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RE: Renewal Application for Retail Generation Providers and Power Marketers
Pepco Energy Services, Inc. - Case Number 05-28-EL-CRS

Public Utilities Commission of Ohio
Docketing Division

180 East Broad Street

13 Floor

Columbus, OH 43215-3793

To Whom It May Concern:

Enclosed please find one original and ten (10} copies of Pepco Energy Services’ Renewal
Application for Retail Generation Providers and Power Marketers. The Public Utilities
Commissions of Ohio (“PUCO”) initially granted Pepco Energy Services, Inc. (“PES™) a
certificate to act as a Competitive Retail Electric Service provider on February 14, 2005
(Certificate No. 05-127 [1]).

As per Pepco Energy Services’ discussions with PUCO staff, PES has only provided one
copy of its parent company’s 2005 10-K due to this document’s extreme length. This
single copy is included as part of the original copy of PES’ renewal application.
Additional copies of this 10-K are available for download from
www.pepcoholdings.com/investors, or will be sent to the PUCO by PES upon request.

Should you have any questions regarding this application, please contact me at (703) 253-
1701.

Sincerely,

g

Greg Simmons
Manager, Mid-Atlantic / Midwest Region
Pepco Energy Services, Inc.
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Pepeo Energy Services, Inc. is not the same company as Potomar Electric Power Company (Pepec), the r.egfdated
utility, and prices and services of Pepro Energy Services, Inc. are not set by the Public Service Commission.
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Pepco Energy Services, Inc.

PUCO USE ONLY

Date Received | Case Number Version

The Public Utilities Commission of Ohio 05-28-EL-CRS | August 2004

RENEWAL APPLICATION FOR RETAIL GENERATION
PROVIDERS AND POWER MARKETERS

Please print or type all required information. Identify all attachments with an exhibit label
and title (Example: Exhibit A-13 Company History). All attachments should bear the
legal name of the Applicant. Applicants should file completed applications and all related
correspondence with the Public Utilities Commission of Ohio, Docketing Division; 180
East Broad Street, Columbus, Ohio 43215-3793.

This PDF form is designed so that you may input information directly onto the
form. Youn may also download the form, by saving it to your local disk, for later use.

A. APPLICANT INFORMATION

A-1  Applicant intends to be certified as: (circle all that apply)
Retail Generation Provider [ Power Broker |
| Power Marketer| Aggregator

A-2  Applicant’s legal name, address, telephone number and web site address

Legal Name: Pepco Energy Services, Inc.

Address: 1300 North 17" Street: Suite 1600: Arlington, VA 22209
Telephone #: {703) 253-1800 Web site address (if any): www.pepcoenergy.com

A-3 List name, address, telephone number and web site address under which
Applicant will do business in Ohio

Legal Name: SAME AS ABOVE
Address:
Telephone #: Web site address (if any):

A-4  List all names under which the applicant does business in North America

Pepco Energy Services, Inc. Conectiv Energy Services, Ine.
PowerChoice® By Pepco Energy Services  North Attantic Utilities

PUCO Renewal Form
Page 1 of 7
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A-5

Pepco Energy Services, Inc.

Contact person for regulatory or emergency matters

Name: Sandy Guthorn

Title: Manager, Energy Policy

Business address: 1300 North 17™ Street, Suite 1600; Arlington, VA 22209
Telephone #: (703) 253-1702 Fax #: (703) 253-1688

E-mail address (if any): SGuthomn coEnergy.com

A-6

Contact person for Commission Staff use in investigating customer
complaints

Name: Pam Frambes

Title: Manager, Customer Operations

Business address: 1300 North 17® Street. Suite 1600; Arlington, VA 22209
Telephone #: ({703) 253-1667 Fax #: (703) 253-1724

E-mail address (if any): PFrambes@PepcoEnergy.com

A-7

Applicant's address and toll-free number for customer service and
complaints

Customer Service address: 1300 North 17" Street: Suite 1600, Arlington, VA 22209
Toll-free Telephone #: 1-800-ENERGY-9 or 1-800-363-7499 Fax #: (703) 253-1724
E-mail address (if any): CustServ@PepcoEnergy.com

A-8

A-9

Applicant's federal employer identification number #: 52-1927068

Applicant’s form of ownership (circle one)

Sole Proprietorship Partnership
Limited Liability Partnership (LLP) Limited Liability Company (1LLC)
Other

PROVIDE THE FOLLOWING AS SEPARATE ATTACHMENTS AND LABEL AS INDICATED:

A-10 Exhibit A-10 " Principal Officers, Directors & Partners” provide the names,

A-11

titles, addresses and telephone numbers of the applicant’s principal officers,
directors, partners, or other similar officials.

Exhibit A-11 "Corporate Structure,” provide a description of the applicant’s
corporate structure, including a graphical depiction of such structure, and a list of
all affiliate and subsidiary companies that supply retail or wholesale electricity or
natural gas to customers in North America.

PUCO Renewal Form
Page 2 of 7
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Pepco Energy Services, Inc.

B. APPLICANT MANAGERIAL CAPABILITY AND EXPERIENCE

PROVIDE THE FOLLOWING AS SEPARATE ATTACHMENTS AND LABEL AS INDICATED:

B-1

B-2

B-5

Exhibit B-1 “Jurisdictions of Operation,” provide a list of all jurisdictions in
which the applicant or any affiliated interest of the applicant is, at the date of
filing the application, certified, licensed, registered, or otherwise authorized to
provide retail or wholesale electric services.

Exhibit B-2 "Experience & Plans," provide a description of the applicant’s
experience and plan for contracting with customers, providing contracted
services, providing billing statements, and responding to customer inquiries and
complaints in accordance with Commission rules adopted pursuant to Section
4928.10 of the Revised Code.

Exhibit B-3 "Disclosure of Liabilities and Investigations," provide a
description of all existing, pending or past rulings, judgments, contingent
liabilities, revocation of authority, regulatory investigations, or any other matter
that could adversely impact the applicant’s financial or operational status or
ability to provide the services it is seeking to be certified to provide.

Disclose whether the applicant, a predecessor of the applicant, or any principal
officer of the applicant have ever been convicted or held liable for fraud or for
violation of any consumer protection or antitrust laws within the past five years.

B No O Yes

If yes, provide a separate attachment labeled as Exhibit B-4 "Disclosure of
Consumer Protection Violations” detailing such violation(s) and providing all
relevant documents.

Disclose whether the applicant or a predecessor of the applicant has had any
certification, license, or application to provide retail or wholesale electric service
denied, curtailed, suspended, revoked, or cancelled within the past two years.

No O Yes
If yes, provide a separate attachment labeled as Exhibit B-7 "Disclosure of

Certification Denial, Curtailment, Suspension, or Revocation” detailing such
action(s)} and providing all relevant documents.

PUCQO Renewal Form
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Pepco Energy Services, Inc.

C. APPLICANT FINANCIAL CAPABILITY AND EXPERIENCE

PROVIDE THE FOLLOWING AS SEPARATE ATTACHMENTS AND LABEL AS INDICATED:

C-1

C-2

C-3

C-5

C-6

C-7

C-8

Exhibit C-1 “Annual Reports,” provide the two most recent Annual Reports to
Shareholders. If applicant does not have annual reports, the applicant should
provide similar information in Exhibit C-1 or indicate that Exhibit C-1 is not
applicable and why.

Exhibit C-2 “SEC Filings,” provide the most recent 10-K/8-K Filings with the
SEC. If applicant does not have such filings, it may submit those of its parent
company. If the applicant does not have such filings, then the applicant may
indicate in Exhibit C-2 that the applicant is not required to file with the SEC and
why.

Exhibit C-3 “Financial Statements,” provide copies of the applicant’s two most
recent years of audited financial statements (balance sheet, income statement, and
cash flow statement). If audited financial statements are not available, provide
officer certified financial statements. If the applicant has not been in business long
enough to satisfy this requirement, it shall file audited or officer certified financial
statements covering the life of the business.

Exhibit C4 “Financial Arrangements,” provide copies of the applicant's
financial arrangements to conduct CRES as a business activity (e.g., guarantees,
bank commitments, contractual arrangements, credit agreements, etc.,).

Exhibit C-5 “Forecasted Financial Statements,” provide two years of
forecasted financial statements (balance sheet, income statement, and cash flow
statement) for the applicant’s CRES operation, along with a list of assumptions,
and the name, address, email address, and telephone number of the preparer.

Exhibit C-6 “Credit Rating,” provide a statement disclosing the applicant’s
credit rating as reported by two of the following organizations: Duff & Phelps,
Dun and Bradstreet Information Services, Fitch IBCA, Moody’s Investors
Service, Standard & Poors, or a similar organization. In instances where an
applicant does not have its own credit ratings, it may substitute the credit ratings
of a parent or affiliate organization, provided the applicant submits a statement
signed by a principal officer of the applicant’s parent or affiliate organization that
guarantees the obligations of the applicant.

Exhibit C-7 “Credit Report,” provide a copy of the applicant’s credit report
from Experion, Dun and Bradstreet or a similar organization.

Exhibit C-8 “Bankruptcy Information,” provide a list and description of any
reorganizations, protection from creditors or any other form of bankruptcy filings
made by the applicant, a parent or affiliate organization that guarantees the

PUCO Renewal Form
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Pepco Energy Services, Inc.

obligations of the applicant or any officer of the applicant in the current year or
within the two most recent years preceding the application.

C-9  Exhibit C-9 “Merger Information,” provide a statement describing any
dissolution or merger or acquisition of the applicant within the five most recent
years preceding the application.

D. TECHNICAL CAPABILITY

PROVIDE THE FOLLOWING AS SEPARATE ATTACHMENTS AND LABEL AS INDICATED:

D-1  Exhibit D-1 “Operations” provide a written description of the operational nature
of the applicant’s business. Please include whether the applicant’s operations will
include the generation of power for retail sales, the scheduling of retail power for
transmission and delivery, the provision of retail ancillary services as well as
other services used to arrange for the purchase and delivery of electricity to retail
customers.

D-2  Exhibit D-2 “Operations Expertise,” given the operational nature of the
applicant’s business, provide evidence of the applicant’s experience and technical
expertise in performing such operations.

D-3  Exhibit D-3 “Key Technical Personnel,” provide the names, titles, e-mail
addresses, telephone numbers, and the background of key personnel involved in
the operational aspects of the applicant’s business. '

D-4  Exhibit D-4 “FERC Power Marketer License Number,” provide a statement
disclosing the applicant’s FERC Power Marketer License number. (Power
Marketers only)

—Presidont, sttt Moyt f-rdu p

Signature of Applicant and Title

Sworn and subscribed before me this fz day of Ag_m;f_af_, 2 g; 7
ER Mon Ye

S T Lok, £ yeads.Stacling - notac
ﬁnat&r_,gb«ﬁiu&l admmnsterg oath Print Name and Title j

/

My commission expires on Beatrice Woods Starling
NOTARY PUBLIC

Commonwa1th of Virginia
My Commission txpit:os 8/1/2007

PUCO Renewal Form
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Pepco Energy Services, Inc.

AFFIDAVIT

State of Virginiq

i 38,
(Town)
County of Ai‘“g% ten
Mark 8. Kumm Affiant, being duly sworn/affirmed according to law, deposes and says that:

He/She is the President, Asset Management Group (Office of Affiant) of Pepce Energy Services, Inc.
(Name of Applicant);

That he/she is authorized o and does make this affidavit for said Applicant,

L.

10.

1L

The Applicant herein, attests under penalty of false statement that all statements made in the
application for certification are true and complete and that it will amend its application while
the application is pending if any substantial changes occur regarding the information provided
in the application.

The Applicant herein, attests it will timely file an annual report with the Public Utilities
Commission of Ohio of its intrastate gross receipts, gross earnings, and sales of kilowatt-
hours of electricity pursuant to Division (A) of Section 4905.10, Division (A} of Section
4911.18, and Division (F) of Section 4928.06 of the Revised Code.

The Applicant herein, attests that it will timely pay any assessments made pursuant to
Sections 4905.10, 4911.18, or Division F of Section 4928.06 of the Revised Code.

The Applicant herein, atiests that it will comply with all Public Utilities Commission of Ohio
tules or orders as adopted pursuant to Chapter 4928 of the Revised Code.

The Applicant herein, attests that it will cooperate fully with the Public Utilities Commission
of Ohio, and its Staff on any utility matier including the investigation of any consumer
complaint regarding any service offered or provided by the Applicant.

The Applicant herein, attests that it will fully comply with Section 4928.09 of the Revised
Code regarding consent to the jurisdiction of Ohio Courts and the service of process.

The Applicant herein, attests that it will comply with all state and/or federal rules and
regulations concerning consumer protection, the environment, and advertising/promotions,
The Applicant herein, attests that it will use its best efforts to verify that any entity with
whom it has a contractual relationship to purchase power is in compliance with all applicable
licensing requirements of the Federal Energy Regulatory Commission and the Public Utilities
Commission of Ohio.

The Applicant herein, attests that it will cooperate fully with the Public Utilities Commission
of Ohio, the electric distribution companies, the regional transmission entities, and other
electric suppliers in the event of an emergency condition that may jeopardize the safety and
reliability of the electric service in accordance with the emergency plans and other procedures
as may be determined appropriate by the Commission.

If applicable to the service(s) the Applicant will provide, the Applicant herein, attests that it
will adhere to the reliability standards of (1) the North American Electric Reliability Council
(NERC), (2) the appropriate regional reliability council(s), and (3) the Public Utilities
Commission of Chio. (Only applicable if pertains to the services the Applicant is offering)
The Applicant herein, atiests that it will inform the Commission of any material change to the
information supplied in the application within 30 days of such material change, including any
change in contact person for regulatory purposes or contact person for Staff use in
investigating customer cormplaints.

PUCO Renewal Form
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Pepco Energy Services, Inc.

That the facts above set forth are true and correct to the best of his/her knowledge, information, and belief
and that he/she expects said Applicant fo be able to prove the same at any hearing hereof.

%M /g’?(m,mrm ~ Presi ok Hecet Mymt Grau R

Signature of Affiant & Title

Sworn and subscribed before me this fi day of _\a Z

e Month Yea:
71@3&@ of offictal lr:z;tdl:nim'stf':-‘ir(lﬁaath Print Name and Tltle
Boatrice Woods Starling
My commission expires on NOTARY PUBLIC
Commonwealth of virginia

My Commission Expires 9/1/2007

PUCO Renewal Form
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Pepco Energy Services, Inc.

A-10

A-10 Exhibit A-10 "Principal Officers, Directors & Partners” provide the names,
titles, addresses and telephone numbers of the applicant’s principal officers,
directors, partners, or other similar officials.

The following is a list of the Applicant’s principal officers:

John Huffman

President and Chief Operating Officer
Pepco Energy Services, Inc.

1300 North 17™ Street; Suite 1600
Arlington, VA 22209

(703) 253-1800

Mark S. Kumm

President

Asset Management Group

Pepco Energy Services, Inc.

1300 North 17% Street; Suite 1600
Arlington, VA 22209

(703) 253-1651

Caryn Bacon

Senior Vice President, Operations
Asset Management Group

Pepco Energy Services, Inc.

1300 North 17" Street; Suite 1600
Arlington, VA 22209

(703) 253-1646

Jim McDonnell

Senior Vice President and Chief Financial Officer
Pepco Energy Services, Inc.

1300 North 17™ Street; Suite 1600

Arlington, VA 22209

(703) 253-1820

Peter Meier

Senior Vice President, Secretary and General Counsel
Pepco Energy Services, Inc.

1300 North 17® Street; Suite 1600

Arlington, VA 22209

(703) 253-1840

Exhibit A-10
Pagelofi
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Pepco Energy Services, Inc.

B-1

B-1  Exhibit B-1 “Jurisdictions of Operation,” provide a list of all jurisdictions in
which the applicant or any affiliated interest of the applicant is, at the date of
Jiling the application, certified, licensed, registered, or otherwise authorized to
provide retail or wholesale electric services.

Applicant is a licensed retail supplier of electricity in Delaware, the District of Columbia,
Illinois, Maryland, Massachusetts, New Jersey, New York, Ohio, Pennsylvania, Texas
and Virginia.

Applicant’s affiliates, Potomac Electric Power Company (PEPCO), Delmarva Power and
Atlantic City Electric, are authorized to provide retail electric service in the District of
Columbia, Maryland, Delaware, Virginia and New Jersey.

In addition, Potomac Electric Power Company (PEPCQ), Delmarva Power, Atlantic City
Electric, Conectiv Energy and Potomac Power Resources are licensed to provide
wholesale electric services.

Exhibit B-1
Page 1 of 1




Pepco Energy Services, Inc.

Exhibit B-2 ""Experience & Plans," provide a description of the applicant’s
experience and plan for contracting with customers, providing contracted
services, providing billing statements, and responding to customer inquiries and
complaints in accordance with Commission rules adopted pursuant to Section
4928.10 of the Revised Code.

Applicant was formed in 1995 with the restructuring of the retail electric and natural gas
markets along the eastern seaboard and now offers a full range of comprehensive energy
solutions, including: retail electricity supply, retail natural gas supply, energy efficient
equipment installation and maintenance, lighting, on-site generation, project financing,
and energy operations and maintenance solutions. More information on these services
can be found on our web site at www.pepcoenergy.com. In 2005, Applicant served over
had revenues of nearly of $1.5 Billion. Applicant currently provides retail electric supply
in seven states and the District of Columbia.

1)

2)

3)

4)

Contracting with Customers — Applicant plans to contract with commercial and
industrial customers using a written contract and a team of direct sales
representatives. Applicant has significant experience in this area and has been
contracting directly with commercial and industrial customers since 1999, when it
entered the deregulated electric market.

Providing Contracted Services — As in other jurisdictions, after or simultaneously
with reaching a contract with a retail customer, Applicant will acquire the
wholesale energy services needed to meet the requirements of the customer.
Applicant then coordinates with the various Regional Transmission Organizations
and Electric Distribution Companies to ensure that the needs of its customers are
properly fulfilled. Applicant has significant experience providing retail electricity
services and currently works with numerous wholesale counterparties to serve
retail customers within the service territories of 12 electric distribution
companies.

Providing Billing Statements — Applicant typically provides two billing options
when serving commercial and industrial customers: dual billing and utility
consolidated billing. As appropriate, Applicant intends to continue offering these
two billing options to customers in Ohio. Once a customer is under contract,
Applicant typically allows the customer to select its preferred billing method from
among these options. Applicant has a great deal of experience in invoice
production and anticipates leveraging that experience for the benefit of Ohio
customers.

Responding to Customer Inquires & Complaints — In addition to our sales
representatives continuing to service the customer afier a sale, the Applicant has a
customer service staff specifically empowered to quickly review and resolve all

Exhibit B-2
Page 1 of 2
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Pepco Energy Services, Inc.

customer service issues. Any customer may initiate a service inquiry by
contacting its sales representative, by calling the Pepco Energy Services customer
service center or by dialing our 80¢ number.

To the extent not already identified, Applicant intends to meet any and all requirements
defined in Section 4928.10 of the Revised Code that are applicable to CRES providers.

Exhibit B-2
Page 2 of 2




Pepco Energy Services, Inc.

B-3  Exhibit B-3 "Disclosure of Liabilities and Investigations,” provide a
description of all existing, pending or past rulings, judgments, contingent
liabilities, revocation of authority, regulatory investigations, or any other matter
that could adversely impact the applicant’s financial or operational status or
ability to provide the services it is seeking to be certified to provide.

The Applicant does not have any pending or past rulings, judgments, contingent
liabilities, revocations of authority, regulatory investigations, or any other matter that
could adversely impact the Applicant’s financial or operational status or ability to provide
the services it is seeking to be certified to provide.

Exhibit B-3
Page 1 of 1




Pepco Energy Services, Inc.

B-4  Disclose whether the applicant, a predecessor of the applicant, or any principal
officer of the applicant have ever been convicted or held liable for fraud or for
violation of any consumer protection or antitrust laws within the past five years.

No O Yes

If yes, provide a separate attachment labeled as Exhibit B-4 "' Disclosure of
Consumer Protection Violations” detailing such violation(s) and providing all
relevant documents.

The Applicant, or a predecessor of the Applicant, has not been convicted or held liable
for fraud or for violation of any consumer protection or antitrust laws within the past five
years. Likewise, no officer of the Applicant has been convicted or held liable for fraud or
for violation of any consumer protection or antitrust laws within the past five years.

Exhibit B-4
Page 1 of 1




Pepco Energy Services, Inc.

B-5  Disclose whether the applicant or a predecessor of the applicant has had any
certification, license, or application to provide retail or wholesale electric service
denied, curtailed, suspended, revoked, or cancelled within the past two years.

M No J Yes

If yes, provide a separate attachment labeled as Exhibit B-5 “Disclosure of
Certification Denial, Curtailment, Suspension, or Revocation” detailing such
action(s) and providing all relevant documents.

The Applicant, or a predecessor of the Applicant, has not had any certification, license or
application to provide retail or wholesale electric service denied, curtailed, suspended,
revoked or cancelled within the past two years.

Exhibit B-5
Page 1 of 1




Pepco Energy Services, Inc.

C-1  Exhibit C-1 “Annual Reports,” provide the two most recent Annual Reports to
Shareholders. If applicant does not have annual reports, the applicant should
provide similar information in Exhibit C-1 or indicate that Exhibit C-1 is not
applicable and why. ‘

The Applicant’s parent company produces an Annual Report to Shareholders. The
information included in these Annual Reports is identical to the information provided in
the company’s 10-K filings. The Applicant has provided a copy of its parent company’s
2005 10-K filing as part of Exhibit C-2. A copy of our parent company’s 2004 10-K is
not included with this renewal application. Copies of our parent company’s 2004 10-K,
as well as copies of our parent company’s Annual Report, may be downloaded from

http://www.pepcoholdings.com/investors.

Exhibit C-1
Pagel of 1
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Pepco Energy Services, Inc.

C-2  Exhibit C-2 “SEC Filings,” provide the most recent 10-K/8-K Filings with the
SEC. If applicant does not have such filings, it may submit those of its parent
. company. If the applicant does not have such filings, then the applicant may
. indicate in Exhibit C-2 that the applicant is not required to file with the SEC and
| why.

Exhibit C-2
Page 1 of 1




Commission
File Number

001-31403

001-01072

001-01405

001-03559

UNITED STATES

SECURITIES AND EXCHANGE COMMISSION

Washington, D.C. 20549
FORM 10-K

ANNUAL REPORT PURSUANT TO SECTION 13 or 15(d) OF

THE SECURITIES EXCHANGE ACT OF 1934

For the fiscal year ended December 31, 2005

Name of Registrant, State of Incorporation,
Address of Principal Executive Offices,
and Telephone Number

PEPCO HOLDINGS, INC.

(Pepco Holdings or PHI), a
Delaware corporation

701 Ninth Street, N.W.

Washington, D.C. 20068

Telephene: (202)872-2000

POTOMAC ELECTRIC POWER
COMPANY
{Pepco), a District of

Columbia and Virginia

corporation
701 Ninth Street, N.W.
Washington, D.C. 20068
Telephone: (202)872-2000

DELMARVA POWER & LIGHT
COMPANY
(DPL}, a Delaware and

Virginia corporation
800 King Street, P.O. Box 231
Wilmington, Delaware 19899
Telephone: (202)872-2000

ATLANTIC CITY ELECTRIC
COMPANY
(ACE), a New Jersey

corporation
800 King Street, P.O. Box 231
Wilmington, Delaware 19809
Telephone: (202)872-2000

Continued

LR.5. Employer
Identification Number

52-2297449

53-0127880

51-0084283

21-0398280




Securities registered pursnant to Section 12{b) of the Act:

Name of Each Exchange
Registrant Title of Each Class on Which Registered
Pepco Holdings Common Stock, $.01 par value New York Stock Exchange

Securities registered pursuant to Section 12(g} of the Act:
Pepco Serial Preferred Stock, $50 par value

Indicate by check mark if the registrant is a well-known seasoned issuer, as defined in Rule 405 of the
Securities Act.

Pepco Holdings Yes X No___ Pepco Yes__  No_X

DPL Yes_  No X ACE Yes_  No X

Indicate by check mark if the registrant is not required to file reports pursuant to Section 13 or Section
15(d) of the Act.

Pepco Holdings . Pepco _
DPL . ACE X
Indicate by check mark whether each of the registrants (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 and (2) has been
subject to such filing requirements for the past 90 days. Yes X, WNo _.

Indicate by check mark if disclosure of delinquent filers pursuant to Item 405 of Regulation S-K is not
contained herein, and will not be contained, to the best of registrant's knowledge, in the definitive proxy or
information statements incorporated by reference in Part I1I of this Form 10-K or any amendment to this
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Aggregate Market Value of Voting and Non-Voting Number of Shares of Common

Common Equity Held by Non-Affiliates of the Stock of the Registrant

Registrant Registrant at June 30, 2005 Outstanding at March 1, 2006
Pepco Holdings £4.5 billion 189,993,166

(5.01 par value)
Pepeo None (a) 100

($.01 par value)
DPL None (b) 1,000

($2.25 par value)
ACE None (b) 8.546,017

{$3 par value)

{a) All voting and non-voting common equity is owned by Pepco Holdings.
(b) All voting and non-voting common equity is owned by Conectiv, a wholly owned subsidiary of
Pepco Holdings.

THIS COMBINED FORM 10-K IS SEPARATELY FILED BY PEPCO HOLDINGS, PEPCO, DPL
AND ACE. INFORMATION CONTAINED HEREIN RELATING TO ANY INDIVIDUAL
REGISTRANT IS FILED BY SUCH REGISTRANT ON ITS OWN BEHALF. EACH REGISTRANT
MAKES NO REPRESENTATION AS TO INFORMATION RELATING TO THE OTHER
REGISTRANTS.

DOCUMENTS INCORPORATED BY REFERENCE
Portions of the Pepco Holdings, Inc. definitive proxy statement for the 2006 Annual Meeting of

Shareholders to be filed with the Securities and Exchange Commission on or about March 30, 2006 are
incorporated by reference into Part HI of this report.
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Term

ABO

Accounting hedges

ACE

ACE Funding

ACO

Act

ADITC

AFUDC

Agreement and Plan
of Merger

Ancillary services

APB

APBO

APCA

Asset Purchase and
Sale Agreement

Bankruptcy Court
Bankruptcy

Emergence Date
BGS

BGS-FP
BGS-CIEP
Bondable Transition

Property

BPU Financing Orders

BTP
CAA
CAIR
CAMR
CBI
CERCLA

CESI

Circuit Court

CO,

Cooling Degree Days

Competitive Energy
Business
Conectiv

GLOSSARY OF TERMS

Definition

Accumulated benefit obligation

Derivatives designated as cash flow and fair value hedges

Atlantic City Electric Company

Adtlantic City Electric Transition Funding LLC

Administrative Consent Order

Prescription Drug, Improvement and Modernization Act of 2003
Accumulated deferred investment tax credits

Allowance for Funds Used During Construction

Agreement and Plan of Merger, dated as of February 9, 2001, among
PHI, Pepco and Conectiv

Generally, electricity generation reserves and reliability services
Accounting Principles Board

Accumuiated Postretirement Benefit Obligation

Air Pollution Control Act

Asset Purchase and Sale Agreement, dated as of June 7, 2000 and
subsequently amended, beiween Pepco and Mirant {formerly Southern
Energy, Inc.) relating to the sale of Pepco's generation assets
Bankruptcy Court for the Northern District of Texas

Tanuary 3, 2006, the date Mirant emerged from bankruptey

Basic generation service in New Jersey (the supply of energy to
customers who have not chosen a competitive suppliet)

BGS-Fixed Price service

BGS-Commercial and Industrial Energy Price service

Right to collect a non-bypassable transition bond charge from ACE
customers pursuant to bondable stranded costs rate orders issued by the
NIBPU

Bondable stranded costs rate orders issued by the NJBPU

Bondable Transition Property

Federal Clean Air Act

EPA's Clean Air Interstate rule

EPA's Clean Air Mercury rule

Conectiv Bethlehem, LLC

Comprehensive Environmental Response, Compensation, and Liability
Act of 1980

Conectiv Energy Supply, Inc.

U.S. Court of Appeals for the Fifth Circuit

Carbon Dioxide -
Daily difference in degrees by which the mean (high and low divid
by 2) dry bulb temperature is above a base of 65 degrees Fahrenheit.
Consists of the business operations of Conectiv Energy and Pepco
Energy Services

A wholly owned subsidiary of PHI which is a holding company under
PUHCA 2005 and the parent of DPL and ACE




Term

Conectiv Energy

Conectiv Power
Delivery

CRMC

CTs

CWA

DCPSC

DER

District Court

DNREC

DPL

DPSC

DRP

EDECA
EDIT

EITF

Energy Act
EPA

ERISA
Exchange Act
FASB

FERC
Financing Order

FirstEnergy
FirstEnergy PPA

First Motion to Reject

GCR
GPC
Heating Degree Days

RC

IRS

ITC

Kwh

LEAC Liability

LTIP
March 2005 Orders

Definition

Conectiv Energy Holding Company and its subsidiaries

The trade name under which DPL and ACE formerly conducted their
power delivery operations

PHI's Corporate Risk Management Committee

Combustion turbines

" Federal Clean Water Act

District of Columbia Public Service Commission

Discrete Emission Reduction Credits

U.S. District Court for the Northern District of Texas

Delaware Department of Natural Resources and Environmental
Control

Delmarva Power & Light Company

Delaware Public Service Commission

PHI's Sharcholder Dividend Reinvestment Plan

New Jersey Electric Discount and Energy Competition Act

Excess Deferred Income Taxes

Emerging Issues Task Force

Energy Policy Act of 2005

U.S. Environmental Protection Agency

Employment Retirement Income Security Act of 1974

Securities Exchange Act of 1934, as amended

Financial Accounting Standards Board

Federal Energy Regulatory Commission

Financing Order of the SEC under PUHCA 1935 dated June 30, 2005,
with respect to PHI and its subsidiaries

FirstEnergy Corp., formerly Ohio Edison

PPAs between Pepco and FirstEnergy Corp. and Allegheny Energy,
Inc.

The motion Mirant filed with the Bankruptcy Court in August 2003
seeking authorization to reject the PPA-Related Obligations

Gas Cost Recovery

Generation Procurement Credit

Daily difference in degrees by which the mean (high and low divided
by 2) dry bulb temperature is below a base of 65 degrees Fahrenheit.
Internal Revenue Code

Internal Revenue Service

Investment Tax Credit

Kilowatt hour

ACE's $59.3 million deferred energy cost liability existing as of July
31, 1999 related to ACE's Levelized Energy Adjustment Clause and
ACE's Demand Side Management Programs

Pepco Holdings' Long-Term Incentive Plan

Orders entered in March 2005 by the District Court granting Pepco's
motion to withdraw jurisdiction over rejection proceedings from the
Bankruptey Court and ordering Mirant to continue to perform the
PPA-Related Obligations
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Term

Mef

MDE

Mirant
Mirant Parties

Moody's

MPSC

MTC

NIBPU

NIDEP

NIPDES

New Mirant
Common Stock

Normalization
provisions

NOx

NPDES

NSR

NUG

OCI

Panda

Panda PPA

PARS

PCI

Pepco ‘

Pepco's pre-merger
subsidiaries

Pepco Energy Services

Pepco Holdings or PHI

Pepco TPA Claim

PIM
POLR

POM

PPA

PPA-Related
Obligations

Pre-Petition Claims

PRP

Definition

One thousand cubic feet

Maryland Department of the Environment

Mirant Corporation and its predecessors and its subsidiaries
Mirant Corporation and its affiliate Mirant Americas Energy
Marketing, LP

Moody's Investor Service

Maryland Public Service Commission

Market Transition Charge

New Jersey Board of Public Utilities

New Jersey Department of Environmental Protection

New Jersey Pollutant Discharge Elimination System
Common stock of Mirant issued pursuant to the Reorganization Plan

Sections of the Internal Revenue Code and related regulations that
dictate how excess deferred income taxes resulting from the corporate
income tax rate reduction enacted by the Tax Reform Act of 1986 and
accumulated deferred investment tax credits should be treated for
ratemaking purposes

Nitrogen oxide

National Pollutant Discharge Elimination System

New Source Review

Non-Utility Generation

Other Comprehensive Income

Panda-Brandywine, L.P.

PPA between Pepco and Panda

Performance Accelerated Restricted Stock

Potomac Capital Investment Corporation and its subsidiaries

Potomac Electric Power Company

PCI and Pepco Energy Services

Pepco Energy Services, Inc. and its subsidiaries

Pepco Holdings, Inc.

Pepco's $105 million allowed, pre-petition general unsecured claim
against each of the Mirant Parties

PIM Interconnection, LLC :

Provider of Last Resort (the supply of energy to customers who have
not chosen a competitive supplier)

Pepco Holdings' NYSE trading symbol

Power Purchase Agreement

Mirant's obligations to purchase from Pepco the capacity and energy
that Pepco is obligated to purchase under the FirstEnergy PPA and the
Panda PPA

Unpaid obligations of Mirant to Pepco existing at the time of filing of
Mirant's bankruptcy petition consisting primarily of payments due
Pepco in respect of the PPA-Related Obligations

Potentially Responsible Party

iit




Term
PSD
PUHCA 1935

PUHCA 2005

RARC

Recoverable stranded
costs

Regulated electric
revenues

Reorganization Plan

Retirement Plan

RGGI

RI/FS

S&P

SEC

Settlement Agreement

SMECO

SMECO Agreement
80,

SOS

SPEs

Standard Offer Service
revenue or SOS revenue

Starpower

Stranded costs

TPAs

Transition Bonds
Treasury lock

VaR

VEBA
VRDB
VSCC

Definition

Prevention of Significant Deterioration

Public Utility Holding Company Act of 1935, which was repealed
effective February 8, 2006

Public Utility Holding Company Act of 2005, which became effective
February 8, 2006

Regulatory Asset Recovery Charge

The portion of stranded costs that is recoverable from ratepayers as
approved by regulatory authorities

Revenues for delivery (transmission and distribution) service and
electricity supply service

Mirant's Plan of Reorganization

PHI's noncontributory retirement plan

Regional Greenhouse Gas Initiative

Remedial Investigation/Feasibility Study

Standard & Poor's

Securities and Exchange Commission

Amended Settlement Agreement and Release, dated as of October 24,
2003 between Pepco and the Mirant Parties

Southern Maryland Electric Cooperative, Inc,

Capacity purchase agreement between Pepco and SMECO

Sulfur dioxide

Standard Offer Service (the supply of energy to customers who have
not chosen a competitive supplier)

Special Purpose Entities as defined in FIN 46R

Revenue Pepco and DPL, respectively, receive for the procurement of
energy for its SOS customers

Starpower Commnunications, LLC

Costs incurred by a utility in connection with providing service which
would be unrecoverable in a competitive or restructured market. Such
costs may include costs for generation assets, purchased power costs,
and regulatory assets and liabilities, such as accumulated deferred
income taxes.

Transition Power Agreements for Maryland and the District of
Columbia between Pepco and Mirant

Transition bonds issued by ACE Funding

A hedging transaction that allows a company to "lock-in" a specific
interest rate corresponding to the rate of a designated Treasury bond
for a determined period of time

Value at Risk

Voluntary Employee Beneficiary Association

Variable Rate Demand Bonds

Virginia State Corporation Commission

iv
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Item 1. BUSINESS
OVERVIEW

Pepco Holdings, Inc. (PHI or Pepco Holdings) is a public uiility holding company that,
through its operating subsidiaries, is engaged primarily in two principal business operations:

o electricity and natural gas delivery (Power Delivery), and
s  competitive energy generation, marketing and supply (Competitive Energy).

PHI was incorporated in Delaware in 2001, for the purpose of effecting the acquisition of
Conectiv by Potomac Electric Power Company (Pepco). The acquisition was completed on
August 1, 2002, at which time Pepco and Conectiv became wholly owned subsidiaries of PHIL.
Conectiv was formed in 1998 to be the holding company for Delmarva Power & Light Company
(DPL) and Atlantic City Electric Company (ACE) in connection with the combination of DPL
and ACE. As aresult, DPL and ACE are wholly owned subsidiaries of Conectiv. The following
chart shows, in simplified form, the corporate structure of PHI and its principal subsidiaries.

'Pepm Holdings, Inc.
]
| ] I 1 1
Potomac Electtic Conectiv Potomac Capital Pepen Energy PHI Service
Power Company Tavesément Services, Ine, Company
{Pepeo) Corporation (PCI)
i )
Delmarva Power & Atigntic City Conectiv Energy
Ligit Ce. (DFL) Electrie Co. ¢ACE) Holding Company
Atlantic City
Electric Transition
Famding L1L.C (ACE
Funding)

On February 8, 2006, the Public Utitity Holding Company Act of 1935 (PUHCA 1935) was
repealed and the Public Utility Holding Company Act of 2005 (PUHCA 2005) went into effect.
As a result, PHI has ceased to be regulated by the Securities and Exchange Commission (SEC)
as a public utility holding company and is now subject to the regulatory oversight of the Federal
Energy Regulatory Commission (FERC). As permitted under FERC regulations promulgated
under PUHCA 2005, PHI will give notice to FERC that it will continue, until further notice, to
operate pursuant to the authority granted in the financing order issued by the SEC under
PUHCA 1935, which has an authorization period ending June 30, 2008, relating to the issuance
of securities and guarantees, other financing transactions and the operation of the money pool.
See "Management's Discussion and Analysis of Financial Condition and Results of Operations -
PUHCA Restrictions” for additional information.




PHI Service Company, a subsidiary service company of PHI, provides a variety of support
services, including legal, accounting, treasury, tax, purchasing and information technology
services to PHI and its operating subsidiaries. These services are provided pursuant to a service
agreement among PHI, PHI Service Company, and the participating operating subsidiaries
which was filed with, and approved by, the SEC under PUHCA 1935. The expenses of the
service company are charged to PHI and the participating operating subsidiaries in accordance
with cost allocation methodologies set forth in the service agreement. PHI expects to continue
operating under the service agreement and is evaluating whether to seek FERC approval of the
cost allocation methodologies in the service agreement under PUHCA 2005.

For financial information relating to PHI's segments, see Note (3) Segment Information to the
consolidated financial statements of PHI set forth in Item 8 of this Form 10-K. This segment
information includes a revision of PHI's segmenis for 2003 to reflect that, as of January 1, 2004,
the formerly separate segments of Pepco Power Delivery and Conectiv Power Delivery were
combined to form one operating segment. Each of Pepco, DPL and ACE has one operating
segment.

Investor Information

Each of PHI, Pepco, DPL and ACE is a reporting company under the Securities Exchange
Act of 1934, as amended (the Exchange Act). The Annual Reports on Form 10-K, Quarterly
Reports on Form 10-Q, Current Reports on Form 8-K, and all amendments to those reports, of
each of the companies are made available free of charge on PHI's internet Web site as soon as
reasonably practicable after such documents are electronically filed with or furnished to the
SEC. These reports may be found at htfp://www.pepcoholdings.com/investors.

The following is a description of each of PHI's two principal areas of operation.
Power Delivery

The largest component of PHI's business is Power Delivery, which consists of the
transmission and distribution of electricity and the distribution of natural gas. In 2005, 2004 and
2003, respectively, PHI's Power Delivery operations produced 58%, 61% and 55% of PHI's
consolidated operating revenues (including intercompany transactions) and 74%, 70% and 82%
of PHI's consolidated operating income (including income from intercompany transactions).

PHI's Power Delivery business is conducted by its three regulated utility subsidiaries: Pepco,
DPL and ACE. Each subsidiary is a regulated public utility in the jurisdictions that comprise its
service territory. PEPCO, DPL and ACE each owns and operates a network of wires,
substations and other equipment that are classified either as transmission or distribution
facilities. Transmission facilities are high-voltage systems that carry wholesale electricity into,
or across, the utility's service territory. Distribution facilities are low-voltage systems that carry
electricity to end-use customers in the utility's regulated service territory.

Delivery of Eleciricity and Natural Gas and Default Electricity Supply

Each company is responsible for the delivery of electricity and, in the case of DPL, natural
gas in its service territory, for which it is paid tariff rates established by the local public service
commission. Each company also supplies electricity at regulated rates to retail customers in its
service territory who do not elect to purchase electricity from a competitive energy supplier.
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The regulatory term for this supply service varies by jurisdiction as follows:

Delaware Provider of Last Resort service (POLR) -- before May 1, 2006
Standard Offer Service (SOS) -- on and after May 1, 2006

District of Columbia SOS

Maryland SOS
New Jersey Basic Generation Service (BGS)
Virginia Default Service

PHI and its subsidiaries refer to this supply service in each of the jurisdictions generally as
Default Electricity Supply.

In the aggregate, the Power Delivery business delivers electricity to more than 1.8 million
customers in the mid-Atlantic region and distributes natural gas to approximately 120,000
customers in Delaware.

Transmission of Electricity and Relationship with PJM

The transmission facilities owned by Pepco, DPL and ACE are interconnected with the
transmission facilities of contiguous utilities and as such are part of an interstate power
transmission grid over which electricity is transmitted throughout the eastern United States.
FERC has designated a number of regional transmission organizations to coordinate the
operation and planning of portions of the interstate transmission grid. Pepco, DPL and ACE are
members of the PJM Regional Transmission Organization. PJM Interconnection, LLC (PJM)
provides transmission planning functions and acts as the independent system operator that
coordinates the movement of electricity in all or parts of Delaware, Illinois, Indiana, Kentucky,
Maryland, Michigan, New Jersey, North Carolina, Ohio, Pennsylvania, Tennessee, Virginia,
West Virginia and the District of Columbia. FERC has designated PJM as the sole provider of
transmission service in the PJM region. Any entity that wishes to have electricity delivered at
any point in the PJM region must obtain transmission services from PJM at rates approved by
FERC. In accordance with FERC rules, Pepco, DPL, ACE and the other transmission-owning
utilities in the region make their transmission facilities available to PJM and PIM directs and
controls the operation of these transmission facilities. In retum for the use of their transmission
facilities, PJM pays the transmission owners fees approved by FERC.

Distribution of Electricity and Deregulation

Historically, electric utilities, including Pepco, DPL and ACE, were vertically integrated
businesses that generated all or a substantial portion of the electric power that they delivered to
customers in their service territories over their own distribution facilities. Customers were
charged a bundled rate approved by the applicable regulatory authority that covered both the
supply and delivery components of the retail electric service. However, legislative and
regulatory actions in each of the service territories in which Pepco, DPL and ACE operate have
resulted in the "unbundling" of the supply and delivery components of retail electric service and
in the opening of the supply component to competition from non-regulated providers.
Accordingly, while Pepco, DPL and ACE continue to be responsible for the distribution of
electricity in their respective service territories, as the result of deregulation, customers in those
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service territories now are permitted to choose their electricity supplier from among a number of
non-regulated, competitive suppliers. Customers who do not choose a competitive supplier
receive Default Electricity Supply on terms that vary depending on the service territory, as
described more fully below. '

In connection with the deregulation of electric power supply, Pepco, DPL and ACE have
divested substantially all of their generation assets, either by selling them to third parties or
transferring them to the non-regulated affiliates of PHI that comprise PHI's Competitive Energy
businesses. Accordingly, Pepco, DPL and ACE are no longer engaged in generation operations,
except for the limited generation activities of ACE described in the "ACE" section, herein.

Seasonality

The power delivery business is seasonal and weather patterns can have a material impact on
operating performance. In the region served by PHI, demand for electricity is geperally greater
in the summer months associated with cooling and demand for electricity and natural gas is
generally greater in the winter months associated with heating, as compared to other times of the
year. Historically, the power delivery operations of each of PHI's utility subsidiaries have
generated less revenues and income when weather conditions are milder in the winter and cooler
in the summer.

Regulation

The retail operations of PHI's utility subsidiaries, inchuding the rates they are permitied to
charge customers for the delivery of electricity and natural gas, are subject to regulation by
governmental agencies in the jurisdictions in which they provide utility service. Pepco's
electricity delivery operations are regulated in Maryland by the Maryland Public Service
Commission (MPSC) and in Washington, D.C. by the District of Columbia Public Service
Commission (DCPSC). DPL's electricity delivery operations are regulated in Maryland by the
MPSC, in Virginia by the Virginia State Corporation Commission (VSCC) and in Delaware by
the Delaware Public Service Commission (DPSC). DPL's natural gas distribution operations in
Delaware are regulated by the DPSC. ACE's electric delivery operations are regulated in New
Jersey by the New Jersey Board of Public Utilities (NJBPU). The wholesale and transmission
operations for both electricity and natural gas of each of PHI's utility subsidiaries are regulated
by FERC.

Pepco

Pepco is engaged in the transmission and distribution of electricity in Washington, D.C. and
major portions of Prince George's and Monigomery Counties in suburban Maryland. Pepco was
incorporated in Washington, D.C. in 1896 and became a domestic Virginia corporation in 1949,
Pepco's service territory covers approximately 640 square miles and has a population of
approximately 2 million. As of December 31, 2005, Pepco delivered electricity to
approximately 747,000 customers, as compared to 737,000 customers as of December 31, 2004.
Pepco delivered a total of approximately 27,594,000 megawatt hours of electricity in 2005,
compared to approximately 26,902,000 megawatt hours in 2004. In 2005, approximately 30%
was delivered to residential customers, 51% to commercial customers, and 19% to United States
and District of Columbia government customers.

Under a settlement approved by the MPSC in April 2003, Pepco is required to provide SOS
to residential and small commercial customers through May 2008 and to medium-sized
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commercial customers through May 2006, and was required to provide SOS to large commercial
customers through May 2005. Pepco also has an obligation to provide service at hourly priced
rates to the largest customers through May 2006. In accordance with the settiement, Pepco
purchases the power supply required to satisfy its SOS obligation from wholesale suppliers
under contracts entered into pursuant to a competitive bid procedure approved by the MPSC.
Pepco is entitled to recover from its SOS customers the cost of the SOS supply plus an average
margin of approximately $.002 per kilowatt hour {calculated at the time of the announcement of
the contracts, based on total sales to residential and small and large commercial Maryland SOS
customers over the twelve months ended December 31, 2003). Because margins vary by
customer class, the actual average margin over any given time period depends on the number of
Maryland SOS custorners from each customer class and the load taken by such customers over
the time period. Pepco is paid tatiff delivery rates for the delivery of electricity over its
transmission and distribution facilities to both SOS customers and customers in Maryland who
have selected another energy supplier. These delivery rates are capped through December 31,
2006 pursuant to the MPSC order issued in connection with the Pepco acquisition of Conectiv,
but are subject to adjustment if FERC transmission rates increase by more than 10%.

Under an order issued by the DCPSC in March 2004, as amended by a DCPSC order issued
in July 2004, Pepco is obligated to provide SOS for small commercial and residential customers
through May 31, 2011 and for large commercial customers through May 31, 2007. Pepco
purchases the power supply required to satisfy its SOS obligation from wholesale suppliers
under contracts entered into pursuant to a competitive bid procedure approved by the DCPSC.
Pepco is entitled to recover from its SOS customers the costs associated with the acquisition of
the SOS supply plus administrative charges that are intended to allow Pepco to recover the
administrative costs incurred to provide the SOS. These administrative charges include an
average margin for Pepco of approximately $.00248 per kilowatt hour (calculated at the time of
the announcement of the contracts, based on total sales to residential and small and large
commercial District of Columbia SOS customers over the twelve months ended December 31,
2003). Because margins vary by customer class, the actual average margin over any given time
period depends on the mumber of District of Columbia SOS customers from each customer class
and the load taken by such customers over the time period. Pepco is paid tariff delivery rates for
the delivery of electricity over its transmission and distribution facilities to both SOS customers
and customers in the District of Columbia who have selected another energy supplier. Delivery
rates in the District of Columbia generally are capped through July 2007, but are subject to
adjustment if FERC transmission rates increase by more than 10%, except that for residential
low-income customers, rates generally are capped through July 2009.

For the twelve months ended December 31, 2005, 62% of Pepco's Maryland sales (measured
by megawatt hours) were to SOS customers, as compared to 71% in 2004 and 42% of its District
of Columbia sales were to SOS customers, as compared to 68% in 2004.

DPL

DPL is engaged in the transmission and distribution of electricity in Delaware and portions of
Maryland and Virginia and provides natural gas distribution service in northern Delaware. In
Delaware, service is provided in three counties, Kent, New Castle, and Sussex; in Maryland,
service is provided in ten counties, Caroline, Cecil, Dorchester, Harford, Kent, Queen Anne's,
Somerset, Talbot, Wicomico, and Worchester; and in Virginia, service is provided to two
counties, Accomack and Northampton. DPL was incorporated in Delaware in 1909 and became
a domestic Virginia corporation in 1979. DPL's electricity distribution service territory covers
approximately 6,000 square miles and has a population of approximately 1.28 million. DPL's
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natural gas distribution service territory covers approximately 275 square miles and has a
population of approximately 523,000. As of December 31, 2005, DPL delivered electricity to
approximately 510,000 customers and delivered natural gas to approximately 120,000
customers, as compared to 501,000 electricity customers and 118,000 natural gas customers as
of December 31, 2004.

In 2005, DPL delivered a total of approximately 14,101,000 megawatt hours of electricity to
its customers, as compared to a total of approximately 13,902,000 megawatt hours in 2004. In
2005, approximately 40% of DPL's retail electricity deliveries were to residential custorners,
38% were fo commercial customers and 22% were to industrial customers. In 2005, DPL
delivered approximately 20,700,000 Mcf (one thousand cubic feet) of natural gas to retail
customers in its Delaware service territory, as compared to approximately 21,600,000 Mcf in
2004. In 2005, approximately 41% of DPL's retail gas deliveries were sales to residential
customers, 27% were sales to cornmercial customers, 5% were sales to industrial customers, and
27% were sales to customers receiving a transportation-only service.

Under a settlement approved by the DPSC, DPL is required to provide POLR service to
customers in Delaware through April 2006. DPL is paid for supplying POLR service to
customers in Delaware at fixed rates established in the settlement. DPL obtains all of the energy
needed to fulfill its POLR obligations in Delaware under a supply agreement with its affiliate
Conectiv Energy, which terminates in April 2006. DPL does not make any profit or incur any
loss on the supply component of the POLR supply that it delivers to its Delaware customers.
DPL is paid tariff delivery rates for the delivery of electricity over its transmission and
distribution facilities to both POLR customers and customers who have selected another energy
supplier. These delivery rates generally are frozen through April 2006, except that DPL is
allowed to file for a one-time transmission rate change during this period. On March 22, 2005,
the DPSC issued an order approving DPL as the SOS provider after May 1, 2006, when DPL's
current fixed rate POLR obligation ends. DPL will retain the SOS obligation for an indefinite
period until changed by the DPSC, and will purchase the power supply required to satisfy its
SOS obligations from wholesale suppliers under contracts entered into pursuant to a competitive
bid procedure. On October 11, 2003, the DPSC approved a settlement agreement, under which
DPL will provide SOS to all customer classes, with no specified termination date for SOS. Two
categories of SOS will exist: (i} a fixed price SOS available to all but the largest customers; and
(ii} an Hourly Priced Service (HPS) for the largest customers. DPL will purchase the power
supply required to satisfy its fixed-price SOS obligation from wholesale suppliers under
contracts entered into pursuant to a competitive bid procedure. Power to supply the HPS
customers will be acquired on next-day and other short-term PJM markets. In addition to the
costs of capacity, energy, transmission, and ancillary services associated with the fixed-price
S0S and HPS, DPL's initial rates will include a component referred to as the Reasonable
Allowance for Retail Margin (RARM). Components of the RARM include a fixed annual
margin of $2.75 million, plus estimated incremental expenses, a cash working capital allowance,
and recovery with a return over five years of the capitalized costs of a billing system to be used
for billing HPS customers.

Under a settlement approved by the MPSC in April 2003, DPL is required to provide SOS to
residential and small commercial customers through May 2008 and to medium-sized
commercial customers through May 2006. In accordance with the settlement, DPL purchases
the power supply required to satisfy its market rate SOS obligation from wholesale suppliers
under contracts entered into pursnant to a competitive bid procedure approved and supervised by
the MPSC. DPL is entitled to recover from its SOS customers the costs of the SOS supply plus
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an average margin of $.002 per kilowatt hour (calculated at the time of the announcement of the
contracts, based on total sales to residential and small and large commercial Maryland SOS
customers over the twelve months ended December 31, 2003). Because margins vary by
customer class, the actual average margin over any given time period depends on the number of
Maryland SOS customers from each customer class and the load taken by such customers over
the time period. DPL is paid tariff delivery rates for the delivery of electricity over its
transmission and distribution facilities to both SOS customers and customers in Maryland who
have selected another energy supplier. These delivery rates generally are capped through
December 2006, subject to adjustment if FERC transmission rates increase by more than 10%.

Under amendments to the Virginia Electric Utility Restructuring Act implemented in March
2004, DPL is obligated to offer Default Service to customers in Virginia for an indefinite period
until relieved of that obligation by the VSCC. DPL currently obtains all of the energy and
capacity needed to fulfill its Default Service obligations in Virginia under a supply agreement
with Conectiv Energy that commenced on January 1, 2005 and expires in May 2006 (the 2005
Supply Agreement). DPL entered into the 2005 Supply Agreement after conducting a
competitive bid procedure in which Conectiv Energy was the lowest bidder.

In October 2004, DPL filed an application with the VSCC for approval to increase the rates
that DPL charges its Default Service customers to allow it to recover its costs for power under
the 2005 Supply Agreement plus an administrative charge and a margin. A VSCC order issued
in November 2004 allowed DPL to put interim rates into effect on January 1, 2003, subject to
refund if the VSCC subsequently determined the rates are excessive. The interim rates reflected
an increase of 1.0247 cents per kilowatt hour (Kwh) to the fuel rate, which provides for recovery
of the entire amount being paid by DPL to Conectiv Energy, but did not include an
administrative charge or margin, pending further consideration of this issue. In January 2005,
the VSCC ruled that the administrative charge and margin are base rate items not recoverable
through a fuel clause. On March 25, 2005, the VSCC approved a settlement resolving all other
issues and making the interim rates final.

DPL is paid tariff delivery rates for the delivery of electricity over its transmission and
distribution facilities to both Default Service customers and customers in Virginia who have
selected another energy supplier. These delivery rates generally are frozen until December 31,
2010, except that DPL can propose two changes in delivery rates - one prior to July 1, 2007 and
another between July 1, 2007 and December 31, 2010.

In Maryland, DPL sales to SOS customers represented 77% of total sales (measured by
megawatt hours) for the twelve months ended December 31, 2003, as compared to 80% in 2004,
In Delaware, DPL sales to POLR customers represented 90% of total sales (measured by
megawatt hours) for the twelve months ended December 31, 2005, as compared to §9% in 2004.
In Virginia, DPL sales to Default Supply customers represented 100% of total sales (measured
by megawatt hours) in both 2005 and 2004.

DPL also provides regulated natural gas supply and distribution service to customers in its
Delaware natural gas service territory. Large and medium volume commercial and industrial
natural gas customers may purchase natural gas either from DPL or from other suppliers. DPL
uses its natural gas distribution facilities to transport gas for customers that choose to purchase
natural gas from other suppliers. These customers pay DPL distribution service rates approved
by the DPSC. DPL purchases natural gas supplies for resale o its sales service customers from
marketers and producers through a combination of long-term agreements and nexi-day delivery
arrangements. For the twelve months ended December 31, 2005, DPL supplied 72.8% of the
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natural gas that it delivered, compared to 71.8% in 2004.
ACE

ACE is primarily engaged in the transmission and distribution of electricity in a service
territory consisting of Gloucester, Camden, Burlington, Ocean, Atlantic, Cape May, Cumberland
and Salem counties in southern New Jersey. ACE was incorporated in New Jersey in 1924,
ACEF's service territory covers approximately 2,700 square miles and has a population of
approximately 998,000. As of December 31, 2005, ACE delivered electricity to approximately
532,000 customers in its service territory, as compared to approximately 524,000 customers as
of December 31, 2004. ACE delivered a total of approximately 10,080,000 megawatt hours of
electricity in 2005 compared to approximately 9,874,000 megawatt hours in 2004. In 20035,
approximately 44% was delivered to residential customers, 43% was delivered to commercial
customers and 13% was delivered to industrial customers.

In accordance with a process mandated by the NJIBPU, electric customers in New Jersey who
do not choose another supplier receive BGS from their electric distribution company. Each of
New Jersey's electric distribution companies, including ACE, jointly procure the supply to meet
their BGS obligations from competitive suppliers selected through two concurrent auctions
authorized by the NJBPU for New Jersey's total BGS requirement each February. The winning
bidders in the auction are required to supply a specified portion of the BGS customer load with
full requirements service, consisting of power supply and transmission service.

ACE provides two types of BGS:

» BGS-Fixed Price (BGS-FP), which is supplied to smaller commercial and residential
customers at seasonally-adjusted fixed prices. BGS-FP rates change annually on June 1
and are based on the average BGS price obtained at auction in the current year and two
prior years. ACF's BGS-FP load is approximately 2,050 megawatts, which represents
approximately 87% of ACE's total BGS load. Approximately one-third of this total load
is auctioned off each year for a three-year term.

»  BGS-Commercial and Industrial Energy Price (BGS-CIEP), which is supplied to larger
customers at hourly PJM real-time market prices for a term of 12 months. ACE's BGS-
CIEP load is approximately 300 megawatts, which represents approximately 13% of
ACE's BGS load. This total load is auctioned off each year for a one-year term.

As of December 31, 2005, Conectiv Energy served four 100 megawatt blocks of BGS load in
the ACE territory.

ACE is paid tariff delivery rates for the delivery of electricity over its transmission and
distribution facilities to both BGS customers and customers in its service territory who have
selected another energy supplier. ACE is also paid tariff rates established by the NJBPU that
compensate it for the cost of obtaining the BGS from competitive suppliers. ACE does not
make any profit or incur any loss on the supply component of the BGS it provides to customers.




ACE is paid tariff delivery rates for the delivery of electricity over its transmission and
distribution facilities to both BGS customers and customers in its service territory who have
selected another energy supplier. ACE is also paid tariff rates established by the NJBPL that
compensate it for the cost of obtaining the BGS from competitive suppliers. ACE does not
make any profit or incur any loss on the supply component of the BGS it provides to customers.

ACE sales to New Jersey BGS customers represented 78% of total sales (measured by
megawatt hours) for the twelve months ended December 31, 2005 and 2004.

In addition to its electricity transmission and distribution operations, as of December 31,
2005, ACE owned the B.L. England electric generating facility (with a generating capacity of
447 megawatts) and a 2.47% undivided interest in the Keystone electric generating facility and a
3.83% undivided interest in the Conemaugh electric generating facility. The combined
generating capacity of these facilities is 555 megawatts. See Item 2 -- "Properties.” ACE also
has contracts with non-utility generators under which ACE purchased 3.8 million megawatt
hours of power in 2005. ACE sells the electricity produced by the generating facilities and
purchased under the non-utility generator contracts in the wholesale market administered by
PJM. During 2005, ACE's generation and wholesale electricity sales operations produced
approximately 30% of ACE's operating revenue.

On November 15, 2005, ACE entered into an agreement to sell its undivided interests in
the Keystone and Conemangh generating facilities to Duguesne Light Holdings Inc. for $173.1
million. The sale, subject to approval by the NJBPU, as well as other regulatory agencies and
certain other legal conditions, is expected to be completed mid-year 2006. In December 2005,
ACE filed testimony with the NJBPU in estimating that its net gains on the sale of the
generating stations will be approximately $126.9 million; however, the net gains ultimately
realized will be dependent upon the timing of the closing of the sale, transaction costs and other
factors. The net gains will be an offset to stranded costs.

ACE is continuing its efforts to sell the B.L. England generating facility. On January 24,
2006, PHI, Conectiv and ACE entered into an administrative consent order (ACO) with the New
Jersey Department of Environmental Protection (NJDEP) and the Attorney General of New
Jersey, which provides that ACE will permanently cease operation of the B.L. England
generating facility by December 15, 2007 if it does not sell the facility before then. The shut-
down is contingent upon the receipt by ACE of necessary approvals from applicable regulatory
authorities and permits to construct certain electric transmission facilities in southern New
Jersey. See "Environmental Maiters -- Air Quality Regulation.”

In 2001, ACE established Atlantic City Electric Transition Funding L.L.C. {ACE Funding)
solely for the purpose of securitizing authorized portions of ACE's recoverable stranded costs
through the issuance and sale of bonds (Transition Bonds). The proceeds of the sale of each
series of Transition Bonds have been transferred to ACE in exchange for the transfer by ACE to
ACE Funding of the right to collect a non-bypassable transition bond charge from ACE
customers pursuant to bondable stranded costs rate orders issued by the NJBPU in an amount
sufficient to fund the principal and interest payments on the Transition Bonds and related taxes,
expenses and fees (Bondable Transition Property). The assets of ACE Funding, including the
Bondable Transition Property, and the Transition Bond charges collected from ACE's customers,
are not available to creditors of ACE. The holders of Transition Bonds have recourse only to the
assets of ACE Funding.




Competitive Energy

PHI's Competitive Energy business provides non-regulated generation, marketing and supply
of electricity and natural gas, and related energy management services, in the mid- Atlantic
region. In 2005, 2004 and 2003, respectively, PHI's Competitive Energy operations produced
51%, 50% and 55% of PHI's consolidated operating revenues. In 2005 and 2004, respectively,
PHI's Competitive Energy operations produced 16% and 19% of PHI's consolidated operating
income. In 2003, PHI's Competitive Energy operations incurred an operating loss equal to 20%
of PHI's consolidated operating income. PHI's Competitive Energy operations are conducted
through subsidiaries of Conectiv Energy and Pepco Energy Services.

Conectiv Energy

Conectiv Energy provides wholesale electric power, capacity, and ancillary services in the
wholesale markets administered by PJM and also supplies electricity to other wholesale market
participants under long and short-term bilateral contracts. Among its bilateral contracts are the
power supply agreements under which Conectiv Energy sells to DPL electricity required by
DPL to fulfill its Default Electricity Supply obligations for customers in Delaware and Virginia
and for a portion of its Maryland customers. Conectiv Energy also supplies electric power to
satisfy a portion of ACE's Default Electric Supply load, as well as Default Electric Supply load
to other mid-Atlantic utilities. Other than its Default Electricity Supply sales, Conectiv Energy
does not participate in the retail competitive power supply market. Conectiv Energy obtains the
electricity required to meet its power supply obligations from its own generating plants, under
bilateral contracts entered into with other wholesale market participants and from purchases in
the wholesale market administered by PTM.

Conectiv Energy's generation asset strategy focuses on mid-merit plants with operating
flexibility and multi-fuel capability that can quickly change their output leve! on an economic
basis. Like "peak-load" plants, mid-merit plants generally operate during times when demand
for electricity rises and prices are higher. However, mid-merit plants usually operate more
frequently and for longer periods of time than peak-load plants because of better heat rates. As
of December 31, 2005, Conectiv Energy owned and operated mid-merit plants with a combined
2,713 megawatts of capacity, peak-load plants with a combined 639 megawatts of capacity and
base-load generating plants with a combined 340 megawatts of capacity. See Item 2
"Properties.” Conectiv Energy also owns three uninstalled combustion turbines with a book
value of $57.0 million. Conectiv Energy will determine whether to install these turbines as part
of an existing or new generating facility or sell the turbines to a third party based upon market
demand and transmission system needs and requirements.

Conectiv Energy also seils natural gas and fuel oil to very large end-users and to wholesale
market participants under bilateral agreements. Conectiv Energy obtains the natural gas and fuel
oil required to meet its supply obligations through market purchases for next day delivery and
under long- and short-term bilateral contracts with other market participants.

Conectiv Energy actively engages in commodity risk management activities to reduce its
financial exposure to changes in the value of its assets and obligations due to commodity price
fluctuations. A portion of these risk management activities are conducted using instruments
classified as derivatives, such as forward contracts, futures, swaps, and exchange-traded and
over-the-counter options. Conectiv Energy also manages commodity risk with contracts that are
not classified as derivatives. Conectiv Energy has two primary risk management objectives: to
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manage the spread between the cost of fuel used to operate its electric generation plants and the
revenue received from the sale of the power produced by those plants; and to manage the cost of
its contracts relating to Default Electricity Supply in order to ensure stable and known minimum
cash flows and lock-in favorable prices and margins when they become available. To a lesser
extent, Conectiv Energy also engages in market activities in an effort to profit from short-term
geographical price differentials in electricity prices among markets.

Conectiv Energy's goal is to hedge economically a targeted portion of both the expecied
power output of its generation facilities and the expected costs of fuel used to operate those
facilities. The hedge goals are approved by PHI's Corporate Risk Management Committee and
may change from time fo time based on market conditions, and the actual level of coverage may
vary from the target depending on the extent to which the company is successful in
implementing its hedging strategies. In July 2003, Conectiv Energy entered into an agreement
with an international investment banking firm consisting of a series of energy contracts designed
to hedge more effectively approximately 50% of Conectiv Energy's generation output and
approximately 50% of its supply obligations, with the intention of providing Conectiv Energy
with a more predictable earnings stream during the term of the agreement. The agreement will
expire in May 2006. For additional discussion of Conectiv Energy’s hedging activities, see Item
TA "Quantitative and Qualitative Disclosures About Market Risk."

Pepco Energy Services

Pepco Energy Services sells retail electricity and natural gas primarily to commercial,
industrial and governmental customers primarily in the mid-Atlantic region. Pepco Energy
Services also provides integrated energy management services to commercial, industrial and
governmental customers, including energy-efficiency contracting, development and construction
of "green power" facilities, central plant and other equipment operation and maintenance, and
tuel management. Subsidiaries of Pepco Energy Services provide high voltage construction and
maintenance setvices to utilities and other customers throughout the United States and low
voltage electric and telecommunication construction and maintenance services in the
Washington, D.C. area.

Pepco Energy Services owns peak-load electricity generation plants with approximately 800
megawatts of peak-load capacity, the output of which is sold in the wholesale market
administered by PIM. See Item 2 "Properties.”

Pepco Energy Services actively engages in commodity risk management activities to reduce
the financial exposure to changes in the value of its supply contracts and sales commitments due
to commodity price and volume fluctuations. Certain of these risk management activities are

“conducted using instruments classified as derivatives, such as forward contracts, futures, swaps,
and exchange-traded and over-the-counter options. Pepco Energy Services' primary risk
management objective is to manage the spread between its retail electric and natural gas sales
commitments and the cost of supply used to service those commitments in order to secure
favorable margins. Because of the age and design of Pepco Energy Services' power plants, these
facilities have a high variable cost of operation and Pepco Energy Services generally does not
hedge the output of these plants. For additional discussion of Pepco Energy Services' hedging
activities, see Item 7A "Quantitative and Qualitative Disclosures About Market Risk.”
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Competition

The unregulated energy generation, supply and marketing businesses in the mid-Atlantic
region are characterized by intense competition at both the wholesale and retail levels. At the
wholesale level, Conectiv Energy and Pepco Energy Services compete with numerous non-
utility generators, independent power producers, wholesale power marketers and brokers, and
traditional utilities that continue to operate generation assets. In the retail energy supply market
and in providing energy management services, Pepco Energy Services competes with numerous
competitive energy marketers and other service providers. Competition in both the wholesale
and retail markets for energy and energy management services is based primarily on price and,
to a lesser extent, the range of services offered to customers and quality of service.

Seasonality

Like the Power Delivery business, the power generation, supply and marketing businesses are
seasonal and weather patterns can have a material impact on operating performance. Demand
for electricity generally is greater in the summer months associated with cooling and demand for
electricity and natural gas generally is greater in the winter months associated with heating, as
compared to other times of the year. Historically, the competitive energy operations of Conectiv
Energy and Pepco Energy Services have produced less revenue when weather conditions are
milder than normal. Such weather conditions can also negatively impact income from these
operations. Energy management services generally are not seasonal.

Other Business Operations

Over the last several years, PHI has discontinued its investments in non-energy related
businesses, including the sale of its aircraft investments and the sale of its 50% interest in
Starpower Communications LLC (Starpower). Through its subsidiary, Potomac Capital
Investment Corporation (PCI), PHI continues to maintain a portfolio of cross-border energy
sale-leaseback transactions, with a book value at December 31, 2005 of approximately $1.3
billion. For additional information concerning these cross-border lease transactions, see Note
(12) "Commitments and Contingencies" to the consolidated financial statements of PHI included
in Ttem 8 and Item 7 "Management's Discussion and Analysis of Financial Condition and
Results of Operations - Risk Factors." This activity constitutes a separate operating segment for
financial reporting purposes which is designated "Other Non-Regulated."”

EMPLOYEES

At December 31, 2005, PHI had 5,481 employees, including 1,526 employed by Pepco, 898
employed by DPL, 632 employed by ACE and 1,709 employed by PHI Service Company. The
balance was employed by PHI's competitive energy and other non-regulated businesses.
Approximately 2,950 employees (including 1,145 employed by Pepco, 730 employed by DPL,
457 employed by ACE, 349 employed by PHI Service Company, and the balance employed by
PHI's Competitive Energy businesses) are covered by collective bargaining agreements with
various locals of the International Brotherhood of Electrical Workers.

ENVIRONMENTAL MATTERS

PHI, through its subsidiaries, is subject to regulation by various federal, regional, state, and
local authorities with respect to the environmental effects of its operations, including air and water
quality control, solid and hazardous waste disposal, and limitations on land use. In addition,
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federal and state statutes authorize governimental agencies to compel responsible parties to clean
up certain abandoned or unremediated hazardous waste sites. PHI's subsidiaries may incur costs
to clean up currently or formerly owned facilities or sites found to be contaminated, as well as
other facilities or sites that may have been contaminated due to past disposal practices. PHI
currently estimates that capital expenditures for environmental control facilities by its subsidiaries
will be $4.2 million in 2006 and $20.2 million in 2007. However, the actual costs of
environmental compliance may be materially different from these estimates depending on the
outcome of the matters addressed below or as a result of the imposition of additional
environmental requirements or new or different interpretations of existing environmental laws and
regulations.

Air Quality Regulation

The generation facilities and operations of PHI's subsidiaries are subject to federal, state and
local laws and regulations, including the federal Clean Air Act (CAA), that limit emissions of
air pollutants, require permits for operation of facilities and impose recordkeeping and
reporting requirements.

Among other things, the CAA regulates total sulfur dioxide (SO») emissions from affected
generation units and allocates "allowances," The generation facilities of PHI's subsidiaries that
require SO, allowances use allocated allowances or allowances acquired, as necessary, in the
open market to satisfy applicable regulatory requirements. Also under current regulations
implementing CAA standards, 22 eastern and mid-western states and the District of Columbia
regulate nitrogen oxide (NOx) emissions from generation units and allocate NOx allowances.
Most of the generation units operated by PHI subsidiaries are subject to NOx emission limits
and are required to hold, either through allocations or purchases, NOx atlowances as necessary
to achieve compliance.

The NIDEP administers CAA programs in New Jersey as well as air quality requirements
imposed by New Jersey laws and regulations. In February 2000, the U.S. Environmental
Protection Agency (EPA) and NJDEP requested information from ACE regarding the
operation of coal-fired boilers at ACE's B.L. England facility and Conectiv Energy's (formerly
ACE's) Deepwater facility to determine whether they were in compliance with the New Source
Review (NSR), Prevention of Significant Deterioration (PSD) and non-attainment NSR
requirements of the CAA. Generally, these regulations require that operators of major sources
of certain air pollutants obtain permits, install pollution control technology and obtain offsets
in some circumstances when those sources undergo a "major modification,” as defined in the

regulations

In 2003, EPA published a final rule clarifying the types of activities that qualify as "routine
maintenance, repair and replacement” rather than "major modifications" and are therefore
excluded from NSR requirements. A number of states, industrial entities, and environmental
groups have challenged the rule and the U.S. Court of Appeals for the District of Columbia
Circuit has stayed the rule's applicability.

On January 24, 2006, PHI, Conectiv and ACE entered into an ACO with NJDEP and the
Attorney General of New Jersey. This ACO is the definitive agreement contemplated by the
April 26, 2004 preliminary settlement agreement among the parties. The ACO resolves New
Jersey's claim for alleged violations of the CAA and the NJDEP's concerns regarding ACE's
compliance with NSR requirements and the New Jersey Air Pollution Control Act (APCA)
with respect to the B.L. England generating facility and various other environmental issues
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relating to ACE and Conectiv Energy facilities in New Jersey. Among other things, the ACO
provides that: ‘

Contingent upon the receipt of necessary approvals for the construction of substation and
transmission facilities to compensate for the shut down of B.L. England, ACE will
permanently cease operation of the B.L. England generating facility by December 15,
2007 if ACE does not sell the facility. In the event that ACE is unable to shut down the
B.L. England facility by December 15, 2007 through no fault of its own, (i) ACE may
operate B.L. England Unit 1 afier December 15, 2007 for certain limited purposes and/or
for electric system reliability during the summer months in the years 2008 to 2012, and
(i1) B.L. England Unit 1 and 2 would be required to comply with stringent emissions
limits by December 15, 2012 and May 1, 2010, respectively, If ACE fails to meet those
2010 and 2012 deadlines for reducing emissions, ACE would be required to pay up to
$10 million in civil penalties.

If B.L. England is shut down by December 15, 2007, ACE will surrender to NJDEP
certain SO, and NOx allowances allocated to B.L. England Units 1 and 2, contingent
upon approval by the NJBPU recognizing cost impacts of the surrender.

In the event that ACE is unable to shut down B.L. England Units 1 and 2 by December
15, 2007 through no fauit of its own, ACE will surrender NOx and SO, allowances not
needed to satisfy the operational needs of B.L. England Units 1 and 2, contingent upon
approval by the NJBPU recognizing cost impacts of the surrender.

To resolve any possible civil liability (and without admitting liability) for violations of
APCA and the PSD provisions of the CAA, ACE paid a $750,000 civil penalty to NJDEP
in June 2004 and will undertake environmental projects that are beneficial to the state of
New Jersey and approved by the NJDEP or donate property valued at $2 million.

To resolve any possible civil liability (and without admitting liability) for natural resource
damages resulting from groundwater contamination at ACE's B.L. England facility and
Conectiv Energy's Deepwater facility and ACE's operations center near Pleasantville,
New Jersey, ACE and Conectiv Energy paid NJDEP $674,162 and will remediate the
groundwater contamination at all three sites

The ACO allows the sale of the'B.L. England facility through the B.L. England auction
process to a third party that is not committing to repower or otherwise meet the ACO's
emissions limits, subject to a 45-day right of first refusal in favor of NJDEP for purchase
of B.L. England on terms and conditions no less favorable to ACE than those offered by a
third party. In the event that ACE enters into a third-party agreement through the B.L.
England auction process with an entity that commits to repower B.L. England or otherwise
meet the ACO's emission limits, NJDEP does not have a right of first refusal.

1f ACE does not sell B.L. England and the facility is shut down by December 15, 2007, ACE
will give NJDEP or a charitable conservancy six months to negotiate an agreement to
purchase B.L. England. Ifno agreement is reached, ACE may seek bids for B.L. England
from third parties, subject to a 45-day right of first refusal in favor of NJDEP for purchase of
B.L. England on terms and conditions no less favorable to ACE than those offered by a third

party.
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The ACO does not resolve any federal claims for alleged violations at the B.L. England
generating station or any federal or state claims regarding alleged violations at Conectiv
Energy’s Deepwater generating station or any other facilities. PHI does not believe that any of
its subsidiaries has any liability with respect thereto, but cannot predict the consequences of the
federal and state inquiries.

On May 4, 2002, ACE and Conectiv Energy entered into an ACO with NJDEP to address
the inability of ACE and Conectiv Energy to procure Discrete Emission Reduction (DER)
credits to comply fully with New Jersey's NOx Reasonably Available Control Technology
requirements, as well as NJDEP's contention that ACE had failed to comply with DER credit
use restrictions from 1996 to 2001. The ACO {i) eliminated requirements for ACE and
Conectiv Energy to purchase DER credits for certain generation units through May 1, 2005, (ii)
provided for installation of new controls on certain Conectiv Energy electric generating units at
an estimated cost of $10.7 million, (iii) imposed a $1 million penalty, (iv) required the
contribution of $1 million to promote, develop and enhance an urban air shed reforestation
project, and (v) imposed operating hour limits at Conectiv Energy's Deepwater generating
facility Unit No. 4, In August 2005, NJDEP terminated the ACO based on its determination
that ACE and Conectiv Energy had achieved compliance with all of the terms of the ACO.

EPA finalized its Clean Air Mercury Rule (CAMR) on May 18, 2005. CAMR establishes
mercury emissions standards for new or modified sources and caps state-wide emissions of
mercury beginning in 2010. States may implement CAMR by adopting EPA's trading program
for coal-fired utility boilers or through regulations that at a minimum achieve the reductions
that will be achieved through EPA's program. These regulations may require installation of
pollution control devices and/or fuel modifications for generating units owned by ACE,
Conectiv Energy and Pepco Energy Services. As discussed below, New Jersey facilities will be
required to satisfy state mercury emissions standards that are more stringent than CAMR.
Closely related to CAMR is EPA's Clean Air Interstate Rule (CAIR), released on March 10,
2005, which imposes additional reductions of SO, and Nox emissions from electric generating
units in 28 Eastern states and the District of Columbia with implementation commencing in
2009. CAIR caps state-wide emissions of 80, and Nox in two stages beginning in 2009 (Nox)
and 2010 (803). As with CAMR, states may implement CAIR by adopting EPA's trading
program or through regulations that at a minimum achieve the reductions that will be achieved
through implementation of EPA's program. These regulations may require installation of
pollution control devices and/or fuel modifications for generating units owned by ACE,
Conectiv Energy and Pepco Energy Services.

In a March 14, 2005 rulemaking, EPA removed coal- and oil-fired units from the list of
source categories requiring Maximum Achievable Control Technology for hazardous air
pollutants under CAA Section 112, thus, for the time being, eliminating the possibility that
control devices would be required under this section of the CAA to reduce nickel emissions
from Conectiv Energy's Edge Moor Unit 5 and ACE's B.L. England Unit 3.

In December 2004, NJDEP published final rules regulating mercury emissions from power
plants and industrial facilities in New Jersey that impose standards that are significantly stricter
than EPA's federal CAMR for coal-fired plants. In lieu of meeting these standards for all New
Jersey coal-fired units by December 15, 2007, NJDEP's final mercury rules allow an owner or
operator to enter into an enforceable agreement to comply with the mercury limits for 50% of a
company's total coal-fired capacity by the December 15, 2007 deadline and to comply with the
mercury standards, as well as with stringent standards regulating emissions of Nox, SO, and
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particulate matter, for the remaining 50% of its units by December 2012. Alternatively, if an
owner or operator enters into an enforceable agreement with NJDEP by December 15, 2007 to
shut down coal unit(s) by December 15, 2012, then the mercury limitations would not be
applicabie to that particular unit. Contingent upon receipt of necessary approvals from the
NIBPU, PIM, North American Reliability Counsel, FERC and other regulatory authorities and
the receipt of permits to construct certain transmission facilities in southern New Jersey, if ACE
does not sell the B.L. England facility, ACE plans to shut down the facility by December 15,
2007. In this event, no significant capital improvements will be needed at B.L. England to
comply with NJDEP's final mercury emission rules or CAMR. Conectiv Energy is
investigating what, if any, capital or operational improvements are needed at the Deepwater
generating facility in order to comply with NJDEP's final mercury regulations and CAMR and
at Edge Moor to comply with CAMR. At this time, Conectiv Energy anticipates that activated
carbon injection will be needed at Deepwater to meet these regulations at a cost of
approximately $300,000.

In September 2005, NJDEP adopted regulations regarding the further control of Nox
emissions from combustion sources. These regulations significantly reduce the Nox limit on
B.L. England's diesel generators beginning in 2007.

In November 2005, NJDEP finalized regulations that classify carbon dioxide (CO») as an air
contaminant and enable NJDEP potentially 1o regulate CO; emissions from power plants and
other sources. Through its rulemaking and other public announcements, NJDEP has indicated
that it will take action to limit or reduce emissions of CO; from electric utilities in New Jersey
in the near future. New Jersey is one of seven states, including Delaware, Connecticut, Maine,
New Hampshire, Vermont and New York, that has agreed to participate in the Regional
Greenhouse Gas Initiative (RGGI), which is expected to cap and eventually reduce emissions of
CO, from power plants within the participating states.

As RGGI signatories, it is anticipated that both New Jersey and Delaware will adopt
implementing CO- regulations in 2006. These regulations are expected to require New Jersey
and Delaware fossil fuel-fired electric generating units to hold CO; allowances equivalent to its
historic baseline CO, emissions commencing in 2009 and to incrementally reduce CO-
emissions beginning in 2015 to achieve a 10% reduction baseline by 2019. Because each state
has freedom to adopt its own regulations and can develop its own allowance allocation
mechanisms, PHI cannot predict, at this time, if any allowance allocations by these two states
will fall below its future predicied emissions of CO,, and what the regulations' potential
economic impact may be.

On January 6, 2006, the Delaware Department of Natural Resources and Environmental
Control (DNREC) informed Conectiv Energy of DNREC's intent to develop a new regulation to
"facilitate the reduction of air emissions from Delaware's coal and residual oil fired power
plants." This "multipollutant" regulation will further control SO, Nox, and mercury from the
Edge Moor generation facility, independent of the federal CAIR and CAMR regulations.
According to DNREC's Start Action Notice, the regulation will help to attain the ambient air
quality standards for ozone and fine particulate matter, address local scale fine particulate and
mercury problems attributable to coal and oil fired electric generating stations, satisfy the
federal CAIR and CAMR ruies, improve visibility and satisfy Delaware's regional haze
obligations. Conectiv Energy will participate as a stakeholder in the regulation’s development,
which is expected to occur during the fall of 2006.
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Water Quality Regulation

Section 402(a) of the federal Water Pollution Control Act, also known as the Clean Water
Act (CWA), establishes the basic legal structure for regulating the discharge of pollutants from
point sources to surface waters of the United States. Among other things, CWA Section
402(a) requires that any person wishing to discharge pollutants from a point source (generally
a confined, discrete conveyance such as a pipe) obtain a National Pollutant Discharge
Elimination System (NPDES) permit issued by the EPA or by a state agency under a federally
authorized state program. All of the steam generation facilities operated by PHI's subsidiaries
have NPDES permits authorizing their pollutant discharges, which are subject to periodic
renewal.

In July 2004, the EPA issued final regulations under Section 316(b) of the CWA that are
intended to minimize potential adverse environmental impacts from power plant cooling water
intake structures on aquatic resources by establishing performance-based standards for the
operation of these structures at large existing electric generating plants. These regulations may
require changes to cooling water intake structures at facilities operated by ACE, Conectiv
Energy and Pepco Energy Services. However, the capital expenditures the regulations may
require at each facility, if any, will not be known until each facility completes various studies
in accordance with schedules established consistent with the regulations and related permit
requirements. Based on these studies, the applicable permitting authority will specify any
changes to cooling water intake structures that are required in a facility's NPDES renewal
permit.

The EPA has delegated authority to administer the NPDES program to a number of state
agencies including DNREC. The NPDES permit for Conectiv Energy's Edge Moor generation
facility expired on October 30, 2003, but has been administratively extended until DNREC
issues a renewal permit. Conectiv Energy submitted a renewal application to the DNREC in
April 2003. Studies required under the existing permit to determine the impact on aquatic
organisms of the plant's cooling water intake structures were completed in 2002. Site-specific
alternative technology and operational studies were evaluated and are being discussed with
DNREC. Expenditures to comply with EPA's CWA Section 316(b) performance-based
standards are dependent upon DNREC's input. PHI cannot predict the extent of these
expenditures until DNREC provides a direction or comments on PH1's proposed strategy.

Under the New Jersey Water Pollution Control Act, NJDEP implements regulations,
administers the New Jersey Pollutant Discharge Elimination System (NJPDES) program with
EPA oversight, and issues and enforces NJPDES permits. The NJPDES renewal permit for
Conectiv Energy's Deepwater generating facility, effective through September 30, 2007,
requires several studies to determine whether or not Deepwater's cooling water intake
structures satisfy applicable requirements for protection of the environment. The studies
required by Deepwater's NJPDES permit are consistent with requirements under EPA's
regulations implementing CWA Section 316(b). NJDEP will consider the results of these
studies, as well as other related information submitted in accordance with EPA's CWA Section
316(b) regulations, in connection with the facility's NJPDES permit renewal application, which
will be filed in 2007.

The renewal NJPDES permit for the B.L. England generating facility was issued by NJDEP
in February 2005. Under the terms of the permit, ACE is required to submit all federally
required studies and complete construction of all facilities necessary to satisfy the EPA's new
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cooling water intake structure regulations in accordance with a schedule established by the
NIDERP that takes into account ACE's agreement to shut down the B.L. England facility by
December 15, 2007, subject to receipt of ali regulatory approvals.

Pepco and a subsidiary of Pepco Energy Services discharge water from a steam generation
plant and service center located in the District of Columbia under a NPDES permit issued by
EPA in November 2000. Pepco filed a petition with the EPA Environmental Appeals Board
seeking review and reconsideration of certain provisions of EPA's permit determination. In
May 2001, Pepco and EPA reached a settlement on Pepco's petition, under which EPA
withdrew certain contested provisions and agreed to issue a revised draft permit for public
comment. The EPA has not issued the revised draft permit. A timely renewal application was
filed in May 2005 and the companies are operating under the November 2000 permit,
excluding the withdrawn conditions, in accordance with the settlement agreement.

Hazardous Substance Regulation

The Comprehensive Environmental Response, Compensation, and Liability Act of 1980
{CERCLA), authorizes the EPA, and comparable state laws authorize state environmental
authorities, to issue orders and bring enforcement actions to compel responsible parties to
investigate and take remedial actions at any site that is determined to present an actual or
potential threat to human health or the environment because of an actual or threatened release
of one or more hazardous substances. Parties that generated or transported hazardous
substances to such sites, as well as the owners and operators of such sites, may be deemed
liable under CERCLA or comparable state laws. Pepco, DPL and ACE each has been named
by the EPA or a state environmental agency as a potentially responsible party (PRP) at certain
contaminated sites. See Item 3 "Legal Proceedings — Environmental Litigation.” In addition,
DPL and ACE have undertaken efforts to remediate currently or formerly owned facilities
found to be contaminated, including two former manufactured gas plant sites and other owned
property. See Item 3 "Legal Proceedings -- Environmental Litigation" and Item 7
"Management's Discussion and Analysis of Financial Condition and Results of Operations —
Capital Resources and Liquidity -- Capital Requirements -- Environmental Remediation
Obligations."

Item 1A. RISK FACTORS

Pepco Holdings

See [tem 7 "Management's Discussion and Analysis of Financial Condition and Results of
Operations — Risk Factors.”

Pepco

See Item 7 "Management's Discussion and Analysis of Financial Condition and Results of
Operations -- Risk Factors."

DP1,

See Item 7 "Management's Discussion and Analysis of Financial Condition and Results of
Operations -- Risk Factors."
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ACE

See Item 7 "Management's Discussion and Analysis of Financial Condition and Results of
Operations -- Risk Factors."

Item 1B. UNRESOLVED STAFF COMMENTS
Pepco Holdings
None.
Pepco
Not applicable.
DPL
Not applicable.
ACE
Not applicable.
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Item2. PROPERTIES

Generation Facilities

The following table identifies the electric generation facilities owned by PHI's subsidiaries at

December 31, 2005.

Generating
Elgctric Generating Facilities Location Qwner Capacity
Coal-Fired (kilowatts)
Edge Moor Wilmington, DE Conectiv Energy’ 260,000
B L England® Beesley's Pt., NJ ACE 284,000
Conemau, New Florence, PA ACE 65,000
Keystone Shelocta, PA ACE 42,000
Decepwater Pennsville, NJ Conectiv Energy’ 20,000
231000
Qil Fired
Benning Road Washington, DC Pepco Energy Services® 550,000
Edge Moor Wilmington, DE Conectiv Energy’ 445 000
B L England’ Beesley's Pt, NJ ACE 155,000
Deepwater Pennsville, NJ Conectiv Energy’ —_86.000
1,236,000
Combustion Turbines/Combined Cycle
Hay Road Units 147 Wilmington, DE Conectiv Energy 545,000
Hay Road Units 5-8 Wilmington, DE Conectiv Energy 545,000
Bethlehem Units 1-8 Bethlehem, PA Conectiv Energy’ 1,092,000
Buzzard Point Washington, DC Pepco Energy Services® 256,000
Cumberland Millville, NJ Conectiv Enetgy’ $4,000
Shetman Avenue Vineland, NJ ‘Conectiv Energy’ 81,000
Middle Rio Grande, NI Conectiv Energy’ 77,000
Carll's Corner Upper Deerficld Twp., NJ Conectiv Energy’ 73,000
Cedar Cedar Run, NJ Conectiv Energy' 68,000
Missouri Avenne Atlantic City, NJ Conexctiv Energy’ 60,000
Mickleton Mickleton, NJ Conectiv Energy' 59,000
Christiana Wilmington, DE Conectiv Energy' 45,000
Edge Moor Wilmington, DE Conectiv Encrgy' 13,600
West Marshaliton, DE Conectiv Energy' 15,000
Delaware City Delaware City, DB Conectiv Energy’ 16,000
Tasley Tasley, VA Conectiv Energy" 26,000
3.055.000
Landfill Gas Units
Fauguier County Project Fauquier County, VA Pepeo Energy Serv:c% 2,000
Rolling Hills Project Berks County, PA Pepeo Energy Services® 5.500
71.500
Diesel Units
Crisfield Crisfield, MD Conectiv Energy' 10,000
Bayview Bayview, VA Conectiv Energy' 12,000
B L England® Beesley’s Pt., NJ ACE £,000
Keystone® Shelocta, PA ACE 300
Cm.'n:mm.1gh2 New Florence, PA ACE 400
—30.700
Totat Electric Generating Capacity A.060.200

1 AR holdings of Conectiv Energy are owned by its various subsidiaries.

2 ACE holds a 3.83% undivided interest as a tenant in common, Pruring the fourth quarter of 2005, ACE entered into an agreement to sell
its interest in this generation asset. The sale is expected to be completed by the third quarter of 2006.

3 ACE holds a 2 47% undivided interest as a tenant in common. During the fourth quarter of 2005, ACE entered into an agreement to sell

its interest in this generation asset. The sale is expected 10 be completed by the third quarter of 2006,

On January 24, 2006, ACE entered into an ACO with the NJDEP agreeing to shut down and permanently cease operations atthe B.L.

England generating facility by December 15, 2007.

Effective June 2005, the capacity of Hay Road units 1-4 was increased to 545,000 kw.

Owned by a subsidiary of Pepco Energy Services,

This facility is owned by Fauquier Eandfill Gas, LLC, of which Pepco Energy Services holds a 75% membership.

This facility is owned by Rolling Hills Landfill Gas, LLC, of which Pepco Energy Services holds an $2% membership.

- - RV
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The preceding table sets forth the summer electric generating capacity of the electric
generating plants owned by Pepco Holdings' subsidiaries. Although, due to thermoelectric
factors, the generating capacity of these facilities may be higher during the winter months, the
plants operated by PHI's subsidiaries are used to meet summer peak loads that are generally
higher than winter peak loads. Accordingly, the summer generating capacity more accurately
reflects the operational capability of the plants.

ACE's generation facilities are subject to the lien of the mortgage under which its First
Mortgage Bonds are issued.

Transmission and Distribution Systems

On a combined basis, the electric transmission and distribution systems owned by Pepco,
DPL and ACE at December 31, 2005 consisted of approximately 3,600 transmission circuit
miles of overhead lines, 160 transmission circuit miles of underground cables, 22,740
distribution circuit miles of overhead lines, and 19,030 distribution circuit miles of underground
cables, primarily in their respective service territories. Pepco also operates a distribution system
control center in Maryland. The computer equipment and systems contained in the control
center are financed through a sale and leaseback transaction.

DPL has a liquefied natural gas plant located in Wilmington, Delaware, with a storage
capacity of 3.043 million gallons and an emergency sendout capability of 45,000 Mef per day.
DPL owns eight natural gas city gate stations at various locations in New Castle County,
Delaware. These stations have a total sendout capacity of 225,000 Mcf per day. DPL also owns
approximately 111 pipeline miles of gas transmission mains, 1,755 pipeline miles of gas
distribution mains, and 1,281 gas pipeline miles of service lines. The gas transmission mains
include 7.2 miles of pipeline of which DPL owns 10%, which is used for gas operations, and of
which Conectiv Energy owns 90%, which is used for delivery of gas to electric generation
- facilities.

Substantiaily all of the transmission and distribution property, plant and equipment owned by
each of Pepco, DPL and ACE are subject to the liens of the respective mortgages under which
the companies issue First Mortgage Bonds. See Note (7) "Debt" to the consolidated financial
statements of PHI included in Item 8.

Item 3. LEGAL PROCEEDINGS

Pepco Holdings

The legal proceedings for Pepco Holdings consist solely of those of its subsidiaries, as
described below. :

GENERAL LITIGATION

During 1993, Pepco was served with Amended Complaints filed in the state Circuit Courts of
Prince George's County, Baltimore City and Baltimore County, Maryland in separate ongoing,
consolidated proceedings known as "In re: Personal Injury Asbestos Case.” Pepco and other
corporate entities were brought into these cases on a theory of premises liability. Under this
theory, the plaintiffs argued that Pepco was negligent in not providing a safe work environment
for employees or its contractors, who allegedly were exposed to asbhestos while working on
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Pepco's property. Initially, a total of approximately 448 individual plaintiffs added Pepco to their
complaints. While the pleadings are not entirely clear, it appears that each plaintiff sought $2
million in compensatory damages and $4 million in punitive damages from each defendant.

Since the initial filings in 1993, additional individual suits have been filed against Pepco, and
significant numbers of cases have been dismissed. As a result of two motions to dismiss,
numerous hearings and meetings and one motion for summary judgment, Pepco has had
approximately 400 of these cases successfully dismissed with prejudice, either voluntarily by the
plaintiff or by the court. As of December 31, 2005, there are approximately 265 cases still
pending against Pepco in the State Courts of Maryland; of those approximately 265 remaining
asbestos cases, approximately 85 cases were filed after December 19, 2000, and have been
tendered to Mirant Corporation for defense and indemnification pursuant to the terms of the Asset
Purchase and Sale Agreement. Mirant's Plan of Reorganization, as approved by the Bankruptcy
Court in connection with the Mirant bankruptcy, does not alter Mirant's indemnification
obligations. However, litigation relating to Mirant's efforts to reject its contract obligations under
the Asset Purchase and Sale Agreement is continuing. In the event Mirant's efforts to reject
obligations under the Asset Purchase and Sale Agreement, including the indemnity obligations,
were to be successful, Mirant would be relieved of these indemnity obligations and Pepco would
have a pre-petition claim for the value of the damages incurred.

While the aggregate amount of monetary damages sought in the remaining suits (excluding
those tendered to Mirant) exceeds $400 million, Pepco believes the amounts claimed by current
plaintiffs are greatly exaggerated. The amount of total liability, if any, and any related insurance
recovery cannot be determined at this iime; however, based on information and relevant
circumstances known at this time, Pepco does not believe these suits will have a material adverse
effect on its financial position, results of operations or cash flows. However, if an unfavorable
decision were rendered against Pepco, it could have a material adverse effect on Pepco's and
PHI's financial position, results of operations or cash flows.

ENVIRONMENTAL LITIGATION

PHI, through its subsidiaries, is subject to regulation by various federal, regional, state, and
local authorities with respect to the environmental effects of its operations, including air and
water quality control, solid and hazardous waste disposal, and limitations on land use. In
addition, federal and state statutes authorize governmental agencies to compel responsible parties
to clean up certain abandoned or unremediated hazardous waste sites. PHI's subsidiaries may
incur costs to clean up currently or formerly owned facilities or sites found to be contaminated, as
well as other facilities or sites that may have been contaminated due to past disposal practices.
Although penalties assessed for violations of environmental laws and regulations are not
recoverable from customers of the operating utilities, environmental clean-up costs incurred by
Pepco, DPL and ACE would be included by each company in its respective cost of service for
ratemaking purposes.

In July 2004, DPL entered into an ACO with the Maryland Department of the Environment
(MDE) to perform a Remedial Investigation/Feasibility Study (RI/FS) to further identify the
extent of soil, sediment and ground and surface water contamination related to former
manufactured gas plant (MGP) operations at the Cambridge, Maryland site on DPL-owned
property and to investigate the extent of MGP contamination on adjacent property. The MDE has
approved the RI and DPL has completed and submitted the FS to MDE. The costs for completing
the RI/FS for this site were approximately $150,000. The costs of cleanup resulting from the
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RI/FS will not be determinable until MDE identifies the appropriate remedy.

In the early 1970s, both Pepco and DPL sold scrap transformers, some of which may have
contained some level of PCBs, to a metal reclaimer operating at the Metal Bank/Cottman Avenue
site in Philadelphia, Pennsylvania, owned by a nonaffiliated company. In December 1987, Pepco
and DPL were notified by EPA that they, along with a number of other utilities and non-utilities,
were PRPs in connection with the PCB contamination at the site.

In 1994, an RI/FS including a number of possible remedies was submitted to the EPA. In
1997, the EPA issued a Record of Deciston that set forth a selected remedial action plan with
estimated implementation costs of approximately $17 million. In 1998, the EPA issued a
unilateral administrative order to Pepco and 12 other PRPs directing them to conduct the design
and actions called for in its decision. In May 2003, two of the potentially liable owner/operator
entities filed for reorganization under Chapter 11 of the U.S. Bankruptcy Code. In October 2003,
the bankruptcy court confirmed a reorganization plan that incorporates the terms of a settlement
among the two debtor owner/operator entities, the United States and a group of utility PRPs
including Pepco (the Utility PRPs). Under the bankruptcy settlement, the reorganized entity/site
owner will pay a total of $13.25 million to remediate the site (the Bankruptcy Settlement).

On September 2, 2005 the United States lodged with the U.S. District Court for the Eastern
District of Pennsylvania global consent decrees for the Metal Bank/Cottman Avenue site, entered
into on August 23, 2005 involving the Utility PRPs, the U.S. Department of Justice, EPA, The
City of Philadelphia and two owner/operators of the site. Under the terms of the settlement, the
two owner/operators will make payments totaling $5.55 million to the U.S. and totaling $4.05
million to the Utility PRPs. The Utility PRPs will perform the remedy at the site and will be able
to draw on the $13.25 million from the Bankruptcy Settlement to accomplish the remediation (the
Bankruptcy Funds). The Utility PRPs will contribute funds to the extent remediation costs
exceed the Bankruptcy Funds available. The Utility PRPs also will be liable for EPA costs
associated with overseeing the monitoring and operation of the site remedy after the remedy
construction is certified to be complete and also the cost of performing the "5 year" review of site
conditions required by CERCLA. Any Bankrupicy Funds not spent on the remedy may be used
to cover the Utility PRPs' liabilities for future costs. No partics are released from potential
liability for damages to natural resources. The global settlement agreement is subject to approval
by the court.

As of December 31, 2005, Pepco had accrued $1.7 million to meet its liability for a remedy at
the Metal Bank/Cottman Avenue site. While final costs to Pepco of the settlement have not been
determined, Pepco believes that its liability at this site will not have a material adverse effect on
its financial position, results of operations or cash flows.

In 1999, DPL entered into a de minimis settlement with EPA and paid approximately
$107,000 to resolve its liability for cleanup costs at the Metal Bank/Cottman Avenue site. The de
minimis settlement did not resolve DPL's responsibility for natural resource damages, if any, at
the site. DPL believes that any liability for natural resource damages at this site will not have a
material adverse effect on its financial position, results of operations or cash flows.

In June 1992, EPA identified ACE as a PRP at the Bridgeport Rental and Oil Services
Superfund site in Logan Township, New Jersey. In September 1996, ACE along with other PRPs
signed a consent decree with EPA and NJDEP to address remediation of the site. ACE's liability
is limited to .232 percent of the aggregate remediation liability and thus far ACE has made
contributions of approximately $105,000. Based on information currenily available, ACE
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anticipates that it may be required to contribute approximately an additional $52,000. ACE
believes that its liability at this site will not have a material adverse effect on its financial
position, results of operations or cash flows.

In November 1991, NJDEP identified ACE as a PRP at the Delilah Road Landfill site in Egg
Harbor Township, New Jersey. In 1993, ACE, along with other PRPs, signed an ACO with
NJDEP to remediate the site. The soil cap remedy for the site has been completed and the NJDEP
conditionally approved the report submitted by the parties on the implementation of the remedy in
January 2003. In March 2004, NJDEP approved a Ground Water Sampling and Analysis Plan.
Positive results of groundwater monitoring events have resulted in a reduced level of groundwater
monitoring. In March 2003, EPA demanded from the PRP group reimbursement for EPA's past
costs at the site, totaling $168,789. The PRP group objected to the demand for certain costs, but
agreed to reimburse EPA approximately $19,000. Based on information currently available, ACE
anticipates that its share of additional cost associated with this site will be approximately
$626,000. ACE believes that its liability for post-remedy operation and maintenance costs will
not have a material adverse effect on its financial position, results of operations or cash flows.

On January 24, 2006, PHI, Conectiv and ACE entered into an ACO with NJDEP and the
Attorney General of New Jersey. This ACO is the definitive agreement contemplated by the
April 26, 2004 preliminary settlement agreement among the parties. The ACO resolves the
NIDEP's concerns regarding ACE's compliance with NSR requirements with respect to the B.L.
England generating facility and various other environmental issues relating to ACE and Conectiv
Energy facilities in New Jersey. See Item 1 "Business -- Environmental Matters -- Air Quality
Regulation."

Item4. SUBMISSION OF MATTERS TO A VOTE OF SECURITY HOLDERS
Pepco Holdings, Ing.

None.

INFORMATION FOR THIS ITEM IS NOT REQUIRED FOR PEPCO, DPL, AND ACE AS
THEY MEET THE CONDITIONS SET FORTH IN GENERAL INSTRUCTIONS 1(1){a) AND

(b) OF FORM 10-K AND THEREFORE ARE FILING THIS FORM WITH THE REDUCED
FILING FORMAT.
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Part I1

Item 5. MARKET FOR REGISTRANT'S COMMON EQUITY, RELATED STOCKHOLDER
MATTERS AND ISSUER PURCHASES OF EQUITY SECURITIES

The New York Stock Exchange is the principal market on which Pepco Holdings common
stock is traded. The following table presents the dividends declared per share on the Pepco
Holdings common stock and the high and low sales prices for common stock as reported by the
New York Stock Exchange during each quarter in the last two fiscal years.

Dividends Price Range
Period Per Share High Low

2005: $.25 $23.25 $20.26
First Quarter 25 24.20 20.50
Second Quarter 25 24.46 21.87
Third Quarter _25 23.89 20.36
Fourth Quarter $1.00
2004
First Quarter $.25 $21.71 $19.08
Second Quarter 25 20.70 16.94
Third Quarter 25 20.70 17.90
Fourth Quarter .25 21.68 19.88

$1.00

See Item 7 "Management's Discussion and Analysis of Financial Condition and Results of
Operations -- Capital Resources and Liquidity" for information regarding restrictions on the
ability of PHI and its subsidiaries to pay dividends.

At December 31, 2003, there were approximately 73,154 holders of record of Pepco Holdings
common stock.

PHI Subsidiaries

All of the common equity of Pepco, DPL, and ACE is owned directly or indirectly by PHL
Pepco, DPL and ACE each customarily pays dividends on its common stock on a quarterly basis
based on its earnings, cash flow and capital structure, and after taking into account the business
plans and financial requirements of PHI and its other subsidiaries.
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Pepco

All of Pepco's common stock is held by Pepco Holdings. The table below presents the
aggregate amount of common stock dividends paid by Pepco to PHI during the periods indicated.

Aggregate
Period Dividends

2005:
First Quarter $ 14,933,000
Second Quarter -
Third Quarter 48,000,000
Fourth Quarter -
£ 62,933,000

2004:
First Quarter $ 11,832,000
Second Quarter 30,329,000
Third Quarter 52,532,000
Fourth Quarter 7,697,000
$102,390,000

DPL

All of DPL's common stock is held by Conectiv. The table below presents the aggregate
amount of common stock dividends paid by DPL to Conectiv during the periods indicated.

Period

2005:

First Quarter
Second Quarter
Third Quarter
Fourth Quarter

2004:

First Quarter
Second Quarter
Third Quarter
Fourth Quarter

Aggregate
Dividends

$ 24,384,000
12,052,000

$ 36.436.000

$22,667,000
22,393,000
13,693,000
9,845.000

$67,998.,000
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ACE

All of ACE's common stock is held by Conectiv. The table below presents the aggregate
amount of common stock dividends paid by ACE to Conectiv during the periods indicated.

Agpgregate
Period Dividends

2005:
First Quarter $ 7,348,000
Second Quarter 40,539,000
Third Quarter -
Fourth Quarter 48.000,000
$95.887,000

2004:
First Quarter $ 5,647,000
Second Quarter -
Third Quarter -
Fourth Quarter 4.973.000
$10.620.000

Purchases of Equity Securities by the Issuer and Affiliated Purchasers.
Pepco Holdings, Inc.

None.

INFORMATION FOR THIS ITEM IS NOT REQUIRED FOR PEPCO, DPL, AND ACE AS
THEY MEET THE CONDITIONS SET FORTH IN GENERAL INSTRUCTIONS I(1)(a) AND
(b) OF FORM 10-K AND THEREFORE ARE FILING THIS FORM WITH THE REDUCED
FILING FORMAT.
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Ieméo, FINANCIAL DATA

PEPCO HOLDINGS CONSOLIDATED FINANCIAL HIGHLIGHTS

{Previounsly (Previously
(Restated) (Restated) Reported) {Restated) Reported) {Restated)
2005 2004 (a) 2003 () 2002 2002 {a) 2001 2001 (a)
{In millions, except per share data)
Consolidated rating Ry
Total Operating Revenue $ 80655 72231 7.268.7 4324.5 4.324.5 23712 2,371.2
Total Operating Expenses $ 71600 (bhic) (d} 6,451.0 66580 (g) (D) 3,778.9 3,778.6 20048 () 2,004.7 §)
Operating Income $ o05.4 7721 610.7 5456 5459 3664 366.5
{Other Expenses 3 285.5 3414 4333 (h) 150.4 1914 1053 104.8
Prefermed Stock Dividend
Requirements of Subsidiarics $ 5 28 139 206 206 142 142
Iacome Before Income Tax Expense and
Extraordinary Item 3 617.4 4279 163.5 3346 3339 46,9 2475
Income Tax Expense 3 2552 (o) 167.3 (D 62.1 124.1 1249 835 33.1
Income Before Extraordinary Tiem $ 362.2 260.6 1014 2105 2090 1634 164.4
Extraordinary Hem s 9.0 - 59 - - - -
Net Income 3 371.2 260.6 1073 210.5 209.0 163.4 154.4
Redemption Premium on
Preferred Stock 5 {1} 5 - - - - -
Earnings Available for
Comimon Stock $ 3711 261.1 1073 2105 209.0 163.4 1544
Common Stock Infprmation
Basic Earnings Per Share of Common
Stock Before Extraordinary ltem -3 191 1.48 50 1.61 1.59 151 1.52
Bagic - Bxtraordinary Item Per
Share of Conunon Stock 5 05 - 03 - - - -
Basic Eamings Per Share
of Common Stock 5 196 1.48 63 1.61 1.59 1.51 1.52
Diluted Eamings Per Share
of Common Stock Before
Extraordinary em 5 191 1.48 60 1.61 1.59 1.50 1.51
Share of Common Stock $ 05 - .03 - - " -
Diluted Earnings Per Share 1.51
of Common Stock 5 1.96 1.48 .63 1.61 1.59 1.50
Basic Commeon Shares Outsianding (Avg.) 189.0 176.8 170.7 131.1 1311 108.5 108.5
Diluted Common Shares Outstanding (Avg.) 189.3 176.8 170.7 131.1 131.1 108.8 108.3
Cash Dividends Per Share
of Common Stock 3 1.00 1.00 1.00 1.00 1.00 1.165 1.165
Year-End Stock Price 5 2237 2132 19.54 1939 19.39 22.57 .57
Book Value per Common Share $ 18.88 17.74 17.31 17.62 17.49 17.00 16.81
Other Information
Investment in Property, Plant
and Equipment $ 11,3842 11,0478 10,748.0 10,6250 10,626.5 4,361.9 43619
Net Investment in Property, Plant
and Equipment 3 73120 70906 6,965.7 7,043.3 7.044.8 2,819.0 28190
Total Assets $ 140178 13,3508 13,369.0 13,368.5 13,406.2 5,395.7 5,4003
Capltalization
Short-term Debt 3 156.4 3197 5184 971.1 971.1 3502 3502
Long-tesm Debt $ 42029 4,362.1 4,588.9 4,287.5 4,287.5 1,602.1 1,602.1
Current Maturities of Long-Term Debt s 469.5 516.3 3849 408.1 408.1 109.2 109.2
Transition Bonds issued by ACE Funding s 494.3 5233 5513 4253 4253 - -
Capital Lease Obligations due within one
year $ 53 49 44 4.1 4.1 33 33
Capital Lease Obligations $ 116.6 1221 1268 1313 1313 1322 1323
Long-Tenn Project Funding § 2535 653 68.6 28.6 286 217 217
Debentures issued to Financing Trast $ - - 98.0 - - - -
Trust Preferred Securities $ - - - 290.0 290.0 125.0 1250
Prefemed Stock of Subsidiaries 3 459 54.9 1082 110.7 110.7 84.8 34.8
Common Sharcholders' Equity $ 335840 3,339.0 2,974.1 2,995.8 29728 1,8232 1,301.8
Total Capitalization £ 90005 9.307.6 94238 9,652.5 9,629.5 4,251.7 42303
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Note: - As a result of the acquisition of Conectiv by Pepco that was completed on Angust 1, 2002, PHI's 2005, 2004

(2)

(b)

{c)

(d)

{e)

]

{(g)

()

®

@

and 2003 amounts include PHI and its subsidiaries' results for the full year, PHI's 2002 amounts include
Conectiv and its subsidiaries post-August 1, 2002 results with Pepco and its pre-merger subsidiaries (PCI and
Pepco Energy Services) results for the full year in 2002. The amounts presented for 2001 represent only
Pepeo and its pre-merger subsidiaries' results.

As discussed in Note (15) to the consolidated financial statements of Pepco Holdings included in Ttem 8
"Financial Statements and Supplementary Data," Pepco Holdings restated its financial statements to reflect
the correction of the accounting for certain deferred compensation arrangements and other errors that
management deemed to be immaterial.

Includes $68.1 million ($40.7 million after tax) gain from sale of non-utility land owned by Pepco at Buzzard
Point.

Includes $70.5 million {$42.2 million after tax)} gain {net of customer sharing) from settlement of the Pepco
TPA Claim and the Pepco asbestos claim against the Mirant bankruptcy estate.

Includes $13.3 million ($8.9 million after tax) related to PCT's liquidation of a financial investment that was
written off in 2001.

Includes $10.9 million in income tax expense related to the mixed service cost issue under IRS Ruling 2005-
53.

Inciudes a $19.7 million charge related to an IRS settlement. Also includes $13.2 million tax benefit related
to issuance of a local jurisdiction's final consolidated tax return regulations.

Includes a charge of $50.1 million ($29.5 million after tax) related to a CT contract cancellation. Also
includes a gain of $68.8 million ($44.7 million after tax} on the sale of the Ediscn Place office building.

Includes an impairment charge of $102.6 million ($66.7 million after tax) related to investment in Starpower
Communications, LLC.

Includes the unfavorable impact of $44.3 million ($26.6 million after tax) resuliing from trading losses prior
to the cessation of proprietary trading.

Includes $55.5 million ($36.1 million after tax) impairment charge related to the write-down of aircraft
leasing portfolio.
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INFORMATION FOR THIS ITEM IS NOT REQUIRED FOR PEPCO, DPL, AND ACE AS
THEY MEET THE CONDITIONS SET FORTH IN GENERAL INSTRUCTIONS I(1)(a) AND
(b) OF FORM 10-K AND THEREFORE ARE FILING THIS FORM WITH THE REDUCED
FILING FORMAT.

hem 7. MANAGEMENT'S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION
- AND RESULTS OF OPERATIONS

The information required by this item is contained herein, as follows:

Registrants Page No.
Pepco Holdings 32
Pepco 109
DPL 122

ACE 135
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MANAGEMENT'S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION
AND RESULTS OF OPERATIONS

PEPCO HOLDINGS, INC,
RESTATEMENT

Pepco Holdings restated its previously reported consolidated financial statements as of
December 31, 2004 and for the years ended December 31, 2004 and 2003, the quarterly financial
information for the first three quarters in 2005, and all quarterly periods in 2004, to correct the '
accounting for certain deferred compensation arrangements. The restatement includes the
correction of other errors for the same periods, primarily relating to unbilled revenue, taxes, and
various accrual accounts, which were considered by management to be immaterial. These other
errors would not themselves have required a restatement absent the restatement to correct the
accounting for deferred compensation arrangements. This restatement was required solely
because the cumulative impact of the correction, if recorded in the fourth quarter of 2005, would
have been material to that period's reported net income. See Note 15 "Restatement” for further
discussion,

GENERAL OVERVIEW

Pepco Holdings, Inc. (PHI or Pepco Holdings) is a public utility holding company that,
through its operating subsidiaries, is engaged primarily in two principal business operations:

. electricity and natural gas delivery (Power Delivery), and
. competitive energy generation, marketing and supply (Competitive Energy).

The Power Delivery business is the largest component of PHI's business. For each of the
years ended December 31, 2005, 2004, and 2003, the operating revenues of the Power Delivery
business (including intercompany amounts) were equal to 58%, 61%, and 55%, respectively, of
PHI's consolidated operating revenues, and the operating income of the Power Delivery business
(including income from intercompany transactions) was equal to 74%, 70%, and 82% of PHI's
consolidated operating income, respectively. The Power Delivery business consists primarily of
the transmission, distribution and default supply of electric power, which was responsible for
94%, 95%, and 95% of Power Delivery's operating revenues for the years ended December 31,
2003, 2004, and 2003, respectively, and the distribution of natural gas, which contributed 6%,
5%, and 5% of Power Delivery's operating revenues over the same periods, respectively. Power
Delivery represents one operating segment for financial reporting purposes.

The Power Delivery business is conducted by three regulated utility subsidiaries: Potomac
Electric Power Company (Pepco), Delmarva Power & Light Company (DPL) and Atlantic City
Electric Company {(ACE). Each of these companies is a regulated public utility in the
jurisdictions that comprise its service territory. Each company is responsible for the distribution
of electricity and, in the case of DPL, natural gas in its service territory, for which it is paid tariff
rates established by the local public service commissions. Each company also supplies
electricity at regulated rates to retail customers in its service territory who do not elect to
purchase electricity from a competitive energy supplier. The regulatory term for this supply
service varies by jurisdiction as follows:
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Delaware Provider of Last Resort service (POLR) -- before May 1, 2006
Standard Offer Service (SO8) -- on and after May 1, 2006

District of Columbia  SOS

Maryland SOS
New Jersey Basic Generation Service (BGS)
Virginia Default Service

PHI and its subsidiaries refer to this supply service in each of the jurisdictions generally as
Default Electricity Supply.

Pepco, DPL and ACE are also responsible for the transmission of wholesale electricity into
and across their service territories. The rates each company is permitted to charge for the
wholesale transmission of electricity are regulated by the Federal Energy Regulatory
Commission (FERC).

The profitability of the Power Delivery business depends on its ability to recover costs and
earn a reasonable return on its capital investments through the rates it is permitted to charge.

Power Delivery's operating revenue and income are seasonal, and weather patterns may have
a material impact on operating resulis.

The Competitive Energy business provides competitive generation, marketing and supply of
electricity and gas, and related energy management services primarily in the mid-Atlantic region.
These operations are conducted through subsidiaries of Conectiv Energy Holding Company
(collectively, Conectiv Energy) and Pepco Energy Services, Inc. and its subsidiaries
(collectively, Pepco Energy Services), each of which is treated as a separate operating segment
for financial reporting purposes. For the years ended December 31, 2005, 2004, and 2003, the
operating revenues of the Competitive Energy business (including intercompany amounts) were
equal to 51%, 50%, and 55%, respectively, of PHI's consolidated operating revenues, and the
operating income of the Competitive Energy business {including operating income from
intercompany transactions) was 16% and 19% of PHI's consolidated operating income for the
years ended December 31, 2005 and 2004, respectively. In 2003, PHI's Competitive Energy
operations incurred an operating loss equal to 20% of PHI's consolidated operating income. For
the years ended December 31, 2005, 2004 and 2003, amounts equal to 14%, 16% and 16%,
respectively, of the operating revenues of the Competitive Energy business were attributable to
electric energy and capacity, and natural gas sold to the Power Delivery segment.
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. Conectiv Energy provides wholesale electric power, capacity and ancillary services in |
the wholesale markets administered by PJM Interconnection, LLC (PTM} and also
supplies electricity to other wholesale market participants under long- and short-term
bilateral contracts. PHI refers to these wholesale supply operations as Merchant
Generation. Conectiv Energy has a power supply agreement under which it provides
DPL with all of the electric power needed for distribution to its Default Electricity
Supply customers in Delaware and Virginia. Conectiv Energy also supplies electric
power to satisfy a portion of ACE's Default Electricity Supply load and DPL's Maryland
Default Electricity Supply load, as well as Default Electricity Supply load shares of
other mid-Atlantic utilities. PHI refers to the supply of energy by Conectiv Energy to
utilities to fulfill their Default Electricity Supply obligations as Full Requirements Load
Service. Conectiv Energy obtains the electricity required to meet its Merchant
Generation and Full Requirements Load Service power supply obligations from its own
generation plants, under bilateral contract purchases from other wholesale market
participants and from purchases in the PYM wholesale market. Conectiv Energy also
sells natural gas and fuel oil to very large end-users and to wholesale market
participants under bilateral agreements. PHI refers to these sales operations as Other
Power, Oil & Gas Marketing.

. Pepco Energy Services sells retail electricity and natural gas and provides integrated
energy management services, primarily in the mid-Atlantic region, and its subsidiaries
own and operate generation plants located in PJM. Pepco Energy Services also
provides high voltage construction and maintenance services to utilities and other
customers throughout the United States and low voltage electric and telecommunication
construction and maintenance services primarily in the Washington, D.C. area.

Conectiv Energy's primary objective is to maximize the value of its generation fleet by
leveraging its operational and fuel flexibilities. Pepco Energy's primary objective is to capture
retail energy supply and service opportunities primarily in the mid-Atlantic region. The
financial results of the Competitive Energy business can be significantly affected by wholesale
and retail energy prices, the cost of fuel to operate the Conectiv Energy plants, and the cost of
purchased energy necessary to meef its power supply obligations.

In order to lower its financial exposure related to commodity price fluctuations, Conectiv
Energy entered into an agreement consisting of a series of energy contracts with an international
investment banking firm, This agreement is designed to hedge approximately 50% of Conectiv
Energy's generation output and approximately 50% of its supply obligations, with the intention
of providing Conectiv Energy with a more predictable earnings stream during the term of the
agreement. This agreement consists of two major components: (i) a fixed price energy supply
hedge that will be used to reduce Conectiv Energy's financial exposure under its current Default
Electricity Supply commitment to DPL which extends through April 2006 and (ii} a generation
off-take agreement under which Conectiv Energy will receive a fixed monthly payment from the
counterparty, and the counterparty will receive the profit realized from the sale of approximately
50% of the electricity generated by Conectiv Energy's plants (excluding the Edge Moor facility).

Conectiv Energy has taken steps to hedge its generation output and supply obligations after
May 2006 by entering into various new standard product supply agreements, full requirement
supply contracts, bilateral energy and capacity sales agreements and various fuel and power
supply transactions to hedge the related fue] and power requirements.
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The Competitive Energy business, like the Power Delivery business, is seasonal, and
therefore weather patterns can have a material impact on operating results.

Over the last several years, PHI has discontinued its investments in non-energy related
businesses, and has sold its aircraft investments and its 50% interest in Starpower
Cormunications LLC (Starpower). Through its subsidiary, Potomac Capital Investment
Corporation (PCI), PHI continues to maintain a portfolio of cross-border energy sale-leaseback
transactions with a book value at December 31, 2005 of approximately $1.3 billion. This
activity constitutes a fourth operating segment, which is designated as "Other Non-Regulated,”
for financial reporting purposes.

BUSINESS STRATEGY

PHI's business strategy is to remain a regional diversified energy delivery utility and
competitive energy services company focused on value creation and operational excellence.
This strategy has three primary components:

. Achieving growing earnings in the Power Delivery business by focusing on
infrastructure investments and constructive regulatory outcomes, while maintaining a
high level of operational excellence.

. Supplementing PHI's utility earnings growth through competitive energy businesses
that focus primarily on serving the competitive wholesale and retail markets in PJM.

. Strengthening PHI's credit profile through continued debt reduction efforts.
EARNINGS OVERVIEW
Year Ended December 31, 2005 Compared to Year Ended December 31, 2004

PHT's net income for the year ended December 31, 2005 was $371.2 million compared to
$260.6 million for the year ended December 31, 2004.

Net income for 2005 included the (charges) and/or credits set forth below (which are
presented net of tax and in millions of dollars). The segment that recognized the (charge) or
credit is also indicated.

e Power Delivery

- Favorable impact of the ACE base rate case settlement as follows:

Ordinary loss from write-offs for disallowance of regulatory assets,

net of reserve $ 39

Extraordinary gain from reversal of restructuring reserves 9.0

Aggregate impact $.5.1

- Gain on sale of non-utility land, Buzzard Point $40.7

- Increase in income tax expense for the interest accrued on the potential impact of
the IRS mixed service cost issue $(10.9)
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- Giain on Settlement of Pepco TPA Claim and Pepco asbestos claim against
Mirant $422

» Conectiv Energy

- Impairment charge to reduce the value of an investment in a jointly owned
generation project $ 26

¢ Other Non-Regulated
- Gain related to the final liquidation of a financial investment that was written off
in 2001 $ 89

Net income for 2004 included the (charges) and/or credits set forth below (which are
presented net of tax and in millions of dollars). Where attributable to a single segment, the
segment that recognized the (charge) or credit is also indicated.

o Tax benefits related to issuance of a local jurisdiction's final consolidated tax
return regulations, which were retroactive to 2001 (applies to all segments) $13.2

+ Power Delivery

- Gain on disposition of distribution assets associated with Vineland
condemnation settlement $ 86

- Severance costs accruals $ (6.7
» Conectiv Energy ‘
- Gain on disposition of assets associated with Vineland co-generation facility $ 66

- Charge associated with the early pay-off of the Bethlehem mid-merit facility
debt $(7.7)

s Other Non-Regulated
- Impairment charge used to reduce the book value of the Starpower investment $(7.3)

- Charge resulting from a tax settlement with the IRS related to PCI's non-lease
financial assets $(19.7)

Excluding the items listed above, net income would have been $287.8 million in 2005 and
$273.6 million in 2004.
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PHI's net income for the year ended December 31, 2005 compared to the year ended
December 31, 2004 is set forth in the table below:

2005 2004 Change
{Millions of dollars)

Power Delivery $ 3021 % 2271 $ 75.0
Conectiv Energy 48.1 60.2 (12.1)
Pepco Energy Services 25.7 12.9 12.3
Other Non-Regulated 479 256 22.3
Corporate & Other ' (52.6) {65.2) 12.6
Total PHI Net Income (GAAP) $ 371.2 $ 260.6 $ 110.6

Discussion of Segment Net Income Variances (the net income variance amounts are
reflected net of tax):

Power Delivery's higher earnings of $75.0 million are primarily due to the following;
(i) $42.2 million of increased earnings related to the settlement of the TPA and asbestos claims
with Mirant, (ii) $32.1 million of increased earnings related to the gain on sale of assets
primarily Buzzard Point non-utility land ($40.7 million), partially offset by the gain on
disposition of distribution assets associated with Vineland condemnation settlement ($8.6
million), (iii) $16.7 million of increased earnings related to higher sales (14.7% Cooling Degree
Day increase as compared to 2004), (iv) $5.1 million increase attributable to the ACE base rate
case seitlement, and (v) $14.1 million of increased earnings primarily associated with lower
interest expense, other taxes and other net; partially offset by (vi) $5.2 million revenue reduction
due to a change in the estimation of unbilled revenue, (vii) $5.9 million decrease due to lower
Default Electricity Supply margins primarily due to increased customer migration, partially
offset by the implementation of the competitive bid process {change from TPA calculation
method), (viii) $7.5 million increase in operation and maintenance expense, primarily employee
related costs, system maintenance, software write-off, outside legal fees associated with the
Mirant bankruptcy proceedings and transmission matters; partially offset by a reduction in the
uncollectible account reserve to reflect the amount expected to be collected on Pepco's Pre-
Petition Claims with Mirant, and a decrease in PJM administrative office expenses, and (ix)
$16.0 million for increased tax expense (primarily mixed service costs and 2004 tax
adjustments).

Conectiv Energy's lower earnings of $12.1 million are primarily due to the following: (i) a
$19.3 million decrease due to lower Full Requirements Load Service earnings as a result of
higher power costs to meet load obligations, (ii) higher earnings of $6.6 million in 2004 as the
result of the gain on disposition associated with Vineland co-generation facility, (iii) a one-time
gain of $5.2 million on a group of coal contracts in 2004, and (iv) a $2.6 million impairment
charge to reduce the value of an investment in an energy project, partially offset by (v) $9.2
million increase in Merchant Generation earnings, due primarily to higher output and increased
spark spreads, {vi} a $3.9 million increase related to Other Power, Oil & Gas Marketing Services
(which consists of all Conectiv Energy activities not included in Merchant Generation or Full
Requirements Load Service), {vii) a $6.6 million decrease in interest expense primarily due to
the early pay-off of the Bethlehem mid-merit facility debt in 2004, and (viii) higher earnings of
$2.9 million from lower depreciation expense due to a change in the estimated useful life of
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generation assets,

Pepco Energy Services' higher earnings of $12.8 million are primarily due to the following:
(1) $9.2 million increased earnings from its retail commodity business resulting from increased
commercial and industrial load acquisition, (i} $3.6 million increase related to higher generation
from its Benning and Buzzard Point power plants, and (iii} $2.9 million increased earnings
primarily from energy service activities, partially offset by (iv) $1.5 million decrease related to
the 2004 tax benefit related to issuance of a local jurisdiction's {inal consolidated tax return
regulations and (v) a $1.4 million decrease in interest expense.

Other Non-Regulated higher earnings of $22.3 million are primarily due to the following:
(i) $19.7 million increase due to a 2004 charge resulting from a tax settlement with the IRS
related to PCI's non-lease financial assets, (ii) $8.9 million increase from a gain on the final
liquidation of a financial investment that was written off in a prior year, (iii) $7.3 million increase
related to an impairment charge to reduce the value of the Starpower investment recorded in
2004, and (iv) $4.8 million gain on the sale of PCI's Solar Electric Generation Stations (SEGS)
investment in 2005, partially offset by {v) $8.8 million decrease due to the 2004 tax benefit
related to issuance of a local jurisdiction's final consolidated tax return regulations, (vi) $4.8
million due to the gain on sale of aircraft investments in 2004, and (vii) $4.5 million decrease in
financing/investment earnings related to 2004 activity.

Corporate and Other higher earnings of $12.6 million are primarily due to a reduction in net
interest expense.

CONSOLIDATED RESULTS OF OPERATIONS

The accompanying results of operations discussion is for the year ended December 31,
2005, compared to the year ended December 31, 2004. All amounts in the tables (except sales
and customers) are in millions.
Year Ended December 31, 2005 Compared to the Year Ended December 31, 2004

Operating Revenue

A detail of the components of PHI's consolidated operating revenues is as follows:

2005 2004 Change
Power Delivery $4,702.9 $4,377.7 $ 3252
Conectiv Energy 2,603.6 2,409.8 193.8
Pepco Energy Services 1,487.5 1,166.6 320.9
Other Non-Regulated 81.9 87.9 (6.0)
Corporate and Other (810.4) (818.9) 8.5
Total Operating Revenue $ 8,065.5 $7.223.1 $ 8424
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The following table categorizes Power Delivery's operating revenue by type of revenue.

Regulated T&D Electric Revenue
Default Supply Revenue
Other Electric Revenue

Total Electric Operating Revenue

Regulated Gas Revenue
Other Gas Revenue
Total Gas Operating Revenue

Total Power Delivery Operating Revenue

2005 2004 Change

$ 16185 $1,566.6 $ 519
2,753.0 2,514.7 2383
69.9 67.8 2.1
4,441.4 4,149.1 2623
198.7 169.7 29.0
62.8 58.9 3.9
261.5 228.6 32.9
$4,702.9 $4,377.7 $ 325.2

Regulated Transmission and Distribution (T&D) Electric Revenue consists of revenue from
the transmission and the delivery of electricity to PHI's customers within its service territories at

regulated rates.

Default Supply Revenue is the revenue received for Default Electricity Supply. The costs
related to the supply of eleciricity are included in Fuel and Purchased Energy and Other Services

Cost of Sales.

Other Electric Revenue consists of utility-related work and services performed on behalf of

customers, including other utilities.

Regulated Gas Revenue consists of revenues for on-system natural gas sales and the
transportation of natural gas for customers within PHI's service territories at regulated rates.

Other Gas Revenue consists of off-system natural gas sales and the release of excess system

capacity.

Electric Operating Revenue

Regulated T&D Electric Revenue

Residential
Commercial
Industrial
Other (Includes PIM)
Total Regulated T&D Electric Revenue

2005 2004 Change
$ 613.0 % 5977 $ 153
726.8 692.3 34.5
36.8 37.4 (.6)
241.9 239.2 2.7
$1,618.5 $1,566.6 $ 519
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Regulated T&D Electric Sales (Gwh) 2005 2004 Change
Residential 18,045 17,759 286
Commercial 29,441 28,448 993
Industrial 4,288 4,471 (183)
Total Regulated T&D Electric Sales 51,774 50,678 1,096
Regulated T&D Electric Customers (000s) 2005 2004 Change
Residential 1,591 1,567 24
Commercial 196 193 3
Industrial 2 2 -
Total Regulated T&D Electric Customers 1,789 1,762 27

The Pepco, DPL and ACE service territories are located within a corridor extending from
Washington, D.C. to southern New Jersey. These service territories are economically diverse
and include key industries that contribute to the regional economic base.

»  Commercial activity in the region includes banking and other professional services,

government, insurance, real estate, strip malls, casinos, stand alone construction, and
tourism.

+  Industrial activity in the region includes automotive, chemical, glass, pharmaceutical,
steel manufacturing, food processing, and oil refining.

Regulated T&D Revenue increased by $51.9 million primarily due to the following: (i) $19.3
million due to customer growth, the result of a 1.5% customer increase in 2005, (i) $17.6
million increase as a result of a 14.7% increase in Cooling Degree Days in 20035, (iii) $1.9
million (including $3.3 million in tax pass-throughs) increase due to net adjustments for
estimated unbilled revenues recorded in the second and fourth quarters of 2005, reflecting a
modification in the estimation process, primarily reflecting higher estimated power line losses
(estimates of electricity expected to be lost in the process of its transmission and distribution to
customers) and (iv) $21.7 miilion increase in tax pass-throughs, principally a county surcharge
(offset in Other Taxes) offset by (v) $8.6 million other sales and rate variances.

Default Electricity Supply
Default Supply Revenue 2005 2004 Change
Residential $1,161.7 $ 9936 $ 168.1
Commercial 994.9 1,060.9 (66.0)
Industrial 134.2 140.7 (6.5)
Other (Includes PIM) 462.2 319.5 142.7
Total Default Supply Revenue $2,753.0 $2,514.7 $ 2383
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| Default Electricity Supply Sales (Gwh) 2005 2004 Change
Residential 17,490 16,775 715
Commercial 15,020 19,203 (4,183)
Industrial 2,058 2,292 (234)
Other 157 226 (69)
Total Default Electricity Supply Sales 34,725 38,496 (3,771)
L
Default Electricity Supply Customers (000s) 2005 2004 Change
Residential 1,557 1,509 48
Commercial 181 178 3
Industrial 2 2 -
Other 2 2 -
Total Default Electricity Supply Customers 1,742 1,691 51

Default Supply Revenue increased $238.3 million primarily due to the following: (i) $251.9
million due to higher retail energy rates, the result of market-based SOS competitive bid
procedures implemented in Maryland in June 2005 and the District of Columbia in February
2005, (il) $142.2 million increase in wholesale energy revenues resulting from sales of generated
and purchased energy into PJM due to higher market prices in 2005, (iii) $44.8 million due to
weather (14.7% increase in Cooling Degree Days), (iv) $48.2 million increase due to customer
growth, and (v) $8.1 million due to other sales and rate variances, offset by (vi) $245.0 million
decrease due primarily to higher commercial customer migration, and (vii) $11.9 million
decrease due to net adjustments for estimated unbilled revenues recorded in the second and
fourth quarters of 2003, primarily reflecting higher estimated power line losses (estimates of
electricity expected to be lost in the process of its transmission and distribution to customers).

Other Electric Revenue increased $2.1 million to $69.9 million from $67.8 million in 2004
primarily due to mutual assistance work related to storm damage in 2005 (offset in Other

Operations and Maintenance expense).

Gas Operating Revenue

Regulated Gas Revenue 2005 2004 Change
Residential $ 1150 $ 100.2 $ 148
Commercial 68.5 56.7 11.8
Industrial 10.6 8.3 23
Transportation and Other 4.6 4.5 d
Total Regulated Gas Revenue $ 198.7 $ 169.7 $ 29.0
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Regulated Gas Sales (Bcf) 2005 2004 Change
Residential 8.4 8.7 (3
Commercial 56 5.5 1
Industrial 1.1 1.2 D
Transportation and Other 5.6 6.2 (.6)
Total Regulated Gas Sales 20.7 216 (.9)
Regulated Gas Customers (000s) 2005 2004 Change
Residential 111 109 2
Commercial 9 9
Industrial - - -
Transportation and Other - - -
Total Regulated Gas Customers 120 113 2

Power Delivery's natural gas service territory is located in New Castle County, Delaware.
Several key industries contribute to the economic base as well as to growth.

. Commercial activity in the region includes banking and other professional services,
government, insurance, real estate, strip malls, stand alone construction and tourism.

. Industrial activity in the region includes automotive, chemical and pharmaceutical.

Reéulated Gas Revenue increased by $29.0 million primarily due to a $30.6 million increase

in the Gas Cost Rate (GCR) effective November 2004 and 2005, due to higher natural gas
commodity costs.

Other Gas Revenue increased by $3.9 million to $62.8 million from $58.9 in 2004 primarily
due to increased capacity release revenues compared to the same period last year.

Competitive Energy Businesses

Conectiv Energy

The following table divides Conectiv Energy's operating revenues among its major business
activities.

2005 2004 Change

Merchant Generation $ 6757 § 6845 § (8.8

Full Requirements Load Service 848.7 960.2 (111.5)
Other Power, Oil and Gas Marketing Services 1,079.2 765.1 314.1
Total Conectiv Energy Operating Revenue - § 26036 $24008 § 1938
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Merchant Generation includes sales of electric power, capacity and ancillary services from
its power plants into PJM, tolling arrangements, hedges of generation power and capacity, and
fuel-switching activities where the lowest cost fuel is utilized and the more expensive fuel is
sold. Excess generation capacity is used to manage risk associated with Full Requirements
Load Service.

Full Requirements Load Service includes service provided to affiliated and non-affiliated
companies to satisfy Default Energy Supply obligations, other full requirements electric power
sales contracts, and related hedges.

Other Power, Oil and Gas Marketing Services consist of all other Conectiv Energy activities
not included above. These activities include primarily wholesale gas marketing, oil marketing,
a large operating services agreement with an unaffiliated power plant, and the activities of the
real-time power desk, which engages in arbitrage between power pools.

Total Conectiv Energy Operating Revenue includes $801.8 million and $820.3 miilion of
affiliate transactions for 2005 and 2004, respectively.

The impact of revenue changes with respect to the Conectiv Energy component of the
Competitive Energy business are encompassed within the discussion below under the heading
"Conectiv Energy Gross Margin."

Pepco Energy Services
The following table presents Pepco Energy Services' operating revenues.

2005 2004 Change
Pepco Energy Services $ 14875 §$1,1666 § 3209

The increase in Pepco Energy Services' operating revenue of $320.9 miltion is primarily due
to (i) an increase of $228.1 million due to commercial and industrial retail load acquisition by
Pepco Energy Services in 2005 at higher prices than in 2004, (ii) an increase of $39.3 million
due to higher generation from its Benning and Buzzard Point power plants in 2005 due to
warmer weather conditions, and (iii} an increase of $49.5 million due to higher energy services
activities in 2005 resulting from contracts signed with customers under which Pepco Energy
Services provides services for energy efficiency and high voitage installation projects. As of
December 31, 2005, Pepco Energy Services had 2,004 megawatis of commercial and industrial
load, as compared to 1,553 megawatts of commercial and industrial load at the end of 2004, In
2005, Pepco Energy Services' power plants generated 237,624 megawatt hours of electricity as
compared to 45,836 in 2004,

Operating Expenses
Fuel and Purchased Energy and Other Services Cost of Sales

A detail of PHI's consolidated Fuel and Purchased Energy and Other Services Cost of Sales is
as follows:

43




PEPCO HOLDINGS

2005 2004 Change
Power Delivery $2,720.5 $2,524.2 $ 1963
Conectiv Energy 2,3444 2,130.9 213.5
Pepco Energy Services 1,357.5 1,064.4 293.1
Corporate and Other (805.7) (823.3) 17.6
Total $5,616.7 $4,896.2 $ 720.5

Power Delivery Business

Power Delivery's Fuel and Purchased Energy costs increased by $196.3 million primarily due
to (i) $326.7 million increase for higher average energy costs resulting from Default Electricity
Supply contracts implemented in 2003, (ii) $65.6 million increase due to customer growth, (iii)
$33.1 million increase for gas commodity purchases, (iv) $25.8 million increase in other sales
and rate variances, offset by (v} $254.9 million decrease due to higher customer migration. This
expense is primarily offset in Default Supply Revenue.

Competitive Energy Business

Conectiv Energy

The following table divides Conectiv Energy's Fuel and Purchased Energy and Other
Services Cost of Sales among its major business activities.

2005 2004 Change
Merchant Generation $ 4186 5 443 $ (257
Full Requirements Load Service 857.7 933.1 (75.4)
Other Power, Qil and Gas Marketing Services 1,068.1 753.5 314.6
Total Conectiv Energy Fuel and Purchased
Energy and Other Services Cost of Sales 3 23444 $ 21309 § 2135

The totals presented include $217.7 million and $245.4 million of affiliate transactions for
2005 and 2004, respectively.

The impact of Fuel and Purchased Energy and Other Services Cost of Sales changes with
respect to the Conectiv Energy component of the Competitive Energy business are encompassed
within the discussion below under the heading "Conectiv Energy Gross Margin."”
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Conectiv Energy Gross Margin

Management believes that gross margin (Revenue less Fuel and Purchased Energy and Other
Services Cost of Sales) is a better comparative measurement of the primary activities of
Conectiv Energy than Revenue and Fuel and Purchased Energy by themselves, Gross margin is
a more stable comparative measurement and it is used extensively by management in internal
reporting. The following is a summary of gross margins by activity type (Millions of dollars):

December 31,
2005 2004
Megawait Hour Supply (Megawatt Hours)
Merchant Generation output sold into market 5,595,149 5,161,682
Operating Revenue:
Merchant Generation $ 675.7 $ 6845
Full Requirements Load Service 848.7 960.2
Other Power, Oil, and Gas Marketing 1,079.2 765.1
Total Operating Revenue $2,603.6 $2,409.8
Cost of Sales:
Merchant Generation $ 418.6 $ 4443
Full Requirements Load Service 8571.7 933.1
Other Power, Oil, and Gas Marketing 1,068.1 753.5
Total Cost of Sales $2,344.4 $2,130.9
Gross Margin:
Merchant Generation $ 257.1 $ 2402
Full Requirements Load Service 9.0) 27.1
Other Power, Oil and Gas Marketing 11.1 11.6
Total Gross Margin $ 259.2 $ 278.9

Warmer weather during the summer months of 2003 and continued PJM load growth
resulted in increased demand for power and higher prices for power, causing higher Merchant
Generation output and an increase in the gross margin. The higher gross margin from the sale
of generation output was partially offset by negative hedge results.

The 2005 decrease in the Lower Full Requirements Load Service gross margin resulted from
higher fuel and energy prices during 2005. Full Requirements Load Service is hedged by both
contract purchases with third parties and by the output of the generation plants operated by
~ Conectiv Energy.

Other Power, Oil and Gas Marketing margins decreased because of a one-time gain of $8.7
million on a group of coal contracts in 2004. This was partially offset by higher margin sales
for oil marketing ($5.6 million) and gas marketing ($2.0 million) during the fourth quarter of
2005,
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Pepco Energy Services

The following table presents Pepco Energy Services' Fuel and Purchased Energy and Other
Services cost of sales.

2005 2004 Change
Pepco Energy Services $ 1,357.5 $ 10644 § 2931

The increase in Pepco Energy Services' fuel and purchased energy and other services cost of
sales of $293.1 million resulted from (i) higher volumes of electricity purchased at higher prices
in 2005 to serve commercial and industrial retail customers, (ii) higher fuel and operating costs
for the Benning and Buzzard Point power plants in 2005 due to higher electric generation that
resulted from warmer weather in 2003, and (iii) higher energy services activities in 2005
resulting from contracts signed with customers under which Pepco Energy Services provides
services for energy efficiency and high voltage installation projects.

Other Operation and Maintenance

A detail of PHI's other operation and maintenance expense is as follows:

2005 2004 Change
Power Delivery $ 6431 $ 6239 $ 192
Conectiv Energy 107.7 103.8 kRY
Pepco Energy Services 71.2 715 {.3)
Other Non-Regulated 6.1 6.9 (.8)
Corporate and Other (12.4) 9.5) (2.9)
Total $ 815.7 $ 796.6 $ 19.1

PHI's other operation and maintenance increased by $19.1 million to $815.7 mitlion for the
year ended 2005 from $796.6 million for the year ended 2004 primarily due to the following: (i)
a $10.3 million increase in employee related costs, (ii) 9.0 million increase in corporate services
allocation, (iii) $3.9 million increase due to the write-off of software, (iv) $3.2 million increase
due to mutual assistance work related to storm damage in 2005 (offset in Other Electric
Revenues), and (v) $2.1 million increase in maintenance expenses, partially offset by (vi) $4.9
million reduction in the uncollectible account reserve to reflect the amount expected to be
collected on Pepco's Pre-Petition Claims with Mirant and (vii) a $5.5 million decrease in PJM
administrative expenses.
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Depreciation and Amortization

PHI's depreciation and amortization expenses decreased by $17.9 million to $422.6 million in
2005 from $440.5 million in 2004. The decrease is primarily due to a $7.6 million decrease
from a change in depreciation technique resulting from a 2005 final rate order from the NJBPU
and a $4.8 million decrease due to a change in the estimated useful lives of Conectiv Energy's
generation assets.

Other Taxes

Other taxes increased by $30.8 million to $342.2 million in 2005 from $311.4 million in 2004
due to higher pass-throughs, mainly as the result of a county surcharge rate increase (primarily
offset in Regulated T&D Electric Revenue).

Deferred Electric Service Costs

Deferred Electric Service Costs, which relates only to ACE, increased by $83.9 million to
$120.2 million in 2005, from $36.3 million in 2004. At December 31, 2005, DESC represents
the net expense or over-recovery associated with New Jersey NUGs, market transition change
(MTC) and other restructuring items. The $83.9 million increase represents (i) $77.1 million net .
over-recovery associated with New Jersey BGS, NUGS, market transition charges and other
restructuring items, and (ii) $4.5 million in regulatory disallowances {net of amounts previously
reserved) associated with the April 2005 NJBPU settlement agreement. ACE's rates for the
recovery of those costs are reset annually and the rates will vary from year to year. At
December 31, 2005, ACE's balance sheet included as a regulatory liability an over-recovery of
$40.9 million with respect to these items, which is net of a $47.3 million reserve for items
disallowed by the NJBPU in a ruling that is under appeal.

Gain on Sales of Assets

Pepco Holdings recorded a Gain on Sales of Assets of $86.8 million for the year ended
December 31, 2005, compared to $30.0 million for the year ended December 31, 2004. The
$86.8 million gain in 2005 primarily consists of: (i) a $68.1 million gain from the 2005 sale of
non-utility land owned by Pepco located at Buzzard Point in the District of Columbia, and (ii) a
$13.3 million gain recorded by PCI from proceeds related to the final liquidation of a financial
investment that was written off in 2001. The $30.0 million gain in 2004 consists of: (i) a $14.7
million gain from the 2004 condemnation settlement with the City of Vineland relating to the
transfer of ACE's distribution assets and customer accounts to the city, (ii) a $6.6 million gain
from the 2004 sale of land, and (iii) an $8.3 million gain on the 2004 sale of aircraft investments
by PCL

Gain on Settlement of Claims with Mirant

The Gain on Settlement of Claims with Mirant of $70.5 million represents a settlement (net
of customer sharing) with Mirant in the fourth quarter of 2005, of the Pepco TPA Claim ($70
million gain) and a Pepco asbestos claim against the Mirant bankruptcy estate ($.5 million gain).
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Other Income (Expenses)

Other expenses (which are net of other income) decreased by $55.9 million to $285.5 million
in 2005 from $341.4 million in 2004, primarily due to the following: (i) a decrease in net
interest expense of $35.7 million, which primarily resulted from a $23.6 million decrease due to
less debt outstanding during the 2005 period and a decrease of $12.8 million of interest expense
that was recorded by Conectiv Energy in 2004 related to costs associated with the prepayment
of debt related to the Bethlehem mid-merit facility, (ii) an $11.2 million impairment charge on
the Starpower investment that was recorded during 2004, (iii) income of $7.9 million received
by PCI in 2005 from the sale and liquidation of energy investments, and (iv) income of $3.9
million in 2005 from cash distributions from a joint-owned co-generation facility, partially
offset by (v) an impairment charge of $4.1 million in 2005 related to a Conectiv Energy
investment in a jointly owned generation project, and (vi) a pre-tax gain of $11.2 million on a
distribution from a co-generation joint-venture that was recognized by Conectiv Energy during
the second quarter of 2004.

Income Tax Expense

Pepco Holdings' effective tax rate for the year ended December 31, 2005 was 41% as
compared to the federal statutory rate of 35%. The major reasons for this difference were state
income taxes (net of federal benefit), the flow-through of certain book/tax depreciation
differences, and changes in estimates related to tax liabilities of prior tax years subject to audit,
partially offset by the flow-throngh of Deferred Investment Tax Credits and tax benefits related
to certain leveraged leases.

Pepco Holdings' effective tax rate for the year ended December 31, 2004 was 39% as
compared fo the federal statutory rate of 35%. The major reasons for this difference were state
income taxes (net of federal benefit), the flow-through of certain book/tax depreciation
differences, and the settlement with the IRS on certain non-lease financial assets, partially offset
by the flow-through of Deferred Investment Tax Credits and tax benefits related to certain
leveraged leases.

Extraordinary Items

On April 19, 2005, ACE, the staff of the New Jersey Board of Public Utilities (NJBPU), the
New Jersey Ratepayer Advocate, and active intervenor parties agreed on a settlement in ACE's
electric distribution rate case. As aresult of this settlement, ACE reversed $15.2 million in
accruals related to certain deferred costs that are now deemed recoverable. The after-tax credit
to income of $9.0 million is classified as an exiraordinary gain in the 2005 financial statements
since the original accrual was part of an extraordinary charge in conjunction with the accounting
for competitive restructuring in 1999,
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The accompanying results of operations discussion is for the year ended December 31,
2004, compared to the year ended December 31, 2003. All amounts in the tables (except sales
and customers) are in millions.

Operating Revenue

A detail of the components of PHI's consolidated operating revenue is as follows:

2004 2003  Change

Power Delivery $4,377.7 $4,015.7  $362.0
Conectiv Energy 2,409.8 2.857.5 447.7)
Pepco Energy Services 1,166.6 1,126.2 404
Other Non-Regulated 87.9 100.1 (12.2)
Corporate and Other {818.9) (830.8) 11.9
Total Operating Revenue $7,223.1 $7.268.7 $(45.6)

Power Delivery Business

The following table categorizes Power Delivery's operating revenue by type of revenue.

2004 2003  Change

Regulated T&D Electric Revenue $1,566.6 $1,521.0 $45.6
Default Supply Revenue 2,514.7 2,206.1 308.6
Other Electric Revenue 67.8 97.6 (29.8)
Total Electric Operating Revenue 4,149.1 3,824.7 3244
Regulated Gas Revenue 169.7 150.2 19.5
Other Gas Revenue 58.9 40.8 18.1
Total Gas Operating Revenue 228.6 191.0 37.6
Total Power Delivery Operating Revenue $4,377.7 $4,015.7 $362.0

Electric Operating Revenue

Regulated T&D Electric Revenue 2004 2003  Change
Residential $ 597.7 $ 576.2 $21.5
Commercial : 692.3 674.7 17.6
Industrial 374 41.0 (3.6)
Other (Includes PIM) 239.2 229.1 10.1
Total Regulated T&D Electric Revenue $1,566.6 $1,521.0 $45.6
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Regulated T&D Electric Sales (Gwh) 2004 2003 Change
Residential 17,759 17,147 612
Commercial 28,448 27,648 800
Industrial 4,471 4,874 (403)

Total Regulated T&D Electric Sales 50,678 49,669 1,009
Regulated T&D Electric Customers (000s) 2004 2003 Change
Residential 1,567 1,547 20
Commercial 193 191 2
Industrial 2 2 -

Total Regulated T&D Electric Customers 1,762 1,740 22

Regulated T&D Electric Sales, as measured on a Gwh basis, increased by 2% in 2004, driven
by residential and commercial customer classes. Regulated T&D Revenue increased by $45.6
million primarily due to the following: (i) $14.4 million increase due to growth and average
customer usage, (ii) $4.8 million increase due to higher average effective rates, (iti) $9.1 million
due to weather, and (iv) $39.9 million increase in tax pass-throughs, principally a county
surcharge (offset in Other Taxes expense). These increases were offset by (v) $20.5 million
decrease primarily related to PJM network transmission revenue and the impact of customer
choice, and (vi} $2.1 million related to a Delaware competitive transition charge that ended in
2003. Cooling Degree Days increased by 11.0% and heating degree days decreased by 6.3% for
the year ended December 31, 2004 as compared to the same period in 2003.

Default Electricity Supply

Default Supply Revenue 2004 2003  Change
Residential $ 993.6 $ 8752 %1184
Commercial 1,060.9 946.4 114.5
Industrial 140.7 1561  (15.4)
Other (Includes PJM) 319.5 2284 91.1
Total Default Supply Revenue $2,514.7 $2,206.1 $308.6
Defauit Electricity Supply Sales (Gwh) 2004 2003 Change
Residential 16,775 16,048 727
Commercial 19,203 18,134 1,069
Industrial 2,292 2,882 (590)
Other 226 94 132
Total Default Electricity Supply Sales 38,496 37,158 1,338
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Residential
Commercial
Industrial
Other

Default Electricity Supply Customers (000s)

Total Defaunlt Electricity Supply Customers

2004 2003  Change
1,509 1,460 49
178 175 3
2 2 -

2 1 1
1,691 1,638 53

Default Supply Revenue increased $308.6 million primarily due to the following: (i) $109.2
million as the result of higher retail energy rates, the result of effective rate increases in Delaware
beginning October 2003 and in Maryland beginning in June and July 2004, (ii) $92.3 million
primarily due to a reduction in customer migration in D.C., (iii) $83.1 million increase in
wholesale energy prices as the result of higher market prices in 2004, and {iv) $24.4 million

increase in average customer usage.

Other Electric Revenue decreased $29.8 million primarily due to a $43.0 million decrease that
resulted from the expiration on December 31, 2003 of a contract to supply electricity to Delaware
Municipal Electric Corporation (DMEC). This decrease was partially offset by a $14.0 million
increase in customer requested work (related costs in Operations and Maintenance expense).

Gas Operating Revenue

Regulated Gas Revenue 2004 2003 Change
Residential $ 1002 $ 8838 $11.4
Commercial 56.7 47.7 9.0
Industrial 8.3 9.2 (.9
Transportation and Other 4.5 4.5 -

Total Regulated Gas Revenue $169.7 $150.2  $19.5
Regulated Gas Sales (Bcf} 2004 2003 Change
Residential 8.7 9.0 (.3
Commercial 5.5 5.5 -
Industrial 1.2 1.6 (4)
Transportation and Other 6.2 6.8 (.6)

Total Regulated Gas Sales 21.6 22.9 (1.3}
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Regulated Gas Customers (000s) 2004 2003 Change
Residential 109 108 1
Commercial o 9 -
Industrial - - .
Transportation and Other - - -

Total Regulated Gas Customers 118 117 1

Regulated Gas Revenue increased $19.5 million principally due to the following: (i) $21.0
million increase in the Gas Cost Rate due to higher natural gas commodity costs, effective
November 1, 2003, (if) $8.2 million increase in Gas Base Rates due to higher operating expenses
and cost of capital, effective December 9, 2003, and (iii) $2.0 million true up adjustment to
unbilled revenues in 2003. These increases were partially offset by (iv} $9.4 million decrease due
to 2003 being significantly colder than normal, and (v) $2.9 million reduction related to lower

industrial sales. Heating degree days decreased 7.1% for the year ended December 31, 2004 as
compared to the same period in 2003.

Other Gas Revenue increased $18.1 million largely related to an increase in off-system sales

revenues of $17.3 million. The gas sold off-system was made available by warmer winter weather
and reduced customer demand.

Competitive Energy Businesses

Conectiv Energy

The following table divides Conectiv Energy's operating revenues among its major business
activities.

2004 2003 Change
Merchant Generation $ 684.5 $ 5402 $144.3
Full Requirements Load Service 960.2 1,630.3 (670.1)
Other Power, Qil and Gas Marketing Services 765.1 687.0 78.1
Total Conectiv Energy Operating Revenue $2,409.8 $2,857.5 $(447.7)

The totals presented include $820.3 million and $822.1 million of affiliate transactions for
2004 and 2003, respectively.

The impact of revenue changes with respect to the Conectiv Energy component of the
Competitive Energy business are encompassed within the discussion below under the heading
"Conectiv Energy Gross Margin."

Pepco Energy Services

The following table presents Pepco Energy Services' operating revenues.

52




PEPCO HOLDINGS

2004 2003 Change
Pepco Energy Services $ 1,166.6 $1,1262 $ 404

The increase in Pepco Energy Services' operating revenue of $40.4 million resulted from
higher volumes of electricity sold to customers in 2004 at more favorable prices than in 2003,
partially offset by a decrease in natural gas revenues.

Operating Expenses
Fuel and Purchased Energy and Other Services Cost of Sales

A detail of PHI's consolidated Fuel and Purchased Energy and Other Services Cost of Sales is
as follows:

2004 2003 Change

Power Delivery $2,524.2 $2,295.4 $228.8
Conectiv Energy 2,130.9 2,696.1 (565.2)
Pepco Energy Services 1.064.4 1,033.1 313
Corporate and Other (823.3) (820.8) {2.5)
Total $4,896.2 $5,203.8  $(307.6)

Power Delivery Business

Power Delivery's Fuel and Purchased Energy costs increased by $228.8 million primarily due
to the following: (i) a $212.9 million increase related to higher average energy costs, the result of
new Default Supply rates for Maryland beginning in June and July 2004 and for New Jersey
beginning in June 2004, and less customer migration primarily in D.C., (ii) $45.1 million higher
costs due to the increased cost of electricity supply under the Amended Setilement Agreement
and Release with Mirant, effective October 2003, and (iii) a $30.2 million increase for gas
commodity purchases, partially offset by (iv) $43.0 million related to the DMEC 2003 contract
expiration, and (v) a $14.5 million reserve recorded in September 2003 to reflect a potential
exposure related to a pre-petition receivable from Mirant for which Pepco filed a creditor's claim
in the bankruptcy proceedings.

Competitive Energy Businesses
Conectiv Energy

The following table categorizes Conectiv Energy's Fuel and Purchased Energy and Other
Services Cost of Sales into major profit centers.

2004 2003  Change
Merchant Generation $ 444.3 $ 356.5 $ 878
Full Requirements Load Service 933.1 1,591.9 (658.8)
Other Power, Oil & Gas Marketing Services 753.5 747.7 5.8
Total Conectiv Energy Fuel and Purchased
Energy and Other Services Cost of Sales $2,130.9 $2,696.1  $(565.2)
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Totals presented include $245.4 million and $161.1 million of affiliate transactions for 2004
and 2003, respectively.

The impact of Fuel and Purchased Energy and Other Services Cost of Sales changes for
Conectiv Energy's component of the Competitive Energy business is detailed within the
discussion below under the heading "Conectiv Energy Gross Margin."

Conectiv Energy Gross Margin

Management believes that gross margin is a better comparative measurement of the primary
activities of Conectiv Energy than Revenue and Fuel and Purchased Energy by themselves.
Gross margin is a more stable comparative measurement and it is used extensively by
management in internal reporting. The following is a summary of gross margins by activity
type (Millions of doilars):

December 31,
2004 2003
Megawatt Hour Supply (Megawatt Hours)
Merchant Generation output sold into market 5,161,682 5,261,878
Operating Revenue:
Merchant Generation $ 684.5 $ 540.2
Full Requirements Load Service 960.2 1,630.3
Other Power, Oil, and Gas Marketing 765.1 687.0
Total Operating Revenue $2,409.8 $2,857.5
Cost of Sales:
Merchant Generation $ 4443 $ 356.5
Full Requirements Load Service 933.1 1,591.9
Other Power, Oil, and Gas Marketing 753.5 747.7
Total Cost of Sales $2,130.9 $2,696.1
Gross Margin:
Merchant Generation $ 2402 $ 183.7
Full Requirements Load Service 27.1 384
Other Power, Oil and Gas Marketing 11.6 (60.7)
Total Gross Margin $ 278.9 $ 1614

The higher Generation gross margin in 2004 was due to the addition of new more efficient
combined cycle generation at Bethlehem (which lowered fuel cost and increased Mwhs sold),
unit flexibility (which increased margin by providing quick standard controls over unit running
time), increased fuel switching (which generated fuel savings) and nuclear unit outages during
the 4° quarter of 2004 (which increased output and price for power in eastern PJM). The higher
margins were partially offset by cooler than normal summer weather which resulted in lower
unit output in 2004, Conectiv Energy's power plants achieved a substantial portion of the
increase ($18.9 million) during the month of December 2004 due to unplanned nuclear outages
in the region.

The lower Full Requirements Load Service gross margin resulted from the termination of
various full requirements load contracts and related power hedges in 2003 which contained
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favorable margins. This was partially offset by higher POLR rates in 2004 and lower cost of
sales.

Other Power, Oil and Gas Marketing margins increased primarily because 2003 results
included proprietary trading losses totaling $44 million. In addition, 2004 contained a
substantial coal contract gain.

Pepco Energy Services

The following table presents Pepco Energy Services' Fuel and Purchased Energy and Other
Services cost of sales.

2004 2003 Change
Pepco Energy Services $ 1,064.4 $1,033.1  § 313

The increase in Pepco Energy Services' fuel and purchased energy and other services cost of
sales of $31.3 million resulted from higher volumes of electricity purchased in 2004 to serve
customers, partially offset by a decrease in volumes of natural gas purchased in 2004 to serve
customers.

Other Operation and Maintenance

PHI's other operation and maintenance increased by $25.2 million to $796.6 million 1 2004
from $771.4 million in 2003 primarily due to (i) $12.1 million of customer requested work (offset
in Other Electric Revenue), (ii) $10.6 million higher electric system operation and maintenance
costs, (iii) $9.4 million in Sarbanes-Oxley external compliance costs, and (iv) $12.8 million in
severance costs, partially offset by (v} $10.6 million incremental storm costs primarily related to
Hurricane Isabel in September 2003,

Depreciation and Amortization

PHI's depreciation and amortization expenses increased by $18.4 million to $440.5 million in
2004 from $422.1 million in 2003 primarily due to a $17.0 million increase attributable to the
Power Delivery business resulting from (i) a $12.8 million increase for amortization of New
Jersey bondable transition property as a resuli of additional transitional bonds issued in December
2003, (ii) $3.8 million for the amortization of the New Jersey deferred service costs balance
which began in August 2003, and (iii) a $2.4 million increase for amortization of a regulatory tax
asset related to New Jersey stranded costs. Additionally, depreciation expense attributable to the
Competitive Energy business increased by $5.9 million from 2003 due to a full year of
depreciation expense during 2004 at Conectiv Energy's Bethlehem facility.

Other Taxes

Other taxes increased by $39.2 million to $311.4 million in 2004 from $272.2 million in 2003.
This increase primarily resulted from a $30.1 million increase attributable to the Power Delivery
business due to higher county surcharge pass-throughs of $33.9 million and $3.6 million higher
gross receipts/delivery taxes (offset in Regulated T&D Electric Revenue).
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Deferred Electric Service Costs

Deferred Electric Service Costs (DESC), which relates only to ACE, increased by $43.3 million
to $36.3 million in 2004 from a $7.0 million operating expense credit in 2003. At December 31,
2004, DESC represents the net expense or over-recovery associated with New Jersey NUGs, MTC
and other restructuring items. A key driver of the $43.3 million change was $27.5 million for the
New Jersey deferral disallowance from 2003. ACE's rates for the recovery of these costs are reset
annually and the rates will vary from year to year. On ACE's balance sheet, regulatory assets
include an under-recovery of $97.4 million as of December 31, 2004. This amount is net of a $46.1
million write-off on previously disallowed items under appeal.

Impairment Losses

The impairment losses recorded by PHI in 2003 consist of an impairment charge of $53.3
million from the cancellation of a CT contract and an $11.0 million aircraft investments
impairment.

Gain on Sales of Assets

During 2004, PHI recorded $30.0 million in pre-tax gains on the sale of assets compared to a
$68.8 million pre-tax gain in 2003. The 2004 pre-tax gains primarily consist of (i} a $14.7 million
pre-tax gain from the condemnation settlement with the City of Vineland relating to the ACE
transfer of distribution assets and customer accounts, (ii) an $8.3 million pre-tax gain on the sale of
aircraft investments by PCI, and (jii) a $6.6 million pre-tax gain on the sale of land. The $68.8
million pre-tax gain in 2003 represents the gain on the sale of PHI's office building which was
owned by PCI.

Other Income (Expenses)

Other expenses (which are net of other income) decreased $91.9 million to $341.4 million in
2004 from $433.3 million in 2003. The decrease was primarily due to a pre-tax impairment
charge of $102.6 million related to PHI's investment in Starpower in 2003, compared to a pre-tax
impairment charge of $11.2 million related to Starpower that was recorded in 2004.

Preferred Stock Dividend Requirements of Subsidiaries

Preferred Stock Dividend Requirements decreased by $11.1 million to $2.8 million in 2004
from $13.9 million in 2003. Of this decrease, $6.9 million was attributable to SFAS No. 150,
which requires that dividends on Mandatorily Redeemable Serial Preferred Stock declared
subsequent to July 1, 2003 be recorded as interest expense. An additional $4.6 million of the
decrease resulted from lower dividends in 2004 due to the redemption of the Trust Originated
Preferred Securities in 2003.

Income Tax Expense

Pepco Holdings' effective tax rate for 2004 was 39% as compared to the federal statutory rate
of 35%. The major reasons for this difference were state income taxes (net of federal benefit), the
flow-through of certain book/tax depreciation differences, and the settlement with the IRS on
certain non-lease financial assets (which is the primary reason for the higher effective tax rate as
compared to 2003), partially offset by the flow-through of Defeired Investment Tax Credits and
tax benefits related to certain leveraged leases, and the benefit associated with the retroactive

56




PEPCO HOLDINGS
adjustment for the issuance of final consolidated tax return regulations by a taxing authority.

Pepco Holdings' effective tax rate for 2003 was 37% as compared to the federal statutory rate
of 35%. The major reasons for this difference were state income taxes (net of federal benefit) and
the flow-through of certain book/tax depreciation differences, partially offset by the flow-through
of Deferred Investment Tax Credits and tax benefits related to certain leveraged leases.

Extraordinary Item

In July 2003, the NJBPU approved the recovery of $149.5 million of stranded costs related to
ACE's B.L. England generating facility. As a result of the order, ACE reversed $10.0 million of
accruals for the possible disallowances related to these stranded costs. The credit to income of
$5.9 million is classified as an extraordinary gain in the financial statements, since the original
accrual was part of an extraordinary charge in conjunction with the accounting for competitive
restructuring in 1999,

CAPITAL RESOURCES AND LIQUIDITY

This section discusses Pepco Holdings' capital structure, cash flow activity, capital spending
plans and other uses and sources of capital for 2005 and 2004.

Capital Structure

The components of Pepco Holdings' capital structure are shown below as of December 31,
2005 and 2004 in accordance with GAAP. The table also shows the following adjustments to
components of the capital structure made for the reasons discussed in the footnotes to the table:
(1) the exclusion from debt of the Transition Bonds issued by ACE Funding, and (ii) the treatment
of the Variable Rate Demand Bonds (VRDBs) issued by certain of PHI's subsidiaries as long-
term, rather than short-term, debt obligations (Millions of dollars):

2005

Per As
Balance As Adjusted

Sheet Adjustments Adjusted %
Common Shareholders' Equity $ 3,584.1 3 - $3,584.1 41.8%
Prefeired Stock of Subsidiaries (a) 459 - 459 5%
Long-Term Debt 4,202.9 1564 (b) 43593  50.8%
Transition Bonds issued by ACE Funding 4943 (494.3) (o) - -
Long-Term Project Funding 255 - 25.5 3%
Capital Lease Obligations 116.6 - 116.6 1.4%
Capital Lease Obligations due within one year 53 - : 53 1%
Short-Term Debt 156.4 (1564} (b} - -
Current Maturities of Long-Term Debt 469.5 (29.0) (&) 440.5 5.1%
Total $ 9,100.5 $(523.5) $8,577.2 100.0%
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2004

Per As
Balance As Adjusted

Sheet Adjustments Adjusted Yo
Commeon Shareholders' Equity $3,339.0 $ - $3,339.0 38.1%
Preferred Stock of Subsidiaries (a) 549 - 54.9 6%
Long-Term Debt 4362.1 1584 (b) 45205  51.7%

Transition Bonds issued by ACE Funding 5233 (523.3) (c) - -

Long-Term Project Funding 653 - 65.3 T
Capital Lease Obligations 122.1 - 1221 1.4%
Capital Lease Obligations due within one year 49 - 4.9 1%
Short-Term Debt 319.7 (1584) (b) 161.3 1.83%
Current Maturities of Long-Term Debt 516.3 (28.1) (@) 488.2 5.6%
Total $9,307.6 3(551.4) $8,756.2  100.0%

(a} Consists of Serial Preferred Stock and Redeemable Serial Preferred Stock issued by subsidiaries of PHL

)] Inn accordance with GAAFP, the VRDBs are included in shori-term debt on the Balance Sheet of PHI because they are payable on demand
by the holder. However, under the terms of the VRDBs, when demand is made for payment by the holder (specifically, when fhe VRDBs
are submitted for purchase by the holder), the VRDBs are remarketed by a remarketing ageni on a best efforts basis and the remarketing
resets the interes rate at market rates. Due to the creditworthiness of the issuers, PHI expects that any VRDBs submitted for purchase will
be successfully remarketed. Because of these characteristics of the VRDBs, PHI, from a debt management standpoint, views the VRDBs
(which have nominal maturity dates ranging from 2009 to 2031) as Long-Term Debt and, accordingly, the adjustment reduces Short-Term
Debt and increases Long-Term Debt by an amount equal to the principal amount of the VRDBs.

©) Adjusted to exclude Transition Bonds isswed by ACE Funding. Because repayment of the Transition Bonds is funded solely by charges
collzcted from ACE's customers and is not a general obligation of ACE or PHI, PHI excludes the Transition Bonds from capitalization
from a debt management standpoint.

@ Adjusted to exclude the current matoritics of Transition Bonds issued by ACE Funding.

In 2003, PHI established a goal of reducing its total debt and preferred stock outstanding by
$1 billion by the end of 2007 to improve PHI's interest coverage ratios and to achieve a ratio of
consolidated equity to total capitalization (excluding Transition Bonds issued by ACE Funding)
in the mid-40% range. Because the net proceeds of $278 million from a public offering of PHI
common stock in 2004 was not contemplated in the original $1 billion debt reduction plan, PHI
raised its debt reduction goal to $1.3 billion by 2007.

PHI expects to meet its debt reduction goal through a combination of internally generated
cash, equity issuances through the Shareholder Dividend Reinvestment Plan (DRP), and asset
dispositions. (See "Risk Factors" for a description of factors that could cause PHI 1o not meet this
goal.)

The total debt and preferred stock reduction achieved through year end 2005 is $1.14 billion.

Set forth below is a summary of the equity and long-term debt financing activity during 2005
Jor Pepco Holdings and its subsidiaries.

Pepco Holdings issued 1,228,505 shares of common stock under the DRP and various benefit
plans. The proceeds from the issuances were added to PHI's general funds.

Pepco Holdings issned $250 million of floating rate unsecured notes due 2010. The net
proceeds of $248.5 million were used to repay commercial paper issued to fund the redemptions
of Conectiv debt.
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Pepco issued $175 million of 5.40% senior secured notes due 2035. The net proceeds of
$172.8 million, plus additional funds, were used to pay at maturity and redeem higher interest
rate securities of $175 million.

DPL issued $100 million of unsecured notes due in 2015. The net proceeds of $98.9 million,
plus additional funds, were used to redeem higher interest rate securities of $100 million.

Proceeds from Sale of Claims with Mirant

In December 2005, Pepco received proceeds of $112.9 million for the sale of the Pepco TPA
Claim and the Pepco asbestos claim against the Mirant bankruptcy estate. After customer
sharing, Pepco recorded a pre-tax gain of $70.5 million related to the settlement of these claims.

Sale of Buzzard Point Property

In August 2005, Pepco sold for $75 million in cash 384,051 square feet of excess non-utility
land owned by Pepco located at Buzzard Point in the District of Columbia. The sale resulted in a
pre-tax gain of $68.1 million which was recorded as a reduction of Operating Expenses in the
Consolidated Statements of Earnings.

Financial Investment Liquidation

In October 2005, PCI received $13.3 million in cash and recorded an after tax gain of $8.9
million related fo the liquidation of a financial investment that was written-off in 2001.

Working Capital

At December 31, 2005, Pepco Holdings' current assets on a consolidated basis totaled $2.2
billion and its current liabilities totaled $2.4 billion. At December 31, 2004, Pepco Holdings'
current assets totaled $1.7 billion and its current liabilities totaled $1.9 billion.

PHI's working capital deficit results in large part from the fact that, in the normal course of
business, PHI's utility subsidiaries acquire energy supplies for their customers before the
supplies are delivered to, metered and billed to customers. Short-term financing is used to meet
liquidity needs. Short-term financing is also used, at times, to fund temporary redemptions of
long-term debt, until long-term replacement financings are completed.

At December 31, 20035, Pepco Holdings' cash and cash equivalents and its restricted cash,
totaled $144.5 million, of which $112.8 million was net cash collateral held by subsidiaries of
PHI engaged in Competitive Energy and Default Electricity Supply activities (none of which
was held as restricted cash). At December 31, 2004, Pepco Holdings' cash and cash equivalents
and its restricted cash totaled $71.5 million, of which $21 million was net cash collateral held by
subsidiaries of PHI engaged in Competitive Energy and Default Electricity Supply activities (of
which $7.6 million was held as restricted cash). See "Capital Requirements -- Contractual
Arrangements with Credit Rating Triggers or Margining Rights" for additional information.
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A detail of PHI's short-term debt balance and its current maturities of long-term debt and
project funding balance follows:

As of December 31, 2005

(Millions of dollars)
FHI ACE Conectiv PHI

Type Parent Bepco DPL ACE  Funding  Energy PES PCI Conectiv  Consolidated
Variable Rate
Demand Bonds $ - $ - S$1048 3226 5 - $- $20.0 5 - 5 - 51564
Floating Rate
Note - - - - - - - -
Commercial Paper - - - - - - - -

Total Short-

Term Debt $ - F - S48 3226 £ - 5 - $29.0 $ - £ - $156.4
Current Maturities
of Long-Term Debt
and Project
Funding $300.0 $50.0 $229 5650 $29.0 ¥- $26 § - 5 - $469.5

As of December 31, 2004
(Millions of dollars)
PHI ACE  Conectiv PHI

Tvpe Parent Pepoo DPL  ACE Funding Pneey PES  PCl  Comectiy Copsolidated
Variable Rate
Demand Bonds 5 - $§ - $1048 5226 5 - $ - £31.0 $ - $ - $158.4
Floating Rate
Note 50.0 - - - - - - - - 50.0
Commercial Paper 78.5 - - 327 - - - - - 111.3

Total Short-

Term Debt $128.6 $ - %1648 3553 5 - $ - $31.0 § - $ - $319.7
Current Maturities
of Long-Term Debt
and Project
Funding $ - s1000 § 27 $40.0 $28.1 $- $55 %600 $280.0 $516.3
Cash Flow Activity

PHI's cash flows for 2005, 2004, and 2003 are summarized below.

Cash Source (Use)
2005 2004 2003
(Millions of dollars)
Operating Activities $986.9 $715.7 $662.4
Investing Activities (333.9) (417.3) (252.7)
Financing Activities (561.0) (359.1) (370.7)
Net change in cash and cash equivalents $92.0 $(60.7) $39.0
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Operating Activities

Cash flows from operating activities are sammarized below for 2005, 2004, and 2003.

Cash Source (Use

2005 2004 2003
(Millions of dollars)
Net Income $371.2 $260.6 $107.3
Non-cash adjustments to net income 156.5 5219 643.8
Changes in working capital 459.2 {66.8) (88.7)
Net cash provided by operating activities $986.9 $715.7 $662.4

Net cash provided by operating activities increased by $271.2 million in 2005 as compared to
2004. A $110.6 million increase in net income in 2005 as compared to 2004 is a result of
improved operating results at PHI's regulated utilities. Other increases in operating activities
include the following: (i) Pepco's receipt of $112.9 million in proceeds in December 2005 for
the sale of the Pepco TPA Claim and the Pepco asbestos claim against the Mirant bankruptcy
estate, (ii) a decrease of approximately $29 million in interest paid on debt obligations in 2005 as
compared to 2004 due to a decrease in outstanding debt, (iii) an increase in power broker
payables in 20035 as a result of higher electricity prices, and {iv) an increase from $21 million to
$112.8 million in the cash collateral held in connection with Competitive Energy activities.

Cash flows from operating activities increased by $53.3 million to $715.7 million in 2004
from $662.4 million in 2003. The $53.3 million increase was largely the resuit of improved
operating results at PHI's Regulated utilities. Regulated T&D Electric experienced 2% growth in
Gwh sales in 2004, and Regulated T&D Revenue increased by $45.6 million primarily due to
customer growth and increased average usage, higher average effective rates, and favorable
warmer weather.

The Power Delivery business produced over 80% of consolidated cash from operations in
20035, 2004 and 2003.

Investing Activities

The most significant items included in cash flows related to investing activities during 2005,
2004, and 2003 are summarized below.

Cash Souree (Use

2005 2004 2003
(Millions of dollars)

Capital expenditures $(467.1) $(5174) $(598.2)
Cash proceeds from sale of:

Starpower investment - 29.0 -

Marketable securities, net - 19.4 156.6

Office building and other properties 84.1 46.4 147.7
All other investing cash flows, net 49.1 5.3 41.2
Net cash used by investing activities $(333.9)  $(d17.3) $(252.7)
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Net cash used by investing activities decreased by $83.4 million in 2005 compared to 2004.
The decrease is primarily due to a $50.3 million decrease in capital expenditures, net proceeds of
$73.7 million received from the sale of non-utility land in 2003, and proceeds of $33.8 million
received by PCI from the sale of an energy investment and from the final liquidation of a
financial investment that was written off in 2001,

In 2004, capital expenditures decreased $80.8 million to $517.4 million from $598.2 million
in 2003. The decrease was primarily due to lower construction expenditures for Conectiv
Energy, offset by an increase in Power Delivery capital requirements o upgrade electric
transmission and distribution systems.

In 2004, PHI sold its 50% interest in Starpower for $29 million in cash. Additionally in 2004,
PCI continued to liquefy its marketable securities portfolio and PHI received proceeds from the
sale of aircraft and land.

In 2003, PCI liquidated its marketable securities portfolio. Additionally, in 2003, PHI
received cash proceeds of $147.7 million from the sale by PCI of an office building known as
Edison Place (which serves as headquarters for PHI and Pepco).

Financing Activities
Cash Source (Use
2005 2004 2003

(Millions of dollars})
Common stock dividends $ (188.9) $ (176.0) $(170.7)
Common stock issuances 33.2 318.0 32.8
Preferred stock redemptions 9.0) (53.3) (197.5)
Long-term debt issuances 532.0 6504 1,136.9
Long-term debt redemptions (755.8) (1,214.7) (692.2)
Short-term debt, net (161.3) 136.3 (452.7)
Other (11.2) {19.8) {27.3)
Net cash used in financing activities $ (561.0) $ (359.1) $(370.7)

Net cash used by financing activities increased by $201.9 million in 2005 as compared to
2004,

Common stock dividend payments were $188.9 million in 2005, $176.0 million in 2004 and
$170.7 million in 2003. The increase in common dividends paid in 2005 and 2004 was due to
the issuance of 14,950,000 shares of common stock in September 2004 and issuances of
1,228,505 and 1,471,936 shares in 2005 and 2004, respectively, of common stock under the
DRP.
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Preferred stock redemptions in 2005 totaled $9.0 million and included the following: (i) in
October 2005, Pepco redeemed 22,795 shares of its $2.44 Series 1957 Serial Preferred Stock at
$1.1 million, 74,103 shares of its $2.46 Series 1958 Serial Preferred Stock at $3.7 million, and
13,148 shares of its $2.28 Series 1965 Serial Preferred Stock at $.7 million, (ii) in August 2005,
ACE redeemed 160 shares of its 4.35% Serial Preferred Stock at $.02 million, and (jii) in
December 2005, DPL redeemed all of the 35,000 shares of its 6.75% Serial Preferred Stock
outstanding at $3.5 million.

In 2005, Pepco Holdings issued $250 million of floating rate unsecured notes due 2010. The
net proceeds, plus additional funds, were used to repay commercial paper issued to fund the
redemption of $300 million of Conectiv debt.

In September 2005, Pepco used the proceeds from the June 2005 issuance of $175 million in
senior secured notes to fund the retirement of $100 million in first mortgage bonds at maturity as
well as the redemption of $75 million in first mortgage bonds prior to maturity.

In 2005, DPL issued $100 million of unsecured notes due 2015 to redeem $100 million of
higher rate securities.

In December 2005, Pepco paid down $50 million of its $100 million bank loan due December
2006.

Tn 2005, ACE retired at maturity $40 million of medium-term notes.
In 2005, PCI redeemed $60 million of Medium-Term Notes.

Described above are $525 million of the $532 million total 2005 long-term debt issuances and
$725 million of the $755.8 million total 2005 long-term debi redemptions.

As a result of the 2004 common stock issuance, Pepco Holdings received $278.5 million of
proceeds, net of issuance costs of $10.3 million. The proceeds in combination with short-term
debt were used fo prepay in its entirety the $335 million Conectiv Bethlehem term loan.

In 2004, Pepco redeemed all of the 900,000 shares of $3.40 series mandatorily redeemable
preferred stock then outstanding for $45 million, and 165,902 shares of $2.28 series preferred
stock for $8.3 million.

In 2004, Pepco Holdings redeemed $200 million of variable rate notes at maturity.
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In 2004, Pepco issued $275 million of secured senior notes with maturities of 10 and 30
years, the net proceeds of which were used to redeem higher interest rate securities of $210
million and to repay short-term debt. Pepco borrowed $100 million under a bank loan due in
2006, and proceeds were used to redeem mandatorily redeemable preferred stock and repay
short-term debt. DPL issued $100 million of unsecured notes that mature in 2014, the net
proceeds of which were used to redeem trust preferred securities and repay short-term debt.
ACE issued $54.7 million of insured auction rate tax-exempt securities and $120 million of
secured senior notes which mature in 2029 and 2034, respectively; the net proceeds of $173.2
million were used to redeem higher interest rate securities. Conectiv redeemed $50 million of
Medium-Term Notes, and PCI redeemed $86 million of Medium-Term Notes inn 2004. In 2004,
redemptions of mandatorily redeemable trust preferred securities included $70 million for DPL
and $25 million for ACE.

Described above are $649.7 million of the $650.4 million total 2004 long-term debt issuances
and $1,149.2 million of the $1,214.7 million total 2004 long-term debt redemptions.

In 2003, Pepco Holdings issued $700 million of unsecured long-term debt with maturities
ranging from 1 year to 7 years, the net proceeds of which were used to repay short-term debt.
Pepco issued $200 million of secured senior notes, and proceeds were used to refinance $125
million trust preferred securities and repay short-term debt. Pepco redeemed $50 million of First
Mortgage Bonds at maturity, $140 million of First Mortgage Bonds, and $15 million of
Medium-Term Notes during 2003. DPL issued $33.2 miliion of tax-exempt bonds having
maturities ranging from 5 to 35 years, the net proceeds of which were used to refinance higher
interest debt of $33 million. DPL also redeemed $85 million of First Mortgage Bonds at
maturity and $32 million of higher interest rate securities. ACE redeemed $40 million of First
Mortgage Bonds and $30 million Medium-Term Notes at maturity, and redeemed $58 million of
higher interest rate securities. ACE Funding issued $152 million of Transition Bonds with
maturities ranging from 8 to 17 years, the net proceeds of which were used to recover the
stranded costs associated with an ACE generation asset and transaction costs. PCI redeemed
$141 million of Medium-Term Notes in 2003. Conectiv redeemed $50 million of Medium-Term
Notes. Also, in 2003, redemptions of mandatorily redeemable trust preferred securities included
$125 million for Pepco, and $70 million for ACE.

Described above are $1,085.2 million of the $1,136.9 million total 2003 long-term debt
issuances and $647 million of the $692.2 million total 2003 long-term debt redemptions.

Subsequeht Financing

On February 9, 2006, certain institutional buyers tentatively agreed to purchase in a private
placement $105 million of ACE's senior notes having an interest rate of 5.80% and a term of 30
years. The execution of a definitive purchase agreement and closing is expected on or about
March 15, 2006. The proceeds from the notes would be used to repay outstanding commercial
paper issued by ACE to fund the payment at maturity of $1¢3 million in principal amount of
various issues of medium-term notes.

On March 1, 2006, Pepco redeemed all outstanding shares of its Serial Preferred Stock of
each series, at 102% of par, for an aggregate redemption amount of $21.9 million.
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Capital Requirements

Construction Expenditures

Pepco Holdings' construction expenditures for the year ended December 31, 2005 totaled
$467.1 million of which $432.1 million was related to the Power Delivery businesses and the
remainder related to Conectiv Energy and Pepco Energy Services.

For the five-year period 2006 through 2010, approximate construction expenditures are
projected as follows:

For the Year
2006 2007 2008 2009 2010 Total
Total $571 $505 $500 $480 $492 $2,548
Power Delivery related $535 $477 $470 $454 $469  $2,405

These amounts include estimated costs for environmental compliance by PHI's subsidiaries.
See Item 1 "Business - Environmental Matters." Pepco Holdings expecis to fund these
expenditures through internally generated cash from the Power Delivery businesses.

Dividends

Pepco Holdings' annual dividend rate on its common stock is determined by the Board of
Directors on a quarterly basis and takes into consideration, among other factors, current and
possible future developments that may affect PHI's income and cash flows. PHI's Board of
Directors declared quarterly dividends of 25 cents per share of common stock payable on
March 31, 2005, June 30, 2005, September 30, 2005 and December 31, 2005.

On January 26, 2006, Pepco Holdings declared a dividend on common stock of 26 cents per
share payable March 31, 2006, to shareholders of record March 10, 2006.

PHI generates no operating income of its own. Accordingly, its ability to pay dividends to its
shareholders depends on dividends received from its subsidiaries. In addition to their future
financial performance, the ability of PHI's direct and indirect subsidiaries to pay dividends is
subject to limits imposed by: (i) state corporate and regulatory laws, which impose limitations on
the funds that can be used to pay dividends and, in the case of regulatory laws, as applicable,
may require the prior approval of the relevant utility regulatory commissions before dividends
can be paid, (ii) the prior rights of holders of existing and future preferred stock, mortgage bonds
and other long-term debt issued by the subsidiaries, and any other restrictions imposed in
connection with the incurrence of liabilities, and (iii) certain provisions of the charters of Pepco,
DPL and ACE, which impose restrictions on the payment of common stock dividends for the
benefit of preferred stockholders.

Pepco's articles of incorporation and DPL's certificate and articles of incorporation each
contain provisions restricting the amount of dividends that can be paid on common stock when
preferred stock is outstanding if the applicable company's capitalization ratio is less than 25%.
For this purpose, the capitalization ratio is equal to (i} common stock capital plus surplus,
divided by (ii) total capital (including long-term debt) plus surplus. In addition, DPL's certificate

65




PEPCO HOLDINGS

and articles of incorporation and ACE's certificate of incorporation each provide that, if
preferred stock is outstanding, no dividends may be paid on common stock if, after payment, the
applicable company's common stock capital plus surplus would be less than the involuntary
liquidation value of the outstanding preferred stock. Pepco has no shares of preferred stock
outstanding. Currently, the restriction in the ACE charter does not limit its ability to pay
dividends.

Pension Funding

Pepco Holdings has a noncontributory retirement plan (the Retirement Plan) that covers
substantially all employees of Pepco, DPL and ACE and certain employees of other Pepco
Holdings' subsidiaries.

As of the 2005 valuation, the Retirement Plan satisfied the minimum funding requirements of
the Employment Retirement Income Security Act of 1974 (ERISA) without requiring any
additional funding. However, PHT's funding policy with regard to the Retirement Plan is to
maintain a funding level in excess of 100% of its accumulated benefit obligation (ABO). In
2005 and 2004, PHI made discretionary tax-deductible cash contributions to the Retirement Plan
in accordance with its funding policy as described below.

In 2005, the ABO for the Retirement Plan increased over 2004, due to the accrual of an
additional year of service for participants and a decrease in the discount rate used to value the
ABO obligation. The change in the discount rate reflected the continued decline in long-term
interest rates in 2005. The Retirement Plan assets achieved returns in 2005 below the 8.50%
level assumed in the valuation. As a result of the combination of these factors, in December
2005 PHI contributed $60 million (all of which was funded by ACE) to the Retirement Plan.
The contribution was made to ensure that under reasonable assumptions, the funding level at
year end would be in excess of 100% of the ABO. In 2004, PHI contributed a total of $10
million (all of which was funded by Pepco) to the Retirement Plan. Assuming no changes to the
current pension plan assumptions, PHI projects no funding will be required under ERISA in
2006; however, PHI may elect to make a discretionary tax-deductible contribution, if required to
maintain its assets in excess of ABO for the Retirement Plan.
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Contractual Obligations And Commercial Commitments

Summary information about Pepco Holdings' consolidated contractual obligations and
commercial commitments at December 31, 2005, is as follows:

Contractual Maturity
Less than 1-3 3-5 After
Obligation Total 1 Year Years Years 5 Years
(Millions of dollars)
Variable rate demand bonds $ 1564 $ 1564 § - % - 8 -
Long-term debt 5,170.3 467.1 1,178.4 614.1 2,910.7
Interest payments on debt 2,787.9 280.1 468.6 384.7 1,654.5
Capital leases 213.9 15.8 309 304 136.8
Operating leases 561.0 383 772 78.0 367.5
Non-derivative fuel and
purchase power contracts {a) 7,406.8 1,823.7 1,705.0 754.3 3,123.8
Total $16,296.3 $2,781.4 $3,460.1 $1,861.5  $8,193.3

(a) Excludes the PPA Related Obligations that are part of the back-to-back agreement that
was entered into with Mirant (See "Relationship with Mirant Corporation" for additional
information) and excludes ACE's BGS load supply.

Third Party Guarantees, Indemnifications and Off-Balance Sheet Arrangements

Pepco Holdings and certain of its subsidiaries have various financial and performance
guarantees and indemnification obligations which are entered into in the normal course of
business to facilitate commercial transactions with third parties as discussed below.

As of December 31, 2005, Pepco Holdings and its subsidiaries were parties to a variety of
agreements pursuant o which they were guarantors for standby letters of credit, performance
residual value, and other commitments and obligations. The fair value of these commitments
and obligations was not required to be recorded in Pepco Holdings' Consolidated Balance
Sheets; however, certain energy marketing obligations of Conectiv Energy were recorded. The
commitments and obligations, in millions of dollars, were as follows:

Guarantor
PHI DPL ACE Other Total
Energy marketing obligations of Conectiv Energy (1) $ 1675 § - $ - 5 - § 167.5
Energy procurement obligations of Pepco Energy Services (1) 134 - - - 13.4
Guaranteed lease residual values (2) - b 33 3.2 - 71
Other (3) 18.3 - - 24 20.7
Total $ 1998 § 3.3 5 32 $ 24 $ 208.7

1. Pepco Holdings has contractual commitments for performance and related payments of Conectiv Encrgy
and Pepco Energy Services to counterparties related to routine energy sales and procurement obligations,
including requirements under BGS contracts entered into with ACE.

2. Subsidiaries of Pepco Holdings have gharanteed residual values in excess of fair value related to certain
equipment and fleet vehicles held through lease agreements. As of December 31, 2005, obligations
under the guarantees were approximately $7.1 million. Assets leased under agreements subject to
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residual value guarantees are typically for periods ranging from 2 years to 10 years. Historically,
payments under the guarantees have not been made by the guarantor as, under normal conditions, the
contract runs to full term at which time the residual value is minimal. As such, Pepco Holdings believes
the likelihood of payment being required under the gnarantee is remote.

3. Other guarantees consist of*

. Pepco Holdings has guaranteed payment of a bond issued by a subsidiary of $14.9 million.
Pepeo Holdings does not expect to fund the full amount of the exposure under the gnarantee.

. Pepco Holdings has guaranteed a subsidiary building lease of $3.4 million. Pepco Holdings
does not expect to fund the full amount of the exposure under the guarantee.

. PCI has guaranteed facility rental obligations related to contracts entered into by Starpower. As
of December 31, 2005, the guarantees cover the remaining $2.4 million in rental obligations.

Pepco Holdings and certain of its subsidiaries have entered into various indemmification
agreements related to purchase and sale agreements and other types of contractual agreements
with vendors and other third parties. These indemnification agreements typically cover
environmental, tax, litigation and other matters, as well as breaches of representations,
warranties and covenants set forth in these agreements. Typically, claims may be made by third
parties under these indemnification agreements over various periods of time depending on the
nature of the claim. The maximum potential exposure under these indemnification agreements
can range from a specified dollar amount to an unlimited amount depending on the nature of the
claim and the particular transaction. The total maximum potential amount of future payments
under these indemnification agreements is not estimable due to several factors, including
uncertainty as to whether or when claims may be made under these indemnities.
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Energy Contract Net Asset Activity

The following table provides detail on changes in net asset or liability position of the
Competitive Energy business with respect to energy commodity contracts from one period to the
next:

Roll-forward of Mark-to-Market Energy Contract Net Assets
For the Year Ended December 31, 2005
{Dollars are pre-tax and in millions)

Proprietary  Other Energy

Trading {1} Commodity {2) Total
Total Marked-to-Market (MTM) Energy Contract Net Assets

at December 31, 2004 $ .9 $ 257 $ 26.6
Total change in unrealized fair value excluding

reclassification to realized at settlement of contracts N 36.2 36.3
Reclassification to realized at settlement of contracts (1.0) (124.6) (125.6)
Effective portion of changes in fair value - recorded

in Other Comprehensive Income (OCI) - 121.9 1219
Ineffective portion of changes in fair value -

recorded in earnings - 3 3

Changes in valuation techniques and assumptions - -

Purchase/sale of existing contracts or portfolios
subject to MTM - 4 4

$ 509 $ 59.9

Total MTM Energy Contract Net Assets at December 31, 2005 $ -

Detail of MTM Energy Contract Net Assets at December 31, 2005 (see abo#e) Total

Current Assets {other current assets) $173.3

Noncurrent Assets (other assets) 65.1

Total MTM Energy Assets 2384

Current Liabilities (other current liabilities) (114.2)

Noncurrent Liabilities (other liabilities) (64.3)

Total MTM Energy Contract Liabilities (178.9)

Total MTM Energy Contract Net Assets $ 5909

Notes:

(1) Includes all contracts held for proprietary trading since the discontinuation of that activity in
2003.

(2) Includes all SFAS No. 133 hedge activity and non-proprietary trading activities marked-to-
market through earnings.
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The following table provides the source of fair value information (exchange-traded, provided
by other external sources, or modeled internally) used to determine the carrying amount of the
Competitive Energy business' total mark-to-market energy contract net assets. The table also
provides the maturity, by year, of the Competitive Energy business' mark-to-market energy
contract net assets, which indicates when the amounts will settle and either generate cash for, or
require payment of cash by, PHI.

PHI uses its best estimates to determine the fair value of the commodity and derivative
contracts that its Competitive Energy business hold and sell. The fair values in each category
presented below reflect forward prices and volatility factors as of December 31, 2005 and are
subject to change as a result of changes in these factors:

Maturity and Source of Fair Value of Mark-to-Market
Energy Contract Net Assets
As of December 31, 2005
(Dollars are pre-tax and in millions)

Fair Value of Contracts at December 31, 2005

— Marities
Source of Fair Value Total
2009 and  Fair
2006 2007 2008 Beyond  Value

Proprietarv Trading |
Actively Quoted (i.e., exchange-traded) prices $ - $ - $ - $ - $ -
Prices provided by other external sources - - - - -
Modeled - - - - -

Total 3 - $ - $ - $ - $ -
Other Energy Commodity, net (1)
Actively Quoted (i.e., exchange-traded) prices $384 $45.5 $9.9 34 51442
Prices provided by other external sources (2) (68.6) (52.1) (1.9 1.0y (123.6)
Modeled (3} 393 - - - 393

Total $59.1 $(6.6) $ 8.0 $(6) % 509
Notes:
(1) Includes all SFAS No. 133 hedge activity and non-proprietary trading activities marked-to-market

through AOCI or on the Statement of Earnings, as required.
2) Prices provided by other external sources reflect information obtained from over-the-counter brokers,
industry services, or multiple-party on-line platforms.

(3) The modeled hedge position is a power swap for 50% of the POLR obligation in the DPL territory. The

model is used to approximate the forward load quantities. Pricing is derived from the broker market.
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Contractual Arrangements with Credit Rating Triggers or Margining Rights

Under certain contractual arrangements entered into by PHI's subsidiaries in connection with
competitive energy and other transactions, the subsidiary may be required to provide cash
collateral or letters of credit as security for its contractual obligations if the credit ratings of the
subsidiary are downgraded one or more levels. In the event of a downgrade, the amount
required to be posted would depend on the amount of the underlying contractual obligation
existing at the time of the downgrade. As of December 31, 2005, a one-level downgrade in the
credit rating of PHI and all of its affected subsidiaries would have required PHI and such
subsidiaries to provide aggregate cash collateral or letters of credit of up to approximately $181
million. An additional approximately $328 million of aggregate cash collateral or letters of
credit would have been required in the event of subsequent downgrades to below investment
grade. PHI believes that it and its utility subsidiaries maintain adequate short-term funding
sources in the event the additional collateral or letters of credit are required. See "Sources of
Capital -- Short-Term Funding Sources."

Many of the contractual arrangements entered into by PHI's subsidiaries in connection with
competitive energy activities include margining rights pursuant to which the PHI subsidiary or a
counterparty may request collateral if the market value of the contractual obligations reaches
levels in excess of the credit thresholds established in the applicable arrangements. Pursuant to
these margining rights, the affected PHI subsidiary may receive, or be required to post, collateral
due to energy price movements. As of December 31, 2005, Pepco Holdings' subsidiaries
engaged in competitive energy activities and default supply activities were in receipt of (anet
holder of) cash collateral in the amount of $112.8 million in connection with their competitive
energy activities.

Environmental Remediation Obligations

PHI's accrued liabilities as of December 31, 2005 include approximately $22.3 million, of
which $5.6 million is expected to be incurred in 2006, for potential cleanup and other costs
related to sites at which an operating subsidiary is a PRP, is alleged to be a third-party
contributor, or has made a decision to clean up contamination on its own property. For
information regarding projected expenditures for environmental control facilities, se¢ Item 1
"Business — Environmental Matters." The principal environmental remediation obligations as of
December 31, 2005, were:

e  $6.8 million, of which $1.0 million is expected to be incurred in 2006, payable by DPL
in accordance with a consent agreement reached with DNREC during 2001, for
remediation, site restoration, natural resource damage compensatory projects and other
costs associated with environmental contamination that resulted from an oil release at the
Indian River power plant. That plant was sold on June 22, 2001.

»  ACE's entry into a sale agreement in 2000 (which was subsequently terminated) for the
B.L. England and Deepwater generating facilities (ACE transferred the Deepwater
generating facility to Conectiv Energy on February 29, 2004) triggered the applicability
of the New Jersey Industrial Site Recovery Act requiring remediation at these facilities.
When the prospective purchaser of these generating facilities terminated the agreement
of sale in accordance with the agreement's termination provisions, ACE decided to
continue the environmental investigation process at these facilities. ACE and Conectiv
Energy are continuing the investigation with oversight from NJDEP. ACE anticipates
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that it will incur approximately $2.2 million in environmental remediation costs, of
which $860,000 is expected to be incurred in 2006, associated with the B.L. England
generating facility. Conectiv Energy anticipates that it will incur approximately $6.0
million in environmental remediation costs, of which $690,000 is expected to be incurred
in 2006, associated with the Deepwater generating facility.

o  Asaresult of a December 7, 2003 oil spill at the B.L. England generating facility,
$811,000 was accrued in December 2003 for estimated clean up, remediation,
restoration, and potential NJDEP natural resources damage assessments. As of
December 31, 2005, ACE has spent $611,000 for clean up, remediation, and restoration.
The remaining liability of $200,000 is anticipated to cover future restoration efforts to be
monitored for three years ending in May 2007. The NJDEP natural resource damage
assessments, if any, have not been determined at this time.

¢  DPL expects to incur costs of approximately $2.6 million in connection with a site
located in Wilmington, Delaware, to remediate residvual material from the historical
operation of a manufactured gas plant. Approximately $2.0 million is expected to be
incurred in 2006.

s Pepco expects to incur approximately $1.3 million for long-term monitoring in
connection with a pipeline oil release, of which $140,000 is expected to be incurred in
2006.

Sources Of Capital

Pepco Holdings' sources to meet its long-term funding needs, such as capital expenditures,
dividends, and new investments, and its short-term funding needs, such as working capital and
the temporary funding of long-term funding needs, include internally generated funds, securities
issuances and bank financing under new or existing facilities. PHI's ability to generate funds
from its operations and to access capital and credit markets is subject to risks and uncertainties.
See "Risk Factors" for a discussion of important factors that may impact these sources of capital.

Internally Generated Cash

The primary source of Pepco Holdings' internally generated funds is the cash flow generated
by its regulated utility subsidiaries in the Power Delivery business. Additional sources of funds
include cash flow generated from its non-regulated subsidiaries and the sale of non-core assets.

Short-Term Funding Sources

Pepco Holdings and its regulated utility subsidiaries have traditionally used a number of
sources to fulfill short-term funding needs, such as commercial paper, short-term notes and bank
lines of credit. Proceeds from short-term borrowings are used primarily to meet working capital
needs but may also be used to fund temporarily long-term capital requirements.

Pepco Holdings maintains an ongoing commercial paper program of up to $700 million.
Pepco, DPL, and ACE have ongoing commercial paper programs of up to $300 million, up to
$275 million, and up to $250 million, respectively. The commercial paper can be issued with
maturities up to 270 days from the date of issne. The commercial paper programs of PHI,
Pepco, DPL, and ACE are backed by a $1.2 billion credit facility.
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Long-Term Funding Sources.

The sources of long-term funding for PHI and its subsidiaries are the issuance of debt and
equity securities and borrowing under long-term credit agreements. Proceeds from long-term
financings are used primarily to fund long-term capital requirements, such as capital
expenditures and new investments, and to repay or refinance existing indebtedness.

PUHCA Restrictions

Because Pepco Holdings is a public utility holding company that was registered under the
Public Utility Holding Company Act of 1935 (PUHCA 1935), it was required to obtain
Securities and Exchange Commission (SEC) approval to issue securities. PUHCA 1935 also
prohibited Pepco Holdings from borrowing from its subsidiaries. Under an SEC Financing
Order dated June 30, 2005 (the Financing Order), Pepco Holdings is authorized to issue equity,
preferred securities and debt securities in an aggregate amount not to exceed $6 billion through
an authorization period ending June 30, 2008, subject to a ceiling on the effective cost of these
funds. Pepco Holdings is also authorized to enter into guarantees to third parties or otherwise
provide credit support with respect to obligations of its subsidiaries of up to $3.5 billion. Of this
amount, only $1.75 billion may be on behalf of subsidiaries engaged in energy marketing
activities. As permitted under FERC regulations promulgated under the newly effective Public
Utility Holding Company Act of 2005 (PUHCA 2005), Pepco Holdings will give notice to
FERC that it will continue to operate pursuant to the authority granted in the Financing Order
until further notice.

Under the Financing Order, Pepco Holdings is limited to issuing no more than an aggregate
of 20 million shares of common stock under the DRP and employee benefit plans during the
period ending June 30, 2008.

The Financing Order requires that, in order to issue debt or equity securities, including
commercial paper, Pepco Holdings must maintain a ratio of common stock equity to total
capitalization (consisting of common stock, preferred stock, if any, long-term debt and short-
term debt for this purpose) of at least 30 percent. At December 31, 2005, Pepco Holdings'
common equity ratio for purposes of the Financing Order was 40.1 percent. The Financing
Order also requires that all rated securities issued by Pepco Holdings be rated "investment
grade" by at least one nationally recognized rating agency. Accordingly, if Pepco Holdings'
common equity ratio were less than 30 percent or if no nationally recognized rating agency rated
a security investment grade, Pepco Holdings could not issue the security without first obtaining
an amendment to the Financing Order from FERC.

If an amendment to the Financing Order or other FERC authority pursnant to the Federal
Power Act or FERC regulations is required to enable Pepco Holdings or any of its subsidiaries to
effect a financing, there is no certainty that such an amendment or authority could be obiained
nor certainty as to the timing of FERC action.

The foregoing financing limitations also generally apply to Pepco, DPL, ACE and certain
other Pepco Holdings' subsidiaries.
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Money Pool

Under the Financing Order, Pepco Holdings has received SEC authorization under PUHCA
1935, which will continue until June 30, 2008 under PUHCA 2005, to establish the Pepco
Holdings system money pool. The money pool is a cash management mechanism used by Pepco
Holdings to manage the short-term investment and borrowing requirements of the PHI
subsidiaries that participate in the money pool. Pepco Holdings may invest in but not borrow
from the money pool. Eligible subsidiaries with surplus cash may deposit those funds in the
money pool. Deposits in the money pool are gnaranteed by Pepco Holdings. Eligible
subsidiaries with cash requirements may borrow from the money pool. Borrowings from the
money pool are unsecured. Depositors in the money pool receive, and borrowers from the
money pool pay, an interest rate based primarily on Pepco Holdings' short-term borrowing rate.
Pepco Holdings deposits funds in the money pool to the extent that the pool has insufficient
funds to meet the borrowing needs of its participants, which may require Pepco Holdings to
borrow funds for deposit from external sources. Consequently, Pepco Holdings' external
borrowing requirements fluctnate based on the amount of funds required to be deposited in the
money pool.

REGULATORY AND OTHER MATTERS
Relationship with Mirant Corporation

In 2000, Pepco sold substantially all of its electricity generation assets to Mirant Corporation,
formerly Southern Energy, Inc. As part of the Asset Purchase and Sale Agreement, Pepco
entered into several ongoing contractual arrangements with Mirant Corporation and certain of its
subsidiaries. In July 2003, Mirant Corporation and most of its subsidiaries filed a voluntary
petition for reorganization under Chapter 11 of the U.S. Bankruptcy Code in the U.S.
Bankruptcy Court for the Northern District of Texas (the Bankruptcy Court). On December 9,
2005, the Bankruptcy Court approved Mirant's Plan of Reorganization (the Reorganization Plan)
and the Mirant business emerged from bankruptcy on January 3, 2006 (the Bankruptcy
Emergence Date), in the form of a new corporation of the same name (together with its
predecessors, Mirant). However, as discussed below, the Reorganization Plan did not resolve all
of the outstanding matters between Pepco and Mirant relating to the Mirant bankruptcy and the
litigation between Pepco and Mirant over these matters is ongoing.

Depending on the outcome of ongoing litigation, the Mirant bankruptcy could have a material
adverse effect on the results of operations and cash flows of Pepco Holdings and Pepco.
However, management believes that Pepco Holdings and Pepco currently have sufficient cash,
cash flow and borrowing capacity under their credit facilities and in the capital markets to be
able to satisfy any additional cash requirements that may arise due to the Mirant bankruptcy.
Accordingly, management does not anticipate that the Mirant bankruptcy will impair the ability
of either Pepco Holdings or Pepco to fulfill its contractual obligations or to fund projected
capital expenditures. On this basis, management currently does not believe that the Mirant
bankruptcy will have a material adverse effect on the financial condition of either company.
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Transition Power Agreements

As part of the Asset Purchase and Sale Agreement, Pepco and Mirant entered into Transition
Power Agreements for Maryland and the District of Columbia, respectively (collectively, the
TPAs). Under the TPAs, Mirant was obligated to supply Pepco with all of the capacity and
energy needed to fulfill Pepco's SOS obligations during the rate cap periods in each jurisdiction
immediately following deregulation, which in Maryland extended through June 2004 and in the
District of Columbia extended until January 22, 2005.

To avoid the potential rejection of the TPAs by Mirant in the bankruptcy proceeding, Pepco
and Mirant in October 2003 entered into an Amended Settlement Agreement and Release (the
Settlement Agreement) pursuant to which the terms of the TPAs were modified to increase the
purchase price of the capacity and energy supplied by Mirant. In exchange, the Settlement
Agreement provided Pepco with an allowed, pre-petition general unsecured claim against Mirant
Corporation in the amount of $105 million (the Pepco TPA Claim).

On December 22, 2005, Pepco completed the sale of the Pepco TPA Claim, plus the right to
receive accrued interest thereon, to Deutsche Bank for a cash payment of $112.4 million.
Additionally, Pepco received $0.5 million in proceeds from Mirant in settlement of an asbestos
claim against the Mirant bankruptcy estate. Pepco Holdings and Pepco recognized a total gain
of $70.5 million (pre-tax) related to the settlement of these claims. Based on the regulatory
settlements entered into in connection with deregulation in Maryland and the District of
Columbia, Pepco is obligated to share with its customers the profits it realizes from the
provision of SOS during the rate cap periods. The proceeds of the sale of the Pepco TPA Claim
will be included in the calculations of the amounts required to be shared with custormers in both
jurisdictions. Based on the applicable sharing formulas in the respective jurisdictions, Pepco
anticipates that customers will receive (through billing credits) approximately $42.3 million of
the proceeds over a 12-month period beginning in March 2006 (subject to DCPSC and MPSC
approvals).

Power Purchase Agreements

Under agreements with FirstEnergy Corp., formerly Ohio Edison (FirstEnergy), and
Allegheny Energy, Inc., both entered into in 1987, Pepco was obligated to purchase 450
megawatts of capacity and energy from FirstEnergy annually through December 2003 (the
FirstEnergy PPA). Under the Panda PPA, entered into in 1991, Pepco is obligated to purchase
230 megawatts of capacity and energy from Panda annually through 2021. At the time of the
sale of Pepco's generation assets to Mirant, the purchase price of the energy and capacity under
the PPAs was, and since that time has continued to be, substantially in excess of the market
price. As a part of the Asset Purchase and Sale Agreement, Pepco entered into a "back-to-back”
arrangement with Mirant. Under this arrangement, Mirant (i) was obligated, through December
2005, to purchase from Pepco the capacity and energy that Pepco was obligated to purchase
under the FirstEnergy PPA at a price equal to Pepco's purchase price from FirstEnergy, and
(ii) is obligated through 2021 to purchase from Pepco the capacity and energy that Pepco is
obligated to purchase under the Panda PPA at a price equal to Pepco's purchase price from
Panda (the PPA-Related Obligations). Mirant currently is making these required payments.
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Pepca Pre-Petition Claims

At the time the Reorganization Plan was approved by the Bankruptcy Court, Pepco had
pending pre-petition claims against Mirant totaling approximately $28.5 million (the Pre-
Petition Claims}, consisting of (i) approximately $26 million in payments due to Pepco in
respect of the PPA-Related Obligations and (ii) approximately $2.5 million that Pepco has paid
to Panda in settlement of certain billing disputes under the Panda PPA that related to periods
after the sale of Pepco's generation assets to Mirant and prior to Mirant's bankruptcy filing, for
which Pepco believes Mirant is obligated to reimburse it under the terms of the Asset Purchase
and Sale Agreement. In the bankruptcy proceeding, Mirant filed an objection to the Pre-Petition
Claims. The Pre-Petition Claims were not resolved in the Reorganization Plan and are the
subject of ongoing litigation between Pepco and Mirant. To the extent Pepco is successful in its
efforts to recover the Pre-Petition Claims, it would receive under the terms of the Reorganization
Plan a number of shares of common stock of the new corporation created pursuant to the
Reorganization Plan (the New Mirant Common Stock) equal to (i) the amount of the allowed
claim (ii) divided by the market price of the New Mirant Common Stock on the Bankruptcy
Emergence Date. Because the number of shares is based on the market price of the New Mirant
Common Stock on the Bankruptcy Emergence Date, Pepco would receive the benefit, and bear
the risk, of any change in the market price of the stock between the Bankruptcy Emergence Date
and the date the stock is issued to Pepco.

As of December 31, 2005, Pepco maintained a receivable in the amount of $28.5 million,
representing the Pre-Petition Claims, which was offset by a reserve of $14.5 million established
by an expense recorded in 2003 to reflect the uncertainty as to whether the entire amount of the
Pre-Petition Claims is recoverable. As of December 31, 2003, this reserve was reduced to $9.6
million to reflect the fact that there was no longer an objection to $15 million of Pepco's claim.

Mirant's Efforts to Reject the PPA-Related Obligations and Disgorgement Claims

In August 2003, Mirant filed with the Bankruptcy Court a motion seeking authorization to
reject the PPA-Related Obligations (the First Motion to Reject). Upon motions filed with the
U.8. District Court for the Northern District of Texas (the District Court) by Pepco and FERC,
the District Court in October 2003 withdrew jurisdiction over this matter from the Bankruptcy
Court. In December 2003, the District Court denied Mirant's motion to reject the PPA-Related
Obligations on jurisdictional grounds. Mirant appealed the District Court's decision to the U.S.
Court of Appeals for the Fifth Circuit (the Court of Appeals). In August 2004, the Court of
Appeals remanded the case to the District Court holding that the District Court had jurisdiction
to rule on the merits of Mirant's rejection motion, suggesting that in doing so the court apply a
"more rigorous standard” than the business judgment rule usually applied by bankruptcy courts
in ruling on rejection motions. ‘

In December 2004, the District Court issued an order again denying Mirant's motion to reject
the PPA-Related Obligations. The District Court found that the PPA-Related Obligations are
not severable from the Asset Purchase and Sale Agreement and that the Asset Purchase and Sale
Agreement cannot be rejected in part, as Mirant was seeking to do. Mirant has appealed the
District Court's order to the Court of Appeals.
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In January 2005, Mirant filed in the Bankruptcy Court a motion seeking to reject certain of its
ongoing obligations under the Asset Purchase and Sale Agreement, including the PPA-Related
Obligations (the Second Motion to Reject). In March 2005, the District Court entered orders
granting Pepco's motion to withdraw jurisdiction over these rejection proceedings from the
Bankruptcy Court and ordering Mirant to continue to perform the FPA-Related Obligations (the
March 2005 Orders). Mirant has appealed the March 2005 Orders to the Court of Appeals.

In March 2005, Pepco, FERC, the Office of People's Counsel of the District of Columbia (the
District of Columbia OPC), the MPSC and the Office of People's Counsel of Maryland
(Maryland OPC) filed in the District Court oppositions to the Second Motion to Reject. In
August 2005, the District Court issued an order informally staying this matter, pending a
decision by the Court of Appeals on the March 2005 Orders.

On February 9, 20006, oral arguments on Mirant's appeals of the District Court's order relating
to the First Motion to Reject and the March 2005 Orders were held before the Court of Appeals;
an opinion has not yet been issued.

On December 1, 2005, Mirant filed with the Bankruptcy Court 2 motion seeking to reject the
executory parts of the Asset Purchase and Sale Agreement and its obligations under all other
related agreements with Pepco, with the exception of Mirant's obligations relating to operation
of the electric generating stations owned by Pepco Energy Services (the Third Motion to Reject).
The Third Motion to Reject also seeks disgorgement of payments made by Mirant to Pepco in
respect of the PPA-Related Obligations after filing of its bankruptey petition in July 2003 to the
extent the payments exceed the market value of the capacity and energy purchased. On
December 21, 2005, Pepco filed an opposition to the Third Motion to Reject in the Bankruptcy
Court.

On December 1, 2005, Mirant, in an attempt to "recharacterize” the PPA-Related
Obligations, filed a complaint with the Bankruptcy Court seeking (i) a declaratory judgment that
the payments due under the PPA-Related Obligations to Pepco are pre-petition debt obligations;
and (ii) an order entitling Mirant to recover all payments that it made to Pepco on account of
these pre-petition obligations after the petition date to the extent permitted under bankruptcy law
(i.e., disgorgement).

On December 15, 2005, Pepco filed a motion with the District Court to withdraw jurisdiction
over both of the December 1 filings from the Bankruptcy Court. The motion to withdraw and
Mirant's underlying complaint have both been stayed pending a decision of the Court of Appeals
in the appeals described above.

Each of the theories advanced by Mirant to recover funds paid to Pepco relating to the PPA-
Related Obligations as a practical matter seeks reimbursement for the above-market cost of the
capacity and energy purchased from Pepco over a period beginning, at the earliest, from the date
on which Mirant filed its bankruptcy petition and ending on the date of rejection or the date
through which disgorgement is approved. Under these theories, Pepco's financial exposure is
the amount paid by Mirant to Pepco in respect of the PPA-Related Obligations during the
relevant period, less the amount realized by Mirant from the resale of the purchased energy and
capacity. On this basis, Pepco estimates that if Mirant ultimately is successful in rejecting the
PPA-Related Obligations or on its alternative claims to recover payments made to Pepco related
to the PPA-Related Obligations, Pepco's maximum reimbursement obligation would be
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approximately $263 million as of March 1, 2006.

If Mirant were ultimately successful in its effort to reject its obligations relating to the Panda
PPA, Pepco also would lose the benefit on a going-forward basis of the offsetting transaction
that negates the financial risk to Pepco of the Panda PPA. Accordingly, if Pepco were required
to purchase capacity and energy from Panda commencing as of March 1, 20006, at the rates
provided in the PPA (with an average price per kilowatt hour of approximately 17.1 cents), and
resold the capacity and energy at market rates projected, given the characteristics of the Panda
PPA, to be approximately 11.0 cents per kilowatt hour, Pepco estimates that it would incur
losses of approximately $24 million for the remainder of 2006, approximately $30 million in
2007, and approximately $27 million to $38 million annually thereafter through the 2021
contract termination date. These estimates are based in part on current market prices and
forward price estimates for energy and capacity, and do not include financing costs, all of which
could be subject to significant fluctnation.

Pepco is continuing to exercise all available legal remedies to vigorously oppose Mirant's
efforts to reject or recharacterize the PPA-Related Obligations under the Asset Purchase and
Sale Agreement in order to protect the interests of its customers and sharcholders. While Pepco
believes that it has substantial legal bases to oppose these efforts by Mirant, the ultimate legal
outcome is uncertain. However, if Pepco is required to repay to Mirant any amounts received
from Mirant in respect of the PPA-Related Obligations, Pepco believes it will be entitled to file a
claim against the Mirant bankruptcy estate in an amount equal to the amount repaid. Likewise,
if Mirant is successful in its efforts to reject its future obligations relating to the Panda PPA,
Pepco will have a claim against Mirant in an amount corresponding to the increased costs that it
would incur. In either case, Pepco anticipates that Mirant will contest the claim. To the extent
Pepco is successful in its efforts to recover on these claims, it would receive, as in the case of the
Pre-Petition Claims, a2 number of shares of New Mirant Common Stock that is calculated using
the market price of the New Mirant Common Stock on the Bankruptcy Emergence Date and
accordingly would receive the benefit, and bear the risk, of any change in the market price of the
stock between the Bankruptcy Emergence Date and the date the stock is issued to Pepco.

Regulatory Recovery of Mirant Bankruptcy Losses

If Mirant were ultimately successful in rejecting the PPA-Related Obligations or on its
alternative claims to recover payments made to Pepco related to the PPA-Related Obligations
and Pepco's corresponding claims against the Mirant bankruptcy estate are not recovered in full,
Pepco would seek authority from the MPSC and the DCPSC to recover its additional costs.
Pepco is committed to working with its regulatory authorities to achieve a result that is
appropriate for its shareholders and customers. Under the provisions of the settiement
agreements approved by the MPSC and the DCPSC in the deregulation proceedings in which
Pepco agreed to divest its generation assets under certain conditions, the PPAs were to become
assets of Pepco's distribution business if they could not be sold. Pepco believes that these
provisions would allow the stranded costs of the PPAs that are not recovered from the Mirant
bankruptcy estate to be recovered from Pepco's customers through its distribution rates. If
Pepco's interpretation of the settlement agreements is confirmed, Pepco expects to be able to
establish the amount of its anticipated recovery from customers as a regulatory asset. However,
there is no assurance that Pepco's interpretation of the settlement agreements would be
confirmed by the respective public service commissions.
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Pepco’s Notice of Administrative Claims

On January 24, 2006, Pepco filed Notice of Administrative Claims in the Bankruptcy Court
seeking to recover: (i) costs in excess of $70 million associated with the transmission upgrades
necessitated by shut-down of the Potomac River Power Station; and (ii} costs in excess of
$8 million due to Mirant's unjustified post-petition delay in executing the certificates needed to
permit Pepco to refinance certain tax exempt pollution control bonds. Mirant is expected to
oppose both of these claims, which must be approved by the Bankruptcy Court. There is no
assurance that Pepco will be able to recover the amounts claimed.

Mirant's Fraudulent Transfer Claim

In July 2005, Mirant filed a complaint in the Bankruptcy Court against Pepco alleging that
Mirant's $2.65 billion purchase of Pepco's generating assets in June 2000 constituted a
fraudulent transfer for which it seeks compensatory and punitive damages. Mirant alleges in
the complaint that the value of Pepco's generation assets was "not fair consideration or fair or
reasonably equivalent value for the consideration paid to Pepco” and that the purchase of the
assets rendered Mirant insolvent, or, alternatively, that Pepco and Southern Energy, Inc. (as
predecessor to Mirant) intended that Mirant would incur debts beyond its ability to pay them.

Pepco believes this claim has no merit and is vigorously contesting the claim, which has been
withdrawn to the District Court. On December 5, 2005, the District Court entered a stay
pending a decision of the Court of Appeals in the appeals described above.

The SMECO Agreement

As a term of the Asset Purchase and Sale Agreement, Pepco assigned to Mirant a facility and
capacity agreement with Southern Maryland Electric Cooperative (SMECO) under which Pepco
was obligated to purchase the capacity of an 84-megawatt combustion turbine installed and
owned by SMECO at a former Pepco generating facility (the SMECO Agreement). The
SMECO Agreement expires in 2015 and contemplates a monthly payment to SMECO of
approximately $.5 million. Pepco is responsible to SMECO for the performance of the SMECO
Agreement if Mirant fails to perform its obligations thereunder. At this time, Mirant continues
to make post-petition payments due to SMECO.

On March 15, 2004, Mirant filed a complaint with the Bankruptcy Cotrt seeking a
declaratory judgment that the SMECO Agreement is an unexpired lease of non-residential real
property rather than an executory contract and that if Mirant were to successfully reject the
agreement, any claim against the bankruptcy estate for damages made by SMECO (or by Pepco
as subrogee) would be subject to the provisions of the Bankruptcy Code that limit the recovery
of rejection damages by lessors.

On November 22, 20035, the Bankruptcy Court issued an order granting summary judgment in
favor of Mirant, finding that the SMECO Agreement is an unexpired lease of nonresidential real
property. On the basis of this ruling, any claim by SMECO (or by Pepco as subrogee) for
damages arising from a successful rejection are limited to the greater of (i) the amount of future
rental payments due over one year, or (ii) 15% of the future rental payments due over the
remaining term of the lease, not to exceed three years.
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On December 1, 2005, Mirant filed both a motion with the Bankruptcy Court seeking to
reject the SMECO Agreement and a complaint against Pepco and SMECO seeking to recover
payments made to SMECO after the entry of the Bankruptcy Court's November 22, 2005 order
holding that the SMECO Agreement is a lease of real property. On December 15, 2005, Pepco
filed a motion with the District Court to withdraw jurisdiction of this matter from the
Bankruptcy Court. The motion to withdraw and Mirant's underlying motion and complaint have
been stayed pending a decision of the Court of Appeals in the appeals described above.

If the SMECO Agreement is successfully rejected by Mirant, Pepco will become responsible
for the performance of the SMECO Agreement. In addition, if the SMECO Agreement is
ultimately determined to be an unexpired lease of nonresidential real property, Pepco's claim for
recovery against the Mirant bankruptcy estate would be limited as described above. Pepco
estimates that its rejection claim, assuming the SMECO Agreement is determined to be an
unexpired lease of nonresidential real property, would be approximately $8 million, and that the
amount it would be obligated to pay over the remaining nine years of the SMECO Agreement is
approximately $44.3 million. While that amount would be offset by the sale of capacity, under
current projections, the market value of the capacity is de minimis.

Rate Proceedings
Delaware

On October 3, 2005, DPL submitted its 2005 gas cost rate (GCR) filing to the DPSC, which
permits DPL to recover gas procurement costs through customer rates. In its filing, DPL seeks
to increase its GCR by approximately 38% in anticipation of increasing natural gas commodity
costs. The proposed rate became effective November 1, 2005, subject to refund pending final
Delaware Public Service Commission (DPSC) approval after evidentiary hearings. A public
input hearing was held on January 19, 2006. DPSC staff and the Division of the Public
Advocate filed testimony on February 20, 2006.

As authorized by the April 16, 2002 settlement agreement in Delaware relating to the
acquisition of Conectiv by Pepco (the Delaware Merger Settlement Agreement), on May 4,
2005, DPL filed with the DPSC a proposed increase of approximately $6.2 million in electric
transmission service revenues, or about 1.1% of total Delaware retail electric revenues. This
revenue increase covers the Delaware retail portion of the increase in the "Delmarva zonal"
transmission rates on file with FERC under the PIM Open Access Transmission Tariff (OATT)
and other transition of PJM charges. This level of revenue increase will decrease to the extent
that competitive suppliers provide the supply portion and its associated transmission service to
retail customers. In that circumstance, PIM would charge the competitive retail supplier the
PJM OATT rate for transmission service into the Delmarva zone and DPL's charges to the retail
customer would exclude as a "shopping credit" an amount equal to the SOS supply charge and
the transmission and ancillary charges that would otherwise be charged by DPL to the retail
customer. DPL began collecting this rate change for service rendered on and after june 3, 2005,
subject to refund pending final approval by the DPSC.

On September 1, 2005, DPL filed with the DPSC its first comprehensive base rate case in ten
years. This application was filed as a result of increasing costs and is consistent with a provision
in the Delaware Merger Settlement Agreement requiring DPL to file a base rate case by
September 1, 2005 and permitting DPL to apply for an increase in rates to be effective no earlier
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than May 1, 2006. In the application, DPL sought approval of an annual increase of
approximately $5.1 million in its electric rates, with an increase of approximately $1.6 million to
its electric distribution base rates after proposing to assign approximately $3.5 million in costs to
the supply component of rates to be collected as part of the SOS. Of the approximately $1.6
million in net increases to its electric distribution base rates, DPL proposed that approximately
$1.2 million be recovered through changes in delivery charges and that the remaining
approximately $0.4 million be recovered through changes in premise collection and reconnect
fees. The full proposed revenue increase is approximately 0.9% of total annual electric utility
revenues, while the proposed net increase to distribution rates is 0.2% of total annual electric
utility revenues. DPL's distribution revenue requirement is based on a proposed return on
common equity of 11%. DPL also has proposed revised depreciation rates and a number of
tariff modifications.

On September 20, 2005, the DPSC issued an order approving DPL's request that the rate
increase go into effect on May 1, 2006; subject to refund and pending evidentiary hearings. The
order also suspends effectiveness of various proposed tariff rule changes until the case is
concluded. The discovery process commenced on October 21, 2005. In its direct testimony,
DPSC staff has proposed a variety of adjustments to rate base, operating expenses including
depreciation and rate of return with an overall recommendation of a distribution base rate
revenue decrease of $14.3 million. The DPSC staff's testimony also addresses issues such as
rate design, allocation of any rate decrease and positions regarding the DPL's proposals on
certain non-rate tariff modifications. The Delaware Division of Public Advocate has proposed
many of the same adjustments and others with an overall recommendation of a distribution base
rate revenue decrease of $18.9 million. DPL filed rebuttal testimony on January 17, 2006,
which supports a distribution base rate revenue increase of $2 million. On January 30, 2006, the
DPSC staff requested the Hearing Examiner approve a modification of the procedural schedule
in the case to allow for inclusion of testimony regarding recalculation of DPSC staff's proposed
depreciation rates to allow for a separate amortization of the cost of removal reserve. DPL
objected to this modification of the procedural schedule. The Hearing Examiner issued a letter
ruling on February 1, 2006, which denied DPSC staff's request for a modified procedural
schedule. On February 2, 2006, DPSC staff filed an emergency motion requesting the DPSC to
permit consideration of the issue by the Hearing Examiner in this docket. On February 6, 2006,
the DPSC ruled to allow the issue in the case. A revised procedural schedule was established by
the Hearing Examiner on February 10, 2006. On February 15, 2006, DPL filed an interlocutory
appeal of the Hearing Examiner's ruling on the procedural schedule with the DPSC. On
February 28, 2006, the DPSC upheld the Hearing Examiner's ruling and procedural schedule set
on February 10, 2006. DPSC staff filed testimony related to this issue on February 17, 2006.
DPSC staff's revised depreciation proposal reduces their recommended proposed rate decrease
to $18.9 million, plus the amortization of the cost of removal of $58.4 million, which DPSC
staff has recommended be returned to customers through either a 5-, 7- or 10-year amortization.
DPL continues to oppose the inclusion of this issue in the case for substantive and procedural
grounds. Evidentiary hearings were held in early February. Hearings on the separate issue
related to the depreciation of the cost of removal are scheduled to be held March 20, 2006.
Briefs are due on March 31, 2006 and DPSC deliberation is scheduled to occur on April 25,
2006. DPL cannot predict the outcome of this proceeding.

District of Columbia and Maryland

On February 27, 2006, Pepco filed for the period February 8, 2002 through February 7, 2004
and for the period February 8, 2004 through February 7, 2003, an update to the District of
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Columbia Generation Procurement Credit (GPC), which provides for sharing of the profit from
SOS sales; and on February 24, 2006, Pepco filed an update for the period Julyl, 2003 through
June 30, 2004 to the Maryland GPC. The updates to the GPC in both the District of Columbia
and Maryland take into account the proceeds from the sale of the $105 million claim against the
Mirant bankruptcy estate related to the TPA Settlement on December 13, 2005 for $112.4
miilion. The filings also incorporate true-ups to previous disbursements in the GPC for both
states. In the filings, Pepco requests that $24.3 million be credited to District of Columbia
customers and $17.7 million be credited to Maryland customers during the twelve-month-period
beginning April 2006.

Federal Energy Regulatory Commission

On January 31, 2005, Pepco, DPL, and ACE filed at FERC to reset their rates for network
transmission service using a formula methodology. The companies also sought a 12.4% return
on common equity and a 50-basis-point return on equity adder that FERC had made available to
transmission utilities who had joined Regional Transmission Organizations and thus turned over
control of their assets to an independent entity. FERC issued an order on May 31, 2005,
approving the rates to go into effect June 1, 2005, subject to refund, hearings, and further orders.
The new rates reflect a decrease of 7.7% in Pepco's transmission rate, and increases of 6.5% and
3.3% in DPL's and ACE's transmission rates, respectively. The companies continue in
settlement discussions under the supervision of a FERC administrative law judge and cannot
predict the ultimate outcome of this proceeding.

Restructuring Deferral

Pursuant to orders issued by the NJBPU under New Jersey Electric Discount and Energy
Competition Act (EDECA), beginning August 1, 1999, ACE was obligated to provide BGS to
retail electricity customers in its service territory who did not choose a competitive energy
supplier. For the period August 1, 1999 through July 31, 2003, ACE's aggregate costs that it
was allowed to recover from customers exceeded its aggregate revenues from supplying BGS.
These under-recovered costs were partially offset by a $59.3 million deferred energy cost
liability existing as of July 31, 1999 (LEAC Liability) that was related to ACE's Levelized
Energy Adjustment Clause and ACFE's Demand Side Management Programs. ACE established a
regulatory asset in an amount equal to the balance of under-recovered costs.

In August 2002, ACE filed a petition with the NJBPU for the recovery of approximately
$176.4 million in actual and projected deferred costs relating to the provision of BGS and other
restructuring related costs incurred by ACE over the four-year period August 1, 1999 through
July 31, 2003, net of the $59.3 million offset for the LEAC Liability. The petition also
requested that ACE's rates be reset as of August 1, 2003 so that there would be no under-
recovery of costs embedded in the rates on or after that date. The increase sought represented an
overall 8.4% annual increase in electric rates and was in addition to the base rate increase
discussed above. ACE's recovery of the deferred costs is subject to review and approval by the
NJBPU in accordance with EDECA.

In July 2004, the NJBPU issued a final order in the restructuring deferral proceeding
confirming a July 2003 summary order, which (i) permitted ACE to begin collecting a portion of
the deferred costs and reset rates to recover on-going costs incurred as a result of EDECA,

(i1) approved the recovery of $125 million of the deferred balance over a ten-year amortization
period beginning August 1, 2003, (iii) transferred to ACE's then pending base rate case for
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further consideration approximately $25.4 million of the deferred balance, and (iv) estimated the
overall deferral balance as of July 31, 2003 at $195 miltion, of which $44.6 million was
disallowed recovery by ACE. ACE believes the record does not justify the level of disallowance
imposed by the NJBPU in the final order. In August 2004, ACE filed with the Appellate
Division of the Superior Court of New Jersey, which hears appeals of New Jersey administrative
agencies, including the NJBPU, a Notice of Appeal with respect to the July 2004 final order.
ACE's initial brief was filed on August 17, 2005. Cross-appellant briefs on behalf of the
Division of the New Jersey Ratepayer Advocate and Cogentrix Energy Inc., the co-owner of two
cogeneration power plants with contracts to sell ACE approximately 397 megawatts of
electricity, were filed on October 3, 2005. The NJBPU Staff filed briefs on December 12, 2005.
ACE filed its reply briefs on January 30, 2006.

Divestiture Cases
District of Columbia

Final briefs on Pepco's District of Columbia divestiture proceeds sharing application were
filed in July 2002 following an evidentiary hearing in June 2002. That application was filed to
implement a provision of Pepco's DCPSC-approved divestiture settlement that provided for a
sharing of any net proceeds from the sale of Pepco's generation-related assets. One of the
principal issues in the case is whether Pepco should be required to share with customers the
excess deferred income taxes (EDIT) and accumulated deferred investment tax credits (ADITC)
associated with the sold assets and, if so, whether such sharing would violate the normalization
provisions of the Internal Revenue Code and its implementing regulations. As of December 31,
2005, the District of Columbia allocated portions of EDIT and ADITC associated with the
divested generation assets were approximately $6.5 million and $5.8 million, respectively.

Pepco believes that a sharing of EDIT and ADITC would violate the Internal Revenue
Service (IRS) normalization rules. Under these rules, Pepco could not transfer the EDIT and the
ADITC benefit to customers more quickly than on a straight line basis over the book life of the
related assets. Since the assets are no longer owned there is no book life over which the EDIT
and ADITC can be returned. If Pepco were required to share EDIT and ADITC and, as a result,
the normalization rules were violated, Pepco would be unable to use accelerated depreciation on
District of Columbia allocated or assigned propetty. In addition to sharing with customers the
generation-related EDIT and ADITC balances, Pepco would have to pay to the IRS an amount
equal to Pepco's District of Columbia jurisdictional generation-related ADITC balance
($5.8 million as of December 31, 2005), as well as its District of Columbia jurisdictional
transmission and distribution-related ADITC balance ($5.3 million as of December 31, 2005) in
each case as those balances exist as of the later of the date a DCPSC order is issued and all
rights to appeal have been exhausted or lapsed, or the date the DCPSC order becomes operative.

In March 2003, the IRS issued a notice of proposed rulemaking (NOPR), which would allow
for the sharing of EDIT and ADITC related to divested assets with utility customers on a
prospective basis and at the election of the taxpayer on a retroactive basis. In December 2005 a
revised NOPR was issued which, among other things, withdrew the March 2003 NOPR and
eliminated the taxpayer's ability to elect to apply the regulation retroactively. Comments on the
revised NOPR are due by March 21, 2006, and a public hearing will be held on April 5, 2006.
Pepco filed a letter with the DCPSC on January 12, 2006, in which it has reiterated that the
DCPSC should continue to defer any decision on the ADITC and EDIT issues until the IRS
issues final regulations or states that its regulations project will be terminated without the
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issuance of any regulations. Other issues in the divestiture proceeding deal with the treatment of
internal costs and cost allocations as deductions from the gross proceeds of the divestiture.

Pepco believes that its calculation of the District of Cotumbia customers' share of divestiture
proceeds is correct. However, depending on the ultimate outcome of this proceeding, Pepco
could be required to make additional gain-sharing payments to District of Columbia customers,
including the payments described above related to EDIT and ADITC. Such additional payments
(which, other than the EDIT and ADITC related payments, cannot be estimated) would be
charged to expense in the quarter and year in which a final decision is rendered and could have a
material adverse effect on Pepco's and PHI's results of operations for those periods. However,
neither PHI nor Pepco believes that additional gain-sharing payments, if any, or the ADITC-
related payments to the IRS, if required, would have a material adverse impact on its financial
position, results of operations or cash flows. It is uncertain when the DCPSC will issue a
decision regarding Pepco's divestiture proceeds sharing application.

Maryland

Pepco filed its divestiture proceeds plan application in Maryland in April 2001. The principal
issue in the Maryland case is the same EDIT and ADITC sharing issue that has been raised in
the District of Columbia case. See the discussion above under "Divestiture Cases - District of
Columbia." As of December 31, 2005, the MPSC allocated portions of EDIT and ADITC
associated with the divested generation assets were approximately $9.1 million and
$10.4 million, respectively. Other issues deal with the treatment of certain costs as deductions
from the gross proceeds of the divestiture. In November 2003, the Hearing Examiner in the
Maryland proceeding issued a proposed order with respect to the application that concluded that
Pepco's Maryland divestiture settlement agreement provided for a sharing between Pepco and
customers of the EDIT and ADITC associated with the sold assets. Pepco believes that such a
sharing would violate the normalization rules (discussed above) and would result in Pepco's
inability to use accelerated depreciation on Maryland allocated or assigned property. If the
proposed order is affirmed, Pepco would have to share with its Maryland customers, on an
approximately 50/50 basis, the Maryland allocated portion of the generation-related EDIT
{($9.1 million as of December 31, 2005), and the Maryland-allocated portion of generation-
related ADITC. Furthermore, Pepco would have to pay to the IRS an amount equal to Pepco's
Maryland jurisdictional generation-related ADITC balance ($10.4 million as of December 31,
2005), as well as its Maryland retail jurisdictional ADITC transmission and distribution-related
balance ($9.5 million as of December 31, 2005), in each case as those balances exist as of the
later of the date a MPSC order is issued and all rights to appeal have been exhausted or lapsed,
or the date the MPSC order becomes operative. The Hearing Examiner decided all other issues
in favor of Pepco, except for the determination that only one-half of the severance payments that
Pepco included in its calculation of corporate reorganization costs should be deducted from the
sales proceeds before sharing of the net gain between Pepco and customers. Pepco filed a letter
with the MPSC on January 12, 2006, in which it has reiterated that the MPSC should continue to
defer any decision on the ADITC and EDIT issues until the IRS issues final regulations or states
that its regulations project will be terminated without the issuance of any regulations.
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Pepco has appealed the Hearing Examiner's decision as it relates to the treatment of EDIT
and ADITC and corporate reorganization costs to the MPSC. Consistent with Pepco's position
in the District of Columbia, Pepco has argued that the only prudent course of action is for the
MPSC to await the issuance of final regulations relating to the tax issues or a termination by the
IRS of its regulation project without the issuance of any regulations, and then allow the parties
to file supplemental briefs on the tax issues. Pepco believes that its calculation of the Maryland
customers' share of divestiture proceeds is correct. However, depending on the ultimate
outcome of this proceeding, Pepco could be required to share with its customers approximately
50 percent of the EDIT and ADITC balances described above and make additional gain-sharing
payments related to the disallowed severance payments. Such additional payments would be
charged to expense in the quarter and year in which a final decision is rendered and could have a
material adverse effect on results of operations for those periods. However, neither PHI nor
Pepco believes that additional gain-sharing payments, if any, or the ADITC-related payments to
the IRS, if required, would have a material adverse impact on its financial position, results of
operations or cash flows.

Default Electricity Supply Proceedings
District of Columbia

Under an order issued by the DCPSC in March 2004, as amended by a DCPSC order issued
in July 2004, Pepco is obligated to provide SOS for small commercial and residential customers
through May 31, 2011 and for large commercial customers through May 31, 2007. In August
2004, the DCPSC issued an order adopting administrative charges for residential, small and
large commercial District of Columbia SOS customers that are intended to allow Pepco to
recover the administrative costs incurred to provide the SOS supply. The approved
administrative charges include an average margin for Pepco of approximately $.00248 per
kilowatt hour, calculated based on total sales to residential, small and large commercial District
of Columbia SOS customers over the twelve months ended December 31, 2003. Because
margins vary by customer class, the actual average margin over any given time period will
depend on the number of SOS customers from each customer class and the load taken by such
customers over the time period. The administrative charges went into effect for Pepco's SOS
sales on February 8, 2005.

The TPA with Mirant under which Pepco obtained the fixed-rate SOS supply ended on
January 22, 2005, while the new SOS supply contracts with the winning bidders in the
competitive procurement process began on February 1, 2005. Pepco procured power separately
on the market for next-day deliveries to cover the period from Janmary 23 through January 31,
2005, before the new SOS contracts began. Consequently, Pepco had to pay the difference
between the procurement cost of power on the market for next-day deliveries and the current
SOS rates charged to customers during the period from January 23 through January 31, 2005. In
addition, because the new SOS rates did not go into effect until February 8, 2005, Pepco had to
pay the difference between the procurement cost of power under the new SOS contracts and the
SOS rates charged to customers for the period from February 1 to February 7, 2005. The total
amount of the difference is estimated to be approximately $8.7 million. This difference,
however, was included in the calculation of the GPC for the District of Columbia for the period
February 8, 2004 through February 7, 2005, which was filed on July 12, 2005 with the DCPSC.
The GPC provides for a sharing between Pepco's customers and shareholders, on an annual
basis, of any margins, but not losses, that Pepco earned providing SOS in the District of
Columbia during the four-year period from February 8, 2001 through February 7, 2005. At the
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time of the filing, based on the rates paid to Mirant by Pepco under the TPA Settlement, there
was no customer sharing. On December 22, 2005 Pepco received $112.4 million in proceeds
from the sale of the Pepco TPA Claim against the Mirant bankruptcy estate. A portion of this
recovery related to the period February 8, 2004 through February 7, 2005 covered in the July 12
DCPSC filing. As a consequence, on February 27, 2006, Pepco filed with the DCPSC an
updated calculation of the customer sharing for this period, which also takes into account the
losses incurred during the January 22, 2005 through February 7, 2005 period. The updated
filing shows that both residential and commercial customers will receive customer sharing that
totals $17.5 million. Without the inclusion of the $8.7 million loss from the January 22, 2005
through February 7, 2005 period, the amount shared with customers would have been
approximately $22.7 million, or $5.2 million greater, so that the net effect of the loss on the SOS
sales during this period is approximately $3.5 million.

On February 3, 2006, Pepco announced proposed rates for its District of Columbia SOS
customers to take effect on June 1, 2006. The new rate will raise the average monthly bill for
residential customers by approximately 12%. The proposed rates must be approved by the
DCPSC.

Delaware

Under a settlement approved by the DPSC, DPL is required to provide POLR to customers in
Delaware through April 2006. DPL is paid for POLR to customers in Delaware at fixed rates
established in the settlement. DPL obtains all of the energy needed to fulfill its POLR
obligations in Delaware under a supply agreement with its affiliate Conectiv Energy, which
terminates in May 2006. DPL does not make any profit or incur any loss on the supply
component of the POLR supply that it delivers to its Delaware customers, DPL is paid tariff
delivery rates for the delivery of electricity over its transmission and distribution facilities to
both POLR customers and customers who have selected another energy supplier. These
delivery rates generally are frozen through April 2006, except that DPL is allowed to file fora
one-time transmission rate change during this period. On March 22, 2005, the DPSC issued an
order approving DPL as the SOS provider after May 1, 2006, when DPL's current fixed rate
POLR obligation ends. DPL will retain the SOS obligation for an indefinite period until
changed by the DPSC, and will purchase the power supply required to satisfy its SOS
obligations from wholesale suppliers under contracts entered into pursuant to a competitive bid
procedure.

On October 11, 2005, the DPSC approved a settlement agreement, under which DPL will
provide SOS to all customer classes, with no specified termination date for SOS. Two
categories of SOS will exist: (i) a fixed price SOS available to all but the largest customers; and
(ii) an Hourly Priced Service (HPS) for the largest customers. DPL will purchase the power
supply required to satisfy its fixed-price SOS obligation from wholesale suppliers under
contracts entered into pursuant to a competitive bid procedure. Power to supply the HPS
customers will be acquired on next-day and other short-term PIM markets. In addition to the
costs of capacity, energy, transmission, and ancillary services associated with the fixed-price
SOS and HPS, DPL's initial rates will include a component referred to as the Reasonable
Allowance for Retail Margin (RARM). Components of the RARM include a fixed annual
margin of $2.75 million, plus estimated incremental expenses, a cash working capital allowance,
and recovery with a return over five years of the capitalized costs of a billing system to be used
for billing HPS customers.
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Bids for fixed-priced SOS supply for the May 1, 2006 through May 31, 2007 period were
accepted and approved by the DPSC in December 2005 and January 2006. The new SOS rates
are scheduled to be effective May 1, 2006.

On February 7, 2006, the Governor of Delaware issued an Executive Order directing the
DPSC and other state agencies to examine ways to mitigate the electric rate increases that are
expected in May 2006 as a result of rising energy prices. The Executive Order directed the
DPSC to examine the feasibility of: (1) deferring or phasing-in the increases; (2) requiring DPL
to build generation or enter into long-term supply contracts to meet all, or a portion of, the SOS
supply requirements under a traditional regulatory paradigm; (3) directing DPL to conduct
integrated resource planning to ensure fuel diversity and least-cost supply alternatives; and (4)
requiring DPL to implement demand-side management, conservation and energy efficient

programs.

In response to the Executive Order and to help facilitate discussion on several key issues
facing the State of Delaware, particularly the issue of rising energy prices, DPL presented a
proposed plan to the DPSC on February 28, 2006. A key feature of DPL's proposed plan is a
phase-in of rate increases to assist DPL's residential and small commercial customers with the
impact of rising energy prices. The proposed phase-in of the rate increase would be in three
steps, with one third of the increase to be phased in on May 1, 2006, another one-third on
January 1, 2007 and the remainder on June 1, 2007. The phase-in would create a deferral
balance of approximately $60 million dollars that would accrue interest and would be recovered
through a surcharge imposed for a 24-month period beginning June 1, 2007. DPL believes that
this proposal offers a fair and reasonable solution to the concerns identified in the Executive
Order.

The Delaware Governor's Cabinet Committee on Energy filed its report with the Governor on
March 8, 2006. The report outlines a proposal that recommends: (1) a phase-in of the SOS
increase; (2) long-term steps to ensure more stabilized prices and supply; (3) aggregation of the
state of Delaware's power needs; and (4) reduction of Delaware's dependence on traditional
energy sources through conservation, energy efficiency, and innovation.

DPL intends to file with the DPSC, on or about March 15, 2006, an implementation plan with
proposed tariffs based on its proposed phase-in plan as described above. DPL also anticipates
that others may advance other legislative or regulatory proposals to address the concerns
expressed in the Executive Order. Accordingly, the nature and impact of any changes
precipitated by the Executive Order are uncertain and DPL cannot predict at this time whether
this phase-in proposal will be implemented.

Maryland

Because of rising energy prices and the resultant expected increases in Pepco's and DPL's
rates, on March 3, 2006 the MPSC issued an order initiating an investigation to consider a
residential rate stabilization plan for Pepco and DPL. This investigation is driven by the
unprecedented national and international events, The MPSC directed the MPSC staff, Pepco
and DPL to file comments addressing whether or not the rate stabilization plan that the MPSC
adopted for Baltimore Gas & Electric Company in a March 6, 2006 order also should be used
for Pepco and DPL. Comments are to be filed by March 16, 2006.
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On March 7, 2006, Pepco and DPL each announced the results of competitive bids to supply
electricity to its Maryland SOS customers for one year beginning June 1, 2006. The proposed
new rates must be approved formally by the MPSC. Due to significant increases in the cost of
fuels used to generate electricity, the average monthly electric bill will increase by about 38.5%
and 35% for Pepco's and DPL's Maryland residential customers, respectively.

Virginia

Under amendments to the Virginia Electric Utility Restructuring Act implemented in March
2004, DPL is obligated to offer Default Service to customers in Virginia for an indefinite period
until relieved of that obligation by the VSCC. DPL currently obtains all of the energy and
capacity needed to fulfill its Default Service obligations in Virginia under a supply agreement
with Conectiv Energy that commenced on January 1, 2005 and expires in May 2006 (the 2005
Supply Agreement). A prior agreement, also with Conectiv Energy, terminated effective
December 31, 2004. DPL entered into the 2005 Supply Agreement after conducting a
competitive bid procedure in which Conectiv Energy was the lowest bidder.

In October 2004, DPL filed an application with the VSCC for approval to increase the rates
that DPL charges its Default Service customers to allow it to recover its costs for power under
the 2005 Supply Agreement plus an administrative charge and a margin. A VSCC order issued
in November 2004 allowed DPL to put interim rates into effect on January 1, 2005, subject to
refund if the VSCC subsequently determined the rate is excessive. The interim rates reflected an
increase of 1.0247 cents per Kwh to the fuel rate, which provide for recovery of the entire
amount being paid by DPL to Conectiv Energy, but did not include an administrative charge or
margin, pending further consideration of this issue. In January 2005, the VSCC ruled that the
administrative charge and margin are base rate items not recoverable through a fuel clause. In
March 2005, the VSCC approved a settlement resolving all other issues and making the interim
rates final.

On March 10, 2006, DPL filed a rate increase with the VSCC to reflect proposed rates for its
Virginia Default Service customers to take effect on June 1, 2006. The new rates will raise the

average monthly bill for residential customers by approximately 43%. The proposed rates must
be approved by the VSCC.

New Jersey

On October 12, 2005, the NJBPU, following the evaluation of proposals submitted by ACE
and the other three electric distribution companies located in New Jersey, issued an order
reaffirming the current BGS auction process for the annual period from June 1, 2006 through
May 2007. The NJBPU order maintains the current size and make up of the Commercial and
Industrial Energy Pricing class {(C1EP) and approved the electric distribution companies'
recommended approach for the CIEP auction product, but deferred a decision on the level of the
retail margin funds. '

Proposed Shut Down of B.L. England Generating Facility

In April 2004, pursuant to a NJBPU order, ACE filed a report with the NJBPU recommending
that ACE's B.L. England generating facility, a 447 megawatt plant, be shut down. The report
stated that, while operation of the B.L. England generating facility was necessary at the time of
the report to satisfy reliability standards, those reliability standards could also be satisfied in
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other ways. The report concluded that, based on B.L. England's current and projected operating
costs resulting from compliance with more restrictive environmental requirements, the most
cost-effective way in which to meet reliability standards is to shut down the B.L. England
generating facility and construct additional transmission enhancements in southern New Jersey.

In December 2004, ACE filed a petition with the NJBPU requesting that the NJBPU establish
a proceeding that will consist of a Phase [ and Phase II and that the procedural process for the
Phase 1 proceeding require intervention and participation by all persons interested in the
prudence of the decision to shut down B.L. England generating facility and the categories of
stranded costs associated with shutting down and dismantling the facility and remediation of the
site. ACE contemplates that Phase II of this proceeding, which would be initiated by an ACE
filing in 2008 or 2009, would establish the actual level of prudently incurred stranded costs to be
recovered from customers in rates. The NJBPU has not acted on this petition.

In a January 24, 2006 Administrative Consent Order (ACO)_among PHI, Conectiv, ACE, the
New Jersey Department of Environmental Protection (NJDEP) and the Attorney General of New
Jersey, ACE agreed to shut down and permanently cease operations at the B.L. England
generating facility by December 15, 2007 if ACE does not sell the plant. The shut-down of the-
B.L. England generating facility will be subject to necessary approvals from the relevant
agencies and the outcomes of the auction process, discussed under "ACE Auction of Generating
Assets," below.

ACE Anction of Generation Assets

In May 2005, ACE announced that it would again auction its electric generation assets,
consisting of its B.L. England generating facility and its ownership interests in the Keystone and
Conemangh generating stations. On November 15, 2005, ACE announced an agreement to sell
1ts interests in the Keystone and Conemaugh generating stations to Duquesne Light Holdings
Inc. for $173.1 million. The sale, subject to approval by the NJBPU as well as other regulatory
agencies and certain other legal conditions, is expected to be completed mid-year 2006.

Based on the expressed need of the potential B.L. England bidders for the details of the ACO
relating to the shut down of the plant that was being negotiated between ACE and the NJDEP,
ACE elected to delay the final bid due date for B.L. England until such time as a final ACO was
complete and available to bidders. With the January 24, 2006 execution of the ACO by all
parties, ACE is proceeding with the auction process. Indicative bids were received on February
16, 2006 and final bids are scheduled to be submitted on or about April 19, 2006.

Under the terms of sale, any successful bid for B.L. England must include assumption of all
environmental liabilities associated with the plant in accordance with the auction standards
previously issued by the NJBPU.

89



PEPCO HOLDINGS

Any sale of B.L. England will not affect the stranded costs associated with the plant that
already have been securitized. If B.L. England is sold, ACE anticipates that, subject to
regulatory approval in Phase Il of the proceeding described above, approximately $9.1 million
of additional assets may be eligible for recovery as stranded costs. The net gains on the sale of
the Keystone and Conemaugh generating stations will be an offset to stranded costs associated
with the shutdown of B. L. England or will be offset through other ratemaking adjustments.
Testimony filed by ACE with the NJBPU in December 2005 estimated net gains of
approximately $126.9 million; however, the net gains ultimately realized will be dependent upon
the timing of the closing of the sale of Keystone and Conemaugh generating stations, transaction
costs and other factors.

Federal Tax Treatment of Cross-Border Leases

PCI maintains a portfolio of cross-border energy sale-leaseback transactions, which, as of
December 31, 2005, had a book value of approximately $1.3 billion, and from which PHI
currently derives approximately $55 million per year in tax benefits in the form of interest and
depreciation deductions.

On February 11, 2005, the Treasury Department and IRS issued Notice 2005-13 informing
taxpayers that the IRS intends to chalienge on various grounds the purported tax benefits
claimed by taxpayers entering into certain sale-leaseback transactions with tax-indifferent parties
(i.e., municipalities, tax-exempt and governmental entities), including those entered into on or
prior to March 12, 2004 (the Notice). All of PCI's cross-border energy leases are with tax
indifferent parties and were entered into prior to 2004. In addition, on June 29, 2005 the IRS
published a Coordinated Issue Paper concerning the resolution of audit issues related to such
transactions. PCT's cross-border energy leases are similar to those sale-leaseback transactions
described in the Notice and the Coordinated Issue Paper.

PCTI's leases have been under examination by the IRS as part of the normal PHI tax audit. On
May 4, 2005, the IRS issued a Notice of Proposed Adjustment to PHI that challenges the tax
benefits realized from interest and depreciation deductions claimed by PHI with respect to these
leases for the tax years 2001 and 2002. The tax benefits claimed by PHI with respect to these
leases from 2001 through December 31, 2005 were approximately $230 million. The ultimate
outcome of this issue is uncertain; however, if the IRS prevails, PHI would be subject to
additional taxes, along with interest and possibly penalties on the additional taxes, which could
have a material adverse effect on PHI's financial condition, results of operations, and cash flows.

PHI believes that its tax position related to these transactions was proper based on applicable
statutes, regulations and case law, and intends to contest the final adjustments proposed by the
IR.S; however, there is no assurance that PHI's position will prevail.

On November 18, 2005 the U.S. Senate passed The Tax Relief Act of 2005 (S5.2020) which
would apply passive loss limitation rules to leases with foreign tax indifferent parties effective
for taxable years beginning after December 31, 2005, even if the leases were entered into on or
prior to March 12, 2004. On December 8, 2005 the U.S. House of Representatives passed the
Tax Relief Extension Reconciliation Act of 2005 (H.R. 4297), which does not contain any
provision which would modify the current treatment of leases with tax indifferent parties.
Enactment into law of a bill that is similar to §.2020 in its current form could result in a material
delay of the income tax benefits that PCI would receive in connection with its cross-border
energy leases and thereby adversely affect PHI's financial condition and cash flows. The U.S.
House of Representatives and the U.S. Senate are expected to hold a conference in the near
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future to reconcile the differences in the two bills to determine the final legislation.

Under SFAS No. 13, as currently interpreted, a settlement with the IRS or a change in tax law
that results in a deferral of tax benefits that does not change the total estimated net income from
a lease does not require an adjustment to the book value of the lease. However, if the IRS were
to disallow, rather than require the deferral of, certain tax deductions related to PHI's leases, PHI
would be required to adjust the book value of the leases and record a charge to earnings equal to
the repricing impact of the disallowed deductions. Such a charge to earnings, if required, is
likely to have a material adverse effect on PHI's financial condition, results of operations, and
cash flows for the period in which the charge is recorded.

In July 2005, the FASB released a Proposed Staff Position paper that would amend SFAS
No. 13 and require a lease to be repriced and the book value adjusted when there is a change or
probable change in the timing of tax benefits. Under this proposal, a material change in the
timing of cash flows under PHI's cross-border leases as the result of a settlement with the IRS or
a change in tax law also would require an adjustment to the book value. If adopted in its
proposed form, the application of this guidance could result in a2 material adverse effect on PHI's
financial condition, results of operations, and cash flows, even if a resolution with the IRS or a
change in tax law is limited to a deferral of the tax benefits realized by PCI from its leases.

IRS Mixed Service Cost Issue

During 2001, Pepco, DPL, and ACE changed their methods of accounting with respect to
capitalizable construction costs for income tax purposes, which allow the companies to
accelerate the deduction of certain expenses that were previously capitalized and depreciated.
Through December 31, 20035, these accelerated deductions have generated incremental tax cash
flow benefits of approximately $205 million (consisting of $94 million for Pepco, $62 million
for DPL, and $49 million for ACE) for the companies, primarily attributable to their 2001 tax
returns. On August 2, 2005, the IRS issued Revenue Ruling 2005-53 (the Revenue Ruling) that
will limit the ability of the companies to utilize this method of accounting for income tax
purposes on their tax returns for 2004 and prior years. PHI intends to contest any IRS
adjustment to its prior year income tax returns based on the Revenue Ruling. However, if the
IRS is successful in applying this Revenue Ruling, Pepco, DPL, and ACE would be required to
capitalize and depreciate a portion of the construction costs previously deducted and repay the
associated income tax benefits, along with interest thereon. During 2005, PHI recorded a $10.9
million increase in income tax expense consisting of $6.0 million for Pepco, $2.9 million for
DPL, and $2.0 million for ACE, to account for the accrued interest that would be paid on the
portion of tax benefits that PHI estimates would be deferred to future years if the construction
costs previously deducted are required to be capitalized and depreciated.

On the same day as the Revenue Ruling was issued, the Treasury Department released
regulations that, if adopted in their current form, would require Pepco, DPL, and ACE to change
their method of accounting with respect to capitalizable construction costs for income tax
purposes for all future tax periods beginning in 2005. Under these regulations, Pepco, DPL, and
ACE will have to capitalize and depreciate a portion of the construction costs that they have
previously deducted and include the impact of this adjustment in taxable income over a two-year
period beginning with tax year 2005. PHI is continuing to work with the industry to determine
an alternative method of accounting for capitalizable construction costs acceptable to the IRS to
replace the method disallowed by the proposed regulations.
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In February 2006, PHI paid approximately $121 million of taxes to cover the amount of taxes
management estimates will be payable once a new final method of tax accounting is adopted on
its 2005 tax return, due to the proposed regulations. Although the increase in taxable income
will be spread over the 2005 and 2006 tax return periods, the cash payments would have all
occurred in 2006 with the filing of the 2005 tax return and the ongoing 2006 estimated tax
payments. This $121 million tax payment was accelerated to eliminate the need to accrue
additional federal interest expense for the potential IRS adjustment related to the previous tax
accounting method PHI used during the 2001-2004 tax years.

CRITICAL ACCOUNTING POLICIES
General

The SEC has defined a company's most critical accounting policies as the ones that are most
important to the portrayal of its financial condition and results of operations, and which require
the company to make its most difficult and subjective judgments, often as a result of the need to
make estimates of matters that are inherently uncertain. Critical estimates represent those
estimates and assumptions that may be material due to the levels of subjectivity and judgment
necessary to account for highly uncertain matters or the susceptibility of such matters to change,
and that have a material impact on financial condition or operating performance.

Use of Estimates

The preparation of financial statements in conformity with accounting principles generally
accepted in the United States of America, such as Statement of Position 94-6, "Disclosure of
Certain Significant Risks and Uncertainties," requires management to make certain estimates
and assumptions that affect the reported amounts of assets and liabilities, revenues and expenses,
and related disclosures of contingent assets and liabilities in the consolidated financial
statements and accompanying notes.

Examples of significant estimates used by Pepco Holdings include the assessment of
contingencies and the need/amount for reserves of future receipts from Mirant (see "Relationship
with Mirant Corporation"), the calculation of future cash flows and fair value amounts for use in
goodwill and asset impairment evaluations, fair value calculations (based on estimated market
pricing) associated with derivative instruments, pension and other postretirement benefits
assumptions, unbilled revenue calculations, and the judgment involved with assessing the
probability of recovery of regulatory assets. Additionally, PHI is subject to legal, regulatory,
and other proceedings and claims that arise in the ordinary course of our business. Pepco
Holdings records an estimated liability for these proceedings and claims based upon the probable
and reasonably estimable criteria contained in SFAS No. 5, "Accounting for Contingencies."
Although Pepco Holdings believes that its estimates and assumptions are reasonable, they are
based upon information available to management at the time the estimates are made. Actual
results may differ significantly from these estimates.

92




PEPCO HOLDINGS

Goodwill Impairment Evaluation

Pepco Holdings believes that the estimates involved in its goodwill impairment evaluation
process represent "Critical Accounting Estimates™ because (i) they may be susceptible to change
from period to period becanse management is required to make assumptions and judgments
about the discounting of future cash flows, which are inherently uncertain, (ii) actual results
could vary from those used in Pepco Holdings' estimates and the impact of such variations could
be material, and (jii} the impact that recognizing an impairment would have on Pepco Holdings'
assets and the net ioss related to an impairment charge could be material.

The provisions of SFAS No. 142, "Goodwill and Other Intangible Assets,” require the
evaluation of goodwill for impairment at least annually and more frequently if events and
circumstances indicate that the asset might be impaired. SFAS No. 142 indicates that if the fair
value of a reporting unit is less than its carrying value, including goodwill, an impairment charge
may be necessary. The goodwill generated in the transaction by which Pepco acquired Conectiv
in 2002 was allocated to Pepco Holdings' Power Delivery segment. In order to estimate the fair
value of its Power Delivery segment, Pepco Holdings discounts the estimated future cash flows
associated with the segment using a discounted cash flow model with a single interest rate that is
commensurate with the risk involved with such an investment. The estimation of fair value is
dependent on a number of factors, including but not limited to interest rates, future growth
assumnptions, operating and capital expenditure requirements and other factors, changes in which
could materially impact the results of impairment testing. Pepco Holdings tested its goodwill for
impairment as of July 1, 2005. This testing concluded that Pepco Holdings' goodwill balance
was not impaired. A hypothetical decrease in the Power Delivery segment's forecasted cash
flows of 10 percent would not have resulted in an impairment charge.

Long-Lived Assets Impairment Evaluation

Pepco Holdings believes that the estimates involved in its long-lived asset impairment
evaluation process represent "Critical Accounting Estimates" because (i) they are highly
susceptible to change from period to period because management is required to make
assumptions and judgments about undiscounted and discounted future cash flows and fair
values, which are inherently uncertain, (ii) actual results could vary from those used in Pepco
Holdings' estimates and the impact of such variations could be material, and (ii) the impact that
recognizing an impairment would have on Pepco Holdings' assets as well as the net loss related
to an impairment charge could be material.

SFAS No. 144, "Accounting for the Impairment or Disposal of Long-Lived Assets," requires
that certain long-lived assets must be tested for recoverability whenever events or circumstances
indicate that the carrying amount may not be recoverable. An impairment loss may only be
recognized if the carrying amount of an asset is not recoverable and the carrying amount exceeds
its fair value. The asset is deemed not to be recoverable when its carrying amount exceeds the
sum of the undiscounted future cash flows expected to result from the use and eventual
disposition of the asset. In order to estimate an asset's future cash flows, Pepco Holdings
considers historical cash flows. Pepco Holdings uses its best estimates in making these
evaluations and considers various factors, including forward price curves for energy, fuel costs,
legislative initiatives, and operating costs. The process of determining fair value is done
consistent with the process described in assessing the fair value of goodwill, which is discussed
above.
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Derivative Instruments

Pepco Holdings believes that the estimates involved in accounting for its derivative
instruments represent "Critical Accounting Estimates” because (i) the fair value of the
instruments are highly susceptible to changes in market value and interest rate fluctuations, (ii)
there are significant uncertainties in modeling techniques used to measure fair value in certain
circumstances, (iii) actual results could vary from those used in Pepco Holdings' estimates and
the impact of such variations could be material, and {(iv) changes in fair values and market prices
could result in material impacts to Pepco Holdings' assets, liabilities, other comprehensive
income (loss), and results of operations. See Note 2, "Summary of Significant Accounting
Policies - Accounting for Derivatives" to the consolidated financial statements of PHI included
in Item 8 for information on PHI's accounting for derivatives.

Pepco Holdings and its subsidiaries use derivative instruments primarily to manage risk
associated with commodity prices and interest rates. SFAS No. 133, "Accounting for Derivative
Instruments and Hedging Activities," as amended, governs the accounting treatment for
derivatives and requires that derivative instruments be measured at fair value. The fair value of
derivatives is determined using quoted exchange prices where available. For instruments that
are not fraded on an exchange, external broker quotes are used to determine fair value. For some
custom and complex instruments, an internal model is used to interpolate broker quality price
information. The same valuation methods are used to determine the value of non-derivative,
commodity exposure for risk management purposes.

Pension and Other Postretirement Benefit Plans

Pepco Holdings believes that the estimates involved in reporting the costs of providing
pension and other postretirement benefits represent "Critical Accounting Estimates” because (i)
they are based on an actuarial calculation that includes a number of assumptions which are
subjective in nature, (ii) they are dependent on numerous factors resulting from actual plan
experience and assumptions of future experience, and (iii) changes in assumptions could impact
Pepco Holdings' expected future cash funding requirements for the plans and would have an
impact on the projected benefit obligations, the reported pension and other postretirement benefit
liability on the balance sheet, and the reported annual net periodic pension and other
postretirement benefit cost on the income statement. In terms of quantifying the anticipated
impact of a change in assumptions, Pepco Holdings estimates that a .25% change in the discount
rate used to value the benefit obligations could result in a $5 million impact on its consolidated
balance sheets and statements of earnings. Additionally, Pepco Holdings estimates that a .25%
change in the expected return on plan assets could result in a $4 million impact on the
consolidated balance sheets and statements of earnings and a .25% change in the assumed
healthcare cost trend rate could result in a $.5 million impact on its consolidated balance sheets
and statements of earnings. Pepco Holdings' management consults with its actuaries and
investment consultants when selecting its plan assumptions.

Pepco Holdings follows the guidance of SFAS No. 87, "Employers’ Accounting for
Pensions,” and SFAS No. 106, "Employers' Accounting for Postretirement Benefits Other Than
Pensions," when accounting for these benefits. Under these accounting standards, assumptions
are made regarding the valuation of benefit obligations and the performance of plan assets. In
accordance with these standards, the impact of changes in these assumptions and the difference
between actual and expected or estimated results on pension and postretirement obligations is
generally recognized over the working lives of the employees who benefit under the plans rather
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than immediately recognized in the statement of earnings. Plan assets are stated at their market
value as of the measurement date, which is December 31.

Regulation of Power Delivery Operations

The requirements of SFAS No. 71, "Accounting for the Effects of Certain Types of
Regulation," apply to the Power Delivery businesses of Pepco, DPL, and ACE. Pepco
Holdings believes that the judgment involved in accounting for its regulated activities
represent "Critical Accounting Estimates" because (i) a significant amount of judgment is
required (including but not limited to the interpretation of laws and regulatery commission
orders) to assess the probability of the recovery of regulatory assets, (ii) actual results and
interpretations could vary from those used in Pepco Holdings' estimates and the impact of
such variations could be material, and (iii) the impact that writing off a regulatory asset would
have on Pepco Holdings' assets and the net loss related to the charge could be material.

Unbilled Revenue

Unbilled revenue represents an estimate of revenue earned from services rendered by
Pepco Holdings' utility operations that have not yet been billed. Pepco Holdings' utility
operations calculate unbilled revenue using an output based methodology. This methodology
is based on the supply of electricity or gas distributed to customers. Pepco Holdings believes
that the estimates involved in its unbilled revenue process represent "Critical Accounting
Estimates" because management is required to make assumptions and judgments about input
factors such as customer sales mix and estimated power line losses (estimates of electricity
expected to be lost in the process of its transmission and distribution to customers), all of
which are inherently uncertain and susceptible to change from period to period, the impact of
which could be material.

New Accounting Standards
SFAS No. 154

In May 2005, the FASB issued Statement No. 154, "Accounting Changes and Error
Corrections (SFAS No. 154), a replacement of APB Opinion No. 20 and FASB Statement No.
3." SFAS No. 154 provides guidance on the accounting for and reporting of accounting changes
and error corrections. It establishes, unless impracticable, retrospective application as the
required method for reporting a change in accounting principle in the absence of explicit
transition requirements specific to the newly adopted accounting principle. The reporting of a
correction of an error by restating previously issued financial statements is also addressed by
SFAS No. 154. This Statement is effective for accounting changes and corrections of errors
made in fiscal years beginning after December 15, 2005 (the year ended December 31, 2006 for
Pepco Holdings). Early adoption is permitted.

SFAS No. 155

In February 2006, the FASB issued Statement No. 155, "Accounting for Certain Hybsid
Financial Instruments-an amendment of FASB Statements No. 133 and 140" (SFAS No. 155).
This Statement amends FASB Statements No. 133, "Accounting for Derivative Instruments and
Hedging Activities", and No. 140, "Accounting for Transfers and Servicing of Financial Assets
and Extinguishments of Liabilities." This Statement resolves issues addressed in Statement 133

Implementation Issue No. D1, "Application of Statement 133 to Beneficial Interests in
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Securitized Financial Assets." SFAS No. 155 is effective for all financial instruments acquired
or issued afier the beginning of an entity's first fiscal year that begins after September 15, 2006.
Pepco Holdings is in the process of evaluating the impact of SFAS No. 155 but does not
anticipate that its implementation will have a material impact on Pepco Holdings overall
financial condition, results of operations, or cash flows.

SAR 107 and SFAS No. 123R

In March 2005, the SEC issued Staff Accounting Bulletin No. 107 (SAB 107) which provides
implementation guidance on the interaction between FASB Statement No. 123 (revised 2004),
"Share-Based Payment" (SFAS No. 123R), and certain SEC rules and regulations, as well as
guidance on the valuation of share-based payment arrangements for public companies.

In April 2005, the SEC adopted a rule delaying the effective date of SFAS No. 123R for
public companies. Under the rule, most registrants must comply with SFAS No. 123R
beginning with the first interim or annmal reporting period of their first fiscal year beginning
after June 15, 2005 (the year ended December 31, 2006 for Pepco Holdings).

In November 2005, the FASB published FASB Staff Position (FSP) FAS 123R-3, "Transition
Election Related to Accounting for the Tax Effects of Share-Based Payment Awards" (FSP FAS
123R-3), which provides guidance regarding an alternative transition election for accounting for
the tax effects of share-based payments. FSP FAS 123R-3 was effective upon issuance.

In February 2006, the FASB published FASB Staff Position FAS 123(R)-4, "Classification of
Options and Similar Instruments Issued as Employee Compensation that Allow for Cash
Settlement upon the Occurrence of a Contingent Event" (FSP FAS 123(R)-4), which incorporate
the concept of when cash settlement features of options and similar instruments meet the
condition outlined in SAFS No. 123R. FSP FAS 123(R)-4 is effective upon initial adoption of
SFAS No.123R or the first reporting period after its issuance, if SFAS No. 123R has been
adopted. -

Pepco Holdings is in the process of completing its evaluation of the impact of SFAS No.
123R, FSP FAS 123(R)-3, and FSP FAS 123(R)-4, and does not anticipate that their
implementation or SAB 107 will have a material effect on Pepco Holdings' overall financial
condition, results of operations or cash flows.

FIN 47

Pepco Holdings adopted FASB Interpretation No. 47, "Accounting for Conditional Asset
Retirement Obligations" (FIN 47), on December 31, 2005. A conditional asset retirement
obligation refers to a legal obligation to perform an asset retirement activity in which the timing
and/or method of settlement are conditional on a future event that may or may not be within the
control of the entity. The obligation to perform the asset retirement activity applies even though
uncertainty exists about the time and/or method of settlement. FIN 47 requires an entity to
recognize a liability for the fair value of a conditional asset retirement obligation, when incurred,
if the fair value of the liability can be reasonably estimated. Uncertainty about the timing and/or
method of settlement of the conditional asset retirement obligation should be factored into the
measurement of the liability when sufficient information exists.

In adopting FIN 47, Pepco Holdings identified that it has asset retirement obligatioﬁs to (1)

remove retired underground storage tanks located in multiple locations, (2) cap and monitor an
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ash disposal site, (3) remove asbestos at one generating station and (4) remove thermal
equipment installed under contract with a Delaware court house at the termination of the
contract. As a result of these obligations, during 2005 Pepco Holdings recorded both a
conditional asset retirement obligation of $1.5 million and a de minimis transition liability.
Accretion expense for 2005 which relates to the Power Delivery segment has been recorded as a
regulatory asset.

EITF 04-13

In September 2005, the FASB ratified EITF Issue No. 04-13, "Accounting for Purchases and
Sales of Inventory with the Same Counterparty” (EITF 04-13), which addresses circumstances
under which two or more exchange transactions involving inventory with the same counterparty
should be viewed as a single exchange transaction for the purposes of evaluating the effect of
APB Opinion 29, EITF 04-13 is effective for new arrangements entered into, or modifications
or renewals of existing arrangements, beginning in the first interim or annual reporting period
beginning after March 15, 2006 (April 1, 2006 for Pepco Holdings). EITF 04-13 would not
affect Pepco Holdings' net income, overall financial condition, or cash flows, but rather could
result in certain revenues and costs, including wholesale revenues and purchased power
expenses, being presented on a net basis. Pepco Holdings is in the process of evaluating the
impact of EITF 04-13 on its Consolidated Statements of Earnings presentation of purchases and
sales.

RISK FACTORS

The businesses of PHI and its subsidiaries are subject to numerous risks and uncertainties,
including the events or conditions identified below. The occurrence of one or more of these
events or conditions could have an adverse effect on the business of PHI and its subsidiaries,
inchuding, depending on the circumstances, their financial condition, results of operations and
cash flows.

PHI and its subsidiaries are subject to substantial governmental regulation. If PHI or any
of its subsidiaries receives unfavorable regulatory treatment, PHI's business could be
negatively affected.

PHI's Power Delivery businesses are subject to regulation by various federal, state and local
regulatory agencies that significantly affects their operations. Each of Pepco, DPL and ACE is
regulated by state public service commissions in its service territories, with respect to, among
other things, the rates it can charge retail customers for the supply and distribution of electricity
(and additionally for DPL the supply and distribution of gas). In addition, the rates that the
companies can charge for electricity transmission are regulated by FERC. The companies
cannot change supply, distribution, or transmission rates without approval by the applicable
regulatory authority. While the approved distribution and transmission rates are intended to
permit the companies to recover their costs of service and earn a reasonable rate of return, the
profitability of the companies is affected by the rates they are able to charge. In addition, if the
costs incurred by any of the companies in operating its transmission and distribution facilities
exceed the allowed amounts for costs included in the approved rates, the financial results of that
company, and correspondingly, PHI, will be adversely affected.

PHI's subsidiaries also are required to have numerous permits, approvals and certificates from
governmental agencies that regulate their businesses. PHI believes that its subsidiaries have
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obtained or sought renewal of the material permits, approvals and certificates necessary for their
existing operations and that their businesses are conducted in accordance with applicable laws;
however, PHI is unable to predict the impact of future regulatory activities of any of these
agencies on its business. Changes in or reinterpretations of existing laws or regulations, or the
imposition of new laws or regulations, may require PHI's subsidiaries to incur additional
expenses or to change the way they conduct their operations.

PHI's business could be adversely affected by the Mirant bankruptcy.

In 2000, Pepco sold substantially all of its electricity generation assets to Mirant. As part of
the sale, Pepco entered into several ongoing contractual arrangements with Mirant and certain of
its subsidiaries. On July 14, 2003, Mirant and most of its subsidiaries filed a voluntary petition
for reorganization under Chapter 11 of the U.S. Bankruptcy Code in the U.S. Bankruptcy Court
for the Northern District of Texas. Depending on the outcome of the proceedings related to the
bankruptcy, the Mirant bankruptcy could adversely affect PHI's business. See "Relationship
with Mirant Corporation" for additional information.

Pepco may be required to make additional divestiture proceeds gain-sharing payments to
customers in the District of Columbia and Maryland.

Pepco currently is involved in regulatory proceedings in Maryland and the District of
Columbia related to the sharing of the net proceeds from the sale of its generation-related assets.
The principal issue in the proceedings is whether Pepco should be required to share with
customers the excess deferred income taxes and accumulated deferred investment tax credits
associated with the sold assets and, if so, whether such sharing would violate the normalization
provisions of the Internal Revenue Code and its implementing regulations. Depending on the
outcome of the proceedings, Pepco could be required to make additional gain-sharing payments
to customers and payments to the IRS in the amount of the associated accumulated deferred
investment tax credits, and Pepco might be unable to use accelerated depreciation on District of
Columbia and Maryland allocated or assigned property. See "Regulatory and Other Matters" for
additional information.

The operating results of PHI's Power Delivery and Competitive Energy businesses
fluctuate on a seasonal basis and can be adversely affected by changes in weather.

PHI's Power Delivery and Competitive Energy businesses are seasonal and weather patterns
can have a material impact on their operating performance. Demand for electricity is generalty
greater in the summer months associated with cooling and demand for eleciricity and gas is
generally greater in the winter months associated with heating as compared to other times of the
year. Historically, the competitive energy operations of Conectiv Energy and Pepco Energy
Services have produced less revenues when weather conditions are milder than normal. Such
weather conditions can also negatively impact income from these operations. Energy
management services generally are not seasonal.

The facilities of PHI's subsidiaries may not operate as planned or may require significant
maintenance expenditures, which could decrease their revenues or increase their expenses.
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Operation of generation, transmission and distribution facilities involves many risks,
including the breakdown or failure of equipment, accidents, labor disputes and performance
below expected levels. Older facilities and equipment, even if maintained in accordance with
sound engineering practices, may require significant capital expenditures for additions or
upgrades to keep them operating at peak efficiency, to comply with changing environmental
requirements, or to provide reliable operations. Natural disasters and weather-related incidents,
including tornadoes, hwrricanes and snow and ice storms, also can disrupt generation,
transmission and distribution delivery systems. Operation of generation, transmission and
distribution facilities below expected capacity levels can reduce revenues and result in the
incurrence of additional expenses that may not be recoverable from customers or through
insurance. Furthermore, if PHI's operating subsidiaries are unable to perform their contractual
obligations for any of these reasons, they may incur penalties or damages.

The transmission facilities of PHI's Power Delivery business are interconnected with the
facilities of other transmission facility owners whose actions could have a negative impact
on the operations of PHI's subsidiaries.

The transmission facilities of Pepco, DPL and ACE are directly interconnected with the
transmission facilities of contiguous utilities and, as such, are part of an interstate power
transmission grid. FERC has designated a number of regional transmission operators to
coordinate the operation of portions of the interstate transmission grid. Each of Pepco, DPL and
ACE is a member of PIM, which is the regional transmission operator that coordinates the
movement of electricity in all or parts of Delaware, Illinois, Indiana, Kentucky, Maryland,
Michigan, New Jersey, North Carolina, Ohio, Pennsylvania, Tennessee, Virginia, West Virginia
and the District of Columbia. Pepco, DPL and ACE operate their transmissicn facilities under
the direction and control of PJM. PJM and the other regional transmission operators have
established sophisticated systems that are designed to ensure the reliability of the operation of
transmission facilities and prevent the operations of one utility from having an adverse impact
on the operations of the other utilities. However, the systems put in place by PJM and the other
regional transmission operators may not always be adequate to prevent problems at other utilitics
from causing service interruptions in the transmission facilities of Pepco, DPL or ACE. If any
of Pepco, DPL or ACE were to suffer such a service interruption, it could have a negative impact
on its and PHI's business. ‘

The cost of compliance with environmental laws is significant and new environmental laws
may increase the expenses of PHI and its subsidiaries.

The operations of PHI's subsidiaries, both regulated and unregulated, are subject to extensive
federal, state and local environmental statutes, rules and regulations, relating to air quality, water
quality, spill prevention, waste management, natural resources, site remediation, and health and
safety. These laws and regulations require PHI's subsidiaries to make capital expenditures and
to incur other expenditures to, among other things, meet emissions standards, conduct site
remediation and perform environmental monitoring. PHI's subsidiaries also may be required to
pay significant remediation costs with respect to third party sites. If PHI's subsidiaries fail to
comply with applicable environmental laws and regulations, even if caused by factors beyond
their control, such failure could result in the assessment of civil or criminal penalties and
liabilities and the need to expend significant sums to come into compliance.
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In addition, PHI's subsidiaries incur costs to obtain and comply with a variety of
environmental permits, licenses, inspections and other approvals. If there is a delay in obtaining
any required environmental regulatory approval, or if PHI's subsidiaries fail to obtain, maintain
or comply with any such approval, operations at affected facilities could be halted or subjected
to additional costs.

New environmental laws and regulations, or new interpretations of existing laws and
regulations, could impose more stringent limitations on the operations of PHI's subsidiaries or
require them to incur significant additional costs. PHI's current compliance strategy may not
successfully address the relevant standards and interpretations of the future.

Failure to retain and attract key skilled professional and technical employees could have
an adverse effect on the operations of PHL

Implementation of PHI's strategy is dependent on its ability to recruit, retain and motivate
employees. Competition for skilled employees in some areas is high and the inability to retain
and attract these employees could adversely affect PHI's business, operations, and financial
condition.

PHI's Competitive Energy businesses are highly competitive.

The unregulated energy generation, supply and marketing businesses in the mid-Atlantic
region are characterized by intense competition at both the wholesale and retail levels. PHI's
Competitive Energy businesses compete with numerous non-utility generators, independent
power producers, wholesale and retail energy marketers, and traditional utilities. This
competition generally has the effect of reducing margins and requires a continual focus on
controlling costs.

PHI's Competitive Energy businesses rely on some transmission, storage, and distribution
assets that they do not own or control to deliver wholesale and retail electricity and natural
gas and to obtain fuel for their generation facilities.

PHI's Competitive Energy businesses depend upon electric transmission facilities, natural gas
pipelines, and gas storage facilities owned and operated by others. The operation of their
generation facilities also depends upon coal, natural gas or diesel fuel supplied by others. If
electric transmission, natural gas pipelines, or gas storage are disrupted or capacity is inadequate
or unavailable, the Competitive Energy businesses' ability to buy and receive and/or sell and
deliver wholesale and retail power and natural gas, and therefore to fulfill their contractual
obligations, could be adversely affected. Similarly, if the fuel supply to one or more of their
generation plants is disrupted and storage or other alternative sources of supply are not available,
the Competitive Energy businesses' ability to operate their generating facilities could be
adversely affected.

Changes in technology may adversely affect PHI's Power Delivery and Competitive Energy
businesses.

Research and development activities are ongoing to improve alternative technologies to
produce electricity, including fuel cells, micro turbines and photovoltaic (solar) cells. Itis
possible that advances in these or other alternative technologies will reduce the costs of
electricity production from these technologies, thereby making the generating facilities of PHI's
Competitive Energy businesses less competitive. In addition, increased conservation efforts and
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advances in technology could reduce demand for electricity supply and distribution, which could
adversely affect PHI's Power Delivery and Competitive Energy businesses. Changes in
technology also could alter the channels through which retail electric customers buy electricity,
which could adversely affect PHI's Power Delivery business.

PHI's risk management procedures may not prevent losses in the operation of its
Competitive Energy businesses.

The operations of PHI's Competitive Energy businesses are conducted in accordance with
sophisticated risk management systems that are designed to quantify risk. However, actual
results sometimes deviate from modeled expectations. In particular, risks in PHI's energy
activities are measured and monitored utilizing value-at-risk models to determine the effects of
potential one-day favorable or unfavorable price movements. These estimates are based on
historical price volatility and assume a normal distribution of price changes and a 95%
probability of occurrence. Consequently, if prices significantly deviate from historical prices,
PHI's risk management systems, including assumptions supporting risk limits, may not protect
PHI from significant losses. In addition, adverse changes in energy prices may result in
economic losses in PHI's earnings and cash flows and reductions in the value of assets on its
balance sheet under applicable accounting rules.

The commeodity hedging procedures used by PHI's Competitive Energy businesses may not
protect them from significant losses caused by volatile commodity prices.

To lower the financial exposure related to commaodity price fluctuations, PHI's Competitive
Energy businesses routinely enter into contracts to hedge the value of their assets and operations.
As part of this strategy, PHI's Competitive Energy businesses utilize fixed-price, forward,
physical purchase and sales contracts, tolling agreements, futures, financial swaps and option
contracts traded in the over-the-counter markets or on exchanges. Each of these various hedge
instruments can carry a unique set of risks in their application to PHI's energy assets. PHI must
apply judgment in determining the application and effectiveness of each hedge instrument.
Changes in accounting rules, or revised interpretations to existing rules, may cause hedges to be
deemed ineffective. This could have material earnings implications for the period or periods in
question. Conectiv Energy's objective is to hedge a portion of the expected power output of its
generation facilities and the costs of fuel used to operate those facilities so it is not completely
exposed to spot enetgy price movements. Hedge targets are approved by PHI's Corporate Risk
Management Committee and may change from time to time based on market conditions.
Conectiv Energy generally establishes hedge targets annually for the next three succeeding 12-
month periods. Within a given 12 month horizon, the actual hedged positioning any month may
be outside of the targeted range, even if the average for a 12 month period falls within the stated
range. Management exercises judgment in determining which months present the most
significant risk, or opportunity, and hedge levels are adjusted accordingly. Since energy markets
can move significantly in a short period of time, hedge levels may also be adjusted to reflect
revised assumptions. Such factors may include, but are not limited to, changes in projected plant
output, revisions to fuel requirements, transmission constraints, prices of alternate fuels, and
improving or deteriorating supply and demand conditions. In addition, short-term occurrences,
such as abnormal weather, operational events, or intra-month commeodity price volatility may
also cause the actual level of hedging coverage to vary from the established hedge targets.
These events can cause fluctuations in PHI's earnings from period to period. Due to the high
heat rate of the Pepco Energy Services generation facilities, Pepco Energy Services generally
does not enter into wholesale contracts to lock in the forward value of its plants. To the extent
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that PHI's Competitive Energy businesses have unhedged positions or their hedging procedures
do not work as planned, fluctuating commodity prices could result in significant losses.
Conversely, by engaging in hedging activities, PHI may not realize gains that otherwise could
result from fluctnating commodity prices.

Acts of terrorism could adversely affect PHI's businesses.

The threat of, or actual acts of, terrorism may affect the operations of PHI and its subsidiaries
in unpredictable ways and may cause changes in the insurance markets, force PHI and its
subsidiaries to increase security measures and cause disruptions of fuel supplies and markets. If
any of PHI's infrastructure facilities, such as its electric generation, filel storage, transmission or
distribution facilities, were to be a direct target, or an indirect casualty, of an act of terrorism, its
operations could be adversely affected. Instability in the financial markets as a result of
terrorism also could affect the ability of PHI and its subsidiaries to raise needed capital.

The insurance coverage of PHI and its subsidiaries may not be sufficient to cover all
casualty losses that they might incur.

PHI and its subsidiaties currently have insurance coverage for their facilities and operations
in amounts and with deductibles that they consider appropriate. However, there is no assurance
that such insurance coverage will be available in the future on commercially reasonable terms.
In addition, some risks, such as weather related casualties, may not be insurable. In the case of
loss or damage to property, plant or equipment, there is no assurance that the insurance proceeds,
if any, received will be sufficient to cover the entire cost of replacement or repair.

PHI and its subsidiaries may be adversely affected by economic conditions.

Periods of slowed economic activity generally result in decreased demand for power,
particularly by industrial and large commercial customers. As a consequence, recessions or
other downturns in the economy may result in decreased revenues and cash flows for PHI's
Power Delivery and Competitive Energy businesses.

The IRS challenge to cross-border energy sale and lease-back transactions entered inte by
a PHI subsidiary could result in loss of prior and future tax benefits.

PCI maintains a portfolio of cross-border energy sale-leaseback transactions, which as of
December 31, 2005, had a book value of approximately $1.3 billion and from which PHI
currently derives approximately $55 million per year in tax benefits in the form of interest and
depreciation deductions. All of PCI's cross-border energy leases are with tax indifferent parties
and were entered into prior to 2004. On February 11, 2005, the Treasury Department and IRS
issued a notice informing taxpayers that the IRS intends to challenge the tax benefits claimed by
taxpayers with respect to certain of these transactions. In addition, on June 29, 2005, the IRS
published a Coordinated Issue Paper concerning the resolution of audit issues related to such
transactions.

PCI's leases have been under examination by the IRS as part of the normal PHI fax audit. On
May 4, 20035, the IRS issued a Notice of Proposed Adjustment to PHI that challenges the tax
benefits realized from interest and depreciation deductions claimed by PHI with respect to these
leases for the tax years 2001 and 2002. The tax benefits claimed by PHI with respect to these
leases from 2001 through December 31, 2005 were approximately $230 million. The ultimate
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outcome of this issue is uncertain; however, if the IRS prevails, PHI would be subject to
additional taxes, along with interest and possibly penalties on the additional taxes, which could
have a material adverse effect on PHI's results of operations and cash flows.

In addition, a disallowance, rather than a deferral, of tax benefits to be realized by PHI from
these leases will require PHI to adjust the book value of its leases and record a charge to
earnings equal to the repricing impact of the disallowed deductions. Such a change would likely
have a material adverse effect on PHI's results of operations for the period in which the charge is
recorded.

See "Management's Discussion and Analysis of Financial Condition and Results of
Operations - Regulatory and Other Matters” for additional information.

Pending tax legisiation could result in a loss of future tax benefits from cross-border
energy sale and lease-back transactions entered into by a PHI subsidiary.

On November 18, 2005, the U.S. Senate passed The Tax Relief Act of 2005 (8.2020) which
would apply passive loss limitation rules to leases with foreign tax indifferent parties effective
for taxable years beginning after December 31, 2005, even if the leases were entered into on or
prior to March 12, 2004. On December 8, 2005, the U.S. House of Representatives passed the
Tax Relief Extension Reconciliation Act of 2005 (H.R. 4297), which does not contain any
provision which would modify the current treatment of leages with tax indifferent parties.
Enactment into law of a bill that is similar to 8.2020 in its current form could result in a material
delay of the income tax benefits that PCI would receive in connection with its eross-border
energy leases and thereby adversely affect PHI's cash flow. The U.S. House of Representatives
and the U.S. Senate are expectied to hold a conference in the near future to reconcile the
differences in the two bills to determine the final legislation.

In July 2005, the FASB released a Proposed Staff Position paper that would amend SFAS
No. 13 and require a lease to be repriced and the book value adjusted when there is a change or
probable change in the timing of tax benefits. Adoption of this Proposed Staff Position Paper
and enactment of a bill that is similar to $.2020 could result in a material adverse effect on PHI's
results of operations and cash flows,

See "Regulatory and Other Matters” for additional information.

IRS Revenue Ruling 2005-53 on Mixed Service Costs could require PHI to incur additional
tax and interest payments in connection with the IRS audit of this issue for the tax years
2001 through 2004 (IRS Revenue Ruling 2005-53).

During 2001, Pepco, DPL, and ACE changed their methods of accounting with respect to
capitalizable construction costs for income tax purposes, which allow the companies to
accelerate the deduction of certain expenses that were previously capitalized and depreciated.
Through December 31, 2005, these accelerated deductions have generated incremental tax cash
flow benefits of approximately $205 million (consisting of $94 million for Pepco, $62 million
for DPL, and $49 million for ACE) for the companies, primarily attributable to their 2001 tax
returns, On August 2, 2005, the IRS issued Revenue Ruling 2005-53 (the Revenue Ruling) that
will limit the ability of the companies to utilize this method of accounting for income tax
purposes on their tax returns for 2004 and prior years. PHI intends to contest any IRS
adjustment to its prior year income tax returns based on the Revenue Ruling. However, if the
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IRS is successful in applying this Revenue Ruling, Pepco, DPL, and ACE would be required to
capitalize and depreciate a portion of the construction costs previously deducted and repay the
associated income tax benefits, along with interest thereon. During 2005, PHI recorded a $10.9
million increase in income tax expense, consisting of $6.0 million for Pepco, $2.9 million for
DPL, and $2.0 million for ACE, to account for the accrued interest that would be paid on the
portion of tax benefits that PHI estimates would be deferred to future years if the construction
costs previously deducted are required to be capitalized and depreciated.

On the same day as the Revenue Ruling was issued, the Treasury Department released
regulations that, if adopted in their current form, would require Pepco, DPL, and ACE to change
their method of accounting with respect to capitalizable construction costs for income tax
purposes for all future tax periods beginning in 2005. Under these regulations, Pepco, DPL, and
ACE will have to capitalize and depreciate a portion of the construction costs that they have
previously deducted, and include the impact of this adjustment in taxable income over a two
year period beginning with tax year 2005. PHI is working with the industry to identify an
alternative method of accounting for capitalizable construction costs acceptable to the IRS to
replace the method disallowed by the proposed regulations.

In February 2006, PHI paid approximately $121 million of taxes to cover the amount of taxes
management estimates will be payable once a new final method of tax accounting is adopted on
its 2005 tax return, due to the proposed regulations. Although the increase in taxable income
will be spread over the 2005 and 2006 tax return periods, the cash payments would have all
occurred in 2006 with the filing of the 2005 tax return and the ongoing 2006 estimated tax
payments. This $121 million tax payment was accelerated to eliminate the need to accrue
additional Federal interest expense for the potential IRS adjustment related to the previous tax
accounting method PHI used during the 2001-2004 tax years.

PHI believes that the $121 million tax payment is a reasonable estimate, based on current
information, of the additional taxes that will be due once a new method of tax accounting is
adopted. For the 2001 through 2004 period currently under audit by the IRS, there is a risk that
the IRS could successfully challenge the tax accounting method utilized in 2001 through 2004,
and assert additional taxes above the $121 million payment. If the IRS were to be successful in
this contention, PHI would be responsible for the additional taxes above the $121 million
amount, as well as interest on the additional taxes.

PHI and its subsidiaries are dependent on their ability to successfully access capital
markets. An inability to access capital may adversely affect their business.

PHI and its subsidiaries rely on access to both short-term money markets and longer-term
capital markets as a source of liquidity and to satisfy their capital requirements not satisfied by
the cash flow from their operations. Capital market disruptions, or a downgrade in credit ratings
of PHI or its subsidiaries, could increase the cost of borrowing or could adversely affect their
ability to access one or more financial markets. In addition, a reduction in PHI's credit ratings
could require PHI or its subsidiaries to post additional collateral in connection with scme of its
wholesale marketing and financing activities. Disruptions to the capital markets could include,
but are not limited to:

e recession or an economic slowdown;

o the bankruptcy of one or more energy companies;
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e significant increases in the prices for oil or other fuel;
¢ 2 terrorist attack or threatened attacks; or

o asignificant transmission failure.

In accordance with the requirements of the Sarbanes-Oxley Act of 2002 and the SEC rules
thereunder, PHI's management is responsible for establishing and maintaining internal control
over financial reporting and is required to assess annually the effectiveness of these controls.
The inability to certify the effectiveness of these controls due to the identification of one or more
material weaknesses in these controls also could increase the financing costs of PHI and its
subsidiaries or could adversely affect their ability to access one or more financial markets.

PHI's future defined benefit plan funding obligations are affected by its assumptions
regarding the valunation of its benefit obligations and the performance of plan assets; actual
experience which varies from the assumptions could result in an obligation of PHI to make
significant unplanned cash contributions to the plan.

PHI follows the guidance of SFAS No. 87, "Employers' Accounting for Pensions,” in
accounting for pension benefits under the Retirement Plan, a non-contributory defined benefit
plan. In accordance with these accounting standards, PHI makes assumptions regarding the
valuation of benefit obligations and the performance of plan assets. Changes in assumptions,
such as the use of a different discount rate or expected return on plan assets, affect the
calculation of projected benefit obligations, accumulated benefit obligation (ABO), reported
pension liability on PHI's balance sheet, and reported annual net periodic pension benefit cost on
PHI's statement of earnings.

Furthermore, if actual pension plan experience is different from that which is expected, the
ABO could be greater than the fair value of pension plan assets. If this were to occur, PHI could
be required to recognize an additional minimum liability as prescribed by SFAS No. 87. The
liability would be recorded as a reduction to common equity through a charge to Other
Comprehensive Income (OCI), and would not affect net income for the year. The charge to OCI
would be restored through common equity in future periods when the fair value of plan assets
exceeded the accumulated benefit obligation. PHI's funding policy is to make cash contributions
to the pension plan sufficient for plan assets to exceed the ABO, and avoid the recognition of an
additional minimum liability.

Use of alternative assumptions could also impact the expected future cash funding
requirements for the pension plan if PHI's defined benefit plan did not meet the minimum
funding requirements of ERISA,

PHI's cash flow, ability to pay dividends and ability to satisfy debt obligations depend on
the performance of its operating subsidiaries. PHI's unsecured obligations are effectively
subordinated to the liabilities and the outstanding preferred stock of its subsidiaries.

PHI is a holding company that conducts its operations entirely through its subsidiaries, and
all of PHI's consolidated operating assets are held by its subsidiaries. Accordingly, PHI's cash
flow, its ability to satisfy its obligations to creditors and its ability to pay dividends on its
common stock are dependent upon the earnings of the subsidiaries and the distribution of such
earnings to PHI in the form of dividends. The subsidiaries are separate and distinct legal entities
and have no obligation to pay any amounts due on any debt or equity securities issued by PHI or
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to make any funds available for such payment. Because the claims of the creditors and preferred
stockholders of PHI's subsidiaries are superior to PHI's entitlement to dividends, the unsecured
debt and obligations of PHI are effectively subordinated to all existing and future liabilities of its
subsidiaries and to the rights of the holders of preferred stock to receive dividend payments.

Energy companies are subject to adverse publicity, which may render PHI and its
subsidiaries vulnerable to negative regulatory and litigation outcomes.

The energy sector has been among the sectors of the economy that have been the subject of
highly publicized allegations of misconduct in recent years. In addition, many utility companies
have been publicly criticized for their performance during recent natural disasters and weather
related incidents. Adverse publicity of this nature may render legislatures, regulatory
authorities, and other government officials less likely to view energy companies such as PHI and
its subsidiaries in a favorable light, and may cause PHI and its subsidiaries to be susceptible to
adverse outcomes with respect to decisions by such bodies.

Provisions of the Delaware General Corporation Law and PHI's organizational documents
may discourage an acquisition of PHI.

The Delaware General Corporation Law and PHI's organizational documents both contain
provisions that could impede the removal of PHI's directors and discourage a third party from
making a proposal to acquire PHI. As a Delaware corporation, PHI is subject to the business
combination law set forth in Section 203 of the Delaware General Corporation Law, which could
have the effect of delaying, discouraging or preventing an acquisition of PHI. PHI has a
staggered board of directors that is divided into three classes of equal size, with one class elected
each year for a term of three years. At the 2005 Annual Meeting, the shareholders approved an
amendment to PHI's Certificate of Incorporation that will eliminate the staggered board over a
two-year period. As a result, beginning with the 2007 Annual Meeting, all of the directors will
be elected for one-year terms.

FORWARD-LOOKING STATEMENTS

Some of the statements contained in this Annual Report on Form 10-K are forward-looking
statements within the meaning of Section 21E of the Securities Exchange Act and are subject to
the safe harbor created by the Private Securities Litigation Reform Act of 1995. These
statements include declarations regarding Pepco Holdings' intents, beliefs and current
expectations. In some cases, you can identify forward-looking statements by terminology such
as "may," "will," "should," "expects," "plans,” "anticipates," "believes," "estimates,"” "predi
"potential” or "continue” or the negative of such terms or other comparable terminology. Any
forward-looking statements are not guarantees of future performance, and actual results could
differ materially from those indicated by the forward-looking statements. Forward-looking
statements involve estimates, assomptions, known and unknown risks, uncertainties and other
factors that may cause PHI's actual results, levels of activity, performance or achievements to be
materially different from any future results, levels of activity, performance or achievements
expressed or implied by such forward-looking statements.

The forward-looking statements contained herein are qualified in their entirety by reference
to the following important factors, which are difficult to predict, contain uncertainties, are
beyond Pepco Holdings' control and may cause actual results to differ materially from those
contained in forward-looking statements:
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Prevailing governmental policies and regulatory actions affecting the energy industry,
including with respect to allowed rates of return, industry and rate structure, acquisition
and disposal of assets and facilities, operation and construction of plant facilities,
recovery of purchased power expenses, and present or prospective wholesale and retail
competition;

Changes in and compliance with environmental and safety laws and policies;
Weather conditions;

Population growth rates and demographic patterns;

Competition for retail and wholesale customers;

General economic conditions, including potential negative impacts resulting from an
economic downturt;

Growth in demand, sales and capacity to fulfill demand;

Changes in tax rates or policies or in rates of inflation;

Potential changes in accounting standards or practices;

Changes in project costs;

Unanticipated changes in operating expenses and capital expenditures;
The ability to obtain funding in the capital markets on favorable terms;
Restrictions imposed by Federal and/or state regulatory commissions;

Legal and administrative proceedings (whether civil or criminal) and settlements that
influence PHI's business and profitability;

Pace of entry into new markets;
Volatility in market demand and prices for energy, capacity and fuel;
Interest rate fluctuations and credit market concerns; and

Effects of geopolitical events, including the threat of domestic terrorism.

Any forward-looking statements speak only as to the date of this Annual Report and Pepco
Holdings undertakes no obligation to update any forward-looking statements to reflect events or
circumstances after the date on which such statements are made or to reflect the occurrence of
unanticipated events. New factors emerge from time to time, and it is not possible for Pepco
Holdings to predict all of such factors, nor can Pepco Holdings assess the impact of any such
factor on its business or the extent to which any factor, or combination of factors, may cause
results to differ materially from those contained in any forward-looking statement.

The foregoing review of factors should not be construed as exhaustive.
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MANAGEMENT'S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION
AND RESULTS OF OPERATIONS

POTOMAC ELECTRIC POWER COMPANY
RESTATEMENT

Pepco restated its previously reported financial statements as of December 31, 2004 and for
the years ended December 31, 2004 and 2003, the quarterly financial information for the first
three quarters in 2003, and all quarterly periods in 2004, to correct the accounting for certain
deferred compensation arrangements. The restatement includes the correction of other errors for
the same periods, primarily relating to unbilled revenue, taxes, and various accrual accounts,
which were considered by management to be immaterial. These other errors would not
themselves have required a restatement absent the restatement to correct the accounting for
deferred compensation arrangements. This restatement was required solely because the
cumulative impact of the correction, if recorded in the fourth quarter of 2005, would have been
material to that period's reported net income. See Note 13 "Restatement” for further discussion.

GENERAL OVERVIEW

Potomac Electric Power Company (Pepco) is engaged in the transmission and distribution of
electricity in Washington, D.C. and major portions of Montgomery County and Prince George's
County in suburban Maryland. Pepco provides Default Electricity Supply, which is the supply
of electricity at regulated rates to retail customers in its territories who do not elect to purchase
electricity from a competitive supplier, in both the District of Columbia and Maryland. Default
Electricity Supply is known as Standard Offer Service (SOS} in both the District of Columbia
and Maryland. Pepco's service territory covers approximately 640 square miles and has a
population of approximately 2 million. As of December 31, 2005, approximately 57% of
delivered electricity sales were to Maryland customers and approximately 43% were to
Washington, D.C. customers.

Pepco is a wholly owned subsidiary of Pepco Holdings, Inc. (PHI or Pepco Holdings).
Because PHI is a public utility holding company subject to the Public Utility Holding Company
Act of 2005 (PUHCA 2005), the relationship between PHI and Pepco and certain activities of
Pepco are subject to the regulatory oversight of FERC under PUHCA 2005.
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The accompanying results of operations discussion is for the year ended December 31,
2005 compared to the year ended December 31, 2004. Other than this disclosure, information
under this item has been omitied in accordance with General Instruction I{2)(a) to the Form

10-K. All amounts in the tables (except sales and customers) are in millions.

Operating Revenue
2005 2004 Change
Regulated T&D Electric Revenue $ 8806 § 8454 $ 352
Default Supply Revenue 029.8 924.5 5.3
Other Electric Revenue 34.9 36.0 (1.1)
Total Operating Revenue $ 1,845.3 $ 1,805.9 $ 394

The table above shows the amount of Operating Revenue earned that is subject to price
regulation (Regulated T&D (Transmission and Distribution) Electric Revenue and Default
Supply Revenue) and that which is not subject to price regulation (Other Electric Revenue).
Regulated T&D Electric Revenue consists of the revenue Pepco receives for delivery of
electricity to its customers for which service Pepco is paid regulated rates. Default Supply
Revenue is the revenue received from Default Electricity Supply. The costs related to the
supply of electricity are inchuded in Fuel and Purchased Energy expense. Other Electric
Revenue includes work and services performed on behalf of customers including other utilities,
which is not subject to price regulation. Work and services includes mutual assistance to other
utilities, highway refocation, rents, late payments, and collection fees.

Regulated T&D Electric

Regulated T&D Electric Revenue 2005 2004 Change
Residential $ 2534 $ 2488 $ 46
Commercial 513.9 480.9 33.0
Industrial - - -
Other (Includes PIM) 1133 115.7 24)

Total Regulated T&D Electric Revenue $ 880.6 $ 845.4 $ 352
Regulated T&D Electric Sales (Gwh) 2005 2004 Change
Residential 8,024 8,135 (111)
Commercial 19,407 18,601 806
Industrial - - -
Other 163 166 3)

Total Regulated T&D Electric Sales 27,594 26,902 692
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Regulated T&D Electric Customers (000s)

Residential
Commercial
Industrial
Other
Total Regulated T&D Electric Customers

2005 2004 Change
674 6635 9
73 72 1
747 737 10

Regulated T&D Electric Revenue increased by $35.2 million primarily due to the following:
(i) $21.7 million increase in tax pass-throughs, offset in Other Taxes, (ii) $10.2 million due to
customer growth, the result of a 1.4% customer increase in 2003, (ii1) $7.1 million increase in
estimated unbilled revenue recorded in the fourth quarter of 2005, primarily reflecting a
modification in the estimation process (includes $3.3 million in tax pass-throughs), and (iv) $6.8
million increase due to weather, the result of a 10% increase in Cooling Degree Days in 2005,

offset by $10.6 million due to other sales and raie variances.

Default Electricity Supply

Defauli Supply Revenue 2005 2004 Change
Residential 470.1 $ 3776 $ 925
Commercial 455.0 541.9 (86.9)
Industrial - - -
Other (Includes PIM) 4.7 5.0 (.3)
Total Default Supply Revenue 929.8 $ 92435 $ 53
Default Electricity Supply Sales (Gwh) 2005 2004 Change
Residential 7,446 7,191 255
Commercial 7,170 11,497 (4,327)
Industrial - - -
Other 60 131 (71)
Total Default Electricity Supply Sales 14,676 18,819 (4,143)
Default Electricity Supply Customers (000s) 2005 2004 Change
Residential 641 608 33
Commercial 61 61 -
Industrial - - -
Other - - -
Total Default Electricity Supply Customers 702 669 33
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Default Supply Revenue increased by $5.3 million primarily due to: (i) $195.8 million higher
retail energy rates, the result of market based SOS beginning in Maryland in July 2004 and in
the District of Columbia in February 2005 (partially offset in Fuel and Purchased Energy
expense), (i) $23.9 million due to customer growth, (iii) $9.1 million increase due to weather,
and (iv) $5.5 million increase due to other sales and rate variances, partially offset by (v) $227.8
million decrease resulting from higher commercial customer migration, and (vi) $1.2 million
decrease in estimated unbilled revenue recorded in the fourth quarter of 2005, primarily
reflecting modifications in the estimation process. Default Supply Revenue is partially offset in
Fuel and Purchased Power expense.

For the twelve months ended December 31, 2005, Pepco's Maryland customers served by an
alternate supplier represented 38% of Pepco's total Maryland sales, and Pepco's District of
Columbia customers served by an alternate supplier represented 58% of Pepco's total District of
Columbia sales. For the twelve months ended December 31, 2004, Pepco's Maryland customers
served by an alternate supplier represented 29% of Pepco's total Maryland sales, and Pepco's
District of Columbia customers served by an alternate supplier represented 32% of Pepco's total
District of Columbia sales.

Operating Expenses
Fuel and Purchased Energy

Fuel and Purchased Energy increased by $15.5 million to $913.7 million in 2005, from
$898.2 million in 2004. The increase is primarily due to: (i) $209.3 million increase in higher
average energy costs, the result of new SOS supply contracts in 2005 and (ii) $33.1 million
increase due to customer growth and (iii) $3.9 million increase in other sales and rate variances,
partially offset by (iv) $230.8 million decrease due to higher commercial customer migration.
This expense is primarily offset in Default Supply Revenue.

Other Operation and Maintenance

Other Operation and Maintenance expenses increased by $7.1 million to $280.3 million in
2005, from $273.2 million in 2004. The increase was primarily due to the following: (i) $8.9
million increase in employee related costs, (i) $3.9 million due to the write-off of software and
(iti) $2.0 million in emergency restoration and maintenance expenses, partially offset by (iv)
$5.5 million decrease in PJM administrative expenses due to market based SOS in 2005 and (v)
$4.9 million reduction in the uncollectible account reserve to reflect the amount expected to be
collected on Pepco's Pre-Petition Claims with Mirant.

Depreciation and Amortization

Depreciation and Amortization expenses decreased by $4.5 million to $161.8 million in 2005,
from $166.3 million in 2004. The decrease is primarily due to $5.7 million lower amortization
of non-regulated assets that have been fully amortized.

Other Taxes

Other Taxes increased by $27.1 million to $276.1 million in 2005, from $249.0 million in
2004. The increase was primarily due to higher pass-throughs, mainly as the result of a county
surcharge rate increase (partially offset in Regulated T&D Electric Revenue).
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Gain on Settlement of Claims with Mirant

The Gain on Settlement of Claims with Mirant of $70.5 million represents a settlement (net
of customer sharing) with Mirant in the fourth quarter of 2005 related to the TPA between Pepco
and Mirant ($70 million gain) and a Pepco asbestos claim against the Mirant bankruptcy estate
($.5 million gain).

Gain on Sales of Assets

Gain on Sales of Assets increased $65.5 million to $72.4 million in 2005, from $6.9 million in
2004, This increase is primarily due to a $68.1 million gain from the sale of non-utility land
located at Buzzard Point in the third quarter of 2005.

Other Income (Expenses)

Other Expenses decreased by $10.2 million to a net expense of $63.7 million in 2005, from a
net expense of $73.9 million in 2004. This decrease was primarily due to: (i) $3.9 million
increase in interest and dividend income, (ii} $2.8 million increase in other income due to higher
gross up percentages applied to contributions in aid of construction (offset in Income Tax
expense) and (iii) $2.2 million gain from the sale of stock in 2005.

Income Tax Expense

Pepco's effective tax rate for the year ended December 31, 2005 was 44% as compared to the
federal statutory rate of 35%. The major reasons for this difference were state income taxes (net
of federal benefit), the flow-through of certain book tax depreciation differences, and changes in
estimates related to tax liabilities of prior tax years subject to andit (which, in addition to the
mixed service cost issued under IRS Ruling 2005-53, were the reasons for the higher effective
tax rate as compared to 2004), partially offset by the flow-through of tax credits.

Pepco's effective tax rate for the year ended December 31, 2004 was 37% as compared to the
federal statutory rate of 35%. The major reasons for this difference were state income taxes (net
of federal benefit) and the flow-through of certain book tax depreciation differences, partially
offset by the flow-through of tax credits and changes in estimates related o tax liabilities of
prior tax years subject to audit (which was the primary reason for the lower effective tax rate as
compared to 2003).

RISK FACTORS
The business of Pepco is subject to numerous risks and uncertainties, including the events or
conditions identified below. The occurrence of one or more of these events or conditions could

have an adverse effect on the business of Pepco, including, depending on the circumstances,
their results of operations and financial condition.
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Pepco is a public utility that is subject to substantial governmental regulation. If Pepco
receives unfavorable regulatory treatment, Pepco's business could be negatively affected.

Pepco's utility business is subject to regulation by various federal, state and local regulatory
agencies that significantly affects its operations. Pepco's operations are regulated in Maryland
by the MPSC and in Washington, D.C. by the DCPSC with respect to, among other things, the
rates it can charge retail customers for the supply and distribution of electricity. In addition, the
rates that Pepco can charge for electricity transmission are regulated by FERC. Pepco cannot
change supply, distribution or transmission rates without approval by the applicable regulatory
authority. While the approved distribution and transmission rates are intended to permit Pepco
to recover its costs of service and earn a reasonable rate of return, Pepco's profitability is
affected by the rates it is able to charge. In addition, if the costs incurred by Pepco in operating
its transmission and distribution facilities exceed the allowed amounts for costs included in the
approved rates, Pepco's financial results will be adversely affected.

Pepco also is required to have numerous permits, approvals and certificates from
governmental agencies that regulate its business. Pepco beligves that it has obtained or sought
renewal of the material permits, approvals and certificates necessary for its existing operations
and that its business is conducted in accordance with applicable laws; however, Pepco is unable
to predict the impact of future regulatory activities of any of these agencies on its business.
Changes in or reinterpretations of existing laws or regulations, or the imposition of new laws or
regulations, may require Pepco to incur additional expenses or to change the way it conducts its
operations.

Pepco's business could be adversely affected by the Mirant bankruptcy.

In 2000, Pepco sold substantially all of its electricity generation assets to Mirant. As part of
the sale, Pepco entered into several ongoing contractual arrangements with Mirant and certain of
its subsidiaries. On July 14, 2003, Mirant and most of its subsidiaries filed a voluntary petition
for reorganization under Chapter 11 of the U.S. Bankruptcy Code in the U.S. Bankruptcy Court
for the Northern District of Texas. Depending on the outcome of the proceedings related to
bankruptcy, the Mirant bankruptcy could adversely affect Pepco's business. See "Relationship
with Mirant Corporation" for additional information.

Pepco may be required to make additional divestiture proceeds gain-sharing payments to
customers in the District of Columbia and Maryland.

Pepco currently is involved in regulatory proceedings in Maryland and the District of
Columbia related to the sharing of the net proceeds from the sale of its generation-related assets.
The principal issue in the proceedings is whether Pepco should be required to share with
customers the excess deferred income taxes and accumulated deferred investment tax credits
associated with the sold assets and, if so, whether such sharing would violate the normalization
provisions of the Internal Revenue Code and its implementing regulations. Depending on the
outcome of the proceedings, Pepco could be required to make additional gain-sharing payments
to customers and payments to the IRS in the amount of the associated accumulated deferred
investment tax credits, and Pepco might be unable to use accelerated depreciation on District of
Columbia and Maryland allocated or assigned property. See Item 7 "Regulatory and Other
Matters" for additional information.
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The operating results of Pepco fluctuate on a seasonal basis and can be adversely affected
by changes in weather.

Pepco's electric utility business is seasonal and weather patterns can have a material impact
on its operating performance. Demand for electricity is generally greater in the summer months
associated with cooling and in the winter months associated with heating as compared to other
times of the year. Accordingly, Pepco historically has generated less revenues and income when
weather conditions are milder in the winter and cooler in the summier.

Pepco's facilities may not operate as planned or may require significant maintenance
expenditures, which could decrease its revenues or increase its expenses.

Operation of transmission and distribution facilities involves many risks, including the
breakdown or failure of equipment, accidents, labor disputes and performance below expected
levels. Older facilities and equipment, even if maintained in accordance with sound engineering
practices, may require significant capital expenditures for additions or upgrades to keep them
operating at peak efficiency, to comply with changing environmental requirements, or to provide
reliable operations. Natural disasters and weather-related incidents, including tornadoes,
hurricanes and snow and ice storms, also can disrupt transmission and distribution delivery
systems. Operation of transmission and distribution facilities below expected capacity levels
can reduce revenues and result in the incurrence of additional expenses that may not be
recoverable from customers or through insurance. Furthermore, if Pepco is unable to perform its
contractual obligations for any of these reasons, it may incur penalties or damages.

Pepco's transmission facilities are interconnected with the facilities of other transmission
facility owners whose actions could have a negative impact on Pepco's operations.

The transmission facilities of Pepco are directly interconnected with the transmission
facilities of contiguous utilities and as such are part of an interstate power transmission grid.
FERC has designated a number of regional transmission operators to coordinate the operation of
portions of the interstate transmission grid. Pepco is a member of PJM, which is the regional
transmission operator that coordinates the movement of electricity in all or parts of Delaware,
Illinois, Indiana, Kentucky, Maryland, Michigan, New Jersey, North Carolina, Ohio, '
Pennsylvania, Tennessee, Virginia, West Virginia and the District of Columbia. Pepco operates
its transmission facilities under the direction and control of PIM. PJM and the other regional
transmission operators have established sophisticated systems that are designed to ensure the
reliability of the operation of transmission facilities and prevent the operations of one utility
from having an adverse impact on the operations of the other utilities. However, the systems put
in place by PJM and the other regional transmission operators may not always be adequate to
prevent problems at other utilities from caunsing service interruptions in the transmission
facilities of Pepco. If Pepco were to suffer such a service interruption, it could have a negative
impact on its business.

The cost of compliance with environmental laws is significant and new environmental laws
may increase Pepco's expenses.

Pepco's operations are subject to extensive federal, state and local environmental statutes,
rules and regulations relating to air quality, water quality, spill prevention waste management,
natural resources, site remediation, and health and safety. These laws and regulations require
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Pepco to make capital expenditures and to incur other expenditures to, among other things,
conduct site remediation and perform environmental monitoring. Pepco also may be required to
pay significant remediation costs with respect to third party sites. If Pepco fails to comply with
applicable environmental laws and regulations, even if caused by factors beyond its control, such
failure could result in the assessment of civil or criminal penalties and liabilities and the need to
expend significant sums to come into compliance.

In addition, Pepco incurs costs to obtain and comply with a variety of environmental permits,
licenses, inspections and other approvals. If there is a delay in obtaining any required
environmental regulatory approval, or if Pepco fails to obtain, maintain or comply with any such
approval, operations at affected facilities could be halted or subjected to additional costs.

New environmental laws and regulations, or new interpretations of existing laws and
regulations, could impose more stringent limitations on Pepco's operations or require it to incur
significant additional costs. Pepco's current compliance strategy may not successfully address
the relevant standards and interpretations of the future.

Changes in technology may adversely affect Pepco's business.

Increased conservation efforts and advances in technology could reduce demand for
electricity supply and distribution, which could adversely affect Pepco's business. In addition,
changes in technology also could alter the channels through which retail electric customers buy
electricity, which could adversely affect Pepco's business.

Acts of terrorism could adversely affect Pepco's business.

The threat of, or actual acts of, terrorism may affect Pepco's operations in unpredictable ways
and may cause changes in the insurance markets, force Pepco to increase security measures and
cause disruptions of power markets. If any of Pepco's transmission or distribution facilities were
to be a direct target, or an indirect casualty, of an act of terrorism, its operations could be
adversely affected. Instability in the financial markets as a result of terrorism also could affect
the ability of Pepco to raise needed capital.

Pepco's insurance coverage may not be sufficient to cover all casualty losses that it might
incur.

Pepco currently has insurance coverage for its facilities and operations in amounts and with
deductibles that it considers appropriate. However, there is no assurance that such insurance
coverage will be available in the future on commercially reasonable terms. In addition, some
risks, such as weather related casualties, may not be insurable. In the case of loss or damage to
property, plant or equipment, there is no assurance that the insurance proceeds, if any, received
will be sufficient to cover the entire cost of replacement or repair.

Pepco may be adversely affected by economic conditions.

Periods of slowed economic activity generally result in decreased demand for power,
particularly by industrial and large commercial customers. As a consequence, recessions or
other downturns in the economy may result in decreased revenues and cash flows for Pepco.
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Pepco is dependent on its ability to successfully access capital markets. An inability to
access capital may adversely affect its business.

Pepco relies on access to both short-term money markets and longer-term capital markets as a
source of liquidity and to satisfy its capital requirements not satisfied by the cash flow from its
operations. Capital market disruptions, or a downgrade in Pepco's credit ratings, could increase
the cost of borrowing or could adversely affect its ability to access one or more financial
markets. Disruptions to the capital markets could include, but are not limited to:

recession or an economic slowdown,

the bankruptcy of one or more energy companies;
significant increases in the prices for oil or other fuel;
a tetrorist attack or threatened attacks; or

a significant transmission failure.

In accordance with the requirements of the Sarbanes-Oxley Act of 2002, and the SEC rules
thereunder, Pepco's management is responsible for establishing and maintaining internal
control over financial reporting and is required to assess annually the effectiveness of these
controls. The inability to certify the effectiveness of these controls due to the identification of
one or more material weaknesses in these controls also could increase the financing costs of
PHI and its subsidiaries or could adversely affect their ability to access one or more financial
markets.

Pepco's future defined benefit plan funding obligations are affected by its assumptions
regarding the valuation of its benefit obligations and the performance of plan assets;
actual experience which varies from the assumptions could result in an obligation of
Pepco to make significant unplanned cash contributions to the plan.

Pepco follows the guidance of SFAS No. 87, "Employers’ Accounting for Pensions” in
accounting for pension benefits under the Retirement Plan, a non-contributory defined benefit
plan. In accordance with these accounting standards, Pepco makes assumptions regarding the
valuation of benefit obligations and the performance of plan assets. Changes in assumptions
such as the use of a different discount rate or expected return on plan assets, affect the
calculation of projected benefit obligations, accumulated benefit obligations (ABO), reported
pension liability on Pepco's balance sheet, and reported annual net periodic pension benefit cost
on Pepco's statement of earnings.

Furthermore, if actual pension plan experience is different from that which is expected, the
ABO could be greater than the fair value of pension plan assets. If this were to occur, Pepco
could be required to recognize an additional minimum liability as prescribed by SFAS No. 87.
The liability would be recorded as a reduction to common equity through a charge to Other
Comprehensive Income (OCI), and would not affect net income for the year. The charge to
OCI would be restored through common equity in future periods when the fair value of plan
assets exceeded the ABO. Pepco's funding policy is to make cash contributions to the pension
plan sufficient for plan assets to exceed the ABO, and avoid the recognition of an additional
minimum liability.
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Use of alternative assumptions could also impact the expected future cash funding
requirements for the pension plan if Pepco's defined benefit plan did not meet the minimum
funding requirements of ERISA.

Energy companies are subject to adverse publicity, which may render Pepco vulnerable to
negative regulatory and litigation outcomes.

The energy sector has been among the sectors of the economy that have been the subject of
highly publicized allegations of misconduct in recent years. In addition, many utility companies
have been publicly criticized for their performance during recent natural disasters and weather
related incidents. Adverse publicity of this nature may render legislatures, regulatory
authorities, and other government officials less likely to view energy companies such as Pepco
in a favorable light and may cause Pepco to be susceptible to adverse outcomes with respect to
decisions by such bodies.

Because Pepco is a wholly owned subsidiary of PHI, PHI can exercise substantial contrel
over its dividend policy and business and operations.

All of the members of Pepco's board of directors, as well as many of Pepco's executive
officers, are officers of PHI. Among other decisions, Pepco's board is responsible for decisions
regarding payment of dividends, financing and capital raising activities, and acquisition and
disposition of assets. Within the limitations of applicable law, and subject to the financial
covenants under Pepco's outstanding debt instruments, Pepco's board of directors will base its
decisions concerning the amount and timing of dividends, and other business decisions, on
Pepco's earnings, cash flow and capital structure, but may also take into account the business
plans and financial requirements of PHI and its other subsidiaries.

FORWARD-LOOKING STATEMENTS

Some of the statements contained in this Annual Report on Form 10-K are forward-looking
statements within the meaning of Section 21E of the Securities Exchange Act of 1934, as
amended, and are subject to the safe harbor created by the Private Securities Litigation Reform
Act of 1995. These statements include declarations regarding Pepco's intents, beliefs and current
expectations. In some cases, you can identify forward-looking statements by terminology such
as "may," "will," "should," "expects," "plans," "anticipates,”" "believes," "estimates," "predicts,"
"potential” or "continue” or the negative of such terms or other comparable terminology. Any
forward-looking statements are not guarantees of future performance, and actual results could
differ materially from those indicated by the forward-looking statements. Forward-looking
statements involve estimates, assumptions, known and unknown risks, uncertainties and other
factors that may cause Pepco's or Pepco's industry’s actual results, levels of activity, performance
or achievements to be materially different from any future results, levels of activity, performance
or achievements expressed or implied by such forward-looking statements.

The forward-looking statements contained herein are qualified in their entirety by reference
to the following important factors, which are difficult to predict, contain uncertainties, are

beyond Pepco’s control and may cause actual results to differ materially from those contained in
forward-looking statements:

118




PEPCO
Prevailing governmental policies and regulatory actions affecting the energy industry,
including with respect to allowed rates of return, industry and rate structure, acquisition
and disposal of assets and facilities, operation and construction of plant facilities,
recovery of purchased power expenses, and present or prospective wholesale and retail
competition;
Changes in and compliance with environmental and safety laws and policies;
Weather conditions;
Population growth rates and demographic patierns;

Competition for retail and wholesale customers;

General economic conditions, including potential negative impacts resulting from an
economic downturn;

Growth in demand, sales and capacity to fulfill demand;

Changes in tax rates or policies or in rates of inflation;

Changes in project costs;

Unanticipated changes in operating expenses and capital expenditures;
The ability to obtain funding in the capital markets on favorable terms;
Restrictions imposed by Federal and/or state regulatory commissions;

Legal and administrative proceedings (whether civil or criminal) and settlements that
influence Pepco's business and profitability;

Volatility in market demand and prices for energy, capacity and fuel,
Interest rate fluctuations and credit market concerns; and

Effects of geopolitical events, including the threat of domestic terrorism.
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Any forward-looking statements speak only as to the date of this Annual Report and Pepco
undertakes no obligation to update any forward-looking statements to reflect events or
circumstances after the date on which such statements are made or to reflect the occurrence of
unanticipated events. New factors emerge from time to time, and it is not possible for Pepco to
predict all of such factors, nor can Pepco assess the impact of any such factor on Pepco's
business or the extent to which any factor, or combination of factors, may cause results to differ
materially from those contained in any forward-looking statement.

The foregoing review of factors should not be construed as exhaustive.
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MANAGEMENT'S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION
AND RESULTS OF OPERATIONS

DELMARVA POWER & LIGHT COMPANY
RESTATEMENT

Our parent company, Pepco Holdings, restated its previously reported consolidated financial
statements as of December 31, 2004 and for the years ended December 31, 2004 and 2003, the
quarterly financial information for the first three quarters in 2005, and all quarterly periods in
2004, to correct the accounting for certain deferred compensation arrangements. The restatement
includes the correction of other errors for the same periods, primarily relating to unbilled revenue,
taxes, and various accrual accounts, which were considered by management to be
immaterial. These other errors would not themselves have required a restatement absent the
restatement to correct the accounting for deferred compensation arrangements. The restatement of
Pepco Holdings consolidated financial statements was required solely because the cumulative
impact of the correction, if recorded in the fourth quarter of 2005, would have been material to
that period's reported net income. The restatement to correct the accounting for the deferred
compensation arrangements had no impact on DPL; however, DPL restated its previously
reported financial statements as of December 31, 2004 and for the years ended December 31,
2004 and 2003, the quarterly financial information for the first three quarters in 2003, and all
quarterly periods in 2004, to reflect the correction of other errors. The correction of these other
errors, primarily relating to unbilled revenue, taxes, and various accrual accounts, was considered
by management to be immaterial. See Note 13 "Restatement” for further discussion.

GENERAL OVERVIEW

Delmarva Power & Light Company (DPL) is engaged in the transmission and distribution of
electricity in Delaware and portions of Maryland and Virginia. DPL provides Default Electricity
Supply, which is the supply of electricity at regulated rates to retail customers in its territories
who do not elect to purchase electricity from a competitive supplier. Default Electricity Supply
is also known as Default Service in Virginia, as Standard Offer Service (SOS) in Maryland and
in Delaware on and after May 1, 2006, and as Provider of Last Resort service in Delaware before
May 1, 2006. DPL's electricity distribution service territory covers approximately 6,000 square
miles and has a population of approximately 1.28 million. As of December 31, 2005,
approximately 65% of delivered electricity sales were to Delaware customers, approximately
31% were to Maryland customers, and approximately 4% were to Virginia customers. DPL also
provides natural gas distribution service in northern Delaware. DPL's natural gas distribution
service territory covers approximately 275 square miles and has a population of approximately
523,000,

DPL is a wholly owned subsidiary of Conectiv, which is wholly owned by Pepco Holdings,
Inc. (PHI). Because PHI is a public utility holding company subject to the Public Utility Holding
Company Act of 2005 (PUHCA 2005), the relationship between PHI and DPL and certain
activities of DPL are subject to the regulatory oversight of FERC under PUHCA 2005.
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RESULTS OF OPERATIONS

The accompanying results of operations discussion is for the year ended December 31,
2005 compared to the year ended December 31, 2004. Other than this disclosure, information
under this item has been omitted in accordance with General Instruction I(2)(a) to the Form
10-K. All amounnts in the tables (except sales and customers) are in millions.

Electric Operating Revenue

2005 2004 Change

Regulated T&D Electric Revenue $ 3826 $§ 3696 $ 13.0
Default Supply Revenue 676.2 628.2 48.0
Other Electric Revenue 23.5 19.6 39
Total Electric Operating Revenue $ 10823 51,0174 $ 649

The table above shows the amount of Electric Operating Revenue earned that is subject to
price regulation (Regulated T&D (Transmission and Distribution) Electric Revenue and Default
Supply Revenue) and that which is not subject to price regulation (Other Electric Revenue).
Regulated T&D Electric Revenue includes revenue DPL receives for delivery of electricity to its
customers, for which DPL is paid regulated rates. Default Supply Revenue is the revenue
received from Default Electricity Supply. The costs related to the supply of electricity are
included in Fuel and Purchased Energy expense. Other Electric Revenue includes work and
services performed on behalf of customers including other utilities, which is not subject to price
regulation. Work and services includes mutual assistance to other utilities, highway relocation,
rents, late payments, and collection fees.

Regulated T&D Electric
Regulated T&D Electric Revenue 2005 2004 Change
Residential $ 1837 $ 1785 $ 52
Commercial 104.4 100.5 39
Industrial 20.7 20.1 ;]
Other (Includes PIM)} 73.8 70.5 33

Total Regulated T&D Eleciric Revenve 3 3826 $ 369.6 $ 130
Regulated T&D Electric Sales (Gwh) 2005 2004 Change
Residential 5,578 5,349 229
Commercial 5410 5,244 166
Industrial 3,063 3,258 (195)
Other 50 51 (1)

Total Regulated T&D Electric Sales 14,101 13,902 199
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Regulated T&D Electric Customers (000s) 2005 2004 Change
Residential 449 441 8
Commercial 59 58 1
Industrial 1 1 -
Other 1 1 -

Total Regulated T&D Electric Customers 510 501 9

Regulated T&D Electric Revenue increased by $13.0 million due primarily to: (i) $5.4
million increase due to other sales and rate variances, (ii) $4.8 million due to customer growth,
the result of a 1.8% customer increase in 2005, and (jii) $4.0 million increase due to weather,
primarily the result of a 16.7% increase in Cooling Degree Days in 2003, offset by (iv) $1.2
million reduction in estimated unbilled revenue recorded in the second quarter of 2005,
primarily reflecting higher estimated power line losses (estimates of electricity expected to be
lost in the process of its transmission and distribution to customers).

Default Electricity Supply

Default Supply Revenue 2005 2004 Change
Residential $ 3238 $ 2796 $ 442
Commercial 261.2 254.0 7.2
Industrial 88.0 91.7 (3.7)
Other (Includes PJIM) 32 2.9 3
Total Default Supply Revenue $ 6762 $ 6282 $ 48.0
Default Electricity Supply Sales (Gwh) 2005 2004 Change
Residential 5,589 5,340 249
Commercial 4,822 4,715 107
Industrial 1,720 1,906 (186)
Other 51 48 3
Total Default Electricity Supply Sales 12,182 12,009 173
Default Electricity Supply Customers (000s) 2005 2004 Change
Residential 449 441 8
Commercial 58 56 2
Industrial 1 1 -
Other 1 1 -
Total Default Electricity Supply Customers 509 499 10
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Default Supply Revenue increased $48.0 million due primarily to the following: (i) $39.3
million higher retail energy rates, primarily resulting from new market based Maryland SOS
effective June 2005, (ii) $14.5 million increase due to customer growth, (iii) $13.4 million
increase due to favorable weather, offset by (iv) $9.0 million decrease due to customer
migration, (v) $7.4 million decrease due to other sales and rate variances, and (vi) $2.8 million
reduction in estimated unbilled revenue primarily reflecting higher estimated power line losses
recorded in the second quarter of 2005. Default Supply Revenue is partially offset in Fuel and
Purchased Power expense.

For the twelve months ended December 31, 2005, DPL's Delaware customers served by an
alternate supplier represented 10% of DPL's total Delaware sales and DPL's Maryland customers
served by an alternate supplier represented 23% of DPL's total Maryland sales. For the twelve
months ended December 31, 2004, DPL's Delaware customers served by an alternate supplier
represented 11% of DPL's total Delaware sales and DPL's Maryland customers served by an
alternate supplier represented 19% of DPL's total Maryland sales.

Other Electric Revenue

Other Electric Revenue increased by $3.9 million to $23.5 million in 2005 from $19.6 million
in 2004 primarily due to mutual assistance work related to storm damage in 2005 (primarily
offset in Other Operation and Maintenance expense).

Natural Gas Operating Revenue

2005 2004 Change

Regulated Gas Revenue $ 1987 $ 169.7 $ 290
Other Gas Revenue 62.8 58.¢ 39
Total Natural Gas Operating Revenue $ 261.5 $ 228.6 $ 329

The table above shows the amounts of Natural Gas Operating Revenue from sources that are
subject to price regulation (Regulated Gas Revenue) and those that generally are not subject to
price regulation (Other Gas Revenue). Regulated Gas Revenue includes the revenue DPL
receives for on-system natural gas delivered sales and the transportation of natural gas for
customers. Other Gas Revenue includes off-system natural gas sales and the release of excess
system capacity.

Regulated Gas
Regulated Gas Revenue 2005 2004 Change
Residential $ 1150 $ 100.2 $ 148
Commercial 68.5 56.7 11.8
Industrial 10.6 8.3 23
Transportation and Other 4.6 4.5 1
Total Regulated Gas Revenue $ 198.7 $§ 169.7 $ 290
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Regulated Gas Sales (Bcf) 2005 2004 Change
Residential 84 8.7 (3)
Commercial 5.6 55 1
Industrial ' 1.1 1.2 (.1)
Transportation and Other 5.6 6.2 (.6)
Total Regulated Gas Sales 20.7 21.6 (.9)
Regulated Gas Customers (000s) 2005 2004 Change
Residential 111 109 2
Commercial 9 9
Industrial - - -
Transportation and Other - -
Total Regulated Gas Customers 120 118 2

Regulated Gas Revenue increased by $29.0 million primarily due to a $30.6 million increase
in the Gas Cost Rate (GCR) effective November 2004 and 2005, due to higher natural gas
commodify costs (primarily offset in Gas Purchased expense}.

Other Gas Revenue

Other Gas Revenue increased by $3.9 to $62.8 million in 2005 from $58.9 million in 2004
primarily due to increased capacity release revennes.

Operating Expenses
Fuel and Purchased Energy

Fuel and Purchased Energy increased by $42.4 million to $698.0 million in 2005 from $655.6
million in 2004. The increase is primarily due to: (i} $33.0 million increase in higher average
energy costs, the result of new Maryland SOS supply contracts in June 2005 and (ii) $10.9
million increase due to customer growth and (iii) $6.6 million increase in other sales and rate
variances, partially offset by (iv) $8.1 million decrease due to higher customer migration. This
expense is primarily offset in Default Supply Revenue.

Gas Purchased

Total Gas Purchased increased by $33.1 million to $196.8 million in 2005 from $163.7
million in 2004. This increase was primarily due to: (i) $30.3 million increase due to higher
wholesale commodity costs partially offset by storage injections, (ii) $10.0 million increase in
deferred fuel costs, partially offset by (iii) $7.2 million decrease from the settlement of financial
hedges {(entered into as part of DPL's regulated natural gas hedge program). This expense is
primarily offset in Regulated Gas Revenues.
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Other Operation and Maintenance

Other Operation and Maintenance expenses increased by $3.1 million to $180.1 million in
2005 from $177.0 million in 2004. This increase was primarily due to a $3.5 million increase for
mutual assistance work related to 2005 storm damage (primarily offset in Other Electric
Revenues]).

Depreciation and Amortization

Depreciation and Amortization expenses increased by $1.8 miltion to $75.7 million in 2005
from $73.9 million in 2004, primarily due to utility property additions.

Gain on Sale of Assets
Gain on Sale of Assets represents a $3.6 million gain on sale of land in 2005.

Income Tax Expense

DPL's effective tax rate for the year ended December 31, 2005 was 43% as compared to the
federal statutory rate of 35%. The major reasons for this difference were state income taxes (net
of federal benefit), changes in estimates related to tax liabilities of prior tax years subject to audit
(primarily due to the mixed service cost issue under IRS Rule 2005-53), and the flow-through of
certain book tax depreciation differences partially offset by the flow-through of deferred
investment tax credits.

DPL's effective tax rate for the year ended December 31, 2004 was 43% as compared to the
federal statutory rate of 35%. The major reasons for this difference were state income taxes (net
of federal benefit), changes in estimates related to tax liabilities of prior tax years subject to
audit, and the flow-through of certain book tax depreciation differences partially offset by the
flow-through of deferred investment tax credits.

RISK FACTORS

The business of DPL is subject to numerous risks and uncertainties, including the events or
conditions identified below. The occurrence of one or more of these events or conditions could
have an adverse effect on the business of DPL, including, depending on the circumstances, its
results of operations and financial condition.

DPL is a public utility that is subject to substantial governmental regulation. If DPL
receives unfavorable regulatory treatment, DPL's business could be negatively affected.

DPL's utility business is subject to regulation by various federal, state and local regulatory
agencies that significantly affects its operations. DPL's operations are regulated in Maryland by
the MPSC, in Delaware by the DPSC and in Virginia by the VSCC with respect to, among other
things, the rates it can charge retail customers for the supply and distribution of electricity and
gas. In addition, the rates that DPL can charge for electricity transmission are regulated by
FERC. DPL cannot change supply, distribution or transmission rates without approval by the
applicable regulatory authority. While the approved distribution and transmission rates are
intended to permit DPL to recover its costs of service and earn a reasonable rate of return, DPL's
profitability is affected by the rates it is able to charge. In addition, if the costs incurred by DPL
in operating its transmission and distribution facilities exceed the allowed amounts for costs
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included in the approved rates, DPL's financial results will be adversely affected.

DPL. also is required to have numerous permits, approvals and certificates from governmental
agencies that regulate its business. DPL believes that it has obtained or sought renewal of the
material permits, approvals and certificates necessary for its existing operations and that its
business is conducted in accordance with applicable laws; however, DPL is unable to predict the
impact of future regulatory activities of any of these agencies on its business. Changes in or
reinterpretations of existing laws or regulations, or the imposition of new laws or regulations,
may require DPL to incur additional expenses or to change the way it conducts its operations.

The operating results of DPL fluctuate on a seasonal basis and can be adversely affected by
changes in weather.

DPL's utility businesses are seasonal and weather patierns can have a material impact on its
operating performance. Demand for electricity is generally greater in the summer months
associated with cooling and demand for electricity and gas is generally greater in the winter
months associated with heating as compared to other times of the year. Accordingly, DPL
historically has generated less revenues and income when weather conditions are milder in the
winter and cooler in the summer.

DPL's facilities may not operate as planned or may require significant maintenance
expenditures, which could decrease its revenues or increase its expenses.

Operation of transmission and distribution facilities involves many risks, including the
breakdown or failure of equipment, accidents, labor disputes and performance below expected
levels. Older facilities and equipment, even if maintained in accordance with sound engineering
practices, may require significant capital expenditures for additions or upgrades to keep them
operating at peak efficiency, to comply with changing environmental requirements, or to provide
reliable operations. Natural disasters and weather-related incidents, including tomadoes,
hurricanes and snow and ice storms, also can disrupt transmission and distribution delivery
systems. Operation of transmission and distribution facilities below expected capacity levels
can reduce revenues and result in the incurrence of additional expenses that may not be
recoverable from customers or through insurance. Furthermore, if DPL is unable to perform its
contractual obligations for any of these reasons, it may incur penalties or damages.

DPL's transmission facilities are interconnected with the facilities of other transmission
facility owners whose actions could have a negative impact on DPL's operations.

The electricity transmission facilities of DPL are direcily interconnected with the
transmission facilities of contiguous utilities and as such are part of an interstate power
transmission grid. FERC has designated a number of regional transmission operators to
coordinate the operation of portions of the interstate transmission grid. DPL is a member of
PIM, which is the regional transmission operator that coordinates the movement of electricity in
all or parts of Delaware, Illinois, Indiana, Kentucky, Maryland, Michigan, New Jersey, North
Carolina, Ohio, Pennsylvania, Tennessee, Virginia, West Virginia and the District of Columbia.
DPL operates its transmission facilities under the direction and control of PIM. PJM and the
other regional transmission operators have established sophisticated systems that are designed to
ensure the reliability of the operation of transmission facilities and prevent the operations of one
utility from having an adverse impact on the operations of the other utilities. However, the
systems put in place by PJM and the other regional transmission operators may not always be
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adequate to prevent problems at other utilities from causing service interruptions in the
transmission facilities of DPL. If DPL were to suffer such a service interruption, it could have a
negative impact on its business.

The cost of compliance with environmental laws is significant and new environmental laws
may increase DPL's expenses.

DPL's operations are subject to extensive federal, state and local environmental statutes, rules
and regulations relating to air quality, water quality, spill prevention, waste management, natural
resources, site remediation, and health and safety. These laws and regulations require DPL to
make capital expenditures and to incur other expenditures to, among other things, conduct site
remediation and perform environmental monitoring. DPL also may be required to pay
significant remediation costs with respect to third party sites. If DPL fails to comply with
applicable environmental laws and regulations, even if caused by factors beyond its control, such
failure could result in the assessment of civil or criminal penalties and liabilities and the need to
expend significant sums to come into compliance.

In addition, DPL. incurs costs to obtain and comply with a variety of environmental permits,
licenses, inspections and other approvals. If there is a delay in obtaining any required
environmental regulatory approval, or if DPL fails to obtain, maintain or comply with any such
approval, operations at affected facilities could be halted or subjected to additional costs.

New environmental laws and regulations, or new interpretations of existing laws and
regulations, could impose more stringent limitations on DPL's operations or require it to incur
significant additional costs. DPL's current compliance strategy may not successfully address the
relevant standards and interpretations of the future.

Changes in technology may adversely affect DPL's electricity and gas delivery businesses.

Increased conservation efforts and advances in technology could reduce demand for
electricity and gas supply and distribution, which could adversely affect DPL's business. In
addition, changes in technology also could alter the channels through which retail electric
customers buy electricity, which could adversely affect DPL's business.

Acts of terrorism could adversely affect DPL's business.

The threat of or actual acts of terrorism may affect DPL's operations in unpredictable ways
and may cause changes in the insurance markets, force DPL to increase security measures and
cause disruptions of power markets. If any of DPL's fuel storage, transmission or distribution
facilities were to be a direct target, or an indirect casualty, of an act of terrorism, its operations
could be adversely affected. Instability in the financial markets as a resuit of terrorism also
could affect the ability of DPL to raise needed capital.
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DPL's insurance coverage may not be sufficient to cover all casualty losses that it might
incur,

DPL currently has insurance coverage for its facilities and operations in amounts and with
deductibles that it considers appropriate. However, there is no assurance that such insurance
coverage will be available in the future on commercially reasonable terms. In addition, some
risks, such as weather related casualties, may not be insurable. In the case of loss or damage to
property, plant or equipment, there is no assurance that the insurance proceeds, if any, received
will be sufficient to cover the entire cost of replacement or repair.

DPL may be adversely affected by economic conditions.

Periods of slowed economic activity generally result in decreased demand for power,
particularly by industrial and large commercial customers. As a consequence, recessions or
other downturns in the economy may result in decreased revenues and cash flows for DPL.

DPL is dependent on its ability to successfully access capital markets. An inability to
access capital may adversely affect its business.

DPL relies on access to both short-term money markets and longer-term capital markets as a
source of liquidity and to satisfy its capital requirements not satisfied by the cash flow from its
operations. Capital market disruptions, or a downgrade in DPL's credit ratings, would increase
the cost of borrowing or could adversely affect its ability to access one or more financial
markets. Disruptions to the capital markets could include, but are not limited to:

recession or an economic slowdown;

the bankruptcy of one or more energy companies;
significant increases in the prices for oil or other fuel;
a terrorist attack or threatened attacks; or

a significant transmission failure.
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In accordance with the requirements of the Sarbanes-Oxley Act of 2002, and the SEC rules
thereunder, DPL's management is responsible for establishing and maintaining internal control
over financial reporting and is required to assess annually the effectiveness of these controls.
The inability to certify the effectiveness of these controls due to the identification of one or more
material weaknesses in these controls also could increase the financing costs of PHI and its
subsidiaries or could adversely affect their ability to access one or more financial markets.

DPL's future defined benefit plan funding obligations are affected by its assumptions
regarding the valuation of its benefit obligations and the performance of plan assets; actual
experience which varies from the assumptions could result in an obligation of DPL to make
significant unplanned cash contributions to the plan.

DPL follows the guidance of SFAS No. 87, "Employers' Accounting for Pensions" in
accounting for pension benefits under the Retirement Plan, a non-contributory defined benefit
plan. In accordance with these accounting standards, DPL makes assumptions regarding the
valuation of benefit obligations and the performance of plan assets. Changes in assumptions
such as the use of a different discount rate or expected return on plan assets, affect the
calculation of projected benefit obligations, accumulated benefit obligations (ABO), reported
pension liability on DPL's balance sheet, and reported annual net periodic pension benefit cost
on DPL's statement of carnings.

Furthermore, if actual pension plan experience is different from that which is expected, the
ABO could be greater than the fair value of pension plan assets. If this were to occur, DPL
could be required to recognize an additional minimum liability as prescribed by SFAS No. 87.
The liability would be recorded as a reduction to common equity through a charge to Other
Comprehensive Income (OCI), and would not affect net income for the year. The charge to
OCT would be restored through common equity in future periods when the fair value of plan
assets exceeded the ABO. DPL's funding policy is to make cash contributions to the pension
plan sufficient for plan assets to exceed the ABO, and avoid the recognition of an additional
minimum liability.

Use of alternative assumptions could also impact the expected future cash funding
requirements for the pension plan if DPL's defined benefit plan did not meet the minimum
funding requirements of ERISA.

Energy companies are subject to adverse publicity, which may render DPL, vulnerable to
negative regulatory and litigation outcomes.

The energy sector has been among the sectors of the economy that have been the subject of
highly publicized allegations of misconduct in recent years. In addition, many utility companies
have been publicly criticized for their performance during recent natural disasters and weather
related incidents. Adverse publicity of this nature may render legislatures, regulatory
authorities, and tribunals less likely to view energy companies such as DPL in a favorable light
and may cause DPL to be susceptible to adverse outcomes with respect to decisions by such
bodies.
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Because DPL is an indirect, wholly owned subsidiary of PHI, PHI can exercise substantial
control over its dividend policy and business and operations.

All of the members of DPL's board of directors, as well as many of DPL's executive officers,
are officers of PHI. Among other decisions, DPL's board is responsible for decisions regarding
payment of dividends, financing and capital raising activities, and acquisition and disposition of
assets. Within the limitations of applicable law, and subject to the financial covenants under
DPL's outstanding debt instruments, DPL's board of directors will base its decisions concerning
the amount and timing of dividends, and other business decisions, on DPL's earnings, cash flow
and capital structure, but may also take into account the business plans and financial
requirements of PHI and its other subsidiaries.

FORWARD-LOOKING STATEMENTS

Some of the statements contained in this Annual Report on Form 10-K are forward-looking
statements within the meaning of Section 21E of the Securities Exchange Act of 1934, as
amended, and are subject to the safe harbor created by the Private Securities Litigation Reform
Act of 1995. These statements include declarations regarding DPL's intents, beliefs and current
expectations. In some cases, you can identify forward-looking statements by terminology such as
"may,"” "will,” "should," "expects," "plans," "anticipates," "believes," "estimates," "predicts,"
"potential” or "continue" or the negative of such terms or other comparable terminology. Any
forward-looking statements are not guarantees of future performance, and actual resulis could
differ materially from those indicated by the forward-looking statements. Forward-looking
statements involve estimates, assumptions, known and unknown risks, uncertainties and other
factors that may cause DPL or DPL's industry’s actual results, levels of activity, performance or
achievements to be materially different from any future results, levels of activity, performance or
achievements expressed or implied by such forward-looking statements.

The forward-looking statements contained herein are qualified in their entirety by reference to
the following important factors, which are difficult to predict, contain uncertainties, are beyond

DPL's control and may cause actual results to differ materially from those contained in forward-
looking statements:

e  Prevailing governmental policies and regulatory actions affecting the energy industry,
including with respect to allowed rates of return, industry and rate structure, acquisition
and disposal of assets and facilities, operation and construction of plant facilities, recovery
of purchased power expenses, and present or prospective wholesale and retail competition;

e  Changes in and compliance with environmental and safety laws and policies;

¢  Weather conditions;

e  Population growth rates and demographic patterns;

¢  Competition for retail and wholesale customers;

e  General economic conditions, including potential negative impacts resulting from an
economic downturn;
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e Growth in demand, sales and capacity to fulfill demand;

o Changes in tax rates or policies or in rates of inflation;

o  Changes in project costs;

s  Unanticipated changes in operating expenses and capital expenditures;
e  The ability to obtain funding in the capital markets on favorable terms;
s  Restrictions imposed by Federal and/or state regulatory commissions;

e  Legal and administrative proceedings (whether civil or criminal) and settlements that
influence DPL's business and profitability;

e  Volatility in market demand and prices for energy, capacity and fuel;
e Inmterest rate fluctuations and credit market concerns; and

e  Effects of geopolitical events, including the threat of domestic terrorism.

Any forward-looking statements speak only as to the date of this Annual Report and DPL
undertakes no obligation to update any forward looking statements to reflect events or
circumsiances after the date on which such statements are made or to reflect the occurrence of
anticipated events. New factors emerge from time to time, and it is not possible for DPL to
predict all of such factors, nor can DPL assess the impact of any such factor on our business or
the extent to which any factor, or combination of factors, may cause results to differ materially
from those contained in any forward-looking statement.

The foregoing review of factors should not be construed as exhaustive.
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MANAGEMENT'S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION
AND RESULTS OF OPERATIONS

ATLANTIC CITY ELECTRIC COMPANY

RESTATEMENT

Qur pareni company, Pepco Holdings, restated its previously reported consolidated financial
statements as of December 31, 2004 and for the years ended December 31, 2004 and 2003, the
quartetly financial information for the first three quarters in 2005, and all quarterly periods in
2004, to correct the accounting for certain deferred compensation arrangements. The restatement
includes the correction of other errors for the same periods, primarily relating to unbilled revenue,
taxes, and various accrual accounts, which were considered by management to be
immaterial. These other errors would not themselves have required a restatement absent the
restatement to correct the accounting for deferred compensation arrangements. The restatement of
Pepco Holdings consolidated financial statements was required solely because the cumulative
impact of the correction, if recorded in the fourth quarter of 2005, wounld have been material to
that period's reported net income. The restatement to correct the accounting for the deferred
compensation arrangements had no impact on ACE; however, ACE restated its previously
reported consolidated financial statements as of December 31, 2004 and for the years ended
December 31, 2004 and 2003, the quarterly financial information for the first three quarters in
2005, and all quarterly periods in 2004, to reflect the correction of other errors. The correction of -
these other errors, primarily relating to taxes and various accrual accounts, was considered by
management to be immaterial., See Note 14 "Restatement” for further discussion.

GENERAL OVERVIEW

Atlantic City Electric Company (ACE) is engaged in the generation, transmission, and
distribution of electricity in southern New Jersey. ACE provides Default Electricity Supply,
which is the supply of electricity at regulated rates to retail customers in its service territory who
do not elect to purchase electricity from a competitive supplier. Default Electricity Supply is
also known as Basic Generation Service (BGS) in New Jersey. ACE's service territory covers
approximately 2,700 square miles and has a population of approximately 998,000.

ACE is a wholly owned subsidiary of Conectiv, which is wholly owned by Pepco Holdings,
Inc. (PHI or Pepco Holdings). Because PHI is a public utility holding company subject to the
Public Utility Holding Company Act of 2005 (PUHCA 2005), the relationship between PHI and
ACE and certain activities of ACE are subject to the regulatory oversight of FERC under
PUHCA 2005,

RESULTS OF OPERATIONS

The accompanying results of operations discussion is for the year ended December 31, 2005
compared to the year ended December 31, 2004. Other than this disclosure, information
under this item has been omitted in accordance with General Instruction 1(2)(a) to the Form
10-K. All amounts in the tables (except sales and customers) are in millions.
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Operating Revenue
2005 2004 Change
Regulated T&D Electric Revenue $ 3552 § 3516 $ 36
Default Supply Revenue 1,147.0 962.0 185.0
Other Electric Revenue 18.2 19.6 (1.4)
Total Operating Revenue $ 1,520.4 $1,333.2 $ 187.2

The table above shows the amount of Operating Revenue earned that is subject to price
regulation (Regulated T&D (Transmission and Distribution) Electric Revenue and Default
Supply Revenue) and that which is not subject 10 price regulation (Other Electric Revenue).
Regulated T&D Electric Revenue consists of the revenue ACE receives for delivery of
electricity to its customers for which service ACE is paid regulated rates. Default Supply
Revenue is the revenue received by ACE for providing Default Electricity Supply. The costs
related to the supply of electricity are included in Fuel and Purchased Energy expense. Also
included in Default Supply Revenue is revenue from non-utility generators (NUGS), transition
bond charges, market transition charges (MTC) and other restructuring related revenues (see
Deferred Electric Service Costs). Other Eleciric Revenue includes work and services performed
on behalf of customers including other utilities, which is not subject to price regulation, Work
and services includes mutual assistance to other utilities, highway relocation, rents, late
payments, and collection fees.

Regulated T&D Electric
Regulated T&D Electric Revenue 2005 2004 Change
Residential $ 1758 $ 1704 $ 54
Commercial 108.5 110.9 {(2.4)
Industrial ie.1 17.3 (1.2)
Other {Includes PIM) 54.8 53.0 1.8
Total Regulated T&D Electric Revenue % 3552 $ 3516 B 3.6
Regulated T&D Electric Sales (Gwh) 2005 2004 Change
Residential 4,444 4,275 169
Commercial 4,366 4,337 29
Industrial 1,224 1,213 11
Other 46 49 (3)
Total Regulated T&D Electric Sales 10,080 92,874 206
Regulated T&D Electric Customers (000s) 2005 2004 Change
Residential 468 461 7
Commercial 62 6l 1
Industrial 1 1 -
Other 1 1 -
Total Regnlated T&D Electric Customers 532 524 8
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Regulated T&D Electric Revenue increased by $3.6 million primarily due to the following:
(1) $6.8 million increase due to weather, the result of a 28% increase in Cooling Degree Days in
2005, (ii) $4.3 million due to customer growth, the result of a 1.5% customer increase in 2005,
offset by (iii) $4.0 million reduction in estimated unbilled revenue recorded in the second
quarter of 2005, primarily reflecting higher estimated power line losses (estimates of electricity
expected to be lost in the process of its transmission and distribution to customers) and (iv) $3.5

million decrease due to other sales and rate variances.

Default Electricity Supply

Default Supply Revenue 2005 2004 Change
Residential $ 3678 $ 336.5 $ 313
Commercial 278.7 2649 13.8
Industrial 46,2 49.0 (2.8)
Other (Includes PTM) 454.3 311.6 142.7
Total Default Supply Revenue $1,147.0 $ 962.0 $ 185.0
Default Electricity Supply Sales (Gwh) 2005 2004 Change
Residential 4,456 4,244 212
Commercial 3,028 2,991 37
Industrial 338 386 (48)
Other 46 48 (2)
Total Default Electricity Supply Sales 7,868 7,669 199
L
Default Electricity Supply Customers (000s) 2005 2004 Change
Residential 467 460 7
Commercial 62 61 1
Industrial 1 1 -
Other 1 1 -
Total Default Electricity Supply Customers 531 523 8
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Default Supply Revenue is primarily subject to deferral accounting, with differences in
revenues and expenses deferred to the balance sheet for subsequent recovery under the New
Jersey restructuring deferral. The $185.0 million increase in Default Supply Revenue primarily
resulted from the following: (i) $142.2 million increase in wholesale energy revenues from sales
of generated and purchased energy into PJM (included in Other) due to higher market prices in
2005, (ii) $22.3 million increase due to weather, primarily in the third quarter of 2005, (iii) $16.8
million increase due to higher retail energy rates resulting from the new market based New
Jersey BGS effective October 2005, (iv) $10.3 million due to other sales and rate variances, and
(v) $9.8 million increase due to customer growth, offset by (vi) $8.5 million decrease resulting
from customer migration (load) and {vii) $7.9 million decrease due to a reduction in estimated
unbilled revenue recorded in the second quarter of 2005, primarily reflecting higher estimated
power line losses (estimates of electricity expected to be lost in the process of its transmission
and distribution to customers). Default Supply Revenue is partially offset in Fuel and Purchased
Power expense.

ACE's New Jersey customers served by an alternate supplier represented 22% of ACE's total
load for the twelve months ended December 31, 2005 and 2004.

Operating Expenses
Fuel and Purchased Energy and Other Services Costs of Sales

Fuel and Purchased Energy increased by $105.3 million to $912.0 million in 2005, from
$806.7 million in 2004. The increase is primarily due to: (i) $84.5 million increase in higher
average energy costs, the result of New Jersey BGS supply contracts in June 2005 and (i) $21.6
million increase due to customer growth and (iii) $15.2 million increase in other sales and rate
variances, partially offset by (iv) $16.0 million decrease due to higher customer migration. This
expense is primarily offset in Default Supply Revenue.

Depreciation and Amortization

Depreciation and Amortization expenses decreased by $8.9 million to $123.9 million in 2005,
from $132.8 million in 2004. The decrease is primarily due to a $7.6 million decrease from a
change in depreciation technique resulting from a 2005 final rate order from the NJBPU.

Other Taxes
Other Taxes increased by $2.2 million to $22.9 million in 2003, from $20.7 million in 2004,

The increase is primarily due to a $2.5 million true-up for the Transitional Electricity Facilities
Adjustment (TEFA), which decreased Other Taxes expense in 2004.
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Deferred Electric Service Costs

Deferred Electric Service Costs increased by $83.9 million to $120.2 million in 2005, from
$36.3 million in 2004. The $83.9 million increase represents (i) $77.1 million net over-recovery
associated with New Jersey BGS, NUGS, market transition charges and other restructuring items
and (ii) $4.5 million in regulatory disallowances {net of amounts previously reserved) associated
with the April 2005 NJBPU settlement agreement, At December 31, 2005, ACE's balance sheet
included as a regulatory liability an over-recovery of $40.9 million with respect to these items,
which is net of a $47.3 million reserve for items disallowed by the NJBPU in a ruling that is
under appeal.

Gain on Sale of Assets

Gain on Sale of Assets represents a $14.7 million gain from the 2004 condemnation
settlement with the City of Vineland, New Jersey relating to the transfer of ACE's distribution
assets and customer accounts to the city.

Other Income (Expenses)

Other expenses decreased by $3.2 million to a net expense of $50.7 million in 2005, from a
net expense of $53.9 million in 2004. The decrease is primarily due to (i) lower interest expense
resulting from maturities of debt in March, July and August of 2005 and (ii) an increase in
interest income due to higher interest rates in 2005.

Income Tax Expenses

ACE's effective tax rate before extraordinary item for the year ended December 31, 2005 was
44% as compared to the federal statutory rate of 35%. The major reasons for this difference
were state income taxes (net of federal benefit), the flow-through of certain book tax
depreciation differences and changes in estimates related to tax liabilities of prior tax years
subject to audit (primarily due to the mixed service cost issue under IRS Rule 2005-43), partially
offset by the flow-through of deferred investment tax credits.

ACE's effective tax rate for the year ended December 31, 2004 was 41% as compared to the
federal statutory rate of 35%. The major reasons for this difference were state income taxes (net
of federal benefit) and the flow-through of certain book tax depreciation differences, partially
offset by the flow-through of deferred investment tax credits.

Extraordinary Item

On April 19, 2005, ACE, the staff of the New Jersey Board of Public Utilities (NJBPU), the
New Jersey Ratepayer Advocate, and active intervenor parties agreed on a settlement in ACE's
electric distribution rate case. As a result of this settlement, ACE reversed $15.2 million in
accruals related to certain deferred costs that are now deemed recoverable. The after tax credit to
income of $9.0 million is classified as an extraordinary gain in the 2005 financial statements since
the original accrual was part of an extraordinary charge in conjunction with the accounting for
competitive restructuring in 1999,
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RISK FACTORS

The business of ACE is subject to numerous risks and uncertainties, including the events or
conditions identified below. The occurrence of one or more these events or conditions could
have an adverse effect on the business of ACE, including, depending on the circumstances, its
results of operations and financial condition.

ACE is a public utility that is subject to substantial governmental regulation. If ACE
receives unfavorable regulatory treatment, ACE’s business could be negatively affected.

ACE's utility business is subject to regulation by various federal, state and local regulatory
agencies that significantly affects its operations. ACE's operations are regulated in New Jersey
by the NJBPU with respect to, among other things, the rates it can charge retail customers for
the supply and distribution of electricity. In addition, the rates that ACE can charge for
electricity transmission are regulated by FERC, ACE cannot change supply, distribution or
transmission rates without approval by the applicable regulatory authority. While the approved
distribution and transmission rates are intended to permit ACE to recover its costs of service and
earn a reasonable rate of return, ACE's profitability is affected by the rates it is able to charge.
In addition, if the costs incurred by ACE in operating its transmission and distribution facilities
exceed the allowed amounts for costs included in the approved rates, ACE's financial results will
be adversely affected.

ACE also is required to have numerous permits, approvals and certificates from
governmental agencies that regulate its business. ACE believes that it has obtained or sought
renewal of the material permits, approvals and certificates necessary for its existing operations
and that its business is conducted in accordance with applicable laws; however, ACE is unable
to predict the impact of future regulatory activities of any of these agencies on its business.
Changes in or reinterpretations of existing laws or regulations, or the imposition of new laws or
regulations, may require ACE to incur additional expenses or to change the way it conducts its
operations.

The operating results of ACE fluctuate on a seasonal basis and can be adversely affected
by changes in weather,

ACE's electric utility business is seasonal and weather patterns can have a material impact on
its operating performance. Demand for electricity is generally greater in the summer months
associated with cooling and in the winter months associated with heating as compared to other
times of the year. Accordingly, ACE historically has generated less revenues and income when
weather conditions are milder in the winter and cooler in the summer.

ACE's facilities may not operate as planned or may require significant maintenance
expenditures, which could decrease its revenues or increase its expenses.

Operation of generation, transmission and distribution facilities involves many risks,
including the breakdown or failure of equipment, accidents, labor disputes and performance
below expected levels. Older facilities and equipment, even if maintained in accordance with
sound engineering practices, may require significant capital expenditures for additions or
upgrades to keep them operating at peak efficiency, to comply with changing environmental
requirements, or to provide reliable operations. Natural disasters and weather-related incidents,

including tornadoes, hurricanes and snow and ice storms, also can disrupt generation,
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transmission and distribution delivery systems. Operation of generation, transmission and
distribution facilities below expected capacity levels can reduce revenues and result in the
incurrence of additional expenses that may not be recoverable from customers or through
insurance. Furthermore, if ACE is unable to perform its contractual obligations for any of these
reasons, it may incur penalties or damages.

ACE's transmission facilities are interconnected with the facilities of other transmission
facility owners whose actions could have a negative impact on ACE's operations.

The transmission facilities of ACE are directly interconnected with the transmission facilities
of contiguous utilities and, as such, are part of an interstate power transmission grid. FERC has
designated a number of regional transmission operators to coordinate the operation of portions
of the interstate transmission grid. ACE is a member of PIM, which is the regional transmission
operator that coordinates the movement of electricity in all or parts of Delaware, Hlinots,
Indiana, Kentucky, Maryland, Michigan, New Jersey, North Carolina, Ohio, Pennsylvania,
Tennessee, Virginia, West Virginia and the District of Columbia. ACE operates its transmission
facilities under the direction and control of PYM. PJM and the other regional transmission
operators have established sophisticated systems that are designed to ensure the reliability of the
operation of transmission facilities and prevent the operations of one utility from having an
adverse impact on the operations of the other utilities. However, the systems put in place by
PJM and the other regional transmission operators may not always be adequate to prevent
problems at other utilities from causing service interruptions in the transmission facilities of
ACE. If ACE were to suffer such a service interruption, it could have a negative impact on its
business.

The cost of compliance with environmental laws is significant and new environmental lJaws
may increase ACE's expenses.

ACE's operations are subject to extensive federal, state and local environmental statutes, rules
and regulations relating to air quality, water quality, spill prevention, waste management, natural
resources, site remediation, and health and safety. These laws and regulations require ACE to
make capital expenditures and to incur other expenditures to, among other things, meet
emissions standards, conduct site remediation and perform environmental monitoring. ACE also
may be required to pay significant remediation costs with respect to third party sites. If ACE
fails to comply with applicable environmental laws and regulations, even if caused by factors
beyond its control, such failure could result in the assessment of civil or criminal penalties and
liabilities and the need to expend significant sums to come into compliance.

In addition, ACE incurs costs to obtain and comply with a variety of environmental permits,
licenses, inspections and other approvals. If there is a delay in obtaining any required
environmental regulatory approval, or if ACE fails to obtain, maintain or comply with any such
approval, operations at affected facilities could be halted or subjected to additional costs.

New environmental laws and regulations, or new interpretations of existing laws and
regulations, could impose more stringent limitations on ACE's operations or require it to incur
significant additional costs. ACE's current compliance strategy may not successfully address the
relevant standards and interpretations of the future.
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Changes in technology may adversely affect ACE's electricity delivery businesses.

Increased conservation efforts and advances in technology could reduce demand for
electricity supply and distribution, which could adversely affect ACE's business. In addition,
changes in technology also could alter the channels through which retail electric customers buy
electricity, which could adversely affect ACE's business.

Acts of terrorism could adversely affect ACE's business.

The threat of, or actual acts of, terrorism may affect ACE's operations in unpredictable ways
and may cause changes in the insurance markets, force ACE to increase security measures and
cause disruptions of power markets. If any of ACE's fuel storage, generation, transmission or
distribution facilities were to be a direct target or an indirect casualty of an act of terrorism, its
operations could be adversely affected. Instability in the financial markets as a result of
terrorism also could affect the ability of ACE to raise needed capital.

ACE's insurance coverage may not be sufficient to cover all casualty losses that it might
incur,

ACE currently has insurance coverage for its facilities and operations in amounts and with
deductibles that it considers appropriate. However, there is no assurance that such insurance
coverage will be available in the future on commercially reasonable terms. In addition, some
risks, such as weather related casualties, may not be insurable. In the case of loss or darmnage to
property, plant or equipment, there is no assurance that the insurance proceeds, if any, received
will be sufficient to cover the entire cost of replacement or repair.

ACE may be adversely affected by economic conditions.

Periods of slowed economic activity generally result in decreased demand for power,
particularly by industrial and large commercial customers. As a consequence, recessions or
other downturns in the economy may result in decreased revenues and cash flows for ACE.

ACE is dependent on its ability to successfully access cépital markets. An inability to
access capital may adversely affect its business.

ACE relies on access to both short-term money markets and longer-term capital markets as a
source of liquidity and to satisfy its capital requirements not satisfied by the cash flow from its
operations. Capital market disruptions, or a downgrade in ACE's credit ratings, would increase
the cost of borrowing or could adversely affect its abitity to access one or more financial
markets. Disruptions to the capital markets could include, but are not limited to:

recession or an economic slowdown;

the bankruptcy of one or more energy companies;
significant increases in the prices for oil or other fuel;
a terrorist attack or threatened attacks; or

a significant transmission failure.

* & ® ® @
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In accordance with the requirements of the Sarbanes-Oxley Act of 2002 and the SEC rules
thereunder, ACE's management is responsible for establishing and maintaining internal control
over financial reporting and is required to assess annually the effectiveness of these controls.
The inability to certify the effectiveness of these controls due to the identification of one or
more material weaknesses in these controls also could increase the financing costs of PHI and
its subsidiaries or could adversely affect their ability to access one or more financial markets.

ACE's future defined benefit plan funding obligations are affected by its assumptions
regarding the valuation of its benefit obligations and the performance of plan assets;
actual experience which varies from the assumptions could result in an obligation of ACE
to make significant unplanned cash contributions to the plan.

ACE follows the guidance of SFAS No. 87, "Employers' Accounting for Pensions” in
accounting for pension benefits under the Retirement Plan, a non-contributory defined benefit
plan. In accordance with these accounting standards, ACE makes assumptions regarding the
valuation of benefit obligations and the performance of plan assets. Changes in assumptions
such as the use of a different discount rate or expected return on plan assets, affect the
calculation of projected benefit obligations, accumulated benefit obligations (ABO), reported
pension benefit obligation on ACE's Consolidated Balance Sheet, and reported annual net
periodic pension benefit cost on ACE's Consolidated Statement of Earnings.

Furthermore, if actual pension plan experience is different from that which is expected, the
ABO could be greater than the fair value of pension plan assets. If this were to occur, ACE
could be required to recognize an additional minimum liability as prescribed by SFAS No. 87.
The liability would be recorded as a reduction to common equity through a charge to Other
Comprehensive Income (OCI), and would not affect net income for the year. The charge to
OCI would be restored through common equity in future periods when the fair value of plan
assets exceeded the ABO. ACE's funding policy is to make cash contributions to the pension
plan sufficient for plan assets to exceed the ABO, and avoid the recognition of an additional
minimum Liability.

Use of alternative assumptions could also impact the expected future cash funding
requirements for the pension plan if ACE's defined benefit plan did not meet the minimum
funding requirements of ERISA.

Energy companies are subject to adverse publicity, which may render ACE vulnerable to
negative regulatory and litigation outcomes.

The energy secior has been among the sectors of the economy that have beén the subject of
highly publicized allegations of misconduct in recent years. In addition, many utility companies
have been publicly criticized for their performance during recent natural disasters and weather
related incidents. Adverse publicity of this nature may render legislatures, regulatory authorities,
and other government officials less likely to view energy companies such as ACE in a favorable
light and may cause ACE to be susceptible to adverse outcomes with respect to decisions by such
bodies.

Because ACE is an indirect, wholly owned subsidiary of PHIL, PHI can exercise substantial
control over its dividend policy and business and operations.

All of the members of ACE's board of directors, as well as many of ACE's executive officers,
are officers of PHI. Among other decisions, ACE's board is responsible for decisions regarding
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payment of dividends, financing and capital raising activities, and acquisition and disposition of
assets. Within the limitations of applicable law, and subject to the financial covenants under
ACE's outstanding debt instruments, ACE's board of directors will base its decisions concerning
the amount and timing of dividends, and other business decisions, on ACE's earnings, cash flow
and capital structure, but may also take into account the business plans and financial
requirements of PHI and its other subsidiaries.

FORWARD-LOOKING STATEMENTS

Some of the statements contained in this Annual Report on Form 10-K are forward-looking
statements within the meaning of Section 21E of the Securities Exchange Act of 1934, as
amended, and are subject to the safe harbor created by the Private Securities Litigation Reform
Act of 1995. These statements include declarations regarding ACE's intents, beliefs and current
expectations. In some cases, you can identify forward-looking statements by terminology such as
"may," "will," “should,” "expects,” "plans,”" "anticipates," "believes," “estimates,” "predicis,"
"potential” or "continue” or the negative of such terms or other comparable terminology. Any
forward-locking statements are not guarantees of future performance, and actual results could
differ materially from those indicated by the forward-looking statements. Forward-looking
statements involve estimates, assumptions, known and unknown risks, uncertainties and other
factors that may cause ACE or ACE's industry's actual results, levels of activity, performance or
achievements to be materially different from any future results, levels of activity, performance or
achievements expressed or implied by such forward-looking statements.

The forward-looking statements contained herein are qualified in their entirety by reference to
the following important factors, which are difficult to predict, contain uncertainties, are beyond
ACE's control and may cause actual results to differ materially from those contained in forward-
looking statements: ‘

o  Prevailing governmental policies and regulatory actions affecting the energy indusiry,
including with respect to allowed rates of return, industry and rate structure, acquisition

and disposal of assets and facilities, operation and construction of plant facilities, recovery
of purchased power expenses, and present or prospective wholesale and retail competition;

¢  Changes in and compliance with environmental and safety laws and policies;
. Weather conditions;

e  Population growth rates and demographic patterns;

e  Competition for retail and wholesale customers;

e  General economic conditions, including potential negative impacts resulting from an
economic downturn;

s  Growth in demand, sales and capacity to fulfill demand;
e  Changes in tax rates or policies or in rates of inflation;

e  Changes in project costs;
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o  Unanticipated changes in operating expenses and capital expenditures;

»  The ability to obtain funding in the capital markets on favorable terms;
e  Restrictions imposed by Federal and/or state regulatory commissions;

s Legal and administrative proceedings (whether civil or criminal) and settlements that
influence ACE's business and profitability;

e  Volatility in market demand and prices for energy, capacity and fuel;
. Interest rate fluctuations and credit market concerns; and

e  Effects of geopolitical events, including the threat of domestic terrorism.

Any forward-looking statements speak only as to the date of this Annual Report and ACE
undertakes no obligation to update any forward looking statements to reflect events or
circumstances after the date on which such statements are made or to reflect the occurrence of
anticipated events. New factors emerge from time to time, and it is not possible for ACE to
predict all of such factors, nor can ACE assess the impact of any such factor on our business or
the extent to which any factor, or combination of factors, may cause results to differ materially
from those contained in any forward-looking statement.

The foregoing review of factors should not be construed as exhaustive.
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Item 7A. QUANTITATIVE AND QUALITATIVE DISCLOSURES
ABOUT MARKET RISK

GENERAL INFORMATION

As of March 2003, Conectiv Energy ceased all proprietary trading activities, which generally
consist of the entry into contracts to take a view of market direction, capture market price
change, and put capital at risk. PHI's competitive energy segments are no longer engaged in
proprietary trading; however, the market exposure under certain contracts entered into prior to
cessation of proprietary trading activities was not eliminated due to the illiquid market
environment to execute such elimination. Some of these contracts remained in place through
December 2005.

The competitive energy segments actively engage in commodity risk management activities
to reduce their financial exposure to changes in the value of their assets and obligations due to
commodity price flnctuations. Certain of these risk management activities are conducted using
instruments classified as derivatives under SFAS 133. In addition, the competitive energy
segments also manage commodity risk with contracts that are not classified as derivatives. The
competitive energy segments' primary risk management objectives are to manage the spread
between the cost of fuel used to operate their electric generation plants and the revenue received
from the sale of the power produced by those plants and manage the spread between retail sales
cornmitments and the cost of supply used to service those commitments in order to ensure stable
and known minimum cash flows and fix favorable prices and margins when they become
available. To a lesser extent, Conectiv Energy also engages in market activities in an effort to
profit from short-term geographical price differentials in electricity prices among markets. PHI
collectively refers to these energy market activities, including its commodity risk management
activities, as "other energy commeodity" activities and identifies this activity separately from that
of the discontinued proprietary trading activity.

PHI's risk management policies place oversight at the senior management level through the
Corporate Risk Management Committee which has the responsibility for establishing corporate
compliance requirements for the competitive energy segments' energy market participation. PHI
uses a value-at-risk (VaR) model to assess the market risk of its competitive energy segments'
other energy commodity activities and its remaining proprietary trading contracts. PHI also uses
other measures to limit and monitor risk in its commodity activities, including lirits on the
nominal size of positions and periodic loss limits. VaR represents the potential mark-to-market
loss on energy contracts or portfolios due to changes in market prices for a specified time period
and confidence level. PHI estimates VaR using a delta-gamma variance / covariance model with
a 95 percent, one-tailed confidence level and assuming a one-day holding period. Since VaR is
an estimate, it is not necessarily indicative of actual results that may occur.
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Value at Risk Associated with Energy Contracts
For the Year Ended December 31, 2005
(Millions of dollars)
VaR for
Proprictary Competitive
Trading : Energy
VaR (1 Activity (2)
95% confidence level, one-day
holding period, one-taited(3)
Period end ‘ $0 $17.0
Average for the period $0 $ 9.7
High $0 $23.1
Low $0 $29
Notes:
(1) Includes all remaining proprietary trading contracts entered into prior to cessation of this
activity prior to March 2003,

(2} This column represents all energy derivative contracts, normal purchase and sales
contracts, modeled generation output and fuel requirements and modeled customer load
obligations for both the discontinued proprietary trading activity and the ongoing other
energy commodity activities.

(3) As VaR calculations are shown in a standard delta or delta/gamma closed form 95% 1-day
holding period 1-tail normal distribution form, traditional statistical and financial methods
can be employed to reconcile prior Form 10-K and Form 10-Q) VaRs to the above
approach. In this case, 5-day VaRs divided by the square root of 5 equal 1-day VaRs; and
99% 1-tail VaRs divided by 2.326 times 1.645 equal 95% 1-tail VaRs. Note that these
methods of conversion are not valid for converting from 5-day or less holding periods to
over 1-month holding periods and should not be applied to "non-standard closed form"
VaR calculations in any case.

For additional quantitative and qualitative information on the fair value of energy contracts
see Note (13) "Use of Derivatives in Energy and Interest Rate Hedging Activities" to the
consolidated financial statements of Pepco Holdings included in Item &.

The competitive energy segments' portfolio of electric generating plants includes "mid-merit"
assets and peaking assets. Mid-merit electric generating plants are typically combined cycle
units that can quickly change their megawatt outpui level on an economic basis. These plants
are generally operated during times when demand for electricity rises and power prices are
higher. The competitive energy segments dynamically (economically) hedge both the estimated
plant output and fuel requirements as the estimated levels of output and fuel needs change.
Dynamic (or economic) hedge percentages include the estimated electricity output of and fuel
requirements for the competitive energy segment's generation plants that have been
economically hedged and any associated financial or physical commodity contracts (including
derivative contracts that are classified as cash flow hedges under SFAS 133, other derivative
instruments, wholesale normal purchase and sales contracts, and load service obligations).
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During the fourth quarter of 2005, Conectiv Energy revised its energy commeodity hedging
targets to reflect several factors, including improving market conditions that are predicted for the
eastern portion of the PJM power market. Conectiv Energy intends to maintain a forward 36
month program with targeted ranges for hedging energy and capacity margins as follows:

Month Target Range
1-12 50-100%
13-24 25-75%

25-36 0-50%

The primary purpose of the hedging program is to improve the predictability and stability of
generation margins by selling forward a portion of its projected plant output, and buying forward
a portion of its projected fuel supply requirements. Within each period, hedged values can vary
significantly above or below the average reported values.

As of December 31, 2005, Conectiv Energy was within the established target ranges for each
of the forward twelve month periods. The projected amount of on peak output hedged on
average was 91%, 66% and 18% for the 1-12 month, 13-24 month and 25-36 month forward
periods respectively. While Conectiv Energy attempts to place hedges that are expected to
generate energy margins at or near its forecasted gross margin levels, the volumetric percentages
vary significantly by month and often do not capture the peak pricing hours and the related high
margins that can be realized. As a result the percentage of on peak output hedged does not
represent the amount of expected value hedged.

Not all of Conectiv Energy's Merchant Generation gross margins can be hedged such as
ancillary services and fuel switching. Also the hedging of locational value and capacity can be
limited. These margins can be material to Conectiv Energy.
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This table provides information on the competitive energy segment's credit exposure, net of
collateral, to wholesale counterparties.

Schedule of Credit Risk Exposure ¢n Competitive Wholesale Energy Contracts

(Millions of dollars)
December 31, 2005
Number of
Exposure Before Connterparties Net Exposure of
Credit Credit Net Greater Than Counterparties

Rating (1) Collateral (2)  Collateral (3} _ Exposure 10% * Greater Than 10%
Investment Grade $440.8 $147.1 $203.7 1 $64.8
Non-Investment Grade 7.1 1.0 6.1

No External Ratings 292 15.6 13.6

Credit reserves $ 24

() Investment Grade - primarily determined using publicly available credit ratings of the counterparty. If the
counterparty has provided a guarantee by a higher-rated entity (e.g., its parent), it is determined based upon
the rating of its guarantor. Included in "Investment Grade" are counterparties with a minimum Standard &
Poor's or Moody's rating of BBB- or Baa3, respectively.

{2} Exposure before credit collateral - includes the MTM energy contract net assets for open/unrealized
transactions, the net receivable/payable for realized transactions and net open pesitions for contracts not
subject to MTM. Amounts due from counterparties are offset by liabilities payable to those coumterparties
to the extent that legally enforceable netting arrangements are in place. Thus, this column presents the net
credit exposure to counterparties after reflecting ail allowable netting, but before considering collateral
held.

(3) Credit collateral - the face amount of cash deposits, letters of credit and performance bonds received from
counterparties, not adjusted for probability of default, and, if applicable, property interests (including oil
and gas reserves).

* Using a percentage of the total exposure.

QUANTITATIVE AND OUALITATIVE DISCLOSURES

Pepco Holdings, Inc.
Market Risk

Market risk represents the potential loss arising from adverse changes in market rates and
prices. Certain of Pepco Holdings financial instruments are exposed to market risk in the form
of interest rate risk, equity price risk, commodity risk, and credit and nonperformance risk.
Pepco Holdings management takes an active role in the risk management process and has
developed policies and procedures that require specific administrative and business functions to
assist in the identification, assessment and control of various risks. Management reviews any
open positions in accordance with strict policies in order to limit exposure to market risk.

Interest Rate Risk

Pepco Holdings and its subsidiaries floating rate debt is subject to the risk of fluctuating
interest rates in the normal course of business. Pepco Holdings manages interest rates through
the use of fixed and, to a lesser extent, variable rate debt. The effect of a hypothetical 10%
change in interest rates on the annual interest costs for short-term and variable rate debt was
approximately $3.2 million as of December 31, 2005.
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Commodity Price Risk

Pepco Holdings is at risk for a decrease in market liquidity to levels that affect its capability
to execute its commodity participation strategies. PHI believes the commodity markets to be
sufficiently liquid to support its market participation.

Credit and Nonperformance Risk

Certain of PHI's subsidiaries' agreements may be subject to credit losses and nonperformance
by the counterparties to the agreements. However, PHI anticipates that the counterparties will
be able to fully satisfy their obligations under the agreements. PHI's subsidiaries attempt to
minimize credit risk exposure to wholesale energy counterparties through, among other things,
formal credit policies, regular assessment of counterparty creditworthiness and the establishment
of a credit limit for each counterparty, monitoring procedures that include stress testing, the use
of standard agreements which allow for the netting of positive and negative exposures associated
with a single counterparty and collateral requirements under certain circumstances, and has
established reserves for credit losses. As of December 31, 2005, credit exposure to wholesale
energy counterparties was weighted 94% with investment grade counterparties, 4% with
counterparties without external credit quality ratings, and 2% with non-investment grade
counterparties.

Potomac Eleciric Power Company

Market Risk

Market risk represents the potential loss arising from adverse changes in market rates and
prices. Certain of Pepco's financial instruments are exposed to market risk in the form of interest
rate risk, equity price risk, commodity risk, and credit and nonperformance risk. Pepco's
management takes an active role in the risk management process and has developed policies and
procedures that require specific administrative and business functions to assist in the
identification, assessment and control of various risks. Management reviews any open positions
in accordance with strict policies in order to limit exposure to market risk.

Interest Rate Risk

Pepco's debt is subject to the risk of fluctuating interest rates in the normal course of
business. Pepco manages interest rates through the use of fixed and, to a lesser extent, variable
rate debt. The effect of a hypothetical 10% change in interest rates on the annual interest costs
for short-term debt was approximately $.2 million as of December 31, 2005.

Delmarva Power & Light Company
Market Risk

Market risk represents the potential loss arising from adverse changes in market rates and
prices. Certain of DPL's financial instruments are exposed to market risk in the form of interest
rate risk, equity price risk, commodity risk, and credit and nonperformance risk, DPL's
management takes an active role in the risk management process and has developed policies and
procedures that require specific administrative and business functions to assist in the
identification, assessment and control of various risks. Management reviews any open positions
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in accordance with strict policies in order to limit exposure to market risk.
Interest Rate Risk

DPL’s debt is subject to the risk of fluctuating interest rates in the normal course of business.
DPL manages interest rates through the use of fixed and, to a lesser extent, variable rate debt.
The effect of a hypothetical 10% change in interest rates on the annual interest costs for short-
term debt was approximately $.7 million as of December 31, 2005.

Atlantic City Electric Company
Market Risk

Market risk represents the potential loss arising from adverse changes in market rates and
prices. Certain of ACE's financial instruments are exposed to market risk in the form of interest
rate risk, equity price risk, commodity risk, and credit and nonperformance risk. ACE's
management takes an active role in the risk management process and has developed policies and
procedures that require specific administrative and business fanctions to assist in the
identification, assessment and control of various risks. Management reviews any open positions
in accordance with strict policies in order to limit exposure to market risk.

Interest Rate Risk

ACE's debt is subject to the risk of fluctuating interest rates in the normal course of business.
ACE manages interest rates through the use of fixed and, to a lesser extent, variable rate debt.
The effect of a hypothetical 10% change in interest rates on the annual interest costs for short-
term debt was approximately $.3 million as of December 31, 2005.

Item 8. FINANCIAL STATEMENTS AND SUPPLEMENTARY DATA

Listed below is a table that sets forth, for each registrant, the page number where the
information is contained herein.
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Registrants
Pepco
Item Holdings Pepco* DPL* ACE

Management's Report on Internal Control

Over Financial Reporting 155 N/A N/A N/A
Report of Independent Registered

Public Accounting Firm 156 239 284 321
Consolidated Statements of Earnings 158 240 285 322
Consolidated Statements

of Comprehensive Income 159 241 N/A N/A
Consolidated Balance Sheets 160 242 286 323
Consolidated Statements of Cash Flows 162 244 288 325
Consolidated Statements

of Shareholders' Equity 163 245 289 326
Notes to Consolidated

Financial Statements 164 246 290 327

* Pepco and DPL have no subsidiaries and therefore their financial statements are not consolidated.
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Management's Report on Internal Control Over Financial Reporting

The management of Pepco Holdings is responsible for establishing and maintaining adequate
internal control over financial reporting. Because of inherent limitations, internal control over
financial reporting may not prevent or detect misstatements. Also, projections of any evaluation
of effectiveness to future periods are subject to the risk that controls may become inadequate
because of changes in conditions, or that the degree of compliance with the policies or
procedures may deteriorate.

Management assessed its internal control over financial reporting as of December 31, 2005
based on the framework in Internal Control - Integrated Framework issued by the Committee of
Sponsoring Organizations of the Treadway Commission. Based on its assessment, the
management of Pepco Holdings concluded that its internal control over financial reporting was
effective as of December 31, 2005.

Management's assessment of the effectiveness of its internal controls over financial reporting

as of December 31, 2005 has been andited by PricewaterhouseCoopers LLP, an independent
registered public accounting firm, as stated in its report which is included herein.
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Report of Independent Registered Public Accounting Firm

To the Shareholders and Board of Directors
of Pepco Holdings, Inc.:

We have completed integrated audits of Pepco Holdings, Inc.'s 2005 and 2004 consolidated
financial siatements and of its internal control over financial reporting as of December 31, 2003,
and an audit of its 2003 consolidated financial statements in accordance with the standards of the
Public Company Accounting Oversight Board (United States). Our opinions, based on our
audits, are presented below.

Consolidated financial statements and financial statement schedules

In our opinion, the consolidated financial statements listed in the accompanying index, present
fairly, in all material respects, the financial position of Pepco Holdings, Inc. and its subsidiaries
at December 31, 2005 and 2004, and the results of their operations and their cash flows for each
of the three years in the period ended December 31, 2005 in conformity with accounting
principles generally accepted in the United States of America. In addition, in our opinion, the
financial statement schedules listed in the index appearing under Item 15(a)(2) present fairly, in
all material respects, the information set forth therein when read in conjunction with the related
consolidated financial statements. These financial statements and financial statement schedules
are the responsibility of the Company's management. Our responsibility is to express an opinion
on these financial statements and financial statement schedules based on our audits. We
conducted our audits of these statements in accordance with the standards of the Public Company
Accounting Oversight Board (United States). Those standards require that we plan and perform
the audit to obtain reasonable assurance about whether the financial statements are free of
aterial misstatement. An audit of financial statements includes examining, on a test basis,
evidence supporting the amounts and disclosures in the financial statements, assessing the
accounting principles used and significant estimates made by management, and evaluating the
overall financial statement presentation. We believe that our audits provide a reasonable basis
for our opinion,

As disclosed in Note 15 to the consolidated financial statements, the Company restated its
financial statements as of December 31, 2004 and for the years ended December 31, 2004 and
2003.

Internal control over financial reporting

Also, in our opinion, management's assessment, included in Management's Report on Internal
Control Over Financial Reporting appearing under Item 8, that the Company maintained
effective internal control over financial reporting as of December 31, 2005 based on criteria
established in Internal Control - Integrated Framework issued by the Committee of Sponsoring
Organizations of the Treadway Commission (COSO), is fairly stated, in all material respects,
based on those criteria. Furthermore, in our opinion, the Company maintained, in all material
respects, effective internal control over financial reporting as of December 31, 2005, based on
criteria established in Internal Control - Integrated Framework issued by the COSO. The
Company's management is responsible for maintaining effective internal control over financial
reporting and for its assessment of the effectiveness of internal control over financial reporting.
Our responsibility is to express opinions on management's assessment and on the effectiveness of
the Company's internal control over financial reporting based on our audit. We conducted our
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audit of internal control over financial reporting in accordance with the standards of the Public
Company Accounting Oversight Board (United States). Those standards require that we plan
and perform the audit to obtain reasonable assurance ahout whether effective internal control
over financial reporting was maintained in all material respects. An audit of internal control over
financial reporting includes obtaining an understanding of internal control over financial
reporting, evaluating management's assessment, testing and evaluating the design and operating
effectiveness of internal control, and performing such other procedures as we consider necessary
in the circumstances. We believe that our audit provides a reasonable basis for our opinions.

A company's internal control over financial reporting is a process designed to provide reasonable
assurance regarding the reliability of financial reporting and the preparation of financial
statements for external purposes in accordance with generally accepted accounting principles. A
company's internal control over financial reporting includes those policies and procedures that
(i) pertain to the maintenance of records that, in reasonable detail, accurately and fairly reflect
the transactions and dispositions of the assets of the company; (ii} provide reasonable assurance
that transactions are recorded as necessary to permit preparation of financial statements in
accordance with generally accepted accounting principles, and that receipts and expenditures of
the company are being made only in accordance with authorizations of management and
directors of the company; and (iii) provide reasonable assurance regarding prevention or timely
detection of unauthorized acquisition, use, or disposition of the company's assets that could have
a material effect on the financial statements.

Because of its inherent limitations, internal control over financial reporting may not prevent or
detect misstatements. Also, projections of any evaluation of effectiveness to future periods are
subject to the risk that controls may become inadequate because of changes in conditions, or that
the degree of compliance with the policies or procedures may deteriorate.

PricewaterhouseCoopers LLP
Washington, D.C.
March 13, 2006
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PEPCO HOLDINGS, INC. AND SUBSIDIARIES
CONSOLIDATED STATEMENTS OF EARNINGS

(Restated) (Restated)
For the Year Ended December 31, 2005 2004 2003
(In millions, except per share data)

Operating Revenue
Power Delivery $4,702.9 $4,377.7 $4,015.7
Competitive Energy 3,2882 2,755.5 3,1358
Other 744 89.6 117.2
Total Operating Revenue 8,065.5 7,223.1 7,208.7
Operating Expenses
Fuel and purchased energy 4,904.4 4,258.3 4,626.2
Other services cost of sales 712.3 637.9 577.6
Other operation and maintenance 8157 796.6 7714
Depreciation and amortization 422.6 440.5 422.1
Other taxes 3422 3114 2722
Deferred electric service costs 120.2 363 (7.0)
Impairment losses - - 643
Gain on sales of assets (86.8) (30.0) {68.8)
Gain on settlement of claims with Mirant (70.5) - -
Total Operating Expenses 7,160.1 6,451.0 6,658.0
Operating Income 905.4 772.1 610.7
Other Income (Expenses)
Interest and dividend income 160 8.7 17.3
Interest expense (337.6) (373.3) {372.8)
(Loss) Income from equity investments (2.2) 144 (9
Impairment loss on equity investments (4.1) {11.2) (102.6)
Other income 50.8 203 41.9
Other expenses (8.4) (9.3) (16.2)
Total Other Expenses (285.5) {341.4) {433.3)
Preferred Stock Dividend Requirements of Subsidiaries 2.5 2.8 13.9
Income Before Income Tax Expense and Extraordinary Item 617.4 427.9 163.5
Income Tax Expense 255.2 167.3 62.1
Income Before Extraordinary Item 362.2 260.6 1014
Extraordinary Item (net of income taxes of $6.2 million
and $4.1 million for the years ended December 31, 2005
and 2003, respectively) 9.0 - 5.9
Net Income 5 3712 $ 260.6 $ 107.3
Earnings Per Share of Commeon Stock
Basic Before Extraordinary Hem } 19 $ 1438 3 60
Basic - Extraordinary Item $ 05 3 - $ .03
Basic Earnings Per Share of Common Stock $ 196 $ 148 $ .63
Diluted Before Extraordinary Item $ 19 $ 148 § .60
Diluted - Extraordinary Item $ .05 3 - $ .03
Diluted Earnings Per Share of Common Stock $ 196 $ 148 $ .63

The accompanying Notes are an integral part of these Consolidated Financial Statements.
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PEPCO HOLDINGS, INC. AND SUBSIDIARIES
CONSOLIDATED STATEMENTS OF COMPREHENSIVE EARNINGS

For the Year Ended December 31, (Restated)  (Restated)
2005 2004 2003

(Millions of dollars)

Net income $371.2 $260.6 $107.3

Other comprehensive earnings (losses)

Unrealized gains (losses) on commodity
derivatives designated as cash flow hedges:

Unrealized holding gains (losses)

arising during period 117.1 {20.9) 45.0
Less: reclassification adjustment for
gains included in net earnings 76.1 334 18.9
Net unrealized gains (losses) on
commodity derivatives 41.0 (54.3) 26.1
Realized gains on Treasury lock transaction 11.7 11.7 11.7

Unrealized gains (losses) on interest rate swap
agreements designated as cash flow hedges:

Unrealized holding gains (losses) arising

during period 1.5 (4.5) 34
Less: reclassification adjustment for gains (losses)

included in net earnings 1.1 (9.6) (5.6)

Net unrealized gains on interest rate swaps 4 5.1 9.0

Unrealized (losses) gains on marketable securities:

Unrealized holding (losses) gains arising

during period - (3.6) 6.1
Less: reclassification adjustment for gains

included in net earnings - B .3

Net unrealized (losses) gains on marketable
securities - (4.4) 5.8
Minimum pensicn liability adjustment (5.2) (6.9) -
Other comprehensive earnings (losses), before income taxes 47.9 {48.8) 52.6
Income tax expense (benefit) 18.7 {19.5) 224
Other comprehensive earnings (losses), net of income taxes 29.2 (29.3) 30.2
Comprehensive earnings $400.4 $231.3 $137.5

The accompanying Notes are an integral part of these Consolidated Financial Statements.
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CONSOLIDATED BALANCE SHEETS

PEPCO HOLDINGS

(Restated)
December 31, December 31,
ASSETS 2005 2004
(Millions of dollars)
CURRENT ASSETS
Cash and cash equivalents $ 1215 $ 205
Restricted cash 23.0 420
Accounts receivable, less allowance for
nncollectible accounts of $40.6 million and
$43.7 million, respectively 1,363.1 1,122.8
Fuel, materials and supplies - at average cost 340.1 2684
Unrealized derivative receivables 185.7 90.3
Prepaid expenses and other 118.3 119.5
Total Current Assets 2,151.7 1,672.5
INVESTMENTS AND OTHER ASSETS
Goodwill 1,431.3 1,430.5
Regulatory assets 1,202.0 1,335.0
Investment in finance leases held in Trust 1,297.9 1,218.7
Prepaid pension expense 208.9 165.7
Other 414.0 437.8
Total Investments and Other Assets 4,554.1 4,587.7
PROPERTY, PLANT AND EQUIPMENT
Property, plant and equipment 11,384.2 11,047.8
Accumulated depreciation {4,072.2) {3,957.2)
Net Property, Plant and Equipment 7,312.0 7,090.6
TOTAL ASSETS $14,017.8 $13,350.8

The accompanying Notes are an integral part of these Consolidated Financial Statements.
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PEPCO HOLDINGS, INC. AND SUBSIDIARIES
CONSOLIDATED BALANCE SHEETS

(Restated)
December 31, December 31,
LIABILITIES AND SHAREHOLDERS' EQUITY 2005 2004
{In millions, except share data)
CURRENT LIABILITIES
Short-term debt $ 1564 $ 319.7
Current maturities of long-term debt 469.5 516.3
Accounts payable and accrued liabilities 1,002.2 664.8
Capital lease obligations due within one year 5.3 49
Taxes accrued 3229 56.7
Interest accrued 84.6 a0.1
Other 3584 287.8
Total Current Liabilities 2,399.3 1,940.3
DEFERRED CREDITS
Regulatory liabilities 594.1 3919
Income taxes 1,935.0 1,953.3
Investment tax credits 51.0 55.7
Other postretirement benefit obligations 284.2 279.5
Other ‘ 284.9 263.4
Total Deferred Credits 3,149,2 2.943.8
LONG-TERM LIABILITIES
Long-term debt 4,202.9 4,362.1
Trangition Bonds issued by ACE Funding 4%4.3 5233
Long-term project funding 255 63.3
Capital lease obligations 116.6 122.1
Total Long-Term Liabilities 4,839.3 5,072.8
COMMITMENTS AND CONTINGENCIES (NOTE 12)
PREFERRED STOCK OF SUBSIDIARIES
Serial preferred stock 21.5 27.0
Redeemable serial preferred stock 244 27.9
Total preferred stock 45.9 54.9
SHAREHOLDERS' EQUITY
Common stock, §.01 par value - authorized 400,000,000 shares -
issued 189,817,723 shares and 188,327,510 shares, respectively 1.9 1.9
Premium on stock and other capital contributions 2,586.3 2,552.7
Accumulated other comprehensive loss (22.8) (52.0)
Retained earnings 1,018.7 8364
Total Shareholders' Equity 3,584.1 3,339.0
TOTAL LIABILITIES AND SHAREHOLDERS' EQUITY $14.017.8 $13,350.8

The accompanying Notes are an integral part of these Consolidated Financial Statements
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PEPCQ HOLDINGS, INC. AND SUBSHMARIES
CONSOLIDATED STATEMENTS OF CASH FLOWS

(Restated} (Restated)
For the Year Ended December 31, 2005 2004 2003
(Millions of dollars)
OPERATING ACTIVITIES
Net income § 3712 $ 2606 $ 107.3
Adjustments to reconcile net income to net cash
provided by (used in) operating activities:
Depreciation and amortization 422.6 440.5 422.1
Gain on sale of asscts (86.5) G0 63.8)
Gain on setflement of claims with Mirant (70.5) - -
Proceeds fom sale of claims with Mirant 1129 - -
Gain on sale of other investment 3.0 - -
Extraotdinary item {152) - am
Renis received from leveraged leases under income eamed (79.3) (76.4) {72.4)
Impairment losses 4.1 112 166.9
Deferred income taxes (51.6) 2715 197.0
Tnvestment tax credit adjustments G {8.0) 5.3)
Prepaid pension expense (43.2) 2 (17.3)
Energy supply contracts (11.3) (12.3) {21.5)
Other deferred charges 17.0 39 594
Other deferred credits (29.1) 25.4) (5.9)
Changes in:
Accounis receivable (153.7) {171.0) 490
Regulatory assets and liabilities 76.1 {11.3) (75.1)
Prepaid expenses 10.3 220 231
Materials and supplies 717 9.2 {18.0)
Accounts payable and accrued liabilities 3275 1204 (59.1)
Interest and taxes acttued 270.7 (36.1) 376
Met Cash Provided By Operating Activities 986.9 715.7 6624
INVESTING ACTIVITIES
Tovestment in property, plant and squipment {#61.1) {517.4) (598.2)
Proceeds from/changes in:
Sale of office building and othet properties 84.1 46.4 142.7
Sale of Starpower investment - 9.0 -
Proceeds from combustion turbine contract cancellation - - 52.0
Proceeds from sale of marketable securities - 117.6 7152
Purchase of marketable securiries - (98.2) {558.6)
Purchases of other investments @n (.3) (11.0)
Proceeds from sale of other investments 33.8 13.1 11.5
Net investment in receivables (7.1) 29 (43.2)
Changes in restricted cash 19.0 {17.8) 310
Net other investing activities 55 5.4 9
Net Cash Used In Investing Activities (333.9) (417.3} (252.7)
FINANCING ACTIVITIES
Dividends paid on preferred stock of subsidiaries (2.5) (2.8) {4.6)
Dividends paid on common stack (182.9) (176.0) {170.7
Common stock issued to the Dividend Reinvestment Plan 215 292 3.2
Redemption of débentires issued to financing trust - {95.0% -
Rexlemption of Trust Preferred Stock of subsidiaries - - (1955
Redemption of preferved stock of subsidiaries (9.0} (53.3) (2.5)
Redemption of variable rate demand bonds 2.0y - -
Issuance of common stock 5.7 2R8.8 16
Issuances of long-term debt 532.0 6504 11369
Redemption of long-term debt (755.8) (L119.7 (692.2)
(Repayments) issuarkes of short-term debt, net . (161.3) 1363 (452.7)
Cost of issuances and financing? (9.0} (26.7) (14.6)
Net other financing activities 2.3 9.7 (B.1)
Net Cash Used In Financing Activities (3610 (359.1) (370.7)
Net Increase (Decrease) In Cash and Cash Equivalents 92.0 (60.7) 39.0
Cash and Cash Equivalents at Beginning of Year 28.5 9.2 512
CASH AND CASH EQUIVALENTS AT END OF YEAR § 25 3 25§ 02
NON-CASH ACTIVITIES
Excess accumulated depreciation transferred to regulatory liabilities 3 131.0 - -
Sale of financed project account receivables ] 50.0 - -
Supplemental Disclosure of Cash Flow Information
Cash paid for interest (net of capitalized interest of $3.8 million,
$2.9 million and $11.3 million, respectively) and paid (received) for income taxes:
Interest $ 3284 $ 3569 5 3903
Tncome taxes £ 441 13 {19.9) $ (144.1)

The accompanying Notes are an infegral part of these Consolidated Financial Statements,
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PEPCO HOLDINGS, INC. AND SUBSIDIARIES
CONSOLIDATED STATEMENTS OF SHAREHOLDERS' EQUITY
Accumulated
Capital Other
Common Stock Premium Stock Conprehensive Retained
Shares Par Value on Stock  Expense  {Loss) Earnings Earnings

(In millions, except share data)

BAIL ANCE, DECEMBER 31, 2002
(AS REPORTED) 169,982,361 $1.7 $2,212.0 $(3.2) 529 $838.2

RESTATEMENT - - - . . 23.0)

BALANCE, DECEMBER 31, 2002
(RESTATED) 169,982,361 $1.7 £2,212.0 $(3.2) $(52.9) $815.2

Net Income (RESTATED) - - - - - 107.3
Other comprehensive income - - - - 30.2 -
Dividends on common stock

($1.00/sh.) - - - - - {170.7)
Issuance of common stock;

Original issuc shares 80,665 - 1.6 - - -

DRP original shares 1,706,422 - 312 -
Release of restricted stock - - 1 1) - -
Reacquired Conectiv and

Pepco PARS - - 1.7 - - -

BALANCE, DECEMBER 31, 2003
(RESTATED) 171,769,448 17 $2,246.6 $3.3 $22.7 $751.8

Net Income (RESTATED) - - - - - 260.6
Other comprehensive loss - - - - (29.3) -
Dividends on commen stock

($1.00/sh.) - - - - - {176.0)
Reacquisition of subsidiary

preferred stock - . 1.0 - - -
Issuance of common stock:

Original issue shares - 15,086,126 2 288.6 (10.2) - -

DRP original shares 1,471,936 - 2.2 - -
Reacquired Conectiv and

Pepco PARS - - b - - -
Vested options converted to

Pepeo Holdings options - - 2 - - -

BALANCE, DECEMBER 31, 2004
(RESTATED) 188,327,510 $19 $2,566.2 $(13.5) $(52.0 $836.4

Net Income - - - - _ 3712
Other comprehensive income - - - - 292 -
Dividends on common stock

($1.00/sh.) - - - - - {188.9)
Reacquisition of subsidiary

preferred stock - - 1 - - .
Tssusmce of common stock:

Original issue shares 261,708 - 5.7 - . -

DRP originat shares 1,228,505 - 275 - - -

Reacquired Conectiv and

Pepeo PARS - . 3 - - -

BALANCE, DECEMBER 31, 2005 189,817,723 $19 $2,599.8 $(13.5) $(22.8) $1,018.7

The accompanying Notes are an integral part of these Consolidated Financial Statements.
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
PEPCO HOLDINGS, INC,

(1) ORGANIZATION

Pepco Holdings, Inc. (Pepco Holdings or PHI) is a diversified energy company that, through
its operating subsidiaries, is engaged in two principal business operations:

. electricity and natural gas delivery (Power Delivery), and
. competitive energy generation, marketing and supply (Competitive Energy).

PHI was incorporated in Delaware in February 2001, for the purpose of effecting the
acquisition of Conectiv by Potomac Electric Power Company (Pepco). The acquisition was
completed on August 1, 2002, at which time Pepco and Conectiv became wholly owned
subsidiaries of PHI. Conectiv was formed in 1998 to be the holding company for Delmarva
Power & Light Company (DPL) and Atlantic City Electric Company (ACE) in connection with a
merger between DPL and ACE. As a result, DPL and ACE are wholly owned subsidiaries of
Conectiv.

On February 8, 2006, the Public Utility Holding Company Act of 1935 (PUHCA 1935) was
repealed and the Public Utility Holding Company Act of 2005 (PUHCA 2005) went into effect.
As a result, PHI has ceased to be regulaied by the Securities and Exchange Commission (SEC)
as a public utility holding company and is now subject to the regulatory oversight of the Federal
Energy Regulatory Commission (FERC). As permitied under FERC regulations promulgated
under PUHCA 2005, PHI will give notice to FERC that it will continue, until further notice, to
operate pursuant to the authority granted in the financing order issued by the SEC under PUHCA
1935, which has an authorization period ending June 30, 2008, relating to the issuance of
securities and guarantees, other financing transactions and the operation of the money pool.

PHI Service Company, a subsidiary service company of PHI, provides a variety of support
services, including legal, accounting, tax, financial reporting, treasury, purchasing and
information technology services to Pepco Holdings and its operating subsidiaries. These services
are provided pursuant to a service agreement among PHI, PHI Service Company, and the
participating operating subsidiaries that was filed with, and approved by, the SEC under PUHCA
1935. The expenses of the service company are charged to PHI and the participating operating
subsidiaries in accordance with costing methodologies set forth in the service agreement. PHI
expects to continue operating under the service agreement.

The following is a description of each of PHI's two principal business operations.

Power Delivery

The largest component of PHI's business is power delivery, which consists of the
transmission and distribution of electricity and the distribution of natural gas. PHI's Power
Delivery business is conducted by its three regulated utility subsidiaries: Pepco, DPL and ACE.
Each subsidiary is a regulated public utility in the jurisdictions that comprise its service territory.
Together the three companies constitute a single segment for financial reporting purposes. Each
company is responsible for the delivery of electricity and, in the case of DPL, natural gas in its
service territory, for which it is paid tariff rates established by the local public service
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commission. Each company also supplies electricity at regulated rates to retail customers in its
service territory who do not elect to purchase electricity from a competitive energy supplier. The
regulatory term for this supply service varies by jurisdiction as follows:

Delaware Provider of Last Resort service (POLR) -- before May 1, 2006
Standard Offer Service (SOS) -- on and after May 1, 2006

District of Columbia  SOS

Maryland S08
New Jersey Basic Generation Service (BGS)
Virginia Default Service

PHI and its subsidiaries refer to this supply service in each of the jurisdictions generally as
Default Electricity Supply.

The rates each company is permitted to charge for the wholesale transmission of electricity
are regulated by FERC.

The profitability of the Power Delivery business depends on its ability o recover costs and
earn a reasonable return on its capital investments through the rates it is permitted to charge.

Competitive Energy

The Competitive Energy business provides competitive generation, marketing and supply of
electricity and gas, and related energy management services, primarily in the mid-Atlantic
region. PHI's Competitive Energy operations are conducted through subsidiaries of Conectiv
Energy Holding Company (collectively, Conectiv Energy) and Pepco Energy Services, Inc. and
its subsidiaries (collectively, Pepco Energy Services). Conectiv Energy and Pepco Energy
Services are separate operating segments for financial reporting purposes.

(Other Business Operations

Over the last several years, PHI has discontinued its investments in non-energy related
businesses, including the sale of its aircraft investments and the sale of its 50% interest in
Starpower Communications LLC (Starpower). Through its subsidiary, Potomac Capital
Investment Corporation (PCI), PHI continues to maintain a portfolio of cross-border energy sale-
leaseback transactions, with a book value at December 31, 2005 of approximately $1.3 billion.
This activity constitutes a fourth operating segment, which is designated as "Other Non-
Regulated” for financial reporting purposes.

(2} SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES

Consolidation Policy

The accompanying consolidated financial statements include the accounts of Pepco Holdings
and its wholly owned subsidiaries. All intercompany balances and transactions between
subsidiaries have been eliminated. Pepco Holdings uses the equity method to report
investments, corporate joint ventures, partnerships, and affiliated companies in which it holds a
20% to 50% voting interest and cannot exercise control over the operations and policies of the
investment. Under the equity method, Pepco Holdings records its interest in the entity as an
investment in the accompanying Consolidated Balance Sheets, and its percentage share of the
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entity's earnings are recorded in the accompanying Consolidated Statements of Earnings.
Additionally, the proportionate interests in jointly owned electric plants are consolidated.

In accordance with the provisions of Financial Accounting Standards Board (FASB)
Interpretation No. 46R (revised December 2003), entitled "Consolidation of Variable Interest
Entities," Pepco Holdings deconsolidated several entities that had previously been consolidated
and consolidated several small entities that had not previously been conselidated. FIN 46R
addresses conditions under which an entity should be consolidated based upon variable interests
rather than voting interests. For additional information regarding the impact of implementing
FIN 46R, sec the FIN 46R discussion later in this Note.

Use of Estimates

The preparation of financial statements in conformity with accounting principles generally
accepted in the United States of America, such as compliance with Statement of Position 94-6,
"Disclosure of Certain Significant Risks and Uncertainties,” requires management to make
certain estimates and assumptions that affect the reported amounts of assets, liabilities, revenues
and expenses, and related disclosures of contingent assets and liabilities in the consolidated
financial statements and accompanying notes. Examples of significant estimates used by Pepco
Holdings include the assessment of contingencies, the calculation of future cash flows and fair
value amounts for use in goodwill and asset impairment evaluations, fair value calculations
(based on estimated market pricing) associated with derivative instruments, pension and other
postretirement benefits assumptions, unbilled revenue calculations, and judgment involved with
assessing the probability of recovery of regulatory assets. Additionally, PHI is subject to legal,
regulatory, and other proceedings and claims that arise in the ordinary course of its business.
PHI records an estimated liability for these proceedings and claims based upon the probable and
reasonably estimable criteria contained in SFAS No. 5 "Accounting for Contingencies."
Although Pepco Holdings believes that its estimates and assumptions are reasonable, they are
based upon information available to management at the time the estimates are made. Actual
results may differ significantly from these estimates,

Changes in Accounting Estimates

During 2005, Pepco recorded the impact of an increase in estimated unbilled revenue
(electricity and gas delivered to the customer but not yet billed), primarily reflecting a change in
Pepco's unbilled revenue estimation process. This modification in accounting estimate increased
net earnings for the year ended December 31, 2005 by approximately $2.2 million.

Also, during 2005, DPL and ACE each recorded the impact of reductions in estimated
unbilled revenue, primarily reflecting an increase in the estimated amount of power line losses
(electricity lost in the process of its transmission and distribution to customers). These changes
in accounting estimates reduced net earnings for the year ended December 31, 2005 by
approximately $7.4 million, of which $1.0 million was atiributable to DPL and $6.4 million was
attributable to ACE.

During 2005, Conectiv Energy increased the estimated useful lives of its generation assets
that resulted in lower depreciation expense of approximately $5.3 million.
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Revenue Recognition

Regulated Revenue

The Power Delivery businesses recognize revenues from the supply and delivery of electricity
and gas upon delivery to the customer, including amounts for services rendered but not yet billed
(unbilled revenue). Pepco Holdings recorded amounts for unbilled revenue of $198.2 million
and $227.4 million as of December 31, 2005 and 2004, respectively. These amounts are
included in the "accounts receivable” line item in the accompanying Consolidated Balance
Sheets. Pepco Holdings utility operations calculate unbilled revenue using an output based
methodology. This methodology is based on the supply of electricity or gas distributed to
customers. The unbilled revenue process requires management to make assumptions and
judgments about input factors such as customer sales mix and estimated power line losses, which
are inherently uncertain and susceptible to change from period to period, the impact of which
could be material.

The taxes related to the consumption of electricity and gas by the utility customers, such as
fuel, energy, or other similar taxes, are components of the tariff rates charged by PHI
subsidiaries and, as such, are billed to customers and recorded in Operating Revenues. Accruals
for these taxes by the respective companies are recorded in Other Taxes. Excise tax related
generally to the consumption of gasoline by PHI and its subsidiaries in the normal course of
business is charged to operations, maintenance or construction, and is de minimis.

Competitive Revenue

The Competitive Energy businesses recognize revenues for the supply and delivery of
electricity and gas upon delivery to the customer, including amounts for services rendered, but
not yet billed. Conectiv Energy recognizes revenue when delivery is complete. Unrealized
derivative gains and losses are recognized in current earnings as revenue if the derivative activity
does not qualify for hedge accounting or normal sales treatment under SFAS No. 133. Pepco
Energy Services recognizes revenue for its wholesale and retail commodity business upon
delivery to customers. Revenues for Pepco Energy Services' energy efficiency construction
business are recognized using the percentage-of-completion method of revenue recognition
which recognizes revenue as work is completed on the contract, and revenues from its operation
and maintenance and other products and services contracts are recognized when earned.
Revenues from the other non-regulated business lines are principally recognized when services
are performed or products are delivered; however, revenues from utility industry services
contracts are recognized using the percentage-of-completion method of revenue recognition.

Regulation of Power Delivery Operations

The power delivery operations of Pepco are regulated by the District of Columbia Public
Service Commission (DCPSC) and the Maryland Public Service Commission (MPSC).

The power delivery operations of DPL. are regulated by the Delaware Public Service
Commission (DPSC), the MPSC, and the Virginia State Corporation Commission (VSCC).

The power delivery operations of ACE are regulated by the New Jersey Board of Public
Utilities (NJBPU).
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The wholesale power transmission operations of each of Pepco, DPL, and ACE are regulated
by FERC.

The requirements of SFAS No. 71 apply to the Power Delivery businesses of Pepco, DPL,
and ACE. SFAS No. 71 allows regulated entities, in appropriate circumstances, to establish
regulatory assets and liabilities and to defer the income statement impact of certain costs that are
expected to be recovered in future rates. Management's assessment of the probability of recovery
of regulatory assets requires judgment and interpretation of laws, regulatory commission orders,
and other factors. If management subsequently determines, based on changes in facts or
circumstances, that a regulatory asset is not probable of recovery, then the regulatory asset must
be eliminated through a charge to earnings.

The components of Pepco Holdings' regulatory asset balances at December 31, 2005 and
2004, are as follows:

2005 2004

(Millions of dollars)
Securitized stranded costs $ 8235 $ 8877
Deferred energy supply costs 18.3 109.1
Deferred recoverable income taxes 150.5 162.2
Deferred debt extinguishment costs 80.9 78.3
Unrecovered purchased power contract costs 18.2 22.6
Deferred other postretirement benefit costs 17.5 20.0
Other 93.1 55.1
Total regulatory assets $1,202.0 $1,335.0

The components of Pepco Holdings' regulatory liability balances at December 31, 2005 and
2004, are as follows:

2005 2004
(Miltions of dollars)
Deferred income taxes due to customers $73.2 $71.0
Deferred energy supply costs 40.9 -
Regulatory liability for Federal and
New Jersey tax benefit 37.6 40.7
Generation Procurement Credit, customer sharing
commitment and other 76.5 26.1
Accrued asset removal costs 2442 254.1
Excess depreciation reserve 121.7 -
Total regulatory liabilities $594.1 $391.9

A description for each category of regulatory assets and regulatory liabilities follows:

Securitized Stranded Costs: Represents stranded costs associated with a non-utility
generator (NUG) contract termination payment and the discontinuation of the application of
SFAS No. 71 for ACE's electricity generation business. The recovery of these stranded costs has
been securitized through the issuance of Transition Bonds by Atlantic City Electric Transition
Funding LLC (ACE Funding). A customer surcharge is collected by ACE to fund principal and
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interest payments on the Transition Bonds. The stranded costs are amortized over the life of the
Transition Bonds, which mature between 2010 and 2023.

Deferred Energy Supply Costs: The regulatory asset balances primarily represent deferred
costs related to the provision of BGS and other restructuring related costs incurred by ACE as
well as deferred fuel costs for DPL's gas business. All deferrals receive a return, with ACE
deferrals recovered over the next 8 years and DPL's deferred fuel costs recovered annually. The
regulatory liability balance at December 31, 2005 relates to ACE and reflects net over recovery
associated with New Jersey BGS, NUGS, Market fransition charges, and other restructuring
items.

Deferred Recoverable Income Taxes: Represents deferred income tax assets recognized
from the normalization of flow-through items as a result of amounts previously provided to
customers. As temporary differences between the financial statement and tax basis of assets
reverse, deferred recoverable income taxes are amortized. There is no return on these deferrals.

Deferred Debt Extinguishment Costs: Represents the costs of debt extinguishment for
which recovery through regulated utility rates is considered probable and, if approved, will be
amortized to interest expense during the authorized rate recovery period. A retumn is received on
these deferrals.

Unrecovered Purchased Power Contract Costs: Represents deferred costs related to
purchase power contracts at ACE and DPL. The ACE amortization period began in July 1994
and will end in May 2014. The DPL amortization period began in February 1996 and will end in
October 2007. Both earn a return.

Deferred Other Postretirement Benefit Costs: Represents the non-cash portion of other
postretirement benefit costs deferred by ACE during 1993 through 1997. This cost is being
recovered over a 15-year period that began on January 1, 1998. There is no return on this
deferral.

Other: Represents miscellaneous regulatory assets that generally are being amortized over 1
to 20 years and generally do not receive a return.

Deferred Income Taxes Due to Customers: Represents the portion of deferred income tax
liabilities applicable to utility operations of Pepco, DPL, and ACE that has not been reflected in
current customer rates for which future payment to customers is probable. As temporary
differences between the financial statement and tax basis of assets reverse, deferred recoverable
income taxes are amortized.

Regulatory Liability for Federal and New Jersey Tax Benefit: Securitized stranded costs
include a portion of stranded costs attributable to the future t2x benefit expected to be realized
when the higher tax basis of generating plants divested by ACE is deducted for New Jersey state
income tax purposes as well as the future benefit to be realized through the reversal of federal
excess deferred taxes. To account for the possibility that these tax benefits may be given to
ACE's regulated electricity delivery customers through lower raies in the future, ACE
established a regulatory liability. The regulatory liability related to federal excess deferred taxes
will remain until such time as the Internal Revenue Service issues its final regulat:lons with
respect to normalization of these federal excess deferred taxes.

Generation Procurement Credit (GPC) and Customer Sharing Commitment: Pepco's
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settlement agreements related to its December 2000 generation divestiture, approved by both the
DCPSC and MPSC, required the sharing between customers and shareholders of any profits
earned during the four-year transition period from February 8, 2001 through February 7, 2005 in
each jurisdiction. The GPC represents the customers' share of profits that Pepco has realized on
the procurement and resale of Standard Offer Service electricity supply to customers in
Maryland and the District of Columbia that has not yet been distributed to customers. Pepco is
currently distributing the customers' share of profits monthly to customers in a billing credit.
The GPC increased by $42.3 million in December 2005 due to the settlement of the Pepco TPA
claim against the Mirant bankruptcy estate.

Accrued Asset Removal Costs: Represents Pepco's and DPL's asset retirement obligations
associated with removal costs accrued using public service commission-approved depreciation
rates for transmission, distribution, and general utility property. In accordance with the SEC
interpretation of SFAS 143, accruals for removal costs were classified as a regulatory liability.

Excess Depreciation Reserve: The excess depreciation reserve was recorded as part of a
New Jersey rate case settlement. This excess reserve is the result of a change in depreciable
lives and a change in depreciation technique from remaining life to whole life. The excess will
be amortized over 8.25 years, beginning June 2005.

Accounting For Derivatives

Pepco Holdings and its subsidiaries use derivative instruments primarily to manage risk
associated with commodity prices and interest rates. Risk management policies are determined
by PHI's Corporate Risk Management Committee (CRMC). The CRMC monitors interest rate
fluctuation, commodity price fluctuation, and credit risk exposure. The CRMC sets risk
management policies that establish limits on unhedged risk and determine risk reporting
requirements.

PHI accounts for its derivative activities in accordance with SFAS No. 133, "Accounting for
Derivative Instruments and Hedging Activities," as amended by subsequent pronouncements.
SFAS No. 133 requires derivative instruments to be measured at fair value. Derivatives are
recorded on the Consolidated Balance Sheet as other assets or other liabilities with offsetting
gains and losses flowing through earnings unless they are designated as cash flow hedges.
Derivatives can be accounted for in four ways under SFAS No. 133; (i) marked-to-market
through current earnings, (ii) cash flow hedge accounting, (iii) fair value hedge accounting, and
(iv) normal purchase and sales accounting.

Mark-to-market gains and losses on derivatives that are not designated as hedges are
presented on the Consolidated Statements of Earnings as operating revenue. PHI uses mark-to-
market accounting through earnings for derivatives that either do not qualify for hedge
accounting, or that management does not designate as hedges. Derivatives that were used for
Conectiv Energy's discontinued proprietary trading activities were marked-to-market through
earnings.
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The gain or loss on a derivative that hedges exposure to variable cash flow of a forecasted
transaction is initially recorded in Other Comprehensive Income (a separate component of
common stockholders' equity) and is subsequently reclassified into earnings in the same category
as the item being hedged when the forecasted transaction occurs. If a forecasted transaction is no
longer probable, the deferred gain or loss in accumulated other comprehensive income is
immediately reclassified to earnings. Gains or losses related to any ineffective portion of cash
flow hedges are also recognized in earnings immediately.

Changes in the fair value of other hedging derivatives, designated as fair value hedges, result
in a change in the value of the asset, liability, or firm commitment being hedged. Changes in fair
value of the asset, liability, or firm commitment, and the hedging instrument, are recorded in the
Consolidated Statements of Earnings.

Certain commodity forwards are not required to be recorded on a mark-to-market basis of
accounting as provided under the guidance of SFAS No. 133. These contracts are designated as
"normal purchases and sales" as permitted by SFAS No. 133. This type of coniract is used in
normal operations, settles physically, and follows standard accrual accounting. Unrealized gains
and losses on these contracts do not appear on the Consolidated Balance Sheets. Examples of
these transactions include purchases of fuel to be consumed in power plants and actual receipts
and deliveries of electric power. Normal purchases and sales transactions are presented on a
gross basis, normal sales as operating revenue, and normal purchases as fuel and purchased
energy expenses.

PHI uses option contracts to mitigate certain risk. These options are normally marked-to-
market through current earings because of the difficulty in qualifying options for hedge
accounting treatment. Option premiums are deferred as prepaid expenses or other liabilities until
the exercise period of the option is realized. Market prices, when available, are used to value
options. If market prices are not available, the market value of the options is estimated using
Black-Scholes closed form models. Option contracts typically make up only a small portion of
PHI's total derivatives portfolio.

The fair value of derivatives is determined using quoted exchange prices where available. For
instruments that are not traded on an exchange, external broker quotes are used to determine fair
value. For some custom and complex instruments, an internal model is used to interpolate
broker quality price information. Models are also used to estimate volumes for certain
transactions. The same valuation methods are used to determine the value of non-derivative,
commodity exposure for risk management purposes.

The impact of derivatives that are marked-to-market through current earnings, the ineffective
portion of cash flow hedges, and the portion of fair value hedges that flows to cwrrent earnings
are presented on a net basis on the Consolidated Statements of Earnings. When a hedging gain
or loss is realized, it is presented on a net basis in the same category as the underlying item being
hedged. Normal purchase and sales transactions are presented gross on the Consolidated
Statements of Earnings as they are realized. The unrealized assets and liabilities that offset
unrealized derivative gains and losses are presented gross on the Consolidated Balance Sheets
except where contractual netting agreements are in place.

Conectiv Energy engages in commodity hedging activities to minimize the risk of market
fluctuations associated with the purchase and sale of energy commodities (natural gas,
petroleum, coal and electricity). The majority of these hedges relate to the procurement of fuel
for its power plants, fixing the cash flows from the plant output, and securing power for electric
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load service. Conectiv Energy's hedging activities are conducted using derivative instruments,
including forward contracts, swaps and futures, designated as cash flow hedges which are
designed to reduce the variability in future cash flows. Conectiv Energy's commodity hedging
objectives, in accordance with its risk management policy, are primarily the assurance of stable
and known cash flows and the fixing of favorable prices and margins when they become
available,

Conectiv Energy assesses risk on a total portfolio basis and by component {e.g. generation
output, generation fuel, load supply, etc.). Portfolio risk combines the generation fleet, load
obligations, miscellaneous commodity sales and hedges. Accounting hedges are matched against
each component using the product or products that most closely represent the underlying hedged
item. The total portfolio is risk managed based on its megawatt position by month. If the total
portfolio becomes too long or too short for a period, steps are taken to reduce or increase hedges.
Portfolio-level hedging includes the use of accounting hedges (derivatives designated as cash
flow hedges), derivatives that are being marked-to-market through carnings, and other physical
commodity purchases and sales.

DPL uses derivative instruments (forward contracts, futures, swaps, and exchange-traded and
over-the-counter options) primarily to reduce gas commodity price volatility while limiting its
firm customers' exposure to increases in the market price of gas. DPL also manages commodity
risk with capacity contracts that do not meet the definition of derivatives. The primary goal of
these activities is to reduce the exposure of its regulated retail gas customers to natural gas price
spikes. All premiums paid and other transaction costs incurred as part of DPL's natural gas
hedging activity, in addition to all gains and losses on the natural gas hedging activity, are fully
recoverable through the fuel adjustment clause approved by the DPSC and are deferred under
SFAS No. 71 until recovered. At December 31, 2005, DPL's Balance Sheet included a deferred
derivative receivable of $21.6 million, offset by a $21.6 million regulatory liability.

Pepco Energy Services purchases electric and natural gas futures, swaps and forward
contracts to hedge price risk in connection with the purchase of physical natural gas and
electricity for delivery to customers in future months. Pepco Energy Services accounts for its
futures and swap contracts as cash flow hedges of forecasted transactions. Its forward contracts
are accounted for under standard accrual accounting as these contracts meet the requirements for
normal purchase and sale accounting under SFAS No. 133.

Conectiv Bethlehem, LLC (CBI), a subsidiary of Conectiv Energy, entered into an interest
rate swap agreement for the purpose of managing its overall borrowing rate and limiting its
interest rate risk associated with debt it incurred. CBI hedged 75% of the interest rate payments
for its variable rate debt. CBI formally designated its interest rate swap agreement as a cash flow
hedge. CBI repaid all of its external debt and settled its interest rate swap agreement ($6.8
million gain) in September 2004.

PCT has entered into interest rate swap agreements for the purpose of managing its overall
borrowing rate and managing its interest rate exposure associated with debt it has issued.
Approximately 72.9% of PCI's fixed rate debt for its Medium Term Note program has been
swapped into variable rate debt, All of PCT's hedges on variable yate debt expired when the
variable rate debt incurred under its Medium-Term Note program matured during 2005.

Emission Allowances

Emission allowances for Sulfur Dioxide (SO2) and Nitrous Oxide (NOX) are allocated to
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generation owners by the Environmental Protection Agency (EPA) based on Federal programs
designed to regulate the emissions from power plants. The EPA allotments have no cost basis to
the generation owners. Depending on the run-time of a generating unit in a given year, and other
pollution controls it may have, the unit may need additional allowances above its allocation or it
may have excess allowances. Allowances are traded among companies in an over-the-counter
market, which allows companies to purchase additional allowances to avoid incurring penalties
for noncompliance with applicable emissions standards or to sell excess allowances.

Pepco Holdings accounts for emission allowances as inventory, Allowances from EPA
atlocation are added to current inventory each year at a zero basis. Additional purchased
allowances are recorded at cost. Allowances sold or consumed at the power plants are expensed
at a weighted-average cost. This cost tends to be relatively low due to the zero-basis allowances.
Pepco Holdings has a committee established to monitor compliance with emissions regulations
and whether its power plants have the required number of allowances.

Accounting for Goodwill

Goodwill represents the excess of the purchase price of an acquisition over the fair value of
the net assets acquired. The accounting for goodwill is governed by SFAS No. 141, "Business
Combinations," and SFAS No. 142, "Goodwill and Other Intangible Assets.” Pepco Holdings'
goodwill balance that was generated from Pepco's acquisition of Conectiv has been allocated to
the Power Delivery business. SFAS No. 141 requires business combinations initiated after
June 30, 2001 to be accounted for using the purchase method of accounting and broadens the
criteria for recording intangible assets apart from goodwill. SFAS No. 142 requires that
purchased goodwill and certain indefinite-lived intangibles no longer be amortized, but instead
be tested for impairment at least annually. Substantially all of Pepco Holdings' goodwill was
generated by the acquisition of Conectiv by Pepco in 2002,

A roll forward of PHI's goodwill balance follows (Millions of dollars):

Balance, December 31, 2003 $1,432.3
Less: Adjustment to pre-merger tax reserve (1.8)

Balance December 31, 2004 $1,430.5
Add: Adjustment to pre-merger tax reserve 8

Balance, December 31, 2005 $1.431.3

Goodwill Impairment Evaluation

The provisions of SFAS No. 142 require the evaluation of goodwill for impairment at least
annually or more frequently if events and circumstances indicate that the asset might be
impaired. Examples of such events and circumstances include an adverse action or assessment
by a regulator, a significant adverse change in legal factors or in the business climate, and
unanticipated competition. SFAS No. 142 indicates that if the fair value of a reporting unit is
less than its carrying value, including goodwill, an impairment charge may be necessary. During
2005, Pepco Holdings tested its goodwill for impairment as of July 1, 2005. This test indicated
that none of Pepco Holdings' goodwill balance was impaired.

Long-Lived Assets Impairment Evaluation

Pepco Holdings is required to evaluate certain long-lived assets (for example, generating
property and equipment and real estate) to determine if they are impaired when certain
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