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Revenues

Operating
Expenses

Other Income

Met Income

Eamings Per Share

Statement of Consolidated Income
{ Thousands of Dollars, Evcept Per Shate Amounts)

Year Ended December 31,
1997 1994 1995
Sales of Electricity:
Residential $ 405915 $ 405391 5 414291
Commercial 494 534 459 646 491,789
Industrial 194,708 190,723 190,689
Provision for doubitful sccounts (11,0000 (10,582) (134300
Nel customer revenues 1,083457 1075179 1083109
Utilities 24,851 58.292 55963
Total Sales of Electricity L113318 LI33ATI L1302
Other 105856 92724 80,860
Total Opersting Revenurs 1219174 1.226.195 1,220,162
Fuel and purchased power D41l 236924 231968
Other operating 306,747 298977 292997
Mainienance 82849 78,386 81516
Depreciation and amortization 4284 222928 200588
Taxes other than income (axes 51567 85,974 B3.658
Total Operating Expenses 918,437 923,189 897,697
Operacing Income 90737 J03006 322463
Long-term investment income el 4ol 49,636 28975
Gain on dispositions e 4,119 9.129
Interest and other income o579 19.033 14210
Total Other Income 129,807 71790 52314
Interest and Other Charges 115,638 110,270 107455
Income Before Income Taxes 04,906 265 526 267,224
Income Taxes 95 505 87388 96,661
Net Incomse _ $ 199,101 § 179.138 $ 170563
Average Number of Common Shares
Outstanding (Thousands of Shares) 71492 77349 771674
Basic Earnings Per Share of Commoa Stock .5 b . &) $2.20
Diluted Earnings Per Share of Common Stock L SILE] L Sl 217

Dividends Declared Per Share of Common Stock $1.3% $L.0 s

————————————————
e e e ———

See noves 1o consclidsted flaancul ssementi

Statement of Consclidated Retained Earnings

i Thaowsanads of Duodlisri )
Ad of December J1.
17 1994 1S
Balance at beginning of year $ TTIA07 S 699N 5 621072
MNel income 1. 101 179,138 170463
Dividends declured 06959 (01T 191 644
Balance al end of year s #9749 § 111607 5 698986

Sew munted i pomesidadssed firin wil viihrmeniy



Consolidated Balance Sheet

{ Thousands of Dotlars)
As of Devember 31,
1997 1994
Current Assets:
Cash and iemporary cash investments $ 356411 5 410978
Receivables:
Electric cusiomer accounts receivable 90,149 92473
Other utility receivables 13,106 22402
Other receivables 33472 33,934
Less: Allowance for uncollectible accounis i15018)  (18.688)
Total Receivables = Net 13,1 130,125
Materials and supplies (at average coat):
Coal ; 10,413 19,097
Operating and construction £3.083 31669
Total Materials and Supplies 73,506 71766
Ocher current assets 1727 9.359
Total Current Assets £69.354 622,228
Long-Term Investments:
Levers ged leases M9.029 113
Affordable housing 137 860 150,270
Gas reserves 926458 79,916
Onher leases 69,329 85,893
Onher 7331 6RATY
Total Long-Term Investmenis 721,786 518,689
Property, Plant and Equipment:
Electric plant in service 4335149 4275110
Coastructicn work in progress 86,471 45,059
Property held under capital leases 113,662 99.608
Property heid for future use 1,930 190.821
Other 115,366 176,872
Grods property, plant and equipment 4,625,128 4787470

(1,962,794) (1,969,945)

Toial Property, Plant and Equipeent - Net

166230  2.817.523

Other Non-Curren! Asels:

Regulatory assets
Other

680885 616816
£9,041 13,744

e e—

Total Ocher Non-Current Astets

739938  64),5%0

Total Assets

$3.694.407 $4.038.992

See notey o consolidared financial stasrmenis




Liabilities and
Capitalization

{ Thousands of Dollars)
As of December 11,
1997 1996
Current Liabilithes:
Notes payable 5 - 3 749
Current maturities and sinking fund requirements 97,844 T80
Accounts payable B5,085 96.230
Acecrued liabilities 4386 58,044
Dividends declared »J12 28,633
Other 1433 4075
Total Current Liabilities 281,966 260,562
Non-Current Liabilitles:
Deferred income taxes — net 693,215 759,089
Deferred income 226,107 189,293
Deferred investment tax credin 97,782 106,201
Capital lease obligations 37540 28,407
Other 155,467 240,763
Total Nen-Current Liobilices 139,111 1321783
Commitments and Contingencies (Notes B through M)
Caplialization:
Long-Term Debd 1376,121 1439.746
Preferred and Preference Stock of Subsidiaries:
Non-redeemable prefemed stock 216,156 211,608
Non-redeemable preference stock 28,295 28,997
Total m and m stock before deferred p-]oyﬂ‘:
stock ownership plan (ESOP) benefit 244,451 242,605
Deferred ESOP benefit {16,400) (19.533)
Total Preferred and Preference Stock of Subvidiaries 228,051 221,072
Common Shareholders’ Equity:
Common stock — no par valve (authorized - |87 300,000
shares: issued = 109,679,154 shares) 1,001,225 990,502
Retained earnings 869749  770.607
Treasury stock (at cost) (31,998,72) and 32,406,115 shares) (371820 1376.250)
Total Commaon Shareholders® Equity 1.499,15) 1.391.859
Total Capitalization 2103325  J034677
Total Liakilities and Capltalization 4,604,402 §4.638992

See noied i consolidiated financial satemenis.



Statement of Consolidated Cash Flows
{ Thonsands of Dollars )
Year Ended December 11,
1997 1996 1995
Cash Flows Net income $199,101 £179.138 51703563
from Opersting  Principal non-cash charges (credits) 10 net income:
Activities Depreciation and am-.zation 242,843 222924 202.558
Capital lease, nuclear fuel and investment amortization 67,471 31166 8847
Deferred income taxes and investment tax credits - net 60,811 (43.170) (10921)
Gain on disposition of investments (M.364) (5.119) %,129)
Investment income (66,246} (57.429) (31,0%4)
Changes in working capital other than cash (37,29 2915 METE
{Increase) decrease in ECR (25318) {3.948) 1.6
Other (40,038) 48 4873
Nt Cash Provided from Operating Activities 367,231 382926 436,122
Cash Flows from Long-term investmenty (219,122) 71147y (191.719)
Investing Activities Capital expenditures (118338) (101150 (94, 164)
Proceeds from disposition of investments Bi 300 18,100 1.929
Sale of generating station - 169,100 -
Payment for purchase of GSF Energy, net of cash acquired — {24.234) -
Other i4.938) (1,898) (3.854)
Net Cash Used in Investing Activities 1256,098) (17.229)  (287,808)
Cash Flews from Dividends on common stock (106,959)  (100.517) (93,649
Financing Activities Reductions of long-term obligations
Long-term debt (52,100) (50812)  (56.114)
Capital leases (13,5510 (19326)  (26373)
Preferred and preference stock — —_ {29,730
Repurchase of common stock (30) (11.717) (21,271}
Issuance of preferred stock - 150,000 —
Issuance of loag-term del _— 85,000 65,000
Decrease in notes payable —_ (28.637) (20.236)
Other 6941 (3471 (11240
Net Cash (Used in) Provided from Financing Activisies 1165.699) 20514 (193,605)
Net (decrease) increase in cash and temporary cash
investments 154.566) 386,211 {15.291)
Cash and temporary cash investments st beginning of year 410978 24,767 50,048
Cash and tempovary cash investments at end of year $356,412 S410978  § 24.767
e —— s  —— ——— — ——— — — —— ———————
Supplemental Cash Flow Information
Cash Paid During  Interest (net of amount capitalized) $ 95413  § 95700 8 asd
e Yawr Income tares $ 66703 S Uledl S slNsd
Non-Cash lnv Capital lease obligations recorded 527514 S5 j30%0 5 (49l
and Financing Equity funding obligations recorded $ S s 3aTie S 21827
ige Equity funding obligations cancelled 3 %07 8 - 3 -
Preferred stock fssued in conjunction with long-term investments  § 2,84y 5 s £ oo

On May 1, 1997, DQE exchanged its shares in Chester Engineers for shares of comimon stock of the

purchaser of Chester Engineen., which were subsequently sold at various dates through June

5 QT

Ser movey b comsotichired frsmis] suarement




Notes to Consolidated Financial Statements

Consolidation and Proposed Merger

DQE, Inc. (DQE) is an energy services holding company. lts subsidianies are Duquesne Light
Company (Duquesne); Duquesne Enterprises, Inc. (DE); DQE Energy Services, Inc. (DES),
DQEnesgy Pariners, Inc. (DQEnergy): and Montauk, Inc. (Montauk). DQE and its subsidiaries are
collectively referred 1o as “the Company.” -

is an electric utility engaged in the generation, transmission. distribution and sale of
siectric energy and is the largest of DQE's subsidiaries. DE makes strategic investments beneficial
10 DQE's core energy business. These investments are intended to enhance DQE's capabilities as an
energy , increase asset wtilization, and act as a bedge against changing business conditions.
DES is a diversified energy services company offering a wide range of energy solutions for industnial,
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 10 align DQE with strategic partners to capitalize on
opportunitics in the energy services industry. These alliances are intended t0 enhance the wilization
and value of DQE’s strategic investments and capabilities while establishing DQE as a total encrgy
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 material intercompany balances and transactions have been eliminated in the preparation of
the censolidated financial statements.

On August 7, 1997, the sharcholders of the Company and Allegheny Energy, Inc. (AYE), approved
a proposed tax-free, stock-for-stock merger. Upon consummation of the merger, DQE will be a whollv
owned subsidiary of AYE. Immediately following the merger, Duquesne, DE. DES. DQEnergy and
Montauk will remain wholly owned subsidiaries of DQE. The transaction is intended 10 be accounted
for as a pooling of interests. Under the pooling of interests niethod of accounting for a business
combination, the recorded assets, liabilities and equity of each of the combining companies are
carried forward to the combined corporation at their recorded amounts. Accordingly, no goodwill.
including the related future eamings impact of goodwill amortization, results from a transaction
sccounted for as a pooling of interests. In order to qualify for pooling treatment, many requirements
must be met by each of the combining companies for a pericd of time before and afier the combination
occurs, Examples of the requirements prior to the merger include limitations on: dividends paid on
common stock, sock repurchases, stock compensation plan activity and sales of significant assets
Management has focused and will continue 10 focus on meeting the pooling requirements as they
relate 1o the Company prior 10 the merger.

Under the terms of the transaction, the Company’s shareholders will receive 1.12 shares of AYE
common stock for each share of the Company’s common stock and AYE's dividend in effect at the
time of the closing of the merger. The transaction is expected to cloze in mid- 1998, subject to
approval of regulatory agencies, including the public utility commissions in Pennsylvania
ond Maryland, the Securities and Exchange Commission (SEC), the Federal Energy Regulatory
Commission (FERC) and the Nuclear Regulatory Commission (NRC).

In September 1997, the City of Pittsburgh filed a federal antitrust suit seeking *o prevent the
merger and asking for monetary damages. Although the United States District Coun for the District
of Western Pennsylvania dismissed the suit in January 1998, the City of Pittsburgh filed an appeal
and asked for expedited review. A hearing is currently scheduled for late March 1998. Unless
otherwise indicated, all information presented in this Annual Report relates to the Company only
and does not take into account the proposed merger between the Company and AYE.

Basis of Aceounting

The Company s subject 1o the accounting and repurting requirements of the SEC. In addition. the
Company's electric wtility operations are subject to regulation by the Pennsylvania Public Utility
Commission (PUC), including regulation under the Pennsylvania Electricity Generation Castomer
Cholee amd Comperition Act (Customer Choice Act), and the FERC under the Federal Power Act
with respect o 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 Satement of Financial Accounring Standands (SFAS) No. 71, Accounting for the
Effects of Cernain Tvpes of ion (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 liabilities consistent with cost-based. pre-competition ratemaking regulations

{See “Rate Mamers.” ;iote E. on page 38.)
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The preparation of financial statements in conformity with generally accepted accounting principles
requires to make estimates and assumptions that affect the reponed 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 alw be affected
by the estimates and assumptions management is required 1o make, Actual results could differ
from those estimates.

Revenues from Sales of Electricity

The Company's electric utility operations provide service 1o customers in Allegheny County,
including the City of Pinsburgh: Beaver County; and Westmoreland County. (See “Rate Matters,”
Note E. on page 38.) This territory represents approximately 800 square miles in southwestern
Peansylvania. 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 operanions, based
on 1990 census data, is approximately 1.510,000, of whom 370,000 reside in the City of Piitsburgh.
In addition to serving approximately 580,000 direct customers, the Company s utility operations
also sell electricity to other wtilities.

Meters are read monthly and electric utility cusiomens 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 below.)

Energy Cost Rate Adjustment Clause (ECR)

Through the ECR. the Company recovers (o 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
10 its customer’ the profits from shon-term power sales to other utilities (collectively. ECR energy
costs). Under the Company’s mitigation plan approved by the PUC in June 1996, the level of energy
cost recovery is capped at 1.47 cents per kilowatt-hour (KWH) through May 2001, The rate currently
being recovered is 1.28 cents per KWH, based upon estimated 1996 costs. To the extent that current
fuel and purchased power costs, in combination with previously deferred fuel and purchased power
costs, are not projected 10 be recoverable through this pricing mechanism. these costs would become
transition costs subject to recovery through o competitive transition charge (CTC). (See “Rarne
Maners,” Note E. on page 58.) 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 Depanment
of Encegy (DOE) for future disposal and ultimate storage and disposition of spent nuclear fuel. Fowil
fuel expense includes the costs of coal, natural gas and fuel o' used in the generation vl electncity.

mmcm'.mﬂmmm.m | CR 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
between the amount that the Company is currenily collecting from customers and s 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. This adjustment was
not made during 1997, despitz a projected increase of 0.13 cents per KWH. pending the outcome
of the Company’s Restructuring Plan or Stand-Alone Plan (as defined in “Rate Matters.” Note E.
on page 58).

Over- or under-recoveries from customers have been recorded in the consolidated balance
sheet as payable io, or receivable from, customers. Based on Duquesne’s Restructuring Plan and
Stand-Alone Plan, the 1997 under-recoveries were reclassified as a regulatory asser and may be
recovered through a CTC. At December 31, 1997, 523.5 million was receisable from customens
Al December 31, 1996, 51.8 milllon was payable 1o customers and shown as other current labililies,

Maintenance
Incremental maintenance costs incurmed for refueling outages at the Company's nuclear units

are deferred for amortization over the period between refueling outages (generally |8 monihs)
The Company accrues, over the periods between outages. anticipated costs for scheduled major
fossil generating station outages. Maintenance costs incurred for non-magor scheduled outages and

for forced outages are charped to expense as such costs are incurred.

Depreciation and Amornization

Depreciation of propeny. plant and equipment. including plant-related intangibles. 15 reconded
on 3 straighi-line basis over the estimated remaining useful lives of properties. Amortization of
other intangibies is recorded on a straight-line basis over 3 five-year penod. Amomization of fimited
partnership interests in gas reserve imvestments and depreciation of related propery are on a units

b




of production method over the total estimated gas reserves. Amonization of interests in affordable
housing partnerships is based upon a method that approximates the equity method and amortization
of cenain other leases is on the basis of benefits recorded over the lives of the invesiments,
and amortization of other properties are calculated on vanious bases.

In 1987, the Company sol * its 13.74 percent interest in Beaver Valley Unit 2 and leased ut
back The lease is accounted for as an operating lease. In May 1997, the Company accelerated the
recognition of expense related 1o the lease. The accelerated expense recognition accounted for
$16,1 million of total amortization expense for 1997. Due 10 the above-market price of the lease.
the Company has proposed in its Restructuring Plan and Stand-Alone Plan (as defined in "Rate
Marers.” Note E. on page 58) to recover the remaining above-market lease costs through a CTC.

The Company records nuclear decommissioning costs under the category of depreciation and
amontization expense and accrues a liability, equal to that amount. for nuclear decommissioning

On the Company’s consolidated balance sheet, the decommissioning trusts have been

m in other long-1erm investments, and the related liability has been recorded as other
pon-current liabilities. Trust fund eamings increase the fund balance and the recorded liability.
(See “Nuclear Decommissioning”™ discussion, Note |. on page 64.)

The Company's electric utility operations’ composite depreciation rate increased from 1 § percent
to 4.25 percent effective May 1. 1996. Also in 1996. the Company expensed $9 million related 1o

the portion of deferred rate synchronization costs in conjunction with the Company s
1996 PUC-approved mitigation plan.
Income Taxes

The Company 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 financial reporting purposes are not recognized in the same period for Lax purposes
The deferred tax liability or asset is also adjusted in the period of enactment for the elfect of

in tax laws or rates.

For its electric utility operations, the Company recognizes a regulatory asset for the deferred tax
liabilities that are expected to be recovered from customers through rates, (See “Rate Matters,”
Note E, and “Income Taxes.” Note G. on pages 58 anu 12.)

The Company reflects the amortization of the regulatory tax receivable resulting from reversals
of deferred taxes as depreciation and amortization expense. Reversals of accumulated deferred
income taxes are included in income tax expense.

When applied to reduce the Company’s income tax lability, investment tax credits related to
electric utility propeny generally are deferred. Such credits are subsequently reflected. over the
lives of the related assets, as reductions 10 income 1ax expense.

(Other Operating Revenues and Other Income
Orher operating revenues include the Company’s non-KWH utility revenues and revenues from

market-based operating activities. Other income primanly is made up of income from long-term
investments entered into by the market-driven businesses. The income is separated from other
revenues as the investment income does not result from operating activifies.

Property, Plant and Equipment
The asset values of the Company's electric utility properties are stated at original construction cost,

which includes relaied payroll taxes, pensions and other fringe benefits. as well as administrative
and generl 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 10
finance construction

Additions o, and replacements of, property units are charged 10 plant accounts. Mainienance,
repairs and replacement of minor ilems of property are reconded as expenses when they are incurted.
The costs of electric utility propertics that are retired (plus removal costs and less any wivage
valoe) are charged 10 accumulated depreciation and amortization

Substantially all of the Company’s electric utility properties are subject to a first martgage lien.

Temporary Cash Iavestments
Te cash investments are shor-term. highly liguid investments with onginal maturities of
three or fewer munths. They are stated at market, which approximates cost. The Company considers

temporary cish investments 1o be cash equivalenis.
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B. Changes in

Working Capital
Onther than Cash

C. Property, Plant
and Equipmaent

Earnings Per Share

SFAS No. 128, Earnings Per Share (SFAS No. 128), establishes standards for computing and
presenting per share and makes the standards comparable 1o international eamings per
share standards. It the presentation of primary camings per share, as found in Accounting
Principles Board (APB) Opinion No. 15, Earnings per Share, with a presentation of basic camings
per share. It also requires dual presentation of basic and diluted eamings per share on the statement of
consolidated income for all entities with complex capital structures. Basic earings per share is
computed by dividing income available 1o common stockholders by the weighted-average number
of common shares outstanding for the period. Diluted eamnings per share reflects the potential
dilution that could occur if securities or other contracts lo issue common stock wene exercised or
converied into common stock or resulied in the lssuance of common stock that then shared in the

of the entity. The statement s effective for financial statements issued for periods ending
after December 15, 1997.

The preference stock of the ESOP. as described in Note M, “Employee Benefits,” was the primary
cause for the dilution of eamings per share for the years ended December 31. 1997, 1996 and
1995 as shown on the stastement of consolidated income. Each share of the preference stwock is
exchangeable for one and one-half shares of DQE common stock. Assuming conversion at the
beginning of each year, the number of DQE shares was added to the denominator (
number of common shares outstanding). Partially offsetting the dilutive effect of the sdditional
shares, the preference stock has an annual dividend rate of $2.80 per share, which was added back
to the numerator (income available 10 common stockholders). The result of calculating both basic
and dilutive earnings per share for the three years presented was a $0.03 dilutive effect in each year,

Stock-Based Compensasion

The Company accounts for stock-based compensation using the intrinsic value method prescribed
in APB Opinion No. 25, Accounting for Siock [ssued 1o Employees, and related interpretations.
mﬁ.mﬁ:mhmmhmﬂuhmﬁmpnﬂum
market of the Company's stock at the date of the grant over the amount any employee must
pay to acquire the stock. Compensation cost for stock appreciation rights Is recorded annually based
on the quoted marke! price of the Company’s stock at the end of the period.

Reclassification .
The 1996 and 1999 consolidated financial statements have been reclassified to conform with
accounting presentations adopied during 1997
Recent Accounting Pronouncemants
SFAS No. 130, Reporting Comprehensive Income (SFAS No. 130) and SFAS No. 131, Disclosures

about Segments of an Enterprise and Related Information (SFAS No. 131), have been issued and are
effective for fiscal years beginning after December 15, 1997. SFAS No. 130 defines comprehensive
income and outlines certain reporting and disclosure requirements relaled to comprehensive income.
SFAS No. 131 requires certain disclosures about business segments of an enterprise, if applicable.
The adoption of SFAS No. 130 and SFAS No. 131 is not expected to have a significant impact on
the Company’s financial stalements or disclosures.

Changes in Working Capital Other than Cash

(Net of 1997 Chester Dispusition and 1996 GSF Energy Acquisition)
1997 1996 1995

fAmounis in Thousands of Dallurs)
Si4497) S (19460 5 MM

Receivables

Materials and supplies 11,740 1.286 9.954
Other current assels E1L]] [LYLY] 1126
Accounts payable 4990 4.691 7.087
Other current labilities i 15,00 L168) (19.673)

Tosal $3722m § 2913 £ L5878

In addition to its wholly owned generating units. the Company, together with FirstEnergy
Corporation. has an ownership or leasehold interest in centain jointly owned units. The Company is
required 10 pay its share of the construction and operating costs of the units. The Company s share
of the operating expenses of the units is included in the statement of consolidated income.

ol m




E. Rate Marters

In 1997, the Company acquired 100 percent of the Class A Stock of AquaSource, Inc.
(AquaSource), which was formed 10 acquire small and mid-sized water, wastewater and waler
services with its initial focus in Texas. The Company created the Preferred Stock,
Series A (Convertible), $100 liquidation preference per share (DQE Preferred Stock), to issue as
consideration in lieu of cash in connection with acquisitions by the Company of other busincises,
assets or securities. (See “Prefermed and Preference Stock.” Note K. on page 68.) At December 31,
1997, the Company had invested approximately $7 million (of which approximately ! 3 million
was in the form of DQE Prefermed Stock) to acquire the stock or assets of seven water, wastewater
and water services companies. In February 1998, the Company issued 159,732 shares of DQE
Preferred Stock, representing an investment of approximately $16 million in a water company. The
Company has commirted approximately $24 million for additional investments in water, wasiewater
and water services companies for the first quarter of 1998

Compvetition and the Customer Cholce Act

The electric utility industry continues 1o undergo fundamental change in response to development
of open transmission access and increased avallability of energy allernatives. Under historical
ratemaking regulated electric utilities were granted exclusive geographic franchises to sell
electricity in exchange for making investments and incurring obligations (0 serve customers under
the then-existing regolatory 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 (regulatory assets).
As a result of this historical ratemaking process, utilities have assets recorded on their balance
sheets at above-market costs. thus creating transition or stranded costs.

In Pennsylvania. the Customer Choice Act went into effect January |, 1997. The Customer Choice
Act enables Peansylvania's electric utility customers 1o purchass electricity 2t market prices from
a variety of electric generation suppliers (customer choice). 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.
The Customer Choice Act also provides that the existing franchised utility may recover, through a
CTC, an amount of transition or stranded costs that are determined by the PUC 1o be just and
reasonable. Pennsylvania’s electric utility restructuring is being accomplished through a two-stage
process consisting of an initial customer choice pilot period (running through 1998) and a phase-in
to competition period (beginning in 1999). For the first stage, the Company filed a pilot program with
the PUC on February 27, 1997, For the second siage, the Company filed on August |, 1997 its
restructuring and merger plan (the Restructuring Plan) and its stand-alone restructuring plan (the
Stand-Alone Plan) with the PUC. (See the detailed discussion of these plans on pages 59 and 60.)

Customer Choice Pilots

The pilot period gives utilities an opportunity to examine a wide range of technical and
administrative details related 10 competitive markets, including metering, billing, and cost and
design of unbundled electric services. The Company pilot filing proposed unbundling transmission,
distribution, generation and competitive transition charges and offered panticipating customers the
same options that were 1o be available in a competitive generation market. The pilot was designed
1o comprise approximately § percent of the Company’s residential, commercial and industrial demand.
The 28,000 customers participating in the pilot may choose unbundled service, with their electricity
provided by an aliemative generation supplier, and will be subject to unbundled distribution and
CTC charges approved by the PUC and unbundied transmission charges pursuant to the Company’s
FERC-approved tariff. On May 9, 1997, the PUC issued a Preliminary Opinion and Order approving
the Company’s ﬁllnf in part. and requiring cerain revisions. The Company and other utilities
objected 10 several features of the PUC's Preliminary Opinion and Order. Hearings on several key
issues were held in July. The PUC issued its final order on August 29, 1997, approving a revised
pilot program for the Company. On September 8. 1997, the Company appealed the determination
of the market price of generation set forth in this order to the Commonwealth Count of Pennsylvania.
The Company expects a hearing to be scheduled for mid-1998. Although this appeal is pending,
the Company complied with the PUC"s order to implement the pilot program that began on

November 3, 1997,

Phase-In to Competition
The phase-in to competilion begins on January 1. 1999, when 33 percent of customers will have

customer choice (including customers covered by the pilot program ), 66 percent of customers will
have customer choice ro later than January 1, 2000 and all custormers will have customer chaoice
no later than January |, 2001, However, in its sole order 1o dute (the PECO Order), the PUC
ordered the phase-in provitions of the Customer Choice Act 1 require the acceleration of the second

and third phases 1o January 2. 1999 and January 1. 2000, respectively. As they are phased-in.

Lo
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customers that have chosen an electricity generation supplier other than the Company will pay that
wrwmmwmmmucm-mtm below) and unbundled
WMWNMWCMMMNMMWFM the
Company will pay for their service at current regulased tariff rates divided into unbundled generation.
transmission and distribution charges. The PECO Order concluded that under the Customer Choice
Mn:ﬁhﬂnﬂmm,.nﬁumhmumluwmmirywmy
only offer tariffed rates (including unbundled generation rates). Delivery o electricity
(including ion. distribution and customer service) will continue to be regulated in
substantially the same manner as under current regulation.

mwﬂmmm :

Before the phase-in 1o customer choice begins in 1999, the PUC expects utilities 1o take vigorous
wwmmmuMHm&mmﬁ;m“Mmuy
charge customers. The Company has mitigated in excess of $350 million of transition costs dunng
mmmmmmﬂmﬁdmwmam-mmm of nuclear
mmmmmﬁﬁmﬂmukmmim nuclear decom-
MMﬂmﬂmﬂdﬂmuﬂmm.ﬁuﬂMwhmn{minm
cost reduction, while holding rates constant, is unmatched within Pennsylvania.

mmmmmwalﬂw'lmﬂﬁmuwndﬂcmmmnu
January 1, 1999 will be recoverable through a CTC from customers. The CTC recovery penod
wuwmm.m:wﬂwnmmhﬁmulmw 1. 1997 wo
recover transition costs, unless this period is extended as part of a utility’s PUC-approved transition
mmumﬂmw-rwmmﬁmlm 1. 1997 will be imposed on the
ransmission and distribution charges of electric wiility companies. Additionally, electric utility
wmumhmﬁumﬂmumnmhhﬁm
are being recovered. with centain exceptions. The Company has requesied recovery of transition
costs of approximately $2 billion. net of deferred taxes. beginning January I, 1999. Of this amount.
$0.5 billion represents regulatory assets and $1.5 billion represents potentially uneconomic plani
and plant decommissioning costs. Any estimate of the ultimate level of transition costs for the
Company depends on, among other things, the exient 10 which such costs are deemed recoverable
wmmummﬂnrwmﬂmmimmmﬁmuﬁmmm
conditions, and growth of the Company’s sales. (See “Financial Fxposure 1o Transition Cost

discussion on page 40 and “Regulatory Assets und Emerging lssues Task Force™

Recovery™
discussion on page 61).

mﬁmmmmmwm

On August 1, 1997, the Company filed the Restructuring Plan and the Stand-Alone Plan with the
PUC. Although the provisions of the Customer Choice Act require a PUC decision nine months
from the filing date (which would be April 30, 1998), the Pennsylvania Attorney General's Office
requested an extension in order to corduct an investigation into certain competition issues relating
to the Restructuring Plan. Pursuant o an arrangement among the Company, the PLC and the

General, the Company anticipates a decision by the PUC (with respect 1o the Restructuring

Plan if the merger is approved. or with respect 1o the Stand-Alone Plan if the merger is not approved)
on or before May 29, 1998 or such later date as the parties may agree.

Stand-Alone Plan

In the event the merger with AYE is not consummated under the filed Restructuring Plan, the
Company has sought approval for restructuring and recovery of its own transition costs through a
CTC under the Stand-Alone Plan. The Company proposed that any finding of market value for the

‘s generating assets should be based on market evidence and not on an administrative

determination of that value based on price forecasts (the PECO Order determined the market value
of PECO Energy Company’s generation based on the price forecast sponsored by the Peansylvania
Office of Consumer Advocate). In addition. the Company proposed that such a final market valuation
be conducted in 2003, and that an annual competitive market solicitation be used 1o set the CTC in
the interim. The 2003 final market valuation would be performed by an independent panel of
experts using the best availahle market evidence at that time. The Stand-Alone Plan filing also
provided for cerain triggers that would accelerate the date of this final market valuation. Prior to
the final valuation, the Company would sell a substantial amount of power 10 the highest bidder in
an annual competitive solicitation. The annual market price established by the solicitaton would b
used 10 set competitive generation credits and determine the CTC as a residual from the generation
rate cap under the Rate Cap Provision, (See “Financial Impact of Pilot Program Order” discussion
on page 38.) During the transition period. the Company committed to accelerate amortization and
depreciation of its Fnﬂ:ujruﬂ-rclxrd aisets and cap it retum on equity through a return on eyguily

=




Assets and lssues Task Force
As a result of the of SFAS No. 71, the Company records regulatory assets on its

consolidated balance The regulatory assets represent probable future revenue 1o the Company
for these costs are currently included, or are expected 1 be included, in charges

the process.
s electric wili ora of such operations, could cease 1o meet the
SFAS No. 71 criteria for Wmhchﬂnﬂtﬂnpinhﬁﬁﬂmuluﬁumm
in the PUC regulations. (See “Competition and the Customer Choice
Act,” Note E. on page ) The Emerging Issues Task Force of the Financial Accounting Standards

Board (EITF) has determined that once o transition plan has been approved, appli of SFAS

No. 71 1o the mdnﬁlwmhdwm : by the application
of SFAS Ne. M.R:?nhdﬂmpdm- Sor the Discontinuation of Application of
FASB Siatement No. 1 (SFAS No. 101). The consensus reached by the EITF provides further
that the assets and Liabilities of the generation portion of a wtility to which

AS No. 101 is applied should be determined on the basis of the source from which the
mﬂﬂuﬁhﬂﬂmﬁuﬂhmﬂrmmmmmﬁﬂhdﬂmed

MHMMthTyh&mﬂpmmmmum
will be recovered through a CTC collected in connection with transmission and distribution
mﬂuw&muﬁﬂﬁﬂuj . Fixed assets related to the generation
gahﬂl-iﬁqr be flows provided by the CTC, in accordance with
FAS No. Jﬂ.ﬂ_ﬁrm Impairment of Long-Lived Assets and for Long-Lived Assets to
Of (SFAS No. 121). The Company believes that all of its assets continue 1o
Mhﬂlﬂm?ldﬂhﬁ#dhuﬂﬁumm under the
portion of muugugm'-umm' Inqﬂl 'mgi-:n.s .
the Company's 10 Do meet the No. 71
criteria, or is not recovered a the Company will be required to write off assets (10 the
extent thetr net book value fair value), the recovery of which is uncertain, and any
mwmhmmgmmmmmuymmm

:
:
:
|

of assets could be materially adverse to the financial position, results of operations and cash flows
of the Company.
The 's assets related to transmission and distribution as of
December 31, 1997 were $561.9 million, $33.2 million and $85.8 million, respectively. At
re assets related to generation, transmission and

December 31, 1996, the Cm::r‘: t
distribution were $492.6 million. $41.4 million and $102.8 million. respectively. The components
of all regulatory assets for the periods presented are as follows:

Regulatory Assets ar December 31
1997 1996
{Amounts in Thousands of Dollar )
Regulatory tax receivable (Note A) $301.664 304,131
Brunot Island and Phillips cold reserve units (2) 105,693 -
Unamonized debt costs (b) K9z 93,297
Deferred rate synchronization costs (<) 3. 4] 446
Beaver Valley Unit 2 salefleaseback premium (Note H) .54 30.059
Deferred employee costs (d) PLA R 29.589
Deferred energy costs (Note A) 23514 —
Deferred nuclear mainienance outage costs (Note A) 17,013 13,462
Deferred coal costs (e) 15711 12.191
DOE decontamination and decommissioning receivable (Note I} 8,847 9,719
Oxher (N 29,613 12.860
Total Regulatory Assets 630,845 S636.816
g, e e e T ———————

tuThﬂ-ﬂ,ﬁﬂmMmh Restructuring Plan and Stand- Alone Plan, the Company determined
that and 4 portion of Brunot hiland would not be cout-ellective in the production of electrioty in the Lae of 3

lmﬁrmuw&hwnmmyinhmmmtumum orver the Life of
the inaed

w finance the neacyuiiom.
ie) Unitial gouty of Begver Valley Unit 2 and Perry Unit | were defernad and are curmently being recorvered over
A

e
1) Includes smouass for recovery of sccrued compeneated sbsenccs and accraed Claims for worken” compemton
(e} The PUC has direcied the 1o defer recovery of the deliversd cost of voal 10 the exient thal sch cnd evoreds
prevailing market prices for similar coul. 23 determined by the PUC
(1) 1997 amounes inchude $6 8 million related w Siatement of Pasition W- 1. En, immenial Remedistion Lisbilines for
the onguing monitoring af cenaun of the C. s wlten and 548 mullion of one-time costa for the 1997 carly
m#“‘-m wiih Na B Emploveri Accowsiin ﬁ"r}ffd“h v L wrTosi fomemin

Diefined Prmidon Plans and for Termination Bencfion and SFAS Mo (08, Empluncrn ' Ad cosinting fir
an::t-m-mrx-rm +5ﬂ'FWI¢HHh.'MﬂH.|::|u‘:T:JI‘ il
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G. Income Taxes

At December 31, 1997, the Company had rwo extendible revolving credit armangements, including
3 5125 million facility expiring in June 1998 and a $150 million facility expiring in October 1994,
mnmummmmmm"uumﬂmm;.umm
prime, Eurodollar or cenificate 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, 1997 and
December 31, 1996, there were no shori-term borrowings outstanding.

The annual federal corporate income tax returns have been audited by the Internal Revenue
Service (IRS) for the tax years through 1992. The IRS is reviewing the Company’s 1993 and 1994
refurns, and the tax years (995 and 1996 remain subject to IRS review. The Company does not
believe that final settlement of the federal income tax retumns for the years 1990 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

1997 1996

fAmounts in Thousands of Dollars |

Tax benefit - long-term investments $ 2103 S 175477

Gain on saleleaseback of BY Unit 2 53,137 61,131

Investment tax credits unamonized 40,573 4,067

Unbilled revenue 19,637 19.222

Other 65210 50,648

Deferred tax assets 393,951 350,495

Property depreciation (712.247) (T83.851)

Regulatory asseus (125171 (150.346)

Leveraged leases 115.383) (59,781)

Loss on rescquired debt unamonized 313480) (32330

Deferved coal and energy costs i15910) . (5.044)

Onher (87,095) (77.221)

Deferred tax Labilities (1,087,166) (1,109.584)

Net Deferred Tax Liabilities $ (693215 $ (759.089)
Income Tares

1997 1996 1995
[Amaounts in Thousands of Dollars)

Cumently payable: Federal $ 3% sEs9Te 8§ 77667

State 31,083 44 582 19918

Deferred - pet: Federal 69324 (18,737) 2550

State 93 (14.874) 18.640)

Investment tax credits deferred -~ net (84209 (9.559) (7.831)

$ 95308 5 960610

Income Taxes
m

$ B)388

Total income taxes differ from the amount computed by applying the statutory federal income

tax rate to income belore income taxes.

Income Tax Expense Reconciliation
1997 1996 1995
{Amownis in Thowsands of Dollars|
Computed federal income tax at statutory rate $103.217  $91384 S 93818
Incresse (decresse) in taxes resulting from
Suate income taves, net of federal income Lax benefit 20,1423 19,310 157719
Investment tax benefits - net (T80 i15.116) 54741
Amortization of deferred investment 133 credita 8,420 19.559) (7431
Other 1. 304) 53 &hl
S USH0S S HTIES 5 90.661

Total Income Tax Expense




The Company leases nuclear fuel, a portion of a nuclear generating plant. certain office buildings.
computer equipment. and other property and equipment.

Capital Leases at December 1!
1997 155946
{Amownts in Thousands of Dollars)
Nuclear fuel % 91901 579003
Ebectric plant 20,761 20,505
Toual 113,662 99,608
Less: Accumulated amortization 150,725) (47.670)
MMMMIM—NHI‘H $629%7 $51.94

(a) Inchudes SLE74 In 1997 and $2.618 in | 996 of capeal leases with associsted obliganons retired

In 1987, the Company sold and leased back its 13.74 percent interest in BY Unil 2 the sale was
exclusive of ransmission and common facilities. The Company subsequently leased back its interest
im the unit for & term of 29.5 years, The lease provides for semi-annual payments and is accounied
for as an operating lease. The Company is responsible under the terms of the lease for all costs
related 1o 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 panially financing the lease
dnvumz.hmmmnvumzmwmcmmhmmm'm
uwwmuhﬁulmpphmmdnuppmmhhm is amount was
deferred and is being amortized over the remaining lease term. At December 31, 1997, the deferred
balance was approximately $28.6 million.

Leased nuclear fuel is amortized as the fuel is bumed and charged 1o fuel and purchased power
expense on the statement of consolidated income. The amortization of all other leased property is
based on rental payments made (except the BV Unit 2 lease, see “Depreciation and Amonization™
discussion on page 54). These lease-related expenses are charged 1 operating expenses on the
statement of consolidated income.

Summary of Rentol Payments
1997 1996 1994
{Amowunts in Thousands of Dollars)
Operating leases 560,684 559.503 $57.617
Amortization of capital leases 16,847 19.378 26,708
Interest on capital leases AN 3,703 4332
Total Rental Paymants $80,966 $82.584 $38.654

—_— =
Future Minimum Lease Payments

Operating Leases Capital Leases

Year Ended December 31, {Amounts in Thowsands of Dodlars)
1998 § M3 § 26,400
1999 M9 16417
2000 4280 10,446
2001 54,194 3717
2002 15746 inz
2003 and therealer R 0.087 16649

Toial Minbmum Lease Paymaenis $1,082.963 $ 717,792
Less: Amount representing interest .9
Present value of minimum lease payments for capital leases (a) § 6061

1) Inchades current obligations of $23 4 mullion 2t December 11, 1997




Future minimum lease payments for capital leases are related principally to the estimated use of
nuclear fuel financed through leasing arrangements and building leases. Future minimum lease
payments for operating leases are related principally to BV Unit 2 and certain corporate offices.

Future payments due 1o the Company, as of December 31, 1997, under subleases of centain
corporate office space are approximately $5.9 million in 1998, $6.0 million in 1999 and $27.6 million

Construction and Investments
The Company estimates that it will spead, excluding AFC and nuclear fuel, approximately

$130 million during 1998 and 5100 million in each of 1999 and 2000 for electnc utility construction

In 1997, the Company formed a strategic alliance with CQ Inc. 10 produce E-Fuel™, 3 coal-hased
synibetic fuel. The first six plants 1o produce E-Fuel™ are under construction, and are expected 1o
be in operation by mid-1998. The Company estimates the cost of this constructhon o be approximately
525 million in 1998.

In February 1998, the Company issued 159,732 shares of DQE Preferred Stock, representing
an investment of approximately 516 million in 8 water company. The Company has commitied
spproximately $24 million for additional investments in water, wastewater and water services
companies for the first quarter of 1998,

In 1997, the Company entered into 3 pantnership with MCI Communications Corporation. The
Company expects this partnership will lead to investment opportunities in the expanding
telecommunications business.

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 Decommissioning. 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. 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 decommissiuned ogether.

Based on site-specific studies conducted in 1997 for BV Unit | and BV Unit 2. and a 1997
update of the 1994 study for Perry Unit 1, the Company’s approximate share of the total estimated
decommissioning costs, including removal and decontamination costs, is 5170 million, 555 millioa
and $90 million, respectively. The amount currently being used 1o determine the Company's cost
of service related 10 decoi imissioning all three nuc'ear units is $224 million. The Company is
seeking recovery of any potential shortfall in decommissioning funding as part of either its

Plan or its Stand-Alone Plan. (See “Rate Manters,” Note E, on page 58.)

With respect to the transition to a competitive generation market. the Custoiner Choice Act
requires that wtilities include 2 plan 1o mitigate any shorfall in decommissioning trust fund payments
for the life of the facility with any future decommissioning filings. Consistent with this requirement,
in 1997 the Company increased its annual contributions to the decommissioning trusts by 535 million
to approximately $9 million. The Company has received approval from the IRS for qualification of
100 percent of additional nuclear decommissioning trust funding for BY Unit 2 and Perry Unit |,
and 79 percent for BY Unit |,

Funding for nuclear decommissioning costs is deposited in external, segregated trust accounts
and invested in a portfolio of corporate common stock and debt securities, municipal bonds,
certificates of deposit and United States government securities. The market value of the aggreyate
trust fund balances ot December 31, 1997 and 1996, wtaled approximately $47.1 million and

$13.7 million, respectively,
Nuclear Insurance. The Price-Aniderson Amendments w the Atomic Energv Act of 1954 limit

public liability from a single incident ot a nuclear olani 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 10 $79.3 million per incident
on each nuclear unit in the United States. The Company s maximum total possible assessment,
$359.4 million, which is based on its owneiship or leasehold interests in three nuclear generating
units. would be limited 1o a maximum of $7.5 million per incident per year. This assessment s
subject to ind: « (ng for inflation and may be subject o state premium taxes. If assessments from
the nuclear in. stry prove insufficient 1o pay claims, the United States Congress could impose
other revenue- aising measures on the industry.

o




The Caum)"s share of insurance coverage for property damage, decommissioning and decon-
tamination lkylsillhillhn.ﬂumwywouldhmpmihh for its share of any damages
in excess of insurance coverage. In addition, if the pruperty damage reserves of Nuclear Electric
Insurance Limited (NEIL). an industry mutual insurznce company that provides a portion of this
coverage, arc 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 3 maximum
of $5.8 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 1o the policy deductible, terms and limiy, the coverage provides for a weekly indemnity of
the estimated incremental costs during the three-year period starting 21 weeks after an accident.
with no coverage thereafier. If NEIL's losses for this program ever exceed its reserves, the
Company could be assessed retrospective premiums totaling a maximum of $3.4 million.

Beaver Valley Power Station (BVPS) Sieam 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 cormosion cracking (ODSCC) has
occurred in the steam generator tubes of both units. BV Unit 1. which was placeu in service in
1976, has removed ly 17 percent of its steam generator tubes from service through a
process called “plugging.” However, BV Unit | continues to operate at 100 percent reactor power
and has the ability to return tubes 1o service by repairing them through a process called "sleeving.”
No tubes at either BY Unit | or BY Unit 2 have been sleeved 1o date. BV Unit 2, which was
placed in service 11 years after BV Unit 1, has not yet exhibited the degree of ODSCC expenenced
at BY Unit 1. Approximately 2 percent of BV Unit 2's tubes are plugged; however, it is too early
i. the life of the unit to determine the extent to which ODSCC may become a problem at that unit.

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 sicps 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
muw of the BV Unit | steam generators. The total replacement cout
of the BV | steam generntors 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 but excludes rsplacement power costs, The earliest that the BY
Unit | steam generators could be replaced during a scheduled refueling outage is the fall 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. The next refueling outage for BY Unit | is scheduled to begin in April 1999, and the next
refueling outage for BY Unit 2 is currently scheduled 1o begin in September 1998. Both outages
will include inspection of 100 percent of each unit’s steam generator tubes. The Company will
continue to monitor and evaluate the condition of the BVPS steam generators.

BV Unit | went off-line on September 27, 1997, for a scheduled refueling outage. and retumed
to service on January 21, 1998, Perry Unit | completed a refueling outage on October 23, 1997,
This outage lasted 40 days, a record for Perry Unit 1. The next refucling outage for Perry Unit 1 is
currently scheduled to begin in March 1999

BV Unit | went off-line January 30, 1998, due 10 an issue identified in a technical review
recently completed by the Company. BY Unit 2 went off-line December 16, 1997, 10 repair the
emergency air supply system 1o the control room and has remained off-line due o other issues
identified by a similar technical review of BV Unit 2. These technical reviews are in response to 3
1997 commitment made by the Company "o the NRC. The Company is one of many utilities faced
with these technical lssues, some of which date back to the original design of BVPS. Both BVPS
units remain off-line for a revalidation of technical specification surveillance testing requirements
of various plant systems. Based on the current status of the revalidation process, the Company
currently anticipates that both BVPS units will remain off-line through March 1998,

Spent Nuclear Fuel Disposal.  The Nuclear Waste Policy Act of 1982 established a federal
policy for handling and disposing of spent nuclear fuel and a policy requiring the establishment of
a final repository 1o accept spent nuclear fuel. Electric utility companies have entered inlo con-
tracts with the 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, The COE has not
yet established sn inrerim or permanent storage facility, despite a ruling by the United States

s




Court of Appeals for the District of Columbia Circuit that the DOE was legally obligated 1o begin
acceptance of spent nuclear fuel for disposal by January 31, 1998. Existing on-site spent nuclear
fuel storage capacities a2 BY Unit 1, BV Unit 2 and Perry Unit | are expecied 1o be sufficient untl
2017, 2011 and 2011, respectively.

In early 1997, the Company joined 35 other electric utilities and 46 states, state agencies and
regulatory commissions in filing suit in the United States Coun of Appeals for the District of
Columbia Circuit against the DOE. The parties requested the count 1o 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. The DOE had requested that the court delay
litigation while it pursued alternative dispute resolution under the terms of its contracts with the
utilities. The court ruling. issued November 14, 1997, was not entirely in favor of the DOE or the
utilities. The count permitted the DOE to pursue alternative dispute resolution, but prohibited it
from using its lack of a spent fuel repository as a oefense. The DOE has requested a rehearing on
the marter, which has yet to be scheduled.

Uranium Enrichment Obligarions. Nuclear reactor licensees in the United States are assessed
annually for the decontamination and decommissioning of DOE uranium enrichment fucilinies.
Asscssments 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 10 be paid by such utilities
over a |3-year period. At December 31, 1997 and 1996, the Company’s Liability for contributions
was approximately $7.2 million and $8.1 million, respectively (subject to an inflation adjustment).
(See “Rate Matters,” Note E, on page 58.)

Fassil Decommissioning

In Pennsylvania, current ratemaking does not allow utilities to recover future decommissioning
coe*s through depreciation charges during the operating life of fossil-fired generating stations.
Based on studies conducted in 1997, this amount for fossil decommissioning is currently estimated
to be $130 million for the Company's interest in 17 units at six sites. Each unit is expected 1o be
decommissioned upon the cessation of the final unit's operations. The Company has submitied
these estimates to the PUC. and s seeking 1o recover these costs s pant of either its Restructuring
Plan or its Stand-Alone Plan. (See “Rate Matters.” Note E, on page 58.)

Guarantees
The Company and the other owners of Brure Mansfield Power Station (Bruce Mansfield) have

guaranteed certain debt and lease obligations related to a coal supply contract for Bruce Marsfield.
At December 31, 1997, the Company's share of these guarantees was $15.1 million. The prices
paid for the coal by the companies under this contract are expected to be sufficient 1o 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 10 these obligations are $6.2 million in 1998, $5.8 mullion in 1999,
and $4.6 million in 2000. The Company's total payments for coal purchased under the contract
were $38.3 million in 1997, $26.9 million in 1996, and $18.9 million in 1995

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 investore A portion of the
fees received has been deferred 10 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

In 1992, the Pennsylvania Deparument of Environmental Protection (DEP) iss..  desidual Wasze
Management Regulations governing the generation and management of non-harardous residual
waste, such as coal ash. The Company is assesning the sites it wiilizes and has dev. loped compliance
strategies that are currently under review by the DEP. Capital costs of $2.8 milliw and 525 million
were incurred by the Company in 1997 and 1996, respectively. 1o comply with these DEP regulations.
The additional capital cost of compliance through the year 2000 s estimated, based un current
information, to be $16 million. This estimate is subject to the results of groundwater atsesuments

and DEP final approval of compliance plans.




J. Long-Term Debt

The Company is party (o a labor contract expiring in September 2001 with the International
Brotherhood of Electrical Workers (IBEW), which represents approximately 2.000 of the
Company’s employees. The contract provides, among other things, employment security, income
protection and 3 percent annual wage increases through September 2000.

Other
The Company is involved in various other legal proceedings and environmental matiers. The
Company believes that such proceedings and maters, in wotal, will not have a matenially adverse

effect on its financial position, results of operations or cash flows.

The pollution control notes arise from the sale of bonds by public authornues for the purposes of
financing construction of pollution control facilities at the Company’s plants or refunding previously
issued bonds. The Company is obligated 1o pay the principal and interest on these bonds. For centain
of the pollution control notes, there is an annual commitment fee for an irrevocable letter of credit
Under certain circumstances, the letter of credit is available for the paymens of interest on. o

redemption of. all or a portion of the notes.

Long-Term Debt at December 31
Principal Outstanding
Interest fAmounts in Thowsands of Dolliir)
Rate Maturity 1997 1996
First morigage bonds 5.85%-8.75% 1998-2025 S 778.000 (a) § 8353.000 (b}
Pollution control notes (c) 2009-2030 417,985 417.985
Sinkiag fund debentures 5% 2010 1 4,891
Term loans 64T%-TATS% 2000-2001 150,000 150.000
Miscellaneous .07 17,785
Less: Unamortized debt discount
and premium — net (1.672) (3.91%)
Total Long-Term Debe $1376,021 $1.439.748
() Exclodes $74.0 million relased to curren mamniies during 1994,
(b) Excludes $50.0 million related 10 3 current maturity during 1997,
(c) The hon comtrol notes have adjustable interest reees. The interest rates o year-end averaped 1.9 percent in 1997
and 1.7 percent in 1996,

At December 11, 1997, sinking fund requirements and maturities of long-term debt outstanding
for the next five years were $75.3 million in 1998, $80.6 million in 1999, $165.2 million in 2000,
$85.2 million in 2001, and $0.3 million in 2002.

Total interest and other charges were $115.6 million in 1997, $110.3 million in 1996, and
$107.6 million in 1995, Interest cosis atributable to long-term debt and other inlérest were
$101.2 million, $99.4 million and $102.4 million in 1997, 1996 and 1995, respectively. Of these
amounts, $2.3 million in 1997, 51.2 million in 1996, and $0.7 million in 1995 were capitalized as
AFC. Debt discount or premium and related lssuance expenses are amortized over the lives of the
applicable issues.

During 1994, the Company's BY Unit 2 lease armangement 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 5188 million to $194 million and the term of the letter
of credit was exiended to 1999, If cenain specified events occur, the letter of credit could be drawn
down by the owners, the leases could termi.iate. and collateralized lease bonds ($181 5 million at
December 31, 1997) would become direct obligations of the Company

At December 31, 1997, the fair value of the Company ‘s long-term debi. including curment
maturities and sinking fund requirements. estimated on the basis of quoted market prices for the
same or similar issues or current rates offered 1o the Company for debt of the same remaining
maturities, was $1,474.6 million. The principal amount included in the Company s consolidated
balance gheet is $1.453.1 million.

Al December 31, 1997 and 1996, the Company was in compliance with all of ity debt covenants




K. Preferred and
Preference
Stock

Preferred and Preference Siock at December 31

{Shares and Amounts in Thowsands )
L) 1996
all
gum Shares Amount  Shares  Amount
Preferred Stock of DQE:
4.3% Serles A Preferred Stock (a) (b) — 12 $1.172 . -
4 2% Series A Preferred Stock (a) (b) — 4 376 — -
Preferred Slock Series of Subsidiaries:
3.75% (c) (d) (e) $51.00 148 7407 148 5 7.
4.00% (c) (d) (e) 51.50 550 17486 550 27,486
4.10% () (d) (e) 5195 120 6,012 120 6012
4.15% () (d) (<) 51.73 132 6,643 132 6643
4.20% (c) (d) (e) 5171 100 5021 100 5.021
5210 (c) (d) (e) 51.84 159 8,039 159 §.039
9.00% (0 = — 3,000 — 3.000
8.375% (g) . _— 6,000 150,000 &.000 1 50,000
M%M . 7215 216,18 7209 111,608
1]
Plan Series A (¢) ()} 3690 799 18,295 817 28 997
Total Preference Stock 799 8295 817 28,997
Deferred ESOP benefit {16,400) (19430
Total Preferred and Proference Stock $123,051 $221.012
ia) Preferred Siock: 4,000,000 suthorized shares. i) Cumulstive Monthly lacome Prefemed Securities,
no par value Senes A (MIPS): 6,000,000 suthorized shares:
ib) Convertible; 3100 liquidation preference per . hare 523 Liquidation valee
ic) Preferred sock: 4,000,000 ssthorized shares: {hy 1,300 sethorized shares; 10 isswed, 5100,000 par
550 par value; cumulative value; $100,000 involuntary Liquidation value
{d) 530 per share involuntary liquidation vales (i) Preference stock: 8,000,000 suthorzed shares.
(e} Non-redeemable §1 par value: cumulative
ifi 300 suthoriped shares; |0 isseed 300,000 par (ji $35.30 per share involuntary liguidanon value
valoe; involuntary liquidation valee 300,000
per share; mandstory redempiion beginning
August 2000

On July 30, 1997, the Company authorized and regisiered 1,000,000 shares of DQE Preferred
Siock. As of December 31, 1997, 15,480 shares of DQE Preferred Stock had been issued and w.oe
outstanding. An additional 159,732 shares of DQE Preferred Siock were issued on February 19, 1998,
The DQE Preferred Stock ranks senior 1o the Company s common stock as to the payment of
dividends and as to the distribution of assets on liquidations, dissolution or winding-up of the

y. The holders of DQE Preferred Stock are entitled 10 vote on all matters submitted to a
vote of the holders of DQE common stock, voting together with the holders of common stock as a
single class, Each share of DQE Preferred Stock is entitled to three votes. Each share of DQE
Preferred Stock is convertible at the Company's option into the number of shares of DQE common
stock computed by dividing the DQE Preferred Stock's $100 liquidation value by the five-day
average closing sales price of DQE common stock for the five trading days immediately prior to the
conversion date. Each unredeemed share of DQE Preferred Stock will automatically be convened
on the first day of the first month commencing afier the sixth anniversary of its issuance. If the
proposed with AYE occurs prior to any conversion, each share of DQE Preferred Stock will
be convertible into AYE common stock. using the same methodology to calculate the number of shares.

Dividends on DOE Preferred Siock are paid quarterly on each January |, April 1, July | and
October 1. 11,720 shares of DQE Preferred Stock are entitled 10 an annual dividend of 4.3 percent.
and in the fourth quarter of 1997 the Company declared an initial quanterly dividend of $1.075 per
share, payable January 1, 1998. 3,760 shares of DQE Preferred Stock are entitled to an annual
dividend of 4.2 percent, and in the first quarter of 1998 the Company declared a dividend for the
period of December 16, 1997 through March 31, 1998 of $1.237 per share, payable April 1, 1993
The recently issued 159,732 shares are entitled 10 3 4.0 percent annual dividend, and in the first
quarier of 1998 the Company declared a dividend for the period February 19, 1998 through
March 31, 1998 of $0.444 per share, payable April 1, 1998

e
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L. Common Stock

In October 1997, a Duquesne subsidiary issued 10 shares of preferred stock. par value $100,000
per share. The holders of such shares are entitled 103 6.5 percent annual dividend 1o be paid each
30. In 1995, another Duquesne subsidiary issued 10 shares of prefered stock, par
me.mm&nﬂmﬁm:umuMwnﬂﬂmtmnul dividend
paid quarterly.

In May | Duquesne Capital L.P. (Duquesne Capital), a special-purpose limited parinership
of which Duquesne is the sole general panner, issued $150.0 million principal amount of 84 percent
Monthly Income Preferred Securities (MIPS), Series A. with a stated liquidation value of 525.00.
The hoiders of MIPS are entitled to annual dividends of 84 percent, payable monthly. The sole
assets of Duguesne Capital are Dugquesne’s BX percent debentures, with a principal amount of
$151.5 million. These debt securities may be redeemed a1 Duquesne’s option on or after May 31,
ﬂl.hﬂh;ﬂﬂﬂdhpymdmmﬁﬂmwﬁmmw liquidation
mhmﬂhhﬂﬁwhnmlhﬁbnwmuﬁpiulhnﬁmﬁuwhhk for such
Wlﬁuhdﬂmmiﬂmﬁmmuduwpﬁwmkqﬂmﬂmhdmmmm. the

will be mandatorily redeemed. The Company’s consolidated balance sheet reflects only the
$150.0 million of MIPS.

Holders of Duquesne’s preferred stock are entitled to cumulative quanerly dividends. If four
qwulyd“unrﬂﬂpdmdmﬂninm.hnﬂnnfh preferred stock
are entitled to elect a majority of Duguesne's board of directors until all dividends have been paid.
Holders of Dugquesne’s preference stock are entitled to receive cumulative quarterly dividends if
dividends on all series of preferred stock are paid. If six quanerly dividends on any series of
ﬂmm&nhmhﬂﬁ:dhpﬂmmﬂnaﬂhﬁweﬁmnﬂhuml
directors until all dividends have been paid. At December 31, 1997, Duquesne had made all dividend
wmmwﬁﬂaﬂﬂmwwmwmmuw.
wice $16.7 million, $12.1 million and $5.9 million in 1997, 1996 and 1995. Total preferred and
preference stock had involuntary liquidation values of $244.4 million and $§242.5 million. which
exceeded par by $27.6 million and $28.2 million at December 31, 1997 and 1996.

In December 1991, the Company established an Employee Stock Ownership Plan (ESOF) 1o
provide matching contributions for a 401(k) Retirement Savings Plan for Management Employees.
(See “Employee Benefits,” Note M, on page 70.) The Company issued and sold 845,070 shares of

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 siock is exchangeable for
one and one-half shares of DQE common stock. At December 31, 1997, $16.4 million of preference
stock issued in connection with the establishinent of the ESOP had been offset, for financial statement
purposes, by the recognition of a deferred ESOP 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 $1.1 million for 1997, $1.4 million for 1996, and $1.6 milkon for
1995, These cash contributions were the difference between the ESOP debt service and the amount
of dividends on ESOP shares (52.3 million in 1997, 1996 and 1995). As shares of pruference stock
are allocated 1o the accounts of panticipants in the ESOP, the Company recognizes compensation
mnﬂhmﬂuﬁmﬂmmuw.mmmm} recognized
compensation expense related to the 401(k) plans of $3.2 million in 1997 and $2.3 million in 1996
and 1995, Although outstanding preferred stock is generally callable on notice of not less than

30 days, at stated plus accrued dividends, the ouwsanding MIPS and preference stock are
not currently , None of the remaining Dugquesne preferred or preference stock issues has
mandatory purchase requirements.
Changes in the Number of Shares of DQE Common Siock Outstanding

y 1997 | 7% 1995

1 Amanints in :I"h.u:._r..u-fd_l:f Shares)

Outstanding as of January | 77373 77356 18489
Reissuance from treasury stock 404 157 83
Repurchase of common stock in (440) i9Na)

Oustanding as of December 1 77.680 7M1 77.5%




M. Employes

The Company has continuously paid dividends on common stock since 1953, The Company's
annualized dividends per share were $1.44, $1.36 and $1.28 at December 31, 1997, 1996 and 1995,
During 1997, the Company paid a quarterly dividend of $0.34 per share o= each of January 1,
April 1, July 1 and October 1. The quanterly dividend declared in the fourth quarter of 1997 was
increased from $0.34 10 $0.36 per share payable January 1, 1998.

Once all dividends on the DQE Preferred Siock have been paid. dividends may be paid on the
Company's common stock 1o the extent permitied 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 1o holders of and preference stock pursuant to Duquesne’s Restated Articles
of incorporation and by of Duquesne’s subsidiaries to holders of their preferred
securities. No dividands or distributions may be made on Dugquesne’s common stock if Duquesne
has pot paid dividends or sinking fund obligations on s preferred or preference stock. Further,
the aggregate amount of Duquesne’s common stock di payments or distributions may not
exceed certain percentages of net income if the ratio of 1otal common shareholder’s equity to tocal
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 on its common stock or DQE Preferred Stock. No part of the retained
camings of the Company was restricted at December 31, 1997.

Retirement Plans

The Company maintains retirement plans to provide pensions for all eligilw employees. Upon
retirement, 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 actuarial cost
method. The Compaay's policy is to record this cost as sn expense and to fund the peasion plans
by an amount that is at least equal 1o the minimum funding requirements of the Employee Rerirement
Income Security Act of 1974 (ERISA) but that does not exceed the maximum tax-deductible amount
for the year. Pension costs charged 10 expense or construction were $12.7 million for 1997,
$11.9 million for 1996, and $6.1 million for 1993.

In 1997, the Company offered an early retirement plan to its bargaining unit employees
meeting certain age and service criteria. In accordance with SFAS No. 88, Employers Accounting
Sertlements and Curtailments of Defined Benefit Pension Plans and for Terminarion Benefits

for
and SFAS No. 106, Employers’ Accounting for Postretirement Benefizs Other Than Pensions. the

Company recorded $6.8 million of one-time costs as a regulatory asset and other non-current
liability on the consolidated balance -

Funded Status of the Retirement Plans . - ' ' ounts Recognized on the
Consolidaied Balance Sheet at December 31 _
1997 it

{Amounrs in Thousands of Dollars)

Actuarial present value of benefits rendered to date:

Vested benefits $60,44) 413,109
Non-vested benefits 15,080 22.551
Accumulated benefits oblipations Lased on compensation o date 485 563 +35.660
Additional benefits based on estimated future salary levels 68,739 61,438
Projected benefits obligation 254302 497,098
Fair market value of plan assets 605 457 25871
Projected benefils obligation under plan ssscts 5 51,155 § 28.773
e
Unrecognized net gain $15),682 $)28.382
Unrecognized prior service cosl 139,500 (43,790}
Unrecognized net transition liability 112.0M) (13,853)
Net pension liability per consolidated balance sheet (50.68%) (41,968)
Total $ 51,188 $ 28.773
T e M S A T S mE=an e —— = ——=
Assumed rate of return on plan assety B.007% 8.25%
Discount rate used jo determine projecied benefits obliganon 7.00% 1.50%
Assumed change in compenaation levels 4,75 % 525%
Pension assels consist primanly of common stocks, United States obligations and corporate
debt securities.

m B



. Quarterly
Financial
Information

(Unaudited)

P r—

Components of Postretirement Cost

1997 15

{Amounis in Thousands of Dillors)

Service cost (benefiis eaned during the period) $1,600 $1.182
Interest cost on acoumulated benelit obligation 3048 2.046
Amonization of the transition obligation over 20 yrars 1,684 1,700
Other 118 {812)
Total Postretirement Cost $46,5558 4118

The accumulated postretirement benefit obligation comprises the present value of the estimated
future bene(its payable to current retirees and a pro rata portion of estimated benefits payable 1o
active employees after retirement.

Funded Status of Postretirement Plan at December 31

==

1997 199

{Amounts in Thousands of Dollars)

Actuarial present value of beoefin:

Retirees 5 8150 5 B840

Fully eligible active plan participants 5,966 38

Other active plan panicipant 24 26352
Accumalated postretirement benefit obligation 46330 9021
Fair market value of plan assets — =
Accumulated benefit obligation in excess of plan ausets $446.330) $(39.021)
Uprecognized net actuarial (loss) gains $ (1,208) 5 2874
Unrecognized net transition liability (25.294) (27.198)
Postretirement liability per consolidated bal. .. = sheet (19,528) (14.697)
" Tousl $(46,330) $(39,021)
Discount rate used to determine projectcd benefit obligation 7.00% 780%
Health care cost trend rates:

For year beginning January | 6.53% 6.96%

Ultimate rate in the year 2001 550% 6.00%
Effect of a one percent increase in health care cost trend rates:

On sccumulated projected benefit obligation 5 52M 5 2920

On aggregate of annual service and [nterest costs s =3 5 39

Summary of Selected Quarterly Financial Data (Thousands of Dollars, Except Per Share Amounts)
[The quanerly dats reflect seasonal westher variations in the wtility's service termsory |

1997 First Quarnter  Secood Quarter  Third Quarter  Fourth Quarter
Operating Revenues (3) $303. 584 $I85.856] $331.20) $294.52%
Operating lncome (a) 76817 56,92 96,448 51.080
Net Income 45,097 46,773 58,665 43,501
Buasic Per Share 0.53 0.61 0.7% 0.5}
Driluted Per Share 0.57 0.60 0.75 0.62
Stock Price:

High 9% 9 A37a LTI

Low I 26 M'fw Mt

=~ =

e First Quaner  Second Quarter  Third Duaner  Fourth Quarter
Operating Revenues (a) $300.518 5291387 §1)5.430 £296.890
Operating Income (a) 71,316 67,385 104,891 59,414
Net [ncome 42,303 Ingmn 27412 40 449
Banic Per Share 053 0.50 0.74 0.4}
Diluted Per Share 054 0.49 0.74 042
Stock Price:

High Jiw 2% 284 30

Low v 25% 17 7

S — B g A ————
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