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ABO
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ACE Fundi ng
AQCI

Act

APB

APBO

Asset Purchase and
Sal e Agreenent

Bankr upt cy Court
BGS

BTP

Conpetitive Energy
Busi ness

Conecti v

Conectiv Energy

Conectiv Power
Del i very (CPD)

Cct

DCPSC

Debent ur es

Delivery revenue

Di strict Court
DMEC

DPL

DPSC

El TF

EPA

ERI SA

ESS
Exchange Act
FASB

FERC

FIN 45

FI N 46

FIN 46R

Fi r st Ener gy
First Energy PPA

FSP
FSP 106- 2

GLOSSARY OF TERMS

Definition

Accunul at ed benefit obligation

Atlantic City Electric Conpany

Atlantic City Electric Transition Funding LLC

Accumul ated Ot her Conprehensive | ncomne

Medi care Prescription Drug, |nprovement and Moderni zati on
Act of 2003

Accounting Principles Board Opinion

Accumul at ed Post-Retirement Benefit Obligation

Asset Purchase and Sal e Agreenent, dated as of June 7,
2000 and subsequently anended, between Pepco and M rant
(formerly Southern Energy, Inc.) relating to the sale of
Pepco' s generation assets

Bankruptcy Court for the Northern District of Texas
Basi ¢ generation service (the supply of energy to
customers in New Jersey who have not chosen a conpetitive
supplier)

Bondabl e Transition Property

Consi sts of the business operations of Conectiv Energy
and Pepco Energy Services

A whol |y owned subsidiary of PH which is a PUHCA hol di ng
conpany and the parent of DPL and ACE

Conectiv Energy Hol di ng Conmpany and its subsidiaries
The trade name under which DPL and ACE conduct their
power delivery operations

Conbustion turbine

Di strict of Colunbia Public Service Conm ssion

Juni or Subordi nat ed Debent ures

Revenue Pepco receives for delivering energy to its
custoners

U S. District Court for the Northern District of Texas
Del aware Muni ci pal El ectric Corporation

Del marva Power & Light Conpany

Del aware Public Service Conmi ssion

Energi ng |1 ssues Task Force

Envi ronmental Protection Agency

Enmpl oyment Retirenment |Income Security Act of 1974

El ectricity Supply Service

Securities Exchange Act of 1934, as anended

Fi nanci al Accounting Standards Board

Federal Energy Regul atory Comnri ssi on

FASB Interpretation No. 45, entitled "CGuarantor's
Accounting and Di sclosure Requirenments for Guarantees,
I ncl udi ng I ndirect Guarantees of |ndebtedness of O hers”
FASB Interpretation No. 46, entitled "Consolidation of
Variable Interest Entities"

FASB Interpretation No. 46 (revised Decenber 2003),
entitled "Consolidation of Variable Interest Entities"
FirstEnergy Corp., formerly Chio Edison

PPAs between Pepco and FirstEnergy Corp. and All egheny
Energy, Inc.

FASB Staff Position

FASB Staff Position 106-2, entitled "Accounting and

Di scl osure Requirenents Related to the Medicare
Prescription Drug, |nmprovenent and Moderni zati on Act of
2003"



Term
GAAP

GCR

GPC

LTI P

M r ant

Mrant Pre-Petition
ol i gations

MPSC
MIC
NJBPU
NJBPU Fi nanci ng Orders
NJ DEP
NUG
OCl
OoPC
O her energy
commodity activities
Panda
Panda PPA
PCI

Pepco
Pepco
Pepco
Pepco

Ener gy Services
Hol di ngs or PHI
TPA Claim

Pepcom
PIM
POLR

Power

PPA

PPA- Rel at ed
bl i gations

Del i very

Proprietary tradi ng

PUHCA

RARC

RCN

Regul ated el ectric
revenues

SEC

Settl enent Agreenent

SFAS

SFAS No. 5
SFAS No. 123
SFAS No. 131

Definition

Accounting principles generally accepted in the United
States of America

Gas Cost Recovery

Generation Procurement Credit

Long- Term I ncentive Pl an

M rant Corporation and certain of its subsidiaries

Unpai d obligations of Mrant to Pepco existing at the
time of filing of Mrant's bankruptcy petition consisting
primarily of paynents due Pepco in respect of the PPA-

Rel ated Obligations

Maryl and Public Service Comr ssion

Mar ket transition charge

New Jersey Board of Public Uilities

Bondabl e stranded costs rate orders issued by the NJBPU
New Jersey Departnent of Environmental Protection
Non-utility generator

O her Conprehensive I ncome

O fice of the People's Counse

The conpetitive energy segnments' commodity risk
managenment and ot her energy market activities
Panda- Br andywi ne, L.P.

PPA between Pepco and Panda

Pot omac Capital |nvestnment Corporation and its
subsi di ari es

Pot omac El ectric Power
Pepco Energy Servi ces,
Pepco Hol di ngs, Inc.
Pepco's $105 nillion allowed, pre-petition genera

Conpany
Inc. and its subsidiaries

unsecured cl ai m agai nst M rant
Pepco Communi cations, Inc.
PJM I nt er connecti on, LLC

Provi der of Last Resort (the supply of energy to
customers who have not chosen a conpetitive supplier)
PHI ' s Power Delivery Businesses

Power Purchase Agreenent

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

Contracts entered into to take a view, capture narket
pri ce changes, and/or put capital at risk

Public Utility Hol di ng Company Act of 1935

Regul at ory Asset Recovery Charge

RCN Cor por ation

Revenues for delivery (transm ssion and distribution)
service and electricity supply service

Securities and Exchange Conmi ssion

Anmended Settl ement Agreenent and Rel ease, dated as of
Cct ober 24, 2003 between Pepco and the Mrant Parties

St at enent of Financial Accounting Standards

St atement of Fi nancial Accounting Standards No. 5,
entitled "Accounting for Contingencies"”

St at ement of Fi nancial Accounting Standards No. 123,
entitled "Accounting for Stock-Based Conpensation”

St atenent of Financial Accounting Standards No. 131
entitled "Discl osures About Segments of an Enterprise and
Rel at ed | nformati on"



Term
SFAS No. 133

SFAS No. 148

SFAS No. 150

SMECO
SMECO Agr eenent
SOS

Standard O fer Service
revenue or SOS
revenue

St ar power

Stranded costs

TBC
T&D
TPAs

Transition Bonds
Treasury | ock

VaR
VSCC

Definition

St at enent of Financial Accounting Standards No. 133,
entitled "Accounting for Derivative Instrunents and
Hedgi ng Activities"

St atenent of Financial Accounting Standards No. 148
entitled "Accounting For Stock-Based Conpensation -
Transition and Di scl osure”

St at enent of Financial Accounting Standards No. 150,
entitled "Accounting for Certain Financial Instrunents
with Characteristics of Both Liabilities and Equity"
Sout hern Maryl and El ectric Cooperative, Inc.

Capacity purchase agreenent between Pepco and SMECO
Standard Offer Service (the supply of energy to custoners
in Maryl and and the District of Col unbia who have not
chosen a conpetitive supplier)

Revenue Pepco receives for the procurenent of energy by
Pepco for its SOS custoners

St ar power Communi cations, LLC

Costs incurred by a utility in connection with providing
service which woul d otherwi se be unrecoverable in a
conpetitive or restructured narket. Such costs nmay

i nclude costs for generation assets, purchased power
costs, and regulatory assets and liabilities, such as
accunul ated deferred incone taxes.

Transi tion bond charge

Transm ssion and distribution

Transition Power Agreenments for Maryland and the District
of Col unbi a between Pepco and M rant

Transition bonds issued by ACE Funding

A hedgi ng transaction that allows a conpany to "lock-in"
a specific interest rate corresponding to the rate of a
desi gnated Treasury bond for a determ ned period of tinme
Val ue at Risk

Virginia State Corporation Conm ssion
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PART | FI NANCI AL | NFORMATI ON

Item 1. FI NANCI AL STATEMENTS

Listed below is a table that sets forth, for each registrant, the page
nunber where the information is contai ned herein.

Regi strants

Pepco ACE
Item Hol di ngs Pepco DPL ACE Fundi ng

Consol i dated Statenents

of Ear ni ngs 3 33 48 59 72
Consol i dat ed St atenents of

Conpr ehensi ve | ncone 4 N A N A N A N A
Consol i dat ed Bal ance Sheets 5 34 49 60 73
Consol i dated Statenents

of Cash Fl ows 7 36 51 62 74

Not es to Consol i dat ed
Fi nanci al Statenents 8 37 52 63 75
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PEPCO HOLDI NGS,

I NC. AND SUBSI DI ARI ES

CONSOLI| DATED STATEMENTS OF EARNI NGS
(Unaudi t ed)

PEPCO HOLDI NGS

Three Mont hs Ended

N ne Mont hs Ended

Sept enber 30, Sept enber 30,
2004 2003 2004 2003
(MTTions, except $ per share data)
Qper ati ng Revenue $2,046.5 $2,130.6 $5,502.1 $5,757.7
Oper ati ng Expenses
Fuel and purchased energy 1,197.3 1, 327.2 3,220.4 3,705.9
O her operation and nai nt enance 348. 1 330.6 1,059.0 1,015.9
Depreci ati on and anortization 113.7 112.5 335.9 320. 4
O her taxes 91.3 81.4 227.5 203.9
Deferred el ectric service costs 18.7 (0.9) 27.7 0.6
| mpai rment | osses - - - 52.8
Gain on sale of assets (2.1) (68.8) (28.9) (68.8)
Total Operating Expenses 1,767.0 1,782.0 4,841.6 5,230.7
Operating | ncome 279.5 348. 6 660. 5 527.0
O her I ncone (Expenses)
I nterest and dividend i ncone 1.2 3.7 8.0 18.6
I nterest expense (104.5) (96.2) (289.2) (276. 4)
Incone (loss) fromequity investnents 1.6 (2.0) 14. 4 (7.9
| mpai rment | 0oss on equity investnent - - (11.2) -
O her incone 6.8 7.7 17.2 30.4
O her expenses (1.4) (2.3) (3.3) (9.1)
Total O her Expenses (96. 3) (89.1) (264.1) (244. 4)
Preferred Stock Dividend Requirenments of Subsidiaries 0.7 0.7 2.2 13.1
I ncone Before Incone Tax Expense 182.5 258.8 394. 2 269.5
I ncome Tax Expense 71.5 101.5 141.6 99.9
Incone Before Extraordinary Item 111.0 157.3 252. 6 169. 6
Extraordinary Item (net of tax of $4.1 nmillion for
the nine nonths ended Septenber 30, 2003) - - - 5.9
Net | ncone 111.0 157.3 252.6 175.5
Ret ai ned | ncome at Begi nning of Period 836.7 771.1 781.0 838.2
Di vi dends on Common St ock (43.1) (42.5) (129.0) (127.8)
Ret ai ned I ncone at End of Period $ 904.6 $ 885.9 $ 904.6 $ 885.9
Aver age Common Shares Qutstandi ng
Basi ¢ and Dil uted 175.2 171.0 173.1 170.5
Basi ¢ and Diluted Earni ngs Per Share of Conmon Stock
Before extraordinary item $. 64 $.92 $1. 46 $1. 00
Extraordinary item - - - .03
Tot al $. 64 $. 92 $1. 46 $1.03
The acconpanying Notes are an integral part of these Consolidated Financial Statenents.



PEPCO HOLDI NGS,

PEPCO HOLDI NGS

I NC. AND SUBSI DI ARI ES

CONSOLI DATED STATEMENTS OF COVPREHENSI VE | NCOVE

(Unaudi t ed)

Net i ncone

O her conprehensive income (loss), net of taxes

Unrealized gains (losses) on comodity
derivatives designated as cash fl ow hedges

Unrealized hol ding (| osses)
arising during period

Less: reclassification adjustment for (losses)
gains included in net earnings
Net unrealized gains (losses) on comodity

derivatives

Real i zed gain on Treasury | ock

Unrealized gains (losses) on interest

agreenents designated as cash fl ow hedges:

Unreal i zed hol ding (losses) gains arising

during period

Less: reclassification adjustment for
(l osses) included in net earnings
Net unrealized gains (losses) on interest

rate swaps

Unreal i zed gains (|l osses) on marketabl e

securities:

Unreal i zed hol ding gains (losses) arising

during period

Less: reclassification adjustnent for gains

i ncluded in net earnings

Net unrealized gains (losses) on marketable

securities

O her conprehensive incone (loss), before taxes

I ncone tax expense (benefit)
O her conprehensive income (loss),

Conpr ehensi ve i ncone

Three Mnths Ended Ni ne Mont hs Ended
Sept enber 30, Sept enber 30,
2004 2003 2004 2003

(MIlions of Dollars)

$111.0 $157. 3 $252. 6 $175.5

(0. 9) (32.3) (7.2) (15.3)
(1.0) (2.7) 1.2 20. 8
0.1 (29. 6) (8. 4) (36. 1)
2.9 2.9 8.8 8.8
(0.2) 1.5 (4. 5) (4. 4)
(6.7) (2.0) (9.4) (3.3)
6.5 3.5 4.9 (1.1)
0.1 4.0 (3.5) 5.7

- 0.6 0.8 0.4
0.1 3.4 (4.3) 5.3
9.6 (19.8) 1.0 (23.1)
3.1 (8. 1) 0.2 (7.4)
6.5 (11.7) 0.8 (15.7)

$117.5 $145. 6 $253. 4 $159. 8

The acconpanying Notes are an integra

part of these

Consol i dat ed Fi nanci al St at enents.



PEPCO HOLDI NGS

PEPCO HOLDI NGS, | NC. AND SUBSI DI ARI ES
CONSOLI DATED BALANCE SHEETS
(Unaudi t ed)

Sept enber 30, Decenber 31,
ASSETS 2004 2003

(Mllions of Dollars)

CURRENT ASSETS

Cash and cash equival ents $ 62.7 3 91.8
Restricted cash 20.2 9.0
Restricted funds held by trustee 46. 1 8.3
Mar ket abl e securities 6.3 28.7
Accounts receivable, |ess allowance for
uncol | ecti bl e accounts of $42.9 mllion
and $43.5 mllion, respectively 1,301.6 1,136.3
Fuel, materials and supplies-at average cost 276. 8 281.2
Prepai d expenses and ot her 87.9 73.6
Total Current Assets 1,801.6 1,628.9
| NVESTMENTS AND OTHER ASSETS
Goodwi | | 1,430.5 1,432.3
Regul atory assets 1,402.5 1,497.6
I nvestnment in finance | eases held in trust 1,202.1 1,143.1
I nvestnent in financing trusts - 2.9
Prepai d pensi on expense 158. 4 166. 6
O her 510.1 541.0
Total Investments and Ot her Assets 4,703.6 4,783.5
PROPERTY, PLANT AND EQUI PMENT
Property, plant and equi prment 10, 930.5 10, 747. 2
Accumul at ed depreci ation (3,907.0) (3,782.3)
Net Property, Plant and Equi pnent 7,023.5 6, 964. 9
TOTAL ASSETS $13,528.7 $13,377.3

The acconpanying Notes are an integral part of these Consolidated Financial Statenents.



PEPCO HOLDI NGS

PEPCO HOLDI NGS, | NC. AND SUBSI DI ARI ES
CONSOLI| DATED BALANCE SHEETS
(Unaudi t ed)

Sept enber 30, Decenber 31,
LI ABI LI TI ES AND SHAREHOLDERS' EQUI TY 2004 2003

(Mllions of Dollars)

CURRENT LI ABI LI TI ES

Short -t erm debt $1,114.6 $ 898. 3
Accounts payabl e and accrued liabilities 634.5 699. 6
Debentures issued to financing trust - 25.8
Capital |ease obligations due within one year 4.6 4.4
Interest and taxes accrued 71.0 96. 8
Q her 349. 4 328.3
Total Current Liabilities 2,174.1 2,053.2
DEFERRED CREDI TS
Regul atory liabilities 446.0 470.9
I ncone taxes 1,920.1 1,777.0
Investment tax credits 59.7 63.7
Gt her post-retirement benefit obligation 287.6 276.9
Q her 253.1 284.9
Total Deferred Credits 2,966.5 2,873. 4
LONG TERM LI ABI LI TI ES
Long- t erm debt 4,203.0 4,588.9
Transition Bonds issued by ACE Fundi ng 531.7 551. 3
Debentures issued to financing trust - 72.2
Mandatorily redeemabl e serial preferred stock 42.5 45.0
Capital |ease obligations 123.3 126.8
Total Long-TermLiabilities 4,900. 5 5,384. 2
COWM TMENTS AND CONTI NGENCI ES
PREFERRED STOCK COF SUBSI DI ARl ES
Serial preferred stock 31.2 35.3
Redeemabl e serial preferred stock 27.9 27.9
Total preferred stock of subsidiaries 59.1 63. 2
SHAREHOLDERS' EQUI TY
Common stock, $.01 par value, - authorized 400, 000, 000
shares - 187,924,302 shares and 171, 769, 448 shares
out st andi ng, respectively 1.9 1.7
Prem um on stock and other capital contributions 2,557.2 2,246.6
Capi tal stock expense (13.3) (3.3)
Accumul at ed ot her conprehensive | oss (21.9) (22.7)
Ret ai ned i ncone 904. 6 781.0
Total Sharehol ders' Equity 3,428.5 3,003.3
TOTAL LI ABI LI TIES AND SHAREHOLDERS' EQUI TY $13,528.7 $13,377.3

The acconpanying Notes are an integral part of these Consolidated Financial Statenents.



PEPCO HOLDI NGS

PEPCO HOLDI NGS, | NC. AND SUBSI DI ARl ES
CONSOLI DATED STATEMENTS OF CASH FLOWS
(Unaudi t ed)

Ni ne Mont hs Ended
Sept enber 30,
2004 2003
(MIlions of Dollars)

OPERATI NG ACTI VI TI ES
Net incone $ 252.6 $ 175.5
Adj ustments to reconcile net incone to net

cash fromoperating activities:

Extraordinary item - (10.0)
Gain on sale of assets (28.9) (68.8)
Derivative activity (42.3) 50. 4
Depreci ation and anortization 335.9 320.4
| mpai rment | oss 11.2 52.8
Rents received fromleveraged | eases under
i ncone ear ned (59.8) (54.2)
Deferred income taxes 97.3 92.0
Investment tax credit adjustnents, net (4.0) (4.0)
Changes in:
Accounts receivabl e (193.3) 28.7
Fuel , materials and supplies 4.4 14.8
Regul atory assets and liabilities 9.7 (32.2)
O her deferred charges 20.9 (5.0)
Prepai d expenses (1.5) (27.5)
Prepai d pension costs 8.2 13.8
Accounts payabl e and accrued liabilities 70.0 (145.0)
O her deferred credits 3.5 (3.8)
Interest and taxes accrued (49.2) 143. 3
Derivative and energy trading contracts (7.6) (62.9)
Mnority interest liability (4.8) (9.5)
Ot her post-retirenent enpl oyee benefit obligation 17.8 16.5
Net Cash From Operating Activities 440. 1 485. 3
I NVESTI NG ACTI VI TI ES
Investment in property, plant and equi pnent (357.0) (442.1)
I ncrease in bond proceeds held by trustee (31.5) -
Proceeds from conbustion turbine contract cancellation - 52.0
Proceeds from sal e of assets 42.0 147.7
Proceeds from sal es of narketable securities 52.7 359.8
Purchases of narketable securities (33.9) (355. 6)
Proceeds from sal es of other investnents 15.1 11.5
Purchases of other investments (0.2) (7.8)
Changes in restricted cash (11. 2) 9.6
Net other investing activities 4.0 (3.0)
Net Cash Used By |nvesting Activities (320.0) (227.9)
FI NANCI NG ACTI VI TI ES
Di vi dends pai d on common stock (129.0) (127.8)
Di vi dends paid on preferred stock (2.2) (3.8)
Common st ock i ssued 287.8 -
Common stock issued for the
Di vi dend Rei nvestnent Pl an 22.1 24.1
Redenpti on of preferred stock (6.6) (2.5)
Redenpti on of debentures issued to financing trust (95.0) -
Redenption of Trust Preferred Stock - (70.0)
| ssuances of |ong-termdebt 449. 7 733.2
Reacqui sition of |ong-term debt (818. 8) (536. 4)
| ssuances (repayment) of short-term debt, net 171.5 (139.7)
Cost of issuances and financings (25.1) (13.2)
Net other financing activities (3.6) (4.3)
Net Cash Used By Financing Activities (149. 2) (140. 4)
Net (decrease) increase in Cash and Cash Equival ents (29.1) 117.0
Cash and Cash Equi val ents at Begi nning of Period 91.8 73.4
CASH AND CASH EQUI VALENTS AT END OF PERI OD $ 62.7 $ 190.4

The acconpanying Notes are an integral part of these Consolidated Financial Statenents.



PEPCO HOLDI NGS

NOTES TO CONSOLI DATED FI NANCI AL STATEMENTS

PEPCO HOLDI NGS, | NC

(1) ORGANI ZATI ON

Pepco Hol di ngs, Inc. (Pepco Holdings or PHI) is a diversified energy
conpany that, through its operating subsidiaries, is engaged in three
princi pal areas of business operations:

regul ated power delivery,
non-regul ated conpetitive energy generation, marketing and supply, and

ot her non-regul ated activities consisting primarily of investments in
energy-rel ated assets.

PH is a public utility holding conpany registered under the Public
Utility Hol di ng Conpany Act of 1935 (PUHCA)and is subject to the regulatory
oversi ght of the Securities and Exchange Conmi ssion (SEC) under PUHCA. As a
regi stered public utility holdi ng conpany, PH requires SEC approval to,
anmong ot her things, issue securities, acquire or dispose of utility assets or
securities of utility conpanies and acquire other businesses. |n addition
under PUHCA, transactions anong PH and its subsidiaries generally nust be
perfornmed at cost and subsidiaries are prohibited from paying divi dends out
of an accunul ated deficit or paid-in capital w thout SEC approval

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

The | argest conponent of PHI's business is Power Delivery, which
consists of the transmi ssion and distribution of electricity and the
distribution of natural gas. Additionally, PH's Power Delivery business
provi des default electricity supply to custonmers who do not choose a
conpetitive supplier on ternms that vary depending on the service territory.
PHI 's Power Delivery business is conducted by its subsidiaries Potonac
El ectri c Power Conpany (Pepco), Del marva Power & Light Conpany (DPL), and
Atlantic City Electric Conpany (ACE), each of which is a regulated public
utility in the jurisdictions in which it serves custoners. DPL and ACE
conduct their Power Delivery operations under the trade name Conectiv Power
Del i very.

Conpetitive Energy

PHI 's conpetitive energy business provides non-regul ated generation
mar keting and supply of electricity and gas, and related energy nmanagenent
services, in the md-Atlantic region. PH's conpetitive energy operations
are conducted through subsi diaries of Conectiv Energy Hol di ng Conpany
(collectively, Conectiv Energy) and Pepco Energy Services, Inc. and its
subsidiaries (collectively, Pepco Energy Services).

Ot her Non- Regul at ed

Thi s conponent of PHI's business is conducted through its subsidiaries
Pot omac Capital Investnent Corporation (PCl) and Pepco Communi cations, Inc.
(Pepcom). PClI manages a portfolio of financial investnents, which primarily
i ncl udes energy | everaged | eases. During the second quarter of 2003, PHI
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announced the discontinuation of further new investnent activity by PCl
Pepco Hol di ngs, through Pepcom holds a 50%interest in Starpower

Communi cations, LLC (Starpower), a joint venture with RCN Corporation (RCN)
whi ch owns the other 50%

In the fourth quarter of 2003, Pepco Hol di ngs recorded an i npairment
charge which reduced the carrying val ue of Pepcom s investnment in Starpower
to $39.2 mllion. The anpunt of the inpairment charge was based on Pepco
Hol di ngs' intent to sell its investnment and an assessnment of the fair val ue
of its investnent at Decenber 31, 2003. On July 28, 2004, Pepcom entered
into a contract with a third party for the sale of its 50%interest in
Starpower. Based on the sales price in the contract and the related selling
costs, Pepcomrecorded an additional inpairnent charge of $11.2 million in
the second quarter of 2004 reducing the value of Pepco Holdings' equity
investment in Starpower to $28 nillion at June 30, 2004.

Under a right of first refusal provision in the Starpower joint venture
operating agreenent between Pepcom and RCN, RCN has the right to match a
third party's offer and enter into an agreenment to purchase Pepcom s interest
in Starpower within 60 days fromthe receipt of an offer notice from Pepcom

On Cctober 15, 2004, RCN notified Pepcomthat it has elected to exercise
its right of first refusal to natch the third party offer and to purchase
Pepcom's 50% interest in Starpower. As a result of RCN' s election to
purchase Pepcom s 50% interest in Starpower, Pepcomw |l be required to pay a
break up fee of $1 million to the third party with which Pepcomentered into
the July 28, 2004 contract. This break up fee will be payabl e upon closing of
the sale to RCN of Pepcomls interest in Starpower

The sal e of Pepconis interest in Starpower to RCN is subject to the
recei pt of all necessary regulatory approvals. At this time, the conpletion
date for the sale has not been detern ned.

(2) ACCOUNTI NG POLI CY, PRONOUNCEMENTS, AND OTHER DI SCLOSURES

Fi nanci al Statenent Presentation

Pepco Hol di ngs' unaudited consolidated financial statenents are prepared
in conformity with accounting principles generally accepted in the United
States of Anerica (GAAP). Pursuant to the rules and regul ations of the SEC
certain information and footnote disclosures norrmally included in annua
financial statenments prepared in accordance with GAAP have been om tted.
Therefore, these financial statenents should be read along with the annua
financial statenments included in PH's Annual Report on Form 10-K/ A for the
year ended Decenber 31, 2003. 1In the opinion of PH's managenent, the
consol idated financial statements contain all adjustments (which all are of a
normal recurring nature) necessary to present fairly Pepco Hol dings' financial
condition as of Septenber 30, 2004, in accordance with GAAP. Interimresults
for the three and nine nonths ended Septenber 30, 2004 nmay not be indicative
of PH's results that will be realized for the full year ending Decenber 31,
2004, since its Power Delivery subsidiaries' sales of electric energy are
seasonal. Additionally, certain prior period balances have been reclassified
in order to conformto current period presentation

FIN 45

Pepco Hol di ngs applied the provisions of FASB Interpretation No. 45
"Guarantor's Accounting and Disclosure Requirenents for Guarantees, |ncluding
I ndirect Guarantees of |ndebtedness of Others" (FIN 45), commencing in 2003 to
its agreenents that contain guarantee and indemnification clauses. These
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provi si ons expand those required by FASB Statenent No. 5, "Accounting for
Contingencies," by requiring a guarantor to recognize a liability on its

bal ance sheet for the fair value of obligations it assunes under certain

guar antees issued or nodified after Decenber 31, 2002 and to disclose certain
types of guarantees, even if the |ikelihood of requiring the guarantor's
performance under the guarantee is renote.

As of Septenber 30, 2004 Pepco Hol di ngs did not have nateri al
obl i gati ons under guarantees or indemifications issued or nodified after
Decenber 31, 2002, which are required to be recognized as a liability onits
consol i dated bal ance sheets; however, certain energy marketing obligations of
Conectiv Energy were recorded as liabilities.

FIN 46

On Decenber 31, 2003, FIN 46 was inplenented by Pepco Hol dings. FIN 46
was revised and superseded by FASB Interpretation No. 46 (revised Decenber
2003), "Consolidation of Variable Interest Entities" (FIN 46R) which clarified
sone of the provisions of FIN 46 and exenpted certain entities fromits
requi renents. The inplenentation of FIN 46R (including the evaluation of
interests in purchase power arrangenents) did not inpact Pepco Hol di ngs
financial condition or results of operations for the three or nine nonths
ended Septenber 30, 2004.

As part of the FIN 46R eval uation, Pepco Holdings reviewed its
subsi di ari es' power purchase agreements (PPAs), including its Non-Utility
Generation (NUG contracts, to determine (i) if the subsidiary's interest in
each entity that is a counterparty to a PPA was a variable interest, (ii)
whet her the entity was a variable interest entity and (iii) if so, whether
Pepco Hol di ngs' subsidiary was the primary beneficiary. Due to a variable
element in the pricing structure of PPAs with four entities, including Pepco's
agreenent with Panda-Brandywi ne, L.P. (Panda), Pepco Hol di ngs' subsidiaries
potentially assunme the variability in the operations of the plants of these
entities and therefore have a variable interest in the entities. Pepco
Hol di ngs was unable to obtain sufficient information fromthese entities to
conduct the analysis required under FIN 46R to determni ne whether these four
entities were variable interest entities or if Pepco Hol dings' subsidiaries
were the primary beneficiary. As a result, Pepco Hol di ngs has applied the
scope exenption fromthe application of FIN 46R for enterprises that have
conduct ed exhaustive efforts to obtain the necessary information

Net purchase activities with these four entities in the quarters ended
Sept enber 30, 2004 and 2003 were approxinmately $89 nmillion and $88 nillion
respectively, of which approximately $82 million and $80 nillion
respectively, related to power purchases under the PPAs. Net purchase
activities with these four entities for the nine nonths ended Septenber 30,
2004 and 2003 were approximately $258 million and $247 mllion, respectively,
of which approximately $236 mllion and $228 nmillion, respectively related to
power purchases under the PPAs. Net purchase activities with these four
entities in the years ended Decenber 31, 2003, 2002 and 2001 were
approxi mately $326 million, $316 nmillion and $318 nillion, respectively, of
whi ch approximately $299 million, $295 mllion and $302 million, respectively
related to power purchases under the PPAs. Pepco Hol di ngs' exposure to | oss
under the Panda PPA is discussed in Note (4) Conmitnents and Conti ngencies,
under "Rel ationship with Mrant Corporation."™ Pepco Hol di ngs does not have
| oss exposure under the remaining three PPAs because cost recovery wll be
achieved fromits custonmers through regul ated rates.
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ElI TF 03-11

On January 1, 2004, Pepco Holdings inplemented EITF | ssue No. 03-11
(EITF 03-11), "Reporting Realized Gains and Losses on Derivative Instrunents
That Are Subject to FASB Statement No. 133, 'Accounting for Derivative
I nstrunments and Hedging Activities,' and not 'Held for Tradi ng Purposes' as
Defined in EITF Issue No. 02-3, 'lIssues Involved in Accounting for Derivative
Contracts Held for Trading Purposes and Contracts Involved in Energy Trading
and Ri sk Management Activities.'" As a result of the inplenentation of this
EITF, $67.0 mllion and $148.6 million of operating revenues and operating
expenses related to certain of Conectiv Energy's energy contracts are reported
on a net basis in the acconpanying consolidated statenents of earnings for the
three and ni ne nonths ended Septenber 30, 2004, respectively, as these energy
contracts did not physically settle. Had EITF 03-11 been effective for the
three and ni ne nonths ended Septenber 30, 2003, Pepco Hol di ngs' operating
revenues and operating expenses woul d have been reduced by $88.9 nillion and
$192.6 mllion, respectively. The inplenmentation of EITF 03-11 did not have
an i npact on Pepco Hol dings' financial condition or earnings.

Components of Net Periodic Benefit Cost

The followi ng Pepco Hol dings information is for the three nonths ended
Sept enber 30, 2004 and 2003.

O her
Post - Reti rement
Pensi on Benefits Benefits
2004 2003 2004 2003
(I'n MI11lions)

Servi ce cost $ 9.0 $ 8.0 $ 2.1 $ 2.4
I nterest cost 23.7 22.6 8.7 8.2
Expected return on plan assets (31.1) (26.3) (2.4) (2.1
Anortization of prior service cost .3 .3 (.5) -
Anortization of net |oss 1.6 3.3 2.8 2.0
Net periodic benefit cost $ 3.5 $ 7.9 $10. 7 10. 5

The foll owi ng Pepco Holdings information is for the nine nonths ended
Sept enber 30, 2004 and 2003.

O her
Post - Ret i r ement
Pensi on Benefits Benefits
2004 2003 2004 2003
(In M11lions)

Servi ce cost $ 27.0 $ 24.6 $ 6.4 $ 6.9
I nterest cost 71.0 69. 6 26. 6 24.0
Expected return on plan assets (93.2) (80.1) (7.5) (6.1)
Anortization of prior service cost .8 .8 (1.3 -
Anortization of net |oss 4.9 10. 3 8.5 5.9
Net periodic benefit cost $ 10.5 $ 25.2 $32.7 30. 7

The actual conponents of net periodic benefit cost for the 2003 interim
peri ods are not avail able. The conmponent anounts presented above for the 2003
interimperiods were calculated in proportion to the annual anpunts presented
in Pepco Hol dings' financial statenents for the year ended Decenber 31, 2003
These conponent anmounts are presented for conpari son purposes only.
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Pensi on

The 2004 pension net periodic benefit cost for the three nonths ended
Septenber 30, of $3.5 million includes $1.9 nmillion for Pepco, $1.8 nillion
for ACE, and $(2.2) mllion for DPL. The 2004 pension net periodic benefit
cost for the nine nonths ended Septenber 30, of $10.5 nmillion includes $5.6
mllion for Pepco, $5.3 million for ACE, and $(6.5) mllion for DPL. The
remai ni ng pension net periodic benefit cost is for other PH subsidiaries.
The 2003 pension net periodic benefit cost for the three nonths ended
September 30, of $7.9 million includes $3.8 mllion for Pepco, $2.6 mllion
for ACE, and $(.7) nmillion for DPL. The 2003 pension net periodic benefit
cost for the nine nonths ended Septenber 30, of $25.2 million includes $14.1
mllion for Pepco, $9.0 million for ACE, and $(3.5) million for DPL. The
remai ni ng pensi on net periodic benefit cost is for other PH subsidiaries.

Pensi on Contri butions

Pepco Hol di ngs' current funding policy with regard to its defined
benefit pension plan is to maintain a funding |level in excess of 100% of its

accumul ated benefit obligation (ABO. In 2003 and 2002 PH nade
di scretionary tax-deductible cash contributions to the plan of $50 nillion
and $35 mllion, respectively. PH's pension plan currently neets the m ni num

fundi ng requirenents of the Enploynment Retirenent |Incone Security Act of 1974
(ERI SA) wi thout any additional funding. PH nmay elect, however, to nake a

di scretionary tax-deductible contribution to nmaintain the pension plan's
assets in excess of its ABO. As of Septenber 30, 2004, no contributions have
been made. The potential discretionary funding of the pension plan in 2004
wi Il depend on many factors, including the actual investment return earned on
pl an assets over the remainder of the year

O her Post-Retirenent Benefits

The 2004 other post-retirenent net periodic benefit cost for the three
mont hs ended Septenber 30, of $10.7 million includes $3.5 mllion for Pepco,
$2.9 million for ACE, and $2.5 million for DPL. The 2004 other post-
retirement net periodic benefit cost for the nine nonths ended Septenber 30,
of $32.7 mllion includes $12.5 mllion for Pepco, $7.8 mllion for ACE, and
$7.1 million for DPL. The renmining other post-retirenent net periodic
benefit cost is for other PH subsidiaries. The 2003 other post-retirenent
net periodic benefit cost for the three nonths ended Septenber 30, of $10.5
mllion includes $4.5 nillion for Pepco, $2.5 nmillion for ACE, and $2.2
mllion for DPL. The 2003 ot her post-retirenent net periodic benefit cost for
the nine nonths ended Septenber 30, of $30.7 million includes $12.9 nillion
for Pepco, $7.7 million for ACE, and $5.5 nillion for DPL. The renaining
ot her post-retirement net periodic benefit cost is for other PH
subsi di ari es.

FASB Staff Position (FSP 106-2), Accounting and Disclosure
Requirenents Related to the Medicare Prescription Drug, |nprovenent
and Mbderni zation Act of 2003 (the Act)

The Act becane effective on December 8, 2003. The Act introduces a
prescription drug benefit under Medicare (Medicare Part D) as well as a
federal subsidy to sponsors of retiree health care benefit plans that provide
a benefit that is at |least actuarially equivalent to Medicare Part D

Pepco Hol di ngs sponsors post-retirement health care plans that provide

prescription drug benefits. Pepco Hol dings did not elect the deferral of
appropriate accounting pernitted by the FASB Staff position (FSP) 106-1. The
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Accunul ated Post-retirement Benefit Obligation (APBO as of Decenber 31, 2003
was reduced by $28 nillion to reflect the effects of the Act. For the three
and ni ne nonths ended Septenber 30, 2004, Pepco Hol di ngs' net periodic post-
retirement benefit expense has been reduced to reflect the Act. PHI estimtes
that the annual post-retirenent benefit cost is reduced by approxi mately $3.7
mllion due to effects of the Act. This reduction includes both the decrease
in the cost of future benefits being earned and an anortizati on of the APBO
reducti on over the future average working lifetime of the participants, or 12
years. The anticipated clains costs expected to be incurred have been
adjusted to reflect the cost sharing between Medi care and Pepco Hol di ngs.
Participation rates have not been changed. In reflecting the effects of the
Act, Pepco Hol di ngs has deternined which plans are eligible for Medicare cost
sharing by analyzing the ternms of each of its plans. It has recognized

Medi care cost sharing for a plan only if Pepco Hol di ngs' projected
prescription drug coverage is expected to be at |east as generous as the
expected contribution by Medicare to a prescription drug plan not provided by
Pepco Hol di ngs.

The effect of the subsidy on the three nonths ended Septemnber 30, 2004

ot her post-retirement net periodic benefit cost of $10.7 mllion is
approximately a $.9 mllion reduction due to the subsidy. Approximtely $.5
mllion is related to the anortization of the actuarial gain, and
approximately $.4 mllion is a subsidy-related reduction in interest cost on

the APBO. The effect of the subsidy on the nine nonths ended Septenber 30,
2004 ot her post-retirenment net periodic benefit cost of $32.7 nmillion is
approximately a $2.8 mllion reduction due to the subsidy. Approxinmtely
$1.5 mllion is related to the anortization of the actuarial gain, and
approximately $1.3 mllion is a subsidy-related reduction in interest cost on
t he APBO.

Sunmarized I ncone Statenent Information for Starpower

Pepco Hol di ngs, through a subsidiary of Pepcom owns a 50%interest in
Starpower. Unaudited sunmarized financial information for Starpower for the
three and ni ne nonths ended Septenber 30, 2004, is as follows:

Three Mont hs N ne Mont hs
Ended Ended
Sept enber 30 Sept enber 30
(MIlions of Dollars)
Tot al Revenue $19.5 $59. 4
Cost of Sal es 5.8 17.1
G oss Margin 13.7 42. 3
Qper ati ng Expenses 10.2 30.8
Depreci ati on and Anortization and O her 6.8 19.7
Loss $(3.3) $(8.2)

As discussed in Note (1), Organization, herein, Pepcom has entered into
a contract to sell its interest in Starpower.

St ock- Based Conpensati on

The objective of Pepco Hol dings' Long-TermIncentive Plan (the LTIP) is
to increase sharehol der value by providing a long-termincentive to reward
of ficers, key enployees, and directors of Pepco Holdings and its subsidiaries
and to increase the ownership of Pepco Hol di ngs' commpn stock by such
i ndi vidual s. Any officer or key enployee of Pepco Holdings or its
subsidi ari es may be designated by PH 's Board of Directors as a participant
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in the LTIP. Under the LTIP, awards to officers and key enployees may be in
the formof restricted stock, options, performance units, stock appreciation
rights, or dividend equivalents. No awards were granted during the three or
ni ne nont hs ended Septenber 30, 2004.

Pepco Hol di ngs recogni zes conpensati on costs for the LTIP based on the
provi sions of Accounting Principles Board (APB) Opinion No. 25, "Accounting
for Stock Issued to Enployees."” 1In accordance with FASB Statement No. 123,
Accounting for Stock-Based Conpensation (SFAS No. 123), as anended by FASB
Statement No. 148, "Accounting for Stock-Based Conpensation-Transition and
Di sclosure,” the following table illustrates what the effect on net incone
and basic and diluted earnings per share would have been if Pepco Hol di ngs
had applied the fair val ue based nethod of expense recognition and
measur enent provi sions of SFAS No. 123 to stock-based enpl oyee conpensation

For the Three For the Nine
Mont hs Ended Mont hs Ended
Sept enber 30, Sept enber 30,
2004 2003 2004 2003
(MIlions, except Per Share Data)
Net |ncone, as reported $111.0 $157.3 $252.6 $175.5

Add: Total stock-based enpl oyee

conpensation cost, net of related tax

effects, included in net inconme as

reported 0.5 1.0 1.9 1.2

Deduct: Total stock-based enpl oyee
conpensati on expense detern ned under
fair value based nethods for all awards,

net of related tax effects (0.8) (1.3) (2.8) (2.2)
Pro forma net incone $110.7  $157.0 $251.7 $174.5
Aver age common shares out standi ng

Basi ¢ and Dil uted 175. 2 171.0 173. 1 170.5
Basi ¢ and dil uted earnings per share

as reported $. 64 $.92 $1. 46 $1.03
Pro forma basic and dil uted earnings

per share $. 63 $. 92 $1. 46 $1.02

| ssuance of Commpbn Stock

I n Septenber 2004, Pepco Hol di ngs sold 14, 950, 000 shares of compn stock
at $19. 25 per share. Proceeds received on the transaction, net of issuance
costs of $10.3 mllion, were $277.5 mllion. These proceeds, in conbination
with short-term debt, were used to pre-pay inits entirety a termloan in the
amount of $335 million of Conectiv Bethlehem LLC

Debt

In July 2004, Pepco Hol di ngs, Pepco, DPL and ACE entered into a five-year
credit agreenent with an aggregate borrowing linmt of $650 million. This
agreenment replaces a $550 mllion 364-day credit agreement that was entered
into on July 29, 2003. The respective conpanies also are parties to a three-
year credit agreenent that was entered into in July 2003 and ternmnates in
July 2006 with an aggregate borrowing limt of $550 million. Pepco Hol di ngs
credit limt under these agreenents is $700 mllion and the credit limt of
each of Pepco, DPL and ACE is the |ower of $300 mllion and the maxi mum anount
of short-term debt authorized by the applicable regulatory authority, except
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that the aggregate ampbunt of credit utilized by Pepco, DPL and ACE at any
given tinme under the agreenents nmay not exceed $500 million. The credit
agreenents primarily serve as a source of liquidity to support the comerci al
paper progranms of the respective conpani es. The conpani es can al so borrow
funds for general corporate purposes and issue letters of credit under the
Agreenents. The credit agreenments contain customary financial and other
covenants that, if not satisfied, could result in the acceleration of
repaynent obligations under the agreenents or restrict the ability of the
conpani es to borrow under the agreenents. Anong these covenants is the

requi renent that each borrow ng conpany naintain a ratio of total indebtedness
to total capitalization of 65%or |ess, conputed in accordance with the terns
of the credit agreenents. The credit agreenents also contain a nunber of
customary events of default that could result in the acceleration of repaynent
obligati ons under the agreenents, including (i) the failure of any borrow ng
conpany or any of its significant subsidiaries to pay when due, or the

accel eration of certain indebtedness under other borrow ng arrangenents, (ii)
certain bankruptcy events, judgnents or decrees agai nst any borrow ng conpany
or its significant subsidiaries, and (iii) a change in control (as defined in
the credit agreenents) of Pepco Holdings or the failure of Pepco Holdings to
own all of the voting stock of Pepco, DPL and ACE

In July 2004, ACE Funding paid at maturity $4.0 mllion of 2.89%
Transi ti on Bonds.

I n August 2004, Pepco repurchased 65,000 shares of its $2.28 series, par
val ue $50.00 per share preferred stock at an average price of $45.50 per
share.

I'n August 2004, on behalf of ACE, the Pollution Control Financing
Aut hority of Salem County, New Jersey issued $23.15 million of insured auction
rate tax-exenpt bonds due 2029 and | oaned the proceeds to ACE. ACE s
obligations under the insurance agreenent are secured by a |like amunt of ACE
First Mortgage Bonds. |In Septenber 2004, ACE used the proceeds to redeem
$23.15 million of 6.15% First Mrtgage Bonds due 2029 at 102%

I n August 2004, on behalf of ACE, the Pollution Control Financing
Aut hority of Cape May County, New Jersey issued $25 million of Series 2004A
and $6.5 mllion of Series 2004B insured auction rate tax-exenpt bonds due
2029 and | oaned the proceeds to ACE. ACE s obligations under the insurance
agreenent are secured by a |like ambunt of ACE First Mirtgage Bonds. In
Novenber 2004, ACE used the proceeds to redeem $25 million of 7.2% First
Mort gage Bonds due 2029 at 102% and $6.5 million of 7.0% First Mortgage Bonds
due 2029 at 102%

I n Septenber 2004, Conectiv Bethlehem prepaid its entire $335 million
termloan due 2006. Additionally, Conectiv Bethlehempaid $6.8 mllion to
unwi nd an interest rate swap agreenent that had converted a portion of the
variable interest rate on the termloan balance to a fixed rate.
Approximately $6.0 million in unanortized debt issuance costs related to the
term |l oan were expensed at the tine of the |oan repaynent.

I n Septenber 2004, Pepco repurchased 16,400 shares of its $2.28 series
preferred stock, par val ue $50.00 per share, at an average price of $47.25 per
share.

I n Septenber 2004, Pepco redeened $2.5 million, or 50,000 shares, of its

$3.40 Serial Preferred Stock Series of 1992 pursuant to mandatory sinking fund
provi si ons.
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Ef fecti ve Tax Rate

PH 's effective tax rate for the three nonths ended Septenber 30, 2004 was
38.9% as conpared to the federal statutory rate of 35% The nmmj or reasons for
this difference were state incone taxes (net of federal benefit) and the flow
through of certain book tax depreciation differences partially offset by the
flowthrough of Deferred Investnent Tax Credits and tax benefits related to
certain | everaged | eases.

PH 's effective tax rate for the three nonths ended Septenber 30, 2003 was
39.0% as compared to the federal statutory rate of 35% The mmjor reasons for
this difference were state incone taxes (net of federal benefit) and the flow
through of certain book tax depreciation differences partially offset by the
flowthrough of Deferred Investnent Tax Credits and tax benefits related to
certain | everaged | eases.

PH 's effective tax rate for the nine nonths ended Septenber 30, 2004 was
35.5% as conpared to the federal statutory rate of 35% The mmjor reasons for
this difference were state inconme taxes (net of federal benefit, including the
benefit associated with the retroactive adjustnent for the issuance of fina
consolidated return regul ations by a local taxing authority, which is the
primary reason for the |ower effective tax rate as conpared to 2003) and the
fl owthrough of certain book tax depreciation differences partially offset by
the flowthrough of Deferred Investnent Tax Credits and tax benefits related to
certain | everaged | eases.

PH 's effective tax rate for the nine nonths ended Septenber 30, 2003 was
36.4% as conpared to the federal statutory rate of 35% The mmjor reasons for
this difference were state incone taxes (net of federal benefit) and the flow
through of certain book tax depreciation differences partially offset by the
flowthrough of Deferred Investnent Tax Credits and tax benefits related to
certain | everaged | eases.

(3) SEGVENT | NFORMATI ON

Based on the provisions of Statenent of Financial Accounting Standards
(SFAS) No. 131 "Discl osures about Segnments of an Enterprise and Rel ated
Information," Pepco Hol di ngs' managenent has identified its reportable segnents
at Septenber 30, 2004 as Power Delivery, Conectiv Energy, Pepco Energy
Services, and Ot her Non-Regulated. Prior to Decenber 31, 2003, Pepco Hol di ngs
Power Delivery business consisted of two reportable segnents, Pepco and
Conectiv Power Delivery. However, with the continued integration of the Power
Delivery busi nesses, effective January 1, 2004 these two busi nesses represent a
single segnent. Additionally, during the quarter ended March 31, 2004, Pepco
Hol di ngs transferred several operating businesses from one reportabl e segnent
to another in order to better align their operations going forward. In
accordance with the provisions of SFAS No. 131, results for the three and nine
mont hs ended Septenber 30, 2003 have been reclassified to conformto the
current period segnent presentation. |Interconpany (intersegnent) revenues and
expenses are not elinmnated at the segnent |evel for purposes of presenting
segnent financial results. Elinmnation of these interconpany anounts is
acconpl i shed for Pepco Hol di ngs' consolidated results through the "Corporate
and Ot her" colum. Segnent financial information for the three and nine nonths
ended Septenber 30, 2004 and 2003, is as follows.
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For the Three Months Ended Septenber 30, 2004
(I'n MITions)
Conpetitive
Energy Segments
Pepco O her (a)
Power Conecti v Ener gy Non- Cor p. PHI
Delivery Ener gy Servi ces Regul at ed & O her Cons.

Operating Revenue $1,314.0 $648. 9( b) $301. 4 $ 21.6 $ (239.4) $ 2, 046.
Qperating Expense 1, 118. 0( b) 596. 8 297.5 0.1 (245. 4) 1, 767.
Qperating | ncone 196.0 52.1 3.9 21.5 6.0 279.
I nterest Expense 41.8 19.8(c) 2.8 10.8 29.3 104.
I ncone Taxes 63.0 13.1 0.9 1.3 (6.8) 71.
Net Incone (I|oss) $ 95.4 $ 19.8 $ 1.2 $ 9.5 $ (14.9) $ 111.
Total Assets $8,548.3 $1, 956. 4 $557. 2 $1,379.9 $1,086.9 $13, 528.
(a) I ncl udes unal |l ocated Pepco Hol di ngs (parent conpany) capital costs, such as acquisition financing costs,

and the depreciation and anortization related to purchase accounting adjustnments for the fair value of

non-regul ated Conectiv assets and liabilities as of August 1, 2002. |Interconpany elimnations are also

included in thisline item Additionally, the line itemin this colum for "total assets" also includes

Pepco Hol di ngs' goodwi I | bal ance.
(b) Power Delivery purchased electric energy, electric capacity and natural gas from Conectiv Energy in the

ampunt of $158.7 million for the three nonths ended Septenber 30, 2004.
(c) Includes $12.8 nmillion of expenses associated with the pre-paynment of the Bethl ehem debt.

For the Three Months Ended Septenber 30, 2003
(In MIlions)
Conpetitive
Energy Segnents
Pepco O her (a)
Power Conectiv Ener gy Non- Cor p. PHI
Delivery Ener gy Servi ces Regul at ed & O her Cons.

Oper ating Revenue $1, 269. 1 $ 786.8 (b) $290. 6 $ 26.0 $ (241.9) $ 2,130.
Oper ating Expense 1,068.6 (b),(c) 743.8 282.7 (64.9)(d) (248.2) 1, 782.
Operating Income 200.5 43.0 7.9 90.9 6.3 348.
I nterest Expense 49. 2 5.5 2.4 12.9 26.2 96.
I ncone Taxes 64.9 15. 4 2.8 24.6 (6.2) 101.
Net Incone (| oss) $ 95.6 $ 23.1 $ 3.6 $ 50.4 $ (15.4) $  157.
Total Assets $8, 080. 4 $1, 907.6 $530. 3 $1,533.4 $1,355.1 $13, 406.
(a) I ncl udes unal | ocated Pepco Hol di ngs (parent conpany) capital costs, such as acquisition financing

costs, and the depreciation and anortization related to purchase accounting adjustments for the fair

val ue of non-regul ated Conectiv assets and liabilities as of August 1, 2002. |nterconpany

elimnations are also included in this line item Additionally, the line itemin this colum for

"total assets" also includes Pepco Hol di ngs' goodw || bal ance.
(b) Power Delivery purchased el ectric energy, electric capacity and natural gas from Conectiv Energy in

the ampunt of $207.9 million for the three nonths ended Septenmber 30, 2003.
(c) Armpunt includes a reserve of $14.5 million recorded against a delinquent receivable fromMrant.
(d) Anmpunt includes the gain of $68.8 million on the sale of the Edison Place office building.
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For the Nine Months Ended Septenber 30, 2004
(I'n MIlions)

Conpetitive
Energy Segments
Pepco O her (a)
Power Conectiv Ener gy Non- Cor p. PHI
Delivery Energy Servi ces Regul at ed & O her Cons..
Oper ating Revenue $3,426.7 $1, 802. 1( b) $855. 6 $66. 9 $ (649.2) $ 5,502.
Oper ating Expense 2,957.1(b), (c) 1,700.2 844.0 (1.6)(d) (658.1) 4,841.
Operating | nconme 469. 6 101.9 11.6 68.5 8.9 660.
I nterest Expense 132.8 32.9(e) 3.9 31.0 88.6 289.
I ncome Taxes (f) 142.1 32.6 2.1 (5.8) (29.4) 141.
Net I nconme (Iloss) $ 208.7 $ 49. 4(g) $ 7.6 $36.5 (h) $ (49.6) $ 252,
Total Assets $8,548. 3 $1, 956. 4 $557. 2 $1,379.9 $1, 086.9 $13, 528.
(a) I ncl udes unal | ocated Pepco Hol di ngs (parent conpany) capital costs, such as acquisition financing costs,

(b)

(c)

(d)

(e)
(f)

(9)

(h)

and the depreciation and anortization related to purchase accounting adjustments for the fair value of
non-regul ated Conectiv assets and liabilities as of August 1, 2002. |Interconpany elimnations are also
included in this line item Additionally, the line itemin this colum for "total assets" also includes
Pepco Hol di ngs' goodwi || bal ance.

Power Delivery purchased electric energy, electric capacity and natural gas from Conectiv Energy in the
anpunt of $456.0 nillion for the nine nonths ended Septenber 30, 2004.

Power Delivery recognized a $14.4 nillion gain fromthe condemation settlement associated with the
transfer of certain distribution assets in Vineland, New Jersey. Also, Power Delivery recorded a $6.6
mllion gain fromthe sale of non-utility land during the first quarter of 2004.

O her Non- Regul ated recorded an $8.0 million gain fromthe sale of PCl's final three aircraft.
Includes $12.8 million of expenses associated with the pre-payment of the Bethl ehem debt.

In February 2004, a local jurisdiction issued final consolidated tax return regul ations, which were
retroactive to 2001. Under these regul ations, Pepco Hol dings (parent) and other affiliated conpanies
doi ng business in this |ocation, now have the necessary guidance to file a consolidated incone tax
return. This allows Pepco Hol dings' subsidiaries with taxable losses to utilize those |osses agai nst
tax liabilities of Pepco Hol dings' conpanies with taxable income. During the first quarter of 2004,
Pepco Hol dings and its subsidiaries recorded the inpact of the new regul ations of $13.1 million for the
period of 2001 through 2003.

Conectiv Energy recognized an $11.2 million pre-tax gain ($6.6 mllion after-tax) fromthe disposition
of a joint venture associated with the Vineland co-generation facility.

This amount includes the $11.2 nmillion pre-tax inpairnent charge ($7.3 nmillion after-tax) to reduce the
val ue of the Starpower investnment to $28 million at June 30, 2004.
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For the Nine Mnths Ended Septenber 30, 2003
(I'n M11ions)

Conpetitive
Energy Segnents
Pepco O her (a)
Power Conectiv Ener gy Non- Cor p. PHI
Delivery Ener gy Servi ces Regul at ed & O her Cons.
Operating Revenue $3,149.7 $2,318.5 (b), (d) $871.6 $ 78.4 $ (660.5) $5, 757. 7
Oper ating Expense 2,719.0 (b),(e), 2,416.2 (c) 867.9 (56.6)(f) (715.8) (c) 5,230.7
(9)
Operating Income (loss) 430. 7 (97.7) 3.7 135.0 55.3 527.0
I nterest Expense 140. 4 13.3 6.9 40. 4 75. 4 276. 4
I ncomre Taxes 124.3 (43.6) 0.3 26.1 (7.2) 99.9
Extraordinary item
(net of tax expense of
$4.1 mllion) 5.9 (h) - - - - 5.9

Net | ncome (I oss) $ 188.7 $ (62.7) $ 1.3 $ 68.5 $ (20.3) $ 175.5
Total Assets $8, 080. 4 $1, 907. 6 $530. 3 $1,533. 4 $1,355.1 $13, 406. 8
(a) I ncludes unal |l ocated Pepco Hol di ngs (parent conpany) capital costs, such as acquisition financi ng

costs, and the depreciation and anortization related to purchase accounting adjustments for the fair

val ue of non-regul ated Conectiv assets and liabilities as of August 1, 2002. |Interconpany elimnations

are also included in this line item Additionally, the line itemin this colum for "total assets" also

i ncl udes Pepco Hol di ngs' goodwi || bal ance.
(b) Power Delivery purchased electric energy, electric capacity and natural gas from Conectiv Energy in the

amount of $515.5 million for the nine nonths ended Septenber 30, 2003.

(c) Conectiv Energy's results include a charge of $110.7 million related to a combustion turbine (CT)
cancel |l ation. This unfavorable inpact at Conectiv Energy is partially offset by $57.9 million in Corp.
& Other related to the reversal of a purchase accounting fair value adjustnent nade on the date of the
nmerger related to the CT contract that was cancell ed.

(d) Thi s amount includes the unfavorable inmpact resulting fromnet trading | osses of approximtely $44
mllion incurred prior to the cessation of proprietary trading.

(e) Anmount includes a reserve of $14.5 mllion recorded against a delinquent receivable from Mrant.

(f) Amount includes the gain of $68.8 nillion on the sale of the Edison Place office building.

(9) Anmount includes a charge of $27.5 million related to ACE's New Jersey deferral disallowance.

(h) Thi s amount represents the favorable inpact related to ACE' s accrual reversal.
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(4) COWM TMENTS AND CONTI NGENCI ES

Rel ati onship with M rant Corporation

In 2000, Pepco sold substantially all of its electricity generation
assets to Mrant Corporation, fornerly Southern Energy, Inc., pursuant to an
Asset Purchase and Sal e Agreenent. As part of the Asset Purchase and Sal e
Agreenent, Pepco entered into several ongoing contractual arrangenents with
Mrant and certain of its subsidiaries (collectively, Mrant). On July 14,
2003, Mrant Corporation and nost of its subsidiaries filed a voluntary
petition for reorgani zati on under Chapter 11 of the U S. Bankruptcy Code in
the U S. Bankruptcy Court for the Northern District of Texas (the Bankruptcy
Court).

Dependi ng on the outcone of the matters di scussed bel ow, the Mrant
bankruptcy could have a material adverse effect on the results of operations
of Pepco Hol di ngs and Pepco. However, nanagenent currently believes that
Pepco Hol di ngs and Pepco currently have sufficient cash, cash flow and
borrowi ng capacity under their credit facilities and in the capital markets
to be able to satisfy any additional cash requirenents that have arisen or
may arise due to the Mrant bankruptcy. Accordingly, managenent does not
anticipate that the Mrant bankruptcy will inpair the ability of Pepco
Hol di ngs or Pepco to fulfill their contractual obligations or to fund
projected capital expenditures. On this basis, managenent currently does not
believe that the Mrant bankruptcy will have a material adverse effect on the
financial condition of either conpany.

Transiti on Power Agreenents

For a discussion of the Transition Power Agreenents between Pepco and
M rant and the amendnment of these agreenents in connection with the Mrant
bankruptcy, see Note (4), Conmitnents and Contingencies, to the financial
statements of Pepco Hol di ngs included in Pepco Hol dings' Quarterly Report on
Form 10-Q for the quarter ended March 31, 2004.

Power Purchase Agreenents

Under agreenents with FirstEnergy Corp., fornerly Ohio Edison
(FirstEnergy), and All egheny Energy, Inc., both entered into in 1987, Pepco
is obligated to purchase from FirstEnergy 450 negawatts of capacity and
energy annual ly through Decenber 2005 (the FirstEnergy PPA). Under an
agreenment wi th Panda-Brandywi ne L.P. (Panda), entered into in 1991, Pepco
is obligated to purchase from Panda 230 negawatts of capacity and energy
annual |y through 2021 (the Panda PPA). In each case, the purchase price is
substantially in excess of current market prices. As a part of the Asset
Purchase and Sal e Agreenent, Pepco entered into a "back-to-back"
arrangement with Mrant. Under this arrangenent, Mrant is obligated,
anong other things, to purchase from Pepco the capacity and energy that
Pepco is obligated to purchase under the FirstEnergy PPA and the Panda PPA
at a price equal to the price Pepco is obligated to pay under the PPAs (the
PPA- Rel ated Obli gati ons).

Pepco Pre-Petition Clains

For a discussion of the clains that Pepco has filed against Mrant with
respect to amounts owed by Mrant to Pepco under the PPAs at the tinme of the
filing of Mrant's bankruptcy petition and the accounting treatnent of these
clainms, see Note (4), Conmitnents and Contingencies, to the financial
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statenents of Pepco Hol dings included in Pepco Hol dings' Quarterly Report on
Form 10-Q for the quarter ended March 31, 2004.

Mrant's Attenpt to Reject the PPA-Rel ated Obligations

On August 28, 2003, Mrant filed with the Bankruptcy Court a npotion
seeking authorization to reject its PPA-Related Obligations. Upon notions
filed with the U S. District Court for the Northern District of Texas (the
District Court) by Pepco and the Federal Energy Regul atory Conmi ssion (FERC)
in October 2003, the District Court withdrew jurisdiction over the rejection
proceedi ngs fromthe Bankruptcy Court. |In Decenber 2003, the District Court
denied Mrant's notion to reject the PPA-Rel ated Obligations. The District
Court's decision was appeal ed by Mrant and The Oficial Conmittee of
Unsecured Creditors of Mrant Corporation in the U S. Court of Appeals for
the Fifth Circuit. On August 4, 2004, the Court of Appeals remanded the case
to the District Court saying that it has jurisdiction to rule on the nerits
of Mrant's rejection notion, suggesting that in doing so the court apply a
"nore rigorous standard" than the business judgnent rule usually applied by
bankruptcy courts in ruling on rejection notions, and noting that there are

other "inportant issues which must still be resolved before a decision on the
merits would be appropriate.”™ On October 4, 2004, the District Court issued
an order stating that the District Court will retain jurisdiction over the

matter and invited parties to submit coments on the appropriate standard to
be applied in determ ning whether to grant Mrant's rejection nmotion. Al
parties subnitted coments. On Novenber 3, 2004, the District Court issued
an order stating that the Court concluded that the "separate agreenent" issue
(i.e., whether the PPA-Rel ated Obligations are severable fromthe Asset
Purchase and Sal e Agreenent) relating to the sale of Pepco's generation
assets should be resolved before the District Court deals further with the

i ssue of the standard to be applied in determ ning whether the notion to
reject should be granted. The order permts the parties to submt further
evidentiary material related to the separate agreenent issue.

Pepco is exercising all avail able | egal renedi es and vi gorously opposing
Mrant's attenpt to reject the PPA-Related Cbligations in order to protect
the interests of its custonmers and sharehol ders. Wile Pepco believes that
it has substantial |egal bases to oppose the attenpt to reject the
agreenments, the outcone of Mrant's efforts to reject the PPA-Rel ated
bligations is uncertain.

In accordance with the Bankruptcy Court's order, Mrant is continuing to
performthe PPA-Related Obligations pending the resolution of the ongoing
proceedi ngs. However, if Mrant ultimately is successful in rejecting, and
is otherwise permitted to stop perform ng the PPA-Rel ated Obligations, Pepco
could be required to repay to Mrant, for the period beginning on the
effective date of the rejection (which date could be prior to the date of the
court's order and possibly as early as Septenber 18, 2003) and endi ng on the
date Mrant is entitled to cease its purchases of energy and capacity from
Pepco, all anmpunts paid by Mrant to Pepco in respect of the PPA-Rel ated
bl igations, less an anpbunt equal to the price at which Mrant resold the
purchased energy and capacity. Pepco estimates that the amount it could be
required to repay to Mrant in the unlikely event Septenber 18, 2003, is
determned to be the effective date of rejection, is approxinmately $118.8
mllion as of Novenber 1, 2004. This repaynent would entitle Pepco to file a
cl ai m agai nst the bankruptcy estate in an anpunt equal to the ampunt repaid.
M rant has al so asked the Bankruptcy Court to require Pepco to disgorge al
anmpunts paid by Mrant to Pepco in respect of the PPA-Rel ated Obligations,
|l ess an amount equal to the price at which Mrant resold the purchased energy
and capacity, for the period July 14, 2003 (the date on which Mrant filed
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its bankruptcy petition) to Septenber 18, 2003, on the theory that Mrant did
not receive value for those paynents. Pepco estimates that the anmount it
woul d be required to repay to Mrant on the di sgorgenent theory is

approximately $22.5 mllion. Pepco believes a claimbased on this theory
shoul d be entitled to adninistrative expense status for which conplete
recovery could be expected in the Bankruptcy Court. |If Pepco were required

to repay any such anpbunts for either period, the paynent woul d be expensed at
the tine the paynent is nade. However, Pepco believes that, to the extent
such anpunts were not recovered fromthe Mrant bankruptcy estate, the
expensed amounts woul d be recoverabl e as stranded costs from custoners
through distribution rates as described bel ow.

The following are estinates prepared by Pepco of its potential future
exposure if Mrant's notion to reject its PPA-Related Obligations ultimately
is successful. These estinates are based in part on current market prices
and forward price estinates for energy and capacity, and do not include
financing costs, all of which could be subject to significant fluctuation
The estimtes assune no recovery fromthe Mrant bankruptcy estate and no
regul atory recovery, either of which would mtigate the effect of the
estimated | oss. Pepco does not consider it realistic to assune that there
will be no such recoveries. Based on these assunptions, Pepco estimtes that
its pre-tax exposure as of Novenber 1, 2004, representing the |loss of the
future benefit of the PPA-Related Obligations to Pepco, is as follows:

If Pepco were required to purchase capacity and energy from

First Energy commenci ng as of Novenber 1, 2004, at the rates provided
in the PPA (with an average price per kilowatt hour of approxi mtely
6.0 cents) and resold the capacity and energy at market rates
projected, given the characteristics of the FirstEnergy PPA, to be
approximately 5.0 cents per kilowatt hour, Pepco estinates that it
woul d cost approximately $9 million for the remai nder of 2004, and $33
mllion in 2005, the last year of the FirstEnergy PPA.

If Pepco were required to purchase capacity and energy from Panda
conmenci ng as of November 1, 2004, at the rates provided in the PPA
(with an average price per kilowatt hour of approximately 18.4 cents),
and resold the capacity and energy at market rates projected, given
the characteristics of the Panda PPA, to be approximately 8.4 cents
per kilowatt hour, Pepco estimtes that it would cost approximtely
$8 mllion for the remai nder of 2004, $35 million in 2005, and

$35 million in 2006 and approxi mately $35 million to $48 million
annual ly thereafter through the 2021 contract termi nation date.

The ability of Pepco to recover fromthe Mrant bankruptcy estate in
respect to the Mrant Pre-Petition Cbligations and damages if the PPA-Rel ated
bl igations are successfully rejected will depend on whether Pepco's clains
are allowed, the anpunt of assets available for distribution to creditors and
Pepco's priority relative to other creditors. At the current stage of the
bankruptcy proceeding, there is insufficient infornmation to determ ne the
anount, if any, that Pepco might be able to recover fromthe Mrant
bankruptcy estate, whether the recovery would be in cash or another form of
paynent, or the tim ng of any recovery.

If Mrant ultimately is successful in rejecting the PPA-Rel ated
ol igations and Pepco's full claimis not recovered fromthe M rant
bankruptcy estate, Pepco may seek authority fromthe Maryland Public Service
Commi ssion (MPSC) and the District of Colunbia Public Service Conm ssion
(DCPSC) to recover its additional costs. Pepco is conmitted to working with
its regulatory authorities to achieve a result that is appropriate for its
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sharehol ders and custonmers. Under the provisions of the settlenent
agreenents approved by the MPSC and the DCPSC in the deregul ati on proceedi ngs
in which Pepco agreed to divest its generation assets under certain
conditions, the PPAs were to becone assets of Pepco's distribution business
if they could not be sold. Pepco believes that, if Mrant ultimately is
successful in rejecting the PPA-Rel ated Obligations, these provisions would
all ow the stranded costs of the PPAs that are not recovered fromthe Mrant
bankruptcy estate to be recovered from Pepco's customers through its
distribution rates. |If Pepco's interpretation of the settlenent agreements
is confirmed, Pepco expects to be able to establish the amount of its
anticipated recovery as a regulatory asset. However, there is no assurance
that Pepco's interpretation of the settlement agreenents would be confirned
by the respective public service comi ssions.

If the PPA-Rel ated Obligations are successfully rejected, and there is
no regul atory recovery, Pepco will incur a loss. However, the accounting
treatment of such a | oss depends on a nunber of |egal and regulatory factors,
and is not determi nable at this tine.

The SMECO Agr eement

As a term of the Asset Purchase and Sal e Agreenent, Pepco assighed to
Mrant a facility and capacity agreenent with Southern Maryl and El ectric
Cooperative, Inc. For a discussion of the status of this agreenent in the
context of the M rant bankruptcy, see Note (4), Commitnents and
Contingencies, to the financial statenments of Pepco Hol dings included in
Pepco Hol di ngs' Quarterly Report on Form 10-Q for the quarter ended March 31
2004.

Federal Tax Legislation Affecting Cross-Border Leases

On Cctober 22, 2004, President Bush signed into |l aw the Anerican Jobs
Creation Act of 2004 (FSC-ETI Bill, H R 4520). This |legislation provides,
in part, new passive loss limtation rules that will be applied prospectively
to leases (including cross-border |eases) entered into after March 12, 2004
with tax indifferent parties (i.e., nmunicipalities and tax exenpt or
governmental entities). The assets of PCl include a cross-border energy
| ease portfolio with a book value of approximately $1.2 billion at
Sept enber 30, 2004. Cross-border |eases are |leases by a U S. taxpayer of
property located in a foreign country. All of PCl's cross-border |eases are
with tax indifferent parties and were entered into prior to 2004. Therefore,
the legislation, as finally enacted, will not affect PCl's existing | eases.
Al though this legislation is prospective in nature, it does not prohibit the
I nternal Revenue Service fromchall enging prior |easing transactions.

PH Potential Earnings Charge Relating to Additional Tax Liability

PH files a consolidated federal incone tax return. PH's federa
income tax liabilities for Pepco |egacy conpanies for all years through 2000,
and for Conectiv |egacy conpanies for all years through 1997, have been
determ ned, subject to adjustnment to the extent of any net operating |oss or
other loss or credit carrybacks from subsequent years. The Internal Revenue
Service (IRS), as part of its nornmal audit of PHI's incone tax returns, has
questi oned whether PH was entitled to certain tax deductions as the result
of the adoption of a carry-over tax basis for a non-lease financial asset
acquired in 1998 by a subsidiary of PHI. |If the position asserted by the IRS
were to prevail and the deductions were disallowed, PH nay be required to
take a charge to earnings for financial reporting purposes due to the
reversal of the tax benefits recognized in prior periods (including years
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1998 t hrough 2000, which remain open due to net operating | oss carrybacks).
At Septenber 30, 2004, the anmpunt of this potential charge consisted of
approximately $16.3 nmillion reflecting the reversal of the tax benefits and
approximately $3 million of estimated interest on the additional taxes owed.
PH is in discussions with the IRS regarding a settlenment of this matter;
however the ultinmte outcone and financial effect are not known at this tine.

Rat e Proceedi ngs

For a discussion of the history of ACE s proceeding filed with the New
Jersey Board of Public Utilities (NJBPU) to increase its electric
distribution rates and Regul atory Asset Recovery Charge (RARC) in New Jersey,
see Note (4), Conmitnents and Contingencies, to the financial statenents of
Pepco Hol di ngs included in Pepco Hol dings' Quarterly Reports on Form 10-Q for
the quarters ended March 31, 2004 and June 30, 2004. The Ratepayer Advocate
and Staff of the NJBPU filed their briefs in this proceeding in August 2004.
The Ratepayer Advocate's brief supported its earlier proposal of an annua
rate decrease of $4.5 mllion. The Staff's brief, however, stated for the
first time its position calling for an overall decrease of $10.8 million
Reply briefs were filed on August 23, 2004. Settlenent discussions between
ACE, the NJBPU Staff and the Ratepayer Advocate have been ongoing. ACE
cannot predict the outcone of this proceeding.

For a discussion of the history of Phase Il to ACE' s base rate
proceedi ng, see Note (4), Conmitnents and Contingencies, to the financial
statenments of Pepco Hol dings included in Pepco Hol dings' Quarterly Reports on
Form 10-Q for the quarters ended March 31, 2004 and June 30, 2004. |n August
2004, the Ratepayer Advocate filed testinony proposing a cost-sharing
mechanismrel ated to the operation and mai ntenance costs of the B. L. England
generating facility and al so proposing the disallowance and/or continued
deferral of approximately $30.7 million of previously deferred costs rel ated
to industry restructuring, the divestiture efforts related to the ACE s
fossil generating assets, the arbitration proceeding with an unaffiliated
non-utility generator, and capacity purchases froman affiliate. ACE cannot
predict the outconme of this proceeding.

On August 31, 2004, ACE filed requests with the NJBPU proposi ng changes
to its Transition Bond Charge (TBC), its Market Transition Charge - Tax rate
(MIC-Tax), and its Basic Generation Service (BGS) Reconciliation charges.
The net inpact of these rate changes will be a decrease in ACE s annua
revenues of approximately 1.5% All of these rate changes were inpl enented
on Cctober 1, 2004.

On Cctober 1, 2004, DPL submitted its annual Gas Cost Rate (GCR) filing
to the DPSC. Inits filing, DPL seeks to increase its GCR by approximately
16.8% in anticipation of increasing natural gas commodity costs. The GCR
which permits DPL to recover its procurenent gas costs through customer
rates, becones effective Novenber 1, 2004 and is subject to refund pending
evidentiary hearings. A final order is expected in the spring of 2005. DPL
cannot predict the outconme of this proceeding.

Restructuring Deferral

For a discussion of the history of ACE s restructuring deferra
proceedi ng under the New Jersey Electric Discount and Energy Conpetition Act,
see Note (14), Commitnents and Contingencies to the financial statenents of
Pepco Hol di ngs included in Pepco Hol di ngs' Annual Report on Form 10-K/ A for
the year ended Decenber 31, 2003, and Note (4), Conmitnents and
Contingencies, to the financial statements of Pepco Hol dings included in
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Pepco Hol di ngs' Quarterly Report on Form 10-Q for the quarter ended March 31,
2004. In July 2004, the NJBPU issued its final order in the restructuring
deferral proceeding. The final order did not nodify the anpbunt of the

di sal | owances set forth in the summary order issued in July 2003, but did
provide a nmuch nore detail ed anal ysis of evidence and other information
relied on by the NJBPU as justification for the disall owances. ACE believes
the record does not justify the level of disallowance inposed by the NJBPU

I n August 2004, ACE filed with the Appellate Division of the Superior Court
of New Jersey, which hears appeals of New Jersey administrative agencies,
including the NJBPU, a Notice of Appeal and a Case Information Statenent
related to the July 2004 Final Decision and Order. ACE cannot predict the
outconme of this appeal

SOS and Default Service Proceedi ngs

Di strict of Col unbia

For a history of the Standard Offer Service (SOS) proceedi ng pending
before the DCPSC, see Note (14), Commitnents and Contingencies to the
financial statenments of Pepco Hol dings included in Pepco Hol dings' 2003 10-
K/'A and Note (4), Commitnents and Contingencies, to the financial statenents
of Pepco Hol di ngs included in Pepco Hol di ngs' Quarterly Reports on Form 10-Q
for the quarters ended March 31, 2004 and June 30, 2004. |In August 2004, the
DCPSC i ssued an order adopting administrative charges for residential, small
and |l arge comercial DC SOS custoners that are intended to all ow Pepco to
recover the administrative costs incurred to provide the SOS supply. The
approved adnini strative charges include an average margin for Pepco of
approxi mately $0. 00248 per kilowatt hour, cal cul ated based on total sales to
residential, small and | arge commercial DC SOS custoners over the twelve
nont hs ended Decenber 31, 2003. Because margins vary by custoner class, the

actual average margin over any given tinme period will depend on the nunber of
DC SCS custoners from each custoner class and the | oad taken by such
custoners over the time period. The admi nistrative charges will go into

effect for Pepco's DC SOS sal es begi nning February 8, 2005. Pepco conpleted
the first conpetitive procurenent process for DC SOS at the end of Cctober
and filed the proposed new SOS rates with the DCPSC on Novenber 3, 2004.

The Transition Power Agreement (TPA) with Mrant under which Pepco
obtains the DC SOS supply ends on January 22, 2005, while the new SOS supply
contracts with the winning bidders in the conpetitive procurenent process
provide for supply to begin on February 1, 2005. Pepco will procure power
separately on the spot market to cover the period from January 23 through
January 31, 2005, before the new DC SCS contracts begin. Consequently, Pepco
will have to pay the difference between the procurenent cost of power on the
spot market and the current DC SOS rates charged to custoners during the
period from January 23 through January 31, 2005. |In addition, because the
new DC SOS rates do not go into effect until February 8, 2005, Pepco will
have to pay the difference between the procurenment cost of power under the
new DC SOS contracts and the current DC SCS rates charged to custoners for
the period from February 1 to February 7, 2005. The anpunt of the difference
for these periods will depend on spot market power prices during the first
peri od, weather, and the ampunt of DC SOS | oad that Pepco is serving. Pepco
estimates that the total anount of the difference will be in the range from
approximately $7.6 mllion to approximately $11.4 million. This difference,
however, will be included in the calculation of the Generation Procurenent
Credit (GPC) for DC for the period February 8, 2004 through February 7, 2005
The GPC provides for a sharing between Pepco' s custoners and sharehol ders, on
an annual basis, of any margins, but not |osses, that Pepco earns providing
SOS in the District of Colunbia during the four-year period from February 8,
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2001 through February 7, 2005. When the GPC is cal cul ated, Pepco expects
that the cost difference it will pay after the expiration of the Mrant TPA
and before the new DC SOS rates go into effect will reduce to zero the
mar gi ns earned from February 8, 2004 through February 7, 2005 that otherw se
woul d have been shared between Pepco's custoners and sharehol ders. The
anmount of the difference that exceeded such margi ns woul d be recorded on
Pepco's books as a loss. In the event that Pepco were to ultimately realize
a significant recovery fromthe Mrant bankruptcy estate associated with the
TPA, the GPC woul d be recal cul ated, potentially reducing the anount of any

| oss recorded on Pepco's books.

Virginia

Under anendnents to the Virginia Electric Uility Restructuring Act
i mpl emented in March 2004, DPL is obligated to offer default service to
custoners in Virginia for an indefinite period until relieved of that
obligation by the Virginia State Corporation Conm ssion (VSCC). DPL
currently obtains all of the energy and capacity needed to fulfill its
default service obligations in Virginia under a supply agreement with
Conectiv Energy. Conectiv Energy has served notice that the power supply
agreenent will term nate effective Decenber 31, 2004. After conducting a
conpetitive bid procedure, DPL has entered into a new supply agreenent with
Conectiv Energy, which was the | owest bidder, to provide whol esal e power
supply for DPL's Virginia default service custoners. The new supply
agreenent comences January 1, 2005 and expires in May 2006. On October 26,
2004, DPL filed an application with the VSCC for approval to increase the
rates that DPL charges its Virginia default service custoners to allowit to
recover its costs for power under the new supply agreenent plus an
adm ni strative charge and an average margin of approxi mately $0.00179 per
kil owatt hour, cal cul ated based on total sales to residential and non-
residential Virginia default service custoners over the twelve nonths ended
Decenber 31, 2003. Because margins vary by custoner class, the actua
average margin over any given tine period will depend on the nunber of
Virginia default service custonmers from each custoner class and the |oad
taken by such custoners over the tinme period. DPL cannot predict the outcone
of this proceeding. Contenporaneously, DPL and Conectiv Energy jointly filed
an application with the VSCC under Virginia' s Affiliates Act requesting
aut hori zation for DPL to enter into a contract to purchase power from an
affiliate. On October 29, 2004, Conectiv Energy also made a filing with FERC
requesting authorization to enter into a contract to supply power to an
affiliate.

Proposed Shut-Down of B.L. England Generating Station

As discussed in Note (4), Commitnments and Contingencies, to the
financial statenments of Pepco Hol dings included in Pepco Hol dings' Quarterly
Report on Form 10-Q for the quarter ended March 31, 2004, ACE filed a report
in April 2004 with the NJBPU in conpliance with the NJBPU order issued in
Septenber 2003. This report recomended that the B.L. England generating
pl ant be shut down in accordance with the terns of the prelimnary settl enent
agreenent anong PHI, Conectiv and ACE, the New Jersey Departnent of
Environnental Protection and the Attorney General of New Jersey. |In letters
dated May and Septenber 2004 to the PIJM Interconnection, LLC (PJM, ACE
informed PIMof its intent, as owner of the B.L. England generating plant, to
retire the entire plant (447 MN on Decenber 15, 2007. PJM has conpleted its
i ndependent analysis to determ ne the upgrades required to elim nate any
identified reliability problens resulting fromthe retirenment of B.L. Engl and
and has recommended that certain transm ssion upgrades be installed prior to
the sunmer of 2008. ACE's independent assessnent confirmed that the
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transm ssi on upgrades identified by PIJIMare the transm ssion upgrades
necessary to maintain reliability in the Atlantic zone after the retirenent

of B.L. England. The ampunt of the costs incurred by ACE to construct the
reconmended transni ssion upgrades that ACE would be pernmitted to recover from
| oad serving entities that use ACE s transni ssion system would be subject to
approval by FERC. The anpunt of construction costs that ACE woul d be
permtted to recover fromretail ratepayers would be determ ned in accordance
with the treatnment of transmission-related revenue requirenents in retai
rates under the jurisdiction of the appropriate state regul atory conm ssion
ACE cannot predict how the recovery of such costs will ultinmately be treated
by FERC and the state regulatory comm ssions and, therefore, cannot predict
the financial inpact to ACE of installing the reconmended transm ssion
upgrades. However, in the event that the NJBPU nmekes satisfactory findings
and grants other requested approvals concerning the retirenent of B.L

Engl and and approves the construction of the transnission upgrades required
to maintain reliability in the Atlantic zone after such retirenment, ACE
expects to begin construction of the appropriate transm ssion upgrades while
final decisions by FERC and state regulatory comm ssions concerning the

nmet hodol ogy for recovery of the costs of such construction are still pending.

On Novenber 1, 2004, ACE nmde a filing with the NJBPU requesting
approval of the transm ssion upgrades required to maintain reliability in the
Atl antic zone after the retirenment of B.L. England. Late in Novenber or
shortly thereafter, ACE will file a request that the NJBPU (i) nmake a finding
that the retirenent of the B.L. England generating station is prudent and
(ii) approve the categories of costs that will be stranded costs associ ated
with the retirenent, dismantling and remedi ation of B.L. England. ACE cannot
predict the outconme of these two proceedings.

Environnental Matters

For a di scussion of environmental matters involving Pepco Hol di ngs and
its subsidiaries, see Note (14), Commitnents and Contingencies to the
financial statenents of Pepco Hol dings included in Pepco Hol di ngs' Annua
Report on Form 10-K/ A for the year ended Decenber 31, 2003 and Note (4),
Commi t nents and Contingencies, to the financial statenents of Pepco Hol di ngs
i ncluded in Pepco Holdings' Quarterly Report on Form 10-Q for the quarter
ended March 31, 2004.

The Conprehensive Environnmental Response, Conpensation, and Liability
Act of 1980 (CERCLA) authorizes the Environmental Protection Agency (EPA)
and, indirectly, the states, to issue orders and bring enforcenent actions to
conmpel responsible parties to investigate and take renedi al actions at any
site that is determ ned to present an actual or potential threat to human
health or the environnent because of an actual or threatened rel ease of one
or nore hazardous substances. Parties that generated or transported
hazar dous substances to such sites, as well as the owners and operators of
such sites, may be deened |iable under CERCLA. Pepco, DPL and ACE each has
been named by the EPA or a state environmental agency as a potentially
responsi ble party at certain contam nated sites. 1In July 2004, DPL entered
into an Administrative Consent Order with the Maryl and Departnent of the
Envi ronment (MDE) to perform a Renedial |nvestigation/Feasibility Study
(RI/FS) to further identify the extent of soil, sedinent and ground and
surface water contam nation related to forner MGP operations at the
Canbridge, Maryland site on DPL-owned property and to investigate the extent
of MGP contami nation on adjacent property. The costs for conpleting the
RI/FS for this site are expected to be approxi mately $150, 000 bet ween 2004
and 2005; however, the costs of cleanup resulting fromthe RI/FS are not
determinable until the RI/FS is conpleted and an agreenment with respect to
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cleanup is reached with the MDE. DPL expects to conplete the RI/FS in the
first quarter of 2005

Third Party Guarantees, Indemnifications, and O f-Bal ance Sheet Arrangenents

Pepco Hol di ngs and certain of its subsidiaries have various financial and
performance guarantees and i ndemification obligations which are entered into
in the normal course of business to facilitate conmercial transactions with
third parties as discussed bel ow

As of Septenber 30, 2004, Pepco Holdings and its subsidiaries were
parties to a variety of agreenents pursuant to which they were guarantors for
standby letters of credit, performance residual value, and other commi tnents
and obligations. The fair value of these commitnments and obligations was not
required to be recorded in Pepco Hol di ngs' Consolidated Bal ance Sheets;
however, certain energy marketing obligations of Conectiv Energy were

recorded. The conmitnments and obligations, in mllions of dollars, were as
fol |l ows:
Guar ant or
PH_ Conectiv P Tot al
Ener gy narketing obligations of
Conectiv Energy (1) $148. 6 $1.3 $ - $149.9
Ener gy procurenent obligations
of Pepco Energy Services (1) 5.0 - - 5.0
Standby letters of credit of
Pepco Hol di ngs (2) 4.2 - - 4.2
Cuar ant eed | ease residual values (3) - 6.4 - 6.4
Loan agreenent (4) 13.1 - - 13.1
Construction performance guarantees (5) - 4.1 - 4.1
Ot her (6) 14.9 4.0 5.3 24.2
Tot al $185. 8 $15. 8 $5.3 $206.9
1. Pepco Hol di ngs and Conectiv have contractual conmitnents for

performance and rel ated paynents of Conectiv Energy and Pepco Energy
Services to counterparties related to routine energy sales and
procurenent obligations, including requirenments under Basic Ceneration
Service contracts for ACE

2. Pepco Hol di ngs has issued standby letters of credit of $4.2 million on
behal f of subsidiaries' operations related to Conectiv Energy's
conpetitive energy activities and third party construction
performance. These standby letters of credit were put into place in
order to allow the subsidiaries the flexibility needed to conduct
busi ness with counterparties w thout having to post substantial cash
collateral. Wiile the exposure under these standby letters of credit

is $4.2 million, Pepco Hol dings does not expect to fund the ful
armount .
3. Subsi di ari es of Pepco Hol di ngs have guaranteed residual values in

excess of fair value related to certain equi pnent and fleet vehicles
hel d through | ease agreenents. As of Septenber 30, 2004, obligations
under the guarantees were approximately $6.4 mllion. Assets |eased
under agreenents subject to residual value guarantees are typically
for periods ranging from2 years to 10 years. Historically, paynments
under the guarantees have not been made by the guarantor as, under
normal conditions, the contract runs to full termat which tinme the
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residual value is mnimal. As such, Pepco Hol di ngs believes the
i keli hood of requiring paynent under the guarantee is renote.

4, Pepco Hol di ngs has issued a guarantee on the behalf of a subsidiary's
50% unconsol i dated investnent in a limted liability conpany for
repaynment borrow ngs under a |oan agreenment of approxinmtely $13.1
mllion.

5. Conectiv has performance obligations of $4.1 mllion relating to
obligations to third party suppliers of equipnment.

6. Ot her guarantees conpri se

Pepco Hol di ngs has guaranteed paynent of a bond issued by a
subsidiary of $14.9 nmillion. Pepco Hol dings does not expect to
fund the full amunt of the exposure under the guarantee.

Conectiv has guaranteed a subsidiary building | ease of $4.0
mllion. Conectiv does not expect to fund the full anpbunt of
t he exposure under the guarantee.

PCl has guaranteed facility rental obligations related to
contracts entered into by Starpower Conmunications LLC. In
addition, PCl has agreed to indemify RCN for 50% of any
payments RCN naekes under the Starpower franchise and
construction performance bonds. As of Septenber 30, 2004, the
guarantees cover the remaining $3.2 mllion in renta
obligations and $2.1 mllion in franchise and construction

per f or mance bonds i ssued.

Pepco Hol di ngs and certain of its subsidiaries have entered into various
indemmi fication agreements related to purchase and sal e agreenents and ot her
types of contractual agreenments with vendors and other third parties. These
i ndemmi fication agreenments typically cover environnental, tax, litigation and
other matters, as well as breaches of representations, warranties and
covenants set forth in these agreenents. Typically, clains nay be nade by
third parties under these indemification agreenents over various periods of
time depending on the nature of the claim The nmaxi num potential exposure
under these indemification agreenments can range froma specified dollar
anpunt to an unlinmted anpbunt dependi ng on the nature of the claimand the
particul ar transaction. The total maxi mum potential anmount of future payments
under these indemnification agreenments is not estimble due to severa
factors, including uncertainty as to whether or when clains nay be made under
these indemiti es.

Pl anned Wor kf orce Reducti on

On Novenber 5, 2004, PHI announced that its Power Delivery business wll
reduce its 4,200 enpl oyee work force by about 2% to 3% by the end of 2004.
This work force reduction will be acconplished through a conbination of
retirenents and targeted reductions. PHl expects to accrue approximtely $8
to $11 million in the fourth quarter of 2004 for this work force reduction
and exi sting severance pl ans.

Di vi dends
On Cctober 28, 2004, Pepco Holdings' Board of Directors declared a

di vi dend on commmon stock of 25 cents per share payabl e Decenber 31, 2004, to
sharehol ders of record on Decenber 10, 2004.
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(5) USE OF DERI VATI VES | N ENERGY AND | NTEREST RATE HEDG NG ACTI VI TI ES

PH accounts for its derivative activities in accordance with SFAS
No. 133, "Accounting for Derivative Instrunents and Hedgi ng Activities" (SFAS
133) as anended by subsequent pronouncenents. See the "Accounting for
Derivatives" discussion in Note 3 to the Consolidated Financial Statenents of
PH included in PH's Annual Report on Form 10-K/ A for the year ended
Decenber 31, 2003, for a discussion of the accounting treatnent of the
derivatives used by PH and its subsidiaries.

PHI 's conmpetitive energy segnents use derivative instrunents primarily
to reduce their financial exposure to changes in the value of their assets
and obligations due to commpdity price fluctuations. The derivative
instrunments used by the conpetitive energy segnents include forward
contracts, futures, swaps, and exchange-traded and over-the-counter options.
In addition, the conpetitive energy segnents al so manage commodity risk with
contracts that are not classified as derivatives. The primry goal of these
activities is to manage the spread between the cost of fuel used to operate
el ectric generation plants and the revenue received fromthe sale of the
power produced by those plants and nmanage the spread between retail sales
conm tnments and the cost of supply used to service those conmtnents in order
to ensure stable and known m ni num cash flows and fix favorable prices and
mar gi ns when they becone available. To a | esser extent, Conectiv Energy al so
engages in nmarket activities in an effort to profit fromshort-term
geographical price differentials in electricity prices anong nmarkets. PH
collectively refers to these energy market activities, including its
comodity risk managenent activities, as "other energy commodity" activities
and identifies this activity separate fromthat of the discontinued
proprietary trading activity described bel ow

As of March 2003, Conectiv Energy ceased all proprietary trading
activities, which generally consisted of the entry into contracts to take a
vi ew of narket direction, capture market price change, and put capital at
risk. PH's conpetitive energy segnents are no | onger engaged in proprietary
tradi ng; however, the market exposure under certain contracts entered into
prior to cessation of proprietary trading activities was not elimnated due
to the illiquid market environment to execute such elimnation. These
illiquid contracts will remain in place until they are termnated and their
val ues are realized.

PH and its subsidiaries also use derivative instrunents fromtine to
time to nitigate the effects of fluctuating interest rates on debt incurred
in connection with the operation of their business. In June 2002, PH
entered into several treasury | ock transactions in anticipation of the
i ssuance of several series of fixed rate debt commencing in July 2002. Based
on this transaction, there remains a | oss balance of $48.9 nillion in
Accunul at ed O her Conprehensive Inconme (AOCI) at Septenber 30, 2004. The
portion expected to be reclassified to earnings during the next 12 nonths is
$7.0 million. |In addition, interest rate swaps have been executed in support
of PCl's mediumterm note program

The tabl e bel ow provides detail on effective cash fl ow hedges under
SFAS 133 included in PH's consolidated bal ance sheet as of Septenber 30,
2004. Under SFAS 133, cash flow hedges are marked-to-market on the bal ance
sheet with corresponding adjustnents to AOCI. The data in the table
i ndi cates the magnitude of the effective cash fl ow hedges by hedge type
(i.e., other energy commpdity and interest rate hedges), maximumterm and
portion expected to be reclassified to earnings during the next 12 nonths.
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Cash Fl ow Hedges I ncluded in Accunul ated O her Conprehensive Loss
As of Septenber 30, 2004
(Dollars in MIlions)

Portion Expected
to be Reclassified

Accumul ated OCl to Earnings during
Contracts (Loss) After Tax the Next 12 Months Maxi mum Ter m
Q her Energy Conmodity $ 27.4 $ 29.0 43 nont hs
Interest Rate (49.3) (7.4) 335 nont hs
Tot al $(21.9) $21.6
The following table shows, in mllions of dollars, the pre-tax gain or

(1 oss) recogni zed but not realized in earnings for cash fl ow hedge

i neffectiveness for the nine nonths ended Septenber 30, 2004 and 2003, and
where they were reported in PH's Consolidated Statenents of Earnings during
t he peri od.

Sept enber 30, 2004 Sept enber 30, 2003
Revenue $(8. 4) $0.4
Cost of Goods Sold .2 (3.9
Tot al $(8.2) $(3.5)

For the nine nonths ended Septenber 30, 2004 and 2003, gains totaling
$0.8 million ($0.5 million after-tax) and $6.8 million ($4.1 nmillion after-
tax), respectively, were reclassified out of other conprehensive incone to
earni ngs because the forecasted hedged transactions were deened no | onger
pr obabl e.

In connection with their other energy conmmodity activities and
di scontinued proprietary trading activities, PH 's conpetitive energy
segnents hold certain derivatives that do not qualify as hedges. Under SFAS
133, these derivatives are marked-to-market through earnings with
correspondi ng adj ustnents on the bal ance sheet. The pre-tax gains (losses)
on these derivatives are summarized in the following table, in mllions of
dollars, for the nine nonths ended Septenber 30, 2004 and 2003.

Sept enber 30, 2004 Sept enber 30, 2003
Proprietary Trading $(0.2) $(66. 8)
O her Energy Commodity 16.5 14.0
Tot al $16. 3 $(52. 8)
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POTOVAC ELECTRI C PONER COVPANY
STATEMENTS OF EARNI NGS

(Unaudi t ed)
Three Mont hs Ended N ne Mont hs Ended
Sept enber 30, Sept enber 30,
2004 2003 2004 2003
(MTTions of Dollars)
Oper ati ng Revenue $575. 5 $518.4 $1,406.3  $1,221.9
Oper ati ng Expenses
Fuel and purchased energy 289.9 241.5 696. 9 540. 3
O her operation and nai nt enance 66. 4 59.5 196.9 177.1
Depreci ation and anortization 40.1 42.8 126. 2 126.5
O her taxes 72.5 63.2 187.7 153.1
Gai n on sal e of asset - - (6.6) -
Total Operating Expenses 468. 9 407.0 1,201.1 997.0
Operating | ncome 106. 6 111. 4 205. 2 224.9
O her I ncone (Expenses)
Interest and dividend income - 0.4 0.1 2.7
I nterest expense (19.4) (20.3) (59.8) (58.9)
O her incone 2.3 4.1 5.3 9.1
O her expenses (0.3) (0.8) (1.0) (4.0)
Total O her Expenses (17.4) (16. 6) (55. 4) (51.1)
Distributions on Preferred Securities
of Subsidiary Trust - - - 4.6
Incone Before Income Tax Expense 89. 2 94. 8 149.8 169. 2
I ncone Tax Expense 33.2 38.7 58. 2 68.5
Net | ncone 56.0 56.1 91.6 100.7
Di vi dends on Redeemabl e Serial Preferred Stock 0.1 0.4 0.9 2.9
Ear ni ngs Avail abl e for Common Stock 55.9 55.7 90.7 97.8
Ret ai ned | ncone at Begi nni ng of Period 495.8 463. 9 505. 3 468. 9
Di vi dend of I|nvestnent to Pepco Hol di ngs - - (2.1) -
Di vi dends paid to Pepco Hol di ngs (52. 4) (15.0) (94.6) (62.1)
Ret ai ned I ncone at End of Period $499. 3 $504.6 $ 499.3 $ 504.6

The acconpanying Notes are an integral part of these Financial Statenents.
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POTOVAC ELECTRI C PONER COVPANY
BALANCE SHEETS
(Unaudi t ed)

Sept enber 30, Decenber 31,
ASSETS 2004 2003

(MTTions of DolTars)

CURRENT ASSETS
Cash and cash equival ents $ 10.9 $ 6.8
Accounts recei vabl e, |less all owance for uncollectible
accounts of $19.0 mllion and $18.4 nillion,

respectively 358. 8 269. 8
Materials and supplies - at average cost 43.6 44.9
Prepai d expenses and ot her 17.7 26.0

Total Current Assets 431.0 347.5
I N\VESTMENTS AND OTHER ASSETS
Regul atory assets 163. 6 168. 3
Prepai d pensi on expense 162. 8 168. 1
O her 119.4 108. 6
Total Investnents and Ot her Assets 445. 8 445. 0
PROPERTY, PLANT AND EQUI PMENT
Property, plant and equi pnent 4,842. 4 4,694.5
Accunul at ed depreciation (1,919.9) (1,769.6)
Net Property, Plant and Equi pnent 2,922.5 2,924.9
TOTAL ASSETS $3,799.3 $3,717. 4

The acconpanying Notes are an integral part of these Financial Statenents.
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POTOVAC ELECTRI C POVEER COVPANY
BALANCE SHEETS
(Unaudi t ed)

Sept enmber 30, Decenber 31,
LI ABI LI TIES AND SHAREHOLDER S EQUI TY 2004 2003

(MTT1ons of Dollars)
CURRENT LI ABI LI TI ES

Short-term debt $ 191.9 $ 107.5
Accounts payabl e and accrued liabilities 158.0 159.9
Capital |ease obligations due within one year 4.4 4.2
Interest and taxes accrued 73.0 43.5
O her 74.6 103.8
Total Current Liabilities 501.9 418.9
DEFERRED CREDI TS
Regul atory liabilities 184. 4 200.1
I nconme taxes 716.1 644.9
I nvestment tax credits 19.1 20.6
O her post-retirement benefit obligation 49.0 44. 4
O her 28.5 39.9
Total Deferred Credits 997. 1 949. 9
LONG TERM LI ABI LI TI ES
Long- t erm debt 1,098.1 1,130. 4
Mandatorily redeemabl e serial preferred stock 42.5 45.0
Capital |ease obligations 122.7 126.1
Total Long-TermLiabilities 1, 263. 3 1,301.5
COVM TMENTS AND CONTI NGENCI ES
REDEEMABLE SERI AL PREFERRED STOCK 31.2 35.3
SHAREHOLDER S EQUI TY
Common stock, $.01 par val ue, authorized
400, 000, 000 shares, 100 shares outstanding - -
Prem um on stock and other capital contributions 507. 6 507. 6
Capi tal stock expense (1.1) (1.1)
Ret ai ned i ncone 499. 3 505. 3
Total Shareholder's Equity 1, 005. 8 1,011.8
TOTAL LI ABILITIES AND SHAREHOLDER S EQUI TY $3, 799. 3 $3,717. 4

The acconpanying Notes are an integral part of these Financial Statenents.
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STATEMENTS CF CASH FLONB
(Unaudi t ed)

PEPCO

CPERATI NG ACTI VI TI ES

Ni ne Mont hs Ended
Sept enber 30,

2004

2003

(MTTTons of DolTars)

Net incone $ 91.6 $100. 7
Adj ustments to reconcile net income to net cash
from operating activities:
Depreci ati on and anorti zation 126.2 126.5
Deferred i ncone taxes 18. 4 11. 4
Investnment tax credit adjustnents (1.5) (1.5)
Gain on sale of asset (6.6) -
Changes i n:
Accounts receivabl e (91.1) (117.9)
Proceeds received on note receivable fromaffiliate - 110. 4
Proceeds received on accounts receivable fromaffiliate - 31.2
Regul atory assets and liabilities (19.2) (34.2)
Prepai d expenses 17.6 (12.5)
Accounts payabl e and accrued liabilities 25.1 16.8
O her post-retirement benefit obligation 4.6 5.3
Material s and supplies 1.3 0.6
Prepai d pension costs 5.3 27.7
O her deferred charges and ot her 0.8 (4.6)
O her deferred credits (11.3) (22.2)
Interest and taxes accrued 29. 4 45. 4
Net Cash From Operati ng Activities 190. 6 283.1
I NVESTI NG ACTI VI TI ES
I nvestnment in property, plant and equi pment (146.7) (167.1)
Proceeds from sal e of asset 22.0 -
Net Cash Used By Investing Activities (124.7) (167.1)
FI NANCI NG ACTI VI Tl ES
Di vi dend to Pepco Hol di ngs (94.6) (62.1)
Di vi dends paid on preferred stock (0.9 (2.9)
Redenption of preferred stock (6.6) (2.5)
I ssuances of |ong-term debt 275.0 -
Reacqui sition of |ong-term debt (210.0) (155.0)
(Repaynent) /| ssuances of short-term debt, net (15.6) 103.1
Cost of issuances and financings (9.12) (5.1)
Net Cash Used By Financing Activities (61.8) (124.5)
Net |ncrease (Decrease) in Cash and Cash Equival ents 4.1 (8.5)
Cash and Cash Equival ents at Begi nning of Period 6.8 18.2
CASH AND CASH EQUI VALENTS AT END OF PERI CD $ 10.9 $ 9.7
The acconpanyi ng Notes are an Integral part of these Financial Statenents.
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NOTES TO FI NANCI AL STATEMENTS

POTOVAC ELECTRI C PONER COVPANY

(1) ORGANI ZATI ON

Pot omac El ectric Power Conpany (Pepco) is engaged in the transm ssion
and distribution of electricity in Washington, D.C. and nmajor portions of
Prince George's and Montgonery Counties in suburban Maryland. Additionally,
Pepco provides default electricity supply to custonmers who do not choose a
conpetitive supplier. Pepco's service territory covers approxi mately 640
square mles and has a popul ation of approximately 2 mllion. Pepco is a
whol | y owned subsi diary of Pepco Hol dings, Inc. (Pepco Hol dings or PHI).

(2) ACCOUNTI NG POLI CY, PRONOUNCEMENTS, AND OTHER DI SCLOSURES

Fi nanci al Statenent Presentation

Pepco' s unaudited financial statements are prepared in confornmity with
accounting principles generally accepted in the United States of Anerica
(GAAP). Pursuant to the rules and regul ati ons of the SEC, certain information
and footnote disclosures normally included in annual financial statenents
prepared in accordance with GAAP have been omtted. Therefore, these
financial statenents should be read along with the annual financial statenments
i ncluded in Pepco's Annual Report on Form 10-K for the year ended Decenber 31,
2003. In the opinion of Pepco's managenent, the financial statenments contain
all adjustnments (which all are of a normal recurring nature) necessary to
present fairly Pepco's financial condition as of Septenmber 30, 2004, in
accordance with GAAP. Interimresults for the three and ni ne nonths ended
Sept enber 30, 2004 may not be indicative of results that will be realized for
the full year ending Decenmber 31, 2004 since the sales of electric energy are
seasonal. Additionally, certain prior period bal ances have been reclassified
in order to conformto current period presentation

FIN 45

Pepco applied the provisions of FASB Interpretation No. 45, "Guarantor's
Accounting and Di scl osure Requirenments for Guarantees, |ncluding Indirect
Guar antees of |ndebtedness of Others" (FIN 45), commencing in 2003 to its
agreenents that contain guarantee and i ndemmification clauses. These
provi si ons expand those required by FASB Statement No. 5, "Accounting for
Contingencies,” by requiring a guarantor to recognize a liability onits
bal ance sheet for the fair value of obligations it assunes under certain
guarantees issued or nodified after Decenber 31, 2002 and to disclose certain
types of guarantees, even if the likelihood of requiring the guarantor's
performance under the guarantee is renpte.

As of Septenmber 30, 2004, Pepco did not have nmmterial obligations under
guarantees or indemifications issued or nodified after Decenmber 31, 2002,
which are required to be recognized as a liability on its bal ance sheets.

FIN 46

On Decenber 31, 2003, FIN 46 was inplemented by Pepco. FIN 46 was
revised and superseded by FASB Interpretation No. 46 (revised Decenber 2003),
"Consolidation of Variable Interest Entities" (FIN 46R) which clarified sone
of the provisions of FIN 46 and exenpted certain entities fromits
requi renents. The inplenmentation of FIN 46R (including the eval uation of

37



PEPCO

interests in purchase power arrangenents) did not inpact Pepco's financia
condition or results of operations for the three or nine nonths ended
Sept enber 30, 2004.

As part of the FIN 46R eval uation, Pepco reviewed its power purchase
agreenents (PPAs), including its Non-Utility Generation (NUG contracts, to
determine (i) if its interest in each entity that is a counterparty to a PPA
agreenent was a variable interest, (ii) whether the entity was a variable
interest entity and (iii) if so, whether Pepco was the primary beneficiary.
Due to a variable elenent in the pricing structure of its PPA with one
entity, Panda-Brandyw ne, L.P. (Panda), Pepco potentially assunes the
variability in the operations of the plant of this entity and therefore has a
variable interest in the entity. However, due to Pepco's inability to obtain
i nformati on considered to be confidential and proprietary fromthe entity,
Pepco was unable to obtain sufficient information to conduct the analysis
requi red under FIN 46R to determi ne whether the entity was a variable
interest entity or if Pepco was the primary beneficiary. As a result, Pepco
has applied the scope exenption fromthe application of FIN 46R for
enterprises that have conducted exhaustive efforts to obtain the necessary
i nformati on.

Power purchases related to the Panda PPA in the three nonths ended
Sept enber 30, 2004 and 2003 were approximately $19 million and $20 million
respectively and for the nine nonths ended Septenber 30, 2004 and 2003 were
$58 mllion and $61 mllion, respectively. Power purchases related to the
Panda PPA in the years ended Decenber 31, 2003, 2002 and 2001 were
approximately $80 mllion, $74 mllion and $75 mllion, respectively.
Pepco' s exposure to | oss under the Panda PPA is discussed in Note (4),
Conmi tments and Contingenci es, under "Relationship with Mrant Corporation."

Conponents of Net Periodic Benefit Cost

The foll owi ng Pepco Hol dings information is for the three nonths ended
Sept enber 30, 2004 and 2003.

O her
Post - Reti renment
Pensi on Benefits Benefits
2004 2003 2004 2003
(In MI1lions)

Servi ce cost $ 9.0 $ 8.0 $ 2.1 $ 2.4
I nterest cost 23.7 22.6 8.7 8.2
Expected return on plan assets (31.1) (26.3) (2.4) (2.1)
Anortization of prior service cost .3 3 (.5) -
Anortization of net |oss 1.6 3.3 2.8 2.0
Net periodic benefit cost $ 3.5 $ 7.9 $10. 7 10. 5
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O her
Post - Reti renment
Pensi on Benefits Benefits
2004 2003 2004 2003
(I'n MI11ions)

Servi ce cost $ 27.0 $ 24.6 $ 6.4 $ 6.9
I nt erest cost 71.0 69. 6 26.6 24.0
Expected return on plan assets (93.2) (80.1) (7.5) (6.1)
Anortization of prior service cost . 8 .8 (1.3) -
Anortization of net |oss 4.9 10. 3 8.5 5.9
Net periodic benefit cost $ 10.5 $ 25.2 $32. 7 30.7

The actual conponents of net periodic benefit cost for the 2003 interim
peri ods are not avail able. The component anounts presented above for the 2003
interimperiods were calculated in proportion to the annual amounts presented
in Pepco Hol di ngs' financial statenents for the year ended Decenber 31, 2003.
These conponent anmounts are presented for conpari son purposes only.

Pensi on

The 2004 pension net periodic benefit cost for the three nonths ended
Sept enber 30, of $3.5 million includes $1.9 nillion for Pepco. The 2004
pensi on net periodic benefit cost for the nine nonths ended Septenber 30, of
$10.5 million includes $5.6 mllion for Pepco. The remai ni ng pensi on net
periodic benefit cost is for other PH subsidiaries. The 2003 pensi on net
periodic benefit cost for the three nonths ended Septenber 30, of $7.9

mllion includes $3.8 mllion for Pepco. The 2003 pension net periodic
benefit cost for the nine nonths ended Septenber 30, of $25.2 million
includes $14.1 mllion for Pepco. The remaining pension net periodic benefit

cost is for other PH subsidiaries.
Pensi on Contri buti ons

Pepco Hol di ngs' current funding policy with regard to its defined
benefit pension plan is to maintain a funding |level in excess of 100% of its

accurul ated benefit obligation (ABO. In 2003 and 2002 PH nade
di scretionary tax-deductible cash contributions to the plan of $50 mllion
and $35 million, respectively. PH's pension plan currently meets the nmi nimum

fundi ng requirenents of the Enploynent Retirement |Incone Security Act of 1974
(ERI SA) wi thout any additional funding. PH may el ect, however, to nmake a

di scretionary tax-deductible contribution to nmaintain the pension plan's
assets in excess of its ABO As of Septenber 30, 2004, no contributions have
been made. The potential discretionary funding of the pension plan in 2004
wi Il depend on many factors, including the actual investment return earned on
pl an assets over the remainder of the year

O her Post-Retirenent Benefits

The 2004 ot her post-retirenent net periodic benefit cost for the three
nmont hs ended Septenber 30, of $10.7 million includes $3.5 mllion for Pepco.
The 2004 ot her post-retirement net periodic benefit cost for the nine nonths
ended Septenber 30, of $32.7 million includes $12.5 million for Pepco. The
remai ni ng ot her post-retirement net periodic benefit cost is for other PH
subsi di ari es. The 2003 ot her post-retirement net periodic benefit cost for
the three nonths ended Septenber 30, of $10.5 mllion includes $4.5 mllion
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for Pepco. The 2003 other post-retirement net periodic benefit cost for the
ni ne mont hs ended Septenber 30, of $30.7 mllion includes $12.9 mllion for
Pepco. The renmining other post-retirenent net periodic benefit cost is for
ot her PHI subsidiaries.

FASB Staff Position (FSP 106-2), Accounting and Disclosure
Requi renents Related to the Medicare Prescription Drug, |nprovenent
and Moderni zati on Act of 2003 (the Act)

The Act became effective on Decenber 8, 2003. The Act introduces a
prescription drug benefit under Medicare (Medicare Part D) as well as a
federal subsidy to sponsors of retiree health care benefit plans that provide
a benefit that is at |least actuarially equivalent to Medicare Part D

Pepco Hol di ngs sponsors post-retirenment health care plans that provide
prescription drug benefits. Pepco Hol dings did not elect the deferral of
appropriate accounting pernmitted by the FASB Staff position (FSP) 106-1. The
Accumul ated Post-retirement Benefit Obligation (APBO as of Decenber 31, 2003
was reduced by $28 nmillion to reflect the effects of the Act. For the three
and ni ne nonths ended Septenber 30, 2004, Pepco Hol di ngs' net periodic post-
retirement benefit expense has been reduced to reflect the Act. PH estimtes
that the annual post-retirenent benefit cost is reduced by approximately $3.7
mllion due to effects of the Act. This reduction includes both the decrease
in the cost of future benefits being earned and an anortization of the APBO
reducti on over the future average working lifetinme of the participants, or 12
years. The anticipated clains costs expected to be incurred have been
adjusted to reflect the cost sharing between Medi care and Pepco Hol di ngs.
Partici pation rates have not been changed. In reflecting the effects of the
Act, Pepco Hol di ngs has determ ned which plans are eligible for Medicare cost
sharing by analyzing the terms of each of its plans. It has recognized
Medi care cost sharing for a plan only if Pepco Hol di ngs' projected
prescription drug coverage is expected to be at |east as generous as the
expected contribution by Medicare to a prescription drug plan not provided by
Pepco Hol di ngs.

The effect of the subsidy on the three nonths ended Septenber 30, 2004
ot her post-retirenent net periodic benefit cost of $10.7 mllion is
approximately a $.9 mllion reduction due to the subsidy. Approximately $.5
mllion is related to the amortization of the actuarial gain, and
approximately $.4 mllion is a subsidy-related reduction in interest cost on
the APBO. The effect of the subsidy on the nine nonths ended Septenber 30,
2004 other post-retirenment net periodic benefit cost of $32.7 mllion is
approximately a $2.8 million reduction due to the subsidy. Approximtely
$1.5 million is related to the anortization of the actuarial gain, and
approximately $1.3 million is a subsidy-related reduction in interest cost on
t he APBO.

Debt

In July 2004, Pepco Hol di ngs, Pepco, DPL and ACE entered into a five-
year credit agreenment with an aggregate borrowing limt of $650 million. This
agreement replaces a $550 mllion 364-day credit agreenent that was entered
into on July 29, 2003. The respective conpanies also are parties to a three-
year credit agreenent that was entered into in July 2003 and terminates in
July 2006 with an aggregate borrowing limt of $550 million. Pepco Hol di ngs'
credit Iimt under these agreements is $700 mllion and the credit Iimt of
each of Pepco, DPL and ACE is the Iower of $300 million and the maxi mum
anount of short-term debt authorized by the applicable regulatory authority,
except that the aggregate amount of credit utilized by Pepco, DPL and ACE at
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any given tinme under the agreenents may not exceed $500 million. The credit
agreenents primarily serve as a source of liquidity to support the commercia
paper prograns of the respective conpani es. The conpani es can al so borrow
funds for general corporate purposes and issue letters of credit under the
Agreements. The credit agreements contain customary financial and other
covenants that, if not satisfied, could result in the acceleration of
repaynment obligations under the agreenments or restrict the ability of the
conmpani es to borrow under the agreenments. Anobng these covenants is the

requi rement that each borrow ng conpany maintain a ratio of tota

i ndebt edness to total capitalization of 65%or |ess, conputed in accordance
with the ternms of the credit agreements. The credit agreements also contain a
nunber of custonmary events of default that could result in the acceleration
of repaynment obligations under the agreements, including (i) the failure of
any borrow ng conpany or any of its significant subsidiaries to pay when due,
or the acceleration of certain indebtedness under other borrow ng
arrangenents, (ii) certain bankruptcy events, judgnments or decrees agai nst
any borrow ng conpany or its significant subsidiaries, and (iii) a change in
control (as defined in the credit agreements) of Pepco Hol dings or the
failure of Pepco Holdings to own all of the voting stock of Pepco, DPL and
ACE.

In August 2004, Pepco repurchased 65,000 shares of its $2.28 series, par
val ue $50.00 per share preferred stock at an average price of $45.50 per
share.

I n Septenber 2004, Pepco repurchased 16,400 shares of its $2.28 series
preferred stock, par value $50.00 per share, at an average price of $47.25
per share.

I n Septenber 2004, Pepco redeemed $2.5 million, or 50,000 shares, of its
$3.40 Serial Preferred Stock Series of 1992 pursuant to nmandatory sinking
fund provisions.

Ef fecti ve Tax Rate

Pepco's effective tax rate for the three nonths ended Septenber 30, 2004
was 36.9% as conpared to the federal statutory rate of 35% The maj or
reasons for this difference were state income taxes (net of federal benefit)
and the flowthrough of certain book tax depreciation differences partially
of fset by the flowthrough of Deferred Investnent Tax Credits and changes in
estimates related to tax liabilities of prior tax years subject to audit
(which was the primary reason for the lower effective tax rate as conpared to
2003) .

Pepco's effective tax rate for the three nonths ended Septenber 30, 2003
was 40.5% as conpared to the federal statutory rate of 35% The maj or
reasons for this difference were state incone taxes (net of federal benefit)
and the flowthrough of certain book tax depreciation differences partially
of fset by the flowthrough of Deferred Investnent Tax Credits and certain
renoval costs.

Pepco's effective tax rate for the nine nonths ended Septenber 30, 2004
was 38.2% as conpared to the federal statutory rate of 35% The mgjor
reasons for this difference were state income taxes (net of federal benefit)
and the flowthrough of certain book tax depreciation differences partially
of fset by the flowthrough of Deferred Investnent Tax Credits and certain
removal costs and changes in estimates related to tax liabilities of prior
tax years subject to audit (which was the primary reason for the | ower
effective tax rate as conpared to 2003).
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Pepco's effective tax rate for the nine nonths ended Septenber 30, 2003
was 40.3% as conpared to the federal statutory rate of 35% The mgjor
reasons for this difference were state income taxes (net of federal benefit)
and the flowthrough of certain book tax depreciation differences partially
of fset by the flowthrough of Deferred Investnent Tax Credits and certain
renoval costs.

(3) SEGVENT | NFORMATI ON

In accordance with SFAS No. 131 "Di sclosures about Segnents of an
Enterprise and Related Information,” Pepco has one segment, its regul ated
utility business.

(4) COVM TMENTS AND CONTI NGENCI ES

Rel ationship with Mrant Corporation

In 2000, Pepco sold substantially all of its electricity generation
assets to Mrant Corporation, formerly Southern Energy, Inc., pursuant to an
Asset Purchase and Sal e Agreenent. As part of the Asset Purchase and Sal e
Agreenent, Pepco entered into several ongoing contractual arrangenents with
Mrant and certain of its subsidiaries (collectively, Mrant). On July 14,
2003, Mrant Corporation and nost of its subsidiaries filed a voluntary
petition for reorgani zati on under Chapter 11 of the U S. Bankruptcy Code in
the U S. Bankruptcy Court for the Northern District of Texas (the Bankruptcy
Court).

Dependi ng on the outconme of the matters discussed bel ow, the Mrant
bankruptcy could have a material adverse effect on the results of operations
of Pepco Hol di ngs and Pepco. However, managenent currently believes that
Pepco Hol di ngs and Pepco currently have sufficient cash, cash flow and
borrowi ng capacity under their credit facilities and in the capital markets
to be able to satisfy any additional cash requirements that have arisen or
may arise due to the Mrant bankruptcy. Accordingly, managenment does not
anticipate that the Mrant bankruptcy will inpair the ability of Pepco
Hol di ngs or Pepco to fulfill their contractual obligations or to fund
projected capital expenditures. On this basis, nanagenent currently does not

believe that the Mrant bankruptcy will have a material adverse effect on the

financial condition of either conpany.
Transiti on Power Agreenents
For a discussion of the Transition Power Agreenents between Pepco and

M rant and the anmendnent of these agreenments in connection with the Mrant
bankruptcy, see Note (4), Commitnments and Contingencies, to the financia

statements of Pepco included in Pepco's Quarterly Report on Form 10-Q for the

quarter ended March 31, 2004.
Power Purchase Agreenents

Under agreenents with FirstEnergy Corp., fornerly Ohio Edison
(FirstEnergy), and Allegheny Energy, Inc., both entered into in 1987, Pepco
is obligated to purchase from FirstEnergy 450 negawatts of capacity and
energy annual ly through Decenber 2005 (the FirstEnergy PPA). Under an
agreenent wi th Panda- Brandywi ne L. P. (Panda), entered into in 1991, Pepco
is obligated to purchase from Panda 230 negawatts of capacity and energy
annual Iy through 2021 (the Panda PPA). 1In each case, the purchase price is
substantially in excess of current market prices. As a part of the Asset
Purchase and Sal e Agreenent, Pepco entered into a "back-to-back"
arrangenent with Mrant. Under this arrangenent, Mrant is obligated
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anong ot her things, to purchase from Pepco the capacity and energy that
Pepco is obligated to purchase under the FirstEnergy PPA and the Panda PPA
at a price equal to the price Pepco is obligated to pay under the PPAs (the
PPA- Rel ated Obligations).

Pepco Pre-Petition Clains

For a discussion of the clains that Pepco has filed against Mrant with
respect to amounts owed by Mrant to Pepco under the PPAs at the tinme of the
filing of Mrant's bankruptcy petition and the accounting treatnment of these
clainms, see Note (4), Conmitnents and Contingencies, to the financia
statenments of Pepco included in Pepco's Quarterly Report on Form 10-Q for the
quarter ended March 31, 2004.

Mrant's Attenpt to Reject the PPA-Rel ated Obligations

On August 28, 2003, Mrant filed with the Bankruptcy Court a notion
seeking authorization to reject its PPA-Related Obligations. Upon notions
filed with the U S. District Court for the Northern District of Texas (the
District Court) by Pepco and the Federal Energy Regul atory Conm ssion (FERC),
in Cctober 2003, the District Court withdrew jurisdiction over the rejection
proceedi ngs fromthe Bankruptcy Court. |In Decenber 2003, the District Court
denied Mrant's notion to reject the PPA-Related Obligations. The District
Court's decision was appeal ed by Mrant and The Oficial Commttee of
Unsecured Creditors of Mrant Corporation in the U S. Court of Appeals for
the Fifth Circuit. On August 4, 2004, the Court of Appeals renmanded the case
to the District Court saying that it has jurisdiction to rule on the nerits
of Mrant's rejection notion, suggesting that in doing so the court apply a
"nore rigorous standard” than the business judgnent rule usually applied by
bankruptcy courts in ruling on rejection notions, and noting that there are

ot her "inportant issues which nust still be resolved before a decision on the
merits would be appropriate.” On Cctober 4, 2004, the District Court issued
an order stating that the District Court will retain jurisdiction over the

matter and invited parties to submt coments on the appropriate standard to
be applied in deternmi ning whether to grant Mrant's rejection notion. Al
parties submtted comments. On Novenber 3, 2004, the District Court issued
an order stating that the Court concluded that the "separate agreenent" issue
(i.e., whether the PPA-Rel ated Obligations are severable fromthe Asset
Purchase and Sal e Agreenent) relating to the sale of Pepco's generation
assets should be resolved before the District Court deals further with the

i ssue of the standard to be applied in determ ning whether the notion to

rej ect should be granted. The order permits the parties to submt further
evidentiary material related to the separate agreenent issue.

Pepco is exercising all avail able | egal renedies and vi gorously opposing
Mrant's attenpt to reject the PPA-Related Cbligations in order to protect
the interests of its customers and sharehol ders. While Pepco believes that
it has substantial |egal bases to oppose the attenpt to reject the
agreements, the outcome of Mrant's efforts to reject the PPA-Rel ated
Cbligations is uncertain.

In accordance with the Bankruptcy Court's order, Mrant is continuing to
performthe PPA-Rel ated Obligations pending the resolution of the ongoing
proceedi ngs. However, if Mrant ultimately is successful in rejecting, and
is otherwise permitted to stop perform ng the PPA-Rel ated Obligations, Pepco
could be required to repay to Mrant, for the period beginning on the
effective date of the rejection (which date could be prior to the date of the
court's order and possibly as early as Septenber 18, 2003) and ending on the
date Mrant is entitled to cease its purchases of energy and capacity from

43



PEPCO

Pepco, all ampunts paid by Mrant to Pepco in respect of the PPA-Rel at ed

bl igations, less an anount equal to the price at which Mrant resold the
purchased energy and capacity. Pepco estinates that the anmobunt it could be
required to repay to Mrant in the unlikely event Septenber 18, 2003, is
determ ned to be the effective date of rejection, is approximtely $118.8
mllion as of Novenber 1, 2004. This repaynment would entitle Pepco to file a
cl ai m agai nst the bankruptcy estate in an anobunt equal to the anmount repaid.
M rant has al so asked the Bankruptcy Court to require Pepco to disgorge al
anounts paid by Mrant to Pepco in respect of the PPA-Related Obligations,

| ess an ampbunt equal to the price at which Mrant resold the purchased energy
and capacity, for the period July 14, 2003 (the date on which Mrant filed
its bankruptcy petition) to Septenber 18, 2003, on the theory that Mrant did
not receive value for those paynments. Pepco estimates that the anount it
woul d be required to repay to Mrant on the di sgorgenent theory is
approximately $22.5 nmillion. Pepco believes a claimbased on this theory
shoul d be entitled to adm ni strative expense status for which conplete
recovery could be expected in the Bankruptcy Court. |[If Pepco were required
to repay any such amounts for either period, the paynent woul d be expensed at
the tinme the paynent is made. However, Pepco believes that, to the extent
such anmpunts were not recovered fromthe Mrant bankruptcy estate, the
expensed amounts woul d be recoverabl e as stranded costs from custoners
through distribution rates as described bel ow.

The following are estinates prepared by Pepco of its potential future
exposure if Mrant's nmotion to reject its PPA-Related Obligations ultimtely
is successful. These estimates are based in part on current market prices
and forward price estimtes for energy and capacity, and do not include
financing costs, all of which could be subject to significant fluctuation
The estinmates assune no recovery fromthe Mrant bankruptcy estate and no
regul atory recovery, either of which would mtigate the effect of the
estimated | oss. Pepco does not consider it realistic to assune that there
will be no such recoveries. Based on these assunptions, Pepco estinmates that
its pre-tax exposure as of November 1, 2004, representing the |loss of the
future benefit of the PPA-Rel ated Cbligations to Pepco, is as follows:

If Pepco were required to purchase capacity and energy from

First Energy commenci ng as of Novenber 1, 2004, at the rates provided
in the PPA (with an average price per kilowatt hour of approximtely
6.0 cents) and resold the capacity and energy at nmarket rates
projected, given the characteristics of the FirstEnergy PPA to be
approximately 5.0 cents per kilowatt hour, Pepco estimates that it
woul d cost approximately $9 million for the remainder of 2004, and $33
mllion in 2005, the |ast year of the FirstEnergy PPA

If Pepco were required to purchase capacity and energy from Panda
commenci ng as of Novenber 1, 2004, at the rates provided in the PPA
(with an average price per kilowatt hour of approximately 18.4 cents),
and resold the capacity and energy at nmarket rates projected, given
the characteristics of the Panda PPA, to be approximtely 8.4 cents
per kilowatt hour, Pepco estinmates that it would cost approxi mately
$8 million for the remai nder of 2004, $35 million in 2005, and

$35 million in 2006 and approximately $35 million to $48 million
annual |y thereafter through the 2021 contract termnination date.
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The ability of Pepco to recover fromthe Mrant bankruptcy estate in
respect to the Mrant Pre-Petition Obligations and damages if the PPA-Rel ated
bl igations are successfully rejected will depend on whether Pepco's clains
are allowed, the amount of assets available for distribution to creditors and
Pepco's priority relative to other creditors. At the current stage of the
bankruptcy proceeding, there is insufficient information to deternine the
amount, if any, that Pepco m ght be able to recover fromthe Mrant
bankruptcy estate, whether the recovery would be in cash or another form of
payment, or the tim ng of any recovery.

If Mrant ultimately is successful in rejecting the PPA-Rel ated
bl igations and Pepco's full claimis not recovered fromthe Mrant
bankruptcy estate, Pepco may seek authority fromthe Maryl and Public Service
Conmmi ssion (MPSC) and the District of Colunbia Public Service Com ssion
(DCPSC) to recover its additional costs. Pepco is conmitted to working with
its regulatory authorities to achieve a result that is appropriate for its
shar ehol ders and custoners. Under the provisions of the settlenment
agreenents approved by the MPSC and the DCPSC in the deregul ati on proceedi ngs
in which Pepco agreed to divest its generation assets under certain
conditions, the PPAs were to beconme assets of Pepco's distribution business
if they could not be sold. Pepco believes that, if Mrant ultinmately is
successful in rejecting the PPA-Rel ated Obligations, these provisions would
all ow the stranded costs of the PPAs that are not recovered fromthe M rant
bankruptcy estate to be recovered from Pepco's custonmers through its
distribution rates. |If Pepco's interpretation of the settlenent agreenents
is confirmed, Pepco expects to be able to establish the anpbunt of its
anticipated recovery as a regulatory asset. However, there is no assurance
that Pepco's interpretation of the settlement agreements would be confirmed
by the respective public service comi ssions.

If the PPA-Rel ated Obligations are successfully rejected, and there is
no regul atory recovery, Pepco will incur a loss. However, the accounting
treatment of such a | oss depends on a nunber of |egal and regulatory factors,
and is not determinable at this tinme.

The SMECO Agr eement

As a term of the Asset Purchase and Sal e Agreenent, Pepco assigned to
Mrant a facility and capacity agreenent with Southern Maryland Electric
Cooperative, Inc. For a discussion of the status of this agreenent in the
context of the Mrant bankruptcy, see Note (4), Conmtnents and
Contingencies, to the financial statements of Pepco included in Pepco's
Quarterly Report on Form 10-Q for the quarter ended March 31, 2004.

Standard Offer Service

Di strict of Col unbia

For a history of the Standard O fer Service (SOS) proceedi ng pending
before the DCPSC, see Note (14), Commitnents and Contingencies to the
financial statements of Pepco included in Pepco's Annual Report on Form 10-K
for the year ended Decenber 31, 2003 and Note (4), Commitnents and
Contingencies, to the financial statements of Pepco included in Pepco's
Quarterly Reports on Form 10-Q for the quarters ended March 31, 2004 and June
30, 2004. In August 2004, the DCPSC i ssued an order adopting adm nistrative
charges for residential, snmall and |large comrercial DC SOS custoners that are
i ntended to allow Pepco to recover the admi nistrative costs incurred to
provi de the SOS supply. The approved adninistrative charges include an
average margin for Pepco of approximately $0.00248 per kil owatt hour
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cal cul at ed based on total sales to residential, small and | arge commercial DC
SOS custoners over the twelve nonths ended December 31, 2003. Because
mar gi ns vary by custoner class, the actual average margin over any given tine
period will depend on the nunber of DC SOS custonmers from each custoner class
and the | oad taken by such custoners over the tinme period. The

admi nistrative charges will go into effect for Pepco's DC SOS sal es begi nni ng
February 8, 2005. Pepco conmpleted the first conpetitive procurenment process
for DC SOS at the end of Cctober and filed the proposed new SOS rates with

t he DCPSC on Novenber 3, 2004.

The TPA with M rant under which Pepco obtains the DC SOS supply ends on
January 22, 2005, while the new SOS supply contracts with the wi nning bidders
in the conpetitive procurenment process provide for supply to begin on

February 1, 2005. Pepco will procure power separately on the spot market to
cover the period from January 23 through January 31, 2005, before the new DC
SOS contracts begin. Consequently, Pepco will have to pay the difference

bet ween the procurenent cost of power on the spot market and the current DC
SOS rates charged to custoners during the period from January 23 through
January 31, 2005. |In addition, because the new DC SOS rates do not go into
effect until February 8, 2005, Pepco will have to pay the difference between
the procurenent cost of power under the new DC SOS contracts and the current
DC SOS rates charged to custonmers for the period from February 1 to

February 7, 2005. The amount of the difference for these periods will depend
on spot market power prices during the first period, weather, and the anmount
of DC SOS | oad that Pepco is serving. Pepco estinates that the total anount
of the difference will be in the range from approximately $7.6 mllion to
approximately $11.4 million. This difference, however, will be included in
the cal cul ati on of the Generation Procurement Credit (GPC) for DC for the
peri od February 8, 2004 through February 7, 2005. The GPC provides for a
sharing between Pepco's custoners and sharehol ders, on an annual basis, of
any margins, but not |osses, that Pepco earns providing SOS in the District
of Col unbia during the four-year period from February 8, 2001 through
February 7, 2005. Wen the GPC is cal cul ated, Pepco expects that the cost
difference it will pay after the expiration of the Mrant TPA and before the
new DC SOS rates go into effect will reduce to zero the margins earned from
February 8, 2004 through February 7, 2005 that otherw se would have been
shared between Pepco's custonmers and sharehol ders. The anmount of the

di fference that exceeded such margi ns woul d be recorded on Pepco's books as a
loss. In the event that Pepco were to ultimately realize a significant
recovery fromthe Mrant bankruptcy estate associated with the TPA, the GPC
woul d be recal cul ated, potentially reducing the amunt of any | oss recorded
on Pepco's books.

Pl anned Wor kf orce Reducti on

On Novenber 5, 2004, PH announced that its Power Delivery business, of
whi ch Pepco is a part, will reduce its 4,200 enpl oyee work force by about 2%
to 3% by the end of 2004. This work force reduction will be acconplished
through a conbination of retirenents and targeted reductions. PHl expects to
accrue approximately $8 to $11 nmillion in the fourth quarter of 2004 for this
work force reduction and existing severance plans. The anticipated inpact
that this planned reduction will have on Pepco has not been determ ned.
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DELMARVA POVER & LI GAT COVPANY

CONSOL| DATED STATEMENTS OF EARNI NGS

(Unaudi t ed)

DPL

Operati ng Revenue

Three Mont hs Ended

Sept enber 30,

Ni ne Mont hs Ended
Sept enber 30,

2004

2003

2004

2003

(MTTions of DolTars)

El ectric $295.1 $320.0 $794. 3 $833. 1
Gas 24. 7 25.6 173.8 144. 3
Total Operating Revenue 319. 8 345. 6 968. 1 977. 4
Qper ati ng Expenses
Fuel and purchased energy 198. 6 219.5 518.7 551. 4
Gas purchased 16.1 18.3 126.9 100. 7
O her operation and nmai nt enance 45.5 50. 7 129.8 138.1
Depreci ation and anortization 18.7 18.0 55.0 55.4
Q her taxes 9.2 9.3 18.7 27.3
Total Operating Expenses 288. 1 315. 8 849. 1 872.9
Operating | ncome 31.7 29.8 119.0 104.5
O her I ncone (Expenses)
Interest and dividend incone 0.1 - 0.2 0.9
I nterest expense (7.7) (9.3) (24.7) (28.1)
O her incone 2.0 2.0 4.7 4.9
O her expense (1.0) (1.2) (2.1) (2.2)
Total O her Expenses (6.6) (8.4) (21.9) (24.5)
Di stributions on Preferred Securities of
Subsi di ary Trust - - - 2.8
Incone Before |Income Tax Expense 25.1 21. 4 97.1 77.2
I ncome Tax Expense 11.0 8.4 40. 7 30. 4
Net | nconme 14.1 13.0 56. 4 46. 8
Di vi dends on Redeenmbl e Seri al
Preferred Stock 0.2 0.3 0.7 0.8
Ear ni ngs Avail abl e for Common Stock 13.9 12.7 55.7 46.0
Ret ai ned | ncome at Begi nning of Period 364.7 369.9 367. 4 364. 4
Di vi dends paid to Pepco Hol di ngs (13.7) (11.9) (58.2) (39.7)
Ret ai ned I ncone at End of Period $364. 9 $370.7 $364. 9 $370. 7
The acconpanying Notes are an integral part of these Consolidated Financial Statenents.
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DELMARVA POWNER & LI GHT COVPANY
CONSOL| DATED BALANCE SHEETS
(Unaudi t ed)

Sept enber 30, Decenber 31,
ASSETS 2004 2003

(MTTions of DolTars)

CURRENT ASSETS

Cash and cash equival ents $ 8.7 $ 4.9
Accounts receivable, |ess allowance for
uncol | ecti bl e accounts of $9.8 nmillion
and $10.1 mllion, respectively 177.2 163. 2
Fuel, nmaterials and supplies - at average cost 39.8 34.2
Prepai d expenses and ot her 12.9 14. 4
Total Current Assets 238. 6 216.7

I N\VESTMENTS AND OTHER ASSETS

Goodwi | | 48.5 48.5
Regul atory assets 145.8 150. 3
Prepai d pensi on costs 202. 4 195. 4
O her 20.9 33.5

Total I|nvestnments and Ot her Assets 417.6 427.7

PROPERTY, PLANT AND EQUI PMENT

Property, plant and equi prent 2,272.7 2,195.0
Accunul at ed depreciation (741.9) (687.0)

Net Property, Plant and Equi pnent 1, 530. 8 1,508.0

TOTAL ASSETS $2,187.0 $2,152. 4

The acconpanying Notes are an integral part of these Consolidated Financial Statenments.
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DELMARVA POVER & LI GHT COVPANY
CONSOLI DATED BALANCE SHEETS

(Unaudi t ed)

DPL

LI ABI LI TI ES AND SHAREHOLDER S EQUI TY

CURRENT LI ABI LI TI ES
Short-term debt
Accounts payabl e and accrued liabilities
Accounts payabl e to associ ated conpani es
Capital |ease obligations due within one year
Interest and taxes accrued
O her

Total Current Liabilities

DEFERRED CREDI TS
Regul atory liabilities
I ncome t axes
I nvestment tax credits
Above- mar ket purchased energy contracts and ot her
electric restructuring liabilities
O her
Total Deferred Credits

LONG TERM LI ABI LI TI ES
Long-t erm debt
Debentures issued to financing trust
Capital |ease obligations
Total Long-TermLiabilities

COWM TMENTS AND CONTI NGENCI ES

REDEEMABLE SERI AL PREFERRED STOCK

SHAREHOLDER S EQUI TY
Conmon stock, $2.25 par val ue, authorized 1,000, 000
shares - 1,000 shares outstanding
Prenmi um on stock and ot her capital contributions
Capital stock expense
Ret ai ned i ncone
Total Shareholder's Equity

TOTAL LI ABILITIES AND SHAREHOLDER S EQUI TY

Sept enmber 30, Decenber 31,
2004 2003
(MTTr1ons of Dollars)

$ 264.6 $ 174.4
44.6 52.7
46. 6 36.9

.2 .2
29.1 23.0
54.9 43. 2
440.0 330. 4
217.9 219.9
414.2 397.3
11.9 12.6
35.3 42. 7
27.3 31.6
706. 6 704. 1
440.1 442. 7
- 72.2

.2 .4
440. 3 515. 3
21.7 21.7
223.5 223.5
(10.0) (10.0)
364.9 367. 4
578. 4 580. 9
$2,187.0 $2,152. 4

The acconpanying Notes are an integral part of these Consolidated Financial
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DELMARVA POWER & LI GHT COVPANY
CONSOLI DATED STATEMENTS OF CASH FLOWS
(Unaudi t ed)

DPL

OPERATI NG ACTI VI TI ES

Ni ne Mont hs Ended
Sept enber 30,

2004

2003

(MTT1ons of Dollars)

Net incone $56. 4 $ 46.8
Adjustnments to reconcile net income to net cash
fromoperating activities:
Depreciation and anortization 55.0 55.4
Deferred i ncome taxes 25.8 (2.4)
Investnent tax credit adjustnments, net (0.7) (0.7)
Changes in:
Accounts receivabl e (14.1) (10.1)
Regul atory assets and liabilities 5.9 (7.5)
Fuel , materials and supplies (5.6) (5.5)
Prepai d expenses and ot her (5.2) (3.3)
Above market supply contracts (2.2) (9.8)
Prepai d pension costs (6.9) (4.0)
O her post-retirenent benefit obligation 7.1 5.5
O her deferred charges 1.2 0.1
Accounts payabl e and accrued liabilities 9.0 9.8
O her deferred credits (4.3) 0.6
Interest and taxes accrued 6.1 (1.3)
Net Cash From Operating Activities 127.5 73.6
I NVESTI NG ACTI VI TI ES
Investnent in property, plant and equi prment (82.0) (62.7)
Net other investing activities - 0.2
Net Cash Used By Investing Activities (82.0) (62.5)
FI NANCI NG ACTI VI TI ES
Di vi dends paid to Pepco Hol di ngs (58.2) (39.7)
Preferred dividends paid (0.7) (0.8)
| ssuances of short-term debt, net 89.9 53.5
I ssuances of |ong-term debt - 33.2
Repayment of |ong-term debt (2.4) (152. 4)
Redenpti on of debentures issued to financing trust (70.0) -
Princi pal portion of capital |ease paynents (0.1) (0.12)
Cost of issuances and redenptions (0.2) (2.5)
Net Cash Used By Financing Activities (41.7) (108. 8)
Net | ncrease (Decrease) In Cash and Cash Equival ents 3.8 (97.7)
Cash and Cash Equival ents at Begi nning of Period 4.9 109.7
CASH AND CASH EQUI VALENTS AT END OF PERI CD $ 8.7 $ 12.0
The acconpanying Notes are an integral part of these Consolidated Financial Statenents.
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NOTES TO CONSOLI DATED FI NANCI AL STATEMENTS

DELMARVA POVER & LI GHT COVPANY

(1) ORGANI ZATI ON

Del marva Power & Light Conpany (DPL) is engaged in the transm ssion and
distribution of electricity in Delaware and portions of Maryland and Virginia
and provides gas distribution service in northern Delaware. Additionally,
DPL provides default electricity supply to custonmers who do not choose a
conpetitive supplier. DPL's electricity distribution service territory
covers approximtely 6,000 square nmles and has a popul ati on of approxi mtely
1.25 million. DPL's natural gas distribution service territory covers
approximately 275 square mles and has a popul ati on of approxi mately 523, 000.
DPL is a wholly owned subsidiary of Conectiv, which is wholly owned by Pepco
Hol di ngs, Inc. (Pepco Hol dings or PHI).

(2) ACCOUNTI NG POLI CY, PRONOUNCEMENTS, AND OTHER DI SCLOSURES

Fi nanci al Statenent Presentation

DPL's unaudited consolidated financial statenments are prepared in
conformity with accounting principles generally accepted in the United
States of Anerica (GAAP). Pursuant to the rules and regul ations of the
SEC, certain information and footnote disclosures normally included in
annual financial statenents prepared in accordance with GAAP have been
omtted. Therefore, these financial statements should be read along with
the annual financial statenments included in DPL's Annual Report on Form
10-K/ A for the year ended Decenber 31, 2003. In the opinion of DPL'S
managenment, the consolidated financial statenents contain all adjustnents
(which all are of a normal recurring nature) necessary to present fairly
DPL's financial condition as of Septenber 30, 2004, in accordance with
GAAP. Interimresults for the three and ni ne nonths ended Septenber 30,
2004 may not be indicative of results that will be realized for the ful
year endi ng Decenber 31, 2004 since the sales of electric energy are
seasonal. Additionally, certain prior period bal ances have been
reclassified in order to conformto current period presentation.

FI'N 45

DPL applied the provisions of FASB Interpretation No. 45, "Guarantor's
Accounting and Di scl osure Requirenments for Guarantees, Including Indirect
Guar antees of I|ndebtedness of Others" (FIN 45), commencing in 2003 to its
agreenents that contain guarantee and i ndemification clauses. These
provi si ons expand those required by FASB Statenment No. 5, "Accounting for
Contingencies," by requiring a guarantor to recognize a liability on its
bal ance sheet for the fair value of obligations it assunes under certain
guarantees issued or nodified after Decenmber 31, 2002 and to disclose
certain types of guarantees, even if the |ikelihood of requiring the
guarantor's performnce under the guarantee is renote.

As of Septenber 30, 2004, DPL did not have material obligations under
guarantees or indemifications issued or nodified after Decenber 31, 2002,
which are required to be recognized as a liability on its consolidated
bal ance sheets.
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FIN 46

On Decenber 31, 2003, FIN 46 was inplenented by DPL. FIN 46 was revised
and superseded by FASB Interpretation No. 46 (revised Decenber 2003),
"Consolidation of Variable Interest Entities" (FIN 46R) which clarified sone
of the provisions of FIN 46 and exenpted certain entities fromits
requi renents. The inplenmentation of FIN 46R did not inpact DPL's financia
condition or results of operations for the three or nine nonths ended
Sept enber 30, 2004.

Conmponents of Net Periodic Benefit Cost

The followi ng Pepco Hol dings information is for the three nonths ended
Sept enber 30, 2004 and 2003.

O her
Post - Reti renment
Pensi on Benefits Benefits
2004 2003 2004 2003
(I'n MI11ions)
Servi ce cost $ 9.0 $ 8.0 $ 2.1 $ 2.4
I nt erest cost 23.7 22.6 8.7 8.2
Expected return on plan assets (31.1) (26.3) (2.4) (2.1)
Anortization of prior service cost 0.3 0.3 (.5) -
Anortization of net |oss 1.6 3.3 2.8 2.0
Net periodic benefit cost $ 3.5 $ 7.9 $10. 7 10.5
The foll owing Pepco Holdings information is for the nine nonths ended
Sept enber 30, 2004 and 2003.
O her
Post - Ret i r enent
Pensi on Benefits Benefits
2004 2003 2004 2003
(In MI1lions)
Servi ce cost $ 27.0 $ 24.6 $ 6.4 $ 6.9
I nterest cost 71.0 69. 6 26. 6 24.0
Expected return on plan assets (93.2) (80.1) (7.5) (6.1)
Anortization of prior service cost 0.8 0.8 (1.3 -
Anortization of net |oss 4.9 10. 3 8.5 5.9
Net periodic benefit cost $ 10.5 $ 25.2 $32. 7 30. 7

The actual conponents of net periodic benefit cost for the 2003 interim
peri ods are not avail able. The conponent anounts presented above for the 2003
interimperiods were calculated in proportion to the annual anpunts presented
in Pepco Hol di ngs' financial statenents for the year ended Decenber 31, 2003.
These conmponent anounts are presented for comnparison purposes only.

Pensi on

The 2004 pension net periodic benefit cost for the three nonths ended
Sept enber 30, of $3.5 million includes $(2.2) mllion for DPL. The 2004
pensi on net periodic benefit cost for the nine nonths ended Septenber 30, of
$10.5 million includes $(6.5) mllion for DPL. The renmining pension net
periodic benefit cost is for other PH subsidiaries. The 2003 pensi on net
periodic benefit cost for the three nonths ended Septenber 30, of $7.9
mllion includes $(.7) mllion for DPL. The 2003 pension net periodic benefit
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cost for the nine nonths ended Septenber 30, of $25.2 million includes $(3.5)
mllion for DPL. The remai ning pension net periodic benefit cost is for other
PHI subsi di ari es.

Pensi on Contri buti ons

Pepco Hol di ngs' current funding policy with regard to its defined
benefit pension plan is to maintain a funding |level in excess of 100% of its
accumrul ated benefit obligation (ABO. In 2003 and 2002 PH nade
di scretionary tax-deductible cash contributions to the plan of $50 mllion
and $35 mllion, respectively. PH's pension plan currently nmeets the m ni num
fundi ng requi renents of the Enploynment Retirenent |Incone Security Act of 1974
(ERI SA) wi thout any additional funding. PH may el ect, however, to make a
di scretionary tax-deductible contribution to nmaintain the pension plan's
assets in excess of its ABO As of Septenber 30, 2004, no contributions have
been made. The potential discretionary funding of the pension plan in 2004
wi Il depend on many factors, including the actual investment return earned on
pl an assets over the remainder of the year

O her Post-Retirenent Benefits

The 2004 other post-retirenment net periodic benefit cost for the three
mont hs ended Septenber 30, of $10.7 million includes $2.5 mllion for DPL
The 2004 ot her post-retirement net periodic benefit cost for the nine nonths
ended Septenmber 30, of $32.7 million includes $7.1 million for DPL. The
remai ni ng ot her post-retirement net periodic benefit cost is for other PH
subsi di ari es. The 2003 ot her post-retirement net periodic benefit cost for
the three nonths ended Septenber 30, of $10.5 mllion includes $2.2 mllion
for DPL. The 2003 other post-retirenent net periodic benefit cost for the
ni ne nont hs ended Septenmber 30, of $30.7 mllion includes $5.5 mllion for
DPL. The remaining other post-retirenent net periodic benefit cost is for
ot her PHI subsidiaries.

FASB Staff Position (FSP 106-2), Accounting and Disclosure
Requi renents Related to the Medicare Prescription Drug, |nprovenent
and Moderni zation Act of 2003 (the Act)

The Act became effective on Decenber 8, 2003. The Act introduces a
prescription drug benefit under Medicare (Medicare Part D) as well as a
federal subsidy to sponsors of retiree health care benefit plans that provide
a benefit that is at |east actuarially equivalent to Medicare Part D

Pepco Hol di ngs sponsors post-retirement health care plans that provide
prescription drug benefits. Pepco Hol dings did not elect the deferral of
appropriate accounting pernmtted by the FASB Staff position (FSP) 106-1. The
Accunul at ed Post-retirenment Benefit Obligation (APBO) as of Decenber 31, 2003
was reduced by $28 million to reflect the effects of the Act. For the three
and ni ne nonths ended Septenber 30, 2004, Pepco Hol di ngs' net periodic post-
retirement benefit expense has been reduced to reflect the Act. PHI
estimates that the annual post-retirement benefit cost is reduced by
approximately $3.7 million due to effects of the Act. This reduction includes
both the decrease in the cost of future benefits being earned and an
anortization of the APBO reduction over the future average working lifetine
of the participants, or 12 years. The anticipated clainms costs expected to be
i ncurred have been adjusted to reflect the cost sharing between Medicare and
Pepco Hol dings. Participation rates have not been changed. In reflecting the
effects of the Act, Pepco Hol di ngs has determni ned which plans are eligible
for Medicare cost sharing by analyzing the terms of each of its plans. It has
recogni zed Medicare cost sharing for a plan only if Pepco Hol di ngs' projected
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prescription drug coverage is expected to be at | east as generous as the
expected contribution by Medicare to a prescription drug plan not provided by
Pepco Hol di ngs.

The effect of the subsidy on the three nonths ended Septenber 30, 2004
ot her post-retirenment net periodic benefit cost of $10.7 million is
approximately a $.9 mllion reduction due to the subsidy. Approximately $.5
mllion is related to the anmortization of the actuarial gain, and
approximately $.4 mllion is a subsidy-related reduction in interest cost on
the APBO. The effect of the subsidy on the nine nonths ended Septenber 30,

2004 other post-retirement net periodic benefit cost of $32.7 mllion is
approximately a $2.8 million reduction due to the subsidy. Approximtely
$1.5 mllion is related to the anortization of the actuarial gain, and
approximately $1.3 million is a subsidy-related reduction in interest cost on
t he APBO.

Debt

In July 2004, Pepco Hol di ngs, Pepco, DPL and ACE entered into a five-
year credit agreenent with an aggregate borrowing limt of $650 nmillion. This
agreenment replaces a $550 million 364-day credit agreenment that was entered
into on July 29, 2003. The respective conpanies also are parties to a three-
year credit agreenent that was entered into in July 2003 and ternminates in
July 2006 with an aggregate borrowing limt of $550 mllion. Pepco Hol di ngs
credit limt under these agreements is $700 mllion and the credit limt of
each of Pepco, DPL and ACE is the lower of $300 mllion and the maxi mum
anount of short-term debt authorized by the applicable regulatory authority,
except that the aggregate amount of credit utilized by Pepco, DPL and ACE at
any given tinme under the agreenents may not exceed $500 million. The credit
agreenents primarily serve as a source of liquidity to support the comercia
paper prograns of the respective conpanies. The conpani es can al so borrow
funds for general corporate purposes and issue letters of credit under the
Agreenents. The credit agreenments contain customary financial and other
covenants that, if not satisfied, could result in the acceleration of
repaynent obligations under the agreenents or restrict the ability of the
conmpani es to borrow under the agreenments. Anpng these covenants is the
requi renent that each borrow ng conpany maintain a ratio of tota
i ndebt edness to total capitalization of 65% or |ess, conputed in accordance
with the terns of the credit agreenents. The credit agreenents also contain a
nunmber of customary events of default that could result in the accel eration
of repaynment obligations under the agreements, including (i) the failure of
any borrow ng conpany or any of its significant subsidiaries to pay when due,
or the acceleration of certain indebtedness under other borrow ng
arrangenents, (ii) certain bankruptcy events, judgments or decrees agai nst
any borrowi ng conpany or its significant subsidiaries, and (iii) a change in
control (as defined in the credit agreenents) of Pepco Hol di ngs or the
failure of Pepco Holdings to own all of the voting stock of Pepco, DPL and
ACE.

Ef fecti ve Tax Rate

DPL's effective tax rate for the three nonths ended Septenber 30, 2004
was 43.7% as conpared to the federal statutory rate of 35% The mgjor
reasons for this difference were state incone taxes (net of federal benefit),
changes in estimates related to tax liabilities of prior tax years subject to
audit (which was the primary reason for the higher effective tax rate as
conpared to 2003) and the flowthrough of certain book tax depreciation
differences partially offset by the flowthrough of Deferred Investnent Tax
Credits.
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DPL's effective tax rate for the three nonths ended Septenber 30, 2003
was 39.2% as conpared to the federal statutory rate of 35% The mmjor
reasons for this difference were state income taxes (net of federal benefit)
partially offset by the flowthrough of Deferred Investnent Tax Credits.

DPL's effective tax rate for the nine nonths ended Septenber 30, 2004
was 41.9% as conpared to the federal statutory rate of 35% The maj or
reasons for this difference were state inconme taxes (net of federal benefit),
changes in estimates related to tax liabilities of prior tax years subject to
audit and the flowthrough of certain book tax depreciation differences
(which was the primary reason for the higher effective tax rate as conpared
to 2003) partially offset by the flowthrough of Deferred Investnent Tax
Credits.

DPL's effective tax rate for the nine nonths ended Septenber 30, 2003
was 39.4% as conpared to the federal statutory rate of 35% The mgj or
reasons for this difference were state inconme taxes (net of federal benefit)
partially offset by the flowthrough of Deferred Investment Tax Credits.

(3) SEGMVENT | NFORMATI ON

In accordance with SFAS No. 131, "Disclosures about Segnents of an
Enterprise and Related Information," DPL has one segnent, its regul ated
utility business.

DPL's operating expenses and revenues include ambunts for transactions
with other PH subsidiaries. DPL purchased electric energy, electric
capacity and natural gas from PH subsidiaries in the amounts of $135.7
mllion and $426.4 mllion for the three and ni ne nonths ended Septenber 30,
2004 and $207.9 mllion and $515.5 million for the three and nine nonths
ended Septenber 30, 2003. DPL also sold natural gas and electricity and
| eased certain assets to other PHI subsidiaries. At September 30, 2004 and
Decenber 31, 2003, DPL had a payable to PH subsidiaries related to these
transactions totaling $44 mllion and $31 mllion, respectively.

(4) COWM TMENTS AND CONTI NGENCI ES

Rat e Proceedi ngs

On Cctober 1, 2004, DPL submitted its annual Gas Cost Rate (GCR) filing
to the Delaware Public Service Commission. |Inits filing, DPL seeks to
increase its GCR by approximately 16.8% in anticipation of increasing natura
gas comodity costs. The GCR, which permits DPL to recover its procurenment
gas costs through custonmer rates, becones effective Novermber 1, 2004 and is
subj ect to refund pending evidentiary hearings. A final order is expected in
the spring of 2005. DPL cannot predict the outcome of the hearings.

Def aul t Servi ce Proceedi ngs

Under anmendments to the Virginia Electric Utility Restructuring Act
i npl emented in March 2004, DPL is obligated to offer default service to
custoners in Virginia for an indefinite period until relieved of that
obligation by the Virginia State Corporation Conm ssion (VSCC). DPL
currently obtains all of the energy and capacity needed to fulfill its
default service obligations in Virginia under a supply agreenent with
Conectiv Energy. Conectiv Energy has served notice that the power supply
agreement will term nate effective Decenmber 31, 2004. After conducting a
conpetitive bid procedure, DPL has entered into a new supply agreenment with
Conectiv Energy, which was the | owest bidder, to provide whol esal e power
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supply for DPL's Virginia default service custonmers. The new supply
agreenent comences January 1, 2005 and expires in May 2006. On COctober 26,
2004, DPL filed an application with the VSCC for approval to increase the
rates that DPL charges its Virginia default service custoners to allowit to
recover its costs for power under the new supply agreement plus an

adm nistrative charge and an average margin of approximately $0.00179 per

kil owatt hour, calcul ated based on total sales to residential and non-
residential Virginia default service custoners over the twelve nonths ended
December 31, 2003. Because margins vary by custonmer class, the actua

average margin over any given tinme period will depend on the nunmber of
Virginia default service custonmers from each custoner class and the | oad
taken by such customers over the tine period. DPL cannot predict the outcone
of this proceeding. Contenporaneously, DPL and Conectiv Energy jointly filed
an application with the VSCC under Virginia's Affiliates Act requesting

aut horization for DPL to enter into a contract to purchase power from an
affiliate. On Cctober 29, 2004, Conectiv Energy also made a filing with FERC
requesting authorization to enter into a contract to supply power to an
affiliate.

Envi ronnental Matters

For a discussion of environmental matters involving DPL, see Note (13),
Commitments and Contingencies to the financial statements of DPL included in
DPL's Annual Report on Form 10-K/ A for the year ended December 31, 2003 and
Note (4), Commitments and Contingencies, to the financial statenents of DPL
included in DPL's Quarterly Report on Form 10-Q for the quarter ended
March 31, 2004.

The Conprehensive Environnental Response, Conpensation, and Liability
Act of 1980 (CERCLA) authorizes the Environnental Protection Agency (EPA)
and, indirectly, the states, to issue orders and bring enforcenent actions to
conpel responsible parties to investigate and take renmedi al actions at any
site that is deternmined to present an actual or potential threat to human
heal th or the environnent because of an actual or threatened rel ease of one
or nore hazardous substances. Parties that generated or transported
hazar dous substances to such sites, as well as the owners and operators of
such sites, may be deened |iable under CERCLA. DPL has been naned by the EPA
or a state environnental agency as a potentially responsible party at certain
contaminated sites. |n July 2004, DPL entered into an Adnmi nistrative Consent
Order with the Maryl and Departnent of the Environnent to perform a Renedi al
I nvestigation/Feasibility Study (RI/FS) to further identify the extent of
soil, sedinment and ground and surface water contami nation related to forner
MGP operations at the Canbridge, Maryland site on DPL-owned property and to
i nvestigate the extent of MGP contam nation on adjacent property. The costs
for conpleting the RI/FS for this site are expected to be approxi mately
$150, 000 between 2004 and 2005; however, the costs of cleanup resulting from
the RI/FS are not determinable until the RI/FS is conpleted and an agreenent
with respect to cleanup is reached with the MDE. DPL expects to conplete the
RI/FS in the first quarter of 2005.

Pl anned Wor kf orce Reducti on

On Novenber 5, 2004, PH announced that its Power Delivery business, of
which DPL is a part, will reduce its 4,200 enpl oyee work force by about 2%to
3% by the end of 2004. This work force reduction will be acconplished
through a conbination of retirenents and targeted reductions. PHl expects to
accrue approximately $8 to $11 nillion in the fourth quarter of 2004 for this
wor k force reduction and existing severance plans. The anticipated inpact
that this planned reduction will have on DPL has not been determ ned.
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ATLANTI C A TY ELECTRI C COVPANY
CONSOLI DATED STATEMENTS OF EARNI NGS
(Unaudi t ed)

ACE

Operati ng Revenue

Oper ati ng Expenses
Fuel and purchased energy
O her operation and nai nt enance
Depreci ation and anortization
Q her taxes
Deferred electric service costs
Gai n on sal e of asset

Total Operating Expenses

Operating | ncome

O her I ncone (Expenses)
Interest and dividend inconme
I nterest expense
O her incone
Total O her Expenses

Distributions on Preferred Securities of
Subsi di ary Trust

Incone Before |Income Tax Expense
I ncone Tax Expense
Incone Before Extraordinary Item

Extraordinary Item (net of $4.1 million
of incone taxes)

Net | nconme

Di vi dends on Redeenmbl e Seri al
Preferred Stock

Ear ni ngs Avail abl e for Common St ock
Ret ai ned | nconme at Begi nning of Period
Di vi dends paid to Pepco Hol di ngs

Ret ai ned I ncone at End of Period

Three Mont hs Ended Ni ne Mont hs Ended
Sept ember 30, Sept enber 30,
2004 2003 2004 2003

(MTTions of Dollars)

$420. 6 $410. 8 $1, 058. 8 $968. 5
254. 1 255. 8 641. 4 605. 5
45. 4 54. 3 143.2 155. 2
37.8 34.1 104. 2 89. 6
7.4 7.8 16.8 19.9
18.7 (0.9) 27.7 0.6
- - (14. ) -
363. 4 351. 1 918. 9 870.8
57.2 59. 7 139. 9 97.7
0.4 0.8 1.6 5.8
(14. 8) (17.6) (46. 1) (48.0)
1.5 2.5 5.2 6.4
(12.9) (14.3) (39.3) (35.8)
- - - 1.8

44. 3 45. 4 100. 6 60. 1
18.7 18. 4 41.9 23.8
25.6 27.0 58.7 36.3
- - - 5.9
25.6 27.0 58. 7 42.2
0.1 0.1 0.2 0.2
25.5 26.9 58.5 42.0
186. 9 146. 3 159. 6 153. 9
- (18.7) (5.7) (41. 4)
$212. 4 $154.5 $ 212.4 $154.5

The acconpanying Notes are an integral

part of these Consolidated Financial Statenents.
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ATLANTI C G TY ELECTRI C COVPANY
CONSOLI DATED BALANCE SHEETS
(Unaudi t ed)

Sept enber 30, Decenber 31,
ASSETS 2004 2003

(MTTions of DolTars)

CURRENT ASSETS

Cash and cash equival ents $ 15.9 $ 114.1
Restricted funds held by trustee 46. 1 8.3
Accounts receivable, |ess allowance for uncollectible
accounts of $5.7 mllion and $5.3 million, respectively 211.8 167.7
Fuel , materials and supplies - at average cost 34.2 34.3
Prepaid taxes and ot her 20.3 5.3
Total Current Assets 328. 3 329.7
I N\VESTMENTS AND OTHER ASSETS
Regul atory assets 1,093.2 1,179.1
Restricted funds held by trustee 12. 3 1.6
O her 23.6 24.6
Total |nvestnents and Ot her Assets 1,129.1 1, 205. 3
PROPERTY, PLANT AND EQUI PMENT
Property, plant and equi pnent 1,772.1 1,831.6
Accunul at ed depreciation (667.5) (790. 1)
Net Property, Plant and Equi pnent 1,104.6 1,041.5
TOTAL ASSETS $2,562. 0 $2,576.5

The acconpanying Notes are an integral part of these Consolidated Financial Statenents.
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ATLANTI C C TY ELECTRI C COVPANY
CONSOLI DATED BALANCE SHEETS
(Unaudi t ed)

Sept enber 30, Decenber 31,
LI ABI LI TIES AND SHAREHOLDER S EQUI TY 2004 2003

(MTTions of DolTars)

CURRENT LI ABI LI TI ES

Short-term debt $ 188.5 $ 59.5
Debentures issued to financing trust - 25.8
Accounts payable and accrued liabilities 86. 2 81.9
Account s payabl e to associ ated conpani es 12.1 12. 6
Interest and taxes accrued 46. 7 38.5
O her 41.2 39.7
Total Current Liabilities 374.7 258.0
DEFERRED CREDI TS
Regul atory liabilities 43.8 51.0
I ncone taxes 497. 2 514.7
Investnent tax credits 22.9 24.4
Pensi on benefit obligation 42. 3 37.1
O her post-retirement benefit obligation 44. 4 43.6
O her 31.9 52.2
Total Deferred Credits 682. 5 723.0
LONG TERM LI ABI LI TI ES
Long- Ter m Debt 441. 2 497.5
Transition Bonds issued by ACE Funding 531.7 551. 3
Total Long-TermLiabilities 972.9 1,048.8
COVM TMENTS AND CONTI NGENCI ES
REDEEVABLE SERI AL PREFERRED STOCK 6.2 6.2
SHAREHOLDER S EQUI TY
Common stock, $3.00 par val ue, authorized 25,000, 000
shares, 8,546,017 and 12, 886, 853 shares out standi ng,
respectively 25.6 38.7
Prem um on stock and other capital contributions 288. 3 343.0
Capital stock expense (0.6) (0.8)
Ret ai ned i ncone 212. 4 159. 6
Total Sharehol der's Equity 525.7 540.5
TOTAL LI ABILITIES AND SHAREHOLDER S EQUI TY $2,562.0 $2,576.5

The acconpanying Notes are an integral part of these Consolidated Financial Statenents.
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ATLANTI C A TY ELECTRI C COVPANY
CONSOLI DATED STATEMENTS OF CASH FLOWG

(Unaudi t ed)

ACE

OPERATI NG ACTI VI TI ES

Ni ne

Mont hs Ended

Sept enber 30,

2004

2003

(MTTions of DolTars)

Net incone $ 58.7 $ 42.2
Adjustnments to reconcile net income to net cash
fromoperating activities:
Extraordinary item - (10.0)
Gain on sale of asset (14.4) -
Depreci ation and anortization 104. 2 89.6
Investnent tax credit adjustnents (1.5) (1.5)
Deferred i nconme taxes (15.8) (6.9)
Changes in:
Accounts receivabl e (50.5) (71.8)
Regul atory assets and liabilities 23.0 9.5
Fuel , materials and supplies 0.2 6.3
Prepai d New Jersey sal es and exci se taxes (13.6) (16.7)
Accounts payabl e and accrued liabilities 5.0 (1.4)
Above market supply contracts (0.2) (15.0)
Interest and taxes accrued 3.7 57.4
Prepai d pensi on costs 5.1 8.8
O her post-retirement benefit obligation 0.8 4.7
O her deferred credits (7.8) 3.2
O her deferred charges (13.2) 0.7
Net Cash From Qperating Activities 83.7 99.1
I NVESTI NG ACTI VI TI ES
Investnent in property, plant and equi pnent (111.9) (56. 8)
Proceeds fromsal e of assets 11.0 -
Increase in bond proceeds held by trustee (31.5) -
O her investing activities 0.2 -
Net Cash Used By Investing Activities (132.2) (56. 8)
FI NANCI NG ACTI VI TI ES
Common stock repurchase (67.5) (84.5)
Di vi dends paid to Pepco Hol di ngs (5.7) (41.4)
Preferred divi dends paid (0.2) (0.2)
Redenpti on of debentures issued to financing trust (25.0) -
Redenption of trust preferred stock - (70.0)
I ssuances of |ong-term debt 174. 7 -
Reacqui sition of |ong-term debt (185.3) (128.0)
I ssuances of short-term debt, net 62.5 51.4
O her financing activities, net (3.2) (1.6)
Net Cash Used By Financing Activities (49.7) (274. 3)
Net Decrease In Cash and Cash Equival ents (98.2) (232.0)
Cash and Cash Equival ents at Begi nning of Period 114.1 247.1
CASH AND CASH EQUI VALENTS AT END OF PERI OD $ 15.9 $ 15.1
The acconpanying Notes are an integral part of these Consolidated Financial Statenents.
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NOTES TO CONSOLI DATED FI NANCI AL STATEMENTS

ATLANTI C CI TY ELECTRI C COVPANY
(1) ORGANI ZATI ON

Atlantic City Electric Conpany (ACE) is engaged in the generation
transm ssion and distribution of electricity in southern New Jersey.
Addi tionally, ACE provides default electricity supply to customers who do not
choose a conpetitive supplier. ACE s service territory covers approxi mately
2,700 square mles and has a popul ati on of approximtely 995, 000. ACE is a
whol | y owned subsi diary of Conectiv, which is wholly owned by Pepco Hol di ngs,
Inc. (Pepco Holdings or PHI).

(2) ACCOUNTI NG POLI CY, PRONOUNCEMENTS, AND OTHER DI SCLOSURES

Fi nanci al Statenent Presentation

ACE' s unaudited consolidated financial statenents are prepared in
conformty with accounting principles generally accepted in the United States
of America (GAAP). Pursuant to the rules and regul ations of the SEC, certain
i nformati on and footnote disclosures normally included in annual financia
statenments prepared in accordance with GAAP have been onitted. Therefore,
these financial statenents should be read along with the annual financia
statements included in ACE's Annual Report on Form 10-K/ A for the year ended
Decenber 31, 2003. In the opinion of ACE s managenment, the consoli dated
financial statenments contain all adjustnents (which all are of a nornm
recurring nature) necessary to present fairly ACE s financial condition as of
Sept enber 30, 2004, in accordance with GAAP. Interimresults for the three
and ni ne nonths ended Septenber 30, 2004 may not be indicative of results that
will be realized for the full year ending Decenber 31, 2004 since the sales of
el ectric energy are seasonal. Additionally, certain prior period bal ances
have been reclassified in order to conformto current period presentation.

FIN 45

ACE applied the provisions of FASB Interpretation No. 45, "Quarantor's
Accounting and Di scl osure Requirenments for Guarantees, |ncluding Indirect
Guar antees of |ndebtedness of Others" (FIN 45), commencing in 2003 to its
agreenents that contain guarantee and i ndemmification clauses. These
provi si ons expand those required by FASB Statement No. 5, "Accounting for
Contingencies,” by requiring a guarantor to recognize a liability onits
bal ance sheet for the fair value of obligations it assunes under certain
guarantees issued or nodified after Decenber 31, 2002 and to disclose certain
types of guarantees, even if the likelihood of requiring the guarantor's
performance under the guarantee is renpte.

As of Septenmber 30, 2004, ACE did not have mmterial obligations under
guarantees or indemifications issued or nodified after Decenmber 31, 2002,
which are required to be recognized as a liability on its consolidated bal ance
sheets.

FIN 46

On Decenber 31, 2003, FIN 46 was inplenented by ACEE. FIN 46 was revised
and superseded by FASB Interpretation No. 46 (revised Decenber 2003),
"Consolidation of Variable Interest Entities" (FIN 46R) which clarified sone
of the provisions of FIN 46 and exenpted certain entities fromits
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requi renments. The inplenmentation of FIN 46R (i ncluding the eval uati on of
interests in purchase power arrangenments) did not inmpact ACE s financia
condition or results of operations for the three or nine nonths ended
Sept enber 30, 2004.

As part of the FIN 46R eval uation, ACE reviewed its power purchase
agreenents (PPAs), including its Non-Utility Generation (NUG contracts, to
determine (i) if its interest in each entity that is a counterparty to a PPA
agreenent was a variable interest, (ii) whether the entity was a variable
interest entity and (iii) if so, whether ACE was the primary beneficiary. Due
to a variable elenent in the pricing structure of PPAs with three entities,
ACE potentially assunmes the variability in the operations of the plants of
these entities and therefore has a variable interest in the entities.

However, due to ACE s inability to obtain information considered to be
confidential and proprietary fromcertain of these entities or the certain
entities' own determination that they qualified for exenption as a business,
ACE was unable to obtain sufficient information to conduct the analysis

requi red under FIN 46R to determ ne whether these three entities were variable
interest entities or if ACE was the primary beneficiary. As a result, ACE has
applied the scope exenption fromthe application of FIN 46R for enterprises
that have conduct ed exhaustive efforts to obtain the necessary information.

Net purchase activities with these three entities in the quarters ended
Sept ember 30, 2004 and 2003 were approximately $70 nillion and $68 nillion
respectively, of which $63 million and $60 million, respectively, related to
power purchases under the PPA agreenments. Net purchase activities with these
three entities for the nine months ended Septenber 30, 2004 and 2003 were
approximately $200 mllion and $186 nillion, respectively, of which $178
mllion and $167 mllion, respectively, related to purchases under the PPA
agreenents. Net purchase activities with these three entities in the years
ended Decenber 31, 2003, 2002 and 2001 were approximately $247 mllion, $241
mllion and $244 million, respectively, of which $220 mllion, $221 nillion

and $227 mllion, respectively, related to purchases under the PPA agreenents.
ACE does not have exposure to | oss under the PPA agreenents since cost
recovery will be achieved fromits custoners through regul ated rates.

Conmponents of Net Periodic Benefit Cost

The foll owing Pepco Holdings information is for the three nonths ended
Sept enber 30, 2004 and 2003.

O her
Post - Reti r enent
Pensi on Benefits Benefits
2004 2003 2004 2003
(I'n MI11ions)

Servi ce cost $ 9.0 $ 8.0 $ 21 $ 2.4
I nterest cost 23. 7 22.6 8.7 8.2
Expected return on plan assets (31.1) (26.3) (2.4) (2.1)
Anortization of prior service cost 0.3 0.3 (0.5) -
Anortization of net |oss 1.6 3.3 2.8 2.0
Net periodic benefit cost $ 3.5 $ 7.9 $10.7 10.5
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The followi ng Pepco Holdings information is for the nine nonths ended
Sept enber 30, 2004 and 2003.

O her
Post - Reti renment
Pensi on Benefits Benefits
2004 2003 2004 2003
(I'n MI11ions)

Servi ce cost $ 27.0 $ 24.6 $ 6.4 $ 6.9
I nt erest cost 71.0 69. 6 26.6 24.0
Expected return on plan assets (93.2) (80.1) (7.5) (6.1)
Anortization of prior service cost 0.8 0.8 (1.3) -
Anortization of net |oss 4.9 10. 3 8.5 5.9
Net periodic benefit cost $ 10.5 $ 25.2 $32. 7 30.7

The actual conponents of net periodic benefit cost for the 2003 interim
peri ods are not avail able. The component anounts presented above for the 2003
interimperiods were calculated in proportion to the annual amounts presented
in Pepco Hol di ngs' financial statenents for the year ended Decenber 31, 2003.
These conponent anmounts are presented for conpari son purposes only.

Pensi on

The 2004 pension net periodic benefit cost for the three nonths ended
Sept ember 30, of $3.5 million includes $1.8 mllion for ACE. The 2004 pension
net periodic benefit cost for the nine nonths ended Septenber 30, of $10.5
mllion includes $5.3 mllion for ACE. The remmining pension net periodic
benefit cost is for other PH subsidiaries. The 2003 pension net periodic
benefit cost for the three nonths ended Septenmber 30, of $7.9 mllion
includes $2.6 million for ACE. The 2003 pension net periodic benefit cost for
the nine nonths ended Septenmber 30, of $25.2 million includes $9.0 mllion
for ACE. The renmi ning pension net periodic benefit cost is for other PH
subsi di ari es.

Pensi on Contri buti ons

Pepco Hol di ngs' current funding policy with regard to its defined
benefit pension plan is to maintain a funding |level in excess of 100% of its

accurul ated benefit obligation (ABO. In 2003 and 2002 PH nade
di scretionary tax-deductible cash contributions to the plan of $50 mllion
and $35 million, respectively. PH's pension plan currently meets the nmi nimum

fundi ng requirenents of the Enploynent Retirement |Incone Security Act of 1974
(ERI' SA) wi thout any additional funding. PH may el ect, however, to make a

di scretionary tax-deductible contribution to nmaintain the pension plan's
assets in excess of its ABO As of Septenber 30, 2004, no contributions have
been made. The potential discretionary funding of the pension plan in 2004
wi Il depend on many factors, including the actual investment return earned on
pl an assets over the remainder of the year

O her Post-Retirenent Benefits

The 2004 ot her post-retirenent net periodic benefit cost for the three
mont hs ended Septenber 30, of $10.7 million includes $2.9 mllion for ACE
The 2004 ot her post-retirement net periodic benefit cost for the nine nonths
ended Septenber 30, of $32.7 million includes $7.8 nillion for ACE. The
remai ni ng ot her post-retirement net periodic benefit cost is for other PH
subsi di ari es. The 2003 ot her post-retirement net periodic benefit cost for
the three nonths ended Septenber 30, of $10.5 mllion includes $2.5 mllion
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for ACE. The 2003 other post-retirenment net periodic benefit cost for the
ni ne mont hs ended Septenmber 30, of $30.7 million includes $7.7 mllion for
ACE. The remaining other post-retirenment net periodic benefit cost is for
ot her PHI subsidiaries.

FASB Staff Position (FSP 106-2), Accounting and Disclosure
Requi renents Related to the Medicare Prescription Drug, |nprovenent
and Moderni zati on Act of 2003 (the Act)

The Act became effective on Decenber 8, 2003. The Act introduces a
prescription drug benefit under Medicare (Medicare Part D) as well as a
federal subsidy to sponsors of retiree health care benefit plans that provide
a benefit that is at |least actuarially equivalent to Medicare Part D

Pepco Hol di ngs sponsors post-retirenment health care plans that provide
prescription drug benefits. Pepco Hol dings did not elect the deferral of
appropriate accounting pernmitted by the FASB Staff position (FSP) 106-1. The
Accumul ated Post-retirement Benefit Obligation (APBO as of Decenber 31, 2003
was reduced by $28 nmillion to reflect the effects of the Act. For the three
and ni ne nonths ended Septenber 30, 2004, Pepco Hol di ngs' net periodic post-
retirement benefit expense has been reduced to reflect the Act. PH
estimates that the annual post-retirement benefit cost is reduced by
approximately $3.7 mllion due to effects of the Act. This reduction includes
both the decrease in the cost of future benefits being earned and an
anortization of the APBO reduction over the future average working lifetine
of the participants, or 12 years. The anticipated clainms costs expected to be
i ncurred have been adjusted to reflect the cost sharing between Medicare and
Pepco Hol dings. Participation rates have not been changed. In reflecting the
effects of the Act, Pepco Hol di ngs has determ ned which plans are eligible
for Medicare cost sharing by analyzing the terms of each of its plans. It has
recogni zed Medicare cost sharing for a plan only if Pepco Hol dings' projected
prescription drug coverage is expected to be at |east as generous as the
expected contribution by Medicare to a prescription drug plan not provided by
Pepco Hol di ngs.

The effect of the subsidy on the three nonths ended Septenber 30, 2004
ot her post-retirenent net periodic benefit cost of $10.7 mllion is
approximately a $.9 mllion reduction due to the subsidy. Approximately $.5
mllion is related to the amortization of the actuarial gain, and
approximately $.4 mllion is a subsidy-related reduction in interest cost on
the APBO. The effect of the subsidy on the nine nonths ended Septenber 30,
2004 other post-retirenment net periodic benefit cost of $32.7 mllion is
approximately a $2.8 million reduction due to the subsidy. Approximtely
$1.5 million is related to the anortization of the actuarial gain, and
approximately $1.3 million is a subsidy-related reduction in interest cost on
t he APBO.

Debt

In July 2004, Pepco Hol di ngs, Pepco, DPL and ACE entered into a five-
year credit agreenment with an aggregate borrowing limt of $650 million. This
agreement replaces a $550 mllion 364-day credit agreenent that was entered
into on July 29, 2003. The respective conpanies also are parties to a three-
year credit agreenent that was entered into in July 2003 and terminates in
July 2006 with an aggregate borrowing limt of $550 million. Pepco Hol di ngs'
credit Iimt under these agreements is $700 mllion and the credit Iimt of
each of Pepco, DPL and ACE is the Iower of $300 million and the maxi mum
anount of short-term debt authorized by the applicable regulatory authority,
except that the aggregate amount of credit utilized by Pepco, DPL and ACE at
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any given tinme under the agreenents may not exceed $500 million. The credit
agreenents primarily serve as a source of liquidity to support the commercia
paper prograns of the respective conpani es. The conpani es can al so borrow
funds for general corporate purposes and issue letters of credit under the
Agreements. The credit agreements contain customary financial and other
covenants that, if not satisfied, could result in the acceleration of
repaynment obligations under the agreenments or restrict the ability of the
conmpani es to borrow under the agreenments. Anobng these covenants is the

requi rement that each borrow ng conpany maintain a ratio of tota

i ndebt edness to total capitalization of 65%or |ess, conputed in accordance
with the ternms of the credit agreements. The credit agreements also contain a
nunber of custonmary events of default that could result in the acceleration
of repaynment obligations under the agreements, including (i) the failure of
any borrow ng conpany or any of its significant subsidiaries to pay when due,
or the acceleration of certain indebtedness under other borrow ng
arrangenents, (ii) certain bankruptcy events, judgnments or decrees agai nst
any borrow ng conpany or its significant subsidiaries, and (iii) a change in
control (as defined in the credit agreements) of Pepco Hol dings or the
failure of Pepco Holdings to own all of the voting stock of Pepco, DPL and
ACE.

I n August 2004, on behalf of ACE, the Pollution Control Financing
Aut hority of Sal em County, New Jersey issued $23.15 mllion of insured
auction rate tax-exenpt bonds due 2029 and | oaned the proceeds to ACE. ACE' s
obl i gati ons under the insurance agreenent are secured by a |ike amunt of ACE
First Mortgage Bonds. In Septenber 2004, ACE used the proceeds to redeem
$23.15 mllion of 6.15% First Mrtgage Bonds due 2029 at 102%

In August 2004, on behalf of ACE, the Pollution Control Financing
Aut hority of Cape May County, New Jersey issued $25 nmillion of Series 2004A
and $6.5 mllion of Series 2004B insured auction rate tax-exenpt bonds due
2029 and | oaned the proceeds to ACE. ACE s obligations under the insurance
agreenent are secured by a |like amunt of ACE First Mrtgage Bonds. In
Noverber 2004, ACE used the proceeds to redeem $25 million of 7.2% First
Mort gage Bonds due 2029 at 102% and $6.5 mllion of 7.0% First Mrtgage Bonds
due 2029 at 102%

Ef fecti ve Tax Rate

ACE s effective tax rate for the three nonths ended Septenber 30, 2004
was 42.3% as conpared to the federal statutory rate of 35% The mmj or
reasons for this difference were state income taxes (net of federal benefit)
and the flowthrough of certain book tax depreciation differences (which was
the primary reason for the higher effective tax rate as conpared to 2003)
partially offset by the flowthrough of Deferred Investnent Tax Credits.

ACE's effective tax rate for the three nonths ended Septenber 30, 2003
was 40.6% as conpared to the federal statutory rate of 35% The maj or
reasons for this difference were state inconme taxes (net of federal benefit)
partially offset by the flowthrough of Deferred Investnent Tax Credits.

ACE's effective tax rate for the nine nonths ended Septenber 30, 2004
was 41.7% as conpared to the federal statutory rate of 35% The mgjor
reasons for this difference were state income taxes (net of federal benefit)
and the flowthrough of certain book tax depreciation differences (which was
the primary reason for the higher effective tax rate as conpared to 2003)
partially offset by the flowthrough of Deferred Investment Tax Credits.
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ACE s effective tax rate for the nine nonths ended Septenber 30, 2003
was 39.6% as conpared to the federal statutory rate of 35% The mmjor
reasons for this difference were state income taxes (net of federal benefit)
partially offset by the flowthrough of Deferred Investnent Tax Credits.

(3) SEGMENT | NFORMATI ON

In accordance with SFAS No. 131, "Disclosures about Segnents of an
Enterprise and Related Information,"” ACE has one segment, its regul ated
utility business.

ACE' s operating expenses and revenues include amounts for transactions
with other PHI subsidiaries. ACE purchased electric energy and electric
capacity from PH subsidiaries in the amount of $23.0 million and $29.6
mllion for the three and nine nonths ended Septenmber 30, 2004. There were
no simlar transactions for the correspondi ng periods in 2003. At
Sept enber 30, 2004, ACE had a payable to PH subsidiaries related to these
transactions totaling $6.6 mllion

(4) COW TMENTS AND CONTI NGENCI ES

Rat e Proceedi ngs

For a discussion of the history of ACE's proceeding filed with the New
Jersey Board of Public Uilities (NJBPU) to increase its electric
distribution rates and Regul atory Asset Recovery Charge (RARC) in New Jersey,
see Note (4), Conmitnents and Contingencies, to the financial statenents of
ACE included in ACE's Quarterly Reports on Form 10-Q for the quarters ended
March 31, 2004 and June 30, 2004. The Ratepayer Advocate and Staff of the
NJBPU filed their briefs in this proceeding in August 2004. The Ratepayer
Advocate's brief supported its earlier proposal of an annual rate decrease of
$4.5 million. The Staff's brief, however, stated for the first tinme its
position calling for an overall decrease of $10.8 mllion. Reply briefs were
filed on August 23, 2004. Settlenent discussions between ACE, the NJBPU
Staff and the Ratepayer Advocate have been ongoing. ACE cannot predict the
outcone of this proceeding.

For a discussion of the history of Phase Il to ACE's base rate
proceedi ng, see Note (4), Commitnents and Contingencies, to the financia
statenments of ACE included in ACE's Quarterly Reports on Form 10-Q for the
quarters ended March 31, 2004 and June 30, 2004. |In August 2004, the
Rat epayer Advocate filed testinony proposing a cost-sharing nechanismrel ated
to the operation and mai ntenance costs of the B. L. England generating
facility and al so proposing the disallowance and/or continued deferral of
approximately $30.7 nmillion of previously deferred costs related to industry
restructuring, the divestiture efforts related to the ACE' s fossil generating
assets, the arbitration proceeding with an unaffiliated non-utility
generator, and capacity purchases froman affiliate. ACE cannot predict the
out come of this proceeding.

On August 31, 2004, ACE filed requests with the NJBPU proposi ng changes
to its Transition Bond Charge (TBC), its Market Transition Charge - Tax rate
(MIC-Tax), and its Basic Generation Service (BGS) Reconciliation charges.
The net inpact of these rate changes will be a decrease in ACE s annua
revenues of approxinmately 1.5% All of these rate changes were inplenented
on Cctober 1, 2004.
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Restructuring Deferra

For a discussion of the history of ACE' s restructuring deferra
proceedi ng under the New Jersey Electric Discount and Energy Conpetition Act,
see Note (14), Commi tnents and Contingencies to the financial statenments of
ACE included in ACE s Annual Report on Form 10-K/ A for the year ended
Decenmber 31, 2003, and Note (4), Commitments and Contingencies, to the
financial statements of ACE included in ACE's Quarterly Report on Form 10-Q
for the quarter ended March 31, 2004. |In July 2004, the NJBPU issued its
final order in the restructuring deferral proceeding. The final order did
not nodify the anpunt of the disallowances set forth in the summary order
i ssued in July 2003, but did provide a much nore detail ed analysis of
evi dence and other information relied on by the NIJBPU as justification for
the disall owances. ACE believes the record does not justify the |evel of
di sal | owance i nposed by the NJBPU. In August 2004, ACE filed with the
Appel l ate Division of the Superior Court of New Jersey, which hears appeals
of New Jersey adm ni strative agencies, including the NJBPU, a Notice of
Appeal and a Case Information Statement related to the July 2004 Fina
Deci sion and Order. ACE cannot predict the outcone of this appeal

Proposed Shut-Down of B.L. England CGenerating Station

As discussed in Note (4), Commtnments and Contingencies, to the
financial statenments of ACE included in ACE's Quarterly Report on Form 10-Q
for the quarter ended March 31, 2004, ACE filed a report in April 2004 with
the NJBPU in conpliance with the NIJBPU order issued in Septenber 2003. This
report recomrended that the B.L. England generating plant be shut down in
accordance with the ternms of the prelimnary settlenent agreenment anong PHI
Conectiv and ACE, the New Jersey Departnment of Environnental Protection and
the Attorney General of New Jersey. |In letters dated May and Septenber 2004
to the PJM Interconnection, LLC (PJM, ACE informed PIMof its intent, as
owner of the B.L. England generating plant, to retire the entire plant (447
MA} on Decenber 15, 2007. PJM has conpleted its independent analysis to
deternmine the upgrades required to elinmnate any identified reliability
problems resulting fromthe retirenent of B.L. England and has reconmended
that certain transmi ssion upgrades be installed prior to the sumer of 2008.
ACE' s i ndependent assessnment confirmed that the transm ssion upgrades
identified by PIM are the transm ssi on upgrades necessary to maintain
reliability in the Atlantic zone after the retirenent of B.L. England. The
ampbunt of the costs incurred by ACE to construct the recomrended transmn ssion
upgrades that ACE would be permitted to recover fromload serving entities
that use ACE' s transni ssion system would be subject to approval by FERC. The
anount of construction costs that ACE would be permitted to recover from
retail ratepayers would be determ ned in accordance with the treatnment of
transm ssion-rel ated revenue requirements in retail rates under the
jurisdiction of the appropriate state regulatory comm ssion. ACE cannot
predict how the recovery of such costs will ultimately be treated by FERC and
the state regulatory conm ssions and, therefore, cannot predict the financia
i mpact to ACE of installing the reconmmended transm ssion upgrades. However
in the event that the NJBPU makes satisfactory findings and grants other
request ed approvals concerning the retirenment of B.L. England and approves
the construction of the transm ssion upgrades required to naintain
reliability in the Atlantic zone after such retirement, ACE expects to begin
construction of the appropriate transm ssion upgrades while final decisions
by FERC and state regul atory conm ssions concerning the methodol ogy for
recovery of the costs of such construction are still pending.

On Novenber 1, 2004, ACE made a filing with the NJBPU requesti ng
approval of the transm ssion upgrades required to maintain reliability in the
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Atlantic zone after the retirenment of B.L. England. Late in Novenber or
shortly thereafter, ACE will file a request that the NJBPU (i) make a finding
that the retirenment of the B.L. England generating station is prudent and
(ii) approve the categories of costs that will be stranded costs associ ated
with the retirenent, dismantling and remedi ation of B.L. England. ACE cannot
predict the outcone of these two proceedings.

Pl anned Wor kf orce Reducti on

On Novenber 5, 2004, PHI announced that its Power Delivery business, of
which ACE is a part, will reduce its 4,200 enployee work force by about 2%to
3% by the end of 2004. This work force reduction will be acconplished
through a conbination of retirenents and targeted reductions. PHI expects to
accrue approximately $8 to $11 million in the fourth quarter of 2004 for this
work force reduction and existing severance plans. The anticipated inpact
that this planned reduction will have on ACE has not been determ ned
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ACE FUNDI NG

ATLANTI C A TY ELECTRI C TRANSI TI ON FUNDI NG LLC

STATEMENTS OF EARNI NGS AND MEMBER S EQUI TY

(Unaudi t ed)

Oper ati ng Revenue
Uility
Oper ati ng Expenses
Anortizati on of bondable transition property
I nterest expense
Servicing and admi ni strative expenses
Total Operating Expenses

Qperating | ncone
O her | ncone

Interest and dividend incone

Total Ot her Inconme

Incone Before Income Tax Expense
I ncome Tax Expense
Net | ncome
Mermber's equity, beginning of period

Net | ncone

Menmber's equity, end of period

Three Mont hs Ended
Sept enber 30,

Ni ne Mont hs Ended
Sept enber 30,

2004 2003

2004

2003

(MTTions of Dollars)

$19. 6 $13.5 $51. 4 $35.1
13.0 8.3 31.6 19. 4
6.6 5.1 19. 8 15.3

- 0.1 - 0.4
19.6 13.5 51.4 35.1
$ - $ - $ - $ -
$ 3.0 $ 2.2 $3.0 $ 2.2
$ 3.0 $ 2.2 $3.0 $ 2.2

The acconpanyi ng Notes are an integral
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ACE FUNDI NG

ATLANTI C CI TY ELECTRI C TRANSI TI ON FUNDI NG LLC
BALANCE SHEETS
(Unaudi t ed)

Sept enber 30, Decenber 31,
2004 2003

(MITions of Dollars)
CURRENT ASSETS

Restricted funds held by trustee $ 14.6 $ 8.3
Transition bond charge receivable for Servicer 14.2 18.1
Total Current Assets 28.8 26. 4
OTHER ASSETS
Bondabl e transition property (net) 525.8 548. 6
Restricted funds held by trustee 12.3 1.6
O her 8.4 8.2
Total Other Assets 546.5 558. 4
TOTAL ASSETS $575.3 $584. 8
LI ABI LI TIES AND MEMBER S EQUI TY
CURRENT LI ABI LI TI ES
I nterest accrued $ 8.7 $ 4.0
Payabl e to PH Service Company - 0.6
Short -t erm debt 31.9 25.9
Total Current Liabilities 40. 6 30.5
CAPI TALI ZATI ON
Menber's equity 3.0 3.0
Long- t erm debt 531.7 551. 3
Total capitalization 534.7 554.3
TOTAL LI ABILITIES AND MEMBER S EQUI TY $575. 3 $584. 8

The acconpanying Notes are an integral part of these Financial Statenents.
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ATLANTI C A TY ELECTRI C TRANSI TI ON FUNDI NG LLC

STATEMENTS OF CASH FLONG

(Unaudi t ed)

OPERATI NG ACTI VI TI ES

Net i ncone

Adj ustments to reconcile net incone to net

cash from operating activities:

Anortization of bondable transition property
Transition bond charge receivable from Servicer
Accrued interest and other

Net Cash From Qperating Activities

I NVESTI NG ACTI VI TI ES
Deposit of restricted funds held by trustee
Net Cash Used by Investing Activities

FI NANCI NG ACTI VI TI ES

Long-term debt redeened

Debt issuance costs

Net Cash Used By Financing Activities

Net Change in Cash and Cash Equival ents
Cash and Cash Equival ents at Begi nning of Period

CASH AND CASH EQUI VALENTS AT END OF PERI OD

Ni ne Mont hs Ended
Sept enber 30,

2004 2003

(MTTions of DolTars)

$ - $ -
31.6 19.4
(5. 4) (8.5)
5.3 15.3
31.5 26.2
(17.0) (24. 6)
(17.0) (24. 6)
(13.7) -
(0. 8) (1.6)
(14.5) (1.6)
$ - $ -

The acconpanying Notes are an integral part of these Financial Statenents.
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NOTES TO FI NANCI AL STATEMENTS

ATLANTI C CI TY ELECTRI C TRANSI TI ON FUNDI NG LLC

(1) ORGANI ZATI ON

Atlantic City Electric Transition Funding LLC (ACE Funding), a limted
liability conpany established by Atlantic City Electric Conpany (ACE) under
the laws of the State of Delaware, was fornmed on March 28, 2001 pursuant to a
limted liability conpany agreement with ACE dated April 11, 2001 as anended,
as sol e nmenmber of ACE Funding. ACE is a wholly owned subsidiary of Conectiv,
which is a wholly owned subsidiary of Pepco Hol di ngs, Inc.

ACE Fundi ng was organi zed for the sole purpose of purchasing and owni ng
Bondabl e Transition Property (BTP), issuing transition bonds (Transition
Bonds) to fund the purchasing of BTP, pledging its interest in BTP and ot her
collateral to the Trustee to collateralize the Transition Bonds, and
performng activities that are necessary, suitable or convenient to
acconplish these purposes. BTP represents the irrevocable right of ACE or its
successor or assignee to collect a non-bypassable transition bond charge
(TBC) from custoners pursuant to bondabl e stranded costs rate orders (NJBPU
Fi nanci ng Orders), issued by the New Jersey Board of Public Uilities (NJBPU)
in accordance with the Electric Discount and Energy Conpetition Act enacted
by the state of New Jersey in February 1999.

(2) SUMMARY OF SI GNI FI CANT ACCOUNTI NG POLI CY

Fi nanci al Statenent Presentation

ACE Funding's unaudited financial statements are prepared in conformty
wi th accounting principles generally accepted in the United States of Anerica
(GAAP). Pursuant to the rules and regul ations of the SEC, certain
i nformati on and footnote disclosures nornmally included in annual financia
statements prepared in accordance with GAAP have been omitted. Therefore
these financial statements should be read along with the annual financia
statements included in ACE Funding's Annual Report on Form 10-K for the year
ended Decenber 31, 2003. In the opinion of ACE Funding's managenent, the
financial statenents contain all adjustnents (which all are of a nornal
recurring nature) necessary to present fairly ACE Funding's financia
condition as of Septenber 30, 2004, in accordance with GAAP. Interimresults
for the three and nine nonths ended Septenber 30, 2004 may not be indicative
of results that will be realized for the full year endi ng December 31, 2004.

Debt

In July 2004, ACE Funding paid at maturity $4.0 nmillion of 2.89%
Transiti on Bonds.
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[tem 2. MANAGEMENT' S DI SCUSSI ON AND ANALYSI S OF FI NANCI AL CONDI TI ON AND
RESULTS OF OPERATI ONS

The information required by this itemis contained herein, as foll ows:

Regi strants Page No
Pepco Hol di ngs 77
Pepco 107
DPL 120
ACE 125
ACE Fundi ng 130
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PEPCO HOLDI NGS

MANAGEMENT' S DI SCUSSI ON AND ANALYSI S OF FI NANCI AL CONDI T1 ON
AND RESULTS OF OPERATI ONS

PEPCO HOLDI NGS
OVERVI EW

Pepco Holdings is a diversified energy conpany that, through its
operating subsidiaries, is engaged in three principal areas of business
operations:

regul ated power delivery,
non-regul ated conpetitive energy generation, marketing and supply, and

ot her non-regul ated activities consisting primarily of investnments in
energy-rel ated assets.

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

The | argest conponent of PHI's business is Power Delivery, which consists
of the transm ssion and distribution of electricity and the distribution of
natural gas. PH's Power Delivery business is conducted by its subsidiaries
Pot omac El ectric Power Conpany (Pepco), Del marva Power & Light Conpany (DPL)
and Atlantic City Electric Conpany (ACE), each of which is a regulated public
utility in the jurisdictions in which it serves custoners. DPL and ACE conduct
their Power Delivery operations under the trade nane Conectiv Power Delivery.

Conpetitive Energy

PH 's conpetitive energy business provides non-regul ated generation
mar keti ng and supply of electricity and gas, and rel ated energy nanagenent
services, in the md-Atlantic region. PH's conpetitive energy operations are
conducted through subsidiaries of Conectiv Energy Hol di ng Conpany
(collectively, Conectiv Energy) and Pepco Energy Services and its subsidiaries
(collectively, Pepco Energy Services).

O her Non- Regul at ed

This component of PHI's business is conducted through its subsidiaries
Pot omac Capital |nvestnment Corporation (PCl) and Pepco Commrunications, Inc.
(Pepcom). PCl manages a portfolio of financial investnments, which primarily
i ncl udes energy | everaged | eases. During the second quarter of 2003, PH
announced the discontinuation of further new i nvestnent activity by PCl
Pepco Hol di ngs, through Pepcom holds a 50%interest in Starpower
Communi cations, LLC (Starpower), a joint venture with RCN Corporation (RCN)
whi ch owns the other 50%

In the fourth quarter of 2003, Pepco Hol di ngs recorded an i npairment
charge which reduced the carrying value of Pepcom s investnent in Starpower to
$39.2 mllion. The amount of the inpairnment charge was based on Pepco
Hol di ngs' intent to sell its investnent and an assessnment of the fair val ue of
its investnent at Decenber 31, 2003. On July 28, 2004, Pepcomentered into a
contract with a third party for the sale of its 50% interest in Starpower.
Based on the sales price in the contract and the related selling costs, Pepcom
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recorded an additional inpairment charge of $11.2 mllion in the second
quarter of 2004 reducing the value of Pepco Holdings' equity investnent in
Starpower to $28 million at June 30, 2004.

Under a right of first refusal provision in the Starpower joint venture
operating agreenment between Pepcom and RCN, RCN has the right to match a third
party's offer and enter into an agreenment to purchase Pepconmis interest in
Starpower within 60 days fromthe receipt of an offer notice from Pepcom

On Cctober 15, 2004, RCN notified Pepcomthat it has elected to exercise
its right of first refusal to match the third party offer and to purchase
Pepcom's 50% interest in Starpower. As a result of RCN s election to purchase
Pepcom s 50% i nterest in Starpower, Pepcomw |l be required to pay a break up
fee of $1 million to the third party with which Pepcomentered into the July
28, 2004 contract. This break up fee will be payable upon closing of the sale
to RCN of Pepcomls interest in Starpower.

The sal e of Pepcom s interest in Starpower to RCN is subject to the
recei pt of all necessary regulatory approvals. At this time, the conpletion
date for the sale has not been determ ned.

For additional information, refer to Item 7, Managenent's Di scussion and
Anal ysis of Financial Condition and Results of Operations of PH's Annua
Report on Form 10-K/ A for the year ended Decenber 31, 2003.

EARNI NGS OVERVI EW
Three Months Ended Septenber 30, 2004 and 2003 Results

The earnings of Pepco Hol dings for the three nonths ended Septenber 30,
2004, were $111.0 mllion conpared to $157.3 mllion for the corresponding

period in 2003. A conparison of earnings for these periods, adjusted for
suppl emental itens, is as follows:

Pepco
For the Three Months Ended Power Conecti v Ener gy O her Non- Corp. & PHI
Sept enber 30, Delivery Ener gy Servi ces Regul at ed O her Consol i dat ed

(I'n MIlions)

2004 Net |ncone/(Loss) $ 95.4 $19.8 $ 1.2 $ 9.5 $(14.9) $111.0
2004 Suppl enent al
Adj ust ments (a):

Bet hl ehem | oan paynent (b) - 7.7 - - 7.7
2004 Adj usted $ 95.4 $27.5 $ 1.2 $9.5 $(14.9) $118. 7
2003 Net Income/(Loss) $ 95.6 $23.1 $3.6 $50. 4 $(15. 4) $157. 3

2003 Suppl enent al

Adj ustments (a):

M rant Receivable Reserve (c) 8.7 - - - - 8.7

Bui | di ng sal e gain (d) - - - (44.7) - (44.7)
2003 Adj ust ed $104. 3 $ 23.1 $ 3.6 $ 5.7 $(15. 4) $121. 3
$ Variance for 2004 Adjusted

vs. 2003 Adjusted $ (8.9) $ 4.4 $(2.4) $ 3.8 $ 0.5 $(2.6)
(a) These adjustnments, which are net of tax, represent non-GAAP financial information. Managenent believes

that the adjusted earnings anobunts may be useful to investors because they show results before giving
effect to the adjustnent items. This allows investors to conpare earnings information and nmake deci sions
wi t hout the inpact of supplenental itens.

(b) This ampount represents the income statenent inpact of the expenses associated with the pre-payment of the
Bet hl ehem debt .

(c) This ampbunt represents a reserve recorded against a delinquent receivable fromMrant.

(d) This amount represents a gain on the sale of the Edison Place office building.
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A summary of the factors contributing to the three nonths ended
Sept enber 30, 2004 and 2003 earnings variances is as foll ows.

Power Delivery's third quarter 2004 earnings were $8.9 mllion | ower than
its adjusted earnings for the correspondi ng 2003 period primarily due to the
unf avor abl e i npact of |ower earnings fromESS at Pepco of approximately $13.6
mllion and unfavorable cool er summer weather that resulted in approximtely
$2.1 mllion lower T&D revenue, partially offset by $3.5 mllion net earnings
from ESS at Conectiv.

Conectiv Energy's third quarter 2004 adjusted earnings were $4.4 nillion
hi gher than the correspondi ng 2003 period due to favorable Provider of Last
Resort (POLR) nmargins and Power, O 1 and Gas Marketing margins of $4.3 mllion
and the recognition of an adjustnent related to fuel supply contracts of $5.6
mllion, offset by | ower generation output and margins resulting from m | der
than normal weather ($4.3 million). In addition, interest expense was hi gher by
$.8 mllion and depreciation expense by $.5 mllion primarily because of the
conpl eti on of the Conpany's Bethl ehem Power Pl ant.

Pepco Energy Services' third quarter 2004 earnings were $2.4 mllion | ower
than its earnings for the correspondi ng 2003 period primarily due to | ower run
time at its power plants resulting frommld summer weat her

Ot her Non-Regul ated third quarter 2004 earnings were $3.8 mllion higher
than its adjusted earnings for the correspondi ng 2003 period primarily due to
the $1.4 million gain on the sale of PCl's final aircraft and $1.4 nillion in
reduced i nterest expense.

Corporate and Other's third quarter 2004 earnings were $.5 mllion higher
than its earnings for the corresponding period in 2003 primarily due to the
fact that software was fully anortized in early 2004.

Ni ne Mont hs Ended Septenber 30, 2004 and 2003 Results
The earni ngs of Pepco Hol di ngs for the nine nonths ended Septenber 30,
2004, were $252.6 mllion conpared to $175.5 nillion for the correspondi ng

period in 2003. A conparison of earnings for these periods, adjusted for
supplenental itens, is as foll ows:
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Pepco
the Nine Months Ended Power Conectiv Ener gy O her Non- Corp. & PHI
Sept ember 30, Delivery Ener gy Servi ces Regul at ed O her Consol i dat ed
2004 Net Incone/ (Loss) $208. 7 $49.4 $7.6 $36.5 $(49.6) $252. 6
2004 Suppl enent al

Adj ustments (a):

St ar power | npai rment (b) - - - 7.3 - 7.3
Local Tax Benefit (c) (.8) - (1.5) (8.8) (2.0) (13.1)
Gain on disposition

associ ated with Vineland

co-generation facility (d) - (6.6) - - - (6.6)

Bet hl ehem | oan paynment (e) - 7.7 - - - 7.7
Gain on Vinel and

di stribution assets --

Condemnation Settlement (f) (8.6) - - - - (8.6)
2004 Adj usted $199. 3 $50. 5 $6. 1 $35.0 $(51. 6) $239. 3
2003 Net | ncone/ (Loss) $188. 7 $(62.7) $1.3 $68.5 $(20.3) $175.5

2003 Suppl enent al

Adj ustnents (a):

Tradi ng Losses (Q) - 26.7 - - - 26.7
CT Cancel lation (h) - 65.7 - - (34.6) 31.1
ACE New Jersey Deferral

Di sal | owance (i) 16. 3 - - - - 16. 3

ACE accrual reversal (j) (5.9) - - - - (5.9)

M rant Receivable Reserve (k) 8.7 - - - - 8.7

Building Sale Gain (1) - - - (44.7) - (44.7)
2003 Adj usted $207. 8 $ 29.7 $1.3 $23.8 $(54.9) $207. 7
$ Variance for

2004 Adjusted vs.

2003 Adj usted $ (8.5 $ 20.8 $4.8 $11.2 $ 3.3 $ 31.6

(a) These adj ustnents, which are net of tax, represent non-GAAP financial information. Managenent believes that
the adjusted earnings anpbunts may be useful to investors because they show results before giving effect to
the adjustment items. This allows investors to conpare earnings information and make decisions without the
i mpact of supplenmental itens.

(b) This anmount represents an inpairnent charge used to reduce the value of the Starpower investnment to $28
mllion at June 30, 2004.

(c) I'n February 2004, a local jurisdiction issued final consolidated tax return regul ations, which were
retroactive to 2001. These regul ations have provi ded Pepco Holdings and its affiliated subsidiaries doing
business in this location with the necessary guidance to file a consolidated incone tax return. This allows
Pepco Hol di ngs' subsidiaries with taxable |losses to utilize those |osses against tax liabilities of Pepco
Hol di ngs' conpanies with taxable income. Pepco Holdings and its affected subsidiaries recorded the inpact
of the new regulations in the first quarter of 2004 for the period 2001 through 2003.

(d) This amount represents the favorable inpact at Conectiv Energy resulting fromthe disposition of a joint
venture associated with the Vineland co-generation facility.

(e) Thi s amount represents the incone statenent inpact of the expenses associated with the pre-paynent of the
Bet hl ehem debt .

(f) Thi s amobunt represents the favorable inpact resulting froma gain on the condemmation settlenment associ ated
with the transfer of Vineland distribution assets.

(9) This amount represents the unfavorable inpact resulting fromnet trading |osses prior to the cessation of
proprietary trading.

(h) This anmount represents, for Conectiv Energy, the unfavorable inpact related to the cancellation of a CT
contract to purchase conmbustion turbines and for Corp. & Other the reversal of a purchase accounting fair
val ue adj ustnment nmade on the date of the nerger of Pepco and Conectiv relating to this contract.

(i) This amount represents the unfavorable inpact related to ACE's New Jersey deferral disallowance.

(i) This ampunt represents the favorable inpact related to ACE's accrual reversal.

(k) This ampbunt represents a reserve recorded agai nst a delinquent receivable from Mrant.

() This anpunt represents a gain on the sale of the Edison Place office building.

A summary of the factors contributing to the nine nonths ended

Sept enber 30, 2004 and 2003 adjusted earnings variances is as foll ows.

| ower

Power Delivery's year-to-date 2004 adjusted earnings were $8.5 nillion

than its adjusted earnings for the corresponding period in 2003

primarily due to the unfavorable inpact of |lower earnings fromESS at Pepco
of approximately $33.6 nmillion, partially offset by: (i) $20.4 mllion in
regul ated electric and gas revenues due to sales growh and rate increases
and (ii) $8.8 million in net earnings fromESS at Conectiv.
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Conectiv Energy's year-to-date 2004 adjusted earnings were $20.8 mllion
hi gher than the correspondi ng 2003 period due to higher generation gross
margi ns of $19.7 million, which resulted primarily from fuel switching,
hedgi ng, and use of power plant flexibility. Recognition of an adjustnent
related to fuel supply contracts also hel ped to inprove earnings this year
In addition, gross margins fromthe provision of Provider of Last Resort
(POLR) services inmproved due to an increase in the average sales price and
somewhat | ower cost of goods. Power, G| and Gas Marketing benefited from
| ower cost of goods driven by mld sunmmer weather. In total, the fuel supply
adj ust ment, POLR services, and Power, G| and Gas Marketing gross margins
were $10 million higher than 2003. Several itens offsetting the positive
vari ances included higher interest cost resulting fromthe conpletion of the
Bet hl ehem power plant ($4.2 million), higher depreciation expense also
associated with the Bethl ehem plant ($3.2 million), and other ($4.0 mllion).

Pepco Energy Services' year to date 2004 adjusted earnings were $4.8
mllion higher than its earnings for the corresponding period in 2003 due to
i nproved gross margins in the retail commdity business.

O her Non- Regul ated year-to-date 2004 adjusted earnings were

$11.2 mllion higher than its adjusted earnings for the corresponding period
in 2003 primarily due to the $5.2 nillion gain on the sale of PCl's fina
three aircraft and from$6.1 mllion in reduced interest expense.

Corporate and Qther's year-to-date 2004 adjusted earnings were $3.3
mllion higher than its adjusted earnings for the corresponding period in
2003 primarily due to |lower anortization associated with certain purchase
accounting adjustnents and software which was fully anortized in early 2004.
The items were partially offset by higher interconpany net interest expense,
which is offset in the |ines of businesses resulting in no effect on
consol i dated ear ni ngs.

CONSOLI DATED RESULTS OF OPERATI ONS

The acconpanying results of operations discussion is for the three
nont hs ended Septenber 30, 2004 conpared to Septenmber 30, 2003.

Operating Revenue

PH 's operating revenue decreased by $84.1 mllion to $2,046.5 nillion
for the three nonths ended Septenber 30, 2004, from $2,130.6 nmillion for the
corresponding period in 2003. The decrease was primarily due to a decrease
of $146.4 mllion at Conectiv Energy that was partially offset by an increase
of $45.0 mllion at Power Delivery and an increase of $24.1 mllion at Pepco
Ener gy Services.

The increase in Power Delivery's operating revenue of $45.0 mllion is
primarily due to the following: (i) a $62.2 mllion increase in electricity
supply service revenue primarily of which $42.6 mllion is a result of |ower

Pepco customer migration to alternative energy suppliers and $15.5 million is
related to ACE PIJM interchange revenue and rate increases due to the higher
price of energy; partially offset by (ii) a $14.7 nmillion decrease in other
revenue, primarily due to the expiration of DPL whol esal e contracts. Delivery
sal es were 14,028,000 MmH, conpared to 14,190,000 M for the conparable
period in 2003. Cooling degree days decreased 8.9% for the three nonths
ended Septenber 30, 2004 as conpared to the same period in 2003. Gas sales
were 2,220,000 ncf, conpared to 2,527,000 ncf for the conparable period in
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2003 due to lower industrial custoner sales as a result of econonic
condi ti ons.

The tabl e bel ow shows the anpbunt of Power Delivery operating revenue
earned that is subject to price regulation (regulated T& el ectric and gas
revenue and electricity supply service revenue). Regulated T& (Transm ssion
and Distribution) electric revenue includes revenue Power Delivery receives
for delivery of energy to its custoners. Regulated gas revenue includes on-
system natural gas sales and the transportation of natural gas to custoners.
El ectricity supply service (ESS) also known as Standard Offer Service (SOS),
Basi ¢ Generation Service (BGS), and Provider of Last Resort (POLR) includes
revenue within the service areas of Power Delivery. Oher electric revenue
i ncl udes work and services perfornmed on behalf of custoners including other
utilities; other gas revenue includes off-system gas sales; and the resal e of
excess gas or system capacity.

Three Mont hs Ended Sept enber 30, 2004 2003 Change
(Dollars in MI1Ilions)
Regul ated T&D El ectric Revenue $ 458.1 $ 462.1 $ (4.0)
El ectricity Supply Service Revenue 814.3 752. 1 62.2
Ot her Electric Revenue 16. 3 28.6 (12.3)
Total Electric Operating Revenue 1,288.7 1,242.8 45, 9
Regul ated Gas Revenue 16.0 14.5 1.5
O her Gas Revenue 8.7 11.1 (2.4)
Total Gas Operating Revenue 24.7 25.6 (0.9
Total Power Delivery Operating Revenue $1.313.4 $1,.268.4 $ 45.0
The decrease in Conectiv Energy's operating revenue of $146.4 mllion is
primarily due to the following: a $44.8 million decrease in revenue from PJM

due to a change in power scheduling procedures by Conectiv to schedul e power
directly to DPL, a decrease of $88.9 million that related to the

i mpl ement ation of EITF 03-11 on January 1, 2004, and a $12.7 mllion decrease
resulting primarily froma decrease in Power, Ol and Gas Marketing
activities. The inpact of the decrease in operating revenue was
substantially offset by decreases in fuel and purchased energy expenses,

di scussed bel ow.

The increase in Pepco Energy Services' operating revenue of $24.1
million is primarily due to electricity sold to retail custonmers at higher
prices than in 2003.

Operati ng Expenses
Fuel and Purchased Energy

PH 's fuel and purchased energy decreased $129.9 mllion to $1,197.3
mllion for the three nonths ended Septenber 30, 2004, from $1,327.2 mllion
for the corresponding period in 2003. The decrease was primarily due to a
decrease of $216.7 mllion at Conectiv Energy, partially offset by a $72.5
mllion increase at Power Delivery and a $17.1 nmillion increase at Pepco
Ener gy Services.
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The increase in Power Delivery's fuel and purchased energy of $72.5
mllion was primarily due to the following: (i) a $75.7 nmillion increase in
net energy procurenent due to higher sales of ESS; (ii) a $13.5 million
i ncrease in energy procurement costs to provide ESS due to the TPA Settl enent
with Mrant (effective October 2003) that increased the price of energy
purchased from Mrant (the TPA Settlenment); partially offset by (iii) a $14.5
mllion reserve recorded in September 2003 to reflect a potential exposure
related to a pre-petition receivable fromMrant Corp. for which Pepco filed
a creditor's claimin the bankruptcy proceedi ngs. See the Regul atory and
QO her Matters - Relationship with Mrant section herein for additiona
information related to Mrant.

The decrease in Conectiv Energy's fuel and purchased energy of $216.7
mllion was primarily due to the followi ng: a change in power scheduling
procedures by Conectiv to schedule power directly to DPL which resulted in a
decrease of approximately $17.0 mllion in expenses from PJM a decrease of
$88.9 mllion related to the inplenentation of EITF 03-11 on January 1, 2004,
and a decrease of approximately $110.8 million primarily due to reduced
Power, G| and Gas Marketing costs of goods sold froml|ower sales vol une.

The increase in Pepco Energy Services' fuel and purchased energy of
$17.1 million was primarily due to higher electricity supply costs associ ated
with sales to retail custoners.

Ot her Operation and Mi nt enance

PHI 's ot her operation and mai ntenance, which includes costs associ ated
with Conectiv Energy's petroleumdivision, increased $17.5 mllion to $348.1
mllion for the three nonths ended Septenber 30, 2004, from $330.6 million
for the corresponding period in 2003 primarily due to an increase of $17
mllion in Conectiv Energy's cost of sales expense associated with its
petrol eum di vi si on due to higher fuel costs. Additionally, higher electric
system mai nt enance costs of $3.7 mllion and other operating costs of $5.4
mllion in 2004 were partially offset by $13.1 nillion in stormcosts in 2003
primarily from Hurricane |sabel

O her Taxes

PH 's other taxes increased by $9.9 mllion to $91.3 mllion for the
t hree nont hs ended Septenber 30, 2004, from $81.4 million for the
corresponding period in 2003 primarily due to an $8.9 nillion higher county
surcharge (which is a pass-through).

Deferred Electric Service Costs

Deferred electric service costs increased by $19.6 mllion to $18.7
mllion for the three nonths ended Septenber 30, 2004 froma $0.9 million
credit to operating expense for the corresponding period in 2003. The $19.6
mllion increase represents a net over-recovery associated with non-utility
generation contracts (NUGs), market transition charge (MIC), BGS and ot her
restructuring itens. Custonmers in New Jersey who do not choose a conpetitive
supplier receive default electricity supply fromsuppliers selected through
auctions approved by the NJBPU ACE s rates for the recovery of these costs
are reset annually. On ACE s consolidated bal ance sheet a regul atory asset
i ncl udes an under-recovery of $110.9 nmillion as of Septenber 30, 2004. This
amount is net of a $46.1 nmillion reserve on previously disallowed itenms under
appeal
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Gain on Sale of Assets

PH 's gain on sale of assets decreased by $66.7 nmillion for the three
nont hs ended Septenber 30, 2004 due to the fact that the correspondi ng period
in 2003 included the $68.8 million gain on the sale of PCl's office building.

O her I ncome (Expenses)

PH 's other expenses (which is net of other incone) increased $7.2
mllion to $96.3 mllion for the three nonths ended Septenber 30, 2004, from
$89.1 mllion for the corresponding period in 2003. The increase was
primarily due to an increase in interest expense of $12.8 mllion at Conectiv
Energy from costs associated with the pre-paynent of debt related to the
Bethl ehem mid-nerit facility, partially offset by a $5.1 mllion decrease in
PCl and Pepcom expenses from reduced i nterest expense at PClI and decreased
i nvestment | osses at Pepcom

I ncome Tax Expense

PH 's effective tax rate for the three nonths ended Septenber 30, 2004
was 38.9% as conpared to the federal statutory rate of 35% The mgjor
reasons for this difference were state incone taxes (net of federal benefit)
and the flowthrough of certain book tax depreciation differences partially
of fset by the flowthrough of Deferred Investnent Tax Credits and tax
benefits related to certain | everaged | eases.

PH 's effective tax rate for the three nonths ended Septenber 30, 2003
was 39.0% as conpared to the federal statutory rate of 35% The mgjor
reasons for this difference were state incone taxes (net of federal benefit)
and the flowthrough of certain book tax depreciation differences partially
of fset by the flowthrough of Deferred Investnent Tax Credits and tax
benefits related to certain | everaged | eases.

The acconpanying results of operations discussion is for the nine nonths
ended Septenber 30, 2004 conpared to Septenber 30, 2003.

Operati ng Revenue

PH 's operating revenue decreased by $255.6 nmillion to $5,502.1 million
for the nine nonths ended Septenber 30, 2004, from $5,757.7 mllion for the
corresponding period in 2003. The decrease was prinmarily due to a decrease
of $536.9 million at Conectiv Energy, partially offset by a $272.3 nillion
i ncrease by Power Delivery businesses.

The increase in Power Delivery's operating revenue of $272.3 million is
primarily due to the following: (i) a $229.3 million increase in ESS revenue
of which $107.6 million is a result of |ower customer migration to
alternative energy suppliers and $113.9 mllion is related to sales into the

PJM mar ket and rate increases due to the higher price of energy; (ii) a $54.8
mllion increase in delivery revenue, of which $28.3 mllion is due to an

i ncrease for a county surcharge which is a pass through; partially offset by
(iii) an $11.8 nmillion decrease in other revenue primarily due to the
expiration of DPL whol esale contracts. For the nine nonths ended

Sept enber 30, 2004, delivery sales were 39,090,000 MwmH, conpared to

38, 144,000 MMH for the conparable period in 2003. Cooling degree days

i ncreased 12.5% and heating degree days decreased 10.3% for the nine nonths
ended Septenber 30, 2004 as conpared to 2003. Gas sales were 15,357,000 ncf,
conpared to 17,006, 000 ncf for the conparable period in 2003.
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The tabl e bel ow shows the anmount of Power Delivery operating revenue
earned that is subject to price regulation and its other electric and gas
revenue.

Ni ne Months Ended Septenber 30, 2004 2003 Change
(Dollars in MI1Ilions)
Regul ated T&D El ectric Revenue $1,219.0 $1,175.9 $ 43.1
El ectricity Supply Service Revenue 1,981.9 1,752.6 229.3
O her Electric Revenue 51.1 80. 7 (29.6)
Total Electric Operating Revenue 3,252.0 3,009. 2 242. 8
Regul at ed Gas Revenue 127.1 115. 4 11.7
O her Gas Revenue 46.7 28.9 17.8
Total Gas Operating Revenue 173. 8 144. 3 29.5
Total Power Delivery Operating Revenue $3,.425.8 $3,153.5 $272.3
The decrease of $536.9 mllion in Conectiv Energy's operating revenue is
primarily due to the following: a $220.5 nillion decrease in revenue from PJM
due primarily to a change in power scheduling procedures by Conectiv to
schedul e power directly to DPL, a decrease of $192.5 million that related to

the inplenentation of EITF 03-11 on January 1, 2004. The renmining $123.9
mllion decrease resulted primarily froma decrease in Power, Ol and Gas
Marketing activities, partially offset by an increase in operating revenues
due to the discontinuance of gas and el ectric trading which was recorded as a
net | oss in 2003 revenues and a net increase in generation and whol esal e
revenues. The inpact of the decrease in operating revenue was substantially
of fset by decreases in fuel and purchased energy expenses.

Operati ng Expenses
Fuel and Purchased Energy

PH 's fuel and purchased energy decreased $485.5 million to $3,220.4
mllion for the nine nonths ended Septenber 30, 2004, from $3,705.9 nillion
for the corresponding period in 2003. The decrease was primarily due to a
decrease of $698.2 million at Conectiv Energy, partially offset by a $248.2
mllion increase by Power Delivery.

Power Delivery's electric fuel and purchased energy costs increased by
$248.2 mllion primarily due to the following: (i) a $183.9 mllion increase
in net energy procurenment due to higher sales of ESS; (ii) a $71.1 million
i ncrease in energy procurenment costs to provide ESS due to the TPA Settl enent
with Mrant (effective October 2003); (iii) a $26.2 mllion increase for gas
purchases; partially offset by (iv) an $18.5 million decrease in PJM
transm ssion costs and (v) a $14.5 nillion reserve recorded in Septenmber 2003
to reflect a potential exposure related to a pre-petition receivable from
Mrant Corp. for which Pepco filed a creditor's claimin the bankruptcy
proceedi ngs. See the Regulatory and Other Matters - Relationship with Mrant
section herein for additional information related to Mrant.

The decrease of $698.2 nmillion in Conectiv Energy's fuel and purchased
energy costs was primarily due to the following: a change in power scheduling
procedures by Conectiv to schedule power directly to DPL which resulted in a

decrease of approximately $220.5 mllion in expenses fromPJM a decrease of
$192.5 million that related to the inplenmentation of EITF 03-11 on January 1,
2004, and a decrease of approximately $265.6 mllion in cost of goods sold

primarily due to a reduction in Power, G| and Gas Marketing sal es vol une.
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Depreciation and Anorti zation

Depreci ation and anortizati on expenses increased by $15.5 mllion to
$335.9 mllion for the nine nmonths ended Septenber 30, 2004 from $320.4
mllion for the corresponding period in 2003 primarily due to increases in
anortization for bondable transition property and regul atory assets in Power
Delivery's ACE busi ness.

Ot her Operation and Mi nt enance

PH 's ot her operation and mai ntenance, which includes costs associ ated
with Conectiv Energy's petroleumdivision, increased $43.1 million to
$1,059.0 mllion for the nine nonths ended Septenber 30, 2004 from $1, 015.9
mllion for the corresponding period in 2003 primarily due to an increase in
Conectiv Energy's cost of sales expense associated with its petrol eum
di vision due to higher fuel costs. Additionally, higher electric system
mai nt enance costs of $11.1 million in 2004 were partially offset by $13.1
mllion in stormcosts in 2003.

O her Taxes

O her taxes increased by $23.6 million to $227.5 nillion for the nine
nont hs ended Sept enber 30, 2004 from $203.9 million for the correspondi ng
period in 2003 primarily due to a $27.6 mllion higher county surcharge
(which is a pass-through) and $3.9 million higher gross receipts tax,
partially offset by a $8.3 million | ower property tax adjustnent.

Deferred Electric Service Costs

Deferred electric service costs increased by $27.1 million to $27.7
mllion for the nine nonths ended Septenber 30, 2004 from$.6 mllion for the
ni ne nont hs ended Septenber 30, 2003. The $27.1 mllion increase represents a
net over-recovery associated with NUGs, MIC, BGS and other restructuring
items. Additionally, the 2003 period contained a $27.5 nillion charge rel ated
to the New Jersey deferral disallowance regarding the procurenent of fuel and
pur chased energy. Custoners in New Jersey who do not choose a conpetitive
supplier receive default electricity supply from suppliers selected through
auctions approved by the NJBPU. ACE s rates for the recovery of these costs
are reset annually. On ACE s consolidated bal ance sheet the regul atory asset
i ncl udes an under-recovery of $110.9 mllion as of Septenber 30, 2004. This
amount is net of a $46.1 nmllion reserve on previously disallowed itens under
appeal

| mpai rnent Losses

PH 's inpairnment |oss decreased by $52.8 m|lion during the nine nonths
ended Septenber 30, 2004 as during the first quarter of 2003 PHI recorded an
i mpairment | oss of $52.8 million related to the cancellation of a CT contract.

Gain on Sal e of Assets

PH 's pre-tax gain on sale of assets decreased by $39.9 nillion during
the ni ne nonths ended Septenber 30, 2004 as during this period PH recorded
$28.9 million in pre-tax asset gains versus $68.8 nillion in 2003. The $28.9
mllion in 2004 primarily represents a $14.4 nmillion pre-tax gain fromthe
condemmation settlement with the City of Vineland relating to the transfer of
its distribution assets and customer accounts during the second quarter of
2004, a $6.6 mllion pre-tax gain on the sale of land and a $8.0 nillion
pre-tax gain on the sale of aircraft by PCl. The $68.8 mllion pre-tax gain
in 2003 represents the gain on the sale of PCl's office building.
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PHI 's ot her expense (which is net of other

$244.4 mllion for the corresponding period in 2003.

i ncone)
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i ncreased $19.7
million to $264.1 mllion for the nine nonths ended Septenber 30, 2004, from

The i ncrease was

primarily due to increased interest expense at Conectiv Energy from costs

associ ated with the pre-paynent

I ncome Tax Expense

of the Bethl ehem debt.

PH 's effective tax rate for the nine nonths ended Septenmber 30, 2004

was 35.5% as conpared to the federa
reasons for this difference were state i ncone taxes (net

i ncludi ng the benefit

authority, which is the primary reason for the | ower

statutory rate of 35%
of federal benefit,

The maj or

associated with the retroactive adjustment for the
i ssuance of final consolidated return regulations by a |ocal taxing

effective tax rate as

conpared to 2003) and the flowthrough of certain book tax depreciation

di fferences partially offset

by the fl owthrough of Deferred Investnent Tax

Credits and tax benefits related to certain |everaged | eases.

PH 's effective tax rate for the nine nonths ended Septenber 30, 2003

was 36.4% as conpared to the federa

statutory rate of 35%

The maj or

reasons for this difference were state inconme taxes (net of federal benefit)
and the flowthrough of certain book tax depreciation differences partially
of fset by the flowthrough of Deferred Investnment Tax Credits and tax

benefits related to certain | everaged | eases.

CAPI TAL RESOURCES AND LI QUI DI TY

Capital Structure

The conponents of Pepco Hol di ngs
percentage of total capitalization (including short-term debt and current

maturities of |ong-term debt)

capita

Decenber 31, 2003 (dollars in mllions).

structure,

expressed as a

is shown bel ow as of Septenber 30, 2004 and

Sept enber 30, 2004

Decenmber 31, 2003

Common Shar ehol ders' Equity $3,428.5 38.9% $3,003.3 34. 7%
Preferred Stock of subsidiaries (a) 101.6 1. 2% 108. 2 1.2%
Debentures Issued to - - % 98.0 1.1%
Fi nanci ng Trust (b)

Long- Term Debt (c) 5,089.2 57. 7% 5,101.3 58. 8%
Short-Term Debt (d) 196.5 2. 2% 360.0 4. 2%
Tot al $8, 815. 8 100. 0%  $8,670.8 100. 0%
(a) I ncl udes Mandatorily Redeemabl e Serial Preferred Stock, Serial Preferred Stock

and Redeenabl e Seri al

t he bal ance sheet

(b) Represents debentures issued pursuant to financing trusts

portion.
(c) Excl udes capita

I ncludes first nortgage bonds,
debt issued by ACE Fundi ng),

i ssued by ACE Fun
(d) Excl udes current
within one year

Preferred Stock, which is accounted for as a liability on

i ncluding the current

| ease obligations and transition bonds issued by ACE Funding
| ong-term debt (other than

current maturities of

medi umterm notes, other
| ong-term debt (other than debt

ding), and Variable Rate Demand Bonds.

maturities of long-t

erm debt,

capi tal

and Vari abl e Rate Denand Bonds.
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| ssuance of Common Stock

I n Septenber 2004, Pepco Hol di ngs sold 14, 950, 000 shares of common stock
at $19.25 per share. Proceeds received on the transaction, net of issuance
costs of $10.3 nmillion, were $277.5 nmllion. These proceeds, in conbination
with short-term debt, were used to pre-pay in its entirety a termloan in the
amount of $335 nillion of Conectiv Bethlehem LLC

Fi nancing Activity During the Three Mnths Ended Septenber 30, 2004

In July 2004, Pepco Hol di ngs, Pepco, DPL and ACE entered into a five-year
credit agreenment with an aggregate borrowing limt of $650 million. This
agreenment replaces a $550 mllion 364-day credit agreenent that was entered
into on July 29, 2003. The respective conpanies also are parties to a three-
year credit agreement that was entered into in July 2003 and termnates in July
2006 with an aggregate borrowing limt of $550 mllion. Pepco Hol dings' credit
[imt under these agreenents is $700 nmillion and the credit limt of each of
Pepco, DPL and ACE is the lower of $300 million and the maxi num anount of
short-term debt authorized by the applicable regulatory authority, except that
the aggregate amount of credit utilized by Pepco, DPL and ACE at any given tine
under the agreenments may not exceed $500 mllion. The credit agreenents
primarily serve as a source of liquidity to support the commercial paper
programs of the respective compani es. The conpani es can al so borrow funds for
general corporate purposes and issue letters of credit under the Agreenents.
The credit agreements contain customary financial and other covenants that, if
not satisfied, could result in the acceleration of repaynent obligations under
the agreenents or restrict the ability of the conpanies to borrow under the
agreenents. Anong these covenants is the requirenment that each borrow ng
conpany maintain a ratio of total indebtedness to total capitalization of 65%
or less, conputed in accordance with the terns of the credit agreenents. The
credit agreenments al so contain a nunmber of customary events of default that
could result in the acceleration of repaynent obligations under the agreenents,
including (i) the failure of any borrowi ng conpany or any of its significant
subsi diaries to pay when due, or the acceleration of certain i ndebtedness under
ot her borrowi ng arrangenents, (ii) certain bankruptcy events, judgnents or
decrees agai nst any borrow ng conpany or its significant subsidiaries, and
(iii) a change in control (as defined in the credit agreenents) of Pepco
Hol di ngs or the failure of Pepco Holdings to own all of the voting stock of
Pepco, DPL and ACE.

O her Long- Ter m Fi nanci ng

Set forth belowis a sunmary of long-termfinancing activity during the
gquarter ended September 30, 2004.

In July 2004, ACE Funding paid at maturity $4.0 nmillion of 2.89%
Transi ti on Bonds.

I n August 2004, Pepco repurchased 65,000 shares of its $2.28 series, par
val ue $50. 00 per share preferred stock at an average price of $45.50 per share.

I n August 2004, on behalf of ACE, the Pollution Control Financing
Aut hority of Salem County, New Jersey issued $23.15 million of insured auction
rate tax-exenpt bonds due 2029 and | oaned the proceeds to ACE. ACE s
obl i gations under the insurance agreenment are secured by a |ike amount of ACE
First Mortgage Bonds. In Septenber 2004, ACE used the proceeds to redeem $23. 15
mllion of 6.15% First Mortgage Bonds due 2029 at 102%
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I n August 2004, on behalf of ACE, the Pollution Control Financing
Aut hority of Cape May County, New Jersey issued $25 million of Series 2004A and
$6.5 million of Series 2004B insured auction rate tax-exenpt bonds due 2029 and
| oaned the proceeds to ACE. ACE s obligations under the insurance agreenent
are secured by a |like amount of ACE First Mortgage Bonds. |In Novenber 2004, ACE
used the proceeds to redeem $25 million of 7.2% First Mrtgage Bonds due 2029
at 102% and $6.5 mllion of 7.0% First Mrtgage Bonds due 2029 at 102%

I n Septenber 2004, Conectiv Bethlehemprepaid its entire $335 million term
| oan due 2006. Additionally, Conectiv Bethlehempaid $6.8 million to unwi nd an
interest rate swap agreenent that had converted a portion of the variable
interest rate on the termloan balance to a fixed rate. Approxinmately $6.0
mllion in unanortized debt issuance costs related to the termloan were
expensed at the time of the |oan repaynent.

I n Sept enber 2004, Pepco repurchased 16,400 shares of its $2.28 series
preferred stock, par value $50.00 per share, at an average price of $47.25 per
share.

I n Septenmber 2004, Pepco redeemed $2.5 million, or 50,000 shares, of its
$3.40 Serial Preferred Stock Series of 1992 pursuant to mandatory sinking fund
provi si ons.

Fi nanci ng Activity Subsequent to Septenber 30, 2004

Set forth belowis a summary of long-term financing activity subsequent to
Sept enber 30, 2004.

In October 2004, Pepco repurchased 84,502 shares of its $2.28 series
preferred stock, par value $50.00 per share, at an average price of $47.02 per
share.

In Cctober 2004, ACE Funding paid at maturity $12.3 mllion 2.89%
Transiti on Bonds.

In October 2004, PCl paid at maturity $50 mllion of 7.97% Medi um Term
Not es.

In October 2004, Pepco called for early redenption, at par, on Decenber 1,
2004, all of the renmining 850,000 shares of its $3.40 Serial Preferred Stock
Series of 1992.

In Novenber 2004, DPL redeened at maturity $4.5 mllion of 8.3% Medi um
Ter m Not es.

Wor ki ng Capit al

At Sept ember 30, 2004, Pepco Hol di ngs' current assets on a consolidated

basis totaled $1.8 billion, which consisted primarily of accounts receivable,
mat eri al s and supplies and cash and cash equivalents. Current liabilities
totaled $2.2 billion, of which $.9 billion was the current portion of |ong-term

debt and Variabl e Rate Denmand Bonds, which have nmaturities ranging from 2007 to
2031. Excluding these anpbunts related to | ong-term debt, current assets of
$1.8 billion exceeded current liabilities of $1.3 billion. At Septenber 30,
2003, current assets totaled $1.9 billion, which consisted primarily of
accounts receivable, materials and supplies, cash and cash equival ents and
mar ket abl e securities. Current liabilities totaled $2.4 billion, of which $.8
billion consisted of the current portion of |ong-termdebt, Variable Rate
Demand Bonds, which have maturities ranging from 2007 to 2031, and $.4 billion
of short term | oans which were subsequently converted to | ong-term debt.

Excl udi ng these anmpunts related to long-term debt, current assets of $1.9
billion exceeded current liabilities of $1.6 billion.
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A detail of Pepco Holdings' $1.1 billion of short-term debt at
Sept enber 30, 2004 is as follows:

As of Septenber 30, 2004
($in MIllions)

ACE PHI
Type PH Pepco DPL ACE Funding  PES PCl Conectiv  Consol i dated
Vari abl e Rate
Demand Bonds $ - $ - $104. 8 $ 22.6 $ - $31.0 $ - $ - $ 158.4
Current Portion
of Long- Ter m Debt 200.0 100.0 7.2 71.5 31.9 .1 69.0 280.0 759.7
Commer ci al Paper 134.0 - - 62.5 - - - - 196.5
Tot al $334.0 321000 1120 31066 $31.0 3l.1 8620 $280.0 S1.114.6

Capi tal Requirenents
Constructi on Expenditures

Pepco Hol di ngs' construction expenditures for the nine nonths ended
Sept enber 30, 2004 totaled $357.0 million of which $340.6 nmillion was rel ated
to its Power Delivery businesses. The remainder was primarily related to
Conectiv Energy. The Power Delivery expenditures were primarily related to
capital costs associated with new custoner services (customer driven),
distribution reliability, and transm ssion.

Di vi dends

On Cctober 28, 2004, Pepco Hol dings' Board of Directors declared a
di vi dend on commn stock of 25 cents per share payabl e December 31, 2004, to
shar ehol ders of record on December 10, 2004.

Third Party Guarantees, Indemifications and
O f - Bal ance Sheet Arrangenents

Pepco Hol di ngs and certain of its subsidiaries have various financial and
per formance guarantees and i ndemnification obligations which are entered into
in the normal course of business to facilitate comrercial transactions with
third parties as discussed bel ow

As of Septenber 30, 2004, 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 commtnents
and obligations. The fair value of these conm tnents and obligations was not
required to be recorded in Pepco Hol di ngs' Consolidated Bal ance Sheets;
however, certain energy marketing obligations of Conectiv Energy were
recorded. The conmitnents and obligations, in mllions of dollars, were as
foll ows:
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Guar ant or
PH_ Conectiv P Tot a
Ener gy narketing obligations of
Conectiv Energy (1) $148. 6 $1.3 $ - $149.9
Ener gy procurenent obligations
of Pepco Energy Services (1) 5.0 - - 5.0
Standby letters of credit of
Pepco Hol di ngs (2) 4.2 - - 4.2
Guar anteed | ease residual val ues (3) - 6.4 - 6.4
Loan agreenent (4) 13.1 - - 13.1
Construction performance guarantees (5) - 4.1 - 4.1
Q her (6) 14.9 4.0 5.3 24.2
$185. 8 $15.8 $5.3 3206, 9

Pepco Hol di ngs and Conectiv have contractual commitnents for
performance and rel ated paynents of Conectiv Energy and Pepco Energy
Services to counterparties related to routine energy sal es and
procurenent obligations, including requirenents under Basic Ceneration
Service contracts for ACE

Pepco Hol di ngs has issued standby letters of credit of $4.2 million on
behal f of subsidiaries' operations related to Conectiv Energy's
conpetitive energy activities and third party construction
performance. These standby letters of credit were put into place in
order to allow the subsidiaries the flexibility needed to conduct

busi ness with counterparties w thout having to post substantial cash
collateral. While the exposure under these standby letters of credit
is $4.2 nillion, Pepco Hol di ngs does not expect to fund the ful

amount .

Subsi di ari es of Pepco Hol di ngs have guaranteed residual values in
excess of fair value related to certain equi pnent and fl eet vehicles
hel d through | ease agreenents. As of Septenber 30, 2004, obligations
under the guarantees were approximately $6.4 mllion. Assets |eased
under agreenents subject to residual value guarantees are typically
for periods ranging from2 years to 10 years. Historically, paynents
under the guarantees have not been made by the guarantor as, under
normal conditions, the contract runs to full termat which tinme the
residual value is mnimal. As such, Pepco Hol dings believes the

i kelihood of requiring paynent under the guarantee is renote.

Pepco Hol di ngs has issued a guarantee on the behalf of a subsidiary's
50% unconsol idated investnent in a limted liability conmpany for
repaynment borrowi ngs under a | oan agreenent of approximately $13.1
mllion

Conectiv has performance obligations of $4.1 million relating to
obligations to third party suppliers of equipnent.

Ot her guarantees conpri se

Pepco Hol di ngs has guarant eed paynent of a bond issued by a
subsidiary of $14.9 mllion. Pepco Holdings does not expect to
fund the full anmpunt of the exposure under the guarantee

Conectiv has guaranteed a subsidiary building | ease of $4.0
mllion. Conectiv does not expect to fund the full anount of
the exposure under the guarantee
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PCl has guaranteed facility rental obligations related to
contracts entered into by Starpower Communi cations LLC. In
addition, PCl has agreed to indemify RCN for 50% of any
payrments RCN nakes under the Starpower franchise and
construction performance bonds. As of Septenber 30, 2004, the
guar antees cover the remaining $3.2 mllion in renta
obligations and $2.1 mllion in franchise and construction

per f ormance bonds issued

Pepco Hol di ngs and certain of its subsidiaries have entered into various
i ndemmi fication agreenents related to purchase and sal e agreenents and ot her
types of contractual agreements with vendors and other third parties. These
i ndemmi fi cation agreenents typically cover environnmental, tax, litigation and
other matters, as well as breaches of representations, warranties and
covenants set forth in these agreenents. Typically, clainm my be nmade by
third parties under these indemification agreenents over various periods of
ti me depending on the nature of the claim The maxi mum potential exposure
under these indemification agreements can range from a specified dollar
ampunt to an unlimted anmount depending on the nature of the claimand the
particul ar transaction. The total maxi num potential anount of future paynents
under these indemification agreements is not estinmable due to severa
factors, including uncertainty as to whether or when clains nay be made under
t hese indemities.
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Energy Contract Net Asset Activity

The foll owi ng table provides detail on changes in the conpetitive energy
segnments' net asset or liability position with respect to energy comodity
contracts fromone period to the next:

Rol I -forward of Mark-to-Market Energy Contract Net Assets
For the Nine Months Ended Septenber 30, 2004
(Dollars are Pre-Tax and in MIIlions)(y

Proprietary Qher Energy
Trading (2) Commodity (3) Tot al

Tot al Marked-to- market (MM Energy Contract Net Assets

at Decenber 31, 2003 $ 11.0 $60. 6 $ 71.6
Total change in unrealized fair val ue excl uding

reclassification to realized at settlenent of contracts (0.2) 26.9 26.7
Recl assification to realized at settlenment of contracts (7.8) (31.1) (38.9)
Ef fective portion of changes in fair value - recorded

in QC - 14.9 14.9
I neffective portion of charges in fair value -

recorded in earnings - (8.2) (8.2)

Changes in valuation techniques and assunptions - - -

Purchase/ sal e of existing contracts or portfolios
subj ect to MIM - - -

Total MIM Energy Contract Net Assets at Septenber 30, 2004 (a) $ 3.0 (4) $63. 1 $ 66.1

(a) Detail of MIM Energy Contract Net Assets at Septenber 30, 2004 (above) Tot al
Current Assets $136.0
Noncurrent Assets 30.5
Total MIM Energy Assets 166.5
Current Liabilities (73.0)
Noncurrent Liabilities (27.4)
Total MIM Energy Contract Liabilities (100.4)
Total MIM Energy Contract Net Assets $ 66.1

Not es:

(1) This table reflects $.3 mllion (pre-tax) of net assets that existed at the tine of the
Pepco/ Conectiv nerger that are not reflected in PH 's consolidated bal ance sheet as of
Sept enber 30, 2004 due to purchase accounting.

(2) Includes all remaining contracts held for proprietary trading.

(3) Includes all SFAS 133 hedge activity and non-proprietary trading activities narked-to-market
t hrough ear ni ngs.

(4) This amount will not be materially sensitive to conmodity price noverments because it
represents positions that have been volunetrically offset alnmost 100% since the first quarter
of 2003.

The followi ng table provides the source of fair value information
(exchange-traded, provided by other external sources, or nodeled internally)
used to determ ne the carrying anount of the conpetitive energy segnents’
total mark-to-nmarket energy contract net assets. The table also provides the
maturity, by year, of the conpetitive energy segnents' nmark-to-narket energy
contract net assets, which indicates when the amounts will settle and either
generate cash for, or require paynment of cash by, PHI

PH uses its best estimates to deternmine the fair value of the comodity
and derivative contracts that its conpetitive energy segnents hold and sell
The fair values in each category presented bel ow reflect forward prices and
volatility factors as of Septenber 30, 2004 and are subject to change as a
result of changes in these factors:
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Maturity and Source of Fair Value of Mark-to-Mrket
Energy Contract Net Assets
As of Septenber 30, 2004
(Dollars are Pre-Tax and in MIllions)(1)

Fair Value of Contracts at Septenber 30, 2004

Maturities
Tot al
2007 and Fair
Source of Fair Val ue 2004 2005 2006 Beyond Val ue
Proprietary Trading (2)
Actively Quoted (i.e., exchange-traded) prices (3) $ 1.8 $ 0.8 - - $ 2.6
Prices provided by other external sources (4) .4 - - - .4
Model ed - - - - -
Tot al $ 22 $ 038 s - $ - $30
QG her Energy Commodity (5)
Actively Quoted (i.e., exchange-traded) prices $18.1 $44.5 $3.3 $0. 4 $66. 3
Prices provided by other external sources (4) (2.7) (31.0) 1.0 0.2 (32.5)
Model ed (6) 7 35.0 (6.4 - 29.3
Tot al $16.1 $48.5 $(2.1) $0.6  $63.1
Not es:
(1) This table reflects $.3 mllion (pre-tax) of net assets that existed at the time of the
Pepco/ Conectiv nerger that are not reflected in PH's consolidated bal ance sheet as of
Sept enber 30, 2004 due to purchase accounting.
(2) Includes all remaining contracts held for proprietary trading.
(3) The forward value of the trading contracts represents positions held prior to the
cessation of proprietary trading. The values were |ocked-in during the exit from
trading and will be realized during the normal course of business through the year 2005.
(4) Prices provided by other external sources reflect infornation obtained fromover-the-
counter brokers, industry services, or nmultiple-party on-line platforms. As of Mrch
2003, Conectiv Energy ceased all proprietary trading activities; however, the market
exposure under certain contracts associated with proprietary trading activities was not
elimnated due to the illiquid market environment to execute such elimnation. These
illiquid contracts will remain in place until they are termnated and their values are
realized.
(5) Includes all SFAS No. 133 hedge activity and non-trading activities marked-to-market
through ACCl or on the |Income Statenment as required. As of the second quarter of 2003,
this category also includes the activities of the 24-Hour Power Desk.
(6) The nodel ed hedge position is a power swap for 50% of Conectiv Energy's POLR obligation

inthe DPL territory. The nodel is used to approximate the forward | oad quantities.
Pricing is derived fromthe broker market.

Contractual Arrangenents with Credit Rating Triggers or Margining Rights

Under certain contractual arrangenents entered into by PH's
subsidiaries in connection with conpetitive energy and other transactions,
the affected conpany may be required to provide cash collateral or letters of
credit as security for its contractual obligations if the credit ratings of
t he applicabl e conpany are downgraded one or nore levels. In the event of a
downgrade, the anmpunt required to be posted woul d depend on the ampunt of the
underlying contractual obligation existing at the tine of the downgrade. As
of Septenber 30, 2004, a one-level downgrade in the credit rating of PH and
all of its affected subsidiaries would have required PH and such
subsidiaries to provide aggregate cash collateral or letters of credit of
approximately up to $144 mllion. An additional amount of approximately $176
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mllion of aggregate cash collateral or letters of credit would have been
required in the event of subsequent downgrades to bel ow i nvest nent grade.

Many of the contractual arrangements entered into by PH's subsidiaries
in connection with conpetitive energy activities include margining rights
pursuant to which the PH subsidiary or a counterparty may request collatera
if the market value of the contractual obligations reaches levels that are in
excess of the credit thresholds established in the applicable arrangenents.
Pursuant to these margining rights, the affected PH subsidiary may receive,
or be required to post, collateral due to energy price nmovenents. As of
Sept enber 30, 2004, Pepco Hol dings' subsidiaries that engaged in conpetitive
energy activities were in receipt of (a net holder of) cash collateral in the
amount of $15.5 million as recorded in connection with their conpetitive
energy activities.

REGULATORY AND OTHER MATTERS
Rel ationship with Mrant Corporation

In 2000, Pepco sold substantially all of its electricity generation
assets to Mrant Corporation, formerly Southern Energy, Inc., pursuant to an
Asset Purchase and Sal e Agreenent. As part of the Asset Purchase and Sal e
Agreenment, Pepco entered into several ongoing contractual arrangements with
Mrant and certain of its subsidiaries (collectively, Mrant). On July 14,
2003, Mrant Corporation and nost of its subsidiaries filed a voluntary
petition for reorgani zation under Chapter 11 of the U S. Bankruptcy Code in
the U S. Bankruptcy Court for the Northern District of Texas (the Bankruptcy
Court).

Dependi ng on the outconme of the matters di scussed bel ow, the Mrant
bankruptcy could have a material adverse effect on the results of operations
of Pepco Hol di ngs and Pepco. However, managenent currently believes that
Pepco Hol di ngs and Pepco currently have sufficient cash, cash flow and
borrowi ng capacity under their credit facilities and in the capital markets
to be able to satisfy any additional cash requirements that have arisen or
may arise due to the Mrant bankruptcy. Accordingly, managenent does not
anticipate that the Mrant bankruptcy will inpair the ability of Pepco
Hol di ngs or Pepco to fulfill their contractual obligations or to fund
projected capital expenditures. On this basis, managenment currently does not
believe that the Mrant bankruptcy will have a material adverse effect on the
financial condition of either conpany.

Transiti on Power Agreenents

For a discussion of the Transition Power Agreenents between Pepco and
Mrant and the amendrment of these agreenments in connection with the Mrant
bankruptcy, see Item 2, Managenent's Di scussion and Anal ysis of Financia
Condition and Results of Operations - Regulatory and Other Matters -

Rel ati onship with Mrant included in Pepco Hol dings' Quarterly Report on Form
10-Q for the quarter ended March 31, 2004.

Power Purchase Agreenents

Under agreenments with FirstEnergy Corp., formerly Chio Edison
(FirstEnergy), and All egheny Energy, Inc., both entered into in 1987, Pepco
is obligated to purchase from FirstEnergy 450 negawatts of capacity and
energy annual ly through Decenber 2005 (the FirstEnergy PPA). Under an
agreenent with Panda-Brandywi ne L.P. (Panda), entered into in 1991, Pepco is
obligated to purchase from Panda 230 negawatts of capacity and energy

95



PEPCO HOLDI NGS

annual Iy through 2021 (the Panda PPA). 1In each case, the purchase price is
substantially in excess of current market prices. As a part of the Asset
Purchase and Sal e Agreenent, Pepco entered into a "back-to-back" arrangenent
with Mrant. Under this arrangenent, Mrant is obligated, anong other
things, to purchase from Pepco the capacity and energy that Pepco is
obligated to purchase under the FirstEnergy PPA and the Panda PPA at a price
equal to the price Pepco is obligated to pay under the PPAs (the PPA-Rel ated
ol i gations).

Pepco Pre-Petition Clains

For a discussion of the clains that Pepco has filed against Mrant with
respect to amounts owed by Mrant to Pepco under the PPAs at the time of the
filing of Mrant's bankruptcy petition and the accounting treatnent of these
clainms, see Item 2, Managenent's Di scussi on and Anal ysis of Fi nanci al
Condition and Results of Operations - Regulatory and Other Matters -

Rel ati onship with Mrant included in Pepco Hol dings' Quarterly Report on Form
10-Q for the quarter ended March 31, 2004.

Mrant's Attenpt to Reject the PPA-Rel ated Obligations

On August 28, 2003, Mrant filed with the Bankruptcy Court a notion
seeki ng authorization to reject its PPA-Related Obligations. Upon notions
filed with the U S. District Court for the Northern District of Texas (the
District Court) by Pepco and the Federal Energy Regul atory Conmi ssion (FERC),
in Cctober 2003, the District Court withdrew jurisdiction over the rejection
proceedi ngs fromthe Bankruptcy Court. |In Decenmber 2003, the District Court
denied Mrant's notion to reject the PPA-Rel ated Obligations. The District
Court's decision was appealed by Mrant and The Oficial Committee of
Unsecured Creditors of Mrant Corporation in the U S. Court of Appeals for
the Fifth Circuit. On August 4, 2004, the Court of Appeals remanded the case
to the District Court saying that it has jurisdiction to rule on the nerits
of Mrant's rejection notion, suggesting that in doing so the court apply a
"nmore rigorous standard" than the business judgnent rule usually applied by
bankruptcy courts in ruling on rejection notions, and noting that there are

ot her "inmportant issues which nust still be resolved before a decision on the
merits would be appropriate.” On Cctober 4, 2004, the District Court issued
an order stating that the District Court will retain jurisdiction over the

matter and invited parties to submt coments on the appropriate standard to
be applied in determ ning whether to grant Mrant's rejection notion. All
parties submtted comrents. On Novenber 3, 2004, the District Court issued
an order stating that the Court concluded that the "separate agreenent" issue
(i.e., whether the PPA-Related Cbligations are severable fromthe Asset
Purchase and Sal e Agreenent) relating to the sale of Pepco's generation
assets should be resolved before the District Court deals further with the

i ssue of the standard to be applied in determ ning whether the notion to
reject should be granted. The order pernits the parties to subnit further
evidentiary material related to the separate agreenment issue.

Pepco is exercising all avail able | egal remedi es and vi gorously opposi ng
Mrant's attenpt to reject the PPA-Related Cbligations in order to protect
the interests of its customers and shareholders. \Wile Pepco believes that
it has substantial |egal bases to oppose the attenpt to reject the
agreenents, the outconme of Mrant's efforts to reject the PPA-Rel ated
bl igations is uncertain.

In accordance with the Bankruptcy Court's order, Mrant is continuing to

performthe PPA-Rel ated Obligations pending the resolution of the ongoing
proceedi ngs. However, if Mrant ultimately is successful in rejecting, and
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is otherwise pernmitted to stop perform ng the PPA-Rel ated Obligations, Pepco
could be required to repay to Mrant, for the period beginning on the
effective date of the rejection (which date could be prior to the date of the
court's order and possibly as early as Septenber 18, 2003) and ending on the
date Mrant is entitled to cease its purchases of energy and capacity from
Pepco, all amounts paid by Mrant to Pepco in respect of the PPA-Rel ated

bl igations, less an anount equal to the price at which Mrant resold the
purchased energy and capacity. Pepco estinmates that the amount it could be
required to repay to Mrant in the unlikely event Septenber 18, 2003, is
deternmined to be the effective date of rejection, is approximtely $118.8
mllion as of Novenber 1, 2004. This repaynment would entitle Pepco to file a
cl ai m agai nst the bankruptcy estate in an anobunt equal to the anmpunt repaid.
M rant has al so asked the Bankruptcy Court to require Pepco to disgorge al
anounts paid by Mrant to Pepco in respect of the PPA-Related Obligations,

| ess an anount equal to the price at which Mrant resold the purchased energy
and capacity, for the period July 14, 2003 (the date on which Mrant filed
its bankruptcy petition) to Septenber 18, 2003, on the theory that Mrant did
not receive value for those payments. Pepco estimtes that the anount it
woul d be required to repay to Mrant on the disgorgenent theory is

approximately $22.5 nillion. Pepco believes a claimbased on this theory
shoul d be entitled to adm ni strative expense status for which conplete
recovery could be expected in the Bankruptcy Court. |f Pepco were required

to repay any such amounts for either period, the paynent woul d be expensed at
the tinme the paynent is nmade. However, Pepco believes that, to the extent
such anounts were not recovered fromthe Mrant bankruptcy estate, the
expensed amounts woul d be recoverabl e as stranded costs from custoners

t hrough distribution rates as described bel ow.

The following are estinmates prepared by Pepco of its potential future
exposure if Mrant's notion to reject its PPA-Related Obligations ultinately
is successful. These estimtes are based in part on current narket prices
and forward price estimtes for energy and capacity, and do not include
financing costs, all of which could be subject to significant fluctuation
The estimates assune no recovery fromthe Mrant bankruptcy estate and no
regul atory recovery, either of which would nmitigate the effect of the
estimated | oss. Pepco does not consider it realistic to assune that there
will be no such recoveries. Based on these assunptions, Pepco estinmates that
its pre-tax exposure as of Novenmber 1, 2004, representing the |loss of the
future benefit of the PPA-Related Obligations to Pepco, is as foll ows:

If Pepco were required to purchase capacity and energy from

Fi rst Energy commenci ng as of Novenber 1, 2004, at the rates provided
in the PPA (with an average price per kilowatt hour of approximtely
6.0 cents) and resold the capacity and energy at market rates
projected, given the characteristics of the FirstEnergy PPA to be
approximately 5.0 cents per kilowatt hour, Pepco estimates that it
woul d cost approximately $9 million for the remminder of 2004, and $33
mllion in 2005, the last year of the FirstEnergy PPA.

If Pepco were required to purchase capacity and energy from Panda
commenci ng as of Novenber 1, 2004, at the rates provided in the PPA
(with an average price per kilowatt hour of approximtely 18.4 cents),
and resold the capacity and energy at nmarket rates projected, given
the characteristics of the Panda PPA, to be approximtely 8.4 cents
per kilowatt hour, Pepco estinmates that it would cost approxi mately
$8 mllion for the remai nder of 2004, $35 million in 2005, and

$35 million in 2006 and approxi mately $35 million to $48 nillion
annual ly thereafter through the 2021 contract termination date.
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The ability of Pepco to recover fromthe Mrant bankruptcy estate in
respect to the Mrant Pre-Petition Obligations and damages if the PPA-Rel ated
bl igations are successfully rejected will depend on whether Pepco's clains
are allowed, the amount of assets available for distribution to creditors and
Pepco's priority relative to other creditors. At the current stage of the
bankruptcy proceeding, there is insufficient information to deternine the
anmount, if any, that Pepco m ght be able to recover fromthe Mrant
bankruptcy estate, whether the recovery would be in cash or another form of
payment, or the tim ng of any recovery.

If Mrant ultimately is successful in rejecting the PPA-Rel ated
bl igations and Pepco's full claimis not recovered fromthe Mrant
bankruptcy estate, Pepco may seek authority fromthe Maryland Public Service
Commi ssion (MPSC) and the District of Columbia Public Service Comr ssion
(DCPSC) to recover its additional costs. Pepco is committed to working with
its regulatory authorities to achieve a result that is appropriate for its
sharehol ders and custonmers. Under the provisions of the settlenment
agreenents approved by the MPSC and the DCPSC in the deregul ati on proceedi ngs
in which Pepco agreed to divest its generation assets under certain
conditions, the PPAs were to becone assets of Pepco's distribution business
if they could not be sold. Pepco believes that, if Mrant ultimtely is
successful in rejecting the PPA-Rel ated Obligations, these provisions would
all ow the stranded costs of the PPAs that are not recovered fromthe Mrant
bankruptcy estate to be recovered from Pepco's customers through its
distribution rates. |If Pepco's interpretation of the settlement agreenents
is confirmed, Pepco expects to be able to establish the amobunt of its
anticipated recovery as a regulatory asset. However, there is no assurance
that Pepco's interpretation of the settlenent agreements would be confirned
by the respective public service conmmi ssions.

If the PPA-Rel ated Obligations are successfully rejected, and there is
no regul atory recovery, Pepco will incur a |oss. However, the accounting
treatment of such a | oss depends on a nunmber of |egal and regulatory factors,
and is not deternminable at this tine.

The SMECO Agr eement

As a term of the Asset Purchase and Sal e Agreenent, Pepco assigned to
Mrant a facility and capacity agreenent with Southern Maryland El ectric
Cooperative, Inc. For a discussion of the status of this agreenment in the
context of the Mrant bankruptcy, see Item 2, Managenent's Di scussion and
Anal ysi s of Financial Condition and Results of Operations - Regulatory and
O her Matters - Relationship with Mrant included in Pepco Hol di ngs
Quarterly Report on Form 10-Q for the quarter ended March 31, 2004.

PHI Potential Earnings Charge Relating to Additional Tax Liability

PH files a consolidated federal income tax return. PHI's federa
income tax liabilities for Pepco |egacy conpanies for all years through 2000,
and for Conectiv | egacy conpanies for all years through 1997, have been
determ ned, subject to adjustnent to the extent of any net operating |oss or
other loss or credit carrybacks from subsequent years. The Internal Revenue
Service (IRS), as part of its normal audit of PHI's inconme tax returns, has
qguesti oned whether PH was entitled to certain tax deductions as the result
of the adoption of a carry-over tax basis for a non-lease financial asset
acquired in 1998 by a subsidiary of PHI. |If the position asserted by the IRS
were to prevail and the deductions were disallowed, PH may be required to
take a charge to earnings for financial reporting purposes due to the
reversal of the tax benefits recognized in prior periods (including years
1998 t hrough 2000, which remain open due to net operating |oss carrybacks).
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At Sept ember 30, 2004, the anmpbunt of this potential charge consisted of
approximately $16.3 nillion reflecting the reversal of the tax benefits and
approximately $3 mllion of estimated interest on the additional taxes owed.
PH is in discussions with the IRS regarding a settlenent of this matter;
however the ultimte outcone and financial effect are not known at this tinme.

Rat e Proceedi ngs

For a discussion of the history of ACE s proceeding filed with the New
Jersey Board of Public Utilities (NJBPU) to increase its electric
distribution rates and Regul atory Asset Recovery Charge (RARC) in New Jersey,
see Item 2, Managenent's Discussion and Anal ysis of Financial Condition and
Results of Operations - Regulatory and Other Matters - Relationship with
M rant included in Pepco Holdings' Quarterly Reports on Form 10-Q for the
quarters ended March 31, 2004 and June 30, 2004. The Ratepayer Advocate and
Staff of the NJBPU filed their briefs in this proceeding in August 2004. The
Rat epayer Advocate's brief supported its earlier proposal of an annual rate
decrease of $4.5 nmllion. The Staff's brief, however, stated for the first
time its position calling for an overall decrease of $10.8 million. Reply
briefs were filed on August 23, 2004. Settlenent discussions between ACE,
the NJBPU Staff and the Ratepayer Advocate have been ongoi ng. ACE cannot
predi ct the outcone of this proceeding.

For a discussion of the history of Phase Il to ACE' s base rate
proceedi ng, see Item 2, Managenent's Di scussion and Anal ysis of Financia
Condition and Results of Operations - Regulatory and Other Mtters -

Rel ati onship with Mrant included in Pepco Hol dings' Quarterly Reports on
Form 10-Q for the quarters ended March 31, 2004 and June 30, 2004. In August
2004, the Ratepayer Advocate filed testinony proposing a cost-sharing
mechanismrelated to the operation and mai ntenance costs of the B. L. England
generating facility and al so proposing the disall owance and/ or conti nued
deferral of approximately $30.7 mllion of previously deferred costs related
to industry restructuring, the divestiture efforts related to the ACE s
fossil generating assets, the arbitration proceeding with an unaffiliated
non-utility generator, and capacity purchases froman affiliate. ACE cannot
predi ct the outcome of this proceeding.

On August 31, 2004, ACE filed requests with the NJBPU proposi ng changes
to its Transition Bond Charge (TBC), its Market Transition Charge - Tax rate
(MTC-Tax), and its Basic Generation Service (BGS) Reconciliation charges.
The net inpact of these rate changes will be a decrease in ACE s annua
revenues of approximately 1.5% All of these rate changes were inplenented
on Cctober 1, 2004.

On COctober 1, 2004, DPL submitted its annual Gas Cost Rate (GCR) filing
to the DPSC. In its filing, DPL seeks to increase its GCR by approxi mately
16.8% in anticipation of increasing natural gas commodity costs. The GCR
which permits DPL to recover its procurenent gas costs through customer
rates, becones effective Novenmber 1, 2004 and is subject to refund pending
evidentiary hearings. A final order is expected in the spring of 2005. DPL
cannot predict the outcone of this proceeding.

Restructuring Deferra

For a discussion of the history of ACE' s restructuring deferra
proceedi ng under the New Jersey Electric Discount and Energy Conpetition Act,
see Item 7, Managenent's Discussion and Analysis of Financial Condition and
Results of Operations - Regulatory and Other Matters - Restructuring Deferra
i ncluded in Pepco Hol dings' Annual Report on Form 10-K/ A for the year ended
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Decenber 31, 2003, and Item 2, Managenent's Di scussion and Anal ysis of

Fi nanci al Condition and Results of Operations - Regulatory and Qther Matters
- Restructuring Deferral included in Pepco Hol dings' Quarterly Report on Form
10-Q for the quarter ended March 31, 2004. In July 2004, the NJBPU i ssued
its final order in the restructuring deferral proceeding. The final order
did not nodify the anount of the disallowances set forth in the sumuary order
i ssued in July 2003, but did provide a rmuch nore detail ed anal ysis of

evi dence and other information relied on by the NJBPU as justification for

t he di sal | owances. ACE believes the record does not justify the |evel of

di sal | owance i nposed by the NJBPU. In August 2004, ACE filed with the
Appel l ate Division of the Superior Court of New Jersey, which hears appeals
of New Jersey adm ni strative agencies, including the NJBPU, a Notice of
Appeal and a Case Information Statenent related to the July 2004 Fina

Deci sion and Order. ACE cannot predict the outcome of this appeal

Standard Offer Service

Di strict of Col unbia

For a history of the Standard Offer Service (SOS) proceedi ng pendi ng
before the DCPSC, see Item 7, Managenent's Di scussion and Anal ysis of
Fi nanci al Condition and Results of Operations - Regulatory and Qther Matters
- Pepco Regul atory Matters included in Pepco Hol di ngs' Annual Report on Form
10-K/ A for the year ended Decenber 31, 2003 and Item 2, Managenent's
Di scussi on and Analysis of Financial Condition and Results of Operations -
Regul atory and OGther Matters - SOS and POLR Proceedi ngs included in Pepco
Hol di ngs' Quarterly Report on Form 10-Q for the quarter ended March 31, 2004
and Item 2, Managenent's Di scussion and Anal ysis of Financial Condition and
Results of Operations - Regulatory and Other Matters - Standard Offer Service
i ncluded in Pepco Hol dings' Quarterly Report on Form 10-Q for the quarter
ended June 30, 2004. In August 2004, the DCPSC i ssued an order adopting
adm ni strative charges for residential, small and | arge comrerci al DC SOS
custoners that are intended to allow Pepco to recover the adm nistrative
costs incurred to provide the SOS supply. The approved adm nistrative
charges include an average margin for Pepco of approximately $0.00248 per
kil owatt hour, cal cul ated based on total sales to residential, small and
| arge comrercial DC SOS customers over the twelve nonths ended Decenber 31,
2003. Because margins vary by custonmer class, the actual average margin over
any given time period will depend on the nunber of DC SOS custonmers from each
custoner class and the |oad taken by such custoners over the tinme period.
The adm ni strative charges will go into effect for Pepco's DC SOS sal es
begi nni ng February 8, 2005. Pepco conpleted the first conpetitive
procurenment process for DC SOS at the end of October and filed the proposed
new SOS rates with the DCPSC on Novenber 3, 2004.

The Transition Power Agreenent (TPA) with Mrant under which Pepco
obtains the DC SOS supply ends on January 22, 2005, while the new SOS supply
contracts with the winning bidders in the conpetitive procurenment process
provi de for supply to begin on February 1, 2005. Pepco wi |l procure power
separately on the spot market to cover the period fromJanuary 23 through
January 31, 2005, before the new DC SCS contracts begin. Consequently, Pepco

will have to pay the difference between the procurement cost of power on the
spot market and the current DC SOS rates charged to customers during the
period from January 23 through January 31, 2005. |In addition, because the

new DC SOS rates do not go into effect until February 8, 2005, Pepco will
have to pay the difference between the procurement cost of power under the
new DC SCS contracts and the current DC SOS rates charged to custoners for
the period from February 1 to February 7, 2005. The anount of the difference
for these periods will depend on spot market power prices during the first
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peri od, weather, and the amount of DC SOS | oad that Pepco is serving. Pepco

estimates that the total anpunt of the difference will be in the range from
approximately $7.6 mllion to approximately $11.4 nmillion. This difference,
however, will be included in the calculation of the Generation Procurenent

Credit (GPC) for DC for the period February 8, 2004 through February 7, 2005.
The GPC provides for a sharing between Pepco's custoners and sharehol ders, on
an annual basis, of any margins, but not |osses, that Pepco earns providing
SOCS in the District of Colunbia during the four-year period from February 8,
2001 through February 7, 2005. When the GPC is cal cul ated, Pepco expects
that the cost difference it will pay after the expiration of the Mrant TPA
and before the new DC SOS rates go into effect will reduce to zero the
mar gi ns earned from February 8, 2004 through February 7, 2005 that otherw se
woul d have been shared between Pepco's custoners and sharehol ders. The
anount of the difference that exceeded such margi ns woul d be recorded on
Pepco's books as a loss. In the event that Pepco were to ultimately realize
a significant recovery fromthe Mrant bankruptcy estate associated with the
TPA, the GPC woul d be recal cul ated, potentially reducing the anount of any

| oss recorded on Pepco's books.

Virginia

Under anendnents to the Virginia Electric Uility Restructuring Act
i mpl enmented in March 2004, DPL is obligated to offer default service to
custoners in Virginia for an indefinite period until relieved of that
obligation by the Virginia State Corporation Conm ssion (VSCC). DPL
currently obtains all of the energy and capacity needed to fulfill its
default service obligations in Virginia under a supply agreement with
Conectiv Energy. Conectiv Energy has served notice that the power supply
agreement will term nate effective Decenber 31, 2004. After conducting a
conpetitive bid procedure, DPL has entered into a new supply agreenment with
Conectiv Energy, which was the | owest bidder, to provide whol esal e power
supply for DPL's Virginia default service custonmers. The new supply
agreenent comrences January 1, 2005 and expires in May 2006. On October
26, 2004, DPL filed an application with the VSCC for approval to increase
the rates that DPL charges its Virginia default service custoners to allow
it to recover its costs for power under the new supply agreenment plus an
adm ni strative charge and an average margi n of approxi mately $0.00179 per
kil owatt hour, cal cul ated based on total sales to residential and non-
residential Virginia default service custonmers over the twelve nonths ended
Decenber 31, 2003. Because margins vary by customer class, the actua
average margin over any given tine period will depend on the nunber of
Virginia default service customers from each custonmer class and the | oad
taken by such custonmers over the tine period. DPL cannot predict the
out come of this proceeding. Contenporaneously, DPL and Conectiv Energy
jointly filed an application with the VSCC under Virginia's Affiliates Act
requesting authorization for DPL to enter into a contract to purchase power
froman affiliate. On October 29, 2004, Conectiv Energy also made a filing
with FERC requesting authorization to enter into a contract to supply power
to an affiliate.

Proposed Shut-Down of B.L. England Generating Station

As di scussed in Item 2, Managenent's Di scussion and Anal ysis of
Fi nanci al Condition and Results of Operations - Regulatory and Qther Matters
- Prelimnary Settlenent Agreenent with NJDEP included in Pepco Hol di ngs
Quarterly Report on Form 10-Q for the quarter ended March 31, 2004, ACE filed
a report in April 2004 with the NJBPU in conpliance with the NJBPU order
i ssued in Septenmber 2003. This report reconmended that the B.L. Engl and
generating plant be shut down in accordance with the ternms of the prelimnary
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settl enment agreement anmong PHI, Conectiv and ACE, the New Jersey Depart nent
of Environmental Protection and the Attorney General of New Jersey. In
letters dated May and Septenber 2004 to the PIJM Interconnection, LLC (PJM,
ACE informed PIJM of its intent, as owner of the B.L. England generating
plant, to retire the entire plant (447 MN on Decenber 15, 2007. PJM has
conpleted its independent analysis to determ ne the upgrades required to
elimnate any identified reliability problens resulting fromthe retirenent
of B.L. England and has reconmended that certain transm ssion upgrades be
installed prior to the sutmer of 2008. ACE s independent assessnent
confirmed that the transm ssion upgrades identified by PIMare the
transm ssi on upgrades necessary to maintain reliability in the Atlantic zone
after the retirenent of B.L. England. The anmount of the costs incurred by
ACE to construct the recomrended transm ssion upgrades that ACE woul d be
permtted to recover fromload serving entities that use ACE s transm ssion
system woul d be subject to approval by FERC. The ampount of construction
costs that ACE would be permitted to recover fromretail ratepayers would be
determ ned in accordance with the treatnment of transmi ssion-related revenue
requirenents in retail rates under the jurisdiction of the appropriate state
regul atory conm ssion. ACE cannot predict how the recovery of such costs
will ultimately be treated by FERC and the state regulatory comm ssions and,
therefore, cannot predict the financial inpact to ACE of installing the
recommended transni ssion upgrades. However, in the event that the NJBPU
makes satisfactory findings and grants ot her requested approvals concerning
the retirenent of B.L. England and approves the construction of the
transm ssi on upgrades required to maintain reliability in the Atlantic zone
after such retirement, ACE expects to begin construction of the appropriate
transm ssi on upgrades while final decisions by FERC and state regul atory
comm ssi ons concerning the methodol ogy for recovery of the costs of such
construction are still pending.

On Novenber 1, 2004, ACE nade a filing with the NJBPU requesting
approval of the transm ssion upgrades required to maintain reliability in the
Atlantic zone after the retirement of B.L. England. Late in Novenber or
shortly thereafter, ACEwill file a request that the NJBPU (i) make a finding
that the retirenment of the B.L. England generating station is prudent and
(ii) approve the categories of costs that will be stranded costs associ ated
with the retirenent, dismantling and remedi ation of B.L. England. ACE cannot
predi ct the outcone of these two proceedings.

Environnmental Matters

For a discussion of environmental matters involving Pepco Hol di ngs
and its subsidiaries, see Item 1, Environnental Mtters - Hazardous
Subst ance Regul ati on included in Pepco Hol di ngs' Annual Report on Form 10-
KI'A for the year ended Decenber 31, 2003 and Item 2, Managenent's
Di scussi on and Analysis of Financial Condition and Results of Operations -
Regul atory and OGther Matters - Prelimnary Settlenent Agreement with NJDEP
i ncluded in Pepco Hol dings' Quarterly Report on Form 10-Q for the quarter
ended March 31, 2004.

The Conprehensive Environnental Response, Conpensation, and Liability
Act of 1980 (CERCLA) authorizes the Environnmental Protection Agency (EPA)
and, indirectly, the states, to issue orders and bring enforcenent actions to
conpel responsible parties to investigate and take renmedi al actions at any
site that is determ ned to present an actual or potential threat to human
heal th or the environnent because of an actual or threatened rel ease of one
or nore hazardous substances. Parties that generated or transported
hazar dous substances to such sites, as well as the owners and operators of
such sites, may be deened |iable under CERCLA. Pepco, DPL and ACE each has
been naned by the EPA or a state environnental agency as a potentially
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responsi ble party at certain contam nated sites. In July 2004, DPL entered
into an Administrative Consent Order with the Maryl and Departnent of the
Environnent (MDE) to perform a Renedial |nvestigation/Feasibility Study
(RI/FS) to further identify the extent of soil, sedinment and ground and
surface water contamination related to former MGP operations at the
Canbridge, Maryland site on DPL-owned property and to investigate the extent
of MGP contam nation on adjacent property. The costs for conpleting the
RI/FS for this site are expected to be approxi mately $150, 000 bet ween 2004
and 2005; however, the costs of cleanup resulting fromthe RI/FS are not
determ nable until the RI/FS is conpleted and an agreenment with respect to
cleanup is reached with the MDE. DPL expects to conplete the RI/FS in the
first quarter of 2005.

CRI TI CAL ACCOUNTI NG POLI CI ES

No material changes to Pepco Hol dings' Critical Accounting Policies
occurred during the third quarter of 2004. Accordingly, for a discussion of
these policies, please refer to Item 7, Managenent's Di scussion and Anal ysis
of Financial Condition and Results of Operations of Pepco Hol di ngs' Annua
Report on Form 10-K/ A for the year ended Decenber 31, 20083.

Rl SK FACTORS
Federal Tax Legislation Affecting Cross-Border Leases

On Cctober 22, 2004, President Bush signed into |law the American Jobs
Creation Act of 2004 (FSC-ETI Bill, H R 4520). This legislation provides,
in part, new passive loss limtation rules that will be applied prospectively
to |l eases (including cross-border |eases) entered into after March 12, 2004
with tax indifferent parties (i.e., nmunicipalities and tax exenpt or
governmental entities). The assets of PCl include a cross-border energy
| ease portfolio with a book value of approximately $1.2 billion at Septenber
30, 2004. Cross-border |leases are |eases by a U S. taxpayer of property
located in a foreign country. All of PCl's cross-border |eases are with tax
indifferent parties and were entered into prior to 2004. Therefore, the
| egislation, as finally enacted, will not affect PCl's existing |eases.

Al though this legislation is prospective in nature, it does not prohibit the
I nternal Revenue Service from chall enging prior |easing transactions.

For information concerning additional risk factors, please refer to
Item 7, Management's Di scussion and Anal ysis of Financial Condition and
Resul ts of Operations in Pepco Hol dings' Annual Report on Form 10-K/ A for the
year ended Decenber 31, 2003.

FORWARD LOOKI NG STATEMENTS

Sonme of the statements contained in this Quarterly Report on Form 10-Q
are forward-|ooking statements within the neani ng of Section 21E of the
Securities Exchange Act of 1934, as anmended, and are subject to the safe
harbor created by the Private Securities Litigation Reform Act of 1995. These
statements include declarations regardi ng Pepco Hol di ngs' intents, beliefs
and current expectations. In some cases, you can identify forward-|ooking
statenents by term nology such as "may," "will," "should," "expects,"

"plans," "anticipates," "believes," "estimtes," "predicts," "potential" or
"continue" or the negative of such terns or other conparable term nology. Any
forward-1| ooking statements are not guarantees of future perfornmance, and
actual results could differ materially fromthose indicated by the forward-

| ooki ng statenents. Forward-|ooking statenments involve estimates,

assunpti ons, known and unknown risks, uncertainties and other factors that
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may cause our or our industry's actual results, levels of activity,
performance or achievenents to be materially different fromany future
results, levels of activity, performance or achi evenents expressed or inplied
by such forward-1ooki ng statenents.

The forward-|ooking statenents contained herein are qualified in their
entirety by reference to the following inportant factors, which are difficult
to predict, contain uncertainties, are beyond Pepco Hol di ngs' control and may
cause actual results to differ materially fromthose contained in forward-
| ooki ng statenents:

Prevailing governnental policies and regulatory actions affecting the
energy industry, including with respect to allowed rates of return,

i ndustry and rate structure, acquisition and di sposal of assets and
facilities, operation and construction of plant facilities, recovery of
purchased power expenses, and present or prospective whol esal e and
retail conpetition;

Changes in and conpliance with environnmental and safety |aws and
pol i ci es;

Weat her condi tions;
Popul ation growm h rates and denographi c patterns;
Conpetition for retail and whol esal e custoners;

Ceneral econonic conditions, including potential negative inpacts
resulting froman econoni c downturn

Gowth in demand, sales and capacity to fulfill denand;

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

Changes in project costs;

Unant i ci pated changes in operating expenses and capital expenditures;

The ability to obtain funding in the capital markets on favorable
t er ms;

Restrictions inmposed by PUHCA

Legal and administrative proceedi ngs (whether civil or crinmnal) and
settlements that influence our business and profitability;

Pace of entry into new narkets;

Vol atility in market demand and prices for energy, capacity and fuel
Interest rate fluctuations and credit market concerns; and

Ef fects of geopolitical events, including the threat of donestic

terrorism

Any forward-| ooki ng statenents speak only as to the date of this
Quarterly Report and Pepco Hol di ngs undertakes no obligation to update any
forward-1| ooking statements to reflect events or circunstances after the date
on whi ch such statenents are nmade or to reflect the occurrence of
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unantici pated events. New factors energe fromtime to tinme, and it is not
possi bl e for Pepco Holdings to predict all of such factors, nor can Pepco
Hol di ngs assess the inpact of any such factor on our business or the extent to
whi ch any factor, or conbination of factors, may cause results to differ
materially fromthose contained in any forward-1|ooking statenent.

Pepco Hol di ngs undertakes no obligation to publicly update or revise any
forward-1ooking statenments, whether as a result of new information, future
events or otherw se. The foregoing review of factors should not be construed
as exhausti ve.
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MANAGEMENT' S DI SCUSSI ON AND ANALYSI S OF FI NANCI AL CONDI TI ON
AND RESULTS OF OPERATI ONS

POTOMAC ELECTRI C PONER COMPANY
OVERVI EW

Pot omac El ectric Power Conpany (Pepco) is engaged in the transm ssion
and distribution of electricity in Washington, D.C. and major portions of
Prince George's and Montgonery Counties in suburban Maryland. Pepco's
service territory covers approximately 640 square mles and has a popul ation
of approximately 2 million. Pepco is a wholly owned subsidiary of Pepco
Hol di ngs, Inc. (Pepco Hol dings or PHI).

For additional information, refer to Item 7, Managenent's Di scussion and
Anal ysis of Financial Condition and Results of Operations of Pepco's Annua
Report on Form 10-K for the year ended Decenber 31, 2003.
RESULTS OF OPERATI ONS

The acconpanying results of operations discussion is for the three
nont hs ended Septenber 30, 2004 conpared to Septenber 30, 2003.

Operati ng Revenue

2004 2003 Change
(Dollars in MI1Ilions)
Regul ated T&D El ectric Revenue $255. 7 $244. 2 $11.5
El ectricity Supply Service Revenue 310.8 268. 2 42. 6
Ot her Electric Revenue 9.0 6.0 3.0
Total Operating Revenue $575. 5 $518. 4

The tabl e above shows the ampunt of operating revenue earned that is
subject to price regulation (regulated and ESS) and that which is not subject
to price regulation (other). Regulated T& (Transm ssion & Distribution)
el ectric revenue consists of the revenue Pepco receives for delivery of energy
to its custoners for which service Pepco is paid regulated rates. Electricity
supply service (ESS) al so known as Standard Offer Service (SOS) consists of
revenue Pepco receives for the procurenent of energy for its custonmers within
the service areas of Pepco. O her revenue includes work and services
performed on behalf of custoners including other utilities, which is not
subject to price regulation. Wrk and services includes nutual assistance to
other utilities, highway relocation, rents, |late paynents, and collection
fees.

Regul ated T&D El ectric Revenue

Regul ated T&D el ectric revenue increased by $11.5 million primarily due
to the following: (i) an $8.3 mllion increase in a county surcharge which is
a pass through to the taxing authority (see Other Taxes); (ii) a $4.5 mllion
i ncrease due to sales growh of 1.0% partially offset by (iii) a $1.0 nmillion
decrease due to the difference in weather. Delivery sales were 7,410,000 MaH,
conpared to 7,334,000 MM for the conparable period in 2003. Cool i ng degree
days decreased 3.2% for the three nonths ended Septenber 30, 2004 conpared to
the sane period in 2003.
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El ectricity Supply Service Revenue

Electricity supply service (ESS) revenue increased by $42.6 nmillion
primarily due to | ower custonmer mgration resulting in a 9.0%increase in MwH
sal es.

At Septenber 30, 2004, 11% of Pepco's Maryl and custoners and 8% of
Pepco's DC custonmers had chosen alternate suppliers. The portion of Pepco's
Maryl and customers served by an alternate supplier represented 33% of Pepco's
total Maryland | oad, and Pepco's DC custoners served by an alternate supplier
represented 34% of Pepco's total DC | oad.

At Sept ember 30, 2003, 16% of Pepco's Maryl and custonmers and 12% of
Pepco's DC custoners had chosen alternate suppliers. The portion of Pepco's
Maryl and custoners served by an alternate supplier represented 29% of Pepco's
total Maryland | oad, and Pepco's DC custoners served by an alternate supplier
represented 45% of Pepco's total DC | oad.

O her Electric Revenue

O her electric revenue increased $3.0 million for the three nonth period
primarily due to increased demands for services from custonmers and ot her
utilities. Related expenses are di scussed under O her Operation and
Mai nt enance.

Oper ati ng Expenses

Fuel and Purchased Energy

El ectric fuel and purchased energy increased by $48.4 mllion to $289.9
mllion for the three nonths ended Septenber 30, 2004, from $241.5 million for
the correspondi ng period in 2003. The increase was primarily due to the
following: (i) $65.9 mllion higher ESS costs resulting froma 9.0%increase
in ESS sales; and (ii) $13.5 mllion higher costs as a result of the
Transiti on Power Agreenents (TPA) settlenent with Mrant (effective October
2003) that increased the price of energy purchased from Mrant. These
increases were partially offset by: (i) $14.5 nillion reserve recorded in
Sept enber 2003 to reflect a potential exposure related to a pre-petition
receivable from Mrant Corp. for which Pepco filed a creditor's claimin the
bankruptcy proceedings; (ii) $15.9 million reduction in the Generation
Procurenent Credit (GPC) which resulted fromthe | ower ESS margin, which in
turn provided | ess custoner sharing; and (iii) $.6 mllion | ower transm ssion
service costs. See the Regulatory and Other Matters - Relationship with
M rant section herein for additional information related to Mrant.

O her Operation and Mi ntenance

O her operation and mai ntenance expenses increased by $6.9 million to
$66.4 mllion for the three nonths ended Septenber 30, 2004, from $59.5
mllion for the corresponding period in 2003. The increase was prinmarily due
tothe following: (i) $3.7 mllion higher electric system mai ntenance costs,

(ii) $2.6 mllion mscellaneous charges billed to custoners (see O her

El ectric Revenue), (iii) $2.4 mllion for uncollectibles, (iv) $1.4 mllion
for severance and incentive costs, (v) $1.0 mllion SOS Adm nistrative
expenses, and (vi) $5.4 million various other itens. These increases were
partially offset by the nonrecurrence of stormcosts of $9.6 million primarily
related to Hurricane |Isabel in Septenber 2003.
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O her Taxes

O her taxes increased by $9.3 nmillion to $72.5 nillion for the three
nont hs ended Septenber 30, 2004, from $63.2 nmillion for the correspondi ng
period in 2003. The increase was prinmarily due to a higher county surcharge
of $7.9 mllion, which is a pass through (see Regul ated El ectric Revenue) and
$.9 mllion for gross receipts tax. The tax rate on the county surcharge
based on kilowatt hours delivered on and after July 1, 2004 increased by
approxi mately 52%

I ncome Tax Expense

Pepco's effective tax rate for the three nonths ended Septenber 30, 2004
was 36.9% as conpared to the federal statutory rate of 35% The nmjor reasons
for this difference were state incone taxes (net of federal benefit) and the
fl owthrough of certain book tax depreciation differences partially offset by
the flowthrough of Deferred Investnent Tax Credits and changes in estimtes
related to tax liabilities of prior tax years subject to audit (which was the
primary reason for the |ower effective tax rate as conpared to 2003).

Pepco's effective tax rate for the three nonths ended Septenber 30, 2003
was 40.5% as conpared to the federal statutory rate of 35% The nmjor reasons
for this difference were state incone taxes (net of federal benefit) and the
fl owthrough of certain book tax depreciation differences partially offset by
the flowthrough of Deferred Investnent Tax Credits and certain renoval costs.

The acconpanying results of operations discussion is for the nine nonths
ended Septenber 30, 2004 conpared to Septenber 30, 2003.

Operating Revenue

2004 2003 Change
(Dollars in MIIions)
Regul ated T&D El ectric Revenue $658. 9 $ 607.1 $51.8
El ectricity Supply Service Revenue 719.6 597.7 121.9
Ot her Electric Revenue 27.8 17.1 10. 7
Total Operating Revenue $1.406.3 $1.221.9

Regul ated T&D El ectric Revenue

Regul ated T&D el ectric revenue increased by $51.8 nmillion primarily due
to the following: (i) a $28.3 mllion increase in a county surcharge pass
through (see Other Taxes); ii) a $12.7 mllion increase due to sales growh
of 4.3% (excluding the effects of weather); and (iii) a $9.9 mllion increase
due to net favorable warnmer weather. Delivery sales were 20,771,000 MaH,
conpared to 19, 909,000 MwmH for the conparable period in 2003. Cooling degree
days increased by 21.1% and heating degree days decreased by 9.7% for the
ni ne nont hs ended Septenber 30, 2004 as conpared to the sanme period in 2003.

El ectricity Supply Service Revenue

El ectricity supply service (ESS) revenue increased by $121.9 mllion due
to | ower custoner migration resulting in a 16.6% i ncrease in kilowatt-hour
sal es.

For a discussion of custoner mgration at Septenber 30, 2004 refer to
the three nonths results of Electricity Supply Service Revenue.
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O her Electric Revenue

O her electric revenue increased $10.7 million primarily due to
i ncreased demands for services fromcustonmers and other utilities for the
nine nonth period (See O her Operation and Mai ntenance).
Oper ati ng Expenses

Fuel and Purchased Energy

El ectric fuel and purchased energy increased by $156.6 mllion to $696.9
mllion for the nine nonths ended Septenber 30, 2004, from $540.3 mllion for
the correspondi ng period in 2003. The increase was primarily due to the
following: (i) $127.1 million higher ESS costs resulting froma 16.6%
increase in ESS sales, (ii) $71.1 mllion higher costs as a result of the TPA
Settlement with Mrant (effective October 2003) that increased the price of
energy purchased fromMrant, and (iii) $3.3 mllion higher transni ssion
service costs. These increases were partially offset by (i) $30.4 mllion
reduction in the GPC which resulted fromthe | ower ESS margin, which in turn
provided | ess customer sharing; and (ii) $14.5 nillion reserve recorded in
Sept enber 2003 to reflect a potential exposure related to a pre-petition
receivable from Mrant Corp. for which Pepco filed a creditor's claimin the
bankruptcy proceedings. See the Regulatory and Other Matters - Relationship
with Mrant section herein for additional information related to Mrant.

Ot her Operation and Mintenance

Ot her operation and mai ntenance expenses increased by $19.8 mllion to
$196.9 mllion for the nine nonths ended Septenber 30, 2004, from $177.1
mllion for the corresponding period in 2003. The increase was prinmarily due
to (i) $11.1 mllion higher electric system mai ntenance costs, (ii) $7.4
mllion of costs related to the increase in niscellaneous charges billed to
customers (see Other Electric Revenue), (iii) $3.7 mllion for increased
professional fees, (iv) $4.6 mllion for uncollectibles, and (v) $2.4 mllion
for various other itens, partially offset by the nonrecurrence of stormcosts
of approximately $9.4 million primarily related to Hurricane |sabel in
Sept enber 2003.

O her Taxes

O her taxes increased by $34.6 million to $187.7 nillion for the nine
nmont hs ended Septenber 30, 2004, from $153.1 mllion for the corresponding
period in 2003. The increase was prinmarily due to $27.6 million higher

county surcharge, which is a pass through (see Regul ated El ectric Revenue),
$3.9 million higher gross receipts tax, $1.1 nmillion county Right-of-Wy fee
adj ustment in 2003, and $.9 mllion higher use tax. The tax rate on the
county surcharge based on kilowatt hours delivered on and after July 1, 2004
i ncreased by approximtely 52%

Gain on Sal e of Asset

Gain on sale of asset of $6.6 mllion represents the sale of land in the
first quarter of 2004.

O her I ncome (Expenses)

O her expenses increased by $4.3 nmllion to a net expense of $55.4
mllion for the nine nonths ended Septenber 30, 2004 from a net expense of
$51.1 million for the corresponding period in 2003. This was prinarily due
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to $2.5 million in lower interest income from Edi son Capital Reserves which
was di ssolved in Decenber 2003, and $.9 mllion of additional finance costs.

I ncome Tax Expense

Pepco's effective tax rate for the nine nonths ended Septenber 30, 2004
was 38.2% as conpared to the federal statutory rate of 35% The mgj or
reasons for this difference were state inconme taxes (net of federal benefit)
and the flowthrough of certain book tax depreciation differences partially
of fset by the flowthrough of Deferred Investnent Tax Credits and certain
renoval costs and changes in estimates related to tax liabilities of prior
tax years subject to audit (which was the primary reason for the | ower
effective tax rate as conpared to 2003).

Pepco's effective tax rate for the nine nonths ended Septenber 30, 2003
was 40.3% as conpared to the federal statutory rate of 35% The mgjor
reasons for this difference were state inconme taxes (net of federal benefit)
and the flowthrough of certain book tax depreciation differences partially
of fset by the flowthrough of Deferred Investnent Tax Credits and certain
renoval costs.

CAPI TAL RESOURCES AND LI QUI DI TY
Fi nanci ng Activity During the Three Mont hs Ended Septenmber 30, 2004

In July 2004, Pepco Hol di ngs, Pepco, DPL and ACE entered into a five-
year credit agreement with an aggregate borrowing limt of $650 million. This
agreenent replaces a $550 million 364-day credit agreement that was entered
into on July 29, 2003. The respective conpanies also are parties to a three-
year credit agreenent that was entered into in July 2003 and terminates in
July 2006 with an aggregate borrowing Iimt of $550 mllion. Pepco Hol di ngs
credit Iimt under these agreenents is $700 mllion and the credit [imt of
each of Pepco, DPL and ACE is the |Iower of $300 million and the maxi mum
amount of short-term debt authorized by the applicable regulatory authority,
except that the aggregate amount of credit utilized by Pepco, DPL and ACE at
any given time under the agreenents may not exceed $500 million. The credit
agreenents primarily serve as a source of liquidity to support the commercia
paper prograns of the respective conpani es. The conpani es can al so borrow
funds for general corporate purposes and issue letters of credit under the
Agreenents. The credit agreenments contain customary financial and ot her
covenants that, if not satisfied, could result in the acceleration of
repayment obligations under the agreenents or restrict the ability of the
conpani es to borrow under the agreenents. Anpong these covenants is the
requi renent that each borrow ng conpany nmaintain a ratio of tota
i ndebt edness to total capitalization of 65%or |ess, conputed in accordance
with the terms of the credit agreements. The credit agreenments also contain a
nunber of customary events of default that could result in the acceleration
of repaynment obligations under the agreements, including (i) the failure of
any borrowi ng conmpany or any of its significant subsidiaries to pay when due,
or the acceleration of certain indebtedness under other borrow ng
arrangenents, (ii) certain bankruptcy events, judgnents or decrees agai nst
any borrow ng conpany or its significant subsidiaries, and (iii) a change in
control (as defined in the credit agreenents) of Pepco Hol dings or the
failure of Pepco Holdings to own all of the voting stock of Pepco, DPL and
ACE.
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I n August 2004, Pepco repurchased 65,000 shares of its $2.28 series, par
val ue $50.00 per share preferred stock at an average price of $45.50 per
share.

In Septenmber 2004, Pepco repurchased 16,400 shares of its $2.28 series
preferred stock, par value $50.00 per share, at an average price of $47.25
per share.

I n Septenber 2004, Pepco redeemed $2.5 million, or 50,000 shares, of its
$3.40 Serial Preferred Stock Series of 1992 pursuant to mandatory sinking
fund provisions.

Capital Requirenents
Constructi on Expenditures

Pepco's construction expenditures for the nine nonths ended
Sept enber 30, 2004 totaled $146.7 million. These expenditures related to
capital costs associated with new custoner services (customer driven),
distribution reliability, and transm ssion

REGULATORY AND OTHER MATTERS
Rel ati onship with Mrant Corporation

In 2000, Pepco sold substantially all of its electricity generation
assets to Mrant Corporation, formerly Southern Energy, Inc., pursuant to an
Asset Purchase and Sal e Agreenent. As part of the Asset Purchase and Sal e
Agreenment, Pepco entered into several ongoing contractual arrangenents with
Mrant and certain of its subsidiaries (collectively, Mrant). On July 14,
2003, Mrant Corporation and nost of its subsidiaries filed a voluntary
petition for reorgani zati on under Chapter 11 of the U.S. Bankruptcy Code in
the U S. Bankruptcy Court for the Northern District of Texas (the Bankruptcy
Court).

Dependi ng on the outconme of the matters di scussed bel ow, the Mrant
bankruptcy could have a material adverse effect on the results of operations
of Pepco Hol di ngs and Pepco. However, nmanagenent currently believes that
Pepco Hol di ngs and Pepco currently have sufficient cash, cash flow and
borrowi ng capacity under their credit facilities and in the capital markets
to be able to satisfy any additional cash requirements that have arisen or
may arise due to the Mrant bankruptcy. Accordingly, managenent does not
anticipate that the Mrant bankruptcy will inmpair the ability of Pepco
Hol di ngs or Pepco to fulfill their contractual obligations or to fund
projected capital expenditures. On this basis, managenment currently does not
believe that the Mrant bankruptcy will have a material adverse effect on the
financial condition of either conpany.

Transition Power Agreenents

For a discussion of the Transition Power Agreenents between Pepco and
Mrant and the amendrment of these agreenments in connection with the Mrant
bankruptcy, see Item 2, Managenent's Di scussion and Anal ysis of Financia
Condition and Results of Operations - Regulatory and Other Matters -

Rel ati onship with Mrant Corporation included in Pepco's Quarterly Report on
Form 10-Q for the quarter ended March 31, 2004.
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Power Purchase Agreenents

Under agreenents with FirstEnergy Corp., fornerly Ohio Edison
(FirstEnergy), and All egheny Energy, Inc., both entered into in 1987, Pepco
is obligated to purchase from FirstEnergy 450 negawatts of capacity and
energy annual ly through Decenber 2005 (the FirstEnergy PPA). Under an
agreenent with Panda-Brandywi ne L. P. (Panda), entered into in 1991, Pepco
is obligated to purchase from Panda 230 nmegawatts of capacity and energy
annual |y through 2021 (the Panda PPA). |In each case, the purchase price is
substantially in excess of current market prices. As a part of the Asset
Purchase and Sal e Agreenment, Pepco entered into a "back-to-back"
arrangenent with Mrant. Under this arrangenent, Mrant is obligated,
anong ot her things, to purchase from Pepco the capacity and energy that
Pepco is obligated to purchase under the FirstEnergy PPA and the Panda PPA
at a price equal to the price Pepco is obligated to pay under the PPAs (the
PPA- Rel ated Obligations).

Pepco Pre-Petition Clains

For a discussion of the clains that Pepco has filed against Mrant with
respect to amounts owed by Mrant to Pepco under the PPAs at the time of the
filing of Mrant's bankruptcy petition and the accounting treatnment of these
clainms, see Item 2, Managenent's Di scussion and Anal ysis of Financia
Condition and Results of Operations - Regulatory and Other Matters -

Rel ati onship with Mrant Corporation included in Pepco's Quarterly Report on
Form 10-Q for the quarter ended March 31, 2004.

Mrant's Attenpt to Reject the PPA-Rel ated Obligations

On August 28, 2003, Mrant filed with the Bankruptcy Court a notion
seeking authorization to reject its PPA-Related Obligations. Upon notions
filed with the U S. District Court for the Northern District of Texas (the
District Court) by Pepco and the Federal Energy Regul atory Conm ssion (FERC)
in October 2003, the District Court withdrew jurisdiction over the rejection
proceedi ngs fromthe Bankruptcy Court. |In Decenmber 2003, the District Court
denied Mrant's notion to reject the PPA-Related Obligations. The District
Court's decision was appealed by Mrant and The Oficial Committee of
Unsecured Creditors of Mrant Corporation in the U S. Court of Appeals for
the Fifth Circuit. On August 4, 2004, the Court of Appeals remanded the case
to the District Court saying that it has jurisdiction to rule on the nerits
of Mrant's rejection notion, suggesting that in doing so the court apply a
"nmore rigorous standard" than the business judgnent rule usually applied by
bankruptcy courts in ruling on rejection notions, and noting that there are

ot her "inmportant issues which nust still be resolved before a decision on the
merits would be appropriate.” On Cctober 4, 2004, the District Court issued
an order stating that the District Court will retain jurisdiction over the

matter and invited parties to submit coments on the appropriate standard to
be applied in determ ning whether to grant Mrant's rejection notion. Al
parties submitted coments. On Novenber 3, 2004, the District Court issued
an order stating that the Court concluded that the "separate agreenment"” issue
(i.e., whether the PPA-Related Cbligations are severable fromthe Asset
Purchase and Sal e Agreenent) relating to the sale of Pepco's generation
assets should be resolved before the District Court deals further with the

i ssue of the standard to be applied in determ ning whether the notion to

rej ect should be granted. The order pernits the parties to subnit further
evidentiary material related to the separate agreement issue.

Pepco is exercising all available | egal remedi es and vigorously opposing
Mrant's attenpt to reject the PPA-Rel ated Obligations in order to protect

113



PEPCO

the interests of its custoners and sharehol ders. Wile Pepco believes that
it has substantial |egal bases to oppose the attenpt to reject the
agreenents, the outcone of Mrant's efforts to reject the PPA-Rel ated

bl igations is uncertain.

In accordance with the Bankruptcy Court's order, Mrant is continuing to
performthe PPA-Rel ated Obligations pending the resolution of the ongoing
proceedi ngs. However, if Mrant ultimately is successful in rejecting, and
is otherwise permitted to stop perform ng the PPA-Rel ated Obligations, Pepco
could be required to repay to Mrant, for the period beginning on the
effective date of the rejection (which date could be prior to the date of the
court's order and possibly as early as Septenber 18, 2003) and ending on the
date Mrant is entitled to cease its purchases of energy and capacity from
Pepco, all amounts paid by Mrant to Pepco in respect of the PPA-Rel ated
bl igations, less an anobunt equal to the price at which Mrant resold the
purchased energy and capacity. Pepco estinmates that the amount it could be
required to repay to Mrant in the unlikely event Septenber 18, 2003, is
determ ned to be the effective date of rejection, is approxi mtely $118.8
mllion as of Novenmber 1, 2004. This repaynment would entitle Pepco to file a
cl ai m agai nst the bankruptcy estate in an anount equal to the anmount repaid.
M rant has al so asked the Bankruptcy Court to require Pepco to disgorge al
anounts paid by Mrant to Pepco in respect of the PPA-Related Obligations,
| ess an anount equal to the price at which Mrant resold the purchased energy
and capacity, for the period July 14, 2003 (the date on which Mrant filed
its bankruptcy petition) to Septenmber 18, 2003, on the theory that Mrant did
not receive value for those payments. Pepco estimtes that the anount it
woul d be required to repay to Mrant on the disgorgenment theory is
approximately $22.5 nillion. Pepco believes a claimbased on this theory
should be entitled to adm nistrative expense status for which conplete
recovery could be expected in the Bankruptcy Court. |f Pepco were required
to repay any such amounts for either period, the paynent would be expensed at
the tine the paynent is made. However, Pepco believes that, to the extent
such amounts were not recovered fromthe Mrant bankruptcy estate, the
expensed amounts woul d be recoverabl e as stranded costs from custoners
t hrough distribution rates as described bel ow.

The following are estimtes prepared by Pepco of its potential future
exposure if Mrant's nmotion to reject its PPA-Related Cbligations ultimtely
is successful. These estimtes are based in part on current market prices
and forward price estimtes for energy and capacity, and do not include
financing costs, all of which could be subject to significant fluctuation.
The estimtes assune no recovery fromthe Mrant bankruptcy estate and no
regul atory recovery, either of which would mtigate the effect of the
estimated | oss. Pepco does not consider it realistic to assune that there
will be no such recoveries. Based on these assunptions, Pepco estinmates that
its pre-tax exposure as of Novenber 1, 2004, representing the |oss of the
future benefit of the PPA-Related Obligations to Pepco, is as follows:

If Pepco were required to purchase capacity and energy from

Fi rst Energy commenci ng as of Novenber 1, 2004, at the rates provided
in the PPA (with an average price per kilowatt hour of approximtely
6.0 cents) and resold the capacity and energy at narket rates
projected, given the characteristics of the FirstEnergy PPA to be
approximately 5.0 cents per kilowatt hour, Pepco estimates that it
woul d cost approximately $9 mllion for the remai nder of 2004, and $33
mllion in 2005, the last year of the FirstEnergy PPA

If Pepco were required to purchase capacity and energy from Panda
commenci ng as of Novenber 1, 2004, at the rates provided in the PPA
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(with an average price per kilowatt hour of approximately 18.4 cents),
and resold the capacity and energy at nmarket rates projected, given
the characteristics of the Panda PPA, to be approximtely 8.4 cents
per kilowatt hour, Pepco estinmates that it would cost approxi mately
$8 mllion for the remmi nder of 2004, $35 million in 2005, and

$35 million in 2006 and approximately $35 nmillion to $48 million
annual |y thereafter through the 2021 contract termnination date.

The ability of Pepco to recover fromthe Mrant bankruptcy estate in
respect to the Mrant Pre-Petition Cbligations and damages if the PPA-Rel ated
bl igations are successfully rejected will depend on whether Pepco's clains
are allowed, the amount of assets available for distribution to creditors and
Pepco's priority relative to other creditors. At the current stage of the
bankruptcy proceeding, there is insufficient information to deternine the
anount, if any, that Pepco m ght be able to recover fromthe Mrant
bankruptcy estate, whether the recovery would be in cash or another form of
payment, or the tim ng of any recovery.

If Mrant ultimately is successful in rejecting the PPA-Rel ated
Cbl i gations and Pepco's full claimis not recovered fromthe M rant
bankruptcy estate, Pepco may seek authority fromthe Maryl and Public Service
Conmi ssion (MPSC) and the District of Colunbia Public Service Com ssion
(DCPSC) to recover its additional costs. Pepco is conmitted to working with
its regulatory authorities to achieve a result that is appropriate for its
shar ehol ders and custoners. Under the provisions of the settlenment
agreenents approved by the MPSC and the DCPSC in the deregul ati on proceedi ngs
in which Pepco agreed to divest its generation assets under certain
conditions, the PPAs were to becone assets of Pepco's distribution business
if they could not be sold. Pepco believes that, if Mrant ultimately is
successful in rejecting the PPA-Rel ated Obligations, these provisions would
all ow the stranded costs of the PPAs that are not recovered fromthe Mrant
bankruptcy estate to be recovered from Pepco's custoners through its
distribution rates. |f Pepco's interpretation of the settlenent agreenents
is confirmed, Pepco expects to be able to establish the anpbunt of its
anticipated recovery as a regulatory asset. However, there is no assurance
that Pepco's interpretation of the settlement agreements would be confirmed
by the respective public service comi ssions.

If the PPA-Rel ated Obligations are successfully rejected, and there is
no regul atory recovery, Pepco will incur a loss. However, the accounting
treatment of such a | oss depends on a nunber of |egal and regulatory factors,
and is not determinable at this tine.

The SMECO Agr eenent

As a term of the Asset Purchase and Sal e Agreenent, Pepco assigned to
Mrant a facility and capacity agreenent with Southern Maryland El ectric
Cooperative, Inc. For a discussion of the status of this agreenent in the
context of the Mrant bankruptcy, see Item 2, Managenent's Di scussion and
Anal ysis of Financial Condition and Results of Operations - Regulatory and
Ot her Matters - Relationship with Mrant Corporation included in Pepco's
Quarterly Report on Form 10-Q for the quarter ended March 31, 2004.

Standard Offer Service

For a history of the Standard O fer Service (SOS) proceedi ng pendi ng
before the DCPSC, see Item 7, Managenent's Di scussion and Anal ysis of
Fi nanci al Condition and Results of Operations - Regulatory Matters included
in Pepco's Annual Report on Form 10-K for the year ended Decenber 31, 2003
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and Item 2, Managenent's Di scussion and Anal ysis of Financial Condition and
Results of Operations - Regulatory and Ot her Matters - SOS Proceedi ngs

i ncluded in Pepco's Quarterly Report on Form 10-Q for the quarter ended

March 31, 2004 and Item 2, Managenent's Di scussion and Anal ysis of Financia
Condition and Results of Operations - Regulatory and QGther Matters - Standard
O fer Service included in Pepco's Quarterly Report on Form 10-Q for the
quarter ended June 30, 2004. In August 2004, the DCPSC i ssued an order
adopting adm ni strative charges for residential, small and | arge comercia
DC SOS custoners that are intended to all ow Pepco to recover the

adm ni strative costs incurred to provide the SOS supply. The approved

adm nistrative charges include an average margin for Pepco of approxi mately
$0. 00248 per kil owatt hour, cal cul ated based on total sales to residential
small and | arge conmercial DC SOS custoners over the twelve nonths ended
Decenber 31, 2003. Because margins vary by custoner class, the actua

average margin over any given tinme period will depend on the number of DC SOS
custoners from each customer class and the | oad taken by such customers over
the time period. The adm nistrative charges will go into effect for Pepco's
DC SOS sal es begi nning February 8, 2005. Pepco completed the first
conpetitive procurenent process for DC SOS at the end of Cctober and filed
the proposed new SOS rates with the DCPSC on Novenber 3, 2004.

The TPA with M rant under which Pepco obtains the DC SOS supply ends on
January 22, 2005, while the new SOS supply contracts with the wi nning bidders
in the conpetitive procurenment process provide for supply to begin on

February 1, 2005. Pepco will procure power separately on the spot market to
cover the period from January 23 through January 31, 2005, before the new DC
SOS contracts begin. Consequently, Pepco will have to pay the difference

bet ween the procurenent cost of power on the spot market and the current DC
SOS rates charged to custoners during the period from January 23 through
January 31, 2005. |In addition, because the new DC SOS rates do not go into
effect until February 8, 2005, Pepco will have to pay the difference between
the procurenent cost of power under the new DC SOS contracts and the current
DC SOS rates charged to customers for the period from February 1 to

February 7, 2005. The amount of the difference for these periods will depend
on spot market power prices during the first period, weather, and the anount
of DC SOS | oad that Pepco is serving. Pepco estimates that the total anount
of the difference will be in the range fromapproximately $7.6 mllion to
approximately $11.4 million. This difference, however, will be included in
the cal culation of the Generation Procurenent Credit (GPC) for DC for the
peri od February 8, 2004 through February 7, 2005. The GPC provides for a
sharing between Pepco's custoners and sharehol ders, on an annual basis, of
any margins, but not |osses, that Pepco earns providing SOS in the District
of Col unbia during the four-year period from February 8, 2001 through
February 7, 2005. Wen the GPC is cal cul ated, Pepco expects that the cost
difference it will pay after the expiration of the Mrant TPA and before the
new DC SOS rates go into effect will reduce to zero the margi ns earned from
February 8, 2004 through February 7, 2005 that otherw se would have been
shared between Pepco's custoners and sharehol ders. The amount of the

di fference that exceeded such nmargi ns woul d be recorded on Pepco's books as a
loss. In the event that Pepco were to ultimately realize a significant
recovery fromthe Mrant bankruptcy estate associated with the TPA, the GPC
woul d be recal cul ated, potentially reducing the amount of any | oss recorded
on Pepco' s books.
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CRI TI CAL ACCOUNTI NG PCLI CI ES

No material changes to Pepco's Critical Accounting Policies occurred
during the third quarter of 2004. Accordingly, for a discussion of these
policies, please refer to Item 7, Managenent's Di scussi on and Anal ysis of
Fi nanci al Condition and Results of Operations of Pepco's Annual Report on
Form 10-K for the year ended December 31, 2003.

FORWARD LOOKI NG STATEMENTS

Sone of the statements contained in this Quarterly Report on Form 10-Q
are forward-|ooking statenents within the neani ng of Section 21E of the
Securities Exchange Act of 1934, as anmended, and are subject to the safe
harbor created by the Private Securities Litigation Reform Act of 1995. These
statements include declarations regarding Pepco's intents, beliefs and
current expectations. In some cases, you can identify forward-I|ooking
statements by term nol ogy such as "may," "will," "should,"” "expects,"
"plans," "anticipates,"” "believes," "estimtes,"” "predicts," "potential" or
"continue" or the negative of such terns or other conparable term nol ogy. Any
forward-1| ooking statenments are not guarantees of future performance, and
actual results could differ naterially fromthose indicated by the forward-
| ooki ng statenents. Forward-|ooking statenents involve estinmates,
assunpti ons, known and unknown risks, uncertainties and other factors that
may cause our or our industry's actual results, levels of activity,
performance or achievenents to be materially different fromany future
results, levels of activity, performance or achi evenents expressed or inplied
by such forward-I|ooking statenents.

The forward-1ooking statenments contained herein are qualified in their
entirety by reference to the following inportant factors, which are difficult
to predict, contain uncertainties, are beyond Pepco's control and may cause
actual results to differ materially fromthose contained in forward-| ooking
statenents:

Prevailing governmental policies and regulatory actions affecting the
energy industry, including with respect to allowed rates of return,

i ndustry and rate structure, acquisition and di sposal of assets and
facilities, operation and construction of plant facilities, recovery of
pur chased power expenses, and present or prospective whol esal e and
retail conpetition;

Changes in and conpliance with environnental and safety |aws and
poli ci es;

Weat her conditi ons;
Popul ation growt h rates and denmographi c patterns;
Conpetition for retail and whol esal e customers;

CGeneral econonic conditions, including potential negative inpacts
resulting froman econon ¢ downt urn;

Gowth in demand, sales and capacity to fulfill demand
Changes in tax rates or policies or in rates of inflation

Changes in project costs;

117



PEPCO
Unant i ci pated changes in operating expenses and capital expenditures;

The ability to obtain funding in the capital markets on favorable
t er ms;

Restrictions inmposed by PUHCA

Legal and administrative proceedi ngs (whether civil or crinmnal) and
settlements that influence our business and profitability;

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

Ef fects of geopolitical events, including the threat of donestic
terrorism

Any forward-| ooking statenents speak only as to the date of this
Quarterly Report and Pepco undertakes no obligation to update any forward-
| ooki ng statenents to reflect events or circunstances after the date on which
such statenents are nade or to reflect the occurrence of unanticipated
events. New factors emerge fromtinme to time, and it is not possible for
Pepco to predict all of such factors, nor can Pepco assess the inpact of any
such factor on our business or the extent to which any factor, or conbination
of factors, may cause results to differ materially fromthose contained in
any forward-|ooking statenent.

Pepco undertakes no obligation to publicly update or revise any forward-
| ooki ng statenents, whether as a result of new information, future events or
ot herwi se. The foregoing review of factors should not be construed as
exhausti ve.
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MANAGEMENT' S DI SCUSSI ON AND ANALYSI S OF FI NANCI AL CONDI T1 ON_ AND
RESULTS OF OPERATI ONS

DELMARVA POVER & LI GHT COVPANY
OVERVI EW

Del marva Power & Light Conpany (DPL) is engaged in the transm ssion and
distribution of electricity in Delaware and portions of Maryland and Virginia
and provides gas distribution service in northern Delaware. DPL's electricity
distribution service territory covers approximtely 6,000 square mles and has
a popul ation of approximately 1.25 million. DPL's natural gas distribution
service territory covers approximately 275 square mles and has a popul ation
of approximtely 523,000. DPL is a wholly owned subsidiary of Conectiv, which
is wholly owned by Pepco Hol dings, Inc. (Pepco Holdings or PHI).

In March 2004, Virginia anended its Electric Utility Restructuring Act to
extend the rate freeze provisions applicable to DPL's rates for both provider
of last resort (POLR) supply and distribution. The rate freezes, previously
schedul ed to expire on July 1, 2007, were extended to Decenber 31, 2010,
except that one change in base rates can be proposed by DPL prior to July 1,
2007, and one additional change in base rates can be proposed by DPL between
that date and Decenber 31, 2010. Additionally, rates nmay be increased to
reflect increased purchased power costs, increased taxes, or increased costs
to conply with environnmental or reliability requirenents.

The Virginia Electric UWility Restructuring Act obligates DPL to offer
POLR service during the period that rates are frozen and thereafter, unti
relieved of that obligation by the Virginia State Corporation Commi ssion
(VSCC) .

For additional information, refer to Item 7, Managenent's Di scussion and
Anal ysis of Financial Condition and Results of Operations of DPL's Annua
Report on Form 10-K/ A for the year ended Decenber 31, 2003.

RESULTS OF OPERATI ONS

The Results of Operations discussion section belowis presented only for
the nine nonths ended Septenber 30, 2004 and 2003, in accordance with Genera
Instruction H(2)(a). O her than the disclosures below, information under this
item has been onitted in accordance with General Instruction Hto the
Form 10- Q

El ectric Operating Revenue

2004 2003 Change
(Dollars in MIIions)
Regul ated T&D El ectric Revenue $283.9 $296. 1 $(12.2)
El ectricity Supply Services Revenue 494.8 483.7 11.1
O her Electric Revenue 15.6 53. 3 (37.7)
Total Electric Operating Revenue $794. 3 $833.1
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The tabl e above shows the anpbunts of operating revenue earned that is
subject to price regulation (regulated T&D electric revenue and electricity
supply service revenue) and that which is not subject to price regulation
(other electric revenue). Regulated T& (Transm ssion & Distribution)
el ectric revenue includes revenue DPL receives for delivery of energy to its
custoners. Electricity supply service (ESS), also known as Standard Offer
Service (SOS) in Maryland and Provider of Last Resort (POLR) in Del aware,

i ncl udes revenue DPL receives for the procurenent of energy for its custoners
within the service areas of DPL. O her revenue includes work and services
performed on behal f of custoners including other utilities, which is not
subject to price regulation. Wrk and services includes nutual assistance to
other utilities, highway relocation, rents, |late paynents, and collection

f ees.

Regul ated T&D El ectric Revenue

The $12.2 mllion decrease in regulated T&D el ectric revenue was
primarily due to the follow ng unfavorable variances: (i) $3.6 mllion
related to unbilled revenue and industrial custoner adjustments, (ii) $3.9
mllion other sales and rate variances, (iii) $2.1 million related to a
transition charge that ended in 2003, and (iv) $1.9 million | ower industrial
sales. Delivered sales for the nine nonths ended Septenber 30, 2004 were
10, 674, 000 MwmH conpared to 10, 796,000 MwvH for the conparable period in 2003.
Cool i ng degree days increased by 2.3% and heati ng degree days decreased by
8.4% for the nine nonths ended Septenber 30, 2004 conpared to the sane period
in 2003.

Electricity Supply Service

The $11.1 nmillion increase in ESS revenue prinarily resulted fromthe
following: (i) $22.8 million due to higher energy costs; offset by (ii) $4.3
mllion primarily due to lower industrial sales, (iii) $3.6 mllion
unf avorabl e unbilled revenue adjustnment; and (iv) $2.5 mllion of |ower
revenue due to Maryl and custoner mgration

At Septenber 30, 2004, DPL's Del aware custoners serviced by an
alternative supplier represented 6% of DPL's total Delaware | oad and DPL's
Maryl and custonmers served by alternative suppliers represented 23% of DPL's
total Maryland | oad. At Septenber 30, 2003, the DPL's Del aware custoners
serviced by an alternative supplier represented 6% of DPL's total Del aware
|l oad and DPL's Maryl and custoners served by alternative suppliers represented
10% of DPL's total Maryland | oad.

O her Electric Revenue

The $37.7 million decrease in other electric revenues was primarily due
to a $32.6 mllion decrease in sales to Del aware Minicipal Electric
Corporation (DMEC) due to DPL's contracts with DMEC expiring at year-end
2003. Correspondi ng fuel and purchased energy costs were al so reduced with
the expiration of the DMEC contract.

Gas Operating Revenue

2004 2003 Change
(Dollars in MI1Ilions)
Regul at ed Gas Revenue $127.1 $115. 4 $11.7
O her Gas Revenue 46.7 28.9 17.8
Total Gas Operating Revenue $173. 8 $144. 3
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The tabl e above shows the anpbunts of gas revenue from sources that were
subject to price regulation (regulated gas revenue) and that were generally
not subject to price regulation (other gas revenue). Regulated gas revenue
i ncludes on-system natural gas sales and the transportation of natural gas
for custoners. O her Gas Revenue includes off-system gas sales and the
resal e of excess gas or system capacity.

Regul at ed Gas Revenue

The $11.7 million increase in Regul ated gas revenue primarily resulted
fromthe following: (i) a $17.1 nillion increase in the Gas Cost Rate
effective Novenber 1, 2003; (ii) a $6.5 mllion increase in Gas base rates

effective Decenber 9, 2003; (iii) partially offset by a $9.4 nillion decrease
due to 2003 being significantly colder than normal wi nter weather and $2.5
mllion of other decreases. For the nine nonths ended Septenber 30, 2004, gas
sal es were 15, 357,284 ncf as conpared to 17,006, 246 ncf for the conparable
period in 2003. Heating degree days for the nine nonths ended Septenber 30,
2004 were 1% above normal and the heating degree days for the conparable
period in 2003 were 16% above nor nal

O her Gas Revenue

The $17.8 million increase in O her Gas Revenue is largely related to an
increase in off-system sales revenues of $18 nmillion. The gas sold off-system
was nmade avail abl e by unfavorabl e warner w nter weather and, as a result,
reduced custonmer demand. Fuel costs, however, increased to offset the off-
syst em sal es.

Operati ng Expenses

Fuel and Purchased Energy

Fuel and purchased energy decreased by $32.7 nmillion to $518.7 million
for the nine months ended Septenber 30, 2004, from $551.4 million for the
correspondi ng period in 2003 due primarily to the expiration of the DVEC
contract of $32.6 nmillion as nentioned in other electric revenue above.

Gas Purchased

Total gas purchased increased by $26.2 mllion to $126.9 mllion for the
ni ne nont hs ended Septenber 30, 2004, from $100.7 mllion for the
correspondi ng period in 2003. Regul ated gas purchased primarily resulted from
the following: (i) a net $23.4 nillion increase (substantially offset in
revenue) fromthe settlenent of financial hedges (entered into as part of
DPL's regul ated Natural Gas Hedge program), (ii) offset by a $12.3 million
decrease in system purchases due to warner weather and nore natural gas
wi thdrawn from storage partially net of higher unit combdity costs. In
addi tion, other gas purchased increased by $15.3 mllion due to the increase
in sales volune.
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DPL

O her Operation and Mii ntenance

O her Operation and Mai ntenance decreased by $8.3 million to $129.8
mllion for the nine nonths ended Septenber 30, 2004, from $138.1 mllion for
the nine nonths ended Septenber 30, 2003. The decrease primarily resulted
from (i) $3 mllion lower IT systems costs, (ii) approximately $2.5 million
increnental stormcosts related to Hurricane |Isabel in Septenmber 2003, (iii)
$1 million lower uncollectible expense, and (iv) $1.8 mllion other various
cost reductions.

O her Taxes

Ot her Taxes decreased by $8.6 mllion to $18.7 million for the nine
nont hs ended Septenmber 30, 2004, from $27.3 million for the nine nonths ended
Sept enber 30, 2003. The decrease primarily resulted froma tax expense true-
up in June 2004 for property taxes.

O her I nconme (Expenses)

O her expenses decreased by $2.6 million to a net expense of $21.9
mllion for the nine nmonths ended Septenber 30, 2004, from a net expense of
$24.5 nmillion for the nine nonths ended Septenber 30, 2003. This decrease is
primarily due to the following: (i) $5.0 mllion decrease in interest charges
due to a reduction in long-termdebt; partially offset by (ii) $1.7 million
increase in short-terminterest charges; and (iii) $1.1 mllion increase in
i nterest expense due to the inplenentation of FAS 150, which required a
change in the designation for DPL's trust preferred securities.

I ncome Tax Expense

DPL's effective tax rate for the nine nonths ended Septenber 30, 2004
was 41.9% as conpared to the federal statutory rate of 35% The mmjor
reasons for this difference were state inconme taxes (net of federal benefit),
changes in estimates related to tax liabilities of prior tax years subject to
audit and the flowthrough of certain book tax depreciation differences
(which was the primary reason for the higher effective tax rate as conpared
to 2003) partially offset by the flowthrough of Deferred | nvestnent Tax
Credits.

DPL's effective tax rate for the nine nonths ended Septenber 30, 2003
was 39.4% as conpared to the federal statutory rate of 35% The mmjor
reasons for this difference were state incone taxes (net of federal benefit)
partially offset by the flowthrough of Deferred Investnment Tax Credits.
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ACE

MANAGEMENT' S DI SCUSSI ON AND ANALYSI S OF FI NANCI AL CONDI TI ON AND
RESULTS OF OPERATI ONS

ATLANTI C CI TY ELECTRI C COVPANY
OVERVI EW

Atlantic City Electric Conpany (ACE) is engaged in the generation
transm ssion and distribution of electricity in southern New Jersey. ACE' s
service territory covers approximately 2,700 square mles and has a
popul ati on of approximately 995, 000. ACE is a wholly owned subsidiary of
Conectiv, which is wholly owned by Pepco Hol di ngs, Inc. (Pepco Hol di ngs or
PHI ).

For additional information, refer to Item 7, Managenent's Di scussion and
Anal ysis of Financial Condition and Results of Operations of ACE' s Annua
Report on Form 10-K/ A for the year ended Decenber 31, 2003.

RESULTS OF OPERATI ONS

The Results of Operations discussion section belowis presented only for
the ni ne nmont hs ended Septenber 30, 2004 and 2003, in accordance with Genera
Instruction H(2)(a). Oher than the disclosures below, information under this
item has been onmitted in accordance with General Instruction Hto the Form
10-Q

Operati ng Revenue

2004 2003 Change
(Dollars in MI1Ilions)
Regul ated T&D El ectric Revenue $276. 2 $272. 7 $ 3.5
El ectricity Supply Service Revenue 767.5 671.2 96. 3
Ot her Electric Revenue 15.1 24.6 (9.5)
Total Operating Revenue $1, 058. 8 $968. 5

The tabl e above shows the anpunts of operating revenue earned that is
subject to price regulation (regulated T& electric revenue and electricity
supply service revenue) and that which is not subject to price regulation
(other electric revenue). Regulated T& (Transm ssion & Distribution)
el ectric revenue includes revenue ACE receives for delivery of energy to its
custoners. Electricity supply service revenue (ESS) al so known as Basic
Generation Service (BGS) includes revenue ACE receives for the procurenent of
energy for its custoners within the service areas of ACE. Also included in
ESS is revenue fromnon-utility generators (NUGs), transition bond charges
(TBC), nmarket transition charges (MIC) and other restructuring related
revenues (see Deferred Electric Service Cost). Oher revenue includes work
and services performed on behalf of custoners including other utilities,
which is not subject to price regulation. W rk and services includes mutua
assistance to other utilities, highway relocation, rents, |ate paynents, and
col l ection fees.
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ACE

Regul ated T&D El ectric Revenue

The $3.5 nmillion increase in regulated T&D el ectric revenue was
primarily due to the following: (i) $9.5 million of additional delivery
revenue related primarily to increased custoner usage anong residential and
commercial customers; (ii) $1.3 mllion of other favorable delivery revenue
variances, and (iii) partially offset by a decrease in unfavorable mld
wi nter weather related sales revenue of $2.9 million and PJM network
transm ssion revenue of $4.4 mllion. Delivered sales for the nine nonths
ended Septenber 30, 2004 were 7,645,000 MvH conpared to 7,439,000 MwH for the
conpar abl e period in 2003. Cooling degree days increased by .8% and heati ng
degree days decreased by 13.5% for the nine nonths ended Septenber 30, 2004
conpared to the sane period in 2003.

Electricity Supply Service Revenue

ESS revenue is offset in operating expenses and has nini nal earnings
i mpact due to deferral accounting as a result of electric restructuring in
New Jersey. The $96.3 million increase in ESS revenue resulted fromthe
following: (i) $69.9 mllion of higher energy prices in 2004; (ii) $30.3
mllion due to an increase in NUG rates set in August 2003; (iii) $17.0
mllion of transition bond charges due to the securitization of the BL
Engl and power plant in December 2003; partially offset by (iv) $11.8 mllion
of | ower BGS revenue due to an increase in customer mgration and (v) $9.1
mllion of |ower revenue associated with other restructuring initiatives.

At Septenber 30, 2004, ACE' s New Jersey custoners served by an alternate
supplier represented 21% of ACE s total |oad. At Septenber 30, 2003, ACE's
New Jersey custonmers served by an alternate supplier represented 9% of ACE s
total | oad.

Ot her Electric Revenue

The $9.5 nmillion decrease in other electric revenue was primarily due to
a $3.2 mllion fuel oil sale in the first quarter of 2003 and the transfer of
t he Deepwater power plant to Conectiv Energy at the end of 2003, which in
2003 accounted for $5.3 million of ACE s other revenues for the nine nonths
peri od ended Septenber 30, 2003.

Operati ng Expenses

Fuel and Purchased Ener gy

Fuel and purchased energy increased by $35.9 mllion to $641.4 nmillion
for the nine nonths ended Septenber 30, 2004, from $605.5 million for the
ni ne nont hs ended Septenber 30, 2003. This increase was primarily due to
hi gher average costs per KwH and hi gher volunmes of electricity supplied to
custoners due to an increase in average use per customer.

O her Operation and Mi nt enance

O her Operation and Mi ntenance decreased by $12.0 nillion to $143.2
mllion for the nine nonths ended Septenber 30, 2004, from $155.2 mllion for
the ni ne nmont hs ended Septenber 30, 2003. The decrease primarily resulted
from | ower pension costs of $3.6 million in 2004 and increnental stormcosts

of approximately $1 nmillion related to Hurricane |sabel in Septenber 2003.
In addition, costs associated with providing ESS and ot her restructuring
itenms decreased by $5.4 million in 2004 but were offset through the deferra

accounti ng.
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Depreciati on and Anorti zation

Depreciation and anortization expenses increased by $14.6 mllion to
$104.2 mllion for the nine nonths ended Septenber 30, 2004, from $89.6
mllion for the nine nonths ended Septenber 30, 2003 prinmarily due to a $12.2
mllion increase for anortization of bondable transition property as a result
of additional transition bonds issued in Decenber 2003 and due to a $3.4
mllion increase for anortization of a regulatory tax asset related to New
Jersey stranded costs.

Deferred Electric Service Costs

Deferred electric service costs increased by $27.1 mllion to $27.7
mllion for the nine nonths ended Septenber 30, 2004 from$.6 mllion for the
ni ne nont hs ended Septenber 30, 2003. The $27.1 nmillion increase represents a

net over-recovery associated with NUGs, MIC, BGS and other restructuring
itenms. Additionally, the 2003 period contained a $27.5 nillion charge rel ated
to the New Jersey deferral disallowance regarding the procurenent of fuel and
purchased energy. Custoners in New Jersey who do not choose a conpetitive
supplier receive default electricity supply from suppliers selected through
auctions approved by the NJBPU. ACE s rates for the recovery of these costs
are reset annually. On ACE s bal ance sheet a regulatory asset includes an
under-recovery of $110.9 million as of Septenber 30, 2004. This anpunt is net
of a $46.1 nmillion reserve on previously disallowed itenms under appeal

Gain on Sal e of Asset

During the second quarter of 2004, ACE and the City of Vineland, New
Jersey finalized a condemati on settlement under which ACE transferred to the
City of Vineland its distribution assets within the geographical linmts of
the City of Vineland and rel ated custonmer accounts. The transaction resulted
in a pre-tax gain of approximately $14.4 mllion, which is recorded as a
reduction to operating expenses in the line itementitled "gain on sale of
asset" on the consolidated statenments of earnings.

O her I nconme (Expenses)

O her expenses increased by $3.5 million to a net expense of $39.3
mllion for the nine nonths ended Septenber 30, 2004, from a net expense of
$35.8 million for the nine nonths ended Septenber 30, 2003. This increase is
primarily due to the following: (i) $4.3 mllion increase in interest expense
on Transition Bonds issued by ACE Transition Funding due to additiona

transition bonds issued in Decenber, 2003; (ii) $2.1 mllion decrease in
i ncome derived fromcustoners to recover incone tax expense on contributions
in aid of construction; (iii) $.4 mllion decrease in interest income accrued

on the balance for ACE' s deferred electric service costs due to a | ower
interest rate used, effective Septenber 1, 2003; (iv) partially offset by a
$2.8 million decrease in long-termdebt interest expense due to |ower

out standi ng | ong-term debt bal ances for ACE.

I ncome Tax Expense

ACE' s effective tax rate for the nine nonths ended Septenber 30, 2004
was 41.7% as conpared to the federal statutory rate of 35% The mmjor
reasons for this difference were state inconme taxes (net of federal benefit)
and the flowthrough of certain book tax depreciation differences (which was
the primary reason for the higher effective tax rate as conpared to 2003)
partially offset by the flowthrough of Deferred |Investnent Tax Credits.
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ACE' s effective tax rate for the nine nonths ended Septenber 30, 2003
was 39.6% as conpared to the federal statutory rate of 35% The mmjor
reasons for this difference were state incone taxes (net of federal benefit)

partially offset

by the flowthrough of Deferred Investnent Tax Credits.
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ACE FUNDI NG

MANAGEMENT' S DI SCUSSI ON AND ANALYSI S OF FI NANCI AL CONDI T1 ON
AND RESULTS OF OPERATI ONS

ATLANTI C CI TY ELECTRI C TRANSI TI ON FUNDI NG LLC

For the information required by this itemrefer to Item 7, Mnagenent's
Di scussi on and Anal ysis of Financial Condition and Results of Operations of
ACE Fundi ng's Annual Report on Form 10-K for the year ended Decenber 31
2003.

RESULTS OF OPERATI ONS

The Results of Operations discussion section belowis presented only
for the nine nonths ended Septenber 30, 2004 and 2003, in accordance with
Ceneral Instruction H(2)(a). Oher than the disclosures below, informtion
under this item has been omtted in accordance with General Instruction Hto
the Form 10-Q

Operati ng Revenues

Utility revenue increased by $16.3 mllion as a result of the $152
mllion of Transition Bonds issued in Decenber 2003.

Operati ng Expenses
Operating expenses, conprised of anortization of Bondable Transition
Property, interest expense and servicing and adm ni strative expenses

increased by a total of $16.3 million as a result of the $152 mllion of
Transition Bonds issued in Decenber 2003.
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[tem 3. QUANTI TATI VE AND QUALI TATI VE DI SCLOSURES ABOUT MARKET RI SK

Pepco Hol di ngs

As of March 2003, Conectiv Energy ceased all proprietary trading
activities which generally consist of the entry into contracts to take a view
of market direction, capture market price change, and put capital at risk.

PH 's conpetitive energy segnents are no |onger engaged in proprietary

tradi ng; however, the market exposure under certain contracts entered into
prior to cessation of proprietary trading activities was not elim nated due
to the illiquid nmarket environment to execute such elimnation. These
illiquid contracts will remain in place until they are termnated and their
val ues are realized. As of Septenber 30, 2004, approximtely 73% of the
unreal i zed val ue of Conectiv Energy's renmining proprietary trading contracts
will be realized as they mature in 2004.

The conpetitive energy segnents actively engage in commodity risk
managenment activities to reduce their financial exposure to changes in the
val ue of their assets and obligations due to commodity price fluctuations.
Certain of these risk managenent activities are conducted using instrunents
classified as derivatives under SFAS 133. In addition, the conpetitive
energy segnments al so manage conmodity risk with contracts that are not
classified as derivatives. The conpetitive energy segnents' primary risk
managemnment obj ectives are to manage the spread between the cost of fuel used
to operate their electric generation plants and the revenue received fromthe
sal e of the power produced by those plants and nmanage the spread between
retail sales conmmtnents and the cost of supply used to service those
conmitrments in order to ensure stable and known m ni mum cash flows and fix
favorabl e prices and margi ns when they becone available. To a |esser extent,
Conectiv Energy al so engages in market activities in an effort to profit from
short-term geographical price differentials in electricity prices anong
mar kets. PHI collectively refers to these energy market activities,
including its commodity risk management activities, as "other energy
commodi ty" activities and identifies this activity separate fromthat of the
di sconti nued proprietary trading activity.

PH 's ri sk managenent policies place oversight at the senior managenent
| evel through the Corporate Ri sk Managenent Conmittee which has the
responsi bility for establishing corporate conpliance requirenments for the
conpetitive energy segnents' energy nmarket participation. PH uses a val ue-
at-risk (VaR) nodel to assess the market risk of its conpetitive energy
segnments' other energy commdity activities and its remaining proprietary
trading contracts. PHI al so uses other neasures to limt and nonitor risk in
its commodity activities, including linmts on the nom nal size of positions
and periodic loss limts. VaR represents the potential mark-to-nmarket |oss
on energy contracts or portfolios due to changes in narket prices for a
specified tinme period and confidence level. PH estinmtes VaR using a delta-
gamma vari ance/ covariance nodel with a 95 percent, one-tailed confidence
| evel and assuming a one-day holding period. Since VaRis an estimate, it is
not necessarily indicative of actual results that may occur
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Val ue at Ri sk Associated with Energy Contracts
For the Nine Mnths Ended Septenber 30, 2004
(Dollars in MI1Ilions)

VaR for
Proprietary VaR for Energy Conpetitive
Tradi ng Derivative Ener gy
VaR (1) Contracts (2) Activit 3
95% confi dence | evel, one-day
hol di ng period, one-tailed (4)
Peri od end $00 $ 28 $ 4.5
Average for the period $ 0.0 $6.4 $ 4.2
H gh $0.1 $10.1 $ 8.9
Low $ 0.0 $ 2.7 $ 21

Not es
(1) Includes all remaining proprietary trading contracts entered into prior to
cessation of this activity prior to March 2003

(2) Includes all derivative contracts under SFAS No. 133, including proprietary
trading contracts and derivatives associated with other energy comodity
activities.

(3) This columm represents all energy derivative contracts, normal purchase & sales
contracts, nodel ed generation output and fuel requirenents and nodel ed custoner
| oad obligations for both the discontinued proprietary trading activity and the
ongoi ng ot her energy comodity activities.

(4) As VaR calculations are shown in a standard delta or delta/ganma cl osed form 95%
1-day hol ding period 1-tail normal distribution form traditional statistical and
financial methods can be enployed to reconcile prior 10K and 10Q VaRs to the
above approach. In this case, 5-day VaRs divided by the square root of 5 equal 1-
day VaRs; and 99% 1-tail VaRs divided by 2.326 tines 1.645 equal 95% 1-tail VaRs.
Note that these methods of conversion are not valid for converting from5-day or
| ess holding periods to over 1-nmonth hol di ng periods and shoul d not be applied to
"non-standard closed forn VaR cal cul ati ons in any case.

For additional quantitative and qualitative information on the fair
val ue of energy contracts refer to Note 5, Use of Derivatives in Energy and
Interest Rate Hedging Activities in the acconpanying Notes to Consol i dated
Fi nanci al Statenents.

The following table provides information on the estimated electricity
out put of and fuel requirenents for the conpetitive energy segnment's
generation plants that have been economically hedged (which includes the use
of contracts that are classified as cash fl ow hedges under SFAS 133, other
derivative instrunents, and normal purchase and sal es contracts) as of
Sept ember 30, 2004 based on econonmic availability projections.

The conpetitive energy segnents' portfolio of electric generating plants
includes "md-nerit" assets and peaking assets. Md-nerit electric
generating plants are typically conbined cycle units that can quickly change
their negawatt output |evel on an econonmic basis. These plants are generally
operated during tines when demand for electricity rises and power prices are
hi gher. The followi ng table represents an econom ¢ hedge position for a
single point in time and does not reflect the ongoing transactions executed
to carry a bal anced position. The conpetitive energy segnents dynamnically
hedge both the estimated plant output and fuel requirements as the estimted
| evel s of output and fuel needs change.
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The percentages in the table are based on nodel ed volunetric
requi renents using data avail abl e at Septenber 30, 2004.

Generation Assets Econom ¢ Hedgi ng Information
Esti mated Three Cal endar Years

2004 2005 2006
Esti mated Pl ant Qutput Economically Hedged 127% 1) 115% 1) 67%
Esti mated Pl ant Gas Requirenments

Econoni cal | y Hedged (2) 108% 141% 36%
Not es:
(1) Wil e estinated on-peak generation is 100% econom cal | y hedged, Pepco Hol di ngs has

provi der of last resort (POLR) |oad requirenents that are forecasted to exceed, on
average, the dispatch |level of generation in the conpetitive energy segments' plant
portfolio. |In total, the conpetitive energy segnents have installed capacity that exceeds
the level of POLR obligations.

(2) Natural gas is the primary fuel for the nmajority of the md-nerit fleet. Fuel oil is the
primary fuel for the nmgjority of the peaking units.

For additional information concerning market risk, please refer to Item
7A, Quantitative and Qualitative Disclosure About Market Risk in Pepco
Hol di ngs' Annual Report on Form 10-K/ A for the year ended Decenber 31, 2003.

PEECO

For information concerning market risk, please refer to Item 7A
Quantitative and Qualitative Disclosure About Market Risk in Pepco's Annua
Report on Form 10-K for the year ended Decenber 31, 2003.

| NFORMATI ON FOR THI'S I TEM | S NOT REQUI RED FOR DPL, ACE, AND ACE FUNDI NG
AS THEY MEET THE CONDI TI ONS SET FORTH | N GENERAL | NSTRUCTI ON H(1)(a) AND (b)
OF FORM 10- Q AND THEREFORE ARE FILING TH'S FORM W TH A REDUCED FI LI NG FORMAT.

Item 4. CONTROLS AND PROCEDURES

Pepco Hol di ngs, Inc.

Di scl osure controls and procedures are PH 's controls and ot her
procedures that are designed to ensure that information required to be
di scl osed by PH in the reports that it files with or submts to the
Securities and Exchange Commi ssion (the "SEC') under the Securities Exchange
Act of 1934, as anmended (the "Exchange Act") is recorded, processed,
summari zed, and reported, within the tine periods specified in the SEC s
rules and forns. Disclosure controls and procedures include, wthout
limtation, controls, and procedures designed to ensure that information
required to be disclosed by PH in the reports that it files or subnits under
t he Exchange Act is accunul ated and comuni cated to nmanagenent, including the
chi ef executive officer and the chief financial officer, as appropriate to
allow tinmely decisions regarding required disclosure.

Under the supervision, and with the participation, of managenent
i ncludi ng the chief executive officer and the chief financial officer
managenent has eval uated the effectiveness of the design and operation of
PHI 's di scl osure controls and procedures as of Septenber 30, 2004, and, based
upon this evaluation, the chief executive officer and the chief financia
of fi cer have concluded that these controls and procedures are adequate to
ensure that information requiring disclosure is communicated to managenent in
a tinmely manner and reported within the timeframe specified by the SEC s
rul es and forns.
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During the three nonths ended Septenber 30, 2004, there was no change in
PH 's internal control over financial reporting that has materially affected,
or is reasonably likely to materially affect, PH 's internal controls over
financi al reporting.

Pot omac El ectri c Power Conpany

Di scl osure controls and procedures are Pepco's controls and ot her
procedures that are designed to ensure that information required to be
di scl osed by Pepco in the reports that it files with or subnmts to the SEC
under the Exchange Act is recorded, processed, summarized, and reported,
within the tinme periods specified in the SEC s rules and forms. Disclosure
controls and procedures include, without limtation, controls, and procedures
designed to ensure that information required to be disclosed by Pepco in the
reports that it files or submits under the Exchange Act is accumul ated and
communi cated to managenent, including the chief executive officer and the
chief financial officer, as appropriate to allow tinely decisions regarding
required disclosure.

Under the supervision, and with the participation, of nmanagenent
i ncluding the chief executive officer and the chief financial officer
managenent has eval uated the effectiveness of the design and operation of its
di scl osure controls and procedures as of Septenber 30, 2004, and, based upon
this evaluation, the chief executive officer and the chief financial officer
have concl uded that these controls and procedures are adequate to ensure that
informati on requiring disclosure is conmuni cated to managenent in a tinely
manner and reported within the timefrane specified by the SEC s rules and
forms.

During the three nonths ended Septenber 30, 2004, there was no change in
Pepco's internal control over financial reporting that has materially
affected, or is reasonably likely to materially affect, Pepco's interna
controls over financial reporting.

Del marva Power & Light Conpany

Di scl osure controls and procedures are DPL's controls and ot her
procedures that are designed to ensure that information required to be
di sclosed by DPL in the reports that it files with or subnits to the SEC
under the Exchange Act is recorded, processed, summarized, and reported,
within the tinme periods specified in the SEC s rules and forms. Disclosure
controls and procedures include, without limtation, controls, and procedures
designed to ensure that information required to be disclosed by DPL in the
reports that it files or submts under the Exchange Act is accunul ated and
communi cated to managenent, including the chief executive officer and the
chief financial officer, as appropriate to allow tinely decisions regarding
required disclosure.

Under the supervision, and with the participation, of managenent
i ncludi ng the chief executive officer and the chief financial officer
managenment has eval uated the effectiveness of the design and operation of its
di scl osure controls and procedures as of Septenber 30, 2004, and, based upon
this evaluation, the chief executive officer and the chief financial officer
have concl uded that these controls and procedures are adequate to ensure that
i nformation requiring disclosure is comunicated to nmanagement in a tinely
manner and reported within the timefrane specified by the SEC s rules and
forms.

During the three nonths ended Septenber 30, 2004, there was no change in
DPL's internal control over financial reporting that has materially affected,
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or is reasonably likely to materially affect, DPL's internal controls over
financial reporting.

Atlantic City Electric Conpany

Di scl osure controls and procedures are ACE s controls and ot her
procedures that are designed to ensure that information required to be
di sclosed by ACE in the reports that it files with or subnmts to the SEC
under the Exchange Act is recorded, processed, summarized, and reported,
within the tinme periods specified in the SEC s rules and forns. Disclosure
controls and procedures include, without limtation, controls, and procedures
designed to ensure that information required to be disclosed by ACE in the
reports that it files or submts under the Exchange Act is accunul ated and
comuni cated to managenent, including the chief executive officer and the
chief financial officer, as appropriate to allow tinely decisions regarding
required disclosure.

Under the supervision, and with the participation of managenent,
i ncluding the chief executive officer and the chief financial officer
managenment has evaluated the effectiveness of the design and operation of its
di scl osure controls and procedures as of Septenber 30, 2004, and, based upon
this evaluation, the chief executive officer and the chief financial officer
have concl uded that these controls and procedures are adequate to ensure that
information requiring disclosure is conmuni cated to managenent in a tinely
manner and reported within the timefrane specified by the SEC s rules and
forms.

During the three nonths ended Septenber 30, 2004, there was no change in
ACE' s internal control over financial reporting that has materially affected,
or is reasonably likely to materially affect, ACE s internal controls over
financial reporting.

Atlantic City Electric Transition Funding LLC

ACE Funding is an "asset backed issuer" (as defined by Rule 15d-14(g)
under the Exchange Act) and, accordingly, the disclosures required by this
Iltemrelate to matters that, as provided in Rule 15d-15 under the Exchange
Act, do not apply to ACE Fundi ng.

Part |1 OTHER | NFORMATI ON

ltem 1. LEGAL PROCEEDI NGS

Pepco Hol di ngs

M rant Bankruptcy

On July 14, 2003, Mrant and nost of its subsidiaries filed a voluntary
petition for reorganizati on under Chapter 11 of the U S. Bankruptcy Code.
For additional information refer to Managenent's Di scussion and Anal ysis of
Fi nanci al Condition and Results of Operations - Relationship with M rant
Cor por ati on.
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ACE Appeal of New Jersey Deferral Proceeding

I n August 2004, ACE filed with the Appellate Division of the Superior
Court of New Jersey, which hears appeals of New Jersey adninistrative agencies,
i ncluding the New Jersey Board of Public Utilities (NJBPU), a Notice of Appea
and a Case Information Statenent related to the July 2004 Fi nal Decision and
Order issued by the NJBPU in ACE' s restructuring deferral proceeding before the
NJBPU under the New Jersey Electric Discount and Energy Conpetition Act. ACE
cannot predict the outcome of this appeal. For additional information
concerning the New Jersey regulatory proceeding leading up to this appeal
pl ease refer to Management's Di scussion and Anal ysis of Financial Conditions
and Results of Operations - Restructuring Deferral

For further information concerning litigation matters, please refer to
Item 3, Legal Proceedings, of Pepco Hol dings' Annual Report on Form 10-K/A for
the year ended Decenber 31, 2003, and Part 11, Item 1, Legal Proceedings, of
Pepco Hol di ngs' Quarterly Report on Form 10-Q for the quarter ended June 30,
2004.

Pepco

M rant Bankruptcy

On July 14, 2003, Mrant and nost of its subsidiaries filed a voluntary
petition for reorganizati on under Chapter 11 of the U S. Bankruptcy Code.
For additional information refer to Managenent's Di scussion and Anal ysis of
Fi nanci al Condition and Results of Operations - Relationship with Mrant
Cor por ati on.

For further information concerning litigation natters, please refer to
Item 3, Legal Proceedings, of Pepco's Annual Report on Form 10-K for the year
ended Decenber 31, 2003.

Del marva Power & Light Conpany

For information concerning litigation nmatters, please refer to Item 3
Legal Proceedings, of DPL's Annual Report on Form 10-K/ A for the year ended
December 31, 2003, and Part I1, Item 1, Legal Proceedings, of DPL's Quarterly
Report on Form 10-Q for the quarter ended June 30, 2004.

Atlantic City Electric Conpany

In August 2004, ACE filed with the Appellate Division of the Superior
Court of New Jersey, which hears appeals of New Jersey adm nistrative
agenci es, including the New Jersey Board of Public Uilities (NJBPU), a
Notice of Appeal and a Case Informmtion Statenment related to the July 2004
Fi nal Decision and Order issued by the NJBPU in ACE' s restructuring deferra
proceedi ng before the NJPU under the New Jersey Electric Di scount and Energy
Conpetition Act. ACE cannot predict the outcome of this appeal. For
addi tional information concerning the New Jersey regul atory proceeding
| eading up to this appeal, please refer to Note (14), Commi tnments and
Contingencies to the financial statenments included in ACE s Annual Report on
Form 10-K/ A for the year ended Decenber 31, 2003, and Note (4), Conmmtnents
and Contingencies, to the financial statenents included in ACE' s Quarterly
Report on Form 10-Q for the quarter ended March 31, 2004.

For information concerning litigation nmatters, please refer to Item 3

Legal Proceedings, of ACE s Annual Report on Form 10-K/ A for the year ended
Decenber 31, 20083.
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Atlantic City Electric Transition Funding LLC

None.

[tem 2. UNREG STERED SALES OF EQUI TY SECURI TI ES AND USE OF PROCEEDS

(c) Purchases of Equity Securities by the Issuer and Affiliated Purchasers.

Pepco Hol di ngs

None.
Pepco
PURCHASES OF EQUI TY SECURI Tl ES
Total Nunber of Maxi mum Nurber (or
Shares (or Units) Approxinmate Dol l ar
Aver age Purchased as Part Val ue) that
Total Number of Price Paid of Publicly Yet Be Purchased
Shares (or Units) per Share Announced Pl ans Under the Plans or
Peri od Pur chased (or Unit) or Prograns Pr ogr ans
July 1-31, 2004 0 N A N A N A
August 1-31, 2004 65, 000*
shares of
$2.28 Preferred
Series 1965 $45. 50 N A N A
Sept enber 1- 30 16, 400!
shares of
$2.28 Preferred
Series 1965 $47. 25 N A N A
50, 0002
shares of
$3.40 Preferred
Series 1992 $50. 00
Tot al 131, 400 $47. 4307 N A N A

lpurchased in privately negotiated transactions

°Redeened pursuant to sinking fund provisions of the preferred stock

I NFORMATI ON FOR THIS ITEM I S NOT REQUI RED FOR DPL, ACE, AND ACE FUNDI NG
AS THEY MEET THE CONDI TI ONS SET FORTH | N GENERAL | NSTRUCTI ON H(1)(a) AND (b)
OF FORM 10- Q AND THEREFORE ARE FILING THIS FORM W TH A REDUCED FI LI NG FORMAT.

[tem 3. DEFAULTS UPON SENI OR SECURI TI ES

Pepco Hol di ngs

None.
Pepco
None.
| NFORMATION FOR THIS I TEM I S NOT REQUI RED FOR DPL, ACE, AND ACE FUNDI NG

AS THEY MEET THE CONDI TI ONS SET FORTH | N GENERAL | NSTRUCTI ON H(1)(a) AND (b)
OF FORM 10- Q AND THEREFORE ARE FILING THIS FORM W TH A REDUCED FI LI NG FORMAT.
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Item 4. SUBM SSI ON OF MATTERS TO A VOTE OF SECURI TY HOLDERS

Pepco Hol di ngs

None.
Pepco

Ef fective May 21, 2004, the followi ng persons were elected as the
directors of Pepco by the unaninmous witten consent in |ieu of an annua
nmeeti ng of Pepco Hol dings, Inc., the holder of all of the outstandi ng Pepco
comon stock, $.01 par val ue:

Joseph M Ri ghy
Thomas S. Shaw
WlliamJ. Sim
Wlliam T. Torgerson
Andrew W WIIians
Dennis R. Waase

I NFORMATI ON FOR THIS ITEM I S NOT REQUI RED FOR DPL, ACE, AND ACE FUNDI NG
AS THEY MEET THE CONDI TI ONS SET FORTH | N GENERAL | NSTRUCTI ON H(1)(a) AND (b)
OF FORM 10- Q AND THEREFORE ARE FILING THIS FORM W TH A REDUCED FI LI NG FORMAT.

Item 5. OTHER | NFORMATI ON

Pepco Hol di ngs

None.
Pepco

None.
DPL

None.
ACE

None.
ACE Fundi ng

None.

[tem 6. EXHI BI TS

The docunents |isted below are being filed or furni shed on behal f of
Pepco Hol dings, Inc. (PHI), Potomac Electric Power Conpany (Pepco), Del marva
Power & Light Conmpany (DPL), Atlantic City Electric Conpany (ACE) and Atlantic
City Electric Transition Funding LLC (ACE Fundi ng).

Exhi bi t
No. Regi strant (s) Description of Exhibit Ref erence
4 ACE Suppl emrent al | ndenture dated Filed herewth.
August 10, 2004
10.1 PHI Enmpl oynment Agreenent of Anthony J. Filed herewth.

Pepco Kaneri ck
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Exhi bi t

Form of Enpl oyee Non-Qualified Stock

Form of Director Non-Qualified Stock

Form of El ection Regarding Paynment of

Form of Executive and Director Deferred
Conpensati on Pl an Executive Deferral

Form of Restricted Stock Agreenent

Form of Election with Respect to Stock

Statenents Re: Conputation of Ratios
Statements Re: Conputation of Ratios
Statenents Re: Conputation of Ratios
Statenents Re: Conputation of Ratios

Rul e 13a-14(a)/15d-14(a) Certificate

Rul e 13a-14(a)/ 15d-14(a) Certificate

Rul e 13a-14(a)/ 15d-14(a) Certificate

Rul e 13a-14(a)/15d-14(a) Certificate

Rul e 13a-14(a)/15d-14(a) Certificate

Rul e 13a-14(a)/ 15d-14(a) Certificate

Rul e 13a-14(a)/ 15d-14(a) Certificate

Rul e 13a-14(a)/15d-14(a) Certificate

Rul e 13a-14(d)/ 15d-14(d) Certificate

No. Regi strant (s) Description of Exhibit
10. 2 PH
Opti on Agreenent
10. 3 PH
Option Agreenent
10. 4 PH
Di rector Retai ner/ Fees
10.5 PH
Agr eenment
10. 6 PHI For m of Executive |Incentive
Conpensation Plan Participation
Agr eenent
10.7 PH
10. 8 PH
Tax Wt hhol di ng
12.1 PH
12.2 Pepco
12.3 DPL
12. 4 ACE
31.1 PHI
of Chief Executive Oficer
31.2 PHI
of Chief Financial Oficer
31.3 Pepco
of Chief Executive Oficer
31. 4 Pepco
of Chief Financial Oficer
31.5 DPL
of Chief Executive Oficer
31.6 DPL
of Chief Financial Oficer
31.7 ACE
of Chief Executive Oficer
31.8 ACE
of Chief Financial Oficer
31.9 ACE Fundi ng
of Chief Executive Oficer
32.1 PHI

Certificate of Chief Executive Oficer
and Chief Financial Oficer pursuant
to 18 U.S.C. Section 1350
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Filed

Filed

Filed

Filed

Filed

Fil ed

Filed
Filed
Fil ed
Filed
Filed
Filed

Filed

Filed

Filed

Filed

Filed

Filed

Filed

Filed

Ref erence

herew t h.

herew t h.

herew t h.

herew t h.

herew t h.

herew t h.

herewi t h.
herewi t h.
herewi t h.
herew t h.
herewi t h.

herew t h.

herew t h.

herew t h.

herew t h.

herew t h.

herew t h.

herew t h.

herew t h.

herew t h.

Fur ni shed
herew t h.



Exhi bi t

of Chi ef Executive Oficer
nanci al Officer pursuant
Section 1350

of Chi ef Executive Oficer
nanci al Officer pursuant
Section 1350

of Chief Executive Oficer
nanci al O ficer pursuant
Section 1350

No. Regi strant (s) Description of Exhibit
32.2 Pepco Certificate
and Chief Fi
to 18 U.S. C
32.3 DPL Certificate
and Chief Fi
to 18 U.S. C
32. 4 ACE Certificate
and Chief Fi
to 18 U.S. C
32.5 ACE Funding Certificate

and Chi ef Fi
to 18 U.S. C

of Chief Executive Oficer
nanci al O ficer pursuant
Section 1350
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Exhibit 12.1 Statenents Re.

Conput ation of Ratios

PEPCO HOLDI NGS

Ni ne Months Ended

For the Year Ended Decenber 31,

Sept enber 30, 2004 2003 2002 2001 2000 1999
(Dol lar Amounts in MIIlions)
I ncome before extraordinary item (a) $249. 4 $211.1 $220. 2 $192. 3 $369. 1 $256. 7
I ncone tax expense 141.6 65.9 124.1 83.5 341.2 114.5
Fi xed charges:
Interest on | ong-termdebt,
anortization of discount,
prem um and expense (b) 291.3 381.4 227.2 162.0 221.5 200.5
Q her interest 15.3 21.7 21.0 23.8 23.6 23.8
Preferred dividend requirenents
of subsidiaries 2.2 13.9 20. 6 14.2 14.7 17.1
Total fixed charges 308.8 417.0 268.8 200.0 259.8 241. 4
Non-utility capitalized interest (10. 2) (9.9) (2.7) (3.9) (1.8)
I ncome before extraordinary
item incone tax expense,
and fixed charges $699. 8 $683. 8 $603. 2 $473. 1 $966. 2 $610. 8
Total fixed charges, shown above 308.8 417.0 268. 8 200.0 259.8 241. 4
I ncrease preferred stock dividend
requirenents of subsidiaries to
a pre-tax anount 1.2 4.3 11.6 6.2 13.5 7.7
Fi xed charges for ratio
comput ati on $310.0 $421.3 $280. 4 $206. 2 $273.3 $249. 1
Ratio of earnings to fixed charges 2.26 1.62 2.15 2.29 3.54 2.45
(a) Excl udes i nconme and | osses on equity investnents.
(b) I ncl udes distributions on mandatorily redeenabl e preferred securities subsequent to the July 1,

2003 inpl enentati on of SFAS No. 150.
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Exhibit 12.2 Statenents Re. Conputation of Ratios

PEPCO

Ni ne Mont hs Ended

For the Year Ended Decenber 31,

Sept ember 30, 2004 2003 2002 2001 2000 1999
(Dol l'ar Ampunts in MIIlions)
Net incone (a) $ 91.6 $104. 6 $141.2 $192. 3 $369. 1 $256. 7
I ncone tax expense 58. 2 69. 1 79.9 83.5 341.2 114.5
Fi xed charges:
Interest on | ong-termdebt,
anortization of discount,
preni um and expense (b) 60. 6 81.4 112. 2 162.0 221.5 200.5
QG her interest 10.8 16. 2 17.3 23.8 23.6 23.8
Preferred dividend requirenents
of a subsidiary trust - 4.6 9.2 9.2 9.2 9.2
Total fixed charges 71. 4 102. 2 138.7 195.0 254, 3 233.5
Non-utility capitalized interest - - (.2) (2.7) (3.9) (1.8)
I ncorme before extraordinary
item income tax expense, and
fixed charges $221.2 $275.9 $359. 6 $468. 1 $960. 7 $602. 9
Ratio of earnings to fixed charges 3.10 2.70 2.59 2. 40 3.78 2.58
Total fixed charges, shown above 71. 4 102. 2 138.7 195.0 254.3 233.5
Preferred dividend requirenents,
excl udi ng nmandatorily redeemabl e
preferred securities subsequent
to SFAS No. 150 i npl enentati on,
adjusted to a pre-tax anmount 1.5 5.5 7.8 7.2 10. 6 11. 4
Total Fixed Charges and
Preferred Divi dends $ 72.9 $107. 7 $146.5 $202. 2 $264. 9 $244.9
Rati o of earnings to fixed charges
and preferred dividends 3.03 2.56 2.45 2.32 3.63 2.46
(a) Excl udes | osses on equity investnents.
(b) I ncl udes distributions on mandatorily redeemabl e preferred securities subsequent to the July 1,

2003 i npl enent ati on of SFAS No. 150.
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Exhibit 12.3 Statenments Re. Conputation of Ratios

Net i ncome
I ncome tax expense

Fi xed char ges:

Interest on | ong-termdebt,
anortization of discount,
prem um and expense (a)

Q her interest

Preferred dividend requirenents
of a subsidiary trust

Total fixed charges
I ncome before extraordinary

item inconme tax expense, and
fixed charges

Ratio of earnings to fixed charges

Total fixed charges, shown above

Preferred dividend requirenents,
adjusted to a pre-tax anount

Total fixed charges and
preferred divi dends

Ratio of earnings to fixed charges
and preferred dividends

(a) I ncl udes distributions on

DELMARVA PONER & LI GHT COVPANY

Ni ne Mont hs Ended For the Year Ended Decenber 31,
Sept ember 30, 2004 2003 2002 2001 2000 1999
(Dollar Amounts in MIIlions)
$ 56.4 $53. 2 $ 49.7 $200. 6 $141. 8 $142. 2
40.7 36. 4 33.7 139.9 81.5 95.3
24.7 37.2 44.1 68.5 77.1 77.8
1.7 2.7 3.6 3.4 7.5 6.1
- 2.8 5.7 5.7 5.7 5.7
26.4 42. 7 53. 4 77.6 90.3 89.6
$123.5 $132. 3 $136. 8 $418. 1 $313. 6 $327. 1
4.68 3.10 2.56 5.39 3.47 3.65
$ 26.4 $42.7 $ 53.4 $ 77.6 $ 90.3 $ 89.6
1.2 1.7 2.9 6.3 7.7 7.4
$ 27.6 $44. 4 $ 56.3 $839 $ 98.0 $ 97.0
4. 47 2.98 2.43 4.98 3.20 3.37

mandatorily redeemabl e preferred securities subsequent to the July 1,
2003 i npl enent ati on of SFAS No. 150.
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Exhibit 12.4 Statenents Re. Conputation of Ratios

ATLANTI C CI TY ELECTRI C COVPANY

Ni ne Months Ended For the Year Ended Decenber 31,
Sept enber 30, 2004 2003 2002 2001 2000 1999
(Dol lar Ampunts in MIIlions)
I ncome before extraordinary item $ 58.7 $41.5 $ 28.2 $ 75.5 $ 54.4 $ 63.9
I ncome tax expense 41.9 27.3 16. 3 46. 7 36. 7 49. 3
Fi xed charges:
Interest on | ong-termdebt,
anortization of discount,
prem umand expense (a) 47.1 63.7 55.6 62.2 76. 2 60. 6
Q her interest 2.3 2.6 2.4 3.3 4.5 3.8
Preferred dividend requirenents
of subsidiary trusts - 1.8 7.6 7.6 7.6 7.6
Total fixed charges 49. 4 68. 1 65. 6 73.1 88.3 72.0
I ncone before extraordinary
item income tax expense and
fixed charges $150. 0 $136.9 $110. 1 $195.3  $179.4 $185. 2
Ratio of earnings to fixed charges 3.04 2.01 1.68 2. 67 2.03 2.57
Total fixed charges, shown above $ 49.4 $68.1 $ 65.6 $73.1 $ 88.3 $ 72.0
Preferred dividend requirenents
adjusted to a pre-tax anmount 0.3 0.5 1.1 2.7 3.6 3.8
Total fixed charges and
preferred dividends $ 49.7 $ 68.6 $ 66.7 $ 75.8 $ 91.9 $ 75.8
Ratio of earnings to fixed charges
and preferred dividends 3.02 2.00 1.65 2.58  1.95 2. 44
(a) I ncl udes distributions on mandatorily redeemabl e preferred securities subsequent to the July 1,

2003 i npl enent ati on of SFAS No. 150.
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Exhibit 31.1
CERTI FI CATI ON

I, Dennis R Waase, Chairman of the Board, President and Chi ef Executive
O ficer of Pepco Holdings, Inc., certify that:

1. I have reviewed this report on Form 10-Q of Pepco Hol di ngs, Inc.

2. Based on nmy know edge, this report does not contain any untrue statenent of
a material fact or onmit to state a material fact necessary to nake the
statements made, in light of the circunstances under which such statenents
were made, not nisleading with respect to the period covered by this
report;

3. Based on ny knowl edge, the financial statenents, and other financial
information included in this report, fairly present in all materi al
respects the financial condition, results of operations and cash fl ows of
the registrant as of, and for, the periods presented in this report;

4. The registrant's other certifying officer(s) and | are responsible for
est abl i shing and maintaining disclosure controls and procedures (as defined
i n Exchanges Act Rul es 13a-15(e) and 15d-15(e)) for the registrant and
have:

a) Desi gned such di scl osure controls and procedures, or caused such
di scl osure controls and procedures to be designed under our
supervision, to ensure that material information relating to the
registrant, including its consolidated subsidiaries, is made known to
us by others within those entities, particularly during the period in
which this report is being prepared,

b) Eval uated the effectiveness of the registrant's disclosure controls
and procedures and presented in this report our conclusions about the
ef fecti veness of the disclosure controls and procedures, as of the end
of the period covered by this report based on such eval uation; and

c) Disclosed in this report any change in the registrant's interna
control over financial reporting that occurred during the registrant's
nost recent fiscal quarter that has materially affected, or is
reasonably likely to materially affect, the registrant's interna
control over financial reporting; and

5. The registrant's other certifying officer(s) and |I have discl osed, based on
our nost recent evaluation of internal control over financial reporting, to
the registrant's auditors and the audit conmttee of registrant's board of
directors:

a) Al'l significant deficiencies and material weaknesses in the design or
operation of internal control over financial reporting which are
reasonably likely to adversely affect the registrant's ability to
record, process, sumarize and report financial information; and

b) Any fraud, whether or not material, that involves managenment or ot her
enpl oyees who have a significant role in the registrant's interna
control over financial reporting.

Dat e: Novenber 8, 2004 D. R WRAASE
Dennis R. Waase
Chai rman of the Board, President
and Chi ef Executive Oficer
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Exhibit 31.2
CERTI FI CATI ON
I, Joseph M Rigby, Senior Vice President and Chief Financial Oficer of

Pepco Hol dings, Inc., certify that:

1
2.

Dat e:

I have reviewed this report on Form 10-Q of Pepco Hol di ngs, Inc.

Based on nmy know edge, this report does not contain any untrue statenment
of a material fact or omt to state a material fact necessary to make the
statenments made, in light of the circumnmstances under which such statenents
were made, not msleading with respect to the period covered by this
report;

Based on my knowl edge, the financial statenents, and other financial
information included in this report, fairly present in all material
respects the financial condition, results of operations and cash flows of
the registrant as of, and for, the periods presented in this report;

The registrant's other certifying officer(s) and | are responsible for
establishing and mai ntai ning disclosure controls and procedures (as
defined in Exchanges Act Rul es 13a-15(e) and 15d-15(e)) for the registrant
and have:

a) Desi gned such di scl osure controls and procedures, or caused such
di scl osure controls and procedures to be desi gned under our
supervision, to ensure that material information relating to the
registrant, including its consolidated subsidiaries, is made known to
us by others within those entities, particularly during the period in
which this report is being prepared,

b) Eval uated the effectiveness of the registrant's disclosure controls
and procedures and presented in this report our conclusions about the
ef fectiveness of the disclosure controls and procedures, as of the end
of the period covered by this report based on such eval uation; and

c) Di sclosed in this report any change in the registrant's interna
control over financial reporting that occurred during the registrant's
nost recent fiscal quarter that has materially affected, or is
reasonably likely to materially affect, the registrant's interna
control over financial reporting; and

The registrant's other certifying officer(s) and | have discl osed, based on
our nost recent evaluation of internal control over financial reporting, to
the registrant's auditors and the audit conmttee of registrant's board of
directors:

a) Al'l significant deficiencies and material weaknesses in the design or
operation of internal control over financial reporting which are
reasonably likely to adversely affect the registrant's ability to
record, process, sunmarize and report financial information; and

b) Any fraud, whether or not material, that involves management or other
enpl oyees who have a significant role in the registrant's interna
control over financial reporting.

Novenmber 8, 2004 JOSEPH M RI &BY
Joseph M Ri ghy
Seni or Vice President and
Chi ef Financial Oficer
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Exhibit 31.3
CERTI FI CATI ON

I, Dennis R Waase, Chairman of the Board and Chi ef Executive O ficer of

Pot omac El ectric Power Conpany, certify that:

1

Dat e:

I have reviewed this report on Form 10-Q of Potonac El ectric Power
Conpany.

Based on my know edge, this report does not contain any untrue statenent
of a material fact or omt to state a material fact necessary to make the
statenments made, in light of the circumstances under which such statenents
were made, not misleading with respect to the period covered by this
report;

Based on my knowl edge, the financial statenents, and other financial
information included in this report, fairly present in all material
respects the financial condition, results of operations and cash flows of
the registrant as of, and for, the periods presented in this report;

The registrant's other certifying officer(s) and | are responsible for

est abl i shing and mai ntaining disclosure controls and procedures (as
defined in Exchanges Act Rul es 13a-15(e) and 15d-15(e)) for the registrant
and have:

a) Desi gned such di scl osure controls and procedures, or caused such
di scl osure controls and procedures to be designed under our
supervision, to ensure that material information relating to the
registrant, including its consolidated subsidiaries, is made known to
us by others within those entities, particularly during the period in
which this report is being prepared,

b) Eval uated the effectiveness of the registrant's disclosure controls
and procedures and presented in this report our conclusions about the
ef fecti veness of the disclosure controls and procedures, as of the end
of the period covered by this report based on such eval uation; and

c) Disclosed in this report any change in the registrant's interna
control over financial reporting that occurred during the registrant's
nost recent fiscal quarter that has materially affected, or is
reasonably likely to materially affect, the registrant's interna
control over financial reporting; and

The registrant's other certifying officer(s) and | have discl osed, based on
our nost recent evaluation of internal control over financial reporting, to
the registrant's auditors and the audit conmttee of registrant's board of
directors:

a) Al'l significant deficiencies and material weaknesses in the design or
operation of internal control over financial reporting which are
reasonably likely to adversely affect the registrant's ability to
record, process, sumarize and report financial information; and

b) Any fraud, whether or not material, that involves managenment or ot her
enpl oyees who have a significant role in the registrant's interna
control over financial reporting.

Novermber 8, 2004 D. R WRAASE
Dennis R Waase
Chai rman of the Board and
Chi ef Executive O ficer

147



Exhibit 31.4
CERTI FI CATI ON
I, Joseph M Rigby, Senior Vice President and Chief Financial Oficer of

Pot omac El ectric Power Conpany, certify that:

1
2.

Dat e:

I have reviewed this report on Form 10-Q of Potonac El ectric Power Conpany.

Based on nmy knowl edge, this report does not contain any untrue statenent of
a material fact or onit to state a material fact necessary to nake the
statenments made, in light of the circunstances under which such statenents
were made, not misleading with respect to the period covered by this
report;

Based on ny knowl edge, the financial statenents, and other financial
information included in this report, fairly present in all materi al
respects the financial condition, results of operations and cash fl ows of
the registrant as of, and for, the periods presented in this report;

The registrant's other certifying officer(s) and | are responsible for

est abl i shing and maintai ning disclosure controls and procedures (as defined
i n Exchanges Act Rules 13a-15(e) and 15d-15(e)) for the registrant and
have:

a) Desi gned such di scl osure controls and procedures, or caused such
di scl osure controls and procedures to be desi gned under our
supervision, to ensure that material information relating to the
registrant, including its consolidated subsidiaries, is made known to
us by others within those entities, particularly during the period in
which this report is being prepared,

b) Eval uated the effectiveness of the registrant's disclosure controls
and procedures and presented in this report our conclusions about the
ef fectiveness of the disclosure controls and procedures, as of the end
of the period covered by this report based on such eval uation; and

c) Di sclosed in this report any change in the registrant's interna
control over financial reporting that occurred during the registrant's
nost recent fiscal quarter that has materially affected, or is
reasonably likely to materially affect, the registrant's interna
control over financial reporting; and

The registrant's other certifying officer(s) and | have discl osed, based on
our nost recent evaluation of internal control over financial reporting, to
the registrant's auditors and the audit conmttee of registrant's board of
directors:

a) Al'l significant deficiencies and material weaknesses in the design or
operation of internal control over financial reporting which are
reasonably likely to adversely affect the registrant's ability to
record, process, sunmarize and report financial information; and

b) Any fraud, whether or not material, that involves management or other
enpl oyees who have a significant role in the registrant's interna
control over financial reporting.

Novenmber 8, 2004 JOSEPH M RI G&BY
Joseph M Ri ghy
Seni or Vice President and
Chi ef Financial O ficer
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Exhibit 31.5
CERTI FI CATI ON

I, Thomas S. Shaw, President and Chief Executive Oficer of Del marva Power

& Li ght Conpany, certify that:

1
2.

Dat e:

I have reviewed this report on Form 10-Q of Del marva Power & Light Conpany.

Based on nmy knowl edge, this report does not contain any untrue statenent of
a material fact or onit to state a material fact necessary to nake the
statenments made, in light of the circunstances under which such statenents
were made, not misleading with respect to the period covered by this
report;

Based on ny knowl edge, the financial statenents, and other financial
information included in this report, fairly present in all materi al
respects the financial condition, results of operations and cash fl ows of
the registrant as of, and for, the periods presented in this report;

The registrant's other certifying officer(s) and | are responsible for

est abl i shing and maintai ning disclosure controls and procedures (as defined
i n Exchanges Act Rules 13a-15(e) and 15d-15(e)) for the registrant and
have:

a) Desi gned such di scl osure controls and procedures, or caused such
di scl osure controls and procedures to be desi gned under our
supervision, to ensure that material information relating to the
registrant, including its consolidated subsidiaries, is made known to
us by others within those entities, particularly during the period in
which this report is being prepared,

b) Eval uated the effectiveness of the registrant's disclosure controls
and procedures and presented in this report our conclusions about the
ef fectiveness of the disclosure controls and procedures, as of the end
of the period covered by this report based on such eval uation; and

c) Di sclosed in this report any change in the registrant's interna
control over financial reporting that occurred during the registrant's
nost recent fiscal quarter that has materially affected, or is
reasonably likely to materially affect, the registrant's interna
control over financial reporting; and

The registrant's other certifying officer(s) and | have discl osed, based on
our nost recent evaluation of internal control over financial reporting, to
the registrant's auditors and the audit conmttee of registrant's board of
directors:

a) Al'l significant deficiencies and material weaknesses in the design or
operation of internal control over financial reporting which are
reasonably likely to adversely affect the registrant's ability to
record, process, sunmarize and report financial information; and

b) Any fraud, whether or not material, that involves management or other
enpl oyees who have a significant role in the registrant's interna
control over financial reporting.

Novenmber 8, 2004 T. S. SHAW
Thomas S. Shaw
Presi dent and Chi ef Executive O ficer
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Exhibit 31.6
CERTI FI CATI ON
I, Joseph M Rigby, Senior Vice President and Chief Financial Oficer of

Del marva Power & Light Conpany, certify that:

1. | have reviewed this report on Form 10-Q of Del marva Power & Light Conpany.

2. Based on ny know edge, this report does not contain any untrue statenent of
a material fact or omit to state a material fact necessary to make the
statements made, in light of the circunstances under which such statenents
were made, not msleading with respect to the period covered by this report;

3. Based on nmy know edge, the financial statements, and other financia
information included in this report, fairly present in all material respects
the financial condition, results of operations and cash flows of the
regi strant as of, and for, the periods presented in this report;

4. The registrant's other certifying officer(s) and | are responsible for
establ i shing and mai ntai ning disclosure controls and procedures (as defined
i n Exchanges Act Rules 13a-15(e) and 15d-15(e)) for the registrant and have:

a) Desi gned such discl osure controls and procedures, or caused such
di scl osure controls and procedures to be designed under our
supervision, to ensure that material information relating to the
registrant, including its consolidated subsidiaries, is made known to
us by others within those entities, particularly during the period in
which this report is being prepared,

b) Eval uated the effectiveness of the registrant's disclosure controls
and procedures and presented in this report our conclusions about the
ef fecti veness of the disclosure controls and procedures, as of the end
of the period covered by this report based on such eval uation; and

c) Disclosed in this report any change in the registrant's interna
control over financial reporting that occurred during the registrant's
nost recent fiscal quarter that has materially affected, or is
reasonably likely to materially affect, the registrant's interna
control over financial reporting; and

5. The registrant's other certifying officer(s) and | have discl osed, based on
our nost recent evaluation of internal control over financial reporting, to
the registrant's auditors and the audit comrittee of registrant's board of
directors:

a) Al'l significant deficiencies and nmateri al weaknesses in the design or
operation of internal control over financial reporting which are
reasonably likely to adversely affect the registrant's ability to
record, process, sunmarize and report financial information; and

b) Any fraud, whether or not material, that involves managenent or other
enpl oyees who have a significant role in the registrant's interna
control over financial reporting.

Date: Novenber 8, 2004 JOSEPH M RI GBY

Joseph M Ri ghy
Seni or Vice President and
Chi ef Financial Oficer
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Exhibit 31.7
CERTI FI CATI ON
I, WilliamJ. Sim President and Chief Executive Oficer of Atlantic City

El ectric Conpany, certify that:

1
2.

Dat e:

I have reviewed this report on Form 10-Q of Atlantic City Electric Conpany.

Based on nmy knowl edge, this report does not contain any untrue statenent of
a material fact or onit to state a material fact necessary to nake the
statenments made, in light of the circunstances under which such statenents
were made, not misleading with respect to the period covered by this
report;

Based on ny knowl edge, the financial statenents, and other financial
information included in this report, fairly present in all materi al
respects the financial condition, results of operations and cash fl ows of
the registrant as of, and for, the periods presented in this report;

The registrant's other certifying officer(s) and | are responsible for

est abl i shing and maintai ning disclosure controls and procedures (as defined
i n Exchanges Act Rules 13a-15(e) and 15d-15(e)) for the registrant and
have:

a) Desi gned such di scl osure controls and procedures, or caused such
di scl osure controls and procedures to be desi gned under our
supervision, to ensure that material information relating to the
registrant, including its consolidated subsidiaries, is made known to
us by others within those entities, particularly during the period in
which this report is being prepared,

b) Eval uated the effectiveness of the registrant's disclosure controls
and procedures and presented in this report our conclusions about the
ef fectiveness of the disclosure controls and procedures, as of the end
of the period covered by this report based on such eval uation; and

c) Di sclosed in this report any change in the registrant's interna
control over financial reporting that occurred during the registrant's
nost recent fiscal quarter that has materially affected, or is
reasonably likely to materially affect, the registrant's interna
control over financial reporting; and

The registrant's other certifying officer(s) and | have discl osed, based on
our nost recent evaluation of internal control over financial reporting, to
the registrant's auditors and the audit conmttee of registrant's board of
directors:

a) Al'l significant deficiencies and material weaknesses in the design or
operation of internal control over financial reporting which are
reasonably likely to adversely affect the registrant's ability to
record, process, sunmarize and report financial information; and

b) Any fraud, whether or not material, that involves management or other
enpl oyees who have a significant role in the registrant's interna
control over financial reporting.

Novenmber 8, 2004 WLLIAMJ. SIM
WlliamJ. Sim
Presi dent and Chi ef Executive O ficer
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Exhibit 31.8
CERTI FI CATI ON
I, Joseph M Rigby, Chief Financial O ficer of Atlantic City Electric

Conpany, certify that:

1
2.

Dat e:

I have reviewed this report on Form 10-Q of Atlantic City Electric Conpany.

Based on nmy knowl edge, this report does not contain any untrue statenent of
a material fact or onit to state a material fact necessary to nake the
statenments made, in light of the circunstances under which such statenents
were made, not misleading with respect to the period covered by this
report;

Based on ny knowl edge, the financial statenents, and other financial
information included in this report, fairly present in all materi al
respects the financial condition, results of operations and cash fl ows of
the registrant as of, and for, the periods presented in this report;

The registrant's other certifying officer(s) and | are responsible for

est abl i shing and maintai ning disclosure controls and procedures (as defined
i n Exchanges Act Rules 13a-15(e) and 15d-15(e)) for the registrant and
have:

a) Desi gned such di scl osure controls and procedures, or caused such
di scl osure controls and procedures to be designed under our
supervision, to ensure that material information relating to the
registrant, including its consolidated subsidiaries, is made known to
us by others within those entities, particularly during the period in
which this report is being prepared,

b) Eval uated the effectiveness of the registrant's disclosure controls
and procedures and presented in this report our conclusions about the
ef fectiveness of the disclosure controls and procedures, as of the end
of the period covered by this report based on such eval uation; and

c) Di sclosed in this report any change in the registrant's interna
control over financial reporting that occurred during the registrant's
nost recent fiscal quarter that has materially affected, or is
reasonably likely to materially affect, the registrant's interna
control over financial reporting; and

The registrant's other certifying officer(s) and | have discl osed, based on
our nost recent evaluation of internal control over financial reporting, to
the registrant's auditors and the audit conmttee of registrant's board of
directors:

a) Al'l significant deficiencies and material weaknesses in the design or
operation of internal control over financial reporting which are
reasonably likely to adversely affect the registrant's ability to
record, process, sunmarize and report financial information; and

b) Any fraud, whether or not material, that involves management or other
enpl oyees who have a significant role in the registrant's interna
control over financial reporting.

Novenmber 8, 2004 JOSEPH M RI G&BY
Joseph M Ri ghy
Chi ef Financial O ficer
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Exhibit 31.9

CERTI FI CATI ON

I, Thomas S. Shaw, Chairman of Atlantic City Electric Transition Funding
LLC, certify that:

1. I have reviewed this report on Form 10-Q of Atlantic City Electric
Transition Funding LLC and other reports containing distribution
information for the period covered by this report.

2. To the best of nmy know edge, this report and the other reports | have
reviewed do not contain any untrue statenent of a material fact or omt to
state a material fact necessary to make the statenents nmade, in |ight of
the circunstances under which such statenents were made, not nisleading.

3. To the best of nmy know edge, the financial information required to be
provided to the trustee under the governing docunents of the issuer is
included in these reports.

4, To the best of nmy knowl edge, Atlantic City Electric Conpany, the Servicer,
has conplied with its servicing obligations and m ni mum servi cing

st andar ds.
T. S. SHAW
Dat e: Novenber 8, 2004 Thomas S. Shaw
Chai r man
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Exhibit 32.1
Certificate of Chief Executive Oficer and Chief Financial Oficer
of
Pepco Hol di ngs, Inc.
(pursuant to 18 U.S.C. Section 1350)

I, Dennis R Waase, Chairman of the Board, President and Chi ef
Executive O ficer, and I, Joseph M Rigby, Senior Vice President and Chief
Fi nancial O ficer, of Pepco Holdings, Inc., certify that, to the best of ny
know edge, (i) the Quarterly Report on Form 10-Q of Pepco Hol dings, Inc. for
the quarter ended Septenber 30, 2004, filed with the Securities and Exchange
Conmi ssion on the date hereof fully conplies with the requirenents of section
13(a) or 15(d) of the Securities Exchange Act of 1934, as anended, and (ii)
the information contained therein fairly presents, in all material respects,
the financial condition and results of operations of Pepco Hol di ngs, Inc.

Novenmber 8, 2004 D. R WRAASE
Dennis R Waase
Chai rman of the Board, President
and Chi ef Executive Oficer

Novenmber 8, 2004 JOSEPH M RI GBY
Joseph M Ri ghy
Seni or Vice President and
Chi ef Financial O ficer

A signed original of this witten statement required by Section 906 has
been provided to Pepco Holdings, Inc. and will be retai ned by Pepco Hol di ngs,
Inc. and furnished to the Securities and Exchange Commi ssion or its staff
upon request.
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Exhi bit 32.2
Certificate of Chief Executive Oficer and Chief Financial Oficer
of
Pot omac El ectric Power Conpany
(pursuant to 18 U.S.C. Section 1350)

I, Dennis R Waase, Chairman of the Board and Chief Executive Oficer,
and I, Joseph M Rigby, Senior Vice President and Chief Financial Officer, of
Pot omac El ectric Power Conpany, certify that, to the best of ny know edge,

(i) the Quarterly Report on Form 10-Q of Potomac El ectric Power Conpany for
the quarter ended Septenber 30, 2004, filed with the Securities and Exchange
Conmi ssion on the date hereof fully conplies with the requirenents of section
13(a) or 15(d) of the Securities Exchange Act of 1934, as anended, and (ii)
the information contained therein fairly presents, in all material respects,
the financial condition and results of operations of Potomac El ectric Power
Conpany.

Novenber 8, 2004 D. R WRAASE
Dennis R Waase
Chai rman of the Board and
Chi ef Executive O ficer

JOSEPH M RI GBY
November 8, 2004 Joseph M Ri gby
Seni or Vice President and
Chi ef Financial Oficer

A signed original of this witten statenment required by Section 906 has
been provided to Potomac El ectric Power Conpany and will be retai ned by
Pot omac El ectric Power Conpany and furnished to the Securities and Exchange
Conmi ssion or its staff upon request.
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Exhibit 32.3
Certificate of Chief Executive Oficer and Chief Financial Oficer
of
Del marva Power & Light Conpany
(pursuant to 18 U.S.C. Section 1350)

I, Thomas S. Shaw, President and Chi ef Executive Oficer, and I,
Joseph M Righby, Senior Vice President and Chief Financial Oficer, of
Del marva Power & Light Conpany, certify that, to the best of ny know edge,
(i) the Quarterly Report on Form 10-Q of Del marva Power & Light Conpany for
the quarter ended Septenber 30, 2004, filed with the Securities and Exchange
Conmi ssion on the date hereof fully conplies with the requirenents of section
13(a) or 15(d) of the Securities Exchange Act of 1934, as anended, and (ii)
the information contained therein fairly presents, in all material respects,
the financial condition and results of operations of Del marva Power & Light
Conpany.

Novenber 8, 2004 T. S. SHAW
Thomas S. Shaw
Presi dent and Chi ef Executive O ficer

Novenber 8, 2004 JOSEPH M Rl GBBY
Joseph M Ri gby
Seni or Vice President and
Chi ef Financial O ficer

A signed original of this witten statenent required by Section 906 has
been provided to Del marva Power & Light Conpany and will be retained by
Del marva Power & Light Conpany and furnished to the Securities and Exchange
Conmi ssion or its staff upon request.
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Exhibit 32.4
Certificate of Chief Executive Oficer and Chief Financial Oficer
of
Atlantic City Electric Conpany
(pursuant to 18 U.S.C. Section 1350)

I, WIlliamJ. Sim President and Chief Executive Oficer, and I,
Joseph M Righy, Chief Financial Oficer, of Atlantic City Electric Conpany,
certify that, to the best of nmy know edge, (i) the Quarterly Report on Form
10-Q of Atlantic City Electric Company for the quarter ended Septenber 30,
2004, filed with the Securities and Exchange Conm ssion on the date hereof
fully conplies with the requirenents of section 13(a) or 15(d) of the
Securities Exchange Act of 1934, as anended, and (ii) the information
contained therein fairly presents, in all material respects, the financial
condition and results of operations of Atlantic City Electric Conpany.

November 8, 2004 WLLIAMJ. SIM
WlliamJ. Sim
Presi dent and Chi ef Executive O ficer

Novenmber 8, 2004 JOSEPH M RI GBY
Joseph M Ri gby
Chi ef Financial O ficer

A signed original of this witten statenment required by Section 906 has
been provided to Atlantic City Electric Conpany and will be retained by
Atlantic City Electric Conpany and furnished to the Securities and Exchange
Commi ssion or its staff upon request.

157



Exhibit 32.5
Certificate of Chief Executive Oficer and Chief Financial Oficer
of
Atlantic City Electric Transition Funding, LLC
(pursuant to 18 U.S.C. Section 1350)

I, Thonmas S. Shaw, Chairman, and |, Janmes P. Lavin, Chief Financia
Oficer, of Atlantic City Electric Transition Funding, LLC, certify that, to
the best of ny know edge, the (i) Quarterly Report on Form 10-Q of Atlantic
City Electric Transition Funding, LLC for the quarter ended Septenber 30,
2004, filed with the Securities and Exchange Conm ssion on the date hereof
fully conplies with the requirenents of section 13(a) or 15(d) of the
Securities Exchange Act of 1934, as anended, and (ii) the information
contained therein fairly presents, in all material respects, the financia
condition and results of operations of Atlantic City Electric Transition
Fundi ng, LLC.

Novenber 8, 2004 T. S. SHAW
Thomas S. Shaw
Chai r man

Novenber 8, 2004 JAVMES P. LAVIN

Janmes P. Lavin
Chi ef Financial O ficer

A signed original of this witten statement required by Section 906 has
been provided to Atlantic City Electric Transition Funding, LLC and will be
retained by Atlantic City Electric Transition Funding, LLC and furnished to
the Securities and Exchange Conmi ssion or its staff upon request.

158



SI GNATURES

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

PEPCO HOLDI NGS, | NC. (PHI)

POTOMAC ELECTRI C POAER COWVPANY ( Pepco)

DELMARVA POWER & LI GHT COVPANY ( DPL)

ATLANTI C CI TY ELECTRI C COVPANY ( ACE)
(Regi strants)

November 8, 2004 By _JOSEPH M RI GBY
Joseph M Ri ghy
Seni or Vice President and
Chi ef Financial O ficer,
PHI , Pepco and DPL
Chi ef Financial O ficer, ACE

ATLANTI C CI TY ELECTRI C TRANSI Tl ON
FUNDI NG LLC
(Regi strant)

November 8, 2004 By JAMVES P. LAVIN
Janmes P. Lavin
Chi ef Financial O ficer
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