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E-Mail: fmurphy1(@keyspanenergy.com

Francis J. Murphy
Senior Counsel

March 29, 2006

VIA FEDERAL EXPRESS

Hon. Jaclyn Brilling, Secretary

New York State Board on Electric Generation
Siting and the Environment

Three Empire State Plaza

Albany, New York 12223-1350

Re:  Case 99-F-1625, KeySpan-Ravenswood, inc.
Financial Assurance Required by June 21, 2004 Order

Dear Secretary Brilling:

Enclosed please find KeySpan’s documentation in order to meet the obligations of the financial
test in accordance with the commitment made in our October 24, 2005 letter to you. These documents
include:

(1) a letter from the Chief Financial Officer of KeySpan;

(11)  areport from Independent Accountants; and

(ili)  a copy of the Company’s 2005 Form 10-K for the year ended December
31, 2006.

Please feel free to contact me should you have any questions.

Sincerely,

‘ Franc1sJ Murphy

S. Blow, New York State Department of Public Service
D. May, New York State Department of Public Service
I. Cole, New York State Department of Public Service

cc:  (w/ Enclosures)
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vr“""‘l KeySpan Corporation
“M One MetraTech Center

Brooklyn NY 11201-3851
Tel 718 403-2000

March 28, 2007

Hon. Jaclyn Brilling, Secretary

New York State Board on Electric Generation
Siting and the Environment

Three Empire State Plaza

Albany, New York 12223-1350

Re:  Case 99-F-1625, KeySpan-Ravenswood, Inc.

Dear Secretary Brilling:

I am the Chief Financial Officer of KeySpan Corporation located at 175 East Old Country Road,
Hicksville, New York 11801. This letter is in support of this firm’s use of the financial test to
demonstrate financial assurance for closure and/or post-closure costs, as specified in 6 NYCRR 373-2.8
and 373-3.8.

1. This firm is the owner or operator of the following facilities for which financial assurance for
closure and/or post-closure care is demonstrated through the financial test specified in 6 NYCRR 373-2.8
and 373-3.8. The current closure and/or post-closure costs estimates covered by the test are shown for
each facility:

KeySpan Corporation
Hicksville Operations Center
175 East Old Country Road
Hicksville, New York 11801

EPA Identification #NYDG06866008
Estimated Closure Cost $424,174

2. This firm guarantees, through the guarantee specified in 6 NYCRR 373-2.8 and
373-3.8, the closure and/or post-closure care of the following facilities owned and operated
by the guaranteed party. The current cost estimates for the closure and/or post-closure care
so guaranteed are shown for each facility:
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Ravenswood Power Station
38-54 Vernon Boulevard
Long Island City, New York 11101

EPA Identification #NYD000072447
Estimated Closure Cost $22,778,000

3. For facilities not located in New York, this firm, as owner or operator or guarantor, is
demonstrating financial assurance for the closure, and/or post-closure care of the following facilities
through the use of a test equivalent or substantially equivalent to the test specified in Subpart H of 40
CFR Parts 264 and 265. The current closure and/or post-closure cost estimates covered by such a test are
shown for each facility: NONE

4. This firm is the owner or operator of the following hazardous waste management facilities for
which financial assurance for closure or, if a disposal facility, post-closure care, is not demonstrated either
to EPA or New York or other states through the financial test or any other financial assurance mechanism
specified in Subpart H of 40 CFR Parts 264 and 265 or equivalent or substantially equivalent state
mechanisms. The current closure and/or post-closure cost estimates not covered by such financial
assurance are shown by each facility: NONE

5. This firm is the owner or operator of the following UIC facilities for which financial assurance
for plugging and abandonment is required under 40 CFR Part 144 (see 6 NYCRR 370.1[e]). The current
closure cost estimates as required by 40 CFR 144.62 are shown for each facility: NONE

This firm is required to file Form 10-K with Securities and Exchange Commission (SEC) for the
latest fiscal year.

The fiscal year of this firm ends on December 31. The figures for the following items marked
with an asterisk are derived from this firm’s independently audited, year-end financial statements for the
latest completed fiscal year, ended December 31, 2006.
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*6.

*9.

Alternative 11

Sum of current closure and post-closure cost estimates (total of

all cost estimates shown in the five paragraphs above)................... $23,202,174

Current bond rating of most recent issuance of this firm and

Name Of Tating SETVICE  ...coovvicecireieserreieriereeeessrseserenserssnssnasseresnes Standard & Poors “A”
Date of issuance of bond..............coooiriiiiieceee s November 2003

Date of maturity of bond ... June 2027

Tangible net worth (if any portion of the closure and post-closure

cost estimates 18 included in “total liabilities” on your firm’s

financial statements, you may add the amount of that portion

10 this HNE) oottt st e e $2,852,000,000

Total assets in U.S. (required only if less than 90% of firm’s
assets are located in the U.S,)

Isline 5 at least TO millon? ..o iirrereeer e eee vt ee e e e e aeeeaeeaeseasameaneas Yes
Is line 5 at least 6 times HNe 17 oot ssanes Yes
Are at least 90% of the firm’s assets located in the U.S.2......cooeneee... Yes

¥ not, complete line 10.

Is line 6 at least 6 times lNE 17 ...ovveeveerevirireerree e eeneenae Not Applicable






CcC:

;a-dd/-‘“

/ Gerald Luterman
Executive Vice President and
Chief Financial Officer

(w/ Enclosures)

Donna L. Riccobono, Senior Counsel, Legal

Francis J. Murphy, Senior Counsel, Legal

Robert D. Teetz, Director, Environmental Engineering & Compliance
Steven V. Dalton, Director, Environmental Engineering & Compliance

Wei H. Chiang, Manager, Environmental Operations

Martin J. Bruscella, HAZMAT Supervisor, Environmental Operatlons
Bartholomew J. Polizzotti, HAZMAT Supervisor, Environmental Operations
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Deloitte. R

Two World Financial Center
New York, NY 10281-1414
UsA

Tek +1 212 436 2000
Fax: +1 212 436 5000
www. deloitte.com

INDEPENDENT ACCOUNTANTS' REPORT ON APPLYING AGREED-UPON
PROCEDURES

To the Board of Directors of KeySpan Corporation
Brooklyn, New York

We have performed the procedures included in the Code of Federal Regulations (“CFR”)
Title 40, Part 264, Section 143 (“40 CFR 264.143"), which were agreed to by the New
York State Public Service Commission, the New York State Board of Electric
Generation, and KeySpan Corporation (the “Company”), as required by Case 99-F-1625,
entitled “KeySpan — Ravenswood, Inc., Order Authorizing commencement of
Commercial Operation and Approving Compliance Filing Regarding Financial Assurance
of the Availability of Decommissioning Costs”, KeySpan — Ravenswood, Inc. (now
known as KeySpan- Ravenswood, LLC) and the Company, solely to assist the specified
parties in evaluating the Company's compliance with the financial test option as of
December 31, 2006, included in the accompanying letter dated March 28, 2007 from Mr.
Gerald Luterman, Vice President and Chief Financial Officer of the Company.
Management is responsible for the Company's compliance with those requirements. This
agreed-upon procedures engagement was conducted in accordance with attestation
standards established by the American Institute of Certified Public Accountants. The
sufficiency of these procedures is solely the responsibility of the parties specified in this
report. Consequently, we make no representation regarding the sufficiency of the
procedures described below either for the purpose for which this report has been
requested or for any other purpose.

The procedures that we performed and related findings are as follows:

1.  We compared the amounts included in the Calculation of Net Worth schedule under
the caption Alternative II in the letter referred to above with the corresponding amounts
in the audited consolidated financial statements of the Company as of and for the year
ended December. 31 2006 on which we have issued our report dated February 22, 2007
and found them to be in agreement. Such report expresses an unqualified opinion on the
consolidated financial statements and includes the following explanatory paragraph “As
discussed in Notes 1 and 4 to the consolidated financial statements, on December 31,
2006 the Company adopted Statement of Financial Accounting Standards No. 158
“Employers’ Accounting for Defined Benefit Pensions and Other Postretirement Benefit
Plans.” As discussed in Notes 1 and 7, on December 31, 2005, the Company adopted
Financial Accounting Standards Board Interpretation No. 47, “Accounting for
Conditional Asset Retirement Obligations”.

Member of
Deloitte Touche Tohmatsu
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2.  Werecomputed from, or reconciled to, the consolidated financial statements referred
to in procedure 1 the information included in the Company’s Calculation of Tangible Net
Worth to the Tangible Net Worth appearing under the caption Alternative II in the letter
referred to above and found them to be in agreement.

3. We compared the amount of Tangible Net Worth on the Calculation of Tangible Net
Worth appearing in item 5 of page 3 of the letter to the New York State Board on Electric
Generation dated March 28, 2007 under the caption Alternative II and found them to be
in agreement.

4, We compared the total assets on the Calculation of Percentage of Assets in the
United States schedule to the corresponding amount in the consolidated financial
statements and found them to be in agreement.

5. 'We compared the assets inside the United States on the Calculation of Percentage of
Assets in the United States schedule to the Company’s accounting records and found
them to be in agreement.

6. Werecomputed the Company’s calculation of percentage of assets located in the
United States included on the Calculation of Percentage of Assets in the United States
schedule and found them to be in agreement.

We were not engaged to, and did not, perform an examination, the objective of which
would be the expression of an opinion on the accompanying letter dated March 28, 2007.
Accordingly, we do not express such an opinion. Had we performed additional
procedures, other matters might have come to our attention that would have been reported
to you.

This report is intended solely for the information and use of the board of directors and
management of the Company, the New York State Public Service Commission, and the

New York State Board of Electric Generation, and is not intended to be and should not be
used by anyone other than these specified parties.

94,47% ¢ Gowde 4P

March 26, 2007






UNITED STATES
SECURITIES AND EXCHANGE COMMISSION
Washington, D.C. 20548
FORM 10-K
[X]  ANNUAL REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES EXCHANGE ACT OF 1934
For the fiscal year ended Decernber 31, 2006

Commission file number 1-14161

KEYSPAN CORPORATION
{Exact name of registrant as specified in its charter)
NEW YORK 11-3431358
{State or other jurisdiction of incorporation or erganization) {L.R.S. Employer |dentification No.)
One MetroTech Center, Brooklyn, New York 11201
175 East Old Country Road, Hicksvlille, New York 11801
{Address of principal executive offices) (Zip code)
(718} 403-1000 (Brooklyn)

{516) 755-6650 {Hicksvilfe)
(Registrant's letephona number, including area code)

Securlties reglsterad pursuant to Sectlon 12(h) of the Act:
Title of each class Name of each exchange on which registered
Common Stock, $.01 par value New York Stock Exchange

SECURITIES REGISTERED PURSUANT TO SECTION 12{g) OF THE ACT:

Nene
(Title of class)
Indicate by check mark if the registrant is a well known seasoned issuer, as defined in Rule 405 of the Securities Act.
X Yes___No
Indicate by check mark if the registrant is not required to file reports pursuant to Section 13 or Section 15(d) of the Act,
Yes X No

Indicate by check mark whether the registrant (1) has filed afl raports required to be filed by Section 13 or 15{d) of the Securities
Exchange Act of 1834 during the preceding 12 months {or for such shorter perfod that the registrant was required to file such reports), and (2
has been subject to such filing requirements for the past 90 days.

X Yes___No

Indicate by check mark if disclosure of delinquent filers pursuant to ltem 405 of Regulation S-K (§ 229.405 of this chapter) is not
contained herein, and will not be contained, to the best of registrant's knowledge, in definitive proxy or information statements incorporated by
reference in Part i of this Form 10-K or any amendment to this Form 10-K,

X_Yes __ No
Indicate by check mark whether the registrantis a farge accelerated filer, or a nen-accelerated filler.
Large accelerated filer _X_ Accelerated filer ___ Non-accelerated filer __
indicate by check mark whether the registrant is a shell company (as defined in Rule 12b-2 of the Act). _Yes X_No

The aggregate market value of the voting and non-voting common equity held by non-affiliates (174 772,562 shares) of the registrant was
$7,223,349.984 based on the closing price of the New York Stock Exchange on February 20, 2007, of $41.33 per share.

As of February 20, 2007, there were 175,588,130 shares of common stock, $.01 par value, outstanding.

DOCUMENTS INCORPORATED BY REFERENCE
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PART |
ITEM1. BUSINESS

CORPORATE OVERVIEW

KeySpan Corporation (“KeySpan} is a member of the Standard and
Poor's 500 Index. KeySpan is a New York corporation and a holding
company under the Public Utility Holding Company Act of 2005
("PUHCA 20057), KeySpan was formed in May 1998, as a result of the
business combination of KeySpan Energy Corporation, the parent of
The Brooklyn Union Gas Company, and certain businesses of the Long
Istand Lignting Company ("LILCO"). On November 8, 2000, KeySpan
acqured Eastern Enterprises (*Eastem”), now known as KeySpan New
England, LLC (*KNE"), a Massachusefts limited fiability company, which
primarily owns Boston Gas Company (“Boston Gas”), Colonial Gas
Company (“Colonial Gas™) and Essex Gas Company (“Essex Gas™),
gas ulilities operating in Massachusetts, as well as EnergyNorth Natural
Gas, Inc. (“EnergyNorth”), a gas utility operating principally in central
New Hampshire. KeySpan operates six regulated utilities that distribute
natural gas to approximately 2.6 million customers in New York City,
Long Island, Massachusetts and New Hampshire, making KeySpan the
fifth largest gas distribution company in the United States and the
targest in the Northeast. KeySpan also owns, eases and operaltes
electric generating plants 'n NassaL and Suffolk Counties on Long
1slang ana in Queens County in New York City and 1s the largest
electric generation operator in New York State. Under contractual
arrangements, KeySpan provides power, electric transmission and
distribution services, billing and other customer services for
approximately 1.1 million electric customers of the Long Island Power
Authority ("LIPA"). KeySpan's other operating subsidiaries are primarily
invotved in gas production and development; underground gas storage;
liquefied natural gas ("LNG") storage; retail electric marketing; large
energy-system ownership, instaflation and management; service and
maintenance of energy systems; and engineering and consulting
services. KeySpan also invests and parficipates in the development of
natural gas pipelines, efectric generation and other energy-related
projects. As used herein, “KeySpan,” “we,” "us™ and “our” refers to
KeySpan Corporation, its six principal gas distnibution subsidiaries and
its other regulated and unreguiated subsidiaries, individually and in the
aggregate.

On February 25, 2006, KeySpan entered into an Agreement and
Plan of Merger {the “Merger Agreement"), with National Grid plc, a
public limited company incorporated under the laws of England and
Wales (“Parent”) and National Grid US8, Inc., a New York Corporation
(“Merger Sub™}, pursuant to which Merger Sub will merge with and into
KeySpan (the "Merger”), with KeySpan confinuing as the surviving
company and thereby becoming an indirect wholly-owned subsidiary of
the Parent. Pursuant 1o the Merger Agreement, at the effective time of
the Merger, each outstanding share of KeySpan common stock, par
vaiue $0.01 per share the "Shares™), other than treasury shares and
shares held by the Parent and its subsidiaries, shall be canceled and
shall be converted into the right to receive $42.00 in cash, without
interest,

Consummation of the Merger is subject to various closing
condibions, including but not iimited to the receipt of requisite regulatory
approvals from certain United States federal and state public utility,
anflitrust and other regulatory authorities, all of which have been filed
and many of which have been obtained. Specifically, we filed our
application for approval of the Merger pursuant to the Federal Power

Act in May 2006 and in October the requisite approval was obtained from
the Federal Energy Regulatory Commission ("FERC"). In early July
2008, we cleared review by the Federal Trade Commission under the
Hart-Scott-Rodino Antitrust Improvement Act and received nofification
that the Committee on Foreign investment in the U.S. has determined
that there are no issues of nationaf security sufficient to warrant an
investigation of the transaction. On July 20, 2006 we filed an application
for approval of the transaction with the New York Public Service
Commission (“NYPSC"). KeySpan has also sought approval of the
merger from the New Hampshire Public Utility Commission. In October
2008, the State of New Jersey Board of Public Utilities approved a
change of control of KeySpan Communication Corp., which provides
telecommunications services in New Jersey. In addition, the Merger was
approved by our shareholders at cur Annual Meeting on August 17,
2006. Shareholders of National Grid plc approved the Mergerata -
meeting held on July 31, 2006.

In addition to seeking approvat of the Merger, the application filed
with the NYPSC also contained proposed ten-year rate plans for
KeySpan Energy Delivery of New York (“KEDNY™ and KeySpan Energy
Delivery of Long Island ("KEDLI"}, as well as proposals concerning
corporate structure and affiliate rules, the rate treatment for synergy
savings and for low income and energy efficiency programs, among
others. Specifically, the rate plan proposais provide for, among other
things, a freeze of base gelivery rates for KEDNY and KEOLI for 18
montns. Thereafter, KEDNY's and KEDLI's gas adjustment clauses
would be increased to recover, on a prospective basis, estimated gas
commodity-related costs of $68.6 million for KEDNY and $28.7 million for
KEDLI that would ne longer be included in base rates. In addition,
KEDNY and KEDLI base delivery rates would be increased by an
average of 2.5% {$62.4 million) and 2.3% ($39.4 miflion}, respectively in
years 3, 5, 7 and 8 of the rate plans. The proposed rate plans
contemplate an allowed retumn on equity of 11.0% for each entity.
Cumulative eamings above 11.75% would be shared between gas sales
customers and KeySpan over the rate plan period. On October 3, 2006
National Grid ple filed testimony and exhibits with the NYPSC that further
explains the exhibits and attachments that were previously submitted as
part of the July 20, 2006 petition.

Separately from the merger application, on October 3, 20086,
KEDNY and KEDL! filed with the NYPSC individual applications for
proposed annual increases in revenues, which applications assumed
that KEDNY and KEDLI remained as stand-alone companies. The
proposed revenue increases are for approximately 9.1% and 10.9% for
KEDNY and KEDLI, respectively. KEDNY’s last base rate increase took
effect October 1, 1993 and since then base rates have been reduced
twice — once in 1996 and again in 1998. KEDLV's last base rate increase
took effect December 1, 1995, Since that time, KEDLI's base rates were
reduced twice in 1998. The principal factors creating the need for rate
relief are increases in operating and maintenance expenses, increases
in rate base, increased property taxes and depreciation expense, and
the need fo commence recovery of previously deferred cosls such as
pension and post retirement benefits, environmental expenditures and
property taxes.

The tolal projected increase in revenues is comprised of fwo
components; (i) an increase in base rates of $180.7 million for KEDNY
and $145 million for KEDLI; and {i.} projected ncreases of $32.8 million
and $13.6 million for KEDNY and £EDLI, respectively, for gas-related
expenses that will be recovered through the Gas Agustment Clause
{*GAC") and/or the Transportation Adjustment Clause (“TAC"}. The
proposed rate of return on equity is 11.0% for both KEDNY and KEDLI,



The NYPSC may suspend the implementation of the proposed
tariff changes for up fo eleven months, which would mean, absent other
intervening events, an effective date of September 3, 2007 for new
rates. Although KEDNY ang KEDLI proposeo the new rates described
apove in these tar ff fitings, it will not be necessary to implement the
rate increases proposed therein if the NYPSC approves the Merger
between National Grid plc and KeySpan and approves the related ten-
year rate p an previously notea, or some variation thereof,

On Feoruary 20, 2007, NYPSC Staff filed ts direct testimony in
the merger proceeding. NYSPSC Staff opposed the current terms of
the Merger on policy grounds, but suggested that it could support the
Merger under certain circumstances. KeySpan and National Grid
intend to file testimony responding to the positions taken by Staff. in
addition, on January 29, 2007, Staff filed its direct testimeny in the rate
case proceedings and our rebuttal testimony was filed on February 21,
2007. In connection with each of these proceedings, hearings before
an administrative law judge (*ALJ") are scheduled to begin in late
March. Unless a setilement among the parties is otherwise reached,
the ALJ will issue its recommended decision to the NYPSC following
such hearings. Ultimately, the NYPSC may accept, reject, or modify alt
or any part of the ALJ s recommended decision.

KeySpan and National Gnd wlf continue to pursue all required
approvals and continue to anticipate that the Merger will be
consummated in mid-2007. However, we are unable 1o predict the
outcome of these regulatory proceedings and no assurance can be
given that the Merger will occur or the timing of its completion.
Accordingly, any statements contained herein conceming expectations,
beliefs, plans, objectives, goals, strategies, future events or
performance and underlying assumptions are “forward-looking
statements” and do not take into account the occurrence or impact of
any potential strategic transaction on the future cperations, financial
condition and cash flows of KeySpan.

reySpan is a nolding company under the Public Utility Holding
Company Act of 2005, as amenged (*PUHCA 2005%). In Augus? 2005.
the Energy Policy Act of 2005 (the “Energy Act”) was enacted. The
Energy Act is a broad energy bill that places an increased emphasis on
the production of energy and promotes the development of new
technologies and alternative energy sources and provides tax credits to
companigs that produce natural gas, oil, coal, electricity and renewable
energy. For KeySpan, one of the more significant provisions of the
Energy Act was the repeal of the Publ ¢ Ut lity hoiding Company Act of
1935, as amendea {"PUHCA 1935'), which pecame effective on
February 8, 2006. Since that time, the jurisdiction of the Securities and
Exchange Commission (“SEC") over certain holding company activities,
including the regutation of our affiliate transactions and service
companies, has been transferred to the jurisdiction of the Federal
Energy Regulatory Commission ("FERC") pursuant to PUHCA 2005.
See "Regutation and Rate Matters” for additional information on the
Energy Act and PUHCA 2005.

Under our holding company structure, we have no independent
operations and conduct substantially all of our operations through our
subsidianes. Our supsidiaries operate in the following four busimess
segments. Gas Distnbution, Electric Services, Energy Serwices and
Energy Invesiments.

The Gas Distr bution segment consists of our six regulated gas
distribution subsid.aries, wn ch operate in New York, Massachusetts
and New Hampshire and serve approximately 2.6 million customers.

Tne Electric Services segment consists of subs.diaries that
manage the eiectric transmission and distrioution system (“T&D

System”) owned by LIPA; provide generafing capacity and, t¢ the extent
requited, energy conversion services for LIPA from our approximately
4,200 megawatts ("MW of generating facilities located on Long Isfand;
ano manage fuet supplies for LIPA to fuel our Long Is and generating
facilites. The Electr ¢ Services segment also nciudes subs diaries that
own, iease and operate the 2,200 MW Ravenswood electric generation
facility {the “Ravenswood Facility”), located in Queens County in New
York City, and the 250 MW combined cycle generat ng unit {the
“Ravenswood Expansion®) which began full commercial operation in M:
2004 (collectively, the Ravenswood Facility and the Ravenswood
Expansion are referred to herein as the "Ravenswood Generating
Station” and have a total electric capacity of 2,450 MW). Moreover,
subsidiaries in this segment also provide retail marketing of electricity to
commercial customers,

The Energy Services segment provides energy-related services to
customers primarily located within the Northeastern United States, with
concentrations in the New York City and Boston metropolitan areas.

The Energy Investments segment includes our gas production and
development aclivities, domestic pipelines, gas storage facilities and
LNG facilities and operations.

KeySpan's principa: executive offices are located at One MetroTech
Center, Brooklyn, New York 11201 and 175 East Od Country Road,
Hicksville, New York 11801, and its telephone numbers are (718) 403-
1000 {Brooklyn) and (516) 755-6650 (Hicksville).

KeySpan makes available free of charge on or through its website,
hitp://www.keyspanenergy.com (Investor Relations section}, its annual
report on Form 10-K, quarterly reports on Form 10-Q, current reports on
Form 8-K, and all amendments to those reports as scon as reasonably
practicable after such material is efectronically filed with or fumished to
the SEC. You may also read and copy any of these documents at the
SEC's public reference room at 100 F Street, N.E., Washington, D.C.
20549, Please call the SEC at 1-800-SEC-0330 for further information on
the public reference room, Qur SEC fiings are also ava lable to the
public on the SEC’s web site at www.sec.qov.

GAS DISTRIBUTION OVERVIEW

Our gas distribution activities are conducted by our six requlated
gas distribution subsidiaries, which operate in three states in the
Northeast: New York, Massachusetts and New Hampshire. We are the
fifth largest gas distribution company in the United States and the large
in the Northeast, w th approximately 2.6 mill on customers served wh 1,
an aggregate serv ce area covering 4,273 square m les. In New York,
The Brooklyn Union Gas Company, doing business as KeySpan Energy
Delivery New York ("KEDNY™), provides gas distribution services to
customers in the New York City Boroughs of Brooklyn, Queens and
Staten Island; and KeySpan Gas East Corporation, doing business as
KeySpan Energy Delivery Long Island ("KEDLI"), provides gas
distribution services to customers in the Long Island Counties of Nassa
and Suffolk and the Rockaway Peninsula of Queens County. [n
Massachusetts, Boston Gas provides gas distribution services in eastern
and central Massachusetts; Colonial Gas provides gas distribution
services on Cape Cod and in eastern Massachusetis, and Essex Gas
provides gas distribution serv ces in eastern Massachusetts. In New
Hampshire, EnergyNorth provides gas distribution services to customers
pnncipa ly located n central New Hampshre Our New England gas
compan es ail do business as KeySpan Energy Del very hew England
(“KEDNE”).

n New York, there are two separate, bul contigucus serv ce
temitories served by KEDNY and KEDLI, compr sing approximately 1,417



square mites and 1.68 million customers. In Massachusetts, Boston
Gas, Colonial Gas and Essex Gas serve three service territories
consisting of 1,934 square miles and approximately 792,000
customers. In New Hampshire, EnergyNorth has a service territory that
is contiguous to Colonial Gas' and ranges from within 30 to 85 miles of
the greater Boston area. EnergyNorth provides service to
approximately 80,000 customers over a service area of approximately
922 square miles. Collectively, KeySpan owns and operates gas
distribution, transmission and storage systems that consist of
approximately 23,336 miles of gas mains and distribution pipelines.

Natural gas is offered for sale to residential and smalt commercial
customers on a “firm" basis, and to most large commergial and
industrial customers on either a “firm” or “interruptible” basis. “Firm”
service is offered to customers under tariffed schedules or contracts
that anticipate no inferruptions, whereas “interruptible” service is offered
to customers under tariffed schedules or contracts that anticipate and
permit intermaption on short notice, generafly in peak-load seasons or
for system reliability reasons. We maintain a diverse portfolio of firm
gas supply, storage and pipeline transportation capacity contracts to
adequately serve the requirements of our gas sales customers, to
maintain system reliability and system operations, and fo meet our
obligation to serve our customers. We also engage in the use of
derivative financiat instruments from time to time to reduce the cash
flow volatility associated with the purchase price for a portion of fulure
natural gas purchases.

KeySpan actively promoles & competitive retail gas market by
offering tariff firm fransportation services to firm gas customers who
elect o purchase their gas supplies from natural gas marketers rather
than from the utility. in New York, KeySpan further facilitates
competition by releasing its pipeline transportation capacity and offering
bundled gas supply to natural gas marketers that would otherwise not
be able to obtain their own capaclty. In Massachusetts and New
Hampshire, there are mandatory capacity assignment programs in
place whereby capacity is released 10 natural gas markefers on behalf
of customers they serve. However, net gas revenues are not
significantly affected by customers opling to purchase their gas supply
from other sources since delivery rates charged to transportation
customers generally are the same as delivery rates charged to sales
service customers,

KeySpan also participates in interstate markets by releasing
pipefine capacity and by selling bundled gas services fo customers
located outside of our service territory (“off-system™ customers).

KeySpan purchases natural gas for firm gas customers under both
long and short-term supply contracts, as well as on the spot market,
and utilizes its firm pipeline transportation contracts to transport the gas
from the point of purchase to the market. KeySpan also contracts for
firm capacily in natural gas underground storage facilities to store gas
during the summer for later withdrawal during the winter heating season
when gas customer demand is higher. KeySpan also contracts for fim
winter peaking supplies fo meet firm gas customer demand on the
coldest days of the year.

KeySpan sells gas to firm gas customers at ifs cost for such gas,
pius a charge designed to recover the costs of distribution (including a
return of and a return on capital invested in our disiribution facilities).
We share with our firm gas customers net revenues {operating
revenues less the cost of gas and associated revenue taxes) from off-
system sales and capacity release transactions. Further, net revenues
from tariff gas balancing services and certain inferruptible on-system

sales are refunded, for most of our subsidiaries, to firm customers
subject to certain sharing provisions.

Our gas operations can be significantly affected by seasonat
weather conditions. Annual revenues are substantially realized during
the healing season as a result of higher sales of gas due to cold
weather. Accoraingly, operating resJlts histoncally are mos! favorable in
the first and fourth calendar quarters. KEDNY ana KEDLI each operate
under a uility tariff that contains a weather normalization adjustment that
largely offsets variations in firm net revenues due to fiuctuations in
normal weather. However, the tariffs for our four KEDNE gas distribution
companies do not contain such a weather normalization adjustment and,
therefore, fluctuations in seasonal weather conditions between years
may nave a sign ficant effect on resu ts of operat.ons and cash flows for
these four subsicianes. We utilize weather denvat.ves for KEDNE to
mitigate variations in firm net revenues due to warmer-than-normal
weather during the heating season.

New York Gas Distribution Systems - KEDNY and KEDLY Supply
and Storage

KEDNY and KEDLI have firm long-term contracts for the purchase
of transportation and underground storage services. Gas supplies are
purchased under long and short-term firm contracts, as well as on the
spot market. Gas supplies are transported by interstate pipelines from
domestic and Canadian supply basins. Peaking supplies are available to
meet system requirements on the coldest days of the winter season,

Peak-Day Capability. The design criteria for the New York gas system
assumes an average lemperature of 0°F for peak-day demand. Under
such criteria, we estimate that the requirements to supply our firm gas
customers would amount to approximately 2,129 MDTH (one MDTH
equals 1,000 DTH or 1 billion British Thermat Units) of gas for a peak-
day during the 2006/07 winter season and that the gas available to us on
such a peak-day amounts to approximately 2,235 MDTH.

The highest daily throughput most recently experienced occurred
on February 5, 2007 in which the demand of the firm New York
customers was 1,874 MDTH, and the average temperature was 14°F.
KEDNY and KEDLI have sufficient gas supply available to meet the
requirements of their firm gas customers for the 2006/07 winler season.

Our New York firn gas peak-day capability is summarized in the
following table:

Source MDTH per day % of Total
Pipeiine 865 39%
Underground Storage 800 36%
Peaking Suppfies _570 _25%
Total 2235 100%

Pipelines. Our New York based gas distribution utifities purchase
natural gas for sale under contracts with suppliers of natural gas located
in domestic and Canadian supply basins and arrange for its
transportation to our facililies under firm long-term contracts with
interstate pipeline companies. For the 2006/07 gas year, approximately
73% of our New York natural gas supply was available from domestic
sources and 27% from Canadian sources. We have available under firm
contract 865 MDTH per day of year-round and seasonal pipeline
transportation capacity. Our major providers of interstate pipeline
capacity and related services include; Transcontinental Gas Pipe Line
Corporation (“Transco™), Texas Eastem Transmission Corporation
{“Tetco™, iroquois Gas Transmission System, L.P. ("Iroquois™),



Tennessee Gas Pipeline Company (“Tennessee”), Dom nion
Transmission incorporated {"Dominion ), Texas Gas Transmission
Company, TransCanada Corporation and Union Gas.

Underground Storage. In order to meet winler demand in our New
York service territories, we also have long-term contracls with Transco,
Teteo. Tennessee, Dominion, Equitrans, Inc., National Fuel Gas Supply
Corporation {*National Fuel”) and Honeoye Storage Corporation
(*Honeoye) for _ndergrownd storage capacity of 60,766 MDTH and
800 MDTH per day of maximum deliverability.

Peaking Supplies. In addition to the pipefine and underground storage
supply, we suppfement our winter supply portfolio with peaking supplies
that are available on the coldest days of the year to economically meet
the increased requirements of our heating customers, Our peaking
supplies include: (i) two LNG plants; (i} peaking supply contracts with
dual-fuel power producers located in our franchise areas; and (i) third-
party peaxing supply contracts with suppliers locatea outside our
franchise area. For the 2006/07 w nter season, we have the capabflity
to provide maximum peaking supplies of 570 MDTH on extremely cold
days. The LNG plants provide us with peak-day capacity of 395 MDTH
and winter season availabitity of 2,053 MDTH. The peaking supply
contracts with the dual fue! power producers provide us with peak-day
capacity of 175 MDTH and winter season availability of 4,846 MDTH.

Gas Supply Management. We currently perform our New York-based
gas supply management services internally.

Gas Costs. The current gas rate structure of each of these companies
includes a gas adjustment clause pursuant to which variations between
actual gas costs incurred and gas costs billed are deferred and
subsequently refunded to or collected from firm customers.

Combined Gas Supply Portfolios. KEDNY and KEDLI combined the
planning, managemeni and ufilization of their respective gas supply
portiolios to enable each company to serve its customers more reliably
ana cost effectively. Spec fically, tnese companies plan the acquJisit'on
of incremental pipeline capacity, underground storage, gas supply and
peaking supply contracts to meet projecied growth in frm customer
demand on a combined portfolio basis. This approach enables these
companies to realize synergies that would otherwise not be attainable if
they were to plan independently for the development of their respective
portfolios. These two companies, by virtue of their geographic
proximity, complementary customer demand profiles and similar gas
contracts are able to add incremental capacity more effectively to meet
expected customer demand growth by planning the portfolios on a
combined basis.

Dereguiation. Regulatory actions, economic factors and changes in
customers and their preferences continue to reshaoe our gas
operations. A number of customers currently purchase their gas
supplies from natural gas marketers and then contract with us for focal
transportation, batancing and other unbundled services. In addition,
our New York gas distribution companies release firm capacity on our
interstate pipeline transportation contracts to natural gas marketers to
ensure the marketers’ gas supply is delivered on a firm basis and in a
refiable manner, As of January 1, 2007, approximately 98,968 gas
customers on the New York gas distribution system are purchasing
their gas from marketers. However, net gas revenues are no

significantly affectea by customers opting to purchase their gas supply
from other so.rces since delivery rates cnarged to transpontation
customers generally are the same as delivery rates charged to sales
service customers.

New England Gas Distribution Systems — KEDNE Supply and
Storage

KEDNE has firm long-term contracts for the purchase of transportation
and underground storage services. Gas supplies are purchased under
long and short-term firm contracts, as well as on the spot market. Gas
supplies are transported by interstate pipelines from domestic and
Canadian supply basins. Peaking supplies are avaitable to meet system
requirements on the coldest days of the winter season.

Peak-Day Capability. The design criteria for the New England gas
systems assumes an average temperature of -6°F in Massachusetts and
-8°F in New Hampshire for peak-day demand. Under such criteria, we
estimate that the req.rements 10 supply our firm gas customers would
amount to approximately 1,389 MDTh of gas for a peak-oay dunng the
2006107 winter season and that the gas available to us on such a peak-
day amounts to approximately 1,420 MDTH.

The highest daily throughput most recently experienced occured
on January 26, 2007 in which the demand of the firm New England
customers (which includes both firm sales and firm fransportation) was
1,210 MDTH, and the average femperature was 9°F, KEDNE has
sufficient gas supply available to meet the requirements of their firm gas
customers for the 2006/07 winter season.

Our New England firm gas peak-day capability is simmarized in the
following table:

MDTH per day % of Total

Pipeline 500 35%
Underground Storage 248 18%
Peaking Supplies _672 47%
Total 1420 _100%

Pipelines, Our New England based gas distribution ufilities purchase
natural gas for sale unger contracts with suppliers of natural gas located
in domestic and Canad an supply basins and arrange for transportation
to our facilities under firm long-term coniracts with interstate pipeline
companies. We have available under firm contract 500 MDTH per day of
year-round and seasonal pipeline transporiation capacity. Our major
providers of interstate pipeline capacity and refated services include:
Algonquin Gas Transmission Company, iroquois, Maritimes and
Northeast Pipelines, Portland Natural Gas Transmission System,
Tennessee and TETCO.

Underground Storage. n order to meet winter demand in our New
England service territories, we also have long-term contracts with Tetco,
Tennessee, Dominion, National Fue! and Honeoye for underground
storage capacity of 23,280 MDTH and 248 MDTH per day of maximum
deliverability.

Peaking Supplies. In addition ta the pipeline and underground storage
supply, we supplement our winter suppty portfolio with peaking supplies
that are available on the coldest days of the year to economically meet
the increased requirements of our heating customers. Our peaking
supplies include (i) local preduction plants that store LNG and liquid
propane until vaporized, which are located strategically across the



service territory and (ii) contracts for LNG storage and delivery with our
LNG subsidiary, KeySpan LNG LP, focated in Providence, Rhode
Island and with Distrigas of Massachusetts located in Everett,
Massachusetts. For the 2006/07 winter season, we nave the capability
to provide maximum peaking supmies of 672 MDTH on extremely cod
days.

Gas Supply Management. KeySpan has a management contract with
Merrill Lynch Trading, under which KeySpan and Merill Lynch Trading
share the responsibilities for managing KeySpan's upstream gas
contracted assets associated with its Massachuselts gas distribution
subsidiaries, as well as providing city-gate defivered supply. KeySpan,
Merilt Lynch Trading and KeySpan's Massachusetts gas safes
customers will share in the prefits generated from the optimization of
these assets. The Massachusetts Department of Telecommunications
and Energy ("MADTE") approvea ths contract in March 2006 eflectve
Aprit 1, 2008, KeySpan provides thase services nternally for its hew
Hampshire gas distribution subsidiaries

Gas Costs. The current gas rale structure of each of the KEDNE
companies includes a gas adjustment clause pursuant to which
variations between actual gas costs incurred and gas costs billed are
deferred and subsequently refunded to or collected from firm
customers.

For additional information and for financial informalion concaming
the gas distribution segment, see the discussion in ftem 7.
Management’s Discussion and Analysis of Financial Condition and
Resulis of Operations — “Gas Distribution” and Note 2 to the
Consofidated Financial Statements, “Business Segments”.

ELECTRIC SERVICES OVERVIEW

We are the largest electric generator in New York State, Qur
subsidiaries own and operate 5 large generating plants and 13 smaller
factlities which are comprised of 57 generating units in Nassau and
Suffolk Counties on Long island and the Rockaway Peninsula in
Queens. In addilion, we own, lease and operate the Ravenswood
Generating Station located in Queens County, which is the largest
generating facility in New York City, The Ravenswood Generating
Station is comprised of 3 large steam-generating units, a 250 MW
combined cycle generating unit and 17 gas turbine generators. We
also operate and maintain a 55 MW gas turbine unit in Greenport, Long
Istand under an agreement with a third party.

As more fully described below, we: (i) provide to LIPA all
operation, maintenance and construction services and significant
administrative services relating to the Long Istand electric T&D System
pursuant to a Management Services Agreement (the “1998 MSA™); (i)
supply LIPA with electric generating capacity, energy conversion and
ancillary services from our Long Island generating units pursuant to a
Power Supply Agreement {the “1998 PSA"); and (jii) manage all
aspects of the fuel supply for our Long Istand generating faciliies, as
well as all aspects of the capacity and energy owned by or under
contract to LIPA pursuant to an Energy Management Agreement (the
“1998 EMA”). The 1998 MSA, 1998 PSA and 1998 EMA became
effective on May 28, 1998 and are collectively referred to herein as the
“1998 LIPA Agreements.”

On February 1, 2008, KeySpan and LIPA entered into (i} an
amenoed and restated Management Services Agreement {the “2006
MSA"}, pursuant 1o which KeySpan wi | confinue to operale and
maintain the electric T&D System owned by LIPA on Long island

through 2013; {ii) a new Option and Purchase and Sale Agreement (the
“2006 Option Agreement”), to replace the Generation Purchase Rights
Agreement (the “GPRA™, pursuant to which LIPA had the option,
through December 15, 2005, to acquire substantiahy all of the electric
generating facil'ties owned oy KeySpan on _ong Istand; and (ii) a
Settlement Agreement (the 2006 Settlement Agreement”) resolving
outstanding issues between the parties regarding the 1998 LIPA
Agreements. The 2006 MSA, the 2006 Option Agreement and the 2006
Settlement Agreement are collectively referred to herein as the 2006
LIPA Agreements.” These will become effective following approval by
the New York State Comptroller's Office and the New York State
Aftormey General. {For a further discussion on these LIPA agreements
see the discussion under the caption “Electric Services — LIPA
Agreements” and Note 11 to the Consolidated Financial Statements
“2006 LIPA Settlement™. The Electric Services segment also provides
reta 1 markeling of & ectricity to commerciar c.slomers

Portions of our E ectnic Services business can be affected by
seasonal weather conditions and market conditions. The majority of the
capacity revenue associated with the Ravenswood Generating Station is
realized during the six months between May and October of each year.
Energy and ancillary service sales from our Ravenswood Generating
Station are directly comrelated to the demand for electricity and
competition from other resources. Typically, the demand and price for
electricity increases during the extreme temperature conditions of
summer, However, depending on the availability of alternative
competitive supply, exireme temperature conditions may not resutt in
increased revenue. As a result, fiuctuations in weather and competitive
supply between years may have a significant effect on results of
operations in this portion of our Electric Services business.

Generating Facility Operations
In June 1989, we acquired the 2,200 MW Ravenswood Fagcility located in
New York City from Consolidated Edison Company of New York, Inc.
{“Consolidated Edison") for approximately $597 miliion. In order to
reduce our initial cash requirements to finance this acquisition, we
entared into an arrangement with an unaffiliated variable interest entity
through which we lease a portion of the Ravenswood Facility. Under the
arrangement, the variable interest entity acquired a portion of the facility
directly from Consolidated Edison and leased it to our wholly owned
subsidiary, KeySpan-Ravenswood, LL.C ("KSR"), For ore information
concerning this lease arrangement, see Note 7 to the Consolidated
Financiai Statements, "Contractual Obligations, Financial Guarantees
and Contingencies.”

In 2004, we completed construction of the Ravenswood Expansion,
a 250 MW combined cycle generating unit at the Ravenswood Facility,
thereby increasing the total electric capacily of the Ravenswood Facility
to 2,450 MW. in mid-May 2004, the Ravenswood Expansion began fuli
commercial operations. To finance the Ravenswood Expansion, we
entered into a leveraged lease financing arrangement pursuant to which
the Ravenswood Expansion was acquired by an unaffiliated lessor from
KSR and simultaneously leased back to it. This lease transaction
qualifies as an operating lease under SFAS 98 “Accounting for Leases:
Sale/Leaseback Transactions Involving Real Estate; Sales-Type Leases
of Real Estate; Definition of the Lease Term; an Initial Direct Costs of
Direct Financing Leases, an amendment of FASB Statements No.13, 66,
91 and a rescission of FASB Statement No. 26 and Technical Bulletin
No. 79-11 " See ltem 7. Management's Discussion and Analysis of
Financtal Conattion and Results of Operation - ‘Electric Sennces
Revenue Mechanisms” for a further discussion of these matters,



The Ravenswood Generating Station sefis capacity, energy and
anciitary services into the New York independent System Operator
(“NYISO") electricity market at market-based rates, subject to
mitigation. The Ravenswood Generating Station Facility has the ability
to provide approximately 25% of New York City's capacity requirements
and is a strategic asset that is avaitable to serve residents and
businesses in New York City.

The Ravenswood Generating Station and our New York City
Operations

The NYISO's New York City local reliability rules require that 80% of the
electric capacity needs of New York City be provided by "in-City”
generators. Our Ravenswood Generating Station is an “in-City”
generator. As the electric infrastructure in New York City and the
surrounding areas continues to change and evolve and the demand for
electric power increases, the “in-City” generator requirement could be
further modified. Construction of new transmission and generation
facifities may cause significant changes to the market for sales of
capacity, energy and ancillary services from our Ravenswood
Generating Station.

KeySpan continues to believe that New York City represents a
strong capacity market and has enlered into an International Swap
Dealers Association (1SDA™) Master Agreement for a fixed for float
unforced capacity financial swap (the “Swap Agreement”) with Morgan
Stanley Capital Group Inc. ("Morgan Stanley”) dated as of January 18,
2006. The Swap Agreement has a three year term that began on May
1,2006. The notiona quantity is 1,800 000kW (the “Notional Quantity”)
of In-City Unforced Capacity and the fixed price is $7.57/kW-month
(*Fixed Price™), subject to adjustment upon the occurrence of certain
events. Setflement occurs on a monthly basis based on the In-City
Unforced Capacity price determined by the relevant New York
Independent System Operator Spot Demand Curve Auclion Market
{ Floating Price”). For each monthly setllement period, the price
difference eaua s the Fixed Price minus the Floating Price. If such
price difference is less than zero, Morgan Stanley pays KeySpan an
amount equal to the product of (a) the Notional Quantity and (b} the
absolute value of such price difference. Conversely, if such price
difference is greater than zero, KeySpan pays Morgan Stanley an
amount equal to the product.of (a) the Notiona! Quantity and (b} the
absolute value of such price difference,

The New York State competitive wholesale market for capacity,
energy and ancillary services administered by the NYISO is still
evolving and FERC has adopled several price mitigation measures
which are subject to rehearing and possible judicial review. See llem 7.
Management's Discussion and Analysis of Financial Condition and
Results of Operation — “Regulatory Issues and Compefitive
Environment” for a further discussion of these matters,

Forty-six of our seventy-eight generating units are dual fuel units.
In recent years, we have reconfigured several of our facilities fo enable
them to burn either natural gas or oil, thus enabling us to switch
periodically between fuel altemafives based upon cost and seasonal
environmental requirements. Through other innovative technological
approaches, we instituted a program to reduce nitrogen oxides for
improved environmental performance while recovering 80 MW of
energy cutput.

The foflowing table indicales the 2006 summer capacity of all of our
steam generation facilities and gas wrbine (*GT") unils as reported to the
NYISO:

Location of Units Description Fuel Units MW
Long Island City Steam Turbine Duat 3 1,651
Long island City Combined Cycle  Dual® 1 231
Northport, L.I. Steam Turbine Dua 4 1,552
Port Jefferson, L.L. Steam Turbine Duai* 2 383
Glenwood, LI Steam Turbine Gas 2 239
Island Park, L.). Steam Turbine Dual* 2 385
Far Rockaway, LJ. Steam Turbine Dual* 1 111
Long sland City GT Units Dual®* 17 423
Glenwood and Port Jefferson  GT Units Dual! 4 159
Energy Center, L.I.

Thaoughout L1, GT Units Dual* 12 305
Throughout LI, GT Units Oif 30 1,087
TOTAL 78 6,506

*Dual - Oil (#2 oil or #6 residual oil) or kerosene, and natural gas.

For additional information and for financial information conceming
the Elecliric Services segment, see the discussion in ltem 7.
Management's Discuss on and Analysis of Financial Condition and
Results of Operations - 'Electric Services™ ana Note 2 o the
Consolidated Financial Statements, “Business Segments”.

Agreements with LIPA

LIPA is a corporate municipal instrumentality and a political subdivision
of the State of New York. On May 28, 1998, certain of LILCO's business
units were merged with KeySpan and LILCO’s common stock and
remaining assets were acquired by LIPA. At the time of this transaction,
KeySpan and LIPA entered into three major long-term service
agreements that (i) provide to LIPA all operation, maintenance and
construction services and significant administrative services relating to
the Long Istand electric transmission and distribution system (‘T&D
System™) pursuant to the Management Services Agreement (the *1998
MSA™; (i) supply LIPA with electric generaling capacity, energy
conversion and ancillary services from our Long Island generating units
pursuant to the Power Supply Agreement (the “1998 PSA) and other
long-term agreements through which we provide LIPA with
approximately one haif of its customers' energy needs; and (jii) manage
alt aspects of the fuel supply for our Long Island generating facilities, as
well as all aspects of the capacity and energy owned by or under
cantract to LIPA pursuant to the Energy Management Agreement {the
*1998 EMA™). We also purchase energy, capacity and ancillary services
in the open market on LIPA's behalf under the 1998 EMA. The 1998
MSA, 1998 PSA and 1998 EMA all became effective on May 28, 1998
and are collectively refemed to as the 1998 LIPA Agreements,

On February 1, 2008, KeySpan and LIPA entered into (i) an
amended and restaled Management Services Agreement (the “2006
MSA™), pursuant to which KeySpan will continue to operate and maintain
the electric T&D System owned by LIPA on Long Island; (i) a new
Option and Purchase and Sale Agreement (the “2006 Option
Agreement”), lo replace the Generation Purchase Rights Agresment (as
amended, the "GPRA"}, pursuant to which LIPA had the option, through
December 15, 2005, to acquire substantially all of the electric generating
faclities owned by KeySpan on Long Island; and (7, a Settlement
Agreement (the “2006 Settlement Agreement”) resolving outstanding
issues between the parties regarding the 1998 LIPA Agreements. The
2006 MSA, the 2006 Option Agreement and the 2006 Settlement



Agreement are collectively referred to herein as the “2006 LIPA
Agreements®. Each of the 2006 LIPA Agreements will bacome effectiva
as of January 1, 2006 upon all of the 2006 LIPA Agreements receiving
the required govemmental approvals; otherwise none of the 2006 LIPA
Agreements will become effective. The 2006 LIPA Agreements will
become effective following approval by the New York State
Comptroller's Office and the New York State Attomey General,

2006 Settlement Agreement. Pursuant lo the terms of the 2006
Settlement Agreement, KeySpan and LIPA agreed to resolve issues
that have existed between the parties relating to the various 1998 LIPA
Agreements. n addition to the resolution of these matiers, KeySpan's
entitlement to utilze L LCO’s ava able tax credits and other tax
attributes will increase from approximately $50 million lo approximately
$200 million. These credits and attributes may be used to safisfy
KeySpan's previously incurred indemnity obligation to LIPA for any
federal income tax liability that results from the recent settiement with
the IRS regarding the audit of LILCO's tax retumns for the years ended
December 31, 1996 through March 31, 1999. On October 30, 2008,
the IRS submitted the settiement provisions of the recently concluded
IRS audit to the Joint Committee on Taxation for approval. Key
provisions of the settlement included the resolution of the fax basis of
assets transferred to KeySpan at the time of the KeySpan/LILCO
merger, the tax deductibility of certain merger related costs and the tax
deductibility of certain environmental expenditures. The settlement
enabled KeySpan to utilize 100% of the available tax credits. (See
Note 3 to the Consolidated Financial Statements “Income Taxes™ for
additional information of the seftfement.) In recognition of these items,
as well as for the medification and extension of the 1998 MSA and the
amendments to the GPRA, upon effectiveness of the 2006 Settlement
Agreement, KeySpan will record a contractual asset in the amount of
approximately $180 million, of which approximately $110 million will e
attributed to the right to utilize such additional credits and atfributes and
approximatedy $50 million will be amortized over the eight year term of
the 2006 MSA. In order to compansale LIPA for the foregoing,
KeySpan will pay LIPA $69 million in cash and will settle certain
accounts receivable in the amount of approximately $90 miliion due
from LIPA.

Generation Purchase Rights Agreement and 2006 Option
Agreement. Under the amended GPRA, LIPA had the right to acquire
certain of KeySpan's Long Island-based generating assets formerly
owned by LILCO at fair market value at the time of the exercise of such
right. LIPA was ‘nitially required to make a determination by May 2005,
but KeySpan and LIPA agreed to exteno the date by wh'ch LIPA was to
make this determination to December 15, 2005. As part of the 2006
settlement between KeySpan and LIPA, the parties entered into the
2006 Option Agreement whereby L.PA had the option dunng the period
January 1, 2006 to December 31, 2006 to purchase only KeySpan's
Far Rockaway andfor E.F. Barrett Generating Stations (and cerlain
related assets) at a price equal to the net book value of each facility, n
December 2008, KeySpan and LIPA entered into an amendment to the
2006 Option Agreement whereby the parties agreed to extend the
expiration of the option period to the later of (i} December 31, 2007 or
{1) 180 days following the effective date of the 2006 Option Agreement
Tne 2006 Option Agreement replaces the GPRA, the expiration of
which has been stayed pending effectiveness of the 2006 LIPA
Agreements, In the event such agreements do not become effective by
reason of failure lo secure any of the requisite governmental approvals,

the GPRA will be reinstated for a period of 90 days from the date such
approval is denied. If LIPA were to exercise the option and purchase
one or both of the generation facilifies then: (i) LIPA and KeySpan will
enter into an operation and maintenance agreement, pursuant to which
KeySpan will continue to operate these faciliies through May 28, 2013
for a fixed management fee plus reimbursement for certain costs and (i)
the 1998 PSA and 1998 EMA will be amended to reflect that the
purchased generating facilities would no longer be covered by those
agreements. it is anticipated that the fees received pursuant o the
operation and maintenance agreement will offset the reduction in the
operation and maintenance expense recovery component of the 1998
PSA and the reduction in fees under the 1998 EMA.

Management Services Agreements. Pursuant to the 1998 MSA,
KeySpan manages the day-to-day operalions, maintenance and capital
improvements of the TAD System. When orig.nally executed, the 1998
MSA nad a term expir ng on May 28, 2006. In 2002, in connection with
an extension of the GPRA term, the 1998 MSA was extended for 31
months through 2008. As a result of the recent negotiations and
settflement between KeySpan and LIPA discussed above, the partigs
entered into the 2006 MSA.

In place of the previous compensation structure (whereby KeySpan
was réimbursed for budgeted costs, and eamned a management fée and
certain performance and cost-based incentives), KeySpan's
compensation for managing the T&D System under the 2006 MSA
consists of two components: a minimum compensation component of
$224 million per year and a variable component based on electric sales.
The $224 mitlion component will remain unchanged for three years and
then increase annually by 1.7% plus inflation. The variable component,
which wilt comprise no mere than 20% of KeySpan's compensation, is
based on electric sales on Long Island exceeding a base amount of
16,558 gigawatt hours, increasing by 1.7% in each year. Above that
level, KeySpan will receive approximately 1.34 cents per kilowatt hour for
the first contract year, 1.29 cents per kilowatt hour in the second contract
year (plus an annual inflation adjustment), 1.24 cents per kitowatt hour in
the third contract year (plus an annual inflation adjustment), with the per
kilowatt hour rate thereafter adjusted annually by inflation. Subject to
certain limitations, KeySpan will oe able to retan a operational
efficiencies realized during the ferm of the 2006 MSA.

LIPA will continue to reimburse KeySpan for certain expenditures
incurred in connection with the operation and maintenance of the T&D
System, and other payments made on behalf of LIPA, including: real
property and other T&D System taxes, return postage, capital
construction expendilures, conservation expenditures and storm costs.

The 2006 MSA provides for a number of performance metrics
measuring varipus aspects of KeySpan's performance in the operations
and customer service areas. Poor performance in any mefric may
subject KeySpan to financial and cther non-cost penalties (such financial
penalties not to excead $7 million in the aggregate for all performance
metrics in any contract year). Subject to certain limitations, superior
performance in certain metrics can be used to offset underperformance
n other metrics. Consistent failure 10 meet threshoio performance levels
for two metrics, System Average Interruption Duration Index (twe out of
three consecutive years) and Customer Satisfaction index (three
consecutive years), wil constitute an event of default under the 2006
MSA

In the event LIPA selis the T&D System to a private entity during
the term of the 2006 MSA, LIPA shalf have the right to terminate the
2006 MSA, provided that LIPA will be required to pay KeySpan's



reasonable transition costs and a termination fee of (a} $28 milfion if the
termination date occurs on or before December 31, 2009, and (b) $20
million if the termination date occurs after December 31, 2009.

Upon approval, the 2006 LIPA Agreements will be effective
relroactive 10 January 1, 2006. KeySpan s reported operating income
and net income for 2008, unaer tne 2006 MSA, are substant ally the
same as they would have been if the terms and provisions of the 1998
MSA had continued to be applied. At this point in time, KeySpan is
unable to estimate what the impact would be fo its results of operations,
financial position and cash flows if the 2006 LIPA Agreements do not
become fully effective.

Power Supply Agreements. KeySpan sells to LIPA all of the capacity
and, to the extent requested, energy conversion services from our
existing Long Island based oil and gas-fired generating plants. Sales of
capacity and energy conversion services are made under rates
approved by the FERC. Since October 1, 2004, pursuant to a FERC
approved setflement, the rates reflect a cost of equity of 9.5%. The
FERC also approved updated operating and maintenance expense
levels and KeySpan’s recovery of certain other cests as agreed to by
the parties. Rates charged to LIPA include a fixed and variable
component. The variable component is billed to LIPA on a menthly per
megawalt hour basis and is dependent on the number of megawatt
hours dispatched. LIPA has no obligation to purchase energy
conversion services from KeySpan and is able to purchase energy or
energy conversion serv ces on a least-cost basis from all availab e
so.ices consistent with ex sting interconnection imitations of the T&D
System. The 1998 PSA provides incentives and penalties that can total
$4 miflion annually for the maintenance of the output capability and the
efficiency of the generating facilities. In 2006, we earmed $4.0 million in
incentives under this agreement.

The 1998 PSA has a term of fifteen years through May 2013, with
LIPA having the option to renew the 1998 PSA for an additional fifleen
year term. If the 2006 LIPA Agreements receive the requisite
governmental approvals and become effective and if LIPA exercises its
rights under the 2006 Option Agreement to purchase the two
generating plants, then LIPA and KeySpan will enter into an operation
and maintenance agreement, pursuant to which KeySpan will continue
to operate these facilities for a fixed management fee plus
reimbursement for certain costs; and the 1998 PSA will be amended to
reflect that the purchased generating facilities would no longer be
covered by the 1998 PSA. itis anticipated that the fees received
pursuant to the operation and maintenance agreement will offset the
reduction in the operation and maintenance expense recovery
component of the 1998 PSA,

Energy Management Agreement. The 1998 EMA provides for
KeySpan to procure and manage fuel supplies on behalf of LIPA to fuel
the generating facilifies under contract to it and perform off-system
capacity and energy purchases on a least-cost basis to meet LIPA's
needs. In exchange for these services we earn an annual fee of $1.5
million. In addition, we atrange for off-system sales on behalf of LIPA
of excess cutput from the generating facilities and other power supplies
either owned or under contract fo LIPA. LIPA is entitled to two-thirds of
the profit from any off-system energy sales. In addition, the 1998 EMA
provides incentives and penalties that can total $5 million annually for
performance re ated to fuel purcnases and off-system power
purchases. In 2006, we eamed EMA ncentives in an aggregate of $5.0
million.

The original term for the fuel supply service is fifteen years, expiring
May 28, 2013, and the original temn for the power supply management
services described was eight years, which expired on May 28, 2006. in
March 2005, LIPA issued a Request for Proposal ("RFP") for system
power supply management services beginning May 29, 2008 and fuel
management services for certain of ifs peaking generating units
beginning January 1, 2006. KeySpan submitted a bid in response to this
RFP in Aprii 2005. LIPA has not yet selected a service provider.

in 2005, the EMA was amended to extend the term for power
supply management services through December 31, 2006 and thereaflet
on a month-to-month basis, unless terminated by LIPA on sixty days
notice, but in no event later than December 31, 2007.

In the event LIPA exercises its rights under the 2006 Option
Agreement, KeySpan and LIPA will enter info an amendment fo the 1998
EMA reflecting that the facilities that LIPA acquires pursuant to the
Option Agreement are no longer covered under the 1998 EMA and as
noted above, an operation and maintenance agreement, whereby
KeySpan will continue to operate the newly acguired facilities for a fixed
management fee plus reimbursement for certain costs. It is anticipated
that the fees received pursuant to the operation and maintenance
agreement will offset the reduction in any fees eamed by KeySpan
pursuant to the 1398 EMA.

Under the 1998 LIPA Agreements and the 2006 LIPA Agreements,
we are required to obtain a fetter of credit in the aggregale amount of
$60 million supporting our obligations to provide the various services if
our long-term debt is not rated in the “A” range by a nationally
recognized rating agency.

Power Purchase Agreements. KeySpan-Glenwood Energy Center,
LLC and KeySpan-Port Jefferson Energy Center LLC each have 25 year
power purchase agreements w th _IPA expinng in 2027 (the “2002 LIPA
PPAs™, Under the terms of the 2002 LIPA PPAs, these subsidiaries sell
capacity, energy conversion services and arcillary services to LIPA.
Each plant is designed to produce 79.9 MW. Pursuant to the 2002 LIPA
PPAs, LIPA pays a monthly capacity fee, which guarantees full recovery
of each plant’s construction costs, as well as an appropriate rale of
return on investment.

Other Rights. Pursuant to other agreements between LIPA and
KeySpan, certain future rights have been granted to LIPA. Subject to
certain conditions, these rights include the right for 99 years {from May
1998 to lease or purchase, at fair market value, parcels of land and to
acquire unlimited access to, as well as appropriate easements at, the
Long Island generating facilities for the purpose of constructing new
electric generating facilities o be owned by LIPA or its designee,
Subject to this right granted to LIPA, KeySpan has the right to sell or
lease property on or adjoining the Long Island generating facilities to
third parties.

We own common plant assets (such as administrative office
buildings and computer systems) formerly owned by LILCO and recover
an aflocable share of the camying costs of such plant assets through the
MSA. KeySpan has agreed to provide LIPA, for a period of 99 years
(from May 1998), the right to enter inio leases at fair market value for
commaon plant assets or sub-contract for common services which it may
assign fo a subsequent manager of the transmission and distribution
system. We have also agreed: (i) for a period of 89 years (from May
1998) not to compete with LIPA as a prowider of fransm ss'on or
g stribution service on Long Istand; (i) that L PA w il snare n synergy
(i.e., efficiency) savings over a 10-year period attributed to the May 28,



1998 fransaction which resulted in the formation of KeySpan {estimated
to be approximately $1 billion}, which savings are incorporated into the
cost structure under the 1998 LIPA Agreements; and (iii) generally not
to commence any tax cerfiorari case (during the pendency of the 1998
PSA) challenging certain property tax assessments relating fo the
former LILCO Long Island generating facilities.

Guarantees and Indemnities. We have entered into agreements with
LIPA to provide for the guarantee of certain obfigations, indemnification
against certain liabilities and allocation of responsibility and fiability for
certain pre-exisling obligations and liabilies. In general, liabiiities
associated with the LILCO assets transferred to KeySpan, have been
assumed by KeySpan; and liabilities associated with the assets
acquired by LIPA, are borne by LIPA, subject o cerain specified
excepfions. We have assumed all liabilities arising from all
manufactured gas plant (“MGP") operations of LiLCO and its
predecessors, and LIPA has assumed certain liabilities relating to the
former LILCO Long Island generating facilities and all liabilities
traceabie to the business and operations conducted by LIPA afier
completion of the 1998 KeySpan/LILCO fransaction. An agreement
also provides for an allocation of liabilities which relates fo the assels
that were common 1o the operations of LILCO and/or shared services
or liabifities which are not traceable directly to either the business or
operations conducted by LIPA or KeySpan. In addition, costs incurred
by KeySpan for liabilities for ashestos exposure arising from the
activities of the generaling faciliies previously owned by LILCO are
recoverable from LIPA through the PSA.

ENERGY SERVICES OVERVIEW

The Energy Services segment includes companies that provide energy-
related services to customers located primarily within the Northeastern
United States, with concentrations in the New York Cily and Boston
metropolitan areas. Subsidiaries in this segment provide residential and
small commercial customers with service and maintenance of energy
systems and appliances, as well as operation and maintenance,
design, engineer ng, consulting and fiber ophc serv ces to commercial,
instilational and ndusinal customers. Our subsidiaries in this segment
have over 200,000 service contracts in place to provide home energy
services, completed over 240,000 service calls during 2006 and
completed more tnan 16,000 nsta lations durng 2006.

For adaitional information and f nancial information conceming the
Energy Services segment, see the discussion in ltem 7. Management's
Discussion and Analysis of Financial Condition and Results of
Operations — “Energy Services”, lem 8. “Financial Statements and

Supplementary Data”, Note 2 to the Consolidated Financial Statements.

“Business Segments”, and Note 10, “Energy Services — Discontinued
Operations”.

ENERGY INVESTMENTS OVERVIEW

We are also engaged in Energy Investments which includes gas
production and development activities, domestic pipelines, gas storage
facilities and LNG facilities and operations.

Gas Production and Development

KeySpan is engaged in the production and development of domestic
natural gas and oil through wholly-owned subsidiaries Seneca-Upshur
Petroleum, Inc., dib/a KeySpan Production & Development Company
("Seneca-Lpshur”) and KeySpan Exploration and Production, LLC
{"KeySpan Exploration and Production’). Seneca-Upsnur's assets

consist of 38 billion cubic feet of low risk, mature, onshore gas producing
properties. Specifically, Seneca-Upshur, headquartered in Buckhannon,
West Virginia, owns and operates onshore gas producing properties, and
operates approximately 1,300 wells in north central West Virginia. To
manage the inherent volafility in commodity prices, Seneca-Upshur
entered into a three-year hedge for a majority of its production. KeySpan
Exploration is involived in a joint venture with Merit Energy Corporaticn,
an independent oil and gas producer, which acquired its interest in the
joint-venture from The Housion Exploration Company (“Houston
Exploration”). See ltem 7. Management's Discussion and Analysis of
Financial Conditions and Results of Operations — “Energy Investments”
for a further discussion of these matters.

Domestic Pipelines and Gas Storage Facilities

We own a 20.4% interest in lroguois Gas Transmission System LP, a
partnership of affiliates of six U.S. and Canadian energy companies,
which is the owner of a 411-mile interstate naturai gas pipeline extending
from the U.S.-Canadian border at Waddington, NY through westem
Connecticut to its terminus in Commack, NY, and from Huntington to the
Bronx. Its wholly owned subsidiary, the Iraquois Pipeline Operating
Company, headquartered in Shelton, Connecticut, is the agent for and
operator of the pipeline. The Iroquois pipefine can transport up to
1,124,500 DTH per day of Canadian gas supply from the New York-
Canadian border to markets in the Northeastern United States.
KeySpan is also a shipper on froquois and currently transports up to
304,950 DTH of gas per day.

We also have a 50% interest in Islander East Pipefine Company,
LLC (“Islander East"), which was created to pursue the authorization and
construction of an interstate pipeline from Connecticut, across Long
Istand Sound, to a terminus near Shoreham, Long Island. In addition,
we own a 26.25% interest in the Millennium Pipeline project which is
anticipated to transport up to 525,000 DTH of natural gas a day from
Corning to Ramapo, New York, interconnecting with the pipeline systems
of various other utilities in New York,

We are also the owner and operator of a 600,000 barrel LNG
storage and receiv ng facility locateg in Providence, Rhode Island,
known as KeySpan LNG. Our svbsidiary, Boslon Gas is the faciity's
largest custormer and contracts for more than half of the LNG facility’s
storage. KeySpan LNG is regulated by FERC.

We aiso nave equity investments in two gas storage facilities in the
State of New York: Honeoye Storage Corporation and Steuben Gas
Storage Company. We own a 52% interest in Honeoye, an underground
gas storage facility which provides up to 4.3 billion cubic feet of storage
service to New York and New England. Additionally, we own 34% of a
partnership that has a 50% interest in the Steuben facility that provides
up to 6.2 billion cubic feet of storage service lo New Jersey and
Massachusetts.

For additionat information conceming these energy related
investments in pipelines and gas storage facilities, see the discussion on
“Energy investments” in ltem 7 Management's Discussion and Analysis
of Financial Condition and Results of Operations contained herein.

ENVIRONMENTAL MATTERS CVERVIEW

KeySpan'’s ordinary business operations subject it to regutation in
accordance with various federal, state and local laws, rules and
regulations dealing with the envirenment, including air, water, and
hazardous substances. These requirements govern both our normal,
ongoing operations and the remed anton of impacted properties

histor cally used in ut lity operatrons. Potential iabilty associated with



our historical operations may be imposed without regard to faull, even if
the activities were lawful at the time they occurred.

Except as set forth be ow, or in Note 7 to the Consolidated
Financial Statements "Contractual Ob ‘gations and Contingencies -
Environmental Matters,” no material proceedings relating to
environmental matters have been commenced or, to our knowledge,
are contemplated by any federal, state or local agency against
KeySpan, and we are not a defendant in any material lifigation with
respect to any matter relating to the protection of the environment. We
believe that our operations are in substantial compliance with
environmental laws and that requirements imposed by existing
environmental laws are not likely to have a material adverse impact
upon us. We are also pursuing claims against insurance carriers and
potentially responsible parties which seek the recovery of certain
environmental costs associated with the investigation and remediation
of contaminated properties. We believe that investigation and
remediation costs prudently incumed at facilities associated with utility
operations, not recoverable through insurance or some other means,
will be recoverable from our customers in accordance with the terms of
our rate recovery agreements for each regulated subsidiary.

Air. The Federal Clean Air Act {*CAA") provides for the regulation of a
variety of air emissions from new and existing electric generating
plants. Final, five year renewable permits n accorgance with the
req.irements of Tite V of the 1990 amenaments 1o the CAA nave been
issued for all of our electric generating facilifies except that renewal
applications were submitted in a timely manner in 2006 for the
Ravenswood Expansion and Far Rockaway generating station.
Renewal permits are expected to be issued in 2007, The existing
permits and timely renewal applications allow our electric generating
piants to continue to operate without any additional significant
expenditures, except as described below.

Our generating facilities are located within a CAA ozone non-
attainment and PM 2.5 (fine particulate matter) non-attainment area,
and are subject to increasingly stringent NOx emission limitations to ba
implemented under forthcomng requirements of the Uniled States
Environmenta Protection Agency ('EPA") pursuant 10 the Clean A'r
Interstate Ru.e {"CAIR"} and potentialry under the Ozene Transport
Commission's “CAIR PLUS” program. These efforts are designed to
improve both ozone and particulate matter air quality. Our previous
investments in low NCx boiler combustion modifications, the use of
natural gas firing systems at our steam electric generating stations, and
the compliance flexibility available under these cap and trade programs,
have enabled KeySpan {o achieve our prior emission reductions in a
cost-effective manner. KeySpan is cumently developing its compliance
stralegy to adaoress the antic.pated requirements of CAIR and CAIR
PLUS by 2009. At the present time, it is anticipated that NOx condrof
equipment may be required at one or more of KeySpan's Long island
facilities at a cost of between $20 to $30 million. However, such
amounts are recoverable from LIPA,

In 2003, New York State promulgated regulations which establish
separate NOx and SO, emission reduction requirements on electric
generating facilities in New York State, which commenced in late 2004
for NOx emissions and in 2005 for SO emissions. KeySpan's facilities
have been able to comply with the NOx requirements without material
additional capital expenditures because of previously installed
enmissions control equipment and gas combustion capability. SOz
compliance was achieved through a reduction in the sulfur content of
the fuel oil used in our Northport and Port Jefferson facilities, Further

reduction in SOz emissions expected to be required in 2008 will be
achieved either through reliance on natural gas or lower sulfur oil fuel.

In 2004, the EPA issued regulations that require reductions, on a
national basis, of mercury emissions from electric generating facilities.
The mercury regulations have no impact on KeySpan facifities since their
application is limited to coal-fired plants. EPA determined that nickel
emissions from oil fired plants do not pose health risks that require
regulation. This determination has been challenged and litigation is
pending. Until a final outcome is oblained, the nature and extent of the
financial impact on KeySpan from nickel requlation, if any, cannot be
determined.

KeySpan recognizes the growing concem about greenhouse gas
emissions and their contribution o global climate change. Our
investments in additional natural gas firing capability have resulted in
approximately a 15% reduction in carbon dioxide emissions since 1990,
whr e the electric general.on industry as a whole ‘ncreased carbon
aioxioe emissions by more inan 25%. The addit.on of tne efficient,
combined cycle unit which began operation at the Ravenswood
Generating Station in 2004 has further reduced average KeySpan CO:
emission rales.

In 2003, the Govemor of New York initiated a Regional Greenhouse
Gas Initiative ("RGGI"} that seeks to establish a coordinated multi-state
ptan to reduce greenhouse gas emissions (primarily carbon dicxide
(*CO?") from eleclric generating emission sources in the Northeast. In
December of 2005, seven northeast states, including New York, issued a
memerandum of understanding (‘MOU") capping CO; emissions from
eleciric generating facilities beginning in 2009 and, beginning in 2015,
gradually requiring a 10 percent reduction in regional emissions by 2018,
Eacn of the states will be promulgating indwidua! state rutes to
implement the MOU  Several congressional in‘hatives under
consideration may also require greenhouse gas reductions from electric
generating facilities nationwide. At the present time it is not possibie to
predict the nature of the requirements which ultimately will be imposed
on KeySpan, nor what, if any, financial impact such requirements would
have on KeySpan electric generation facilities. However, KeySpan
believes thal the ability of its major generating facilities to bum low CO:
emitting natural gas positions them for future compliance requiremants
better than plants which bumn exclusively coal or oil. Additionaly,
KeySpan believes that the relatively low greenhouse gas emissions
associated with the commercial and residential use of natural gas may
present business opportunities for further growth of its gas business.

Water. The Federal Clean Water Act provides for effluent limitations, to
be implemented by a permit system, to regulate the discharge of
pollutants into United States waters. We possess permits for our
generating units which authorize discharges from cooling water
circulaling systems and chemicat freatment systems. These permits are
renewed from fime {o time, as required by regulation. Additicnal capital
expenditures associaled with the renewal of the surface water discharge
permits for our power plants will likely be required by the New York State
Depariment of Environmental Conservation (‘NYSDEC"). We continue
to conduct studies as directed by the NYSDEC to determine the impacts
of our discharges on aquatic resources ang are engaged i discussions
with the NYSDEC regarang the nature of cap tal upgrades or other
mifigation measures necessary to reduce any impacts. Itis difficult to
predict with any certainty the costs of such capital investments, but these
upgrades are expected to cost up to $60 million. However, such
amounts are recoverable from LIPA. The Ravenswood Generating
Station may also require upgrades at a cost of up to $15 million. The



actual expenditures will depand upon the outcome of the engoing
studies and the subsequent determination by the NYSDEC of how to
apply the standards set forth in recently promulgated federal
regufations under Section 318 of the Clean Water Act designed to
mitigate such impacts.

Land. The Federal Comprehensive Environmental Response,
Compensation ana L ability Act of 1980 and certain similar state laws
{collectively “Superfund”) impose liablity, regardless of fault, upon
generators of hazardous substances even before Superfund was
enacted for costs associated with investigating and remediating
contaminated property. In the course of our business operations, we
generate materials which, after disposal, may become subject to
Superfund. From time to time, we have received notices under
Superfund concerning possibie claims with respect to sites where
hazardous substances generated by KeySpan or its predecessors and
other potentially responsible parties were aflegedly disposed. Normally,
the costs associated with such claims are allocated among the
potentially responsible pariies on a pro rata basis. Superfund does,
however, provide for joint and several liability against a single
potentially responsible party. In the unlikely event that Superfund
claims were pursued against us on that basis, the cosls may be
material to our financial condition, resulls of operations or cash fiows.

KeySpan has identified certain MGP siles which were historically
owned or operated by its subsidiaries {or such companies’
predecessors). Operations at these sites between the mid-1800s to
mid-1900s may have resulted in the release of hazardous substances.
For a discussion on our MGP sites and further information conceming
environmental matters, see Note 7 to the Consolidated Financial
Statements, “Contractual Obligations and Contingencies -
Environmental Matters.”

COMPETITION, REGULATION AND RATE MATTERS

Competition. Over the last several years, the natural gas and electric
industries have undergone significant change as market forces moved
towards replacing or supplementing rate teguiation through the
infroduction of competition, A significant number of natural gas and
eleclric utilities reacted to the changing structure of the energy industry
by entering into business combinations, with the goal of reducing
common costs, gaining size to better withstand competitive pressures
and business cycles, and atlaining synergies from the combination of
operations. We engaged in two such combinations, the
KeySpan/LILCO transaction in 1998 and our November 2000
acquisition of Eastern and EnergyNorth and are anticipating the
consummation of the Merger with National Grid ple.

The Ravenswood Generating Station, the merchant plant in our
Electric Services segment, is subject to competitive and other risks that
could adversely impact the market price for the plant's output. Such
risks include, but are not limited to, the construction of new generation
or transmission capacity serving the New York City market.

Reguiation. Public utility holding companies, like KeySpan, are now
regulated by the FERC pursuant fo PUHCA 2005 and to some extent
by state utility commissions through the regulation of certain affiliate
transactions. Our utility subsidiaries are subject to extensive federal
and slate regulation by FERC and state utility commissions. In general,
state public utility commissions, such as the New York Public Service
Comimission ("NYPSC"), the MADTE and the New Hampshire Public

Utilities Commission {"NHPUC"} regulate the provision of retail services,
including the distribution and sale of natural gas and electricity to
consumers. Each of the federal and state regulators also regutates
certain transactions among our affilkates. FERC also regulates interstate
natural gas transportation and electric transmission, and has jurisdiction
over certain wholesale natural gas sales and wholesale electric sales.

In addition, our non-ufility subsidiaries are subject to a wide variety
of federal, state and local laws, rules and reguiations with respect to their
business activiies, including but not limited to those affecting public
sector projects, environmental and tabor laws and regulations, and state
licensing requirements.

State Utility Commissions. As noted above, our regulated gas
distribution utility subsidiaries are subject to regulation by the NYPSC,
MADTE and NHPUC. The NYPSC regulates KEDNY and KEDLI.
Although KeySpan s not regulated by the NYPSC, t is impacted by
cond tions that were included in the NYPSC oroer authorizing the 1998
KeySpan/LILCO transaction. Those conditions address, among other
things, the manner in which KeySpan, 1s serv ¢ce company stbsidianes
and its unregJlated subsid ar es may interact with KEDNY and KEDLL
The NYPSC also requlates tne safety, rel'abifity and certain financiat
transactions of our Long Island generating facilities and our Ravenswood
Generating Station under a lightened regulatory standard. Our KEDNE
subsidiaries and to some extent our service companies are alse subject
to regulation by the MADTE and NHPUC.

Securities and Exchange Commission. As a result of the acquisition
of Eastem and EnergyNorth, we became a holding company under
PUHCA 1935. The Energy Act! repeaied PUHCA 1935 and replaced
with PUHCA 2005 effective February 8, 2006. Whereas our corporate
and financial activities and those of our subsidiaries had been subject to
regulation by the SEC, FERC now has jurisdiction over certain of our
holding company activities. However, the SEC continues to have
jurisdiction over the registration and issuance of our securities under the
federal securilies laws.

Under our holding company structure, we have no independent
operations or source of income of our own and conduct substantially all
of our operations through our subsidiaries and, as a result, we depend
on the eamings and cash flow of, and dividends or distributions from, our
subsidiaries to provide the funds necessary to meet our debt and
contractual obligations and to pay dividends to our shareholders.
Furthermore, a substantial portion of our consolidated assets, eamings
and cash flow is derived from the operations of our regulated utility
subsidiaries, whose legal authority to pay dividends or make other
distributions {o us is subject fo regulation by state regulatory authorities.

In addition, KeySpan operates three mutual service companies:
KeySpan Corporate Services LLC (*KCS"), KeySpan Utility Services LLC
(“KUS") and KeySpan Engineering & Survey, Inc. ("KENG™). These
companies operate to provige vanoJs services to KeySpan subsidiaries,
including reguiateq utility compames and LIPA, at cost fairly and
equitabry allocated among them. The regutat'on of our three service
compantes nas also been transferred 1o FERC under PUHCA 2005,

Federal Energy Regulatory Commissien. FERC has jurisdiction over
certain of our holding company activities, including {i) regulafing certain
transactions among our affiiates within our holding company system; (ii)
governing the issuance, acquisition and disposition of securities and
assets by certain of our public utility subsidiaries; and (jii) approving
certain utility mergers and acquisitions. In addition to its new authority



pursuant to PUHCA 2005, FERC also regtilates the sale of electricity at
wholesale and the transmission of electricity in interstate commerce as
well as certain corporate and financial activities of companies that are
engaged in such activities. The Long Island generating facilities and the
Ravenswood Generaling Station are subject to FERC regulation based
on their wholesale energy transactions.

Our Ravenswood Generating Slation's rates are based ona
market-based rate application approved by FERC, The rates that our
Ravenswood Generating Station may charge are subject to FERC
mandated mifigakion meas.res due to market power 1ssues. The
mitigation measures are administered by the NYISO. FERC retains the
ability in ftture proceedings, either on its own motion or upon a
complaint filed with FERC, to modify the Ravenswood Generating
Station’s rates, as well as the mitigation measures, if FERC concludes
that it is in the public interest to do so,

KeySpan currently offers and sells the energy, capacity and
anciflary services from the Ravenswood Generating Station through the
energy market operated by the NYISO. Fer information conceming the
NY!SO, see ftem 7. Management's Discussion and Analysis of
Financial Condition and Results of Operation - “Regulatory Issues and
Competitive Environment.”

FERC also has jurisdiction to regulate certain natural gas sales for
resale in interstate commerce, the transportation of natural gas in
interstate commerce and, unless an exemption applies, companies
engaged in such activities, The natural gas distribution activities of
KEDNY, KEDLI, KEDNE and certain related intrastate gas
transportation functions are not subject to FERC junsd ction. However,
to the extent that KEDNY, KEDLI or KEDNE purchases or sells gas for
resale in interstate commerce, such transactions are subject to FERC
jurisdiction and have been authorized by FERC. Our interests in
Iroquois, Honeoye, Steuben and KeySpan LNG are also fully regulated
by FERC as natural gas companies.

EMPLOYEE MATTERS

As of December 31, 2008, KeySpan and its wholly-owned subsidiaries
had approximately 9,594 employees. Of that total, approximately 6,168
employees are covered under collective bargaining agreements,
KeySpan has not experienced any work stoppage during the past five
years and considers its relationship with employees, including those
covered by collective bargaining agreements, to be good.

ITEM 1A. RISK FACTORS

Certain statements contained in this Annual Report on Form 10-K
concerning expectations, beliefs, plans, objectives, goals, strategies,
future events or performance and undertying assumptions and other
statements that are other than statements of historical facts, are
“forward-looking statements” within the meaning of Section 21E of the
Securities Exchange Act of 1934, as amended. Without limiting the
foregoing, all statements under the captions “ltem 7. Management's
Discussion ang Analysis of F nanc:al Cond tion and Results of
Operations” and “ltem 7A. Quantitative and Qualitative Disclosures
About Market Risk” refating to our future outlook, anticipated capital
expenditures, future cash flows and borowings, pursuit of potential
acquisition opportunities and sources of funding, are forward-looking
statements. Such forward-looking statements reflect numerous
assumptions and involve a number of risks and uncertainties, and
actual results may differ materially from those discussed in such
statements,

The risks, uncertainties and faclors that could cause actual resulls
to differ materially include but are not limited to the following:

We are a HoldIng Company, and Cur Subsidiaries are Subject to

State Regulation Which Limits Their Ability to Pay Dividends and

Make Disfributions to Us
We are a holding company with no business operations or
sources of income of our own. We conduct all of our operations
through our subsidiaries and depend on the eamnings and cash
flow of, and dividends or distributions from, our subsidiaries to
provide the funds necessary to meet our debt and contractual
obligations and to pay dividends on our common stock.

In addition, a substantial portion of our consolidated assets,
eamings and cash flow is derived from the operation of our
regulated utility subsidiaries, whose legal authority to pay
dividends or make other distributions to us is subject o regulation
by the utility regulatory commissions of New York, Massachusetts
and New Hampshire. Pursuant o NYPSC orders, the ability of
KEDNY and KEDLI to pay dividends to us is conditioned upon
their maintenance of a utility capital structure with debt not
exceeding 55% and 58%, respectively, of total utility capitalization.
In addition, the level of dividends paid by both utilities may not be
increased from current levels if a 40 basis point penally is incurred
under a customer service performance program. At tne ena of
KEDNY's ano KEDLY's rate years (Septemper 30, 2006 and
November 30, 2006, respectively), their ratios of debt to total utility
capitalization were in compliance with the ratios set forth above
and we have incurred no penalties under the outstanding
customer service performance program.

Qur Gas Distribution and Electric Services Businesses May Be

Adversely Affected by Changes in Federal and State Regulation
The regulatory environment applicable to our gas distribution and
our electnic services businesses has undergone substantial
changes in recent years, on bath the federal and state levels.
These changes have significantly affected the nature of the gas
and electric utility and power industries and the manner in which
their participants conduct their businesses. Moreover, existing
statutes and regufations may be revised or reinterpreted, new
laws and regulations may be adopted or become applicable fo us
or our facilities and future changes in laws and reguiations may
affect our gas distribution and our electric services businesses in
ways that we cannot predict.

In addition, our operations are subject to extensive
govemment regulation and require numerous permits, approvals
and cerlificates from various federal, state and local governmental
agencies. A significant portion of our revenues in our Gas
Distribution and Eleciric Services segments are directly
dependent on rates established by federal or state regulatory
authorities, and any change in these rates and regulatory
structure could significantly impact our financial results. Increases
in utifity costs other than gas, not otherwise offset by increases in
revenues of reductions in other expenses, could have an adverse
eflect on eamings due to the time lag associated with obtaining
regutatory approval to recover such increased costs and
expenses in rates. Various rulemaking proposals and market
design revisions related to the wholesale power market are being
reviewed at the federal level. These proposals, as well as
legislative and other aftention fo the eleciric power industry could



have a material adverse effect on our sirategies and results of
operations for our electric services business and our financial
condition. In pariicular, we sell capacity, energy and ancillary
services from our Ravenswood Generating Station facility into
the New York Independent System Operator, or NY1SO, energy
market at market-based rafes, subject to mitigation measures
approved by the FERC. The pricing for capacity, energy sales
and ancillary services in to the NYISO market is still evolving and
some of the FERC's price mitigation measures are subject to
rehearing and possible judicial review, as well as revision in
response to market participant complaints or NYISO requests.

Our Risk Mitigation Techniques Such as Hedging and Purchase of
Insurance May Not Adequately Provide Protection

To mitigate our financial exposure related to commodity price
fiuctuations, KeySpan routinely enters into contracts to hedge a
portion of our purchase and sale commitments, weather
fluctuations, electricity sales, natural gas supply and other
commodities. However, we do not always cover the entire
exposure of our assets or our positions to market price volatility
and the coverage will vary over time. To the exient we have
unhedged positions or our hedging strategies do not work as
planned, fluctuating commodity prices could cause our sales and
net income to be volatile.

In addition, our business is subject to many hazards from
which our insurance may not adequately provide coverage. An
unexpected outage at our Ravenswood Generating Station,
especially in the significant summer period, could materially
impact our financial results. Damage to pipelines, equipment,
properties and people caused by natural disasters, accidents,
terrorism ot other damage by third parties could exceed our
insurance coverage. Although we do have insurance to protect
against many of these contingent liabilities, this insurance is
capped at certain levels, has seif-insured retentions and does
not provide coverage for all liabilities.

Our Operating Resulis May Fluctuate on a Seasonal and Quarterly

Basis
Our gas distribution business is a seasonal business and is
subject 1o weather conditions. We receive most of our gas
distribution revenues in the first and fourth quarters, when
dermand for natural gas increases due fo colder weather
conditions. As a result, we are subject to seasonal variations in
working capital because we purchase natural gas supplies for
storage in the second and third quarters and must finance these
purchases. Accordingly, our results of operations fluctuate
substantiaily on a seasonal basis. In addition, our New England-
based gas distribution subsidiaries do not have weather
nomalization tariffs, as we do in New York. In addition, portions
of our Electric Service business are seasonal and subject to
weather and market conditions. The majority of the capacity
revenue associated with the Ravenswood Generating Station
facility is realized during the six months between May and October
of each year. Energy ana ancillary service sales from our
Ravenswood General'ng Station facilly are directly correlated to
the demand for electricity and competition from other resources.
Typically, the demand and price for electricity increases during
extreme temperature conditions. However, depending on the
availability of alternative competitive supply, extreme temperature
conditions may not resuft in increased revenue. As a result,
fluctuations in weather and compelitive supply between years may
have a significant effect on our resuits of operations for these
subsidiaries; both gas and electric.

A Substantial Portion Of Our Revenues Are Derived From Our
Agreements With LIPA And No Assurances Can Be Made That
These Arrangements Will Not Be Discontinued At Some Point In
The Future Or That The New Agreements Will Become Effective
We derive a substantial portion of our revenues in our elegtric
services segment from a series of agreements with LIPA pursuant
to which we manage LIPA's tfransmission and distribution system
and supply the majority of LIPA’s customers' efectricity needs.

SEC Rules for Exploration and Production Companies May
Require Us to Recognize a Non-Cash Impairment Charge at the
End of Our Reporting Periods

On February 1, 2006, KeySpan and LIPA entered into amended
and restated agreements whereby KeySpan will continue to
operate and maintain the electric T&D System owned by LIPA on

Our investments in natural gas and il consist of our ownership
of KeySpan Exploration and Production and Seneca-Upshur,
We use the full cost method for KeySpan Exploration and
Production and Seneca-Upshur, Under the full cost method, all
costs of acquisition, exploration and development of natural gas
and oil reserves are capitalized into a full cost pool as incurred,
and properties in the pool are depleted and charged to
operations using the unit-of-production method based on
production and proved reserve quantities. To the extent that
these capitalized costs, net of accumulated depletion, less
deferred taxes exceed the present value {using a 10% discount
rate) of estimated future net cash flows from proved natural gas
and oil reserves and the lower of cost or fair value of unproved
properties, those excess costs are charged to operations. Ifa
write-down is required, it would resultin a charge to eamings but
would not have an impact on cash flows, Once incurred, an
impairment of gas properties is not reversible at a later date,
even if gas prices increase.

Long Island. The parties also entered into the 2006 Option
Agreement, where LIPA had the right fo acquire two of our
facilities, our Far Rockaway and/or E.F. Barrett Generating
Stations during the period January 1, 2006 to December 31, 2006.
On December 13, 2006, KeySpan and LIPA entered into an
amendment to the 2008 Optlion Agreement whereby the parties
agreed to extend the expiration of the option period te the later of
(i} December 31, 2007 or (i) 180 days following the effective date
of the Option Agreement. Additionally, the new agreements
resolve many outstanding issues between the parlies regarding
the current LIPA Agreements and provide new pricing and
extensions of the Agreements. There is a risk that these
agreements will not receive the necessary govermmental
approvals, which are pending, and the effectiveness of each of the
2006 LIPA Agreements and the amendment to the 2006 Option
Agreement is conditioned upon all of the 2006 LIPA Agreements
becoming effective. If the 2006 LIPA Agreements do not become
effective, there is uncertainty as to whether LIPA will exercise their
option under the GPRA and the status of the resolution of the
various dispules between KeySpan and LIPA. At this point in



time, KeySpan Is unable to estimate what the impact would be to
its results of operations, financiai position and casnh flows f the
2006 LIPA Agreements do not become fully effective.

A Decline or an Otherwise Negative Change in the Ratings or

Outlook on Our Securities Could Have a Materially Adverse Impact

on Our Ability to Secure Additional Financing on Favorable Terms
The credit rating agencies that rate our debt securities regularly
review our financial condition and results of operations. We can
provide no assurances that the ratings or outlook on our debt
secunlies will not be reduced or otherwise negatively changed.
A negative change .n the rat ngs or outtook on our debt securities
could have a materially adverse impact en our ability to secure
additional financing on favorable terms.

Our Costs of Compliance with Environmental Laws are Significant,

and the Cost of Compliance with Future Environmental Laws

Couid Adversely Affect Us
Our operations are subject to extensive federal, state and local
environmental laws and regulations relating to air quality, water
quality, waste management, natural resources and the heatth
and safety of our employees. These environmental laws and
regulations expose us to costs and liabilities relating to our
operations and our current and formerly owned properties.
Compliance with these legal requirements requires us to commit
significant capital toward environmental monitoring, installation of
pollution control equipment and permits at our facilities. Costs of
compliance with environmental regulations, and in particular
emission regulations, could have a material impact on our
Electric Services segment and our resuits of operaticns and
financial position, especially if emission limits are tightened,
more extensive permitting requirements are imposed, additional
substances become regutated or the number and type of electric
generating planis we operate increase.

In addition, we are respensible for the clean-up of
contamination at certain MGP sites and at other sites and are
aware of additional MGP sites where we may have responsibility
for clean-up costs. While our gas utility subsidiaries’ rate plans
generally allow for the full recovery of the costs of investigation
and remediation of most of our MGP siles, these rate recovery
mechanisms may change in the future. To the extent rate
recovery mechanisms change in the future, or if additional
environmental matters arise in the future at our currently or
histarically owned facilities, at sites we may acquire in the future
or at third-party waste disposal sites, costs associated with
investigating and remediating these sites could have a material
adverse effect on our results of operations, cash flows and
financial condition.

Our Businesses are Subject to Competition and General Economic

Conditions Impacting Demand for Services
The Ravenswood Facility and Ravenswood Expansion are
subject to competition that could adversely impact the market
price for the capacity, energy and ancillary services they sell. In
addition, if new generation andfor transmission facllities are
constructed, and/or the availabifity of our Ravenswood
Generating Station deteriorates, then the quantities of capacity
and energy sales could be adversely affected.  We cannol
predict, however, when or if new power plants or transmission

facilities will be built or the nature of the future New York City
capacity and energy regLirements.

Competition facing our unrequlated Energy Servicas
businesses, including but not limited to competition from other
heating, ventilation and air conditioning, and engineering
companies, as well as other utilities and utility holding companies
that are permitted to engage in such activities, could adversely
impact our financial resuits and the valug of those businesses,
resulling in decreased eamings as well as write-downs of the
camying value of those businesses.

Our Gas Distribution segment faces competition with
distributors of altemative fuets and forms of energy, including fuel
oil and propane. Our ability to continue to add new gas
distribution customers may significantly impact financial results,
The gas distribution indusiry has experienced a decrease in
consumption per customer over time, partially due to increased
efficiency of customers’ appliances, economic factors and price
elaslicity. In addition, our Gas Distribution segment’s future
growth is dependent upon the ability to add new customers to our
system in a cost-effective manner. While our Long Island and
New England utilifies have significant growth potential, we cannol
be sure new customers will continue to offset the decrease in
consumption of our existing customer base. There are a number
of factors outside of our control that impact customer conversions
from an altemative fue! to gas, including general economic factors
impacting customers’ willingness to invest in new gas equipment.

Risk Associated with our Financial Swap Agreement for In-City
Unforced Capacity

KeySpan believes that the New York City market represents a
strong capacity market dug to, among other things, its local
reliability rules, increasing demand and the time required for new
resources to be constructed. KeySpan anticipates that demand
will increase and that the high cost to construct capacity in New
York City will result in favorable in-City Unforced Capacity prices.
Therefore, KeySpan entered into an ISDA Master Agreement for a
fixed for floating unforced capacity financia! swap for a notional
quantity of 1,800,000kW at the Fixed Price is $7.57/kW-month. If
the demand is less than KeySpan's estimates, additional
resources enter the market, or costs are less than forecast, in-City
Unforced Capacity prices could be on average less than the Fixed
Price resulting in a loss to KeySpan, which under certain
circumstances could be matenial.

Labor Disruptions at Our Facilities Could Adversely Affect Qur
Results of Operations and Cash Flow

Approximately 6,168 employees, or 64% of our employees, are
represented by unions through various coflective bargaining
agreements that expire between 2007 and 2011. The bargaining
agreements expiring in 2007 affect approximately 5% of the
unionized workforce; 230 employees who work for KeySpan Home
Energy Services in New York and another 70 employees at
KEDNE in Cape Cod, Massachusetts, KeySpan is currently
engaging in discussions with these unions for new collective
bargaining agreements. It is possible that our employees may
seek an increase in wages and benefits at the expiration of these
agreements, and that we may be unable to negotiate new
agreements without labor disruption.



Counterparties to Our Transactions May Fail to Perform theilr
Obligations, Which Could Harm Our Results of Operations

Our operations are exposed to the risk that counterparties to our
transactions that owe us money or supplies will not perform their
obligations. Should the counterparties to arrangements with us
fail to perform, we might be forced to enter into alternative
hedging arrangements or honor our underlying commitment at
then-current market prices that may exceed our contractual
prices. In such event, we might incur additional losses to the
extent of amounts, if any, already paid to counterparties. This
risk is most significant where we have concentrations of
receivables from natural gas and electric utilities and their
affiliates, as well as industrial customers and marketers
throughout the Northeastern United States.

We Are Exposed to Risks That Are Beyond Qur Controt

The cost of repairing damage to our operating subsidiaries’
facilities and the potential disnuption of their operations or
supplier operations due to storms, natural disasters, wars,
ferrorist acts and other catastrophic events could be substantial.
The occurrence or risk of occtrrence of future terrorist attacks or
related acts of war may lead to increased pelifical, economic and
financial market instability and volatility in prices for natural gas
which could materially adversely affect us in ways we cannot
predict at this time. A lower level of economic activity for these or
other reasons could resuit in a decline in energy consumption,
which could adversely affect our net revenues.

Additional risks, uncertainties and factors that could cause actual
results to differ materially include, but are not limited to. the
foliowing:

the occurrence of any event, change or other circumstances
that could give rise to the termination of the Merger
Agreement with National Grid plc or the failure of the Merger
to close for any reason;

volatility of fuel prices used to generate electricity,;
fuctuations in weather and in gas and electric prices;
general economic conditions, especially in the Northeast
United States;

our abifity to successfully manage our cost structure and
operate efficientty;

our ability to successfully contract for natural gas supplies
required to meet the needs of our customers;
implementation of new accounting standards or changes in
accounting standards or Generally Accepted Accounting
Principles which may require adjustments to financial
statements;

inflationary trends and interest rates;

the ability of KeySpan to identify and make complementary
acquisitions, as well as the successful integration of such
acquisitions;

available sources and cost of fuel;

creditworthiness of counterparties to derivative instruments
and commodity contracts;

the resolution of certain disputes with LIPA conceming each
party’s rights and obligations under various agreements;

The Long-Term Financial Condition of Our Gas Distribution -
Business Depends on the Continued Availability of Natural Gas -
Reserves

retention of key personnel;
federal and state requiatory imitiatives that threaten cost and
investment recovery, and place limits on the type and manner

The development of additional natural gas reserves requires
significant capital expenditures by others for exploring, drilling
and installing production, gathering, storage, transportation and
other facilities that pemmit natural gas to be produced and
delivered to our distribution systems. Low prices for nalural gas,
regulatory restriclions, or the lack of available capital for these
projects could adversely affect the development of additional
natural gas reserves, Additional natural gas reserves may not be
developed in sufficient amounts 1o fill the capacities of our
distribution systems, thus limiting our prospects for long-term
growth.

in which we invest in new businesses and conduct operations;
the impact of federal, state and local utility regulatory policies.
legislation and orders on our regulated and unreguiated
businesses;

potential write-down of our investment in natural gas
properties when natural gas prices are depressed or if we
have significant downward revisions in our estimated proved
gas resefves;

competition facing our unreguiated Energy Services
businesses;

the degree o which we develop unregulated business
ventures as well as federal and state regulatory policies

Gathering, Processing and Transporting Activities Involve

Numerous Risks that May Result in Accidents and Other Operating

Risks and Costs -
Our gas distribution facifities pose a variety of hazards and
operating risks, such as leaks, explosions and mechanical
problems caused by natural disasters, accidents, terrorism or -~

affecting our ability to retain and operate such business
ventures profitably;

a change in the fair market value of our investments that could
cause a significant change in the carrying value of such
investments or the camying value of related goodwill;

time.y receipts of payments from LIPA and the NYIS0O, our two

other damage by third parties, which could cause substantial fargest customers;
financial losses. In addition to impairing our operations, these ~ changes in the unforced capacity financial swap pricing
risks could also resuft in loss of human life and environmental structure;

poliution. In accordance with standard industry practice, we -
maintain insurance against some, but not ali, of these potential

risks and losses, The occurrence of any of these events not fully -
covered by insurance couid have a material adverse effect on

our financial position and results of operations.

receipt of approvat for, and the timing thereof, the 2006 LIPA
Agreements; and

other risks detailed from time to time in other reports and other
documents filed by KeySpan with the SEC

For any of these statements, KeySpan claims the protection of the
safe harbor for forward-looking information contained in the Private



Securities Litigation Reform Act of 1935, as amended. For additional
giSCJ$Sion on tnese rs«s, Lnceriaint es and assumplions, see ltem 1
Description of the Business,” item 2. Properties,” ltem 7.
“Management’s Discussion and Analysis of Financial Condition and
Results of Operations” and ltem 7A. “Quantitative and Qualitative
Disclosures About Market Risk™ contained herein.

ITEM 1B. UNRESOLVED STAFF COMMENTS
None.

ITEM 2. PROPERTIES

Information with respect to KeySpan’s material properties used in the
conduct of its business is set forth in, or incorporated by reference in,
ltem 1 hereof. Except where otherwise specified, all such properties
are owned ar, in the case of certain rights-of-way, used in the conduct
of its gas distribution business, held pursuant to municipal consents,
easements or long-term leases, and in the case of gas and il
properties, held under long-term mineral leases. In addition to the
information set forth therein with respect to properties utilized by each
business segment, KeySpan leases the executive headguarters located
in Brooklyn, New York. In addition, we lease other office and building
space, office equipment, vehicles and power operated equipment. Our
properties are adequate and suitable to meet our current and expected
business requirements. Moreover, their productive capacity and
utilization meet our needs for the foreseeable future. KeySpan
continually examines its real property and other property for its
contribution and relevance to our businesses and when such properties
are no longer productive or suitable, they are disposed of as promptly
as possible. In the case of leased office space, we anticipate no
significant difficulty in leasing altemative space al reasonable rates in
the event of the expiration, cancellation or termination of a leass.

ITEM 3. LEGAL PROCEEDINGS
See Note 7 to the Consolidated Financial Statements, “Contractual
Obligations and Contingencies - Legal Matters.”

ITEM4, SUBMISSION OF MATTERS TO A VOTE OF SECURITY
HOLDERS

No matters were submitied to a vote of the security holders dusing the

last quarter of the 12 months ended December 31, 2006.

ITEM 5. MARKET FOR REGISTRANT'S COMMON EQUITY,
RELATED STOCKHOLDER MATTERS AND ISSUER
PURCHASES OF EQUITY SECURITIES

KeySpan's common stock is listed and iraded on the New York Stock

Exchange under the symbol “KSE." As of February 20, 2007, there were

approximately 64,664 registered record helders of KeySpan's common

stock. In the fourth quarter of 2006 KeySpan increased its dividend to an
annual rate of $1.90 per common share beginning with the quarterly
dividend to be paid in February 2007. Our dividend framework is
reviewed annually by the Board of Directors. The amount and timing of
all dividend payments is subject to the discretion of the Board of

Directors and will depend upcn business conditions, results of

operations, financial conditions and other factors. Based on currently

foreseeable market conditions, we intend to maintain the annual dividend
approximately at the $1.90 level to be paid on a quarterly basis at a rate
of approximately $0.475. KeySpan's scheduled dividend payment dates
are February 1, May 1, August 1 and November 1, or the next business
day, if such date is not a business day.

The following table sets forih, for the quarters indicated, the high
and low sales prices and dividends declared per share for the periods
indicated:

2008 High Low Dividends per Share
First Quarter $41.52 $35.38 $0.465
Second Quarter $41.10 $39.68 $0.465
Third Quarter $41.42 $39.95 $0.465
Fourth Quarter $41.36 $40.40 $0.465
2005 High Low Dividends per Share
First Quarier $40.90 $38.04 $0.455
Second Quarter 540.88 $36.83 $0.455
Third Quarter $41.03 $36.35 $0.455
Fourth Quarter $37.10 $32.66 $0.455



EQUITY COMPENSATION PLAN INFORMATION

The following table sets forth securities authorized for issuance under equity compensation plans for the year ended December 31, 2006:

Number of securities Weighted-average exercise | Number of securities remaining
to be issued upon exercise price of outstanding available for future issuance
of outstanding options, oplions, warrants and rights under equity compensation
warrants and rights plans {exciuding securities
Plan category reflected in column (a))
(a} {b) (c)
Equity compensation plans approved
by security holders
KeySpan Leng Term Incentive
Compensation Plan
Stock Options 8,403,104 $33.82
Restricted Stock 175,414 N/A
Performance Shares 512,176 0 N/A
Equity compensation ptans not
approved by security holders N/A NfA NIA
Total 10,090,694 @ $33.82 3,036,898

(1} Performance shares shown at farget, or 100% payout.

{2) Includes grants of options, restricted stock, and performance shares pursuant to KeySpan's Long-Temn Incentive Compensation Plan,
as amended, and options granted pursuant to the Brooklyn Union Long-Term incentive Compensation Plan, the Eastern Enterprises
1995 Stock Option Plan and the Eastern Enferprises 1996 Non-Employee Trustee's Stock Option Plan.

{3) This total amount reflects the aggregate number of stock options, restricted stock and performance shares available for issuance
pursuant to KeySpan's Long-Term Incentive Compensation Plan.

See Item 11. Executive Compensation for more information on the equity compensation plans.



PERFORMANCE GRAPH

The following graph presents, for the period beginning December 31, 2001 through December 31, 2006, a comparison of cumulative total shareholder
returns for KeySpan, the Standard & Poor's Utilities Index and the Standard & Poor's 500 Index.

Performance Graph

2001 2002 2003 2004 2005 2006

+KeySpanﬁ == S&P Utility Index  see’we S&P 500 Index

December 31, 2001 December 31, 2002 December 31, 2003
KeySpan $100.00 $106.89 $117.43
S&P Utility index $100.00 $70.06 $88.27
S&P 500 Index $100.00 $77.05 $100.27
December 31, 2004 December 31, 2005 December 31, 2006
KeySpan $131.83 $125.09 $151.01
S&P Utility Index $109.57 $127.89 $154.70
S&P 500 Index $111.15 $116.59 $134.96

Assumes $100 invested on December 31, 2001 in shares of KeySpan Common Stock, the S&P Ulilities Index and the S&P 500 Index, and that all
dividends were reinvested.



ITEM 6. SELECTED FINANCIAL DATA

{In Millions of Dollars, Except Per Share Amounts)

YEAR ENDED DECEMBER 31, 2006 2005 2004 2003 2002
Income Summary

Revenues

Gas Distribution $5,062.6 $5,390.1 $4,407.3 $4,1613 $3,163.8
Electric Services 1,880.6 2,042.8 1,738.7 1,606.0 1.645.7
Energy Services 2034 191.2 182.4 158.9 208.6
Energy Investiments 35.0 37.9 3221 609.3 447.1
Total revenues 7,181.6 7,662.0 6,650.5 6,535.5 5,465.2
Operating expenses

Purchased gas for resale 3,331.5 3,597.3 2,664.5 2,495.1 1,653.3
Fuel and purchased power 548.6 7521 540.3 4146 395.9
QOperations and maintenance 1,680.0 1,617.9 1.567.0 - 16226 1,631.3
Depreciation, depletion and amortization 3975 396.5 551.8 571.7 513.7
Operating taxes 411.2 407.1 404.2 418.2 380.5
Impairment Charges — — 41.0 = =
Total operating expenses 6,368.8 6,770.9 5,768.8 5,522.2 4,574.7
Gain on sale of property 1.6 16 7.0 15.1 4.7
Income from equity investments 13.1 15.1 46.5 19.2 14.1
Operating income 8275 907.8 935.3 1,047.6 909.3
Other income and {deductions) (217.8) {269.9) 49 (340.3) 301.4)
Income taxes 175.5 2393 3255 2813 2296
Earnings from continuing operations 434.2 398.6 614.7 426.0 378.3
Discontinued Operations

Income (Joss) from operations, net of tax — 4.1) {79.0) {1.9) 15.7
Loss on disposal, net of tax — 23 {72.0) — {16.3)
Loss from discontinued operations — (1.8) {151.0) {1.9) (0.6)
Cumulative change in accounting principles — (6.6) — (37.4) —_
Net income 4342 390.2 463.7 386.7 371.7
Preferred stock dividend requirements — 2.2 5.6 58 5.8
Earnings for common stock $ 4342 $ 388.0 $ 4581 $ 3809 $ 3.9
Financial Summary

Earnings per share (§) 248 2.28 2.86 2.41 263
Cash dividends declared per share ($) 1.86 1.82 1.78 178 1.78
Book value per share, year-end ($) 25.17 25.60 24.22 22.99 20.67
Market value per share, year-end ($) 4118 35.69 39.45 36.80 35.24
Shareholders, year-end 65,398 68,421 72,549 75,067 78,281
Capital expenditures ($) 524.0 539.5 750.3 1,009.4 1,057.5
Total assets {$) 14,437.5 13,8126 13,364.1 14,640.2 12,980.1
Commen shareholders” equity ($) 45128 4,464.1 3,394.7 3,670.7 2,944.6
Preferred stock redemption required ($) — — 75.0 75.0 75.0
Preferred stock no redemption required ($) —_ — = 8.6 3.8
Long-term debt {$) 4,419.1 3920.8 4,418.7 5610.9 52241
Total capitalization ($} 8,937.9 8,384.9 8,333.2 9,365.2 8,252.5
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ITEM 7. Management’s Discussion and Analysis of Financial Condition and Results of Operations

"o

KeySpan Corporation (referred to herein as "KeySpan,” “we,” "us" and
“our") is a holding company under the Public Holding Company Act of
2005 (“PUHCA 2005"). KeySpan operates six regulated utilities that dis-
tribute natural gas to approximately 2.6 million customers in New York
City, Long Island, Massachusetts and New Hampshire, making KeySpan
the fifth largest gas distribution company in the United States and the
fargest in the Northeast. We also own, lease and operate electric generat-
ing pants in Nassau and Suffolk Counties on Long Island and in Queens
County in New York City and are the largest electric generation operator
in New York State. Under contractual arrangements, we provide power,
electric transmission and distribution services, billng and other customer
services for approximately 1.1 million electric customers of the Long Isiand
Power Authority {"LIPA"). KeySpan's other operating subsidiaries are pri-
marily involved in gas production and development; underground gas
storaqe; liquefied natural gas storage; retail electric marketing; farge ener-
gy-systemn ownership, installation and management; service and mainte-
nance of energy systems; and engineering and consulting services. We
also invest and participate in the development of natural gas pipelines,
electric generation and other energy-related projects. {See Note 2 to the
Consolidated Financial Statements ”Business Segments” for additional
information on each operating segment.)

On February 25, 2006, KeySpan entered into an Agreement and Plan
of Merger {the "Merger Agreement”}, with National Grid pic, a public lim-
ited company incorporated under the laws of England and Wales
{"Parent”) and National Grid US8, Inc., a New York Corporation (“Merger
Sub”™), pursuant to which Merger Sub will merge with and into KeySpan
(the “Merger”), with KeySpan continuing as the surviving company and
thereby becoming an indirect wholly-owned subsidiary of the Parent.
Pursuant to the Merger Agreement, at the effective time of the Merger,
each outstanding share of KeySpan common stock, par value $0.01 per
share (the “Shares"}, other than treasury shares and shares held by the

Parent and its subsidiaries, shall be canceled and shall be converted into
the right to receive $42.00 in cash, without interest.

Consummation of the Merger is subject to various closing conditions.
Assuming receipt of all required approvals, it is currently anticipated that
the Merger will be consummated in mid-2007. However, we are unable to
predict the outcome of the regulatory proceedings and no assurance can
be given that the Merger will occur or the timing of its completion. See
the Introduction to the Notes to the Consolidated Financial Statements for
additional information regarding the Merger.

At December 31, 2005, KeySpan was a holding company under the
Public Utility Holding Company Act of 1935, as amended ("PUHCA
1935"). In Augqust 2005, the Energy Policy Act of 2005 {the “Energy Act”)
was enacted. The Energy Act is a broad energy bill that places an
increased emphasis on the production of energy and promotes the devel-
opment of new technologies and alternative energy sources and provides
tax credits to companies that produce natural gas, oil, coal, electricity and
renewable energy. For KeySpan, one of the more significant provisions of
the Energy Act was the repeal of PUHCA 1935, which became effective
on February 8, 2006. Since that time, the jurisdiction of the Securities and
Exchange Commission (“SEC") over certain hiclding company activities,
including the regulation of our affiliate transactions and service compa-
nies, has been transferred to the jurisdiction of the FERC pursuant to
PUHCA 2005. See the discussion under the caption “Requlation and Rate
Matters” for additional information on the Energy Act and PUHCA 2005.

Executive Summary

Below is a table comparing the more significant items impacting earnings
from continuing operations and earnings available for common stock for
the periods indicated. Management believes that this representation is
necessary for a clear understanding of the major drivers impacting com-
parative results for the periods indicated.

(In Millions of Dollars, Except per Share Amounts)

YEAR ENDED DECEMBER 31, 2006 2005 2004
EARNINGS E.PS. EARNINGS EPS. __EARNINGS E.PS.

Eamings from continuing operations,

less preferred stock dividends $434.2 §$2.48 $396.4 $2.33 $ 609.1 $3.80
Discontinued operations — — {1.8) {0.01) (151.00 (0.,94)
Cumulative change in

accounting principle — — {6.6) (0.04) — _—
Eamings for Common Stock $434.2 $2.48 § 388.0 $2.28 $ 458.1 $ 2.86
Components of Continuing Operations:
Core operations $ 3959 §2.27 § 403.2 $237 $359.4 $2.25
Incremental merger costs (16.7) {010 — — — =
Income tax settlements 55.0 0.31 — = = —
Asset sales — — — — 2515 1.60
Non core operations — — — — 839 0.52
Impairment charges — — — —_ {62.4) {0.39)
Debt redemption costs — — (6.8} {0.04) {29.3) {0.18)
Earnings from continuing operations, less

preferred stock dividends $ 434.2 §248 $ 396.4 $233 $ 609.1 $3.80




Earnings from Continuing Operations 2006 vs 2005

KeySpan’s earnings from continuing operations, less preferred stock divi-
dends, for the year ended December 31, 2006 were $434.2 million or
$2.48 per share, an increase of $37.8 million, or $0.15 per share com-
pared to $396.4 million, or $2.33 per share realized in 2005. KeySpan’s
financial results for the year ended December 31, 2006, reflects the
following items that had a significant impact on comparative results:

(i} incremental pre-tax Merger related costs of $27.1 million, primarily rep-
resenting investment banking, legal, accounting and other consulting fees;
{ii) resolution of certain income tax issues; (iii) the impact of cooler-than-
nomal summer weather and competition on KeySpan's merchant electric
generation operations; and (iv) the impact of warmer-than-normal winter
weather on KeySpan's gas distribution businesses.

In 2006, KeySpan resolved its dispute with the New York City
Department of Taxation and Finance with respect to income taxes relating
to the operations of its merchant electric generating facility. As a result of
the favorable settlement of this issue, KeySpan reversed a previously
recorded New York City income tax reserve of $11.9 million (7.1 million
after federal income taxes), as well as an interest reserve of $5.9 million
{$3.4 million after-tax) established in connection with this dispute. In addi-
tion, pursuant to indemnity obligations contained in the Long Island
Lighting Company ("LILCO") / KeySpan merger agreement of May 1998,
KeySpan had been working with the Internal Revenue Service (*IRS") to
resolve certain disputes with regard to LILCO's tax returns for the tax years
ended December 31, 1996 through March 31, 1999 and KeySpan's and
The Brooklyn Union Gas Company's (d/t/a KEDNY) tax returns for the
years ended September 30, 1997 through December 31, 1998, A settle-
ment of the outstanding issues was reached in 2006 and, following IRS
procedure, the settliement was submitted to the Joint Committee on
Taxation on October 30, 2006 for final approval, which is expected in
early 2007. Accordingly, KeySpan reversed $44.5 million of previously
established federal income tax reserves.

KeySpan's consolidated results of operations are dependent primarily
on the operating results of its Gas Distribution and Electric Services seg-
ments. As indicated in the above table, KeySpan's earnings from its core
operations decreased $7.3 million or $0.1G per share reflecting, for the
most part, lower earnings from the Electric Services segment, The lower
operating income in this segment resulted from a decrease in net electric
revenues associated with KeySpan's merchant electric generation business,
the Ravenswood Generating Station, which was significantly impacted by
the entry of competing electric generating units into the New York City
energy and capacity markets in 2006 and by comparatively cooler weather
during the 2006 summer. A substantial portion of the yearly operating
income from this business is realized during its peak efectric generating
periot July through September. As measured in cooling-degree days,
weather was 25% cooler during the July - September 2006 time period
compared 1o the same period in 2005, resulting in a comparative adverse
impact to realized electric revenues.

Operating income for 2006 from KeySpan's Gas Distribution segment
remained consistent with such earnings realized in 2005. KeySpan’s gas
distribution activities are also impacted by seasonal weather fluctuations.
However, certain of KeySpan's gas distribution subsidiaries operate under
utility tariffs that contain a weather normalization adjustment that
significantly offsats variations in firm net revenues due to fluctuations in
weather. Additionally, KeySpan employs weather derivatives to mitigate
the adverse impact from warmer-than-normal weather. As measured in
heating degree days, weather during the primary heating season of 2006,
January-March, was approximately 15% warmer than the same period
of 2005 throughout KeySpan's service territories. Additionally, weather
during the secondary heating season in 2006, October-December, was
approximately 20% warmer than the same period of 2005. The benefits
associated with the weather normalization adjustments and weather
derivatives, combined with significantly fower operating expenses
more than offset the adverse impact from the warm weather during
the two heating seasons. See the discussion under the caption “Review
of Operating Segments” for additional information on each operating
segment.

in addition to the above, interest charges were lower year-over-year,
due, for the most part, to lower regulatory carrying charges. Also, income
on certain investments increased in 2006 compared to 2005.

Earnings per share in 2006 were adversely impacted by the higher
levet of common shares outstanding. In May 2005, KeySpan issued
12.1 million shares of commeon stock upon the conversion of previously
held MEDs Equity Units. The dilutive effect on earnings per share for a
full year in 2006 from this issuance, in addition to KeySpan's employee
stock purchase plans, was approximately $0.07 per share.

Earnings Available for Commen Stock 2006 vs 2005

Earnings available for common stock for 2005 also included losses from
discontinued operations associated with KeySpan's former mechanical
contracting subsidiaries; these companies were discontinued in the fourth
quarter of 2004 and soid in early 2005, In the fourth quarter of 2004,
KeySpan's investment in its mechanical contracting subsidiaries was writ-
ten-down to fair value. During 2005, operating losses amounting to

$4.1 million after-tax were incurred through the dates of sale of these
companies, including, but not limited to, costs incurred for employee

related benefits. Partially offsetting these losses was an after-tax gain of

$2.3 million associated with the refated divestitures, reflecting the differ-
ence between the fair value estimates and the financial impact of the
actual sale transactions. The net income impact of the operating losses
and the disposal gain was a loss of $1.8 miflion, or $0.01 per share for
the year ended December 31, 2005,

Further, earnings available for common stock for 2005 induded a
$6.6 million, or $0.04 per share, cumulative change in accounting princi-
ple charge as a result of implementing the accounting requirements of
Financial Accounting Standards Board ("FASB”) Interpretation No. 47
("FIN 477) " Accounting for Conditional Asset Retirement Obligations.”
This pronouncement required KeySpan to record a liability for the estimat-
ed future cost associated with the legal obligation to dispose of long-lived



assets at the time of their retirement or disposal date. Upon initial
implermentation, December 31, 2005, a cumulative change in accounting
principle charge was recorded on KeySpan's Consolidated Statement of
Income, representing the present value of KeySpan's future retirement
obligation. See Note 7 to the Consolidated Financial Statements
*Contractual Obligations, Financial Guarantees and Contingencies” for
further information on this charge.

Earnings from Continuing Operations 2005 vs 2004

KeySpan's earnings from continuing operations, less preferred stock divi-
dends, for the year ended Dacember 31, 2005 were $396.4 million or
$2.33 per share, a decrease of $212.7 million, or $1.47 per share com-
pared to $609.1 million, or $3.80 per share realized in 2004. KeySpan's
financial results for the year ended December 31, 2005 and 2004 reflect-
ed the following items that had a significant impact on comparative
results: (i} earnings from core operations; (i} asset sales of non-core
subsidiaries recorded in 2004 and their respective results for 2004;

{iii) impairment charges recarded in 2004; and {iv) debt redemption
charges recorded in hoth 2005 and 2004.

As indicated in the preceding table, KeySpan's earnings from core
operations increased $43.8 miflion or $0.12 per share in 2005 compared
to 2004, primarily reflecting higher earnings from the Electric Services seg-
ment, improved results from the Energy Services segment, and a decrease
in interest charges. KeySpan's electric services operations benefited from
an increase in net electric revenues principally as a result of higher electric
prices that were due, in part, to the warm weather during the 2005 sum-
mer and to the impact of two hurricanes experienced in 2005. Lower
operating losses were incurred at the Energy Services segment as a result
of lower operating expenses.

The decrease in interest expense resufted from the benefits attributa-
ble to lower outstanding debt resulting from debt redemptions in 2004
and the first quarter of 2005, as well as from the sale of Houston
Exploration and KeySpan Canada. These favorable results were somewhat
offset by a decrease in operating income from KeySpan's gas distribution
operations as a result of higher operating expenses, primarity due to an
increase in the provision for uncollectible accounts receivable as a result
of increasing gas costs and the adverse impact from collection experience
in 2005,

The full benefit to earnings per share from the favorable operating
results of the Electric Services and Energy Services segments, as well as the
decrease in interest charges was offset by the higher leve} of common
shares outstanding. As noted earlier, on May 16, 2005, KeySpan issued
12.1 million shares of common stock upen the scheduled conversion of
the MEDs Equity Units. The dilutive effect of this issuance on earnings per
share for the year ended December 31, 2005, was approximately $0.12
per share.

The remaining items impacting comparative earings from continu-
ing operations — asset sales, impairment charges and debt redemption
charges — are discussed below:.

During 2004, KeySpan sold its remaining 55% equity interest in The
Houston Exploration Company {“Houston Exploration®), an independent
natural gas and il exploration company based in Houston, Texas, We
received cash proceeds of approximately $758 million in two stock trans-
actions that resulted in after-tax gains of $222.7 milfion, or $1.39 per
share, The first transaction occurred in June 2004 and the second transac-
tion was completed in November 2004, The operations of Houston
Exploration were fulfy consolidated in KeySpan’s Consclidated Financial
Statements during the first five months of 2004, but were then accounted
for on the equity method of accounting after the first transaction reduced
our ownership interest below 50%.

Also in 2004, KeySpan sold its remaining 60.9% investment in
KeySpan Energy Canada Partnership (“KeySpan Canada®), a company that
owned certain midstream natural gas assets in Western Canada. We
received cash proceeds of approximately $255 million in two transactions
that resulted in a total after-tax gain of $34.8 million, or $0.21 per share.
The first transaction took place in April 2004 and the second transaction
was completed in December 2004, The operations of KeySpan Canada
were fully consolidated in KeySpan's Consolidated Financial Statements
during the first three months of 2004, but then were accounted for on
the equity method of accounting after the first transaction reduced our
ownership interest below 50%.

Combined, these asset sales provided KeySpan with approximately
$1 billion in cash proceeds and after-tax earnings of §257.5 million, or
$1.60 per share. Further, during 2004, KeySpan's share of the after-tax
operating eamings of Houston Exploration and KeySpan Canada was
$83.9 million or $0.52 per share. See Note 2 to the Consolidated Financial
Statements “Business Segments” and the discussions under the caption
“Review of Operating Segments” for a more detailed discussion of each
of the above noted non-core transactions.

KeySpan recorded three significant impairment charges during 2004;
(i) a goodwill impairment charge recorded in the Energy Services segrent;
{ii} a ceiling test write-down recorded in the Energy Investments segment;
and {iii) a carrying value impairment charge also recorded in the Energy
Investments segment. These impairment charges resulted in after-tax
charges to continuing operations of $62.4 million, or $0.39 per share.

Specifically, during 2004 the Energy Services segment recorded an
after-tax non-cash goodwall impairment charge of $12.6 million, or $0.08
per share in continuing operations as a result of an evaluation of the car-
1ying value of goodwill recorded in this segment. That evaluation resulted
in a total impairment charge of $152.4 million after-tax, or $0.95 per
share — $12.6 million of this charge was attributable to continuing opera-
tions, while the remaining $139.9 million, or $0.87 per share, was reflect-
ed in discontinued operations. (See Note 10 to the Consolidated Financial
Statements “Energy Services — Discontinued Operations” for additional
details on this charge.)

KeySpan’s remaining wholly owned gas production and development
subsidiaries recorded a non-cash impairment charge of $48.2 miltion
{$31.1 million after-tax, or $0.19 per share) in 2004 to recognize the
reduced valuation of proved reserves. (See Note 2 to the Consofidated
Financial Statements “Gas Production and Development Property —
Depletion,” for additional details on this charge.)



In addition to the asset sales noted previously, in the fourth quarter
of 2004, KeySpan anticipated selfing its previous 50% ownership interest
in Premier Transmission Limited (“Premier”), a gas pipeline from southwest
Scotland to Northern Ireland. In the fourth quarter of 2004, KeySpan
recorded a non-cash impairment charge of $26.5 million - $18.8 million
after-tax or $0.12 per share, reflecting the difference between the antici-
pated cash proceeds from the sale of Premier compared to its carrying
value, This investment was accounted for under the equity method of
accounting in the Energy Investments segment, The sale of Premier was
completed in the first quarter of 2005 and resulted in cash proceeds of
approximately $48.1 million and a pre-tax gain of $4.1 million reflecting
the difference from eartier estimates. (See Note 2 to the Consolidated
Financial Statements “Business Segments” and the discussions under the
caption “Review of Operating Segments” for a more detailed discussion
of the sale.)

The remaining significant item impacting comparative results, as
noted above, was debt redemption costs incurred in both 2005 and 2004,
In 2005, KeySpan redeemed $500 million of 6.15% Notes due in 2006,
KeySpan incurred $20.9 million in call premiums, which were expensed
and recorded in other income and deductions on the Consolidated
Statement of Income, and wrote-off $1.3 million of previously deferred
tinancing costs. Further, KeySpan accelerated the amortization of approxi-
mately $11.2 million of previously unamortized benefits associated with
an interest rate swap on these Notes. The accelerated amortization was
recorded as a reduction to interest expense. The net after-tax expense
of this debt redemption was $6.8 million or $0.04 per share. In 2004,
KeySpan redeemed approximately $758 million of various series of out-
standing long-term debt. KeySpan incurred $54.5 million in call premiums
associated with these redemptions, of which $45.9 was expensed and
recorded in other income and deductions on the Consolidated Statement
of Income. The remaining amount of the call premiums have been
deferred for future rate recovery. Further, KeySpan wrote-off $8.2 million
of previously deferred financing costs which have been reflected in
interest expense on the Consolidated Statement of Income. The total
after-tax expense of the 2004 debt redemption was $29.3 million or
$0.18 per share.

The net impact of the above mentioned items resutted in a decrease
to earnings from continuing operations of $6.8 million or $0.04 per share
for the year ended December 31, 2005, compared to a gain of $249.7
million, or $1.55 per share, in 2004,

Earnings Available for Common Stock 2005 vs 2004

As noted previously, earnings available for common stock in 2005 also
included losses from discontinued operations associated with KeySpan's
former mechanical contracting subsidiaries amounting to $1.8 million, or
$0.01 per share. Further, a5 noted, earnings available for common stock
for 2005 included a $6.6 million, or $0.04 per share, cumulative change
in accounting principle charge as a result of implementing the accounting
requirements of FIN 47 *Accounting for Conditional Asset Retirement
Obligations.”

Also as noted previously, in 2004 KeySpan conducted an evaluation
of the canrying value of its investments in the Energy Services segment.
As a result of this evaluation, KeySpan recorded a loss in discontinued
operations of $151.0 miliion, or $0.94 per share. This loss reflects a
$139.9 million after-tax impairment charge to refiect a reduction to
the carrying value of assets associated with our mechanical contracting
activities and operating losses of $11.1 million. (See Note 10 to the
Consolidated Financial Statements "Energy Services - Discontinued
Operations” for additional details on these items.)

Consolidated Summary of Results

Operating income by segment, as well as consclidated earnings avaflable
for common stock is set forth in the following table for the periods
indicated.

(In Millions of Dollars, Except Per Share Amounts)

YEAR ENDED DECEMBER 31, 2006 2005 2004
Gas Distribution § 568.6 § 565.7 $579.6
Electric Services 293.0 3423 289.8
Energy Services
Operations 5.3 2.0 {33.9
Goodwill impairment charge — —_ (14.9)
Energy Investments
Operations of continuing companies  15.5 206 244
Operations of sold companies = = 155.0
Ceiling test write-down and
impairment charge — — {74.7)
Eliminations and other ) (54.9) (18.1) 9.5
Operating Income 827.5 907.8 935.3
Other Income and (Deductions)
Interest charges (256.1} (269.3) (331.3)
Gain on sale of subsidiary stock — 4.3 388.3
Cost of debt redemption — (20.9) (45.9)
Minority interest 0.8) {0.4) {36.8)
Other income and {deductions) 39.1 16.6 30.6
(217.8} {269.9) 49
Income taxes (175.5) {239.3) (325.5)
income from Continuing Operations 434.2 3986 614.7
Loss from discontinued operations — (1.8) (151.0)
Cumulative change in
accounting principles — {6.6) —
Net income 434.2 390.2 463.7
Prefened stock dividend requirements — 2.2 5.6
Eamings for Common Stock $434.2 43880 $ 458.1
Basic Earnings per Share:
Continuing operations,
less preferred stock dividends § 248 $ 233 $ 3.80
Discontinued operations — {0.01) {0.94}
Cumutative change in
accounting principfes — {0.04) —
$ 248 $ 228 § 2.86




Operating Income 2006 vs 2005

As indicated in the above table, operating income decreased $80.3 mil-
lion, or 9%, for the twelve months ended December 31, 2006 compared
to the same period of 2005. As noted earlier, during 2006, KeySpan
incurred incremental pre-tax Merger costs of $27.1 million related to its
proposed merger with National Grid plc, representing investment banking,
legal, accounting and other consulting fees. For reporting purposes, the
majority of these costs reside at the holding company level (“eliminations
and other”) and have not been allocated to the operating segments.

The remaining variation is due, for the most part, to a decrease of

$49.3 million in the operating income of the Electric Services segment. As
noted earlier, the Ravenswood Generating Station was adversely impacted
by additional competing electric generating units and the comparatively
cooler 2006 summer weather, resulting in a decrease of $110.3 million in
net electric margins. However, net electric margins from KeySpan's service
agreements with LIPA and its electric marketing operations increased in
2006 compared to 2005, offsetting some of the fost margin from the
Ravenswood Generating Station. Further, this segment also recognized a
$46.5 million gain on a fixed for floating unforced capacity financial swap
which is reflected in the operating results of this segment.

KeySpan's gas distribution business reaiized a slight increase,
$2.9 million, in operating income year-over-year, Operating expenses
decreased $54.7 millien in 2006 compared to 2005, while net gas rev-
enues decreased $51.8 miflion over the same time period. The decrease in
net gas revenues reflects the significantly warmer weather experienced
during the first and fourth quarter winter heating seasons, whereas the
decrease in operating expenses was mainly driven by a lower provision for
uncollectible accounts receivable resulting from the decrease in firm safes
guantities, and from the beneficial impact of a recent regulatory order
and improved accounts receivable collection activities. The favorable com-
parative results from the Energy Services segment were due to higher
operating margins on engineering, energy supply and service contracts
and lower general and administrative expenses. The decrease in operating
income from the Energy Investments segment reflects, in part, fower earn-
ings from KeySpan's investment in the Iroquois Gas Transmission System
pipeline, as well as lower earnings from the transportation of liquefied
natural gas. (See the discussion under the caption “Review of Operating
Segments” for further details on each segment.)

Other income and {deductions) reflects interest charges, costs associ-
ated with debt redemptions, income from substdiary stock transactions
and other miscellaneous items. For the twelve months ended December
31, 20086, other income and (deductions) reflects a net expense of $217.8
million cornpared to a net expense of $269.9 million for the same period
of 2005. The favorable variation of $52.1 million is due, in part, to debt
redemption costs incurred in 2005, As discussed previously, in 2005,
KeySpan redeemed $500 milfion 6.15% Series Notes due in 2006.
KeySpan incurred $20.9 million in call premiums and wrote-off $1.3 mil-
lion of previously deferred financing costs. In addition, we accelerated the

amortization of approximately $11.2 million of previously unamortized
benefits associated with an interest rate swap on the redeemed bonds,
The write-off of the deferred financing costs and the amartization of the
benefits associated with an interest rate swap were recorded to interest
expense.

interest expense for the twetve months ended December 31, 2006
decreased $13.2 million compared to the same period in 2005, reflecting,
in part, the reversal of a previously recorded $5.9 million reserve estab-
fished in connection with an income tax dispute with the New York City
Department of Taxation and Finance. In 2006, KeySpan resotved its dis-
pute with the New York City Department of Taxation and Finance with
respect to income taxes relating to the operations of the Ravenswood
Generating Station. As a result of the favorable settlement of this issue,
KeySpan reversed the previously recorded interest reserve. Further, com-
parative interest expense reflects lower carrying charges an regufatory
deferrals in 2008, offset by the benefits recorded in 2005 associated with
the amortization of the interest rate swap. The favorabie variation in other
income and (deductions) for the twelve months ended December 31,
2006, compared to the same peried in 2005, also reflects higher income
on certain investments.

Other income and (deductions) for the twelve months ended
December 31, 2005, includes the sale of KeySpan'’s 50% interest in
Premier Transmission Limited (“Premier”), a gas pipeline from southwest
Scotland to Northern Ireland. The sale generated cash proceeds of approx-
imately $48.1 milfion. In the fourth quarter of 2004, KeySpan reduced its
carrying value in Premier to an amount approximating the anticipated
cash proceeds from the sale. The final sale of Premier, which took place
in the first quarter of 2005, resufted in a pre-tax gain of $4.1 million
teflecting the difference from earfier estimates.

Income tax expense decreased $63.8 million in 2006, compared to
2005, primarily reflecting the settlements with the New York City
Department of Taxation and Finance and the IRS, as previously noted,
amounting to $51.6 million; the remaining decrease reflects lower pre-tax
income.

As a resuft of the items discussed above, earnings available for
common stock were $434.2 million, or $2.48 per share for the year ended
December 31, 2006, compared to $388.0 million, or $2.28 per share
realized in 2005. As noted earlier, earnings available for common stock for
the year ended December 31, 2005, included losses of $1.8 million, or
$0.01 per share, from discontinued operations, as well as a $6.6 million,
or $0.04 per share cumulative change in accounting principles charge.

Operating Income 2005 vs 2004

Operating income decreased $27.5 million, or 3%, for the twelve months
ended December 31, 2005 compared to the same pericd of 2004. The
comparative operating results reflect the following two items that had a
significant impact on results: {i) operating results of non-core subsidiaries
recorded in 2004 and which were sold in 2005; offset by (ii) impairment
charges recorded in 2004. As noted earfier, during 2004 KeySpan held
equity ownership interests in Houston Exploration and KeySpan Canada.



For the twelve months ended December 31, 2004, KeySpan’s share of the
combined operating income of Houston Exploration and KeySpan Canada
was $155.0 million. KeySpan sold its remaining ownership interest in
these non-core operations in the fourth quarter of 2004. Offsetting this
income to some extent were pre-tax non-cash impairment charges of
$89.1 million recorded in 2004. As noted earlier, KeySpan recorded

the following three impairment charges during 2004: (i} a goodwill impair-
ment charge recorded in the Energy Services segment attributable to
continuing operations of $14.4 million; Gi) a ceiling test write-down of
$48.2 million to recognize the reduced valuation of proved reserves asso-
clated with KeySpan’s wholly-owned gas production and development
subsidiaries; and {iii) a non-cash impairment charge of $26.5 million also
recorded in the Energy Investments segment reflecting the difference
between the anticipated cash proceeds from the sale of Premier compared
to its carrying value.

The combined impact of the non-core operating income recorded in
2004 offset by the impairment charges contributed $65.9 million to
operating income for the twelve months ended December 31, 2004,
KeySpan’s core businesses, therefore, posted an increase in operating
income of $38.4 million for the twelve months ended December 31,
2005, compared to the same period of 2004, primarily reflecting an
increase of $52.5 million in the Electric Services segment, partially offset
by a $13.9 million decrease in the Gas Distribution segment. The favor-
able results from KeySpan's electric services operations reflect an increase
in net electric revenues as a result of higher electric prices that were due,
in part, to the warm weather during the summer of 2005 and the impact
of two hurricanes that occurred in the summer of 2005. Gas distribution
results, however, were adversely impacted by higher operating expenses,
primarity due to an increase in the provision for uncollectible accounts
receivable as a result of higher gas costs and by higher property taxes. For
the most part, the beneficial impact on comparative operating income
from lower net operating losses incurred at the Energy Services segment,
was offset by an increase in expenses residing at the holding company
fevel. Further, in 2004 KeySpan reached a settiement with certain of its
insurance carriers regarding cost recavery for expenses incurred at a
non-utility environmental site and recorded an $11.6 million gain from
the settlement as a reduction to expense,

Other income and (deductions) reflects interest charges, costs associ-
ated with debt redemptions, income from subsidiary stock transactions,
minority interest charges and other miscellaneous items. For the twelve
months ended December 31, 2005, other income and (deductions)
reflects a net expense of $263.9 million compared to income of $4.8 mil-
lion for the twelve months ended December 31, 2004, This unfavorable
variation of $274.8 million is due to higher gains from asset sales recorded
in 2004 compared to 2005 of $384.2 million, offset by a decrease in
interest charges of $62.0 million, lower debt redemption costs of
$25.0 million and the absence of minority interest expenses of $36.4 mil-
lior. The following is a discussion of these items.

As noted earier, in the first quarter of 2005, KeySpan finalized its
sale of Premier. The final sale of Premier resulted in a pre-tax gain of
$4.1 million reflecting the difference from earlier estimates and what was
recorded in the first quarter of 2005. For the twelve months ended

December 31, 2004, KeySpan realized pre-tax income of $388.3 million
from subsidiary stock transactions associated with Houston Exploration
and KeySpan Canada, as discussed earlier.

Interest expense decreased §62.0 million, or 19%, for the twelve
months ended December 31, 2005, compared to the same period of
2004, reflecting the benefits attributable to debt redemptions, as well
as the sale of Houston Exploration and KeySpan Canada. In addition,
as noted earlier, in 2005 KeySpan redeemed $500 milfion 6.15% Series
Notes due 2006. KeySpan incurred $20.9 miltion in call premiums,
wrote-off $1.3 million of previously deferred financing costs and accel-
erated the amortization of approximately $11.2 miltion of previously
unamortized benefits associated with an interest rate swap on these
bonds. The accelerated amortization of the interest rate swap and the
write—off of previously deferred financing costs reduced interest expense
in 2005 by $9.9 million.

In 2004, KeySpan redeemed approximately $758 million of various
series of outstanding debt and incurred $45.9 million in call premiums and
wrote-off $8.2 million of previously deferred financing costs. The net
impact of the 2005 and 2004 debt redemptions lowered comparative
interest expense by $18.1 million.

For the year ended December 31, 2004 other income and {(deduc-
tions) also includes the effects of minority interest of $36.8 million related
to our previous majority ownership interests in Houston Exploration and
KeySpan Canada. Finally, other income and (deductions) for the year
ended December 31, 2004 reflects a $12.6 million gain recorded on the
settlement of a derivative financial instrument entered into in connection
with the salefleaseback transaction associated with the Ravenswood
Expansion, a 250 MW combined cycle generating facility located at the
Ravenswood Generating Station site, as well as a $5.5 million foreign
currency gain.

Income taxes decreased $86.2 million for the year ended December
31, 2005 compared to 2004 due, for the most part, to lower pre-tax
eamings. In addition, tax expense for 2004 reflects: (i) a $6.0 million
benefit resulting from a revised appraisal associated with property that
was disposed of in 2003; (i) a tax benefit of $12 million related to the
repatriation of earnings from KeySpan's foreign investments; and (iii) the
beneficial tax treatment afforded to the stock transaction with Houston
Exploration.

As noted earfier, earnings available for common stock for the year
ended December 31, 2005, also included losses of $1.8 million, or
$0.01 per share, from discontinued operations, as well as a $6.6 million,
or $0.04 per share cumulative change in accounting principles charge.
Earnings available for common stock for the year ended December 1,
2004, included losses of $151.0 million, or $0.94 per share, from discon-
tinued operations.

As a result of the items discussed above, eamings available for
common stock were $388.0 million, or $2.28 per share for the year ended
December 31, 2005, compared to $458.1 million, or $2.86 per share
realized in 2004.



Review of Operating Segments

KeySpan's segment results are reported on an “Operating Income” basis.
Management believes that this generafly accepted accounting principle
(*GAAP") based measure provides a reasonable indication of KeySpan's
underlying performance associated with its operations. The following is a
discussion of financial results achieved by KeySpan's operating segments
presented on an Operating Income basis.

Gas Distribution
The Brooklyn Union Gas Company, doing business as KeySpan Energy
Delivery New York (“KEDNY") provides gas distribution service to cus-
tomers in the New York City Boroughs of Brooklyn, Staten island and a
portion of Queens. KeySpan Gas East Corporation, doing business as
KeySpan Energy Delivery Long Island ("KEDLI"} provides gas distribution
service to customers in the Long Island Counties of Nassau and Suffolk
and the Rockaway Peninsula of Queens County. Four natural gas distribu-
tion companies - Boston Gas Company, Essex Gas Company, Colonial Gas
Company and EnergyNorth Natural Gas, Inc., each doing business under
the name KeySpan Energy Delivery New England ("KEDNE"), provide gas
distribution service to customers in Massachusetts and New Hampshire.
The table below highlights certain significant financial data and oper-
ating statistics for the Gas Distribution segrment for the periods indicated.

(In Millions of Dollars)

YEAR ENDED DECEMBER 31, 2006 2005 2004
Revenues §506268  $5390.1 $44073
Cost of gas 3,336.6 3,607.0 2,664.7
Revenue taxes 60.4 65.8 733
Met Gas Revenues 1,665.6 1,717.3 1,669.3
Operating Expenses

Operations and maintenance 681.4 7210 6725

Depreciation and amortization 266.7 276.9 276.5

Operating taxes 148.9 147.8 140.7
Totai Operating Expenses 1,097.0 1,151.7 1,089.7
Gain on the sale of property - 0.1 —
Operating Income $ 5686 $ 5657 $§ 5796
Firm gas sales and

transportation (MDTH) 283,693 323,347 324,549
Transpertation — Electric

Generation (MDTH) 67,273 25,076 27,656
Other sales (MDTH) 190,244 187,805 155,992
Warmer (Colder) than Normal —

New York & Long Island 16.0% (1.0%) {1.0%)
Warmer (Colder) than Normal —

New England 1.6% (8.6%) {6.8%)

A MDTH is 10,000 therms and reflects the heating content of approximately one miflion
cubic feat of gas. A therm reflects the heating content of approximately 100 cubic feet of
9as. One bitlion cubic feet (BCF) of gas equals approximately 1,000 MDTH.

Operating Income 2006 vs 2005

Executive Summary

Operating income increased $2.9 million for the twelve months ended
December 31, 2006, compared to the same period last year reflecting a
decrease in operating expenses of $54.7 million, substantially offset by a
decrease in net gas revenues (revenues less the cost of gas and associated
revenue taxes) of $51.7 million. The lower operating expenses were
primarily due to a decrease in the provision for uncollectible accounts
receivable of $60.9 million. The exceptionally warm weather during the
first and fourth quarters of 2006 — KeySpan's primary heating seasons -
was the primary driver behind the decrease in net gas revenues.

Net Revenues

Net gas revenues from our gas distribution operations decreased $51.7
million, or 3%, for the twelve months ended December 31, 2006, com-
pared to the same period last year. Both the New York and New England
based gas distribution operations were adversely impacted by the signifi-
cantly warmer than normal weather experienced throughout the north-
eastern United States during the 2006 winter heating seasons — January
through April and October through Decernber. As measured in heating
degree days, weather in 2006 in our New York and New England service
territories was approximately 16% and 7.6% warmer than normai,
respectively, and was approximately 16% warmer than last year across
KeySpan's service territories.

Met revenues from firm gas customers {residential, commercial and
industrial customers) decreased $70.2 millien in 2006 compared to 2005.
The favorable impact to net gas revenues from load growth additions was
more than offset by declining usage per customer due to the extremely
warm weather during the winter heating seasons, the use of more effi-
clent gas heating equipment and higher gas costs. KeySpan estimates that
the warm weather during the two heating seasons resulted in an adverse
impact to net gas revenues of approximately $32 million, net of the bene-
fits from the weather normalization adjustment and weather derivatives
discussed below. Further, KeySpan earned $6.5 million less in regulatory
incentives for the twelve months ended December 31, 2006, compared to
the same period last year.

KEDNY and KEDU each operate under utility tariffs that contain a
weather normaiization adjustment that significantly offsets variations in
firm net revenues due to fluctuations in weather. These weather normal-
ization adjustments resutted in a benefit to KeySpan of 357 miltion during
the twelve months ended December 31, 2006, but this did nat fully
mitigate the impact of the loss in revenues due to the extremely warm
weather experienced, as previously noted. The New England-based gas
distribution subsidiaries do not have weather normaiization adjustments.
To mitigate the effect of fluctuations in normal weather patterns on
KEDNE's results of operations and cash flows, weather derivatives were in
place for the 2005/2006 and 2006/2007 winter heating season. Since
weather was warmer than normal in November and December of 2006,
these derivative instruments resulted in a $9.1 million benefit to net gas
revenues in 2006. (See Note 8 to the Consolidated Financial Statements



“Hedging, Derivative Financial Instruments and Fair Values” for further
information}.

Firm gas distribution rates for KEDNY, KEDU and KEDNE in 2006,
other than for the recovery of gas costs, have remained substantiafly
unchanged from rates charged in 2005,

In our large-volume heating and other interruptible {non-firm) mar-
kets, which include large apartment houses, government buildings and
schools, gas service is provided under rates that are designed to compete
with prices of alternative fuel, including No. 2 and No. 6 grade heating
oil. These "dual-fuel” customers can consume either natural gas or fuel oil
for heating purposes. Net revenues in these markets increased $18.5 mil-
fion during the twelve months ended December 31, 2006, compared to
the same period last year primarity reflecting higher pricing.

Firm Sales, Transportation and Other Sales Quantities

Firm gas sales and transportation quantities for the twelve months ended
December 31, 2006, decreased 12% compared to the same period in
2006 due primarily to the warmer weather this year compared to last year,
Cn a weather normalized basis, firm gas sales and transportation quanti-
ties decreased 2.4% in 2006 compared to 2005 due to lower usage per
customer. Customer additions and oil-to-gas conversions, however, offset
the fult impact of the warmer weather and lower usage per customer.

Net revenues are not affected by customers opting to purchase their gas
supply from other sources, since delivery rates charged to transportation
customers generally are the same as delivery rates charged to full sales
sefvice customers. Transportation quantities related to electric generation
reflect the transportation of gas to our electric generating facilities focated
on Long sland. Net revenues from these services are not material.

QOther sales quantities include on-system interruptible quantities,
off-system sales quantities {sales made to customers outside of our service
territories) and related transportation. We have a management contract
with Mermill Lynch Trading under which KeySpan and Merill Lynch Trading
share the responsibilities for managing KeySpan's upstream gas contracted
assets associated with its Massachusetts gas distribution subsidiaries, as
well as providing city-gate delivered supply. KeySpan, Merrill Lynch Trading
and KeySpan’s Massachusetts gas sates customers will share in the profits
generated from the optimization of these assets. The Massachusetts
Department of Telecommunications and Energy ("MADTE") approved this
contract in March 2006 effective April 1, 2006. KeySpan provides these
services internally for its New York and New Hampshire gas distribution
subsidiaries.

Purchased Gas for Resale

The decrease in gas costs for the twelve months ended December 31,
2006 compared to the same period of 2005 of $270.4 million, or 7%, is
reflective of a decrease of 14% in the quantity of gas purchased due to
the warm weather during the two winter heating seasons. However, the
price per dekatherm of gas used by firm gas sales customers increased
4%, in 2006 compared to 2005. The current gas rate structure of each of
our gas distribution utilities indudes a gas adjustment clause, pursuant to

which variations between actual gas costs incurred for resale to firm sales
customers and gas costs billed to firm sales customers are deferred and
refunded to or collected from customers in a subsequent pericd.

Operating Expenses

Operating expenses for the twelve months ended December 31, 2006,
compared to the same period of 2005, decreased $54.7 million, or 5%.
Operations and maintenance expense decreased $45.6 million, or 6%, in
2006 compared to 2005 primarily as a result of a decrease of $60.9 mil-
lion in the provision for uncollectible accounts receivable. In December
2005, The Boston Gas Company (“Boston Gas”) received a MADTE order,
effective January 1, 2006, permitting Boston Gas to fully recover the gas
cost component of bad debt write-offs through its cost-of-gas adjustment
clause rather than filing for recovery as an exogenous cost. Additionally, in
2006 we recovered the 2005 gas cost component of bad debts as well.
These benefits were the primary driver behind the reduction in the
provision for uncoflectible accounts receivable, combined with a decrease
in firm gas sales quantities in 2006 compared to 2005 and improved
collection efforts. (See the discussion under the caption “Regulation and
Rate Matters ~ Gas Matters” for additional details of the MADTE order)
Offsetting the favorable impact of the MADTE order, to some extent, was
higher employee benefit related expenses, including postretirement costs,
and generally higher administrative and general costs.

The decrease in depreciation and amortization charges of $10.2 mil-
fion, or 4%, for the twelve months ended December 31, 2006 compared
to the same period of 2005, reflects a decrease in depreciation charges
of $8.4 million and lower requlatory amortization charges of $1.8 million,
The decrease in depreciation charges reflects an adjustment to the
depreciation allowance to correct for an error in useful lives associated
with certain gas distribution assets.

Operating Income 2005 vs 2004

Executive Summary

Operating income decreased $13.9 million, or 2%, for the twelve months
ended December 31, 2005, compared to the same period of 2004 due to
higher operating expenses. Operating expenses increased $62.0 million
reflecting primarily an increase in the provision for uncollectible accounts
receivable and higher property taxes totaling $45.8 million. Partially offset-
ting the higher operating expenses was an increase of $48.0 million in net
gas revenues resulting from customer additions and oil-to-gas conversions
in our firm gas sales market, as well as from higher net gas revenues in
our large-volume heating markets.

Net Reventies

Net gas revenues from our gas distribution operations increased $48.0
million, or 3%, for the twelve months ended December 31, 2005, com-
pared to the same period of 2004. Net gas revenues benefited from



custorner additions and oil-to-gas conversions in our firm gas sales market
as well as from higher net gas revenues in our large-volume heating and
interruptible (non-firm) markets. As measured in heating degree days,
weather in 2005 in our New York and New England service territories
was approximately 1.0% and 8.6% colder than normal, respectively.
Compared to 2004, weather in 2005 was 1.2% colder in KeySpan's New
England service territory, while weather was consistent between years in
the New York service territory.

Net revenues from firm gas customers increased $24.3 million for the
twelve months ended December 31, 2005, compared to same period of
2004, Customer additions and oil-to-gas conversions, net of attrition and
conservation, added $25.1 million to net gas revenues. Further, we real-
ized a benefit of $3.8 million as a result of the Boston Gas Performance
Based Rate Plan {the “Plan") that was approved by the MADTE in 2003,
The Plan provides for firm gas sales rates to be adjusted each year based
on an inflation factor offset by a productivity factar. {See the caption
under “Requlation and Rate Matters” for further informatien regarding
the rate filing.)

Offsetting, to some extent, the beneficial impact of the customer
additions and oil-ta-gas conversions was the adverse impact to compara-
tive net gas revenues from the additional billing day in 2004 due to the
leap year. In 2004, KeySpan realized $5.7 million in additional net gas rev-
enues from the additional billing day. Further, KeySpan earned 8.7 mil-
lion less in regulatory incentives for the twelve months ended December
31, 2005, compared to the same period of 2004.

Also included in net revenues is the recovery of certain requlatory
items and certain taxes that added $6.6 million to net revenues. However,
the recovery of these items through revenues does not impact net income
since a similar amount was expensed as amortization charges and income
taxes, as appropriate, on the Consolidated Statement of Income. Firm gas
distribution rates for KEDNY, KEDU and KEDNE in 2005, other than for
the recovery of gas costs and resulting from the Plan, remained substan-
tiafly unchanged from rates charged in 2004,

KEDNY and KEDLI each operate under a utility tariff that contains a
weather normalization adjustment that significantly offsets variations in
firm net revenues due to fluctuations in normal weather, However, the
gas distribution operations of our New England based subsidiaries do not
have a weather normalization adjustment. To mitigate the effect of
Huctuations in normal weather patterns on KEDNE's results of operations
and cash flows, weather derivatives were in place for the 2004/2005
and 2005/2006 winter heating seasons, These financial derivatives afford-
ed KeySpan some protection against warmer than normal weather.

As a result of the weather fluctuations and financial weather derivatives,
weather had a $3.2 miflion favorable impact on comparative net gas
revenues.

in our large-volume heating and interruptible (non-firm) markets,
which include farge apartment houses, government buildings and schoots,

gas service is provided under rates that are designed to compete with
prices of aiternative fuel, including No. 2 and No. 6 grade heating oil.
These "dual-fuel” customers can consume either natural gas or fuef oil
for heating purposes. Net revenues in these markets increased $23.7 mil-
lion during the twelve months ended December 31, 2005, compared to
the same period of 2004, primarily reflecting higher pricing. Further,
since weather during January 2004 was significantly colder than normal,
KeySpan interrupted service to a segment of its dual-fuel customers for
a number of days during that month, as permitted under its tariff, to
ensure reliable service to firm customers. The majority of interruptible
profits earned by KEDLI and KEDNE are returned to firm customers as an
offset to gas costs.

Firm Sales, Transportation and Other Sales Quantities
Both actual firm gas sales and transportation quantities, as well as weath-
er normalized sales quantities for the twelve months ended December 31,
2005, remained consistent with those quantities realized in 2004. Net rev-
enues are not affected by customers opting to purchase their gas supply
from other sources, since delivery rates charged to transportation cus-
tomers generally are the same as delivery rates charged to full sales service
customers, Transportation quantities related to electric generation reflect
the transportation of gas to our electric generating facilities located on
Long fsland. Net revenues from transportation services are not material.
Other sales quantities include on-system interruptible quantities, off-
system sales quantities (sales made to customers outside of our service
territories) and related transportation, The increase in these sales quanti-
ties for the twetve months ended December 31, 2005, compared to the
same period of 2004 reflects higher off-system sales. The majority of these
profits earned are returned to firm customers as an offset to gas costs.
From April 1, 2002 through March 31, 2005, we had an agreement with
Coral Resources, LP. ("Coral”), a subsidiary of Shelt Gil Company, under
which Coral assisted in the origination, structuring, valuation and execu-
tion of energy-related transactions on behalf of KEDNY and KEDLI. Upon
expiration of this agreement, these services have been provided by
KeySpan employees. KeySpan also provides these services internally for its
New Hampshire gas distribution subsidiaries. in 2004 and 2005, we also
had a portfolio management contract with Menmill Lynch Trading, undey
which Merrill Lynch Trading was responsible for managing KeySpan's
upstream gas contracted assets associated with its Massachusetts gas dis-
tribution subsidiaries, as wefl as providing city-gate delivered supply. As
noted above, beginning in April 2006, KeySpan and Merrilt Lynch Trading
have a new three-year agreement under which KeySpan and Merrill Lynch
share the responsibilities for managing KeySpan's upstream gas contracted
assets associated with its Massachusetts gas distribution subsidiaries.



Purchased Gas for Resale

The increase in gas costs for the twelve months ended Decemnber 31,
2005, compared {o the same period of 2004, of $942.3 million, or 35%,
reflects an increase of 23% in the price per dekatherm of gas purchased
for firm gas sates customers, as well as an increase in the quantity of
gas purchased for large-volure heating and interruptible (non-firm}
customers. The cument gas rate structure of each of our gas distribution
utilities includes a gas adjustment clause, pursuant to which variations
between actual gas costs incurred for resale to firm sales customers and
gas costs bifled to firm sales customers are deferred and refunded to or
collected from customers in a subsequent period.

Operating Expenses

For the twelve months ended December 31, 2005, operating expenses
increased $62.0 million, or 6% compared to the same period in 2004.
Operations and maintenance expense increased $54.5 million, or 8%, in
2005 compared to 2004 primarily due to an increase of $38.7 million in
the provision for uncollectible accounts as a resuit of increasing gas costs
and the adverse impact from collection experience. Further, the gas distri-
bution operations realized an increase in insurance and regulatory fees, as
well as postretirement expenses in 2005 compared to 2004. In 2004,
KeySpan recognized a benefit of approximately $3 million, net of amounts
subject to regulatory deferral treatment, associated with the implementa-
tion of the Medicare Prescription Drug improvement and Modernization
Act of 2003 ( the “Medicare Act") and implementation of Financial
Accounting Standards Board Staff Position ("FSP") 106-2. In addition, in
2004, Boston Gas reached an agreement with an insurance carier for
recovery of previously incurred environmental expenditures. Insurance
and third-party recoveries, after deducting legal fees, are shared between
Boston Gas and its firm gas customers as provided under a previously
issued MADTE rate order. As a result of this insurance settlement, Boston
Gas recorded a $5 million benefit to operations and maintenance
expense.

Comparative operating taxes increased $7.1 million due to the expi-
ration of a five-year property tax assessment agreement with New York
City, as well as to a $2.5 milfion property tax refund received in 2004.
Higher depreciation charges of $4.5 million reflecting the continued
expansion of the gas distribution system were offset by lower regulatory
amortization charges of $4.1 miflion,

Gas Supply and Pricing

KeySpan has adequate gas supply available to meet its gas load demand
in its service territories for the 2006/2007 winter heating season as
KeySpan's gas storage was 100% full at the start of the winter heating
season. The current gas rate structure of each of our gas distribution utifi-
ties includes 2 gas adjustment clause, pursuant to which gas costs are

recovered in billed sales to regulated firm gas sales customers. Although
KeySpan is allowad to "pass through” the cost of gas to its customers,
the volaility of natural gas prices can have an adverse impact on
customers’ gas bills and recovery of customer accounts receivable.

High gas prices have led to an increase in customer conservation measures
and attrition. The MADTE order, received in the fourth quarter of 2005,
permitting Boston Gas regulatory recovery of the gas cost component

of net bad debt write-offs has helped to mitigate any increase in bad

debt expense.

With KeySpan's continuing strategy of having its storage facilities
100% full at the start of the heating season and through the use of finan-
cial derivatives, KeySpan has effectively hedged the price of approximately
two-thirds of the gas supply needed to serve its gas heating customers
during the 2006/2007 winter heating season. This strategy mitigates the
volatility of natural gas prices on customers’ winter heating gas bills.
Further, KeySpan has programs in place to help customers manage their
gas bills, such as balanced billing plans, deferred payment arrangements
and the low income home energy assistance program, the expansion of
which we supported through the Energy Policy Act of 2005. Management
believes that these measures help mitigate the impact of volatile gas prices
on customers' bills,

Other Matters
We remain committed to our ongoing gas System expansion strategies.
We believe that significant growth opportunities exist on Long Island and
in our New England service territories, as well as continued growth in the
New York service temitory, despite the volatility in gas prices. We estimate
that on Long Island approximately 37% of the residential and mutti-famify
markets, and approximately 60% of the commercial market, currently use
natural gas for space heating. Further, we estimate that in our New
England service territories approximately 50% of the residential and multi-
family markets, as well as approximately 60% of the commercial market,
currently use natural gas for space heating purposes. We will continue to
seek growth, in all of our market segments to serve new housing and
commerdial construction and to penetrate existing communities where no
distribution system exists, as well as through the conversion of residential
homes from il to gas for space heating purposes and the pursit of
opportunities to grow mutti-family, industrial and commercial markets.

In order to serve the anticipated market requirements in our New
York service territories, KeySpan and Spectra Energy Corporation (formerty
a part of Duke Energy Corparation) formed Islander East Pipeline
Company, LLC (“Islander East”} in 2000. Once in service, the pipeline is
expected to have the capacity to transport up to 260,000 DTH of natural
gas to the Long Island and New York City energy markets, enough natural
gas to heat 600,000 homes. In addition, KeySpan has a 26.25% interest
in the Millennium Pipeline development project which is anticipated to
transport up to 525,000 DTH of natural gas a day to the Algonguin
pipefine. KEDLI has executed a Precedent Agreement for 175,000 DTH of



natural gas per day of transportation capacity from the Millennium
Pipeline system, increasing to 200,000 DTH in the second year of the
pineline being in service. These pipeline projects will allow KeySpan to
diversify the geographic sources of its gas supply. See the discussion unde
the caption “Energy Investments” for additional information regarding
these pipeline projects.

Electric Services

The Electric Services segment primarily consists of subsidiaries that own,
lease and operate oil and gas-fired electric generating plants in the
Borough of Queens (induding the “Ravenswood Generating Station”
which comprises the Ravenswood Facility and Ravenswood Expansion} and
the counties of Nassau and Suffolk on Long Istand. In addition, through
long-term contracts of varying lengths, we (i) provide to the Long Island
Power Authority {"LIPA*) all operation, maintenance and construction
services and significant administrative services relating to the Long Island
electric transmission and distribution ("T&D") system pursuant to a
Management Services Agreement (the " 1998 MSA"}; (i} supply LIPA with
electric generating capacity, energy conversion and ancillary services from
our Long Island generating units pursuant to a Power Supply Agreement
{the "1998 PSA"); and iy manage all aspects of the fuel supply for our
Long Island generating facilities, as well as all aspecs of the capacity and
energy owned by or under contract to LIPA pursuant to an Energy
Management Agreement {the 1998 EMA"). The 1398 MSA, 1998 PSA
and 1998 EMA all became effective on May 28, 1998 and are collectively
referred to herein as the “1998 LIPA Agreements.”

On February 1, 2006, KeySpan and LIPA entered into (i} an amended
and restated Management Services Agreement {the “2006 MSA"), pur-
suant to which KeySpan will continue to operate and maintain the electric
T&D System owned by LIPA on Long Island through 2013; (ii) a new
Option and Purchase and Sale Agreement {the "2006 Option
Agreement”}, to replace the Generation Purchase Rights Agreement (the
"GPRA™), pursuant to which LIPA had the option, through December 15,
2005, to acquire substantially all of the electric generating facilities owned
by KeySpan on Long Island; and i) a Settfement Agreement (the 2006
Settlement Agreement”) reselving outstanding issues between the parties
regarding the 1998 LIPA Agreements. The 2006 MSA, the 2006 Cption
Agreement and the 2006 Settlement Agreement are collectively referred
to herein as the "2006 LIPA Agreements.” These agreements will become
effective following approval by the New York State Comptroller's Office
and the New York State Attorney General. (For a further discussion on
these LIPA agreements see the discussion under the caption “Electric
Services — LIPA Agreements” and Note 11 to the Consolidated Financial
Statements “2006 LIPA Settlement"). The Electric Services segment also
provides retail marketing of electricity to commercial customers.

Selected financial data for the Electric Services segment is set forth
in the table below for the periods indicated.

{In Millions of Dollars)

YEAR ENDED DECEMBER 31, 2006 2005 2004
Revenues $18342  $20473  $1,7387
Purchased fuel 548.4 751.4 539.6
Net Revenues from Operations 1,285.8 1,295.9 1,199.1
Derivative Financial Instrument 46.5 — —
Net Electric Revenues 13383 . 02959 1,199.1
Operating Expenses

Operations and maintenance 150.8 684.5 653.3

Depreciation 102.1 91.7 883

Operating taxes 186.9 178.6 169.7
Total Operating Expenses 1,039.8 954.8 9113
Gain on the sale of property 0.5 1.2 20
Operating Income § 2930 § 3423 § 2898
Electric sales (MWH)* 4,480,996 6,364,279 6,232,190
Capacity(MW)* 2,450 2,450 2.450
Cooling degree days 1,130 1,472 1,045

*Reflects the operations of the Ravenswood Generating Station only

Operating Income 2006 vs 2005

Executive Summary

Operating income decreased $49.3 million, or 14%, for the twelve
months ended December 31, 2006, compared to the same period last
year, due primarily to a decrease in net revenues from the Ravenswood
Generating Station of $110.3 million as a result of lower energy margins
and lower capacity revenues, partially offset by higher revenues associated
with KeySpan's service agreements with LIPA and its electric marketing
activities of $10.6 million. KeySpan also recognized a gain of $46.5 million
on a fixed for floating unforced capacity financial swap.

Net Revenues
Total electric net revenues realized in 2006 were $36.4 million higher than
suich revenues realized in 2005.

KeySpan has entered into an International SWAP Dealers Association
Master Agreement for a fixed for floating unforced capacity financial
swap with Morgan Stanley Capital Group Inc. {*Swap Agreement”). This
agreement has a three year term that began on May 1, 2006. For the
twelve months ended December 31, 2006 KeySpan recognized a gain of
$46.5 million from this derivative financial instrument. {See Note 8 to the
Consolidated Financial Statements, "Hedging, Derivative Financial Instru-
ments and Fair Values,” for further information on this swap agreement.)

Net revenues for the twelve months ended December 31, 2006 from
the service agreements with LIPA, including the power purchase agree-
ments associated with two electric peaking facilities, increased $96.6 mil-
lion compared to the same period of 2005. The increase is due, for the
most part, to recovery of operations and maintenance charges billed to
LIPA of approximately $76 million and the recovery of depreciation



charges and property taxes of approximately $14 million. These recoveries
had no impact on operating income since actual expenses increased by a
like amount. Therefore, only approximately $7 miflion of the increase in
net revenues resulted in a benefit to operating income. This increase in
net revenues from the LIPA service agreements was driven by higher
off-system electric energy sales and emission credit sales, as well as the
recovery of certain past service costs, offset by lower performance
incentives. In 2006, KeySpan earned $9.0 million associated with non-cost
performance incentives provided for under these agreements, compared
to $16.4 miflion earned in 2005, due to the discontinuation of certain
performance incentives contained in the MSA,

Net revenues associated with KeySpan's electric marketing activities
increased $3.6 milfion during the twelve months ended December 31,
2006, compared to the same pericd of 2005.

Net revenues from the Ravenswood Generating Station decreased
£110.3 million, or 25% for the twelve months ended December 31, 2006,
compared fo the same period-of 2005 reflecting lower capacity revenues of
$80.5 million and a decrease in energy margins of $29.8 million. The
decrease in capacity revenues was primarily due to the planned installation
of 1,000 megawatts of additional electric capacity in New York City in 2006,

The decrease in energy margins in 2006 reflects, in part, a 50%
decrease in realized “spark-spreads” (the selling price of electricity less the
cost of fuel, exclusive of hedging gains or losses). Further, the level of
megawatt hours {"MWh") sold into the NYISO energy market decreased
30% due to increased competition and cooler weather in the summer of
2006 compared to the summer of 2005 — the peak cooling season. As
measured in cocling-degree days, weather was 25% cooler during the
summer of 2006 compared to the summer of 2005, and 2% warmer than
normal. Combined, these two items reduced energy margins by $124.9
million or 63%. It should be noted, that in 2005 KeySpan benefited from
the pricing differential between number 6-grade fuel oil and natural gas
used in the Ravenswood Generating Station, Due to the dual-fuel capabili-
ty of the Ravenswood Generating Station, KeySpan was able to take
advantage of the ability to switch to cheaper fuel as the gap between
number 6 grade fuel oil and gas prices spread during the later part of the
2005 summer. The two hurricanes which occurred in the summer of 2005
in the Gulf Coast of the United States contributed to the gap between
number 6-grade fuel oil and natural gas prices.

Partially offsetting these adverse impacts to comparative energy
margins were the benefits recognized from derivative financial instru-
ments. We employ derivative financial instruments to economically hedge
the cash flow variability for a portion of forecasted purchases of natural
gas and fuel oil consumed at the Ravenswood Generating Station, as
well as for a portion of forecasted electric energy sales. These derivative
instruments, the impacts of which are reflected in net electric margins,
resulted in a comparative gain of $95.1 million year-over-year. Hedging
gains realized in 2006 were $79.1 million compared to hedging losses of
$16.0 million realized in 2005,

The Ravenswood Generating Station is a dual-fuel efectric facility that
can burn either number 6-grade fuel oil or natural gas to generate elec-
tricity. To take full advantage of the dual-fuel capability of the
Ravenswood Generating Station, KeySpan uses the cheaper of the two
fuels in the generation of electricity and, as a result, KeySpan may not be
able to apply hedge accounting treatment for all of its aforementioned
risk management strategies in the future and therefore may experience
some degree of fluctuations in its recorded net electric revenues due to
changes in the market value of outstanding derivative instruments and the
related underlying commodity. (See Note 8 to the Consolidated Financial
Statements "Hedging, Derivative Financial Instruments and Fair Values”
as well as ltem 7A. Quantitative and Qualitative Disclosures about Market
Risk for further information on KeySpan's hedging strategies.)

The rules and regulations for capacity, energy sales and the sale of
certain ancillary services to the NYISO energy markets continue to evolve
and there are several matters pending with the Federal Energy Regulatory
Commission {“FERC"). See the discussion under the caption “Regulatory
Issues and the Competitive Environment” for further details on these
matters.

Operating Expenses

For the twelve months ended December 31, 2006, operating expenses
increased $85.0 million compared to the same period of 2005. Operations
and maintenance expenses increased $66.3 milfion during the twelve
months ended December 31, 2006, compared to the same period of
2005 reflecting a §76 million increase in costs recovered from LIPA. As
noted previously, this increase had no impact on operating income since
revenues increased by a similar amount. Therefore, the operations and
maintenance expenses that impacted operating income actually decreased
approximately $10 million due to a decrease in overhaul costs and non-
outage maintenance work on the Ravenswood Generating Station and
our Long Island based electric generating units.

Depreciation expense and operating taxes increased $18.7 million in
2006 compared to 2005, Of this amount, approximately $14 million is
associated with KeySpan's Long Island based electric generating units and
are fully recoverable from LIPA, as noted above. The remaining increase in
these line items is associated with the Ravenswood Generating Station
and did impact comparative operating income.

Operating Income 2005 vs 2004

Executive Summary

For the twelve months ended December 31, 2005, operating income
increased $52.5 million, or 18%, compared to the same period of 2004,
primarily due to an increase in net revenues from the Ravenswood
Generating Station of $78.7 million mainly as a result of improved pricing.
The increase in net revenues was partially offset by an increase in operat-
ing expenses associated with the Ravenswood Generating Station of
$11.8 million, as well as lower net revenues associated with KeySpan’s
retail electric marketing activities of $7.6 million.



Net Revenues

Total electric net revenues realized during the twelve months ended
December 31, 2005, were $96.8 million, or 8% higher than such rev-
enues realized during the corresponding period of 2004,

For the year ended December 31, 2005, net revenues from the
Ravenswood Generating Station increased $78.7 million, or 22%, com-
pared to the same period in 2004 reflecting higher energy margins of
$66.0 million, as wefl as increased capacity revenues of $12.7 million.
The increase in capacity revenues reflected the operation of the
Ravenswood Expansion which went into full commercial operation in
May 2004, as well as load growth in New York City.

The increase in energy margins for 2005 reflects an increase of 54%
in "spark-spreads” (the selling price of electricity less the cost of fuel,
exclusive of hedging gains or losses), as well as from an increase of 2% in
the level of MWh sold into the NYISO energy market. These favorable
energy results were primarily driven by the pricing differential between
number 6-grade fuel oil and natural gas used in the Ravenswood
Generating Station in 2005. As noted previously, due to the dual-fuel
nature of the Ravenswood Generating Station, KeySpan was able to take
advantage of the ability to switch to cheaper fuel as the gap between
number & grade fuel cil and gas prices spread during the fater part of the
2005 summer. Further, in 2005 KeySpan recefved $9.2 million from the
NYISO to settle billing issues regarding the sale of energy provided by the
Ravenswood Generating Station to the NY!SO in May 2000. Weather for
2005, as measured in cooling degree days, was 40% warmer than 2004
and 28% warmer than normal.

As mentioned previously, we employ derivative financial hedging
instruments to hedge the cash flow variability for a portion of forecasted
purchases of natural gas and fuel oil consumed at the Ravenswood
Generating Station as well as a portion of forecasted electric energy sales.
These derivative instruments resulted in hedging losses, which are reflect-
ed in net electric margins, of $16.¢ million in 2005, compared to hedging
gains of $23.0 million in 2004,

Net revenues for the twelve months ended December 31, 2005,
from the service agreements with LIPA, including the power purchase
agreements associated with two electric peaking facilities, increased $25.7
million compared to the corresponding period of 2004. The increase was
due, in part, to recovery of operating expenses billed to LIPA of approxi-
mately $14 million and the recovery of depreciation charges and property
taxes of approximately $8 million. These recoveries had no impact on
operating income since actual expenses increased by a like amount. The
remaining increase primarity reflects an increase in emission credits earned
and vartable revenues, which are a function of electric generation output.
In 2005 and 2004, we eamned a total of $16.4 million associated with
non-cost performance incentives provided for under these agreements.

Net revenues associated with KeySpan's retail electric marketing
activities decreased $7.6 miflion in 2005 compared to 2004, due to a sig-
nificant curtailment in these activities, In 2005, KeySpan terminated all

indexed price contracts and elected to maintain only its fixed priced con-
tracts. As a result, the retail electric marketing business had approximately
40 MW under contract during 2005.

Operating Expenses

For the twelve months ended December 31, 2005, operating expenses
increased $43.5 million, or 5%, compared to the same pericd of 2004,
Operations and maintenance expense in 2005 increased $31.2 million, or
5% over 2004 reflecting an increase of $7.5 million in operating lease
costs associated with our financing arrangement for the Ravenswood
Expansion, as well as an increase in overhaul work and plant retirement
costs associated with the Ravenswood Generating Station amounting to
approximately $8 million. The remaining increase reflected operating costs
billed to LIPA of approximately $14 milfion.

Depreciation expense and operating taxes increased $12.3 million in
2005 compared to 2004. Of this amount, approximately $8 million was
associated with KeySpan's Long Isiand based electric generating units and
were fully recoverable from LIPA, as noted above. The remaining increase
in these line items was associated with the Ravenswood Generating
Station.

Other Matters

In 2003, the New York State Board on Electric Generation Siting and the
Environment issued an opinion and order which granted a certificate of
environmental capability and public need for a 250 MW combined cycle
electric generating facility in Meville, Long Island, which is final and non-
appealable. Also in 2003, LIPA issued a Request for Proposal (“RFP) seek-
ing bids from developers to either build and operate a Long Island gener-
ating facility, andfor a new cable that will link Long Island to power from a
non-Long Kland source of between 250 to 600 MW of electricity by no
later than the summer of 2007. KeySpan filed a proposal in response to
LIPAS RFP. In 2004, LIPA selected proposals submitted by two other bid-
ders in response to the RFR KeySpan remains committed to the Mebville
project and the benefits to Long Island's energy f..ture that tnis proect
would supply. The project has received New York State Art cle X approval
by having met a operational and environmentar perm.tt ng requirements.
Further, the proiect is strategicalty located in ¢ ose proximity to both the
high voltage power transmission grid and the high pressure gas distribu-
tion network. In addition, given the intense public pressure to reduce
emissions from existing generating facilities, development of the Melville
project is possible as a means to “virtually re-power” older, less efficient
generating units, Specifically, KeySpan believes that it wouid be able to
reduce emissions on Long Island in a cost effective manner by developing
the Melville project and retiring an older, less efficient generating facility.
Additionally, in August 2006, the NY1SG included the Melville project in its
Reliability Report as one of the market solutions to help address the long-
term reliability of New York States electric grid. At December 31, 2006,
total capitalized costs associated with the siting, permitting and procure-
ment of equipment for the Melville facility were $63.6 million.



Energy Services
The Energy Services segment includes companies that provide energy-
related services to customers located primarily within the northeastern
United States, Subsidiaries in this segment provide residential and smafl
commercial customers with service and maintenance of energy systems
and appliances, as well as operation and maintenance, design, engineer-
ing, consulting and fiber optic services to commerdial, institutional and
industrial customers.

The table below highlights selected financial information associated
with the Energy Services segment.

(in Millions of Dollars)

YEAR ENDED DECEMBER 31. 2006 2005 2004
Revenues $213.0 $ 202.0 $ 1939
Less: Operating expenses 201.7 204.7 2278
Goodwill impairment — — 14.4
QOperating Income (Loss) $ 53 $ 27 $ (48.3)

Operating Income 2006 vs 2005

The Energy Services segment posted an operating profit of $5.3 million
for the twelve months ended December 31, 2006, compared to an
operating loss of $2.7 million incurred during the twelve months ended
December 31, 2005. The improved performance reflects higher operating
margins on engineering contracts, as well as favorable billings under a
Jonig-term energy service and energy supply contract. KeySpan’s fiber optic
operations realized a benefit to operating income from an increase in
bandwidth sales and the successful completion of certain projects. Finally,
general and administrative expenses were lower in 2006 compared to
2005 as a result of the implementation of cost containment measures.

Operating Income 2005 vs 2004
In January and February of 2005, KeySpan sold its mechanical contracting
subsidiaries in this segment and exited such businesses. In the fourth
quarter of 2004, KeySpan’s investment in its discontinued mechanical
contracting subsidiaries was written-down to an estimated fair value. (See
Note 2 to the Consolidated Financial Statements “Business Segments” for
additional details on the sale of the mechanical companies.)

The Energy Services segment incurred an operating loss of $2.7 mif-
lion in 2005, compared to a loss of $48.3 milfion in 2004, In 2004,
KeySpan recorded a non-cash goodwill impairment charge in continuing
operations of §14.4 million as a result of an evaluation of the carrying
value of goodwill recorded in this segment. That evaluation resufted in a
total pre-tax impairment charge of $208.6 million ($152.4 million, or
$0.95 per share after-tax) - $14.4 million of this charge was attributable
to continuing operations, while the remaining $194.2 million ($139.9 mil-
lion after-tax, or $0.87 per share), was reflected in discontinued opera-
tions. {See Note 10 to the Consolidated Financial Statements *Energy
Services - Discontinued Operations” for additional details on this charge.)

For 2005, the improved performance over 2004, excluding the good-
will impairment charge, primarily refiected a reduction in operating
expenses. In 2004, charges associated with the write-off of accounts
receivable and contract revenues on certain projects that were determined
to be uncollectible, were incurred as well as the write-down of inventory
balances. Further, this segment experienced an increase in gross profit
margins and generafly lower administrative costs in 2005.

Energy Investments

The Energy Investments segment consists of our gas production and
development investments, as well as certain other domestic energy-refated
investments. KeySpan's gas production and development activities include
its wholly-owned subsidiaries Seneca Upshur Petroleum, Inc. (*Seneca-
Upshur”) and KeySpan Exploration and Production, LLC {“KeySpan
Exploration”). Seneca-Upshur is engaged in gas production and develop-
ment activities primarity in West Virginia. KeySpan Exploration is involved
in a joint venture with Merit Energy Corporation, an independent oif and
gas producer, which acquired its interest in the joint-venture from Houston
Exploration.

This segment s also engaged in pipeline development activities.
KeySpan and Spectra Energy Corporation (formerly a part of Duke Energy
Comoration) each own a 50% interest in klander East, klander East was
created to pursue the authorization and construction of an interstate
pipeline from Connedlicut, across Long Island Sound, to a terminus near
Shoreham, Long Island. Further, KeySpan has a 26.25% interest in the
Millennium Pipeline Company LLC, the developer of the Millennium
pipefine project which is expected to have the capacity to transport up to
525,000 DTH of natural gas a day from Corning, New York to Ramapo,
New York, where it will connect to an existing pipeline. Additionally, sub-
sidiaries in this segment hold a 20% equity interest in the Iroquels Gas
Transmission System LP, a pipeline that transports Canadian gas supply to
markets in the northeastern United States. These investments are account-
ed for under the equity method of accounting. Accordingly, equity income
from these investments is reflected as a component of operating income
in the Conselidated Statement of Income,

KeySpan also owns a 600,000 barrel liquefied natural gas ("LNG")
storage and receiving facility in Providence, Rhode [sland, through its
wholly owned subsidiary KeySpan LNG, the operations of which are fully
consolidated.



Selected financial data and operating statistics for these energy-refated
investments are set forth in the following table for the periods indicated.

{In Millions of Dollars}

YEAR ENDED DECEMBER 31, 2006 2005 2004
Revenues $403 $43.0 $58.9
Less: Operation and maintenance
expense 26.3 26.5 335
Ceiling test write-down — — 48.2
impairment charge = — 26.5
Other operating expenses 11.9 11 15.3
Add: Equity earninas 13.1 15.1 258
Sale of assets 0.3 0.1 5.0

$ 15.5 $206 $(33.8)

Operating income above reflects 100% of KeySpan Canada’s results from January 1, 2004
through Apnif 1, 2004.

Operating Income (Loss)

Operating Income 2006 vs 2005

For the twelve months ended December 31, 2006, operating income
decreased $5.1 million compared to the same period in 2005 due, in
part, fo lower earnings from KeySpan's investment in the froquois Gas
Transmission System. In 2005, the Iroquois Gas Transmission System real-
ized a benefit from a court setttement relating to a gas supply contract
that was defaulted on by a counterparty in an earlier period. Further, a
KeySpan subsidiary engaged in the transportation of liquefied natural gas
realized lower earnings due to the warm weather during the two winter
seasons in calendar year 2006. Finally, comparative equity earnings

were adversely impacted by the sale of Premier Transmission Limited in
March 2005,

Operating Income 2005 vs 2004
As noted previously, in the first quarter of 2005, KeySpan sold its 50%
interest in Premier, a gas pipeline from southwest Scotland to Northern
Ireland pursuant to a Share Sale and Purchase Agreement with BG Energy
Holdings Limited and Premier Transmission Financing Pubiic Limited
Company ("PTFPL"), under which all of the outstanding shares of Premier
were to be purchased by PTFPL. On March 18, 2005, the sale was com-
pleted and generated cash proceeds of $48.1 million, In the fourth quar-
ter of 2004, KeySpan recorded a pre-tax non-cash impairment charge
of $26.5 miflion reflecting the difference between the anticipated cash
proceeds from the sale of Premier compared to its carrying value.
The final sale of Premier resulted in a pre-tax gain of $4.1 million reflect-
ing the difference from earlier estimates. This gain was recorded in other
income arnd (deductions) en the Consolidated Statement of Income.
During the first quarter of 2004, KeySpan had an approximate 61%
investment in certain midstream natural gas assets in Western Canada
through KeySpan Canada. These assets included 14 processing plants and
assodiated gathering systems that produced approximately 1.5 BCFe of

natural gas daily and provided associated natural gas liquids fractionation.
These operations were fully consolidated in KeySpan's Consolidated
Financial Statements. On April 1, 2004, KeySpan and KeySpan Facilities
Income Fund (the “Fund”}, an open-ended income trust which previously
owned 3 39% interest in KeySpan Canada, consummated a transaction
that reduced KeySpan’s ownership interest in KeySpan Canada to 25%.
The transaction resulted in a gain of $22.8 million ($10.1 million after-tax,
or $0.06 per share}. Effective April 1, 2004, KeySpan Canada’s earnings
and our ownership interest in KeySpan Canada were accounted for on the
equity method of accounting.

in July 2004, the Fund issued an additional 10.7 milfion units, the
proceeds of which were used to fund the acquisition of the midstream
assets of Chevron Canada Midstream Inc. This transaction had the effect
of further diluting KeySpan's ownership of KeySpan Canada to 17.4%.

in December 2004, KeySpan sold its remaining 17.4% interest in
KeySpan Canada to the Fund and received net proceeds of approximately
$119 million and recorded a pre-tax gain of $35.8 million, which is reflect-
ed in other income and {deductions) on the Consolidated Statement of
Income. The after-tax gain was approximately $24.7 million, or $0.15 per
share. {See Note 2 to the Consolidated Financial Statements "Business
Segments” for additional detatls regarding this transaction )

For the twelve months ended December 31, 2005, operating income
for this segment increased $54.4 million compared to the same period of
2004, reflecting non-cash impairment charges recorded in 2004 of $74.7
million. In 2004, KeySpan's wholly owned gas production and develop-
ment subsidiaries that remained with KeySpan after the transaction with
Houston Exploration, discussed below, recorded a non-cash impairment
charge of $48.2 million to recognize the reduced valuation of proved
reserves, (See Note 1 1o the Consolidated Financiat Statements “Summary
of Significant Accounting Policies” tem F *Gas Production and Develop-
ment Property — Depletion” for further information on this charge.)
Further, as mentioned, in 2004 KeySpan recorded a pre-tax non-cash
impairment charge of $26.5 million reflecting the difference between
the anticipated cash proceeds from the sale of Premier compared to its
carrying value,

Operating income for the twelve months ended December 31, 2004,
also includes $16.5 million in eamnings from KeySpan Canada. The remain-
ing activities reflected a decrease in operating income of $3.8 million pri-
marily due to the sale of real property in 2004.

Houston Exploration
Selected financial data and operating statistics for Houston Exploration for
2004 are set forth in the following table.

(in Millioms of Dellars}

YEAR ENDED DECEMBER 31, 2004
Revenues § 268.1
Depletion and amortization expense 104.6
Other operating expenses 45.7
Add: Equity Earnings 20,7
Operating Income § 1385




During the first five months of 2004, our gas production and devel-
opment investments included a 55% equity interest in Houston
Exploration, the operations of which were consolidated in KeySpan's
Consolidated Financial Statements. On June 2, 2004, KeySpan exchanged
10.8 million shares of commen stock of Houston Exploration for 100% of
the stock of Seneca-Upshur, previously a wholly owned subsidiary of
Houston Exploration. This transaction reduced our interest in Houston
Exploration from 55% to 23.5%. Effective June 2, 2004, Houston
Exploration’s earnings and our ownership interest in Houston Exploration
were accounted for on the equity method of accounting. KeySpan follows
an accounting policy of income statement recognition for parent company
gains or losses from common stack transactions initiated by its sub-
sidiaries. As a result, this transaction resulted in a gain to KeySpan of
$150.1 million. The deconsolidation of Houston Exploration required the
recognition of certain deferred taxes on our remaining investment, resuit-
ing in a net deferred tax expense of $44.1 million. Therefore, the net gain
on the share exchange less the deferred tax provision was $106 milion, or
$0.66 per share,

in November 2004, KeySpan sold its remaining 23.5% interest in
Houston Exploration (6.6 million shares) and received cash proceeds of
approximately $369 million. KeySpan recorded a pre-tax gain of $179.6
miflion which was reflected in other income and (deductions) on the
Consolidated Statement of income. The after-tax gain was $116.8 million
or $0.73 per share.

Other Matters

In order to serve the anticipated market reguirements in our New York
service territories, KeySpan and Spectra Energy Corporation (formerly a
part of Duke Energy Corporation) formed Islander East Pipeline Company,
LLC ("Islander East”) in 2000. Islander East is owned 50% by KeySpan
and 50% by Spectra Energy Corporation, and was created to pursue the
authorization and construction of an interstate pipeline from Connecticut,
across Long Istand Sound, to a terminus near Shoreham, Long Island.
Applications for all necessary reguiatory authorizations were filed in 2000
and 2001. Islander East has received a final certificate from the FERC and
all necessary permits from the State of New York. The State of Connecticut
denied Islander East's request for a consistency determination under

the Coastal Zone Management Act ("CZMA™) and application for a
permit under Section 401 of the Clean Water Act. Islander East appealed
the State of Connecticut's determination on the CZMA issue to the
United States Department of Commerce which overrode Connecticut’s
denial and granted the CZMA authorization. The determination of the
Secretary of Commerce was appealed to the United States District Court
for the District of Columbia by the State of Connecticut and a decision
from that court is pending. Following an appeal filed by Islander East, the
Second Circuit Court of Appeals ruled on October 5, 2006 that, among
other things, the Connecticut Department of Environmental Protection
{“CTDEP") acted arbitrarily and capriciously in denying the Clean Water
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Act permit. The Court remanded the matter to CTDEP to either provide
sufficient evidence to support the denial or otherwise take any action nec-
essary in furtherance of the development of the project. In December
2006, the CTDEP issued an order again denying the Clean Water Act per-
mit. Isiander East filed a motion for review with the Second Circuit Court
of Appeals, which is pending. KeySpan anticipates that this pipeline will
be in service in late 2008. As of December 31, 2006, KeySpan's total
capitalized costs associated with the siting and permitting of the Islander
East pipeline were approximately $30.3 million.

As noted, KeySpan also owns a 26.25% ownership interest in the
Millennium Pipeline Cornpany LLC, the developer of the Millennium
Pipeline project. The other partners in the Millennium Pipeline are
Columbia Gas Transmission Corp. (“Columbia Transmission”), a unit of
NiSource Incorporated and DTE Energy Company. The Millennium Pipeline
project is anticipated to have the capacity to transport up to 525,000 DTH
of natural gas a day from Corning to Ramapo, New York, interconnecting
with the pipeline systems of various other utilities in New York. The
project received a FERC certificate to construct, acquire and operate the
facilities in 2002, subject to certain conditions. On August 1, 2005, the
project filed an application to amend the FERC certificate requesting,
amonq other things, authority to phase in over time the construction of
the proposed pipeline system, approval of a reduction in capacity and
maximum allowable operating pressure, minor route modifications, the
addition of certain facilities and the acquisition of certain facilities from
Columbia Transmission. In December 2006 the FERC issued an order
granting the amended certificate. Additionally, Consolidated Edison, KEDLI
and Columbia Transmission have each entered into amended precedent
agreements to purchase capacity on the pipeline, KEDL| has agreed to
purchase 175,000 DTH per day from the Millennium Pipeline system,
increasing to 200,000 DTH in the second year of the pipeline being in
service. This will provide KEDLI with new, competitively priced supplies
of natura gas from Canada and other North American supply basins.

The conditions in the precedent agreements are subject to, among other
things, the receipt of necessary regulatory approvals and financing.
Millennium is in the process of securing all remaining environmental per-
mits, financing and the finalization of certain agreements prior to actual
construction. Subject to the receipt of remaining permits and financing,
Millennium expects that the first phase of the project will be in service by
November 2008. As of December 31, 2006, KeySpan's investment in the
Millennium Pipeline project was $18.2 million.

In 2005, KeySpan LNG entered into a precedent agreement with BG
LNG Services, a subsidiary of British Gas, to provide fiquefied natural gas
terminalling service. KeySpan LNG proposed to upgrade the liquefied nat-
urat gas facility to accept marine deliveries and to triple vaporization {or
regasification) capacity to provide these services. In June 2005, the FERC
denied KeySpan tNG's application to expand the facility citing concerns
that the proposed upgraded facility would not meet current federal new
construction and safety standards. KeySpan sought a rehearing with FERC,
and on January 20, 2006, the FERC denied such request, although the
order provided that KeySpan LNG could file an amendment to its original
application addressing a revised expansion project which would differ



substantially from that originally proposed by KeySpan. Any amended
apptication would need to include a detailed analysis of the new project
scope, including upgrades to the existing facilities and alternative plans
for any service disruptions that may be necessary during construction of
a new expanded project. KeySpan has filed a petition for judicial review
of the FERC order with the United States Circuit Court for the District of
Columbia. The Court is expected to issue a decision affirming or vacating
the FERC orders by the second quarter of 2007,

In addition to the proceeding at FERC, KeySpan LNG also is involved
in seeking other required requlatory approvals and the resolution of cer-
tain litigation regarding such approvals. in February 2005, KeySpan LNG
filed an action in Federal District Court in Rhode Island seeking a dedara-
tory judgment that it is not required to obtain a "Category B Assent”
from the State of Rhede Island and an injunction preventing the Rhode
Island Coastal Resources Management Council ("CRMC") from enforcing
the Category B assent reguirements. In April 2005, the Rhode island
Attorney General also filed on behalf of the state a complaint against
KeySpan LNG in Rhode Island State Superior Court raising substantialty the
same issues as the tederal court action. KeySpan [NG removed that action
to federal court and moved for summary judgment. The Court stayed the
fitigation pending resolution of the FERC appeal process discussed above.
As of December 31, 2006, our investment in this project was $18.4 mil-
lion, a portion of which may be subject to reimbursement from BG ING
pursuant to the terms of the precedent agreement.

Allocated Costs
We are subject to the jurisdiction of the FERC under PUHCA 2005. As part
of the regulatory provisions of PUHCA 2005, the FERC regulates various
transactions among affiliates within a holding company system. In accor-
dance with regulations under PUHCA 2005 and regulations and policies of
the New York State Public Service Commission, the Massachusetts
Department of Telecommunications and Energy and the New Hampshire
Public Utility Commission, we established service companies that provide:
{i) traditionat corporate and administrative services; (i) gas and electric
transmission and distribution system planning, marketing, and gas supply
planning and procurement; and (iii} engineering and surveying services to
subsidiaries. The operating income vartation as reflected in "elimination
and other” is due primarily to costs residing at KeySpan’s holding compa-
ny leve! such as incremental costs associated with the anticipated Merger
with National Grid plc, as well as corporate advertising expenses. Also,
KeySpan entered into confidential settlement agreements with certain of
its insurance carriers for recovery of environmental costs associated with
investigation and remediation of gas plant sites and non-utility sites.
KeySpan recorded a $5.5 million benefit in its Consolidated Statement
of Income for the twelve months ended December 31, 2006, associated
with these settlement agreements,

The operating income variation between 2005 and 2004 was due
primarily to costs residing at KeySpan’s holding company level such as

corporate advertising and strategic review costs. Further, in 2004 KeySpan
reached a settlement with its insurance carriers regarding cost recovery for
expenses incurred at a non-utifity environmental site and recorded an $11.6
million gain from the settlement as a reduction to operating expenses.

Liquidity

Cash flow from operations increased $655.3 million for the twelve
months ended December 31, 2006 compared to the same period last year
primarity due to favorable working capital requirements of approximately
$520 millien and lower income tax payments. The favorable working capi-
tal requirements were primarily driven by receipt of customer payments
associated with the 2005 fourth quarter winter heating season gas sales
and lower payments far inventory requirements. Outstanding accounts
receivable balances associated with KeySpan's gas distribution activities at
December 31, 2005 were unusually high due to strong gas sales in 2005
and high natural gas prices. The coftection of these balances in 2006, and
improved collection experience, resulted in a significant cash flow benefit
to KeySpan. further, due to the impact of the warm weather experienced
during the two winter heating seasons in 2006, KeySpan purchased less
natural gas in 2006 than it did 2005 to refill its inventory supplies. Also,
the average unit price associated with gas purchased for inventory purpos-
es was lower in 2006 compared to 2005. Both of these events had a
favorable impact to KeySpan's cash flows in 2006.

Additionally, KeySpan's income tax payments were $23 million lower
during the twelve months ended December 31, 2006, compared to the
same period last year, in 2005, the IRS published new regulations related
to the capitalization of costs of seff-constructed property for income tax
purposes that were detrimental to KeySpan. As a resutt, in 2006 KeySpan
adopted a new tax methadology related to the capitalization of costs of
self-constructed property that resulted in lower income tax payments in
2006 compared to 2005.

Cash flow from operations decreased $346.8 mitlion, or 46%, for
the twelve months ended December 31, 2005 compared to 2004, reflect-
ing, in part, the absence of Houston Exploration and KeySpan Canada
which combined contributed approximately $230 million to consolidated
operating cash flow in 2004. It should be noted that in prior years,
Houston Exploration funded its gas exploration and development activi-
ties, in part, from available cash flow from operations. In addition, due
to the significant increase in natural gas prices in 2005, KeySpan's gas dis-
tribution utilities paid approximately $215 million mare in 2005 compared
to 2004 for the purchase of natural gas that was put in inventory. As
noted previously, the current gas rate structure of each of our gas distribu-
tion utilities incledes a gas adjustment clause, pursuant te which variations
between actual gas costs incurred for sale to firm customers and gas costs
bifled to fim customers are deferred and refunded to or collected from
customers in a subsequent period. Further, in 2005 the IRS published new
requlations related to the capitalization of costs of self-constructed prop-
erty for income tax purposes. As a result of these regutations, KeySpan
incurred approximately $77 milfion in higher income tax payments for the
twelve months ended December 31, 2005 compared to the same period
in 2004. These adverse impacts to cash flow from operations were partial-
ly offset by lower interest payments and higher core earnings.



At December 31, 2006, we had cash and temporary cash invest-
ments of $210.9 million. During 2006, we repaid $572.6 million of com-
mercial paper and, at December 31, 2006, $85.0 million of commercial
paper was outstanding at a weighted-average annuafized interest rate
of 5.43%. We had the ability to borrow up to an additionat $1.4 billion
at December 31, 2006, under the terms of our credit facility.

KeySpan has two credit facilities which total $1.5 billion - $920 mil-
lion available through 2010, and 3580 million available through 2009 -
which continue to support KeySpan's commercial paper program for
ongoing warking capital needs.

The fees for the facilities are based on KeySpan’s current credit rat-
ings and are increased or decreased based on a downgrading or upgrad-
ing of our ratings. The current annual facility fee is 0.07% based on our
credit rating of A3 by Moody's Investor Services and A by Standard &
Poor’s for each facility. Both credit facilities allow KeySpan to borrow using
several different types of loans; specifically, Eurodollar loans, ABR loans, or
competitively bid loans, Eurodollar loans are based on the Eurodollar rate
plus @ margin that is tied to our applicable credit ratings. ABR lpans are
based on the higher of the Prime Rate, the base CD rate plus 1%, or the
Federal Funds Effective Rate plus 0.5%. Competitive bid loans are based
on bid results requested by KeySpan from the lenders. We do not antia-
pate borrowing against these facilities; however, if the credit rating on our
commercial paper program were to be downgraded, it may be necessary
to do so.

The facilities contain certain affimative and negative operating
covenants, including restrictions on KeySpan’s ability to mortgage, pledge,
encumber or otherwise subject its utility property to any lien, as well as
certain financial covenants that require us to, among other things, main-
tain a consolidated indebtedness to consolidated capitalization ratio of no
more than 65% as of the last day of any fiscal quarter. Violation of these
covenants could result in the termination of the facilities and the required
repayment of amounts borrowed thereunder, as well as possible cross
defaults under other debt agreements. At December 31, 2006, KeySpan’s
consolidated indebtedness was 49.9% of its consolidated capitafization
and KeySpan was in compliance with all covenants.

Subject to certain conditions set forth in the credit facility, KeySpan
has the right, at any time, to increase the commitments under the $920
million facility up to an additional $300 million. In addition, KeySpan has
the right to request that the termination date be extended for an addi-
tional period of 365 days prior to each anniversary of the closing date.
This extension option, however, requires the approval of lenders holding
more than 50% of the total commitments to such extension request.
Under the agreements, KeySpan has the ability to replace non-consenting
lenders with other pre-approved banks or financial institutions. Upon
effectiveness of PUHCA 2005, KeySpan's ability to issue commercial paper
was no longer limited by the SEC. Accordingly, subject to compliance with
the foregoing conditions, KeySpan is currently able to issue up to $1.5 bil-
lion of commercial paper.

A substantial portion of consolidated revenues are derived from the
operations of businesses within the Electric Services segment, that are
largely dependent upon two large customers — LIPA and the NYISO.
Accordingly, our cash flows are dependent upon the timely payment of
amounts owed to us by these countemparties. (See the discussion under
the caption “Electric Services - LIPA Agreements” for information regard-
ing the proposed settlement between KeySpan and LIPA regarding the
current contractual agreements.)

We satisfy our seasonal working capital requirements primarily
through internally generated funds and the issuance of commercial paper.
We believe that these sources of funds are sufficient to meet our seasonal
working capital needs.

Capital Expenditures and Financing
Construction Expenditures

The table below sets forth our construction expenditures by operat-
ing segment for the periods indicated:

(I Millions of Dollars)

YEAR ENDED DECEMBER 31, 2006 2005
Gas Distribution $ 400.5 $410.3
Electric Services 78.9 88.8
Energy Investments 18.7 22.6
Energy Services and other 25.9 178
$ 524.0 $ 5395

Construction expenditures related to the Gas Distribution segment
are primarily for the renewal, replacement and expansion of the distribu-
tion system. Construction expenditures for the Electric Services segment
reflect costs to maintain our generating facilities,

Construction expenditures for 2007 are estimated to be approx-
mately $570 million, including estimated expenditures for the islander East
and Miflennium pipelines. KeySpan and its partners are currently evaluat-
ing various options for the financing of these projects. The amount of
future construction expenditures is reviewed on an ongoing basis and can
be affected by timing, scope and changes in investment opportunities.

Financing

In November 2006, KeySpan issued $400 million Senior Unsecured Notes
at KEDNY and $100 million Senior Unsecured Notes at KEDL pursuant to a
private placement that was exempt from registration under the Securities
Act of 1933. The Notes bear interest at a rate of 5.60% annually and
mature in 2016. The net proceeds from the issuance of the Notes were
used by KEDNY and KEDLI to refinance existing intercompany indebtedness
and for general working capital purposes. KeySpan utilized a $125 miflion
treasury lock, at 4.77%, to hedge the 5-year US Treasury component of
the underlying notes and a $125 million treasury lock, at 4.82%, to hedge
the 10-year US Treasury compenent of the underlying notes. These defiva-
tive instruments settled on October 25, 2006 at which time KeySpan paid
$0.2 million to the counterparty to the contracts. The loss on the settle-
ment of these contracts has been deferred for future collection from firm
gas sales customers consistent with regulatory requirements.



KeySpan does not anticipate issuing permanent financing in 2007.

The following table represents the ratings of our long-tarm debt at
December 31, 2006, During the fourth quarter of 2004 Standard & Poor’s
reaffirmed its ratings on KeySpan's and its subsidiaries’ long-term debt
and removed its negative outlook. Further in the second quarter of 2005,
Fitch Ratings revised its ratings on KeySpan's and its subsidiaries”
long-term debt to positive outlook. Moody's Investor Services, however,
continues to maintain its negative outlook ratings on KeySpan's and its
subsidiaries' long-term debt.

MOODY’S INVESTOR  STANDARD
SERVICES & POCR'S  FITCH RATINGS
KeySpan Corporation A3 A A-
KEDNY N/A A+ A+
KEDLI A2 A+ A
Boston Gas A2 A N/A
Colonial Gas A2 A+ N/A
KeySpan Generation A3 A N/A

Off-Balance Sheet Arrangements

Guarantees

KeySpan had a number of financial guarantees with its subsidiaries at
December 31, 2006. KeySpan has fully and unconditionally guaranteed: ()
$525 million of medium-term notes issued by KEDLI; (i) the obligations of
KeySpan Ravenswood, LLC, which is the lessee under the $425 million
Master Lease associated with the Ravenswood Facility and the lessee
under the $385 miltion salefleaseback transaction for the Ravenswood
Expanston including future decommission costs of $19 million; and i) the
payment obligations of our subsidiaries related to $128 million of tax-
exempt bonds issued through the Nassau County and Suffolk County
Industrial Development Authorities for the construction of two electric-
generation peaking facilities on Long Island. The medium-term notes, the
Master Lease and the tax-exempt bonds are reflected on the Consolidated
Balance Sheet; the salefleaseback obligation is not recorded on the
Consolidated Balance Sheet. Further, KeySpan has guaranteed: (i} up to
$65.2 million of surety bonds associated with certain construction projects
currently being performed by former subsidiaries; (i) certain supply con-
tracts, margin accounts and purchase orders for certain subsidiaries in an
aggregate amount of $64.6 mil ion; and (iii) $80.3 m flion of subs.diary
letters of crea t. These guarantees are not recorded on the Consolidated
Balance Sheet. KeySpan's guarantees on certain performance bonds
relating to current construction projects of the discontinued mechanical
contracting companies will remain in place throughout the construction
period for these projects. KeySpan has received an indemnity bond issued
by a third party to offset potential exposure related to a significant portion
of the cantinuing guarantee. At this time, we have no reason to believe
that our subsidiaries or former subsidiaries will default on their current
obligations. However, we cannot predict when or if any defaults may take
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place or the impact such defaults may have on our consofidated results of
operations, financial condition or cash flows, (See Note 7 to the
Consolidated Financial Statements, “Contractual Gbligations, Financiat
Guarantees and Contingencies” for additional information regarding
KeySpan’s guarantees, as well as Note 10 “Energy Services - Discontinued
Operations” for additicnal information on the discontinued mechanical
contracting companies.)

Contractual Obligations

KeySpan has certain contractual obligations refated to its outstanding
long-term debt, outstanding credit facility borrowings, outstanding com-
mercial paper borrowings, various leases, and demand charges associated
with certain commodity purchases. KeySpan’s outstanding short-term and
long-term debt issuances are explained in more detail in Note 6 to the
Consolidated Financial Statements “Long-Term Debt and Commercial
Paper.” KeySpan’s leases, as well as its demand charges are more fully
detailed in Note 7 to the Consolidated Finandial Statements “Contractual
Obligations, Financial Guarantees and Contingencies.” The table below
reflects maturity schedutes for KeySpan's contractual cbligations at
December 31, 2006. Included in the table is the long-term debt that has
been consolidated as part of the variable interest entity associated with
the Ravenswood Master Lease.

{In Millions of Dollars)

CONTRACTUAL 1-3 4-5 AFTER 5
OBLIGATIONS TOTAL YEARS YEARS YEARS
Long-term Debt $44229 $717.3  §$1,1300 $2,575.6
Capital Leases 9.8 34 2.6 38
Operating Leases 549.8 215.1 1331 2016
Master Lease

Payments 71.2 71.2 - -—
Salefl easeback

Arrangement 549.1 92.0 78.7 378.4
Interest Payments 2,940.7 7318 350.7 1,858.2
Demand Charges 4490 449.0 = —
Total Contractual

Cash Obligations $89925 $22798 $1695.1 $50176
Commercial Paper $ 850 Revoling

For information regarding projected postretirement contribut ons,
see Note 4 to the Consol.dated Financial Statements ~Postretirement
Benefits.” For information regarding asset retirement obligations, see
Note 7 to the Consolidated Financial Statements ”Contractual Obligations,
Financial Guarantees and Contingencies.”



Discussion of Critical Accounting Policies and
Assumptions

In preparing our financial statements, the application of certain account-
ing policies requires difficult, subjective and/er complex judgments. The
circumstances that make these judgments difficult, subjective andfor com-
plex have to do with the need to make estimates about the impact of
matters that are inherently uncertain. Actual effects on our financial posi-
tion and results of operations may vary significantly from expected results
if the judgments and assumptions underlying the estimates prove to be
inaccurate. The critical accounting policies requiring such subjectivity are
discussed below,

Valuation of Goodwill

KeySpan records gocdwill on purchase transactions, representing the
excess of acquisition cost over the fair value of net assets acquired. In test-
ing for goodwill impairment under Statement of Ainancial Accounting
Standard {"SFAS”) 142 “Goodwill and Other Intangible Assets,” signifi-
cant reliance is placed upon a number of estimates regarding future per-
formance that require broad assumptions and significant judgment by
management. A change in the fair value of our investments could cause a
significant change in the carrying value of goodwitl. The assumptions used
t0 measure the fair value of our investments are the same as those used
by us to prepare annual operating segment and consclidated earnings and
cash flow forecasts. In addition, these assumptions are used to set annual
budgetary guidelines.

As prescribed in SFAS 142, KeySpan is required to compare the fair
value of a reporting unit to its carrying amount, including goodwall. This
evaluation is required to be performed at least annually, unless facts and
circumstances indicate that the evaluation should be performed at an
interim period during the year. At December 31, 2006, KeySpan had $1.7
billion of recorded goodwill and has conciuded that the fair vakue of the
business units that have recorded goodwill exceed their camying value.

As noted previously, during 2004, KeySpan conducted an evaluation
of the carrying value of goodwill recorded in its Energy Services segment.
As a result of this evaluation, KeySpan recorded a non-cash goodwil
impairment charge of $108.3 million ($80.3 million after tax, or $0.50 per
share) in 2004. This charge was recorded as follows: (i) $14.4 miliion as an
operating expense on the Consolidated Statement of Income reflecting
the write-down of goodwill on the Energy Services segment’s continuing
operations; and (i) $93.9 million as discontinued operations reflecting the
impairment on the mechanical contracting companies. (See Note 10 to
the Consolidated Financial Statements “Energy Services - Discontinued
Operations” for further details.)

Also as noted previously, at the end of 2004, KeySpan anticipated
selling its then 50% interest in Premier. This investment was accounted for
under the equity method of accounting in the Energy Investments seg-
ment. In the fourth quarter of 2004 KeySpan recorded a pre-tax non-cash
impairment charge of $26.5 million - $18.8 million after-tax or $0.12 per
share, The impairment charge reflected the difference between the antici-
pated cash proceeds from the sale of Premier compared to its carrying
value at that time and was recorded as a reduction to goodwill.

Accounting for the Effects of Rate Regulation

on Gas Distribution Operations

The financia! statements of the Gas Distribution segment reflect the
ratemaking poficies and orders of the New York Public Service Commission
("NYPSC*), the New Hampshire Public Utilities Commission ("NHPUC"),
and the Massachusetts Department of Telecommunications and Energy
("MADTE").

Four of our six regulated gas utilities (KEDNY, KEDLI, Boston Gas and
EnergyNorth Natural Gas Inc.} are subject to the provisions of SFAS 71,

" Arcounting for the Effects of Certain Types of Regulation.” This state-
ment recognizes the actions of regulators, through the ratemaking
progess, t0 create future economic benefits and obligations affecting rate-
regulated companies.

tn separate orders issued by the MADTE relating to the acquisition by
Eastern Enterprises of Colonial Gas Company and Essex Gas Company, the
base rates charged by these companies have been frozen at their current
{evels for a ten-year period ending 2009 and 2008 respectively. Due to the
length of these base rate freezes, Colonial Gas Company and Essex Gas
Company had previously discontinued the appfication of SFAS 71,

SFAS 71 allows for the deferral of expenses and income on the
Consolidated Balance Sheet as requiatory assets and liabilities when it is
probable that those expenses and income will be allowed in the rate set-
ting process in a period different from the pericd in which they would
have been reflected in the consolidated statements of income of an
unregulated company. These deferred regulatory assets and liabilities are
then recognized in the Consolidated Statement of Income in the period in
which the amounts are reflected in rates.

In the event that regulation significantly changes the opportunity for
us to recover costs in the future, all or a portion of our requlated opera-
tions may ne longer meet the criteria for the application of SFAS 71. In
that event, a write-down of our existing regulatory assets and liabilities
could resutt. 1f we were unable to continue to apply the provisions of
SFAS 71 for any of our rate regulated subsidiaries, we would apply the
provisions of SFAS 101 “Regulated Enterprises - Accounting for the
Discontinuation of Applicafion of FASB Statement No. 71.” We estimate
that the write-off of our net regulatory assets at December 31, 2006,
before consideration of removal cost recovered, could result in a charge to
net mcome of approximately $630.4 million or $3.60 per share, which
would be classified as an extracrdinary item. In management’s opinion,
our requlated subsidiaries that currently are subject to the provisions of
SFAS 71 will continue to be subject to SFAS 71 for the foreseeable future.

As is further discussed under the caption “Regulation and Rate
Matters,” in October 2003 the MADTE rendered its deision on the
Boston Gas base rate case and Performance Based Rate Plan proposal sub-
mitted to the MADTE in April 2003. The rate plans previously in effect for
KEDNY and KEDL have expired and the rates established in those plans
remain in effect. EnergyNorth Natural Gas Inc.’s base rates continue as set
by the NHPUC in 1993. The continued application of SFAS 71 to record



the activities of these subsidiaries is contingent upon the actions of regula-
tors with regard to future rate plans. As part of its application for approval
of the KeySpan / National Grid plc Merger, KeySpan has filed proposed
rate plans for KEDNY and KEDLI with the NYPSC. In addition, individual
applications for a propesed annual increase in revenues for KEDNY and
KEDLI were filed. The ultimate resolution of any future rate plans could
have a significant impact on the appfication of SFAS 71 to these entities
and, accordingly, on our financial position, results of operations and cash
flows. However, management believes that currently available facts support
the continued application of SFAS 71 and that all requlatory assets and fia-
bilities are recoverable or refundable through the regulatory environment.

Pension and Other Postretirement Benefits

As discussed in Note 4 to the Consolidated Financial Statements,
"Postretirement Benefits,” KeySpan participates in both non-contributory
defined benefit pension plans, as well as other post-retirement benefit
("QPEB”) plans (collectively “postretirement plans”). KeySpan's reported
costs of providing pension and OPEB benefits are dependent upon numer-
ous factors resulting from actual plan experience and assumptions of
future experience. Pension and OPEB costs (collectively “postretirement
costs”™) are impacted by actual employee demographics, the level of con-
tributions made to the plans, earnings on plan assets, and health care cost
trends. Changes made to the provisions of these plans may also impact
current and future postretirement costs. Postretirement costs may also be
significantly affected by changes in key actuarial assumptions, including,
anticipated rates of return on plan assets and the discount rates used in
determining the postretirement costs and benefit obligations. Actual
results that differ from our expected resufis are amortized to expense over
ten years.

Certain gas distribution subsidiaries are subject to SFAS 71, and, as a
result, changes in postretirement expenses are deferred for future recovery
from or refund to gas sales customers. {However, KEDNY, although subject
to SFAS 71, does not have a recovery mechanism in place for changes in
postretirement costs.) Further, changes in postretirement expenses associ-
ated with subsidiaries that service the LIPA Agreements are also deferred
for future recovery from or refund to LIPA.

For 2006, the assumed long-term rate of return on our postretire-
ment plans’ assets was 8.5% (pre-tax), net of expenses. This is an appro-
priate long-term expected rate of return on assets based on KeySpan's
investment strategy, asset allocation and the historical performance of
equity and fixed income investments over long periods of time. The actual
10 year compound annuat rate of return for the KeySpan Plans is greater
than 8.5%.

KeySpan's master trust investment allocation policy target is 70%
equity and 30% fixed income, At December 31, 2006, the actual invest-
ment allocation was in line with the target. In an effort to maximize plan
performance, actual asset allocation will fluctuate from year to year
depending on the then current economic environment.

Based on the results of an asset and lability study projecting asset
returns and expected benefit payments over a 10-year period, KeySpan
has developed a multiyear funding strategy for its postretirement plans,
KeySpan believes that it is reasonable to assume assets can achieve or out-
perform the assumed long-term rate of return with the target allocation
as a result of historical performance of equity investments over long-term
periods.

A 25 basis point increase or decrease in the assumed long-term rate
of return on plan assets would have impacted 2006 expense by approxi-
mately $6 million, before deferrals.

The year-end December 31, 2006 assumed discount rate used to
determine postretirement obligations was 6.00%. Our discount rate
assumption is based upon the Citigroup above-median pension discount
curve. A 25 basis point increase or decrease in the assumed year-end
discount rate would have had no impact on 2006 expense. A year-end
discount rate of 5.75% would have required an additional $144 million
increase to the pension and other postretirement reserve balance and a
debit to accumulated other comprehensive income before taxes and
deferrals.

At January 1, 2006, the assumed discount rate used to determine
postretirement obligations was 5.75%. A 25 basis point increase or
decrease in the assumed discount rate at the beginning of the year would
have impacted 2006 expense by approximately $16 million, before deferrats,

Our health care cost trend assumptions are developed based on his-
torical cost data, the near-term outlook and an assessment of fikely long-
term trends. The salary growth assumptions reflect our long-term outlook.

Historically, we have funded our qualified pension plans in excess
of the amount required to satisfy minimum ERISA funding requirements.
At December 31, 2006, we had a funding credit batance in excess of the
ERISA minimum funding requirements and as a result KeySpan was not
required to make any contributions to its qualified pension plans in 2006.
Although the KeySpan qualified pension and other postretirement plans
were not required to make a contribution in 2006, the pension plans are
under-funded on a projected benefit obligation basis. During 2006,
KeySpan contributed $131 million to its postretirement plans.

The Pension Protection Act of 2006 was passed in August 2006 and
provided a comprehensive overhaul of pension funding rules. KeySpan
will implement several pension plan changes effective January 2008 based
on the new requirements. During 2006, KeySpan performed a stochastic
projection analyses of its pension plan’s assets and liabilities and conclud-
ed, at the 50% percentile, that its current funding policy is sufficient for
existing ERISA rules and will meet the requirements of the Pension
Protection Act of 2006 for approximately the next ten years.

For 2007, KeySpan expects to contribute approximately $131 million
to its funded and under funded post-retirement plans, Future funding
requirements are heavily dependent on actual return on plan assets and
prevaifing interest rates.



Valuation of Derivative Instruments

We employ derivative instruments to hedge a portion of our exposure to
commodity price risk and interest rate risk, to partially hedge the cash
flow variability associated with our electric energy sales from the
Ravenswood Generation Station, as well as to economically hedge certain
other commodity exposures.

For those derivative instruments designated as cash flow hedges,
changes in the market value are recorded in accumulated other compre-
hensive income, (in line with effectiveness measurements) and are nat
recorded through earnings until the derivative positions are settled.,

With respect to those derivative instruments that are not designated
as hedging instruments, such derivatives are accounted for on the
Consolidated Batance Sheet at fair value, with all changes in fair value
reported in earnings.

When available, quoted market prices are used to record a contract’s
fair value. However, market values for certain derivative contracts may not
be readily available or determinable. A number of our commodity related
derivative instruments are exchange traded and, accordingly, fair value
measurements are based on available quotes. Additionaly, we use market
guoted forward prices for commedities that are not exchange traded,
such as No. 6 grade fuel oil and electric power swaps. The fair value of
our electric capacity hedge is based on published NYISO capacity bidding
prices. Further, if no active market exists for 2 commodity, fair values may
be based on pricing modgls.

SFAS 133 establishes criteria that must be satisfied in order for for-
ward contracts for the physical delivery of commodities to qualify for the
normal purchases and sales exception. Those contracts that qualify for the
normal purchase and sale exception, and where the exception has been
elected, are not recognized in the financial statements until settlement,
The distinguishing characteristics between contracts that qualify for the
normal purchases and sales exception and those that do not are, at times,
subjective and require judgment,

Al fair value measurements, whether calculated using available
auotes or other valuation techniques, are subjective and subject to fluctu-
ations in commodity prices, interast rates and overall economic market
conditions and, as a result, our fair value measurements may not be pre-
cise and can fluctuate significantly from period to period.

Dividends
KeySpan‘s annual dividend rate for 2007 is $1.90 per common share. Qur
dividend framework is reviewed annually by the Board of Directars. The
amount and timing of all dividend payments is subject to the discretion of
the Board of Directors and will depend upon business conditions, results
of operations, financial conditions and other factors. Based on currently
foreseeable market conditions, we intend to maintain the annual dividend
at the $1.90 level,

Pursuant to NYPSC orders, the ability of KEDNY and KEDLI to pay
dividends to KeySpan is conditioned upon maintenance of a utility capitat
structure with debt not exceeding 55% and 58%, respectively, of total

utifity capitalization. In addition, the level of dividends paid by both utifi-
ties may not be increased from current levels if a 40 basis point penalty is
incurred under the customer service performance program, At the end of
KEDNY's and KEDLI's most recent rate years {(September 30, 2006 and
November 30, 2006, respectively), each company was in compliance with
the utility capital structure required by the NYPSC. Additionally, we have
met the requisite customer service performance standards.

Regulation and Rate Matters

Gas Distribution

On September 30, 2002, KEDNY's rate agreement with the NYPSC
expired. Under the terms of the agreement, the then current gas distribu-
tion rates and all other provisions, induding the eamings sharing provision
{at a 13.25% return on equity), remain in effect until changed by the
NYPSC. Under the agreement, KEDNY is subject to an earnings sharing
provisien pursuant to which it is required to credit firm customers with
60% of any utility eamings up to 100 basis points above a 13.25% return
on equity (other than any earnings associated with discrete incentives) and
50% of any utility earnings in excess of 100 basis points above such
threshold tevel. KEDNY did not eam above a 13.25% return on equity in
its rate year ended September 30, 2005.

On November 30, 2000, KEDLI's rate agreement with the NYPSC
expired. Under the terms of the agreement, the then current gas distribu-
tion rates and all other provisions, including the earnings shating provi-
sion, remain in effect until changed by the NYPSC. Under the agreement,
KEDLI is subject to an earnings sharing provision pursuant to which it is
required to credit to firm customers 60% of any utility earnings for any
rate year ended November 30, up to 100 basis points above a return on
equity of 11.10% and 50% of any utifity earmings in excess of a return on
equity of 12.10%. KEDU did not earn above an 11.10% retum on equity
in its rate year ended November 30, 2006.

KeySpan has recently filed proposed rate plans for KEDNY and KEDLt
with the NYPSC as part of its appiication for approval of the KeySpan /
National Grid plc Merger, as well as individual applications for a proposed
annual increase in revenues for KEDNY and KEDLI. See the " Introduction
to the Notes to the Consolidated Financial Statements” for additional
details on the filings.

Boston Gas, Colonial Gas and Essex Gas operations are subject to
Massachusetts’ statutes applicable to gas utilities. Rates for gas sales and
transportation service, distribution safety practices, issuance of securities
and affiliate transactions are regulated by the MADTE.

Effective November 1, 2003, the MADTE approved a $25.9 mitfion
increase in base revenues for Boston Gas with an allowed retumn on equity
of 10.2% reflecting an equal balance of debt and equity. On January 27,
2004, the MADTE issued its order on Boston Gas Company’s Motion for
Recalculation, Reconsideration and Clarification that granted an additional
$1.1 million in base revenues, for a total of $27 million, The MADTE also
approved a Performance Based Rate Plan (the “Plan”} for up to ten years.
On November 1, 2006, the MADTE approved a base rate increase of



$8.6 million under the Plan. In addition, an increase of $2.7 million in the
local distribution adjustment clause was approved to recover pension

and other postretirement costs. The MADTE also approved a true-up
mechanism for pension and other postretirement benefit costs under
which variations between actual pensian and other postretirement benefit
costs and amounts used to establish rates are deferred and collected from
or refunded to customers in subsequent periods. This true-up mechanism
allows for carrying charges on deferred assets and liabilities at the Boston
Gas weighted-average cost of capital.

In connection with the Eastern Enterprises acquisition of Colonial
Gas in 1999, the MADTE approved a merger and rate plan that resulted in
a ten year freeze of base rates to Colonial Gas firm customers. The base
rate freeze is subject only to certain exogenous factors, such as changes
in tax laws, accounting changes, or regulatory, judicial, or legisiative
changes. Due to the length of the base rate freeze, Colonial Gas discon-
tinued its application of SFAS 71. Essex Gas is also under a ten-year
base rate freeze and has also discontinued its application of SFAS 71.
EnergyNorth Natural Gas Inc.s base rates continue as set by the NHPUC
in 1993,

In December 2005, Boston Gas received a MADTE order permitting
requlatory recovery of the 2004 gas cost component of bad debt write-
offs. This was approved for full recovery as an exogenous cost effective
November 1, 2005, In addition, effective January 1, 2006, Boston Gas was
permitted to fully recover the gas cost component of bad debt write-offs
through its cost-of-gas adjustment clause rather than filing for recovery as
an exogenous cost, Both of these favorable recovery mechanisms were
reflected in our December 31, 2005 Allowance for Doubtful Accounts
reserve requirement and related expense. On October 31, 20086, the
MADTE granted Boston Gas recovery of $12 million of the 2005 gas cost
component of bad debt write-offs from Boston Gas ratepayers beginning
November 1, 2006. This amount is being recovered through the cost-of-
gas adjustment clause.

Electric Rate Matters
KeySpan sells to LIPA all of the capadity and, to the extent requested, ener-
gy conversion services from our existing Long lsland based oil and gas-fired
generating plants. Sales of capacity and energy conversion services are
made under rates approved by the FERC in accordance with the PSA
entered into between KeySpan and LIPA in 1998, The criginal FERC
approved rates, which had been in effect since May 1998, expired on
December 31, 2003. On Qctober 1, 2004 the FERC approved a settlement
reached between KeySpan and LIPA to reset rates effective January 1,
2004. Under the new agreement, KeySpan’s rates reflect a cost of equity of
9.5%. The FERC approved updated operating and maintenance expense
levels and recovery of certain other costs as agreed to by the parties.

As noted earlier, on February 1, 2006, KeySpan and LIPA entered into
(1} an amended and restated Management Services Agreement; (ii) a new
Option and Purchase and Sale Agreement, to replace the Generation
Purchase Rights Agreement as amended; and (i) a Settlement Agreement

resolving outstanding issues between the parties regarding the 1998 LIPA
Agreements. (See Electric Services — "UIPA Agreements” for a discussion of
the 2006 settlement between KeySpan and LIPA regarding the current
contractual agreements.)

The Energy Policy Act of 2005 and the Public Utility Holding
Company Acts of 1935 and 2005

In August 2005, the Energy Policy Act of 2005 (the “Energy Act”) was
enacted by Congress and signed into law by the President of the United
Sates of America. The Energy Act is a broad based energy bilt that places
an increased emphasis on the production of energy and promotes the
development of new technologies and alternative energy sources by
providing tax credits to companies that produce natural gas, oil, coal,
electricity and renewable energy. For KeySpan, one of the more significant
provisions of the Energy Act was the repeal of PUHCA 1935, effective
February 8, 2006, and the transfer of certain holding company oversight
from the SEC to FERC pursuant to PUHCA 2005.

Pursuant to PUHCA 2005, the SEC no longer has jurisdiction over
our holding company activities, other than those traditionally associated
with the registration and issuance of our securities under the federal secu-
rities laws. FERC now has jurisdiction over certain of our holding company
activities, including (i) regulating certain transactions among our affiliates
within our holding company system; (i) governing the issuance, acquisi-
tion and disposition of securities and assets by certain of our public utility
subsidiaries; and (iii) approving certain utility mergers and acquisitions.

Moreover, our affiliate transactions also remain subject to certain
requfations of the NYPSC, MADTE and NHPUC, in addition to FERC.

Electric Services — LIPA Agreements

LIPA is a corporate municipal instrumentality and a political subdivision of
the State of New York, On May 28, 1998, certain of LILCO’ business units
were merged with KeySpan and LILCO'S common stock and remaining
assets were acquired by LIPA. At the time of this transaction, KeySpan and
LIPA entered into three major long-term service agreements that (i) pro-
vide to LIPA alf operation, maintenance and construction services and
significant adrministrative services relating to the Long Island electric
transmission and distribution system (“T&D System”} pursuant to the
Management Services Agreement {the *1998 MSA"Y; (ii) supply LIPA with
electric generating capacity, energy conversion and anciliary services from
our Long Island generating units pursuant to the Power Supply Agreement
(the #1998 PSA") and other long-term agreements through which we
provide LIPA with approximately one half of its customers’ energy needs;
and {iii) manage all aspects of the fuel supply for our Long sland generat-
ing facilities, as well as all aspects of the capacity and energy owned by or
under contract to LIPA pursuant to the Energy Management Agreement
{the "1998 EMA"). We also purchase energy, capacity and ancillary servic-
es in the open market on LIPA's behalf under the 1998 EMA. The 1998
MSA, 1998 PSA and 1998 EMA all became effective on May 28, 1998
and are coltectively referred to as the 1998 LIPA Agreements.



On February 1, 2006, KeySpan and LIPA entered into (i) an amended
and restated Management Services Agreement (the “2006 MSA”), pur-
suant to which KeySpan will continue to operate and maintain the electric
T&D System owned by LIPA on Long Island; (ii} a new Option and
Purchase and Sale Agreement (the “2006 Option Agreement”), to replace
the Generation Purchase Rights Agreement (as amended, the "GPRA"),
pursuant to which LIPA had the option, through December 15, 2005, to
acquire substantially alf of the electric generating facilities owned by
KeySpan on Long Island; and (iii} a Settlement Agreement {the “2006
Settlement Agreement”} resolving outstanding issues between the parties
regarding the 1998 LIPA Agresments, The 2006 MSA, the 2006 Option
Agreement and the 2006 Settlement Agreement are collectively referred
to herein as the “2006 LIPA Agreements”. Each of the 2006 LIPA
Agreements will become effective as of January 1, 2006 upon all of the
2006 LIPA Agreements receiving the required governmental approvals;
otherwise none of the 2006 LIPA Agreements will become effective, The
2006 LIPA Agreements will become effective following approval by the
New York State Comptrolier's Office and the New York State Attorney
General.

2006 Settlement Agreement. Pursuant to the terms of the 2006
Settlement Agreement, KeySpan and LIPA agreed to resolve issues that
have existed between the parties relating to the various 1998 LIPA
Agreements. In addition to the resolution of these matters, KeySpan's
entitlement to utilize LILCO's available tax credits and other tax attributes
will increase from approximately $50 million to approximately $200 mil-
lion. These credits and attributes may be used to satisfy KeySpan's
previously incurred indemnity obligation to LIPA for any federal income
tax fiability that results from the recent settlement with the IRS regarding
the audit of LILCO's tax returns for the years ended December 31, 1996
through March 31, 1999. On October 30, 2006, the IRS submitted the
settlement provisions of the recently concluded IRS audit to the Joint
Committee on Taxation for approval. Key provisions of the settlement
included the resolution of the tax basis of assets transferred to KeySpan at
the time of the KeySpan/LILCO merger, the tax deductibility of certain
merger related costs and the tax deductibility of certain environmental
expenditures. The settlement enabled KeySpan to utilize 100% of the
available tax credits. {See Note 3 to the Consolidated Financial Statements
“Incomne Taxes” for additional information of the settlement.) In recogni-
tion of these items, as well as for the modification and extension of

the 1998 MSA and the amendments to the GPRA, upon effectiveness of
the 2006 Settlement Agreement, KeySpan will record a contractual asset
in the amount of approximately $160 million, of which approximately
$110 million will be attributed to the right to utilize such additional
credits and attributes and approximately $50 million will be amortized
over the eight year term of the 2006 MSA. In order to compensate LIPA
for the foregoing, KeySpan will pay LIPA $69 million in cash and will settle
certain accounts receivable in the amount of approximately $90 miflion
due from LIPA.
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Generation Purchase Rights Agreement and 2006 Option
Agreement, Under the amended GPRA, LIPA had the right to acquire
certain of KeySpan's Long Island-based generating assets formerly owned
by LILCO at fair market value at the time of the exercise of such right.
LIPA was initially required to make a determination by May 2005, but
KeySpan and LIPA agreed to extend the date by which LIPA was to make
this determination to December 15, 2005. As part of the 2006 settlement
between KeySpan and LIPA, the parties entered into the 2006 Option
Agreement whereby LIPA had the option during the period January 1,
2006 to December 31, 2006 to purchase only KeySpan's Far Rockaway
and/or E.F. Bamett Generating Stations {and certain related assets) at a
price equal to the net book value of each facility. In December 2006,
KeySpan and LIPA entered into an amendment to the 2006 Option
Agreement whereby the parties agreed to extend the expiration of the
option period to the later of (i) December 31, 2007 or (i) 180 days follow-
ing the effective date of the 2006 Option Agreement. The 2006 Option
Agreement replaces the GPRA, the expiration of which has been stayed
pending effectiveness of the 2006 LIPA Agreements. in the event such
agreements do not become effective by reason of failure to secure any of
the requisite governmental approvals, the GPRA will be reinstated for a
period of 90 days from the date such approval is denied. i LIPA were to
exercise the option and purchase one or both of the generation facilities
then: (i) LIPA and KeySpan will enter into an operation and maintenance
agreement, pursuant to which KeySpan will continue to operate these
facilities through May 28, 2013 for a fixed management fee plus reim-
bursement for certain costs and (i) the 1998 PSA and 1998 EMA will be
amended to reflect that the purchased generating facilities would no
longer be covered by those agreements. It is anticipated that the fees
received pursuant to the operation and maintenance agreement will offset
the reduction in the operation and maintenance expense recovery compo-
nent of the 1998 PSA and the reduction in fees under the 1998 EMA,

Management Services Agreements. Pursuant to the 1998 MSA,
KeySpan manages the day-to-day operations, maintenance and capital
improvements of the T&D System. When originally executed, the 1998
MSA had a term expiring on May 28, 2006. In 2002, in connection with
an extension of the GPRA term, the 1998 MSA was extended for 31
months through 2008. As a result of the recent negotiations and settle-
ment between KeySpan and LIPA discussed above, the parties entered into
the 2006 MSA,

In place of the previous compensation structure (whereby KeySpan
was reimbursed for budgeted costs, and earned a management fee and
certain performance and cost-based incentives), KeySpan's compensation
for managing the T&D System under the 2006 MSA consists of two
components: a minimum compensation component of $224 million per
year and a variable component based on electric sales. The $224 million
component will remain unchanged for three years and then increase
annually by 1.7% plus inflation. The variable component, which will
comprise no more than 20% of KeySpan's compensation, is based on
electric sales on Long Island exceeding a base amount of 16,558 gigawatt



hours, increasing by 1.7% in each year. Above that level, KeySpan will
receive approximately 1.34 cents per kilowatt hour for the first contract
year, 1.29 cents per kilowatt hour in the second contract year (plus an
annual inflation adjustment), 1.24 cents per kilowatt hour in the third
contract year (plus an annual inflation adjustment), with the per kilowatt
hour rate thereafter adjusted annually by inflation. Subject to certain fimi-
tations, KeySpan will be able to retain all operational efficiencies realized
during the term of the 2006 MSA.

LIPA will continue to reimburse KeySpan for certain expenditures
incurred in connection with the operation and maintenance of the T&D
System, and other payments made on behalf of LIPA, including: real prop-
erty and other T&D System taxes, return postage, capital construction
expenditures, conservation expenditures and storm costs.

The 2006 MSA provides for a number of performance metrics meas-
uring various aspects of KeySpan's performance in the operations and cus-
tomer service areas. Poor performance in any metric may subject KeySpan
ta financial and other non-cost penafties (such financial penalties not to
exceed $7 million in the aggregate for all performance metrics in any
contract year). Subject to certain limitations, superior performance in
certain metrics can be used to offset underperformance in other metrics,
Consistent failure to meet threshold performance levels for two metrics,
System Average Interrupticn Duration Index (two out of three consecutive
yearsy and Customer Satisfaction index (three consecutive years), will
constitute an event of default under the 2006 MSA.

In the event LIPA selis the T&D System to a private entity during the
term of the 2006 MSA, LIPA shall have the right to terminate the 2006
MSA, provided that LIPA will be required to pay KeySpan's reasonable
transition costs and a termination fee of (a) $28 million if the termination
date occurs on or before December 31, 2009, and (b} $20 million if the
termination date occurs after December 31, 2009,

Upon approval, the 2006 LPA Agreements will be effective retroactive
to January 1, 2006, KeySpan's reported operating income and net income
for 2006, under the 2006 MSA, are substantially the same as they would
have been if the terms and provisions of the 1998 MSA had continued to
be applied. At this point in time, KeySpan is unable to estimate what the
impact would be to its results of operations, financial position and cash
flows if the 2006 LIPA Agreements do not become fully effactive,

Power Supply Agreements. KeySpan sells to LIPA all of the capacity
and, to the extent requested, energy conversion services from our existing
Long ksland based oil and gas-fired generating plants. Sales of capacity
and energy conversion services are made under rates approved by the
FERC. Since October 1, 2004, pursuant to a FERC approved settiement,
the rates reflect a cost of equity of 9.5%. The FERC also approved updat-
ed operating and maintenance expense levels and KeySpan's recovery of
certain other costs as agreed to by the parties. Rates charged to LIPA
include a fixed and variable component. The variable component is billed
to LIPA on a monthly per megawatt hour basis and is dependent on

the number of megawatt hours dispatched. LIPA has no obligation to pur-
chase energy conversion services from KeySpan and is able to purchase
eNergy or energy conversion services on a least-cost basis from all avail-
able sources consistent with existing interconnection limitations of the
T&D System. The 1998 PSA provides incentives and penalties that can
total $4 million annually for the maintenance of the output capability and
the efficiency of the generating facilities. In 2006, we earned $4.0 million
in incentives under this agreement.

The 1998 FSA has a term of fifteen years through May 2013, with
LIPA having the option to renew the 1998 PSA for an additional fifteen
year term. If the 2006 LIPA Agreements receive the requisite governmental
approvals and become effective and if LIPA exercises its rights under the
2006 Option Agreement to purchase the two generating plants, then LIPA
and KeySpan will enter into an operation and maintenance agreement,
pursuant to which KeySpan will continue to operate these facilities for a
fixed management fee plus reimbursement for certain costs; and the 1998
PSA will be amended to reflact that the purchased generating facilities
would no longer be covered by the 1998 PSA. It is anticipated that the
fees received pursuant to the operation and maintenance agreement will
offset the reduction in the operation and maintenance expense recovery
component of the 1998 PSA.

Energy Management Agreement. The 1998 EMA provides for
KeySpan 1o procure and manage fue! supplies on behalf of LIPA to fuel
the generating facilities under contract to it and perform off-system
capacity and energy purchases on a least-cost basis to meat LIPAS needs.
in exchange for these services we earn an annual fee of $1.5 million. in
addition, we arrange for off-system sales on behalf of LIPA of excess out-
put from the generating facilities and other power supplies either owned
or under contract to LIPA. LIPA is entitled to two-thirds of the profit from
any off-system energy sales. In addition, the 1998 EMA provides incen-
tives and penatties that can total $5 million annually for performance
refated to fuel purchases and off-system power purchases. In 2006, we
earned EMA incentives in an aggregate of $5.0 million.

The original term for the fuel supply service is fifteen years, expiring
May 28, 2013, and the original term for the power supply management
services describad was eight years, which expired on May 28, 2006. In
March 2005, LIPA issued a Request for Proposal ("RFP*} for system power
supply management services beginning May 29, 2006 and fuel manage-
ment services for certain of its peaking generating units beginning January
1, 2006. KeySpan submitted a bid in response to this RFP in April 2005.
LIPA has not yet selected a service provider.

in 2005, the EMA was amended to extend the term tor power sup-
ply management services through December 31, 2006 and thereafter on a
month-to-month basis, unless terminated by LIPA on sixty days notice, but
in no event later than December 31, 2007.



In the event LIPA exercises its rights under the 2006 Option Agree-
ment, KeySpan and LIPA wil enter into an amendment to the 1998 EMA
reflecting that the facilities that LIPA acquires pursuant to the Option
Agreement are no longer covered under the 1998 EMA and as noted
above, an operation and maintenance agreement, whereby KeySpan will
continue to operate the newly acquired facilities for a fixed management
fee plus reimbursement for certain costs. It is anticipated that the fees
received pursuant to the operation and maintenance agreement wifl offset
the reduction in any fees eamed by KeySpan pursuant to the 1998 EMA.

Under the 1998 LIPA Agreements and the 2006 LIPA Agreements,
we are required to obtain a letter of credit in the aggregate amount of
$60 million supporting our obligations to provide the various services if
our fong-term debt is not rated in the “A" range by a nationally recog-
nized rating agency.

Power Purchase Agreements. KeySpan-Glenwood Energy Center,
LLC and KeySpan-Port Jefferson Energy Center LLC each have 25 year
power purchase agreements with LIPA expiring in 2027 {the 2002 LIPA
PPAs™}. Under the terms of the 2002 LIPA PPAs, these subsidiaries sell
capacity, energy conversion services and ancillary services to LIPA. Each
plant is designed to produce 79.9 MW, Pursuant to the 2002 LIPA PPAs,
LIPA pays a monthly capacity fee, which guarantees full recovery of each
plant’s construction costs, as welf as an appropriate rate of return on
investment,

Ravenswood Generating Station

We currently sefl capacity, energy and ancillary services associated with the
Ravenswood Generating Station through a bidding process into the NYISO
energy and capacity markets. Energy is sold on both a day-ahead and a
real-time basis. We also have the ability to enter into bilateral transactions
1o sell alf or a portion of the energy produced by the Ravenswood
Generating Station to load serving entities, i.e. entities that sell to end-
users or to brokers and marketers,

Other Contingencies

In 2005, LIPA completed its strategic review initiative that it had undertak-
en in connection with, among other reasons, its option under the
Generation Purchase Rights Agreement with KeySpan. As part of its
review, LIPA engaged a team of advisors and consuftants, held public
hearings and explored its strategic options, including continuing its exist-
ing uperations, municipalizing, privatizing, sefling some, but not all of its
assets, becoming a requlator of rates and services, or merging with one or
more ttilities. Upon completion of its strategic review, LIPA determined
that it would continue its existing operations and entered into the renego-
tiated 2006 LIPA Agreements that were discussed above. Following the
announcement of the proposed acquisition of KeySpan by National Grid
plc, LIPA, National Grid plc and KeySpan have engaged in discussions con-
cerning the impact of the transaction on LIPA' operations. At this time,
we are unable to determine what impact, if any, such discussions may

have on the 2006 LIPA Agreements and the receipt and timing of govern-
mental approvals refating thereto.

Pursuant to indemnity obligations contained in the LILCO / KeySpan
Merger Agreement, KeySpan had been in discussions with the IRS with
regard to LILCO' tax returns for the tax years ended Decernber 31, 1996
through March 31, 1999, and KeySpan's and the Brooklyn Union Gas
Company’s tax returns for the years ended September 30, 1997 through
December 31, 1998. All outstanding issues were resolved in 2006. The IRS
submitted the case to the Joint Committee on Taxation on October 30,
2006 for final approval. Additionally, the IRS recently commenced the
examination of KeySpan's tax returns for the years ended 2002 and 2003.
At this time, we cannot predict the resuit of these audits. (See Note 3 to
the Consolidated Financial Statements “Income Taxes” far additional
information.)

Environmental Matters

KeySpan is subject to various federal, state and local laws and regulatory
programs related to the environment, Through various rate orders issued
by the NYPSC, MADTE and NHPUC, costs related to MGP environmental
cleanup activities are recovered in rates charged to gas distribution cus-
tomers and, as a result, adjustments to these reserve balances do not
impact earnings. However, environmental cleanup activities related to the
three non-utility sites are not subject to rate recovery.

We estimate that the remaining cost of our MGP related environ-
mental cleanup activities, including costs assodiated with the Ravenswood
Generating Station, will be approximately $361.1 million and we have
recorded a related liability for such amount. We have also recorded an
additional $11.4 million liability, representing the estimated environmental
cleanup costs related to a former coal tar processing facility. As of
December 31, 2006, we have expended a fotal of $225.3 million on envi-
ronmental investigation and remediation activities. {See Note 7 to the
Consolidated Financial Statements, ”Contractual Obligations, Guarantees
and Contingencies” for a further explanation of these matters.)

Market and Credit Risk Management Activities

Market Risk. KeySpan is exposed to market risk arising from potential
changes in one or more market variables, such as energy commodity
prices, interest rates, volumetric risk due to weather or other variables.
Such risk includes any or alf changes in value whether caused by commod-
ity positions, asset ownership, business or contractual obligations, debt
covenants, exposure concentration, currency, weather, and other factors
regardless of accounting method. We manage our exposure to changes in
market prices using various fisk management techniques for non-trading
purposes, including hedging through the use of derivative instruments,
both exchange-traded and over-the-counter contracts, purchase of insur-
ance and execution of other contractual arrangements.



KeySpan is exposed to price risk due to investments in equity and
debt securities held to fund benefit payments for various employee pen-
sion and other postretirement benefit plans. To the extent that the value
of investments held change, or long-term interest rates change, the effect
will be reflected in KeySpan's recognition of periadic cost of such employ-
ep benefit plans and the determination of contributions to the employee
benefit plans.

Credit Risk. KeySpan is exposed to credit risk arising from the potential
that our counterparties fail to perform on their contractual obligations.
Our credit exposures are created primarily through the sale of gas and
transportation services to residential, commercial, electric generation, and
industrial customers and the provision of retail access services to gas mar-
keters, by our requlated gas businesses; the sale of commodities and serv-
fces to LIPA and the NYISQ; the sale of power and services to our retail
customers by our unregulated energy service businesses; entering into
financial and energy derivative contracts with energy marketing compa-
nies and financial institutions; and the sale of gas, oil and processing serv-
ices to energy marketing and oil and gas production companies.

We have regional concentration of credt risk due to receivables from
residential, commercial and industrial customers in New York, New
Hampshire and Massachusetts, although this credit risk is spread over a
diversified base of residential, commercial and industrial customers.
Customers’ payment records are monitored and action is taken, when
appropriate and in accordance with various regulatory requirements,

We also have credit risk from LIPA, our largest customer, and from
other energy and financial services companies. Counterparty credit risk
may impact overall exposure to credit risk in that our counterparties may
be similarly impacted by changes in economic, regulatory or other consid-
erations. We actively manitor the credit profile of our wholesale counter-
parties in derivative and other contractual arrangements, and manage our
level of exposure accordingly. In instances where counterparties’ credit
quality has dedlined, or credit exposure exceeds certain levels, we may
fimit our credit exposure by restricting new transactions with the counter-
party, requiring additional collateral or credit support and negotiating the
early termination of certain agreements.

Regulatory Issues and the Competitive Environment

We are subject to various other risk exposures and uncertainties associated
with our gas and electric operations. Set forth below is a description of
these exposures.

The Gas industry

New York and Long Island

For the last several years, the NYPSC has been monitoring the progress of
competition in the energy market. Based upon its findings of the current
market and its stated desire to move toward fully competitive markets, the
NYPSC, in August 2004, issued companion policy statements regarding its

vision for the future of competitive markets and quidelines for separately
stating the cost of competitive services currently performed by New York
utilities. In the first of these policy statements the NYPSC provided its
vision for the future of competitive markets and required, among other
itemns, that utifities” future rate filings must include plans for facilitating
customer migration to competitive markets and fully embedded cost of
service studies that develop unbundled rates for the utilities’ delivery serv-
ice and all potentially competitive services.

The NYPSC's second policy statement of August 2004 addressed the
means by which New York utilities should state separately, or "unbundle,”
the costs of competitive and potentially competitive services currently per-
formed by utilities from the cost of providing local distribution service. The
objective of unbundiing is to facilitate competition by providing customers
with information as to savings available from purchasing competitive serv-
ices from third-party providers, and to credit the customer's utility bill for
the cost of unbundled services when they migrate to competitive suppli-
ers. In its unbundling policy statement, the NYPSC directed utilities to file
with their next base rate proceedings updated cost studies for unbundled
competitive services that, once approved by the NYPSC, would replace
existing backout credits for these services established in prior proceedings.
The NYPSC also asked utilities to file with the unbundled cost studies a
lost revenue recovery mechanism that would permit the utifity to recover
revenue associated with the difference between the cost the utility is able
to avoid when a customer migrates to a competitive service provider and
the unbundled rate for that service credited to the customer’s bill.

In their individual rate cases filed on October 3, 2006, KEDNY and
KEDY filed proposed new unbundled rates. The proposed unbundled
supply rates were $0.58/dth and $0.22/dth for KEDNY and KEDLI, respec-
tively, which would replace their current supply function backout credits of
$0.21/dth and $0.19/dth. The proposed unbundled billing and payment
processing rates are $0.76 per account, per month and $0.65 per
account, per month for KEDNY and KEDLI, respectively, which would
replace their current billing backout credits, both of which are set at $0.78
per account, per month. Pursuant to a May 2001 Order of the NYSPSC
customers that purchase commodity service from third-party providers and
receive a consolidated bill from the utility receive a credit on their utility
bills for the unbundled billing rate. The utility then invoices the third-party
commaodity provider for the billing service at the same unbundled billing
rate credited to the customer utility bill, which efiminates the risk of lost
revenue. In contrast, there is a risk of lost revenue with respect to the
unbundled supply rates if KEDNY and KEDL are not able to avoid costs,
such as credit and coflections and promotional advertising expense, at the



same pace as these costs are credited to customers who migrate to com-
petitive gas suppliers. KEDNY and KEDLI proposed to recover any such rev-
enue loss through their respective balancing accounts. KEDNY and KEDLI
made the same proposals for new unbundled rates and lost revenue
recgvery mechanisms in the rate plans filed with the joint petition with
National Grid plc on July 20, 2006.

New England

In February 1999, the MADTE issued its order on unbundling of natural
gas service. For a five year transition period, the MADTE determined that
contractual commitments with local distribution companies ("LDCs”) to
upstream capacity would be assigned on a mandatory, pro-rata basis to
marketers sefling gas supply to the LDCs' customers. The approved
mandatory assignment method eliminates the possibility that the costs of
upstream capacity purchased by the LDCs to serve firm customers will be
absorbed by the LDC or other customers through the transition period.
The MADTE also found that, through the transition period, LDCs would
retain primary responsibility for upstream capacity planning and procure-
ment to assure that adequate capacity is available to support customer
requirements and growth. Since November 1, 2000, all Massachusetts gas
customers have the option to purchase their gas supplies from third party
sources other than the LDCs,

In January 2004, the MADTE began a proceeding to re-examine
whether the upstream capacity market has been sufficiently competitive to
allow voluntary capacity assignment. Gn June 6, 2005, the MADTE issued
an order in its continuing investigation into gas unbundiing and found
that mandatory capacity assignment should be continued.

Beginning on November 1, 2001, the NHPUC has required gas utili-
ties to offer transportation only services 1o all commercial and residential
customers. The New Hampshire unbundling program provides for manda-
tory capacity assignment similar to the Massachusetts rules.

In Septerber 2006, Boston Gas filed its third annual Performance
Based Rate {“PBR") compliance in accordance with the PBR rate plan
approved by the MADTE, In October, 2006, the DTE issued an order that
(1) allowed the Boston Gas proposed inflation-based increase of 2.72% or
$8.6 million, (2} allowed exogenous cost recovery of $12 million in bad
debt expense through the cost of gas adjustment clause and (3) disal-
lowed an exogenous cost recovery request related to new gate box main-
tenance requirements pursuant to Massachusetts law. In November, 2006,
Boston Gas filed a motion for reconsideration of the exogenous cost dec-
sions along with a motion to extend the time for filing an appeal to the
Massachusetts Supreme Judicial Court. The MADTE has not ruled on the
Boston Gas motion.

Electric Industry

10-Minute Spinning and Non-Spinning Reserves

Due to the volatility in the market clearing price of 10-minute spinning
and non-spinning reserves during the first quarter of 2000, the NYISO
requested that FERC approve a bid cap on such reserves, as well as requir-
ing a refunding of sa called alleged “excess payments” received by sellers,
including the Ravenswood Facility. On May 31, 2000, FERC issued an
order that granted approval of a $2.52 per MWh bid cap for 10-minute
non-spinning reserves, plus payments for the opportunity cost of not mak-
ing energy sales. The NYISO's other requests, such as a bid cap for spin-
ning reserves, retroactive refunds, recalculation of reserve prices, etc.,
were rejected.

The NY150, The Consclidated Edison Company of New York ("Con
Edison"), Niagara Mohawk Power Corporation and Rochester Gas and
Electric each individually appealed FERC's order in federal court. The
appeals were consolidated into one case and on November 7, 2003, the
United States Court of Appeals for the District of Columbia (the *"Court”)
issued its decision in the case of Consofidated Edison Company of New
York, Inc., v. Federal Energy Regulatory Commission (the *Decision”),
Essentially, the Court found errors in FERC's order and remanded some
issues back to FERC for further explanation and action.

On June 25, 2004, the NYISO submitted a motion to FERC seeking
refunds as a result of the Decision. KeySpan and others submitted state-
ments of opposition opposing the refunds. On March 4, 2005, FERC
issued an order upholding its original decision not to order refunds. FERC
also provided the further explanation reguested by the Court as to why
refunds were not being ordered. The NYISO and varicus New York
Transmission Owners requested rehearing of FERC's latest order and on
November 17, 2005, FERC denied those requests. The NYISO and various
New York Transmission Owners appealed FERC's November 17, 2005
order to the United States Court of Appeals for the District of Columbia.

On September 25, 2006, the Court issued a briefing schedule, which
was revised on November 1, 2006. The NYISO and various New York
Transmission Owners filed their brief on December 11, 2006. FERC filed its
response on February 9, 2007, and KeySpan will file its brief on February
26, 2007.

The Ravenswood Generating Station and our

New York City Operations

On February 9, 2006, the NYISO Operating Committee increased the “in-
City" locational capacity requirements (LCR) from 80% to 83% beginning
in May 2006 through the period ending April 2007, based, in part, on the
statewide reserve margin of 118% set by the New York State Reliability
Council. However, in early March 2006, the NYISO discovered data incon-
sistendies in the input files used in the Multi Area Reliability Simulation
{MARS) computer pregram that is used to determine the statewide
instafled reserve margin (Statewide IRM) and the corresponding minimum
LCRs for New York City and Long Island. Revisions to the data, and rerun-



ning the MARS computer program resulted in a shift in the relationship
between the Statewide IRM and the minimum LCRs. On March 20,
2006, the New York State Reliability Council voted to retain the
Statewide IRM of 118% and reported the corresponding revised mini-
mum LCRs to the NYISO. On March 28, 2006, the NYISO Operating
Committee approved revised minimum LCRs of 80% and 99% for New
York City and Long Island, respectively. For New York City, this action
effectively returned the locational requirement to the minimum level
used for the last six years (80%) and negated the increase to 83%.

KeySpan appealed this decision to the NYISO Board of Directors
claiming the revised study was hastily prepared and that there were his-
toric factors that justified using 83% as the New York City LCR. The
NYISC Board of Directors denied KeySpan's appeal on Aprit 3, 2006
and the "in-City” locational capacity requirement beginning May 1,
2006 through the period ending April 30, 2007 is currently 80%,

Our Ravenswood Generating Station is an "in-City” generator. As
the electric infrastructure in New York City and the surrounding areas
continues to change and evolve and the demand for electric power
increases, the “in-City” generator requirement could be further modi-
fied. Construction of new transmission and generation facilities may
cause significant changes to the market for sales of capacity, energy
and ancillary services from our Ravenswood Generating Station.
Approximately, 1000 MW of additional capacity came on line in 2006.
We can not he certain as to the nature of future New York City energy,
capacity or ancillary services market requirements or design.

NYIS0 In-City Capacity Mitigation

The NYPSC, Con Edison and other load serving entities ("LSEs”) com-
plained to the NYISO that in-City capacity market clearing prices during
the summer of 2006 did not decline as they had expected with the
introduction of additional supply in the New York City market. The
NYISG issued a letter to FERC indicating that no tariff violations
occurred and that prices were as it expected. Nevertheless, the NYISO
stated that if changes to the market are warranted, the NYISO would
consider making revisions as necessary.

Accordingly, the NYPSC and Con Edison developed additional mit-
igation measures that would apply to certain in-City generation owned
by KeySpan. These mitigation measures essentially would reduce the
capacity offer cap on bids by the Ravenswood Generating Station and
certain other generation owners of capacity into the NYISO Spot
Demand Curve Auction Market. The current offer cap is $105kW-year
and is proposed to be reduced to $82/kW-year plus 3%.

The reduced offer cap would be implemented using a conduct
and impact test on the offers of capacity from the Ravenswood
Generating Station and other owners of Consolidated Edison divested
generation units. Under the proposal, if an offer to sell capacity is 3%
ar more above $82/kW-year, then the offer is subject to possible miti-

gation. To determine if mitigation will be applied, a second test, an impact
test, is utilized. if the unmitigated offer raises the fotal market cost of
capacity by 3% or more as compared to the total cost of capacity derived
using those generators’ $82/kW-year reference hid, then the offer will be
mitigated to $82/kW-year,

The NYI50's Management Committee and NYISO's Board of Directors
approved the above proposal, notwithstanding KeySpan's analysis and
objections. The NYISO filed the mitigation measures with the FERC for
approval, KeySpan intervened and protested the filing, which is pending
at FERC. At this time, we are unable to predict the outcome of this pro-
ceeding and what effect it will have on our financial condition, results of
operations, and cash flows. However, adoption and implementation of the
proposal in its current form could materially adversely affect the revenue
realized by KeySpan from the sale of capacity from the Ravenswood
Generating Station, as well as the potential revenue that could be realized
in connection with the fixed for floating financial Swap Agreement.

NYISO May 2006 In-City Capacity Market Error

On December 1, 2006, the NYISO filed a complaint against SCS/Astoria
Energy LLC (" Astoria”}, an in-City electric generating unit, alleging that it
did not follow the NYISO tariff rules related to the certification and sale of
capacity in refation to its auctions for the sale of capacity to the NYISO
market. As a result, a certain amount of capacity that was seld in the May
2006 auctions was determined by the NYI1SO to be ineligible. In its com-
plaint, the NYISQ proposes to impose a deficiency charge against Astoria
for the improperty-certified capacity. The NYISO could then award addi-
tional capacity payments to another in-City supplier (including the
Ravenswood Generating Station) because that supplier would have sold
additional capacity if not for for the Astoria discrepancy. A decision by the
FERC is pending,

Summer 2002 Capacity Under Procurement Complaint

On January 12, 2007, the Court of Appeals for the District of Columbia
Circuit (" Court”) issued its decision related to a KeySpan complaint
against the NYISO related to capacity procurement activities during the
summer of 2002, KeySpan had complained to FERC that the NYISO violat-
ed its tariff and as a result recetved $23.3 million less than it would have if
the NYISO had followed the tanff. The Court vacated rulings by the FERC
that denied KeySpan's complaint, The Court determined that the NYISO
did in fact violate its tariff but remanded two issues back to the FERC for
further consideration. The two issues relate to whether FERC should grant
KeySpan's requested relief for the tariff violation. At this time, we are
unable to predict the outcome of this proceeding and what effect it will
have on KeySpan's results of operations, financial position and cash flows.



ITEM 7A. Quantitative and Qualitative Disclosures
About Market Risk

Commadity Derivative Instruments — Hedging Activities:
From time to time, KeySpan subsidiaries have utilized derivative financial
instruments, such as futures, options and swaps, for the purpose of hedg-
ing the cash flow variability associated with changes in commodity prices.
KeySpan is exposed to commuodity price risk primarily with

regard to its gas distribution operations, gas production and development
activities and its electric generating fadilities. Our gas distribution opera-
tions utilize over-the-counter ("0OTC") natural gas and fuel oil swaps to
hedge the cash-flow variability of specified portions of gas purchases and
sales associated with certain large-volume customers when economically

appropriate to do so. Seneca-Upshur utilizes OTC natural gas swaps to
hedge cash flow variability associated with forecasted sales of natural gas.

Commodity Derivative Instruments that are not Accounted
for as Hedges: The Ravenswood Generating Station uses derivative
financial instruments to financially hedge the cash flow variability associat-
ed with the purchase of a portion of natural gas and ofl that will be con-
sumed during the generation of electricity. The Ravenswood Generating
Station also financially hedges the cash flow variability associated with a
portion of electric energy sales using OTC electricity swaps. KeySpan has
also, entered into an International SWAP Dealers Association Master
Agreement for a fixed for floating unforced capacity financial swap with
Morgan Stanley Capital Group Inc., as well as a gas distribution asset opti-

mization contract that employs derivative financial instruments.

The following tables set forth selected financial data associated with these derivative financial instruments that were outstanding at December 31, 2006.

TYPE OF CONTRACT YEAR OF VOLUMES FIXED PRICE CURRENT PRICE FAIR VALUE
GAS MATURITY {MMCF) (%) ($) {$ MILLIONS)
Swaps/Futures — Long Natural Gas 2007 8,565 7.68-11.94 5.84-7.93 {17.3)
2008 670 9.08 -9.82 7.45-8.90 (0.5)
QTC Swaps — Short Natural Gas 2007 1,770 5.86 - 5,97 5.84 —8.56 {2.3)
2008 1,614 6.77-6.85 7.45-890 {2.5)
2009 1,314 7.60-10.90 7.21-8.89 0.9
Optimization Contract 2007 - — — i.4
13,933 (20.3}
TYPE OF CONTRACT YEAR OF VOLUMES FIXED PRICE CURRENT PRICE FAIR VALUE
ol MATURITY (BARRELS) (%) {$) ($ MILLIONS)
Swaps — Lona Fuel Qil 2007 126.708 50.35-69.08 4574 - 571t (6.9)
2008 59,123 60.00 - 67.60 57.11 (0.5)
785,831 (7.4)
e Sts s eSS
TYPE OF CONTRACT YEAR OF FIXED PRICE CURRENT PRICE FAIR VALUE
ELECTRICITY MATURITY MWh {$) (%) {$ MILLIONS})
Swaps — Energy 2007 1,154,018 66.25 - 150.50 57.00- 118.32 22.4
2008 35,536 70.10 69.08 (0.3)
1,189,554 22.1




The following tables detail the changes in and sources of fair value for the
above derivatives:

(In Millions of Dollars)
CHANGE IN FAIR VALUE OF DERIVATIVE HEDGING INSTRUMENTS 2006
Fair value of contracts at January 1, 2006 $(18.1)
Net {gains) on contracts realized (73.6)

Increase in fair value of all open contracts 86.1
Fair vaiue of cantracts outstanding at Dacember 31, $ (5.6)

(In Millions of Dollars)
FAIR VALUE OF CONTRACTS

MATURITY TOTAL

SOURCES OF FAIR VALUE IN 12 MONTHS THEREAFTER  FAIR VALUE
Prices actively quoted $(15.0) ${2.1) $ 7.0
Local published indicies 12.3 {0.8) $ 1.5
$ 2.7 $02.9) § (5.6)

We measure the commodity risk of our derivative hedging instru-
ments (indicated in the above table) using a sensitivity analysis. Based
on a sensitivity analysis as of December 31, 2006 a 10% increase/decrease
in natural gas prices would decreasefincrease the value of derivative
instruments maturing in one year by $2.4 miflion.

Commodity Derivative Instruments — Regulated Utilities:

We use derivative financial instruments to reduce the cash flow variability
associated with the purchase price for a portion of future natural gas pur-
chases associated with our Gas Distribution operations. The accounting
for these derivative instruments is subject to SFAS 71 “Accounting for the
Effects of Certain Types of Regulation.” Therefore, changes in the fair
value of these derivatives have been recorded as a regulatory asset or reg-
ulatory liability on the Consolidated Balance Sheet. Gains or losses on the
settlement of these contracts are initially deferred and then refunded to or
collected from our firm gas sales customers consistent with regulatory
requirements,

The following table sets forth selected financial data associated with these derivative financial instruments that were outstanding at December 31, 2006.

TYPE OF CONTRACT YEAR OF VOLUMES CEILING FIXED PRICE CURRENT PRICE FAIR VALUE
GAS ) _ MATURITY (MMCF) % () ($) {$ MILLIONS)
Options 2007 3,900 7.00 - 8.00 = 6.30 - 6.60 2.7
Swaps 2007 62,792 T 6.81-12.28 6.30 - 8.90 (169.2)
2008 28,475 = 7.16 - 11.64 7.25-8.90 (25.6)
95,167 (192.1)

See Note 8 to the Consolidated Financial Statements “Hedging, Derivative Financial Instruments and Fair Values” for a further description of all our

derivative instruments.



ITEM 8. Financial Statements and Supplementary Data
CONSOLIDATED BALANCE SHEET

(in Millions of Dollars}

DECEMBER 31, 2006 2005
AsSETS
Current Assets
Cash and temporary cash investments $ 2109 $ 1245
Restricted cash 7.9 13.2
Accounts receivable 943.7 1,035.6
Unbilled revenue 531.2 685.6
Allowance for uncollectible accounts (56.9) (62.8)
Gas in storage, at average cost 646.0 766.9
Material and supplies, at average cost 1371 140.5
Derivative contracts 54.1 142.8
Prepayments 236.2 95.8
Other 76.8 78.0
2,781.0 3,020.1
Equity investments and Other 269.7 2424
Property
Gas 7,639.4 71,2759
Electric 2,575.4 2,492.3
Other 441.5 416.3
Accumulated depreciation (3,151.2) (2,922.6)
Gas production and development, at cost 186.9 184.2
Accumulated depletion (113.7) {109.2)
7,578.3 7,336.9
Deferred Charges
Regulatory assets:
Miscellaneous assets 937.5 688.3
Derivative contracts 196.3 30.9
Goodwill and other intangible assets, net of amortization 1,666.3 1,666.3
Derivative contracts 127.3 75.2
Other 875.1 752.5
3,802.5 3,213.2
Total Assets $ 14,437.5 §13,8126

See accompanying Notes to the Consolidated Financial Statements,



CONSOLIDATED BALANCE SHEET

(In Millions of Dollar:

DECEMBER3!, AErd et 2006 2005
LIABILITIES ;\Tnidpmuzmmn
Current Liabilities
Accounts payable and other liahilities $ 1,026.0 $ 1,087.0
Commercial paper 85.0 657.6
Current maturities of long-term debt and capital leases 12 13.0
Taxes accrued 200.8 176.3
Dividends payable 83.3 81.1
Customer deposits 335 39.1
[nterest accrued 58.5 53.8
_ Other current liability, derivative contracts 219.7 47.3
- 1,708.0 2,155.2
Deferred Credits and Other Liabilities
Regulatory liabilities:
Miscellaneous liabilities 43.4 £9.9
Removal costs recovered 556.2 516.4
Derivative accounts 120.6 175.4
Asset retirement obligations 47.3 47.4
Deferred income tax 1,176.4 1,157.9
Postretirement benefits and other reserves 1,667.3 1,1184
Derivative contracts 43.1 44.3
Other B - 121.6 1S
oo - 3,775.9 3:857:d—
Commitments and Contingencies (See Note 7) = =
Capitalization
Common stock 3,994.0 3,975.9
Retained earnings 973.7 866.9
Accumulated other comprehensive foss {175.3) (74.8)
Treasury stock {273.6) {303.9)
Total common shareholders” equity 4518.8 4,464.1
Long-term debt and capital leases 4,419.1 3,920.8
Total Capitalization 8,937.9 8,384.9
Minority Interest in Consolidated Companies 15.7 15.3
Total Liabilities and Capitalization $14,437.5 $13,812.6

See accompanying Notes to the Consolidated Financial Statements,



CONSOLIDATED STATEMENT OF

INCOME

{In Millions of Dollars, Except Per Share Amounts)

YEAR ENDED DECEMBER 31, 2006 2005 2004
Revenues

Gas Distribution - $5,062.6 $ 5,390.1 $4,407.3
Electric Services 1,880.6 2,042.7 1,738.7
Energy Services 203.4 191.2 1824
Houston Exploration — -~ 268.1
Energy Investments 350 38.0 54.0
Total Revenues 7,181.6 7,662.0 6,650.5
Operating Expenses

Purchased gas for resale 3,3315 3,597.3 2,664.5
Fuel and purchased power 548.6 752.1 540.3
Operations and maintenance 1,680.0 16179 1,567.0
Depreciation, depletion and amortization 397.5 396.5 551.8
Operating taxes 411.2 407.1 404.2
Impairment charges — — 41.0
Total Operating Expenses 6.,368.8 6,770.9 57688
Gain on sale of property 1.6 1.6 7.0
Income from equity investments 13.1 15.1 46.5
Operating Income - 827.5 907.8 9353
Other Income and {Deductions)

Interest charges {256.1) {269.3) (331.3)
Sale of subsidiary stock — 41 3883
Cost of debt redemption — (20.9) {45.9)
Minority interest (0.8) (0.4) (36.8)
Other 39.1 16.6 30.6
Total Other Income and (Deductions) (217.8) {269.9) 49
Income Taxes

Current 57.9 206.6 201.9
Deferred 117.6 327 123.6
Total Income Taxes 175.5 239.3 325.5
Earnings from Continuing Operations 434.2 398.6 614.7
Discontinued Operations

Income {loss) from operations, net of tax — (4.1) (79.0)
Gain (loss) on disposal, net of tax — 23 {72.0}
Loss from Discontinued Operations — (1.8) (151.0)
Cumulative Change in Accounting Principles, net of tax —_ (6.6) —
Net Income 434.2 390.2 463.7
Preferred stock dividend requirements — 2.2 5.6
Earnings for Common Stock $ 4342 $ 388.0 $ 458.1
Basic Earnings Per Share

Continuing Operations, less preferred stock dividends $ 248 $ 233 $ 380
Discontinued Operations —_ {0.01) (0.94)
Cumulative Change in Accounting Principles — {0.04) —
Basic Earnings Per Share $ 243 $ 228 $ 286
Diluted Earnings Per Share

Continuing Operations, less preferred stock dividends $ 246 $ 232 $ 378
Discontinued Operations — {0.01} (0.94)
Cumulative Change in Accounting Principles - (0.04) —
Diluted Earnings Per Share $ 246 $ 227 $ 284
Average Common Shares Outstanding {000) 175,040 169,940 160,294
Average Common Shares Outstanding - Diluted {000} 176,151 170,801 161,277

See accompanying Notes to the Consolidated Financial Statements,
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CONSOLIDATED STATEMENT OF CASH

FLOWS

{In Millions of Dollars

YEAR ENDED DECEMBER 31, 2006 2005 2004
Operating Activities Lk
Net income $434.2 $390.2 $ 463.7
Adjustments to reconcile net income to net cash

provided by (used in) operating activities
Depreciation, depletion and amortization 397.5 396.5 5518
Deferred income tax 117.6 32.7 123.6
fncome from equity investments (13.1) (15.1) (46.5)
Dividends from equity investments 8.9 9.3 14.2
Amortization of financing fees / interest rate swaps 8.2 (1.4) (14.9)
Gain on sale of investments and property (1.6) (5.6) (395.3)
Hedging {(gain)/losses 2.9 (3.2) 25
Amortization of property taxes 146.3 126.2 101.9
impairment charges — — 41.0
Loss from discontinued operations 1.8 151.0
Cumulative change in accounting principle e 6.6 —_
Minority interest 0.8 0.4 36.8
Changes in assets and Habilities
Accounts receivable 317.9 (305.7) (234.2)
Materials and suppfies, fuel cil and gas in storage (5.7) (268.4) (39.0)
Accounts payable and accrued expenses (163.4) 196.3 159.5
Prepaid property taxes {150.5) (136.2) (112.1)
Reserve payments (51.2) (35.7) (37.3)
Insurance settlerents 16.6 21.1 -
Other {6.8) {6.5) {16.6)
Net Cash Provided by Continuing Operating Activities 1,058.6 403.3 750.1
investing Activities
Construction expenditures (524.0) (539.5) (750.3)
Cost of removal (32.6) (27.8) (36.3)
Net proceeds from sale of property and investments 1.6 47.0 1,021.3
Derivative margin call (33.9) (8.9) —
Net Cash {Used in) Provided by Continuing Investing Activities {588.9) ____‘_(529.2) 2347
Financing Activities
Treasury stock issued 30.1 1.2 33.4
Common stock issuance - 460.0 —
Issuance of long-term debt 500.0 — 49.3
Payment of long-term debt (13.0) {(515.0) (920.1)
Issuance / (payment) of commercial paper (572.6) (254.6) 430.4
Redemption of preferred stock — (75.0) (8.5)
Net proceeds from salefleaseback transaction — — 382.0
Common and preferred stock dividends paid (325.3) (308.4) (291.1)
Gain on interest rate swap — — 12.7
Other (2.5) (5.4) 36.1
Net Cash (Used in) Continuing Financing Activities (383.3) (657.2) (275.8)
Net Increase (Necrease) in Cash ana Casn Eq.ivalents $ 86.4 $(783.1) $709.0
Cash Flow from Discontinued Operations — Operating Activities — (3.9) 8.1
Cash Flow from Discontinued Operations — Investing Activities — (10.6) 1.3
Cash Flow from Discontinued Operations — Financing Activities - — 0.2
Cash and Cash Equivalents at Beginning of Period 124.5 922.0 203.4
Cash and Cash Equivalents at End of Period $210.9 $124.5 $922.0
interest Paid $ 256.9 $ 262.7 $ 336.5
Income Tax Paid $ 175.7 $198.8 $122.0

See accompanying Notes to the Consolidated Financial Statements.



CONSOLIDATED STATEMENT OF RETAINED

EARNINGS

- {In Millions of Dollars}
YEAR ENDED DECEMBER 31, 2006 2005 2004
Balance at Beginning of Period $ 866.9 $ 792.2 $ 6214
Net income for Period 434.2 390.2 463.7
1.301.1 1.182.4 1.085.1
Deductions:
Cash dividends declared on common stock 3274 3133 287.3
Cash dividends declared on preferred stock — 2.2 5.6
Balance at End of Period $ 973.7 $ 866.9 $ 792.2

CONSOLIDATED STATEMENT OF

COMPREHENSIVE INCO

(In Millions of Dollars}

YEAR ENDED DECEMBER 31, 2006 2005 2004
Net Income $434.2 $ 390.2 $ 463.7
Other comprehensive income, net of tax

Reclassification of (gains) losses included in net income (47.8) 238 0.3)
Unrealized gains (Josses) on derivative financial instruments 55.4 (35.1) 15.4
Deconsolidation of certain subsidiaries - — 93
Foreign currency translation adjustments —_ (5.0 (21.5)
Unrealized gains (losses) on marketable securities 2.0 (0.5) 14
Premium on derivative instrument — — 34
Accrued unfunded pension obligation 379 (3.7 {7.8)
Other comprehensive income {loss}, net of tax 475 (20.5) 5.6
Comprehensive Income $ 481.7 $ 369.7 $ 469.3
Related tax (benefit) expense

Reclassification of (gains) losses included in net income (25.8) 128 {0.2)
Unrealized gains (losses) on derivative financial instruments 315 (20.7) 8.2
Deconsolidation of certain subsidiaries — — 5.0
Foreign currency translation adjustments —_ (2.7) (11.6)
Unrealized gains (losses) on marketable securities 14 {0.2) 3.8
Premium on derivative instrument —_ —_ 1.9
Accrued unfunded pension obligation 204 2.9 {4.2)
Total Tax Expense (Benefit) ¢ 27.2 $ (12,9 $ 29

See accompanying Notes to the Consolidated Financial Statements.



CONSOLIDATED STATEMENT OF CAP

ITALIZATION

(In Millions of Dollars)

2006

DECEMBER 31, DECEMBER 31,
2005 2006 2005

SHARES |SSUED

Common Shareholders” Equity

Common stock, $0.01 par value 184,864,124 184,864,124 $ 18 $ 18
Premium on capital stock 3,992.2 3,974.1
Retained eamings 973.7 866.9
Accumulated other comprehensive loss (175.3) (74.8)
Treasury stock {9,451,408) (10,495,743) (273.6) (303.9)
Total Common Shareholders’ Equity 175,412,716 174,368,381 4,518.8 4,464.1
Long - Term Debt INTEREST RATE MATURITY -
Medium and Long Term Notes 4.65% — 9.75% 2008 — 2035 2,925.4 2,437.2
Gas Facilities Revenue Bonds Variable 2020 - 2026 230.0 230.0
4.70% — 6.95% 2020 - 2026 410.5 410.5
Total Gas Facilities Revenue Bonds 640.5 640.5
Promissory Notes to LIPA
Pollution Contral Revenue Bonds 5.15% 2016 - 2025 108.0 108.0
Electric Facilities Revenue Bonds 5.30% 2023 - 2025 47.4 47.4
Total Promissory Notes to LIPA 1554 1554
Industrial Development Bonds 5.25% 2027 128.3 128.3
First Mortgage Bonds 6.34% — 8.80% 2008 — 2028 95.0 95.0
Authority Financing Notes Variable 2027 - 2028 66.0 66.0
Ravenswood Master Lease & Capital Leases 2007 — 2014 4221 423.0
Subtotal 4,432.7 3,945.4
Unamortized interest rate hedge and debt discount (29.2) (30.4)
Derivative impact on debt 16.8 18.8
Less: current maturities 1.2 13.0
Total Long-Term Dehbt 4,419.1 3,920.8
Total Capitalization $8,937.9 $ 8,384.9

See accompanying hotes to the Consolidated finandal Statements.



NOTES TO THE CONSOLIDATED

Introduction to the Notes to the Consolidated

Financial Statements ‘

KeySpan Corporation {referred to herein as *KeySpan,” “we,” “us” and
"our") is a holding company under the Public Holding Company Act of
2005 ("PUHCA 2005"). KeySpan operates six regulated utilities that dis-
tribute natural gas to approximately 2.6 million customers in New York
City, Long istand, Massachusetts and New Hampshire, making KeySpan
the fifth largest gas distribution company in the United States and the
largest in the Northeast. We also own, lease and aperate electric generat-
ing plants in Nassau and Suffolk Counties on Long Island and in Queens
County in New York City and are the largest electric generation operator
in New York State. Under contractual arrangements, we provide power,
electric transmission and distribution services, billing and other customer
services for approximately 1.1 million electric customers of the Long
island Power Authority (“LIPA"). KeySpan’s other operating subsidiaries
are primarily invotved in gas production and development; underground
gas storage; liquefied natural gas storage; retait electric marketing; large
energy-system ownership, installation and management; service and
maintenance of energy systems; and engineering and consulting services.
We also invest and participate in the development of natural gas
pipelines, electric generation and other energy-related projects. (See Nate
2 to the Consolidated Financial Statements *Business Segments” for
additional information on each operating segment.)

On February 25, 2006, KeySpan entered into an Agreement and Plan
of Merger (the "Merger Agreement”), with National Grid plc, a public
limited company incorporated under the laws of England and Wales
{"Parent”) and National Grid US8, inc., a New York Corporation (“Merger
Sub”)}, pursuant to which Merger Sub will merge with and into KeySpan
(the “Merger"), with KeySpan continuing as the surviving company and
thereby hecoming an indirect wholly-owned subsidiary of the Parent.
Pursuant to the Merger Agreement, at the effective time of the Merger,
each outstanding share of KeySpan common stock, par value $0.01 per
share (the “Shares"), other than treasury shares and shares held by the
Parent and its subsidiaries, shall be canceled and shall be converted into
the right to receive $42.00 in cash, without interest.

Consummation of the Merger is subject to various closing condi-
tions, including but not limited to the receipt of requisite regutatory
approvals from certain United States federal and state public utility,
antitrust and other regulatory authorities, all of which have been fited
and many of which have been obtained. Specifically, we filed our applica-
tion for approval of the Merger pursuant to the Federal Power Act in May
2006 and in October the reguisite approval was obtained from the
Federal Energy Regulatory Commission {"FERC"}. In earty July 2006, we
cleared review by the Federal Trade Commission under the Hart-Scott-
Rodino Antitrust Improvement Act and received notification that the
Committee on Foreign Investment in the U.S. has determined that there
are no issues of national security sufficient to wamant an investigation
of the transaction. On July 20, 2006 we filed an application for approval
of the transaction with the New York Pubtic Service Commission
("NYPSC"). KeySpan has also sought approval of the Merger from the
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New Hampshire Public Utility Commission. In October 2006, the State of
New Jersey Board of Public Utilities approved a change of contral of
KeySpan Communication Corp., which provides telecommunications servic-
es in New Jersey. In addition, the Merger was approved by our sharehold-
ers at our Annual Meeting on August 17, 2006. Shareholders of National
Grid plc approved the Merger at a meeting held on July 31, 2006.

In addition to seeking approval of the Merger, the appiication filed
with the NYPSC also contained proposed ten-year rate plans for KeySpan
Energy Delivery of New York ("KEDNY") and KeySpan Energy Delivery of
Long Island ("KEDLI"), as well as proposals concerning corporate struc-
ture and affiliate rules, the rate treatment for synergy savings and for low
income and energy efficiency programs, among others. Specificaily, the
rate plan proposals provide for, among other things, a freeze of base
delivery rates for KEDNY and KEDLI for 18 months. Thereafter, KEDNY's
and KEDLY's gas adjustment dlauses would be increased to recover, on a
prospective basis, estimated gas commaodity-related costs of $68.6 million
for KEDNY and $28.7 million for KEDUI that would no longer be included
in base rates. In addition, KEDNY and KEDL| base delivery rates would be
increased by an average of 2.5% ($62.4 million) and 2.3% {$39.4 mil-
fion), respectively in years 3, 5, 7 and 9 of the rate plans. The proposed
rate plans contemplate an allowed return on equity of 11.0% for each
entity. Cumuative earnings above 11.75% would be shared between gas
sales customers and KeySpan over the rate plan period. On October 3,
2006 National Grid pl filed testimony and exhibits with the NYPSC that
further explains the exhibits and attachments that were previously sub-
mitted as part of the July 20, 2006 petition.

Separately from the merger application, on October 3, 2006,

KEDNY and KEDLI filed with the NYPSC individual applications for pro-
posed annual increases in revenues, which applications assumed that
KEDNY and KEDLI remained as stand-alone companies. The proposed rev-
enue increases are for approximately 9.1% and 10.9% for KEDNY and
KEDLI, respectively. KEDNY's last base rate increase took effect October 1,
1993 and since then base rates have been reduced twice — once in 1996
and again in 1998, KEDLI's last base rate incraase took effect December
1, 1995. Since that time, KEDLI's base rates were reduced twice in 1998.
The principal factors creating the need for rate relief are increases in
operating and maintenance expenses, increases in rate base, increased
property taxes and depreciation expense, and the need to commence
recovery of previously deferred costs such as pension and post retirement
benefits, environmental expenditures and property taxes.

The total projected increase in revenues is comprised of two compo-
nents; {i} an increase in base rates of $180.7 million for KEDNY and $145
million for KEDL); and (ji} projected increases of $32.8 million and $13.6
million for KEDNY and KEDL!, respectively, for gas-related expenses that
will be recovered through the Gas Adjustment Clause ("GAC") and/or the
Transportation Adjustment Clause ("TAC"). The proposed rate of retumn
on equity is 11.0% for both KEDNY and KEDLI.

The NYPSC may suspend the implementation of the proposed tariff
changes for up to eleven months, which would mean, absent other inter-
vening events, an effective date of September 3, 2007 for new rates.
Although KEDNY and KEDL proposed the new rates described above in
these tarift filings, it will not be necessary to implement the rate increases



proposed therein if the NYPSC approves the Merger between National
Grid plc and KeySpan and approves the related ten-year rate plan previ-
ously noted, or some variation thereof.

On February 20, 2007, NYPSC Staff filed its direct testimony in the
merger proceeding. NYSPSC Staff opposed the current terms of the
Merger on policy grounds, but suggested that it could support the Merger
under certain circumstances, KeySpan and National Grid ple intend to
file testimony responding to the positions taken by Staff. In addition, on
January 29, 2007, Staff filed its direct testimony in the rate case proceed-
ings and our rebuttal testimony was filed on February 21, 2007. In
connection with each of these proceedings, hearings before an adminis-
trative law judge {ALl) are schedutled to begin in late March. Unless a
settlement among the parties is otherwise reached, the AU will issue its
recommended decision to the NYPSC following such hearings. Ultimately,
the NYPSC may accept, reject, or modify all or any part of the ALI's
recommended decision.

KeySpan and National Grid plc will continue to pursue all required
approvals and continue to anticipate that the Merger will be consummat-
ed in mid-2007. However, we are unable to predict the outcome of these
requlatory proceedings and no assurance can be given that the Merger
will occur or the timing of its completion.

Note 1. Summary of Significant Accounting Policies

A. Organization of the Company

KeySpan Carporation, a New York corporation, was formed in May 1998,
as a result of the business combination of KeySpan Energy Corporation,
the parent of The Brooklyn Union Gas Company, and certain businesses
of the Long Island Lighting Company ("LILCO"}. On November 8, 2000,
KeySpan acquired Eastern Enterprises (“Eastern”), a Massachusetts
business trust, and the parent of several gas utilities operating in
Massachusetts. Also on November 8, 2000, Eastern acquired
EnergyNorth, Inc. ("ENI"), the parent of a gas utifity operating in
central New Hampshire.

At December 31, 2005, KeySpan was a holding company under the
Public Utility Holding Company Act of 1935, as amended {"PUHCA
1935%). In August 2005, the Energy Policy Act of 2005 (the *Energy Act™)
was enacted. The Energy Act is a broad energy bill that places an
increased emphasis on the production of energy and promotes the devel-
opment of new technologies and alternative energy sources and provides
tax credits to companies that produce natural gas, ofl, coal, electricity and
renewable energy. For KeySpan, one of the more significant provisions of
the Energy Act was the repeal of PUHCA 1935, which became effective
on February 8, 2006. Since that time, the jurisdiction of the Securities and
Exchange Commission (“SEC”) over certain holding company activities,
including the regulation of our affiliate transactions and service compa-
nies, has been transferred to the FERC pursuant to PUHCA 2005.

Pursuant to PUHCA 2005, the SEC no longer has jurisdiction over
our holding company activities, other than those associated with the reg-
istration and issuance of our securities under the federal securities laws,
FERC now has jurisdiction over certain of our holding company activities,
including (i) regulating certain transactions among our affiliates within
our holding company system; {ii) governing the issuance, acquisition and

disposition of securities and assets by certain of our public utility sub-
sidiaries; and (iti) approving certain utility mergers and acquisitions.

Moreover, our affiliate transactions also remain subject to certain
regulations of the Public Service Commission of the State of New York
{"NYPSC"), the Massachusetts Department of Telecommunications and
Energy (*MADTE") and the New Hampshire Public Utility Commission
{"NHPUC"} in addition to FERC.

Under our holding company structure, we have no independent
operations or source of income of our own and conduct all of our
operations through our subsidiaries and, as a result, we depend on the
eamings and cash flow of, and dividends or distributions from, our sub-
sidiaries to provide the funds necessary to meet our debt and contractual
obligations. Furthermore, a substantial portion of our consofidated assets,
earnings and cash flow is derived from the operations of our regulated
utifity subsidiaries, whose legal authority to pay dividends or make other
distributions to us is subject to requlation by state reguiatory authorities.

Pursuant to NYPSC arders, the ability of KEDNY and KEDLI to pay
dividends to KeySpan is conditioned upon maintenance of a utility capital
structure with debt not exceeding 55% and 58%, respectively, of total
utility capitalization. In addition, the level of dividends paid by both
utilities may not be increased from current levels if a 40 basis point
penalty is incurred under the customer service performance program.

KeySpan's businesses are engaged in gas distribution, electric
services and generation and other energy related activities. KeySpan's
gas distribution operations are conducted by our six regulated gas utility
subsidiaries: The Brooklyn Union Gas Company d/b/a KeySpan Energy
Delivery New York {"KEDNY "} and KeySpan Gas East Corporation dib/a
KeySpan Energy Delivery Long Island (“KEDLI"} distribute gas to cus-
tomers in the Boroughs of Breoklyn, Staten Island, a portion of the
Borough of Queens in New York City, and the counties of Nassau and
Suffolk on Long Island and the Rockaway Peninsula in Queens, respec-
tively; Boston Gas Company, Colonial Gas Company and Essex Gas
Company, each doing business as KeySpan Energy Delivery New England
{"KEDNE"), distribute gas to customers in southern, eastern and central
Massachusetts; and EnergyNorth Natural Gas, Inc., d/b/a KeySpan Energy
Delivery New England distributes gas to customers in central New
Hampshire. Together, these companies distribute gas to approximately 2.6
million customers throughout the Northeast.

We own, lease and operate electric generating plants on Long Island
and in New York City. Under contractual arrangements, we provide elec-
tric power, electric transmission and distribution services, billing and other
customer services for approximately 1.1 million electric customers of the
Long Island Power Authority (*LIPA™), On February 1, 2006, KeySpan and
LIPA entered into agreements to extend, amend and restate these con-
tractuaf arrangements. See Note 11 " 2006 LIPA Settfement” for a discus-
sion of the settlement.

Our other subsidiaries are involved in gas production and develop-
ment; gas storage; liquefied natural gas storage; retail electric marketing;
appliance service; fiber optic services; and engineering and consulting
services. We also invest in, and participate in the development of natural
gas pipelines, electric generation, and other energy-related projects.



{See Note 2, "Business Segments” for additional information on each
aperating segment.}

B. Basis of Presentation

The Consolidated Financial Statements presented herein reflect the
accounts of KeySpan and its subsidiaries. Most of our subsidiaries are
fully consolidated in the financial information presented, except for
certain subsidiary investments in the Energy Investments segment which
are accounted for on the equity method as we do not have a controlling
voting interest or otherwise have control over the management of such
companies, All intercompany transactions have been eliminated,

The preparation of financial statements in conformity with generally
accepted accounting principles {*GAAP™) requires management to make
estimates and assumptions that affect the reported amounts of assets
and liabilities and disclosure of contingent assets and liahilities at the
date of the financial statements and the reported amounts of revenues
and expenses during the reporting period. Actual results could differ
from those estimates.

C. Accounting for the Effects of Rate Regulation

The accounting records for our six requlated gas utilities are maintained
in accordance with the Uniform System of Accounts prescribed by the
NYPSC, the NHPUC, and the MADTE. Qur electric generation subsidiaries
are not subject to state rate regulation, but they are subject to FERC
regulation. Our financial statements reflect the ratemaking policies and
actions of these regulators in conformity with GAAP for rate-regulated
enterprises.

Four of our six requlated gas utilities (KEDNY, KEDLI, Boston Gas
Company and EnergyNorth Natural Gas, Inc.) and our Long Island based
electric generation subsidiaries are subject to the provisions of Statement
of Financial Accounting Standards {*SFAS") 71, “Accounting for the
Effects of Certain Types of Regulation.” This statement recognizes the
ability of regulators, through the ratemaking process, to create future
economic henefits and obligations affecting rate-regulated companies.
Accordingly, we record these future economic benefits and obligations as
regulatory assets and regulatory liabilities on the Consolidated Balance
Sheet, respectively.

In separate merger related orders issued by the MADTE, the base
rates charged by Colonfal Gas Company and Essex Gas Company have
been frozen at their current levels for ten-year periods ending 2009
and 2008, respectively. Due to the length of these base rate freezes,
the Colonial and Essex Gas companies had previously discontinued the
application of SFAS 71.

‘The following table presents our net regulatory assets at December
31, 2006 and December 31, 2005.

(In Millions of Dollars)

DECEMBER 31, 2006 2005
Regulatory Assets
Regulatory tax asset $ 302 $ 334
Property and other taxes 95.0 53.8
Environmental costs 416.7 454.7
Postretirement benefits 364.6 109.3
Costs associated with the KeySpan/tILCO transaction 156 7.3
Derivative financial irstruments 196.3 309
Other 15.4 9.8
Total Requlatory Assets 1,133.8 719.2
Regulatory Liabilities
Derivative financial instruments {120.6} {175.4)
Miscellaneous {43.4) (69.9}
Total Requlatory Liabilities {164.0) (245.3)
Net Regulatory Assets 969.8 4739
Removal Costs Recovered {556.2) (516.4)
$ 4136 $ {42.5)

The regulatory assets above are not included in utility rate base.
However, we record carrying charges on the property tax and costs asso-
ciated with the KeySpan/LILCO transaction cost deferrals. We also record
carrying charges on our regulatory liabilities except for the curent market
value of our derivative financial instruments. The remaining regulatory
assets represent, primarily, costs for which expenditures have not yet
been made, and therefore, carrying charges are not recorded, We antici-
pate recovering these costs in our gas rates concurrently with future cash
expenditures. If recovery is not concurrent with the cash expenditures, we
will record the appropriate level of carrying charges. Deferred gas costs of
$46.3 million and $11.3 million at December 31, 2006 and December
31, 2005, respectively are reflected in accounts receivable on the
Consolidated Balance Sheet. Deferred gas costs are subject to current
recovery from customers.

D. Revenues

Gas Distribution: Utility gas customers are billed monthly or bi-monthly
on a cycle basis. Revenues include unbilled amounts refated to the esti-
mated gas usage that occurred from the most recent meter reading to
the end of each month.

The cost of gas used is recovered when billed to firm customers
throtigh the operation of gas adjustment clauses {*GAC") included in
utifity tariffs, The GAC provision requires periodic reconciliation of recov-
erable gas costs and GAC revenues. Any difference is deferred pending
recovery from or refund to firm customers. Further, net revenues from tar-
iff gas balancing services, off-system sales and cartain on-system inter-
ruptible sales are refunded, for the most part, to firm customers subject
ta certain sharing provisicns.

The New York and Long Island gas utility tariffs contain weather
normalization adjustments that largely offset shortfalls or excesses of fim
net revenues {revenues less gas costs and revenue taxes) during a heat-
ing season due to variations from normat weather, Revenues are adjusted



each month the clause is in effect and are generally included in rates in
the following month, The New England gas utility rate structures contain
no weather normalization feature, therefore their net revenues are sub-
ject to weather related demand fluctuations. As a result, fluctuations from
normal weather may have a significant positive or negative effect on the
results of these operations. To mitigate the effect of fluctuations from
normal weather on our financial position and cash flows, we may enter
into weather related derivative instruments from time to time. (See Note
8 "Hedging, Derfvative Financial instruments and Fair Values® for addi-
tional information on these derivatives.)

In December 2005, The Boston Gas Company (“Boston Gas")
received a MADTE order permitting requiatory recovery of the 2004 gas
cost component of bad debt write-offs, This was approved for full recov-
ery as an exogenous cost effactive November 1, 2005, In addition, effec-
tive January 1, 2006 Boston Gas was permitted to fully recover the gas
cost component of bad debt write-offs through its cost-of-gas adjustment
clause rather than filing for recovery as an exogenous cost. On October
31, 2006, the MADTE granted Boston Gas recovery of $12 million of the
2005 gas cost component of bad debt write-offs from Boston Gas
ratepayers beginning November 1, 2006. This amount will also be recov-
ered through the cost-of-gas adjustment clause.

Electric Services: Electric revenues are primarily derived from: (i) billings
to LIPA for management of LIPA's transmission and distribution system
("T&D System”), electric genevation, and procurement of fuel, and (ii):
subsidiaries that own, lease and operate the 2,200 megawatt {"MW")
Ravenswood electric generation fadility ("Ravenswood Facility”) and the
250 MW combined cycle generating facility located at the Ravenswood
facifity site (“Ravenswood Expansien”). Collectively, the Ravenswood
Facility and Ravenswood Expansion are referred to as the Ravenswood
Generating Station.

LIPA Agreements: _

In 1998, KeySpan and LIPA entered into three major long-term service
agreements that (i} provide to LIPA all operation, maintenance and
construction services and significant administrative services relating to the
Long island electric T&D System pursuant to the Management Services
Agreement (the " 1998 MSA”); (it} supply LIPA with electric generating
capacity, energy conversion and ancillary services from our Long island
generating units pursuant to the Power Supply Agreement (the “1998
PSA"); and (iif} manage all aspects of the fuel supply for our Long Island
generating facilities, as well as all aspects of the capacity and energy
owned by or under contract to LIPA pursuant to the Energy Management
Agreement (the “ 1998 EMA”). The 1998 MSA, 1998 PSA and 1998
EMA all are collectively referred to as the 1998 LIPA Agreements and are
discussed in greater detail below.

On February 1, 2006, KeySpan and LIPA entered into {i} an amended
and restated Management Services Agreement (the *2006 MSA™), pur-
suant to which KeySpan will continue to operate and maintain the elec-
tric T&D System owned by LIPA on Long Island; (ii} a new Option and
Purchase and Sale Agreement (the "2006 Option Agreement”), to replace
the Generation Purchase Rights Agreement (as amended, the “GPRA”"),

pursuant to which LIPA had the option, through December 15, 2005, to
effectively acquire substantially all of the electric generating facilities
owned by KeySpan on Long Island; and (iii} a Settlement Agreement (the
" 2006 Settlement Agreement”) resolving outstanding issues between the
parties regarding the 1998 LIPA Agreements, The 2006 MSA, the 2006
Option Agreement and the 2006 Settlement Agreement are collectively
referred to herein as the 2006 LIPA Agreements,” Each of the 2006 LIPA
agreements will become effective upon all of the 2006 LIPA Agreements
receiving the required governmental approvals; otherwise none of the
2006 LIPA Agreements will become effective. These agreements will
become effective following approval by the New York State Comptroffer's
Office and the New York State Attorey General. Following the announce-
ment of the proposed acquisition of KeySpan by National Grid plc, LIPA,
Naticnal Grid plc and KeySpan have engaged in discussions concerning
the impact of the transaction on LIPA's aperations. At this time, we are
unable to determine what impact, if any, the results of such discussions
may have on the 2006 LIPA Agreements and the receipt and timing of
governmental approvals relating thereto, See Note 11, 2006 LIPA
Settlement” for additional details on these agreements.

In place of the previous compensation structure under the 1998
MSA (whereby KeySpan was reimbursed for budgeted costs, and earned a
management fee and certain performance and cost-based incentives),
KeySpan's compensation for managing the electric fransmission and dis-
tribution system owned by LIPA under the 2006 MSA consists of two
companents: a minimum compensation component of $224 miflion per
year and a variable component based on electric sales. The $224 million
component will remain unchanged for three years and then increase
annually by 1.7%, plus inflation. The variable component, which will com-
prise no more than 20% of KeySpan’s compensaticn, is based on electric
sales on Long Island exceeding a base amount of 16,558 gigawatt hours,
increasing by 1.7% in each year. Above that level, KeySpan will receive
approximately 1.34 cents per kilowatt hour for the first contract year,
1,29 cents per kilowatt hour in the second contract year {plus an annual
inflation adjustment), 1.24 cents per kilowatt hour in the third contract
year (plus an annual inflation adjustment), with the per kilowatt hour rate
thereafter adjusted annually by inflation,

I addition, KeySpan sells to LIPA under the 1398 PSA all of the
capacity and, to the extent requested, energy conversion services from
its existing Long Island based oil and gas-fired generating plants. Sales
of capacity and energy conversion services are made under rates
approved by the FERC. Rates charged to LIPA include a fixed and variable
component, The variable component is billed to LIPA on a monthly per
megawatt hour basis and is dependent on the number of megawatt
hours dispatched. The 1998 PSA provides incentives and penalties that
can total $4 million annually for the maintenance of the output capability
and the efficiency of the generating facilities.

KeySpan also procures and manages fuel supplies on behalf of LIPA,
under the 1998 EMA, to fuel the generating facilities under contract to it
and perform off-system capacity and energy purchases on a least-cost



basis to meet LIPA's needs. In exchange for these services KeySpan eams
an annual fee of $1.5 milfion, In addition, we arrange for off-system sales
on behalf of LIPA of excess output from the generating facilities and
other power supplies either owned or under contract to LIPA. LIPA is enti-
tled to two-thirds of the profit from any off-system energy sales. In addi-
tion, the 1998 EMA provides incentives and penaities that can total $5
million annually for performance related to fuel purchases and off-system
power purchases. The 1998 EMA is expected 1o be in effect through
2013 for the procurement of fuel supplies. In 2005, the EMA was amend-
ed to extend the term for off-system power purchases through December
31, 2006 and thereafter on a month-to-month basis unless terminated by
LIPA on sixty days notice, but in no event later than December 31, 2007.

KeySpan Glenwood Energy Center, LLC and KeySpan Port Jefferson
Energy Center, LLC have entered into 25 year Power Purchase
Agreements with LIPA (the "PPAs"). Under the terms of the PPAs, these
subsidiaries sell capacity, energy conversion services and anciltary services
to LIPA. Each plant is designed to produce 79.9 MW. Under the PPAs,
LIPA pays a monthly capacity fee, which guarantees full recovery of each
plant's construction costs, as well as an appropriate rate of retumn on
investment, The PPAs also obligate LIPA to pay for each plant’s costs of
operation and maintenance. These costs are billed on a monthly estimat-
ed basis and are subject to true-up for actual costs incurred.

The Electric Services segment also conducts retail marketing of elec-
tricity to commercia! customers. Energy safes made by our electric market-
ing subsidiary are recorded upon delivery of the related commodity.

Ravenswood Generating Station:

In addition, electric revenues are derived from our investment in the
2,200 MW Ravenswood efectric generation facility (“Ravenswood
Facility™), (which KeySpan acquired in June 1999). KeySpan has an
arrangement with a variable interest entity through which we lease a
portion of the Ravenswood Facility, Further, in May 2004 KeySpan com-
pleted construction of a 250 MW combined cycle generating facility
located at the Ravenswood facility site ("Ravenswood Expansion”). To
finance the Ravenswood Expansion, KeySpan entered into a leveraged
lease financing arrangement. {See Note 7 “Contractual Obiigations,
Financial Guarantees and Contingencies” for a description of the financ-
ing arrangements associated with the Ravenswood Generating Station.)
The Ravenswood Generating Station eams revenues through the sale, at
wholesale, of energy, capacity, and ancillary services to the New York
Independent System Operator (“NYISO™). Energy and ancillary services
are sold through a bidding process into the NYISO energy markets on a
day ahead or real time basis.

Energy Services: Revenues eamed by our Energy Services segment for
service and maintenance contracts associated with small commercial and
residential appliances are recognized as earned or over the life of the
service contract, as appropriate. Revenues earned for engineering services
are derived from services rendered under fixed price and cost-pius con-
tracts and generally are recognized on the percentage-of-completion
methed, Fiber optic service revenue is recognized upon delivery of service

access. We have uneamed revenue recorded in deferred credits and other
liabilities — other on the Consolidated Balance Sheet totaling $30.3 mil-
fion and $29.3 million as of December 31, 2006, and December 31,
2005, respectively. These balances represent primarily unearned revenues
for service contracts and are generally amortized to income over a one
year period.

KeySpan completed its sale of fts mechanical contracting companies
in the first quarter of 2005, and therefore, no longer has revenues from
mechanical contracting operations. {See Note 10 “Energy Services —
Discontinued Operations” for additional details on the mechanical con-
tracting companies.)

Gas Production and Development: Natural gas and ol revenues
eamed by our gas production and development activities are recognized
using the entitlements method of accounting. Under this method of
accounting, income is recorded hased on the net revenue interest in pro-
duction or nominated deliveries. Production gas volume imbalances are
incurred in the ordinary course of business. Net deliveries in excess of
entitled amounts are recorded as liabilities, while net under deliveries are
recorded as assets. Imbalances are reduced either by subsequent recoup-
ment of over and under deliveries or by cash settlement, as required by
applicable contracts. Production imbalances are marked-to-market at the
end of each month using the market price at the end of each period.
During 2004 KeySpan disposed of its interest in The Houston Exploration
Company ("Houston Exploration”), an independent natural gas and oil
exploration company. KeySpan continues to maintain, on a significantly
smaller scale, gas production and development activities. {See Note 2
“Business Segments” for a discussion on the disposition of Houston
Exploration and KeySpan's remaining gas production and development
activities.) :

E. Utility and Other Property — Depreciation and Maintenance
Property, principally utility gas property is stated at originai cost of con-
struction, which includes aflocations of overheads, including taxes, and an
aliowance for funds used during construction. The rates at which KeySpan
subsidiaries capitalized interest for the year ended December 31, 2006
ranged from 1.88% to 7.02%. Capitalized interest for 2006, 2005 and
2004 was $2.5 million, $1.4 milfion and $7.4 million, respectively.

Depreciation is provided on a straight-fine basis in amounts
equivalent to composite rates on average depreciable property. In 2006,
an adjustment to the depreciation allowance was recorded to correct for
an ervor in useful lives associated with certain gas distribution assets.
The cost of property retired is charged to accumulated depreciation.

KeySpan recovers cost of removal through rates charged to cus-
tomers as a portion of depreciation expense, At December 31, 2006 and
2005, KeySpan had costs recovered in excess of costs incurred totaling
$556.2 miflion and $516.4 million, respectively. These amounts are
reflected as a regulatory liability.



The cost of repair and minor replacement and renewal of propert
charged to maintenance expense. The composite rates on averagr
depreciable property were as follows:

YEAR ENDED DECEMBER 31, 2006 2005 2004
Electric 3.86% 3.75% 3.87%
Gas 3.14% 3.72% 3.55%

We also had $441.5 million of other property at December 31, 2006,
consisting of assets held primarily by our corporate service subsidiary of
$307.6 million and $104.2 million in Energy Services assets. The corpe-
rate service assets consist largely of land, buildings, office equipment and
furniture, vehicles, computer and telecommunications equipment and sys-
tems. These assets have depreciable fives ranging from three to 40 years.
We allocate the carrying cost of these assets to our operating subsidiaries
through our filed allocation methodology. Energy Services assets consist
largety of computer equipment and fiber optic cable and related electron-
fcs and have service lives ranging from seven to 40 years.

KeySpan's repair and maintenance costs, including planned major
maintenance in the Electric Services segment for turbine and generator
overhauls, are expensed as incurred unfess they represent replacement of
property to be capitalized. Planned major maintenance cycles primarily
range from seven to eight years. Smaller periodic overhauls are performed
approximately every 18 months.

KeySpan capitalizes costs incurred in connection with its projects to
develop and build energy facilities after a project has been determined to
be probable of completion.

F. Gas Production and Development Property — Depletion
KeySpan maintains gas production and development activities through its
two wholly-owned subsidiaries — KeySpan Exploration and Production,
LLC {“KeySpan Exploration™) and Seneca-Upshur Petroleum, Inc.
(“Seneca-Upshur”), At December 31, 2006, these stubsidiaries had net
production and development property in the amount of $73.2 million.
These assets are accounted for under the full cost methad of accounting,
Under the full cost method, costs of acquisition and development of nat-
ural gas and oil reserves plus asset retirement obligations are capitalized
into a “full cost pool” as incurred. Unproved properties and related costs
are excluded from the depletion and amortization base until a determina-
tion is made as to the existence of proved reserves. Properties are deplet-
ed and charged to operations using the unit of production method using
proved reserve quantities.

To the extent that such capitalized costs {net of accumulated deple-
tion} less deferred taxes exceed the present value (using a 10% discount
rate) of estimated future net cash flows from proved natural gas and oil
reserves and the lower of cost or fair value of unproved properties, less
deferred taxes, such excess costs are charged to operations, but would
not have an impact on cash flows. Once incurred, such impairment of gas
properties is not reversible at a later date even if gas prices increase.

The ceiling test is calculated using natural gas and oil prices in
effect as of the balance sheet date, held flat cver the life of the reserves,
We use derivative financial instruments that qualify for hedge accounting
under SFAS 133 “Accounting for Derivative Instruments and Hedging
Activities,” to hedge the volatility of natural gas prices. In accordance
with current SEC quidelines, we have included estimated future cash
flows from our hedging program in ceiling test calculations.

As of December 31, 2006, we estimated that our capitalized costs
did not exceed the ceiling test limitation. We used an average wellhead
price of $6.15 per MCF, adjusted for derivative instruments.

As a result of the dispasition of Houston Exploration in 2004, during
2004 KeySpan calculated the ceiling test on KeySpan Exploration and
Production’s and Seneca-Uphsur's assets independently of Houston
Exploration’s assets. Based on a report furnished by an independent
reservoir engineer during the second quarter of 2004, it was determined
that the remaining proved undeveloped oil reserves held in the joint ven-
ture required a substantial investment in order to develop. Therefore,
KeySpan and Houston Exploration elected not to develop these oil
reserves. As a result, in the second quarter of 2004, we recorded a $48.2
million non-cash impairment charge to write down our wholly-owned gas
production and devefopment subsidiaries’ assets. This charge was record-
ed in depreciation, depletion and amortization on the Consofidated
Statement of income,

Natural gas prices continue to be volatile and the risk that a write
down to the full cost pool increases when, among other things, natural
gas prices are low or there are significant downward revisions in our esti-
mated proved reserves.

In 2004, Houston Exploration capitalized interest related to unevalu-
ated natural gas and oil properties, as well as some properties under
development which were not being amortized. For the year ended
Decernber 31, 2004, capitalized interest was $3.4 millfon.

G. Goodwill and Other intangible Assets

The balance of goodwilt and other intangible assets was §1.7 billion at
December 31, 2006 and December 31, 2005, representing primarily the
excess of acquisition cost aver the fair value of net assets acquired.
Goodwill and other intangible assets reflect the Eastern and EnergyNorth
acquisitions, the KeySpan/LILCO transaction, as well as acquisitions of
non-utility energy-related service companies and also relates to certan
ownership interests of 50% or less in energy-related investments, which
are accounted for under the equity method.



The table below summarizes the goodwill and other intangible
assets balance for each segment at December 31, 2006 and 2005:

I _ e ——
B (In Millions of Dollars)
AT DECEMBER 31, i 2006 2005
Operating Segment
Gas Distribution $1,436.9 $1,436.9
Energy Services 65.2 65.2
Energy Investments and other 164.2 164.2
$1,666.3 $1,666.3

As prescribed in SFAS 142 “Goodwill and Other Intangible Assets,”
KeySpan is required to compare the fair value of a reporting unit to fts
carrying amount, including goodwill. This evaluation is required to be per-
formed at least annually, unless facts and circumstances indicated that
the evaluation should be performed at an interim period during the year.
At December 31, 2006, KeySpan had $1.7 billion of recorded goodwill
and has concluded that the fair vatue of the business units that have
recorded goodwill exceed their camrying value,

During 2004, KeySpan conducted an evafuation of the carrying value
of goodwill recorded in its Energy Services segment. As a result of this
evaluation, KeySpan recorded a non-cash goodwill impairment charge of
$108.3 million ($80.3 million after tax, or $0.50 per share} in 2004, This
charge was recorded as follows: (i) $14.4 million as an operating expense
on the Consofidated Statement of Income reflecting the write-down of
goodwill on Energy Services segment’s continuing operations; and (ii)
$93.9 million as discontinued operations reflecting the impairment on
the mechanical contracting companies. (See Note 10 "Energy Services —
Discontinued Operations” for further details.)

In 2004, KeySpan entered into an agreement to sell its then 50%
interest in Premier Transmission Limited (" Premier”}. This investment was
accounted for under the equity method of accounting in the Energy
Investments segment. In the fourth quarter of 2004 KeySpan recorded
a partial pre-tax non-cash impairment charge of $26.5 million —
$18.8 million after-tax or $0.12 per share, The impairment charge reflect-
ed the difference between the anticipated cash proceeds from the sale
of Premier compared to its carrying value at that time and was recorded
as a reduction to goodwill.

H. Hedging and Derivative Financial Instruments

From time to time, we employ derivative instruments to hedge a portion
of our exposure to commodity price risk, interest rate risk and weather
fluctuations as well as to hedge cash flow variability associated with a
porticn of our peak electric energy sales. Whenever hedge positions are
in effect, we are exposed to credit risk in the event of nonperformance
by counter-parties to derivative contracts, as well as nonperformance by
the counter-parties of the transactions against which they are hedged.
We believe that the credit risk related to the futures, ontions and swap
instruments is no greater than that associated with the primary com-
modity contracts which they hedge.

Financially-Settled Commodity Derivative Instruments: We employ
derivative financial instruments, such as futures, options and swaps, for
the purpose of hedging the cash flow variability associated with forecast-
ed purchases and sales of various energy-related commodities, Al such
derivative instruments are accounted for pursuant to the requirements of
SFAS 133 “Accounting for Derivative Instruments and Hedging Activities,”
as amended by SFAS 149, “Amendment of Statement 133 Derivative
instruments and Hedging Activities” (collectively, "SFAS 1337). With
respect to those commodity derivative instruments that are designated
and accounted for as cash flow hedges, the effective portion of periodic
changes in the fair market value of cash flow hedges is recorded as other
comprehensive income on the Consolidated Balance Sheet, while the
ineffective portion of such changes in fair value is recognized in eamings.
Unrealized gains and losses {on such cash flow hedges) that are recorded
as other comprehensive income are subsequently reclassified into eamn-
ings concurrent when hedged transactions impact eamings. With respect
to those commodity derivative instruments that are not designated

as hedging instruments, such derivatives are accounted for on the
Consolidated Balance Sheet at fair value, with all changes in fair value
reported in earnings.

Firm Gas Sales Derivatives Instruments — Regulated Utilities: We
use derivative financial instruments to reduce cash flow variabifity associ-
ated with the purchase price for a portion of future natural gas purchases
associated with our Gas Distribution operations. Qur strategy is to mini-
mize fluctuations in firm gas sales prices to our regulated firm gas sales
customers in our New York and New England service territories. The
accounting for these derivative instruments is subject to SFAS 71.
Therefore, the fair value of these derivatives is recorded as curment or
deferred assets and liabilities, with offsetting positions recorded as regu-
latory assets and regulatory liabilities on the Consolidated Balance Sheet.
Gains or losses on the settlement of these contracts are initially deferred
and then refunded to or collected from our firm gas sales customers
consistent with regulatory requirements.

Physically-Settfed Commodity Derivative Instruments: Certain of
our contracts for the physical purchase of natural gas were assessed as
no longer being exempt from the requirements of SFAS 133 as normal
purchases. As such, these contracts are recorded on the Consolidated
Balance Sheet at fair market value. However, since such contracts were
executed for the purchases of natural gas that is sold to raqulated

firm gas sales customers, and pursuant to the requirements of SFAS 71,
changes in the fair market value of these contracts are recorded as a reg-
ulatory asset or requlatory liability on the Consolidated Balance Sheet.

Weather Derivatives: The utflity tariffs associated with our New England
gas distribution operations do not contain weather normalization adjust-
ments. As a result, fluctuations from normal weather may have a signifi-
cant positive or negative effect on the results of these operations. To
mitigate the effect of fluctuations from normal weather on our financial
position and cash flows, we may enter into derivative instruments from
time to time. Based on the terms of the contracts, we account for these



instruments pursuant to the requirements of Emerging Issues Task Force
("EITF") 99-2 "Accounting for Weather Derivatives.” tn this regard, we
account for weather derivatives using the “intrinsic value method” as set
forth in such guidance.

Interest Rate Derivative Instruments: We continually assess the cost
relationship between fixed and variable rate debt. Consistent with our
objective to minimize our cost of capital, we periodically enter into hedg-
ing transactions that effectively convert the terms of underlying debt obli-
gations from fixed to variable or variable to fixed. Payments made or
received on these derivative contracts are recognized as an adjustment to
interest expense as incurred. Hedging transactions that effectively convert
the terms of underlying debt obligations from fixed to variable are desig-
nated and accounted for as fair-value hedges pursuant ta the require-
ments of SFAS 133. Hedging transactions that effectively convert the
terms of underlying debt obligations from variable to fixed are considered
cash flow hedges.

L. Equity Investments and Other

Certain subsidiaries own as their principal assets, investments (including
goodwill), representing ownership interests of 50% or less in energy-
related businesses that are accounted for under the equity method. Nene
of these current investments are publicly traded. Additionally, KeySpan
has corporate assets recorded on the Consolidated Balance Sheet repre-
senting funds designated for Supplemental Executive Retirement Plans,
These funds are invested in corporate owned life insurance policies.
KeySpan records changes in the value of these assets in accordance with
FAS Technical Bulletin 85-4 “Accounting for the Purchase of Life
insurance.” As such, increases and decreases in the value of these assets
are recorded through eamings in the Consolidated Statement of Income
concurrent with the change in the value of the underlying assets.

J. Income and Excise Tax
Upon implementation of SFAS 109, “Accounting for Income Taxes,” cer-
tain of our regulated subsidiaries recorded a regulatory asset and a net
deferred tax liability for the cumulative effect of providing deferred
income taxes on certain differences between the financial statement car-
Tying amounts of assets and liabilities, and their respective tax bases. This
regulatory asset continues to be amortized over the lives of the individual
assets and liabilities to which it relates. Additionally, investment tax cred-
its which were available prior to the Tax Reform Act of 1986, were
deferred and generally amartized as a reduction of income tax over the
estimated lives of the related property.
We report our collections and payments of excise taxes on a gross

sis. Gas distribution revenues include the collection of excise taxes,

ite operating taxes include the related expense. For the years ended

tember 31, 2006, 2005 and 2004, excise taxes collected and paid
were $60.4 million, $65.8 million and $73.3 million, respectively,

K. Subsidiary Common Stock Issuances to Third Parties

We follow an accounting policy of income statement recognition for
parent company gains or fosses from issuances of common stock by
subsidiaries to unaffiliated third parties,

L. Foreign Currency Translation

We followed the principles of SFAS 52, "Foreign Currency Translation,”
for racording our investments in foreign affitiates. Under this statement,
all elements of the financial statements are translated by using a current
exchange rate. Translation adjustments result from changes in exchange
rates from one reporting pericd to another. At December 31, 2006 and
2005, SFAS 52 was not applicable to KeySpan since we completed the
sale of our remaining foreign investment in the first quarter of 2005.

M. Earnings Per Share
Basic earnings per share (“EPS”) is calculated by dividing earnings for
commeon stock by the weighted average number of shares of common
stock cutstanding during the peried. No dilution for any potentiafly
anti-dilutive securities is included. Diluted EPS assumes the conversion
of all potentially dilutive securities and is calculated by dividing eamings
for common stock, as adjusted, by the sum of the weighted average
number of shares of common stock outstanding plus all potentially dilu-
tive securities,

Under the requirements of SFAS 128, “Eamings Per Share” our basic
and diluted EPS are as follows;

(In Miilions of Dollars, Except Per Share Amounts)

YEAR ENDED DECEMBER 31, 2006 2005 2004
Earnings for common stock $ 4342 ¢ 3830 % 4381
Weighted average shares

outstanding {000) 175,040 169,940 160,294
Add dilutive securities:
Options 991 861 983
Performance shares 120 — —
Total weighted avarage sharas

outstanding ~ assuming dilution 176,151 170,801 161,277
Basic earnings per share $ 248 § 228 § 286
Diluted eamnings per share $ 246 % 227 8§ 234

M. Stock Based Compensation
From time to time, KeySpan awards stock based compensation to officers,
directors, consultants and certain other management employees, primarily
under the Long Term Performance Incentive Compensation Plan (the
"Incentive Plan"). The Incentive Plan provides for the award of incentive
stock options, non-quaiified stock options, perfermance shares and
restricted shares. The purpose of the Incentive Plan is to optimize
KeySpan’s performance through incentives that directly link the partici-
pant's goals to those of KeySpan's shareholders and to attract and retain
participants who make significant contributions to the success of
KeySpan.

Under the Incentive Plan, 19,250,000 shares were authorized for
issuance of which the total shares awarded to date include 16.9 million



stock options, 222,143 shares of restricted stock, and 891,555 perform-
ance shares. At December 31, 2006, after adjusting for forfeitures, there
are approximately 3.0 million shares still eligible to be granted under the
Incentive Plan. In addition, under previous plans, there were an additional
1.7 million shares authorized for which approximately 1.2 million stock
options were awarded.

In 2005, KeySpan continued to apply APB Opinion 25 “Accounting
for Stock Issued to Employees,” in accounting for grants awarded prior to
January 1, 2003, No compensation cost had been recognized for these
stock option awards since the exercise prices and market values were
equal on the grant dates. Had compensation cost for these plans been
determined based on the fair value at the grant dates for awards under
the plans consistent with SFAS 123 *Accounting for Stock-Based
Compensation,” our net income and earnings per share for the twelve
months ended December 31, 2005 and 2004 would have decreased to
the pro-forma amounts indicated below:

i ————
{In Millions of Dollars, Except Per Share Amounts)

YEAR ENDED DECEMBER 31, 2005 2004
Eamings available for common stock:
As reported $388.0 $458.1
Add: recorded stock-based compensation

expense, net of tax 7.0 9.1
Deduct: total stock-based compensation

expense, net of tax (8.9) (12.4)
Pro-forma earnings $386.1 $454.8
Famings per share:
Basic — as reported $ 228 $ 2.86
Basic - pro-forma t 227 § 2.84
Diluted — as reported § 2.27 $ 284
Diluted — pro-forma $ 226 $ 282

In 2003, KeySpan adopted the prospective method of transition of
accounting for stock based compensation expense in accordance with
SFAS 148 “Accounting for Stock-Based Compensation — Transition and
Disclosure.” Accordingly, compensation expense has been recognized by
employing the fair value recognition provisions of SFAS 123 for grants
awarded after January 1, 2003,

In January 2006, KeySpan adopted SFAS 123 (revised 2004) *Share-
Based Payment ("SFAS 123R").” The implementation of this standard
required KeySpan to expense certain stock options that had previously
been accounted for under the requirements of APB Opinion 25 and relat-
ed Interpretations, i.e. awards issued prior to January 1, 2003. No com-
pensation cost had been recognized for these fixed stock option plans in
the Consolidated Financial Statements since the exercise prices and mar-
ket values were equal on the grant dates. For the twelve months ended
December 31, 2006, KeySpan recorded an expense of $1.4 million for
stock option awards previously accounted for under APB 25 and which
have now fully vested.
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The following table presents the actual expense for alf of KeySpan's
stock based compensation awards recorded in the Consolidated
Statement of income for the periods indicated.

{(In Millions of Dollars)

YEAR ENDED DECEMBER 31, 2006 2005 2004
Performance shares {82 $(1.0} §49
Restricted stock 4.1 0.9 0.7
Stock cptions 6.1 55 37
EDSPP discount 48 54 47
Total stock-based compensation induded

in operations and maintenance expense 23.2 108 140
Income tax benefit {8.1) 3.8 (4.9)
Total stack based compensation

expense, net of tax $15.1 $7.0 $9.1

Prior to the adoption of SFAS 123R, KeySpan presented all tax
benefits for deductions resulting from the exercise of stock options and
disqualifying dispositions as aperating cash flows in its Consolidated
Statement of Cash Flows. SFAS 123R requires the benefits of tax deduc-
tions in excess of recognized compensation expense to be reported
as a financing cash flow, rather than as an operating cash flow. This
requirement will reduce net operating cash flows and increase net
financing cash flows in periods after adoption. Total cash flow will remain
unchanged from what would have been reported under prior
accounting rules.

During the twelve months ended December 31, 2006, 2005 and
2004 cash received from stock options exercised was $31.1 milfion,
$43.0 million and $32.2 million, respectively, The tax benefit realized for
tax deductions from stock options exercised during the twelve months
ended December 31, 2006, 2005 and 2004 was less than the recognized
compensaticn expense and accordingly there were no excess tax deduc-
tions reported in the financing section of the Consolidated Statement
of Cash Flows.

The following represents a discussion of the various awards granted
under our stock based compensation plans:

Performance shares

Performance shares were awarded under the Incentive Plan in 2004 and
2005 based upon the attainment of overall corporate performance goals.
These performance shares are measured over a three year period by com-
paring KeySpan's cumulative total shareholder return to the S&P Utilities
Group. For actual performance achieved at a threshold level, 50% of the
award will be granted; for actual performance achieved at a targeted
level, 100% of the award will be granted; and for actual performance
achieved at the maximum level, 150% of the award will be granted. The
2004 and 2005 awards are being expensed ratably over their remaining
performance periods.

During 2005, it became apparent to management that the 2003
performance share award would not be achieved and the 2004 perform-
ance share award would not be achieved at the level of expense being
recordad. Since these awards meet the definition of a performance
condition not achieved under SFAS 123, KeySpan reversed the previously



recognized expense for the 2003 award and one half of previously recog-
nized expense for the 2004 award amounting to $3.8 million ($2.5 mil-
lion after tax).

The 2006 performance share award reflects the new performance
condition criteria under SFAS 123R. In 2006, 315,900 performance
shares were granted. Performance shares were granted with a three-year
performance period with a threshold, target and maximum performance
level, The number of performance shares earned at the end of the per-
formance period can range from 0% to 150% of the shares granted and
will be linked to two performance measures: the percentage improvement
in return on invested capital, or "ROIC,” and KeySpan's cumulative three-
year total stockhalder return, or “TSR,” refative to the cumulative three-
year TSR for the Standard and Poor’s Utilities Group, using a matrix
approach that encompasses both measures. The ROIC goat will act as the
primary trigger. If the ROIC goal performance is below the threshold level,
all shares shall be forfeited without payment. Upon a change of contro!,
performance shares shall be distributed based upon the greater of the
number of performance shares awarded at target level or the number of
shares earned based on actual performance through the change of con-
trol date. Performance share awards were priced at fair value on the date
of grant. The uneamed compensation as of December 31, 2006 associat-
ed with all of the performance share awards was $11.5 million.

Restricted Steck Awards
KeySpan has made certain grants of restricted stock to officers and direc-

anticipated to fully vest. The 2002 and 2005 awards expense has been
fully amartized and the 2006 award was expensed in 2006. Upon a
change of control, al restricted stock awards will vest immediately.

Employee Discount Stock Purchase Plan

KeySpan's Employee Discount Stock Purchase Plan ("EDSPP") allows
KeySpan employees to purchasa shares of KeySpan stock at a 10% dis-
count through payroll deductions. KeySpan is currently expensing the dis-
count. The number of shares of common stack authorized for issuance
under the £DSPP is 1,750,000 shares and there are 358,731 shares
remaining to be issued.

Stock Options

The stock option component of the Incentive Plan entitles the participants
to purchase shares of common stock at an exercise price per share which
is no less than the closing price of the common stock on the date of the
grant. Stock options generally vest over a three-to-five year period and
have an exercise period of ten years, Upon a change of control, all stock
options granted and outstanding will vest immediately.

The value of all stack option grants are estimated on the date of
the grant using the Black-Scholes option-pricing medel. There were no
stock options granted in 2006. The following table presents the weighted
average fair value, exercise price and assumptions used for the 2005
and 2004 stock option grants:

tors under the Incentive Plan, Awards of restricted stock were made in :E_A“ El"DEfD DEC{“T'BER;‘" 52?:5 ;?27
2002, 2005 and 2006. These awards may not be sold or otherwise trans- air value ? granis ssue : '
forred unil . ictions have lapsed. Th d stock-based Dividend yield 4.60% 4.74%
erred unti ‘ certain restrictions have lapsed. The uneamed stoc -base Expected volatlty 22.63% 23.48%
compensation refated to the 2002 and 2005 awards was amortized to Risk free rate 4.10% 3.22%
compensation expense over the vesting pesiod. The share-based expense Expected lives GAyears 6.5 years
for these awards was determined based on the fair vatue of the stock Exercise price $39.75 $37.54
at the date of grant applied to the total number of shares that were
A summary of the status of our fixed stock option plans and changes is presented below for the periods indicated:
) 2006 2005 2004
WEIGHTED AGGREGATE WEIGHTED AGGREGATE WEIGHTED AGGREGATE
AVERAGE  INTRINSIC AVERAGE  INTRINSIC AVERAGE  INTRINSIC
EXERCISE  VALUE EXERCISE  VALUE EXERCISE  VALUE
FIXED OPTIONS  SHARES PRICE  (IN MILLIONS)  SHARES PRICE  (IN MILLIONS)  SHARES PRICE (N MILLIONS)
Outstanding at beginning
of period 10,443,055  $33.74 10,540,946 $32.61 10,320,743 $31.39
Granted during the year — —_ 1,451,650 $39.25 1,602,850 $37.54
Exercised (955,500)  $32.54 (7,400,190 $30.65 {1,150,464) $28.05
Forfeited (84,451)  $38.54 (149,351) $36.32 (232,1 @3) $35.18 i
Outstanding at end of period 9,403,104 $33.82 $66.4 10,443,055 $33.74 $34.8 10,540,946 $32.61 $73.2
Exercisable at end of period 6,885,572 $32.73 $56.1 5,673,084 $31.55 $29.1 5,523,259 $30.39 $50.6

The total intrinsic value of the options exercised during the 12 months ended December 31, 2006, 2005 and 2004 was approximately $6.8 million,

$11.4 million and §11.3 million, respectively,



REMAINING OPTIONS OUTSTANDING WEIGHTED AVERAGE RANGE OF OPTIONS EXERCISABLE =~ WEIGHTED AVERAGE RANGE OF
CONTRACTUAL LIFE AT DECEMBER 31, 2006 EXERCISE PRICE EXERCISE PRICE AT DECEMBER 31, 2006 EXERCISE PRICE  EXERCESE PRICE
1 year — == = — — =
2 years 185,000 32,63 3263 185,000 32.63 32.63
3 years 681,958 28.00 2473 -29.38 681,958 28.00 2473 -79.38
4 years 382,181 - 26.97 21.99~27.06 382,181 26.97 21.99-27.06
5 years 960,947 22.69 22.50-32.76 960,947 22,69 22.50-32.76
6 years 1,511,064 39.50 39.50 1,511,064 39.50 39.50
7 years 1,750,205 32.66 32.66 1,422,105 32.66 3266
8 years 1,165,112 3240 32.40 766,552 32.40 3240
9 years 1,414,766 3754 37.54 655,231 37.54 37.54
10 years 1,351,871 39.25 39,25 320,534 39.25 39.25
9,403,104 6,885,572

As of December 31, 2006, there are approximately 2.5 million
options which have not yet vested. The uneamed compensation cost
related to these stock option awards is $3.2 million which is expected to
be recognized over a weighted average period of 2 years.

0. Recent Accounting Pronouncements

In February 2007, Financial Accounting Standards Board (“FASB") issued
Statement of Financial Accounting Standard (*SFAS"™) 159 "The Fair Value
Option for Financial Assets and Financial Liabilities.” This statement per-
mits entities to choose to measure many financial instruments and certain
other items at fair value that are not currently required to be measured at
fair vaiue. The objective is to improve financial reporting by providing
entities with the opportunity to mitigate volatility in reported eamings
caused by measuring related assets and liabflities differently without hav-
ing to apply complex hedge accounting provisions, This statement
requires a business entity to report unrealized gains and losses on items
for which the fair value option has been elected in eamings at each sub-
sequent reporting date. An entity may decide whether to elect the fair
value option for each eligible item on its election date, subject to certain
requirements described in the statement. This statement shall be effective
as of the beginning of each reparting entity's first fiscal year that begins
after November 15, 2007. KeySpan is currently reviewing the require-
ments of this statement and, at this point in time, we can not determine
the impact, if any, that this statement may have on results of operations,
financial position or cash flows.

On September 29, 2006, the FASB issued SFAS 158 Employers’
Accounting for Defined Benefit Pensions and Other Postretirement Benefit
Plans, an amendment of FASB Statements No, 87, 88, 106 and 132(R)."
SFAS 158 requires employers to fully recognize alt postretirement plans
funded status on the balance sheet as a net liability or asset and requires
an offsetting adjustment to accumulated other comprehensive income in
shareholders® equity. Certain of KeySpan's subsidiaries are subject to
deferral accounting requirements pursuant to rate agreements with the
NYPSC, MADTE and NHPUC. Further, KeySpan has certain contractual
rights to reimbursement for postretirement fiabifities in its agreements
with LIPA. As such, a portion of the offsetting position to the increase in
the total postretirement fiabilities has been reflected as a requlatory asset
and contractual asset. SFAS 158 does not change how postretirerent

benefits are accounted for and reported in the income statement; compa-
nies will continue to apply existing accounting guidance. KeySpan
adopted the provisions of SFAS 158 in December 2006. See Note 4
"Postretirement Benefits” for further information on SFAS 158.

On September 15, 2006, the FASB issued SFAS 157 “Fair Value
Measurements.” This statement defines fair value, establishes a frame-
work for measuring fair value in generally accepted accounting principles
and expands disclosures about fair value. SFAS 157 expands the disclo-
sures about the use of fair value to measure assets and liabilities in inter-
im and annual periods subsequent to initial recognition. The disclosures
facus on the inputs used to measure fair value, the recurring fair value
measurements using significant unobservable inputs and the effect of the
measurement on earnings (or changes in net assets} for the period. The
guidance in SFAS 157 also applies for derivatives and other financial
instruments measured at fair value under Statement 133 “Accounting for
Derivative Instruments and Hedging Activities” at nitial recognition and
in all subsequent periods. This Statement is effective for fiscal years
beginning after November 15, 2007, and interim periods within those fis-
cal years. KeySpan is currently reviewing the requirements of SFAS 157,
and at this point in time cannot determine what impadt, if any, SFAS 157
will have on its resuits of operations or financial position. This Statement
will have no impact on cash flow.

On July 13, 2006, the FASB issued Interpretation No. 48
"Accounting for Uncertainty In Income Taxes.” The FASB, in its interpreta-
tion of SFAS 109, “Accounting for Income Taxes,” seeks to reduce the
diversity in practice associated with certain aspects of the recognition and
measurement requirements related to accounting for income taxes. The
Interpretation prescribes a recognition threshold and a measurement
attribute for the financial statement recognition and measurement of tax
positions taken or expected to be taken in a tax return. For those benefits
to be recognized, a tax position must be more-likely-than-not to be sus-
tained upon examination by taxing authorities. The amount recognized is
measured as the fargest amount of henefit that is greater than 50 per-
cent likely of being realized upon ultimate settlement, The Interpretation
requires application for fiscal years beginning after December 15, 2006,
for first quarter 2007 reporting. KeySpan is currently reviewing the
requirements of this Interpretation and, at this point in time, we can not



determine the impact, if any, that this interpretation may have on results
of operations and financial position.

In December 2004 the FASB issued SFAS 123 {revised 2004 “SFAS
123R") “Share-Based Payment.” SFAS 123R focuses primarily on
accounting for transactions in which an entity obtains employee services
in share-based payment transactions. SFAS 123R revises certain provi-
sions of SFAS 123 "Accounting for Stock-Based Compensation” and
supersedes APB Opinion 25 "Accaunting for Stock Issued to Employees.”
The fair-value-based method in SFAS 123R is similar to the fair-value-
based method in SFAS 123 in most respects. However, the following are
key differences between the two: entities are now required to measure
liabilities incurred to employees in share-based payment transactions at
fair value as compared to using the intrinsic method allowed under SFAS
123; entities are now required to estimate the number of instruments for
which the requisite service is expected to be rendered, as compared to
accounting for forfeitures as they occur under SFAS 123; and incremental
compensation cost for a modification of the terms or conditions of an
award are also measured differently under SFAS 123R compared to
Statement 123. SFAS 123R also clarifies and expands SFAS 123's quid-
ance in several areas. The effective date of SFAS 123R was the beginning
of the first fiscal year beginning after June 15, 2005. KeySpan adopted
the prospective method of transition for stock options in accordance with
SFAS 148 "Accounting for Stock-Based Compensation — Transition and
Disclosure.” Accordingly, compensation expense has been recognized by
employing the fair value recognition provisions of SFAS 123 for grants
awarded after January 1, 2003. Therefore implementation of SFAS 123R
in Yanuary 2006 did not have a material impact on KeySpan's results of
operations or financial position and no impact on its cash flows.

P Impact of Cumulative Effect of Change

in Accounting Principles

KeySpan implemented FASB Interpretation No. 47 ("FIN 47"), effective
December 31, 2005. FIN 47 required KeySpan to record a liability and
corresponding asset representing the present value of conditional asset
retirement obligations associated with the retirernent of tangible, long-
lived assets on the date the obligations were incurred. At December 31,
2005, we recorded a $45.6 million liability and corresponding asset rep-
resenting the present value of conditional asset retivement obligations
associated with the retirement of tangible, long-lived assets on the date
the obligations were incurred. For the $45.6 million initial asset recorded,
approximately $4.3 million represents asset retirement costs that have
been deferred on the Consolidated Balance Sheet and will be depreciated
over the remaining life of the underlying associated assets lives. The
remaining $41.3 million represented cumulative accretion and deprecia-
tion expense associated with the liability and asset from the dates the
various obligations would have been recorded had this Interpretation
been in effect at the time the obligations were incurred,

Of the $41.3 million recorded, $11.3 million ($6.6 million, after-tax),
was recorded as a cumulative change in accounting principle on the
Consolidated Statement of Income. The remaining $30.0 million was
attributable to the Gas Distribution segment and was recorded as a

reduction to removal cost recovered. For asset retirement costs incurred in
the Gas Distribution segment, KeySpan is recovering these costs from utif-
ity customers and has been expensing a like amount through its depreci-
ation expense. A portion of this depreciation expense represents remaval
costs not yet incurred. The $30.0 million recorded to removal cost recov-
ered is for purposes of reclassifying a portion of this reserve to the asset
retirement obligation. {See Note 7, “Contractual Obligations, Financial
Guarantees and Contingencies — Asset Retirement Obligations™ for fur-
ther details.)

Under Accounting Principle Board Opinion No. 20 ("APB 207), the
pro-forma impact of the retroactive application resulting from the adop-
tion of a change in accounting principle is to be disclosed as follows:

(In Millions of Dollars, Except Per Share Amounts)
YEAR ENDED DECEMBER 31, 2005 2004

Eaminas for common stock $388.0 $458.1
Add back; Cumulative effect of

a change in accounting principle 6.6 -
Eamings for comman stock before

cumulative effect of a change in

accounting principle 394.6 4581
Less: FIN 47 Acaretion expense, net of taxes {0.5) {0.4)
Add: FiN 47 Depreciation expense, net of taxes (0.2) {0.2)
Pro-forma earnings $393.9 $457.5
Earnings per share before cumulative

change in accounting principle:

Basic - as reported $2.32 $2.86

Basic — pro-forma $2.32 $2.85

Diluted — as reported $2.31 $2.84

Diluted — pro-forma $2.31 $2.84
Eamings per share for common stock:

Basic ~ as reported $2.28 $2.86

Basic — pro-forma $2.32 $2.85

Diluted — as reported” $2.27 $2.84

Diluted — pro-forma $2.31 §$2.84

In addition to the above disclosure, FIN 47 requires disclosure of the
pro-farma impact of the liability for the asset retirement obligation for
the beginning of the earliest year presented and at the end of ail years
presented as if this Interpretation had been applied during ail periods
effected. The disclosure is as follows:

{In Millions of Dollars)

DECEMBER 31, 2006 2005

Asset retirement obligation — January 1 $47.4 $44.9
Accretion 26 25
Cost Incurred (2.7) -
Asset retirement obligation — December 31 $47.3 $47.4




Q. Accumulated Other Comprehensive Income
As required by SFAS 130, “Reporting Comprehensive income,” the com-
ponents of accumulated other comprehensive income are as foflows:

(In Miltions of Dollars)

DECEMBER 31, 2006 2005
Unrealized gains {losses) on marketable securities $1.1 $(0.9)
Accrued unfunded pension obligation (25.6) (63.5)
SFAS 158 transition (148.0) —
Unrealized losses on derivative financial instruments (2.8) (10.4)
Accumulated other comprehensive loss §(175.3) §(74.8)

R. Pension and Other Postretirement Plan Assets

Consistent with past practice and as required by SFAS 158, KeySpan val-
ues its pension and other postretiremant assets using the year-end market
value of those assets. Benefit obligations are also measured at year-end.

Note 2. Business Segments
We have four reportable segments: Gas Distribution, Electric Services,
Energy Services and Energy Investments.

The Gas Distribution segment consists of our six gas distribution
subsidiaries. KEDNY provides gas distribution services to customers in the
New York City Boroughs of Brookiyn, Queens and Staten Island. KEDLI
provides gas distribution services to customers in the Long Island
Counties of Nassau and Suffolk and the Rockaway Peninsula of Queens
County. The remaining gas distribution subsidiaries, collectively referred to
as KEDNE, provide gas distribution service to customers in Massachusetts
and New Hampshire.

The Electric Services segment consists of subsidiaries that operate
the electric transmission and distribution system owned by LIPA; own and
provide capadity to and produce energy for LIPA from our generating
facilities located on Long !stand; and manage fuel supplies for LIPA to fuef
our Long Island generating facilities. These services are provided in accor-
dance with existing long-term service contracts having remaining terms
that range from one to six years and power purchase agreements having
remaining terms that range from six to 20 years. On February 1, 2006,
KeySpan and LIPA agreed to extend, amend and restate these contractual
arrangements. (See Note 11, “2006 LIPA Settfement” for a further discus-
sion of these agreements.) The Electric Services segment also includes
subsidiaries that own or lease and operate the 2,200 MW Ravenswood
Facility focated in Queens, New York, and the 250 MW combined-cycle
Ravenswood Expansion. Collectively the Ravenswood Facility and
Ravenswood Expansion are referred to as the “Ravenswood Generating
Station”. Al of the enerqgy, capacity and ancillary services related to the
Ravenswood Generating Station are sold to the NYISQ energy markets, To
finance the purchase and/or construction of the Ravenswood Generating
Station, KeySpan entered into leasing arrangement for each facifity. The
Electric Services segment also conducts retail marketing of electricity to
commercial customers. {See Note 7 "Contractual Obligations, Financial
Guarantees and Contingencies” for further details on the leasing
arrangements.)

The Energy Services segment includes companies that provide
energy-related services to customers located primarily within the
Northeastern United States. Subsidiaries in this segment provide residen-
tiaf and small commercial customers with service and maintenance of
energy systems and appliances, as well as operation and maintenance,
design, engineering, consulting and fiber optic services to commercial,
institutional and industrial customers.

In 2005, KeySpan sold its mechanical contracting subsidiaries. The
operating results and financial position of these companies have been
reflected as discontinued operations on the Consolidated Statement of
Income and Consolidated Statement of Cash Flows for 2005, In the
fourth quarter of 2004, KeySpan's investment in its mechanical contract-
ing subsidiaries was written-down to an estimated fair value. During
2004, KeySpan recorded a non-cash goodwill impairment charge of
$108.3 miltion ($80.3 million after tax, or $0.50 per share) associated
with its mechanicai contracting operations and certain remaining opera-
tions. In addition, an impairment charge of $100.3 million ($72.1 million
after-tax or $0.45 per share) was also recorded to reduce the carying
value of the remaining assets of the mechanical contracting companies.
{See Note 10 “Energy Services — Discontinued Operations” for additional
details regarding these charges.) During the first six months of 2005,
operating losses were Incurred through the dates of sale of these compa-
nies of $4.1 million after-tax, including but not limited to costs incurred
for employee refated benefits. Partially offsetting these losses was a gain
of $2.3 million associated with the related divestitures, reflecting the dif-
ference between the fair value estimates and the financial impact of the
actual sale transactions. The net income impact of the operating losses
and the disposal gain was a loss of $1.8 million, or $0.01 per share for
the twelve months ended December 31, 2005.

The Energy Investments segment consists of our gas production and
development investments, as well as certain other domestic energy-relat-
ed investments. KeySpan's gas production and development activities
include its wholly-owned subsidiaries Seneca Upshur Petroleum, Inc.
(“Seneca-Upshur") and KeySpan Exploration and Production, LLC
("KeySpan Exploration®). Seneca-Upshur is engaged in gas production
and development activities primarily in West Virginia. KeySpan Exploration
is involved in a joint venture with Merit Energy Corporation, an independ-
ent ofl and gas producer that purchased its interest in the Joint Venture
from Houston Exploration.

This segment is also engaged in pipeline development activities,
KeySpan and Spectra Energy Corporation (formerly part of Duke Energy
Corporation) each own a 50% interest in the Islander East Pipefine
Company, LLC {"Islander East™). Islander East was created to pursue the
authorization and construction of an interstate pipeline from Connecticut,
across Long Island Sound, to a terminus near Shoreham, Long Island.
Once in service, the pipeline is expected to transport up to 260,000 DTH
daily to the Long Istand and New York City energy markets. Further,



KeySpan has a 26.25% interest in the Millennium Pipeline Company LLC,
the developer of the Millennium pipeline project, which is expected to
have the capacity to transport up to 525,000 DTH of natural gas a day
from Corning, New York to Ramapo, New York, where it will connect to
an existing pipeline. Additionally, subsidiaries in this segment hold a 20%
equity interest in the Iroquois Gas Transmisston System LP, a pipeline that
transports Canadian gas supply to markets in the northeastern United
States. These investments are accounted for under the equity method.
Accordingly, equity income from these investments is reflected as a com-
ponent of operating income in the Consolidated Statement of Income.

Through its wholly owned subsidiary, KeySpan LNG, KeySpan owns a
600,000 barrel liquefied naturaf gas storage and recelving facility in
Providence, Rhode Island, the operations of which are fully consolidated.

In the first quarter of 2005, KeySpan sald its 50% interest in
Premier Transmission Limited (" Premier”}, a gas pipeline from southwest
Scotland to Northern Ireland. On February 25, 2005, KeySpan entered
into a Share Sale and Purchase Agreement with BG Energy Holdings
Limited and Premier Transmission Financing Public Limited Company
{"PTFPL"), pursuant to which all of the outstanding shares of Premier
were to be purchased by PTFPL, On March 18, 2005, the sale was com-
pleted and generated cash proceeds of approximately $48.1 million, in
the fourth quarter of 2004, KeySpan recorded a pre-tax non-cash impair-
ment charge of $26.5 million reflecting the difference between the antici-
pated cash proceeds from the sale of Premier compared to its carrying
value. The final sale of Premier resulted in a pre-tax gain of $4.1 million
reflecting the difference from earlier estimates; this gain was recorded in
the first quarter of 2005,

During the first five months of 2004, our gas exploration and pro-
duction investments also included a 55% equity interest in The Houston
Exploration Company (*Houston Expioration”), an independent natural
gas and oil exploration company located in Houston, Texas, the opera-
tions of which were fully consalidated in KeySpan's Consolidated
Financial Statements. On June 2, 2004, KeySpan exchanged 10.8 million
shares of common stock of Houston Exploration for 100% of the stock of
Seneca-Upshur, previously a wholly owned subsidiary of Housten
Exploration. This transaction reduced our interest in Houston Exploration
from 55% to 23.5%. Effective June 1, 2004, Houston Exploration’s earn-
ings and our ownership interest in Houston Exploration were accounted
for on the equity method of accounting. This transaction resulted in a
gain to KeySpan of $150.1 million and was reflected in other income and
(deductions) on the Consolidated Statement of Income. The deconsolida-
tion of Houston Exploration required the recognition of certain deferred
taxes on our remaining investment resulting in a net deferred tax expense
of $44.1 million, Therefore, the net gain on the share exchange less the
deferred tax provision was $106 million, or $0.66 per share.

In November 2004, KeySpan sold its remaining 23.5% interest in
Housten Exploration (6.6 million shares) and received cash proceeds of
approximately $369 million. KeySpan recorded a pre-tax gain of $179.6
miflion which is reflected in other income and (deductions} on the
Consolidated Statement of Income. The after-tax gain was $116.8 million
or $0.73 per share.

Houston Exploration’s revenues, which are reflacted in KeySpan's
Consolidated Statement of Income in 2004 were $268.1 million. Housten
Exploration’s operating income, including KeySpan's share of equity eam-
ings, was $138.5 million in 2004.

During the first quarter of 2004, we also had an approximate 61%
investment in certain midstream natural gas assets in Western Canada
through KeySpan Energy Canada Partnership (" KeySpan Canada”). These
assets included 14 processing plants and associated gathering systems
that produced approximately 1.5 BCFe of natural gas daily and provided
associated natural gas liquids fractionation. These operations were fully
consolidated in KeySpan's Consclidated Financial Statements. On April 1,
2004, KeySpan and KeySpan Facilities Income Fund (the “Fund™}, which
previously owned a 39.09% interest in KeySpan Canada, consummated a
transaction whereby the Fund sold 15.617 million units of the Fund and
acquired an additionat 35.91% interest in KeySpan Canada from
KeySpan. As a result of this transaction, KeySpan's ownership of KeySpan
Canada decreased to 25%. KeySpan recorded a gain of $22.8 million
($10.1 milfion after-tax, or $0.06 per share) at the time of this transac-
tion. This gain was reflected in other income and (deducticns) on the
Consolidated Statement of Income, Effactive April 1, 2004 KeySpan
Canada's eamings and our ownership interest in KeySpan Canada were
accounted for on the equity method of accounting.

in huly 2004, the Fund issued an additional 10.7 million units, the
proceeds of which were used to fund the acquisition of the midstream
assets of Chevron Canada Midstraam Inc. This transaction had the effect
of further diluting KeySpan's ownership of KeySpan Canada to 17.4%.
KeySpan continued to account for its investment in KeySpan Canada on
the equity basis of accounting since it still exercised significant influence
over this entity.

In December 2004, KeySpan sold its remaining 17.4% interest in
KeySpan Canada to the Fund and received net proceeds of approximately
$119 miftion and recorded a pre-tax gain of approximately $35.8 million,
which is reflected in other income and (deductions) on the Consolidated
Statement of Income. The after-tax gain was approximately $24.7 million,
or $0.15 per share.

KeySpan Canada’s revenues, which are reflected in XeySpan's
Consolidated Statement of Income in 2004 were $25.2 million. KeySpan
Canada's operating income, including KeySpan's share of equity earnings,
was $16.5 million in 2004,

The accounting policies of the segments are the same as those used
for the preparation of the Consolidated Financial Statements. The seg-
ments are strategic business units that are managed separately because
of their different operating and requlatory environments. Operating
results of our segments are evaluated by management on an operating
income basis. For fiscal year 2004, the operating data of Houston



Exploration has been separately displayed. The reportable segment information is as follows:

(In Millions of Dollars}

GAS ELECTRIC ENERGY ENERGY
DISTRIBUTION SERVICES SERVICES INVESTMENTS ELIMINATIONS  CONSOL!DATED

YEAR ENDED DECEMBER 31, 2006

Unaffiliated revenue 5,062.6 1,880.6 203.4 350 — 7,1816
Intersegment revenue —_— —_ 9.6 53 (149 =
Depreciation, depletion and amortization 266.7 102.2 8.3 7.3 13.0 397.5
Gain on sales of property —_ 0.5 - 03 0.8 1.6
Income from equity investments — — — 131 — 131
Operating income 568.6 2930 5.3 155 (54.9) 8275
Interest income 15 0.6 0.1 0.4 10.6 13.2
Interest charges 179.6 65.0 209 15 {(10.9) 256.1
Total assets 10,536.6 24118 1923 351.3 885.5 14,4375
Equity method investments — —_ — 124.2 = 124.2
Construction expenditures 400.5 78.9 8.0 18.7 17.9 524.0

Eliminating items include intercompany interest income and expense and the efimination of certain intercompany accounts as well as activities of our corporate and administrative subsidiaries.
Electric Services revenues from LIPA and the NYISO of $1.8 billion for the year ended December 31, 2006 represents approximately 26% of our consolidated revenues during that period.
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(In Millions of Dollars)
GAS ELECTRIC ENERGY ENERGY
DISTRIBUTION SERVICES SERVICES INVESTMENTS ELIMINATIONS  CONSOLIDATED
YEAR ENDED DECEMBER 31, 2005

Unaffiliated revenue 5,390.1 2,042.7 191.2 38.0 —_ 7,662.0
intersegment revenue — 46 108 50 (20.4) —
Depreciation, depletion and amortization 271.0 91.7 7.6 6.8 13.4 396.5
Gain on sales of property 0.1 1.2 = 0.1 0.2 16
Income from equity investments —_ - —_ 15.1 — 15.1
Operating income 565.7 3423 2.7 20,6 (18.1 907.8
Interest income 0.9 0.8 0.2 2.8 16 12.3
Interest charges 178.2 7 18.4 1.8 (0.8) 269.3
Total assets 10,052.5 2,3480 199.0 3419 871.2 13,812.6
Equity method investments — — — 106.7 —_ 106.7
Construction expenditures 4103 88.8 8.4 226 9.4 539.5

Eliminating items include intercompany interest income and expense, the efimination of certain intercompany accounts, as well as activities of our corporate and administrative subsidiaries.
Electric Services revenues from LIPA and the NYISO of $2.0 biftion for the year ended December 31, 2005 represents approximately 26% of our consolidated revenues during that period.
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(In Millions of Dollars)

GAS ELECTRIC ENERGY HOUSTON ENERGY
DISTRIBUTON SERVICES SERVICES EXPLORATION INVESTMENTS EUMINATIONS  CONSOLIDATED

YEAR ENDED DECEMBER 31, 2004

Unaffiliated revenue 4,407.3 1,738.7 1824 268.1 54.0 — 6,650.5
Intersegment revenue — — 1.5 - 49 (16.4) —_
Depreciation, depletion

and amortization 2765 88.2 1.5 104.6 59.7 15.3 551.8
Gain on sales of property - 20 - - 5.0 - 7.0
income from equity investments — = —_ 20.7 258 — 46.5
Operating income 579.6 289.8 (48.3) 1385 (33.8) 9.5 935.3
Interest income 27 9.9 — 35 3.0 9.2) 9.4
Interest charges 176.8 129 194 35 39 54.8 331.3
Total assets 8,908.8 2,144.3 246.6 — 701.3 1,363.1 13,364.1
Equity method investments — - — — 107.1 — 107.1
Construction expenditures 4145 150.3 13.7 146.5 13.7 11.6 750.3

Eliminating items include intercompany interest income and expense and the elimination of certain intercompany accounts as well as actiities of our corporate and administrative subsidiaries.
Electric Services revenues from LIPA and the NYISO of $1.7 billion for the year ended December 31, 2004 represents approximately 25% of our consofidated revenues during that period,



Note 3. Income Tax
KeySpan files a consolidated federal income tax retum. A tax sharing
agreement between the KeySpan's holding company and its subsidiaries
pravides for the allocation of a reafized tax liability or asset based upen
separate return contributions of each subsidiary to the consolidated
taxable income or loss in the consolidated income tax retum, The sub-
sidiaries record income tax payable or receivable from KeySpan resulting
from the inclusion of their taxable income or loss in the consolidated
return.

Income tax expense is reflected as foflows in the Consolidated
Statement of Income:

S e = i
(in Millions of Dollars)

YEAR ENDED DECEMBER 31, 2006 2005 2004
Current Income Tax

Federal 1.3 175.7 205.1

State and Local 16,6 309 (3.2)
Total Current ncome Tax $ 579 $206.6 $201.9
Deferred Income Tax

Federal 93.8 17.1 118.3

State and Local 238 15.6 53
Totat Deferred Income Tax 1176 $ 327 $1236
Total Income Tax $1755 $239.3 $325.5

At December 31, the significant components of KeySpan’s deferred
tax assets and liabilities calculated under the provisions of SFAS No.109
"Accounting for Income Taxes” were as follows:

B
{In Millions of Dollars)

DECEMBER 31, 2006 2005

Reserves not currently deductible $46.1 $28.4

State income tax {49.7) {20.6}
Property related differences (1,179.3) (1,080.8)
Regulatory tax asset {29.3) (24.5}
Employees benefits and compensation 246 (30.3)
Property taxes (82.1 (84.1)
Other items - net 939 54.0
Net deferred tax Hability $(1,176.9)  $(1,157.9)

The federal income tax amounts included in the Consolidated
Statement of Income differ from the amounts which result from applying
the statutory federal income tax rate to income before income tax.

The table below sats forth the reasons for such differences:

{In Millions of Dollars)

YEAR ENDED DECEMEBER 31, 2006 2005 2004
Computed at the statutory rate $213.2 $2233 $329.1
Adjustments refated to:

State income tax, net of Federal benefit  29.4 29.0 248
Tax credits (1.3} (1.4) (2.2)
Removal costs {2.1} 2.9) (0.6)
Accrual 1o retumn adjustments (3.8} 6.7 (10.7)
Saie of subsidiary stack — = (22.5)
Minarity interest in Houston Exploration  — = 12.9
Contribution of land — (3.8) —
Dividends paid to employee benefit plan  (3.7) (3.9 {3.6)
Impact of IRS audit settlement (44.5) — —-
Impact of NYC audit settiement (7.1) — —
Other items — net {4.6) 7.0 (1.7)
Total Income Tax $175.5 $239.3 $325.5
Effective income tax rate {1) 29% 38% 35%

{1} Reflects both federal as well as state income taxes.

KeySpan's consolidated effective income tax rate, including city and
state income taxes, was 28.8% for the twelve months ended December
31, 2006 compared to 37.5% for the corresponding period in 2005, In
20086, KeySpan resolved its dispute with the New York City Department of
Taxation and Finance with respect to income taxes relating to the opera-
tions of its merchant electric generating facility, As a result of the favor-
able settlement of this issue, KeySpan reversed a previously recorded tax
reserve of $11.9 million ($7.1 million after federal income taxes), In
addition, pursuant to indemnity obligations contained in the Long Island
Lighting Company ("LILCO"} / KeySpan merger agreement of May 1998,
KeySpan had been working with the Internal Revenue Service ("IRS”) to
resolve certain disputes with regard to LILCO's tax returns for the tax
years ended December 31, 1996 through March 31, 1999 and KeySpan's
and The Brooklyn Union Gas Company’s (d/b/a KEDNY) tax retums for
the years ended September 30, 1997 through December 31, 1998, A set-
tlement of the outstanding issues was reached in 2006 and, following
IRS procedure, the settlement was submitted to the Joint Committee on
Taxation on Ociober 30, 2006 for final approval, which s expected in
early 2007. Accordingly, KeySpan reversed $44.5 million of previously
established tax reserves. Further, a $3.4 million benefit was recorded in
2006 reflecting an accrual for prior investment tax credits that KeySpan is
entitled to. KeySpan has recently filed amended tax returns to reflect its
entitlement to investment tax credits for the period 2000 through 2004.
The decrease in the effective tax rate for the twelve months ended
December 31, 2006 compared to the same period in 2005, was primarily
due to the aforementioned items.

The IRS has also recently commenced the examination of KeySpan's
tax retumns for the years ended December 31, 2002 and 2003. At this
time, we cannot predict the result of these audits.



The American Jobs Creation Act of 2004, signed into law on October
22, 2004, provides for a special one-time tax deduction, or dividend
received deduction (*DRD") of 85% of qualifying foreign earnings that
were repatriated in 2004 or 2005, We currently estimate that KeySpan
has repatriated dividends of approximately $9.5 million of earnings under
this provision and received, as a resuft, a tax benefit of $2.8 miilion,

As of December 31, 2006 KeySpan has $412 million of state net
operating losses which will expire between 2011 and 2022.

Note 4. Postretirement Benefits
Penston Plans: The following information represents the consolidated
results for our noncontributory defined benefit pension ptans which cover
substantially all employees. Benefits are based on years of service and
compensation. Funding for pensions is in accordance with requirements
of federal law and regulations. KEDLI and Boston Gas Company are sub-
ject to certain deferral accounting requirements mandated by the NYPSC
and MADTE, respectively for pension costs and other postretirement
benefit costs. Further, KeySpan's electric subsidiaries are subject to certain
“true-up” provisions in accordance with the LIPA service agreements.
The calcutation of net periodic pension cost is as follows:

(In Millions of Dollars)

YEAR ENDED DECEMBER 31, 2006 2005 2004
Service cost, benefits earned during

the period $ 627 § 565 $ 529
Interest cost on projected

benefit obligation 155.1 148.5 144.2
Expected return on plan assets {186.0) (173.9) (158.2)
Net amortization and deferal 88.7 741 63.3
Special termination benefits — 2.2 —
Total pension cost $ 1205 $ 108.2 § 102.2

The following table sets forth the pension plans’ funded status at
December 31, 2006 and December 31, 2005.

(in Millions of Dollars)

YEAR ENDED DECEMBER 31, 2006 2005
Change in benefit obligation:

Benefit obligation at heginning of period $(2.715.0)  $(2.520.1)
Service cost 62.7} (56.6)
Interest cost {155.0) {148.5)
Amendments (11.5) 0.1)
Actuarial foss 283 (117.9}
Benefits paid 1338 1304
Special termination benefits — 2.2)
Benefit abligation at end of period $(2,782.1)  $(2.7115.0)
Change in plan assets:

Fair value of plan assets at beginning of period 2,2135 20289
Actual retum on plan assets 299.6 166.7
Employer contribution 94.9 1483
Benedits paid {133.8) {130.4)
Fair value of plan assets at end of period 2,474.2 2,2135
Funded status (307.9) {501.5)

Amounts recognized in the statement of financial position consist of:

Noncurrent assets $  —
Current liabilities {6.3)
Noncurrent liabilities {301.6) -
Total $ (307.9)

Amounts recognized in accumulated other comprehensive income consist of:

Net gainf{loss) $ {451.8)
Prior service cost {(49.4)
Total $ (501.2)*

Estimated amounts of accumulated other comprehensive income to be
recognized in the next fiscal year through et periodic pension cost:

Net gain/{loss) $ (53.3)
Prior service cost {10.3)
Total $ (636"

*The above amounts are before adjustments for requiatory and contractual deferrals and
deferred taxes

The table below details the end-of-year assumptions used for both
the net periodic cost calculations and liability amounts.

YEAR END DECEMBER 31, 2006 20035 2004 2003
Assumptions:
Obligation discount 5.00% 5.75% 6.00% 6.25%
Asset return, net of tax 8.50% 8.50% 8.50% 8.50%
Average annual increase

in compensation 4.00% 4.00% 4.00% 4.00%




The following benefit payments, which reflect expected future serv-
ice, as appropriate, are expected to be paid in the years indicated:

{In Millions of Dollars}

PENSION BENEFITS

2007 $138.3
2008 $141.8
2009 $145.5
2010 $150.4
201 $156.0
Years 2012- 2016 $906.4

Under Funded Pension Obligation: SFAS 158 "Employers’ Accounting
for Defined Benefit Pension and Other Postretirement Plans™ requires full
balance sheet recognition of the net overfunded or underfunded status
of each pension and other postretirement plan. The funded status of
pension plans is to be measured as the difference between the fair value
of plan assets minus the projected benefit obligation. At December 31,
2006, KeySpan's projected benefit obligation was in excess of pension
assets by $307.9 million. Amounts that are not recognized in net periodic
benefit costs will be recorded through accumulated other comprehensive
income. At December 31, 2006, the amount recognized in accumulated
other comprehensive income was $134.7 million, net of tax and regula-
tory and contractual deferrals.

The following table reconciles the 2005 Consolidated Balance Sheet
with the impact of SFAS 158:

(n Millions of Dollars)

PENSION

LIABILITY AOCI
Prepaid Asset December 31, 2005 $2189 $§ —
Additional minimum liability (257.4) (63.5)
Balance at December 31, 2005 (38.5) (63.5)
2006 activity (25.6) =
Reduction to additional minimum liability 137.0 137.0
Incremental SFAS 158 liability (380.8) (380.8}
Intangible asset reversal — (41.1}
Incremental deferrals and deferred taxes — 213.7
Balance at December 31, 2006 $(307.9) $(134.7)

At December 31, 2006 the projected benefit obligation, accumulat-
ed benefit obligation and value of assets for plans with accumulated
benefit obligations in excess of plan assets were $1.4 billion, $1.3 billion
and $1.2 biffion, respectively.

At December 31, 2005 the accumulated benefit obligation was in
excess of pension assets. As prescribed by SFAS 87 “Employers’

Actounting for Pensions,” KeySpan had a $257.4 million minimurn
liability at December 31, 2005, for this unfunded pension obligation.

As permitted under accounting guidetines then applicable, these accruals
were offset by a comespanding debit to a long-term asset up to the
amount of accumulated unrecognized prior service costs. Any remaining
amount was to be recorded in accumulated other comprehensive income
on the Consolidated Balance Sheet.

Therefore, at December 31, 2005, we had a long-term asset in
deferred charges other of $41.1 mitlion, representing the amount of
unrecognized prior service cost and a debit to accumulated other compre-
hensive income of $97.8 million, or $63.6 million after-tax. The remaining
amount of $118.3 million was recorded as a contractual receivable from
LIPA of $103.8 million and a requlatory asset of $14.5 million, represent-
ing the amounts that could be recovered from LIPA and the Boston Gas
ratepayer in accordance with our service and rate agreements,

At December 31, 2005 the projected benefit obligation, accumu-
lated benefit obligation and value of assets for plans with accumulated
benefit obligations in excess of plan assets were $1.4 billion, $1.3 billion
and $997 million, respectively.

Other Postretirement Benefits: The following information represents
the consolidated results for our non-contributory defined benefit plans
covering certain health care and life insurance benefits for retired employ-
ees. We have been funding a portion of future benefits over employees’
active service lives through Voluntary Employee Beneficiary Association
{*VEBA"} trusts. Contributions to VEBA trusts are tax deductible, subject
to limitations contained in the Internal Revenue Code.

Net periodic other postretirement benefit cost included the following
components:

(In Millions of Dollars)

YEAR ENDED DECEMBER 31, 2006 2005 2004
Service cost, benefits earned

during the period $ 243 § 224 $ 197
Interest cost on accumulated

postretirement benefit obligation 74.9 75.7 70.2
Expected return on plan assets (36.6) {36.1} (33.9
Net amortization and deferral 57.3 59.9 410
Spedial termination benefits — 1.7 —
Other postretirement cost $120.5 $1256 $97.0




The following table sets forth the plans’ funded status at December
31, 2006 and December 31, 2005,

The table below details the end-of-year 2ssumptions used for both
the net periodic cost calculations and liability amounts.

(In Millions of Dollars) ~ YEAR END DECEMBER 31, 2006 2005 2004 2003
YEAR ENDED DECEMBER 31, 2006 2005 Assumptions:
Change in benefit obligation: Obligation discount 6.00% 575%  6.00%  625%
Benefit obligation at beginning of period $(1.4143)  $(1,336.7) Asset retum, petof tax ~ 8.25% 8.75% 825%  8.00%
Actual Medicare Part D subsidy received {0.9) — Average annual increase
Expected less actual Medicare Part D in compensation 4.00% 4,00% 400%  A00%

subsidy received in 2006 2.7 —

SO @49 244) The measurement of plan fiabilities assumes a health care cost trend
Interest cost (74.9) (75.7) te of 9.0% arading d 4.75% in th 2012 A 1% i .
Plan participants' contrbutions 35) (3.4) rate of 9.0% grading down to 4.75% in the year A |paease in

b the health care cost trend rate would have the effect of increasing the
Amendments 3 s
Actuarial gain (loss) ' 1324 (38.3) accumuiated postretirement benefit obligation as of December 31, 2006
Benefits paid 65.8 627 by $157.3 million and the net periodic health care expense by $14.5 mil-
Special termination benefit — (.0 lion. A 1% decrease in the health care cost trend rate would have the
Benef t obiigation at end of period (132300  (1,4143)  effect of decreasing the accumulated postretirement benefit obligation as
Change in p an assets: of December 31, 2006 by $137.4 million and the net periodic health care
Fait value of plan assets at beginning of period 4696 464.0 expense by $12.3 million.
Acual retum on plan assets 56.8 29.1 The following benefit payments, which reflect expected future serv-
g7 GBI o A Bl ice, as appropriate, are expected to be paid in the years indicated:
Pian participants’ contributions 3.5 34
Benefits paid {65.8) {62.7) {In Millions of Dollars)
Fair value of plan assets at end of period 500.4 469.6 GROSS SUBSIDIARY

BENEFIT RECEIPTS
Funded status (822.6) (944.7) P EXPECTED"*
2007 $68.0 §3.9
2008 $724 $43

Amounts recognized in the statement of financial position consist of: 2009 $77.1 $46
Noncurrent assets $ 136 7010 $81.6 $4.9
Current fiabilities {6.6) 2011 $85.6 $5.2
Noncurrent liabilities (8295) Yoars 2012 — 2016 $472.4 5297
Total $ (822.6)

Amounts recognized in accumulated other comprehensive income consist of:

fet gainf{loss) $ (337.9)
Prior service cost 85.1
Total $ {252.8)"

Estimated amounts of accum.. ated other comprehens ve income 10 be
recognized n the next f'scal year througn net per:oaic pension cost:

Net gain/{loss) § (619
Prior service cost 12.3
Total $ (49.0)

*The above amounts are before adjustments for requiatory and contractual
deferrals and deferred taxes

**Rebates are based on cafendar year in which prescription drug costs are incurred.
Actual receipt of rebates may occur in the following year.

Under Funded Other Postretirement Obligation: As noted previously,
SFAS 158 requires full balance sheet recognition of the net overfunded or
underfunded status of each pension and other postretirement plan, The
funded status of other postretirement plans is to be measured as the
difference between the fair value of plan assets minus the accumulated
benefit obligation. At December 31, 2006, KeySpan's accumulated benefit
obligation was in excess of other postretirement assets by $822.6 million.
Amounts that are not recognized in net periodic benefit costs will be
recorded through accumulated other comprehensive income. At
December 31, 2006, the amount recognized in accumutated other
comprehensive income was $39.0 million, net of tax and requlatory and
contractual deferrals.



The following table reconciles the 2005 Censolidated Balance
with the impact of FAS 158:

(In Millions of Dollars)

OPEB
LIABILITY AOC
Accrual at December 31, 2005 $4847) 3 —
2006 Activity (85.1) e
Incrementat SFAS 158 liability (252.8) (252.8)
Incremental deferrals and deferred taxes — 213.8
Balance at December 31, 2006 $(822.6) $ (39.0)

At December 31, 2006, KeySpan had a contractual receivabte from
LIPA of $583.7 million representing pension and other postratirement
benefits associated with the electric business unit employees recorded in
deferred charges other on the Consolidated Balance Sheet. LIPA has been
reimbursing us for costs related to the postretirement benefits of the
electric business unit employees in accordance with the LIPA Agreements.

Pension/Other Postretirement Benefit Plan Assets: KeySpan's weight-
ed average asset allocations at December 31, 2006 and 2005, by asset
category, for both the pension and other postretirement benefit plans are
as follows:

Defined Contribution Plan: KeySpan also offers both its union and
management employees a defined contribution plan. Both the KeySpan
Energy 401(k) Plan for Management Employees and the KeySpan Energy
401{k) Plan for Union Employees are available to al eligible employees.
These Plans are defined contribution plans subject to Title | of the
Employee Retirement Income Security Act of 1974 ("ERISA”). Eligible
employees contributing to the Plan may receive certain employer contri-
butions including matching contributions and a 10% discount on the pur-
chase of KeySpan common stock in the Plan. The matching contributions
were in KeySpan's common stock until fanuary 2006. The matching con-
tributions are now determined at efaction of KeySpan employees. For the
years ended December 31, 2006, 2005 and 2004, we recorded an
expense of $14.7 million, $15.2 million, and $14.7 million, respectively.

Required disclosures on the Impact of the Adoption of SFAS No.158
on the Balance Sheet: SFAS 158 requires that in the transition year
KeySpan must first calculate the minimum pension liability as of the end
of the year the statute is implemented and disclose the change that
would have been reflected in OCI for that year. The difference between
the recorded amounts in 0C| and the amounts reflected in the imptemen-
tation of SFAS 158 constitute the transition adjustment amount. The fol-
lowing table reflects the effect of the transition.

PENSION OPER
ASSET CATEGORY 2006 2005 2006 2005
Equity securities 67% 65% 69% 70%
Debt securities 26% 2% 24% 3%
Cash and equivalents 1% 3% 2% 2%
Venture capital 6% 5% 5% 5%
Total 100% 100% 100% 100%

The fong-term rate of retum on assets {pre-tax) is assumed to be
8.5%, net of expenses which management believes is an appropriate
long-term expected rate of return on assets based on our investment
strategy, asset allocation mix and the historical performance of equity
and fixed income investments over fong periods of time, The actual
ten- year compound rate of retumn, net of expenses, for our Plans is
greater than 8.5%.

Our master trust investment allocation policy target for the assets of
the pension and other postretirement benefit plans is 70% equity and
30% fixed income.

KeySpan has developed a multi-year funding strateqgy for its plans. We
believe that it is reasonable to assume assets can achieve or outperform
the assumed long-term rate of return with the target allocation as a result
of historical performance of equity investments over long-term periods.

Cash Contributions: In 2007, KeySpan is expected to contribute approxi-
mately $95 million to its pension plan and approximately $36 million to
its other postretirement benefit plan.

(in Millions of Dollars)

DECEMBER 31,2006 SFAS 158  DECEMBER 31,
BEFORE SFAS 158 TRANSITION 2006

Requlatory assets $ 71049 $226.6 $ 9375
Other deferred charges § 695.2 $ 1799 $ 875.1
Defarred income taxes $1,309.0 ${132.6) $1,176.4
Postretirement benefits

and other reserves $1,033.0 $634.3 $1,667.3
Accumulated other

comprehensive foss § (22.3) $(148.0) $ (175.3)
Total comman equity $4,666.8 $(148.0) $4.518.8

Note 5. Capital Stock

Common Stock: Cumently KeySpan has 450,000,000 shares of
authorized common stock. At December 31, 2006, KeySpan had 9.5 mil-
lion shares, or $273.6 miltion of treasury stock outstanding. During
2006, KeySpan issued approximately 1.0 million shares out of treasury
for the dividend reinvestment feature of our Investor Program, the
Employee Discount Stock Purchase Plan, the 401(k} Plan and the Long-
Term Incentive Compensation Plan.

On May 16, 2005, KeySpan issued 12.1 million shares of comman
stock, in association with the MEDS Equity Units conversion, at an
issuance price of $37.93 per share pursuant to the terms of the forward
purchase contract. KeySpan received proceeds of approximately
$460 million from the equity conversion, The number of shares issued
was dependent on the average closing price of our common stock ever



the 20 day trading period ending on the third trading day prior to May
16, 2005. (See Note 6 “Long-Term Debt and Commercial Paper” for fur-
ther details on the MEDS Equity Units.)

Preferred Stock: We have the authority to issue 100,000,000 shares of
preferred stock with the following classifications: 16,000,000 shares of
preferred stock, par value $25 per share; 1,000,000 shares of preferred
stock, par value $100 per share; and 83,000,000 shares of preferred
stock, par value $.01 per share, There was no outstanding preferred stock
at December 31, 2006 and 2005.

Note 6. Long-Term Debt And Commaercial Paper

Notes Payable: During 2006, KeySpan issued at KEDNY and KEDLI,
respectively, $400 million and $100 million of Senior Unsecured Notes at
5.60% due November 29, 2016. Additionally, KEDLI has $125 million of
Medium-Term Notes at 6.90% due January 15, 2008, and $400 million
of 7.875% Medium-Term Notes due February 1, 2010, outstanding at
December 31, 2006 each of which is guaranteed by KeySpan.

KeySpan also has $1.9 billion of medium and long term notes out-
standing at December 31, 2005 of which $950 million of these notes
were associated with the acquisition of Eastern and ENJ, These notes
were issued in two series as foflows: $700 million of 7.625% Notes due
2010 and $250 million of 8.00% Notes due 2030. In addition, KeySpan
has $467.2 million of notes outstanding pursuant to the MEDS Equity
Linits conversion in 2005. The MEDS Equity Units consisted of a three-
year forward purchase contract for our common stock and a six-year
note. The purchase contract required us, three years from the date of
jssuance of the MEDS Equity Units, May 16, 2005, to issue and the
investors to purchase, a number of shares of our common stock based on
a formula tied to the market price of our common stock at that time. The
8.75% coupon was composed of interest payments on the six-year note
of 4.9% and premium payments on the three-year equity forward con-
tract of 3.85%.

In 2005, KeySpan was required to remarket the note component of
the Equity Units and reset the interest rate to the then current market
rate of interest; however, the reset interest rate could not be set below
4,9%. fn March 2005, KeySpan remarketed the note component of
$394.9 million of the Equity Units at the reset interest rate of 4.9%
through their maturity date of May 2008. The balance of the notes
(365.1 million) were held by the originat MEDS equity holders in accor-
dance with their terms and not remarketed. KeySpan then exchanged
$300 million of the remarketed notes for $307.2 million of new 30 year
notes bearing an interest rate of 5.8%. Therefore, KeySpan now has $160
million of 4.9% notes outstanding with a maturity date of May 2008 and
$307.2 million of 5.8% notes outstanding with a maturity date of April
2035 that are classified as medium and long term notes.

On May 16, 2005 KeySpan issued 12.1 million shares of common
stock, at an issuance price of $37.93 per share, pursuant to the terms of
the financial purchase contract described above. KeySpan received pro-
ceeds of approximately $460 million from the equity conversion. The

number of shares issued was dependent on the average closing price of
our common stock over the 20 day trading period ending on the third
trading day prior to May 16, 2005.

The remaining debt of $483.2 million had interest rates ranging
from 4.65% to 9.75%.

Gas Facilities Revenue Bonds; KEDNY can issue tax-exempt bonds
through the New York State Energy Research and Development Authority
{"NYSERDA"). Whenever bonds are issued for new gas facilities projects,
proceeds are deposited in trust and subsequently withdrawn to finance
gualified expenditures. There are no sinking fund requirements on any of
our Gas Facilities Revenue Bonds (“GFRBs"). At December 31, 2006,
$640.5 million of GFRBs were outstanding. The interest rate on the vari-
able rate series due through July 1, 2026 is reset weekly and ranged from
2.55% to 3.65% during the year ended December 31, 2006, at which
time the rate was 3.65%.

Promissory Notes to LIPA: In connection with the KeySpan/LILCO trans-
action, KeySpan and certain of its subsidiaries issued promissory notes to
LIPA to support certain debt obligations assumed by LIPA, At December
31, 2006, $155.4 million of these promissory notes remained outstand-
ing. Under these promissory notes, KeySpan is required to obtain letters
of credit to secure its payment obligations if its long-term debt is not
rated at least in the "A” range by at least two nationally recognized sta-
tistical rating agencies. At December 31, 2006, KeySpan was in compli-
ance with this requirement.

Industrial Development Revenue Bonds: At December 31, 2006,
KeySpan had outstanding $128.3 miltion of tax-exempt bonds with a
5.25% coupon maturing in June 2027. Fifty-three million dollars of these
Industriat Development Revenue Bonds were issued in its behalf through
the Nassau County Industrial Development Authority for the construction
of the Glenwood Energy Center, an electric-generation peaking plant, and
the balance of $75 million was issued in its behalf by the Suffolk County
Industrial Development Authority for the Port Jefferson Energy Center an
electric-generation peaking plant. KeySpan has guaranteed all payment
obligations of these subsidiaries with regard to these bonds.

First Mortgage Bonds: Colonial Gas Company had outstanding $95.0
million of first mortgage bonds at December 31, 2006. These bonds are
secured by gas utility property. The first mortgage bond indentures
include, among other provisions, limitations on: (i) the issuance of long-
term debt; {ii} engaging in additional lease obligations; and (iii) the pay-
ment of dividends from retained eamings. At December 31, 2006, these
bonds remain outstanding and have interest rates ranging from 6.34% to
8.80% and maturities that range from 2008 — 2028.



Authority Financing Notes: Certain of our electric generation sub-
sidiaries can issue tax-exempt bonds through the NYSERDA. At December
31, 2006, $41.1 million of Authority Financing Notes 1999 Series A
Pollution Contro! Revenue Bonds due October 1, 2028 wera outstanding.
The interest rate on these notes is reset based on an auction procedure.
The interest rate during 2006 ranged from 2.70% to 3.65%, through
December 31, 2006, at which time the rate was 3.65%.

We also have outstanding $24.9 million variable rate 1997 Series A
Electric Facilities Revenue Bonds due December 1, 2027, The interest rate
an these bonds is reset weekly and ranged from 2.98% to 4.00% for the
year ended December 31, 2006, at which time the rate was 3.95%.

Ravenswood Master Lease: We have an arrangement with an unaffili-
ated variable interest financing entity through which we lease a portion
of the Ravenswood Facility. We acquired the Ravenswood Facifity, in part,
through the variable interest entity, from the Consolidated Edison
Company of New York (" Consolidated Edison”} on June 18, 1999 for
approximately $597 million. In order to reduce the initial cash require-
ments, we entered into a lease agreement {the “Master Lease”) with the
variable interest entity that acquired a portion of the facility, or three
steam generating units, directly from Consolidated Edison and leased it to
a KeySpan subsidiary. The variable interest financing entity acquired the
property for $425 million, financed with debt of $412.3 million (97% of
capitalization) and equity of $12.7 million (3% of capitalization). KeySpan
has no ownership interests in the units or the variable interest entity.
KeySpan has guaranteed all payment and performance obligations of our
subsidiary under the Master Lease. Monthly lease payments are substan-
tially equal to the monthly interest expense on the debt securities.

We have classified the Master Lease as $412.3 million of long-term
debt on the Consolidated Balance Sheet based on our current status as
primary beneficiary as defined in Financial Accounting Standards Board
Intespretation No. 46 (“FIN 46"), "Cansolidation of Variable Interest
Entities, an Interpretation of ARB No. 51." Further, we have an asset on
the Consolidated Balance Sheet for an amount substantially equal to the
fair market value of the leased assets at the inception of the lease, less
depreciation since that date, or approximately $307.7 millien, Under the
terms of our credit facilities, the Master Lease is considered debt in the
ratio of debt-to-total capitalization. (See Note 7 "Contractual Obligations,
Financial Guarantees and Contingencies” for additional information
regarding the leasing arrangement associated with the Master Lease
Agreement.)

Commercial Paper and Revolving Credit Agreements: KeySpan has
two aedit fadilities, which total $1.5 biliton — $920 million for five years
through 2010, and $580 million through 2009 — which will continue to
support KeySpan's commercial paper program for ongoing working capi-
tal needs,

The fees for the facilities are based on KeySpan's current credit rat-
ings and are increased or decreased based on a downgrading or upgrad-
ing of our ratings. The current annual facility fee is 0.07% based on our
credit rating of A3 by Moody's Investor Services and A by Standard &

Poor’s for each facility. Both aredit facilities allow for KeySpan to borrow
using several different types of loans; specifically, Eurodollar foans, ABR
loans, or competitively bid foans. Eurodollar loans are based on the
Eurodollar rate plus a margin that is tied to our applicable credit ratings.
ABR loans are based on the higher of the Prime Rate, the base CD rate
plus 1%, or the Federal Funds Effective Rate plus 0.5%. Competitive bid
foans are hased on bid results requested by KeySpan from the lenders.
We do not anticipate borrowing against these fadilities; however, if the
credit rating on our commercial paper program were to be downgraded,
it may be necessary to do so.

The facilities contain certain affirmative and negative operating
covenants, including restrictions on KeySpan's ability to mortgage, pledge,
encumber or otherwise subject its utility property to any lien, as well as
certain finandial covenants that require us to, among other things, main-
tain a consolidated indebtedness to consolidated capitalization ratio of
ro more than 65% at the last day of any fiscal quarter. Vielation of these
covenants could result in the termination of the facilities and the required
repayment of amounts borrowed thereunder, as weli as possible ¢ross
defaults under other debt agreements. At December 31, 2006, KeySpan’s
consolidated indebtedness was 49.9% of its consolidated capitalization
and KeySpan was in compliance with all covenants.

Subject to certain conditions set forth in the credit facility, KeySpan
has the right, at any time, to increase the commitments under the $920
million facility up to an additional $300 million, In addition, KeySpan has
the right to request that the termination date be extended for an addi-
tional period of 365 days prior to each anniversary of the closing date.
This extension option, however, requires the approval of lenders holding
more than 50% of the total commitments to such extension request,
Under the agreements, KeySpan has the ability to replace non-consenting
lenders with other pre-approved banks or financial institutions.

At December 31, 2006, we had cash and temporary cash invest-
ments of $210.9 million. During 2006, we repaid $572.6 million of com-
mercial paper and, at December 31, 2006, $85.0 million of commercial
paper was outstanding at a weighted average annualized interest rate of
5.43%. At December 31, 2006, KeySpan had the ability to issue up to an
additional $1.4 billion, under its commercial paper program.

Capital Leases: Our subsidiaries lease certain facilities and equipment
under long-term leases, which expire on various dates through 2014, The
weighted average interest rate on these obligations was 6.0%.



Debt Maturity: The following table reflects the maturity schedule for our
debt repayment requirements, including capitalized leases and related
maturities, at December 31, 2006:

(In Millions of Dollars)

LONG-TERM CAPITAL

DEBT LEASES TOTAL
Repayments:
2007 $ — $1.2 $ 1 :h2
2008 305.0 1.1 306.1
2009 4123 1.2 413.5
2010 1,110.0 13 1,113
2011 20.0 13 243
Thereafter 2,575.6 3.7 2,579.3

$44229 $9.8 $4,432.7

Note 7. Contractual Obligations, Financial

Guarantees and Contingencies

Lease Obligations: Lease costs induded in operating expense were
$76.2 million in 2006 including the Jease of KeySpan’s Brooklyn head-
quarters of $10.7 million. KeySpan has a leveraged lease financing
arrangement associated with the Ravenswood Expansion. The yearly
operating lease expense is approximately $17 million per year. {See the
caption below “Sale/Leaseback Transaction” for further details of this
lease.) Lease costs also include leases for other buildings, office equip-
ment, vehicles and power operated equipment. Lease costs for the year
ended December 31, 2005 and 2004 were $76.5 million and $67.7 mil-
lion, respectively. As previously mentioned, the Master Lease is consoli-
dated and, as a result, lease payments are reflected as interest expense
on the Consolidated Statement of Income, The future minimum cash lease
payments under various leases, excluding the Master Lease, but including
the Ravenswood Expansion lease, all of which are operating leases, are
$103.8 million per year over the next five years and $580.1 million, in
the aggregate, for all years thereafter, (See discussion below for further
information regarding the Master Lease and the Ravenswood Expansion
sale/leaseback transaction.)

Variable Interest Entity: As mentioned, KeySpan has an arrangement
with a variable interest entity through which it leases a portion of the
Ravenswood Facility. We acquired the Ravenswood Facility, a 2,200~
megawatt electric generating facility located in Queens, New York, in
part, through the variable interest entity from Consolidated Edison on
June 18, 1999, for approximately $597 million. In order to reduce the ini-
tial cash requirements, we entered into the Master Lease with a variable
interest, unaffiliated financing entity that acquired a portion of the facili-
ty, or three steam generating units, directly from Consolidated Edison and
leased it to our subsidiary, KeySpan Ravenswood, LLC. The variable inter-
est unaffiliated financing entity acquired the property for $425 miltion,
financed with debt of $412.3 miltion (97% of capitalization) and equity
of $12.7 million (3% of capitalization). KeySpan has no ownership inter-
ests in the units or the variable interest entity. KeySpan has quaranteed
alt payment and performance obligations of KeySpan Ravenswood, LLC,

under the Master Lease. Monthly lease payments substantially equal the
monthly interest expense on such debt securities. Interest expense for the
year ended December 31, 2006 was $30.0 million.

The term of the Master Lease extends through June 20, 2009. On all
future semi-annual payment dates, we have the right to: (i) either pur-
chase the facility for the original acquisition cost of $425 million, plus the
present value of the lease payments that would otherwise have been
paid through June 2009; or (i) terminate the Master Lease and dispose
of the faciity. In June 2009, when the Master Lease terminates, we may
purchase the facility in an amount equal to the criginal acquisition cost,
subject to adjustment, or surrender the facility to the lessor. If we elect
not to purchase the property, the Ravenswood Facility will be sold by the
lessor. We have guaranteed to the lessor, as residual value, 84% of the
acquisition cost of the property.

We have classified the Master Lease as $412.3 million of long-term
debt on the Consolidated Bafance Sheet based on our current status as
primary beneficiary. Further, we have an asset on the Consolidated
Balance Sheet for an amount substantially equal to the fair market value
of the laased assets at the inception of the lease, less depreciation since
that date, or approximately $307.7 million. If KeySpan Ravenswood, LLC,
was not able to fulfill its payment obligations with respect to the Master
Lease paymenits, then the maximum amount KeySpan would be exposed
to under its current guarantees would be $425 milfion plus the present
value of the remaining lease payments through June 20, 2009.

Sale/leaseback Transaction: KeySpan also has a leveraged lease financ-
ing arrangement assaciated with the Ravenswood Expansion. In May
2004, the unit was acquired by a lessor from our subsidiary, KeySpan
Ravenswood, LLC, and simultaneously leased back to that subsidiary. Alf
the obligations of KeySpan Ravenswood, LLC have been unconditionally
guaranteed by KeySpan. This fease transaction generated cash proceeds
of $385 mitlion, before transaction costs, which approximates the fair
market value of the facility, as determined by a third-party appraiser.

This lease transaction qualifies as an operating lease under SFAS 98
"Accounting for Leases; Sale/Leaseback Transactions Involving Real
Estate; Sales-Type Leases of Real Estate; Definition of the Lease Term; an
Initial Direct Costs of Direct Financing Leases, an amendment of FASB
Statements No.13, 66, 91 and a rescission of FASB Statement No. 26 and
Technical Bulletin No. 79-11." The lease has an initial term of 36 years
and the yearly operating lease expense is approximately $17 million per
year. Lease payments will fluctuate from year to year, but are substantially
paid over the first 16 years. The future minimum cash lease payments
under this lease is approximately $171 million over the next five years
and $378 million, in the aggregate, for all years thereafter. The saleflease-
hack transaction resulted in a pre-tax gain of approximately $6 miflion
which has been deferred and is being amartized over the life of the lease.



Asset Retirement Obligations: On December 31, 2005, KeySpan imple-
mented FIN 47 "Accounting for Conditional Asset Retirement
Obligations.” FIN 47 was issued to clarify that the term conditional asset
obligation used in SFAS 143 “Accounting for Asset Retirement
Obligations” refers to a legal obligation to perform an asset retirement
activity in which the timing and (or) method of settlement are conditional
on a future event that may or may not be within the control of the entity.
Previously, KeySpan adopted SFAS 143 on January 1, 2003. SFAS 143
required us to record a fiability and corresponding asset representing the
present value of legal obligations associated with the retirement of tangi-
ble, long-lived assets that existed at the inception of the obligation.

The following table presents our asset retirement obligation at
December 31, 2006 and December 31, 2005:

(In Miilions of Dellars}

DECEMBER 31, 2006 2005
Asset Retirement Obligations

Asbestos removal (i) 35 $ 35
Tanks removal and cleaning (i) 13 6.9
Main — cutting, purging and capping (iii} 297 30,6
Wells — plug and capping {iv) 0.2 0.2
KeySpan LNG tank demolition (v} 2.3 2.1

Waste water treatment pond removal {vi) 15 14
Fiber network removal {vii) 0.9 0.8
Exploration wells — plug and capping {viii) 19 1.9
Total Asset Retirement Obiigations 1473 $47.4

{ii  Asbestos-containing materials exist in roof flashing, floor tites, pipe
insulation and mechanical room insulation within our common fail-
ities as well as in our older generation plants. KeySpan has a legal
obligation to remove ashestos upon either a major renovation or
demalition,

{ii) KeySpan has numerous storage tanks that contain among other
things waste oil, #2 and #6 grade fuel oil, diesel fuel, multi chemi-
cals, lube oil, kerosene, ammonia, and other waste contaminants.
Al of these tanks are subject to deaning and removal requirements
prior to demolition and retirement if so spedified by law or regula-
tion.

(i) KeySpan has a legal requirement to cut (disconnect from the gas
distribution system}, purge (clean of natura! gas and PCB contami-
nants) and cap gas mains within its gas distribution and transmis-
sion system when mains are retired in place. Gas mains are gener-
ally abandoned in place when retired, unless the main and other
equipment needs to be removed due to sewer or water system
rerouting or other roadblock work. When such a main and equip-
ment are removed certain PCB test procedures must be employed.

(iv) KeySpan owns approximately 52% of an underground gas storage
facility in western New York State. The facility includes 39 gas injec-
tion and extraction wells. There is a reguiatory obligation to close
and seaf the wells,

(v} KeySpan owns a 600,000 gallon Liquefied Natural Gas (*LNG")
tank and ancillary facifities located in Providence, Rl under a 30
year contract with New England Gas Company entered into on
November 1, 1999, At the end of the contract, the contract can be;
(i} Extended; or (ii} New England Gas Company can require KeySpan
to dismantle and remove the LNG tank and ancillary facilities or;
{iii) KeySpan can elect to dismantle and remove the LNG tank and
ancillary faciities. Since we may or may not be required to disman-
tle and remove the LNG tank and andiflary facilities, the obfigation
to perform was discounted to a 50% probability as premitted under
FIN 47,

(vi) KeySpan has several wastewater treatment ponds associated with
certain of its power stations, There are closure requirements for
wastewater treatment pond systems based on regulations promul-
gated by the State of New York which were effective May 11, 2003.

(vil) KeySpan Communications has portions of its fiber optic network
{underground and above ground) that are required to be removed
upon termination of various agreements.

{viif) KeySpan has a requlatory cbligation to close and seal the wells
primarily associated with its gas production and development
activities.

Financial Guarantees: KeySpan has issued financial guarantees in the
normal course of business, primarily on behalf of its subsidiaries, to vari-
ous third party creditors. At December 31, 2006, the foliowing amounts
would have to be paid by KeySpan in the event of non-payment by the
primary obligor at the time payment is due:

(In Millions of Dollars)
AMOUNT OF EXPIRATION

EXPOSURE DATES

Guarantees for Subsidiaries

Medium-Term Notes — KEDU i § 5250 2008 - 2010
Industrial Development Revenue Bonds  {ii) 1283 2027
Ravenswood — Master Lease {iif) 425.0 2009
Ravenswood — Salefleaseback {iv} 403.5 2019
Surety Bonds W 652  2006- 2010
Commodity Guarantees and Other vi) 64.6 2006 — 2009
Letters of Credit {vii) 80.2 2007 - 2010

$1.691.9

The following is a description of KeySpan's outstanding
subsidiary guaranteas:

()  KeySpan has fully and unconditionally quaranteed $525 milfion to
holders of Medium-Term Notes issued by KEDLI. These notes are
due to be repaid on January 15, 2008 and February 1, 2010. KEDLI
is required to comply with certain financial covenants under the
debt agreements. The face value of these notes is included in long-
term debt on the Consolidated Balance Sheet.



{ii

(ifi)

(iv)

KeySpan has fully and unconditionally guaranteed the payment oblfi-
gations of its subsidiaries with regard to $128 million of Industrial
Development Revenue Bonds issued through the Nassau County
and Suffolk County Industrial Development Autherities for the con-
struction of two electric-generation peaking plants on Long Island.
The face value of these notes is included in long-term debt on the
Consolidated Balance Sheet.

KeySpan has guaranteed all payment and performance obligations
of KeySpan Ravenswood, LLC, the lessee under the Master Lease.
The term extends through June 20, 2009. The Master Lease is clas-
sified as $412.3 million long-term debt on the Consolidated
Balance Sheet,

KeySpan has guaranteed all payment and performance obligations
of KeySpan Ravenswood, LLC, the lessee under the salefleaseback
transaction associated with the 250 MW Ravenswood Expansion,
including future decommissioning costs. The initial term of the lease
is for 36 years. As noted previously, this lease qualifies as an oper-
ating lease and is not reflected on the Consolidated Balance Sheet.

KeySpan has agreed to indemnify the issuers of various surety and
performance bonds associated with certain construction projects
being performed by certain former subsidiaries. tn the event that
the subsidiaries fail to perform their obfigations under contracts, the
injured party may demand that the surety make payments or pro-
vide services under the bond. KeySpan would then be obligated to
reimburse the surety for any expenses or cash outlays it incurs.
Although KeySpan is not guaranteeing any new bonds for any of
the former subsidiaries, KeySpan's indemnity obligation supports the
contractual obligation of these former subsidiaries. KeySpan has
also received from a former subsidiary an indemnity bond issued by
a third party insurance company, the purpose of which is to reim-

- burse KeySpan in an amount up to $80 million in the event it is

{vi)

{vii)

required to perform under all other indemnity obligations previously
incurred by KeySpan to support such company's borded projects
existing prior to divestiture, At December 31, 2006, the total cost to
complete such remaining bonded projects is estimated to be
approximately $28.5 million.

KeySpan has guaranteed commodity-related payments for sub-
sidiaries within the Electric Services segment. These guarantees are
provided to third parties to facilitate physical and financial transac-
tions involved in the purchase of natural gas, oil and other petrole-
um products for electric production and marketing activities. The
guarantees cover actual purchases by these subsidiaries that are
still outstanding as of December 31, 2006.

KeySpan has amanged for stand-by letters of credit to be issued to
third parties that have extended credit to certain subsidiaries.
Certain vendors require us to post letters of credit to guarantee

subsidiary performance under our contracts and to ensure payment
to our subsidiary subcontractors and vendors under those contracts.,
Certain of our vendors also require letters of credit to ensure reim-
bursement for amounts they are dishursing on behalf of our sub-
sidiaries, such as to beneficiaries under our self-funded insurance
programs. Such letters of credit are generally issued by a bank or
similar financial institution. The letters of credit commit the isstuer to
pay specified amounts to the holder of the letter of credit if the
holder demonstrates that we have failed to perform specified
actions. If this were to occur, KeySpan would be required to reim-
burse the issuer of the letter of credit.

To date, KeySpan has not had a claim made against it for any of the
above guarantees and we have no reason to believe that our sub-
sidiaries or former subsidiaries will default on their current obfiga-
tions. However, we cannot predict when or if any defaults may take
place or the impact any such defaults may have on our consolidat-
ed results of operations, financial condition or cash flows.

Fixed Charges Under Firm Contracts: Our utility subsidiaries and the
Ravenswood Generating Station have entered into various contracts for
gas delivery, storage and supply services. Certain of these contracts
require payment of annual demand charges in the aggregate amount of
approximately $449 million. We are liable for these payments regardiess
of the level of service we require from third parties. Such charges associ-
ated with gas distribution operations are currently recovered from utifity
customers through the gas adjustment clause.

Legal Matters

From time to time we are subject to various fegal proceedings arising out
of the ordinary course of our business. Except as described below, we do
not consider any of such proceedings to he material to our business or
likely to result in a material acverse effect on our results of operations,
financial condition or cash flows.

On March 20, 2006, a purported class action lawsuit was filed
alleging breach of fiduciary duty against KeySpan and its directors. The
compfaint, which was filed in the New York State Supreme Court for the
County of Kings (the *Court"), related to the execution of the Merger
Agreement with National Grid plc and alleged that the merger considera-
tion which KeySpan's stockholders would receive in connection with the
proposed merger transaction was inadequate and unfair because the
transaction value of $42.00 for each share of KeySpan's common stock
outstanding did not provide its stockholders with a meaningful premium
over the market price of the comman stock. On April 19, 2006, we
moved to dismiss the complaint for failure to state & cause of action
upon which relief could be granted. On May 26, 2006, the plaintiff served
an amended complaint adding National Grid plc as a defendant. The
amended complaint alleged that National Grid plc aided and abetted the
alleged breach of fiduciary duties and added claims of inadequate disclo-
sure with respect to KeySpan's preliminary proxy materials. In June 2006,



the parties agreed in principle to settle the case, the terms of which pro-
vide for, among other things, the inclusion of additional disclosures in our
2006 Annual Meeting Proxy Statement concerning the background and
principle events leading to execution of the Merger Agreement, as wefl as
the payment of plaintiff's counsel fees of up to $350,000 following clos-
ing of the transaction. in October 2006, definitive settlement documents
were executed by the parties and submitted to the Court. The settlement
remains subject to a number of conditions, including Court approval fol-
lowing notice to shareholders,

Several lawsuits have been filed which allege damages resuiting
from contamination associated with the historic operations of former
manufactured gas plants located in Bay Shore and Staten Island, New
York. KeySpan has been conducting site investigations and remediations
at these [ocations pursuant to Orders on Consent with the DEC. With
respect to Bay Shore, on July 12, 2006, a purported class acticn and a
separate complaint were filed. Mations to dismiss these matters have
been filed and are pending. On November 27, 2006 and December 28,
2006, two other lawsuits were filed by property owners in the Bay Shore
area. In addition, on October 31, 2006, a lawsuit was filed alleging dam-
ages in Staten Istand, New York. KeySpan intends to contest each of
these proceedings vigorously. On February 8, 2007, we received a Notice
of Intent to File Suit from the Office of the Atterney General for the State
of New York ("AG") against KeySpan and four other companies in con-
nection with the cleanup of historical contamination found in certain
lands located in Greenpoint, Brooklyn and in an adjoining waterway.
KeySpan has previcusly agreed to remediate portions of the properties
referenced in this notice and will work cooperatively with the DEC and
AG to address environmental conditions associated with the remainder of
the properties. At this time, we are unable to predict what effect, if any,
the outcome of these proceedings will have on our financial condition,
results of operation and cash flows.

Other Contingencies: We derive a substantial portion of our revenues in
our Electric Services segment from a series of agreements with LIPA pur-
suant to which we manage LIPA's transmission and distribution system
and supply the majority of LIPA's customers' electricity needs. KeySpan
and LIPA have entered into agreements to extend, amend, and restate
these contractual arrangements. See Note 11 “2006 LIPA Settlement” for
a further discussion of these agreements.

LIPA completed its strategic review initiative that it had undentaken
in connection with, among other reasons, its option under the Generation
Purchase Rights Agreement with KeySpan. As part of its review, LIPA
engaged a team of advisors and consultants, held public hearings and
explored its strategic options, including continuing its existing operations,
municipalizing, privatizing, selling some, but not all of its assets, becom-
ing a regulator of rates and services, or merging with one or more utili-
ties. Upon completion of its strategic review, LIPA determined that it
would continue its existing operations and entered into the renegotiated
2006 LIPA Agreements that are discussed in Note 11 "2006 LIPA
Settlement.” Following the announcement of the proposed acquisition of
KeySpan by National Grid plc, LIPA, National Grid plc and KeySpan have
engaged in discussions concerning the impact of the transaction on LIPAs

operations. At this time, we are unable to determine what impact, if any,
such discussions may have on the 2006 LIPA Agreements and the receipt
and timing of governmental approvals relating thereto.

Environmental Matters

Air: Our generating facilities are located within a Clean Air Act ("CAA")
ozone non-attainment and PM 2.5 (fine particulate matter) non-attain-
ment area, and are subject to increasingly stringent NOx emission limita-
tions to be implemented under forthcoming requirements of the United
States Enviranmenta! Protection Agency ("EPA”) pursuant to the Clean
Air Interstate Rule {"CAIR") and potentially under the Ozone Transport
Commission's “CAIR PLUS" program. These efforts are designed to
improve both ozone and particulate matter air quality. Our previous
investments in low NOx boiler combustion modifications, the use of natu-
1al gas firing systems at our steam electric generating stations, and the
compliance flexibility available under these cap and trade programs, have
enabled KeySpan to achieve our prior emission reductions in a cost-effec-
tive manner. KeySpan is cummently developing its compliance strategy to
address the anticipated reguirements of CAIR and CAIR PLUS by 2009.
Since detailed requirements under CAIR have not yet been fully articulat-
ed, it is not possible to definitively estimate capital expenditures that may
be required to meet these regulatory mandates. At the present time, it is
anticipated that NOx controf equipment may be required at one or more
of KeySpan's Long Island facilities at a cost between $20 to $30 million.
However, such amounts are recoverable from LIPA,

Water: Additional capital expenditures asscciated with the renewal of
the surface water discharge permits for our power plants will likely be
required by the Department of Environmentat Conservation (*DEC”). We
are currently conducting studies as directed by the DEC to determine the
impacts of our discharges on aquatic resources and are engaged in dis-
cussions with the DEC regarding the nature of capital upgrades or other
mitigation measures necessary to reduce any impacts. These upgrades are
expected to cost up to $60 million for the Long Island units, however,
such amounts are recoverable from LIPA. The Ravenswood Generating
Station may also require upgrades at a cost of up to $15 million. The
actual expenditures will depend upon the outcome of the ongoing stud-
ies and the subsequent determination by the DEC of how to apply the
standards set forth in recently promulgated federal reguiations under
Section 316 of the Claan Water Act designed to mitigate such impacts.

Land, Manufactured Gas Plants and Related Facilities.

New York Sites: Within the State of New York we have identified 43 his-
torical MGP sites and related facilities, which were owned or operated by
KeySpan subsidiaries or such companies' predecessors. These former sites,
some of which are no fonger owned by KeySpan, have been identified to
the DEC for inclusion on appropriate site inventories, Administrative
Orders on Consent ("ACO") or Voluntary Cleanup Agreements (" VCA")
have been executed with the DEC to address the investigation and reme-
diation activities associated with certain sites and one waterway. In



March 2005, KeySpan withdrew its previously filed applications under the
DEC's Brownfield Cleanup Program (“BCP”) because of the uncertainty
associated with contribution sufts which we may need to bring against
other parties who impacted these sites for their share of remedial cost.
As a result of the December 2004 Cooper Industries v. Aviall Services, Inc.
decision by the United States Supreme Court and the emerging case

iaw in New York, KeySpan has evaluated the potential for third party
recovery at each of the remaining sites. KeySpan intends to enter into

an ACO for fifteen of these sites and continues to evaluate how to
proceed with respect to participation in the DEC’s remediation programs
for the other sites.

KeySpan has identified 28 of these sites as being assaciated with
the historical operations of KEDNY. One site has been fully remediated.
Subject to the issues described in the preceding paragraph, the remaining
27 sites will be investigated and, if necessary, remediated under the
terms and conditions of ACOs, VCAs or Brownfield Cleanup Agreements
(“BCA"), Expenditures incurred to date by us with respect to KEDNY
MGP-refated activities total $80.1 million.

The remaining 15 sites have been identified as being associated
with the historical operations of KEDLI. One site has been fully investigat-
ed and requires no further action. The remaining sites will be investigated
and, if necessary, remediated under the terms and conditions of ACOs,
VCAs or BCAs. Expenditures incurred to date by us with respect to KEDLI
MGP-related activities total $62.5 million.

We presently estimate the remaining cost of our KEDNY and KEDLI
MGP-related environmental remediation activities will be $325.4 million,
which amount has been accrued by us as a reasonable estimate of prob-
able cost for known sites. However, remediation costs for each site may
be materially higher than noted, depending upon changing technologies
and regulatory standards, sefected end use for each site, and actual envi-
ronmental conditions encountered,

With respect to remediation costs, KEDNY and KEDLI rate plans gen-
erally provide for the recovery from customers of investigation and reme-
diation costs of cértain sites. At December 31, 2006, we have reflected a
regulatory asset of $373.2 million for KEDNY/KEDL! MGP sites. KeySpan
has recently filed proposed rate plans for KEDNY and KEDLI with the
NYPSC as part of its application for approval of the KeySpan / National
Grid plc merger, as wedl as individual applications for a proposed annual
increase in revenues for KEDNY and KEDLI. Among other things, these
filings seek recovery of deferred expenses associated with remediation of
MGP sites, as well as recovery of ongoing remediation expenses.

We are also responsible for environmental obiigations associated
with the Ravenswood Facility, purchased from Consolidated Edison in
1999, including remediation activities associated with its historical opera-
tions and those of the MGP fadilities that formerly operated at the site.
We are not responsible for liabilities arising from disposal of waste at
offsite locations prior to the acquisition closing and any monetary fines
arising from Consolidated Edison’s preclosing conduct. We presently
estimate the remaining environmental clean up activities for this site will
be $1.4 million, which amount has been accrued by us. Expenditures
incurred to date total $3.6 million.

New England Sites: Within the Commonweaith of Massachusetts and
the State of New Hampshire, we are aware of 74 former MGP sites and
related facilities within the existing or former service territories of KEDNE.

Boston Gas Company, Colonial Gas Company and Essex Gas
Company may have or share responsibility under applicable environmen-
tal laws for the remediation of 64 of these sites. A subsidiary of National
Grid USA ("National Grid"), formerly New England Electric System,
has assumed responsibility for remediating 11 of these sites, subject to a
limited contribution from Boston Gas Company, and has provided full
indemnification to Boston Gas Company with respect to eight other sites.
In addition, Boston Gas Company, Colonial Gas Company, and Essex Gas
Company have assumed responsibility for remediating three sites each.
At this time, it is uncertain as to whether Boston Gas Company, Colonial
Gas Company or Essex Gas Company have or share responsibility for
remediating any of the other sites. No notice of responsibility has been
issued to us for any of these sites from any governmental environmental
authority.

We presently estimate the remaining cost of these Massachusetts
KEDNE MGP-related environmental cleanup activities will be $8.8 million,
which amount has been accrued by us as a reasonable estimate of prob-
able cost for known sites, however remadiation costs for each site may
be materially higher than noted, depending upon changing technologies
and regulatory standards, selected end use for each site, and actual
environmental conditions encountered. Expenditures incurred since
November 8, 2000, the date KeySpan acquired Eastern Enterprises, with
respect to these MGP-related activities totai $34.7 million.

In 2004, Boston Gas Company reached settlements with certain
insurance carriers for recovery of a portion of previously incurred
environmental expenditures. Under a previously issued MADTE rate order,
insurance and third-party recoveries, after deducting legal fees, are shared
between Boston Gas and its firm gas customers. As a result of these set-
tlements, in 2004 Boston Gas Company recorded a $5.0 million benefit
to operations and maintenance expense.

We may have or share responsibility under applicable environmental
laws for the remediation of 10 MGP sites and related facilities associated
with the historical operations of EnergyNorth. At four of these sites we
have entered inta cost sharing agreements with other parties who share
responsibility for remediation of these sites. EnergyNerth also has entered
intg an agreement with the EPA for the contamination from the Nashua
site that was allegedly commingied with ashestos at the so-called
Nashua River Asbestos Site, adjacent to the Nashua MGP site.

We presently estimate the remaining cost of EnergyNorth MGP-
related environmental cleanup activities will be $25.5 million, which
amount has been accrued by us as a reasonable estimate of probable
cost for known sites, however remediation costs for each site may be
materially higher than noted, depending upon changing technologies and
reguiatory standards, selected end use for each site, and actual environ-
mental conditions encountered. Expenditures incurred since November 8,
2000, with respect to these MGP-related activities total $23.0 million.



By rate orders, the MADTE and the NHPUC provide for the recovery
of site investigation and remediation costs and, accordingly, at December
31, 2006, we have reflected a requlatory asset of $43.4 million for the
KEDNE MGP sites. As previously mentioned, Colonial Gas Company and
Essex Gas Comparty are not subject to the provisions of SFAS 71 and
therefore have recorded no regulatory asset. However, rate orders cur-
rently in effect for these subsidiaries provide for the recovery of investiga-
tion and remediation costs.

KeySpan New England LLC Sites: We are aware of three non-utility
sites associated with KeySpan New Engfand, LLC, a successor company to
Eastern Enterprises, for which we may have or share environmental reme-
diation or ongoing maintenance responsibility. These three sites, Iocated
in Philadelphia, Pennsylvania, New Haven, Connecticut and Everett,
Massachusetts, were associated with historical operations involving the
praduction of coke and related industrial processes. Honeywell
International, Inc. and Beazer East, Inc. (both former owners and/or oper-
ators of certain facilities at Everett {*the Everett Facility”) together with
KeySpan, entered into an ACO with the Massachusetts Department of
Environmental Protection for the investigation and development of a
remedial response plan for a portion of that site. KeySpan, Honeywell and
Beazer East entered into a cost-sharing agreement under which each
company agreed te pay one-third of the costs of compliance with the
consent order, while preserving any claims against the other companies
foy, amang other things, reallocation of propartionate liability. In 2002,
Beazer East commenced an action in the LS. District Court for the
Seuthem District of New York, which sought a judicial determination on
the allocation of liability for the Everett Facility. A confidential settlement
agreement has been executed on favorable terms to KeySpan and the
Beazer lawsuit has been discontinued.

in 2004, KeySpan reached a settlement with insurance carriers
regarding cost recovery for expenses at one of the above noted sites and
recorded an $11.6 million reduction to operating expenses. We prasently
estimate the remaining cost of our environmental cleanup activities for
the three non-utility sites will be approximately $11.4 million, which
amount has been accrued by us as a reasonable estimate of probable
costs for known sites, however remediation costs for each site may be
materially higher than noted, depending upon changing technologies and
requlatory standards, selected end use for each site, and actual environ-
mental conditions encountered. Expenditures incurred since November 8,
2000, with respect to these sites total $21.4 million.

We believe that in the aggregate, the accrued liability for these MGP
sites and related facilities identified above are reasonable estimates of
the probable cost for the investigation and remediation of these sites and
facilities. As circumstances warrant, we periodically re-evaluate the
accrued liabilities associated with MGP sites and related facilities. We
may be required to investigate and, if necessary, remediate each site pre-
viously noted, or other currently unknown former sites and refated facility
sites, the cost of which is not presently determinable but may be material
to our financial position, results of operations or cash flows.

Insurance Reimbursement of MGP Response Costs: We have institut-
ed lawsuits in New York, Massachusetts and New Hampshire against
numerous insurance carriers for reimbursement of costs incurred for the
investigation and remediation of these MGP sites.

In January 1998 and July 2001, KEDLI and KEDNY, respectively, filed
complaints for the recovery of its remediation costs in the New York State
Supreme Court against the various insurance companies that issued gen-
eral comprehensive fiability policies to KEDLI and KEDNY, The outcome of
these proceedings cannot yet be determined.

In March 1999, Boston Gas Company and a subsidiary of Nationaf
Grid filed a complaint for the recovery of remediation costs in the
Massachusetts Superior Court against various insurance companies that
issued comprehensive general liability policies to National Grid and its
predecessors with respect to, among other things, the 11 sites for which
Baston Gas Company has agreed to make a limited contribution. In
October 2002, Boston Gas Company filed a complaint in the United
States District Court — Massachusetis District against one of the insur-
ance companies that issued comprehensive general liability policies to
Boston Gas Company for its remaining sites. In November 2005, the trial
commenced on the declaratory judgment action of Boston Gas against
Century Indemnity for insurance coverage for the costs incurred in the
investigation and remediation at the former Boston Gas Everett MGP site
and in December 2005, the jury returned a verdict in favor of KeySpan.
KeySpan anticipates that Century Indemnity will appeal this verdict. The
outcome of these proceedings cannot yet be determined.

EnergyNorth has filed a number of lawsuits in both the New
Hampshire Superior Court and the United States District Court for the
District of New Hampshire for recovery of its remediation costs against
the various insurance companies that issued comprehensive general lia-
bility and excess Hability insurance policies to EnergyNorth and its prede-
cessors. In October 2004, EnergyNorth’s case against the London Market
Insurers for the costs incurred investigating and remediating the former
MGP site in Laconia went to trial and the jury retumed a verdict in favor
of EnergyNorth, finding that EnergyNorth was entitled to recover against
London Market Insurers. In February 2005, the trial of EnergyNorth's
coverage action for the Dover MGP site began against the only remaining
defendant, Century Indemnity (all other carriers settled prior to trial)
and at the conclusion of the trial the federal judge directed a verdict in
EnergyNorth's favor on all issues. Century Indemnity filed an appeal with
the First Circuit Court of Appeals and in a decision dated June 28, 2006,
the First Circuit court of Appeals denied Century Indemnity’s appeal in
its entirety. In a jury trial in the Nashua MGP action commenced against
the London Market Insurers and Century Indemnity in November 2005,
the jury returned a verdict in favor of KeySpan finding that London and
Century indemnity were obligated to indemnify EnergyNorth for response



costs incurred at the site. Century Indemnity has sought reconsideration
of this verdict. The outcome of this proceeding cannot yet be determined.

In 1993, KeySpan New England LLC filed a dedlaratory judgment
action against the Hanover and Travelers insurance companies in the
Superior Court for Middlesex County for the Everett Facility. The declara-
tory judgment action sought 1o have the court compel the insurers to
defend KeySpan New England, LLC in connection with the Massachusetts
Department of Environmenta! Protection’s Notice of Responsibility
{"NOR"}. In 2004, the Court granted KeySpan New England LLC's
unopposed motion for leave to file a Second Amended Complaint in
this action to seek a declaratory rufing that the insurers have a duty to
indemnify KeySpan New England LLC for the costs associated with
the Everett NOR and certain other related private actions. The Second
Amended Complaint also adds certain excess insurance carriers as
defendants in the action. The outcome of this proceeding cannot yet be
determined.

KeySpan has entered into confidential settlement agreements with
certain of the defendant insurance carriers for recovery of costs associat-
ed with the investigation and remediation of the sites included in the
above procesdings. Pursiant to these settlements, KeySpan recorded a
benefit of $5.5 mifiion in its Consolidated Statement of Income for the
twelve months ended December 31, 2006, reflecting the benefit accniing
to KeySpan’s shareholders. Recovery of environmental costs from insur-
ance carriers associated with utility MGP sites are refunded to KeySpan's
ratepayers, subject to certain sharing provisions. During the past year,
KeySpan has received approximately $22 million from insurance carriers
in settlements for recovery of environmental costs associated with reme-
diation of MGP sites.

Note 8. Hedging, Derivative Financial Instruments

and Fair Values

From time to time, KeySpan subsidiaries have utilized derivative finandial
instruments, such as futures, options and swaps, for the purpose of hedg-

ing the cash flow variability associated with changes in commadity prices,

KeySpan is exposed to commodity price risk primarily with regard to its
gas distribution operations, gas production and development activities
and its electric generating facilities at the Ravenswood Generating
Station. As discussed in greater detail below, certain derivative financial
instruments employed by KeySpan are accounted for as cash-flow hedges
under SFAS 133 "Accounting for Derivative Instruments and Hedging
Activities,” as amended by SFAS 149 "Amendment of Statement 133 on
Derivative Instruments and Hedging Activities,” collectively SFAS 133,
However, KeySpan also employs derivative financial instruments that do
not qualify for hedge accounting treatment. Additionally, certain deriva-
tive financial instruments employed by our Gas Distribution operations
are subject to SFAS 71 “Accounting for the Effects of Certain Types of
Regulation.”

Commaodity Derivative Instruments — Hedge Accounting: Qur Energy
Investments subsidiary, Seneca-Upshur, utilizes OTC natural gas swaps to
hedge the cash flow variability associated with forecasted sales of a por-
tion of its natural gas production. At December 31, 2006, Seneca-Upshur
has hedge positions in place for approximately 70% of its estimated
2006 through 2009 gas production, net of gathering costs. We use mar-
ket quoted forward prices to value these swap positions. The maximum
length of time over which Seneca-Upshur has hedged such cash flow
variability is through December 2009. The fair value of these derivative
instruments at December 31, 2006 was a liability of $3.9 million. The
estimated amount of losses associated with such derivative instruments
that are reported in accumulated other comprehensive income and that
are expected to be reclassified into earnings over the next twelve months
is $2.3 million. Ineffectiveness associated with these outstanding deriva-
tive financial instruments was immaterial for the twelve months ended
December 31, 2006.

Certain derivative instruments employed by our gas distribution
operations are not subject to SFAS 71 and thus are not subject to deferral
accounting treatment. KeySpan uses OTC natural gas swaps to hedge the
cash-flow variability of gas purchases associated with certain large-vol-
ume gas sales customers. These gas swaps are accounted for as cash-
flow hedges. KeySpan uses market quoted forward prices to value these
swap positions. The maximum length of time over which we have hedged
such cash flow variability is through October 2007. The fair value of these
derivative instruments at December 31, 2006 was 2 liability of $2.0 mil-
lion, all of which is reported in accumulated other comprehensive income
and is expected to be reclassified into earnings within the next twelve
months. Ineffectiveness associated with these outstanding derivative
financial instruments was immaterial in 2006,

The above noted derivative financial instruments are cash flow
hedges that are accounted for as hedges under SFAS 133 and are not
considered held for trading purposes as defined by current accounting [it-
erature, Accordingly, we carry the fair value of our derivative instruments
on the Consolidated Balance Sheet as either a current or deferred asset
or liabitity, as appropriate, and record the effective portion of unrealized
gains or losses in accumulated other comprehensive income. Gains
and losses are reclassified from accumulated other comprehensive income
to the Consalidated Statement of Income in the period the hedged
transaction affects eamings. Gains and losses on settled transactions are
reflected as a component of either revenue or gas cost depending on
the hedged transaction. Hedge ineffectiveness results from changes
during the period in the price differentials between the index price of
the derivative contract and the price of the purchase or sale for the cash
flow that is being hedged, and is regorded directly to earnings.

Commodity Derivative Instruments that are not Accounted for as
Hedges: The Ravenswood Generating Station financially hedges the cash
flow variability associated with a portion of electric energy sales and fuel
purchases, Qur strategy is to financially hedge up to 50% of the on-peak
capacity of the Ravenswood Generating Station. The maximum length of
time over which derivative financial instruments are in-place is through



August 2007. To accomplish our stated risk management strategy,
KeySpan employs financially-settled electric-power swap contracts with
offsetting financially-settled oil swap contracts, physical natural gas for-
ward contracts and OTC natural gas swaps. We use market quoted for-
ward prices to value the electric-power swap contracts. The fair value of
the electric power derivative instruments at December 31, 2006 was
$21.9 million. We use market quoted forward prices to value the oil swap
contracts and natural gas contracts. The fair value of these derivative
instruments at December 31, 2006, was a liabifity of $23.7 million.

During most of 2006 and in prior years, the derivative transactions
associated with the Ravenswood Generating Station gualified for hedge
accounting treatment. As a result, there is a net $1.2 million balance cur-
rently in accumulated other comprehensive income which is expected to
be reclassified into eamings within the next twelve months. In 2006,
KeySpan reclassified a $1.4 million loss from accumulated other compre-
hensive income to earnings, based on management’s assessment that
certain future oil purchases were not probable of occurrence.
Ineffectiveness associated with these outstanding derivative financial
instruments was immaterial in 2006.

On January 18, 2006, KeySpan entered into an International SWAP
Dealers Association Master Agreement for a fixed for float unforced
capacity financial swap (the * Swap Agreement”) with Morgan Stanley
Capital Group Inc, (*Morgan Stanley™). The Swap Agreement has a three
year term that began on May 1, 2006, The notional quantity was
1,800,000kW (the "Notional Quantity”) of In-City Unforced Capacity and
the fixed price is $7.57/kW-month ("Fixed Price”), subject to adjustment
upon the occurrence of certain events. Cash settlement occurs on a
manthly basis based on the In-City Unforced Capacity price determined
by the relevant New York Independent System Operator (“NYISO") Spot
Demand Curve Auction Market (“Floating Price”}. For each monthly set-
tlement period, the price difference equals the Fixed Price minus the
Floating Price. if such price difference is less than zero, Morgan Stanley
will pay KeySpan an amount equal to the product of {a) the Notional
Quantity and {b) the absolute value of such price difference. Conversely, if
such price difference is greater than zero, KeySpan will pay Morgan
Stanley an amount equal to the product of (a} the Notional Quantity and
{b) the absolute value of such price difference. This derivative instrument
does not qualify for hedge accounting treatment under SFAS 133.The
recoghized fair value associated with this instrument is immaterial to the
consolidated financial statements at December 31, 2006. As noted, this is
a financial derivative instrument and is unrelated to any physical produc-
tion of electricity.

The NYPSC, Con Edison and other load serving entities (“LSEs™)
have proposed price mitigation measures that would apply to the
Ravenswood Generating Station. These price mitigation measures, if
approved as proposed, would essentially reduce the capacity bid price
that the Ravenswood Generating Station could bid into the NYISO energy
market. The NYISO's Management Committee and NYISO's Board of
Directors approved the price mitigation measures praposed by the
NYPSC, Con Edison and the other LSE's, notwithstanding KeySpan's
analysis and objections. The NYISO filed the mitigation measures with the

FERC for approval; such approval is pending. At this time, we are unable
to predict the outcome of this proceeding and what effect it will have on
the potential revenue that could be realized in connection with the fixed
for floating financial Swap Agreement.

Commodity Derivative Instruments — Regulated Utilities: We use
derivative financial instruments to reduce the cash flow variability associ-
ated with the purchase price for a portion of future natural gas purchases
associated with our Gas Distribution operations. Qur strategy is to mini-
mize fluctuations in gas sales prices to our regufated firm gas sales
customers in our New York and New England service territories. The
accounting for these derivative instruments is subject to SFAS 71.
Therefore, the fair value of these derivatives is recorded as current or
deferred assets and liabilities, with offsetting positions recorded as regu-
latory assets and regulatory liabilities on the Consolidated Balance Sheet.
Gains or losses on the settlement of these contracts are initially deferred
and then refunded to or collected from our firm gas sales customers
consistent with regulatory requirements. At December 31, 2006 the fair
value of these derivative instruments was a liability of $192.1 million.

SFAS 133 establishes criteria that must be satisfied in order for
option contracts, forward contracts with optionality features, or contracts
that combine a forward contract and a purchase option contract to quali-
fy for the normal purchases and sales exception. Certain contracts for the
physical purchase of natural gas associated with our regulated gas utifi-
ties do not qualify for normal purchases undey SFAS 133. Since these
contracts are for the purchase of natural gas sold to requlated firm gas
sales customers, the accounting for these contracts is subject to SFAS 71.
At December 31, 2006, these derivatives had a net fair value of $101.2
million.

KeySpan has a management contract with Merriil Lynch Trading,
under which KeySpan and Merrill Lynch Trading will share the responsibii-
ities for managing KeySpan's upstream gas distribution assets associated
with its Massachusetts gas distribution subsidiaries, as well as providing
city-gate delivered supply. This contract, which replaces the prior arrange-
ment with Merill Lynch Trading, allows for both KeySpan and Merrill
Lynch Trading to employ derivative instruments to maximize the profitabil-
ity of KeySpan's portfolio of gas distribution assets. Profits associated
with these activities are shared between KeySpan, Merill Lynch Trading
and KeySpan's Massachusetts ratepayers. The accounting for this contract
is subject to SFAS 71 since the contract was executed by KeySpan's
regulated gas distribution utilities, At December 31, 2006, KeySpan's
proportionate share of the fair vatue associated with these derivative
instruments amounted to $10.4 million, $9.5 million of which has
been deferred for future sharing among the alliance members and
Massachusetts ratepayers. The remaining amount was recorded as a
benefit to revenues. KeySpan provides these services internally for its
New York and New Hampshire gas distribution subsidiaries.

Interest Rate Derivative lnstruments: In the fourth quarter of 2006,
KeySpan issued $400 million Senior Unsecured Notes at KEDNY and
$100 miltion Senior Unsecured Notes at KEDLL. KeySpan utilized a
$125 million treasury lock, at 4.77%, to hedge the 5-year US Treasury



component of the underlying notes and a $125 million treasury lock, at
4.82%, to hedge the 10-year US Treasury component of the underiying
notes. These derivative instruments settled in the fourth quarter of 2006
at which time KeySpan paid $0.2 million to the cotnterparty to the
contracts. The loss on the settlement of these contracts has been deferred
for future collection from firm gas sales customers consistent with regula-
tory requirements.

The table below summarizes the fair vatue of all of the above out-
standing derivative instruments at December 31, 2006 and 2005, and
the related line item on the Consclidated Balance Sheet. fair value is the
amount at which derivative instruments couid be exchanged in a current
transaction between willing parties, other than in a forced liquidation sale.

(In Millions of Dollars)

DECEMBER 31, 2006 DECEMBER 31, 2005

Gas Contracts:
Other current assets § 307 $ 132
Other deferred charges 127.1 75.2
Regulatory asset 196.3 30.9
Other current liability 211.7) {(39.8)
Other deferred liabilities (42.1) {44.3)
Regulatory liabifity {120.6) (175.4)
Oil Contracts:
Other current assets 0.3 0.5
Other current liability {1.2) {6.8)
Other deferred liabilities (0.5) —
Electric Contracts:
Other current assets 23.2 10.2
Other deferred charges 0.3 —
Other current liability {0.8) (0.7}
Other deferred fiabilities (0.6) —
$ (56 $ (18.1)

Weather Derivatives: The utility tariffs assodated with KEDNE's
operations do not contain weather normalization adjustments. As a
result, fluctuations from normai weather may have a significant positive
or negative effect on the results of these operations.

In 2006, we entered into heating-degree day put options to
mitigate the effect of fluctuations from normal weather on KEDNE's
financial position and cash flows for the 2006/2007 winter heating
season — Novemnber 2006 through March 2007. These put options will
pay KeySpan up to $37,500 per heating degree day when the actual
temperature is below 4,159 heating degree days, or approximately 5%
warmer than normal, based on the most recent 20-year average for nor-
mal weather. The maximum amount KeySpan will receive on these pur-
chased put options is $15 million. The net premium cost for these options
is $1.7 million and will be amortized over the heating season. Since
weather was warmer than normal during the fourth quarter of 2006,
KeySpan recorded a $9.1 million benefit to eamnings associated with the
weather derivative, We account for these derivatives pursuant to the
requirements of EITF 99-2, “Accounting for Weather Derivatives.” In this

regard, such instruments are accounted for using the “intrinsic value
method” as set forth in such quidance.

In 2005, we entered into heating-degree day put options, which
expired during the first quarter of 2006, to mitigate the effect of fluctua-
tions from normal weather on KEDNE's financial position and cash flows
for the 2005/2006 winter heating season — November 2005 through
March 2006. These put options would have paid KeySpan up to $40,000
per heating degree day when the actual temperature was below 4,169
heating degree days, or approximately 5% warmer than normal, based on
the most recent 20-year average for normal weather. The maximum
amount KeySpan would have received on these purchased put aptions
was $16 million. The net premium cost for these options was $1.2 mitlion
and was amortized over the heating season. Weather for the entire pri-
mary winter heating season — November 2005 through March 2006 —
was slightly colder than normal. Therefore, there was no eamings impact
associated with these weather derivatives, except for the amortization of
the net premium cost.

Credit and Collateral: Derivative contracts are primarily used to manage
exposure to market risk arising from changes in commodity prices and
interest rates. In the event of non-performance by a counterparty to a
derivative contract, the desired impact may not be achieved. The risk of
counterparty non-performance is generally considered a credit risk and is
actively managed by assessing each counterparty credit profile and nego-
tiating appropriate levels of collateral and credit support. In instances
where the counterparties’ credit quality has dedlined, or credit exposure
exceeds certain levels, we may fimit our credit exposure by restricting new
transactions with counterparties, requiring additional collateral or credit
support and negotiating the early termination of certain agreements. At
December 31, 2006, KeySpan has received $7.9 million from its counter-
parties as collateral assodiated with outstanding derivative contracts. This
amount has been recorded as restricted cash, with an offsetting position
in current liabilities on the Consolidated Balance Sheet. At December 31,
2006, KeySpan has $33.9 million of outstanding margin calls to its coun-
terparties for open derivative instruments associated with its strategy to
minimize fluctuations in gas sales prices to its regulated firm gas sales
customers.

Long-term Deht: The following tables depict the fair values and carrying
values of KeySpan's long-term debt at December 31, 2006 and 2005.

Fair Values of Long-Term Debt

(In Millions of Dollars)

DECEMBER 31, 2006 2005

First Mortgage Bonds $111.4 $114.1
Notes 3,078.5 2,692.1
Gas Facilities Revenue Bonds 647.3 651.3
Authority Financing Notes 66.0 66.0
Promissory Notes 156.7 156.6
Master Lease ' 412.0 430.5
Tax Exempt Bonds 131.0 130.8

$4,602.9 $4,241.4




Carrying Values of Long-Term Debt

{In Millions of Dollars)

DECEMBER3t, 2006 2005
Fitst Mortgage Bonds $95.0 $95.0
Notes 2,9254 24372
(as Facilities Revenue Bonds 640.5 6405
Authority Financing Notes 66.0 66.0
Promissory Notes 155.4 155.4
Master Lease 4123 4123
Tax Exempt Bonds 24 1 1283 128.3

$44229  $39347

Al other financial instruments included in the Consofidated Balance
Sheet such as cash, commercial paper, accounts receivable and accounts
payable, are stated at amounts that approximate fair value.

Note 9. Gas Production and Development

Property - Depletion

As described in Note 2 “Business Segments,” during much of 2004
KeySpan's investment in gas production and development activities con-
sisted of its ownership interest in Houston Exploration, as well as
KeySpan's whelly-owned subsidiary KeySpan Exploration and Production.
Further, KeySpan's investment in these activities also includes its wholly-
owned subsidiary Seneca-Upshur. These assets are accounted for under
the fuil cost method of accounting. Under the full cost method, costs of
acquisition, exploration and development of natural gas and oil reserves
plus asset retirement obligations are capitalized into a “full cost pool” as
incurred. Unproved properties and related costs are excluded from the
depletion and amortization base until a determination as to the existence
of proved reserves. Properties are depleted and charged to operations
using the unit of production method.

To the extent that such capitalized costs (net of accumulated deple-
tion) less deferred taxes exceed the present value (using a 10% discount
rate) of estimated future net cash flows from proved natural gas and oil
reserves and the lower of cost or fair value of unproved properties, fess
deferred taxes, such excess costs are charged to operations, but would
not have an impact on cash flows. Once incurred, such impairment of gas
properties is not reversible at a later date even if prices increase. The ceil-
ing test is calculated using natural gas and oil prices in effect as of the
balance sheet date, adjusted for outstanding derivative instruments, held
flat over the life of the reserves.

As a result of the sale of Houston Exploration discussed in Note 2
“Business Segments”, KeySpan accounted for its investment in Houston
Exploration on the equity method from June 2004 through November 19,
2004. Therefore, we were reguired to calcufate a ceiling test on KeySpan
Exploration and Production’s and Seneca-Uphsur’s assets independently
of Houston Exploration’s assets in the second quarter of 2004. Based on
a report furnished by an independent reservoir engineer at that time, it
was determined that the remaining proved undeveloped oil reserves held
in the joint venture required a substantial investment in order to develop.

Therefore, KeySpan anc Houstan Exploration elected not to develop these
oil reserves. As a result, in the second quarter of 2004, KeySpan recorded
a $48.2 million non-cash impairment charge to write down its wholly-
owned gas exploration and production subsidiaries” assets. This charge
was recorded in depreciation, depletion and amortization on the
Consolidated Statement of Income.

Note 10. Energy Services - Discontinued Operations

In 2004, the Energy Services segment experienced significantly lower
operating profits and cash flows than originally projected. At a meeting
held on November 2, 2004, KeySpan's Board of Directors authorized
management to begin the process of disposing of a significant portion of
its ownership interests in certain companies within the Energy Services
segment — specifically those companies engaged in mechanical contract-
ing activities. In January and February of 2005, KeySpan sold its mechani-
cal contracting investments, The operating results and cash flows of these
businesses, are reflected as discontinued operations on the Consolidated
Statement of Income and Consolidated Statement of Cash Flows,

In regard to the January 2005 transactions, KeySpan received pro-
ceeds of approximately $16 million, induding approximately $5 million to
he paid within a three year pericd. In addition, KeySpan retained its pre-
viously incurred indemnity support obligations related to certain surety,
performance and payment bonds issued for the benefit of KeySpan’s for-
mer subsidiaries prior to closing. In fune 2005, the balance to be paid
over the three year period was fully collected on a present value basis
and a significant portion of the performance bends were replaced with-
out any remaining indemnification obligation on the part of KeySpan. The
buyers have completed the projects for which such indemnity obligations
were incumed.

In connection with the February 2005 transaction, KeySpan paid or
contributed approximately $26 million to its former subsidiary pricr to
closing the sale transaction in exchange for, among other things, the dis-
position of outstanding shares in the former substdiary and the settle-
ment of intercompany advances and replacement of a performance and
payment bond issued for the benefit of its former subsidiary with respect
ta a pending project, which bond had been supported by a $150 million
indemnity obligation of KeySpan. In addition, KeySpan received from its
former subsidiary an indemnity bond issued by a third party insurance
company, the purpose of which is to reimburse KeySpan in an amount up
to $80 million in the event it is required to perform under alt other
indemnity obligations previously incurred by KeySpan to support the
remainting bonded projects of its former subsidiary as of the closing. As of
December 31, 2006, the total cost to complete such remaining bonded
nrojects is estimated to be approximately $21.9 million. The aforemen-
tioned guarantees are reflected in Note 7 “Contractual Obligations,
Financial Guarantees and Contingencies”. KeySpan's former subsidiary
has also agreed to complete the projects for which such indemnity obi-
gations were incurred and to indemnify and hold KeySpan harmiess with
respect to its Habilities in connection with such bonds.

in anticipation of these sales and in connection with the preparation
of the third quarter and fourth quarter 2004 financial statements, KeySpan
conducted an evaluation of the canying vakie of these investments,



including recorded goodwill, Further, we evaluated the canying vafue
of goodwill for the entire Energy Services segment. As noted, KeySpan
records goodwill on purchased transactions, representing the excess of
acquisition cost over the fair value of net assets acquired.

As a result of these evaiuations, KeySpan recorded a non-cash
goodwill impairment charge of $108.3 million ($80.3 million after tax,
or $0.50 per share) in 2004. This charge was recorded as follows: (i)
$14.4 million as an operating expense on the Consolidated Statement
of Income reflecting the write-down of goodwill on Energy Services
segment’s continuing operations; and (i) $93.9 million {$67.8 million
after-tax) as discontinued operations reflecting the impairment on the
mechanical contracting companies.

In addition, an impairment charge of $100.3 miltion ($72.1 million
after-tax or $0.45 per share) was also recorded in 2004 to reduce the
carrying value of the remaining assets of the mechanical contracting
companies, This charge is reflected in discontinued operations on
the Consolidated Statement of Income to 7eflect the estimated loss
on disposal.

KeySpan employed a combination of two methodologies in deter-
mining the estimated fair value for its investment in the Energy Services
segment, a market valuation approach and an income valuation
approach. Under the market valuation approach, KeySpan utilized a range
of near-term potential realizable values for the mechanical contracting
businesses. Under the income valuation approach, the fair value was
obtained by discounting the sum of (i) the expected future cash fiows and
{ii} the terminal value. KeySpan utilized certain significant assumptions in
this valuation, specifically the welghted-average cost of capital, short and
long-term growth rates and expected future cash flows. Approximately
$65 million of goodwill remains in this segment.

The information below highlights the major income and expense
captions of the discontinued mechanical contracting companies.

(In Milliens of Doilars)

FOR THE YEAR ENDED DECEMBER 3, 2005 2004
Revenues $33.8 $338.7
Less:
Operating expenses 40.2 364.9
Goodwill impairment — 108.3
6.4) {134.5)
Income taxes (henefit} (2.3} (55.5)
Operating loss (4.1 (79.00
Gain {Loss) on disposal, net of tax 23 (72.0)
Net Loss $(1.8) $(151.0)

Note 11. 2006 LIPA Settlement

LIPA is & corporate municipal instrumentality and a political subdivision
of the State of New York. On May 28, 1998, certain of LILCO's business
units were merged with KeySpan and LILCO's commeon stock and remain-
ing assets were acquired by LIPA. At the time of this transaction, KeySpan
and LIPA entered into three major long-term service agreements that (i}
provide to LIPA all operation, maintenance and construction services and
significant administrative services relating to the Long Island electric

transmission and distribution system (“T&D System") pursuant to a
Management Services Agreement (the *1998 MSA"); (i) supply LIPA
with electric generating capacity, energy conversion and ancillary serv-
ices from our Long Island generating units pursuant to a Power Supply
Agreement (the “ 1998 PSA”) and other fong-term agreements
through which we provide LIPA with approximately one half of its cus-
tomers’ energy needs; and (iii} manage all aspects of the fuel supply
for our Long !sland generating facilities, as well as all aspects of the
capacity and energy owned by or under contract to LiPA pursirant to
an Energy Management Agreement (the * 1998 EMA”). We also pur-
chase energy, capacity and ancillary services in the open market on
LiPA's behalf under the 1998 EMA. The 1998 MSA, 1998 PSA and
1998 EMA all became effective on May 28, 1998 and are collectively
referred to as the 1998 LIPA Agreements.

On February 1, 2006, KeySpan and LIPA entered into (i) an
amended and restated Management Services Agreement {the *2006
MSA"), pursuant to which KeySpan will continue to operate and main-
tain the electric T&D System owned by LIPA on Long Island; {ii) a new
Option and Purchase and Sale Agreement (the “2006 Option
Agreement”), to replace the Generation Purchase Rights Agreement
{as amended, the "GPRA"}, pursuant to which LIPA had the option,
through December 15, 2005, to acquire substantially all of the electric
generating facilities owned by KeySpan on Long Island; and (jii) a
Settlement Agreement (the “2006 Settlement Agreement”) resolving
outstanding issues between the parties regarding the 1998 LIPA
Agreements, The 2006 MSA, the 2006 Option Agreement and the
2006 Settlement Agreement are collectively referred to herein as the
2006 LIPA Agreements.” Each of the 2006 LIPA Agreernents will
become effective upon all of the 2006 LIPA Agreements receiving the
required governmental approvals; otherwise none of the 2006 LIPA
Agreements wifl become effective. These agreements will become
effective following approval by the New York State Comptroller’s
Office and the New York State Attorney General. Following the
announcement of the proposed acquisition of KeySpan by National
Grid plc, LIPA, National Grid ple and KeySpan have engaged in discus-
sicns conceming the impact of the transaction on LIPA'S operations. At
this time, we are unable to determine what impact, if any, the results
of such discussions may have on the 2006 LIPA Agreements and the
receipt and timing of governmental approvals relating thereto.

2006 Settlement Agreement: Pursuant to the terms of the 2006
Seitlement Agreement, KeySpan and LIPA agreed to resolve issues that
have existed between the parties refating to the various 1998 LIPA
Agreements. In addition to the resolution of these matters, KeySpan's
entitlement to utilize LILCO's availabie tax credits and other tax attrib-
utes will increase from approximately $50 million to approximately
$200 million. These credits and attributes may be used to satisfy
KeySpan's previously incurred indemnity obligation to LIPA for any fed-
eral income tax liability that results from the recent settlerment with
the IRS regarding the audit of LILCO's tax returns for the years ended



December 31, 1996 through March 31, 1999. On October 30, 20086, the
IRS submitted the settlement provisions of the recently concluded IRS
audit to the Joint Committee on Taxation for approval. Key provisions of
the settiement included the resolution of the tax basis of assets trans-
ferred to KeySpan at the time of the KeySpan/LILCO mergey, the tax
deductibility of certain merger related costs and the tax deductibility of
certain environmental expenditures. The settlement enabled KeySpan to
utilize 100% of the available tax credits. (See Note 3 to the Consolidated
Financial Statements “Income Taxes" for additional information of the
settlement.) In recognition of these items, as well as for the modification
and extension of the 1998 MSA and the amendments to the GPRA, upan
effectiveness of the Settlement Agreement KeySpan will record a contrac-
tual asset in the amount of approximately $160 million, of which approx-
imately $110 million will be attributed to the right to utilize such addi-
tional credits and attributes and approximately $50 million will be amor-
tized over the eight year term of the 2006 MSA. In order to compensate
LIPA for the foregoing, KeySpan will pay LIPA $62 million in cash and will
settle certain accounts receivable in the amount of approximately $90
million due from LIPA.

Generation Purchase Rights Agreement and 2006 Option
Agreement: Under an amended GPRA, LIPA had the right to acquire cer-
tain of KeySpan's Long Istand-based generating assets formerly owned by
LILCO, at fair market value at the time of the exerdise of such right. LIPA
was nitially required to make a determination by May 2005, but KeySpan
and LIPA agreed to extend the date by which LIPA was to make this
determination to December 15, 2005. As part of the 2006 settfement
between KeySpan and LIPA, the parties entered into the 2006 Option
Agreement whereby LIPA had the option during the period fanuary 1,
2006 to December 31, 2006 to purchase onty KeySpan’s Far Rockaway
and/or E.F. Barrett Generating Stations (and certain related assets) at a
price equal to the net book vatue of each facility. In December 2006,
KeySpan and LIPA entered into an amendment to the 2006 Option
Agreement wherehy the parties agreed to extend the expiration of the
opticn period to the later of (i) December 31, 2007 or (if) 180 days fol-
lowing the effective date of the 2006 Option Agreement. The 2006
Option Agreement replaces the GPRA, the expiration of which has been
stayed pending effectiveness of the 2006 LIPA Agreements. In the event
such agreements do not become effective by reason of failure ta secure
any of the requisite governmental approvals, the GPRA will be reinstated
for a period of 90 days from the date such approval is denied. If LIPA
were to exercise the option and purchase one or both of the generation
facilities (i) LIPA and KeySpan wil enter into an operation and mainte-
nance agreement, pursuant to which KeySpan will continue to operate
these facilities, through May 28, 2013, for a fixed management fee plus
reimbursement for certain costs; and (ii) the 1998 PSA and 1998 EMA
will be amended to reflect that the purchased generating facilities would
no longer be covered by those agreements. It is anticipated that the fees
received pursuant to the operation and maintenance agreement will offset
the reduction in the operation and maintenance expense recovery compo-
nent of the 1998 PSA and the reduction in fees under the 1998 EMA.

Management Services Agreements: In place of the previous compen-
sation structure (whereby KeySpan was reimbursed for budgeted costs,
and earned a management fee and certain performance and cost-based
incentives), KeySpan's compensation for managing the T&D System under
the 2006 MSA consists of two components: a minimum compensation
component of $224 million per year and a variable component based on
electric sales. The $224 million component will remain unchanged for
three years and then increase annually by 1.7%, plus inflation. The vari-
able component, which will comprise no more than 20% of KeySpan's
compensation, is based on electric sales on Long Island exceeding a base
amount of 16,558 gigawatt hours, increasing by 1.7% in each year.
Above that level, KeySpan will receive approximately 1.24 cents per kilo-
watt hour for the first contract year, 1.29 cents per kilowatt hour in the
second contract year {plus an annual inflation adjustment), 1.24 cents per
kifowatt hour in the third contract year (plus an annual inflation adjust-
ment), with the per kilowatt hour rate thereafter adjusted annually by
inflation. Subject to certain limitations, KeySpan will be able to retain all
operational efficiencies realized during the term of the 2006 MSA.

LIPA will continue to reimburse KeySpan for certain expenditures
incurred in connection with the operation and maintenance of the T&D
System, and other payments made on behalf of LIPA, including: real prop-
erty and other T&D System taxes, retutn postage, capital construction
expenditures and storm costs.

Upon approval, the 2006 LIPA Agreements will be effective retroac-
tive to January t, 2006, KeySpan's reported operating income and net
income for 2006 under the 2006 MSA are substantially the same as they
would have been if the terms and provisions of the 1998 MSA had
continued to be applied. At this point in time, KeySpan is unable to esti-
mate what the impact would be to its results of operations, financial
position and cash flows if the 2006 LIPA Agreements do not become
fully effective.

Note 12. KeySpan Gas East Corporation Summary
Financial Data

KEDLI is & wholly owned subsidiary of KeySpan. KEDLI was formed on
May 7, 1998 and on May 28, 1998 acquired substantially all of the
assets related to the gas distribution business of LILCO. KEDLI provides
gas distribution services to customers in the Long Island counties of
Nassau and Suffolk and the Rockaway peninsula of Queens county. KEDLI
established a program for the issuance, from time to time, of up to $600
million aggregate principal amount of Medium-Term Notes, which will be
fully and unconditionally guaranteed by the parent, KeySpan Corporation.
On February 1, 2000, KEDLI issued $400 miltion of 7.875% Medium-
Term Notes due 2010. In January 2001, KEDL issued an additional $125
million of Medium- Term Notes at 6.9% due January 2008. The following
condensed financial statements are required to be disclosed by SEC regu-
|ations and set forth those of KEDLI, KeySpan Corporation as guarantor of
the Medium-Term Notes and our other subsidiaries on a combined basis.
Additionally, in 2006, XEDL! issued $100 miltion of Senior Unsecured
Notes at 5.60% due November 29, 2016. This debt is not guaranteed by
the parent, KeySpan Corporation.



Statement of Income

Wi (In'Miliions of Dollars)

YEAR ENDED DECEMBER 31, 2006 GUARANTOR KEDLI OTHER SUBSIDIARIES ELIMINATIONS CONSOLIDATED
Revenues § 07 $1,3194 §5,862.2 § 09 $7,1816
Operating Expenses

Purchased gas —_ 864.4 2,467.1 — 3,3315

Fuel and purchased power — — 548.6 — 548.6

Operations and maintenance 624 1389 1,478.7 —_ 1,680.0

Intercompany expense — 5.3 (4.6) {0.7) -

Depreciation and amortization — 715 320.0 — 397.5

Qperating taxes — 65.1 346.1 — 411.2
Total Operating Expenses 624 1,151.2 5.155.9 0.7) 6,368.8
Gain on sale of property — —_ 1.6 — 1.6
Income from equity investments i — 13.1 sy 13.1
Operating Income (Loss) {61.7) 168.2 721.0 —_ 8215
Interest charges {166.2) (54.4) {69.0) 335 (256.1)
Other income and {deductions) 575.2 23 (62.8) {476.4} 38.3
Total Other Income and {Deductions) 405.0 (52.1) {131.8) (442.9) {217.8)
Income Taxes {Benefit) (86.9) 42.2 220.2 — 175.5
Net Income $ 4342 $ 7139 $ 369.0 $(442.9) $ 4342
Statement of Income

(In Millions of Dollars)

YEAR ENDED DECEMBER 31, 2005 GUARANTOR KEDLI OTHER SUBSIDIARIES ELIMINATIONS CONSOLIDATED
Revenues $ 06 $1,432.9 $6,229.1 $ (0.6) $7,662.0
Operating Expenses

Purchased gas — 963.0 26343 —_ 3,597.3

Fuel and purchased power —_ — 752.1 — 752.1

Operations and maintenance 220 1335 1,462.4 —_ 1,617.9

Intercompany expense — 48 (4.2} {0.6) —

Depreciation and amortization — 769 3196 = 396.5

Operating taxes 0.1 65.9 3411 = 4071
Total Operating Expenses 221 1,244.1 5,505.3 {0.6) $,770.9
Gain on sale of property — — 1.6 — as 16
Income from equity investments — — 15.1 = 15.1
Operating Income (Loss) (21.5) 188.8 740.5 — 907.8
Interest charpes {144.5) {61.9) (83.9) 21.0 {269.3)
Other income and {deductions) 523.8 2.9 (81.3) (446.0) {0.6)
Total Other Income and (Deductions)} 379.3 (59.0} (165.2) {425.0} {269.9)
Income Taxes (Benefit) (32.4) 48.2 223.5 — 239.3
Earnings from Continuing Operations 390.2 81.6 351.8 {425.0} 398.6
Discontinued Operations — — {1.8) —_ {1.8)
Cumulative Change in Accounting Principles — {0.2) {6.4) = {6.6)
Net Income $ 390.2 $ 814 $ 3436 § {425.0) $ 390.2




Statement of Income

(In Millions of Dollars}
YEAR ENDED DECEMBER 31, 2004 GUARANTOR KEDLI OTHER SUBSIDIARIES ELIMINATIONS CONSOLIDATED
Revenues $ 06 $1,124.4 % 5,526.1 $ (0.6} $ 6,650.5
Operating Expenses
Purchased gas —_ 664.9 1,999.6 — 2,664.5
Fuel and purchased power — — 540.3 - 540.3
Operations and maintenance 5.3 137.8 1,423.9 — 1,567.0
Intercompany expense — 5.4 {5.4) — -
Depreciation and amortization — 79.9 4.9 = 551.8
Operating taxes — 65.7 338.4 — 404.1
Goodwill Impairment — — 41.0 — 41.0
Total Operating Expenses 53 953.7 4,809.7 — 5,768.7
Gain on sale of property — — 7.0 — 1.0
Income from equity investments — — 46.5 — 46.5
Operating Income (Loss) a.n 170.7 7699 (0.6} 935.3
Interast charges (204.5) (61.9) (267.7) 2024 (331.3)
Otner ‘ncome and [deductions) 635.4 0.8 4239 (723.9) 336.2
Total Other income and (Deductions) 430.9 (60.7) 156.2 (521.5) 49
Income Taxes (Benefit) (45.5) 35.8 335.2 — 3255
Earnings from Continuing Operations ang 74.2 590.9 {522.1} 614.7
Discontinued Operations — — (151.0) — {151.0)

Net Income $471.7 § 742 $ 4399 ${522.1} $ 4637




Balance Sheet

(In Millions of Dollars)
DECEMBER 31, 2006 GUARANTOR KEDLI OTHER SUBSIDIARIES ELIMINATIONS CONSOLIDATED
Assets
Current Assets
Cash and temporary cash investments $ 1405 $ 347 $- 357 § — $ 2109
Accounts receivable, net 0.5 175.6 710.7 — 886.8
Other cument assets 1.5 3140 1,373.8 — 1,689.3
142.5 524.3 2,120.2 — 2,787.0
Investments and Other 5017.8 — 144.0 (4,892.1) 269.7
Property
Gas — 2,164.4 5475.0 — 7,639.4
Other — 323 31715 —_ 3,203.8
Accumulated depreciation and depletion _— {434.7 (2,830.2) — (3,264.9)
— 1,762.0 5816.3 — 7,578.3
intercompany Accounts Receivable 969.1 80.8 1,682.9 (2,732.8) =
Deferrad Charges 1,942.3 502.0 1,358.2 — 3,802.5
Total Assets $8.071.7 $2,869.1 $11,1216 $(7,624.9) $14,4315
Liabilities and Capitalization
Current Liabilities
Accounts payable $ 572 $ 1189 $ 8499 $ - $ 1.026.0
Commerciat paper 85.0 — — — 85.0
Other current fiabilities 2318 1.4 293.8 — 597.0
374.0 190.3 1,143.7 = 1,708.0
Intercompany Accotints Payable 2.6 319.4 897.0 {1,219.0} —
Deferred Credits and Other Liabilities
Deferred income tax (24.3) 407.0 793.7 — 1,176.4
Other deferred credits and liabilities 1,216.1 204.7 11787 — 2,599.5
1,191.8 611.7 1,972.4 — 3,775.9
Capitalization
Common shareholders equity 4,641.5 996.8 3,7726 (4,892.1) 45188
Long-term debt 1,861.8 7509 3,320.2 {1,513.8) 4,419.1
Total Capitalization 6,503.3 1,741.7 7,092.8 (6,405.9) 8,937.9
Minority Interest in Consolidated Companies — T = 5.7 — 15.7
Total Liabilities and Capitalization $8,07.7 $2,869.1 $11,1216 $(7.624.9) $14,4375




Balance Sheet

DECEMBER 31, 2005 GUARANTOR KEDLI OTHER SUBSIDIARIES ELIMINATIONS CONSOLIDATED
Assets
Current Assets

Cash and temparary cash investments $ 796 $ 35 I 414 s — $ 1245

Accounts receivable, net 0.6 149.9 822.2 —_ 9727

Other current assets 4.0 368.9 1,550.0 — 1,922.9

84.2 522.3 24136 — 3,020.1

Investments and Other 4,571.0 0.7 128.2 (4,457.5) 242.4
Property

Gas — — 7,275.9 — 7,275.9

QOther — 21113 981.5 — 3,002.8

Accumulated depreciation and depletion —_ {400.6) {2,631.2) — {3.031.8)

—_ 1,710.7 5,626.2 —_ 7,336.9

Intercompany Accounts Receivable 2,813.6 446 95.6 (2,953.8) —
Deferred Charges 4825 316.1 2,414.6 3,213.2
Total Assets $7,951.3 $2,594.4 $10,678.2 $(7.411.3) $13,8126
Liabilities and Capitalization
Current Liabilities

Accounts payable § 364 $ 1497 $ 9009 $ — $ 1,087.0

Commercial paper 657.6 — - — 657.6

Other current labilities 196.2 128.5 85.9 — 410.6

890.2 278.2 986.8 — 2,155.2

Intercompany Accounts Payable 51.8 3383 1,049.8 (1,439.9) —_
Deferred Credits and Other Liabilities

Deferred income tax 272 330.6 800.1 — 1,157.9

Other deferred credits and liabflities 634.0 2253 1,240.0 — 2,099.3

661.2 555.9 2,040.1 — 3,257.2

Capitalization

Common shareholders’ equity 4,485.4 897.0 3,539.3 {4,451.6) 4,464.1

Long-term debt 1,862.7 525.0 3,046.9 (1,513.8) 3,920.8
Total Capitalization 6,348.1 1,422.0 6,586.2 (5,971.4) 8,384.9
Minority Interest in Consolidated Companies 15.3 153
Total Liabilities and Capitalization $7,951.3 $2,594.4 $10,678.2 $(7.411.3) $13,812.6




Statement of Cash Flows

{In Millions of Dollars)

YEAR ENDED DECEMBER 31, 2006 GUARANTOR KEDLI OTHER SUBSIDIARIES COMSOLIDATED
Operating Activities
Net Cash (Used in) Provided by Continuing Operating Activities 3 (68.1) $ 1126 $1,014.1 $1,058.6
Investing Activities
Capital expenditures — (89.0) {435.0) (524.0)
Cost of removal — {1.7) (24.9) (32.6)
Proceeds from sale of property and investments — — 16 1.6
Derivative margin call — (15.2) (18.7) {33.9)
Net Cash (Used in} Continuing Investing Activities — {111.9) {477.0) {588.9)
Financing Activities
Treasury stock issued 30.1 — — 30.1
Issuance (payment) of debt, net (572.6) 100.0 387.0 (85.6)
Common and preferred stock dividends paid (325.3) — — (325.3)
Intercompany dividend payments 84 — (8.4) —
Other — — (2.5) (2.5)
Net intercompany accounts 988.4 {69.5) (918.9) —
Net Cash Provided by {Used in) Continuing Financing Activities 129.0 30.5 (542.8) (383.3}
Net Increase {Decrease) in Cash and Cash Equivalents $60.9 $ 312 $ &7 $ 3864
Cash and Cash Equivalents at Beginning of Period 79.6 35 414 124.5
Cash and Cash Equivalents at End of Period $ 1405 $ 347 $ 357 $ 2109
Statement of Cash Flows
(I Millions of Dollars)
YEAR ENDED DECEMBER 31, 2005 GUARANTOR KEDLI OTHER SUBSIDIARIES CONSOLIDATED
Operating Activities
Net Cash (Used in) Provided by Continuing Operating Activities $ (327.7) $ 168.5 $ 562.5 § 4033
Investing Activities
Capital expenditures - (113.3) (426.2) (539.5)
Cost of removal - (2.6) (25.2) (27.8)
Proceeds from sale of property and investments — (2.1) 49.1 47.0
Derivative margin call — - {8.9) {8.9)
Net Cash (Used in) Continuing Investing Activities — {118.0) 411.2) {529.2)
Financing Activities
Treasury stock issued 41.2 - —_ 41.2
Common stock issued associated with MEDS conversion 460.0 - - 460.0
Issuance {payment) of debt, net (754.6) — (15.0) (769.6)
Redemption of preferred stock (75.0) — — (75.0)
Common and preferred stock dividends paid (308.4) - — (308.4)
Dividend paid to parent 375.0 — (375.0) -
Other (1.6) —_ (3.8) (5.4)
Net intercompany accounts 90.0 {46.1) {43.9) —
Net Cash {Used in) Continuing Financing Activities (173.4) {46.1) (a37.7) (657.2)
Net {Decrease) Increase in Cash and Cash Equivalents $ (501.1) $ 44 $ (286.4) $ (783.1)
Net Cash Flow from Discontinued Operations — — (14.4) (14.4)
Cash and Cash Equivalents at Beginning of Period 580.7 (0.9} 342.2 922.0
Cash and Cash Equivalents at End of Period $ 796 $ 35 1 44 $ 1245




Statement of Cash Flow:

(In Millions of Dollars
YEAR ENDED DECEMBER 31, 2004 GUARANTOR KEDLI OTHER SUBSIDIARIES CONSOLIDATED
Operating Activities
Net Cash (Used in) Provided by Continuing Operating Activities $ (88.7) % 169.5 $ 669.3 $ 7501
Investing Activities
Capital expenditures — (108.7) (641.6) {750.3)
Cost of removal — (7.0 {29.2) (36.3)
Proceeds from sale of property and investments — — 1,021.3 1,011.3
Net Cash (Used in) Provided by Continuing Investing Activities — (115.8) 350.5 234.7
Financing Activities
Treasury stock issued 334 — — 334
Issuance {payment) of debt, net (269.7) — (170.7) (440.4)
Redemption of preferred stock (8.5) = — (8.5)
Net proceeds from sale/leaseback transaction — — 382.0 382.0
Common and preferred stock dividends paid (291.1) — — (291.1)
Gain on interest rate swap 12.7 — — 12.7
Dividend paid to parent 4476 (40.0) (407.6) -
Other 216 = 8.5 36.1
Net intercompany accounts 619.8 {16.2} (603.6} —
Net Cash Provided by (Used in) Continuing Financing Activities 571.8 {56.2) (791.4) (275.8)
Net Increase (Decrease) in Cash and Cash Equivalents % 483.1 $ (2.5) $ 2284 { 709.0
Net Cash Flow from Discontinued Operations — — 96 9.6
Cash and Cash Equivalents at Beginning of Period 976 1.6 104.2 203.4
Cash and Cash Equivalents at End of Period $ 580.7 $ (0.9 $ 3422 $ 9220




Note 13. Summary of Quarterly information (Unaudited)

The following is a table of financial data for each quarter of KeySpan's year ended December 31, 2006,

- (In Millions of Dollars, Except Per Share Amounts)
QUARTER ENDED 3/31/06 6/30/06 9/30/06 12131106
Operating Revenue 2,661.1 1,377.7 1,2185 1,924.3
Operating Income 389.1 1075 135.8 195.1
Earnings for common stock 208.0 494 (a) 50.3 126.5 (b
Basic earnings per common share 1.19 0.28 0.29 0.72
Dihsted eamings per common share 1.18 0.28 0.29 on
Dividends declared 0.465 0.465 0.465 0.465

(3) and (b) Pursuant to indemnity obligations contained in the Long island Lighting Company {“LILCO”) 7 KeySpan merger agreement of May 1998, KeySpan had been working with the
Internal Revenue Service (*IRS*) to resolve certain disputes with regard to LILCO's tax retums for the tax years ended December 31, 1996 through March 31, 1999 and KeySpan’s and

The Brookfyn Union Gas Company's {dibla KEDNY) tax retums for the years ended September 30, 1997 through December 31, 1998. During the second quarter of 2006, two issues were
settied. Accordingly, KeySpan reversed $9.5 million of previously established federal income tax reserves. A settlement of the remaining outstanding issues was reached in the fourth quarter
and, folfowing IRS procedtre, the settlement was submitted to the Joint Committee on Taxation on October 30, 2006 for final approval, which is expected in earfy 2007. Accordingly, KeySpan
reversed $35.0 million of previously established federal incore tax reserves in the fourth quarter of 2006.

The following is a table of financial data for each quarter of KeySpan's year ended December 31, 2005

(In Millions of Dollars, Except Per Share Amounts)

QUARTER ENDED 3/31/05 6/30/05 9/30/05 12/31/05
Operating Revenue 2.480.5 1.342.5 1.303.1 2.535.9
Operating Income 438.7 103.2 102.8 263.1
Earnings from continuing operations,

Yess prefermed stock dividends 2344 180 226 121.4
Cumulative change in accounting principles, net of tax — - — {6.6) {a)
toss from discontinued operations — (1.8) — —
Eamings for common stock 2344 16.2 226 114.8
Basic earnings per common share from continuing operations

less preferred stock dividends 1.45 on 0.13 0.70
Basic earnings per common share from discontinued operations = {0.01) — —
Basic eamings per common share from cumutative change

in accounting principles — — — (¢.04) (a}
Basi¢ earnings per common share 145 0.10 0.13 0.66
Diluted eamings per common share 1.44 0.09 0.13 0.65
Dividends declared 0.455 0.455 0.455 0.455

(2} Cumulative change in accounting principles for implementation of FASB interpretation No. 47 ("FIN 477) “Accounting for Conditional Asset Retirement Obligations. "



REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM
To the Board of Directors and Stockholders of KeySpan Corporation:

We have audited the accompanying Consalidated Balance Sheets and the Consolidated Statements of Capilalization of KeySpan Corporation and
subsidiaries {the "Company") as of December 31, 2006 and 2005, and the related Consolidated Statements of income, Retained Eamings, Comprehensive
Income and Cash Flows for each of the three years in the period ended December 31, 2006. Our audits also included the financial statement schedule
listed in the Index at Hem 15. These financial statements and financial statement schedule are the respansibifity of the Company's management. Our
responsibility is to express an opinion on these financlal statements based on our audits.

We conducted our audits in accordance with the standards of the Public Company Accounting Oversight Board {(United States). Those standards require
that we plan and perform the audit to obtain reasonable assurance about whether the financial statements are free of material misstatement. An audit
includes examining, on a test basis, evidence supporting the armounts and disclosures in the financial statements. An audit also includes assessing the
accounting principles used and significant estimates made by management, as welf as evaluating the overall financial statement presentation. We believe
that our audits provide a reasonable basis for our opinion.

In our opinion, such consolidated financial staterents present fairty, in all material respects, the financial position of KeySpan Corporation and subsidiaries
as of December 31, 2006 and 2005, and the results of their operations and their cash flows for each of the three years in the period ended December 31,
2008, in conformily with accounting principles generally accepted in the United States of America. Also, in our opinion, such financial statement schedule,
when considered in relafion to the basic consclidated financial statements taken as a whole, presens fairly, in all material respects, the information set forth
therein.

As discussed in Notes 1 and 4 to the consolidated financial statements, on December 31, 2006, the Company adopted Statement of Financial Accounting
Standards No. 158 *Employers’ Accounting for Defined Benefit Pensions and Other Postretirement Benefit Plans.” As discussed in Notes 1and 7, on
December 31, 2005, the Company adopted Financial Accounting Standards Board Interpretation No. 47, “Accounting for Conditional Asset Retirement
Obligations.”

We have also audited, in accordance with the standards of the Public Company Accounting Oversight Board (United States), the effectiveness of the
Company's intemal control over financial reporting as of December 31, 2006, based on the criteria established in Internal Confrol—Integrated Framework
issued by the Committee of Sponsoring Organizations of the Treadway Commission and our report dated February 22, 2007 expressed an unqualified
opinion on management's assessment of the effectiveness of the Company's intemal control over financial reporting and an unqualified opinion on the
effectiveness of the Company's internal control over financiat reporting.

[s/ DELOITTE & TOUCHE LLP
New York, New York
February 22, 2007



ITEM9. CHANGES IN AND DISAGREEMENTS WITH ACCOUNTANTS ON ACCOUNTING AND FINANCIAL DISCLOSURE

None,

ITEM9A. CONTROLS AND PROCEDURES

We maintain disclosure controls and procedures (as defined under Exchange Act Rule 13a-15(e)) that are designed to ensure that information required fo
be disclosed by us in the reports we file or submit under the Exchange Act is recorded, processed, summarized and reported within the time periods
specified in the Securities and Exchange Commission's rules and forms, and that such information is accumuiated and communicated o KeySpan's
management, including our Chief Executive Cfficer and Chief Financial Officer, as appropriate, to allow timely decisions regarding required disclosure. Any
control system, no matter how well designed and operated, can provide only reasonable assurance of achieving the desired control objectives. Our
management, under the supervision and with the participation of our Chief Executive Officer and Chief Financial Officer, has evafuated the effectiveness of
our disclosure contrels and procedures as of December 31, 2006. Based upon that evaluation, our Chief Executive Officer and Chief Financial Officer
concluded that the design and operation of our disclosure controls and procedurss were effective at the reasonable assurance leve! in alerting them timely
{o material information required to be included in KeySpan's periodic SEC reports,

Furthermore, there_has been no change in KeySpan's intemal control over financial reporting that occurred during KeySpan's fast fiscal quarter, which
has materially affected, or is reasonably likely to materially affect, KeySpan's intemal control over financiat reporting.



MANAGEMENT'S REPORT ON INTERNAL CONTROL OVER FINANCIAL REPORTING

Our management is responsible for establishing and maintaining adequate infernal control over financial reporting (as defined under Exchange Act Rule
132-15(f)). KeySpan's intemal control over financial reporting is designed to provide reasonable assurance regarding the reliability of financial reporting
and the preparation of financial statements for external purposes in accordance with accounting principles generally accepted in the United States of
America.

Because of its inherent limitations, internal control over financial reporting may not prevent or detect misstatements, errors or fraud. Also, projections
of any evaluation of effectiveness to future periods are subject to the risk that controls may become inadequate because of changes in conditions, or that
the degree of or compliance with the policies or procedures may deteriorate.

Under the supervision and with participation of KeySpan’s Chief Executive Officer and Chief Financial Officer, our management assessed the
effectiveness of our internal control over financial reporling as of December 31, 2006. In making this assessment, our management used the critenia set
forth by the Commitiee of Sponsoring Organizations of the Treadway Commission ("COSQ"} in a report entitled Intemal Control-Integrated Framework
Our management concluded, as of December 31, 2008, that KeySpan's intemal control over financial reporting is effective based on the COSO criteria

Our independent registered public accounting firm, Deloitte & Touche LLP, has issued their report on management's assessment of KeySpan's
internal contro! over financial reporting as of December 31, 20086, which is included herein.



REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM
To the Board of Directors and Stockholders of KeySpan Corporation:

We have audited management's assessment, included in the accompanying Management's Report on intemal Control over Financial Reporting, that

KeySpan Corporation and subsidiaries (the "Company”) maintained effective internal controt over financial reporting as of December 31, 2006, based on

crileria established in infernal Confrol—Integrated Framework issued by the Committee of Sponsoring Organizations of the Treadway Commission. The

Company's management is responsible for maintaining effective internal control over financial reporting and for its assessment of the effectiveness of
ymal control over financiaf reporting. Our responsibilily is to express an opinion on management's assessment and an opinion on the effectiveness of
Company’s intemal control over financial reporting based on our audit,

rconducted our audit in accordance with the standards of the Public Company Accounting Oversight Board {United States). Those standards require

t we plan and perform the audit to oblain reasonable assurance about whether effective internal control over financial reporting was maintained in afl
terial respects. Our audit included obtaining an understanding of internal controt over financiat reporting, evaluating management's assessment, festing
| evaluating the design and operating effectiveness of intenal control, and performing such other procedures as we considered necessary in the
umstances. We believe that our audit provides a reasonable basis for our opinions.

ompany's infernat control over financial reporting is a process designed by, or under the supervision of, the company’s principal executive and principal

incial officers, or persons performing similar functions, and effected by the company’s board of directors, management, and other personnel {o provide

sonable assurance regarding the reliability of financia! reporting and the preparation of financial statements for external purposes in accordance with

1erally accepted accounting principles. A company's intemal confrol over financial reporting includes those poficies and procedures that (1) pertain to

maintenance of records that, in reasonable detail, accurately and fairly reflect the transactions and dispositions of the assets of the company; (2)
provide reasonable assurance that fransactions are recorded as necessary to permit preparation of financial statements in accordance with generally
accepted accounting principles, and that receipts and expenditures of the company are being made only in accordance with authorizations of management
and directors of the company; and (3) provide reasonable assurance regarding prevention or timely detection of unauthorized acquisition, use, or
disposition of the company’s assets that could have a material effect on the financial statements.

sause of the inherent limitations of intemal control over financial reporting, including the possibility of collusion or improper management ovemide of
Wirols, material misstatements due o error or fraud may not be prevented or detected on a timely basis. Also, projections of any evaluation of the
ictiveness of the intemal control over financial reporting to future periods are subject to the risk that the controls may become inadequate because of
inges in conditions, or that the degree of compliance with the policies or procedures may deteriorate.

wr opinion, management's assessment that the Company maintained effective infemal control over financial reporting as of December 31, 2006, is fairly
led, in all material respects, based on the criteria established in /nfernal Control—Integrated Framework issued by the Commitiee of Sponsoring
janizations of the Treadway Commission. Alsc in our opinion, the Company maintained, in alt material respects, effective internal control over financlal
orting as of December 31, 2008, based on the criteria established in Internal Control—integrated Framework issued by the Committee of Sponsoring
janizations of the Treadway Commission.

rhave also audited, in accordance with the standards of the Public Company Accounting Oversight Board (United States), the consolidated financial
tements and financial stalement schadule as of and for the year ended December 31, 2006 of the Company and our report dated February 22, 2007
ressed an unqual fied opimon on those financial statements and financial statement schedule and included an explanatory paragraph regarding the
»ption of Statement of Financial Accounting Standards No. 158 “Employers’ Accounting for Defined Benefit Pensions ang Other Postretirement Benefit
ns,” referred to in Notes 1 and 4.

DELOITTE & TOUCHE LLP
w York, New York
yuary 22, 2007



PART lll
ITEM 10. DIRECTORS, EXECUTIVE OFFICERS and CORPORATE
GOVERNANCE
Directors of KeySpan

The following individuals were elected as directors of KeySpan at our
last annual meeting of shareholders hexd on August 17, 2006, to hold
such position for a one year term or unfil his or her successor is duly
elected or chosen and qualified:

Robert B. Catell - Age 70 - Director since May 1998

Chaimman and Chief Executive Officer of KeySpan Corporation since
July 1998. Joined KeySpan’s subsidiary, The Brooklyn Union Gas
Company, in 1958 and was elected Assistant Vice President in 1974,
Vice President in 1977, Senor V'ce President in 1981 and Executive
Vice President in 1984, Ewected Brookiyn Union's Chief Operating
Officer in 1986 and President in 1990. Served as President and Chief
Executive Officer from 1991 to 1996. He was then elected Chairman
and Chief Executive Officer in 1996 and held such position through the
transformation of Brooklyn Union to KeySpan. He served as President
and Chief Operating Officer of KeySpan from May 1998 through July
1998 and was then elected as the Chairman in July 1998. Serves on
the boards of Alberta Northeast Gas, Ltd., Edison Electric Insfitute, New
York State Energy Research and Development Authority, the Business
Council of New York State, Inc. and the New York City Parinership, and
as Chairman of the Long Island Association. Mr. Catelt also serves on
the board of directors of The Houston Exploration Company
{NYSE:THX) and Keyera Energy Management Ltd. (TSX:KEY.UN).

Andrea 8, Christensen - Age 67 - Director since January 2001
Special Counsel to the faw firm of Kaye Scholer LLP since January 1,
2005. Previously was a partner of Kaye Scholer LLP since 1976.
Joined that firm in 1968 and previously was an assotiate with the law
firm of Kelley, Drye & Warren. Adjunct Professor at New York University
School of Law from 1984 to 1994. Member of the Asseciation of the Bar
of the City of New Yorx, American Bar Association and Internationai
Society for Labor Law and Social Secunty. Former Chairperson of New
York County Lawyers Association Committee on Labor Relations.
Served as a director of Brooklyn Union from 1980 to 2000, and the
American Arbitration Association from 1988 to 1999, Serves as a
Member of the board of Inwood House since 2000

Robert J. Fani - Age 52 - Director since January 2005

President and Chief Operating Officer of KeySpan since October 2003.
Joined KeySpan's subsidiary, The Brooklyn Union in 1976 and has
since held a variety of management positions in distribufion,
engineering, planning, marketing, and business development. Elected
Vice President in 1992 and promoted to Senior Vice President of
Marketing and Sales in 1997 and was responsibie for all marketing,
sales, rate and regulation activiies. In September 1999, he became
Sen or Vice President for Gas Operations and was promoted to
Executive Vice President for Strategic Services in February 2000 and
then to President of the KeySpan Energy Services and Supply Group in
2001 until assuming his current position as President and Chief
Operating Officer. Former Director of The Houston Explorat'on
Company (NYSE:THX) and serves as a director of the New York
Buitding Congress, the City College of New York, Stony Brook
University and the Energy Parinership of Long Istand. Heis alsoa
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member of the Socie
Technology Institute

jhters and sits on the Board of the Gas

Atan H, Fishman - Age 60 - Director since May 1998

President, Sovereign Bank, from June 2006 {o December 2006. Former
president, Chief Executive Officer and a director of Independence
Community Bank Corp. (NASDAQ:ICBC), the parent savings and loan
holding company of Independence Community Bark. Joined Chemical
Bank in 1969, named Chief Financial Officer in 1979 and elected Senior
Vice President responsible for worldwide investment banking activities
in 1983. Joined Neuberger & Berman in 1988 and was responsible for
an investment parinership. Joined American intemational Group, Inc. in
1989 as Senior Vice President of AIG. Joined the fim of Adler &
Shaykin in 1990 as a Managing Partner. Former Managing Partner and
founder of Columbia Financia Partners, L.P. in 1992, President and
Chief Executive Officer of CentiFinanc.al Corporation from July 1999 to
March 2001 Chairman of the Brooxlyn Academy of Music and the
Brookiyn Navy Yard and co-chairman of the Downtown Brooklyn
Partnership,

James R. Jones - Age 67 - Director since May 1998

Co-Chairman and Chief Executive Officer of Manatt Jones Globat
Strategies, LLP since October 2001 and Chairman of GlobeRanger
Comoration since September 1999. Senior Counse! to the law firm of
Manatt, Phelps & Phillips, LLP from March 1999 to present. Retired as
President of Warnaco, Inc. - Intemational Divis on in 1998. Director of
Anheuser Busch (NYSE:BUD) since 1998 and Kansas City Southem
(NYSE:KSU) since 1997, White House Staff, Special Assistant and
Appointments Secretary from 1965 to 1969 and Congressman from
Oklahoma from 1973 to 1987, Partner in the law firm of Dickstein
Shapiro Morin & Oshinsky LLP from 1987 to 1989. Chairman and Chief
Executive Officer of the American Stock Exchange from 1989 to 1993.
Served as United States Ambassador to Mexico from 1993 to 1997.

James L. Larocca - Age 63 - Director since January 2001
Distinguished Professor of Public Policy and former Dean of the College
at Long fsland University's Southampton Graduate Campus s'nce Apfil
2000 and Adjunct Professor of P.ouc Pol cy at Holstra University since
Janirary 1999, Chairman of the Long Island Regional Planning Board.
Practiced law with the firm of Cullen and Dykman immediately prior to
his appointment to Southampton College. Served in the cabinets of two
New York Slate govermors as Commissioner of Transportation,
Commissioner of Energy, Director of Federal Affairs, Trustee of the Nev
York Power Authonty and Chairman of tne Energy Research and
Development Authonty. Served as the President of the Long Isiand
Assoc ation from 198510 1993. Served as a director of Brooklyn Union
from 1992 to 1993 and from 1995 to 2000. Former director of European
American Bank and ContiFinancial Corporation. Current director and
past Chairman of the Long Istand Nature Conservancy.

Gloria C. Larson - Age 56 - Director since June 2003

Partner and Co-chair of the Government Practices Group at the law firm
of Foley Hoag LLP. Has held senior pos tions within the federal
government and the Commonwealth of Massachusetts government,
including serving as the Massachusetts Secretary of Economic Affairs,
Deputy Director of Consumer Protection and Attorney Advisor for the
Feaeral Trade Commission. Current Chairperson of the Massachusetts
Convention Center Authority since 1998. Director of Unum Provident
Corp. (NYSE:UNM). Serves as a member of the Rose F. Kennedy



Greenway Conservancy board, as well as several Boslon-based not-for-
profit organizations, including the Greater Boston Chamber of
Commerce, the New England Council, the Massachusetts Women's
Forum and Blue Cross Blue Shield of Massachusetls. Serves as co-

air of the board of directors of MassING.,

sphen W. McKessy - Age 69 - Director since May 1998

:cted as the Lead Director of KeySpan effective January 1, 2006,

tired pariner of PricewaterhouseCoopers. Served in various

inagement and leadership positions at PricewaterhouseCoopers from

B0 to 1997. Serves as a director of The Houston Exploration
Company (NYSE:THX), and the Boy Scouts of America. Member of the
board of advisors of St John's University Collsge of Business
Administration, past president and current member of the board of
governors of the Silver Spring Country Club, and member of the

aperty Owners Association at SailFish Point, Florida.

tward D. Miller - Age 65 - Director since May 1998
rved as a member of the supervisory board and senior advisor lo the
ief Executive Officer of AXA Group from June 2001 to April 2003,
rved as President and Chief Executive Officer of AXA Financial, Inc.
m August 1997 through May 2001. Chairman and Chief Exectfive
Officer of The Equitable Life Assurance Scciety, the principal insurance
subsidiary of AXA Financial, Inc., from August 1997 through May 2001.
Served as Senior Vice Chairman of The Chase Manhattan Bank from
1996 through 1997, Serves as a member of the board of directors of
erican Express Company (NYSE:AXP} and Kom/Ferry Intemational
YSE:KFY). Member of the board of govemors of the United Way of
-State and Chairman of the board of directors of Phoenix House.
1stee of the Inner-City Scholarship Fund and the New York City
fice Foundation. Chairman for New York City's Partnership Security
¢ Risk Management Task Force.

tki L. Pryor - Age 53 - Director since March 2004

asident and Chief Executive Officer of SBLI USA Mutual Life

surance Company, Inc. and its family of companies since 1999,

rved as Senior Vice President of Oxford Health Plans from June 1998
to January 1999. Served in various Senior Vice President and Vice
President positions at Blue Cross Blue Shield of Massachusetts from
1393 to 1997, Served as Director and in a variety of senior level
positions at Allstate Life Insurance Company from 1986 to 1992,
Served in various posttions including acting assistant district counsel,
senior attoney and associate in the Office of Chief Counsel of the
Internal Revenue Service, Chicago office, from 1978 to 1988, Served
on the noards of the Life Insurance Council of New York (LICONY), New
Jersey Chamber of Commerce, UST Corporation, Pension Reserves
Investment Management and River Source Funds, a mutual fund
company Serves on the Dean's Advisory Counci of the University at
Buffalo Law School. Ms. Pryor is also a member of the board of the

w York City Partnership and the Forum 500 Board of Directors.
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EXECUTIVE OFFICERS OF KEYSPAN
Certain information regarding executive officers of KeySpan and certain
of its subsidiaries is set forth below:

Robert B. Catell
Mr. Catell's biography appears under “Directors of KeySpan”,

Robert J. Fani
Mr. Fani's biography appears under “Directors of KeySpan”.

Waltace P. Parker Jr.

Mr. Parker, age 57, was elected President of the KeySpan Energy
Delivery and Customer Relations Group i January 2003. He also
serves as Vice Chairman ana Chief Executive Officer of KevSpan
Services, Inc. since January 2003. He had previously served as
President, KeySpan Energy Delivery, since June 2001, and from
February 2000 served as Executive Vice President of Gas Operations.
He joined KEDNY in 1971 and served in a wide variety of management
positions. In 1987, he was named Assistant Vice President for
marketing and advertising and was elected Vice President in 1890. In
1994, Mr. Parker was promoted to Senior Vice President of Human
Resources for KEDNY and in August 1998 was oromoted to Senior Vice
President of Human Resources of KeySpan.

Steven L. Zelkowitz

Mr. Zelkowitz, age 57, was slected President of KeySpan's Energy
Assets and Supply Group in Oclober 2003. Prior to that, he served as
Executive Vice President and Chief Administralive Officer since January
2003. He joined KeySpan as Senior Vice President and Deputy
General Counse! in October 1998, and was elected Senior Vice
President and General Counsel in February 2000. In July 2001, Mr.
Zelkowitz was promoted to Execufive Vice President and General
Counsel, and in November 2002, he was named Executive Vice
President, Administration and Compliance, with respensibifity for the
offices of General Counsel, Human Resources, Regulatory Affairs,
Enterprise Risk Management and administratively for Internal Auditing.
Before joining KeySpan, Mr. Zelkowitz practiced law with Cutlen and
Dykman LLP in Brooklyn, New York, specializing in energy and utility
law and had been a pariner since 1984, He served on the firm's
Executive Committee and was head of its Corporate/Energy
Department.

John J. Bishar, Jr.

Mr. Bishar, age 57, was efected Executive Vice President, General
Counsel, Chief Governance Officer and Secretary effective March 1,
2005. He became Senior Vice President, General Counsel and
Secretary in May 2003, with responsibility for KeySpan's Legal
Department and the Comorate Secretary's Office. Prior to that, he
joined KeySpan as Senior Vice President and General Counsel in
November 2002, Before joining KeySpan, Mr. Bishar practiced faw with
Cullen and Dykman LLP since 1987. He was the Managing Partner
from 1993 through 2002 and was a member of the firm's Executive
Committee. From 1980 to 1987, Mr. Bishar was Vice President,
General Counsel and Corporate Secretary of LITCO Bancorporation of
New York, Inc.



John A, Caroselli

Mr. Caroselli, age 51, was elected Executive Vice President and Chief
Strategy Officer in January 2003. Mr. Caroselli is responsible for Brand
Management, Strategic Markefing, Corporate Marketing, Sales and
Account Management and Customer Service, Strategic Planning,
Strategic Performance and Information Technology Strategy and
Governance. Mr. Carosellt came to KeySpan .n 2001 and at tnat time
served as Executive Vice President of Strategic Development. Before
joining KeySpan, Mr. Caroselii held the position of Executive Vice
President of Corporate Development at AXA Financial. Prior to that, he
held senior officer positions with Chase Manhatian, Chemical Bank and
Manufacturers Hanover Trust. He has extensive experience in stralegic
ptanning, brand management, marketing, communications, human
resources, and strategic execution.

Gerald Luterman

Mr. Luterman, age 63, was elected Executive Vice President and Chief
Financial Officer in February 2002. He previously served as Senior Vice
President and Chief Financial Officer since joining KeySpan in July
1989, He formerly served as Chief Financial Officer of
barmesandncble.com and Senior Vice President and Chief Financial
Officer of Arrow Electronics, Inc, Prior to that, from 1985 through 1996,
he held executive positions with American Express. Mr. Luterman also
serves on the Board of Directors for IKON Office Solutions Inc.
(NYSE:IKN), U.S. Shipping Partners L.P. (NYSE:USS) and Technology
Solutions Company (NASDAQ:TSCC).

David J. Manning

Mr. Manning, age 56, was elected Execulive Vice President Corporate
Affairs and Chief Environmental Officer effective March 1, 2005. He
became Senior Vice President for Corporate Affairs in April 1999,
Before joining KeySpan, Mr. Manning had been President of the
Canadian Association of Petroleum Producers since 1995. From 1993
1o 1995, he was Deputy Minister of Energy for the Province of Alberta,
Canada. From 1988 to 1993, he was Senior Infemational Trade
Counsef for the Government of Atberta, based in New York City.
Previously, he was in the private practice of law in Canada as Queen's
Counsel.

Anthony Nozzolillo

Mr. Nozzolillo, age 58, was elected Executive Vice President of Electric
Operations in February 2000. He previously served as Senior Vice
President of KeySpan's Electric Business Unit from December 1998 to
January 2000. He joined LILCO in 1972 and hetd vanous positions,
including Manager of Financial Planning and Manager of Systems
Planning. Mr. Nozzolillo served as LILCO's Treasurer from 1992 to
1994 and as Senior Vice President of Finance and Chief Financial
Officer from 1994 to 1998,

Nickolas Stavropoulos

Mr. Stavropoulos, age 47, was elected President, KeySpan Energy
Delivery, in June, 2004 and Executive Vice President in April 2002. He
previously served as President of KeySpan Energy New England since
April 2002, and Senior Vice President of sales and marketing in New
England since 2000. Prior to joining KeySpan, Mr. Stavropoulos was
Senior Vica President of marketing and gas resources for Boston Gas
Company. Before jo'ng Boston Gas, he was Executive Vice President
and Chief Financial Officer for Colonial Gas Company. In 1995, Mr.
Stavropoulos was elected Executive Vice President - Finance,

Marketing and CFO, and assumed responsibility for all of Colonial's
financial, marketing, information technotogy and customer service
functions. Mr. Stavropoulos was a director of Colonial Gas Company
and currently serves on the Beard of Directors for Enterprise Bank and
Trust Company (NASDAQ:EBTC) and Dynamics Research Corporation
(NASDAQ:DRCO).

Joseph F. Bodanza

Mr. Bodanza, age 59, was elected Senior Vice President Regulatory
Affairs and Asset Optimization effective March 1, 2005. He became
Senior Vice President, Regulalory Affairs and Chief Accounting Officer
in April 2003, Prior to that, he served as Senior Vice President of
Finance Operations and Regulatory Affairs since August 2001 and was
Senior Vice President and Chief Financial Officer of KEDNE. Mr.
Bodanza previously served as Senior Vice President of Finance and
Management Information Systems and Treasurer of Eastern
Enterprise’s Gas Distribution Operations. Mr. Bodanza joined Boston
Gas Company in 1972, and held a variety of positions in the financial
and regulatory areas before becoming Treasurer in 1984. He was
elected Vice President and Treasurer in 1988.

Coleen A. Ceriello

Ms. Ceriello, age 48, was named Senior Vice President of Shared
Services of KeySpan Corporate Services, LLC, effective March 1, 2005
She had been KeySpan's Vice President — Property, Security and
Employee Related Services since January 2005. Prior to that time, she
served as Vice President of Property ana Secur.ty since June 2004 and
Vice President of Stralegic Planning since August 1999. She joined
KEDNY in 1980 and over the years held a succession of positions in
Corporate Planning, Regulatory Relations, Information Technology and
Strategic Planning and Performance.

John F. Haran

Mr. Haran, age 56, was elected Senior Vice President of KeySpan
Energy Delivery and Chief Gas Engineer in March 2004. He had been
Senior Vice President of gas operations for KEDNY and KEDL} in April
2002, Mr. Haran joined KEDNY in 1972, and has held management
positions in operations, engineering and markeiing and sales. He was
named Vice President of KEDNY gas operations in 1996 and in 2000
moved to the position of Vice President of KEDL! gas operations.

Michael J. Taunton

Mr. Taunton, age 51, was elected Senior Vice President, Treasurer and
Chief Risk Officer effective March 1, 2005. He became Senior Vice
President and Treasurer in March 2004, and had been KeySpan's Vice
President and Treasurer since June 2000, Prior to that time, he served
as Vice President of Investor Retfations since September 1998. He
joined KEDNY in 1975 and held a succession of positions in Accounting,
Customer Service, Corporate Pltanning, Budgeting and Forecasting,
Marketing and Sales, and Business Process Improvement. During the
KeySpan/LILCO merger, Mr. Taunton co-managed the day-to-day
transition process of the merger and then served on the Transition
Team during the acquisition of Eastern Enterprises.

Elaine Weinstein

Ms. Weinstein, age 59, was named Senior Vice President for Human
Resources and Chief Diversity Officer in March 2004. She previously
served as Senor Vice President of KeySpan's Human Resources
division since November 2000, and as V ce President of Staffing and



Organizational Development from September 1998, to her elecion as
Senior Vice President. Prior lo that time, Ms. Weinstein was General
Manager of Employee Development since joining KEDNY in June of
1995. Prior to 1995, Ms. Weinstein was Vice President of Training and
Crganizational Development at Menill Lvnch.

Lawrence S. Dryer

Mr. Dryer, age 47, was slecled Vice President and General Auditor in
June 2003. He previous y served in this position from September 1998
to August 2001. In August 2001, he was named Senicr Vice President
ana Chief F nancial Officer of KeySpan Services, Inc. Prior to such
posit ons, Mr. Dryer had been witn LILCO from 1992 fo 1998 as D'rector
of Intermal Audit. Prior to joming LILCO, Mr. Dryer was an Audit
Manager with Coopers & Lybrand.

Theresa A. Balog

Ms. Balog, age 44, was elected Vice President and Chief Accounting

Officer effective March 1, 2005. She became Vice President and

Controller of KeySpan in Aprit 2003. She joined KeySpan in 2002 as
isistant Controller. Prior 1o joining KeySpan, Ms. Balog was Chief
scounting Officer for NiSource Inc. and held a variety of positions with
2 Columbia Energy Group.

Joseph E. Hajjar

Mr. Hajjar, age 54, was named Vice President and Controller effective
March 1, 2005. He had been Senior Vice President and Chief Financial
Officer of KeySpan Services, Inc. since June 2003 and Senior Vice
President and Chief Financial Officer of KeySpan Business Solutions,
LLC, since November 2001, Before joining KeySpan from 1398 to
2001, Mr. Hajjar was Executive Vice President and Chief Operating
Officer of Opportunity America. He also was previousty an officer of the
Bovis group and served for over 12 years with Price Waterhouse.

Michael A. Walker
Mr. Walker, age 50, was named Vice President and Deputy General
Counset of KeySpan Corporation, effective March 1, 2005. He had
been Senior V'ce President of KeySpan Services, inc. since June 2004
d Senior Vice Presiaent and COO of KeySpan Business Sofutions
C, since June 2003. Prior to that time he was Senior Vice President
d General Counsel of KeySpan Services, Inc. from January 2001 to
wcember 2003, Before joining KeySpan, Mr. Walker was a shareholder
in the Corporate Finance Section in the law firm of Buchanan Ingersoll.
Prior to joining Buchanan Ingersoll he worked for several law firms in the
north east representing both private and public sector clients on a wide
variety of energy, utility, regulatory, corporate and structured finance
matters.

There are no family relationships among any of our execufive officers or
directors.

Compliance with Section 16{a) of the Exchange Act
Section 16(a) of the Exchange Act requires KeySpan's directors,
ecutive officers and persons who own more than ten percent (10%) of
egistered class of KeySpan's equity securit'es 1o fife with the SEC
initial reports of beneficial ownership and reports of changes in
beneficial ownership of common stock and other equily securities of
KeySpan. Executive officers, directors and greater than ten percent
(10%) shareholders are required by SEC regulation to fumnish KeySpan
with copies of all Section 16(a) forms that they file,

To KeySpan's knowledge, based solely on review of information
fumished to us, reports filed through KeySpan and representations that
no other reports were required, all Section 16(a) filing requirements
applicable to our directors, executive officers and greater than ten
percent (10%) beneficial owners were complied with during the twelve-
month period ended December 31, 2006.

Codes of Ethics

We adopted a code of ethics applicable 1o our directors, a code of ethics
applicable to our senior financial officers, and an ethical business conduct
statement applicable to all of our directors, officers and employees. Our
codes of ethics, ethical business conduct statement, corporate govemnance
guiderines and committee charters can each be found on the Investor

Re ations section of our website, (hitp:/fwww ceyspanenerqy.com) or
directly at the Corporation’s corporate governance website
{http://governance.keyspanenergy.com), and provide information on the
framework and high standards set by us refating to our corporate
governance. Additionally, these documents are available in print to any
stockhotder requesting a copy. The codes of ethics, ethical business
conduct statement, comorate governance guidelines and committee
charters have all been approved by the board of directors and are vital to
securing the confidence of our stockholders, customers, employees,
governmental authorities and the investment community.

Audit Commiitee

The Audit Committee provides oversight with respect to the quality and
integrity of our financial statements; compliance with legat and
regulatory requirements; the independent auditor's qualifications and
independence; the performance of our intemal audit function and
independent auditors, our businass practices, risk assessment and risk
management, and the preparation of the Audit Committee report
required to be included in our annual proxy statement. The Audit
Committee is comprised of Mr. Fishman, Ms. Chnistensen, Mr. Larocea,
Mr. McKessy and Ms. Pryor. Pursuant to the rules of New York Stock
Exchange (“NYSE") all members of the Audit Committee of our board of
directors are independent directors. Our board of directors has
determined that Mr. Fishman and Ms. Pryor meet the qua ifications of an
“audit committee fnancial expent,” as that term is gefined oy the nies of
the Securities and Exchange Commission (“SEC”). In addition, our
board of directors has determined that Mr, Fishman, Mr. McKessy and
Ms. Pryor have "accounting or related financial management expertise,”
in accordance with the NYSE comporate governance standards rules,
section 303A.07. Each of the members of the Audit Committee is
financlally literate, in accordance with the NYSE corporate governance
standards rules, section 303A.07. None of the Audit Committee
members simultaneously serves on the audit committees of more than
three public companies. The Audit Commitee is composed of five
independent directors and operates under a written charler adopted by
our board of directors, as amended and restated as of January 26,
2006; and can be found on the Investor Relations section of our website
at hitp:/iwww keyspanenergy.com or directly at our corporate
govemance website (http://governance. keyspanenergy.com).



ITEM 11. EXECUTIVE COMPENSATION
COMPENSATION DISCUSSION AND ANALYSIS

Objectives of Executive Compensation Programs
Through the Compensation and Management Development Committee
of the Board of Directors (the “Committee’), which .s responsible for the
administration of our executive compensation programs, a “pay for
performance” executive compensation philosophy was developed and
adopted by the Board of Directors. Our executive compensation
philosophy for named executive officers and other executives is
intended to provide compensation at market competitive fevels in order
to aftract, motivate and retain falented executives and to align the
interests of these executives with those of our shareholders. The
Committee, which has the primary governance authority over our
executive compensation programs, is composed of five directors, each
of whom are “independent” under all applicable New York Sfock
Exchange and Securities and Exchange Commission rules and
reguiations. The Commitiee operates pursuant to a written charter and
is authorized by the Board of Directors to retain outside consultants,
advisors or legal counsel to provide independent advice to the
Committee. The overall objective of the program is to provide a total
compensation plan designed to focus on our strategic business
initiatives, financial performance cbjectives and shareholder value.

We adhere to the following compensation principles in the design
of our compensation programs, which are intended to support our
business objectives and further our sirategic vision;

e The executive compensation programs emphasize pay for
performance and encourage retention of those employees who
enhance our overall performance.

s  Compensation plan design maintains a reasonable balance among
base salary, annual incentive and long-term equity-based incentive
compensation and other benefits and should further the creation of
long-term value for shareholders.

» Incentive compensation is finked to the achievement of specific
financial and strategic objectives, which are established in advance
and approved by the Board of Directors, upon recommendation of
the Commiltee.

»  Annual and long-term incentive compensation for executives are
compelitive with the levels of comparable executives within the
energy industry, as well as general industry, on a nationwide basis,
with a focus on energy companies for those positions unique to the
energy industry.

s  Total direct compensation, including base satary, annual and long-
term incentives, should be benchmarked to the 50t percentile of
the nationwide marketplace.

s  If our performance results exceed that of our peer group,
compensation should be above the 50 percentile for such peer
group; likewise, if performance falls below that of our peer group,
compensation should be below the 50 percentile.

» in addition to external comparisons, compensation levels also
reflect the internal value of each executive compared to other
executives within our organizalion, as well as other factors such as
succession planning and the achievement of exceptional individual
results,

Towers Perrin, a nationally recognized compensation consuftant,
was selected by the Comm ttee as the r ‘ndependent compensation
consutant in 2005. Towers Pemin attenos Committee meet ngs m order
to provide advice and counsel to the Committee in regard to
compensation plan design and recommendations made by
management. |n ada tion, Towers Perrin provides adv ce regarding
cnanges tn legislative and accounting consideratons that may ‘mpact
compensation plan design.

To assist us in implementing our compensation programs, surveys
are prepared by Towers Penin to provide an independent review of the
compensation levels of executives in peer energy companies and
companies in general industry. The primary survey source is the
Towers Perrin Energy Industry database with data from approximately
100 energy companies, as well as their general industry database with
data from approximately 800 companies nationwide. This survey data is
used as our peer group in assessing pay levels.

Both energy and general industry peer group data are used to
benchmark base salary and annual incentives, but, because of factors
unique to the energy industry, only energy industry data is used to
benchmark the long-term incentive compongnt of our pay programs,
Ultimately, Towers Perin uses stalistical analvsis to ensure
comparability of our base salary, annual and long-term incentive
compensation levels and to correlate the market data to an organization
of our size and scope.

Our compensation plan design and philosophy is reviewed
annually by the Committee, with no material changes made during
2008. In 2006 the Commitiee met five times. In addition to a review of
the peer group data provided by Towers Perrin, the Committee
conducted a comprehensive assessment of our executive compensation
programs fo ensure that our phitosophy and programs are consistent
with best practices and provide a reasonable level of total compensation
to our named executive officers. In conducting this assessment, the
Committee reviewed and refied upon comprehensive reports or “fally
sheets" for each executive, which identified all elements of
compensation provided to the execufives in the prior year or to which
they are otherwise entitted. In addition, the Committee held cne
execulive session without management participation to enable
discussion of the key elements of the named executive officers’
performance evaluation and compensation recommendations.

Role of Executives in Establishing Compensation

Mr. Catell and Mr. Fani attend all Committee meetings. At such
Committee meetings, they each periodically review KeySpan's financial
and operating performance, major changes in organizational plans and
the performance of key officers. Certain other senior executives also
attend Committee meetings and are responsible for developing potential
compensation programs, incentive compensation, plan design and
individua! satary recommendations with input from both Mr, Catell and
Mr. Fani, utilizing the survey data and advice provided by Towers Perrin.
With respect to Mr. Catell and Mr. Fani, all discussions regarding their
compensation is conducted by the Committee in Executive Session
without their atlendance.



Compensation Program

Our compensation program reflects our compensation philosophy and
principles as set forth above. To achieve our objectives, direct
compensation includes three basic components: base salary, annual
incentive compensation and long-term incentive compensation.

We place significant emphasis on variable pay (i.e. pay that is
contingent upon performance), with the greatest proportion of total
compensation being variable for Mr. Catell when compared to the other
named executive officers. In terms of the variable pay component,
which includes annual and long-term incentives, more emphasis is
placed on the long-term component than the annual component. Mr.
Catell has the hignest portion of pay finked to long-term compensation,
placing greater emphasis on long-term snareholder valle. Al vanable
pay programs are finked directly to performance measures that drive
financial results, strategic performance measures and other goals and
obiectives that are infended to increase shareholder value.

The following provides a summary of the mix of compensation for
the named executive officers for 2006:

2005 Mix of Total Direct Compensatien Components

Annual Long-Term
Hama Base Pay Incentive Incegntive Total
Mr. Catell 22% 22% 56% 100%
Mr. Fani 30% 22% 48% 100%
Mr. Parker 34% 24% 42% 100%
Mr. Zelkowitz | 34% 24% 42% 100%
Mr. Luterman | 36% 24% 40% 100%

Executives are provided with benefits and perquisites that are intended
to be comparable to those provided to executives in our pesr group.
These other programs include the following:

«  ability o allocate a portion of any annual incentive payment
into a deferred stock unit plan

¢ ability to allocate a portion of base salary inlo a deferred
compensation plan

+ refirement plans

o 401{k) plan with employer maich {available {0 all employees)
«  executive group replacement life insurance

+ severance and change in control fermination protection

= other reasonable and customary perquisites

In the design of our programs, the compensation amounts realized in
prior years are not taken into consideration when establishing
compensation largets or awards. We also have no policy that would
automatically result in an adjustment to payments if the relevant
performance measures upon which they are based are restated or
otherwise adjusted in subsequent years in a manner that would reduce
or increase the size of a previous payment. However, in an instance
stich as this, the Commitiee would have discretion to consider an
adjustment, if warranted.

Base Salary
We provide a base salary program in order to compete for executive

talent in the marketplace. Base salaries for our executives are
established based on the scope of their responsibilities, taking into
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account competitive market compensation levels for similar positions.
Generally, we believe that executive base salaries should be targeted
near the median of the range of salares for executives in similar
posttions with similar responsibililies at comparable companies. Base
safaries are reviewed annually and adjusted from time te time to realign
sataries with market levels, taking info account individual
responsibilities, performance and experience. Other factors such as
internal equity and succession planning are also considered when
sefting base salary.

In determining the base salary level for the named executive
officers, the Committee considers individual contributions, internat
equity, succession planning and performance, as well as compelitive
market data. In terms of performance results and contributions, the
named executive officers are evaluated on anincrease in overall
eamings per share, continued focus on the core business and the
achievement of our short and long-term strategic initiatives and financial
goals. For further discussion of the named executive officers” base
salary in 2006 and 2007, see the namative following the Summary
Compensation Table and the Grants of Plan-Based Awards table.

Annual Incenttve Compensation
Annual incentive compensation is inlended to encourage management

to achieve crdical snort-lem goals that we believe are integrally Iinked
to long-term value creation. The Board of Directors adopted the
Corporate Annual Incentive Compensation and Gainsharing Plan (the
“Corporate Plan™) in September 1998. The Corporate Plan provides
annual incentive awards to officers and all management employees
based on the achievement of comporate goals that the Commitiee
believes enhance shareholder value. For 2006, the performance
meas.rement peried included the twelve-month period from January 1,
2006 10 Decemoer 31. 2006. The awards for this penog were approved
by the Committee and the Board of Directors in February 2007 and will
be paid in March 2007. The specific comporate goals for the Corporate
Plan are proposed by management and reviewed and approved by the
Commiltee and the Board of Directors.

In 2006, the performance objectives for each of the named
executive officers included financial and strategic objectives consisting
of the following;

earnings per share

cash flow

business unit operating income
customer satisfaction

control of operating expenses
employee diversity, and
individual strategic initiatives

The incentive award ranges are established annually by the Committee
for executives and management employees. Incentive award levels
provide awards that are competitive both within and outside the energy
indusiry when target performance results are achieved.

Under the Corporate Plan, award payouts can range from zero for
below threshokd performance up to a maximum award potential of two
times the target leve! established for each named executive officer,
Actual award payouts are calculated using cumulative base earnings
paid during the calendar year and are determined based upon each
named executive officer's performance measured against the
established financial, strategic and individual performance objectives set
by the Committee and the Board of Directors. Actual awards also refiect



modification based upon each named executive officer’s individual
performance rating using a modifier percentage as approved by the
Committee, The modifier allows the Committee to use its discretion to
increase or decrease an award with a maximum modification of +/- 15%,
based on the named executive officers’ performance relative to
leadership, teamwork, strategic thinking, urgency for results, enterprise-
wide commitment, developing organizational talent and integrity.

For each named executive officer, the specific performance
objectives are weighted dependent upon the execulive’s level of
responsibility for delivering results against these objectives. The
weightings for the named execufive officers with respect to each
objective ranged as follows:

Eamings Per Share: 35% to 50%

Corporate/Business Unil Operating Income: zero to 25%
Free Cash Flow: 10% to 20%

Control of Operation and Maintenance Costs: zero to 20%
Diversity: 10% for each named executive officer

Customer Satisfaction: 10% for each named execulive officer
Other Strategic Initiatives: zero to 10%

The overall assessment of the achievement of each named executive’s
goals determines the percent of the target award that will be paid fo the
executive as an annual incentive award. In addition, the Committee
may take info consideration certain unanticipated or extracrdinary items,
such as changes in accounting or tax rules, that may have impacted the
difficulty or ease of achieving the desired targets and has discretion to
adjust award payouts.

The performance metrics used in the 2006 Corporate Plan are
summarized in the chart below. These objectives were selected as key
performance indicators in support of our annual objectives and long-
term strategy, The setting of the target level of performance generally
reflects a reasonable level of improvement in performance when
compared to the actuaf results achieved in the prior year. The threshold
level of performance reflects the minimum acceptable level of
performance. The maximum level of performance reflects performance
results that would be considered exceptional when compared o the
expected target level of results. The corporate performance objectives
and the threshold, target and maximum levels are reviewed and
approved by both the Committee and the Board of Directors at the
beginning of each year.

2006 Perfomance Goals

Actual Actual Results
irformance Objective Threshold | Target | Maximum Performance asa%of

Results (1) Target
Earnings Per Share (2) $2.40 $2.46 $2.60 $2.63 200%
Corporate Operaling Income (3) $876M $918M | $1,100M $970.4M 181.1%
Operating Income Gas Business Unit and Energy Services (4) $548M $567M | $606M $598.8M 181.1%
(%;;erahng Income Electric Business Unit and Energy Related Investments $319M $341M | $385M $371.6M 169.1%
Free Cash Flow (2) $0 $150M |  $450M $511M 200%
Control of Operation and Maintenance Cosis (6) $22.3M | $21.7M | $20.4M $19.957M 200%
Diversity (2) (7) 63% 70% 85% 52% 0%
Customer Satisfaction {2) (8) 87% 89% 93% 89% 100%

{1y  Actual performance results reflect adjustment for certain unanficipated expenses associated with the pending transaction with National Grid.

(2) Goat applicable to all named executive officers.

(3) Goat applicable fo Mr. Fani. Payout result reflects business unit weightings of gas, efectric, energy development and energy services business

units.
4  Goal applicable to Mr. Parker.
(5) Goal applicable to Mr. Zelkowitz.

{6) The performance measure for the Control of Operation and Maintenance Costs for Mr. Luterman reflects the expense levels associated with his

areas of responsibility.

(N The Diversity goal measures the percentage of diverse candidates selected for positions as compared to the totai candidate poputation for those

positions that are underrepresented by diverse incumbenis,

{8) The Customer Safisfaction goal measures the percentage of customers who have had contact with us and have provided a satisfactory rating or
better with respect to the level of service provided to them. A random sampie of customers is used for this survey process. The survey is

conducted by an outside agency.




The Corporate Plan includes both primary and secondary performance
trigger mechanisms. The primary trigger is eamings per share. In order
for the named executives and all other participants in the Corporate
Plan to receive any incentive award payment, at least the threshold
performance level of eamings per share must be achieved. If eamings
per share results are between threshold and target, the award payout
for all goals is pro-rated downward consistent with the level of
performance. Once the target level of eamings per share performance
is achieved, all goals are paid based upen actual performance results,
with resuits in excess of target paid up to the maximum award level in
the plan. The secondary performance trigger for the business units is
operating income. The secondary performance trigger for all corporate
staff and administrative areas is operation and maintenance expense. If
the secondary frigger for any business unit or the corporate
stafffadministrative area is below threshold, the award payout for this
measure is forfeited and award payouts for any other performance
measures are reduced by 75% for that particular business unit.

We believe that the existence of these trigger mechanisms clearly
emphasizes the importance of enhancing shareholder value and
ensures that incentive awards are not paid (or are paid at substantially
reduced levels) if key objectives are not achieved. For further
discussion of the Corporate Plan and awards relative to 2006
performance, see the namative to the Summary Compensation Table
and the Grants of Plan-Based Awards table.

Long-Term Incentive Compensation
The purpose of long-term compensation is 1o encourage actions that are

directly aligned with the interests of our shareholders. We directly link
officer compensation fo shareholder retum by awarding a portion of
compensation In equity. The Committee recommended, and the Board
of Directors adopted, the KeySpan Long-Temm Performance Incentive
Compensation Plan (the “Incentive Plan™) in March 1999. The incentive
Plan was approved by shareholders at the May 1929 Annual Meeting.
Under the Incentive Plan, we have awarded executives with three types
of equity-based compensation: (1) stock optiens, (2) performance
shares and {3) restricted stock.

The Committee is responsible for approving all equity awards
granted under the Incentive Plan. The type and amount of long-term
compensalion {as a percentage of base salary) awarded to each named
executive off.cer rs determined, in part, by the compensation value of
the long-term component at the 50* percentile in the Towers Perrin
energy industry peer group. The actual shares awarded reflect
modification based upon each named executive officer's individual
performance rating using a modifier percentage as approved by the
Commitiee, The modifier allows the Committee to increase or decrease
an award using discretion, with a maximum modification of +/- 20%.

All equity awards are granted on the same day the Committee
approves the awards {typically at a meeting in February), and are priced
based upon the closing price of our stock on that date. With respect to
newly hired or promoted executives, grants of equity awards may be
approved and granted on their date of hire or promation,

Below is a brief discussion of each type of equity-based
compensation awarded pursuant to the incentive Plan. For more

stailed information regarding long-term compensation and each form of
Juity, see the 2006 Outstanding Equity Awards at Fiscal Year-End
ble and accompanying narative.
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Stock Options
The stock option component of the Incentive Plan permits the
participants {o purchase shares of KeySpan common stock at an
exercise price per share determined by the Committee that is no less
than the closing price of the common stock on the New York Stock
Exchange on the date of the grant. We have been expensing stock
aptions since 2003. We did not grant stock options in 2006 or 2007,
The decision not to grant stock options in 2006 and 2007 was based
upon the fact that the expense associated with such stock options would
exceed the compensation value of the award and offer little incentive to
execufives due to the pending transaction with Mational Grid

Stock option awards have never been re-priced or granted at less
than market value. For a discussion of options granted prior to 20086,
see the 2006 Qutstanding Equity Awards at Fiscal Year-End table and
the following narrative.

Restricted Stock

The restricted stock component of the Incentive Plan provides for the
award of common stock that may not be traded cr otherwise disposed of
by the participant until specific restrictions have fapsed. Due to the fact
that restricted stock does not vest unfil after a multi-year period has
lapsed, the interests of executives are aligned with the interests of
shareholders and we believe the award encourages the retention of key
execulives,

For further discussion of the restricted stock awards in 2006, see
the narrative following the Summary Compensation Table and Grants of
Plan-Based Awards table.

For 2007, the named executive officers received their entire long-
term incentive award in restricted stock. On February 20, 2007, the
Commiltee approved the following grants of restricted stock: Mr, Catell:
26,000; Mr. Luterman: 5,110; Mr. Fani: 15,000; Mr. Parker: 10,000; and
Mr. Zelkowitz: 10,000. Restricted stock was considered the most
appropriate form of equity in view of the fact that the establishment of
multi-year performance goals was not realistic considering the pending
acquisition of us by Nationat Grid. Moreover, in order to account for the
expected timing of this pending transaction, named executive officers’
long-term grant levels were adjusted to provide approximately one-third
of the target share ievel.

Perfomance Shares

The performance share component of the Incentive Plan enfitles the
pariicipants to receive shares of common stock if certain performance
goals are achieved. Execufives may eam from 0% to 150% of the
target level of performance shares granted based upon our total
shareholder return relative to the Standard and Poor's Utility Group

This type of equity compensation encourages officers to increase
shareholder return because of the contingent nature of the award, which
remains at risk untess the goals are achieved.

The performance goal for performance shares granted in 2003,
2004 and 2005 was linked solely to fotal shareholder retum (“TSR”).
The performance goal measures KeySpan's cumulative TSR for a three
year performance period as compared to the Standard and Poor’s
Utilities Group. For the performance shares granted to officers in 2003
and 2004, the threshold performance level was not achieved and as a
result all performance shares granted in 2003 and 2004 were forfeited
without payment, reinforcing KeySpan’s “pay for performance”
compensation philosophy.

For a complete discussion of 2005 and 2006 performance share
grants, see the narrative following the Summary Compensation Table



and Grants of Plan-Based Awards table, and the narrative following the
2006 Qutstanding Equity Awards at Fiscal Year-End table.

Other Compensation Programs

Executive Group Replacement Life Insurance
The named executive officers as well as all other executives and efigible

management employees are also provided with KeySpan paid individual
life insurance. The executives do not participate in the group term iife
insurance plan that is provided to all other employees. The leve! of
benefit provided to the executives under this replacement coverage is
equal to the level of benefit that was formerly prov.ded to all employees
1 the group plan, We determined that the cost of this coverage as a
group term policy would be more expensive to us than the replacement
coverage that is now provided.

The life insurance beneft for executives provides a benefit level of
three times base salary and annual bonus up to a maximum cf
$1,500,000. All named executive officers are at the $1,500,000 limit. At
refirement, if the executive is under age 65, the benefit levet decreases
to a maximum of $500,000 and thereafter, decreases again each year
between ages 66 and age 70 to a maximum of $250,000. For
executives who terminate employment prior to retirement age, we
discontinue the payment of premiums, These are variable life insurance
policies that are individually owned by the executive and accumulate
cash valus so that at age 65 or later, if premiums have not been paid for
a 10 year period, there is sufficient value within the policy to aflow us to
discontinue premium payments and continue fo provide the benefit level
stated above in retirement. The cash surrender values as of December
31, 2008, for the named executives are as follows: Mr. Catefl -
$163,500; Mr. Luternan $99,700; Mr. Fani - $25,900; Mr. Parker -
£45,300; and Mr. Zetkow tz - $45,200. The oremiums paid by us are
taxable to each named execulive officer,

Perquisites
We maintain a perqu.site program for our named executive officers, all

other executives and key management employees. The perquisiles
provided to the executives are designed to provide a level of benefit to
help attract and retain executives. Our named executive officers are
reimbursed for an annual medical exam up to a cost of $1,000 and are
also eligible for heaith club membership reimbursement up to annual
limit of $ 800. The annual medical exam and health club subsidy are
viewed as part of our iniliative to encourage a healthy Iifestyle. There is
also a financial and estate planning perquisite that provides
reimbursement up to $2,000 annually to the named executive officers.
The reimbursements for heaith club and financial and estate planning
are taxable to each named executive officer.

Due to the nature of cur business which requires emergency
response to ensure public safely, as well as our geographically
dispersed facilities, cars and drivers are available for Mr. Catalf, Mr,
Fani, Mr. Parker and Mr. Zelkowitz. The incremental cost of personal
use of the company car for commutation purposes has been valued,
and a portion of the cost of the annual lease, the driver and
maintenance of the vehicle is imputed as income to the executives.

Each named executive officer is also provided a leased vehicle for
business and personal use. Tre lease term is 48 months, with an upper
dollar imit of $30,00C plus sales tax on the value of the lease paid by us
for 2006. If the value of the vehicle exceeds $30,000, the named
execulive is responsible for payment of the full amcunt in excess of this

Mt inclaing taxes. The named executives are eligible for
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reimbursement of up to $1,700 annually for maintenance expense. The
executive is taxed each year for personal use of the leased vehicle.

All such perquisites are reflected in the All Other Compensation
columnn of the Summary Compensafion Table and the accompanying
footnotes,

Post-Retirement and Post-Employment Plans
We aiso provide the following post-retirement and post-employment

plans to our execulives:

+  Our qualified pension plan, supplemental retirement plan and
individual agreements are discussed in detail in the namative
follow:ng the Pension Benefits table. We prowde a qualified
pension plan to all employees in order to be competitive in the
marketplace, 1o provide a tax effective method for us to fund
retirement benefits, and to help attract and retain executives. In
addition to the qualified plan, the named executive officers also
participale in the KeySpan supplemental pension plan, We
maintain this unfunded plan to provide named executive officers
and other eligible employees with a pension benefit that will make
up for the lost pension benefits that result from the Inferal
Revenue Code limits on the qualified plan,

We have established a deferred compensation trust and have
contributed assets to purchase corporate owned life insurance to
provide a source of funds for these supplementai benefits.
Individual supplemental retirement agreements have been
provided to Mr. Catell, Mr. Zelkowitz and Mr. Luterman. The
agreement for Mr. Catell was negotiated when he accepted the
role of Chairman and CEOQ following the merger of the Brooklyn
Lnion Gas Company and the Long Islanc Lighting Company in
1998. Effective January 1, 2005, we entered into a new agreement
w.ih Mr. Caleli that supersedes the 1998 agreement and continues
to provide for supplemental pension benefits.

We also provided both Mr. Zelkowitz and Mr, Luterman
indivioual supplemental pension agreements due to their shorter
length of service as compared o other execulives and to provide
incentives to remain with us. For a more detailed discussion, see
the narrative following the 2006 Pension Benefits table below.

s  Executives may elect to defer untit retirement or termination of
employment from 10% to 50% of their annual incent've awards fo
the COfficers’ Deferred Stock Unit Plan (the “ODSUP). We provide
this unfunded plan to encourage officers to increase their stock
ownership in KeySpan and further align the interests of the
execulives with that of our shareholders. The ODSUP is discussed
in detail in the narrative foliowing the Nongualified Deferred
Compensation table.

s  Executives may elect to defer until retirement or termination of
employment up to 10% of their base salary to the Deferred
Compensation Plan. We provide this unfunded plan to aflow
executives an opportunity to defer income and associated income
taxes on their compensation. In addition, when recruiting senior
executives, the opportunity to defer compensation is an attractive
feature in the recruitment process. The Deferred Compensation
Plan is discussed in the narrative following the Nongqualified
Deferred Compensation table.



o Change of control protection and severance benefits are provided
in Mr. Catell's, Mr. Luterman’s and Mr. Zetkowitz's employment
agreements as well as to all officers in the KeySpan Senior
Executive Change of Control Severance Plan (the “Change of
Control Plan"). Change of control severance benefils are
discussed in detail in the namative following the Nonqualified
Deferred Compensation table. These individual agreement
benefits and the Change of Control Plan benefits are provided to
ensure the continued employment of the executive leadership team
during a period of time when there may be a great deal of
uncertainty pending a change of control.

Policy with Respect to Section 162(m) Deduction Limit
Under Section 162(m) of the Intemal Revenue Code of 1986, as
amended, we cannot deduct compensation in excess of $1,000,000
aid in any year fo the Chief Executive Officer or any of the other named
xecutive officers, Cerlain benefit plans and compensation paid under
lans that are performance based are not subject to the $1,000,000
nnual limdt if cerain requirements are safisfied. Atthough our
ompensalion policy is designed to refate compensation to
erformance, certain payments do not meet such req. rement because
1ey ailow the Committee and the Board of Directors to exercise
discretion in setting compensation. The Committee is of the opinion that
it is in our best interest for the Committee and the Board of Directors to
retain this discrefion in order o preserva flexibility in compensating such
executive officers, especially in light of an increasingly competitive
markelplace.

KeySpan Executive Stock Ownership Pollcy

The KeySpan Executive Stock Qwnership Policy was adopted by the
Committee in January 2005. The policy requires increased ownership
of KeySpan common stock to ensure that the interasts of the executives
are closery ahgned with the interest of shareholders. The policy
establishes target levels of ownership of KeySpan stock for officers
which must be achieved within a five-year period. Officers that do not
meet the stock ownership requirements or are not on target to meet
such requirements within a five year petiod are subject to certain
remedial actions by the Corporation.

Our officers are expected fo own shares of KeySpan common stock with
a value equat to a specific multiple of such officer's base salary, as
follows:

Position Multiple of Base Salary
Chief Executive Officer 5x

Chief Operating Officer 4x
Presidents K} 4
Executive Vice Presidents 2x

Senior Vice Presidents 1.5x

Vice Presidents 1%

All named executive officers are currently in compliance with the
ownership policy. In the event an executive is not in compliance, any
one or more of the following measures will apply to the executive:

May not liquidate any holdings in KeySpan stock.

¢  Can not reduce or discontinue any payrolt deductions for the
purchase of KeySpan stock.

»  50% of the after-tax proceeds from the exercise of stock
opt ons, or the sale of restncted stock or performance shares.
are required to be retained as KeySpan stock

Conclusion
Wa strive to ensure that each element of compensation delivered to the
named executive officers is reasonable and appropriate as compared to
the type and levels of compensation and benefits provided to executives
in the marketplace. We also believe that such compensation should
properly reflect the performance and results achieved by each
individual. We have also established performance measures that
ensure that each component of compensation is aligned with
shareholders. Along with the Commiltee, we continually monitor trends
in execulive pay to ensure that recommendations and plan design
reflect best practice.



Summary Compensation Table

Name and Year Salary | Bonus Stock Option Non- Change in All Other Total ($)
Principal ($) (% Awards | Awards Equity Pension Value | Compensation
Position ($) $ Incentive and Nonqualified (%
(1) Plan Deferred
Compensation Compensation
($) Earnings
($)
Robert B. Catell, 2006 1,140,000 01 3514017 0 2,223,900 721,242 (2) 336,830 (3) | 7,935,989
Chairman &
Principal Executive
Officer
Gerald Luterman, 2006 486,250 0| 274115 0 590,218 129,804 (2) 87,893 (4) | 1,568,280
Executive Vice
President & Principal
Financial Officer
Robert J. Fani, 2006 814,500 0| 581,225 0| 1,104,827 997,503 (5) 239,491 (6) | 3,737,546
President & Chief :
Operating Officer
Waillace P. Parker 2008 625,000 01 363,098 0 797,968 592,332 (5) 212,007 (7) | 2,590,405
Jr., President,
KeySpan Energy
Delivery and
KeySpan Services
Steven L. Zelkowitz, | 2006 625,000 0 410426 0 784 407 477,570 (5) 206,877 (8) | 2,504,280
President, Energy
Assets and Supply
GroJp

(1}
(2)

{3)

(4)

(5)
(6)

7

For a discussion of assumptions made in the valuation of restricted stock and performance shares, see "Nota 1. Summary of Significant
Accounting Paficies” to our audited financial statements for the year endea December 31, 2006,

Includes change in pensicn values (Mr. Catell: $709,752; Mr. Luterman: $128,210) as well as the eamings on deferred compensation under the
Deferred Compensation Plan that is above market and cafculated based upon the difference between the Federal Reserve Prime Rate and
120% of the Federal cong-Term Rate (Mr. Cate |: $11,490; Mr. Luterman: $1,594).

Incades the cost of life insurance of $12,848; the 20% maitch of $140,000 contribuled by us on amounts payable under our Corporate Plan but
deferred to the Officers’ Deferred Stock Unit Plan; $161,309 as the total expense incurred to provide a car and driver used for business and
security purposes, with income imputed for personal commutation; and $22,673 in certain other compensation and perquisites, including a
leased vehicle, club membership, physical exam and 401(k} employer match, each of which are valued at tess than $10,000.

Includes the cost of Ife insurance of $29,603; the 20% match of $38,828 contnbuted by us on amounts payavle under o.r Corporate Plan but
deferred to the Officers’ Deferred Stock Unit Plan; and $19,462 in certain other compensation and perquisites, including a leased vehicle,
financial planning, health club membership, physical exam and 401{k) employer match, each of which are valued at less than $10,000,
Reflects the change in pension value, These named executive officers do not participate in the nonqualified deferred compensation plan.
Includes the 20% match of $37,059 contributed by us on amounts payable under our Comporate Plan but deferred io the Officers’ Deferred Stock
Unit Plan; $166,306 as the total expense ncurred to provide a car and driver used for bus'ness and secunity purposes, witnt income imputed for
personal commutation; $11,809 for a eased vehicle and $24,318 in certain other compensation and perquisites, ncfuding the cost of life
insuwrance, financial planning, hearth club membership, club membership and 401(k) employer match, each of which are va ued at less than
$10.000.

Includes the cost of life insurance of $13,082; the 20% match of $55,009 contributed by us on amounts payable under our Corporate Plan but
deferred to the Officers’ Deferred Stock Unit Plan; $118,355 as the 10al expense incurred to provide a car and driver used for business and
security purposes, with income imputed for personal commutation; and $25,561 in certain other compensation and perquisites, including
supptemental long term disability, a leased vehicle, financial planning, health club membership, physical exam, ¢lub membership and 401(k)
employer match, each of which are valued at fess than $10,000.

Includes the cost of life insurance of $13,849; the 20% match of $51,313 contributed by us on amounts payabte under our Corporate Plan but
deferred to the Officers’ Deferred Stock Unit Plan; $123,752 as the total expense incumred o provide a car and driver used for business and
security pumposes, with income imputed for personal commutation; $17,064 for a leased vehicle, health club membership and 401(k) employer
match valued at less than $10,000.




2006 Grants of Plan-Based Awards

Name Grant Estimated Future Payouts Under Estimated Future Payouts Under | All Other | All Other | Exercise | Grant Date
Date Non-Equity Incentive Plan Awards Equity Incentive Plan Awards Stock Option orBase | Fair Value
Awards: | Awards: | Price of of Stock
Number | Number Option | and Option
of of Awards Awards
Shares | Securitie | ($/Sh) ($)
of Stock | s Under-
or Units lying
(#) Options
(#)
Thres- Target Maximum Thres- Target | Maximum
hold ($) ($) hold (# #)
($) #
Robert B. 2/23/06 570,000 | 1,140,000 2,280,000 0 0 0 85,520 0 N/A 3,514,017
Catell 1
Gerald 2/23/06 158,031 316,063 632,125 9,180 18,360 27,540 0 0 N/A 633,236
Luterman (2)
RobertJ. | 2/23/06 305,438 610,875 1,221,750 19,465 38,930 58,395 0 0 N/A 1,342,696
Fani (2)
“atlace P, | 2/23/06 218,750 | 437,500 875,000 12,160 24,320 36,480 0 0 N/A 838,797
wrker Jr. (2)
StevenL. | 2/23/06 218,750 437,500 875,000 13,745 27,490 41,235 0 0 N/A 948,130
Zelkowitz (2)

(1) Reflects the grant date fair value pursuant to the Statement of Financial Accounting Standards No. 123 {revisad 2004) - Share-based Payment ("FAS
123R") of the restricted stock granted in 2006.

(2) Reflects the grant date fair value at threshold level pursuant to FAS 123R of performance shares granted in 200




Salary

On February 23, 2008, upon recommendation of the Compensation and Management Development Committee, the Board of Directors approved base

salary increases for 2006 for the named executive officers as follows:

Approved Base Salary Increases for 2006

Name Previous Base Salary Base Salary Increased To | Effective Date of Increase
Mr. Catell $1,075,000 $1,140,000 January 1, 2006
Mr. Luterman $467.000 $488,000 February 1, 2006
7 $782,000, and then to January 1, 2006
1l I $860,000 (1) August 1, 2006
Mr. Parker $587,000 $625,000 January 1, 2006
Mr. Zelkowitz $545,000 $625,000 (2) January 1, 2006

(1) M. Fani received a second mid-year increase to reflect his planned succession o the Chief Executive Officer position.
Consistent with this succession plan, upon recommendation of the Committee, on May 3, 2008, the Board of Directors
approved a base salary increase for Mr. Fani from $782,000 to $860,000 effective August 1, 2006.

{2) The increase for Mr. Zelkowilz reflecls both a merit increase and an adjustment to address internal equity
considerations at the President level,

February 21, 2007, upon recommendation of the Commitiee, the Board of Directors approved basa salary increases for the named executive officers as

yws:

Approved Base Salary Increases for 2007

Name Base Salary from Base Salary to Effective Date
Mr. Catell $1,140,000 $1,220,000 January 1, 2007
Mr. Luterman $488,000 $522,000 February 1, 2007
Mr. Fani $860,000 $919,000 January 1, 2007
Mr. Parker $625,000 $668,000 January 1, 2007
Mr. Zelkowitz $625,000 $668,000 January 1, 2007

These increases were based on the individual executive’s performance appraisal rating and accomplishments for the 2005 and 2006 calendar years,
respeclively, which took into account performance resulls achieved in 2005 and 2006, as well as competencies such as leadership, teamwork, strategic
thinking, urgency for results, enterprise-wide commitment, developing organizational talent and integrity,

The amounts shown in the Non-Equity Incentive Plan Compensation column of the Summary Compensation Commitiee include any amounts deferred
fo the ODSUP. The ODSUP is described mere fully in the narrative following the Non-Qualified Deferred Compensation table,

Stock Awards

Cn February 23, 2006, the Committee approved a grant to Mr. Catell of 85,520 shares of restricted stock pursuant to the Incentive Plan. The restrictions
on the restricted stock will fapse afier two years on February 23, 2008. The Commitiee has the discretion to lapse restrictions after one year on February
23, 2007 based on the success of the senior executive transition. On February 20, 2007, the Commitiee elected not to accelerate the lapse on these
restricted shares. In the event of retirement or upon a change of control, the restrictions ¢n the shares granted shall fully lapse. Restricted shares
constitute issued and outstanding shares of common stock, and therefore, Mr. Catell has the right to vote such restricted shares. Dividends paid on the
restr.cted stock are reinvested and are subject to all of the same restrictions as the restricted stock granted to him.

Aiso on February 23, 2006, the Commiliee approved performance share grants 1o the named executive officers (other than Mr. Catell). The estimated
future payout of performance shares at threshald, target and maximum is provided in the 2006 Grants of Plan-Based Awards table under the Equity
Incentive Plan Awards columns. Performance shares were granted at the target level with a three-year performance period with a threshold, target and
maximum performance level. The number of performance shares eamed at the end of the performance period can range from 0% to 150% of the target
level of shares granted and wilt be linked to the following two performance measures, using a matrix approach that encompasses both measures:

+  the percentage improvement in Retum on Invested Capital "ROIC™), and
*  KeySpan's cumulative three-year TSR refative to the cumulative three-year TSR for the Standard and Poor’s Ulilities Group.



The payout matrix is as follows:

Three - Year Cumulative TSR Refative to S&P Utifity Group
Threshold Target Maximum
< 35th Percentile 35th Percentile 50th Percentile 90th Percentile

e

o <1% 0% 0% 0% 0%
o
§ E Threshold 1% 25% 50% 75% 100%
=
§ S | Target 3% 50% 75% 100% 125%

a.

E | Maximum 5% 75% 100% 125% 150%

The ROIC goal will act as the primary frigger. If the ROIC goal
performance is below the threshold level, 2t shares shall be forfeited
without payment, In the event of an officer’s refirement, performance
shares shall be distributed based upon resulis achieved at the end of
the performance period and pro-rated through the date of retirement.
Upon a change of control, performance shares shall be distributed

ased upon the greater of the number of performance shares originally

warded at target level or the number of shares eamed based on actual

erformance through the change of control date.

The dual performance measures were introduced in 2006 based
upon an analysis of accounting considerations under the Statement of
Financial Accounting Standards No. 123 (revised 2004) — Share-based
Pavment ("FAS 123R™. In this regard, the use of TSR as well as ROIC

s an intemal performance measure, with ROIC as the trigger, altows for
wre favorable accounting treatment in the event of forfeitures. If the
SR goal is the sole measure, the FAS 123R accounting rules will not
llow for the reversal of expense in the event shares are forfeited.

lsing ROIC as the trigger allows for the reversal of expense in the

vent shares are forfeited.

The FAS 123R value expensed in 2006 for the restricted shares
ranted to Mr. Catell and for the performance shares granted to the
ther named executive officers is reported in the Stock Awards column
fthe Summary Compensation Table,

The grant date fair value pursuant to FAS 123R with respect to the
entire 2006 restricied share grant {o Mr. Catell is reporied in the last

column of the Grants of Plan Based Awards table. The amounts
réporied in this table for the other named executive officers reflects the
arant date fair value al threshold for the 2006 performance share
wards pursuant to FAS 123R

There were no grants of stock options to the named executive
ficers during 2006. Outstanding options from previous grants are
sfiecteq in the Qutstanoing Equity Awards at Fisca Year-End table

lon-Equity Incentive Plan Compensation
he Non-Equity Incentive Plan Compensation coltimn of the Summarv
'ompensation Table reflects amounts earmned pursuant to the Corporate
fan. These amounts will be paid in March of 2007 and are based upon
erformance results achieved during the twelve-month penod from
anuary 1, 2006 to December 31, 2006. The awards earned under the
Corporate Plan are paid as cash (with the option to defer between 10%
and 50% of the award to the ODSUP, as discussed in the narrative
following the Nongualified Deferred Compensation table) based upon
annual performance results. The amounts reported in the Non-Equity
icentive Plan Compensation column include any amounts deferred
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pursuant to the ODSUP. Incentive awards for 2006 performance were
determined based upon our performance, sirategic business group
performance and individual performance results, and were calculated as
a percentage of cumulative base salary paid during 2006. The incentive
award ranges for 2006 were zero for below threshold performance, and
at threshold, target and maximum as a percentage of cumulative base
salary paid as follows;

Threshold Target Maximurm
Mr. Catell 50.0% 100% 200%
Mr. Fani 37.5% 75% 150%
Mr. Parker 35.0% 0% 140%
Mr, Zelkowitz 35.0% 70% 140%
Mr. Luterman 325% 65% 130%

Threshold, target and maximum annual incentive awards for 2006 are
shown in the Grants of Plan-Based Awards table. The actual awards
paid in 2007 based on 2006 performance were modified to reflect
indmidual performance appraisal ratings by the foliowing percentages:
Mr. Catell; 15%; Mr. Luterman; 10%; Mr. Fani: 10%; Mr. Parker; 10%;
and Mr. Zelkowitz: 10%

1 in Pension Value and Nongualified Deferred Compensation
Earnings
With respect to Mr. Catell and Mr. Luterman, the amounts shown in the
Change in Pension Valve and Nonqualified Deferred Compensation
Eamings column of the Summary Compensation Table includes change
in pension values (Catell: $709,751; Luterman: $151,109) as well as
eamings on deferred compensation under the Deferred Compensation
Plan that is above market and cafculated based upon the difference
between the Federal Reserve Prime Rate and 120% of the Federal
Long-Term Rate (Catell: $11,490; Luterman: $1,594). The change in
pension value is calculated using the accrued pension benefit as of
December 31, 2005, and compared to the accrued pension benefit as of
December 31. 2006. These accrued amounts are then converted fo a
present value using the discount rate and mortality assumptions as used
at year-end in the vatuation of our pension plan. The change in value
reflects the ditference between these present value amounts. The
accrued benefit amounts reflect the annuity amounts that are payable at
age 65 or earlier if the executive is eligible for an unreduced retirement
benefit at an earlier age. The Deferred Compensation Plan is more fully
described in the narrative followina the Non-Qualified Deferred
Compensation table.




2006 Outstanding Equity Awards at Fiscal Year-End

_ Option Awards Stock Awards
Name Number of Number of Securities | Equity Incentive Option Option Number | Market Value of | Equity Incentive Equity Incentive
Securities Underlying Plan Awards: Exercise | Expiration | of Shares | Shares or Units Plan Awards; Plan Awards:
Underlying Unexercised Options Number of Price Date orUnitsof | of Stock That Number of Market or Payout
Unexercised # Securities ($ Stock Have Not Uneamed Shares, Value of
Options Unexercisable Underlying That Vested Units or Other Uneamed Shares,
{# Unexercised Have Not ($) Rights That Have Units or Other
Exercisable Uneamed Vested Not Vested Rights That Have
Options (# # Not Vested
(#) ®0
Robert B. Catell 90,040 135,060 N/A 3754 | 3m/14(a) 16,741 (2) 689,394 40,350 (4) 1,791,742
125,280 83,520 3240 |  3/4/113(b)
297,600 74,400 3266 | 2/29M2(c) | 88490(3)
267,000 39.50 | 2112111(d) 3,644,018
525,000 2250 | 119/10(e)
43,800 2250 | 1119/10()
186,667 27,0625 | 5/20/09(g)
111,000 29.375 | 12/15/08(h)
235,000 27.75 | 812/08()
23,334 2175 | BM2/08()
125,000 32626 | 11/21/007(k)
Gerald Luterman 10,960 43,840 N/A 3925 | 2/23/15() 3,689 (5) 151,913 3,550 (7) 548,476
16,600 24,900 3754 | 3914(a)
25,980 17,320 3240 3/4/13(b) 5431 (6) 9,180 (8)
65,600 16,400 3266 | 2/29M12(c) 223,649
60,000 3950 | 212111(d)
25,000 2250 | 1119/10(¢)
6,800 2250 | 119M0()
66,667 2775 | 7/29/09(m)
Robert J. Fani 25,160 100,640 NIA 3925 | 2025() | 5,383(9) 221,672 8,150 (10) 1,190,623
38,240 57,360 3754 | 31914(a)
41,700 27,800 3240 | J4M3(b) 19,465 (11)
96,000 24,000 3266 | 2/29/112(c)
60,000 3950 | 2M201(d)
18,200 3659 [ 7MA1(n)
83,334 2250 | 1119/10(e)
30,000 27.0625 | 5/20/09(g)
17,000 27.75 | 81M2/08()
Wallace P. 17,720 70,880 NiA 39.25 | 2/2315() | 5,383 (12) 221672 5,700 (13) 770,821
Parker Jr. 29,880 44,820 3754 | 3/9/14(a)
41,700 27,800 3240 |  3/4113(b) 12,160 (14)
96,000 24,000 3266 | 2029/12(c)
60,000 3950 | 21211(d)
18,200 3659 | 7MA1(n)
68,334 2250 | 1119/10(e)
4,400 2250 | 11910(f)
15,000 27,0625 | 5/20/09(g)
59,000 27.75 | 8/12/08(j)
5,667 27,75 | 8/112/08()
17,000 32.625 | 1172107(k)
Steven L. 17,720 70,880 N/A 39.25 2/23115(1) 3,689 (15) 151,913 5,700 (16) 838,302
Zelkowitz 23,840 35,760 3754 | 3M9/4(a)
25,980 17,320 3240 |  3/4113(b) 13,745 (17)
65,600 16,400 3266 | 2/2912(c)
60,000 3950 | 211211(d)
75,000 2250 | 119/10(e)
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Option Awards footnotes follow:
(a) The stock opfions were granted on March 10, 2004 and are subject to a three year vesting schedule If the total stockholder return performance geal is

achieved, otherwise the stock options vest pro-rata over a five year vesting schedute with a 10 year exercise period.

{b) The stock opticns were granted on March 5, 2003 and are subject to a three year vesting schedule if the total stockholder retum performance goal is
achieved, otherwise the stock options vest pro-rata over a five year vesting schedufe with a 10 year exercise period.

{c) The stock options were granted on March 1, 2002 and are subject to a three year vesting schedule if the total stockholder retum performance goal is
achieved, otherwise the stock options vest pro-rata over a five year vesting schedute with a 10 year exercise period.

(d) The stock options were granted on February 13, 2001 and were fully vested as of February 2006 with a 10 year exercise period.

{e) The stock options were granted on January 20, 2000 and were fully vested as of January 2003 with a 10 year exercise period.

{ The stock options were granted on January 20, 2000 and were fully vested as of January 2001 with a 10 year exercise period.

(g) The stock options were granted on May 20, 1999 and were fully vested as of May 2002 with a 10 year exercise period.

{h} The stock options were granted on December 16, 1998 and were fully vested as of December 1999 with a 10 year exercise period.

(it  The stock options were granted on August 13, 1998 and were fully vested as of August 1999 with a 10 year exercise pericd.

() The stock options were granted on August 13, 1998 and were fully vested as of August 2001 with a 10 year exercise petiod.

{k} The stock oplions were granted November 21, 1997 and were fuly vested as of November 2000 with a 10 year exercise period.

(I  The stock options were granded on February 24, 2005 and are subject to a three year vesting schedule if the total stockholder retum performance goal
is achieved, otherwise the stock options vest pro-rata over a five year vesting schedule with a 10 year exercise period.

{m) The stock opticns were granted on Juy 29, 1999 and were fully vested as of July 2002 with a 10 year exercise period.

(n) The stock options were granted on July 2, 2001 and were fully vested as of July 2006 with a 10 year exercise period.

Stock Awards footnotes follow:

{1) Reflects the fair value of all outstanding performance shares and accumulated dividends at the threshold award level.

{2} Includes 13,295 restricled shares granted on March 1, 2002 with reinvested dividends of 3.446 shares accrued through December 31, 2006. Such
resincted shares are resinicted for six years ano fufly vest on March 1, 2008

{3) Incluges 85,520 restricted shares granted on Fepruary 23, 2006 with reinvested dividends of 2,970 shares accrued through December 31, 2006.
Such restricted shares are restricted for two years and fully vest on February 23, 2008,

{4) Reflects performance shares at threshold level granted on February 24, 2005.

{5} Includes 2,930 restricted shares granted on March 1, 2002 with reinvested dividends of 759 shares accrued through December 31, 2006. Such
resir cted shares are restricted for six years and fully vest on March 1, 2008.

(6) Incluges 5 000 restricted shares granted on February 24, 2005 with reinvested dividends of 431 shares accrued through December 31, 2008, Such
restricted shares are restricted for two years and fully vest on February 24, 2007.

{T) Reflects performance shares at threshold level granted on February 24, 2005.

(8) Refiects performance shares at threshold level granted on February 23, 2006.

(9) Incluoes 4,275 restricted shares granted on March 1, 2002 with reinvested dividends of 1,108 shares accrued through December 31, 2008, Such
restricted shares are restricted for six years and futly vest on March 1, 2008.

{(10) Reflects performance shares al threshold level granted on February 24, 2005,

(11) Refiects performance shares at threshold level granted on February 23, 2006.

{(12) Includes 4,275 restricted shares granted on March 1, 2002 with reinvested dividends of 1,108 shares accrued through December 31, 2006. Such
restricted shares are restricted for six years and fully vest on March 1, 2008.

(13) Reflects performance shares at thresho.d level granted on February 24, 2005,

{14) Reflects performance shares at threshord level granted on February 23, 2006,

{15) Includes 2,930 restricted shares granted on March 1, 2002 with reinvested dividends of 759 shares accrued through December 31, 2006, Such
restricted shares are restricted for six years and fully vest on March 1, 2008.

(16) Reflects performance shares at threshold leve! granted on February 24, 2005,

{17) Reflects performance shares al threshotd level granted on February 23, 2006.

The Outstanding Equity Awards at Fiscal Year-End table reflects that include a 5 year pro-rata vesting schedule to reflect a 36 month
holdings of equity-based interests that relate to compensation or are vesting schedule. As a result, the oplions shall become vested and the
potential sources of future compensation. The table represents equity- shares may be exercised based upon a 36 month pro-rata vesting
based interests thal were awarded in 2006 and all prior years, as well as schedule with such options vesting monthly based on the number of full
equity-based interests that are "at risk” of forfeiture or expiration prior to months that have lapsed between the grant date and the date of
exercise. retirement. All outstanding KeySpan stock options will immediately vest
The Option Awards section of the above table reflects all on censummation of a change of control and will remain exercisable
outstanding vested and unvested options. In the event of termination or until the close of business on the expiration date.
retirernent, the named executives may forfeit all or a portion of the The stock option award process included a performance goal
unexercisable options depending on whether or not they are retirement feature in the stock option vesting schedule for officers which directly
eligible. At retirement or termination of employment due to death or links three-year TSR for KeySpan common stock to the opfions granted
disability, an adjustment to the vesting schedule is made to the options since 2001. The TSR goal measures the lotal return to shareholders of
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KeySpan common stock, including price appreciation and dividends.
KeySpan's performance will be measured against the S&P Utility Group
over a three-year performance period, with the goal for KeySpan's TSR
to be at or above the median of those comprising the group. Options
were granted with a five-year pro-rata vesting schedule. If KeySpan
achieves its TSR goal at the end of the three-year petformance period,
then those options that are not yet vested will vest immediately. If the
TSR goal is not achieved in year three, the remakning unvested options
wi continue 10 vest on tne five-year schedule. Stock options granted in
2001 and 2002 are fully vested. For stock options granted in 2003 and
2004, the required TSR performance target that would accelerate
vesting was not achieved and the stock options granted in these years
continue to vest over the five year period.

The Stock Awards section of the table reflects outstanding
restricled stock and performance shares. Restricted stock outstanding
is reflected in the Number of Shares or Units of Stock That Have No
Vested column and includes restricted stock granted including
reinvested dividends.

In 2002, restricted stock was granted to each named executive
officer. The restrictions on the restricted stock granted in 2002 will lapse
on March 1, 2008. In the event of retirement, the restriction period shall
be adjusted to reflect the number of full months that have lapsed
between the date of the award and the date of retirement using a 48
month restriction period. In the event of retirement after the 48 month
period, alt restrictions would lapse on such shares and reinvested
dividends. In the event of termination of employment due to death or
disability, all restrictions would lapse on such shares and reinvested
dividends,

In 2005, Mr, Luterman was granted 5,000 shares of restricted
stock. The restrictions on this grant of restricted stock will lapse on
February 24, 2007. For both Mr. Luterman’s 2005 grant and Mr. Catell's
2006 grant of restricted stock described above, in the event of
termination of employment due to death, disability or refirement, all
restrictions would lapse on such shares and reinvested dividends. For
all restricted stock grants to date, in the event of change of control, the
restrictions on all such outstanding shares and reinvested dividends will
fully [apse on the date of the change of control.

Performance shares outstanding are reflected at threshold, or 50%
of target grant level, in the Equity Incentive Plan Awards columns of the
2006 Outstanding Equity Awards al Fiscal Year-End table. The awards
are reflected at the threshold level due to the forfeiture of the 2004
performance shares.

Performance shares granted in 2005 have a three-year
performance period (January 1, 2005 through December 31, 2007).
The performance goal to be measured will compare KeySpan's
cumuiative TSR for a three year period, as compared to the S&P
Utilities Group cumulative shareholder return for the same three-year
measurement period. The performance shares issued will vary based
upon a sliding scale from 50% fo 150% of the number of performance
shares awarded at the target level based upon the level of achievement
of the performance goeal. [f the threshold level of the performance goal
is not acnieved, the nght to performance shares will be forfeited without
paymenl. The 2005 performance shares granted will be earned on a
pro-rata basis based upon the degree of achievement of the
performance goal established by the Committee and the shares will be
issued and fully transferable, in accordance with the following schedule:
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KeySpan Cumulative Return Percent of Target
Compared to S&P Utility Group Performance Shares Earned

0 to 34th percentile 0%
35th percentile 50%
50th percentile 100%
80th percentile or over 160%

For information related to the performance measures related to the 2006
grant of performance shares, see the narrative following the Summary
Comoensation Tabie and Grants of Plan Based Awards table.

For both the 2005 and 2006 performance share awards, in the
event of termination of employment due to retirement or disability,
performance shares and accumulated dividends shaf! be distributed to
the named executive officers based upon the degree of achievement of
the performance goal at the end of the three year performance period,
with an adjustment to the total shares calculated on a pro-rata basis,
utilzing the number of full months from the beginning of the
performance penod to the date of retirement or disaoility, divided by 36
months.

In the event of termination of employment due to death, the target
award amount will be calculated and distributed on a pro-rata basis
utilizing the number of full months from the beginning of the
parformance period to the date of death, divided by 36 months
regardless of performance results.

in the event of change of control, the performance shares including
accumulated dividends will be calculated and distributed at the change
of control date based upon the greater of the number of shares originally
awarded at target level and the number of shares eamed based upon
actual performance through the change of control date.

The Merger Agreement provides that each outstanding share of
our common stock (other than shares of our common stock owned by us
as treasury stock or by a subsidiary of us, or by National Grid or a
subsidiary of National Grid) will be converted into the right to receive
$42.00 per share in cash, without interest, or the “merger consideration.”
With respect to all outstanding options, upon consummation of the
Merger all unvested options will immediately vest, and the holders of all
options shall receive an amount in cash equal to the excess of the
merger consideration over the exercise price per share applicable to all
stich outstanding stock options. With respect to shares of restricted
stock and reinvested dividends, all restrictions on such stock will lapse
upon consummation of the Merger. With respect to performance shares
issued pursuant to our Incentive Plan, target performance levels will be
assumed with respect to performance shares granted in 2005 and 2006
and, at such target perfformance, the target level of such shares and
accumutated dividends will be paid. However, if actual performance
levels through the date of change of control result .n a greater number of
shares than target, then such greater number of shares and
accumulated dividends will be paid upon consummation of the change
of control.



2006 Optlon Exercises and Stock Vested

QOption Awards Stock Awards
Name Number of Value Realized on Number of Shares Value Realized on
Shares Acquired Exercise Acquired on Vesting Vesting
on Exercise {$) # (%)
(#)
Robert B. Catell 100,000 1,050,000 0 0
Gerald Luterman 0 0 0 0
Robert J. Fani 0 0 0 0
Wallace P. Parker Jr. 17,000 169,524 0 0
Steven L. Zelkowitz 0 0 0 0

L
Options expire after a 10 year term if not otherwise exercised. None of the named executive officer options have expired prior fo being exercised. As
reflected in the above table, in 2008, Mr. Catell and Mr. Parker exercised options due to the approaching expiration date of those options.

2006 Pension Benefits
Name Plan Name Number of Years Present Value of Payments During Last
Credited Service Accumulated Bensfit Fiscal Year
#) ($) ($)
Robert B. Catell KeySpan Retirement 48 & 6/12 2,299,169 0
Plan
KeySpan Supplemental 48 & 612 10,807,207
Pension Plan
Supplemental Executive
Retirement Plan N/A 5,559,066
Agreement
Gerald Luterman KeySpan Retirement 78&212 241,490 0
Plan
KeySpan Supplemental T&212 554,90
Pension Plan
Supplemental Retirement
Agreement N/A 220,708 |
Rebert J. Fani KeySpan Retirement 30 8&6M2 1.647.015 0
Plan
KeySpan Supplemental o &eM2 4,623,290
|_Pension Plan
Wallace P, Parker Jr. | KeySpan Retirement 35&6M2 1,792,745 0
Plan
KeySpan Supplemental 35&6M12 4,039,073
| Pension Plan
Steven L. Zelkowitz KeySpan Retirement 8 244,702 0
Plan
KeySpan Supplemental 8 709,496
Pension Plan
Supplemental Retirement
Agreement 8 954,198

119



The table above provides the present value (‘PV") of the accrued
pension benefit payable at age 65, or earlier if the named executive
officer is eligible to receive an unreduced benefit at an earlier age. The
benefit amounts provided reflect the PV of the accrued benefit as of
December 31, 2008. The PV of the accrued benefits is referred to as
Accumulated Benefits in the {able above.

All amounts above were calculated based upen the pension plan
measurement date used for our audited financia! statements and
financial reporting purposes under generally accepted accounting
principles. A 6% discount rate and the mortality assumptions used at
year-end in the plans were used in these calculations.

Under all of our pensicn plans and supplemental agreements, the
earfiest age a named executive officer may retire without a reduction to
their pension benefit for age is age 60. However, if the named
executive's age plus service is equal to 80 or greater, the named
executive officer may retire as early as age 52 with no reduction for age.
In this regard, the calculations provided in the 2006 Pension Benefits
table assume early retirement with no reduction for age for Mr. Fani
(age 53) and Mr. Parker (age 57) as of December 31, 2006. Mr. Catell
(age 69) and Mr. Luterman (age 62) are also eligible for unreduced
benefits as of December 31, 2006. Mr. Zelkowitz who is age 57 as of
December 31, 2006 will not be eligible for an unreduced benefit untif
age 60. His accrued benefit calculation assumes his pension
commences at age 60.

The KeySpan Retirement Plan is a qualified pension plan under
ERISA and provides retirement benefils to employees who are vested
ang meet the plan’s retirement eligbility age. The benefit formula for
the named executives in the ptan is consistent with the formula provided
to all other management employees participating in the plan. The
accrued benefit amount under this plan is calcutated using base salary
and annual incentive awards in the calculation of compensation under
the plan. The accrued benefit is based upon the average of the final five
consecutive years of compensation multiplied by 1.5% and length of
service. This accrued amount, which is payable only as an annual
annuity under the plan, has been converteo to the PY amount using the
methedology described above. The form of annuity used in this
calculation reflects a lifetime annuity with no beneficiary option, The
normal form of annuity option under the plan is a 50% joint and survivor
option.

The named executive officers also parficipate in-the KeySpan
Supplemental Pension Plan. This supplemental plan is maintained to
provide refirement benefits using the same broad based plan formula
under the qualifed KeySpan Retirement Plan to provide for accrued
benefits that are in excess of IRC Code Sections 415 and 401(a)(17)
and can not be paid pursuant to the KeySpan Retirement Plan, The
accrued amount under this supplemental plan is also only payable as an
annual annuity. The annual annuity has been converted to PV amount
in the table. The PV amount in the table has been calculated using the
methodology described above. The form of annuity used in this
calculation reflects a lifetime annuity with no beneficiary option. The
normal form of annuity option under the plan is a 50% ioint and survivor
option.

Mr. Catell's supplemental pension benefit formula uses his base
pay and annual incentive compensation in determining the pension
benefit amound provided pursuant to his agreement. In this regard, Mr.
Catell's cumulative base salary and highest annual bonus {as defined
below) paid over any consecutive 36 manth period is determined and
then divided by three to determine an annual average amount. This
annual average amount is then multiplied by 65%. The resulting

amount is the gross annual pension benefit. The gross annuat pension
benefitis then reduced by several other pension amounts (i) 50% of Mr,
Catell's primary social security amount; (i) his KeySpan Retirement Plan
benefit; and (i) his KeySpan Supplemental Plan Benefit to determine
his Agreement’s supplemental retirement benefit. This benefit is
identified as the Supplemental Executive Retirement Plan Agreement
benefit in the 2006 Pension Benefit Table. In the event his annual
incentive target is decreased, Mr, Catell's supplemental pension benefit
under the 2005 Agreement will be determined based upon the highest
annual target level approved by our Board of Directors during his
employment in the event his actual award in any year is less than his
highest annual target. The nomal form of benefit provided under the
agreement is a 100% joint and survivor annuity with his spouse or the
acluarial equivalent form of benefit including a single lump sum.
Pursuant to the provision of the agreements, Mr. Catell has elected a
lump sum option under both his 1998 and 2005 Agreements.

We have also entered into a Supplemental Retirement Agreement
with Mr. Zelkowrtz aated as of January 1, 2002. The agreement
provides one agoed year of credited service for eacn year worked afler
completion of five years of service, up to a maximum of ten years in the
calculation of his pension benefits. The maximum benefit would add 10
years of credited service providing an incremental benefit of 15% of his
final five-year average eamings under the KeySpan Retirement and
Supplemental plans. In addition, at refirement, Mr. Zelkowitz will receive
medical and dental coverage at the same [evel of employee contribution
in effect at retirement, with any amounts that may be subject o 1axes
grossed up for federal and state taxes. !f Mr. Zelkowitz 1s terminated in
connection with a change of control, based upon eight years of actual
service through December 31, 2006, the agreement will provide
additional credited service lo the maximum of ten years.

We have also entered into a Supplemental Retirement Agreement
with Mr. Luterman dated as of July 1, 2002, The agreement provides
that Mr. Luterman will receive an annual supplemental refirement
amount determined by multiply:ng Mr. Luterman’s age 62 accrued
benefit from the KeySpan Retirement Plan and the KeySpan
Supplemental Pension Plan by 35%. Mr. Luterman vested in this
benefit in June 2005. in addition, at retirement, Mr. Luterman will
receive medical and dental coverage at the same level of employee
contribution in effect at retirement, with any amounts that may be
subject 1o taxes grossed up for federal and state taxes.

Employment Agreements including Change of Control - Post
Termination
In September 1998, we entered into an employment agreement with Mr,
Catell refating to his service as Chairman and Chief Executive Officer,
which was amended on February 24, 2000 and June 26, 2002 (the
"1998 Agreement™). The agreement covered the period beginning July
31, 1998 and ending July 31, 2005, Effective January 1, 2005, we
entered into a new agreement (the "2005 Agreement”), which
supersedes the 1998 Agreement, The 2005 Agreement provided for Mr.
Catelf's continued employment until July 31, 2006, The 2005
Agreement also provides that the term of the agreement would be
extended in the event of a change of conirol (as defined in the 2005
Agreement). Pursuant to the agreement, and as a result of the pending
acquisition of KeySpan by National Grid, the term of the agreement has
been extended until two years following the closing of the transaction.
Mr. Catell's employment agreement also provides for severance
benefits to be paid to him in the event his employment is terminated by
KeySpan without cause or if Mr. Cate!l terminates his employment for



good reason, The severance benefils to be provided during the
Severance Period {as defined below) include: (a) payment to Mr, Catell
in a singte lump sum of (i) all accrued obiigations {the accrued
oblgations include any base salary, annual or long-term incentive
compensation actually earned but not yet paid through the date of
fermination, accrued but unpaid vacation pay, and any compensation
previously deferred, inclusive of any accrued interest), and (i) the
aggregate amount of salary and annuat incentive compensation that he
would have received had he remained employed through the end of the
emp oyment penod; (b continued accrual of Supplemental Executive
Retirement Plan benefits (as provided in the agreement) to the end of
the term of the agreement; (¢) continuation of all other employee
benefits; and (d) acceleration of vesting of all equity awards, as if he had
remained employed by KeySpan during the term of the agreement, If
Mr. Catell voluntarily terminates his employment, other than for good
reason, we will pay the accrued obligations to Mr. Catelt and he shall be
entitled to retire and receive all the pension benefits as provided under
the various pension plans, as well as retiree medical and dental
coverage provided under the group health plan. in addition, he is
eligible for the benefits under the Executive Group Reptacement Life
Insurance Policy as described in the above Compensation Discussion
and Analysis. If Mr, Catell is terminated without cause or resigns for
good reason during the Protection Period, Mr. Catell will be provided
with severance at a multiple of two times base salary and highest
annual bonus, continued benefits and additional supplementat pension
benefits accrual for the two year period following his termination. The
highest annual bonus under the agreement is calculated based upon the
higher of the average of the three most recent years of bonus received
prior to the change of control and the most recently received annual
bonus.

The protection period under his agreement begins on the date that
we enter into a definitive agreement that would constitute a change of
contrel transaction {as defined in the Change of Control Plan) and ends
on the second anniversary of the date following consummation of such
change of control.

Mr. Catell may resign for any reason in the thirteenth month
following a change of controf with all severance benefits. In the event
that any payments or other severance benefits Mr. Catell receives from
us or otherwise are subject to a parachute excise lax, then Mr, Catell
will be entitled to a gross-up payment in order to put him in the same
after-tax position he would have been in without the imposition of the
excise fax.

in March 2008, we entered into a fetter agreement with Mr.
Luterman refating to his service as Executive Vice President and Chief
Financial Officer. The letter agreement provides that in the event of his
termination of employment as a result of the change of control of
KeySpan, he would be entilled to separation benefits under the Change
of Control Plan without regard to his age as of any date of termination or
mandatory retirement age. Under the qualified pension plan, age 65 is
the mandalory retirement age. The Change of Control Plan would have
otherwise capped his separation benefit at this age.

Senlor Executive Changs of Control Severance Plan

On QOctober 29, 2003, after a competitive market analysis and a due
diligence review by an outside consultant, cur Board of Directors
authorized a five year extension of the Change of Control Plan. The
Change of Control Plan expires October 30, 2008, unless extended for
an additional period by our Board of Directors; provided that, following a
change of control, the Change of Control Plan shall continue until after
all the execulives who become entitled to any payments or benefits
tnereunder shall have received such payments in full

With the exception of Mr. Catel , all other named executive officers
participate in the Change of Contro! Plan. The Change of Control Plan
provides for the payment of severance and other benefits upon cerlain
qualifying terminations of such executives within two (2) years of a
“change of control” (as defined in the Change of Control Plan}. The
protection period under the Change of Control Pian commences upon
the date that we enter into a definitive agreement contemplating a
change of control and will continue for a period of two years after the
effective date of the actual change of conirol. Upon the signing of the
defintive Merger Agreement with Nationa Grid, tne protection period
went into effect on February 25, 2006. The benefits payable under the
Change of Control Plan provide for:

{i) the payment of the executive's base safary and
compensation previously deferred by the executive, eamed through the
date of termination;

(ii) the payment of an amount equal to three times an
executive's base salary and highest annual bonus (as defined in
footnote 1 following the table below) for any President, any Execulive
Vice President and any Senior Vice President and two times an
executive’s base salary and highest annual bonus for Vice Presidents;

(iii) the payment of amounts under retirement pian formulas,
inciuding the applicable two to three vear veriod as added service and
compensation under the plans; and

(iv} the continuation of medical, dental and ¥fe insurance
benefits for a period of two to three years depending on the executive's
postion with us.

In addition to severance benefits provided under the Change of
Control Pian, the occurrence of a change of control will also resultin the
acceleration of vesting of all equity based awards under the provisicns
of the Incentive Plan.

Estimated Change of Control/Severance Payments
The following table shows the amount of potential severance benefits
including potentia! gross-up amounts for excise taxes for the named
executive officers pursuant fo the Change of Contrel Plan, or in the case
of Mr. Catell, his 2005 Agreement, and in the case of Mr. Luterman, his
2006 agreement, assuming a change of control tock place in 2006 and
the named executive officers were {erminated on December 31, 2006.
The table also shows the estimated present value of continuing
coverage for the benefits provided under our group health, dental,
executive life insurance and all retirement plans. The amounts indicated
are applicable onfy in the event the named executive officers are not
retained upon a change of control or they resign for good reason under
the terms of the plan. Upon termination of employment, each named
executiva officer is eligible for outplacement benefits not to exceed
$30,000.

Mr. Catell has agreed o serve as Deputy Chairman of National
Grid and Executive Chairman of National Grid US8 for a two-year period
following the change of control date. Assuming he serves in such
capacities for such period, he will not be entitied to receive the



severance benefits listed in the table below. Likewise, in the event the
other named executive officers continue their employment beyond a
two-year protection period, they also will not be entitled to receive the
payments listed in the table below. However, pursuant to the Change of
Control Plan, an excise tax and gross-up payment of $2,146,137 and
$1,195,864, regardless of their continued employment, will be made to
Mr. Catell and Mr. Fani, respectively, as a result of the acceleration of
vesting upon change of control associated with unvested options,
restricted stock and performance shares.,

Estimated
Estimated Estimated Excise
Potential Value of Present Tax and
Cash Welfare Value of Gross-up
Executive Severance Benefits Retirement Payments
Officers Payment (1) (2) Benefits (3) (4)
Robert B. Catell
(5) $6,480,000 $45,000 $2,600,768 $7,069,925
Gerald
Luterman $3,017,125 $117,300 $605,298 $2,299,900
Robert J. Fani $5,544,700 $54,900 $3,783,892 $6,256,851
Wallace P.
Parker Jr. $4,075,361 $69,300 $2,151,370 $4,053,558
StevenL.
Zelkowitz $3,927,516 $72,900 $2,135,649 $3,977.279

{1) Cash severance benefit is a lump sum payment based on the
annual base salary prior to termination plus the highest
annual bonus times the severance muitiple. Highest annual
bonus is defined as the greater of the bonus most recently
paid prior to the change of control or the average of the three
prior years ("Highest Annual Bonus™. The lump sum also
includes an amount which represents the Highest Annual
Bonus prorated from January 1 to the date of termination
divided by 365. The severance mutiple for Mr, Catell
pursuant to his employment agreement is two times while all
other named executive officers listed above have a multiple of
three times.

{2) Includes the cost of continuation of employee coverage for
medical, dental and life insurance during the two year period
for Mr. Cateli and the three year period for all other named
executive officers. i

{3) Represents the present value of the increase in the annuat
lifetime pension annuity attributed to the added service and
compensation associated with the two year period for Mr,
Catell and the three year period for all other named executive
officers.

(4} The executive officers are entitled to receive a gross-up
payment to eliminate the effect on any "golden parachute”
excise taxes that may be imposed on the executives uncer
Sections 280G and 4999 of the .nternal Revenue Code. This
is a tax imposed on the executive above and beyond ordinary
income taxes. The amount of such gross-up payment has
been calculated taking into consideration the value of the all
cash severance payments, the value of all benefits and the
accsleration of equity awards attributed to change of control,
This payment amount is provided to pay the excise taxes that
may be imposed on the executive as well as any taxes on this
gross-up check. All other federal, state and local income
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taxes that are attributed to the cash severance payments,
benefils and equity awards will be paid by the executive.

{5) Mr. Caleil's severance benefits are provided pursuant to his
employment agreement dated January 1, 2005. Mr. Catell is

not a participant in the Change of Control Plan.

The following table provides a summary of the value of unvested stock
options. restricted stock and performance shares that vest upon a

change of control.
Accelerated Vesting of Equity Awards Attributed to Change of
Controt
Unvested Unvested
Unvested Stock | Restricted Stock Performance
Options $2 Shares
(51 {1) $1{3)
Robert B. Catell 1,858,813 4,333,412 5,074,658
Gerald Luterman 487,046 375,562 1,371,813
Robert J. Fani 851,891 221,672 3,014,580
Wallace P. 748,510 221,672 2,036,389
Parker Jr.
Steven L. 558,765 151,913 2,071,5M
Zelkowitz

(1} The value of all unvested options reflects the difference
between the exercise price of each unvested option and the
closing price of our stock at the fiscal year end ($41.18 per
share),

(2} The value of all unvested restricled shares reflects the closing
price of our stock at fiscaf year end ($41.18 per share)
inchuding reinvested dividends, with afl restrictions assumed
to be lapsed on December 31, 2006.

(3) The value of all unvested performance shares reflects shares
granted in 2004, 2005 and 2006, and assumes that the
shares and accumulated dividends vested at the target grant
level at the closing price of our stock at fiscal year end
($41.18 per share). While the 2004 grant of performance
shares would have vested under an assumed change of
control on December 31, 20086, in acluality these shares and
accumulated dividends thereon have been forfeited because
the performance result required to vest this award as of
December 31, 2006 was not achieved. The amounts forfeited
by each named executive off cer are as fof ows: Mr. Cateli
$1,491,174; Mr. Luterman; $274,860; Mr. Fant: $633,334; Mr.
Parker: $494,749; and Mr. Zelkow tz: $394,967.




2006 Nonqualified Deferred Compensation

Name Executive Registrant Aggregate Eamnings Aggregale Aggregate
Contributions in Last Contributions in Last FY Withdrawals/ Balance at
FY inLast FY & Dishiibutions Last FYE
($) (%) @) ($) (%)
(1) (2) (@]
Robert B. Catell 700,000 140,000 191,220 (5) 0 4,167,494
Gerald Luterman . 194,141 38,828 33,759 (5) 0 772,696
Robert J. Fani 185,294 37,058 57,189 0 1,359,983
Wallace P. Parker Jr. 275,045 55,009 56,410 0 1,369,767
Steven L. Zelkowitz 256,565 51,312 48,834 0 1,191,472

() Reflects amounts deferred by each named executive officer to the ODSUP from the amount eamed under the
Corporate Plan for the purchase of our stock units, The amounts deferred would have been paid to each of the
named executives in 2006 atiributable to performance in 2005.

(2) Represents the 20% match on the amount deferred into the ODSUP,

{3) [ncludes dividends paid on shares held in the ODSUP. Dividends paid in the ODSUP are equal to dividends paid to
all KeySpan stockholders and therefore, no amount is preferential or above the market rate. Since dividends paid in
the ODSUP are not above the market rate, eamings on the ODSUP are not included in the Summary Compensation

Table, but rather, are included in this cofumn in its entirety.

{4) Aggregate balance of deferred compensation represents amounts previously deferred by the named executive
officers and any eamings thereon, The ODSUP shares have been valued at the full market value closing price of our

stock per share at fiscal year end (341,18 per share).

{5) Also incltdes eamings on amounts deferred pursuant to the Deferred Compensation Plan.

Officers’ Deferred Stock Unit Plan 2006 2007
Pursuant to the ODSUP and consistent with our desire to encourage Mr. Catell 50% 50%
increased officer stock ownership to further align the inferests of our Mr. Fani 25% 25%
mecutives and stockhofders, the named executive officers and certain Mr. Parker 50% 50%
rther executives may elect to defer between 10% and 50% of their Mr. Zelkowitz 50% 50%
innual cash award earmed under the Corporate Plan to deferred stock Mr. Luterman 50% 40%

inits held within the ODSUP. The deferred stock units track the
serformance of our common stock but do not possess voting rights.

The deferred stock units receive dividends which accumulate during the
deferral period.

Executives also receive a 20% malch from us on the amounts deferred
in each year, which amounts are reported in the Alt Other Compensation
column of the Summary Compensation Table. The match component
and dividends on the deferral will track the performance of our common
stock and will generally be payable in cash upon retirement. Amounts
held within the ODSUP must be deferred until refirement or resignation
and are payable in common stock for the amounts deferred by the
executive, and either in stock or cash for the match component and
dividends. In the event of the executive's resignation prior fo retirement,
the match and dividends are forfeited. Each of the named executive
officers elected to defer the following amounts of their annual cash
awards payable in 2006 (atiributable to 2005 performance) and 2007
(aftributable fo 2006 performance), respectively:
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Upon a change in control, all defermed stock units, the match and
accumulated dividends will be converted to cash and distributed to the
executives pursuant to the plan provisions as permitted under Intemal
Revenue Code section 409A.

Deferred Compensation Plan
Pursuant to the Deferred Compensation Pian, by December 31+ of each

year, each eligible executive and management employee may elect to
defer receipt of between 1% and 10% of the following year's base pay.
Deferred compensation for each participant shall be credited to an
account on our books (the "Deferred Account”). Interest on amounts in
a Deferred Account shail be credited and compounded monthly based
on the average reference rate during such month (the "Prime Rate”).

In the event of an executive's separaticn from service, the amounts
in the executive’s Deferred Accounl shall be distributed consistent with
the distribution election made by the executive and as permitted under
Intemal Revenue Code section 409A.

Mr. Catell and Mr. Luterman maintain a balance in this pfan while
the other named execulive officers do not participate in this plan.



2006 Director Compensation

Name (1) Fees Stock Option Non-Equity Change in Pension All Other Total
Earned or Awards Awards Incentive Plan | Value and Nonquaiified | Compensation )
Paid in $){2) (%) Compensation | Deferred Compensation #)
Cash {$) Earnings
(% %

A. 8. Christensen 73,500 64,000 0 0 0 ] 137,500
A. H. Fishman 81,500 (3) 64,000 0 0 0 0 145,500
J. R. Jones 70,500 (4) 64,000 0 0 0 0 134,500
J. L. Larocea 75,500 (5) 64,000 0 0 0 0 139,500
G. C. Larson 63,500 (6) 64,000 0 0 0 0 127,500
S. W. McKessy 81,500 (7) 64,000 0 0 0 0 145,500
E. D. Miller 70,500 (8} 64,000 0 0 0 0 134,500
V.L. Pryor £9,500 (9) 64,000 0 0 0 0 133,500

(1)

2
3

Y
(8)

(8}

Messrs. Catell and Fani are not fisted in the above table because nelther receives any additional compensation for serving on our board of
direclors or its committees,

Stock awards are received as common stock equivalents pursuant to the Directors’ Deferred Compensation Plan,

Includes $48,900 elected by the director to be received as a stock equivalent and deferred pursuant to the Directors’ Deferred Compensation
Plan.

Includes $35,250 elected by the director to be received as a stock equivalent and deferred pursuant to the Directors’ Deferred Compensation
Plan.

Includes $18,875 elected by the diredor}o be received as a stock equivalent and deferred pursuant to the Directors’ Deferred Compensation
Plan.

Includes $63,500 elected by the director to be received as a stock equivalent and deferred pursuant to the Directors’ Deferred Comoensation
Plan.

Includes $40,750 elected by the director to be received as a stock equivalent and deferred pursuant to the Directors’ Deferred Compensation
Plan.

Includes $70,500 elected by the director to be received as a stock equivalent and deferred pursuant to the Directors' Deferred Compensation
Plan.

Includes $69,500 elected by the director to be received as a stock equivalent and deferred pursuant to the Directors’ Deferred Compensation
Plan.
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The directors’ compensation as reflected in the table above includes the
following amounts;

Non-employee directors:

$43,500 annual retainer;

$2,000 committee meeting fee;

$5,000 committee chaimman retainer;

$10,000 audit committee chairman retainer;

$10,000 Lead Director retainer; and

$64,000 in common stock equivalents granted under the Directors’
Deferred Compensation Plan,

The employee directors receive no additionaf compensation for serving
on the Board or its committees.

The board of directors has adopted Directors’ Deferred
Compensation Plans (pre 2005 and post 2005 plans) {o directly align the
non-employee directors’ financial interest with those of the
shareholders. The Diregtors' Deferred Compensation Plans provide all
non-employee directors with the opportunity to defer any portion of their
cash compensation received as directors, in exchange for common
stock equivalents or into a deferred cash account. Common stock
equivalents are valued by utilizing the average of the high and fow price
per share of our common stock on the first trading day of the quarter
following the guarter in which contributions are received. Dividends are
paid on common stock equivalents in additional common stock
equivalents in the same proportion as dividends paid on common stock.
Compensation not deferred and exchanged for common stock
equivalents may be deferred into a cash account bearing interest at the
prime rate. Additionally, a director may elect to invest his or her
compensation by participating in the KeySpan Investor Program (a
dividend reinvestment plan}. Upon retirement, death or termination of
service as a director, all amounts in a director’s common stock
eguivalent account and/for cash account shall, at the director's election.
(i} be paid in a lump sum in cash; (i) be deferred for up to five years;
and/or (iii) be paid in the number of annual installments, up to ten,
specified by the director. Our current non-employee directors are not
entitied to benefits under any of cur refirement plan.

With the exception of Ms. Christensen, each fisted director elected
to defer a portion or alt of his or her ¢cash eamings for 2006 into stock
equivalents under the Directors’ Deferred Compensation Plans, No
director efected to defer any compensation into the deferred cash
account under the Directors’ Deferred Compensation Plans

Compensation Committee Interlocks and Insider Participation
Neither Ms. Larson nor Messrs. Jones, Larocca, McKessy and Miller,
the current members of the Committee, is an officer or employee, or
former officer or employee, of us or any of our subsidiaries. No
interlocking relationship exists between the members of our Board of
Directors or the Commitiee and the compensation committee, or board
committee performing equivalent functions, of any other company, nor
has any such interlocking relationship existed in the past.

Compensation Committee Report
Under the rules of the New York Stock Exchange and the Sarbanes-
Oxley Act of 2002, the Board of Directors must determine that each
member of the Commitiee is independent under all applicable
standards. Additionally, no director may serve unless he or she is a
"Non-employee Director” for purposes of Rule 16b-3 under the
Securities Exchange Act of 1934, as amended, and satisfies the
requirements of an "oulside director” for purposes of Section 162 {m) of
the Internal Revenue Code. The members of the Committee are James
R. Jones, James L. Larocca, Gloria C. Larson, Stephen W. McKessy
and Edward D. Miller serving as chairperson. None of such members is
or has been an officer or employee of KeySpan or any of its subsidiaries
and they meet the required standards of independence. The Committee
operates under a written charter adopted by the Board of Direclors
which is available on our internet site at htip:/Awww.keyspanenergy.com.
The Committee has reviewed and discussed the Company's
Compensation Discussion and Analysis with management at meetings
held on December 24, 2006, January 24, 2007 and February 20, 2007.
Based on the review and discussions, the Committee recommended to
the Board of Directors that the Compensation Discussion and Analysis
be included in our annual report on Form 10-K,

Compensation and Management Development Committee

James R. Jones Stephen W. McKessy
James L. Larocca Edward D. Miller, Chairperson
Gloria C. Larson



ITEM 12. SECURITY OWNERSHIP OF CERTAIN BENEFICIAL OWNERS AND MANAGEMENT AND RELATED STOCKHOLDER MATTERS

Security Ownership of Certain Beneficial Owners
As of February 20, 2007, there were no beneficial owners of more fhan 5% of our common stock

Security Ownership of Management

The following table sets forth information as of February 20, 2007, with respect to the number of shares of common stock beneficially owned (including
vested stock options), common stock equivalents andfor deferred stock units and performance shares credited to each direclor, each named executive
officer and all directors and executive officers as a group.

Name of Amount and Nature of Common Stock Performance Percent of
Beneficial Owner Beneficial Ownership | Equivalents or Deferred Shares® Ouistanding
of Common Stock Stock Units®@ Common Stock™®
{including Vested
Stock Optionsi!
@ R.B. Catell 2,358,448 89,151 80,700 14%
2 G. Luterman 302,737 17,146 25,460 3
38 R. J. Fan’ &
5 5 i 449,103 33,409 55,230
? W. P. Parker Jr. 470,269 33649 35,720 v
= S. L. Zetkowitz 297,249 29,269 38,890 7
A. 8. Christensen 8871 10 345 0 i
A. H. Fishman 13,061 27,584 0 i
) J.R. Jones - 11,227 15,829 0 m
:g: J. L. Larocea 14,573 17,037 0
% G. C. Larson 556 10,505 0 4
S. W. McKessy 10,615 23579 0 %
E. D. Miller 21,318 34,318 0 2
V.L. Pryor 0 8,088 0 .
Al directors and ]
executives as a
group, including
those named above, 5,400, 385445)E) 479,917 420,070 36%
a fotal of 28 persons.

(2)

(3)

@)

* Messrs. Catell and Fani are also directors
** |ess than 1%.

Beneficial ownership of common stock includes holdings in KeySpan's 401(k) Ptan, Employee Discount Stock Purchase Ptan, Dividend
Reinvestment Pian, and/or in other stock accounts, as well as issued and outstanding vested stock options. Such stock options give the
holder the right to purchase underlying shares of common stock at the respective exercise price per share of the option. All such stock
options were granted al an exercise price equal to the closing price of our common stock on the respective date of grant,

Includes common stock equivalents or deferred stock units. The term “commen stock equivalents” refers to units of value which track the
performance of common stock. Such units do not possess voling rights and have been issued pursuant to the Directors' Deferred
Compensation Plans. The term “deferred stock units” also refers to units of value which frack the performance of common stock. Such
units do not possess voting rights and have been issued pursuant to the Officers’ Deferred Stock Unit Plans.

Performance shares have been granted with a three-year performance period with a threshold, target and maximum performance level, At
threshold performance, 50% of the award shall be eamed; at target, 100% of the award shall be eamed; and at maximum, 150% of the
award shall be earned. The number of shares set forth above assumes the target level of performance with a 100% payout.

Calculated as the total of the three previous columns divided by 175,588,130 the number of shares outstanding on February 20, 2007
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ITEM 13. CERTAIN RELATIONSHIPS AND RELATED
TRANSACTIONS, and DIRECTOR INDEPENDENCE

Please see ltem 11. Executive Compensation for a description of our

employment and change of control agreements and plans.

Directors and Officers Liabllity Insurance and Indemnity

We have director and officer, or "D&0" liability insurance for the purpose
of reimbursing us when we have nwusuinified our direciors and officers.
D&O liability insurance also provides direct payment to our directors and
officers under certain circumstances when we have not previously
provided indemnification. We also have liability insurance which provides
fiduciary coverage for us, our directors, officers and employees for any
alleged breach of fiduciary duty under the Employee Retirement income
security Act. Our D&O [iability insurance was purchased from Associated
zlectric & Gas Insurance Services, Energy Insurance Mutual, Zurich
\merican, Hartford, Starr Excess, St. Paul Mercury Insurance Co. and
Jberty Mutual for a one year petiod commencing on May 28, 20086 at a
:ost of $3,483,325. Fiduciary liability insurance from the American
nternational Group, CHUBB, Zurich American and Energy Insurance
Mutual for a one year pericd commencing on August 26, 2006 at a cost of
$733,207. We plan to renew both programs upon expiration.

Director Independence
Pursuant to our Corporate Govenance Guidelines, which can be found on
the Investor Relations section of our website at
http:/fwww keyspanenergy.com or directly on our corporate governance
website [nttp:/fgovernance.keyspanenergy.com ), our board undertook a
rev ew of dreclor ndependence, As a result of this review, our board
affirmatively determined that all of the directors are independent under the
standards set forth in the Corporate Governance Guidelines, and the
relevant NYSE and SEC rules and regulations, with the exception of
Robert B. Catell and Robert J. Fani. Mr. Cateli cannot be deemed
ndependent under the Corporate Governance Guidelines or applicable
ules and regulations because he serves as Chief Executive Officer of the
Corporafion. Mr. Fani cannot be deemed independent under the
Corporate Governance Guidelines or applicable rules and regulations
because he serves as Chief Operating Officer and President of the
Corporation.
The basis for our board's determination that the independent
directors are indeed independent is set forth in our Corporate Governance
Guidelines and is set forth, in relevant part, below:

At all imes, a majority of the directors shall be independent directors
under the rules of the NYSE and the Sarbanes-Oxley Act of 2002
and the regulations promulgated thereunder. The following
guidelines are established to assist our board in determining the
independence of a director:

a. A director wil not be considered independent if, within the
preceding three years: (i) the director was employed by
KeySpan or one of its subsidiaries; (if) an immediate family
member of the director was employed by KeySpan as an
officer; (iii) the director received more than $100,000 in direct
compensation from KeySpan or its subsidiaries, other than for
hoard service or pension or deferred compensation; (vi) an
immediate family member of the director received more than
$100,000 in direct compensation from KeySpan or its
subsidiaries, other than for Board service or pension or deferred
compensation; (v) the director was employed by or affiliated

with KeySpan's independent auditer; (vi) an immediate family
member of the director was employed by KeySpan's
independent auditor; (vif) the director was employed as an
executive officer of another company where any of KeySpan's
officers serve on that company’s compensation committee; or
(vili} an immediate family member of the director was employed
as an executive officer of another company where any of
KeySpan's officers serve on that company's compensation
committee;

b.  Adirector will not be considered independent if: (i) the
director or an immediate family member of the director
currently serves as an executive officer of another company
that does business with KeySpan and the annual sales to, or
purchases from, KeySpan in any of the preceding three
years, exceeds the greater of $1 mitlion or two percent of the
annual consolidated gross revenues of the company; (i} the
director is an executive officer of another company which is
indebted to KeySpan, or to which KeySpan is indebted, and
the total amount of either company's indebtedness to the
other is greater than one percent of the total consclidated
assets of the company he or she serves as an executive
officer; and (ifi}) if a director serves as an officer, direclor or
trustee of a tax exempt organization, and KeySpan's
charitable confributions to the organization are greater than
$1 million or two percent of that organization's total
consolidated gross revenues. The Board will annually review
all commercial and charitable relationships of the directors.

For relationships not covered by the guidelines in subsection
(b} above, the determination of whether the relationship is
materiat or not, and therefore whether the director would by
independent or not, shall be made by the directors who
satisfy the independence guidelines set forth in subsections
(a} and (b} above, For example, if a director is the chief
executive officer of 2 company that purchases products and
services from KeySpan that are not more than two percent of
that company's annual revenues, the independent directors
could determine, after considering all of the relevant
circumstances, whether such a relationship was material or
immaterial, and whether the director would therefore be
considered independent,

KeySpan will not make any personal loans or extensions of credit
to directors or officers.

Our directors complete and submit an annual director
questionnaire to identify and assess relationships so that the entire
Board can detemmine independence under these standards. The
directors also complete and submit an annual statement that they are in
compliance with our Corporate Policy Statement Conceming Ethical
Business Conduct and our Corporate Policy Statement Concerning
Affiliate Transactions. The directors also annually certify that they have,
and continue to agree to comply with, the KeySpan Corporation Board
Of Directors Code of Ethics which sets forth standards of diligence,
loyalty, good faith and the avoidance of conflicts of interests for the
directors.



ITEM 14. PRINCIPAL ACCOUNTANT FEES AND SERVICES
The following table provides information on the aggregate fees for
services periormed by Deloitte & Touche LLP ("Deloitte & Touche"}, the
member firms of Deloitte & Touche Tohmatsu, and their respective
affiliates for the years ended December 31, 2006 and December 31,
2005:
2005
$3,682,325
88,000
385,522
50121
$ 4,205,968

2006

$ 4,164,504
96,200
318,419
132,010

$ 4,711,223

Audit Fees (a)
Audit-Related Fees (b)
Tax Fees (c)

All Other Fees (d)
Total

(@) In 2006, audit fees include base fees for the annual and
statutory financial statement audits, audit of intemnal control
over financial reporting, and quarterly reviews of $3,509,100
and fees for consultations on financial accounting standards
as part of the audit of $655,494. In 2005, audit fees include
base fees for the annual and statutery financial statement
audits, audit of internal control over financial reporting, and
quarterly reviews of $3,212,089; $185,498 for fees related to
financings and fees for consultations on financial accounting
standards as part of the audit of $284,738,

{b) Audit-related fees include beneflt plan audits

{c) Fees for tax services billed in 2008 and 2005 consisted of tax
compiiance, tax consultation services and software licensing.
Fees for lax compliance services totaled $192,928 ano
$313,738 in 2006 and 2005, respectively. Tax compliance
services include services such as assistance with federal,
state and local income 1ax returns. Fees for tax consultation
services and software icensing totaled $125.491 and $71.784
in 2006 and 2005, respectively.

Other fees include training.

In accardance with the Audit Committee Charter and the rules and
requlations of the SEC, the Audit Committee reviews the scope of the
audit and approves the nature and cost of all services provided by
Deloitte & Touche. The Audit Committee has reviewed the nature and
scope of the services provided by Deloitte & Touche and considers such
to have been compatible with the maintenance of Deloitte & Touche's
independence throughout its service to KeySpan.

Tre Audit Comm ttee nas also getermined that the scope of
services 10 pe prowvioed by Deloitte & Touche in 2007 will generally be
limited to audit and audit related services and tax services. The Audit
Committee will expressly approve the provision of any services by
Deloitte & Touche outside the scope of the foregoing services. Although
it is the intent of the Audit Committee to pre-approve all non-audit
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services to be provided by Deloitte & Touche, any inadvertent fallure to
do so wil not be deemed a breach of the Aud’t Commuttee charter if: (i)
the aggregate amount of all such non-audit services provided to the
Corporation constitutes not more than five percent of the fotal amount of
revenues paid by the Corporation to its auditor during the fiscal year in
which the non-audit services are provided; (i) such services were not
recognized by the Corporation at the time of the engagement to be non-
audit services; and (jif) such services are promptiy brought to the
attention of the Committee and approved prior to the completion of the
audit by the Committee or its Chairman pursuant to delegated authority.

PART IV
ITEM 15. EXHIBITS AND FINANCIAL STATEMENT SCHEDULES
(a) Required Documents
1. Financial Statements

The following consolidated financial statements of KeySpan and its
subsidiaries and Reports of the Independent Registered Public
Accounting Firm are included in Item 8 and are filed as part of this
Report:

»  Consolidated Statement of Income for the year ended December
31, 2006, the year ended December 31, 2005, and the year ended
December 31, 2004

¢  Consolidated Statement of Retained Eamings for the year ended
December 31, 2006, the year ended December 31, 2005, and the
year ended December 31, 2004

s  Consolidated Balance Sheet at December 31, 2006 and December
31, 2005

o  Consolidated Statement of Capitalization at December 31, 2006
and Dacember 31, 2005

¢ Consolidated Statement of Cash Flows for the year ended
December 31, 2008, the year ended December 31, 2005, and the
year ended December 31, 2004

»  Consoldated Statement of Comprehensive Income for the Year
ended December 31, 2006, the year ended Decemoer 31, 2005
and the year ended December 31, 2004

+ Notes to Consolidated Financial Stalements
Report of the Independent Registered Public Accounting Firm

2. Financial Statement Schedules

Consolidated Schedule of Valuation and Qualifying Accounts for the
year ended December 31, 2006, the year ended December 31, 2005,
and the year ended December 31, 2004,



Schedule of Valuation and Qualifying Accounts

Balance at Charged to
Beginring of costs and Net Balance at
Descriptions Period expenses Deductions ©  End of Period
Twelve Months Ended December 31, 2006
Deducted from asset accounts:
Allowance for doubtful accounts b 62,827 § 76,919 § 82,831 $ 56,915
Additions to liability accounts:
Reserve for injury and damages $ 9300 $ - % 211 3 9,089
Reserve for environmental expenditures $ 424248 § - 3 51,229 $ 372,437
Twelve Months Ended December 31, 2005
Deducted from asset accounts:
Allowance for doubtful accounts 3 67,796 $ 137,190 § 142,159 5 62,827
Additions to liability accounts:
Reserve for injury and damages b 9370 % 500 $ 570 $ 9,300
Reserve for environmental expenditures bt 256,789 § 210,596 § 43,719 § 423,666
Twelve Months Ended December 31, 2004
Deducted from asset accoumnts:
Allowance for doubtful accounts $ 75671 § 74,080 $ 81,964 b 67,796
Additions to liability accounts:
Reserve for injury and damages $ 9370 % - $ - $ 9,370
Reserve for environmental expenditures $ 294,691 § - $ 37,902 § 256,789

* Reflects adjustment for discontinued })perations.

Al other schedules are omitted because they are not applicable or the required information is shown in the financial statements or notes thereto.

(b) Exhibits

Exhibits listed below which have been filed with the SEC pursvant o the
Securities Act of 1933, as amended, or the Securities Exchange Act of 32
1934, as amended, and which were filed as noted below, are hereby
incorporated by reference and made a part of this report with the same
effect as if filed herewith.
4.1

21 Agreement and Plan of Merger, dated as of February 25,

2006, by and among Naticnat Grid plc, National Grid US8 Inc.

and KeySpan Corporation (filed as Exhibit 2.1 to KeySpan's

Form 8-K dated March 1, 2006)

31 Certificate of Incorporation of KeySpan sffective April 16,
1998, Amendment to Certificate of incorporation of KeySpan
effective May 26, 1998, Amendment to Certificate of 4.2
Incorporation of KeySpan effective June 1, 1298, Amendment
to the Certificate of Incorporation of KeySpan effective April 7,
1999 and Amendment to the Cerfificate of Incorporation of
KeySpan effective May 20, 1999 (filed as Exhibit 3.1 to
KeySpan's Form 10-Q for the quarterly period ended June 30,
1999}

By-Laws of KeySpan in effect as of June 25, 2003, as
amended (filed as Exhibit 3.1 1o KeySpan's Form 10-Q for the
quarterly period ended June 30, 2003)

Credit Agreement dated as of June 24, 2005 among KeySpan
Comporation, the several lenders, The Royal Bank of Scotland
PLC and Citibank, N.A., as Co-Syndication Agents, The Bank
of New York and The Bank of Nova Scotia, as Co-
Documentaton Agents, and JPMorgan Chase Bank, N.A, as
Administrative Agent (filed as Exhibit 4.1 to KeySpan's Form
8-K dated as of June 29, 2005)

Amended and Restated Credit Agreement dated as of June
24, 2005 among KeySpan Corporation, the several tenders,
The Royal Bank of Scotland PLC and Citibank, N.A., as Co-
Syndication Agents, The Bank of New York and The Bank of
Nova Scotia, as Co-Documentation Agents, and JPMorgan
Chase Bank, N.A., as Administrative Agent (filed as Exhibit
4.2 to KeySpan's Form 8-K dated as of June 29, 2005)



4.3

4.4

45

46

a7

4.8

49

4.1

4.11

412

4.13

Indenture, dated as of November 1, 2000, between KeySpan
Corporation and the Chase Manhattan Bank, as Trustee, with
respect to the issuance of Debt Securities (filed as Exhibit 4-a
to Amendment No. 1 to Form 5-3 Registration Statement No.
33343768 and filed as Exhibit 4-a to KeySpan's Form 8-K on
November 20, 2000)

Fomn of Note issued in connection with the issuance of the
KeySpan Corporation $700 million of 7.625% MNotes due 2010
issued on November 20, 2000 {filed as Exhibit 4-c to
KeySpan's Form 8K on November 20, 2000}

Form of Note issued in connection with the issuance of the
KeySpan Corporation $250 million of 8.0% Notes due 2030
issued on November 20, 2000 (filed as Exhibit 4-d to
KeySpan's Form 8-K on November 20, 2000)

Form of Note issued in connection with the issuance of the
KeySpan Corporation $150 m Il'on of 4.65% Notes issuea on
Aprl 1, 2003 {fied as Exnibit 4.1 to KeySpan's Form 8-K
dated as of April 8, 2003}

Form of Note issued in connection with the issuance of the
KeySpan Corporation $150 million of 5.875% Notes issued on
April 1, 2003 (filed as Exhibit 4.2 to KeySpan's Form 8-K
dated as of April 8, 2003)

Fom of Note issued in connection with the issuance of the
KeySpan Corporat'on $307.2 million of 5.803% Notes issued
on March 29, 2005 {filed as Exhibit 4.1 to KeySpan's Form 8-
K dated as of March 31, 2005)

Supplemental Remarketing Agreement dated as of March
21, 2005 among KeySpan Corporation, J.P. Morgan
Securities Inc. and JPMorgan Chase Bank, N.A. in
connection with the remarketing of the 4.9% Notes due 2068
(fred as Exh bit 99.1 to KeySpan's Form 8-K dated as of
March 24, 2005)

indenture, dated December 1, 1599, between KeySpan and
KeySpan Gas East Corporation, the Registrants, and the
Chase Manhatlan Bank, as Trustee, with respect to the
issuance of Medium-Term Notes, Series A, (filed as Exhibit 4-
a to Amendment No. 1 to KeySpan's and KeySpan Gas East
Corporation’s Form S-3 Registration Staiement No. 333-
92003)

Form of Medium-Term Note issued in connection with the
issuance of KeySpan Gas East Corporation 7 7/8% Notes
issued on February 1, 2000 (filed as Exhibit 4 to KeySpan's
Form 8-K on February 1, 2000)

Form of Medium-Term Note issued in connect'on with the
issuance of KeySpan Gas East Corporation 6.9% Notes
issued on January 19, 2001 (filed as Exhibit 4.3 to KeySpan's
Form 10-K for the year ended December 31, 2000)

Participation Agreement, dated as of July 1, 1991, between
New York State Energy Research and Development Authority

4.14

415

4.16

417

418

4.19

4.20

421

{"NYSERDA") and The Brooklyn Unien Gas Company relating
to the Gas Facilities Revenue Bonds (‘GFRBs”) Series 1991A
and 1991B (The Brooklyn Union Gas Company Project) {fled
as Exhibit 4 to The Brooklyn Union Gas Company’s Form 10-
K for the year ended September 30, 1991)

Indenture of Trust, dated as of July 1, 1991, between
NYSERDA and Manufacturers Hanover Trust Company, as
Trustee, relating to the GFRBs Series 1991A and 1991B (The
Brooklyn Union Gas Company Project) (filed as Exhibit 4 to
The Brookiyn Union Gas Company's Form 10-K for the year
ended September 30, 1991}

Parficipation Agreement, dated as of July 1, 1992, between
NYSERDA ana The Brooktyn Union Gas Company re ating lo
the GFRBs Series 1993A and 1993B {The Brooklyn Union
Gas Company Project) {filed as Exhibit 4 to The Brookiyn
Union Gas Company’s Form 10-K for the year ended
September 30, 1992)

Indenture of Trust, dated as of July 1, 1992, between
NYSERDA and Chemical Bank, as Trustee, relating to the
GFRBs Series 1993A and 1993B (The Brooklyn Union Gas
Company Project) (fled as Exhibit 4 to The Brooklyn Unicn
Gas Company Form 10-K for the year ended September 30,
1992)

Participation Agreement dated as of July 1, 1991 between
NYSERDA and The Brooklyn Union Gas Company relating to
the GFRBs Series D (The Brooklyn Union Gas Company
Project} (filed as Exhibit 4 to The Brookiyn Union Gas
Company’s Form 10-X for the year ended September 30,
1991)

First Supplemental Participation Agreement dated as of June
1, 1993 between NYSERDA and The Brooklyn Union Gas
Company refating to GFRBs Series D (The Brooklyn Union
Gas Company Project) {filed as Exhibit 4 to The Brooklyn
Union Gas Company's Form 10-K for the year ended
September 30, 1993)

Trust Indenture, dated as of July 1, 1991 between NYSERDA
and Manufacturers Hanover Trust Company relating to the
GFRBs Series D (filed as Exhibit 4 to The Brooklyn Union
Gas Company's Form 10-K for the year ended September 30,
1991)

First Supplemental Trust Indenture, dated as of June 1, 1993
between NYSERDA and Chemical Bank (as successor o
Manufacturers Hanover Trust Company) relating to the
GFRBs Series D (ffled as Exhibit 4 to The Brockiyn Union
Gas Company's Form 10-K for the year ended September 30,
1993)

Participation Agreement, dated January 1, 1996, between
NYSERDA and The Brooklyn Union Gas Company relafing lo
GFRBs Series 1996 (The Brooklyn Union Gas Company
Project) (filed as Exhibit 4 to The Brooktyn Union Gas
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Company's Form 10-K for the year ended September 30,
1996)

Indenture of Trust, dated January 1, 1996, between
NYSERDA and Chemical Bank, as Trustee, relating to
GFRBs Series 1996 (The Brookfyn Union Gas Company
Project} {filed as Exhibit 4 to The Brooklyn Union Gas
Company's Form 10-K for the vear ended September 30,
1996)

Parlicipation Agreement, dated as of January 1, 1997,
between NYSERDA and The Brogklyn Union Gas Company
relating to GFRBs 1997 Series A (The Brooklyn Union Gas
Company Project) {filed as Exhibit 4 to Tne Brooklyn Union
Gas Company's Form 10-K for the year ended September 30,
1997)

Indenture of Trust, dated January 1, 1997, between
NYSERDA and Chase Manhattan Bank, as Trustee, relating
to GFRBs 1997 Series A (The Brooklyn Union Gas Company
Project) {filed as Exhibit 4 to The Brooklyn Union Gas
Company's Form 10-K for the year ended Seplember 30,
1897)

Supplemental Trust Indenture, dated as of January 1, 2000,
by and between NYSERDA and The Chase Manhattan Bank,
as Trustee, refating to the GFRBs 1997 Series A (The
Brooklyn Union Gas Company Project) (filed as Exhibit 4.11
to KeySpan's Form 10-K for the year ended December 31,
1999)

Bond Purchase Agreement, dated as of October 26, 2005,
among The Brooklyn Union Gas Company and NYSERDA
and Morgan Stamey & Co. Incorporated, BNY Capital
Markets, Inc., Sovereign Securities Corporation, LLC and The
Williams Capital Group, L.P., as Series A Underwriters, for
the issuance of $82 million aggregate principal amount of
4.7% GFRBs, 2005, Series A. (The Brookiyn Union Gas
Company Project) (filed as Exhibit 10.1 to KeySpan's Form 8-
K dated November 1, 2005) ?

Indenture of Trust, dated as of November 1, 2005, between
NYSERDA and Citibank, N.A., as Trustee, relating to the
issuance of $82 million GFRBs, 2005 Series A, 4.7% due
February 2024 {The Brooklyn Union Gas Company Projec)
{filed as Exhibit 10.1 to KeySpan's Form 10-Q for the
quarterly period ended September 30, 2005)

Participation Agreement, dated as of November 1, 2005,
between NYSERDA and The Brooklyn Union Gas Company
relating to the issuance of $82 million GFRBs, 2005 Series A,
4.7% due February 2024 (filed as Exhibit 10.2 to KeySpan's
Form 10-Q for the quarterly pericd ended September 30,
2005)

Promissory Note, dated as of November 1, 2005, executed by
the Brooklyn Union Gas Company for issuance of $82 million
GFRBs, 2005 Series A, 4.7% due February 2024 (filed as
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Exhibit 10.3 to KeySpan’s Form 10-Q for the quarterly period
ended September 30, 2005)

Bond Purchase Agreement, dated as of October 26, 2005,
among The Brooklyn Union Gas Company and NYSERDA
and Goldman Sachs & Co., BNY Capitat Markets, Inc.,
Sovereign Securities Corporation, LLC and The Williams
Capital Group, L.P., as Series A Underwriters, for the
issuance of $55 million aggregate principal amount of
GFRBs, 2005, Series B (filed as Exhibit 10.2 to KeySpan's
Form 8-K dated November 1, 2005)

indenture of Trust, dated as of November 1, 2005, between
NYSERDA and Citibank, N.A., as Trustee, refating to the
issuance of $55 milkon GFRBs, 2005 Series B due June 2025
{filed as Exhibit 10.4 to KeySpan's Form 10-Q for the
quarterly period ended September 30, 2005)

Participation Agreement, dated as of November 1, 2005,
between NYSERDA and The Brooklyn Union Gas Company
relating to the issuance of $55 million GFRBS, 2005 Series B,
due February 2025 {filed as Exhibit 10.5 to KeySpan's Form
10-Q for the quarterly period ended September 30, 2005)

Promissory Note, dated as of November 1, 2005, executed by
the Brooklyn Union Gas Company for the issuance of $55
million GFRBs, 2005 Series B, due June 2025 {filed as
Exhibit 10.6 to KeySpan’s Form 10-Q for the quarterly period
ended September 30, 2005)

Letter of Credit and Reimbursement Agreement, dated
December 8, 2003, by and between KeySpan Generation
LLC and Royal Bank of Scotland Bank PLC (filed as Exhibit
4.34 1o KeySpan's Form 10-K for the year ended December
31, 2003)

Participation Agreement dated as of December 1, 1997 by
and between NYSERDA and Long Istand Lighting Company
relating to the 1997 E.ectric Facilites Revenue Bonds
(‘EFRBs"), Series A {KeySpan Generation LLC) (filed as
Exhibit 10{a} to KeySpan's Form 10-Q for the quarterly period
ended September 30, 1998)

Indenture of Trust, dated as of December 1, 1397, by and
between NYSERDA and The Chase Manhattan Bank, as
Trustee, relating o the 1297 EFRBs, Series A (KeySpan
Generation LLC) (filed as Exhibit 10(a) to KeySpan’s Form
10-Q for the quarterly period ended September 30, 1998)

Participation Agreement, dated as of Oclober 1, 1999, by and
between NYSERDA and KeySpan Generation LLC relating to
the 1999 Pollution Contro! Refunding Revenue Bonds
{"PCRB's™), Series A (filed as Exhibit 4.10 to KeySpan's Form
10-K for the year ended December 31, 1999)

Trust Indenture, dated as of October 1, 19299, by and between
NYSERDA and The Chase Manhattan Bank, as Trusiee,
refating to the 1999 PCRBs, Series A (filed as Exhibit 4.10 10
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KeySpan's Form 10-K for the year ended December 31,
1999)

indenture, dated as of December 1, 1989, between Boston
Gas Company and The Bank of New York, as Trustee (fited
as Exhibit 4.2 to Boston Gas Company's Form S-3 {File No.
33-31869))

Second Amended and Restated First Mortgage Indenture for
Colonial Gas Company, dated as of June 1, 1992 (filed as
Exhibit 4(b) to Colonial Gas Company’s Form 10-Q for the
quarter ended June 30, 1992}

First Supplemental Indenture for Colonial Gas Company
dated as of June 15, 1992 (filed as Exhibit 4(c) fo Colonial
Gas Company's Form 10-Q for the quarter ended June 30,
1992)

Second Supplemental Indenture for Colonial Gas Company
dated as of September 27, 1995 {filed as Exhibit 4{(c} lo
Colonial Gas Company's Form 10-K for the fiscal year ended
December 31, 1995)

Amendment to Second Supplementaf Indenture for Colonial
Gas Company dated as of October 12, 1995 (filed as Exhibit
410) to Co omar Gas Company's Form 10-K for the fiscal year
ended December 31, 1995)

Third Supplemental indenture for Colonial Gas Company
galed as of December 15, 1995 (filed as Exhibit 4(f} to
Colonial Gas Company's Form S-3 Registration Statement
dated January 5, 1998)

Fourth Supplemental Indenture for Colonial Gas Company
dated as of March 1, 1998 (filed as Exhibit 4(1) to Colonial
Gas Company's Form 10-Q for the quarier ended March 31,
1998)

Trust Agreement, dated as of June 22, 1990, between
Colonial Gas Company, as Trustor, and Shawmut Bank, N.A.,
as Trustee (filed as Exhibit 10(d} to Colonial Gas Company's
Form 10-Q for the quarterly pericd ended June 30, 1990)

Lease Agreement, dated as of November 1, 2003, by and
between the Suffofk County Industrial Development Agency
and KeySpan-Port Jefferson Energy Center, LLC (filed as
Exhibit 4.14-a to KeySpan's Form 10-K for the year ended
December 31, 2003)

Company Lease Agreement, dated as of November 1, 2003,

by and between KeySpan-Port Jefferson Energy Center, LLC
and the Suffolk County Industrial Development Agency (filed

as Exhibit 4.14-b to KeySpan's Form 10-K for the year ended
December 31, 2003)

Guaranty, dated as of November 26, 2003, from KeySpan
Corporation to the Suffolk County Industrial Development
Agency (filed as Exhib t 4.14-¢ 10 KeySpan's Form 10-K for
the year ended December 31, 2003)
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Lease Agreement, dated as of November 1, 2003, by and
between the Nassau County Industrial Development Agency
and KeySpan-Glenwood Energy Center, LLC {filed as Exhibit
4.15-a to KeySpan's Form 10-K for the year ended December
31, 2003)

Company Lease Agreement, dated as of November 1, 2003,
by and between KeySpan-Glenwood Energy Center, LLC and
the Nassau County Industrial Development Agency (filed as
Exhibit 4.15-b to KeySpan's Form 10-K for the year ended
December 31, 2003)

Guaranty, dated as of November 26, 2003, from KeySpan
Corporation to the Nassau County Industrial Deveiopment
Agency (filed as Exh oit 4 14-c 10 KeySpan's Form 10-« for
the year ended December 31, 2003)

Lease Agreement, dated June 9, 1999, between KeySpan-
Ravenswood, LLC and LIC Funding, Limited Partnership
(fited as Exhibit 10.2 to KeySpan's Form 10-Q for the
quarterly period ended June 30, 1999)

First Amendment to the Lease Agreement between KeySpan-
Ravenswood, LLC and LIC Fund ng, L' mited Parinership,
dated as of June 27, 2002 (filed as Exnib1 10.25 to
KeySpan's Form 10-K for the year ended December 31,
2002}

KeySpan Corporalion Guaranty dated June 9, 1999, from
KeySpan in favor of LIC Funding, Limited Partnership (filed as
Exhibit 10.1 to KeySpan's Form 10-Q for the quarterly period
ended June 30, 1899)

KeySpan Corporation Guaranty dated May 25, 2004, relating
to the 250 MW Ravenswood Expansion {filed as Exhibit 10.1
to KeySpan's Form 10-Q for the quarterly period ended June
30, 2004)

Facility Lease Agreement, dated as of May 25, 2004,
between SE Ravenswood Trust, a Delaware statutory trust,
and KeySpan-Ravenswood, LLC refating to the 250 MW
Ravenswood Expansion(filed as Exhibit 10.2 to KeySpan's
Form 10-Q for the quarterly period ended June 30, 2004)

Site Lease and Easement Agreement, dated as of May 25,
2004, between KeySpan-Ravenswooo, .LC and SE
Ravenswood Trust relaling to the 250 MW Ravenswood
Expansion (filed as Exhibit 10.3 to KeySpan's Form 10-Q for
the quarterly period ended June 30, 2004)

Site Sublease, dated as of May 25, 2004, between SE
Ravenswooa Trus! and KeySpan-Ravenswood, LLC relating
to the 250 MW Ravenswood Expanson (filed as Exhibit 10.4
to KeySpan’s Form 10-Q for the quarterly period ended June
30, 2004)
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Amendment, Assignment and Assumpfion Agreement, dated
as of September 29, 1997, by and among The Brooklyn
Union Gas Company, Long Island Lighting Company and
KeySpan Energy Corporation (filed as Exhibit 2.5 to Schedule
13D by Long Island Lighting Company on October 24, 1997)

Agreement and Plan of Merger, dated as of Jure 26, 1997, by
and among BL Holding Corp., Long island Lighting Company,
Long Island Power Autherity and LIPA Acquisition Corp. (filed
as Annex D to the Joint Registration Statement on Form S-4
of The Brooklyn Union Gas Company and Long Island
Lighting Company, Registration No, 333-30353 on Juna 30,
1997)

Management Services Agreement between Long Island
Power Authority and Long Island Lighting Company dated as
of June 26, 1997 (filed as Annex D fo the Joint Registration
Statement on Form S-4 of The Brooklyn Union Gas Company
and Long Island Lighting Company, Registration No. 333-
30353 on June 30, 1997)

Amendment, dated as of March 29, 2002, to Management
Services Agreement between Long Island Lighting Company
dibla LIPA and KeySpan Electric Services LLC daled as of
June 26, 1997 {filed as Exhibit 10.4-b to KeySpan's Form 10-
K for the year ended December 31, 2002)

Amended and Restaled Management Services Agreement
dated as of January 1, 2008 hetween the Long Island Lighting
Company ("LILCO") d/bfa LIPA and KeySpan Electric
Services LLC (fired as Exhibt 10.1 to KeySpan's Form 8-K
filed on February 7, 2006)

Power Supply Agreement between Long Istand Lighting
Company and Long Island Power Authority dated as of June
26, 1997 (flea as Annex D to the Joint Registration Statement
on Form S-4 of The Brooklyn Union Gas Company and Long
Island Lighting Company, Registration No. 333-30353 on
June 30, 1997)

Energy Management Agreement between Long Island
Lighting Company and Long Istand Power Authority dated as
of June 26, 1997 (filed as Annex D to Registration Statement
on Ferm S-4, Ne. 333-30353, on June 30, 1997)

Amendment, daled as of March 29, 2002, to Energy
Management Agreement between Long Island Lighting
Company d/bfa LIPA and KeySpan Energy Trading Services
LLC dated as of June 26, 1997 (filed as Exhibit 10.6-b to
KeySpan's Form 10-K for the year ended December 31,
2002)

Generation Purchase Rights Agreement between Long 1sland
Lighting Company and Long Island Power Authority dated as
of June 26, 1997 (filed as Exhibit 10.17 to KeySpan's Form
10-K for the year ended December 31, 2001)

Amendment, dated as of March 29, 2002, to Generation
Purchase Rights Agreement by and between KeySpan
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Corporation, as Sefler, and Long Island Lighting Company
dfbfa LIPA, as Buyer, dated as of June 26, 1997 {filed as
Exhibit 10.1 to KeySpan's Form 10-Q for the quarterly period
ended March 31, 2002)

Generation Purchase Right Extension Agreement between
KeySpan and the Long Island Power Autherity dated as of
March 28, 2005 {filed as Exhibit 10.1 to KeySpan's Form 10-
Q for the quarterly period ended March 31, 2005}

Opfion and Purchase and Sale Agreement dated as of

January 1, 2006 by and between LILCO d/b/a LIPA and
KeySpan Electric Services LLC (filed as Exhibit 10.2 to

KeySpan's Form 8K filed on February 7, 2006)

Letter Amendment to the Option and Purchase and Sale
Agreement between KeySpan Generafion LLC and Long
Island Lighting Company d/b/a LIPA, daled as of December
11, 2006 {fied as Exhibt 10 1 to KeySpan's Form 8-K dated
December 19, 2008}

Settiement Agreement and Release dated as of January 1,
2006 by and among KeySpan, KeySpan Generation LLC,
KeySpan Electric Services LLC, KeySpan Energy Trading
Services LLC and LIPA (filed as Exhibit 10.3 to KeySpan's
Form 8-K filed on February 7, 2006)

Agreement of Lease between Forest City Jay Street
Associates and The Brooklyn Union Gas Company dated
September 15, 1988 (filed as an Exhibit to The Brooklyn
Union Gas Company's Form 10-K for the year ended
September 30, 1996)

Second Amendment, dated as of March 24, 2005, to the
Lease Agreement dated as of September 15, 1998 between
The Brooklyn Union Gas Company and Forest City Jay Street
Associates, L.P. (filed as Exhibit 10 to KeySpan's Form 8-K
dated as of March 30, 2005)

1SDA Master Agreement, dated as of January 18, 2006,
between KeySpan Corporation and Morgan Stanley Capital
Group Inc. {filed as Exhibit 10,1 to KeySpan's Form 8-K dated
January 24, 2006)

Restated Exploration Agreement between The Houston
Exploration Company and KeySpan Exploration and
Production, LL.C. dated June 30, 2000 (filed as Exhibit 10.1
to The Houston Exploration Company’s Form 10-Q for the
quarter ended September 30, 2000, File No. 001-11899)

Distribution Agreement, dated June 2, 2004, by and among
The Houston Exploration Company, Seneca-Upshur
Petroleum, Inc., THEC Heldings Corp. and KeySpan
Corporation (filed as Exhibit 99.2 to The Houston Exploration
Company's Form 8-K dated as of June 3, 2004)

Asset Contribution Agreement, dated June 2, 2004, between
The Houston Exploration Company and Seneca-Upshur
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Petroleum, Inc. (filed as Exhibit 99.3 to The Houston
Exploration Company’s Form 8-K dated as of June 3, 2004)

Tax Malters Agreement, dated June 2, 2004, by and among
The Houston Exploration Company, Seneca-Upshur
Petroleum, Inc., THEC Holdings Corp. and KeySpan
Corporation (filed as Exnitit 99.4 to The Houston Exploration
Company’s Form 8-K dated as of June 3, 2004)

Share Sale and Purchase Agreement dated February 25,
2005 with BG Energy Holdings Limited and Premier
Transmission Financing Pubic Lamted Company (filed as
Exhinit 10.37 to KeySpan's Form 10-K for the year ended
December 31, 2004)

Purchase Agreement, dated January 28, 2005, among Robert
B. Snyder, Frank J. Sullivan, Robert B. Snyder, Jr., Phifip J.
Andreoli, William J. McKean, Binsky & Snyder, LLC, Binsky &
Snyder Service, LLC and KeySpan Business Solutions, LLC
{filed as Exhibit 10.35 to KeySpan's Form 10-K for the year
ended December 31, 2004)

Purchase Agreement, dated February 11, 2005, among WDF
Holding Corp., WDF, Inc. and KeySpan Business Solutions,
LLC (f ed as Exhibit 10.36 to KeySpan's Form 10-K for the
year ended December 31, 2004)

Note Purchase Agreement, dated as of November 29, 2006,
between KEDNY and certain investors for the issuance of
$400 million of Senior Unsecured Notes, due November 29,
2016 {filed as Exhibit 10.1 to KeySpan's Form 8-K dated
December 5, 2006)

Note Purchase Agreement, dated as of November 29, 2006,
between KEDLI and certain investors for the issuance of $100
million of Senior Unsecured Notes, due November 29, 2016
{filed as Exhibit 10.2 to KeySpan's Form 8-K dated December
5, 2006)

KEDNY Form of 5.60% Senior Unsecured Note due
November 29, 2016 (filed as Exhibit 10.2 to KeySpan's Form
8-K dated December 5, 2006)

KEDL] Form of 5.60% Senior Unsecured Note due
November 29, 2016 (fited as Exhibit 10.2 to KeySpan's Form
8-K dated December 5, 2006)

1ISDA Master Agreement between the Company and
Morgan Stanley Capital Group Inc. dated as of January 18,
2006 (fited as Exhibit 10.1 to KeySpan’s Form 8-K dated
January 24, 2006)

Compensation Aqreements
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Cash Compensation for Non-Management Diractors of
KeySpan

Base Salanies of Named Executive Officers of KeySpan in
effect as of February 20, 2007

Copy of the Amendment tothe Employment Agreement
dated January 1, 2005 between KeySpan Corporation and
Anthony Sartor {filed as Exhibit 10.1 to KeySpan's Form 8-K
dated September 8, 2006)

Agreement and Waiver of Rights and Claims between
KeySpan and Lenore F. Puleo oatea as of March 24, 2006
{filed as Exhibit 10.2 to KeySpan's Form 8-K dated March 30,
2006)

Letter Agreement between KeySpan and Gerald Luterman
dated March 24, 2006 (filed as Exhibit 10.1 to KeySpan's
Form 8-K dated March 30, 2006)

Employment Agreement, dated February 24, 2005, between
KeySpan and Robert B. Catell (filed as Exhibit 10.10 to
KeySpan's Form 10-X for the year ended December 31,
2004)

Employment Agreement, dated January 1, 2005, batween
KeySpan and Anthony Sartor (filed as Exhio.t 10.01 to
KeySpan's Form 8-K dated as of January 4, 2005)

Supplemental Retirement Agreement, dated January 1, 2005,
between KeySpan and Anthony Sartor (filed as Exhibit 10.12
to Company’s Form 8-K dated as of January 4, 2005)

Supplemental Retirement Agreement, dated July 1, 2002,
between KeySpan and Steven L. Zelkowitz (filed as Exhibit
10.12 to KeySpan's Annual Report on Form 10-K for the year
ended December 31, 2002)

Supplemental Retirament Agreement, dated July 1, 2002,
between KeySpan and Gerald Luterman (filed as Exhibit

10 11 to KeySpan's Annuar Report on Form 10-K for the vear
ended Decerber 31, 2002)

Supplemental Retiremant Agreement, dated July 1, 2002,
between KeySpan and David J. Manning (filed as Exhibit
10.13 to KeySpan's Annual Report on Form 10-K for the year
ended December 31, 2002)

Supplemental Retirement Agreement, dated July 1, 2002,
between KeySpan and Elaine Weinstein (filed as Exhibit
10.15 to KeySpan's Annual Report on Form 10-K for the year
ended December 31, 2002)

Directors’ Deferred Compensation Plan effective Aprit 2003
(filed as Exhivit 10.16 to KeySpan's Annual Report on Form
10-K for the year ended December 31, 2003)
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Officers’ Deferred Stock Unit Plan of KeySpan Corporation
(filed as Exhibit 10.17 to KeySpan’s Annual Report on Form
10-K for the year ended December 31, 2002)

Officers’ Deferred Stock Unit Plan of KeySpan Services, Inc.
(fled as Exhibit 10.18 to KeySpan's Annual Report on Form
10-K for the year ended December 31, 2002)

Corporate Annual Incentive Compensation and Gainsharing
Plan {filed as Exhibit 10.20 fo KeySpan's Form 10-K for the
year ended December 31, 2000)

Corporate Annual Incentive Compensation Plan Target
Performance Award Level for Fiscal Year 2007

Senior Executive Change of Control Severance Plan effective
as of October 29, 2003 (filed as Exhibit 10.20 to KeySpan's
Form 10-K for the year ended December 31, 2003)

KeySpan's Amended Senior Executive Change of Control
Severance Plan (filed as Exhibit 10.1 to KeySpan's Form 10-
Q for the quarterly period ended March 31, 2006}

KeySpan's Amended Long-Term Performance Incentive
Compensation Plan (filed as Exhibit A to KeySpan's 2001
Proxy Statement filed on March 23, 2001)

KeySpan's Long-Term Performance Incentive Compensation
Plan Performance Target Award Level for Fiscal Year 2007

Code of Ethics (filed as Exhibit 14 to KeySpan's Annual
Report on Form 10-K for the year ended December 31,
2003).

Subsidiaries of the Registrant

Consent of Deloifte & Touche LLP, Independent Registered
Public Accounting Firm

Power of Attormey executed by Andrea S. Christensen on
February 21, 2007

242" Power of Attomey executed by Robert J. Fani on February
21,2007

243" Power of Attomey executed by Alan H. Fishman on February
21, 2007

244" Power of Attorney executed by James R. Jones on February
21, 2007

245"  Power of Attomey execuled by James L. Larocea on
February 21, 2007

24.6*  Power of Altorney executed by Gloria C. Larson on February
21, 2007

247 Power of Altorney executed by Stephen W. McKessy on
February 21, 2007

24.8*  Power of Attomey exacuted by Edward D. Miller on February
21, 2007

249 Power of Attorney executed by Vikki L. Pryor on February 21,
2007

31.1*  Certification of the Chairman and Chief Executive Officer
pursuant to Section 302 of the Sarbanes-Oxley Act of 2002

31.2*  Ceriification of the Executive Vice President and Chief
Financial Officer pursuant to Section 302 of the Sarbanes-
Oxley Act of 2002

32.1*  Ceriification of the Chairman and Chief Executive Officer
pursuant to Section 906 of the Sarbanes-Oxley Act of 2002

322*  Cerlification of the Execulive Vice President and Chief
Financial Officer pursuant to Section 906 of the Sarbanes-
Oxley Act of 2002

* filed herewith



Pursuant to the requirements of Section 13 or 15(d) of the Securities Exchange Act of 1934, the registrant has duly caused this report to be signed on its

behalf by the undersigned, thereunto duly authorized.

KEYSPAN CORPORATION

{Registrant)

Signature: Date:

By: {s/Gerald Luterman February 22, 2007

Gerald Luterman
Executive Vice President
and Chief Financial Officer

Pursuant to the requirements of the Securities Exchange Act of 1934, this report has been signed below by the following persons on behalf of the registrant

and in the capacities and on the dates indicated.

Signatures: Date:
By: /sfRobert B. Catell February 22, 2007

Robert B, Catelt
Chairman of the Board of Directors
and Chief Executive Officer

By: /s/Gerald Luterman February 22, 2007
Gerald Luterman

Executive Vice President and

Chief Financial Officer

By: fs/Theresa A. Balog February 22, 2007
Theresa A. Baleg

Vice President and

Chief Accounting Officer

Andrea S. Christensen
Director

Robert J, Fani
President, Chief Operating Officer and Director

*

Alan H. Fishman

* Such signature has been affixed pursuant to a Power of Attorney filad as an exhibit hereto and incorporated herein by reference thereto

SIGNATURES

Director

James R. Jones
Director

James L. Larocca
Director

Gloria C. Larson
Director

Stephen W, McKessy
Lead Direclor

Edward D. Miller
Director

Vikki L. Pryor
Direclor



CONSENT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

e consent to the incorporation by reference in Registration Statement Nos. 333-119491, 333-104230, 333-82230, 333-92003 and 333-13429 on Form S-
and Regisiration Statement Nos. 333-119474, 333-53765, 333-40472 and 333-79151 on Form $-8 of our reporls dated February 22, 2007, relating to the
ancial statements and financial statlement schedule of KeySpan Corperation (which report expressed an ungualified opinion and included an explanatory
ragraph refated to {j) the adoption of Statement of Financiat Accounting Standards No, 158 “Employers’ Accounting for Defined Benefit Pensions and
‘her Postretirement Benefit Plans” discussed in Notes 1 and 4 and (ii) the adoption of Financial Accounting Standards Board Interpretation No. 47,
coounting for Conditional Assef Retirement Obligations” discussed in Notes 1 and 7) and management's report on the effectiveness of intemal control

er financial reporting, appearing in this Annual Report on Form 10-K of KeySpan Corporation for the year ended December 31, 2006.

'DELOITTE & TOUCHE LLP
*w York, New York
February 22, 2007

137



CERTIFICATION OF THE
CHAIRMAN AND CHIEF EXECUTIVE OFFICER
PURSUANT TO SECTION 302
OF THE SARBANES-OXLEY ACT OF 2002

I, Robert B. Catell, certify that;

1. Ihave reviewed this Report on Form 10-K for the year ended December 31, 2006 of KeySpan Corporation;

2. Based on my knowledge, this report does not contain any untrue statement of a material fact or omit to state a material fact necessary to make
the statements made, in light of the circumstances under which such statements were made, not misleading with respect to the period covered
by this report;

3. Based on my knowledgs, the financial statements, and other financia! information included in this repost, 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 th's report;

4. The registrant's other certifying officer and | are responsible for establishing and maintaining d'sclosure controls and procedures (as defined in
Exchange Act Rules 13a-15(e} and 15d-15(e)) and intemal control over financial reporting {as defined in Exchange Act Rules 13a-15(f) and 15d-
15(f)) for the registrant and have:

a)

b)

0

d)

Designed such disclosure controls and procedures, or caused such disclosure controls and procedures to be designed under our
supervision, to ensure that maleriat information relating fo 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;

Designed such internal control over financial reporting, or caused such intemaf control over financial reporting to be designed under
our supervision, to provide reasonable assurance regarding the reliability of financial reporting and the preparation of financial
statements for extemal purposes in accordance with generally accepted accounting principals;

Evaluated the effectiveness of the registrant's disclosure controls and procedures and presented in this report our conclusions about
the effectiveness of the disclosure controls and procedures, as of the end of the period covered by this report based on such
evaluation; and

Disclosed in this report any change in the registrant's intemal control aver financial reporting that occurred during the registrant's most
recent fiscal quarter (the registrant’s fourth fiscal quarter in the case of an annual report) that has materially affected, or is reasonably
likely to materially affecl, the registrant’s intemal control over financial reporting; and

5. The registrant's other certifying officer and 1 have disclosed, based on our most recent evaluation of infernal controf over financial reporiing, to
the registrant’s auditors and the audit committee of the registrant's board of directors (or persons performing the equivalent functions):

a)

b)

All significant deficiencies and material weaknesses in the design or operation of intemal conirol over financial reporting which are
reasonably likely to adversely affect the registrant's ability fo record, process, summarize and report financial information; and

Any fraud, whether or not material, that involves management or other employees who have a significant role in the registrant’s
internal control over financial reporting.

Date; February 22, 2007

{s! Robert B, Catell

Robert B. Catell

Chairman of the Board of Directors
and Chief Executive Officer



CERTIFICATION OF THE
EXECUTIVE VICE PRESIDENT AND CHIEF FINANC!AL CFFICER
PURSUANT TO SECTION 302
OF THE SARBANES-OXLEY ACT OF 2002

I, Gerald Luterman, certify that:

1. Fhave reviewed this Report on Form 10-K for the year ended December 31, 2006 of KeySpan Corporatior

2. Basedon

my knowledge, this report does not contain any unirug statement of a material fact or omit to state a material fact necessary to make

the statements made, in light of the circumstances under which such statemants were made, not misleading with respect o the period covered
by this report;

3. Based on my knowledge, the financial statements, and other financial information included in this repori, fairly present in all material respecis the
financial condition, results of operations and cash flows of the registrant as of, and for, the periods presented in this report;

4. The registrant's other certifying officer and | are responsible for establishing and maintaining disclosure controls and procedures (as defined in
Exchange Act Rules 13a-15(e) and 15d-15{e}) and intemal control over financial reporting (as defined in Exchange Act Rules 13a-15(f) and 15d-
15(f)) for the registrant and have:

a)

b)

d)

Designed such disclosure controls and procedures, or caused such disclosure controls and procedures to be designed under our
superviston, to ensure that material information refating to the registrant, including its consofidated subsidiaries, is made known to us
by others within those entities, particularly during the period in which this report is being prepared;

Designed such interal control over financal reporting, or caused such intemal control over financial reporting to be designed under
our supervision, 1o provide reasonable assurance regarding the reliability of financial reporting and the preparation of financial
statements for external purposes in accordance with generally accepted accounting principals;

Evaluated the effactiveness of the registrant’s disclosure controls and procedures and presented in this report our conclusions about
the effectiveness of the disclosure controls and procedures, as of the end of the period covered by this report based on such
evaluation; and

Disclosed in this report any change in the registrant’s intemal control over financial reporting that occurred during the registrant's most
recent fiscal quarler (the registrant’s fourth fiscal quarter in the case of an annual report) that has materially affected, or is reasonably
likely to materially affect, the registrant's interna! control over financiat reporting; and

5. The registrant’s other certifying officer and | have disclosed, based on our most recent evaluation of intemal controi over financial reporting, fo
the registrant’s auditors and the audit committee of the registrant’s board of directors {or persons performing the equivalent functions);

a)

b)

Al significant deficiencies and material weaknesses in the design or operation of internal control over financiat reporting which are
reasonably likely to adversely affect the registrant’s ability fo record, process, summarize and report financial information; and

Any fraud, whether or not material, that involves management or other employees who have a significant role in the regisfrant's
internal control over financial reporting,

Date:  February 22, 2007

Is! Gerald Luterman

Gerald Luterman

Executive Vice President
and Chief Financiat Officer
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Exhibit 32.1

CERTIFICATION OF THE
CHAIRMAN AND CHIEF EXECUTIVE OFFICER
PURSUANT TO SECTION %06
OF THE SARBANES-OXLEY ACT OF 2002

In connection with the Report on Farm 10-K for the year
ended December 31, 2006 of KeySpan Corporation (the “Corporation”),
as filed with the Securities and Exchange Commission on the date
hereof (the “Report™), |, Robert B. Catell, Chairman and Chief Executive
Officer of the Corporation, cerfify, pursuant to 18 U.S.C. Section 1350,
as adopted pursuant to Section 906 of the Sarbanes-Oxley Act of 2002,
that:

(1) The Report fully complies with the requirements of
Section 13(a) or 15(d) of the Securities Exchange Act of
1934, as amended; and

(2} The information contained in the Report fairly presents,
in all material respects, the financial condition and
results of operations of the Corporation.

Date: February 22, 2007

{s/ Robert B, Catell

Robert B. Catell

Chairman of the Board of Directors
and Chief Executive Officer

Exhibit 32.2

CERTIFICATION OF THE
EXECUTIVE VICE PRESIDENT AND CHIEF FINANCIAL OFFICER
PURSUANT TO SECTION 906
OF THE SARBANES-OXLEY ACT OF 2002

tn connection with the Report on Form 10-K for the year
ended December 31, 2006 of KeySpan Corporation (the “Corporation™),
as filed with the Securities and Exchange Commission on the date
hereof (the “Report™, |, Gerald Luterman, Executive Vice President and
Chief Financial Officer of the Corperation, certify, pursuant to 18 U.S.C.
Section 1350, as adopted pursuant to Section 9086 of the Sarbanes-
Oxley Act of 2002, that,

(1) The Report fully complies with the requirements of
Section 13(a) or 15{(d) of the Securities Exchange Act of
1934, as amended; and

{2) The information contained in the Report fairly presents,
in alt material respects, the financial condition and
resulis of operations of the Corporation,

Date:  February 22, 2007

{8/ Gerald tuterman
Gerald Luterman
Execdtive Vice President
and Chief Financial Officer



