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Dear Mr. McDonald: 

Commonwealth Edison has asked for Lehman Brothers’ view of the appropriateness of Mr. 
Edward Bodmer’s use of an imputed cost of equity derived from information published in 
Exelon’s and PSEG’s Amendment No. 3 to Form S-4 dated May 27, 2005 (the “Proxy Filing”), 
and suggestion that this imputed number be used for rate-making purposes. 
 
As I am not in a position to comment in detail on the work of JPMorgan and Morgan Stanley in 
their work for Exelon and PSEG respectively, I will focus my remarks on the fairness opinion 
Lehman Brothers rendered to Exelon’s board of directors as part of the Exelon / PSEG merger, 
which is based on customary investment banking methodologies.  Our opinion had a single 
purpose, namely to specifically and narrowly address the fairness, from a financial point of view, 
to Exelon of the exchange ratio to be paid by Exelon in the proposed stock-for-stock merger with 
PSEG.  Said simply, our opinion was based on the results of a number of different and customary 
analytical methods which examined relative equity value per share of the two companies and not 
the absolute value of either company.  Our fairness opinion and the valuation techniques 
described in the Proxy Filing used to arrive at our opinion are meant to be considered together, as 
a whole, and any portion of our analyses and factors, without considering all analyses and factors 
as a whole, could create a misleading or incomplete view of our opinion.  Further, Lehman 
Brothers’ opinion necessarily was based upon market, economic and other conditions as they 
existed on, and could be evaluated as of, the date Lehman Brothers’ rendered its opinion to the 
Exelon board of directors, December 17, 2004. 
 
As you are well aware, the purpose of a rate of return assessment in a regulatory rate proceeding 
is to determine the appropriate cost of capital required by the market that allows a regulated 
utility to fairly compensate its equity investors, and thereby have access to capital on reasonable 
terms in order for the utility to invest in its infrastructure to fulfill service obligations.  Once 
again, our methodology and assumptions, which are customary in the investment banking 
industry, were for the sole purpose of addressing the fairness of the exchange ratio of the 
proposed Exelon / PSEG merger and not appropriate for other purposes, such as determining the 
cost of equity in a regulatory process. 
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There are a number of reasons why an imputed cost of equity derived from a fairness opinion is 
not an “apples-to-apples” comparison for use in a regulatory analysis.  I will address the key 
methodological differences as follows: 
 

1. Specifically a fairness opinion typically uses several analytical tools to draw its 
conclusions from.  In Lehman Brothers’ opinion we used seven types of analysis, one of 
which was a discounted cash flow (“DCF”) analysis. In the DCF analysis we calculated 
unlevered, after-tax free cash flows which were discounted at the weighted average cost 
of capital to derive the DCF values of Exelon and PSEG based on projections provided 
by the respective companies1.  Importantly we utilized internal company financial and 
capital expenditure projections encompassing a five-year period, with market-based 
comparable capital structure weights.  In contrast, a typical regulatory DCF analysis is 
based on the concept that stock prices represent the discounted value of all future 
dividends that investors expect to receive.  Moreover, in a regulatory DCF analysis, a 
broad-based statistical sampling of companies is utilized as is market-based data, such as 
forecasted growth rates.  This is designed to measure an investor’s required rate of return 
for an industry sector, with appropriate adjustments for the particular company relative to 
the comparable group. 

  
2. The imputed cost of equity reflects an opinion conducted at a “point in time” based upon 

market, economic and other conditions prevalent at the time of rendering the opinion, 
versus a regulatory rate of return which is meant to reflect a more long-lived view, 
particularly since rates will often not take effect until a future time period, which often is 
a minimum of one-year forward.  This is of importance in determining the appropriate 
“risk-free” rates, particularly in a low current interest rate environment where rates are 
expected to increase over time.  

 
3. In the regulatory arena, the return on equity is applied to historic or depreciated 

investment.  In a cost of capital computation by an investment bank the return is to an 
implied market-based valuation of those same assets.  The replacement value of the 
utility assets implied in a current market valuation would suggest that there is a 
disconnect between historic cost and resale or fair market value of those assets.  Thus, the 
discount rate used by investment banks incorporates a replacement value premium (i.e., a 
lower discount rate which reflects the additional cost a utility would need to pay to 
assemble the same mix of investments from scratch at current market prices) versus a 
regulatory view which is based on historic or depreciated cost. 

 
Importantly, we have not seen any precedents where a regulatory authority has used an imputed, 
or explicit for that matter, cost of equity determination from a merger fairness opinion to set an 
authorized return on equity (“ROE”).  Likewise, investment banks do not use regulatory 
determinations to value and assess the fairness of inter-utility corporate transactions. 

                                                 
1 Note, Lehman Brothers did not perform a “sum-of-the-parts” analysis whereby the individual business units are 
separately analyzed and valued. 
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In conclusion, the differences in purpose and methodology is why from a practical matter 
regulatory authorized ROEs are typically 300 or more basis points more than the discount rates 
used in investment bank fairness opinions. 
 
 
Sincerely, 
 
 
 
 
Joseph G. Sauvage 
Managing Director 
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