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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 Reauired bv 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: 

(i) a letter from the Chief Financial Officer of KeySpan; 
(ii) a report from Independent Accountants; and 
(iii) 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, 

cc: (w/ Enclosures) 

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





bcc: D. Riccobono 
J. Brennan 
F. Murphy 





K @ P = W M  
One MetroTech Center 
Brooklyn NY 11201-3851 
Tel718 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 andlor 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 #NYD006866008 
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: 





Ravenswood Power Station 
38-54 Vernon Boulevard 
Long Island City, New York 1 1  101 

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 andlor 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 [el). 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 3 1,2006. 





Alternative I1 

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 rating service .............................................................. S d  & Poors "A" 

Date of issuance of bond .................................................................. November 2003 

Date of maturity of bond ................................................................. June 2027 

Tangible net worth (if any portion of the closure and post-closure 
cost estimates is included in "total liabilities" on your f m ' s  
financial statements, you may add the amount of that portion 
to this line) .................................................................................. $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.) 

.............................................................. Is line 5 at least 10 million? Yes 

Is line 5 at least 6 times line I?  ..................................................... Yes 

Are at least 90% of the firm's assets located in the US.? ................... Yes 
If not, complete line 10. 

Is line 6 at least 6 times line I?  ....................................... A Applicable 





/ Gerald Luterman 
Executive Vice President and 
Chief Financial Officer 

cc: (wl 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 Operations 
Bartholomew J. Polizzotti, HAZMAT Supervisor, Environmental Operations 





Deloitte. Deloitte &Touche UP 
Two World Financial Center 
New York, NY 10281-1414 
USA 

Tel: +1 212 436 2000 
Fax: +1 212 436 50M) 
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 264.143'7, 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 "KevS~an - Ravenswood. Inc.. Order Authorizing commencement of 
~ommerciai~peration and ~ ~ ~ r & i n ~ ' ~ o m ~ l i a n c e  ~ i l i n g ~ e ~ a r d i n ~  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 I1 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. 3 1 2006 on which we have issued our reDort dated Februarv 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 ~ i c e r n b k  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, "Accountingfor 
Conditional Asset Retirement Obligations". 

Member of 
Deloine Touche Tohmaku 





2. We recomputed 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 I1 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 I1 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. We recomputed 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. 

March 26,2007 
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ITEM 1. 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 A d  of 2005 
('PUHCA 2005"). KeySpan was formed in May 1998, as a result of the 
business combination of KeySpan Energy Corporation, the parent of 
The Brooklyn Un~on Gas company, andcerta~n bus~nessesof the Long 
Island Lignting Company ("LILCO'). On November 8.2000. KeySpan 
aca~tred Eastem Enternrises I'Eastem'), now known as KevSoan New 
England, LLC ('KNE"), a ~akachusettsiimited liability combany, which 
primarily owns Boston Gas Company ("Boston Gas"), Colonial Gas 
Company ('Colonial Gas') and Essex Gas Company ('Essex Gas"), 
gas utilities operating in Massachusetts, as well as EnergyNwth Natural 
Gas. Inc. ('EnergyNorlh"), 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, Massachusens and New Hampshire, making KeySpan the 
fifth largest gas distribution company in the United States and the 
largest in the Northeast. KeySpan also owns, leases and operates 

Act in May 2006 and in October the requisite approval was obtained fmm 
the Federal Energy Regulatory Commission ('FERC"). In early 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 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 
2006. the State of New Jersey Board of Public Utilities appmved 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 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 applicaUon filed 
with the NYPSC also contained proposed ten-year rate plans for 
KeySpan Energy Delivery of New York ('KEDNO and KeySpan Energy 
Delivery of Long Island ('KEDLI"), as well as proposals concerning 
corporate shucture and affiliate ~ l e s ,  the rate treatment for synergy 
savings and for low income and energy efficiency programs, among 
others. Specifically, the rate plan proposals provide for, among other 

electric generating plants ' n ~ a s s a ~  and Suffolk Counties on Long th~ngs, a freeze o f  base aelivery rates for KEDNY and KEDLl lor 18 
lslana an0 in Queens County In New York C~ly and 1s the largest montns. Thereafler. KEDNY's and KEDLl's gas adjustment clauses 
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 
involved in gas production and development; underground gas storage; 
liquefied natural gas ('LNG") storage; retail electric marketing: large 
energy-system ownership, installation and management; service and 
maintenance of energy systems; and engineering and consulting 
services. KeySpan also invests and participates in the development of 
natural gas pipelines, electric generation and other energy-related 
projects. As used herein. 'KeySpan," "we," 'us" and "our" refers to 
KeySpan Corporation, its six principal gas distribution subsidiaries and 
its other regulated and unregulated subsidiaries, individually and in the 
aggregate. 

On February 25,2006, KeySpan entered into an Agreement and 
Plan of Merger (the 'Merger Agreement'), with Nabnal Grid plc, a 
public limited company incorporated under the laws of England and 
Wales ("Pareno 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 converled into the right to receive $42.00 in cash, without 
interest. 

Consummation of the Merger is s u b i i  to variws dosing 

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 no 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 million), respeclively in 
years 3.5.7 and 9 of the rate plans. The proposed rate plans 
contemplate an allowed retum on equity of 11.0% for each entity. 
Cumulative earnings above 11.75% would be shared between gas sales 
customers and KeySpan over the rate plan period. On October 3.2006 
National Grid plc 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 3,2006, 
KEDNY and KEDLI 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 twk  
effect October 1,1993 and since then base rates have been reduced 
twice -once in 1996 and again in 1998. KEDLl's last base rate increase 
took effect December 1.1995. Since that time. KEDLl'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 
components: (i) an increase in base rates of $180.7 million for KEDNY 

condibons, including but not limied lo the receipt of requisite tegulatory and $145 million lor KEDLI: and (i.) projected ncreases of $32.8 million 
approvals horn cenain United States federal and state public ulility. and $13.6 million for KEDNY and AEDLI, respectively. for gas-related 
antitrust and other reaulatorv a~thorities, all of which have been filed exoenses that will be recovered throuoh the Gas Ao~ustment Clause 
and many of which have been obtained.~pedficatl~. we filed our ('GAc") andlor the Transportation ~dj istment clause ('TAC"). The 
application for approval of the Merger pursuant to Re Federal Power proposed rate of return on equity is 11.0% for both KEDNY and KEDLI. 

1 



The NYPSC mav susoend the imolementation of the orooosed Svstem7 owned bv LIPA: ~ r o ~ i d e  aeneratina capacihl and, lo the extent 
tariff changes for up tb ele"en months.'which would mean,'absent other required: energy knversidn services for LIPA from &r approximately 
intervening events, an effective date of September 3.2007 for new 4.200 megawatts ("MW) of generating facilities located on Long Island; 
rales. ~ l l h o u ~ h  AEDNY an0 KEDLl propose0 the new rates described an0 manage fuel supplies for LlPA lo fuel oLr Long Is and generating 
aoove in these tar.ff filtnas. 11 will not be necessarv to imolement the facilit es. The Electr c Services seamen1 also nc~udes subs oiaries that 
rate increases proposed"therein if the NYPSC approves'the Merger own, lease and operate the 2 , 2 0 0 - ~ ~  Ravenswood electric generatio1 
between National Grid plc and KeySpan and approves the related ten- facility (the "Ravenswood Facility'), located in Queens County in New 
year rate p an previo~sly notea, or some variatton thereof. York City, and the 250 MW combined cycle general'ng unit (Ihe 

On F ~ O N ~ N  20. 2007. NYPSC Staff filed ts direct testimonv in 'Ravenswood Exoansion'1 which beaan full commerc~al ooeration in M; 
the merger prokeding. NYSPSC Staff opposed the current ternis 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 testimony in the rate 
case proceedings and our rebultal testimony was filed on February 21, 
2007. In connection with each of these proceedings, hearings before 
an administrative law judge ('AW") are scheduled to begin in late 
March. Unless a settlement among the parlies is otherwise reached. 
the AW will issue its recommended decision to the NYPSC following 
such hearings. Ultimately, the NYPSC may accept, reject, or modify all 

2004 (collectivel~ Ihe ~aienswood Facility and the ~avenswood 
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-relateu servtces e 
customers primarily located within the Northeastem United States, with 
concentrations in the New York City and Boston metropolitan areas. 

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

or any part of the ALJ s recommended dec~sion. Keyspan's principal execulive offices are located at One MetroTech 
KevSoan and National Gnd wll  con t~n~e to oursue all reautred Center. Brooklvn. hew Yord 11201 and 175 East Old Counlrv Road. 

j continue to 
j in mid-200; 
ese reguiato 
Llnmar ,.,ill , 

, . 
approvals an1 anticipate that the ~ e b e r  will be ' 

consummatel '. However, we are unable to predict t 
outcome of th ry proceedings and no assurance can 
given that the ,.,,,,w, ,,,, m u r  or the timing of its completion. 
Accordingly, any statements contained herein concerning expec 
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 impan 01 
any potential strategic trar le future operations, financial 
condition and cash flows c 

lsaction on tt 
~f KeySpan. 

tations, 

~icksvile, ~ e &  ~ o r k  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. 
h t t ~ : l l w w w . k e v s o a n ~ , , ~ ~ ~ ~ , ~ , , ~  ,Investor Relations section), its annual 
report on Form 10-K, quarterly reports on Form 10-Q, current reports on 
Form 8-K, and ail amendments to those reports as soon as reasonably 
practicable aRer such material is electronically filed with or furnished 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 

AeySpan is a nolding bylllpally .hder the Public Utility Holding the public reference room. Our SEC fi ings are also ava lable to lhe 
Comoanv Act of 2005, as amenoed I'PUHCA 2005'). In Auoust2005. oublic on the SEC's web site at v 
the ineGy Policy ~ c t o f  2005 (the ' ~ n e r g ~  Act") was enactid. The 

- 

Energy Act is a broad energy bill that places an increased emphasis on GAS DISTRIBUTION OVERVIR 
the production of energy and promotes the development of new Our gas distribution activities are conducted by our six regulated 
technologies and alternative energy sources and provides tax credits to gas distribution subsidiaries, which operate in three states in the 
companies that produce natural gas, oil, coal, electricity and renewable Northeast: New York. Massachusetts and New Hampshire. We are the 
energy. For ~ e y ~ ~ a n ,  one of the more significant proisions of the fifth largest gas distribution company in the United Sitates and the large 
Energy Act was the repeal 01 the Publ c Ut lily holding Company Act of in the ~ortheast, w th approximate1~2.6 millon customers served w ih r 
1935. as amendeo I'PUhCA 1935'1. whicn oecame effeclive on an aaareaate sew ce area mverino 4.273 souare m les. In New York. "" " 
~ebr6ary 8,2006. since that time, h e  jurisdiction of the Securities and The Brooklyn Union Gas company, doing business as KeySpan ~nerg, 
Exchange Commission ("SEC")ver certain holding company activities. Delivery New York ("KEDNY"), provides gas distribution services to 
including the regulation of our affiliate transactions and service customers in the New York City Boroughs of Brooklyn. Queens and 
comoanies. has been transferred to the iurisdiction of the Federal Staten island: and KevSoan Gas East Corooration. doina business as 

jent 
h our 
ess 

. - 
~nergy  ~e~u la to r y  Commission ('FERC") pursuant to PUHCA 2005. KeySpan ~ n ; r ~ ~  ~eli;e& Long Island ('KEDLI"), provides gas 
See "Regulation and Rate Matters" for additional information on the distribution services to customers in the Long Island Counties of Nassa 
Energy Act and PUHCA 2005. and Suffolk and the Rockaway Peninsula of Queens County. In 

Under our holding company structure, we have no indepen~ Massachusetts. Boston Gas provides gas distribution services in eastem 
operations and conduct substantially all of our operations throug and central Massachusetts; Colonial Gas provides gas distribution 
subsidiaries. Our suostdianes operate in the lollowing lour bus!nt~ ~- servlces on Cape Cod and in eastern ~assachusetts, and Essex Gas 
seqments. Gas Distnbut~on. Electric Services. Enerav Services and orov!des aas d~slrib~tion serv ces in eastern Massachuserts. In New ", 
~nergy  Investments. ~ampshik.  Energyl lorlh provide 

I central New 
elnorr -.- Vn 

s gas distribution services to customers 
The Gas Dtstr bution segment consists of our six regulated gas pnnclpa ly ~ocatedr ~ a m ~ s h ~ r e  Our New England gas 

dislribution subsid,aries. wn ch owrate in New York. Massachus-*- comoan es all do b~.,~~... .. m,rvSoan Enerav Del ~ e r v  hew Enoland 
and New Hampshire and serve ~pproximately 2.6 million custom ers. 

Tne Eleclnc Serv.ces segment conststs of subs dtanes lhat n New York, there are two separate. but contiguous serv ce 
manage the eleclnc transmtsslon and alstnoutlon system ('TLD terntones served by KEDNY and KEDLI, comprslng approxtmarely 1.417 



square miles and 1.68 million customers. In Massachusetts, Boslon 
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 temtory 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 mites of gas mains and distribution pipelines. 

Natural gas is offered for sale to residential and small wmmercial 
customers on a 'firm" basis, and to most large wmmercial and 
industrial customers on either a 'firm" or 'intemptible" basis. 'Firm' 
service is offered to customers under tariffed schedules or contracts 
that anticipate no interruptions, whereas 'intemptible" service is offered 
to custorners under tariffed schedules or contracts that anticipate and 
permit interruption on short notice, generally in peak-toad seasons or 
for system reliability reasons. We maintain a diverse portfolio of firm 
gas supply, storage and pipeline transportation capacity contracls to 
adequately serve the requirements of our gas sales customers, to 
maintain system reliability and system operations, and to meet our 
obligation to serve our customers. We also engage in the use of 
derivative financial instruments from time to time to reduce the cash 
flow volatility associated with the purchase price for a pot i in  of future 
natural gas purchases. 

KeySpan actively promotes a competitive retail gas market by 
offering tariff firm transportation services to firm gas customers who 
elect to purchase their gas supplies frorn natural gas marketers rather 
than frorn 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 capacity. In Massachusetts and New 
Hampshire, there are mandatory capacity assignment programs in 
place whereby capacity is released to natural gas marketers on behalf 
of customers they serve. However, net gas revenues are not 
significantly affected by custorners opting to purchase their gas supply 
from other sources since delivery rates charged to transportation 
custorners generally are the same as delivery rates charged to sales 
service customers. 

KeySpan also partidpates in interstate markets by releasing 
pipeline capacity and by selling bundled gas services to customers 
located outside of our service territory ('off-system" customers). 

KeySpan purchases natural gas for firm gas customers under both 
long and sholl-term supply contracts, as well as on the spot market, 
and utilizes its firm pipeline transpollation wntracts to transport the gas 
from the point of purchase to the market. KeySpan also contracts for 
firm capacity 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 firm 
winter peaking supplies to meet firm gas customer demand on the 
coldestdays of the year. 

KeySpan sells gas to firm gas custmers at its cost for such gas. 
plus a charge designed to recover the costs of distribution (including a 
retum of and a retum on capital invested in our distribution 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 intemptible 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 seasonal 
weather conditions. Annual revenues are substantially realized during 
the heating season as a result of higher sales of gas due to cold 
weather. ~ccoroin~iy,  operating resdls histoncaiy are most favorablqin 
the first and fourth calendar auarters. KEDNY an0 KEDLl each o ~ e r a t i  ' 
under a utility tariff that contains a weather normalization adjustment that 
largely offsets variations in firm net revenues due to fluctuations 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 s~gn'ficant effect on resu is of operat ons and cash flows for 
these four subsfoianes. We utilize wealher der~vat.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 KEDLl have firm long-term contracts for the purchase 
of transportation and underground storage services. Gas supplies are 
purchased under long and short-term firm wntracts, 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 temperature of O°F for peakday 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 D M  or 1 billion British Thermal Units) of gas fora peak- 
day during the 2006107 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 KEDLl have sufficient gas supply available to meet the 
requirements of their firm gas customers for the 2006107 winter season. 

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

Source MDTH per day % of Total 
Pipeline 865 39% 
Underground Storage 800 36% 
Peaking Supplies 570 
Total z2.3 m& 
Pipelines, Our New York based gas distn'bution utilities purchase 
natural gas for sale under mntracts with suppliers of natural gas located 
in domestic and Canadian supply basins and arrange for its 
transportation to our facilities under firm long-term contracts with 
interstate pipeline companies. For the 2006107 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 
lransportation 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 signiiicanuy affecteo by customers opting to purchase their gas supply 
Transmlsslon l n ~ ~ r ~ ~ r a l e d  I'Dominion I. Texas Gas Transm;ssion from other so-rces since delivew rates cnarged lo transpo~lation 
~~ ~ 

Company, ~ rans~anada  ~dr~ora t ion  a"d Union Gas. 

Underground Storage. In order to meet winter demand in our New 
York service territories. we also have lona-term contracts with Transco. 
~etco. Tennessee.  ohi in ion. ~qui!rans.inc., National Fuel Gas supply 
Corporat~on ('National Fuel') and Honeoye Storage Corporatlon 
('Honeoye') for "ndergro~nd storage capacliy of 60,766 MDTH and 
800 MDTH per day of maximum deliverability. 
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Peaking Supplies. In ad( ipeline and underground storage 
supply, we supplement OUI ly portfolio with peaking supplies 
that are available on the  cot^^.^ uaY. ~f the year to economically meet 
the increased requirements of our heating customers. Our peaking 
supplies include: (i) two LNG plants; (ii) peaking supply contracts with 
dual-fuel power producers located in our franchise areas; and (iii) third- 

Distribution Systems - l ~ l y  and 

customers generally are the sake as delivery rates chaiged to sales 
service customers. 

New England Gas I 
Storage 
KEDNE has firm long-term contracts for the purchase of tr, 
and underground storage s e ~ c e s .  Gas supplies are pure 
long and short-term firm contracts, as well as on the spot r 
supplies are transported by interstate pipelines from domesuc ano 
Canadian supply ba n 
requirements on the 

Peak-Day Capability. The design citeria for the New England gas 
systems assumes an average temperature of -6OF in Massachusetts and 
-8" in New Hampshire for peakday demand. Under such criteria, we 
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parry peaklng supply contracts with suppliers locate0 oulslde oJr estimate that the req~rements to supply our firm gas CuStOmerS wo~ ld  
franchise area. For the 2006107 w nter season. we nave the cao amount to a~~roximatelv 1.389 MDTh of aas for a ~eakaav  dunna the 
to provide maximum peakinq supplies of 570 MDTH on extreme1 
days. The LNG planis prov;de "5 with peakday capacity of 395 

ability 
y cold 
MDTH 

-8.. 

2006107 winter season and that t 
day amounts to approximately 1. 

- 
he gas avail; 
420 MDTH. 

able to us on such a peak- 

and winter season availabillly of 2,053 MDTH. The peaking supb~y The highest daily throughpu, IOIU.L o-~tly experienced occurred 
contracts with the dual fuel ~ower  ~roducers omvide us wth ~eakdav  on Januarv 26.2007 in which the demand of the firm New Enaland ~~ ~~ 

capacity of 175 MDTH and hinter season availability of 4.846 MDTH: 

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

Gas Cosh. The current gas rate structure of each of these companies 
includes a gas adjustment tant to which variations bc 
actual gas costs incurred z ; billed are deferred and 
subsequently refunded to I rom firm customers. 

clause pursl 
lnd gas costs 
l r  collected fi 

Combined Gas Supply Portfolios. KEDNY and KEDLl combined the 
planning, management and utilization of their respective gas supply 
~ortfolios to enable each comoanv lo serve its customers more reliablv 

custome~(which includes both firm sales and firm transportaion) was 
1,210 MDTH, and Re average temperature was g°F. KEDNE has 
sufficient gas supply available to meet the requirements of their firm gas 
customers for the 2006107 winter season. 

Our New England firm gas peakday capability is summarized in the 
following table: 

Pipeline 
Undergm~,,~ U,u,.' 

Peaking Supplies 
Total 

%of Total 
0 35% 

248 18% 
672 47% 
192a a 

. . 
ano cost elfeaively. Spec fically, tnese companies plan the acq~isiion Plpellnes. Our New England based gas distribution utilities purchase 
of incremental plpe~ine capacity, underground storage, gas supply and natural gas for sale .noer contracts with SLppllers of natural gas located 
peaking supply conlracts to meet projected growth in frrn customer in domest~c and Canad an suwlv bas~ns and arranoe for trans~onat~on 
demand on a combined portfolio basis. This approach enables these 
companies lo 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 gmwlh by planning the portfolios on a 
combined basis. 

Deregulation. Regulatory actions, economic factors and changes in 
customers and their preferences continue lo reshape our gas 
operations. A number of customers currently purchase their gas 
supplies from natural gas marketers and then contract with us for local 
transportation, balancing 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 
reliable 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 not 

to our facilities under firm bn$:t&n contracts with Gterstate pibeline 
companies. We have a~ i l ab le  under firm contract 500 MDTH per day of 
year-round and seasonal pipeline transportation capacity. Our major 
~mviders of interstate ~ i ~ e l i n e  caoacihr and related services include: . . . , 
Algonquin Gas Transmission Company. Iroquois, Maritimes end 

Northeast Pipelines. Portland Natural Gas Transmission Sysl 
Tennessee and TETCO. 

Underground Storage. In order ro meer wmrer demand In our New 
England service temlories, we also have long-term contracts with Tetco. 
Tennessee. Dominion, National Fuel and Honeoye for underground 
storage capacity of 23,280 MDTH and 248 MDTH per day of maximum 
deliverability. 

Peakfng Supplies. In addition to the pipeline and underground storage 
supply, we supplement 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) local production plants that store LNG and liquid 
propane until vaporized, which are located strategically across the 



senrice territory and (ii) conback for LNG storage and d e l i r y  with our through 2013; (ii) a new Option and Purchase and Sale Agreement (the 
LNG subsidiary, KeySpan LNG LP, located in Providence, Rhode '2006 ODtion Aareement"), to re~lace the Generation Purchase Riahts 
Island and wi6 ~ isk igas of Massachusetts located in Everett, ~greembnt (the-'~~~A"),'pursu&t to which LlPA had the option, ' 
Massachusetts. For the 2006107 winter season. we nave the capability through December 15.2005. to acqure substanlially all of the electric 
to orovlde maximum oeaking s~opties of 672 MDTH on exrremelv cold oeneratina faciltles owned ov 6evSoan on -ona Island: and lii~t a 

Gas Supply Management. KeySpan has a management mntract with 
Merrill Lynch Trading, under which KeySpan and Merrill 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 sales 
customers will share in the profits generated from the optimization of 

iettlemeni Agreement (the 'i006~ettlement ~ireement") rei iving 
outstanding issues between the parties regarding the 1998 LlPA 
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 
Attorney General. (For a further discussion on these LlPA agreements 
see the discussion under the caption 'Electric Services- LlPA 
Aareements" and Note 11 lo the Consolidated Financial Statements 

these assets. The ~assachusettsbeparlment of Telecommunications %I06 LlPA Settlement'). The Electric Services segment also provides 
ana Energy ('MADTE') approve0 th s contract in March 2006 eflecl.ve reta I marketing of e ectric~ty to commercial c.stomers 
A ~ r i l  1. 2006. KevS~an orovldes rhese sewlces ntemallv for 1ts hew Pon~ons of our E ecs~c Servces ouslness can be affected bv 
 amps shire gas d;sl'ribut/on 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 information canceming 
the gas distribution segment, see the discussion in ltem 7. 
Managements Discussion and Analysis of Financial Condition and 
Results of Operations - 'Gas Distribution" and Note 2 to the 
Consolidated Financial Statements, 'Business Segments". 

ELECTRIC SERVICES OVERVIEW 
We are the largest electric generator in New York Slate. Our 

subsidiaries own and operate 5 large generating planls and 13 smaller 
facilities which are comprised of 57 generating units in Nassau and 
Suffolk Counties on Long lsland and the Rockaway Peninsula in 
Queens. In addition, we own, lease and operate the Ravenswwd 
Generating Station located in Queens County, which is the largest 
generating facility in New York City. The Ravenswood Generating 

seasonal weather conditions and market conditions. The majorit; 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 correlated 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, extreme temperature conditions may not resun in 
increased revenue. As a result, fiuctuations in weather and competitive 
supply between years may have a significant effect on resuns of 
operations in this portion of our Electric Services business. 

Generatlng Facility Operations 
In June 1999, we acquired the 2,200 MW Ravenswood Facility located in 
New York City from Consolidated Edison Company of New York, Inc. 
('Consolidated Edison") for approximately $597 million. In order to 
reduce our initial cash requirements to finance this acquisition, we 
entered 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 

Station is comprised of 3 large steamgenerating units, a 250 MW directly from Consolidated Edison and leased it to our wholly owned 
combined cvcle oeneratina unit and 17 aas turbine aenerators. We subsidiarv. KevSoan-Ravenswood. LLC rKSR"I. For x r e  information 
also operatk andmainkina 55 MW gas-turbine uniiin Greenport. Long 
lsland under an agreement with a third party. 

As more fully described below, we: (i) provide to LlPA all 
operation, maintenance and construction services and significant 
administrative services relating to the Long lsland electric TRD System 
pursuant to a Management Services Agreement (the '1998 MSA") (ii) 
supply LlPA with electric generating capacity, energy conversion and 
ancillary services from our Long lsland generating units pursuant to a 
Power Supply Agreement (the "1998 PSA"); and (iii) manage all 
aspects of the fuel supply for our Long lsland generating facilities, 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 EMK). The 1998 MSA. 1998 PSA and 1998 EMA became 
effective on May 28. 1998 and are collectively referred to herein as the 
"1998 LlPA Agreements." 

On February 1,2006. KeySpan and LlPA entered into (i) an 

~ ~ ,. ~ , ~ ,  ~ ~ ~> ~ , 
concerning this lease arrangemeni, see Note 7 to the Consolidated 
Financial Statements, "Contractual Obligations, Financial Guarantees 
and Contingencies." 

In 2004, we completed mstruction of the Ravenswwd Expansion, 
a 250 MW combined cycle generating unit at the Ravenswood Facility, 
thereby increasing the total electric capacity of the Ravenswood Facility 
to 2,450 MW. In mid-May 2004, the Ravenswwd Expansion began full 
commercial operations. To finance the Ravenswood Expansion, we 
entered into a leveraged lease financing arrangement pursuant to which 
the Ravenswwd Expansion was acquired by an unaffiliated lessor from 
KSR and simultaneously leased back to it. This lease transaction 
qualies as an operating lease under SFAS 98 'Accounting for Leases: 
SaleAeaseback 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 

amenaed and reslated Management Sewlces Agreement (the '2006 No 79-11 ' See Item 7 Managernenl's D~scusston and Analys~s of 
MSKI. pursuant to whlch KevSoan wt I contlnue to ooerate and F~nanaal Cono~t~on and Resblts o! Ooerat~on - Electr~c S e ~ c e s  
maintain the electric T&D  item owned by LlPA on'long Island Revenue Mechanisms" for a further discussion of these matters. 

5 



The Ravenswocd Generating Station sells capacity, energy and 
ancillary 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 
to provide approximately 25% of New York City's capacity requir~ 
and is a strategic asset that is available 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-CiN 
generators. 0;r Ravenswocd  ene era in^ station is an "in-~it)r 
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 
facilities 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 capacitv market and has entered into an International Swap 
Dealers Assoc 4") Master Agreement for a fixed for float 
unforced cape swap (the "Swap Agreement") with M v  
Stanley Capit: ('Morgan Stanley") dated as of January 

:iation ('ISDI 
lclty financial 
al Group Inc. 

2006. The Show myo..os9ent has a three year term that began on I,., 
1.2006 The noliona auanlltv is 1.800 OOOkW (the 'Notional QuantiK) 
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. Settlement occurs on a monthly basis based on the In-City 
Unforced Capacitv price determined bv the relevant New York 
~ n d e ~ e n d e n t ~ ~ s ~ e h  Operator Spot  ema and Cuwe Auction Market 
( Floattng Pnce') For each monlhly settlement period. !he pnce 
dtflerence eaua s the F~xed Pnce mlnus the Floatlna Pnce If suc - 
price difference is less than zero. Morgan Stanley pays KeySpan 
amount equal to the product of (a) the Notional Quantity and (b) t 
absolute value of such price difference. Conversely, if such pria 
difference is greater than zero, KeySpan pays Morgan Stanley a1 
amount equal to the productof (a) the Notional Quantity and (b) t 
absolute value of such price difference. 

The New York State competitive wholesale market for capau,~, 
energy and ancillary services administered by the NYISO is still 
evolving and FERC has adopted several price mitigation measures 
which are subject lo rehearing and possible judicial review. See Item 7. 
Management's Discussion and Analysis of Financial Condition ar 
Results of Operation -"Regulatory Issues and Competitive 
Environment" for a further discussion of these matters. 

Forty-six of our seventyeight generating units are dual fuel UIIIC-. 

In recent years, we have reconfigured several of our fadlities to enable 
them to bum either natural gas or oil, thus enabling us to switch 
periodically between fuel alternatives based upon cost and seasonal 
environmental reouirements. Through other innovative technolo(lical 
approaches, a a program to ]en oxides fc 
improved envi !Irormance r 
energy output. 

,e instituted ; 
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The following table indicates the 2006 summer capacity of all of our 
steam aeneration faclltties and oas turbine I-Gl") units as reD0rted to the 

Location of Unls scription Fuel Unils MW 
Long Island Ciiy sleam Turbine Dual' 3 1.651 
Long Island City CombinedCyde Dual' 1 231 

Steam Turbine Dual' 4 
. --- Northwrt. L.I. 

unus 
Unils 

Units 

port jene'm. L.I. Steam Tuhine Dual' 2 
Glenwwd. L.I. Steam Turbine Gas 2 
Island Park. L.I. Steam Turbine Dual' 2 
Far Rockaway. L.I. SteamTurbine Duar 1 . . . 
Long island Ciiy . .. Dual' 17 423 
Glenwwd and Pnl J Dual 4 159 
Energy Cenler. L.I. 
Thmughoul L.I. Dual' 12 305 
Thmughoul L.I. GT Unik Oil 30 Q.Q 

TOTAL 78 6.506 
'Dual - Oil (#2 oil or #6 residual oil) or kerosene, and natural gas. 

For additional information and for financial information concerning 
the Electric Services segment, see the discussion in item 7. 
Managemenrs ~~scussbn  and Analysis ol Financial Condition and 
Resblts of Ooerattons - 'Electric Services' an0 hole 2 to tt 
consolidated Flnanc~al Statements. 'Business Segments". 

Agreements with LlPA 
LlPA is a corporate municipal instrumentality and a pol'iical subd'~Si0n 
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 LlPA entered into three major long-term service 
aareements that (i) Drovide to LlPA all operation. maintenance and 
construction servks and significant administrative services relating to 
the Long lsland electric transmission and distribution syste 
System") pursuant to the Management Services Agreemen 
MSA"): (ii) su~plv LlPA with eleclric aeneratina capacity, er . . , , . . . 
conversion and ancillary services from our  LO^^ ~sland'~ent.ralnt~ IJIII~S 

pursuant to the Power Supply Agreement (the "1998 PSA") and other 

m ('TBD 
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long-term agreements through which we provide LlPA with 
approximately one half of its customers' energy needs; and (iii) manage 
all aspects of the fuel supply for our Long lsland generating faalities, as 
well as all aspects of the capacity and energy owned by or under 
contract to LlPA 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 referred to as the 1998 LlPA Agreements. 

On Febnrary 1.2006, KeySpan and LlPA entered into (i) an 
amended and restated ~anagement Services Agreement (the '2006 
MSA"). oursuant to which KevSoan will continue to operate and maintain 
the electric TBD System owned'by LlPA 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"). Dursuant to which LlPA had the option. throuah 
December 15. 2005, td acquire substantially all of the electric generaling 
fac'l~tles owned by KeySpan on Long Island; and (I ,a Settlement 
Aareement (the '2006 Settlement Aareement"~ resolvlna o~tstandtna 
issues between the parties regarding the 1998 LlPA ~geements. fhe  
2006 MSA, the 2006 Option Agreement and the 2006 Settlement 



Agreement are collectively referred to herein as the '2006 LlPA 
Agreements'. Each of the 2006 LlPA Agreements will become effective 
as of January 1,2006 upon all of the 2006 LlPA Agreements receiving 
the required governmental approvals; olherwise none of the 2006 LlPA 
Agreements will become effective. The 2006 LlPA Agreements will 
become effective following approval by the New York Slate 
Comptroller's Office and the New York State Attorney General. 

2006 Settlement Agreement. Pursuant to the terms of the 2006 
Settlement Agreement, KeySpan and LlPA agreed to resolve issues 
that have existed between the parties relating to the various 1998 LlPA 
Agreements. (n addlt~on to the resolution of these matters. KeySpan's 
enlitlement to util.ze L LCO'S aval able tax credits and other tax 
attributes 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 LlPA for any 
federal income tax liability 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 lax basis of 
assets transferred to KeySpan at the time of the KeySpanLlLCO 
merger, the tax deductibility of certain merger related costs and the lax 
deductibility of certain environmental expenditures. The settlement 
enabled KeySpan to utilize 100% of the available tax crediis. (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 !he 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 h e  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 LlPA for the foregoing, 
KeySpan will pay LlPA $69 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 fry, 

Agreement Under the amended GPRA, LlPA had the right to acquire 
certain of Keyspan's Long Island-based generating assets formedy 
owned by LlLCO at fair market value at the time of the exercise of such 
right. LIPA was nilially required to make a determination by May 2005, 
but KevSDan and LlPA aoreed to exteno the dale bv wh ch LlPA was to 
make ;hi; determmalion io December 15.2005. k p a r t  of the 2006 
settlement between KeySpan and LIPA, the parties entered Into the 
2006 Optlon Agreement whereby LzPA had h e  option dunng the period 
J a n ~ a ~  1.2006 lo December 31.2006 to wrchase onlv KevSoan's 
Far ~&kaway andlor E.F. ~a r ren  ~eneradng Stations (and certain 
related assels) at a price equal to the net book value of each facility. In 

the GPRA will be reinstated for a period of 90 days from the date such 
approval is denied. If LlPA were to exercise the option and purchase 
one or both of the generation facilities then: (i) LlPA 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 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 component of the 1998 
PSA and the reduction in fees under the 1998 EMA. 

Management Sewices Agreements. Pursuant to the I998 MSA, 
KeySpan manages the day-to-day operations, maintenance and capital 
improvements il the T&D  stem. When 0rig;nally executed. tne f998 
MSA nad a term expir ng on May 28,2006. In 2002, in connection with 
an extension of h e  GPRA term. the 1998 MSA was extenoed for 31 
months through 2008. As a result of the recent negotiations and 
settlement between KeySpan and LlPA discussed above, the parlies 
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 TBD 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 l int 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 
k~lowatt hour rate thereafter adjusted annually by inflation. Subject to 
certain limilatlons. KevSDan will oe able to relaln a o~erational . , ,  
efficiencies realized during the term of the 2006 MSA. 

LlPA will continue to reimburse KeySpan for certain expenditures 
incured in connection with the operation and maintenance of the T&D 
System, and other payments made on behalf of LIPA, including: real 
properly 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 mebiu 
measuring various aspects of KeySpan's performance in the operations 
and customer service areas. Poor performance in any melric may 
subject KeySpan to financial and other non-cost penalties (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 

December 2006. KeySpan and LlPA entered into an amendment to the n other metrics Consistent failure to meet thresh010 performance levels 
2006 OD~IO~ Aareement whereby lhe ~artles aareed to exrend the for two metncs. Svstem Averaae lntemot~on Durat~on lnaex (two out of 
expiratibn of th;, option period t i the  later of (i i~ecember 31,2007 or three consecuiveyears) and ~ustomer'~atisfaction Index (three 
(I) 180 days following the effecttve dale of the 2006 Ophon Agreement conseurt~ve years), wtll constitute an event of default under the 2006 
Tne 2006 Oot~on Aoreement re~laces the GPRA. the exoiratlon of MSA 
which has been st&ed pendinq effectiveness of the 2006 LiPA In Ute event LlPA sells the T&D System to a ~rivate entitv during 
Agreements. In the event suchagreements do not become effective by the term of the 2006 MSA, LlPA shall have the right to terminate the ' 
reason of failure to secure any of the requisite governmental approvals, 2006 MSA, provided that LlPA will be required to pay Keyspan's 



reasonable transition costs and a termination fee of (a) $28 milliol 
terminatinn date occurs on or before December 31.2009. and (bl -~ ~ ~~ , , 
million if the termination date occurs after ~ecembkr 31,2009. 

U w n  approval, the 2006 LlPA Agreements will be effective 

n if the 
$20 

retroacuve to January 1.2006. ~ e ~ ~ p a n  s reported operattng Income 
and net Income for 2006. unoer tne 2006 MSA, are s~bstant allv 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 lime, KeySpan is 
unable to estimate what the impact would be to its results of operations. 
financial position and cash flows if the 2006 LlPA Agreements do not 
become fully effective. 

Power Supply Agreements. KeySpan sells to LlPA all of the capacity 
and, to the extent requested, energy conversion services horn 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. Since October 1.2004, pursuant to a FERC 
approved settlement, the rates reflect a cost of equity of 9.5%. The 
FERC also approved updated operating and maintenance expen: 
levels and Keyspan's recovery of certain other cosls as agreed I( 
the parties. Rates charged to LlPA include a fixed and variable 
component. The variable component is billed to LlPA on a mont t~ ,~  vc, 
megawatt hour basis and is dependent on the number of megawatt 
hours dispatched. LlPA 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 bas6 from all ava~lab e 
sources consistent wdh ex sllnn Interconnectton im~taltons of the T8D 
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 PSA has a term of fifleen years throuqh May 2013, with 

The original ten 
Mav 28.2013. and It 

n for the fuel 
le original ter 
as eight yea1 
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supply service is fifleen years, expiring 
m for the Dower SUDD~V management 
rs, which expired on May 28, i006. In 

March 2005. LlPA issue" a nvquest for proposal ("RFP")~o~ system 
power supply management services beginning May 29.2006 and fuel 
management services for certain of its peaking generating units 
beginning January 1,2006. KeySpan submitted a bid in response to this 
RFP in April 2005. LlPA has not yet selected a service provider. 

In 2005, the €MA was amended to exlend the term for power 
supply management services through December 31,2006 and thereafler 
on a month-to-month basis, unless terminated by LlPA on sixty days 
notice. but in no event later than December 31.2007. 

In the event LlPA exercises its rights under the 2006 Option 
Agreement. KeySpan and LlPA will enter into an amendment to the 1998 
EMA reflecting that the facilities that LlPA acquires pursuant to the 
Option Agreement are no longer covered under the 1998 €MA and as 
noted above, an operation and maintenance agreement, whereby 
KeySpan will continue to operate the newly acquired facilities for a fixed 
manaaement fee ~ l u s  reimbursement for certain costs. It is anticipated 

j pursuant to 
the reductio~ 
chin 

the operatio 
I in any fees 

nand mainte 
eamed by K 

that the fees receive1 
agreement will offset 
pursuant to the 1998 L,.n. 

Under the 1998 LlPA Agreements and the 2006 LlPA 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 long-term debt is not rated in the 'A" range by a nationallv 
recognized rating agl 

Power Purchase A$ 

sncy. 

gy Center, 
*"..̂  "C .,̂ " LLC and ~ e ~ S ~ a n - & ~ ,  dc8jc8>u31 Energy Center LLC each ,,.vc cd ~..r 

Dower ~urchase aareements * th JPA exolnna in 2027 (the -2002 LlPA 
PPA~"~ .  Under the terms of the 2002 LIPA ~ P j \ s ,  these subsidiaries sell 

;es its 

atlon 

. . 
LlPA having the option to renew the 1 9 9 8 ~ ~ ~  for an additional fifteen capaciiy, energy conversion services and ancillary services to LIPA. 
year term. If the 2006 LlPA Agreements receive the requisite Each plant is designed to produce 79.9 MW. Pursuant to the 2002 LlPA 
aovernmental a ~ ~ r o v a l s  and become effective and if LlPA exerci! PPAs. LlPA ~ a v s  a monthlv ca~acitv fee. which auarantees full recoverv 
hghts under the2006 Option Agreement to purchase the two 
generating plants, then LlPA and KeySpan will enter into an ope1 
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. It is anticipated that the fees received 
pursuant to the operation and maintenance agreement will offset 
reduction in the operation and maintenance expense recovery 
component of the 1998 PSA. 

Ihe 

Energy Management Agreement. The 1998 EMA provides for 
KeySpan to procure and manage fuel supplies on behalf of LlPA 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 we earn an annual fee of $1.5 
million. In addition, we arrange for off-system sales on behalf of LlPA 
of excess output from the generating facilities and other power supplies 
either owned or under contract to LIPA. LlPA 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 

. , , .  , 
of eadh plant's construction costs, as we11 as an appropriate rate of 
return on investment. 

Other Rights. Pursuant to other agreements between LlPAand 
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 lsland generating facilities for the purpose of constructing new 
electric generating facilities to be owned by LlPA or its designee. 
Subject to this right granted to LIPA, KeySpan has the right to sell or 
lease propelly on or adjoining the Long lsland generating facilities to 
third parties. 

We own common plant assets (such as administrative office 
buildings and computer systems) formerly owned by LlLCO and recover 
an ailocable share of the carrying 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 lo enter into leases at fair market value for 
common plant assets or subcontract for common services which it may 
assign to a subsequent manager of the transmission and distribution 
system. We have also agreed: (i) for a period of 99 years (from May 

performance re aled to fuel purcnases and off-system power 199Rj not to compete wlh LlPA as a prov~der of transm ss on or 
DurChaSeS In 2006. we eamed EMA ncent~ves in an aaareoate of $5 0 o strlbut~on serv,ce on Lona Island. 1111 that L PA w ll snare n svnerav -- - 
million. (ie., efficiency) savings over a l 0 - i k i r  period attributed to t he '~aC8 ,  

8 



1998 transaction which resulted in the formation of KeySpan (estimated 
to be approximately $1 billion), which savings are incorporated into the 
m t  structure under the 1998 LlPA Aoreernents: and fiiil oenerallv not . ~ , -  
to commence any tax certiorari case [during the pendency of the i998 
PSA) challenging certain p r o m  tax assessments relating to the 
former LlLCO Long lsland generating facilities. 

Guarantees andlndernnitles. We have entered into agreements wilh 
LlPA to provide for the guarantee of certain obligations, indemnfication 
against certain liabilitieiand allocation of responsibility and liability for 
certain pre-existing obligations and liabilities. In general, liabiliies 
associated with the LlLCO assets transferred to KevSoan. have been , .  . 
assumed by KeySpan; and liabilities associated with the assets 
acquired by LIPA, are bome by LIPA, subject to certain specified 
exceptions. We have assumed all liabilities arising from all 
manufactured oas olant I"MGP") o~erations of LlLCO and its 
predecessors,and'~~~~has assumed certain liabilities relating to the 
former LlLCO Long Island generating facilities and all liabilities 
traceable lo the bislness and operaions conducted by LIPA after 
comolelion of lhe 1998 KevSoanlLILCO Iransaclion. An aoreement ~" ~ ~ 

a~so '~ rov id~s  for an allocaiid of liabilities which relates to the assets 
that were common to the operations of LlLCO andlor shared services 
or liabilities which are not traceable directly to either the business or 
operations conducted by LIPA or KeySpan. In addition, costs incurred 
bv KevSoan for liabilities for asbestos exoosure arisina from the , . .  
activilies of the generating facilities previbus~y owned iby LlLCO are 
recoverable from LIPA through the PSA. 

ENERGY SERVICES OVERVIEW 
The Energy Services segment includes companies that provide enemy- 
related sekices to custdmers located primarily within the ~ortheast& 
United States, with concentrations in the New York City and Boston 
metrowlitan areas. Subsidiaries in this seament orovide residential and 
small ~ommercial customers wilh service and ma'intenance of energy 
systems and appliances, as well as operation and maintenance, 

consist of 38 billion cubic feet of low risk, mature, onshore gas produang 
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 volatility in commodity prices. Seneca-Upshur 
entered into a three-year hedge for a majority of its production. KeySpan 
Exploration is involved in a joint venture with Meril Energy Corporation, 
an independent oil and gas producer, which acquired its interesl in the 
joint-venture from The Houston Exploration Company ("Houston 
Exploration"). See ltem 7. Management's Discussion and Analysis of 
Financial Conditions and Results of Operations - "Energy lnvestments" 
for a further discussion of these matters. 

Domestic Pipelines and Gas Storage Facilities 
We own a 20.4% interest in lroquois Gas Transmission Syslem LP, a 
oartnershio of affiliates of six U.S. and Canadian enemv comoanies. , ~~ 

~ ~~ ", . 
which is t i e  owner of a 411-mile interstate natural gas pipeline extending 
from the U.S.-Canadian border at Waddington, NY through western 
Connecticul to its terminus in Commack, NY, and from Huntington to the 
Bronx. Its wholly owned subsidiary, the Iroquois Pipeline Operaling 
Company, headquartered in Shelton, Connecticut, is the agent for and 
operator of the pipeline. The lroquois pipeline can transport up to 
1,124,500 DTH per day of Canadian gas supply from the New York- 
Canadian border to markets in the Northeastem United States. 
KeySpan is also a shipper on lroquois and currently transports up to 
304.950 DTH of gas per day. 

We also have a 50% interest in Islander East Pipeline Company, 
LLC ('Islander EasY'), which was created to pursue the authorization and 
consbuction of an interstate pipeline from Connecticut, across Long 
lsland 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 
design, engineer ng, consulting and hoer optic serv ces to commercial, storage and receiv ng facillly locatea in Providence, Rhode Island. 
instit~tional and nduslrial customers. Our subsidiaries in this seament known as KevSoan LNG Our s~bsidiaw. Boston Gas is the faci iW's 
have over 200.000 service contracts in place lo provide home energy largest custo;ner and contracts for morLlian half of the LNG faciliiy's 
services, completed over 240,000 service calls during 2006 and storage. KeySpan LNG is regulated by FERC. 
mmpleted more tnan 16.000 tnsta lalions d~ f ' ng  2006. we also nave eqully investments in two gas storage facilities in the 

For adoitional information and fnancial information concemina the Slate of New York: Honeove Storaoe Cornration and Sleuben Gas 
Energy Services segment, see the discussion in Item 7. ~anagement's Slorage Com~any. We own a 52finterist in Honeoye, an undemmund 
~ i s c k s i o n  and ~ n a i ~ s i s  of Financial Condition and Results o< gas sforage faciliiy which provides up to 4.3 billion cubic feet of storage 
Operations - "Energy Services", Item 8. 'Financial Statements and service to New York and New England. Additionally, we own 34% of a 
Suoolementarv Data". Note 2 to the Consolidated Financial Statements. oartnenhio that has a 50% interest in the Steuben facilitv that orovides 
'~"siness ~e(;ments"; and Note 10, "Energy Services - Discontinued 
Operations". 

ENERGY INVESTMENTS OVERVIEW 
We are also engaged in Energy Investments which includes gas 
production and developmenl activilies, domestic pipelines, gas storage 
facilities and LNG facilities and operations. 

Gas Pmductlon and Development 
KeySpan is engaged In the production and development of domestic 
natural gas and oil through wholly-owned subsidiaries Seneca-Upshur 
Petroleum. Inc.. d/b/a KeySpan Producbn & Development Company 

, . 
;p to 6.2 billion cublc feet of storage service to New Jersey and 
Massachusetts. 

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

ENVIRONMENTAL MATTERS OVERVIEW 
Keyspan's ordinary business operations subject it to regulafbn in 
accordance with various federal, state and local laws, rules and 
regulations dealing wilh the environment, including air, water, and 
hazardous substances. These requirements govern both our normal, 

(.Seneca-Lpshur") and Keyspan Exploration and ~roduction. LLC ongoing operations and the remedalion d impacled pmpemes 
CKeySpan Exploration and Production'). Seneca-Upsnur's assels histor cally used in ut lily operattons. Potential iabil:ty associaled with 



our historical operations may be imposed wilhoul regard to faull, even if 
the activilies were lawful al the time they occurred. 

Except as set fonh oe ow, or In Note 7 to the Consolidated 
Financ~al Statements Conlracllral Ob aatlons and Contlnaenues - 
Environmental Matters." no material relaling k 
environmental matters have been commenced or, to our knowledge, 
are conlemplated by any federal, state or local agency against 
KeySpan, and we are not a defendant in any material litigation 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 
potenlially responsible parties which seek the recovery of certain 
environmental costs associated with the invesligalion and remediation 
of contaminaled properties. We believe thal invesligation and 
remediation costs orudenllv incurred at facilities associated with ulilitv 
operations, not redoverabld through insurance or some olher 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 regulatian of a 
variety of air emissions from new and existing electric generating 

Flnal, five year renewable permlts n accoroanie w~th the 
reo-lrements of Ttt e V of the 1990 amenoments lo the CPA nave been , ~ ~~~ 

issued for all of our electric generating facilities except that renewal 
applications were submitted in a timely manner in 2006 for the 
Ravenswood Expansion and Far Rockaway generating slation. 
Renewal permils are expected to be issued in 2007. The existing 
permits and timely renewal applicalions allow our eleclric generating 
plants to continue lo operate without any addilional significanl 
expenditures, except as described below. 

Our generating facilities are localed within a CPA ozone non- 
attainment and PM 2.5 (fine particulate matter) non-atlainment area, 
and are subiect to increasingly stringent NOx emission limitations lo be 
implemented under lortncom!ng reqirements of !he Uniled States 
Env~ronmenta Proteclton Agency (EPA') pursuant lo lhe Clean A'r 
Interstate Ru.e I-CAIR'I ana ooIenaal!v under !he Ozone Trans~ort 

ommission's 
nprove both ( 
.......-..-.A :" 

C %AIR PLUS" brogram.'~hese efforts are designed to 
in )zone and particulale matter air quality. Our previous 
in~..~r,.r~~. .I low NOx boiler combustion modifications, the use of 
nalural gas firing systems at our steam electric generating statior 
the compliance flexibility available under lhese cap and trade pro 
have enabled KeySpan to achieve our prior emission reductions 

is, and 
grams, 
in a 

cost-efleclive manner. KeySpan 1s currenlly developing its compliance 
strateav to adoress the anl~c~oated reauirements of CAlR and CAlR 
 PLUS"^^ 2009. Al the prese)lt time. il'is anticipated that NOx control 
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 Slate promulgaled regulationswhich establish 
separate NOx and SO? emission reduction requirements on electric 
generating facililies in New York Stale, which commenced in late 2004 
for NOx emissions and in 2005 for SO2 emissions. KeySpan's facilities 
have been able to comply with the NOx requiremenls without material 
additional capital expenditures because of previously installed 
emissions control equipmenl and gas combustion capability. SO, 
wmpliance was achieved through a reduction in the sulfur conlent of 
the fuel oil used in our Northport and Port Jefferson facilities. Further 

reduction in S02 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 regulalions lhat require reductions. on a 
national basis, of mercury emissions from electric generating facilities. 
The mercury regulations have no impact on KeySpan facilities since their 
application is limited to coal-fired planls. EPA determined that nickel 
emissions from oil fired plants do not pose health risks that require 
reaulalion. This determination has been challenaed and litiaation is 

Until a final outcome is obtained. the nalure and extent of the 
financial impact on KeySpan from nickel regulation, if any, cannot be 
delermined. 

KeySpan recognizes the growing concern about greenhouse gas 
emissions and their contribution to global climale change. Our 
inveslmenls in additional natural gas firing capability have resulted in 
approximalely a 15% reduction in carbon dioxide emissions since 1990, 
ante the electnc generat.on ~ndustry as a whole ncreased carbon 
oloxloe emtsstons ov more tnan 25% The add11 on of Ine effic~ent. 
combined cycle uniiwhich began operalion at the Ravenswood 
Generating Station in 2004 has further reduced average KeySpan COz 
emission rates. 

In 2003, the Govemor of New York initiated a Regional Greenhouse 
Gas lnitialive ('RGGI") that seeks to eslablish a cwrdinated multi-state 
plan lo reduce greenhouse gas emissions (primarily carbon dioxide 
("C02") from electric generaling emission sources in the Northeasl. In 
December of 2005, seven northeast stales, including New York, issued a 
memorandum of understanding ('MOU") capping COz emissions from 
electric generating facilities beginning in 2009 and, beginning in 2015, 
gradually requiring a 10 percent reduction in regional emissions by 2018. 
~ a c n  of the states will be promulgating lndlvidual state rules to 
imalement the MOU Several conaressional in't~atives ~nde r  

as reduction: 
~t time it is nc 
lltimately will 
r,,*h ron,,irr 

i from electri~ 
)t possible to 
be imposed 
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consideration may also require greenhouse gi 
generating facilities nationwide. At the preser 
predict the nature of the requirements which L 

on KeySpan, nor whal, if any, financial impact ,,,,, ,,,,,,,,,,,,,., ..,,,J 
have on KeySpan electric generation facililies. However, KeySpan 
believes Mal the ability of its major generating facilities to bum low CO2 
emifling natural gas posilions them for future compliance requiremenls 
better than plants which bum exdusively coal or oil. Addilionally. 
KeySpan believes that the relalively 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 Ad provides for effluent limitations, to 
be implemented by a permil system, lo regulate the discharge of 
pollutants into Uniled States walen. We possess permits for our 
generating units which authorize discharges from cooling water 
circulaling systems and chemical treatment syslems. These permits are 
renewed from time to time, as required by regulation. Additional capital 
expenditures associated with the renewal of lhe surface water discharge 
permits for our power plants will likely be required by the New York State 
Department of Environmental Conservation ("NYSDEC"). We continue 
lo conduct studies as directed by the NYSDEC to determine the impacts 
of our discharges on aquatic resources an0 are engaged in discussions 
wilh the NYSDEC reoarolna the nature of caa tal uaarades or other - " 

mitigation measures necessary to reduce any impa;s. It is 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 lrom LIPA. The Ravenswood Generating 
Station may also require upgrades at a cosl of up to $15 million. The 



actual expenditures will depend upon the outcome of the ongoing 
studies and the subsequent determination by the NYSDEC of how to 
apply the standards set forth in recently promulgated federal 
regulations under Section 316 of the Clean Water Act designed to 
mitigate such impacts. 

Land. The Federal Comprehensive Environmental Response. 
Com~ensation an0 L'abilttv Act of 1980 and certain simllar state laws 
(coll&vely 'Superfund") impose liability, regardless of fault, upon 
generators of hazardous substances even before Superfund was 
enacted for costs associated with investigating and remediating 
contaminated properly. In the course of our business operations, we 
generate materials which, afler disposal, may become subject to 
Superfund. From time to time, we have received notices under 
Superfund concerning possible claims with respect to sites where 
hazardous substances generated by KeySpan or its predecessors and 
other potentially responsible partiesyere allegedly disposed. Normally, 
the costs associated with such claims are allocated among the 
potentially responsible parties on a pro rala 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 costs may be 
material to our financial condition, results of operations or cash Rows. 

KeySpan has identified certain MGP sites 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 concerning 
environmental matters, see Note 7 to the Consolidated Financial 
Statements, 'Contractual Obligations and Contingencies - 
Environmental Malters." 

COMPETITION, REGULATION AND RATE MATTERS 

CmpetitIon. Over the last several years, the natural gas and electric 
industries have undergone significant change as market forces moved 
towards replacing or supplementing rate regulation through the 
introduction of mmpetition. A significant number of natural gas and 
electric 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 attaining synergies fmm the combination of 
operations. We engaged in two such combinations, the 
KeySpanlLlLCO transaction in 1998 and our November 2000 
acquisition of Eastem and EnergyNwth and are anticipating the 
consummation of the Merger with National Grid plc. 

The Ravenswood Generating Station, the merchant plant in our 
Electric S e ~ c e s  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 generalion 
or transmission capadty sewing the New York City market. 

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

Utllilies 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 regulates 
certain transactions among our affil~ates. FERC also regulates lnlerslate 
natural gas transportation and electric transmission, and has jurisdiction 
over certain wholesale natural gas sales and wholesale electric sales. 

In addition, our non-utility subsidiaries are subject to a wide variety 
of federal, state and local laws, rules and regulations with respect to their 
business activities, including but not limited to those affecting public 
sector projects, environmental and labor 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 is not regulated bythe NYPSC, t is impacted by 
cond tions that were included in the hYPSC oroer authonzlna the 1998 
KevS~anLlLC0 transaction. Those conditions address, amow other 
things, the manner in which KeySpan. Is sew ce company s~biidianes 
and its unreg~lated subsid ar es may interact with KEDNY and KEDLI. 
The NYPSC also regulates me safety, rel'ability and cenain financial 
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 sewice companies are also subject 
to regulation by the MADTE and NHPUC. 

Securities and Exchange Commlssion. As a result of the acquisition 
of Eastern and ~ n e r g ~ ~ o r t h ,  we became a holdlng company under 
PUHCA 1935. The Energy Act repealed PUHCA 1935 and replaced fl 
with PUHCA 2005 effect~ve F e b ~ a ~  8.2006. Whereas our cornorate 
and financial activities and those of bur 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 securities 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 earnings 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, earnings 
and cash flow is derived from the operations of our regulated utility 
subsidiaries, whose legal authority to pay dividends or make other 
distributions to us is subject to regulation by state regulatory authorities. 

In addition. KeySpan operates three mutual service companies: 
KeySpan Corporate Services LLC ('KCS'). KeySpan Utility Sewices LLC 
('KUS") and KeySpan Engineering & Survey. Inc. ('KENG"). These 
companies operate to provloe varloJs s e ~ c e s  to KeySpan subs~d~aries. 
lnclbdma reaulateo uhlltv comDan!es and LIPA, at cost fairlv and , . 
equ~labl; aliocated among them. The regulaton ot our three sewice 
companies nas also been transferred to FERC under PUHCA 2005. 

Federal Enefgy Regulatory Commlssion. FERC 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 subsidiaries; and (iii) approving 
certain utility mergers and acquisitions. In addition to its new authority 



pursuant to PUHCA 2005, FERC also regulates 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 Generating Station are subject to FERC regulation based 
on their wholesale energy transactions. 

Our Ravenswood Generating Station's rates are based on a 
market-based rate application approved by FERC. The rates that our 
Ravenswood Generating Station may charge are subject to FERC 
mandated mitigatlot' meas-res due to market power Issues The 
m~t;gal:on measures are admlnlstered by !he FlYlSO. FERC retains the 
ability in future 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 
ancillary services from the Ravenswood Generating Station through the 
energy market operated by the NYISO. For information concerning the 
NYISO, see Item 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, companic 
engaged in such activities. The natural gas distribution activities b, 

KEDNY. KEDLI, KEDNE and certain related intrastate aas 
transportation functions are not abject lo FERC j~rlsddion. However. 
to the extent that KEDNY. KEDLI or KEDNE purchases or sells gas for 
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EMPLOYEE MATTERS 
As of December 31,2006, 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 considen 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 underlying assumptions and other 
statements that are other than statements of historical facts, are 
%ward-looking statements" within the meaning of Section 21E of the 
Securities Exchange Act of 1934, as amended. Without limiting the 
loregotng, all statemen~s ~nder  the captlons .Item 7 ~ana~emenl 's 
Dlsc~ss~on an0 Analvsls of F nanc al Cond tlon and Results of 
Operations" and "lteh 7A. Quantitative and Qualitative Disclosures 
About Market Risk relating to our future outlook, anticipated capital 
expenditures, future cash flows and borrowings, pursuit of potential 
acquisition opportunities and sources of funding, are forward-looking 
statements. Such forward-looking statements reflect numerous 
assumptions at ;ks and uncertainties, and 
actual results n lhose discus: 
statements. 
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The risks, uncertainties and factors that could cause actual results 
to differ materially include but are not limited to the following: 

We are a Holdlng Company, and Our Subsidiaries are Subject to 
Stale Regulation Which Limits Their Ability to Pay Dividends and 
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Make Distributions to Us 
We are a holding company with no business operations or 
sources of income of our own. We condud all of our operations 
through our subsidiaries and 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 an !ends on our common stc 

In addit ntial portion of our consol 3, 
eamings and WSII IIUW 1s derived from the opera ti or^ UI uul 
regulated utility subsidiaries, whose legal authority to pay 
dividends or make other distributions to us is subject to regulatio~ 
by the utility regulatory commissions of New York, Massachusett 
and New Hampshire. Pursuant to 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 capitalizatio 
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 a customer servlce performance program. At Ine en0 of 
KEDNY's ana KEDLl's rate vears lSe~temoer 30.2006 and 
November 30,2006, respeciively): 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. 

Our Gas Distribution and Electric Sewlces Buslnesses May Be 
Adversely Affected by Changes in Federal and State Regulation 

The regulatoly environment applicable to our gas distribution and 
our electric services businesses has undergone substantial 
changes in recent years, on both 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 regulations may be revised or reinterpreted, new 
laws and regulations may be adopted or become applicable to us 
or our facilities and future changes in laws and regulations may 
affect our gas distribution and our electric services businesses in 
ways that we cannot predict. 

In addition, our operations are subject to extensive 
government regulation and require numerous permits, approvals 
and certificates from various federal, state and local governmental 
agencies. A significant portion of our revenues in our Gas 
Distribution and Electric 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 utility costs other than gas, not otherwise offset by increases in 
revenues or reductions in other expenses, could have an adverse 
eflect on eamings due to the time lag associated with obtaining 
regulatory 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 attention to the electric power industry could 



have a material adverse effect on our strategies and results of 
operations for our electric services business and our financial 
condition. In particular, we sell capacity, energy and ancillary 
serv~ces from our Ravenswood Generat~ng Stahon facility Into 
the New York lnde~endent Svstem O~erator, or NYISO, enerav . ", 
market at market-based rates, subjeci to mitigation measures 
approved by the FERC. The pricing for capacity, energy sales 
and ancillary services in lo 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 Adequateiy Provide Protection 

To mitigate our financial exposure related to commodity price 
fluctuations. 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 enlire 
exposure of our assets or our positions to market price volatility 
and the coverage will vary over time. To the extent 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 or 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 self-insured retentions and does 
not provide coverage for ail liabilities. 

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

Our investments in natural gas and oil consist of our ownership 
of KeySpan Exploration and Production and Seneca-Upshur. 
We use the fuli cost method for KeySpan Exploration and 
Production and Seneca-Upshur. Under the full cost method, all 
costs of acquisition, exploration and development of naturai gas 
and oil reserves are capitalized into a fuli 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. If a 
writedown is required, it would result in a charge to earnings but 
would not have an impact on cash flows. Once inculred, an 
impairment of gas properiies is not reversible at a later date, 
even if gas prices increase. 

Our Operating Resuits May Fluctuate on a Seasonal and Quarterly 
Basis 

Our gas distribution business is a seasonal business and is 
subject to weather conditions. We receive most of our gas 
distribution revenues in the first and fourth quarters, when 
demand for natural gas increases due to colder weather 
conditions. As a result, we are subject to seasonal variations in 
working capital because we purchase naturai gas supplies for 
storage in the second and third quarters and must finance these 
purchases. Accordingly, our results of operations fluctuate 
substantially on a seasonal basis. In addition, our New Engiand- 
based gas distribution subsidiaries do not have weather 
normalization 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 Ravenswwd Generating Station 
facility is realized during the six months between May and Octobe~ 
of each year Energy an0 ancillary servlce sales from our 
Ravenswood General na Slat~on lac11 tv are d~rectlv correlated lo 
the demand for electricic and competiion 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 result in increased revenue. As a result. 
fluctuations in weather and competitive supply between years may 
have a significant effect on our results of operations for these 
subsidiaries; both gas and electric. 

A Substantial Portion Of Our Revenues Are Derived From Our 
Agreements With LlPA And No Assurances Can Be Made That 
~ h e s e  Arrangements Will Not Be Discontinued At Some Point In 
The Future Or That The New Aareements Will Become Effective " 

We derive a substantial portion of our revenues in our electric 
services segment from a series of agreements with LlPA pursuant 
to which we manage LIPA's transmission and distribution system 
and supply the majority of LIPA's customers' electricity needs. 
On February 1.2006, KeySpan and LlPA entered into amended 
and restated agreements whereby KeySpan will continue to 
operate and maintain the electric T&D System owned by LlPA on 
Long Island. The parties also entered into the 2006 Option 
Agreement, where LlPA had the right to acquire Woof our 
facilities, our Far Rockaway andlor E.F. Barren Generating 
Stations during the period January 1.2006 to December 31,2006. 
On December 13,2006, KeySpan and LlPA entered into an 
amendment to the 2006 Option Agreement whereby the parlies 
agreed to extend the expiration of the option period to the later of 
(i) December 31,2007 or (ii) 180 days following the effective date 
of the Option Agreement. Additionally, the new agreements 
resolve many outstanding issues between the parties regarding 
the current LIPA Agreements and provide new pricing and 
extensions of Me Agreements. There is a risk that these 
agreements will not receive the necessary governmental 
approvals, which are pending, and the effectiveness of each of the 
2006 LlPAAgreements and the amendment lo the 2006 Option 
Agreement is conditioned upon all of the 2006 LlPA Agreements 
becoming effective. If the 2006 LlPA Agreements do not become 
effective, there is uncertainty as to whether LlPA will exercise their 
option under the GPRA and the status of the resolution of the 
various disputes between KeySpan and LIPA. At this point in 



time, KeySpan is unable to estimate what the impact would be to facilities will be built or the nature of thc !future New 
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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 health 
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. Ct 
compliance with environmental regulations, and in particul; 
emission regulations, could have a material impact on our 
Electric Sewices segment and our results of operations and 
financial position, especially if emission limits are tightened, 
more extensive permitting requirements are imposed, additional 
substances become regulated or the number and type of electric 
generating plants we operate increase. 

in addition, we are responsible 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 cleawup 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 sites, 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 
historimlly owned facilities, at sites we may acquire in the future 
or at third-party waste disposal sites, costs as 
investigating and remediating these sites couls 
adverse effect on our results of operations, ca 
financial condition. 
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Our Businesses are Subject to Comp nomic 
Conditions Impacting Demand for Sel 

The Ravenswood Facility and Rave~~swuuu cxpailslurl art! 
subject to competition that could adversely impact the market 
price for the capacity, energy and ancillary selvices they sell. In 
addition, if new generation andlor transmission facilities are 
constructed, andlor the availability of our Ravenswood 
Generatina Station deteriorates. then the auantities of caoacitv - ,  
and ener& sales could be adversely affecied. We cannot 
pred~ct, however, when or d new power plants or transmission 

oil and propane. Our ability to continue to add newgas 
" 
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distribution customers may significantly impact financial results. 
The gas distribution indusby has experienced a decrease in 
consumption per customer over time, paltially due to increased 
efficiency of customers' appliances, economic factors and price 
elasticity. In addition, our Gas Distribution segmenl's future 
growih is dependent upon the ability to add new customers to our 
system in a cost-effective manner. While our Long Island and 
New England utilities have significant growth potential, we cannot 
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 alternative fuel to gas, including general economic factors 
impacting customers' willinaness to invest in new pas equipment. 
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Unforced Capacity 
KeySpan believes that the New York City market represents a 
strong capacity market due 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 inCity Unforced Capacity prices. 
Therefore, KeySpan entered into an ISDA Master Agreement for a 
fixed for floating unforced capacity financial 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 
reswrces 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 material. 

Labor DiS~ptionS at Our Facilities Could Adversely Affect Our 
Results of Operations and Cash Flow 

Approximately 6.168 employees, or 64% of our employees, are 
represented by unions through various collective bargaining 
agreements that expire between 2007 and 201 1. 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, MassachuseHs. 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 their Addltlonal risks, unce~talntles and factors that could cause actual 
Obllaations. Which Could Ham Our Results of O~erations results to di ier materialb include. but are not limited to. the 

" our o&rations are exposed to the risk that cobnterparlies 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 Our Control 
The cost of repairing damage to our operating subsidiaries' 
facilities and the potential disruption of their operations or 
supplier operations due to storms, natural disasters, wars, 
terrorist acts and other calastrophic events could be substantial. 
The occurrence or risk of occurrence of future terrorist attacks or 
related acts of war may lead to increased political, 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 result in a decline in energy consumption, 
which could adversely affect our net revenues. 

The Long-Tem Financial Condition of Our Gas Distribution 
Business Depends on the Continued Availability of Natural Gas 
R ~ s ~ N ~ s  

. 
following: 

- 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; 
- fluctuations in weather and in gas and electric prices; - general economic conditions, especially in the Northeast 

United Slates; - our ability to successfully manage our cost structure and 
operate efficiently; - 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; 
- Ihe ability of KeySpan to identify and make complementary 

acquisitions, as well as the successful integration of such 
acquisitions; 

- available swrces and cost of fuel; 
- creditworlhiness of munterparlies to derivative instruments 

and commodity contracts; 
- the resolution of cerlain disputes with LlPA concerning each 

party's rights and obligations under various agreements; 
- retention of key personnel; - federal and state regulatory initiatives that threaten cost and 

investment recovery, and place limits on the type and manner 
The development of additional natural gas reserves requires in which we invest in new businesses and conduct operations; 
sianificant caoital ex~enditures bv others for exolorino. drillina - the imoact of federal. state and local utilitv reoulatorv ~olicies. 
a h  insta~lin~~rodudtion, gatheri;lg, storage, transpo~ation &d 
other facilities that permit natural gas to be produced and 
delivered to our distribution systems. Low prices for natural gas. 
regulatory restrictions, 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 to fill the capacities of our 
distribution systems, thus limiting our prospects for long-term 
growth. 

Gathering, Processing and Transporting Activities Invoke 
Numerous Risks that May Result in Accidents and Other Operatlng 
Risks and Costs 

Our gas distribution facilities pose a variety of hazards and 
operating risks, such as leaks, explosions and mechanical 
problems caused by natural disasters, aaidents, terrorism or 
other damage by third parties, which could cause substantial 
financial losses. In addition to impairing our operations, these 
risks could also result in loss of human life and environmental 
pollution. In accordance with standard industry practice, we 
maintain insurance against some, but not all, of these potential 
risks and losses. The occurrence of any of these events not fully 
covered by insurance could have a material adverse effect on 
our financial position and results of operations. 

legislak and orders on our regulated and &regulated 
businesses; - potential write-down of our investment in natural gas 
properties when natural gas prices are depressed or if we 
have signficant downward revisions in our estimated proved 
gas reserves; 

- competition facing our unregulated Energy Services 
businesses; 

- the degree to which we develop unregulated business 
ventures as well as federal and state regulatory policies 
affecting our ability to retain and operate such business 
ventures profitably; 

- a change in the fair market value of our investments that cwld 
cause a significant change in the carrying value of such 
investmenls or the carrying value ol relaied goodwill; - time.y receipts of payments from LlPA and the NYISO, our twa 
largest customers; - changes in the unforced capacity financial swap pridng 
StNCtUre; 

- . receipt of approval for, and the timing thereof, the 2M)6 LIPA 
Agreements; and - other risks detailed from bime to time in other reports and other 
documents filed by KeySpan wilh the SEC 

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



Securities Litigation Reform Act of 1995, as amended. For additional - 

oIscJsston on lnese r lsm ~ncertaint es and aswmptlons, see Item 1 
Descr~ouon of the B~s~ness.' Item 2 Prooen~es.' Item 7 ITEM 5. MARKET FOR REGISTRANT'S COMMON EQUIPI. -.-- 7~~ ~ 

"Management's Discussion and Analysis df ~inancial Condition and 
Results of Operations" and ltem 7A. "Ouantitalive and Qualitative 
Disclosures About Market Risk" wnlained herein. 

ITEM 10. UNRESOLVED STAFF COMMENTS 
None. 

ITEM 2. PROPERTIES 
Information with respect lo KeySpan's material properties used in the 
conduct of its business is sel forth in, or incorporated by reference in. 
ltem 1 hereof. Excepl where othelwise specified, all such properties 
are owned or, in the case of certain rights-of-way, used in the conduct 
of its gas dislribution business, held pursuant to municipal consents. 
easements or long-term leases, and in the case of gas and oil 
properties, held under long-term mineral leases. In addition lo the 
information set forth therein with respect to properties utilized by each 
business segment, KeySpan leases the executive headquarters located 
in Brooklyn, New York. in addition, we lease other office and building 
space, office equipment, vehicles and power operated equipment. Our 
properlies are adequate and suitable to meet our current and expected 
business requirements. Moreover, lheir productive capacity and 
utilization meet our needs for the foreseeable future. KeySpan 
continually examines its real property and other property for its 
contnbulion and relevance lo our businesses and when such properties 
are no longer productive or suitable. lhey are disposed of as promptly 
as possible. In the case of leased office space, we anticipate no 
significanl difficulty in leasing allemative space at reasonable rates in 
the event of the expiration, cancellation or terminalion of a lease. 

ITEM 3. LEGAL PROCEEDINGS 
See Note 7 to the Consolidated Financial Slatements, 'Contractual 
Obligalions and Contingencies - Legal Matters." 

ITEM 4. SUBMISSION OF MATTERS TO A VOTE OF SECURITY 
HOLDERS 

No matters were submitted to a vote of the security holders during lhe 
last quarter of the 12 months ended December 31.2006. 

RELATED STOCKHOLDER MATTERS AND ISSUER 
PURCHASES OF EQUlN SECURITIES 

KeySpan's common stock 1s l~sled and traded on the New York Stock 
Exchange under the symbol 'KSE." As of February 20,2007, lhere were 
approximately 64.664 reg~stered remrd holders of KeySpan's common 
stock. In the fourth quarter of 2006 KevSpan increased its dividend lo 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 annuallv bv the Board of Directors. The amount and limina of ~ ~ ~ ~ , ,  ~~~ - 
all dividend payments is subject to the discrelion 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 lo mainlain the annual dividend 
aooroximatelv at the $1.90 level to be  aid on a auarterlv basis at a rate 
o i  approximaiely $0.475. KeySpan's scheduled dividend paymenl 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 forth, for the quarters indicated. the high 
and low sales prices and dividends declared per share for the periods 
indicated: 

2006 High Low Dividends cer Share 
First Quarter $41.52 $35.38 $0.465 
Second Quarter 
Third Quarter 
Fourth Quarter 

2005 Hiah Low Dividends ~ e r  Share 
Firs1 Quarter $40.90 $38.04 $0.455 
Second Quarter $40.88 $36.83 $0.455 
Third Quarter $41.03 $36.35 $0.455 
Fourth Q 



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 
to be issued uoon exercise 

Plan category 

Equity compensation plans approved 
by security holders 
KeySpan Long Term Incentive 

I I 

Total 1 10,090,694 (0 1 $33.82 1 3,036,8980) 
(1) Performance shares shown at target, or 100% payout. 

Weighted-average exercise 
orice of outstandina 

CO-mpensation Plan 
Stock Options 

Restricted Stock - 
Performance Shares 
Equity compensation plans not 
approved by security holders 

(2) Includes grants of options, resWed stoek, and perfomnce shares pursuant to KeySpan's Long-Term Incentive Compensation Plan. 
as amended. and o~tions aranted Dursuant to the Brooklvn Union Lona-Term lncentive ComDensation Plan. the Eastern Entemrises 

Number of securities remaining 
available for future issuance 

of outstanding options, 
warrants and rights 

(a) 

1995 Stock option plan a id  the ~astem Enterprises 1996 ~ o n - ~ m ~ l G e e  Trustee's Stock option Plan. 

9,403,104 
175,414 
512,176 1') 

NIA 

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

optibns, warrants and n'ghts 

(b) 

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

under equity compensation 
plans (excluding securities 

reflected in column (a)) 
(c) 

$33.82 

NIA 
N/A 

NIA NIA 



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 8 Poor's Utilities lndex and the Standard 8 Poor's 500 I-*-- 

- 
Performance Grapn 

2001 2002 2003 2004 2005 

+ ~ e y ~ p a n  +S&P Utility Index &S&P sou lna 

December 31.2001 December 31.2002 December 31.2003 
KeySpan $100.00 $106.89 $117.43 
S8P 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 
S8P Utility Index $109.57 $127.89 $154.70 
S&P 500 Index $111.15 $116.59 $1 34.96 

Assumes $100 invested on December 31.2001 in shares of KeySpan Common Stock, the S8P Utilities lndex and the S8P 500 lndex. and that all 
dividends were reinvested. 



I T E M  6 .  S E L E C T E D  F I N A N C I A L  D A T A  

(In Millionr oJDollarr, Exrcpl Prr Shon Amounts) 
YEAR ENDED DECEMBER 31, 2006 2005 2004 2003 2002 

Income Summary 
Revenues 
Gas Distribution $ 5,062.6 $ 5,390.1 $4,407.3 $ 4,161.3 $ 3,163.8 
Electric Services 1,880.6 2,042.8 1,738.7 1,606.0 1,645.7 
Energy Services 203.4 191.2 182.4 158.9 208.6 
~ n e r g ~  Investments 35.0 37.9 322.1 609.3 447.1 
Total revenues 7,181.6 7,662.0 6,650.5 6,535.5 5,465.2 
Operating expenses 
pirchased gas for resale 3,331.5 3,597.3 2,664.5 2,495.1 1,653.3 
Fuel and purchased power 548.6 752.1 540.3 414.6 395.9 
Operations and maintenance 1,680.0 1,617.9 1,567.0 1,622.6 1,631.3 
Depreciation, depletion and amortization 397.5 396.5 551.8 571.7 513.7 
O~eratinq 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 ~rooertv 1.6 1.6 7.0 15.1 4.7 , ,  , 
Income from equity investments 13.1 15.1 46.5 19.2 14.1 
Operating income 827.5 907.8 935.3 1,047.6 909.3 
Other income and (deductions) (217.8) (269.9) 4.9 (340.3) (301.4) 
Income taxes 175.5 239.3 325.5 281.3 229.6 
Earnings from continuing operations 434.2 398.6 614.7 426.0 378.3 
Discontinued Operations 
Income (loss) from operations, net of tax - (4.1) (79.0) (1.9) 15.7 . . . . . . 

Loss on disposal, net of tax - 2.3 (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 434.2 390.2 463.7 386.7 377.7 
Preferred stock dividend requirements - 2.2 5.6 5.8 5.8 
Earnings for common stock 1 434.2 $388.0 1 458.1 $ 380.9 $ 371.9 
Financial Summary 
Earnings per share (I) 2.48 2.28 2.86 2.41 2.63 
Cash dividends declared per share (I) 1.86 1.82 1.78 1.78 1.78 
Book value per share, year-end ( 0 )  25.17 25.60 24.22 22.99 20.67 
Market value per share, year-end ($) 41.18 35.69 39.45 36.80 35.24 
Shareholders, year-end 65,398 68.421 72,549 75,067 78,281 
Capital expenditures (I) 524.0 539.5 750.3 1,009.4 1,057.5 
Total assets (I) 14.437.5 13,812.6 13,364.1 14,640.2 12,980.1 
Common shareholders' equity ( 5 )  4,518.8 4,464.1 3,894.7 3,670.7 2,944.6 
Preferred stock redemption required (I) - - 75.0 75.0 75.0 
Preferred stock no redemption required (I) - - - 8.6 8.8 
Long-term debt (I) 4.419.1 3,920.8 4.418.7 5,610.9 5,224.1 
Total capitalization (I) 8,937.9 8,384.9 8.333.2 9,365.2 8,252.5 



ITEM 7. Management's Discussion and Analysis of Financial Condition and Results of Operations 

KeySpan Corporation (referred to herein as "KeySpan," "we,n "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 
largest in the Northeast. We also own, lease and operate 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 pri- 
marily involved in gas production and development; underground gas 
storage; liquefied natural gas storage; retail electric marketing; large ener- 
gy-<@em 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 plc, 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 t o  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 10.01 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 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, 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 holding 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 "Regulation 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. 

less preferred stock dividends 1 434.2 12.48 1 396.4 12.33 1609.1 13.80 
Discontinued operations - - (1.8) (0.01) (151.0) (0.94 
Cumulative chanqe in 

accounting principle - - (6.6) (0.04) - - - 
Earnings for Common Stock 1434.2 12.48 1388.0 12.28 1458.1 $2.86 

Components of Continuinq Operations: 

come tax sen1 
;set sales 
on tore opera) 

. . 
Core operations 1395.9 $403.2 7 1359.4 12.25 
Incremental merger costs (16.7) (u.1~1 - - - - 
In ernents 55.0 0.31 - - - - 
A! - - - - 257.5 1.60 
NI lions - - - - 83.9 0.52 
lmpalrment charges - - - - (62.4) (0.39) 
Debt redemption costs - (6.8) (0.04) (29.3) (0.18) 
Earnings from continuing operations, less 

preferred stock dividends 1434.2 1 2.48 1396.4 1 2.33 1 609.1 13.80 



Earnings from Continuing Operations 2006 vr 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 $0.1 5 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- 
normal 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 $1 1.9 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") I 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 (dhla KEDNY) tax returns for the 
years ended September 30, 1997 through December 31, 1998. A senle- 
ment of the outstanding issues was reached in 2006 and, following IRS 
procedure, the settlement 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 $0.10 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 electric generating 
period July through September. As measured in cooling-degree days, 
weather was 25% cooler during the July - September 2006 time period 
compared to 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 seascmal weather fluctuations. 
However, certain of KeySpan's gas distribution subsidiaries operate under 
utility tariffs that contain a weather normalization adjustment that 
significantly offsets variations in firm net revenues due to fluctuations in 
weather. Additionally, KeySpan employs weather derivatives to mitigate 
the adverse impact from warmer-than-nonnal 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 lower 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 yearaver-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 
lwel of common shares outstanding. In May 2005, KeySpan issued 
12.1 million shares of common 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 Common 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 sold 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 related 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 million, or $0.01 per share for 
the year ended December 31.2005. 

Further, earnings available for common stock for 2005 included 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 47") "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 
implementation, 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 2C.- 
KeySpan's earnings from continuing operations, less preferred stock divi- 
dends, for the year ended December 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; (ii) asset sales of non-core 
subsidiaries recorded in 2004 and their respective results for 2004; 
(iii) impairment charges recorded in 2004; and (iv) debt redemption 
charges recorded in both 2005 and 2004. 

As indicated in the preceding table, KeySpan's earnings from core 
operations increased $43.8 million or 80.12 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 resulted 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, primarily 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 level of common 
shares outstanding. As noted earlier, on May 16. 2005, KeySpan issued 
12.1 million shares of common stock upon 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 earnings 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 oil 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 million, 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 fully consolidated in KeySpan's Consolidated 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 earnings 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 captiin 
"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 segment; 
(ii) a ceiling test writedown recorded in the Energy lnvestments segment; 
and (iii) a carrying value impairment charge also recorded in the Energy 
lnvestments 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 goodwill impairment charge of $12.6 million. or $0.08 
per share in continuing operations as a result of an evaluation of the car- 
lying value of goodwill recorded in this segment. That evaluation resulted 
in a total impairment charge of $1 52.4 million after-tax, or $0.95 per 
share - $12.6 million of this charge was attributable to continuing opera- 
tions, while the remaining 1139.9 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.) 

Key5pan's remaining wholly owned gas production and development 
subsidiaries recorded a non-cash impairment charge of $48.2 million 
($31.1 million after-tax, or $0.19 per share) in 2004 to recognize the 
reduced valuation of proved reserves. (See Note 9 to the Consolidated 
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 selling its previous 50% ownership interest 
in Premier Transmission Limited ("Premier"), a gas pipeline from swthwest 
Scotland to Northern Ireland. In the fourth quarter of 2004, KeySpan 
recorded a non-cash impairment charge of 126.5 million - 118.8 million 
after-tax or 40.12 per share, reflecting the difference between the antici- 
pated cash proceeds from the sale of Premier compared to its canying 
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 pretax gain of 14.1 million reflecting 
the differmce from earlier estimates. (See Note 2 to the Consolidated 
Financial Statements "Business Segments" and the dixussions under the 
caption "Review of Operating Segments" for a more detailed discussion 
of the sale.) 

The remaining significant item impacting cornparatwe 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 lncome, and wrote-off 11.3 million of previously deferred 
financing costs. Further, KeySpan accelerated the amortization of approxi- 
mately $1 1.2 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 1758 million of various series of out- 
standing long-term debt. KeySpan incurred 154.5 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 lncome. The remaining amount of the call premiums have been 
deferred for future rate recovely. Further, KeySpan woteof f  18.2 million 
of previously deferred financing costs which have been reflected in 
interest expense on the Consolidated Statement of lncome. The total 
after-tax expense of the 2004 debt redemption was 129.3 million or 
10.18 per share. 

The net impact of the above mentioned items resulted in a decrease 
to earning from continuing operations of 16.8 million or $0.04 per share 
for the year ended December 31,2005, compared to a gain of $249.7 
million. or 11.55 per share. in 2004. 

Earnings Available for Common Stock 2005 vr 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 11.8 million, or 
$0.01 per share. Further, as noted, earnings available for common stock 
for 2005 included a 16.6 million, or 10.04 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 canying value of its investments in the Energy Services segment. 
As a result of this evaluation, KeySpan recorded a loss in dixontinued 
operations of 1151.0 million, or 10.94 per share. This loss reflects a 
1139.9 million after-tax impairment charge to reflect a reduction to 
the carrying value of assets associated with our mechanical contracting 
activities and operating losses of 11 1.1 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 consolidated earning available 
for common stock is set forth in the following table for the periods 
indicated. 

(In Millions oJDollan. Except Pcr Share Amounts) 
VEA4 ENDED DECEMBER 31. 2006 2005 2004 

Gas Distribution 1568.6 1565.7 1579.6 
Eiecnic Services 293.0 342.3 289.8 
Energy Sewices 

Operations 5.3 (2.7) (33.9) 
Gwdwill impairment charge - - (14.4) 

Energy Investments 
Operations of continuing companies 15.5 20.6 24.4 
Operations of sold companies - - 155.0 
Ceiling test mite-down and 

impairment charge - - (74.7) 
Eliminations and other (54.9) (18.1) 9.5 
Operating Income 827.5 907.8 935.3 
Other lncome and (Deductions) 

Interest charges (256.1) (269.3) (331.3) 
Gain on sale of subsidiary stock - 4. I 388.3 
Cost of debt redemption - (20.9) (45.9) 
Minority interert (0.8) (0.4) (36.8) 
Other income and (deduaions) 39.1 16.6 30.6 

1717 21 1769 91 A 9 ,-. . .", $-"..-, 

Income taxes (175.5) (239.3) (325.5) 
Income from Cmtinuina Owrations 434.2 398.6 614.7 - ,  

Loss from discontinued operations - (1.8) (151.0) 
Cumulative change in 

accounting principles - (6.6) - 
Net Income 434.2 390.2 463.7 
Prefenw stock dividend requirements - 2.2 5.6 
Earnings for ~ & & n  Stock 1434.2 J 388 0 1458.1 
Basic Earnings per Share: 
Continuing operations 

less preferred st& dividends 1 2.48 1 2.33 1 3.80 
Discontinued operations - (0.01) (0.94) 
Cumulative change in 

accounting principles - (0.04) - 
$2.48 12 .28  12 .86  



Operating lnco 2005 
As indicated in t ~le, operatin! I mil- 
lion, or 9%, for tne werve months endea uecemwr j 1 ,  L W ~  compared 
to the same period of 2005. As noted earlier, during 2006, KeySpan 
incurred incremental pretax 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. Ac 
noted earlier, the Ravenwood Generating Station was adversely impacted 
by additional competing electric generating units and the comparatively 
cooler 2006 summer weather, resulting in a decrease of $1 10.3 million in 
net electric margins. However, net electric margins from Key5pan's service 
agreements with LlPA and its electric marketing operations increased in 
2006 compared to 2005, offsetting some of the lost margin from the 
Ravenwood 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 realized a slight increase, 
$2.9 million, in operating income year-over-year. Operating expenses 
decreased $54.7 million in 2006 compared to 2005, while net gas rw- 
enues decreased 651.8 million over the same time period. The decrease in 
net gas revenues reflects the significantly wanner weather experienced 
during the first and fourth quarter winter heating seasons, whereas the 
decrease in operating expenses was mainly d r i i n  by a lower provision for 
uncollectible accounts receivable resulting from the decrease in firm sales 
quantities, 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 contra& 
and lower general and administrative expenses. The decrease in operating 
income from the Energy Investments segment reflects, in part, lower 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 subsidiary stock transactions 
and other miscellaneous items. For the twelve months ended December 
31, 2006, other income and (deductions) reflects a net expense of $217.8 
million compared 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 million 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 

lortized 
I bonds. 
, ... 

amortization of approximately $1 1.2 million of previously unalr 
benefits associated with an interest rate w a p  on the redeemec 
The writedl of the deferred financing costs and the amortizat~on or tne 
benefits associated with an interest rate N a p  were recorded to interest 
expense. 

Interest expense for the twelve months ended December 31, 2006 
decreased 113.2 million compared to the same period in 2005, reflecting, 
in part, the reversal of a previously recorded $5.9 million resew estab- 
lished in connection with an income tax dispute with the New York City 
Department of Taxation and Finance. In 2006. KeySpan resolved its dis- 
pute with the New York City Department of Taxation and Finance with 
respect to income taxes relating to the operations of the Ravenwood 
Generating Station. As a result of the favorable settlement of this issue. 
KeySpan reversed the previously recorded interest reserve. Further, com- 
parative interest expense refleas lower carrying charges on regulatory 
deferrals in 2006, offset by the benefits recorded in 2005 associated with 
the amortization of the interest rate swap. The favorable variation in other 
income and (deductions) for the twelve months ended December 31, 
2006, compared to the same period 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 148.1 million. In the fourth quarter of 2 W .  Key5pan 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, resulted in a pretax gain of $4.1 million 
reflecting the difference from earlier estimates. 

Income tax expense decreased 163.8 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 remaimling decrease reflects lower pretax 
income. 

As a result of the items discussed above, earnings available for 
common stock were $434.2 million, or '62.48 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 
10.01 per share, from discontinued operations, as well as a $6.6 million, 
or $0.04 per share cumulative change in accountir charge. 19 principles I 

, . Operating Income 2005 vs 2004 
Operating income decreased $27.5 mllllon, or jU/0, for the welve months 
ended December 31,2005 compared to the same period 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 earlier, 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 $1 55.0 million. Key5pan sold its remaining ownership interest in 
these non-core operations in the fourth quarter of 2004. Offsetting this 
income to some extent were pretax 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 gwdwill impair- 
ment charge recorded in the Energy Services segment attributable to 
continuing operations of $14.4 million; (ii) a ceiling test write-down of 
$48.2 million to recognize the reduced valuation of proved reserves asso- 
ciated with KeySpan's whollyowned gas production and dwelopment 
subsidiaries; and (iii) a non-cash impairment charge of $26.5 million also 
recorded in the Energy Investments segment reflecting the dierence 
between the anticipated cash proceeds from the sale of Premier compared 
to its carrying value. 

The combined impact of the noniore 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, 
primarily due to an increase in the provision for uncollectible accounts 
receivable as a result of higher gas costs and by higher property taxes. Fw 
the most part, the beneficial impact on comparative operating income 
from lower net operating losses incurred at the Energy Se~ces segment, 
was offset by an increase in expenses residing at the holding company 
level. Further, in 2004 KeySpan reached a settlement with certain of its 
insurance carriers regarding cost recovery for expenses incurred at a 
non-utility environmental site and recorded an $1 1.6 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 $269.9 million compared to income of $4.9 mil- 
lion for the twelve months ended December 31.2004. This unfavorable 
variation of 1274.8 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 162.0 million, lower debt redemption cMts of 
$25.0 million and the absence of minority interest expenses of $36.4 mil- 
lion. The following is a discussion of these items. 

As noted earlier, in the first quarter of 2005. KeySpan finalized its 
sale of Premier. The final sale of Premier resulted in a pretax 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, Key5pan realized pretax 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 million 6.1 5% Series 
Notes due 2006. KeySpan incurred 120.9 million in call premiums, 
woteoff $1.3 million of previously deferred financing costs and accel- 
erated the amortization of approximately $1 1.2 million of previously 
unamortized benefits associated with an interest rate swap on these 
bonds. The accelerated amortization of the interest rate swap and the 
writ& of previously deferred financing costs reduced interest expense 
in 2005 by $9.9 million. 

In 2004, KeySpan redeemed approximately 1758 million of various 
series of wtstanding debt and incurred 145.9 million in call premiums and 
woteoff $8.2 million of prwiously 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 prwiws majority ownership interea 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 saldeaseback transaction associated with the R a v e n d  
Expansion, a 250 MW combined cycle generating facility located at the 
R a v e n d  Generating Station site, as well as a $5.5 million foreign 
currency gain. 

Income taxes decreased 186.2 million for the year ended December 
31,2005 compared to 2004 due, for the most part, to lower pretax 
earnings. In addition, tax expense for 2004 reflects: (i) a 16.0 million 
beneffl resulting from a revised appraisal associated with property that 
was disposed of in 2003; (ii) a tax benefit of 112 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 earlier, earnings available for common st& for the year 
ended December 31,2005. also included lwes of $1.8 million, or 
$0.01 per share, from discontinued operations, as well as a $6.6 million, 
or 10.04 per share cumulative change in accounting principles charge. 
Earning available for common stock for the year ended December 31, 
2004. included losses of 1151.0 million, or $0.94 per share, from d m -  
tinued operations. 

As a result of the items dixussed above, earnings 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 lncome" basis. 
Management believes that this generally 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 lncome basis. 

Operating lncome 2006 vs 2005 
Executive Summary 
Operating income increased $2.9 million for the tv 
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 ' 
primarily due to a decrease in the provision for uncollectible acl 
receivable of $60.9 million. The exceptionally warm weather d l  
first and fourth quarters of 2006 - KeySpan's primary heating s 
was the primary driver behind the decrease in net gas revenues 
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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 Enerqy Delivery Long Island ("KEDLI") provides gas distrib~ 
service to customers in the Long lsland Counties of Nassau and Suf 
and the Rockaway Peninsula of Queens County. Four natural gas di 
tion companies - Boston Gas Company, Essex Gas Company, Color 
Company and EnergyNorth Natural Gas, Inc., each doing business I 
the name KeySpan Energy Delivery New England ("KEDNE"), provir. ,.. 
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 segment for the periods indicated. 

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 
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through April and October through December. 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 normal, 
respectively, and was approximately 16% warmer than last year across 
KeySpan's service territories. 

Net revenues from firm gas customers (residential, commercial and 
industrial customers) decreased $70.2 million 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 m 
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Revenue taxes 60.4 6 73.3 
Net Gas Revenues 1,665.6 1,711.3 1.069.3 
Operatinq Expenses ore eff i- 

imates that 
In adverse 

. . 
Operations and maintenance 681.4 727.0 672.5 
Deoreciation and amortization 266.7 276.9 276.5 

cient gas heating equipment and higher gas costs. KeySpan est 
the warm weather during the two heating seasons resulted in i 

Operating taxes 
Total Operating Expel 
Gain on the sale of p 

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 regulato~y 
incentives for the twelve months ended December 31,2006, compared to 
the same period last year. 

KEDNY and KEDLI each operate under utility tariffs that contain a 
weather normalization adjustment that significantly offsets variations in 
firm net revenues due to fluctuations in weather These weather normal- 
ization adjustments resulted in a benefit to KeySpan of $57 million during 
the twelve months ended December 31, 2006, but this did not 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 normalization 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 200512006 and 200612007 winter heating season. Since 
weather was warmer than normal in November and December of 2006, 
these derivative instruments resulted in a 19.1 million benefit to net gas 
revenues in 2006. (See Note 8 to the Consolidated Financial Statements 
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"Hedging, Derivative Financial Instruments and Fair Values" for further 
information). 

Firm gas distribution rates for KEDNY, KEDLl and KEDNE in 2006, 
other than for the recovery of gas costs, have remained substantially 
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 

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

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 

for heating purposes. Net revenues in these markets increased $18.5 mil- 2005, The Boston Gas Company ("Boston Gas") received a MADTE order, 
lion during the twelve months ended December 31,2006, compared to effective January 1,2006, permitting Boston Gas to fully recover the gas 
the same period last year primarily 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. 
On 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 full 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 
service customers. Transportation quantities related to electric generation 
reflect the transportation of gas to our electric generating facilities located 
on Long Island. Net revenues from these services are not material. 

Other sales quantities include on-system interruptible quantities. 
off-*ern sales quantities (sales made to customers outside of our service 
territories) and related transportation. We have a management contract 
with Merrill Lynch Trading under which KeySpan and Merrill 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 sales 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 auantitv of oas ~urchased due to . - .  
the warm weather during the two winter heating seasons. However, the 
price per dekatherm of qas used by firm qas sales customers increased 

cost component of bad debt write-offs through its cost-of-gas adjustment 
clause rather than filing for recovely 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 uncollectible 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- 
lion. 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 regulatory 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 113.9 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 662.0 million 
reflecting primarily an increase in the provision for uncollectible accounts 
receivable and higher property taxes totaling 945.8 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 Revenues 
Net gas revenues from our gas distribution operations increased $48.0 
million, or 3%. for the twelve months ended December 31,2005, corn 
pared to the same period of 2004. Net gas revenues benefited from 

4%, in 2006 compared t o  2005. The current gas rate structure of each of 
our gas distribution utilities includes a gas adjustment clause, pursuant to 
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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 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 rwenues 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 MADE in 2003. 
The Plan provides for firm gas sales rates to be adjusted each year based 
on an inflation factor offset by a productivity factor. (See the caotion 
under "Regulatic Matters" for further infor .ding 
the rate filing.) 

Offsetting, w WIIIY rx~ent, the beneficial impact UI ule cu,lumer 
additions and oil-togas 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 includs enues is the recovery of certain regulatoty 
items and certai~ jdded $6.6 million to net revenues. However, 
the recovery o f t  irough revenues dws 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, KEDLI and KEDNE in 2005, otherthan for 
the recovery of gas costs and resulting from the Plan, remained sut 
tially unchanged from rates charged in 2004. 

KEDNY and KEDLI each operate under a utility tariff that cont 
weather normalization adjustment that significantly offsets variatio~~, III 
firm net revenues due to fluctuations in normal weather. However, 
gas distribution operations of our New England based subsidiaries I 
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gas service is provided under rates that are designed to compete with 
prices of altematii 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 rwenues 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 KEDLl and KEDNE a1 iers as an 
offset to gas costs. 

re returned t~ I firm custon 

F i n  Sale~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 delivety 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 Island. Net revenues fmm 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 twelve months ended December 31,2005, compared to the 
same period of 2004 reflects higher off-system sales. The majority of these 
profitr 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. L.P. ("Coral"), a subsidiary of Shell Oil 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 Merrill Lynch Trading, under 

have a weather normalization adjustment. To mitigate the effect of which Merrill Lynch Trading was responsible for managing Keyspan's 
fluctuations in normal weather patterns on KEDNE's results of operations upstream gas contracted assets associated with its Massachusem gas dis- 
and cash flows, weather derivatives were in place for the 200412005 tribution subsidiaries, as well as providing t i -ga te  delivered supply. As 
and 2005R006 winter heating seasons. These financial derivatives afford- noted above. beginning in April 2006, KeySpan and Merrill Lynch Trading 
ed KeySpan some protection against warmer than normal weather. have a new threeyear agreement under which KeySpan and Merrill Lynch 
As a result of the weather fluctuations and financial weather derivatives, share the responsibilities for managing KeySpan's upstream gas contracted 
weather had a $3.2 million favorable impact on comparative net gas assets associated with its Massachusetts gas distribution subsidiaries. 
revenues. 

In our large-volume heating and interruptible (non-firm) markets. 
which include large apartment houses, government buildings and schools, 



Purchased Gas for Resale 
The increase in gas costs for the twelve months ended December 31. 
2005, compared to the same period of 2004. of 1942.3 million, or 35%. 
reflects an increase of 23% in the price per dekatherm of gas purchased 
for firm gas sales customers, as well as an increase in the quantity of 
gas purchased for large-volume heating and interruptible (non-firm) 
customers. The current 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 billed 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 result 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 13 million, net of amounts 
subject to regulatory deferral treatment, associated with the implementa- 
tion of the Medicare Prescription Dmg 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 carrier 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 MAOTE 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 million 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 14.1 million. 

Gas Supply and Pricing 
KeySpan has adequate gas supply available to meet its gas load demand 
in its service territories for the 2006R007 winter heating season as 
KeySpan's gas storage was 1M)% full at the start of the winter heating 
season. The current gas rate structure of each of our gas distribution utili- 
ties indudes a gas adjustment clause, pursuant to which gas costs are 

recovered in billed sales to regulated firm gas sales customers. Although 
KeySpan is allowed to "pass through" the cost of gas to its customers, 
the volatility 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 200612007 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 territory, despite the volatility in gas prices. We estimate 
that on Long Island approximately 37% of the residential and multi-family 
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 
commercial construction and to penetrate existing communities where no 
distribution system exists, as well as through the conversion of residential 
homes from oil to gas for space heating purposes and the pursuit of 
opportunities to grow multi-family, industrial and commercial markets. 

In order to serve the anticipated market requirements 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. Once in service, the pipeline is 
expeaed 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 pmject which is anticipated to 
transport up to 525.000 DTH of natural gas a day to the Algonquin 
pipeline. KEDLl has executed a Precedent Agreement for 175,000 D M  of 



natural gas per day of transportation capacity from the Millennium 
Pipeline system, increasing to 200,000 DTH in the second year of the 
pipeline 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. 
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Electric Sewi  
The Electric Sew t primarily co 
lease and operate OII ana gas-fired electric generating plants in tne 
Borough of Queens (including the "Ravenswood Generating Station" 
which comprises the Ravenswood Facility and Ravenswood Expansion) and 
the counties of Nassau and Suffolk on Long Island. In addition, through 
long-term contracts of varying lengths, we (i) provide to the Long lsland 
Power Authority ("LIPA) all operation, maintenance and construction 
services and significant administrative services relating to the Long lsland 
electric transmission and distribution ("T&D") system pursuant to a 
Management Services Agreement (the "1998 MSA); (ii) supply LlPA with 
electric generating capacity, energy conversion and ancillary services from 
our Long lsland generating units pursuant to a Power Supply Agreement 
(the "1998 PSA); and (iii) manage all aspects of the fuel supply for our 
Long lsland generating facilities, 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 all became effective on May 28, 1998 and are collectively 
referred to herein as the "1998 LlPA Agreements." 

On February 1,2006, KeySpan and LlPA 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 LlPA on Long lsland through 2013; (ii) a new 
Option and Purchase and Sale Agreement (the "2006 Option 
Agreement"), to replace the Generation Purchase Rights Agreemept (tho 

"GPRA), pursuant to which LlPA had the option, through Decemt 
2005, to acquire substantially all of the electric generating facilities 
by KeySpan on Long Island; and (iii) a Settlement Agreement (the "~uub  

Settlement Agreement") resolving outstanding issues between the parties 
regarding the 1998 LlPA Agreements. The 2006 MSA, the 2006 Option 
Agreement and the 2006 Settlement Agreement are collectively referred 
to herein as the "2006 LlPA 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 LlPA agreements see the discussion under the ca .ic 
Services - LlPA Agreements" and Note 1 1  to the Cons ncial 
Statements "2006 LlPA Settlement"). The Electric Serv~ces segment also 
provides retail m !lectricity to commercial customers. arketing of 6 
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Selected financial data for the Electric Services segment is set forth 
in the table below for the periods ind 
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Net Revenue! 
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(In Millions oJDollorr) 
1006 2005 2W4 

,834.2 $2,047.3 1 1,738.7 

Derivative Fin 
Net Electric R 
Operating Expenses 

Operations and maintenance 750.8 684.5 653.3 
Depreciation 102.1 91.7 88.3 
Operating taxes 186.9 178.6 169.7 

Total Operating Expenres ,039.8 954.8 911.3 
Gain on the sale of ~rouert 0.5 1.2 2.0 . . 

Operating Income 293.0 1 342.3 1 289.8 
Electric sales (MWH)' ' '10,996 6,364.279 6,232,190 

. . 
Cooling degree days 

.Ref& the opemrlonr of the 

1.472 1,045 
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Opera t i ng  I ncome  : 05 
Executive Summary 
Operating income decreased $49.3 million, or 14%, for thetwc 
months ended December 31,2006, compared to the same peri 
year, due primarily to a decrease in net revenues from the Ravenswooa 
Generating Station of 11 10.3 million as a result of lower energy margins 
and lower capacity revenues, partially offset by higher revenues associated 
with Keyspan's service agreements with LlPA and its electric ma-L-':-- 
activities of $10.6 million. KeySpan also recognized a gain of $1 

on a fixed for floating unforced capacity financial swap. 
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16.5 million 

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

KeySpan has entered into an International SWAP Dealers Association 
Master Agreement for a fued 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 selvice agreements with LIPA, including the power purchase agree- 
ments associated with two electric wakino facilities. increased $96.6 mil- 
lion compared to the same period b 200; The increase is due, for the 
most part, to recovery of operatins and maintenance charges billed to 
LIPA of approximately 576 million and the recovery of depreciation 



charges and property taxes of approximately 114 million. These recoveries 
had no impact on operating income since actual expenses increased by a 
like amount. Therefore, only approximately 17 million of the increase in 
net revenues resulted in a benefit to operating income. This increase in 
net revenues from the UPA sewice agreements was driven by higher 
off-system electric energy sales and emission credit sales, as well as the 
recovery of certain past sewice 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 million earned in 2005, due to the discontinuation of certain 
performance incentives contained in the MSA. 

Net revenues associated with KeySpan's electric marketing act~ties 
increased $3.6 million during the twelve months ended December 31. 
2006, compared to the same period of 2005. 

Net revenues from the R a v e n d  Generating Station decreased 
$110.3 million, or 25% for the twelve months ended December 31,2006, 
compared to the same period,of 2005 reflecting lower capacity revenues of 
$80.5 million and a decrease in energy margins of 129.8 million. The 
decrease in capacii revenues was primarily due to the planned installation 
of 1,000 megawatts of additional electric capacity in New York C i i  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 NYlSO 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 cooling-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 1124.9 
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 R a v e n d  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. 

Paltially 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 R a v e n d  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 195.1 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 K a dual-fuel electric facility that 
can burn either number 6qrade fuel oil or natural gas to generate elec- 
tricity. To take full advantage of the dual-fuel capabil i  of the 
Ravenwwd Generating Station. Keyspan uses the cheaper of the two 
fuels in the generation of electricity and, m 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 commodii. (See Note 8 to the Consolidated Financial 
Statements "Hedging, Derivative Financial Instruments and Fair Values" 
as well as Item 7A. Quantitatii and Qualitative Dixlosures 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 sewices to the NYlSO 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 166.3 million during the twelve 
months mded 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 R a v e n d  Generating Station and 
our Long Island based electric generating units. 

Depreciation expeme and operating taxes increased 118.7 million in 
2006 compared to 2005. Of this amount, approximately 114 million is 
associated with KeySpan's Long Island based electric generating units and 
are fully recoverable from UPA, as noted above. The remaining inaease in 
these line items is associated with the R a v e n d  Generating Station 
and did impact comparat'we operating income. 

Operating Income 2005 vs 2004 
Executive Summary 
For the twelve months ended December 31, 2005, operating income 
increased 152.5 million. or 18Oh. compared to the same period of 2004, 
primarily due to an inaease in net rwenues from the Ravenswood 
Generating Station of 178.7 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 Ravenwood Generating Station of 
41 1.8 million, as well as lower net rwenues associated with KeySpan's 
retail electric marketing activities of $7.6 million. 
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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 20( 

For the year ended December 31.2005, net rev€ 
Ravenswood Generating Station increased 178.7 milliu,~, UI LUO, LUW- 

pared to the same period in 2004 reflecting higher energy margins of 
$66.0 million, as well 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 hed r losses), as well as from an increase of 2% in 
the level of MW he NYlSO energy market. These favorable 
energy results were prlmarlly driven by the pricing differential between 
number 6-grade fuel oil and natural gas used in the Ravenswwd 
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 6 grade fuel oil and gas prices spread during the later part of the 
2005 summer. Further, in 2005 KeySpan received $9.2 million from the 
NYlSO to settle billing issues regarding th rgy provided by the 
Ravenswwd Generating Station to the N 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 $16.0 million in 2005, cc edging 
gains of $23.0 million in 2004. 

Net revenues for the twehre months ended December 31,2005, 
from the service with LIPA, including the I 
agreements ass( two electric peaking facili. 
million compare esponding period of 2OOl 
due, in part, to recovery ot operating expenses billed to LIPA of approxl- 
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 primarily reflects an increase in emission credits earned 
and variable revenues, which are a function of electric generation output. 
In 2005 and 2004. we earned 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 million in 2005 compared to 2004, due to a sig- 
nificant curtailment in these activities. In 2005, KeySpan terminated all 
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indexed price contracts and elected to maintain only its fixed priced con- 
tra. AS a result, the retail electric marketing business had approximately 
40 MW under contract during 2005. 

Operating Expenses 
For the twelve months ended December I I, L U U ~ .  u p r ~ d l i ~ ~ y  r rpr l l~r ,  
increased 143.5 million. or 5%. compared to the same period of 2004. 
Operatiins and maintenance expense in 2005 increased $31.2 million, or 
5% over 2004 reflecting an increase of $7.5 million in operating lease 
costs assodated with our financing arrangement for the Ravenswood 
Expansion, as well as an increase in overhaul work and plant retirement 
costs associated with the Ravenswwd Generating Station amounting to 
approximately $8 million. The remaini~ Jlected oper 
billed to UPA of approximately $14 mi 

Depreciation expense and opera1 reased $12.3 
2005 compared to 2004. Of this amount, approx~mately $8 mill~on was 
associated with Keyspan's Long lsland 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 Generatinq 
Station. 
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Other Matt.,. 
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 Melville, Long Island, which is final and non- 
appealable. Also in 2003, UPA issued a Request for Proposal ("RFP") seek- 
ing bids from developers to either build and operate a Long lsland gener- 
ating facility, andlor a new cable that will link Long lsland to power from a 
non-Long lsland source of between 250 to 600 MW of electricity by no 
later than the summer of 2007. KeySpan filed a proposal in response to 
LIPA's RF' In 2004, LIPA selected proposals submitted by two other bid- 
ders in response to the RFp KeySpan remains committed to the Melville 
project and the beneflts to Long Island's energy 1-ture that m~s  proect 
would supply. The project has received New York State Art cle X 
by having met a operational and environmental permtt ng req 
F~rther, the pro,iect is strategicaly located in c ose prox~m~ty to L ~ ~ 

:approval 
uirements. 
10th 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 exiiing 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 would be able to 
reduce emissions on Long lsland in a cost effective manner by developing 
the Melville project and retiring an older, less efficient generating facility. 
Additionally, in August 2006, the NYISO included the Melville project in its 
Reliability Report as one of the market solutions to help address the long- 
term reliability of New York State's electric grid. At December 31. 2006, 
total capitalized costs associated with the siting, permitting and procure- 
ment of equipment for the Melville facility were 463.6 million. 



Energy Sewices 
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 small 
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 commercial, institutional and 
industrial customers. 

The table below highlights selected financial information awiated 
with the Energy Sewices segment. 

(In Millions ojDollarr) 
YEAR ENDED DECEMBER 31. 2006 2005 2004 

Revenues $ 213.0 1202.0 1 193.9 
Less: Operating expenses 207.7 204.7 227.8 

Goodwill impairment - - 14.4 
Operating Income (Loss) I 5.3 $ (2.7) 1 (48.3) 

Operating lncome 2006 -6 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 fworable billings under a 
long-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 lncome 2005 vs 2004 
In January and February of 2005, KeySpan sold ts 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 mil- 
lion in 2005, compared to a loss of $48.3 million in 2004. In 2004. 
KeySpan recorded a nonash 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 resulted in a 
total pretax 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 gwd- 
will impairment charge, primarily reflected a reduction in operating 
expenses. In 2004, charges associated with the writeoff of accounts 
receivable and contract revenues on certain projects that were determined 
to be uncollectible, were incurred as well as the writedown of inventory 
balances. Further, this segment experienced an increase in gross profit 
margins and generally lower administrative costs in 2005. 

Energy Investments 
The Energy lnvestments segment consists of our gas production and 
development investments, as well as certain other domestic energy-related 
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 primarily in West Virginia. KeySpan Exploration is involved 
in a joint venture with Merit Energy Corporation, an independent oil and 
gas producer, which acquired its interest in the joint-venture from Houston 
Exploration. 

This segment is also engaged in pipeline development activities. 
KeySpan and Spectra Energy Corporation (formerly a part of Duke Energy 
Corporation) each own a 50% interest in 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. 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, sub- 
sidiaries in this segment hold a 20% equity interest in the Iroquois 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 Consolidated Statement of lncome. 

KeySpan also owns a 600.000 barrel liquefied natural gas ("LNG') 
storage and receiving facility in Providence, Rhode Island, through its 
wholly owned subsidiary KeySpan LNG, the operations of which are fully 
consolidated. 



Selected financial data and operating statistics for these energy-related natural gas daily and provided associated natural gas liquids fractionation. 
investments are set forth in the followinq table for the periods indicated. These operations were fully consolidated in KeySpan's Consolidated 

(In Millions of Dollars) 

YEAR ENDED DECEMBER 31. 2006 2005 2004 

Revenues 0 40.3 143.0 1 58.9 
Less: Operation and maintenance 

expense 26.3 26.5 33.5 
Ceiling test writedown - - 48.2 
Impairment charge - - 26.5 
Other operating expenses 11.9 11.1 15.3 

Add: Eauitv earninas 13.1 15.1 25.8 , , 
Sale of assets 0.3 0.1 5.0 

Operating Income (Loss) % 15.5 $ 2  33.8) - -- 

Opratig income above re&& 101 
through April I. 2044. 

Operating lncome 2006 vs 2005 
For the twelve months ended December 31,2006, operating income 

~inandal Statements. On April 1,2004. ~eySpan and KeySpan Facilities 
lncome Fund (the "Fund"), an open-ended income trust which previously 
owned a 39% interest in KeySpan Canada, consummated a transaction 
that reduced KeySpan'sownership interest in KeySpan Canada to 25%. 
The transaction resulted in a gain of $22.8 million ($10.1 million after-tax, 
or 10.06 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 million 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 
$1 19 million and recorded a pretax gain of $35.8 million, which is reflect- 
ed in other income and (deductions) on the Consolidated Statement of 

decreased $5.1 million compared to the same period in 2005 due, in Income. The after-tax gain was approximately 124.7 million, or $0.15 per 
part, to lower earnings from KeySpan's investment in the Iroquois Gas share. (See Note 2 to the Consolidated Financial Statements "Business 
Transmission System. In 2005, the Iroquois Gas Transmission System real- 
ized a benefit from a court settlement 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 lncome 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 Public 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 pretax 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. 
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 and (deductions) on the Consolidated Statement of lncome. 

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 
associated gathering systems that produced approximately 1.5 BCFe of 

Segments" for additional details regarding this transaction.) 
For the twelve months ended December 31,2005, operating income 

for this segment increased 154.4 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 to the Consolidated Financial Statements "Summary 
of Significant Accounting Policies" Item 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 126.5 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 116.5 million in earnings 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. - 
YEAR ENDED 

Revenues 

- 
(In Million 

BER 31.2004 

j 268.1 

- 
r of Dollars) 

Depletion and amortization expense 104.6 
Other operating expenses 45.7 
Add: Equity Earnings 20.7 
Operating Income 5 138.5 



During the first f i e  months of 2004, our gas production and dewC 
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 common 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 stock 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, result- 
ing in a net deferred tax expense of 144.1 million. Therefore, the net gain 
on the share exchange less the deferred tax provision was 1106 million, 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 pretax gain of 1179.6 
million which was reflected in other income and (deductions) on the 
Consolidated Statement of Income. The after-tax gain was $1 16.8 million 
or 10.73 per share. 

Other Matters 
In order to serve the anticipated market requirements in w r  New York 
service territories, KeySpan and Spectra Energy Corporation (formerly a 
part of Duke Energy Corporation) formed lslander East Pipeline Company, 
LLC ("lslander East") in 2000. lslander 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 Island Sound, to a terminus near Shoreham, Long Island. 
Applications for all necessary regulatory authwizations were filed in 2OOO 
and 2001. lslander East has received a final certificate from the FERC and 
all necessary permits from the State of New York. The State of Connecticut 
denied lslander 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. lslander 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 Cwrt 
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 

Act permit. The Cwrt 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. Islander East filed a motion for review with the Second Circuit Court 
of Appeals, which is pending. KeySpan anticipates that this pipeline will 
be in senrice in late 2008. As of December 31, 2006, KeySpan's total 
capitalized costs associated with the siting and permitting of the lslander 
East pipeline were approximately 130.3 million. 

As noted. KeySpan alw owns a 26.25% ownership interest in the 
Millennium Pipeline Company LLC, the developer of the Millennium 
Pipeline pmjxt. The other partners in the Millennium Pipeline are 
Columbia Gas Transmission Corp. ("Columbia Transmission"), a unit of 
NiSource lmorporated and DTE Energy Company. The Millennium Pipeline 
project is anticipated to haw 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 
pmject filed an application to amend the FERC certificate requesting, 
among other things, authority to phase in over time the construction of 
the proposed pipeline sytem, 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, KEDLl 
and Columbia Transmission have each entered into amended precedent 
agreements to purchase capacity on the pipeline. KEDLl 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 KEDLl with new, competitively priced supplies 
of natural 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 Se~ces, a subsidiary of British Gas, to provide liquefied natural gas 
terminalling service. KeySpan LNG proposed to upgrade the liquefied nat- 
ural gas facility to accept marine deliveries and to triple vaporization (or 
regasification) capacity to provide these services. In June 2005, the FERC 
denied KeySpan LNG's application to expand the facility citing concerns 
that the proposed upgraded facility would not meet current federal new 
comt~ction 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 addrwing a revised expansion project which would diier 



substantially from that originally proposed by KeySpan. Any amended 
application would need to include a detailed analysis of the new project 
scope, including upgrades to the existing facilities and alternative plans 
for any sewice disruptions that may be necessary during construction of 
a new expanded project. KeySpan has filed a petition for judicial r 
of the FERC order with the United States Circuit Court for the Dist 
Columbia. The Court is expected to issue a decision affirming or V O L ~ ~ I O ~  

the FERC orders by the second quarter of 2007. 
In addition to the proceeding at FERC, KeySpan LNG also is involved 

eview 
:rid of 

in seeking other required regulatory 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 lsland seeking a declara- 
tory judgment that it is not required to obtain a "Category B Assent" 
from the State of Rhode lsland and an injunction preventing the Rhode 
lsland Coastal Resources Management Council ("CRMC") from enforcing 
the Category B assent requirements. In April 2005. the Rhode lsland 
Attorney General also filed on behalf of the state a complaint against 
KeySpan LNG in Rhode lsland State Superior Court raising substantially the 
same issues as the federal court action. KeySpan LNG removed that action 
to federal court and moved for summary judgment. The Court stayed the 
litigation 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 LNG 
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) traditional corporate and administrative services; (ii) 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 variation as reflected in "elimination 
and other" is due primarily to costs residing at KeySpan's holding compa- 
ny level 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-utility environmental site and recorded an $1 1.6 
million gain from the settlement as a reduction to operating expenses. 

ents were pr 
vith the 200: 

Liquidity 
Cash flow ~ W I I  vl~ndt~uns increased $655.3 million for the twelve 
months ended December 31. 2006 compared to the same period last year 
primarily due to favorable working capital requirements of approximately 
$520 million and lower income tax payments. The favorable working capi- 
tal requirem imarily driven by receipt of customer payments 
associated v i fourth quarter winter heating season gas sales 
and lower payments tor 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 collection of these balances in 2006, and 
improved collection experience, resulted in a significant cash flow benefit 
to Key5pan. Further, due to the impact of the warm weather experienced 
during the two winter heating seasons in 2006, KeySpan purchased less 
natural gas in 20% 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 123 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 self-constructed property for income tax 
purposes that were detrimental to KeySpan. As a result, in 2006 KeySpan 
adopted a new tax methodoloqy related to the capitalization of costs of 
self-constmcted property I in lower inc 
2006 compared to 2005. 

Cash flow from op~,..,,.,, ,,,,dased $346.8 ,,,....,.,,,n A % ,  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 signif~ant increase in natural gas prices in 2005, Key5pan's gas dis- 
tribution utilities paid approximately $21 5 million more in 2005 compared 
to 2004 for the purchase of natural gas that was put in inventory. As 
noted prw'ously, the curl structure of I 

tion utilities includes a g? :clause, purs 
between actual gas costs sale to firm ( 
billed to firm customers are deferred and refunded to or collected from 
customers in a subsequent period. Further, in 2005 the IRS published new 
regulations related to the capitalization of costs of self-constructed prop- 
erty for income tax purposes. As a result of these regulations. KeySpan 
incurred approximately $77 million 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. 
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At December 31,2006, we had cash and temporary cash inwst- 
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%. We had the ability to borrow up to an additional $1.4 billion 
at December 31.2006, under the terms of our credit facility. 

KeySpan has two credit facilities which total '61.5 billion - $920 mil- 
lion available through 2010, and $580 million available through 2009 - 
which continue to support KeySpan's commercial paper program for 
ongoing working capital needs. 

The fees for the facilities are based on Key5pan'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 Mwdy'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 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 loans are based 
on bid results requested by KeySpan frwn the lenders. We do not antici- 
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 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 

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 - LlPA and the NYISO. 
Accordingly, our cash flows are dependent upon the timely payment of 
amounts owed to us by these counterpatties. (See the discussion under 
the caption "Electric Services - LlPA Agreements" for information regard- 
ing the proposed settlement between KeySpan and LlPA 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 wrces 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: 

(In Millions oJDollarr) 

YEAR ENDED DECEMBER 31,~-- 2006 2005 

Gas Distribution 1400.5 $410.3 
Electric Services 
Enerw Investments ., 
Energy Services and other 25.9 17.8 

I 524.0 $ 539.5 

Construction expenditures related to the Gas Distribution segment 
are orimariiv for the renewal. reolacement and exoansion of the distribu- . , 

certain financial covenants that require us to, among other things, main- tion'system: Construction expenditures for the ~l&ric SeMces segment 
tain a consolidated indebtedness to consolidated capitalization ratio of no reflect costs to maintain our aeneratjna facilities, 
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 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, hower ,  requires the approval of lenders holding 
more than 50% of the total commitments to such extension quest .  
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. 

- - 
Construction expenditures for 2007 are estimated to be approxi- 

mately 6570 million, including estimated expenditures for the Islander East 
and Millennium pipelines. KeySpan and its partners are currently waluat- 
ing various options for the financing of these projects. The amount of 
future construction expenditures is reviewed on an ongoing basin and can 
be affected by timing, xope and changes in investment opportunities. 

Financing 
In November 2006, Key5pan issued $400 million Senior Unsecured Notes 
at KEDNY and $100 million Senior Unsecured Notes at KEDU 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 m e e d s  from the issuance of the Notes were 
used by KEDNY and KEDU to refinance existing intercompany indebtedness 
and for general working capital purposes. KeySpan utilized a $125 million 
treasury lock, at 4.77%, to hedge the 5-year US Treasuly component of 
the underlying notes and a 1125 million treasury lock, at 4.821, to hedge 
the l5year US Treasury component of the underlying notes. These deriva- 
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 contra& 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-term 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 KeySpan3 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' lonq-term debt. 

MOODV'S INVESTOR STANDARD 
SERVICES &POOR'S FRO1 RATINGS 

Keyspan Corporation A3 A A- 
KEDNY NIA A+ A+ 
KEDLl A2 A+ A 
Boston Gas A2 A NIA 
Colonial Gas A2 A+ NIA 
KeySpan Generation A3 A NIA 

Off-Balance Sheet Arrangements 

Guarantees 
KeySpan had a number of financial guarantees with its subsidiark at 
December 31, 2006. KeySpan has fully and unconditionally guaranteed: (i) 
1525 million of medium-term notes issued by KEDLI; (ii) 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 million saldeaseback transaction for the Ravenswood 
Expansion including future decommission costs of 119 million; and (iii) the 
payment obligations of our subsidiaries related to 1128 million of tax- 
exempt bonds issued through the Nassau County and Suffolk County 
Industrial Development Authorities for the constntction 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 saleneaseback 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; (ii) certain supply con- 
tracts, marqin accounts and purchase orders for certain subsidiaries in an 

place or the impact such defaults may have on our consolidated results of 
operations, financial condition or cash flows. (See Note 7 to the 
Consolidated Financial Statements, "Contractual Obligations. Financial 
Guarantees and Contingencies" for additional information regarding 
KeySpan's guarantees, as well as Note 10 "Energy Se~vices - Discontinued 
Operations" for additional information on the discontinued mechanical 
contracting companies.) 

Contractual Obligations 
KeySpan has certain contractual obligations related to its outst,, ,u,,r,  

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 Financial Statements "Contractual 
Obligations, Financial Guarantees and Contingencies." The table below 
reflects maturity schedules for KeySpan's contractual obligations 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 Ravenwood Master Lease. 

(In Millions ofDallarr1 
4 - 5  AFTER 5 

OBLIGATIONS lDTAL YEARS YEARS YEARS 

Long-term Debt $4.422.9 $717.3 $1.130.0 12.575.6 
Capital Leases 9.8 3.4 2.6 3.8 
Operating Leases 549.8 133.1 201.6 ..-. 
Master Leas1 

Payments 
Salelleareb? 

Arrangement 549.1 92.0 78.7 
Interest Payments 2.940.7 731.8 350.7 
Demand Charges 449.0 449.0 - 
Total Contractual 

Cash Obligations 18.992.5 $2,279.8 1 1,695.1 $5,017.6 
Commercial Paper 1 85.0 Revolving 

aggregate amount of 164 6 mil ion; and (iii) 180.3 rn llion of subs,dia~ For information regarding projected postret,rement contrib~t ons. 

lefte6 CreO t, fiere Jarantees are not recorded on the consolidated see Note 4 to the Consol.dated Financial Sratements "Postretirement 

Balance Sheet. ~ e ~ ~ ~ a n ' s  guarantees on certain performance bonds Benefits." For information regarding asset retirement obligations, see 

relating to current construction projects of the dixontinued mechanical Note 7 to the Consolidated Financial Statements "Contractual Obligations, 
contracting companies will remain in place throughout the construction Financial Guarantees and Contingencies." 

period for these projects. KeySpan has received an indemnity bond issued 
by a third party t o  offset potential exposure related to a significant portion 
of the continuing 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 



Discussion of Critical Accounting Policies a n d  
Assumptions 
In preparing our financial statements, the application of certain account- 
ing policies requires difficult, subjective and/or complex judgments. The 
circumstances that make these judgments difficult, subjective and/or corn 
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 undemng the estimates prove to be 
inaccurate. The critical accounting policies requiring such subjectivity are 
discussed below. 

Valuation of Goodwill 
KeySpan records goodwill 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 Financial 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 canying value of goodwill. The assumptions used 
to measure the fair value of our investments are the same as those used 
by us to prepare annual operating segment and consolidated 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 goodwill. 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 concluded that the fair value of the 
business units that have recorded goodwill exceed their carrying value. 

As noted previously, during 2004, KeySpan conducted an evaluation 
of the canying 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 (180.3 million after tax, or 10.50 per 
share) in 2 W .  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 the 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 to 
the Consolidated Financial Statements "Energy Services - Discontinued 
Operations" for further details.) 

Also as noted previously, at the end of 2004, Key5pan 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 pretax 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 financial statements of the Gas Distribution segment reflect the 
ratemaking policies 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, 
"Accounting for the Effects of Certain Types of Regulation." This state- 
ment recognizes the actims of regulators, through the ratemaking 
process, to create future economic benefits and obligations affecting rate 
regulated companies. 

In 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 
levels for a ten-year period ending 2009 and 2008 respectively. Due to the 
length of these base rate freezes, Colonial Gas Company and h e x  Gas 
Company had previously discontinued the application of SFAS 71. 

SFAS 71 allows for the deferral of expenses and income on the 
Consolidated Balance Sheet as regulatory 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 period 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 ewnt that regulation significantly changes the opportunity for 
us to recover costs in the future, all or a portion of our regulated opera- 
tions may no longer meet the criteria for the application of SFAS 71. In 
that event, a writedown of our existing regulatory assets and liabilities 
could result. If 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 income of approximately $630.4 million or $3.60 per share, which 
would be classified as an extraordinary item. In management's opinion, 
our regulated 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 di~ussed under the caption "Regulation and Rate 
Matters." in October 2003 the MADTE rendered its decision on the 
Boston Gas base rate case and Performance Based Rate Plan proposal sub 
mined to the MADTE in April 2003. The rate plans previously in effect for 
KEDNY and KEDU have expired and the rates established in those plans 
remain in effect. EnergyNorth Natural Gas 1nc.t base rates continue as set 
by the NHWC in 1993. The continued application of SFAS 71 to record 



the activities of these subsidiaries is contingent upon the actions of regula- Based on the results of an asset and liability study projecting asset 
tors with regard to future rate plans. As part of its application for approval returns and expected benefit payments over a 1Oyear period. KeySpan 
of the KeySpan I National Grid plc Merger, KeySpan has filed proposed 
rate plans for KEDNY and KEDLl with the NYPSC. In addition, ind'vldual 
applications for a proposed annual increase in revenues for KEDNY and 
KEDU were filed. The ultimate resolution of any future rate plans could 
have a significant impact on the application 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 regulatory assets and lia- 
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 
("OPEB") 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 lwel 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 resulks 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 haw a recovery mechanism in place for changes in 
postretirement costs.) Further, changes in postretirement expenses associ- 
ated with subsidiaries that service the UPA 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% (pretax), net of expenses. This is an appre 
priate long-term expected rate of return on assets based on KeySpan's 
inwstment strategy, asset allocation and the historical performance of 
equity and fixed income investments over long periods of time. The actual 
10 year compound annual 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. 
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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 in, rease in the assumed Ion! 
of return on plan assets mpacted 2006 expense b 
mately $6 million, before oererrals. 

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 stretirement reserve balance and a 
debit to acc mive income before taxes and 
deferrals. 

At January 1, 2006, the assumed discount rate used to det 
postretirement obligations was 5.75%. A 25 basis point increan 
decrease in the assumed discount rate at the beginning of the ytd~ wuulu 

have impacted 2006 expense by approximately $16 million. before deferrals. 
Our health care cost trend assumptions are developed based on his- 

torical cost data, the near-term outlook and an assessment of likely long- 
term trends. The salary growth assumptions reflect our long-term outlook. 

Historically, we haw 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 balance in ex( 
ERISA minimum funding requirements and as a result KeySpan 
required to make any contributions to its qualified pension pla~ 
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 f 
requirements are heavily dependent on actual return on plan a 
prevailing interest rates. 
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Valuation of Derivative lnrtnnnents 
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 assodated with our electric energy sales from the 
Ravenwood 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 d u e  are recorded in accumulated other compre- 
hensive income, (in line with effectiveness measurements) and are not 
recorded through earnings until the derivative positions are settled. 
With respect to those derivative instruments that are not designated 
as hedging instruments, such der ivat i i  are accounted for on the 
Consolidated Balance Sheet at fair value, with all changes in fair value 
reported in earnings. 

When available, quoted market prices are used to recod 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. Additionally, we use ~ r k e t  
quoted folward prices for commodities that are not exchange traded. 
such as No. 6 grade fuel oil and dectric pwver swaps. The fair value of 
our electric capacity hedge is based on published NYlSO capacity bidding 
prices. Further, if no active market exists for a commodity, fair values may 
be based on pricing models. 

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. 

All fair value measurements, whether calculated using available 
quotes or other valuation techniqws, are subjective and subject to fluctu- 
ations in commodity prices, interest 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. 

D iv idends  
KeySpan's annual dividend rate for 2007 is 11.90 per common share. Our 
dividend framework is reviaved 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 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 KEMI 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 utili- 
ties may not be increased fmm current levels if a 40 basis point penalty is 
incurred under the customer sew~e  performance prcgram. At the end of 
KEDNY's and KEDU'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. 

Regu la t ion  a n d  Rate Ma t te r s  

Gas Distribution 
On September 30,2002. KEDNY's rate agreement with the NYPSC 
expired. Under the t e n s  of the agreement the then current gas distribu- 
tion rates and all other provisions, including the earnings sharing pmvision 
(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 
provision pursumt to whch it is required to credit firm customers with 
60% of any utility earnings 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 bas's points above such 
threshold level. KEDNY did not earn above a 13.25% return on equity in 
its rate year ended September 30,2006. 

On November 30,2000, KEDLl's rate agreement with the NYPSC 
expired. Under the terms of the agreement, the then current gas dstribu- 
tion rates and all other provisions, including the earnings sharing 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 utility earnings in excess of a return on 
equity of 12.10%. KEDLI did not earn above an 11.10% return on equity 
in its rate year ended November 30, 2006. 

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

Emon 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 appmved a $25.9 million 
increase in base revenues for Boston Gas with an allowed return 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 
11.1 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 1,2M)6, the MADTE approved a base rate increase of 
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$8.6 million under the Plan. In addition, an inaease of 12.7 million in the 
local distribution adjustment clause was approved to recover pension 
and other postretirement costs. The MADTE a b  approved a true-up 
mechanism for pension and other postretirement benefit costs under 
which variations between actual pension 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 canying 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 chanses 
in tax laws, accounting changes, or regulatory, judicial, or legislati) 
changes. Due to the length of the base rate freeze, Colonial Gas ( 
tinued its application of SFAS 71. Essex Gas is also under a ten-ye;, 
base rate freez ed its applica 71. 
EnergyNorth N s continue as HPUC 
in 1993. 

In December 2005, Boston Gas received a MADTE order permitting 
regulatory 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, 2006, the 
MADTE granted Boston Gas recovery of 612 million of the 2005 g 
component of bad debt write-offs from Boston Gas ratepayers be1 
November 1, 2006. This amount is being recovered through the cc 
gas adjustment clause. 
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Electric Rate Matters 
KeySpan sells to LlPA all of tlle CdpaCliy 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 UPA in 1998. The original FERC 
approved rates, which had been in effect since May 1998, expired on 
December 31,2003. On October 1,2004 the FERC approved a settlement 
reached between KeySpan and LIPA to reset rates effective January I, 
2004. Under the new agreement, KeySpan3 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 LlPA entered into 
(i) an amended and restated Management Services Agreement; (ii) a new 
Option and Purchase and Sale Agreement, to replace the Generati 
Purchase Rights Agreement as amended; and (iii) a Settlement Agl 
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resolving outstanding issues between the parties regarding the 1998 LlPA 
Agreements. (See Electric Services - "LIPA Agreements" for a discussion of 
the 2006 settlement between KeySpan and LlPA regarding the current 
contractual agreements.) 
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The Energy Policy Act of 2005 and the Public Utility Hold 
Company Acts of 1935 and 2005 
In August 2005, the Energy Policy Act of 2005 (th 3") was 
enacted by Congress and signed into law by the P le  United 
Sates of America. The Energy Act is a broad based energy MI that nlaces 
an increased emphasis on the production of energy and promc 
development of new technologies and alternative energy sourc 
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 SE HCA 2005. 

Pursua EC no longer has jurisdicti 
our holding company activities, other than those traditionally assoclated 
with the registration and issuance of our securities under the federal secu- 
rities laws. FERC now has jurisdiction over certain of our holding company 
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activities, including (i) regulating certain transactions among our affiliates 
within our holding company system; (ii) governing the issuance, acquisi- 
tion and disposition of securities and assets by cettain of our public utility 
subsidiaries; and (iii) approving certain utility mergers and acquisitions. 
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Electric Services - LlPA Agreemenl 
LlPA is a corporate municipal instrumc 
the State of New York. On Mav 28. 1 
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were merged with KeySpan and LlLCOs common stoc~ ana remaining 
assets were acquired by LIPA. At the time of this transaction, KWSpan and . . 

LlPA entered into threemajor long-term service agreements that (i) pro- 
vide to UPA all operation, maintenance and construction services and 
significant administrative services relating to the Long lsland electric 
transmission and distribution system ("T&D System") pursuant to the 
Management Services Agreement (the "1998 MSA); (ii) supply LlPA with 
electric generating capacty, energy conversion and ancillary services from 
our Long lsland generating units pursuant to the Power Supply Agreement 
(the "1998 PSA") and other long-term agreements through which we 
provide LlPA with approximately one half of its customers' energy needs; 
and (iii) manage all aspects of the fuel supply for our Long lsland generat- 
ing facilities, as well as all aspects of the capacity and energy owned by or 
under contract to LlPA pursuant to the Energy Management Agreement 
(the "1998 EMA"). We also purchase energy, capadty and ancillary servic- 
es in the open market on LIPNs 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 LlPA Agreements. 



On February 1,2006, KeySpan and LlPA entered into (i) an amended 
and restated Management Selvices Agreement (the "2006 MSA), pur- 
suant to which KeySpan will continue to operate and maintain the electric 
T&D System owned by LlPA 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 LlPA had the option, through December 15,2005, to 
acquire substantially all of the electric generating facilities owned by 
KeySpan on Long Island; and (iii) a Settlement Agreement (the "2006 
Settlement Agreement") resolving oubtanding 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 UPA Agreements". Each of the 2006 LlPA 
Agreements will become effective as of January 1,2006 upon all of the 
2006 LlPA Agreements receiving the required governmental approvals; 
otherwise none of the 2006 LlPA 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 Attorney 
General. 

2006 Settlement Agreement. Pursuant to the terms of the 2006 
Settlement Agreement, KeySpan and LlPA agreed to resolve issues that 
have existed between the parties relating to the various 1998 LlPA 
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 liability 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 KeySpanLlLCO 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 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 1160 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 LlPA $69 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 the amended GPRA, LlPA had the right to acquire 
certain of KeySpan's Long Island-based generating assets formerly owned 
by LlLCO at fair market value at the time of the exercise of such right. 
LlPA was initially required to make a determination by May 2005, but 
KeySpan and LlPA agreed to extend the date by which LlPA was to make 
this determination to December 15.2005. As part of the 2006 settlement 
behveen KeySpan and LIPA, the parties entered into the 2006 Option 
Agreement whereby LlPA had the option during the period January 1, 
2006 to December 31.2006 to purchase only KeySpan's Far Rockaway 
andlor E.F. Barrett Generating Stations (and certain related assets) at a 
price equal to the net b w k  value of each facility. In December 2006, 
KeySpan and LlPA 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 (ii) 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 LlPA 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 f w  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 
then: (0 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 (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. Pursuant to the 1998 MSA. 
KeySpan manages the day-today 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 
electricsales on Long Island exceeding a base amount of 16,558 gigawatt 



hours, increasing by 1.7% in each year. Above that level, KeySpan will the number of megawatt hours dispatched. LlPA has no obligation to pur- 
receiw approximately 1.34 cents per kilowatt hour for the first contract chase energy conversion services from KeySpan and is able to purchase 
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 limi- 
tations, KeySpan will be able to retain all operational efficiencies realized 
during the term of the 2006 MSA. 

LlPA will continue to reimburse KeySpan for certain expenditures 
incurred in connection with the operation and maintenance of the T&D 
System, and ott made on behalf of LIPA, including: real prop- 
wty and other 1 axes, 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 
to financial and other non-cost penalties (such financial penalties not to 
exceed 17 million in the aggregate for all performance metric 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 Interruption Duration lndex (two out of three consecutive 
years) and Customer Satisfaction lndex (three consecutive years), will 
constitute an went of default under the 2006 MSA. 

In the event LIPA sells the T&D System to a private entity during the 
term of the 2006 MSA, LlPA 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) 128 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 UPA Agreements will be effective retroactive 
to January 1,2006. Key5pan's reported operating Income and net income 
for 2006, under the 2006 MSA, are substantially the same as they would 
haw been if the terms and provisions of the 1998 MSA had continued to 
be applied. At this point in time, KeySpan is unable toestimate what the 
impact would be to its results of operations, financial position and cash 
flows if the 2006 LlPA Agreements do not become ful) effmive. 

Power Supply Agreements. KeySpan sells to LlPA 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 pproved by the 
FERC. Since October 1,2004, p ,oved settlement, 
the rates reflect a cost of equio io approved updat- 
ed operating and maintenance expense levels and Key5pan's recovery of 
certain other costs as agreed to by the parties. Rates charged to LlPA 
include a fixed and variable component. The variable component is billed 
to LIPA on a monthly per megawatt hour basis and is dependent on 
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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 efficiencyof the generating facilities. In 2006, we earned $4.0 million 
in incentives under this agreement. 

The 1998 PSA has a term of fifteen years through May 2013, with 
LlPA having the option to renw the 1998 PSA for an additional fifteen 
year term. If the 2006 LlPA Agreements receive the requisite governmental 
apprwals and become effective and if LlPA exercises its rights under the 
2006 Option Agreement to purchase the two generating plants, then LlPA 
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. 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 
comoonent of the 1998 PSA. 
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Energy Managemen1 ~ t .  The 1998 EMA provides for 
KeySpan to procure and r iupplies on behalf of LIPA to fuel 
the generating facilities u t to i t  and perform off-system 
capacity and energy purchases on a least-cost basis to meet LIPNs 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. LlPA 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 
related to fuel purchases and off-system power purchases. In 2006. we 
earned EMA incentives in an aggregate of 15.0 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 described was eight years, which expired on May 28. 2006. In 
March 2005, UPA 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. 
LlPA has not 
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In the event LIPA exercises its rights under the 2006 Option Agree- 
ment. KeySpan and LlPA wil enter into an amendment to the 1998 EMA 
reflecting that the facilities that LlPA 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 will offset 
the reduction in any fees earned by KeySpan pursuant to the 1998 EMA. 

Under the 1998 LlPA Agreements and the 2006 LlPA 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 long-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 LlPA 
PPAs"). Under the terms of the 2002 LlPA PPAs, these subsidiaries sell 
capacity, energy conversion services and ancillary senices to LIPA. Each 
plant is designed to produce 79.9 MW. Pursuant to the 2002 UPA PPAs, 
LlPA pays a monthly capacity fee, which guarantees full recovery of each 
plant's construction costs, as well as an appropriate rate of return on 
investment. 

Ravenswood Generating Station 
We currently sell capacity, energy and ancillary services asxxiated with the 
Ravenwood Generating Station thmugh a bidding process into the NYlSO 
energy and capacity markets. Energy is sold on both a dsy-ahead and a 
real-time basis. We also have the ability to enter into bilateral transactions 
to sell all or a portion of the energy produced by the Ravenwood 
Generating Station to load sewing entities, i.e. entities that sell to end- 
users or to broken and marketers. 

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

have on the 2006 LlPA Agreements and the receipt and timing of govern- 
mental approvals relating thereto. 

Pursuant to indemnity obligations contained in the LlLCO I KeySpan 
Merger Agreement, KeySpan had been in discussions with the IRS with 
regard to LlLCOf tax returns for the tax years ended December 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 KevS~an's tax returns for the vears ended 2002 and 2003. 
At this time, we & k t  predict the result of these audits. (See Note 3 to 
the Consolidated Financial Statements "Income Taxes" for 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 
deanup 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, envimnmental 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 associated with the Rawnswood 
Generating Station, will be approximately $361.1 million and we haw 
recorded a related liability for such amount. We have also recorded an 
additional $1 1.4 million liability, representing the estimated envimnmental 
cleanup c o N  related to a former coal tar processing facility. As of 
December 31,2006, we haveexpended a total 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 all 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 risk management techniques for non-trading 
purposes, including hedging thmugh 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 periodic cost of such employ- 
ee 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 regulated gas businesses; the sale of commodities and serv- 
ices to LlPA and the NYISO; 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- 

vision for the future of competitive markets and guidelines 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 
items, that utilities' 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 competitiw and potentially competitive services currently per- 
formed by utilities from the cost of providing local distribution service. The 
objective of unbundling 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 

ices to energy marketing and oil and gas production companies. competitive services that, once approved by the NYPSC, would replace 
We have regional concentration of credit risk due to receivables from existing backout credits for these services established in prior proceedings. 
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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. 
Customen' pa Is are monito mistaken, when 
appropriate an ice with vari~ y requirements. 

We also I,,., .,,,,. ,,;k from LIPA, ,,, ,,,,,,. ,ustomer, and from 
other energy and financial services companies. Counterparty aedit 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 monitor 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 declined, or credit exposure exceeds certain levels, we may 
limit 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 Environme~ 
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 Indusny 
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The NYPSC a b  asked utilities to file with the unbundled cost studies a 
lost revenue recovery mechanism that would permit the utility 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 Oaober 3, 2006, KEDNY and 
KEDLl filed proposed new unbundled rates. The p undled 
supply rates were $0.58/dth and IO.2Udth for KE DLI, respec- 
tively, which would replace their current supply functlon backout credits of 
IO.2lldth and 10.19ldlh. 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 10.78 
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 
commodity provider for the billing service at the same unbundled billing 
rate credite omer's utility bill, which eliminates the risk of lost 
revenue. In !re is a risk of lost revenue with respect to the 
unbundled if KEDNY and KEDLl are not able to avoid costs, 
such as credlt and collections and pmmotional advertising expense, at the 

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 



same pace as these costs are credited to customers who migrate to com- 
petitive gas suppliers. KEDNY and KEDLl proposed to recover any such rev- 
enue loss through their respective balancing accounts. KEDNY and KEDLl 
made the same proposals for new unbundled rates and lost revenue 
recovery 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 selling 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 reexamine 
whether the upstream capacity market has been sufficiently competitive to 
allow voluntary capacity assignment. On June 6, 2005. the MADE issued 
an order in its continuing investigation into gas unbundling 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 to all commercial and residential 
customers. The New Hampshire unbundling program provides for manda- 
tory capacity assignment similar to the Massachusetts rules. 

In September 2006, Boston Gas filed its third annual Performance 
Based Rate ("PER") 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 112 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 deci- 
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 NYlSO 
requested that FERC approve a bid cap on such reserves, as well as requir- 
ing a refunding of so 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 resews, retroactive refunds, recalculation of reserve prices, etc., 
were rejected. 

The NYISO. The Consolidated 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 Consolidated 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 NYlSO 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 requested by the Court as to why 
refunds were not being ordered. The NYlSO and various 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 NYlSO 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 NYlSO 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- 
sistencies in the input files used in the Multi Area Reliability Simulation 
(MARS) computer program that is used to determine the statewide 
installed 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 NYlSO 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 
NYlSO Board of Directors denied KeySpan's appeal on April 3, 2006 
and the "in-City"ocationa1 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 sewices from our Ravenswood Generating Station. 
Approximately, 1000 MW of additional capacity came on line in 2006. 
We can not be certain as to the nature of future New York City energy, 
capacity or ancillary services market requirements or design. 
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NYISO In-C ty Mitigation 
The NYPSC, Con talson and other load sewing entities ("LSEs") com- 
plained to the NYlSO 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 
NYISO 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 NYlSO 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 Key5pan. 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 $lOSlkW-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% 
or more above 'l8UkW-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 total market cost of 
capacity by 3 %  or more as compared to the total cost of capacity derived 
using those generators' B82kW-year reference bid, then the offer will be 
mitigated to 'l82kW-year. 

The NYISO's Management Committee and NYISO's Board of Directors 
approved the above proposal, notwithstanding Keyspank analysis and 
objections. The NYlSO filed the mitigation measures with the FERC for 
approval. KeySpan intervened and protested the filing, which is pending 
at FERC. At this time, le to predict 
ceeding and what effi eon our fin; 
operations, and cash 1 rer, adoption ie 
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 Agrc 
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NYlSO May 2006 In-City Capacity Market Error 
On December 1 ,  2006. the NYlSO filed a complaint against > c r ~ s ~ u r ~ d  
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 relation to its auctions for the sale of capacity to the NYISO 
market. As a result, a certain amount of capacity that was sold in the May 
2006 auctions was determined by the NYISO to be ineligible. In its com- 
plaint, the NYlSO proposes to impose a deficiency charge against Astoria 
for the improperly-certified capacity. The NYlSO 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 Capadty 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 NYlSO 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 received $23.3 million less than it would have if 
the NYISO had followed the tariff. 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 Key5pan's results of operations, financial position and cash flows. 



ITEM 7A. Quantitative and Qualitative Disclosures appropriate to do so. Seneca-Upshur utilizes OTC natural gas swaps to 
About Market Risk hedge cash flow variability associated with forecasted sales of natural gas. 

Commodity 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 commodity price risk primarily with 
regard to its gas distribution operations, gas production and development 
activities and its electric generating facilities. Our gas distribution opera- 
tions utilize over-thecounter ("OTC") natural gas and fuel oil swaps to 
hedge the cash-flow variability of specified portions of gas purchases and 
sales associated with certain largevolume customers when economically 

Commodity Derivative lnstruments 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 oil that will be con- 
sumed during the generation of electricity. The Ravenswwd 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 def~ative financial instruments that were outstanding at December 31, 2006. 

TYPE OF CONTRACl YEAR OF VOLUMES FIXED PRICE CURRENT PRICE FAIR VALUE 
GAS MATURITY (MMCF) (5) 6) (I MILLIONS) 

Swaps/Futures - Lonq Natural Gas 2007 8.565 7.68 - 11.94 5.84 - 7.93 (17.3) 

OTC 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 - 8.90 (2.5) 
2009 1.314 7.60 - 10.90 7.21 -8.89 0.9 

Optimization Contract 2007 - - - 1.4 
13,933 (20.3) 

TYPE OF CONTRACl YEAR OF VOLUMES FIXED PRICE CURRENT PRICE FAIR VALUE 
OIL MATURITY (BARRELS) (5) (I) (S MILLIONS) 

Swaos - Lona Fuel Oil 2007 726.708 5035-6908 45.74 - 57.1 1 (6 9) 

TYPE OF CONTRACT YEAR OF FIXED PRICE CURRENT PRICE FAIR VALUE 
ELECTRICITY MATURITY MWh 6) 6) (5 MILLIONS) 

Swaps - Energy 2007 1,154,018 66.25 - 150.50 57.00 - 118.32 22.4 



The following tables detail the changes in and sources of fair value for the 
above derivatives: 
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Local published indicies 12.3 (0.8) 1 11.5 
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We measure the commodity risk of our derivative hedging instru- 
ments (indicated in the above table) using a sensitiviiy analysis. Based 
on a sensitivity analysis as of December 31. 2006 a 10% increaseldecrease 
in natural gas prices would decreasefincrease the value of derivative 
instruments maturing in one year by $2.4 million. 

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 regulatoty asset or reg- 
ulatofy 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 regulatoty 
reauirements. 

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

TYPE OF CONTRACT YEAR OF "^LUMES CEILING FIXED PRICE CURRENT PRICE FAIR VALUE 
GAS MATURlTI 

Options 2007 
IMCF) 6) (51 ($1 (I MILLIONS) 

,900 7.00 - 8.00 - 6.30 - 6.60 2.7 

Swaps 2007 62.792 

See Note 8 to the Consolidated Fi 
derivative instruments. 

inancial Statc !merits "Hedging, Derivative Financial Instruments, and Fair Valu on of ail our es" for a further descripti 



r r E M  8. Financial S ta tements  a n d  Supp lementary  D a t a  
C O N S O L I D A T E D  B A L A N C E  S H E E T  

On Millions of Dollars) 
DECEMBER 31, 2006 2W5 

Assns 

Current Assets 
Cash and temporary cash investments 
Restricted cash 
Accounts receivable 
Unbilled revenue 
Allowance for uncollectible accounts 
Gas in storage, at average cost 
Material and supplies, at average cost 
Oerivative contracts 
Pre~avments . , 
Other 76.8 78.0 

2,787.0 3,020.1 
Equity Investments and Other 269.7 242.4 

Property 
Gas 
Electric 
Other 
Accumulated depreciation 
Gas Dr0d~ction and develo~ment, at cost 
Accumulated depletion (1 13.7) (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 1 13.812.6 
See accomp1n~rg Nofer to the Consolidadated FiMmial Stafementr 



C O N S O L I D A T E D  B A L A N C E  S H E E T  

DECEMBER 31, -- 
LIABILITIES AND UPllALIZAllON 

Current Liabilities 
Accounts payable and other liabilities 
Commercial paper 
Current maturities of long-term debt and capital leases 
Taxes accrued 
Dividends payable 
Customer deposits 
Interest accrued 
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 69.9 
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 an, serves 1,667 1,118.4 
Derivative contracts 43 44.3 
Other 121 127.5 

3,775.9 3 7 C 7  7 
- 

Commitments and Contingencies (See Note 7) - - 

d other re! 

Capitalization 
Common stock 3,994.0 3,975.9 
Retained earnings 973.7 866.9 
Accumulated other comprehensive loss (175.3) (74.8) 
Treasury stock (273.6) (303.9) 
Total common shareholders' equity 4,518.8 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 1 13,812.6 
See accompanying Noles to the Conso!fdated Financial Sralemenb. 



C O N S O L I D A T E D  S T A T E M E N T  O F  I N C O M E  

(In Millions oJDollorr, Except Per Shan Amounts) 

YEAR ENDED DECEMBER 31. 2006 2005 2004 

Revenues 
Gas Distribution S 5,062.6 $ 5,390.1 $ 4,407.3 
Electric Services 1,880.6 2.042.7 1,738.7 
Energy Services 203.4 191.2 182.4 
Houston Exploration - - 268.1 
Energy Investments 35.0 38.0 54.0 
Total Revenues 7,181.6 7,662.0 6,650.5 
Operating Expenses 
Purchased gas for resale 3,331.5 3,597.3 2,664.5 
Fuel and purchased power 548.6 752.1 540.3 
Operations and maintenance 1,680.0 1,617.9 1.567.0 
Depreciation, depletion and amortization 397.5 396.5 551.8 
O~eratinq taxes 411.2 407.1 404.2 
Impairment charges - 41.0 
Total Operating Expenses 6,368.8 6.770.9 5,768.8 
Gain on sale of ~ r o ~ e r l v  1.6 1.6 7.0 , . ,  
Income from equity investments 13.1 15.1 46.5 
Operating Income 827.5 907.8 935.3 
Other lncome and (Deductions) 
Interest charges 
Sale of subsidiary stock 
Cost of debt redemption 
Minority interest 
Other 39.1 16.6 30.6 
Total Other Income and (Deductions) (217.8) (269.9) 4.9 
lncome Taxes 
Current 
Deferred 117.6 32.7 123.6 
Total Income Taxes 175.5 239.3 325.5 
Earnings from Continuing Operations 434.2 398.6 614.7 
Discontinued Operations 
lncome (loss) from operations, net of tax 
Gain (loss) on disposal, net of tax - 2.3 (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 $ 434.2 $ 388.0 $ 458.1 

Basic Earnings Per Share 
Continuing Operations, less preferred stock dividends $ 2.48 1 2.33 1 3.80 
Discontinued Operations - (0.01) (0.94) 
Cumulative Change in Accounting Principles - (0.04) - 
Basic Earnings Per Share $ 2.48 $ 2.28 1 2.86 
Diluted Earnings Per Share 
Continuing Operations, less preferred stock dividends $ 2.46 1 2.32 $ 3.78 
Discontinued Operations - (0.01) (0.94) 
Cumulative Change in Accounting Principls - (0.04) - 
Diluted Earnings Per Share $ 2.46 $ 2.27 1 2.84 

Average Common Shares Outstanding (000) 175.040 169,940 160,294 
Average Common Shares Outstanding - Diluted (000) 176.151 170,801 161,277 

See accompanyg Nola ro the Consolidatw' Financial Staremenfs. 
53 



C O N S O L I D A T E D  S T A T E M E N T  O F  C A S H  F L O W 5  

- 
YEAR ENDED Df 

Operating Ac 
Net income 
Adjustments t o  reconcile net income t o  net cash 

provided by (used in) operating activities 
Depreciation, depletion and amortization 
Deferred income tax 
lncome from equity investments 
Dividends from equity investments 
Amortization of financing fees / interest rate swaps 
Gain on sale of investments and property 
Hedging (gain)/losses 
Amortization of property taxes 
Impairment charges 
Loss from discontinued operations 
Cumulative change in accounting principle 
Minority interest 
Changes in assets and liabilities 
Accounts receivable 
Materials and supplies, fuel oil and gas in storage 
Accounts payable and accrued expenses 
Prepaid property taxes 
Reserve payments 
Insurance settlements 

- 
(In Mill 

5 

Other (6.8) (6.5) (16.6) 
Net Cash Provided by Continuing Operating Activities 1,058.6 403.3 750.1 
lnvesting Activities 
construction expenditures 
Cost of removal 
Net proceeds from sale of I investments Jroperty and 

, - J L ~ ~  - -~~.  Derivative margin call (33.9) (8.9) - 
Net Cash (used in) Provioeo oy condnuing l nves~~ng  ~ n t v l t i e s  (588.9) (529.2) 234.7 
Financing Activities 
Treasury stock issued 
Common stock issuance 
lssuance of long-term debt 
Payment of long-term debt 
lssuance I (payment) of commercial paper 
Redemption of preferred stock 
Net proceeds from salelleaseback transaction 
Common and preferred stock dividends paid 
Gain on interest rate swap 
u,.,L, -. 
Net Cash (Used in) Continuing Financing Activiti - . - - . -. . . - - -- 
Net Increase (Decrease) In Casn an0 Casn Eq-ivalen 
Cash Flow from Discontinued Operations - Operating Activities 
Cash Flow from Discontinued Operations - Investing Activities 
Cash Flow from Discontinued Operations - Financinq Activities 
Cash and Cash Equivalents at Beginning of Period 124.5 922.0 7n2 A 

Cash and Cash Equivalents at End of Period $ 210.9 $ 124.5 
Interest Paid 4 256.9 $ 262.7 
Income Tax Paid $ 175.7 $ 198.8 ) ILLS! 

See accompanying Nore ro rhe ConsoI~daredFinanc~alStatementr 



C O N S O L I D A T E D  S T A T E M E N T  O F  R E T A I N E D  E A R N I N G S  

(In Millions oJDollarr) 
YEUI ENDED DECEMBER 31, 2006 2005 2004 

Balance a t  Beginning of Period $ 866.9 $ 792.2 1 621.4 
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 
Cash dividends declared on preferred stock - 2.2 5.6 
Balance a t  End of Period 1 973.7 1 866.9 1 792.2 

C O N S O L I D A T E D  S T A T E M E N T  O F  C O M P R E H E N S I V E  I N C O M E  

(In Millions of Dollars) 
YEAR ENDED DECEMBER 31. 2006 2W5 2004 

Net Income $434.2 $390.2 $463.7 
Other comprehensive income, net of tax 
Reclassification of (gains) losses included in net income 
Unrealized gains (losses) on derivative financial instruments 
Deconsolidation of certain subsidiaries 
Foreign currency translation adjustments 
Unrealized gains (losses) on marketable securities 
Premium on derivative instrument 
Accrued unfunded pension obligation 37.9 (3.7) (7.8) 
Other comprehensive income (loss), net of tax 47.5 (20.5) 5.6 
Comprehensive Income $481.7 1369.7 1469.3 
Related tax (benefit) exDense . . 
Reclassification of (gains) losses included in net income 
Unrealized gains (losses) on deiwative financial instruments 
Deconsolidation of certain subsidiaries 
Foreign currency translation adjustments 
Unrealized gains (losses) on marketable securities 
Premium on derivative instrument 
Accmed unfunded pension obligation 20.4 (2.1) (4.2) 
Total Tax Expense (Benefit) S 27.2 1 (12.9) $ 2.9 
Seeaccompanying Notes to the Conmlrddted Financbl S i a t m B  



C O N S O L I D A T E D  S T A T E M E N T  O F  C A P I T A L I Z A T I O N  

CEMBER 31. 
2 2006 005 2005 

SHARES ISSUED 
Common Shareholders' Equity 
Common stock. 10.01 par value 184,864.1 24 184,864,124 $ 1.8 1 1.8 
Premium on capital stock = nn, -, 3,974.1 
Retained earnings 866.9 
Accumulated other compn (74.8) 
Treasury stock (9,451,408) (10,495,743) , - . - . - , (303.9) 
Total Common Shareholders' Equity 175,412,716 174,368,381 4,518.8 4,464.1 

2hensive loss 

Long -Term Debt INTEREST RATE MANRlTY 

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 

Total Gas Facilities Revenue Bonds 

4 
Bonds 
Bonds 
8 a,.. 

Promissory Notes t o  LIP1 
Pollution Control Revenue 5.1 5% 2016 - 2025 108.0 108.0 
Electric Facilities Revenue I 5.30% 2023 - 2025 47.4 47.4 
Total Promissory Notes to L I ~ H  155 155.4 

Industrial Development Bonds 5.25% 2027 128 
First Mortgage Bonds 6.34% - 8.80% 2008 - 2028 35 
Authority Financing Notes Variable 2027 - 2028 66 
Ravenswood Master Lease & Capital Leases 2007 - 2014 422 
Subtotal 4.432.. 
Unamortized interest rate hedge and debt discount (29.2) 
Derivative impact on debt 16.8 
Less: current maturities 1.2 
Total Long-Term Debt 
Total Capitalization 

See accompanying liiofes to fhe (YIIXIIZUOLN n i ~ o ~ ~ d l  ~ ~ d r n ~ r n h  



N O T E S  T O  T H E  C O N S O L I D A T E D  F I N A N C I A L  S T A T E M E N T S  

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 Island, 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 operate 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 involved in gas production and development; underground 
gas storage; liquefied natural gas storage; retail electric marketing; large 
energy-system ownership, installation and management; service and 
maintenance of energy systems; and engineering and consulting services. 

New Hampshire Public Utility Commission. In October 2006, the State of 
New Jersey Board of Public Utilities approved a change of control 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 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 struc- 
ture and affiliate rules, the rate treatment for synergy savings and for low 
income and energy efficiency programs, among others. Specifically, the 
rate plan proposals provide for, among other things, a freeze of base 
delivery rates for KEDNY and KEDLl for 18 months. Thereafter, KEDNY's 
and KEDLl'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 KEDLl that would no longer be included 
in base rates. In addition, KEDNY and KEDLI base delive~y rates would be 
increased by an average of 2.5% (662.4 million) and 2.3% ($39.4 mil- 

We also invest and participate in the development of natural gas lion), respeaively in 3.5,7 and 9 of the rate plans.The proposed 
pipelines, electric generation and other energy-related projects. (See Note rate plans contemplate an allowed return on equity of 11.0% for each 
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 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 condi- 
tions, including but not limited to the receipt of requisite regulatory 
approvals from certain United States federal and state public utility, 
antitrust and other regulatory authorities, all of which have been filed 
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 requisite approval was obtained from the 
Federal Energy Regulatory Commission ("FERC"). In early July 2006, we 
cleared review by the Federal Trade Commission under the Hart-Scott- 
Rodino Antitrust Improvement Act and received notification that the 
Comminee on Foreign Investment in the U.S. has determined that there 
are no issues of national 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 

entity. Cumulative earnings above 11.75% would be shared between gas 
sales customers and KeySpan over the rate plan period. On October 3. 
2006 National Grid plc 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 KEDLl filed with the NYPSC individual applications for pro- 
posed annual inaeases in revenues, which applications assumed that 
KEDNY and KEDLI remained as stand-alone companiel The proposed rev- 
enue inaeases 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. KEDLl's last base rate increase took effect December 
1, 1995. Since that time, KEDLl'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 1180.7 million for KEDNY and 1145 
million for KEDLI; and (ii) projected increases of $32.8 million and 113.6 
million for KEDNY and KEDLI, respectively, for gas-related expenses that 
will be recovered through the Gas Adjustment Clause ("GAC") andlor 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 to eleven months which would mean, absent other inter- 
vening events, an effective date of September 3, 2007 for new rates. 
Although KEDNY and KEDLl proposed the new rates described above in 
these tariff 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 plc 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 (AH) are scheduled 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 hearing5 Ultimately, 
the NYPSC may accept, reject, or modify all or any part of the AU'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 
regulatory 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 Corporation, 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 lsland 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 utility operating in 
central New Hampshire. 

At December 31,2005, KeySpan was a holding company ur~uer llle 

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 
inaeased 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 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 (iii) 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 indel 
operations or source of income of our own and conduct all o8 
operations through our subsidiaries and, as a result, we depend on the 
earnings 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 consolidated assets. 
earnings and cash flow is derived from the operations of our regulated 
utility subsidiaries, whose legal authority to pay dividends or make other 
distributions to us is subject to regulation by state regulatory authorities. 

Pursuant to NYPSC orders, 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 d/b/a 
KeySpan Energy Delivery Long lsland ("KEDLI") distribute gas to cus- 
tomers in the Boroughs of Brooklyn, Staten Island, a portion of the 
Borough of Queens in New York City, and the counties of Nassau and 
Suffolk on Long lsland and the Rockaway Peninsula in Queens, respec- 
tively; Boston Gas Com~ 31 Gas Company and Essex Gas 
Company, each doing b ?ySpan Energy Delivery New England 
("KEDNE"), distribute gm tu ~ustulllers in southern, eastern and central 
Massachusetts; and EnergyNorth Natural Gas, Inc., dlbla KeySpan Energy 
Delively 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 generat i 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 .I million electric customers of the 
Long lsland Power Authority ("LIPA"). On February 1, 2006, KeySpan and 
LlPA entered into agreements to extend, amend and restate these con- 
tractual arrangements. See Note 11 "2006 LlPA Settlement" 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; liber 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. 
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(See Note 2, "Business Segments" for additional information on each 
operating 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 liabilities 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 f o r  the Effects o f  Rate Regulation 
The accounting records for our six regulated gas utilities are maintained 
in accordance with the Uniform System of Accounts prescribed by the 
NYPSC, the NHPUC, and the MADTE. Our 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 
enterpriser 

Four of our six regulated 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 prmess, to create future 
economic benefits 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 Colonial 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 ofDollorr) 
DECEMBER 31, 2006 2005 

Regulatory Assets 
Regulatory tax asset 1 3 0 . 2  133 .4  
Propeny and other taxes 95.0 53.8 
Environmental costs 416.7 454.7 
Postretirement benefits 364.6 109.3 
Costs associated with the KeySpanRILCO transaction 15.6 27.3 
Derivative financial instruments 196.3 30.9 
Other 15.4 9.8 
Total Regulatoryksets 1,133.8 719.2 
Regulatory Liabilities 
Derivative financial insbuments (120.6) (175.4) 
Miscellaneous (43.4) (69.9) 
Total Regulatory Liabilities (164.0) (245.3) 
Net Reaulatow Assets 969.8 473.9 
Removal Costs Recovered (556.2) (516.4) 

1 413.6 1 (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 KeySpanlLllCO transaction cost deferrals. We also record 
carrying charges on our regulatory liabilities except for the current market 
value of our derivative financial instmments.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 111.3 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 bimonthly 
on a cycle basis. Revenues include unbilled amounts related 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 
through the operation of gas adjustment clauses ("GAC") included in 
utility 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 certain on-system inter- 
ruptible sales are refunded, for the most part, to firm customers subject 
to certain sharing provisions. 

The New York and Long Island gas utility tariis contain weather 
normalization adjustments that largely offset shortfalls or excesses of fin 
net revenues (revenues less gas costs and revenue taxes) during a heat- 
ing season due to variations from normal 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, Derivative Financial Instruments and Fair Values" for addi- 
tional information on these derivatives.) 

In December 2005. The Boston Gas Company ("Boston Gas") 
received a MAOTE order permitting regulatory recovery of the 2004 gas 
cost component of bad debt write-offs.This was approved for full recov- 
ery as an exogenous cost effective 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 LlPA for management of LIPA's transmission and distribution system 
("T&D System"), electric generation, and procurement of fuel, and (ii): 
subsidiaries that own, lease and operate the 2,200 megawatt ("MW") 
Ravenswood electric generation facility ("Ravenswood Facility") and the 
250 MW combined cycle generating facility located at the Ravenswood 
facility site ("Ravenswood Expansion"). Collectively, the Ravenswood 
Facility and Ravenswood Expansion are referred to as the Ravenswood 
Generating Station. 

LlPA Agreements: 
In 1998, KeySpan and LlPA entered into three major long-term service 
agreements that (i) provide to LlPA all operation, maintenance and 
construction services and significant administrative services relating to the 
Long lsland electric T&O System pursuant to the Management Services 
Agreement (the "1998 MSA"); (ii) supply LlPA with electric generating 
capacity, energy conversion and ancillary services from our Long lsland 
generating units pursuant to the Power Supply Agreement (the " 1998 
PSA"); and (iii) manage all aspects of the fuel supply for our Long lsland 
generating facilities, as well as all aspects of the capacity and energy 
owned by or under contract to LlPA 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 LlPAAgreements and are 
discussed in greater detail below. 

On February 1,2006, KeySpan and LlPA 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 LlPA 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 LlPA 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 LlPA Agreements. The 2006 MSA, the 2006 
Option Agreement and the 2006 Settlement Agreement are collectively 
referred to herein as the "2006 LlPAAgreements." Each of the 2006 LlPA 
agreements will become effective upon all of the 2006 LlPAAgreements 
receiving the required governmental approvals; otherwise none of the 
2006 LlPA Agreements will become effective. These agreements will 
become effective following approval by the New York State Comptroller's 
Office and the New York State Anorney General. Following the announce- 
ment 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 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 LlPAAgreements and the receipt and timing of 
governmental approvals relating thereto. See Note 11, "2006 LlPA 
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 transmission and dis- 
tribution system owned by LlPA 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 6224 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 compensation, is based on electric 
sales on Long lsland 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. 

In addition, KeySpan sells to LlPA under the 1998 PSA all of the 
capacity and, to the extent requested, energy conversion services from 
its 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. Rates charged to LIPA include a fixed and variable 
component.The variable component is billed to LlPA 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 earns 
an annual fee of $1.5 million. In addition, we arrange for off-system sales 
on behalf of LlPA 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 penalties that can total $5 
million annually for performance related to fuel purchases and off-system 
power purchases. The 1998 EMA is expected to 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 llPA (the "PPAs"). Under the terms of the PP& these 
subsidiaries sell capacity, energy conversion services and ancillary services 
to LIPA. Each plant is designed to produce 79.9 MW. Under the PP& 
LIPA pays a monthly capacity fee, which guarantees full recovery of each 
plant's construction costs, as well as an appropriate rate of return 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 commercial customers. Energy sales made by our electric market- 
ing subsidiary are recorded upon delivery of the related commodity 

Rawnswood Generating Station: 
In addition, electric revenues are derived from our investment in the 
2,200 MW Ravenswood electric 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 Obligations, 
Financial Guarantees and Contingencies" for a description of the financ- 
ing arrangements associated with the Ravenswood Generating Station.) 
The Ravenswood Generating Station earns 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 Senricer: Revenues earned by our Energy Sewices 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-plus con- 
tracts and generally are recognized on the percentage-ofiompletion 
method. Fiber optic service revenue is recognized upon delivery of service 

access. We have unearned revenue recorded in deferred aedits and other 
liabilities - other on the Consolidated Balance Sheet totaling $30.3 mil- 
lion and 129.3 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 its 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 oil revenues 
earned by our gas production and development activities are recognized 
using the entitlements method of accounting. Under this method of 
accounting, income is recorded based on the net revenue interest in pro- 
duction or nominated deliveries. Production gas wlume 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 Key5pan 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 activitier (See Note 2 
"Business Segments" for a discussion on the disposition of Houston 
Exploration and Key5pan's remaining gas production and development 
activities) 

E. Utility and  Other Property- Depreciation and  Maintenance 
Property, principally utility gas property is stated at original cost of con- 
struction, which includes allocations of overheads, including taxes and an 
allowance 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. 11.4 million and $7.4 million, respectively. 

Depreciation is provided on a straight-line 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 error 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 million and 1516.4 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 averagl 
depreciable property were as follows: 

YEAR ENDED DECEMBER 31. - 
Electric 

!r property at t December i 
. . .  

We also had $441.5 million of otht 
consisting of assets held primarily by our corporate service subsid.-., .. 
$307.6 million and 1104.2 million in Energy Services assets.The corpo- 
rate service assets consist largely of land, buildings, office equipment and 
furniture, vehicles, computer and telecommunications equipment and sys- 
tems.These assets have depreciable lives 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 
largely of computer equipment and fiber optic cable and related electron- 
ics 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 unless 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. 

E 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 subsidiaries had net 
production and development property in the amount of $73.2 million. 
These assets are accounted for under the full cost method 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. 

tiling test is ( 
the balance 

,ivative finani 
- -  - 

The CI :alculated using natural gas and oil prices in 
effect as ol sheet date, held flat over the life of the reserves. 
We use d e ~  rial 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 guidelines, 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 $6.1 5 per MCF, adjusted for derivative instruments. 

As a result of the disposition 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 indepc 
reservoir engineer during the second quarter of 2004, i t  was ( 
that the remaining proved undeveloped oil reserves held in the jotnt 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 148.2 
million non-cash impairment charge to write down our wholly-owned gas 
production and development subsidiaries' assets. This charge was record- 
ed in depreciation, depletion and amortization on the Consolidated 
Statement of Income. 

Natural gas prices ~d the risk th, 
down to the full cost pool increases when, among other thing, 
gas prices are low or there are signif 
mated proved reserves. 

In 2004, Houston Exploration c, 
ated natural gas and oil properties, as well as some properties under 
development which were not being amortized. For the year ended 
December 31.2004, capitalized interest was $3.4 million. 
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G. Goodwill and Other Intangible Aaeh 
The balance of goodwill and other intangible assets was 11.7 billion at 
December 31. 2006 and December 31, 2005, representing primarily the 
excess of a, ;t over the fair value of nr uired. 
Goodwill at ngible assets reflect the E nergyNorth 
acquisitions, the KeySpanlLlLCO transaction, as well as acquisitions of 
non-utility energy-related service companies and also relates to certain 
ownership interests of 50% or less in energy-related investments, which 
are accounted for under the equity method. 

cquisition CO! 
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The table below summarizes the goodwill and other intangible 
assets balance for each segment at December 31.2006 and 2005: 
p~~~ ~ -- 

(In Millions ojDollon) 
A1 DECEMBER 31, 2006 2005 

Operating Segment 
Gas Distribution 
Enerqy Services .. 
Energy Investments and other 164.2 164.2 

11.666.3 $1,666.3 

As prescribed in SFAS 142 "Goodwill and Other Intangible Assets," 
Key5pan is required to compare the fair value of a reporting unit to its 
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 11.7 billion of recorded goodwill 
and has concluded that the fair value of the business units that have 
recorded goodwill exceed their carrying value. 

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 goodwill impairment charge of 
1108.3 million ($80.3 million after tax, or 10.50 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 (ii) 
$93.9 million as dixontinued 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 
lnvestments segment. In the fourth quarter of 2004 KeySpan recorded 
a partial pre-tax non-cash impairment charge of $26.5 million - 
118.8 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 lnmuments 
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 
portion 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 options 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. All 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 133"). 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 earnings. 
Unrealized gains and losses (on such cash flow hedges) that are recorded 
as other comprehensive income are subsequently reclassified into earn- 
ings concurrent when hedged transactions impact earnings. 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 variability associ- 
ated with the purchase price for a portion of future natural gas purchases 
associated with our Gas Distribution operations. Our 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 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 contram are initially deferred 
and then refunded to or collected from our firm gas sales customers 
consistent with regulatory requirements. 

Physically-Settled Commodii Derivative Instruments Certain of 
our contraas 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 contraas 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 regulated 
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 regulatory liability on the Consolidated Balance Sheet. 

Weather Derivatives: The utility tariffs associated with our New England 
gas distribution operations do not contain weather normalization adjust- 
ments. As a result, fluctuations from normal weather may haw a signifi- 
cant posi t i i  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 



inst~ments pursuant to the requirements of Emerging Issues Task Force 
("EITF") 99-2 "Accounting for Weather Derivatives." In this regard, we 
account for weather derivatives using the "intrinsic value method" as set 
forth in such gl lidance. 

Derivative I nstruments: 
. . 

ie cost Interest Rate I We continually assess tt 
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 to 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. 

I. Equity Investments a n d  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. None 
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. 
lhese funds are invested in corporate owned life insurance policie 
KeySpan records changes in the value of these assets in accordan' 
FASTechnical Bulletin 85-4 "Accounting for the Purchase of Life 
Insurance." As such, increases and decreases in the value of these assets 
are recorded through earnings in the Consolidated Statement of I 
concurrent with the change in the value of the underlying assets. 

'5. 
ce with 

ncome 

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- 
rying 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 theTax Reform Act of 1986, were 
deferred and generally amortized 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 
;is. Gas distribution revenues include the collection of excise taxes, 
ile operating taxes include the related expense. For the years ended 
cember 31.2006, 2005 and 2004, excise taxes collected and paid 

were 160.4 million, 165.8 million and 173.3 million, respectively. 

K. Subsidiary Common Stock l m n c e s  t o  Third Parties 
We follow an accounting policy of income statement recognition for 
parent company gains or losses from issuances of common stock by 
subsidiaries to unaffiliated third parties. 

1. Foreign Currency Translation 
We followed the principles of SFAS 52, "Foreign Currency Translation," 
for recording our investments in foreign affiliates. 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 period 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 
common stock by the weighted average number of shares of common 
stock outstanding during the period. No dilution for any potentially 
anti-dilutive securities is included. Diluted EPS assumes the conversion 
of all potentially dilutive securities and is calculated by dividing earnings 
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, 'Earnings Per Share" our basic 
and diluted EPS are as follows: - 
YEAR ENDED 

- 
(In Mil l i ,  la Amounlr) 

DECEMBER 3 2004 

Earnings for common stock S 434.2 S . 1 458.1 
Weighted average shares 

1s per share 
ngs per share 

outstanding (000) 75.040 169,940 160,294 
Add dilutive securities: 
Options 99 1 861 983 
Performance sharer 120 - - 
Total weighted average shares 

outstanding - assuming A"'"':-- 176,151 170.801 161.277 
Basic earnin$ 1 2.48 1 2.28 1 2.86 
Diluted earni $ 2.46 1 2.27 1 2.84 

N. 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 lncentive Compensation Plan (the 
"Incentive Plan").The lncentive Plan provides for the award of incentive 
stock options non-qualified stock options, performance shares and 
restricted shares. The purpose of the lncentive 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 lncentive 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- The following table presents the actual expense for all of KeySpan's 
ance shares. At December 31. 2006, after adjusting for forfeitures, there stock based compensation awards recorded in the Consolidated 
are approximately 3.0 million shares still eligible to be granted under the Statement of Income for the periods indicated. 
lncentive Plan. In addition, under previous plans, there were an additional 
1.7 million shares authorized for which approximately 1.2 million stock (I" Millions oJDollarr) 

YEAR ENDED DECEMBER 31, 2M)6 2005 2004 
options were awarded. Performance shares 1 8.2 I(l.0) 14.9 

In 2005. KeySpan continued to apply APE Opinion 25 "Accounting Restifled stock 4.1 0.9 0.7 
for Stock Issued to Employees," in accounting for grants awarded prior to Stock options 6.1 5.5 3.7 
January 1,2003. No compensation cost had been recognized for these EDSPP discount 4.8 5.4 4.7 
stock option awards since the exercise prices and market values were Total stock-based compensation included 
equal on the grant dates. Had compensation cost for these plans been in operations and maintenance expense 23.2 10.8 14.0 
determined based on the fair value at the grant dates for awards under Income tax benefit (8.1) (3.8) (4.9) 
the plans consistent with SFAS 123 "Accounting for Stock-Based Total stock based compensation 
Compensation." our net income and earnings per share for the twelve expense, net of tax $15.1 1 7.0 $ 9.1 
months ended December 31,2005 and 2004 would have decreased to 
the pro-forma amounts indicated below: Prior to the adoption of SFAS 123R, Kefipan presented all tax 

benefits for deductions resulting from the exercise of stock options and 
(In o~Dollarr, PwShanAmounu) disqualifying dispositions as operating cash flows in its Consolidated 

YEAR ENDED DECEMBER 31. 2W5 2004 
Earnings available for common stotk: Statement of Cash Flows. SFAS 123R requires the benefits of tax deduc- 

As reported 1388.0 1458.1 tions in excess of recognized compensation expense to be reported 
Add: recorded stock-based compensation as a financing cash flow, rather than as an operating cash flow.This 

expense, net of tax 7.0 9.1 requirement will reduce net operating cash flows and increase net 
Deduct: total stock-based compensation financing cash flows in periods after adoption. Total cash flow will remain 

expense, net of tax (8.9) (12.4) unchanged from what would have been reported under prior 
Pro-forma earnings 1386.1 $454.8 accounting rules. 
Earnings per share: During the twelve months ended December 31,2006,2005 and 
Basic - as reported 1 2.28 1 2.86 2004 cash received from stock options exercised was 131.1 million, 
Basic - pro-forma 1 2.27 2.84 $43.0 million and $32.2 million, respectively. The tax benefit realized for 
Diluted - as reported 
Diluted - pro-forma 

2'27 ' 2'84 tax deductions from stock options exercised during the twelve months ' 2'26 ' 2'82 
ended December 31,2006,2005 and 2004 was less than the recognized 
compensation expense and accordingly there were no excess tax deduc- 

In 2003, Keyspan adopted the prospectiw method of transition of tions reported in the financing seRion of the Consolidated Statement 
accounting for stock based compensation expense in accordance with of Cash Flows. 
SFAS 148 "Accounting for Stock-Based Compensation -Transition and The following represents a discussion of the various awards granted 
Disclosure." Accordingly, compensation expense has been recognized by under our based compensation plans: 
employing the fair value recognition provisions of SFAS 123 for grants 
awarded after January 1,2003. Performance shares 

In JanuafY 2006, KeySpan adopted 123 (revised 2004) 'Share Performance shares were awarded under the lncentive Plan in 2004 and 
Based Payment ("SFAS 123R")." The implementation of this standard 2005 based upon the attainment of overall corporate performance goalr 
required KeySpan to expense certain stock options that had previousl~ performance shares are measured over a three year period by 
been for under the of Opinion 25 and relat- pa,ing Keyspan's total shareholder return to the S&p Utilities 
ed Interpretations, i.e. awards issued prior to January 1.2003. No corn- Group, For actual performance achieved at a threshold level, 50% of the 
pensation cost had been recognized for these fixed stock option plans in award will be granted; for performance achieved at a targeted 
the Consolidated Financial Statements since the exercise prices and mar- level, of the award will be granted; and for performance 
ket values were equal On the grant dates. 'Or the twelve months ended achieved at the maximum level, 150% of the award will be granted. The 
December 31,2006. KeySpan recorded an expense of $1.4 million for 2004 and 2005 awards are being expensed ratably over their remaining 
stock option awards previously accounted for under APE 25 and which performance periods. 
have now fully vested. During 2005, it became apparent to management that the 2003 

performance share award would not be achieved and the 2004 perforrn- 
ance share award would not be achieved at the level of expense being 
recorded. Since these awards meet the definition of a performance 
condition not achieved under SFAS 123, KeySpan reversed the previously 
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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 threeyear 
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 I5O0/o 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 stockholder return, or "TSR," relative to the cumulative three- 
yearTSR for the Standard and Poor's Utilities Group, using a matrix 
approach that encompasses both measures.The ROlC goal will act as the 
primaly trigger. If the ROlC goal performance is below the threshold level, 
all shares shall be forfeited without payment. Upon a change of control, 
performance sh distributed based upon the greater of the 
number of peh res awarded at target level or the number of 
shares earned tesau "11  ~ ~ ~ u a l  performance through the change of con- 
trol date. Perfor ! awards were priced at fair value on 1 
of grant. The ur pensation as of December 31,2006 a 
ed with all of tt,, ,..,,,,,,~,lce share awards was $11.5 million. 

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

Employee Discount Stock Purchase Plan 
KeySpan's Employee Discount Stock Purchase Plan ("EDSPP") allows 
KeySpan employees to purchase 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 stock authorized for issuance 
under the EDSPP 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 stock option grants are estimated on the date of 
the grant using the Black-Scholes option-pricing model. There were no 
stock options granted in 2006. The following table presents the weighted 
average fair ise price and 
and 2004 s 

ares shall be 
mance  sha 
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mance sharc 
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assumptions used for the 
Restricted Stock Awards 
KeySpan has made certain grants of restricted stock to officers and direc- 
tors under the lncentive Plan.Awards of restricted stock were made in 
2002, 2005 and 2006.These awards may not be sold or otherwise trans- 
ferred until certain restrictions have lapsed. The unearned stock-based 
compensation related to the 2002 and 2005 awards was amortized to 
compensation expense over the vesting period. The share-based expense 
for these awards was determined based on the fair value of the stock 
at the date of grant applied to the total number of shares that were 

- 
YEAR ENDED ucrrnmorn >I, zuu2 cuu- .- 
Fair value of grants issued 16.15 1 5.47 
Dividend yield 4.64% 4.74% 
Expected volatility 22.63% 23.48% 
Risk free rate 4.10% 3.22% 
Expeaed live years 6.5 years 
Exercise price 39.25 137.54 

A summary of the status of our fixed stock option plans and changes is presented below for the periods indicatnd. - 
GGREGATE . . . - . - 

2006 ZOOS 2004 
WEIGHTED AGGREGATE WIGHTED AGGREGATE IEIGHTED & 
AVERAGE INTRINSIC AVERAGE INTRINSIC AVERAGE lrrln~rrxr 
EXERCISE VALUE EXERCISE VALUE EXERCISE VALUE 

FIXED OPTIONS PRICE (IN MILLIONS) SHARES PRICE (IN MILLIONS) SHARES PRICE (IN MILLIONS) SHARES 

Outstanding at b - - 
of period 10,443,055 133.74 10,540,346 132.61 10,320.7" 131.39 

Granted during tl - - 1.451.650 13! 1.602.8 $37.54 
Exercised (955.500) 132.54 l1.400.1901 13( (1.150.4 128.05 

i e  veal 
. . .  . .  . . 

Forfeited (84.451) 138.54 (149,351) 13( 
Outstanding at end of period 9,403,104 $33.82 10.443.055 $33.74 S3r 
Exercisable at end of period 6.885.572 132.73 5,673.084 131.55 12: 

The total intrinsic value of tt 
$1 I .4 million and $1 I .3 mil 

lnths ended December 31,2006,2005 and 2004 was approximately $6.8 million, ie options ex 
lion, respecti 

cercised durir 
vely. 

q the 12 mc 



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 EXERCISE PRICE 

1 year - - - - - - 

2 years 185.000 32.63 32.63 185,000 32.63 32.63 
3 years 681,958 28.00 24.73 - 29.38 681.958 28.00 24.73 - 29.38 
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 1.51 1,064 39.50 39.50 1.51 1,064 39.50 39.50 
7 years 1,750.205 32.66 32.66 1,422,105 32.66 32.66 
8 years 1,165,112 32.40 32.40 766,552 32.40 32.40 
9 years 1,414,766 37.54 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 unearned 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 value. The objective is to improve financial reporting by providing 
entities with the opportunity to mitigate volatility in reported earnings 
caused by measuring related assets and liabilities 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 earnings 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 reporting 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 all 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 liabilities in its agreements 
with LIPA.As such, a portion of the offsetting position to the increase in 
the total postretirement liabilities has been reflected as a regulatory asset 
and contractual asset. SFAS 158 does not change how postretirement 

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 
focus 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 initial 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 impact, if any, SFAS 157 
will have on its results of operations or financial position.This Statement 
will have no impact on cash flow. 

On July 13,2006. the FASB issued lnterpretation No. 48 
"Accounting for Uncertainty In Income Taxer" The FASB, in its interpreta- 
tion of SFAS 109, "Accounting for IncomeTaxes," seeks to reduce the 
diversity in practice associated with certain aspects of the recognition and 
measurement requirements related to accounting for income taxes. The 
lnterpretation 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 largest amount of benefit that is greater than 50 per- 
cent likely of being realized upon ultimate settlement. The lnterpretation 
requires application for fiscal years beginning after December 15, 2006. 
for first quarter 2007 reporting. KeySpan is currently reviewing the 
requirements of this lnterpretation and, at this point in time, we can not 



determine the impact, if any, that this lnterpretation 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 "Accounting 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 respxts. 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 guid- 
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 January 2006 did not have a material impact on Keyspan's results of 
operations or financial position and no impact on its cash flows. 

! Effect o f  ( 
S 
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lhange F! Impact o f  Cumulative 
in Accounting Principle. 
KeySpan implemented FASL ,78,,,,,cLmLion 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 retirement 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 retirement obligations 
associated with the retirement of tangible, long-lived assets on the date 
the obligations were incurred. For the 145.6 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 lnterpretation 
been in effect at the time the obligations were incurred. 

Of the $41.3 million recorded, $1 1.3 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 util- 
ity customers and has been expensing a like amount through its depreci- 
ation expense. A portion of this depreciation expense represents removal 
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 20n), 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 Mil 
31. 

'lnonr of Dollor ihore Amounfrl 
MAR ENDED DECEMBER 2004 

Eaminqs for common st08 

r. Except Per ! 
2005 

1388.0 
Add b a k  Cumulative ell,.. ,. 

a change in accounting principle 6.6 - 
Earnings for common stock before 

cumulative effect of a change in 
accounting principle 394.6 458.1 

Less: FIN 47 Accretion expense, net of taxes (0.5) (0.4) 
Add: FIN 47 Depreciation expense, net of taxes (0.2) (0.2) 
Pro-forma earnings 1393.9 1457.5 

Earnings per share before cumulative 
change in accounting principle: 
Basic - as reported 12.32 12.86 
Basic - pro-fonna 12.32 12.85 
Diluted -as reported 12.31 12.84 
Diluted - pro-fonra 12.31 ,. ". 

Eamings per share for common st& 
Basic - as reported 12.28 12.86 
Basic - pro-fonra 12.32 12.85 
Diluted - as reported' $2.27 $2.84 
Diluted - ~ro-fona 12.31 52.84 

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

DECEMBER 31. 

Asset retirement obligation - Janualy 1 

- 
(In Mill1 

2006 . .- . 
Accretion 2.6 
Cost Incurred (2.7) 
Asset retirement obligation - December 31 147.3 

- 
onr o j  Dollarr) 

2005 
e.. 



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

(In Millionr oJDollorr) 
DECEMBER 31, 2006 2005 

Unrealized gains (losses) on marketable securities $1.1 l(0.9) 
Accrued unfunded pension obligation (25.6) (63.5) 
SFAS 158 transition (148.0) - 

R. Pension and  Other Postretirement Plan Assets 
Consistent with past practice and as required by SFAS 158, KeySpan val- 
ues its pension and other postretirement 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 Sewices, 
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 Brooklyn, Queens and Staten Island. KEDLl 
provides gas distribution services to customers in the Long lsland 
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 capacity to and produce energy for LlPA from our generating 
facilities located on Long Island; and manage fuel supplies for LlPA to fuel 
our Long lsland 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 LlPA agreed to extend, amend and restate these contractual 
arrangements. (See Note 11. "2006 LlPA Settlement" 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 located in Queens, New York, and the 250 MW combined-cycle 
Ravenswmd Expansion. Collectively the Ravenswood Facility and 
Ravenswood Expansion are referred to as the "Ravenswood Generating 
Station". All of the energy, capacity and ancillary services related to the 
Ravenswood Generating Station are sold to the NYlSO energy markets. To 
finance the purchase andlor construction of the Ravenswood Generating 
Station. KeySpan entered into leasing arrangement for each facility. 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 sewices to customers located primarily within the 
Northeastern United Stater Subsidiaries in this segment provide residen- 
tial and small commercial customers with service and maintenance of 
energy systems and appliances, as well as operatmn 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 
$1083 million ($80.3 million after tax, or $0.50 per share) associated 
with its mechanical contracting operations and certain remaining opera- 
tions. In addition, an impairment charge of 1100.3 million (172.1 million 
after-tax or $0.45 per share) was also recorded to reduce the carrying 
value of the remaining assets of the mechanical contracting companies. 
(See Note 10 "Energy Services - Discontinued Operations' for additional 
details regarding these charger) 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 related 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 
indude 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 oil 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 Pipeline 
Company, LLC ("Islander East"). Islander East was created to pursue the 
authorization and construction of an interstate pipeline from Connecticut. 
across Long lsland Sound, to a terminus near Shoreham, Long Island. 
Once in selvice, the pipeline is expected to transport up to 260,000 DTH 
daily to the Long lsland and New York City energy markets. Further, 
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KeySpan has a 26.25% interest in the Millennium Pipeline Companv l l C 
the developer of the Millennium pipeline project, wh~ch is expectel 
have the capacity to transport up to 525,000 DTH of natural gas i 
from Corning. New York to Ramapo, New York, where it will connecr ro 
an existing pipeline. Additionally, subsidiaries in this segment hold a 20% 
equity interest in the Iroquois GasTransmission System LP, a pipeline that 
transports Canadian gas supply to markets in the northeastern United 
States. These in) ? accounted for under the equity method. 
Accordingly, eqt .om these investments is reflected as a com- 
ponent of operating income in the Consolidated Statement of lncome. 

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

In the first quarter of 2005, KeySpan sold 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 '126.5 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 inThe Houston 
Exploration Company ("Houston Exploration"), an independent natural 
gas and oil exploration company located in Houston. Texas, the opera- 
tions of which were fully consolidated 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 Houston 
Exploration. This transaction reduced our interest in Houston Expio 
from 55% to 23.5%. Effective June 1,2004, Houston Exploration'! 
ings and our ownership interest in Houston Exploration were accounreo 
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 lncome. 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 
Houston Exploration (6.6 million shares) and received cash proceeds of 
approximately $369 million. KeySpan recorded a pre-tax gain of 1179.6 
million which is reflected in other income and (deductions) on the 
Consolidated Statement of lncome.The after-tax gain was $1 16.8 million 
or $0.73 per share. 
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Houston Exploration's revenues, which are reflected in KeySpan's 
Consolidated Statement of lncome in 2004 were 1268.1 million. Houston 
Exploration's operating income, including KeySpan's share of equity earn- 
ings, was 1138.5 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 Consolidated Financial Statements. On April 1, 
2004, KeySpan and KeySpan Facilities lncome 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 additional 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 122.8 million 
($10.1 million after-tax, or $0.06 per share) at the time of this transac- 
tion. This gain was reflected in other income and (deductions) on the 
Consolidated Statement of lncome. Effective April 1, 2004 Keys 
Canada's earnings and our ownership interest in KeySpan Cana 
accounted for on the equity method of accounting. 

In July 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 Midstream 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 enti-. 

In Dece KeySpan sold its remaining 17.4% interest in 
KeySpan Can und and received net proceeds of approximately 
11 19 million ,,,, ,,,,,,,d a pre-tax gain of approximately $35.8 million, 
which is reflected in other income and (deductions) on the Consolidated 
Statement of lncome. The after-tax gain was approximately 124.7 million, 
or 10.15 per share. 

KeySpan Canada's revenues, which are reflected in KeySpan's 
Consolidated Statement of lncome 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 regulatory environments. Operating 
results of our segments are evaluated by management on an operating 
income basil For fiscal year 2004, the operating data of Houstc 
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Exploration has been separately displayed. The reportable segment information is as fdlows: 
- -  

(In Millions of Dollars) 
05 UCmK ENERGY ENERGY 

DISTIIIBUTION SERVKEI SERVICES INVESlh+ENTS NMlNAllONS CONSOUDATED 
Y E M  ENDED DECEMBER 31,2006 
Unaffiliated revenue 5,062.6 1.880.6 203.4 35.0 - 7,181.6 
Intersegment revenue - 9.6 5.3 (14.9) 
Depreciation, depletion and amortization 266.7 102.2 8.3 7.3 13.0 397.5 
Gain on sales of property - 0.5 - 0.3 0.8 I .6 
Income from equity inwtments - - - 13.1 - 13.1 
Operating income 568.6 293.0 5.3 15.5 (54.9) 827.5 
Interest income 1.5 0.6 0.1 0.4 10.6 13.2 
Interest charges 179.6 65.0 20.9 I .5 (10.9) 256.1 
Total assets 10.536.6 2,471.8 192.3 351.3 885.5 14,437.5 
Equity method investments - - - 124.2 - 124.2 
Construction expenditures 4CQ.5 78.9 8.0 18.7 17.9 524.0 

Efiminathg ngtm include intucompany intereR income and exp?m and the eRminaiar of Main mfermmpany m u n b  as wdl as acliviiia of cur corpwate and adminimafive subsidid&. 

E ! x n k ~ ~ n u e r  hom llPA and the NnSOof 11.8billion forthe)wendedDecember31, M(Mrqwerenbmimtdy2bk ofwmmolidatedrevenuesduring thatperid 

DlSlRlllUnON SERVICES SERVICES INVEmEN'lS ELIMINATIONS CONSOLlDAlED 
YEAR ENDED DECEMBER 31.2005 
Unaffiliated revenue 5,390.1 2,042.7 191.2 38.0 - 7.662.0 
Intersegment revenue - 4.6 10.8 5.0 (20.4) - 
Depreciation, depletion and amortization 277.0 91.7 7.6 6.8 13.4 396.5 
Gain on sales of property 0.1 1.2 - 0.1 0.2 I .6 
Income from equity investments - - - 15.1 - 15.1 
Operating income 565.7 342.3 (2.7) 20.6 (18.1) 907.8 
Interest income 0.9 0.8 0.2 2.8 7.6 12.3 
Interest charges 178.2 71.7 18.4 1.8 (0.8) 269.3 
Total assets 10,052.5 2.348.0 199.0 341.9 871.2 13,812.6 
Equity method investments - - 106.7 - 106.7 
Construaion expenditures 410.3 88.8 8.4 22.6 9.4 539.5 

Efiminatinq ifemr include infwmmpary inW imme and w, the dimimtnn of cmin ;nmmpanyamxmfs, x n d  as XMES of our corpwate and adminbtrafive suMdbfk. 

Elemi  Wces m u e r  froin UPA and the hW0 of 12.0 billion for fheyear ended Wcmbw31.200S reperentr m m w  26% of wr mmdidafed revenwr during lhat w. 
On Milltons ojtbllars) 

GAS ELECIRK ENERGV RWSTDN ENERGY 

MSTRIBUM)N SERVICES SERVICES EXFIORAlION INVESTMENTS NMlNAnONS CONSOUDATED 
YEAR ENDED DECEMBER 31.2W4 
Unaffiliated revenue 
Intersegment revenue 
Depreciation, depletion 
and amortization 
Gain on sales of property 
Income from equity investments 
Operating income 
Interest income 
Interest charges 
Total assets 
Equity method inwshnents 
Construction expenditures 414.5 150.3 13.7 146.5 13.7 11.6 750.3 

Eliminating items include inmompany intn'est i n m  and expemc and the ~~ of &in i n m p a n y  accounb as well as acfhifb of anmrporafe and adminimafive subMia&. . . 
Ekmic %R Rwnw from UPA and fhe NnSO of $1.7 MIim for theyear wkd December 31.2W4 rqwaenb a,pwhah)'Zli% of M mmaWafed revenuer during that W. 



Note 3. lncome Tax 
KeySpan files a consolidated federal income tax retum. A tax sharing 
agreement between the KeySpan's holding company and its subsidiaries 
provides for the allocation of a realized tax liability or asset based upon 
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. 

lncome tax expense is reflected as follows in the Consolidated 
Stat1 ome: - 

(in Millionr olDollars) 
ZR ENDED DECEMBER 31, 2Wb 2005 2004 
Current lncome Tax 

Federal 41.3 175.7 205.1 
State and local 16.6 30.9 (3.2) 

Total Current IncomeTax 57.9 $206.6 $201.9 
Deferred IncomeTax 

Federal 93.8 17.1 118.3 
State and Local 23. 

Total Deferred IncomeTax $117. 
Total Income Tax $175. 

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

(1" Millionr ojDalion) - 
DECEln.cn D I, 2006 2005 
Reserves not currently deductible 146.1 $28.4 

!I 

and comwnr 

State income tax (49.7) (20.6) 
Propeny related differences (1.179.3) (1,080.8) 
Regulatory tax ass6' (29.3) (24.5) 
Employees benefits 24.6 (30.3) 
Propeny taxes (82.7) (84.1) 
Other items - net 93.9 54.0 
Net deferred tax liability .4) $(1,157.9) 

lhe federal income tax amounts incluoeo in me 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 sets forth the reasons for such differences: - 
(in Millionr ojDoiiors) 

YEAR ENDED L ~ r n n o ~ n  a,, 2006 2005 2004 
~~ -. 

Computed at the statutoly rate 1213.2 1223.3 
Adjustmnts related to: 
State imome tax net of Federal benefit 29.4 29.0 
Tax credits (1.3) (1.4) 
Removal costs (2.1) (2.9) 
Accrual to return adjustments (3.8) 6.7 
Sale of subsidiary stack - - 
Minority interest in Houston Exploration - - 
Conhibut!on of land - (3.8) 
V~idends paid to employee benefit plan (3.7) (3.9) 
Impact of IRS audit settlement (44.5) - 
Impact of NYC audit settlement (7.1) - 
Other items - net (4.6) (7.7) 
Total Income Tax 1175.5 1239.3 
Effective income tax rate (I) 29% 38% 

11) Re& boh federalas well as state inmme 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 correspondins period in 2005. In 
2006. ~eySpan resoived its dispute with t h e ~ e w   irk 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 $1 1.9 million ($7.1 million after federal income taxes). In 
addition, pursuant to indemnity obligations contained in the Long Island 
Lighting Company ("LILCD") I KeySpan merger agreement of May 1998, 
Key5pan 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 
andThe Brooklyn Union Gas Company's (dlbla KEDNY) tax returns 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 submined to the Joint Committee on 
Taxation on October 30, 2006 for final approval, which is expected in 
early 2007.Accordingly. KeySpan reversed 144.5 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 returns 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 19.5 million of earnings under 
this provision and received, as a result, a tax benefit of $2.8 million. 

As of December 31,2006 KeySpan has 1412 million of state net 
operating losses which will expire between 201 1 and 2022. 

Note 4. Postretirement Benefits 
Pension Plans: The following information represents the consolidated 
results for our noncontributory defined benefit pension plans 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. KEDLl 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 LlPA service agreements. 

The calculation of net periodic pension cost is as follows: 

Sewice cost. benefits earned durinq 
the period 5 62.7 156.5 $ 52.9 

Interest cost on projeaed 
benefit obligation 155.1 148.5 144.2 

Expected return on plan assets (186.0) (173.1) (158.2) 
Net amortization and deferral 88.7 74.1 63.3 
Special termination benefits - 2.2 - 
Total pension cost 1 120.5 $ 108.2 1 102.2 

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

(In Millions ojDollarr)  
MAR ENDED DECEMBER 31. 2006 2005 

Change in benefit obligation: 
Benefit obligation at beginning of prbd 1(2,715.0) 1(2,520.1) 
Service cost (62.7) (56.6) 
Interest cat  (155.0) (148.5) 
Amendments (11.5) (0.1) 
Actuarial loss 28.3 (117.9) 
Benefits wid 133.8 130.4 
Special termination benefip - (2.2) 
Benefit obligation at end of period I(2.782.1) 5(2.715.0) 
Change in plan assets: 
Fair value of plan assets at beginning of period 2,213.5 2.028.9 
Actual return on plan assets 299.6 166.7 
Ern~kW?r contribution 94.9 148.3 
~enefits paid (133.8) (130.4) 
Fair value of plan assets at end of period 2.474.2 2.213.5 
Funded status (307.9) (501.5) 

Amounts recognized in the statement of financial position consist of: 
Noncurrent assets I - 
Current liabilities (6.3) 
Noncurrent liabilities (301.6) 
Total 1 (307.9) 

Amounts recognized in accumulated other comprehensive income consist of: 
Net aain/lloss) 1 (451.8) - . .  
Prior service cost (49.4) 
Total 1 f501.21* 

Estimated amounts of accumulated other comprehensive income to be 
recognized in the next fiscal year through net periodic pnsion cost: 
Net gain/(loss) I (53.3) 
Prior service cost (10.3) 
Total I (63.6Y 

*W ahamounts are befm adjumnents fwregulatoryandconmal deferrals and 
d e f .  mer 

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 2005 2004 2003 

Assumptions: 
Obligation discount 6.00% 5.75% 6.00% 6.25% 
Asset return. net of tax 8.50% 8.50% 8.50% 8.50% 
Average annual inaease 

in compensation 4.00% 4.00% 4.00% 4.00% 



Ihe followino benefit Davments. which reflect expected future sew- 
ice, as appropria id in the years indicated: - 

(In Millions oJDollorr) 
PENSION BENEFITS 

2007 $138.3 
2008 $141.8 
2009 1145.5 
2010 $1  50.4 
2011 1156.0 
Years 2012- 2016 1906.4 

ier Funded I 
. .~ 

'ension Obli .~ - ~ 

igation: SFA 
. ~ .  - 

Und oyen' 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: 

G a i d  Asset December 31,200 
Additional minimum liability 
Balance at December 31,2005 

- 
In Millionr oJ1 

PENSION 
U N  A( 

2006 activity (25.6) - 
Reduction to additional minimum liability 137.0 137.0 
lnaemental SFAS 158 liability (380.8) (380.8) 
Intangible asset reversal - (41.1) 
incremental defem 
Balance at Decernt 

tls and defern 
ler 31,2006 

. . 
d taxes - 213.7 

s(307.9) s(134.7) 

Accounting for Pensions," Keyspan had a $257.4 million minimum 
liability at December 31, 2005. for this unfunded pension obligation. 
As permitted under accounting guidelines then applicable, these accruals 
were offset by a corresponding 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 141.1 million, 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 
LlPA of $103.8 million and a regulatory asset of $14.5 million, represent- 
ing the amounts that could be recovered from LlPA 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 1997 million, respectively. 

Other Postretirement Benefits: The following information rep 
the consolidated results for our non-contributory defined benefi 
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 
comoonents: - 

(In Millions -- 
7nnr 

resents 
t plans 

Service cost, benefits earned 
during the period 124.9 $24.4 119.7 

Interest cost on accumulated 
postretirement benefit obligation 74.9 75.7 70.2 

Expected return on plan wets (36.6) (36.1) (33.9) 
Net amonization and deferral 57.3 59.9 41.0 
Spmal termination benefits - 1.7 - 

At December 31, 2006 the projected benefit obligation, accurnulat- Other postretirement cost 1 120.5 1 125.6 197.0 
ed benefit obligation and value of assets for plans with accumulated 
benefit obligations in excess of plan assets were 11.4 billion, $1.3 billion 
and 11.2 billion, respectively. 

At December 31. 2005 the accumulated benefit obligation was in 
excess of pension assets.As prescribed by SFAS 87 "Employers' 



The following table sets forth the plans' funded status at December The table below details the end-of-year assumptions used for both 
31,2006 and December 31.2005. the net periodic cost calculations and liability amounts. 

11" Mllllons OJ Uollorr) 

Y M  ENDED DECEMBER 31. 2006 2005 

Change in benefit obligation: 
Benefit obligation at beginning of period 
Actual Medicare Pan D subsidy received 
Expcted less actual Medicare Part D 

subsidy received in 2006 
Service cost 
Interest cost 
Plan participants' contributions 
Amendments 
Actuarial gain (loss) 
Benefits oaid 
Special termination benefit - -- (1.7) 
Benef t ooligation at end of period - -- - - -. . . (1.3230) (1.414.3) -. - 
Change in pan assets: 
Fair value of plan assets at beginning of period 469.6 464.0 
Aaual return on plan assets 56.8 29.1 
Employer contribution 36.3 35.8 
Plan panicipants' contributions 3.5 3.4 , . 
Benefits paid (65.8) (62.7) 
Fair value of plan assets at end of period 500.4 469.6 
Funded status (822.6) (944.7) 

YEAR END DECEMBER 31. 2006 2005 2004 2W3 

Assumptions: 
Obligation dixount 6.00% 5.75% 6.00% 6.25% 
Asset return. net of tax 8.25% 8.25% 8.25% 8.00% 
Average annual increase 

in compensation 4.00% 4.00% 4.00% 4.00% 

The measurement of plan liabilities assumes a health care cost trend 
rate of 9.0% grading down to 4.75% in the year 2012.A 1% increase in 
the health care cost trend rate would have the effect of increasing the 
accumulated postretirement benefit obligation as of December 31,2006 
by $157.3 million and the net periodic health care expense by f 14.5 mil- 
1ion.A 1% decrease in the health care cost trend rate would have the 
effect of decreasing the accumulated postretirement benefit obligation as 
of December 31, 2006 by $137.4 million and the net periodic health care 
expense by $12.3 million. 

The following benefit payments, which reflect expected future sew- 
ice, as appropriate, are expected to be paid in the years indicated: 

(In Millions oJDollarr) 
GROSS SUBSIDIARY 

BENEFIT RECEIPTS 
PAYMENTS EXPECTED.. 

2007 $68.0 $3.9 
2008 172.4 14.3 

Amounts recognized in the statement of financial position consist of: 2009 177.1 14.6 
Noncurrent assets 1 13.6 2010 $81.6 14.9 
Current liabilities (6.6) 2011 185.6 15.2 
Noncurrent liabilities (829.6) Years2012-2016 1472.4 $29.7 
Total 1 (822.6) 

.*Rebates are bared a, ~ M r y e a r  in which pmption dnq CMU are incurred 
Acfuai receipt of Rbater m y  omn in me W n g  year 

Amounts recognized in accumulated other comprehensive income consist of:- 
Net gain/(loss) 1 (337.9) 

Under Funded Other Postretirement Obligation: As noted previously, 

Prior service cost 85.1 SFAS 158 requires full balance sheet recognition of the net overfunded or 

Total 1 (252.8)' 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 ~ l a n  assets minus the accumulated 

Estimated amounts of acc~rn, ate0 other comprehenr ve lncome to be benefit obligation. At December 31,2006. KeySpan'r accumulated benefit 

recognized n the nen fscal year througn net perooic pension cost: obligation was in excess of other postretirement assets by 1822.6 million. 

Net gainl(loss) 5 (61.4) Amounts that are not recognized in net periodic benefit costs will be 
Prior service cost 12.3 recorded through accumulated other comprehensive income. At 
Total 1 (49.1)' December 31,2006, the amount recognized in accumulated other 

*The above amnuarebefwe adiuments forrepubrcfvand contrxiuai comprehensive income was $39.0 million, net of tax and regulatory and . . 

deferrah anddefwred faxes contiactual deferrals. 



The followii 
with the impact 

ng table recc 
of FAS 158: 

~nciles the 2005 Consolid ated Balance 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 all eligible empl 
These Plans are defined contribution plans subject to Title I of the 
Employee Retirement Income Security Act of 1974 ("ERISA"). Eligi 
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 January 2006.The matching con- 
tributions are now determined at election of KeySpan employees. For the 
years ended December 31,2006,2005 and 2004, we recorded an 
expense of 114.7 million, $15.2 million, and 614.7 million, respectively. 

(In Millionr of Dollnn) 
"DLn 

oyees. 

ble Accrual at December 31,2005 
2006 Activity 
Incremental SFAS 158 liability 
lnaemental deferrals and deferred taxes - 21 
Balance at Detember 31.2006 S(822.6) 1 (1 

KeySpan hat At December 31,2006. I a contractual receivable 
LlPA of $583.7 million repres,,,.,,,, ,.,,,,on and other postretirement 
benefits associated with the electric business unit employees recorded in 
deferred charges other on the Consolidated Balance Sheet. LlPA has been 
reimbursing us for costs related to the postretirement benefits of the 
electric business unit employees in accordance with the LlPA Agreements. 

Required disclosures on the Impact of the Adoption o f  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 haw been reflected in OCI for that year. The difference between 
the recorded amounts in OCI and the amounts reflected in the implemen- 
tation of SFAS 158 constitute the transition adjustment amount. The fol- 
lowing table reflects the effect of the transition. 

PensionlOther 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: - 

PENSION 
1006 

- 
- OPEB 
ASS1 2005 2006 2005 - 
Equ?,, ,cLu,,L,r, u r  ,o 65% 69% 70% 
Debt securities 26% 27% 24% 23% 
Cash and equivalents 1% 3% 2% 2% 

- 
(In Millions oJDollarr) 

=r=n8urn =,, rvvv ~ 5 8  DECEMBER 31. 
BEFORE SFAS 158 TRANSITION 2006 

Regulatoty assets 1 710.9 1 226.6 I ' 
Other deferred charges 1 695.2 1 179.9 I 
Deferred income taxes 11,309.0 s(132.6) $1, 
Postretirement benefits 

and other resewer 11,033.0 $ 634.3 $1,667.3 
Accumulated other 

comprehensive loss 1 (27.3) I(l48.0) 1 (175.3) 
Total common equity 14.666.8 1(148.0) 14,518.8 

R CATEGORY 
*. ? r̂.,.:.:", 

Venture capital 6% 5% 5% 5% 
Total 00% - 

The long-term rate of a,.CU i i  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 long periods of time.The actual 
ten- year compound rate of retum, 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 multiyear funding strategy for its plans. We 
believe that it is reasonable to assume assets can achieve or outperform 
the assumed long-term rate of retum with the target allocation as a result 
of historical performance of equity investments over long-term periods. 

Note 5. Capital Stock 
Common Stock: Currently KeySpan has 450,000,000 shares of 
authorized common stock.At December 31,2006, KeySpan had 9.5 mil- 
lion shares, or $273.6 million 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 common 
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 

Cash Contributions: In 2007, KeySpan is expected to contribute approxi- 1460 million from the equity conversion. The number of shares issued 
mately $95 million to its pension plan and approximately $36 million to was dependent on the average closing price of our common stock over 
its other postretirement benefit plan. 



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 8.01 per share.There was no outstanding preferred stock 
at December 31,2006 and 2005. 

N o t e  6. Long-Term D e b t  And Commercia l  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 ENI.These notes 
were issued in two series as follows: $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 
Units conversion in 2005.The MEDS Equity Units consisted of a three- 
year forward purchase contract for our common stock and a sixyear 
note. The purchase contract required us, three years from the date of 
issuance 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%. In 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 
($65.1 million) were held by the original 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 
qualified 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 t o  LIPA: In connection with the KeySpanlLlLCO tmns- 
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 million of tax-exempt bonds with a 
5.25% coupon maturing in June 2027. Fifty-three million dollars of these 
lndustrial Development Revenue Bonds were issued in its behalf through 
the Nassau County lndustrial 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 
lndustrial 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 earnings. 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 Control Revenue Bonds due October 1, 2028 were 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 SeriesA 
Electric Facilities Revenue Bonds due December 1, 2027. The interest rate 
on 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 Facility, 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- 

Poor's for each facility. Both aedit facilities allow for 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 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 
loans are based on bid results requested by KeySpan from the lenders. 
We do not anticipate 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 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 financial covenants that require us to, among other things, main- 
tain a consolidated indebtedness to consolidated capitalization ratio of 
no more than 65% at 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 

ments, we entered into a lease agreement (the "Master Lease") with the defaults under other debt agreements.At December 31,2006, KeySpan's 
variable interest entity that acquired a portion of the facility, or three consolidated indebtedness was 49.9% of its consolidated capitalization 
steam generating units, directly from Consolidated Edison and leased it to 
a KeySpan subsidiary. The variable interest financing entity acquired the 
property for 1425 million, financed with debt of 1412.3 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 
Interpretation No. 46 ("FIN 4 lidation of Variable lntere 
Entities, an Interpretation of " Further, we have an ass1 
the Consolidated Balance Sh nount substantially equal 
fair market value of the leased assets at the inception of the lease, less 
depreciation since that date, or approximately 1307.7 million. 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.) 
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Commercial Paper and Revolving Credit Agreements: KeySpan has 
two credit facilities, which total $1.5 billion - $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 & 

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 1920 
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 31,2006.185.0 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 11.4 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 ojDollarr) 
LONG.TERM CAPITAL 

DEBT LEASES TOTAL 

Repayments: 

Thereafter 2,575.6 3.7 2,579.3 
$4,422.9 19.8 14,432.7 

N o t e  7. Cont rac tua l  Obligations, Financial 
Guarantees a n d  Cont ingencies 
Lease Obligations: Lease costs included in operating expense were 
$76.2 million in 2006 including the lease of KeySpan's Brooklyn head- 
quarters of $10.7 million. KeySpan has a leveraged lease financing 
arrangement ass~iated with the Ravenswood Expansion. The yearly 
operating lease expense is approximately $17 million per year. (See the 
caption below "SaleILeaseback 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 176.5 million and 167.7 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 
salelleaseback 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 i t  to our subsidiary, KeySpan Ravenswood. LLC. The variable inter- 
est unaffiliated 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 inter- 
ests in the units or the variable interest entity. KeySpan has guaranteed 
ail payment and performance obligations of KeySpan Ravenswocd, LLC, 

under the Master Lease. Monthly lease payments substantially equal the 
monthly interest expense on such debt securities. lnterest 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 9425 million, plus the 
present value of the lease payments that would othewise have been 
paid through June 2009; or (ii) terminate the Master Lease and dispose 
of the facility. In June 2009, when the Master Lease terminates, we may 
purchase the facility in an amount equal to the original 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 Balance Sheet based on our current status as 
primaty beneficiary. 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 million. If KeySpan Ravenswood, LLC, 
was not able to fulfill its payment obligations with respect to the Master 
Lease payments, then the maximum amount KeySpan would be exposed 
to under its current guarantees would be $425 million plus the present 
value of the remaining lease payments through June 20, 2009. 

Salelleaseback Transaction: KeySpan also has a leveraged lease financ- 
ing arrangement associated 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. All 
the obligations of KeySpan Ravenswood. LLC have been unconditionally 
guaranteed by KeySpan. This lease transaction generated cash proceeds 
of $385 million, 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: Salelleaseback 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. 79-1 1." 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 thereaher.The salellease- 
back transaction resulted in a pre-tax gain of approximately $6 million 
which has been deferred and is being amortized over the life of the lease. 



Asset Retirement Obligations: On December 31. 2( I imple- 
mented FIN 47 "Accounting for Conditional Asset Re1 
Obligations." FIN 47 was issued to clarify that the terl l asset 
obligation used in SFAS 143 "Accounting for Asset Re 
Obligations' refers to a legal obligation to perform ar ment 
activity in which the timing and (or) method of settler ditional 
on a future event that may or may not be within the control or me entity. 
Previously, KeySpan adopted SFAS 143 on January 1,2003. SFAS 143 
required us to record a liability 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: 
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Asset Retirement Obligations 

(In Millions of Dollnrr) 
IW6 2005 

(v) KeySpan owns a 600,000 gallon Liquefied Natural Gas ("LNG") 
tank and ancillary facilities located in Providence, RI 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 facilities. Since we may or may not be required to disman- 
tle and remove the LNG tank and ancillary facilities, the obligation 
to perform was discounted to a 50% probability as premined 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. 

Asbestos removal (i) 1 3.5 1 3.5 
Tanks removal and cleaning (ii) 7.3 6.9 (vii) KeySpan Communications has portions of it! letwork 

Main - cuttina. uuraina and capping (iii) 29.7 30.6 (underqround and above qround) that are requllru lo ur removed 

;fiber optic r 
._ . . :__A .̂  L^ 

- .  - - . .  - 
Wells- plug and capping (iv) 0.2 0.2 upon 1 
KeySpan LNG tank demolition (v) 2.3 2.1 
Waste water treatment pond removal (vi) 1.5 1.4 (viii) KeySpc,, ,,., . ,cyu,,,u,, uu,,y..,,,,  and seal the wells 
Fibe toval b 0.8 primarily associated with its qa! and develop1 'r network ren vii) 

iiii) 
., 

ermination c 

.n hlr 3 .an, 

I various agr 

~ l ~ t ~ ~ l  nhlin: 

eements. 

2.1"" +n rlnr. 

; production 
Expl - -plug and capping (r - 1.9 activities. 
Tot: nent Obligations >~I.J - $47.4 

Financial Guarantees: KevS~an has issued financial auarantees in the 
(i) kbestos-containing materials exist in roof flashing, floor tiles, pipe 

insulation and mechanical room insulation within our common facil- 
. . lttes as well as in our older generation plants. KeySpan has a legal 
obligation to remove asbestos upon either a major renovation or 
demolition. 

(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. 
All of these tanks are subject to cleaning and removal requirements 
prior to demolition and retirement if so specified by law or regula- 
tion. 

(iii) KeySpan has a legal requirement to cut (disconnect from the gas 
distribution system), purge (clean of natural 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 regulatory obligation to close 
and seal the wells. 

, , - 
normal course of business, primarily on behalf of its subsidiaries, to vari- 
ous third party creditors. At December 31, 2006, the following amounts 
would have to be paid by KeySpan in the event of non-payment by the 
primary obligor at the time payment i k A ~ * a .  

Guarantees for Subsidiaries 
Medium-Term Notes - KEDLl 
Industrial Development Revenue Bonds 
Ravenswwd - Master Lease 
Ravenswood - Salefleareback 
Surety Bonds 
Commodity Guarantees and Other 
Letters of Credit 

The following is a d 
subsidiary guarantees: 

escription of 

AMC 
EXP 

'IRATION 
DATES 

111 3 312." L U U O - I U l U  

(ii) 128.3 2027 
(iii) 425.0 2009 
(iv) 403.5 2019 
(v) 65.2 2006 - 2010 
(vi) 64.6 2006 - 2009 
(vii) 80.3 2007 - 2010 

91.9 

(i) KeySpan has fully and unconditionally guaranteed 6525 million to 
holders of Medium-Term Notes issued by KEDLI. These notes are 
due to be repaid on January 15,2008 and February 1,2010. KEDLl 
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) KeySpan has fully and unconditionally guaranteed the payment obli. 
gations of its subsidiaries with regard to $1 28 million of industrial 
Development Revenue Bonds issued through the Nassau County 
and Suffoik County Industrial Development Authorities 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. 

(iii) 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. 

(iv) KeySpan has guaranteed all payment and performance obligations 
of KeySpan Ravenswood. LLC, the lessee under the salelleaseback 
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. 

(v) KeySpan has agreed to indemnify the issuers of various surety and 
performance bonds associated with certain construction projects 
being performed by certain former subsidiaries. In the event that 
the subsidiaries fail to perform their obligations 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 subsidialy an indemnity bond issued by 
a third party insurance company, the purpose of which is to reim- 

- .. burse KeySpan in an amount up to 180 million in the event it is 
required to perform under all other indemnity obligations previously 
incurred by KeySpan to support such company's bonded projects 
existing prior to divestiture.At December 31, 2006, the total cost to 
complete such remaining bonded projects is estimated to be 
approximately 128.5 million. 

(vi) 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. 

(vii) KeySpan has arranged 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 disbursing 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 issuer 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 obliga- 
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 1449 million. We are liable for these payments regardless 
of the level of service we require from third parties. Such charges associ- 
ated with gas distribution operations are currently recovered from utility 
customers through the gas adjustment clause. 

Legal Matters 
From time to time we are subject to various legal proceedings arising out 
of the ordinary course of our business. Except as described below, we do 
not consider any of such proceedings to be material to our business or 
likely to result in a material adverse 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 
complaint, 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 142.00 for each share of KeySpan's common stock 
outstanding did not provide its stockholders with a meaningful premium 
over the market price of the common stock. On April 19,2006, we 
moved to dismiss the complaint for failure to state a cause of action 
upon which relief could be granted. On May 26, 2006, the plaintiff selved 
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 well 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 resulting 
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 locations pursuant to Orders on Consent with the DEC. With 
respect to Bay Shore, on July 12, 2006, a purported class action and a 
separate complaint were filed. Motions 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 Island, 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 Attorney 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 previously 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 LlPA pur- 
suant to which we manage LIPA's transmission and distribution system 
and supply the majority of LIPA's customers' electricity needs. KeySpan 
and LlPA have entered into agreements to extend, amend, and restate 
these contractual arrangements. See Note 11 "2006 LlPA Senlement" for 
a further discussion of these agreements. 

LlPA completed its strategic review initiative that it had undertaken 
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, LlPA determined that it 
would continue its existing operations and entered into the renegotiated 
2006 LlPAAgreements that are discussed in Note 11 "2006 LlPA 
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 LIPA's 

operations.At this time, we are unable to determine what impact, if any, 
such discussions may have on the 2006 LlPAAgreements and the receipt 
and timing of governmental approvals relating thereto. 
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Environmer 
Air: Our ge!- Clean Air Act ("CAA") 
ozone non-attainment and PM 2.5 (fine particulate matter) non-anain- 
ment area, and are subject to increasingly stringent NOx emission limita- 
tions to be implemented under forthcoming requirements of the United 
States Environmental Protection Agency ("EPA") pursuant to t t  -' 

Air Interstate Rule ("CAIR") and potentially under the Ozone T 
Commission's "CAIR PLUS" program. These efforts are designe 
improve both ozone and particulate matter air quality. Our prevluus 
investments in low NOx boiler combustion modifications, the use of natu- 
ral 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 currently developing its compliance strategy to 
address the anticipated requirements of CAIR and CAIR PLUS by 2009. 
Since detailed requirements under CAIR have not yet been fully articulat- 
ed, i t  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 control 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 associated with the renewal of 
the sulface water discharge permits for our power plants will likely be 
required by the Department of Environmental Conservation ("DEC"). We 
are currently conducting studies as directed by the OEC 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 regulations under 
Section 316 of the Clean 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 longer 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 %led applications under the 
DEC's Brownfield Cleanup Program ("BCP") because of the uncertainty 
associated with contribution suits 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 
law 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. 

Key5pan has identified 28 of these sites as being associated 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-related 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 BCh. 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 1325.4 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, selected 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 certain sites.At December 31, 2006. we have reflected a 
regulatory asset of 1373.2 million for KEDNYlKEDLl 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 I National 
Grid plc merger, as well 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 obligations 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 facilities 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 11.4 million, which amount has been accrued by us. Expenditures 
incurred to date total $3.6 million. 

New England Sites: Within the Commonwealth 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 siter 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 18.8 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, 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 total $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 into cost sharing agreements with other parties who share 
responsibility for remediation of these sites. EnergyNorth also has entered 
into an agreement with the EPA for the contamination from the Nashua 
site that was allegedly commingled with asbestos 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 
regulatory 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 regulatory asset of $43.4 million for the 
KEDNE MGP sites. As previously mentioned, Colonial Gas Company and 
Essex Gas Company 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 England, LLC, a successor company to 
Eastern Enterprises, for which we may have or share environmental reme- 
diation or ongoing maintenance responsibility. These three sites, located 
in Philadelphia, Pennsylvania, New Haven, Connecticut and Everett, 
Massachusetts, were associated with historical operations involving the 
production of coke and related industrial processes. Honeywell 
International, Inc. and Beazer East, Inc. (both former owners andlor 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 to pay one-third of the costs of compliance with the 
consent order, while preserving any claims against the other companies 
for, among other things, reallocation of proportionate liability. In 2002, 
Beazer East commenced an action in the U.S. District Court for the 
Southern 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 $1 1.6 million reduction to operating expenses. We presently 
estimate the remaining cost of our environmental cleanup activities for 
the three non-utility sites will be approximately $1 1.4 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 
regulatory 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 related facility 
sites, the cost of which is not presently determinable but may be material 
to our financial position, results of operations or cash flows. 
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Insurance Reimburserr ' Response Costs: We have institut- 
ed lawsuits in New York !tts and New Hampshire against 
numerous insurance carriers tor re~mbursement 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 liability policies to KEDLl and KEDNY.The outcome of 
these proceedings cannot yet be determined. 

In March 1999, Boston Gas Company and a subsidiary o 
Grid filed a complaint for the recovery of remediation costs in 
Massachusetts Superior Court against various lnsurance comp,, ..., .,,,. 
issued comprehensive general liability policies to National Grid and its 
predecessors with respect to, among other things, the 11 sites for which 
Boston Gas Company has agreed to make a limited contribution. In 
October 2002, Boston Gas Company filed a complaint in the United 
States District Court - Massachusetts 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 lndemnity 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 lndemnity 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 liability insurance policies to EnergyNorth and its prede- 
cessors. In October 2004, EnergyNorth's case against the London Market 
lnsurers for the costs incurred investigating and remediating the former 
MGP site in Laconia went to trial and the jury returned 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 lndemnity 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 lnsurers and Century lndemnity 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 declaratory 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 to have the court compel the insurers to 
defend KeySpan New England, LLC in connection with the Massachusetts 
Department of Environmental 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 ruling 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 actionsThe 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 proceedings. Pursuant to these settlements KeySpan recorded a 
benefit of 15.5 million in its Consolidated Statement of Income for the 
twelve months ended December 31,2006, reflecting the benefit accruing 
to KeySpan's shareholders. Recowry 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 122 million from insurance carriers 
in settlements for recovery of environmental costs associated with reme- 
diation of MGP sites. 

Note 8. Hedging, Der iva t i ve  Financial I ns t r umen ts  
a n d  Fair Values 
From time to time, KeySpan subsidiaries have utilized deiwative financial 
instruments, such as futures, options and s w a p  for the purpose of hedg- 
ing the cash flow variability associated with changes in commodity 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 lnstruments 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." 

Commodity Derivative lnstnrments - Hedge Accounting: Our 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 13.9 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 deriitive 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 a 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, lneffectiveness 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 lit- 
erature. Accordingly, we c a y  the fair value of our derivative instruments 
on the Consolidated Balance Sheet as either a current or deferred asset 
or liability, 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 comprehensii income 
to the Consolidated Statement of lncome in the period the hedged 
transaction affects earnings. 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 recorded 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. Our strategy is to financially hedge up to 50% of the on-peak 
capacity of the ~avensiood Generating Station. The maximum length of 
time over which derivative financial instruments are in-place is through 



~ u g u s t  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 liabilityof 123.7 million. 

During most of 2006 and in prior years, the derivative transactions 
associated with the Ravenswood Generating Station qualified for hedge 
accounting treatment.As a result, there is a net 11.2 million balance cur- 
rently in accumulated other comprehensive income which is expected to 
be reclassified into earnings within the next twelve months. In 2006, 
KeySpan reclassified a 11.4 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 17.57lkW-month ("Fixed Price'), subject to adjustment 
upon the occurrence of certain events. Cash settlement occurs on a 
monthly 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 
recognized fair value associated with this instrument is immaterial to the 
consolidated financial statements at December 31,2006.A~ 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 proposed 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 Agreemen 

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. Our strategy is to mini- 
mize fluctuations in 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 current or 
deferred assets and liabilities, with offsetting positions recorded as regu- 
latoly 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 utili- 
ties do not qualify for normal purchases under SFAS 133. Since these 
contracts are for the purchase of natural gas sold to regulated 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 1101.2 
million. 

KeySpan has a management contract with Merrill Lynch Trading, 
under which KeySpan and Menill Lynch Trading will share the responsibil- 
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 Menill 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, Merrill 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 value 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 Instruments: In the fourth quarter of 2006, 
KeySpan issued $400 million Senior Unsecured Notes at KEDNY and 
$100 million Senior Unsecured Notes at KEDLI. 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 UsTreasury component of the underlying 
notes. These derivative instruments settled in the fourth quarter of 2006 
at which time KeySpan paid 80.2 million to the counterparty to the 
contracts. The loss on the settlement of these contracts has been deferred 
for future collection from fiim gas sales customers consistent with regula- 
toly requirements. 

The table below summarizes the fair value of all of the above out- 
standing derivative instruments at December 31, 2006 and 2005, and 
the related line item on the Consolidated Balance Sheet. Fair value is the 
amount at which derivative instruments could be exchanged in a current 
transaction between willing parties, other than in a forced liquidation sale. 

(In Millions ojDollarr) 
DECEMBER 31.2006 DECEMBER 31,2005 

Gas Contracts: 
Other current assets 1 30.7 1 132.1 
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 liability (120.6) (1 75.4) 

Oil Contracts: 
Other current assets 0.3 0.5 
Other current liability (7.2) (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 liabilities (0.6) - 

$ (5.6) I (10.1) 

Weather Derivatives: The utility tariffs associated with KEDNE's 
operations do not contain weather normalization adjustments. As a 
result, fluctuations from normal 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 200612007 winter heating 
season -November 2006 through March 2007. These put options will 
pay KeySpan up to $37,500 per heating degree day when the actual 
temperature is below 4.1 59 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 $1 5 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 19.1 million benefit to earnings associated with the 
weather derivative. We account for these derivatives pursuant to the 
requirements of ElTF 99-2, "Accounting for Weather Derivatives." In this 

regard, such instruments are accounted for using the "intrinsic value 
method" as set forth in such guidance. 

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 200512006 winter heating season - November 2005 through 
March 2006. These put options would have paid KeySpan up to 140.000 
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 2Oyear average for normal weather. The maximum 
amount KeySpan would have received on these purchased put options 
was $16 million.The net premium cost for these options was $1.2 million 
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 norrnal.Therefore, there was no earnings 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 declined, or credit exposure 
exceeds certain levels, we may limit 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 associated 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 Debt: 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 ojDollan) 
DECEMBER 31. 2006 ZOOS ---- ~ .. -~ ~ 

First Mortgage Bonds $111.4 $114.1 
Notes 
Gar Facilities Revenue Bonds 
Authority Financing Notes 
Promissory Notes 
Master Lease 



Carrying Values af Long-Term Debt 

(In Millions of Dollnrr) 

DECEMBER 31. 2006 2005 

First Mottgage Bonds $95.0 895.0 
Notes 2.925.4 2,437.2 
Gas Facilities Revenue Bonds 640.5 640.5 
Authority Financing Notes 66.0 66.0 
Promissory Notes 155.4 155.4 
Master Lease 412.3 412.3 

All othc 
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Therefore, KeySpan and Houston Exploration elected not to develop these 
oil reserves. As a result, in the second quarter of 2004. KeySpan recorded 
a 148.2 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. 

ce were 

mn*, 

N o t e  9. Gas Product ion  a n d  Deve lopmen t  
Proper ty  - Deple t ion  
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 wholly-owned subsidiary KeySpan Exploration and Production. 
Further, KeySpan's investment in these activities also includes its wholly- 
owned subsidiaty Seneca-Upshur. These assets are accounted for under 
the full 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 existen 
of proved reservez 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, 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 -.-"".. ies is not reversible at a later date even if prices lncreare. The ceil- 

is calculated using natural gas and oil prices in effect as of the 
I sheet date, adjusted for outstanding derivative instruments, held 

.. ... r 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 equitymethod from June 2004 through November 19. 
2004.Therefore, we were required to calculate 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 reselvoir 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. 

e 10. Energy Sewices - Discont inued Operat ions 
... J04,  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, including approximateiy $5 million to 
be paid within a three year period. 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 June 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 bonds were replaced with- 
out any remaining indemnification obligation on the part of KeySpan. The 
buyers have completed the projects for which such indemnity obligations 

incurred. 
In connection with the Febnrary 2005 transaction, KeySpan paid or 

.,,..,ibuted approximately $26 million to its former subsidiary prior to 
closing the sale transaction in exchange for, among other things, the dis- 
position of outstanding shares in the former subsidiary 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 
to 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 180 million in the event it is required to perform under all other 
indemniy obligations previously incurred by KeySpan to support the 
remaining bonded projects of its former subsidiary as of the closing. As of 
December 31, 2006, the total cost to complete such remaining bonded 
projects is estimated to be approximately $21.9 million. The aforemen- 
tioned guarantees are reflected in Note 7 "Contramal Obligations, 
Financial Guarantees and Contingencies". KeySpan's former subsidiary 
has also agreed lo complete the projects for which such indemnity obli- 
gations were incurred and to indemnify and hold KeySpan harmless with 
respect to its liabilities in connection with such bonds. 

in anticipation of these sales and in connection with the preparation 
of the third quarter and fourth quarler 2004 financial statements, KeySpan 
conducted an evaluation of the canying value of these investments, 



including recorded goodwill. Further, we evaluated the carrying value 
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 evaluations, 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 lncome reflecting the write-down of goodwill on Energy Services 
segment's continuing operations; and (ii) $93.9 million (167.8 million 
after-tax) as discontinued operations reflecting the impairment on the 
mechanical contracting companies. 

In addition, an impairment charge of $100.3 million (172.1 million 
after-tax or $0.45 per share) was also recorded in 2004 to reduce the 
carlying value of the remaining assets of the mechanical contracting 
companies. This charge is reflected in discontinued operations on 
the Consolidated Statement of lncome to reflect 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 approxh 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 flows and 
(ii) the terminal value. KeySpan utilized certain significant assumptions in 
this valuation, specifically the weighted-average cost of capital, short and 
long-term growth rates and expected future cash f l o w  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 Millions ojDollan) 
FORTHE YEAR ENDED DECEMBER 31. 2M)S 2004 

Revenues 
Less: 
O~eratina emenser - .  
Goodwill impairment - 108.3 

(6.4) (134.5) 
Income taxes (benetit) (2.3) (55.5) 
Operating loss (4.1) (79.0) 
Gain (Loss) on disposal, net of tax 2.3 (72.0) 
Net Loss $ (1.8) 1(151.0) 

Note 11. 2006 UPA Settlement 
LlPA 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 remain- 
ing assets were acquired by LIPA.At the time of this transaction, KeySpan 
and LlPA entered into three major long-term service agreements that (i) 
provide to LlPA all operation, maintenance and construction services and 
significant administrative services relating to the Long lsland electric 

transmission and distribution system ("T&D System") pursuant to a 
Management Services Agreement (the " 1998 MSA"); (ii) supply LlPA 
with electric generating capacity, energy conversion and ancillary serv- 
ices from our Long lsland generating units pursuant to a Power Supply 
Agreement (the " 1998 PSA") and other long-term agreements 
through which we provide LlPA with approximately one half of its cus- 
tomers' energy needs; and (iii) manage all aspects of the fuel supply 
for our Long lsland generating facilities, as well as all aspects of the 
capacity and energy owned by or under contract to LlPA pursuant 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 LlPA Agreements. 

On February 1,2006, KeySpan and LlPA 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 electricT&D System owned by LlPA 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 LlPA had the option, 
through December 15, 2005, to acquire substantially all of the electric 
generating facilities owned by KeySpan on Long lsland; 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 LlPA Agreements receiving the 
required governmental approvals; othelwise none of the 2006 LlPA 
Agreements will 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 plc and KeySpan have engaged in discus- 
sions concerning 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 LlPA Agreements and the 
receipt and timing of governmental approvals relating thereto. 

2006 Settlement Agreement: Pursuant to the terms of the 2006 
Settlement Agreement. KeySpan and LlPA agreed to resolve issues that 
have existed between the parties relating to the various 1998 LlPA 
Agreements. In addition to the resolution of these matters, KeySpan's 
entitlement to utilize LILCO's available tax credits and other tax amib- 
utes will increase from approximately $50 million to approximately 
$200 million.These credits and anributes may be used to satisfy 
KeySpan's previously incurred indemnity obligation to LlPA for any fed- 
eral income tax liability 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 trans- 
ferred to KeySpan at the time of the KeySpanlLlLCD 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 
settlement.) In recognition 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 Settlement Agreement KeySpan will record a contrac- 
tual asset in the amount of approximately $160 million, of which approx- 
imately $1 10 million will be attributed to the right to utilize such addi- 
tional credits and attributes and approximately 650 million will be amor- 
tized over the eight year term of the 2006 MSA. In order to compensate 
LlPA for the foregoing. KeySpan will pay LIPA $69 million in cash and will 
settle certain accounts receivable in the amount of approximately $90 
million due from LIPA. 

h Agreemer 
. . 

~t and 2006 Option Generation Purchase Right 
Agreement: Under an amended GPRA, LlPA had the right to acquire cer- 
tain of KeySpan's Long Island-based generating assets formerly owned by 
LILCO, at lair 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 LlPA agreed to extend the date by which LlPA was to make this 
determination to December 15.2005.A 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. Barren Generating Stations (and certain related assets) at a 
price equal to the net book value of each facility. In December 2OC 
KeySpan and LlPA entered into an amendment to the 2006 Option 
Agreement whereby the parties agreed to extend the expiration of 
option period to the later of (i) December 31,2007 or (ii) 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 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. If LlPA 
were to exercise the option and purchase one or both of the generation 
facilities (i) LlPA and KeySpan will 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 1224 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 1.34 cents per kilo- 
wan 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 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. 

LlPA will continue to reimburse KeySpan for certain expenditures 
incurred in connection with the operation and maintenance of theT&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 and storm costs. 

Upon approval, the 2006 LlPA Agreements will be effective retroac- 
tive 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 esti- 
mate what the impact would be to its results of operations, financial 
position and cash flows if the 2006 LlPAAgreements do not become 
fully effective. 

N o t e  12. KeySpan Gas East Corpora t ion  Summary  
Financial D a t a  
KEDLI is a wholly owned subsidiaiy 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. KEDLl 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 million of 7.875% Medium- 
Term Notes due 2010. In Januaiy 2001, KEDLl issued an additional 1125 
million of Medium- Term Notes at 6.9% due January 2008. The following 
condensed financial statements are required to be disclosed by SEC regu- 
lations and set fonh those of KEDLI. KeySpan Corporation as guarantor of 
the Medium-Term Notes and our other subsidiaries on a combined basis. 
Additionally, in 2006, KEDLl issued $100 million of Senior Unsecured 
Notes at 5.60% due November 29,2016.This debt is not guaranteed by 
the parent, KeySpan Corporation. 



Statement of lncome 

Purchased gas - 864.4 2.467.1 - 3,331.5 
Fuel and purchased power - - 548.6 - 548.6 
Operations and maintenance 62.4 138.9 1,478.7 - 1,680.0 
Intercompany expense - 5.3 (4.6) (0.7) - 
Depreciation and amortization - 77.5 320.0 - 397.5 
Operating taxes - 65.1 346.1 - 411.2 

Total Operating Expenses 62.4 1,151.2 5,155.9 (0.7) 6.368.8 
Gain on sale of property - - 1.6 - 1.6 

Operating Income (Loss) (61.7) 168.2 721.0 - 827.5 
interest charaes (166.2) (54.4) (69.0) 33.5 (256.1) . . . . . . . . 

Other incorn; and (dedmions) 575.2 2.3 (62.8) (476.4) 38.3 
Total Other Income and (Deductions) 409.0 (52.1) (131.8) (442.9) (21 7.8) 
Income Taxes (Benefit) (86.9) 42.2 220.2 - 175.5 
Net Income $ 434.2 1 73.9 1 369.0 S(442.9) 1 434.2 

Statement o f  lncome 

Operating Expenses 
Purchased gas - 963.0 2,634.3 - 3.597.3 
Fuel and purchased power - - 752.1 - 752.1 
Operations and maintenance 22.0 133.5 1,462.4 - 1,617.9 
Intercompany expense - 4.8 (4.2) (0.6) - 
Depreciation and amortization - 76.9 319.6 - 396.5 
Operating taxes 0.1 65.9 341.1 - 407.1 

Total Operating Expenses 22.1 1,244.1 5,505.3 (0.6) 6,770.9 
Gain on sale of property - - 1.6 - 1.6 
Income from equity investments - - 15.1 - 15.1 
Operating Income (Loss) (21.5) 188.8 740.5 - 907.8 

9) 21.0 1269.3) Interest charaes (144.5) 161 9) 183. . . . . . . . . 
Other tncorne 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 1 390.2 1 81.4 1 343.6 s(425.0) 1 390.2 



Statement of lncome - 
(In Milli' ...- --. mr oJDollarr) 

YEAR ENDED DECEMBER 31.2004 - GUARANTOR kruru umn=n ~um~~uanr.~=~ cumn~nrmumr. cudSOLlDATED 

Revenues $ 0.6 11.124.4 1 5.526.1 1 (0.6) s f  
Operating Expenses 

Purchased gas - 664.9 1,999.6 - i,oor.> 
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 - 79.9 471.9 - 551.8 
Operating taxes - 65.7 338.4 - 404.1 
Goodwill Impairment - - 41.0 - 41.0 

Total Operating Expenses 5.3 953.7 4.809.7 - 5,768.7 
Gain on sale of propelty - - 3 - 7.0 
Income from equity investments - - 5 - 46.5 
Operating lncome (Loss) - (4.7) 170.7 ,ox3 (0.6) 935.3 
Interest charges (61.5) 7) 
Otner ncome and ideauaionsl - 
Total Other Income and (C 
Income Taxes (Benefit) 145.51 35.8 3 5 . 2  - JL5.5 

Earnings from Continuing Operations 471.7 74.2 590.9 (522.1) 614.7 
Discontinued Operations - - (151.0) - (151.0) 
Net Income 1 471.7 1 74.2 1 439.9 S(522.1) 1 463.7 



Balance Sheet 

On Milltons ojDollars) 
DECEMBER 31,2006 GUARANTOR KEDLl OTHER SUBSIDIARIES ELIMINATIONS CONSOLIDATED 

Assets 
Current Assets 

Cash and temporaly cash investments 
Accounts receivable, net 
Other current assets 1.5 314.0 1,373.8 - 1,689.3 

142.5 524.3 2.1 20.2 - 2,787.0 
Investments and Other 5,017.8 - 144.0 (4,892.1) 269.7 
Property 

Gas - 2,164.4 5.475.0 - 7,639.4 
Other - 32.3 3,171.5 - 3,203.8 
Accumulated depreciation and depletion - (434.7) (2.830.2) - (3,264.9) 

- 1,762.0 5,816.3 - 7,578.3 

Intercompany Accounts Receivable 969.1 80.8 1.682.9 (2,732.8) - 

Deferred Charges 1,942.3 502.0 1,358.2 - 3,802.5 
Total Assets $8,071.7 12.869.1 $11,121.6 S(7.624.9) 114.437.5 

Liabilities and Capitalization 
Current Liabilities 

Accounts payable $ 57.2 $ 118.9 $ 849.9 $ - 1 1.026.0 
Commercial paper 85.0 - - - 85.0 
Other current liabilities 231.8 71.4 293.8 - 597.0 

374.0 190.3 1,143.7 - 1,708.0 
Intercompany Accounts Payable 2.6 319.4 897.0 (1.219.0) - 

Deferred Credits and Other Liabilities 
Deferred income tax 
Other deferred credits and liabilities 1,216.1 204.7 1,178.7 - 2,599.5 

1 191 R 611 7 1 477 d - 7 775 9 . , . - . . - - .  ... . , - . -. . - , . . - . - 
Capitalization 

Common shareholders' equity 4,641.5 996.8 3,772.6 (4,892.1) 4.518.8 
Long-term debt 1.861.8 750.9 3.320.2 (1,513.8) 4,419.1 

Total Capitalization 6.503.3 1,747.7 7.092.8 (6,405.9) 8,937.9 
+ 

Minority Interest in Consolidated Companies - - 15.7 - 15.7 
Total Liabilities and Capitalization $8,071.7 $2.869.1 $11.121.6 $(7,624.9) $14,437.5 



Balance Sheet 

Assets 
Current Assets 

Cash and temporaly cash investments $ 79.6 1 3.5 $ 41.4 1 - 1 124.5 
Accounts receivable, net 0.6 149.9 822.2 - 972.7 
Other current assets 4.0 368.9 1,550.0 - 1,922.9 

84.2 522.3 2,413.6 - 3,020.1 
Investments and Other 128.2 (4.457.5) 242.4 
Propelty 

Gas 7.275.9 - 7.275.9 
Other - 2,111.3 981.5 - 3,092.8 
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 44.6 95.6 (2.953.8) - 
Deferred Charges 482.5 316.1 2,414.6 3.213.2 

Total Assets $7,951.3 $2,599.4 $10,678.2 S(7.411.3) 113,812.6 

Liabilities and Capitalization 
Current Liabilities 

Accounts payable 
Commercial DaDer , . 
Other current liabilities 196.2 128.5 

890.2 278.2 

Intercompany Accounts Payable 51.8 338.3 t (1,439.9) 
Deferred Credits and Other Liabilities 

Deferred income tax 27.2 330.6 800.1 - 1,157.9 
Other deferred credits and liabilities 634.0 225.3 1,240.( - 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 (4.457.6) 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 Comolidated Companies 15.1 15.3 
Total Liabilities and Capitalization $7.951.3 l.594.4 $10.678.; $(7.411.3) - 3,812.6 



Statement of Cash Flows 

(In Mi l l ions oJDollors) 
YEAR ENDED DECEMBER 31.2006 GUARANTOR KEDLl OTHER SUBSIDIARIES CONSOLIDATED 

Operating Activities 
Net Cash (Used in) Provided by Continuing Operating Activities 1 (68.1) 1 112.6 11.014.1 11,058.6 

Investing Activities 
Capital expenditures - (89.0) (435.0) (524.0) 
Cost of removal - (7.7) (24.9) (32.6) 
Proceeds from sale of propertv and investments - - 1.6 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 Activit ies 

Treasuly stock issued 
Issuance (payment) of debt, net 
Common and preferred stock dividends paid 
Intercompany dividend payments 
Other ,- ~. . . 
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 1 31.2 1 (5.7) 1 86.4 
Cash and Cash Equivalents at Beginning of period 79.6 3.5 41.4 124.5 
Cash and Cash Equivalents at End of Period $ 140.5 1 34.7 1 35.7 1 210.9 

Statement of Cash Flows 

(In Mi l l i ons  oJDollarr) 
YEAR ENDED DECEMBER 31.2005 GUARANTOR KEDLl OTHER SUBSIDIARIES CONSOLIDATED 

O ~ e r a t i n g  Activit ies 
' ~ e t  cash (Used in) Provided by Continuing Operating Activities 1 (327.7) 1 168.5 $ 562.5 1 403.3 

Investing Activit ies 
Capital expenditures 
Cost of removal 
Proteeds from sale of property and inwstments 
Derivative margin call - - (8.9) (8.9) 

Net Cash (Used in) Continuing Investing Activities - (1 18.0) (411.2) (529.2) 
Financing Activit ies - 

Treasury stock issued 
Common st& issued associated with MEDS conversion 
Issuance (payment) of debt, net 
Redemption of preferred stock 
Common and preferred stock dividends paid 
Dividend paid to parent 
Other . . . . . . 
Net intercompany accounts 90.0 (46.1) (43.9) - 

Net Cash (Used in) Continuing Financing Aaivities (173.4) (46.1) (437.7) (657.2) 
Net (Decrease) Increase in Cash and Cash Equivalents 1 (501.1) 1 4.4 $ (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 1 79.6 1 3.5 1 41.4 1 124.5 



Statement of Cash Flow! - - - - - 
ionr ojDollari 

YEAR ENDED DECEMBER 31,2004 GUARANTOR KEDLl OTHER SUBSIDI/ . JNSOLIDATED 

- 
(In Mill 

MI€< CI 

Operating Activit ies 
Net Cash (Used in) Provided by Continuing Operating Activities 1 (88.7) 1 169.5 $ 669.3 1 750.1 

Investing Activit ies 
Capital expenditures - (1 08.7) (641.6) (750.3) 
Cost of removal - (7.1) (29.2) (36.3) 

Proceeds from sale of property and investments - - 
Net Cash (Used in) Provided by Continuing Investing Activities - (115"' 
Financing Activit ies 

Treasury stock issued 33.4 - 
Issuance (payment) of debt, net (269.7) . 

Redemption of preferred stock (8.5) - 
Net proceeds from salelleaseback transaction - - 
Common and preferred stock dividends paid (291.1) - 
Gain on interest rate sw 12.7 - 
Dividend paid to parent 447.6 (40.0) 
Other 27.6 - 
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) 1 228.4 1 709.0 
Net Cash Flow from Discontinued Operations 
Cash and Cash Equivalents at Beginning of Period 97.6 1.6 104.2 203.4 
Cash and Cash Equivalents at End of Period 1 580.7 1 (0.9) $ 342.2 922.0 



Note 13. Summary of Quatterly Information (Unaudited) 

The following is a table of financial data for each quarter of Keyspan's year ended December 31,2006. 

(ln Millionr oJ Dollars, Except Per Shan A m m U J  
QUARTER ENDED 3131106 6B0106 9130106 12131106 
Operating Rewnue 2.661.1 1,377.7 1,218.5 1.924.3 
Operating income 
Earnings for common stock 
Basic earnings per common share 

Diluted earnings per common share 

389.1 107.5 135.8 195.1 
208.0 49.4 (a) 50.3 126.5 (b) 

1.19 0.28 0.29 0.72 

1.18 0.28 0.29 0.71 

Dividends declared 0.465 0.465 0.465 0.465 

(a) and (b) Fursoant to indemnty oblgdtions mntainedin the long klandlightinq Company f"llLC07 I Keyspan mergwagreement of May 1998, KMpan hadbeen d i n g  w?fh rk 
Intern1 R m w  Service ('IRS7 to resolve cemin disputer with rq3m'to LIlCO's taxretufns for the taxyears end& Decemter31, 1995 UKwgh M a d  31, 1999and KEySpdn'raod 

lk Bmkb Union Gas Cwny's (d/b/a K E W  tax returns for theyears endedWtember30, 1997 t h q h  Decemk31.1998. Durirg thesecondqwfWof2006, ~u kwer mre 
semed Accordirgk Keyspan rwerred 695 million of pr~~'ousE, established federal l n m  tax m. A senl-r of the remainifg m n d i n g  irrws was m&d in the farnh guwrer 
and, folkwing IRS pmcedure, me senlment was submind to the loin1 Cornminee on Taxation on omb2r 30.2006 f a  finalap+wvaI I.d is expected in eady2007. Aedngb K~ySpan 

rwwsed $35.0 million of prw'wk establihd federalinme lax m in the fwrih q u a m  oi2W6 

The following is a table of financial data for each quarter of Keyspan's year ended December 31, 2005 

(In Millions ojDollarr, Except Pn Shnn Amounts) 
QUARTER ENDED 3131105 6/30/05 9BO105 lU31105 
O~eratina 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, 

less preferred stock dividends 234.4 18.0 22.6 121.4 
Cumulative change in accounting principles, net of tax - - - (6.6) (a) 
Loss from discontinued operations - (1.8) - - 
Earnings for common stock 234.4 16.2 22.6 114.8 
Basic earnings per common share hom mntinuing opemtions 

less preferred n o d  dividends 1.45 0.11 0.13 0.70 
Basic earnings per common share from diiontinued operations - (0.01) - - 
Basic earnings per common share horn cumulative change 

in accounting principles - - - (0.04) (a) 
Basic earnings per common share 1.45 0.10 0.13 0.66 
Diluted earnings per common share 1.44 0.09 0.13 0.65 
Dividends declared 0.455 0.455 0.455 0.455 

(a) Curnulark change in mwniirg prim'ple fa implementatbn of FASB Interpretation No. 47 ('FIN 477 'Acmunting for Conditional Aset R e t i m f  Oblgahbnr' 



REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM 

To the Board of Directors and Stockholders of KeySpan Corporation: 

We have audited the accompanying Consolidated Balance Sheets and the Consolidated Statements of Capitalization of KeySpan Corporation and 
subsidiaries (the 'Company") as of December 31,2006 and 2005, and the related Consolidated Statements of Income. Retained Earnings, 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 Item 15. These financial statements and financial statement schedule are the responsibility of the Company's management. Our 
responsibility is to express an opinion on these financial 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 examinina. on a test basis. evidence su~~or t ina  the amounts and disclosures in the financial statements. An audit also includes assessina the 
accounting principiis used and significant estimates maie by management, as well 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 statements present fairly, 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, 
2006, in confonity with accounting principles generally accepted in the United States of America. Also, in our opinion, such financial statement schedule, 
when considered in relation to the basic consolidated financial statements taken as a whole, presents 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 BeneM Pensions and Other Postretirement BeneM 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. " 

We have also audited, in accordanca with the standards of the Public Company Accounting Oversight Board (United Slates), the effectiveness of the 
Company's internal control over finanaal reporting as of December 31,2006, based on thecriteria established in lntemai ~on1m1-lntegrated~ramework 
issued bv the Cornmiltee of Swnsorina Omanizations of the Treadwav Commission and our rewrt dated Febman, 22.2007 ex~ressed an unoualified ~,~~ ~~~ ~ ~ .~ 
opinion in management's asiessmeniof t i e  effectiveness of the Company's internal control oter finanhal reporting and an unqualified opinion on the 
effectiveness of the Company's internal control over financial reporting. 

is1 DELOllTE 8 TOUCHE LLP 
New York. New York 
Febmary 22.2007 



ITEM 9. CHANGES IN AND DISAGREEMENTS WITH ACCOUNTANTS ON ACCOUNTlNG AND FINANCIAL DISCLOSURE 

None, 

ITEM 9A. CONTROLS AND PROCEDURES 

We maintain disclosure controls and procedures (as defined under Exchange Act Rule 13a-15(e)) that are designed to ensure that informaCon required to 
be disclosed by us in the reports we file or submit under the Exchange Act is recorded, processed, summarized and reported within the time peciods 
specified in the Securities and Exchange Commission's rules and forms, and that such information is accumulated and communicated to KeySpan's 
management, including our Chief Executive Officer and Chief Financial Officer, as appropriate, to allow timely decisions regarding required disdosure. 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 Ofiicer and Chief Financial Officer, has evaluated the effectiveness of 
our disclosure controls andprocedures as of ~e&mber 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 procedures were effective at the reasonable assurance level in alerting them timely 
to material information reauired to be included in KevS~an's oeriodic SEC rewrts. 

Furthermore, ther~.hes been no change in ~ e i ~ d a n ' s  internal control over financial reporting that occuned during KeySpan's last fiscal quarter, which 
has materially affected: or is reasonably likely to materially affect, KeySpan's internal control over financial reporting. 



MANAGEMENTS REPORT ON INTERNAL CONTROL OVER I 

Our management is responsible for establishing and maintaining adequate int 
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REPORTING 

emal control over financiz 
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11 reporting (as defined under Exchange Act Rule 
1 3 a 1 5 ~ ) .  KeySpan's internal control over financial reporting is LI..I~IIN $roYide reaso,~.~,. .=~,dnce regarding the reliability of financial reporting 
and R e  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, intemal control over financial reporting may not prevent or deteet 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 detwiwate. 
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--A 2 .L- 

d the 
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fort) by the Cornminee of Sponsoring Organizations of tne Treadway Commission ('COSO') in a report ent~tled Internal ~onirol-lntegrated Framework 
Our manaoement concluded. as of Decemoer 31.2006. that KevSoan's intemal control over financial reooflino is eflecbve based on the COSO criteria , " 

Our independent registered public accounting firm; ~eloitle' i ~ o u c h e  LLP, has issued their report on management's assessment of KeySpan's 
intemal control over financial reporting as of December 31.2006. which is included herein. 



--PORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM 

the Board of Directors an 

We have audited management's asmiment, included in the ampany ing Managemenrs Report on Internal Control over Financial Reporting, that 
KeySpan Corporation and subsidiaries (the 'Company") maintained effective intemal control over financial repmiing as of December 31,2006, based on 
niteria established in lnternal ConlroClnlegrated Framework issued by the Committee of Sponsoring Organkations 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 

!ma1 control over financial rewrtina. Our responsibilitv is to exoress an ooinion on management's assessment and an opinion on the effectiveness of 
cia1 report in^ Company's I 
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t we plan and perform the audit to obtain reasonable assurance about whether effective internal conhol over financial reporting was maintained in all 
leriai respects. Our audit included obtaining an understanding of intemal control over financial reporting, evaluating managemenfs assessment, testing 
I evaluating the design and operating effectiveness of Internal 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. 
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I have also audited, in accordance with the standards of the Public Company Accounting Gversght bard (United States), the consolidated financial 
lements and financial statement schedule as of and for the year ended December 31.2006 of the Com~anv and our reDort dated Feb~ary 22,2007 
bressed an unqual Sed opinlon on those financial statements and financial statement schedule and includedan explanatory paragraph regarding the 
~ption of Statement of F~nancial Accounting Standards No. 158 'Employers' Accounting lor Defined Benefil Pensions and Other Postrel~remenl Benefrt 
ns,"referred to in Notes 1 and 4 

DELOITE &TOUCHE LLP 
~York ,  New York 
)Nary 22.2007 



member of the Socic 
Technology InsMute 

~hters and sits on the Board of the Gas 

ITEM 10. DIRECTORS, EXECUTIVE OFFICERS and CORPORATE 
GOVERNANCE 

Directors of KeySpan 
The following individuals were elected as directors of KeySpan al  our 
last annual meeting of shareholders held on August 17.2006. to hold 
such position for a one year term or until his or her successor is duly 
elected or chosen and qualified: 

Robert B. Catell - Age 70 -Director since May 1998 
Chairman and Chief Executive Officer of KeySpan Corporation sil 
Julv 1998. Joined Keyspan's subsidiary, The Brooklyn Union Ga 
company, in 1958 and was elected ~ s ~ i s t a n t  V;ce president in 1( 
Vice President in 1977. Senior Vce Prestdent in 1981 and Execul 
Vice President in 1984. Elected Brooklvn Union's Chief ow rat in^ 

nce 
S 
>74 

Officer in 1986 and President in 1990. served as ~res idek  and i 
Executive Officer from 1991 to 1996. He was then elected Chairmarl 
and Chief Executive Officer in 1996 and held such position through the 
transformation of Bmoklvn Union to KevSoan. He served as President 
and Chief Operating Of&r of ~ e y ~ p a i  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 Institute, New 
York State Enerav Research and Develooment Authoritv. the Business 
Council of New york State, Inc. and the ~ e w  York City bartnership, and 
as Chairman of the Long lsland Association. Mr. Catell also serves on 
the board of directors of The Houston Exploration Company 
(NYSE:THX) and Keyera Energy Management Ltd. (TSX:KN.UN). 

Andrea S. Christensen -Age 67 - Director slnce January 2001 
Special Counsel to the lawfirm of Kaye Scholer LLP since Janual 
2005. Previously was a partner of Kaye Scholer LLP since 1976. 

Alan H. Fkhman - Age 60 -Director since May 1998 
President. Sovereign Bank, from June 2006 to 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 lndependence Community Bank. 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 8 Berman in 1988 and was responsible for 
an investment partnersh/p. Joined American International Group. Inc. in 
1989 as Senior Vlce Presiaent of AIG. Joined the firm of Adler 8 
Shavkin in 1990 as a Manaaina Partner. Former Manaaina Partner and 
founder of Columbia ~inancja Partners. L.P. in 1992. 6reident and 
Chief Exearlive Officer of ContiFinanc.al Corporat~on from July 1999 to 
March 2001 Chalrman of the Broo~lvn Academv of Music and the 
Bmoklyn Navy Yard and -hairmanof the ~ o i n t o w n  Brooklyn 
Partnership. 

James 
Co-Cha 

R. Jones -Age 67 -Director since May 1998 
irman and Chief Executive Officer of Manan Jones Global 

Strategies. LLP since October 2001 and Chairman of GlobeRanger 
CorGt ion  since September 1999. Senior Counsel to the law h m  of 
Manan. Phelps 8 Phillips. LLP from March 1999 to present. Retired as 
President of Wamaco. Inc. - International D;vts on in 1998. Director of 
Anheuser Busch (NYSE:BUD) since 1998 and 
(NYSE:KSU) since 1997. White House Staff, 
Appointmenh Secretary from 1965 to 1969an ,,a,, ~~v~~~ 

Oklahoma from 1973 to 1987. Partner in the I., ,,,,,, ,, dkstein 
Shapim Morin 8 Oshinsky LLP from 1987 to 1989. Chairman and Chief 

I Kansas City 
Special Assi! 
id Congressr 
3111 firm -r ni, 

1 Southem 
itant and 
"""C..". 

Executive Officer of the American Stock Exchange from 1989 to 1993. 
Sewed as United States Ambassador to Mexico from 1993 to 1997. 

Joined that firm in 1968 and previously was an associate with the law 
firm of Kelley, Drye 8 Warren. Adjunct Professor at New York University James L Larocca - Age 63 -Director since January 2001 
School of ~ a w  from 1984 to 1994. Member of the Association of the B& Distinguished profess; of Public Policy and former dean of the College 
of the City of New Yon. American Bar Association and International at Long Island Univers~ty's Southampton Graduate Campus snce April 
Societv for Labor Law and Soclal Securitv. Former Chaimerson of New 2000 and Adiunct Professor of P.o~dc Poi cv at Hofstra Universitv since 
York county Lawyers Association ~ommittee on Labor ~'elations. Januarv 1999. Chairman of the Long lslanb Regional Planning Board. 
Served as a director of Brooklyn Union from 1980 to 2000, and th~ ~ractickd law with the firm of cullenand ~ y k m $  immediatelybrior to 
Arnencan Arb~tration Association from 1988 to 1999. Serves as a his appointment to Southampton College. Served in the cabinets of twc 
Member of the board of lnwood H o ~ s e  since 2000 New York Slate awernors as Commissioner of Transoortabon. 

Commissioner oi~nersv. Director of Federal Affairs, ~rustr  
Robert J. Fani - Age 52 -Director since January 2005 York Power Authonry and Chairman of lne Energy Researc 
Prestdent and Chief Operating Officer of KeySpan since October 2003. Development Authonty. Served as the President of the Lotny 
Jolned KevSoan's subsidiary. The Brooklvn Union in 1976 and has Assocation from 1985 to 1993. Served as a director of Bmoklvn Union 

?e of the NW 
:hand .̂  ,̂ ,̂ "A 

since he l ia  lariety of management posi6ans in distribution. from 1992 to 1993 and from 1995 to 2000. Former director of ~ u r o ~ e a n  
engineering, planning, marketing, and business development. Elected American Bank and ContiFinancial Corporation. Current director and 
Vice President in 1992 and promoted to SeniorVice President of past Chairman of the Long Island Nature Conservancy. 
Marketing and Sales in 1997 and was responsible for all marketing, 
sales, rate and regulation activities. In September 1999, he became Gloria C. Larson - Age 56 - Dlrector since June 2003 
Sen or Vice president for Gas Operations and was promoted to Partner and Cc-dwirof the Government Practices Group at the law firm 
Executive Vice President for Strateaic Sewtces tn Februaw 2000 and of Folev Hoaa LLP. Has held senior w s  lions within the federal 
then to President of the KeySpan &emy Services and subply Gmup in aovemhent ;Andthe ~ommonwealth'of Massachusetts aovernment 
2001 until assuming his cuient positionBs President and chief including serving as the Massachusetts Secretary of  gnomic Affairs. 
Operating OKcer. Former Director of The Houston Exploraton Deputy Directorof Cons~mer Protection and Anorney Advisor for the 
Company (NYSE:THXI and serves as a director of the New York Feaeral Trade Commission. Current Chaimerson ot the Massachusetts 
Building congress, the City College of New York. Stony Brook Convention Center Authority since 1998. director of Unum Provident 
University and the Energy Partnership of Long Island. He is also a Corp. (NYSE:UNM). Serves as a member of the Rose F. Kennedy 
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Greenway Conservancy board, as well as several Boston-based not-&- M E C U  
profit organizations, including the Greate Cerlain 
Commerce, the New England Council, 11 of its su 
'-rum and Blue Cross Blue Shield of M2ara*n lurrnio. o ~ v c ; ~  w 

air of the board of directors of MasslNC. Robert B. Catell 
Mr. Catell's b i w r a ~ h  

TlVE OFFlCl 
information r 
bsidiaries is I 

ERS OF Kn 
egarding exe 
set forth belo 

lSPAN 
cutive officel 
w: 

r Boston Chr 
he Massacht 
.".̂ L̂..,.̂ U  ̂

n's - 
n of KeySpa n and certain 

y appears ur rs of KeySpa 

... - 
- 

sphen W. McKessy - Age 69 - Director s inw May 1998 
?cted as the Lead Director of KeySpan effective January 1.200C Robert J. Fanl 6. 
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i's biography !tired parlner of PricewaterhouseCoopers. Served in various 

tnagement and leadership positions at PricewaterhouseCooper 
60 to 1997. Serves as a director of The Houston Exploration 

Company (NYSE:THX), and the Boy Scouts of America. Member 
board of advisors of St. John's University College of Business 
Administration, past president and current member of the board ot 
nnvernors of the Silver Spring Counby Club, and member of the 

)pew Owners Association at SailFish Point, Florid, 
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Mr. Parker, age 57, was elected President of the KeySpan Er 
Delivery and Customer Relations Group In January 2003. Hc 
serves as V~ce Chairman ano Chief Executive Officer of Kev: 

Wrgy 
I also 
ipan 
,< Services, Inc. since January 2003. He had previously served -. 

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 

me ~ositions. In 1987. he was named Assistant Vice President for 
hvard D. Mill 
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marketing and advertising and was elected Vice President in 1990. In 
1994. Mr. Parker was promoted to Senior Vice President of Human 
Resources for KEDNY and in Auaust 1998 was oromoted to Senior Vice 

Officer o i ~ h e  ~ ~ u i t a b l k f e  k u r a n c e  Society, the principal insurance 
subsidiary of AXA Financial, Inc., from August 1997 through May 2001. 
Selved as Senior Vice Chairman of The Chase Manhattan Bank from 
1996 through 1997. Serves as a member of the board of directors of 

ierican Exprc / (NYSE:AXP) and KomA 
YSE:KP/). I e board of governors of tt 
-State and C ~e board of directors of PI 
Jstee of the I,,,,,,-,,,, ,,holarship Fund and the N,.. , ,,, ,,,, 
lice Foundation. Chairman for New York City's Partnership Security 
d Risk Management Task Force. 

* 
President of Human Resources o 

. . 

f KeySpan. 

. - . . . . . Steven L Zelkowtb 
Mr. Zelkowih, age 51, was elected Presment of Keyspant 
Assets and Supply Group in October 2003. Prior to that, ht 
Executive Vice President and Chief Administrative Officer ! Y 
2003. He joined KeySpan as Senior Vice President and Dl 
General Counsel in October 1998, and was elected Senior 
President and General Counsel in February 2000. In July 2001. Mr. 
Zelkowih was promoted to Executive Vice President and General 
Counsel, and in November 2002, he was named Executive Vice 
President. Administration and Compliance, with responsibil" 
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iurance Company. Inc. and its family of companies Enterprise Risk ~ a n a ~ e m i n t  and administratively f;rr lnteh 
wed as Senior Vice President of Oxford Health Plamm. llVlll Before joining KeySpan, Mr. Zeikowih practiced law with C 

to Januarv 1999. Served in various Senior Vice President and Vic, Dvkman LLP in Brooklvn. New York. soecializina in enerav and utilitv " 
~residenipositions at Blue Cross Blue Shield of Massachusetts from law and h i d  been a partner since 1984. He served on t t t  firm's 

' 

1993 to 1997. Served as Director and in a variety of senior level Executive Committee and was head of its CorporateIEnergy 
positions at Ailstate Life Insurance Company from 1986 to 1992. Departmsnt~ 
Served in various positions includina acting assistant district coun! 
senior attorney and associal x? of Chief Counsel of the John J. 
Internal Revenue Service. C I. from 1978 to 1986. Set Mr. Bish 

sel, 

ved 
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2005. He became Senior Vice President. General Counsel and 

lnvesiment Management and diver source ~undb, a mutual fund 
company Serves on the Dean's Advisory Council of the Universib 
- ffalo Law School. Ms. Pryor is also a member of the board of 11 

'artnershio and the Forum 500 Board of Directors. 

Secretarv in Mav 2003, with reswnsib1li6 for KevS~an's Legal 
~epartment andthe corporate Secretary's Office. Prior to Gat, he 
jo~ned KeySpan as Senlor V~ce Pres~dent and General Cci 
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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 Marketing, Corporate Marketing, Sales and 
Account Management and Customer Service, Strategic Planning, 
Strategic performance and lnformation Technology Strategy and 
Governance. Mr. Caroselll came to KevSoan .n 2001 and at tnat time -- . 
served as Ext $tretegic Development. E 
joining KeySp position of Executive Via 
President of C A M  Financial. Prior to t 
held senior OR,-, rY.,.u81D nllll YI I .a~ Manhattan, Chemical Ban,. 
Manufacturers Hanover Trust. He has extensive experience in s 
planning, brand management, marketing, communications, hum; 
resources, and strategic execution. 
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Gerald Luten 
Mr. Luterman. 
Financial Officer III r tu lwa~y LUVL. ne ~ I ~ V I U U S I ~  SCIVCU as O C ~ I U ~  YIW 

President and Chief Financial Officer since joining KeySpan in Jl 
1999. He formerly served as Chief Financial Officer of 
bamesandnoble.com and Senior Vice President and Chief Finan 
Officer of Arrow Electronics, Inc. Prior to that, from 1985 througt 
he held executive positions with American Express. Mr. Luterma 
serves on the Board of Directors for IKON Office Solutions Inc. 
(NYSE:IKN), U.S. Shipping Partners L.P. (NYSE:USS) and Tech 
Solutions Company (NASDAQ:TSCC). 

. .-"", 
In also 

David J. Manning 
Mr. Manning, age 56, was elected Executive Vice President 
Affairs and Chief Environmental Officer effective March 1,2005. 
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. Frorr 
to 1995, he was Deputy Minister of Energy for the Province of All 
Canada. From 1988 to 1993, he was Senior international Trade 
Counsel for the Government of Alberta, based in New York City. 
Previously, he was in the private practice of law in Canada as QL 
Counsel. 

Anthony Nouolil lo 
Mr. Nouolillo. aae 58, was eieded Executive Vice President of klenrlc 
Operations in ~ebruary 2000. He previously served as Senior Vice 
Pres~dent of ~ e ~ ~ p a n ; s  Eleclnc Business unit from December 1998 to 
Januarv 2000. He ioined LiLCO in 1972 and held various oositions. 
includik ~anagerb f  Financial Planning and Manager of system 
Planning. Mr. Nouoiillo served as LILCO's Treasurer from 1992 
1994 and as Senior Vice President of Finance and Chief Financi; 
Officer from 1994 to 1998. 

Nickolas Stavropoulos 
Mr. Stavropouios, 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 Vice President of marketina and aas resources for Boston Gas 
Company. Before jofnng Boston Eas, he was Exec~tive V~ce President 
ana Chief Financial Officer for Colonial Gas Company. In 1995. Mr. 
Stavropoulos was elected Exec~tive Vice President - Finance. 

Marketing and CFO, and assumed responsibility for all of Colonial's 
finan~iai,~marketin~, information technology and customer service 
functions. Mr. Stavroooulos was a director of Colonial Gas Comoanv 
and currently serves i n  the Board of Directors for Enterprise Ba"k A d  
Trust Company (NASDAQEBTC) 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, Regulatory 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 
Manaaement lnformation Svstems and Treasurer of Eastern 
~ntearise's Gas ~istribution Operations. Mr. Bodanza joined Boston 
Gas Company in 1972, and held a variety of positions in the financial 
and regulatory areas before beu 
elected Vice President and Trea! 

Coleen k Cerlello 

He was 

.. . 
Ms. Cerielto, age 48, was named Senior Vice President of Shared 
Services of KevSoan Comrate Services. LLC. effective March 1.2005 . . 
She had been ~ L ~ S p a n ' g ~ i c e  President - Prope~ty, Security and 
Employee Related Services since January 2005. Prior to that time. she 
served as Vice President of Property an0 Secur.ry slnce June 2004 and 
Vice President of Stratw~c Plann~na smce Auaust 1999 She lo~ned 
KEDNY in 1980 and o v i  the year<held a sukession of pos~tions in 
Corporate Planning. Regulatoly Relations, lnformation 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 KEDLl in April 
2002. Mr. Haran joined KEDNY in 1972, and has held management 
positions in operations, engineering and marketing and sales. He was 
named Vice President of KEDNY gas operations in 1996 and in 2000 
moved to the position of Vice President of KEDLl gas operations. 

Michael J. Taunton 
Mr. Tauntcm, age 51, was elected Senior Vice President, Treasurer and 
Chief Risk Officer effective March 1.2005. He became Senior Vice ~~ ~~~~~ 

President and Treasurer in  arch 2'004, and had been Keyspan's Vice 
President and Treasurer since June 2000. Prior to that time. he served 
as Vice President of investor Relations since September 1998. He 
joined KEDNY in 1975 and held a succession of positions in Accounting, 
Customer Service, Corporate Planning, Budgeting and Forecasting. 
Marketing and Sales, and Business Process improvement. During the 
KeySpanlllLCO merger. Mr. Taunton co-managed the day-to-day 
transition process of the merger and then Sewed on the Transition 
Team during ihe acquisition of Eastem 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 Sentor V~ce ~res~dent of AeySpan's Human Resources 
diviston since November 2000, and as V ce Pres~dent of Staffing and 



Organizational Development horn September 1998, to her election as To Keyspan's knowledge, based solely on review of information 
Senior Vice President. Prior to that time, Ms. Weinstein was General furnished to us, reports filed thmuoh KevSpan and representations that 
Manager of Employee Development since joining KEDNY in June of no other reports were required, aliSectibn'l6(a) filing requirements 
1995. Prior to 1995. Ms. Weinstein was Vice President of Trainina and applicable to our directors, executive officers and greater than ten 
Oraanizational Develooment at Menill Lvnc " 

Lawrence S. Dryer 
Mr. Dryer, age 47, was elected V I  Presidrlll a,tu u.ll.l.l nwllu ,,, 
June 2003. He orevious v served in this wsition from Se~tember 1998 
to Auaust 2001.' In ~uaus t  2001, he wasnamed Senior i c e  President 
an0 chief F nancial0if;cer of KeySpan Services, inc. Prior to such 
posit ons, Mr. Dryer had been witn LiLCO from 1992 to 1998 as Drector 
of Internal Audit. Prior to jolning LiLCO. Mr. Dryer was an Audit 
Manager with Coopers & Lybrand. 

Theresa A. Balog 
Ms. Balog, age 44, was elected Vice President and Chef Acmunting 
Officer effective March 1.2005. She became Vice President and 
rmtroller of KevSoan in April 2003. She ioined KevSpan in 2002 as 

Dercent HO%) beneficial owners were comolied with durina the twelve- 
\ ,  

month period ended December 3, 

Codes of Ethks 
We adopted a code of ethics applicable to our directors, a code of ethic. 
applicable to our senior financial officers, and an ethical business condud 
statement applicable to all of our directors, officers and employees. Our 
codes of ethics, ethical business conduct statement, corporate govemance 
gu~delines and commtttee charters can each be found on the Investor 
Re atlons section of our webs~te, (http://www nevs~anener0v.com) or 
directly at the Corporation's corporate qovemance webslte 
(htt~:/iaoveman&.kevspanene~~.com), and provide information on the 
framework and high standards set by us relating to our corporate 
govemance. Additionally, these documents are available in print to any 
stockholder reauestina a copy. The codes of ethics, ethical business 

,sistant ~ontr&ller. prior to joining ~ e ~ $ a n .  Ms. Baiog was Chief conduct statement, corporategovernance guidelines and committee 
counting Officer for NiSource Inc. and held a variety of positions with charters have all been approved by the board of directors and are vital to 
Columbia Energy Group. 

Joseph E. Hajjar 
Mr. Hajjar, age 54, was named Vice President and Conbolter effective 
March 1, 2005. He had been Senior Vice President and Chief Financial 
Ohicer of KeySpan Services, Inc. since June 2003 and Senior Vic 
President and Chief Financial Officer of KeySpan Business Sduti~ 
LLC, since November 2001. Before joining KeySpan from 1998 tc 
2N1, Mr. Hajjar was Exewtive Vice President and Chief Operatin 
Officer of Opportunitv America. He also was ~ r e v i o u k  an officer ( 

Bovis group an over 12 year d ser& for 

Ilrs. 

s wiih Price \ 

Michael A. Wa,,, 
Mr. Walker, age 50, was named Vlce President and Deputy Gene1 
Counsel of KeySpan Corporation, effeclive March 1,2005. He ha 

2 the 

mmit tee 
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securing the confidence of our stockholders, customers, employees. 
governmental authorities and the investment community. 

AudH C 
The A U G ~  vvlllllllllrr pludides ovrlrlyl,, nl.l ,aspect to the quality and 
intwritv of our financial statements: wm~liance with leaal and 
regilaiory requirements; the independent auditor's qual%cations and 
independence; the performance of our internal audit function and 
independent auditors, our business practices, risk assessment and risk 
manaaement. and the oreparation of the Audit Committee report 
required to be included in our annual proxy statement. The Audit 
Commtnee 1s comprtsed of Mr F~shman. Ms. Chnstensen. Mr Larocca, 
Mr. McKessv and Ms PNO~. P~rs~tant to !he rules of New York Stock 
Exchange (:NYSE") all niembers of the Aud~t Committee of our board of 
directors are independent directors. Our board of directors has 

been Senlor V ce Pres~dent of KeySpan Servtces. Inc. slnce June 2004 determ~ned that Mr. Fishman and Ms. Pryor meet the qua lfications of an 
d Senlor Vtce Presloent and COO of KevSoan Business Solutions 'audlt comm~nee fnanctal exoert.'as that term 1s aefined ov the rules of 
C, since June 2003. Prior to that time h;! was Senior% Preside 
d General Counsel of KeySpan Services, Inc. from January 2001 I 
!ember 2003. Before joining KeySpan, Mr. Walker was a shareho 

in the Corporate Finance Section in the law firm of Buchanan lngerst 
Prior to joining Buchanan lngersoil he worked for several law firms in 
north east representing both private and public sector clients on a wi 
variety of energy, utility, regulatory, corporate and structured finanrs 
m; 

ere are no fa 
,-a"- 

lmily relation! ships among any of our e xecutive offic 

Compliance with Section I q a )  of the Exchange Act 
Section 16(a) of the Exchange Act requires Keyspan's directors. 

!nt 
to 
ider 
311. 

I the 
de 

ecutlve officers and persons who own more than ten percent (10%) of 
,eaistered class of KevSoan's eaultv securlt es lo file wlth the SEC 

~~ ~ ~~, . 
the Securities and Exchange  omm mission ('SEC"). In addion, our 
board of directors has determined that Mr. Fishman, Mr. McKessy and 
Ms. Pryor have "accounting or related financial rlld~~.yezllent expertise," 
in accordance with the NYSE corporate govemance standards rules, 
section 303A.07. Each of the members of the Audil Committee is 
financially literate, in accordance with the NYSE corporate govemance 
standards rules, section 303A.07. None of the Audit Committee 
members simuhaneously serves on the audit committees of more than 
three public companies. The Audit Committee is composed of five 
independent directors and operates under a written charter 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 websi i  
at htt~:/hmw.kevs~anenerav.com or directly at our corporate 
govemance website (htt~:l/qovemance.kevs~anenerav~wm). 

82 reports of beneficil ownership and reports of changes in 
neficial ownership of common stock and other equity securities of 

KeySpan. Executive officers, directors and greater than ten p e m t  
(10%) shareholders are required by SEC regulation to furnish KeySpan 
with copies of ail Section 16(a) forms that they file. 



Towers Perrin, a nationally recognized compensation consultant, iCUTlVE CC 
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ITEM 11. EX1 

COMPENSAl 

Objectives of Executive Compensatlon Programs 

SSlON AND 

ON 

ANALYSIS 
was selected by the Comm nee as the r ndependent compensation 
consu tant In 2005 Towers Penln altenos Cornminee meet nas in order " 

to provide advice and counsel to the Committee in regard to 
compensation plan design and recommendations made by 

~ h r o u ~ h  the Compensation and Management Development Committee management. In adotion. Towers Pemn provldes adv ce regarding 
of the Board of Directors (the 'Committee'), wh~cn .s respons~ble for the cnanges m legislative and accounting cons~derabons that may mpact 
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administration of our executive compensation programs, a "pay A 
performance" executive compensation philosophy was developec 
adopted by the Board of Directors. Our executive compensation 
philosophy for named executive officers and other executives is 
intended to ~r0vide comoensation at market competitive levels in 
tc !xecutives an 
in of our share 
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executive compensation programs, is composed of five directors, each 
of whom are 'independent" under all applicable New York Stock 
Exchange and Securities and Exchange Commission rules and 
regulations. The Committee operates pursuant to a written charter and 

order 
3 

compensation plan design. 
To assist us in implementing our compensation programs, surveys 

are prepared by Towers Perrin to provide an independent review of the 
compensation levels of executives in peer energy companies and 
companies in generai 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 

is authorized by the Board of Directors to retain outside consultants. benchmark the long-term incentive component of our pay programs. 
advisors or leaal counsel to orovide indeoendent advice to the Ultimatelv. Towers Perrin uses statistical anaivsis to ensure 
Committee. f he  overall objective of the brogram is to provide a total 
compensation plan designed to focus on our strategic business 
initiatives, financial performance objectives and shareholder valu~ 

We adhere to the following compensation principles in the d 
of our compensation programs, which are intended to support ou, 
business objectives and furiher our strategic vision: 

8. 
esign 

The executive compensation programs emphasize pay for 
performance and encourage retention of those employees K..- 
enhance our overall performance. 

Compensation pian design maintains a reasonable balance 
base salary, annual incentive and long-term equity-based incentive 
compensation and other benefits and should further the cre; 
long-term value for sh 

Incentive compensation 1s IlnKea ro me acnlevement of spec 
financial and strategic objectives, which are established in advance 
and approved by the Board of Directors, upon recommendation of 
the Committee. 

Annual and long-term incentive compensation for executives are 
competitive 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. 

Total direct compensation, including base salary, annual and long- 
term incentives, should be benchmarked to the 50m percentile of 
the nationwide markel 

If our performance re! iutts exceed 
L^ ̂ *,...̂ &, 

that of our pc . cn* compensation should Yr (IYYYT <"- pr,b.,rtlle for such I 
arouo: likewise. if ~erformance falls below that of our Deer amuo. 

. . 
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 
2006. In 2006 the Committee met five times. In addition to a review of 
the peergroup data provided by Towers Perrin, the Committee 
conducted a comprehensive assessment of our executive compensation 
programs to ensure that our philosophy 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 relied upon comprehensive reports or 'tally 
sheets" for each executive, which identified all elements of 
compensation provided to the executives in the prior year or to which 
they are otherwise entitled. In addition, the Committee held one 
executive session without management particioation to enable 
discuss y elements of the named 
perform tion and compensation re' 

ion of the ke' 
lance evalua 

executive off 
commenda!ic 

Role 01 unu.r.r in  Establishing C~rnpel~..,,~~, 
Mr. Catell and Mr. Fani attend ail 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 
individual salary recommendations with input from both Mr. Catell and 
Mr. Fani, utilizing the survey data and advice provided by Towers Pemn. 
With respect to Mr. Catell and Mr. Fani, all discussions regarding their 
compensation is conducted by the Committee in Executive Session 
without their attendance. 

- , .  , " . .  
compensation shduld 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 organization, as well as other factors such as 
succession planning and the achievement of exceptional individual 
results. 



Compensation Program 
Our compensation program and 
prlndples as set forth abovc 
compensation includes three U ~ W ,  WII I~YIIGII I~.  LMDC DOIGIY, .IIIIU~~ 

incentive compensalion and long-term incentive compensation. 
We place signilicant emphasis on variable pay (i.e. pay that i 

contingent upon performance), with the greatest pmportion of tota 
compensalion being variable for Mr. Catell when compared to the othel 
named executive officen. In terms of the variable pav comwnent. 
which includes annual and long-term incenlives, mort i 
placed on the long-lerm component than the annual ( Mr. 

account awnpetbe market awnpensation levels for similar positions. 
Generallv. we believe that exewtive base salaries should be taraeted n philosophy 

,es, direct 
.""I"". ""-, 

near the*edian of the range of salaries for executives in similar" 
positions with similar responsibilities at comparable companies. Base 
salaries are reviewed annually and adjusted from lime to time to realign 
salaries with market levels, taking into account individual 
responsibilities, performance and experience. Other factors such as 
internal equity and succession planning are also considered when 
setting base salary. 

In delermining 11 lcutive 
officers, the Cornmitt1 iternal 
equity, succession plalvmrny FIIVIIIIaIIw, nrll wmpelitive 
market data. In terms of performance results and contributions, the 
named executive officers are evaluated on an increase in overall 
earnings per share, continued focuson the wre business and the 
achievement of our short and long-term strateqic initiatives and financial 
goals. F ;cussion of th !cutive office1 
salary in 107, see the I ,wing the Sur 
C o m p e n ~ u ~ ~ ~  lautc; and the Gral~ta ul rcall-wdsed Awards mure. 

he base sala~ 
se uxlsiders 
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placlna areater emphasls on lonq-term snareholder va l~e  Al vanab 
bay are inked diredlyio performance measures that drive 
financial results, strategic performance measures and olher goals an 
obiectives that are intended to increase shareholder \ 
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2006 Mix of Total Direct Compensation Components 

n for The follow 
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Annual Incentive Comoensation 
Annual incentive mmpensation is idended to encourage management 
to achieve cr~tical snort-tern goals tnat we believe are integrally l~ iked 
to lona-term value creatio?. The Board of D i ream ado~ted the 

le Annual lnc 
Ite Plan") in I 
."̂ ".i.,.. .̂..̂  

:entive Compensation and ~ainsharing Plan (the 
September 1998. The Corporate Plan provides 

annual i~,~,,... to officers and all management employees 
based on the achievement of comorate aoals that the Cornmittee 

Mr. Luterman 1 36% 

believes enhance shareholder value. ~ i r  2006, the performance Executives are provided wit nded 
to be comparable to those p~uaueu IU ene~ueves III u u ~  peer y~uup. 
These other programs include the follow 

ability to allocate a portion of 2 lent 
into a deferred stock unit plan . ability to ailocale a porlion of base salary into a deferred 
compensation plan . retirement plans 

401(k) plan with employer match (available to all employees) . executive group replacement life insurance . severance and cl n pmteclim 

other reasonable s 

h benefits an 
A - A  *- -. d perquisites .: :- - that are inte . . - -- - - - .- . . meas~rement period included the helve-monlh period from January 1, 

2006 lo December 31.2006. The awards for this Denw were aooroved ing: 

Iny annual in 
by the C ,f Directors ~n ~ e b r u a r ~  2007 and will 
be paid I tic corporate goals for the Corporate 
Plan are v ~ ~ v u ~ w  ur r ~ ~ ~ ~ ~ a y c 8 ~ ~ ~ n t a n d  reviewed and approved by the 
Cornmittee and the Board of Directors. 

In 2006, the performance objectives for each of the named 
executive officers included financial and strategic objedives consisting 
of the following: 

earnings per share 
cash Row 
business unit operating inwme 
customer satisfaction 
control of operating exp 
employee diversity, and 
individual strategic initiatives 

Tiw incentive award ranqes are establshed annuallv bv Ule Commiltee 

omminee an1 
n March 200 
..-."".."A h. 

d Re Board c 
7. The speci cenbe payn 

unge in mnt 

and custom: 

rol terminatic 

Iry perquisite 

In the design of our programs, me compensation amounts realized In 
prior years are not taken into consideration when establishina . . 
compensation targets or awards. We also have no policy thaiwwld 
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 
such as this, the Committee would have discretion to consider an 

justment, if v 

for executives and management employees. lncenfive-award levels 
provide awards that are competitive both within and outside the energy 
industly when target performance results are achieved. 

Under the Corporate Plan, award payouts can range fmm zem for 
below threshold performance up to a maximum award potential of two 
times the taraet level established for each named executive officer. 
Actual awaripayouts are calculated using cumulalive base earnings 
paid during the calendar year and are determined based upon each 
named execulive offceh performance measured against the 
established financial, strategic and individual performance objedives set 
by the Committee and the Board of Directors. Actual awards also reflect 

* 
e provide a L,, ,.,.{ program In arc,. ., ,,,,pete for execulive 
lent in the marketplace. Base salaries for our executives are 
tablished based on the scope of their responsibilities, taking into 



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 lo 
increase or decrease an award with a maximum modification of +I- 5". 

based on the named executive officers' performance relative to 
leadership, teamwork, strategic thinking, urgency for results, en tq  
wide commitment, develooina oraanizational talent and intearilv. 

For each named executive officer, the specific performance 
objectives are weighted dependent upon theexenrive's level of 
reswnsibilitvfor deliverina results aaainst these obiectives. The . - ~ - ~  ~ 

weightings for the named;xecutiveo~cers with respect to each 
objective ranged as follows: 

Earninss Per Share: 3! 
ComrateIBusiness Untl uoewlna inmme: zero to 25% 
Free Cash Flow: 10% to 20% 
Control of Operation and Maintenance Costs: zero to 20% 
m: 10% for each named executive officer 
Customer Satisfaction: 10% for each named executive officer 
Other Strateqic 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 to the 
executive as an annual incentive award. In addition, the Commitlee 
may take into consideration certain unanticipated or extraordinary 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 actual 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 to 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 yec 

hare (2) 

ne Gas Busi~ 
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rwo renormance Goals 

Earnings Per S 

Corporate Operating lncomt ,-, 

Operating lnmt 

Operating lncot 

Free Cash Flow (2) 

Conb-ol of Operation and Maintenance Costs (6) 

ness Unit an[ 

usiness Unit 

j Energy Ser 

and Energy I 

I Customer Satisfaction (2) (8) 1 87% ( 89% 1 93% 1 89% 1 100% 1 
(1) Actual performance results reflect adjustment for certain unanticipated expenses associated with the pending transaction with National Grid. 
(2) Goat applicable to all named executive officers. 
(3) Goal applicable to Mr. Fani. Payout result reflects business unit weightings of gas, eleciric, en 

units. 
(4) Goal applicable to Mr. Parker. 
(5) Goal applicable to Mr. Zelkowih. 
(6) The performance measure for the Contml of Operation ; lnce Costs for Mr. Luterm e expense levels associated with his 

areas of responsibility. 
(7) The Diversity goal measures the percentage of diverse h,,,,,.,-. .elected for pasitions as co,,,,.,,, , .,e total candidate population for those 

positions that are underrepresented by diverse inwmbe 
(8) The Customer Satisfaction goat measures the percenta! 

bener with resDect to the level of service orovided to the 

and Malntenz 

mnrlirl.+ae n 

ergy develop men1 and en ergy service! r business 

nts. 
ge of  custom^ 
!m. A randor 

e n  who have had contact with us and have provided a satisfactc 
n samote of customers is used fcf this survev orocess. The sun 

conducted by an outside agency, 



The Corporate Plan includes both primary and secondary performance Stock O D ~  
trigger mechanisms. The primary bigger is earnings per share. In order The stock option component of the Incentive Plan permits the 
for the named executives and all other participants in the Corporate participants to purchase shares of KeySpan common stock at an 
Plan to receive any incentive award payment, at least he threshold exercise price per share determined by the Committee that is no l e u  
performance level of earnings per share must be achieved. If earnings than the closing price of the common stock on the New York Stock 
per share results are between threshold and target, the award payout Exchange on the date of the grant. We have been expensing stock 
for ail goals is pro-rated downward consistent with the level of options since 2003. We did not grant stock options in 2006 or 2007. 
performance. Once the target level of earnings per share perfmance The decision not to grant stock options in 2006 and 2W7 was based 
is achieved, all goals are paid based upon actual performance results, upon the fact that the expense associated with such stock options would 
with results in excess of taraet  aid up to the maximum award level in exceed the comwnsation value of the award and offer little incentive to 

le secondary 
:affladminish; 

:- c-. 

Init or the cor 
old, the awar '..- ̂̂ .. ̂U.̂ . 

porate 
d payout for 
."..A 

the plan. The secondary p&foAan& trigger for the business units is 
operating income. The secondary performance trigger for all corporate 

:aff and administrative areas is operation and maintenance exwnse. If 
trigger for any business L 

ative area is below thresh, this 
Itlcdaurv la ~urfeited and award payouts lur m y  uu~c;~ ~ ~ U I I F I ~ I I ~  

measures are reduced by 75% for that particular business unit. 
We believe that the existence of these trigger mechanisms dearly 

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 furlher 
discussion of the Corporate Plan and awards relative to 2006 
performance, see the narrative to the Summary Compensation Table 
and the Grants of Plan-Based Awards B able. 

Lorn-Term lncentive Compensation 
The purpose of long-term compensation is to emourage actions that are 

executives due lo the pending transaction with National Grid 
Stock option awards have never been re-priced or granted at less 

than market value. For a discussion of options granted prior to 2006. 
see the 2006 Outstandina Eauih, Awards at Fiscal Year-End table and - . .  
the following narrative. 

Restricted Stock 
The restricted stock axnwnent of the Incentive Plan ~ r o ~ i d e s  for Me 
award of common stock ihat may not be traded or otherwise disposed of 
by the participant until specific restrictions have lapsed. Due to the fact 
that restricted stock does not vest until afier a multi-vear oeriod has 
lapsed. the interests of executives are aligned with ihe inierests of 
shareholders and we believe the award encourages the retention of key 
executives. 

For furlher disa 12006, see 
the narrative foltowin and Grants of 
Plan-Based Awards L-.-. 

u s s ~ n  of the 
g the Summ; 
Ilhb 

restricted st( 
,ry Compens 

x k  awards ir 
ation Table ; 

directly aligned with the interests of our shareholders. We diredly link For 2007, the named execut 
officer compensation to shareholder return bv awardins a portion of term incentive award in restricted 
compensaion in equity. The Committee rewmmend2, and the Board 
of Directors adopted. the KeySpan Long-Term Performance lncentive 
Compensation Plan (the 'lncentive Plan")in March 1999. The Incentive 
Plan was approved by shareholders at the May 1999 Annual Meeting. 
Under the incentive Plan, we have awarded executives with three types 
of equity-based compensation: (1) stock options, (2) performance 
shares and (3) restricted stock. 

The Committee is responsible for z s 
granted under the lncentive Plan. The type arlu alrluultt UI ~ur~y-term 
compensation (as a percentage of base salary) awarded to each named 

~ppmving all I 
--2 

equity award! 
...A -',--- .A 

ive officers N 
stock. On F, 
J grants of re 
r--:. 4 c n n m  

mived their entire bng- 
e b ~ a ~  20.2007. lhe 

Committee approved the followin! strict2 stick: M; Catell: 
26,lMO; Mr. Luterman: 5.110; Mr. rars. I~.UUU; 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 National 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 level. 

execuhve ofcer 1s determined, in part, by the compensation value of Performance Shares 
the long-term component at lhe 50m percentile in tne Towers Pemn The performance share component of the Incentive Plan entitles the 
ellergyindustry peer group. The actual shares awarded reflect to receive shares of common stock if certain performance 

todification based upon each named executive officer's individual goals are achieved. Executives may eam from 0% to 150% of the 
srformance rating using a modifier percentage as approved by target level of performance shares granted based upon our total 
ommittee. The modifier allows the Committee to increase or decrease shareholder return relative to the Standard and Poor's Utility Group 

.n award using discretion, with a maximum modification of +I- 20%. This type of equity compensation encourages officers to increase 
Ail equity awards are granted on the same day the Comminee shareholder return because of the contingent nature of the award, which 

approves the awards (typically at a meeting in February), and are priced remains at risk unless the goals are achieved. 
bised upon the closing price bf our stock i n  that date.-hth r e s k  to m e  performance goai for performance shares granted in 2003, 
newly hired or promoted executives, grants of equity awards may be 2004 and 2005 was linked solely to total shareholder retum (TSR"). 
amroved and aranted on their date of hire or womotion. The ~erformance aoal measures KevSoan's cumulative TSR for a three 

Below is a brief discussion of each type bf equity-based year'performance'beriod as comparbd i o  the Standard and P o d s  
compensation awarded pursuant to the incentive plan. For m e  utilities Group.  or the performance shares granted to officers in 2003 

?tailed information reaardina Ions-term ~n and each form of and 2004. the threshold ~erformance level was not achieved and as a compensati~ 
Awards at F juity, see the 2006 &tstaiingiquity iscal Year-End result all performance shares granted in 2003 and 2004 were forfeited 

ble and accompanying narrative. without payment, reinforcing Keyspan's 'pay for performance" 
compensation philosophy. 

For a complete discussion o 
grants, see the narrative following 

f 2005 and 21 
I the Summa1 

006 perform; 
ry Compens; 

lnce share 
ation Table 



and Grants of Plan-Based Awards table, and the narrative following the reimbursement of up to $1,700 annually for maintenance expense. The 
2006 Outstanding Equity Awards at Fiscal Year-End table. executive is taxed each year for personal use of the leased vehicle. 

All such perquisites are reflected in the Ail Other Compensation 
Other Compensation Proarams column of the Summary Compensation Table and the accnmoanvina 

footnotes 
tnt Lile lnsurr 
s as well as ; 
, - lm nrnsrirla 

Executive Grou 
The named exe ut,tr, ~ ~ d ~ t i v e s  and eligible Po~t-Reti~.~~~.~~, Post-Emplovment Plans 
manaaement et,,~,,.,,, .,,, ,8v.8udd with KevSoan oaid individual We also orovide the followina oost-retiremental," ,,o,,8,~,~wvm8s~~s. 

p Replaceme 
cufive officer 

" .  . . 
ltfe inlurance.  he executives do not participate in'thk grdup term life plans to our executive 
insurance plan that is provided to all other employees. The level of 
benefit provided to the executives under this replacement coverage is Our qualified pension plan, supplemental retiremenl pla.. 
equal to the level ol benefit that was formerly proi,ded to all emplovees individual agreements are discussed in detail in the nar 
tn the qmup plan. We determ~ned that the cost of this coverage as follow:na tne Penston Benefits table We orovode a aua 

rative 
~lified 
i n  the 
fund 

a 
nent groupie& policy would be more expensive to us than the replacer 

coverage that is now provided. 
The life insurance benefit for executives provides a benefit level of 

three times base salary and annual bonus up to a maximum of 
$1,500,000. All named executive officers are at the $1,500,000 limit. At 
retirement. if the executive is under age 65. the benefit level decreases 
to ; tf $500,000 and thereafler again each year 
bet i6 and age 7010 a maximt 00. For 
ex< terminate employment pri ent age, we 
d i s ~ , , ~ , , . ~  .,= payment of premiums. a,c .al,able iife insurance 

pension-plan to all employees in order to be compeliiivc 
marketplace, to provide a tax effective method for us to 
retirement benefits, and to help altract and retain exec1 
addition to the qualified plan, the named executive offic 
participate in the KeySpan supplemental pension plan. 
mainlain this unfunded plan to provide named executive 

~tives. In 
ers also 
We 

= nffiwrs 
P maximum c 
ween ages 6 
rcutives who 
-"*:..,,a ,k.. 

,, decreases 
lm of $250,0 
ior to retirems 

and other eligible employees with a pension benefit that will make 
uo for the lost oension benefitsthat result from the Internal 
devenue code limitson the qualified plan. 

We have established a deferred compensation hust and have 
policies that are individually owned by the executive and accumulate contributed assets to purchase corporate owned life ins 
cash value so that at age 65 or later, if premiums have not been paid for provide a source of funds for these suoolementai benef 

urance to 
its. 
!en 
- 

a 10 year period, thereis sufftient value within the policy to allow us to individual supplemental retirement agreements have b 
discontinue premium payments and continue to provide the benefit. 

. 
provided to Mr. Catell, Mr. Zelkowik and Mr. Luterman. The 

stated above in retirement. The cash surrender values as of Decer agreement for Mr. Cabll was negotiated when he accepted the 
31,2006. for the named executives are as follows: Mr. Catell - role of Chairman and CEO followina the meraer of the Brooktvn 

level 
nber 

5163.500; Mr. Luternan $99,;00: Mr. Fan1 - $25,900: Mr. Parker - 
545.300: and Mr. Zelkow k - $45.200 Tt 

Lnion Gas Company and the ~ o n ~ i s l a n c  ~ i g h t i n ~  Company in 
1998 Effective January 1.2005, we entered Into a nev 
wdh Mr. Calell that S ~ ~ e r ~ e d e S  the 1998 as 

le oremiums paid by us at v agreement 
d continues taxable to each named execuiive'officer. greement an 

IS. 

Perquisites 
to provide for supplemental pension benefi 

We also provided both Mr. Zelkowih and Mr. Lute[ man  
We maintam a perqu.slte program for our named executive officers, all tnaivioual supplemental penslon agreements due to their shorter 
other execut'ives and key management employees. The perquisites lenath of service as cornoared to other executives and to omvide 
provided to the executives are designed toprovide 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 health club membership reimbursement up to annual 

incentives to remain with us. For a more detailed discusion, see 
the narrative following the 2006 Pension Benefits table below. 

3tion of 
awards to 

Executives may elect to defer unol retiremenl or termin; 
employment from 10% to 50% of the~r annual incenive limit of $900. The annual medical exam and health club subsidy are 

viewed as Dart of our initiative to encouraae a healthv lifestvle. There is the'ofiicers' Deferred Slock Un l  Plan (the 'ODSUP"). We provide 
also a financial and estate planning perqjsite that p;ovides 
reimbursement up lo $2,000 annually to the named executive officers. 
The reimbursements for health club and financial and estate planning 
are taxable to each named executive officer. 

Due to the nature of our business which requires emergency 
response to ensure public safety, as well as our geographically 
dispersed facilities, cars and drivers are available for Mr. Catell. Mr 
Fani. Mr. Parker and Mr. Zelkowitz. The i 
use of the company car for commutation 1 
and a portion of the cost of the annual lea 
maintenance of the vehicle is imputed as ,,.,,.,I ." ..., b,,u.,,. 

Each named executive officer is also provided a leased vehicls 

this unfunded plan to encourage officers to increase their stock 
0wne r~h i~  in KevSDan and fullher alian Me interests of the 
executivis with iha't of our sharehold&. The ODSUP is discussed 
in dt ualified Defe ?tail in the na 

tpensation ta 
rrative follow 
ble. 

ing the Nonq rred 

rtinn ,,I 

Con 

Executives mav elect to defer until retirement or terming 
ncremenlal c 
lurposes has 
se, the drivel 
inmma In ths 

..,",, ", 
red 
allow 
ed income 
. . - - -. -. 

ast of penor 
i been valuec 
rand 

employment up to 10% of their base salary to the Defer 
Compensation Plan. We provide this unfunded plan to 
executives an opportunity to defer income and associat 
taxes on their compensation. In addition, when recruitir~y sanlur 

e for 
lpper 
by us 

executives. the opportunity to defer compensation is an attractive 
feature in the recmitmenl omcess. The Deferred Comoensation business and personal use. Tre lease term is 48 months, with an I 

dl lar  lmit ott30.00C olus sales tax on the value of lhe lease oaid I Plan is discussed in the nerrative following the  onq qualified 
Deferred Compensation table. for 2006. If Re value Afthe vehicle exceeds $30,000, the named 

executive is responsible for pabment of the full amcunt in excess of this 
im.1 lncl~o~ng bxes. The named executives are eliaible for 



Change of conbol p t e c l b n  and severam benefits are provided 
in Mr. Catell's. Mr. Luterman's and Mr. Zelkowih'semployw~~ 
agreements as well as to all ofkers in the KeySpan Senior 
Executive Change of Control Severance Plan (the 'Change 
Contml Plan"). Change of ccmtrol severance benefits are 
discussed in detail in the narrative following the Nonqualifiec 
Deferred Compensation table. These individual agreement 
benefits and the Chanoe of Contml Plan benefits are orovidb, 
ensure the continued &ployment of the executive leadership team 
during a perM of time when there may be a great deal of 
uncertainty pend~ng a change of control. 

olicy wlth R 
nder Section 
,..~~.,4 ..#" 

~ t l o n  162(m 
le lntemal Rc 

I) Deduction Limn 
!venue Code of 1986, as 

aid in any year to the Chief Executive Officer or any of the other named 
xewtive officers. Certain benefit plans and compensation paid under 

Our officers are expected to arm shares of KeySpan m m o n  st& with 
a value equal to a specific multiple of such officeh base salary, as 
fdlows: 

P o s m  - 
Chief E, 
Chief 0 

I MuM~le of Base Salary 
;ecufive m c e r  5x 
prating ORicer 4x 

Presidents 3x 
Executive Vice Presldents 2x 
Senior Vice Presidents 1 . 5 ~  
Vice Presidents 1x 

All named executive officers are currently in mp l iance  with the 
ownership policy. In the event an executive is not in compliance, any 
one or mwe of the bllwving measures will apply to the e x e w t k  

Mav not liquidate am, holdinas in KevSmn stock. 
lans that are performance based are not subjedto the $1,000,000 can not reduce or d k n t i n h  any payroll deductions forthe 
nnual limit if certain requirements are satisfied. Although our purchase of KeySpan stock. 
mpensation policy is des 
erformance, certain paym 

igned to rela' 
ents do not n 
~ n d  the Boarc 
....,+inn T*. 

le compensa 
neet such re[ 
I of Directors 

i 

tion to 50% of Me afler-tax proceeds from the exercise of st& 
3- rement because oot ons. or the sale of restncted st& or ~erformance shares. 

ley allow the committee 2 to exercise 
"iscretion in setting compei,..,,,,,. , ,,. UYlllllllll- 1s of the opinion that 
it is in our best interest for the Committee and the Board of Directors to 
retain this disuelion in order to preserve flexibility in compensating such 
executive officers, especially in light of an increasingly competitive 
marketplace. 

KeySpan Executive Stock Ownsrshlp Pollcy 
The KeySpan Executive Stock Ownership Policy was adopted by the 
Committee in January 2005. The policy requires inaeased owne 
of KeySpan common stock to ensure that the interests of the exel 
are closely al~gned with the interest of shareholders. The policy 
establishes target levels of OwnershiD of KevS~an stock for office 

hich must be 
leet the stock 
~ c h  requirem 
,di.l llrtin, 

- 
achieved wi 

r ownership r 
ents within a 
nr h,, *ha rm, 

thin a fivkye 
equirements 
five year pel 
"",,"+inn 

ar period. 0 
or are not or 
iod are subjc 

fficers that dc 
I target to me 
!ct to certain 

rship 
:utives 

, nor 
let 

are req"ired to be retained as KeySpan dtodc 

Conclusion 
We s t h  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 
property reflect the performance and resuns achieved by each 
individual. We have also established performance measures that 
ensure that each cor is aligned with 
shareholders. Along mntinually monitor bends 
in executive pay toe ons and plan design 
reflect best practice. 

nponent of u 
I with the COI 
nsure Mat re 

ompensation 
nmittee, we I 
commendatit 



Change - . .. Principal rens~on value 
Position 

Plan Deferred 

Earnino . . 
($1 

Robert 0. Catell, 2006 1,140,000 0 3,514,017 0 2.223.900 721.242 I 

Chairman & 
Princi~al Executive I 
Officer 
Gerald Luterman. 2006 486.250 0 274.115 0 590,218 129,804 (2) 
Executive Vice 
President & Principal 
Financial Officer 
Robert J. Fani. 2006 814,500 0 581,225 0 1,104,827 
President & Chief 
Operating Officer 
Wallace P. Parker 2006 625,000 0 363.098 0 797.968 592,332 I 

Jr., President. 
KeySpan Energy 
Delivery and 
KeySpan Services 
Steven L. Zelkowih, 2006 625.000 0 410,426 0 784.407 ., r , u , u , u ,  

President. Energy 
Assets and Supply 

All Other 

~ J P  
(1) For a discussion of assumptions made in the valuation of restricted stock and performance shares, see 'Note 1. Summary of Significant 

Accountina Policies' to our audited financial statements for the vear ended Decemtw 31.2006. 
(2) lncludes cianqe in pension values (Mr. Catell: $709.752: Mr. ~iterman: $128.210) as well as the earnings on deferred com~ensation under the . . 

Deferred Compensation Plan that is above market and calculated based upon thedifference between the Federal Reserve prime Rate and 
120% o l  the Federal ,ong-Term Rate (Mr Cate 1 $11.490. Mr Lulerman $1.594). 

13) Inc.~des the cost of ltfe Insurance of $12.848. the 20% match of f140.000 conlnbuted bv us on amounts ~avable under our Comrate Plan but . . 
deferred to the Officers' Deferred Stock unit Plan; $161,309 as the total expense incurred to Drovide a Grand 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 less than $10.000. 

(4) lncludes the cost 01 llfe insurance of $29.603; the 20% match of $38.828 conlnbuted bv us on amounts oavaole under obr Comrate Plan but . . 
deferred to the Officers' Deferred Stock unit blan: and $19,462 in certain other comp&salion and peq"isites, including a leaied vehicle, 
financial planning, health club membership, physical exam and 401(k) employer match, each of which are valued at less than $10,000. 

(5) Reflects the change in pension value. These named executive officers do not participate in the nonqualified deferred compensation plan. 
16) lncludes the 20% match of $37.059 contributed by us on amounts Dayable under our Corwrate Plan but deferred to the Officers' Deferred Stock 

Unit Plan: 5166,306 as the total expense ncurred to provide a car and driver used for bus'ness and secunty purposes, witn oncome imputed for 
personal commutabn: $11.809 for a eased vehicle and 524.318 in certain other compensation and perquisites, ncluding lhe cost of life 
insbrance, financial planning, health club membership, club membership and 401(k) employer match, each of which are va ued at less than 
510.000 

(7) lncludes the cost of life insurance of $13.082: the 20% match of $55,009 wnbibuted by us on amounts payable under our Corporate Plan bul 
deferred to the Officers' Deferred Stock Unit Plan: $118.355 as the total exoense ~ncurred to orovide a car and dnver used for business and 
security purposes, with income imputed for personal commutation; and $25,561 in certain othkr compensation and perquisites, including 
supplemental long t e n  disability, a leased vehicle, financial planning, health club membershtp, physical exam, club membership and 401(k) 
employer match, each of which are valued at less than $10,000. 

(8) lncludes the cost of life insurance of $1 3,849; the 20% match of $51.313 contributed by us on amounts payable under our Corporate Plan but 
deferred to the Officers' Deferred Stock Unit Plan: $1 23,752 as the total expense incurred to provide a car and driver used for business and 
security purposes, 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. 
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(1 j neneds me aranr aare mlr value pursuant to Me sraremenl or rlnanclal Awnt ino  Standards No. iza (rewsea zuwr - snare-oasea rayment (YAS 
123R") ited in 2W6. 

(2) Reflects the grant date fair value at threshold level pursuant to FAS 123R of performance shares granted in 200 



On FebNary 23, 2006, upon recommendation of the Gnnpensation and Management Dc 
salary increases for 2006 for the named executive officers as follows: 

ame 
.... -".-,. 
Mr. Luterman 

hintniltee, the Board of Directors approved base 

I Mr. Zelkowih I $545.000 
111 Mr. Fani received a s e m d  midvear increas~ 

Approved Base Salary 
vious Base Salary 

$1.075.000 
$467.000 - 

$734,000 

$587.000 

I 
e to reflect hi 

Increases for 2006 
Base Salary Increased To 1 Effective Date of Increase 

$1,140,000 ! January 1.2006 
$488.000 February 1.2006 

$782,000, and then to January 1.2006 
$860,000 (1) August 1,2006 

$625.000 January 1,2006 

s planned su 
on of the COI 
,,A .. e0C.n " 

Consistent with this succession plan, upon re lay  3,2006, the Board of directors 
approved a base salary increase for Mr. Fani irulrt ~IOL.UUU IU ~ODV.UUU erlecuve August 1,2006. 

ccession to t 
nmittee, on h 
,,n .-..... 8 

- - 

January 1,2006 
he Chief Executive Oficer ~osition. 

(2) The increase for Mr. Zelkowih reflects both a merit i m a s e  and an adjustment to address internal equity 
considerations at the President levei. 

February 21,2007, upon recommendation of the Committee, the Board of Directors approved base salary inaeases for the named executive officers as 
3ws: 

Ni 
Ir. Cateil 
1. I ..,̂.".̂.. 

Mr. Parker 

rme 
Approved 

ase Salary f 
$1,140,00( 

$625.000 

Effective D 
January 1.2 

These increases were based on the individual executive's performance appraisal rating and accomplishments for h e  2005 and 2006 calendar years. 
respectively, which took into account performance results 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 lncentive Plan compensation column of the Summary Compensation Committee include any amounts deferred 
to the ODSUP. The ODSUP is described more fully in the narrative following the Non-Qualified Deferred Compensation table. 

Stock Awards 
On 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 restncted stock will lapse afler two years on~ebruary 23.2008. The Committee has the d im t i on to  lapse restrictions after one year on February 
23.2007 based on the success of the senior executive transition. On F e b ~ a n  20.2007. the Committee elected not to accelerate the laose on these ~~~ ~~~~~ ~ ~ ~~~ ~ ~ 

restricted shares. In the event of retirement or upon a change of control. the restrictions on the shares granted shall fully lapse. ~ e s t r i i e d  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 reslnctions as the restncted stock granted to h ~ m  

Also on Februan 23.2006. the Committee aooroved wrformance share arants to the named executive officers lother than Mr. Catell). The estimated 
future payout of perfchance shares at threshold.'t&et arid maximum is provlrded in the 2006 Grants of Plan-Based c wards table under the EauiW 
lncentive~lan   wards columns. Performance shares were granted at the'target levei with a three-year performance period with a threshold, targei and 
maximum performance level. The number of performance shares earned at the end of the performance period can range from 0% to 150% of the target 
level of shares granted and will be linked to the following two performance measures, using a matrix approach that encompasses both measures: 

the percentage improvement in Return on Invested Capi 
Keyspan's cumulative three-year TSR relative to the cur 

hl rROlC"), 
nulative threc 

and 
+year TSR for the Standard and P w h  Utilities Group. 



#."J,S 

~e awards f o~  

e -Year Cumulative TSR RelaUve to SBP Utility Group 

he ROlC goal will act as the primary trigger. If the ROlC goal 
,erformance is below the threshold level, all shares shall be forfeited 
without payment. In the event of an officer's retirement, performance 
shares shall be distributed based upon results achieved at the end of 
the performance period and pro-rated through the date of retirement. 
' 'pan a change of control, performance shares shall be  distribute^' 
ased upon the greater of I 
warded at target level or t 
erformance through the cI~.,,~. wn, 

The dual ~erformance measures were introduced in 2006 bc 

pursuant to the ODS mance were 
determined based ub,, "., F,,.,,,,.,,.r, r,,,LmJ,u uurlllr~~ 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 percentaae of cumulative base 
salary paid as follow 

5th Percentile 3 < I %  

3 
linally 
actual 

Threshold 
35th Percentile 

0% 

50% 

75% 

1 00% 

,- - 
L 5  
l e 
b % 
- 2  

0. 

E 

!he number o 
he number ol 
"^^^^ '̂ -... 

- mre '% - 
Ta % - - 

Maximum I 5% 75% 

t performanc 
f shares earn 
trol date. 

Target 
' " ' -  

75% 

100% 

e shares on( 
led based on 

Maximum 
90th Percen"'. 

- 
100% 

125% 

M m  !! 
Mr. Catell 50.0% 100% 200% 

12t I ~ W .  

upon an analysis of accounting considerations under the Stateme 
Financial Accounting Standards No. 123 (revised 2004) - Share-l 
Pavment PFAS 123R"i. In this reaard. the use of TSR as well as 

Mr. Fani 37.5% 75% 150% 
Mr. Parker 35.0% 70% 140% 
Mr. Zelkowih 35.0% 70% 140% 
Mr. Luterman 32.5% 65% 

~ s e d  
ROlC - .  

s an internal measure, wi he trigger, allows lor 
lore favorabl~ treatment in forfeitures. If the 
SR goal is th  re, the FAS iting rules will not 
llow for the rb.,.,,, ,, ,,+ense in the t.,,,. .,,.,,. are forfeited 
sing ROlC as the trigger allows for the reversal of expense in th 
vent shares are forfeited. 

The FAS 123R value expensed in 2006 for the restricted sh; 
ranted to Mr. Catell and for the performance shares aranted to N 
ther named executive officers is reported in the Sto 
f the Summary Compensation Table. 

The grant date fair value pursuant to FAS 123R ,,.,, ,,.,I to the 
entire 2006 restricted share qrant to Mr. Cateli is reported in the last 

performance 
a accounting 
e sole measl 
=law-1 -6 a", 

th ROlC as t1 
the event of 
123R a w u r  
.,,an, char-r 

130% 

We award 
kla Ths c 

Threshold, target and maximum annual incerr s for 2006 are 
shown in the Grants of Plan-Based Awards tau,,. ,m,, dctual awards 
paid in 2007 based on 2006 ~erformance were modified to reflect 
indfvidual performance appri!sal ratings by the following percentages: 
Mr. Catell: 15%: Mr. Luterman: 10%. Mr. Fani: 10%; Mr. Parker: 10%; 

' . ' Zelkowih: I-" ana Mr. 

Ĉ".:.. 

ck Awards u 

8 ..,I* ,-"-A 
I in Pension 1 

e 
With respect to Mr. Catell and Mr. Luterman, the amounts shown in the 
Change in Pension Value and Nonqualied Defened Compensation 

Jalue and Nc 

column of the Grants of planeased Awards table. 'The amounts 
'reported in this table for the other named executive officers reflects the 
arant date fair value al threshold for the 2006 oerformanca share 

~amings column of the Summary Compensation Table includes change 
in wnslon values ICatell: $709.751: Luterman: $151.1091 as well as 

wards pursuant to FAS 123R 
med execue 
ous grants a 
v..rcnrlt"l 

earning 
Plan th; 

son delekc 
at is above m 
n the Federa 
o m  Dot- IPI  

comiensati 
larkel and ca 

ion'under the 
iculated bas 
me Rate anc 
v I ,dc.rm.x,. ' 

I Deferred dompensation 
td upon the difference  here were no grants of stock options to the na 

ff~cers during 2006. Outstanding options from previ 
?flecteo In tne Outstanoing Eq~i ly  Awards at Fisca . ,..~ ,.,, .,. betweel I R e s e ~ e  Pn I 120% of the Federal 

Lona-Tb .... .,,, ,,dtell: 511.490. ,..,,,,,..,. $1.5941. Tne chanae in 
pension value is klculated usingthe accrued i n s i o n  benefit asof 

Ion-Eauilv In1 
he Non-Equi 

:entive Plan 1 

ly Incentive F 
- ~ L , ~  - ~ - . ~  

Com~ensation 
'Ian Compensation column of the Sum 

,ompensanon I aole renects amounts earned pursuant to the Co 
Ian. These amounts will be paid in March of 2007 and are base 

becember31.2005. and compared to the a c c ~ e d  pension benefit as of 
December 31.2006. These accrued amounts are then converted to a 

' value using the discount rate and mortalily assumptions as used 
end in the valuation of our pension plan. The change in value 

rporare 
d upon 
n 
er the 

presenl 
at year- 
reflects 
S*,.",*, 

erformance results achieved during the twelve-month period fro1 
anuarv 1.2006 to December 31.2006. The awards earned und, 

the difference between these present value amounts. The 
,,,,,d benefit amounts reflect the annuitv amounts that are ~avable at 

~ o r ~ o r i t e ~ l a n  are paid as cash (with the option to defer between 1 
and 50% of the award to the ODSUP, as discussed in the narrative 
following the Nonqualified Deferred Compensation table) based upa 
annual performance results. The amounts reported in the Non-Equiry 

I Compensation column include any amounts deferred 

or earlier if the executive is eligiblefor an unreduced retirement age 65 
benefit 
desuib 
Compe 

at an earlier age. The ~eferred Compensation Plan is more fully 
ed in the narrative followina the Non-Qualified Deferred 
nsation table. 

lcentive Plan 



NIA 

NIA 



Option Awards fwtnotes follow: 
(a) The stock options were granted on March 10. ; subject to a three year w 

achieved, otherwise the stock options vest p re  ve year vesting schedule 
(b) The stock options were granted on March 5,2[ iubiect to a three year v a  

!004 and are 
rata over a fi 
I03 and are s 
-a- A,.-- - c 

sting schedt 
with a 10 ye; 
l n g  scheduh 
..<.L a,, 

11s if the total 
ar exercise p 
e if the total r 

stockholder 
eriod. 
itockholder n 
--:-A 

mance goal is 

lance goal is . . 
achieved, otherwise thestock options vest pre~-ld\a V Y ~ I  a ilveiear vesting schedule WIMI a I Y  year ~ X ~ I U W  ~ ~ I I V U .  

(c) The stock options were granted on March 1,2002 and are subject to a three year vesting schedule if the total stockholder rl etum perfom 

!rlod. 

lance goal is 
achieved, otherwise the stock options vest pro-rata over a five year vesting schedule 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 exerase pt 
(e) The stock options were granted on January 20,2000 and were fully vested as of January 2003 with a 10 year exercise period. 
(0 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. 
(i) The stock options were granted on August 13,1998 and were fully vested as of August 1999 with a 10 year exercise period. 
1) The stocn options were granted on August 13.1998 and were fully vested as of Aug~st 2001 wdh a 10 year exercise penod. 
tkl The stock ootions were arantea November 21.1997 and were fu!lv vested as of November 2000 with a 10 vear exercise oeriod. 
ilj The stock obtions were granted on February 24,2005 and are subject to a three year vesting schedule if the total stockholder return 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 options were granted on Ju y 29, 1999 and were fully vested as of July 2002 with a 10 year exercise period. 
(n) The stock opt~ons were granteo on J ~ l y  2,2001 and were fully vested as of July 2006 wilh a 10 year exercise period. 

St& Awards fwtnotes follow: 
(1) Reflects the fair value of all outstanding performance shares and accumulated dividends at the t h ~  
(2) Includes 13.295 restricted shares aranted on March 1.2002 with reinvested dividends of 3.446 sham,, ,,,.,, ....,.,,, ,,amber 31.2006. Such 

sshold awan ri level. 
I ihmllnh na, 

reslncted shares are restncted lorslx years an0 fully vest on March 1.2008 
- 

(3) lncluoes 85.520 restncled shares granted on Feoruary 23.2006 w~th reinvested dMd 11,2006. ends of 2,971 
8. Such restricted shares are restricted for two years and fully vest on February 23,200 

(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 share 

nds of 431 sl 

rough Decen 

d through De 

j. Such 

2006. Such 

S a m e a  in1 

iares a c m e  
restr cted shares are reslncted for six years and fully vest on March 1,2008. 

161 lncluoes 5 000 restricted shares aranted on Februa~ 24.2005 with reinvested divide . , 
restricted dhares are restricted f& two years and full; v&t on February 24,2007. 

(7) Reflects performance shares at threshold level granted on February 24,2005. 
(8) Reflects performance shares at threshold level granted on February 23.2006. 
19) lncluoes 4,275 restricted shares aranted on March 1.2002 wlth reinvested dividends through Decc 06. Such . , 

restricted shares are restricted fd; six years and fullyvest on March 1,2008. 
(10) Reflects performance shares at threshold level granted on February 24,2005. 
(11) Reflects 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 s h a m m e d  through December 31,2006. Such 

restricted shares are restricted for six years and fully vest on March 1,2008. 
(13) Reflects performance shares at thresh0.d level granted on February 24,2005. 
114) Reflects oerformance shares at threshold level aranted on Februaw 23.2006. 
i15j lncludes2.930 restricted shares granted on ~a;ch 1.2002 with reiilvested dividends or r 3 ~  snares m e d  thmugn vecember 31.2006. Such 

restrictec 108. 
(16) Reflects 2005. 
(17) Reflects 2006. 
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that lnc 
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?sled and Me 

potential sources of future wrnpensauun. The table represenis eqaly- sharesmay oe exerdsed based upon a 30 rnunln prwrdia vesting 
based interests that were awarded in 2006 and all prior years, as weli as schedule with such options vesting monthly based on the number of full 
eauilv-based interests that are "at risk" of forfeiture or ex~iration ~ r i o r  to months !hat have la~sed between h e  orant date and the date of . , 
exercise. retirement. All outsbnding KeyS~an siock wtions will immediately vest 

The Option Awards secfion of the above table reflects all on consummation of a change.of'control and will remain exercisable 
outstandino vested and unvested ootions. In the event of termination or until the close of business on the ex~iration d ate. 

d a performa 
.- -,.c--- ... L 

~~~~ ~~ ~~~ 

retirement,"the named executives ;ay forfelt all or a portion of the The stock option award pr-s include, nce goal 
unexercisable options depending on whether or not they are retirement feature in the stock option vesting schedule for UIIIWIS wdch directly 
eligible. At retirement or termination of employment due to death or links three-year TSR for KeySpan common stock to the options granted 
disability, an adjustment to the vesting schedule is made to the options since 2001. The TSR goal measures the total return to shareholders of 



Keyspan common stock, including price appreciation and dividends. KeySpan Cumulative Rehrrn Percent of T.---' 
Keyspan's performance will be measured against the S8P Utility Group Compared to SBP U t l l i  Group Performance Shares Ed 
over a three-year performance period, with the goal for Keyspan's TSR 0 to 34th percentile 0 % 
to be at or above the median of those comprising the group. Options 35th percentile 

.. . 
50% 

were granted with a five-year pro-rata vesting schedule. If KeySpan 100% 
achieves its TSR goal at the end of the three-year performance period, 150% 
then those options that are not yet vested will vest immediately. If the 
TSR goal is not achieved in year three, the remaining unvested options 

50th percs 
90th perc' 

For inforn 

entile 
entile or over 

wi conllnue to vest on tne five-year schedule. Stock options granted in grant of performance shares, see the narrat~ve following the. 
2001 and 2002 are fullv vested For slock o~tlons oranted in 2003 and Comwnsat~on Table and Grants of Plan Based Awards tablc 
2004, the required TSR performance target'lhat wiuld 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 tab1 lstanding 
restricted stock and performance shares. :ock outstand 
is reflected in the Number of Shares or Unlcs ur DIKK That Have Nc 
Vested column and includes restricted stock granted including 
reinvested dividends. 

In 2002, restricted stock was granted to each named executiv~ 
officer. The restrictions on the restricted stock granted in 2002 will lapse 

e reflects oul 
Restricted st 
:I. .r -.--a. 7 

ling 

Summary 
I. 

, in the 
hilihr 

For both the 2005 and 2006 performance share awards 
event of termination of employment due to retirement or disa -....,. 
performance shares and accumulated dividends shall be dist .. 

~ ' 

the named executive officers based upon the degree of achic 
the performance goal at the end of the three year perforrnanc 
with an adjustment to the total shares calculated on a pro-rata uas~s. 

ributed to 
?vement of 
a period, - L-A- 

utilzing tne number ol full months from the beginn~ng of the 
performance penod to the aate of ret~rement or disaoil~ty, d~vided by 36 
months. 

In the event of termination of employment due to death, the target 
on March 1,2008. In the event of retirement. the restriction period shall award amount will be calculated and dislhbuted on a pro-rata basis 
be adiusted to reflect the number of full months that have laosed utilizino the number of full months fmm the beoinnino of the -~ ~~ ,~~~~~ ~ ~ ~~ ~ 

between the date of the awardand the date of retirement using a 41 perfonGance period to the date of dealh, divided by 36 months 
month restriction period. In tt !tirement afler the 48 month regardless of performance results. 
period, all restrictions would Id I shares and reinvested In the event of change of control, the performance sham 
dividends. In the event of ter~ mployment due to death or accumulated dividends will be calculated and distributed at tt 
disability, all restrictions wou l~  ,., ,~ch shares and reinvested of control date based upon the greater of the number of shar~, 
dividends. awarded at target level and the number of shares eamed based upon 

le event of rc 
apse on suck 
nination of e 
4 i.nc.3 nn .I 

3s including 
Ie change 
.L nrinin.lb 

in 2005, Mr. Luterman was granted 5,000 shares of restricted actual performance through the change of control date. 
stock. The restrictions on this orant of restricted stock will laose on The Meroer Aoreement orovides that each outstandino share of 
February 24,2007. For both k. Luterman's 2005 grant a n d ~ r .  Catell's our common siock iother than shares of our common stoctowned bv us 
2006 grant of restricted stock described above, in the event of as treasury stock or by a subsidiary of us, or by National Gric l o ra  

receive termiiation of employment due to death, disability or retirement, all subsidiajof ~a t i ona l~ r i d )  will bemnverted into the right to 
restrictions would laose on such shares and reinvested dividends. For $42.00 oer share in cash. without interest. or the 'memer consideration." 
all restricted stock b n t s  to date, in the event of change of control, the 
restrictions on all such outstanding shares and reinvested dividends will 
fully lapse 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 at 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 threeyear 
performance period (Janua~y 1,2005 through December 31.2007). 
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with respect to all outstanding options, upon consum~ation 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 
meroer consideration over the exercise price per share applicable to all 

r options. With respect to shares of re! 
ividends, all restrictions on such stock 
I the Merger. With respect to performa 

,,,.,, ..,,..,,. ., ,., Incentive Plan, target performance lev,,, ..,,, , 
assumed with respect to performance shares granted in 2005 and 2006 
and, at such target performance, the target level of such shares and 

The performance goal to oe measured will compare Keyspan's accumulated dividends will be paid. However, if actual performance 
cumulative TSR for a three vear oeriod. as com~area to the S8P levels throuah the date of chanae of control result in a areater number of 
Utilities Group cumulative shareholder return fo; the same threeyear shares thanVtarget, then such greater number of sharedand 
measurement period. The performance shares issued will vary based accumulated dividends will be paid upon consummation of the change 
upon a sliding scale from 50% to 150% of the number of performance of control. 
shares awarded at the target level based upon the level of achievement 
of the performance goal. If the threshold level of the performance goal 
is not acnieved. the rfght to performance shares will be forfeited wiihout 
payment. The 2005 ~erformance shares aranted will be earned on a 
pro-rata basis based'upon the degree of achievement ( 
performance goal established by the Committee and th 
issued and fully transferable, in accordance with the fol 

)f the 
e shares will 
lowing schec 



2006 Optlon Exercises and Stock Vested 
1 Option Awards I St& Awards 
I Number of 1 Value Realized on I Number of Shares 1 Value Rc 1 lame 

Shares Acqulred Exercise I Acquired on Vesting I :xercise I 6) ii" I Ver (! 
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2006 Pension Benefits 

Supplemental Executive 
Retirement P 

Gerald Luten KeySpan Rel 

Robert B. Catell 

tan 

Name 

- 
nan 

Number of Years 
Credited Service 

Plan Name 

KeySpan Relirement 
Plan 

KeySpan Supplemental 
Pension Plan 

frement 

Present Value of s During Last 
Accumulated Benefit al Year 

(#) 
48 8 6\12 

48 8 6H2 

KeySpan Supplemental 
Pension Plan 

8) (0)  

Supplemental Retirement 
Agres&nt 

arker Jr. 

2.299.169 

10.807.207 

782 I l2  

- 
Wallace P. P 

- 

- 

- 
ikowih 

0 

55490 

Robert J. Fani I KevSoan Retirement I 30 8 6H2 1 1.647.015 I 
NIA 

Steven L. Zel 

220.708 

KeySpan Supplemental 
Pension Plan 
KeySpan Retirement 
Plan 

KeySpan Supdemental 
Pension Plan 
KeySpan Rel 
Plan 

KeySpan Supplemental 
Pension Plan 

Supplemental Retirement 
Agreement 

30 8 6H2 

35 8 6H2 

35 (L 6M2 

8 

8 

8 

4.623.2! 

1.792,71 

4,039.0i 

244.70 

709,498 

95419 



The table above provides the present value of the acme  amount is the gross annual pension benefit. The gross annual pension 
oension benefit oavable at aae 65. or earlier if the named executive benefit is then reduced bv several other  ensi ion amounts fi) 50% of Mr. " .  
bfficer is eligible'tdreceive an unreduced benefit at an earlier age. 7 
benefit amounts provided reflect the PV of the accrued benefit as of 
December 31.2006. The PV of the accrued benefits is referred to as 
Accumulated Benefits in the table above. 

All amounts above were calculated based upon the pension plan 
measurement date used for our audited financial statements and 
financial reporting purposes under generally accepted accounting 
principles. A 6% discount rate and the mortality assumptions used at 
yearend in the plans were used in these calculations. 

Under all of our pension plans and supplemental agreements, the 
earliest age a named executive officer may retire without a reduction to 
their pension benefit for age is age 60. However, a 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 

,~~ ~~ ~ 

Catell's primary social security amount; iii) his KeySpan ~eiirement Plan 
benefit: and (iii) 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 normal form of benefit provided under the 
agreement is a 100% joint and survivor annuity with his spouse or the 
actuarial 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 
table assume early retirement with no reductton for age for Mr. Fani with Mr. Zelkow!h oated as of January 1.2002. The agreement 
laae 53) and Mr. Parker Iaae 57) as of December 31.2006. Mr. Catell orovidesone aaaed vear of credited serv~ce for eacn veal worked after 
[age 69j and Mr. ~uterman~(a~e'62) are also eligible for unreduced kompleh  of five y&rs of service, up to a maximum bf ten years in the 
benefits as of December 31,2006. Mr. Zelkowih who is age 57 as of calculation of his pension benefits. The maximum benefit would add 10 
December 31,2006 will not be eligible for an unreduced benefit until years of credited selvice providing an incremental benefit of 15% of his 
age 60. His a ~ ~ e d  benefit calculation assumes his pension final five-year average earnings under the KeySpan Retirement and 
commences at age 60. Supplemental plans. In addition, at retirement, Mr. Zelkowih will receive 

The KeySpan Retirement Plan is a qualified pension plan under medical and dental coverage at the same level of employee contribution 
ERISA and provides ret~rement benefits to employees who are vested in effect at retirement, withany amounts that may be subject to taxes 

leer the olan's retirement elia:bil~tv am. The benefit formula for arossed uo for federal and state taxes. If Mr. Zelkowiiz 1s termtnaled in ana n 
the nc 
to all I 
a c m l  

~med executives in the plan ys coisisient with the formula provided bnnection with a change of control, based upon eight years of actual 
~ther management employees participating in the plan. The service thmugh December 31.2006, b e  agreement will provide 
?d benefit amount under this plan is calculated using base salaly additional credited service to the maximum of ten years. 

and annual incentive awards in the calculation of compensation under We have also entered into a Supplemental Retirement Agreement 
the plan. The accrued benefit is based upon the average of the final live with Mr. Luterman dated as of July 1.2002. The agreement provides 
consecutive years of compensation multiplied by 1.5% and length of that Mr. Luterman will receive an annual supplemental retirement 
servee. Thls accrued amount, whtch 1s payable only as an annual amountdetermlned by m~lt~ply;ng Mi Luterman's age 62 accrued 
annuttv under the elan. has been converteo to the PV amount bslna the benen hum the KevSoan Retirement Plan and the KerSoan 
methobology 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 participate inthe KeySpan 
Supplemental Pension Plan. This supplemental plan is maintained to 
provide retirement benefits using the same broad based plan formula 
under Me auatifed KevS~an Retirement Plan to orovide for accrued 
benefits that are in excess of IRC Code ~ect ioni415 and 401(a)(17) 
and can not be paid pursuant to the KeySpan Retirement Plan. The 

Supplemental ~enf;lo" Plan by 35%. Mr. Luterman v&ted in this 
benefit in June 2005. In addition, at retirement, Mr. Luterman will 
receive medical and dental coverage at the same level of employee 
contr ibuh in effect at retirement, with any amounts that may be 
subject to taxes grossed up for federal and state taxes. 

Employment Agreements Including Change of Control - Post 
Terminaion 
In September 1998. we entered into an employment agreement with Mr. 
Catell relating to his service as Chairman and Chief Executive Officer. 

accrued amount under this supplemental plan is also only payable as an which was amended on February 24,2000 and June 26,2002 (the 
annual annuitv. The annual annuitv has been converted to PV amount "1998 Aareemenyl. The aareement covered the oeriod beainnina Julv " ,  
in the table.  he PV amount in thktable has been calculated using the 31.199iand endi"a July 5.2005. Effective ~ a k a r y  1.2i05. we 
methodology described above. The form of annuity used in this entered into a new agreement (the "2005  reem em en?), which 
calculation reflects a lifetime annuity with no beneficiary option. The supersedes the 1998 Agreement. The 2005 Agreement provided for Mr. 
normal form of annuitv o~t ion under the olan is a 50% ioint and survivor Catell's continued emolovment until Julv 31.2006. The 2005 . . 
option. Agreement also provideithat the term Afthe agreement would be 

Mr. Catetl's supplemental pension beneM formula uses his base extended in the event of a change of control (as defined in the 2005 
pay and annual incentive compensation in determining the pension Agreement). Pursuant to the agreement, and as a result of the pending 
benefit amount provided pursuant to his agreement. In this regard, Mr. acquisition of KeySpan by National Grid, the term of the agreement has 
Catell's cumulative base salary and highest annual bonus (as defined been extended until hvo years following the closing of the transaction. 
below) paid over any consecutii 36 month period is determined and Mr. Catell's employment agreement also provides for severance 
then divided by three to determine an annual average amount. This benefits to be paid to him in the event his employment is terminated by 
annual average amount is then multiplied by 65%. The resulting KeySpan without cause or if Mr. Catell terminates his employment for 



gwd  reason. The severance benefits to be pmvided during the Senior Executive Change of Control Severance Plan 
Severance Period fas defined below) indude: la1 ~avment to Mr. Catetl On October 29.2003. afler a mmoetitive market analvsis and a due ~ , . , 
in a sinale l u m ~  sum of (i) all accrued obliaations (the accrued diliaence review bv a" outside &sultant. our Board of Directors 
obligations include any base salary, annual or long-term incentive auihorized a five year extension of the change of Control Plan. The 
winpensation actually earned but not yet paid through the date of Change of Control Plan expires October 30.2008. unless extended for 
termination, accrued but unpaid vacation pay, and any compensation an additional period by our Board of Directors; provided that. followinq a 
previously deferred, inclusive of any accrued interest), and (ii) the change of control, the Change I an shall conti !r 
aggregate amount of salary and annual incentive compensation that he all the executives who become IY payments 
would have recelved had he remalned employed through the end of the hereunder shall have recelved a u ~ r t  pay~r~rnts in full 
emo ovmenl oerlod tbl contin~ea accrual of Suoolemental Executive Wlth the exceotlon of Mr. Catel all other named executive officers 

nu; until aft; 
or benefits 

~ei i rekent  plan benbits (as provided in the agreement) to the end of participate in the change of c ~ ~ L I  kan. The Change of Control Plan 
the term of the agreement; (c) continuation of all other employee provides for the payment of severance and other benefits upon certain 
benefits; and (d) acceleration of vesting of all equity awards, as if he had qualifying terminations of such executives within two (2) years of a 
remained employed by KeySpan during the term of the agreement. If 'change of control" (as defined in the Change of Control Plan). The 
Mr. Catell voluntarily terminates his employment, other than for good protection period under the Change of Control Plan commences upon 
reason, we will pay the accrued obligations to Mr. Catell and he shall be the date that we enter into a definitive agreement contemplating a 
E re and receive all the pension benefits as provided change of control and will continue for a period of two years after the !ntitled to reti 
he various pc t tnsion plans, as well as retiree medical and dental 
L .,..,, ,,,vided under the arouD health olan. In addition. he i 

under 

is 
effective date of the actual change of control. Upon the s~gning of the 
definltlve Meraer Aareement w~th Nationa Grid. tne orotection oeriod 

eligible-fo; the benefits underihe ~xecutive Group ~eplacement Life went into effect on February 25,2006. The benef i t~ '~a~able under the 
Insurance Policy as described in the above Compensation Discussion Change of Control Plan provide for: 
and Analysis. If Mr. Catell is terminated without cause or resigns for (i) the payment of the exeartive's base salary and 
good reason during the Protection Period. Mr. Catell will be provided compensation previously deferred by the executive, earned through the 
wilh severance at a multiple of two times base salary and highest date of termination; 
annual bonus, continued benefits and additional supplemental pension (ii) the payment of an a l  to three times an 
benefits accrual for the two year period following his termination. The executive's base salary and hig Sonus (as defined in 
hiahest annual bonus under the aareement is calculated based u w n  the fwtnote 1 followina the table bt,,.., ,,, .,,. President. anv Executive 

I amount equ 
hest annual I 
.,",.,I ,". ""., 

ve enter into 
~ n t r o l  transa 
In the seconc 
.h.nnrr nf m, 

vill be entitle( 
~fler-tax posit 
!xcise tax. 

a definitive a 
ction (as def 
i anniversag 
rtrn1 

i to a gross-[ 
:ion he would 

greement th; 
ined in the C 
I of the date I 

h would wm 
hange of COI 
following con 

ititute a char 
ntrol Plan) ar 
summation c 

~p payment i~ 
I have been i 

n order topu 
n withoutthe 

t him in the s 
i imposition o 

higher of the average of the threemost recent years of bonus received 
prior to the change of control and the most recently received annual 
bonus. 

The ~rotection oeriod under his aareement beains on the date that 
Y Ige of 
c ~d ends 
c ~f such 
C y* ", "" ,,., ",. 

Mr. Catell may resign for any reason in the thirteenth month 
following a change of control with all severance benefits. In the event 
that any payments or other severance benefits Mr. Catell receives from 
us or otherwise are subiect to a oarachute excise tax. then Mr. Catell 
Y ame 
i ~f the 
€ 

In March 2006, we entered into a letler agreement with Mr. 
Luterman relating to his service as Executive Vice President and Chief 
Financial Officer. The letter agreement provides that in the event of his 

. , 
Vice President andany Senior vicepresident and two times an 
executive's base salary and highest annual bonus for Vice Presidents; 

(iii) the payment of A u n t s  under retirement plan formulas, 
indudina the aoolicable two to three vear oeriod as added service and 
compensation G d ,  

(iv) the c 
benefts for a perio 
position with us. 

In addition to severance benefits provided under the Change of 
Control Plan, the occurrence of a change of control will also result in the 
acceleration of vesting of all equity based awards under the provisions 
of the Incentive Pk 

er the plans; 
~ntinuation I 
d of two to th 

and 
)f medical, dc 
ree years de 

:ntal and life 
pending on t 

insurance 
he executive's 

Payments 
--A:-, "" ..-- Estimated Chang 

The following table a t w m  UE anwuru UI ~ ~ W N I ~ I  .~v.rdnce benefits 
including potential gross-up amounts for excise taxes for the named 
executive officers pursuant to the Change of Control Plan, or in the case 
of Mr. Catell, his 2005 Agreement. and in the case of Mr. Luterman. his 

termination of emolovment as a result of the change of control of 2006 agreement, assumyng a change of control took place in 2006 and 
k iitled to seoaration benefits under the Chanae Ihe named executive officers were terminated on December 31.2006. (eySpan, he 
~f Control Pla 
nandatory re' 
ha m-nrl.ltnr 

wouid i e  en1 
n without re( 
lirement age 
,, ..., :.*...--* 

c lard to his'age as of any date of terminatiok The table also sho' i t i d  present linuing 
r Under the qualified pension plan, age 65 is coverage for the bc led under oul h, dental. 
IIZC s~sqsmua,u,, 4 ~ L 4 3 ~ ~ ~ , c , l t  age. The Change of Control Plan would have executive life insuratt~. ~ I I U  ~ I I  retirement pldtt.. I 10. .,,!aunts indicated 
otherwise capped his separation benefit at this age. are applicable only in the event the named executive officers are not 

retained u w n  a chanae of control or thev resian for aood reason under 

ws the estim; 
znefits prwid -""- .."A -0, 

value of con1 
.group healtl -"- -"...A,. 

. - -  
the terms bf the plan.-~pon termination of employment, each named 
executive officer is eligible for outplacement benefits not to exceed 

i agreed to a 
. ,-,.-:-..- - 

. . 
h ~ t y  Chairman of National 

following the change of control date. Assuming he serves in such 
capacities for such period, he will not be entitled to receive the 



severance benefits listed in the table below. Likewise, in the event "- 
other named executive officers continue their employment beyond ; 
two-year protection period, they also will not be entiUed to receive tl 
payments listed in the table below. However, pursuant to the Chan 
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 a ind performa nce shares. 

r 

(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 multiple. 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 Janua~y 1 to the date of termination 
divided by 365. The severance multiple 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 durina the two vear ~er iod , , 
for Mr. catell and the three year periodior all other named 
executive officers. 

(3) Represents the present value of the increase in the annual 
lifetime pension annuity anributed 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 Darachute' . . 
excise taxes that may be imposed o i lhe  exec"tives "not 
Sect~ons 280G and 4999 of the ntemal Revenue Code. 
is a tax imposed on the executive above and beyond ordi~ 
income taxes. The amount of such gross-up payment ha! 
been calculated taking into consideration the value of the 
cash severance payments, the value of all benefits and th 
acceleration of equity awards attributed to change of cont 
This payment amount is provided to pay the excise taxes lna~ 
may be imposed on the executive as well as any taxes on this 
gross-up check. All other federal, state and local income 

?r 
This 
nary 

taxes that are attributed to the cash severance payments, 
benefits and equity awards will be paid by the executive. 

(5) Mr. Catell's severance benefits are provided pursuant to his 
employment agreement dated January I, 2005. Mr. Catell is 
not a participant in the Change of Control Plan. 

The following table provides a summary of the value of unve 
o~tions. restricted stock and ~erformance shares that vest u w n  a 

sted stock 

change ol 

Accelc 

f control. 

!rated Vest11 mg of Equity 
Ca 

Awards A l t  
~ntrol 

hange of 

I restricted sl 
,.....-..I ,* 

(1) The value of all unvested options reflects fhe 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). 

Unvedbd 
Parlonnanm 

Shares 
(I) (3) 

5,074,858 
1,371,613 
3,014,580 

Unvested 

12) The value of all unvestec iares reflects 

Wallace P. 748.510 

ResMcted Stock 
($1 (2) 

' *"7.412 
i.562 
E72 

asreo wonr 
3plfons 

;the closing 
are) 

, --" 

Robert 8. Calell 
Gerald Luterman 
Robert J. Fani 

price of our stock at fiscal year enu (d1.18 per sh 
including reinvested dividends, with all restrictions assumed 
to be lapsed on December 31.2006. 

" ""- ""n 

(I) (1) 
1.858.813 

467.046 
851,591 

(3) The value of all unvested performance shares refieds 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 Der share). While the 2004 arant of performance 

d have veste ssumed change of 
ecember 31, ~ality these shares and 
j dividends tl been forfeited because 

shares woul 
control on D 
accumulate( 
tho n.r(nrm? 

Parker Jr. 
Steven L. 558,765 
Zelkowitz 

d under an a 
2006, in act1 
iereon have 
mllir~rl tr\ ,,a, 

- 

..,, ,,,.,u..,. dnce result rc ,,,,,. ," .,;t this award as of 
December 31,2006 was not achieved. The amounts forfeited 
by each named execulive offcer are as fol ows: Mr. Catell. 
$1,491,174: Mr. Luterman: $274.860: Mr. Fani: 9333.334; Mr. 
Parker: $494.749; and Mr. Zelkor h: $394.967. 



Gerald Luterman I 1 9 4 . 0 ~ 0  i 38,828 I 33.759 (5) 1 0 1 772,696 

2006 Nonquallfled D e f e d  Compensation 

Wallace P. Parker Jr. 275.045 55.009 56.410 I 

I Nanm 

I I I 
Steven L. Zdkauitz 256.565 51,312 48.834 

I 
!amed under 
.-:A '- --A,. 

Executive 
Cmtributions in Last 

FY 

I 
the amount e 
L L ---- 

I I 
(1) Reflects amwnb deferred by each named executive officer to the ODSUP from I the 

Corporate Plan for the purchase of our stock units. The amounts deferred would nave WCTI raru tu cauj of the 
named executives in 2006 attributable to performance in 2005. 

(2) Represents the 20% match on the amount deferred into the ODSUP. 
(3) Includes dividends paid on shares held in the ODSUP. Dividends paid in the ODSUP are equal to dividends paid to 

Registrant 
Contributions 
in Last FY 

all KeySpan stockholders and therefore, no amount is preferential or above the market rate.'Since dividendspaid in 
the ODSUP are not above the market rate, earnings on the ODSUP are not included in the Summary Compensation 
Table, but rather, are included in this column in its entirety. 

(4) Aggregate balance of deferred compensation represents amounts previouslv deferred bv the named exat ive  
officers and any e ?on. The ODSUP shares have been u price of our 
stock per share al !nd ($41.18 per share). 

(5) Also includes ean runts deferred pursuant to the Deferre 

amings therc 
!fiscal year e 
lings on amc 

Aeswte 
Balance at 
last PIE 

Aggregate Earnings 
in Last FY 

($1 

lalued ai the 

d Compensa 

Aggregale 
WUldrawalJl 
DisMbufions 

full maket v 

tion Plan. 

alue dosing I 

ORicers' Deferred Stoek Unit Plan - 2006 2007 
Mr. Catell 'ursuant to the ODSUP and consistent with our desire to m u r a g e  

naeased officer stock ownership to further align the interests of our Mr. Fani 
3xecutives and stockholders, the named executive officers and certain Mr. Parker 
~ther executives may elect to defer between 10% and 50% of their Mr. Zelkowih 
lnnual cash award earned under the Corporate Plan to deferred stock Mr. Luterrnan 50% 
lnits held within the ODSUP. The deferred stock units track the 
~erformance of our common stock but do not possess voting rights. Upon a change in control, all deferred stock units, the match and 
The deferred stock units receive dividends which accumulate during the accumulated dividends will be converted to cash and distributed to the 

a. 
SO receive a 
which amoul 
0 n 

20% match 1 
its are repor .:-- 

e amwnts d' 
Other Comp 
--A- L 

eferred 
ensation 
-..--a 

leferral perio ' 
ixecutives al mmusonth 
n each year, led in the All 
wlumn of the a u t ~ ~ t ~ ~ ~ y  w ~ ~ ~ p r ~ a d t ~ u r t  Table. The ~ I I ~~L I I  WIIII)OIIL.III 

and dividends on the deferral will track the peformance of our common 
;tack and will generally be payable in cash upon retirement. Amounts 
ield within the ODSUP must be deferred until retirement or resignation 
and are payable in common stock for the amounts deferred by the 
?xecutive, and either in stock or cash for the match component and 
lividends. In the event of the execulve's resignation prior to retirement, 
he match and dividends are forfeited. Each of the named executive 

dficers elected to defer the following amounts of their annual cash 
awards payable in 2006 (attributable to 2005 performance) and 2007 
(attributable to 2006 performance), respectively: 

executives pursuant to the plan pmvisions as permitted under Internal 
Revenue Code section 409A. 

Deferred Compensation Plan 
Pursuant to the Deferred compensation Plan, 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 yeah base pay. 
Deferred compensation for each parlicipant shall be aedited to an 
account on our books (the "Deferred Accounr). Interest on amounts in 
a Deferred Account shall be credited and compounded monthly based 
on the average reference rate during such month (the "Prime Rate"). 

In the Gent of an executive's separation from service. the amounts 
in the executive's Deferred Account shall be distributed consistent with 
the d~stribution election made by the executive and as permitted under 
Internal Revenue Code section 409A. 

Mr. Catell and Mr. Luterman maintain a balance in this plan while 
the other named executiie officers do not partidpate in this plan. 



2006 Director Compensatlon 

(1) Messrs. Catell and Fani are not listed in the above table because neither receives 
directors or its comminees. 

Name (1) 

A. S. Christensen 

A. H. Fishman 

J. R. Jones 

J. L. Larocm 

G. C. Larson 

S. W. McKessy 

E. D. Miller 

V. L. Pryor 

. 

any addltlon 

-9 --.--a " 

al compensa 

A,-. 

Fees 
Earned or 

Paid in 
Cash 

($1 

73,500 

81,500 (3) 

70,500 (4) 

75,500 (5) 

63,500 (6) 

81,500 (7) 

70,500 (8) 

69,500 (9) 

~bbn for sewi 

. "#-- 

on our bo 

Stock 
Awards 
(a) (2) 

64,000 

64.000 

64,000 

w,uuu 

64,000 

64,000 

64,000 

ard of 

(2) Slock awards are received as common stock equivalents pursuant to the Directon mtmrtu wr r rp r rw ta r r  rlalr, 

Optlon 
Awards 

($1 

0 

0 

0 

0 

0 

0 

0 

0 

ferred Comp ~e received r deferred pur 

Non-Equlty 
Incentive Plan 
compensation 

6) 

suant to the I 

Change in Penslon 
Value and Nonqualifled 
Deferred Compensation 

Earnings 
($1 

All Other 
Compensatlon 

($1 

0 

0 

0 

-- 

-- 

-- 

-- 

0 

ensation 

Total 
(b) 

137.500 

145.500 

134.500 

139,500 

127.500 

145,500 

134.500 

133.500 

(3) lnclud 
Plan. 

0 0 

3 director to l 

0 

0 

0 

0 

0 

0 

1s a stock equivalent and 

0 

0 

0 

(4) lndudes $35,250 elected by the director to be received as a st& equivalent and deferred pursuant to the Directors' Deferred Compensation 
Plan. 

(5) Includes $18.875 elected by the directorio be received as a stock equivalent and deferred pursuant to the Directors' Deferred Compensation 
Plan. 

E received r 
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deferred pun 
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Plan. 

? director to l IS a stock equivalent and 

(7) Includes $40,750 e~acttu vy we director to be rer;e~wu r 
Plan. 

IS a stock eq 

,r " r,N* -n 

uivalent and ueremu pumuanl~o me I lirectors' De ferred Comparisa~~urr 

(8) lndudes $70,500 elected by the diredw to be received a,. ,,-, ,,uivalent and deferred pursuant to the Directors' Deferred Compensation 
Plan. 

!lected by tht IS a stock equivalent and deferred pursuant to the I lirectors' De femd Comp ensation (9) lnclud 
Plan. 

? director to l 
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The directm' compensation as reflected in the table above Includes the 
~unts: 

Iwlrnlyluy& directors: 

I annual reta'mer; 
committee meeting fee; 
committee chairman retainer: 
)audit committee chainr 

or retainer; a 
stock equiva I under the Diredm' 

velelleu  ensation at ion Pla 

I Lead Direct 
1 in common 
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%ive no ad1 
ttees. 

m retainer; 
nd 
lents grantec - 
,I. 

fional wmp 

- 

The employee directors rf lensation for serving 
on the Board or its commi 

The board of directors has adopted Directors' Deferred 
Compensation Plans (pre 2005 and post 2005 plans) to directly align the 
nonemployee directors' financial interest with those of the 
shareholders. The Directors' Deferred Compensation Plans provide all 
non-employee directors with the opportunity to defer any portion of their 
msh compensation received as directors, in exchange for common 
stock eauivalents or into a deferred cash account. Common stock 
equivalints are valued by utilizing the average of the high and low price 
per share of our common stock on the first trading day of the quarter 
following the quarter 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 
sewice as a director, all amounts in a director's common stock 
eauivalent account andlor cash account shall. at the director's election. 

a lump sum 
I paid in the r 
the director. 
nsR,r ,,",I.,. 

in cash; (ii) b 
lumber of an 
Our current I 
3n.. nf -,.r a 

e defened fo 
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(i)'be paid in ears; 
andlor (iii) be !n, 
specified by I re not 
entitled to be,,,,,,, ,m,,,, ,,,, ,, ,,, ,,,,,. 

With the exception of Ms. Christensen, each listed director elected 
to defer a portion or all of his or her cash earnings for 2006 into stock 
equivalents under the Directm' Deferred Compensabbn Plans. No 
director elected to defer anv comoensation into the deferred cash 
account undf 
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Compensatic 
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UVIIIFIID-SIVII UVIIIIIIIIIW IIII-IIWA. ~IIU nll~luer Partlcipatlon 
Neither Ms. Larson nor Messrs. Jones. Larocca. McKessv and Miller. 
Ihe wrrent members of the ~ommittei, is an officer or eiployee, or' 
former officer or employee, of us or any of our subsidiaries. No 
interlacking relationship exists between the members of our Board of 
Directors or the Committee and the comoensation committee, w board 

nes, James L 
ldward D. Mii 
.,.-A----" 

le Sarbanes- 
le that each 
icable 

Compensation C o m m h  Repart 
Under the rules of the New York Stock Exchange and th 
Oxley Act of 2002, the Board of Directors must determln 
member of the Committee is independent under ail appt 
standards. Additionally, no director may serve unless he or she is a 
"Nonemployee Director" for purposes of Rule 16b3 under the 
Securities Exchange Act of 1934, as amended, and satisfies the 
requirements of an "outside director" for purposes of Section 162 (m) of 
the lntemal Revenue Code. The members of the Committee are James 
R. JOI .. Larocca, Gloria C. Larson, Stephen W. McKessy 
and E ller sewing as chairperson. None of such members is 
or has vcenn ~ l ~ i c e r  or employee of KeySpan or any of its subsidiaries 
and they meet the required standards of independence. The Committee 
ocerates under a written charter ado~ted bv the Board of Directors 
vihich is available on our internet site at hnb:llwww.kewoanenerav.m. 

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 ;is 
be included in our annual repol 

Compensatic 
rl on Form 11 

I n  Discussio 
1-K. 

n and Analy! 

Compensation and Management Development C o m m h  

James R. Jones !n W. McKessy 
James L. Larocca D. Miller. Chairperson 
Gloria C. Larson 

committee pf 
has any suck 

?rforming eq( 
I interlocking 

livalent funcl 
relationship 

ions, of any I 
existed in thf 

~ther company, nor 
3 past. 



ITEM 12. SECURITY OWNERSHIP OF 1 CERTAIN BI JWNERS At 

,I.*" KO/. ,.f" 

4D MANAGEMENT AND RELATED STOCKHOLDER MAllERS 

Security Ownership of Certaln Benefic 
As ol February 20. 2007, there were no bc8scmmL8,m ,..8s,,. ,, ,,mu,, ,,,.m, ,,. ,, ~ u r  common stock 

ial Owners 
ansli*i-1 n,." 

Security Ownership of Management 
The following table sets forth information as of February 20,2007, with respect to the number of shares of mmmon st& bmfiaally owned (il 
vested stock options), common slock equivalents andlor deferred stock units and performance shares credited to each director, each named execuave 
officer and all directors and executive offis 'up. cers as a gra 

n 
Beneficial Owner 

Percent of 
0 

Con I 

, Lmount and Nature of 
Beneficial Ownership 

of Common Stock 
utstanding 
imon Stock(' 

Common Stock 
Equivalenls or Deferred 

Stock Units121 

W. P. Parker 

S. L. Zelkowi 

Performance 
Shares131 

(including Vested 
SI"P~ nnqons)cli - 

2,358,448 

302.737 

449.103 
m 0 Jr. 470.269 

tz 297.249 1 29,269 { 38,890 1 
A. S. Christensen I n n7+ 

I 
89.151 

17,146 

33,409 55,230 1 
33.649 35,720 

I U,", I , I A. H. Fishman I d I n f 4  

J. R. Jones 

J. L. Larocca 

G. C. Larson 

S. W. McKessy 

E. D. Miller 

(1) Beneficial ownership of common stock includes bldings in Keyspan's 401(k) Plan, Employee Discount Stock Purchase Plan. Dividend 

Id,"U I 

11,227 

14.573 

V. L. Pryor 

All directors and 
executives as a 
group, including 
those named above, 
a total of 28 persons. 

Reinvestment Plan, andlor in other stock accounts, as well as issued and outstanding vested stock options. Such stock options give the 
holder the riaht to Durchase underlvina shares of mmmon stock at the resoective exercise once oer share of the ootion. All such slock 

,. I .. 
I>,OLY 

17.037 

556 

10,615 

21,318 

, - 
options werigranied at an exercise price equal to the closing price of our 'ca 

10,505 

23.579 

34.318 

' Messrs. Caleil and Fani arealso directors 
" Less than 1%. 

1 0 

5,490,385~4KSHe) 

lmmon stock 
. . 

on the respe 

8,088 

~ I Y , Y  I I  

!dive date of 

<L.- &. ..-:a,. * 

grant. 

420,070 

(2) Includes common stock equivalents or deferred stock units. The term %omn 013 w ulmr 31 value whid 
~erformance of common stock. Such units do not wssess votina riahts and ,,,., -,, ,,,,,dnt tothe Directors' Defen," 

3.6% 

non stock eq 
 hall^ ha. il 

uivalents' re1 
.r,,srl ,.,,-,.a 

h hack the 
.nrl 

'Compensation Plans. The term 'deferred stock un'its" also re fers th i ts  of value which track the performance of common stock. Such 
units do not possess voting rights and have been issued pursuant to the Offcers' Deferred Stock Unit Plans. 

(3) Performance shares have been granted with a threevear oerformance ~eriod with a threshdd, tamet and maximum ~erformance level. At . . 
threshold performance, 50% of t/;e award shall be earned: at target. 100% of the award shall be earned: 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. 

(4) Calculated as the total of the three previous columns divided by 175,588,130 the number of shares outstanding on February 20,2007 

126 



ITEM 13. CERTAIN RELATIONSHIPS AND RELATED 
TRANSACTIONS, and DIRECTOR INDEPENDENCE 

Please see Item 11. Executive Compensation for a description of our 
employment and change of control agreements and plans. 

with KeySpan's independent auditor; (vi) an immediate family 
member of the director was employed by KeySpan's 
independent auditor; (vii) 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 
(viii) 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; 

?rice and In 
liability insur 

.";C*A -,,.A;, 

)irectors ant 
Ve have dire' .....:...,.,....:... 

d Officers Li 
ctor and offic . .." ...* ̂ ^ .... 

lablllty lnsul 
ar, or "D&O" . ,.-.,.. 

demnity 
,ante for the 
...","."m".4 .. purpo- 

fficers. n lrllll"ulollly ur nllrll nc I l r r V W  l l lUr l l l l l l l l rU ""0 YIIT*IVIO(IIIU V 

D&0 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 pmvides b. A director will not be considered independent it (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 million or two percent of the 

fiduciary coverage for us, our directors, officers and employees for any 
~lleoed breach of fiduciarv dutv under the Emolovee Retirement Income 
;e&rity~ct. Our D&O liability insurance wat purchased from Associated 
ilectric R Gas lnsurance Services, Energy Insurance Mutual. Zurich 
\mencan, Hartford, Starr Excess, St. Paul Mercury lnsurance Co. and 
.iberty Mutual for a one year period commencing on May 28,2006 at a 
ost of $3.483.325. Fiduciarv liabilitv insurance fmm the American 

annual consolidatedgross revenues of the company; (ii) the 
director is an executive officer of another comDanv which is 

nternational droup, CHUBB: ~urich'~merican and Energy Insurance indebted to KeySpan, or to which KeySpan isindebted, and 
Autual for a one year period commencing on August 26,2006 at a cost of the total amount of either company's indebtedness to the 
i733,207. We plan to renew both programs upon expiration. other is greater than one percent of the total consolidated 

assets of the company he or she serves as an executive 
Iirector lnde~endence officer; and liiil if a director serves as an officer, director or 
'ursuant to o trustee c pt organization, and Keyspan's 
he Investor F charitabl ns to the organization are greater than 
!ttp:llw.ke $1 millio znt of that organization's total 

ur Corporate 
!elations sec 
ysvanenergl 
1l"nxram~nr~ 

Governance 
tion of our WI 

r.com or dire, 

! Guidelines, 
~bsite at 
ctly on our cc 
l.,.., Mrn \ n 

which can bc 3 found on a iai exem 
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n or two perc 
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I,. hn.4 land aebsite in no:...^^....^.^^.. ...r.vo...~m.8vr..YmI. 1, .NOIV YIIYIIIVVR 

rev ew of a,rector ndependence. As a result of this review. our board 
cons~lid.,~~ ,,,.a ,dvenues. The Board will annually review 
all commercial and charitable relationshi~s of the directors. 

affirmatively determined that all of the directors are independent under the 
standards set forth in the Corporate Governance Guidelines, and the 
elevant NYSE and SEC rules and reauiations, with the exceotion of 

For relationships not covered by the guidelines in subsectbn 
ib l  above. the determination of whether the relationshi~ is 

3obert B. Cal 
ndependent I 
..I.." ....A .*", 

lell and Robe 
under the Co 
,.I..,:.."- I...... 

!rl J. Fani. Mr. catell cannot be dekmc 
rporate Governance Guidelines or apl 

inaterial or not, and ti 
independent oi not, s 

herefore whe 
;hall be madt 
.^^^ ̂..:Â,:̂ 

jther the dire 
? by the direc 
-" -4 '-.'L :, 

ctor wodd b~ 
:tors who 
* "..!-"-A:"" u,r$ a,4u ,.Yul..Yml. Y T ~ U S ~  he serves as Chief Executive O f f i ~ ,  ul satisfy the independern= yu~uell~lea 30, IVILII III ~UVIG~LIUIIS 

Cornmtion. Mr. Fani cannot be deemed indeoendent under the ia) and lbl above. For examole. if a director is the chief 
coiorate Governance Guidelines or applicabie rules and regulations 
because he serves as Chief Operating Officer and President of the 
Corporation. -. . 

~, \ ,  

executive officer of a company that purchases products and 
services from KeySpan that are not more than two percent of 
that companvs annual revenues, the independent directors 
could determine, after considering all of the re1 
urcumstances, whether such a relationship w; r 
immaterial, and whether the director would the 
considered independ 

is for our boz 
indeed indep 
~d is set forth 

trd's determil 
endent is sei 
, in relevant 1 

iation that th 
I forth in our I 
part, below: 

e independe! 
Comrate Gc 

I ne oas 
lirectors are i 
hidelines ar 

levant 
IS material o 
!refore be 

ent. 

y personal lo 
At all times, 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: 

not make an: 
ers. 

KeySpan will 
to directors or offio 

ans or exten sions of credit 

complete an, 
sntify and as 
-. ..A --.. 

Our directors 
auestionnaire to id1 

0 submit an annual director 
sess relationshios so that the entire 

a. A director will not be considered independent if, within the Board can determine lnoepermence under these standards. The 
Prf 
Ke 
me 
nffi 

!ceding three years: (i) the directorwas employed by directors also complete and submit an annual statement that they are in 
ySpan or one of ih subsidiaries; (ii) an immediate family compliance with our Corporate Policy Statement Concerning Ethical 
mber of the director was emDl0ved bv KevS~an as an Bwiness Condun and our Comrate Policv Statement Concemina 
cer; (iii) the director received more than $i00,000 in direct Affiliate Transactions. The dirktors also annually certify that theyhave, ",,. 

COI 

bot 
i m ~  
e., 

npensation from KeySpan or its subsidiaries, other than for and continue to agree to comply with, the ~ e ~ ~ ~ a n  corporation Board 
3rd service or  ensi ion or deferred comoensation: ivil an Of Directors Code of Ethics which sets forth standards of dilioence. . ,  , ~- ~ ~ ~~~ ~ 

mediate familimember of the director ieceived more than loyalty, faith and the avoidance of conflicts of interests ior the' 
9 150,000 in direct compensation from KeySpan or its directors. 
subsidiaries, other than for Board service or pension or deferred 
compensation; (v) the director was employed by or affiliated 



/ears ended 1,2006 and I 

ITEM 14. PRINCIPAL ACCOUNTANT FEES AND SERVICES 
The following table provides information on the aggregate fees for 
services performed by Deloitte & Touche LLP ("Deloitte & Touche"), the 
member firms of Deloitte &Touche Tohmatsu, and their respective 
affiliates for the December 3 December 31, 
2005: 

2( 2005 
Audit Fees (a) $ 4,1643". $3,682,325 
Audit-Related Fees (b) 96,200 88,000 
Tax Fees (c) 318,419 385,522 
All Other Fees (d) 132.010 50.121 
Total $ 4,711,223 $ 4,205,968 

(a) In 2006, audit fees include base fees for the annual and 
statutory financial statement audits, audit of internal 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 statutory 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 benefit plan audit! 

(C) Fees for tax services billed in 2006 and 2005 consisted of tax 
compliance, lax consultation services and sofhvare licensing. 
Fees for tax comoliance services totaled $192.928 an0 
$313,738 in 2006 and 2005, respectively.   ax wmpliance 
services include services such as assistance with federal, 
state and local Income tax returns. Fees for tax consdtation 
services and sobare icenslna totaled S125.491 and $71.784 
in 2006 and 2005, respectivel; 

Other fees include 

.. .. . ... In accoraance wlrn tne nualt Lommmee Lnaner ano me iules ana 
regulations 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 Deloine 8 Touche and considers such 
to have been compatible with the maintenance of Deloitte & Touche's 
independence throughout its service to KeySpan. 

Tne Audit Comm nee nas also oetermined that the scope of 
services to oe orowaed bv Delo~tte & Touche in 2007 mll oenerallv 
limited to audiiand audit ;elated services and tax service; The Au 
Committee will expressly approve the provision of any services by 
Deloitte & Touche outside the scope of the foregoing services. Althuuy~ 
it is the intent of the Audit Committee to pre-approve all non-audit 

servkes to be provided by Deloitte & Touche, any inadvertent fa'lure to 
do so WI I not be deemed a breach of the A~d ' t  Comm;ttee chaner if: lil . , 
the aggregate amount of all such non-audit services provided to the 
Corporation constitutes not more than five percent of the total amount of 
revenues paid by the Corporation to its auditor during the fiscal year in 
which the non-audit services are provided; (ii) such services were not 
recognized by the Corporation at the time of the engagement to be non- 
audit services; and (iii) such services are promptly brought tn tho 

attention of the Committee and approved prior to the cornplt 
audit by the Committee or its Chairman pursuant to delegatc 

- ...- 
?tion of the 
?d authority. 

ITEM 15. EXHIBITS AND FINANCIAL STATE 

come for the 
zmber 31,2 

ended Dece 
04 

L---:.. 

MENT SCHl 

The following consoliaatea nnanclal statements 01 Keyspan 
subsidiaries and Reports of the Independent Registered Pul 
Accounting Firm are included in Item 8 and are filed as part 
Report: 

Consolidated Statement of In' year ended December 
31,2006, the year ended Det 005, and the year ended 
December 31,2004 
Consolidated Statement of Retained Earnings for the year ended 
December 31,2006, the year ended December 31,2005, and the 
year ended December 31.2004 
Consolidated Balance Sheet at December 31,2006 and December 
31,2005 
Consolidated Statement of Capitalization at December 31,2006 
and December 31,2005 . Consolidated Statement of Cash Flows for the year ended 
December 31,2006, the year mber 31.2005, and the 
year ended December 31,20 

and ih 
~ l i c  
of this 

Consoildated Staternent of Corntprrr~n!swe Income for the Year 
ended December 31.2006, Ule year ended Decemoer 31,2005 
and the vear ended December 31.2004 . Notes td~onsoiidated Financial statements 
Report of the independent Registered Public Accounting Firm 

s for the 
2. Financial Statement Schedules 
Consolidated Schedule of Valuation and Qualifying A m u n k  .. . 

year ended December 31,2006, the year ended December - '  ---- 
and the year ended December 31,2004. 



"chedule of Valuation and Qualifying Accounts 
".,.- -eat  Charged to ontanc 

Beginni 
Peric 

Net 
Deduct1 

Balance s t  
->-,,,-..a- 

ng of , 
td nu ur rcrrud 

Twelve Months Ended Deeember 31.2006 
I 

Descrip ions E 

)educted frc 
Allowanc 

,m asset acc, 
e for doubtf 

ounts: 
ul accounts 

Additions to liability acc 
Reserve for injury an6 $ 9,300 $ - $ 211 $ 9,089 
Reserve for environmental exoenditures $ 424,248 $ - $ 51,229 $ 372,437 

ounts: 
i damages 

cember 31, 
ounts: 

Twelve Months Ended Da 
Deducted from asset act, 

Allowance for doubtful accounts $ 67,796 $ 137,190 $ 142,159 $ 62,827 

Additions to liability accounts: 
Reserve for injury and damages $ 9,370 $ 500 $ 570 $ 9,300 
Reserve for environmental expenditures $ 256,789 $ 210,596 $ 43,719 $ 423,666 

Twelve Months Ended December 31.2004 
Deducted from asset accounts: 

Allowance for doubtful accounts $ 75,671 $ 74,089 $ 81,964 $ 67,796 

Additions to liability accounts: 
Reserve f: 
Reserve f 

br injury an6 
Or environm 

i damages 
tental expen1 

ions. . -.m. cts adjustment for discont inued operat 

applicable 01 r notes there 

nerlel 

~ l e s  are omit they are not All other sched~ 

(b) Exhibits 

led because .the required information is shown in the financial statements o to. 

Exhibits listed below which have been filed kith the SEC pursuant to the 
Securities Act of 1933, as amended. or the Securities Exchange Act of 
1934, as amended, and wt $ow, are hereby 
incorporated by referenca ; port with the same 
effect as if filed herewith. 

3.2 By-Laws of KevS~an in effect as of June 25.2003, as 
amended m 10-Q forthe 
quarterly 

lich were'file' 
and made a I 

d as noted b~ 
,art of this re 

I (fi~ebai EXI 
period endel 

iibit 3.1 to Kt 
1 June 30,2( 

4.1 Credil Agreement dated as of June 24,2005 among KeySpan 
Comoration. the several lenders, The Roval Bank of Scotland 2.1 Agreement and Plan of Merger, dated as of Feb~ary 25, 

2006, by and among National Grid plc, National Grid US8 Inc. 
and KeySpan Corporation (filed as Exhibit 2.1 to KeySpan's 
Form 8-K dated March 1,2006) 

PLC and ~itibank, N.A.. as (3-syndication Agents. The Bank 
of New York and The Bank of Nova Scotia, as Cc- 
Documenlal~on Aaents. and JPMoraan Chase Bank. N.A.. as 
Administ1 
8-K dater 

.ative ~ & n t  ( 
1 as of June : 

, . 
/Span's Form 

3.1 Certifimte of Incorporation of KeySpan effedwe April 16, 
1998. Amendment to Cerhficate of incorporation of KeySpan 
effective Mav 26.1998. Amendment to Certificate of 4.2 Amended and Restated Credit Agreement dated as of June 

24.2005 amona KevS~an Comoration. the several lenders. lncomwatio~ of ~ e v ~ b n  effective June 1.1998, Amendment 
to the Cellificate o<inkrporation of ~ e ~ ~ p a n  effective April 7, 
1999 and Amendment to the Certificate of Incorporation of 
KevSDan effective Mav 20. 1999 [filed as Exhibit 3.1 to 

  he Royal Baniof Scotland PLC and ~itibank, N.A.. as C& 
Syndication Agents, The Bank of New York and The Bankof 
Nova Scotia. as &Documentation Aaents. and JPMoraan 

!nod ended J Chase ~ank; N.A.. as Administrative igent'(fiied as  xib bit 
4.2 to KeySpan's Form 8-K dated as of June 29,2005) 



4.3 lndenture, 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 Exhibi 4-a 
to Amendment No. 1 to Form S-3 Registration Statement No. 
333-43768 and filed as Exhibit 4-a to KeySpan's Form 8-K on 
November 20.2000) 

4.4 Form of Note issued in connection with the issuance of the 
KeySpan Corporation $700 million of 7.625% Notes due 2010 
issued on November 20.2000 (filed as Exhibit 4-c to 
KeySpan's Form 8-K on November 20.2000) 

4.5 Form of Note issued in connection with the issuance of the 
KeySpan Corporation $250 million of 8.0% Notes due 2030 
issued on ~ovember 20,2000 (filed as Exhibit 4-6 to 
KeySpan's Form 8 K  on November20,2000) 

4.6 Form of Note issued in connection with the issuance of the 
KeySpan Corporation $150 m llon of 4.65% holes issuea on 
Apil 1.2003 (lied as Exnibit4.1 to KeySpan's Form &K 
dated as of April 8,2003) 

4.7 Form of Note issued in connection with the issuance of the 
KeySpan Corporation $1 50 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) 

('NYSERDA') and The Brooklyn Union Gas Company relating 
to h e  Gas Facilities Revenue Bonds ("GFRBs") Series 1991A 
and 19918 (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 30,1991) 

4.14 lndenture 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 Brooklyn Union Gas Company's Form 10-K for the year 
ended September 30,1991) 

4.15 Participation Agreement, dated as of July 1.1992, between 
NYSERDA a n o ~ h e  Brooklyn Union ~ a ;  Company re atlng to 
tne GFRBs Series 1993A and 19930 (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 30.1992) 

4.16 Indenture of Trust. dated as of July 1.1992. behveen 
NYSERDA and Chemical Bank, as Trustee, relating to the 
GFRBs Series 1993A and 19938 (The Brooklyn Union Gas 
Cmpany Project) (filed as Exhibit 4 to The Brooklyn Union 
Gas Company Form 10-K for the year ended September 30. 
1992) 

4.8 Form of Note issued in connection with the issuance of the 4.17 Parkipation Agreement dated as of July 1,1991 between 
KeySpan Corporalon $307.2 million of 5.803% Notes issued 
on March 29.2005 lfiled as Exhlair 4.1 to KevS~an's Form & 
K dated as of ~arch'31,2005) 

4.9 Supplemental Remarketing Agreement dated asof March 
21. 2005 among KeySpan Corporation, J.P. Morgan 
Securities Inc. and JPMoraan Chase Bank. NA. in 
conneclion with the remarketing of lhe 4.9% Notes due 2008 
(fi ed as Exh bit 99.1 to KeySpan's Form 8 K  dated as of 
March 24.2005) 

4.10 Indenture. dated December 1.1999, between KeySpan and 
KeySpan Gas East Corporation, the Registrants, and the 
Chase Manhattan Bank, as Trustee, with respect to the 
issuance of Medium-Term Notes. Series A. (filed as Exhibit 4- 
a to Amendment No. 1 to ~ e ~ ~ ~ a n ' s  and Keyspan Gas East 
Corporation's Form S-3 Registration Statement No. 333- 

4.11 Form of Medium-Term Note issued in connection with the 
issuance of KeySpan Gas East Corporation 7 718% Notes 
issued on February 1, 2000 (filed as Exhibit 4 to KeySpan's 
Form 8-K on February 1,2000) 

4.12 Form of Medium-Term Nole issued in connecton with the 
issuance of KevSoan Gas East Cornoration 6.9% Notes 
issued on ~ a n i a i  19,2001 (filed a; Exhibit 4.3 to KeySpan's 
Form 10-K for the year ended December 31,2000) 

4.13 Participation Agreement. dated as of July 1.1991, between 
New York State Energy Research and Development Authority 

NYSERDA and The Brooklyn Un~on Gas Company relating to 
the GFRBs Series D (The Brooklvn Un~on Gas Com~anv , , 
Projed) (filed as ~xh ib i t4  to ~hiBrookiyn Union Gas 
Company's Form 10-K for the year ended September 30, 
1991) 

rwklyn 
led 

4.18 First Supplemental Participation Agreement dated as of June 
1,1993 between NYSERDA and The Brooklyn Union Gas 
Company relating to GFRBs Series D (The Brooklyn Union 
Gas Company Project) (filed as Exhibit4 to The B 
Union Gas Company's Form 10-K for the year en( 
September 30, 1993) 

4.19 Trust Indenture. dated as of July 1, 1991 between NYSERDA 
and Manufacturers Hanover Trust Company relating to the 
GFRBs Series D (filed as Exhibit4 to The Bmoklyn Union 
Gas Company's Form 10-K for the year ended September 30, 
1991) 

4.20 First Supplemental Trust Indenture. dated as of June 1.1993 
between NYSERDA and Chemical Bank (as successor to 
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, 
1993) 

4.21 Participation Agreement. dated January 1,1996, between 
NYSERDA and The Brooklyn Union Gas Company relating to 
GFRBs Series 1996 (The Brooklyn Union Gas Company 
Projed) (filed as Exhibit 4 to The Brooklyn Union Gas 



Company's Form 10-K fw the year ended September 30. 
1996) 

Exhibit 10.3 to KeySpan's Form 10-Q for the quarterty period 
ended September 30,2005) 

4.22 lndenture of Trust, dated January 1.1996, between 
NYSERDA and Chemical Bank, as Trustee, relating to 
GFRBs Series 1996 (The Brooklyn Union Gas Company 
Project) (filed as Exhibit 4 to The Brooklyn Union Gas 
Companv's Form 10-K for the year ended Se~tember 30. 

4.30 Bond Purchase Agreement, dated as of October 26,2005, 
among The Brooklyn Union Gas Company and NYSERDA 
and Goldman Sachs & Co.. BNY Capital Markets. Inc.. 
Sovereign Securities Copmtion, 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) 4.2 ~rticipahn Ab,,,,,,,., ,.,- .. ,, .,, ', 

.,.tween NYSERDA and The Brooklyn L...,., ,., dmpany 
relating to GFRBs 1997 Series A (The Brooklyn Union Gas 4.31 lndenture of Trust. dated as of November 1.2005. between 
company Project) (filed as Exhib1t4 to Tne Brooklyn Unlon NYSERDA and C~tibank, N A,. as TNSlee, relat~ng to the 
Gas Company's Form 10-K for the year ended September 30. issuance of $55 m~ll~on GFRBs. 2005 Ser~es B due J ~ n e  2025 
19971 (filed as Exh~b~t 10 4 to KevS~an's Form 10-0 for the 

4.24 lndenture of Trust, dated January 1,199 
NYSERDA and Chase Manhattan Bank, .. , lunr.. re lam 4.32 
to GFRBs 1997 Series A (The Brooklyn Union Gas Company 
Project) (filed as Exhibit4 to The Brooklyn Union Gas 
Company's Form 10-K for the year ended September 30, 
1997) 

y period endc 

"':A- a"-"- 

?d September 30,2005) 
7, between 
"" T-.-,-- Participb,~,, ngncw~~lent, dated as of November 1.2005. 
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between KeySpan and Steven L. Zelkowih (filed as Exhibit 
10.12 to KeySpan's Annual Report on Form 10-K for the year 
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and in the capacities and on the dates indicated. 

Signatures: Date: Diredor 

By: /stRobert B. Catell 
Roberl B. Catell 
Chairman of the Board of Directors 
and Chief Executive Officer 

February 22.2007 

By: IdGerald Lu February 22.2007 
Gerald Luterma~ 
Executive Vice Prestaent and 
Chief Financial ( 

By: IdTheresa A. Urn,- =YnYrn)l ,.< 

Theresa A. Balog 
Vice President and 
Chief Accounting Officer 

James R. Jones 
Diredw 

James L. Larocca 
Director 

by the follow 

Gloria C. Larson 
Director 

Slephen W. McKessy 
Lead Director 

Andrea S. Christensen 
Direclor 

Edward D. Miller 
Director 

Robert J. Fani 
President. Chief Operating Officer and Director 

* 

Alan H. Fishman 

Vikki L. Pryor 
Diredor 

w e d  this re1 

ing persons I ,n behalf of the registrant 

Such signature has been affixed pursuant to a Power of Attorney fled as an exhibH herelo and incorporated herein by reference thereto 



CONSENT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM 

ation by refel 
nt Nos. 333- 
---I-, d-.-- 

ence in Regi 
119474,333. 
.--A --,.-A,., 

ement Nos. : 
40472 and 3 
. fi-- ---a:-. 

e consent to the incorpori kitation Stat, 333-104230.333-82230.333-92003 and 333-13429 on Form S 
and Registration Stateme 43765,333- I Form S-8 of w r  reports dated February 22,2007, relating to the 
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CERTIFICATION OF THE 
CHAIRMAN AND CHIEF EXECUTIVE 

PURSUANT TO SECTION 31 
i OFFICER 
02 

OF THE S, ) X L N  ACT 

I, Rot,=,, ,. ,,.=,,. ,,.,, ,,,... 

1. I have reviewed this Report on Form 10-K for the year ended December 31,2006 of KeySpan Corporation; 

2. Based on my knowledge, this repolt does not contain any untrue statement of a material fad or omk to stale a material taa necessary lo maKe 
the statements made. in liaht of the circumstances under which such statements were made. not misleadina with resoect to the ~eriod covered . - - 
by this report; 

3. Based on my knowledge. the financial slalements, and olher finanaal informalion included in this report, failly present in all material respecls the 
financial condition, results of operations and cash Rows of !he regislranl as of. and for. the periods presenled in lh's report; 

4. The reg~shanrs other cerlifying officer and I are responsible for establishing and maintaining d'sclosure controls and procedures (as defined in 
Exchange Acl R~ies 13a-15(e) and 15d-15(e)) and intemal wnlrol over financial reporting (as defined in Exchange Act Rules 13a-15(f) and 15d- 
15(f)) for the regislrant and have: 

a) Deslgned such disclosure controls and pmdures, or caused such disclosure controls and procedures to be designed under our 
supervision, to ensure that rnalerial information relating to the registrant, including ik consolidated subsidiaries, is made known to us 
by olhers within those entities, particularly during the period in which this report is being prepared; 

b) Designed such inlernal control over financial rewrtilw, or caused such internal control over finandal re~ortilw to be designed under . - 
our supervision, lo provide reasonable assurance regarding the reliability of financial reporting and the preparation of financial 
slatemenls for exlemal purposes in accordance with generally accepted accounting principals; 

c) Evaluated the effediveness of the registrant's disclosure controls and procedures and presented in this repwt 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 

dl Disclosed in this rewrt any change in the registrant's intemal control over financial rewrlilw that occurred during the registrant's most 
recent fiscal quarter (the registrant's fourth kcal quarter in the case of an annual report) that has materially affected, oris reasonably 
likely to materially affect, the regislrant's internal control over financial reporting; and 

5. The registrant's other certifying officer and I have disclosed, based on our most recent evaluation of internal control over financial reporting, to 
the regislrant's auditors and the audit cornminee of the registrant's board of directors (or persons performing the equivalent functions): 

a) All significant deficiencies and material weaknesses in the design or operation of internal control over financial reporting which are 
reasonably likely to adversely affect the registrant's ability lo record, process, summarize and report financial information; and 

b) Any fraud, whether or not material. that involves management or other employees who have a significant role in the regisbant's 
intemal control over financial reporting. 

Date: February 22,2007 

Is/ Robert B. Catell 
Robert B. Catell 
Chairman of the Board of Directors 
and Chief Executive ORicer 
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Exhibit 32.1 Exhibit 32.2 

CERTIFICATION OF THE 
CHAIRMAN AND CHIEF EXECUTNE OFFICER 

PURSUANT TO SECTION 906 
OF THE SARBANES-OXLEY ACT OF 2002 

In 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"), I. Robert B. Catell, Chairman and Chief Executive 
Officer of the Corporation, c e t i i ,  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 

Is/ Robert B. Catell 
Robert B. Cateli 
Chairman of the Board of Directors 
and Chief Executive Officer 

CERTIFICATION OF THE 
CVC?UTIVE WCE PRESIDENT AND CHIEF FINANCIAL OFFICER 

PURSUANT TO SECTION 906 
OF THE SARBANES-OXLEY ACT OF 2002 

In 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"), I. Gerald Luterman, Executive Vice President and 
Chief Financial Ofticer of the Corporation, certify, 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 presenls, 
in all material respects, the financial condiiion and 
results of operations of the Corporation. 

Date: February 

&& 
Gerald I 

~ l d  Luterman 
Luterman 
.- ,,!-. ".-- Exec~livs VIW rrnident 

and Chief Financial Officer 


