
DQU II Funding Corporation, as New Funding Cetp,
The First National Bank of Boston, as Owner Trustee,
The Bank of New York, as Indenture Trustee and
Duquesne Light Company, as Lessee.

Amendment No. 3 dated as of November 15, 1992 o
Participaton Agreement dated as of September 15, 1987
among the corporate Owner Pardcipant named therein,

- DQU Funding Corporation, as Funding Corp,

DQU II Funding Corporation, as New Funding Corp,
The First National Bank of Boston, as Owner Trustee,
The Bank of New York, as Indenture Trustee and

Duquesne Light Company, as Lessee.
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Exhibit 10.34 o the Form 10-K
Annual Report of Duquesne
Light Company for the year
ended December 31, 1987.

Exhibit 10.35 wo the Form 10-K
Annual Report of Duquesne

Light Company for the year
ended December 31, 1987.

Exhibit 28)X)(3) to
Registration Statement
(Form $-3) No. 33-54648.

Exhibit 28)c)(4) wo
Registration Statement
{Form 5-3) No. 33-54648.

Exhibit 10.41 to the Form 10-K
Annual Report of Duquesne

Light Company for the year
ended December 31, 1992.

Exhibit 10.42 wo the Form 10-K
Annual Report of Duguesne

Light Company for the year
ended December 31, [992.
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x10.33

yl0.34

z10.35

z10.36

21037

z10.38

210.39

Amendment No. 4 dated as of October 13, 1994 to
Participation Agreement dated as of September 15, 1987
among the limited parmership Owner Participant named
therein, DQU Funding Corporation, as Funding Corp,
DQU 1I Funding Corporation, 2s New Funding Corp,
The First Nadonal Bank of Boston, as Owner Trustee,
The Bank of New York, as Indenture Trustee and
Duquesne Light Company, as Lessee.

Amendment No. 4 dated as of October 13, 1994 w0
Participation Agreement dated as of September 15, 1987
among the corporate Owner Participant named therein,
DQU Funding Corporation, as Funding Corp,

DQU II Funding Corporation, as New Funding Corp,
The First National Bank of Boston, as Owner Trustee,
The Bank of New York, as Indenture Trustee and
Duquesne Light Company, as Lessee.

Ground Lease and Easement Agreement dated as of
September 15, 1987 between Duquesne Light Company,
Ground Lessor and Grantor, and The First National Bank
of Boston, as Owner Trustee under a Trust Agreement
dated as of Seprember 15, 1987 with the limited
parmership Owner Participant named therein,

Tenant and Grantee.

Assignment, Assumption and Further Agreement dated as
of September 15, 1987 among The First Nationzal Bank of
Boswon, as Owner Trustee under 2 Trust Agreement dated
as of Seprember 15, 1987 with the limited partnership
Owner Participant named therein, The Cleveland Electric
Tluminating Company, Duquesne Light Company, Ohio
Edison Company, Pennsylvania Power Company and The
Toledo Edison Company.

Additional Support Agreement dated as of September 15,
1987 between The First National Bank of Boston, as
Ovwmer Trustee under a Trust Agreement dated as of
September 15, 1987 with the limited partnership Owner
Participant named therein, and Duquesne Light Company.

Indenture, Bill of Sale, Instrument of Transfer and
Severance Agreement dated as of October 2, 1987

between Duquesne Light Company, Seller, and The First
National Bank of Boston, as Owner Trustee nnder 2 Trust
Agreement dated as of Seprember 15, 1987 with the limited
partmership Owner Particpant named therein, Buyer.

Tax Indemnification Agreement dated as of September 15,

1987 berween the Owner Participant named therein and
Duquesne Light Company, as Lessee.
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Exhibit 10.35 o the Form 10-K
Annual Report of Dugquesne
Light Company for the year
ended December 31, 1994.

Exhibit 10.36 o the Form 10-K
Annuzl Report of Duquesne
Light Company for the year
ended December 31, 1994.

Exhibit (28)e) to Registration
Statement (Form S-3)
No. 33-18144.

Exhibit (28)(f) to Registration
Statement (Form S-3)
No. 33-18144.

Exhibit 28)(g) to Registration
Statement (Form S-3)
No. 33-18144.

Exhibit (28)h) to Registration
Statement (Form S-3)
No. 33-18144.

Exhibit 28.1 to the Form 8-K
Current Report of Duquesne
Light Company dated
November 20, 1987.
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z10.40 Amendment No. | dated as of November 15, 1992 to - Exhibit 10.48 w the Form 10-K
Tax Indemnification Agreement dated as of September 15, Annual Report of Duquesne
1987 berween the Owner Participant named therein and Light Company for the year
Dugquesne Light Company, as Lessee. ended December 31, 1992. -
z10.41 Amendment No. 2 dated as of Ocrober 13, 1994 to Tax Exhibit 10.43 wo the Form 10-K
Indemnificadon Agreement dated as of Seprember 15, 1987 Annual Report of Duquesne
between the Owner Participant named therein and Light Company for thé year
Dugquesne Light Company, as Lessee. ended December 31, 1994.
210.42 Extension Letter dated December 8, 1992 from T Exhibit 10.49 to the Form 10-K
Duquesne Light Company, each Owner Participant, The Annual Report of Duquesne
First National Bank of Boston, the Leéase Indenture Light Company for the year
Trustee, DQU Funding Corporation and DQU II ended December 31,1992,
Funding Corporation addressed to the New Collateral
Trust Trustee extending their respective representations
and warranties and covenants set forth in each of the
Participation Agreements.
x10.43 Trust Indenture, Mortgage, Security Agreement and Exhibit (4Xg) to Registration
Assignment of Fadlity Lease dated as of September 15, Statement (Form S-3)
1987 between The First National Bank of Boston, as No. 33-18144.
Ovwmer Trustee under a Trust Agreement dated as of
Seprember 15, 1987 with the limited parmership Owner
Participant named therein, and Irving Trust Company,
as Indenture Trustee.
y10.44 Trust Indenture, Mortgage, Security Agreement and Exhibit (4)(h) to Registration
Assignment of Facility Lease dated as of Seprember 15, Statement (Form S-3)
1987 between The First National Bank of Boston, as No. 33-18144.
Ovwmer Trustee under a Trust Agreement dated as of
Seprember 15, 1987 with the corporate Owner
Participant named therein, and Irving Trust Company,
as Indenture Trustee.
x10.45 Supplemental Indenture No. 1 dated as of December 1, Exhibit 10.45 to the Form 10-K
1987 to Trust Indenture, Mortgage, Security Agreement Annual Report of Duquesne
and Assignment of Facility Lease dated 2s of September 15, Light Company for the year
1987 between The First Nadonal Bank of Boston, as QOwner ended December 31, 1987.
Trustee under a Trust Agreement dated as of September 15,
1987 with the limited partership Owner Participant
named therein, and Irving Trust Company, as Indenture
Trustee.
y10.46 Supplemental Indenture No. 1 dated as of December 1, Exhibit 10.46 w the Form 10-K
1987 w Trust Indenture, Mortgage, Security Agreement Annual Report of Duquesne
and Assignment of Facility Lease dated as of September 15, Light Company for the year

1987 between The First National Bank of Boston, as
Owner Trustee under a Trust Agreement dated as of
September 15, 1987 with the corporate Owner
Participant named therein, and Irving Trust Company,
as Indenture Trustee.
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x10.47

y10.48

10.49

10.50

10.51

x10.52

Supplemental Indenture No. 2 dated as of November 15,
1992 to Trust Indenture, Mortgage, Security Agreement

and Assignment of Facility Lease dated as of September 15,

1987 between The First Nadonal Bank of Boston, as
Owner Trustee under a Trust Agreement dated as of
September 15, 1987 with the limited partmership Owner
Participant named therein, and The Bank of New York,
as Indenture Trustee.

Supplemental Indenture No. 2 dated as of November 15,
1992 w Trust Indenture, Mortgage, Security Agreement

and Assignment of Facility Lease dated as of September 15,

1987 between The First National Bank of Boston, as
Owner Trustee under a Trust Agreement dated as of
September 15, 1987 with the corporate Owner
Participant named therein, and The Bank of New York,
as Indenture Trustee.

Reimbursement Agreement dated as of October 1, 1994
among Duquesne Light Company, Swiss Bank
Corporation, New York Branch, as LOC Bank, Union
Bank, as Administrating Bank, Swiss Bank

Corporation, New York Branch, as Administrating Bank
and The Parucdpating Banks Named Therein.

Collateral Trust Indenture dated as of November 15, 1992
among DQU II Funding Corporaton, Duquesne Light
Company and The Bank of New York, as Trustee.

First Supplemental Indenture dated as of November 15,
1992 w Collateral Trust Indenture dated as of

November 15, 1992 among DQU I Funding Corporation,
Dugquesne Light Company and The Bank of New York, as
Trustee.

Refinancing Agreement dated as of November 15, 1992
among the limited partmership Owner Partcipant

named therein, as Owner Participant, DQU Funding
Corporation, as Funding Corp, DQU II Funding
Corporadon, as New Funding Corp, The First

Nadonal Bank of Boston, as Owner Trustee, The Bank
of New York, as Indenture Trustee, The Bank of New
York, as Collateral Trust Trustee, The Bank of New York,
as New Collateral Trust Trustee, and Duquesne Light
Company, as Lessee.
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Exhibit 10.54 w the Form 10-K
Annual Report of Duquesne
Light Company for the year
ended December 31, 1992,

Exhibit 10.55 wo the Form 10-K
Annual Report of Duquesne
Light Company for the year
ended December 31, 1992.

Exhibit 10.51 w the Form 10-K
Annual Report of Duquesne

Light Company for the year
ended December 31, 1994.

Exhibit 10.58 w the Form 10-K
Annual Report of Duguesne
Light Company for the year
ended December 31, 1992.

Exhibit 10.59 to the Form 10-K
Annual Report of Duquesne
Light Company for the year
ended December 31, 1992.

Exhibit 10.60 w the Form 10-K
Annual Report of Duquesne
Light Company for the year
ended December 31, 1992,
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710.53

x10.54

y10.55

10.56

10.57

10.58

10.59

10.60

Refinancing Agreement dated as of November 15, 1992
among the corporate Owner Participant named therein,

as Owner Partcipant, DQU Funding Corporation,

as Funding Corp, DQU II Funding Corporation,

as New Funding Corp, The First National Bank of Boston,
as Owner Trustee, The Bank of New York, as Indenture
Trustee, The Bank of New York, as Collateral Trust Trustee,
The Bank of New York, as New Collateral Trust Trustee,
and Duquesne Light Company, as Lessee.

Addendum dated December 8, 1992 w Refinancing
Agreement dated as of November 15, 1992 among the
limited partnership Owner Participant named therein,

as OQwmer Partidipant, DQU Funding Corporadon, as
Funding Corp, DQU II Funding Corporadon, as New
Funding Corp, The First National Bank of Boston, as
Owner Trustee, The Bank of New York, as Indenture
Trustee, The Bank of New York, as Collateral Trust Trustee,
The Bank of New York, as New Collateral Trust Trustee,
and Duquesne Lighr Company, as Lessee.

Addendum dated December 8, 1992 o Refinancing
Agreement dated as of November 15, 1992 among the
corporate Owner Participant named therein, as

Owner Partcipant, DQU Funding Corporation, as

Funding Corp, DQU II Funding Corporation, as New
Funding Corp, The First National Bank of Boston, as
Owner Trustee, The Bank of New York, as Indenture
Trustee, The Bank of New York, as Collateral Trust Trustee,
The Bank of New York, as New Collateral Trust Trustes,
and Duquesne Light Company, as Lessee. -

Other Agreements:

Deferred Compensation Plan for the Directors of
Duguesne Light Company, as amended w date.

Incentive Compensation Program for Certain Executive
Officers of Duquesne Light Company, as amended to
date.

Description of Duquesne Light Company Pension
Service Supplement Program.

Duquesne Light Company Qutside Directors’
Redrement Plan, as amended w date.

Duquesne Light/DQE Charitable Giving Program.
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Exhibit 10.61 w the Form 10-K
Annual Report of Duguesne
Light Company for the year
ended December 31, 1992,

Exhibit 10.62 to the Form 10-K
Annual Report of Duquesne
Light Company for the year
ended December 31, 1992.

Exhibit 10.63 w the Form 10-K
Annual Report of Duquesne
Light Company for the year
ended December 31, 1992,

Exhibit 10.1 to the Form 10-K
Annual Report of DQE for the
year ended December 31, 1992.

Exhibit 102 w the Form 10-K
Annual Report of DQE for the
year ended December 31, 1992.

Exhibit 10.3 to the Form 10-K
Annual Report of DQE for the
year ended December 31, 1992,

Filed here.
Exhibit 10.6 to the Form 10-K

Annual Report of DQE for the
year ended December 31, 1992.
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10.61 Performance Incentive Program for DQE, Inc. and Exhibit 10.7 wo the Form 10-K
Subsidiaries formerly known as the Duquesne Light Annual Report of DQE for the
Company Performance Incentive Program. year ended December 31, 1996.
10.62 Employment Agreement dated as of December 15, Exhibit 10.5 to the Form 10-K
1992 between DQE, Duquesne Light Company and Annual Report of DQE for the
Wesley W. von Schack. year ended December 31, 1992,
10.63 First Amendment dated as of October 25, 1994 o Exhibit 10.8 to the Form 10-K
Employment Agreement dated as of December 15, Annual Report of DQE for the
1992 between DQE, Duquesne Light Company and year ended December 31, 1994.
Wesley W. von Schack.
10.64 Resignation Agreement between DQE and Duquesne Exhibit 10.1 to the Form 10-Q
Light Company and Wesley W. von Schack. Quarterly Report of DQE for
the quarter ended
September 30, 1996.
10.65 Employment Agreement dated as of August 30, 19%4 Exhibit 10.9 to the Form 10-K
between DQE, Duquesne Light Company and Annual Report of DQE for the
David D. Marshall. year ended December 31, 1994.
10.66 First Amendment dated as of June 27, 1995 © Exhibit 10.68 to the Form 10-K
Employment Agreement dated as of Angust 30, 1994 Annual Report of Duquesne
between DQE, Duquesne Light Company and Light Company for the year
David D. Marshall. ended December 31, 1995,
10.67 Employment Agreement dated as of August 30, 1994 Duquesne Light Company
between DQE, Duquesne Light Company and Exhibit 10.10 t the Form 10-K
Gary L. Schwass. Annual Report of DQE for the
year ended December 31, 1994.
10.68 Employment Agreement dated as of August 30, 1994 Exhibit 10.68 w the Form 10-K
between Duquesne Light Company and Dianna L. Annual Report of DQE for the
Green. year ended December 31, 1994.
10.69 First Atnendment dated as of June 27, 1995 Exhibit 10.71 w the Form 10-K
Employment Agreement dated as of August 30, 1994 Annual Report of Duquesne
between Duquesne Light Company and Dianna L. Light Company for the year
Green. ended December 31, 1995.
10.70 Employment Agreement dated as of Ocmober 14, 1996 Filed here.
between Duquesne Light Company and James E. Cross.
10.71 Non-Competition and Confidentiality Agreement dated Exhibit 10.14 w the Form 10-K
as of October 3, 1996 by and among DQE, Inc., Duquesne Annual Report of DQE for the

12.1

21.1

Light Company and David D. Marshall, together with a
schedule listing substantally identical agreements with
Dianna L. Green, Vicwor A. Roque, James D. Mitchell
and James E. Cross.

Calculation of Ratio of Earnings to Fixed Charges.

Subsidiaries of regisoant
Duquesne has no significant subsidiaries.
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year ended December 31, 1996.

Filed here.
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23.1 Independent Auditors’ Consent. Filed here.
27.1 Financial Data Schedule. Filed here.
99.1 Executive Compensation of Duquesne Light Company Filed here.

Executve Officers for 1996 and Security Ownership
of Duquesne Light Company Directors and
Executive Officers as of February 21, 1997.

992 Directors of DQE and Duquesne Light Company. Filed here.

x  An addidonal document, substantally identical in all marerial respects to this Exhibit, has been entered
into relating t one additional limited parmership Owner Participant. Although the additional document may
differ in some respects (such as name of the Owner Participant, dollar amounts and percentages), there are no
materiz] details in which the document differs from this Exhibit.

¥ Addidonal documents, substantally identical in all material respects wo this Exhibit, have been entered
into relating to four additonal corporate Owner Participants. Although the additonal documents may differ
in some respects (such as names of the Owner Participants, dollar amounts and percenrages), there are no
material derails in which the documents differ from this Exhibit.

z Additional documeats, substantially identical in all macerial respeces o dhis Exhibit, have been encered
into relating to six additional Owner Participants. Although the addidonal documents may differ in some
respects (such as names of the Owner Participants, doliar amounts and percentages), there are no material
details in which the documents differ from this Exhibit.

Copies of the exhibits listed above will be furnished, upon request, w holders or beneficial owners of
any class of Duquesne’s stock as of February 21, 1997, subject to payment in advance of the cost of reproducing
the exhibits requested.
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SCHEDULE II - VALUATION AND QUALIFYING ACCOUNTS
For the Years Ended December 31, 1996, 1995 and 1994
(Thousands of Dollars)

Column A Column B
Balance at
Beginni
Description ofYear
Year Ended December 31, 1996
Reserve Deducted from the Asset
to which it applies:
Allowance for uncollqctible accounts $17.920
Year Ended December 31, 1995
Reserve Deducted from the Asset
to which it applies:
Allowance for wncollectible accounts $is.021
Year Ended December 31, 1994
Reserve Deducted from the Asset
o which it applies:
313,282

Allowance for uncollectible accounts

Notes: (A) Recovery of accounts previously written off.
(B) Accounts receivable written off.

Charged to

Colump C ColumnD ColumnE ColumnF
A ddici
Balance

Charged to
Costs and Orther at End
Expenses  _Accounts  Deductions _ of Year

210,582 $4.080 A) 314288 (B) 318294
$13.430 2567 (A) 514098 (B) $17.920
$13.988 (B) 815021

211890 $8.837 A
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SIGNATURES

Pursuant to the requirements of Section 13 or 15(d) of the Securities Exchange Act of 1934, the registrant has
duly caused this report to be signed on its behalf by the undersigned, thereunto duly authorized.

Date: March 25, 1997

DUQUESNE LIGHT COMPANY
(Registrant)

]?;y: /o/David D, Marshall

(Signature)
David D. Marshall
President, Chief
Executive Officer and Director

Pursuznr w the requirements of the Securities Exchange Act of 1934, this report has been signed below by the
following persons on behalf of the registrant and in the capacities 2and on the dates indicated.

SIGNATURE TITLE DATE
{3/ David D, Marshall President, Chief Executive Officer and March 25, 1997
David D. Marshall Director
Senior Vice President and Chief Financial March 25, 1997
Gary L. Schwass Officer
Controller and Principal Acoounting Officer March 25, 1997
Morgan K. O’Brien
i - Director March 25, 1997
Danjel Berg
Direcror March 25, 1997
Doreen E. Boyce
Director March 25, 1997
Robert P. Bozzone
s/ Sigo Falk Director March 25, 1997
Sigo Falk
SIWilliamH Knoell Director March 25, 1997
William H. Knoell
Director March 25, 1997
Robert Mehrabian '
{s/Thomas] Murrin Director March 25, 1997
Thomas J. Murrin
{s/EricW Springer Director March 25, 1997
Eric W. Springer
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REPORT OF INDEPENDENT CERTIFIED PUBLIC ACCOUNTANTS

To the Directors and Stockholder of Duquesne Light Company:

We have audited the accompanying consolidated balance sheet of Duquesne Light Company (a wholly owned subsidiary

of DQE) and its subsidiaries as of December 31, 1996 and 1995, and the related consolidated statements of income, retzined
earnings, and cash flows for each of the three years in the period ended December 31, 1996, Our audits also included the
financia! statement schedule listed in the Index at Item 14. These financial statements and financial statement schedule are
the responsibility of Duquesne’s management. Our responsibility is to express an opinion on these financial statements and
financial staternent schedule based on our audits.

We conducted our audits in accordance with generally accepted anditing standards. Those standards require that we plan and
perform the audit to obtain reasonable assurance about whether the financial statements are free of material misstatement. An
auditincludes examining, on a test basis, evidence supporting the amounts and disclosures in the financial statements. An
audit also includes assessing the accounting principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that our audits provide a reasonable basis for our opinion.

In our opinion, such consolidated financial statements present fairly, in all material respects, the financial position of
Duguesne Light Company and its subsidiaries as of December 31, 1996 and 1995, and the results of their operations and
their cash flows for each of the three years in the period ended December 31, 1996 in conformity with generally accepted
accounting principles. Also, in our opinion, such finandal statement schedule, when considered in relation to the basic
consolidated financial statements taken as a whole, presents fairly in all material respects the information set forth therein.

/s/ Deloitte & Touche LLP

DELOITTE & TOUCHE LLP

Pittsburgh, Pennsylvania .
January 28, 1997
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STATEMENT OF CONSOLIDATED INCOME

(Thousands of Dollars)
Year Ended Decerrther 31,
1996 1995 1994
Operating Revenues:
Sales of Electricity:
Residential $ 405,392 § 414291 $ 401,246
Commercial 494,919 497,187 495,734
Industrial 190,723 190,689 195,852
Provision for doubtful acoounts (10,582) (13,430) (11,890)
Net customer revenues 1,080,452 1,088,737 1,080,942
Utilities 58,292 55,963 38,293
Total Sales of Elearidty 1,138,744 1,144,700 1,139,237
Other 38,081 35,084 29,387
Toexl Operating Reversues 1,176,825 1,179,784 1,168,624
Operating Expenses:
Fuel 204,655 208,546 222,420
Purchased power 32,269 23,422 21,715
Other operating 253,109 250,322 269,001
Maintenance 78,386 81,516 79,488
Depreciation and amortization 216,358 190,679 163,114
Taxes other than incote taxes 84,625 86,349 85,839
Income taxes 85,364 92,313 90,491
Yotal Operuting Expenses 954,745 933,147 932,068
Operating Income 222,079 246,637 236,556
Other Income and (Deductions): :
Interest and dividend income 12,216 7,923 6,503
Income taxes 2,356 (581) 6,300
Allowance for equity funds used during construction — 721 1,295
Orher 9,991 (6,404 @,151)
Totzl Other Income 24,563 1,659 11,947
Income Before Interest and Other Charges 246,642 248,296 248,503
Interest
Interest on long-term debt 88478 95,391 101,027
Other interest 1,632 2,599 1,095
Allowance for borrowed funds used during construction (1,249) 764) (1,068)
Tital Fetevest Charges 88,861 97,226 101,054
Monthly Income Preferred Securities Dividend Requirements 7,921 — —
Net Income 149,860 151,070 147,449
Dividends on Preferred and Preference Stock 4,045 5,320 6,046
Earnings for Common Stodk $ 145815 $ 145750 $ 141,403
See notes 1 consolidated fonancial staternernts.
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CONSOLIDATED BALANCE SHEET

JTtem No:

H-13
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(Thousands of Dellarsy)
As of Decemnber 31,
ASSETS 1996 1995
Property, Plant and Equipment
Electric plant in service $4,272,623 34,262,670
Construction work in progress 45,059 38,134
Property held under capital leases 99,608 133,381
Property held for future use 190,821 216,633
Other 662 1,192
Gross property, plant and equipment 4,608,773 4,652,010
Less: Accurnulated depreciation and amortization (1,891,300) (1,673,107)
Total Property, Plant and Eqripmmernt — Net 2717473 2,978,903
Long-Term Investments:
Investment in DQE Commeon Svock 59,319 66,757
Other investments 102,948 102,648
Total Long-Term Irvestments 162,267 169,405
Current Assets:
Cash and temporary cash investroents 154,414 2,490
Receivables:
Electric custcaner acoounts receivable 92,475 103,821
Orher utility receivables 18,635 22,441
Other receivables 12,829 11,842
Less: Allowance for uncollectible acoounts (18,29%4) (17,920)
Receivables less allowance for uncollectible accounts 105,645 120,184
Less: Receivables sold — (7,000)
Total Recervables — Net 105,645 113,184
Materials and supplies (at average cost):
Coal 19,097 25454
Operating and constucton 52,669 53,298
Total Materials and Supplies 71,766 78,752
Other carrent assets 8,828 7,955
Total Garrent Assets 340,653 202,381
Other Non-Current Assets:
Regulatory assets 636,816 678,700
Other '39,877 38276
Total Ocber Non-Crrvent Assets 676,693 716,976
Total Assets $3,897,086 $4,067,665
Sex notes o consolidited fmamcial satements,
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CONSOLIDATED BALANCE SHEET

(Thousands of Dollars)
As of December 31,
CAPITALIZATION AND LIABILITIES . 1996 1995
Capitalization:
Common stock (authorized — 90,000,000 shares, issued and outstanding — 10 shares) $ —_ 3 —
Capital surplus 825,540 837,265
Retzined earnings 163,884 294,069
Total Commman Stockbolder’s Equity 989,424 1,131,334
Noa-redeemable preferred stock 63,608 63,608
Non-redeemable Monthly Income Preferred Securities 150,000 -
Non-redeemable preference stock 28,997 29,615
Toral preferred and preference stock before deferred ESOP benefit 242,605 93,223
Deferred employee stock owaership plan (ESOP) benefit (19,533) 22,257
Total Preferved and Preference Stock 223,072 70,966
Long-term debt 1,271,961 1,322,531
Toeed Capitalization 2,484,457 2,524,831
Obligations Under Capital Leases ' 28407 34,546
C Liabilic
Current maturities and sinking fund requirements 70,912 71,051
Acoounts payable 84,272 76,435
Accrued liabilities 59,620 53,930
Dividends declared 2,371 37,015
Other 4,613 9,191
Total Caorvent Lizhilities 221,188 247,622
Non-Current Liahilities:
Deferred income taxes-net 726,517 805,996
Deferred investment tax credits 106,201 115,760
Deferred income 139,075 162,916
Other 191,241 175,994
Total Non-Ciarverg Lickilities 1,163,034 1,260,666
Commitments and Contingendies (Note B through N)
Total Capitalization and Liabilities $3,897,086 $4,067,665
See nates to consolidired fnancial statements,
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" (Thousands of Dollars)
Year Ended Decernber 31,
1996 1995 1994
Net income $ 149,860 $ 151,070 $ 147449
Principal non-cash charges (credits) w net income:
Depreciation and amortization 216,338 190,679 163,114
Capital lease, nudlear fuel and other amortizaton 24,006 32,670 36,940
Deferred income taxes and investment tax credits ~ net (98,874) (41,410) (33411)
Phase-in plan revenues and related carrying charges — — 28,621
Changes in working capital other than cash (20,872) 30,656 (36,884)
Other 11,182 33,749 45315
Net Cash Provided By Operating Activigies 281,640 397,414 351,144
Sale of generating station 169,100 — —
Construction expenditures (88,546) (78,656) (94,315
Long-term investments (4,225) (62,854 (5,317)
Proceeds from disposition of investments 4,203 — —_
Other ' (700) 4,539 2,077
Net Casls Provided By (Used Ir) Irvesting Activities 79,832 (146,044) (97,555)
Cash Flows Used In Financing Activities:
Sale of bonds —_ — 114,110
Issuance of preferred stock 150,000 — —
Decrease in notes payable —_ —_ (10,990)
Dividends on capital stock (281,015) (150,059 (151,059
Reductions of long-term obligations:
Preferred and preference swock —_ 29,732) (39,958)
Long-term debt (50,812) (56,114) (114,835)
Capital leases (19,326) (26,373) (33,522
Orher (8,395) 2,506) (1431
Net Cash Used In Financing Activities (209,548) 264,784) (237,685
Net increase (decrease) in cash and temporary cash investments 151,924 (13,419 15,904
Cash and temporary cash investments at beginning of year 2,490 15,904 —
Cash and temporary cash investments at end of year $ 154414 § 249 $ 15904
SUPPLEMENTAL CASH FLOW INFORMATION
Interest (net of amount capitatized) $ 86,409 $ 95521 $ 102,944
Income taxes $ 165,948 $ 115504 $ 111,614
Non-cash investing and financing activities:
Capital lease obligations recorded £ 13,050 $ 14961 £ 16909
Contribution of DQE Common Swock from parent company s —_— by _— 3 19531
Preferred stock issued in conjunction with long-term investments S — $ 3,000 $ —

Ser notes to consolidated fmancial statements.
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STATEMENT OF CONSOLIDATED RETAINED EARNINGS

(Thousands of Dollars)
Year Ended Decermber 31,
1996 1995 1994
Balance at beginning of year $£294,069 $292319 $294,916
Net Income for the Year 149,860 151,070 147,449
Total 443,929 443 389 442 365
Cash dividends declared:
Preferred stock 2,712 3,870 4,592
Preference stock (net of tax benefit of ESOP dividend) 1,333 1,450 1,454
Common stock 276,000 144,000 144,000
Toul Cash Dividends Declared 280,045 149,320 150,046
Balance at end of year $163,884 $£294,069 £292,319
See notes v omwbidated financial statements.

NOTES T0 CONSOLIDATED FINANCIAL STATEMENTS

Consolidation

Duquesuz Light Company (Duquesne) is 2 whoily owned subsidiary of DQE, an energy
services holding company. Duquesne is engaged in the production, transmission, distribution and sale
of electric energy. Duquesne has one wholly owned subsidiary, Monongahela Light and Power which

makes long-term investments.

All material intercompany balances and transactions have been eliminated in the preparation of the
consolidated financial statemnents of Duquesne. :

Basis of Accounting

Dugquesne is subject to the accounting and reporting requirements of the Unired States Securites and
Exchange Commission (SEC). In addition, Duquesne’s operations are subject to regulation by the
Pennsylvania Public Utility Commission (PUC) and the Federal Energy Regulatory Commission
(FERC) under the Federal Power Act with respect to rates for interstate sales, transmission of electric
power, acoounting and other matrers.

Duquesne’s consolidated financial statements report regulatory assets and liabilities in accordance with
Statement of Finandial Accounting Standards No. 71, Accounting for the Effects of Certain Types of Regulation
(SEAS No. 71), and refiect the effects of the current ratemaking process. In accordance with SE4S No.

71, Duquesne’s consolidated financia! staternents reflect regulatory assets and liabilities oonsistent with
cost-based, pre-competition ratemaking regulations. (See “Rate Matters,” Notw F, on page 44.)

The preparation of finandial statements in conformity with generally accepted acoounting
principles requires management to make estimates and assumptions that affect the reported amounts
of assets and liabilities and disclosure of contingent assets and liabilities at the date of the financial state-
ments. The reported amounts of revenues and expenses during the reporting period may also be affected
by the estimates and assurnptions management is required to make. Actual results could differ from

those estimates.

Revenues from Sales of Hlectricity

Meters are read monthly and electric utility customers are billed on the same basis. Revenues are
recorded in the accounting periods for which they are billed, with the exception of energy cost recovery
revenues. (See “Energy Cost Rate Adjustment Clause (ECR)” discussion on page 40.)
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Duquesne’s Electric Service Territory

Duquesne provides electric service to customers in Allegheny County, including the City of Pittsburgh,
Beaver County and Westmoreland County. This represents approximately 800 square miles in south-
western Pennsylvania, located within a 500-mile radius of one-half of the population of the United States
and Canada. The population of the area served by Duquesne’s operations, based on 1990 census dam, is
approximately 1,510,000, of whom 370,000 reside in the City of Pitrsburgh. In addition to serving
approximately 580,000 direct customers, Duquesne also sells electricity to ather utilities.

Energy Cost Rate Adjustment Clause (ECR)

Through the ECR, Duquesne recovers (1o the extent that such amounts are not included in base rates)
nuclear fuel, fossil fuel and purchased power expenses and, also through the ECR, passes to its
customers the profits from short-term power sales w other utlides (collectively, ECR energy costs).
Nuclear fuel expense is recorded on the basis of the quantity of electric energy generated and indudes
such costs s the fee imposed by the United States Deparement of Energy (DOE) for future disposal and
ultimate storage and disposition of spent nuclear fuel. Fossil fuel expense includes the costs of ccal,
namral gas and fuel oil used in the generation of electricity.

On Duquesne’s statement of consolidated income, these ECR revenues are included as a component of
operating revenues. For ECR purposes, Duquesne defers fuel and other energy expenses for recovery, or
refunding, in subsequent years. The deferrals reflect the difference between the amount that Duquesne is
currenty collecting from customers and jts actnal ECR energy costs. The PUC annually reviews
Duquesne’s ECR energy costs for the fiscal year April through March, compares them to previously
projected ECR energy costs, and adjusts the ECR for over- or under-tecoveries and for two PUC-
established coal cost standards. (See “Deferred Coal Costs” and “Warwick Mine Costs” discussions,
Note F, on pages 45 and 46.)

.Over- or under-recoveries from customers are recorded in the consolidated balance sheet as payable
o, or receivable from, customers. At December 31, 1996 and 1995, $1.8 million and $5.8 million were
payable to customers and shown as other curvent Kabilities.

Under the Electricity Generation Customer Choice and Competition Act (Customer Choice Act), Duquesne
may replace the ECR effective April 1, 1997 by rolling its ECR energy costs intw its base rates. The
effect of this change would be to provide to Duquesne an opportunity to further mitigate its deferred
energy costs based upon its ability ro manage its energy costs. Under Duquesne’s PUC-approved
Mitigaton Plan, the level of energy cost recovery is capped at 1.47 cents per kilowatt-hour (KWH)
through May 2001. To the extent that projections do not suppott recovery of previously deferred costs
through this pricing mechanism, these costs would become transition costs subject w recovery through a
competitive transition charge (CTC). (See “Customer Chaice Act” and “Mitigation Plan”
discussions, Note F, on page 44.)

Maintenance

Incremental masntenance expense incurred for refueling outages at Duguesne’s nuclear units is deferred
for amortization over the period between refueling outages (generally 18 months). Duquesne accrues,
over the periods between outages, anticipated expenses for scheduled major fossil generating station out-
ages. Maintenance costs incurred for non-mn;or scheduled outages and for forced outages are charged to
expense as such costs are incurred.

Depreciation and Amortization

Depreciation of property, plant and equipment, including plant-refated intangibles, is recorded on
a straight-line basis over the estimated remaiuing useful lives of properties. Amortization of other
intangibles is recorded on a straight-line basis over a five-year period. Depreciation and amortization of
other propertes are calculated on various bases.
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Duquesne records decommissioning costs under the category of depreciation and amortization expense
and accrues a liability, equal to that amount, for nuclear decommissioning expense. On Duquesnes con-
solidated balance sheet, the decommissioning trusts have been reflected in other long-term investment,
and the related liability has been recorded as other non-aurrent liabilities. (See “Nuclear
Decommissioning” discussion, Note J, on page 49.)

Duquesne’s composite depreciation rate increased from 3.5 percent to 425 percent effective
May 1, 1996 and 3.0 percent to 3.5 percent effective January 1, 1995. Also in 1996, Duquesne expensed
$9 million related to the depreciation portion of deferred rate synchronization costs in conjunction with
Duquesne’s Mitgation Plan.

Income Taxes

Duquesne uses the liability method in computing deferred taxes on all differences between book and
tax bases of assets. These book/tax differences occur when events and transactions recognized for finan-
cial reparting purposes are not recognized in the same period for tax purposes. The deferred tax
liability or asset is also adjusted in the period of enactment for the effect of changes in tax laws or rates.

Duquesne recognizes a regulatory asset for the deferred tax liabilities that are expected to be
recovered from customers through rates. (See “Rate Matrers,” Note F, and “Income Taxes,” Note H, on
pages 44 and 46.)

Duquesne reflects the amortization of the regulatory tax receivable resulting from reversals of
defesred taxes as depredation and amortization expense. Reversals of accumulated deferved income taxes are
included in fncomze tax expense.

When applied to reduce Duquesne’s income tax liability, investment tax credits related w

electric uulity property generally are deferred. Such credits are subsequently reflecred, over the lives of
the related assets, as reductions to #resmre tax expense.

Property, Plant and Equipment

The asset values of Duquesne’s properties are stated at original construction cost, which includes
related payroll taxes, pensions and other fringe benefits, as well as administrative and general costs. Also
included in original construction cost is an allowance for funds used during construction (AFC), which
represents the estimated cost of debt and equity funds used w finance construction.

Additons t, and replacements of, property units are charged t plant accounts. Mainwnance, repairs
and replacement of minor items of property are recorded as expenses when they are incurred. The costs
of properties that are retired (plus remowval costs and less any salvage value) are charged w accumulsted

depreciation and amortization.
Substantally all of Duquesne’ properties a-e subject w a first mortgage Hen.

Asset Impairment

The effects of adopting Statement of Finandal Accounting Standards No. 121, Aamwmugﬂrr the
; of Long-Lived Assets and for Long-Lived Assets to Be Dispased Of (SEAS No. 121), on January 1,
1996 did not have a marerial impact on Duquesne financial position, results of operations or cash ﬁows,
based on the current regulatory structure in which it operates. As competitive factors influence pricing in
the utility industry, this assessment may change in the future. The general requirements of SEAS No. 121
apply to non-current assets and require impairment to be considered whenever evidence suggests that it
is no longer probable that future cash flows in an amount at least equal to the asset book value will result
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Stock-Based Compensation

Statement of Financial Accounting Standards No. 123, Accounting for Stock-Based Compmwuon
(SFAS No. 123) encourages, but does not require, companies w record compensation cost for stock-based
employee compensation plans at fair value. Duquesne has chosen to continue to account for stock-based
compensation using the intrinsic value method prescribed in Accounting Pringiples Board Opinion No. 25,
Accounting for Stock Lsued to Employess, and related interprerations. Accordingly, compensation cost for
swock options is measured as the excess, if any, of the quoted market price of DQES stock at the date of
the grant over the amount an employee must pay to acquire the stock. Compensation cost for stock
appreciation rights is recorded annually based on the quoted market price of DQE% stock at the end of

the period.

Temporary Cash Investments .
‘Temporary cash investments are short-term, highly liquid investments with original maturites
of three 6r fewer months. They are stated at marker, which approximares cost. Duquasne considers

temporary cash investments o be cash equivalents.

Redassifications
The 1995 and 1994 consolidated financial statements have been reclassified to conform with acoount-
ing presentations adopted during 1996. ,

Duquesne and an unaffiliated corporation have an agreement that entiles Duquesne to sell, and the
corporation to purchase, on an ongoing basis, up t $50 million of accounts recetvable. Duquesne had
no veceivables sold at December 31, 1996. At December 31, 1995, Duquesae had sold $7 million of
receivables to the unaffiliated corporation. The accounts receivable sales agreement, which expires in
June 1997, is one of many sources of funds available to Duquesne. Duquesne has not determined, but
may attempt to extend the agreement or to replace the facility with a similar arrangement or to eliminate
it upon expiration.

Changes In Working Capital Other than Cash

1996 1995 19%

_ (Amounts in Thousends of Dollars)
Receivables . § 7,539 $ 19,131 $ 6,708
Matzrials and supplies 1,286 9,994 2,932
Other current assets (873) 7,840 (6,929)
Accounts payable . 9,437 15,781 (23,816)
Otber curvent liabilities : (38,261) (22,090) (15,779
Total : $(20,872) $ 30,656 $(36,334)

In addition to its wholly owned generating units, Duquesne, together with other electric utilities, has
an ownership or leasehold interest in cernin jointly owned units. Duguesne is required to pay its share
of the construction and operating costs of the units. Duquesne’ share of the operating expenses of the
units is included in the statement of consolidated income.
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Generating Units at December 31, 1996

Generating Ner Udlity Fuel
Unit Capability Plant Source
(Megawarss) (Millions of Dollary)
Cheswick 570 $ 1202 Coal
Elrama (2) ‘ 487 98.0 Coal
Eastake Unit § 186 394 Coal
Sammis Unit 7 187 49.5 Caoal
Bruce Mansfield Unit 1 (2) 228 65.5 Coal
Bruce Mansfield Unit 2 (a) 62 189 Coal
Bruce Mansfield Unit 3 (3) 110 493 Coal
Beaver Valley Unit 1 (b) 385 2159 Nudear
Beaver Valley Unit 2 (cXd) 113 143 Nudlear
Beaver Valley Common Fadilities 153.2
Perry Unit 1 () 164 308.5 Nudlear
Brunot Island (§ 178 231 Fuel Oil
Total 2,670 1,246.3
Property held for fomre use:
Brunot Esland (f) 128 28.5 Fuel Oil
Phillips (a) 300 783 Coal
Total Generating Unils 3,098 $1,353.1

(2 The unit is equipped with flue gas desulfurization equi

® TthtdmRzgulmyCmmmm(NRC)lmgrmdalmuﬁcmm&umthamayzom

(© Or October 2, 1987, Draquesne sold its 13.74 percent interest in Beaver Valley Unit 2 wus
baedntbachthemhwmimdﬂ:mmnﬂmmﬁcﬂm.hmdwmm
facilities not sold and subsequent lezsehaold improvements,

@ The NRC has granmed 2 license to operate throngh May 2027.

(&) The NRC has granted a license to operate through Manch 2026.

@) A portion of the proceeds of the sale of the Fr. Martin Power Starion is expected to be used to fund
reliahility enhancements w the Brunot kland (BI) Unit 3 combustion turbine. The reliahility
enhancements are contingent upon the projects meeting a least-oost test versus other potential sources of
peaking capacity. BI Units 22 and 2b were maoved from properey beld for figure use to electric plart in service
in 1996, in accordance with Duquesne’s Mitigation Plan. (See “Mitigation Plan” discussion, Note F, on
Rge#.)

At December 31, 1996 and 1995, the fair market value of Duquesne’s investment in DQE common
stock was $59.3 million and $66.8 million. At December 31, 1996 and 1995, the cost of Duquesne’s
investment in DQE common stock was $40.3 million and $43.9 million.

Duquesne makes equity investments in affordable housing. At December 31, 1996, Duquesae had
investments in eight affordable housing developments.

Deferred income primarily relates to Duquesne’ lease investments. Deferred amounts will be rec-
ognized as income over the lives of the underlying lease investments over periods generally not

exceeding five years.

Duquesne’s other investments are primarily in assets of nuclear decommissioning trusts and mar-
kerable securities. In accordance with SEAS No. 115, these investments are classified as available-for-
sale and are stated at market value. The amount of unrealized holding gains related to marketable
securities at both December 31, 1996 and 1995 are $19.0 million and $22.9 million ($11.1 million and
$13.4 million net of tax).
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Customer Choice Act

Under the Customer Choice Act, which went into effect on January 1, 1997, Pennsylvania has become
a leader in custwomer choice. The Customer Choice Act will enable Pennsylvania’ electric nulity cus-
tomers to purchase electricity at market prices from a variety of electric generation suppliers (customer
choice). Electric uality restructuring will be acoomplished through a two-stage process consisting of a
pilot period (running through 1998) and a phase-in period (1999 through 2001). Before the phase-in to
customer choice begins in 1999, the PUC expects uulities w take vigorous steps to mitigate transition
costs as much as possible without increasing the price they currendy charge customers. The PUC will
determine what portion of a utlity’s remaining transidon costs will be recoverable from customers
through a CT'C. This charge will be paid by consumers who choose alternative generation:suppliers as
well as customers who choose their franchised utility. The CTC oould last as long as 2005, providing a
utility 2 wtal of up t nine years w recover transition costs. An overall four-and-one-half year price cap
will be imposed on the transmission and distribution charges of electric utility companies. Additdonally,
electric utility companies may not increase the generation price component of prices as long as ransition

.costs are being recovered, with certain exceptions. If 2 utility ultimately is unable to recover its transidon

costs within this pricing soructure and timeframe, the costs will be written off.

Mitigation Plan

Duquesne has taken a number of steps t mitigate its potential transition costs. In addition to the steps
taken during the last 10 years to prepare for competition, effective January 1, 1995, Duquesne accelerat-
ed its rate of depreciation on its fixed nuclear assets without seeking a rate increase to recover the addi-
donal costs. On Ocwober 31, 1996, the sale of Duquesne’s ownership interest in the Ft. Martin Power
Sution (Fr. Martin) was completed. Ft. Martin Unit 1 was owned 50 percent by Duquesne and 50 per-
cent by its operator, Allegheny Power System. The sale and a plan, to be funded in part by the proceeds
of the Fr. Martin transaction, were approved by the PUC on May 23, 1996. Under the approved plan,
Duquesne will not increase its base rates for a period of five years through May 2001. In addidon,
Duguesne recorded in October 1996 a one-time reduction of approximately $130 million in the book
value of Duquesne’s nuclear plant investment. The proceeds from the sale are expected o be used w fund
reliability enhancements to the BI Unit 3 combustion turbine and to redace Duquesne’s capitalization.
The approved plan also provides for incremental increases of $25 million in depreciation and amortization
expense in 1996, 1997 and 1998 related to Duquesne’s nuclear investment, as well as additional annual
contributions to its nuclear plant decommissioning funds of $5 million, without any increase in existing
electric rates. Also, Duquesne will record an annual $5 million credit to the ECR during the plan petiod
w compensate Duquesne’s customers for lost profits from any short-term power sales foregone by the
sale of its ownership interest in Fr. Martin. In addition, Duquesne will cap.energy costs, beginning Aprii
1, 1997 through the remainder of the plan period, at a historical five-year average of 1.47 cents per
KWH. In accordance with the approved plan, Duquesne has expensed $9 million related to the depreci-
ation portion of the deferred rate synchronization costs associated with Beaver Valley Unit 2 (BV Unit 2)
and Perry Unit 1. Duquesne’s approved plan provides for the amortization of the remaining deferred
rate synchronization costs over a 10-year period. At December 31, 1996, the unamortized portion of
these costs totzled $41.4 million, net of deferred fuel savings related w the two units. (See “Deferred
Rate Synchronizaton Costs” discussion on page 45.) Finally, Duquesne’s approved plan also provides for
annual assistance of $0.5 million tw low-income customers.

Regulatory Assets

As a result of the application of SE4S Na. 71, Duquesne records regudatory assets on its consolidated bal-
ance sheet. The regulatory asets represent probable future revenue to Duquesne because provisions for
these costs are currendy included, or are expected w be included, in chargas o electric udlity
customers throngh the ratemaking process.

A company’s electric utility operations or a portion of such operations could cease to meet the SFAS
No. 71 criteria for various reasons, including a change in the FERC reguladons or the competition-related
changes in the PUC regulations. (See “Customer Choice Act” discussion above.) Duquesne currendy
believes its electricity generating assets and related regulatory assets continue to satisfy these crireria in
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light of the transition to compettive generation under the Customer Choice Act. Should any portion of
Duguesne’s electric utility operations be deemed to no longer meet the SEAS Ne. 7/ criteria, Duquesne

may be required o write off any above-marker cost assets, the recovery of which is uncertain, and any reg-
ulatory assets or liabilities for those operatons that no longer meet these requirements.

Regulatory Assets at December 31
1996 1995
{(Amounts in Thousands of Dollars)

Regulatory tax receivable (Note H) $394,131 $414,543
Unamortized debt costs (Note KXa) . 93,299 98,776
Deferred rate synchronization costs (see below) 41,446 51,149
Beaver Valley Unit 2 sale/leaseback premium (Note I)Xb) 30,059 31,564
Deferred emplayee costs (c) 29,589 31,218
Deferred nuclear maintenance outage costs (Note A) 13,462 6,776
Deferred ooal costs (see below) 12,191 12,753
DOE decontamination and decommissioning receivable (Note J) 9,779 10,687
Extraordinary property loss (d) — 8,300
Orther 12,860 12,934

Tl Regudatory Assets $636,816 $678,700

() Thep:unnnnspmdnomnqmmdebtpnormsched:ﬂedmammydamam deferred for amortization
over the life of the debt issued to finance the reacquisitions.
(b) The premium paid to refinance the BV Unit 2 lease was deferred for amortization over the life of the lease.
(c) Includes amounts for recovery of accrued compensated abeences and accred claims for workers’ compensation.
(d) During the third quarter of 1996, Duquesne completed recovery of its investient in Perry Unit 2.

Deferred Rate Synchronization Costs

In 1987, the PUC approved Duquesne’s petition o defer initial operating and other costs of BV Unit
2 and Perry Unit 1. Duquesne deferred the costs incurred from November 1987, when the units went
into commercial operation, until March 1988, when a rate order was issued. In its rate order, the PUC
postponed ruling on whether these costs would be recoverable from Duquesne’s customers, Duquesne is
not ezming a return on the deferred costs. (See “Mitigation Plan” discussion on page 44.)

Deferred Coal Costs

The PUC has established two market price coal cost sandards for Duguesne. One appliés only to coal
delivered at the Bruce Mansfield Power Station (Bruce Mansfield). The other, the system-wide coal cost
standard, applies to coal delivered to the remainder of Duquesne’s system. Both standards are updated
monthly to refiect prevailing market prices of similar eoal. The PUC has directed Duquesne to defer
recovery of the delivered cost of coal to the extent that such cost exceeds generally prevailing market
prices for similar coal, as determined by the PUC. The PUC allows deferred amounts to be recovered
from customers when the delivered costs of coal fall below such PUC-determined prevailing market
prices.

In 1990, the PUC approved a joint petiton for setlement that clarified certain aspects of the system-
wide coal cost standard. Duquesne has exercised options to extend the coal cost standard through March
2000. The unrecovered cost of Bruce Mansfield coal was $9.6 million and $8.4 million, and the unrecov-
ered cost of the remainder of the system-wide coal was $2.6 million and $4.4 million at December 31,
1996 and 1995. Duquesne believes that all deferred coal costs will be recovered.
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Warwick Mine Costs

The 1990 joint pettion for settlement also recognized costs at Duquesne’s Warwick Mine, which had
been excluded from rate base since 1981, and allowed for recovery of such costs, including the costs of
uldmately closing the mine. (See “Deferred Coal Costs” discussion on page 45.) In 1990, Duquesne
entered into an agreement under which an unaffiliated company will operate the mine until March 2000
and sell the coal produced. Production began in late 1990. The contract aperator at Warwick Mine noti-
fied Duquesne that its financial circumstances and geologic conditions caused it to cease operations late
in 1996. Therefore, Duquesne is pursuing its remedies and is cwrently negotiating to retain an operator
for the mine as a smaller sized operation. Additionally, Duquesne will continue to purchase coal on the
open market. In the past year, the Warwick Mine supplied slightly less than one-fifth of the coal used in
the production of electricity at Duquesne’s wholly owned and jointly owned plants, This change should
not impact Duquesne’s ability to recover all of its invesanent in Warwick Mine, the $2.6 million of unre-
covered system-wide oost of coal which excludes Bruce Mansfield, or wo accrue funds for futare Liabili-
des. It is anticipated that this effort will be successfully completed by March 31, 2000 when the
system-wide coal cost cap expires.

Costs at the Warwick Mine and Duquesne’s investment in the mine are expected o be recovered
through the cost of coal in the ECR. Recovery is subject to the system-wide coal cost standard and the
cap agreed to as part of Duquesne’s Mitigation Plan. Duquesne also has an opportunity to earn a return
on its investment in the mine through the cost of coal during the period of the system-wide coal cost
standard, including extensions. At December 31, 1996, Duquesne’s net investment in the mine was
$11.4 million. The current estimated liability for mine closing, including final site reclamation, mine
water weamment and cerrain labor liabilities, is $47.6 million, and Duquesne has recorded a liability on the
consolidated balance sheet of appraximately $20.2 million toward the:ie costs.

Property Held for Future Use

In 1986, the PUC approved Duquesne’s request to remove Phillips Power Station (Phillips) and a por-
ton of Brunot Island (BI) from service and from rate base. In accordance with Duquesne’s Mitigation
Plan, 112 MWs related to BI Units 2a and 2b were moved from property beld for future use to electric plant
in service in 1996. Duquesne expects w recover its investnent in BI Units 3 and 4, which remain in
property beld for future use through future electricity sales. Duquesne believes its investment in BI will be
necessary in order to meet future business needs. A portion of the proceeds of the sale of Ft. Martin is
expected to be used to fund reliability enhancements o the BI Unit 3 combustion turbine. The reliability
enhancements are contingent upon the projects meeting a least-cost test versus other potential sources
of peaking capaciry. (See “Mitigation Plan” discussion on page 44.) Duquesne is analyzing the effects of
customer choice on its future generating requirements. Duquesne is planning to seek recovery of its
investment and associated costs of Phillips through 2 CTC. In the event that market detnand, transmission
access Or rate recovery do not support the utlization of these plants, Duquesne may have to write off
part or all of these investments and associated costs. At December 31, 1996, Duquesne’ net of tax
investment in Phillips and BI held for future use was $53.6 million and $172 million.

At December 31, 1996, Duquesne had a $15¢ million extendible revolving credit arrangement expir-
ing in October 1997. Interest rates can, in accordance with the option selected at the time of the bor-
rowing, be based on prime, Eurodollar or certificate of deposit rates. Commitment fees are based on the
unborrowed amount of the commitment. The credit fadility contains a two-year repayment period for
any amount outstanding at the expiration of the revolving credit period. At December 31, 1996 and
1995, there were no short-term borrowings outstanding.

Since DQE’ formation in 1989, Duquesne has filed consolidated federal income tax returns with its
parent and other companies in the affiliated group. The annual federal corporate income tax returns
have been audited by the Internal Revenue Setvice (IRS) for the tax years through 1992. The tax years
1993 through 1996 remain subject to IRS review. Duquesne does not believe that final settlement of the
federal income tax returns for the years 1991 through 1996 will have 2 materially adverse effect on its
financial positon, results of operatons or cash flows.
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Deferred Tax Assets (Liabilities) at December 31 .
' 1996 1995

o , (Aimounts in Thousands of Dollars)
Investment tax credits unamortized : $ 44,067 $ 48,033
Gain on sale/leaseback of BV Unit 2 61,131 64,124
_ Tax benefit — long-term investments . 139,075 164,582
Other C 19,144 41,509
Deferred tax assets 263,417 318,248
Property depreciation - (785,950) (871,539)
Regulatory assets _ (150,346) (172,008)
Loss on reacquired debt unamortized - (33,33)) (35,340)
Other (20,307) (45,357)
Deferred tax liabiliries (989,934) (1,124244)
Net Deferred Tx: Liahilities $ (726,517  $ (805,996)
Income Taxes
1996 1995 1994
(Amounts in Thousands of Dollars)
Currently payable: Federal $ 95524 $ 103,271 3§ 90,157
State 29,325 30,453 33,000
Deferred - net: Federal (30,950) (28,381) (20,058)
State 697 (5,778) (7,232)
Investment tax credits deferred — net (7,838 (7,252, (5,376)
Tial Inchuded in Operatirg Expenses 85,364 92,313 90,491
Included in other income and deductions:
Currendy payable: Feder:l 42,323 2,199 {5,961)
State 14,710 (1,619 406
Deferred — net: Federal {43,493) 442 99
State (14,176) 137 (39)
Investment tax credits (1,720) {578) (607)
Total lndided in Other Inarme and Deductions (2,356) 581 {6,300
Toeal Fnooene Tax Experse $ 83,008 $§ 928% 3 84,19

Total income taxes differ from the amount computed by applying the statutory federal income tax rate
W income before income taxes.

Income Tax Expense Reconciliation
1996 1995 1994
(Amaunts in Theusands of Dollars)
Computed federal income tax at statatory rate $ 81,504 $ 85387 $ 81,074
Increase (decrease) in taxes resulting from:
State income taxes, net of federal income tax benefits 18,955 15,076 16,988
Amortization of deferred investment tax credits {9,559) (7,831) {5,983)
Revenue requirement adjustment to regulatory taxes — — (12,178)
Other (7,892) 262 429%
Tt Bcome Tax Expense $ 83,008 $ 923% § 8419
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Duquesne leases nuclear fuel, a portion of a nuclear. generating plant, certain office buildings, comput-
er equipment, and other property 2nd equipment.

Capital Leases at December 31
1996 1995
(Amounts in Thousands of Dollars)
Nuclear fuel $ 79,103 $ 112,573
Electric plant 20,505 20,808
Total 99,608 133,381
Less: Accumulated amortization (47,670) (74,874
Property Held Under Capital Leases — Net @) $ 51,938 $ 58,507

(3} Includes $2,618 in 1996 and $2,910 in 1995 of capital lesses with associared obligations retired.

In 1987, Duquesne sold and leased back its 13.74 percent interestin BV Unit 2; the sale was exclusive
of transmission and common facilities. The total sales price of $537.9 million was the 2ppraised value of
Duquesne’s interest in the property. Duquesne subsequently leased back its interest in the unit for a term
of 29.5 years. The lease provides for semi-annual payments and is accounted for as an operating lease.
Duquesne is responsible under the verms of the lease for all costs of its interest in the unit. In December
1992, Duquesne participated in the refinancing of collateralized lease bonds to take advantage of lower
interest rates and reduce the annual lease payments. The bonds were originally issued in 1987 for the
purpose of partially financing the lease of BV Unit 2. In accordance with the BV Unit 2 lease agreement,
Dugquesne paid the premiums of approximat!y $36.4 million s 2 supplemental rent payment to the
lessors. This amount was deferred and is being amortized over the remaining lease term. At December
31, 1996, the deferred balance was approximately $30.1 million.

Leased nuclear fuel is amortized as the fuei is burned and charged o fuel and purchased power expense on
the statement of consolidated income. The amortization of all other leased property is based on rental
paymeats made. These lease-related expenses are charged w operating expenses on the statement of con-
solidared income.

Summary of Rental Payments
1996 1995 1994
(Armounts in Thousands of Dollars)
Operating leases $ 59,503 $ 57617 £ 56,437
Amortization of capital leases 19,378 26,705 33,596
Interest on capital leases 3,703 4,332 4,996
Total Rental Payments $ 82584 $ 88,654 S 95,029
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Future Mimimum Leose Payments
Operating Leases  Capital Leases

Year Ended December 31, (Amounts tn Thousands of Dollars)
1997 $ 57,001 $ 24,186
1998 56,876 11,380
1999 X 56,869 6,516
2000 56,830 4,166
2001 56,745 2,481
2002 and thereafter 846,852 18,555

Totul Mirrreure Lease Paymerss $1,131,173 $ 6728+
Less: Amount representing interest o (17,964)
Present value of minimum lease payments for capital leases (z) $ 49,320

(a) Inclades current obligations of $20.9 million at December 31, 1996.

Future minimum lease payments for capital leases are relared principally to the estitnated use of nucle-
ar fuel financed through leasing arrangements and building leases. Future minimum lease payments for
operating leases are related principally to BV Unit 2 and cerwain corporate offices.

Future payments due to Duquesne, as of December 31, 1996, under subleases of certain corporate
office space are approximately $4.5 million in 1997, $4.6 million in 1998 and $18.5 million thereafter.

Construction

Duquesne estimates that it will spend, excluding AFC and nudear fuel, approximately $110 million,
$110 million and $95 million for construction during.1997, 1998 and 1999. These estimates also exclude
any potential expenditures for reliability enhancements w the BI Unit 3 combustion turbine.
(See “Mitigation Plan” discussion, Note E on page 44.)

Nuciear-Related Matters

Duquesne has an ownership interest in three nuclear units, two of which it operates. The operation
of a nuclear fadlity involves special risks, potential liabilities, and specific regulatory and safety
requitements. Specific information about risk management and potential liabilities is discussed below.

Nuclear Decommissioning. The PUC ruled that recovery of the decommissioning costs for Beaver
Valley Unit 1 (BV Unit I) could begin in 1977, and that recovery for BV Unit 2 and Perry Unit 1 could
begin in 1988. Duquesne expe~ts to decommission BV Unit 1, BV Unit 2 and Perry Unit 1 no earlier
than the expiration of each plant’s operating license in 2016, 2027 and 2026. At the end of its operating
life, BV Unit 1 may be placed in safe storage untl BV Unit 2 is ready to be decommissioned, at which
time the units may be decommissioned wogeth-r.

Based on site-specific studies finalized in 1992 for BV Unit 2, and in 1994 for BV Unit 1 and Perry
Unit 1, Duquesne’s share of the toral estimated decommissioning costs, including removal and decon-
tamination costs, currendy being used to determine Duquesne’s cost of service, is $122 million for BV
Unit 1, $35 million for BV Unit 2, and $67 million for Perry Unit 1. A smdy will be performed in 1997
to update Duquesne’s estimated decommissioning costs of BV Unit 1 and BV Unir 2.

On July 18, 1996, the PUC issued a Propased Policy Statemnent Regarding Nudear Decommissioning Cost
Estimation and Cust Recovery for the purpose of obtzining comments from the public. The proposed pol-
icy includes guidelines for a site~specific study to estimate the cost of decommissioning. Guidelines
require that studies be performed at least every five years, address radiological and non-radiological
costs, and include a contingency factor of not more than 10 percent. Under the proposed policy, annual
decommissioning funding levels are based on an annuity calculaton recognizing inflation in the cost
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estimates and earnings on fund assers. With respect to the.transition to 2 competitive generation
market, the Customer Choice Act requires that utlities include a plan to mitigate any shortfall in
decommissioning trust fund payments for the life of the facility with any future decommissioning filings.
Consistent with this requirement, Duquesne has increased its nuclear decommissioning funding by
$5 million under the PUC-approved plan for the sale of Duquesne’s ownership interest in Ft. Martin.
(See “Mingation Plan” discussion, Note F, on page 44.) These addidonal annual conwibudons bring
the total annual funding to approximately $9 million. Also, on October 17, 1996, the PUC adopted an
Accounting Order filed by Duquesne to recognize the increased funding as part of Duquesne’s cost
of service. Duquesne expects to receive approval from the IRS for qualification of 100 percent of
additional nuclear decornmissioning wust funding for BV Unit 2 and Perry Unit 1, and 79 percent for
BV Unir 1.

Funding for nuclear decommissioning costs is deposited in external, segregated trust acocounts and
may be invested in a portfalio of corporate common stock and debt securities, municipal bonds, certificates
of deposit and United States government securities. Trust fund earnings inerease the fund balance and
the recorded liability. The market value of the aggregate trust fund balances at December 31, 1996
totaled approximately $33.7 million.

Nuclear Insurance. The Price-Anderson Amendments o the Atomic Energy Act of 1954 limit public lia-
bility from a single incident at a2 nuclear plant to $8.9 billion. The maximum available private primary
insurance of $200 million has been purchased by Duquesne. Additional provection of $8.7 billion would
be provided by an assessment of up to $79.3 million per incident on each nuclear unit in the United
States. Duquesne’ maximum total possible assessment, $59.4 million, which is based on its ownership or
leasehold interests in three nuclear generating units, would be limited to a raaximum of $7.5 million per
incident per year. This assessment is subject to indexing for inflation and may be subject to state premium
taxes. If funds prove insufficient to pay claims, the United Stztes Congress could impose other revenue-
raising measures on the nuclear industry.

Duquesne’s share of insurance coverage for property damage, decommissioning and decontamination
liability is $1.2 billion. Duquesne would be responsible for its share of any damages in excess of insur-
ance coverage. In addition, if the property damage reserves of Nuclear Electric Insurance Limited
(NEIL), an industry mutual insurance compairy that provides a portion of this coverage, are inadequate
to cover claims arising from an incident at any United States nuclear site covered by that insurer,
Duquesne could be assessed retrospective premiums totaling 2 maximum of $7.3 million.

In addition, Duquesne participates in a NEIL program that provides insurance for the increased cost
of generation and/or purchased power resulting from an accidental outage of a nuclear unit. Sabject to
the policy limit, the coverage provides for 100 percent of the estimated incremental costs per week dur-
ing the 52-week period starting 21 weeks after an accident and 80 percent of such estimate per week for
the following 104 weeks, with no coverage thereafter. If NEILs losses for this program ever exceed its
reserves, Duquesne could be assessed retrospective premiwms totaling a maximum of $3.5 million.

Begver Valley Power Station (BVPS) Steam Generators.  BVPS’ two units are equipped with steam
generators designed and built by Westinghouse Electric Corporation (Westinghouse). Similar to other
Westinghouse nuclear plants, outside diameter stress corrosion cracking (ODSCC) has occurred in the
steam generator tubes of both units. BV Unit 1, which was placed in service in 1976, has required
removal of approximately 15 percent of its steam generator tubes from service through a process called
“plugging.” However, BV Unit 1 continues to have the capability to operate at 100 percent reactor
power and has the ability o return tubes to service by repairing them through a process called “sleev-
ing.” To date, no tubes at either BV Unit 1 or BV Uit 2 have been sleeved. BV Unit 2, which was
placed in service 11 years after BV Unit 1, has not yet exhibited the degree of ODSCC experienced at
BV Unit 1. Approximately 2 percent of BV Unit 2’ tubes are plugged; however, it is too early in the life
of the unir to determine the extent to which ODSCC may become a problem.
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Duquesne has undertaken certain measures, such as increased inspections, water chemistry control
and tube plugging, to minimize the operational impact of and to reduce susceptbility to ODSCC.
Although Duquesne has taken these steps to allay the effects of ODSCC, the inherent potential for
furure ODSCC in steamn generator tubes of the Westinghouse design still exists. Material acceleration in
the rate of ODSCC could lead 1 a loss of plant efficiency, significant repairs or the possibie replacement
of the BV Unit ] steam generators. The total replacement cost of the BV Unit 1 steamn generators is
currendy estimated at $12§ million. Duquesne would be responsibie for $59 million of this totl, which
includes the cost of equipment removal and replacement steam generators but excludes replacement
power costs. The earliest that the BV Unit [ steam generators could be replaced during a scheduled
refueling outage is the fall of 2000.

BV Unit 1 completed its 11th refueling outage on May 11, 1996. The outage lasted 49 days and was
the shortest refueling outage in the history of the unit. During the outage, various inspections of the
unit’s steam generators were made, including examinations using a new “Plus Point” probe. As a result of
these inspections, Duquesne returned to service tubes that had previously been plugged. Foliowing the
refueling outage, 85 percent of the steam generator tubes were in service, approximately 1 percent more
than at the beginning of the outage.

BV Unit 2 completed its sixth refueling outage on December 16, 1996. The outage lasted 107 days
due to unanticipated repairs to two residual heat removal pumps and reactor head vent valves. Various
inspections of the unit’s steam generators, including inspections using the Plus Point probe, were com-
pleted. Upon mmpleuon of the outage, approximately 98 percent of the umt’s steam generator tubes
remained in service.

Duquesne continues to explore 2l viable means of managing ODSCC, including new repair
technologies, and plans to continue to perform 100 percent tube inspections during future refueling
outages, which occur at, approximately, 18-month intervals for each unit. Duquesne will continue o
monitor and evaluate the conditon of the BVPS steam generators.

Spent Nuclear Fuel Disposal. The Nudear Waste Policy Act of 1982 esmblished a policy for
handling and disposing of spent nuclear fuel and a policy requiring the establishment of 2 final repository
to accept spent nuclear fuel. Electric utility companies have entered into contracts with the DOE for the
permanent disposal of spent nuclear fuel and high-level radicactive waste in compliance with this legisla-
tion. The DOE has indicated that its repository under these contracts will not be available for acceptance
of spent nuclear fuel before 2010. On Jaly 23, 1996, the U.S. Court of Appeals for the District of
Columbia Circuit, in response to a suit brought by 25 electric udlities and 18 states and state agencies,
unanimously ruled that the DOE has a legal obligation to begin taking spent nudear fuel by January 31,
1998. The DOE has not yet established an interim or permanent sworage facility, and has indicated that
it will be unable to begin acceptance of spent nuclear fuel for disposal by January 31, 1998. Further,
Congress is considering amendments to the Nudear Waste Policy Act of 1982 that could give the DOE
authority to proceed with the development of a federal interim storage facility. In the event the DOE
does not begin accepting spent nuclear fuel, existing cn-site spent nuclear fuel storage capacities at BV
Unit 1, BV Unit 2 and Perry Unit 1 are expected w be sufficient until 2016 (end of operating license),

2013 and 2011, respectively.

On January 31, 1997, Duquesne joined 35 other electric utilities and 46 states, state agencies and reg-
ulatory commissions in filing a suit in the U.S. Court of Appeals for the District of Columbia against the
DOE. The suit requests the court to suspend the utilities’ payments into the Nuclear Waste Fond and o
place fature payments into an escrow account undl the DOE fulfills its obligation to accept spent nuclear
fuel. Significant addidonal expenditures for the storage of spent nuclear fuel at BV Unit 2 and Perry
Unit 1 could be required if the DOE does not fulfill its obligation to accept spent nuclear fuel.
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Uransums Envichment Decontamination and Decommissioning.  Nuclear reactor licensees in the
Unired States are assessed annually for the decontamination and decommissioning of DOE uranium
enrichment facilities. Assessments are based on the amount of uranium 2 utility had processed for
enrichment prior to enactment of the National Energy Policy Act of 1992 (NEPA) and are o be paid by
such utilities over 2 15-year period. At December 31, 1996, Duquesne’ liability for contributions was
approximately $9.3 million (subject w an infladon adjustment). Conmbuuons, when made, are currently
recovered from customers through the ECR.

Fossil Decommissioning

In Pennsylvania, current ratemaking does not allow utlities to recover future decornrmsmomng COStS
through depreciation charges during the operating life of fossil-fired generating stations. In 1996, the
Finandial Accounting Standard Board issued an exposure draft, Acounting for Certain Liabilities Related to
Clasure or Removal of Long-Lived Assets. The primary effect of this exposure draft would be to change the
way Duquesne acoounts for nuclear and fossil decommissioning costs. The exposure draft calls for
recording the present value of estimated future cash flows to decommission Duquesne’s nuclear and fos-
sil power plants as an increase to asset balances and as 2 liability. This amount is currenty estimated o
be $299.5 million. Duquesne will seek to recover these costs through a CTC.

Guarantees

Dhuquesne and the other owners of Bruce Mansfield have guaranteed certain debt and lease obliga-
tions related to a coal supply contract for Bruce Mansfield. At December 31, 1996 Duquesne’ share of
these guarantees was $20.3 million. The prices paid for the coal by the companies under this contract are
expected t be sufficient to meet debr and lease obligations to be satisfied in the year 2000. (See “Deferred
Coal Costs” discussion, Note F, on page 45.) Th.e minimum future payments o be made by Duquesne
solely in relation w these obligations are $5.9 million in 1997, $5.6 million in 1998, $5.3 million in 1999,
and $4.2 million in 2000. Duquesne’s total payments for coal purchased under the contract were $26.9
million in 1996, $28.9 million in 1995, and $23.3 million in 1994.

Residual Waste Management Regulations

In 1992, the Pennsylvania Department of Environmental Protection (DEP) issued Residual Waste
Management Regulations governing the generation and management of non-hazardous residual waste,
such as coal ash. Duquesne is assessing the sites it utilizes and has developed compliance strategies thar are
currentdy under review by the DEP. Capital costs of 32.5 million were incurred by Duquesne in 1996 w
comply with these DEP regulations. Based on information currendy available, an additional $2.8 million
will be spentin 1997. The addidonal capirtal cost of compliance through the year 2000 is estimared,
based on current information, to be $15 million. This estimate is subject to the results of groundwater
assessments and DEP final approval of compliance plans.

Employees

In November 1996, Duquesne reached an agreement on a three-year contract extension through
September 30, 2001 with the International Brotherhood of Electrical Workers (IBEW), which repre-
sents approximately 2,000 of Duquesne’s employees.

Other

Duquesne is involved in various other legal proceedings and environmental matters. Duquesne
believes that sach proceedings and matters, in total, will not have a matem]lyadverseeffecton its finan-
clal posidon, resulrs of operadons or cash flows.
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The polludon control notes arise from the sale of bonds by public authorities for the purposes of
financing construction of pollution control facilides at Duquesne’s plants or refunding previously issued
bonds. Duquesne is obligated to pay the principal and interest on these bonds. For certain of the pollution
control notes, there is an annual commitment fee for an irrevocable letrer of credit. Under certain
circurnstances, the letter of credit is available for the payment of interest on, or redemption of, all or 2
portdon of the notes.

Long-Term Debt At December 31

Principal Oustanding
Interest (Amounts in Thousands of Dollars)
Rate Maturity 1996 1995

First mortgage bonds 475%-8.75%  1997-2025 $§ 853,000 (a) $ 903,000 (b)
Pollution control notes {© 2009-2030 417,985 417,985
Sinking fund debenrures 5% 2010 4,891 5,703
Less: Unamortized debt discount

and premium - net (3,915 (4,157)

Total Long-Term Debt $1,271,961 $1,322,531

g) Excludes $50.0 million related to current matrities on November 15, 1997.
} Ercledes $50.0 million related to a current maturity on May 15, 1996,
(c) The pollution control notes have adjustable interest rates. The interest rates at year-end averaged 3.7 percent in
1996 and 3.9 percent in 1995. :
At December 31, 1996, sinking fand requirements and maturities of long-term debt outstanding for
the next five years were $50.0 million in 1997, $75.1 million in 1998, $75.4 million in 1999, $100.4 mil-
lion in 2000, and $0.4 million in 2001.

Tor:! interest costs incurred were $94.6 million in 1996, $103.3 million in 1995, and $107.7 million in
1994. Interest costs atributable w0 long-term debt and other interest were $90.1 million, $98.0 million
and $102.1 million in 1996, 1995 and 1994, respectively. Interest costs incurred also include $4.5 mil-
lion, $5.3 million and $5.6 million attributable to capital leases in 1996, 1995 and 1994, respectively. Of
these amounts, $0.8 million in 1996, $1.0 million in 1995, and $0.6 miilion in 1994 were capitalized as
AFC. Debt discount or premium and related issuance expenses are amortized over the lives of the appli-
cable issues.

During 1994, Duquesne’s BV Unit 2 lease arrangement was amended to reflect an increase in federal
income tax rates. At the same time, the associated letter of credit securing the lessor’s equity interest in
the unit was increased from $188 million to $194 million and the term of the letter of credit was extend-
ed to 1999. If certain specified events occur, the letter of credit could be drawn down by the owners, the
leases could terminate, and collateralized lease bonds ($391.8 million at December 31, 1996) would
become direct obligations of Duquesne.

At December 31, 1996 and 1995, Duquesne was in compliance with all of its debt covenants.
At December 31, 1996, the fair value of buquesne’s long-term debt, including current maturities and
sinking fund requirements, estimated on the basis of quoted market prices for the same or similar issues

or current rates offered 1o Duquesne for debr of the same remaining maturities, was $1,321.6 million.
The principal amount included in Duquesne’s consolidated balance sheet is $1,325.9 million.
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Preferred and Preference Stock at December 31

(Shares and Amounts in Thousands)
Call Price 1996 1995
Per Share Shares Amount Shares Amount
Preferred Stock Series:
3.75% (a) (b) (c) £51.00 148 § 7,407 148  § 7,407
4.00% (2) (b) (©) 51.50 550 27,486 550 27,486
4.10% (2) (b) (c) 51.75 120 6,012 120 6,012
4.15% (a) (b) () 51.73 132 6,643 132 6,643
4.20% (a) (b) {c) 51.71 100 5,021 100 5,021
32,10 (@) (B (© 51.84 159 8,039 159 8,039
9.00% d) . — — 3,000 — 3,000
8375% () — 6,000 150,000 — —
Taand Preferved Stode 7,209 213608 1209 63,608
Preference Stock Series: (f) .
Plan Series A (c) (g) 37.18 817 28,997 834 29,615
Total Pyeference Stock 817 28,997 834 29,615
Deferred ESOP benefit (19,533) 22,257)
Tatal Preferred and Preference Stodk $223,072 $70,966
{2) Preferred stock: 4,005,000 authorized shares; {¢) Cumulative Monthly Income Preferred
$50 par value; cumnlative Securities Series A: 6,000,000 2uthorized
(b} $50 per share invohintary liquidation vahue shares; $25 involontary liquidation value
(c) Non-redeemable (f) Preference stock: 8,000,000 authorized
(d) 500 axrhorized shares: 10 issued $300,000 par shares; $1 par value cammiative
vahue; involuntary liquidation value $300,000 (g) $35.50 per share involuntary liquidation
per sha:;; O&:)andamry redemption beginning value

Holders of Duquesne’s preferred stock are entded to cumulative quarterly dividends. I four quarterly
dividends on any series of preferred stock are in arrears, holders of the preferred stock are
entitled w elect a majority of Duquesne’s board of directors until all dividends have been paid. Holders
of Duquesne’s preference stock are entitled w receive cumulative quarterly dividends if dividends on all
series of preferred stock are paid. If six quarterly dividends on any series of preference stck are in arrears,
holders of the preference stock are entitled to elect two of Duquesne’s directors until all dividends have
been paid. At December 31, 1996, Duquesne had made all dividend payments. Preferred and preference
dividends were $12.0 million, $5.3 million and $6.0 million in 1996, 1995 and 1994. Total preferred and
preference stock had involuntary liquidation values of $242.5 million and $93.1 million, which exceeded
par by $28.2 million and $28.8 million at December 31, 1996 and 1995.

In December 1991, Duquesne esmblished an Employee Stock Ownership Plan (ESCP) to provide

matching contribudons for a 401(k) Retirement Savings Plan for Management Employees. (See
“Employee Benefits,” Note N, on page 55.) Duquesne issued and sold 845,070 shares of preference stock,
plan series A o the trustee of the ESOP. As consideration for the stock, Duquesne received a note valued
at 330 million from the trustee. The preference stock has an annual dividend rate of $2.80 per share, and
each share of the preference stock is exchangeable for one and one-half shares of DQE common stock.
At December 31, 1996, $19.5 million of preference stock issued in connection with the establishment of
the ESOP had been offset, for financial statement purposes, by the recognition of 2 deferred ESOP
benefit. Dividends on the preference stock and cash contributions from Duquesne are used o repay the
ESOP note. Duquesne made cash contributions of approximately $1.4 million for 1996, $1.6 millien for
1995, and $2.2 million for 1994. These cash contibutions were the difference between the ESQOP debt
service and the amount of dividends on ESOP shares ($2.3 million in 1996 and 1995, and $2.4 million in
1994). As shares of preference stock are allocated w the accounts of participants in the ESOP, Duquesne
recognizes compensation expense, and the amount of the deferred compensation benefit is amortized.
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Duquesne recognized compensation expense related to the 401(k) plans of $2.3 million in 1996, $2.3
tnillion in 1995, and $1.8 million in 1994. Outst:mdmg preferred and preference stock is generally callable,
on notice of not less than 30 days, at stated prices plus accrued dividends.

Common Stodk and Capital Surplus

Capital Surplus ' 1996 1995 1994
Year Ended December 31, (Amounts in Thousands of Shares)
Premium on common stock $825,814 $837,539 823,886
Slapiml stock expense 274 Q274 (693)

Total Capital Seerplus $825,540  $837,265  $823,193

In July 1989, Duquesne became a wholly owned subsidiary of DQE, the holding company formed as
part of a shareholder-approved restrucuiring. As a result of the restructuring, DQE common stock
replaced all outstanding shares of Duquesne common stock, except for 10 shares which DQE holds.

DQE or its predecessor, Duquesne, has continuously paid dividends on common stock since 1953.
Dividends may be paid on DQE common stock to the extent permitted by law and as declared by its
board of directors, However, in Duquesne’s Pestated Artidles of incorporation, provisions relating to pre-

Jerred and preference stock may restrict the payment of Duquesne’s common dividends. No dividends or
distributions may be made on Duquesne’s comemron stock if Duquesne has not paid dividends or sinking
fund obligations on its preferred or preference stock. Further, the aggregate amount of Duguesne’s
common stock dividend payments or distributions may not exceed certain percentages of net income if
the ratio of cmmon stockbolder’s equity w0 total capitalization is less than specified pescentages. As all o1
Duguesne’s common stock is owned by DQE, to the extent that Duquesne cannot pay common
dividends, DQE may not be able to pay dividends to its common shareholders. No part of the retsined
earnings of Duquesne was restricted at December 31, 1996,

Retirement Plans

Duquesne maintains retirement plans to provide pensions for all eligible employees. Upon retire-
ment, an employee receives a monthly pension based on his or her length of service and
compensation. The cost of fanding the pension plan is determined by the unit credit actuarial cost
method. Duquesne’s policy is to record this cost as an expense and to fund the pension plans by an
amount that is at least equal to the minimum funding requirements of the Employee Retirement Income
Security Act of 1974 (ERISA) but that does not exceed the maximum tax-deductible amount for the
year. Pension costs charged to expense or construction were $11.9 million for 1996, $6.1 million for
1995, and $8.9 million for 1994.
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Funded Status of the Retirement Plans and Amounts Recognized on the Consolidated Balance Sheet at
December 31
1996 1995
® (Amounts in Thousands of Dollars)
Actuarial present value of benefits rendered to dare:
Vested benefits $413,109 $378,344
Non-vested benefits 22,551 19,110
Accumulated benefits obligation based on compensation to date 435,660 397,454
® Additional benefits based on estimated furure salary levels 61,438 §3,757
Projected benefits obligation 497,098 451,211
Fair market value of plan assets 525,871 490,870
Projected benefits obligation under plan assers $ 28,773 $ 39,659
Unrecognized net gain - N $128,382 $124,794
® Unrecognized prior service cost (43,790) (37,535
Unrecognized net transition liability (13,853) (15,665)
Net pension liability per consolidated balance sheet (41,966) (31,935)
Total $ 28,773 $ 39,659
Assumed rate of remurn on plan assets 8.25% 8.00%
® - Discount rate used w determine projected benefits obligation 7.50% . 700%
Assumed change in compensation levels 525% 5.00%
Pension assets consist primarily of common stocks, United States obligations and corporate debt secu-
Ties,
L
Components of Pension Cost
1996 1995 1994
(Amounts in Thousands of Dollars)
Service cost (benefits earned during the year) $ 12,209 § 9953 $ 12,482
® Interest on projected benefits obligaton 32,597 30,063 28,221
Return on plan assets (58,173) (99,246) 1,967
Net amortzation and deferrals 25,312 65316 (33,783)
Net Pension Cast $ 11,945 $ 6,08 $ 8887
® Retirement Savings Plan and Other Benefit Options
Duquesne sponsors separate 401(k) retirement plans for its management and bargaining unit employ-
ees.

The 401(k) Retirement Savings Plan for Management Employees provides that Duquesne will match
employee contributions o a 401(k) account up to 2 maximum of 6 percent of an employee’s eligible
® salary. Duquesne’ match consists of a $0.25 base match per eligible contribution dollar and an additional
$0.25 incentive march per eligible contribution dollar, if Board-2pproved targers are achieved. The 1996
incentive target for management was accomplished. Duquesne is funding its matching contributions to
the 401(k) Redrement Savings Plan for Management Employees with payments to an ESOP esmblished
in December 1991. (See “Preferred and Preference Stock,” Note L, on page 54.)

@ The 401(k) Retirement Savings Plan for IBEW Represented Employees provides that, beginning in
1995, Duquesne will match employee contributions o 2 401(k) account up to a maximum of 4 percent of
an employee’s eligible salary. Duquesne’s match consists of 2 $0.25 base match per eligible contribution
dollar and an additional $0.25 incentive match per eligible contribution dollar, if certain targets are met.
In 1996, these incentive targets were not met by Duquesne’s union-represented employees.
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DQE’s shareholders have approved a long-term incentive plan through which Duquesne may grant
management employees optons to purchase, during the years 1987 through 2006, up to a.total of 7.5
million shares of DQE’s comrmon stack at prices equal to the fair market value of such stock on the dates
the options were granted. At December 31, 1996, approximately 3.1 million of these shares were avail-

able for furure grants.

As of December 31, 1996, 1995 and 1994, active grants totaled 1,698,000; 2,159,000; and 2,118,000
shares. Exercise prices of these options ranged from $8.2084 to $30.875 at December 31, 1996, and from
$8.2084 w0 $27.625 at December 31, 1995, and from $8.2084 to $23.0833 at December 31, 1994.
Expiration dates of these grants ranged from 1997 w 2006 at December 31, 1996; from 1997 w 2005 at
December 31, 1995; and from 1997 to 2004 at December 31, 1994. As of December 31, 1996, 1995 and
1994, stock appreciation rights (SARs) had been granted in connection with 984,000; 1,202,000; and
1,190,000 of the options outstanding, During 1996, 715,000 SARs were exercised; 267,000 options were
exercised at prices ranging from $8.2084 w $20.3334; and 150 options were cancelled. During 1995,
367,000 SARs were exercised; 133,000 options were exercised at prices ranging from $8.2084 w
$21.6667; and 28,000 options were cancelled. During 1994, 1,254,000 SARs were exercised; 339,000
options were exercised at prices ranging from $8.2084 to $18.9167; and 80,000 options were cancelled.
Of the active grants at December 31, 1996, 1995 and 1994, 668,000; 929,000; and 918,000 were not

exercisable.

Other Post-Retirement Benefits

In addition to pension benefits, Duquesne provides certain health care benefits and life insurance for
some retired employees. Substantially all of Duquesne’s full-dme employees may, upon 2taining the age
of 55 and meeting certain service requirements, become eligible for the same benefits available w retired
employees. Participating retirees mazke contributions, which are adjusted annually, to the health care
plan. The life insurance plan is non-contriburory. Company-provided health care benefits terminate
when covered individuals become eligible for Medicare benefits or reach age 65, whichever comes first.
Duquesne fands actual expenditures for obligations under the plans on a “pay-as-you-go” basis.
Duquesne has the right to modify or terminate the plans.

Duquesne accrues the actuarially determined costs of the aforementioned post-retirement benefits
over the period from the date of hire undl the date the employee becomes fully eligible for benefits.
Dugquesne has elected to amortize the transiton liability over 20 years.

Components of Post-Retirement Cost

1996 1995
(Amounts in Thousands of Dollars)
Service cost (benefits earned during the period) $1,182 $1,315
Interest cost on accumulated benefit obligation 2,046 2,340
Amortization of the wansitdon obligation over 20 years 1,700 1,700
Onher (812) (582)
Total Pose-Retivement Cost $4,116 $4,773

The accumulared post-retirement benefit obligation comprises the present value of the estimated
future benefits payable to current retirees and a pro rana portion of estimated benefits payable to active
ernployees after retirement.
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Funded Stotus of Post-Retirement Plan ot December 31 .

1996 1995
(dAmounts in Thousands of Dollars)
Actuarial present value of benefits:
Retirees $ 8840 $ 7,359
Fully eligible active plan participants 3,829 3,187
Other active plan participants 26,352 21,935
Accumulated post-retirement benefit obligation 39,021 32,481
Fair market value of plan assets —_ —
Accumulated benefit obligation in xcess of plan assets $(39,021) $(32,481)
Unrecognized net actuarial gains $ 2,874 $ 8427
Unrecognized net transition liability (27,198) (28,898)
Postretirement liability per consolidated balance sheet (14,697) (12,010
Total : $(39,021) $(32,481)
Discount rate used t determine projected benefit obligation 7.50% 7.00%
Health care cost trend rates:
¥or year beginning January 1 6.96% 8.80%
Ultimate raté in the year 2000 6.00% 5.50%
Effect of a one percent increase in health care cost wend rates: '
On accumulated projected benefit obligation $ 2,920 $ 3,228
On aggregate of annual service and interest costs $ 3 $ 435
0. Quarterly Summary of Selected Quarterly Finandial Data (Thousands of Dollars, Except Per Share Amounts)
gnf:mon [The quarterly data reflect seasonal weather variations in Duquesne’ service territory.)
(Unaudited) 199 First Quareer  Second Quarter  Third Quarter  Fourth Quarter
Operating Revenues (a) $290,857 $284,522 $320,275 $281,171
ing Income (a) 54,584 . 50,161 69,738 47,596
et Income 36,749 : 32,571 50,852 29,688
1995 First Quarter  Second Quarter  Third Quarter  Fourth Quarter
Operating Revenues (a) $286,616 $274,669 $337,156 $281,343
ing Income (a) 57,542 55,705 76,001 57,389
et Income 33,371 32,441 52,787 32,471

(a) Restated ro conform with presentations adopted during 1996.

Except for bistorical information comtained berein, the matters discussed in this Annual Report on Form 10-K,
are forward-locking statements that invobve risks and uncertainties induding, but not limited to, economic,
competitive, govermmental and technological factors affecting Duguesne’s operations, markets, products, services
and prices, and other factors discussed in Duquesne’s filings with the Securities and Exchange Commission.
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SELECTED FINANCIAL DATA
Amounts in Thousands of Dollars 1996 1995 1994 1993 1992 1991
INCOME STATEMENT ITEMS
Total operating revenues $1,176,825  $1,179.784 $1,168,624 §1,160,685 $1,150,380  $1,173,105
Operating income $ 222079 § 246,637 $ 236,556 $ 240,168 § 258,367 § 270,559
Net inocome $ 149860 § 151,070 § 147,449 § 147362 § 149768 § 143,133
Earnings for common stock $ 145815 § 145750 § 141,403 § 138,174 $ 140,357 § 132,332
BALANCE SHEET ITEMS
Property, plant and equipment —net  $2,717,473  $2,978,903  $3,068,519 $3,123,948 83,018,641 33,037,454
Total assers $3,897,086 $4,067,665 $4,149867 $4,388,103 $3,718,092  $3,802,626
Capitalization:
Common swockholder’s equity $ 989424 $1,131,334 S1,115512 $1,100,671 81,107,609 $1,064,104
Non-redeemable preferred and

preference swck 223,072 70,966 95,345 124,736 123,430 121,906
Redeemable preferred and

preference stock —_ — — 8,392 8,579 15,437
Long-term debt 1,271,961 1,322,531 1,368,930 1,416,705 1,413,001 1,420,726
Total ~1pitlization $2,484457 $2,524831 52,579,787 $2,650,504 52,652,619 $2,622,173
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Following are nplamwam of certain financial and operating terms used in our report.

Competitive Transition Charge (CTC)/
Intungible Yransition Charge (ITC)

During the electric udlity restrucruring from

. the traditional regulatory framework to customer
choice, utilities will have the opportunity to
recover transition costs from costomers through a
surcharge, or competitive transition charge.
Alternadively, if the udility gains PUC approval and
securitizes its transition costs, it may then charge
an intangible transition charge.

Customer Cholce

The P vania Customer Choice Act (see
“Customer Choice Act” discussion on page 5)
will give consumers the right to contract for
electricity at market prices from PUC-approved
electric generation suppliers.

Decommissioning Costs

Decommissioning costs are expenses to be
incurred in connection with the entombment,
deoontaminaton, dismantlement, removal and
disposal of structures, systems and components of
a power plant that has permanently ceased the
production of electric energy.

Deferred Energy Costs

In conjunction with the Energy Cost Rate
Adjusunent Clause, Duquesne records deferred
energy costs to offset differences berween acmal
energy costs and the level of energy costs currenty
recovered from its rate-regulated electric uality
Custpmers.

Demand

Demand is the amount of electricity delivered
0 Consumers at any instant or av OVEr 2
period of tme.

Energy Cost Rate Adjustment Cause (ECR)

Peak Demand

Peak demand is the amount of electricity
required during periods of highest usage. Peak
periods fluctuate by season and generally occur in
the moming hours in winter an§ in late afternoon
during the summer.

Pennsylvaria Public Utility Commission {PUC)

The PUC is the Pennsylvania governmental
body that regulates all utilities (electric, gas,
telephone, water, etc.) and is made up of five
members nominated by the governor and

confirmed by the senate.
Regulatory Assets

Regulatory assets are costs that Duquesne
would otherwise have ) which
are capitalized or deferred because these costs are

carrently being recovered or because it is probable
that the PUC and the FERC will allow recovery of
these costs through the ratemaking process. For
example, under traditional regulation, tax benefits
associated with elec;'il!catgeﬁemung assets weruity’
required to be immedi passed on to a utility’s
customers. These same benefits later would be
incurred as a tax cost, which the utility would

10 collect from its customers under the
wraditional regulatory framework.

Transition Costs

Duquesne recovers through the ECR, to the
extent that such amounts are not included in base
rates, the cost of nuclear fuel, fossil fuel and pur-
chased power costs and passes to its customers the
profits from short-term power szles to other
utilies.

Federal Energy Reguiatory Commission (FERC)

The FERC is an independent five-member
commission within the United States Department
of Energy. Among its many responsibilives, the
FERC sets rates and charges for the wholesale
transportation and sale of natural gas and electricity.

Kilowatt (KW)

A Lilowatt is equal to 1,000 watrs. A watt is the
rate at which electricity is generated or consumed.
A kiloware-hour (KWH) is a measure of the
quantity of electricity generated or consumed in
one hour.

Transition or stranded costs are the net present
value of a utility’s known or measurable costs
related to electric generation that are recoverable
under the current regulatory framework, but
which may not be recoverable in a competitive
generation market and which will remain following
mitigation efforts taken by such uality to recover
the costs. Examples of potential transition costs
inclede regulatory assets; the unfunded portion
of decommissioning costs; costs of employee
severance, retraining, retirement, and
outplacement; and generation-related costs,
including the associated capital costs. The PUC
will determine the level of transition costs a utility
M2y recover.

Unbundled Electric Service

Electric utilities traditionally have been obligated
to serve customers from the generation through -
the delivery of electricity. Under the Pennsylvania
Customer Choice Act, electric service will be
unbundled. Although customer choice will give
consumers their choice of electric generation
suppliers, delivery of the electricity from the
generation supplier to the consumer will rernain
the responsibility of the existing franchised udility.




DUQUESNE LIGHT COMPANY AND SUBSIDIARY

CALCULATION OF RATIO OF EARNINGS T0 FIXED CHARGES
(THOUSANDS OF DOLLARS)

Year Ended December 31,
1996 1995 1994 1993 1992

FIXED CHARGES:
Interest on long-term debt $ 82,505 $89,139 $94,646 $102,938 $119,179
Other interest 1,632 2,599 1,095 2,387 1,749
Monthly Income Preferred Securities dividend requirements 7,921 — _ _ _
- Amortization of debt discount, premium and expense ~ net 5,973 6,252 6,381 5,541 4,223
Portion of lease payments representing an interest factor 44,357 44,386 44,839 45,925 60,721
Total Fixed Charges ' $142,388 $142,376 $146,961 $156,791 $185,872

EARNINGS:

Income from continuing operations $149,860 $151,070 $147,449 £144,787 $149,768
Income taxes 83,008 * 92,894 * 84,191 77,237 110,993
Fixed charges as above 142,388 142,376 146,961 156,791 185,872
‘ Total Earnings : $375,256 §386,340 $378,601 $378,815 $446,633
RATIO OF EARNINGS TO FIXED CHARGES 2.64 2,71 2.58 2.42 2.40

. Dugquesne's share of the fixed charges of an unaffiliated coal supplier, which amounted to approximately $3.1 million for the twelve months ended
December 3(1, 1996, has been excluded from the ratio,

*Earnings related to income taxes reflect a $12.0 million and $13.5 million decrease for the twelve months ended December 31, 1996 and December 31, 1995,
respectively, due to a financial statement reclassification related to Statement of Fingncial Accounting Standards No. 109, Acmumingor Income Taxes. The rado of
earnings to fixed charges, absent this reclassification equals 2,72 and 2.81 for the twelve months ended December 31, 1996 and December 31, 1995, respec-

tvely.
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DUQUESNE LIGHT COMPANY EXHIBIT 23.1

INDEPENDENT AUDITORS CONSENTY

We consent w the incorporation by reference in Registration Statement Nos. 33-52782 and 33-63602, and Post Effective
Amendment No. 1 to Registration Statement Nos. 33-53563 and 33-53563-01 of Duquesne Light Company on Form $-3 of

our report dated January 28, 1997, appearing in the Annual Report on Form 10-K of Duquesne Light Company for the year
ended December 31, 1996.

/s/ Deloitte & Touche LLP
DELOITTE & TOUCHE LLP
Pitsbargh, Pennsylvania

March 27, 1997
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DUQUESNE LIGHT COMPANY

Attachment No. 4 - December 1996 10-K - DQE
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UNITED STATES
SECURITIES AND EXCHANGE COMMISSION
Washington, D.C. 20549

FORM 10-K

[X] ANNUAL REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE
SECURITIES EXCHANGE ACT OF 1934

For the Fiscal Year Ended December 31, 1996 =

{ ] TRANSITION REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE
SECURITIES EXCHANGE ACT OF 1934

For the Transiton Period From to
. ission File Numt
1-10290
DQE. Inc.

(Exact name of registrant as specified in its charter)

Egnns}l\'anla ’;—! \’QR'a'gz
{State or other jurisdicton of (I.LR.S. Employer Identification No.)
Incorporation or organization) &

Cherringron Corporate Center, Suite 100
i Parkway, Coraopolis, Pennsylvanja 15108-3184
(Address of principal executive officesi(Zip Code)

"Iy

Registrant’s telephone number, including area code: (412) 262-4700

Indicate by check mark whether the registrant {1) has filed all reports required to be filed by Section 13 or
L5(d} of the Securities Exchange Act of 1934 during the preceding 12 months and (2) has been subject 1o such
filing requirements for the past 90 davs.  Yes__ X Nu

Aggregate marker value of DQE Common Stock held by non-affiliates as of February 21. 1997 was
82303952960, There were 77,2814 shares of DOF Common Stock outstanding as of February 21, 1997,

[ ] indicate by check mark if disclosure »f delinquent filers pursuant to Item 403
of Rurul:mun 5-K is not contained herein, and will nothe contained. to the hest
of the registrant’s knowledge. in definitive proxy or information statements
mcorporated by reference in Part [ of this Form 10-K or any amendment
to this Form 10-K.
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Securities registered pursuant to Section 12(b) of the Act:

Name of each exchange

Regisuant Title of each class on which registered
DQE Common Stock (no par value) New York Stock Exchange
Philadelphia Stock Exchange
Chicago Stock Exchange

DOCUMENTS INCORPORATED BY REFERENCE

Part of Form 10-K

Into Which Document
Description — IsIncorporated
DQE Annual Report to Shareholders Parts [ and II

for the vear ended December 31, 1996
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PaART 1
ITEM 1. BUSINESS.

Corporate Structure

Part I of this Annual Report, Form 10-K (Report) should be read in conjunction u-}rb DQEY audited consolidated financial
statements, which are set forth on pages 38 through 60 in Part IV of this Report. Explanations of certain financial and
operating terms used in this Report are set forth in 2 GLOSSARY on page 36 of this Report.

DQE is an energy services holding company. Its subsidiaries are Duquesne Light Company (Duguesne),
Duquesne Enterprises (DE), DQE Energy Services (DES), DQEnergy Parmers and Montauk. DQE and its
subsidiaries are collectvely referred to as “the Company.”

Dugquesne is an electric utility engaged in the production, transmission, distribution and sale of efectric
energy and is the largest of DQE's subsidiaries. DE makes strategic investments beneficial to DQE' core energy
business. These investments enhance DQE's capabilities as an energy provider, increase asset utilization, and act
as a hedge against changing business conditions. DES is a diversified energy services company offering a wide
range of energy solutions for industrial, utility and consumer markets worldwide. DES inidadves include
energy faciliry development and operation, domestic and international independent power production, and the
production and supply of innovative fuels. DQEnergy Partners was formed in December 1996 to align DQE
with strategic partners to capitalize on opportunities in the dynamic energy services industry. These alliances
enhance the udlization and value of DQE' strategic investments and capabilities while establishing DQE as a
total energy provider. Montauk is a financial services company that makes long-term investments and provides
financing for the Company’ other market-driven businesses and their customers.

The Company’s Electric Service Territory

The Company’ utility operations provide electric service to customers in Allegheny County, including the
City of Pitsburgh, Beaver County and Westmoreland County. This represents approximately 800 square miles
in southwestern Pennsylvania, located within a 500-mile radius of one-half of the population of the United States
and Canada. The population of the area served by the Company's electric udlity operations, based on 1990 census
data, is approximately 1,510,000, of whom 370,000 reside in the City of Pittsburgh. In additon to serving
approximately 580,000 direct customers, the Company’s utility operations also sell electricity to other utlities.

Regulation

The Company is subject to the accounting and reporting requirements of the United States Securides and
Exchange Commission (SEC). In addition, the Company's electric udlity operations are subject to regulation by
the Pennsyvlvania Public Utlity Commission (PUC) and the Federal Energy Regulatory Commission (FERC)
under the Federal Power Act with respect to rates for interstate sales, transmission of electric power, accounting
and other maners.

The Elecrriciry Generation Customer Choice and Competition Act (Customer Choice Act) went into effect in
Pennsylvania on January 1, 1997. This legisladon provides for a gradual deregulation of the generation of
electricity, while maintaining regulation of the transmission and distribugon of electricity and related services to
customers. (See “Rate Marters” and “Competnon™ discussions on pages 6 and 14.)

The Company’s electnic udlity operations are aiso subject to regulation by the Nuclear Regulatory
Commission (NRC) under the Atomic Energy Aa of 1954, as amended, with respect to the operation of its jointly
owned/leased nuclear power plants, Beaver Valley Unit | (BV Unit 1), Beaver Vallev Unit 2 (BV Unit 2) and
Perrv Urut 1.

The Company’s consolidated financial statements report regulatory assets and liabilities in accordance with
Statement of Financial Accounting Standards No. 71, Accounting for the Effects of Certain Types of Regulation (SFAS
No. 71), and reflect the effects of the current ratemaking process. In accordance with SF4S No. 7/, the
Company’s consolidated financial statements reflect regulatory assets and liabilities consistent with cost-based,

i
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pre-competition ratemaking regulations. The regulatory assets represent probable future revenue to the
Company because provisions for these costs are currently included, or are expected to be included, in charges
to electric utility customers through the ratemaking process.

A company’ electric utility operations or a portion of such operatons could cease to meet the SEAS No. 7/
criteria for various reasons, including a change in the FERC regulatons or the competition-related changes in
the PUC reguladons described above. (See “Rate Martters™ and “Competiton” discussions on pages 6 and 14.)
The Company currently believes its electricity generating assets and related regulatory assets continue to satisfy
these criteria in light of the transition to compettve generadon under the Customer Choice Act. Should any
portion of the Company’ electric udlity operations be deemed to no longer meet the SFAS No. 7/ criteria, the
Company may be required to write off any above-market cost assets, the recovery of which is uncertain, and any
regulatory assets or liabilides for those operations that no longer meet these requirements.

Results of Operations

Sales of Electricity to Customers

The increase in 1996 total operating revenues was $5.0 million, as compared to 1995. Comparing 1995 toral
operating revenues to 1994, there was a decrease of $3.7 million. Operating revenues are primarily derived from
the Company’s sales of electricity. The PUC authorizes rates for electricity sales which are cost-based and are
designed to recover the Company’s operating expenses and investment in electric utility assets and to provide a
return on the investment. (See “Rate Matters” and “Competiton” discussions on pages 6 and 14.)

Electric Utility Sales by Lustomer Class (Kilowatt-Hours in Millions):

1996 1995 1994

Residental 3,321 3,378 3,219
Commercial 5,737 5,729 5,563
Industrial 3,285 3,237 3,256
Miscellaneous 83 84 84
Sales to Electric Unlity Customers 12,426 12,428 12,122
Sales to Other Unlides 3,310 2,975 3212
Total Sales 15,736 15,403 15,334

Sales to residential and commercial customers are strongly influenced by weather conditions. Warmer
summer and colder winter seasons lead to increased customer use of electricity for cooling and heating.
Commercial sales are also affected by regional economic development. Sales to industrial customers are
influenced by national and global economic conditions. Customer revenues fluctuate s a result of changes in
sales volume and changes in fuel and other energy costs.

Net Customer Revenues

Ner customer revenues, reflected on the statement of consolidated income, decreased $8.2 million or
0.8 percent in 1996 compared to 1995. The variance can be attributed primarily to decreased residential
customer kilowart-hour (KWH) sales of 1.7 percent due to unseasonabiy warm summer temperatures in 1995,
as compared to 1996, resulting in decreased revenues of $8.9 million. Industrial KWH sales volume in 1996
increased when compared to the prior vear because of a self-generation outage experienced in 1996 by one
of the Company’s large industrial customers. Sales to the Company’s 20 largest customers accounted for
approximately 14 percent of customer revenues in 1996, 1995 and 1994.

In 1995 as compared to 1994, net customer revenues increased by $7.8 million, or 0.7 percent. The increase is
the net result of higher KWH sales to residential customers by 4.9 percent in response to extreme 1995 summer
temperatures, partially offset by lower fuel and other energy costs per KWH, the benefits of which are passed
through to the customers in the form of lower rates. Revenues from electric sales to residential customers in

1995 exceeded 1994 residential revenues by $13.0 million.
2
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Sales to Other Utilities

Short-term sales to other utilities are regulated by the FERC and are made at market rates. Fluctuations in
electricity sales to other wtilities are related to the Company's customer energy requirements, the energy market
and transmission conditions, and the availability of the Company’s generating stations. The Company’s
electricity sales to other urifities in 1995 were less than 1996 and 1994 due to the timing of generating station
outages and the fluctuating level of sales to the Company’s electric uality customers. Future levels of short-term
sales to other utilities will be affected by the Company’s sale of its ownership interest in the Ft. Martin Power
Station (Ft. Martin), the possible sale of other gencranng stations, market rates, and by the outcome of the
Company's FERC filings requesting firm transmission access. (See “Mitigation Plan” and “Transmission
Access” discussions on pages 7 and 17.)

Other Operating Revenues

Other operating revenues include the Company’s non-KWH uiility revenues and revenues from market-based
operating activities. The increase of $10.9 million in other operating revenues when comparing 1996 and 1993
is primarily due to increased revenues at Chester Engineers (Chester), 2 wholly owned subsidiary of DE, and
revenues of GSF Energy, a Montauk acquisiton in the fourth quarter of 1996, During 1997, GSF Energy is
expected to contribute approximately $20 million to erber operating revenues, as compared to $2.8 million in
1996. Other operating revenues decreased $9.2 million in 1995 when compared to the prior vear. This decrease
largely reflects the restructuring of Chester.

The discussion in the preceding paragraph regarding GSF Energy contains forward-looking statements
subject to certain nisks and uncertainties that could cause actual results to differ matenially from those projected.
Estimates of GSF Energy’s contnibution to operating revenues will depend on gas prices and operational
effectiveness.

Operating Expenses

Fuel and purchased poiver expense fluctuations generally result from changes in the cost of fuel, the mix between
cozl and nuclear generation, the total KWHss sold, and generating station availability. Because of the Energy Cost
Rate Adjusonent Clause (ECR), changes in fuel and purchased power costs did not impact earnings in 1996, 1993
and 1994,

Fuel and purchased power expense increased in 1996 compared to 1993 as a result of a 33 percent increase in
purchased power prices. This increase was partially offset by lower nuclear fuel costs. Fuel and purchased power
expense decreased in 1995 compared to 1994 due 1o lower nuclear fuel costs, a more favorable generaton mix
and a 2.7 percent decline in KWH generation.

Other aperating expense increased $6.0 million when comparing 1996 to 1995. The increase was the result of
several factors, including a one-time lease charge, a full vear of expense for DES in 1996 and operating costs of
GSF Energy, acquired in the fourth quarter of 1996. In 1993, erher operating expense decreased $36.2 million
when compared to 1994, This 1995 reduction reflects the restructuring of Chester and cost savings artributable
to the Company's electric utility operations.

Depreciation and amortization expense increased $20.4 million in 1996 when compared to 1995 primarily due to
the increase in the Company’s electric utilitv operations’ composite depreciation rate from 3.5 percent to 4.25
percent effecove May 1, 1996. During the third quarter of 1996, the Company completed recovery of its
investment in Perry Unit 2, the constructon of which was abandaned by the Company in 1986. The resultant
decrease in amortization expense was offset by the Company’s increase in depreciation, as well as $9 million that
was expensed refated to the depreciadon portion of deferred rate symchronization costs in conjunction with the
Company’s Mitigaton Plan. Depreciation and amortizarion expense increased $36.6 million in 1993, primarily due
to the change in the Companys electric utlity operations' composite depreciation rate from 3.0 percent to 3.3
percent effective January 1, 1995. The Company did not seek a rate increase to recover the addigonal costs,

{See "Midgadon Plan” discussion on page 7.}
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Other Income

The increase of $22.3 million in other income, when comparing 1996 to 1995, was primanly the result of income
from long-term investments made dunng late 1995 and 1996. Other income increased $9.4 million in 1993 when
compared to 1994 primarily due to additional investng activity, including the one-time gain recognized ar the
merger of International Power Machines Corporadon (IPM) and Exide Electronics Group. Inc. (Exide).

Interest and Other Charges

The increase in interest and other charges in 1996 from 1995 was $2.7 million despite the pavment of
$7.9 million in dividends related to preferred stock issued in Mav 1996 and $2.5 million of interest on new
term loans. The interest expense increase was offset by a decrease due to the retirement of long-term debt and
preferred stock of subsidiaries during 1993. Interest and other charges were lower in 1995 when compared to
1994 aiso due to the retirement of long-term debt and preferred stock of subsidiaries. The Company's interest
on long-term debt and other interest declined to $99.4 million in 1996 from $102.4 million in 1995 and
$105.1 million in 1994.

Income Taxes
Income taxes decreased in 1996 when compared to 1995 by $9.3 million, primarily due to reduced raxable

income. In 1995, taxable income was greater than in 1994, resultng in increased income taxes of $3.7 million.

Liquidity and Capital Resources

Capital Expenditures

The Company spent approximatelv $101.2 million in 1996, $94.2 million in 1995 and $121.1 million in 1994
for capital expenditures, of which $88.5 million in 1996, $78.7 million in 1995 and $94.3 million in 1994 was
spent for electric utility construction. The remaining capiral expenditures were related to the Company’s market-
driven real estate investments. The Company’s capital expenditures for electric utlity construction focus on
improving and/or expanding electric utlity production, transmission and distribution systems. The Company
estimates that it will spend, excluding allowance for funds used during construction (AFC) and nuclear fuel,
approximately $110 mullion, $110 million and $95 million for electric utility construction during 1997, 1998 and
1999. These estimates also exclude any potental expenditures for reliability enhancements to the Brunot Island
(BI) Unit 3 combustion turbine. (See “Mirigation Plan" discussion on page 7.) The Company expects that funds
generated from operations will continue to be sufficient to fund a large part of its capital needs.

Long-Term [nvestments

The Company has made market-driven long-term investments in the following areas: leases, affordable housing,
gas reserves, real estate, energy solutions and engineering services. Investing activities during 1996 included
approximately $50 million in lease investments, $30 million in gas reserve investments, $15 million in affordable
housing investments, and $3 million in energy solution investments. [nvesting activities of approximately
$188 million and $67 million during 1995 and 1994 were balanced berween investment types.

Financing
The Company expects to meet its current obligations and debt maturities through the vear 2001 with funds

generated from operations and through new financings. At December 31, 1996, the Company was in compliance
with all of its debt covenants.



Item No: H-13

On May 14, 1996, Duquesne Capital L.P., a Delaware special-purpose limited parmership the solgag%ﬁe,-}ip of 422
partner of which is Duquesne, issued $150 million principal amount of 8-3/8 percent Cumulative Monthly
Income Preferred Securicies (MIPS), Senes A, with a stated liquidation value of $25.00. A portion of the proceeds
was used to redire $50 miliion of long-term debt maturing May 15, 1996. The Company intends to continue to
apply the remaining proceeds to the purchase or redemption of outstanding securites and for general corporate

purposes.

During 1996, the Company entered into five-year bank term loans totaling $85 million with fixed interest rates
averaging 7.25 percent. These loans pay interest semi-annually.

In November 1997, $50 million of mortgage bonds will mature. The Company expects to reure these bonds
with available cash or to refinance the bonds.

Shore-Term Borrowings

At December 31, 1996, the Company had two extendible revolving credit arrangements, including 2 $125
million facility expiring in June 1997 and a $150 million facility expiring in October 1997. Interest rates can, in
accordance with the option selected at the time of the borrowing, be based on prime, Eurodollar or certificate of
deposit rates. Commitment fees are based on the unborrowed amount of the commitments. Both credit faciliges
contain two-year repayment periods for any amounts outstanding at the expiradon of the revolving credit periods.
At December 31, 1996, there were no short-term borrowings outstanding. At December 31, 1995, short-term
borrowings were $33 million. The weighted average interest rate applied to such borrowings was 6.5 percent.

Sale of Accounts Receivable

The Company and an unaffiliated corporation have an agreement that enutles the Company to sell, and the
corporation to purchase, on an ongoing basis, up to $50 million of accounts receivable. The Company had no
receivables sold at December 31, 1996. At December 31, 1995, the Company had sold $7 million of receivables
1o the unaffiliated corporaton. The accounts receivable sales agreement, which expires in June 1997, is one of
many sources of funds available to the Company. The Company has not determined, but may attempt to extend
the agreement or 1o replace the facility with a similar arrangement or to eliminate it upon expiration.

Nuclear Fuel Leasing

The Company finances its acquisitions of nuclear fuel through a leasing arrangement under which it may
finance up to $75 million of nuclear fuel. As of December 31, 1996, the amount of nuclear fuel financed by the
Company under this arrangement totaled approximately $35 million. The Company plans to continue leasing
nuclear fuel to fulfill its requirements at least through September 1998, the remaining term of the leasing
arrangement.

Dividends

The Company has continuously paid dividends on comman stock since 1953 and in each of the last 10 years has
increased its dividend paid per share. The Company's annualized dividends per share were $1.36, $1.28 and
§1.17 at December 31, 1996, 1995 and 1994. The annual dividends paid have increased by an average com-
pounded rate of 3.9 percent over the past five vears, even though the Company has maintained a lower pavout
ratio than the electric udlity industry in general. During 1996, the Company paid a quarterly dividend of $0.32
per share on each of January 1. April 1, Julv 1 and October 1. The quarterly dividend declared in the fourth
quarter of 1996 was increased from $0.32 to $0.34 per share pavable January 1. 1997, The Company expects
that funds generated from operations wilt continue to be sufficient to pay dividends. The Company's need for
and the availability of funds will be influenced by, among other things, new investment opportunities, the eco-
nomic activity within the Company'’s utility service territory, compeutve and environmental legislation, and
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regulatory matters experienced by the electric unlity industry generally. {See “Compettion™ discussion on
page 14.) The Company’ stock price was $29.00 at the end of 1996. The book value per share of common stock
was $18.01 at December 31, 1996, which represents a 5.1 percent increase in book value since December 31, 1995.

Dividends may be paid on the Company’s common stock to the extent permitted by law and as declared by the
board of directors. However, payments of dividends on Duquesne's common stock may be restricted by
Duquesne’s obligations to holders of preferred and preference stock pursuant to Duquesne’s Restated Articles of
incorporation. No dividends or distributions may be made on Duquesne’s common stock if Duquesne has not
paid dividends or sinking fund obligations on its preferred or preference stock. Further, the aggregate amount
of Duquesne’s common stock dividend payments or distributions may not exceed certain percentages of ner
income if the ratio of rotal common sharebolders' equity to total capitalization is less than specified percentages. As
all of Duquesne’s common stock is owned by the Company, to the extent that Duquesne cannot pay common
dividends, the Company may not be able to pay dividends 1o its common shareholders. No part of the retained
earnings of the Company was restricted at December 31, 1996.

Changes in the Number of Shares of DQE Common Stock Outstanding

1996 1995 1994

(Amounts in Thousands of Shares)
QOutstanding as of January | 77,556 78,439 79,518
Reissuance from reasury stock 157 83 116
Repurchase of common stock (440) (986) (1.173)
Outstanding as of December 31 77,273 77,536 78,439

Rate Matters

Customer Choice Act

Under the Customer Choice Act, which went into effect on January 1. 1997, Pennsvlvania has become a leader
in customer choice. The Customer Choice Act wilt enable Pennsyvlvania’s electric udiliy customers to purchase
electricity at market prices from a vaniery of electric generation suppliers (customer choice). Electric utliny
restructuring will be accomplished through a two-stage process consisting of a pilot period (running through
1998) and a phase-in period (1999 through 2001). The pilot period will give utilities an opportunity to examine a
wide range of technical and administrative details related to competitive markets, including metering, billing, and
cost and design of unbundled electric services. Duquesne filed a pilot program with the PUC on February 27, 1997,
which proposes unbundling transmission, distribution. electricity and competitive transition charges and offers
participanng customers the same options that will be available in a competitive generation market.

The pilot program will comprise approximately 5 percent of Duquesne’s residential, commercial and industrial
demand beginning September 1. 1997, Customers participating in the pilot will have rwo basic options. First,
customers can choose to continue taking bundled service from Duquesne under approved tariffs. Second,
customers can choose unbundled service with their electricity provided by an alternative electric generation
supplier. All customers that choose unbundled electric service will be subject to unbundled distribution charges
approved by the PUC and unbundled transmission charges pursuant to Duquesne's FERC-approved tariff.
Each customer that elects unbundled service also will be required to pay a non-bypassable access fee (competitive
transition charge) that provides Duquesne with a reasonable opporrunity to recover transition costs.

The Company must file a restructuring plan with the PUC by August I, 1997 setting forth its proposals for
the transition to customer choice and the recovery of transition costs. (See “Competition” discussion on page
1+.} The phase-in to competition begins on January 1. 1999 when 33 percent of consumers will have customer
choice (including consumers covered by the pilot program}): 66 percent of consumers will have customer
choice by January 1, 2000; and all consumers will have customer choice by January 1, 2001. Although the
Customer Choice Act will give customers their choice of electric generation suppliers, delivery of the
electricity from the gencration supplier to the customer will remain the responsibility of the existing franchised
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utlity. Delivery of electricity (including transmission, distribution and customer service) will continue to be
regulated in substantally the current manner.

Mitigation Plan

The Company has taken a number of steps to miugate its potential transition costs. (See “Compettion”
discussion on page 14.) In addition to the steps taken during the last 10 vears to prepare for compedtion, effectve
January 1, 1995, the Company accelerated its rate of depreciation on its fixed nuclear assets without seeking a
rate increase to recover the addidonal costs. On October 31, 1996, the sale of the Company’s ownership interest
in Ft. Martin was completed. Fr. Martin Unit | was owned 50 percent by Duquesne and 50 percent by its
operator, Allegheny Power System (APS). The sale and a plan, to be funded in part by the proceeds of the
Ft. Martin transaction, were approved by the PUC on May 23, 1996. Under the approved plan, the.Company
will not increase its base rates for a period of five years through May 2001. In addition, the Company recorded
in October 1996 a one-time reduction of approximately $130 million in the book value of the Company’s
nuclear plant investment. The proceeds from the sale are expected to be used to fund reliability enhancements
to the Bl Unit 3 combuston turbine and to reduce the Company’s capitalization. The approved plan also
provides for incremental increases of $25 million in depreciation and amortization expense in 1996, 1997 and
1998 related to the Company’s nuclear invesament, as well as additional annual contributions te its nuclear
plant decommissioning funds of $5 million, without any increase in existing electric rates. Also, the Company
will record an annual $5 million credit to the ECR during the plan period to compensate the Company’s
electric utility customers for lost profits from any short-term power sales foregone by the sale of its ownership
interest in Ft. Martin. In addition, the Company will cap energy costs, beginning April 1, 1997 through the
remainder of the plan period, at a historical five-year average of 1.47 cents per KWH. In accordance with the
approved plan, the Company has expensed $9 million related to the depreciaton portion of the deferred rate
synchronizaton costs associated with BV Unit 2 and Perry Unit 1. The Company’s approved plan provides for
the amortization of the remaining deferred rate synchronization costs over a 10-year period. At December 31,
1996, the unamortized porton of these costs rotaled $41.4 million, net of deferred fuel savings related to the
two units. (See “Deferred Rate Synchronizaton Costs” below.) Finally, the Company's approved plan also
provides for annual assistance of $0.5 million to low-income customers.

Deferved Rate Synchronization Costs

In 1987, the PUC approved the Company’s petition to defer initial operadng and other costs of BV Unit 2
and Perry Unit 1. The Company deferred the costs incurred from November 1987, when the units went into
commercial operation, until March 1988, when a rate order was issued. In its rate order, the PUC postponed
ruling on whether these costs would be recoverable from the Company’s electric utility customers. The
Company is not earning a return on the deferred costs. (See “Mitigation Plan” discussion above.)

Energy Cost Rate Adjustment Clause (ECR)

Through the ECR, the Company recovers (to the extent that such amounts are nor included in base rates)
nuclear fuel, fossil fuel and purchased power expenses and. also through the ECR, passes to its customers the
profits from short-term power sales to other utilities (collectvely, ECR energy costs).

On the Company’s statement of consolidated income, these ECR revenues are included as 2 component
of eperaring revenues. For ECR purposes, the Company defers fuel and other energy expenses for recovery, or
refunding, in subsequent vears. The deferrals reflect the difference between the amount that the Company is
currently collecting from customers and its actual ECR energy costs. The PUC annually reviews the Company’s
ECR energy costs for the fiscal vear April through March, compares them to previously projected ECR energy
costs, and adjusts the ECR for over- or under-recoveries and for two PUC-established coal cost standards.
(Sce “Fossil Fuel™ discussion on page 10.)
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Under the Customer Choice Act, the Company may replace the ECR effective April 1, 1997 by rolling its
ECR energy costs into its base rates. The effect of this change would be 1o provide to the Company an
opportunity to further mitigate its deferred energy costs based upon its ability to manage its energy costs. Under
the Company’s PUC-approved Mitigation Plan. the level of energy cost recovery is capped at 1.47 cents per
KWH through May 200t. To the extent that projections do not support recovery of previously deferred costs
through this pricing mechanism, these costs would become transition costs subject to recovery through a

competitive transition charge (CTC). (See *Competidon” discussion on page 14.)

Property, Plant and Equipment (PP&E)

Investment in PP&E and Accumulated Depreciation

The Company’s total investment in property, plant and equipment and the related accumulated depreciation
balances for major classes of property at December 31, 1996 and 1995, are as follows:

PP&E and Related Accumulated Depreciation at December 31
{Amounts in Thowsands of Dollars)

1996 1903
Accumulated Net Accumulated Net

Investment  Depreciagon  Invesanent Investment  Depreciation  Investment

Electric Production $£2,467,786 S$1.092,928 §1,374,858 §2,501.974 S BB3.18Y  S51.616.383
Electric Transmission 299,895 114,406 185,489 296,951 110,242 186,711
El~rtric Distnbuton 1,176,738 374,180 802.558 1L143,111 47399 795,712
Electric General 324366 168,470 155,896 484 141133 173,711
Property Held for Future Use 190,821 82,737 108,084 116,633 94381 122,350
Property Held Under Capital Leases 99.608 17,670 51,938 133,381 74874 38.507
Other 228256 89,554 138,702 139217 12557 106.660
Total $4.787.470 $1.969,935 $2.817.52§ S4.746.113 S1.6B3.877  $3.060.236

Joint Interests in Generating Units

The Company has various contracts with Ohio Edison Company. Pennsvlvania Power Company, The
Cleveland Electric Illuminating Company (CEI) and The Toledo Edison Company, with respect to several
tointly owned/leased generating units. that include provisions for coordinated maintenance responsibilites,
limited and qualified murual back-up in the event of outages, and certain capacity and energy transactions.

In September 1993, the Companv commenced arbitration against CEI, seeking damages, termination of the
Operating Agreement for Eastlake Unit 5 (Eastlake) and partition of the parties' interests in Eastlake through
a sale and division of the proceeds. The arbiration demand alleged, among other things, the improper allocation
by CEI of fuel and related costs; the mismanagement of the administration of the Saginaw coal contract in
connection with the closing of the Saginaw mine, which historically supplied coal to Eastlake: and the conceal-
ment by CEI of material information. In October 1993, CEI commenced an action against the Company in
the Court of Common Pleas, Lake Counry, Ohio seeking ta enjoin the Company from taking any action to
effect a partition on the basis of a waiver of partition covenant contained in the deed to the land underlying
Eastlake. CEI also seeks monetarv damages from the Company for alleged unpaid joint costs in connection
with the operation of Eastlake. The Company removed the action to the United States District Cousx for the
Northern District of Ohio, Eastern Division. where it is now pending. Currently, the parties are engaged in
settlemnent discussions. To provide the parties with the opportuniry to sertle their claims, the court has postponed
litigation proceedings until April 1, 1997,
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Beaver Valley Perry

Unit 1 Unit 2 Unirt 1
Duquesne * 47.50% * 13.74% (c) 13.74%
Ohio Edison Company 35.00% 41.88% 30.00%
Pennsylvania Power Company (a) 17.50% - 5.24%
CEI (b) - 24.47% *3LIL%
Toledo Edison Company (b) - 1991% 19.91%

*Denotes Operator

(2) Subsidiary of Ohio Edison Company

(b) Subsidiary of Centerior Energy Corporadon

(¢) In 1987, the Company sold and leased back its 13.74 percent interest in BY Unit 2; the sale was exclusive of ransmission
and common facilides. The total sales price of $537.9 million was the appraised value of the Company? interest in the
property. The Company subsequenty leased back its interest in the unit for a temmn of 29.5 years. The lease provides for
semi-annual payments and is accounted for as an operating lease. The Company is responsible under the terms of the lease
for all costs related to irs interest in the unit.

Joint Interests in Fossil Power Stations

Sammis Bruce Mansfield Eastlake
Unit 7 Unit 1 UnitZ  Unit3 Unit 5
Duquesne 311.20%  29.30% 8.00% 13.74% 31.20%
Ohio Edison Company " 48.00%  60.00%  39.30% 35.60% -
Pennsylvania Power Company (a) 20.80% * 4.20% * 6.80% * 6..8% -
CEI (b) : - 6.50% 28.60% 2447%  * 68.80%
Toledo Edison Company (b) - - 17.30%  19.91% -

*Denotes Operator
(a) Subsidiary of Ohio Ediscn Company
(b) Subsidiary of Centerior Energy Corporation

On September 13, 1996, Ohio Edison Company and Centerior Energy Corporation entered into an
agreement and plan of merger to form FirstEnergy Corporation. The regulatory approval process for the
proposed merger is expected to take approximatelv 12 to 18 months.

FProperty Held for Future Use

In 1986, the PUC approved the Company’s request to remove Phillips Power Stadon (Phillips) and a portion
of BI from service and from rate base. In accordance with the Company’s Mitigation Plan, 112 MWs related to
BI Units 2a and 2b were moved from property held for future use to elearric plant in service in 1996. The Company
expects to recover its investment in Bl Units 3 and 4, which remain in properry held for furure use through furure
electricity sales. The Company believes its investment in BI will be necessary in order to meet future business
needs. A portion of the proceeds of the sale of Ft. Martin is expected to be used to fund reliability enhancements
to the Bl Unit 3 combustion turbine. The reliability enhancements are contingent upon the projects meeting a
least-cost test versus other potential sources of peaking capacity. (See “Mitigation Plan” discussion on page 7.)
The Company is analyzing the effects of customer choice on its future generating requirements. The Company
is planning to seek recovery of its invesunent and associated costs of Phillips through a CTC. (See “Compedton”
discussion on page 4.} In the event that market demand, transmission access or rate recovery do not support
the utilization of these plants, the Company may have to write off part or all of these investments and associated
costs. At December 31, 1996. the Company’s net of tax investment in Phillips and Bl held for future use was
$53.6 million and $17.2 million.
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Employees

At December 31, 1996, DQE and its subsidiaries had 3.810 emplovees, including 1.157 emplovees art the
Company-operated Beaver Vallev Power Stagon (BVPS). In November 1996. the Company reached an agreement
on a three-vear contract extension through September 30, 2001 with the Internadonal Brotherhood of Electrical
Workers, which represents approximately 2,000 of the Company’s emplovees.

Electric Utility Operations

The Company's fossil plants operated at 76 percent availability in 1996 and 1995. The Company's nuclear
plants operated at 76 percent availability in 1996 and 83 percent in 1993. The uming and duration of scheduled
maintenance and refueling outages, as well as the duraton of forced outages, affect the availability of power
statons. The Company normally experiences its peak demand in the summer. The 1996 customer system peak
demand of 2,463 MW occurred on August 7, 1996.

The Company’s plan for optimizing generation resources is designed to reduce under-utilized generating
capacity and employ cost-effective sources of peaking capacity. The sale of the Company’s ownership interest
in Ft. Martn reduced in-service capacity by 276 MW. In conjunction with the sale, the Company returned
112 MW of peaking capacity at Bl o electric plant in service. Additionally, through potential reliability enhance-
ments to the Bl Unit 3 combustion rurbine, the Company could rerurn to service another 56 M\’ of vil-fred
peaking capacity. (See “Property Held for Future Use” discussion on page 9.)

The Company has a 13.74 percent ownership interest in Perrv Unit 1, 2 nuclear generating unit located in
Ohio and operated by CEl. CEIl management has advised the Company that the Perry Course of Acdon
(PCA), an action plan submitted to the NRC in 1993, was completed at the end of the unit’s fifts: refueling
outage in the spring of 1996. Perrv Unit 1 has followed the PCA with the Perry Plan for Excellence, which is
the long-term phase of the unit’s performance improvement program. The Company will continue to monitor
closely the status of the performance improvement program.

Fossil Fuel

The Company believes that sufficient coal for its coal-fired generating units will be available from various
sources to satisfy its requirements for the foreseeable future. During 1996, approximiately 2.4 million tons of
coal were consumed at the Company's two wholly owned coal-fired stations, Cheswick Power Staton
(Cheswick) and Elrama Power Station (Elrama).

The Company owns Warwick Mine, an underground mine located approximately 83 river miles from
Pittsburgh. At December 31, 1996, the Company’s net investment in the mine was $11.4 million. The
Company esumates that, at December 31, 1996, its economically recoverable coal reserves at Warwick Mine
were in excess of 1.5 million tons. The unaffiliated contract operator at Warwick Mine notified the Company
that its financial circumstances and geologic conditions caused it to cease operations late in 1996. Therefore,
the Company is pursuing its remedies and is currently negotiating to retain an operator for the mine as a
smaller sized operation. Additionally, the Company will continue to purchase coal on the open market. This
change should not impact the Company's ability to recover all of its investment in Warwick Mine, the $2.6
million of unrecovered system-wide cost of coal which excludes the Bruce Mansfield Power Station (Bruce
Mansfield), or to accrue funds for furure liabilities. It is anticipated that this effort will be successfully complet-
ed by March 31, 2000 when the system-wide coal cost cap expires. The current estimated liability for mine
closing, including hnal site reclamaton, mine water treatment and certain labor liabilites is $47.6 million, and
the Company has recorded a liability on the consolidated balance sheet of approximately $20.2 million roward
these costs.

During 1996. 69 percent of the Company’s coal supplies were provided by contracts including Warwick
Mine, with the remainder satished through purchases on the spot market. The Company had four long-term
contracts in effect at December 31, 1996 that, inn combination with spot market purchases, are expected to
furnish an adequate future coal supply. The Company does not anticipate any difficulty in replacing or
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renewing these contracts as they expire from 1997 through 2002. At December 31, 1996, the Comphage 129
whollv owned and jointly owned generating units had on hand an average coal supply of 43 days.

The PUC has established rtwo market price coal cost standards for the Company. One applies only to coal
delivered at Bruce Mansfield. The other, the system-wide coal cost standard, applies to coal delivered te the
remainder of the Company’s svstem. Both standards are updated monthly to reflect prevailing market prices of
similar coal. The PUC has directed the Company to defer recovery of the delivered cost of coal to the extent
that such cost exceeds generally prevailing market prices tor similar coal, as determined by the PUC. The
PUC allows deferred amounts to be recovered from customers when the delivered costs of coal fall below such
PUC-determined prevailing market prices. The Company’s obligations to pay certain debt service costs associ-
ated with the Bruce Mansfeld coal supply will end on january 1. 2000. The Bruce Mansfield coal cost-capping
mechanism does nor expire until the recovery of all deferrals has been resolved. The Company believes that
Bruce Mansfield deferrals may increase through the end of this decade and then be reduced to zero by the end
of the vear 2002. The unrecovered cost of Bruce Mansfield coal was $9.6 million and the unrecovered cost of
the remainder of the svstem-wide coal was $2.6 million at December 31, 1996. The Company believes that all
deferred coal costs will be recovered.

Nuclear Fuel

The cycle of production and utilization of nuclear fuel consists of (1) mining and milling of uranium ore
and processing the ore into uranium concentrates, (1) converting uranium concerntrates to uranium hexafluoride,
(3) enriching the uranium hexafluoride, (4) fabricating fuel assemblies, (5) utilizing the nuclear fuel in the
generating station reactor and (6) storing and disposing of spent fuel.

Adequate supplies of uranium and conversion services are under contract for the Company’s requirements for
its jointly owned/leased nuclear units through June and December 1997, respectively. Enrichment services are
supplied under a 1984 United States Enrichment Corporation Utility Services Contract entered into for a
period of 30 years by the Company for joint interests in Perry Uniz §, BV Unit 1 and BV Unit 2. Under the
terms and conditions of this contract. the Company is committed to 100 percent of its enrichment needs
through 1999; the Company has terminated, at zero cost. all of its enrichment services requirements for fiscal
vears 2000 through 2005. The Company continues to review the need for further enrichment services for the
vears 2006 through 2014 and may terminate these furure years' services under the contract. Fuel fabrication
contracts are in place to supply reload requirements for the next 18-month cycle for BV Unit | and BV Unit 2
and the next fifteen 18-month cycles for Perry: Unit 1. The Company will make arrangements for future uranium
supply and related services, as required.

Each utility company is responsible for financing its proportionate share of the costs of nuclear fuel for each
nuclear unit in which it has an ownership or leasehold interest. The Companv’s nuclear fuel costs, which are
amortized to reflect fuel consumed, are charged to fuel expense and are currently recovered through rates.
The Company estimates that, over the next three vears, the expenditures for new fuel will exceed the amoru-
zation of nuclear fuel consumed by approximately $+4.4 million. The actual nuclear fuel costs to be financed
and amortized will be influenced by such factors as changes in interest rates; lengths of the respective fuel
cveles: reload cvele design; and changes in nuclear marerial costs and services, the prices and availability of
which are nat known at this time. Such costs may also be influenced by other events not presently foreseen.

Nuclear Decommissioning

The PUC ruled that recovery of the decommissioning costs for BV Unit | could begin in 1977, and that
recovery for BV Unit 2 and Perry Unit | could begin in 1988. The Companv expects to decommission BV
Unit 1, BV Unit 2 and Perrv Unit | no earlier than the expiration of each plant’s operating license in 2016,
2027 and 2026. At the end of its operating life. BV Unit 1 may be placed in safe storage until BV Unie 2 is
ready to be decommissioned. at which time the units may be decommissioned together.

H-13
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Based on site-specific studies finalized in 1992 for BV Unit 2, and in 1994 for BV Unit | and Perry Uit 1,

the Company’s share of the total esumated decommuissioning costs, including removal and decontamination costs,
currently being used to determine the Company’s cost of service, is $122 million for BV’ Unit 1. $35 million
for BV Unit 2. and $67 million for Perrv Unit 1. A study will be performed in 1997 to update the Company's
esumated decommissioning costs of B\ Unit 1 and BV Unit 2.

On July 18, 1996, the PUC issued a Proposed Policy Statement Regarding Nuclear Decommissioning Cost
Estimation and Cost Recovery for the purpose of obtaining comments from the public. The proposed policy
includes guidelines for a site-specific study to esimate the cost of decommissioning. Guidelines require that
studies be performed at least every five vears, address radiological and non-radiological costs, and include a
contingency factor of not more than 10 percent. Under the proposed policy, annual decommissioning funding
levels are based on an annuity calculation recognizing inflaton in the cost estimates and earnings on fund
assets. With respect to the transition to a competitive generation market. the Customer Choice Act requires
that utilities include 2 plan to mitigate any shortfall in decommissioning trust fund pavments for the life of the
facility with any future decommissioning filings. Consistent with this requirement, the Company has increased
its nuclear decommissioning funding by $5 million under the PUC-approved plan for the sale of the
Company'’s ownership interest in Ft. Martin. (See “Mitigation Plan” discussion on page 7.) These addiuonal
annual contributions bring the rotal annual funding to approximarely $9 million. Also, on October 17, 1996,
the PUC adopted an Accounting Order filed by the Company to recognize the increased funding as part of the
Company’s cost of service. The Company expects to receive approval from the Internal Revenue Service (IRS)
for qualification of 100 percent of addiuonal nuclear decommissioning trust funding for BV Unit 2 and Perry
Unit 1, and 79 percent for BV Unit 1.

The Company records nuclear decommissioning expense under the category of depreciation and amortization
expense and accrues a liability, equal to that amount, for nuclear aecommissioning costs. Funding for nuclear
decommissioning costs is deposited in external, segregated trust accounts and may be invested in a portfolio
of corporate common stock and debrt securities, municipal bonds, certificates of deposit and United States
government securities. Trust fund earnings increase the fund balance and the recorded liability. The markert
value of the aggregate trust fund balances at December 31, 1996 toraled approximately $33.7 million. On the
Companv’s consolidated balance sheet, the decommissioning trusts have been reflected in other long-term
investments, and the related liabilicy has been recorded as other non-current liabilities.

Nuclear Insurance

The Price-Anderson Amendments vo the Aromic Energy Act of 195+ limit public liability from a single
incident at a nuclear plant to $8.9 billion. The maximum available private primary insurance of $200 million
has been purchased by the Company. Additional protection of $8.7 billion would be provided by an assessment
of up to $79.3 million per incident on each nuclear unit in the United States. The Company’s maximum total
possible assessment, $39.4 million, which is based on its ownership or leasehold interests in three nuclear
generating units, would be limited to 2 maximum of $7.5 million per incident per vear. This assessment is
subject to indexing for inflation and may be subject to state premium taxes. If funds prove insufficient to pay
claims, the United States Congress could impose other revenue-raising measures on the nuclear industry.

The Company’s share of insurance coverage for property damage, decommissioning and decontamination
liabilicy is $1.2 billion. The Company would be responsible for its share of any damages in excess of insurance
coverage. In addition, if the property damage reserves of Nuclear Electric Insurance Limited (NEIL), an
industry murtual insurance company that provides a portion of this coverage, are inadequate to cover claims
arising from an incident at any United States nuclear site covered by that insurer, the Company could be
assessed retrospecuve premiums totaling a maximum of $7 3 million.

In addition, the Company participates in a NEIL program that provides insurance for the increased cost of
generation and/or purchased power resulting from an accidental outage of a nuclear unit. Subject to the policy
imit. the coverage provides for 100 percent of the estimated incremental costs per week during the 52-week
period starting 21 weeks after an accident and 80 percent of such estimate per week for the following 104 weeks,
with no coverage thereafter. If NEILS losses for this program ever exceed its reserves, the Company could be
assessed retrospective premiums totaling a maximum of $3.5 million.
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Spent Nuclear Fuel Disposal

The Nuclear Waste Policy Act of 1982 established a policy for handling and disposing of spent nuclear
fuel and a policy reqmrmg the establishment of a final repositony to accept spent nuclear fuel. Electric utility
companies have entered into contracts with the United States Department of Energy (DOE) for the permanent
disposal of spent nuclear fuel and high-level radioactive waste in compliance with this legislation. The DOE
has indicated that its repository under these contracts will not be available for acceptance of spent nuctlear fuel
before 2010. On July 23, 1996, the U.S. Court of Appeals for the District of Columbia Circuit, in response to
a suit brought by 25 electric utilinies and 18 states and stare agencies, unanimously ruled that the DOE has a
legal obligation to begin raking spent nuclear fuel by January 31, 1998. The DOE has not vet established an
interim or permanent storage facility, and has indicated that it will be unable to begin acceptance of spent
nuclear fuel for disposal by January 31, 1998. Further, Congress is considering amendments to the Nuclear
Waste Policy Act of 1982 that could give the DOE authority to proceed with the development of a federal interim
storage facility. In the event the DOE does not begin accepting spent nuclear fuel, existing on-site spent nuclear
fuel storage capacities at BV Unit !, BV Unit 2 and Perry Unit 1 are expected to be sufficient until 2016 (end of
operating license), 2013 and 2011, respecavely.

On January 31, 1997, the Company joined 335 other electric utilites and 46 states, state agencies and regulatory
commissions in filing a suit in the U.S. Court of Appeals for the District of Columbia against the DOE. The
suit requests the court to suspend the utlities’ payments into the Nuclear Waste Fund and o place future
pavments into an escrow account untl the DOE fulfills its obligation to accept spent nuclear fuel. Sigmificant
additional expenditures for the storage of spent nuclear fuel at BV Unit 2 and Perry Unit | could be required
if the DOE does not fulfill its obiigation to accept spent nuclear fuel.

Uranium Enrichment Decontomination and Decommissioning

Nuclear reactor licensees in the United States are assessed annually for the decontamination and decommis-
sioning of DOE uranium enrichment facilities. Assessments are based on the amount of uranium a utility had
processed for enrichment prior to enactment of the National Energy Policy Acr of 1992 (NEPA) and are to be
paid by such utilities over a 13-vear period. At December 31, 1996, the Company’ liability for contributions
was approximately $9.3 million (subject o an inflation adjustment). Contributions, when made, are currently
recovered from electric utility customers through the ECR.

Environmental Matters

The Comprehensive Environmental Response, Compensarion and Liability Act of 1980 and the Superfund
Amendments and Reauthorizatian Act of 1986 (Superfund) established a variety of informatdonal and environmental
action programs. The United States Environmental Protection Agency (EPA) informed the Company of its
potential involvement in three hazardous waste sites. The Companv reached agreements to make de minimus
financtal pavments in 1995 related to two sites in order to resolve any associated liability. Related to the
remaining site, the Company believes that available defenses, along with other factors {including overall limited
involvement, low estimated remediation costs and other solvent, potentially responsible parties) will limit any
potential hability thar the Company may have for cleanup costs. The Company believes that any settlement or
associated costs related to the remaining site will not have a materially adverse effect on its financial position,
results of operations or cash flows,

As required by Titde \ of the Clean Air Aa Amendments (Clean 4ir Act), the Company filed comprehensive
air operating permit applications for Cheswick, Eframa, Bl and Phillips during the last half of 1995, These
applications are still pending approval. The Company also filed its Title IV Phase Il Clean Air Act compliance
plan with the PUC on December 27. 1993,

Alchough the Company believes it has satisfied all of the Phase I Acid Rain Program requirements of the

Clean Air Aa. Phase I Acid Rain Program requires significant additional reductions of sulfur dioxide (SO.)
and oxides of nicrogen (NO,) by the vear 2000. The Company currently has 662 MW of nuclear capacity and
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1,187 MW of coal capacity equipped with SO, emission-reducing equipment (including 300 N of properry
beld for future use at Phillips). Through the year 2000, the Company is considering 2 combination of compliance
methods that include fuel switching; increased use of, and improvements in, SO. emission-reducing equipment:
low NOy burner technology; and the purchase of emission allowances for those remaining stations not in

compliance.

In additon to the Title [V Acid Rain Program requirements, the Company is responsible for additional
NQ, reduction requirements to meet Ozone Ambient Air Quality Standards under Title 1 of the Clean Air Act.
Flue gas conditioning and post-combuston NOy reduction technologies may be employed if economicaily
justified. Also, the Company is examining and developing innovatve emissions technologies designed to
reduce costs. The Company continues to work with the operators of its jointly owned stations to implement
cost-effective compliance strategies to meet these requirements. )

The Company is closely monitoring other potential future air quality programs and air emission control
requirements that could result from more stringent ambient air quality and emission standards for SO, and NO,
particulates and other by-products of coal combustion. The Company expects the Pennsylvania Department of
Environmental Protection (DEP) to finalize in 1997 a regulation to implement the additional NO control
requirements that were recommended by the Ozone Transport Commission. The estimated costs to comply
with this program have been included in the Company’s capital cost estimates through the vear 2000. Since other
potential programs are in various stages of discussion and consideration, it is impossible to make reasonable
estimates of the potential costs and impacts, if any. The Company currently estimates that additional capital
costs to comply with Clean Air Act requirements through the year 2000 will be approximately $20 million.

The Company has developed, patented and installed low NOy burner technology for the Elrama boilers.
These cost-effective NO, reduction systems installed on the Elrama roof fired boilers were specified as the
benchmark for the industry for this class of boilers in the EPASs final Group II rulemaking. The Company is
also currently evaluating additional low-cost, developmental NOy reduction technologies at Cheswick and
Elrama. An Artificial Neural Network control system enhancement, co-sponsored by the Electric Power
Research Institute and the Company, will be demonstrated at Cheswick. The Gas Research Institute and the
Company are sponsoring a targeted natural gas reburn demonstration at Elrama. Both demonstradons were
initiated in 1996 and will be completed in 1997,

In 1992, the DEP issued Residual Waste Managemenr Regulations governing the generation and management
of non-hazardous residual waste, such as coal ash. The Company is assessing the sites it utilizes and has developed
compliance strategies that are currenty under review by the DEP. Capital costs of $2.5 mitlion were incurred
by the Company in 1996 to comply with these DEP regulations. Based on information currently available, an
addidonal $2.8 million will be spent in 1997. The additional capital cost of compliance through the year 2000
is estimated, based on current information, to be $15 million. This estimate is subject to the results of ground-
water assessments and DEP final approval of compliance plans.

The Company is invalved in various other environmental matters. The Company believes that such matters,
in toral, will not have a materiallv adverse effect on its financial position, results of operations or cash flows.

Outlook

Competition

The electric utility industry continues to undergo fundamental change in response to open transmission
access and increased availability of energy alternatives. Under historical PUC ratemaking, regulated electric
utlities were granted exclusive geographic franchises to sell electricity in exchange for making investments and
incurring obligations to serve customers under the then-existing regulatory framework. Through the ratemaking
process. those prudently incurred costs were recovered from customers, along with 2 return on the investment.
Additionally, certain operating costs were approved for deferral for furure recovery from customers. As a result
of this historical ratemaking process, utilities have assets recorded on their balance sheets at above-marker costs
and have commitments to purchase power at above-marker prices (transition costs).
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In Pennsylvania, under the Customer Choice Act which became effective on January 1, 1997, consumers in a
utlitv’s eradinional franchised territory will ulimately be able to purchase electricity at market prices from 2
variety of electric generation suppliers. Before the phase-in to customer choice beg:ins in 1999, the PUC expects
utilities 1o take vigorous steps to mitigate transiton costs as much as possible without increasing the price they
currently charge customers. The PUC will determine what portion of a udlity’s remaining transition costs will
be recoverable from customers through a CTC. This charge will be paid by consumers who choose alternative
generation suppliers as well as customers who choose their franchised udlity. The CTC could last as long as
2005, providing a utility a total of up to nine years to recover transition costs. An overall four-and-one-half year
price cap will be imposed on the transmission and distribution charges of electric utility companies. Additionally.
electric utility companies may not increase the generation price component of prices as long as transition costs
are being recovered, with certain exceptions. If a utility ultimately is unable to recover its transition costs within
this pricing structure and timeframe, the costs will be written off.

The Company has already been effective in mitigaring its exposure to transition costs. As the following table
demonstrates, generating plant, decommissioning and related regulatory asset costs have been reduced by
approximatefy $400 million during the past two vears. These reductions have resulted from a variety of strategies,
such as selling generating assets, accelerating recovery of fixed costs, increasing nuclear decommissioning
charges and reducing capitalized costs. The Company expects to continue these steps to address its rernaining
transition costs. The Customer Choice Act provides another option to mitigate transition costs. With PUC
approval, utilities are permitted to issue transition bonds with 2 macturity of 10 years or less. Proceeds can be
used to reduce transition costs. The Company is currently reviewing this alternative as well as others to further
mitigate its transition costs. (See “Regulation” and “Rate Matters” discussions on pages | and 6.)

Potential Transition Costs

December 31, January 1,

1996 1995
(Amounts in Millions of Dollars)
Nuclear plant $ 9105 $1,149.0
Generaton-related regulatory assets 417.9 495.8
BV Unit 2 lease 399.1 401.0
Unfunded generatng plant decommissioning 299.5 371.0
Phiilips 78.3 78.3
Warwick Mine 15.3 25.0
Purchase power contracts — -
Total $2,120.6 $2,520.1

Any estimate of transition costs, including those in the table above, is forward-looking and is highly dependent
on estimates of the furure market prices for electric power. Higher marker prices for electricity reduce transition
cost exposure, while lower market prices increase exposure. As part of its transition filing, the Company is
proposing to make 2 long-term sale of electricity during the transition period to determine the market rate for
power. In addition to market-related impacts, any estimate of the utimate level of transition costs also depends
on, among other things, the extent to which such costs are deemed recoverable by the PUC, the ongoing level
of Duquesne’s costs of operations, regional and national economic conditions, and growth of Duquesne’s sales.
Dugquesne anticipates making its transition filing, including the identification of potential transition costs, as
required by the PUC by August 1, 1997. The PUC is expected to rule on the Company' ability to recover these
costs through a CTC by May 1, 1998. The Company believes, based upon prior rulings of the PUC, that it is
entitled to recover substantially all of its transition costs. but cannot predict the outcome of this regulatory
process. In the event that the PUC rules that any or all of these transition costs cannot be recovered through a
CTC mechanism or the Company fails to satisfy the requirements of SFAS No. 71, these costs will be written
off. As the Company has substantial exposure to transition costs relative to its size, significant transition cost
write-offs could have a materially adverse effect on the Company’s financial position, results of operations and
cash flows. Various financial covenants and restrictions could be violated if substantial write-off of assets or

recognition of liabilities occurs.
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In addition to the mitigadon of transition costs, the Company has been preparing for competton in a variery

of ways. In 1989, a holding company structure was formed to add flexibility to the Company's straregy for
managing assets. With this structure the Company has been able to pursue new business opportunities that have
capitalized on the Company’s leadership in engineering, energy production and the appiication of technology.
The Company’s market-driven businesses have grown in a manner that complements its core business. The
Company has also been building its financial strength through the rearement and refinancing of long-rerm detr
and the repurchase of stock. In 1995, the Company’s restrictive first mortgage bond indenture was replaced
with 2 new indenture with more flexible provisions and the Company completed a 3-for-2 stock split. In 1996.
the Company issued MIPS to further add to its financial flexibility and creditworthiness.

Meanwhile, the Company has better positioned its electric utility business for compeation through improving
operations and enhancing customer relations. In recognition of impending industry competition and in an
effort to optimize its generation resources, in 1989 the Company signed a contract with Delmarva Power for a
bulk power sale for a period of 20 vears. This initiative would have resulted in the refurbishment and return to
service of the Company's cold-reserved generating stadons. Following the plans failure to receive regulatory
approval, in 1990 the Company announced a second long-term power sale initiative to restart these power
plants. This plan would have provided significant impetus to economic development in Pennsylvania as well as
providing the Company’s customers with substandal benefits in the form of lower rates. The Company's
efforts to upgrade and maintain the cold-reserved units have enabled the Company to utilize the Bi units to
meet peak demand during periods of extreme weather in recent years and have enabled the Bl units to more
quickly rerurn to service as part of the Ft. Martin sale. In 1991, Duquesne reorganized into strategic business
units along market lines and instituted cost reduction targets for capital, operation and maintenance, and
inventory expenditures. As part of this process. workforce reductions were achieved primarily through attrition:
since 1989 Duquesne has reduced its number of employees by 25 percent. Recently, Duguesne signed a three-
vear contra:i extension with its bargaining unit emplovees through September 2601. Throughout the pericd,
Duguesne has been aggressively reducing its fuel costs, achieving a 13 percent reduction in the unit cost of fuel
since 1990. These measures have enabled Duquesne to reduce its rates by nearly 36 percent. in real terms, since
1990. When considering the price freeze component of Duquesne’s Mitigation Plan, prices will have declined
by nearly 3G percent in real terms during the decade of the 1990s. From a customer relations standpoint,
Duquesne negotiated long-term contracts with more than 30 key industrial and commercial customers and was
recognized in 1996 for its economic development efforts in attracting major new industrial expansions. In 1995,
Duguesne became one of the first electric utilities in the country to offer a full customer service guarantee and
also guaranteed to match any competing electricity supplier’ price for new businesses or for the expansion of
existing businesses. Duquesne also is offering to customers increased bill-paving options, including an advanced
technology service that enables customers to electronically receive and pay their electric bills. This service
assists major customers just as its earlier Electricheck option helped smaller commercial and residential
custorners. Additionally, Duquesne will be positioned to offer customers a wide range of new services with the
Customer Advanced Reliability System (CARS). Utility customers will be linked to CARS by encoder receiver
transmitrers contained in new or retrofitted electric meters. Data communications offered by this technology
are expected to result in improved reliability, security, and customer satisfaction.

At the national level, in 1996 the FERC issued two related final rules that address the terms on which electric
utilities will be required to provide wholesale suppliers of electric energy with non-discriminatory access to the
utiliy’s wholesale transmission svstem. The first rule. Order No. 888, requires each public utility that owns,
controls or operates interstate transmission facilities to file a tariff offering unbundled transmission services
containing non-rate terms that conform to the FERC's pro forma tariff. Order No. 888 also allows full recovery
of prudently incurred costs from departing customers. FERC deferred to state regulators with respect to retail
access. recovery of retail transition costs and the scope of state regulatory jurisdiction. The second rule. Order
No. 889, prohibits transmission owners and their affiliates from gaining preferential access to information
concerning transmission and establishes a code of conduct to ensure the complete separation of a utility's
wholeszle power marketing and transmission operation functions.

Finally. the FERC simultaneousty issued a new Norice of Proposed Rulemaking (NOPR) on Capaciry Reservation
Open Access Transmission Tarviffs (CRT). which would require all market participants to reserve firm capacity
rights between designated receipt and delivery points. 1f adopied, the CRT would replace the open access pro
forma tariff implemented in Order No. 888. (See “Transmission Access” discussion on page 17.)
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The Company is aware of the foregoing state and federal regulatory and business uncertainaes and is
attempting to position itself to effecuively operate in a more competitive environment.

Transmission Access

In March 1994, the Company submirred, pursuant to the Federal Power Act, two separate “good faith”
requests for transmission service with APS and the Pennsylvanja-NewJersey—Marylmd Interconnection
Association (PJM Companies). Because of a lack of progress on pricing and other issues, the Company
subsequently filed with the FERC applications for transmission service. [n May 1995, the FERC instructed
APS and the PJM Companies to provide transmission service to the Company and directed the parties to
negotiate specific rates, terms and conditons. No terms were agreed to, and briefs were filed with the FERC
outlining the areas of disagreement. The matter is now pending before the FERC. In July 1996, the Company
filed with the FERC a request for acceptance of a capacity reservation tariff to replace the previously filed
FERC Order No. 888 pro forma tariff. (See “Compettion” discussion on page 14.) The Company’s tariff
proposes to adopt marginal cost pricing for transmission service on the Company’s transmission system. In
Februzry 1997, the FERC rejected the Company's tanff filing, but permitted the Company to request a hearing
to determine whether the Company’s tariff is just and reasonable as well as consistent with or superior to the
Order No. 888 pro forma uriff. The Company has requested such a hearing.

The Company is currently evaluating the impact of FERC regulatory actons on these proceedings. The
Company cannot predict the final outcome of these proceedings.

Beaver Vailey Power Station (RVPS) Steam Generators

BVPS's two units are equipped with stez™ generators designed and built by Westinghouse Electric
Corporation (Westinghouse). Similar to other Westinghouse nuclear plants, outside diameter stress corrosion
cracking (ODSCC) has occurred in the steam generator tubes of both units. The units continue to have the
capability to operate at 100 percent reactor pawer although 15 percent of BV Unit 1 and 2 percent of BV
Unit 2 steamn generator tubes have been re:noved from service. Material acceleradon in the rate of ODSCC
could lead to a loss in plant efficiency and significant repairs or replacement of BV Unit 1 steam generators.
The total replacement cost of the BV Unit | steam generators is estimared ar $125 million, $59 million of
which would be the Company’s responsibility. The earliest that the BV Unit | steam generators could be
replaced during a scheduled refueling outage is the fall of 2000.

Other

Retirement Plan Measurement Assumptions

The Company increased the discount rate used to determine the projected benefit obligation on the
~ompany’s retirement plans at December 31, 1996 to 7.5 percent. The assumed change in future compensation
levels and assumed rate of return on plan assets were also increased to reflect current market and economic
conditions. The effects of these changes on the Company’s retirement plan obligations are reflected in the
amounts shown in “Employee Benefits,” Note N to the consolidated financial statements, on page 57. The
resulting change in related expenses for subsequent years is not expected to be material.

Subsequent Event

The Company signed a sale agreement on March 18, 1997, for the sale of Chester. In 1996, Chester earned
net income of $2.4 million on net revenues of $31 million. Pursuant to this transaction, the Company will
realize proceeds of approximately $44 million from its investment in Chester. The sale is expected to close on
May 1, 1997,
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Except for bistorical information contained berein, the matters discussed in this Annual Rager chIormt] RR%re
forward-looking statements which involve risks and uncertainties including, but not limited o, economic. competitive,
governmental and technological factors affecting the Company’s operations, markets, products, services and prices and
ather factors discussed in the Company’s filings with the Securities and Exchange Commission.

Executive Officers of the Registrant

Set forth below are the names, ages as of March 1, 1997, and positions during the past five vears of the exec-
utive officers of DQE. Additional information related to the execunve officers of DQE and Duguesne is set
forth on page 64 of DQE's Annual Report to Shareholders for the vear ended December 31, 1996. The infor-

mation is incorporated here by reference.

NAME AGE OFFICE

David D. Marshall 44 President and Chief Executive Officer since August 1996.

Execudve Vice President since February 1995. Vice

President from July 1989 to February 1995.

Gary L. Schwass 51 Executive Vice President and Chief Financial Officer
since February 1993. Vice President from January 1990
to February 1995 and Treasurer from July 1989 to
August 1996.

James D. Micchell 45 Vice President since Fé.bruary 1995, Assistant
Treasurer from January 1990 to February 1995.

Victor A. Roque 50 Vice President since April 1995 and General Counsel
since November [994. Previously Vice President,
General Counsel and Secretary for Orange and
Rockland Udlities from April 1989 to November
1994,

Morgan K. O’Brien 36 Controller and Principal Accounting Officer since
October 1993, Assistant Controller from
December 1993 to October 1995, Manager,
Corporate Taxes at Duquesne Light Company
from September 1991 to December 1993.

Donald J. Clavton 42 Treasurer since August 1996. Assistant Treasurer from
October 1995 ro August 1996. Treasurer of Duquesne
Light Company since January 1995 and Assistant
Treasurer from May 1990 to January 1995.

Dianna L. Green 30 Senior Vice President since April 1996. Senior Vice
President - Customer Operations of Duquesne
Light Company since April 1993, Senior Vice
President - Administration from February 1995 to
Apnl 1995, and Vice President - Administrative
Services from August 1988 to February 1995.
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NAME AGE OFFICE age ©

Jack E. Saxer, Jr. 53 Vice President since April 1996. Assistant Treasurer
from January 1996 to April 1996. Assistant Vice
President - Administration of Duquesne Light
Company since January 1995, and General
Manager - Pension, Investments and Insurance
from January 1989 to January 1995.

ITEM 2. PROPERTIES.

The principal properties of the Company consist of electric generating stations, transmission and distri-
bution facilities, and supplemental properties and appurtenances, comprising as a whole an integrated electric
utllity system, located substandially in Allegheny and Beaver counties in southwestern Pennsylvania.

The Company owns all or a portion of the following generating units except Beaver Valley Unit 2,
which is leased.

Company’s
Share of Net Plant Output
Capacity Year Ended
(Megawatts) December 31, 1996
Name and Location Type Summer Winter (Megawatt-hours)
Cheswick Coal 562 370 3,104,155
Springdale, Pa.
Elrama Coal 474 487 2,572,107
Elrama, Pa. )
Sammis Unic 7 (1) Coal 187 187 1,058,137
Strawon, Ohio
Eastiake Unit 5 (1) Coal 186 186 972,750
Eastiake, Ohio
Beaver Valley Unit 1 (1) Nuclear 3gs 383 2.713.594
Shippingport. Pa.
Beaver Valley Unit 2 (1) Nuclear 113 113 674,893
Shippingport, Pa. .
Perrv Unit I (1) Nuclear 161 164 1,026,442
North Perry, Ohio
Bruce Mansfield Unit 1 (1) Coal 218 128 965,248
Shippingport, Pa.
Bruce Mansfield Unit 2 (1) Coal 62 62 285,792
Shippingport, Pa.
Bruce Mansfield Unit 3 (1) Coal HO 110 480,342
Shippingport. Pa.
Fu. Marun Unit 1 (2) Coal 276 276 1,215,111
Brunot Island Qil 166 178 (6,846}
Brunot Island, Pa. —_— -
“Total 2910 2.946 3,038,743
Property held for furure use:
Brunot Island Oil A 128
Phiilips Coal 300 300
Toral 1302 3,374

(1) Amounts represent the Company’s share of the unit, which is owned bv the Company in common with
one or more other electric utilities (or. in the case of Beaver Valley Unit 2, leased by the Company).
(1) Amount represents the Company's share of the unit, which was sold on October 31, 1996,
19
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The Company owns 24 transmission substations (including interests in common in the step-up transformers
at Sammis Unit 7; Eastlake Unir 5; Bruce Mansheld Unit 1; Beaver Valley Unit I; Beaver Valley Unit 2:
Perry Unit 1; Bruce Mansheld Unit 2; and Bruce Mansfield Unit 3) and 562 distribution substations. The
Company has 714 circuit-miles of transmission lines, comprising 343,000, 138,000 and 69,000 volt lines. Street
lighting and distribution circuits of 23,000 volts and less include approximately 50,000 miles of lines and cables.

The Company owns the Warwick Mine, including 4,849 acres owned in fee of unmined coal lands and
mining rights, located on the Monongahela River in Greene Counry, Pennsylvania, approximately 83 river

miles from Pirsburgh. (See Item 1. BUSINESS “Fossil Fuel” discussion on page 10.)

Additional information relating to Item 2. PROPERTIES, is set forth in Note D, “Property. Plant and
Equipment,” on page 45 of this Report. The information is incorporated here by reference.

ITEM 3. LEGAL PROCEEDINGS.

Rate-Related Legal Proceedings, Property, Plant and Equipment - Related Legal Proceedings and Environmental
Lega! Proceedings

Eastiake Unit 5

In September 1995, the Company commenced arbitration against CEI, seeking damages, termination of the
Operating Agreement for Eastlake Unit 5 (Eastiake) and partition of the partes’ interests in Eastlake through
a sale and division of the proceeds. The arbitranon demand alleged, among other things, the improper allocaton
by CE! of fuel and relaicd costs; the mismanagement of the administration of the Saginaw coal contract in
connection with the closing of the Saginaw mine, which historically supplied coal to Eastlake; and the conceal-
ment by CEI of material information. In October 1995, CEI commenced an action against the Company in
the Court of Common Pleas, Lake County, Ohio seeking to enjoin the Company from taking any action to
effect a partition on the basis of a waiver of partition covenant contained in the deed to the tand underlying
Eastlake. CEI also seeks monetary damages from the Company for alleged unpaid joint costs in connection
with the operation of Eastlake. The Company removed the action to the United States District Court for the
Northern District of Ohio, Eastern Division, where it is now pending. Currently, the parties are engaged in
settlement discussions. To provide the parties with the opportunity to serte their claims, the court has postponed
litigation proceedings until April 1, 1997,

Proceedings involving the Company’s rates are reported in Item |. BUSINESS “Rate Matters.” Proceedings

involving Property, Plant and Equipment are reported in [tem 1. BUSINESS “Property, Plant and Equipment.”
Proceedings involving environmental matters are reported in Item 1. BUSINESS “Environmental Matters.”

ITEM 4. SUBMISSION OF MATTERS TO A VOTE OF SECURITY HOLDERS.

Not applicable.

PART II

ITEM 5. MARKET FOR REGISTRANT'S COMMON EQUITY AND RELATED SHAREHOLDER MATTERS.

[nformation relating to the market for DQE's Common Stock and other martters related to its holders is set
forth on page 1 and inside of the back cover of the DQE Annual Report to Shareholders for the vear ended
December 31, 1996 and on page 6. page 37 in Note M and page 60 in Note O hereto. The information is
incorporated here by reference. At February 21, 1997, there were approximately 76,005 holders of record of
the Common Stock of DQE.
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ITEM 6. SELECTED FINANCIAL DATA.
Selected financial data for each vear of the eleven-vear period ended December 31, 1996, are set forth on

pages 17 and 18 of the DQE Annual Report to Shareholders for the year ended December 31, 1996. The infor-
mation is incarporated here by reference.

ITEM 7.  MANAGEMENT'S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND RESULTS OF OPERATIONS.
Management’s discussion and analysis of financial condition and results of operations are set forth in lIrem 1.

BUSINESS here on pages | through 18 of this Report. The discussion and analysis are incorporated here by
reference,

ITEM 8. CONSOLIDATED FINANCIAL STATEMENTS AND SUPPLEMENTARY DATA.

The Consolidated Balance Sheet of DQE and its Subsidiaries as of December 31, 1996 and 1995, and the
related Statements of Consolidated Income, Renzined Earnings and Cash Flows for each of the three vears in
the period ended December 31, 1996, together with the Report of Independent Certified Public Accountants
dated January 28, 1997, are set forth here on pages 37 through 60. The financial statements and report are
incorporated here by reference. Quarterly financial information is included here on page 60 in Note O to the
consolidated financial statements and is incorporated here by refer:nce.

ITem 9. CHANGES IN AND DISAGREEMENTS WITH ACCOUNTANTS ON ACCOUNTING AND FINANCIAL DISCLOSURE.

None.

Part II1

ITEM 10. DIRECTORS AND EXECUTIVE OFFICERS OF THE REGISTRANT.

Information relating to the Directors of DQE is set forth in Exhibit 99.2 hereto. The information is incor-
porated here by reference. All Directors of DQE are also Directors of Duquesne Light Company. Information
relating to the executive officers is set forth in Part I of this Report under the caption “Executive Officers of
the Registrant.”

ITEM 11, EXECUTIVE COMPENSATION.

Information relating to executive compensation is set forth in Exhibit 99.1 hereto, The informartion is
incorporated here by reference,

ITem 12. SECURITY OWNERSHIP OF CERTAIN BENEFICIAL OWNERS AND MANAGEMENT.

information relating to the ownership of equity securities of DQE by DQE directors, officers and certain
beneficial owners is set forth under the caption "Beneficial Ownership of Stock” in Exhibit 99.1 hereto.
Information is incorporated here by reference.

ITEM 13. CERTAIN RELATIONS AND RELATED TRANSACTIONS.

None.
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PART IV Page

ITEM 14, EXHIBITS, FINANCIAL STATEMENT SCHEDULES AND REPORTS ON FORM 8-K.

(a)(1) The following informaton is set forth here on pages 37 through 60 of this Report. The following
financial statements and Report of Independent Certified Public Accountants are incorporated here by

reference:
Report of Independent Cerdfied Public Accountants.

Statement of Consolidated Income for the Three Years Ended December 31, 1996,

Consolidated Balance Sheet, December 31, 1996 and 1995.
Statement of Consolidated Cash Flows for the Three Years Ended December 31, 1996.

Statement of Consolidated Retained Earnings for the Three Years Ended December 31, 1996.

Notes to Consolidated Financial Statements.

(2)(2) The following financial statement schedule and the related Report of Independent Certified Public
Accountants (See page 37.) are filed here as a part of this Report:

Schedule for the Three Years Ended December 31, 1996:
II - Valuation and Qualifving Accounts.

The remaining scheduies are omitted because of the absence of the conditions under which they
are required or because the informaton called for is shown in the financial staternents or notes to the
consolidated financial statements.

{a)(3) Exhibits are set forth in the Exhibit Index on pages 23 through 33, incorporated here by reference.
Documents other than those designated as being filed here are incorporated here by reference. Documents
incorporated by reference to a DQE Annual Report on Form 10-K, a Quarterly Report on Form 10-Q or 2
Current Report on Form 8-K are at Securities and Exchange Commission File No. 1-10290. Documents
incorporated by reference to a Duquesne Light Company Annual Report on Form 10-K, a Quarterly Report
on Form 10-Q or a Current Report on Form 8-K are at Securities and Exchange Commission File No. 1-936.
The Exhibits include the management contracts and compensatory plans or arrangements required to be filed
as exhibits to this Form 10-K by Item 601(10)(iii) of Regulation of $-K.

(b} Reports on Form 8-K filed during the rwelve months ended December 31,1996
(1) May 13, 1996 - The following evenr was reported by Duquesne Light Company:
ltem 7. Exhibit 12.2 - Statement re: Calculation of Ratio of Earnings to
Combined Fixed Charges and Preferred and Preference Stock

Dividend Requirements.

No financial statements were filed with this report.
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EXHIBIT INDEX
EXHIBIT METHOD OF
No. DESCRIPTION FILING
34 Articles of Incorporation of DQE effective January 5, 1989, Exhibit 3.1 to the Form 10-K
Annual Report of DQE for the
year ended December 31, 1989.
3.2 Articles of Amendment of DQE effectve April 27, 1989. Exhibit 3.2 to the Form 10-K
Annual Report of DQE for the
year ended December 31, 1989.
33 Articles of Amendment of DQE effective February 8, 1993. Exhibit 3.3 vo the Form 10-K
Annual Report of DQE for the
vear ended December 31, 1992.
34 Articles of Amendment of DQE effective May 24, 1994, Exhibit 3.4 to the Form 10-K
Annual Report of DQE for the
vear ended December 31, 1994.
35 Artcles of Amendment of DQE effective April 20, 1995. Exhibit 3.5 to the Form 10-K
Annual Report of DQE for the
vear ended December 31, 1995,
36 By-Laws of DQE, as amended through December 18, 1996 Filed here.
and as currently in effect.
4.1 Indenture dated March 1, 1960, relating to Duquesne Exhibit 4.3 to the Form 10-K
Light Company’s 3% Sinking Fund Debentures. Annual Report of DQE for the
vear ended December 31, 1989,
+.2 Indenture of Mortgage and Deed of Trust dated as of Exhibit 4.3 to Registration

4.3

April 1, 1992, securing Duquesne Light Company's
First Collateral Trust Bonds.

Supplemental Indenrures supplementing the said
Indenture of Mortgage and Deed of Trust -

Supplemental Indenture No. 1.

Supplemental Indenture No. 2 through Supplemental
Indenture No. 4.

Supplemental Indenture No. 5 through Supplemental
Indenture No. 7.

Supplemental Indenture No. 8 and Supplemental
Indenture Na. 9.

Statement (Form S-3)
No. 33-32782.

Exhibit 4.4 to Registration
Statement (Form S-3)
No. 33-52782.

Exhibit 4.4 to Registration
Statement (Form S-3)
No. 33-63602.

Exhibit 4.6 to the Form 10-K
Annual Report of Duquesne
Light Company for the vear
ended Decemnber 31, 1993.

Exhibir 4.6 to the Form 10-K
Annual Report of Duquesne

Light Company for the vear
ended December 31, 1994,

H-13
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METHOD OF
FILING

4.4

+.6

0.1

10.3

10.+4

10.8

Supplemental Indenture No. 10 through Supplemental
Indenture No. 12.

Supplemental Indenture No. 13.

Amended and Restated Agreement of Limited Partnership
of Duquesne Capital L.P., dated as of May 14, 1996.

Payment and Guarantee Agreement, dated as of May 14,
1996, by Duquesne Light Company with respect to MIPS.

Indenture, dated as of May 1. 1996, by Duquesne Light

Company to the First National Bank of Chicago as Trustee.

Deferred Compensation Plan for the Directors of
Dugquesne Light Company. as amended to date.

Incentive Compensation Program for Certain Execurive
Officers of Duquesne Light Company. as amended to
date,

Deseription of Duquesne Light Company Pension
Service Supplement Program.

Duquesne Light Company Outside Directors’
Retirement Plan. as amended to date.

DQE. Inc. 1996 Stack Plan for Non-Emplovee Directors.

Dugquesne Light/DQE Charitable Giving Program.

Performance Incentive Program for DQE, Inc. and
Subsidiaries. Formerly known as the Duquesne Light
Compzny Performance Incentive Program.

Employment Agreement dated as of December 15,
1992 berween DQE. Duquesne Light Company and
Wesley W von Schack.

14

Exhibit 4.4 to the Form 10-K
Annual Report of Duquesne
Light Company for the vear
ended December 31, 1995,

Exhibit 4.3 to the Form 10-K
Annual Report of Duquesne
Light Company for the year
ended December 31, 1996.

Exhibit 4.4 to the Form 10-K
Annual Report of Duquesne
Light Companv for the vear
ended December 31, 1996.

Exhibit 4.5 to the Form 10-K
Annual Report of Duquesne
Light Company for the year
ended December 31. 1996

Exhibit 4.6 to the Form 10-K
Annua! Report of Duquesne
Light Company-for the vear
ended December 31, 1996.

Exhibit 10.1 to the Form 10-K
Annual Report of DQE for the
vear ended December 31, 1992,

Exhibir 10.2 to the Form 10-K
Annual Report of DQE for the
vear ended December 31, 1992,

Exhibit 10.3 w the Form 10-K
Annual Report of DQE for the
vear ended December 31, 1992,

Exhibit 10.59 to the Form 10-K
Annual Report of Duquesne
Light Company for the year
ended Decernber 31, 1996,

Filed here.
Exhibit 0.6 to the Form 10-K
Annual Report of DQE for the

vear ended December 31, 1992.

Filed here.

Exhibit 10.5 to the Form 10-K
Annual Report of DQE for the
vear ended December 31, 1992,
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10.9

10.10

10.11

10.12

10.13

10.14

10.15

10.16

10.17

10.18

10.19

First Amendment dated as of October 25, 1994 to
Employment Agreement dated as of December 15,
1992 between DQE, Duquesne Light Company and
Wesley W. von Schack.

Resignation Agreement berween DQE and Duquesne
Light Company and Wesley W. von Schack.

Emplovment Agreement dated as of August 30, 1994
between DQE, Duquesne Light Company and
David D. Marshall.

First Amendment dated as of June 27, 1995 to
Employment Agreement dated as of August 30, 1994
between DQE, Duquesne Light Company and
David D. Marshall.

Employment Agreement dated as of August 30, 1994
between DQE, Duquesne Light Company and
Gary L. Schwass.

Non-Competition and Confidentiality Agreer~zat dated

as of Qctober 3, 1996 by and among DQE, Inc., Duquesne

Light Company and David D. Marshall, together with a
schedule listing substandally identical agreements with

Dianna L. Green, Victor A. Roque, James D. i+iitchell and

James E. Cross.

Exhibit 10.8 to the Form 10-K
Annual Report of DQE for the

vear ended December 31, 1994.

Exhibit 10.1 to the Form 10-Q
Quarterly Report of DQE for

the quarter ended
September 30, 1996.

Exhibit 10.9 to the Form 10-K
Annual Report of DQE for the
year ended December 31, 1994,

Exhibit 10.68 to the Form 10-K
Annual Report of Duquesne
Light Company for the vear
ended December 31, 1995.

Exhibit 10.10 ro the Form [0-K
Annual Report of DQE for the
year ended December 31, 1994.

Filed here.

Material Contracts relating to Duquesne Light Company
Agreements relating to Jointly Owned Generating Units:

Administration Agreement dated as of September 14, 1967.

Transmission Facilities Agreement dated as of
September 14, 1967.

Operating Agreement dated as of September 21, 1972
for Eastlake Unit No. 5.

Memorandum of Agreement dated as of Julv 1, 1982 re
reallocation of rights and liabilities of the companies
under vranjum supply contracts.

Operating Agreement dated August 5. 1982 as of
September 1, 1971 for Sammis Unit No. 7.

[ 9]
)

Exhibit 5.8 to Registration
Statement (Form S-7)
No. 2-43106.

Exhibit 5.9 to Registration
Statement (Form 5-7)
No. 2-43106.

Exhibit 5.1 ro Registration
Statement {Form 5-7)
No. 2-48164.

Exhibit 10.14 to the Form 10-K
Annual Report of Duquesne
Light Company for the year
ended December 31, 1987.

Exhibit 10.17 to the Form 10-K
Annual Report of Duquesne
Light Company for the vear
ended December 31, 1988.
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10.20

10.24

10.25

10.27

10.18

10.29

Memorandum of Understanding dated as of March 31,
1985 re implementation of company-by-company
management of uranium inventory and delivery.

Restated Operatng Agreement for Beaver Valley Unit
Nos. | and 2 dated September 15, 1987.

Operating Agreement for Perry Unit No. 1 dated
March 10, 1987.

Operating Agreement for Bruce Mansfield Units Nos. 1,
2 and 3 dated September 15, 1987 as of June 1, 1976.

Basic Operatng Agreement, as amended January 1,
1993,

Amendment No. | dated December 23, 1993 to
Transmission Facilities Agreement (2s of January {, 1993).

Microwave Sharing Agreement (as amended
January 1, 1993) dated December 23, 1993.

Agreement {(as of September 1, 1980) dated
December 23, 1993 for termination or construction
of certain agreements.

Fort Marun Power Station Asset Purchase Agreement
dated as of November 28, 1995.

Agreements relating to the Sale and Leaseback

of Beaver Valley Unit No. 2:

Order of the Pennsylvania Public Utility Commission
dared September 23, 1987 regarding the application

of the Duquesne Light Company under Secdon 1102(2)(3)

of the Public Utiliy Code for approval in connection with
the sale and leaseback of its interest in Beaver Valley Unit
No. 2.

Exhibit 10.19 to the Form 10-K
Annual Report of DQE for the
vear ended December 31, 1989.

Exhibit 10.23 to the Form 10-K
Annual Report of Duquesne
Light Company for the vear
ended December 31, 1987.

Exhibit 10.24 to the Form 10-K
Annual Report of Duquesne
Light Company for the vear
ended December 31, 1987.

Exhibit 10.25 to the Form 10-K
Annual Report of Duquesne
Light Company for the vear
ended December 31, 1987.

Exhibit 10.10 to the Form 10-K
Annual Report of Duquesne
Light Company for the vear
ended December 31, 1993.

Exhibit 10.11 to the Form 10-K
Annual Report of Duquesne
Light Company for the vear
ended December 31, 1993,

Exhibit 10.12 to the Form 10-K
Annual Report of Duquesne
Light Company for the year
ended December 31, 1993,

Exhibit 10.13 to the Form 10-K
Annual Report of Duquesne
Light Company for the year
ended December 31, 1993,

Exhibit 10,17 to the Form 10-K
Annual Report of Duquesne
Light Company for the year
ended December 31, 1995.

Exhibit 28.2 to the Form 10-Q
Quarterly Report of Duquesne
Light Company for the quarter
ended September 30, 1987.
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10.30

x10.31

v10.32

x10.33

v10.34

x10.35

v10.36

x10.37

Order of the Pennsylvania Public Utility Commission
dated October 13, 1992 regarding the Securites
Certificate of Duquesne Light Company for the
assumption of contingent obligations under

financing agreements in connection with the
refunding of Collateralized Lease Bonds.

Facility Lease dated as of September 15, 1987 between
The First National Bank of Boston, as Owner Trustee
under 2 Trust Agreement darted as of September 15, 1987
with the limited partnership Owner Participant named
therein, Lessor, and Duquesne Light Company, Lessee.

Facility Lease dated as of September 15, 1987 berween
The First National Bank of Boston, as Owner Trustee
under a Trust Agreement dated as of Seprember 15, 1987,
with the corporate Owner Participant named therein,
Lessor, and Duquesne Light Company, Lessee.

Amendment No. | dated as of December 1, 1987 to
Facility Lease dated as of September 135, 1987 berween
The First Natonal Bank of Boston, as Owner Trustee
under a Trust Agreement dated as of September 15, 1987
with the limited partnership Owner Participant named
therein, Lessor, and Duquesne Light Company, Lessee.

Amendment No. 1 dated as of December 1, 1987 10
Facility Lease dated as of September 15, 1987 berween
The First National Bank of Boston, as Owner Trustee
under a Trust Agreement dated as of September 13, 1987
with the corporate Owner Participant named therein,
Lessor, and Duquesne Light Company, Lessee.

Amendment No. 2 dated as of November 13, 1992 1o
Facility Lease dated as of September 13, 1987 between
The First National Bank of Boston, as Owner Trustee
under a Trust Agreement dated as of September 15, 1987
with the limited partnership Owner Participant named
therein, Lessor, and Duquesne Light Company, Lessee.

Amendment No. 2 dated as of November 15, 1992
Facility Lease dated as of September 13. 1987 berween
The First Nauonal Bank of Boston. as Owner Trustee
under a Trust Agreement dated as of September 13, 1987
with the corporate Owner Participant named therein,
Lessor, and Duquesne Light Company, Lessee.

Amendment No. 3 dated as of October 13, 1994 1o
Facility Lease dated as of September 13, 1987 between
The First National Bank of Boston, as Owner Trustee
under a Trust Agreement dated as of September 15, 1987
with the limited partnership Owner Participant named
therein, Lessor. and Duquesne Light Company, Lessee.

Exhibit 10.28 to the Form 10-K
Annual Report of Duquesne
Light Company for the year
ended December 31, 1992.

Exhibit {(4)(c) to Registration
Statement {Form S-3)
No. 33-1814.

Exhibit (4)(d} to Registration
Statement (Form $-3)
No. 33-18144.

Exhibit 10.30 to the Form 10-K
Annual Report of Duguesne
Light Company for the vear
ended December 31, 1987.

Exhibit 10.31 to the Form 10-K
Annual Report of Duquesne
Light Company for the vear
ended December 31, 1987.

Exhibit 10.33 to the Form 10-K
Annual Report of Duquesne
Light Company for the vear
ended December 31, 1992,

Exhibit 10.34 to the Form 10-K
Annual Report of Duquesne
Light Company for the vear
ended December 31, 1992.

Exhibir 10.25 to the Form 10-K
Annual Report of Duquesne
Light Company for the vear
ended December 31, 1994,
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v10.38 Amendment No. 3 dated as of October 13. 1994 to Exhibit 10.26 to the Form 10-K
' Facility Lease dated as of September 15, 1987 berween Annual Report of Duquesne
The First National Bank of Boston. as Owner Trustee Light Company for the vear
under a Trust Agreement dated as of September 15, 1987 ended December 31. 1994,

with the corporate Owner Pardcipant named therein,
Lessor, and Duquesne Light Company, Lessee.

x10.39 Participation Agreement dated as of September 13, Exhibir (28)(a) to Registration
1987 among the limited parmership Owner Statement (Form S-3)
Participant named therein, the Original Loan No. 33-18144

Participants listed in Schedule | thereto, as Original

Loan Pardcipants, DQU Funding Corporarion, as Funding
Corp, The First Natonal Bank of Boston, as Owner
Trustee, Irving Trust Company, as Indencure Trustee and
Duquesne Light Company;, as Lessee.

v10.40 Participation Agreement dated as of September 15, Exhibit (28)(b) to Registration
1987 among the corporate Owner Participant named Statement (Form S-3)
therein, the Original Loan Participants listed in No. 33-181+.

Schedule 1 thereto, as Oniginal Loan Participants, DQU
Funding Corporation, as Funding Corp, The First
Naztonal Bank of Bostcn, as Owner Trustee, Irving
Trust Company, as Indenture Trustee and Duquesne
Light Company; as Lessee.

x10.41 Amendment No. | dated as of December I, 1987 to Exhibit 10.34 to the Form 10-K
Participation Agreement dated as of September 13, Annual Report of Duquesne
1987 among the limited partnership Owner Participant Light Company for the vear
named therein. the Original Loan Participants listed ended December 31, 1987,

therein, as Original Loan Parucipants, DQU
Funding Corporation. as Funding Corp. The First
National Bank of Boston. as Owner Trustee, Irving
Trust Company. a5 Indenture Trustee and Duquesne
Light Company. as Lessee.

v10.42 Amendment No. | dated as of December 1, 1987 to Exhibit 10.35 to the Form 10-K
Participation Agreement dated as of September 15, Annual Report of Duquesne
1987 among the corporate Owner Parucipant named Light Company for the year
therein, the Original Loan Participants listed therein, ended December 31, 1987.

as Original Loan Participants, DQU Funding
Corporation, as Funding Corp, The First

National Bank of Boston, as Owner Trustee, Irving
Trust Company, as Indenture Trustee and Duquesne
Light Company;, as Lessee.

x10.43 Amendment No, 2 dated as of March |, 1988 1o Exhibit (28)(c)(3) to
Participauon Agreement dated as of September 153, Registration Statement
1987 among the limited parmership Owner Participant (Form S-3) No. 33-54648.

named therein, DQU Funding Corporation, as Funding
Corp. The First National Bank of Boston, as Owner
Trustee, Irving Trust Company. as Indenture Trustee and
Duquesne Light Company:. as Lessee.
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v10.44 Amendment No. 2 dated as of March 1. 1988 to Exhibit {28)(c)(4) to

' Participation Agreement dated as of September 13, Registradon Statement
1987 among the corporate Owner Parucipant named (Form S-3) No. 33-34648.
therein, DQU Funding Corporation, as Funding Corp,
The First National Bank of Boston, as Owner Trustee,
Irving Trust Company, as Indenture Trustee and Duquesne
Light Company, as Lessee.

x10.45 Amendment No. 3 dated as of November 15, 1992 to Exhibit 10.41 to the Form 10-K
Participanon Agreement dated as of September 13, Annual Report of Duquesne
1987 among the limited partnership Owner Participant Light Company for the vear
named therein, DQU Funding Corporation, as Funding ended December 31, 1992,
Corp, DQU Il Funding Corporation, as New Funding
Corp, The First Nadonal Bank of Boston, as Owner
Trustee, The Bank of New York, 2s Indenture Trustee and
Duquesne Light Company, as Lessee.

v10.46 Amendment No. 3 dated as of November 13, 1992 1o Exhibit 10,42 to the Form 10-K
Participation Agreement dated as of September 135, Annual Report of Duquesne
1987 among the corporate Owner Partcipant named Light Company for the vear
therein, DQU Funding Corporation, as Funding Corp, ended December 31, 1992,
DQU 11 Funding Corporation, as New Funding Corp,
The First National Bank of Boston, as Owner Trustee, The
Bank of New York, as Ind2nture Trustee and Duquesne Light
Company, as Lessee.

x10.47 Amendment No. 4 dated as of October 13, 1994 1o Exhibit 10.35 to the Form 10-K
Participation Agreement uated as of September 15, 1987 Annual Report of Duquesne
among the limited partnership Owner Participant named Light Company for the vear
therein, DQU Funding Corporation. as Funding Corp, ended Diecember 31, 1994,
DQU 11 Funding Corporation, as New Funding Corp,
The First National Bank of Boston, as Owner Trustee,
The Bank of New York, as Indenture Trustee and Duquesne
Light Company, as Lessee.

v10.48 Amendment No. 4 dated as of October 13, 1994 to Exhibit 10.36 to the Form 10-K
Participation Agreement dated as of September 15, 1987 Annual Report of Duquesne
among the corporate Owner Participant named therein, Light Company for the vear
DQU Funding Corporation, as Funding Corp, DQU II ended December 31, 1994.
Funding Corporation, as New Funding Corp, The First
National Bank of Boston, as Owner Trustee, The Bank of
New York, as Indenture Trustee and Duquesne Light
Company, as Lessee.

z10.49 Ground Lease and Easement Agreement dated as of Exhibit (28)(e) to Registration

September 15, 1987 between Duquesne Light Company,
Ground Lessor and Grantor, and The First National Bank
of Boston. as Owner Trustee under a Trust Agreement
dated as of September 15, 1987 with the limited
partnership Owner Participant named therein, Tenant

and Grantee,

Statement (Form 5-3)
No. 33-181-+H.

Page 147 of 422
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z10.50

z10.5]

z10.52

z10.53

z10.54

z10.53

z10.36

£10.57

Assignment, Assumption and Further Agreement dated as
of September 13, 1987 among The First National Bank of
Boston, as Owner Trustee under a Trust Agreement dated
as of September 13, 1987 with the limited partnership
Owner Participant named therein, The Cleveland Electric
[lluminating Company, Duquesne Light Company, Ohio
Edison Company, Pennsvlvania Power Company and The
Toledo Edison Company.

Additional Support Agreement dated as of September 13,
1987 between The First National Bank of Boston, 15
Owner Trustee under a Trust Agreement dated as of
September 15, 1987 with the limited parmership Owner
Participant named therein, and Duquesne Light Company.

Indenture, Bill of Sale, Instrument of Transfer and
Severance Agreement dated as of October 2, 1987
between Duquesne Light Company, Seller, and The

First National Bank of Boston, as Owner Trustee under

a Trust Agreement dated as of September 13, 1987 with
the limited partnership Owner Participant named therein,
Buver.

Tax Indemnification Agreement dated as of September 15,
1987 berween the Owner Participant named therein and
Dugquesne Light Company, as Lessee.

Amendment No. 1 dated as of November 13, 1992 1o

Tax Indemnification Agreement dated as of September 13,
1987 berween the Owner Participant named therein and
Duquesne Light Company;, as Lessee,

Amendment No. 2 dated as of October 13, 1994 to Tax
Indemnificacon Agreement dated as of September 13,
1987 berween the Owner Participant named therein and
Duquesne Light Company;, as Lessee.

Extension Letter dated December 8, 1992 from
Duquesne Light Company, each Owner Participant. The
First National Bank of Boston, the Lease Indenture
Trustee, DQU Funding Corporation and DQU 11
Funding Corporation addressed to the New Collateral
Trust Trustee extending their respective representations
and warrannies and covenants set forth in each of the
Participation Agreements.

Trust Indenture, Mortgage, Security Agreement and
Assignment of Facility' Lease dated as of September 15,
1987 berween The First Nauoral Bank of Boston., as
Owner Trustee under a Trust Agreement dated as of
September 13, 1987 with the limited partnership Owner
Participant named therein. and Irving Trust Company,
as Indenture Trustee.

30

Exhibit (28)(f) to Registraton
Statement (Form S-3)
No. 33-181H.

Exhibit (28)(g) to Registration
Statement (Form S-3)
No. 33-1814.

Exhibit (28)(h) to Registration
Statement {Form S-3)
Na. 33-1814,

Exhibit 28.] to.the Form 8-K
Current Report of Duquesne
Light Company dated
November 20, 1987.

Exhibit 10.48 to the Form 10-K
Annual Report of Duquesne
Light Company for the vear
ended December 31, 1992.

Exhibit 10.43 to the Form 10-K
Annual Report of Duquesne
Light Company for the year
ended December 31, 1994.

Exhibit 10.49 to the Form 10-K
Annual Report of Duguesne
Light Company for the vear
ended December 31, 1992

Exhibit (4)(g) to Registration
Statement (Form §-3)
No. 33-1814.
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v10.58

x10.59

v10.60

x10.61

v10.62

10.63

10.64

4

Trust Indenture. Morigage, Secunty Agreement and
Assignment of Facility Lease dated as of September 15,
1987 between The First National Bank of Boston, as
Owner Trustee under a Trust Agreement dated as of
September 13, 1987 with the corporate Owner
Participant named therein, and Irving Trust Company,
as Indenture Trustee.

Supplemental Indenture No. | dated as of December I,
1987 to Trust Indenture, Mortgage, Security Agreement
and Assignment of Facility Lease dated as of September 13,
1987 berween The First Natonal Bank of Boston, as Owner
Trustee under a Trust Agreement dated as of September 15,
1987 with the limited partnership Owner Partcipant

named therein, and Irving Trust Company, as Indenture
Trustee.

Suppiemental Indenture No. 1 dated as of December 1,
1987 to Trust Indenture, Mortgage, Security Agreement
and Assignment of Facility Lease dated as of September 15,
1987 between The First Nadonal Bank of Boston, as
Owner Trustee under a Trust Acreement dated as of
September 13, 1987 with the corporate Owner

Participant named therein, and Irving Trust Company,

as Indenture Trustee.

Suppiemental Indenture No. 2 dated as of November 13,
1992 to Trust Indenture, Mortgage, Security Agreement
and Assignment of Facility Lease dated as ofSeptember 13,
1987 between The First National Bank of Boston, as
Owner Trustee under a Trust Agreement dated as of
September 15, 1987 with the limited partnership Owner
Participant named therein, and The Bank of New York,

as Indenture Trustee.

Supplemental Indenture No. 2 dated as of November 15,
1992 to Trust Indenture, Mortgage, Security Agreement
and Assignment of Facility Lease dated as of September 15,
1987 berween The First National Bank of Boston. as
Owner Trustee under a Trust Agreement dated as of
September 13, 1987 with the corporate Owner

Participant named therein, and The Bank of New York,

as Indenture Trustee.

Reimbursement Agreement dated as of October 1, 1994
among Duquesne Light Company, Swiss Bank
Corporation. New York Branch, as LOC Bank, U'nion
Bank, as Administrating Bank, Swiss Bank

Corporation. New York Branch, as Administrating Bank
and The Parucipaung Banks Named Therein.

Collateral Trust Indenture dated as of November 13,

1992 among DQU Il Funding Corporadon, Duquesne
Light Company and The Bank of New York, as Trustee.

31

Exhibit {+)(h) to Registration
Statement (Form $-3)
No. 33-1814.

Exhibit 10.43 to the Form 10-K
Annual Report of Duquesne
Light Company for the vear
ended December 31, 1987.

Exhibit 10.46 to the Form 10-K
Annual Report of Duquesne
Light Company for the vear
ended December 31, 1987.

Exhibic 10.54 to the Form 10-K
Annual Report of Duquesne
Light Company for the vear
ended December 31, 1992,

Exhibit 10.55 to the Form 10-K
Annual Report of Duquesne

Light Company for the year
ended December 31, 1992

Exhibit 10.5! to the Form 10-K
Annual Report of Duquesne
Light Company for the vear
ended December 31, 1994

Exhibit 10.58 to the Form 10-K
Annual Report of Duguesne
Light Company for the vear
ended December 31, 1992.
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10.63

x10.66

v10.67

x10.68

v10.69

13

First Supplemental Indenture dated as of November 135, 1992
to Collateral Trust Indenture dated as of November 13, 1992
among DQU II Funding Corporation. Duquesne Light
Company and The Bank of New York, as Trustee.

Refinancing Agreement dated as of November 13, 1992
among the limited partnership Owner Participant
named therein, as Owner Pardcipant, DQU Funding
Corporation, as Funding Corp, DQU II Funding
Corporation, as New Funding Corp, The First

National Bank of Boston, as Owner Trustee, The Bank
of New York, as Indenture Trustee, The Bank of New
York, as Collateral Trust Trustee, The Bank of New York,
as New Collateral Trust Trustee, and Duquesne Light
Company, as Lessee.

Refinancing Agreement dated as of November 15, 1992
among the corporate Owner Participant named

therein, as Owner Participant, DQU Funding
Corporation, as Funding Corp, DQU II Funding
Corporation, as New Funding Corp, The First

Nadonal Bank of Boston, :s Owner Trustee, The Bank
of New York, 25 Indenture Trustee, The Bank of New
York, as Collateral Trust Trustee, The Bank of New York,
as New Collateral Trust Trustee, and Duquesne Light
Company, as Lessee.

Addendum dated December 8, 1992 to Refinancing
Agreement dated as of November 15, 1992 among the
limited partmership Owner Participant named therein,
as Owner Participant, DQU Funding Corporadon, as
Funding Corp, DQU Il Funding Corporation, as New
Funding Corp, The First Nadonal Bank of Boston, as
Owner Trustee, The Bank of New York, as Indenture
Trustee, The Bank of New York, as Collateral Trust
Trustee, The Bank of New York, as New Collateral
Trust Trustee, and Duquesne Light Company, as Lessee.

Addendum dated December 8, 1992 to Refinancing
Agreement dated as of November 13, 1992 among the
corporate Owner Participant named therein, as

Owner Participant, DQU Funding Corporation, as
Funding Corp. DQU Il Funding Corporation, as New
Funding Corp, The First National Bank of Boston, as
Owner Trustee, The Bank of New York, as Indenture
Trustee, The Bank of New York, as Collateral Trust
Trustee, The Bank of New York, as New Collateral
Trust Trustee, and Duquesne Light Company, as Lessee.

Pages 1. 17. IB. 64 and the inside back cover of the DQE

- Annual Report to Shareholders for vear ended

December 31, 1996. The Report, except those portions
specifically incorporated by reference here, is not to be
deemed “filed” for any purpose under the Securities
Exchange Act of 1934 or otherwise.

32

Exhibit 10.59 to the Form 10-K
Annual Report of Duquesne
Light Company for the vear
ended December 31, 1992,

Exhibit 10.60 to the Form 10-K
Annual Report of Duquesne
Light Company for the vear
ended December 31, 1992,

Exhibit 10.61 to the Form 10-K
Annual Report of Duquesne
Light Company for the vear
ended December 31, 1992

Exhibit 10.62 to the Form 10-K
Annual Report of Duquesne
Light Company for the year
ended December 31, 1992

Exhibit 10.63 to the Form 10-K
Annual Report of Duquesne
Light Company for the vear
ended December 31, 1992,

Filed here.
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21 Subsidiaries of the registrant:

DQE'’s only significant subsidiary is Duquesne Light
Company, incorporated in Pennsylvania.

23.1 Independent Auditors’ Consent Filed here.
271 Financial Data Schedule. ] Filed here.
99.1 Executive Compensation af DQE Executive Filed here.

Officers for 1996 and Security Ownership ~f DQE
Directors and Execunve Officers as of February 21, 1997,

99.2 Directors of DQE and Duquesne Light Compans. Filed here.

x An additional document, substantially identical in all material respects to this Exhibit, has been entered
into relating to one additional limited partnership Owner Participant. Although the additional document
may differ in some respects (such as name of the Owner Participant, dollar amounts and percentages),
there are no material details in which the document differs from this Exhibit.

v Additional documents, substantially identical in all matenial respects to this Exhibit. have been entered
into relating to four additional corporate Owner Participants. Although the additional doecuments may
differ in some respects (such as names of the Owner Partcipants, dollar amounts and percentages), there
are no material details in which the documents differ from this Exhibit.

z Additional documents, substantially identical in all material respects to this Exhibit, have been entered
into relating to six additional Owner Participants. Although the addinonal documents maj differ in some
respects (such as names of the Owner Participants, dollar amounts and percentages), there are no materi-
al details in which the documents differ from this Exhibit.

Copies of the exhibits listed above will be furnished, upon request. to iioiders or beneficial owners of any
class of DQE'’s stock as of February 21, 1997, subject to payment in advance of the cost of reproducing the
exhibits requested.
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SCHEDULE 11 - VALUATION AND QUALIFYING ACCOUNTS
For the Years Ended December 31, 1996, 1995 and 1994
(Thousands of Dollars)

Column A ColumnB Colump C ColumnD ColumnE ColumnF
addici
Balance at  Chargedto  Charged to Balance
Beginning  Costs and Other at End
Description —of Year Expenses  _Accounts uctions _of Year

Year Ended December 31, 1996
Reserve Deducted. from the Asset
to which it applies:

Allowance for uncollectible accounts  $[8,658 310,582 §4.080 (A) $140632(B) $i8.688

Year Ended December 31, 1993
Reserve Deducted from the Asset

1o which it applies:
Allowance for uncollecnible accounts  $15.822 513,430 $3567 (A} $14.161 (B) $18.658

Year Ended December 31, 1994
Reserve Deducted from the Asset
to which it applies:

Allowance for uncollectible accounts  $13,688 12283 $31.837(A) S$13.988 (B) 3.8

[t
[E¥)

Notes: (A) Recovery of accounts previoushy written off.
. {B) Accounts receivable written off.

34
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SIGNATURES

Pursuant to the requirements of Section 13 or 15(d) of the Securities Exchange Act of 1934, the registrant has
duly caused this report to be signed on its behalf by the undersigned, thereunto duly authorized.

DQE
(Registrant)

Date: March 213, 1997 By /s/ David D. Macshali
(Signature)

David D. Marshall
President and Chief Execunve Officer

Pursuant to the requirements of the Securities Exchange Act of 1934, this report has been signed below by the
following persons on behalf of the registrant and in the capacities and on the dates indicated.

SIGNATURE TILE Date

/s/ David D. Marshall President, Chief Execunve Officer and Director March 23, 1997
David D. Marshall

fs/ Gary L. Schwass Executive Vice President and Chief Financial March 23, 1997
Gary L. Schwass Officer

/s/ Morgan K. O'Brien Conrroller and Principal Accounting Officer March 235, 1997
Morgan K. O'Brien

/s/ Daniel Berg Direcror Maseh 25, 1997
Daniel Berg

/s/ Doreen E. Boyce Director March 23, 1997
Doreen E. Boyvce

/s/ Robert P. Bozzone Director March 23, 1997
Robert P. Bozzone

/sf Sigo Falk Director March 23, 1997
Sigo Falk

/s/ William H. Knoeli Director March 25, 1997

Whlliam H. Knoeell

/s/ Robert Mehrabian Director March 25, 1997
Robert Mehrabian

/s/ Thomas ]. Murrin Director March 25, 1997
Thomas j. Murrin

/s Eric \W. Springer Director March 23, 1997
Enc \V. Springer
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Follsiwing are explanations of cervai financial and operating terms used in our pegope. 154 of 422

Competitive Transition Charge (CTC)/
Intangible Transition Charge (ITC)

During the electric uglity restructuring from
the tradivonal regulatory framework to customer
choice, utlites will have the opportunity to
recover transition costs from customers through
a surcharge, or compeutive transition charge.
AJtemauvelv if the udlity gains PUC approval
and securitizes its transition costs, it may then
charge an intangible transition charge.

Customer Choice

The Pennsylvania Customer Choice Act (see
“Customer Choice Act” discussion on page 6)
will give consurners the right to contract for
elecmarv at market prices from PUC-approved
electric generation suppliers.

Decommissioning Costs

Decommissioning costs are expenses to be
incurred in connection with the entombment,
decontamination, dismantlement, removal and
disposal of structures, systems and components
of a power plant that has permanently ceased the
production of electric energy.

Deferred Energy Costs

In conjunction with the Energy Cost Rate
Adjusament Clause, the Company records
deferred energy costs to offset differences
between actual energy costs and the level of
energy costs currently recovered from its rate-
regulated electric utilitv customers.

Demand

Demand is the amount of electricity delivered
10 CONSUMETS at any instant or averaged over a
period of ume.

Energy Cost Rate Adjustment Clause (ECR)

The Company recovers through the ECR. 1o
the extent that such amounts are not included in
base rates, the cost of nuclear fuel, fossil fuel
and purchased power costs and passes to its
customers the profits from short-term power
sales to nther utilities.

Federal Energy Regulotory Commission (FERC)

The FERC is an independent five-member
commission within the United States
Department of Energy. Amang its many respon-
sibilivies. the FERC sets rates and charges for
the wholesale transportation and sale of naqural
zas and electricin:

Kilowatt (KW)

A kilowatt is equal tr 1,000 warts, A wattis
the rate at which clectricin s generated or con-
sumed. A kilowart-hour (KAWT) is a measure of
the quantity of electriciy gencerated or consumed
in one hour.

Peak Demand

Peak demand is the amount of electricity
required during periods of highest usage. Peak
periods flucruate by season ard generally occur
in the morning hours in winter and in late
afternoon during the summer.

Pennsylvania Public Utility Commission (PUC)

The PUC is the Pennsvlvania governmental
body that regulates all udiies (electric, gas,
telephone, water, etc.) and 1s made up of five
members nominated by the governor and
confirmed by the senate.

Reguiatory Assets

Regulatory assets are costs that the Company
would otherwise have charged to expense which
are capitalized or deferred because these costs
are currently being recovered or because it 1s
probable that the PUC and the FERC wiil allow
recovery of these costs through the ratemaking
process. For example, under traditional regula-
tion, tax benefits associated with electric gener-
ating assets were required to be immediately
passed on to a udlity’s customers. These same
benefits later would be incurred as a tax cost,
which the udlity would expect to collect from its
customers under the tradidonal regulatory
framework.

Transition Costs

Transidon or stranded costs are the net
present value of a ugliny’s known or measurable
costs related to electric generation that are
recoverable under the current regulatory frame-
work, but which may not be recoverable in a
compettive generaton market and which will
remain following mitigation efforts taken by
such utility to recover the costs. Examples of
potental transition costs include regulatory
assets; the unfunded portion of decommissioning
costs; costs of employee severance, retraining,
earlv reurement, and outplacement; and genera-
oon-related costs. including the associated capiral
costs. The PUC will determine the level of
transition costs a utility may recover.

Unbundled Electric Service

Electric unlities traditionaliy have been
obligated to serve customers from the generation
through the delivery of electricity. Under the
Pennsylvania Customer Choice Act, electric
service will be unbundled. Although customer
choice will give consumers their choice of
electric generation suppliers, delivery of the
clectricity from the generation supplier to the
consumer will remain the responsibilin: of the
exisung franchised urilin.
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REPORT OF INDEPENDENT CERTIFIED PuBLIC ACCOUNTANTS

Tob the Directors and Shareholders of DQE:

We have audited the accompanying consolidated balance sheet of DQE and its subsidiaries as of December 31, 1996 and
1993, and the related consclidated statements of income, retained eamnings, and cash flows for each of the three years in
the period ended December 31, 1996. Our audits also included the financial statement schedule listed in the Index at
[tem 14. These financial statements and financial statement schedule are the responsibility of the Company's manage-
ment. Our responsibility is to express an opinion on these financial statements and financial statement schedule based on
our audits.

We conducted our audits in accordance with generally accepted auditing standards. Those standards require that we

plan and perform the audit to obtain reasonable assurance about whether the financial statements are free of material
misstatement. An audit inciudes examining, on a test basis, evidence supporting the amounts and disclosures in the financial
statements. An audit also includes assessing the accounting principles used and significant estimates made by management,
as well as evaluating the overall financial statement presentation. We believe that our audits provide a reasonable basis for
our opinion. .

In our opinion, such consolidated financial statements present fairly, in all material respects, the financial position of DQE
and its subsidiaries as of December 31, 1996 and 1995, and the results of their operations and their cash flows for each of
the three vears in the period ended December 31, 1996 in conformity with generally accepted accounting principles. Also,
in our opinion, such financial statement schedule, when considered in reladon to the basic consolidated financial. statements
taken as a whole, presents fairly in all material respects the information set forth therein.

/s/ Deloitte & Touche LLP
DELOITTE & TOUCHE LLP
littsburgh, Pennsylvania
January 18, 1997
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STATEMENT OF CONSOLIDATED INCOME

(Thousands of Dellars, Excepr Per Skare Amounis)
lear Ended December 31

1996 1993 19494
Operating Sales of Electriciny:
Revenues Residential 3 405.3%2 $ 414,291 S 301.24%6
Commercial 489,646 491,789 490,309
Industrial 190,723 190,689 195.852
Provision for doubtful accounts (10,582) (13.430) (11.890}
Net customer revenues 1,075,179 1,083,339 1.075.517
Unlities 58,292 35,963 58.293
Total Sales of Electriciry 1,133,471 1,139,302 1.133.812
Other 91,724 80,860 90.098
Total Operating Revenuces 1,225,195 1,220,162 1,223.910
Operating Fuel and purchased power 236,924 231,968 244,133
Expenses Other operating 298,977 292,997 329,177
Maintenance 78,386 81,516 79488
Depreciation and amortizaton 222,928 202,558 165,912
Taxes other than income taxes 85,974 88.658 88.331
Total Operating Expenses 923,189 897,697 007,043
Operating Opemu.ng Income 302,006 322 465 116,867
Income Other Income 74,790 52314 42,924
Interest and Other Charges 110,270 107,535 110,002
Income Before Income Taxes 266,526 267,223 249,789
Income Taxes 87,388 96,661 92,973
Net Income Net Income $ 179,138 $ 170563 $ 156810
Average Number of Common Shares
Qutstanding (Thousands of Shares) 77.349 77.674 79.046
Earnings Eamings Per Share of Common Stock $2.32 $2.20 $1.98
Per Share
Dividends Dividends Declared Per Share of Common Stock $1.30 $1.21 $1.13
Declared See notes to consolidated financial statements.
STATEMENT OF CONSOLIDATED RETAINED EARNINGS
{Thousands of Dollars)
1996 1995 1994
Balance at beginning of vear $ 698,986 $ 622,072 $ 554,604
Net income 179,138 170,563 156,816
Dividends declared (100,517) (93,649} (89.348)
Balance at end of vear S 777,607 $ 698,986 S 622072

See notes ro consolidared ﬁnnm-m! sarements,
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CONSOLIDATED BALANCE SHEET

(Thousands of Dollars)
As of December 31,
1996 1995
Assets Current Assets:
Cash and temporary cash investments $ 410,978 $  24.767
Receivables:
Electric customer accounts receivable 92,475 103,821
Other utility receivables 22,402 RREE T
Other receivables 33,936 25,164
Less: Allowance for uncollectible accounts (18,688) (18.658)
Receivables less allowance for uncollecuble accounts 130,125 132,768
Less: Receivables sold — {7.000)
Total Recervables — Net 130,125 [25,768
Materials and supplies (at average cost):
Coal 19,097 25,45+
Operanng and construction §2,669 53,298
Total Materials and Supplies 71,766 78,752
Other current assets 9,359 8,099
Total Current Assets 622,228 237.386

Long-Term Investments:

Affordable housing 150,270 116,784
Leveraged leases 134,133 87,834
Other leases 85,893 106,96
Gas reserves 79,916 69,433
Other 68,477 59,947

Total Long-Term Investments 518,689 +0.916

Property, Plant and Equipment:

Electric plant in service 4,275,110 4,265,161
Construction work in progress 45,059 38,134
Property held under capital leases 99,608 133,381
Property held for future use 190,821 216,633
Other 176,872 92,804
Gross property, plant and equipment 4,787,470 4,746,113
Less: Accumulated depreciation and amortzaton (1,969,945) {1,685,877)

Total Property, Plant and Equipment — Net 2,817,525 3.060.236

Other Non-Current Assets:

Regulatory assets 636,816 678,700
Other 43,734 341,605
Total Otber Non-Current Assets 680,550 720,305
Total Assets $4.638,992 $4.438.843

See nares to consolidared financial starements.
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(Thousands of Dollars)
As of December 3 1.
1996 1993

Ligbilities and Current Liabilites:

Capitalization Notes pavable 3 749 S 35098
Current marurites and sinking fund requirements 72,831 71,379
Accounts pavable 96,230 90,941
Accrued liabiliges 58.044 52.063
Dividends declared 28,633 27,825
Orther 4,075 9.19]

Total Current Liabilities . 260,562 186,497
Non-Current Liabilities:
Deferred income taxes — net 759,089 801,631
Deferred investment ax credits 106,201 115,760
Capital lease obliganons 28,407 34,546
Deferred income 189,293 221740
Other 240,763 197973
Total Non-Curvent Liabilities 1,323,753 1.371.650
Commiunents and Contingencies (Notes B thrcu:gh N)
Capitalization:
Long-Term Debt 1.439,746 1.400,993
Preferred and Preference Stock of Subsidiaries:
Non-redeemable preferred stock 213.608 63,603
Non-redeemable preference stock 28.997 29.615
Total preferred and preference stock before deferred emplovee
stock ownership plan (ESOP) benefit -242.605 93.223
Deterred ESOP benefit (19,533) {22,237
Total Preferred and Preference Stock of Subsidiaries 223,072 70,966
Common Shareholders’ Equity:
Common stock - no par value (authorized - 187,500,000
shares; issued — 109,679,154 shares) 990,502 997 461
Retained earnings 777,607 698,986
“Treasury stock {at cost) (32.3406.135 and 32.123.601 shares) (376,250) 367,71y
Total Common Sharebolders’ Equity 1,391,859 1,328,737
Total Capitalization 3,054,677 2,800,696
Total Liabilities and Capitalization $4.638,992 4,458,843

See notes 10 consolidated financial siatements.
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STATEMENT OF CONSOLIDATED CASH FLOWS

(Thousands of Dollars)
Year Ended Decernber 31,
1996 1995 1994
Cash Flows from  Netincome $179,138 $170,563 $156,816
Operating Principal non-cash charges (credits) to net income: _
Activities Depreciation and amortizaton 222,928 202,558 165,912
Capital lease, nuclear fuel and investment amortization 53,166 38,847 36,320
Deferred income taxes and investment tax credits —~ net  (60,719) (22,120) (11,342)
Phase-in revenues and carrying charges recovered - — 28,621
Investment income (16,125) (3,473) (4,227)
Changes in working capital other than cash (1,033) 46,527 (31.891)
Other - net 281 21,151 29418
Net Cash Provided from Operating Activities 377,637 454,051 369,627
Cash Flows from  Sale of generating staton 169,100 — ——
Investing Capital expenditures (101,150) (94,164) (121,085)
Activities Long-term investments (71,419) (187,719) (66,698)
Proceeds from disposition of invesoments 17,661 — —
Payment for purchase of GSF Energy, net of cash acquired  (24,234) — —
Other - net (1,898) (3.854) (12,321)
Net Cash Used in Investing Activities (11,940) (285,737} {200,104)
Cosh Flows from  Issuance of long-term debt 85,000 65,000 113,110
Financing Issuance of preferred stock 150,000 — -
Activities (Decrease) increase in notes payable (28,637) (20,236) 32,530
Dividends on common stock (100,517 (93,649) (89,348)
Repurchase of common stock {11,717 21,271) (23,307
Reductons of long-term obligations:
Preferred and preference stock -— (29.732) (39,958)
Long-term debt {50,812) (56,114) (114,835)
Capital leases (19,326) (26,373) (33,522)
Other - net (3,477 (11,230) 2,631
Net Cash Provided from (Used in) Financing Activities 20,514 {193,605) (151,699)
Net increase (decrease) in cash and temporary cash
investments - 386,211 (25,291) 17,824
Cash and temporary cash investnents at beginning of year 24,767 50,058 32,234
Cash and temporary cash investments at end of vear $410,978 3 24767 $ 50,058
SUPPLEMENTAL CASH FLOW INFORMATION
Cash Paid During  Interest (net of amount capitalized) S 95,702 $ 99,954 $105,900
the Year Income taxes S 91,641 $ 82,884 S 84,753
Non-Cash Capiral lease obligations recorded $ 13,050 $ 14,961 § 16,909
Investing ) Equity funding obligations recorded $ 36,716 $ 21,827 $ —
and Financing Preferred stock issued in conjunction with long-term
Activities ]
investments h — $ 3,000 5 —

See notes to consolidared fmancial satements.
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Accounting
Policies
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Consolidation

DQE is an energy services holding company. Its subsidiaries are Duquesne Light Company
(Duquesne), Duquesne Enterprises (DE), DQE Energy Services (DES), DQEnergy Partners and
Montauk. DQE and its subsidiaries are collecavely referred to as “the Company.”

Dugquesne is an electric utility engaged in the production, transmission. distribution and sale of elecmc
energy and is the largest of DQE’s subsidiaries. DE makes strategic investments beneficial o DQE’
core energy business. These investments enhance DQES capabilities as an energy provider, increase
asset utilization, and act as 2 hedge 2gainst changing business conditions. DES is 2 diversified energy
services company offering a wide range of energy solutions for industrial, utility and consumer markets
worldwide. DES initiatives include energy facility development and operation, domestic and internatonal
independent power production, and the production and supply of innovative fuels. DQEnergy Partners
was formed in December 1996 to align DQE with strategic partners to capitalize on opportunities in the
dynamic energy services indusuy. These alliances enhance the utilizavon and value of DQES strategic
investments and capabilities while establishing DQE as a total energy provider. Montauk is a financial
services company that makes long-term investments and provides financing for the Company’s other

market-driven.businesses and their customers.

All martenial intercompany balances and transactions have been eliminated in the preparation of the
consolidated financial statements.

Basis of Accounting

The Company is subject to the accountng and reporting requirements of the United States Securities
and Exchange Commission (SEC). In addition, the Company’s electric utility operations are subject to
regulation by the Pennsyvlvania Public Utility Commission (PUC) and the Federal Energy Regulatery
Commission (FERC) under the Federal Poicer Art with respect to rates for interstate sales, transmission
of electric power, accounting and other martters.

The Compans consolidared financial statements report regularory assets and liabilities in accordance
with Statement of Financial Accounting Standards No. 71, Accounting for the Effects of Certain Types of
Regulation (SEAS No. 71}, and reflect the effects of the current ratemaking process. In accordance with
SFAS No. 71, the Company’s consolidated financial statements reflect regulatory assets and liabilities
consistent with cost-based, pre-competition ratemaking regulations. (See “Rate Matters,” Note F, on

page 46.)

The preparation of financial statements in conformiry with generally accepted accountng principles
requires management to make estimates and assumptions that affect the reported amounts of assets and
liabilities and disclosure of contingent assets and liabilities at the date of the financial statements. The
reported amounts of revenues and expenses during the reporting period may also be affected by the esu-
mates and assumptions management is required to make. Actual resuits could differ from those estimates.

Revenues from Sales of Electricity

Meters are read monthly and electric uthity custamers are billed on the same basis. Revenues are
recorded in the accounting periods for which they are billed, with the exception of energy cost recovery
revenues. (See “Energy Cost Rare Adjustment Clause (ECR)" discussion on page 43.)

The Company’s Electric Service Territory

The Company’s uulity operations provide electric service to customers in Allegheny County, including
the City of Pittsburgh, Beaver County and Westmoreland County. This represents approximately 800
square miles 1n southwestern Pennsylvania, located within a 300-mile radius of one-half af the populaton
of the Unired States and Canada. The population of the area served by the Company’s electric utility
operations, based on 1990 census data. i1s approximately 1,510,000, of whom 370,000 reside in the City
of Pirtsburgh. In addition to serving approximately 580,000 direct customers, the Company's utility
operations also sell electricity to other utiliges.
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Energy Cost Rate Adjustment (lause (ECR)

Through the ECR, the Company recovers (to the extent that such amounts are not included in base
rates) nuclear fuel, fossil fuel and purchased power expenses and, also through the ECR, passes to its
customers the profits from short-term power sales to other utilines {collectively, ECR energy costs).
Nuclear fuel expense is recorded on the basis of the quantity of electric energy generated and includes
such costs as the fee imposed by the United States Department of Energy (DOE) for future disposal
and ultimate starage and disposition of spent nuclear fuel. Fossil fuel expense includes the costs of coal,
natural gas and fuel oil used in the generaton of electricity.

On the Company's statement of consolidated income, these ECR revenues are included as a compo-
nent of operating revenues. For ECR purposes, the Company defers fuel and other energy expenses for
recovery, or refunding, in subsequent years. The deferrals reflect the difference berween the amount
that the Company is currendy collecting from customers and its acrual ECR energy costs. The PUC
annually reviews the Company’s ECR energy costs for the fiscal vear April through March. compares
them to previously projected ECR energy costs, and adjusts the ECR for over- or under-recoveries
and for two PUC-established coal cost standards. (See “Deferred Coal Costs” and “Warwick Mine

Costs” discussions, Note F, on page 48.)

Over- or under-recoveries from customers are recorded in the consolidated balance sheet as pavable
to, or recetvable from, customers. At December 31, 1996 and 1995, $1.8 million and $5.8 million were
pavable to customers and shown as other curvent liabilities.

Under the Electricity Generation Customer Choice and Competition Act (Customer Choice Act), the
Company may replace the ECR effecdve April 1, 1997 by rolling its ECR energy costs into its base rates.
The effect of this change would be to provide to the Company an opportunity to further mitigate its
deferred energy costs based upon its ability to manage its energy costs. Under the Company's PUC-
approved Mitigation Plan, the level of energy cost recovery is capped at 1.47 cents per kilowatt-hour
(KWH) through May 2001. To the extent that projections do not support recovery of previously deferred
costs through this pricing mechanism, these costs would become transition costs subject to recovery
through a competitive wansition charge (CTC). (See “Customer Choice Act” and “Midgation Plan”
discussions, Note F, on page 46.)

Maintenance

Incremental maintenance expense incurred for refueling outages at the Company’s nuclear units is
deferred for amortization over the period between refueling ourages (generally 18 months). The
Company accrues, over the periads between outages, anticipated expenses for scheduled major fossil
generatng station outages. Maintenance costs incurred for non-major scheduled outages and for forced
outages are charged to expense as such costs are incurred.

Depreciation and Amortization

Depreciation of properry. plant and equipment, inctuding plant-related intangibles, is recorded on a
straight-line basis over the estimated remaining useful lives of properties. Amortization of other intangi-
bles 1s recorded on a straight-line basis over a five-vear period. Depreciation and amortization of other
propertes are calculated on various bases.

The Company records decommissioning costs under the category of depreciation and amortization
expense and accrues a liability, equal to that amount, for nuclear decommissioning expense. On the
Company’s consolidated balance sheet, the decommissioning trusts have been reflected in other long-term
inzestments, and the related liabilicy has been recorded as other non-current liabilities, (See “Nuclear
Decommussioning™ discussion, Note ], on page 51.)

The Company's electric utility operations’ composite depreciation rate increased from 3.5 percent to
.25 percent effecdve May 1, 1996 and 3.0 percent 10 3.5 percent effective Januarv 1. 1995, Also in 1996,
the Company expensed 39 million related to the depreciation portion of deferred rate synchronization
costs in conjunction with the Company’s Mitgation Plan.
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Income Taxes

The Company uses the liability method in computng deferred taxes on all differences berween book
and tax bases of assets. These book/tax differences occur when events and transactions recognized for
financial reporting purposes are not recognized in the same period for rax purposes..The deferred rax
liabilitv or asset is also adjusted in the period of enactment for the effect of changes in tax laws or rates.

For its electric utility operations, the Company recognizes a regulatory asser for the deferred tax
liabilities that are expected to be recovered from customers through rates. (See “Rate Matters,” Note F
and “Income Taxes,” Note H, on pages 46 and 49.)

The Company reflects the amortization of the regulatory tax receivable resulting from reversals of
deferred raxes as depreciarion and amortization expense. Reversals of accumulated deferred income taxes are
included in incomre 1ax expense.

When applied to reduce the Company’s income tax liabiliey, investment tax credits related to electric
utlity property generally are deferred. Such credits are subsequently reflected, over the lives of the
related assets, as reductions to fncome tax expense.

Property, Plant and Equipment

The asset values of the Company’s electric utlity propertes are stated at original construction cost.
which includes related payroll taxes, pensions and other fringe benefits, as well as administrative and
general costs. Also included in original construction cost is an allowance for funds used during construc-
tion (AFC), which represents the estimated cost of debt and equity funds used to finance construction,

Additions to, and replacements of, property units are charged to plant accounts. Maintenance. repairs
and replacement of minor items of property are recorded as expenses when they are incurred. The costs
of electric udlity propertes that are retred (plus removai costs and less any salvage value) are charged 1o
accumulated depreciation ar! amortization.

Substandially all of the Company's electric utility properties are subject to a first mortgage lien.

Asset Impairment

The effects of adopting Starement of Financial Accounting Standards No. 121, Accounting for the Impairment
of Long-Lived Assets and for Long-Lived Assets ro Be Disposed Of (SFAS No. 121), on January L, 1996 did not
have a material impact on the Company’s financial position, results of operations or cash flows, based on
the current regulatory structure in which it operates. As competitive factors influence pricing in the utlicy
industry. this assessment may change in the future. The general requirements of SFAS No. 121 apply to
non-current assets and require impairment to be considered whenever evidence suggests that it is no longer
probable that furure cash flows in an amount at least equal to the asset book value wiil result.

Stock-Based Compensation

Statement of Financial Accounting Standards No. 123, Accounting for Stock-Based Compensation (SEAS
No. 123) encourages. but does not require. companies to record compensation cost for stock-based
emplovee compensation plans at fair value. The Company has chosen to conrinue to account for
stock-based compensation using the intrinsic value method prescribed in Accounting Principles Board
Opinion No. 25, Accounting for Stock Issued to Employees, and related interpretations. Accordingly.
compensation cost for stock opuons is measured as the excess. if any. of the quoted market price of
the Company’s stock at the date of the grant over the amount an emplovee must pav 1o acquire the
stock. Compensation cost for stock appreciation rights is recorded annually based on the quoted
market price of the Companys stock at the end of the period.

Temporary Cash Investments

Temporary cash investments are short-term, highly liquid investments with original maturities of
three or fewer months. They are stated at market, which approximates cost. The Companv considers
temparary cash investments to be cash equivaiens.

Reclassifications

The 1993 and 1994 consolidated financial statements have been reclassified to conform with
accounting presentations adopted during 1996.

-
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B. Receivables

C. Changes in
Working
Capital Other
Than Cash

D. Property,
Plant and
Equipment

Item No: H-13
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The Company and an unaffiliated corporaton have an agreement that entitles the Company 1o sell.

and the corporation to purchase, on an ongoing basis, up to $50 million of accounts receivable. The
Company had no receivables sold at December 31, 1996. At December 31, 1995, the Company had sold
$7 million of receivables to the unaffiliated corporation, The accounts receivable sales agreement, which
expires in June 1997, is one of many sources of funds available to the Company. The Company has not
determined, but may attempt to extend the agreement or to replace the facility with a similar arrangement

or to eliminate it upon expiragon.

Changes in Working Capital Other than Cash (Net of GSF Energy Acquisition)

1996 1995 [994
(Amounts in Thousands of Dollars)

Recervables - $ (1,946) $ 34,341 $ 9,928
Materials and supplies 1,286 9,994 1932
Other current assets (948) 3,126 23,700
Accounts payable 4,691 7,087 (4.455%)
Other current liabilities (4,116) (8,021) (14,595}

Total $ (1,033) § 46,527 $(31.891)

In addition to its wholly owned generatng units, the Company, together with other electric utilities,
has an ownership or leasehold interest in certain jointly owned units. The Company is required to pay
its share of the construction and operzting costs of the units. The Company’s share of the operatng
expenses of the units is included in the statement of consolidated income.

Generating Units at December 31, 1996

Generatng Net Udlity Fuel
Unit Capability Plart Source
(Megawarts) (Miltions of Dollars)
Cheswick 570 $ 1202 Coal
Elrama (a) 487 98.0 Coal
Easdake Unit 5 186 394 Coal
Sammis Unit 7 187 49.5 Coal
Bruce Mansfeld Unit } (a) 228 65.5 Coal
Bruce Mansfield Unit 2 (a} 62 i8.9 Coal
Bruce Mansfield Unit 3 (a) 110 49.8 Coal
Beaver Valley Unit 1 (b) 185 2159 Nuclear
Beaver Valley Unit 2 (c)d) 113 14.3 Nuclear
Beaver Valley Commeon Faciliges 153.2
Perry Unit | (e) 164 398.5 Nuclear
Brunot Island (P 178 23.1 Fuel Ol
Total 2,670 1,246.3
Property held for future use:
Brunor Istand (f) 128 28.5 Fuel Oil
Phillips (a) 300 78.3 Coal
Total Generating Units 3,098 $1.353.1

{a) The umit is equipped with flue gas desulfurization equipment.

{by  The Nuclear Regulatory Commission (NRC) has granted a license ro operate through January 2016,

{c) On October 2, 1987, the Company sold tts 13.74 percent interest in Beaver Vallev Unit 2 and
leased it back; the sale was exclusive of ransmission and commen facilities. Amounts shown represent
facititics not sold and subsequent leasehold improvements.

{d) The NRC has granted a license to-operate through May 2027,

te)  The NRC has granted a license 1o operate through March 2026,

(f} A poruon of the proceeds of the sale of the Ft. Martin Power Station is expected to be used to fund
reliability enhancements to the Brunot Island (BI) Unit 3 combusuon turbine. The reliability enhancements are
contingent upon the projects meeung a least-cost test versus ather potenual sources of peaking capaciy.
B1 Uruts 2a and 2b were moved from property held for future use vo elecric plans i service in 1996, in accordance
with the Company’s Midgation Plan. (See “Mitigation Plan” discussion, Note F, on page 46.)
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E. Long-Term
Investments

F. Rate Matters

Item No: H-13
Page 164 of 422
The Company makes equity investments in affordable housing and gas reserve partmerships as a limited

partmer. At December 31, 1996, the Company had investrnents in 26 affordable housing funds and five gas
reserve parmerships. The Company is the lessor in six leveraged lease arrangements involving mining
equipment, rail equipment, 2 fossil generating station, a waste-to-energy facility and narural gas
processing equipment. These leases expire in various vears beginning in 2004 through 2033. The residual
value of the equipment at the end of the lease terms is approximately 3 percent of the original cost. The
Company’s aggregate invesunent represents 16 percent of the aggregate original cost of the property and
is secured by guarantees of each lessee’s parent or affiliate. The remaining 84 percent was financed by
non-recourse debt provided by lenders who have been granted, as their sole remedy in the event of
default by the lessees, an assignment of rentals due under the leases and 2 security interest in the leased
property. This debt amounted to $553 million and $364 million at December 31, 1996 and 1995.

Net Leveraged Lease Investments at December 31

1996 1993

(Amounts in Thousands of Dollars)

Rentals receivable (net of non-recourse debt) $215,358 $113.641
Esdmated residual value of leased assets 22,029 26470
Less: Unearned income (103,254) (32.277)
Leveraged iease investments 134,133 87.834
Less: Deferred taxes anising from leveraged leases (59,781) (42,392)
Net Leveraged Lease Investments $ 74,352 § 45842

The Company’s other leases include investments in fossil generating stations, 2 waste-to-energy facility,
computers, vehicles and equipment. The Company’ arber invesaments are primarily in assets of nuclear
decommissioning trusts and marketable securities, primarily of Exide Electronics Group, Inc. In accor-
dance with Statement of Financial Azcounting Standards No. 115, Accounting for Certain Investments in Debt
and Equity Securities (SFAS No. 115), these investments are classified as available-for-sale and are stated at
market value. The amount of unrealized holding losses related to marketable securities at both December
31, 1996 and 1995 was $4.4 million (32.6 million net of tax). Deferred income primanly relates to the
Company'’s other lease investments. Deferred amounts will be recognized as income over the lives of the
underlving invesaments over periods generally not exceeding five years.

Customer Choice Act

Under the Customer Choice Act, which went into effect on January 1, 1997, Pennsylvania has become
a leader in customer choice. The Customer Choice Act will enable Pennsylvania’s electric utility
customers to purchase electricity at market prices from a variety of electric generation suppliers {customer
choice). Electric utility restructuring will be accomplished through a two-stage process consisting of 2
pilot period (running through 1998) and a phase-in period (1999 through 2001). Before the phase-in to
customer choice begins in 1999, the PUC expects udlities to take vigorous steps to mitigate transition
costs a5 much as possible without increasing the price they currently charge customers. The PUC will
determine what portion of 2 uality’s remaining transition costs will be recoverable from customers
through a CTC. This charge will be paid by consumers who choose alternative generation suppliers as
well as customers who choose their franchised uulity. The CTC could last as long as 2005, providing a
utility a total of up to nine vears to recover transition costs. An overall four-and-one-half vear price cap
will be imposed on the transmission and distribution charges of electric uulity companies. Additionally,
eleceric unlity companies mav not increase the generation price component of prices as long as transition
costs are being recovered, with certain exceptions. If a ualitv ultimately is unable to recover its transition
costs within this pricing stucture and dmeframe, the costs will be written off.

Mitigation Plan

The Company has taken a number of steps to mitigate its potendal transition costs. In addition to the
steps taken during the last 10 vears to prepare for compenton, effective January 1, 1995, the Company
accelerated its rate of depreciation on its fixed nuclear assets without seeking a rate increase to recover the
additonal costs. On October 31, 1996, the sale of the Company's ownership interest in the Ft. Marun
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Power Station (Ft. Martin) was completed. Fr. Martin Unit | was owned 30 percent by Duquesne and 30
percent by its operator, Allegheny Power System. The sale and a plan, to be funded in part by the proceeds
of the Ft. Martin transaction, were approved by the PUC on May 23, 1996. Under the approved plan, the
Company will not increase its base rates for a period of five years through May 2001. In addition. the
Company recorded in October 1996 2 one-time reduction of approximately $130 million in the book value
of the Company’s nuclear plant investment. The proceeds from the sale are expected 1o be used to fund
reliability enhancements to the Bl Unir 3 combuston turbine and to reduce the Company's capitalization.
The approved plan also provides for incremental increases of $25 million in deprecation and amortization
expense in 1996, 1997 and 1998 related to the Company’s nuclear investment, as well as 2dditional annual
contributions to its nuclear plant decommissioning funds of $5 million, without any increase in exisung
electric rates. Also, the Company will record an annual $5 million credit to the ECR during the plan period
to compensate the Company's electric utility customers for lost profits from any short-term power sales
foregone by the sale of its ownership interest in Ft. Martin. In additon. the Company will cap energy costs,
beginning April 1, 1997 through the remainder of the plan period, at a historical five-vear average of 1.47
cents per KWH. In accordance with the approved plan, the Company has expensed $9 million related to
the depreciation portion of the deferred rate synchronization costs associated with Beaver Valley Unit 2
(BV Unit 2) and Perry Unit 1. The Company’s approved plan provides for the amortization of the remain-
ing deferred rate synchronization costs over a 10-year period. At December 31, 1996, the unamortized por-
tion of these costs totaled $41.4 million, net of deferred fuel savings related to the two units. (See “Deferred
Rate Synchronization Costs” discussion on page 48.) Finally, the Company’s approved plan also provides
for annual assistance of $0.5 million to low-income customers.

Regulatory Assets

As a result of the application of SFAS No. 71, the Company records regulatory assets on its consoli-
dated balance sheet. The regularory assets represent probable furure revenue to the Company because
provisions for these costs are currently included, or are expected to be included, in charges to electric
utility customers through the ratemaking process.

A company's electric utility operations or a portion of such operadons could cease to meet the SF4S
No. 71 critena for various reasons, including a change in the FERC regulations or the competition-related
changes in the PUC regulations. (See “Customer Choice Act” discussion on page 46.) The Company cur-
rently believes its electricity generadng assets and related regulatory assets continue to satisfy these criteria
in light of the transition to competitive generation under the Customer Choice Act. Should any portion of
the Company's electmic utility operations be deemed to no longer meet the SF4S Neo. T/ criteria, the
Company may be required to write off any above-market cost assets. the recovery of which is uncertain.
and any regulatory assets or liabilites for those operations that no longer meet these requirements.

Regulatory Assets at December 31

1996 1993

(Amounts in Thousands of Dollars)
Regulatory rax receivable (Note H) $394,131 $414,543
Unamoruzed debt costs (Note K){a) 93,299 98,776
Deferred rate synchronization costs (see page +8) 41,446 51,149
Beaver Valley Unit 2 sale/leaseback premium (Note I)(b) 30,059 31,564
Deferred emplovee costs (c) 29,589 31218
Deferred nuclear maintenance outage costs (Note A) 13,462 6,776
Deferred coal costs (see page 48) 12,191 12,753
DOE decontamination and decommissioning receivable (Note J} 9779 10,687
Extraordinary property loss (d) — 8.300
Other 12,860 12,934
Total Regulatory Assees $636,816 $678.700

ta} The premiums paid to reacquire debt prior to scheduled maturity dates are deferred for amortzadon over
the life of the debt issued (o finance the reacquisicons.
{b) The premium paid 1o refinance the BV Uinit 2 lease was deferred for amordzation over the life of the lease.
{c) Includes amounts for recovery of acerued compensated absences and accrued claims for workers’ compensadon.
{d) During the third quarter of 1996, the Company completed recovery of its investment in Perry Unit 2.
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Deferred Rate Synchronization Costs
In 1987, the PUC approved the Company’s petition to defer initial operating and other costs of BV
Unit 2 and Perrv Unit 1. The Company deferred the costs incurred from November 1987, when the
units went into commercial operation, untgl March 1988, when a rate order was issued. In its rate order,
the PUC postponed ruling on whether these costs would be recoverable from the Company's electric
udlity customers. The Company is not earning a return on the deferred costs. (See “Mitigaton Plan™

discussion on page 36.)

Deferred Coal Costs

The PUC has established two market price coal cost standards for the Company. One applies only to
coal delivered at the Bruce Mansfield Power Stadon (Bruce Mansheld). The other. the svstem-wide coal
cost standard, applies to coal delivered to the remainder of the Company’s system. Both standards are
updated monthly to reflect prevailing market prices of similar coal. The PUC has directed the Company
to defer recovery of the delivered cost of coal to the extent that such cost exceeds generally prevailing
market prices for similar coal, as determined by the PUC. The PUC allows deferred amounts to be
recovered from customers when the delivered costs of coal fall below such PUC-determined prevailing

market prices.

In 1990, the PUC approved a joint petition for settlement that clarified certain aspects of the
system-wide coal cost standard. The Company has exercised options to extend the coal cost standard
through March 2000. The unrecovered cost of Bruce Mansfield coal was $9.6 million and $8.4 million,
and the unrecovered cost of the remainder of the system-wide coal was $2.6 million and $+4.4 million
at December 31, 1996 and 1995. The Company believes that all deferred coal costs will be recovered.

Warwick Mine Costs

The 1990 joint peudon for serdement zlso recognized costs at the Company’s Warwick Mine, which
had been excluded from rate base since 1981, and aliowed for recovery of such costs, including the costs
uf ulimately closing the mine. (See “Deferred Coal Costs” discussion above.) In 1990, the Company
entered into an agreement under which an unafhliated company will operate the mine until March 2000
and sell the coal produced. Production began in late 1990. The contract operator at Warwick Mine nou-
fied the Company that its financial circumstances and geologic conditions caused it to cease operations
late in 1996. Therefore, the Company is pursuing its remedies and is currently negotiating to retain an
operator for the mine as 2 smaller sized operation. Additionally, the Company will continue to purchase
coal on the open market. In the past vear, the Warwick Mine supplied slightly less than one-fifth of the
co2l used in the producton of electricity at the Company’s wholly owned and joindy owned plants. This
change should not impact the Companvs ability to recover all of its investment in Warwick Mine, the
$2.6 million of unrecovered svstem-wide cost of coal which excludes Bruce Mansfield, or to accrue funds
for future liabiliges. It is anncnpated that this effort will be successfully completed by March 31, 2000
when the system-wide coal cost cap expires.

Costs at the Warwick Mine and the Companv’s investment in the mine are expected to be recovered
through the cost of coal in the ECR. Recovery is subject to the system-wide coal cost standard and the
cap agreed 10 2s part of the Company’s Mitgation Plan. The Company also has an opportunity to earn a
return on its invesoment in the mine through the cost of coal during the period of the system-wide coal
cost standard, including extensions. At December 31, 1996, the Company’ net invesunent in the mine
was 31 1.4 million. The current estimated liability for mine closing, including final site reclamagon, mine
water treatment and certain labor liabilides, is $47.6 million, and the Company has recorded a liability on
the consolidated balance sheet of approximately $20.2 million toward these costs.

Property Held for Future Use

In 1986. the PUC approved the Company’s request to remove Phillips Power Stadon (Phillips) and a
porgon of Brunot Island (BI) from service and from rate base. In accordance with the Company’s
Mingagon Plan, 112 MW related to Bl Units 22 and 2b were moved from properry held for future use 1o
electric plant in service in 1996. The Company expects to recover its invesament in BI Units 3 and 4, which
remain in property beld for furure use through future electricity sales. The Company believes its investment
in BI will be necessary in order to meet future business needs. A portion of the proceeds of the sale of
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Ft. Martin is expected to be used to fund reliability enhancements to the Bl Unit 3 com%ustlon wrbine.

The reliability enhancements are contingent upon the projects meeting a least-cost test versus other poten-
tial sources of peaking capacity. (See “Mitigation Plan” discussion on page 46.) The Company is analyzing
the effects of customer choice on its future generatng requirements. The Company is planning to seek
recovery of its investment and associated costs of Phillips through a CTC. In the event that market
demand, transmission access or rate recovery do not support the utlizaton of these plants, the Company
may have to write off part or all of these investments and associated costs. At December 31, 1996, the
Company's net of tax investment in Phillips and BI held for future use was $33.6 million.and $17.2 million.

At December 31, 1996, the Company had two extendible revolving credit arrangements. including a
$125 million facility expiring in June 1997 and a $150 million facility expirtng in October 1997. Interest
rates can, in accordance with the option selected at the tme of the borrowing, be based on prime,
Eurodollar or certificate of deposit rates. Commitment fees are based on the unborrowed amount of the
commiments. Both credit facilities contain two-year repayment periods for any amounts outstanding
at the expiration of the revolving credit periods. At December 31, 1996, there were no short-term
borrowings outstanding. At December 31, 1995, short-term borrowings were $3 5 million. The weighted
average interest rate applied to such borrowings was 6.5 percent.

The annual federal corporate income tax returns have been audited by the Internal Revenue Service
(IRS) for the tax years through 1992. The tax vears 1993 through 1996 remain subject to IRS review.
The Company does not believe that final sertlement of the federal income tax returns for the vears 1991
through 1996 will have a materially adverse effect on its financial position, results of operations or cash
flows.

Deferred Tax Assets (liabilities) at December 31

1996 1993

{Amounts in Thousands of Dollars)

Investment tax credits unamortized S 44,067 $ 48,033
Gain on sale/leaseback of BV Unit 2 61,13; 64,124
Tax benefit - long-term investments 174,935 214,089
Other 19,952 41,509
Deferred tax assets 300,085 367.753
Property depreciation {785,950) (871,539)
Regulatory assets (150,346) {172,008)
Loss on reacquired debt unamortized (33,331 (35.340)
Other (89,547) (90,499)
Deferred tax liabilides (1,059,174) {1,169,386)
Net Deferved Tax Liabilities S (759,089 $ (801,631

Income Taxes
1996 1995 1994
(Amounts in Thousands of Dollars)

Currenty payable: Federal $103,525 % 88,866 $ 70,908
State 44,582 29915 13,407
Deferred — net: Federal (36,286) (8,649) (13,198
State (14,874) (5,640) (72.662)
Investment tax credits deferred - net (9.559) (7.831) (3,982}
Tax rate adjusanent - regulatory tax receivable (a) - — 80,500
Incomne Taxes $ 87,388 $ 96,661 $ 092973

(3) During 1994, the statutory Pennsylvania income tax rate was reduced from 12.23 percent to 9.99 percent.
This resulted in a net decrease of $80.5 million in deferred tax liabilities and a corresponding reduction
in the regulatory receivable.
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Total income taxes differ from the amount computed by applying the statutory federal income tax rate
to income before income taxes and before preferred and preference dividends of subsidiaries.-

Income Tax Expense Reconciliation

1996 1993 1994
(Amounts in Thousands of Dollars)
Computed federal income tax at statutory rate $ 94,752 $ 935,591 $ 89,524
Increase {decrease) in taxes resuldng from:
State income taxes, net of federal income tax benefits 19,310 13,779 (25,516)
Amortization of deferred investment tax credits (9,559 (7.831) (5.982)
Adjustment to regulatory receivable, net of federal tax —_ — 32325
Revenue requirement adjustment to regulatory taxes —_ — (12.178)
Other (17,115) {6.878) (5.200)
Total Income Tax Expense $ 87,388 § 96,661 $ 92973

The Company leases nuclear fuel, 2 portion of 2 nuclear generating plant, certain office buildings,
computer equipment, and other property and equipment.

Capital Leases at December 31
1996 1995
(Amounts in Thousands of Dollars)
Nuclear fuel $ 79,103 $112,573
Electric plant 20,505 20,808
Total 99,608 133,381
Less: Accumulated amortizaton (47,670) (74,874)
Property Held Under Capital Leases - Net (a) $ 51,938 $ 58,507

{2) Includes $2,618 in 1996 and $2,910 in 1995 of capital leases with associated obligations retired.

In 1987, the Company sold and leased back its 13.74 percent interest in BV Unit 2; the sale was
exclusive of transmission and common faciliges. The total sales price of $537.9 million was the appraised
value of the Company’ interest in the property. The Company subsequently leased back its interest in
the unit for a term of 29.5 vears. The lease provides for semi-annual payments and is accounted for as
an operating lease. The Company is responsible under the terms of the lease for all costs of its interest
in the unit. In December 1992, the Company participated in the refinancing of collateralized lease
bonds to take advantage of lower interest rates and reduce the annual lease payments. The bonds were
originally issued in 1987 for the purpose of partially financing the lease of BV Unit 2. In accordance
with the BV Unit 2 lease agreement, the Company paid the premiums of approximately $36.4 million
as a supplemental rent payment to the lessors. This amount was deferred and is being amortized over
the remaining lease term. At December 31, 1996, the deferred balance was approximately $30.1 million.

Leased nuclear fuel is amortzed as the fuel is burned and charged to fuel and purchased power
expense on the statement of consolidated income. The amortization of all other leased property is
based on rental payments made. These lcase-related expenses are charged to aperaring expenses on the
statement of consolidated income.
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Summary of Rental Paymentis
1996 1993 1994
(Amounts in Thousands of Dollars)
Operating leases $59,503 S§57.617 S36.437
Amortization of capiral leases 19,378 26,705 33,596
Interest on capital leases 3,703 4,332 1,996
Total Rental Payments $82.584 $88.65+4 $95.029

Future Minimum Lease Payments

Operating Leases  Capiral Leases

Year Ended December 31, {Amounts in Thousands of Dollars)
1997 $ 38,000 $24.186
1998 37,799 11,380
1999 57,757 6,516
2000 57.682 4.166
2001 36,925 2,481
2002 and thereafter 846,851 18,555
Total Minimum Lease Payments $1,135,014 $67.284
Less: Amount representing interest (17,964}
Present value of minimum lease pavments for capital leases (a) $49.320

{a} Includes current obligations of $20.9 million at December 31, 1996.

Future minimum lease payments for capital leases are related principally to the estimated use of nuciear
fuel Ainanced through leasing arrangements and building leases. Furure minimum lease pavments for
operating leases are related principally to BV Unit 2 and certain corporate offices.

Future pavments due to the Company, as of December 31, 1996, under subleases of certain corporate
office space are approximately $4.5 million in 1997, $4.6 million in 1998 and $18.5 million thereafter.

Construction

The Company estimates that it will spend, excluding AFC and nuclear fuel, approximately $110
million, $110 million and $95 million for electric utility construction during 1997, 1998 and 1999,
These estimates also exclude any potential expenditures for reliability enhancements to the BI Unirt 3
combustion turbine. (See *Mitigaton Plan” discussion, Note F, on page 46.)

Nuclear-Related Matters

The Company has an ownership interest in three nuclear units, two of which it operates. The oper-
ation of 3 nuclear facility involves special risks, potential liabilities, and specific regulatory and saferv
requirements. Specific information about risk management and potential liabilities is discussed below.

Nuclear Decommissioning. The PUC ruled that recovery of the decommissioning costs for Beaver
Valley Unit } (BV Unit 1) could begin in 1977, and that recovery for BV Unit 2 and Perrv Unit 1 could
begin in 1988. The Company expects to decommission BV Unit |, BV Unit 2 and Perry Unit | no earlier
than the expiration of each plant’s operating license in 2016, 2027 and 2026. At the end of its operating
life. BV" Unit | may be placed in safe storage undl BV Unit 2 is ready te be decommissioned. at which
ume the units may be decommissioned together.

Based on site-specific studies fnalized in 1992 for BV Unit 2. and in 1994 for BV Unit | and Perry
Unit |, the Company’s share of the total estimated decomrrussnomng costs, including removal and
decontamination costs, currently being used to determine the Company’s cost of service, is $122 million
for BV Unit 1, $35 million for BV Unit 2. and $67 million for Perry Unit 1. A studv will be performed
in 1997 to update the Company's estimated decommissioning costs ‘of BV Unit 1 and BV Unit 2.
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On July 18, 1996, the PUC issued a Propased Policy Statement Regarding Nuclear Decommissioning Cost
Estimation and Cost Recovery for the purpose of obtaining comments from the public. The proposed
policy includes guidelines for a site-specific study to estimate the cost of decommissioning. Guidelines
require that studies be performed at least every five vears, address radiological and non-radiological
costs, and include a condngency factor of not more than 10 percent. Under the proposed policy, annual
decommissioning funding levels are based on an annuity calculanon recognizing inflation in the cost
estimates and earnings on fund assets. With respect to the transition to a competitive generation market,
the Customer Choice Act requires that uglities include a plan to miugate any shortfall in decommission-
ing trust fund pavments for the life of the facility with any future decommissioning filings. Consistent
with this requirement, the Company has increased its nuclear decommissioning funding by $5 million
under the PUC-approved plan for the sale of the Company’s ownership interest in Ft. Marun. (See
“Mitigation Plan” discussion, Note F, on page 46.} These additonal annual contribudons bring the total
annual funding to approximately $9 million. Also, on October 17, 1996, the PUC adopted an Accounting
Order filed by the Company to recognize the increased funding as part of the Company's cost of service. -
The Company expects to receive approval from the IRS for qualification of 100 percent of additional
nuclear decommissioning trust funding for BV Unit 2 and Perry Unit 1, and 79 percent for B\' Unit 1.

Funding for nuclear decommissioning costs is deposited in external, segregated trust accounts and may
be invested in a portfolio of corporate common stock and debt securities, municipal bonds, certificates of
deposit and United States government securities. Trust fund earnings increase the fund balance and the
recorded liability. The market value of the aggregate trust fund balances at December 31, 1996 totaled
approximately $33.7 million.

Nuclear Insurance. The Price-Anderson Amendnients to the Aromic Energy Aa of 195+ limit public
liability from a single incident at a nuclear plant to $8.9 billion. The maximum avaiiable private primary
insurance of $200 million has been purchased by the Company. Additional protection of $8.7 billion
would be provided by an assessment of up to $75.3 million per incident on each nuclear unit in the
United States. The Company’s maximum total possible assessment, $59.4 million, which is based on its
ownership or leasehold interests in three nuclear generating units, would he limited to a maximum of
$7.5 million per incident per vear. This assessment is subject to indexing for inflation and may be subject
to state premium taxes. [f funds prove insufficient to pay claims, the United States Congress could
impose other revenue-raising measures on the nuclear industrv.

The Company’s share of insurance coverage for property damage, decommissioning and decontami-
nation liability is $1.2 billion. The Company would be responsible for its share of any damages in excess
of insurance coverage. [n addition. if the property damage reserves of Nuclear Electric Insurance
Limited (NEIL), an industry mutual insurance company that provides a portion of this coverage, are
inadequate to cover claims ansing from an incident at any United States nuclear site covered by that
insurer, the Company could be assessed retrospective premiums totaling a maximum of $7.3 million.

In addition, the Company participates in a NEIL program that provides insurance for the increased
cost of generation and/or purchased power resulting from an accidental outage of a nuclear unit. Subyect
to the policy limnit, the coverage provides for 100 percent of the estimated incremental costs per week
during the 32-week period starting 21 weeks after an accident and 80 percent of such estimate per week
for the following 104 weeks. with no coverage thereafter. If NEILS losses for this program ever exceed
its reserves. the Company could be assessed retrospective premiums totaling 2 maximum of $3.5 million.

Beaver Valley Power Station (BV'PS) Steam Generators.  BVPS's two units are equipped with steam
generators designed and buik by \Westinghouse Electric Corparation (Westinghouse). Similar to other
Westinghouse nuclear plants. ourtside diameter stress corrosion cracking (ODSCC) has occurred in the
steam generator tubes of both units, BV Unit 1, whizh was placed in service in 1976, has required
removal of approximately 1 ¥ percent of its steam generator tubes from service through a process called
“plugming.” However, B\" Unit 1 continues to have the capabilin to operate at 100 percent reactor
power and has the abiliny to return ules o service by repairing them through a process called “sleeving.”
To date. no tubes at either BV Unit | or BV Unit 2 have heen sleeved. BV Unit 2, which was placed in
service 11 vears after BV Unit 1. has not ver exhibited the degree of ODSCC experienced at B\' Unit 1.
Approximately I percent of BV Unit 2’5 tubes are plugged: however, it is to early in the life of the unit
to determine the extent to which ODSCC may become a problem.
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The Company has undertaken certain measures, such as increased inspections, water chemistry control
and tube plugging, to minimize the operadonal impact of and to reduce susceptibility ro ODSCC.
Although the Company has taken these steps to allay the effects of ODSCC., the inherent potental tor
furure ODSCC in steamn generator tubes of the Westnnghouse design sull exists. Material acceleration in
the rate of ODSCC could lead to a loss of plant efficiency, significant repairs or the possible replacement
of the BV Unit | steam generators. The total replacement cost of the BV Linit | stearn generators is
currently estimated at $125 million. The Company would be responsible for $59 mullion of this
total, which includes the cost of equipment removal and replacement steam generators but excludes
replacement power costs. The earliest that the BV Unit 1 steam generators could be replaced during 2
scheduled refueling outage is the fall of 2000.

BV Unit 1 completed its 11th refueling ourage on May 11, 1996. The outage lasted 49 days and was
the shortest refueling outage in the his:ry of the unit. Duning the outage, various inspections of the
unit’s steam generators were made. including examinations using a new “Plus Point™ probe. As a result of
these inspections, the Company returned to service tubes that had previously been plugged. Following
the refueling outage, 85 percent of the steam generaror tubes were in service, approximately 1 percent
more than at the beginning of the outage.

BV Unit 2 completed its sixth refueling outage on December 16, 1996. The outage lasted 107 days
due to unanticipated repairs to two residual heat removal pumps and reactor head vent valves. Various
inspections of the unit’s steam generators, including inspections using the Plus Point probe, were
compieted. Upon completion of the outage, approximately 98 percent of the unit’s steam generator
tubes rematined in service,

The Company continues to explore all viable means of managing ODSCC, including new repair
technologies, and plans to continue to perform 100 percent rube inspections during future refueling
outages, which occur at, approximately, 18-month intervals for each unit. The Company will continue
to monitor and evaluate the condition of the BVPS steam generators.

Spent Nuclear Fuel Disposal. The Nuclear Waste Policy Act of 1982 established a policy for handling
and disposing of spent nuclear fuel and a policy requiring the establishment of a final repository to
accept spent nuclear fuel. Electric utility companies have entered into contracts with the DOE for the
permanent disposal of spent nuclear fuel and high-level radioactive waste in compliance with this legisla-
tion. The DOE has indicated that its repository under these contracts will not be available for acceptance
of spent nuclear fuel before 2010. On july 23, 1996, the U.S. Court of Appeals for the District of
Columbia Circuit, in response to a suit brought by 15 electric udlities and 18 states and state agencies,
unanimously ruled that the DOE has a legal obligation to begin taking spent nuctear fuel by fanuary 31,
1998. The DOE has nor vet established an interim or permanent storage facility, and has indicated that
it will be unable to begin acceptance of spent nuctear fuel for disposal by January 31, 1998. Further,
Congress is considering amendments to the Nudear Waste Policy Act of 1982 that could give the DOE
authority to proceed with the development of a federal interim storage facility. In the event the DOE
does not begin accepting spent nuclear fuel, existing on-site spent nuclear fuel storage capacities at BV
Unit 1, BV Unit 2 and Perrv Unit | are expected to be sufficient untl 2016 (end of operating license),
2013 and 2011, respectively.

On January 31, 1997, the Company joined 35 other electric utilities and 46 states, state agencies and
regulatory commussions in filing a suit in the U.S. Court of Appeals for the District of Columbia against
the DOE. The suit requests the court 1o suspend the utilities’ pavments into the Nuclear Waste Fund
and to place future payments into an escrow account undl the DOE fulfills its obligation to accept spent
nuclear fuel. Significant additional expenditures for the storage of spent nuclear fuel at BV Unit 2 and
Perry Unit | could be required if the DOE does not fulfill its obligation to accept spent nuclear fuel.

Uranium Enrichment Decontamination and Decommissioning.  Nuclear reactor licensees in the
United States are assessed annually for the decontamination and decomnmissioning of DOE uranium
enrichment facilities. Assessments are based on the amount of uranium a utility had processed for
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enrichment prior to enacument of the National Energy Policy Act of 1992 (NEPA) ang are 1o be paic? by
such utilities over a 15-year period. At December 31, 1996, the Companys’ liability for contributions was
approximately $9.3 million (subject to an infladon adjustment). Contributions, when made. are currenty

recovered from electric udlity customers through the ECR.

Fossil Decommissioning

In Pennsylvania, current ratemaking does not allow utilities to recover future decommissioning costs
through depreuanon charges during the operating life of fossil-fired generating stations. In 1996, the
Financial Accounting Standard Board issued an exposure draft, Accounting for Certain Liabifities Related to
Closure or Removal of Long-Lived Assets. The primary effect of this exposure draft would be to change the
way the Company accounts for nuclear and fossil decommussioning costs. The exposure draft calls for
recording the present value of estimated future cash flows to decommission the Company’s nuclear and
fossil power plants as an increase to asset balances and as a liability. This amount is currenty estmated’
to be $299.5 million. The Company will seek to recover these costs through a CTC.

Guarantees

The Company and the other owners of Bruce Mansfield have guaranteed certain debt and lease
obligations related to a coal supply contract for Bruce Mansfield. At December 31, 1996 the Company’s
share of these guarantees was $20.3 million. The prices paid for the coal by the companies under this
contract are expected to be sufficient to meet debt and lease obligations to be satisfied in the vear 2000.
(See “Deferred Coal Costs” discussion, Note F, on page 48.) The minimum future payments to be made
by the Company solely in relation to these obligznons are $5.9 million in 1997, $5.6 million in 1998,
$£5.3 million in 1999, and $4.2 million in 2000. The Company’ total payments for coal purchased under
the contract were $26.9 million in 1996, $28.9 million in 1995, and $23.3 million in 1994,

As part of the Company’s investment portfolio in affordable housing, the Company has received fees
in exchange for guaranteeing a2 minimum defined yield to third-party investors. A portion of the fees
received has been deferred to absorb any required payments with respect to these transactions. Based on
an evaluaton of the underlying housing projects, the Company believes that such deferrals are ample for

this purpose.

Residual Waste Management Reguiations

In 1992, the Pennsylvania Department of Environmental Protectdon (DEP) issued Residual Waste
Management Regulations governing the generadon and management of non-hazardous residual waste,
such as coal ash. The Company is assessing the sites it utlizes and has developed compliance strategies that
are currently under review by the DEP. Capital costs of $2.5 million were incurred by the Company in
1996 to comply with these DEP reguladons. Based on information currently available, an addinonal
$2.8 million will be spent in 1997. The addidonal capital cost of compliance through the year 2000 is
estimated, based on current information, to be $15 million. This esumate is subject to the resuits of
groundwater assessments and DEP final approval of compliance plans.

Employees

In November 1996, the Company reached an agreement on a three-vear contract extension through
September 30, 2001 with the International Brotherhood of Electrical Workers (IBEW), which represents
approximately 2,000 of the Company’s employees.

Other

The Company is involved in various other legal proceedings and environmental matters. The
Company believes that such proceedings and matters. in total. will not have a materially adverse effect
on its financial positon. results of operations or cash flows.
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The pollution control notes arise from the sale of bands by public authorities for the purposes of

financing constructon of polludon control facilities at the Company’s plants or refunding previousiy
issued bonds. The Company is obligated ta pay the principal and interest on these bonds. For certain of
the pollution control notes, there is an annua} commiument fee for an irrevocable letter of credit. Under
certain circumstances, the lerter of credit is available for the payment of interest on, or redempton of. all
or a portion of the notes.

Long-Term Debt at December 31

Principal Outstanding

[nterest (Amounts in Thousands of Dollars)
Rate Marurity 1996 1993

First mortgage bonds 4.75%-8.75%  1997.2025 § 853,000(¢3) S 903.000 (b)
Polludion control notes (c) 2009-2030 417,985 +417.983
Sinking fund debentures 5% 010 4,891 5.703
Term loans 6.47%-7.47% 2000-2001 150,000 65,000
Miscellaneous 17,788 13,462
Less: Unamortized debt discount

and premium - net (3.915) +137)

Total Long-Term Debt $1.439.736 $1.400.993

(a) Excludes $30.0 million related to current marurides on November 13, 1997,

(b) Excludes $50.0 million related to a current maturity on May 15, 1996,

{c) The pollunon control notes have adjustable interest rates. The interest rares at year-end averaged 3.7 percent in
1996 and 3.9 percent in 1993,

At Decemnber 31, 1996, sinking fund requirements and maturities of long-term debt outstanding for the
next five vears were $31.1 million in 1997, $76.3 million in 1998, $81.9 million in 1999, $166.7 million
in 2000, and $86.8 million in 2001.

Total interest costs incurred were 5103.9 million in 1996, $107.7 million in 1993, and $110.7 million in
1994. Interest costs attributable to long-term debt and other interest were $99.4 million, $102.4 million
and $105.1 million in 1996, 1993 and 1994, respectively. Interest costs incurred also include $4.5 million,
$5.3 million and 5.6 million attributable to capital leases in 1996, 1995 and 1994, respectvely. Of these
amounts. $0.8 million in 1996, $1.0 million in 1993, and $0.6 miilion in 1994 were capitalized as
AFC. Debr discount or premium and related issuance expenses are amortized over the lives of the
appiicable issues.

During 1994, the Company’s BV Unit 2 lease arrangement was amended to reflect an increase in
federal income tax rates. Ax the same time. the associated lewer of cred: securing the lessor's equity
interest in the unit was increased from $188 million to $194 million and the term of the letter of credit
was extended to 1999. If certain specified events occur. the letter of credit could be drawn down by the
owners. the leases could terminate. and collateralized lease bonds (8391.8 million at December 31, 1996)
would become direct obligations of the Company.

At December 31. 1996 and 1995, the Company was in compliance with all of its debt covenants.

At December 31, 1996. the fair value of the Company’s long-term delt. including current maturities
and sinking fund requirements. esumated on the basis of quoted market prices for the same or similar
1ssues of current rates offered to the Cotnpany for debe of the same remaining maturities. was $1.492.3
miilion. The principal amount included in the Company’s consolidated halance sheet is $1,493.6 million.
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g::ﬁ:z?ce " (Shares and Amounts in Thousands)
Subsidiaries . 1996 1993

Call Price
Per Share Shares Amount Shares Amount

Preferred Stock Series:
3.75% (a}(b) (©) $51.00 148 § 7,407 148§ 7407
4.00% (a) (b) (c) 51.50 550 27,486 530 27486
4.10% (a) (b) () 3L75 120 6,012 120 6,012
4.15% (a) (b) (c) 31.73 132 6,643 132 6,643
+.20% (a) (b) (c) 5071 100 5,021 100 3,021
$2.10 (a) (b) (c) 51.84 159 8,039 139 8.039
9.00% ) — —_ 3,000 — 3,000
8.375% (¢) _ 6,000 150,000 — -

Total Preferved Stock 7,209 213,608 1.209 63.608
Preference Stock Series: (f)
Plan Series A (c) (g) 37.18 817 28,997 834 29613

Total Preference Stock 817 28,997 834 20613
Deferred ESOP benefit (19,533) (22.257)

Total Preferved and Preference Stock $223,072 $70,966
(a) Preferred stock: 4,000,000 authorized shares; {¢) Cumulatve Monthly Income Preferred Securities,

$50 par value; cumulative Series A: 6,000,000 authorized shares;
{(b) $50 per share involunury liquidation value $23 involuntary liquidation value
{c) Non-redeemable {f) Preference stock: 8,000,000 authorized shares;
(d) 300 authorized shares; 10 issued $300,000 par $1 par value cumulatve

value; involuntary liquidation value $300,000 (g) $35.50 per share involuntary liquidation value

per share; mandatory redemption beginning

August 2000

Holders of Duquesne’s preferred stock are entitled to cumulative quarterly dividends. If four quarterly
dividends on any senes of preferred stock are in arrears, holders of the preferred stock are entitled to
elect a majority of Duquesne’s board of directors until all dividends have been paid. Holders of
Duquesne's preference stock are entitled to receive cumulative quarterly dividends if dividends on all
series of preferred stock are paid. If six quarterly dividends on any series of preference stock are in arrears,
holders of the preference stock are entitled to elect two of Duquesne’s directors untl all dividends have
been paid. At December 31, 1996, Duquesne had made all dividend payments. Preferred and preference
dividends of subsidiaries included in interest and other charges were $12.1 million, $5.9 million and $6.0
million in 1996, 1995 and 1994. Total preferred and preference stock had involuntary liquidation values
of $242.5 million and $93.1 million, which exceeded par by $28.2 million and $28.8 milfion at
December 31, 1996 and 1993,

In December 1991, the Company established an Employee Stock Ownership Plan (ESOP) 1o
provide matching contributions for a 401(k) Retirement Savings Plan for Management Employees.
(See “Emplovee Benefits,” Note N, on page 57.) The Company issued and sold 843,070 shares of
preference stock, plan series A to the trustee of the ESOP. As consideration for the stock, the Company
received a note valued at $30 million from the trustee. The preference stock has an annual dividend
rate of $2.80 per share. and each share of the preference stock is exchangeable for one and one-half
shares of DQE common stnck. At December 31, 1996, $19.5 million of preference stock issued in
connection with the establishment of the ESOP had been offset, for financial statement purposes, by
the recognition of a deferred ESQP benefit. Dividends on the preference stock and cash contributions
from the Company are used to repay the ESOP note. The Company made cash contributions of
approximately $1.4 million for 1996, $1.6 million for 1993, and $2.2 million for 1994. These cash
contributions were the difference between the ESOP debt service and the amount of dividends on
ESOP shares (82.3 million in 1996 and 1995, and $2.4 million in 1994). As shares of preference stock
are allocated to the accounts of participants in the ESOP, the Company recognizes compensation
expense, and the amount of the deferred compensation benefit is amortized. The Company recognized
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compensation expense related to the 401(k) plans of $2.3 miliion in 1996, $2.3 FRlEn I 1965 2442
$1.8 million in 1994. Qutstanding preferved and preference stock is generally callable, on notice of not
less than 30 days, at stated prices plus accrued dividends.

Changes in the Number of Shares of DQE Common Stock Outstanding

1996 1993 1994

(Amounts in Thousands of Shares)
Outstanding as of January 1 77,556 78,459 79,518
Reissuance from rreasury stock 157 83 116
Repurchase of common stock 440 (986) (L.173)
Outstanding as of December 31 77,273 77,356 78439

The Company has continuously paid dividends on comrmon stock since 19353 and in each of the last 10
vears has increased its dividend paid per share. The Company’s annualized dividends per share were
$1.36, $1.28 and $1.17 at December 31, 1996, 1995 and 1994. During 1996, the Company paid a
quarterly dividend of $0.32 per share on each of January 1, April 1, July I and October 1. The quarterly
dividend declared in the fourth quarter of 1996 was increased from $0.32 to $0.34 per share pavable
January 1, 1997.

Dividends may be paid on the Company’s.common stock to the extent permitted by law and as declared
by the board of directors. However, payments f dividends on Duquesne’s common stock may be
restricted by Duquesne’s obligations to holders of preferred and preference stock pursuant to Duquesness
Restated Articles of incorporation. No dividends or distributions may be made on Duquesne’s common
stock if Duquesne has not paid dividen:ds or sinking fund obligations on irs preferred or preference stock.
Further, the aggregate amount of Duquesne’s common stock dividend payments or distributions may not
exceed certain percentages of et income if the ratio of total common sharebolders' equity to total capitalization
is less than specified percentages. As all of Duquesne’s common stock is owned by the Company, to the
extent that Duquesne cannot pay common dividends, the Company may not be able to pay dividends to
its common shareholders. No part of the retained earnings of the Company was restricted at December
31, 1996,

Retirement Plans

The Company maintains retrement plans to provide pensions for all eligible employees. Upon retire-
ment, an employee receives a monthly pension based on his or her length of service and compensation.
The cost of funding the pension plan is determined by the unit credit acruarial cost method. The
Company's policy is to record this cost as an expense and to fund the pension plans by an amount that is
at least equal to the minimum funding requirements of the Employee Retirement Income Security Act of
1974 (ERISA) bur that does not exceed the maximum tax-deductble amount for the vear. Pension costs
charged to expense or construction were $11.9 million for 1996, $6.1 million for 1993, and $8.9 million
for 1994.
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Funded Stotus of the Retirement Pians and Amounts Recognized on the
Consolidated Balance Sheet ot December 31

1996 1993
{Amounts in Thousands of Dollary)

Actuaria| present value of benefits rendered to date:

Vested benefits $413,109 $378.3+H
Non-vested benefits 22,551 19,110
Accumulated benefits obligation based on compensation to date 435,660 397433
Addidonal benefits based on estimated future salary levels 61,438 53757
Projected benefits obligation 497,098 451.211
Fair market value of plan assets 525,871 490.870
Projected benefits obligadon under plan assets $ 28,773 $ 39.639
Unrecognized net gain $128,382 $124.794
Unrecognized prior service cost (43,790) (37.333)
Unrecognized net transition liability (13,853) (15,665)
Net pension liability per consolidated balance sheet (41,966) {31.935
Total $ 28,773 $ 39,659
Assumed rate of return on plan assets B.25% 8.00%
Discount rate used to determine projected benefits obligaton 7.50% 7.00%
5.25% 3.00%

Assumed change in compensation levels

Pension assets consist primarily of common stocks, United States obligations and corporate debe
securities.
Components of Net Pension Cost

1996 1993 1994
(Amounts in Thousands of Dollars)
Service cost (benefits earmed during the vear) $ 12,209 $ 9953 $ 12,482
Interest on projected benefits obligation 32,597 30,063 18,221
Return on plan assets (58,173) (99,246) 1.967
Net amortizadon and deferrals 25,312 65,316 {33,783
Net Pension Cost $ 11,945 $ 6,086 § 8887

Retirement Savings Plan and Other Benefit Options

The Company sponsors separate 401(k) retirement plans for its management and bargaining unit
emplovees,

The 401(k} Retrement Savings Plan for Management Emplovees provides that the Company will march
employee contributions to a 401(k) account up to a maximum of 6 percent of an emplovee's eligible salary:
The Company match consists of a $0.23 base match per eligible contributon dollar and an addidonal $0.23
incentive match per eligible contribution dollar, if Board-approved targets are achieved. The 1996 incen-
tive target for management was accomplished. The Company is funding its matching contributions to the
40i(k) Rearement Savings Plan for Management Emplovees with payments to an ESOP established in
December 1991. (See “Preferred and Preterence Stock of Subsidiaries,” Note L, on page 36.)

The 40t (k) Retirement Savings Plan for IBEM Represented Emplovees provides that. beginning in
1995, the Company will match employee contributons to a 401 (k) account up to a maumum of 4 percent
of an emplovees eligible salary. The Company match consists of 2 $0.25 base match per eligible contri-
bution dollar and an additional S0.23 incentive match per eligible contribution dollar, if certain targets
are met. In 1996, these incentive targets were not met by the Company'’s union-represented emplovees.
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The Company's shareholders have approved a long-term incentive plan through which the Company
may grant management employees optons to purchase, during the years 1987 through 2006. up to a
total of 7.5 million shares of the Company’s common stock at prices equal to the fair market value of
such stock on the dates the options were granted. At December 31, 1996, approximately 3.1 miilion of
these shares were available for future grants.

As of December 31, 1996, 1995 and 1994, active grants totaled 1.698.000: 2.159,000; and 2.118.000
shares. Exercise prices of these options ranged from $8.2084 to $30.875 at December 31, 1996, and from
$8.2084 to $27.625 at December 31, 1993, and from $8.2084 10 $23.0833 at December 31. 1994
Expiration dates of these grants ranged from 1997 to 2006 at December 31, 1996; from 1997 to 2005 at
December 31, 1995; and from [997 to 2004 at December 31, 1994. As of December 31, 1996. 1995 and
1994, stock appreciation rights (SARs) had been granted in connection with 98+4.000: 1.202.000: and
1,190,000 of the optons outstanding. During 1996, 715,000 SARs were exercised; 267,000 options were
exercised at prices ranging from $8.2084 ro $20.3334; and 150 optons were cancelled. During 1995,
367,000 SARs were exercised; 133,000 options were exercised at prices ranging from $8.208+4 to $21.6667:
and 28,000 options were cancelled. During 1994, 1,254,000 SARs were exercised; 339,000 options were
exercised at prices ranging from $8.2084 to $18.9167; and 80,000 options were cancelled. Of the acove
grants at December 31, 1996, 1995 and 1994, 668,000; 929,000; and 918,000 were not exercisable.

Other Postretirement Benefits

In additon to pension benefits, the Company provides certain health care benefits and life insurance
for some retired emplovees. Substandally all of the Company’s full-time employees may; upon attaining
the age of 55 and meeting certain service requirements, become eligible for the same benefits available
to redred emplovees. Participating retirees make contributions, which are adjusted annually, to the
health care plan. The life insurance plan is non-contributory. Company-provided health care benefits
terminate when covered individuals become eligible for Medicare benefits or reach age 635, whichever
comes first. The Company funds actual expendirures for obligations under the plans on a “pay-as-you-
go" basis. The Company has the right to modify or terminate the plans.

The Company accrues the actuanially determined costs of the aforementoned postretirement benefits
over the period from the date of hire until the date the emplovee becomes fully eligible for benefits. The
Company has elected to amortize the transition liability over 20 vears.

Components of Postretirement Cost

1996 19935
(Amounts in Thoeusands of Dollars)
Service cost (benefits eamed during the period) $1,182 51,315
Interest cost on accumulated benefit obligation . 2,046 2.340
Amortization of the wransition obligation over 20 vears 1,700 1,700
Other (812) (581
Total Postretirernent Cost $4.116 $4.773

The accumulated postretirement benefit obligation comprises the present value of the estimated
future benefits pavable to current retrees and a pro rata portion of esumated benefits pavable to actve
emplovees after redrement,
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1996 1993
(Amrounts in Thousands of Dollars)

Actuanial present value of benefits:

Reurees $ 838% § 7339
Fully eligible active plan partcipants 3,829 3,187
Other active plan partcipants - 26,352 11,933
Accumulated postredrement beneht obligauon 39,021 32,481
Fair marker value of plan assets — —
Accumulated benefit obligadon in excess of plan assets $(39,021) $(32.481)
Unrecognized net actuarial gamns $ 2874 5 847
Unrecognized net transidon liability (27,198) (28.898)
Posmredrement liability per consolidated balance sheet (14,697) (12.010)
Total $(39,021) $(32,481)
Discount rate used to determine projected benefit obligation 7.50% 7.00%
Health care cost trend rates:
For vear beginning January 1 6.96% 8.80%
Ulumate rate in the vear 2000 6.00% 3.50%
Effect of a one percent increase in health care cost trend rates:
On accumulated projected benefit obligation $ 2920 S 3228
On aggregate of annval service and interest costs $ 3n 2 435
Summary of Selected Quarterly Financial Data (Thousands of Dollors, Except Per Share Amounts)
[The quarterly data reflec: ceasonzl weather variations in the utilits service territony.]
1996 First Quarter Second Cjuarter  Third Quarter  Fourth Quarter
Operating Revenues (a) $300,518 $293,357 $335430 $295.890
Operadng Income (a) 71316 67,385 104,891 58414
Net Income 42,305 38972 57412 40,449
Eamnings Per Share 0.55 0.50 0.74 0.53
Stock Price:
High 31-172 28-7/8 28-3/4 30-3/8
Low 27-112 25-3/4 27 27
1995 First Quarter  Second Quarter  Third Quarter  Fourth Quarter
Operaung Revenues (a) $298.277 $283.372 3347264 $291 239
Operaang Income (a) 80.607 66,870 105,528 69,460
Net [ncome 40,901 35.685 55,269 38.708
Eamings Per Share 032 0.46 0.72 0.30
Stock Price:
High 218 23 26-3/8 30-3/4
Low 19-3/8 21-3/8 23-1/2 26-172

{a} Restated 10 conform with presentations adopted during 1906,

60



Item No: H-13
Page 179 of 422

[THis PAGE INTENTIONALLY LEFT BLANK]




Item No: H-13
DQE ExnisIm 23.1

Page 180 of 422

INDEPENDENT AUDITORS” CONSENT

We consent to the incorporation by reference in Registration Statement No. 33-60966 of DQE on Form S-3, Post Effecuve
Amendment No. } to Registration Statement No. 33-29147 of DQE on Form $-8, Registration Statement Nos. }3-66+88
and 33-72582 of DQE on Form S-8, Post Effective Amendment No. 1 to Registraton Statement No. 33-46773 and Post
Effective Amendment No. | to Registration Statement No. 33-87974 of DQE on Form 5-8 of our report dated January 28,
1997, appearing in and incorporated by reference in the Annual Report on Form 10-K of DQE for the vear ended
December 31, 1996.

/s/ Deloitte & Touche LLP
DELOITTE & TOUCHE LLP
Pittsburgh, Pennsylvania

March 28, 1997
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CorroraTE R IAN
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* 1996 carnings per share
increased 5.5% over 1995,

* DQE’s annualized dividend
level increased by 6.3%.

* Duquesne Light sold its
interest in Ft. Martin Power
Station for a gain, which was
applied to reducing fixed
costs at the udlity.

Duquesne Light and
bargaining unit employees
agreed to extend the current
contract through the year
2001. This three-year
extension yields a workforce

focused to meet the challenges

of a competitive industry,

DQE’s marker-driven
businesses contribured 43
cents to earnings per share,
an increase of 34% over 1995,

Montauk continued to
provide increased income and
cash flow to support DQE’s
ability to attract capital and
to invest in new business
opportunities.

Duquesne Enterprises
invested in H Power Corp., a
leading fucl cell development
company that provides a clean,
Hficient, environmentally
friendly encrgy alternacive.

DQEnergy PARTINERS
was formed in December
1996 to capitalize on
srrategic alliances in the
energy indusery.

DQE is an evolving énergy services company that is strategically posi-

tioning itself to meet the expanding cnergy needs of the marketplace.
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Relative to the price of
electricity, the average
cost of other products
and senvices in
Pittsburgh will have
increased by about 50%
by the end of the decade.
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DQE FINANCIAL AND OPERATING HIGHLIGHTS

Change Change
From From
(millions) 1996 1995 LO93 1994 1994
Electric customer sales (KAVED 12,426 0.0% 12,428 2.53% 12,122
Operating revenues $1,225 0.4%  $1,220 A0.3%  $1,224
Non-fuel operating and maintenance expense  $377.4 0.8% $3745 -B4% 54087
Depreciation and amortization $222.9 10.0% $1026  221% S1659
Operating income $302.0 -6.4%  $3215 1.8%  S316.9
Other income $ 74.8 43.0% 5 523 9%  § 419
Nert income $179.1 5.0% $1704 88%  S1364
Year-end shares outstanding 77.3 -0.4% 77.6 L% 78.5
Net operating cash flow (A) $378.4 -2.1%  $3864 3B%  §372.1
Capial expenditures and
other long-term investments $196.8 -302% 32819 30.1% 51878
DQE return on average common equity 13.2% 13.1% 12.5%
Duquesne Light electric utility
Tefurn on average comMIMoN equity 10.8% 12.2% 12.8%
Average cost of fuel per KWH generated 1.37¢  -1.4% 1.39¢  -3.5% L+
Average cost of generation per KWH (B) 2.12¢  -45% 222¢ -04% 123¢
Peak demand (MW) 2,463 -7.6% 2,666 3.2% 2535
KWH: Kilowatt-hour. A measure of the quantty of electricity consumed in one hour, equivalont to 1,000 waus
consumed in one hour.
MW: Megawart. A measure of the electric generating capacity of power plants, equal to 1,000 kilowars.
(A): Excludes working capital and other balance sheet changes.
(B): Excludes capital cost.
Common Stock TRENDS (::l‘l;:u:.\':;
1996 1995 1994 1993 1992 1991 e
Earnings per share $232 $20 §$i98 S§5181 S1.78 S 167 6.8%
Dividends paid per share $128 $119 $ 112 $1.07 $1.01 509 5.9%
Market price per share
High $31.50 $30.75 $23.00 32467 $21.58  $20.67 8.8%
Low $25.75 319463 81842 $2092  817.92  §1575 10.3%
Year-end $29.00 83075 81975 82300 $21.50 S2042 7.3%

Duaquesne LiGHT ReSIDENTIAL PRICES (Per KWH)
vs. Recionat ConsuMer Prices

RELATIVE PRICES
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PRESIDENT'S MESSAGE

Building a Strong Company for a
New Energy Environment

Dear Shareholder:
This report covers a year of sweeping change
for DQE, and for the electric utility industry.
With these changes come great opportunities.
DQE’s evolution into 2 dynamic energy service
company continues. Prudent, incremental,
profitable investments are expanding the breadth and
depth of our market-driven business portfolio. The
strength of our electric business also is evident. In
1996, we achieved improved operating performance,
strong cash flow, and stable electric sales in preparation
for a competitive electric power market. This winning
combination resulted in 1996 eamnings per share of
$2.32,a 5.5 percent increase over 1995. Our market-
driven businesses contributed 43 cents to earnings per
share, a 34 percent increase over 1995’ result.

Customer Choice on Horizon

Customer choice soon will become 2 reality for
electric utility customers in Pennsylvania. As a result
of legislation passed in late 1996, consumers will be free
to purchase electric power from generation suppliers.
The price of electricity will be set by the market, based
on supply and demand. Delivery of electricity to the
consumer’s home or business will remain the responsi-
bility of the existing franchised udlity company. We
support this move toward customer choice in electric
power. We believe choice will bring greater innovation,
uailored services, and market-based prices.

Duquesne Light has filed a pilot program with
the Pennsylvania Public Utility Commission that
will include five percent of a cross section of the
uality’s customers. This program, scheduled to begin
September 1, will enable Duquesne Light to gain exper-
tise in a wide range of technical and administratve areas
as the utility changes the way it does business to provide
choice to customers. Customer choice will open to
33 percent of all customer classes beginning January 1,
1999; 66 percent by January 1, 2000; and 100 percent
by January 1, 2001. The state’s electric utilities will be
given the opportunity to restructure for retail choice
during a transition period beginning in April 1997.
We believe there will be a reasonable opportunity
to recover, on your behalf, previous, prudently
incurred capital costs. We benefit from the fact that
Pennsylvania legislators and regulators understand the
importance of ensuring that utilities successfully make
the transition r0 a ecomperirive marketlace.

David D. Marsball

As dramatic as this change appears, be assured that
the implementation of customer choice in Pennsylvania
will be a gradual, measured process within a structured
framework. The transition to a competitive market,
like all complex changes, must unfold over time.

Utility Positioned for Competition

Positioning our utility operations for competition

continues on many fronts:

¢ On October 31, 1996, Duquesne Light com-
pleted the sale of its interest in Ft. Martin
Power Station as a continuation of its mitgation
plan to reduce transition costs. This plan includes
the write down of nuclear plant assets, with the
one-time $130 million gain on the sale of Ft.
Martin; acceleration of depreciation and amortiza-
ton; and an increase in decommissioning
funding. Our transition strategy is unique in that
we intend to “let the market set the market price”
The differential between the market price of
electricity and the price at which the utility is able
to sell it may be recovered through a competitve
transidon charge.

* Dugquesne Light continues to focus on quality
customer service and enhanced operational
efficiencies through initiatives such as the
Customer Advanced Reliability System, a state-of-
the-art customer communications link through the
electric meter. The system’s ability to process infor-
mation about power delivery will provide customers
with new choices and greater convenience, and wiil
enable the utility to more effectively manage its
electric load growth profile.
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The notion of electric generation being a natural monopoly has
gradually been reshaped by advancements in techn ology, changes in
regulatory policy, and the preference of customers for IT1OIe Op tions.

¢ On November 6, 1996, Duquesne Light bargain-
ing unit employees ratified a three-year contract
extension, through the year 2001. This agreement
enables our team to focus on providing the highest
customer satisfaction and the most efficient delivery of
service as Pennsylvania transitions to customer choice.

The notion of electric generadon being a natural
monopoly has gradually been reshaped by advance-
ments in technology, changes in regulatery policy,

and the preference of customers for more optons.
The following pages illustrate what measures we are
taking in each of these areas to prepare for this new
environment. Transformation of a formerly regulated
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Providing Market-Driven Energy Solutions

We continue to develop our market-driven businesses
— Monuuk, Duquesne Enterprises, DQE Energy
Services and DQEnergy PARTNERS — for the
expanding energy services marketplace. We have
sought and have been successful in identifying
businesses that include complementary services
and strategies that focus on providing energy
solutions for customers. We have been successful in
demonstrating that we are able to compete effectively
outside the traditional udlity business.

* The Montauk portfolio of investments continues to
expand, with investments in energy-related equipment

industry to a competitive market has been successful
in the past. It will certainly work in the electricity
business.

We welcome it. We have the strategies, services
and people to be the right kind of company for
our customers and shareholders.

We thank you for your contdnued support.

On behalf of ih:e Board of Directors,

Pl Q. Mansntl

and technologies, oil and gas, and affordable housing.  David D. Marshall
Montauk’s contribution to earnings per share President and Chief Executive Officer
increased by 50 percent in 1996, while strategically March 4, 1997

diversifying the DQE portfolio.

¢ In 1996, Duquesne Enterprises announced an
investment in H Power Corp., a leading fuel cell
development company, as well as an order for the
purchase of two residential fuel cell systems for

delivery in 1997. We believe Duquesne Enterprises’
investment in this innovative energy technology will

satisfy customer needs for efficient and effective
energy alternatives in the future.

¢ DQE Energy Services recendy finalized a long-

term energy services agreement with Heinz
U.S.A. for its Pittsburgh factory complex. We

will be working to structure similar transactions at a

number of Heinz facilities throughout the country
during 1997,
* We also recently announced the formation of

our newest subsidiary, DQEnergy PARTNERS,
which aligns DQE with strategic partners to further

capitalize on opportunities that complement our
total energy strategy.

Empowered by Choice

Looking to the future, we know DQE has
both the talent and commitment to meet the
significant challenges facing our industry.

More ebout David D. Marshiall

On February 25, 1997, the Board of
Directors named David Marshall CEQ

" and President of DQE and CEO of
Duquesne Light Company. Marshall,
President of Duquesne Light Company
since 1995, had been serving as DQE's
interim CEO and President since
August 1996. He has been a director
of DQE and Duquesne Light Company
since 1995, .

Marshall has been with the company

for 12 years in a variety of senior

. management positions. He has played -

an integral part in directing the
. company’s transition to competitive
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EmpOweRED BY CHOICE

Asout DQE
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Conrany Business DvERVIEW

Duquesne Light Company, whose origin
dates to 1880, is ged in the production,
transmission, distribution and sale of elec-
tric energy. Its service territory is approxi-
mately 800 square miles in southwestern
Pennsylvania, with a population of 1.5 mil-
lion, locaved within a $00-mile radius of one-
half of the population of both the United
States and Canada. In addition to serving
more than 580,000 direct customers, the
company sells electricity to other utilities.

Duaueste Licar Conpany

1996 events included:

¢ Landmark customer choice legislation
approved late in the year offers an orderly
transiton to competiion

# A three-year bargaining unit contract
extension, through the year 2001, yields a
workforee focused to meet the challenges
of 2 competitive industry

* The innovatve emission reduction
project at Elrama Power Station earns a
1996 Governor's Award for Environmental
Excellence

Formed in 1989, Duquesne Enterprises makes
strategic investments beneficial w DQE’s
core energy business. These investments,

* Chester Engineers, s subsidiary that is a
leading domestic and international water
and wastewater services company

Z which enhance DQE' capabilities as an = Exide Electronics Group, Inc., an integrat-
= energy provider, increase asset utilization and ed provider of non-interruptible power
= actas a hedge agamst changing business quality products, systems and services,
= conditions, include: both dontestic and internatonal
s * Allegheny Developmcnt Corporation, a ¢ Property Ventures, Lud., 2 subsidiary that
z sulndurydntp‘ovu!sallmgym mmddcve!opsm]esﬂ[cmsouth-
£ for the Pirtsburgh Internationsl A:_.l&o western Pennsylvania
e * EnSite L.P, a joint venture with [ITRON * H Power Corp., 8 leading fuel cell
Inc. o pn:mde wireless monitoring and development company
control services in the region

Formed in 1990, Montauk is a financial
services company that makes long-term
investments and provides financing o market-
driven businesses and their customers.«

1996 results reflect:

* A 50% increase in net income over 1995

Inc:uxd mvemncnl lio diversity by
investment type

°ﬁf$'k°'d"m
cmerpnsu im cing sctvities

* Expansion of -driven businesses with
innovative customer financing packages

Montaux Asser Diveasivy

Formed in An 1995, DQE Energy
Services provides energy solutions for cus-
tomers in domestic snd internatonal markers.
Included are domestic and international
energy facility development, operation and
maintenance, independent power production,
and innovative fuel solutons.

To date, DQE Energy Setvices has:

* Formed a joint venture with Marathon
Oil, ElectroGen International, which will
develop, own snd operate power generation
projects in selected intermnational markets

DQE Encrgy Services

¢ Announced an energy services agreement
with Heinz U.S.A to provide ene
services to the Heinz factory complex in
Pittsburgh. DQE will operate and mazinain
the Pittsburgh complex’ energy facility,
induding production of electmcity, steam
and compressed air services

* Developed a strategic alliance with CQ} Inc.
to market E-Fuel™ 1 new, alternative fuel.
E-Fuel replaces industrial coal with an
environmentzlly sound synthetic substinure

Formed in December 1996, DQEnergy
PARTNERS aligns DQE with strategic
partners to capitalize on oppormunities in the
dynamic energy services industry. These
alliances enhance the valization and value of
DQE's strategic investments and capabilides.
To date, DQEnergy PARTNERS has:

* Announced the formadon of WeatherVise™
USA, a joint venture with KN Services, to
market the WeatherProof Energy Bill*™ and
other WeatherWise services throughout

DQEnergy PARTNERS

the country. WeatherProof Energy Bill
customers pay a pre-determined, guaranteed
amount for their heating, regardless of the
severity of the winter

* Established Secure Energy DQE's corpo-
rate, non-regulated marketing company in
FPbruary 1997, Secure Energy will ensure
that DQE' investments are fully utilized
and presented to customners as a single
branded package on a regional basis and
with strategic partners on a national basts
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BoArD OF DIRECTORS

(all terms three years)

DaANIEL BERG

67. Term expires 1997 (1, 6). Institute
Professor, Rensselaer Polytechnic
Institute. Senior Science Advisor of
the National Science Foundadon and
Chairman of the Academic Advisory
Board of the National Academy of Engineering.
Directorships include Hy-Tech Machine, Inc.
{specialty parts), Joachim Machinery Co., Inc.
(distributor of machine tools), and Chester
Engineers.

DoreeNn E. Bovce

62. Term expires 1998 (2, 5). President
of the Buhl Foundation (supports
educational and community programs).
Directorships include Microbac
Laboratories, Inc. and Dollar Bank,
Federal Savings Bank. Trustee of Franklin &
Marshall College.

RoBERT P. BozzoNE™

63. Term expires 1997 (1, 2). Vice
Chairman of Allegheny Teledyne, Inc.
(specialty metals production). Life mem-
ber of ASM International (engineering

. technical society). Directorships include
Allegheny Teledyne, Inc. Former
Piusburgh branch of the Federal Reserve Bank of

Cleveland. Trustee of Rensselaer Polytechnic Institute.

S160 FALK
62. Term expires 1999 (2, 3, 4).
Management of personal investments.
Chairman of Maurice Falk Medical
Fund, the Leon Falk Family Trust, and

: the Chatham College Board of Trustees.
Directorships include the Historical Sodiety of
Western Pennsylvania and the Allegheny Land Trust.

Wittram H. KNOELL®

72. Term expires 1997 (3, 4, 6). Retired
Chairman and Chief Executive Officer
of Cyclops Industries, Inc. (basic and
specialty steels and fabricated steel
products; industrial and commercial con-
structxon) Directorships include Cabot Oil and Gas
Corporation and St. Clair Memorial Hospital. Life
trustee of Carnegie Mellon University.

* Lead Director
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Davio D. MARSHALL

44. Term expires 1998 (3, 5, 6). President
and Chief Executive Officer of DQE;
President and Chief Executive Officer of
Dugquesne Light. Directorships include
Southwestern Pennsylvania Industrial
Resource Center (economic development) and
Chester Engineers. Trustee, Vice President and
Secretary of Penn's Southwest Association

(economic development).

ROBERT MEHRABIAN

55. Term expires 1998 (1, §, 6).
President, Carnegie Mellon University.
Directorships include PPG Industries,
Inc. (producer of glass, chemicals,
coatings and resins), Mellon Bank
Corporation, Mellon Bank, N.A., and Allegheny
Teledyne, Inc.

THoMas J. MuRrRrIN

67. Term expires 1997 (3, 6). Dean,
AJ. Palumbo School of Business
Administration, Duquesne University;
former Deputy Secrewary of U.S. Dept.
of Commerce; former President,
Westinghouse Electric Corporation Energy and
Advanced Technology Group. Directorships include
Motorola, Inc. (manufacturer of electric equipment
and components). Member of the Executive
Committee of the U.S. Council on Competitiveness
and Chairman of the District Export Council.

Eric W. SPRINGER

67. Term expires 1999 (1, 4). Partner

of Horty, Springer and Mattern, P.C.
(attorneys-at-law). Trustee Emeritus of
Presbyterian University Hospital and
the University nf Pittsburgh Medical
Center. Past president of the Allegheny County Bar
Associaton.

DQE/Duguesne Light Comnmittees:
1. Audit

2. Compensation

3. Finance

4. Nominating

Duguesne Light Commiittees:

5. Emplayment and
Community Relations

6. Nuclear Review
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Duquesne Light

s communicating
customer cholce
and other
competition-related
tssues to consumers

in a number of

ways — print
advestisements,
community work-
shops, visits to key
customer acrounts,
and ts newsletter
that accompanies the
monthly electric bill.

EMPOWERED BY CHOICE
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Governor Ridge’s signing of customer
choice legislation into law in December
culminated two years of study by the state’s Public Utility
Commission (PUC) and several months of intense negotiations
by a wide range of stakeholders who helped shape the
compromise bill. * The end result — the Electricity
Generation Customer Choice and Competition Act — makes
Pennsylvania a leader in charting the way for electric
competition in the nation. This landmark legislation offers an
orderly transition to deregulaton of utlity power generaton
" in the state.

legislatio

The legislation will enable consumers to purchase electric power from a variety of suppliers. The price
of electricity from the generation supplier will be set by the market, based on supply and demand.
Delivery of electricity from the power generation supplier to the consumer’s home or business, however,
will remain the responsibility of the existing utility company. While the generation of electricity will be
deregulated, the transmission and distribution of electricity and related services to customers will remain
under the regulation of the PUC and the Federal Energy Regulatory Commission.

Pilot Goal: Learn from the Real World
In order to learn from real-world experience before customer choice is fully implemented, Duquesne
Light will initiate a pilot program this year. The pilot will provide valuable knowledge in a wide range of
technical and administrative areas as Duquesne changes the way it does business to provide choice to
customers. Participation in the pilot program will be offered to a cross section of residential, commercial
and industrial customers representing about five percent of the udlity’s electric load.

Customers selected for the pilot program will have two basic choices:
* To continue to take regulated, bundled service under Duquesne Light’s most recently approved PUC ariffs.
¢ To purchase power from an aiternative supplier.

Incremental Transition to Choice

Electric uslity restructuring will be phased-in gradually. Duquesne Light will file a transition plan with the
PUC this summer. A phase-in period then will provide an incremental move to customer choice. One-third
of Duquesne’s customers will choose their power supplier as early as January 1, 1999. By the year 2000,

no less than 66 percent will have choice. And by the beginning of 2001, all of the utlity’s customers will
have choice. Under the new legistation, the PUC may delay the proposed implementation schedule by up
10 one year.

Fair Treatment of Your Investments
Among the most challenging issues in the implementation of the state’s move to customer choice
are identificadion, mitgation and disposition of above-market costs associated with utility generadon assets.
A portion of these investments—approved by regulators to provide needed power—may be at risk if
existing customers are allowed to switch to other suppliers of electricin: without paying their share of
the costs related to this transition.

How does the legislation address these transition costs?




Item No:
Page 192

ffers orderly transition to
generation deregulation

S 2

*eere I HTE
F SRR ST~ S

Betore the |!|'l'.|.‘-k"i|1 w chaice beains, the PUC [SRYLNE &Y that utilines wiil ](IL‘IHHI_\' and takc \'i:_‘ul'nu.w‘
steps 1o raduee potentinl transition costs as much as possibile without increasing the price they currently
charoe custoners. Fhese steps include sellin

cenerating asscls, accelerating depreciation and ]lul\‘in'__:

ot teconomic pover-supply contracts. On October 31, Duguesne Lischo compleed the sale ol s

interest in B Martin Power Stadon. Procecds from the sale, in exeess of net book value, are being used
to turther facilisite o aggressive cilorts i mitizate poential tansition coses. The PLUC has ciied
Pruguesne Lights use of the sale proceads as a successtul mitigation stratesy. Duguesne curvrently is
pursuing the sale of other weneruting asscts.

Asthe phisc-in period approaches, the PUC will veview the ansition costs utalities huve not suceessfully
mitizated. The Commission then will determine which remaining costs can be recovered throuzh a
competitve transition charge (CTC). Utilities could colleet the CTC or up tonine years, unless the PUC
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Obligation to S<:iva Connect and Deliver

As part of the franchise originally seanted w selt clectricity in Mlegheny, Beaver amd Wesunoreland

counties, Duguesne Light was required to provide electriciny o every person living in its service territory,
Linder customer choice, this obligation to serve becomes an ohligation to conneet and deliver—o deliver
the power consumers buy from the generation supplier of their choosing. Duaquesne Light will be expected
o suarantee unly the ‘h:li\'ur'\', not the supply, ol clectriciy, The marketplace will alanee supply with
demand, as it does in countdess other indusirics.

With the new legislation, wiilities no longer will have an obligation to invest in new generation w mee

customer denvd. That power wilk come Fram many other sources. And just as customers will he able to
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pick their generation supplier, companies and investors will be able to choose whether or not they want to

invest in power plines. Conpetition, in the future, will feature Doth custamer choice and investar choice.

f
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A continued focus on customer service and technology improvements has been a halimark of our utility
operations, dating back to Duquesne Light's origin in 1880. In order 1o position the utility for customer
choice, we restructured Duquesne Lighe over the past 10 years, moving its focus away from engineering
and construction of new generation plants to an intense focus on improving customer satisfaction and
increasing operations efficiency. Ongoing advances in technology have helped drive this virtually
continuous process of change. This complementary combination of technology and tradition is effectively

positioning the company for growth in a competitive energy services market.

Energy Management System — Big Production in a Small Package

A fraction of the size of its predecessor, and one-third the cost, Duquesne Light’s new Energy

Management System (EMS) will play a key role in the utility’s implementation of customer choice.
In a competitive environment, EMS will be used to measure and monitor power delivery from

outside suppliers. Currently the

EMS handles a wide range of
duties, including heiping the uil-
1ty’s system operator coordinate

off-system sales and purchases, as

well as ensure that the lowest
cost mix of generation assets is used to meet customer demand. Additionally, the system supervises the

utility’s unmanned substations, ransmission and subtransmission lines.

That’s a lot of work for a system about the size of 2 home entertainment center. The old system filled
two large rooms. The new EMS can handle a much greater volume of information, with increased system
performance. It played a critical role in transmitting data to comply with the Federal Energy Regulatory
Commission’s ruling on open transmission access, known as Order 888.

In-house experts from system operatons, management information systems, fossil generation, purchasing
and telecommunications helped design, procure and install the new system.

{

Hot much Larger than a heme entertainment

center, Duguesne Light's cnergy managemient

system helps ensure the utility’s power miix

is as econoinical as possibite for customers.
At the samie time, the system gversees
operation of unmanned substations,
transmission and subtransmission lines.
Under customer choice, it atso will

measure and monitor custonier purchases
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Utility customers will be linked to the

Customer Advanced Reliability System
by encoder receiver transmitters (ERTs)
contained in new or retrofitted electric
meters. The ERTs transmit data by radio
frequency to a fixed network of cell
control units located on utility poles.
This information is relayed to our utility
operating systems. Data communications
offerad by this technology will result in a
variety of services that provide added
retiabitity. security and conventence.
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CARS Provides Customer Choice Link

To be able to offer customers the ability to purchase electricity from other energy suppliers, utilities will
have to be able to accurately measure that purchase and account for it. The Customer Advanced
Reliabitity System (CARS) will do that, and a lot more.

The ability to read meters automatically only scratches the surface of this data communications link.
CARS also will enable Duquesne to detect and promptiy respond to service interruptions. More frequent
readings will enable the utility to develop a daily profile of the electricity use of each customer. With these
profiles, flexible rates — such as dme-of-day rates that charge different prices for usage at different times
of the day — could be tailored to provide added value to customers. CARS service options are being
evaluated through a marketing research study.

Dugquesne Light signed a 15-year, full-service contract in January 1996 with ITRON, Inc,, a leading
supplier of energy information and communication solutions to the utility industry, to install, operate and
maintain the system. At the dme of this report, more than 30 percent of customers’ meters have been
adapted for CARS. Initial services have begun, with more than 200,000 meters now being read automatically.

Computerized Service Territory Snapshot

Using a digital land base of more than half of its 800-square-mile service territory, Duquesne Light is
developing a Geographic Information System (GIS) that will accurately map and identify both company
facilides and customer locatdons.

A GIS basically is a computerized map with information attached to it. The land base was created from
aerial photographs. The company currently is pursuing acquisition of a GIS land base for the balance of
its service termitory. GIS already is being used — at significant cost savings — to identfy right-of-way
boundaries for transmission line clearance studies and to pinpoint customer locations in relationship to
service territory lines.
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® Work Management System on Track
With the rollout of Duquesne Light's new Work Management System in 1997, workers will be able to pinpoint
exactly where any particular job stands, from design to closure of the work order.
Conversion to 2 new system will greatly enhance the udlity’s ability to provide service in a more effective and

efficient manner. While segments of the work process already have been streamlined through the use of various
technologies, the new Work Management System will create more efficient interfaces between the various
computer programs and systems that impact completion of a particular job. When fully operational, the new
system will process a request for service, generate work orders to various field personnel, keep track of the
required material, and feed information back to the utility’s record-keeping system, providing a centralized work
tracking process.

The Wireless Communications Project, currently in the pilot stage, will be an important contributor to the
success of the new Work Management System. In the future, we expect to have remote data terminals in the
field, enabling workers to send and receive information. They will be able to receive work orders, order
materials and update records, thus completing the communications loop.

A Different Kind of Electronic Partnership
Electronic Data Interchange (ED), 2 technology Reduced administrative costs. Improved employee productivity. Automated
service, enables Duquesne Light customers to communications and bill analysis. Simplified billing procedures. Enhanced

electrontcally receive and pay their electric bills, cash- and energy-management. Electronic Datz Interchange (EDI), a service

reducing and saving money, Whils Duquesne Light ml:roduced in 1995, is dehvcnng those benefits to a growmg

the customer's business objectives on a daily and monthly basis.

Service Delivery Project Creating New Paradigms

An added benefit of new technology like the CARS, work management,
wireless communications and GIS projects will be their contribution to the
linchpin customer service project of the 1990s, the Service Delivery
Optimization Project (SDOP).

Scheduled for implementation by the end of 1998, the SDOP is designed to
put the people and equipment needed to serve utility customers closer to those
happen. Duquesne Light representatives work closely  15omers. SDOP began this year with the consolidation of Duquesne Light's
with customers —Uike Camegie Mellon Univensity—  two customer service divisions into one. Eventually, one centmally located and
to tatlor EOI to their operations. eight to 14 smaller, dispersed headquarters are envisioned to be located

throughout our utility service ternitory.

The SDOP significandy changes the way in which services radinonally
have been provided to customers by redeploying and decentralizing the resources needed ro maintain and
expand the electrical distribution system. In the future, some field employees will receive their first service cal!
assignment electronically each morning at their home and report directly to the work site. To be successful in
the coming era of competition requires throwing out old paradigms about service delivery and developing new
ones. We believe our utility operatons will offer the types of services customers will be looking for in the new

technology drives the program, people make it

EMPOWERED BY CHOICE

world of choice.
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A pilot wireless communications system has
successfully transmitted information beteeen

the utility’s central computers and service

vehicles, enabling crews to obtain infermation
and to report v:ork status more efiectively and
efficiently. Troubleshooters ase directed to sites
v:bere investigative work needs to be done.

In turn, they report information to the utility

dispatch center. Then they're off to the next job.

The Tradition Continues
As the eleciric utiline industry enters a new era, one thing remains constna: Duquesne’s costomer seviee
erientaton,

tquesne was just the thivd adline in the United Sznes o h;w‘k‘\—‘Tq) it> histon: of hich custoner pertornrmee
with o snner-lack service guarantee, Duguesae coarantees that customers will reecive aceurate bitlss serviee
representatives willarrive oan time for appointinents, cestners will receive prompt, courivous ad protessinnal
sefee, and serviee toa new home will e conneeted on the dav the customer reguesis. n 1996, the seeand
vear of the giarantee program, Duguesne's error vate was less than e weath ol one percent i mere than
20 million transactions.

New businesses considering locating in Duquesne’s serviee territory or existing businesses considering
expansion. for whom clectricitye is a significant cost factor, can depend onacost of electric serviee that s
competitive with any utilite in Pennsvlvania. In 1996, Duquesnes Business Development Jeam facilicaed a
number of such projects, inclu«ling two major steel plant expansians.amator expansion ot a chemical phant.
construction of 2 new phine to provide oxveen, nitrogen and argon for use in the steel-making process and
construction o what is expected o be among the largest wallboard imanutacraring plants in the world.

State Seceretary of Commueree Thomas Flagen and PUC Cliairman
\ gur

John Quain singled out Daguesie for s rci.i_(- inde public-private
parterships that facilitated this growth. -
T berter serve hath new and existing customers,
Duquesne has increased its focus on delivering its product
more cthcienty. Late in 1996, Duquesne Light bargaining

unit k‘lllp}“}'{.‘t‘.\' F(l(iﬁl.‘(l i Ihf'L'(_'-_\.'L'lTF contract extension,

through the vear 2001, This agreement focuses our utility
team on providing the highest customer satisfaction and
most efficient delivery ol service as Pennsvivania transitions w

customer choice.

Consumers increasingly place a high value on a )
corporation’s environmental commitment. Duquesne Light A nev: toll-free number and increased
added o its long-standing tradition in this arca in 1996 by carning incoming phone lines have improved the

- e lper IOy 141 y T e v 1] ([n- 1
considerable recoanition for its project to reduce Ritrogen oxide utility's already highly rated tefephone

POy s o

emissions at its Elrama Power Station. In addition to earning the

. . - N . . : information center.
1996 Governors Award for Fnvironmental Lxcellence, the project

was i finalist for the utifiee indusen's prestigious Edison Award.
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. Sowdtions

f 0T customerwrs
through value-added

In the increasingly competitive
electric marketplace, it bas been
DQE?s consistent strategy to grow
earnings through the sale of new
products and services related to the
core business. Many of these energy
solutions are being developed through
our market-driven businesses.

H.J. Heinz: Extending Core Business Energy Services
In January 1997, DQE and HJ. Heinz Company announced an energy services agreement for the Heinz U.S.A.
Pitsburgh factory complex. Under a 15-year agreement, DQE will operace, maintain and make capital improvements
to the factory’s energy facility. DQE also will supply fuel for the facility and will supply the factory with-electricity,
steam and compressed air. This arrangement represents 2 natural extension of DQE’s core competencies of operating
and maintaining power production facilities to one of our most valued and long-term customers. DQE will provide
Heinz with energy-cost containment for the term of the agreement. In addidon, Heinz has selected DQE Energy
Services to expand this concept to its other facilities.

Secure Energy™: Providing Total Energy Services for the Region

DQE continues to focus on expanding its customer base and providing a larger platform for new competitive energy
markets. DQEnergy PARTNERS recently announced the formation of Secure Energy, which will provide compre-
hensive, cost-effective, total energy solutions to regional customers. Secure Energy has integrated a complementary
line of energy products and services supported by the strategic investments, product development, and financial
services of DQE, along with selected product alliances and joint ventures. In addidon, DQE’s unique products and
services will be offered in both nadonal and international markets through marketing alliances, further enhancing the

DQE brand.

EMpOWERED BY CMOICE

WeatherProof Energy Bill™: Complementing Energy Retailers’ Options

The WeatherProof Energy Bill eliminates uncertainty from energy bills by providing residendal and commercial
customers with a predetermined annual heating bill that does not change, regardless of the severity of the winter. This
innovative service is offered by WeatherWises* USA through cooperative arrangements with energy utilities and other
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energy suppliers that want to build customer loyalty by offering the WeatherProof Energy Bill to their customers.
WeatherWise, a venture hetween DQEnergy PARTINERS and KN Services, develops and markets services that provide
small energy consumers with simplicity and predictability in their energy choices.

WeatherWise was formed following extensive research and development by DQE to create the systems and other
infrastructure needed to suppert its natdonal marketing effort. WeatherWise combines advanced technology, consumer
marketing expertise and energy industry experience to help energy suppliers gain a competitive edge. WeatherWise's
advanced technology and growing national distribution network place it and DQEnergy PARTNERS in a unique
position to benefit from increased competition in the energy industry. Although WeatherWise was only recently

established, the WeatherProof Energy Bill
already is offered in six states, and WeatherWise

E"E f;j L\? e !’f “J i C e S is working with energy suppliers in virtually

a =~ every region of the country.

E-Fuel™: An Environmentally Sound Energy Altemative

Dugquesne Energy, Inc., a DQE affiliate, recently announced that it has entered into a strategic alliance and an exclusive
licensing armangement with CQ Inc,, a fuel technology company. E-Fuel is 2 new, environmentaily sound synthetic fuel
that offers a lower cost, reduced emission alternative to industrial coal. Duquesne Energy will build plants to produce this
pelletized fuel product that combines coal and by-products from the recycling
of paper and plastics. E-Fuel can be used as an alternaave fuel in a variety of
industries that use coal. CQ Inc. currently is producing E-Fuel for industrial
use. We believe E-Fuel will be very competitive in the marketplace and will
provide important environmental advantages to its customers.

H Power: Producing Affordable Distributed Fower
In September 1996, Duquesne Enterprises announced its investment in
H Power Corp., 2 leading fuel cell development company. H Powers fuet cell
converts a hydrogen source (typically natural gas} directy into electricity, with
pure water its only effluent. H Power has designed, developed and extensively
tested practical fuel cell systems that are non-polluting, highly efficient, quiet,
safe, and adaptable to provide electric power for a broad range of uses.

Fuel cell systems can operate on a variety of commonly available fuels,
and, due to their configuration and siting flexibility, can be located close to
electricity users. Their unique characteristics allow
fuel cell systems to complement conventional power generation sources, or act as a stand-alone
system, to provide homes, businesses, and industrial plants with ail the electric power they
require, as well as usable heat and pure water. Modular fuel cell systems are particularly
well-suited to provide electricity to remote areas not served by traditional sources of
electric power. Duquesne Enterprises, which has the exclusive right to market H Power
fuel cell systems regionally, has ordered two residential fuel cel] systems for delivery in
1997. We expect Duquesne Enterprises’ investment in this innovative energy technology
will satisfy customer needs for efficient and effective energy alternatives in the future.

Affordable housing development investments made by Duquesne Light
and Montauk, DQE’s financial services subsidiary, zre economicatly

sound ventures that benefit communities in need. One example is the

ik
)

Crawford Square development In Pittsburgh's Hill District, which offers

cost-effective housing for eligible families and senior citizens.

DI0HY A8 03AIM0dNT




Item No: H-13
Page 199 of 422

1996 Financial Statements at a Glance

Learn move ahout our 1996 financial performance through this accessible
overview, This section features an 1-year summary of key financial and operatiig
ditet, as woll as highlishts of our 1996 results. Detoifed financiol information cin

he found beginning on page 23,
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SELECTED FINANCIAL DATA
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generation costs and better position

Duquesne Light for increasing competition.

Selected Income Statement Items:
Revenues from sales of elecericity
Fuel and purchased power expenses

Net electric revenues
Other revenues

Net operating reventies

Operating and maintenance expenses
Depreciation and amortization
Taxes other than income taxes

Non-energy operating expenses

Operating income
Equity investment and other income
[nterest and other charges

Income taxes

Net income

Earnings per share

Ratio of earnings to fixed charges (pre-tax)

Selected Balance Sheet Items:
Long-term investments
Property, plant and equipment
Total assets

Toral capitalization

Capitalization Ratios:
Common shareholders’ equity
Preferred and preference stock
Long-term debt

Selected Common Stock Informadon:

Average shares outstanding (millions)
Shares outstanding at year-end {millions)
Market capitalization

Dividends declared

Dividends declared per share

Dividend payout rado

Dividend yield at year-end
Price-earnings rato at year-end

Return on average common equity
Book value per share at year-end

Item No:
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1995

$1,139

232

907
81

988

374
203
89

666

322
52
107
96

$ 171

$ 220

2.73

S 3

S2.817
$4.639
83.055

"§ 4
$3,060
$4,459
$2,801

47.5%
2.5%
500%

77.7
77.6
$2,386
§ 94
$1.2]
54.1%
4.2%
14.0
13.1%

$17.13
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1994 1993 1992 1991 1990 1989 1988 1987 1986
$1,134 $1,120 $1,116 $1,139 $1,094 $1,086 $1,039 $ 855 $ 869

244 238 239 254 229 220 231 228 234

890 882 877 885 865 866 808 627 635

90 63 37 38 31 48 43 2 (s

980 945 914 923 896 914 851 649 650

409 403 354 361 372 342 327 250 234

166 158 132 123 123 123 117 82 74

88 71 84 94 80 93 81 67 71

663 632 570 578 575 558 525 399 379

317 313 344 345 321 356 326 250 271

43 31 42 36 46 (3) 30 29 (17)

110 120 132 142 157 165 175 156 148

93 80 112 105 88 75 62 (12) @

$ 157 $ 144 $ 142 $ 134 $ 122 $ 113 $ 119 $ 135 $ 110

$ 1.98 $ 1.81 $1.78 $ 1.67 $ 149 $135 $ 1.24 $ 123 $ 1.00

2.57 2.29 2.24 2.10 1.90 1.78 1.72 1.58 1.51

$ 196 $ 126 $ 59 $ 44 $ 18 $ — $§ — s — 3§ —
$3,140 $3,168 $3,037 $3,053 $3,048 $3,055 $3,066 $3,098 $3,491
$4,427 $4,550 $3,778 $3,851 $3,834 $3,921 $3,881 $4,152 $3,997
$2,750 $2,781 $2,716 $2,669 $2,770 $2,827 $2,866 $3,169 $3,085
46.4% 44.2% 43.1% 41.6% 39.0% 37.7% 37.4% 38.4% 39.0%
. 3.5% 4.8% 4.9% 5.2% 6.8% 7.8% 8.5% 8.2% 8.7%
' 50.1% 51.0% 52.0% 53.2% 54.2% 54.5% 54.1% 53.4% 52.3%
79.0 79.5 79.4 "80.1 81.6 83.7 95.6 1093 109.4

78.5 79.5 79.4 79.4 80.6 83.0 86.7 105.1 109.7

$1,550 $1,829 $1,708 $1,621 $1,337 $1,321 $1,084 $ 824 $ 896

$ 89 $ 86 $ 81 $ 78 $ 75 $ 73 $ 78 $ 87 $ 103

$ 115 $ 1.08 $1.03 $ 97 s 92 § .87 $ .81 $ .80 $ 94
5 56.4% 58.8% 56.9% 57.6% 60.7% 63.1% 64.5% 64.9% 107.9%
5 5.7% 4.6% 5.0% 5.0% 5.8% 5.7% 6.8% 10.2% 9.8%
9.9 12.7 12.1 12.3 1.1 11.8 10.1 6.4 8.1
5 12.5% 12.0% 12.4% 12.2% 11.3% 10.6% 10.4% 11.1% 9.3%
$16.27 $15.47 $14.75 $14.00 $13.38 $12.85 $12.34 $11.58 $10.98
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) SELECTED OPERATING DATA
9
9
P
» 1995
4 Sales of Electricity (kitowatt-hours):
P Average annual residential use 6,474
Electric energy sales billed (millions):
® Residential 3,378
Commeraial 5,729
Industrial 3,237
Miscellaneous 84
Total sales to customers 12,428
® Sales to other utilities 2,975
Total sales 15,403
Percentage Change in Energy Sales:
Residential 49
Commercial 3.0
® Industrial (0.6)
Miscellaneous 0.0
CoMMERCIAL ELECTRIC ENERGY SALES Total sales to customers 2.5
(millions of kilswatt-bours) Sales to other utilities 74
Total sales 04
® 2 n Energy Supply and Production Data:
~ M~ oy .
o 8w w Energy supply (millions of kilowauw-hours):
§ 0 2 w Net generation - system plants 14,166 14,201
e w oM 2 Purchased and net interchanged power 1,570 ' 1,202
Ry Total energy supply 15.736 15,403
0o
® 2 & = Generating capability (megawatis) 2.670 2,834
< 2 Peak demand (megawatts) 2463 2,666
'9":. Cost of fuet per million BTU 130.21¢ 131.37¢
i Average cost of generadon per kilowatt-hour (A) 2.12¢ 2.22¢
® &= Customer Data:
Telephone access:
% of customers waiting less than 30 seconds 87%
Customer Service Guarantee Program error rate 007%
EDEEEEEEENE Number of customers at year-end {thousands):
8 87 88 89 90 91 92 93 % 95 9% Residendal 5229
D Commercial 53.8
Industrial 2.0
Commercial sales have grown at an average Other 19
rate of 2% since 1986, and represent 36.5% Total customers 580.6
of total electric energy sates in 1996, Market-Driven Businesses:
b Office rental property occupancy rate 91
Energy facility availability 100"
15%

% conuibudon to DQE earnings per share

(A) Excludes capital cost.
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®
®
1994 1993 1992 1991 1990 1989 1988 1987 1986
6,170 6,201 5,901 6,331 5,953 6,060 6,168 6,019 5,821
@ 3,219 3,231 3,069 3,285 3,078 3,119 3,136 3,065 2,957
! 5,563 5,490 5,358 5,450 5,236 5,145 5,053 4,899 4,724
' 3,256 3,046 3,059 3,002 3,296 3,221 3,302 2,918 2,734 -
} 84 84 83 84 84 84 91 98 99
i 12,122 11,851 11,569 11,861 11,694 11,569 11,604 10,980 10,514
o 3,212 2,821 4,060 2,979 1,830 2,100 2,716 2,426 2,091
= 15,334 14,672 15,629 14,840 13,524 13,669 14,320 13,406 12,605
! 0.9 5.3 (6.6) 6.7 {1.3) (1. 3.0 3.7 3.8
) 1.3 2.5 (1.7) 4.1 1.8 1.8 3.2 3.7 4.1
'Y 6.9 (0.4) 0.6 (7.7) 23 (2.5) 13.2 6.7 (22.4)
) 0.0 1.2 (1.2) 0.0 0.0 X)) (7.1) (1.0) {2.0)
' 23 24 @.5) 1.4 ii 0.3) 5.7 44 4.5)
b 13.9 (30.5) 36. 62.8 (12.9 (22.7) 12.0 16.0 5.6
F 4.5 6.1) 5.3 9.7 (1.1) (4.5 6.8 6.4 (3.0)
®
: 14,678 14,056 15,074 14,220 13,266 13,455 14,144 13,208 12,456
’ 656 616 555 620 258 214 176 198 149
; 15,334 14,672 15,629 14,840 13,524 13,669 14,320 13,406 12,605
», 2,834 2,834 2,834 2,835 2,835 2,835 2,836 2,852 2,908
3 2,535 2,499 2,308 2,402 2,379 2,381 2,372 2,280 2,132
Te 137.23¢ 143.65¢ 140.15¢ 153.70¢ 149.62¢ 143.87¢ 145.74¢ 150.99¢ 165.34¢
le 2.23¢ 2.33¢ 2.19¢ 2.44¢ 2.51¢ 2.73¢ 1.58¢ 2.33¢ 2.55¢
D
% 86% 76% 41% 26% — — — — —
1% — —_ —_ . - _ - — .
) 5226 522.3 521.2 5200 518.3 5168 513.8 510.8 509.1
D3 53.6 529 528 52.6 52.3 52.0 SL.S 50.9 50.3
) 2.0 2.0 2.0 2.0 2.0 2.0 2.0 2.0 2.0
) 19 1.9 1.8 1.9 1.9 1.8 1.8 1.8 1.8
5 580.1 579.1 577.8 576.5 574.5 5§72.6 569.1 565.5 563.2
D 1% 91% 75% - — _ _ _ —_ —
)% 99.99% 99.97% — — - — — — —
3% 10% 4% 1% — — — — —_ —
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CONDENSED FINANCIAL STATEMENTS

CONDENSED STATEMENT OF CONSOLIDATED INCOME
@ (millions of dellars, except per shave avounts)

Year Ended December 31,

1996 1995
Revenues from sales of electricity $1,133 $1,139
Fuel and purchased power expenses 237 232
SHable U’h\ﬁ' sales with //—— Net electric revenues 896 907
.{;op’ISLS’faﬂ{' c;ommerqa\ Other revenues 92 81
sales grbw‘ﬁn Net operating revenues 988 988
ACCZ\ erated recovers )/ Operating and maintenance expenses 377 374
Depreciation and amortization 223 203
of fixed costs —_— Taxes other than income taxes 86 89
Non-energy operating expenses 686 666
Operating income 302 322
//— Equity investment and other income 74 52
g (.Dv\f“n Interest and other charges 110 107
W M 25 Income before income taxes 266 267
\,9\)5\\"255 Income taxes ) 87 96
Net income $ 179 S 171
Ea b . 2.20
Cortinued earnings " “2nes ber share S 232 S
improvement
MARKET-DRIVEN BusInesses’
CoNTRIBUTION TO
EARNINGS PER SHARE
Our market-driven businesses 19%

continue to increase their percentage

contribution to earnings per share, 15%

- 10%
B

S

&

& 4%

g

g

92 93 %4 95 95

-......‘-._g_-p—...-AAAA-A‘-‘--A--‘-‘--‘.---‘-‘-{_'\.n.-._--‘.‘-‘---
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ConpeNsED CONSOLIDATED BALANCE SHEET
(ritlions of dolfars)

Cortinued growth
in market-driven
businesses ~— Current assets

Long-term investments

Generzrhng Sfa‘hm/ Property, plant and equipment

sale and nuclear Regulatory assets
5"0’"10!\ WY'H'G dOWﬂ Other non-current assets
QA Total assets
e\emf\'
. \)ed oaﬁ
Cortw® p OYé
M ‘\’o wﬂ? < “Je . g eges
e com Current liabilities
M\)@Sﬂe’g Deferred income
\—hoﬂ Non-current liabilities
¢ Long-term debt
Morthly Tncome Total Liabilities
Referved fiezu)r1ﬁ1ez;~_ﬁ_“__
irnprove credit OIUOH')/ Preferred and preference stock

Comuuon shareholders’ equity

Total ligbilities and equity

LoNG-TERM INVESTMENTS
Future eamnings growth will come (millions of dollars)
from the sate of new products
and services related to our core
business. These energy solutions $519
are being developed and $441
imptemented through our market-

driven subsidiaries.

$196
$126
$59 &

92 93 94 95 9
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As of Deceunrber 31,

1996 1995
$ 622 $ 238
519 441
2,817 3,060
637 679

44 41
$4,639 $4,459
$ 261 $ 286
189 222
1,134 1,150
1,440 1,401
3,024 3,059
223 71
1,392 1,329
$4,639 $4.459

DIOH]) A9 GJ!HM(HNN
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ConDeNSED STATEMENT oF ConsoLipaTED CAsH FLows

® (ruitlions of dollars)

Year Ended December 31,

. 1996 1995

Cortinued strong

cash flow Operatng cash flows $379 %386

Changes in working capital (1) 47

Other — 21

Includes investments in Casb from operating activities 378 454
H 6\”2{,‘ a%rdab\e Sale of generating station 169 —
linUSilﬂg, and gas Disposition of investiments 18 —
re CO\’el'y bustnesses ——— Long-term investments (96) (188)
Capiral expenditures (101) 94

Other (2) 4

. 4 dividend Casb from investing activities (12) (286)

Cov ¥ hlnl)e wige
mmon stock dividen {101) 94
growth Co dividends

Common stock repurchases (12) 21}

Net change in long-term obligations 5 (17)

= Net change in preferred and preference stock 150 (30)

M""J‘H)g Income Change in notes payable 29) (0)

Iii eferre Sewﬂ,' 'h"-.‘j_ Other 3) (11
mpvove credit qualty Cash from financing activities 20 (193)
Net cbange in cash $ 386 $ (25

MNer OperatING CASH FLow®

{milltons of dollars)
Positive cash flow allows DQE to
meet its operating and construction
requirements, improve its capital
structure and develop its market- 398
ap its ma $388 5387 ..., $386 5379

w
=
(=]
£
o
E
=
a
i
"
ad
£
x
wi

driven operations. | | |
92 93 94 95 96

* Exciudes working capital and other balance sheet changes
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CoMPANY REPORT ON FINANCIAL STATEMENTS

he Company is responsible for the financial
information and representations contained in the
financial statements and other sections of this annual
report to shareholders. The Company believes that
the consolidated financial statements have been prepared in
conformity with generally accepted accounting principles
that are appropnate in the circumstances to reflect, in all
material respects, the substance of events and transactions
that should be included in the statements and that the other
information in the annual report to shareholders is consistent
with those statements. In preparing the financial statements,
the Company makes informed judgments and estimates
based on currently available information about the effects of
certain events and transactons. The Company maintains a
system of internal accounting control designed to provide
reasonable assurance that the Company’s assets are safe-
guarded and that wansactions are executed and recorded in
accordance with established procedures. There are limits
inherent in any system of intemal control and such limits
are based on recognition that the cost of such a system
should not exceed the benefits derived. The system of internal
accounting contro] is supported by written policies and
guidelines and is supplemented by a staff of internal auditors.
The Company believes that the internal accounting control
systern provides reasonable assurance that its assets are
safeguarded and the financial information is reliable.

Sl Q. Manahol]

David D. Marshall
President and Chief Executdve Officer

F RS b

Gary L. Schwass
Execuave Vice President and
Chief Financial Officer

1310K] A8 Q3¥IMDAW]
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Following ave explunations of certain financial and operating tevms used i our report.

Competitive Transition Charge (CTC)/
Intangible Transition Charge (ITC)

During the electric utlity restructuring from
the raditional regulatory framework to customer
choice, utlities will have the opportunity to
recover transition costs from customers through
a surcharge, or compeutve transitdon charge.
Alternadvely, if the udlity gains PUC approval
and securitizes its ransigon costs, it may then
charge an intangible transition charge.

Customer Choice

The Pennsylvania Customer Choice Act (see
“Customer Choice Act” discussion on page 31)
will give consumers the right to contract for
electricity at market prices from PUC-approved
electric generation suppliers.

Decommissioning Costs

Decommissioning costs are expenses to be
incurred in connection with the entombment,
decontaminadon, dismantlement, removal and
disposal of strucnres, systems and components
of a power plant that has permanently ceased
the production of electric energy.

Deferred Energy Costs

In conjunction with the Energy Cost Rate
Adjustment Clause, the Company records
deferred energy costs to offset differences
between actual energy costs and the level of
energy costs currently recovered from its rate-
regulated electric udlity customers.

Demand

Demand is the amount of electricity delivered
10 consumers at any instant or averaged over a
period of ame.

Energy Cost Rate Adjustment Clause (ECR)

The Company recovers through the ECR, to
the extent that such amounts are not included
in base rates, the cost of nuclear fuel, fossil fuel
and purchased power costs and passes to its
customers the profits from short-term power
sales to other utilities.

Federal Energy Regulatory Commission (FERC)

The FERC is an independent five-member
commission within the United States
Deparunent of Energy. Among its many
responsibilides, the FERC sets rates and
charges for the wholesale transportadon and
sale of natural gas and electricity.

Kilowatt (KW)

A kilowatt is equal to 1,000 watts. A watt is
the rate at which electricity is generated or
consumed. A kilowatt-hour (KWH) is a
measure of the quangty of electricity generated
or consuined in one hour.

Peak Demand

Peak demand is the amount of electricity
required during periods of highest usage. Peak
periods fluctuate by season and generally occur
in the mormning hours in winter and in late
afternoon during the summer.

Pennsylvania Public Utility Commission (PLIC)

The PUC is the Pennsylvania govemnmental
body that regulates all udlities {electric, gas,
telephone, water, etc.) and is made up of five
members nominated by the governor and
confirmed by the senate.

Regqulatory Assets

Regulatory assets are costs that the Company
would otherwise have charged to expense which
are capitalized or deferred because these costs
are currently being recovered or because it is
probable that the PUC and the FERC will
allow recovery of these costs through the
ratemaking proccss. For example, under wadi-
tional regulation, tax benefits associated with
electric generating assets were required to be
immediately passed on to a udlity’s customers.
These same benefits later would be incurred as
a tax cost, which the utility would expect to col-
lect from its customers under the traditional
regulatory framework.

Transition Costs

Transiton or stranded costs are the net
present value of a ulity’s known or measurable
costs related to electric generation that are
recoverable under the current regulatory frame-
work, but which may not be recoverable in a
competitive generation market and which will
remain following mitigation efforts taken by
such udlity to recover the costs. Examples of
potential transidon costs include regulatory
assets; the unfunded portion of decommission-
ing costs; costs of employee severance, retrain-
ing, early redrement, and outplacement; 2nd
generation-related costs, including the associat-
ed capital costs. The PUC will determine the
level of ransition costs a utility may recover.

Unbundled Electric Service

Electric utilides tradidonally have been
abligated to serve customers from the generadon
through the delivery of electricity. Under the
Pennsvlvania Customer Choice Act, electric
service will be unbundied. Although customer
choice will give consumers their choice of
electric generation suppliers, delivery of the
electricity from the generation supplier to the
consumer will remain the responsibility of the
existing franchised utility.
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DQE 1996 FINANCIAL INFORMATION

DQE is an energy services holding company. Its subsidiaries are Duquesne Light Company
{Duquesne), Duquesne Enterprises (DE), DQE Energy Services (DES), DQEnergy Parmers and
Montauk. DQE and its subsidiaries are collectively referred to as “the Company.”

Duquesne is an electric utlity engaged in the production, transmission, distribution and sale of
electric energy and is the Jargest of DQE’ subsidiaries. DE makes strategic investments beneficial to
DQE’s core energy business. These investments enhance DQE’s capabilities as an energy provider,
increase asset utilizaton, and act as a hedge against changing business conditions. DES is a diversified
energy services company offering a wide range of energy solutions for industrial, utility and consumer
markets worldwide. DES initatives include energy facility development and operation, domestic and
international independent power producton, and the production and supply of innovative fuels.
DQEnergy Partners was formed in December 1996 to align DQE with strategic partners to
capitalize on opportunities in the dynamic energy services industry. These alliances enhance the
utlization and value of DQE? strategic investments and capabilities while establishing DQE as a
total energy provider. Montauk is a financial services company that makes long-term investments
and provides financing for the Company’ other market-driven businesses and their customers.

The Company’s Electric Service Territory

The Company’ utlity operations provide electric service to customers in Allegheny County,
including the City of Pittsburgh, Beaver County and Westmoreland County. This represents
approximately 800 square miles in southwestern Pennsylvania, located within a 500-mile radius of
one-half of the population of the United States and Canada. The population of the area served by
the Company’ electric utlity operations, based on 1990 census daa, is approximately 1,510,000, of
whom 370,000 reside in the City of Pittsburgh. In addition to serving approximately 580,000 direct
customers, the Company’s utility operations also sell electricity to other utilities.

Regulation

The Company is subject to the accounting and reporting requirements of the United States
Securities and Exchange Commission (SEC). In addition, the Company electric utility operations
are subject to regulation by the Pennsylvania Public Utility Commission (PUC) and the Federal
Energy Regulatory Commission (FERC) under the Federal Power Act with respect to rates for
interstate sales, transmission of electric power, accounting and other matters.

The Electricity Generation Customer Choice and Competition Act (Customer Choice Act) went into
effect in Pennsylvania on January 1, 1997. This legislation provides for a gradual deregulation of
the generation of electricity, while maintaining reguladon of the transmission and distribution of
electridty and related services to customers. (See “Rate Matters” and “Compettion” discussions on
pages 31 and 38.)

The Company’ electric utility operations are also subject to regulation by the Nuclear Regulatory
Commission (NRC) under the Atomic Energy Act of 1954, as amended, with respect to the operation
of ity jointly owned/leased nuclear power plants, Beaver Valley Unit ! (BV Unit 1}, Beaver Vailey
Unit 2 (BV Unit 2) and Perry Unit 1.

The Company’s consolidated financial statements report regulatory assets and liabilides in accor-
dance with Staterment of Financial Accounting Standards No. 71, Accounting for the Effects of Certain Types
of Regulation (SEAS No. 71), and reflect the effects of the current ratemaking process. In accordance
with SFAS No. 71, the Company’s consolidated financial statements reflect regulatory assets and
liabilities consistent with cost-based, pre-competition ratemaking regulations. The regulatory assets
represent probable future revenue to the Company because provisions for these costs are currently
included, or are expected to be included, in charges to electric udlity customers through the
ratemaking process.

A company’s electric udlity operations or a portion of such operations could cease to meet the
SFAS No. 71 criteria for various reasons, including a change in the FERC regulations or the
competition-related changes in the PUC regulations described above. (See “Rate Matters” and

“Competition” discussions on pages 31 and 38.) The Company currently believes irs electricity
generating assets and related regulatory assets continue to satisfy these critena in light of the
transition to competitive generation under the Customer Choice Act. Should any portion of the
Company? electric utility operatons be deemed to no longer meet the SFAS Ne. 71 criteria, the
Company may be required to write off any above-market cost assets, the recovery of which is uncertain,
and any regulatory assets or liabilides for those operations that no longer meet these requirements.

Sales of Electricity to Customers

The increase in 1996 rotal operating revenues was $5.0 million, as compared to 1995. Comparing
1995 total operating revenues to 1994, there was a decrease of $3.7 million. Operating revenues are
primarily derived from the Company’s sales of electricity. The PUC authorizes rates for elecmicity sales
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which are cost-based and are designed to recover the Company’s operating expenses and investment
in electric ublity assets and to provide a return on the investment. (See “Rate Matters” and
“Compettion” discussions on pages 31 and 38.)

Electric Utility Sales by Customer Class (Kilowatt-Hours in Millions):

1996 1995 1994
Residendal 3,321 3,378 3,219
Commercial 5.737 5,729 5,563
Industrial 3,285 3,237 3,256
Miscellaneous 83 84 84
Sales 1o Electric Udlity Customers 12,426 12,428 12,122
Sales to Other Udlides 3,310 2,975 3,212
Total Sales 15,736 15,403 15,334

Sales to residential and commercial customers are strongly influenced by weather conditons.
Warmer summer and colder winter seasons lead to increased customer use of electricity for cooling
and heating. Commerdial sales are also affected by regional economic development. Sales to industrial
customers are influenced by national and global economic conditions. Customer revenues fluctuate
as a result of changes in sales volume and changes in fuel and other energy costs.

Net Customer Revenues

Net customer revenues, reflected on the statement of consolidated income, decreased $8.2 million
or (.8 percent in 1996 compared to 1995. The variance can be atwibuted primarily to decreased
residential customer kilowatt-hour (KWH) sales of 1.7 percent due to unseasonably warm summer
temperatures in 1995, as compared to 1996, resulting in decreased revenues of $8.9 million.
Industrial KWH sales volume in 1996 increased when compared to the prior year because of 2
self-generation outage experienced in 1996 by one of the Company's large industrial customers.
Sales to the Company’s 20 largest customers accounted for approximately 14 percent of customer
revenues in 1996, 1995 and 1994,

In 1995 as compared to 1994, net customer revenues increased by $7.8 million, or 0.7 percent. The
increase is the net result of higher KWH sales to residential customers by 4.9 percent in response to
extreme 1995 summer temperatures, partially offset by lower fuel and other energy costs per KWH,
the benefits of which are passed through to the customers in the form of lower rates. Revenues from
electric sales to residential customers in 1995 exceeded 1994 residential revenues by $13.0 million.

Sales to Other Utilities

Short-term sales to other utilities are regulated by the FERC and are made at market rates.
Fluctuations in electricity sales to other utilities are related to the Company’s customer energy
requirements, the energy market and transmisston conditions, and the availability of the Company’s
generatng stations. The Company’ electricity sales to other wrilities in 1995 were less than 1996
and 1994 due to the dming of generating station outages and the fluctuating level of sales to the
Company’s electric utlity customers. Future levels of short-term sales to other utilities will be affected
by the Company’s sale of its ownership interest in the Ft. Martin Power Station (Ft. Martn), the
possible sale of other generating stations, market rates, and by the outcome of the Company’s
FERC filings requesting firm transmission access. (See “Mitigadon Plan” and “Transmission Access”
discussions on pages 32 and 41.)

Other Operating Revenues

Other operating revenues include the Company’s non-KWH utlity revenues and revenues from
market-based operating activities. The increase of $10.9 million in other operating revenues when
comparing 1996 and 1995 is primarily due to increased revenues at Chester Engineers (Chester), a
wholly owned subsidiary of DE, and revenues of GSF Energy, a Montauk acquisition in the fourth
quarter of 1996. During 1997, GSF Energy is expected to contribute approximately $20 million to
other operating revenues, as compared to $2.8 million in 1996. Other operating revenues decreased
$9.2 million in 1995 when compared to the prior year. This decrease largely reflects the reszructuring
of Chester.

The discussion in the preceding paragraph regarding GSF Energy contains forward-looking
statements subject to certain risks and uncertainties that could cause actual results to differ materially
from those projected. Estimates of GSF Energy's contribution to operating revenues will depend on
gas prices and operational effectiveness. ‘
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Operating Expenses

Fuet and purchased power expense fluctuations generally result from changes in the cost of fuel, the
mix between coal and nuclear generation, the total KWHs sold, and generating staton availability.
Because of the Energy Cost Rate Adjustment Clause (ECR), changes in fuel and purchased power
costs did not impact earnings in 1996, 1995 and 1994.

Fuel and purchased power expense increased in 1996 compared to 1995 as a result of a 33 percent
increase in purchased power prices. This increase was partially offset by lower nuclear fuel costs.
Fuel and purchased power expense decreased in 1995 compared to 1994 due to lower nuclear fuel costs,
a more favorable generaton mix and a 2.7 percent decline in KWH generation.

Other operating expense increased $6.0 million when comparing 1996 to 1995. The increase was the
result of several factors, including a one-time lease charge, a full year of expense for DES in 1996
and operating costs of GSF Energy, acquired in the fourth quarter of 1996. In 1995, other operating
expense decreased $36.2 million when compared to 1994. This 1995 reductdon reflects the
restructuring of Chester and cost savings attributable to the Company’ electric utility operations.

Depreciation and amortization expense increased $20.4 million in 1996 when compared to 1995
primarily due to the increase in the Company’s electric utlity operations’ composite depreciation
rate from 3.5 percent to 4.25 percent effective May 1, 1996. During the third quarter of 1996, the
Company completed recovery of its investment in Perry Unit 2, the construction of which was

abandoned by the Company in 1986. The resultant decrease in amortization expense was offset by
the Company’s increase in depreciation, as well as $9 million that was expensed related to the
deprediation portion of deferred rate synchronization costs in conjunction with the Company’s
Midgation Plan. Depreciation and amortization expense increased $36.6 million in 1995, primarily due
to the change in the Company’s electric utility operations’ composite depreciation rate from 3.0 per-
cent to 3.5 percent effective January 1, 1995. The Company did not seek a rate increase to recover
the additional costs. (See “Mitigation Plan” discussion on page 32.)

Other Income

The increase of $22.5 million in other income, when comparing 1996 to 1995, was primarily the
result of income from long-term investments made during late 1995 and [996. Otber income increased
$9.4 million in 1995 when compared to 1994 primarily due to additonal investing activity, including
the one-time gain recognized at the merger of International Power Machines Corporation (IPM)
and Exide Electronics Group, Inc. (Exide).

Interest and Other Charges

The increase in interest and other charges in 1996 from 1995 was $2.7 million despite the payment of
$7.9 million in dividends related to preferred stock issued in May 1996 and $2.5 million of interest
on new term loans. The interest expense increase was offset by a decrease due to the retirement of
long-term debt and preferred stock of subsidiaries during 1995, Interest and otber charges were lower
in 1995 when compared to 1994 also due to the retirement of long-term debt and preferred stock of
subsidiaries. The Company’ interest on long-term debt and other interest declined to $99.4 million
in 1996 from $102.4 million in 1995 and $105.1 million in 1994,

Income Taxes

Income taxes decreased in 1996 when compared to 1995 by $9.3 million, primarily due to reduced
taxable income. In 1995, taxable income was greater than in 1994, resulting in increased ncome taxes
of $3.7 million.

Capital Expenditures

The Company spent approximately $101.2 million in 1996, $94.2 million in 1995 and $121.1
million in 1994 for capital expenditures, of which $88.5 million in 1996, $78.7 million in 1995 and
$94.3 million in 1994 was spent for electric utility construction. The remaining capital expenditures
were related to the Company’s market-driven real estate investments. The Company’s capital
expenditures for electric uality construetion focus on improving and/or expanding electric utility
production, transmission and distribution systems. The Company estimates that it will spend,
excluding allowance for funds used during construction (AFC) and nuclear fuel, approximarely
$110 million, $110 million and $95 million for electric uglity construction during 1997, 1998 and
1999. These estimates also exclude any potental expenditures for reliability enhancements to the
Brunot Island (BI) Unit 3 combustion turbiné. (See “Mitigation Plan” discussion on page 32.) The
Company expects that funds generated from operations will continue to be sufficient to fund a large
part of its capital needs.
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Long-Term Investments

The Company has made market-driven long-term investments in the following areas: leases,
affordable housing, gas reserves, real esrate, energy solutions and engineering services. Investung
activities during 1996 included approximately $50 million in lease investments, $30 million in gas
reserve investments, $15 million in affordable housing investments, and $3 million in energy solution
investments. [nvesting activides of approximately $188 million and $67 million during 1995 and

1994 were balanced between investment types.

Finanding

The Company expects to meet its current obligations and debt matunities through the year 2001
with funds generated from operations and through new financings. At December 31, 1996, the
Company was in compliance with all of its debt covenants.

On May 14, 1996, Duquesne Capital L.P,, a Delaware special-purpose limited parmership the
sole general partner of which is Duquesne, issued $150 million principal amount of 8% percent
Curnulative Monthly Income Preferred Securides (MIPS), Series A, with a staced liquidadon value
of $25.00. A portion of the proceeds was used to retire $50 million of long-term debt maturing
May 15, 1996. The Company intends to continue to apply the remaining proceeds to the purchase
or redemption of outstanding securities and for general corporate purposes.

During 1996, the Company entered into five-year bank term loans totaling $85 million with fixed
interest rates averaging 7.25 percent. These loans pay interest semi-annually.

In November 1997, $50 million of mortgage bonds will mature. The Company expects to retire
these bonds with available cash or to refinance the bonds.

Short-Term Borrowings

At December 31, 1996, the Company had two extendible revolving crea:t arrangements, including
a $125 million facility expiring in June 1997 and a $150 million facility expiring in October 1997.
Interest rates can, in accordance with the option selected at the tme of the borrowing, be based on
prime, Eurodollar or certificate of deposit rates. Commitment fees are based on the unborrowed
amount of the commitments. Both credit facilities contain two-year repayment periods for any
amounts outstanding at the expiration of the revolving credit periods. At December 31, 1996, there
were na short-term borrowings outstanding. At December 31, 1995, short-term borrowings were
$35 million. The weighted average interest rate applied to such borrowings was 6.5 percent.

Sale of Accounts Receivable

The Company and an unaffiliated corporaton have an agreement that entitles the Company to
sell, and the corporation to purchase, on an ongoing basis, up to $50 million of accounts receivable.
The Company had no receivables sold at December 31, 1996. At December 31, 1995, the Company
had sold $7 million of receivables to the unaffiliated corporation. The accounts receivable sales
agreement, which expires in June 1997, is one of many sources of funds available to the Company.
The Company has not determined, but may attempt to extend the agreement or to replace the facility
with a similar arrangement or to eliminate it upon expiration.

Nuclear Fuel Leasing

The Company finances its acquisidons of nuclear fuel through a leasing arrangement under which
it may finance up to $75 million of nuclear fuel. As of December 31, 1996, the amount of nuclear fuel
financed by the Company under this arrangement totaled approximately $35 million. The Company
plans to continue leasing nuclear fuel to fulfill its requirements at least through September 1998, the

remaining term of the leasing arrangement.

Dividends

The Company has continuously paid dividends on commzon stock since 1953 and in each of the last
10 years has increased its dividend paid per share. The Company’s annualized dividends per share
were $1.36, $1.28 and $1.17 at December 31, 1996, 1995 and 1994. The annual dividends paid have
increased by an average compounded rate of 5.9 percent over the past five years, even though the
Company has maintained a lower payout rado than the electric utlity industry in general. During
1996, the Company paid 2 quarterly dividend of $0.32 per share on each of January 1, April 1, July |
and October 1. The quarterly dividend declared in the fourth quarter of 1996 was increased from
$0.32 to $0.34 per share payable January 1, 1997. The Company expects that funds generated from
operations will condnue to be sufficient to pay dividends. The Company’s need for and the availability
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of funds will be influenced by, among other things, new investment opportunities, the economic
actvity within the Company udlity service territory, competidve and environmental legislation,
and regulatory matters experienced by the electric utility industry generally. (See “Competinon”
discussion on page 38.) The Company’ stock price was $29.00 at the end of 1996. The buok value
per share of common stock was $18.01 at December 31, [996, which represents a 5.1 percent increase
in book value since December 31, 1995.

Dividends may be paid on the Company’ commen stack to the extent permitted by law and as
declared by the board of directors. However, payments of dividends on Duquesne’s common stock
may be restricted by Duquesne’s obligations to holders of preferred and preference stock pursuant
to Duquesne’s Restated Articles of incorporation. No dividends or distributions may be made on
Duquesne’s common stock if Duquesne has not paid dividends or sinking fund obligations on its
preferred or preference stock. Further, the aggregate amount of Duquesne’s common stock dividend
payments or distributions may not exceed certain percentages of ner income if the rado of total commron
sharebolders’ equity o total capitalization is less than specified percentages. As all of Duquesne’s common
stock is owned by the Company, to the extent that Duquesne cannot pay common dividends, the
Company may not be able to pay dividends to its common shareholders. No part of the retained
earnings of the Company was restricted at December 31, 1996.

Changes in the Number of Shares of DQE Common Stock Outstanding

1996 1993 1994
{Amounts in Thousands of Shares)

Qutstanding as of January | 77,556 78,459 79,518
Reissuance from treasury stock 157 83 116
Repurchase of common stock (440) (986) (1,175
Outstanding as of December 31 77,273 77556 78,459

Customer Choice Act

Under the Customer Choice Act, which went into effect on January 1, 1997, Pennsylvania has
become a leader in customer choice. The Customer Choice Act will enable Pennsylvania’s electric
utlity customers to purchase electricity at market prices from a variety of electric generation suppliers
(customer choice). Electric uslity restructuring will be accomplished through a two-stage process
consisting of a pilot period (running through 1998) and a phase-in period (1999 through 2001). The
pilot period will give utilities an opportunity to examine a wide range of technical and administrative
denails related to competitive markets, including metening, billing, and cost and design of unbundled
electric services. Duquesne filed a pilot program with the PUC on February 27, 1997, which proposes
unbundling transmission, distribution, electricity and competitive transition charges and offers
participating customers the same options that will be available in a competitive generation market.

The pilot program will comprise approximately 5 percent of Duquesne’s residential, commercial
and industrial demand beginning September 1, 1997. Customers participating in the pilot will have
two basic options. First, customers can choose to continue taking bundled service from Duquesne
under approved tariffs. Second, customers can choose unbundled service with their electricity
provided by an alternative electric generation supplier. All customers that choose unbundled electric
service will be subject to unbundled distribution charges approved by the PUC and unbundled
transmission charges pursuant to Duquesne’s FERC-approved tariff. Each customer that elects
unbundled service also will be required to pay a non-bypassable access fee (competitive transition
charge) that provides Duquesne with a reasonable opportunity to recover transition costs.

The Company must file a restructuring plan with the PUC by August 1, 1997 setting forth its
proposals for the transiton to customer choice and the recovery of transition costs. (See “Competition”
discussion on page 38.) The phase-in to competition begins on January I, 1999 when 33 percent of
consumers will have customer choice (including consumers covered by the pilot program); 66 percent
of consumers will have customer choice by January 1, 2000; and alf consumers will have customer
choice by January 1, 2001. Although the Customer Choice Act will give customers their choice of
electric generation suppliers, delivery of the electricity from the generation supplier to the customer
will remain the responsibility of the existing franchised udlity. Delivery of electricity (including
transmission, distribution and customer service) will continue to be regulated in substandally the
current mannet.
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Mitigation Plan

The Company has taken a number of steps to mitigate its potential transition costs. (See
“Compettion” discussion on page 38.) In addition to the steps taken during the last 10 years to
prepare for competition, effective January 1, 1995, the Company accelerated its rate of depreciation on
its fixed nuclear assets withourt seeking a rate increase to recover the addidonal costs. On October 31,
1996, the sale of the Company’s ownership interest in Ft. Martn was completed. Ft. Martin Unit |
was owned 50 percent by Duquesne and 50 percent by its operator, Allegheny Power System (APS).
The sale and a plan, to be funded in part by the proceeds of the Ft. Martin transaction, were approved
by the PUC on May 23, 1996. Under the approved plan, the Company will not increase its base rates
for a period of five years through May 2001, In addigon, the Company recorded in October 1996 a
one-time reduction of approximately $130 million in the book value of the Company’s nuclear plant
investment. The proceeds from the sale are expected to be used to fund reliability enhancements o
the BI Unit 3 combuston turbine and to reduce the Company’s capitalization. The approved plan
also provides for incremental increases of $25 million in depreciation and amortization expense in 1996,
1997 and 1998 related to the Company’s nuclear investment, as well as additonal annual contributions
to its nuclear plant decommissioning funds of $5 miilion, without any increase in existing electric
rates. Also, the Company will record an annual $5 million credit to the ECR during the plan period
to compensate the Company’s electric utility customers for lost profits from any short-term power
sales foregone by the sale of its ownership interest in Fr. Martin. In addition, the Company will cap
energy costs, beginning April 1, 1997 through the remainder of the plan period, at a historical
five-year average of 1.47 cents per KWH. In accordance with the approved plan, the Company has
expensed $9 million related to the depreciation portion of the deferred rate synchronization costs
associated with BV Unit 2 and Perry Unit 1. The Company’s approved plan provides for the amorti-
zaton of the remaining deferred rate synchronization coots over a [0-year period. At December 31,
1996, the unamortized portion of these costs totaled $41.4 million, net of deferred fuel savings related
to the two units. (See “Deferred Rate Synchronization Costs” below.) Finally, the Company’s approved
plan also provides for annual assistance of $0.5 million to low-income customers.

Deferred Rate Synchronization Costs

In 1987, the PUC approved the Company’s petition to defer initial operating and other costs of
BV Unit 2 and Perry Unit 1. The Company deferred the costs incurred from November 1987, when
the units went into commercial operation, until March 1988, when a rate order was issued. In its
rate order, the PUC postponed ruling on whether these costs would be recoverable from the
Company’ electric udlity customers. The Company is not eamning a return on the deferred costs.
(See “Mitigation Plan” discussion sbove.)
Energy Cost Rate Adjustment Clouse (ECR)

Through the ECR, the Company recovers (to the extent that such amounts are not included in base
rates) nuclear fuel, fossil fuel and purchased power expenses and, also through the ECR, passes to its
customers the profits from short-term power sales to other utilites (collectively, ECR energy costs).

On the Company’s statement of consolidated income, these ECR revenues are included as a
component of operating revenues. For ECR purposes, the Company defers fuel and other energy
expenses for recovery, or refunding, in subsequent years. The deferrals reflect the difference berween
the amnount that the Company is currently collecting from customers and its actual ECR energy
costs. The PUC annually reviews the Company’s ECR energy costs for the fiscal year April through
March, compares them to previously projected ECR energy costs, and adjusts the ECR for over- or
under-recoveries and for two PUC-established coal cost standards. (See “Fossil Fuel” discussion on
page 35.)

Under the Customer Choice Act, the Company may replace the ECR effective April 1, 1997 by
rolling its ECR energy costs into its base rates. The effect of this change would be to provide o the
Company an opportunity to further mitigate its deferred energy costs based upon its ability to manage
its energy costs. Under the Company’s PUC-approved Mitgation Plan, the level of energy cost
recovery is capped at 1.47 cents per KWH through May 2001. To the extent that projections do not
support recovery of previously deferred costs through this pricing mechanism, these costs would

become transition costs subject to recovery through a compettve transigon charge (CTC). (See

“Competition” discussion on page 38.)
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Investment in PP&E and Accumulated Depreciation

The Company’s total invescment in property, plant and equipmnent and the related accumulated
depreciation balances for major classes of property at December 31, 1996 and 1995, are as follows:

PP&E and Related Accumulated Depreciation at December 31

(Amounis in Thousands of Dollars)
1996 1995

Aecumulated Net Accumulated  Net
Investment Deprecation Investment Investment Depreciation Investment

Electne Production $2,467,786 $1,092,928 $1374,858 32,501,974 3 885389 $1616,585

Elecoic Transmission 299,895 114,406 185,489 296,953 110,242 186,711
Electric Distribution 1,176,738 374,180 802,558 1143111 347,399 795712
Electric General 324366 168470 155896 314,844 141,133 173711
Property Held for Furure Use 190,821 82,737 108,084 216,633 94283 122,350
Property Held Under Capital Leases 99,608 47,670 51,938 133,381 74,874 58,507
Other 228256 89,554 138,702 139217 32,557 106,660

Total $4,787,470 $1.969,945 $2,817,525 $4,746,113 $1,685877 $3,060,236

Joint Interests in Generating Units

The Company has various contracts with Ohio Edison Company, Pennsylvania Power Company,
The Cleveland Electric luminating Company (CEI) and The Toledo Edison Company, with respect
to several jointly owned/leased generating units, that include provisions for coordinated maintenance
responsibilities, limited and qualified mutual back-up in the event of outages, and certain capacity
and energy transactions.

In September 1995, the Company commenced arbitration against CEI, seeking damages, termina- -

ton of the Operating Agreement for Eastlake Unit 5 (Eastlake) and partition of the parties’ interests
in Eastlake through a sale and division of the proceeds. The arbitraton demand alleged, among
other things, the improper allocation by CEI of fuel and related costs; the mismanagement of the
adminjstration of the Saginaw coal contract in connection with the closing of the Saginaw mine,
which historically supplied coal to Eastlake; and the concealment by CEI of material informadon.
In October 1995, CEI commenced an action against the Company in the Court of Common Pleas,
Lake County, Ohio seeking to enjoin the Company from taking any action to effect a partition on
the basis of a waiver of partition covenant contained in the deed to the land underlying Eastlake.
CEI also secks monetary damages from the Company for alleged unpaid joint costs in connection
with the operadon of Eastlake. The Company removed the acton to the United States District
Court for the Northern District of Ohio, Eastern Division, where it is now pending. Currently, the
parties are engaged in settlement discussions. To provide the parties with the opportunity to setde
their claims, the court has postponed litigation proceedings undl April 1, 1997.

Joint Interests in Nuclear Power Stations

Beaver Valley Perry

Unic 1 Unit 2 Unit 1
Dugquesne * 47.50% * 13.74% (o) 13.74%
Ohio Edison Company 35.00% 41.88% 30.00%
Pennsylvania Power Company (a) 17.50% - 5.24%
CEI (b) ~ 24.47% *3L11%
Toledo Edison Company (b) ~ 19.91% 19.91%

*Denotes Operator

{a) Subsidiary of Ohio Edison Company

(b} Subsidiary of Centerior Energy Corporation

{c} In 1987, the Company sold and leased back its 13.74 percent interest in BV Unit 2; the sale was exclusive of
transmission and common facilites. The towl sales price of $537.9 milfion was the appraised value of the
Company's interest in the property. The Company subsequendy leased back its interest in the unit for a
term of 29.5 years. The lease provides for semi-annual payments and is accounted for as an operatng lease.
The Company is responsible under the terms of the lease for all costs related ta its interest in the unit.
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