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The following resuits of aperations discussion compares the year ended December 31, 2006, to the year
ended December 31, 2005. 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:

2006 2005 Change

Power Delivery ......c.ooioo oo $5,1188 $4,702.9 §$ 4159
Conectiv ENErgY ... ovre it creinnninannas 1,964.2 2,393.1 (428.9)

Pepco Energy Services ........ioiiieeriiiiniannan 1,668.9 1,487.5 181.4

Other Non-Regulated ... ... ..........ccooivnis. 90.6 84.5 6.1

Comp. &Other ..ot e e © o (479.6) (602.5) 1229

Total Operating Revenue ..................... $8,362.9 $8.065.5 $2974

Power Delivery

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

2006 2005 Change
Regulated T&D Electric Revenue ........coovvunn.n. $1,533.2  $16232  $(90.0)
Default Supply Revenue .. ......................... 3,271.9 27530 5189
Other Electric Revemue . ... ... oo iinn 58.3 65.2 {6.9)
Total Electric Operating Revenve ............... 4,863.4 44414 422.0
Regulated Gas Revenue ..............c.iviienar.s 2048 198.7 6.1
OtherGasRevenue ..............ciieriinenernnns 50.6 62.8 (12.2)
Total Gas Operating Revenue .. ...... e ' 255.4 261.5 {6.1)
Total Power Delivery Operating Revenue ............. $5,1188 $4.7029 $4159

Regulated T&D Electric Revenue includes revenue from the transmission and the delivery of eléctricity,
including the delivery of Default Electricity Supply, by PHI's utility subsidiaries to customers within their
service territories at regulated rates.

Default Supply Revenue is the revenue received for Default Electricity Supply. The costs related to Default
Electricity Supply are included in Fuel and Purchased Energy and Other Services Cost of Sales. Default Supply
Revenue also includes revenue from transition bond charges and other restructuring related revenues.

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, rentals of pole attachments, late payment fees, and collection fees.

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

Other Gas Revenue consists of DPL’s off-system natural gas sales and the release of excess system capacity.
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Electric Operating Revenue

Regulated T&D Electric Kevenue

2006 2005 Change
$ 5757 § 6130 $(337.3)
699.0 726.8 {27.8)
28.6 36.8 (8.2)
2299 246.6 (16.7)
$1,5332  $1,623.2  $(90.0)

Other Regulated T&D Electric Revenue consists primarily of (i} transmission service revenue received by
PHI's utility subsidiaries from PJM as transmission owners, and (ii) revenue from the resale of encrgy and
capacity under power purchase agreements between Pepco and unaffiliated third parties in the PJM market.

Regulated TED Electric Sales (GWh)

2006 2005 Change
.. 17,139 18,045 (906)
L. 28,638 29441 (803)
. 4,119 4,288 (169)
... 49896 51,774 (1,878)
2006 2005  Change
..... 1,605 1,591 14
..... 198 196 2
..... 2 2 —
..... 1,805 1,789 __12

Regulated T&D Revenue decreased by $90.0 million primarily due to the following: (i) $51.2 million
decrease in sales due to weather, the result of a 16% decrease in Heating Degree Days and 12% decrease in
Cooling Degree Days in 2006, (ii) $18.5 million decrease due to a change in Delaware rate structure effective
May 1, 2006, which shifted revenue from Regulated T&D Electric Revenue to Default Supply Revenue,

(tii) $17.1 million decrease in network transmission revenues due to lower rates approved by FERC in June 2006,
(iv) $7.0 million decrease due to a Delaware base rate reduction effective May 1, 2006, primarily offset by
(v) $12.9 million increase in sales due to a (0.9% increase in the number of customers.

Default Electricity Supply

Defauilt Supply Revenue
Residential . ........oiiiiiiiiie e eiaennnn
Commercial ... oot it i iie i,

Industrial . ......ccivt i it it naeranenn
07 3=
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2006 2005 Chanpe
$14829 $1,161.6 §321.3
1,352.6 9935.4 357.2
108.2 134.2 (26.0)
328.2 461.8 (133.6)
$3,271.9 $2,7530 §$5189




Other Default Supply Revenue consists primarily of revenue from the resale of energy and capacity under
non-utility generating contracts between ACE and unaffiliated third parties (NUGs) in the PJM market.

Default Electricity Supply Sales (GWh) 2006 2005 Change
Residential .. ... ... . . ... . . i e, 16,698 - 17,490 (792)
Commercial .. ... .. . .. . . . . . i 14,799 15,020 (221)
Industrial . . ... ... . . e 1,379 2,058 (679)
L0 11 = S OO A PP 129 157 (28)
Total Default Electricity Supply Sales ............... 33,005 34,725 (1,720
Default Electricity Supply Customers (in thousands) : 2006 2005 Change
Residential .. ....... . ..., o0 1,575 1,557 18
Commercial .. ........ ...ttt 170 181 (11)
Industrial ... ... e, 1 2 (1)
1T 2 2 —
Total Default Electricity Supply Customers ... .....v.. .. 1,748 1742 © 6

Default Supply Revenue, which is partially offset in Fuel and Purchased Energy and Other Services Cost of
Sales, increased $518.9 million, representing an 18.8% increase despite a 5% decrease in GWh sales. This
increase was primarily due to the following: (i) an increase of $709.3 million attributable to higher retail
electricity rates, primarily resulting from market based rates beginning in Delaware on May 1, 2006 and annual -
increases in Default Electricity Supply rates during the year in the District of Columbia, Maryland, New Jersey,
and Virginia, primarily offset by (ii) $142.1 million decrease in wholesale energy revenues from sales of
generated and purchased energy in PJM due to lower market prices in the third quarter of 2006 and the sale by
ACE of its interests in the Keystone and Conemaugh generating plants, effective September 1, 2006, and
(iii) $93.1 million decrease in sales due to milder weather (a 16% decrease in Heating Degree Days and a 12%
decrease in Cooling Degree Days in 2006).

Other Electric Revenite

Other Electric Revenue decreased $6.9 million to $58.3 million in 2006 from $635.2 million in 2005
primarily due to a decrease in customer requested work.

Gas Operating Revenne
Regulated Gas Revenue 2006 2005 Change
Residential ... ... .. ... . .0 ey $116.2  $1150  $1.2
Commercial .............. .. i iiiiiirinnr i 73.0 68.5 4.5
Industrial .. ... .. i i i e 10.3 10.6 (.3)
Transportation and OIheT ........c.cvvvvvmnnneeeronnns 53 46 7
Total Regulated Gas Revenue ..................... $2048 51987  $6.1
Regulated Gas Sales (Bcf) 2006 2005  Change
Residential . ... .. . . .. ... ittt aes 6.6 8.4 (L.8)
Commercial ... ... ... . . . i e 4.6 56 (1.0)
Industrial ... .. ... . i i 3 1.1 3
Transportationand Other ............ 0o iveeciiaiivenions 63 56 )
Total Regulated Gas Sales ................ccvvvnunins, 18.3  20.7 24)




Regulated Gas Customers (in thousands) 2006 2005 Change

Residential ...... ... .. it e i iiannaenny 112 111 1
Commercial .. .......... ettt e e 9 9 —
Industrial . ..oooitt e e e e — — —
Transportationand Other .. ... ..o it - = —
Total Regulated Gas Customers . . ..............oivienn.. 121 120 1

Regulated Gas Revenue increased by $6.1 million primarily due to {i) $33.2 million increase primarily due
to GCR increase effective November 1, 2005, as a result of higher natural gas commodity costs (primarily offset .
in Fuel and Purchased Energy and Other Services Costs of Sales expense), offset by (i} $22.3 million decrease in
sales due t0 milder weather (a 17% decrease in Heating Degree Days in 2006), and (iii) $4.8 million decrease
primarily due to differences in consumpltion among various customer rate classes,

Cther Gas Revenue

Other Gas Revén_ue decreased by $12.2 million to $50.6 million in 2006 from $62.8 million in 2003
primarily due to lower off-system sales (partially offset in Gas Purchased expense).

Conectiv Energy ;

The impact of O[Jeratmg Revenue changes and Fuel and Purchased Energy and Other Services Cost of Sales
changes with respect to the Conectiv Energy component of the Compeutwe Energy business are encompassed
within the following discussion of gmss margin.

Operating Revenues of the Conectw Energy segment are derived primarily from the sale of eleciricity. The
primary components of its costs of sales are fuel and purchased power. Because fuel and electricity prices tend to
move in tandem, price changes in these commodities from period to period can have a significant impact on
Opcrating Revenue and costs of sales without signifying any change in the performance of the Conectiv Energy
segment. For this reason, PHI from a managerial standpoint focuses on gross margin as a measure of
performance.

Conectiv Energy Gross Margin

Beginning in 2007, power arigination activities, which primarily represent the fixed margin component of
structured power transactions such as default electricity supply contracts, were classified into Energy Marketing
from Merchant Generation & Load Service. Accordingly, the 2006 and 2005 activity has been reclassified for
comparative purposes. Power origination contributed $18.7 millior and $7.5 million of gross margin for 2006
and 2003, respectively.
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December 31,

2006 2085
Operating Revenue ($ millions): :
Merchant Generation & Load Service ...............c.ciiiiiiriianvn $ 11,0732 % 11,1936
Energy Marketing .. .....o it iiiien it e 3910 1,199.5
Total Operating Revenuel .. ........ . o . it $§ 19642 § 23931
Cost of Sales (§ millions):
Merchant Generation & Load Service ..............c.civeieiiincenniin, § 8613 3 952.5
Energy Marketing ... ... ... . i i i i e 847.7 1,181.4
Total Cost Of SAlEs? . ..t vttt e e it e i eii e $ 17090 $ 2,1339
Gross Margin (% millions):
Merchant Generation & Load Service ........ ..o o iiiiiiiiiiiiin, $ 2119 % 241.1
Energy Marketing .. ... i i 433 18.1
Total Gross MAargin .. ... ..ot aiaeiie e nnnnre s $§ 2552 § 2592
Generation Fuel and Purchased Power Expenses ($ millions)®:
Generation Fuel Expensest$
Natural Gass .. ... .. e e $ 1745 §% 2235
C0al Lo e e 334 46.7
L 26.6 104.6
L 1 7= AP 4.1 4.9
Total Generation Fuel Expenses ... ... . ... . coviiiiinan o, $ 2586 § 379.7
Purchased Power EXPenses’ ... .. vttt iiener e imeaaas s . 4313 539.0
Statistics: 2006 2605
Generation Output (MWh):
Base-Loadt ... e e 1,814,517 1,738,280
Mid-Merit (Combined Cycle)? ........ ... 0viieererieenierainnranuns. 2,081,873 2,971,294
Mid-Merit (Ol Fired)l0 . ... ... e e et 115,120 694,887
= 1T 131,930 190,688
Tolled Generation ... ...t iir it st aiarea e 94 064 70,834
Total . e e i e e 4,237,504 5,605,983
Load Service Volume (MWh)!h .. .. . it 8,514,719 14,230,888
Average Power Sales Price!? ($/MWh): '
Generation Sales? . ... ... .. . .. i e e $ 7769 % 87.62
Non-Generation Sales!? ... . e e $§ 5849 % 53.16
Total . e $ 6254 % 60.12
Average on-peak spot power price at PJM East Hub ($/MWh)4 ................. $ 6529 % 83.35
Average around-the-clock spot power price at PJM East Hub ($/MWh)* .. ... ... .. $ 5307 % 66.05
Average spot natural gas price at market area M3 ($/MMBtu)!5 . ... ....... ..., $ 731 § 969
Weather (degree days at Philadelphia Airport): 16
Heating degree days ... ... ittt iii e rrnnrnrrannecnoeerianas 4,205 4,966
Coaling degree days .. ...... ... rt e e e 1,136 1,306

1  Includes $471.1 million and $591.3 million of affiliate iransactions for 2006 and 2005, respectively. The
2006 and 2003 amounts have been reclassified to exclude $193.1 million and $210.5 million, respectively,
of intra-affiliate transactions that were reported gross in 2006 and 2005 at the segment level.
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15
16

Includes $4.6 million and $7.2 million of affiliate transactions for 2006 and 2005, respectively. The 2006
and 2005 amounts have been reclassified to exclude $193.1 million and $210.5 million, respectively, of
affiliate transactions that were reported gross in 2006 and 2005 at the segment level. Also, excludes
depreciation and amortization expense of $36.3 million and $40.4 million, respectively.

Consists solely of Merchant Generation & Load Service expenses; does not include the cost of fuel not
consumed by the power plants and intercompany tolling expenses.

Includes tolled generation.

Includes associated hedging gains and losses.

Includes adjusted amounts in 2006 and 2005 for change in natural gas hedge allocation methodology.
Includes emissions expenses, fuel additives, and other fuel-related costs.

Edge Moor Ugits 3 and 4 and Deepwater Unit 6.

Hay Road and Bethlehem, all units.

Edge Moor Unit 5 and Deepwater Unit 1.

Consists of all default electricity supply sales; does not include standard product hedge volumes,
Calculated from data reported in Conectiv Energy’s Electric Quarterly Report (EQR) filed with the FERC;
does not include capacity or ancillary services revenue.

Consists of defanlt electricity supply sales, standard product power sales, and spot power sales other than
merchant generation as reported in Conectiv Energy’s EQR.

Source: PIM website (www.pjm.com),

~ Source: Average delivered natural gas price at Tetco Zone M3 as published in Gas Daily.

Source: National Oceanic and Atmospheric Administration National Weather Service data,

Merchant Generation & Load Service gross margin decreased $29.2 million primarily due to:

+ A decrease of $110.9 million due a 26% decline in output from Conectiv Energy’s generating plants
primarily because of milder weather in 2006, coupled with lower spark spreads, lower contribution from
sales of ancillary services and fuel switching activities, and an wnplanned summer outage at the Hay
Road generating facility.

«  An increase of $73.2 million on fuel and power hedge contracts.

» Anincrease of $10.1 million due to 8 mark-to-market gain on a supply contract.

Energy Marketing gross margin increased $25.2 million primarily due to:
»  Anincrease of $11.2 million in power origination due to new higher margin contracts.
*  Anincrease of $9.2 million due to improved inveniory management in the oil marketing business.

«  Anincrease of $7.7 million in the gas marketing business from gains on storage, iransportation, and
supply contracts.

* A decrease of $3.3 million due to the expiration and associated termination costs of a contract to provide
operating services for an unaffiliated generation station which expired on October 31, 2006.

Pepco Fnergy Services

Pepco Energy Services’ operating revenue increased $181.4 million primarily due to (i) an increase of

$265.6 million due to higher retail electricity customer load in 2006 and (ii) an increase of $44.3 million due to
higher energy services project revenue in 2006 resulting from increased construction activity partially offset by
lower revenue related to the sale of five businesses in 2006; partially offset by (iii) a decrease of $93.8 million
due to lower natural gas volumes in 2006 as a result of fewer customers served and milder weather, (iv) a
decrease of $29.0 miltion due to reduced electricity generation by the Benning and Buzzard power plants in 2006
due to milder weather and higher fuel oil prices, and (v) a decrease of $5.7 million in mass market products and
services revenue, a business Pepco Energy Services exited in 2005. As of December 31, 2006, Pepco Energy
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Services had 3,544 megawatts of commercial and industrial load, as compared to 2,034 megawatts of commercial
and industrial load at the end of 2005. In 2006, Pepco Energy Services’ power plants generated 89,578 megawatt
hours of electricity as compared to 237,624 in 2005.

Cither Non-Regulated

Other Non-Regulated revenue increased $6.1 million to $90.6 million in 2006 from $84.5 millicn in 2005.
Operating revenues consist of lease earnings recognized under Statement of Financial Accounting Standards
(SFAS) No. 13 and changes to the carrying value of the other miscellaneous investments.

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:

2006 2008 Change

Power Delivery ......vi'ierrivn s iin e eaiannnnes $3,303.6 $2,7205  $ 583
ConectivEnergy ... ..... ... ciiiinrriiiiinnnnann 1,706.0 2,1339 (424.9)

Pepco Bnergy Services ... e iiiiaaeas - 1,531.1 1,357.5 173.6

Comp. &Other ... e 4778 (5999 1221

Total o e $6,065.9 $3,6120 $4539

Power Delivery

Power Delivery’s Fuel and Purchased Energy and Other Services Cost of Sales, which is primarily
associated with Default Electricity Supply sales, increased by $583.1 million primarily due to: (i) $736.8 million
increase in average energy costs, resulting from higher costs of Default Electricity Supply contracts that went
into effect primarily in June 2006 and 2005, offset by (ii) $155.5 million decrease primarily due to differences in
consumption among the various customer rate classes {impact due to such factors as weather, migration, etc). -
This expense is primarily offset in Default Supply Revenue, Regulated Gas Revenue, and Other Gas Revenue.

Conectiv Energy

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 prior discussion
under the heading “Conectiv Energy Gross Margin.”

Pepco Energy Services

Pepco Energy Services’ Fuel and Purchased Energy and Other Services Cost of Sales increased $173.6
million due to (i} a $246.5 million increase in purchases of electricity in 2006 to serve higher retail customer load
and (ii) an increase of $37.2 million in costs due to higher energy services projects in 2006 as a result of
increased construction activity; partially offset by (iii) a decrease of $87.6 million for purchases of natural gas
due to lower volumes sold in 2006 as the result of fewer customers served and milder weather, (iv) a $17.6
million decrease in electricity generation costs in 2006 due to reduced electricity generation by the Benning and
Buzzard power plants as a result of milder weather and higher fucl oil prices, (v) a $4.9 million decrease in mass
market products and services costs, a business Pepco Energy Services exited in 2005, and (vi) decreased costs
due to the sale of five companies in 2006.
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Other Operation and Maintenance

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

2006 2005  Change
Power Delivery .....ooviivoi it $639.6 36431  $(3.5)
ConectivENergy ............iviiiriiinnrnnnnennnnn, 116.3 107.7 8.6
Pepco Energy Services ... ....... ..., 57.6 71.2 (3.6)
Other Non-Regulated ....... . ...... ... ... ........... 7 42 52 (1.0)
Corp. &Other . ...ovvv i i i e (204) (11.5) (8.9
Total oo e $8073 $815.7 (84

The higher operation and maintenance expenses of the Conectiv Energy segment were primarily due to
planned and nnplanned facility outages. The impact of this increase was substantially offset by lower corporate
expenses related to the amortization of non-compete agreements and other administrative and general expenses.

Depreciation and Amortization

Depreciation and amortization expenses decreased by $14.1 million to $413.2 million in 2006, from $427.3
million in 2005. The decrease is primarily due to (1) $5.4 million change in depreciation technique resulting from
the ACE distribution base rate case settlement in 2005 that depreciates assets over their whole life versus their
remaining life, (ii) $4.1 million reduction of ACE regulatory debits, and (iii) $3 miflion reduction due to
completion of amortization related to software, offset by net increases to plant in-service (additions less
retirements) of about $5.4 million.

Deferred Electric Service Costs

Deferred Electric Service Costs decreased by $98.1 million to $22.1 million in 2006 from $120.2 million in
2005. The $98.1 million decrease was attributable to (i) $92.4 miilion net under-recovery associated with New
Jersey BGS, NUGs, market transition charges and other restructuring items and (ii) $5.7 million in regulatory
disallowances (net of amounts previously reserved) in connection with the ACE distribution base rate case
settlement in 2005.

Impairiment Losses

‘Far the year ended December 31, 2006, Pepco Holdings recorded pre-tax impairment losses of $18.9 million
($13.7 million after-tax) related to ceriain energy services business assets owned by Pepco Energy Services, The
impairments were recorded as a result of the execution of contracts to sell certain assets and due to the lower than
expected production and related estimated cash flows from other assets. The fair value of the assets under
contract for sale was deterinined based on the sales contract price; while the fair value of the other assets was
determined by estimating future expected production and cash flows.

Gain on Sale of Assets

Pepco Holdings recorded a Gain on Sale of Assets of $.8 million for the year ended December 31, 2006,
compared to $86.8 million for the year ended December 31, 2005. The $86.8 million gain in 2005 primarily
consisted of: (i) a $68.1 million gain from the 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 writien off in 2001.
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Effect of Settlement of Mirant Bankruptcy Claims

The Effect of Settiement of Mirant Bankrupicy Claims of $70.5 million in 2003 represents a settlement (net
of customer sharing) with Mirant of the allowed, pre-petition general unsecured claim related to 2 transition
power agreement (TPA) by Pepco in the Mirant bankmptcy in the amount of $105 million (the TPA Claim) ($70
million gain) and a Pepco asbestos claim against the Mirant bankruptcy estate ($.5 million gain). See "“Capital
Resources and Liquidity—Cash Flow Activity—Proceeds from Settlement of Mirant Bankruptcy Claims.”

Other Income (Expenses)

Other Expenses {(which are net of other income) decreased by $3.1 million to $282.4 million for the year
ended December 31, 2006 from $285.5 million for the same period in 2005. The decrease primarily resulted from
an increase in income from equity fund valuations at PCI of $7.3 million and $2.3 in lower impairment charges
during 2006 compared to 2005, partially offset by a $6.6 million gain in 2003 related to the sale of an investment.

Income Tax Expense

PHI’s effective tax rates for the years ended December 31, 2006 and 2005 were 39.3% and 41.2%,
respectively. The 1.9% decrease in the effective tax rate in 2006 was primarily the result of change,s in estimates
related to prior year tax liabilities, which reduced the effective tax rate by 2.3%.
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CAPITAL RESOURCES AND LIQUIDITY

This section discusses Pepco Holdings' working capital, cash flow activity, capital requirements and other
uses and sources of capital.

Working Capital

At December 31, 2007, Pepco Holdings’ current assets on a consolidated basis totaled $2.0 billion and its
current liabilities totaled $2.0 billion. At December 31, 2006, Pepco Holdings’ current assets on a consolidated
basis totaled $2.0 billion and its current liabilities totaled $2.5 billion. The working capital deficit at the end of
2006 was primarily due to $500 million of current long-term debt due to mature in August 2007. During 2007,
PHI refinanced $450 million of the maturing debt with new long-term debt.

At December 31, 2007, Pepco Holdings’ cash and cash equivalents and its current restricted cash (cash that
is available to be used only for designated purposes) totaled $69.6 million. At December 31, 2006, Pepco
Holdings® cash and cash equivalents and its current restricied cash, totaled $60.8 million. See “Capital
Requirements—Contractual Arrangements with Credit Ratmg Triggers or Margining Rights” for additional
information.

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, 2007
(Milllons of dollars)
Pepeo
PHI ACE  Comectiv Energy PHI
E Parent Pepoo DPL ACE Funding Energy Services PCI Conectly Consolidated
VYariable Rate Demand ’
Bonds ............. $ — $ — 51048 $226 $— — 5243 $— $— $151.7
Commercial Paper ..... — 840 240 291 — — — — — 137.1
Total Short-Term
Debt .......... § — § 840 $128.8 $51.7 §$— $— $243 $— $— $288.8
Current Maturities of
Long-Term Debt and
Project Funding . . . ... $ — $128.0 $ 226 $500 $310 $— $ 86 $92.0 $— $332.2
As of December 31, 2006
(Miilions of dollars)
Pepco
PHI ACE  Conectiv Energy PHI
E’f Pavent Pepeo DPI. ACE Fumding Energy Serwms PCI Conectiv Consolidated
Variable Rate Demand
Bonds ............. $ — $ — 51048 $226 $— — $26.8 $— 33— $154.2
Commercial Paper .. ... 360 671 911 12 — — — — — 1954
Total Short-Term
Debt .......... $ 360 % 671 51959 $23.8 $— $- $268 $— $— $349.6
Current Maturities of
Long-Term Debt and
Project Funding . . . . .. $500.0 $2100 $ 64.7 $160 $299 §— $26 3343 §—- $857.5
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Cash Flow Activity
PHI's cash flows for 2007, 2006, and 2005 are summarized below.

Cash Source (Use)
2007 2006 2005
(Miliiang of dollars)
Operating ACHVIHCS ...\ u sttt et e e et s e e s e e e et e $ 7950 $2026 $9869
Investing ACtiVItes ... ... . ittt e (581.6) (229.1) (333.9)
FInancing Activities . ... ... .. ... oiiiiiii ettt e e e (207.1) (46.2) (561.0)
Net increase (decrease) in cash and cash equivalents ..........covvnevnonn., $ 63 $(727 § 9220

Operaring Activities

Cash flows from operating activities are summarized below for 2007, 2006, and 2005.

Cash Source (Use)
2007 2006 2005
_ (Milliens of dollars)
RNetIncome | ... e $334.2 $2483 33712
Nan-cash adjustments tonetincome ......... ... ... .. ... i, 3823 6130 1612
Changes in workingeapital . ... ........ it e 78.5 (658.7) 4545
Net cash from operating activities ...........c..vuittintieen et $795.0 %2026 $986.9

Net cash from operating activities in 2007 was $592.4 million higher than in 2006. In addition to net
income, the factors that primarily contributed to the increase were: (i) a decrease of $202.9 million in taxes paid
in 2007, partially attributable to a tax payment of $121 million made in February 2006 in connection with an
unresolved tax matter (see “Regulatory and Other Matters—IRS Mixed Service Cost Issue” below) and (ii) the
change in cash collateral requirements detailed below associated with Competitive Energy activities,

Changes in cash collateral include the following:

*  The balance of cash collateral posted by PHI (net of cash collateral held by PHI) decreased $61.7
million from December 31, 2006 to December 31, 2007 (an increase in cash).

«  The balance of cash collateral posted by PHI (net of cash collateral held by PHI) increased $259.9
million from December 31, 2005 to December 31, 2006 (a decrease in cash).

Cash flows from operating activities in 2007 also were affected by the Mirant bankruptcy seitlement. See
“Proceeds from Settlement of Mirant Bankruptcy Claims” below. During the third quarter of 2007, Pepco
Holdings received $413.9 million in net settlement proceeds, of which $398.9 million was designated as
operating cash flows and $15.0 million was designated as investing cash flows. See “Investing Activitics” below.
These funds were used to purchase money market funds, which are considered cash equivalents, and have been
accounted for as restricted cash based on management’s intent only to use such funds, and any interest earned
thereon, to pay for the future above-market capacity and energy purchase costs under the Panda PPA. This
restricted cash has been classified as a non-current asset to be consistent with the classification of the
corresponding non-current regulatory liability, and any changes in the balance of this restricted cash, mcludlng
interest receipts, have been considered operating cash flows.

Net cash from operating activities in 2006 was $784.3 million lower than in 2005. In addition to the
decrease in net income, the factors contributing to the decrease in cash flow from operating activities included:
(i) an increase of $194.5 million in taxes paid in 2006, including a tax payment of $121 million made in Febroary
2006 in connection with an unresolved tax matter (see “Regulatory and Other Matters—IRS Mixed Service Cost
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Issue” below), (ii) a decrease in the change in regulatory assets and liabilities of $107.9 million due primarily to
the 2005 over-recoveries associated with New Jersey BGS, NUGs, market wansition charges and other
restructuring items, and (iii) the change in collateral requirements associated with the activities of Competitive
Energy described above.

Investing Activities

Cash flows used by investing activities during 2007, 2006, and 2005 are summarized below.

Cash (Use) Sonrce
2007 2006 2005
(Millions of dollars)
Construction expendities . ... ...\ttt $1623.4) $(474.6) $(467.1)
Cash proceeds fromsale of properties - ........... ... . cciiiiiiiinnn.nt. 11.2 1815 84.1
All other investing cash flows, met . . ... ... ... ... ... i iiirrrrnrnn. 3.6 64.0 49.1
Net cash used by investing activities ... ... .. ... ... ... . . . . . . .. 5(581.6) $(229.1) ${(333.9)

Net cash used by investing activities in 2007 was $352.5 million higher than in 2006 primarily due to: (i) a
$148.8 million increase in capital expenditures, $107.0 million of which relates to Power Delivery, and (i) a
decrease of $170.3 million in cash proceeds from the sale of property. The increase in Power Delivery capital
expenditures is primarily dne to major transmission projects and new substations for Pepco and ACE, The
proceeds from the sale of property in 2006 consisted primarily of $177.0 million from the sale of ACE’s interest
in the Keystone and Conemaugh generating facilities and $13.1 million from the sale of Conectiv Energy’s
equity interest in a joint venture which owns a wood burning cogenerarion facility, Proceeds from the sale of
property in 2007 consisted primarily of $9.0 million received from the sale of the B.L. England generating
facility. Cash flows from investing activities in 2007 also include $15.0 million of the net settlement proceeds
received by Pepco in the Mirant bankruptey settlement that were specifically designated as a reimbursement of
certain investments in property, plant and equipment.

Net cash used by investing activities in 2006 were $104.8 million lower than in 2005. The decrease is
primarily due to the net proceads of $177.0 million received in 2006 from the sale of ACE’s interest in the
Keystone and Conemangh generating facilities, compared to the $73.7 million in proceeds received in 2005 from
the sale of the Buzzard Point land.

Financing Activities

Cash flows used by financing activities during 2007, 2006 and 2005 are summarized below.

Cash (Use) Source
2007 2006 2005
- (Millions of dollars)
Dividends paid on common and preferred stock ... ... ... ... ... ...t $(202.9) 5(199.5) $(191.4)
Common stock issued through the Dividend Reinvestment Plan {DRP} . ......... 28.0 29.8 27.5
Issuance of common st0CK ... ..o e 199.6 17.0 57
Redemption of preferred stock of subsidiaries . ... .......................... (18.2) (21.5) (9.0)
Issuances of long-term debt . ......... . uuiieitiiirii e 7039 5145 5320
Reacquisition of long-termdebt . .. ... ... o i e as (854.9) (578.0) (755.8)
(Repayments) issuances of short-termdebt, net ............................ 583y 1932 (161.3)
All pther financing cash flows, NEL L ... . iit i en ittt iaiie e ininans {4.3) (1.1 (8.7)
Net cash used by financing activities ........ ..ot i $(207.1) $ (46.2) $(561.0)
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Net cash used by financing activities in 2007 was $160.9 million higher than in 2006, Net cash used by
financing activities in 2006 was $514.8 million lower than in 2005.

Changes in Outstanding Common Stock

In November 2007, PHI sold 6.5 million shares of common stock in a registered offering at a price per share
of $27.00, resulting in gross proceeds of $175.5 million. The net proceeds are being used for general corporate
purposes. The balance of the change in 2007 common stock is primarily attributable to the issuance of
performance based shares under the long-term incentive plan.

Under the DRP, PHI issued 979,155 shares of common stock in 2007, 1,232,569 shares of comumon stock in
2006, and 1,228 505 shares of common stock in 2005.

Commoen Stock Dividends

Common stock dividend payments were $202.6 million in 2007, $198.3 million in 2006, and 5188.9 million
in 2005. The increase in common dividends paid in 2007 was duve primarily to an issuance of the additional
shares under the DRP. The increase in common dividends paid in 2006 was due to the issuance of the additional
shares under the DRP and a quarterly dividend increase from 25 cents per share to 26 cents per share beginning
in the first quarter of 20086,

Changes in Quistanding Preferred Stock

Preferred stock redemptions in 2007 consisted of DPL’s redemption in January 2007, at prices ranging from
103% to 105% of par, of the following securities, representing all of DPL’s outstanding preferred stock, at an
aggregate cost of $18.9 million:

= 19,809 shares of 4.00% Series, 1943 Redeemable Seriai Preferred Stock,

* 30,866 shares of 3.70% Series, 1947 Redeemable Serial Preferred Stock,

» 28,460 shares of 4.28% Series, 1949 Redeemable Serial Preferred Stock,

* 19,571 shares of 4.56% Seties, 1952 Redeemable Serial Preferred Stock,

* 25,404 shares of 4.20% Series, 1955 Redeemable Serial Preferred Stock, and

* 48,588 shares of 5.00% Series, 1956 Redecmable Serial Preferred Stock.

Preferred stock redemptions in 2006 consisted of Pepco’s redemption in March 2006 of the following
securities at an aggregate cost of $21.5 million:

* 216,846 shares of $2.44 Series, 1957 Serial Preferred Stock,

* 99,789 shares of $2.46 Series, 1958 Serial Preferred Stock, and

s 112,709 shares of $2.28 Series, 1965 Serial Preferred Stock.

Preferred stock redemptions in 2005 consisted of:

*  Pepco’s redemption in October 2005 of the following securitics at an aggregate cost of $3.5 million:
* 22,795 shares of $2.44 Series 1957 Serial Preferred Stock,
* 74,103 shares of $2.46 Series 1958 Serial Preferred Stock, and
* 13,148 shares of $2.28 Series 1965 Serial Preferred Stock.
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+  ACE’s redemption in August 2005 of 160 shares of 4.35% Serial Preferred Stock at a cost of $.02
million, and

* DPL’s redemption in December 2005 of all of the 35,000 shares of 6.75% Serial Preferred Stock
outstanding at a cost of $3.5 million.

Changes in Outstanding Long-Term Debt

Cash flows from the issuance and redemption of long-term debt in 2007 were attributable primarily o the
following transactions, which encompass $700.0 miilion of the $703.9 million in long-term debt issued in 2007
and all of the $854.9 million in long-term debt redeemed in 2007:

« In January 2007, Pepco retired at matuority $35 million of 7.64% medinm-term notes and also retired at
maturity $175 million of 6.25% first mortgage bonds using the proceeds of commercial paper. In
November 2007, Pepco issued $250 million of 6.5% first mortgape bonds.

* In February 2007, DPL retired at maturity $11.5 million of medium-term notes with a weighted average
interest rate of 7.08%. In the second quarter of 2007, DPL retired at maturity $50 million of 8.125%
medium-term notes and $3.2 million of 6.95% first mortgage bonds.

» In the second quarter of 2007, ACE retired at maturity $15 million of 7.52% medium-term notes and $1
million of 7.15% medium-term notes.

* For the year ended December 31, 2007, Atlantic City Electric Transition Funding LLC (ACE Punding)
made principal payments of $21.4 million on Series 2002-1 Bonds, Class A-1 and $8.5 million on Series
2003-1, Class A-1 with a weighted average interest rate of 2.89%.

* In February 2007, PCI retired at maturity $34.3 million of 7.62% medium-term notes.

* In April 2007, PHI issued $200 million of 6.0% notes due 2019 in a private placement. The proceeds
were used to redeem $200 million of 5.5% notes due August [5, 2007 at a price of 100.0377% of par. In
June 2007, PHI issued $250 million of 6.123% notes due 2017 in a public offering and used the
proceeds along with short-term debt to redeemn $300 million of its 5.5% notes in August 2007,

Cash flows from the issuance and redemption of long-term debt in 2006 were attributable primarily to the
following transactions, which encompass all of the $514.5 million of long-term debt issued in 2006 and $576.4
million of the $578.0 million of the long-term debt redeemed in 2006:

* InMay 2006, Pepco used the proceeds from a bond refinancing to redeem an aggregate of $109.5
million of three series of first mortgage bonds. The series were combined into one series of $109.5
million due 2022,

* In December 2006, Pepco retired at maturity $50 million of variable rate notes.
* In June 2006, DPL redeemed $2.9 million of 6.95% first mortgage bonds due 2008.
* In October 2006, DPL retired at maturity $20 million of medium-term notes.

*  In December 2006, DPL issued $100 million of 5.22% unsecured notes due 2016, The proceeds were
used to redeem DPL's commercial paper outstanding.

» In the first quarter of 2006, PHI retired at maturity $300 million of its 3.75% unsecured notes with
proceeds from the issuance of commercial paper.

*  In December 2006, PHI issued $200 million of 5.9% unsecured notes due 2016. The net proceeds, plus
additional fonds, were used to repay a $250 million bank loan entered into in August 2006,

* InJanuary 2006, ACE retired at maturity $635 million of medium-term notes.

= In March 2006, ACE issued $105 million of Senior Notes due 2036. The proceeds were used to pay
down shart-term debt incurred earlier in the quarter to repay medium-term notes at maturity.
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*  For the year ended December 31, 2006, ACE Funding made principal payments of $20.7 million on
Series 2002-1 Bonds, Class A-1 and $8.3 million on Series 2003-1, Class A-1 with a weighted average
interest rate of 2,89%,

Cash flows from the issuance and redemption of long-term debt in 2005 were attributable primarily to the
following transactions, which encompass $525 million of the $532 million of long-term debt issued in 2005 and
$727.7 million of the $755.8 million of long-term debt redeemed in 2005:

* In 2003, Pepco Holdings issued $250 million of floaiing rate unsecured notes due 2010, The n'et‘ .
proceeds, plus additional funds, were used to repay commercial paper issued to fund the $300 million
redemptions of Conectiv debt,

» In September 2005, Pepco used the proceeds from the June 2003 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. The net proceeds were used to redeem
$102.7 million of higher rate securities.

* In December 2005, Pepco paid down $50 million of its $100 million bank loan due December 2006.
*  In 2005, ACE retired at maturity $40 million of medium-term notes. '
* In 2005, PCI redeemed $60 million of medium-term notes.

PHI’s long-term debt is subject to certain covenants. PHI and its subsidiaries ar¢ in compliance with all
requiremerits.

Changes in Shori-Term Debt .
In 2007, PHI redeemed a iotal of $36.0 million in short-term debt with cash from operations.

In 2006, Pepco and DPL issued short-term debt of $67.1 million and $91.1 million, respectively, in order to
cover capital expenditures and tax ohligations throughout the year.

In 2005, ACE and PHI redeemed a total of $161.3 million in shori-lerm debt with cash from operations.

Sales of ACE Generating Facilities

On September 1, 2006, ACE completed the sale of its interest in the Keystone and Conemaugh generating
facilities for $175 .4 million (after giving effect to post-closing adjustments). On February 8, 2007, ACE
completed the sale of the B.L. England generating facility for a price of $9.0 million. No gain or loss was
realized on these sales.

Sale of Interest in Cogeneration Joint Venture

During the first quarter of 2006, Conectiv Energy recognized a $12.3 million pre-tax gain ($7.9 mitlion
after-tax} on the sale of its equity interest in a joint venture which owns a wood burning cogeneration facility.

Proceeds from Settlement of Mirant Bankruptcy Claims

In 2000, Pepco sold substantially all of its electricity generating assets to Mirant. In 2003, Mirant
commenced a voluatary bankruptcy proceeding in which it sought to reject certain obligations that it had
undertaken in connection with the asset sale. As part of the asset sale, Pepco entered into the TPAs. Under a
seftlement to avoid the rejection by Mirant of its obligations under the TPAs in the bankruptey proceeding, the
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terms of the TPAs were modified to increase the purchase price of the energy and capacity supplied by Mirant
and Pepco received the TPA Claim. In December 2005, Pepeo sold the TPA Claim, plus the right to receive
accrued interest thereon, to an unaffiliated third party for $112.5 million. In addition, Pepco received proceeds of
$.5 million in settlement of an asbestos claim against the Mirant bankruptcy estate. After customer sharing,
Pepco recorded a pre-tax gain of $70.5 million from the settlement of these claims.

In connection with the asset sale, Pepco and Mirant also entered into a “back-to-back” arrangement,
whereby Mirant agreed to purchase from Pepco the 230 megawatts of electricity and capacity that Pepco is
obligated to purchase annually through 2021 from Panda under the Panda PPA at the purchase price Pepco is
obligated to pay to Panda. As part of the further settlement of Pepco’s claims against Mirant arising from the
Mirant bankruptcy, Pepco agreed not to contest the rejection by Mirant of its abligations under the
“back-to-back” arrangement in exchange for the payment by Mirant of damages corresponding to the estimated
amount by which the purchase price that Pepco is obligated to pay Panda for the energy and capacity exceeded
the market price. In 2007, Pepco received as damages $413.9 million in net procecds from the sale of shares of
Mirant common stock issued to it by Mirant. These funds are being accounted for as restricted cash hased on
management’s intent to use such funds, and any interest earned thereon, for the sole purpose of paying for the
future above-market capacity and energy purchase costs under the Panda PPA. Correspondingly, a regulatory
liability has been established in the same amount to help offset the future above-market capacity and energy
purchase costs. This restricted cash has been classified as a non-current asset to be consistent with the
classification of the non-current regulatory liability, and any changes in the balance of this restricted cash,
including interest on the invested funds, are being accounted for as operating cash flows, :

As of December 31, 2007, the balance of the restricted cash account was $417.3 million. Based on a
reexamination of the costs of the Panda PPA in light of current and projected wholesale market conditions
conducted in the fourth quarter of 2007, Pepco determined that, principally due 1o increases in wholesale capacity
prices, the present value above-markei cost of the Panda PPA over the term of the agreement are expected (o be
significantly less than the current amount of the restricted cash account balance. Accordingly, on February 22,
2008, Pepco filed applications with the DCPSC and the MPSC requesting arders directing Pepco to maintain
$320 million in the restricted cash account and to use that cash, and any future earnings on the cash, for the sole
purpase of paying the future above-market cost of the Panda PPA {or, in the alternative, to fund a transfer or
assignment of the remaining obligations vnder the Panda PPA to a third party). Pepco also requested that the
order provide that any cash remaining in the account at the conclusion of the Panda PPA be refunded to
customers and that any shortfall be recovered from customers. Pepco further proposed that the excess proceeds
remaining from the settlement (approximately $94.6 million, representing the amount by which the regulatory
liability of $414.6 million at December 31, 2007 exceeded $320 million) be shared approximately equally with
its customers in accordance with the procedures previously approved by each commission for the sharing of the
proceeds received by Pepco from the sale to Mirant of its generating assets. The regulatory liability of
$414.6 million at December 31, 2007 differs from the restricted cash amount of $417.3 million on that date, in
part, becanse the regulatory liability has been reduced for the portion of the December 2007 Panda charges in
excess of markes that had not yet been paid from the restricted cash account. The amount of the restricted cash
balance that Pepco is permitted to retain will be recorded as earnings upon approval of the sharing arrangement
by the respective commissions. At this time, Pepco cannot predict the outcome of these proceedings.

In settlement of other damages claims against Mirant, Pepco in 2007 also received a settlement payment in
the amount of $70.0 million. Of this amount (i} $33.4 million was recorded as a reduction in operating expenses,
(ii) $21.0 million was recorded as a reduction in a net pre-petition receivable claim from Mirant,

(iii) $15.0 million was recorded as a reduction in the capitalized costs of certain property, plant and equipment
and (iv) $.6 million was recorded as a Liability to reimburse a third party for certain legal costs associated with
the settlement. : :
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Sale of Buzzard Point Property

In August 2005, Pepco sold for $75 million excess non-utility land 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 Consolidaied Statements of Earnings.

Financial Investment Liguidation

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

Capital Requirements
Capital Expenditures

Pepco Holdings’ total capital expenditures for the year ended December 31, 2007 totaled $623.4 million of
which $272.2 million related to Pepco (excluding $15 million of reimbursements related to the settlement of the
Mirant bankruptcy claims), $132.6 million related to DPL and $149.4 mitlion related to ACE, The remainder of
$69.2 million was primarily related to Conectiv Energy and Pepco Energy Services. The Power Delivery
expenditures were primarily related to capital costs associated with new customer services, distribution
reliability, and transmission.

The table below shows the projected capital expenditures for Pepco, DPL, ACE, Conectiv Energy and Pepco
Energy Services for the five-year period 2008 through 2012.

For the Year
2008 2009 2010 2011 2012 Total
{Miilons of Dollars)
Pepco
Distribution . . ..........c0iiie it $192 $ 215 $§ 212 § 232 % 331 $1,182
Distribution—Blueprint for the Furure ............ 24 61 61 63 5 214
Transmission ... ... ... e e 45 64 167 168 62 506
MAPP .. e 17 72 30 — — 119
Other .. e 15 17 12 12 11 67
DPL
Distribution , ., . ... ... it e e 101 118 124 124 138 a05
Distribution-—Blueprint for the Future ............ 22 58 59 30 9 178
TranSIuUSSION . ...uvverr e veerrnneinennsanss 57 52 43 57 52 263
MAPP . e i 11 107 210 271 185 784
GasDelivery . .......... oo . 23 24 19 19 13 103
Other ... e 10 10 9 7 7 43
ACE
Distribution . . . ., ..... .. i i i 96 107 101 109 111 524

Distribution-—Blueprint for the Future ............ 15 11 16 20 85 147

Transmission . ...........c.cueieeoirinnnanann 78 17 25 45 47 212
MAPP . e e — —_ 1 2 3 6
Other ... e e 10 10 8 7 5 40
Total for Power Delivery Business .............. 716 943 1,090 1,166 1,069 4,993
ConectivEnergy ... ... ....... ... ... i, 155 229 161 28 9 582
PepcoEnergy Services ..............ccinviiinnn... 21 13 13 14 15 76
Corporate . ... . . .. . ... . .. e, 4 2 2 2 2 12
Total PHIL . ..............ciiiiiiainnannn. $396 $1,187 $1275 $1,210 $1,095 $5,663




Pepco Holdings expects to fund these expenditures through internally generated cash and external financing.

Distribution, Transmission and Gas Delivery

The projected capital expenditures for distribution (other than Blueprint for the Future), transmission (other
than MAPP) and gas delivery are primarily for facility replacements and upgrades to accoramodate castomer
growth and teliability.

Blueprint for the Fuiure

During 2007, Pepco, DPL and ACE each announced an initiative that it refers to as the “Bilueprint for the
Future.” These initiatives combine traditional energy efficiency programs with new technologies and systems o
help customers manage their energy use and reduce the total cost of energy. The programs include Demand side
management efforts, such as rebates or other financial incentives for residential customers to replace inefficient
appliances and for business customers to use more energy efficient equipment, such as improved lighting and
HVAC systems. Under the programs, customers also could receive credits on their bills for allowing the utility
company to “cycle,” or intermittently turn off, their central air conditioning or heat pumps when wholesale
electricity prices are high. The programs contemplate that business customers would receive financial incentives
for using energy efficient equipment, and would be rewarded for reducing vse during periods of peak demand.
Additionally, Pepco and DPL intend to install “smart meters” for all customers in the District of Columbia,
Maryland and Delaware, providing the utilities with the ability to remotely read the meters and identify the
location of a power outage. Pepco, DPL and ACE have made filings with their respective regulatory
commissions for approval of certain aspects of these programs. The projected costs for PHI’s utility suhsidiaries
for the years 2008 through 2012 are included in the table above.

MAPP Project

On October 17, 2007, PHI received the approval of the PIM Board of Managers to build a new 230-mile,
500-kilovolt interstate transmission line as part of PIM’s Regional Transmission Expansion Plan to address the
reliability objectives of the PIM RTO system. The transmission line, which is referred to as the MAPP Project,
will be located in northern Virginia, Maryland, the Delmarva Peninsula, and New Jersey. The preliminarily
estimated cost of the MAPP Project is approximately $1 billion. Construction is expected to occur in sections
over a six-year period with completion targeted by 2013, PHI also plans to add significant 230-kilovoit support
lines in Maryland and New Jersey 1o connect with the new 500-kilovolt Yine at an approximate cost of $200
million, PIM continues to evaluate the 230-kilovelt support lines. Only the projected construction costs
associated with the 500-kilovoit transmission line for the years 2008 through 2012 are included in the table
abave.

Delta Project

On December 14, 2007, Conectiv Energy announced a decision to construct 2 545 MW natural gas and
oil-fired combined-cycle electricity generation plant to be located in Peach Bottom Township, Pennsylvania
(“Delta Project”™). The total construction expenditures for the Delta Project are expected to be $470 million, with
projected expenditures of $62 million in 2008, $195 million in 2009, $136 million in 2010, and $14 million in
2011, and are included in Conectiv Energy’s projected capital expenditures shown in the table above. The total
expenditures include $63 million in development costs and three combustion turbines currently held in inventory
by Conectiv Energy. The plant is expected to become operational by JTune 2011.

Cumberland Project

In 2007, Conectiv Energy began construction of a new combustion turbine power plant in Millville, New
Jersey, The total construciion expenditures for this project are expected to be $75 million (of which $24 million
was expended in 2007), with projected expenditures of $46 million in 2008 and $5 million in 2009. These future
expenditures are included in Conectiv Energy’s projected capital expenditures shown in the table above.
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Compliance with Delaware Multipollutant Regulations

As required by the Delaware multipollutant emissions regulations adopted by the Delaware Department of
Natura]l Resources and Environmental Control, PHI, in June 2007, filed a compliance plan for controlling
nitrogen oxide (NOx), sulfur dioxide (SQ,) and mercury emissions from its Edge Moor power plant. The plan
includes installation of a sodium-based sorbent injection system and a Selective Non-Catalytic Reduction
(SNCR) system and carbon injection for Edge Moor Units 3 and 4, and use of an SNCR system and lower sulfur
oil at Edge Moor Unit 5. Conectiv Energy currently believes that with these modifications, it will be able to meet
the requirements of the new regulations at an estimated capital cost of $79 million. The compliance plan filed by
Conectiv Energy contemplates capital expenditures of $38 million of capital in 2008 and $19 million of capital in
2009.

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, In 2007, PHI’s Board of Directors declared quarterly dividends of 26
cents per share of common stock payable on March 30, 2007, June 29, 2007, September 28, 2007 and
December 31, 2007.

On January 24, 2008, the Board of Directors declared a dividend an common stock of 27 cents per share
payable March 31, 2008, to shareholders of record March 10, 2008.

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 ACE’s certificate of incorporation which provides that,
if any preferred stock is outstanding, no dividends may be paid on the ACE common stock if, after payment,
ACE’s common stock capital plus surpius would be less than the involuntary liquidation value of the outstanding
preferred stock. Pepco and DPL have no shares of preferred stock outstanding. Curreatly, the restriction in the
ACE charter does not limit its ability to pay dividends. '

Pension Funding

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

As of the 2007 valuation, the PHI Retirement Plan satisfied the miniroum funding requirements of the
Employment Retirement Income Security Act of 1974 (ERISA) without requiring any additional funding. PHI's
funding policy with regard to the PHI Retirement Plan is to maintain a funding level in excess of 100% of its

accumulated benefit obligation (ABO). In 2007 and 2006, no contributions were made to the PHI Retirement
Plan.

In 2007, the ABO for the PHI Retirement Plan decreased from 2006, due to an increase in the discount rate
used to value the ABO obligation, which more than offset the accrual of an additional year of service for
participants. The PHI Retirement Plan assets achieved returns in 2007 above the 8.25% level assumed in the
valuation. As a result of the combination of these factors, no contribution was made to the PHI Retirement Plan,
because the funding level at year end 2007 was in excess of 100% of the ABQO. In 2006, as a result of similar
factors, PHI made no contribution to the PHI Retirement Plan, Assuming no changes to the current pension plan
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assumptions, PHI projects no funding will be required under ERISA in 2008; however, PHI may elect to make a
discretionary tax-deductible contribution, if required to maintain its assets in excess of ABO for the PHI
Retirement Plan. Legislalive changes, in the form of the Pension Protection Act of 2006, impact the funding
requirements for pension plans beginning in 2008, The Pension Protection Act alters the manner in which
liabilities and asset values are determined for the purpose of calculating required pension contributions. Based on
preliminary actuarial projections and assuming no changes to current pension plan assumptions, PHI believes it is
unlikely that there will be a required contribution in 2008.

Contractual Obligations and Commercial Commitments

Summary information abour Pepco Holdings’ consolidated contractual obligations and commercial
commitments at December 31, 2007, is as follows:

Contractual Matority
Less than 1-3 3-5 After 5
Obligation (a) : Total 1 Year Years Years Years
(Millions of doflars}
Variable rate demand bonds ... ...................., $ 1517 $ 1517 % — $ — §$§ —
Commercial paper . ................. . ........ ..... 137.1 137.1 — —_ —
Longtermdebt(b) ......... ... ... . . ... ... ..., 4,938.4 3238 6l4.1 857.2 3,1433
Long-term projectfunding . ........................ _ 293 84 4.1 33 13.5
Interest paymentsondebt ... ... ........ ... ..., 3,2544 2828 3215 4627 1.987.4
Capital leases .. ... ... i 1829 154 30.4 304 106.7
Liabilities and accrued interest related to effectively
settled and uncertain tax positions ................. 140.8 1.0 — 13.0 36.8
Operating leases .. ... oo ioiiiniiiriinnrenn.. 512.0 38.1 624 496 3619
Non-derivative fuel and purchase power contracts (c) .. .. 9806.1 31767 2,756.8 7527  3,1199
Total ... $19,152.7 $4,2050 $3,989.3 $2,1689 $8,7895

(a} Estimates relating to the future funding of PHI's pension and other postretirement benefit plans are not
included in this table. For additional information, see Note (6) Pension and Other Postretirement Benefits—
“Cash Flows.”

(b) Includes transition bonds issued by ACE Funding.

{c) Excludes contractual obligations entered into by ACE to purchase electricity to satisfy its BGS load.

Third Party Guaraniees, 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, 2007, Pepco Holdings and its subsidiaries were parties to a variety of agreements
pursuant to which they were guarantors for standby letters of credit, performance residual value, and other
commitments and obligations. These commitments and obligations, in millions of dotlars, were as follows:

Guarantor
PHI DPL ACE Other  Total
Energy marketing obligations of Conectiv Energy (@) -.............. $1809 $— S— $— 31809
Energy procurement obligations of Pepco Energy Services (a) ...... .. 1417 — —_ — 141.7
Guaranteed lease residual valves () ... ... ... . oL, — 26 2.7 A 57
L 11 o () 23 — - 14 3.7

Total ... i i e e $3249 $26 $27 $1.8B $3320




(a) Pepco Holdings has contractual commitments ensuring the performance and related payments of Conectiv
Energy and Pepco Energy Services to counterparties under routine energy sales and procurement: - - )
obligations, including retail customer load obligations of Pepco Energy Services and requirements under -
BGS contracts entered into by Conectiv Energy with ACE. '

(b) Subsidiaries of Pepco Holdings have guaranteed residual values in excess of fair value of certain equipment
and fleet vehicles held through lease agreements. As of December 31, 2007, obligations under the
guarantees were approximately $5.7 million. Assets leased under agreements subject to 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 guarantee is remote.

{c) Other guarantees consist of’

*  Pepco Holdings has guaranteed a subsidiary building lease of $2.3 million. Pepco Holdings does not
expect to fund the full amount of the exposure under the guarantee, ‘ ,

*  PCT has puaranteed facility rental obligations related to contracts entered into by Starpower
Communications, LLC, a joint venture in which PCI prior to December 2004 had a 50% interest. As of
December 31, 2007, the guarantees cover the remaining $1 .4 million in rental obligations.

Pepco Holdings and certain of its subsidiaries have entered into various indemnification 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 indemmification 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 doflay 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 Contraci Net Asset/Liability Activity

The following table provides detail on changes in the net asset or liability position of the Corﬁpetjtive
Energy businesses {(consisting of the activities of the Conectiv Energy and Pepco Energy Services segments) with
respect to energy commodity contracts from one period to the next:

Roll-forward of Mark-to-Market Energy Contract Net Assets (Liabilities)
For the Year Ended December 31, 2007
{(Dollars are pre-tax and in millions)

Other

Proprietary Energy
Trading Commodity

{2) (b) Total
Total Marked-to-Market (MTM) Energy Contract Net Liabilities at
December 31, 2006 . .. ..ottt e e e $— $(64.3) $(64.3)
Total change in unrealized fairvalue .............................. — 8.2 32
Reclassification to realized at settlement of contracts ................. — 73.9 739
Effective portion of changes in fair value—recorded in Other
ComprehensiveIncome ........ ... . it i i i — 28 2.8
Ineffective portion of changes in fair value— recorded in eamings . ... .. — (2.5) (2.5)
Tatal MTM Energy Contract Net Assets at December 31, 2007 .. ... $— $181 $181
Detail of MTM Energy Contract Net Assets at December 31, 2007 (see above) Total
Current Assets (Other CUTEnt s8] . .. ... .. ... ittt inn e mmaaa e eaaaeeaanennn 5442
Noncurrent Assets {otherassets) ......................... e e eeeaaaeeaiieeeean 24.6
Total MTM Energy Contract ASSEIS . .......cuuvvuenrenenreiraeneotereraneonnnas 68.8
Current Liabilities (other current liabilities) .. ......... ... i it it iarinanees (23.0)
Nancurrent Liabilities (other liabilities) ..........c.oiriiinnriiiin i caaannaeans (27.7)
Taotal MTM Energy Contrac Liabilities ............ .. ciiiiiririinreiianrinnnn- (50.7)
Total MTM Energy Contract Net ASSetS ... v v e riinenarcrareecoeeanaanreaenn %181

{a) PHI does not engage in proptietary trading activities.
(b) Includes all SFAS No. 133 hedge activity and non-proprietary trading activitics marked-to-market through
earnings.
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PHI uses its best estimates to determine the fair value of the commodity and derivative contracts that jts
Competitive Energy businesses hold and sell. The fair values in each category presented below reflect forward
prices and volatility factors as of December 31, 2007 and are subject to change as a result of changes in these
factors:

Maturity and Source of Fair Value of Mark-to-Market
Energy Contraet Net Assets (Liabilities)
As of December 31, 2007
(Dollars are pre-tax and in millions)

Fair Value of Contracts at December 31, 2007

Maturities (a)
Total
2011and  Fair
Bource of Fair Value 2008 209 210 Beyond Value
Proprietary Trading '
Actively Quoted (i.e., exchange-traded) prices ................... $§— 55— % — $—
Prices provided by other exteral sourees ............._......... — — — — —
Modeled ... . e — —_ — — —
Total .. $ — $— $— & §—

Other Energy Commodity, net (h)

Actively Quoted (i.c., exchange-traded) prices ................... $(15.00 $10.0 $32 % 2 $(.6)
Prices provided by other external SoUrceS (€} . .o\ vvvv v rrnrrnas 23.7 (84) 44 — 19.7
Modeled .. .. .. e e — — — — —
Total o e $ 87 $16 %76 $ 2 %181

(a) Indicated maturity is based on contract settlement or delivery date(s).

(b) Includes all SFAS No. 133 hedge activity and non-proprietary trading activities marked-to-market through
Accumulated Other Comprehensive Income or on the Statements of earnings, as required.

{(c) Prices provided by other external sources reflact information obtained from over-the-counter brokers,
industry services, or multiple-party on-line platforms.

Contractual Arrangements with Credit Rating Triggers or Margining Rights

Under certain contractual arrangements entered into by PHI's subsidiaries in connection with Cormpetitive
Energy business 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. 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. Based on coniractual provisions in effect at December 31, 2007,
PHI estimates that if a one level downgrade in the credit rating of PHI and each of its relevant subsidiaries were
to occur, the additional aggregate cash collateral or letters of credit amount required would be $339.0 million,
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 and Default Electricity Supply activitics 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 te these margining rights, the affected PHI
subsidiary may receive, or be required to post, collaterat due to energy price mavements. As of December 31, 2007,
Pepco Holdings™ subsidiaries engaged in Competitive Energy activities and Default Electricity Supply activities
provided net cash collateral in the amount of $91.2 million in connection with these activities.
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Environmental Remediation Obligations

PHI's accrued liabilities as of December 31, 2007 include approximately $18.4 million, of which
$5.7 million is expected to be incurred in 2008, for potential environmental cleanup and other costs related to
sites at which an operating subsidiary is a potentially responsible party (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, see “Business—Environmental Matters.” The most
significant environmental remediation obligations as of December 31, 2007, were:

*  $4.7 miilion, of which $1.2 million is expected to be incurred in 2008, payable by DPL in accordance
with a 2001 consent agreement reached with the Delaware Departinent of Natural Resources and
Environmental Control, 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, which was sold in June 2001,

*  $4.9 million in environmental remediation costs, of which $1.3 million is expected to be incurred in
2008, payable by Conectiv Energy associated with the Deepwater generating facility.

*  $3.2 million for environmental remediation costs related o former manufactured gas plant (MGP)
operations at a Cambridge, Maryland site on DPL-owned property, adjacent property and the adjacent
Cambridge Creek, all of which is expected to be incurred in 2008.

* $1.7 million in connection with Pepco’s liability for a remedy at the Metal Bank/Cottman Avenue site.

»  $1.4 million, of which approximately $260,000 is expected to be incurred in 2008, payable by DPL in
connection with the Wilmington Coal Gas South site located in Wilmington, Delaware, to remediate
residual material from the historical operation of a manufactured gas plant.

«  $735,000, of which approximately $63,000 is expected to be incurred in 2008, payable by Pepco for
long-term monitoring associated with a pipeline oil release that eccurred in 2000.

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. Volatile and deteriorating financial market conditions, diminished liquidity and
tightening credit may affect efficient access to certain of PHI's potential funding sources. See “Risk Factors™ for
additional 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 wtility subsidiaries in the Power Delivery business. Additional sources of tunds include cash flow
generated from its non-regulated subsidiaries and the sale of non-core assets.

Short-Termt Funding Sources

Pepco Holdings and its regulated utility subsidianies have raditionally 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 $875 million. Pepco, DPL, and
ACE have ongoing commercial paper programs of up to $500 million, up to $275 million, and up to
$250 million, respectively. The commercial paper can be issued with maturities of up to 270 days.
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PHI, Pepco, DPL and ACE maintain a credit facility which supports the issuance of comimercial paper and is
available to provide for short-term liguidity needs.

The aggregate borrowing limit under the facility is $1.5 billion, zll or any portion of which may be used to
obtain loans or to issue letters of credit. PHI's credit limit under the facility is $875 million. The credit limit of
each of Pepco, DPL and ACE is the lesser of $500 million and the maximum amount of debt the company is
permitted to have outstanding by its regulatory authorities, except that the aggregate amount of credit used by
Pepco, DPL and ACE at any given time collectively may not exceed $625 million. The interest rate payable by
each company on utilized funds is based on the prevailing prime rate or Eurodollar rate, plus & margin that varies
according to the credit rating of the borrower. The facility also includes a “swingline loan sub-facility,” pursuant
to which each company may make same day horrowings in an aggregate amount not to exceed $150 million. Any
swingling Joan must be repaid by the borrower within seven days of receipt thereof. All indebtedness incurred
under the facility is unsecured.

The facility commitment expiration date is May 3, 2012, with each company having the right to elect to
have 100% of the principal balance of the loans outstanding on the expiration date continued as non-revoiving
term loans for a period of one year from such expiration date.

The facility is intended to serve primarily as a source of liquidity to support the commercial paper programs
of the respective companies. The companies also are permitted to use the facility to borrow funds for general
corporate purposes and issue letters of credit. In order for a borrower to use the facility, certain representations
and warranties made by the borrower at the time the credit agreement was entered into also must be true at the
time the facility is uilized, and the borrower must be in compliance with specified covenants, including the
financial covenant described below. However, a material adverse change in the borrower’s business, property,
and results of operations or financial condition subsegquent to the entry into the credit agreement is not a
condition to the availability of credit under the facility. Among the covenants to which each of the companies is
subject are (i) the requirement that each horrowing company maintain a ratio of total indebtedness to total
capitalization of 65% or less, computed in accordance with the terms of the credit agreement, which calculation
excludes certain trust preferred securities and deferrable interest subordinated debt from the definition of total
indebtedness (not to excead 15% of total capitalization), (ii) a restriction on sales or other dispositions of assets,
other than sales and dispositions permitted by the credit agreement, and (iii) a restriction on the incurrence of
liens on the assets of a borrower or any of its significant subsidiaries other than liens permitted by the credit
agreement. The credit agreement does not include any rating triggers.

Long-Term Funding Sources

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

Regulatory Restrictions on Financing Activities

The jssuance of both debt and equity securities by the principal subsidiaries of PHI requires approval of
either FERC or one or more state public utility commissions. Neither FERC approval nar state public utility
commission approval is required as a condition to the issuance of securities by PHIL
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State Financing Authority

Pepco’s long-term financing activities (including the issuance of securities and the incurrence of debt) are
subject to authorization by the District of Columbia Public Service Commission (DCPSC) and MPSC, DPL’s
long-term financing activities are subject to anthorization by MPSC and the Delaware Public Service
Commission (DPSC). ACE’s long-term and short term {(consisting of debt instraments with a maturity of one
year or less) financing activities are subject to authotization by the New Jersey Board of Public Utilities
{NJBPU). Each utility, through periodic filings with the state public service commission(s) having jurisdiction
over its financing activities, typically maintains standing authority sufficient to cover its projected financing
needs over a multi-year period. '

FERC Financing Authority

Under the Federal Power Act (FPA), FERC has jurisdiction over the issuance of long-term and short-term
securities of public utilities, but only if the issuance is not regulated by the state public utility commission in
which the public utility is organized and operating. Under these provisions, FERC has jurisdiction over the
issuance of short-term debt by Pepco and DPL. Because Conectiv Energy and Pepco Energy Services alsa
qualify as public utilities under the FPA and are not regulated by a state utility commission, FERC approval
would be required for the issuance of securities by those companies.

To the extent FERC approval is required for the issuance of securities by PHI and its subsidiaries, the
companies, in accordance with regulations adopted by FERC, are relying on authority granted in 2 financing
order issued by the Securities and Exchange Commission prior to the repeal of Public Utility Holding Company
Act 1935 (the Financing Order), which extends through June 30, 2008, Prior to June 30, 2008, PHI's utility
subsidiaries will file for new financing authority for the issnance of securities for which FERC approval is
required.

Money Pool

Under the Financing Order, Pepco Holdings is authorized to operate 2 system money pool. The money pool
i a cash management mechanism used by Pepco Holdings to manage the short-term investment and borrowing
requirements of its 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 guaranteed 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 horrowers 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. After expiration of the Financing Order, PHI and its subsidiaries expect to engage
in intra-system cash management programs such as the money pool under a blanket authorization adopted by
FERC.

REGULATORY AND OTHER MATTERS
Proceeds from Settlement of Mirant Bankruptcy Claims

In 2000, Pepco sold substantially all of its electricity generating assets to Mirant. In 2003, Mirant
commenced a voluntary bankrupicy proceeding in which it sought to reject certain obligations that it had
undertaken in connection with the asset sale. As part of the asset sale, Pepco entered into the TPAs. Under a
settlement to avoid the rejection by Mirant of its obligations under the TPAs in the bankruptcy proceeding, the
terms of the TPAs were modified to increase the purchase price of the energy and capacity supplied by Mirant
and Pepco received the TPA Claim. In December 2005, Pepco sold the TPA Claim, plus the right to reccive
accrued interest thereon, to an unaffiliated third party for $112.5 million. In addition, Pepco received proceeds of
$.5 million in settlement of an asbestos claim against the Mirant bankruptey estate. After customer sharing,
Pepco recorded a pre-tax gain of $70.5 million from the settlement of these claims.
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In connection with the asset sale, Pepco and Mirant also entered into a “back-to-back” arrangement,
whereby Mirant agreed to purchase from Pepco the 230 megawatts of electricity and capacity that Pepco is
abligated to purchase annually through 2021 from Panda under the Panda PPA at the purchase price Pepco is
obligated to pay to Panda. As part of the further settlement of Pepco’s claims against Mirant arising from the
Mirant bankruptcy, Pepco agreed not to contest the rejection by Mirant of its obligations under the
“back-to-back” arrangement in exchange for the payment by Mirant of damages comresponding to the estimated
amonnt by which the purchase price that Pepco is obligated to pay Panda for the energy and capacity exceeded
the market price. In 2007, Pepco received as damages $413.9 million in net proceeds from the sale of shares of
Mirant common stock issued to it by Mirant. These funds are being accounted for as restricted cash based on
management’s intent to use such funds, and any interest earned thereon, for the sole purpose of paying for the
future above-market capacity and energy purchase costs under the Panda PPA. Carrespondingly, a regulatory
liability has been established in the same amount to help offset the future above-market capacity and energy
purchase costs. This restricted cash has been classified as a non-current asset 1o be consistent with the
classification of the non-current regulatory liability, and any changes in the balance of this restricted cash,
including interest on the invested funds, are being accounted for as operating cash flows.

As of December 31, 2007, the balance of the restricted cash account was $417.3 million. Based on a
reexamination of the costs of the Panda PPA in light of current and projected wholesale market conditions
conducted in the fourth quarter of 2007, Pepco determined that, principally due to increases in wholesale capacity
prices, the present value above-market cost of the Panda PPA over the term of the agreement is expected to be
significantly less than the current amount of the restricted cash account balance. Accordingly, on February 22,
2008, Pepco filed applications with the DCPSC and the MPSC requesting orders directing Pepco to maintain
$320 million in the resiricted cash account and to use that cash, and any future earnings on the cash, for the sole
purpose of paying the future above-market cost of the Panda PPA (or, in the alternative, to fund a transfer or
assignment of the remaining obligations under the Panda PPA to a third party). Pepco also requested that the
order provide that any cash remaining in the account at the conclusion of the Panda PPA be refunded to
customers and that any shortfall be recovered from customers. Pepco further proposed that the excess proceeds
remaining from the settlement (approximately $94.6 million, representing the amount by which the regulatory
liability of $414.6 million at December 31, 2007 exceeded $320 million) be shared approximately equally with
its customers in accordance with the procedures previously approved by each commission for the sharing of the
proceeds received by Pepco from the sale to Mirant of its generating assets. The regulalory liability of
$414.6 million at December 31, 2007 differs from the restricted cash amount of $417.3 million on that date, in
part, becanse the regulatory liability has been reduced for the portion of the December 2007 Panda charges in
excess of market that had not yet been paid from the restricted cash account. The amount of the restricted cash
balance that Pepco is permitted to retain will be recorded as earnings upon approval of the sharing arrangement
by the respective commissions. At this time, Pepco cannot predict the outcome of these proceedings.

In settlement of other damages claims against Mirant, Pepco in 2007 also received a settlement payment in
the amount of $70.0 million. Of this amount (i} $33.4 million was recorded as a reduction in operating expenses,
(ii) $21.0 million was recorded as a reduction in a net pre-petition receivable claim from Mirant,

(iii) $15.0 million was recorded as a reduction in the capitalized costs of certain property, plant and equipment
and (iv) $.6 million was recorded as a liability to reimburse a third party for certain legal costs associated with
the settlement. ‘

Rate Proceedings

In electric service distribution base rate cases filed by Pepco in the District of Columbia and Maryland, and
by DPL in Maryland, and pending in 2007, Pepco and DPL proposed the adoption of a BSA for retail customers.
Under the BSA, customer delivery rates are subject to adjustment (through a surcharge or credit mechanism),
depending on whether actual distribution revenue per customer exceeds or falls short of the approved
revenue-per-customer amount. The BSA will increase rates if actual disiribution revenues fall below the level
approved by the applicable commission and will decrease rates if actual distribution revenues are above the
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approved level. The result will be that, over time, the utility would collect its authorized revenues for distribution
deliveries. As a consequence, a BSA “decouples” revenue from unit sales consumption and tics the growth in
revenues to the growth in the number of customers. Some advantages of the BSA ace that it (i) eliminates
revenue fluctuations due to weather and changes in customer usage patterns and, therefore, provides for mose
predictable utility distribution revenues that arc better aligned with costs, (ii) provides for more reliable fixed-
cost recovery, (iii) tends to stabilize customers’ delivery bills, and (iv) removes any disincentives for the
regulated utilities to promote energy efficiency programs for their customers, because it breaks the link between
overall sales volumes and delivery revenues. The status of the BSA proposals in each of the jurisdictions is
described below in discussion of the respective base rate proceedings.

Delaware

On September 4, 20077, DPL. submitted its 2007 GCR filing to the DPSC. The GCR permits DPL to recover
its gas procurement costs through customer rates, On September 18, 2007, the DPSC issued an initial order
approving a 5.7% decrease in the level of the GCR, which became effective November 1, 2007, subject 1o refund
and pending final DPSC approval after evidentiary hearings.

District of Columbia

In December 2006, Pepco submitted an application to the DCPSC to increase electric distribution base rates,
including a proposed BSA. The application to the DCPSC requested an annual increase of approximately
$46.2 million or an overall increase of 13.5%, reflecting a proposed return on equity (ROE) of 10.75%. In the
alternative, the application requested an annual increase of $50.5 million or an overall increase of 14.8%,
reflecting an ROE of 11.00%, if the BSA were not approved. Subsequently, Pepco reduced its annual revenue
increase request to $43.4 million (including a proposed BSA) and $47.9 million (if the BSA were not approved).

On January 30, 2008, the DCPSC approved a revenue requirement increase of approximately $28.3 million,
based on an authorized return on rate base of 7.96%, including a 10% ROE. The rate increase is effective
February 20, 2008. The DCPSC, while finding the BSA to be an appropriate ratemaking concept, cited potential
statutgry problems in the DCPSC’s ability o implement the BSA. The DCPSC stated that it intends to issue an
order to establish a Phase Il proceeding to consider these implementation issues.

Maryland

On luly 19, 2007, the MPSC issued orders in the electric service distribution rate cases filed by DPL and
Pepco, each of which included approval of a BSA. The DPL order approved an annual increase in distribution
rates of approximately $14.9 million (including a decrease in annual depreciation expense of approximately
$.9 million). The Pepco order approved an annual increase in distribution rates of approximately $10.6 million
{including a decrease in annual depreciation expense of approximately $30.7 million). In each case, the approved
distribution rate reflects an ROE of 10.0%. The orders each provided that the rate increases are effective as of
June 16, 2007, and will remain in effect for an initial period of nine months from the date of the order (or until
Apri! 19, 2008). These rates are subject to a Phase IT proceeding in which the MPSC will consider the ragults of
audits of each company’s cost allocation manual, as filed with the MPSC, to determine whether 2 further
adjustment to the rates is required. Hearings for the Phase II proceeding are scheduled for mid-March 2008,

New Jersey

Omn June 1, 2007, ACE filed with the NJBPU an application for permission to decrease the Non Utility
Generation Charge (NGC) and increase components of its Societal Benefits Charge (SBC) 1o be collected from
customers for the period October 1, 2007 through September 30, 2008. The proposed changes are designed to
effect a true-up of the achual and estimated costs and revennes collected through fhe current NGC and SBC rates
through September 3(), 2007 and, in the case of the SBC, farecasted costs and revenues for the period October 1,
2007 through September 30, 2008.
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As of December 31, 2007, the NGC, which is iniended primarily to recover the above-market component of
payments made by ACE under non-utility generation contracts and stranded costs associated with those
commitments, had an over-recovery balance of $224.3 million. The filing proposed that the estimated NGC
balance as of September 30, 2007 in the amount of $216.2 million, including interest, be amortized and returned
to ACE customers over a four-year period, beginning October 1, 2007.

As of December 31, 2007, the SBC, which is intended to allow ACE to recover certain ¢osts involved with
various NJBPU-mandated social programs, had an under-recovery of approximately $20.9 million, primarily due
to increased costs associated with funding the New Jersey Clean Energy Program. In addition, ACE has
requested an increase to the SBC to reflect the funding levels approved by the NJIBPU of $20.4 million for the
period October [, 2007 through September 30, 2008, bringing to $40 million the total recovery requested for the
period October 1, 2007 to September 30, 2008 (based upon actual data through August 2007). i

The net impact of the proposed adjustments to the NGC and the SBC, including associated changes in sales
and use tax, is an overall rate decrease of approximately $129.9 million for the period October 1, 2007 through
September 30, 2008 {based upon actual data through August 2007). The proposed adjustments and the
corresponding changes in customer rates are subject to the approval of the NJBPU. If approved and implemented,
ACE anticipates that the revised rates will remain in effect until September 30, 2008, subject to an annual true-up
and change each year thereafter. The proposed adjustments and the corresponding changes in customer rates
remain under review by the NJBPU and have not yet been implemented.

ACE Restructuring Deferral Proceeding

Pursuant to orders issued by the NIBPU under the 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 elect to purchase electricity from a competitive 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) related to ACE’s Levelized Energy
Adjustment Clause and ACE’s Demand Side Management Programs. ACE established a repulatory 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-recaovery of costs embedded in the rates on or after that date. The increase sought represented an overall
8.4% annual increase in electric rates,

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, (ii) approved the recovery of $125 million of the deferred
balanice over a ten-year amortization period heginning August 1, 2003, (iii) transferred to ACE’s then pending
base rate case for fusther consideration approximately $25.4 million of the deferred balance (the base rate case
ended in a settlement approved by the NJBPU in May 2005, the result of which is that any net rate impact from
the deferral account recoveries and credits in future years will depend in part on whether rates associated with
other deferred accounts considered in the case continue 10 generate over-collections relative to costs), and
{iv) estimated the overall deferral balance as of July 31, 2003 at $195.0 million, of which $44.6 million was
disallowed recovery by ACE. Although ACE believes the record does not justify the level of disallowance
imposcd by the NJBPU in the final order, the $44.6 miltion of disallowed incurred costs were reserved during the
years 1999 through 2003 (primarily 2003) through charges to earnings, primarily in the operating expense line
item “deferred electric service costs,” with a corresponding reduction in the regulatory asset balance sheet
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account. In 2003, an additional $1.2 million in interest on the disallowed amount was identified and reserved by
ACE. In August 2004, ACE filed a notice of appeal with respect to the July 2004 final order with the Appellate
Division of the Superior Court of New Jersey (the Appellate Division), which hears appeals of the decisions of
New Jersey administrative agencies, including the NJBPU. On August 9, 2007, the Appeltate Division, citing
deference to the factual and policy findings of the NJBPU, affirmed the NJBPU’s decision in its entirety,
rejecting challenges from ACE and the Division of Rate Counsel. On September 10, 2007, ACE filed an
application for certification to the New Jersey Supreme Conrt. On Janvary 15, 2008, the New Jersey Supreme
Court denied ACE’s application for certification. Becanse the full amount at issue in this proceeding was
previously reserved by ACE, there will be no further financial statement impact to ACE.

Divestiture Cases
District of Columbia

Final briefs on Pepco’s District of Columbia divestiture proceeds sharing application were filed with the
DCPSC 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 (IRC) and its implementing regulaiions. As of
December 31, 2007, the District of Columbia allocated portions of EDIT and ADITC associated with the
divested generating assets were approximately $6.5 million and $5.8 million, respectively,

Pepco believes that a sharing of EDIT and ADITC would violate the Interna! 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 by Pepco, 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 Lo use
accelerated depreciation on District of Columbia allocated or assigned property. 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, 2007), as well as its District of Columbia jurisdictional transmission and distribution-related
ADITC balance ($4.0 million as of December 31, 2007) 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 2()03, 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 2003 a revised NOPR was issued which, among other things,
withdrew the March 2003 NOPR and eliminated the taxpayer’s ability to clect to apply the regulation
retroactively. Comments on the revised NOPR were filed in March 2006, and a public hearing was held in April
20006. Pepco filed a letter with the DCPSC in January 2006, in which it has retterated that the DCPSC should
continue to defer any decision on the ADITC and EDIT issues until the IRS issues final regulations ot states that
its regulations praject related to this issue will be terminated without the 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 Columbia 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 ihe 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
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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 2 material adverse impact on its financial position or cash flows.

Maryland

Pepco filed its divestiture proceeds plan application with the MPSC 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, 2007, the
Maryland allocated portions of EDIT and ADITC associated with the divested generating 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 propased order with respect to the application that concluded that Pepco’s
Maryland divestiture seitlement 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 inahility 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, 2007), and the Maryland-allocated portion of generation-related ADITC. Furthermore, Pepco
would have to pay to the TRS an amount equal to Pepco’s Maryland jurisdictional generation-related ADITC
balance ($10.4 million as of December 31, 2007), as well as its Maryland retail jurisdictional ADITC
transmission and distribution-related balance ($7.2 million as of December 31, 2007), 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 exhansted 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. Pepea filed a letter with the MPSC in January 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 related to this issue will be terminated without the issuance of any
regulations.

In December 2003, Pepco appealed the Hearing Examiner’s decision to the MPSC as it relates to the
treatment of EDIT and ADITC and corporate teorganization costs. The MPSC has not issued any ruling on the
appeal and Pepca does not believe that it will do so until action is taken by the IRS as described above. 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 in addition to the additional gain-
sharing payments relating to the disallowed severance payments. Such additional payments would be charged to
expensc 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 miaterial adverse impact
on its financial position or cash flows.

New Jersey

In connection with the divestiture by ACE of its nuclear generating assets, the NJBPU in July 2000
preliminarily determined that the amount of stranded costs associated with the divested assets that ACE could
recover from ratepayers should be reduced by approximately $94.8 million, consisting of $54.1 million of
accumulated deferred federal income taxes (ADFIT) associated with accelerated depreciatior on the divested
nuclear assets, and $40.7 million of current tax loss from selling the assets at a price below the tax basis.

The $54.1 million in deferred taxes associated with the divested assets’ accelerated depreciation, however,

is subject 1o the normalization rules. Due to uncertainty under federal tax law regarding whether the sharing of
federal income tax benefits associated with the divested assets, including ADFIT related to accelerated .
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depreciation, with ACE’s customers would violate the normalization rales, ACE submitted a request to the IRS
for a Private Letter Ruling (PLR) to clarify the applicable law. The NJBPU delayed its final determination of the
amount of recoverable stranded costs until after the receipt of the PLR.

On May 25, 2006, the IRS issued the PLR in which it stated that returning to ratepayers any of the
unamortized ADFIT attributable to accelerated depreciation on the divested assets after the sale of the assets by
means of a reduction of the amount of recoverable stranded costs would violate the normalization rules.

On June 9, 2006, ACE submitted a letter to the NJBPU, requesting that the NJBPU conduct proceedings to
finalize the determination of the stranded costs associated with the sale of ACE’s nuclear assets in accordance
with the PLR. In the absence of an NIBPU action regarding ACE’s request, on June 22, 2007, ACE filed a
motion requesting that the NJBPU issue an order finalizing the determination of such stranded costs in
accordance with the PLR. On Ociober 24, 2007, the NJBPU approved a stipulation resolving the ADFIT issue
and issued a clarifying order, which concludes that the $94.8 million in stranded cost reduction, including the
$54.1 million in ADFIT, does not violate the IRS normalization rules. In explaining this result, the NJBPU stated
that (i) its carlicr orders determining ACE’s recoverable stranded costs “net of tax” did not cause ADFIT
associated with certain divested nuclear assets to reduce stranded costs otherwise recoverable from ACE’s
ratepayers, and (ii) because the Market Transition Charge-Tax component of the stranded cost recovery was
intended by the NIBPU to gross-up “net of tax” stranded costs, thereby ensuring and establishing that the ADFIT
balance was not flowed through to ratepayers, the normalization rules were not violated.

Defanlt Eleciricity Supply Proceedings
Virginia
In June 2007, the Virginia State Corporation Commission {VSCC) denied DPL’s request for an increase in
its rates for Default Service for the period July 1, 2007 to May 31, 2008, DPL appealed in both state and federal

courts. Those appeals have been dismissed in light of the closing of the sale of DPL’s Virginia electric operations
as described below under the heading “DPL Sale of Virginia Operations.”

ACE Saie of B.L. England Generating Facility

On February 8, 2007, ACE completed the sale of the B.L. England generating facility to RC Cape May
Holdings, LLC (RC Cape May), an affiliate of Rockland Capital Energy Investments, LLC, for which it received
proceeds of approximately $9 million. At the time of the sale, RC Cape May and ACE agreed to submit to
arbitration the issue of whether RC Cape May, under the terms of the purchase agreement, must pay 0 ACE an
additional $3.1 million as part of the purchase price. On February 26, 2008, the arbitrators issued a decision
awarding $3.1 million to ACE, plus interest, attorneys’ fees and costs, for a total award of approximately $4.2
million.

On July 18, 2007, ACE received a claim for indemnification from RC Cape May under the purchase
agreement. RC Cape May contends that one of the assets it purchased, a contract for terminal services (TSA)
between ACE and Citgo Asphalt Refining Co. {Citgo), has been declared by Citgo to have been terminated due to
a failure by ACE to renew the contract in a timely manner. RC Cape May has commenced an arbitration
proceeding against Citgo seeking a determination that the TSA remains in effect and has notified ACE of the
proceeding. In addition, RC Cape May has asserted a claim for indemnification from ACE in the amount of
$25 million if the TSA is held not to be enforceable against Citgo. While ACE helieves that it has defenses to the
indemmnification under the terms of the purchase agreement, should the arbitrator rule that the TSA has
terminated, the outcome of this matter is uncertain, ACE notified RC Cape May of its intent to participate in the
pending arbitration.

The sale of B.L. England will not affect the stranded costs associated with the plant that already have been
securitized. ACE anticipates that approximately $9 million to $10 million of additional regnlatory assets related
to B.L. England may, subject to NJBPU approval, be eligible for recovery as stranded costs. Approximately $47
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million in emission allowance credits associated with B. L. England were monetized for the benefit of ACE’s
ratepayers pursuant to the NJBPU order approving the sale. Net proceeds from the sale of the plant and
monetization of the emission allowance credits, estimated to be $32.2 million as of December 31, 2007, will be
credited to ACE’s ratepayers in accordance with the requirements of EDECA and NJBPU orders. The
appropriate mechanism for crediting the net proceeds from the sale of the plant and the monetized emission
allowance credits to ratepayers is being determined in a proceeding that is currently pending before the NJBPU.

DPL Sale of Virginia Operations

On January 2, 2008, DPL completed (i) the sale of its retail electric distribution business on the Eastern
Shore of Virginia to A&N Electric Cooperative (A&N) for a purchase price of approximately $45.2 million, after
closing adjustments, and (ii) the sale of its wholesale electric transmission business located on the Eastern Shore
of Virginia to Old Dominion Electric Cooperative (ODEC) for a purchase price of approximately $5.4 million,
after closing adjustments. Each of A&N and ODEC assumed certain post-closing liabilities and unknown
pre-closing liabilities related to the respective assets they are purchasing (including, in the A&N transaction,
most environmental liabilities), except that DPL remained liable for unknown pre-ciosing liabilities if they
become known within six months after the January 2, 2008 closing date. These sales are expected to result in an
immaterial financial gain to DPL that will be recorded in the first quarter of 2008.

Pepco Energy Services Deactivation of Power Plants

Pepco Energy Services owns and operates two oil-fired power plants. The power plants are located in
Washington, D.C. and have a generating capacity rating of approximately 790 MW. Pepco Energy Services sells
the output of these plants into the wholesale market administered by PIM. In February 2007, Pepco Energy
Services provided notice to PIM of its intention to deactivate these plants. In May 2007, Pepco Energy Services
deactivated one combustion turbine at its Buzzard Point facility with a generating capacity of approximately 16
MW. Pepco Energy Services currently plans to deactivate the balance of both plants by May 2012, PIM has
informed Pepco Energy Services that these facilities are not expected to be needed for reliability after that time,
but that its evaluation is dependent on the completion of transmission upgrades. Pepco Energy Services’ timing
for deactivation of these units, in whole or in part, may be accelerated or delayed based on the operating
condition of the units, economic conditions, and reliability considerations. Prior to deactivation of the plants,
Pepco Energy Services may incur deficiency charges imposed by PIM at a rate up to two times the capacity
payment price that the plants receive. Deactivation is not expected to have a material impact on PHI's financial
condition, results of operations or cash flows.

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
asbestos while working on Pepco’s property. Initially, a total of approximately 448 individual plaintiffs added
Pepoo to their complaints. While the pleadings are not entirely clear, it appears that each plaintiff songht
$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 ong 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, 2007, there are
approximately 180 cases still pending against Pepco in the State Courts of Maryland, of which approximatety 90
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cases were filed after December 19, 2000, and were tendered to Mirant for defense and indemnification pursuant
to the terms of the Asset Purchase and Sale Agreement between Pepco and Mirant under which Pepco sold its
generation assets to Mirant in 2000. :

While the aggregate amount of monetary damages sought in the remaining suits (excluding those tendered
to Mirant) is approximately $360 million, PHI and Pepco believe 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 time; however, based on information and relevant circumstances known at this time, neither
PHI nor Pepco believes 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.

Cash Balance Plan Litigation

In 1999, Conectiv established 2 cash balance retirement plan to replace defined benefit retirement plans then
maintained by ACE and DPL. Following the acquisition by Pepeo of Conectiv, this plan became the Conectiv
Cash Balance Sub-Plan within the PHI Retirement Plan. In September 2005, three management employees of
PHI Service Company filed suit in the U.S. District Court for the District of Delaware (the Delaware District
Court) against the PHI Retirement Plan, PHI and Conectiv (the PHI Parties), alleging violations of ERISA, on
behalf of a class of management employees who did not have enough age and service when the Cash Balance
Sub-Plan was implemented in 1999 to assure that their accrued benefits would be calculated pursuant to the
terms of the predecessor plans spansored by ACE and DPL.. A fourth plaintiff was added to the case to represent
DPL-legacy employees who were not eligible for grandfathered benefits.

The plaintiffs challenged the design of the Cash Balance Sub-Plan and sought a declaratory judgment that
the Cash Balance Sub-Plan was invalid and that the accrued benefits of each member of the class should be
calculated pursuant to the terms of the predecessor plans. Specifically, the complaint alleged that the use of a
variable rate to compute the plaintiffs’ accrued benefit under the Cash Balance Sub-Plan resulted in reductions in
the accrued benefits that violated ERISA. The complaint also alleged that the benefit accrual rates and the
minimal accrual requirements of the Cash Balance Sub-Plan violated ERTSA as did the notice that was given to
plan participants upon implementation of the Cash Balance Sub-Plan.

Omn September 19, 2007, the Delaware District Court issued an order granting summary judgment in favor of
the PHI Parties. On October 12, 2007, the plaintiffs filed an appeal of the decision to the U.S. Court of Appeals
for the Third Circuit.

If the plaintiffs were to prevail in this litigation, the ABQO and projected benefit obligation {PBO) calculated
in accordance with SFAS No. 87 each would increase by approximately $12 million, assuming no change in
benefits for persons who have already retired or whose employment has been terminated and vsing actuarial
valuation data as of the time the snit was filed. The ABQ represents the present value that participants have
earned as of the date of calculation, This means that only service already worked and compensation already
earned and paid is considered. The PBO is similar to the ABO, except that the PBO includes recognition of the
effect that estimated future pay increases would have on the pension plan obligation.

Environmental Litigation

PHI, through its subsidiaries, is subject to regulation by various federal, regional, state, and local authorities
with respect io the environmental effects of its operations, including air and water quality control, solid and
hazardous waste disposal, and limitations an 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 1o 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
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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.

Cambridge, Maryland Site. In July 2004, DPL entered into an administrative consent order (ACO) with the
Maryland Department of the Environment (MDE) to perform a Remedial Investigation/Feasibility Smdy (RI/FS)
to further identify the extent of soil, sediment and ground and surface watar contamination related to former
MGP operations at a 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 submitted a final FS to MDE on
February 15, 2007. No further MDE action is required with respect to the final FS. The costs of cleanup (as
determined by the RI/FS and subsequent negotiations with MDE) are anticipated to be approximately
$3.8 million. The remedial action to be taken by DPL will include dredging activities within Cambridge Creek,
which are expected to commence in March 2008, and soil excavation on DPL’s and adjacent property as early as
August 2008, The final cleanup costs will include protective measures to control contaminant migration during
the dredging activities and improvements to the existing shoretine.

Delilah Road Landfill Site. In November 1951, the New Jersey Department of Environmental Protection -
(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 ACQ with NJDEP to remediate the site. The soil cap remedy for
the site has been implemented and in August 2006, NJDEP issued a No Further Action Letter (NFA) and
Covenant Not to Sue for the site. Among other things, the NFA requires the PRFs to monitor the effectiveness of
instituiional (deed restriction) and engineering (cap) controls at the site every two years. In September 2007,
NIDEP approved the PRP group’s petition to conduct semi-annual, rather than quarterly, ground water
monitoring for two years and deferred until the end of the two-year period a decision on the PRP group’s request
for annual groundwater monitoring thereafter. In August 2007, the FRP group agreed to reimburse the U.S.
Environmental Protection Agency’s (EPA’s) costs in the amount of $81,400 in full satisfaction of EPA’s claims
for all past and future response costs relating to the site (of which ACE’s share is one-third) and in October 2007,
EPA and the PRP group enteted into a tolling agrecment to permit the parties sufficieat time to execute a final
settlement agreement. This settlement agreement will allow EPA to reopen the settlement in the event of new
information or unknown conditions at the site. Based on information currently available, ACE anticipates that its
share of additional cost associated with this site for post-remedy operation and maintenance will be
approximately $555,000 to $600,000. 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.

Frontier Chemical Site. On June 29, 2007, ACE received a letter frorn the New York Department of
Environmental Conservation (NYDEC) identifying ACE as a PRP at the Frontier Chiemical Waste Processing
Company site in Niagara Falls, N.Y. based on hazardous waste manifests indicating that ACE sent in excess of
7,500 gallons of manifested hazardous waste to the site, ACE has entered into an agreement with the other parties
identified as PRPs to form the PRP group and has informed NYDEC that it has entered into good faith
negotiations with the PRP group to address ACE’s responsibility at the site. ACE betieves that its responsibility
at the site will not have a material adverse effect on its financial position, results of operations or cash flows.

Caroling Transformer Site. In August 2006, EPA notified each of DPL and Pepco that they have been
identified as entities that sent PCB-laden ol to be disposed at the Carolina Transformer site in Fayetteville, North
Carolina. The EPA notification siated that, on this basis, DPL and Pepco may be PRPs. In December 2007, DPL
and Pepco agreed to enter into a settlement agreement with EPA and the PRP group at the Carolina Transformer
site. Under the terms of the settlement, (i) Pepco and DPL each will pay $162,000 to EPA to resolve any Lability
that it might have at the site, (i} EPA covenants not to sue or bring administrative action against DPL and Pepco
for response costs at the site, (iii) other PRP group members release all rights for cost recovery or contribution
claims they may have against DPL and Pepco, and (iv) DPL and Pepco release all rights for cost recovery or
contribution claims that they may have against other parties settling with EPA. The consent decree is expected to
be filed with the U.S. District Court in North Carolina in the second quarter of 2008.
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Deepwater Generating Station. On December 27, 2005, NTDEP issued a Title V Operating Permit for
Conectiv Energy’s Deepwater Generating Station. The permit includes new lirits on unit heat input. 1n order 10
comply with these new operational limits, Conectiv Energy restricted the output of the Deepwater Generating
Station’s Unit 1 and Unit 6. In 2006 and the first half of 2007, these restrictions resulted in operating losses of
approximately $10,000 per operating day on Unit 6, primarily because of lost revenues due to reduced output,
and to a lesser degree because of lost revenues related to capacity requirements of PIM. Since June 1, 2007,
Decpwater Unit 6 can operate within the heat input limits set forth in the Title V Operating Permit without
restricting output, because of technical improvements that partially corrected the inherent bias in the continuous
emissions monitoring system that had caused recorded heat input to be higher than actual heat input. In order to
comply with the heat input limit at Deepwater Unit 1, Conectiv Energy continues to restrict Unit 1 output,
resulling in operating losses of approximately $500,000 in the second half of 2007 and projected operating losses
in 2008 of approximately $500,000, due to penalties and lost revennes related to PIM capacity requirements.
Beyond 2008, while penalties due to PTM capacity requirements are not expecied, further operating losses due to
lost revenues related to PTM capacity requirements may continue to be incurred. The operating losses due w
reduced output on Unit 1 have been, and are expected to continue to be, insignificant. Conectiv Energy is
challenging these heat input restrictions and other provisions of the Title V Operating Permit for Deepwater
Generating-Station in the New Jersey Office of Administrative Law (OAL). On October 2, 2007, the QAL issued
a decision granling suminary decision in favor of Conectiv Energy, finding that hourly heat input shall not be
used as a condition or limit for Conectiv Energy’s electric generating operations. On October 26, 2007, the
NJDEP Commissioner denied NJIDEP’s request for interlocutory review of the OAL order and determined that
the Commissioner would review the October 2, 2007 order upon completion of the proceeding on Conectiv
Energy’s other challenges to the Deepwater Title V permit. A hearing on the remaining challenged Title V permit
provisions is scheduled for mid-April 2008.

On April 3, 2007, NJIDEP issued an Administrative Order and Notice of Civil Administrative Penalty
Agsessment (the First Order) alleging that at Conectiv Energy’s Deepwater Generating Station, the maximum
gross heat input to Unit 1 exceeded the' maximum allowable heat input in calendar year 2005 and the maximuim .
gross heat input to Unit 6 exceeded the maximum alfowable heat input in calendar years 2005 and 2006. The
order required the cessation of operation of Units 1 and 6 above the alleged permitted heat input levels, assessed
a penalty of approximately $1.1 million and requested that Conectiv Energy provide additionai information about
heat input to Units 1 and 6. Conectiv Energy provided NJDEP Units 1 and 6 calendar year 2004 heat input data
on May 9, 2007, and calendar years 1995 to 2003 heat input data on July 10, 2007. On May 23, 2007, NJDEP
issued a second Administrative Order and Notice of Civil Administrative Penalty Assessment {the Second Qrder)
allgging that the maximum gross heat input to Units 1 and 6 exceeded the maximum allowable heat input in
calendar year 2004. The Second Order required the cessation of operation of Units 1 and 6 above the alleged
permitied heat input levels and assessed a penalty of $811,600. Conectiv Energy has requested a contested case
hearing challenging the issuance of the First Order and the Second Order and moved for a stay of the orders
pending resolution of the Title V Operating Permit contested case described above. On November 29, 2007, the
0OAL issued orders placing the First Order and the Second Order on the inactive Yist for six months. Until the
'OAL decision discussed above is final, it will not have an impact on these currently inactive enforcement cases.

IRS Examination of Like-Kind Exchange Transaction

In 2001, Conectiv and certain of its subsidiaries (the Conectiv Group) were engaged in the implementation
of a strategy to divest non-strategic electric penerating facilities and replace these facilities with mid-merit
electric generating capacity. As part of this strategy, the Conectiv Group exchanged its interests in two older
coal-fired plants for the more efficient gas-fired Hay Road II generating facility, which was owned by an
unaffiliated third party. For tax purposes, Conectiv treated the transaction as a “like-kind exchange” under IRC
Section 1031. As a result, approximately $88 million of taxable gain was deferred for federal income tax

purposes.
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The transaction was examined by the IRS as part of the normal Conectiv tax audit. In May 2006, the IRS
issued a revenne agent’s report (RAR) for the audit of Conectiv’s 2000, 2001 and 2002 income tax returns, in
which the IRS disallowed the qualification of the exchange under IRC Section 1031. n July 2006, Conectiv filed
a protest of this disallowance to the IRS Office of Appeals.

PHI believes that its tax position related to this (ransaction is proper based on applicable statutes, regulations
and case law and is contesting the disallowance. However, there is no absolute assurance that Conectiv’s position
will prevail. If the IRS prevails, Conectiv would be subject to additional income taxes, interest and possible
penalties. However, a portion of the denied benefit would be offset by additional tax depreciation. PHI has
accrued appraximately $4.9 million related to this matter.

As of December 31, 2007, if the IRS were to fully prevail, the potential cash impact on PHI would be
current income tax and interest payments of approximately $31.2 million and the earnings impact would be
approximately $9.8 million in after-tax interest.

Federal Tax Treatment of Cross-Border Leases

PCI maintains a portfolio of cross-barder energy sale-leaseback transactions, which, as of December 31,
2007, had a book value of approximately $1.4 billion, and from which PHI currently derives approximately $60
million per year in tax benefits in the form of interest and depreciation deductions.

In 2005, the Treasury Department and IRS issued Notice 2005-13 informing taxpayers that the IRS intends
to challenge on various grounds the purported tax benefits claimed by taxpayers entering into certain sale-
leaseback (ransactions 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. Also in 2005, the IRS published a
Coordinated Issue Paper concerning the resolution of audit issues related to such transactions. PCI’s cross-bordex
energy leases are similar to those sale-leaseback transactions described in the Notice and the Coordinated Issue
Paper.

PCI’s leases have been under examination by the IRS as part of the normal PHI tax audit. In 2006, the IRS
issued its final RAR for its audit of PHI's 2001 and 2002 income tax returns. In the RAR, the IRS disallowed the
tax benefits claimed by PHI with respect to these leases for those years. The tax benefits claimed by PHI with
respect to these leases from 2001 through December 31, 2007 were approximately $347 million. PHI has filed a
protest against the IRS adjustments and the unresolved audit has been forwarded to the U.S. Office of Appeals.
The unitimate 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
cffect on PHI's financial condition, results of operations, and cash flows. PHI believes that its tax position related
to these transactions was appropriate based on applicable statutes, regulations and case law, and intends to
contest the adjustments proposed by the IRS; however, there is no assurance that PHI's position will prevail.

In 2006, the FASB issued FASB Staff Position (FSP) on Financial Accounting Standards (FAS) 13-2, which
amends SFAS No. 13 effective for fiscal years beginning after December 15, 2006. This amendment requires a
lease to be repriced and the book value adjusted when there is 2 change or probable change in the timing of tax
benefits of the lease, regardless of whether the change results in a deferral or permanent loss of tax benefits.
Accordingly, a material change in the timing of cash flows under PHI's cross-border leases as the result of a
settlement with the IRS would require an adjustment to the book value of the leases and a charge to eamings
equal to the repricing impact of the disallowed deductions which could result in a material adverse effect on
PHT's financial condition, results of operations, and cash flows. PHI believes its tax position was appropriate and
at this time does not believe there is a probable change in the timing of its tax benefits that would require
repricing the leases and a charge to earnings.
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On December 14, 2007 the U.S. Senate passed its version of the Farm, Nutrition, and Bioenergy Act of 2007
(H.R. 2419), which contains a provision that would apply passive loss limitation rules to leases with foreign tax
indifferent parties effective for taxable years beginning after December 31, 2006, even if the leases were entered
into on or prior to March 12, 2004. The U.S. House of Representatives version of this proposed legislation which
it passed on July 27, 2007 does not contain any provision that would modify the current treatment of leases with
tax indifferent parties. Enactment into law of a bill that is similar to that passed by the U.S. Senate in its current
form could result in a material delay of the income tax benefits that PHI would receive in connection with its
cross-berder energy leases. Furthermore, if legislation of this type were to be enacted, under FSP FAS 13-2, PHI
would be required to adjust the book value of the leases and record a charge to camings equal to the repricing
impact of the deferred deductions which could result in 4 material adverse effect on PHI's financial condition,
results of operations and cash-flows. The U.S. House of Representatives and the U.S. Senate are expected to hold
a conference in the near futore to reconcile the differences in the two bills to determine the final legislation,

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. The change allowed the companies to accelerate the deduction of
certain expenses that were previously capitalized and depreciated. Through December 31, 2005, these accelerated
deductions 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. ‘

In 2005, the Treasury Department released proposed 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 tax periods beginning in 2005. Based on those proposed regulations, PHI in its
2005 federal tax return adopted an alternative methad of accounting for capitalizable construction costs that
management believes will be acceptable to the IRS.

At the same time as the new proposed regulations were released, the IRS issued Revenue Ruting 2005-53,
which is intended to limit the ability of certain taxpayers to utilize the method of accounting for income tax
purposes for 2004 and prior years with respect to capitalizable construction costs. In line with this Revenue
Ruling, the TRS RAR for the 2001 and 2002 tax returns disallowed substantially all of the incremental tax
benefits that Pepca, DPL and ACE had claimed on those returns by requiring the companies to capitalize and
depreciate certain expenses rather than treat such expenses as current deductions, PHI's protest of the IRS
adjustments is among the unresolved audit matters relating to the 2001 and 2002 andits pending before the
Appeats Office. :

In February 2006, PHI paid approximately $121 million of taxes to cover the amount of additional taxes that
management estimated to be payable for the years 2001 through 2004 based on the method of tax accounting that
PHI, pursuant to the proposed regulations, has adopted on its 2005 tax return. However, if the IRS is successiul
in requiring Pepco, DPL, and ACE to capitalize and depreciate construction costs that result in a tax and interest
assesgment greater than management’s estimate of $121 million, PHI will be required to pay additional taxes and
interest only to the extent these adjustments exceed the $121 million payment made in February 2006. It is
reasonably possible that PHI's unrecognized tax benefits related to this issue will significantly decrease in the
next 12 months as a result of a seftlement with the TRS.
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CRITICAL ACCOUNTING POLICIES
General

Pepco Holdings has identified the following accounting policies, including certain estimates, that as a result
of the judgments, uncertainties, uniqueness and complexities of the underlying accounting standards and
operations involved, could result in material changes to its financial condition or results of operations under
different conditions or using different assumptions. Pepco Holdings has discussed the development, selection and
disclosure of each of these policies with the Audit Committee of the Board of Directors.

Guoodwill Impairment Evaluation

Pepco Holdings believes that the estimates involved in its goodwilt impairment evaluation process represent
“Critical Accounting Estimates”™ because (i) they may be susceptible to change from period to period because
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 (iii) the impact that recognizing an impairment would have on
Pepco Holdings’ assets and the net loss related to an impairment charge could be material.

Pepco Holdings tests its goodwill for impairment annually as of July 1, and whenever an event occurs or
circumstances change in the interim that would more likely than not reduce the fair value of a reporting unit
below its carrying amount. Substantially all of Pepco Holdings’ goodwill was generated by Pepco’s acquisition
of Conectiv in 2002 and 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 assumptions, operating and capital expenditure requirements and other
factors, changes in which could materially impact the results of impairment testing. Pepco Holdings’ July 1, 2007
goodwill impairment testing indicated that its 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 sach variations could be material, and (iii) 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 cosis, If
necessary, the process of determining fair value is done consistent with the process described in assessing the fair
value of goodwill, which is discussed above.

For a discussion of PHI's impairment losses during 2007, refer to the “Impairment Losses™ section in the
accompanying Consolidated Results of Operations discussion.
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Accounding For Derivatives

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 bighly susceptible to changes in
market value and/or interest rate fluctuations, (ii) there are significant uncertainties in modeling technigues 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 valves and market prices
covid result in material impacts to Pepco Holdings’ assets, liabilities, other comprebensive income (loss), and
results of operations. See Note (2), “Summary of Significant Accounting Policies—Accounting for Derivatives”
to the consolidated financial statements of PHI 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 vsing quoted exchange prices where
available. For instrumnents that are not traded on an exchange, exiernal 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 ¢xposure
for risk management purposes.

Pension and Other Postretirement Beneflit Plans

Pepeo Holdings believes that the estimates involved in reporting the ¢osts of providing pension and other
postretirement benefits represent “Critical Accounting Estimates” because (i) they are based on an actuarial
calculation that includes 2 number of assumptions which are subjective in nature, (ii) they are dependent on
numercus factors resulting from actval plan experience and assomptions 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 ¢stimates that a .23% 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 retum 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. Pepeo
Holdings’ management consults with its actoaries and investment consultants when selecting its plan
assumptions.

Pepeco Holdings follows the guidance of SFAS Na. 87, “Employers’ Accounting for Pensions,” SFAS
No. 106, “Employers’ Accounting for Postretirement Benefits Other Than Pensions,” and SFAS No. 138,
“Employers® Accounting for Defined Benefit Pension and Other Postretirement Plans, an amendment of FASB
Statements No. 87, 88, 106 and 132(RY” (SFAS No. 158), 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 wha benefit under the plans rather than immediately
recognized in the statements of earnings. Plan assets are stated at their market value as of the measurement date,
which is December 31,
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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 amoant
of judgment is required (including but not limited to the interpretation of laws and regulatory commission crders)
to assess the probability of the recovery of regulatory assets, (i) 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

Unbilied 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 unbitled 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.

Accounting for Income Taxes

Pepco Holdings and the majority of its subsidiaries file a consolidated federal income tax return, Pepco
Holdings accounts for income taxes in accordance with SFAS No. 109, “Accounting for Income Taxes” and
effective Tanuary 1, 2007, adopted FIN 48 “Accounting for Uncertainty in Income Taxes”. FIN 48 clarifies the
criteria for recagnition of tax benefits in accordance with SFAS No. 109, and prescribes a financial statement
recognition threshold and measurement attribute for a tax position taken or expected to be taken in a tax return.
Specifically, it clarifics that an entity’s tax benefits must be “more likely than not” of being sustained assuming
that position will be examined by taxing authorities with full knowledge of all relevant information prior to
recording the related tax benefit in the financial statements. If the position drops below the “more likely than not”
standard, the benefit can no longer be recognized.

Assumptions, judgment and the use of estimates are required in determining if the “more likely than not”
standard has been met when developing the provision for income taxes. Pepco Holdings’ assumptions, judgments
and estimates take into account carrent tax laws, interpretation of current tax laws and the possible outcomes of
current and future investigations conducted by tax authorities. Pepco Holdings has established reserves for
income taxes to address potential exposures involving tax positions that could be challenged by tax authorities.
Although Pepco Holdings believes that these assumptions, judgments and estimates are reasonable, changes in
tax 1aws or its interpretation of tax laws and the resolutions of the current and any future investigations could
significantly impact the amounts provided for income taxes in the consolidated financial statements.

Under SFAS No. 109, deferred income tax assets and liabilities are recorded, representing future effecis on
income taxes for temporary differences between the bases of assets and liabilities for financial reporting and tax
purposes. Pepco Holdings evaluates quarterly the probability of realizing deferred tax assets by reviewinga
forecast of future taxable income and the availability of tax planning strategies that can be implemented, if
necessary, to realize deferred tax assets. Failure to achieve forecasted taxable income ar successfully lmplement
tax planning strategies may affect the realization of deferred tax assets.

B-69




New Accounting Standards and Pronocuncements

For information concerning new accounting standards and proncuncements that have recently been adopted by
PHI and its subsidiaries or that one or more of the companies will be required to adopt on or before a specified date
in the future, see Note (2) “Summary of Significant Acconnting Policies—Newly Adopted Accounting Standards
and Recently Tssued Accounting Policies, Not Yet Adopted™ to the consolidated financial staternents of PHI,

RISK FACTORS

The businesses of PHI, Pepco, DPL and ACE 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 any one or more of the companies, including, depending on the circumstances,
its financial condition, results of operations and cash flows, Unless otherwise noted, each risk factor sct forth
below applies to each of PHI, Pepco, DPL and ACE.

PHI and its subsidiaries are subject to substantial governmental regulation, and unfavorable regulatory
treatment could have a negative effect.

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 regulatory
agencies 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 natural gas). In
addition, the rates that the companies can charge for electricity transmission are regulated by FERC, and DPL’s
natural gas transportation is 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 hy the rates they are able to charge. In addition, if the
costs incurred by any of the companies in operating its transmission and disiribution 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 each of its subsjdiaries has, and each of Pepco, DPL and
ACE believes it has, obtained or sought renewal of the material permits, approvals and ceriificates necessary for
its existing operations and that its business is conducted in accordance with applicable laws; however, none of
the companies is able 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 any one or more of PHI's subsidiaries to incur additional expenses or significant capital expenditures ot
to change the way it conducts its operations.

Pepco may be required to make additional divestiture praceeds pain-sharing payments to customers in the
District of Columbia and-Marviand.

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 associaled 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 Internal Revenne Service (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 “Management’s Discussion and Analysis
of Financial Condition and Results of Operations—Regulatory and Other Matters—Divestiture Cases™ for
additional information.
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The operating results of the Power Delivery business and the Competitive Energy businesses ﬂm:tuate ona
seasonal basis and can be adversely affected by changes in weather. oo

The Power Delivery business is seasonal and weather patterns can have a material impact on their operating
performance. Demand for electricity is generally higher in the summer months associated with cooling and
demand for electricity and natural gas is generally higher in the winter months associated with heating as
compared to other times of the year. Accordingly, each of PHI, Pepco, DPL and ACE has generated less revenue
and income when temperatures are warmer than normel in the winter and cooler than normal in the summer. In
Maryland, however, the decoupling of distribution revenue for a given reporting period, from the amount of
power delivered during the period as the result of the adoption by the MPSC of a bill stabilization adjustment -
mechanism for retail customers, has had the effect of eliminating changes in customer usage due to weather
conditions or for other reasons as a factor having an impact on reported revenue and income,

Historically, the competitive energy operations of Conectiv Energy and Pepeco Energy Services also have
produced less revenue when weather conditions are milder than normal, which can negatively impact PHI's
income fram these operations, The Competitive Energy businesses’ energy management services generally are
not seasonal.

Facilities may not operate as planned or may require significant maintenance expenditures, which could
decrease revenues or increase expenses.

Operation of the Pepco, DPL and ACE transmission and distribution facilities and the Competitive Energy
businesses’ generation 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, transmission and distribution delivery systems. Operation of
generation, transmission and distribution facilities below expected capacity levels can reduce revenues and resalt
in the incurrence of additional expenses that may not be recoverable from customers or through insurance,
including deficiency charges imposed by PIM on generation facilities at a rate up to two times the capacity
payment price which the generation facility receives. Furthermore, if the company owning the facilities is unable
to perform its contractual obligations for any of these reasons, that company, and correspondingly PHI, may .
incur penalties or damages.

The transmission facilities of the Power Delivery business are interconnected with the facilities of oiher
transmission facility owners whose actions could have a regative impact on operations.

The electricity transmission facilities of Pepco, DPL and ACE are directly interconnected with the
transmission facilities of contiguous utilities and, as such, are pari of an interstate power transmission grid. FERC
has designated a number of regional transmission organizations to coordinate the operation of portions of the
interstate transmission grid. Pepco, DPL and ACE are members of the PJM RTO. In 1997, FERC approved PJM
as the sole provider of transmission service in the PIM RTO region, which today consists of all or parts of
Delaware, lllinois, 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
transmission facilities under the direction and control of PIM. PIM RTO and the other regional transmission.
organizations 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 PIM RTO and the other regional transmission
organizations may not always be adequalte to prevent problems at other utilities 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 it and on PHL
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The cost of compliance with environmental lows, including laws relating to emissions of greenhouse gases,
is significant and new environmenial laws may increase expenses.

The operations of PHI"s subsidiaries, including Pepco, DPL. and ACE, are subject to extensive federal, state
and local environmental statutes, rules and regulations relating to air quality, water guality, spill prevention,
waste management, natural resources, site remediation, and health and safety. These laws and regulations can
require significant capital and other expenditures to, among other things, meet emissions standards, conduct site
remediation and perform envicoumental monitoring. If a campany fails to comply with applicable environmentat
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, PHI's subsidiaries are required 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 there is a failure to obtain, maintain or comply with any such approval, operations at affected
facilities could be halted or subjected to additional costs.

There is growing concern at the federal and state levels about CO, and other greenhouse gas emissions. As a
result, it is possible that state and federal regulations will be developed that will impose more stringent
limitations on ermissions than are currently in effect. Any of these factors could result in increased capital
expenditures and/or operating costs for one or more generating plants operated by PHI's Conectiv Energy and
Pepco Encrgy Services businesses. Until specific regulations are promulgated, the impact that any new
environmental regulations, voluntary compliance guidelines, enforcement initiatives, or legislation may have on
the resulis of operations, financial position or liquidity of PHI and its subsidiaries is not determinable.

PHI, Pepce, DPL and ACE each continues to monitor federal and state activity related to environmental
matters in order to analyze their potential operational and cost implications.

New environmental laws and regulations, or new interpretations of existing laws and regulations, could
imposs more stringent limitations on the operations of PHI's subsidiaries or require them to incur significant
additional costs. Current compliance strategies 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.

The ability of each of PHI and its subsidiaries, including Pepco, DPL and ACE, to implement its business
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 the company’s
business, operations and financial condition.

PHI’s Competitive Energy businesses are highly competitive.

The unregulated energy generation, supply and marketing businesses primarily in the mid-Atlantic region
are characterized by inlense competition at both the wholesale and retail levels. PHI’s Competitive Energy
businesses compete with numerous non-utility generators, independent power producers, wholesale and tretail
energy marketers, and traditional utiiities. This competition generally has the effect of reducing margins and
requires a continual focus on controlling costs.
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PHI’s Competitive Energy businesses rely an some generaiion, transmission, storage, and distribution
assely that they do not own or control to deliver wholesale and retail electricily and natural gas and to
obiain fuel for their generation facilities.

PHI’s Competitive Energy businesses depend upon eleciric generation and transmission facilities, natural
gas pipelines, and natural gas storage facilities owned and operated by others. The operation of their generation
facilities also depends vpon coal, natural gas or diesel fuel supplied by others. If electric generation or
transmission, natural gas pipelines, or natural 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 patural 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 dismpted 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 the Power Delivery business and PHI’s Competitive Energy _
businesses.

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

PHI’s risk management procedures may not prevent losses in the operation of its Competitive Enefgy
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 uafavorable price movements. These estimates
are based on historical price velatility 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 commodity hedging procedures used by PHI’s Competitive Energy businesses may not protect them
Jrom significant losses caused by volatile commadity prices.

To lower the financial exposure related to commeodity 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,
FHI'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 present a unigue set of risks in its 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 as an
accounting matter. 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 energy price movements. Hedge targets are-
approved by PHI's Corporate Risk Management Committee and may change from time to time based on market
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conditions. Conectiv Energy generally establishes hedge largets annually for the next three succeeding 12-month
periods. Within a given 12-month horizon, the actual hedged positioning in 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 markeis can move significanily 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 cutput, revisions to fuel requirements, transmission constraints, prices of alternate fuels, and
improving cr deteriorating supply and demand conditions. In addition, short-term occutrences, such as abnormal
weather, operational events, or intra-month commodity 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 generating facilities, Pepco Energy
Services generally does not enter into wholesale contracts to lock in the forward value of its plants. To the extent
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 fluctuating commaodity prices.

Business operations could be adversely affected by terrorism.

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

Insurance coverage may not be sufficient to cover all casualty losses that the companies might incur.

PHI and its subsidiaries, including Pepco, DPL and ACE, 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. '

Revenues, profiis and cash flows 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 the Power Delivery businesses of Pepco, DPL and ACE and
PHI's Competitive Energy businesses.

The IRS challenge to cross-border energy sale and lease-back transactions entered into 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,
2007, had a book vale of approximately $1.4 billion and from which PHI currently detives approximately 360
million per year in tax benefits in the form of interest and depreciation deductions. 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.

As part of the normal PHI tax audit for 2001 and 2002, the IRS disallowed the tax henefits claimed by PHI
with respect to these leases for those years. The tax benefits claimed by PHI with respect to these leases from
2001 through December 31, 2007 were approximately 3347 million. PHI has filed a protest against the IRS
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adjustments and the unresolved andit has been forwarded to the IRS Appeals Office. 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 resulis of operations and cash flows. See “Management’s
Discussion and Analysis of Financial Condition and Resules of Operations—Regulatory and Other Matters—
Federal Tax Treatment of Cross-Border Leases” for additional information.

Changes in tax law could have a material adverse effect on the tax benefits that PHI realizes from the
portfolio of cross-border energy sale-leaseback transactions entered inte by one of its subsidiaries.

In recent years, efforts have been made by members of the U.S. Senate to pass legislation that would have
the cffect of deferring the deduction of losses associated with leveraged lease transactions involving
tax-indifferent parties for taxable years beginning after the year of enactment regardless of when the transaction
was entered into, These proposals, which would affect transactions such as those included in PCF's portfolic of
cross-border energy leases, would effectively defer the deduction of losses associated with such leveraged lease
transactions until the taxable vear in which the taxpayer recognized taxable income from the lease, which is
typically toward the end of the lease term. To date, no such legislation has been enacted; however, there are
contining efforts by members of the U.S. Senate to add legislation to various Senate bills directed to the deferral
or other curtailment of the tax benefits realized from such transactions. Enactment of legislation of this nature
could result in a material delay of the income tax benefits that PHI would receive in connection with PCI’s
portfolio of cross-border energy leases. Furthermore, if legislation of this type were enacted, under the Financial
Accounting Standards Board Staff Position on Financial Accounting Standard 13-2, 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 deferred
deductions which could result in a material adverse effect on PHI’s financial condition, resulis of operations and
cash flows.

IRS Revenue Ruling 2005-53 on Mixed Service Costs could reguire 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. The change allowed the companies to accelerate the deduction of
certain expenses that were previously capitalized and depreciated. Through December 31, 20035, these accelerated
deductions generated incremental tax cash flow benefits of approximately $205 miltion (consisting of $94
million for Pepco, $62 million for DPL and $49 million for ACE} for the companies, primarily attributable 0
their 2001 tax returns.

In 2005, the Treasury Department issued proposed 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 future tax periods beginning in 2005. Based on the proposed regulations, PHI
in its 2005 federal tax returm adopted an aliernative method of accounting for capitalizable construction costs that
management believes will be acceptable to the TRS.

At the same time as the proposed regulations were released, the IRS issued Revenue Ruling 2005-53, which
is intended to limit the ability of certain taxpayers to utilize the method of accounting for income tax purposes
they utilized on their tax returns for 2004 and prior years with respect fo capitalizable construction costs. In line
with this Revenue Ruling, the IRS revenue agent’s report for the 2001 and 2002 tax returns disallowed
substantially all of the incremental tax benefits that Pepco, DPL and ACE had claimed on those returns by
requiring the companies to capitalize and depreciate certain expenses rather than treat such expenses as current
deductions. PHI has filed a protest against the IRS adjustments and the issue is among the unresolved audit
matters relating to the 2001 and 2002 audits pending before the Appeals Office. :
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In February 2006, PHI paid approximately $121 million of taxes to cover the amount of additional taxes and
interest that management estimated to be payable for the years 2001 through 2004 based on the method of tax
accounting that PHI, pursuant to the proposed regulations, adopted on its 2005 tax return. However, if the IRS is
successful in requiring Pepeo, DPL and ACE io capitalize and depreciate construction costs that result in a tax
and interest assessment greater than management’s estimate of $121 million, PHI will be required to pay
additional taxes and interest only to the extent these adjustments exceed the $121 million payment made in
February 2006.

PHI and its subsidiaries are dependent on their ability 1o successfully access capital markets. An inability to
access capital may adversely affect their businesses.

PHI, Pepco, DPL and ACE each rely oa access to both short-term money markets and Jonger-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, would increase the cost of borrowing or
could adversely affect the ability 1o 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 some of the
Competitive Energy businesses’ wholesale marketing and financing activities. Disruptions to the capital markets
could include, but are not limited to:

» recession or an economic slowdown;

+  the bankruptey of one or more energy companies;

= significant increases in the prices for oil or other fuel,
* aterrorist attack or threatened attacks; or

= 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 incresse
financing costs or could adversely affect the ability to access one or more financial markets.

Future defined benefit plar funding obligations are affected by assumptions regarding the valuation of
PHTY’s benefit obligations and the performance of plan assets; actual experience which varies from the
assumptions could result in an obligation of PHI, Pepco, DPL or ACE to make significant unplanned cash
coniribuiions to the Retirement Plan.

PHI follows the guidance of SFAS No. 87, “Employers’ Accounting for Pensions” in accounting for pension
benefits under its non-contributory defined benefit plan (the PHI Retirement Plan). In addition, on December 31,
2006, PHI implemented SFAS No. 158, “Employers’ Accounting for Defined Benefit Pension and Other
Postretirement Plans, an amendment of FASB Statements No. &7, 88, 106 and 132(R)” (SFAS No. 158) which
requires that companies recognize a net liability or asset to report the funded status of their defined benefit
pension and other postretirement benefit plans on the balance sheet. In accordance with these accounting
standards, PHI makes assumptions regarding the valuation of benefit obligations and the petformance 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 (PBO), accumulated benefit obligation (ABO), reported
pensian lability, regulated assets, or accumulated otber comprehensive income on PHI’s consolidated balance
sheet and on the balance sheets of Pepco, DPL and ACE, and reperted annial net periodic pension benefit cost on
PHI’s consolidated statement of earnings and on the statements of earnings of Pepeo, DPL and ACE.

Use of alternative assumptions could also impact the expecicd foture cash funding requirements of PHI,
Pepco, DPL and ACE for the PHI Retirernent Plan if the plan did not meet the minimum funding requirements of
the Employment Retirement Income Security Act of 1974 (ERISA).
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PHP’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 ereditors and its ability to pay dividends on its common stock are dependent upon the carnings 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 to make any funds available for such payment. Because the claims of the creditors of PHI's
subsidiaries and the preferred stockholders of ACE 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 ACE’s preferred stock to receive dividend payments.

Energy companies are subject to adverse publicity which makes them 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 natural disasters and weather related incidents. Adverse publicity of this
nature may render legislaiures, regulatory authorities, and other government officials less likely to view energy
companies such as PHI and its subsidiaries in a favorable light, and may canse PHI and its subsidiaries to be
susceptible to adverse outcomes with respect to decisions by such bodies.

Provisions of the Delaware General Corporation Law may discourage an acguisition of 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.

Because Pepco is a wholly owned subsidiary of PHI, and each of DPL and ACE are indirect wholly owned
subsidiaries of PHI, PHI can exercise substantial control over their dividend policies and businesses and
operations, (Pepco, DPL and ACE only)

All of the members of each of Pepco’s, DPL's and ACE’s board of directors, as well as many of Pepco’s,
DPL’s and ACE’s ¢xecutive officers, are officers of PHI or an affiliate of PHI. Among other decisions, each of
Pepco’s, DPL’s and ACE'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 o the financial covenants under each company’s respective outstanding debt instruments, each of
Pepeo’s, DPL’s and ACE’s board of directors will base its decisions concetrning the amount and timing of
dividends, and other business decisions, on the company’s respective earnings, cash flow and capital structure,
but may also take Into account the business plans and financial requirements of PHI and its other subsidiaries.
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QUANTITATIVE AND QUALITATIVE DISCLOSURES ABOUT MARKET RISK

Risk management policies for PHI and its subsidiaries are determined by PHI's Corporate Risk
Management Committee, the members of which are PHI's Chief Risk Officer, Chief Operating Officer, Chief
Financial Officer, General Counsel, Chief Information Officer and other senior executives, The Corporate Risk
Management Commitiee monitors interest rate fluctuation, commodity price fluctuation, and credit risk exposure,
and sets risk management policies that establish limits on unhedged risk and determine risk reporting
requirements.

Commodity Price Risk

PHI's Competitive Energy businesses use derivative instruments primarily to reduce their financial exposure
to changes in the valve of their assets and obligations due to commodity price fluctuations. The derivative
instruments used by the Competitive Energy businesses include forward contracts, futures, swaps, and exchange-
traded and over-the-counter options. In addition, the Competitive Energy businesses also manage commodity risk
with contracts that are not classified as derivatives. The two primary risk management objectives are (1) to
manage the spread between the cost of fuel used to operate electric generation plants and the revenue received
from the sale of the power produced by those plants, and (2) to manage the spread between retail sales
commitments and the cost of supply used to service those commitments 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 energy marketing activities. Energy marketing activities consist primarily of wholesale
natural gas and fuel oil marketing; the activities of the short-term power desk, which generates margin by
capturing price differences between power pools, and locational and timing differences within a power pool; and
prior to October 31, 2006, provided operating services under an agreement with an unaffiliated gencrating plant.
PHI collectively refers to these energy marketing activities, including its commodity risk management activities,
as “other energy commodity” activities and identifies this activity separately from the discontinued proprietary
trading activity that was discontinued in 2003.

The Corporate Risk Management Committee has the responsibility for establishing corporate compliance
requirements for the Competitive Energy businesses’ energy market participation. PHI collectively refers to these
energy market activities, including its commodity risk management activities, as “other energy commodity™
activities. PHI does not engage in proprietary trading activities. PHI uses a value-at-risk (VaR) model to assess
the market risk of its Competitive Energy businesses’ energy commodity activities. PHI also uses other measures
to limit and monitor nisk in its energy commodity activities, including limits on the nominal size of positions and
periodic loss limits. VaR represents the potential mark-to-market loss on energy contracts ot portfolios due to
changes in market prices for a specified time period and confidence level. PHI estimates VaR using a delta-
normal variance / covariance model with a 95 percent, one-failed confidence level and assuming a one-day
helding period. Since VaR is an estimate, it is not necessarily indicative of actual results that may occur.

Value at Risk Associated with Energy Contracts
For the Year Ended December 31, 2007
{Millions of dollars)

YaR for
Proprig.tary Competitive

nergy
VaR Activity (a)

95% confidence level, one-day holding period, one-tailed

Periodend . . . ... . e $— $ 42
Average fortheperiod ... .. ... i 5— 358
2 | §— 3120
O i i e e e e $— $21




(a} This column represents all energy derivative contracts, normal purchase and sales contracts, modeled
generation output and fuel requirements and modeled customer foad obligations for PHI’s other energy
commodity activities.

For additional information about PHI’s derivative activities refer to Note (2), “Accounting for Derivatives”
and Note (13), “Use of Derivatives in Energy and Interest Rate Hedging Activities” of the Consolidated Financial
Statements of Pepco Holdings.

A significant portion of the Conectiv Enetgy’s portfolio of electric generating plants consists of “mid-merit”
assets and peaking assets. Mid-merit eleciric generating plants are typically combined cycle units that can
quickly change their megawatt output level on an economic basis. These plants are generally operated during
times when demand for electricily rises and power prices are higher, Conectiv Energy economically hedges both
the estimated plant output and fuel requirements as the estimated levels of ontput and fuel needs change.
Economic hedge percentages include the estimated electricity output of Conectiv Energy’s generation plants and
any associated financial or physical commodity contracts (including derivative contracts that are classified as
cash flow hedges under SFAS No. 133, other derivative instruments, wholesale normal purchase and sales
contracts, and load service obligations).

Conectiv Energy maintains a forward 36 month program with targeted ranges for economically hedging its
projected on-peak plant output combined with its on-peak energy purchase commitments (based on the then
current forward electricity price curve) as follows:

Month Target Range
L1 50-100%
13-24 L 25-75%
2536 . i s 0-50%

The primary purpose of the risk management program is to improve the predictability and stability of
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 percentages can vary significantly above or below the
average reported percentages.

As of December 31, 2007, the electricity sold forward by Conectiv Energy as a percentage of projected
on-peak plant output combined with on-peak energy purchase commitments was 94%, 98%, and 39% for the
1-12 month, 13-24 month and 25-36 month forward periods, respectively. Hedge percentages were above the
target ranges for the 13-24 month period due to Conectiv Energy’s success in the default electricity supply
auctions and a decrease in projected on-peak plant output since the forward sale commitments were entered into.
The amount of forward on-peak sales during the 1-12 month period represents 22% of Conectiv Energy’s
combined total on-peak generating capability and on-peak energy purchase commitments. The volumetric
percentages for the forward periods can vary and may not represent the amount of expected value hedged.

Not all of the value associated with Conectiv Energy’s generation activities can be hedged such as the
portion attributable to ancillary services and fuel switching due to the lack of market products, market liquidity.
and other factors. Also the hedging of locational value can be limited.

Pepco Energy Services purchases electric and natural gas futures, swaps, options and forward contracts to
hedge price risk in connection with the purchase of physical natural gas and electricity for delivery to custorners.
Pepco Energy Services accounts for its fotures and swap contracts as cash flow hedges of forecasted transactions.
Its options contracts are marked-to-market through current earnings. Its forward contracts are accounted for using
standard accrual accounting since these contracts meet the requirements for normal purchase and sale accounting
under SFAS No. 133, '
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Credit and Nonperformance Risk

Pepco Holdings’ subsidiaries attempt to minimize credit risk exposure to wholesale energy counterparties
through, among other things, formal credit policies, regular assessment of counserparty 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
vounterparty and collateral requirements under certain circumstances, and have established reserves for credit
losses. As of December 31, 2007, credit exposure to wholesale energy counterparties was weighted 74% with
investment prade counterparties, 22% with counterparties withont external credit quality ratings, and 4% with
non-investment grade counterparties.

This table provides information on the Competitive Energy businesses’ credit exposure, net of collateral, to
wholesale counterparties.

Schedule of Credit Risk Exposure on Competitive Wholesale Energy Contracts

(Millions of dollars}
December 31, 2007
Number of
Exposure Counterparties  Net Exposure of

Before Credit Credit Net Greater Than Counterparties
m Collateral (b) Collateral{c) Exposnre 10% (d) - Greater Than 10%
Invesiment Grade .................. $116.5 $3.0 $113.5 1 $22.4
Non-Investment Grade .............. 7.1 .6 6.5 —
No External Ratings ................ 34.6 i 339 —
Creditreserves .................... : $ 17

(a) 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 Investor Service rating of BBB- or Baa3, respectively.

(b) Exposure Before Credit Collateral—inclndes the marked to market (MTM) energy contract net asseis for
openfunrealized fransactions, the net receivable/payable for realized transactions and net open positions for
contracts not subject to MTM. Amounts due from counterparties are offset by liabilities payable to those
counterparties to the extent that legally enforceable netting arrangements are in place. Thus, this column
presents the net credit exposure to counterparties after reflecting all atlowahle nettmg, but before
considering collateral held,

{¢) Credit Collateral—the face amount of cash depasits, letters of credit and performance bonds received from
counterparties, not adjusted for probability of default, and, if applicable, property intercsts (including oil and
£as reserves).

{d) Using a percentage of the total exposure.

Interest Rate Risk

Pepeo Holdings manages interest rates through the use of fixed and, to a lesser extent, variable rate debt.
Pepco Holdings and its subsidiaries variable or floating rate debt is subject to the risk of fluctuating interest rates
in the normal course of business. The effect of a hypathetical 10% change in interest rates on the annual interest
costs for short-term and variable rate debt was approximately $4.5 million as of December 31, 2007,
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FORWARD-LOOKING STATEMENTS

Some of the statements contained in this Annual Report 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 hatbor 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,”

“predicts,” “polential” or “continue” or the negative of such terms ar other comparable terminology. Any
forward-looking stalements are not guarantees of future performance, and actual results couid differ materially
from those indicated by the forward-looking statements, Forward-looking statements involve estimates,
assumptions, known and unknown risks, uncertainties and other factoss that may cause PHI's actual results,
levels of activity, performance or achievements to be materially different from any futvre 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:

*  Prevailing governmental policies and regulatory actions affecting the energy indusiry, including allowed
rates of return, indusiry 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;

s (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 canditions, 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 accounting standards or practices;

= Changes in project costs;

» Unanticipated changes in operaling expenses and capital expenditures;
»  The ability to obtain funding in the capital markets on favorable terms;

» Rules and regulations imposed by federal and/or state regulatory commissions, PTM and other regional
transmission organizations (New York Independent System Operator, ISONE), the North American
Electric Reliability Council and other applicable electric reliability organizations;

»  Legal and administrative proceedings (whether civil or criminal) and settlements that affect PHY'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 ne obligation to update any forward-looking statements to refiect events or circumstances after the
date on which such statements are made or to reflect the occurrence of unanticipated events. New factors emerge
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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 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.

Management’s Report on Internal Conirol 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, 2007 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 Pecember 31, 2007.

PricewaterhouseCoopers LLP, the registered. public accounting firm that audited the financial statements of
Pepco Holdings included in this Annual Report, has issued its attestation report on Pepco Holdings” internal
control over financial reporting, which is included herein.

Report of Independent Registered Puoblic Acconnting Firm

To the Shareholders and Board of Directors of
Pepco Holdings, Inc.

In our opinion, the accompanying consolidated balance sheets and the related consolidated statements of
earnings, comprehensive carnings, shareholders’ equity and cash flows present fairly, in all material respects, the
financial position of Pepco Holdings, Inc. and its subsidiaries at December 31, 2007 and December 31, 2006, and
the results of their operations and their cash flows for each of the three years in the period ended December 31,
2007 in conformity with accounting principles generally accepted in the United States of America. Also in our
opinion, the Company maintained, in all material respects, effective internal control over financial reporting as of
December 31, 2007, based on criteria established in Internal Control—Integrated Framework issued by the
Committee of Sponsoring Organizations of the Treadway Commission {COSQ). The Company’s management is
responsible for these financial statements, for maintaining effective internal control over financial reporting and
for its assessment of the effectiveness of internal control over financial reporting, included in the accompanying
Management’s Report on Internal Control over Financial Reporting. Our responsibility is to express opinions on
these financial statements and on the Company’s internal control over financial reporting based on our integrated
audits. We conducted our audits in accordance with the standards of the Public Company Acecounting Oversight
Board (United States). Those standards require that we plan and perform the andits to obtain reasonable
assurance about whether the financial statements are free of material misstaternent and whether effective internal
control over financial reporting was maintained in afl material respects. Our audits of the financial statements
included 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. Qur audit of internal control over financial reporting included obtaining
an understanding of internal control over financial reporting, assessing the risk that a material weakness exists,
and testing and evaluating the design and operaling effectiveness of internal control based on the assessed risk.
Our audits also included performing such other procedures as we considered necessary in the circumstances. We
believe that our audits provide 2 reasonable basis for our opinions.
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As discussed in Note 8 to the consolidated financial statements, the Company changed its manner of
accounting and reporting for uncertain tax positions in 2007.

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.

g!!woaé’/yéau&céapas LLP

Washington, DC
February 29, 2008




PEPCO HOLDINGS, INC, AND SUBSIDIARIES
CONSOLIDATED STATEMENTS OF EARNINGS

For the Year Ended December 31, 2007 2006 2005
(in millions, except per share data}
Operating Revente
Power Delivery . ... i i e $52442 $5,118%8 $4,702.9
Competitive Bne gy . ittt et ie e e et 40540 3,160.8 3,283.2
1 1T 68.2 333 744
Total Operating Reventie ...........0iviiiiateiiinnnrennnnss 93664 8,362.9 8,065.5
Operating Expenses
Fuel and purchased energy .............. ... . . i il 63364 54165 48997
Other services costafsales ... . ... . . . it iaenns 606.9 640 4 T12.3
Other operation and maintenance .. ............0iiiiiaiiiinnaaaas 857.5 807.3 815.7
Depreciation and amormtization .............ccceriiiniiiiiirienns 365.9 413.2 427.3
LT - T 357.1 343.0 3422
Deferred electric service COSIS . ... .ottt i e 68.1 22.1 120.2
IMpairment LOSSES .. ... ittt ittt ittt itareearaaannn 20 18.9 —
Effect of settlement of Mirant bankruptcy claims . .. .................. (33.4) —_ (70.5)
Gainonsale 0 as58t8 .. . ... .. .t e 7 (.8) (86.8)
Total Operating Expenses ... ... ... ... it iiirinnnrenen- 8,5598 76686 7,160.1
Operating INCOME . ... ...ttt inr e, 806.6 693.3 905.4
Other Income (Expenses)
Interest and dividend income . ..... ... ... ... .. ... ... . . ... ... 19.6 16.9 16.0
Interest expense ... ..ot e e e e (339.8) (339.1) (337.9)
Income (loss) from cquity investments ..............c.ieviinnrnnes 10.1 5.1 (2.2)
Impairment loss on equity INVESHIENtS -, ... ..verrvneroreanennnenns — (1.8) .1
Other NComIe . ... e 277 48.3 50.8
LT P (1.%) {11..8) (8.4)
Total Other BXpenses . ..cvvttin i iirienrnraereanes (284.2) (282.4) (285.35)
Preferred Stock Dividend Requirements of Subsidiaries ................ 3 1.2 25
Income Before Income Tax Expense and Extraordinary Item . ........... 522.1 409.7 6174
Income Tax EXpense .. ......... . ittt iiiiiinnnnanriainnnans 187.9 161.4 253.2
Income Before ExtraordinaryItem ......................... s 3342 248.3 362.2
Extraordinary Item {net of tax of $6.2 million) ........................ — — 9.0
Net ImeomIe ... ... e i e e $ 3342 § 2483 § 3712
Basic and Diluted Share Information
Weighted average sharesoutstanding ... ........................... 194.1 190.7 189.0
Earnings per share of common stock
Befors extraordinary iteIm . ... o v iii e $ 172 % 130 $ 191
Extraordinacy Memh . . ... ..ottt e i — — 05
1 - Y $ 172 % 130 § 196

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, 2007 2006 2005
(Millions of dofiurs) ;
NetiNCOME . . ... ittt i a i $334.2 $2483 $371.2

Other comprehensive earnings (losses)
Unrealized gains (losses) on commadity derivatives designated as cash flow

hedges:
Unrealized holding (losses) gains arising during period ................. {3y (1438 1171
Less: reclassification adjustment for (losses) gains included in net :
CAMMIIES . . . ottty s e ae e ary e (84.3) (2.3) 76.1
Net unrealized gains (losses) on commodity derivatives ................. 840 (141.5) 410
Realized gains on Treasury Lock fransaction ...................... .00 9.4 11.7 11.7
Unrealized gains on interest rate swap agreements designated as cash flow
hedges:
Unrealized holding gains arising during period ... ...... .. ..., — — 15
Less: reclassification adjustment for gains included in net earnings . ....... _ - 1.1
Net unrealized gains on interest rate swaps . .. .............ooveanann.. — — 4
Minimum pension liability adjustment .. ........... ... ... o — (L2 (5.2)
Amaortization of gains and losses for prior serviceeost . ... .............. 1.6 — ——
Other comprehensive earnings (losses), before income taxes ............. 95.0 (131.0) 479
[ncome tax expense (benefit) .. ................... e 37.1 (50.8) 187
Other comprehensive earnings (losses), net of income taxes ................. 579 ° (80.2y 292
Comprehensive earnings ................... PR $392.1 S 168.1 $4004

The accompanying Notes are an integral part of these Consolidated Financial Statements.
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PEPCO HOLDINGS, INC. AND SURSIDIARIES
CONSOLIDATED BALANCE SHEETS

December 31, December 31,
2006

ASSETS 2007
(Millions af dollars)
CURRENT ASSETS ‘
Cashand cashequivalents .. .. ... it iien e iiirnnnnenass $ 551 § 4838
Restricted cash . .. ... i i i i i i it e 14.5 12.0
Accounts receivable, less aflowance for uncollectible accounts of $30.6 million
and $35.8 million, respectively ....... .. ... . 1,278.3 1,253.5
Fuel, materials and supplics—at average cost .. ......oouviverrirennnnn.nn 2879 288.8
Unrealized gains—derivative COMITAacts .. ... ..., ..t initinntienernnnenas 2607 729
Prepayments of incOme taxes . . ... ...t iiin i i, 2498 2284
Prepaid expenses and other ... ... ... ... . .0 i i 84.8 77.2
Total Current ASSEIS . ... ..ottt r et e e e e e e 1,997.1 1,981.4
INVESTMENTS AND OTHER ASSETS
Goodwill ... e e et - 1,405.6 1,409.2
Regulatory assels .. ... . it iiiie ittt iaer et rataaanns 1,515.7 1,570.8
Investment in finance leases heldin Trust . .. ... ... ... ... .. ceviunnen.n 1,3844 1,321.8
Income taxesreceivable . ... ... ... e 196.1 —
Restricted cash and cashequivalents ............ ... ... i iieiiinnannn 424.1 17.5
L T 3073 366.2
Total Investments and Other Assets ... ... iiniiiiiiininenens 52312 46853
PROPERTY, PLANT AND EQUIPMENT
Property, plantand equipment ... ..... ... ... .. ... . i i 12,306.5 11,819.7
Accumulated depreciation . ....... ... ... ... .. ... e (4,429.8) ' (4,243.1)
Net Property, Plant and EQUipment .. ... ...........oeninrenrianneennnn. 7.876.7 7,576.6
TOTALASSETS ... .. .............. P et $15,11L.0  $14,243.5

The accompanying Notes are an integral part of these Consolidated Financial Statements,
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PEPCO HOLDINGS, INC. AND SUBSIDIARIES
CONSOLIDATED BALANCE SHEETS

December 31, December 31,
2006

LIABILITIES AND SHAREHOLDERS® EQUITY 2007
(Millions of dollars, except shares)
CURRENT LIABILITIES
Short-term debt . . ... .. .., . e e e e $ 2838 $ 3496
Current maturities of long-term debt and project fonding . .................. 3322 8575
Accounts payable and accrued labilities .. ................ P 796.7 700.7
Capital lease obligations due withinoneyear . ...........c 000 iiininnen, 60 5.5
L T 1 133.5 999
Interest accriued . .. .. i 70.1 80.1
Liabilities and accrued interest related 10 uncertain tax positions ............. 131.7 —
L P 281.8 440.7
Total Current Liabilities . . ... .. ...t i ittt einess 2,040.8 2,534.0
DEFERRED CREDITS
Regulatory Labiliies .. ... suue v isareeosanrenerarannneeanns 1,248.9 842.7
Deferred income EAXes, MEL . ..oy ve e e s ernnrrnrreereennereeeernnanaens 2,105.1 2,084.0
Investment tax credits .. ... .. ... .. ... _ 38.9 - 46.1
Pension benefit obligation ............. . .. . i e i . 65.5 78.3
Other postretirement benefit obligations . .............. oot 385.5 4050
Income taxes payable .. .. ... .. .. . . L e e 164.9 —
L0 T N A 302.2 2494
Total Deferred Credits .. ...........cciiieetiiiianeeacronansinn, -4,311.0 3,705.5
LONG-TERM LIABILITIES ‘
Long-term et . e e e 41748 - 37686
Transition Bonds issued by ACEFunding . ... .ovvvie i iviinniinnnnonns . 4335 464.4
Long-term project funding .. .. ...\ iunenvrenerienenaanoneniraaeans 209 233
Capital lease obligations . ......... ... ... . . 105.4 111.1
Total Long-Term Liabilities . ........... 00t iiiiiinnnennnananennnns 4,734.6 4,3674
COMMITMENTS AND CONTINGENCIES {(NOTE 12) '
MINORITY INTEREST . ... ... .. e i 6.2 24.4
SHAREHOLDERS’ EQUITY '
Common stock, $.01 par value—authorized 400,000,000 shares—issued
200,512,390 shares and 191,932,445 shares, respectively ............ e 2.0 1.9
Premium on stock and other capital contributions . .. ...... ... ..l 2,869.2 2,645.0
Accomulated other comprehensiveloss ... ... .. ... . ... {45.5) (103.4)
Retained earnings .. .. ... oottt ittt e e e n e it i, 1,192.7 1,068.7
Total Shareholders’ Equity . ...........c ity 4,018.4 36122
TOTAL LIABILITIES AND SHAREHOLDERS’ EQUITY ......... . §15,111.0 $14,2435

The accompanying Notes are an integral part of these Consolidated Financial Statements.
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PEPCO HOLDINGS, INC. AND SUBSIDIARIES
CONSOLIDATED STATEMENTS OF CASH FLOWS

For the Year Ended December 31, 2007 2006 2005
(Millions of dollars }
OPERATING ACTIVITIES
T $3342 $2483 $3712
Adjustments to reconcile net income to net cash from operating activitias:
Depreciation and amortiZation .. ... ..ot e e e e 3659 413.2 427.3
Gan O sale D ABBBtS .. . .. L. i e ()] .8) (86.8)
Effect of settlement of Mirant bankrupiey ¢laims . .. ... oo uuu i rre i ie e (33.4) s (70.5)
Gain on sale of Other INVESEMENL . - . .ot vr et et et it et e e 1 (13.2) (8.0)
B e Lo a5 o O — — (15.2)
Rents received from levernged leases under incomeearned . . ... ... ... L. e (72.5) (56.1) (79.3)
T 20 2.7 4.1
Proceeds from sale of claims with Mirant ... ... ... . . e — — 112.9
Proceeds from settlement of Mirant bankiuptey €laims . ... oo oot iiin ey i e 507.2 700 —
Reimbursements (0 MItant .. ... ... o e i e e et (108.3) — —
Changes in restricted cagh and cash equivalents related to Mirant settlement .......o.vvveriiniriacs 417.3) — —_
Defemed INCOMIE tRXES .. oottt ettt ettt bt e e e e e e e e e e e e et 827 243.6 (51.6)
Investment tax-cradit adjustments . .. ..o it i e e e e e ra e (2.5) 4.7 (5.1}
Prepaid PENSION EXPBISE . . ... ... ettt it e e e e e 12,6 21.9 (43.2)
Energy sUPPlY COMITACIS . . ... .ot v us e iarnnns e mmnas s tninne st aarsanneannnesrnnsnns (2.6) (5.1) (11.3)
Otherdefermed charges ... ... . o i i e e 71.2 (94.9) 17.0
Otherdefermed Credits .. v v e et ittt it e e e e e e, (21.9) 184 (29.1)
Changes in:
Areounis TeoBiVEbE . ... L e e e e e s (283) 2251 (1531
Regulatory assets and liabilities . ... ... one i e e . (31.8) 76.1
P DI IS S « .« vt vttt et e e e e e e e e e (18.00 4.5 10.3
Fuel, materials and supplies . ... ... ... e et (3.8) (8.3) {76.4)
Accounts payable and accrued liabilities 483  (3753) 3275
Interestand taxes accrued . ...« v vr i vmn i et 200 @729 2007
Sale of emission AllOWamEes .. ... vv it i i e 47.83 — —
Net Cash From Operating Activities . . ... .. i it ittt e rrneeaeneans 795.0 202.6 086.9
INVESTING ACTIVITIES
Net investment in property, plant 26d SqUIPIEENT . ...\ euen e ee e e e et e ettt rerias (B34)  (4746) (4611
Proceeds from settlement of Mirant bankruptey claims representing reimbursement for investment it
property, Plant and eqimEIE ... cu i e i i ea e 150 — —
Proceeds from/changes in: '
Sale Of OBET BESREE . ...ttt ettt et et et e e e e e aaaaaas 11.2 181.5 g4.1
Purchases of other INVESUMENLS . . . .. ... .\t it et e i e e e s e e eareranneneeeen . (1.0} (.6) 2.1)
Sale of Other INVESHMIENES .. ... ittt et st e e e bt e et e aiain s eecane i2 242 338
Net investment in receivablas .. . .. . e 24 2.2 (7.1)
Changesinrestricted Cash oo oo ir i i i i e e e e iaa e 8.2 11.0 19.0
Net other invesiing activities . ... ............ ..o, e 4.8 27.2 5.5
MNet Cash Used By Tnvesting ACHVIEIER . . .. oot tttat it s atenrstasrantetessroresiorntnrssenns (GRley (BN (3339
FINANCING ACTIVITIES
Dividends paid on preferred stock of subsidiaries . ... ... .. ... L. e it .3) (1.2) (2.5)
Dividends paid on common s1oCK ., ., v v e e e e e (202.6) (1983) (188.9)
Common stock issued to the Dividend Reinvestment Plan 28.0 208 275
Redemption of preferred stock of subsidiaries (18.2} (21.5) (9.0}
Redemption of variable rate demsnd bonds . ............. . .. (2.5) — (2.0)
Issuance ¢f COMMON SIOCK ...\ ...t et oottt st ittt n ot itatarviarrsssnnnrncnn 199.6 17.0 5.7
Issuances of longtermdebt ........... . ..ol e 703.9 514.5 532.0
Reacquisition of long-term debt ... .. .. o i e e e s (854.9) (578.0) (755.8)
(Repayments) issuances of short-termdebt, net ... ... ... .. i (58.3) 193.2 (161.3)
COSEOF ISSTANCES & . . ot ittt e et ettt vt e e et et e e r s e ae e {6.7) (5.6) (9.0)
Net other fINanCing ACtivEHES ...\ ot ettt i sttt ae e et iarirsariant rarrinn 4.9 3.9 2.3
Net Cash Used By Firancing ACHVILES - . .. .. ..ot it itervariaaneireerrantrararranrers (207.1)  (46.2) (561.0)
Net Increase {Decrease) In Cash and Cash EQuivalents ., ... vurivreiiinniiasieinsiiaeriinseransons 6.3 {1271 92.0
Cash and Cash Equivalents at Beginningof Year ........ . ... ... . .. . . . e 438 121.5 29.5
CASH AND CASH EQUIVALENTSATENDOFYEAR ... ....ioiioiriinnninnnvnairassacs $ 551 3 488 $121.5
NON-CASH ACTIVITIES
Asset retirement obligations associated with removal costs transfecred to regulatory liabilites ... .......... 3 07 % 780 § (99
Excess accumuilated depreciation transferred to regulatory liabilities .. ... ... ... .. ... ... ....... $ — § — §1310
Sale of financed Project accOUNt 1ECEIVADIES ..\ .\ ue v 'veis s ie s et et e e aa e a s ieaaas $ — % — § 500
Recoverable pension/OPEB costs included in repulatory BSSe1S ... .. ... ... .. .. . .vienernireeeanennn 5 (314) $3654 § —
Transfer of combustion turbines to construction work IR progress. .. .......ov v ieiiannans P $ 570 $ — §$§ —
SUPPLEMENTAL DISCLOSURE OF CASH FLOW INFORMATION
Cash paid for interest (net of capitalized interest of $8.7 million, $3.8 million and $3.8 million, respectively)
and paid for income taxes:
4TS ¢ DR $3382 3$331.8 $3284
ICOMIE BMES . . oottt ittt e e e i e e e r e et e e $ 357 $2386 § 441

The accompanying Notes are an integral pari of these Consolidated Financial Statements.
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PEPCO HOLDINGS, INC, AND SUBSIDIARIES
CONSOLIDATED STATEMENTS OF SHAREHOLDERS’ EQUITY

Capital A Othe! a

a r

Common Stock Premium  Stock  Comprehensive Retained
Shares Par Valne onStock Expense (Loss)Earnings Earnings

(Millions of doflars, except shares)

BALANCE, DECEMBER 31,2004 ..... 188,327,510 %19 $2566.2 $(135) § (52.0) § 82364
NetIncome . ....iiiinnenersansn — — — — —_ 72
Other comprehensive income .......... — — — —_ 202 —
Dividends on common stock
($1.000Yy L. — — _ — — (188.9)
Reacquisition of subsidiary preferred
SIOCK . . e e - — 1 —_ —_ -
Issuance of common stock:
Original issue shares ............. 261,708 — 5.7 — —_ —
DRP original shares . .. ........... 1,228,505 — 27.5 - — —
Reacquired Conectiv and Pepco PARS . . . — — 3 — — —

BALANCE, DECEMBER 31,2005 ..... 189,817,723 19 2,599.8 (13.5) (22.8) 1,018.7
NetIncome ........................ — —
Other comprehensive loss ............. — — — — (80.2) —
Impact of initially applying SFAS
No. 1588, netoftax .. ...............
Dividends on common stock
($1.04/h) .. — — — — — (198.3}
Reacquisition of subsidiary preferred '
stock ... e
Issuance of common siock:
Original issue shares ............. 882,153 — 17.0 — — - =
DRP original shares . ... . ......... 1,232,569 — 208 — — —
Compensation expense on share-based
awards — — 13.1 — —_— _
Treasury stock ...................... — - (8 — - —

BALANCE, DECEMBER 31,2006 ..... 191,932 445 19 2,658.5 (13.5) (103.4) 1,068.7
Net Income — —_ —_
Other comprehensive income .......... - — — — 579 —
Dividends on common stock
($LO4/sh) oooo
Reacquisition of subsidiary preferred '
SLOCK . .o — — 6 — — T
Issuance of common stock:
Original issue shares ............. 7,601,290 A 199.5 (.2 — -
DRP original shaves . ............. 979,155 — 280 — T — —
Compensation expense on share-based :
awards ... —_— — 25 — — -
Cumulative effect adjustment related to
the implementation of FIN48 . ....... — — — — — 7.4
LTIP dividend ...................... — — — — — 3
Treasury stock ....... ... .00 iviinn. — —_ — — —_ 1

BALANCE, DECEMBER 31,2007 .... 200,512,890 $2.0 $2,8829 $(13.7) 8§ (45.5) §1,192.7

— — — — (4) —

. 4 — — —

..........................

The accompanying Notes are an integral part of these Consolidated Financial Statements.
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

(1) ORGANIZATION

Pepco Holdings, Inc. (PHI or Pepco Holdings), a Delaware corporation incorporated in 2001, is a diversified
energy company that, through its operating subsidiaries, is engaged primarily in two principal business
operations:

» clectricity and natural gas delivery (Power Delivery), conducted through the following regulated public
utility companies, each of which is a reporting company under the Securities Exchange Act of 1934, as
amended (the Exchange Act);

* Potomac Electric Power Company (Pepco), which was incorporated in Washington, D.C. in 1896
and became a domestic Virginia corporation in 1949.

* Delmarva Power & Light Company (DPL}, which was incorporated in Delaware in 1909 and
becarme a domestic Virginia corporation in 1979, and

*  Allantic City Electric Company (ACE), which was incorporated in New Jersey in 1924,

* competitive energy generation, marketing and supply (Competitive Energy) conducted through
subsidiaries of Conectiv Energy Holding Company (Conectiv Energy) and Pepco Energy Services, Inc.
(Pepco Energy Services). :

PHI Service Company, a subsidiary service company of PHI, pravides a variety of support services,
including legal, accounting, treasury, tax, purchasing and information technology services to PHI and its
operaling subsidiaries. These scrvices are provided pursuant to a service agreement among PHI, FHI Service
Company, and the participating operating subsidiaries. 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
agreément. :

The fallowing 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 iransmission, distribution
and default supply of electricity and the delivery and supply 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 teritory. Pepeo,
DPL and ACE each owns and operates a network of wires, substations and other equipment that are classitied
gither 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 service territory. Together the three companies
constitute a single segment for financial reporting purposes.
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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. The regulatory term for this supply service varies by jurisdiction
as follows:

Delaware Provider of Last Resort service—before May 1, 2006
Standard Offer Service (SO8)—on and after May 1, 2006

District of Columbia 508

Maryland S08

New Jersey Basic Generation Service (BGS)

Virginia Default Service

In this Annual Report, these supply services are referred to generally as Default Electricity Supply.

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

Through its subsidiary Potomac Capital Investmemt Corporation (PCI), PHI maintains a portfolio of cross-
border energy sale-leaseback transactions, with a book value at December 31, 2007 of approximately $1.4
billion. This activity constitutes a fourth operating segment, which is designated as “Other Non-Regulated™ for -
financial reporting purposes. For a discussion of PHI’s cross-border leasing transactions, see “Regulatory and
Other Matters—Federal Tax Treatment of Cross-Border Leases,” in Note {12}, “Commitments and
Contingencies.”

(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 material intercompany balances and transactions between subsidiaries have been
eliminated. Pepco Holdings uses the equity method to report investments, corporate joint ventares, 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. Undivided interests in several jointly owned electric plants previously
held by PHI, and certain transmission and other facilities currently held, are consolidated in proportion to PHI's
percentage interest in the facility.

In accordance with the provisions of Financial Accounting Standards Board (FASB) Interpretation No.
{FIN) 46R entitled “Consolidation of Variable Interest Entities” (FIN 46R), Pepco Holdings consolidates those
variable interest entities where Pepco Holdings or a subsidiary has been determined to be primary beneficiary.
FIN 46R addresses conditions under which an entity should be consolidated based upon variable interests rather
than voting interests. For additional information, see the FIN 46R discussion later in this Note.
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Use of Estimates

The preparation of financial statements in conformity with accounting principles gencrally accepted in the
United States of America (GAAP) requires management to make ceriain 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. 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.

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, the assessment of the probability of recovery
of regulatory assets, and income tax provisions and reserves. 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 that are probable and reasonably estimable.

Changes in Accounting Estimates

During 2007, as a result of depreciation studies presented as part of Pepco’s and DPL’s Maryland rate cases,
the MPSC approved new lower depreciation rates for Maryland distribution assets owned by Pepco and DPL.
This resulted in lower depreciation expense of approximately $19.1 million for the last six months of 2007,

During 2005, Pepeo recorded the impact of an increase in estimated unbilled revenue (electricity and gas
delivered to the customer bui 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.

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 (glectricity lost in the process of its
transmission and distributicn to customers). These changes in accounting estimates reduced net earnings for the
year ended December 31, 2003 by approximately $7.4 million, of which $1.0 million was attributable to DPL and
$6.4 million was attributable 10 ACE.

During 2005, Conectiv Energy increased the estimated useful lives of its generation assets which resulted in
lower depreciation expense of approximately $5.3 million.

Revenue Recognition
Regulated Revenue

The Pawer Delivery businesses recognize revenue upon delivery of electricity and gas to their customers,
including amounts for services rendered but not yet billed (unbilted revenue). Pepco Holdings recorded amounts
for unbilled revenue of $169.8 million and $172.2 million as of December 31, 2007 and 2006, respectively.
These amounts are included in “Accounts receivable.” Pepco Holdings’ utility subsidiaries calculate unbilled
revenue using an cutput based methodology. This methodology is based on the supply of electricity or gas
intended for distribution to customers. The unbilled revenue process requires management to make assumptions
and judgments aboui input factors such as customer sales mix, temperature and estimated power line losses
(estimates of electricity expected to be lost in the process of its transmission and distribution to custorners), ail of
which are inherently uncertain and susceptible to change from period to period, the impact of which could be
material.

B-92




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 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 operarions, maintenance or construction, and is de minimis.

Competitive Revenue

The Competitive Energy businesses recognize revenue upon delivery of electricity and gas to the customer,
including amounts for electricity and gas delivered, but not yet billed. Unrealized derivative gains and losses are
recognized in current earnings as revenue if the derivative activity does not qualify for hedge accouating or
normal sales treatment under Statement of Financial Accounting Standards {SFAS) No. 133. Revenue for Pepco
Energy Services” energy efficiency canstruction business is recognized using the percentage-of-completion
method 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. Revenue from the Other
Non-Regulated business lines is 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.

Regulation of Power Delivery Operalions

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)
and the MPSC and, until the sale of its Virginia operations on January 2, 2008, was regulated by the Virginia
State Corporation Commission (VSCC). DPL’s interstate transportation and wholesale sale of natural gas are
regulated by the Federal Energy Regulatory Commission (FERC).

The Power Delivery operations of ACE are regulated by the New Jersey Board of Public Utilities (NJBPU).
The transmission and wholesale sale of electricity by 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, o 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 regulaiory asset is not probable of recovery, then the regulatory
asset must be eliminated through a charge to earnings.

As part of the new electric service distribution base rates for Pepco and DPL approved by the MPSC,
effective June 16, 2007, the MPSC approved for both companies a bill stabilization adjustment mechanism
(BSA) for retail customers. See Nate (12) “Commitments and Contingencies—Regulatory and Other Matiers—
Rate Proceedings.” For customers to which the BSA applies, Pepco and DPL recognize distribution revenue
based on an approved distribution charge per customer, From a revenue recognition standpoint, the BSA thus
decouples the distribution revenue recognized in a reporting period from the amount of power delivered during
the period. Pursuant to this mechanism, Pepco and DPL recognize either (a) a positive adjustment equal i the
amount by which revenue from Maryland retail distribution sales falls short of the revenue that Pepco and DPL
are entitled to earn based on the approved distribution charge per customer or (b) a negative adjustment equal to
the amount by which revenue from such distribution sales exceeds the revenue that Pepco and DPL are entitled to
earn based on the approved distribution charge per customer (a Revenue Decoupling Adjustment). A positive
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Revenue Decoupling Adjustment is recorded as a regulatory asset and a negative Revenue Decoupling
Adjustment is recorded as a regulatory liability. The net Revenue Decoupling Adjustment at December 31, 2007
is a regulatory asset and is included in the “Other” line item on the table of regulatory asset balances listed
below.

The components of Pepeo Holdings® regulatory asset balances at December 31, 2007 and 2006 are as

foltows:

2007 2006

) (Milligns of dollars)
Securitized stranded cOSts . . ... ... .. ... ... $ 7346 % 7730
Recoverable pension and OPEBcosts . .............c.c0vunnn. . 334.0 3654
Deferred energy supply COSIS .. ovirinnn i iinnnincninesnnns 1.7 4.9
Deferred recoverable income taxes . . . ......cvvvurnnenn. R 155.6 130.5
Deferred debt extinguishmentcosts . ...............ccoennn. 715 76.9
Unrecovered purchased power contract costs ... ..... e 10.0 13.5
Deferred other postretirement benefitcosts .................... 12.5 15.0
Phaseincredits ... ... ...ciiviiiivi i iiiriannirans, feras 389 31.0
Assetratinement oSt . . ... . ... ... i i —_ 330
B8 = 156.9 125.6
Total Regulatory Assets ....... ... ... .....c....u.... $1,515.7 $1,570.8

The components of Pepco Holdings’ tegulatory lability balances at December 31, 2007 and 2006 are as

follows:
2007 2006
(Millions of dollars)
Deferred income taxes dUe (O CUSIOMETS ... v vvrnnevnnnrrennsens $ 6035 § 693
Deferred energy supply costs .. ....... ... .. ... ... e 240.9 164.9
Federal and New Jersey tax benefits, related to securitized stranded ’
o £ 315 34.6
TAssetremoval CoStS ... L. e e e 3318 32232
Excess depreciation reserve .. ..........oiiir it .. 90.0 105.8
' Asset retirement Oblgaion . ....... . i i i — 63.2
Gamnfromsaleof BL.England .................cciiiiinnan 36.1 —
Settlement proceeds—Mirant bankruptcy claims . ............... -. 414.6 —
Gain from sale of Keystone and Conemaungh .. ..............un... 30.7 48.4
Other ..ot e ae e e 12.8 343
Total Regulatory Liabilities .. ............................ $1.2489 $8427

A description for each category of regulatory assets and regulatory liabilities follows:

Securitized Stranded Costs: Represents stranded costs associated with contract termination payments
associated with a contract between ACE and an anaffiliated non-utility generator (NUG) and the discontinuation
of the application of SFAS No. 71 for ACE’s electricity generation business. The recovery of these siranded costs
has been securitized through the issuance by Atantic City Eleciric Transition Funding LLC (ACE Funding) of
transition bonds (Transition Bonds). A customer surcharge is collected by ACE to fuad principal and interest .
payments on the Transition Bonds. The stranded costs are amortized over the life of the Transition Bonds, which
mature between 2010 and 2023, ' '
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Recoverable Pension and OPEB Costs: Represents the funded portion of Pepco Huldinés’ defined benefit
pension and other postretirement benefit plans that is probahle of recovery in rates under SFAS No. 71 by Pepco,
DPL and ACE.

Deferred Energy Supply Costs: The regulatory liability balances of $240.9 million and $164.9 million for
the years ended December 31, 2007 and 2006, respectively, primarily represent deferred costs related to a net
over-recovery by ACE connected with the provision of BGS and other restructuring related costs incurred by
ACE. The regulatory asset balances of $1.7 million and $6.9 million for the years ended December 31, 2007 and
2006, respectively, represent deferred fuel costs for DPL’s gas business, which are recovered annually.

Deferred Recoverable Income Taxes: Represents a receivable from Power Delivery's customers for tax
benefits applicable to wtility operations of Pepco, DPL, and ACE previously flowed through before the
companies were ordered to provide deferred income taxes. As the temporary differences between the financial
statement and tax basis of assets reverse, the deferred recoverable balances are reversed. There is no return on
these deferrals.

Deferred Debt Extinguishment Costs: Represents the costs of debt extinguishment of Pepco, DPL and
ACE for which recovery through regulated utility rates is considered probable and will be amortized to interest
expense during the authorized rate recovery period. A return is received on these defemrals.

Unrecovered Purchased Power Contract Costs: Represents deferred costs related to purchase power
contracts entered into by ACE and DPL. The ACE amortization period began in July 1994 and will end in May
2014 and earns a return. The DPL amortization period ended in October 2007 and earned 2 return.

Deferred Other Postretirement Benefit Costs: Represents the non-cash partion of ather postretirement
benefit costs deferred by ACE during 1993 through 1997. This cost is being recovered over a 15-year period that
began on Janvary 1, 1998, There is no return on this deferral. '

Phase In Credits; Represents phase-in credits for participating Maryland and Delaware residential and
small commercial customers to mitigate the immediate impact of significant rate increases due to energy costs in
2006. The deferral period for Delaware was May 1, 2006 to January 1, 2008 with recovery to occur over a
17-month period beginning January 2008, The Delaware deferral will be recovered from participating customers
on a straight-line basis. The deferral period for Maryland was June 1, 2006 to June 1, 2007, with the recovery to
occur over an 18-month period beginning June 2007, The Maryland deferral will be recovered from participating
customers at a rate per kilowatt-hour based on energy usage during the recovery period.

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 Habiliies
applicable ta 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.

Federal and New Jersey Tax Benefits, Related (o Securitized Stranded Costs: Securitized stranded costs
include a portion of stranded costs attributable to the future tax 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
rates 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 regulations with respect
to normalization of these federal excess deferred taxes.
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Asset Removal Costs: Represents Pepco’s and DPL'’s asset retirement obligations associated with removal
costs accrued using public service commission approved depreciation techniques for transmission, distribution,
and general utility property.

Excess Depreciation Reserve: The excess depreciation reserve was recorded as part of an ACE 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 is being amortized over an 8.25 year period,
which began in June 2005. ‘

Asset Retirement Obligation: During the first quarter of 2006, ACE recorded an asset retirement
obligation of $60 million for B.L. England plant demolition and environmental remediation costs; the obligation
was to be amortized over a two-year period. The cumulative amortization of $33.0 million at December 31, 2006,
was recorded as a regulatory assel—" Asset Retirement Cost.” As discussed in Note (12) “Commitments and
Contingencies—ACE Sale of Generating Assets,” in the first quarter of 2007, ACE completed the sale of the
B.L. England generating facility and the asset retirement obligation and asset retirement cost were reversed.

Gain from Sale of B.L. England: In the first quarter of 2007, ACE completed the saie of the B.L. England
generating facility. Net proceeds from the sale of the plant and monetization of the emission allowance credits
will be credited to ACE’s ratepayers in accordance with the requirements of the New Jersey Electric Discount
and Energy Competition Act (EDECA) and NJBPU orders. ‘

Setflement Proceeds—Mirant Bankruptcy Claims: Represents the $413.9 million of net proceeds
received by Pepco from settlement of a Mirant Corporation (Mirant) claim, plus imerest earned, which will be
used to pay for future above-market capacity and energy purchases under a power purchase agreement entered
into with Panda-Brandywine L.P. (Panda) over the remaining life of the agreement, which extends through 2021
(the Panda PPA). ‘

Gain from Sale of Keystone and Conemangh: In the third quarter of 2006, ACE completed the sale of its
interests in the Keystone and Conemaugh generating facilities for $175.4 million {after giving effect to post-
closing adjustments). The total gain recognized on this sale, net of adjustments, came 1o $131.4 miltion,
Approximately $81.3 million of the net gain from the sale offset the remaining regulatory asset balance, which
ACE has been recovering in rates, and $49.8 million of the net gain is being returned to ratepayers over a
33-month period as a credit on their bills, which began during the October 2006 billing period. The balance to be
repaid to customers is $30.7 million as of December 31, 2007.

Other: Inclndes miscellaneous regulatory liabilities such as the over-recovery of procurement, transmission
and administrative costs associated with Maryland, Delaware and Distrdct of Columbia SOS.

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, and sets risk management policies that establish limits on unhedged risk.

PHI accounts for its derivative activities in accordance with SFAS No. 133, “Accounting for Derivative
Instruments and Hedging Activities,” as amended. SFAS No. 133 requires derivative instruments to be measured
at fair value. Derivatives are recorded on the Consolidated Balance Sheets as other assets or other liabilities
unless designated as “normal purchases and sales.”

Mark-to-market gains and losses on derivatives that are not designated as hedges are presented on the
Caonsolidated Statements of Earnings 23 operating revenee. 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. :
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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 commeon stockbolders” equity) and
is subsequently reclassified into earnings in the same category as the item being hedged when the gain or loss
from 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 fosses related to
any ineffective portion of cash flow hedges are also recognized in earnings immediately.

Changes in the fair value of 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 Siatements of Earnings.

Certain commodity forwards are not required to be recorded on a mark-to-market basis of accounting under
SFAS No. 133. These contracts are designated as “normal purchases and sales™ as permitted by SFAS No. 133.
This type of contract is used in normal operations, setties 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 risks. These options are normally marked-to-market through
current earnings because of the difficulty in qualifying options for hedge accounting treatment. Market prices,
when available, are used (o value options. If market prices are not available, the market value of the options is
estimated using Black-Scholes closed form models. Option contracis 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, internal models are 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 current earnings are presented on a net basis
in 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 sale 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.

Emission Allowances

Emission allowances for sulfur dioxide and nitrous oxide are allocated to generation owners by the U.S.
Environmental Protection Agency (EPA) based on federal programs designed to regulate the emissions from
power plants. 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 in the balance sheet line item “Fuel,
materials and supplies—at average cost.” Allowances from EPA allocations are added to current inventory each
year at a zero basis. Additional purchased allowances are recorded at cost. Allowances sold or consumed at the
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power plants are expensed at a weighted-average cost. This cost tends to be relatively low due to the inclusion of
the zero-basis allowances. At December 31, 2007 and 2006, the book value of emission allowances was $8.4
million and $11.7 million, respectively. Pepco Holdings has established a commiitiee to monitor compliance with
emissiong regulations and ensure its power plants have the required number of allowances,

Goadwill and Goodwill Impairment

Goodwill represents the excess of the purchase price of an acquisition over the fair value of the net assets
acquired. Substantially all of Pepco Holdings’ goodwill was generated by Pepco’s August 2002 acquisition of
Conectiv and was recorded at the PHI level. Pepco Holdings tests its goodwill for impairment apnvally as of
July 1 and whenever an event occurs or circurnstances change in the interim that would more likely than not
reduce the fair value of a reporting unit below its carrying amount. The July 1, 2007 test indicated that none of
Pepeo Holdings” goodwill balance was impaired.

A roll forward of PHI's goodwill balance follows {millions of doliars):

Balance, December 31, 2005 . . . . ... ... i e $1.4313
Add: Changes in estimates related to pre-merger tax liabilities ....... ..., b
Less: Adjustment due 1o resolution of pre-merger tax contingencies . . ..... .1
Pepce Energy impairment related to completed dispositions ........ (13.6)
Balance, December 31, 2006 . . .. ... ittt et i e 1,409,2
Less: Adjustment due to resolution of pre-merger tax contingencies and
correction of pre-merger deferred tax halances , . ................. 4
Balance, December 31, 2007 ... ..o L e e e $1.4096
Long-Lived Assets Impairment

Pepco Holdings evaluvates certain long-lived assets to be held and used {for example, generating property
and eguipment and real estate) to determine if they are impaired whenever events or changes in circumstances
indicate that their carrying amount may not be recoverable. Examples of such events or changes include a
significant decrease in the market price of a long-lived asset or a significant adverse change in the manner in
which an asset is being used or its physical condition. A long-lived asset to be held and used is written down to
fair value if the sum of its expected future undiscounted cash flows is less than its carrying amount,

For long-lived assets that can be classified as assets to be disposed of by sale, an impairment loss is
recognized to the extent that the assets” carrying amount exceeds their fair value including costs to sell.

During 2007, Pepco Holdings recorded pre-tax impairment losses of $2.0 million ($1.3 million after-tax)
related to certain energy services business assets owned by Pepco Energy Services, During 2006, Pepco Holdings
recorded pre-tax impairment losses of $18.9 million ($13.7 million after-tax) related to certain energy services
business assets owned by Pepco Energy Services. The impairments were recorded as a result of the execution of
contracts to sell certain assets, and due to the lower than expected production and related estimated cash flows
from other assets. The fair value of the assets under contracts for sale was determined hased on the sales contract
price; while the fair value of the other assets was determined by estimating future expected production and cash
flows.

Cash and Cash Equivalents

Cash and cash equivalents include cash on hand, money market funds, and commercial paper with original
maturities of three months or less.
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Restricted Cash and Cask Equivalents

The restricted cash included in Current Assets and the restricted cash and cash equivalents included in
Investments and Other Assets represent (i) cash held as collateral that is restricted from use for general corporate
purposes and (ii) cash equivalents that are specifically segregated, based on management’s intent to use such
cash equivalents solely to fund the future above-market capacity and energy purchase costs under the Panda PPA.
The classification as current or non-current conforms to the classification of the related liabilities.

Prepaid Expenses and Other

The prepaid expenses and other balance primarily consists of prepayments and the current portion of
deferred income tax assets.

Accounis Receivabie and Allowance for Uncollectible Accounts

Pepco Holdings® subsidiaries’ accounts receivable balances primarily consist of customer accounts
receivable, other accounts receivable, and accrued unbilled revenue. Accrued unbilled revenue represents
revenue earned in the current period but not billed to the customer until a future date (usually within one month
afier the receivable is recorded). PHI uses the allowance method to account for uncollectible accounts receivable.

Capitalized Interest and Allowance for Funds Used During Construction

In accordance with the provisions of SFAS No. 71, PHI's utility subsidiaries can capitalize as Allowance for
Funds Used During Construction (AFUDC) the capital costs of financing the construction of plant and
equipment. The debt portion of AFUDC is recorded as a reduction of “interest cxpense” and the equity portion of
AFUDC is credited to “other income” in the accompanying Consolidated Statements of Earnings.

Pepco Holdings recorded AFUDC for borrowed funds of $7.0 million, $2.8 million, and $3,3 million for the
years ended December 31, 2007, 2006 and 2005, respectively.

Pepco Holdings recorded amounts for the equity component of AFUDC of $4.4 million, $3.8 million and
$4.7 million for the years ended December 31, 2007, 2006, and 2003, respectively. C

Leasing Activities

Income from investments in direct financing leases and leveraged lease transactions, in which PCI is an
equity participant, is accounted for using the financing method. In accordance with the financing method,
investments in leased property are recorded as a receivable from the lessee to be recovered through the collection
of future rentals. For direct financing leases, uncarned income is amortized to income over the lease term at a
constant rate of return on the net investment. Income, including investment tax credits, on leveraged equipment
leases is recognized over the life of the lease at a constant rate of retwrn on the positive net investment,
Investments in equipment under capital leases are stated at cost, less accumulated depreciation, Depreciation is
recorded on a straight-line basis over the equipment’s estimated useful life. Each quarter, PHI reviews the
carrying value of each lease, which includes a review of the underlying lease financial assumptions, the timing
and collectibility of cash flows, and the credit quality (including, if available, credit ratings) of the lessee.
Changes to the underlying assumptions, if any, would be accounted for in accordance with SFAS No. 13 and
reflected in the carrying value of the lease effective for the quarter within which they occur.

Amortization of Debt Issuance and Reacquisition Costs

Pepco Holdings defers and amortizes debt issuance costs and long-term debt premiums and discounts over
the lives of the respective debt issues, Costs associated with the redemption of debt for PHI's subsidiaries are
also deferred and amortized over the lives of the new issues.
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Pension and Other Postretirement Benefit Plans

Pepco Holdings spensars a non-contributory defined benefit retirement plan that covers substantially all
employecs of Pepco, DPL, ACE and certain employees of other Pepco Holdings subsidiaries (the PHI Retirement
Plan). Pepco Holdings also provides supplemental retirement benefits to certain eligible executives and key
employees through a nonqualified retirement plan and provides certain postretirement health care and life
insurance benefits for eligible retired employees.

Pepco Holdings accounts for the PHI Retirement Plan and nonqualified retirement plans in accordance with
SFAS No. 87, “Employers’ Accounting for Pensions,” as amended by SFAS No. 158, “Employers’ Accounting
for Defined Benefit Pension and Other Postretirement Plans, an amendment of FASB Statements Nao. 87, 88, 106
and 132 (R)” (SFAS No. 158) and its postretirement health care and life insurance benefits for eligible employees
in accordance with SFAS No, 106, “Employers’ Accounting for Postretirement Benefits QOther Than Pensions,”
as amended by SFAS No. 158, PHI's financial statement disclosures are prepared in accordance with
SFAS No. 132, “Employers’ Disclosures about Pensions and Other Postretirement Benefits,” as amended by
SFAS No. 158.

See Note (6), Pensions and Other Postrelirement Benefits, for additional information.

Severance Costs

In 2004, the Power Delivery business reduced its work force throngh a combination of retirements and
targeted reductions. This reduction plan met the criteria for the accounting treatment provided under SFAS
No. 88, “Employer’s Acconnting for Settlements and Curtailments of Defined Benefit Pension Plans and for
Termination Benefits,” and SFAS No. 146, “Accounting for Costs Associated with Exit or Disposal Activities,”
as applicable. A roll forward of PHI’s severance accruaf balance is as follows (millions of doliars):

Balance, Decembier 31, 2005 ... .. $2.5
Accrued during 2006 . ... e e 713
Payments during 2006 . . . .. ... ... i e __(_5._2)

Balance, December 31,2006 ............. A 4.6
Accrued during 2007 . .. .. ... i 1.9
Payments during 2007 .. ...... ... ciiiien e e _(64)

Balance, December 31, 2007 .. ... it it et i e i e e $ .1

Based on the employees that accepted the severance packages, substantially all of the severance liability was
paid by December 31, 2007. Employees had the option of taking severance payments in a lump sum or over a
period of time.

Property, Plant and Equipment

Property, plant and equipment are recorded at original cost, including labor, materials, asset retirement costs
and other direct and indirect costs including capitalized interest. The carrying value of property, plant and
equipment is evaluated for impairment whenever circumstances indicate the carrying value of those assets may
not be recoverable under the provisions of SFAS No. 144, Upon retirement, the cost of regulated property, net of
salvage, is charged to accumulated depreciation. For non-regulated property, the cost and accumulated
depreciation of the property, plant and equipment retired or otherwise disposed of are removed from the related
accounts and included in the determination of any gain or Joss on disposition.
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The annual provision for depreciation on electric and gas property, plant and equipment is computed on a
straight-line basis using composite rates by classes of depreciable property. Accumulated depreciation is charged
with the cost of depreciable property retired, less salvage and other recoveries. Property, plant and equipment
other than electric and gas facilities is generally depreciated on a straight-line basis over the useful lives of the
assets. The table below provides system-wide composite depreciation rates for the years ended December 31,
2007, 2006, and 2005, : :

Transmission &
Distribation Generation
S W m% s o me  ams

PEPOO - oottt e e 30% 335% 34% — @ — -
DPL e 29% 3.0% 31% — — —
ACE e 29% 29% 31% — . 3%(a) 24%
ConectivEDergy ......... ..o iioiiiiiin e, — — — 20% 20%  2.2%
Pepco Energy Services ....... ... ... ... .ciiiaia. — — - 10.1%  9.6% . 84%

(a) Rate reflects the Consolidated Balance Sheet classification of ACE's generation assets as “assefs held.for_
sale” in 2006 and therefore no depreciation expense was recorded.

In accordance with FASB Staff Position (FSP) American Institute of Certified Public Accountants Industry
Audit Guide, Audits of Airlines—*“Accounting for Planned Major Maintenance Activities” (FSP AUG AIR-1),

costs associated with planned major maintenance activities related to generation facilities are expensed as
incurred.

Asset Retirement Obligations

In accordance with SFAS No. 143, “Accounting for Asset Retirement Obligations™ and FIN 47, asset
removal costs are recorded as regulatory liabilities. At December 31, 2007, $331.8 million of accrued asset
removal costs ($234.2 million for DPL and $97.6 million for Pepco) and at December 31, 2006, $322.2 million
of accrued asset removal costs ($229.5 million for DPL and $92.7 million for Pepco) are refiected as regulatory
liabilities in the accompanying Consolidated Balance Sheets. Public service commission-approved depreciation
rates for ACE do not contain components for the recavery of removal cost; therefore, the recording of asset
retirement obligations for ACE associated with accruals for removal cost is not required. Additionally, in 2005 -
Pepco Holdings recorded conditional asset retirement obligations of approximately $1.5 million. Accretion for
2007 and 2006, which relates to the regulated Power Delivery segment, has been recorded as a regulatory asset.

Stock-Based Compensation

Pepco Holdings adopted and implemented SFAS No. 123R, on January 1, 2006, using the modified
prospective method. Under this method, Pepco Holdings recognizes compensation expense for share-based
awards, modifications or cancellations after the effective date, based on the grant-date fair value. Compensation
expense is recognized over the requisite service period. In addition, compensation cost recognized inchides the
cost far all share-based awards granted prior to, but not yet vested as of, January 1, 2006, measured at the grant-
date fair value. A deferred tax asset and deferted tax benefit are also recognized concurrently with compensation
expense for the tax effect of the deduction of stock options and restricted stock awards, which are deductible only
upon exercise and vesting/release from restriction, respectively. In applying the modified prospective transition
method, Pepca Holdings has not restated prior interim and annual financial results and therefore these prior
periods do not reflect the revised recognition of share-based compensation cost as required by SFAS No. 123R.

In November 2005, the FASB issued FSP 123(R)-3, “Transition Election Related to Accounting for the Tax
Effects of Share-Based Payment Awards” (FSP 123R-3). FSP 123R-3 provides an elective alternative transition
method that includes a computation that establishes the beginning balance of the additional paid-in capital (APIC
pool) related to the tax effects of employee and director stock-based compensation, and a simplified method to
determine the subsequent impact on the APIC pool of employee and director stock-based awards that are
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outstanding upon adoption of SFAS No. 123R. Entities may make a one-time election to apply the transition
method discussed in FSP 123R-3. That one-time election may he made within one year of an entity’s adoption of
SFAS No. 123R, or the FSP’s effective date (November 11, 2005), whichever is later. Pepca Holdings adopted
the alternative {ransition method at December 31, 2006.

Prior to the adoption of SFAS No. 123R, Pepco Holdings accounted for its share-based employee
compensation under the intrinsic value method of expense recognition and measurement prescribed by
Accounting Principles Board (APB) Opinion No. 25, “Accounting for Stock Issned to Employees, and related
Interpretations™ (APB No. 25). Under this method, compensation expense was recognized for restricted stock
awards but not for stock options granted since the exercise price was equal to the grant-date market price of the
stock.

The issuance of SFAS No. 123, “Accounting for Stock-Based Compensation,” in 1995 as amended by SFAS
No, 148, “Accounting for Stock-Based Compensation-Transition and Disclosure,” permitted continued
application of APB No, 25, but required tabular presentation of pro-forma stock-based employee compensation
cost, net income, and basic and diluted earnings per share as if the fair-value based method of expense
recognition and measurement prescribed by SFAS No. 123 had been applied to all opiions. This information for
the year ended December 31, 2005 is as follows:

For the Year Ended

December 31, 25
(Millions of dollars,
excep( per shave data)
Nt o0 . e $3712
Add; Total stock-based employee compensation expense included in net income as reported
(net of related tax effect of $1.8 million) .............ccovvnn... e 2.6
Deduct: Total stock-based employee compensation expense determined under fair value
based methods for all awards (net of related tax effect of $2.0 million) ........... e (2.8
Proforma netincome ... ... i e e $371.0
Basic earnings pershare asreported .. .. .. ... e $ 1.96
Pro forma basic earnings pet SHATG . ... ... 0. it e e 1.96
Diluted earnings pershare asreported ..............vtieriareu i 1.96
Pro forma diluted earnings pershare ......... ... ... .. o e e 196

Pepco Holdings estimates the fair value of each stock option award on the date of grant using the Black-
Scholes-Merion option pricing model. This model nses assumptions related to expected option term, expected
volatility, expected dividend yield and risk-free interest rate. Pepco Holdings uses historical data to estimate
option exercise and employee termination within the valuation model; separate groups of employees that have
similar historical exercise behavior are considered separately for valuation purposes. The expected terin of
options granted is derived from the output of the aption valuation mode] and represents the period of time that
options granted are expected to be outstanding. -

No stock options were granted in 2005, 2006 or 2007.

No modifications were made to oufstanding stock options prior to the adoption of SFAS No. 123R, and no
changes in valuation methodology or assumptions in estimating the fair value of stock options have occurred
with its adoption. -

There were no cumulative adjustments recorded i the financial statements as a result of this new
pronouncement; the percentage of forfeitures of outstanding stock options issued prior to SFAS No. 123R’s
adoption is estimated Lo be zero.

As of January 1, 2007, there are no outstanding options that were not fully vested. Consequently, no
compensation cost related to the vesting of options was recorded in 2007.
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Cash received from stock options exercised under all share-based payment arrangements for the years ended
December 31, 2007, 2006 and 2005, was $13.4 million, $15.9 million, and $3.7 million, respectively. The actual
tax benefit realized from these option exercises totaled $1.2 million, $.9 million, and $.3 million, respectively, for
the years ended December 31, 2007, 2006 and 2005,

Pepco Holdings’ current policy is to issue new shares to satisfy stock option exercises and the vesting of
restricted stock awards.

Accumulated Other Comprehensive (Lass) Earnings

A detail of the components of Pepco Holdings’ Accumulated Other Comprehensive (Loss) Earnings is as
follows. Far additional information, see the Consolidated Statements of Comprehensive Earnings.

Accumnulated
Interest Other
Commodity Treasmry Rate - Comprehensive
Derivatives Lock Swaps Other  (Loss) Earnings
(¢Millions of dollars) -
Balance, December 31,2004 ... .. ....... ... ....... £ 09 4. S (3 341 $ (52.0)
Current yearchange . ...........ccieiiieannnn.n.. 251 7.0 3 (3.2)(a) 202
Balance, December 31,2005 .. ..................... 24.6 0.1y — (7.3) (22.8)
Current year change . .........c.coiiiiiinnnenn... (86.5) 70 — (.7¥a) (80.2)
Impact of initially applying SFAS No. 158, net of tax ... — — — (4) 4
Balance, December 31,2006 .............0covuiiins (61.9) (33 — 8.4 (103.4)
Curtent Year change .. ..o virie i iianiiin i aar e 52.7 4.3 — 9{b) 579
Balance, December 31,2007 . ........iiiiiiainn.. $£092) %0288 $— $(7.9 3 (43.9)

(a) Represents an adjustment for nonqualified pension plan minimum liability and the impact of initially
applying SFAS No. 158.
(o) Represents amortization of gains and losses for prior service cosis,

A detail of the income tax (benefit) expense allocated to the components of Pepco Holdings’ Other
Comprehensive (Loss) Earnings for each year is as follows.

Accumulated
Imterest Other
Commodity Treasury  Rate Comprehenslve
Derivatives Lock Swaps Other  (Loss) Eornings
(Millions of dollars}
December 31, 2005 . ... ... . $159 4.7 § .1 $20xa) §187
December 31,2000 . ... i $(35.0) $4.7 $— $ (5Xa) $(50.8)
December 31,2007 ... .. viiiiirir e it $31.3 $5.1 s— $ T $37)

(a} Represents the income tax benefit on an adjustment for nonqualified pension plan minimurn liability.
(b) Represents income tax expense on amortization of gains and losses for prior service costs.

Financial Invesiment Liguidation

In October 2003, PCT received $13.3 million in cash related to the liquidation of a preferred stock
investment that was written-off in 2001 and recorded an after-tax gain of $8.9 million.
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Income Taxes

PHI and the majority of its subsidiaries file a consolidated federal income tax return. Federal income taxes
are allocated among PHI and the subsidiaries included in its consolidated group pursuant to a written tax sharing
agreement which was approved by the Securities and Exchange Commission (SEC) in connection with the
establishment of PHI as a holding company as part of Pepco’s acquisition of Conectiv on August 1, 2002, Under
this tax sharing agreement, PHI's consolidated federal income tax lahility is allocated based upon PHI's and its
subsidiaries’ separate taxable income or loss amounts.

In 2006, the FASB issued FIN 48, “Accounting for Uncertainty in Income Taxes” (FIN 48). FIN 48 clarifies
the criteria for recognition of tax benefits in accordance with SFAS No. 109, “Accounting for Income Taxes,”
and prescribes a financial statement recognition threshold and measurement attribute for a tax position taken or
expected to be taken in a tax return. Specifically, it clarifies that an entity’s tax benefits must be “more likely
than not” of being sustained prior to recording the related tax benefit in the financial statements. If the position
drops below the “more likely than not” standard, the benefit can no longer be recognized. FIN 48 also provides
guidance on derecognition, classification, interest and penalties, accounting in interim periods, disclosure, and
transition,

On May 2, 2007, the FASB issued FSP FIN 48-1, “Definition of Settlement in FASB Interpretation No. 487
(FIN 48-1), which provides guidance on how an enterprise should determine whether a tax position is effectively
settled for the purpose of recognizing previously unrecognized tax benefits. PHI applied the guidance of FIN
48-1 with its adoption of FIN 48 on January 1, 2007.

The consolidated financial statements include current and deferred income taxes. Current income taxes
represent the amounts of tax expected to be reported on PHI's and its subsidiaries’ federal and state income tax
returns,

Deferred income tax assets and liabilities represent the tax effects of temporary differences between the
financial statement and tax basis of existing assets and liabilities and are measured using presently enacted tax
rates. The portion of Pepco’s, DPL's, and ACE’s deferred tax liability applicable to its utility operations that has
not been recovered from utility customers represents income taxes recoverable in the future and is included in
“regulatory assets™ on the Consolidated Balance Sheets. For additional information, see the preceding discussion
under “Regulation of Power Delivery Operations.”

Deferred income tax expense generally represents the net change during the reporting period in the net
deferred 1ax liability and deferred recoverable income taxes.

PHI recognizes interest on under/over payments of income taxes, interest on unrecognized tax benefits, and
tax-related penaltics in income tax expense.

Investment tax credits from utility plants purchased in prior years are seported on the Consolidated Balance
Sheets as “Investment tax credits.” These investment tax credits are being amortized to income over the useful
lives of the related utility plant.

FIN 46R, “Consolidation of Variable Interest Entities”

Subsidiaries of Pepco Holdings have power purchase agreements (PPAs) with a number of entities,
including three NUGs and ACE and the Panda PPA, Due to a variable element in the pricing structure of the
NUGs and the Panda PPA, Pepco and ACE, respectively, potentially assume the variability in the operations of
the plants related to these PPAs and therefore have a variable interest in the counterparties to these PPAs. In
accardance with the provisions of FIN 46R, Pepco Holdings continued, during 2007, to conduct exhaustive
efforts to obtain information from these four entities, but was unable to obtain sufficient information to conduct
the analysis required under FIN 46R to determine whether these four entities were variable interest entities or if
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the Pepco Holdings subsidiarics were the primary beneficiary. As a result, Pepco Holdings has applied the scope
exemption from the application of FIN 46R for enterprises that have conducted exhaustive efforts to abtain the
necessary information, but have not been able to obtain such information.

Net purchase activities with the counterparties to the NUGs and the Panda PPA for the years ended
December 31, 2007, 2006, and 2005, were approximately $412 mitlion, $403 mitlion, and $419 million,
respectively, of which approximately $378 million, $367 million, and $381 million, respectively, related to .
power purchases under the NUGs and the Panda PPA. Pepco Holdings does not have loss exposure under the
NUGs because cost recovery will be achieved from ACE’s customers through regulated rates. In addition, there
is no loss exposure on the Panda PPA as recovery will be achieved through the PJM Interconnection LLC (PIM)
and funds received from the Mirant bankruptcy settlement.

Sale of Interest in Cageneration Joint Venture

During the first quarter of 2006, Conectiv Energy recognized a $12.3 million pre-tax gain ($7.9 million
after-tax) on the sale of its equity interest in a joint venture which owns a wood burning cogeneration facility.

Other Non-Current Assels

The other assets balance principally consists of real estate under development, equity and other investments,
unrealized derivative assets, and deferred compensation trust assets.

Other Current Liabilities

The other current liability balance principally consists of customer deposits, accrued vacation liability,
current unrealized derivative liabilities, and other miscellaneous lizbilities. For 20086, this balance included $70
million paid to Pepco by Mirant in settiement of claims resulting from the Mirant bankruptcy.

Other Deferred Credits

The other deferred credits balance principally copsists of non-current unrealized derivative liabilities and
miscellancous deferred liabilities. :

Preferred Stock

As of December 31, 2007 and 2006, PHI had 40 million shares of preferred stock authorized for issuance,
with a par value of $.01 per share, No shares of preferred stock were outstanding at December 31, 2007 and
2006. ‘

Reclassifications

Certain prior year amounts have been reclassified in arder to conform to current year presentation.

Newly Adopted Accounting Standards
FSP FTB 85-4-1, “Accounting for Life Settlement Contracts by Third-Party Investors”

In March 2006, the FASB issued FSP FASB Technical Bulletin (FTB) 83-4-1, “Acconnting for Life
Setilement Contracts by Third-Party Investors” (FSP FTB 85-4-1). This FSP provides initial and subsequent
measurement guidance and financial statement presentation and disclosure guidance for investments by third-
party investors in life settlement contracts. FSP FTB §5-4-1 also amends certain provisions of FTB No. 854,
“Accounting for Purchases of Life Insurance,” and SFAS No. 133, “Accounting for Derivative Instruments and
Hedging Activities.” The guidance in FSP FTB 85-4-1 applies prospectively for all new life settlement contracts
and is effective for fiscal years beginning after June 15, 2006 (year ended December 31, 2007 for Pepeo
Holdings). Implementation of FSP FTB 85-4-1 did not have a material impact on Pepco Holdmgs overall
financial condition, resuits of operations, or cash flows.
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SFAS No. 155, “Accounting for Certain Hybrid Financial Instruments—an amendment of FASB Statements
No. 133 and 140"

In February 2006, the FASB issued SFAS No. 155, “Accounting for Certain Hybrid Financial Instruments—
an amendment.of FASB Statements No. 133 and 140" (SFAS No. 155). STAS No. 155 amends SFAS No. 133,
“Accounting for Derivative Instruments and Hedging Activities,” and SFAS No. 140, “Accounting for Transfers
and Servicing of Financial Assets and Extingnishments of Liabilities.” SFAS No. 155 resalves issues addressed
in S5FAS No. 133 Implementation Issee No. D1, “Application of Statement 133 to Benefictal Interests in
Securitized Financial Assets.” SFAS No. 153 is effective for all financial instruments acquired or issued after the
beginning of an entity’s first fiscal year that begins after September 15, 2006 (year ended December 31, 2007 for
Pepco Holdings). Implementation of SFAS No. 155 did not have a material irpact on Pepco Holdings’ overall
financial condition, results of operations, or cash flows.

SFAS No. 156, “Accounting for Servicing of Financial Assets, an amendment of FASB Statement No. 140"

In March 2006, the FASB issued SFAS No. 156, *Accounting for Servicing of Financial Assets” (SFAS
No. 156), an amendment of SFAS No. 140, “Accounting for Transfers and Servicing of Financial Assets and
Extinguishments of Liabilities,” with respect to the accounting for separately recognized servicing assets and
servicing liabilities. SFAS No. 156 requires an entity to recognize a servicing asset or servicing liability upon
undertaking an obligation to service a financial asset via certain servicing contracts, and for all separately
recognized servicing assets and servicing liabilities to be initially measured at fair value, if practicable.
Subsequent measurement is permitted using either the amortization method or the fair value measurement
method for each class of separately recognized servicing assets and servicing liabilities.

SFAS No. 156 is effective as of the beginning of an entity’s first fiscal year that begins after September 15,
2006 (year ended December 31, 2007 for Pepco Holdings). Application is to be applied prospectively to all
transactions following adoption of SFAS No. 156. Implementation of SFAS No. 136 did not have a material
impact on Pepco Holdings’ overall financial condition, results of operations, or cash flows.

EITF Issue No. 06-3, “Disclosure Requirements for Taxes Assessed by a Governmental Authority on
Revenue-producing Transactions™ '

On June 28, 2006, the FASB ratified Emerging Issues Task Force (EITF) Issue No. 06-3, “Disclosure
Requirements for Taxes Assessed by a Governmental Authority on Revenue-producing Transactions™
(EITF 06-3). EITF 06-3 provides puidance on an entity’s disclosure of its accounting policy regarding the gross
or net presentation of certain taxes and provides that if taxes included in gross revenues are significant, a
company should disclose the amount of such taxes for each period for which an income statement is presented
{i.e., both interim and annual periods). Taxes within the scope of EITF (8-3 are those that are imposed on and
concurrent with a specific revenue-producing transaction, Taxes assessed on an entity’s activities over a period of
time are not within the scope of EITF 06-3. Pepco Holdings implemented EITF 06-3 during the first quarter of
2007. Taxes included in Pepco Holdings gross revenues were $318.3 million, $259.9 million and $266.1 million
for the years ended December 31, 2007, 2006 and 2005, respectively.

FSP FAS 13-2, “Accounting for a Change or Projected Change in the Timing of Cash Flows Relating to
Income Taxes Generated by a Leveraged Lease Transaction”

On July 13, 2006, the FASB issued FSP Financial Accounting Standards (FAS) 13-2, “Accounting for a
Change or Projected Change in the Timing of Cash Flows Relating 10 Income Taxes Generated by a Leveraged
Lease Transaction” (FSP FAS 13-2). FSP FAS 13-2, which amends SFAS No. 13, “Accounting for Leases,”
addresses how a change or projected change in the timing of cash flows relating to income taxes generated by a
leveraged lease transaction affects the accounting by a lessor for that lease.
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FSP FAS 13-2 is effective for the first fiscal year beginning afier December 15, 2006 (year ended
December 31, 2007 for Pepco Holdings). A material change in the timing of cash flows under Pepco Holdings’
cross-border leases as the result of a settlement with the Internal Revenue Service or a change in tax law would
require an adjustment to the book value of the leases and a charge to eamings equal to the repricing impact of the
disallowed deductions which could result in a material adverse effect on Pepco Holdings’ overall financial
condition, results of operations, and cash flows. For a further discussion, see “Federal Tax Treatment of Cross-
Border Leases™ in Note (12), “Commitments and Contingencies.”

FSP AUG AIR-1, “Accounting for Planned Major Maintenance Activities”

On September 8, 2006, the FASB issued FSP AUG AIR-1, which prohibits the use of the accrue-in-advance
method of accounting for planned major maintenance activities in annuat and interim financial reporting periods
for all industries. FSP AUG AIR-1 is effective the first fiscal year beginning after December 15, 2006 (year
ended December 31, 2007 for Pepco Holdings). Implementation of FSP AUG AIR-1 did not have a material
impact on Pepce Holdings’ overall financial condition, résulis of operations, or cash flows.

EITF Issue No. 06-5, “Accounting for Purchases of Life Insurance—Determining the Amount That Could Be
Realized in Accordance with FASB Techrical Bulletin No. 85-4, Accounting for Purchases of Life Insurance”

On September 20, 2006, the FASB ratified EITF Issue No. 06-5, “Accounting for Purchases of Life
Insurance—Determining the Amount That Could Be Realized in Accardance with FASB Technical Bulletin
No. 85-4, Accounting for Purchases of Life Insnrance” (EITF 06-5) which provides guidance on whether an
entity should consider the contractual ability to surrender all of the individual-life policies (or certificates under a
group life policy) together when determining the amount that could be realized in accordance with FTB 85-4, and
whether a guarantee of the additional value associated with the group life policy affects that determination, EITE
06-5 provides that a policyholder should (i) determine the amount that could be realized under the insurance
contract assuming the surrender of an individual-life by individual-life policy (or certificate by certificate ina -
group policy) and (i) not discount the cash surrender value component of the amount that could be realized when
contractual restrictions on the ability to surrender a policy exist unless contractual limitations prescribe that the
cash surrender value component of the amount that could be realized is a fixed amount, in which case the amount
that could be realized should be discounted in accordance with Accounting Principles Board of the American
Institute of Certified Public Accountants Qpinion 21. EITF 06-5 is effective for fiscal years beginning after
December 15, 2006 (year ended December 31, 2007 for Pepco Holdings). Implementation of EITF (6-5 did not
have a material impact on Pepco Holdings™ overall financial condition, results of operations, cash flows, or
footnote disclosure requirements.

FASR Staff Position No. EITF 00-19-2, “Accounting for Registration Payment Arrangements”

On December 21, 20086, the FASB issued FSP No. EITF 00-19-2, “Accounting for Registration Payment
Arrangements” (FSP EITF 00-19-2), which addresses an issuer’s accounting for registration payment
arrangements and specifies that the contingent obligation to make future payments or otherwise transfer
consideration under a registration payment arrangement, whether issued as a separate agreement or included as a
provision of a financial instrument or other agreement, should be separately recognized and measured in
accordance with SFAS No. 5, “Accounting for Contingencies,” FSP EITF 00-19-2 is effective immediately for
registration payment arrangements and the financial instruments subject to those arrangements that are entered
into or modified subsequent to the date of its issuance. For registration payment arrangements and financial
instruments subject to those arrangements that were entered into prior to the issuance of FSP EITF 00-19-2, this
guidance is effective for financial statements issued for fiscal years beginning after December 15, 2006, and
interim periods within those fiscal years (vear ended December 31, 2007 for Penco Holdings). Pepco Holdings
implemented FSP EITF 00-19-2 during the first quarter of 2007. The implementation did not have a material
impact on its overall financial condition, results of operations, or cash flows.
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Recently Issued Accounting Standards, Not Yet Adopted
SFAS No. 157, “Fair Value Measurements”

In September 2006, the FASB issued SFAS No. 157, “Fair Value Measurements” (SFAS No. 157) which
defines fair value, establishes a framework for measuring fair value in GAAP, and expands disclosures ahout fair
value measurements. SFAS No, 157 applies under other accounting pronouncements that require or permit fair
value measurements and does not require any new fair value measwrements. However, it is possible that the
application of this Statement will change current practice with respect to the definition of fair value, the methods
used to measure fair value, and the disclosures ahout fair value measurements.

The provisions of SFAS No. 157, as issued, are effective for financial statements issued for fiscal years
beginning after November 15, 2007, and interim periods within those fiscal years (January 1, 2008 for Pepco
Holdings). On Febmary 6, 2008, the FASB decided to issue final Staff Positions that will (i) defer the effective
date of SFAS No. 157 for all non-financial assets and non-financial liabilities, except those that are recognized or
disclosed at fair value in the financial statements on a recurring basis (that is, at least anoually) and (ii) remove
certain leasing transactions from the scope of SFAS No. 157. The final Staff Positions will defer the effective
date of SFAS No. 157 to fiscal years beginning after November 15, 2008, and interim periods within those fiscal
years for items within the scope of the final Staff Positions. Pepco Holdings has evaluased the impact of SFAS
No. 157 and does not anticipate its adoption will have a material impact on its overall financial conditjon, results
of operations, cash flows, or footnote disclosure requirements.

SFAS No. 159, “The Fair Value Option for Financial Assets and Financial Liabilities—Including an
amendment of FASB Siatement No. 115"

On February 15, 2007, the FASB issued SFAS No, 159, “The Fair Value Option for Financial Assets and
Financial Liabilities—Including an amendment of FASB Statement No. 115" (SFAS No. 159) which permits
entities to elect to measure eligible financial instruments at fair value. The objective of SFAS No. 159 is to
improve financial reporting by providing entities with the opportunity to mitigate volatility in reported eamings
caused by measuring related assets and liabilities differently without having to apply complex hedge accounting
provisions. SFAS No. 159 applies under other accounting pronouncements that require or permit fair value
measurements and does not require any new fair value measurements. However, it is possible that the application
of SFAS No. 159 will change current practice with respect to the definition of fair value, the methods used fo
measure fair value, and the disclosures about fair value measurements.

SFAS No. 159 establishes presentation and disclosure requirements designed to facilitate comparisons
between companies that choose different measurement attributes for similar types of assets and liabilities. SFAS
No. 159 requires companies to pravide additional information that will help investors and other users of financial
statements {0 more easily understand the effect of the company’s choice to use fair value on its earnings. It also
requires entities to display the fair value of those assets and liabilities for which the company has chosen to use
fair value on the face of the balance sheet. SFAS No. 159 does not eliminate disclosure requirements included in
other accounting standards. -

SFAS No. 159 applies to the beginning of a reporting entity’s first fiscal year that begins after
November 15, 2007 (January 1, 2008 for Pepco Holdings), with early adoption permitted for an entity that has
also elected to apply the provisions of SFAS No. 157, Fair Value Measurements. An entity is prohibited from
retrospectively applying SFAS No. 159, unless it chooses early adoption, SFAS No. 159 also applies to eligible
items existing at November 15, 2007 (or early adoption date). Pepco Holdings has evaluated the impact of SFAS
No. 159 and does not anticipate-its adoption will have a material impact on its overall financial condition, results
of operations, cash flows, or footnote disclosure requirements.
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FSP FIN 39-1, “Amendment of FASB Interpretation No. 39"

On April 30, 2007, the FASB issued FSP FIN 39-1, “Amendment of FASB Interpretation No. 39” to amend
certain portions of Interpretation 39, The FSP replaces the terms “conditional contracts” and “exchange
contracts” in Interpretation 39 with the term “derivative instruments” as defined in Statement 133, The FSP also
amends Interpretation 39 to allow for the offsetting of fair value amounts for the right to reclaim cash collateral
or receivable, or the obligation to return cash collateral or payable, arising from the same master netiing
arrangement as the derivative instruments. FSP FIN 39-1 applies to fiscal years beginning after November 15,
2007 (year ending December 31, 2008 for Pepco Holdings), with early adoption permitted. Pepco Holdings has
evaluated the impact of FSP FIN 39-1 and has determined that it does not have a material impact on its overall
financial condition, results of operations, cash flows, or footnote disclosure requirements.

EITF Issue No. 08-11, “Accounting for Income Tax Benefits of Dividends on Share-Based Payment Awards”

On June 27, 2007, the FASB ratified EITF Issue No. 06-11, “Accounting for Income Tax Benefits of
Dividends on Share-Based Payment Awards” (EITF 06-11) which provides that a realized income tax benefit
from dividends or dividend equivalents that are charged to retained earnings and paid to employees for equity
classified nonvested equity shares, nonvested equity share vnits, and outstanding equity share options shauld be
recognized as an increase to additional paid-in capital (APIC). The amount recognized in APIC for the realized
income tax benefit from dividends on those awards should be included ir the pool of excess tax benefits available
to abgorb tax deficiencies on share-based payment awards (i.e. the “APIC pool™).

EITF Issue No. 06-11 also provides that, when the estimated amount of forfeitures increases or actual
forfeitures exceeds estimates, the amount of tax benefits previously recognized in APIC should be reclassified
into the income statement; however, the amount reclassified is limited to the APIC pool balance on the
reclassification date. ’

EITF Issue No. 06-11 applies prospectively to the income tax benefits of dividends on equity-classified
employee share-based payment awards that are declared in fiscal years beginning after December 15, 2007, and
interim periods within those fiscal years (year ending December 31, 2008 for Pepco Holdings). Earfy application
is permitted as of the beginning of a fiscal year for which interim or annual financial staterments have not yet
been issued. Retrospective application to previously issved financial statements is prohibited. Entities must
disclose the nature of any change in their accounting policy for income tax benefits of dividends on share-bhased
payment awards resulting from the adoption of this guidance. Pepco Holdings has evaluated the impact of EITF
Issue No. 06-11 and has determined that it does not have a material impact on its overall financial condition,
results of operations, cash flows, or footnote disclosure requirements.

SFAS No. 141(R), "Business Combinations—a replacement of FASB Statement No. 141"

On December 4, 2007, the FASB issued SFAS No. 141(R), “Business Combinations—a replacement of
FASB Statement No. 1417 (SFAS No. 141(R)) which replaces FASB Statement No. 141, “Business
Combinations.” This Statement retains the fundamenial requirements in Statement 141 that the acquisition
method of accounting (which Statement 141 called the purchase method) be used for all business combinations
and for an acquirer to be identified for each business combination.

SFAS Na. 141(R) applies to all transactions or other events in which an entity (the acquirer) obtains control
of one or more businesses (the acquiree). It does nat apply to (i) the formation of a joint venture, (ii} the
acquisition of an asset or a group of assets that does not constitnie a business, (iii) a combination between entities
or businesses under common control and (iv) 2 combination besween not-for-profit organizations or the
acquisition of a for-profit business by a not-for-profit organization.

SFAS No. 141(R) applies prospectively to business combinations for which the acquisition date is on or
after the beginning of the first annual reporting period beginning on or after December 15, 2008 (January 1, 2002
for Pepco Holdings). An entity may not apply it before that date.
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SFAS No. 160, “Noncontrolling Interests in Consolidated Financial Statements—an amendment of ARB
No‘ 5 ”

On December 4, 2007, the FASB issued SFAS No. 160, “Noncontrolling Interests in Consolidated Financial
Statements—an amendment of ARB No. 517 (SFAS No. 160) which amends ARB 51 to establish accounting and
reporting standards for the noncontrolling interest in a subsidiary and for the deconsolidation of a subsidiary, It
clarifies that a noncontrolling interest in a subsidiary is an ownership interest in the consolidated entity that
should be reported a8 equity in the consolidated financial statements.

A noncontrolling interest, sometimes called a minority interest, is the portion of equity in a subsidiary not
attributable, directly or indirectly, to a parent. The objective of SFAS No. 160 is to improve the relevance,
comparability, and transparency of the financial information that a reporting entity provides in its consolidated
financial statements by establishing accounting and reporting standards that require (i) the ownership interests in
subsidiaries held by parties other than the parent be clearly identified, labeled, and presented in the consolidated
statement of financial position within equity, but separate from the parent's equity, (iiy the amount of
consolidated net income attributable to the parent and to the noncontrolling interest be clearty identified and
presented on the face of the consolidated statement of income, (iii} changes in a parent’s ownership interest while
the parent retains its controlling financial interest in its subsidiary be accounted for consistently. A parent’s
ownership interest in a snbsidiary changes if the parent purchases additional ownership interests in its subsidiary
or if the parent sells some of its ownership interests in its subsidiary. It also changes if the subsidiary reacquires
some of its ownership interests or the subsidiary issues additional ownership interests. All of those transactions
are economically similar, and this Statement requires that they be accounted for similarly, as equity transactions,
(iv) when a subsidiary is deconsolidated, any retained noncontrolling equity investment in the former subsidiary
be initially measured at fair value. The gain or loss on the deconsolidation of the subsidiary is measured using the
fair value of any noncontrolling equity investment rather than the carrying amount of that retained investment
and (v) entities provide sufficient disclosures that clearly identify and distinguish between the interests of the
parent and the intetests of the noncontrolling owners.

SFAS No. 160 applies to all entities that prepare consolidated financial statements, except not-for-profit
organizations, but will affect only those entities that have an outstanding noncontrelling interest in one or more
subsidiaries or that deconsolidate a subsidiary.

SFAS No. 160 is effective for fiscal years, and interim periods within those fiscal years, beginning on or
after December 15, 2008 (January 1, 2009, for Pepco Holdings). Earlier adoption is prohibited. SFAS No. 160
shall be applied prospectively as of the beginning of the fiscal vear in which this Statement is initially applied,
except for the presentation and disclosure requirements. The presentation and disclosure requirements shall be
applied retrospectively for all periods presented. Pepco Holdings is currently evaluating the impact SFAS
No. 160 may have on its overall financial condition, resuits of operations, cash flows or footnote disclosure
requirements. '

B-110




(3) SEGMENT INFORMATION

Based on the provisions of SFAS No. 131, “Disclosures about Segments of an Enterprise and Related
Information,” Pepco Holdings' management has identified its operating segments at December 31, 2007 as
Power Delivery, Conectiv Energy, Pepco Energy Services, and Other Non-Regulated. Prior to 2007, intrasegment
revenues and expenses were not eliminated at the segment level for purposes of presenting segment financial
results but rather were eliminated for PHI's consolidated resulis through the “Corp. & Other” column. Beginning
in 2007, intrasegment revenues and expenses are eliminated at the segment level. Segment results for the years
ended December 31, 2006 and 2005 have been reclassified to conform to the current presentation. Segment
financial information for the years ended December 31, 2007, 2006, and 2005, is as follows. :

" Year Ended December 31, 2007
(Millions of doilars)
Competitive
Energy Segments
Pepco Other
Power Conectiv Energy Non- Corp. &
Delivery Energy Services Regulated QOther(a) PH1 Coas.
Operating Revenue .......... $5,244.2 $2,205.6(b) $2.300.1(b) $ 762 § (468.7) § 9,366.4
Operating Expense (¢} ........ 4,713.6(b)d) 2,057.1 2,250.9 50 (466.8) 8,559.8
Operating Income .. ......... 530.6 148.5 58.2 71.2 (1.9) 806.6
Interest Income ... .......... 13.0 5.5 3.2 104 (12.5) 19.6
Interest Expense ... .......... 189.3 327 36 338 - 304 33198
OtherIncome ............... 19.5 S5 5.0 08 12 360
Preferred Stack Dividends . . . .. 3 — —_ 2.5 (2.5) 3
Income Taxes ... ....oouevvn.. 141.7(e) 48.8 24.4 9.3 (36.3) 187.9
Net Income (Loss) ........... 231.8 73.0 384 45.8 {54.8) 334.2
Total Assets ................ 9,799.9 1,785.3 6827 1,533.0 1,310.1 15,111.0
Construction Expenditures .... § 5542 $ 420 § 152 % — § 120 § 6234

(a) Includes unallocated Pepeo Holdings” (parent company) capital costs, such as acquisition financing costs,
and the depreciation and amortization related to purchase accounting adjustments for the fair value of .
Conectiv assets and liabilities as of the Angust 1, 2002 acquisition date. Additionally, the Total Assets line
item in this column includes Pepco Holdings® goodwill balance. Included in Corp. & Other are
intercompany amounts of $(469.0) million for Qperating Revenue, $(464.2) million for Operating Expense,
$(92.8) million for Interest Income, ${(90.4) million for Interest Expense, and $(2.5) million for Preferred
Stock Dividends.

(b) Power Delivery purchased electric energy and capacity and natural gas from Conectiv Energy and Pepco
Energy Services in the amount of $431.4 million for the year ended December 31, 2007.

{¢) Includes depreciation and amortization of $365.9 million, consisting of $306.0 million for Power Delivery,
$37.7 million for Conectiv Energy, $12.1 million for Pepco Energy Services, $1.8 million far Other
Non-Regulated and $8.3 million for Corp. & Other.

{d) Includes $33.4 million ($20.0 million, after-tax) from settlement of Mirant bankruptcy claims.

(€) Includes $19.5 million benefit ($17.7 million net of fees) related to Maryland income tax settlement,
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Year Ended December 31, 2006

(Millions of dollars)
Competitive
Energy Scements
- Pepeo QOiher
Power Conectiv Energy Non- Corp. &

Delivery Energy Services Regulated Other(a) PHI Coms,
Operating Revenve .......... $5,1188  $1,964.2(b)(z) $1.663.9 § 906 § (479.6}g) $ 8.362.9
Operating Expense (¢} ....... 4,651.0(b) 1,866.6(g) 1,631.2(e) 6.5 {485.7)(g) 7,669.6
Operating Income ........... 4678 976 37.7 84.1 6.1 693.3
InterestIncome ............. 12.0 7.7(g) 29 7.306) (13.00(g)th) 16.9
Ioterest Expense ............ 180.5 36.1(g) 49 38.2(h) 79.4(g)h) 33q.1
Other Income .. ............ 18.6 10.4(d) 1.6 7.9 1.3 39.8
Preferred Stock Dividends . ... 2.1 — — 25 3.4) 1.2
Income Taxes .............. 124.5(f) 325 16.7 8.4(f) 20.7)(0) 161.4
Net Income (Loss) ........,. 191.3 47.1 20.6 50.2 (60.9) 248.3
Total Assets ............... 8.9333 1,841.5 617.6 1,595.6 1,235.5 14,243.5
Construction Expenditures . ... § 4472 § 118 $ 63 $§ — § 93 $ 4746

(a) Includes unallocated Pepco Holdings® (parent company) capital costs, such as acquisition financing costs,
and the depreciation and amortization related to purchase accounting adjustments for the fair value of
Conectiv assets and liabilities as of the August 1, 2002 acquisition date. Additionally, the Total Assets line
item in this column includes Pepco Holdings’ goodwill balance. Included in Corp. & Other are
intercompany amounts of $(481.3) million for Operating Revenue, $(475.1) million for Operating Expense,
$(90.0) miltion for Interest Income, ${87.6) million for Interest Expense, and $(2.5) million far Preferred

- Stock Dividends.

(b) Power Delivery purchased electric energy and capacity and natural gas from Conectiv Energy in the amount
of $460.5 million for the year ended December 31, 2006,

(c) Includes depreciation and amortization of $413.2 million, consisting of $354.3 million for Power Delwery,
$36.3 million for Conectiv Energy, $11.8 million for Pepco Energy Services, $1.8 million for Other
Non-Regulated and $9.0 million for Corp. & Other.

{(d) Includes $12.3 million gain ($7.9 million after-tax) on the sale of its equity interest in a joint venture which
owns a wood burning cogeneration facility in California.

{e) Includes $18.9 million of impairment losses ($13.7 million after-tax) related to certain energy setvices
business assets.

(f) In 2008, PHI resolved certain, but not all, tax matters that were raised in Internal Revenue Service andits
related fo the 2001 and 2002 tax years. Adjustmenis recorded related to these resolved tax matters resulted
in 2 $6.3 million increase in net income ($2.5 million for Power Delivery and $5.4 million for Other
Non-Regulated, partially offset by an unfavorable $1.6 million impact in Corp. & Other). To the extent that
the matters resalved related to tax contingencies from the Conectiv legacy companies that existed at the
August 2002 acquisition date, in accordance with accounting rules, an additional adjustment of $9.1 million
($3.1 million related to Power Delivery and $6.0 million related to Other Non-Regulated) was recorded in
Corp. & Other ta eliminate the tax benefits recorded by Power Delivery and Other Non-Regulated against
the goodwill balance that resulted from the acquisition. Also during 2006, the total favorable impact of $2.6
million was recorded that resulted from changes in estimates related to prior year tax liabilities subject to
audit ($4.1 million for Power Delivery, partially offset by an unfavorable $1.5 million for Corp. & Other).

(2) Due to the reclassification referred to in the introductory paragraph, the Conectiv Energy segment does not
include $193.1 million of intrasegment operating revenue and operating expense and $27.7 million of
intrasegment interest income and interest expense. Accordingly, the Corp. & Other column does not incinde
an elimination for these amounts.

(hy Due to the reclassification referred to in the introductory paragraph, the Other Non-Regulated segment does
not include $163.1 million of intrasegment interest income and interest expense, Accordingly, the Corp. &
Other column does not include an elimination for these amounts.

B-112




Year Ended December 31, 2005

{Milliens of dollars)
Competitive
Energy Segments
Pepeo Other
Pawer Conectiv Energy Non- Cerp.
Delivery Energy Services Regulated Othﬂ'(a) PHI Cons.
Operating Revenue ......... $4,702.9 $2,393.1(b)h) $1,487.5 § 845 $ (602.5)(h) $ 8,065.5
Operating Expense (8) ...... 4,032.1(b)e) 2.289.2(h) 1,445.1 (3.8)H  (602,5)(h) 7,160.1
Operating income .......... 670.8 103.9 42.4 88.3 — 9054
Interest Income .. .......... 8.3 3.0(h) 2.5 7.8(1) (5.0)h}i) . 1690
Interest Expense .. ......... 175.0 29.8(h) 5.6 41.7(1) 85.5¢h)() 3376
Other Income ............. 20.2 3.6 1.7 4.6 6.0 36.1
Preferred Stock Dividends ... 2.6 —_ — 23 Q6) 2.5
Income Taxes ............. 228.6(c) 326 15.3 12.8 (34.1) 255.2
Extraordinary Item (net of tax

of 362 milliony . ..... ..., 9.0d) — — — — 90
Net Income (Loss) ......... 302.1 43.1 25.7 43.7 (48.4) 371.2
Total Assets .............. 8,738.6 22276 5144 14769 1,081.4 14,038.9
Constction Expenditures ... $ 432.1 $ 154 $ 113§ — $ 83 $ 4671

(a) Includes unallocated Pepco Holdings® (parent company) capital costs, such as acquisition financing costs,
and the depreciation and amortization related to purchase accounting adjustments for the fair value of
Conectiv assets and liabilities as of the August 1, 2002 acquisition date. Additionally, the Total Assets line
item in this column includes Pepco Holdings® goodwill balance. Included in Corp. & Other are
intercompany amounts of $(605.2) million for Operating Revenue, $(599.7) million for Operating Expense,
$(81.3) million for Interest Incaome, $(79.1) million for Interest Expense, and $(2.5) million for Preferred
Stock Dividends. '

(b) Power Delivery purchased electric energy and capacity and natural gas from Conectiv Energy in the amount
of $563.3 million for the year ended December 31, 2005.

(c) Includes $10.9 million in income tax expense related to Internal Revenue Service (IRS) Revenve Ruling
2005-53. Also refer to Note (12) Commitments and Contingencies for a discussion of the IRS mixed sesvice
Ccost issue,

(d) Relates to ACE’s electric distribution rate case settlement that was accounted for in the first quarter of 2003.
This resulted in ACE’s reversal of $9.0 million in after-tax accruals related to certain deferred costs that are
now deemed recoverable. This amount is classified as extraordinary since the original accrual was part of an
extraordinary charge in conjunction with the accounting for competitive restructuring in 1999,

(e} Includes $70.5 million ($42.2 million after-tax) gain (net of customer sharing) from the settlement of the
Pepco TPA Claim and the Pepco asbestos claims against the Mirant bankruptcy estate. Also includes $68.1

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

(f) Includes $13.3 million gain ($8.9 million after-tax) related to PCPs liquidation of a financial investment that
was written off in 2001.

(g) Includes depreciation and amortization of $427.3 million, consisting of $361.4 million for Power Delivery,
$40.4 million for Conectiv Energy, $14.5 million for Pepco Energy Services, $1.7 million for Other
Non-Regulated and $9.3 million for Corp. & Other.

(h)  Due to the reclassification refetred to in the introductory paragraph, the Conectiv Energy segment does not
inciude $210.5 million of intrasegment operating revenue and operating expense and $28.9 million of
intrasegment interest income and interest expense. Accordingly, the Corp. & Other column does not include
an elimination for these amounts.

(i) Due to the reclassification referred to in the introductory paragraph, the Other Non-Regulated segment does
not include $107.4 million of intrasegment interest income and interest expense. Accordingly, the Corp. &
Other column does not include an elimination for these amounts.
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{4) LEASING ACTIVITIES
Finance Leases

As of December 31, 2007 and 2006, Pepco Holdings had equity investments in energy leveraged leases of
$1,384.4 million and $1,321.8 million, respectively, cansisting of electric power plants and natural gas
transmission and distribution networks located outside of the United States. As of December 31, 2007, $708.4
million of equity is attributable to facilities located in Austria, $490.5 million in The Netherlands and $185.5

- million in Australia.

The components of the net investment in finance leases at December 31, 2007 and 2006 are summarized
below {millions of dollars):

At December 31, 2007;

Scheduled lease payments, net of non-recoursedebt ... ... ... ... ..ol $2.281.2
Less: Unearned and deferred income .. .....ovtiiiniiiniinienennnnrinaeans e (R96.8)
Investment in finance leases heldintrust ... ... ..o e e 1,384.4
I I oy T 3. (772.8)
Net Investment in Finance Leases Heldin Trust . ......oertriiiiriierronnnennrnen $ 6116

At December 31, 2006

Scheduled lease payments, net of non-recoursedebt ....................... ST $2,284.6
Less: Unearned and defermed INCOIME . ... vt inttinin e mnrnnsaaseacnnernan (962.8)
Investment in finance leases held I ArUst . .. .v i ve i iiniine i it ienrereinenaras 1,321.8
Less: Defarred 1aKes . ... ... ittt i it e et e, (682.2)
Net Investment in Finance Leases Held in Trust .. .......ruurveeeseernrnanneenn.s $ 8306

Income recognized from leveraged leases (included in “Other Operating Revenue”) was comprised of the
following for the years ended December 31:

2007 2006 2005

. (Mons of dollars)
Pre-tax, earnings from leveragedfeases ........... ..., 5760 $882 $815
" INCOME AKX CXPENSE ..\ttt ittt ive it ttr e imatiaarerbnnas 158 258 20,6
Net Income from Leveraged Leases Heldin Trust .................... 3602 $624 3609

Scheduled lease payments from leveraged leases are net of non-recourse debt. Minimum lease payments
receivable from PCI’s finance leases for each of the years 2008 through 2012 and thereafier are zero for 2008 and
2009, $16.0 million for 2010, zero for 2011 and 2012, and $1,368 4 million thereafter. For a discussion of the
federal tax treatment of cross-border leases, see Note (12) “Commitments and Contingencies.”

Lease Conunitments

Pepco leases its consalidated control center, an integrated energy management center used by Pepco to
centrally control the operation of its transmission and distribution systems. This lease is accounted for as a capital
lease and was initially recorded at the present value of future lease payments, which totaled $152 million. The
lease requires semi-annual payments of $7.6 million over a 25-year period beginning in December 1994 and
provides for transfer of ownership of the system to Pepco for $1 at the end of the lease term. Under SFAS No. 71,
the amortization of leased assets is modified so that the total interest on the obligation and amortization of the
leased asset is equal to the rental expense allowed for rate-making purposes. This lease has been treated as an

operating lease for rate-making purposes.
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Capital Jease assets recorded within Property, Plant and Equipment at December 31, 2007 and 2006, in
millions of dollars, are comprised of the following:

Original  Accumulated  Net Book

At December 31, 2007 Cost Amortization Valae
TrANSIESSION .« . oot ittt et ittt s e o e $ 760 $20.5 $ 555
Distribution . ... o0t et it e et ' 76.0 20.5 55.5
General ..................... e et eae g 2.6 24 ) 2
B0 ) $154.6 $434 §111.2
At December 31, 2006 ‘
TTANSIMESION + v . v v v st vttt tte e s e et teaeeannesaa e s aann $ 76.0 $18.0 $ 580
BT 1oL 14T « S AP 76.0 18.0 58.0
General ... .. e e e 2.6 2.0 6
10" 7 PR 51546 $38.0 $1166 .

The approximate annual commitments under all capital leases are $15.4 million for 2008, $15.2 million for
2009, 2010, 2011 and 2012, and $106.7 million thereafter.

Rental expense for operating leases was $50.6 million, $50.8 million, and $53.3 million for the years ended
December 31, 2007, 2006, and 2003, respectively.

Total future minimum operating lease payments for Pepco Holdings as of December 31, 2007 include $38.1
million in 2008, $33.7 million in 2009, $28.7 million in 2010, $23.6 million in 2011, $24.0 mllhon in 2012 and
$361.9 million after 2012.

(5) PROPERTY, FLANT AND EQUIPMENT
Property, plant and equipment is comprised of the following:

Origioasl  Accummlated Net Book

At December 31, 2007 Cost Depreciation Yalue
: (MiRtions of dollars)

GENETALON . . .. ettt e et et e e $1,7582 $ 6079 $1,1503
DistributOn |, . e e i et 64942 24266 40616
Transmission ... ...t i i e 1,961.7 -~ 7122 1,2495
GBS . e e 363.7 1048 2589
Construction work INPrOEress .........c...iiiiunneueerccaniserss 561, - — 561.1
Non-operating and other property . .......oveeiinetiinniaaarinnnenns 1,167.6 578.3 589.3

Total ... e i e $123065 $44298 $7.876.7
At December 3t, 2006
LT e P $ 18116 § 6089 $1,202.7
Distrbution ... ..oen i s 62856 23023 39833
Transmission . ... ... oot i e e 1,850.3 679.1 1,171.2
85 « e vttt e e e - 3498 97.6 2522
Construction WOrk N PrOZTESS .. ...v.vuerireenenrrrerecnacscrnes s 3435 — 3435
Non-operating and other property . ............. et 1,178.9 5552 623.7

Total .. e $11,819.7 $4,243.1 $7,576.6

The non-operating and other property amounts include balances for general plant, distribution and
transmission plant held for future use as well as other property held by non-utility subsidiaries.
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Pepco Hoidings® utility subsidiaries use separate depreciation rates for each electric plant account. The rates
vary from jurisdiction to jurisdiction.

Asset Sales

As discnssed in Note (2), Summary of Significant Accounting Policies, in the third quarter of 2006, ACE
completed the sale of its interest in the Keystone and Conemaugh generating facilities for approximately $175.4
million {after giving effect to post-closing adjnstments} and in the first quarter of 2007, ACE completed the sale
of the B.L. England generating facility for a price of $9.0 million.

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

Jointly Owned Plant

PHI’s Consolidated Balance Sheet inciudes its proportionate share of assets and liabilities related to jointly
owned plant. PHF' s subsidiaries have ownership interests in transmission facilities and other facilities in which
varions pariies have ownership interests. PHI's proportionate share of operating and maintenance expenses of the
jointly owned plant is included in the corresponding expenses in PHI's Consolidated Statements of Earnings. PHI
is responsible for providing its share of financing for the jointly owned facilities. Information with respect to
PHI's shate of jointly owned plant as of December 31, 2007 is shown below.

Construction
Ownership Plantin  Accomulated Work in
Jointly Owned Plant Share Service Depreciation Progress
(Millions of doflars)
Transmission Facilities ... ... ... ... ... ..c.oiieeo.. .. Varous  $35.8 $23.1 $—
Other Facililies . ..o vttt e e e e e et e et e ens Various 5.1 21 -
4o | S S $40.9 $25.2 $—

(6) PENSIONS AND OTHER POSTRETIREMENT BENEFITS
Pension Benefits and Gther Postretirement Benefits

Pepeo Holdings sponsars the PHI Retirement Plan, which covers substantially all employees of Pepco, DPL,
ACE and certain employees of other Pepco Holdings’ subsidiaries. Pepco Holdings also provides supplemental
retirement benefits to certain eligible executive and key employees through nonqualified retirement plans.

Pepco Holdings provides certain postretirement health care and life insurance benefits for eligible retired
employees. Certain employees hired on January 1, 2005 or later will not have company subsidized retiree
medical coverage; however, they will be able to purchase coverage at full cost through PHI.

Pepeo Holdings accounts for the PHI Retirement Plan and nonqualified retirement plans in accordance with
SFAS No. 87, “Employers’ Accounting for Pensions,” and its postretitement health care and life insurance
benefits for eligible employees in accordance with SFAS Na. 106, “Employers’ Accounting for Postretirement
Benefits Other Than Pensions.” In addition, on December 31, 2006, Pepco Holdings implemented SFAS
No. 158, “Employers’ Accounting for Defined Benefit Pension and Other Postretirement Plans, an amendment of
FASR Statements No. 87, 88, 106 and 132 (R)” (SFAS No. 158) which requires that companies recognize a net
liability or asset to report the funded status of their defined benefit pension and other postretirement benefit plans
on the balance sheet with an offset to accumulated other comprehensive income in sharcholders’ equity or a
deferral in a regulatory asset or liability if probable of recovery in rates under SFAS No. 71 “Accounting For the
Effects of Certain Types of Legislation.” SFAS No.158 does not change haw pension and other postretirement
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benefits are accounted for and reported in the consolidated statements of earnings. PHI's financial statement
disclosures are prepared in accordance with SFAS No. 132, “Employers’ Disclosures about Pensions and Other
Postretirement Benefits,” as revised and amended by SFAS No. 158, Refer 1o Note (2) “Summary of Significant
Accounting Policies—Pension and Other Postretirement Benefit Plans” for additional information.
All amounts in the following tables are in mitlions of dolars.
Other Postretirement
Pension Benefits Benefits
At December 31, 2007 2006 2007 2006
Change in Benefit Obligation
Benefit obligation at beginning of year ............. $1,7153  $1,7460 $6112 $6102
SEIVICE COSE L o\t v vt e ane it e e annranceanareenns 36.3 40.5 7.1 84
Interest cost . ... ..o e 10l.6 96.9 36.7 34.6
Amendments ... ... e e 3.6 — -— —
Actarial (gain) 1085 .. ... o i e {7.0) (42.4) 3.2 (3.5
Bemefitspaid ........... oo (149.0) (125.7) (384) (38.4)
Benefit obligation atend of year .................. $1,700.8 $1,7153 §$6198 $611.2
Change in Plan Assets
Fair value of plan assets at beginning of year ........ $1,633.7  $1,5734 $2062 $1737
Acwal return on plan assets . ..................... 138.7 177.8 12.0 23.2
Company conteibutions . . ... rerninens.. 3.0 32 54.5 4177
Benefitspaid . ......oovvvnt i (149.0)  (125.7) (38.4) (38.4)
Fair value of plan assets atendof year.............. $1,631.4  $1,633.7 $2343 §$2062
Funded Status at end of year (plan assets less plan ‘ '
ODLZALONS) + v v vt vesvereveee i caeeianenns $ (694) $ (81.6) $(3853) $(405.0)

The following table provides the amounts recognized in PHI’s Consolidated Balance Sheets as of
December 31, 2007 in compliance with SFAS No. 158:

Other Postretirement
Pension Benefits Benefits
. 2047 2006 2007 2006

Regulatory asset ..................... e - $2026 $2259 1314 $1355
Current liahiBtes ... ... . it a i 3.9) (3.3) — —
Pension benefit obHgation .. .........cooriuinrraennns (65.5) (78.3) — —
Qther postretirement benefit obligations ............... — — (385.5) (405.0)
Deferred Income taX ... ... vttt iieiaaieenas 5.0 5.6 — e
Accumulated other comprehensive income, netof tax .. .. 7.5 B.4 — - —
Net amount recognized ... ....... ... . ... 0eieae $1457  $1623  $(254.1) $(269.5)
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Amounts included in accomulated other comprehensive income (pre-tax) and regulatory assets at
Decernber 31, 2007 in compliance with SFAS No. 158 consist of:

Other Postretivement
Pension Benefits Benefiis
207 2006 2607 2006
Unrecognized net actuarial loss ..................... $214.7 $2428  $1589 $167.6
Unamortized prior service cost (credit) ............... 3 1.1 (31.2) (36.6)
Unamortized transition liability ..................... — — 3.7 4.5

215.0 243.9 1314 135.5

Accumulated other comprehensive income ($7.5 million,
and $8.4 million netof tax) ...................... 12.4 14.0 — —
Repulatory assets ...........covvnnnnnennnennnnn.. 202.8 2299 1314 135.5

$215.0 $2439 %1314 $135.5

'The table below provides the components of net periodic benefit costs recognized for the years ended

December 31.
Other Postretirement
Pension Benefits Benefits
2007 2006 2005 2007 2006 2005

Service Cost - .. vvenie o $ 363 % 405 $ 379 $ 71 $ B84 % &5
Inierestcost .. vvnniiiiriinninenn 101.6 96.9 946.1 36.7 34.6 336
Expected return on plan assets . ..... (130.2)  (130.0) (1255 (133 (11.%) (109
Amuortization of priar service cost . ... 8 8 1.1 (4.2) (4.0) (3.3)
Amortizationof netloss ........... 93 17.5 109 11.2 14.3 113
Recognition of Benefit Contract ..... 36 — — 20 — —
Curtailment/Settlement

(Gain)Loss . .....ooovvvnvean.. 3.3 — — (.4) — —
Net periodic benefitcost ........... $ 247 % 257 $ 205 $391 $418 §392

The 2007 combined pension and other postretirement net periodic benefit cost of $63.8 million includes
$22.3 million for Pepco, $4.3 million for DPL and $11.0 million for ACE. The remaining net periodic benefit
cost includes amounts for other PHI subsidiaries.

The 2006 combined pension and other postretirement net periodic benefit cost of $67.5 million includes
$32.1 million for Pepco, §.7 million for DPL and $14.3 million for ACE. The remaining net periodic benefit cost
includes amounts for other PHI subsidiaries.

The 2005 combined pension and other postretirement net periodic benefit cost of $59.7 million includes
$28.9 million for Pepco, $(2.0) million for DPL and $16.9 miflion for ACE. The remaining net periodic benefit
cost includes amounts for other PHI subsidiaries.
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The following weighted average assumptions were used to determine the benefit obligations at
December 31:

Other Postretirement
Pension Bepefits Benefits
2007 2006 2007 2006
)Tt a L v R 6.25% 6.00% 6.25% 6.00%
Rite of compensation IDCIEase .......ovveevriaenrvvion- 4.50% 4.50% 4.50% 4.50%
Heallh care cost trend rate assumed for current year ... ... — — 8.00% 9.00%

Rate to which the cost trend rate is assumed to decline (the
ultimate trend rate) —_ —_ 5.00% 5.00%
Year that the rate reaches the ultimate trend rate —_— — 2010 2010

Assumed health care cost trend rates may have a significant effect on the amounts reported for the health

care plans. A one-percentage-point change in assumed heaith care cost trend rates would have the following
effects (millions of dollars):

1-Percentage- 1-Percentage-
Point Increase  Point Decrease

Increase (decrease) on total service and interest cost . ... ..ovcenennn $21 $ 2.0
Increase (decrease) on postretirement benefit obligation ............ $31.8 $31.6)

The following weighted average assumptions were used to determine the net periodic benefii cost for the
years ended December 31:

Other Postretirement
Pension Benefits Benefits
2007 2006 2007 2006
DISCOUNLTAE . ...ttt iee i aee e aanr s 6.000% 5.625% 6000%  5.625%
Expected long-term retumn on plan assets ............... 8.250% 83500% 8250%  8.500%
Rate of compensation Increase . .. .....vvvvinririannans 4500% 4.500% 450%  4.500%

A cash flow matched bond portfolio approach to developing a discount rate is used to value SFAS No. 87

and SFAS No. 106 liabilities. The hypothetical portfolia includes high quality instruments with maturities that
mirror the benefit obligations.

In selecting an expected rate of return on plan assets, PHI considers actual historical returns, economic
forecasts and the judgment of its investment consultants on expected long-term performance for the types of
investments held by the plan. The plan assets consist of equity and fixed income investments, and when viewed
over a long-term horizon, are expected to yield a return on assets of 8.250%,

Plan Assets

The PHI Retirement Plan weighted average asset allocations at December 31, 2007, and 2006, by asset
categosy are as follows:

Plan Assets
at December 31,  Toget Plam -

2007 2006 Allocation Maximum

Asset Category

Equity securities ......... ... i iien i 58% 58% 0%  55% -65%
Debt Securities . .........civvniiineernnenninesns 3% 4% 30% 30% - 50%
......................................... 9% 8%  10% 0% —10%

......................................... 100% 100% 100%




Pepco Holdings” Other Postretirement plan weighted average asset allocations at December 31, 2007, and
2006, by asset category are as follows:

Plan Assets Target Plan

at Becember 31, aset Minimum/
2007 2006 Allocation Maximum
Asset Category _
Equity securities ... ........ ..o i 62% 64% 60% 55% — 65%
Debtsecurities ........ ... ... . . . e 4% 33% 35% 20% - 50%
Cash ... e e _4% __3% ___5% 0% — 10%
Total ....... FE T 100% 100% 100%

In developing an asset allocation policy for the PHI Retirement Plan and other postretirement plan, PHI
examined projections of asset returns and volatility over a long-term horizon. In connection with this analysis,
PHI examined the risk/return tradeoffs of alternative asset classes and asset mixes given long-term historical
relationships, as well as prospective capital market returns. PHI also conducted an asset/liability study to match
projected asset growth with projected liability growth and provide sufficient liguidity for prajected benefit
payments. By incorporating the results of these analyses with an assessment of its risk posture, and taking into
account industry practices, PHI developed its asset mix guidelines. Under these guidelines, PHI diversifies assets
in order to protect against large investment losses and to reduce the probability of excessive performance
volatility while maximizing return at an acceptable risk level. Diversification of assets is implemented by
allocating monies to various asset classes and investment styles within asset classes, and by retaining investment
management firm(s) with complementary investment philosophies, styles and approaches. Based on the
assessment of demographics, actnarial/funding, and business and financial characteristics, PHI believes that its
risk posture is slightly below average relative to other pension plans. Consequently, Pepco Holdings believes that
a slightly below average equity exposure (i.. a target equity asset allocation of 60%) is appropriate for the PH1
Retirement Plan and the other postretirement plan.

On a periodic basis, Pepco Holdings reviews its asset mix and rebalances assets back to the target allocation
over a reasonable period of time.

No Pepco Holdings common stock is included in pension or postretirement program assets.

Cash Flows
Contributions—PHI Retirement Plan

Pepeo Holdings™ funding policy with regard to the PHI Retirement Plan is to maintain a funding level in
excess of 100% with respect to its accumulated benefit obligation (ABO). The PHI Retirement Plan currently
meets the minimum funding requirements of the Employment Retirement Income Security Act of 1974 (ERISA)
without any additional funding. In 2007 and 2006, PHI made no contributions to the plan. At December 31, 2007,
PHI’s Plan assets were $1,631.4 and the ABO was $1,538.0 million. At December 31, 2006, PHI's Plan assets
were $1,633.7 million and the ABO was $1,575.2 million. Assuming no changes to the current pension plan
assumptions, PHI projects no funding will be required under ERISA in 2008; however, PHI may elect to make a
discretionary tax-deductible contribution, to maintain its plan assets in excess of its ABQ.

Contributions—Orther Postretivement Benefits

In 2007 and 2006, Pepco contributed $10.3 million and $6.0 million, respectively, DPL contributed $8.0
million and $6.8 million, respectively, and ACE contributed $6.8 million and $6.6 million, respectively, to the
plans. In 2007 and 2006, contributions of $13.2 million and $13.5 million, respectively, were made by other PHI
subsidiaries. Assuming no changes io the other postretirement benefit pension plan assumptions, PHI expects
similar amounts to be contributed in 2008.
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Expected Benefit Payments

Estimated future benefit payments to participants in PHI's pension and postretirement welfare benefit plans,
which reflect expected future service as appropriate, as of December 31, 2007 are as follows (millions of
dollars):

Years ' Penslon Benefits  Other Postretirement Benefits
2008 . e e $106.5 $ 403
2000 . 110.2 423
2000 ..t 112.4 44,
2000 . 119.5 45.5
20012 121.8 46.5
2013 through 2007 .. ov v e 656.3 246.%

Medicare Prescription Drug Improvement and Modernization Act of 2003

On December 8, 2003, the Medicare Prescription Drug Improvement and Modernization Act of 2003 (the
Medicare Act) became effective. The Medicare Act introduced a prescription drug benefit under Medicare
(Medicare Part D), as well as a federal subsidy 1o sponsors of retiree health care benefits plans that provide a
benefit that is at least actuarially equivalent to Medicare Part [J. Pepco Holdings sponsors post-retirement health
care plans that provide prescription drug benefits that PHI plan actuaries have determined are actuarially
equivalent to Medicare Part D, At December 31, 2007, the estimated reduction in accumulated postretirement
benefit obligation is $30.4 million. In 2007 and 2006, Pepco Holdings received $1.9 million and $1.6 million,
respectively, in Federal Medicare prescription drug subsidies.

Pepco Holdings Retirement Sqvings Plan

Pepco Holdings has a defined contribution employee benefit plan (the Plan). Participation in the Plan is
voluntary. All participants are 100% vested and have a nonforfeitable interest in their own contributions and in
the Pepco Holdings company maiching coniributions, including any eamings or losses thereon. Pepco Holdings’
matching contributions were $11.0 million, $11.0 million, and $10.4 million for the years ended December 31,
2007, 2006, and 2003, respectively.
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(7) DEBT
LONG-TERM DEBT
The components of long-term debt are shown below.

At December 31,
Interest Rate ' Maturity 2007 2006
{Millions of dolinrs)
First Mortgage Bonds
Pepco:
6.25% 2007 $ — $ 1750
6.50% 2008 78.0 78.0
5.875% 2008 500 50.0
1.73% (a) 2010 16.0 164
4.95% (a)(b) 2013 200.0 200.0
4.65% (a)(b) 2014 175.0 175.0
Variable (a)(b) 2022 109.5 109.5
5.375% (a) 2024 38.3 38.3
5.75% (a)(b) 2034 100.0 1000
540% (a)(b) ‘ 2035 1750 175.0
6.50% (a)(b) : 2037 250.0 —
ACE;
6.71% -17.15% 2007 - 2008 50.0 51.0
7.25% - 7.63% 20102014 3.0 8.0
6.63% 2013 68.6 68.6
7.68% 2015 -2016 170 17.0
6.80% (a) 2021 389 38.0
5.60% (a) 2025 40 4.0
Variable {(a)(b) 2029 547 - 547
5.80% (a)(b) 2034 120.0 120.0
5.80% (a)(b) 2036 105.0 105.0
Amortizing First Mortgage Bonds
DPL:
6.95% 2007 - 2008 4.4 7.6
Total First Mortgage Bonds 31,6624 $1.591.6
Unsecured Tax-Exempt Bonds
DPL:
5.20% 2019 $ 310 3 310
3.15% 2023 () 18.2 18.2
5.50% 2025(d) 15.0 15.0
4.90% 2026(e) 345 345
5.65% 2028 16.2 16.2
Variable 20302038 934 934
Total Unsecured Tax-Exempt Bonds § 2083 § 2083

{(a) Represents a series of First Mortgage Bonds issued by the indicated company as collateral for an
outstanding series of senior notes or tax-exempt bonds issued by the same company. The maturity date,
optional and mandatory prepayment provisions, if any, interest rate, and interest payment dates on each
series of senior notes or tax-exempt bonds are identical to the terms of the collateral First Mortgage Bonds
by which it is secured. Payments of principal and interest on a series of senior notes or tax-exempt bonds
satisfy the corresponding payment obligations on the related series of collateral First Mortgage Bonds.
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(b)

(c)
@
(e)

Because cach series of senior notes and tax-exempt bonds and the series of collateral First Mortgage Bonds
securing that series of senior notes or tax-exempt bonds effectively represeats a single financial obligation,
the senior notes and the tax-exempt bonds are not separately shown on the table. '

Represents a series of First Mortgage Bonds issued by the indicated company as collateral for an
outstanding series of senior notes as described in footnote (a) above that will, at such Gme as there are no
First Mortgage Bonds of the issning company outstanding (other than collateral First Mortgage Bonds
securing payment of senior notes), cease to secure the corresponding series of senior notes and will be
cancelled.

The bonds are subject to mandatory tender on August 1, 2008,

The bonds are subject to mandatory tender on July 1, 2010,

The bonds are subject to mandatory tender on May 1, 2011.

NOTE: Schedule is continued on next page.
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At December 31,

Interest Rate Maturity 2007 2006
(MiBions of dellars)
Medium-Term Notes (unsecured)
Pepco:
7.64% _ 2007 5§ — § 350
6.25% 2009 "50.0 500
DPL:
7.06% - 8.13% 2007 — 61.5
7.56% - 7.58% 2017 14.0 140
6.81% 2018 4.0 4.0
7.61% 2019 12.0 120
7.712% 2027 10.0 10.0
ACE:
7.52% 2007 — 15.0
Total Medium-Term Notes (unsecured) $ 900 % 2015
Recourse Debt
PCI:
6.59% - 6.69% 2014 % 11 % 111
1.62% 2007 — 343
7.40% (a) 2008 92.0 92,0
Total Recourse Debt $ 103.1 $ 1374
Notes (secured)
Pepco Energy Services:
7.85% 2007 % 100 3 99
Notes (unsecured)
PHI:
5.50% 2000 $ — % 5000
Variable 2010 250.0 250.0
4.00% 201¢ 200.0 200.0
6.45% 2012 7500 7500
5.90% ' 2016 200.0 200.0
6.00% 2017 250.0 —
6.00% 2019 200.0 —_—
7.45% 2032 250.0 250.0
DPL: )
5.00% 2014 100.0 100.0
5.00% 2015 100.0 100.0
5.22% : 2016 100.0 100.0
Total Notes (unsecured) $2,4000 $2,450.0

{(a) Debt issued at a fixed rate of 8,.24%. The debt was swapped into variable rate debt at the time of issuance,

NOTE: Schedule is continued on next page.
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At Decembrer 31,

Interest Rate Maturity 2007 2006
(Millions of dollars)
Total Long-Term Debt $4,473.8 $4,598.7
Net unamortized discount : - 62) - 49
Current maturities of long-term debt (292.8) (825.2)
Total Net Long-Term Debt $4,174.8 $3,768.6
Transition Bonds Issued by ACE Funding ' :
2.89% 2000 § 132 $§ 343
2.80% 2011 144 230
4.21% 2013 66.0 66.0
4.46% 2016 52.0 52.0
4.91% 2017 118.0 1180
5.05% 2020 54.0 54.0
5.55% 2023 147.0 147.0
Total : $ 4646 § 4945
Net unamortized discount 'R (.2)
Current maturities of long-term debt . (31.0) (29.9)
Total Transition Bonds issued by ACE Funding $ 4335 § 4644

The outstanding First Mortgage Bonds issued by each of Pepco, DPL and ACE are secured by a lien on
substantially all of the issuing company’s property, plant and equipment.

ACE Funding was established in 2001 solely for the purpose of securitizing authorized portions of ACE's
recoverable stranded costs through the issuance and sale of 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 (Bandable Transition Property). The assets of ACE
TFunding, 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.

The aggregate amounts of maturities for long-term debt and Transition Bonds outstanding at December 31,
2007, are $323.8 million in 2008, $82.2 million in 2009, $531.% million in 2010, $69.9 million in 2011, $787.3
million in 2012, and $3.143.3 million thereafter.

PHI’s long-term debt is subject to certain covenants. PHI and its subsidiaries are in compliance with all
requirements.

LONG-TERM PROJECT FUNDING

As of December 31, 2007 and 2006, Pepco Energy Services had outstanding total long-term project funding
{(including current malurities) of $29,3 million and $25.7 million, respectively, related to energy savings contracts
performed by Pepco Energy Services. The aggregate amounts of maturities for the project funding debt
outstanding at December 31, 2007, are $8.4 million in 2008, $2.1 million in 2009, $2.0 million in 2010, §1.7
million in 2011, §1.6 million in 2012, and $13.5 million thereafter.
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SHORT-TERM DEBT

Pepeo 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 1o tempotarily
fund long-term capital requirements. A detail of the components of Pepco Holdings' short-term debt at
December 31, 2007 and 2006 is as follows.

2007 2006
(Millions of dollars)
Commercial Paper . .. .. .ot e e e $137.1  $195.4
Variablerate demand bonds . . ... . i i e e 151.7 154.2
T I $288.8 $349.6

Commercial Paper

Pepco Holdings maintains an ongoing commercial paper program of up to $875 million. Pepco, DPL., and
ACE have ongoing commercial paper programs of up to $500 million, $275 million, and $250 million,
respectively, The commercial paper programs of PHI, Pepco, DPL and ACE are backed by a $1.5 billion credit
facility, which is described under the heading “Credit Facility” below.

Pepco Holdings, Pepco, DPL and ACE had zero, $84.0 million, $24.0 million and $29.1 million of
commetcial paper outztanding at December 31, 2007, respectively. The weighted average interest rate for Pepeo
Holdings, Pepco, DPL and ACE commercial paper issued during 2007 was 5.58%, 5.27%, 5.35% and 5.45%
respectively. The weighted average maturity for Pepco Heldings, Pepco, DPL and ACE was two, four, four, and
three days respectively for all commercial paper issued during 2007.

Variable Rate Demand Bonds

Variable Rate Demand Bonds (“VRDB”) are subject to repayment on the demand of the holders and for this
reason are accounted for as short-term debt in accordance with GAAP, However, bonds submitted for purchase
are remarketed by a remarketing agent on a best efforts basis. PHI expects that the bonds submitted for purchase
will continue to be remarketed successtully due to the credit worthiness of the issuing company and because the
remarketing resets the interest rate to the then-current market rate. The issuing company also may utilize one of
the fixed rate/fized term conversion options of the bonds to establish a maturity which corresponds to the date of
final maturity of the bonds. On this basis, PHI views VRDBs as a source of long-term financing. The VRDBs
outstanding ot December 31, 2007 mature in 2008 to 2009 {$5.8 million), 2014 to 2017 ($48.6 million), 2024
($33.3 million) and 2028 to 2031 ($64 million). The weighted average interest rate for VRDB was 3.79% during
2007 and 3.55% during 2006.

Credit Facility

PHI, Pepco, DPL and ACE maintain a credit facility to provide for their respective short-term liquidicy
needs,

The aggregate borrowing limit under the facility is $1.5 billion, all or any portion of which may be used to
obtain loans or to issue letters of credit. PHI's credit limit under the facility is $875 million. The credit limit of
sach of Pepco, DPL and ACE is the lesser of $500 million and the maximum amount of debt the company is
permitted to have outstanding by its regulatory authorities, except that the aggregate amount of credit used by
Pepco, DPL and ACE at any given time collectively may not exceed $625 million. The interest rate payable by
each company on utilized funds is based on the prevailing prime rate or Furodallar rate, plus a margin that varies
according to the credit rating of the borrower. The facility also includes a “swingline loan sub-facility,” pursuant
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to which each company may make same day borrowings in an aggregate amount not to exceed $150 million. Any
swingline loan must be repaid by the borrower within seven days of receipt thereof. All indebtedness incurred
under the facility is unsecured.

The facility commitment expiration date is May 5, 2012, with each company having the right 1o elect to
have 100% of the principal balance of the loans outstanding on the expiration date continued as non-revolving
term loans for a period of one year from such expiration date.

The facility is intended to serve primarily as a source of liquidity to suppart the commercial paper programs
of the respective companies. The companies also are permitted to use the facility to borrow funds for general
corporate purposes and issue letters of credit. In order for a borrower to use the facility, certain representations
and warranties made by the borrower at the time the credit agreement was entered into also must be rue at the
time the facility is utilized, and the borrower must be in compliance with specified covenants, including the
financial covenant described below. However, a material adverse change in the borrower's business, property,
and results of operations or financiat condition subsequent to the entry into the credic agreement is not a
condition to the availability of credit under the facility. Among the covenants to which each of the companies is
subject are (i) the requirement that cach borrowing company maintain a ratio of total indebtedness to total
capitalization of 65% or less, computed in accordance with the terms of the credit apreement, which calculation
excludes certain trust preferred securities and deferrable interest subordinated debt from the definition of total
indebtedness (not to exceed 15% of total capitalization), (ii) a restriction on sales or other dispositians of assets,
other than sales and dispositions permitted by the credit agreement, and (iii) a restriction on the incursence of
liens on the assets of a borrower or any of its significant subsidiaries other than liens permitted by the credit
agreement. The agreement does not include any rating triggers.

{3) INCOME TAXES

PHI and the majority of its subsidiaries file a consolidated federal income tax return. Federal incomne taxes
are allocated among PHI and the subsidiaries included in its consolidated group pursuant to a written tax sharing
agreement that was approved by the SEC in connection with the establishment of PHI as a holding company as
part of Pepco’s acquisition of Conectiv on August 1, 2002. Under this tax sharing agreement, PHI’s consolidated
federal income tax liability is allocated based upon PHI's and its subsidiaries’ separate iaxable income or loss.
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The provision for consolidated income faxes, reconciliation of consolidated income tax expense, and
components of consolidated deferred tax liabilities (assets) are shown below.

Provision for Conselidated Income Taxes

For the Year
Ended December 31,
2007 2006 2005
(Millions of dollars)
Operations
Current Tax Expense (Benefit) o ‘
Federal ...t i et e e $1034 5775 $236.2
Stateand local ... ... e 5.0 — 81.9
Total Current Tax Expense (Benefit) .. .. .. ... ................. 108.4 (77.5) 3181
Deferred Tax Expense (Benefit)
Federal . ... ir i i e et e e 82,2 202.8 (24.4)
Stateand local .. ... .. e i 5 40.8 (33.4)
Investment tax credits .......... ...t i, (3.2) 4.7 B.D
Total Deferred Tax Expense (Benefit) . ...........ccooiiin et 79.5 2389 (62.9)
Total Income Tax Expense from Operations ...................... 1879 161.4 2552
" Extraordinary Item
Deferred Tax Expense
Federal ....... . i il i i e i — _ 4.8
Stateandlocal ...... ... ciii i — - 1.4
Total Deferred Tax on Extraordinary lem ....................... - = 6.2
Total Consolidated Income Tax Expense ..............coiennivsn. $187.9 S$l6l4  $261.4
Reconciliation of Consolidated Income Tax Expense
For the Yeur Ended December 31,
2006 20805
Rate  Antount Rate Amount EE.
(Millions of dollars)
Income Before Income Taxes and Extraordinary Item ... .... $409.7 $617.4
Preferred Dividends . ...... ... ... ... .. i, 12 2.5

2007
Amount
$522.1
-
Income Before Preferred Dividends, Income Taxes and
Extraordinary Item ... ... ... ..., $522.4 $410.9 $619.9
$182.8
9.5
22.6
(2.8)
(19.5)

Income tax at federal statutory rate . ...........ooviiue..n. 35% $143.8 35% $217.1 35%

Increases (decreases) resvlting from

Depreciation method and plant basis differences .. ......, 2 79 2 9.7 1
State income taxes, net of federaleffect . ............... 4 256 6 30.8 5
Taxcredits ... ..covviiiiii i e (1) @4n (O “an
Maryland State refund, net of federaleffect . ............ )] — = —_ -
Leveraged leases ... ... .. ... ... c.oiiiiiiiiaian, (74) (1) 93 @ 78
Change in estimates related to prior vear tax liabilities . . . . 4.8 1 26 — 179 3
Deferred tax basis adjustment .......... ... ...l 4.1 1 — — —  —
Other, et ..o e e e e 6.2) () 435 (O (7.8) _(1_ )
Total Consolidated Income Tax Expense from Operations .. ... $187.9 36% $1614 39% 52352 41%
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FIN 48, “Accounting for Uncertainty in Income Taxes”

As disclosed in Note (2), “Summary of Significant Accounting Policies”, PHI adopted FIN 48 effective
January 1, 2007. Upon adoption, PHI recorded the cumulative effect of the change in accounting principle of
$7.4 million as a decrease in retained earnings. Also upon adoption, PHI had $186.9 million of unrecognized tax
benefits and $24.3 million of related accrued interest.

Reconciliation of Beginning and Fnding Balances of Unrecognized Tax Benefits

Balance asof January 1, 2007 .. ... .. ... i i i i e " 51869
Tax positions related to current year: : -
A0S L e e 373
Reductions ................ e et e e e e s {1.1)
Tax positions related to prior years: '
AddItIOnS ... . e e e i i12.5
RedUCtiONS .. o . it e e (13.3)
SetlemEntS ... i aaa e (47.1)
Balance as of December 31, 2007 ..ottt e 32754

As of December 31, 2007, PH had $26 4 million of accrued interest related to unrecognized tax benefits,

Unrecognized Benefits That If Recognized Would Affect the Effective Tax Rate

Unrecognized tax benefits represent those tax benefits related to tax positions that have been taken or are
expected to be taken in tax returns that are not recognized in the financial statements because, in accordance with
FIN 48, management has either measured the tax benefit at an amount less than the benefit claimed or expected
to be claimed or has concluded that it is not mare likely than not that the tax position will be ultimately sustained.

For the majority of these tax positions, the ultimate deductibility is highly certain, but there is uncertainty
about the timing of such deductibility. Unrecognized tax benefits at December 31, 2007, included $11.2 million
that, if recognized, would lower the effective tax rate,

Interest and Penalties

PHI recognizes interest and penalties relating to its unrecognized tax benefits as an element of tax expense.
For the year ended December 31, 2007, PHI recognized $2.1 million of interest expense and penalties, net, as a
component of tax expense.

Possible Changes to Unrecognized Benefits

Total unrecognized tax benefits that may change over the next twelve months include the matter of Mixed
Service Costs. See discussion in Note (12), “Commitments and Contingencies—IRS Mixed Service Cost Issue.”

Tax Years Open to Examination

PHI and the majority of its subsidiaries file a consolidated federal income tax return, PHI's federal incoine
tax liabilities for Pepco legacy companies for all years through 2000, and for Conectiv legacy companies for all
years through 1999, have been deternined by the IRS, subject to adjustment to the extent of any net operating
loss or other loss or credit carrybacks from subsequent years. The open tax years for the significant states where
PHI files state income tax returns (District of Columbia, Maryland, Delaware, New Jersey, Pennsylvania and
Virginia), are the same as nated above.
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Components of Consolidated Deferred Tax Liabilities (Assets)

At December 31,
2007 2006
: (Milions of dollars)
Deferred Tax Liabilitics (Assets)
Depreciation and other book-to-tax basis differences . . .............. . veuni.-- $1,7323 81,7746
Deferred taxes on amounts to be coflected through futurerates .. ... .............. - 531 43.0
Deferred investment tax Credils ... ... ittt it et naaanan {17.2) (23.4)
Contributions in aid of conStrucHOn . ... oo vt inenerernnranns S (52.6) (60.5)
Goodwill and fair value adjustments .. ... .00ttt iiarr it i e it et (107.0)  (187.1)
Deferred electric service and electric restructuring liabilities .................... (74.2) (58.6)
Finance and operating Feases . . ... ... ......coiuriuiei i 699.1 6076
Contracte With NUGS . ...ttt eeraareens e 67.8 72.6
Fuel and purchased enery ... ..o vtiiiiiieiiia ittt i e (94.8) (38.6)
PPt Y fAXES . . ..o ittt i e et (45.0) (63.3)
State net OPerating 1088 & i vo ittt it e e iaiaaaaaae (55.7) (45.5)
Valuation allowance on Statc net operating 1085 . ......ccvvrennnnrreenranaanss 364 29.5
Pension and other postretirement benefits . .............. ... ... ... .- 5587 64.1
Unrealized losses on fair valuedeclines .. ..........ccoviiirrniininrinnnns- (13.0) (1.7
01 A (103.6) - (53.1)
Total Deferred Tax Liabilities, Net ... ...ttt it r et et cercnenan - 2,08L3  2059.6
Deferred tax assets included in Other Current Assets . ... .ottt it iinnrarasnen 25.3 253
Deferred tax liabilities included in Other Current Liabilities .............. e raar e (1.5) (.9
Total Consolidated Deferred Tax Liabilities, Net Non-Current .. ................c.vun. © $2,105.1 $2,084.0

The net deferred tax liability represents the tax effect, at presently enacted tax rates, of temporary
differences between the financial statement and tax basis of assets and Habilities. The portion of the net deferred
tax liability applicable to PHI’s operations, which has not been reflected in current service rates, represents
income taxes recoverable through future rates, net and is recorded as a regulatory asset on the balance sheet,

The Tax Reform Act of 1986 repealed the Investiment Tax Credit (ITC) for property placed in service after
December 31, 1985, except for certain transition property. ITC previously earned on Pepce’s, DPL’s and ACE's
property continues to be normalized over the remaining service lives of the related asssts.

Resolution of Certain Internal Revenue Service Audit Matters

In 2006, PHI resolved cettain, but not all, tax matters that were raised in Iniernal Revenue Service audits
related to the 2001 and 2002 tax years. Adjustments recorded related to these resolved tax matters resulted ina
$6.3 million increase in net income ($2.5 million for Power Delivery and $5.4 million for Other Non-Regulated,
partially offset by an unfavorable $1.6 million impact in Corp. & Other). To the extent that the matters resolved
related to tax contingencies from the Conectiv legacy companies that existed at the Angust 2002 merger date, in
accordance with accounting rules, an additional adjustment of $9.1 million ($3.1 million related to Power
Delivery and $6.0 million related to Other Non-Regulated) was recorded in Corp. & Other to eliminate the tax
benefits recarded by Power Delivery and Other Non-Regulated against the goodwill balance that resulted from
the merger. Also during 2006, the total favorable impact of $2.6 million was recorded that resulted from changes
in estimates related to prior year tax liabilities subject to audit ($4.1 million for Power Delivery, partially offset
by an unfavorable $1.5 million for Corp. & Other),
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Non Financigl Lease Asset

The IRS, as part of its normal audit-of PCT’s income tax returns, questioned whether PCI is entitled to
certain ongoing tax deductions being taken by PCI as a result of the adoption by PCI of a carry-over iax basis for
a non-lease financial asset acquired in 1998 by a subsidiary of PCI. On December 14, 2004, PCY and the IRS
agreed to a Notice of Proposed Adjustment setiling this and certain other tax matters. This settlement resulted in
a cash payment in February 2006 for additional taxes and interest of approximately $22.8 million associated with
the examination of PCI’s 2001-2002 tax returns and an anticipated refund of taxes and interest of approximately
$7.1 million when the examination of PCT's 2003 return is completed. In addition, i the fourth quarter of 2004,
PCI took a tax charge to earnings of approximately $19.7 million for financial reporting purposes related to this
matter. The charge consisted of approximately $16.3 million to reflect the reversal of tax benefits recognized by
PCI prior to September 30, 2004, and approximately $3.4 million of interest on the additional taxes. During 2006
and 2005, PCI recorded tax charges to earnings of approximately $.1 mitlion and $.9 million, respectively, for
interest on the additional taxes. S

Taxes Other Than Income Taxes

Taxes other than income taxes for each year are shown below. The total amounts below include $348.2
million, $332.9 million, and $333.4 million, for the years ended December 31, 2007, 2006, and 2005,
respectively, related to the Power Delivery Business, which are recoverable through rates.

2007 2006 2008

(Miblions of dollars)
Gross Receipts/DeliVery . ... ..o v et iier et iiiraneaes - $1465  $149.1  $148.3
Property ....... ... .ot e 635 627 604 -
County Fueland Energy ..o oo vt iiicn s cnannes 884 84.3 8§90
Environmental, Useand Other ... . ... i iininnnns 58.7 46,9 44.5
7 I $357.1  $343.0 -$342.2
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() MINORITY INTEREST

The outstanding preferred stock issued by subsidiaries of PHI as of December 31, 2007 and 2006 consisted
of the foliowing. The shares of each of these series are redeemable solely at the option of the issuer.

Shares
Redemption Outstanding Dmbu al,

Serial Preferred Stock 2000 2006 007 2006
) ) {(Millions of
. dollars)
DPL (a) ‘
4.0% Series of 1943, $100 per share par value .............. $105.00 — 19,809 $— § 20
3.7% Series of 1947, $100 per share parvalue .............. $104.00 — . 39866 — 4.0
4.28% Series of 1949, $100 pershare parvalue ............. $104.00 — 28460 — 2.8
4.56% Series of 1952, $100) pershare par value ............. $105.00 — 19571 — 2.0
4.20% Series of 19335, $100 per share parvalve ............. $103.00 — 25404 — 25
5.0% Series of 1956, $100 per share parvalue .. ............ $104.00 — 48588 — 49
— 5182

ACE

4.0% Series of 1944, $100 per share par value .............. $105.50 24,268 24,268 $24 §$ 24
4.35% Series of 1949, $100 per share par value ............. $101.00 2942 2942 3 3
4.35% Serics of 1953, $100 per share par value ............. $101.00 1,680 1,680 2 2
4.10% Series of 1954, $100 per share par value . ............ $101.00 20,504 20,504 20 20
4.75% Series of 1958, $100 per share par value ............. $101.00 8,631 8,631 9 9
5.0% Series of 1960, $100 per share parvalue .............. $100.00 4,120 4,120 4 4
Total Preferred Stock of Subsidiaries ..................... $62 %244

(a) OnJanuary 18, 2007, DPL redeemed all of the outstanding shares of its preferred stock, with an aggregate
par value of $18.9 million, at prices ranging from 103% to 105% of par.

(10) STOCK-BASED COMPENSATION, DIVIDEND RESTRICTIONS, AND CALCULATIONS OF
EARNINGS PER SHARE OF COMMON STOCK

Stock-Based Compensation

PIII maintains a Long-Term Incentive Plan (LTIP), the objective of which is to increase shareholder value
by providing a long-term incentive to reward officers, key employees, and directors of Pepco Holdings and its
subsidiaries and to increase the ownership of Pepco Holdings’ commen stock by such individuals. Any officer or
key employee of Pepco Holdings or its subsidiaries may be designated by the Board as a participant in the LTIP.
Under the LTIP, awards to officers and key employees may be in the form of restricted stock, options,
performance units, stock appreciation rights, and dividend equivalents. Up to 10,100,000 shares of common stock
initially were available for issuance under the LTIP over a period of 10 years commencing August 1, 2002.

Total stock-based compensation expense recorded in the Consolidated Statements of Earnings for the vears
ended December 31, 2007, 2006, and 2005 is $4.3 million, $5.8 million, and $4.4 million, respectively. For the
years ended December 31, 2007, 2006, and 2005, $1.9 million, $.1 million, and zero, respectively, in tax henefits
were recognized in relation to stock-based compensation costs of stock awards. No compensation costs related to
restricted stock granis were capitalized for the vears ended December 31, 2007, 2006 and 2005.
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PHI recognizes compensation expense related to Performance Restricted Stock Awards based on the fair
value of the awards at date of grant, PHI estimates the fair value of market condition awards using 2 Monte Carlo
simulation model, in a risk-neutral framework, based on the following assumptions:

Performance Perlod
2004-2086 2005-2007
Risk-free interestrate (%o} - . ... .....ovvvnrvnnn AP 2.11 3.37
Peer valatilities (%) ... ..o e e 163-625 1535-60.1
Peercomelations ........ccoviiit i e et 0.13-0.69 0.15-0.72
Fair value of restricted share .. ....... ... ... ivir i, $24.06 $26.92

Prior to acquisition of Conectiv by Pepco, each company had a long-term incentive plan under which stock
options were granted. At the time of the acquisition, certain Conectiv options vested and were canceled in
exchange for a cash payment. Certain other Conectiv options were exchanged on a 1 for 1.28205 basis for Pepco
Holdings stock options under the LTIP: 590,198 Conectiv stock options were converted into 756,660 Pepco
Holdings stock options. The Conectiv stock options wete originally granted on January 1, 1998, January 1,

1999, Tuly 1, 1999, October 18, 2000, and January 1, 2002, in each case with an exercise price equal to the
market price (fair value) of the Conectiv stock on the date of the grant. The exercise prices of these options, after
adjustment to give effect to the conversion ratio of Conectiv stock for Pepco Holdings stock, are $17.81, $18.91,
$19.30, $13.08 and $19.03, respectively. All of the Pepco Holdings options received in exchange for the
Conectiv options are exercisable.

At the time of the acquisition of Conectiv by Pepco, outstanding Pepco options were exchanged on a
one-for-one basis for Pepco Holdings stock options granted under the LTIP. The options were originally granted
under Pepco’s long-term incentive plan in May 1998, May 1999, January 2000, May 2000, January 2001, May
2001, January 2002, and May 2002. The exercise prices of the options are $24.3125, $29.78125, $22.4375,
$23.15625, $24.59, $21.825, $22.57 and $22.685, respectively, which represent the market prices (fair values) of
the Pepco common stock on its original grant dates. All the options granted are exercisable.

Stock option activity for the three years ended December 31 is summarized below. The information
presented in the table js for Pepco Holdings, including converted Pepco and Conectiv options.

207 2006 : 2005
Number Weighted Namber Weighted Nuomsber Weighted
of Average of Average - of Average
Options Price Options Price Options - Price
Beginning-of-year balance .........., 1,130,724 $22.5099 1,864,250 $22.1944 2,063,754 $21.8841
Options exercised . ................. 591,089 $22.6139 733,526 $21.7081 196,299 $18.9834
Options forfeited .................. — % — — % — 3,205 $19.0300
Optionslapsed .................... 7000 $2632%9 = 09— § — — % —
End-of-year balance ................ 532,635 $22.3443 1,130,724 $22.5099 1,864,250 $22.1944
Exercisable atend of year ........... 532,635 $22.3443 1,130,724 $22.5099 1,814,350 $22.1840

All stock options have an expiration date of ten years from the date of grant.

The aggregate intrinsic value of stock options outstanding and exercisable at December 31, 2007, 2006, and
2003 was $3.8 million, $4.1 million, and $.1 million, respectively.

The total intrinsic value of stock options exercised during the years ended December 31, 2007, 2006, and
2005 was $3.0 million, $2.2 million, and $.8 million, respectively. For the years ended December 31, 2007, 2006,
and 2003, $1.2 million, $.9 million, and $.3 million, respectively, in tax benefits were recognized in relation to
stock-based compensation costs of stock options.
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As of December 31, 2007, an analysis of options outstanding by exercise prices is as follows:

o Welghted Average
Nuntber Outstanding Remaining
Range of and Exercisable st ~ Weighted Average  Coniractuat Life
Exercise Prices December 31, 2007 Exercise Price (in Years)
$13.08t6$19.30 ............... 161,147 $13.4856 4.4
21831082978 ... ... .. ... 371,488 3240181 24
513.08108%29.78 ............... 532,635 $22.3443 3.0

Prior to the adaption of SFAS No. 123R on January 1, 2006, Pepco Holdings recognized compensation costs
for the LTIP based on the accounting prescribed by APB No. 25, “Accounting for Stock Issned to Employees.”
There were no stock-based employee compensation costs charged t0 expense in 2007, 2006 and 2005 with
respect to stock options granted under the LTIP.

There were no options granted in 2007, 2006, ar 2005,

The Performance Restricted Stock Program and the Merger Integration Success Program have been
established vnder the LTIP. Under the Performance Restricted Stock Program, performance criteria are selected
and measured over a three-year period. The target number of share award opportunities established in 2007, 2006
and 2005 under Pepco Holdings’ Performance Restricted Stock Program for performance periods 2007-2009,
2006-2008, and 2005-2007 were 190,657, 218,108, and 247,400, respectively. Additionally, beginning in 2006,
time-restricted share award opportmnities with a requisite service period of three years were established under the
LTIP. The target number of share award opportunities for these awards was 95,314 for the 2007-2009 time
period and 109,057 for the 2006-2008 time period. The fair value per share oo award date for the performance
restricted stock was $25.54 for the 2007-2009 award, $23.28 for the 2006-2008 award, and $26.92 for the 2005-
2007 award. Depending on the extent to which the performance criteria are satisfied, the executives are eligible
to earn shares of common stock and dividends accrued thereon over the vesting period, under the Performance
Restricted Stock Program ranging from 0% to 200% of the target share award opportunities, inclusive of
dividends accrued. There were 418,426 awards earned with respect to the 2004-2006 share award opportunity.

The maximum number of share award opportunities granted under the Merger Integration Success Program
during 2002 was 241,075. The fair value per share on grant date was $19.735. Of those shares, 96,427 were
restricted and vested over three years: 20% vested in 2003, 30% vested in 2004, and 50% vested in 2005. The
remaining 144,648 shares were performance-based award opportunities that could have been earned based on the
extent to which operating efficiencies and expense reduction goals were attained through December 31, 2003 and
2004, respectively, Although the poals were met in 2003, it was determined that 63,943 shares, inclueding shares
reallocated from participants who did not meet performance goals as well as shares reflecting accrued dividends
for the period Augnst 1, 2002 to December 31, 2003, granted to certain executives, would not vest until 2005,
and then only if the cost reduction goals were maintained and Pepco Holdings’ financial performance were
satisfactory. A total of 8,277 shares of common stock vested under this program on December 31, 2003 for other
eligible employees, On March 11, 2005, 70,315 shates, including reinvested dividends, vested for the
performance period ending on December 31, 2004. A total of 44,644 shares, including reinvested dividends,
vested on March 7, 2006, for the original performance period ended December 31, 2003, that was extended to
December 31, 2005.

Under the LTIP, non-employee directors are entitled to a grant on May 1 of each year of a nonqualified
stack option for 1,000 shares of common stock. However, the Board of Directors has determined that these grants
will not be made,

On August 1, 2002, the date of the acquisition of Conectiv by Pépco, in accordance with the terms of the
merger agreement, 80,602 shares of Conectiv performance accelerated restricied stock (PARS) were converted to
- 103,336 shares of Pepco Holdings restricted stock. The PARS were originally granted on January 1, 2002 at a
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fair market price of $24.40. All of the converted restricted stock has time-based vesting over periods ranging
from 5 to 7 years from the original grant date. As of December 31, 2007, 96,026 converted shares have vested
and 7,310 shares remain unvested.

In June 2003, the President and Chief Executive Officer of PHI received a retention award in the form of
14,822 shares of restricted stock. The shares vested on June 1, 2006.

In September 2007, retention awards in the form of 9,015 shares of restricted stock were granted to certain
PHI executives, with vesting periods of two to three years. '

The 2007 activity for non-vested share opportunities is summarized below. The information presented in the
table is for Pepco Holdings, including Conectiv PARS converted to Pepco Holdings restricted stock.

Weighted
Number Average Grant
of Shares Date Fair Value

Non-vested share opportonities at January 1,2007 .......... e, 728,769 $ 24.588

4 1 11 300,099 25.642
Additional performance shares granted . ................... .. ..... 169,654 24.060
Y 75 2 N (418,689) (24.057)
Forfeited .. v in i e it e i et e (18,851) (24.323)
Non-vested share opportunitics at December 31,2007 ............... 760,982 25.185

The total fair value of restricted stock awards vested during the years ended December 31, 2007, 2006, and
2005 was $10.1 million, $2.0 million, and $2.7 million, respectively.

As of December 31, 2007, there was approxXimately $5.4 million of unrecognized compensation cost {net of
estimated forfeitures) related to non-vested stock granted under the plans. That cost is expected to be recognized
over a weighted-average period of approximately two years.

Dividend Restrictions

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; (i) 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 ACE’s charter that impose restrictions on payment of
common stock dividends for the benefit of preferred stockholders. Pepco and DPL have no shares of preferred
stock outstanding. Currently, the restriction in the ACE charter does not limit its ability to pay dividends.
Restricted net assets related to PHI's consolidated subsidiaries amounted to approximately $1.8 billion at
December 31, 2007 and $1.9 billion at December 31, 2006. PHI had no restricted retained earnings or restricted
net income at December 31, 2007 and 2006.
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Far the years ended December 31, 2007, 2006, and 2005, Pepco Holdings recorded dividends from its
subsidiaries as follows:

Snbsidiary 2007 2006 2008
(Millions of dollars)
ot $8.0 $990 § 629
I O 39.0 150 364
O 50.0 105.0 959
ConectivEnergy ... e — —_ 50.0

$175.0 §223.0 $245.2

Directors’ Deferred Compensation

Under the Pepco Holdings’ Executive and Director Deferred Compensation Plan, Pepco Holdings directors
may elect to defer all or part of their retainer or meeiing fees that constitute normal compensation. Defarred
retainer or meeting fees can be invested in phantom Pepco Holdings shares and earn dividends as well as
appieciation equal to the amount of increase in fair value of the phantom shares. The ultimate payout is in cash.
The amount deferred and invested in phantom Pepco Holdings shares in the years ended December 31, 2007,
2006 and 2005 was $.2 million, $.1 million and $.1 million, respectively.

Compensation recognized in respect of dividends and increase in fair valoe in the years ended December 31,
2007, 2006 and 2005 was $.3 million, $.3 million and $.1 million, respectively. The balance of deferred
compensation invested in phantom Pepco Holdings’ shares at December 31, 2007 and 2006 was $2.2 million and
$1.8 million.

Calculations of Earnings per Share of Common Stock

Reconciliations of the numerator and denominator for basic and diluted eamnings per share of common stock
calculations are shown below.

For the Year Ended
December 31,
207 2006 2005
(Millions of dollars, except
" share data)

Income {Numerator):
L 1T 31T $334.2 $248.3 $371.2
Add: Loss on redemption of subsidiary’s preferredstock ..................... . (.6) (.8) {1
Eamings Applicable 1o Common St0CK . ... .o v vt c ittt i e i iamirinneasne s $333.6 $2475 $371.1
Shares (Denominator): '
Weighted average shares outstanding for basic computation:

Average shares outstanding ................ [ 194,1 190.7 18%.0

Adjustment to shares outstanding .............cco il 2y (D (@)
Weighted Average Shares Outstanding for Computation of Basic Earnings Per Share 7

Of Common StOCK . . ...ttt ittt et et it e e 193.9 1906 1889

Weighted average shares outstanding for diluted computation: (a)

Average shares outstanding . .......... .. ..o oL e 1941 1907 1820

Adjustment to shares oUISIANAING . ... oot iii i i e e e . 4 4 2
Weighted Average Shares Outstanding for Computation of Diluted Eamings Per

Share of Comrmon StOCk ... .. ... itiiii ittt ina e raiiaennns 1945 191.1 1892

Basic earnings per share of commonstock ... ... . . i $172 §130 §$ 19
Diluted earnings per share of commonstock .. ... ... .o i, $172 $130 $ 1.9




(2) Approximately zero, .6 million, and 1.4 million for the years ended December 31, 2007, 2006 and 2005,
respectively, related to aptions to purchase common stock with exercise prices between $22.44 and $29.78
per share, have been excluded from the calculation of diluted EPS as they are considered to be anti-dilutive.

Shareholder Dividend Reinvestment Plan

PHI maintains a Shareholder Dividend Reinvestment Plan (DRP) through which sharcholders may reinvest
cash dividends and both ¢xisting shareholders and new investors can make purchases of shares of PHI common
stock through the investment of not less than $25 each calendar month por more than $200,000 each calendar
year. Shares of common stock purchased through the DRP may be original issue shares or, at the election of PHI,
shares purchased in the open market. There were 979,155, 1,232,569, and 1,228,503 original i 1ssue shares suld
under the DRP in 2007, 2006 and 20085, respectively.

Pepcoe Holdings Common Stack Reserved and Unissued _
The following table presents Pepco Holdings’ common stock reserved and unissued at December 31, 2007:

. : : Numaber of

Name of Plan Shares .

1) 54 P 2,734,400
Conectiv Incentive Compensation Plan{a) . ............cooievr i v - 1,231,900
Potomac Electric Power Company Long-Term Incentive Plan (@) . .......... - 412,547
Pepco Holdings, Inc. Long-Term Incentive Plam . ....---coeveoeiinannans 9,117,365

Pepco Holdings, Inc. Non-Management Directors Compensation Plan . . ..... _ 495,731

Pepco Holdings, Inc. Savinga Plan (b} ... . ... ..vverieainniinnn.n 5,045,000
1 ) 19,036,943

{a) No further awards will be made under this plan.

{b) Effective January 30, 2006, Pepco Holdings established the Pepco Holdings, Inc. Retirement Savings Plan
which is an amalgam of, and a successor to, (i} the Potomac Electric Power Company Savings Plan for
Bargaining Unit Employees, (ii) the Potomac Electric Power Company Retirement Savings Plan for
Management Employees (which resulted from the merger, effective January 1, 2005, of the Potomac
Electric Power Company Savings Plan for Non-Bargaining Unit, Non-Exempt Employees and the Potomac
Electric Power Company Savings Plan for Exempt Employees), (iii) the Conectiv Savings and Investment
Plan, and (iv) the Atlantic City Electric 4(}1(k) Savings and Investment Plan—B.

(11) FAIR VALUES OF FINANCIAL INSTRUMENTS

~ The estimated fair values of Pepco Holdings’ financial instruments at December 31, 2007 and 2006 are
shown below.

At December 31,
2007 2006
(Milifons of dollars) o
Carrying  Fair  Carrying  Fair
Amount Value Amoant Value
Assets :
Dernivative Insiruments ........ e e $ 819 % 819 3% 1237 § 1237
Liabilities and Capitalization .
Long-TermDebt ... ....ouriiiiiniiiei cieeaensnnnns $4,467.6 $4.450.6 $4,5938 $4,629.6
Transition Bonds issued by ACE Funding ........... e..o- $ 4645 5 4620 $ 4943 5 4914
Derivative Instruments ..............covvurcruneriannns $ 638 $ 638 $ 1868 § 185638
Long-Term Project Funding ... .. .. e aeeaaaean $ 293 § 203 § 257 § 237
Redeemable Serial Preferred Stock .........o0viiuer e 5 62 % 44 3 244 § 217




The methods and assumptions described below were used to estimate, at December 31, 2007 and 2006, the
fair value of each class of financial instruments shown above for which it is practicable to estimate a value.

The fair values of derivative instruments were derived based on guoted market prices where available or, for
instruments that are not traded on an exchange, based on information obtained from over-the-counter brokers,
industry services, or multiple-party on-line platforms. For some custom and complex instruments, an internal
madel is used to mrerpolale available price information.

Long-Term Debt includes recourse and non-recourse debt issued by PCL The fair values of this PCI deby,
including amounts due within one year, were based on current rates offered to sinilar companies for debt with
similar remaining maturities. The fair values of afl other Long-Term Debt and Transition Bonds issued by ACE
Funding, including amounts due within one year, were derived hased an current market prices, or for issues with
no market price available, were based on discounted cash flows using current rates for similar issues with similar
terms and remaining maturities. ~

The fair value of the Redeemable Serial Preferred Stock, excluding amounts due within one yeér,; was
derived based on quoted market prices or discounted cash flows using current rates of preferred stock w1th
similar terms.

The carrying amounts of all other financial instruments in Pepco Holdings' accompanying financial
statements approximate fair value,

(12) COMMITMENTS AND CONTINGENCIES
REGULATORY AND QTHER MATTERS
Proceeds from Settlement of Mirant Bankruptcy Claims

Ir 2000, Pepco sold substantially all of its electricity generating assets to Mirant. In 2003, Mirant
commenced a voluntary bankruptcy proceeding in which it sought to reject certain obligations that it had
undertaken in connection with the asset sale. As part of the asset sale, Pepco entered into transition power
agreements with Mirant pursuant to which Mirant agreed to supply all of the energy and capacity needed by
Pepco to fulfill its SOS obligations in Maryland and in the District of Columbia (the TPAs). Under a settlement
to avoid the rejection by Mirant of its obligations under the TPAs in the bankrupicy proceeding, the terms of the
TPAs were modified to increase the purchase price of the energy and capaclty supplied by Mirant and Pepc
received an allowed, pre-petition general unsecured claim in the bankruptcy in the amount of $105 million (the
TPA Claim). In December 20035, Pepco sold the TPA Claim, plus the right to receive accrued interest thercon, to
an unaffiliated third party for $112.5 million. In addition, Pepco received proceeds of $.5 million in settlement of
an asbestos claim against the Mirant bankruptey estate. After customer sharing, Pepco recorded a pre-tax gain of
$70.5 million from the settlement of these claims,

In connection with the asset sale, Pepco and Mirant also entered into a “back-to-back”™ arcangement,
whereby Mirant agreed to purchase from Pepco the 230 megawatts of electricity and capacity that Pepco is
obligated to purchase annually through 2021 from Panda under the Panda PPA at the purchase price Pepco is
obligated to pay to Panda. As part of the further settlement of Pepco’s claims against Mirant arising from the
Mirant bankruptcy, Pepco agreed not to contest the rejection by Mirant of its obligations under the
“back-lo-back™ arrangement in exchange for the payment by Mirant of damages corresponding o the estimated
amount by which the purchase price that Pepco is obligated to pay Panda for the energy and capacity exceeded
the market price. In 2007, Pepeo received as damages $413.9 million in net proceeds from the sale of shares of
Mirant common stock issued to it by Mirant, These funds are being accounted for as restricted cash based on
management’s intent to use such funds, and any interest earned thereon, for the sole purpose of paying for the .
future above-market capacity and energy purchase costs under the Panda PPA. Correspondingly, a regulatory
liability has been established in the same amount to help offset the future above-market capacity and energy
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purchase costs. This restricted cash has been classified as a non-current asset to be consistent with the
classification of the non-current regnlatory liability, and any changes in the balance of this restricted cash,
including interest on the invested funds, are being accoumed for as operating cash flows. :

As of December 31, 2007, the balance of the restricted cash account was $417.3 million. Based on a
reexamination of the costs of the Panda PPA in light of current and projected wholesale market conditions
conducted in the fourth quarter of 2007, Pepco determined that, principally due to increases in wholesale capacity
prices, the present value above-market cost of the Panda PPA over the term of the agreement is expected to be
significantly less than the cnrrent amount of the restricted cash account balance. Accordingly, on February 22,
2008, Pepco filed applications with the DCPSC and the MPSC requesting orders directing Pepco to maintain
$320 million in the restricted cash account and to use that cash, and any future earnings on the cash, for the sole
purpose of paying the future above-market cost of the Panda PPA (or, in the alternative, to fund a transfer or
assignment of the remaining obligations under the Panda PPA to a third party). Pepco also requested thal the
order provide that any cash remaining in the account at the conclusion of the Panda PPA be refunded to
customers and that any shortfall be recovered from customers. Pepco further proposed that the excess proceeds
remaining from the settlement (approximately $94.6 million, representing the amount by which the regulatory
liability of $414.6 million at December 31, 2007 exceeded $320 million) be shared approximately equally with
its customers in accordance with the procedures previously approved by each commission for the sharing of the
proceeds received by Pepco from the sale to Mirant of its generating assets. The regulatory liability of
$414.6 millicn at December 31, 2007 differs from the restricted cash amount of $417.3 million on that date, in
part, because the regulatory liability has been reduced for the portion of the December 2007 Panda charges in
excess of market that had not yet been paid from the restricted cash account. The amount of the restricted cash
balance that Pepco is permitted to retain will be recorded as earnings upon approval of the sharing arrangement
by the respective cormmissions. At this time, Pepco cannot predict the outcome of these proceedings.

In settlement of other damapes claims against Mirant, Pepco in 2007 also received a settlement payment in
the amount of $70.0 million. Of this amount (i) $33.4 million was recorded as a reduction in operating expenses, -
(i) $21.0 million was recorded as a reduction in a net pre-petition receivable claim from Mirant,

(iii} $15.0 million was recorded as a reduction in the capitalized costs of certain property, plant and equipment
and (iv} $.6 million was recorded as a liability to rennburse a third party for certain legal costs associated wtth
the settlement. :

Rate Proceedings

In electric service distribution base rate cases filed by Pepco in the District of Columbia and Maryland, and
by DPL in Maryland, and pending in 2007, Pepco and DPL proposed the adoption of a BSA for retail customers.
Under the BSA, customer delivery rates are subject to adjustment (through a surcharge or credit mechanism),
depending on whether actual distribution revenue per customer exceeds or falls short of the approved
revenue-per-customer amount. The BSA will increase rates if actual distribution revenues fall below the level
approved by the applicable commission and will decrease rates if actual distribution revenues are above the
approved level. The result will he that, over time, the atility would collect its authorized revenmes for distribution
deliveries. As a consequence, a BSA “decouples” revenue from unit sales consumption and ties the growth in
revenues 1o the growth in the number of customers. Some advantages of the BSA are that it (i) eliminates
revenue fluctuations due to weather and changes in customer usage patterns and, therefore, provides for more
predictable utility distribution revenues that are better aligned with costs, (ii) provides for more reliable fixed-
cost recovery, {1ii} tends to stabilize customers’ delivery bills, and (iv) removes any disincentives for the
regulated utilities to promote energy efficiency programs for their customers, because it breaks the link between
overall sales volumes and delivery revenues. The status of the BSA proposals in each Df the jurisdictions is
described below in discussion of the respective base rate proceedings.
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Delaware

On September 4, 2007, DPL submitted its 2007 Gas Cost Rate (GCR) filing to the DPSC. The GCR. permits
DPL to recover its gas procurement costs through customer rates, On September 18, 2007, the DPSC issued an
initial order approving a 5.7% decrease in the level of the GCR, which became effective November 1, 2007,
subject to refund and pending final DPSC approval after evidentiary hearings. ‘

District of Columbia

In December 2006, Pepco submitted an application to the DCPSC to increase electric distribution base rates,
including a proposed BSA. The application to the DCPSC requested an annual increase of approximately
$46.2 million or an overall increase of 13.5%, reflecting a proposed retumn on equity (ROE) of 10.75%. In the
alternative, the application requested an annual increase of $50.5 million or an overall increase of 14.8%,
reflecting an ROE of 11.00%, if the BSA were not approved. Subsequently, Pepco reduced its annual revenue
increase request to $43.4 million (including a proposed BSA) and $47.9 million (if the BSA were not approved).

On January 30, 2008, the DCPSC approved a revenue requirement increase of approximately $28.3 million,
based on an authorized return on rate base of 7.96%, including a 10% ROE. The rate increase is effective .
February 20, 2008. The DCPSC, while finding the BSA to be an appropriate ratemaking concept, cited potential
- statutory problems in the DCPSC’s ability to implement the BSA. The DCPSC stated that it intends to jssue an

order to establish a Phase II proceeding to consider these implementation issues. .

Maryland

On July 19, 2007, the MPSC issued orders in the electric service distribution rate cases filed by DPL. and
Pepco, each of which included approval of a BSA. The DFL order approved an annual increase in distribution
rates of approximately $14.9 million (including a decrease in annual depreciation expense of approximately
$.9 million). The Pepco order approved an annual increase in distribution rates of approximately $10.6 million
(including a decrease in annual depreciation expense of approximately $30.7 million). In each case, the approved
distribution rate reflects an ROE of 10.0%. The orders each provided that the rate increases are effective as of
June 16, 2007, and will remain in effect for an initial period of nine months from the date of the order (or until
April 19, 2008). These rates are subject to a Phase 1T proceeding in which the MPSC will consider the results of
audits of each company’s cost allocation manual, as filed with the MPSC, to determine whether a further
adjustment to the rates is required. Hearings for the Phase If proceeding are scheduled for mid-March 2008,

New Jersey

On June 1, 2007, ACE filed with the NJBPU an application for permission to decrease the Non Utility
Generation Charge {NGC) and increase components of its Societal Benefits Charge (SBC) to be collected from
customers for the period October 1, 2007 through September 30, 2008. The proposed changes are designed to
effect a true-up of the actual and estimated costs and revenues collected through the current NGC and SBC rates
through September 30, 2007 and, in the case of the SBC, forecasted costs and revenues for the period October 1,
2007 through Seplernber 30, 2008 .

As of December 31, 2007, the NGC, which is intended primarily 1o recover the above-market component of
payments made by ACE under non-utility generation contracts and stranded costs associated with those
commitments, had an over-recovery balance of $224.3 million. The filing propased that the estimated NGC
balance as of September 30, 2007 in the amount of $216.2 million, including int=rest, be amortized and returned
to ACE customers over a four-year period, beginning October 1, 2007,

As of December 31, 2007, the SBC, which is intended to allow ACE io recover certain costs involved with
various NJBPU-mandated social programs, had an under-recovery of approximately $20.9 million, primarily due
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to increased costs associated with funding the New Jersey Clean Energy Program. In addition, ACE has
requested an increase to the SBC to reflect the funding levels approved by the NJBPU of $20.4 million for the
period October 1, 2007 through September 30, 2008, bringing ta $40 million the total recovery requesied for the
period October 1, 2007 to September 30, 2008 (based upon actnal data through August 2007).

The net impact of the proposed adjustments to the NGC and the SBC, including associated changes in sales
and use tax, is an overall rate decrease of approximately $129.9 million for the period October 1, 2007 through
September 30, 2008 (based upon actual data through August 2007), The proposed adjusiments and the
corresponding changes in customer rates are subject to the approval of the NJBPU. If approved and implemented,
ACE anticipates that the revised rates will remain in effect until September 30, 2008, subject to an annual true-up
and change each year thereafter. The proposed adjustments and the corresponding changes in customer rates
remain under review by the NJBPU and have not yet been implemented.

ACE Restructuring Deferral Proceeding

Pursuant to orders issued by the NJIBPL under EDECA, beginning August 1, 1999, ACE was obligated to
provide BGS to retail electricity customers in its service territory who did not elect to purchase electricity from a
competitive supplier. For the period August 1, 1999 through July 31, 2003, ACE’s aggregate costs that it was
allowed to recaover 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) related to ACE’s Levelized Energy Adjustment Clause and ACE’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 Tuly 31, 2003, net of the $39.3 million offset for the
LEAC Liability. The petition also requested that ACE’s rates be reset as of August 1, 2003 so that there wonld 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. '

In July 2004, the NJIBPU 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, (ii) approved the recovery of $125 million of the deferred
balance over a ten-vear amortization period beginning August 1, 2003, (iii) transferred to ACE’s then pending
base rate case for further consideration approximately $25.4 million of the deferred balance (the base rate case
ended in a settlement approved by the NJBPU in May 2005, the result of which is that any net rate irapact from
the deferral account recoveries and credits in future years wiil depend in part on whether rates associated with
other deferred accounts considered in the case continue to generate over-collections relative to costs), and
(iv) estimated the overall deferral halance as of Tuly 31, 2003 at $195.0 million, of which $44.6 million was
disallowed recovery by ACE. Although ACE believes the record does not justify the level of disallowance ,
imposed by the NJBPU in the final order, the $44.6 million of disailowed incurred costs were reserved during the
years 1999 through 2003 (primarily 2003) through charges to earnings, primarily in the operating expense line -
item “deferrad electric service costs,” with a corresponding reduction in the regulatory asset balance sheet
account. In 2005, an additiopal $1.2 million in interest on the disallowed amount was identified and reserved by
ACE. In August 2004, ACE filed a notice of appeal with respect to the July 2004 final order with the Appellate
Division of the Superior Court of New Jersey (the Appellate Division), which hears appeals of the decisions of
New Jerscy administrative agencies, including the NJBPU. On August 9, 2007, the Appeliate Division, citing
deference to the factual and policy findings of the NJBPU, affirmed the NJBPU’s decision in its entirety,
rejecting challenges from ACE and the Division of Rate Counsel. On September 10, 2007, ACE filed an
application for certification to the New Jersey Supreme Court. On January 15, 2008, the New Jersey Supreme
Court denied ACE’s application for certification. Because the full amount at issue in this proceeding was
previously reserved bv ACE, there will be no further financial statement impact to ACE.
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Divestiture Cases
District of Columbia

Final briefs on Pepeo’s District of Columbia divestiture proceeds shating application were filed with the
DCPSC in July 2002 following an evidentiary hearing in June 2002. That application was filed to implement &
provision of Pepco’s DCPSC-approved divestiture settlement that provided for a sharing of any net proceads
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 (IRC) and its implementing regulations, As of
December 31, 2007, the District of Columbia allocated portions of EDIT and ADITC associated with the
divested generating assets were approximately $6.5 million and $5.8 million, respectively.

Pepco believes that a sharing of EDIT and ADITC would violate the 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 lonper owned by Pepco, 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 miles were violated, Pepco would be unable to use accelerated depreciation on District
of Columbia allocated or assigned property. In addition to sharing with customers the generation-related EDIT
and ADITC balances, Pepco would have 1o 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, 2007), as well as iis District of
Columbia jurisdictional transmission and distribution-related ADITC balance $4.0 million as of December 31,
2007) 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 issned 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 were filed in March 2006, and a public hearing was held in April
2006, Pepco filed a letter with the DCPSC in January 2006, in which it has reiterated that the DCPSC should
continue to defer any decision on the ADITC and EDIT issucs until the IRS issues final regulations or states that
its regulations project related to this issue will be terminated without the 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,

Pepeo believes that its caleulation of the District of Columbia customers’ share of divestiture proceeds is
correct. However, depending on the ultimate outcome of this proceeding, Pepeo 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, wonld have a material adverse impact on its financial position or cash flows.

Maryland

Pepceo filed its divestiture proceeds plan application with the MPSC 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 Pecember 31, 2007, the
Maryland allocated portions of EDIT and ADITC associated with the divested generating assets were
approximately $9.1 million and $10.4 miilion, respectively. Other issues deal with the treatment of certain costs
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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 normatization 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 te share with its Maryland costomers, on
an approximately 50/50 basis, the Maryland allocated portion of the generation-related EDIT ($9.1 million as of
December 31, 2007), and the Maryland-allocated portion of generation-related ADITC. Furthermore, Pepco
would have to pay ta the IRS an amount equal (o Pepco’s Maryland jurisdictional generation-related ADITC |
balance ($1(.4 million as of December 31, 2007), as well as its Maryland retail jurisdictional ADITC
transmission and distribution-related balance ($7.2 million as of December 31, 2007), 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 exbausted 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 in Fanuary 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 {inal
regulations or states that its regulations project related to this issue will be terminated without the issnance of any
regulations. '

In December 2003, Pepco appealed the Hearing Examiner’s decision to the MPSC as it relates to the
treatment of EDIT and ADITC and corporate reorganization costs. The MPSC has not issued any ruling on the
appeal and Pepco does not believe that it will do so nniil action is taken by the IRS as described above. 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 in addition to the additional gain-
sharing payments relating to the disallowed severance payments. Such additional payments would be charged to
expense in the guarter 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 or cash flows.

New Jersey

In connection with the divestiture by ACE of its nuclear generating assets, the NJBPU in July 2000
preliminarily determined that the amount of stranded costs associated with the divested assets that ACE could
recover from ratepayers should be reduced by approximately $94.8 million, consisting of $54.1 million of
accumulated deferred federal income taxes (ADFIT) associated with accelerated depreciation on the divested
nuclear assets, and $40.7 million of current tax loss from setling the assets at a price below the tax basis.

The $54.1 million in deferred taxes associated with the divested assets’ accelerated depreciation, however,
is subject to the normalization rules. Due to uncertainty under federal tax law regarding whether the sharing of
federal income tax benefits associated with the divesied assets, including ADFIT related to accelerated
depreciation, with ACE’s customers would violate the normalization rules, ACE submitted a request to the IRS
for a Private Letter Ruling (PLR) to clarify the applicable law. The NJBPU delayed its final determination of the
amount of recoverable stranded costs nntil after the receipt of the PLR.

On May 25, 2006, the IRS issued the PLR in which it stated that returning to ratepayers any of the
unamortized ADFIT atiributable to accelerated depreciation on the divested assets after the sale of the assets by
means of a reduction of the amount of recoverable stranded costs would vialate the normalization rules.

On June 9, 2006, ACE submitted a letter to the NJBPU, requesting that the NJBPU conduct proceedings to
finalize the determination of the stranded costs associated with the sale of ACE's nuclear assets in accordance
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with the PLR. In the absence of an NJBPU action regarding ACE’s request, on June 22, 2007, ACE filed a
motion requesting that the NJBPU issue an order finalizing the determination of such stranded costs in
accordance with the PLR. On October 24, 2007, the NIBPU approved a stipulation resolving the ADFIT issue
and issued a clarifying order, which concludes that the $94.8 million in stranded cost reduction, including the
$34.1 million in ADFIT, does not violate the [RS normalization rules. In explaining this result, the NJBPU stated
that (1) its carlier orders determining ACE’s recoverable stranded costs “net of tax™ did not cause ADFIT
assoctated with certain divested nuclear assets to reduce stranded costs otherwise recoverable from ACE’s
ratepayers, and (ii) because the Market Transition Charge-Tax component of the stranded cost recovery was
intended by the NIBPU to gross-up “net of tax” stranded costs, thereby ensuring and establishing that the ADFIT
balance was not flowed through to ratepayers, the pormalization rules were not violated,

Default Electricity Supply Proceedings
Virginia
In June 2007, the Virginia State Corporation Commission (VSCC) denied DPL’s request for an increase in
its rates for Default Service for the period July 1, 2007 to May 31, 2008. DPL appealed in both state and federal

courts. Those appeals have been dismissed in light of the closing of the sale of DPL’s Virginia electric operations
as described below under the heading “DPL Sale of Virginia Operations.” '

ACE Sale of B.L, England Generating Facility

On February 8, 2007, ACE completed the sale of the B.L. England generating facility to RC Cape May
Holdings, LLC (RC Cape May), an affiliate of Rockland Capital Energy Investments, LL.C, for which it received
proceeds of approximately $9 million. At the time of the sale, RC Cape May and ACE agreed to submit to
arbitration the issne of whether RC Cape May, under the terms of the purchase agreement, must pay to ACE an
additional $3.1 million as part of the purchase price. On Febrary 26, 2008, the arbitrators issued a decision
awarding $3.1 million to ACE, plus interest, attorneys’ fees and costs, for a total award of approximately $4.2
million.

On July 18, 2007, ACE received a claim for indemnification from RC Cape May under the purchase
agreement. RC Cape May contends that one of the assets it purchased, a contract for terminal services (TSA)

" between ACE and Citgo Asphalt Refining Co. {Citgo), has been declared by Citge to have been terminated due to
a failure by ACE to renew the contract in a timely manner. RC Cape May has commenced an arbitration
proceeding against Citgo seeking a determination that the TSA remains in effect and has notified ACE of the
proceeding, In addition, RC Cape May has asserted a claim for indemnification from ACE in the amount of
$23 million if the TSA is held not to be enforceable against Citgo. While ACE believes that it has defenses to the
indemnification under the terms of the purchase agreement, should the arbitrator rule that the TSA has
terminated, the outcome of this matter is uncertain. ACE notified RC Cape May of its intent to participate in the
pending arbitration.

The sale of B.L. England will not affect the stranded costs associated with the plant that already have been
securitized. ACE anticipates that approximately $9 million to $10 miltion of additional regulatory assets related
to B.L. England may. subject to NJBPU approval, be eligible for recovery as stranded costs. Approximately $47
million in emission allowance credits associated with B. L. England were monetized for the benefit of ACE's
ratepayers pursuant to the NJBPU order approving the sale. Net proceeds from the sale of the plant and
monetization of the emission allowance credits, estimated to be $36.1 million as of December 31, 2007, will be
credited to ACE’s ratepayers in accordance with the requirements of EDECA and NJBPU orders. The
appropriate mechanism for crediting the net proceeds from the sale of the plant and the monetized emission
allowance credits to ratepayers is being determined in a proceeding that is currently pending hefore the NJBPU.
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DPL Sale of Virginia Operations

On January 2, 2008, DPL completed (i) the sale of its retail electric distribution business on the Eastern
Shore of Virginia to A&N Electric Cooperative (A&N) for a purchase price of approximately $45.2 million, after
closing adjusiments, and (ii) the sale of its whelesale electric transmission business located on the Eastern Shore
of Virginia to Old Dominion Electric Cooperative (QDEC) for a purchase price of approximately $5.4 million,
after closing adjustments. Each of A&N and ODEC assumed certain post-closing liabilities and unknown
pre-closing liabilities related to the respective asscts they are purchasing (including, in the A&N transaction,
most environmental liabilities), except that DPL remained liable for unknown pre-closing liabilities if they
become known within six months after the January 2, 2008 closing date. These sales are expected to result in an
immaterial financial gain to DPL that will be recorded in the first quarter of 2008.

Pepco Energy Services Deactivation of Power Plants

Pepeo Energy Services owns and operates two oil-fired power plants. The power plants are located in
Washington, D.C. and have a generating capacity rating of approximately 790 MW. Pepco Energy Services sells
the output of these plants into the wholesale market administered by PIM. In February 2007, Pepco Energy
Services provided notice to PIM of its intention to deactivate these plants. In May 2007, Pepco Energy Services
deactivated one combustion turbine at its Buzzard Point facility with a generating capacity of approximately 16
MW, Pepco Energy Services currently plans to deactivate the balance of both plants by May 2012. PIM has
informed Pepco Energy Services that these facilities are not expected to be needed for reliability after that time,
but that its evaluation is dependent on the completion of transmission upgrades. Pepco Energy Services’ timing
for deactivation of these units, in whole or in part, may be accelerated or delayed based on the operating
condition of the units, economic conditions, and reliability considerations. Prior to dsactivation of the plants,
Pepco Energy Services may incur deficiency charges imposed by PTM at a rate up to two times the capacity
payment price that the plants receive. Deactivation is not expected to have a material impact on PHI’s financial
condition, results of operations or cash flows.

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 wete 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 .
asbestos while working on 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
nombers 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, 2007, these are
approximately 180 cases still pending against Pepco in the State Courts of Maryland, of which approximately 90
cases were filed after December 19, 2000, and were tendered to Mirant Corporation for defense and
indemnification pursuant to the terms of the Asset Purchase and Sale Agreement between Pepco and Mirant -
under which Pepca sold its generation assets to Mirant in 2000,

While the aggregate amount of monetary damages sought in the remaining suits (excluding those tendered
to Mirant) is approximately $360 million, PHI and Pepco believe the amounts claimed by current plainiiffs are
greatly exaggerated. The amount of total liability, if any, and any related insurance recovery cannot be
determined at this time; however, based on information and relevant circumstances known at this time, neither

B-145




PHI nor Pepco believes these suits will have a material adverse effect on its financial position, results of
operations or cash fiows. 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.

Cash Balance Plan Litigation

In 1999, Conectiv established a cash halance retirement plan to replace defined benefit retirement plans then
maintained by ACE and DPL. Following the acquisition by Pepco of Conectiv, this plan became the Conectiv
Cash Balance Sub-Plan within the PHI Retirement Plan. In September 2005, three management employees of
PHE Service Company filed suit in the U.S. District Court for the District of Delaware (the Delaware District
Court} against the PHI Retirement Plan, PHI and Conectiv (the PHI Parties), alleging violations of ERISA, on
behalf of a class of management employees who did not have enough age and service when the Cash Balance
Sub-Plan was implemented in 1999 to assure that their accrued benefits would be calculated pursuant to the
terms of the predecessor plans sponsored by ACE and DPL. A fourth plaintiff was added to the case to represent
DPL-legacy employees who were not eligible for grandfathered benefits.

The plaintiffs challenged the design of the Cash Balance Sub-Plan and sought a declaratory judgment that
the Cash Balance Sub-Plan was invalid and that the accrued benefits of each member of the class should be
calculated pursuant to the terms of the predecessor plans. Specifically, the complaint alleged that the use of a
variable rate to compute the plaintiffs’ accrued benefit under the Cash Balance Sib-Plan resulted in reductions in
the accrued benefits that violated ERISA. The complaint also alleged that the benefit accrual rates and the
minimal accrual requirements of the Cash Balance Sub-Plan violated ERISA as did the notice that was gwen to
plan participants upon implementation of the Cash Balance Sub-Plan,

On September 19, 2007, the Delaware District Court issued an order granting summary judgment in favor of
the PHI Parties. On Octaber 12, 2007, the plaintiffs filed an appeal of the decision to the [.S. Court of Appeals
for the Third Circuit.

If the plaintiffs were to prevail in this litigation, the ABO and projected benefit obligation (PBO) calculated
in accordance with SFAS No. 87 each would increase by approximately $12 million, assuming no change in
benefits for persons who have already retired or whose employment has been terminated and using-actuarial
valuation data as of the time the suit was filed. The ABO represents the present value that participants have
earned as of the date of calculation. This means that only service already worked and compensation already
earned and paid is considered. The PRO is similar to the ABO, except that the PBQ includes recognition of the
effect that estimated future pay increases would have on the pens1on plan obligation.

Environmental Litigation

PHI, through iis 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 comaminated, 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 wtilities, environmental clean-up costs incurred by Pepco, DPL and ACE would
be inctuded by each company in its respective cost of service for ratemaking purposes.

Cambridge, Maryland Site. In July 2004, DPL entered into an administrative consent order {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 & Cambridge, Maryland site on DPL-ownex property and to
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investigate the extent of MGP contamination on adjacent property. The MDE has approved the Rl and DPL
submitted a final FS to MDE on February 15, 2007. No further MDE action is required with respect to the final
FS. The costs of cleanup (as determined by the RUFS and subsequent negotiations with MIDIE) are anticipated to
be approximately $3.8 million. The remedial action 10 be taken by DPL will include dredging activities within -
Cambridge Creek, which are expected to commence in March 2008, and soil excavation on DPL's and adjacent
property as early as August 2008. The final cleanup costs will include protective measures to control contaminant
migration during the dredging activities and improvements to the existing shoreline.

Delilah Road Landfill Site. In November 1991, the New Jersey Department of Environmental Protection’
(NJDEP} identified ACE as a potentially responsible party (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 implemented and in Avgust 2006, NJDEP issued a No Further Action
Letter (NFA) and Covenant Not 1o Sue for the site. Among other things, the NEA requires the PRPs to monitor
the effectiveness of institutional (deed restriction) and engineering (cap) controis at the site every two years. In -
September 2007, NJDEP approved the PRP group’s petition to conduct semi-annual, rather than quarterly,
ground water monitoring for two years and deferred until the end of the two-year period a decision on the PRP.
group’s request for annual groundwater monitoring thereafter. In August 2007, the PRP group agreed to
reimburse EPA’s costs in the amount of $81,400 in full satisfaction of EPA’s claims for all past and future
response costs relating to the site (of which ACE’s share is one-third) and in October 2007, EPA and the PRP
group entered into a tolling agreement to permit the parties sufficient time to execute a final settlement
agreement. This settlement agreement will allow EPA toreopen the settlement in the event of new information or
unknown conditions at the site. Based on information currently available, ACE anticipates that its share of
additional cost associated with this site for post-remedy operation and maintenance will be approximately
$555,000 to $600,000. ACE believes that its lLiability for post-remedy operation and maintenance costs wﬂl not
have a material adverse effect on its ﬂnancnal position, results of operations or cash flows.

Frontier Chemical Site. On June 29, 2007, ACE received a letter from the New York Department of
Environmental Conservation (NYDEC) ideatifying ACE as a PRP at the Frontier Chemical Waste Processing
Company site in Niagara Falls, N.Y. based on hazardous waste manifests indicating that ACE sent in excess of
7,500 gallons of manifested hazardous waste to the site. ACE has entered into an agreement with the other parties
identified as PRPs to form the PRP group and has informed NYDEC that it has entered into good faith '
negotiations with the PRP group to address ACE’s responsibility at the site. ACE believes that its responsibility
at the site will not have a material adverse effect on its financial position, results of operations or cash flows.

Carolina Transformer Site. In August 2006, EPA notified each of DPL and Pepco that they have been
identified as entities that sent PCB-laden oil to be disposed at the Carolina Transformer site in Fayetteville, North
Carolina, The EPA notification stated that, on this basis, DPL and Pepco may be PRPs. In December 2007, DPL
and Pepeo agreed to enter into a settlement agreement with EPA and the PRP group at the Carolina Transformer
site. Under the terms of the settlement, (i) Pepco and DPL each will pay $162,000 to EPA to resolve any liability
that it might have at the site, (i) EPA covenants not to sue or bring administrative action against DPL and Pepco
for response costs at the site, (iii) other PRP group members release all rights for cost recovery or contribution
claims they may have against DPL and Pepco, and (iv) DPL and Pepco release all rights for cost recovery or
contribution claims that they may have against other parties settling with EPA. The consent decree is expected to
be filed with the U.S. District Court in North Carolina in the secand quarter of 2008,

Deepwater Generating Stasion. On December 2‘7 2005, NJDEP issued a Title V Operating Permit for :
Canectiv Energy’s Deepwater Generating Station. The pertnit includes new limits on unit heat input. In order to
comply with these new operational limits, Conectiv Energy restricted the cutput of the Deepwater Generating
Station’s Unit 1 and Unit 6. In 2006 and the first half of 2007, these restrictions resulied in operating losses of
approximately $10,000 per operating day on Unit 6, primarily because of lost revenues due to reduced owtput,
and to a lesser degree because of lost revenues related to capacity requirements of PIM. Since June 1, 2007,
Deepwater Unit 6 can operate within the heat input limits set forth in the Title V Operating Permit without
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Testricting output, because of technical improvements that partially corrected the inherent bias in the continuous
emissions monitoring system that had caused recorded heat input to be higher than actual heat input. In order to
comply with the heat input limit at Deepwater Unit 1, Conectiv Energy continues to restrict Unit 1 output,
resulting in operating losses of approximately $300,000 in the second half of 2007 and projected operating losses
in 2008 of approximately $500,000, due to penalties and lost revenues related to PJM capacity requirements.
Beyond 2008, while penalties due to PIM capacity requirements are not expected, further operating losses due to
lost revenues related to PIM capacity requirements may continue to be incurred. The operating losses due to
reduced output on Unit ! have been, and arc expected to continue to be, insignificant. Conectiv Energy is
challenging these heat input restrictions and other provisions of the Title V Operating Permit for Deepwater
Generating Station in the New Jersey Office of Administrative Law (OAL). On Qctober 2, 2007, the OAL issued
a decision granting summary decision in favor of Conectiv Energy, finding that hourly heat input shall not be
used as a condition or limit for Conectiv Energy’s electric generating operations. On October 26, 2007, the
NIDEP Commissioner denied NJDEP’s request for interlocutory review of the OAL order and determined that
the Commissioner would review the October 2, 2007 order upon completion of the proceeding on Conectiv
Energy’s other challenges to the Deepwater Title V penmt A hearing on the remaining challenged Title V pern:ut
provisions is scheduled for mid-April 2008.

On April 3, 2007, NIDEP issued an Administrative Order and Notice of Civil Administrative Penalty
Assegsment (the First Order) alleging that at Conectiv Energy's Deepwater Generating Staticn, the maximum
gross heat input to Unit 1 exceeded the maximum allowable heat input in calendar year 2005 and the maximum
gross heat input to Unit 6 exceeded the maximum allowable heat input in calendar years 2005 and 2006. The
order required the cessation of operation of Units 1 and 6 above the alleged permitted heat input levels, assessed .
a penalty of approximately $1.1 million and requested that Conectiv Energy provide additional information about
heat input to Units 1 and 6. Conectiv Energy provided NJIDEP Units 1 and 6 calendar year 2004 heat input data
on May 9, 2007, and calendar years 1995 to 2003 heat input data on July 10, 2007. On May 23, 2007, NJIDEP
issned a second Administrative Order and Notice of Civil Administrative Penalty Assessment (the Second Order)
alleging that the maximum gross heat input to Units 1 and 6 exceeded the maximum allowable heat input in
calendar year 2004. The Second Order required the cessation of operation of Units 1 and 6 above the alleged
permitted heat input levels and assessed a penalty of $811,600. Coneciiv Energy has requested a contested case
hearing challenging the issuance of the First Order and the Second Order and moved for a stay of the orders
pending resclution of the Title V Operating Permit contested case described above. On November 29, 2007, the
OAL issued orders placing the First Order and the Second Order on the inactive list for six months. Until the
OALL decision discussed abave is final, it wilt not have an impact on these currently inactive enforcement cases.

IRS Examination of Like-Kind Exchange Transaction

In 2001, Conectiv and certain of its subsidiaries (the Conectiv Group) were engaged in the nnplementauon ofa
strategy to divest non-strategic electric generating facilities and replace these facilities with mid-merit electric
generating capacity. As part of this strategy, the Conectiv Group exchanged its interests in two older coal-fired
plants for the more efficient gas-fired Hay Road II generating facility, which was owned by an unaffiliated third
party. For tax purposes, Conectiv treated the transaction as a “like-kind exchange” under IRC Section 1031, Asa
result, approximately $88 million of taxable gain was deferred for federal income tax parposes. '

The transaction was examined by the IRS as part of the normal Conectiv tax audit. In May 2006, the IRS
issued a revenue agent’s report (RAR) for the audit of Conectiv’s 2000, 2001 and 2002 income tax returns, in
which the IRS disallowed the qualification of the exchange under IRC Section 1031. In July 2006, Conecnv filed
a protest of this disallowance to the IRS Office of Appeals.

PHI belicves that its tax position related to this transaction is proper based on applicable starutes, regulations
and case law and is contesting the disallowance. However, there is no absolute assurance that Conectiv’s position
will prevail, If the IRS prevails, Conectiv would be subject to additional income taxes, interest and possible
penalties. However, a portion of the denied benefit would be offset by additional tax depreciation. PHI has
accrued approximately $4.9 million related to this matter.
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As of December 31, 2007, if the IRS were to fully prevail, the potential cash impact on PHI wouid be
current income tax and interest payments of approximately $31.2 million and the earnings impact would be
approximately $9.8 million in after-tax interest.

Federal Tax Treatment of Cross-Border Leases

PC1 maintains a portfolio of cross-border energy sale-leaseback transactions, which, as of December 31,
2007, had a book value of approximately $1.4 billion, and from which PHI currently derives approximately $60
million per year in tax benefits in the form of interest and depreciation deductions.

In 2005, the Treasury Department and IRS issued Notice 2005-13 informing taxpayers that the IRS intends
to challenge on various grounds tite purported tax benefits claimed by taxpayers entering into certain sale-
Jeaseback 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. Also in 2005, the IRS published a
Coordinated Issue Paper concerning the resolution of audit issues related to such transactions. PCI's cross-border
energy leases are similar to those sale-leaseback transactions described in the Notice and the Coordinated Issue
Paper.

PCI’s leases have been under examination by the IRS as part of the normal PHI tax audit. In June 2006, the
IRS issued its final RAR for its audit of PHI's 2001 and 2002 income tax returns. In the RAR, the IRS disallowed
the tax benefits claimed by PHI with respect to these leases for those years. The tax benefits claimed by PHI with
respect to these leases from 2001 through December 31, 2007 were approximately $347 miliion. PHI has filed a
protest against the IRS adjusiments and the unresolved audit has been forwarded to the 1.5. Office of Appeals.
The ultimate outcome of this issue is uncertain; however, if the IRS prevails, PHI would be subject to additional
1axes, 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 appropriate based on applicable statutes, regulations and case law, and intends to
contest the adjustments proposed by the TRS; however, there is no assurance that PHI's position will prevail.

Ln 2006, the FASB issued FSP FAS 13-2, which amends SFAS No. 13 effective for fiscal years beginning
after December 15, 2006. This amendment requires a lease to be repriced and the book value adjusted when there
is a change or probable change in the timing of tax benefits of the lease regardless of whether the change resulis
in a deferral or permanent loss of tax benefits. Accordingly, a material change in the timing of cash flows under
PHI’s cross-border leases as the result of a settiement with the IRS would require an adjustment to the book
value of the leases and a charge to eanings equal to the repricing impact of the disallowed deductions which
could result in a material adverse effect on PHI's financial condition, results of operations, and cash flows. PHI
believes its tax position was appropriate and at this time does not believe there is a probable change in the timing
of its tax benefits that would require repricing the leases and a charge to earnings.

On December 14, 2007 the U.S. Senate passed its version of the Farm, Nutrition, and Bioenergy Act of 2007
(H.R. 2419) which contains a provision that would apply passive loss limitation rules to leases with foreign tax
indifferent parties effective for taxable years beginning after December 31, 2006, even if the leases were entered
into on or prior to March 12, 2004. The U.S. House of Representatives version of this proposed legislation which
it passed on July 27, 2007 does not contain any provision that would modify the current treatment of keases with
tax indifferent parties. Enactment irito law of a bill that is similar to that passed by the U.S. Senate in its current
form could result in a material delay of the income tax benefits that PHI would receive in connection with its
cross-border energy leases. Furthermore, if tegislation of this type were to be enacted, under FSP FAS 13-2, 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 deferred deductions which could result in a material adverse effect on PHI’s financial condition,
results of operations and cash-flows. The U.S. House of Representatives and the U.S. Senate are expected to hold
a conference in the near future to reconcile the differences in the two bills to determine the final legislation.
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IRS Mixed Service Cost Issue

During 2001, Pepeo, DPL, and ACE changed their methods of accounting with respect to capitalizable
construction costs for income tax purposes. The change allowed the companies to accelerate the deduction of
certain expenses that were previcusly capitalized and depreciated. Through December 31, 20035, these accelerated
deductions 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, pnmanly attribuiable to
their 2001 tax returns.

In 2005, the Treasury Department issued proposed 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 tax periods begmmng in 2005. Based on the proposed regulations, PHI in its
2005 federal tax return adopted an alternative method of accounting for capitalizable construction costs that
managemerit believes will be acceptable to the IRS,

At the same time as the proposed regulations were released, the IRS issued Revenue Ruling 2005-53, which
is intended to Limit the ability of certain taxpayers to utilize the method of accounting for income tax purposes
they utilized on their tax returns for 2004 and prior years with respect to capitalizable construction costs. In line
with this Revenue Ruling, the IRS RAR for the 2001 and 2002 tax returns disallowed substantiaily all of the
tncremental tax henefits that Pepco, DPL and ACE had claimed on those returns by requiring the companies to
capitalize and depreciate certain expenses rather than treat such expenses as current deductions. PHI's protest of
the IRS adjustments is among the unresolved audit matters relating to the 2001 and 2002 audits pending before
the Appeals Office.

In February 2006, PHI paid approximately $121 million of taxes to cover the arnount of additional taxes and
interesi that management estimated to be payable for the years 2001 through 2004 based on the method of tax
accounting that PHI, pursnant 1o the proposed regulations, adopted on its 2005 tax return. However, if the IRS is
successful in requiring Pepco, DPL and ACE to capitalize and depreciate construction costs that result in a tax
and interest assessment greater than management’s estimate of $121 million, PHI will be required to pay
additional taxes and interest only to the extent these adjustments exceed the $121 million payment made in
February 2006. It is reasonably possible that PHI's unrecognized tax bepefits related to this issue will
significantly decrease in the next 12 months as a result of a settlement with the IRS.

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, 2007, Pepco Holdings and its subsidiaries were partie;s to a variety of agreements
pursuant to which they were guarantors for standby letters of credit, performance residual value, and other
commitments and obligations, The commitments and obligations, in millions of dollars, were as follows:

Guarantor
PHI DREL.  ACE Other Total
Energy marketing obligations of Conectiv Energy (a) ............... $1809 $— $— $— $1809
Energy procurement obligations of Pepco Energy Services (a) ......., . 1417 — —_ = 141.7
Guaraniced lease residual values () . ... . oo — 26 27 ‘ 4 57
OtheT () .. o e e 23 — —_ 1.4 37
Toal ............ ... S $3249 326 $27 $18 §3320
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(a) Pepco Holdings has contractual commitments for ensuring the performance and related payments of
Conectiv Energy and Pepco Energy Services to counterparties under routine energy sales and procurement
obligations, including retail customer load obligations of Pepco Energy Services and requirements under
BGS contracts entered into by Conectiv Energy with ACE.

(h) Subsidiaries of Pepco Holdings have gnaranteed residual values in excess of fair value of certain equipment
and fleet vehicles held through lease agreements. As of December 31, 2007, obligations under the
guarantees were approximately $5.7 million. Assets leased under agreements subject to 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 guarantee is remote,

(c) Other guarantees consist of:

+  Pepro Holdings has guaraniced a subsidiary building lease of $2.3 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, 2007, the guarantees cover the remaining $1.4 million in rental obligations.

Pepco Holdings and certain of its subsidiaries have entered into various indemnification 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 unkimited 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.

Dividends

On January 24, 2008, the Board of Direciors declared a dividend on common stock of 27 cents per share
payable March 31, 2008, to shareholders of record March 10, 2008.

Contractual Obligations

As of December 31, 2007, Pepco Holdings' contractual obligations under non-derivative fuel and purchase
power contracts, excluding the BGS supplier load commitments, were $3,176.7 million in 2008, $2,756.8 million
in 2009 to 2010, $752.7 million in 2011 to 2012, and $3,119.9 million in 2013 and thereafter.

(13) USE OF DERIVATIVES IN ENERGY AND INTEREST RATE HEDGING ACTIVITIES

PHI's Competitive Energy businesses use derivative instruments primarily to reduce their financial exposure
o changes in the value of their assets and obligations due to commodity price fluctuations. The detrivative
instruments nsed by the Competitive Energy businesses inciude forward contracts, futures, swaps, and exchange-
traded and over-the-counter options. In addition, the Competitive Energy businesses also manage coramodity risk
with contracts that are not classified as derivatives. The two primary risk management objectives are (1) to
manage the spread between the cost of fuel used to operate electric generation plants and the revenue received
from the sale of the power produced by those plants, and (2) to manage the spread between retail sales
commitments and the cost of supply used to service those commitments to ensure stable and known minimum
cash flows, and lock in favorable prices and margins when they hecome available. To a lesser extent, Conectiv
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Encrgy also engages in energy marketing activities. Energy marketing activities consist primarily of wholesale
natural gas and fuel oil marketing; the activities of the short-term power desk, which generates margin by
capturing price differences between power pools, and locational and timing differences within a power pool; and
prior to October 31, 2006, provided operating services under an agreement with an unaffiliated generating plant.
PHI collectively refers to these energy marketing activities, including its commodity risk management activities,
as “other energy commodity” activitics and identifics this activity separately from the discontinued proprietary
trading activity that was discontinued n 2003.

Conectiv Energy assesses risk on a total portfolio basis and by component (¢.g. generation output,
generation fuel, load supply, etc.). Portfolio risk combines the generation fleet, load obligations, miscellaneous
commodity sales and hedges. Derivatives designated as cash flow and fair value hedges (Accounting Hedges) are
matched against each component using the product or products that most closely represent the underlying hedged
item. The total portfolic is risk managed based on its megawatt position by month. If the total portfolio becomes
too long or too short for a period as determined in accordance with Conectiv Energy’s policies, steps are taken to
reduce or increase hedges. Portfolio-level hedging includes the use of Accounting Hedges, derivatives that are
being marked-to-market through earnings, and other physical commodity purchases and sales.

Pepco Energy Services purchases eleciric and natural gas futures, swaps, options and forward contracts io
hedge price risk in connection with the purchase of physical natural gas and electricity for delivery to customers.
Pepco Energy Services accounts for its futures and swap contracts as cash flow hedges of forecasted transactions.
Its options contracts are marked-to-market through current earnings. Its forward contracts are accounted for using

standard accrual accounting since these contracts meet the requiremenis for normal purchase and sale accounting
under SFAS No. 133.

Policies and practices designed to minimize credit risk ¢xposure to wholesale energy counterpartics include,
among other things, formal credit policies, regular assessment of counterparty creditworthiness and the
establishment of a credit limit for each counterparty, moenitoring procedures that include stress testing, the nse of
standard agresments which allow for the netting of positive and negative exposures associated with a single
counterparty and collateral requirements under certain circumstances, and the establishment of reserves for credit
Iosses. )

PHI and its subsidiaries also use derivative instruments from time to time to mitigate the effects of
fluctmating interest rates on debt incurred in connection with the operation of their businesses. In June 2002, PHI
entered into several treasury lock transactions in anticipation of the issvance of several series of fixed rate debt
commencing in July 2002. There remained a loss balance of $28.8 million in Accumulated Other Comprehensive
Income (AOCI) at December 31, 2007 related to this transaction. The portion expected to be reclassified to
earnings during the next 12 months is $3.3 million. In addition, interest rate swaps have been executed in support
of PCI's medivm-term note program.

PCI has entered into interest rate swap agreements for the purpose of managing its overall barrowing rate
and managing its interest rate exposure associated with debt it has issued. PCI’s outstanding fixed rate debt
issued under its Medium-Term Note program was swapped into variable rate debt in a transaction entered into in
December 2001, which matures in December 2008. All of PCI’s hedges on variable rate debt issued under its
Medium-Term Note program matured during 2005,

The table below provides detail on effective cash flow hedges under SFAS No. 133 included in PHI's
Consolidated Balance Sheet as of December 31, 2007. Under SFAS No. 133, cash flow hedges are
marked-io-market on the balance sheet with corresponding adjustments to AOCI. The data in the table indicates
the magnitude of the effective cash flow hedges by hedge type (i.e., other energy commodity and interest rate
hedges), maximum term, and portion expected to be reclassified to earnings during the next 12 months.
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Cash Flow Hedges Included in Accumulated Other Comprehensive Loss
As of December 31, 2007 (Millions of dollars)

Portion Expected
to be Reclassified
Accumuiated OCI to Earnings during -
Contracts 7 (Loss) Aftertax ()  the Nexi 12Months  Maximum Term
Other Energy Commodity ............... $ 9.2) $7.1 48 months
Interest Rate . ... ........c.ccovvunen.. (28.8) (33) 296 months
Total ... ... .ccoieii i, $(38.00 - §$38 '

(a} Accumulated Other Comprehensive Loss as of December 31, 2007, includes a $(7.5) million balance related
to minimum pension liability. This balance is not included in thus table as there is not a cash flow hedge
associated with it.

The following table shows, in millions of dollars, the pre-tax gain (loss) recognized in earnings for cash
flow hedge ineffectiveness for the years ended December 31, 2007, 2000, and 2003, and where they were
reported in the Consolidated Statements of Earnings during the period.

2007 2006 2005

OPErAtNE REVEIUE . o v oo e o ettt et e et et e e e e $%23) $.4 $30
Fuel and Purchased Energy Expenses ........coviiviviuionnnennnin. .2 E) 2.0
TOAl <o veeeereeeeeenenennnns e $25 $.1 3

In connection with their other energy commodity activities, the Competitive Energy businesses designate
certain derivatives as fair value bedges. The net pre-tax gains/(losses) recognized during the twelve months
ended December 31, 2007, 2006 and 2005 included in the Consolidated Statements of Earnings for fair value
hedges and the associated hedged items are shown in the following table (in mitlions of dollars).

2007 2006 25

(Loss)/Gain on Derivative Instruments ......... .. ..., ciiiiunarannn $95 $.2 $—
Gain/(Loss)onHedged Ttems ......... ... ccoiiiiinniinarirnniann. $97 32 §—

For the years ended 2007 and 2006, losses of $1.8 million and $.3 million, respectively, were reclassified
from other comprehensive income {OCT) to earnings because the forecasted hedged transactions were deemed to
he no longer probable.

In connection with their other energy commodiiy activities, the Competitive Energy businesses hold certain
derivatives that do not quatify as hedges. Under SFAS No. 133, these derivatives are marked-to-market throngh
earnings wWith corresponding adjustments on the balance sheet. The pre-tax gains (losses) on these derivatives are
included in “Competitive Energy Operating Revenues” and are sammarized in the following table, in millions of
dollars, for the years ended December 31, 2007, 2006, and 2005.

2007 2006 2005

Proprietary Trading (@) .................... e $— - 5 1
Other Energy Commodity (b) ....... .o iiie i ieniinar ey 8.7 64.7 378
e P T $87 8647 $379

(a) PHI discontinued its proprietary trading activity in 2003.
(b) Includes §.5 million, $.3 million and zero in effective fair value hedge gains for the years ended
December 31, 2007, 2006 and 2005, respectively. '
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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 commaodity 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 2l gains and losses on the naturat gas hedging
activity, are fully recoverable through the gas cost rate clause included in DPL’s gas tariff rates approved by the
DPSC and are deferred under SFAS No. 71 until recovered. At December 31, 2007, DPL had a net deferred
derivative payable of $13.1 million, offset by a $13.1 million regulatory asset. At December 31, 2006, DPL had a
net deferred derivative payable of $27.3 million, offset by a $28.5 million regulatory asset. :

(14} EXTRAORDINARY ITEM

On April 19, 2005, ACE, the staff of the 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 $13.2 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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(15) QUARTERLY FINANCIAL INFORMATION (UNAUDITED) -

The quarterly data presented below reflect all adjustments necessary in the opinion of management for a fair
presentation of the interim results. Quarterly data normally vary seasonally because of temperature variations,
differences between summer and winter rates, and the scheduled downtime and maintenance of electric
generating units. The totals of the four quarterly basic and diluted earnings per common share may not equal the
basic and diluted earnings per common share for the year due to changes in the number of common shares
outstanding during the year.

2007
First Secopd Third Fourth
Quarter Quarter Quarter Quarter Total
{Millions, except per share amounts} .
Total Operating Revenue .. .............. $2, 1'78 8 $2,084.3(a) $2,770.3(a) $2.333.0(a) $9.366.4
Total Operating Expenses . ............... 20262  1,928.3(b) 2,449.5(bXc) 2,155.8(b) 8,559.8(c)
Qperating Income .. .................... 152.6 156.0 320.8 177.2 806.6
Other Expenses ... ninn. (69.5) (70.0) (72.9) (71.8) (284.2)
Preferred Stock Dividend Requirements of :

Subsidiaries ... ...... ... A .1 1 - 3
Income Before Income Tax Expense ....... 330 85.9 2478 105.4 5221
Income Tax ExXpense ...............c..... 314 28.7 80.2(d) 476 187.9(d)
NetIncome ................ccoocuui.-n 51.6 512 167.6 578 3342

Basic and Diluted Eamings Per Share of

Common Stock . ........c.outiain.., $ 278 30 % .87 $ 29 $ 172
Cash Dividends Per Common Share ........ $§ 26§ 26 % 206 $ 26 $ 104
2006
First Second Third Fourth
Quarter Quarter Quarter Quarter - Total
(Millions, except per share amonnts)
Total Operating Revenue ............... $1,951.9 519166 $2,589.9 $1,904.5 $8.362.9
Total Operating Expenses .............. 1,7908.0 - 1,7534 2,347.1 1,771.1 7,669.6()
OperatingIncome ............ccvunns.. 153.9 163.2 242.8 1334 693.3
Other Expenses ...................... 61.5¥e)  (72.5) (76.2) (72.2) (282.4)
Preferred Stock Dividend Requirements of ' o _ :
Subsidiaries ... ... ... .o L. 4 3 3 2 1.2
Income Before Income Tax Expense ...... 92,0 90.4 166.3 61.0 409.7
Income Tax Expense ......... e 35.2 3.2 62.3 24.7 1614
NetIncome . ..o i icannnn 56.8 51.2 104.0 36.3 248.3
Basic and Diluted Earnings Per Share of
Common Stock . .........covviana.. $ 22 $ 27 $ 54 b $ 130
Cash Dividends Per Common Share . ... .. $ 26 $ 2 % 26 $ 26 $ 104

(a) Includes adjustment related to timing of recognition of certain operating revenues which were overstated by
$0.5 million and $1.9 million in the second and third quarters, respectively, and understated by $2.4 million
in the fourth quarter.

(b) Imcludes adjustment related to timing of recognition of certain operating expenses which were overstated by
$4.8 million in the fourth quarter and understated by $1.2 million and $3.6 million in the second and third
quarters, respectively.

(c) Tacludes $33.4 million benefit ($20.0 million after-tax) from settlement of Mirant bankruptcy claims.

(d) Tncludes $19.5 million benefit ($17.7 million net of fees) related to Maryland income tax refund.

(¢} Includes $12.3 million gain ($7.9 million after-tax) on the sale of its equity interest in a joint venture which
owns 2 wood burning cogeneration facility. '

(0 Includes $18.9 million of impairment losses ($13.7 million after-tax) related to certain energy services
business assets.
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FIVE-YEAR PERFORMANCE GRAPH 2003-2007

The following chart compares the five-year cumulative total return to shareholders of Pepco Holdings, Inc.
consisting of the change in stock price and reinvestment of dividends with the five-year cumulative total retum
on the Standard & Poor’s 500 Stock Index (the “S&P 500”") and the Dow Jones Utilitics Index, '

COMPARISON OF 5 YEAR CUMULATIVE TOTAL RETURN
AMONG PEFCO HOLDINGS, INC., THE S&P 500 INDEX AND THE
DOW JONES UTILITIES INDEX

$350

$50
50 L T ~
2002 2003 2004 2005 2006 2007
—+—Pepco Holdings, Inc. =4~ S&P 500 Index =& Dow Jones Utilities
2002 2003 2004 2008 006 2007
Pepco Holdings, Inc. .................oun... $100.00 $106.40 $122.03 $133.80 $162.40 $§189.93
S&P300Index ...... et iaseaaaateaneintnnn $100.00 $128.63 $14258 $149.57 5173.14 $182.63
DowlJonesUtilities . ..........civirenenrenn $100.00 $120.08 $167.837 3209.77 $244.67 $293.76
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INVESTOR INFORMATION

Fiscal Agents

Common Stock and Ailantic City Electric
Company Preferred Stock

In writing: :
American Stock Transfer & Trust Compan
6201 15 Avenue

Brooklyn, NY 11219-9821

By telephone:
Tol free 1-866-254-6502

Via e-mail:
pepco@amstock.com

Inquiries concerning your Pepco Holdings, Inc.
shareholdings (such as status of your account,
dividend payments, change of address, lost
certificates or transfer of ownership of shares) or to
enroll in the dividend reinvestment plan or direct
deposit of dividends, should be directed to American
Stock Transfer & Trust Company as listed above,

A copy of Pepco Holdings’ Form 10-K for the year
ended December 31, 2007, is available without
charge by contacting American Stock Tramsfer &
Trust Company as listed above,

Other Information

For Historical Stock Prices (Potomac Electric Power
Company, Conectiv, Delmarva Power & Light
Company and Atlantic Energy), and other Pepco
Holdings, Inc. company information, including cur
Corporate Governance Guidelines, Corporate
Business Policies (which in their tofality constitute
our code of business conduct and ethics) and Board
Committee Charters, pleasc visit our Web site at

To exchange Potomac Electric Power Company or
Conectiv common stock certificates for Pepco
Holdings, Inc. stock certificates, contact American
Stack Transfer & Trust Company.

Pepco Holdings, Inc. Notes, Potomac Electric
Power Company Bonds, and Atlantic City Electric
Company Bonds

In writing:

The Bank of New York
100 Barclay Street, 8W
New York, NY 10286

By telephone:
Tall Free: 1-800-548-5075

.Delmarva Power & Light Company Bonds

In writing:

The Bank of New Yotk

Giobal Corporate Trust Services
Bondholder Relations

2001 Bryan Street

Dallas, TX 75201

By telephone:
Toll free 1-800-275-2048

Investor Relations Contact

Donna J. Kinzel, Director, Investor Relations
Telephone: 302-429-3004

E-mail: Dorna.Kinzel@ pepcoholdings.com

New York Stock Exchange Ticker Symbol: POM

Pepco Heldings, Inc. filed its annual CEO :
Certification with the New York Stock Exchange on
June 6, 2007, and fited its anaual CEO and CFO

www.pepcoholdings.com Certifications required by Section 302 of the
Sarbanes-Oxley Act of 2002 as exhibits to its Annual
Report on Form 10-K filed with the Securities and
Exchange Commission on February 29, 2008,

Stock Market Information ‘

2007 High Low Dividend 2006 High Low Dividend

1st Quarter $29.28 $24.80 $.26 1st Quarter $24.28 $22.15 $.26

2nd Quarter $30.71 $26.89 $.26 2nd Qmarter $2392 $21.79 $.26

3rd Quarter $29.28 $24.20 $.26 3rd Quarter $25.50 $22.04 $.26

4th Quarter $30.10 $25.73  $.26  4th Quarter $2699 $24.25  $.26

(Close on December 31, 2007: $29.33)
Number of Shareholders at December 31, 2007: 64,126

(Close on Diecember 29, 2006: $26.01)
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Pepco Energy Services, Inc.

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

While the Applicant wishes to maintain its Qhio electricity supplier license, 1t does not
believe that the current Ohio market will present any viable electricity sales opportunities
during 2008 and 2009. As a result, the Applicant is projecting $0 income and $0 costs to
support its Ohio operations over the next two years.

Questions regarding this forecast may be directed to:

Sandra Minch Guthormn

Manager, Manager- Energy Policy
Pepco Energy Services, Inc.

1300 North 17™ Street, Suite 1600
Arlington, VA 22209
410-375-3506
Sguthorn@PepcoEnergy.com

The chief assumptions included in this forecast are:

= Competitive retail market conditions, mainly regulatory factors, will continue to
remain unfavorable within the Applicant’s targeted markets; and

o Prevailing wholesale market will continue to prevent the Applicant from
effectively competing against regulated, default service within its targeted
markets.

Exhibit C-5
Page 1 of 1
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Pepco Energy Services, Inc.

C-6  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.

The Applicant does not have its own credit rating. The ratings for the Applicant’s parent
company, Pepco Holdings, Inc. (“PHI™} are as follows:

Standards & Poors Senior Unsecured Debt: BBB-
Short Term Debt: A-2

Moody’s Investors Service  Senior Unsecured Debt: Baa3
Short Term Debt: P-3

PHI is a public corporation trading under the ticker symbol POM.

The Applicant has numerous parental guarantees in place which facilitate transactions
with various wholesale entities. The purpose of these gnarantees is to provide credit
suppart for the Applicant’s commitment to pay for wholesale energy.

Exhibit C-6
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Pepco Energy Services, Inc.

c-7

C-7  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-7
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Pepco Energy Services, Inc.

C-8 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
obligations of the applicant or any officer of the applicant in the current year or
within the two most recent years preceding the application.

The Applicant certifies that neither it, a parent or affiliate organization that guarantees the
obligation of the applicant has conducted bankruptcy related reorganization or sought
protection from creditors or made any other form of bankruptey filings within the current
year or within the two most recent years preceding this application. The Applicant
further certifies that no officer of the Applicant has sought protection from creditors or
made any other form of bankruptcy filings within the current year or within the two most
recent years preceding this application.

Exhibit C-8
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Pepco Energy Services, Inc.

[oX:

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
vears preceding the application.

The Applicant has not conducted any acquisitions within the five most recent years
preceding this application.

With regard to dissolution, the Pepco Building Services, a wholly owed subsidiary of
PES, sold five businesses in 2006. They were:

MET Electrical Services
Substation Test
Unitemp

G&L Associates
Engineered Services

These companies are businesses that served primarily commercial and industrial
customers by providing heating, ventilation, air conditioning, electrical testing and
maintenance, and building automation services.”
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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 anciilary
services as well as other services used to arrange for the purchase and delivery of
electricity to retail customers.

Applicant is a licensed competitive electricity supplier to customers comprising nearly
4,300 MW of load. Applicant engages in all aspects of the process required to serve
retail customers including:
s Purchasing and selling of wholesale energy and electric capacity
« Purchasing and selling of other services needed to meet the requirements of retail
customers
» Providing price offers to prospective customers
» Scheduling customer demand and electric supply with Regional Transmission
Orgamzations and Electric Distribution Companies
¢ Billing customers for electric usage

Applicant purchases wholesale power via bilateral contracts to meet the electricity
obligation of its retail customers. Applicant maintains a wholesale transaction desk
charged with developing relationships with wholesale generation suppliers and various
generation brokers. Retail offers are typically made prior to, or simultaneously with, the
purchase of wholesale supply.

Applicant employs retail pricing staff to translate costs for wholesale energy, electric
capacity and other components into a price offer for prospective retail customers.

Applicant also maintains a scheduling desk that works with the applicable electric
distribution companies and regional transmission organizations to facilitate the
transmission and delivery of each retail customer’s electricity supply.

Applicant relies upon the applicable regional transmission organization (“RTQ”) for the
provision of ancillary services. However, the Applicant secures ancillary services on
behalf of each customer via its relationship with the applicable RTQ. The cost of
ancillary services is typically included as a component of the Applicant’s retail price.

The applicant’s operations will not include the generation of power for retail sales.
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D-2  Exhibit D-2 “Operations Expertise,” given the operational nature of the
applicant’s business, provide evidence of the applicant’s experience and technicol
expertise in performing such operations.

Applicant currently provides retail electric supply to customers within the service
territoties of approximately 30 electric distribution companies within 12 states and
District of Columbia. By so doing, Applicant has become one of the largest competitive
retail electricity suppliers in the country. Applicant is a member of, and an active
participant in, the PIM Interconnection LLC, the New York Independent System
Operator (“ISO”), the ISO-New England, and the Midwest ISO. Applicant has nearly
twelve years of experience procuring wholesale electricity, structuring retail transactions,
scheduling power deliveries and serving the needs of end-use retail customers.
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D-3

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.

The following personnel will be most directly responsible for the Applicant’s technical
operations within the State of Ohio. All of the personnel listed below maintain offices at
the Applicant’s headquarters, which is located at 1300 North 17™ Street, Suite 1600,
Arlington, VA 22209,

Mark S. Kumm

President, Retail Electric Supply
Pepco Energy Services, Inc.
703-253-1651
MKumm(@PepcoEnergy.com

Mark S. Kumm is President of the Retail Electric Supply business unit for Pepco Energy
Services, Inc. As President of Retail Electric Supply, his responsibilities include
commodity sales to large commercial and industrial customers, wholesate procurement,
and the development and implementation of new commodity-related products and
services for the large commercial and industrial customer segment.

Prior to joining Pepco Energy Services in mid-1999, Mr. Kumm worked for the then
parent company of Pepco Energy Services, the Potomac Electric Power Company
(*“Pepco™). He began his career at Pepco in 1984, holding a number of analytical and
managerial positions, including Manager of the Market Planning and Policy Group. His
responsibilities included management and monitoring of verification studies for
conservation and Joad management programs, marginal and avoided cost studies, market
and load research, evaluation and planning for DSM programs, and the development and
marketing of products and services delivered by the utility.

Mr. Kumm is trained as an economist, holding a Bachelor’s Degree in Economics from
the University of Missouri and a Ph.D. in Economics from Duke University.

Caryn Bacon

Senior Vice President, Customer Operations
Pepco Energy Services, Inc.

703-253-1646

CBacon(@PepcoEnergy.com

Caryn Bacon manages the wholesale procurement, billing, customer analysis, forecasting
and reconciliation for Pepco Energy Services’ retail electricity customers. Her current
responsibilities include managing the electronic data interchange transactions used to
communicate with electric distribution companies, providing bills to large commercial
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governmental, institutional and industrial electric customers, and responding to customer
inquiries.

Ms. Bacon has more than 20 years of utility experience. She joined Pepco Energy
Services at the end of 1998 and was integral to the implementation of supplying retail
electricity customers in Pennsylvanmia. Her responsibilities inchude arranging for
membership with PJM, applying for all necessary transmission service agreements,
negotiating wholesale energy and installed capacity supply contracts, forecasting and
supplying energy to match retail load and coordinating with each EDC and all regulatory
agencies 1n various retail matters.

Prior to working at PES, she worked in the Bulk Power Management Division at PEPCO
where she managed the company’s mid and long-term wholesale trading and Marketing
efforts, including wholesale supply of electricity and installed capacity to retailers in
Pennsylvania. Ms. Bacon has a Bachelor of Science in Materials and Mechanical
Engineering from Duke University and a Master of Science in Materials and Mechanical
Engineering from George Washington University. She is a registered Professional
Engineer in Virginia. Ms. Bacon is Pepco Energy Services’ representative on PJM’s
Reliability Assurance Committec and Member’s Committec.

James Newton

Vice President, Commercial Operations
Pepco Energy Services, Inc.
703-253-1626
JNewton@PepcoEnergy.com

James Newton manages the daily operations of the Pepco Energy Services” wholesale
transactions desk. His responsibilities include the implementation of PES’ wholesale
supply hedging strategies and procurement for commercial, industrial and residential
electricity loads. Mr. Newton has extensive experience in the electricity industry. Prior
to joining Pepco Energy Services, Mr. Newton worked in the Bulk Power Management
Division at PEPCO where he managed the company’s short-term wholesale trading and
marketing efforts and optimized generating unit dispatch. Prior to the formation of the
Bulk Power Management Division, Mr. Newton helped to develop and maintain
PEPC()’s production cost models and worked with a team to develop the Biennial
Integrated Resources Plan.

Mr. Newton holds a Bachelors degree in Mechanical Engineering from the University of
Matyland at College Park and a MBA from George Washington University.
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D-4

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)

The Applicant received authorization to engage in the marketing of energy and power
from the Federal Energy Regulatory Commission on July 16, 1998 in Docket No. ER98-
3096-000.
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