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Rationale 

 
Credit Rating: BBB+/Negative/A-2

Standard & Poor's Ratings Services bases its ratings on PEPCO Holdings Inc. (PHI; BBB+/Negative/A-
2) and its subsidiaries on the consolidated business and financial risk profile of all of the company's 
regulated and unregulated operating units. The regulated businesses include Potomac Electric Power 
Co. (Pepco), Delmarva Power & Light Co. (DPL), and Atlantic City Electric Co. (ACE), all of which are 
rated BBB+/Negative/A-2. The unregulated operations include Conectiv Energy Holding Co. (CEH; not 
rated), which has a portfolio of merchant generation assets in the PJM Interconnection region; Potomac 
Capital Investment Corp (PCI; BBB/Negative/--), a finance subsidiary with investments primarily in a 
portfolio of cross-border leases; Pepco Energy Services Inc. (not rated), a retail power marketer; and 
Pepcomm (not rated), a telecommunications joint venture.  

Washington, D.C.-based PHI had $6.4 billion in debt outstanding as of March 2004, including 
redeemable preferred stock, securitized transition bonds and capital lease obligations.  

The current 'BBB+' rating is supported by the low business risk profile of PHI's transmission and 
distribution businesses, the very strong markets in the service territories for some of the operating 
utilities, and the stable cash flow from regulated businesses that Standard & Poor's forecasts to 
comprise 70% of consolidated cash flow over the next several years.  

These strengths are largely offset by the high leverage of the consolidated company, the risk 
associated with CEH's 3,577–MW, merchant generation portfolio and potential exposure to Mirant 
Corp.'s (D/--/--) bankruptcy proceeding.  

Management has committed to reducing $1 billion in debt by 2007. The company bases this debt-
reduction strategy on the assumptions that it will achieve synergies from the 2002 merger with 
Conectiv, maintain operating margins at the company's regulated utilities, and that the unregulated 
operations will contribute meaningfully to cash flow over the forecast period. Weak market 
fundamentals for CEH, the potential for increased reliability-related spending at the regulated utilities, or 
an adverse court decision pertaining to disputed power purchase agreements (PPAs) with Mirant could 
delay debt-reduction plans and result in lower ratings.  

PHI's financial profile is below average for the 'BBB+' rating category. For 2004, Standard & Poor's 
expects the ratio of funds from operations (FFO) to average total debt ratios to range from 15% to 22%. 
It forecasts adjusted FFO interest coverage to be between 2.8x and 3.8x. Standard & Poor's expects 
adjusted debt to total capital to decline to 55% over the next several years, from the current adjusted 
figure of 63%. Leverage ratios include trust-preferred stock as debt for accounting purposes, but these 
securities receive some equity treatment for analytical purposes. Standard & Poor's excludes 
securitized debt at ACE and economically defeased debt at PCI in its leverage calculations. .  

 
Short-term credit factors. 

PHI's short-term rating is 'A-2'. Due to the October 2003 Transitional Power Agreement (TPA) 
settlement PHI reached with Mirant, Standard & Poor's expects cash flow to decline from 2003 
through the end of 2004. Prior to the TPA settlement, Pepco purchased power from Mirant for its 
standard offer service obligation at a substantial discount to market prices. In light of Mirant's 
restructuring efforts, the parties amended the TPA to bring these below-market prices to market 
levels and, although Pepco still maintains a small positive margin on these power purchases, 
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Outlook 

Standard & Poor's expects cash margins to decline by $105 million through January of 2005.  

Pepco is also exposed to an adverse court decision concerning two additional PPAs that Mirant has 
asked the bankruptcy court to reject. Under these PPAs, Mirant currently pays Pepco the cost of two 
above-market PPAs that Pepco has. Although Mirant's obligations under the disputed PPAs were 
affirmed by a district court in December, Standard & Poor's estimates that, in a conservative 
scenario, should the appellate court decide in Mirant's favor, Pepco could be exposed to $160 
million in cash payments in the near term. This conservative amount is based on the assumptions 
that PHI will be obligated to make payments based upon Mirant's earliest possible petition date and 
that there will be no recovery from the Mirant bankruptcy estate.  

Although regulators may allow recovery of Mirant-related costs, Standard & Poor's expects that this 
cost recovery would lag the utility's upfront cash expenditures and as a result be unlikely to support 
ratings in the short term. Standard & Poor's has added approximately $80 million in additional debt 
to PHI's balance sheet to reflect its contingent liability to Mirant. It bases the estimated amount of the 
contingent debt on the net present value of a portion of the capacity payments that Pepco would owe 
under power purchase contracts, assuming a 10% discount rate. Standard & Poor's expects PHI to 
have sufficient liquidity to absorb these Mirant-related costs, but the assumption of additional debt 
would reduce current cash flow estimates, delay debt reduction plans and likely result in lower 
ratings.  

PHI's primary sources of liquidity in 2004 will be internally generated cash and a $1.1 billion credit 
facility. Over the last 12 months, PHI has fully funded its capital expenditures through internal cash 
flow and Standard & Poor's expects this trend to continue. Since its merger with Conectiv in August 
2002, capital spending at PHI has been between $500 million and $600 million annually and the 
company expects it to fall to between $400 million and $450 million over the next year. PHI uses its 
credit facility to back its commercial paper program which finances the working capital needs of PHI 
affiliates. As of March 31, 2004, there was no commercial paper outstanding against the credit 
facility.  

Secondary sources of funding include a dividend reinvestment program that Standard & Poor's 
expects to contribute $32 million in additional cash in 2004. Average cash balances are likely to be 
below $100 million during the course of the year, as the company uses available cash to repay debt 
and fund capital expenditures. Overall, Standard & Poor's expects PHI to generate marginal positive 
discretionary cash flow (i.e., cash after dividend payments and capital spending) in 2004 absent an 
adverse decision in the Mirant dispute.  

Although PHI has sufficient liquidity to meet its anticipated and contingent obligations, overall the 
company's liquidity position is below average. The Public Utility Holding Company Act (PUHCA) 
requires a minimum 30% equity layer in a holding company's capital structure, but PHI's shareholder 
equity was 32% as of March 2003, based on unadjusted consolidated balance sheet debt. The SEC 
is likely to waive PUHCA requirements in the short term to allow PHI to access the capital markets or 
continue use of its credit facility. Standard & Poor's believes that PHI has adequate liquidity to 
support the trading and marketing activities of CEH.  

Upcoming maturities include debt payments of $282 million for the remainder of 2004, $485 million 
in 2005, $410 million in 2006, $827 million in 2007, and $295 million in 2008.  

PHI is moderately exposed to ratings-related collateral calls. A downgrade to 'BBB' would require 
$86 million in cash collateral or LOCs. If PHI's rating falls below investment grade, PHI would be 
required to post $244 million in additional cash.  

The negative outlook reflects Standard & Poor's expectation that free cash flow needed to implement 
management's deleveraging strategy will be under pressure until rate caps are lifted in Maryland, the 
District of Columbia, and Delaware. Standard & Poor's could lower the ratings if the company 
significantly delays debt-retirement plans, management is unable to maintain operating margins at the 
regulated utilities during the rate-freeze period, or if unregulated subsidiaries fail to improve profitability 
while maintaining a prudent risk profile.  
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