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INTRODUCTION

At the General Assembly’s request, this report provides a more focused, in-depth analysis of the
costs, benefits, and risks that electricity customers would incur if Maryland’s investor-owned
utilities (IOUs) or a State-owned power authority (Authority) were to reacquire existing
generation assets and recover their costs of service under traditional regulation. Under the
Maryland Public Service Commission’s (Commission’s) direction, Levitan & Associates, Inc.
(LAI) and Kaye Scholer LLP have conducted what amounts to a case study of the possible
acquisition of the existing Maryland-based generation fleet owned by Mirant. This analysis
includes not only an updated assessment of the impact of the recent economic downturn but
considers potential developments that could affect the desirability of 10U or Authority
ownership of Maryland’s existing generation assets. This review is designed to give policy
makers a factual, quantitative basis for making judgments about the direction of Maryland’s
electricity future and the extent to which generation facilities should be returned to regulation.

This report builds on our previous analyses for the Commission. In accordance with Chapter
549, Maryland Laws of 2007, the Commission was required to evaluate the status of
restructuring in Maryland and to assess options for re-regulation. Under the Commission’s
direction, LAI and Kaye Scholer undertook a study of Maryland’s long-range energy options.
The results of the first phase of the study, Analysis of Options for Maryland’s Energy Future
(Interim Report), were published on November 30, 2007. The resource options evaluated in the
Interim Report included new gas-fired combined-cycle plants, the addition of a supercritical
pulverized coal plant, a new nuclear reactor unit at Calvert Cliffs, long-term power purchase
agreements (PPAs) between Maryland’s 10Us and generation developers, fulfillment of
Governor O’Malley’s EmMPOWER Maryland “15 by 15” conservation and load management
initiative, addition of a major new “backbone” transmission project, and expansion of the in-state
wind turbine fleet, both onshore and offshore.

The most attractive generation, demand-side management (DSM), and long-term contracting
options were further evaluated in the Analysis of Options for Maryland’s Energy Future
published on December 1, 2008 (Task 3 Report). In the Task 3 Report, we focused on the
options which are within the authority of the General Assembly and/or the Commission to
effectuate through legislative action, rulemaking, and/or policy decision. We also quantified the
potential benefits to Maryland’s ratepayers associated with a return to rate base regulation. LAI
postulated two transaction structures: first, IOU ownership using taxable debt and equity capital
to finance the acquisition of the Mirant fleet in Maryland; and, second, the formation of a new
state power Authority that would issue taxable revenue bonds for 100% of the Authority’s capital
requirements. Under both transaction structures, we have assumed that the Commission would
have the statutory authority to allow for the pass-through of all reasonably incurred fixed and
variable costs, including capital charges, arising from the return to rate base regulation,
irrespective of changes in market prices, environmental regulation, and technology. As a proxy
for IOU ownership, the potential savings to the Potomac Electric Power Co.’s (Pepco’s)
ratepayers relative to the business-as-usual case was modeled on a deterministic basis over a 20-
year valuation period. For simplicity, we modeled the potential savings as accruing to Pepco’s
ratepayers, but the Commission could reasonably choose to allocate those savings among
Maryland’s ratepayers in some other fashion. A deterministic analysis identified a single



expected outcome based on a fixed set of parameters. In contrast, probabilistic analysis produces
an expected value based on random sampling of various uncertainty variables.

The present value of the net benefits to ratepayers was referred to as the Economic Value Added
(EVA): the higher the EVA, the higher the net economic benefit in relation to the status quo,
i.e., the PIJM Interconnection’s (PJM’s) wholesale market design.

In the Task 3 Report, LAI derived the Fair Market Value (FMV) of the Mirant fleet. Using
traditional discounted cash flow (DCF) analysis — an approach used by appraisers and investors
in utility assets — the FMV was determined to be $6.3 billion. Under most likely assumptions
about market structure, regulation, and fuel prices available in the summer of 2008, the resultant
EVA ranged from $1.65 billion to $4.10 billion under 10U and Authority ownership,
respectively. Limited sensitivity analysis was also conducted. We tested the sensitivity of the
financial results under much higher and lower commodity prices, as well as under the more
aggressive backbone transmission buildout assumptions approved by PJM’s Board in 2007. The
sensitivity analysis produced results that ranged from a low of about negative $1.0 billion (Low
Fuel Prices / Pepco Ownership) to a high of $8.8 billion (High Fuel Prices / Authority
Ownership). Because there are many other uncertainty factors and risks besides fuel prices and
transmission infrastructure additions, it was not possible in the Task 3 Report to identify the
relative likelihood of good versus bad financial outcomes in relation to the expected EVA
outcome.

In January 2009, the Commission asked LAI and Kaye Scholer to conduct a much more rigorous
analysis of the return of the Mirant fleet to rate base regulation, including a quantification of the
risk factors that had previously been identified only qualitatively. The economics of acquiring
the Constellation fleet or other generation plants in Maryland is not part of this scope of work.
While the prior study offered sound guidance on policy initiatives, the scope of work was not
centered on a return to rate base regulation. In this study, the scope of work is exclusively
centered on rate base regulation, thereby incorporating the additional rigor to support a major
policy decision or legislative action. Building upon the deterministic valuation framework, we
have applied more advanced modeling techniques in order to produce probabilistic, risk-adjusted
EVASs under both the IOU and Authority ownership structures. The spectrum of good versus bad
financial outcomes and the relative chance of occurrence are reported in this study. The
distribution of EVAs allows for the use of statistical measures of risk that address both
“downside” (worse than expected) and “upside” (positive earnings surprises) outcomes.

In many instances, LAI has also refined input parameters to the cash flows based on more
extensive due diligence about operating costs, performance, transaction costs, and environmental
compliance, among other things. Finally, we have updated key factor inputs in order to account
for significant changes in economic, policy, regulatory and planning criteria. Changes to key
factor inputs are limited to those variables that have a direct bearing on the FMV of the Mirant
fleet or the spectrum of risks and rewards.

Key factor inputs have been changed materially to account for:

O The $100 per barrel decline in oil prices and different long-term expectations about
premium fossil fuel prices since oil and gas prices peaked in July 2008.



O The emerging policies of the Obama Administration on climate change and potential
federal initiatives to control greenhouse gases (GHG).

O The impact of the global credit crisis on electricity demand in PJIM and Maryland, in
particular.

O The anticipated commercialization of the Trans-Allegheny Interstate Line (TrAIL) in
2011 rather than 2014.

O Changes to PJM reliability criteria and planning parameters affecting capacity prices
under PIJM’s Reliability Pricing Model (RPM).

Highlights of the financial analysis follow in the Executive Summary.

In Section 1, we provide more detail about the regulatory, economic, and market developments
since publication of the Task 3 Report that affect our current analysis. In Section 2, we present
more comprehensive background on the generation plants owned by Mirant in Maryland. In
Section 3, we describe the transaction structure and financial assumptions used to derive the
enterprise value of the Mirant fleet in Maryland under FMV. In Section 4, we explain the
analytic foundation of the seven scenarios tested in LAI’s production simulation model as well as
the independent variables used in the probability analysis. The updated FMV analysis is
presented in Section 5. In Section 6, we set forth the basis for the methodology and input factors
for the probabilistic analysis. Financial results are presented in Section 7.

Finally, in Section 8, we present a more extensive analysis on an array of other risk factors that
have not been quantified in the derivation of EVAs. Emphasis is placed on the prospect of
resulting harm to the wholesale and retail markets in Maryland and PJM following re-regulation
of the Mirant fleet.



EXECUTIVE SUMMARY
Key Findings

From the vantage point of Maryland’s ratepayers, there is no way to know with even reasonable
certainty how re-regulation of the Mirant generation fleet will turn out. The decision to return to
rate base regulation in Maryland is a complex problem, the central controversial aspects of which
are well-suited to formal probability theory and relatively standard quantitative analysis
techniques. Given the financial stakes associated with re-regulation, however, it is not sufficient
only to quantify the expected economic benefits ascribable to the acquisition of the Mirant fleet.
Informed decision-making requires consideration of the possibility of other potential economic
outcomes.

In this study, we have applied a rigorous analytical technique to measure both the upside reward
and the downside risk relative to wholesale power costs otherwise incurred under the existing
PJM market design. In general, we have used neutral estimates of probabilities, thereby avoiding
any conscious skew in the results, either toward the upside reward or downside risk. In order to
reflect more current economic conditions, we have also updated and refined other components of
total project cash flows pertaining to plant operating performance and many financial variables
that have changed even in the short period since the Task 3 Report.

Key results of this analysis follow:

O Using traditional DCF analysis, the FMV of the Mirant fleet is approximately $5.1
billion, or $1,080/kW. An enterprise value of $5.1 billion reflects a $1.2 billion
reduction from the FMV presented in the Task 3 Report, primarily due to the reduced
energy profits associated with the sale of energy from the coal plants.

O Under 10U ownership, re-regulation of the Mirant fleet exposes ratepayers to a
broad dispersion of potential economic outcomes. The long-term financial benefits
associated with rate base regulation are hypersensitive to volatile oil and natural gas
prices, as well as evolving federal approaches to controlling GHG emissions. There
are other uncertainty variables that do not bear directly on energy prices in Maryland,
but do in fact impact the spectrum of benefits and costs from a ratepayer’s standpoint.
When EVA is expressed in simple terms on a deterministic basis, projected ratepayer
benefits equal $1.75 billion. The timing pattern of the benefits on a risk-adjusted
basis is heavily back-end loaded, meaning retail customers can reasonably expect to
pay significantly more for many years at the beginning under rate base regulation
relative to the existing PJIM market design. When the EVA is expressed on a
probabilistic basis, however, the expected EVA decreases materially to negative
$0.003 billion, i.e., essentially zero. This decrease of $1.75 billion in relation to the
deterministic calculation of EVA is due to the combined impact of key uncertainty
variables and risks. Under IOU ownership, one-half of the potential economic
outcomes are positive and one-half are negative — in effect, a flip of the coin in terms
of “good” versus “bad” outcomes. Across the spectrum of bad outcomes, the
expected loss is $1.30 billion. There is a 1-in-20 chance of occurrence that the return
to rate base regulation will cost ratepayers more than $2.47 billion rather than yield



any benefits. On the positive side there is also a 1-in-20 chance of occurrence that
ratepayers experience an earnings surprise larger than $2.84 billion. Among the
worst of the negative outcomes, the expected value of the loss is $3.11 billion, a
relatively low likelihood outcome.

Under Authority ownership, the potential re-regulation of the Mirant fleet decidedly
limits adverse ratepayer exposure. The combination of the State of Maryland’s
conservative debt strategy, coupled with the anticipated strength of the regulatory
covenant to pass along all costs, suggests a high likelihood of a positive outcome.
Assuming the issuance of revenue bonds at an average interest rate of 5.6% for 100%
of the Authority’s capital requirements, the EVA is $3.59 billion on a deterministic
basis. When EVA is expressed on a probabilistic basis, EVA decreases to $1.82
billion — still a strongly positive outcome ascribable to rate base regulation. The
annual net benefit on a risk-adjusted basis is deep-in-the-black, almost from the
beginning of the 20-year valuation period. Under Authority ownership, ratepayers
can reasonably expect to pay significantly less than under the existing PJIM market
design. Notably, under Authority ownership only 13% of the potential economic
outcomes are negative values. Across the spectrum of bad outcomes, the expected
loss is $0.66 billion. Under Authority ownership there is a 1-in-20 chance of
occurrence that losses exceed $0.60 billion, but on the positive side there is the same
chance of savings worth more than $4.6 billion. Among the worst of the bad
outcomes associated with Authority ownership, the expected value of the loss is $1.2
billion, also a low likelihood outcome.

The broad dispersion of financial results under either IOU or Authority ownership is
largely explained by the impact of uncertain premium fossil fuel prices and federal
GHG policy about the timing and structure of a federal cap-and-trade program for
carbon dioxide (CO,) allowances. All forecasts of oil and natural gas prices over the
long term are subject to large measurement error, which is why we have randomly
sampled across a large bandwidth of potential values. The price of CO, allowances
over the forecast period is likewise subject to large measurement error. In producing
the dispersion of financial results, we have accounted for other financial and
operational “second-tier” independent variables, including future environmental
compliance costs, transaction costs, transition costs related to organizational staffing,
cost of capital, and long-term operating problems that may arise from time to time in
operating coal plants that are forty or fifty years old.

Rejection of the PIM wholesale market design in favor of the return to rate base
regulation of the Mirant fleet will not necessarily impair the wholesale market
administered by PJM elsewhere in Maryland or across the market area. We believe
that the return to rate base regulation of the Mirant assets in Maryland would not
unleash a contagious, anti-competitive reaction at the wholesale level across PJM.
We note, however, the high likelihood that either the 10U or the Authority would
need to “anchor” future resource additions in the Southwest Mid-Atlantic Area
Council (SWMAAC) either by owning or purchasing under long-term agreement both
conventional and renewable resource additions. In light of the recent credit



implosion, this reliance on a utility anchor — at least in the foreseeable future —
appears inescapable, regardless of the State’s decision about re-regulation.

O The return to rate base regulation at the retail level is plagued with a number of
logistical complexities that are highly likely to undermine the Commission-approved
Standard Offer Service (SOS) procurement framework covering retail customers. At
a minimum, retail choice in the IOU’s service territory would no longer be feasible as
retail service providers’ ability to attract and maintain market share would be
seriously impaired. Following a Commission decision to return to rate base
regulation, we would expect existing SOS contracts to wind down during a two- to
three-year transition period. The 10U or the Authority would assume the traditional
load-serving obligation, including resource, portfolio, and risk management
responsibilities. Whether or not large industrial customers would retain the freedom
to shop when competitive prices warrant is a complex subject outside the scope of
this inquiry. However, if such freedom were preserved the consequent economic
burden on ratepayers still reliant on the IOU would surely be compounded.

3 In performing this analysis LAI has made assumptions about the cost of capital that
reflect a return to normalcy in the capital markets, i.e., an 10U allowed equity return
of 10% and Authority revenue bonds at 5.6%. If, for whatever reason, the
Commission were to later regret the decision to re-regulate the Mirant fleet, investors
would nevertheless be entitled to a reasonable return on investment as well as orderly
debt retirement in accord with the financial covenants set forth in private placements
or revenue bonds. Under IOU ownership, prospective unwinding of a transaction of
this financial magnitude should be deemed infeasible.

Fair Market VValue of Mirant Generation Fleet

Under prevailing market conditions, the enterprise value of the Mirant fleet is estimated to be
$5.1 billion, a reduction of $1.2 billion from the value presented in the Task 3 Report. Using an
earnings before interest, taxes, depreciation, and amortization (EBITDA) multiple ranging from
7x to 9x — a conventional range under normal capital market conditions — the range in enterprise
value is $4.6 billion to $6.0 billion. The primary reason for the large decline in enterprise value
is the unprecedented contraction in global oil prices — a drop of nearly $100 per barrel since July
2008 — and natural gas prices that often set energy prices in PJM. The resultant profitability of
Mirant’s coal plants is significantly eroded due to lower projected net energy margins over the
20-year valuation period. Countering in part the depressant effect of lower commodity prices on
the value of the Mirant fleet are higher estimated capacity prices relative to those used in the
Task 3 Report. The change in our forecast of capacity revenues is based on revisions to PJIM’s
planning parameters (e.g., the cost of new entry “CONE”, expected peak loads, etc.) as well as
our acceleration of TrAlIL’s commercialization from 2014 to 2011, including necessary high-
voltage downstream transmission improvements in the District of Columbia and around
Baltimore. While the net profits from energy sales are materially reduced under the long-term
fuel price forecast incorporated in this study, the capacity price forecast is significantly higher,
reflecting capacity prices under “equilibrium” conditions in PJM over the majority of the
valuation period.
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Annual cash flows used to derive FMV are summarized in Figure ES1. Annual revenues have
been differentiated to reflect energy and ancillary sales as well as capacity. Operating expenses
have also been differentiated to reflect emissions costs, fuel cost, and both fixed and variable
operation and maintenance (O&M) costs. The red-line with triangles above the x-axis represents
annual EBITDA.

Figure ES1. Mirant Asset EBITDA by Year
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Mirant owns 4,588 MW of generation in Maryland; over one-half is coal-based capacity. The
coal units were all constructed between 1959 and 1971, and about 1,880 MW of the coal-fired
capacity is at least 40 years old. Other capacity includes oil/gas steam plants and combustion
turbine (CT) units. As shown in Figure ES2, while Mirant’s coal plants represent about one-half
of Mirant’s total capacity in Maryland, the coal plants comprise $3.7 billion of the enterprise
value, about 75%.
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Figure ES2. Breakdown of Mirant Asset FMV
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Derivation of FMV includes the capital expenditure (CapEx) necessarily incurred in 2009/10 to
achieve compliance with Maryland’s Healthy Air Act (HAA). Other CapEx related to more
stringent standards pertaining to mercury emissions and once-through cooling water systems
have not been included in the derivation of enterprise value, but are considered risk factors
affecting the distribution of risk-adjusted EVAs. LAI’s long-term capacity price forecast has
been derived under equilibrium assumptions; therefore, we have included 100% of the “intrinsic”
value of capacity in deriving enterprise value. While this convention places upward pressure on
FMV, it has little or no bearing on the EVA results.

Economic Value Added

EVA has been calculated in both deterministic and probabilistic terms under IOU and Authority
ownership structures. LAl has captured the uncertainty variables in a scenario-based,
probabilistic analysis over a 20-year study period, producing a risk-adjusted EVA and the
dispersion of EVA outcomes around the expected value. The primary drivers of EVA are oil and
natural gas prices, prospective U.S. policy on GHG controls, and the magnitude and duration of
the recession. Because the gross domestic product (GDP) growth rate is correlated with global
oil prices, we consider these two variables together, i.e., low economic growth rate corresponds
to low oil prices, and vice versa. Seven scenarios, “S1” through “S7,” have been formulated
based upon four different global oil price forecasts and two postulated GHG policies, as shown
in Table ES1. Each scenario represents an internally consistent set of input variables to the
production simulation modeling framework used in both the Task 3 Report and again in this
study.

Table ES1. Scenario Definition

Low GDP | Base GDP | High GDP | High GDP

Low Oil Base Oil High Oil Peak Oil
GHG | Moderate Cap S3 S1 S2 S7
Policy Strict Cap S6 S4 S5
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The Moderate Cap GHG policy outlook assumes that a federal cap-and-trade program for CO,
allowances will be implemented by 2014. Prices of CO, allowances over the forecast period are
assumed to be mitigated by a less stringent cap and “safety valve” features such as the use of
offsets. Under the Moderate Cap outlook, the price of CO; allowances reaches about $31/ton by
2029. The Strict Cap GHG policy outlook assumes that 2012 is the first compliance year under
federal GHG legislation. The Strict Cap CO; allowance price forecast reaches about $90/ton by
2029. Although the budget proposed by President Obama assumes that GHG auction revenues
will be collected by the federal government by 2012, we foresee significant obstacles to speedy
legislation and implementation of a workable U.S. allowance market. Our assumed distribution
of outcomes for the CO, price forecast places more weight on the chance of a Moderate Cap
outlook and, therefore, less chance on the Strict Cap forecast.

Premium fossil fuel prices have plummeted since LAI completed the forecast of oil and natural
gas prices used in the Task 3 Report. We have incorporated the decrease in current prices and
the long-term outlook based on the Department of Energy’s (DOE’s) 2008 International Energy
Outlook (IEO) projections of world oil prices. The intermediate-term price has been reduced
based on New York Mercantile Exchange (NYMEX) futures prices. S1 corresponds to the IEO
Reference Case and is generally consistent with the Federal Outlook Scenario in the Task 3
Report. S2 and S3 correspond to the IEO High and Low forecasts, respectively. S4, S5, and S6
have somewhat lower natural gas and oil prices, reflecting the reduced demand for fossil fuels
corresponding to a stricter GHG policy. S7 is based generally on the Peak Oil Scenario forecast
used in the Task 3 Report. To support probabilistic treatment of fuel prices, we have performed
econometric analysis of historic natural gas prices and volatility, including the tendency of oil
and natural gas prices to revert to the average after brief intervals when prices collapse or
skyrocket. Because fuel prices are a wildcard, the statistical distribution of outcomes for the fuel
price forecast is centered on the Base view, but also places substantial weights on Low and High
cases.

In addition to federal legislation affecting the regulation of GHG emissions and fuel prices, other
independent variables exert influence on the dispersion of EVAs. Six additional “second-tier”
variables have been treated in a probabilistic manner, as follows.

e First, we have examined the prospect of much lower or higher capacity prices relative to
our base forecast under PJIM’s RPM to account for changes in Net CONE and other
factors over the forecast period.

e Second, we have incorporated a significant allowance for transaction costs covering the
due diligence process, legal fees, and closing costs. We have differentiated these costs by
ownership structure.

e Third, we have incorporated transition costs associated with the creation of an
organizational structure to continue to operate the Mirant generation plants, including
headquarters expense and credit revolvers, among other things. These are also
differentiated by ownership structure.

e Fourth, we have tested the effect of a higher cost of equity for IOU ownership assuming
the same 50/50 debt/equity capital structure, as well as a significant basis point premium
on the cost of taxable revenue bond debt applicable to Authority ownership. The



potentially higher cost of general obligation (GO) bonds for other State of Maryland
infrastructure projects has not been incorporated in the probabilistic analysis.

Fifth, we have contemplated stricter environmental regulations that may require
additional CapEx for the coal plants to meet a higher performance standard with respect
to control of mercury emissions and environmental impacts associated with once-through
cooling water systems. At the low end, we consider expenditures for activated carbon
injection (ACI) to capture mercury emissions plus retrofit of the cooling water intake
structures with fine-mesh screens. At the high end, we postulate a low probability case
involving ACI plus replacement of once-through cooling with closed-loop cooling
towers.

Sixth, we have tested the impact of an extended unplanned coal unit outage associated
with the aging pulverized coal plants that may be subject to explosions, equipment
failures, or other major contingencies. While the impact associated with a major forced
outage is potentially large, we have assumed that the likelihood of occurrence is low.

Results

Under both 10U and Authority ownership, the expected benefits, expressed on a risk-adjusted
basis, are shown for each year in Figure ES3. Under IOU ownership, the net benefits are deep-
in-the-red, or negative, for the first eight years. For Authority ownership, net benefits are
negative for the first three years, but the magnitude of the losses is small in relation to the
comparable losses under 10U ownership. At the 7.5% discount rate used to value societal
benefits and costs, the present value of the risk-adjusted net benefits ranges from negative $0.003
billion to $1.82 billion under 10U and Authority ownership, respectively.

Figure ES3. Expected Value of Net Annual Benefits by Ownership
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The components of the EVAs under the two ownership structures are shown in Figure ES4. The
difference in expected EVA is $1.83 billion, almost all of which is explained by the much higher
cost of capital associated with 10U ownership.

Figure ES4. Expected EVA by Component and Ownership
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The expected net annual benefits lines in Figure ES3 do not reveal the wide uncertainty band for
the numerous hard-to-pin-down variables that cloud the outlook under either form of ownership.
Figure ES5 and Figure ES6 include confidence level projections at 5%, 50%, and 95% for net
annual benefits. The worst 5% of outcomes lie below the 5% confidence level line, and the best
5% of outcomes lie above the 95% confidence level line. Comparing these figures reveals that
the 90% confidence uncertainty bands (the range between the 5% and 95% confidence levels) are
similar in size for each form of ownership. This is because the key drivers of uncertainty — fuel
prices, federal GHG policy, and capacity prices — are unrelated to 10U or Authority ownership.
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Figure ES5. Annual Net Benefit — IOU Ownership
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Figure ES6. Annual Net Benefit — Authority Ownership
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The shape of the uncertainty distribution for the present value of EVA for both 10U and
Authority ownership is shown in Figure ES7. The histogram in Figure ES7 is based on *“bins” of
$1 billion increments on the x-axis, so the results discussed here are the midpoint EVA values of
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the bins. The 10U ownership distribution has a most likely EVA of zero, with a downside tail
extending to negative $4 billion, and an upside tail extending to positive $6 billion. The
Authority ownership distribution has a most likely value of $2 billion. Its downside tail extends
to negative $3 billion, while its upside tail extends to $8 billion.

Figure ES7. Histogram of EVA Probability Distribution by Ownership
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As seen in Figure ES8, the EVA cumulative probability distribution curves for the two forms of
ownership have similar shapes. Most important, the EVA cumulative probability distribution
curve under Authority ownership is distributed decidedly to the right of the 10U ownership
distribution by about $1.8 billion across the entire probability range. While 10U ownership has
about a 50% chance of negative EVA, the exposure to losses under Authority ownership is far
less, about 13%.
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Figure ES8. EVA Cumulative Probability Distributions
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To understand the risks of unfavorable outcomes in the two distributions, it is helpful to focus on
the lower left side of Figure ES8. In Figure ES9 and Figure ES10 we zoom in on the lower
portion of the IOU and Authority ownership distributions, respectively, and show three key risk
metrics — Probability of Loss, Expected Loss, and 95% confidence tail value-at-risk (TVaR95),
all measured from the zero EVA risk threshold. Simply put, TVaR95 represents the weighted
average loss of the worst economic outcomes. These key risk metrics have been formulated in
the present context in order to address in a consistent and rigorous form either the IOU’s or the
Authority’s downside risk exposure under rate base regulation.

The downside risk measures begin at the threshold of zero loss. From that point, Expected Loss
is the mean (average) loss for all outcomes that result in a negative EVA. 10U ownership has an
Expected Loss of about $1.28 billion associated with its 51% probability of loss (Figure ES9),
compared to an Expected Loss of $0.66 billion associated with a 13% probability of loss for
Authority ownership (Figure ES10). In other words, 10U ownership is expected to have a four-
fold greater probability of loss, and if a loss occurs, its expected value would be nearly twice as
large. The TVaR95 is the expected loss conditional on the outcome being worse than the 5%
probability level. For IOU ownership, TVaR95 is $3.1 billion, compared to $1.2 billion for
Authority ownership, a difference of $1.9 billion.
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Figure ES9. EVA Downside Risk Measures — IOU Ownership
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Figure ES10. EVA Downside Risk Measures — Authority Ownership
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Across the board, these risk metrics demonstrate the much greater likelihood of negative
outcomes under 10U ownership, including larger expected loss, and larger extreme loss relative
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to the Authority transaction structure. The much more favorable dispersion of economic
outcomes under Authority ownership is explained wholly by the substantially lower cost of
capital we have assumed would be available to support the formation of an Authority.
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1 EcoNowMmiIc, MARKET AND REGULATORY DEVELOPMENTS

Since issuance of the Task 3 Report on December 1, 2008, there have been significant shifts in
economic conditions, wholesale power market dynamics, and regulatory developments. The
underlying forecast assumptions and factor inputs were based, however, on a perspective of U.S.
economic conditions and global oil prices that prevailed in the summer of 2008, more than two
months before the global credit crisis. The economic downturn, emerging legislative and
executive initiatives under the Obama Administration, recent filings and information from PJM,
and the continued slide in commaodity prices necessitate a comprehensive update of key factor
inputs used in the Task 3 Report.

In this section, we provide the basis for updating the forecasts and assumptions used in this
study.

1.1 Economic Conditions
1.1.1 Recession

In formulating our economic and financial assumptions in the Task 3 Report, we noted the
unprecedented deterioration in credit fundamentals and liquidity. In Section 2.5.2 of the Task 3
Report, we concluded that “Given the 30-year study horizon in this report, we have made the
simplifying assumption that the capital markets will trend towards normalcy in the next two
years, reflecting a more typical and stable long-term financial environment...”

Since then, economic conditions have materially worsened. In December, the National Bureau
of Economic Research (NBER) declared that the U.S. has been in a recession since December
2007.) There is typically a lag between the start of a recession and a formal declaration,
allowing for time to finalize and evaluate various economic measures. Those measures include
labor and unemployment, as well as real personal income, industrial production, wholesale and
retail sales, and GDP. The NBER stated that these last three measures reached a peak between
November 2007 and June 2008, and have been declining ever since.

According to a December 2009 Wall Street Journal economic-forecasting survey, the current
recession may turn out to be the longest and most painful downturn since the Great Depression.
The 54 economists who participated in the survey, on average, forecasted quarterly contractions
in GDP for Q4 2008 and Q1&2 2009. The Commerce Department's preliminary estimate
showed a 0.5% decline in quarterly GDP for the third quarter, so that if the economists'
predictions bear out, it would mark the first time GDP has contracted in four consecut