(SAPA No. )

NYS DEPARTMENT OF STATE
NOTICE OF PROPOSED RULE MAKING

Submitting Agency:
TEXT/SUBSTANCE AND ATTACHMENTS:

NOTE: Typing and submission instructions are at the end of this form. Please be sure to
COMPLETE ALL ITEMS. Incomplete forms and nonscannable text attachments will be cause

PUBLIC SERVICE COMMISSION

[ 1 E-MAIL (nysregister@dos.state.ny.us)

[] DISK

for rejection of this notice.

1. A,

The Public Service Commission (“Commission™) is considering whether to approve,
reject or modify, in whole or in part, a joint petition seeking approval of IBERDROLA
S.A’s (“IBERDROLA™) acquisition of 100% of the common stock of Energy East
Corporation (“Energy East™), the parent helding company of RGS Energy Group, Inc.
(“RGS”), New York State Electric & Gas Corporation (“NYSEG™), and Rochester Gas
and Electric Corporation (RG&E”) (“Proposed Transaction™). The Proposed Transaction
is structured as a merger of Green Acquisition Capital, Inc. (“Green Acquisition™) with
and into Energy East with Energy East as the surviving corporation that will be wholly-
owned by IBERDROLA. NYSEG and RG&E, the New York regulated utilities, will
remain wholly-owned subsidiaries of Energy East and will become wholly-owned
subsidiaries of IBERDROLA. The Commission may consider all other related matters.

B.

D.

Proposed action:

[] This is a consensus rule making. A statement is attached
setting forth the agency’s determination that no person is likely to
object to the rule as written [SAPA § 202(1)}(b)(1))].

il This rule was previously proposed as a consensus rule
making under 1.D. No. . Attached is a brief
description of the objection that caused/is causing the prior notice
to be withdrawn [SAPA § 202(1)(e)].

[1 This rule is proposed pursuant to [SAPA § 207(3)], 5-Year
Review of Existing Rules (see also item 16).

Statutory authority under which rule is proposed:

Sections 70 and 108 of the Public Service Law,



Subject of the rule:
A stock transfer and merger.
Purpose of the rule:

To determine whether to authorize IBERDROLA to acquire 100% of the common stock
of Energy East, the parent holding company of NYSEG and RG&E, and all other related
matters.

Public Hearings (check box and complete as applicable):

[] A public hearing is not scheduled. (SKIP TO ITEM 8)
[] A public hearing is required by law and is scheduled below.
[1 A public hearing is not required by law, but is scheduled below.

Time: Date: Location:

Interpreter services (check only if a public hearing is scheduled):

[] Interpreter services will be made available to hearing impaired persons, at no
charge, upon written request to the agency contact designated in this notice,

Accessibility (check appropriate box if a public hearing is scheduled):

[] All public hearings have been scheduled at places reasonably accessible to
persons with a mobility impairment.

I Attached is a list of public hearing locations that are not reasonably accessible to
persons with a mobility impairment., An optional explanation is submitted
regarding the nonaccessibility of one or more hearing sites.

Terms of rule (SELECT ONE SECTION):
A, (] The full text of the rule is attached since it is under 2,000 words.

B. [] A summary of the rule is attached since the full text of the rule is over
2,000 words,

{1 Full text is posted at the following State website:
[1 Full text is not posted on a State website.

[] Full text is not posted on a State website; this is a consensus rule or



10.

1L

12.

a rule defined in SAPA § 102(2)(a)(ii).

C. [] Pursuant to SAPA § 202(7)(b), the agency elects to print a description of
the subject, purpose and substance of the rule as defined in SAPA
§ 102(2)(a)(ii) [Rate Making].

The text of the rule and any required statements and analyses may be obtained
from:

Agency Contact: [ 1
Agency Name: New York State Public Service Commission
Office Address: Three Empire State Plaza
Albany, New York 12223
Telephone: [ ] Email: [ ]

Submit data, views or arguments to (complete only if different than previously
named agency contact):

Agency Contact: Hon. Jaclyn Brilling, Secretary

Agency Name: New York State Public Service Commission
Office Address: Three Empire State Plaza

Albany, New York 12223
Telephone: (518) 474-6530 Email: { ]

Public comment will be received until:

1 45 days after publication of this notice (MINIMUM public comment period when
full text is attached because it is under 2000 words or full text of rule has been
posted on a State website or the rule is a consensus rule or a rule defined under
SAPA § 102(2)(a)(ii) [Rate Making]).

[] 60 days after publication of this notice (MINIMUM public comment period when
full text is not attached or full text is not posted on a State website or the rule is
not a consensus rule or a rule defined under SAPA § 102(2)(a)(ii) [Rate Making]).

i1 5 days after the last scheduled public hearing required by statute (MINIMUM,
with required hearing). This box may not be checked and the minimum 60-day
comment period applies if full text is not attached or text is not posted on a State
website or the rule is not a consensus rule or a rule defined under SAPA §

102(2)(a)(ii) [Rate Making]).

[] Other (specify):

A prior emergency rule making for this action was previously published in the
issue of the Register, 1.D. No.




13.

14.

15.

16.

Expiration date (check only if applicable):

[

This proposal will not expire in 365 days because it is for a “rate making” as
defined in SAPA § 102(2)(a)(ii).

Additional matter required by statute:

[ ] Yes (include material required by statute).

[ ] No additional material required by statute,

Regulatory Agenda (The Division of Housing and Community Renewal; Workers’
Compensation Board; and the departments of Agriculture and Markets, Banking,
Education, Environmental Conservation, Family Assistance, Health, Insurance,
Labor, Motor Vehicles and State and other department specified by the Governor
or his designee must complete this item. If your agency has an optional agenda
published, that should also be indicated below):

(] This action was a Regulatory Agenda item in the first January issue of the
(year) Register.
[] This action was a Regulatory Agenda item in the last June issue of the
(year) Register.
[] This action was not under consideration at the time this agency’s Regulatory
Agenda was submitted for publication in the Register.
[] Not applicable,
5-Year Review of Existing Rules (ALL ATTACHMENTS MUST BE 2,000 WORDS
OR LESS)
This rule is proposed pursuant to SAPA § 207 (item 1D applies) (check applicable
boxes):
(] Attached is a statement setting forth a reasoned justification for modification of

(]

[l

[]

the rule. Where appropriate, include a decision of the degree to which changes in
technology, economic conditions or other factors in the area affected by the rule
necessitate changes in the rule.

Attached is an assessment of public comments received by the agency in response
to the listing of the rule in the regulatory agenda.

An assessment of public comments is not attached because no comments were
received.

Not applicable.



17.

18.

Regulatory Impact Statement (RIS)
(SELECT AND COMPLETE ONE: ALL ATTACHMENTS MUST BE 2,000
WORDS OR LESS, EXCLUDING SUMMARIES OF STUDIES, REPORTS OR
ANALYSES [Needs and Benefits]):

A. The attached RIS contains:

[]
[]
[]

The full text of the RIS.
A summary of the RIS,

A consolidated RIS, because this rule is one of a series of closely related
and simultaneously proposed rules or is virtually identical to rules
proposed during the same year.

B. A RIS is not attached, because this rule is:

[]

[]
{]
c. 11

subject to a consolidated RIS printed in the Register under I.D.
No.: ; issue date:

exempt, as defined in SAPA § 102(2)(a)(ii) [Rate Making].
exempt, as defined in SAPA § 102(11) [Consensus Rule Making].

A statement is attached claiming exemption pursuant to SAPA § 202-a
(technical amendment).

Regulatory Flexibility Analysis (RFA) for small businesses and local governments
(SELECT AND COMPLETE ONE; ALL ATTACHMENTS MUST BE 2,000
WORDS OR LESS):

A, The attached RFA contains:

(]
[l
[]

B. [

The full text of the RFA.
A summary of the RFA.,

A consolidated RFA, because this rule is one of a series of closely related
rules.

A statement is attached explaining why a RFA is not required. This
statement is in scanner format and explains the agency’s finding that the
rule will not impose any adverse economic impact or reporting,
recordkeeping or other compliance requirements on small businesses or
local governments and the reason(s) upon which the finding was made,
including any measures used to determine that the rule will not impose
such adverse economic impacts or compliance requirements.

A RFA is not attached, because this rule:



19.

20,

[] Is subject to a consolidated RFA printed in the Register under 1.D. No.:
; issue date:

(1] Is exempt, as defined in SAPA § 102(2)(a)(ii) [Rate Making].
[] Is exempt, as defined in SAPA § 102(11) [Consensus Rule Making].

Rural Area Flexibility Analysis (RAFA)
(SELECT AND COMPLETE ONE; ALL ATTACHMENTS MUST BE 2,000
WORDS OR LESS):

A.

The attached RAFA contains:
[1 The full text of the RAFA.
[1 A summary of the RAFA,

[] A consolidated RAFA, because this rule is one of a series of closely
related rules.

] A statement is attached explaining why a RAFA is not required. This
statement is in scanner format and explains the agency’s finding that the
rule will not impose any adverse impact on rural areas or reporting,
recordkeeping or other compliance requirements on public or private
entities in rural areas and the reason(s) upon which the finding was made,
including any measures used to determine that the rule will not impose
such adverse economic impacts or compliance requirements.

A RAFA is not attached, because this ruie:

[ Is subject to a consolidated RAFA printed in the Register under 1.D. No.:
; issue date:

[1 Is exempt, as defined in SAPA § 102(2)(a)(ii) [Rate Making].
{] Is exempt, as defined in SAPA § 102(11) [Consensus Rule Making].

Job Impact Statement (JIS)
(SELECT AND COMPLETE ONE; ALL ATTACHMENTS MUST BE 2,000
WORDS OR LESS):

A.

The attached JIS contains:
[ The full text of the JIS.
[] A summary of the JIS.

[] A consolidated JIS, because this rule is one of a series of closely related
rules.



B. [} A statement is attached explaining why a JIS is not required. This
statement is in scanner format and explains the agency’s finding that the
rule will not have a substantial adverse impact on jobs and employment
opportunities (as apparent from its nature and purpose) and explains the
agency’s finding that the rule will have a positive impact or no impact on
jobs and employment opportunities; except when it is evident from the
subject matter of the rule that it could only have a positive impact or no
impact on jobs and employment opportunities, the statement shall include
a summary of the information and methodology underlying that
determination.

[] A JIS/Request for Assistance [SAPA § 201-a(2)(c)] is attached.
C. A JIS is not attached, because this rule:

(1 is subject to a consolidated JIS printed in the Register under L.D. No.:

; issue date:

1 is exempt, as defined in SAPA § 102(2)(a)(ii) [Rate Making].

[1] is proposed by the State Comptrolier or Attorney General.

AGENCY CERTIFICATION (To be completed by the person who PREPARED the
notice).

I have reviewed this form and the information submitted with it. The information contained in
this notice is correct to the best of my knowledge.

1 have reviewed Article 2 of SAPA and Parts 260 through 263 of 19 NYCRR and I hereby certify
that this notice complies with all applicable provisions.

Name Signature
Address

Telephone E-Mail
Date

Please read before submitting this notice:

1. Except for this form itself| all text must be typed in scannable format as described in the
Department of State’s Register procedures manual, Rule Making in New York.

2. Collate the original notice and attachments as: (1) form; (2) text or summary of rule;
and, if any, (3) regulatory impact statement, (4) regulatory flexibility analysis for small
businesses and local governments, (5) rural area flexibility analysis, (6) job impact
statement. Submit the originals, as collated and ONE copy of that collated set.

3. Mail or hand deliver hard copy of rule making package to: Department of State,



Division of Administrative Rules, 41 State Street, Suite 330, Albany, NY 12231-0001.

E-mail text/substance and attachments to: nysregister@dos.state ny.us or attach a disk
containing the text/substance and required material.



Substance of Proposed Rule

On August __, 2007, a joint petition was filed by IBERDROLA, Energy East, RGS, Green
Acquisition, NYSEG and RG&E seeking approval of the acquisition by IBERDROLA of 100%
of the common stock of Energy East.

IBERDROLA, a corporation (Sociedad Anénima) organized under the Laws of the Kingdom of
Spain, provides services to approximately 22 million electric points of supply and 2 million gas
points of supply in Europe and in the Americas.

Energy East is a public utility holding company with operations in New York, Connecticut,
Massachusetts, Maine and New Hampshire. It is the parent company of RGS, NYSEG and
RG&E. NYSEG provides service to approximately 870,000 electric customers and 257,000
gas customers in the central, eastern and western parts of New York State. RG&E provides
service to approximately 359,000 electric customers and 297,000 gas customers in nine upstate

New York counties.

Green Acquisition is a New York Corporation that was formed by IBERDRQLA solely for the
purpose of merging with and into Energy East.

The joint petitioners state that IBERDROLA, a leading global utility and energy company with
a market capitalization of approximately $70 billion, has the financial, managerial and
technological capabilities to acquire 100 percent of the common stock of Energy East, while
ensuring that NYSEG and RG&E continue to provide high-quality, safe and reliable electric
and gas service to their customers. The Proposed Transaction and related matters are therefore

in the public interest.

AL97691



AUDIT REPORT

L

IBERDROLA, S.A.

Annual Accounts and Management Report for the yesr
ended 31 December 2006
(Translation of a report and annual accounts originally issued in Spanish.
In the event of discrepancy, the Spanish-language version prevails)
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AUDIT REPORT ON THE ANNUAL ACCOUNTS
TransIation of s report and annual sccoumts originally issued in Spanish, In the event of discrepancy,
the Spanish-language version prevails (See Note 24)

To the Shareholders of
IBERDROLA, S.A.

We have audited the annual accounts of IBERDROLA, S.A., which consist of the balance
sheet at December 31, 2006, the income statement and the notes thereto for the year then
ended, the preparation of which is the responsibility of the Company's directors. Our
responsibility is to express an opinion on the aforementioned annual accounts taken as a
whole, based upon work performed in accordance with auditing standards generally accepied
in Spain, which require the cxamination, through the performance of selective tests, of the
evidence supporting the annual accounts, and the cvaluation of their presentation, of the
accounting principles applied and of the estimates made. Our work did not include the audit
of the 2006 annual accounts of several subsidiaries, whose net investment value and reversal
of the long-term investments provision in the accompanying annual accounts amount 1o 6%
and 9%, respectively, of the Company’s total assets and net profit. The annual accounts of
these companies have been audited by other auditors (sse Appendix for detail) and our
opinion in this audit report on the annual accounts of IBERDROLA, S.A. with respect to its
investment in these companies is based only on the audit report of the other anditors,

In accordance with Spanish mercantile law, for comparative purposes the Company's directors
have included for each of the captions included in the balance sheet, the income statement and
the statement of source and application of funds, in addition to the figures of 2006, those of
2005, Our opinion refers only to the annual accounts for 2006. On February 23, 2006, other
auditors issued their audit report on the 2005 annual accounts, in which they expressed an

unqualified opinion.

In our opinion, based on our audit and on the reports of the other auditors, the accompanying
2006 annual accounts give a true and fair view, in all material respects, of the net equity and
financial position of IBERDROLA, S.A. at Deccember 31, 2006 and the results of its
operations and the source and applieation of funds for the year then ended, and contain the
required information necessary for their adequate interpretation and comprehension, in
conformity with accounting principles and critcria gencrally accepted in Spain, applied on a
basis consistent with those of the preceding year.

®F [l & Young, ~a.
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Elf FRNST & YOUNG

‘The accompanying management report for the year ended December 31, 2006 contains such
cxplanations as the directors consider appropriate conceming the situation of the Compeny,
the evolution of its business and other matters, and is not en integral part of the annual
accounts. We have checked thet the accounting information included in the management
report mentioned above agrees with the annual accounts for the year ended December 31,
2006. Our work as suditors is limited to verifying the management report in accordance with
the scope mentioned in this paragraph, and does not include the review of information other
than thet obtained from the Company's accounting records.

ERNST & YOUNG,
(Registered in ROAC unde

s st s Juan Marfa Romén Gongalves

February 21, 2007
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Transiation of ennual accounis originally issued in Spanish and prepared in accordance with accounting

principles generally accepted in Spain (see Note 24). In the event of a discrepancy, the Sponish-language version prevails.,

IBERDROLA, S.A,
Balince sheets
at 31 December
Thousands of euros
ASSETS 2006 2005 (*)
Fixed and other non-curreni assets
Intangible asxets (Note 5)
R h and develop expenses . 6,271
C ions, p i , trademarks and other 44,649 44,703
Computer software 210,265 201,841
Rights op leased assels 104,133 113,410
Accumulated amortisation (181357) ' 176,85
177,690 lt9.3£
Tangibla fixed aasety (Nots 6)
Land and structores 208,706 195,676
Technicnl instalistions end machinery 1,005,222 978,710
Other fixtures, tools and fumiture 248,293 221,761
Technical installations in progres 22,117 22,651
Advances and other construction in progress 11,270 9,953
Allowances (29,345) (32,628)
Accumulsied amortisstion 815476 291
656,387 622,832
Long-term financial investments (Note 7)
Holdings in Group companies 9,196,852 8,926,657
Holdinga in associated companies 799,944 296,574
Long-term investment securities 142,726 187,899
Loans to Group and mssocisted companies (Note 13) 1,575,604 3,552,169
Other loans 49,953 9,123
Long-term taxes receivable (Note [4) 226,535 300,092
Long-term deposits and guaranieds given 352 19
Account recsivable due to shortfull in revenuss 586,647 1,259,115
Allowances . 290,420 456,123
12,287,893 14,075,525
Long-term trade accounts receivable (Note 7) 259712 42,524
Treasury stock (Note §) 1,045 1,151
Totsl fixed and other non current sssets 13,148,987 14,931,400
Deferred charges 85,136 107,925
Current assety
Inventories 84,311 43,725
Accounts receivable
Trade receivables for sales and services 682,282 429,598
Unbilled power supplied 63,431 161,872
Receivable from Group companies (Note 13) 5,893,161 4,600,798
Receivable from sssociated companies (Note 13) 14,998 14,750
Sundry atcounts recsivable 84,591 34,244
Employes reccivables 441 251
Taxes receivable (Note 14) 254,431 362,516
Allowances 8,334 1
St —idneas
Short-term financial investments (Note 7) .
Loens to Group and associated companies (Note 13) 2,078,274 433,884
Short-term investment securities 8,214 7
Other loans 186,900 486,808
Short-term deposits and guarantees given 1,344 1,026
Allowances 42’ 1
2,374,690 921,478
Accrual accounts 25,349 16,456
Totsl current sssets 9,339,351 ‘.m
TOTAL ASSETS NISTJl:‘M le6l4'823
(*) The balance sheet a1 31 D: 2005 is p d for comparative purposes only,

Notes | 1o 24 described in the attached Notes to the accounts and the appendix are an integral part of the balance sheet at 31 December 2006



Transk of annual originally issued in Spanish and prepered in accordancé with accounting

pr les generally accepied in Spain (sec Note 24). In the eveni of a discrepancy, the Spanish-language version prevails.

IBERDROLA, S.A.
Balance sheets
at 31 December

SHAREHOLDERS' EQUITY AND LIABILITIES
Shareholders’ equity (Nots 9)
Share capital
Share premium
Revaluation reserves
Other reserves of the Parent Company

Legal reserve

Reserve for reasury stock

Other reserves
R
Profit for the year
Interim dividend paid during the ycar

Toltal shareholders’ equity

Deferred revenues
Exchange gains

Other deferred revenucs
Total deferred revenues

Provisions for contingencies and expenses (Note 10)
Provisions for pensions and similar obligations
Provisions for taxes and other provisions
Total provisions for contingencies and exp

Long-term debt
Debentures and other marketable debt securities (Note 11)
Non-convertible debentures and bonds
Other marketable debt securities
Unaccrued interest
Payable to credit institutions (Note 12)
Payable to Group and associated companies (Note 13)
Other long-term payables
Long-term guarantees and deposits received
Other payables
Long-term taxes payable (Note 14)
Uncalled capital payments payable
From Group companies
From associated companies

From olher companies
Total long-term debt

Current linbilities
Debentures and other marketable debt securities (Note 11)
Non-convertible debentures and bonds
Unacerued interes!
Payable to credit institutions (Note 12)
Loans and other payables
Intersst payable
Pryablc 1o Group compenies (Nots 13)
Payable w0 msocisted companies (Note 13)
Trade accounts paysble
Accounts payable for purchases and services
Other non-trade payables
Taxes payable (Note 14)

Total current liabilities

TOTAL SHAREHOLDERS' EQUITY AND LIABILITIES

(*) The balance sheet at 31 December 2005 is presented for comparative

Thousands of Euros
2006 2005 (*)
2,704,648 2,704,648
459,577 459,577
1,389,408 1,389,408
540929 540,929
1,045 1,151
964,740 965,438
1,049,384 1,046,754
940,964 800,501
(405,697) (330,828
7,644,998 578
110 204
45,828 45,859
45,938 46,154
459,986 499,924
245,652 186,491
_—b's%Tv —T T 1]
363,362 363,868
943,050 308,900
(10,122) (1,128)
3,692,955 4,045,399
6,040,779 4,978,270
11,035 116
25624 29,745
16,942 19,366
225 56,429
386 3,252
4117 403
11 9,804,
507 40,329
3,636 5,039
465,010 370,082
18,578 27,650
1,109,295 1,284,063
482,595 261,226
475,076 1,079,084
74,537 40,993
438,845 345,155
17471 15,903
5] 27,047
226 22
2,688 3,049
3,088,547 3,499,846
B 7 i X S 1 ¥ 3T X 1)

purposes only.
Notes | 0 24 described in the attached Notes to the accounts and the appendix are an integral part of the balance sheet st 31 December 2006,



Translation of annual originally issued in Sponish and prepared in accordance with accouniing

principles generally accepted in Spain (see Note 24). In the event of a discrepancy, the Spanish-language version prevails.

IBERDROLA, §.A.
Income staterments
for the years endeil 31 December

DEHIT
Expenses
Procurements
Energy purchases
Other external expenses
Personne] expenses
Wages, salaries and similar expenses
Employee welfare expenses
Depreciation and amoriisation expense
Variation in operating allowances
Variation in allowances for and losses on uncollectibie receivables
Other operating expensea
Outside services
Taxes other than income tax
Other current opersting expenses

Operating profit

Financial and similar expénses
On debts to group companics
On debits to associated companles
On debts to third parties and similar expenses
Loases on short-term investments
Exchange losses
Variation in sllowances for shori-term investments
Interest expenscs aflocable to provisions for pensions and similar obligations

Financial profit

Profit from ordinary sctivities

Variation in allowances for intangible assets, tangible fixed assets
and long-term investments (Note 15)
Losses on intangible assets, tangible fixed assets and
long-term investments
Losses on jons involving ry stock (Note 8)
Extraordinary expenses (Note 15)
Prior years' expenses and losses

Extraordinary profit

Profit before taxes
Less-Corporate income tax (Note 14)

Profit for the year

(*) The income statement for the year ended 31 December 2005 is presented for comparstive purposss only.

Notes | to 24 describad in tha attsched Noies 10 the accounts snd the appendix sro an integral pan

Thousands of Euros
2006 2005 (%)
1,899,964 2,422,069
339,634 756,469
133,573 150,004
68,733 81,014
87,016 95,370
30,908 5,770
184,183 199,482
11,917 23,786
6,251 6,795
152,039 -
2,914,218 3,740,759
273,973 193,666
11,392 5,607
251,118 185,785
53,352 39,507
23,132 46,765
(738) 117,652
17,105 13,122
815,560 352,089
1,444,894 954,193
967,599 319,651
(88,171) (418,847)
39 287
2,674 1,696
86,834 296,450
2,588 101
30,659 300,335
34,623 180,022
998,258 619,986
57,294 (180,515)
940,964 mal

of the incame statemont for the year ended 31 December 2006,



Translation of annual originally isswed in Spanish and prepared in accardance with accounting
principles generally accepled in Spain (see Note 24). In the event of a ditcrepancy, the Spanish-language version prevails.

IBERDROLA, S.A.
Income statements
for the years ended 31 December

CREDIT
Revenues
Net revenues (Note 15)
Sales
Services
Capitalised expenses of in-house work on fixed assets
Other operating revenucs
Non-core and other current operating revenues
Operating subsidies
Overprovision for contingencies and exp

Operating loss

Revenues from equity investments
Group sompanics {Note 15)
Associsted companics (Note | 5)
Othar companies

Revenues from other marketabl ities and non loans
Group companies
Associated companics
Other companies
Other interest and similar revenues
Group companics
Associated companics
Other interest
Gains on shori-term investments
Capitalised financial expenses
Exchange gains

Financial loss
Loss from ardinary activities

Gains on disposal of intangible assets, tangible fixed assets and long-term investments (Note 15)
Gains on disposal of treasury stock (Note 8)

Capital subsidies transferred 10 income for the yoar

Extraordinary revenues

Prior years income

Extraordinary losses

Loss before taxes
Corporate income tax
Loss for the year

Thousands of Euros
2006 2005 (*)
2,467,835 3,206,686
118,751 140,203
16,085 19,527
310,597 339,969
195 484
758 1452
- 32,438
2,914,218 3,740,759
748,236 566,221
155,400 2,302
46,984 15,567
141,976 140,922
1,074 1,217
501 1,663
154,239 93,848
6,656 6,565
27,923 4,644
137,099 72,363
34 504
24,492 48,377
1,444,894 954,193
12,2758 174,190
3317 417
5 756
18,747 899
279 5
34,623 180,022
' ive PR Oﬁi,.

(*)} The income statement for the year ended 31 December 2005 is pr d for

Notes | to 24 described In the stached Notes to the scoounts and the appendix are an integral part
of the incomne ststemont for the year snded 11 December 2006,



IBERDROLA, S.A.

Notes to the Annual Accounts

31 December 2006

1.

COMPANY ACTIVITY

Pursuant to Article 2 of its bylaws, the corporate purpose of IBERDROLA, S.A.
(“*IBERDROLA? or the “Company”) is as follows:

To carry out all manner of activities and construction work and provide services
required for, or related to, the production, transmission, switching and distribution or
retailing of electric power or electricity by-products and their applications, and
involving the raw materials or primary energies required for electric power generation,
energy, engineering, computer and telecommunications services, services relating to the
Internet, the treatment and distribution of water, the integral provision of urban and gas
retailing services, and other gas storage, regasification, transmission or distribution
activities, which will be provided indirectly through the ownership of shares or other
equity investments in companies that do not engage in the retailing of gas.

The distribution, representation and marketing of all manner of goods and services,
products, articles, merchandise, computer programs, industrial equipment, machinery,
machine and hand tools, spare parts and aceessories.

To engage in the research, study and planning of investment and corporate organisation
projects, and to promote, set up and develop industrial, commercial and service

companies,

To provide assistance and support services to the Group companies and other investees,
providing for them the guarantees and collateral required for this purpose.

The aforementioned activities may be performed in Spain and abroad, and may be performed
totally or partially either directly by IBERDROLA or through the ownership of shares or other
equity investments in other companies, subject in all cases to the legislation applicable at any
given time and, in particular, to the legislation applicable to the electricity industry.

The only energy business IBERDROLA is engaged in is the retailing of electricity and gas to
eligible customers.



IBERDROLA also provides various services to other Group companies, such as leasing of
measuring devices, natural gas purchases for the Group’s electricity generation plants,
telecommunications-related services (e.g. fibre optics networks and dispatching centres),
information technology services and other non-operating, backbone and support services, as
well as Group financing, which is managed centrally.

IBERDROLA individually considered, it has no environmental liabilities, expenses, assets,
provisions or contingencies that could have a significant effect on its equity, financial
situation and results, Consequently, these notes do not include specific details regarding
environmental issues,

2. BASIS OF PRESENTATION OF THE ANNUAL ACCOUNTS

The accompanying Annual Accounts are presented in accordance with Law 19/1989, of 25
July, partially reforming and adapting Spanish corporate law to EC Directives on companies,
with Royal Decree 437/1998, of 20 March, approving the rules for adapting the Spanish
National Chart of Accounts for electric utilities and with the Spanish National Chart of
Accounts approved by Royal Decree 1643/1990, of 20 December, and, accordingly, they give
a true and fair view of the net equity, financial position and results of operations of

IBERDROLA.

The Annual Accounts, which have been prepared by IBERDROLA’s directors, will be
submitted for approval by the shareholders in general meeting and are expected to be
approved without modification.

In addition, pursuant to current legisiation, IBERDROLA has prepared its Consolidated
Annual Accounts in accordance with International Financial Reporting Standards (IFRSs).
The principal balance sheet and income statement headings in the 2006 Consolidated Annual
Accounts of the IBERDROLA Group are the following:

Thousand of
euros

Total assets 33,060,843
Equity:

- Of the Parent 10,418,214

- Of minority interests 148,789
Revenue 11,017,408
Net profit for the year:

- Aftributable to the Parent 1,660,256

- Minority interests 30,629



3. PROFIT DISTRIBUTION

The Board of Directors of IBERDROLA plans to submit for approval at the General
Shareholders’ Meeting the following distribution of 2006 income and retained earnings:

Thousand of
euros
Distribution basis:
Retained earnings 1,049,384
2006 profit 940,964
1,990,348
Distribution:
To dividends:
Interim (Note 9) 405,697
Final dividend 691.764
To retained carnings 892,887
1,990,348

On 10 November 2006, the Board of Directors of IBERDROLA, based on its projected
income for 2006, declared an interim dividend of EUR 405,697 thousand. This amount is
recorded under “Interim dividend paid during the year” and “Other non-trade payables — Other
payables” in the accompanying balance sheet at 31 December 2006 (see Note 9). This
dividend was paid on 2 January 2007. The amount of this dividend is less than the maximum
legal amount stipulated in Article 216 of the revised Spanish Corporations Law as regards
profit obtained since the end of the previous fiscal year.

IBERDROLA had at that date the minimum unrestricted reserves required under Article 194
of the aforementioned Law for payment of the interim dividend.

The provisional accounting statement prepared as required by Article 216 of the revised
Spanish Corporations Law disclosing the existence of sufficient liquidity for distribution of
the interim dividend was as follows:



Thousand of

euros
Cash available at ] November 2006 607,519
Projected collections through 2 January 2007:
Operating collections 2,710,658
Financial collections 1,888,485
Projected payments through 2 January 2007:
Operating payments (2,217,682)
Financial payments (1.060.711)
Projected cash available at 2 January 2007, before
payment of the interim dividend 1,928,269
Paymnent of dividend, net of withholding (345.519)
Projected cash available at 2 January 2007, after
payment of the interim dividend 1,582,750
Projected collections through 10 November 2007:
Operating and financial collections 16,849,842
Non-operating collections 365,188
Projected payments through 10 November 2007:
Operating and financial payments (13,875,849)
Non-operating payments (2,737,105)
Fina) dividend (691,764)
Projected cash available at 10 November 2007 1,493,062

In addition, at the date of preparation of these Annual Accounts, the Board of Directors of
IBERDROLA had agreed to seek approval at the Ordinary General Shareholders’ Meeting for
the distribution of a maximum final dividend of EUR 691,764 thousand, consisting of a fixed
gross dividend of EUR 0.593 per share for all the outstanding shares of IBERDROLA at the
date on which the Board so agreed (901,549,181) and of EUR 0.593 per share for all the
shares, if any, as a resuit of the bid to acquire the shares of Scottish Power, Plc., detailed in
Note 22. This final dividend will be paid on July 2, 2007.

If this final dividend is approved at the Ordinary General Sharcholders’ Meeting, the total
dividend in 2006 will amount to EUR 1.043 per share, The 2005 dividend amounted to EUR

0.884 per share,

4. ACCOUNTING POLICIES

The main accounting policies used in preparing the accompanying Annual Accounts were as
follows:



2) Intangible assets

Research and development expenses incurred in projects for which there are sound reasons to
expect their technical success and economic and commercial profitability at year end are
recorded as intangible assets and amortised over a period of between three and five years from
completion of the project, depending on the individual characteristics. In 2006, IBERDROLA
derecognised all its research and development projects, which had been fully amortised at 31

December 2005.

External costs incurred in research and development projects which are not expected to be
profitable in the future are recorded with a charge to “Outside Services” in the income
statement for the year in which they are incurred.

The costs incurred in connection with the basic computer systems used by IBERDROLA's
management and developed in-house, and the amounts paid for the title to or the right to use
programs are also recorded under this balance sheet heading. These items are amortised on a
straight-line basis over a maximum period of five years from the date on which each

application is put to use.

Personnel expenses related to IBERDROLA employees who have worked on research and
development and information tecnology projects are recognised as an increase in the cost of
the projects and recorded under “Capitalised expenses of in-house work on fixed assets” in the
income statement. This heading included EUR 4,551 thousand in this connection in 2006.

The amounts recorded by IBERDROLA for concessions, patents, licenses, trademarks and
other relate to the cost effectively incurred in the acquisition thereof and are amortised on a
straight-line basis over the shorter of the related license term or the period over which they are
expected to generate revenues.

Assets under capital leases are recorded at the cash value of the asset and amortised in keeping
with the criteria applied to intangible assets (se¢ Note 4.c) based on their estimated useful life,
“Long-term debt — Payable to credit institutions” on the liability side of the balance sheet
includes the amount payable on the lease contract plus the purchase option. The interest
expenses related to the leases are recorded under “Deferred charges” in the balance sheet
assets and taken to income in accordance with financial criteria (see Note 4.e).



b)

Tangible fixed assets

Tangible fixed assets are valued at updated cost in keeping with prevailing legxslamn
including Royal Decree-Law 7/1996 (see Notes 6 and 9).

Cost includes the following expenses, incurred during the construction period only:

»

Financial expenses related to external financing.

In accordance with Royal Decree 437/1998 (see Note 2), the method used by
IBERDROLA to determine the amount of financial expenses which can be capitalised

is as follows:

a) Specific-purpose financing used for the acquisition or construction of certain
assets is allocated to IBERDROLA’s assets and, accordingly, the related financial
expenses are capitalised in full.

b) General-purpose financing, both equity and debt, is allocated proportionally to the
other assets, and the accrued interest on borrowed funds allocated to construction
in progress (in the same proportions) by applying the effective average interest
rate on such financing to the average aggregate capitalisable investment.

The financial expenses capitalised as an increase in tangible fixed assets by
IBERDROLA in 2006 by the method described above amounted to EUR 314
thousand, included under “Capitalised financial expenses” with a charge to the related
tangible fixed asset headings.

Personnel expenses relating directly or indirectly to construction in progress.

The personnel] expenses capitalised in this connection in 2006 amounted to EUR
11,534 thousand. This amount is recorded under "Capitalised expenses of in-house
work on fixed assets" in the 2006 income statement.

IBERDROLA transfers construction in progress to operating tanglble fixed assets at the end of
the related trial period. ,

The costs of expansion or improvements of tangible fixed assets leading to increased
productivity or capacity or to a lengthening of the useful lives of the assets are capitalised.



Replacements or renewals of complete units are recorded as fixed asset additions, and the
units replaced or renewed are derecognised.

Periodic maintenance, upkeep and repair expenses are expensed currently.

¢)  Depreciation of operating tangible fixed assets

Operating tangible fixed assets are depreciated by the straight-line method at annual rates
based on the following years of estimated useful life:

Average years
of estimated
useful lives

Buildings 50
Data processing equipment 5-8
Measuring devices 15-27
Fibre optic installations 5-40
Dispatching centres and other tangible fixed assets 4-50

"Depreciation and amortisation expense” in the accompanying income statement for 2006
includes EUR 61,119 thousand of depreciation of operating tangible fixed assets (see Note 6).

d) Marketable securities and other similar investments

Investments in short and long-term marketable fixed-income and equity securities are
recorded in the balance sheet at the lower of cost or market value. Market value is the lower of
the average listed price of the latest quarter or the closing price for listed securities that do not
relate to Group and associated companies, or the underlying book value, adjusted to make the
accounting policies applied uniform with those used by IBERDROLA, plus the amount of the
unrealised gains disclosed at the time of the acquisition and still existing at present, for the

rest (see Note 7).

Reversible unrealised losses (cost higher than market value at year end) are recorded under
“Long-term investments — Allowances” on the accompanying balance sheet (see Note 7). In
2006, IBERDROLA allocated EUR 158,878 thousand to allowances and reversed EUR
243,766 thousand. These amounts are recorded under “Variation in allowances for intangible
assets, tangible fixed assets and long-term investments” in the accompanying income

statement.



e¢)  Deferred charges

The accounting principles applied to the items under this balance sheet heading and their
recognition in the income statement are as follows:

1. Expenses incurred in the issue and placement of debentures and bonds and debt
arrangement expenses are recorded under “Deferred charges™ and amortised financially
in accordance with the outstanding balance of the related issues and loans. In 2006,
IBERDROLA amortised EUR 7,046 thousand of such deferred charges, recorded
under “Financial and similar expenses - On debts to third parties and similar expenses”
in the income statement.

2. Expenses incurred in relation to specific actions or activities that are expected to
generate future income are recorded under “Deferred charges™ and amortised over the
estimated period during which they contribute to the generation of income. “Outside
services” in the 2006 income statement includes EUR 15,200 thousand for this

concept.

3. Deferred interest expenses arise from the difference between the redemption value of
the debt generated by financial lease transactions and the value of the leased goods. In
2006, IBERDROLA amortised EUR 4,720 thousand of interest expenses, appearing
under “Financial and similar expenses - On debts to third parties and similar expenses”
in the accompanying income statement.

f) Inoventories

Inventories, which correspond mainly to natural gas and liquid natural gas, are valued at the
lower of cost using the FIFO (first in, first out) method or market,

At 31 December 2006, the gas stocks were deposited at the regasification and storage plants
belonging to Enagas, S.A,, Bahia de Bizkaia Gas, S.A. and Planta de Regasificacién de
Sagunto, S.A.

At 31 December 2006, IBERDROLA had entered into take or pay contracts with several
natural and liquefied natural gas suppliers for the supply of 116.4 becm of gas in the period
from 2007 to 2026, which reasonably cover the amounts earmarked for retailing and for
consumption at the electricity production facilities. The prices under these contracts are
determined on the basis of formulas commonly used in the market, which index the price of
gas to the performance of other energy variables.



g)  Unbilled power supplied

The revenue figure for each year includes an estimate of the power supplied to customers in
the liberalised market but not billed because it had not been metered at year end for reasons
relating to the regular meter-reading period. The estimated unbilled power at 31 December
2006 amounted to EUR 63,431 thousand (see Note 15). This amount is included under
“Accounts receivable — Unbilled power supplied” on the asset side of the accompanying
balance sheet.

h) Treasury stock

Own shares held at the end of 2006 that were not acquired to reduce IBERDROLA’s capital
stock are recorded under “Treasury stock” in the accompanying balance sheet.

In keeping with prevailing accounting standards, treasury stock is valued at the lower of cost
or market. Market value is the lower of:

-  The listing on the last day of the year.
- The average listing of the last quarter.

- The underlying book value.

Unrealised losses arising from the difference between cost and listing are recorded under
“Losses on transactions involving treasury stock™ in the income statement. Any additional
capital losses between cost and underlying book value are recognised with a charge to
“Reserve for treasury stock™ in the balance sheet.

The reversal of previously recorded unrealised losses arising from subsequent value
adjustments or disposals of treasury stock are recorded with a credit to income for the year or
reserves, depending on the account to which they were previously charged.

i)  Deferred revenues
This balance sheet heading includes the following items:

— Unrealised positive value adjustments appear under “Deferred revenues — Exchange
gains” as described in Note 4.m.



)]

“Deferred revenues - Other deferred revenues” includes mainly collections or prepaid
bills relating to the lease of fibre optics to third parties, which are taken to income on a
straight-line basis over the life of the related contracts. “Net revenues — Sales” in the
2006 income statement includes EUR 3,236 thousand for this concept.

Employee benefits supplementary to social security benefits and other empioyee
welfare commitments

IBERDROLA'’s main commitments to its employees other than social security benefits are the
following:

a)

b)

The present employees of IBERDROLA and employees who have retired since 9
October 1996 are covered by an employment-based, defined-contribution retirement
pension scheme independent from the social security system.

In accordance with this system and the collective labour agreement in force for
IBERDROLA, the periodic contribution to be made is calculated as a percentage of the
annual pensionable salary of cach employee. IBERDROLA finances these
contributions for all its present employees, except for employees hired since 1 January
1996, for whom the Company contributes one-third and the employee contributes two-

thirds.

The contributions made by IBERDROLA in 2006 amounted to EUR 12,309 thousand
and are recorded under “Employee welfare expenses™ in the accompanying income
statement.

The employees who retired before 9 October 1996 are covered by a defined benefit
retirement pension scheme, the actuarial value of which had been externalised in full
in previous years through an insurance policy. '

Also, in relation to present employees and employees who have retired since 1996, in
connection with risk benefits (¢.g. for death of spouse, permanent disability or death of
present employee’s parent) which guarantee capital equivalent to one year’s recognised
salary and the long-service bonus at the time the event giving rise to such benefits
occurs, are instrumented through an annually renewable insurance policy. The
premium paid under the aforementioned insurance policy in 2006 amounted to EUR
2,294 thousand and is recorded under “Employee welfare expenses” in the income
statement.



IBERDROLA also has certain commitments to its employees other than those indicated
above, which are covered by in-house pension provisions (see Note 10.a) consisting mainly of
long-service bonuses for serving employees and of free electricity for retired employees,
IBERDROLA records the expense for both these commitments as they are accrued over the
period of employment of the beneficiary concemed. The normal costs and financial expenses
incurred in 2006 related to these commitments amounted to EUR 4,091 thousand and EUR
12,187 thousand, respectively, recorded under “Employee welfare expenses” and “Interest
expenses allocable to provisions for pensions and similar obligations,” respectively, in the
2006 income statement. In addition, the actuarial differences arising due to changes in the
assumptions used to determine the actuarial liabilities accrued at the end of that year led to an
expense of EUR 11,415 thousand, recorded with a debit to “Extraordinary revenues” in the
accompanying 2006 income statement.

“Provisions for pensions and similar commitments” in the accompany balance sheet includes
the allocation for commitments to Board Members as per the Company’s by-laws (see Note

18.a).

Note 10.a below describes how the provisions recorded for pensions and similar obligations
are assigned to cover the aforementioned commitments.

k) Voluntary collective redundancy procedure and other early retirement plans for
employees

In 1997, the Board of Directors of IBERDROLA resolved to adapt, by various means, its
labour force and that of some of its subsidiaries to the demands of the new competitive
environment with the intention of establishing in the period from 1998 through 2004 specific
early retirement plans and other means of reducing headcount until the targets had been met.
These restructuring plans were put before the Company’s employees’ representatives, and an
agreement was reached. According to IBERDROLA's best estimates, restructuring expenses
at 1 January 1998 amounted to EUR 512,717 thousand, recorded under “Provisions for
contingencies and expenses — Other provisions.” IBERDROLA'’s policy is to transfer the
costs related to plans already carried out to “Provisions for pensions and similar obligations”
on the liability side of the balance sheet until they are externalised or paid (see Note 10.a).

From 1998 to 2001, fulfilling the intention it had expressed previously, IBERDROLA
proposed to employees who met certain conditions certain early retirement plans and a
“Special Labour Situation” arrangement prior to adhesion to the early retirement plan.

In December 2000, the obligations to the employees who, having availed themselves of the
above-mentioned retirement plans, had actually retired at 30 November 2000, were
externalised, and a single premium was paid to a third party for the actuariai value relating to
the aforementioned obligations.



Without prejudice to the continuity of the restructuring plans agreed on in prior years, in 2003
IBERDROLA reached an agreement with the trade union representatives to impliement a
voluntary collective redundancy procedure applicable to all employees reaching 58 or more
years of age before 31 December 2006, which was approved by the Ministry of Employment
and Social Affairs in 2003.

Between 2003 and 2006, 2,333 empioyees had availed themselves of this procedure, of which
633 were already covered by the restructuring plans established previously.

The total actuarial provisions to cover the future costs of employees included in the
aforementioned redundancy procedure and the restructuring plans before 2003 amount to EUR
61,233 thousand and EUR 27,605 thousand, respectively, and are recorded under “Provisions
for pensions and similar obligations™ in the balance sheet at 31 December 2006 (see Note

10.2).

General and financial expenses incurred in 2006 in this connection amounted to EUR 631
thousand and EUR 4,918 thousand, respectively, recorded under “Extraordinary expenses”
and “Interest expenses allocable to provisions for pensions and similar obligations”,
respectively, in the accompanying income statement. The actuarial differences arising due to
changes in the assumptions used to determine the actuarial liabilities accrued at the end of that
year led to income of EUR 18,229 thousand, recorded with a credit to *“Extraordinary
revenues” in the accompanying 2006 income statement.

Prior to 31 December 2006, IBERDROLA, after reaching the corresponding agreement with
the trade union representatives, extended the 2003 collective redundancy program to
employees turning 58 in 2007, as well as to those employees who had the opportunity to avail
themselves of the initial plan but opted not to. The faculty to so extend the program was
approved by the labour authoritics in 2003, In the 2006 income statement “Extraordinary
expenses” includes EUR 41,769 thousand for this concept, based on the best estimate of the
number of employees that will avail themselves of the aforementioned program extension. In
addition, the Company has transferred EUR 1,256 thousand inciuded in the provision for
long-service bonuses to the provision for the labour force reduction plan, as this was the
amount allocated in prior years based on the estimate of the number of employees who would
avail themselves of the extended labour force reduction plan.



1)  Provision for taxes and other provisions for contingencies and expenses

IBERDROLA records provisions for contingencies and expenses to cover probable or certain
quantifiable third-party liability arising from litigation in progress or from indemnity
payments, obligations or unpaid expenses of undetermined amount, and collateral and other
similar guarantees provided by the Company based on its best estimate. These provisions are
recorded when the related liability or obligation arises (see Note 10.b).

m) Transactions in currencies other than the euro

Transactions carried out in currencies other than the euro are translated to euros at the
exchange rates prevailing at the transaction date. During the year, the differences arising
between the exchange rates at which the transactions were recorded and those in force at the
date on which the related collections or payments are made are charged or credited, as
appropriate, to income.

The cash balances held by IBERDRCLA at 31 December cach year in currencies other than
the euro are translated to curos at the year-end exchange rate and any exchange differences are
charged or credited, as appropriate, to “Exchange losses” or “Exchange gains,” respectively,

in the income statement.

Any fixed-income securities and receivables and payables denominated in currencies other
than the euro at 31 December each year are transiated at the year-end exchange rate or the
locked-in exchange rate if the Company had arranged hedges on the transactions concerned.
Exchange differences are grouped by maturity and currency and the exchange losses that arise
in each of these groups are allocated to “Exchange losses” in the related income statement,
whereas unrealised exchange gains that arise in each currency group identified are recorded
under “Deferred revenues — Exchange gains” on the liability side of the Balance Sheet until
the related securities, receivables or payables mature, once the exchange losses allocated
previously to the income statement for each currency group have been offset.

n) Classification of debt
In the accompanying balance sheet, debts maturing in under 12 months from year-end are
classified as current liabilities and those maturing at over 12 months as long-term debt.

o) Recognition of revenues and expenses

Revenues and expenses are recorded on an accrual basis, i.e. when the actual flow of the
related goods and services occurs, regardless of when the resulting monetary or financial flow

arises,



p) Settlements relating to regulated activities and shortfall in revenues

In 1998, basically as a result of the entry into force of Spanish Electricity Industry Law
54/1997 and the related implementing regulations, inter-company settlements were created,
These settiements are made by the Spanish National Energy Commission and take the form of
collections from or payments to other electric utilities in order to redistribute tariff revenue,
net of energy purchases made to cover demand from customers supplied under the tariff
system. Accordingly, each utility receives the revenue corresponding to its regulated activities,
including distribution and transmission activities. Tariffs are set annually by Royal Decree.

IBERDROLA is the legal entity with which the revenue shortfall described hereafier is settied
and Iberdrola Distribucién Eléctrica, S.A.U. is the entity with which power distribution and
transmission activities are settled.

As of the date of preparation of these Annual Accounts, IBERDROLA had not received the
final settlements for these concepts corresponding to the years from 2002 to 2006,

Because in 2006 and 2005 the revenues received by utilities for regulated sales to their
customers were not sufficient to remunerate the system’s various activities and costs, the
utilities themselves were forced to finance the resulting tariff deficit.

In 2005, Royal Decree Law 5/2005, of 11 March, ruled provisionally that IBERDROLA must
finance 35.01% of the tariff deficit. Subsequently, Royal Decree 1556/2005, of 28 December,
established that the amounts contributed by each utility to finance the shortfall in revenue for
2005 would be reimbursed through settlements for regulated activitics in later years, including

accrued financing costs,

As a consequence of this recognition by the Spanish government to reimburse the tariff deficit
independent of future billings, in 2005 IBERDROLA recognised a receivable for its
corresponding portion of the tariff deficit, estimated at EUR 1,259,115 thousand. This amount
is included under “Long-term investments - Account receivable due to shorifall in revenues”
on the accompanying balance sheet at 31 December 2005.



Later, Royal Decree 809/2006, passed to revise the electricity tariff applicable from 1 July
2006, ruled that 2005 tariff deficit could be securitised. Accordingly, prior to year-end 2006,
the Iberdrola Group entered into a securitisation agreement with a group of financial entities
by virtue of which it transferred the right to collect the 2005 tariff deficit receivable to said
entitics, along with substantially all the associated risks and rewards. *Long-term investments
—~ Account receivable due to shortfall in revenues” in the balance sheet at 31 December 2006
inciudes EUR 6,977 thousand corresponding to the difference between the amount securitised
and IBERDROLA's best estimate of the percentage corresponding to it of the shortfall
generated in 2005,

Finally, Royal Decree 1634/2006, which establishes the electricity tariff applicable from 1
January 2007, guarantees the recovery of the 2006 taniff deficit independent of future billings,
as happened with the 2005 tariff deficit. As a result, “Long-term investments — Account
receivable due to shortfall in revenues™ in the balance sheet at 31 December 2006 includes
EUR 579,670 thousand corresponding to the best estimate of the portion of the deficit in 2006
that corresponds to IBERDROLA, assuming the same deficit allocation percentage of 35.01%

(see Note 7).

q) Rights to inspection and coupling and meter rentals

The rights to inspection and coupling and meter rentals charged by IBERDROLA to
customers in the liberalised market and to Iberdrola Distribucién Eléctrica, S.A.U. are
recorded as revenues with a credit to “Net revenues — Services” in the income statement, In
2006, IBERDROLA obtained EUR 118,698 thousand of revenues for these concepts (see

Note 15).
r) Corporate income tax

IBERDROLA files consolidated tax returns with certain Group companies.

The expense for corporate income tax for the year is calculated on the basis of book income
before taxes, increased or decreased, as appropriate, by permanent differences from taxable

income.

Double taxation tax credits and other tax credits and tax relief eamed as a result of economic
events occurring in the year are deducted from the income tax expense, unless there are doubts

as to whether they can be realised.



s)  Severance costs

Under current labour legislation, IBERDROLA is required to pay severance to employees
terminated under certain conditions. The Company does not expect any future terriinations
that might give rise to material liabilities. Accordingly, the accompanying Annual Accounts
do not include any provision for these concepts.

t)  Financial derivatives and hedges

The financial derivatives held by IBERDROLA rclate to hedges arranged to mitigate the
Company’s exposure to certain risks, mainly exchange rate and interest rate risk, and
fluctuations in stock (gas and electricity) costs.

The resulting gains or losses on these hedges are allocated to income by the same method of
recognition with respect 1o timing as that applied to the gains or losses on the underlying
hedged transaction.

At year-end 2006, IBERDROLA had arranged currency and interest-rat¢ swaps to hedge its
financial debt (loans, debentures and other marketable securities, see Note 12) with nominal
amounts of EUR 888,189 thousand and EUR 5,748,671 thousand, respectively. Of these
amounts, EUR 1,224,644 thousand of interest-rate swaps were arranged with Group
companies. IBERDROLA has also interest-rate options with a nominal amount of EUR

1,280,000 thousand.

In addition, at 31 December 2006, IBERDROLA had entered into hedges on gas costs for 0.3
bem with certain financial institutions and a hedge on the cost of electricity with the Iberdrola
Generacién, S.A.U, subsidiary, which led to a decrease in supply costs of EUR 111,467
thousand in the year.



The Company also entered into several trading derivatives to hedge the price performance of
various stocks, as wel] as its own shares. Losses on these contracts are recorded when known
at the market value of each contract, while gains are taken to income when realised. “Financial
and similar expenses — Losses on short-term investments” and “Other interest and similar
revenues — Gains on short-term investments” in the 2006 income statement include EUR
53,352 thousand and EUR 134,111 thousand, respectively, from contracts expiring in the year
and the valuation of open positions at 31 December 2006. The detail of outstanding trading
derivatives at 31 December 2006, is as follows:

-

Derivatives on treasury stock
Market value
No. of Maeturity (thousands of
Type of contract shares date euros)
Equity Swap 2,351,858 2007 760
Collar 860,277 2007 17
Put options sold 1,513.8 2007 615
4,725,992 1,392
Derivatives on other marketable securities
Market value
Maturity (thousands of
Type of contract No. of shares date euros)
Equity swap 5,460,550 2007 13,250

The market value shown in the preceding tables represents the potential gain for the
IBERDROLA Group on the early settlement of its positions at 31 December 2006.

In addition, the fair value of IBERDROLA's derivatives which, in conformity with Spanish
GAAP, have not been measured at market value amounts to EUR 10,847 thousand.

On the other hand, at year-end, IBERDROLA had arranged with Group companies various
exchange ratc hedges amounting to USD 1,400,611 thousand to cover transactions.
Additionally, exchange rate hedges arranged with others amounted to USD 333,822 thousand.



5.

INTANGIBLE ASSETS

The changes in 2006 in intangible asset accounts and in the related accumulated amortisation
were as follows:

Thousand of euros

Disposals,
derecognition,
Balance at  Additions reductions and Balance at
010106 orcharges  Transfers write-offs 12.31.06
st; )
Research and development
expenses . 6,271 - - 6271) -
Concessions, patents, licenses,
trademarks and other 44,703 - - (54) 44,649
Computer software 201,841 26,668 - (18,244) 210,265
Rights on leased assets 113,410 - (9277 - - 104,133
Total cost 366,225 26,668 (9,277) (24,569) 359,047
Agc I rtis H
Research and development
expenses 6,271 - - 6,271) -
Concessions, patents, licenses,
trademarks and other 13,415 5,152 - - 18,567
Computer software 147,809 19,494 - (8,338) 158,965
Rights on leased assets 9362 251 {6,788} - ~3.825
Total accumulated
amortisation 176,857 215,897 {6,788) (14,609) 181,357
Total net cost 189,368 71 (2,489) (9,960} 177,690
. Ei———

The detail of the Company’s outstanding financial leases at 31 December 2006 is the

following:
Thousand of euros
Outstanding
instalments
Term of Months Initial Instalments (plus Value of
lease elapsed at Costat  interest paid as of purchase purchase
Leased asset (months) 12.31.06 source charge 12.31.06 option) option
Corporate building 240 40 104,133 70,747 15,146 149,734 31,188

e ==




6. TANGIBLE FIXED ASSETS

The changes in 2006 in tangible fixed asset accounts and in the related accumulated
amortisation and provisions were as follows:

Cost;
Operating tangible fixed assets
Technical installations:
Fibre optics network
Measuring devices .
Other communications installations

Other operating assets
Total opernting 1angible fixed assets

Technical installations in progress
Advances and other construction in progress
Total cost

A Iat
Technical installations;
Fibre optics network
Measuring devices
Other communications instailations

Other operating assets
Total accumulated amortisation

Allowances for decline in value of tangible

fixed assets
Total accumuiated amortisation and
allowances
Total net cost

Thousand of evros
Decreases,
Balance at Additions disposals or  Balance at
01.01.06 orcharges Transfers reductions 12.31.06

185,335 27 10,804 - 196,166
674,316 29,705 - (20,834) 683,187
119.059 = 5810 - 123,869
978,710 29,732 17,614 (20,834) 1,005,222
417,437 39,572 2277 {9.28Th ~456,999
1,396,147 69,304 26,891 (30,121) 1,462,221
22,651 10,176 {5,110) - 27,717
—2.253 17453 (.632) ~11.270
1,428,751 96,933 9,277 (33,753) 1,501,208
32,558 7,640 - - 40,195
432,038 29,427 - (20,805) 440,660
J7.750 6,352 2 - 34,102
542,343 43,419 - (20,305) 564,957
230,948 17,700 6,788 {4917 230,519
773,291 61,119 6,788 (25,722) 815,476
32,628 . = (3280 22345
80%,919 61,119 6,788 (29,005) 844,821
622,832 33814 2,489 (4,748) 656,387

Amortisation in 2006 corresponding to the revaluation of assets permitted under Royal
Decree-Law 7/1996 amounted to EUR 498 thousand, with EUR 5,132 thousand pending

amortisation at year-end.

At 31 December 2006, IBERDROLA had tangible fixed asset purchase commitments

amounting to EUR 6,070 thousand.

Fully depreciated operating tangible fixed assets at 31 December 2006 amounted to EUR

449,371 thousand.



7. LONG AND SHORT-TERM FINANCJAL INVESTMENTS

The movement in “Long-term financial investments” and “Short-term financial investments”
and the related allowances in 2006 were the following:

Thousand of enros
Additions Decreases,
Balance at or disposais or  Balance at
01.01.06 provisions Transfers reductions 12.31.06

Long-term investments

Holdings in Group companies 8,926,657 458,457 - (188,562) 9,196,552
Holdings in associated

companies 296,574 457,935 45,435 - 799,944
Long-term investment

securities 187,899 8,559 (53,618) (114) 142,726
Loans to Group and associated

companies (Note 13) 3,552,169 - (1,923,595) (52,970) 1,575,604
Other loans 9,123 46,151 (4,500) (821) 49,953
Long-term taxes reccivable

(Note 14) 300,092 4,936 - (78,493) 226,535
Long-term depaosits and

guarantees given 19 - 340 N 352

Amount receivable due to
shortfall in revenues

(Note 4.p.) 1,259,115 579,670 - (1,252,138) 586,647
Allowances (456,123) (159.007) - 324,710 (290.420)
14,075,525 1,396,701 {1,935,938) (1,248,395) 12,287,893
Short- fl |
investments:
Loans to Group and associated
companies (Note 13) 433,884 155,395 1,922,879 (433,884) 2,078,274
Shori-term investment
securities 77 - 8,183 (46) 8214
Other loans 486,808 182,400 4,500 (486,808) 186,900
Short—term deposits and
guarantess given 1,026 137 376 (195) 1,344
Allowances (317 - 275 (42)

921,478 337,932 1,935,938  (920,658) 2,274,690

====m==




Details of IBERDROLA Group and associated companies as of 31 December 2006 are as follows:

% of ownership by
IBERDROLA Thousands of curos
Dividends
Net value per received by
IBERDROLA IBERDROLA in
Company - Location Line of business Direct Indirect  Total books Capital Reserves  Profit(Loss) 2006 (Note 15)
Iberdrolz Generacién, S.A.U. (a) Bithao Energy 100 100 3,718,098 1,333,407 2,502,360 922979 539,552
Therdrola Energia, S.A.U. (a) Madrid Holding co. 100 - 100 1,900492 1,477,831 132,910 289,262
Iberdrola Ingenieria y Construccitn, S.A U. (a) Bilbao Services , 100 - 100 3,065 660 113,244 33,169
Iberdrola International, BV, Holland  Finance - Instrumental 100 - 100 388 388 16,116 2,388
Therdrola Portugal-Electricidade ¢ Gs, S.A. () Portugal  Encrgy 100 - 100 854,559 200 872,280 19,139
Toerdrola Encrgias Renovables, S.AU. (a) Madrid Energy 100 - 100 223,566 164,600 408,989 152,008 36,411
Corporacién [BV, Participaciones
Empresariales, S.A. (a) Bilbao Holding 50 - 50 136,857 228,445 371,902 532,755 150,000

Amama, S.A.U. (3) Madrid Sale of insulated wires, gear

electric gear shifts, safety

material 100 - 100 1925 1,606 16,545 4,806
Tberdrola Inmobiliaria, S.A.U. (2) Madrid Real estate development 100 100 239,668 221,002 361,860 108,751
investigacin y Desamrollo de Equipos -

Avanzades, 8.AU. Madrid  Telemarketing 100 - 100 5,381 2,725 1,567 1,089 -

NEO-SKY 2002, S.A. Madrid Telecommunications 9429 . 9429 41,841 65,673 (12,336) (8,962) -
Iberdrola Distribucién Eléctrica, S.A U, Bilbao Energy 100 . 100 1,770,034 645210 1,124,824 224 170,719
Eléctrica Conquense, S.A. Cuenca Energy 53.59 - 53.59 1,520 3,03 i:gg . ;‘_r’: l?:‘l)
Anstimo S.A (2 Valladolid En 100 - 100 20,103 1,0 2 ,
Gamesa cio?;'mion(T)mwgim. SA() Vitaria Hofiﬁg Co. 17 139 2439 591,692 41,361 758,337 220,126(b) 2,400
Therdroia inversiones 2010, S.A. Bilbao Finance 100 - 100 75,000 75,000 (602) 280 .
Vector M Servicios de Marketing, S.AU. Bilbao Marketing 100 - 100 3,746 4,410 {440) @9 -
Therdrola Infrazstrocturas Gasistas, S.L. Madrid Construction 100 - 100 5,138 5,000 110 28
Veo Televisién, 5.A. Madrid Digital Terrestrial 20 - 20 3,519 27,329 (523) {9,208)

Television
Bahia de Bizkaia Gas, S.L. Ziebena  Encrgy 25 . 25 12,847 6,000 78,605 11,654 3,000
Euslaltel, SA. Zamudio  Telecommunications 11.14 1.4 43513 325,200 32,859 32,541
Other companics 9,719,781 903,636

(a)  Oroup parent company. Data for capital, reserves and profit (loss) for 2006 arc consolidaied. See appendix for details on subsidiaties of 100%-owned IBERDROLA subgroups

(b)  Figures to 30 September 2006 reported to the markets by this company.
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The detail of “Long-term investments — Long-term investment securities” in the balance sheet
at 31 December 2006 is the following:

Thousands of curos
% of
Cost ownership
Long-term investment securities:
Galp, S.A. 113,238 4%
Medgaz, S.A. 4,683 15.79%
Eutilia, 8.A. 3,900 8.50%
Ciudad Real Aeropuertos, S.1. 9,269 9.22%
Refineria Balboa, S.A. 5,000 10%
Other _6.636 c
142,726

The interest in Red Electrica de Espaiia, S.A., which amounts to EUR 8,183 thousand, was
reclassified under “Short-term investment securities” in the balance sheet at 31 December
2006, since IBERDROLA is obliged to dispose of this investment in 2007.

The details of “Long-term investments — Other loans”, “Long-term trade accounts receivable”
and “Short-tern financial investments — Other loans” are the following:

Thousands
of euros Interest rate Maturity
Other long-term loans
Home loans 3,217 0.9% 2008 — 2028
Other 46,736 3.82% 2008 — 2024
49,953
Long-term trade accounts recelvable
France Telecom Espafia, $.A, 17,272 EURQO LIBOR +0.3% 2008 - 2019
Madrid Municipal Council 7,667 2008 — 2014
Other 1033
25,972
Other short-term loans
Short-term cash deposits 90,539 3.6% 2007
Dividends declared but not collected from;
- Corporacién IBV 50,000 2007
- Red Eléctrica de Espafia, S.A. 1,319 2007
- Iberdrola Generacidn, $.A.U, 40,002 2007
Factoria de Canales, S.A. 4,500 3M EURIBOR + 1.5% 2007
Other 540 2007
186,900



Most significant transactions in 2006

The most significant transactions, in 2006 involving IBERDROLA’s equity investments were
the following:

- On 10 July 2006, IBERDROLA acquired an 11% stake in the share capital of Gamesa
Corporacién Tecnol6gica, S.A. from Corporacién IBV, Participaciones Empresariales,
S.A., a 50%-owned subsidiary of IBERDROLA, for EUR 445,336 thousand. Following
the transaction, IBERDROLA's stake in Gamesa Corporacién Tecnolédgica, S.A. stands at

24.3%%.

- On 4 July 2006, IBERDROLA participated, in proportion to its holding, in the capital
increase carried out by Bahia de Bizkaia Gas, S.L., via the compensation of the EUR
12,000 thousand participating loan it had with this company.

- In 2006, IBERDROLA increased capital of its wholly owned Iberdrola Portugal -
Electricidade ¢ Gés, S.A. in EUR 422,250 thousand.

- On 27 February 2006, IBERDROLA transferred to its wholly owned subsidiary, Iberdrola
Inmobiliaria, S.A., a member of Tax Group 2/86 of which IBERDROLA is parent, the
entire sharcholding in Media Park, S.A. for EUR 77,393 thousand. This amount was the
investment’s value that appeared in IBERDROLA ‘s books.

8. TREASURY STOCK

The movement in this heading during the year was the following:

Thousands of
No. of shares curos
Balance at 1 January 2006 109,537 1,151
Acquisitions 8,270,501 228,171
Disposals {8,284,425) (227,427)
Value adjustments recorded in prior years
reversed with credit to reserves (Note 9) (304)
Value adjustments recorded with a charge to
profit and loss - (46)
Balance at 31 December 2006 95,613 1,045

—_————— [p——

At 31 December 2006, the Company had a restricted reserve for treasury stock for the full
amount of own shares held at that date (see Note 9).

The gain on the disposals of treasury stock in 2006 amounted to EUR 3,317 thousand and is
recorded under “Gains on disposal of treasury stock” in the accompanying income statement.
Losses for this concept amounted to EUR 2,674 thousand, recorded under “Losses on
transactions involving treasury stock” in the 2006 income statement.
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9. SHAREHOLDERS’ EQUITY

The movement in this heading in 2006 was the following:

Thousands of euros
Other reserves
paid-in Revaluation Legal treasury stock capital for converting Voluntary Retained  Profitforthe  Interim
Capital stock  capital reserves rescrve (Note 8) reserve capital o euros reserves eamings year dividend Total
Balance at | January 2006 2,704,648 459,577 1,389,408 540,929 1,151 £1,708 4,561 879,169 1,046,754 800,501 (330,828) 7,577,578
Distribution of income:
* Dividends . . . ) . - ; . 918T1) 330828  (467,043)
- Retained camings _ R . R _ ) _ 2,630 (2,630) _ .
Transfer between reserves ) i ) ) 698 ) ©9%) ) i ) i
Value adjustment to treasury (804)
stock (Notes 4.h and 8) - - . = (804) 5 5 5 5 -
Interim dividend (Note 3) . . . - . c - - - (405,697)  (405,697)
Profit for the year

Balance at 31 December 2006 2,704,648 459,577 1,389,408 540,929 1,045 81,708 4,561 878,471 1,049,384 940964  (405697) 7,644,998




Share Capital

At 31 December 2006, the capital stock of IBERDROLA consisted of 901,549,181 shares of
EUR 3 par value each, These shares are listed on the Spanish Continuous Market (Spanish
computerised trading system), are included in the IBEX 35 index and, since September 2003,
have been included in the European Eurostoxx 50 index.

Since IBERDROLA’s shares are represented by the book-entry system, the exact stakes held
by its shareholders are not known. Nonetheless, based on publicly available information, at
3] December 2006 the stakes held by ACS, Actividades de Construccién y Servicios, S.A.,
Bilbao Bizkaia Kutxa and Banco Bilbao Vizcaya Argentaria, S.A. in the share capital of
IBERDROLA, S.A., directly and indirectly, stood at 10.882%, 9.97% and 6.47%,
respectively.

At 31 December 2006, the direct and indirect stakes in IBERDROLA held by Board members
were the following:

Number of shares

Board member Direct Indirect Total

José Ignacio Sénchez Galdn 202,472 161,973 364,445
Juan Luis Arregui Ciarsolo 200 18,410,000 18,410,200
Victor de Urrutia Vallgjo 525,000 863,500 1,388,500
José Orbegozo Artoyo 23,666 476,334 500,000
Lucas M* de Oriol Lépez-Montenegro 17,330 162,403 179,733
Ricardo Alvarez Isasi 50,000 1,075,742 1,125,742
Marijano Ybarra y Zubiria 34,001 30,000 64,001
José Ignacio Berrocta Echevarria 2,915 31,476 34,391
Julio de Miguel Aynat 44 521 - 44,521
Sebastidn Battaner Arias 13,500 - 13,500
Xavier de Irala Estévez 40,328 - 40,328
Ifligo Victor de Oriol Ibarra © 2,214 - 2,214
Inés Macho Stadler 10,000 E 10,000
Braulio Medel Cimara 10,000 - 10,000
Jos¢ Carlos Pla Royo 1,000 - 1,000

977,147 21,211,428 22,188,575

At the General Shareholders’ Meeting held on 30 March 2006 the Board of Directors was
authorised, in accordance with Article 153.1b) of the Spanish Corporations Law, within a 5-
year period ending 30 March 2011, if deemed appropriate, to increase its capital stock by as
much as one-half, in one or a series of increases, in the amount deemed appropriate, with the
exclusion of preemptive subscription rights. At 31 December 2006, the Board of Directors had
not availed of this authorization.

Share premium

The Spanish Corporations Law expressly permits the use of this account balance to increase
capital and does not establish any specific restrictions as to its use.



Legal reserve

Under the Spanish Corporations Law, 10% of net profit for each year must be transferred to
the legal reserve until the balance of this reserve reaches at least 20% of the share capital.

At 31 December 2006, this reserve had reached the threshold established by the
aforementioned legislation.

The legal reserve can be used to increase capital provided that the remaining reserve balance
does not fall below 10% of the increased share capital amount. Otherwise, until the legal
reserve exceeds 20% of capital stock, it can only be used to offset losses, provided that
sufficient other reserves are not available for this purpose.

Revaluation reserves

This reserve, included in the balance sheet of the 1996 Annual Accounts, arose as a result of
the revaluation of tangible fixed assets made by IBERDROLA pursuant to Royal Decree-Law

7/1996 of 7 June (see Note 4.b).

This balance can be used, free of tax, to offset recorded losses (both prior years® accumulated
losses and current year losses) or losses which might arise in the future, and 1o increase share
capital, From 1 January 2007, the balance of this reserve can be taken to unrestricted reserves,
provided that the monetary surplus has been realised. The surplus will be deemed to have been
realised on the portion on which depreciation has been taken for accounting purposes or if the
revalued assets have been transferred or derecognised. If the balance of this account were used
in any way other than as specified in Royal Decree-Law 7/1996, it would be subject to tax.

Redeemed capital reserve

Prior to 2001, IBERDROLA decreased capital by redeeming treasury stock, lowering capital
stock by EUR 81,708 thousand and voluntary reserves by EUR 238,722 thousand, pursuant to
a resolution adopted at the General Shareholders’ Meeting held on 25 May 1996,

In accordance with Article 167.3 of the Spanish Corporations Law, IBERDROLA has a
restricted “Redeemed capital reserve” amounting to EUR 81,708 thousand, equivalent to the
pay value of the decreased capital stock.



10. PROVISIONS FOR CONTINGENCIES AND EXPENSES
a)  Provisions for pensions and similar obligations

The movement in 2006 in this heading on the liability side of the balance sheet was as
follows:

Thousands of
euros

Balance at 1 January 2006 499,924
Provisions:

Bylaw-stipulated emoluments (Note 18.a) 16,602

With a charge to income and loss (Notes 4,j and 4.%) 56,782
Less — payments made (113,322)
Balance at 31 December 2006 459,986

===

“Provisions for pensions and similar obligations” in the accompanying balance shieet at 31
December 2006 included coverage of the following commitments (see Notes 4. and 4.k):

Thousands of

euros

Long-service bonus and
electricity for employees 314,946
Voluntary collective redundancy procedure (Note 4 k) 104,258
Other restructuring plans (Note 4.k) 27,605
Board of directors 13177
459,986

b) Provision for taxes and other provisions for contingencies and expenses

The detail of the movement in 2006 in this heading on the liability side of the accompanying
balance sheet was as follows:

Thousands of
curos
Balance at 1 January 2006 186,491
Provisions 72,301
Overprovision (11,641)
Provisions used and payments (1,358)
Transfers (141)
Balance at 31 December 2006 245,652
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The balance of simple bonds and debentures outstanding at 31 December 2006, carried a
weighted average annual interest rate of 8.88% considering the related hedges.

The balance of “Other marketable debt securities” at 31 December 2006 carried an average
annual interest rate of 3.401%.

All these issues are denominated in euros.

At the General Shareholders’ Meeting held 30 March 2006, the Board of Directors was
authorised to issue EUR 9,000,000 thousand of five-year convertible bonds and debentures
and up to EUR 4,000,000 of commercial paper. At 31 December 2006, it had not exercised

this power.

12, PAYABLE TO CREDIT INSTITUTIONS

The maturity of outstanding loans and credits at 31 December 2006, including financial lease
instalments pending payment (see Note 4.2), is the following:

Thousands of

Yeur — euos
2007 Short-term 465,010
2008 113,032
2009 240,219
2010 1,443,262
201 150,626
2012 and beyond 1.745.816

Long-term 3,692,955

The outstanding loans are denominated in euros or foreign currency. However, at year-end
2006, IBERDROLA had arranged currency (curo swap) and interest-rate swaps to hedge its
financial debt (loans, debentures and other marketable securities, see Note 11) for EUR

888,189 thousand and EUR 5,748,671 thousand, respectively (see Note 4.t).

The loans outstanding at 31 December 2006 bear average annual interest of 3.69%
considering the related hedges.
These balances correspond to amounts drawn down and pending payment at 31 December

2006. At year-end 2006, IBERDROLA had EUR 13,821,245 thousand of unused loans and
credit facilities maturing between 2007 and 2011 and bearing a weighted average interest rate

of 5.2%.



Most of the loans taken out by IBERDROLA have certain mandatory terms and covenants
regarding balance sheet structure and other economic variables, At 31 December 2006,
IBERDROLA was in compliance with all these terms and covenants.

13. BALANCES WITH GROUP AND ASSOCIATED COMPANIES

The detail of short and long-term “Loans to Group and associated companies™ in the balance
sheet at 31 December 2006 is the following (see Note 7):

Thousands of euros
Short-term Long-term Total

Iberdrola Generacion, S.AU, 1,610,565 - 1,610,565
Iberdrola Distribucion Eléctrica, S.AU. 540,810 540,810
Iberdrola Energla, S.A.U.(*) - 649,279 649,279
Iberdrota Inmobiliaria, $.A.U. 230,000 - 230,000
Tberdrola Energias Renovables de

Castilla la Mancha, S.A.U 44,379 377,180 421,559
Energyworks do Brasil, Ltda (*) 1,885 6,825 8,710
Planta de Regasificacién de Sagunto,S. A, 21,704 - 21,704
Bahia de Bizkaia Electricidad, S.L. 28,455 - 28,455
Tarragona Power, 8.L. 113,265 - 113,265
Other Group companies 58 1,510 1,568

Accrued interest pending collection __ 27963 — 27963
2,078,274 1,575,604 3,653,878

(*) These loans are denominated in US dollars and are shown at the official year-end exchange rate.

The loans bear average interest of 4.25%.

The maturity of long-term receivables is as follows:

Year Thousands of euros
2008 46,343
2009 107,935
2010 641,342
2011 44,819
2012 and beyond 735.165
1,575,604

===

The detail of IBERDROLA'’s short-term accounts with Group and associated companies at 31
December 2006 is as follows:



Long-term

Group companies
Iberdrola Internacional, B.V,
Iberdrola Finanzas, S.A.
Torre Iberdrola, A.LE.

Short-term
Group companies
Iberdrota Distribucién Eléctrica, S.A.U.

Iberdrola Energias Renovables de Castilla La Mancha, S.AU,

Iberdrola Generacion, 8.A.U.

Tberdrola Energlas Renovables de Galicia, S.A.U.
Iberdrola Energia, $.A.U,

Ibsrenova Promociones, S.A.U,

Tberdrola Energlas Renovables de Aragén, S.AU,
Iberdrola Inmobiliaria, S.A.U.

Fuerzas Eléctricas de Navarra, S.A.
Hidroeléctrica Ibérica, $.L.

Iberdrola Energias Renovables 8.A.U.

Ciener, S.AU.

Energyworks Cartagena,S.L.

Energyworks Vit-Vall,8.L.

Iberdrola Energias Renovables de la Rioje, S.A.
Energyworks Aranda, S.L.

Amara, 5.A.U,

Sistemas Energéticos Chandrexa, S.A.
Iberdrola Energias Renovables de Andalucia, 8.A.U.
NEO-SKY 2002, S.A,

Iberdrola Inmobiliaria Catalunya, S.A.

S.E. Los Campltios, S.A.

Iberdrola Internacionel, BV

Iberdrola Finanzas, S.A.

Tberdrola Cogeneracién, S.L.U.

Tberdrala Ingenierla y Construceién, S.AU.
Iberdrola Infraestructuras Gasistas, S.L.
Iberdrola Operacién y Mantenimiento, S.A.
Biovent Holding, S.A.

Eléctrica Conquense, S.A.

Vector M Servicios de Marketing, S.A.

Idea Telemarketing, S.A,

Anselmo Ledn, S.A.
Eme Huencja Tres, S.L.
Eme Délar Uno, S.L.
Eme Délar Dos, S.L.
Eme Délar Tres, S.L.
Other

Associated companies
Tarragona Power, S.L.

Corporacitn IBV Participaciones Empresariales, S.A.

Bahfa Bizkaia Electricidad, §.L.
Nuclenor, S.A.
Other

Thousands of euros

Receivable Payable

- 3,453,815

- 2,528,242

_— 38722

- 6,040,779

1,924,388 19,918

655,483 -

744,920 12,280

449,715 -

315,376 -

295,552 .

157,516 -

289,035 -

122,121 -

114,185 -

437,967 -

19,728 -

38,637 -

59,475 -

30,997 -

15,788 =

27,837 294

13,001 -

33,074 -

- 4,730

43,063 -

32,654 -

- 225,820

- 486,986

= 15,811

- 296,548

- 7,784

- 13,128

- 7,649

- 2,777

- 3,138

- 3,364

- 2,343

5,780 -
10,809

10,051 .

11,445 .

34,564 6,725

5,893,161 1,109,295

11,754 -

- 463,692

3,004 -

- 20,409

— 240 £1.506)

482,595

14,998



In general, except for the amount payable to Iberdrola International B.V. described in this
Note, the aforementioned balances with Group companies arose from normal business
transactions and/or BERDROLA's own cash management. They do not have any set maturity
and are settled quarterly and annually, bearing interest indexed to market rates.

At 31 December 2006, Tberdrola Internationat B.V. and Iberdrola Finanzas, S.A. had granted
loans to IBERDROLA for the amounts of various debt issues in foreign currency made by
them and underwritten by IBERDROLA (see Note 17). The maturities of these unpaid loans at
31 December 2006 were as follows:

Thousands of

Maturity curos
2007 618,223
2008 555,503
2009 1,215,000
2010 1,390,585
Other 2.820,969

6,600,280

At 31 December 2006, these loans bore average annual interest of 3.71%.

Accrued interest payable at year end amounted to EUR 94,583 thousand and is recorded under
“Current liabilities — Payable to Group companies” in the accompanying balance sheet.

14, TAX MATTERS

In 2006, IBERDROLA, S.A,, as the Parent of Tax Group 2/86, filed a consolidated income
tax return in Spain. The Group will continue to be taxed under this tax regime indefinitely for
as long as the rclated requirements are met and the Group does not expressly waive
application of the regime by filing the related taxpayer registration form.

In past years, BERDROLA was involved in a series of corporate restructuring moves under
the tax regime provided for under Chapter VIII, Title VII of the revised Spanish Corporate
Income Tax Law enacted by Legislative Royal Decree 4/2004 of § March. The disclosures
required under this law are provided in the notes to the Annual Accounts of the years in which

the transactions took place.



The reconciliation of the profit per books to the taxable income for corporate income tax
purposes for 2006 is as follows:

Thousands of euros
Increase Decrease Amount
Profit before taxes 998,258
Permanent differences 164,670 (22,952) 141,718
Temporary differences 31,596 (98,358) (66,762)
Taxable income 1,073,214

The difference between the tax charge allocated to 2006 and the tax payable for that year,
which is recorded under “Long-term taxes receivable/taxes payable” or “Short-term taxes
receivable/taxes payable™ as appropriate, in the balance sheet at 31 December 2006, arose
mainly as a result of the following:

- Temporary differences derived mainly, for the purpose of determining the taxable
income for corporate income tax purposes for each year, from the tax effect of
expenses recorded for pension commitments and the voluntary collective redundancy
procedure (see Note 4.k).

- Temporary differences arising from changes in allowances for investment securities
that are not deductible in the year in which they are recorded, for a net amount of EUR
1,578 thousand (positive difference).

- Temporary differences derived from the differences in accounting and tax criteria for
recognising certain allocations to provisions and the accounting and tax depreciation of

certain items.
The accrued corporate income tax expense for 2006 was calculated as follows:

Thousands of

euros

Profit before taxes 998,258
Permanent differences 141,718
Adjusted income 1,139,976
Gross tax at 35% 398,992
Deductions (a) (331,570)
Effect of consolidated taxation:

- Intergroup dividends (b) (202,041)

- Provision for marketable securities (c) (65,284)

- Correction for deductions (b) 202,041
Other effects (d) 6,795
Adjustment to tax rate (e) 48,361
Accrued corporate income tax expense 57,294

b



(a) The tax credits taken by IBERDROLA, which basically correspond to deductions for
double taxation, include a total of EUR 1,841 thousand relating to the tax credit for
reinvestment of capital gains whose base was EUR 9,204 thousand. Pursuant to
Articles 42 and 75 of the revised Spanish Corporate Income Tax Law of 5 March,
which regulates this tax credit, it is hereby stated that the total amount.obtained in the
transfer has been reinvested by the companies belonging to tax group 2/86, and that the
assets in which the reinvestment was made in order to meet the commitment are still
owned. :

(b) This mainly relates to eliminating from tax payable the effect of dividends received by
companies in the tax group and the elimination of the tax credit for double taxation on
these dividends.

(¢) Changes in 2006 in allowances for investment securities related to the
allocation/application of the provision for IBERDROLA, S.A.'s stake in IBERDROLA
ENERGIA, S.A.U. and other companies eliminated on tax consolidation as they
belong to Tax Group 2/86.

(d) Income tax incurred abroad,

(e) Expense derived from the recalculation, pursuant to the change in tax regulations
approved in November 2006, of pre-paid and deferred taxes and taxes pending reversal
at 31 December 2006 according to the estimated tax rate at the time of the reversal,

The commitments and obligations arising from the tax benefits of which IBERDROLA
availed itself in 2006 and prior years were met (and are currently being met) by the companies
belonging to Tax Group 2/86, in the terms provided for in the revised Spanish Corporate
Income Tax Law, enacted by Legislative Royal Decree 4/2004 of 5 March.

Specifically, IBERDROLA took tax credits in previous years on the capital gains obtained
from the disposal of tangible fixed assets and hereby states that the full amount of the
disposals has been reinvested in assets that it still owns in order to meet the commitment.



The detail of “Taxes receivable” and “Taxes payable” on the asset and liability sides,
respectively, of the balance sheet of IBERDROLA, S.A. at 31 December 2006 is as follows:

Thousands of euros
Short-term Long-term

Taxes receivable
Prepaid income tax due to:
Accrued expenses for

pensions and other simiiar obligations - 226,410
Other 68,820 125
VAT refundable 1,853 -
Corporate tax refundable 159,629 -
Sundry taxes receivable 771 -
Social security taxes receivable 23358 -
254,431 226,535
Taxes payable

Deferred income tax due to
Value adjustments to fixed assets 4,978
Other - 11,964
VAT payable 41,593 .
Taxes payable for withholdings 5,536 -
Other 20,606 -
Social security taxes payable 1,866 -
Corporate income tax payable 4936 -
74,537 16,942

In general, IBERDROLA has open for review by the tax inspection authorities the year 2002
and subsequent years for the main taxes applicable to it, except for corporate income tax, for
which 2001 and subsequent years are open.

In 2006, an injunction was imposed on part of Bizkaia corporate tax legislation applicable to
some subsidiaries and associated companies (Provincial Regulatory Decree 1/2005 of 30
December). The ruling is not final has official appeals have been filed and as it has not been
published in the Official Gazette of Bizkaia.

These subsidiaries have calculated the amounts corresponding to this tax for 2006 and for
those years open to inspection in accordance with provincial regulations in effect at the end of
each year given that they consider that the final resolution of the appeals filed will not have a
significant effect on the Annual Accounts taken as a whole,

As a result of inspections by the tax authorities, tax assessments have been raised against
several Group subsidiaries, The Group has signed in protest and appealed some of these,

The directors of IBERDROLA, S.A. and, were appropriate, its tax advisors consider that no
significant liabilities would arise for IBERIDROLA in the event of a review of the years open
to inspection or as a result of the matters mentioned in the paragraphs above.



15, REVENUES AND EXPENSES

Net revenues

The detail of this heading in the accompanying income statement is the following:

Thousands of

euros
Sales
Billed power supplied to end customers 760,644
Electricity billed in 2006 for energy supplied in 2005 (119,754)
Unbilled power supplied to end customers in the year (Note 4.g) 30,854
Gas billed to end customers in the year 1,539,949
Gas billed in 2006 related to gas supplied in 2005 (67,776)
Unbilled gas supplied (Note 4.g) 32,57
Sales of telecommunications services 41,362
Sales of goods and services 249979

2,467,835

Services
Rights to inspection, and coupling and meter rentals (Note 4.q) 118,698
Other —_—33

118,751

2,586,586



The breakdown of billed electricity and gas sales by autonomous community in Spain and
sales to companies abroad is the following:

Thousands of
euros
Net billed power sales
Basque Country . 177,404
Madrid 166,149
Castilla-Ledén 147,941
Navarre 131,001
La Rioja ‘ 11,056
Extremadura 12,238
Castilla-La Mancha 143,335
Comunidad Valenciana 406,654
Murcia 71,275
Catalonia 216,305
Aragon 11,367
Asturias 4,364
Cantabria 9,410
Galicia 26,372
Andalusia 396,142
Balearic and Canary Islands "4,833
Power sales to
companies abroad 364,747
2,300,593

Procurements

The detail of this heading the accompanying income statement for 2006 is as follows:

Thousands of
euros

Purchases '
Power purchases from the wholesale

electricity production market 161,570
Gas purchases 1,362,140
Changes in inventories (35,586)
Other power purchases 305,024
Other supplics 106.816

1,899,964

Other external expenses
Services received for the use of networks for the supply of:

- Electricity 227,929

- Gas 111,638
Other external expenses 67

339,634



Employee welfare expenses

The detail of this heading in the accompanying income statement for 2006 is the following:

Thousands of
curos
Employer social security costs 20,031
Additional provisions for pensions and similar obligations and defined
contributions to the external pension plan (Note 4.j) 18,694
Bylaw-stipulated directors' emoluments (Note 18.a) 16,602
Other employee welfare expenses 13.406

68,733



Transactions with Group and associated companies

The principal transactions carried out by IBERDROLA with Group and associated companies in 2006 affecting revenues and expenses in the
year were the following:

Thousands of euros
Operating
Other operating revenucs from
expenses for Personnel services Interest  Interest  Dividends Purchases of Extraordinary
Sales Procurements  servicesrendered expenses  rendered  expenses income  received  fixed assets expenses

Group companies;
Dedicated to power-related
activities:
- Generation 668,637 257,334 - - 112,859 B45 183,573 575,963 - -
- Transmission and
distribution 126,704 201,206 2,766 14,443 174,882 227 82088 172,273 144 E
- Other 87 2,994 2,732 - 453 1] 9,323 - - 650
Dedicated to other activities 2,898 19385 19,7142 - 16,240 Ins13 21231 - 13,001 r
Assoclated companies:
Dedicated to power-related
activities 186,825 72,818 - . - 1220 7,730 3,000 - -
Dedicated to other activities 135 . - - _ (%) 10472 - 152400 ____- —
985,286 553,737 25,246 14,443 304,342 285365 303,945 903,636 13,145 ;ﬁj

-45-



Variation in allowances for intangible assets, tangible fixed assets and long-term
investments

The detail of this heading in the accompanying income statement for 2006 is as follows:

Thousands of euros

Long-term investments:

Iberdrola Energia, S.A.U. (91,672)
Euskaltel (2,646)
Investigacién y Desarrollo de Equipos Avanzados, S.A. (1,088)
NEQ-SKY 2002, S.A, 8,452
Veo TV 1,828
Other 238
(84.888)
Tangible fixed assets:
Allowances for decline in value of tangible fixed assets (Note 6) (3.283)
(88,171)

Extraordinary expenses

The detail of this heading in 2006 is as follows:

Thousands of euros

Provision for pensions and

similar obligations for restructuring plans (Notes and 4.k) 41,769
Allocation to provision for contingencies and expenses 38,953
Other 6.112

86,834

Extraordinary income

The detail of this heading in the income statement for the year ended 31 December 2006 is the
following:

Thousands of euros

Long-service bonuses and electricity for employees (Note 4.j) (11,415)
Voluntary collective redundancy procedure (Note 4.k) 18,229
Reversal of provision for taxes and other provisions for

contingencies and expenses 10,563
Other 1.370



Gains on disposal of intangible assets, tangible fixed assets and long-term investments

The detail of this heading in 2006 is the following:

Thousands of euros
Sale of buildings 9,890
Sale of land 2,291
Other 94
12,275

=

Employees

The average number of employees at IBERDROLA in 2006, by professional category, was the
following:

Thousands of euros
University graduates 770
Associate degree graduates 458
Other 182
,010

The preceding table does not include the 46 employees included under the “special labour
situation" (see Note 4.k).

16, SEGMENT REPORTING BY BUSINESS

IBERDROLA has decided not to disclose business segment information, as it would not be
representative because the company is basically a holding company.



17. GUARANTEES WITH THIRD PARTIES AND OTHER CONTINGENT
LIABILITIES

At 31 December 2006, IBERDROLA had provided guarantees to other companies, as detailed
below:

Thousands of
euros

Veo Television 2,404
Elcogés, S.A. 32,625
Tirme, S.A. - 20,547
Iberdrola Energia Monterrey, S.A. de C.V. 262,352
Iberdrola Energia Altamira, S.A. 228,962
Energyworks Fonz, S.L. 6,885
Energyworks Monzoén, S.L. 15,925
Iberdrola Ingenietfa y Construccidn, S.A. 1,255,498
Neo Sky 2002, S.A. 6,382

1,831,580

IBERDROLA has provided guarantees amounting to EUR 34,132 thousand to the Mexican
Federal Electricity Commission to secure electricity supplies and the completion of combined
cycle plants and EUR 1,099,231 thousand to MEFF Service, S.A. for operating in the
clectricity pool. The Company has also provided a total of EUR 439,737 thousand of counter-
guarantees for various bank loans to Group companies.

The Company has also underwritten various bond issues placed by Group companies Iberdrola
Finanzas, S.A. and Iberdrola International, B.V. (sec Note 13).

IBERDROLA considers that any liabilities that could arise from the guarantees provided at 31
December 2006 would not be material.

18. DIRECTORS' REMUNERATION
g8) 2006 bylaw-stipulated remuneration

Article 50 of IBERDROLA''s bylaws provides that “the Company shall assign, as an expense,
an amount equal to up to 2% of the profit obtained in the year by the consolidated Group™ for
directors’ remuneration.



The Board of Directors has agreed to propose at the General Shareholders’ Mecting bylaw-
stipulated remuneration of 1% of 2006 consolidated net profit (1.25% in 2005). In 2006 and
2005 bylaw-stipulated remuneration would accordingly amount to EUR 16,602 thousand and
17,276 thousand, respectively, which was lower than the limit provided for in Article 50 of
the bylaws. of IBERDROLA. These amounts were recognised with a charge to "Personnel
expenses” on the accompanying income statements (sce Note 15).

The breakdown of the remuneration of EUR 16,602 thousand and EUR 17,276 thousand is as
follows:

Bylaw-stipulated directors’ emoluments

The bylaw-stipulated directors’ emoluments paid to the current directors with a charge to the
aforementioned bylaw-stipulated directors’ remuneration amounted to EUR 4,141 (%)
thousand and EUR 3,741 thousand in 2006 and 2005, respectively. The amounts received by
the directors depend on the duties assigned to them, the detail being as follows:

Thousands of euros

2006 2005
Chairmen’ 595 447
Deputy chairmen 926 769
Committee members 1,737 1,628
Directors __883 397

141 3,741

p— .

™ These amounts include bylaw-stipulated remuneration for members of the Board of Directore that stepped
down from their positions during the year.

Attendance fees

The attendance fees paid to the directors with a charge to the bylaw-stipulated directors’
remuneration amounted to EUR 707 thousand and EUR 839 thousand in 2006 and 2005,
respectively. ,

Insurance premiums

The premium incurred in order to cover benefits in the event of the death or disability of the
current directors amounted to EUR 262 thousand and EUR 284 thousand in 2006 and 2005,

respectively.

The premium paid to cover directors’ civil liability insurance in the same years was EUR 704
thousand and EUR 732 thousand, respectively.

Other

Finally, payments for external services and compensation in kind in 2006 and 2005 amounted
to EUR 1,170 thousand and EUR 1,468 thousand, respectively. The undistributed bylaw-
stipulated remuneration in 2006 and 2005 amounted to EUR 9,618 thqusand and EUR 9,725

thousand, respectively.



b) Previous years’ bylaw-stipulated remuneration

Credits were made in 2006 to unpaid previous years’ bylaw-stipulated remuneration for the
following concepts:

Fixed remuneration

The outgoing Chairman’s services contract gave rise to compensation of EUR 9,300 thousand
and EUR 1,200 thousand in 2006 and 2005, respectively.

Variable remuneration

Variable remuneration received by the members of the Board of Directors of IBERDROLA
who discharged executive duties amounted to EUR 1,000 thousand.

Life insurance premiums

The premium for regularising the insurance policy covering the vested pensions of the retired
directors in 2006 and 2005 amounted to EUR 483 thousand and EUR 365 thousand,

respectively.
Provisions and guarantees provided by the Company for the directors.

This heading includes EUR 5,280 of insurance premiums and EUR 1,470 thousand of
severance paid to directors terminated, both concepts charged to prior years® bylaw-stipulated
directors’ remuneration, compared to EUR 122 thousand of termination benefits paid with a
charge to the 2005 bylaw-stipulated directors’ remuneration.

Other

An additional EUR 165 thousand were paid for external services.

¢) Other remuneration

The remuneration received in 2006 and 2005 by the members of the Board of Directors of
IBERDROLA who discharged executive duties and included under “Personnel expenses” in
the accompanying income statement, amounted to EUR 1,750 thousand and EUR 1,147
thousand, respectively, of fixed remuneration; EUR 1,111 thousand and EUR 1,058 thousand,
respectively, of variable remuneration; and EUR 567 thousand and EUR 733 thousand,
respectively, relating to the amount of the life insurance premiums.

The sum of the remuncration relating to the bylaw-stipulated directors' remuneration and those
reflected under other headings in the accompanying 2006 and 2005 income statements is
lower than the limit established in Article 50 of the bylaws of IBERDROLA for the bylaw-
stipulated directors’ remuneration.

At 31 December 2006 and 2005, the IBERDROLA Group had not granted any loans or
advances to the members of the Board of Directors of IBERDROLA.



In compliance with the terms of article 127 ter section 4 of the Spanish Corporations Law, the
members of the Company’s Board of Directors confirm that they hold equity investments and
hold positions/perform duties (if any) in the following companies whose activities are
identical, similar or complementary to that which comprises the Company’s corporate

purpose:

Position
% of or

Director Company ownership functions
Juan Luis Arregui Ciarsolo Gamesa Corporacion

Tecnolégica, S.A. 0.465 Dirsctor
José Orbegozo Arroyo Fanox Electronic, S.L. 5.220 None
Lucas Marfa de Oriol Lépez-Montenegro Endesa, S.A. 0.000 None
Lucas Marfa de Oriol Lépez-Montenegro Empresa de Alumbrado

Eléctrico de Ceuta, S.A. 1.450 None
Julio de Miguet Aynat Metrovacesa, S.A. 0.001 Director
Sebastisn Battaner Arias Gamesa Corporacién

Tecnolégica, S.A. 0.001 None
Ifiigo Victor de Oriol Ibarra Empresa de Alumbrade

Eléctrico de Ceutn, S.A, 0.000 Director
Braulio Medel Cdmara Abertis Infraestructuras,

S.A. 0.001 Director

Following is the information required under the aforementioned legislation conceming the
performance by the directors, as independent professionals or as employees, of activities that
are identical, similar or complementary to the activity that constitutes the corporate purpose of
IBERDROLA:

Director Company Position or functions
Xabier de Irala Estévez Euskaltel, S.A. Director
Braulio Medel Cdémara Aguagest Sur, S.A. Chairman

19. REMUNERATION OF SENIOR EXECUTIVES

The staff costs (salary, compensation in kind, social security costs, pension schemes, etc.)
relating to senior executives amounted to EUR 10,049 thousand and EUR 10,365 thousand in
2006 and 20085, respectively, and these amounts are recorded under “Personnel expenses” in
the accompanying 2006 and 2005 income statements.

The foregoing figures do not include the wages and salaries, share option plans or
contributions made by the Company to the “IBERDROLA Pension Plan” received by the
members of the Board of Directors of IBERDROLA with executive duties, since they are

disclosed in Note 18,



The employment contracts of the senior executives, including executive directors of
IBERDROLA or of the Group contain golden parachute clauses for cases of termination or
changes of control. These contracts have to be approved by the Company's Board of
Directors.

IBERDROLA has been including this type of clause in the contracts of its executives since the
nineties; however, most contracts containing golden parachute clauses were entered into in
October 2000. A total of 84 executives, including the Company’s senior executives, have

contracts of this nature.

The objective is to achieve a level of loyalty among top-ranking executives that is effective
and sufficient for the management of IBERDROLA and thereby avoid the loss of experience
and skills that could jeopardise the achievement of strategic objectives. In essence, these
clauses recognise termination benefits based on the length of service at the Company of the
members of the executive team, with annual salary payments ranging from a minimum of one
to a maximum of five years.

in 2006 and 2005 there were no transactions with executives other than those carried out in
the ordinary course of the Group's business.

20. FINANCIAL POSITION AND EVENTS AFTER 31 DECEMBER 2006

In order to finance its investments planned for 2007 and to fund the cash needs arising from
its financial position at 31 December 2006, IBERDROLA will need to obtain new funding of
approximately EUR 13,090,612 thousand. Of this amount, EUR 11,846,612 thousand
correspond to financing needs in connection with the acquisition of Scottish Power Pic. (see

Note 22).

As indicated in Note 12 and taking into consideration the amounts described in Note 22, at 31
December 2006, IBERDROLA had approximately EUR 13,821,425 thousand of unused loans
and credit facilities, of which EUR 11,846,612 thousand related to a bridge loan to fund the
acquisition of Scottish Power Plc. and leaving EUR 1,974,813 thousand available to meet the
rest of the IBERDROLA Group's financing requirements,

This figure, together with EUR 250,000 thousand of loans and debt issuances contracted after
year-end and prior to the preparation of these Annual Accounts, guarantee that the Group’s
cash needs for 2007 will be fully covered.



21. FEES FOR SERVICES PROVIDED BY AUDITORS

Audit fees of the 2006 Annual Accounts of the various companies which comprise the
IBERDROLA Group and subsidiaries by the main auditor and related companies amounted to
EUR 3,218 thousand, of which EUR 947 thousand correspond to IBERDROLA. Audit fees
paid to other auditors for the audit of the Annual Accounts of other Group companies
amounted to EUR 742 thousand.

In addition, fees paid during the year for other services rendered by the principal auditor and
related companies to Group companies in 2006 amounted to EUR 654 thousand, of which
EUR 182 thousand corresponded to services provided to IBERDROLA. Fees paid for other
services rendered by other auditors for this concept amounted to EUR 1,768 thousand.

22. TAKEOVER BID FOR SCOTTISH POWER, PLC.

On 27 November 2006, the Boards of IBERDROLA and Scottish Power, Ple. (hereinafier,
SCOTTISH POWER), a UK energy generator and distributor, reached agreement on the terms
of a takeover agreement by which IBERDROLA, directly or via a wholly owned subsidiary,
will acquire the shares of SCOTTISH POWER. The Board of Directors of SCOTTISH
POWER voted unanimously in favour of the transaction.

By virtue of the aforementioned agreement, IBERDROLA will acquire all the outstanding
shares of SCOTTISH POWER, including those issued as a result of the potential exercise of
the conversion rights on SCOTTISH POWER Class B shares, in exchange for a combination
of cash and new IBERDROLA shares to be received by shareholders of SCOTTISH POWER
and SCOTTISH POWER ADS holders pursuant to the following exchange ratio:

¢ For every SCOTTISH POWER share, 400 pence sterling and 0.1646 new IBERDROLA
shares.

s For every SCOTTISH POWER ADS, 1,600 pence sterling and 0.6584 new IBERDROLA
shares.

In addition, SCOTTISH POWER wil}l declare an extraordinary dividend of 12 pence sterling
for every SCOTTISH POWER share and 48 pence sterling for every SCOTTISH POWER
ADS tendered in the bid.

The transaction values each SCOTTISH POWER share at 777 pence sterling and its ordinary
share capital at approximately 11,600 million pounds sterling (based on calculations made on
27 November 2006).



The portion of the deal funded with cash will be financed through credit facilities taken out
with a series of banks. IBERDROLA has obtained firm financing commitments totalling
7,955 million pounds sterling (EUR 11,738 million based on calculations made on 27
November 2006) from ABN Amro Bank NV, Barclays Capital and The Royal Bank of
Scotland to finance the cash component of the bid and to refinance certain eiements of
SCOTTISH POWER's existing borrowings.

IBERDROLA believes the transaction wil! give rise to:

o The third largest energy group in Europe.

o Installed generation capacity at the resulting newco of 36,603 MW with 21.4 million
' points of supply based on figures at 30 September 2006.

e 5,700 MW of installed wind generation capacity and 333 MW of mini hydro generation
capacity, making the resulting newco the largest global player in renewable energies.

¢ Annual savings before tax and capital expenditure of at least 88 million pounds sterling
and average capex savings of an estimated 30 million pounds sterling.

The transaction schedule contemplates that the acquisition will be approved at the General
Shareholders’ Meetings of IBERDROLA and SCOTTISH POWER by the end of March 2007
and for the deal to close before the end of April 2007.



23. STATEMENT OF SOURCE AND APPLICATION OF FUNDS

The funds obtained in 2006, their sources and applications in fixed assets or working capital
for the years ended 31 December 2006 and 20035, are the following:

Thousands of euros
2006 2005
Sources of funds:
Funds obtained from operations 1,075,853 727,008
Other deferred revenues 3,205 1,798
Long-term loans 2,912,875 8,658,806
Unpaid portion of equity investments - 59,816
Disposal of tangible fixed assets 30,266 367,353
Disposal of treasury stock 228,070 -
Long-term trade accounts receivables 16,552 12,865
Early repayment or transfer to short-term of long-term :
investments 3.415,487 1,096,565
Total funds obtained 7,682,308 10,924,211
Application of funds:
Debt arrangement expenses and other deferred expenses 4,177 14,169
Fixed asset additions
- Intangible fixed assets 26,668 30,162
- Tangible fixed assets 96,933 84,665
« Long-term investments 1,535,709 2,532,860
Treasury stock 228,171 319,495
Dividends 872,740 729,384
Repayment or transfer to short-term of long-term debt 1,572,272 5,521,141
Provisions for contingencies and expenses 115,130 106,856
Unpaid portion of equity investments 55,356 4,474
Long-term trade accounts receivables 3452
Total funds applied 4,507,156 9,346,658
Increase in working capital 3,175,152 1,577,553
Variation in working capital
Inventories 35,586 20,275
Accounts receivable 1,366,162 1,594,533
Accounts payable 411,299 670,329
Short-term investments 1,353,212 (717,187)
Accrual accounts 8,893 9,603

Increase in working capital 3,175,152 1,577,553

==seessatarwres mmmmmmmno



The reconciliation of income in 2006 and 2005 to the funds obtained from operations is as follows:

Thousands of euros

2006 2005
Profit for the year 940,964 800,501
Add:
Provisions for pensions and for contingencies and expenses 146,694 326,371
Amortisation of deferred charges 26,966 24,294
Losses on intangible assets, tangible fixed assets and long-
term investments - 522
Losses on transactions involving treasury stock 2,674 1,696
Prepaid corporate income tax 73,557 37,611
Value adjustments of treasury stock 46 -
Exchange losses - 180
249,937 390,674
Less:
Variation in allowances for fixed assets 81,970 206,139
Overprovision for contingencies and expenses 11,641 1,932
Deferred corporation income tax 2,424 72,289
Value adjustment to treasury stock - 223
Capital subsidies transferred to income for the year - 756
Gains on disposal of intangible assets, tangible fixed assets
and long-term investments 12,275 174,190
Gains on disposal of treasury stock 3,317 4,177
Other deferred revenues 3,236 4,461
Exchange gains 185 -
115,048 464,167
Funds obtained from operations 1,075,853 727,008

24. EXPLANATION ADDED FOR TRANSLATION TO ENGLISH

These Annual Accounts are presented on the basis of accounting principles generally accepted
in Spain. Consequently, certain accounting practices applied by the Company may not
conform with generally accepted accounting principles in other countries.



ANEXO I

ADDITIONAL INFORMATION RELATED TO SUBSIDIARIES AND ASSOCIATED COMPANIES OF THE IBERDROLA
GENERACION SUBGROUP IN 2006

Thousands of euros

% of

ownership of
Iberdrola  Capital and
Generaciénat reservesat  Profit (loss)
Company Location Line of business 12.31.06 12.31.06 for the year Auditor
SUBSIDIARIES
Iberdrola Generacién, S.A U. Bilbao Encrgy 100,00 3,718,098 863,960 Emst & Young
Fuerzas Eléctricas de Navarra, S.A. Navarre Energy 100.00 50,285 8,464 Emst & Young
Hidroeléctrica Thérica, S.L. Bilbao Energy 100.00 54219 5,804 Emst & Young
Tberduero, SLU. Bilbao Energy 100.00 4,206 ()]
Navidul Cogeneracién, S.A Madrid Energy 55.00 1,811 (253) Emst& Young
Tberdrola Cogeneraciém, S.L. Madrid Holding 100.00 37,337 (437) Emst & Young
Energyworks Cartagena, S.L. Murcia Energy 99.00 9,720 14,803 Emst& Young
Energyworks Villarrobledo, S.L. Albacete Energy 99.00 30 1,034 Emst & Young
Energyworks Arandz, S.L. Burgos Energy 99.00 142 831 Emst& Young
Energyworks Carballo, S.L. La Corufia Energy 99.00 1,095 61  Ernst & Young
Energyworks San Millén, S.L. Ledn Energy 90.00 1,961 423  Emst& Young
Energyworks Milagros, S.L. Burgos Energy 72.81 2,150 596 Emst& Young
Energyworks Fonz, S.L. Huesca Energy 77.18 1,354 (38) Emst& Young
Energyworks Monzén, S.L. Huesca Energy 80.68 3,177 (104)  Emst & Young
Energyworks Vit-Vali, S L. Vitoria Energy 99.00 (560) (6,703) Emst& Young
Tberdrola Operacién y Mantenimiento, S.A.U. Madrid Services 100.00 6,267 3,058  Emst& Young
Energyworks Venezuela, S.A. Venezuela Energy 100.00 2,533 612 -
Centrales Nucleares Almaraz - Trillo, A.1E. Madrid Energy 5141 - Deloitte
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ANEXO I

Thousands of euros
% of ownership  Capital, reserves
of Tberdrola  and tramslation
Energla, S.A. st differences at Profit (loss)

Company Location  Line of business 12.31.06 12.31.06(a) for the year (a) Auditor
Tberdrola Energia Chile, Ltda. Chile Holding co. 99.90 62,611 (424) Emst & Young
Tberaguas, Ltda. Chile Holding co. 99.80 71,281 2.120 .
Empresa de Servicios Sanitarios de Los Lagos, S.A. Chile Water 50.90 69,268 10.366 PWC
Energyworks do Brasil, Ltda. PBrazil Energy 99.99 45,508 5,726 Emst& Young
Capuava Energy, Lida, Brazil Energy 99.99 2,240 2,120 Emnst & Young
Electricidad de Veracruz, S.A.de C.V. Mexico Energy 99.99 3,837 58 Emst & Young
Electricidad de Veracruz I, S.A.de C.V. Mexico Energy 99.99 1 - Emst & Young
Iberdrola Energia L2 Laguna, S.A. de C.V. Mexico Energy 99.99 92,772 23,527 Emst & Young
Servicios de Operacién Altamira, S.A. de C.V. Mexico Services 99.99 47 260 Emst & Young
Iherdrola Energia del Golfo, S A.deC.V. Mexico Energy 99.99 110,097 5,549 Emst & Young
Gestion Empresas Eléctricas, 5.A. Guatemala Services 99.99 17 4,604 Deloitte
Iberdrola Enerpfa Tamazunchale, S.A_de C.V. Mexico Enerpy 99.99 96,357 (163) Emst & Young
Servicios de Operacion La Laguna, S.A. de C.V. Mexico Services 99.99 47 260 Emst& Young
Parques Ecol6gicos de México, S.A. de C.V. Mexico Energy 99.95 174 - Emst & Young

Tberdrola Servicios de Capacitacion, S.A. Mexico Energy 99.99 (70) 104 Emst & Young



Thousands of euros

% of ownership of  Capital, reserves and
Iberdrola Energia, translation differences  Profit (loss)

ANEXOI

Company Location Line of business S.A at 12.31.06 at 12.31.06 (a) for the year (a) Auditor
T 1

Neoenergia, S.A. (a) Brazil Holding co. - Energy 39.00 1,844,970 364,030 Deloite
Companhia de Eletricidade do Estado do Bshia, $.A. () Brazil Energy 4276 257,641 197,754 Deloitte
Companhia Energetica do Rio Grande do Norte, S.A. () Brazil Energy 3995 115,487 51,710 Deloitte
Companhia de Eletricidade do Pernambuco, S.A {a) Brazil Encrgy 34.96 310,600 79,678 Deloitte
Termopemambuca, S.A. (a) Brazil Energy 39.00 107,189 36,702 Deloitte
Termoagu, S.A. (a) Brazil Energy 14.65 183,649 - PWC
NC Energia Subgroup (a) Brazil Services 39.00 362 5436
Itapebf Geragao de Energfa, S.A. (a) Brazil Energy 38.98 54,586 24,529 Deloitte
Disaibuidora Eléctrica Centroamericama 11, S.A. Guatemalty Energy 49.00 209,350 40,706 Emst & Young
Empresa Elécetrica de Guatemala, S.A. Guatemala Encrgy 39.63 102,141 38,899 Emst & Young
Comerciatizadora Eiéctrica de Guatemala, 5.A Guatemala Energy 39.63 13,017 2,702 Emst & Young
Credieegsa, 5.A. Guatcmals Energy 39.63 1,224 211  Emst& Young
Enérgica, S.A. Guatemala Energy 39.63 3,702 972 Ernst & Young
Grupo Navega.com Guatemala  Telecommunications 26.95 10,131 3,021 PWC
Transportista Eléctrica Centroamericana, S5.A. Guatemala Encrgy 39.63 24,721 9443 Ems& Young
Garter Properties, Inc. Brazil Finance 4276 188 (151) Deloitte
Gas Natural México, 5.A. deC.V. Mexico Energy 13.25 274,346 13,113 PWC
Sistemas de Administracién y Servicios, S.A. de C.V. Mexico Energy 13.00 267 7 PWC
Almacenaje v Manejo de Materiales Eldctricos, S.A. Guatemala Services 4897 828 294  Emst & Young
Inversiones Eléctricas Centroamericanas, S.A. Guatcmala Holding co. 39.63 42,824 14,012 Emst &'Young
Afluente Geragao ¢ Transmissao de Energia Elétrica, S.A. (a) Brazil Energy 42.76 21,804 12,184 Deloitte
Geracao CIII, S.A. Brazl Energy 39.04 - o .
Baghari, UHLE. Brazil Energy 39.00 3,529 - Deloitte
Goias, S.UL. Brazil 39.00 1,785 - Deloitte
Inmobiliaria y Desarrolladora Empresarial de América, S.A. Guatemala Real Estate 39.63 1,557 217 Emst& Young

i i i i i i istori and income and loss at
(2 mepmuwhmeﬁmmﬂs&m&mdmﬂedmfmmm,wﬂmﬂmmmummuc@gem
the average exchange rate for the year. Transhation difference, therefore, show the difference between the amount calculated by applying these exchange rates and

that by applying the exchange rate prevailing at 31 December 2006.
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ANEXOI

ADDITIONAL INFORMATION RELATED TO SUBSIDIARIES AND ASSOCIATED COMPANIES OF THE IBERDROLA
ENERGIAS RENOVABLES SUBGROUP IN 2006

Thousands of euros

% of owmership of
Iberdrola Energias  Capital and
Renovables at reserves at Profit (Joss)

Company Location Line of business 1231.06 12.31.06 for the year Auditor
SUBSIDIARIES
Tberdrola Enerpia Renovables, S.A.U. Madrid Energy 100.00 356,266 110,953 Emst & Young
Iberenova Promociones, S.A.U. Madrid Energy 100.00 34,212 25,826 Emst & Young
Ciener, S.AU. Vizcaya Energy 100.00 16,850 5,198 Emst & Young
Iberdrola Energias Renovables de Castilla -

La Mancha, S.A.U. Toledo Energy 100.00 79,976 68,215 Ernst & Young
Iberdrola Energias Renovables de

Galicia, S.A.U. Orense Energy 100.00 53,335 54,854 Erust & Young
Energia I Vent, S.A. Barcelona Energy 90.00 1,834 3 -
Biovent Energia, S.A. Valladolid Energy 85.00 24,595 20,279 Emst & Young
Minicentrales del Tajo, S.A. Madrid Energy 66.58 887 543 -
Eélicas de la Rioja, S.A. La Rioja Energy 63.55 4,306 7,062 Emst & Young
Tberdrola Energias Renovables de Andalucia, SAU.  Sevilla Energy 100.00 130 (703) Ernst & Young
Tberdrola Encrgias Renovables de Aragén, S.AU. Energy 100.00 30,496 24,099 Emst & Young
Iberdrola Energfas Rengvables de La Rioja, S.AU. La Riojs Energy 63.55 81,366 23,331 Emst & Young

Sociedad Gestora de Parques Eélicos Campo
de Gibraltar, S.A. Milaga Energy 55.00 ) (10 Emst & Young



ANEXO1

Thousands of euros

% of ownership of
Tberdrola
Energias Capits! and
Renovables at reserves at Profit (loss)

Company Location  Line of business 1231.06 12.31.06 for the year Auditor
Biovent Holding, S.A. Valladolid Energy 85.00 31,970 (14) Emst& Young
Sistemas Energéticos Chandrexa, $.A U, Orense Energy 96.07 1,955 1,546 Emst & Young
Sistemas Energéticos Mas Garullo, S.A. Zaragoza Energy 51.00 2,250 1,799 Emst& Young
Sistemas Energéticos La Muela, S.A. Energy 50.00 4,804 2,350  Ernst & Young
Sistemas Energéticos del Moncayo, S.A. Soria Energy 75.00 3,987 2341  Emst & Young
Sociedad Gestora de Parques Edlicos de Andatucia, S.A. Milaga Energy 55.00 2,087 (126)  Emst & Young
Iberdrola Energ. Rinnovabiti, S.P.A. Traly Energy 100.00 186 381 -
United

Tberdrola Renewable Energies of UK Limited Kingdom Energy 100.00 (498) (1,420)  Emnst & Younig
Aeolia Producao de Energla, S A. Portugal Energy 78.00 518 (302)  Erust& Young
Iberdrola Energ. Renouveables, S.AS. France Energy 100.00 (1,530) (1,413)  Emst & Young
Iberdrola Regenerat Energien, GMBH Germany Energy 100.00 30,539 (721) -
Energias Renovéveis do Brasil, Ltda. Brazil Energy 100.00 31,788 193  Emst & Young
Tberdrola Energ. Renovaveis, S.A. Portugal Energy 100.00 729 1,118 Ernst & Young
Iberdrola Ener’gia Odnawialna Spo3ka z

ograniczon Odpowiedziamocecil Poland Energy 10000 (165) (1212) .

C. Rokas, S.A. (%) Greece Energy 49.90 81,153 9,819 Emst & Young
Acrocastilla, S.A. Valladolid Energy 51.00 1,358 ) .
Generacion de Enerpia Eflica, S.4. Valladolid Energy 51.00 94 L)) -
Vientos de Castillay Leon, S.A. Valladolid Energy : 51.00 55 (11) -
Eélicas Fuente [3abel, S.A. Valladolid Energy 51.00 55 (10} -

(*) Listed on the Athens (Greece) stock exchange.
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ANEXO1

Thousands of euros
% of ownership of
Iberdrola
Energias Capital and
Line of Renovables at reserves at Profit (loss)
Company Location business 12.31.06 12.31.06 for the year Auditor

Productora de Enugla Eblica, S.A. Valladolid Enerpy 5092 1,867 ) Emst & Young
Energias de Castilla y Ledn, S.A. Valladolid Energy 76.50 1,894 225 Emst & Young
Energia Global Castellana, S.A. Valladolid Energy 51.00 55 2713

Villardefrades Edlica, S.L. Valladolid Energy 68.00 1,783 (10)

Eme Délar Uno, S.L. Seville Energy 100.00 ) (25) Emnst & Young
Eme Délar Tres, S.L. Seville Energy 100.00 ) (42) Emst & Young
Eme Bueneja Tres, S.L. Seville Enerpy 100.00 ) (G4 Emst & Young
Eme Ferreira Dos, 8.L. Seville Energy 100.00 3] @n Emst & Young
Peache Energias Renovables, S.A. Burgos Energy 51.00 61 (10)

Sistemnas Energéticos Torralba, S.A. Zaragoza Energy 60.00 3,728 4,543 Emst & Young
Global Solar Energy, S.A. Murcia Energy 90.00 1,500 ® -
Producciones Energéticas de Castilla y Leén, S.A.  Valladolid  Energy 76.50 13,400 . (11)

Ecobarcial, S.A. Zamora Energy 39.02 25,610 274) Emst & Young
Ferme Eolien de Buchfeldm, SARL France Energy 100.00 38 (29) Emst & Young
Windfarm Wirfus, GMBH Germany Energy 100.00 (16) 199 -

EBV Windpark 23, GMBH Germany Energy 100.00 (291) 515 -
Rastenberg, GMBH Germany Energy 100.00 236 111 -
Energla Wiatrowa Karscino S.P, ZOO EWK Poland Energy 100.00 (10) 27 -
Tberdrola Renewable Enerpies Usa Limited us Energy 100.00 81,011 (4,304) Emst & Young
Community Energy INC us Energy 100.00 40,832 (4,901) Emst & Young
Electra Sierra de San Pedro, S.A. Chceres Energy 80.00 500 an -
Sistema Energéticos Los Campillos, S.A. U, Valladolid Energy 100.00 60 535 Emst & Young
Ousathing Raisner, A.S. Estonia Energy 80.00 1,279 (231) -
Therdrola Energia Marinas de Cantabria, S.A. Camtabria  Energy 60.00 2,600 29) -
Parque Eéblico Cruz del Carretero, S.L. Valladolid Energy 54.40 703 3)

Parque Edlico Los Collados, S.L. Vailadolid Energy 68.00 244 (3)

Parque Eélico Fuentc Salada, S.L. Valladolid Energy 68.00 518 3)
Motton Wind Farm, L.L.C. EE.UU Energy 100.00 - =



ANEXOI

Thousands of etros
% of ownership of
Tberdrola
Energfas Capital and
Line of Renovables at reservesat  Profit (loss)
Company Location business 12.31.06 12.31.06 for the year Aunditor

Energiaki Alogorachis, 5.A. Greece Energy 100.00 3,984 (225) Others
Higher Darracott Moor Wind Faem Limited UK Energy 100.00 23) (34) -
Perfect Wind, SAS Group France Energy 100.00 2,927 (1,225 Others

Iberd. Regen. Energien Verwaltangs, GmbH Germany Energy 100.00 25 @ -
Windpark Julicher Land Germany Energy 100.00 25 3 -

EC Encrgoconsult Memakszolgalati, LEX. Hungary Energy 10000 12 (83) -
Somozas Energlas y Recursos Medicambientales

(SOERMASA), SA. LaConfia  Energy 100.00 - 1 -
ASSOCIATED COMPANIES
Edlicas de Euskadi, S.A. Vizcays Energy 50.00 27,695 11,199 Attest
Desarrollo de Energias Renovables de :

La Rioja, S.A. La Rioja Energy 4051 16,387 4,153 Emst & Youmg
Energias Renovables de 1a Regién de Murcia, S,A.  Murcia Energy 50.00 51,766 2,983 Emst & Young
Molinos del Cidacos, S.A. La Rioja Energy 375 17,065 8,445 Emst & Young
Sotavento Galicia, S.A. Orense Energy 8.00 1,346 445 Emst & Young
Molinos de La Rioja, S.A LaRioja Energy 4237 5,174 1,220 Ernst & Young
Edlicas de Campoliano, S.A. Madrid Enecrgy 25.00 10,598 8,920 KPMG
Saltos de Belmontejo, S.A. Cuenca Energy 24.84 487 (12) Emst & Young
Energfas Eélicas de Cuenea, S.A. Cuenca Energy 62.50 7,545 (42) Emst & Young
Electra de Malvana, S.A. Chceres Energy 48.00 500 (1) -
Electra de Montachez, S.A. Caceres Energy 40.00 500 (G0 -
Sistema Eléctrico de Conexitn Huenéja, S.L. Granada Energy 41.80 573 {170) -
Eléctra de Layna, S.A. Valladolid Energy 42.50 4241 43 -
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ANEXO1

ADDITIONAL INFORMATION RELATED TO SUBSIDIARIES AND ASSOCIATED COMPANIES OF THE IBERDROLA
INGENIERIA Y CONSULTOR{A SUBGROUP IN 2006

Thousands of euros
% of
ownershipof  Capital and
Tberinco at reserves at Profit (loss)
Company Location  Lineofbusiness  12.31.06 12.31.06 for the year Auditor
SUBSIDIARIES
Tberdrola Ingenierfa y Construccidn, S.A.U, Vizcaya Services 100.00 106,805 29,281 Emst & Young
Iberdrola Ingenierfa y Consultoria Servicios, 5.A.U. Madrid Services 100.00 148 97 Emst & Young
Tberdrola Consultoria ¢ Servigos do Brasil, Ltda, Brazil Services 100.00 868 (52) Emst& Young
Iberdrola Ingenieria y Consultoria México, §.A. de C.V.Group Mexico Services 99.99 5,829 3,104 Emst& Young
Enermén S.A. de CV Mexico Engineering 99.99 5 157 Emst& Young
Sublin 2 S.A. Mexico Engineering 100.00 43 (11) Emst& Young
Iberdrola Engineering and Construction Poland, sp Polonia Engineering 100.00 18 171 -
berdrola Ingenieria y Construceidn Venezuela, S.A. Venezuela Engineering 98.81 1 2 -
Iberinco Hellas Techniki kai Kataskevastiki EPE Grecia Engineering 100.00 18 3 -
Iberdrola Engineering and Construction Germany GMBH Alemania Engineering 100.00 24 - -
Tberdrola Engineering and Const UK, UK Engineering 100.00 50 .
Tberdrola Inzhimiring 1 Stroiteistvo LLC Russia Engineering 100.00 - 5
ASSOCIATED COMPANIES
Ghesa Inpenieria y Tecnologia, S.A. (*) Madrid Services 41.18 19,907 2451 Emst& Young
Keytech Sisternas Integrales, S.A. Madrid Services 37.00 583 - Emst& Young
Empresarios Agrupados Internacional, S.A. Madrid Services 2546 3,393 211  Emst & Young
Empresarios Agrupados, A.LE, Madrid Services 2546 750 - Emst& Young

(*) Group parent company. Data for capital, reserves and income (loss) for 2006 are consolidated.



ANEXO1

ADDITIONAL INFORMATION RELATED TO SUBSIDIARIES AND ASSOCIATED COMPANIES OF THE IBERDROLA -
ANSELMO LEON SUBGROUP IN 2006

Thousands of evros

% of
ownership of Capital and
Anselmo Ledn  reserves at  Profit (loss)

Company Location Line ofbusiness 21123106 123106 fortheyear  Auditor
SUBSIDIARIES

Anselmo Ledn, S.A. Valladolid  Holding 100.00 1,885 1,819 -
Anselmo Len Distribucién Eléctrica, S.L. Valladolid  Energy 100.00 5,453 2257 Emst& Young
Anselmo Leén Hidréulica, S.L. Valladolid Energy 100.00 1,503 499 -
ASSOCIATED COMPANIES

Electrodistribuidora Castellano Leonesa, S.A. Valladolid Energy 20.00 273 11
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ANEXOI

ONAL INFORMATION RELATED TO SUBSIDIARIES AND ASSOCIATED COMPANIES OF THE IBERDROLA —
IBERDROLA INMOBILIARIA SUBGROUP IN 2006

Thousands of euros

% of
ownership of

Iberdrola  Capital and
Inmobiliaria at reserves at  Profit (Joss)

Compeny Location Line of business  12.31.06 12.31.06 for the year Auditor
SUBSIDIARIES
Iberdrola Inmobiliaria, $.AU. Madrid Real Estate 100.00 574,790 111,581 PWC
Fiuna, 8.A Madrid Real Estate 70.00 10,958 (34) PWC
Promotora La Castetlana de Burgos, S.A. Madrid Real Estate 100.00 13,471 (263) PWC
Promociones Inmobiliarias Renfapex 2000, S.A. Madrid Real Estate 51.00 3,021 319 KPMG
Klimt XX1 22,000, S.L. Madrid Real Estate 60.00 1,414 (10) Deloitte
New Kiimt Terciario 2001, S.L. Madrid Real Estate 100.00 1,420 807 PWC
Villaverde Promotora Céntabro Leonesa, S.L. Madrid Real Estate 50.00 3,685 680 PWC
Gedapex, S.A, Madrid Real Estate 50.00 9,820 (273) Deloitte
Oceanic Center, S.L. Valencia Real Estate 50.00 40,661 673 PWC
Norapex, S.A. Madrid Real Estate 50.00 2,172 (404) PWC
Las Pedrazas Golf, S.L. Madrid Real Estate 50.00 31,941 A7) Deloitte
Urbanizadora Marina de COPE, S.L Madnd Real Estate 60.00 94,601 (166) PWC
Tberdrola Inmobiliaria Catatunya, S.A U. Subgroup  Barcelona  Real Estate 100.00 77393 (4,673) PWC
Iberd.-Ros, S.L. Valencia Real Estate 50.00 200 -

ASSOCIATED COMPANIES

Nova Caia Villajoyosa, S.A Madrid Real Estate 25.00 1,218 o -
Camarote Golf, S.A. Madrid Real Estate 26.00 17,953 (30) '~ Deloitte



ANEXO1

ONAL INFORMATION RELATED TO SUBSIDIARIES AND ASSOCIATED COMPANIES OF THE IBERDROLA -
IBERDROLA PORTUGAL-ELECTRICIDAD E GAS SUBGROUP IN 2006

Thousands of euros

% of
ovwnership of Capital and
Portugal at  reservesat  Profit (loss)

Company Location Line of business 12.31.06 1231.06 for the year Auditor
SUBSIDIARIES
Tberdrola Portugal Electricidad ¢ Gas, S.A. Lisbon Energy 100.00 872,481 18,859 Emst& Young

Iberdrola Participagoes SGPS, S.A. Lisbon Holding 100.00 1,344276 . 20,670 Emst & Young
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ANEXO1

ADDITIONAL INFORMATION RELATED TO SUBSIDIARIES AND ASSOCIATED COMPANIES OF THE IBERDROLA -

AMARA SUBGROUP IN 2006

Thousands of euros

% of ownership  Capital and
of Amara at reserves at Profit (foss)

Company Location Line of business 12.31.06 12.31.06 for the year Auditor

SUBSIDIARIES

Amara, S.A.U. Madrid Supply 100.00 19,900 4583 PWC
Amarz Brasil Lida. Salvador de Bahia Supply 99.99 1,175 290 PWC
Amergy S.AA. de CV Monterrey Supply 100.00 546 136 PWC
Amergy Servicios SA de CV Monterrey Services 100.00 9 4 PWC
Ergytech Inc Houston Purchasing agent 100.00 130 36 PWC
Amara Portugal S.A. Lisbon Supply 80.00 4380 (52) PWC

TED COMP
Lanmara Ltda. Salvador de Bahia Supply 30.00 (3,115) - PWC
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BUSINESS EVOLUTION

IBERDROLA, S.A., individually considered, is a holding company only engaged
in the retailing of electricity and gas to eligible customers which results come
from this activity and from the individuals received from its subsidiaries.
Therefore, the following information is basically referred to IBERDROLA Group.

SIGNIFICANT FACTS FROM FISCAL YEAR 2006

Key performance indicators

In 2006, IBERDROLA reached a new record in the Group’s production, which
grew 10.8% to 91,991 GWh, driven by more environmentally-efficient
technologics. Furthermore, this increased growth in production was achieved
while reducing CO, emissions by 7.5%. In Spain, emissions decreased by 12.4%,
with emission-free production of 65.8% out of a total of 68,348 GWh produced.

e A 49.2% increase in hydroelectric production, with 80% availability in
Spain, while wind production grew 13.2%, to 7,329 GWh (705 GWh
international).

e Nuclear power stations have provided high availability, even taking into
account the recharging periods, corresponding to an 8.7% increase in
production over 2005.

¢ Combined-cycle production increased by 15.8%, while production through
more contaminating sources of energy was reduced, -26.7% for coal and
«42.4% for fuel-oil.

Financia) resonrces

As result of the active refinancing policy pursued by IBERDROLA, the average
age of its debt continues to be around 5 years. Especially significant is the
reduction in financial costs that the Company has achieved throughout the fiscal
year, 4.41% as of December 2006, which is 14 basis points lower than December
2005, despite rising interest rates,

In this sense, it should be noted that on 15 December 2006, Iberdrola, together
with Unién Fenosa and Hidrocantébrico, assigned the right recognized in RD
809/2006, of June 30, corresponding to the revenue deficit from payments for
regulated activities from the year 2005. The amount of the right, which was
assigned to a group of international banks, was EUR 2,055 million, EUR 1,334
million of which corresponded to Iberdrola.



2.3 Regulation in Spain

As to Regulation, the most noteworthy aspects of the regulatory framework in
which the company operated during 2006 were:

2006 Rate: increased 4.48% on average over 2005. In July, a Royal Decree
was published which revised the 2006 rates, producing an increase of
1.38% beginning on July 1.

Rate shortfall: there was a new rate shortfall in 2006, with a recovery
against the rate for future years being recognized by the Government.

Bilateralization: Royal Decree-Law 3/2006, of February 24, provided that
energy acquired and sold on the wholesale market by companies within
the same business group must be included in physical bilateral contracts.
For purposes of recognizing the costs for purchasing energy from
distribution companies, the energy subject to inclusion would be
provisionally recognized at a price set at 42.35 euros/MWh, much below
existing market prices during such times.

Mibel: Orden ITC/2129/2006, of June 30, provided that distributors must
acquire 5% of their energy requirements on the futures market, managed
on the Portuguese side by MIBEL, during the second half of 2006. With
Order ITC/3990/2006, of December 28, this percentage has increased to
10% for requirements as from the first half of 2007,

Looking to 2007, various regulatory developments have occurred that entail an
advance towards the complete liberalization of the industry:

The principle of rate sufficiency is recognized through the “ex-ante”
acknowledgment of the shortfall, with additive rate methodology.

Quarterly revisions are expected beginning on July 1.

All references to the CTCs and the results thereof on rates disappear.

An increase in compensation for distribution, with a special injection of
funds into the activity equal to EUR 500 million, of which 31.75%
corresponds to IBERDROLA.,

The generation price reference that is used is consistent with market
values.

The use of the real price of energy, together with a reduction in the access
rates that caused shortfall (recognized ex-ante), will strengthen retailing.
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Main activities to carry out the Strategic Plan in 2006

In 2006, IBERDROLA placed into operation 2,593 MW of additional capacity
over the capacity existing in December 2005, reaching 30,384 MW of total
installed capacity. The additions mainly correspond to:

o Combined cycles, with the start-up of Altamira V in México (1,121 MW)
and Escombreras (800 MW) in Spain.

¢ Renewable Energy, with the addition of 624 MW during the fiscal year,

Thus, as of December 2006, IBERDROLA reached the installed capacity targets
set at the commencement of the 2001-2006 Strategic Plan, after increasing
installed capacity by 83% over the capacity it had at the beginning thereof
(approximately 16,600 MW), Equilibrium has also been achieved in the mix that
was sought: The new combined cycles already have a production similar to
hydroelectric facilities, and renewable energy has increased its weight by 12% to
reach 15% of the total. Furthermore, the weight of more contaminating
technologies has been reduced.

Combined Cvcle Power Stati o)

At the end of 2006, Iberdrola’s total capacity at combined cycle power stations in
Spain was 4,800 MW (5,600 MW under management), corresponding to 9 power
stations. Thus, Iberdrola surpassed by 800 MW the initial target of the 2001-2006
Strategic Plan, having 4,000 MW of combined cycles installed in our country at
the end thereof.

In 2006, the Company placed into service the Escombreras combined cycle plant
(800 MW), in Cartagena (Murcia), the ninth plant that it has built in Spain since
the entry into effect of the 2001-2006 Strategic Plan. This past August 11, the
plant achieved base charge, commencing commercial operation thereof on
November 20, and contributing to results as from the fourth quarter of the fiscal

year.

Hydroelectric and Mini-Hydroelectric Energy

An additional 624 MW (607 hydroelectric and 17 mini-hydroelectric) were
installed in 2006. Of this total, 420 MW correspond to Spain and 204 MW to
other countries. With this contribution, as of the close of 2006, IBERDROLA had
an installed capacity of 4,434 MW (4,102 MW hydroelectric and 332 MW mini-
hydroelectric), 16.4% above the capacity existing at the close of 2005, and 434
MW (11%) above the target set in the 2001-2006 Strategic Plan, which confirms
the Company’s position as a world leader in this business.

The renewable energy facilities of IBERDROLA are present in thirteen Spanish
autonomous communities and seven foreign countries (the United States, Poland,
Brazil, France, Portugal, Germany and Greece).



2.4.3 Latin America

Total production in Latin America reached 23,643 GWh, 4,216 GWh more than in
2005 (+21.7%), of which 20,327 GWh correspond to Mexico and 3.316 to South
America.

In Mexico, IBERDROLA has confirmed its position as the leading private
producer of electricity. The Company already has more than 3,815 MW of
installed capacity in this country. The 1,121 MW Altamira V combined cycle
plant entered into operation during the fourth quarter of 2006, and the testing
period commenced for the Tamazunchale power station in the Mexican state of
San Luis Potosi, the largest combined cycle power station to be placed in
operation in Mexico, with an installed capacity of 1,135 MW,

In Brazil, during 2006, Neoenergia (39%-owned by Iberdrola) was awarded the
concessions to build, maintain and operate the Baguari hydroelectric power
station and the Nova Aurora and Goiandira mini-hydroelectric power stations,
which total 188 MW of installed capacity.

As regards wind energy, in 2006, IBERDROLA finished the installation and start-
up of the 49.30 MW Rio do Fogo wind farm in Brazil, and has begun
developments in the State of Oaxaca in Mexico, which total up to 150 MW of

capacity.

2.4.4 Europe

In Greece, IBERDROLA is a strategic partner of Rokas, the main: promoter and
operator of wind farms, in which it has a 49.9% interest, and has 210 MW of wind
energy in operation. During the third quarter of the year, IBERDROLA acquired
from Motor Oil Hellas 70% of Korinthos Power, a Greek company with a license
to participate in the auctions for new combined cycle capacity begun by the
Government of such country.

In Portugal, Iberdrola has 18 MW of wind energy in operation, corresponding to
the Catefica wind farm. In addition, it has aiready installed the first 14 MW of the
Alto Mongao wind farm. IBERDROLA also has 140 MW of advanced projects,
Furthermore, IBERDROLA has received the approval of the Direcg#o Geral de
Energia lusa to build the first gas combined cycle plant in Portugual, in the
municipality of Figueira da Foz, located between Lisbon and Oporto (850 MW),

In Latvia, IBERDROLA was awarded the construction, as well as the supervision
of the operation and maintenance for 12 years, of a combined cycle plant with 420
MW of installed capacity in Riga (Latvia).

IBERDROLA has several projects in other countries within the E.U., such as
Germany, Poland, France, Italy and the United Kingdom, mainly in the area of
wind energy.



2.4.5 United States

IBERDROLA, which has wagered on internationalization as one of its pillars of
growth, considers the U.S. wind farm market to be key. In fact, it has become one
of the most important markets for the development of IBERDROLA’s objectives
in the area of renewable energy.

In 2006, IBERDROLA acquired 100% of Community Energy (CEI) for 30
million dollars, and 100% of the companies MREC Partners and its subsidiary
Midwest Renewable Energy Projects, for more than 30 miltion euros.

In all, IBERDROLA has 26 MW in operation and a portfolio of projects of more
than 5,000 MW, which it plans to continue to grow, and already has a permanent
office in the State of Pennsylvania.

2.4.6 Distribution

At the close of 2006, IBERDROLA had 9.9 million users in Spain, and the
average total energy distributed on the network reached 99,520 GWh, an increase
of 3.3% over the prior fiscal year. 82.2% of the energy was distributed to the

Regulated market.

Regarding supply quality, the ICEIT due to incidents in IBERDROLA’s
Distribution network was. 1,96 hours during 2006. This value signifies an
availability of 99.98%. Iberdrola is thus in a leadership position in service quality,
meeting the commitment made in its 2001-2006 Strategic Plan.

In Latin America, as of the end of 2006, IBERDROLA surpassed 8.5 million
managed users in the region, and distributed energy reached 27,662 GWh, an
increase of 4.0% over the prior fiscal year.

2.4.7 Gas Supply

IBERDROLA became the second-largest supplier of gas in Spain during 2006,
supplying 15% of all gas consumed in the deregulated market. Furthermore,
IBERDROLA ended this period with a global supply portfolio of more than 16
bem annually, of which 7 bema cover its supply needs in Spain and almost 9 bema
do so in Mexico and Brazil.

In 2006, the Company received a total of 101 shipments of liquefied natural gas
(LNG) in LNG tankers, which unload at all regasification plants currently
operating in Spain: Bilbao, Huelva and Sagunto.
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3.1

Compliance with the 2001-2006 Strategic Plan and launch of the 2007-2009
Stratepic Plan

IBERDROLA has achieved several of the targets set forth in the Plan ahead of
schedule, with growth based on the basic business:

s+ It as doubled its size, increasing its installed capacity by 83%, to 30,384
MW, and its production by 80%, to 91,991 GWh, as compared to
December 2000.

e It has also doubled its income, reaching Net Income of EUR 1,660.3
million, as compared to its target of EUR 1,600 mitlion.

s After successfully completing the ~2001-2006 Strategic Plan,
IBERDRQLA is looking to a future of organic growth through the 2007-
2009 Strategic Plan, and non-organic growth through the merger
agreement reached with ScottishPower on 27 November 2006, when the
Board of Directors of IBERDROLA and ScottishPower reached an
agreement regarding the terms of an offer by IBERDROLA for all of the
capital stock of Scottish Power.

PRINCIPAL RISKS ASSOCIATED WITH THE BUSINESS ACTIVITIES

OF THE IBERDROLA GROU?P

Financial risk management policy

Under the General Risk Policy, which was approved in November 2004 by the
Board of Directors of IBERDROLA, the Group undertakes to use its capabilities
to the full in order to ensure that all the significant risks of all kinds are adequately
identified, measured, managed and controlled, applying the following “basic
action guidelines™:

e Incorporation of the risk-opportunity approach into the Group’s
management,

s Separation, at operating level, of functions between the risk-taking areas
and the areas responsible for analysing, controlling and supervising the
risks.

» Assurance of short- and long-term business and financial stability,
maintaining an appropriate balance between risk, value and benefit.

Correct use of financial risk hedging instruments and their recognition in
accordance with the applicable accounting and financial standards.

¢ Transparency in reporting on the Group’s risks and the functioning of the
systems developed to control them.

o i i



¢ Development of a risk-opportunity contro! and management culture within
the IBERDROLA Group.

¢ Bring into line with general policy all the specific risk-related policies that
have to be implemented.

+« Compliance with current regulations and legislation in relation to risk
control, management and oversight.

¢ Continuous improvement on the basis of international best practices in
Transparency and Good Corporate Governance in relation to risk control,
management and oversight.

In order to implement this policy and respect these principles, IBERDROLA has
developed an Integral Risk Control and Management System based on a suitable
definition, scparation and assignment of functions and responsibilities, and of the
required procedures, methodologies and support tools.

The System, which in November 2005 received quality certification from
AENOR under the ISO 9001:2000 standard, is based on three fundamental
comerstones:

s A risk policy and limit structure, developed in 2005, that guarantees that
risks are managed by the businesses in a controlled fashion.

¢ Monitoring and control of the risks in the income statement.
¢ Analysis and control of risks associated with new investments,

In this context, IBERDROLA has certain risk policies and limits approved by the
Operating Committee that cover, among others, the following risks:

32 Financial Risks

3.2.1 Interest rate risk

Several items in the balance sheet and the associated financial derivatives bear
interest at fixed rates and, therefore, are exposed to fair value interest rate risk as a
result of changes in market interest rates. Also, the IBERDROLA Group is
exposed to cash flow interest rate risk in respect of items in the balance sheet and
derivatives that bear interest at floating rates.

IBERDROLA mitigates this risk by managing the proportion of its debt that bears
fixed interest to that which bears floating interest on the basis of the situation of
the markets, through new sources of financing and the use of interest rate
derivatives, all within the approved risk limits.



3.2.2 Foreigi currency risk

Fluctuations in the value of the currencies in which borrowings are instrumented
and purchases and sales are made with respect to the presentation currency may
have an adverse effect on the finance costs and profit for the year.

The following items could be-affected by foreign currency risk:

+ Debt denominated in currencies other than the local or functional currency
arranged by the IBERDROLA Group companies.

» Collections and payments for supplies, services or investments in
currencies other than the functional currency.

o Income and expenses of certain foreign subsidiaries indexed to currencies
other than the functional currency.

e Taxes derived from the accounting for tax purposes in local currencies
other than the functional currency.

« Profit or loss on consolidation of the foreign subsidiaries.
¢ Consolidated carrying amount of investments in foreign subsidiaries.

IBERDROLA reduces this risk by ensuring that all its economic flows are
denominated in the presentation currency of each Group company, provided that
this is possible and economically practicable. The resulting open positions are
integrated and managed through the use of derivatives, within the approved limits.

3.2.3 Liguidity risk

Exposure to adverse situations in the debt or capital markets can hinder or prevent
the IBERDROLA Group from obtaining the financing required to properly camry
on its business activities and implement its Strategic Plan.

IBERDROLA s liquidity policy ensures that it can meet its payment obligations
without having to obtain financing under unfavourable terms. For this purpose, it
uses various management measures such as the arrangement of committed credit
facilities of sufficient amount and flexibility, diversification of the coverage of
financing needs through access to different markets and geographical areas, and
diversification of the maturities of the debt issued.

324 Creditrisk

IBERDROLA. Group is exposed to the credit risk arising from the default of a
counterparty (customer, supplier, shareholder or financial institution) which could
have an impact in results. This risk is not very significant, as a consequence of
the short customers’average collection period and the effect of risks policies in
relation to the time limit on open positions and the creditworthiness of the counter
parties.



3.3
3.3.1

In particular, in the case of financial creditor positions, IBERDROLA follows a
prudent policy of arranging derivatives and placing cash surpluses with highly
solvent counterparties based on the credit ratings of Moody’s and S&P.

Other Risks
Business and market risks

The business activities of the IBERDROLA Groun are subject to various business
risks, such as changes in demand, water availability, wind availability, and other
climatological conditions, as well as various market risks, such as the price of fuel
used for the generation of electric power, the price of CO2 emission rights, and
the wholesale price of electricity.

In the case of the Spanish market, where IBERDROLA carries out its main
business activitics, the current mix of generation facilities provides significant
natural coverage among various production technologies. that allows for the
mitigation of these risks.

The remaining risk from fluctuations in the products to which fuel is indexed and
from exchange rates is mitigated through an appropriate diversification and
management of supply contracts that contermnplate:

¢ The indexation of prices, to the extent possible, to indexes that replicate
changes in income occurring on the demand side (supply and generation
markets).

+ The inclusion of clauses to revise and re-open contracts that allow for the
adjustment of prices to changes in the market,

Finally, hedging transactions are performed whenever deemed necessary to
maintain the risk within established limits.

In the case of the Mexican market, the Group does not have a significant risk of
regarding the price of commoditics, as the main contracts are prepared in the form
of "pass-through" agreements.

Likewise, in the case of electricity trading transactions performed by
IBERDROLA in the internations]l markets, there is little risk due to the limited
volume of such transactions and to the limits established for open positions, as
regards both financial amount and time horizon,



3.3.2 Regulatory risks

The companies of the IBERDROLA Group are subject to a complex framework
of laws and regulations regarding rates and other aspects of its activities in Spain
and in each of the countries in which they operate. The introduction of new laws /
regulations or modifications to existing ones might negatively affect activities,
financial position and results of operations. :

Due to its importance at the level of the IBERDROLA Group, the rate imbalance
or shortfall that occurs when the cost of electricity production estimated in the
Rate Decree does not coincide with the actual cost existing during the fiscal year
should be highlighted.

Royal Decree 1634/2006, by which the electricity rate is established beginning on
1 January, 2007, has guaranteed the recovery of the income shortfall arising
during fiscal year 2006, regardless of future sales, just as occurred with the
shortfall for fiscal year 2005. Therefore, the heading “Commercial debtors and
other non-current accounts receivable” of the Consolidated Balance Sheet as of 31
December 2006 includes an amount of EUR 579,670 thousand corresponding to
the best estimate of the income shortfall corresponding to IBERDROLA, once a
deduction has been made for emission rights as described in the notes to the
financial statements, and assuming the maintenance of the 35.01%.

The risk policies promote continuous analysis and monitoring of regulatory
changes, as well as the making of decisions based on reasonable regulatory
hypothesis, at both the domestic and international levels.

3.3.3 Operational risks

During the operation of all of the IBERDROLA Group’s activities, there may be
direct or indirect losses caused by inadequate internal processes, technological
failures, human errors or a a result of certain external events,

In particular, in the distribution business, these risks might cause supply cuts and,
generally, a deterioration in the levels of required quality of supply, which can
lead to claims and administrative penalties, with a corresponding financial and
reputational impact.

IBERDROLA mitigates these risks by making the required investments, applying
operating and maintenance procedures and programs, supported by quality
systems, and planning appropriate personnel training and qualification programs
and an appropriate insurance policy.

3.3.4 Environmental risks

The activities of the IBERDROLA Group are subject to risks relating to the extent
of broad rules and regulations that require the performance of environmental
studies and the procurement of licenses and permits with environmental
conditions, as well as risk associated with fees and other market instruments of an
environmental nature - such as greenhouse gas emission righis.
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In addition, there are other environmental risks inherent in the activities of the
Group arising from the management of waste, effluents, emissions and soil at its
facilities and that affect biodiversity, and that may give rise to claims for
damages, sanction proceedings and damages to its image and reputation.

Due to its future relevancy, the approval at the end of 2006 of Royal Decree
1370/2006, of November 24, should be highlighted, which approved the
assignment to the electricity sector of an annual average of 54,053 million free
greenhouse gas emission rights, approximately 39% less than the amount assigned
for the 2005/2007 period. The allocation detailed for facilities will be known in
the coming months. Actual emissions will depend upon electricity demand,
climate conditions and the CO2 and fuel market situation, and the Group’s results
will be affected by the difference between the amount of free rights that are
allocated and actual emissions, taking into account the price of the rights on the
market and the provisions of electricity regulation in this regard.

The risk policies contemplate environmenta! risks in order to mitigate them,
fostering the implementation of environmental management systems within the
area of the Company’s production and distribution facilties, and permanent
cooperation with the affected regulatory entities and agents.

Risks relating to new investments

All new investments are subject to various market, credit, business, regulatory,
business, operational and other risks, that may compromise the profitability
objectives of the project.

Noteworthy risks during the investment execution stage, due to the importance
and complexity thereof, are those relating to the construction of new generation
facilities, mainly combined cycles and wind farms, which might require the
procurement of governmental permits and authorizations, the acquisition of land
or signing of lease agreements, the signing of equipment supply, construction
services, operation and maintenance, fuel supply and transportation agreements,
consumption agreements and financing agreements, all of which may cause delays
and lead to increased costs.

The risk policies relating to the new investments contemplate all of these risks and
establish specific limits regarding forecasted profitability and the expected
profitability at risk, which must be complied with in order for a project to be
authorized. Furthermore, there are specific procedures for the approval of
significant investments, that require the prior preparation of an investment dossier
with a corresponding risk analysis.



3.3.6 Risks associated with international activities

All international activities of the IBERDROLA Group are exposed, to a greater or
lesser extent and based on the nature thereof, to the above-mentioned risks
(climatological, demand, regulation, fuel and energy prices, environment, etc.)
and also to other kinds of risks inherent to the country in which its activities are
being carried out,

4 Environment

IBERDROLA maintains a high score in the environmental dimension, according
to SAM, the analyst for the Dow Jones Sustainability Index (DJSI). The analysis
of environmental dimension for this index includes the following headings:
environmental policy and management, environmental results (eco-efficiency),
environmental information, advanced environmental management system,
advanced environmental results, climate strategy, infrastructure projects,
electricity generation, transportation and distribution, and biodiversity.

The Company is in a leading position among companies within its industry in
Climate Strategy, according to the rating of the analyst for the Dow Jones
Sustainability Index, with a grade of 92 out of 100. Furthermore, it has been
selected, for the second year in a row, as “Best in Class™ in the industry at the
global level for its strategy with respect to Climate Change, forming part of the
“Climate Leadership Index.” The strategy, based on significant development of
renewable energy and natural gas combined cycle power plants, has given rise to a
balanced production structure, which allows the Company to maintain itself
among the large European companies with lower CO2 emissions per kWh output.

IBERDROLA has become the leading Spanish electricity multinationa] that
implements a Global Environmental Management System throughout its
organizational structure, which system has been certified by the Asociacién
Espafiola de Normalizaciéon y Certificacién [Spanish Standardization and
Certification Association] (AENOR).

This system, the application of which has been made possible after more than two
years of work in all corporate and business areas of the Company, will allow for a
reduction of environmental risks, improving the management of resources and
optimizing investments and costs.

5 Research and development activities

IBERDROLA’s Innovation Policy is focused on increasingly efficient
management of available resources, while at the same time ensuring that the most
suitable technologies are introduced at a fast pace. Furthermore, the Company
believes that innovation is a key element for sustainable development. Under
these premises, and as a part of its commitment to innovation, the 2007-2009
Strategic Plan has identified activities entailing an investment in this concept in
the amount of EUR 200 million.



In order to reinforce this strategy, a strong push was given in 2006 to innovation
management, by doubling resources and commencing a series of initiatives, the
following of which are most noteworthy:

o The introduction of Ibermética's Capital Innovation Model [Modelo
Capital Innovacién] as a key tool that will allow for the measurement and
development of IBERDROLA's capacity for change and adjustment i in the
face of new circumstances in the market and the environment.

+ The development of the R&D&i commitiees of the various businesses, the
principal mission of which is t0 manage the innovation process from a
perspective that is closer thereto.

o The start-up of IBERDROLA's Innovation Network [Red de Innovacién],
as a forum for the development of intense activity in technological
monitoring, the promotion of projects, and the exchange of knowledge.

e The commencement of the certification process for the R&D&i
management system according to the UNE 166.000 set of norms.

s The application of the Innovation Reference Framework within a pilot
project in which companies such as Siemens, IBM and 3M have
participated.

¢ The identification of 15 areas of knowledge, directed by IBERDROLA’s
specialized technicians, that form the base of the Company’s knowledge
management system.

In 2006, IBERDROLA developed 131 R&Dé&i projects, of which 35 were new
initiatives. The total investment in the Company’s innovation activities reached 56
million euros, an increase of 4% over 2005.



Treasury Shares and capital reduction

The sharcholders acting at the General Shareholders Meeting held on 30 March
2006 authorized the Board of Directors, pursuant to Section 75 of the Spanish
Corporations Law, to acquire shares of the Company under certain conditions and
for a period of 18 months, Pursuant to such authorization, during 2006,
IBERDROLA, S.A. has acquired 8,270,501 shares of its own stock for EUR 228
million, with a par value of EUR 25 million, Furthermore, 8,284,425 treasury
shares have been disposed of for an amount of EUR 227 million.

The amount resulting from the transfers of the Company’s treasury stock during
fiscal year 2006 is greater than the cost of acquisition at which the Group had
recorded for such treasury stock, at EUR 689 thousand.

Finally, it should be pointed out that as of the close of fiscal year 2006, there were
95,613 shares of treasury stock, and there were derivatives outstanding on

4,725,992 treasury shares.



PROFIT DISTRIBUTION PROPOSAL
YEAR 2006

Distribution basis:
Retained earnings

2006 Profit

Distribution:
To dividends

To retained eamnings (minimun amount)

Thousands of
euros

1,049,384
940,964

1,990,348

1,097,461
892,887

1,990,348
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Statement, which will be filed with the Commission on or before April 30, 2007. II1

This combined Form 10-K is separately filed by Energy East Corporation and Rochester Gas and Electric
Corporation. information contained herein relating to either registrant is filed by such registrant on its own behalf.
Neither registrant makes any representation as to information relating to the other registrant.

Rochester Gas and Electric Corporation meets the conditions set forth in General Instruction 1{1)(a) and (b) of
Form 10-K and is therefore filing this Form 10-K in the reduced disclosure format specified in General Instruction 1

(2) of Form 10-K,
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Abbreviations for the Energy East companies mentioned in this report:

Berkshire Energy Berkshire Energy Resources is
the parent of The Berkshire Gas Company.

Berkshire Gas The Berkshire Gas Company is a
regulated utility primarily engaged in the distribution
of natural gas in western Massachusetts.

Cayuga Energy Cayuga Energy, Inc, owns
interests in electric generation facilities that sell
power in the NYISO and PJM Interconnection

wholesale markets at times of high demand.

CMP Central Maine Power Company is a
regulated utility primarily engaged in transmitting
and distributing electricity generated by others to
retail customers in Maine.

CMP Group CMP Group, Inc. is the parent of
Central Maine Power Company (CMP),

CNE Connecticut Energy Corporation is the
parent of The Southermn Connecticut Gas

Company (SCG).

CNG Connecticut Natural Gas Corporation is a
regulated utility primarily engaged in the retail
distribution of natural gas in Connecticut.

CTG Resources CTG Resources, inc. is the
parent of Connecticut Natural Gas
Corporation {CNG).

Energetix Energetix, inc. markets electric and
natural gas services in upstate New York.

Energy East, the company, we, our or us
Energy East Corporation is the parent company of
RGS Energy Group, Inc., Connecticut Energy
Corporation, CMP Group, CTG Resources,
Berkshire Energy Resources, The Energy
Network, Inc. and Energy East Enterprises, Inc.

MNG Maine Natural Gas Corporation is a small
natural gas delivery company in the state of Maine.

NYSEG New York State Electric & Gas
Corporation ig a regulated utility primarily
engaged in purchasing and delivering electricity
and natural gas in the central, eastern and
western parts of the state of New York.

RG&E Rochester Gas and Electric Corporation
is a regulated utility primarily engaged in
generating, purchasing and delivering electricity
and purchasing and delivering natural gas in an
area centered around the city of Rochester,
New York.

RGS Energy RGS Energy Group, Inc. is the
parent of NYSEG and RG&E,

SCG The Southem Connecticut Gas Company
is a regulated utility primarily engaged in the
retail distribution of natural gas in Connecticut.

SGF South Glens Falls Energy, LLC operated a
natural gas fired generating unit in New York.

TEN Cos. TEN Companies, Inc. owns and
manages a district heating and cooling network
in Hartford, Connecticut.

The Energy Network The Energy Network,
In¢, owns and manages our non-
regulated businesses,

Glossary of Terms

Abbreviations or acronyms frequently used in this report:



ALJ Administrative Law Judge

APB 25 Accounting Principles Board Opinion
No. 25, Accounting for Stock Issued to Employees

ARP 2000 Alternative Rate Plan 2000
ASGA Asset Sale Gain Account

Bechtel Bechtel Power Corporation

CGG Constellation Generation Group, LLC

Connecticut Yankee Connecticut Yankee Atomic
Power Company

DOE United States Department of Energy

DPUC Connecticut Department of Public
Utility Control

DSM demand side management

DTE Massachusetts Department of
Telecommunications and Energy

Dth dekatherm

Electric Rate Agreement Electric portion of
RG&E's 2004 Electric and Natural Gas
Rate Agreements

EPA United States Environmental
Protection Agency

EPS earnings per share

ESCO energy service company

FASB Financial Accounting Standards Board
FERC Federal Energy Regulatory Commission
FIN 46(R) FASB Interpretation No, 46 (revised

December 2003), Consolidation of Variable Interest
Entities, an interpretation of Accounting Research

Bulletin No. 51

FIN 47 FASB interpretation No. 47, Accounting for
Conditional Asset Retirerent Obligations, an
interpretation of FASB Statement No. 743

FIN 48 FASB Interpretation No. 48, Accounting for
Uncertainty in Income Taxes, an interpretation of
FASB Statement No. 109

Ginna Robert E. Ginna Nuclear Power Plant, a
nuclear power plant soid by RG&E in June 2004

IRP Incentive Rate Plan
ISO-NE I1SO New England Inc.
iTC investment tax credit

LICAP locational installed capacity (pricing
mechanism in the New England market)

MD&A Management's Discussion and Analysis
of Financial Condition and Results of Operations

MPUC Maine Public Utilities Commission
MW, MWh megawaltt, megawatt hour
Natural Gas Rate Agreement natural gas
portion of RG&E's 2004 Electric and Natural
Gas Rate Agreements

NRC United States Nuclear
Regulatory Commission

NUG nonultility generator
NYISO New York Independent System Operator
NYPA New York Power Authority

NYPSC New York State Public
Service Commission

NYSDEC New York State Department of
Environmental Conservation

Glossary of Terms (Continued)

NYSERDA New York State Energy Research
and Development Authority

OCC The Office of Consumer Counsel in the
State of Connecticut

Statement 123 Statement of Financial Accounting
Standards No. 123, Accounting for Stock-Based
Compensation

Statement 123(R) Statement of Financial



OPEB other post-employment benefits

PJM Interconnection PJM Interconnection, LLC

ROE return on equity
RTO Regional Transmission Organization

Russell Station A coal-fired electric generation
facility in Greece, New York

SAR stock appreciation right

SEC or the Commission United States
Securities and Exchange Commission

SPDES State Pollutant Discharge Elimination
System

Statement 71 Statement of Financial Accounting
Standards No. 71, Accounting for the Effects of

Certain Types of Regulation

Statement 87 Statement of Financial Accounting
Standards No. 87, Employers’ Accounting for
Pensions

Statement 106 Statement of Financial Accounting
Standards No. 106, Employers’ Accounting for
Postretirement Benefits Other Than Pensions

Forward-looking Statements

Accounting Standards No. 123 (revised 2004),
Shared-Based Payment

Statement 133 Statement of Financial Accounting
Standards No. 133, Accounting for Derivative
instruments and Hedging Activities

Statement 143 Statement of Financial Accounting
Standards No. 143, Accounting for Asset
Retirement Qbligations

Statement 157 Staternent of Financial Accounting
Standards No. 157, Fair Value Measurements

Statement 158 Statement of Financial Accounting
Standards No. 158, Employers' Accounting for
Defined Benefit Pansion and Other Postretirernent
Plans, an amendment of FASB Statements No. 87,
88, 106 and 132(R)

TCC transmission congestion contract

VEBA voluntary empioyees' beneficiary
assoclation

Voice Your Choice RG&E's and NYSEG's electric
commeodity option programs

Yankee companies Maine Yankee Atomic
Power Company, Connecticut Yankee Atomic
Power Company, and Yankee Atomic Electric

Power Company

The Private Securities Litigation Reform Act of 1995 provides a safe harbor for forward-looking
statements in certain circumstances. This Form 10-K contains certain forward-looking
statements that are based upon management's current expectations and information that is
currently available. Whenever used in this report, the words "estimate," "expect," "believe"
"anticipate,” or similar expressions are intended to identify such forward-looking statements.

In addition to the assumptions and other factors referred to specifically in connection with
such statements, factors that involve risks and uncertainties that could cause actual results to
differ materially from those contemplated in any forward-looking statements are discussed

in Item 1A - Risk Factors and Item 7 - MD&A - Market Risk, and also include, among others:

« the deregulation and continued regulatory unbundling of a formerly vertically integrated

utility industry,
o our ability to compete in the rapidly changing and competitive electric and/or natural gas

utility markets,
regulatory uncertainty and volatile energy supply prices,

« implementation of NYSEG's Electric Rate Order issued by the NYPSC that has been in



effect since January 1, 2007,
« implementation of the Energy Policy Act of 2005,

increased state and FERC regulation of, among other things, intercompany cost
allocations,

the operation of the NYISO and retroactive NYISO billing adjustments,

the operation of ISO-NE as an RTO and CMP's continued participation in ISO-NE,
our continued ability to recover NUG and other costs,

changes in fuel supply or cost and the success of strategies to satisfy power

requirements,

our ability to expand our products and services including our energy infrastructure in

the Northeast,
the effect of commodity costs on customer usage and uncollectible expense,

our ability to maintain enterprise-wide integration synergies,

market risk from changes in value of financial or commodity instruments, derivative or
nonderivative, caused by fluctuations in interest rates or commodity prices,

the ability of third parties to continue to supply electricity and natural gas,

our ability to obtain adequate and timely rate relief and/or the extension of current

rate pians,
the possible discontinuation or further modification of fixed-price supply programs in New

York,

« huclear decommissioning or environmental incidents,

« legal or administrative proceedings,
changes in the cost or availability of capital,
economic growth or contraction in the areas in which we do business,
extreme weather-related events such as floods, hurricanes, ice storms or snow storms,
weather variations affecting customer energy usage, '
authoritative accounting guidance,

s acts of terrorism,
the effect of volatility in the equity and fixed income markets on the cost of pension and

other postretirement benefits,
the inability of our internal control framework to provide absolute assurance that all

incidents of fraud or error will be detected and prevented, and
other considerations that may be disclosed from time to time in our publicly disseminated

documents and filings.

We undertake no obligation to publicly update any forward-looking statements, whether as a
result of new information, future events or otherwise,

PART 1

item 1. Business
General development of business

Energy East Corporation: Energy East is a public utility holding company organized under the
laws of the state of New York in 1997. Energy East is a super-regional energy services and
delivery company with operations in New York, Connecticut, Massachusetts, Maine and New



Hampshire. We conduct all of our operations through our wholly-owned subsidiaries including
CNE, CMP Group, CTG Resources, Berkshire Energy, RGS Energy and The Energy Network.

CNE's wholly-owned subsidiary, The Southem Connecticut Gas Company, is a regulated
utility primarily engaged in the retail distribution of natural gas in Connecticut.

CMP Group's wholly-owned subsidiary, Central Maine Power Company, is a regulated
utility primarily engaged in transmitting and distributing electricity generated by others to

retail customers in Maine.

CTG Resouyc.:es' vyholly-owned subsidiary, Connecticut Natural Gas Corporation, is a
regulated utility primarily engaged in the retaii distribution of natural gas in Connecticut.

Berkshire Energy's wholly-owned subsidiary, The Berkshire Gas Company, is a regulated
utility primarily engaged in the distribution of natural gas in western Massachusetts.

RGS Energy's wholly-owned subsidiaries are NYSEG and RG&E. NYSEG is a regulated
utility primarily engaged in purchasing and delivering electricity and natural gas in the
central, eastern and western parts of the state of New York. NYSEG sold a majority of its
generation assets in 1999 and most of its remaining generation assets in 2001. RG&E is
a regulated utility primarily engaged in generating, purchasing and delivering electricity
and purchasing and delivering natural gas in an area centered around the city of
Rochester, New York. RG&E sold its largest generating station, Ginna, in 2004.

The Energy Network's wholly-owned subsidiaries include Cayuga Energy and NYSEG
Solutions, Inc.

We created a support services company in 2004, Utility Shared Services Corporation, to
consolidate support service functions for our largest regulated utilities. This consolidation

allows us to optimize the efficiency of those services.

Rochester Gas and Electric Corporation: RG&E is a public utility organized under the laws of
the state of New York in 1904. RGS Energy was incorporated in 1998 in the state of New York
and became the holding company for RG&E in August 1999. In June 2002, pursuant to a Plan
of Merger, RGS Energy became our wholly-owned subsidiary and also became the holding

company for NYSEG.

The following general developments have occurred in our businesses since January 1, 2006:

See Item 7 - MD&A - Electric Delivery Rate Overview, Electric Delivery Business
Developments, Natural Gas Delivery Rate Overview and Natural Gas Delivery

Business Developments.

Requlation

We operate under the authority of the NYPSC in New York, the MPUC in Maine, the DPUC in
Connecticut and the DTI_E in Massachusetts. We are also subject to regulation by the FERC.
The FERC and state utility commissions have authority to regulate and monitor, among other



things, intercompany cost allocations of holding company systems such as Energy East.

Financial information about segments

See Item 8 - Note 15 to our Consolidated Financial Statements and Note 13 to RG&E's
Financial Statements.

Narrative description of business

Principal business

Our principal business consists of our regulated electricity transmission and distribution
operations in upstate New York and Maine and our regulated natural gas transportation,
storage and distribution operations in upstate New York, Connecticut, Maine and
Massachusetts. We serve approximately two million electricity customers and one million
natural gas customers. Our service territories reflect diversified economies, including high-
technology firms, insurance, light industry, consumer goods manufacturing, pulp and paper,
ship building, colleges and universities, agriculture, fishing and recreational facilities. Our
operating revenues derived from regulated electricity sales were 58% in 2006, 56% in 2005
and 58% in 2004. Operating revenues derived from regulated natural gas sales were 32% in
2006, 34% in 2005 and 33% in 2004. No customer accounts for more than 5% of either electric

or natural gas revenues.

NYSEG conducts regulated electricity transmission and distribution operations and
regulated natural gas transportation, storage and distribution operations in upstate New
York. It also generates electricity, primarily from its several hydroelectric stations.
NYSEG serves approximately 871,000 electricity and 256,000 natural gas customers in
its service territory of approximately 20,000 square miles, which is located in the central,
eastern and western parts of the state of New York and has a population of
approximately 2.5 million. The larger cities in which NYSEG serves electricity and natural
gas customers are Binghamton, Elmira, Auburn, Geneva, Ithaca and Lockport.

RG&E's principal business consists of its regulated electricity generation, transmission
and distribution operations and regulated natural gas transportation and distribution
operations in western New York. RG&E generates electricity from one coal-fired plant,
three gas turbine plants and several smaller hydroelectric stations. RG&E serves
approximately 358,000 electricity and 296,000 natural gas customers in its service
territory of approximately 2,700 square miles. The service territory contains a substantial

suburban

area and a large agricultural area in parts of nine counties including and surrounding the
city of Rochester, New York with a population of approximately one million peopie.
Approximately 66% of RG&E's operating revenues for 2006, 63% for 2005 and 64% for
2004 were derived from electricity sales, with the balance each year derived from natural
gas sales. No customer accounts for more than 5% of either electric or natural

gas revenues,

CMP conducts regulated electricity transmission and distribution operations in Maine



serving approximately 596,000 customers in its service territory of approximately 11,000
square miles with a population of approximately one million people. The service territory
is located in the southern and central areas of Maine and contains most of Maine's
industrial and commercial centers, including the city of Portland and the Lewiston-
Auburn, Augusta-Waterville, Saco-Biddeford and Bath-Brunswick areas.

SCG conducts natural gas transportation and distribution operations in Connecticut
serving approximately 176,000 customers in its service territory of approximately 560
square miles with a population of approximately 800,000. SCG's service territory extends
along the southemn Connecticut coast from Westport to Old Saybrook and includes the
urban communities of Bridgeport and New Haven.

CNG conducts natural gas transportation and distribution operations in Connecticut
serving approximately 155,000 customers in its service territory of approximately 800
square miles with a population of approximately 800,000, principally in the greater

Hartford-New Britain area and Greenwich.

Berkshire Gas conducts natural gas distribution operations in western Massachusetts
serving approximately 36,000 customers in its service territory of approximately 520
square miles with a population of approximately 220,000, Berkshire Gas' service territory

includes the cities of Pittsfield and North Adams.

See Item 7 - MD&A - Electric Delivery Rate Overview, Electric Delivery Business
Developments, Natural Gas Delivery Rate Overview and Natural Gas Delivery Business

Developments.

Other businesses

Our other businesses include retail energy marketing companies, a nonutility generating
company, a FERC-regulated liquefied natural gas peaking plant, a natural gas delivery
company, a propane air delivery company, telecommunications assets, a district heating and
cooling system, and an energy consulting services company. We include their results of
operations, financial condition and cash flows in our Other segment.

Energetix, Inc. and NYSEG Solutions, Inc. market electricity and natural gas services
throughout the state of New York. The revenues from these two companies accounted
for approximately 9% of Energy East's total revenues in 2006, 10% in 2005 and 9% in

2004.

Cayuga Energy owns electric generation facilities that sell power in the NYISO and PJM
Interconnection wholesale markets at times of high demand.

CNE Energy Services Group, Inc. has an interest in two small natural gas pipelines that
serve power plants in Connecticut. CNE Energy Services Group has a iong-term lease
for a liquefied natural gas plant that serves the peaking gas markets in the Northeast and
has an equity interest in an energy technology venture partnership.

Energy East Enterprises, Inc. includes Maine Natural Gas, a small natural gas delivery



company and New Hampshire Gas, Inc., a propane air delivery company.

MaineCom Services owns fiber optic lines and provides telecommunications services
in Maine.

TEN Companies, Inc. owns and manages The Hartford Steam Company, a district
heating and cooling network in Hartford, Connecticut, and owns an interest in the

iroquois Gas Transmission System.

The Union Water-Power Company owns and manages real estate in Maine and New
Hampshire and provides energy consuiting services throughout New England.

Sources and availability of raw materials

Electric

See Item 7 - MD&A - Electric Delivery Rate Overview, Electric Delivery Business
Developments and Commodity Price Risk and Item 8 - Note 1 to our Consolidated Financial
Statements and Note 1 to RG&E's Financial Statements.

NYSEG satisfied the majority of its power requirements for 2006 through purchases under
long-term contracts with NUGs, the New York Power Authority and Constellation Nuclear, and
through generation from its several hydroelectric stations. NYSEG managed fluctuations in the
cost of electricity for its remaining power requirements through the use of electricity contracts,

both physical and financial.

RG&E satisfied the majority of its power requirements for 2006 through purchases under long-
term contracts with the New York Power Authority, Consteliation Nuclear, and Ginna Nuclear
Power Plant, LLC. A small portion, less than 20%, was satisfied from its generation facilities
including coal, natural gas, hydroelectric and peaking. RG&E managed fluctuations in the cost
of electricity for its remaining power requirements through the use of electricity contracts, both

physical and financial.

Coal - RG&E's 2007 coal requirements are expected to be approximately 400,000 tons.
RG&E's coal supply portfolio contains both spot and term agreements with multipie suppliers.
In 2008, 80% of RG&E's coal requirements was purchased under contract and 20% was
purchased on the spot market. RG&E maintains a reserve supply of coal ranging from 30 to

60 days.

Under a Maine State Law adopted in 1997, CMP was mandated to sell its generation assets
and relinquish its supply responsibility. CMP no longer owns generating assets but retains its
power entitlements under iong-term contracts with NUGs and a power purchase contract with

Entergy Nuclear Vermont Yankee, LLC. Since March of 2000 CMP has sold its power
entittement under auctions approved by the MPUC. By its orders issued in December 2004,
December 2005 and January 2007, the MPUC approved CMP's sale of its entittlements for
various periods ranging from one to three years, through February 28, 2010. CMP's retail
electricity prices are set to provide recovery of the costs associated with its ongoing power



entitlement obligations. CMP's revenues and purchased power costs would increase if it were
required to be the standard-offer provider of electricity supply for retail customers. There would
be no effect on CMP's net income in such an event, however, because CMP is ensured cost
recovery through Maine state law for any standard-offer obligations.

Natural Gas

NYSEG, RG&E, CNG, SCG, Berkshire Gas and MNG satisfied their natural gas supply
requirements through purchases from BP Energy Company and other natural gas suppliers,
natural gas storage capacity contracts and winter peaking supplies and resources. A majority
of the natural gas supply purchased was acquired under long- and short-term supply contracts
and the remainder was acquired on the spot market. Firm underground natural gas storage
capacity is contracted for using long-term contracts. Firm transportation capacity was acquired
under long-term contracts and was utilized to transport both naturai gas supply purchased and
natural gas withdrawn from storage to local distribution systems. Winter peaking supplies and
resources are either owned by Energy East, NYSEG and RG&E and are attached to the
distribution system, or are contracted for under long-term arrangements.

See Item 7 - MD&A - Natural Gas Delivery Rate Overview, Natural Gas Delivery Business
Developments and Commodity Price Risk and Item 8 - Note 1 to our Consolidated Financial
Statements and Note 1 to RG&E's Financial Statements.

Franchises

Our operating utilities have valid franchises, with minor exceptions, from the municipalities in
which they render service to the public.

Seasonal business

Winter peak electricity foads are primarily due to space heating usage and fewer daylight
hours. Summer peak electricity loads are due to the use of air-conditioning and other cooling
equipment. Our sales of natural gas are highest during the winter months primarily due to

space heating usage.

Working capital

Our operating utilities have been granted, through the ratemaking process, an allowance for
working capital to operate their ongoing electric and/or natural gas utility systems. Their major
working capital requirements include natural gas inventories, which increase during the
summer and fall for winter sales; accounts receivable, which are highest during periods of
peak sales; and cash requirements to pay for utility construction and operating expenses.

Competitive conditions

In New York, the NYPSC has experimented with programs that require utilities to actively
encourage their customers to migrate to ESCO suppliers. NYSEG and RG&E have filed
proposed parameters for ESCO referral programs. To date the NYPSC has not acted on these
filings and NYSEG and RG&E have requested postponement of the respective tariffs for six
months. NYSEG and RG&E are unable to predict the ultimate effect of these programs on their
ability to continue to provide commodity service to their customers.



See Item 1A - Risk Factors and Item 7 - MD&A - Electric Delivery Rate Overview, Electric
Delivery Business Developments, Natural Gas Delivery Rate Overview, Natural Gas Delivery

Business Developments and Critical Accounting Policies.

Research and development

Our consolidated expenditures for research and development were $3 million in 2006,

$4 million in 2005 and $5 million in 2004, RG&E's expenditures were $2 million in 20086,

$1 million in 2005 and $2 miilion in 2004, Expenditures were for intemal research programs
and contributions to research administered by the NYSERDA, the Electric Power Research
Institute and the Northeast Gas Association. Research and development expenditures are
intended to improve existing energy technologies and develop new technologies for the

delivery and efficient customer use of energy.

Environmental matters

Energy East and RG&E are subject to regulation by the federal government and by state
and local governments with respect to environmental matters, such as the handling and
disposal of toxic substances and hazardous and solid wastes and the handling and use of
chemical products. Electric utility companies generally use or generate a range of potentially
hazardous products and by-products that are subject to such regutation. They are also
subject to state laws regarding environmental approval and certification of proposed major

transmission facilities.

From time to time, environmental laws, regulations and compliance programs may require
changes in Energy East's and RG&E's operations and facilities and may increase the cost of
energy delivery service. Historically, rate recovery has been authorized for environmental

compliance costs.

We made capital expenditures totaling approximately $10 million, including $2.5 million by
RG&E, to meet environmental requirements during the three years ended December 31, 2006.
Future capital additions for current facilities to meet environmental requirements are not
expected to be material. However, we have plans to voluntarily adopt a number of
environmentally friendly initiatives, including an advanced metering infrastructure. We may
also have significant expenditures for repowering Russell Station using new technology which

minimizes emissions,

Water and air quality. Energy East and RG&E are required to comply with federal and state
water quality statutes and regulations including the Clean Water Act. The Clean Water Act

requires that generating stations be in compliance with federally issued National Pollutant
Discharge Elimination System permits or state issued SPDES permits, which reflect water
quality considerations for the protection of the environment. RG&E has SPDES permits for two
of its generating stations. The Energy Network owns interests in two natural gas-fired peaking
generating stations and TEN Cos. owns and operates two steam plants, all of which have the

required federal or state operating permits.

Energy East and RG&E are required to comply with federal and state oii spill statutes and
regulations including the Spill Prevention Control and Countermeasures (SPCC) regulations.
Revisions to such regulations were recently finalized and require that the company and RG&E
update current oil SPCC plans by the proposed date of July 1, 2009, and prepare new SPCC



plans for locations that are covered under the regulations. These SPCC locations include
electric operations service centers and substations, gas operation centers and liquefied natural

gas facilities.

RG&E is required to comply with federal and state air quality statutes and regulations for
operation of its coal-fired and combustion turbine generating stations. All of RG&E's generating
stations have the required federal or state operating permits. Stack tests and continuous
emissions monitoring indicate that the generating stations are generally in compliance with
permit emission limitations, although occasional opacity exceedances occur. Efforts continue
in the identification and elimination of the causes of opacity exceedances. Russell Station,
RG&E's sole coal-fired station, is scheduled to close at the end of 2007 upon the completion of
RG&E's transmission project which will substantially reduce the company's and RG&E's
emissions. RG&E may also seek the necessary approvals to repower Russell Station using

clean coal technologies.

The 1990 Clean Air Act Amendments limit emissions of sulfur dioxide and nitrogen oxides and
require emissions monitoring. The EPA allocates annual emissions allowances to RG&E's
coal-fired generating station based on statutory emissions limits under Phase |l (which began
January 1, 2000) of the 1990 Amendments. An emissions allowance represents an
authorization to emit, during or after a specified calendar year, one ton of sulfur dioxide. A
similar ailowance program under Title | of the 1990 Amendments controls nitrogen oxides
emissions from RG&E's coal-fired station and a combustion turbine generating station. Ancther
requirement of the 1990 Amendments is for the coal-fired station and a combustion turbine
generating station to have a facility operating permit (Title V permit). The Title V permits
required for each station have been granted. In 2005 the EPA finalized rules requiring further
reductions in sulfur dioxide and nitrogen oxides emissions, as well as mercury emissions from
coal-fired generating stations. The reductions wiil begin in 2009 for nitrogen oxides and 2010
for sulfur dioxide and mercury. However, the methods to achieve the reductions will be
proposed by the individually affected states. Except for mercury emissions in New York, these
methods have not been proposed by the states in which the company operates at this time.
New York has submitted its mercury emissions control implementation plan to the EPA for
approval. The first phase takes effect in 2010 and requires each existing coal-fired power plant
to meet a facility-wide cap equivalent to a 50% reduction from baseiline. New coal-fired units
and existing facilities in phase 2 (starting in 2015) will need to meet an emission limit that is
approximately equivalent to a 90% reduction. New York will not allow allowance trading to
meet compliance as is allowed under the Clean Air Mercury Rule.

Regulations adopted by the state of New York that further limit acid rain precursor emissions
from electric generating units, possibly at an additional cost to RG&E, became effective

on October 1, 2004, for nitrogen oxides and January 1, 2005, for sulfur dioxide. The current
federal summertime limits for nitrogen oxides are now applied year round. Emissions reduction
targets are set at 50% below the current federal limits for sulfur dioxide and are being phased
in between 2005 and 2008. Emissions reductions will be achieved through a New York State
only market-based allowance trading system similar to those under the 1980 Amendments.
Beyond the allowances allocated to RG&E, there is limited availability of economically-

viable allowances.

RG&E purchases emissions allowances as necessary in order to comply with the Clean Air Act



and New York State acid rain regulations and estimates its cost for allowances will be
approximately $13 million for 2007. In addition, RG&E has installed control equipment at its
facilities at a cost of over $16 million as part of its compliance with the Clean Air Act. if RG&E
were unable to satisfy some of its environmental commitments with emissions allowances,
either because of regulatory changes or an inability to obtain emissions allowances, RG&E
would be required to take alternative actions, which may include reduced plant operation or
shutdown, or repowering with clean coal technologies to comply with the Clean Air Act and

New York State acid rain regulations.

The federal Regional Greenhouse Gas Initiative (RGGI) will set a cap on carbon dioxide
emissions from electric generators at current emission levels starting in 2009, reducing to 10%
below the 2009 cap levels incrementally from 2015 to 2018. Seven northeastem states signed
a memorandum of understanding in December 2005. A model rule for states to implement the
RGGI was finalized in August 2006. Though the model rule specifies that at least 25% of levels
are to be auctioned for consumer benefit or strategic energy program, distribution of the

remaining 75% is left up to individual states.

New York has issued a "pre-proposa!l" draft of its RGGI rule which generally follows the model
rule. One aspect of the rule is that New York proposed to auction 100% of allowances, with
proceeds to be used for "energy efficiency and clean energy technology purposes." Electricity
supply generators will be required to purchase necessary allowances to continue operations
and there would be a corresponding impact on the cost of the electric supply produced by
these generators. The actual draft rule for public comment is expected by mid-2007 with a final

rule by late 2007 or early 2008.

Maine, through the Maine Department of Environmental Protection, is in the process of drafting
its implementation rules based on the model rule. The draft rule would require specific
reductions or allowance purchases by the affected emission sources in Maine and establishes
a framework for allowance trading and purchasing carbon dioxide offsets from eligible sources.
At this time Maine has not determined if, or how much of, the initial allowances would be
auctioned or granted and how any auction proceeds would be applied or distributed. If the
allowances are auctioned, electric supply generators wouid be required to purchase necessary
allowances to continue operations and there would be a corresponding increase in the cost of
electric supply produced by these generators. The company cannot predict the outcome of this
rulemaking or its ultimate impact on the price of electric supply in Maine.

See Item 3 - Legal Proceedings, item 7 - MD&A - Electric Delivery Rate Overview, Electric

Delivery Business Developments, Natural Gas Delivery Rate Overview, Natural Gas Delivery
Business Developments and Item 8 - Note 10 to our Consolidated Financial Statements and

Note 9 to RG&E's Financial Statements.

Number of employees
As of January 31, 2007, Energy East had 5,884 employees, including 1,016 RG&E employees.

Financial information about geographic areas

Neither Energy East nor RG&E have foreign operations.

Available information



We make available free of charge through our Internet Web site, hitp:/www.energyeast.com,
our annual report on Form 10-K, quarterly reports on Form 10-Q, current reports on Form 8-K
and amendments to those reports as soon as reasonably practicable after those reports are
electronically filed with the SEC. Access to the reports is available from the main page of our
Internet Web site through "Financial Information” and then "SEC filings." Our Code of Conduct
and Corporate Governance Guidelines and the charters of the Audit, Compensation and
Management Succession, and Nominating and Corporate Governance committees are also
available on our Internet Web site. Waivers of the Code of Conduct are not contemplated.
However, in the unlikely event of an amendment to, or waiver from, the Code of Conduct
applicable to our principal executive, financial and accounting officers, we will post such
information through our Web site. Access to these documents is available from the main page
of our internet Web site through "Financial Information" and then "Corporate Governance."
Printed copies of these documents are also available upon request by contacting Investor

Relations at (207) 688-4336.

Item 1A. Risk Factors

We regularly identify, monitor and assess our exposure to risk and seek to mitigate the risks
inherent in our energy services and delivery businesses. However, there are risks that are
beyond our control or that cannot be limited cost-effectively or that may occur despite our risk
mitigation efforts. The risk factors discussed below could have a material effect on our financial

position, results of operation or cash flows.

NYSEG's Electric Rate Order issued by the NYPSC that went into effect on January 1,
2007, will significantly impact NYSEG's earnings potential.

The reduction in rates and changes in NYSEG's commodity supply program reduces NYSEG's
eamings potential by $35 million to $45 million, which will have an adverse effect on NYSEG's
financial condition and resuits of operations. In addition, we cannot predict the effect of the

Electric Rate Order on our credit ratings.

The NYPSC has experimented with programs that require utilities to actively encourage
their customers to migrate to ESCO suppliers.

The NYPSC has experimented with programs to require utilities to actively encourage
customers to switch to ESCOs for the purchase of electricity or natural gas. NYSEG and
RG&E have developed such "ESCO Referral" programs, and they have been submitted to the
NYPSC for review and approval. However, to date, the NYPSC has not acted to implement
these programs at RG&E or NYSEG. The NYPSC has also dismantled the Office of Retail
Market Development, upon the resignation of its director, and has re-assigned staff to other
offices of the NYPSC. We cannot predict the outcome of these proceedings.

Our regulated utilities are subject to substantial governmental regulation on the federal,
state and local levels.
On the federal level, the FERC regulates our utilities' transmission rates, affiliate transactions,

the issuance of certain short-term debt securities by our electric utilities and certain other
aspects of our utilities' businesses. State commissions reguiate the rates, terms and conditions



of service, various business practices and transactions, financings, and transactions between
the utilities and affiliates. Local reguiation affects the siting of our transmission and distribution
facilities and our ability to make repairs to such facilities. Our allowed rates of retumn, rate
structures, operation and construction of facilities, rates of depreciation and amortization,
recovery of costs (including exogenous costs such as storm-related expenses), are all
determined by the regulatory process. The timing and adequacy of regulatory relief directly
affect our results of operations and cash flows. Furthermore, compliance with regulatory
requirements may result in substantial costs in our operations that may not be recovered. We
cannot predict the effect that any future changes or revisions to laws and regulations affecting
the utility industry may have on our financtal position, results of operations or cash flows.

We are a holding company whose material assets are the stock of our subsidiaries.

Accordingly, we conduct all of our operations through those subsidiaries. Our ability to pay
dividends on our common stock and to pay principal and accrued interest on our debt depends
upon our receipt of dividends from our principal subsidiaries. Payments to us by those
subsidiaries depend, in turn, upon their resuits of operations and cash flows, which are

subject to the risk factors discussed in this section. The ability of our subsidiaries to make
payments to us is also affected by the level of their indebtedness, and the restrictions on
payments to us imposed under the terms of such indebtedness and restrictions imposed by the

Federal Power Act.

Our natural gas companies may be affected by various factors that could limit their
ability to obtain natural gas supplies.

Supply and demand factors including hurricanes or other natural disasters could affect our
future ability to obtain natural gas supplies. increases in demand and lower supplies can resuit
in higher natural gas prices. While higher costs are generally passed on to customers pursuant
to natural gas adjustment clauses, and therefore do not pose a direct risk to our earnings, we
are unable to predict what effect increases in natural gas prices may have on our customers’

energy consumption or ability to pay.

Transmission projects are subject to regulations and other factors beyond our control.

Our electric utility companies have substantial transmission capital investment programs
including an RG&E transmission project of approximately $119 million that has received the
required regulatory approvals and proposed transmission projects in Maine that could require
significant investment. These transmission projects are expected to increase reliability, meet
new load growth requirements and interconnect with new generation, inciuding renewable
generation. The regulatory approval process for transmission projects is extensive and we may
not be able to obtain the approvals required for our proposed transmission projects. Various
factors beyond our control, including an increase in the cost of materials or labor, may increase
the cost of completing construction projects and may delay construction.

Our new transmission projects are subject to the effects of new legislation, regulation and
regional interpretations of applicable laws and regulations. Any changes to these laws and
regulations may increase the costs or timing of our transmission projects.



The FERC has jurisdiction over transmission expansion and generation interconnection. The
FERC has issued severat orders regarding transmission expansion and generation
interconnection cost allocation. Changes to the ruies and regulations concerning transmission
expansion and generation cost allocations may affect future transmission rates.

RTOs and independent system operators now oversee wholesale transmission services in
NYSEG's, RG&E's, and CMP's service territories and between regions. Our transmission
facilities are operated by and subject to the rules and regulations of the NYISC and ISO-NE.
Changes to those rules and regulations could cause us to incur additional expenses to

maintain our facilities.

Our ability to provide energy delivery and commodity services depends on the
operations and facilities of third parties.

These third party facilities include independent system operators, electric generators from
whom we purchase electricity and natural gas pipeline operators from whom we receive
shipments of natural gas. The loss of use or destruction of our facilities or the facilities of third
parties that are used in providing our services, or with which our electric or natural gas faciiities
are interconnected, due to extreme weather conditions, breakdowns, war, acts of terrorism or
other occurrences could greatly reduce potential earnings and cash flows and increase our
costs of repairs and/or replacement of assets. While we carry property insurance to protect
certain assets and have regulatory agreements that provide for the recovery of losses for such
incidents, our losses may not be fully recoverable through insurance or customer rates.

The demand for our services is directly affected by weather conditions.

The demand for our services, especially our natural gas delivery service, is directly affected by
weather conditions. Milder winter months or cooler summer months could greatly reduce our
earnings and cash flows. Loss of revenue due to power outages in severe weather could also
reduce our earnings or require us to defer some costs for future recovery, thus reducing our
cash flow. While our natura! gas distribution companies mitigate the risk of warmer winter
weather through weather normalization clauses or weather insurance, and we have historically
been able to defer major storm costs for future recovery, we may not always be able to fully

recover ail lost revenues or increased expenses.

We use derivative instruments, such as swaps, options, futures and forwards to manage
our commodity and financial market risks.

We could recognize financial losses as a result of volatility in the market values of these
contracts. We also bear the risk of a counterparty failing to perform. While we employ prudent
credit policies and obtain collateral where appropriate, counterparty credit exposure cannot be

eliminated, particularly in volatile energy markets.

Our ability to hedge our commodity market risk depends on our ability to accurately forecast
demand in future periods. Because of changes in weather and customer demand from period
to period, we may hedge amounts that are greater or less than our actual commodity
deliveries. Such differences may lead to financial losses and, if the differences exceed certain
levels, could result in our hedges becoming ineffective under accounting guidance. Gains or



losses on ineffective hedges are marked-to-market on our income statement without reference
to our underlying sale of the commodity.

Prices for electricity and natural gas are subject to volatility in response to changes in
supply and other market conditions,

We pass commodity price increases on to electric customers who choose a variable price
option and to all natural gas customers. We have a comprehensive hedging program in place
to mitigate the price risk for the load required for electric customers who choose a fixed price
option under NYSEG's and RG&E's current commodity option programs. Higher prices passed
on to customers can lead to higher bad debt expense and customer conservation resuiting in

reduced demand for our energy services.

Our pension plan assets are primarily made up of equity and fixed income investments.

Any fluctuations in the performance of those markets, as well as changes in interest rates,
could increase our funding requirements for pension and postretirement benefit obligations and
cause us to recognize increased expense. In addition, the cost to implement regulatory
requirements and potential revisions to accounting standards could affect our financiali

position, results of operations or cash flow.

Our business follows the economic cycle of the customers in the regions that we serve.

A falling, siow or sluggish economy as found in our upstate New York service territories and
reduced demand for electricity and/or natural gas in the areas in which we do business -
through forced temporary plant shutdowns, closing operations or slow economic growth -
would reduce our earnings potential in the affected region.

We are subject to extensive federal and state environmental regulation.

Our subsidiaries' operations are subject to extensive federal, state and local environmental
laws, rules and regulations that monitor, among other things, emission allowances, pollution
controls, maintenance, site remediation, upgrading equipment and management of hazardous
waste. Various governmental agencies require us to obtain environmental licenses, permits,
inspections and approvals. Compliance with environmental laws and requirements ¢can impose
significant costs, reduce cash flows and result in plant shutdowns.

Our ability and/or cost to access capital! could be negatively affected by changes in our
financial position, results of operations or cash flows.

If any of our utility subsidiaries’ credit ratings were to be downgraded, our ability to access the
capitai markets, including the commercial paper markets, could be adversely affected and our
borrowing costs would increase. Some of the factors that affect credit ratings are cash flows,
liquidity and the amount of debt as a component of total capitalization. An example of a factor
that could cause our subsidiaries' debt as a component of total capitalization to increase is the
need to borrow money to pay for unexpected repairs to their transmission and distribution

systems caused by a catastrophic event.



The application of our critical accounting policies reflects complex judgments and
estimates.

Those policies include industry-specific accounting standards applicable to our rate-regulated
utilities, accounting for goodwill and other intangible assets, pension and other postretirement
benefit plans, unbilled revenue and allowance for doubtful accounts. The adoption of new
accounting standards, changes to current accounting standards or interpretations of such
standards may materially affect our financial position, results of operations or cash flows,

The NYPSC proceeding regarding NYSEG's OPEB reserve could have a significant one-
time impact on earnings.

On August 23, 2006, the NYPSC issued its decision in the NYSEG rate case. Among other
things, the NYPSC instructed the ALJ to open a separate proceeding regarding the NYPSC
staff's position that NYSEG should have retained $57 million of interest in its OPEB reserve
and used it to reduce rate base. A proceeding has been opened and hearings on the issues
raised by the NYPSC staff are currently scheduled for July 2007. NYPSC acceptance of its
staff's position would result in NYSEG treating all or a portion of the $57 million as an addition
to its internal OPEB reserve, with a corresponding charge to income. While we are vigorously
opposing staff on these issues, contending that the NYPSC staff is engaged in retroactive
ratemaking, we cannot predict how this matter will be resolved.

Item 1B. Unresolved Staff Comments
None for Energy East or RG&E.

item 2. Properties

See Item 7 - MD&A - Electric Delivery Business Developments.

NYSEG's electric system includes hydroelectric and gas turbine generating stations,
substations and transmission and distribution lines, substantially all of which are located in the

state of New York.

RGA&E's electric system includes coal-fired, combustion turbine and hydroelectric generating
stations, substations and transmission and distribution lines, all of which are located in the

state of New York.

CMP's electric system includes substations and transmission and distribution lines, all of which
are located in the state of Maine.

The Energy Network owns interests in two natural gas-fired peaking generating stations: one
located in the state of New York and operated by Cayuga Energy, a wholly-owned subsidiary;
and one located in the state of Pennsylvania for which Cayuga Energy manages fuel

procurement and electricity sales.

The operating companies' generating facitities consist of:



Generating

capability
Operating Company Type and location of station {MWs)
NYSEG Gas turbine (Newcomb, NY) 2
NYSEG Gas turbine (Aubumn, NY) 7
NYSEG Hydroelectric (Various - 7 locations) 60
RG&E Hydroelectric {Rochester, NY - 3 locations) 47
RG&E Coal-fired (Greece, NY) 257
RG&E Gas turbine (Hume, NY) 63
RG&E Gas turbine (Rochester, NY - 2 locations) 28
The Energy Network Gas turbine (Carthage, NY) 67
The Energy Network Gas turbine (Archbald, PA) 241

555

Total

() Cayuga Energy's 50.1% share of the generating capabliity.

CMP owns the following percentages of stock in three companies with nuclear generating
facilities: Maine Yankee in Wiscasset, Maine, 38%; Yankee Atomic in Rowe, Massachusetts,
9.5%: and Connecticut Yankee in Haddam, Connecticut, 6%. The three facilities have been
permanently shut down. Maine Yankee completed its decommissioning in 2005 and Yankee
Atomic compieted its decommissioning in 2006. Connecticut Yankee expects to complete its
decommissioning in 2007. Each of the three facilities has an established NRC-licensed
independent spent fuel storage installation on site to store spent nuclear fuel in dry casks unti
the DOE takes the fuel for disposal. (See ltem 7 - MD&A - CMP Nuclear Costs.)

CMP owns 311 substations in the state of Maine having an aggregate transformer capacity of
6,772,787 kilovolt-amperes. The transmission system consists of 2,564 circuit miles of line.
The distribution system consists of 21,984 pole miles of overhead lines and 1,255 miles of

direct bury and network underground lines.

NYSEG owns 439 substations in the state of New York having an aggregate transformer
capacity of 15,221,800 kilovoit-amperes. The transmission system consists of 4,400 circuit
miies of line. The distribution system consists of 30,521 pole miles of overhead lines and 2,063

miles of direct bury and network underground lines.

RG&E owns 164 substations in the state of New York having an aggregate transformer
capacity of 6,480,400 kilovolt-amperes. The transmission system consists of 763 circuit miles
of overhead lines and 502 circuit miles of underground lines. The distribution system consists
of 17,258 circuit miles of overhead lines and 5,274 circuit miles of underground lines.

The operating utilities' natural gas systems consist of:

Miles of Miles of

Transmission Distribution

Operating Company Location Pipeline Pipeline
NYSEG New York State 72 7,878
RG&E New York State 109 8,471
SCG Connecticut - 3,722
CNG Connecticut - 3,657
Berkshire Gas Massachusetts - 733
MNG Maine 2 80

New Hampshire Gas



(Propane air) New Hampshire - 28

NYSEG owns the Seneca Lake Natural Gas Storage Facility, which is able to store
approximately 1.4 billion cubic feet of natural gas. As of December 31, 20086, the facility was at

approximately 95% of capacity.

A portion of our utility plant is subject to liens or mortgages securing certain of our subsidiaries’
first mortgage bonds. None of CMP's, NYSEG's or CNG's utility plant is subject to liens or
mortgages securing first mortgage bonds RG&E, Berkshire Gas and SCG have first mortgage
bond indentures that constitute a direct first mortgage lien on substantially all of their
respective properties. (See Item 8 - Note 6 to our Consolidated Financial Statements and Note

5 to RG&E's Financial Statements.)

item 3. Legal Proceedings

See Item 7 - MD&A - Electric Delivery Rate Overview, Electric Delivery Business
Developments, Natural Gas Delivery Rate Overview and Natural Gas Delivery Business
Developments and Item 8 - Note 10 to our Consolidated Financial Statements and Note 9 to

RG&E's Financial Statements.

Since the NYPSC, DPUC, MPUC and DTE have allowed our operating utilities to recover in
rates remediation costs for certain of the sites referred to in the second and fourth paragraphs
of Note 10 to our Consolidated Financial Statements and Note 9 to RG&E's Financial
Statements, there is a reasonable basis to conclude that such operating utilities will be
permitted to recover in rates any remediation costs that they may incur for all of the sites
referred to in those paragraphs. Therefore, Energy East and RG&E believe that the ultimate
disposition of the matters referred to in the paragraphs of the Notes referred to above will not
have a material adverse effect on their results of operations, financial position or cash flows.

(a) In October 1999 RG&E received a letter from the New York State Attorney General's office
alleging that RG&E may have constructed and operated major modifications to the Beebee
and Russell generating stations without obtaining the required prevention of significant
deterioration or new source review permits. The letter requested that RG&E provide the
Attorney General's office with a large number of documents relating to this allegation. In
January 2000 RG&E received a subpoena from the NYSDEC ordering production of similar
documents. RG&E supplied documents and complied with the subpoena.

The NYSDEC served RG&E with a notice of violation in May 2000 alleging that between 1983
and 1987 RG&E completed five projects at Russell Station and two projects at Beebee Station,
which is currently shut down, without obtaining the appropriate permits. RG&E believes it has
complied with the applicable rules and there is no basis for the Attorney General's and the
NYSDEC's allegations. Beginning in July 2000 the NYSDEC, the Attorney General and RG&E
had a number of discussions with respect to resolution of the notice of violation. In October
2006 the Attomey General's office and the NYSDEC notified RG&E of their intention to file a
complaint in federal court for violations at Russell Station unless a settlement can be reached.
Were the Attorney General and the NYSDEC to commence a Ciean Air Act lawsuit against
RG&E, they would need to demonstrate, among other things, that the challenged modifications
to the Russell generating station cause an “increase" in emissions from the station. The issue
of what constitutes the appropriate test for an emissions increase currently is before the United
States Supreme Court in Environmental Defense v. Duke Energy Corporation, Docket No. 05-



848. Oral argument was held on November 2006, and a decision is expected in the first half of
2007. RG&E, the NYSDEC and the Attorney General continue to discuss this matter and no
suit has been filed to date. RG&E is not able to predict the outcome of this matter.

(b) The State of Connecticut filed suit in February 2007 against Energy East and its affiliates
TEN Companies, CNG and CTG Resources, Inc. for an alleged $14 million overcharge for
heating and cooling services supplied to state buildings since 1992. While the company
believes that there is no merit to this action, it cannot predict the outcome of this matter.

Item 4. Submission of Matters to a Vote of Security Holders

None for Energy East or RG&E.

LA B R I R

Executive Officers of the Registrants

(identification of executive officers is inserted in Part I in accordance with Regulation S-K, Item
401(b), Instruction 3.) The ages of the officers set forth below are as of December 31, 2006.

Energy East Corporation

Name and Position Age Period Business experience - January 2002 to date
served

Waeslsy W. von Schack 62 to date Chairman, President and Chief Executive Officer

Chairman, President and Chief

Executive Officer

Robert E. Rude 53 2005 to date  Senior Vice President and Chief Regulatory Officer

Senior Vice President and Chief to 2005 Vice President and Controller

Regulatory Officer

Richard R. Benson 49 2007 Senior Vice Prasident and Chief Administrative Officer

2005 to 2007 Vice President and Chief{ Administrative Officar
2004 to 2005 Vice President, Administrative Services of Energy East Management

Corporation

Senior Vice President and
Chief Administrative Officer

to 2004 Vice President, Human Resources of Energy East Management
Corporation
Robert D. Kump 45 2007 Senior Vice Prasident and Chief Financial Officer
Senior Vice President and Chief 2005 to 2007 Vice President, Controller and Chief Accounting Officer
Financial Officer 2002 to 2005 Vice President, Treasurer and Secretary
to 2002 Vice President and Treasurer
57 2007 Senior Vice President and Chief Development and

F. Michasl McClaln

Senior Vice President and Chief Integratlon Officer

Development and Integration Officer 2005 to 2007 Vice President - Finance, Treasurer and Chief Intagration Officer
Vice President, Finance and Chief Integration Officar of Energy East

2003 to 2005 Management Corporation
Vice President, Finance of Energy East Management Corporation

o 2003
Paul K. Gannolly, Jr. 82 2006 to date Vice President - Ganeral Counsel
Vice President - General Counssl to 2005 Pariner - LeBoeuf, Lamb, Greene and MacRae LLP
Vice President, Public Affairs of Energy East

Angela M. Sparks-Beddoe 42 to date
Vice President, Public

Affairs of Energy East

Management Corporation

Managemaent Corporation

New York State Electric & Gas

Corporation
Rochester Gas and Electric Corporation
Name and Position Age Period Business experience - January 2002 to date

servec



50 2005 to date

James P. Laurito

President and Chief Executive Officer
of New York State

Electric & Gas Corporation

and Rochester Gas and

Electric Corporation

2004 to 2008
2003 to 2004

President and Chisf Executive Officer of New York State Electric & Gas
Corporation and Rochester Gas and

Electric Corporation
President of New York State Electric & Gas Corporation and Rochester

Gas and Electric Comoration
Presiden! and Treasurer of New York State

Electric & Gas Corporation
Pres.aent ana Chief Operating Officer of Connecticut Natural Gas

Corporation and The Southem Connecticut
Gas Company

10 2003
Central Maine Power Company
Name and Position Age Period
served

Business experience - January 2002 to date

51 2005 to date

Sara J. Burns
President and Chief Executive Officer

of Central Maine
Power Company

to 2005

President and Chief Exacutive Officer of Central Maine

Power Company
President of Central Maine Powar Company

The Berkshire Gas Company
Connecticut Natural Gas Corporation
The Southern Connecticut Gas Company

Business experience - January 2002 to date

President and Chief Executive Officer of Connecticut

Natura! Gas Corporation and The Southem Connecticut

Gas Company

Chairman and Chief Executive Officer of The Berkshire

Gas Company

Executive Vice President and Chief Operating Officer of Connecticut
Natural Gas Corporation and The Southern Connecticut Gas Company
Senior Vice President, Operating Services of Conneclicut Natural Gas
Corporation and The Southern Connecticut

Gas Company

President, Chief Executive Officer and Treasurer of The Berkshire Gas
Company

Vice President, Operating Services of Connecticut

Naturat Gas Corporation and The Southarn Connecticut

Gas Company

Name and Position Age Period
served
Robert M. Allesslo 56 2005 1o date
President and Chief Exacutive Officer
of Connecticut Natural Gas Corporation
and The Southern Connecticut Gas 2004 to date
Company
2004 to 2005
Chairman and Chief Executive Officer
of The Berkshire
Gas Company 2003 to 2004
to 2004
to 2003
Karen L. Zink 49 2004 to date
President, Treasurer and Chief
Operating Officer of The Berkshire Gas 2003 1o 2004
Company
to 2003

President, Treasurer and Chief Operating Officer of The Barkshire Gas
Company
Vice President and General Manager of The Berkshire

Gas Company
Vice President of Tha Berkshire Gas Company

Wesley W. von Schack has an employment agreement for a term ending June 30, 2007.
Mr. von Schack’s agreement provides for his employment as Chairman, President & Chief

Executive Officer of the company. The agreement provides for automatic one-year extensions

unless either party gives notice that such agreement is not to be extended.

Robert M. Allessio, Sara J. Burns and F. Michael McClain each have an employment
agreement, which is automatically extended each month untess either party to an agreement
gives written notice that it is not to be extended. Ms. Burns' agreement provides for her
employment as President of CMP and Mr. Allessio’s agreement provides for his employment

as Chief Executive Officer of Berkshire Gas.

Each officer holds office for the term for which he or she is elected or appointed, and until his
or her successor is elected and qualifies. The term of office for each officer extends to and
expires at the meeting of the Board of Directors following the next annual meeting of



shareholders.

PART II

Item 5. Market for Registrants’ Common Equity, Related Stockholder Matters and Issuer
Purchases of Equity Securities

Our common stock is listed on the New York Stock Exchange. The number of shareholders of
record was 29,896 at January 31, 2007.

Quarter Ended March 31 June 30 September 30 December 31
2006
Dividends Declared per Share $.29 $.29 $.29 $.30
Common Stock Price
High $25.57 $25.29 $25.20 $25.66
Low $22.98 $22.18 $23.36 $23.62
2005
Dividends Declared per Share $.275 $.275 $.275 $.29
Common Stock Price
High $26.95 $30.07 $29.35 $25.95
Low $24.98 $25.09 $24.82 $22.50

RGS Energy, a wholly-owned subsidiary of Energy East, owns all of RG&E's common stock.
See Item 8 - RG&E's Statements of Changes in Common Stock Equity for information

regarding dividends declared.

Equity Compensation Plan Information

The following table provides information as of December 31, 2006, with respect to shares of
common stock that may be issued under Energy East's 2000 Stock Option Plan and its

Restricted Stock Plan.

{c)
{a) Number of securitles
Number of aecurities (b) remaining available for
to be issued upon Weighted-average future issuance under
exercise of exercise price of equity compensation plans
outstanding options outstanding options {excluding securities
Plan category and SARs and SARs reflected in column(a))
Equity Compensation
Plan Approved by
Stockholders (2000
Stock Option Plan) 3,658,555 $24.03 8,731,246
Equity Compensation
Plan Not Appreved
by Stockholders
gsestncted Stock Plan) N/A N/A 995,624
Total 3,658,555 7,726,870




M See Item 8 - Note 12 to our Consolidated Flnancial Statements for information regarding the Restricted Stock Plan.

issuer Purchases of Equity Securities

Energy East Corporation
(c) (d)

Total number Maximum
of shares number of shares
(a) purchased as that may yet be
Total number (b) part of publicly purchased under
of shares Average price announced plans the plans or
Period purchased paid per share or programs programs
Month #1
{October 1, 2006 to
October 31, 2006) 4,941 $24.03
Month #2
{November 1, 20086 to
November 30, 2006) 4,919(1) $23.84
Month #3
(December 1, 2006 to
December 31, 2006) 6,189(" $25.32
Total 16,049 $24.50 -

M Represents shares of our common stock (Par Value $.01) purchased in open-market transactions on behalf of our Employees’ Stock Purchase

Plzn.

RG&E had no issuer purchases of equity securities during the quarter ended
December 31, 20086.

Item 6. Selected Financial Data

See the information under the heading Selected Financial Data for Energy East, which is
included on page 11-23.
RG&E meets the conditions set forth in General instruction I (1)(a) and (b) of Form 10-K for

a reduced disclosure format. Accordingly, the ltem 6 information related to RG&E is
not presented.

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

See the information under the heading Management's Discussion and Analysis of Financial
Condition and Resuits of Operations for Energy East, which is included in this report on pages
11-24 to II-55.




RG&E meets the conditions set forth in General Instruction I1(1)(a) and (b) of Form 10-K for a
reduced disclosure format and is therefore including a management's narrative analysis of the
results of operations as specified in General Instruction 1(2)(a) of Form 10-K. See information
under the heading Management's Narrative Analysis of Results of Operations for RG&E, which

is included in this report on pages 11-97 to [1-98.

Item 7A. Quantitative and Qualitative Disclosures About Market Risk

See Item 7 - MD&A - Market Risk for Energy East and see the Notes to Financial Statements
in Item 8 that are referred to in Energy East's Market Risk disclosure.

See Item 7A - Quantitative and Qualitative Disclosures about Market Risk for RG&E on page
11I-99 and see the Notes to Financial Statements in [tem 8 that are referred to in RG&E's Item

7A disclosures.

Iitem 8. Financial Statements and Supplementary Data

Index to 2006 Financial Statements

Part - Page
Energy East Corporation
nsoli lance S 11-56
onsolidated Sta nts of I1-58
Consolidated Statements of Cash Flows I1-59
Consolidated Statements of Changes in Common Stock Equity [1-60
Notes to Consolidated Financial Statements 1I-61
Report of Independent Registered Public Accounting Firm [1-94
Financial Statement Schedule 1.
Consolidated Valuation and Qualifying Accounts 11-96
Rochester Gas and Electric Corporation
Statements of income I1-101
Balance Sheet -102
Sta s of I1-104
tement anges i i I1-105
Notes to Financial Statements I-106
Report of Independent Registered Public Accounting Firm I1-126
Financial Statement Schedule I
Valuation and Qualifying Accounts 1I-127

item 9. Changes in and Disagreements with Accountants on Accounting and
Financial Disclosure

None for Energy East or RG&E.

Item 9A. Controls and Procedures



Management's Annual Report on Disclosure Controls and Procedures

The principal executive officers and principal financial officers of Energy East and RG&E
evaluated the effectiveness of their respective company’s disclosure controls and procedures
as of the end of the period covered by this report. "Disclosure controls and procedures" are
controls and other procedures of a company that are designed to ensure that information
required to be disclosed by the company in the reports that it files or submits under the
Securities Exchange Act of 1934, within the time periods specified in the SEC rules and forms,
is recorded, processed, summarized and reported, and is accumulated and communicated to
the company's management, including its principal executive officer and principal financial
officer, as appropriate to allow timely decisions regarding required disclosure. Based on their
evaluation, the principal executive officers and principal financial officers of Energy East and
RG&E concluded that their respective company's disclosure controls and procedures

are effective.

Energy East Management's Annual Report on Internal Control Over Financial Reporting

Energy East's management is responsible for establishing and maintaining adequate internal
control over financial reporting. Internal controi over financial reporting is a process designed
to provide reasonable assurance regarding the reliability of financial reporting and the
preparation of financial statements for external purposes in accordance with accounting
principles generally accepted in the United States of America. Under the supervision and with
the participation of management, including the principal executive officer and principal financial
officer, an evaiuation was conducted of the effectiveness of the internal control over financial
reporting based on the framework in /nternal Control - Integrated Framework issued by The
Committee of Sponsoring Organizations of the Treadway Commission. Based on Energy
East's evaluation under the framework in Internal Control - Integrated Framework,
management concluded that Energy East's internal control over financial reporting was

effective as of December 31, 2006.

Energy East management's assessment of the effectiveness of its internal control over
financial reporting as of December 31, 2006, has been audited by PricewaterhouseCoopers
LLP, an independent registered public accounting firm, as stated in their report on page I1-94.

Changes in Internal Control over Financial Reporting

On October 1, 2006, RG&E modified certain internal controls over financial reporting to
accommodate the implementation of a new customer care system. The customer care system
is used for customer bill production and integrates RG&E's revenue, accounts receivable and
cash management transactions with Energy East's centralized accounting system.

There were no other changes in Energy East's or RG&E's internal control over financial

reporting that occurred during each company's most recent fiscal quarter that have materially
affected, or are reasonably likely to materially affect, the respective company's internal control

over financial reporting.
Item 9B. Other information

None for Energy East or RG&E.
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2006 2005 2004 2003 2002 (1)
{Thousands, sxcept per share amounts)
Operating Revenues $5,230,665 $5,298,543  $4,756,692 $4,514,490 $3,778,026
Depreciation and amortization $282,568 $277.217 $292,457 $299,430 $240,308
Other taxes $249,834 $246,271 $252,860 $269,238 $229,158

Interest Charges, Net $308,824 $288,897 $276,890 $284,482 $256,161

Income from Continuing

Operations $259,832 $256,833 $237,621 $208,490 $189,929
Net income $259,832 $256,833 $229,337 $210,446 $188,603(2)
Eamings per Share from

Continuing Operations, basic $1.77 $1.75 $1.63 $1.43 $1.45(
Eamnings per Share frem $1.78

Continuing Operations, diluted $1.74 $1.62 $1.43 $1.45@
Eamings per Share, basic $1.77 £1.75 $1.57 $1.45 $1.44 (2)
Eamings per Share, diluted $1.76 $1.74 $1.56 $1.44 $1.442)
Dividends Declared per Share $1.17 $1.115 $1.055 $1.00 $.96
Average Common

Shares Qutstanding, basic 146,962 146,964 146,305 145,535 131,117
Average Common

Shares Outstanding, diluted 147,717 147,474 146,713 145,730 131,117
Utility Capital Spending $408,231 $331,294 $299,263 $289,320 $2290,387
Total Assets $11,562,401 $11,487,708 $10,796,622 $11,330,441 $10,944 347

Long-term Obligations,
Capital Leases and
Redeemable Preferred Stock

(1) Due to the complstion of our merger transaction during 2002 the consolidated financial statements include RGS Energy's results bepinning with July

2002,
{2) includes the writedown of our investment In NEON Communications, Inc. that decreased net income $7 milllon and EPS 8 cents and the effact of

restructuring expanses that decreased net income $24 million and EPS 19 cents.

Management's Discussion and Analysis of Financial Condition and Results of

Operations

Energy East Corporation

Overview

Energy East's primary operations, our electric and natural gas utility operations, are subject to
rate regulation established predominately by state utility commissions. The approved
regulatory treatment on various matters significantly affects our financial position, results of
operations and cash flows. We have long-term rate plans for NYSEG's natural gas segment,
RG&E, CMP and Berkshire Gas that currently allow for recovery of certain costs, inciuding



stranded costs; and provide stable rates for customers and revenue predictability. Where long-
term rate pians are not in effect, we monitor the adequacy of rate levels and file for new rates
when necessary. NYSEG's five-year electric rate plan expired December 31, 2006, and new
rates went into effect on January 1, 2007. SCG received approval for new rates that became
effective January 1, 2008, and CNG recently entered into a settiement agreement that, if
approved, will result in new rates effective April 1, 2007. As of January 31, 2007, Energy East

had 5,884 employees.

We continue to focus our strategic efforts on the areas that have the greatest effect on
customer satisfaction and shareholder value. NYSEG implemented a new customer care
system in the first quarter of 2006 and RG&E implemented a similar system in October 2006.

The continuing uncertainty in the evolution of the utility industry, particularly the electric utility
industry, has resulted in several federal and state regulatory proceedings that couid
significantly affect our operations and the rates that our customers pay for energy. Those
proceedings, which are discussed below, could affect the nature of the electric and natural gas

utility industries in New York and New England.

We expect to make significant capital investments to enhance the safety and reliability of our
distribution systems and to meet the growing energy needs of our customers in an
environmentally responsible manner. Capital spending is expected to exceed $3 billion through
2011, including $496 million in 2007. Major spending programs include the installation of
advanced metering infrastructure in New York and Maine requiring a $500 million investment;
$500 million of transmission investments, predominantly in Maine; a high efficiency transformer
replacement program; and a "green" fleet initiative. The majority of these planned transmission
investments will be pursuant to a regional reliability ptanning process and will qualify for the
FERC's transmission investment ROE incentive adders. (See New England RTO.) We will also
be investigating the repowering of the Russeit Station using clean coal technologies, at a
potential estimated cost of approximately $500 million. We estimate that over one-half of our
capita! spending program will be funded with internally generated funds and the remainder
through the issuance of a combination of debt and equity securities.

Energy East Corporation

Strategy

We have maintained a consistent energy delivery and services strategy over the past several
years, focusing on the safe, secure and reliable transmission and distribution of electricity and
natural gas. Our operating companies have become increasingly efficient through realization of
merger-enabled synergies. The company intends to augment this strategic focus by

addressing many of the precepts of the Energy Policy Act of 2005 inciuding: a) investing in
transmission to increase reliability, meet new load growth and connect new, renewable
generation to the grid; b) investing in advanced metering infrastructure to promote customer
conservation and peak load management; c) investing in our distribution infrastructure to make
it more efficient by reducing losses; and d) investing in new regulated generation that is



environmentally friendly and, where possible, sustainable.

Our individual company rate plans are a critical component of our success. While specific
provisions may vary ameng our public utility subsidiaries, our overall strategy includes creating
stable rate environments that aliow those subsidiaries to earn a fair return while minimizing

price increases and sharing achieved savings with customers.

Electric Delivery Rate Overview

Our electric delivery business consists primarily of our regulated electricity transmission,
distribution and generation operations in upstate New York and Maine. The electric industry is
requlated by various state and federal agencies, including state utility commissions and the
FERC. The following is a brief overview of the principal rate agreements in effect for each of

our electric utilities.

Electric Rate Plans: NYSEG had an electric rate pian that took effect as of January 1, 2002,
and expired on December 31, 2006. That rate plan provided for equal sharing of the greater of
ROEs in excess of 12.5% on electric delivery, or 15.5% on the total electric business (including
commodity earnings that over the term of the rate plan were estimated to be $25 million to $40
million on an annual basis based on future energy prices at the time the plan was approved)
for each of the years 2003 through 2006. For purposes of earnings sharing, NYSEG was
required to use the lower of its actual equity or a 45% equity ratio. At December 31, 2006, the
equity NYSEG used for earnings sharing approximated $740 million, which was based on the
45% equity ratio limitation. Earnings levels were sufficient to generate estimated pretax sharing
with customers of $5 million in 2006, $28 million in 2005, and $17 million in 2004.

On August 23, 2008, the NYPSC issued an order requiring that NYSEG reduce its electric
delivery rates by approximately $36 million, or approximately 6%, effective January 1, 2007.

(See NYSEG Electric Rate Order .)

RGA&E's current rates were established by the 2004 Electric Rate Agreement, which addresses
RG&E's electric rates through at least 2008. Key features of the Electric Rate Agreement
include freezing electric delivery rates through December 2008, except for the implementation
of a retail access surcharge effective May 1, 2004, to recover $7 million annually. An ASGA
was established that was originally estimated to be $145 million at the end of 2008 and will be
used at that time for rate moderation or other purposes at the discretion of the NYPSC. The

Opeg;iong
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Electric Rate Agreement also established an earnings-sharing mechanism to allow customers
and shareholders to share equally in earnings above a 12.25% ROE target. Earnings levels
were sufficient to generate $6 million of pretax sharing in 2006 and $23 million in 2005.

NYSEG and RG&E currently offer their retail customers choice in their electricity supply
including a fixed rate option, a variable rate option under which rates vary monthly based on
the actual cost of electricity purchases and an option to purchase electricity supply from an
ESCO. Both NYSEG's and RG&E's customers make their supply choice annually. Those



customers who do not make a choice are served under a variable price option. Customers also
pay nonbypassable wires charges, which include recovery of stranded costs. The table below
shows the percentages of load that are projected to be served under the various commodity

supply options for 2007.

NYSEG RG&E
Fixed Price Option 17% _ 21%
Variable Price Option 45% : 29%,
Energy Service Company Option 38% 50%

Experience has shown that the majority of our residential and small commercial customers
want their utility to remain a supply option and prefer a fixed price option. NYSEG and RG&E
believe that their programs are among the most successful of any retail access plans in New
York State in terms of active participation and customer migration. In addition, their programs
have produced customer benefits in excess of $130 million through 2006. Customer benefits
inciude the customer's portion of earnings sharing and costs that were absorbed by NYSEG
and RG&E that would otherwise have been deferred for future recovery had earnings levels

been insufficient to generate sharing.

CMP's distribution costs are recovered under the ARP 2000, which became effective January
1, 2001, and continues through December 31, 2007, with price changes, if any, occurring on
July 1. CMP's annual delivery rate adjustments are based on inflation with productivity offsets
of 2.756% in 2006 and 2.9% in 2007. Price adjustments since 2002 have generally resulted in

rate decreases.

CMP uses formula rates for transmission that are FERC regulated. The formula rates provide
for the recovery of CMP's cost of owning, operating and maintaining its local and regional
transmission facilities and local control center, including a FERC-approved base level ROE of
10.9%, plus a 50 basis point adder for regional facilities and a 100 basis point adder applicable
to regional facilities placed in service after December 31, 2003, and approved as part of the
1ISO-NE regional planning process. The formula rates are updated annually in a filing to the
FERC on June 1st. CMP's transmission rates increased approximately $20 million for the rate
year effective June 1, 2006. The increase enables CMP to recover its share of ISO-NE
regional transmission costs and its local transmission costs.

Management's Discussion and Analysis of Financial Condition and Resuits of

Operations
Energy East Corporation

Pursuant to Maine statutes, CMP recovers the above-market costs of its purchased power
agreements, as well as costs incurred to decommission and dismantie the nuclear facilities in
which CMP has an ownership share, through its stranded cost rates. In January 2005 the
MPUC approved new stranded cost rates for the three-year period ending February 2008.
Any difference between actual and projected stranded costs is deferred for future refund

-



or recovery. CMP is prohibited by state law from providing commodity service to its customers.

Electric Delivery Business Developments

NYSEG Electric Rate Order. In September 2005 NYSEG filed a six-year Electric Rate Plan
Extension with the NYPSC, to commence on January 1, 2007, NYSEG's Electric Rate Plan
Extension, as subsequently amended, proposed, beginning on January 1, 2007, to reduce the
nonbypassable wires charge by $168 million and increase delivery rates by $104 million,
thereby resulting in an annualized overall electricity delivery rate decrease of $64 million, or
8.6%. NYSEG proposed to accomplish the reduction in its nonbypassable wires charge by
accelerating benefits from certain expiring above-market NUG contracts and capping the
amount of above-market NUG costs over the term of the rate plan extension (referred to as
NYSEG's NUG levelization proposal). NYSEG also proposed to increase its equity ratio from
45% to 50%. In addition, NYSEG's proposal would have aillowed customers to continue

to benefit from merger synergies and savings.

In early February 2006 Staff of the NYPSC (Staff) and six other parties submitted their direct
cases. Staff presented only a one-year rate case. In its presentation, Staff proposed a delivery
rate decrease of approximately $83 million, or about 13.4%. Staff neither rebutted nor
addressed NYSEG's revised and updated rate plan extension proposal, including its NUG
levelization proposal, and opposed NYSEG's proposal to extend its Voice Your Choice
commodity program. Staff also raised several retroactive accounting issues that will be
addressed in a future proceeding. The most significant of those issues concerns NYSEG's
internal cther post employment benefits (OPEB) reserve (explained below), which, if accepted

by the NYPSC, would have a material effect on earnings.

On August 23, 20086, the NYPSC issued its order in this proceeding. Major provisions of the
Order include:

A decrease in delivery rates of $36 million. NYSEG's most recent update in the
proceeding requested a $58 million increase in delivery rates.

A 9.55% ROE. NYSEG had requested an 11% ROE.

An equity ratio of 41.6% (approximately $610 million of equity) based on Energy East's
consolidated capital structure. NYSEG had requested a 50% equity ratio based on its

actual capital structure.

A refund of $77 million to be paid from NYSEG's ASGA that had previously been
reserved for customers. The ASGA was initially created in 1998 as a result of the sale of
NYSEG's generating stations and had been enhanced during NYSEG's prior electric rate
plans with the customers' share of earnings from the earnings sharing mechanism.
Payment of the refund will be made through a credit to customers' bills by the end of April

2007.

Management's Discussion and Analysis of Financial Condition and Results of
Operations
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« One retroactive accounting issue raised by Staff concerns $57 million of interest
associated with NYSEG's internal OPEB reserve, which NYSEG has offset against other
QPEB costs in its income statement over the past decade. The NYPSC determined that
$3.6 million in annual revenues that NYSEG receives will remain subject to refund
pending further examination of NYSEG's accounting for OPEB costs. A proceeding
related to this issue began in the fourth quarter of 2006 and could result in NYSEG
treating all or a portion of the $57 million as an addition to its internal OPEB reserve, with
a corresponding charge to income. NYSEG is vigorously defending its position and
contends that the NYPSC staff is engaged in retroactive ratemaking, but is unable to

predict its outcome.

Significant modifications to NYSEG's previously approved Voice Your Choice commodity
program, including:

- Use of the variable rate supply option as the default for all customers not
making a supply eiection, rather than the previous fixed price default option.

- A 30% reduction in the cost allowance used to set the supply rate.

- The use of an eamings collar for supply of plus or minus $5 million pre-tax
with sharing outside the collar of 80% to customers and 20% to shareholders.
NYSEG previously could earn 300 basis points ROE on supply
(approximately $22 million) after which earnings were shared equally.

NYSEG believes that the commodity options program in the Order is unworkable in the long-
term and inconsistent with the development of a competitive retail market for supply. In
particular, NYSEG believes that the lower cost allowance used to set the supply rate does not
cover the cost and risk of providing fixed price electricity at retail, and will stifle participation by

retail energy service providers.

NYSEG estimates that the effect of the order will be to reduce its earnings by $35 million to
$45 million. This estimate includes the effects of the delivery rate reduction, the lower ROE,
the lower equity base that NYSEG is allowed to earn on and the changes in the commodity

program, including the revised sharing provisions.

On September 7, 2006, NYSEG filed a petition with the NYPSC for rehearing and request for
oral argument responding to certain aspects of the Order including the disallowance of system
implementation costs. On December 15, 2006, the NYPSC denied NYSEG's petition.

Niagara Power Project Relicensing: The NYPA's FERC license with respect to the Niagara
Power Project expires on August 31, 2007. In order to continue to operate the Niagara

Power Project, the NYPA filed a relicensing application in August 2005. The NYPA's
relicensing process is important to NYSEG's and RG&E's customers because an aggregate of
over 360 MWs of Niagara Power Project power has been allocated to the companies based on
their contracts with the NYPA. (NYSEG and RG&E also receive allocations from the St.
Lawrence Project pursuant to those same contracts.) The contracts expire on August 31, 2007,
upon termination of the NYPA's FERC license. The annual value of the Niagara ailocation to
the companies at current electricity market prices is approximately $77 million and the loss of




the
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allocation would increase NYSEG's and RG&E's residential customer rates. However, the
NYPA has stated that the allocation of Niagara Power Project power to NYSEG and RG&E
should not be addressed in the relicensing proceeding and that the disposition of the power will
be in accordance with state and federal requirements.

Advanced Metering infrastructure: in February 2007 in response to an August 2006 NYPSC
order, NYSEG and RG&E filed a plan to install advanced metering infrastructure (smart
meters) for all of their electric and natural gas customers. Smart meters would enable
customers to better control their energy usage by providing time-differentiated rates. Smart
meters would also improve the companies' response to service interruptions, enhance safety,
and provide internal usage and demand data that will ultimately lead to peak demand reduction
and defer the need for generation sources. The plan calls for a total capital investment of
approximately $370 million between 2008 and 2010.

Errant Voltage: In January 2005 the NYPSC issued an Order Instituting Safety Standards in
response to a pedestrian being electrocuted from contact with an energized service box cover
in New York City. The incident occurred outside of our service territory. All New York utilities
were directed to respond to that order by February 19, 2005, with a report that provided a
detailed voltage testing program, an inspection program and schedule, safety criteria applied
to each program, a quality assurance program, a training program for testing and inspections
and a description of current or planned research and development activities related to errant
voltage and safety issues. The order also established penalties for failure to achieve annual
performance targets for testing and inspections, at 75 basis points each.

In early February 2005 NYSEG and RG&E filed, with two other New York State utilities, a joint
petition for rehearing that focused on several areas including the impracticability of the
timetable established in the order. In response to the order, in late February 2005 NYSEG and
RG&E filed a testing and inspection plan that is consistent with the timetable identified in the
joint petition for rehearing. NYSEG and RG&E are implementing their plans, including testing
of equipment. On July 21, 2005, in response to the petition for rehearing, the NYPSC issued
an order detailing the revised requirements for stray voltage testing and reduced penalties
during the first year to 37.5 basis points. NYSEG and RG&E filed the required annual reports
with the NYPSC on January 17, 2006. in August 2006 NYSEG and RG&E completed their first
complete cycle of testing and at the request of the NYPSC, submitted an interim report on
October 23, 2006, detailing their results. Under the provisions of their respective rate plans,
they are allowed to defer and recover these costs.

For 2006, costs incurred to comply with the order were approximately $4 million for NYSEG
and $2 million for RG&E. For 2007, estimated additional costs to comply with the order are
approximately $6 million for NYSEG and $3 million for RG&E.



RG&E Transmission Project. In December 2004 RG&E received approval from the NYPSC to
upgrade its electric transmission system in order to provide sufficient transmission and ensure

reliable service to customers in anticipation of the shutdown of the Russell Station. The project
includes building or rebuilding 38 miles of transmission lines and upgrading substations in the
Rochester, New York area. In August 2005 RG&E selected the team of EPRO Engineering,
E.S. Boulos and O'Connell Electric Company for the project. Construction on the project began
in the first quarter of 2006 and is expected to be completed by December 2007. The estimated

cost of the project is approximately $119 million.
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RG&E Dispute Settlement Related to NMP2 Exit Agreement. In November 2001 RG&E and

three other NMP2 joint owners, including Niagara Mohawk Power Corporation (Niagara
Mohawk), sold their interests in NMP2 to Constellation Nuclear, LLC. In connection with the
sale of NMP2, RG&E informed Niagara Mohawk that RG&E's payment obligations and rights
to certain TCCs would cease according to the terms of an exit agreement executed by RG&E
and Niagara Mohawk in June 1998. Niagara Mohawk disagreed with RG&E's position,
claiming that RG&E must continue to make annual payments that were to decline from about
$7 million per year in 2002 to $4 million per year in 2007, and remain at that leve! until 2043. In -
August 2001, RG&E filed a complaint asking the New York State Supreme Court, Monroe

County, to find that, as a result of the sale of its interest in NMP2, RG&E has no further

obligation to make payments under the exit agreement and that the TCCs to which RG&E was
entitied under the exit agreement should be returned to and accepted by Niagara Mohawk.

In the first quarter of 2006, RG&E and Niagara Mohawk stayed the litigation and entered into
confidential mediation with an ALJ appointed by the NYPSC. On June 29, 2006, the parties
executed a settlement agreement that provides for RG&E's one-time payment of $34 million to
Niagara Mohawk and further provides that RG&E retain the rights and obligations related to
the TCCs until 2043, including the value accumulated to date of approximately $4 million. The
settlement agreement was contingent upon the fulfillment of certain closing conditions, -
including FERC acceptance of an amendment to and restatement of the exit agreement. All
of the necessary closing conditions were fulfilled, including a favorable judgment from the
FERC and the lack of a negative finding by the Director of Accounting and Finance of the
NYPSC, and RG&E made the required payment. In accordance with the 2001 settlement and
order associated with the transfer of RG&E's share of NMP2 to Constellation Nuclear and
RG&E's Electric Rate Agreement, RG&E adjusted its regulatory asset established as a result
of the sale of NMP2 for the amount of the $34 million payment to Niagara Mohawk, which was
offset by the accumulated TCC amount of approximately $4 million. The payment will also be
adjusted by any future TCC amounts. RG&E's resuits of operations were not affected by the
settlement of this dispute. The current amortization and recovery of this regulatory asset in

rates remains unchanged.

Threatened Litigation for Russell Station: In October 1999 RG&E received a letter from the
New York State Attorney General's office alleging that RG&E may have constructed and

operated major modifications to the Beebee and Russell generating stations without obtaining

)



the required prevention of significant deterioration or new source review permits. The letter
requested that RG&E provide the Attorney General's office with a large number of
documents relating to this allegation. In January 2000 RG&E received a subpoena from the
NYSDEC ordering production of similar documents. RG&E supplied documents and complied

with the subpoena.

The NYSDEC served RG&E with a notice of violation in May 2000 alleging that between 1983
and 1987 RG&E completed five projects at Russell Station, and two projects at Beebee
Station, which is currently shut down, without obtaining the appropriate permits. RG&E
believes it has complied with the applicable rules and there is no basis for the Attorney
General's and the NYSDEC's allegations. Beginning in July 2000 the NYSDEC, the Attorney
General and RG&E had a number of discussions with respect to the resolution of the notice of
violation. In October 2006 the Attorney General's office and the NYSDEC notified RG&E of
their intention to file a complaint in federal court for violations at Russeli Station unless a

settiement can be reached.
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Were the Attorney General and the NYSDEC to commence a Clean Air Act lawsuit against
RG&E, they would need to demonstrate, among other things, that the challenged modifications
to the Russell generating station cause an "increase” in emissions from the station. The issue
of what constitutes the appropriate test for an emissions increase currently is before the United
States Supreme Court in Environmental Defense v. Duke Energy Corporation, Docket No. 05-
848. Oral argument was heid on November 2006, and a decision is expected in the first half of
2007. RG&E, the NYSDEC and the Attorney General continue to discuss this matter and no
suit has been filed to date. RG&E is not able to predict the outcome of this matter.

CMP Altemative Rate Plan: In December 2005 CMP and the Maine Office of the Public
Advocate filed with the MPUC a stipulation for an extension of CMP's ARP 2000. The
stipulation was als¢ supported by low-income customer advocates, and a coalition of industrial
energy customers signed the stipulation agreement. The stipulation maintained the provisions
of CMP's ARP 2000 and proposed a three-year extension with four additional items: (i) a 0.5%
increase in the scheduled productivity offset of 2.75% for July 2006 and provided for

productivity offsets

averaging 2% for 2008, 2009 and 2010, (ii) an additional $2.2 million in assistance for low-
income customers annually starting in 2006, (iii) CMP agreed to educate its customers on the
regional benefits of adjusting usage during peak hours and demand periods and also agreed to
limit the promotion of increased usage during specified higher demand periods and (iv) CMP
agreed to commit to investing an additional $25 million through 2010 for enhancements to the

reliability, safety and security of its distribution system.

in February 2006 the MPUC approved that portion of the stipulation increasing assistance to
low-income customers for one year. On April 28, 2006, the Staff of the MPUC filed its analysis
and recommendations with the MPUC commissioners, opposing the stipulation other than the



portion that was approved. CMP and the other stipulating parties responded to the Staff's
recommendations in a brief filed on May 19, 2008. On June 5, 2006, the MPUC determined
that the stipulation was not in the public interest unless substantially modified, and on June 21,
2006, the MPUC agreed to dismiss the proceeding at the request of the stipulating parties.
CMP will file a proposal for a new alternative rate plan by May 1, 2007, to be effective January
1, 2008. In the interim, CMP continues to operate under the terms of ARP 2000.

CMP Electricity Supply Responsibility: Under Maine statutes, CMP's customers.can choose to

arrange for competitive energy supply or take default supply under standard-offer service as
arranged by the MPUC. The MPUC conducts periodic supply solicitations for standard-offer
service by customer class. If the MPUC does not accept any competitive supply bid for a
standard offer arrangement, the MPUC can mandate that CMP be a standard-offer provider of
electricity supply service for retail customers and CMP would recover all costs of such an
arrangement in rates. As of January 2007, the MPUC has approved standard-offer service
arrangements for all of CMP's customer classes through competitive solicitation. The supply
prices and terms of the arrangements vary by class, including a laddered three-year
arrangement for residential and small commercial customers that solicits one-third of the
supply each year and a six-month arrangement for medium and jarge commercial and

industrial customers.
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CMP Nuclear Costs: CMP owns shares of stock in three companies that own nuclear
generating facilities in New England that have been permanently shut down, and are
decommissioned or in process of being decommissioned: Maine Yankee Atomic Power
Company (38% ownership), Connecticut Yankee Atomic Power Company (6% ownership) and
Yankee Atomic Electric Power Company (9.5% ownership). Each of the three facilities has an
established NRC licensed independent spent fuel storage installation on site to store spent
nuclear fuel in dry casks until the DOE takes the fuel for disposal. The Yankee companies
commenced litigation in 1998 charging that the federal government had breached the contracts
it entered into with each of the Yankee companies in 1983 for spent nuclear fuel disposal. The
contracts provided for the federal government to begin removing spent nuclear fuel from the
Yankee companies, no later than January 31, 1998, in return for payments by each of the
Yankee companies. Two federa! courts found that the federal government breached its
contracts with the Yankee companies and other utilities, A trial in the U.S. Court of Federal
Ciaims to determine the monetary damages owed to the Yankee companies for the DOE's
continued failure to remove spent nuclear fuel concluded in January 2005. The Yankee
companies' individual damage claims are specific to each plant and inciude costs through
2010, the earliest year the DOE expects that it will begin removing fuel.

On September 30, 2006, the U.S. Court of Federal Claims issued a favorable ruling for the

three Yankee companies in their litigation with the federal government over its failure to

remove spent nuclear fuel from the three former nuclear power plant sites. In the ruling,

Yankee Atomic was awarded $33 million in damages for costs through 2001, Connecticut

Yankee was awarded $34 miliion for costs through 2001, and Maine Yankee was awarded $76



million for costs through 2002. CMP's sponsor-weighted share of the award is approximately
$34 million. Since spent nuclear fuel continues to be stored at the sites, the Yankee companies
will have the opportunity to recover more damages in future lawsuits. On December 4, 2006,
the federal government appealed the decision, delaying payment of the damage awards. Any
awards ultimately received will be credited to the Yankee companies' respective electric
ratepayer-funded, decommissioning or spent fuel trust funds. CMP cannot predict the ultimate

outcome of this matter.

Pursuant to a FERC approved settlement, in July 2004 Connecticut Yankee filed for FERC
approval of a revised schedule of decommissioning charges to be collected from its wholesale
customers, based on an updated estimate of decommissioning costs. Estimated
decommissioning and long-term spent fuel storage costs for the period 2000 through 2023
increased by approximately $390 million in 2003 dollars and result in annual collections of
$93 miilion from Connecticut Yankee's owners, including CMP. The revised estimate reflects
increases in the projected costs for spent fuel storage, security, liability and property insurance
and the fact that Connecticut Yankee had to take over all work to complete the
decommissioning of the plant due to its termination of its contract with Bechtel, the turnkey
decommissioning contractor, in July 2003. On August 11, 2008, Connecticut Yankee filed a
settlement agreement supported by all parties, including the FERC trial staff, that resolved all
of the issues contested and will allow Connecticut Yankee to collect the increased
decommissioning costs. FERC approved the settlement agreement in November 2006. The
revised decommissioning charges will be collected in wholesale rates effective January 1,

2007, until December 2015.
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Nonutility Generation: We expensed approximately $560 million for NUG power in 2006 and
we estimate that our combined NUG power purchases will total $568 million in 2007, $392

million in 2008, $229 million in 2009, $84 million in 2010 and $85 million in 2011. CMP and
NYSEG continue to seek ways to provide relief to their customers from above-market NUG
contracts that state regulators ordered the companies to sign, and which, in 2006, averaged
10.2 cents per kilowatt-hour for CMP and 11.3 cents per kilowatt-hour for NYSEG. Recovery of
these NUG costs is provided for in CMP's stranded cost rates and in NYSEG's rates through a
nonbypassable wires charge. (See ltem 8 - Note 9 to our Consolidated Financial Statements.)

New England RTQ: Iin March 2004 the FERC issued an order that accepted a six-state New
England RTO that CMP participates in and which is operated by ISO-NE and the New England
transmission owners. The RTO began operations effective February 1, 2005. As an RTO, I1SO-
NE is responsible for the independent operation of the regional transmission system and
regional wholesale energy market. The transmission owners retain ownership of their
transmission facilities and control over their revenue requirements. The FERC also approved
both a 50 basis point ROE incentive adder for regional transmission facilities subject to RTO
control and a 100 basis point ROE incentive adder for new regional transmission facilities
approved as part of the regional planning process. The New England transmission owners
appealed the application of the adders to locat facilities to the Circuit Court of Appeals for the




District of Columbia. Other parties appealed the FERC's decision to grant the adders to
regional facilities. On June 30, 2006, the Court denied the appeals and upheld the FERC's
decisions. On October 31, 2006, the FERC issued an Opinion and Order on Initial Decision
establishing the ROE applicable to the RTO, including CMP's transmission system. The
October 31 order adopts a base-level ROE of 10.2 percent, with three adjustments as follows:
a 50 basis point incentive for RTO participation; a 100 basis peint incentive for new
transmission investment; and a 74 basis point adjustment reflecting updated bond data, as
applicable to the period commencing with the date of the order. The resulting ROEs for
existing regional transmission facilities were 10.7 percent for the period February 1, 2005,
through October 31, 2006, and are 11.4 percent for the going-forward period.

The ROEs that will apply to post-2003 regional transmission facilities approved as part of the
regional reliability planning process will include an incremental 100 basis point adder, and are
11.7 percent prior to the date of the order, and 12.4 percent for the going-forward period.
Several parties have filed for rehearing of the order and can appeal the final order. The New
England transmission owner filing parties submitted a filing in compliance with the order on
December 21, 2006 to establish a refund and billing procedure as required by the finai Order.
On February 6, 2007, several parties filed a late protest to this compliance filing. CMP cannot

predict the outcome of these proceedings.

Locational Installed Capacity Markets: In 2003 the FERC required ISO-NE to file a proposed
mechanism to implement, by January 1, 20086, location or deliverability requirements in the

installed capacity or resource adequacy market to ensure that generators that provide capacity
within areas of New England are appropriately compensated for reliability. In response, in 2004
ISO-NE developed and filed with the FERC a market proposal based on an administratively set
demand curve (previously referred to as iocational installed capacity or LICAP). In June 2005

the FERC ALJ issued an initial decision, essentially adopting the ISO-NE market proposal, with

minor modifications.

Management's Discussion and Analysis of Financial Condition and Resul
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CMP and other parties that oppose the ISO-NE market proposal filed exceptions to the
recommended decision in July 2005. The Energy Policy Act of 2005 included a "sense of
Congress" provision to the effect that the FERC should carefully consider the objections of the
New England states to the proposal in the recommended decision. Following oral arguments,
the FERC granted the request to conduct settlement discussions to consider alternatives.
Settlement discussions began in November 2005 and in January 2006 the settlement ALJ
reported to the FERC that most of the parties had reached an agreement in principle on an
alternative. The alternative would provide fixed transitional capacity payments from 2006 until
2010 and provide capacity payments based on a Forward Capacity Market Auction thereafter.
CMP opposed this settiement agreement because of the cost of the transition payments to
electric customers in Maine. The ISO-NE and a majority of New England Power Pool
(NEPOOL) participants supported the settlement agreement. That alternative has been filed
with the FERC as a component of a comprehensive settlement agreement.



The MPUC, among other parties, filed comments opposing the settlement agreement, because
the proposal could have an adverse effect on Maine's economy by increasing its generation
supply rates, including standard offer rates, by an estimated 5% to 10%. On June 15, 2006,
the FERC issued an order accepting the settlement agreement without modification. The
MPUC and other parties opposed to the settlement agreement filed a request with the FERC
asking it to reconsider its June 15 order. On October 31, 2006, the FERC issued an Order on
Rehearing and Clarification denying requests for rehearing and affirming its approval of the
settlement agreement. With the FERC's denial of the rehearing requests, the resuiting
increased costs associated with regional installed capacity have been reflected in Maine
consumers' generation supply rates since December 2006. Several parties, including the
MPUC, have filed notices of appeal in the US Circuit Court of Appeals, seeking to overtumn the
FERC's orders approving the settlement agreement. CMP cannot predict the outcome of these

proceedings.

England RTO: Maine lawmakers enacted legislation in 2005 that requires the MPUC to
conduct two inquiries. The first concerns whether or not CMP and other Maine electric utilities

should continue to participate in the New England RTO, as operated by the {SO-NE. In this
inquiry, the MPUC issued an interim report to the Maine Legislature on January 16, 2007,
reporting its preliminary findings: inequities exist in the current cost allocation system of the
ISO-NE tariff; no insurmountable legal, economic or technical barriers preclude withdrawal
from the ISO-NE; and reasonable alternatives exist. The MPUC has begun the next phase of
this inquiry in which three options will be explored: altering the transmission cost allocation
formula; exiting the RTO and creating a state-wide independent transmission company; or
joining with New Brunswick and other Maritime provinces to create a Maine-Canada market.
The MPUC has set a June 2007 target date for a draft report to the legisiature containing

recommendations for further action.
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The second inquiry concemns regional energy markets and generation deregulation. The

MPUC conducted an initial inquiry into the development of a Maine electric resource adequacy
plan and the use of long-term generating capacity contracts between utilities and capacity
suppliers and developed provisional long-term contracting rules and the first report on resource
adequacy, which were submitted to the legislature for further action in early 2007. Because the
proposed long-term contracting rules are considered major, substantive rules, the Maine

Legislature must vote on their adoption.

CMP will continue to participate in the MPUC and subsequent legislative proceedings and
cannot predict the outcome of the inquiries.

Natural Gas Delivery Rate Overview

Our natural gas delivery business consists of our regulated natural gas transportation, storage
and distribution operations in New York, Connecticut, Massachusetts and Maine. The natural



gas industry is regulated by various state and federal agencies, including state utility
commissions. All of our natural gas utilities have a natural gas supply charge or a purchased
gas adjustment clause to defer and recover actual natural gas costs. The following is a brief
overview of the current rate agreements in effect for each of our natural gas utilities.

Natural Gas Rate Plans: NYSEG's Natural Gas Rate Plan, which became effective October 1,
2002, freezes overall delivery rates through December 31, 2008, and contains an earnings-
sharing mechanism, a weather normalization adjustment mechanism and a gas cost incentive
mechanism. The earnings-sharing mechanism requires equal sharing of eamings between
NYSEG customers and shareholders of ROEs in excess of 12.5% through 2008. For purposes
of earnings sharing, NYSEG is required to use the lower of its actual equity or a 45% equity
ratio, which approximates $250 million. No sharing occurred in 2006, 2005 or 2004,

RG&E's current rates were established by the 2004 Natural Gas Rate Agreement, which
addresses RG&E's natural gas rates through 2008. Key features of the Natural Gas Rate
Agreement inciude freezing natural gas delivery rates through December 2008, except for the
implementation of a natural gas merchant function charge to recover approximately $7 million
annually beginning May 1, 2004. The Natural Gas Rate Agreement also implemented a
weather normalization adjustment to protect both customers and RG&E from fluctuating
revenues due to swings in temperature outside a normal range, and a gas cost incentive
mechanism to provide a means of sharing with customers any future gas supply cost savings
that RG&E achieves. An earnings-sharing mechanism was established to allow customers and
shareholders to share equally in earnings above a 12.0% ROE target. No sharing occurred in

2006, 2005 or 2004.

SCG's current rates became effective on January 1, 20086, pursuant to a settlement agreement
that is in effect through December 31, 2007. The total increase in revenue requirements for
firm rates was set at 8.4% or about $26.7 million and included amounts for recovery of

previously deferred costs including bad debts.

CNG's {RP expired on September 30, 2005, and its rates have continued in effect since then,
but the earnings sharing mechanism, the rate stay-out commitment and the exogenous cost
provision were no longer applicable. On September 29, 2006, CNG filed for new rates to
become effective on April 1, 2007. On December 21, 2006, CNG and other participants in the
proceeding filed a settlement agreement with the DPUC for an increase of $15.5 miliion that
would be in effect through March 31, 2008. (See CNG Regulatory Proceeding.)

Management's Discussion and Analysis of Financial Condition and Results of
Operations
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Berkshire Gas' current rate plan is a 10-year rate plan that went into effect on February 1,
2002, and runs through January 31, 2012, with a mid-period review in 2007. The plan has no
ROE cap and has an annual inflationary rate adjustment that is determined based on the gross
domestic product minus 1% as a productivity offset. The adjustment is made on September 15t
each year. Berkshire Gas does not believe the mid-period review will result in any significant

changes to its rate plan.



Natural Gas Delivery Business Developments

Natural Gas Supply Agreements. Our natural gas companies - NYSEG, RG&E, SCG, CNG,
Berkshire Gas and MNG - each have a three-year strategic alliance with BP Energy Company

ending on March 31, 2007, that gives them the right to acquire natural gas supply and
optimizes transportation and storage services. We are exploring our options for a new alliance,

CNG Regulatory Proceeding. On March 21, 2006, the DPUC notified CNG that it had initiated
a general rate review of CNG pursuant to Connecticut General Statutes, which state that the

DPUC must conduct a financial review or require a rate case every four years. On September
29, 2006, CNG submitted a general rate filing, requesting a net rate increase of $28.2 million,
or 7.9%, in base delivery revenues effective April 1, 2007, based on an 11.0% ROE. The
requested increase includes $6.7 million for increased bad debt expense, including a hardship
program, $5.6 million for sharing of achieved management efficiencies and $4.3 million to
offset lower normalized customer usage.

On December 21, 2008, CNG and the OCC filed with the DPUC a proposed Settlement
Agreement in which the parties have agreed to a net increase in firm revenues of $15.5 million
(4.2% of total firm revenues), and a 10.1% ROE. CNG has also agreed to freeze its base
distribution rates for a period of at least 30 months, untii October 2009, to implement an
automated meter reading system by July 2008, and to a non-firm delivery margin threshoid of
$8.6 million with sharing of 86% to customers and 14% to shareholders. A final decision by the

DPUC is expected in April 2007.

Manufactured Gas Plant Rermnediation Recovery. RG&E and NYSEG independently began cost
contribution actions against FirstEnergy Corp. (formerly GPU, Inc¢.) in federal district court;
RG&E in the Western District of New York in August 2000 and NYSEG in the Northern District
of New York in April 2003. The actions are for both past and future costs incurred for the
investigation and remediation of inactive manufactured gas plant sites. Discovery is ongoing in
both actions. A trial date for the RG&E action has been set for the fourth quarter of 2007. Any
proceeds from these actions will go to customers. RG&E and NYSEG are unable to predict the

outcome of these actions at this time.

Environmental Insurance Settlements: in 2005 we served demands on three of our liability
insurance carriers seeking coverage for environmental investigation and clean-up costs
incurred at three former manufactured gas plant sites located in Massachusetts. In 2006 we
settled claims against two carriers for substantial cash payments from each. We are still in
negotiations with the third carrier and cannot, at this time, predict the resuits of these
negotiations. Pursuant to Massachusetts regulations, we are allowed to retain a share of these

settlement proceeds for shareholders.

Energy East Corporation

New Accounting Standards



The FASB released FIN 48 in July 2006 and issued Statements 157 and 158 in September
2006. See Item 8 - Note 1 to our Consolidated Financial Statements for explanations about
these new accounting standards and when they will become or became effective.

Contractual Obligations and Commercial Commitments

At December 31, 2006, our contractual obligations and commercial commitments are:

Total

2007

2008

2009

2010

2011

After 201"

{Thousands)

Contractual
Obligations
Long-term
debt™
Capital lease
obligations("
Operating
leases
Nonutility
generator
power
purchase
obligations
Nuclear plant
obligations
Unconditional
purchase
obligations:
Electric
Natural gas
Pension and
other
postretirement
benefits

Other long-term

obligations

'$7,521,068

37,116

87,762

1,821,553

229,354

2,032,368
212,320

2,252,779

7,179

$497,028
3,486

13,452

567,815

28,878

373,401
86,017

184,804

3,727

$318,878
3,486

13.071

392,057

25,240

290,453
71,276

193,507

1,621

$365,5625
3,513

11,761

229,208

13,543

296,135
27,284

203,112

885

$467,371
3,513

11,664

83,586

12,631

311,961
16,589

213,599

596

$407,927
2,791

10,484

84,927

3,868

279,568
9,864

225,162

267

$5,464,33¢
20,32

27,32(

463,95¢

145,19.

480,85(
1,29(

1,232,59!

8.

Total
Contractual

Obligations $14,201,499 $1,758,608 $1,309,589 $1,150,967 $1,121,510 $1,024,868 $7,835,95

m Amounts for long-term debt and capital lease obligations include future interest payments. Future interest payments on variable-rate debt sre
determined using established rates at December 31, 2006.
{2) Amounts are through 2018 only,

(3 The above table excludes our regulstory llabilities, deferred income taxes, asset retirement obligation and environmental remadiation costs because
the related future cash flows are uncertain. See ltem 8 - Notes 8, 7, 9 and 14 to our Consolidated Financial Statements for additional information

regarding our financial commitments at December 31, 2006.

Management's Discussion and Analysis of Financial Condition and Results of
Operations
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Critical Accounting Policies

in preparing our financial statements in accordance with accounting principles generally
accepted in the United States of America, management must often make estimates and
assumptions that affect the reported amounts of assets, liabilities, revenues, expenses and
related disclosures at the date of the financial statements and during the reporting period.
Some of those judgments can be subjective and compiex, and actual results could differ from
those estimates. Qur most critical accounting policies include the effects of utility regulation on
our financial statements, the estimates and assumptions used to perform our annual
impairment analyses for goodwill and other intangible assets, to calcuiate pension and

other postretirement benefits and to estimate unbilled revenues and the allowance for

doubtful accounts.

Regulatory Assets and Liabilities: Statement 71 allows companies that meet certain criteria to
capitalize, as regulatory assets, incurred and accrued costs that are probable of recovery in

future periods. Those companies record, as regulatory liabilities, obligations to refund
previously collected revenue or obligations to spend revenue collected from customers on

future costs.

We believe our public utility subsidiaries will continue to meet the criteria of Statement 71 for
their regulated electric and natural gas operations in New York, Maine, Connecticut and
Massachusetts; however, we cannot predict what effect a competitive market or future actions
of the NYPSC, MPUC, DPUC, DTE or FERC will have on their ability to continue to do so. If
our public utility subsidiaries can no longer meet the criteria of Statement 71 for all or a
separable part of their regulated operations, they may have to record as an expense or as
revenue certain regulatory assets and regulatory liabilities.

Approximately 90% of our revenues are derived from operations that are accounted for
pursuant to Statement 71. The rates our operating utilities charge their customers are set
under cost basis regulation reviewed and approved by each utility's governing regulatory

commission.

Goodwill and Other Intangible Assets: We do not amortize goodwill or intangible assets with

indefinite lives. We test both goodwill and intangible assets with indefinite lives for impairment
at ieast annually and amortize intangible assets with finite lives and review them for
impairment. Impairment testing includes various assumptions, primarily the discount rate and
forecasted cash flows. We conduct our impairment testing using a range of discount rates
representing our marginal, weighted-average cost of capital and a range of assumptions for
cash flows. Changes in those assumptions outside of the ranges analyzed could have a
significant effect on our determination of an impairment. We had no impairment in 2006 of our
goodwill or intangible assets with indefinite lives. (See Item 8 - Note 4 to our Consolidated
Financial Statements and Note 3 to RG&E's Financial Statements.)

Pension and QOther Postretirement Benefit Plans: We have pension and other postretirement
benefit plans covering substantially all of our employees. In accordance with Statement 87 and
Statement 106, the valuation of benefit obligations and the performance of plan assets are
subject to various assumptions. The primary assumptions include the discount rate, expected
return on plan assets, rate of compensation increase, health care cost inflation rates, mortality
tables, expected years of future service under the pension benefit plans and the methodology

used to amortize gains or losses.
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Assumptions are based on our best estimates of future events using historical evidence and
iong-term trends. Changes in those assumptions, as well as changes in the accounting
standards related to pension and postretirement benefit plans, could have a significant effect
on our noncash pension income or expense or on our postretirement benefit costs. As of
December 31, 2006, we increased the discount rate from 5.50% to 5.75%. The discount rate is
the rate at which the benefit obligations could presently be effectively settled. The discount rate
was determined by developing a yield curve derived from a portfolio of high grade noncaliable
bonds that closely matches the duration of the expected cash flows of our benefit obligations.
(See Iltem 7 - MD&A - Other Market Risk, and Item 8 - Note 14 to our Consolidated Financial

Statements and Note 12 to RG&E's Financial Statements.)

Unbilled Revenues: Unbilled revenues represent estimates of receivables for energy provided
but not yet billed. The estimates are determined based on various assumptions, such as
current month energy load requirements, billing rates by customer ciassification and delivery
loss factors. Changes in those assumptions could significantly affect the estimates of

unbilled revenues. (See Iltem 8 - Note 1 to our Consolidated Financial Statements and Note 1

to RG&E's Financial Statements.)

Allowance for Doubiful Accounts: The allowance for doubtful accounts is our best estimate of
the amount of probable credit losses in our existing accounts receivable, determined based on
experience for each service region and operating segment and other economic data. Each
month the operating companies review their allowance for doubtful accounts and past due
accounts over 90 days and/or above a specified amount, and review all other balances on a
pooled basis by age and type of receivable. When an operating company believes that a
receivable will not be recovered, it charges off the account balance against the allowance.
Changes in assumptions about input factors such as economic conditions and customer
receivables, which are inherently uncertain and susceptible to change from period to period,
could significantly affect the aliowance for doubtful accounts estimates. (See ltem 8 - Note 1 to
our Consolidated Financial Statements and Note 1 to RG&E's Financial Statements.)

M ement's Disc ion and A sis of Fin jal C i |
Operations
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Liguidity and Capital Resources

Cash Flows

The following table summarizes our consolidated cash flows for 2006, 2005 and 2004.



Year Ended December 31, 2006 2005 2004
{Thousands)

Operating Activities
Net income $259,832 $256,833 $229,337
Noncash adjustments to net income 419,196 422,635 431,700
Changes in working capital (198,307) (95,256) {233,246)
Other (101,227) (83,940) (88,691)
Net Cash Provided by Operating Activities 379,494 500,272 339,100
Investing Activities
Sale of generation assets - 5 - 453,678
Excess decommissioning funds retained c = 76,593
Utility plant additions (408,231) (331,284) {299,263)
Current investments available for sale, net 172,925 (57,270) (135,655)
Other 7,547 20,133 1,600
Net Cash (Used in) Provided by Investing Activities {227,759) {368,431) 96,953
Financing Activities
Net issuance of common stock (5,764) (3,838) (2,988)
Net (repayments of) increase in debt and
preferred stock of subsidiaries (5,258) 30,908 (333,095)
Dividends on common stock (167,349)  (150,367) {136,374)
Net Cash Used in Financing Activities (178,371) (123,297) ~ (472,457)
Net Increase (Decrease) in Cash and Cash Equivalents (26,636) 8,544 (36,404)
Cash and Cash Equivalents, Beginning of Year 120,009 111,465 147,869
Cash and Cash Equivalents, End of Year $93,373 $120,009 $111.465

Operating Activities Cash Flows: Net cash provided by operating activities was $379 million in
2008 compared to $500 million in 2005 and $339 million in 2004. The major items that
contributed to the $121 million decrease in cash provided by operating activities for 2006 were:

o A reduction in accounts payable and accrued liabilities primarily due to payments for
natural gas and electricity purchases and to refunds of amounts previously heid on
deposit that reduced cash flow by $339 million, and

o The payment of $34 million by RG&E to resolve a dispute with Niagara Mohawk. (See
RG&E Dispute Settlement Related to NMP2 Exit Agreement.)

Energy East Corporation

Those decreases in cash flow were partially offset by:

« A reduction in receivables that increased cash flow by $123 million,
o A reduction in inventory due to lower natural gas prices that increased cash flow by

$88 million, and
« Lower pension contributions that increased cash flow by $54 million.

The $161 million increase in cash provided by operating activities for 2005 was primarily due



to:

« Increased accounts payable and accrued liabilities of $103 million primarily for the
purchase of electricity and natural gas at higher prices than in the prior year.

o A decrease in the amount of taxes paid in the current year of $93 million, primarily due to
taxes paid in 2004 for the sale of Ginna.

« A decrease of $35 million in customer refunds related to the proceeds from the sale of
Ginna in 2004. RG&E refunded $60 million in 2004 and $25 million in 2005.

Those increases in cash flow were partially offset by:
« Increased expenditures of $40 million to replenish natural gas inventories,

« An increase of $37 million due to higher accounts receivable resulting from higher

prices, and
e An increase of $35 million in pension contributions.

Investing Activities Cash Flows: Net cash used in investing activities was $228 million in 2006
compared to $368 million in 2005 and net cash provided by investing activities of $97 million in

2004, The $140 million decrease in 2006 was primartly due to the liquidation of current
investments available for sale. The $465 million change in 2005 was primarily due to effects of

the sale of Ginna in 2004,

Utility capital spending totaled $408 million in 2006, $331 million in 2005 and $299 million in
2004, including nuclear fuel for RG&E in 2004, Capital spending in all three years was
financed principaliy with internally generated funds, and was primarily for the extension of
energy delivery service, necessary improvements to existing facilities, compliance with
environmental requirements and governmental mandates, new customer care systems

for NYSEG and RGE, and the RG&E transmission project.

Utility capital spending is projected to be $496 million in 2007, the majority of which is
expected to be paid for with internally generated funds and will be primarily for the same
purposes described above, except for the now completed customer care systems for NYSEG
and RG&E. (See item 8 - Note 9 to our Consolidated Financial Statements.)

Cash flows from investing activities include proceeds from the liguidation of auction rate
securities, which are recorded as current investments available for sale, We use auction rate
securities in a manner similar to cash equivalents and the amount invested in such securities
will increase as short-term funds are availabie. Our investments in auction rate securities have
decreased during the year as a result of the operational activities discussed above.

Management’s Discussion and Analysis of Financial Condition and Results of

Operations
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Financing Activities Cash Flows: Net cash used in financing activities was $178 million in 2006
compared to $123 million in 2005 and $472 million in 2004. The $55 million increase in 2006



was primarily due to lower net issuance of long-term debt securities than in 2005. The $349
million decrease in 2005 was primarily the result of lower debt redemptions than in 2004 when
funds were available from the sale of Ginna.

Capital Structure at December 31, 2006 2005 2004
Long-term debt(? §7.1% 57.0% §7.2%
Short-term debﬂz) 1.6% 1.7% 3.1%
Preferred stock 0.3% 0.4% 0.7%
Common equity 41,0% 40.9% 39.0%

100.0% 700.0% 100.0%

o Includes currant portion of long-tarm debt
{2) Includes notes payable

The financing activities discussed below inciude those activities necessary for the company
and its principal subsidiaries to maintain adequate liquidity and improve credit quatity and
ensure access to capital markets. Activities include minimal common stock issuances in
connection with our Investor Services Program and employee stock-based compensation
plans, new short-term facilities and various medium-term and long-term debt transactions.

Our equity financing activities during 2006 and early 2007 included:

» Raising our common stock dividend 3.4% in October 2006 to a new annual rate of
$1.20 per share.

« Repurchasing 250,000 shares of our common stock in February 2006, primarily for
grants of restricted stock.

+ Awarding 273,733 shares of our common stock in 2006, issued out of treasury stock, to
certain employees through our Restricted Stock Plan, at a weighted-average grant date
fair value of $24.75 per share of common stock awarded.

¢ Issuing 204,235 shares of our common stock in 2006, at an average price of $24.21 per
share, through our Investor Services Program. The shares were original issue shares.

« Repurchasing 350,000 shares of our common stock in January 2007, primarily for grants
of restricted stock.

« Awarding 296,145 shares of our common stock in February 2007, issued out of treasury
stock, to certain employees through our Restricted Stock Plan, at a weighted-average
grant date fair value of $24.76 per share of common stock awarded.

In January 2006 CMP issued $10 million of Series F medium-term notes at 5.27%, due in
2016, and $30 million of Series £ medium-term notes at 5.30%, due in 2016, to refinance

maturing debt.

In April 2006 NYSEG issued $12 million of Series 2006A tax-exempt multi-mode bonds, due in
2024 at an initial interest rate of 3.10%, which is presently reset weekly in an auction process,
to refinance $12 million of maturing debt that had an interest rate of 6%.




Energy East Corporation

In July 2006, we redeemed all of our 8 1/4% junior subordinated debt securities at par and
expensed approximately $11 million of unamortized expense in July 2006 in connection with
the redemption. $10 million of this amount was related to the issuance of the associated trust
preferred securities. The redemption was financed by the issuance of $250 million of
unsecured long-term debt at 6.75%, due in 2036, and by the issuance of short-term debt. (See
ltem 8 - Note 6 to our Consolidated Financial Statements.) We settled the hedges we had
entered into in connection with the refinancing at a gain of approximately $15 million, which we

will amortize over the life of the new debt.

In August 2006, we issued an additional $250 million of unsecured long-term debt at 6.75%,

due in 2036. We used substantially all of the proceeds to redeem $232 million of 5.75% notes
that were scheduled to mature in November 2006. We settled the hedges we had entered into
in connection with the refinancing at a gain of approximately $8 million, which we will amortize

over the life of the new debt.

in December 2008 NYSEG issued $100 million of senior unsecured notes at 5.65%, due in
20186. A portion of the proceeds was used to refund short-term debt that was issued to
refinance a $25 million tax-exempt note that matured on December 1, 2006, and to fund the

$77 million customer refund that will be made by the end of April 2007.

Available Sources of Funding

Energy East is the sole borrower in a revolving credit facility providing maximum borrowings of
up to $300 million. OQur operating utilities are joint borrowers in a revolving credit facility
providing maximum borrowings of up to $475 miilion in aggregate. Sublimits that total to the
aggregate limit apply to each joint borrower and can be altered within the constraints imposed
by maximum limits that apply to each joint borrower. In June 2006 we extended our two
revolving credit facilities for one year. Both facilities now have expiration dates in 2011 and
require fees on undrawn borrowing capacity. Two of our operating utilities have uncommitted
bilaterai credit agreements for a total of $10 million. The two revolving credit facilities and the
two bilateral credit agreements provided for consolidated maximum borrowings of $785 million

at December 31, 2006, and December 31, 2005.

We use commercial paper and drawings on our credit facilities (see above) to finance working
capital needs, to temporarily finance certain refundings and for other corporate purposes.
There was $109 million of such short-term debt outstanding at December 31, 2006, and $121
million outstanding at December 31, 2005. The weighted-average interest rate on short-term
debt was 6.0% at December 31, 2006, and 4.6% at December 31, 2005.

We filed a shelf registration statement with the SEC in June 2003 to sell up to $1 billion in an
unspecified combination of debt, preferred stock, common stock and trust preferred securities.
We plan to use the net proceeds from the sale of securities under this shelf registration, if any,
for general corporate purposes. We currently have $305 million available under the shelf

registration statement.
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Market Risk

Market risk represents the risk of changes in value of a financial or commodity instrument,
derivative or nonderivative, caused by fluctuations in interest rates and commaodity prices.

The following discussion of our risk management activities includes "forward-looking"
statements that involve risks and uncertainties. Actual results could differ materially from those
contemplated in the "forward-looking™” statements. We handle market risks in accordance with
established policies, which may include various offsetting, nonspeculative derivative
transactions. (See Item 8 - Note 1 to our Consolidated Financial Statements.)

The financial instruments we hold or issue are not for trading or speculative purposes. Qur
quantitative and qualitative disclosures below relate to the following market risk exposure
categories: Interest Rate Risk, Commodity Price Risk and Other Market Risk.

Interest Rate Risk. We are exposed to risk resulting from interest rate changes on variable-rate
debt and commercial paper. We use interest rate swap agreements to manage the risk of
increases in variable interest rates and to maintain desired fixed-to-floating rate ratios. We
record amounts paid and received under those agreements as adjustments to the interest
expense of the specific debt issues, After giving effect to those agreements we estimate that,
at December 31, 2006, a 1% change in average interest rates would change our annual
interest expense for variable-rate debt by about $5 million. Pursuant to its current rate plans,
RG&E defers any changes in variable-rate interest expense. (See item 8 - Notes 6, 7 and 11 to
our Consolidated Financial Statements and Notes 5, 6 and 10 to RG&E's Financial

Statements.)

We also use derivative instruments to mitigate risk resulting from interest rate changes on
anticipated future financings, and amortize amounts paid and received under those
instruments to interest expense over the life of the corresponding financing.

Commodity Price Risk: Commodity price risk, due to volatility experienced in the wholesale
energy markets, is a significant issue for the electric and natural gas utility industries. We

manage this risk through a combination of regulatory mechanisms, such as allowing for the
pass-through of the market price of electricity and natural gas to customers, and through
comprehensive risk management processes. These measures mitigate our commodity price

exposure, but do not completely eliminate it.

NYSEG and RG&E offer their retail customers choice in their electricity supply including fixed
and variable rate options and an option to purchase electricity supply from an ESCO. During
the fourth quarter of 2006, NYSEG's and RG&E's electric customers chose their supply options
for 2007. The table below shows the percentages of load that are projected to be served under

the various commodity suppiy options for 2007.

NYSEG RG&E

Fixed Price Option 17% 21%



Variable Price Option 45% 29%
Energy Service Company Option 38% 50%

Management'’s Discussion and Analysis of Financial Condition and Results of

Operations
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NYSEG's and RG&E's exposure to fluctuations in the market price of electricity is limited to the
load required to serve those customers who select the fixed rate option, which effectively
combines delivery and supply service at a fixed price. NYSEG and RG&E use electricity
contracts, both physical and financial, to manage fluctuations in the cost of electricity required
to serve customers who select the fixed rate option. We include the cost or benefit of those
contracts in the amount expensed for electricity purchased when the related electricity is sold.
Owned electric generation and long-term supply contracts reduce NYSEG's exposure, and
significantly reduce RG&E's exposure, to market fluctuations for procurement of their fixed rate

option electricity supply.

As of February 15, 2007, the portion of expected load for fixed rate option customers not
supplied by owned generation or long-term contracts is 100% hedged for NYSEG for on-peak
and off-peak periods in 2007, A fluctuation of $1.00 per megawatt-hour in the average price of
electricity would change NYSEG's earnings less than $150 thousand for NYSEG in 2007.
RG&E expects to meet its fixed price load obligations in 2007 with owned generation or long-
term supply contracts. The percentage of NYSEG's and RG&E's hedged load is based on load
forecasts, which include certain assumptions such as historical weather patterns. Actual
results could differ as a result of changes in the load compared to the load forecast.

Other comprehensive income associated with our financial electricity contracts for the year
ended December 31, 2006, was $7 million, reflecting a decrease of $162 million as compared
to December 31, 2005. The decrease is primarily a result of wholesale market price changes
for electricity and the settiement of positions in 2006. Other comprehensive income for 2006
will have no effect on future net income because we only use financial electricity contracts to
hedge the price of our electric load requirements for customers who have chosen a fixed price

option.

All of our natural gas utilities have purchased gas adjustment clauses that allow them to
recover through rates any changes in the market price of purchased natural gas, substantially
eliminating their exposure to natural gas price risk. We use natural gas futures and forwards to
manage fluctuations in natural gas commodity prices in order to provide price stability to
customers. We include the cost or benefit of natural gas futures and forwards in the commodity
cost that is passed on to customers when the related sales commitments are fulfiled. We
record changes in the fair value of natural gas hedge contracts as regulatory assets or

regulatory liabilities.
Energetix and NYSEG Solutions offer retail electric and natural gas service to customers in

New York State and actively hedge the load required to serve customers that have chosen
them as their commodity supplier. As of February 15, 2007, the energy marketing subsidiaries



expected fixed price load was 100% hedged for 2007. A fluctuation of $1.00 per megawatt-
hour in the average price of electricity would change earnings less than $20,000 in 2007. The
percentage of hedged load for the energy marketing subsidiaries is based on lcad forecasts,
which include certain assumptions such as historical weather patterns. Actual results could
differ as a result of changes in the load compared to the Ioad forecast.

Management's Discussion and Analysis of Financial Condition and Results of

Operation
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NYSEG, RG&E, Energetix and NYSEG Solutions face risks related to counterparty
performance on hedging contracts due to counterparty credit default. We have developed a
matrix of unsecured credit thresholds that are dependent on a counterparty's Moody's or S&P
credit rating. WWhen our exposure to risk for a counterparty exceeds the unsecured credit
threshold, the counterparty is required to post additional collateral or we will no longer transact
with the counterparty until the exposure drops below the unsecured credit threshold.

Other Market Risk. Our pension plan assets are primarily made up of equity and fixed income
investments. Fiuctuations in those markets as well as changes in interest rates may cause us
to recognize increased or decreased pension income or expense. Our pension income would
change by approximately $7 million if our expected return on plan assets were to change by
1/4% and by approximately $6 million if our discount rate were to change by 1/4%. Under
RG&E's Electric and Natural Gas Rate Agreements and under NYSEG's natural gas rate plan,
we defer changes in pension income resulting from changes in market conditions. (See Item 8
- Note 14 to our Consoclidated Financial Statements and Note 12 to RG&E's Financial

Statements.)

Results of Operations

Earnings per Share
2006 2005 2004

{Thousands, sxcept per share amounts)
Income from Continuing Operations $259,832 $256,833 $237.621
Net Income $259,832 $256,833 $229,337
Average Common Shares

QOutstanding, basic 146,962 146,964 146,305
Earnings per Share from Continuing

Operations, basic $1.77 $1.75 $1.63
Earnings per Share, basic $1.77 $1.75 $1.57

Comparing 2006 to 2005: Earnings per share from continuing operations, basic for 2006
increased two cents compared to 2005. The major increases in earmings per share were:

« 18 cents due to higher margins on electricity sales, primarily reflecting lower accruals
under various eamings-sharing mechanisms,



« 7 cents in lower income tax expense reflecting variances in recurring flow-through items,
differences in the 2005 filed tax return compared to the 2005 book tax expense and

settlement of an audit of our 2002 and 2003 federal income tax returns,
« 4 cents resulting from the environmental insurance settlements in the fourth quarter of

20086,
o 5 cents due to the termination of SGF's operations in 2005, including 4 cents from the

writedown of the assets, and
2 cents due to reductions in various operating and maintenance expenses.

Management's Discussion and Analysis of Financial Condition and Resuits of

Operations
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Those increases were partially offset by decreases in earnings per share of:

11 cents resulting from higher storm and flood costs,
7 cents resulting from higher bad debt expense, including 4 cents for amounts that were

previously deferred and began to be recovered as part of a rate increase for SCG

effective January 1, 20086,
6 cents for higher interest expense resulting from higher rates on short-term and variable

rate debt, and higher carrying costs on regutatory liabilities,
5 cents for the recognition of unamortized expense resulting from the redemption of our
8 1/4% junior subordinated debt securities and associated trust preferred securities in

July 2006,
4 cents in increased depreciation expense, due to placing NYSEG's customer care

system into service in the first quarter of 2006,
2 cents from lower margins on natural gas sales due to warmer weather. This amount

would have been higher except for the SCG rate increase effective January 1, 2006, and
the effect of weather normalization mechanisms.

Comparing 2005 to 2004: Earnings from continuing operations, basic for 2005 increased 12
cents per share compared to 2004. The major increases in earnings per share were:

21 cents due to higher margins on electric sales under electric commodity programs for
New York customers,

17 cents resulting from a 3% increase in electric deliveries, and
4 cents resuiting from increased natural gas margins. The increase resutlted primarily
from increased sales to interruptibie customers and RG&E's adoption of a natural gas

merchant function charge in 2004.
Those increases were partially offset by decreases in earnings per share of:

19 cents per share resulting from higher operating and maintenance expenses, including
approximately 5 cents for storm-related repairs and maintenance, 9 cents for increases in
allowances for doubtful accounts, 2 cents for higher regional network services
transmission costs and 4 cents for medical and other benefits costs. The higher



operating and maintenance expenses were partially offset by a decrease of 8 cents for
lower stock option expenses. Stock option expense in 2005 included a one cent-per-

share charge for the adoption of Statement 123(R),
4 cents per share from the termination of SGF's operations and the writedown of

assets, and

7 cents for the one-time effects from the sale of Ginna and the approval of RG&E's
Electric and Natural Gas Rate Agreements that increased earnings in 2004. The one-
time effects included the flow-through of excess deferred taxes and ITCs and the
elimination of certain reserves established pending regulatory treatment.

i Anal
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Energy Delivery

Revenues for our utility operating companies are highly dependent upon the volume of
deliveries of electricity and natural gas. We have regulatory mechanisms in place to provide
recovery of certain costs, including stranded costs and natural gas purchase costs,
independent of sales volume, and some of our natural gas companies have weather
normalization clauses that mitigate the effect of delivery volume changes due to weather.
Changes in delivery volume can nevertheless have a significant effect on our results of
operations, financial position and cash flows.

Electric revenues are aiso dependent upon the volume of sales of electricity to retail customers
under Voice Your Choice commodity programs offered by our New York utilities. The cost of
the electricity sold to retail customers is either recovered as a passthrough or hedged to
substantially eliminate the risk of price volatility. Changes in commodity sales volume,

however, can have a significant effect on our results of operations and cash flows.

Percentage increases (decreases) in energy delivery volumes and electric commodity sales
volumes compared to the prior year are:

Electricity Dellveries  Natural Gas Deliveries

2006 2005 2006 2005
{Thousands)

Residential (4%) 6% (12%) (3%)
Commercial (2%) 3% (11%) 1%
Industrial (3%) (2%) (11%) (3%)
Other (2%) 2% 17% (2%)
Transportation of customer-owned natural gas NA NA (7%) (1%)
Total Retail (3%) 3% (8%) (2%)
Wholesale {2%) 21% (87%) {45%)
Total Deliveries {2%) 7% (8%) (2%)
Electricity commodity sales (7%) (8%) NA NA

NA - not applicabie



Several factors influence the volume of energy deliveries. The major factor is weather. In 2006
winter temperatures were significantly warmer than normal. The effects of warmer or coider
winter weather are especially significant for our natural gas companies. We estimate that for
2008, 2% of the 3% decline in retail electricity deliveries and 6% of the 8% decline in retail
natural gas deliveries was the result of warmer winter weather. Weather conditions for New
York and New England for the past three years are summarized below.

Management's Discussi lys Einancial Condition and Re
Operations
Ene Corpor
Weather Conditions
2006 2005 2004 Normal
New York
Heating-degree days 5,991 6,870 6,983 6,874
(Warmer) colder than prior year (13%) (2%)
(Warmer) colder than normal {14%) (2%)
Cooling-degree days 562 748 324 493
(Cooler) warmer than prior year (25%) 131%
(Cooler) warmer than normal 14% 52%
New England
Heating-degree days 5,447 6,229 6,260 6,315
(Warmer) coider than prior year (13%) (1%)
(Warmer) colder than normal {14%) (1%)
Cooling-degree days 444 506 250 388
(Cooler) warmer than prior year (12%) 102%
(Cooler) warmer than normal 14% 30%
Operating Results for the Electric Delivery Business
2006 2005 2004
(Thousands)
Operating Revenues
Retail $2,254,003 $2,250,105 $2,191,500
Wholesale 554,300 568,746 402,122
Other 214,734 150,707 187,700
Total Operating Revenues 3,023,037 2,969,558 $2,781,322
Operating Expenses
Electricity purchased and fuel used in generation 1,467,068 1,457,746 1,321,081
Other operating and maintenance expenses 715,219 672,595 667,503
Depreciation and amortization 187,587 178,806 196,782
Other taxes 148,589 143,359 154,038
Gain on sale of generation assets - - (340,739)
Deferral of asset sale gain - - 228,785
Total Operating Expenses 2,518,463 2,452,506 2,227,450




Operating Income $504,574 $517,052 $553,872

Operating Revenues: The $53 million increase in operating revenues for 2006 was primarity
the result of:

An increase of $57 miilion due to higher commodity prices for retail electric energy sold
by NYSEG and RG&E under various commodity options where they provide supply,

« An increase of $60 million in average delivery prices resulting from a transmission rate
increase at CMP and higher transition charges for NYSEG and RG&E,
An increase of $53 million resulting from lower accruals for earnings sharing including
$14 million in the first quarter of 2006 for the finalization of actual eamings-sharing
amounts for 2005 per NYSEG's and RG&E's annual compliance filings, and
An increase of $31 million in other revenues primarily for accruals to recover actual
purchase power costs, including $25 million for higher Ginna-related costs.

Management's Discussion and Analysis of Financial Condition and Results of
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Those increases were partially offset by:

« A decrease of $78 million resulting from a 7% reduction in sales volume under the New
York utilities' Voice Your Choice commodity programs where they provide supply,
A decrease of $22 million in wholesale sales resulting from a 2% decline in

wholesale volume,

A decrease of $12 million in other revenue including $6 million related to a NUG incentive
at CMP and $6 million of accruals for transmission congestion costs, both recorded in
2005, and

A decrease of $35 million resulting from a 3% decline in retail deliveries, about 2% of
which was caused by cooler summer temperatures and warmer winter weather. Heating
degree days declined 13% in 2006. The other 1% of the decline was largely attributable
to the expiration of a major NUG contract for CMP, since the NUG is now using electricity

previously sold to CMP to meet its own load requirements.

The $188 million increase in operating revenues for 2005 was primarily the resuit of:

« Anincrease of $73 million from increases in market prices for electric energy sold by
NYSEG and RG&E under commodity options where they provide supply,

An increase of $168 million in wholesale revenues, which included $100 million from
increased wholesale sales by NYSEG and RG&E, $29 million from higher prices on
those sales and $39 million as a result of higher prices on the sale of CMP's NUG
entitiements, effective March 1, 2005,

An increase of $42 million resulting from a 3% increase in retail deliveries. About half of
this increase resulted from warmer summer weather and the remainder resulted from
general economic conditions, and

An increase of $36 million in other electric revenues, including $6 million from CMP's
NUG contract restructuring incentive and the remainder primarily from accruals to reflect



actual generating and purchase power costs.

Those increases were partially offset by:

+ A decrease of $102 million resulting from lower transition charges. The transition charge
reflects the difference between the market price of electricity and the prices set by our
long-term electricity supply contracts, and decreases as market prices increase, and

o A decrease of $28 million as a result of hfgher accruals for earnings shanng under
NYSEG's and RG&E's electric rate plan provisions.

Operating Expenses: The $66 million increase in operating expenses for 2008 was primarily
the result of:

e An increase of $9 million in purchased power costs resulting from a $39 million increase
for higher wholesale electricity market prices, and $25 million for higher purchased power
costs for RG&E related to Ginna purchases, partially offset by a $55 million decrease due
to the expiration of a major NUG contract in 2006,

An increase of $43 million in operating and maintenance costs, including $26 million for
storm restoration, $9 million for a write-off resulting from the August 2006 NYSEG rate
decision and $9 million for higher bad debt expense,

An increase of $9 million in depreciation resulting largely from NYSEG's new customer

care system, and
e An increase of $5 million in other taxes.

Management's Discussion and Analysis of Financial Condition and Results of
Operations
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The $225 million increase in operating expenses for 2005 was primarily the resuit of:

« An increase of $112 million as a result of the regulatory treatment in 2004 of RG&E's
gain on the sale of Ginna, which included RG&E's recognition of a $341 million pretax
gain partiaily offset by the after-tax deferral of the gain of $229 million,

A net increase of $1 million in operating expenses as a result of the sale of Ginna,
reflecting an increase in purchased power costs of $63 miilion, substantially offset by
decreases of $37 million in other operating and maintenance expenses, $21 million in
depreciation and $4 million in other taxes,

An increase of $75 million in power purchases largely resulting from increased wholesale
sales and higher market prices for electric supply purchased for the New York electric

commodity customers,
An increase of $10 million due to certain credits to other operating expenses that resulted

from RG&E's Electric Rate Agreement and reduced expenses in 2004, and

« Increases in various other operating and maintenance expenses, excluding Ginna,
totaling $27 million. Higher storm costs accounted for approximately $11 million of that
increase, higher transmission-related expenses accounted for an additional $6 million,



higher uncollectible expense accounted for $9 million and increased medical and other
benefits accounted for $8 million. Lower stock option expense reduced electric operating

expenses by $10 million.

Operating Results for the Natural Gas Delivery Business

2006 2008 2004
{Thousands)

Operating Revenues
Retail $1,676,525 $1,764,235 $1,534,900
Wholesale 563 643 182
Other 20,513 18,669 14,068
Total Operating Revenues 1,697,601 1,783,547 1,549,150

Operating Expenses
Natural gas purchased 1,079,980 1,161,059 952,806
Other operating and maintenance expenses 248,727 246,339 231,182
Depreciation and amortization 86,728 85,050 88,998
Other taxes 95,390 98,589 93,500
Total Operating Expenses 1,508,825 1,591,037 1,366,486
Operating Income $188,776 $192,510 $182,664

Operating Revenues: The $86 million decrease in operating revenues for 2006 was primarily
the result of:

« A decrease of $146 million as a result of a 9% decrease in delivery volumes excluding
transportation, largely due to warmer winter weather and customer conservation. Heating
degree days in 2006 declined 13% compared to 2005 and caused approximately two-
thirds of the sales decline.

Operations

Energy East Corporation

That decrease was partially offset by:

« An increase of $24 million primarily as a result of higher market prices for natural gas that

were passed on to customers,
« An increase of $20 million due to higher base rates for SCG effective January 1, 20086,

and
« An increase of $16 million resulting from weather normalization mechanisms.
The $234 million increase in operating revenues for 2005 was primarily the resuit of:
« An increase of $244 million as a result of higher prices of purchased natural gas that

were passed on to customers, and
o An increase of $23 million in other natural gas revenues resuiting primarily from higher



interruptible sales.

Those increases were partially offset by:

o Lower retail deliveries of $33 million due in part to warmer weather but also refiecting
economic conditions including higher market prices for natural gas.

Operating Expenses: The $82 million decrease in operating expenses for 2006 was primarily
the result of:

« A reduction of $100 million due to lower volumes of natural gas sold, and
o Reductions in various operating and maintenance expense items totaling $9 million.

Those decreases were partially offset by:

« An increase of $18 million due to higher market prices for purchased natural gas, and
« An increase of $8 million in bad debt expense, primarily resulting from amounts that were
previously deferred and began to be recovered as part of SCG's rate increase effective

January 1, 2006.

The $225 million increase in operating expenses for 2005 was primarily the result of:

« An increase of $209 million for purchased gas costs, resulting from an increase of
$241 million due to higher prices offset by $32 million for lower volumes, and

« An increase of $15 million in other operating and maintenance costs, including $12
million related to an increase in the allowance for doubtful accounts.

Ma ent's Discussi Financi itionand R I
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Operating Results for the Energy Marketing Business

The primary business included in our Other segment is our energy marketing business
comprised of Energetix, Inc. and NYSEG Solutions, Inc., which market electricity and natural
gas to customers throughout the state of New York. They currently have 132,000 electricity
customers and 42,000 natural gas customers in the service territories of RG&E, NYSEG and
several other New York state utilities. Sales and revenues for these companies have become
more significant in recent years as changes in the regulatory environment in New York have
fostered the development of competitive energy suppliers.

2006 2005 2004

(Thousands)

Electricity sales (MWh) 4,516 5,025 4,541



Natural gas sales (Dth) 7,309 10,605 11,194

Operating Revenues

Electric $316,221 $409,473 $272,268
Natural gas 81,239 109,608 91,478
Total Operating Revenues 397,460 519,081 383,746

Qperating Expenses

Electricity purchased 300,053 397,251 261,512
Natural gas purchased 75,489 101,073 82,767
Other operating expenses 12,608 13,560 11,419
Total Operating Expenses 388,140 511,884 355,698
Operating Income $9,320 $7.197 $8,048

Operating Revenues: The $122 million decrease in operating revenues for 2006 was primarily
the result of:

» A decrease of $41 million due to decreased sales volume for electricity due warmer
winter weather and cooler summer weather.
« A decrease of $34 million due to decreased sales volume for natural gas due to a

significant reduction in heating degree days, and
« A decrease of $52 million due to lower prices for electricity.

Those decreases were partially offset by an increase of $6 million for higher prices for
natural gas.

The $155 million increase in operating revenues for 2005 was primarily the result of:
¢ An increase of $29 million due to increased sales volume for electricity due to customers
being added as a result of NYSEG's and RG&E's Voice Your Choice programs.
« An increase of $108 million due to higher prices for electricity, and
« An increase of $23 million due to higher prices for natural gas.

Those increases were offset by a decrease of $5 million due to decreased sales volume for
natural gas.

Management's Discussion and Analysis of Financial Condition and Results of

Operations
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Operating Expenses: The $124 million decrease in operating expense for 2006 was primarily



the result of:

« A decrease of $40 million in purchased electricity due to decreased sales volume,
o A decrease of $31 million in purchased natural gas due to decreased sales volume, and
A decrease of $57 million in purchased electricity due to lower prices.

Those decreases were partially offset by an increase of $6 million in purchased natural gas
due to higher prices.

The $156 million increase in operating expenses for 2005 was primarily the result of:

An increase of $29 million in purchased electricity due to increased sales volume,
An increase of $108 million in purchased electricity due to higher prices, and
« An increase of $23 million in purchased natural gas due to higher prices.

Those increases were partially offset by a decrease of $4 million in purchased natural gas due
to decreased sales volume.

Other Items

2006 2005 2004
(Thousands)
Other {Income) $(46,126) $(32,904) $(35,497)
Other Deductions $24,578 $8,858 $15,803
Interest Charges, net $308,824 $288,897 $276,890
Income Taxes on Continuing Operations $155,255 $169,997 $251,445

Other (Income) and Other Deductions: (See ltem 8 - Note 1 to our Consolidated Financial

Statements.)
The changes for 2006 include:

An $8 million increase in Other (income) from environmental insurance settlements,

A $4 million increase in Other (income) from higher gains on risk management activity,

An $11 million increase in Other deductions for the recognition of unamortized expense
resulting from the redemption of our 8 1/4% junior subordinated debt securities and the
associated trust preferred securities in July 2006, and

A $6 million increase in Other deductions from higher losses on risk

management contracts.

The changes for 2005 include:

A $3 miillion increase in Other (income) from interest income,

+ A $6 million decrease in Other (income) due to the effect of a one-time increase as a
result of the RG&E Electric Rate Agreement in 2004,
A $6 million decrease in Other deductions for lower losses on hedge activity related to

risk management contracts,
A $3 miliion decrease in Other deductions for losses from the disposition of nonutility

property, and
A $4 million increase in Other deductions from miscellaneous losses.
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Interest Charges, Net: Interest charges, net increased $20 million in 2006. The increase is
primarily due to:

« Higher carrying costs on regulatory liabilities, and
« Higher rates on short-term and variable rate debt.

Interest charges, net increased $12 mitlion in 2005. The increase is primarily due to:

» A net increase of $137 million in the aggregate amount of long-term debt, and
« An increase in rates on variable rate debt and notes payable.

Income Taxes on Continuing Operations: The effective tax rate for continuing operations was
37% in 2006, 40% in 2005 and 51% in 2004.

The decrease in the 2006 effective tax rate for continuing operations was primarily due to
variances in recurring flow-through items, differences in the 2005 filed tax return compared to
the 2005 book tax expense and settiement of an audit of our 2002 and 2003 federal income

tax returns.

The 2005 effective tax rate was essentially at the combined federal and state statutory rate
and declined primarily due to the effect of the regulatory treatment of RG&E's deferred gain on

the sale of Ginna in 2004,

Pension income: Periodic pension income is included in other operating and maintenance
expenses and reduces the amount of expense that would otherwise be reported. Pension
income for 2006 was the same as in 2005 and $1 million higher than in 2004.

2006 2005 2004
($ in Millions)
Periodic pension income (pretax) $30 $30 $29
7% 7% 8%

As a percent of net income

The operating companies amortize unrecognized actuarial gains and losses either over 10
years from the time they are incurred or using the standard ameortization methodology, under
which amounts in excess of 10% of the greater of the projected benefit obligation or market
related value are amortized over the plan participants' average remaining service to retirement.
We expect pension income to deciine in future years as prior year gains are fully amortized.

We estimate pension income of $43 million for 2007 and expect to contribute between
$10 million and $20 million to our pension plans in 2007. (See ltem 8 -~ Note 14 to our



Consolidated Financial Statements.)
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Consolidated Balance Sheets

December 31, 2006 2005
{Thousands)
Assets
Current Assets
Cash and cash equivalents $93,373 $120,009
Investments available for sale 20,000 192,925
Accounts receivable and unbilled revenues, net 914,657 933,680
Fuel and natural gas in storage, at average cost 277,766 278,590
Materials and supplies, at average cost 33,273 33,886
Deferred income taxes 93,187 -
Derivative assets 1,327 278,855
Prepayments and other current assets 193,226 92,613
Total Current Assets 4,626,809 1,930,558
Utility Plant, at Original Cost
Electric 5,557,858 5,403,134
Natural gas 2,654,426 2,674,574
Common 550,440 450,641
8,762,724 8,428,349
Less accumulated depreciation 2,935,798 2,764,399
Net Utility Plant in Service 5,826,926 5,663,950
Construction work in progress 121,097 119,504
Total Utility Plant 5,948,023 5,783,454
Other Property and Investments 183,315 203,159
Regulatory and Other Assets
Regulatory assets
Nuctear plant obligations 263,659 309,888
Deferred income taxes - 13,482
Unfunded future incomne taxes 256,683 117.241
Environmental remediation costs 128,925 135,376
Unamortized loss on debt reacquisitions 52,724 60,933
Nonutility generator termination agreements 79,241 86,890
Natural gas hedges 47,372 -
Pension and other postretirement benefits 351,011 -
Other 356,299 384,173
Total regulatory assets 1,535,914 1,107,983
Other assets
Goodwill 1,526,048 1,525,353
Prepaid pension benefits §77,356 741,831
Derivative assets 46,375 69,156
Other 118,561 126,214
Total other assets 2,268,340 2,462,554
Total Regulatory and Other Assets 3,804,254 3,570,537
Total Assets $11,562,401 $11,487,708

The notes on pages 61 through 93 are an integral part of our consclidated financlal statemants.



Energy East Corporation
Consolidated Balance Sheets

December 31, 2008 2005
{Thousands)
Liabilities
Current Liabilities
Current portion of long-term debt $260,768 $326,527
Notes payable 109,363 121,347
Accounts payable and accrued liabilities 470,325 629,158
Interest accrued 57,243 46,522
Taxes accrued 44,009 -
Deferred income taxes - 80,984
Unfunded future income tax 19,664 -
Derivative liabiiities 71,678 2,019
Customer refund 70,770 14,698
Other 209,839 171,754
Total Current Liabilitles 1,313,658 1,393,009
Reguiatory and Other Liabilities
Regulatory liabilities
Accrued removal obligation B43,273 797,544
Deferred income taxes 105,528 -
Gain on sale of generation assets 127,674 173,216
Pension benefits 127,330 22,798
Natural gas hedges - 49,205
Other 93,268 124,251
Total regulatory liabilities 1,297,073 1,167,014
Other liabilities
Deferred income taxes 1,105,117 1,033,287
‘Nuclear plant obligations 202,963 234 907
Pension and other postretirement benefits 530,838 428,691
Environmental remediation costs 168,949 166,462
Derivative liability 21,871 24 8B87
Other 306,283 475,081
Total other liabilities 2,336,021 2,363,315
Total Regulatory and Other Liabilities 3,633,094 3,530,329
Debt owed to subsidiary holding solely parent debentures - 355,670
Qther long-term debt 3,726,709 3,311,395
Total long-term debt 3,726,709 3,667,065
Total Liabilities 8,673,462 8,590,403
Commitments and Contingencies
Preferred Stock of Subsidiaries
Redeemabie solely at the option of subsidiaries 24,592 24,631
Common Stock Equity
Common stock ($.01 par value, 300,000 shares authorized,
147,907 shares outstanding at December 31, 2006, and
147,701 shares outstanding at December 31, 2005) 1,480 1,478
Capital in excess of par value 1,505,795 1,489,258
Retained eamings 1,382,461 1.294 580
Accumulated other comprehensive income (loss) (23,779) 89,085
Treasury stock, at cost (52 shares at December 31, 2006,
and 53 shares at December 31, 2005) (1,610) {1,725)




Total Common Stock Equity 2,864,347 2,872,674
Total Liabilities and Stockholders' Equity $11,562,401 $11,487,708
The notes on pages 61 through $3 are an integral part of our consolidated financial statements.
Energy East Corporation
Consolidated Statements of Income
Year Ended December 31, 2006 2005 2004
{Thousands, except per share amounts)
Operating Revenues
Utility $4,720,638 34,753,105 $4,330,472
Other 510,027 545,438 426,220
Total Operating Revenues 5,230,665 5,298,543 4,756,692
Operating Expenses
Electricity purchased and fuel used in generation
Utility 1,467,068 1,457,746 1,321,081
Other 353,402 360,621 249.330
Natural gas purchased
Utility 1,079,980 1,161,059 952,806
Other 79,472 107,755 77,508
Other operating expenses 796,350 797,015 799,460
Maintenance 218,499 197,704 173,191
Depreciation and amortization 282,568 277,217 292,457
Other taxes 249,834 246,271 252,860
Gain on sale of generation assets - (340,739)
Deferral of asset sale gain - - 228,785
Total Operating Expenses 4,527,173 4,605,388 4,006,739
Operating Income 703,492 693,155 749,953
Other (Income) {46,126) (32,904) (35,497)
Other Deductions 24,578 - 8,858 15,803
interest Charges, Net 308,824 288,897 276,890
Preferred Stock Dividends of Subsidiaries 1,129 1,474 3,691
Income From Continuing Operations
Before Income Taxes 415,087 426,830 489,066
Income Taxes 155,255 169,897 251,445
Income From Continuing Operations 259,832 256,833 237,621
Discontinued Operations
Loss from discontinued operations (including loss
on disposal of $(7,565) in 2004) - - (7,109)
income taxes - - 1,175
Loss From Discontinued Operations - - {8,284)
Net income $259,832 $256,833 $229,337
Earnings per Share From Continuing
Operations, basic $1.77 $1.75 $1.63
Earnings per Share From Continuing
Operations, diluted $1.76 $1.74 $1.62
Loss per Share From Discontinued
Operations, basic and diluted - - $(.06)
Earnings per Share, basic $1.77 $1.75 $1.57
Earnings per Share, diluted $1.76 $1.74 $1.56
Average Common Shares Outstanding, basic 146,962 146,964 146,305




Average Common Shares Outstanding, diluted 147,717 147 474 146,713
The notes on pages 81 through 93 are an integral part of our consolidated financial statements.,
Energy East Corporation
Consolidated Statements of Cash Flows
Year Ended December 31, 2008 2008 2004
{Theusands)
Operating Activities
Net income $259,832 $256,833 $229,337
Adjustments to reconcile net income te net cash
provided by operating acilvities
Depreciation and amortization 418,152 382,873 77,181
Income taxes and investment tax credits deferred, net 31,128 €9,726 83,327
Income taxes related to gain on sale of generation assets - - 111,054
Gain on saile of generation assefs - - (340,738}
Deferral of asseat sale gain . - 228,785
Pansion income {30,081) (20,967 (28,808)
Changes in current operating assets and liabilitias
Accounts recelvable and unbilied revenues, net 16,028 {107,308) (70,087)
Inventory 1,437 (86,735) {43,579)
Prepayments and other current assets {65,466) (36,373) 1,326
Accounts paysble and accrued liabllities (140,521) 168,932 91,527
Taxes accrued 11,148 1,376 (91,840)
Interest accruad 10,721 3,053 (5.520)
Customer refund (18,485) (25,329) {58,218)
Other cumrent liabillties {18,767) 11,448 {37,213)
Pension contiibutions {400) {54.320) (19,661}
Changes in other assets
RGLE nuclear plant dispute settement (33,655) {(125) {141)
Other (1,722) {76,167) (82,733)
Changes in other liabllites
RGA&E generstion related ASGA charges (55,420) (25,798) (31,064)
Other (10,430) 18,150 25,247
Net Cash Provided by Opsrating Activities 378,494 500,272 339,100
investing Actlvities
Saie of generation assets . - 453,678
Excess decommissioning funds retained - - 76,5983
Utility plant additione {408,231} {331,204) (298,263)
Other property additions {3,817) (2,507) (5,623)
Other propaerty sold 42 25,704 6,181
Maturities of current investments availabie for sale 1,084,668 1,635,005 £94 680
Purchases of current investments available for sals {881,740} {1.892,275) {1,130,335)
Investments 11,022 {3,064) 1,062
Net Cash (Used in) Provided by Investing Activities (227,759) {368,431) 96,953
Financing Activities
Issvance of common stock 343 2,654 3.083
Repurchase of common stock (6,107) (6,492) (6,071)
Issuance of first morigage bonds - 70,000 -
Repayments of first mortgage bonds and preferrad
stock of subsidiaries, including net premiums (39) (47,260) (201,005)
Derivative activity 22,899 - -
Long-term note issuances 652,137 208,893 212,975
Long-term note repaymants (667,263) (120,0861) (249,025)
Notes payable thres months or less, net (12,873) (85,967) (92,932)
Notes payable issuances 1,436 1,251 4,000
Notes payable repayments (547) (408) (13,000)
Book overdraft {1,008) 4,460 5,892
Dividends on commaon slock (167,349) (150,367) (136,374)




Net Cash Used in Financing Activities (178,371) {123,297) {472,457)
Net Increase {Decrease) in Cash and Cash Equivalents (26,636) 8,544 (36,404)
Cash and Cash Eguivalents, Beginning of Year 120,009 111,465 147,869
Cash and Cash Equivalents, End of Year $83,373 $120,008 $111,465
The notes on pages 61 through 93 are an integral part of our consolidated financial statements.

Energy East Corporation
Consolidated Statements of Changes in Common Stock Equity
Common Stock Accumulated
Cutstanding Capital in Other
$.01 Par Value Excess of Retained Comprehensive
{Thousands, except per shara amounts) Shares Amount Par Vatue Earnings Income {Loss)
Balance, January %, 2004 148,262 $1,463 $1,456,220 $1,126,457 $(11,214)

Net income 229,337

Other comprehensive income, net of tax (32,347)

Comprehensive incoms

Common stock dividends

declared ($1.055 per share) (154,261)

Common stock issued -

Investor Services Program 872 ) 20,8862
Common stock repurchased (250)
Common stock lssusd - restricted stock plan 242 (132)
Amortization of deferred compengation
under restricted stock pian
Treasury stock transactions, net @) o4
Amortization of capital stock issue expense, net 374
Balance, December 31, 2004 147,118 1,472 1,477,518 1,201,533 (43,561)

Net income 258,833

Other comprehensive income, net of tax 132,646

Comprehensive income

Common stock dividends

declared ($1.115 per share) {(163,786)

Common stock issued -

investor Services Program 607 6 16,066

Common stock repurchassd (250)

Common stock issued - restricted stock plan 265 (6,404)

Amortization of daferred compensation

under restricted stock plan

Treasury stock iransactions, net {38) 1,702

Amortization of capltal stock Issue axpense, net 374
Balance, Dscember 31, 2005 147,701 1478 1,489,256 1,294,580 89,085

Net income 259,832

Other comprehensive income, net of tax (113,502)
Comprehensive incoma
Adjustment to initially apply Statement 158 838
Common stock dividends

declared (§1.17 per share) (171,951)
Common stock issued -

Investor Services Program 204 2 4,043
Common stock repurchased (250)
Common stock issued - restricted stock plan 274 {8,722)
Amortization of restricted stock plan grants 8,458
Treasury stock transactions, net (22) @

9,862

Ameortization of caplital stock issue expense, net




Balance, December 31, 2006 147,907 $1,480 $1,505,795 $1,382,461 $(23,779)

The notes on pages 81 through 93 are an integral part of our consolidated financial statements..

Notes to Consolid Fi ia te

Energy East Corporation

Note 1. Significant Accounting Policies

Background: Energy East is a public utility holding company under the Public Utility Holding
Company Act of 2005. We are a super-regional energy services and delivery company with
operations in New York, Connecticut, Massachusetts, Maine and New Hampshire. Our wholly-
owned subsidiaries, and their principal operating utilities, include: Berkshire Energy - Berkshire
Gas; CMP Group - CMP; CNE - SCG; CTG Resources - CNG; and RGS Energy - NYSEG

and RG&E.

Accounts receivable: Accounts receivable at December 31 include unbilled revenues of
$221 million for 2006 and $315 million for 2005, and are shown net of an allowance for
doubtful accounts at December 31 of $598 for 2006 and $53 million for 2005. Accounts
receivable do not bear interest, although late fees may be assessed. Bad debt expense was
$81 million in 2006, $66 million in 2005 and $45 million in 2004.

Unbilled revenues represent estimates of receivables for energy provided but not yet billed.
The estimates are determined based on various assumptions, such as current month energy
load requirements, billing rates by customer classification and delivery loss factors. Changes in
those assumptions could significantly affect the estimates of unbilled revenues,

The allowance for doubtful accounts is our best estimate of the amount of probable credit
losses in our existing accounts receivable, determined based on experience for each service
region and operating segment and other economic data. Each month the operating companies
review their allowance for doubtful accounts and past due accounts over 90 days and/or above
a specified amount, and review all other balances on a pooied basis by age and type of
receivable. When an operating company believes that a receivable will not be recovered, it
charges off the account balance against the allowance. Changes in assumptions about input
factors such as economic conditions and customer receivables, which are inherently uncertain
and susceptible to change from period to period, could significantly affect the allowance for

doubtful accounts estimates,

Asset retirement obligation and FIN 47: In accordance with FASB Statement 143 and FIN
47, we record the fair value of the liability for an asset retirement obligation and/or a conditional
asset retirement obligation in the period in which it is incurred and capitalize the cost by
increasing the carrying amount of the related long-lived asset. We adjust the liability to its
present value periodically over time, and depreciate the capitalized cost over the useful life of
the related asset. Upon settlement we will either settie the obligation at its recorded amount or
incur a gain or a loss. Our rate-regulated entities defer any timing differences between rate
recovery and depreciation expense as either a regulatory asset or a regulatory liability.

FIN 47 clarifies that the term conditional asset retirement obligation as used in Statement 143
refers to an entity's legal obligation to perform an asset retirement activity in which the timing



and/or method of settiement are conditional on a future event that may or may not be within
the control of the entity. FIN 47 requires that if an entity has sufficient information to reasonably
estimate the fair value of the liability for a conditional asset retirement obligation, it must
recognize that liability at the time the liability is incurred. We began applying FIN 47 effective
December 31, 2005. Our application of FIN 47 did not have a material effect on our financial
position, and there was no effect on our results of operations or cash flows.

Notes nsolidate ancial Stateme

Energy East Corporation

Our asset retirement obligation (ARO) including our estimated conditional asset retirement
obligation at December 31 was $57 million for 2006 and $30 million for 2005. The ARO
primarily consists of obligations related to removal or retirement of: asbestos, polychlorinated
biphenyl (PCB) contaminated equipment, gas pipeline and cast iron gas mains. The long-lived
assets associated with our AROs are generation property, gas storage property, distribution
property and other property. Our pro forma conditional asset retirement obligation was

$27 million at December 31, 2004.

The following table reconciles the beginning and ending aggregate carrying amount of the
ARO for the years ended December 31, 2006 and 2005. The increase for 2006 is primarily for
removal of asbestos from generating stations and the increase for 2005 is primarily for initially

applying FIN 47.

Year ended December 31, 2006 2005

(Thousands)

ARG, beginning of year $29,895 $2,378

Liabilities incurred during the year 21,025 27,958

Liabilities settled during the year (1,435) (579)
1,538 138

Accretion expense
Revisions in estimated cash flows 6,230 -
ARO, end of year $57,253 $29,895

We have AROs for which we have not recognized a liability because the fair value cannot be
reasonably estimated due to indeterminate settiement dates, including: the removal of hydro
dams due to structural inadequacy or for decommissioning; the removal of property upon
termination of an easement, right-of-way or franchise; and costs for abandonment of certain

types of gas mains.

Statement 143 provides that if the requirements of Statement 71 are met, a regulatory liability
should be recognized, for financial reporting purposes only, for the difference between removal
costs collected in rates and actual costs incurred. We classify those amounts as accrued

removal obligations.

Basic and diluted earnings per share: We determine basic EPS by dividing net income by
the weighted-average number of shares of common stock outstanding during the period. The
weighted-average common shares outstanding for diluted EPS include the incremental effect
of restricted stock and stock options issued and exclude stock options issued in tandem with



SARs. Historically, we have issued stock options in tandem with SARs and substantially all
stock option plan participants have exercised the SARs instead of the stock options. The
numerator we use in calculating both basic and diluted EPS for each period is our reported

net income.

N Consolidated Financial State

Energy East Corporation

The reconciliation of basic and dilutive average common shares for each period follows:

Year Ended December 31, 2006 2005 2004
(Thousands)

Basic average common shares outstanding 146,962 146,964 146,305
Restricted stock awards 755 510 408
Potentially dilutive common shares 131 343 313
Options issued with SARs {131) {343) (313)
Dilutive average common shares outstanding 147,717 147,474 146,713

We exclude from the determination of EPS options that have an exercise price that is greater
than the average market price of the common shares during the year. Shares excluded from
the EPS calculation were: 2.3 million in 2006, 0.4 million in 2005 and 2.0 million in 2004. (See
Note 12 for additional information concemning stock-based compensation.)

Consolidated statements of cash flows: We consider all highly liquid investments with a
maturity date of three months or less when acquired to be cash equivalents and those
investments are included in cash and cash equivaients.

Supplemental Disclosure of Cash Flows Information 2006 2005 2004
(Thousands)

Cash paid during the year ended December 31:

interest, net of amounts capitalized $249,662 $247,434 $245,992
Income taxes, net of benefits received $93,294 $102,647 $140,823

The amount of capitalized interest was $2 million in 2006 and $1 million in 2005 and 2004.

Decommissioning expense: Other operating expenses for 2004 include nuclear
decommissioning expense accruals. As a result of the sale of Ginna in June 2004 we no
longer have a decommissioning obligation and will not incur additional decommissioning

expense.

Depreciation and amortization: We determine depreciation expense substantially using the
straight-line method, based on the average service lives of groups of depreciable property,
which include estimated cost of removal, in service at each operating company. The weighted-
average service lives of certain classifications of property are: transmission property - 56
years, distribution property - 50 years, generation property - 48 years, gas production property
- 31 years, gas storage property - 25 years, and other property - 30 years. RG&E determines
depreciation expense for the majority of its generation property using remaining service life



rates, which include estimated cost of removal, based on operating license expiration or
anticipated closing dates. The remaining service lives of RG&E's generation property range
from 1 years for its coal station to 31 years for its hydroelectric stations. Our depreciation
accruals were equivalent to 3.1% of average depreciable property for 2006 and 3.3% of

average depreciable property for 2005 and 2004.

We charge repairs and minor replacements to operating expense, and capitalize renewals and
betterments, including certain indirect costs. We charge the original cost of utility plant retired

or otherwise disposed of to accumulated depreciation.

Notes to Consolidated Financial Statements
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Estimates: Preparation of the consolidated financial statements in conformity with accounting
principles generally accepted in the United States of America requires management to make
estimates and assumptions that affect the reported amounts of 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.

FIN 48: In July 2006 the FASB released FIN 48, which clarifies the accounting for uncertainty
in income taxes recognized in financiat statements in accordance with Statement 109 by
prescribing a recognition threshold and measurement attribute for the financial statement
recoghition and measurement of a tax position taken or to be taken in a tax return. The
evaluation of a tax position is a two-step process. The first step is for an entity to determine if it
is more likely than not that a tax position will be sustained upon examination. The second step
involves measuring the amount of tax benefit to be recognized in the financial statements
based on the largest amount of benefit that meets the prescribed recognition threshold. The
difference between the amounts based on that position and the position taken in a tax return is
generally recorded as a liability. FIN 48 is effective for fiscal years beginning after December
15, 2006. Upon adoption of FIN 48, the cumulative effect of applying the provisions of FIN 48
must be reported as an adjustment to the opening balance of retained earnings for that fiscal
year. We adopted FIN 48 effective January 1, 2007. While we are still in the process of
measuring the effect of the adoption, we estimate that the adoption will not have a material

effect on our results of operations or financial position.

Goodwill: We record the excess of the cost over fair value of net assets of purchased
businesses as goodwill. We evaluate the carrying value of goodwill for impairment at least
annuaily and on an interim basis if there are indications that goodwill might be impaired. We
may recognize an impairment if the fair value of goodwill is less than its carrying value. (See

Note 4.)

Investments avallable for sale: We held current investments of $20 million at December 31,
2006, and $193 million at December 31, 2005, which consisted of auction rate securities
classified as available-for-sale, Our investments in these securities are recorded at cost, which
approximates fair market value due to their variable interest rates, which typically reset every 7
to 35 days. Despite the long-term nature of their stated contractual maturities, we have the
ability to quickly liquidate such securities. As a result, we have no cumulative gross unrealized



holding gains (losses) or gross realized gains (losses) from our current investments. All income
generated from these current investments is recorded as interest income.

Notes to Consolida Financial Statem
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Other (Income) and Other Deductions:

Year Ended December 31, 2006 2005 2004
{Theusands)
interest and dividend income $(16,699) $(15,802) $(12,421)
Allowance for funds used during construction (2,266) {1,552) (582)
Gains on energy risk contracts (6,158) (2,701) (4,544)
2004 RG&E Electric and Natural Gas Rate Agreement - - (6,117)
Eamings from equity investments (3,483) (3.958) (3.830)
Environmental recovery (8,383) - -
Miscelianeous (8,137) (8,890) (7.903)
Total other {(income) $(46,126) $(32,904) $(35,497)
Losses from disposition of nonutility property $916 $100 $3,543
Losses on energy risk contracts 6,376 40 5,727
Recognition of expense resulting from retirement of 11,248 - -
debt and trust preferred securities
Donations, civic and political 3,363 3,744 1,665
Merger-enabled gas supply savings (851) 796 4,651
Miscellaneous 3,526 4,178 217
Total other deductions $24,578 36,858 $15,803

Principles of consolidation: These financial statements consolidate our majority-owned
subsidiaries after eliminating intercompany transactions, except variable interest entities for

which we are not the primary beneficiary.

Regulatory assets and liabilities: Pursuant to Statement 71 our operating utilities capitalize,
as regulatory assets, incurred and accrued costs that are probable of recovery in future electric
and natural gas rates. Substantially all regulatory assets for which funds have been expended
are either included in rate base or are accruing carrying costs. Our operating utilities also
record, as regulatory liabilities, obligations to refund previously collected revenue or to spend
revenue collected from customers on future costs.

Unfunded future income taxes and deferred income taxes are amortized as the related
temporary differences reverse. Unamortized loss on debt reacquisitions is amortized over

the lives of the related debt issues. Nuclear plant obligations, demand side management
program costs, gain on sale of generation assets, other regulatory assets and other regulatory
liabilities are amortized over various periods in accordance with each operating utility's current

rate pians.

Notes to Consolidated Financial Statements



Energy East Corporation

At December 31, 2006 and 2005, our Other regulatory assets and liabilities consisted of:

2006 2005
{Thousands)
Statement 106 $51,819 $63,780
Customer Hardship Arrearage Forgiveness
Program and Three-way Payment Plan 43,949 42,222
Loss on sale of RG&E Oswego generating unit 41,895 48,371
Asset retirement obligation 30,808 9,315
Deferred ice storm costs’ 28,811 32,014
Deferred pension costs 25,562 16,771
Stranded cost reconciliation 24,349 18,545
Deferred natural gas costs 21,087 77,838
RG&E merger costs 12,406 24,393
Other 75,613 50,924
Total other regulatory assets $356,299 $384,173
Deferred natural gas costs $20,567 $18,095
Economic development 6,934 4,213
Pension 6,527 -
Nuclear decommissioning 5,729 5,655
Overcollection of Gross Receipts Tax 5,506 7.860
Accrued eamings sharing 4,585 48,075
Other 43,420 40,453
Total other regulatory liabilities $93,268 $124,251

Revenue recognition: We recognize revenues upon delivery of energy and energy-related

products and services to our customers.

Pursuant to Maine State Law, since March 1, 2000, CMP has been prohibited from selling
power to its retail customers. CMP does not enter into purchase or sales arrangements for
power with ISO-NE, the New England Power Pool, or any other independent system operator
or similar entity. CMP sells all of its power entitiements under its NUG and other purchase

power contracts to unrelated third parties under bilateral contracts.

NYSEG and RG&E enter into power purchase and sales transactions with the NY1SO. When
NYSEG and RG&E sell electricity from owned generation to the NYISO, and subsequently
repurchase electricity from the NYISO to serve their customers, they record the transactions

on a net basis in their statements of income.

Risk management. The financial instruments we hold or issue are not for trading or

speculative purposes.

We use interest rate swap agreements to manage the risk of increases in variable interest
rates and to maintain desired fixed-to-fioating rate ratios. We record amounts paid and
received under the agreements as adjustments to the interest expense of the specific debt
issues. We also use derivative instruments to mitigate risk resulting from interest rate changes
on anticipated future financings and we amortize amounts paid or received under those



instruments to interest expense over the life of the corresponding financing.

Notes to Consolidated Financial Statements
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NYSEG, RG&E, Energetix and NYSEG Solutions face risks related to counterparty
performance on hedging contracts due to counterparty credit default. We have developed a
matrix of unsecured credit thresholds that are dependent on a counterparty's Moody's or S&P
credit rating. When our exposure to risk for a counterparty exceeds the unsecured credit
threshold, the counterparty is required to post additional collateral or we will no longer transact
with the counterparty until the exposure drops below the unsecured credit threshold.

We use electricity contracts, both physical and financial, to manage fluctuations in the cost of
electricity. We include the cost or benefit of those contracts in the amount expensed for

electricity purchased when the electricity is sold.

All of our natural gas operating utilities have purchased gas adjustment clauses that allow
them to recover through rates any changes in the market price of purchased natural gas,
substantially eliminating their exposure to natural gas price risk. We use natural gas futures
and forwards to manage fluctuations in natural gas commodity prices and provide price
stability to customers. We include the cost or benefit of natural gas futures and forwards in the
commodity cost when the related sales commitments are fulfilled.

We recognize the fair value of our financial electricity contracts, natural gas hedge contracts
and interest rate swap agreements as current and noncurrent derivative assets or other current
and noncurrent liabilities. Our financial electricity contracts and interest rate swap agreements
are designated as cash flow hedging instruments, except for our fixed-to-floating interest rate
swap agreement totaling $125 million, which is designated as a fair value hedge. We record
changes in the fair value of the cash flow hedging instruments in other comprehensive income,
to the extent they are considered effective, until the underlying transaction occurs. We record
the ineffective portion of any change in fair value of cash flow hedges to the income statement
as either Other (Income) or Other Deductions, as appropriate. We report changes in the fair
value of the interest rate swap agreement on our consolidated statements of income in the
same period as the offsetting change in the fair value of the underlying debt instrument. We
record changes in the fair value of natural gas hedge contracts as regulatory assets or

regulatory liabilities.

We use quoted market prices to determine the fair value of derivatives and adjust for volatility
and inflation when the period of the derivative exceeds the period for which market prices are

readily available.

N lidated Financi ments
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As of December 31, 2006, the maximum length of time over which we had hedged our
exposure to the variability in future cash flows for forecasted energy transactions was 36



months. We estimate that losses of $2 milfion will be reclassified from accumulated other
comprehensive income into earnings in 2007, as the underlying transactions occur.

We have commodity purchases and sales contracts for both capacity and energy that have
been designated and qualify for the normal purchases and normal sales exception in

Statement 133. as amended.

Statement 123(R): Statement 123(R) is a revision of Statement 123 and requires a public
entity to measure the cost of employee services that it receives in exchange for an award of
equity instruments based on the grant-date fair value of the award and recognize that cost over
the period during which the employee is required to provide service in exchange for the award.

Statement 123(R) also requires a public entity to initially measure the cost of employee
services received in exchange for an award of liability instruments (e.g., instruments that are
settled in cash) based on the award's current fair value, subsequently remeasure the fair value
of the award at each reporting date through the settlement date and recognize changes in fair
value during the required service period as compensation cost over that period. We early
adopted Statement 123(R) effective October 1, 2005, using the modified version of prospective
application. Our adoption of Statement 123(R) did not have a material effect on our financial
position, results of operations or cash flows. We describe our share-based compensation plans

more fully in Note 12.

As required by Statement 123(R), we no longer record deferred compensation cost for awards
of restricted stock, but instead recognize capital in excess of par value and compensation cost
for the restricted stock over the estimated vesting period. The estimated vesting period is the
period during which the employee is required to provide service in exchange for the award as
adjusted based on the expected achievement of performance conditions.

Our restricted stock awards have a retirement eligibility provision. Effective with our adoption of
Statement 123(R) we follow the nonsubstantive vesting period approach, according to which
an award is considered to be vested for expense recognition purposes when an employee's
retention of the award is no longer contingent on providing subsequent service. Therefore, we
recognize compensation cost immediately for any new awards of restricted stock to employees
who are eligible for retirement on the date of the grant. We follow the nominal vesting period
approach for any restricted stock awards granted prior to our adoption of Statement 123(R)
and record compensation expense over the estimated vesting period for these restricted stock
awards, beginning on the grant date. If an employee retires before the end of the estimated
vesting period, we recognize at the date of retirement any remaining unrecognized
compensation cost related to that employee's restricted stock. Our pro forma compensation
cost for restricted stock for 2006, 2005 and 2004 following the nonsubstantive vesting period
approach is not materially different from the compensation cost we recognized following the

nominal vesting period approach.

No Consolidat i ial St ents
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Statement 157: In September 2006 the FASB issued Statement 157. Changes from current



practice that will result from the application of Statement 157 relate to the definition of fair
value, the methods used to measure fair value, and expanded disclosures about fair vaiue
measurements. Statement 157 applies under other accounting pronouncements that require or
permit fair value measurements in which the FASB previously conciuded that fair value is the
relevant measurement attribute. It does not require any new fair value measurements, but may
change current practice for some entities. Statement 157 will be effective for financiai
statements issued for fiscal years beginning after November 15, 2007, and interim periods
within those fiscal years, with earlier application encouraged. The provisions are to be applied
prospectively, with certain exceptions. A cumulative-effect adjustment to retained earnings is
required for application to certain financial instruments. We will adopt Statement 157 effective
January 1, 2008. We are currently assessing the effect Statement 157 would have on our
results of operations, financial position and cash flows.

Statement 158: In September 2006 the FASB issued Statement 158, which amends FASB
Statements No. 87, 88, 106 and 132(R), and requires an employer to:

+ recoghize the overfunded or underfunded status of defined benefit pension and/or other
postretirement plans as an asset or liability in its balance sheet;

» recognize changes in the funded status of such plans in the year in which the changes
occur through comprehensive income;

+ measure the funded status of a plan as of the date of its year-end balance sheet, and

« disclose in the notes to the annual financial statements certain effects that the delayed
recognition of the gains or losses, prior service costs or credits and transition asset or
obligation are expected to have on net periodic benefit cost for the next fiscal year.

The funded status of a benefit plan is measured as the difference between plan assets at fair
value and the benefit obligation, which is the projected benefit obligation for a pension plan
and the accumulated postretirement benefit obligation for any other postretirement benefit
plan. As required by Statement 158, gains or losses and prior service costs or credits that arise
during the period but are not recognized as components of net periodic benefit cost pursuant
to Statement 87 or Statement 106 are recognized as a component of other comprehensive
income, net of tax. Gains or losses, prior service costs or credits and the transition asset or
obligation remaining from the initial application of Statements 87 and 106 that are recognized
in accumulated other comprehensive income are adjusted as they are subsequently
recognized as components of net periodic benefit cost pursuant to the recognition and
amortization provisions of those Statements. However, Energy East's operating companies are
rate-regulated entities that meet the criteria to apply Statement 71. Based on our assessments
of the facts and circumstances applicable to the jurisdiction and regulatory environment of
each operating company, we have determined that all of our operating companies are allowed
to defer as regulatory assets or regulatory liabilities the above indicated items. Other entities
that are not rate-regulated would recognize those items as a component of other
comprehensive income and/or include them in accumulated other comprehensive income.

Note nsolidated Financial Stateme
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We initially applied the recognition and disclosure provisions of Statement 158 as of December



31, 2008, which increased assets and liabilities, but had no effect on our results of operation or
cash flows. Retrospective application of the recognition provisions and measurement
provisions is not permitted. We measure our pension and other postretirement plan assets and
benefit obligations as of the date of our fiscal year-end balance sheet and therefore have no
need to change our measurement date. The incremental effect of applying Statement 158 for
our qualified plans on individual line items in our balance sheet as of December 31, 20086, is:

Before After
Application of Application of
Statement 158 Adjustments Statement 158
{Thousands)
Regulatory and Other Assets
Deferred income taxes $2,539 $(2,539) -
Pension and othar postretirement benefits - 351,011 $351,011
Other 349,951 6,348 356,299
Total regulatory assets 1,181,094 354,820 1,535,914
Other assets
Prepaid pension benefits 772,321 (194,965) 577,356
Other 109,341 9,220 118,561
Total other assets 2,454,085 (185,745) 2,268,340
Total Regulatory and Other Assets 3,635,179 169,075 3,804,254
Total Assets $11,393,326 $169,075 $11,562,401
Current Liabilities
Deferred income taxes $10,459 $(10,459) -
Other 183,611 26,228 $209,839
Total current liabilities 1,297,890 15,769 1,313,659
Regutatory liabilities
Deferred income taxes (367) 105,895 105,528
Pension benefits 44 115 83,215 127,330
Other 91,527 1,741 93,268
Total reguiatory liabilities 1,106,222 190,851 1,297,073
Other liabiiities
Deferred income taxes 1,191,257 (86,140) 1,105,117
Pension and other postretirement benefits 429,269 101,569 530,838
Other 376,712 (70,429) 306,283
Total other liabilities 2,391,021 (55,000) 2,336,021
Total Regulatory and Other Liabilities 3,497,243 135,851 3,633,094
Total Liabilities 8,521,842 151,620 8,673,462
Accumulated other comprehensive income (41,234) 17,455 (23,779)
Total Common Stock Equity 2,846,892 17,455 2,864,347
Total Liabilities and Stockholders’ Equity $11,393,326 $169,075 $11,562,401

Taxes: We file a consolidated federal income tax return and allocate income taxes among
Energy East and its subsidiaries in proportion to their contribution to consolidated taxable
income. The determination and allocation of our income tax provision and its components are
outlined and agreed to in the tax sharing agreements among Energy East and its subsidiaries.

te. Consolid Fi i e ts
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Deferred income taxes reflect the effect of temporary differences between the amount of
assets and liabilities recognized for financial reporting purposes and the amount recognized for
tax purposes. We amortize ITCs over the estimated lives of the related assets.

We account for sales tax collected from customers and remitted to taxing authorities on a net
basis. '

Variable interest entities: FIN 46(R), addresses consolidation of variable interest entities. A
variable interest entity is an entity that is not controllable through voting interests and/or in
which the equity investor does not bear the residual economic risks and rewards. FIN 46(R)
requires a business enterprise to consolidate a variable interest entity if the enterprise has a
variable interest that wiil absorb a majority of the entity's expected losses. As of March 31,
2004, we applied FIN 46(R) to all entities subject to the interpretation, as required.

We have power purchase contracts with NUGs. However, we were not involved in the
formation of and do not have ownership interests in any NUGs. We have evaluated all of our
power purchase contracts with NUGs with respect to FIN 46(R) and determined that most of
the purchase contracts are not variable interests for one of the following reasons: the contract
is based on a fixed price or a market price and there is no other involvement with the NUG, the
contract is short-term in duration, the contract is for a minor portion of the NUG's capacity or
the NUG is a governmental organization or an individual. One of our NUG contracts expired in
April 2006. We are not able to determine if we have variable interests with respect to power
purchase contracts with six remaining NUGs because we are unable to obtain the information
necessary to: (1) determine if any of the six NUGs is a variable interest entity, (2) determine if
an operating utility is a NUG's primary beneficiary or (3) perform the accounting required to
consolidate any of those NUGs. We routinely request necessary information from the six
NUGSs, and will continue to do so, but no NUG has yet provided the requested information. We
did not consoclidate any NUGs as of December 31, 2006, 2005 or 2004,

We continue to purchase electricity from the six NUGs at above-market prices. We are not
exposed to any loss as a result of our involvement with the NUGs because we are allowed to
recover through rates the cost of our purchases. Also, we are under no obligation to a NUG if it
decides not to operate for any reason. The combined contractual capacity for the remaining six
NUGs is approximately 462 MWSs. The combined purchases from the six NUGs totaled
approximately $352 million in 2006, $376 million in 2005 and $325 million in 2004,

Note 2. Sale of Ginna

In June 2004, after receiving all regulatory approvals, RG&E soid Ginna to CGG. RG&E
received at closing $429 million and received in September 2004 an additional $25 million for .
post-closing adjustments. Our 2004 statement of income reflects a gain on the sale of Ginna of
$341 million. The deferral of the asset sale gain, after related taxes of $112 million, is

$229 million.
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RG&E's Electric Rate Agreement resolved all regulatory and ratemaking aspects related to the
sale of Ginna, including providing for an ASGA of $378 million after the post-closing
adjustments, and addressing the disposition of the asset sale gain. Upon closing of the sale of
Ginna, RG&E transferred $201 million of decommissioning funds to CGG, which has taken
responsibility for all future decommissioning funding. RG&E retained $77 million in excess
decommissioning funds, which was credited to its customers as part of the ASGA.

Note 3. Impairment of Assets and Disposal of Other Businesses

In keeping with our focus on regulated electric and natural gas delivery businesses, during
recent years we have been systematically exiting certain noncore businesses. All businesses
sold were previously reported in our Other business segment.

In December 2006 Energy East Telecommunication, Inc. a subsidiary of The Energy Network,
Inc. sold its assets for $0.8 million, resulting in no after tax gain or loss. In the fourth quarter of
2005 South Glens Falls Energy, LLC decided to shut down operations of its 67 MW natural
gas-fired peaking co-generation facility located in South Glens Falls, New York. Our
subsidiary, Cayuga Energy owned 85% of SGF. The determination to shut down operations
was based on SGF's inability to recover costs given the current and forecasted prices for

natural gas and electricity.

SGF also had an agreement to sell steam that was resulting in ongoing losses. On January 26,
2006, SGF filed for bankruptcy under Chapter 7 of the United States Bankruptcy Code. SGF
has ceased operations and in 2005 we recorded an after-tax loss of $5.2 million, representing

the impairment of SGF's assets.

In October 2004 Energy East Solutions, Inc., a subsidiary of The Energy Network, Inc.,
completed the sale of its New England and Pennsyivania natural gas customer contracts and
related assets at an after-tax loss of less than $1 miilion. In July 2004 The Union Water-Power
Company, a subsidiary of CMP Group, sold the assets associated with its utility locating and
construction divisions at an after-tax loss of $7 million. In 2004 we recognized a loss from

discontinued operations of $8 million or 6 cents per share.

In 2003 Energetix, a subsidiary of RGS Energy, sold its subsidiary Griffith Qil Co., Inc. In 2004
we recorded a change in taxes of $1.2 million related to the sale of Griffith Qif to reflect actual
taxes in accordance with the filing of our 2003 federal and state income tax retumns.

Notes to Consolidated Financial Statements
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The results of discontinued operations of the businesses sold were:

Year Ended December 31, 2004

{Thousands)
Component of Energy East Solutions, Inc.




Revenues $48,634

Loss from operations of discontinued business $(859)

Income taxes (benefits) (142)

Loss from discontinued operations $(717)
Certain Divisions of The Union Water-Power Company

Revenues $13,156

Loss from operations of discontinued business $(6,250)

Income taxes 151

Loss from discontinued operations $(6,401)
Griffith Qil Co., Inc.

Revenues -

Loss from operations of discontinued business -

Income taxes $1,1686

Loss from discontinued operations $(1.166)
Totais for discontinued operations

$61.790

Total revenues
Total loss from operations of discontinued businesses $(7,109)
Total income taxes 1,175
Total loss from discontinued operations $(8,284)

Note 4. Goodwill and Other Intangible Assets

We do not amortize goodwill or intangible assets with indefinite lives (unamortized intangible
assets). We test goodwill and unamortized intangible assets for impairment at least annually.
We amortize intangible assets with finite lives (amortized intangible assets) and review them
for impairment. We completed our annual impairment testing in the third quarter of 2006 and
determined that we had no impairment of goodwill or unamortized intangible assets.

Changes in the carrying amount of goodwill at December 31, 20086, are for preaquisition
income tax adjustments. The amounts of goodwill by operating segment (in thousands) are:

Dec. 31, 2006 Dec. 31, 2005
Electric Delivery $845,296 $844,491
Natural Gas Deiivery 677,080 676,588
Other 3,672 4,274
Total $1,526,048 $1,525,353

Other Intangible Assets: Our unamortized intangible assets had a carrying amount of

$2 million at December 31, 2006, and $19 million at December 31, 2005, and primarily
consisted of franchise costs in 2006 and pension assets in 2005. Our amortized intangible
assets had a gross carrying amount of $27 million at December 31, 2006 and $31 million at
December 31, 2005, and primarily consisted of investments in pipelines and customer lists.
Accumulated amortization was $14 million at December 31, 2006 and $18 million at December
31, 2005. Estimated amortization expense for intangible assets is approximately $1 million for
each of the next five years, 2007 through 2011,
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Note 5. Income Taxes

Year Ended December 31, 20086 2005 2004
{Thousands)
Current
Federal $108,025 $87,058 $99,268
State 16,105 14,800 19,186
Current taxes charged to expense 124,130 101,858 118,454
Deferred
Federal 22,396 §5,821 123,517
State 11,832 15,438 17,545
Deferred taxes charged to expense 34,228 71,259 141.062
iTC adjustments {3,103} {3,120) (8,071)
Total for Continuing Operations $155,255 $169,997 $251,445

Our tax expense differed from the expense at the statutory rate of 35% due to the following:

Year Ended December 31, 2006 2005 2004
{Thousands)
Tax expense at statutory rate $145,675 $149,807 $172,465
Depreciation and amortization not normalized 7,889 11,859 2,220
ITC amortization (3,119) (3,120) (8,071)
ASGA, Ginna - - 80,075
State taxes, net of federal benefit 18,161 19,654 23,875
Other, net {13,351) (8,303) (18,119)
Total for Continuing Operations $155,255 $169,897 $251,445

The effective tax rate for continuing operations was 37% in 2006, 40% in 2005, and 51% in
2004, The increase in 2004 was primarily a result of the regulatory treatment of the deferred
gain from RG&E's saile of Ginna. RG&E recorded pretax income of $112 million and income

tax expense of $112 million. (See Note 2.)

Notes to Consolidated Financial Statements
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At December 31, 2006 and 2005, our consolidated deferred tax assets and liabilities

consisted of:
2006 2005
(Thousands)
Current Deferred Income Tax Assets (Liabilities)
Derivative assets $27,076 $(110,390)
Other 66,111 29,406
Total Current Deferred Income Tax Assets (Liabilities) $93,187 $(80,984)
Noncurrent Deferred income Tax Liabilities
Depreciation $993,499 $946,155
Unfunded future income taxes 103,385 136,059



Accumulated deferred ITC 35,320 38,604

Deferred {(gain) on sale of generation assets (31,718) (49,715)
Pension 246,955 170,541
Statement 106 postretirement benefits (119,115) (135,205)
Derivative (liabilities) (4,536) (11,132)
Other (13,548) (75,502)
Total Noncurrent Deferred Income Tax Liabilities 1,210,242 1,019,805
Valuation allowance 403 -
Less amounts classified as regulatory liabilies
Deferred income taxes 105,528 (13,482)
Noncurrent Deferred Income Tax Liabilities $1,105,117 $1,033,287
Deferred tax assets $262,103 $300,960
Deferred tax liabilities 1,379,158 1,401,749
Net Accumulated Deferred Income Taxes Liability $1,117,0556 $1,100,789

Energy East and its subsidiaries have New York State loss carryforwards of $17.2 million,
which expire between 2020 and 2023, and an associated valuation allowance of $0.4 million.

Note 6. Long-term Debt

Debt owed to subsidiary holding solely parent debentures: The debt owed to a subsidiary
holding solely parent debentures consisted of Energy East's 8 1/4% junior subordinated debt
securities that were to mature on July 1, 2031, and were held by Energy East Capital Trust |
(the Trust). We redeemed all of the junior subordinated debt securities at par on July 24, 2006,
financed by the issuance of $250 miilion of unsecured long-term debt at 6.75%, due in 2036,
and by the issuance of short-term debt. We expensed approximately $11 million of
unamortized debt expense in July 2006 in connection with the redemption. Also in July 2006
the Trust redeemed, at par, its $345 million, 8 1/4% Capital Securities.

Notes to Consolidated Financial Statements
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Other iong-term debt: At December 31, 2008 and 2005, our consolidated other long-term
debt was:

Amount
{Thousands)
Company Interest Rates Maturity 2008 2008
First mortgage bonds (1

RG&E Series B, TT, UU & W 5.84% - 7.60% 2008 - 2033 $511,000 $511,000
RG&E PCN 2004 Seriss A& B 3.60% - 3.856% 2032 60,500 60,500
SCG Medium Term Note |, 1l & HI 4.57% - 7.95% 2007 - 2035 219,000 224,000
$CG Serles W 8.93% 2021 26,000 25,000
Berkshirs Gas Series P 10.06% 2019 10,000 10,000

825,500 830,500

Total first morigage bonds

Unsecured poliution control notes, fixed



NYSEG 1964 Series AL E 5.90% - 6.00% 2006 - 37,000
NYSEG 1985 Series A,B& D 4.00% - 4.10% 2015 132,000 132,000
NYSEG 2004 Series C 3.245% 2034 100,000 100,000
RG&E 1998 Series A 5.95% 2033 25.500 25.500
CMP Industrial Development Authority
of tha state of New Hampshire Notes 5.375% 2014 19,500 18,500
Total unsecured poliution control notes, fixed 277,000 314,000
Unsecured poliution control notes, variable
NYSEG 2006 Series A 3.75% 2024 12,000 -
NYSEG 2005 Series A 3.75% 2028 65,000 65,000
NYSEG 2004 Series A& B 3.80% - 3.85% 2027 - 2028 104,000 104,000
NYSEG 19984 Series B, C, Dt & D2 3.50% - 3.60% 2028 175,000 175,000
RG&E 1897 Series A, B & C 3.38% - 3.50% 2032 101,900 101,900
TEN Cos Industrial Revenue Varlable Rate Demand
Bonds 3.62% 2025 - 2030 14,900 14,900
Total unsecured poliution control notes, variable 472,800 480,800
Various long-term debt
Energy East Unsecured Note 5.75% 2006 - 232,350
Energy East Unsecured Note 8.05% 2010 200,000 200,000
Energy East Unsecured Note 6.75% 2012 400,000 400,000
Energy East Unsecured Note 6.75% 2033 200,000 200,000
Energy East Unsecured Notes 6.75% 2036 500,000 5
NYSEG Unsecured Notes 4.375% - 5.75% 2007 - 2023 550,000 450,000
CMP Series E & F Medium Term Notes 4.25% - 7.00% 2007 - 2035 310,700 310,700
CNG Medium Term Notes Series A,B& C 5.683% - 9.10% 2007 - 2035 149,000 149,000
Berkshire Gas Unsecured Notes 4.76% - 9.60% 2011 - 2021 36,000 36,000
Energetix Promissory Note 8.50% 2007 3,509 3,509
TEN Cos Senior Secured Term Notas 6.90% - 6.99% 2009 - 2010 30,000 35,000
NORVARCO Promissory and Senior Note 7.05% - 10.48% 2020 16,373 17,5568
Total various long-term debt 2,398,582 2,034,115
Obligations under capital leases 25,187 28,855
Unamortized premium and discount on debt, net (8,592) (28,348)
3,987,477 3,637,922
Less debt dus within one year, included in current llablilties 260,768 326,527
$3,726,709 $3,311,395

Total

1. The first mortgage bonds are secured by liens on substantially all of the respactive utifity's properties,
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There are federal and state regulatory restrictions on our ability to borrow funds from our utifity
subsidiaries. While we may be able to borrow funds from our utility subsidiaries by obtaining
regulatory approvals and meeting certain conditions, we do not expect to seek such loans.
Energy East has no secured indebtedness and none of its assets are mortgaged, piedged or
otherwise subject to lien. None of Energy East's debt obligations are guaranteed or secured by

its subsidiaries.

At December 31, 2008, other long-term debt, including sinking fund obligations, and capital



lease payments (in thousands) that will become due during the next five years is:

2007 2008 2009 2010 2011
$260,768 $96,347 - $148,949 $261,403 $221,925

Cross-default Provisions: Energy East has a provision in its senior unsecured indenture,
which provides that its default with respect to any other debt in excess of $40 million will be
considered a default under its senior unsecured indenture. Energy East also has a provision in
its revolving credit facility, which provides that its default with respect to any other debt in
excess of $50 million will be considered a default under its revolving credit facility.

Note 7. Bank Loans and Other Borrowings

Energy East is the sole borrower in a revolving credit facility providing maximum borrowings of
up to $300 million. Our operating utilities are joint borrowers in a revolving credit facility
providing maximum borrowings of up to $475 million in aggregate. Sublimits that.total to the
aggregate limit apply to each joint borrower and can be altered within the constraints imposed
by maximum limits that apply to each joint borrower. Both facilities have expiration dates in
2011 and require fees on undrawn borrowing capacity. Two of our operating utilities have
uncommitted bilateral credit agreements for a total of $10 million. The two revolving credit
facilities and the two bilateral credit agreements provided for consolidated maximum
borrowings of $785 million at December 31, 2006 and 2005. Energy East pays a facility fee of
10 basis points annually on its $300 miliion revolver and each joint borrower pays a facility fee
on its revolver sublimit, ranging from 6 to 10 basis points annually depending on the rating of

its unsecured debt.

We use commercial paper and drawings on our credit facilities to finance working capital
needs, to temporarily finance certain refundings and for other corporate purposes. There was
$109 million of such short-term debt outstanding at December 31, 2006, and $121 million
outstanding at December 31, 2005. The weighted-average interest rate on short-term debt was
6.0% at December 31, 2006, and 4.6% at December 31, 2005.

In our revolving credit facility we covenant not to permit, without the consent of the lender, our
ratio of consolidated indebtedness to consolidated total capitalization to exceed 0.65 to 1.00 at
any time. For purposes of caicuiating the maximum ratio of consolidated indebtedness to
consolidated total capitalization, we have amended the facility to exclude from consolidated net
worth the balance of 'Accumulated other comprehensive income (loss) ' as it appears on the
consolidated balance sheet. The facility contains various other covenants, including a

restriction

Energy East Corporation

on the amount of secured indebtedness Energy East may maintain. Continued unremedied

failure to comply with those covenants for 15 days after written notice of such failure from the
lender constitutes an event of default and would result in acceleration of maturity. Our ratio of
consolidated indebtedness to consolidated total capitalization pursuant to the revolving credit



facility was 0.58 to 1.00 at December 31, 2006. We are not in default, and no condition exists
that is likely to create a default, under the facility.

In the revolving credit facility in which our operating utilities are joint borrowers, each joint
borrower covenants not to permit, without the consent of the lender, its ratio of total
indebtedness to total capitalization to exceed 0.65 to 1.00 at any time. For purposes of
calculating the maximum ratio of consolidated indebtedness to total capitalization, the facility
was amended to exclude from consolidated net worth the balance of 'Accumulated other
comprehensive income (ioss)' as it appears on the consolidated balance sheet. The facility
contains various other covenants, including a restriction on the amount of secured
indebtedness each borrower may maintain. Continued unremedied failure to observe those
covenants for five business days after written notice of such failure from the lender constitutes
an event of default and would result in acceleration of maturity for the party in default. No
borrower is in default, and no condition exists that is likely to create a default, under the facility.

Note 8. Preferred Stock Redeemable Solely at the Option of Subsidiaries

At December 31, 2006 and 2005, our consolidated preferred stock was:

Par  Redemption Shares Amount
Subsidiary Value Price  Authorized and (Thousands)
and Series per Share per Share Outstanding(?) 2006 2005
CMP, 6% Noncallable $100 - 5,180 $518 $518
CMP, 4.60% 100 101.00 30,000 3,000 3,000
CMP, 4.75% 100 101.00 50,000 5,000 5,000
CMP, 5.25% 100 102.00 50,000 5,000 5,000
NYSEG, 3.75% 100 104.00 78,379 7,838 7,838
NYSEG, 4.50% (1949) 100 103.75 41,800 1,180 1,180
NYSEG, 4.40% 100 102.00 7,093 709 709
NYSEG, 4.15% (1954) 100 102.00 4,317 432 432
Berkshire Gas, 4.80% 100 100.00 1,651 165 204
CNG, 6.00% 100 110.00 4,104 411 411
CNG, 8.00% Noncaliable 3.125 - 108,706 339 339
$24,592 $24,631

Total

() At December 31, 2006, Energy East and lis subsidlaries had 16,731,748 shares of $100 par value preferred stock, 16,800,000 shares of $25 par
vaiue preferrad stock, 775,609 shares of $3.125 par value preferred stock, 600,000 shares of $1 par value preferred stack, 10,000,000 shares of $.04
par value preferred stock, 1,000.000 shares of $100 par value preferance stock and 8,000,000 shares of $1 par va.ue preference stock authorized but

unissued.
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Our subsidiaries redeemed or purchased the following amounts of preferred stock during the
three years 2004 through 2006:

Date Series Amount
(Thousands)

Subsidiary

Berkshire Gas September 16, 2004 4.80% $5.6
Berkshire Gas September 15, 2005 4.80% $39.9



Berkshire Gas September 15, 2006 4.80% $39.3

RG&E May 5, 2004 4.00%F $12,000
RG&E May 5, 2004 4.10%H $8,000
RG&E May 5, 2004 4.75% | $6,000
RG&E May 5, 2004 4.10%J $5,000
RG&E May 5, 2004 4.95% K $6,000
RG&E May &, 2004 4.55% M $10,000
CMP June 10, 2005 3.50% '$22,000

Voting rights: If preferred stock dividends on any series of preferred stock of a subsidiary,
other than the CMP 6% series and the CNG 8.00% series, are in default in an amount
equivalent to four full quarterly dividends, the holders of the preferred stock of such subsidiary
are entitled to elect a majority of the directors of such subsidiary (and, in the case of the CNG
6.00% series, the largest number of directors constituting a minority of the board) and their
privilege continues until all dividends in default have been paid. The holders of preferred stock,
other than the CMP 6% series and the CNG 8.00% series, are not entitled to vote in respect of
any other matters except those, if any, in respect of which voting rights cannot be denied or
waived under some mandatory provision of law, and except that the charters of the respective
subsidiaries contain provisions to the effect that such holders shall be entitled to vote on
certain matters affecting the rights and preferences of the preferred stock.

Holders of the CMP 6% series and the CNG 8.00% series are entitied to one vote per share
and have full voting rights on all matters.

Note 9. Commitments and Contingencies

Capital spending: We have commitments in connection with our capital spending program.
We plan to invest over $3 billion in our energy delivery infrastructure during the next five years,
including amounts dedicated to electric reliability. We expect that over one-half of our capital
spending will be paid for with internally generated funds and the remainder through the
issuance of debt and equity securities. The program is subject to periodic review and revision,
Our capital spending will be primarily for the extension of energy delivery service, increased
transmission capacity, necessary improvements to existing facilities, the installation of an
advanced metering infrastructure and compliance with environmental requirements

and governmental mandates.
Nonutility generator power purchase contracts: We expensed approximately $560 million

for NUG power in 2006, $631 million in 2005, and $613 million in 2004, We estimate that our
NUG power purchases will be $568 million in 2007, $392 million in 2008, $229 million in 2009,

$84 million in 2010 and $85 million in 2011.

Not Consolidated Financi
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Nuclear entitlement power purchase contracts: In connection with our sales of nuclear



generating assets in 2004 and 2001, we entered into four entitiement contracts under which
we purchase electricity at a fixed contract price. We expensed approximately $258 million for
nuclear entitlement power in 2006, $263 million in 2005, and $199 million in 2004. We estimate
that our nuclear entitlement power purchases will be $281 million in 2007, $287 million in 2008,
$293 million in 2008, $309 million in 2010, and $276 million in 2011.

NYISO billing adjustment. The NYISO frequently bills market participants on a retroactive
basis when it determines that billing adjustments are necessary. Such retroactive billings can
cover several months or years and cannot be reasonably estimated. NYSEG and RG&E
record transmission or supply revenue or expense, as appropriate, when revised amounts are
available. The two companies have developed an accrual process that incorporates available
information about retroactive NYISO billing adjustments as provided to all market participants.
However, on an ongoing basis, they cannot fully predict either the magnitude or the direction of

any finai billing adjustments.

NYPSC proceeding on NYSEG's accounting for OPEB: On August 23, 2006, the NYPSC
issued its decision in the NYSEG rate case. Among other things, the NYPSC instructed the
ALJ to open a separate proceeding regarding the NYPSC staff's position that NYSEG should
have retained $57 million of interest in its OPEB reserve and used it to reduce rate base. A
proceeding has been opened and hearings on the issues raised by the NYPSC staff are
currently scheduled for July 2007. NYPSC acceptance of its staff's position would result in
NYSEG treating all or a portion of the $57 million as an addition to its internal OPEB reserve,
with a corresponding charge to income. While NYSEG is vigorously opposing staff on these
issues, contending that the NYPSC staff is engaged in retroactive ratemaking, it cannot predict

how this matter will be resolved.
Note 10. Environmental Liability and Nuclear Decommissioning

Environmental liability. From time to time environmental laws, regulations and compliance
programs may require changes in our operations and facilities and may increase the cost of

electric and natural gas service.

The EPA and various state environmental agencies, as appropriate, have notified us that we
are among the potentially responsible parties who may be liable for costs incurred to
remediate certain hazardous substances at 22 waste sites. The 22 sites do not include sites
where gas was manufactured in the past, which are discussed below. With respect to the

22 sites, 13 sites are included in the New York State Registry of Inactive Hazardous Waste
Disposal Sites, three are included in Maine's Uncontrolled Sites Program, one is included on
the Massachusetts Non-Priority Confirmed Disposal Site list and nine sites are also included

on the National Priorities list.
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Any liability may be joint and several for certain of those sites. We have recorded an estimated
liability of $2 million related to 12 of the 22 sites. We have paid remediation costs related to the
remaining 10 sites, and do not expect to incur any additional liability. We have recorded an



estimated liability of $4 million related to another 12 sites where we believe it is probable that
we will incur remediation costs and/or monitoring costs, although we have not been notified
that we are among the potentially responsible parties. The ultimate cost to remediate the sites
may be significantly more than the accrued amount. Factors affecting the estimated
remediation amount include the remedial action plan selected, the extent of site contamination

and the portion attributed to us.

We have a program to investigate and perform necessary remediation at our 60 sites where
gas was manufactured in the past. Eight sites are included in the New York State Registry,
eight sites are included in the New York Voluntary Cleanup Program, four sites are part of
Maine's Voluntary Response Action Program and one of those four sites is part of Maine's
Uncontrolled Sites Program, three sites are included in the Connecticut Inventory of
Hazardous Waste Sites, and three sites are on the Massachusetts Department of
Environmental Protection's list of confirmed disposal sites. We have entered into consent
orders with various environmental agencies to investigate and, where necessary, remediate 47

of the 60 sites.

Qur estimate for all costs related to investigation and remediation of the 60 sites ranges from
$162 million to $290 million at December 31, 2006. Our estimate could change materially
based on facts and circumstances derived from site investigations, changes in required
remedial action, changes in technology relating to remedial alternatives and changes to current

laws and regulations.

The liability to investigate and perform remediation, as necessary, at the known inactive gas
manufacturing sites was $162 million at December 31, 2006, and $161 million at December
31, 2005. We recorded a corresponding regulatory asset, net of insurance recoveries, since
we expect to recover the net costs in rates.

Our environmental liabilities are recorded on an undiscounted basis unless payments are fixed
and determinable. Nearly all of our environmental liability accruals, which are expected to be
paid through the year 2017, have been established on an undiscounted basis. Some of our
operating utility subsidiaries have received insurance settlements during the last three years,
which they generally accounted for as reductions to their related regulatory assets. The DTE
allows utilities in Massachusetts to retain a percentage share of insurance proceeds

for shareholders.

Nuclear decommissioning. CMP has ownership interests in three nuclear generating
companies in New England, which it accounts for under the equity method. All three
companies have permanently shut down their facilities which have been decommissioned or

are in the process of being decommissioned.
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Each of the three nuciear generating companies has an established NRC licensed
independent spent fuel storage installation on site to store spent nuclear fuel in dry casks until

the DOE takes the fuel for disposal.



Maine Yankea Connecticut

Yankee Atomic Yankee
{$ In Milllons)
Ownership share 38% 9.5% 6%
2006 decommissioning and spent fuel $24.1 $4.7 $7.3
storage costs
Share of remaining decommissioning
and other costs (in 2006 dollars) §62.1 $7.3 $19.8
Equity interest at December 31, 2006 $6.0 - , $2.6

Maine Yankee's decommissioning was completed in 2005, Yankee Atomic's decommissioning
was completed during 2006 and Connecticut Yankee's decommissioning is scheduled to be
completed during 2007. Connecticut Yankee increased its decommissioning collections to $93
million annually as of January 2005. CMP's share of that increase is approximately $6 million.
Under Maine statutes, CMP is allowed to recover in rates any increases in decommissioning
costs and pursuant to its 2005 stranded cost settlement with the MPUC, CMP began to collect
the higher decommissioning costs for Connecticut Yankee in March 2005 and for Yankee

Atomic in March 2006.
Note 11. Fair Value of Financial Instruments

The carrying amounts and estimated fair values of our financial instruments are shown in the
following table. The fair values are based on the quoted market prices for the same or similar

issues of the same remaining maturities.

December 31, 2006 2005
Carrying Estimated Carrying Estimated
Amount Fair Value Amount Fair Value
(Thousands)
Noncurrent investments - classified as
available-for-sale $85,386 $85,457 $88,432 $88,432

- $355,670 $358,817
$824,625 $863,903 $829,551 $922,079

Debt owed to affiliate
First mortgage bonds

Poliution control notes, fixed $277,000 $279,143 $314,000 $322,510
Pollution control notes, variable $472,800 $472,800 $460,800 $460,800
Various long-term debt $2,356,290 $2,439,918 $2,006,716 $2,150,762

The carrying amounts for cash and cash equivalents, current investments available for sale,
notes payable, derivative assets, derivative liabilities and interest accrued approximate their

estimated fair values.
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Note 12. Share-Based Compensation

As of December 31, 2006, we have two share-based compensation plans, which are described
below. The total compensation cost recognized in income for those plans for the years ended



December 31 was: $12.0 million for 20086, $4.1 million for 2005 and $21.1 million for 2004. The
total income tax benefit recognized in income for the share-based compensation arrangements
for the years ended December 31 was: $4.8 million for 2006, $1.7 million for 2005 and $8.4

million for 2004.

Stock options/SARs: Under our 2000 Stock Option Plan (the Plan), which was approved by
our sharehoiders, we may grant to senior management and certain other key employees stock
options and SARs for up to 13 million shares of Energy East's common stock. Awards are
intended to more closely align the financial interests of management with those of our
shareholders by providing long-term incentives to those individuals who can significantly affect
our future growth and success. Our policy is to grant SARs in tandem with any stock options
granted. Employees may choose to exercise either the SARs, which are settled in cash, or the
stock options. The exercise price of stock options/SARs granted is the market price of Energy
East's common stock on the last trading date prior to the date of grant. The stock
options/SARs generalily vest one-third upon grant, one-third on the first day of the new year
following their grant and the last third a year later, subject to, with certain exceptions,
continuous employment. Ali stock options/SARs expire 10 years after the grant date, The
Compensation and Management Succession Committee of Energy East's Board of Directors,
which administers the Plan, may in its discretion take one or more of specified actions in order
to preserve a participant's rights under an award in the event of a change in control (as defined

in the Plan).

Effective with our adoption of Statement 123(R) on October 1, 2005, (see Note 1) we began
estimating the fair value of each stock option/SAR award using the Black-Scholes-Merton
option vaiuation model and the assumptions noted in the table below. In accordance with
Statement 123(R), we measure the fair value of the stock options/SARs on the date of grant,
when we begin to recognize compensation cost, and remeasure the fair value at the end of
each reporting period. We incur a liability for our stock option plan awards in accordance with
Statement 123(R) because employees can request that the awards be settled in cash rather
than by issuing equity instruments. The liability at the reporting date is based on the fair value
at that date, and the compensation cost for the reporting period then ended is based on the
percentage of required service that has been rendered at that date. We base the expected
volatility and the dividend yield on 36-month historic averages for Energy East's common
stock. The expected term of options/SARs granted represents the period of time that we
expect the options/SARS to be outstanding, which we derive using the simplified method
allowed by the SEC. An expected term derived using the simplified method is essentially one-
half of the remaining contractual term. The risk-free rate for each option is based on the U.S.
Treasury vield curve in effect at the end of the reporting period for maturities consistent with

‘he expected term.

2008 2005
=xpected volatility 12.42% 13.83%
Sxpected dividends 4.49% 4.48%
=xpected term (in years) 0.2-5.0 0.7-5.0
Risk-free rate 4,58%-4.99% 4.19%-4.36%
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We applied APB 25, as permitted by Statement 123, to account for our stock-based
compensation prior to our adoption of Statement 123(R). In applying APB 25 we incurred a
liability for our stock options/SARs, as explained above, and used the intrinsic value method to
determine the liability and related compensation during the nine months ended September 30,
2005, and the year 2004. Statement 123 required the amount of the fiability for awards that call
for settlement in cash to be measured each period based on the current stock price, which
produced the same result as using the intrinsic value method in applying APB 25 for such

awards.

The following table provides a summary of stock option/SAR activity under the Plan and other
information, for the year ended and as of December 31, 2006.

Welighted-

Welighted- Average Aggregate

Stock Average Remaining Intrinsic

Options/ Exercise Contractual Value

SARs Price Term (Years) {Thousands)
Outstanding at January 1, 2006 3,159,988 $23.81
Options/SARSs granted 788,880 $25.11
SARs exercised 103,495 $21.58
Options/SARs forfeited or expired 186,818 $26.22

Outstanding at December 31, 2006 3,658,555 $24.03 6.95 $4,477

Exercisable at December 31, 2006 2,706,652 $23.75 6.17 $4,141

The weighted-average grant-date fair value of stock options/SARs granted during the years
anded December 31 was: $2.47 per share for 2006, $2.84 per share for 2005 and $2.93 per
share for 2004. The total intrinsic value of share-based liabilities paid during the years ended
December 31 was:; $0.3 million for 2006, $10.5 million for 2005 and $13.4 million for 2004.

Restricted stock: We have a Restricted Stock Plan for our common stock under which an
aggregate of two million shares may be granted, subject to adjustment. We award shares of
estricted stock to selected employees, which shares are issued in the name of the employee,
vho has all the rights of a shareholder subject to certain restrictions on transferability and a
isk of forfeiture. The restricted shares generally vest no later than January 1 of the sixth year
ifter the award is granted and based on the conditions outlined in the restricted stock award
jrants, including the achievement of targeted shareholder returns. We issue shares of
estricted stock out of Energy East's treasury stock. We repurchased 250,000 shares of our
sommon stock in February 2008, primarily for grants of restricted stock. The grant-date fair
ralue of shares of restricted stock awarded is based on the market price of Energy East's
;ommon stock on the date of the restricted stock award and is not subsequently remeasured.
Ne generally expense the compensation cost for restricted stock ratably over the requisite
:ervice period; however, compensation cost for certain shares may be expensed immediately
i over shorter periods based on the achievement of performance criteria or the retirement
irovision included in the Restricted Stock Plan. The weighted-average grant date fair value per
hare of restricted stock granted during the years ended December 31 was: $24.75 for 20086,

126.42 for 2005 and $23.90 for 2004.
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The following table provides a summary of restricted stock activity and other information for the
year ended and as of December 31, 2006:

Weighted-Average

Grant-Date

Restricted Stock Plan Shares Fair Value
Nonvested at January 1, 2006 576,278 $24.29
Granted 273,733 $24.75
Vested (49,825) $23.95
Forfeited (750) $25.37
Nonvested at December 31, 2006 799,436 $24.46

As of December 31, 2006, there was $4.6 million of total unrecognized compensation cost
related to shares granted pursuant to the Restricted Stock Plan, which we expect to recognize

over a weighted-average period of less than one year. The total fair value of shares vested

during the years ended December 31 was: $1.2 million for 2006, $2.1 million for 2005 and

$0.7 million for 2004.
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Note 13. Accumulated Other Comprehensive Income (L.oss)

Baiance
January
1, 2004

Change

Balance
December
31, 2004

2008
Change

Balance
December
© M, 2008

2008 Decem

Change (1

b B

{Thousands)

Unrealized gains {losses)

on investments.;

Unrealized hoiding gains
during period, net of income
tax {expense) of, $(318) for
2004, ${210) for 2005, and
$(964) for 2006

$491

$333

§$1,454

Net unrealized (lossas) gains
on investments $(866)

491

$(405)

333

$(72)

1,454

$1.3

Minimum pension liability

adjustment, net of income tax

benefit (axpense) of $8,114 for 2004,

$8.674 for 2005 and

$(43,850) for 2006 {40,120)

{7.815)

(48,035)

(16,983)

(65.,018)

65,018

Adjustment to initialty apply Statement
158 for nonqualified plans, nat of
income tax benefit of $11,153 for 2008

(16.817)

(16,8

Unrealized gains (logses) on
derivativas qualified as hedges:
Unreaiized gains during
period on derivatives quaiified
as hedges, net of income tax
{expense) benefit of $(5,061) for
2004, $(107,041) for 2005
and $112 887 for 2008
Reclassification adjustment for
{gains) included in net
income, net of income tax
expense (benefit) of $22,037

8,064

167,352

(174,459)



for 2004, $11,987 for 2005
and $(7,843) for 2006

(33,887)

(18,056)

11,940

Net unrealized gains (losses) on

derivatives qualified as hedges® 29,802

{24,923}

4,879

149,298

154,175

(162,519)

(83

Accumulated Other
Comprehensive

Income {Loss) $(11.214)

$(32,347)

$(43,561)

$132,6468

$89,085

${112,864)

$(23.7

n The reduction in the minimum pension Kability includes $17.4 million for the adjustment to Initially apply Statement 158.

{2) ses Risk management in Note 1,
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Note 14. Retirement Benefits

We have funded noncontributory defined benefit pension plans that cover substantially all of
our employees. The plans provide defined benefits based on years of service and final
average salary. We also have other postretirement health care benefit plans covering
substantially all of our employees. The health care plans are contributory with participants’

contributions adjusted annually.

Obligations and funded status:

Pension Benefits

Postretirement Benefits

2006 2005 2006 2005
(Thousands)
Change in benefit obligation
Benefit obligation at January 1 $2,366,748 $2,254,209 $536,997 $559,977
Service cost 37,443 35,379 5,852 5,775
Interest cost 127,197 127,785 29,319 30,719
Plan participants’ contributions - - 25 642
Plan amendments - 418 247 -
Actuarial loss (gain) (93,685) 81,844 (5,728) (23,686)
Benefits paid (135,710) (132,887) (38,275) (36,430)
Federal subsidy on benefits paid - - 2,006 -
Benefit obligation at December 31 $2,301,993 $2,366,748 $530,443 $536,997
Change in plan assets
Fair value of plan assets at January 1 $2,584,5256 $2,475,494 $31,128 $32,105
Actual return on plan assets 366,210 187,448 3,306 1,516
Employer contributions 400 54,469 28,125 26,463
Plan participants' contributions - - 25 642
Benefits paid (135,710) (132,887) (25,283) (29,598)
Fair value of plan assets at December 31 $2,815,425 $2,584,525 $37,301 $31,128
Funded status at December 31 $513,432 $217,777 $(493,142) $(505,869)
Unrecognized net actuarial loss (¥ $481,244 $66,349
Unrecognized prior service cost (benefit) () 42,810 (36,770)

- 47,599

Unrecognized net transition obligation (1}




Totai unrecognized amounts

$524,054

$77,178

Prepaid (accrued) benefit cost

$741,831

$(428,691)

M ae Dacember 31, 2006, these amounts for pension banefits and postretirement benafits are included in regulatory assets or regulatory liabiiities, as
appropriate, due to the application of Statement 158 and in accordance with Statement 71. See Statement 158 disciosure in Note 1.

Pension Benefits Postretirement Benefits
Amounts recognized in the balance sheet 2006 2005 2006 2005
Noncurrent assets $577,356 -
Current liabilities - $(26,228)
Noncurrent liabilities (63,924) (466,914)
$513,432 $(493,142)
Prepaid benefit cost $741,831 -
Accrued benefit cost - $(428,691)
Additional minimum liability (185,791) -
Intangible assets 6,595 -
Regulatory liabilities 76,914 -
Accumulated other comprehensive income 102,282 -
$741,831 $(428,691)

Net amount recognized

Notes to Consolidated Financial
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The minimum liability for pension benefits included in other comprehensive income increased
$20 million in 2005. We recorded a minimum pension liability of $186 million at December 31,
20085, as required by Statement 87. We recognized the effect of the minimum pension liability
in other long-term liabilities, intangible assets, regulatory liabilities and other comprehensive
income, as appropriate. That treatment was prescribed when the accumulated benefit
obligation in the plan exceeded the fair value of the underlying pension plan assets and
accrued pension liabilities. The increase in the unfunded accumulated benefit obligation in
2005 was primarily due to a decrease in the assumed discount rate. The minimum pension
liability was eliminated and related amounts reversed based on their balances at December
31, 2008, due to the application of Statement 158. See Statement 158 disclosure in Note 1.

As explained in Note 1, we have determined that all of our operating companies are allowed to
defer as regulatory assets or regulatory liabilities items that would otherwise be recorded in
accumulated other comprehensive income pursuant to Statement 158. Amounts recognized in
regulatory assets or regulatory liabilities at December 31, 2006, consist of:

Pension Benefits Postretirement Benefits

{Thousands)

Net loss {gain) $220,806 $51,798
Prior service cost (benefit) $38,082 $(28,723)
Transition obligation - $40,800

Our accumulated benefit obligation for all defined benefit pension plans at December 31 was
$2.1 billion for 2006 and $2.2 billion for 2005.



CMP's, CNG's and SCG's postretirement benefits were partially funded at December 31, 2006

and 2005.

Information for pension plans with an accumulated benefit
obligation in excess of plan assets

December 31, 2006 2008
{Thousands)

Projected benefit obligation $440,847 $568,560
Accumulated benefit obligation $395,586 $511,653
Fair value of plan assets $383,046 - $456,593

Notes to Consolidated Financial Statements
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Pension Benefits

Postretirement Benefits

2006 2005 2004 2006 2005 2004

{Thousands)
Components of net
periodic benefit cost
Service cost $37,443 $35,379 $32,069 $5,852 $5,775 $6,082
Interest cost 127,197 127,785 130,891 29,319 30,719 34,672
Expected return on plan assets  (221,702) (214,012) (206,120) {1,693) (2,248) {2,480)
Amortization of prior

service cost (benefit) 4,736 4,994 4,650 (7,504) (7,.577) (7,273)
Amortization of net loss (gain) 22,245 15,887 (1,106) 6,784 8,630 4,968
Amortization of transition

{asset) obligation - - {1,230) 6,800 6,800 8,001
Curtailment - - {148) - - 230
Settlement charge - - ‘12,186 - - (6,131)
Net periodic benefit cost $(30,081) $(29,967) $(28,808) $39,558 $42,099 $38,069

We include the net periodic benefit cost in other operating expenses. The net periodic benefit
cost for postretirement benefits represents the amount expensed for providing health care
benefits to retirees and their eligible dependents. The amount of postretirement benefit cost
deferred at December 31 was $52 million for 2006 and $59 million for 2005. We expect to
recover any deferred postretirement costs by 2012. We are amortizing over 20 years the
transition obligation for postretirement benefits that resuited from the adoption of Statement

106.

Amounts expected to be amortized from regulatory
assets or regulatory liabllities into net periodic
benefit cost for the fiscal year ended

December 31, 2007

Pension Benefits Postretirement Benefits

{Thousands)
Estimated net ioss (gain)

Estimated prior service cost (benefit)

Estimated transition obligation

$16,824
$4,524

$5,494
$(7,433)
$6,800




Weighted-average assumptions used to determine Pension Benefits Postretirement Benefits
benefit obligations at December 31, 20086 2005 2006 2005
5.75% 5.50% 575%  5.50%
4.00%

Discount rate
Rate of compensation increase 4.00% 4.00% 4.00%

Energy East Corporation

As of December 31, 2006, we increased our discount rate from 5.50% to 5.75%. The discount
rate is the rate at which the benefit obligations could presently be effectively settled. We
determined the discount rate by developing a yield curve derived from a portfolio of high
grade noncallable bonds that closely matches the duration of the expected cash flows of our

benefit obligations.

Weighted-average assumptions used to

determine net periodic benefit cost for Pension Benefits Postretirement Benefits
years ended December 31, 2006 2005 2004 2006 2005 2004
Discount rate 5.50% 5.75% 6.25% 5.50% 575% 6.25%
Expected long-term retum on plan assets 8.75% 8.75% 8.75% 6.00% 8.75% 8.75%
Rate of compensation increase 4.00% 4.00% 4.00% 4.00% 4.00% 4.00%

We developed our expected long-term rate of return on plan assets assumption based on a
review of long-term historical returns for the major asset classes. That analysis considered
current capital market conditions and projected conditions. Given the current low interest rate
environment, we selected an assumption of 8.75% per year, which is lower than the rate that
would otherwise be determined solely based on historical returns. The operating companies
amortize unrecognized actuarial gains and losses either over ten years from the time they are
incurred or using the standard amortization methodology, under which amounts in excess of
10% of the greater of the projected benefit obligation or market related value are amortized
over the plan participants' average remaining service to retirement.

Assumed heaith care cost trend rates at December 31, 2006 2005
Health care cost trend rate assumed for next year 9.0% 10.0%
Rate to which cost trend rate is assumed to decline (the ultimate trend rate) 5.0% 5.0%
Year that the rate reaches the uitimate trend rate 2011 2011

Assumed health care cost trend rates have a significant effect on the amounts reported for the
health care pians. A one-percentage-point change in assumed health care cost trend rates

would have the following effects:

1% increase 1% Decrease

{Thousands)
Effect on total of service and interest cost $1,733 $(1.438)
Effect on postretirement benefit obligation $25,152 $(21,497)




Plan assets: Our weighted-average asset allocations at December 31, 2006 and 2005, by

asset category, are:

Pension Benefits

Postretirement Benefits

Target Target
Asset Category Allocation 2006 2005  Allocation 2006 2005
Equity securities 58% 64% 64% 50% 47% 56%
Debt securities 27% 24% 28% 45% 40% 37%
Real estate 5% 4% 2% - - -
Other 10% 8% 6% 5% 13% 7%
Total 100% 100% 100% 100% 100% 100%
tes to C |
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Our pension benefits plan assets are held in a master trust with a trustee and our
postretirement benefits plan assets are held with two trustees in multiple VEBA and 401(h)
arrangements. Those assets are invested among and within various asset classes in order to
achieve sufficient diversification in accordance with our risk tolerance. This is achieved for our
pension benefits ptan assets through the utilization of multiple asset managers and systematic
allocation to investment management styles, providing broad exposure to different segments of
the fixed income and equity markets; and for our postretirement benefits plan assets through
the utilization of multiple institutional mutual and money market funds, providing exposure to
different segments of the fixed income, equity and short-term cash markets.

Equity securities did not include any Energy East common stock at December 31, 2006
and 2005.

Contributions: In accordance with our funding policy we make annual contributions of not less
than the minimum required by applicable regulations. We expect to contribute between $10
and $20 million to our pension benefits plans and approximately $14 million to our other

postretirement benefit plans in 2007.

Estimated future benefit payments: Our expected benefit payments and expected Medicare
Prescription Drug, Improvement and Modernization Act of 2003 (Medicare Act) subsidy

receipts, which reflect expected future service, as appropriate, are:

Pension Postretirement Medicare Act

Benefits Benefits Subsidy Receipts
{Thousands)
2007 $132,395 $52,409 $3,515
2008 $137,948 $55,559 $3,964
2009 $143,902 $59,210 $4,360
2010 $150,746 $62,852 $4,709
2011 $158,578 $66,584 $4,971
2012 - 2016 $870,437 $362,159 $29,885
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Note 15. Segment Information

Selected financial information for our operating segments is presented in the table below. Our
electric delivery segment consists of our regulated transmission, distribution and generation
operations in New York and Maine and our natural gas delivery segment consists of our
regulated transportation, storage and distribution operations in New York, Connecticut, Maine
and Massachusetts. WWe measure segment profitability based on net income. Other includes
primarily our energy marketing companies, interest income, intersegment eliminations and our

other nonutility businesses.

Electric Natural Gas
Delivery Delivery Other Total
{Thousands)
2006
Operating Revenues $3,023,037 $1,697,601 $510,027 $5,230,665
Depreciation and Amortization $187,587 $86,728 $8,253 $282,568
Interest Charges, Net $218,054 $86,263 $7,507 $308,824
Income Taxes (Benefits) $117,184 $44,744 $(6,673) $155,255
Net Income (Loss) $179,982 $78,166 $1,684 $259,832
Total Assets $7,184,016 $4,073,320 $305,065 $11,562,401
Capital Spending $253,103 $142,881 $12,247 $408,231
2005
Operating Revenues $2,969,558 $1,783,547 $545,438 $5,298,543
Depreciation and Amortization $178,806 $85,050 $13,361 $277,217
Interest Charges, Net $207,074 $81,365 $458 $288,897
Income Taxes $116,310 $45,752 $7,935 $169,997
Net Income (Loss) $206,117 $70,121 $(19,405) $256,833
Total Assets $7.175,864 -$4,136,568 $175,278 $11,487,708
Capital Spending $205,402 $119,266 $6,626 $331,294
2004
Operating Revenues $2,781,322 $1,549,150 $426,220 $4,756,692
Depreciation and Amortization $196,782 $88,968 $6,677 $292,457
interest Charges, Net $194,744 $77,700 $4,446 $276,890
Income Taxes $203,898 $38,229 $9,318 $251,445
Net Income (Loss) $171,653 $64,139 $(6,455) $229,337
Total Assets $6,738,511 $3,851,242 $206,869 $10,796,622
$185,544 $107,735 $5,984 $299,263

Capital Spending
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Note 16. Quarterly Financial Information (Unaudited)



Quarter Ended March 31 June 30 September 30 December 31
{Thousands, excapt per share amounts)
2006
Operating Revenues $1,695,611 $1,112,825 $1,090,354 $1,331,875
Operating Income $294,441 $117,907 $99,911 $191,233
Net Income _ $133,241 $28,285 $21,012 $77,294
Earnings per Share, basic $.91 $.19 $.14 $.53
Earnings per Share, diluted $.90 $.19 $.14 $.53
Dividends Declared per $.29 $.29 $.29 $.30
Share
Average Common

Shares Outstanding, basic 147,034 146,903 146,903 147,010
Average Common Shares

Qutstanding, diluted 147,679 147,678 147,702 147,809
Common Stock Price (V)

High $25.57 $25.39 $25.20 $25.66

Low $22.98 $22.18 $23.36 $23.62
2005
Operating Revenues $1,637,278 $1,081,945 $1,095,931 $1,483,389
Operating income $320,817 $98,301 $94,359 $179,678
Net Income $154,366 $17,365 $21,324 $63,778
Eamings per Share, basic $1.05 $.12 $.14 $.43
Earnings per Share, diluted $1.05 $.12 $.14 $.43
Dividends Declared per $.275 $.275 $.275 $.29
Share
Average Common

Shares Outstanding, basic 146,875 146,831 147,008 147,125
Average Common Shares

Outstanding, diluted 147,196 147,390 147,588 147,701
Common Stock Price (1)

High $26.95 $30.07 $29.35 $25.95

Low $24.98 $25.09 $24.82 $22.50

) our common stock Is listed on the New York Stock Exchange. The number of sharsholders of racord was 28,984 at December 31, 2006.
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To the Shareholders and Board of Directors
of Energy East Corporation and Subsidiaries:

We have completed integrated audits of Energy East Corporation's consolidated financial
statements and of its internal control over financial reporting as of December 31, 20086, in
accordance with the standards of the Public Company Accounting Oversight Board (United
States). Our opinions, based on our audits, are presented below.

Consolidated financial statements and financial statement schedule

In our opinion, the consolidated financial statements listed in the accompanying index present
fairly, in ali material respects, the financial position of Energy East Corporation and its
subsidiaries at December 31, 2006 and 2005, and the resuits of their operations and their cash



flows for each of the three years in the period ended December 31, 2008 in conformity with
accounting principles generally accepted in the United States of America. In addition, in our

opinion, the financial statement schedule listed in the accompanying index presents fairly, in all
material respects, the information set forth therein when read in conjunction with the related
consolidated financial statements, 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 and financial statement schedule based on our
audits. We conducted our audits of these statements 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 of financial statements includes
examining, on a test basis, evidence supporting the amounts and disclosures in the financial
statements, assessing the accounting principles used and significant estimates made by
management, and evaluating the overall financial statement presentation. We believe that our

audits provide a reasonable basis for our opinion.

As discussed in Note 1 to the consolidated financial statements, effective December 31, 2006,
the Company adopted Statement of Financial Accounting Standards No. 158 Employers’
Accounting for Defined Benefit Pension and Other Postretirement Plans - an amendment of

FASB Statements No. 87, 88, 106, and 132(R).

Internal_control over financial reporting

Also, in our opinion, management’s assessment, included in Energy East Management's
Annual Report on Internal Control Over Financial Reporting appearing under ltem 9A, that the
Company maintained effective internal control over financial reporting as of December 31,
2006 based on criteria established in Internal Control - Integrated Framework issued by the
Committee of Sponsoring Organizations of the Treadway Commission (COSQ), is fairty stated.
in all material respects, based on those criteria. Furthermore, in our opinion, the Company
maintained, in all material respects, effective internal control over financial reporting as of
December 31, 2006, based on criteria established in Internal Control - Integrated Framework
issued by the COSO. The Company’s management is responsible for maintaining effective
internal control over financial reporting and for its assessment of the effectiveness of internal
control over financial reporting. Our responsibility is to express opinions on management's
assessment and on the effectiveness of the Company's internal control over financial reporting
based on our audit. We conducted our audit of internal controi over financial reporting 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 effective internat control over financial reporting was maintained in
all material respects. An audit of internal control over financial reporting includes obtaining an
understanding of internal control over financial reporting, evaluating management's
assessment, testing and evaluating the design and operating effectiveness of internal control,
and performing such other procedures as we consider necessary in the circumstances. We
believe that our audit provides a reasonable basis for our opinions.

A company's internal control over financial reporting is a process designed to provide
reasonable assurance regarding the reliability of financial reporting and the preparation of



financial statements for external purposes in accordance with generally accepted accounting
principles. A company’s internal control over financial reporting includes those policies and
procedures that (i) pertain to the maintenance of records that, in reasonable detail, accurately
and fairly reflect the transactions and dispositions of the assets of the company; (ii) provide
reasonable assurance that transactions are recorded as necessary to permit preparation of
financial statements in accordance with generally accepted accounting principles, and that
receipts and expenditures of the company are being made only in accordance with
authorizations of management and directors of the company; and (iii) provide reasonable
assurance regarding prevention or timely detection of unauthorized acquisition, use, or
disposition of the company's assets that could have a material effect on the financial

statements.

Because of its inherent limitations, internal control over financial reporting may not prevent or
detect misstatements. 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 compliance with the policies or procedures may deteriorate.

PricewaterhouseCoopers LLP
Philadelphia, Pennsylvania
February 28, 2007

ENERGY EAST CORPORATION
SCHEDULE il - Consolidated Valuation and Qualifying Accounts
Years Ended December 31, 2006, 2005 and 2004
Beginning -End

Classification of Year  Additions Write-offs (1! Adjustments® of Year

(Thousands)

2006
Allowance for Doubtful

Accounts - Accounts
Receivable $53,112 $58,475 $(59,058) $6,724 $59,253

Income Tax Valuation
Allowance $400 - - $400

2008
Allowance for Doubtful
Accounts - Accounts
Receivable $45,344 $63,168 $(64,355) $8,957 $53,112
2004
Allowance for Doubtful

Accounts - Accounts
Receivable $52,848 $45,334 $(46,645) $(6,193) $45 344

U] Unecollectible accounts charged ageinst the allowance, net of recoveris



()Represents changes in the estimate of the write-offs that will not be recovered in rates.

Manage 's Narrative Analysis fO i
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RG&E meets the conditions set forth in General Instruction I{1)(a) and (b) of Form 10-K for a
reduced disclosure format and is therefore presenting a management's narrative analysis of
the results of operations as specified in General Instruction I(2)(a) of Form 10-K.

RG&E's electric delivery business consists of its regulated electricity transmission and
distribution operations in western New York. It also generates electricity from its one coal-fired
plant, three gas turbines and several smaller hydroelectric stations. RG&E's natural gas
delivery business consists of transporting, storing and distributing natural gas.

Earnings

RG&E's earnings for 2006 increased $3 million compared to 2005, primarily because of a $8
mitlion increase for higher net margins on electricity sales, partially offset by higher income
taxes as a result of tax adjustments that lowered tax expense in 2005.

Operating Results for the Electric Delivery Business

2006 2005
{Thousands)
Operating Revenues
Retall $432,821 $439,018
Wholesale 213,675 219,026
Other 84,689 33,115
Total Operating Revenues 731,185 691,159
Operating Expenses
Electricity purchased and fuel used in generation 321,524 296,009
Other operating and maintenance expenses 167,996 173,218
Depreciation and amortization 52,617 53,607
Other taxes 46,881 42,367
Total Operating Expenses 589,018 565,201
Qperating Income $142,167 $125,958

Operating Revenues: The $40 million increase in operating revenues for 2006 was primarily
the resuit of:

« An increase of $34 million in average delivery prices resulting from higher transition
charges,
An increase of $13 million due to higher market prices for electric energy sold under
various commodity options where RG&E provides supply,

« An increase of $25 million resulting from lower accruals under the eamings sharing
mechanism including $9 million in the first quarter for the finalization of the actual
earnings sharing amount for 2005 per RG&E's annual compliance filing, and



An increase in other revenues of $25 million, primarily reflecting credits from RG&E's
ASGA to recover higher purchased power costs related to Ginna.

Those increases were partially offset by:

A decrease of $5 million due to lower wholesale revenues,
« A decrease of $5 million resulting from lower retail delivery volumes, and
A decrease of $48 million resulting from lower electricity sales under RG&E's

commodity programs where RG&E provides supply.

Mana ent's Narra l f i
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Operating Expenses: The $24 million increase in operating expenses for 2006 was primarily
the result of:

« An increase of $26 million for purchased power costs primarily to Ginna purchases, and
An increase of $5 million in other taxes.

Those increases were partially offset by a reduction in pension expense of $5 million.

Operating Results for the Natural Gas Delivery Business

2006 2005
{Thousands)
Operating Revenues
Retail $378,847 $409,062
Other 6,261 5,305
Total Operating Revenues 385,108 414,367
Operating Expenses
244,060 270,647

Natural gas purchased

Other operating and maintenance expenses 53,690 §9,009
Depreciation and amortization 18,668 19,251
Other taxes 22,749 23,029
Total Operating Expenses 339,167 371,936
Operating Income $45,941 $42,431

Operating Revenues: The $29 million decrease in operating revenues for 2006 was primarily
the result of:

A decline of $53 miillion due to lower deliveries because of warmer weather.

That decrease was partially offset by:
An increase of $15 million due to higher purchased gas costs that were passed on to

customers, and
An increase of $8 million for accruals under the weather normalization mechanism.

Operating Expenses: The $33 million decrease in operating expenses for 2006 was primarily



the result of:

« A decrease of $5 million in various operating and maintenance costs, and
« A decrease of $27 million in purchased natural gas costs due to lower sales volumes.

New Accounting Standards

The FASB released FIN 48 in July 2006 and issued Statements 157 and 158 in September
2006. See Item 8 - Note 1 to RG&E's Financial Statements for explanations about these new
accounting standards and when they will become or became effective.

Rochester Gas and Electric Corporation

Market risk represents the risk of changes in value of a financial or commodity instrument,
derivative or nonderivative, caused by fluctuations in interest rates and commodity prices.
The following discussion of RG&E's risk management activities includes "forward-looking"
statements that involve risks and uncertainties. Actual results could differ materially from
those contemplated in the "forward-looking" statements. RG&E handles market risks in
accordance with established policies, which may include various offsetting, nonspecutlative
derivative transactions. (See Iltem 8 - Note 1 to RG&E's Financial Statements.)

The financial instruments RG&E holds or issues are not for trading or speculative purposes.
RG&E's quantitative and qualitative disclosures below relate to the following market risk
exposure categories: Interest Rate Risk, Commodity Price Risk and Other Market Risk.

Interest Rate Risk: RG&E is exposed to risk resulting from interest rate changes on variable-
rate debt and commercial paper. RG&E uses interest rate swap agreements to manage the
risk f increases in variable interest rates and to maintain desired fixed-to-floating rate ratios.
RG&E records amounts paid and received under those agreements as adjustments to the
interest expense of the specific debt issues. After giving effect to those agreements RG&E
estimates that, at December 31, 2006, a 1% change in average interest rates would change its
annual interest expense for variabie-rate debt by about $1 million. Pursuant to its current rate
plans, RG&E defers any changes in variable-rate interest expense. (See ltem 8 - Notes 5, 6

and 10 to RG&E's Financial Statements.)

RGA&E also uses derivative instruments to mitigate risk resulting from interest rate changes on
anticipated future financings, and amortizes amounts paid and received under those
instruments to interest expense over the life of the related financing.

Commodity Price Risk: Commodity price risk, due to volatility experienced in the wholesale
energy markets, is a significant issue for the electric and natural gas industries. RG&E

manages this risk through a combination of regulatory mechanisms, such as allowing for the
pass-through of the market price of electricity and natural gas to customers, and through
comprehensive risk management processes. These measures mitigate RG&E's commodity



price exposure, but do not completely eliminate it.

RG&E's current electric rate plan offers its retail customers choice in their electricity supply
including fixed and variable rate options and an option to purchase electricity supply from an
ESCO. During the fourth quarter of 2006, RG&E's electric customers chose their supply
options for 2007. Approximately 79% of RG&E's total electric load is now provided by an
ESCO or at the market price. RG&E's exposure to fluctuations in the market price of electricity
is limited to the load required to serve those customers who select the fixed rate option, which
combines delivery and supply service at a fixed price. During 2006 RG&E used electricity
contracts, both physical and financial, to manage fluctuations in the cost of electricity required
to serve customers who select the fixed rate option. it included the cost or benefit of those
contracts in the amount expensed for electricity purchased when the related electricity is sold.

RG&E's owned electric

itativ itative Di sure ark
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generation and long-term supply contracts significantly reduce its exposure to market
fluctuations for procurement of its fixed rate option electricity supply, and reduce the volatility of
rates for those customers that have chosen a variable rate option. RG&E expects that its
owned generation and long-term supply contracts will be sufficient to meet its fixed price load

requirements in 2007.

RG&E has a purchased gas adjustment clause that allows it to recover through rates any

changes in the market price of purchased natural gas, substantially eliminating its exposure to
natural gas price risk. RG&E uses natural gas futures and forwards to manage fluctuations in
natural gas commodity prices in order to provide price stability to customers. It includes the

cost or benefit of natural gas futures and forwards in the commodity cost that is passed on to
customers when the related sales commitments are fulfilled. RG&E records changes in the fair  _
value of natural gas hedge contracts as regulatory assets or regulatory liabilities.

RG&E faces risks related to counterparty performance on hedging contracts due to
counterparty credit default. RG&E, in conjunction with Energy East, has developed a matrix of
unsecured credit thresholds that are dependent on a counterparty's Moody's or S&P credit
rating. When Energy East's exposure to risk for a counterparty exceeds the unsecured credit
threshold, the counterparty is required to post additional collateral or RG&E will no ionger
transact with the counterparty until the exposure drops below the unsecured credit threshold.

Other Market Risk: RG&E's pension plan assets are primarily made up of equity and fixed

income investments. Fiuctuations in those markets as well as changes in interest rates may h
cause RG&E to recognize increased or decreased pension income or expense. RG&E's
pension income would change by approximately $1 million if either its expected return on plan
assets or its discount rate were to change by 1/4%. Under its Electric and Natural Gas Rate
Agreement, RG&E defers changes in pension income resulting from changes in market
conditions. (See ltem 8 - Note 12 to RG&E's Financial Statements.)




Rochester Gas and Electric Corporation
Statements of Income

Year Ended December 31, 2006 2005 2004
{Thousands)
Operating Revenues
Electric $731,185 $691,159 $664,794
Natural gas . 385,108 414,367 369,263
Total Operating Revenues 1,116,293 1,105,526 1,034,057
Operating Expenses
Electricity purchased and fuel used in generation 321,524 296,009 225,607
Natural gas purchased 244,060 270,647 228,937
Other operating expenses 172,245 182,285 205,249
Maintenance 49,441 49,942 55,709
Depreciation and amontization 71,285 72,858 89,822
Other taxes 69,630 65,3986 74,912
Gain on saie of generation assets - - (340,739)
Deferral of asset sale gain - - 228,785
Total Operating Expenses 928,185 937,137 768,282
Operating Income 188,108 168,389 265,775
Other (Income) (4,382) (4,391) (11,717)
Other Deductions 1,232 2,684 (983)
Interest Charges, Net 56,203 56,445 54 831
income Before Income Taxes 135,055 113,651 223,644
Income Taxes 52,760 34,662 153,327
Net income 82,295 78,989 70,317
Preferred Stock Dividends - - 1,789
Earnings Available for Common Stock $82,295 $78,989 $68,528
The notes on pages 106 through 125 are an integral part of the financial statements.
Rochester Gas and Electric Corporation
Balance Sheets
December 31, 2006 2005
{Thousands)
Assets
Current Assets
Cash and cash equivalents $5,902 $28,752
investments available for sale - 53,326
Accounts receivable and unbilled revenues, net 213,142 193,807
Fuel and natural gas in storage, at average cost 50,021 57,434
Materials and supplies, at average cost 13,533 13,204
Deferred income taxes 14,663 -
Derivative assets 21 21,597
Broker margin accounts 31,359 -
Prepayments and other current assets 36,760 27,047
Total Current Assets 365,401 395,166

Utility Plant, at Original Cost



Electric 1,298,609 1,258,330
Natural gas 584,857 572,943
Common 202,276 199,015
2,085,742 2,030,288
Less accumulated depreciation 619,262 583,557
Net Utility Plant in Service 1,466,480 1,446,731
Construction work in progress 80,291 18,748
Total Utility Plant 1,546,771 1,465,479
Other Property and Investments 11,271 11,634
Regulatory and Other Assets
Regulatory assets
Nuclear plant obligations 174,307 183,039
Deferred income taxes . 12,007
Unfunded future income taxes 13,154 -
Environmental remediation costs 25,988 25,013
Unamortized loss on debt reacquisitions 11,0714 14,336
Nonutility generator termination agreement 73,021 82,243
Natural gas hedges 22,724 -
Other 123,720 127,887
Total regulatory assets 443,985 444,505
Other assets
Prepaid pension benefits 97,180 48,368
Other 15,782 17,121
Total other assets 112,962 65,489
Total Regulatory and Other Assets 556,947 509,994
Total Assets $2,480,390 $2,382,273
The notes on pages 106 through 125 are an integral part of the financial siatements,
Rochester Gas and Electric Corporation
Balance Sheets
December 31, 2006 2005
{Thousands)
Liabilities
Current Liabllities
Notes payable $20,890 -
Accounts payable and accrued liabilities 135,863 $123,145
Interest accrued 9,589 9,830
Taxes accrued 12,711 16,438
Unfunded future income taxes 3,987 -
Deferred income taxes - 698
Derivative liabilities 22,542 1,562
Other 44,947 36,396
Total Current Liabilities 250,529 188,069
Regulatory and Other Liabilities
Regulatory liabilities
182,346

Accrued removal obligation 189,035
Deferred income taxes 6,541



89,104

Unfunded future income taxes -
Gain on sale of generation assets 118,031 111,262
Pension benefit 33,519

Natural gas hedges - 21,969

Other 39,096 51,015
Total regulatory liabiiities 386,222 455,696
Other liabilities

Deferred income taxes 237,440 167,785

Nuciear waste disposal 113,763 108,570

Other postretirement benefits 74,583 - 80,045

Asset retirement obligation 21,251 5,805

Environmental remediation costs 37,523 36,506

Other 58,464 59,341
Total other liabilities 543,024 458,052

Total Regulatory and Other Liabilities 929,246 913,748
Long_;-term debt 698,025 697,951

Total Liabilities 1,877,800 1,799,768
Commitments and Contingencies
Common Stock Equity
Common stock ($5 par value, 50,000 shares authorized,

38,886 shares outstanding at December 31, 2006 and 2005) 194,429 194,429
Capital in excess of par value 483,662 483,252
Retained earnings 50,844 28,549
Accumulated other comprehensive loss (9,107) (6,487)
Treasury stock, at cost (4,379 shares at December 31, 2006

and 2005) (117,238) {(117,238)

Total Common Stock Equlty 602,590 582,505

Total Liabilities and Stockholder's Equity $2,480,390 $2,382,273

The notes on pages 105 through 125 are an integral part of the financial statements.
Rochester Gas and Electric Corporation
Statements of Cash Flows
Year Ended December 31, 2006 2005 2004
{Thousands)
Operating Activities
Net income $82,295 $78,089 $70,317
Adjustments to reconcile net income to net cash
provided by operating activities
Depreciation and amortization 136,019 140,099 166,468
Income taxes and investment tax credits deferred, net 45,114 (3,607) 37,945
Income taxes related to gain on sale of generation assets - - 111,954
Gain on sale of generation assets - - {340,739)
Deferrat of asset sale gain - - 228,785
Pension income (15,293) {10,471) (21,372)
Changes in current operating assets and liabilities
Accounts receivable and unbiiled revenues, net (18,943) (38,243) 4 655
Inventory 7.084 (23,598) (10,479)
Prepayments and other current assets (41,073) (8,521) (4,839)



Accounts payable and accrued liabilities 5,164 60,297 6,168
Customer refund (15,426) (25,329) (58,219)
interest accrued (240) 535 (2,246)
Taxes accrued (1,176) (1,235) (74,7786)
Other current liabflities (15,071) (19,816) (1,548)
Changes in other assets
Nuclear plant dispute settlement (33,655) (125) (141)
Other (6,247) (12,639) (14,786)
Changes in other liabilities
Generation related ASGA charges (55,420) (25,798) (31,064)
Other 7,262 24,890 {7,627)
Net Cash Provided by Operating Activities 80,394 135,428 58,456
Investing Activities
Sale of generation assets - - 453,678
Excess decommissioning funds retained - - 76,593
Utility plant additions (141,032) (55,450) (81,717)
Nuclear generating plant decommissioning fund - - (8,560)
Maturities of current investments available for sale 372,950 553,835 561,050
Purchases of current investments available for sale (319,625) (547,735) (620,475)
investments {166) {346) -
Net Cash (Used in) Provided by Investing Activities (87,873) {49,696) 380,569
Financing Activities
Repayments of first morigage bonds and preferred stock,
including net premiums - - (201,000)
Notes payable three months or less, net 20,890 - -
Book overdraft (1,261) 1,186 3,296
Liquidating dividend - - (75,000)
Dividends on common and preferred stock (35,000) (70,000) (171,789)
Net Cash Used in Financing Activities (15,371) (68,814) (444,493)
Net increase (Decrease) in Cash and Cash Equivalents {22,850) 16,918 {5,468)
Cash and Cash Equivalents, Beginning of Year 28,752 11,834 17,302
Cash and Cash Equivalents, End of Year $5,902 $28,752 $11,834
The notes on pages 108 through 125 are an integral part of the financial statements.
Rochester Gas and Electric Corporation
Statements of Changes in Common Stock Equity
Common Stock Accur
Outstanding Capital in
$5 Par Value Excessof  Retained Comprel
(Thousands) Shares Amount _ Par Value Earnings
Balance, January 1, 2004 38,886 $194,429 $556,190 $121,032
Net income 70,317
Other comprehensive income,
net of tax
Comprehensive income
Liquidating dividend {75,000)
563

Equity contribution from parent
Dividends declared



(1,789)
(170,000)

38,886 194,429 481,753 19,560
78,989

Preferred stock

Common stock
Balance, December 31, 2004
Net income
Other comprehensive income,

net of tax
Comprehensive income

Equity contribution from parent

Common stock dividends
declared {70,000)
Balance, December 31, 2005 38,886 194,429 483,252 28,549
Net income 82,295
Other comprehensive income,
net of tax
Comprehensive income
Adjustment to initially apply
Statement 158 for
nonqualified plans
Equity contribution from parent

Common stock dividends
(60,000)

declared
Balance, December 31, 2006 38,886 $194,429 $483,662 $50,844

1,499

410

The notes on pages 108 through 125 are an integral part of the financial statements.
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Note 1. Significant Accounting Policies

Background: RG&E is primarily engaged in electricity generation, transmission and
distribution operations and natural gas transportation and distribution operations in westemn
New York. RG&E is an operating utility subsidiary of RGS Energy. Effective June 28, 2002,
RGS Energy became a wholly-owned subsidiary of Energy East Corporation. The acquisition
was accounted for under the purchase method of accounting. RGS Energy did not push

goodwill down to RG&E.

Accounts receivable: Accounts receivable include unbilled revenues of $50 million at
December 31, 2006, and $54 million at December 31, 2005, and are shown net of an
allowance for doubtful accounts of $11 million at December 31, 2006, and $13 million at
December 31, 2005. Accounts receivable balances do not bear interest although late fees may
be assessed. Bad debt expense was $8 million in 2006, $4 million in 2005 and $5 million in

2004,
Unbilled revenues represent estimates of receivables for energy provided but not yet billed.

The estimates are determined based on various assumptions, such as current month energy
load requirements, billing rates by customer classification and delivery loss factors. Changes in

those assumptions could significantly affect the estimates of unbilled revenues.

The allowance for doubtful accounts is RG&E's best estimate of the amount of probable credit



losses in its existing accounts receivable, determined based on experience for each service
region and operating segment and other economic data. Each month RG&E reviews its
allowance for doubtful accounts and past due accounts over 90 daysand/or above a specified
amount, and reviews all other balances on a pooled basis by age and type of receivable. When
RG&E believes that a receivable will not be recovered, it charges off the account balance
against the allowance. Changes in assumptions about input factors such as economic
conditions and customer receivables, which are inherently uncertain and susceptible to change
from period to period, could significantly affect the allowance for doubtful accounts estimates.

Asset retirement obligation and FIN 47: In accordance with FASB Statement 143 and

FIN 47, RG&E records the fair value of the liability for an asset retirement obligation and/or a
conditional asset retirement obligation in the period in which it is incurred and capitalizes the
cost by increasing the carrying amount of the related long-lived asset. RG&E adjusts the
liability to its present value periodically over time, and depreciates the capitalized cost over the
useful life of the related asset. Upon settlement RG&E will either settle the obligation at its
recorded amount or incur a gain or a loss. RG&E defers any timing differences between rate
recovery and depreciation expense as either a regulatory asset or a regulatory liability.

FIN 47 clarifies that the term conditional asset retirement obligation as used in Statement 143
refers to an entity's legal obligation to perform an asset retirement activity in which the timing
and/or method of settlement are conditional on a future event that may or may not be within
the control of the entity. FIN 47 requires that if an entity has sufficient information to reasonably
estimate the fair value of the liability for a conditional asset retirement obligation, it must
recognize that liability at the time the liability is incurred. RG&E began applying FIN 47 as of
December 31, 2005. RG&E's application of FIN 47 did not have a material effect on its
financial position, and there was no effect on its results of operations or cash flows.

otes to Financial Statemen
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RGA&E's asset retirement obligation (ARO) including its estimated conditional asset retirement
obligation at December 31 was $21 million for 2006 and $6 million for 2005. The ARO primarily
consists of obligations related to removal or retirement of. asbestos, polycholorinated biphenyl
(PCB) contaminated equipment, gas pipeline and cast iron gas mains. The long-lived assets
associated with the AROs are generation property, distribution property and other property.
RG&E's pro forma conditional asset retirement obligation was $3 million at December 31,

2004.
The following table reconciles the beginning and ending aggregate carrying amount of the

ARO for the years ended December 31, 2006 and 2005. The increase for 2006 is primarily for
removal of asbestos from generating stations and the increase for 2005 is primarily for initialty

applying FIN 47.

Year ended December 31, 2008 2005

{Thousands}

AROQ, beginning of year $5,805 $1,907
12,249 3,915

Liabilities incurred during the year



Liabilities settled during the year (517) (143)

Accretion expense 280 126
Revisions in estimated cash flows 3,434

ARQ, end of year $21,251

$5.805

RG&E has AROs for which it has not recognized a liability because the fair value cannot be
reasonably estimated due to indeterminate settlement dates, including: the removal of hydro
dams due to structural inadequacy or for decommissioning; the removal of property upon
termination of an easement, right-of-way or franchise; and costs for abandonment of certain

types of gas mains. :

Statements of cash flows: RG&E considers all highly liquid investments with a maturity date
of three months or less when acquired to be cash equivalents and those investments are

included in cash and cash equivalents.

Statement 143 provides that if the requirements of Statement 71 are met, a regulatory liability
should be recognized for financial reporting purposes only, for the difference between removal
costs collected in rates and actual costs incurred. RG&E classifies those amounts as accrued

removal obligations.

Supplemental Disclosure of Cash Flows information 2006 2005 2004
{Thousands)

Cash paid during the year ended December 31:

Interest, net of amounts capitalized $42,370 $41,261 $49,283
Income taxes, net of benefits received $9,326 $37,742 $76,053

The amount of capitalized interest was $1.5 million in 2006 and $0.5 million in 2005 and 2004.

Decommissioning expense: Other operating expenses for 2004 include nuclear
decommissioning expense accruals. As a result of the sale of Ginna in June 2004 RG&E no
longer has a decommissioning obligation and will not incur additional decommissioning

expense.

Note cial
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Depreciation and amortization: RG&E determines depreciation expense using the straight-
line method. The average service lives of certain classifications of property are: transmission
property - 58 years, distribution property - 53 years, generation property - 39 years and other
property - 25 years. RG&E determines depreciation expense for the majority of its generation
property using remaining service life rates, which include estimated cost of removal, based on
operating license or anticipated closing dates. The remaining service lives of generation
property range from 1 years for its coal station to 31 years for its hydroelectric stations.
RG&E's depreciation accruais were equivalent to 3.2% of average depreciable property for

2006, 3.4% for 2005 and 3.6% for 2004.

RG&E charges repairs and minor replacements to operating expense, and capitalizes



renewals and betterments, including certain indirect costs. It charges the original cost of utility
plant retired or otherwise disposed of to accumulated depreciation.

Estimates: Preparation of the financial statements in conformity with accounting principles
generally accepted in the United States of America requires management to make estimates
and assumptions that affect the reported amounts of 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.

FIN 48: In July 2006 the FASB released FIN 48, which clarifies the accounting for uncertainty
in income taxes recognized in financial statements in accordance with Statement 109 by
prescribing a recognition threshold and measurement attribute for the financial statement
recognition and measurement of a tax position taken or to be taken in a tax return. The
evaluation of a tax position is a two-step process. The first step is for an entity to determine if it
is more likely than not that a tax position will be sustained upon examination. The second step
involves measuring the amount of tax benefit to be recognized in the financial statements
based on the largest amount of benefit that meets the prescribed recognition threshold. The
difference between the amounts based on that position and the position taken in a tax return is
generally recorded as a liability. FIN 48 is effective for fiscal years beginning after December
15, 2006. Upon adoption of FIN 48, the cumulative effect of applying the provisions of FIN 48
must be reported as an adjustment to the opening balance of retained earnings for that fiscal
year. RG&E adopted FIN 48 effective January 1, 2007. While RG&E is still in the process of
measuring the effect of the adoption, it estimates that the adoption will not have a material

effect on its results of operations or financial position.

Investments available for sale: RG&E held no current investments at December 31, 2006
and $53 million at December 31, 2005, which consisted of auction rate securities classified as
available-for-sale. RG&E's investments in those securities are recorded at cost, which
approximates fair market value due to their variable interest rates, which typically reset every 7
to 35 days. Despite the long-term nature of their stated contractual maturities, RG&E has the
ability to quickly liquidate such securities. As a result, RG&E has no cumuiative gross
unrealized holding gains (losses) or gross realized gains (losses) from its current investments.
All income generated from such current investments is recorded as interest income.

Notes to Financial Statements
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Other (Income) and Other Deductions:

Year Ended December 31, 2008 2005 2004
{Thousands)
Interest and dividend income $(2,853) $(3,574) $(3,653)
2004 RG&E Electric and Natural Gas Rate Agreement - - (6,117}
Miscellaneous (1,529) 817) (1,947)
Total other (income) $(4,382) $(4,391) $(11,717)

$1,232 $2,684 $(983)

Miscellaneous
$2,684 ${(983)

Total other deductions $1,232




Regulatory assets and liabilities: Pursuant to Statement 71, RG&E capitalizes, as regulatory
assets, incurred and accrued costs that are probable of recovery in future electric and natural
gas rates. Substantially all regulatory assets for which funds have been expended are either
included in rate base or are accruing carrying costs. RG&E also records, as regulatory
liabilities, obligations to refund previously collected revenue or to spend revenue collected from

customers on future costs.

RG&E amortizes its various regulatory assets and regulatory liabilities as follows: Unfunded
future income taxes and deferred income taxes as the related temporary differences reverse;
Nuclear piant obligations, other regulatory assets and other regulatory liabilities over various
periods in accordance with RG&E's current rate plans.

At December 31, 2006 and 2005, RG&E's Other regulatory assets and liabilities consisted of:

2006 2005
{Thousands)
Loss on sale of Oswego generating unit $41,895 $48,371
Deferred ice storm costs 28,811 32,014
Asset retirement obligation 16,668 3,541
Merger costs 12,4086 24,393
Other 23,940 19,548
Total other regulatory assets $123,720 $127,867
Pension $6,527 $2,719
Nuclear fuel disposal 5,729 5,555
Overcollection of Gross Receipts Tax 5,506 7,860
Accrued earnings sharing - 19,086
Other 21,334 15,795
Total other regulatory liabilities $39,096 $51,015
Notes to Financial Statements
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Related party transactions: Utility Shared Services Corporation and Energy East
Management Corporation provide various administrative and management services to Energy
East's operating utilities, including RG&E, pursuant to service agreements. The cost of those
services is allocated in accordance with methodologies set forth in the service agreements.
The cost allocation methodologies vary depending on the type of service provided. The cost for
services provided to RG&E by Utility Shared Services Corporation and Energy East
Management Corporation was approximately $23 million in 2006, $22 million in 2005 and

$26 million in 2004.

Revenue recognition: RG&E recognizes revenues upon delivery of energy and energy-
related products and services to its customers.

RGA&E enters into power purchase and sales transactions with the NYISO. When RG&E selis
electricity from owned generation to the NYISO, and subsequently repurchases electricity from



the NYISO to serve its customers, RG&E records the transactions on a net basis in its
statements of income.

Risk management: The financial instruments RG&E holds or issues are not for trading or
speculative purposes.

RG&E uses derivative instruments to mitigate risk resulting from interest rate changes on
anticipated future financings and amortizes amounts paid or received under those instruments

to interest expense over the life of the corresponding financing.

RG&E faces risks related to counterparty performance on hedging contracts due to
counterparty credit default. RG&E, in conjunction with Energy East, has developed a matrix of
unsecured credit thresholds that are dependent on a counterparty's Moody's or S&P credit
rating. When Energy East's exposure to risk for a counterparty exceeds the unsecured credit
threshold, the counterparty is required to post additional collateral or RG&E will no longer
transact with the counterparty until the exposure drops below the unsecured credit threshold.

RG&E uses electricity contracts, both physical and financial, to manage fluctuations in the cost
of electricity. It includes the cost or benefit of those contracts in the amount expensed for

electricity purchased when the electricity is sold.

RGA&E has a purchased gas adjustment clause that allows it to recover through rates any
changes in the market price of purchased natural gas, substantially eliminating its exposure to
natural gas price risk. RG&E uses natural gas futures and forwards to manage fluctuations in
natural gas commodity prices and provide price stability to customers. it includes the cost or
benefit of natural gas futures and forwards in the commaodity cost when the related sales

commitments are fulfilled.

RG&E recognizes the fair value of its financial electricity contracts, natural gas hedge contracts
and interest rate derivative instruments as current derivative assets or liabilities, other assets
or other liabilities. RG&E's financial electricity contracts and interest rate derivative instruments
are designated as cash flow hedging instruments. RG&E records changes in the fair value of
the cash flow hedging instruments in other comprehensive income, to the extent they are
considered effective, until the underiying transaction occurs. RG&E records the ineffective

portion of any

Notes to Financial Statements

Rochester Gas and Electric Corporation

change in fair value of cash flow hedges to the income statement as either Other (Income) or
Other Deductions as appropriate. RG&E records changes in the fair value of natural gas hedge
contracts as regulatory assets or reguiatory liabilities. At December 31, 2006, RG&E had $1
million of derivative assets all of which were noncurrent and $32 million of derivative liabilities,
of which $23 million were current. At December 31, 2005, it had $22 million of derivative
assets, all of which were current, and $4 million of derivative liabilities, of which $3 million were

noncurrent.



RG&E uses quoted market prices to determine the fair value of derivatives and adjust for
volatility and inflation when the period of the derivative exceeds the period for which market

prices are readily available.

As of December 31, 20086, the maximum length of time over which RG&E has hedged its
exposure to the variability in future cash flows for forecasted transactions is 16 months.

RG&E has commodity purchase and sales contracts for both capacity and energy that have
been designated and qualify for the normai purchases and normal sales exception in

Statement 133, as amended.

Statement 157: In September 2006 the FASB issued Statement 157. Changes from current
practice that will result from the application of Statement 157 relate to the definition of fair
value, the methods used to measure fair value, and expanded disclosures about fair value
measurements. Statement 157 applies under other accounting pronouncements that require or
permit fair value measurements in which the FASB previously concluded that fair value is the
relevant measurement attribute. It does not require any new fair value measurements, but may
change current practice for some entities. Statement 157 will be effective for financial
statements issued for fiscal years beginning after November 15, 2007, and interim periods
within those fiscal years, with earlier application encouraged. The provisions are to be applied
prospectively, with certain exceptions. A cumulative-effect adjustment to retained earnings is
required for application to certain financial instruments. RG&E will adopt Statement 157
effective January 1, 2008. RG&E is currently assessing the effect Statement 157 would have
on its results of operations, financial position and cash flows.

Statement 158: In September 2006 the FASB issued Statement 158, which amends FASB
Statements No. 87, 88, 106 and 132(R), and requires an employer to:

recognize the overfunded or underfunded status of defined benefit pension and/or other
postretirement plans as an asset or liability in its balance sheet;
recognize changes in the funded status of such plans in the year in which the changes

occur through comprehensive income;
measure the funded status of a plan as of the date of its year-end balance sheet, and

L]

» disclose in the notes to the annual financial statements certain effects that the delayed
recoghnition of the gains or losses, prior service costs or credits and transition asset or
obligation are expected to have on net periodic benefit cost for the next fiscal year.

The funded status of a benefit plan is measured as the difference between plan assets at fair
vaiue and the benefit obligation, which is the projected benefit obligation for a pension plan
and the accumulated postretirement benefit obiigation for any other postretirement plan. As
required by Statement 158, gains or losses and prior service costs or credits that arise during

the period
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but are not recognized as components of net periodic benefit cost pursuant to Statement 87 or



Statement 106 are recognized as a component of other comprehensive income, net of tax.
Gains or losses, prior service costs or credits and the transition asset or obligation remaining
from the initial application of Statements 87 and 106 that are recognized in accumulated other
comprehensive income are adjusted as they are subsequently recognized as components of
net periodic benefit cost pursuant to the recognition and amortization provisions of those
Statements. However, RG&E is a rate-regulated entity that meets the criteria to apply
Statement 71. Based on its assessments of the facts and circumstances applicable to RG&E's
jurisdiction and regulatory environment, RG&E has determined that it is allowed to defer as
regulatory assets or regulatory liabilities the above indicated items. Other entities that are not
rate-regulated would recognize those items as a component of other comprehensive income
and/or include them in accumulated other comprehensive income.

RGA&E initially applied the recognition and disclosure provisions of Statement 158 as of
December 31, 2006, with no material effect on its financial position and no effect on its results
of operation or cash flows. Retrospective application of the recognition provisions and
measurement provisions is not permitted. RG&E measures its pension and other
postretirement plan assets and benefit obligations as of the date of its fiscal year-end balance
sheet and therefore has no need to change its measurement date. The incremental effect of
applying Statement 158 for RG&E's qualified plans on individual line items in its balance sheet

as of December 31, 2008, is;

Before After
Application of Application of
Statement 158 Adjustments Statement 158
{Thousands)
Other Assets
Prepaid pension benefits $63,661 $33,519 $97,180
Total other assets 79,443 33,519 112,962
Total Assets $2,446,871 $33,519 $2,480,390
Current Liabilities
Deferred income taxes $2,294 $(2,294) -
Other current liabilities 39,194 5,753 $44,947
Total current liabilities 247,070 3,459 250,529
Regulatory liabilities
Deferred income taxes 20,375 {13,834) 6,541
Pension benefit - 33,519 33,5198
Other 37,921 1,175 39,006
Total regulatory liabilities 365,362 20,860 386,222
Other liabilities
Deferred income taxes 221,312 16,128 237.440
Other postretirement benefits 81,511 {6,928) 74,583
Total other liabilities 533,824 9,200 543,024
Total Regulatory and Other Liabilities 899,186 30,060 929,246
Total Liabilities 1,844,281 33,5619 1,877,800
Total Liabilities and Stockholder's Equity $2,446,871 $33,519 $2,480,390
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Taxes: RG&E computes its income tax provision on a separate return méthod . The
determination and allocation of RG&E's income tax provision and its components are outlined
and agreed to in its tax sharing agreement with Energy East.

Deferred income taxes reflect the effect of temporary differences between the amount of
assets and liabilities recognized for financial reporting purposes and the amount recognized for
tax purposes. RG&E amortizes ITCs over the estimated lives of the related assets.

RG&E accounts for sales tax collected from customers and remitted to taxing authorities on a
net basis.

Energy East revised its Income Tax Allocation Agreement (Agreement) in 2006. The revised
Agreement, which applies to income tax returns after 2004, and is accounted for at the time of
the filing of the income tax returns in the subsequent year, eliminates the push-down
requirements of PUHCA and better aligns the allocation of income taxes with the Cost of
Service "stand alone" approach used in each of our regulated entities' rate structures.

If the revised agreement had been in place in 2004 and 2005, RG&E's income taxes would
have been $0.1 million higher for 2004 and $5.7 million higher for 2005.

Note 2. Sale of Ginna

In June 2004, after receiving all regulatory approvals, RG&E sold Ginna to CGG. RG&E
received at closing $429 million and received in September 2004 an additional $25 million for
post-closing adjustments. RG&E's 2004 statement of income reflects a gain on the sale of
Ginna of $341 million. The deferral of the asset sale gain, after related taxes of $112 million, is

$229 million.

RG&E's Electric Rate Agreement resolved all regulatory and ratemaking aspects related to the
sale of Ginna, including providing for an ASGA of $378 million after the post-closing
adjustments, and addressing the disposition of the asset sale gain. Upon closing of the sale of
Ginna, RG&E transferred $201 million of decommissioning funds to CGG, which has taken
responsibility for all future decommissioning funding. RG&E retained $77 mitlion in excess
decommissioning funds, which was credited to its customers as part of the ASGA.

Note 3. Other Intangible Assets

RG&E amortizes intangible assets with finite lives (amortized intangible assets) and reviews
them for impairment. RG&E has no goodwill or intangible assets with indefinite lives. RG&E's
amortized intangible assets consist of water rights and had a gross carrying amount of

$3 million and accumulated amortization of about $2 million at December 31, 2006 and 2005.
Estimated amortization expense for intangible assets is $78 thousand for each of the next five

years, 2007 through 2011.
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Note 4. Income Taxes

Year Ended December 31, 2006 2005 2004
{Thousands)
Cutrent
Federal $9,942 $32,337 $72,446
State (2,297) 7,520 (5,924)
Current taxes charged o expense 7,645 39,857 66,522
Deferred :
Federal 34,798 (5,631) 75,231
State 11,505 1,624 17,702
Deferred taxes charged to expense 46,303 {4,007) 92,833
ITC adjustment : (1,188) (1,188) (6,128)
Total $52,760 $34,662 $153,327

RG&E's tax expense differed from the expense at the statutory rate of 35% due to the
following:

Year Ended December 31, 2006 2005 2004
{Thousands)
Tax expense at statutory rate $47,269 $39,778 $78,276
Depreciation and amortization not normalized 500 1,434 {4,238)
ITC amortization {1,188) {1,188) (6,128)
State taxes, net of federal benefit 5,985 5,944 7.656
Cost of removal not normalized (1,546) (2,066) (2,623)
Audit settlement, reserve for disputed items 2,570 {208) (636)
ASGA, Ginna - - 80,075
Consolidated federal tax allocation - (5,568) (149)
Other, net (830) (3,464) 1,094
Total $52,760 $34,662 $153,327

RGA&E's effective tax rate was 39% in 2006, 31% in 2005 and 69% in 2004. RG&E's tax
expense for 2005 differed from the expense at the statutory rate primarily due to a decrease in
taxes recorded in 2005 related to the allocation of the 2004 consclidated current income tax
provision pursuant to the tax sharing agreement with Energy East. RG&E's effective tax rate
differed from the statutory rate in 2004 primarily due to the implication of the sale of Ginna.
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At December 31, 2006 and 2005, RG&E's deferred tax assets and liabilities consisted of:

2006 2005
{Thousands)
Current Deferred Income Tax Assets (Liabilities)
Derivative assets $8,980 $(7,989)
Other 5,683 7,291




Total Current Deferred Income Tax Assets (Liabllities) $14,663 $(698)
Noncurrent Deferred Income Tax Liabilities

Depreciation $239,237 $203,188
Unfunded future income taxes 2,222 20,341
Accumulated deferred ITC 6,797 7,985
Deferred (gain) loss on sale of generation assets (31,620) (49,200}
Statement 106 postretirement benefits (27,957) {(31,632)
Pension 22,177 29,882
Derivative liability (5,852) {9,734)
Other 38,977 (15,052)
Total Noncurrent Deferred Income Tax Liabilities 243,981 165,778
Less amounts classified as reguilatory liabilities
Deferred income taxes 6,541 {12,007)
Noncurrent Deferred Income Tax Liabilities $237,440 $167,785
Deferred tax assets $80,092 $112,909
Deferred tax liabilities 309,410 269,385
Net Accumulated Deferred Income Taxes $229,318 $156,476

RG&E has no federal or state tax credit or loss carryforwards, and no vailuation allowances.

te i Stateme
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Note 5. Long-term Debt
At December 31, 2006 and 2005, RG&E's long-term debt was:

interest Rates Maturity 2006 2005
{Thousands)

First mortgage bonds(?
Series B 5.84% 2008 $50,000 $50,000
Series B 7.60% 2009 100,000 100,000
Series TT 6.95% 2011 161,000 161,000
Series UU 6.65% 2032 125,000 125,000
PCN 2004 Series A 3.60% 2032 10,500 10,500
PCN 2004 Series B 3.85% 2032 50,000 50,000
Series VV 6.375% 2033 75,000 75,000
571,500 571,500

Total first mortgage bonds

Unsecured poliution control notes, fixed

1998 Series A 5.95% 2033 25,500 25,500
Unsecured pollution control notes, variabie

1997 Series A 3.45% 2032 34,000 34,000
1997 Series B 3.50% 2032 34,000 34,000

1997 Series C 3.38% 2032 33,900 33,900




Total unsecured poliution control notes, variable 101,800 . 101,900

(875) (949)

Unamortized discount on debt
$698,025 $697,951

Total

M RGA&E's first mortgage boncs are secused by a first mortgage lien on substantially all of its properties, RGAE has no othar secured indebtedness.
None of RG&E's other dabt obligations are guaranieed or secured by any of its affiliates.

At December 31, 2008, long-term debt, including sinking fund obligations {in fhousands), that
will become due during the next five years is:

2007 2008 2009 2010 2011
- $50,000 $100,000 - $161,000

Cross-default Provisions: RG&E has a provision in a participation agreement relating to
certain series of pollution control bonds, which provides that default by RG&E with respect to
bonds issued under its first mortgage indenture wiil be considered a default under the

participation agreement.
Note 6. Bank Loans and Other Borrowings

RGA&E is a joint borrower, along with NYSEG, CNG, SCG, CMP and Berkshire Gas, in a
revolving credit facility providing maximum borrowings of up to $475 million in aggregate.
Sublimits that total to the aggregate limit apply to each joint borrower and can be altered within
the constraints imposed by maximum limits that apply to each joint borrower. The facility
expires in 2011 and requires fees on undrawn borrowing capacity. RG&E has no liability for
any other joint borrower. RG&E's maximum borrowing limit under the facility is $100 million.
RG&E pays a facility fee of 10 basis points annually on its revolver sublimit.
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RGA&E uses drawings on its credit facility to finance working capital needs, to temporarily
finance certain refundings and for other corporate purposes. RG&E had $21 million of short-
term debt outstanding at December 31, 2006 and no short-term debt outstanding at December
31, 2005. The weighted average interest rate on short-term debt was 8.25% at December 31,

2006.

in the revolving credit facility, each joint borrower covenants not to permit, without the consent
of the lender, its ratio of total indebtedness to total capitalization to exceed 0.65 to 1.00 at any
time. For purposes of calculating the maximum ratio of indebtedness to total capitalization,
RG&E excludes from net worth the balance of 'Accumulated other comprehensive income
(loss)' as it appears on the balance sheet. The facility contains various other covenants,
including a restriction on the amount of secured indebtedness each borrower may maintain.



Continued unremedied failure to observe those covenants for five business days after written
notice of such failure from the lender constitutes an event of default and would result in
acceleration of maturity for the party in default. At December 31, 2006, RG&E's ratio of total
indebtedness to total capitalization was 0.54 to 1.00. RG&E is not in default, and no condition
exists that is likely to create a default, under the facility.

Note 7. Preferred Stock Redeemable Solely at the Option of RG&E

RG&E redeemed the following amounts of preferred stock, all at a premium, on May 5,
2004: $12 million of 4% Series F (120,000 shares), $8 million of 4.10% Series H (80,000
shares), $6 million of 4.75% Series | (60,000 shares), $5 million of 4.10% Series J (50,000
shares), $6 million of 4.95% Series K (60,000 shares) and $10 million of 4.55% Series M

(100,000 shares).

At December 31, 2006, RG&E had 2,000,000 shares of $100 par value cumulative preferred
stock, 4,000,000 shares of $25 par value cumulative preferred stock and 5,000,000 shares of
$1 par value preference stock authorized but unissued,

Note 8. Commitments and Contingencies

Capital spending: We have commitments in connection with our capital spending program.
We plan to invest amounts in our energy delivery infrastructure during the next five years,
including amounts dedicated to electric reliability. We expect that approximately one-half of our
capital spending will be paid for with internally generated funds and the remainder through the
issuance of debt securities. The program is subject to periodic review and revision. Our capital
spending will be primarily for the extension of energy delivery service, increased transmission
capacity, necessary improvements to existing facilities, the installation of an advanced
metering infrastructure and compliance with environmental requirements and governmental

mandates.

Nuclear entitlement power purchase contracts: In connection with RG&E's sales of nuclear
generating assets in 2004 and 2001, RG&E entered into two entitiement contracts under which
it purchases electricity at a fixed contract price. RG&E expensed approximately $200 million
for nuclear entittiement power in 2008, $203 million in 2005 and $139 miillion in 2004. RG&E
estimates that its nuclear entitlement power purchases will be $222 million in 2007, $226
million in 2008, $230 million in 2008, $245 million in 2010, and $219 million in 2011.
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NYISO billing adjustment: The NYISO frequently bills market participants on a retroactive
basis when it determines that billing adjustments are necessary. Such retroactive billings can
cover several months or years and cannot be reasonably estimated. RG&E records
transmission or supply revenue or expense, as appropriate, when revised amounts are
available. RG&E has developed an accrual process that incorporates available information
about retroactive NYISO billing adjustments as provided to all market participants. However,
on an ongoing basis, RG&E cannot fully predict either the magnitude or the direction of any



final billing adjustments.

Note 9. Environmental Liability

From time to time environmental laws, regulations and compliance programs may require
changes in RG&E's operations and facilities and may increase the cost of electric and natural

gas service.

The EPA and various state environmental agencies have notified RG&E that it is among the
potentially responsible parties who may be liable for costs incurred to remediate certain
hazardous substances at seven waste sites. The seven sites do not include sites where gas
was manufactured in the past, which are discussed below. With respect to the seven sites, five
sites are included in the New York State Registry of Inactive Hazardous Waste Disposal Sites
and three of the sites are also included on the National Priorities List.

Any liability may be joint and several for certain of those sites. RG&E has recorded an
estimated liability of less than $1 miilion related to the seven sites. It has recorded an
estimated liability of $1 million related to another seven sites where RG&E believes it is
probable that it will incur remediation costs, although it has not been notified that it is among
the potentially responsible parties. The ultimate cost to remediate the sites may be significantly
more than the accrued amount. Factors affecting the estimated remediation amount include
the remedial action plan selected, the extent of site contamination and the portion attributed to

RG&E.

RG&E has a program to investigate and perform necessary remediation at its 10 sites
where gas was manufactured in the past. Eight sites are included in the New York Voluntary
Clean-up Program.

RGA&E's estimate for all costs related to investigation and remediation of the 10 sites ranges
from $36 million to $72 million at December 31, 2006. The estimate could change materially
based on facts and circumstances derived from site investigations, changes in required
remedial action, changes in technology reiating to remedial alternatives and changes to current

laws and regulations.

RG&E's liability to investigate and perform remediation, as necessary, at its known inactive
gas manufacturing sites was $36 million at December 31, 2006, and $35 million at

December 31, 2005.
RG&E's environmental liability accruals, which are expected to be paid within the next 12

years, have been established on an undiscounted basis. RG&E has received insurance
settlements during the last three years, which it accounted for as reductions in its related

regulatory asset.
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Note 10. Fair Value of Financial Instruments



The carrying amounts and estimated fair values of RG&E's financial instruments are shown in
the following table. The fair values are based on the quoted market prices for the same or
similar issues of the same remaining maturities.

December 31, 2006 2005
Carrying Estimated Carrying Estimated
Amount Fair Value Amount Fair Value
{Thousands)
Noncurrent investments - classified as
available-for-sale $11,120 $11,120 $11,374 $11,374
First mortgage bonds. $570,625 $588,545 $570,581 $629,990
Pollution control notes, fixed $25,500 $26,737 $25,500 $27.745
Pollution control notes, variable $101,900 $101,900 $101,900 $101,900

The carrying amounts for cash and cash equivalents, current investments available for sale,
derivative assets, derivative liabilities and interest accrued approximate their estimated

fair values.

Rochester Gas and Electric Corporation

Note 11. Accumulated Other Comprehensive Loss

Balance Balance Balance
January 2008 December 2008 December
1, 2008 Change 31, 2005 Change 31, 2008

(Thousands)

Unrealized (losses) gains
on investments:
Unrealized holding (losses)
gains during period, net of income
tax benefit (expense)
of $19 for 2005, and $(388)
for 2006 $(29)

Net unreslized (josses) gains
on investments (28)
Minimum pension liability
adjustment, net of incoma tax benefit
(expense) of $2,538 for
2005 and $(2,538) for 2006 (3,827) (3,827) 3,827

Adjustment to initiatly apply Statement
158 for nonqualified plans, net of
income tax benefit of $2,987 for 2006

$581

$(29) 581 $552

{4,505) (4,505)

Unrealized (losses) gains on
derivatives qualified as hedges:

Unrealized {losses) gains

during period on derivatives qualified
as hedges, net of income tax benefit
{expense)

of $150 for 2005, and

$6,223 for 2006 (200) {9.383)
Reclassification adjustment for

(gains) included in net income,

net of income tax expensa of

$1,585 for 2005 and $(4,549)
for 2006 (2.405) 6,860

Net unrealized (Josses) on derivatives
qualified as hedges $(26) {2,605) {2,631) (2,523) {5.154)




Accumulated Other

Comprehensive Loss $(28) $(6,461) $(6.487) $(2,620) $(9,107)

(See Risk management in Note 1.)
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Note 12. Retirement Benefits

RG&E has funded noncontributory defined benefit pension plans that cover substantially all of
its employees. The plans provide defined benefits based on years of service and final average
salary. RG&E also has other postretirement health care benefit plans covering substantially all

of its employees. The health care plans are contributory with participants' contributions

adjusted annually.

Obligations and funded status:

Pension Benefits

Postretiremment Benefits

2006 2005 2006 2005
(Thousands)
Change in benefit obligation
Benefit obligation at January 1 $509,085 $515,669 $82,772 $102,411
Service cost 4,701 4,862 636 731
Interest cost 26,841 31,323 4,453 5,519
Actuarial loss (gain) (18,774) 11,945 (2,537) (15,304)
Benefits paid (40,583) (37,088) (5,200) (5,286)
Federal subsidiary on benefits paid - - 212 -
Other - (17,626) - (5.299)
Benefit obligation at December 31 $481,270 $509,085 $80,336 $82,772
Change in plan assets
Fair value of plan assets at January 1 $542,355 $575,967 - -
Actual return on plan assets 76,677 38,362 - -
Employer contributions - - $5,200 $5,286
Benefits paid {40,582) {37,088) {5,200) (5,2886)
Other - {34,886) . -
Fair value of plan assets at December 31 $578,450 $542,355 . -
Funded status at December 31 $£97,180 $33,270 $(80,336) $(82,772)
Unrecognized net actuarial loss (gain) (1) $831 $(13,289)
Unrecognized prior service cost (1) 14,267 5,052
Unrecognized net transition obligation (*) - 10,964
Total unrecognized amounts $15,008 $2,727

$48,368 $(80,045)

Prepaid (accrued) benefit cost

M At December 31, 2008, these amounts for pension banefits and postretirement banefits are included in reguiatory assets or reguiatory llabilities, as

appropriate, due to the application of Statement 158 and in accordance with Statemant 71, See Statement 158 disciosure in Note 1,



Pension Benefits Postretirement Benefits

Amounts recognized in the balance sheet 2006 2005 2006 2005
Noncurrent assets $97,180 -
Current liabilities - $(5,753)
Noncurrent liabilities - (74,583)
$97,180 $(80,336)

Note: Fi j a
Rochester Gas and Electric Corporation

Amounts recoghized in regulatory assets or regulatory liabilities at December 31, 2006,
consist of:

Pension Benefits Postretirement Benefits
(Thousands)
Net loss {gain) $(46,303) $(14,505)
Prior service cost $12,784 $4,193
Transition obligation - $9,137

RG&E's accumulated benefit obligation for alt defined benefit pension plans at December 31
was $438 million for 20086 and $459 million for 2005.

RG&E's postretirement benefits were unfunded at December 31, 2006 and 2005.

Pension Benefits Postretirement Benefits

2006 2005 2004 2006 2005 2004
{Thousands)
Components of net periodic

benefit cost

Service cost $4,701 34,862 $5479 $636 $731 $1,030
Interest cost 26,841 31,323 29,805 4,453 5,519 6,054
Expected return on plan assets (45,942) (45,148) (49,184) - - -
Amortization of transition obligation - - - 1,828 1,828 2,119
Amortization of prior service cost 1,483 1,483 1,262 . 859 859 1,141
Amortization of net (gain) (2,376) (2,991) (6,906) (1,322) {3) (263)
Curtailment - - {11,835) - - 7,401
Settlement charge - - 10,007 - - {7,007)
Net periodic benefit cost $(15,293) $(10,471) $(21,372) $6,454 $8,934 $10,475

RG&E includes the net periodic benefit cost in other operating expenses. The net periodic
benefit cost for postretirement benefits represents the amount expensed for providing heailth
care benefits to retirees and their eligible dependents. RG&E expects to recover any costs
related to the transition obligation by 2011. RG&E is amortizing over 20 years the transition
obligation for postretirement benefits that resuited from the adoption of Statement 106.



Amounts expected to be amortized from regulatory
assets and regulatory liabilities into net periodic
benefit cost for the fiscal year ended

December 31, 2007

{Thousands)

Pension Benefits Postretirement Benefits

Estimated net (gain) $(4,033) $(1,628)
Estimated prior service cost $1,483 $859
- $1,827

Estimated transiticn obligition

Weighted-average assumptions used to determine Pension Benefits Postretirement Benefits

benefit obligations at December 31, 2006 2005 2006 2005
5.75% 5.50% 5.75% 5.50%

4.00% 4,00% N/A N/A

Discount rate
Rate of compensation increase

Notes to Financial St ts

Rochester Gas and Electric Corporation

As of December 31, 2006, RGA&E increased its discount rate from 5.50% to 5.75%. The
discount rate is the rate at which the benefit obligations could presently be effectively settled.
RG&E determined the discount rate by developing a yield curve derived from a portfolio of high
grade noncallable bonds that closely matches the duration of the expected cash flows of its

benefit obligations.

Weighted-average assumptions used to

determine net periodic benefit cost for Pension Benefits Postretirement Benefits
years ended December 31, 2006 2005 2004 2006 2005 2004
Discount rate 5.50% 5.75% 8.25% 5.50% 575% 6.25%
Expected long-term return on plan assets 8.75% 8.75% B.75% N/A N/A N/A
Rate of compensation increase 4.00% 4.00% 4.00% N/A N/A N/A

RG&E developed its expected long-term rate of return on plan assets assumption based on a
review of long-term historical returns for the major asset classes. That analysis considered
current capital market conditions and projected conditions. Given the current low interest rate
environment, RG&E selected an assumption of 8.75% per year, which is lower than the rate
that would otherwise be determined solely based on historical returns. RG&E amortizes
unrecognized actuarial gains and losses over ten years from the time they are incurred.

Assumed health care cost trend rates at December 31, 2006 2005
Health care cost trend rate assumed for next year 9.0% 10.0%
Rate to which cost trend rate is assumed to decline (the ultimate trend rate) 5.0% 5.0%
Year that the rate reaches the ultimate trend rate 2011 2011

Assumed health care cost trend rates have a significant effect on the amounts reported for the
health care plans. A one-percentage-point change in assumed health care cost trend rates

would have the following effects:

1% increase 1% Decrease




Effect on total of service and interest cost
Effect on postretirement benefit obligation

- $(3)

37 $(74)

Plan assets: RG&E's pension plan weighted-average asset allocations at December 31, 2006

and 2005, by asset category, are:

Target

Asset Category Allocation 2006 2005
Equity securities 58% €4% 64%
Debt securities 27% 24% 28%
Real estate 5% 4% 2%
Other 10% 8% 6%
Total 100% 100% 100%
Note Financial S ents

Rochester Gas and Electric Corporation

RG&E's pension plan assets are held in a master trust with a trustee and are invested among
and within various asset classes in order to achieve sufficient diversification in accordance with
RG&E's risk tolerance. This is achieved through the utilization of multiple asset managers and
systematic allocation to investment management styles, providing broad exposure to different

segments of the fixed income and equity markets.

Equity securities did not include any Energy East common stock at December 31, 2006
and 2005.

Contributions: RG&E does not anticipate any contributions to its pension benefit plans in
2007.
Estimated future benefit payments: RG&E's expected benefit payments and expected

Medicare Prescription Drug, Improvement and Modernization Act of 2003 (Medicare Act)
subsidy receipts, which reflect expected future service, as appropriate, are:

Pension Postretirement Medicare Act

Benefits Benefits Subsidy Receipts
{Thousands)
2007 $35,134 $9,009 $230
2008 $35,775 $9,367 $237
2009 $36,563 $9,725 $242
2010 $38,747 $10,135 $241
2011 $42,260 $10,329 $227
2012 - 2016 $238,173 $53,159 $1,057




Rochester Gas and Electric Corporation

Note 13. Segment Information

Selected financial information for RG&E's operating segments is presented in the table
below. RG&E's electric delivery segment consists of its regulated transmission, distribution
and generation operations. Its natural gas delivery segment consists of its regulated
transportation, storage and distribution operations. RG&E measures segment profitability

based on net income.

Electric Natural Gas
Delivery Delivery Total

{Thousands)

2006

Operating Revenues $731,185 $385,108 $1,116,293
Depreciation and Amortization $52,617 $18,668 $71,285
Interest Charges, Net $43,393 $12,810 $56,203
Income Taxes $41,518 $11,242 $52,760
Net Income $59,881 $22,414 $82,295
Total Assets $1,785,881 $694,509 $2,480,390
Capital Spending $101,543 $39,489 $141,032
2005

Operating Revenues $691,159 $414,367 $1,105,526
Depreciation and Amortization $53,607 $19,251 $72,858
Interest Charges, Net $43,890 $12,555 $56,445
Income Taxes $22,144 $12,518 $34,662
Net Income $61,108 $17.,883 $78,989
Total Assets $1,715,237 $667,036 $2,382,273
Capital Spending $39,924 $15,626 $55,450
2004

Operating Revenues $664,794 $369,263 $1,034,057
Depreciation and Amortization $71,080 $18,742 $89,822
Interest Charges, Net $41,914 $12,917 $54,831
Income Taxes $145,697 $7.630 - $153,327
Net Income $51,095 $19,222 $70,317
Total Assets $1,670,657 $649,700 $2,320,357
Capital Spending $58,836 $22,881 $81,717

Note 14. Quarterly Financial Information (Unaudited)

Quarter Ended March 31 June 30 September 30 December 31
{Thousands}
2006
Operating Revenues $346,511 $236,108 $252,487 $281,187
Operating Income $77,168 $33,139 $34,947 $42,854
Net income and Eamings Available

for Common Stock $40,285 $11,952 $12,441 $17,617
2005
Operating Revenues $315,720 $225,817 $259,439 $304,550

$64,878 $32,735 $34,303 $36,473

Cperating Income
Net income and Earnings Available



for Common Stock $30,928 $10,976 $15,512 $21,573

Report of In endent Regis b i i

To the Shareholder and Board of Directors of
Rochester Gas and Electric Corporation:

In our opinion, the financial statements listed in the accompanying index present fairly, in all
material respects, the financial position of Rochester Gas and Electric Corporation at
December 31, 2006 and 2005, and the resuits of its operations and its cash flows for each of
the three years in the period ended December 31, 2006 in conformity with accounting
principles generally accepted in the United States of America. In addition, in our opinion, the
financial statement schedule listed in the accompanying index presents fairly, in all material
respects, the information set forth therein when read in conjunction with the related financial
statements, These financial statements 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 of these statements in accordance with the standards of the Public
Company Accounting Oversight Board (United States). Those standards require that we plan
and perform the audit to obtain reasonable assurance about whether the financial statements
are free of material misstatement. An audit includes examining, on a test basis, evidence
supporting the amounts and disciosures in the financial statements, assessing the accounting
principles used and significant estimates made by management, and evaluating the overall
financial statement presentation. We believe that our audits provide a reasonable basis for our

opinion.

As discussed in Note 1 to the financial statements, effective December 31, 2006, the Company
adopted Statement of Financial Accounting Standards No. 1568 Employers’ Accounting for
Defined Benefit Pension and Other Postretirement Plans - an amendment of FASB Statements

No. 87, 88, 106, and 132(R).

PricewaterhouseCoopers LLP
Philadelphia, Pennsylvania
February 28, 2007

ROCHESTER GAS AND ELECTRIC CORPORATION
SCHEDULE Il - Valuation and Qualifying Accounts
Years Ended December 31, 2006, 2005 and 2004

Beginning End
Classification of Year Additions  Write-offs (V) Adjustments 2} of Year
(Thousands)
2006

Allowance for Doubtful



Accounts - Accounts
Receivable $13,482
2005
Allowance for Doubtful
Accounts - Accounts

Receivable $21,482

2004
Allowance for Doubtful
Accounts - Accounts

Receivable $27.,182

$10,814

$(10,814) $(2,582) $10,900

$3,902 $(3,902) $(8,000) $13,482

$4,733 $(4,733) $(5,700) $21,482

) Uncollectible accounts charged against the allowancs, net of racoveries.

@ Represents changes in the estimate of the write-offs that will not be racovered In rates.

PART III

Energy East. Information required by Part lil as to Energy East is incorporated herein by

reference to the information under the caption(s), indicated in the table below, in Energy East's

Proxy Statement, which will be filed with the Commission on or before April 30, 2007.

Caption(s) in Energy East's Proxy Statement

item 10, Directors and Executive Officers and

Corporate Governance of the Registrants

item 11. Executive Compensation

Item 12, Security Ownership of Certain
Beneficial Owners and Management
and Related Stockholder Matters

tem 13. Certain Relationships and Related
Transactions, and Director Independence

Item 14. Principal Accounting Fees
and Services

"Corporate Govemnance, " "Committees, * "Election of
Directors” and "Section 16(a) Beneficial Ownership

Reporting Compliance"

"Compensation Discussion and Analysis, "
"Compensation Committee Report, " "Summary
Compensation Table, " "Grants of Plan-Based
Awards, " "Outstanding Equity Awards at Fiscal Year
End," "Option Exercises and Stock Vested, "
"Pension Benefits, " "Summary of Potential Post
Employment Termination Payments, " "Directors’
Compensation, "

"Security Ownership of Certain Beneficial Owners
and Management"

"Election of Directors,” "Related Party Transactions
Policy”

"Independent Accountants, * "Audit Fees, " "Audit-
Related Fees, " "Tax Fees” and "All Other Fees"

Information for Item 10 regarding executive officers of Energy East is on page I-17 of

this report.

RG&E: RGS&E meets the conditions set forth in General Instruction 1(1)(a) and (b) of Form 10-



K for a reduced disclosure format. Accordingly, the information required for ltems 10, 11, 12
and 13 in this Part III related to RG&E is not presented.

item 14. Principal Accounting Fees and Services

Audit Fees: Aggregate fees billed to or allocated to RG&E by Energy East as part of its
consolidated audits for each of the last two fiscal years for professional services rendered for
the audit of RG&E's annual financial statements and the reviews of the financial statements
included in RG&E's Forms 10-Q were $1,180,467 for 2006 and $667,233 for 2005.

Audit-Related Fees: Aggregate fees billed to or allocated to RG&E by Energy East for each of
the last two fiscal years for assurance and related services reasonably related to the
performance of the audit of RG&E's annual financial statements and the reviews of the
financia! statements included in RG&E's Forms 10-Q were $- for 2006 and $2,389 for 2005,

consisting of the following:

2006 2005
Benefit Plan Audits - $1,389
Agreed Upon Procedures Letters $1,000 $1,000

Tax Fees: Aggregate fees billed to or allocated to RG&E by Energy East for each of the last
two fiscal years for professional tax services rendered consisting of tax compliance and
refunds were $8,015 for 2006 and $10,406 for 2005.

All Other Fees: Other fees were $275 for 2006 and $1,500 for 2005.

PART IV

item 15. Exhibits, Financial Statement Schedules

The following documents are filed as part of this report for Energy East:

Financial statements
included in Part il of this report:
Consolidated Balance Sheets as of December 31, 2006 and 2005

For the three years ended December 31, 2006
Consolidated Statements of income
Consolidated Statements of Cash Flows
Consolidated Statements of Changes in Common Stock Equity
Notes to Consolidated Financial Statements
Report of Independent Registered Public Accounting Firm
Financial statement schedule
Included in Part |l of this report:
For the three years ended December 31, 2006
Il. Consolidated Valuation and Qualifying Accounts



The following documents are filed as part of this report for RG&E:

Financial statements
Included in Part Il of this report:
Balance Sheets as of December 31, 2006 and 2005

For the three years ended December 31, 2006

Statements of Income
Statements of Cash Fiows
Statements of Changes in Common Stock Equity

Notes to Financial Statements
Report of independent Registered Public Accounting Firm

Financial statement schedule
Included in Part Il of this report:
For the three years ended December 31, 2006

1. Valuation and Qualifying Accounts

Schedules other than those listed above have been omitted since they are not required, are
inapplicable or the required information is presented in the Consolidated Financial Statements,

Financial Statements or notes thereto.

Exhibits
(a)(1) The following exhibits are delivered with this report:

Registrant Exhibit No. Description
Energy East Corporation {A)10-17 - Amended and Restated Employment Agreement dated as of
December 31, 2006, by and among the Company, Energy East

Management Corporation and W. W. von Schack.
(A)10-26 - Award Agreement (February 2007) under the 2000 Stock
Option Plan.
12-1 - Computation of Ratio of Eamings to Fixed Charges.
12-2 - Computation of Ratio of Earnings to Fixed Charges and
Preferred Stock Dividends.
21 - Subsidiaries.
23 -Consent of PricewaterhouseCoopers LLP to incorporation by
reference into cartain registration statements.
31-1 - Certification under Section 302 of the Sarbanes-Oxley Act
of 2002.
31-2 - Certification under Section 302 of the Sarbanes-Oxley Act
of 2002.
*32 - Certifications under Section 906 of the Sarbanes-Oxley Act

of 2002.

Rochester Gas and Electric 31-1 - Certification under Section 302 of the Sarbanes-Oxley Act
of 2002.

Corporation
31-2 - Certification under Section 302 of the Sarbanes-Oxley Act

of 2002.
*32 - Certifications under Section 906 of the Sarbanes-Oxley Act

of 2002,



* Furnished pursuant to Regulation S-K ltem 601(b)(32).

(A) Management contract or compensatory plan or arrangement.

(a)}2) The following exhibits are incorporated herein by reference:

Registrant
Energy East Corporation

Exhibit N Filed i

3-1 -Restated Certificate of Incorporation of the
Company pursuant to Section 807 of the
Business Corporation Law filed in the Office of
the Secretary of State of the state of New
York on April 23, 1998 - Post-effective
Amendment No.1 to Registration No.
033-54155

3-2 - Certificate of Amendment of the Certificate of
Incorporation filed in the Office of the
Secretary of State of the state of New York on
April 26, 1999 - Company's 10-Q for the
quarter ended March 31, 1999 - File No.
1-14766

3-3 - Certificate of Amendment of the Certificate of
Incorporation filed in the Office of the
Secretary of State of the state of New York on
June 21, 2004 - Company's 10-Q for the
quarter ended June 30, 2004 - File No.
1-14766

3-4 - Certificate of Amendment of the Certificate of
incorporation filed in the Office of the
Secretary of State of the state of New York on
June 12, 2006 - Company's 10-Q for the
quarter ended June 30, 2006 - File No.
1-14766.

3-5 - By-laws of the Company as amended Apiril 6,
2006 - Company's 10-Q for the quarter ended
March 31, 20086 - File No. 1-14766

4-1 - indenture between the Company and
JPMorgan Chase Bank (formerly The Chase
Manhattan Bank), as Trustee, dated as of
August 31, 2000 - Company's 10-Q for the
quarter ended September 30, 2000 - File No.
1-14766

4-2 -Third Supplemental Indenture between the
Company and JPMorgan Chase Bank
(formerly The Chase Manhattan Bank), as
Trustee, dated as of November 14, 2000
related to the Indenture between the
Company and JPMorgan Chase Bank, as
Trustee, dated as of August 31, 2000 -
Company's 10-K for the year ended
December 31, 2000 - File No. 1-14766

4-3 - Fourth Supplemental |Indenture between the
Company and JPMorgan Chase Bank
(formerly The Chase Manhattan Bank), as
Trustee, dated as of November 14, 2001,
related to the Indenture between the

As Exhibit No,

4-1

3-3

3-5

3-6

34

4-1

4-3



Company and JPMorgan Chase Bank, as

Trustee, dated as of August 31, 2000 -

Company's 10-K for the year ended

December 31, 2001 - File No. 1-14766 4-4

Exhibit No, Eiled in As Exhibit No.
4-4 - Sixth Supplemental Indenture between the
Company and JPMorgan Chase Bank '
(formerly The Chase Manhattan Bank), as
Trustee, dated as of June 14, 2002, related to
the indenture between the Company and
JPMorgan Chase Bank, as Trustee, dated as
of August 31, 2000 - Company's 10-Q for the
quarter ended June 30, 2002 - File No.
1-14766 4-6
4-5 - Seventh Supplemental Indenture between the
Company and JPMorgan Chase Bank
(formerly The Chase Manhattan Bank), as
Trustee, dated as of September 9, 2003,
related to the Indenture between the
Company and JPMorgan Chase Bank, as
Trustee, dated as of August 31, 2000 -
Company's 10-Q for the guarter ended
September 30, 2003 - File No. 1-14766 4-9
4-6 - Eighth Supplemental Indenture between the
Company and JPMorgan Chase Bank
{formerly The Chase Manhattan Bank), as
Trustee, dated as of July 24, 2006, related to
the Indenture between the Company and
JPMorgan Chase Bank, as Trustee, dated as
of August 31, 2000 - Company's 10-Q for the
quarter ended September 30, 2006 - File No.
1-14766 4-8
{A)10-1 - Deferred Compensation Plan for Directors -
Company's 10-Q for the quarter ended
Septernber 30, 2000 - File No. 1-14766 10-40
{A)10-2 - Amended and Restated Director Share Plan -
Company's 10-Q for the quarter ended
September 30, 2000 - File No. 1-147686 10-38
{A)10-3 - Amendment No. 1 to Director Share Plan -
Company's 10-K for the year ended
December 31, 2005 - File No. 1-14766 10-3
(A)10-4 - Amendment No. 2 to Director Share Plan -
Company's 10-K for the year ended
December 31, 2005 - File No. 1-14766 10-4
(A)10-5 - Deferred Compensation Plan - Director Share
Ptan - Company's 10-Q for the quarter ended
September 30, 2000 - File No. 1-14766 10-39
(A)10-6 - Amendment No. 1 to Deferred Compensation
Plan - Director Share Plan - Company’s 10-K
for the year ended December 31, 2005 - File
No. 1-14766 10-6
{A)10-7 - Supplemental Executive Retirement Pian -
Company’s 10-Q for the quarter ended
September 30, 2001 - File No. 1-14766 10-33
(A)10-8 - Supplemental Executive Retirernent Plan

Registrant
Energy East Corporation



Amendment No. 1 - Company's 10-K for the
year ended December 31, 2001 - File No.

1-147686 10-5
Registrant Exhibit No. Eiled in As Exhibit No.
Energy East Corporation (A)10-9 - Supplemental Executive Retirement Plan

Amendment No. 2 - Company's 10-Q for the

quarter ended June 30, 2004 - File No.

1-14766 10-22
{A)10-10 - Supplemental Executive Retirement Plan

Amendment No. 3 - Company's 10-K for the

year ended December 31, 2005 - File No.

1-147686 10-10
(A)10-11 - Annual Executive Incentive Plan - Company's

10-K for the year ended December 31, 2000 -

File No. 1-14766 10-8
(A)10-12 - Annual Executive incentive Plan Amendment

No. 1 Company's 10-K for the year ended

December 31, 2000 - File No. 1-14766 10-9
(A)10-13 - Annual Executive Incentive Plan Amendment

No. 2 - Company's 10-Q for the quarter

ended June 30, 2001 - File No. 1-14766 10-28
(A)10-14 - Annual Executive Incentive Plan Amendment

No. 3 - Company's 10-Q for the quarter ended

March 31, 2005 - File No. 1-14766 10-22
{A)10-15 - Deferred Compensation Plan, effective

January 1, 2004 - Company’'s 10-K for the

year ended December 31, 2003 - File No.

1-14766 10-9
(AY10-16 - Amendment No. 1 to Deferred

Compenssation Plan - Company's 10-K for

the year ended December 31, 2005 - File 10-16

No. 1-14766
{A)10-18 - Amended and Restated Employment

Agreement dated as of June 14, 1999, by

and among the Company, CMP Group, inc.

and F. Michael McClain, Jr. - Company's

10-Q for the quarter ended June 30, 2005 -

File No.1-14766 10-24
(A)10-19 - Restricted Stock Plan - Company's 10-K for

the year ended December 31, 1998 - File

No. 1-14766 10-36
(A)10-20 - Restricted Stock Plan Amendment No. 1 -

Company's 10-K for the year ended

December 31, 2002 - File No. 1-14766 10-16
{A)10-21 - Form of Restricted Stock Award Grant -

Company's 10-Q for the quarter ended

March 31, 2005 - File No. 1-14766 10-23
(AY10-22 - Amended and Restated 2000 Stock Option

Plan, effective October 15, 2003 -

Company's 10-Q for the quarter ended

September 30, 2003 - File No. 1-14766 10-27

{A)10-23 - Award Agreement under the 2000 Stock
Option Plan - Company's 10-Q for the
quarter ended June 30, 2000 - File No. 1- 10-37

14766



Registrant
Energy East Corporation

Rochester Gas and Electric
Corporation

{A)10-24 - Award Agreement (February 2001) under the

Exhibit No,

2000 Stock Option Plan - Company's 10-K
for the year ended December 31, 2000 - File

No. 1-14766

Filed in

(A)10-25 - Award Agreement (February 2006) under the

2000 Stock Option Plan - Company's 10-K
for the year ended December 31, 2005 - Fite

No. 1-14766

(A)10-27 - Amended and Restated Director's Charitable

Giving Program - Company's 10-K for the
year ended December 31, 2005 - File No.
1-14766

(A)10-28 - Energy East Management Corporation Form

of Employee Invention and Confidentiality
Agreement - Company's 10-K for the year
ended December 31, 2001 - File No. 1-
14766 '

(A)10-29 -Energy East Management Corporation Form

of Severance Agreement for executive
officers who do not have employment
agreements - Company's 10-K for the year
ended December 31, 2005 - File No. 1-
14766

(A)10-30 - ERISA Excess Plan effective January 1,

2005- Company's 10-K for the year ended
December 31, 2005 - File No. 1-14766

3-1 - Restated Certificate of Incorporation of the

Company pursuant to Section 807 of the
Business Corporation Law filed in the Office
of the Secretary of State of the state of
New York on June 23, 1992 - Registration
No. 33-49805

3-2 - Certificate of Amendment of the Certificate of

Incorporation of the Company under Section
805 of the Business Corporation Law filed
with the Secretary of State of the state of
New York on March 18, 1984 - Company's
10-Q for the quarter ended March 31, 1994 -
File No. 1-672

3-3 -By-Laws of Company as amended June 28,

4-1 -General Mortgage to Bankers Trust Company,

2002 - Company's 10-Q for the quarter ended
June 30, 2002 - File No. 1-672

as Trustee, dated September 1, 1918, and
supplements thereto, dated March 1, 1821,
October 23, 1928, August 1, 1932 and May 1,
1940 - Company’s 10-K for the year ended
December 31, 1980 - File No. 1-672

4-2 - Supplemental Indenture, dated as of March 1,

10-1 -

1983, between the Company and Bankers
Trust Company, as Trustee - Company's 8-K
dated July 15, 1993 - File No, 1-672
Agreement dated February 5, 1980 between

10-27

As Exhibit N

10-26

10-27

10-24

10-29

10-30

4-5

3-3

4-1



the Company and the Power Authority of the
state of New York - Company's 10-K for the
year ended December 31, 1989 - File No.

1-672 10-10
Registrant Exhibit No Filed in Exhibi
Rochester Gas and Electric 10-2 - Agreement dated March 9, 1990 between the

Corporation

Company and Mellon Bank, N.A. - Company's

10-Q for the quarter ended March 31, 1990 -

File No. 1-672 10-1
10-3 - Agreement between New York Independent

System Operator and Transmission Owners,

dated as of December 2, 1999 - New York

State Electric & Gas Corporation’s 10-K for

the year ended December 31, 1999 - File No.

1-3103-2 10-1
10-4 - independent System QOperator Agreement,

dated as of December 2, 1999 - New York

State Electric & Gas Corporation's 10-K for

the year ended December 31, 1999 - File No.

1-3103-2 10-2
10-5 - Asset Purchase Agreement by and among

Rochester Gas and Electric Corporation,

Constellation Generation Group, LLC and

Constellation Energy Group, Inc. dated as

of November 24, 2003 - Company's 10-K

for the year ended December 31, 2003 - File

No. 1-672 10-7
10-6 - Power Purchase Agreement between

Constellation Power Source, Inc. and the

Company dated as of November 24, 2003 -

Company's 10-Q for the quarter ended

September 30, 2005 - File No. 1-672 10-28

(A} Management contract or compensatory plan or arrangement.

Energy East agrees to furnish to the Commission, upon request, a copy of the following
documents:

A.

Five-Year Revolving Credit Agreement among Energy East, certain lenders, Citibank, N.A., as
Administrative Agent, Bank of America, N.A., as Syndication Agent and HSBC Bank USA,
National Association, UBS Securities LLC and Wachovia Bank, N.A., as Co-Documentation
Agents, as amended and restated as of June 2, 2006.

Five-Year Revolving Credit Agreement among RGAE, New York State Electric & Gas
Corporation, Central Maine Power Company, The Southern Connecticut Gas Company,
Connecticut Natural Gas Corporation and The Berkshire Gas Company, certain lenders,
Wachovia Bank N.A., as Administrative Agent, JPMorgan Chase Bank, N.A., as Syndication
Agent and The Bank of New York, Citibank, N.A. and Sovereign Bank, as Co-Documentation
Agents, as amended and restated as of June 2, 2006 (the "Joint Revolving Credit Agreement”).
indenture dated as of August 1, 1989, between Central Maine Power Company and The Bank of
New York, and the Supplemental Indentures reiated thereto.

Loan and Trust Agreement dated as of December 1, 2001, among the Business Finance Authority
of the state of New Hampshire, Central Maine Power Company and State Street Bank and Trust
company, as Trustee, relating to Poliution Control Revenue Refunding Bonds (Series 2001).



E. The Southern Connecticut Gas Company's Indenture, dated as of March 1, 1948, with The
Bridgeport City Trust Company {now US Bank, N.A.), as Trustee, and Supplemental Indentures

related thereto.
F. Connecticut Natural Gas Corporation's issuing and Paying Agency Agreement with The
Connecticut National Bank (now US Bank, N.A.) for Medium Term Notes, Series A, dated

November 1, 1991.
G. Connecticut Naturat Gas Corporation's Issuing and Paying Agency Agreement with Shawmut

Bank Connecticut, National Association (now US Bank, N.A.) for Medium Term Notes, Series B,
dated June 14, 1994, and an Amendment related thereto.

H. Connecticut Naturai Gas Corporation's Issuing and Paying Agency Agreement with US Bank,
N_A. for Medium Term Notes, Series C, dated September 12, 2005.

l. The Berkshire Gas Company's First Mortgage Indenture and Deed of Trust, dated as of July 1,
1954, with Chemical Corn Exchange Bank (now The Bank of New York), and the Supplemental

Indenture related thereto.
J. Loan Agreement, dated April 30, 2004, between The Berkshire Gas Company

and Banknorth, N.A.
K Senior Note Agreement dated as of July 1, 1990 between The Berkshire Gas Company and

Alistate Life insurance Company.
L. Senior Note Agreement dated as of November 1, 1996 between The Berkshire Gas Company and

First Colony Life Insurance Company, and Amendments related thereto.

The total amount of securities authorized under each of such documents does not exceed 10%
of the total assets of Energy East.

RG&E agrees to furnish to the Commission, upon request, a copy of the Participation
Agreement dated as of August 1, 1997, between RG&E and NYSERDA relating to Pollution
Control Revenue Bonds, Rochester Gas and Electric Corporation Project (1997 Series A),
(1997 Series B), (1997 Series C) and (1998 Series A), a copy of the Participation Agreements
dated as of August 1, 2004, between RG&E and NYSERDA relating to Pollution Control
Revenue Bonds (2004 Series A) and (2004 Series B); a copy of certain supplemental
indentures to the General Mortgage dated September 1, 1918, as supplemented; and a copy
of the Joint Revolving Credit Agreement. The total amount of securities authorized under each
of such documents does not exceed 10% of the total assets of RG&E.

Signatures

Pursuant to the requirements of Section 13 or 15(d) of the Securities Exchange Act of 1934,
each Registrant has duly caused this report to be signed on its behalf by the undersigned,

thereunto duly authorized.

ENERGY EAST CORPORATION

Date: February 28, 2007 By __/s/Robert D. Kump
Robert D. Kump

Senior Vice President &
Chief Financial Officer

ROCHESTER GAS AND ELECTRIC CORPORATION

Date: February 28, 2007 By _ /slJoseph J. Syta
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Glossary

Abbreviations for the Energy East companies mentioned in this report:

Berkshire Gas The Berkshire Gas Company is a
regulated utility primarily engaged in the distribution
of natural gas in western Massachusetts. Berkshire
Gas is a wholly-owned subsidiary of Berkshire
Energy Resources.

CMP Central Maine Power Company is a
regulated utility primarily engaged in transmitting
and distributing electricity generated by others to
retail customers in Maine. CMP is a wholly-owned
subsidiary of CMP Group, Inc.

CNG Connecticut Natural Gas Corporation is a
regulated utility primarily engaged in the retail
distribution of natural gas in Connecticut. CNG is a
wholly-owned subsidiary of CTG Resources, Inc.

Energetix Energetix, Inc. markets electric and
natural gas services in upstate New York.

Energy East, the company, we, our or us
Energy East Corporation is the parent company
of RGS Energy Group, Inc., Connecticut Energy
Corporation, CMP Group, Inc., CTG Resources,
Inc., Berkshire Energy Resources, The Energy
Network, Inc. and Energy East Enterprises, Inc.

MNG Maine Natural Gas Corporation is a small
natural gas delivery company in the state
of Maine.

NYSEG New York State Electric & Gas
Corporation is a regulated utility primarily
engaged in purchasing and delivering electricity
and natural gas in the central, eastern and
western parts of the state of New York, NYSEG
is & wholly-owned subsidiary of RGS Energy
Group, Inc.

RG&E Rochester Gas and Electric Corporation
is a regulated utility primarily engaged in
generating, purchasing and delivering electricity
and purchasing and delivering natural gas in an
area centered around the city of Rochester,
New York. RG&E is a wholly-owned subsidiary
of RGS Energy Group, Inc,

SCG The Southern Connecticut Gas Company
is a regulated utility primarily engaged in the
retall distribution of natural gas in Connecticut.
SCG is a wholly-owned subsidiary of
Connecticut Energy Corporation.

Abbreviations or acronyms frequently used in this report:

ALJ Administrative Law Judge

AMI advanced metering infrastructure

ARP 2000 Alternative Rate Plan 2000

ASGA Asset Sale Gain Account

DIG Issue G26 Derivatives Implementation Group

(DIG) Issue No. G26, "Cash Flow Hedges: Hedging
Interest Cash Flows on Variable-Rate Assets and

MW, MWh megawatt, megawatt-hour

NBC nonbypassable wires charge

NUG nonutility generator

NYISO New York Independent System Operator

NYPSC New York State Public
Service Commission
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Liabilities That Are Not Based on a Benchmark
Interest Rate”

DPUC Connecticut Department of Public
Utility Controt

Dth dekatherm

EPA Environmental Protection Agency

EPS earnings per share

ESCO energy service company

FASB Financial Accounting Standards Board
FERC Federal Energy Regulatory Commission

FIN 46(R) FASB Interpretation No. 46 (revised
December 2003), Consolidation of Variable Interest

Entities, an interpretation of Accounting Research
Bulletin No. 51

FIN 48 FASB Interpretation No. 48, Accounting for
Uncertainty in Income Taxes, an interpretation of
FASE Statement No. 108

ISO-NE ISO New England Inc.

MD&A Management's Discussion and Analysis
of Financial Condition and Results of Operations

MPUC Maine Public Utilities Commission

Forward-looking Statements

NYSDEC New York State Department of
Environmental Conservation

OPEB cther post-employment benefits
PCB polychlorinated biphenyi

ROE retum on equity

RTO Regional Transmission Organization

Russell Station A coal-fired electric generation
facility in Greece, New York

SAR stock appreciation right

SEC United States Securities and Exchange
Commission

Statement 109 Statement of Financial
Accounting Standards No. 109, Accounting for
Income Taxes

Statement 157 Statement of Financial
Accounting Standards No. 157, Fair Value
Measurements

Statement 159 Statement of Financial
Accounting Standards No. 159, The Fair Value
Option for Financial Assets and Financial
Liabilities, Including an amendment of FASB
Statement No. 115

The Private Securities Litigation Reform Act of 1995 provides a safe harbor for forward-looking statements in
certain circumstances. This Form 10-Q contains certain forward-locking statements that are based upon
management's current expectations and information that is currently available. Whenever used in this report, the
words "estimate,” "expect,” "believe," "anticipate," or similar expressions are intended to identify such forward-

looking statements.

In addition to the assumptions and other factors referred to specifically in connection with such statements,
factors that involve risks and uncertainties that could cause actual results to differ materially from those
contemplated in any forward-looking statements are discussed in our Form 10-K for the fiscal year ended
December 31, 2006, tem 1A - Risk Factors and ltem 7 - MD&A - Market Risk, and also include, among others:

the deregulation and continued regulatory unbundling of a formerly vertically-integrated utility industry,
our ability to compete in the rapidly changing and competitive electric and/or natural gas utility markets,

regulatory uncertainty and volatile energy supply prices,
implementation of NYSEG's electric rate order issued by the NYPSC that has been in effect since January

1, 2007,
implementation of the Energy Policy Act of 2005,

increased state and FERC regulation of, among other things, intercompany cost allocations,
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¢ the operation of the NYISO and retroactive NYISO billing adjustments,

the operation of ISO-NE as an RTO and CMP's continued participation in ISO-NE,

our continued ability to recover NUG and other costs,

changes in fuel supply or cost and the success of strategies to satisfy power requirements,

our ability to expand our products and services including our energy infrastructure in the Northeast,

the effect of commodity costs on customer usage and uncollectible expense,

our ability to maintain enterprise-wide integration synergies,

market risk from changes in value of financial or commodity instruments, derivative or nonderivative,

caused by fluctuations in interest rates or commodity prices,

the ability of third parties to continue to supply electricity and natural gas,

our ability to obtain adequate and timely rate relief and/or the extension of current rate plans,

the possible discontinuation or further modification of fixed-price supply programs in New York,

nuclear decommissioning or environmental incidents,

legal or administrative proceedings,

changes in the cost or availability of capital,

economic growth or contraction in the areas in which we do business,

extreme weather-related events such as floods, hurricanes, ice storms or snow storms,

weather variations affecting customer energy usage,

authoritative accounting guidance,

acts of terrorism,

the effect of volatility in the equity and fixed income markets on the cost of pension and other

postretirement benefits,

« the inability of our internai control framework {0 provide absolute assurance that all incidents of fraud or
error will be detected and prevented, and

« other considerations that may be disclosed from time to time in our publicly disseminated documents
and filings.

We undertake no obligation to publicly update any forward-looking statements, whether as a result of new
information, future events or otherwise.

P [ - FINANCIAL INFORMATION

Item 1, Financial Statements

Energy East Corporation
Condensed Consolidated Statements of Income - (Unaudited)
Three months ended March 31, 2007 2006

(Thousands, except per share amounts)

Utility $1,564,064 $1,542,205

Total Operatlng Revenues 1,713,738 1,696,554

Electrlcny purchased and fuel used in generation

Other —853 89,389

Utility 538,506 509,769

Cther operating expenses 193,723 186,108




Depreciation and amortization 68,799 69,404

Total Operating Expenses 1,434,060 1,402,113

Other (Income) (8,955) (10,400)

68,401 78,720

Interest Charges, Net

Income Before Income Taxes 216,719 221,822

Net Income $133,294 $133,241

Earnings per Share, diluted $.90 $.90

Average Common Shares Outstanding, ba 147,517 147,034

part of our condensed consolidated financial statements.

The notes on pages 23 through 29 are an integral

Energy East Corporation
Condensed Consolidated Balance Sheets - (Unaudited)

March 31, Dec. 31,
2007 2006

{Thousands)

Current Assets

Investments available for sale 185,970 20,000

Fuel and natural gas in storage, at average cost 92,444 277,766

Deferred income taxes 42,875 93,187

Prepayments and other current assets ‘ 144,137 193,226

Utility Plant, at Original Cost

Natural gas 2,664,454 2,654,426

8,822,752 8,762,724

Net Utility Plant in Service 5,840,920 5,826,926

Total Utility Plant 5,973,163 5,948,023

Regulatory and Other Assets

232,308 263,659

Nuclear piant obligations

Environmental remediation costs 144 155




76,555 79.241

onutility generator termination agreements

Pension and other postretirement benefits 344,531 351,011

Total regulatory assets 1,442,866 1,535,914

Goodwill 1,526,048 1,526,048

Derivative assets 47,238 46,375

2,275,292 2,268,340

adiila

Total Assets $11,655,300 $11,562,401

The notes on pages 23 through 29 are an integrat part of our condensed consolidated financial statements.

Energy East Corporation
Condensed Consolidated Balance Sheets - (Unaudited)
March 31, Dec. 31,
2007 2006

(Thousands)

Current Liabilities

Notes payabie 109,363

Interest accrued 57,243

Unfunded future i{EeIGERERES 84 19,664

130 70,770

Customer refunds

Total Current Liabilities 1,095,581 1,313,659

Regulatory liabilities

Deferred income taxes 113,543 105,528

Pension benefits 123,520 127,330
Total re!iéaéibitities 1,334,403 1,297,073

Deferred income taxes 1,066,290 1,105,117

Pension and other postretirement be NSRS 526,133 530,838

17,386 21,871

Derivative liabilities

Total other liabilities 2,280,439 2,336,021
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Long-term debt 3,726,162 3,726,709

Commitments and Contingencies

Redeemable solely at the option of subsidiaries 24,592 24,592

Common stock 1,571 1,480

Retained earnings 1,472,896 1,382,461

Treasury stock, at cost 3,570 (1,610)

Total Liabilities and Stockholders’ Equity $11,655,300 511,562,401

The notes on pages 23 through 29 are an integral part of our condensed consolidated financial statements

Energy East Corporation
Condensed Consolidated Statements of Cash Flows - (Unaudited)

Three months ended March 21, 2007 2006
{(Thousands)

Net income

Depreciation and amortization
Pension income
(190,499 (105,457)
45,271 5,730
Interest accrued 2,014 13,309
Customer refunds 10,115 4
Other assets 58,317 56,519

Net Cash Provided by Operating Activities 291,419 88,628

Utility plant additions 78,443) (58,461)

Other property sold - 691

Purchases of current investments available for sale (239,785 (198,965)

Net Cash (Used in) Provided by Investing Activities 241,591 122,373

Issuance of common stock 212,098

Long-term note issuances - 40,000
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Notes payable three months or less, net i97 791i (95,489)

Notes payable repayments (45, 133)

Dividends on common stock iss sssi (42,674)

Net Increase in Cash and Cash E uwalenls 140,344 58,980

Cash and Cash Equwalents End of Perlod $233,717 $178,989

The notes on pages 23 through 29 are an integral part of our condensed consclidated financial statements.

Energy East Corporation
Condensed Consolidated Statements of Retained Earnings - (Unaudited)
Three months ended March 31, 2007 2006

{Thousands)

Adjustment for the cumulative effect Gl hRGENIIsi
of FIN 48 as of January 1, 2007 1,291

1,617,046 1,427,821

Balance, End of Period $1,472,896 $1,385,147

The notes cn pages 23 throvgh 29 are an integral part of our condensed consolidated financial statements.

Energy East Corporation
Condensed Consolidated Statements of Comprehensive Income - (Unaudited)

Three months ended March 31, 2007 2006
(Thouunds)

Other comprehensive income, net of tax

Amortization of pension costs for nongualified plans
net of income tax (expense) of $(138) for 2007

Reclassification adjustment for derivative losses included in
net income, net of income tax (benefit) of $(25,930) for
2007 and $(20,416) for 2006 39,098 30,897

Total other comprehensive income (loss) 26,139 (89,557)

The notes on pages 23 through 29 are an integral par of our condensed consolidated financial statements.

Item 2. Ma ment's Di si d Analysi Fina ondi
and Results of Operations

Energy East Corporation



Overview

Energy East's primary operations, our electric and natural gas utility operations, are subject to
rate regulation established predominately by state utility commissions. The approved
regulatory treatment on various matters significantly affects our financial position, results of
operations and cash flows. We have long-term rate plans for NYSEG's natural gas segment,
RG&E, CMP and Berkshire Gas that currently allow for recovery of certain costs, including
stranded costs, and provide stable rates for customers and revenue predictability. Where long-
term rate plans are not in effect, we monitor the adequacy of rate levels and file for new rates
when necessary. NYSEG's five-year electric rate plan expired December 31, 2006, and new
rates went into effect on January 1, 2007. SCG received approva! for new rates that became
effective January 1, 2006, and CNG recently received approval for new rates that became

effective April 1, 2007.

Continuing uncertainty in the evolution of the utility industry, particularly the electric utitity
industry, has resulted in several federal and state regulatory proceedings that could
significantly affect our operations and the rates that our customers pay for energy. Those
proceedings, which are discussed below, could affect the nature of the electric and natural gas
utility industries in New York and New England.

We expect to make significant capital investments to enhance the safety and reliability of our
distribution systems and to meet the growing energy needs of our customers.in an
environmentally friendly manner. Capital spending is expected to exceed $3 billion through
2011, including $496 million in 2007. Major spending programs include the installation of
advanced metering infrastructure (AMI) in New York and Maine requiring an investment of
approximately $500 million; $500 million of transmission investments, predominantly in Maine;
a high efficiency transformer replacement program; and a "green” fleet initiative. The majority
of our planned transmission investments will be pursuant to a regional reliability planning
process and should qualify for the FERC's transmission investment ROE incentive adders for
New England transmission owners. We have also proposed to the NYISO that Russell Station
be repowered, using either clean coal technology or natural gas, to meet projected load
requirements in the Rochester, New York area. The cost would be approximately $500 million.
We estimate that over one-half of our capital spending program will be funded with internally
generated funds and the remainder through the issuance of a combination of debt and equity

securities.
This MD&A for the quarter ended March 31, 2007, should be read in conjunction with our
MD&A, financial statements and notes contained in our report on Form 10-K for the fiscal year

ended December 31, 2006. Due to the seasonal nature of our operations, financial results for
interim periods are not necessarily indicative of trends for a 12-month period.

Management's Discussion and Analysis of Financial Condition and Results of

Operations
Energy East Corporation

Strategy
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We have maintained a consistent energy delivery and services strategy over the past several
years, focusing on the safe, secure and reliabie transmission and distribution of electricity and
natural gas. Our operating companies have become increasingly efficient through realization of
merger-enabled synergies. Our current strategic focus is on addressing many of the precepts
of the Energy Policy Act of 2005 including: (1) investing in transmission to increase reliability,
meet new load growth and connect new, renewable generation to the grid; (2) investing in AMI
to promote customer conservation and peak load management; (3) investing in our distribution
infrastructure to make it more efficient by reducing losses; and (4) investing in new reguliated
generation that is environmentally friendly and, where possible, sustainable.

Our individual company rate plans are a critical component of our success, While specific
provisions may vary among our public utility subsidiaries, our overall strategy includes creating
stable rate environments that allow our subsidiaries to earn a fair return while minimizing price
increases and sharing achieved savings with customers.

Electric Delivery Business Developments

Our electric delivery business consists primarily of our regulated electricity transmission,
distribution and generation operations in upstate New York and Maine.

NYSEG's Supply Service Filing. On April 5, 2007, NYSEG submitted to the NYPSC its
proposal for revisions to its supply service. Details of the proposal include:

Simplified Supply Program

NYSEG will offer customers a single fixed price supply service.
Residential and smali commercial customers who do not choose an ESCO will receive
fixed price supply service from NYSEG. The rate would be fixed throughout the year.

« Large commercial and industrial customers who do not choose an ESCO will receive
supply service from NYSEG pursuant to NYSEG's current hourly pricing tariff.
The fixed price wili be reset each calendar year.
The supply component of the fixed price will be based on recent, competitive wholesale
solicitations and a market price index.

Preservation and Enhancement of Customer Choice

« NYSEG will eliminate the enroliment period in which customers choose between utility
and ESCO suppliers.
Customers may switch from NYSEG service to an ESCO or back at any time without
penalty. NYSEG will assume all switching risk.
All customers in a service classification will be charged the same fixed nonbypassable
wires charge (NBC), thereby making it easier for customers to compare NYSEG's supply
rate to ESCO offers. The NBC would be fixed and trued-up annually for all customers.
The NBC would be reset each calendar year.

Operations
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Energy East Corporation

Customer Guarantee and Sharing

+« NYSEG's customers will be guaranteed an aggregate $20 million (pretax) credit to the
NBC, which would be retained by the customers even if NYSEG's pretax margin from
offering fixed pnce supply service is below that level.

« Margins, if any, in excess of the $20 million (pretax) will be shared equally between

customers and NYSEG.
The customers' share will be reflected as a credit in the subsequent year's NBC.

NYSEG is requesting NYPSC approval of its proposal by September 1, 2007, in order to
implement supply service by January 1, 2008. NYSEG cannot predict the cutcome of this

proceeding.

NYPSC Proceeding on NYSEG's Accounting for OPEB: In August 2006 the NYPSC issued its
decision in the NYSEG electric rate case. Among other things, the NYPSC instructed the ALJ
to open a separate proceeding regarding the NYPSC staff's position that NYSEG should have
retained $57 million of interest in its OPEB reserve and used it to reduce rate base. A
proceeding has been opened and hearings on the issues raised by the NYPSC staff are
currently expected to be held in late 2007. NYPSC acceptance of its staff's position would
result in NYSEG treating all or a portion of the $57 million as an addition to its internal OPEB
reserve, with a corresponding charge to income. While NYSEG is vigorously opposing staff on
these issues, contending that the NYPSC staff is engaged in retroactive ratemaking, it cannot

predict how this matter will be resolved.

Advanced Metering Infrastructure: In February 2007, in response to an August 2006 NYPSC
order, NYSEG and RG&E filed a plan to install AMI (smart meters) for all of their electric and

natural gas customers. Smart meters would provide customers with detailed consumption
data, enabling them to better control their energy usage. Smart meters would also eliminate
the need for routine manual meter readings and estimated bills, improve the companies'
response to service interruptions, improve the gas balancing and settlement process, reduce
greenhouse gas emissions, and create opportunity for a wide range of time-differentiated
rates, load management, and load aggregation programs that are expected to reduce peak
loads and thereby defer the need for additional electric generation sources. The plan calls for a
total capital investment of approximately $370 million between 2007 and 2012.

Threatened Litigation for Russell Station: In October 1999 RG&E received a letter from the
New York State Attorney General's office alleging that RG&E may have constructed and

operated major modifications to its Beebee and Russell generating stations without obtaining
the required prevention of significant deterioration or new source review permits, The letter
requested that RG&E provide the Attorney General's office with a large number of
documents relating to this allegation. In January 2000 RG&E received a subpoena from the
NYSDEC ordering production of similar documents. RG&E supplied documents and complied

with the subpoena.
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Management's Discussion and Analysis of Financial Condition and Results of
Operations

Energy East Corporation

The NYSDEC served RG&E with a notice of violation in May 2000 alleging that between 1983
and 1987 RG&E completed five projects at Russeil Station and two projects at Beebee Station,
which is currently shut down, without obtaining the appropriate permits. RG&E believes it has
complied with the applicable rules and there is no basis for the Attorney General's and the
NYSDEC's allegations. Beginning in July 2000 the NYSDEC, the Attorney General and RG&E
had a number of discussions with respect to the resolution of the notice of violation. In October
2006 the Attorney General's office and the NYSDEC notified RG&E of their intention to file a
complaint in federal court for viotations involving Russell Station unless a settlement can

be reached.

If the Attorney General and the NYSDEC were to commence a Clean Air Act lawsuit against
RG&E, they would need to demonstrate that, among other things, the challenged modifications
to Russell Station caused an "increase" in emissions from the station. The issue of what
constitutes the appropriate test for an emissions increase was before the United States
Supreme Court in Environmental Defense v. Duke Energy Corporation, Docket No. 05-848. In
April 2007 the US Supreme Court ruled that the lower courts, in an attempt to reconcile
perceived inconsistencies in the EPA's regulation of stationary sources of air pollution,
impermissibly invalidated certain of those regulations. The court did not reach a decision
concerning whether Duke had in fact violated those regulations. The case was remanded so
that that issue, as well as other defenses asserted by Duke, can be adjudicated. The effect of
this decision on discussions between RG&E, the Attorney General and NYSDEC is unknown.
RG&E, the NYSDEC and the Attorney General continue to discuss this matter and no suit has
been filed to date. RG&E is not able to predict the outcome of this matter.

CMP Altemative Rate Plan: CMP submitted to the MPUC its annual price change filing
pursuant to the terms of its current ARP 2000 on March 15, 2007. In its filing and subsequent
update on April 11, 2007, CMP proposes a distribution rate increase of 2.1% comprised, in
part, of the basic price change of inflation minus a productivity offset, the elimination of prior
year one-time adjustments, and recovery for additional electric lifeline program costs. Once
approved by the MPUC, revised rates will become effective July 1, 2007. ARP 2000 expires

December 31, 2007.

On May 1, 2007, CMP submitted a filing to the MPUC proposing a new alternative rate plan for
a seven-year term beginning January 1, 2008 (ARP 2008). CMP's proposal retains the basic
structure of ARP 2000, including annual price changes based on a specified inflation index
less a predetermined productivity offset, service quality indicators and associated penalties for
failure to achieve the indicator performance targets, and explicit provisions for the recovery of
certain exogenous or mandated costs. The filing proposes to maintain the existing rates at the
termination of ARP 2000 as the initial rates for ARP 2008. The first price change under the
new rate plan would occur on July 1, 2008, The proposal includes fixed productivity offset
values of 0.25% for the initial two years of the rate plan and 0.50% for the remaining five years.
It utilizes reserve accounting mechanisms to address recovery of costs associated with major
storm restoration and environmental clean-up costs for manufactured gas sites and PCB-
contaminated facilities. CMP's ARP 2008 proposal also incorporates incremental investment
and operating expenses for new initiatives including: (1) an AMI project to deploy advanced
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meters and communications to all of CMP's customers; (2) proposed enhancements in
vegetation management, inspection practices and distribution betterment projects designed to
improve distribution reliability; and (3) accelerated deployment of more efficient distribution
transformers. CMP cannot predict the outcome of these proceedings.

Management's Discussion and Analysis of Financial Condition and Results of
Operations

Energy East Corporation

Natural Gas Delivery Business Developments

Our natural gas delivery business consists of our regulated natural gas transportation, storage
and distribution operations in New York, Connecticut, Massachusetts and Maine.

Natural Gas Supply Agreements: Our natural gas companies - NYSEG, RG&E, SCG, CNG,
Berkshire Gas and MNG - each had a three-year strategic alliance with BP Energy Company
that ended on March 31, 2007. NYSEG, RG&E, SCG, CNG and Berkshire Gas - have each
entered into a new three-year strategic alliance with Coral Energy Resources, beginning on
April 1, 2007, that optimizes transportation and storage services.

CNG Regulatory Proceeding: In September 2006 CNG submitted a general rate filing,
requesting a net rate increase of $28.2 million, or 7.9%, in base delivery revenues effective
April 1, 2007, based on an 11.0% ROE. The requested increase includes $6.7 million for
increased bad debt expense, including a hardship program, $5.6 million for sharing of
achieved management efficiencies and $4.3 miilion to offset lower normalized customer usage.

In December 2006 CNG and The Office of Consumer Counsel in the State of Connecticut
filed with the DPUC a proposed settlement agreement. On March 14, 2007, the DPUC
approved the settlement with minor modifications. The approval included a rate increase of
$14.4 million, based on an allowed ROE of 10.1% and a non-firm margin of $12.6 million. The
agreement allows CNG to proceed with its proposed automated meter reading project and
defer the net costs until its next rate case. CNG also agreed to freeze its base distribution rates
for 24 months. The new rates became effective April 1, 2007.

Advanced Metering Infrastructure: See Electric Delivery Business Developments.

New Accounting Standards

The FASB issued Statement 157 in September 2006 and Statement 159 in February 2007.
The FASB cleared DIG Issue G26 in December 2006 and it was posted to the FASB website in
January 2007. See item 1, Note 7 to our consolidated financial statements for explanations

about these new accounting standards.

(a) Liquidity and Capital Resources

Operating Activities: Significant operating activities that affected cash flows during the three
months ended March 31, 2007, included the following:

o A decrease in accounts payable that reduced cash $45 million, primarily due to payments



for natural gas and electricity purchases,
An increase in receivables that reduced cash $113 million,

» A 377 million refund credited to customer account pursuant to NYSEG's 2006 electric
rate proceeding,

« A reduction in fuel inventories that increased cash $184 million, and
Payments of refunds by RG&E of $10 million, which represented the last scheduled
refund pursuant to its 2004 electric rate agreement.

Management's Discussion and Analysis of Financial Condition and Results of

Operations

Energy East Corporation

Investing Activities: Utility capital spending for the three months ended March 31, 2007, was
$78 million. Utility capital spending is projected to be $496 million in 2007, the majority of
which is expected to be paid for with internally generated funds. Capital spending will be
primarily for the extension of energy delivery service, necessary improvements to existing
facilities, compliance with environmental requirements and governmental mandates, and the
RG&E transmission project.

Current investments available for sale, which consist of auction rate securities, increased
$166 million during the quarter as a result of funds available from our March 2007 issuance of

common stock.

Financing Activities: The financing activities discussed below include those activities necessary
for the company and its principal subsidiaries to maintain adequate liquidity and credit quality
and ensure access to capital markets.

On March 27, 2007, we sold nine million shares of common stock at $24.25 per share. As
provided for in an underwriting agreement, we sold an additional one million shares of common
stock at $24.25 per share on April 2, 2007, pursuant to an over-allotment provision. After
deducting underwriting fees and other costs, the aggregate net proceeds were $235 million.
The proceeds will be used to fund the repurchase of debt and for general corporate purposes,
including our construction program. The sale increased our common equity ratio to 44%.

During the first quarter of 2007 we issued 196,133 shares of our common stock at an average
price of $25.23 through our Investor Services Program.

We repurchased 350,000 shares of our common stock in January 2007, primarily for grants of
restricted stock. We awarded 296,145 shares of our common stock, issued out of treasury
stock, to certain employees through our Restricted Stock Plan, at a grant date fair value of
$24.76 per share of common stock.

(b} Results of Operations
Earnings per Share

Three months ended March 31, 2007 2006

(Thousands, except per share amounts)

15 of 37



$.90 $.91

Earnings per Share, basic

Dividends Declared per Share

Average Common Shares Outstanding, diluted 148,406147 679

Earnings per basic share for the first quarter 2007 were $0.90 compared to $0.91 per share
earned in the first quarter 2006,

Management's Discussion and Analysis of Financial Condition and Results of
Operations

Energy East Corporation

While eamings were relatively consistent on a year-over-year basis, several key factors
affected results:

« Favorable year-over-year weather drove increased retail sales in both the electricity and
gas delivery businesses. Heating degree days during the first quarter of 2007 were near
normal levels but were approximately 13% higher than the first quarter of 2006, which
experienced a relatively mild winter. Weather helped drive a 3% increase in retail electric
sales and a 10% increase in retail gas sales. This resulted in $0.04 per share benefit
from electric margins and an additional $0.05 per share in natural gas margins.

+ Absent sales increases, electric margins reduced earnings per share $0.15 for the
quarter due largely to the August 2006 NYSEG rate order.

¢ Interest costs declined by $0.04 per share on a year-over-year basis driven by lower
carrying costs on regulatory liabilities and savings from debt refinancings completed in
2006.

¢ Year-over-year operation & maintenance expenses were down $0.01 per share. This
was driven by lower storm costs which were partially offset by small increases in other

Q&M items.

Energy Deliveries

Energy deliveries and electricity commodity sales for the first quarter of 2007 compared to the
same period in 20086 are shown below.

Electricity Deliveries (MWh)  Natural Gas Deliveries (Dth)
Three months ended March 31, 2007 2006 Change 2007 2006 Changg_

{Thousands)

Commercial 2,461 2,239 10% 12,416 11,138 11%

598 532 12% 4,397 3,509  25%

Other

3% 83,520 75,587 10%

Total Retail 8,081 7,852



10,355 (3%) 83,871 75633 11%

Total Deliveries 10,016

o Included in total detiveries

Several factors influenced the volume of energy deliveries, with the primary factor being
weather. Temperatures in the first quarter of 2007 were significantly colder than in 2006, The
effects of warmer or colder winter weather are especially significant to the demand for natural
gas. We estimate that for the first quarter of 2007, approximately one-third of the 3% increase
in retail electricity deliveries and one-half of the 10% increase in retail natural gas deliveries
was the result of colder winter weather. Comparative weather data is shown in the following

table.

Management's Discussi alysis of Finan onditi sults of
Operations

Energy East Corporation

Weather Conditions

Three months ended March 31, 2007 2006 Normal

N

Heating degree days 3,347 2,989 3,411

(Warmer) than normal (2%)

New England

Colder than prior vear 13%

While significantly colder than last year, weather for the first quarter of 2007, on a heating
degree day basis, approximated normal weather.

Operating Results for the Electric Delivery Business

Three months ended March 31, 2007 2006
(Thousands}

Retail $592,726 $526,580

Other 46,471 105,660

Operating Expenses

Other operating and maintenance expenses 167,271169 ,882

Other taxes 38,431 39,081
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Operating Income $131,184 $152,951

Operating Revenues: The $19 million decrease in operating revenues for the first quarter of
2007 was primarily the result of:

o A decrease of $23 million resulting from higher accruals for earnings sharing, which is
included in other revenues. $14 million of this decrease related to adjustments recorded
in 2006 resulting from the finalization of NYSEG's and RG&E's annual compliance filings.

¢ A decrease of $10 million resulting from NYSEG's delivery rate decrease pursuant to the
order in its 2006 rate proceeding,

o A decrease of $26 million in wholesale revenues, reflecting a 23% decline in wholesale
volume,

» A decrease of $36 million resulting from lower accruals for the NBC, which will be passed
on to customers through lower transition charges, and

¢ A decrease of $8 million resulting from a 4% decline in electricity sales under supply
service programs in New York.

Management's Discussion and Analysis of Financial Condition and Results of
Operations

Energy East Corporation

Those decreases were partially offset by:

An increase of $64 million in average delivery prices, primarily resulting from higher
transition charges. Transition charges allow the companies to recover actual generation
and purchased power costs and have no net effect on earnings. The increase in
transition charges was partially offset by the NBC accrual discussed above.

¢ An increase of $9 million resulting from increased prices for electricity sales under supply
service programs in New York, and

« Anincrease of $11 million resulting from a 3% increase in retail deliveries. Approximately
one-third of the increase was due to colder temperatures in 2007.

Operating Expenses: The $3 million increase in operating expenses for the first quarter of
2007 was primarily the result of:

An increase of $8 million for higher purchased power costs.

That increase was partially offset by:

¢ A decrease of $3 million in operating and maintenance expenses attributable largely to
storm-related costs.

Operating Results for the Natural Gas Delivery Business

Three months ended March 31, 2007 2006
{Thousands)




Retail $799,134 $757,624

Other (5,249 (741)

Operating Expenses

Other operating and maintenance expenses 55,876 56,127

Other taxes 35,487 32,722

Operating Income $145,418 $136,938

Operating Revenues: The $40 million increase in operating revenues for the first quarter of
2007 was primarily the result of:

An increase of $89 million resulting from a 10% increase in retail deliveries.
Approximately one-half of the increase was due to colder temperatures in 2007

Those increases were partially offset by:

A decrease of $44 million resulting from lower market prices for natural gas that were

passed on to customers, and
¢ A decrease of $6 million resulting from lower weather normalization accruals.

Energy East Corporation

Operating Expenses: The $32 million increase in operating expenses for the first quarter of
2007 was primarily the result of:

« An increase of $66 million in natural gas purchases due to increased delivery volumes,

and
An increase of $3 million in gross receipts taxes resulting from higher revenues.

Those increases were partially offset by:

« A decrease of $37 million in natural gas purchases resulting from lower market prices.
Operating Results for the Energy Marketing Business
The primary business included in our Other segment is our energy marketing business
comprised of Energetix, Inc. and NYSEG Solutions, Inc., which market electricity and natural

gas to customers throughout the state of New York. They currently have 162,000 electricity
customers and 52,000 natural gas customers in the service territories of RG&E, NYSEG and



several other New York state utilities.

Three months ended March 31, 2007 2006

(Thousands)

figutiry A
2 M Sale {ivihT

Natural gas sales (Dth)

3,957 3,491

Electric $94,057 $93,314

Total Operating Revenues $135,929 $138,681

Electricity purchased $89,044 $89,361

Other operating expenses 3,123 2,971

Operating Income $3,363 $5,426

Operating Revenues: The $3 million decrease in operating revenues for the first quarter of
2007 was primarily the result of:

« A decrease of $12 million due to lower electricity sales due to the loss of some large
customers to other suppliers, and
» A decrease of $10 million due to lower natural gas prices.

Those decreases were partially offset by:

An increase of $13 million due to higher electricity prices, and
« An increase of $6 million due to higher natural gas volumes.

Operating Expenses: The $1 million decrease in operating expense for the first quarter of 2007
was primarily the result of:

o A decrease of $11 million in purchased electricity due to lower sales volume, and
A decrease of $6 million in purchased natural gas due to lower market prices.

Those decreases were partially offset by:

+ An increase of $11 million in purchased electricity due to higher prices, and
An increase of $5 million in natural gas purchases due to higher sales.

ltem 1. Financial Statements

Rochester Gas and Electric Corporation
Condensed Balance Sheets - (Unaudited)

March 31, Dec. 31,
2007 2006

{Thousands)
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Current Assets

Accounts receivable and unbilled revenues, net 248,724

Materials and supplies, at AL oSt

Broker margin accounts 12,413 31,359

323,104 365,401

1,308,441 1,298,609

Total Current Assets

Electric

Cormmon 207,761 202,276

Less accumulated depreciation 632,296 619,262

Construction work in progress 88,282 80,291

11,705 11,271

Other Property and Investments

Regulatory assets

Deferred income taxes 12,078

Environmental remediation costs 25,755

Nonutility generator termination agreement 70,716

Other 114,953

Other assets

o

15.782

Other 16,994

tal Regulatory and Other Assets 523,795 556,947

T

[

The notes on pages 23 through 29 are an integral part of the condensed financial staternents,

Rochester Gas and Electric Corporation
Condensed Balance Sheets - (Unaudited)

March 31, Dec. 31,
2007 2006

(Thousands)

Current Liabilities

Accounts payable R asuned liabilities 96,939 135,863

Taxes accrued 19,239 12,711



Derivative liabilities 2,067 22,542

Total Current Liabilities 155,116 250,529

Regulatory liabilities

Deferred income taxes - 6,541

Pension benefit 32,881 33,519

Total regulatory liabilities 376,837 386,222

Deferred income taxes 252,296 237,440

Other 74,531 74,683

postretirement benefits

Environmental remediationles 37,523 37,523

Total other liabilities 546,982 543,024
'\J =1 =y i . .

Long-term debt _ 698,044 698,025

Commitments and Contingencies

Common stock 194,429 194,429

Retained earnings 86,403 50,844

Treasury stock, at cost 117,238 (117,238)

Total Liabilities and Stockholder's Equity $2,418,116 $2,480,390

The notes on pages 23 through 29 are an integral part of the condensed financial statements.

Rochester Gas and Electric Corporation
Condensed Statements of Income - (Unaudited)

Three months ended March 31, 2007 20086
{Thousands)
Electric $194,098 $185,638
Total Oiratini Revenues : 378,001 346,511
Electricity purchased and fi¥ RVl BB L) 86,692 75,905

Other operating expenses 43,380 38,765

Depreciation and amortization 18,108 17,818




Total Operating Expenses 308,798 . 269,343

Other (Income) (1,220) (1,064)

Interest Char s. Net 13,681 14,283

Income Taxes 20,889 23482

The notes on pages 23 through 29 ate an integral part of the condensed financial statements.

Rochester Gas and Electric Corporation
Condensed Statements of Cash Flows - (Unaudited)
Three months ended March 31, 2007 2006

{Thousands)

Net income $35,559

Depreciation and amortization 34,334

Pension income (4,449

Accounts receivable and unbilled revenues, net (35,582

Prepayments and 'siialz nt assets 24,652 (23,322)

Interest accrued (1,583) (1,936)

Customer refund {10,056)

Other assets 5,971 6,688

Net Cash Provided by Operating Activities 69,421

Utility plant additions (30,884

Purchases of current investments available for sale (20,200

G R 5505 R 200 RN )

Net Cash {Used in) Provided by Investing Activities (31,120

Notes payabile three months or less, net {14,890)

N (39,890

et Cash Used in Financing Activities

g of Period
8 i ST Cauivaien } erio
The notes on pages 23 through 29 are an integrai part of the condensed financial statements

Rochester Gas and Electric Corporation



Condensed Statements of Retained Earnings - (Unaudited)
Three months ended March 31, 2007 2006

{Thousands)

Add net income 35,559

Deduct dividends declared on common stock

The notes on pages 23 through 29 are an integral part of the condensed financial statements

Rochester Gas and Electric Corporation
Condensed Statements of Comprehensive Income - (Unaudited)

Three months ended March 31, 2007 2006

{Thousands)

Other comprehensive income, net of tax

Unrealized gains (losses) on derivatives qualified as
hedges, net of income tax (expense) benefit of $(4,831)
for 2007 and $826 for 2006 (1,246)

Net unrealized gains on derivatives qualified as hedges 2,852 1,787

Comprehensive Income $38,383 $42,111

The notes on pages 23 through 29 are an integral part of the condensed financial statements.

Item 2. Management's Narrative Analysis of Results of Operations

Rochester Gas and Electric Corporation

RG&E meets the conditions set forth in General Instruction H(1)(a) and (b) of Form 10-Q for a
reduced disclosure format and is therefore presenting a management's narrative analysis of
the results of operations as specified in General Instruction H(2)(a) of Form 10-Q.

Earnings

RG&E's net income for the first quarter of 2007 decreased $5 million compared to the first
quarter of 2006 primarily as a result of $3 million in increased operating and maintenance
expenses, including $2 million for increased reserves for uncollectibles; $1 million due to lower
margins on electric deliveries; and $1 million for higher gross receipts taxes.

Operating Results for the Electric Delivery Business



Three months ended March 31, 2007 ' 2008
{Thousands)

Retail $116,695 $67,335

Other _ 13,467 61,372

'i", |

Operating Expense

Qther operating and maintenance expenses

Other taxes 12,174 10,596

VR S E L

Operating Income $38,545 $48,117

Operating Revenues: Operating revenues increased $8 million for the first quarter of 2007 as a
result of;

An increase of $7 million resulting from a 10% increase in wholesale delivery volumes,

and

An increase of $61 million resulting primarily from higher transition charges. Transition
charges allow RG&E to recover actual generation and purchased power costs and have
no net effect on earnings. The increase in transition charges was partially offset by the

NBC accrual discussed below.

Those increases were partially offset by:

A decrease of $9 million due to lower market prices for electricity sales, under commodity

options where RG&E provides supply,
« A decrease of $39 million for lower NBC accruals, which will be passed on to customers

through lower transition charges,

+ A decrease of $2 million for lower sales under RG&E's commodity programs, and

¢ A decrease of $9 million resulting from higher earnings sharing accruals. In 2006
earnings sharing was reduced by $9 million because of an adjustment to the actual 2005
amount, pursuant to RG&E's annual compliance filing.

Management's Narrative Analysis of Results of Operation
Rochester Gas and Electric Corporation

Operating Expenses: The $18 million increase in operating expenses for the first quarter of
2007 was the result of:

An increase of $11 million for purchased power costs, and
An increase of $6 million in operating and maintenance costs.

Operating Resulits for the Natural Gas Delivery Business
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Three months ended March 31, 2007 2006

{Thousands)

Retail $189,347 $167,991

Total Operating Revenues

$183,903 $160,873

Natural gas purchased $129,723 $108,833

Depreciation and amortization 4,773 4,583

Total Operating Expenses $153,245 $131,822

Operating Revenues: The $23 million increase in operating revenues for the first quarter of
2007 was primarily the result of:

¢ Aincrease of $21 million due to higher delivery volumes, and
¢ An increase of $2 million in other revenue.

Operating Expenses: The $21 million increase in operating expenses for the first quarter of
2007 was primarily due to higher natural gas purchases to meet increased delivery volumes,

New Accounting Standards

The FASB issued Statement 157 in September 2006 and Statement 159 in February 2007.
See Item 1, Note 7 to RG&E's financial statements for explanations about these new

accounting standards.

Item 1. Financial Statements

Notes to Condensed Financial Statements
for
Energy East Corporation
and
Rochester Gas and Electric Corporation

Notes to Condensed Financial Statements of Registrants:

Registrant Applicable Notes
Energy East 1,2,3,4,5,6,7,8,9 10
RG&E 1,2,4,6,7,8,9, 10

Note 1. Unaudited Condensed Financial Statements

in the opinion of each registrant's management, the accompanying unaudited condensed
financial statements reflect all adjustments necessary for a fair statement of the interim



»

periods presented. All such adjustments are of a normal, recurring nature. The year-end
condensed balance sheet data was derived from audited financial statements, but does not
include all disclosures required by accounting principles generally accepted in the United
States of America.

Energy East's financial statements consolidate its majority-owned subsidiaries after eliminating
all intercompany transactions.

The accompanying unaudited financial statements for each registrant should be read in
conjunction with the financial statements and notes contained in the report on Form 10-K filed
by each registrant for the fiscal year ended December 31, 2006. Due to the seasonal nature of
the registrants’ operations, financial results for interim periods are not necessarily indicative of
trends for a 12-month period. '

Reclassifications: Certain amounts have been reclassified in the companies’ unaudited
financial statements to conform to the 2007 presentation. Effective January 1, 2007, the
companies recognized book overdrafts where no credit was required to be extended by a bank
as an operating activity rather than as a financing activity. As a result, Energy East's net cash
provided by operating activities and net cash used in financing activities decreased $7.2 million
for the three months ended March 31, 2006. RG&E's net cash provided by operating activities
and net cash used in financing activities decreased $1.7 million for the same period.

Note 2. Other (Income) and Other Deductions

Three months ended March 31, 2007 2008
{Thousands)

=T i gy

Interest and dividend income $(2,811) $(3,776)
Earnings from equity investments (931i (1,059)
Miscellaneous (2,879 (2,638)

Losses on energy risk contracts $2,292 $2,324

Miscelianeous 469 845

RGRF

Allowance for funas used during construction 966 (332)

$(1,220 $(1,064)

Total ather (income)

Total other deductions $294 $182

Note 3. Basic and Diluted Earnings per Share

We determine basic EPS by dividing net income by the weighted-average number of shares of
common stock outstanding during the period. The weighted-average common shares
outstanding for diluted EPS include the incremental effect of restricted stock and stock options



issued and exclude stock options issued in tandem with SARs. Historically, we have issued
stock options in tandem with SARs and substantially all stock option plan participants have
exercised the SARs instead of the stock options. The numerator we use in calculating both
basic and diluted EPS for each period is our reported net income.

The reconciliation of basic and dilutive average common shares for each period follows:

Three months ended March 31, 2007 2006

{Thousands)

Restricted stock awards 889 645

Options iss.ea with SARs (144)

We exclude from the determination of EPS options that have an exercise price that is greater
than the average market price of the common shares during the period. Shares excluded from
the EPS calculation for the three months ended March 31 were; 2.1 million in 2007 and

1.5 million in 2006.

Note 4. Income Taxes

Our effective tax rate was 38.4% for the quarter ended March 31, 2007. Income taxes were
$3.2 million less than they would have been at the statutory rate of 39.9%, primarily due to the
flow-through effects of removal costs and the permanent difference related to the subsidy
available under the Medicare Prescription Drug, Improvement and Modernization Act of 2003.
The effective tax rate was 39.9% for the quarter ended March 31, 2006, and was essentially

the same as the statutory rate.

RG&E's effective tax rate was 37.0% for the quarter ended March 31, 2007, and 36.8% for the
quarter ended March 31, 2008. Income taxes were less than they would have been at the
statutory rate of 39.9%, $1.6 million less for 2007 and $1.9 million less for 2006, primarily due
to the flow-through effects of removal costs and the allowance for funds used during

construction.

FIN 48: In July 2006 the FASB released FIN 48, which clarifies the accounting for uncertainty
in income taxes recognized in financial statements in accordance with Statement 109 by
prescribing a recognition threshoid and measurement attribute for the financial statement
recognition and measurement of a tax position taken or to be taken in a tax return. The
evaluation of a tax position is a two-step process. The first step is for an entity to determine if it
is more likely than not that a tax position will be sustained upon examination. The second step
involves measuring the amount of tax benefit to be recognized in the financial statements
based on the largest amount of benefit that meets the prescribed recognition threshold. The
difference between the amounts based on that position and the position taken in a tax return is

generally recorded as a liability.

FIN 48 also provides guidance for the representation of reserves in the balance sheet and the
proper measurement of deferred tax assets and liabilities using the FIN 48 standard. That
guidance requires classifying as current reserves that are expected to be addressed in the
next 12-month period. It also requires that the tax basis of assets and liabilities reflect the
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presumed FIN 48 outcome vs. the actual filing position in determining the proper level of
accumulated deferred income taxes in accordance with Statement 109.

We adopted FIN 48 effective January 1, 2007. The totat amount of gross unrecognized tax
benefits at the date of adoption was $26.6 million. This amount includes income taxes of
$21.2 million, interest of $5.2 million and a penalty of $0.2 million. Including interest and
penalty, $14 million of the gross unrecognized tax benefits would affect the effective tax rate, if
recognized. There was no material change to those amounts during the quarter ended

March 31, 2007. The adoption did not have a material effect on our results of operation,
financial position or cash flows. Upon our adoption of FIN 48, the cumulative effect was an
increase to retained earnings of $1.3 million. In addition, we reclassified $2.3 million of
accumulated deferred income tax liabilities.

We have been audited through 2000 for New York State income taxes, through 2001 for
federal income taxes and through 2002 for Maine income taxes. The statute of limitations in
Connecticut has expired for all years through 2002. Our New York State returns for 2001
through 2004, federal returns for 2002 through 2005 and Maine returns for 2003 and 2004 are
currently under review. We anticipate that the reviews will be completed within the next 12
months. Approximately $13.8 million of the gross income tax reserves relate to the years
currently under audit, with the majority relating to combined state reporting issues. We cannot
estimate the ultimate outcome of the reviews,

RG&E adopted FIN 48 effective January 1, 2007. The total amount of gross unrecognized tax
benefits at the date of adoption was $3.6 million. This amount includes income taxes of

$3.1 million and interest of $0.5 million. Including interest and penalty, $0.3 million of the gross
unrecognized tax benefit would affect the effective tax rate, if recognized. There was no
material change to those amounts during the quarter ended March 31, 2007. RG&E's adoption
did not have a material effect on its results of operation, financial position or cash flows. Upon
" RG&E's adoption of FIN 48, there was no cumulative effect on retained eamnings. However,
RG&E reclassified $2.3 miliion of accumulated deferred income tax liabilities.

RG&E has been audited through 2000 for New York State income taxes and 2001 for federal
income taxes. RG&E's New York State returns for 2000 through 2004 and federal returns for
2002 through 2005 are currently under review. RG&E anticipates that the reviews will be
completed within the next 12 months. Approximately $1.7 million of the gross income tax
reserve relates to those years, with the majority relating to the application of transition rules
applicable to utilities in New York State. RG&E cannot estimate the ultimate outcome of

the reviews.

The company and RG&E continue to classify all interest and penaities related to uncertain tax
positions as income tax expense.

New York State Income Tax Legislation: On April 9, 2007, New York State enacted its 2007
- 2008 budget, which included amendments to the state income tax. Those amendments
include a reduction in the corporate net income tax rate to 7.1% from 7.5%, and the adoption
of a single sales factor for apportioning taxable income to New York State. Both amendments

are effective January 1, 2007,
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The company and RG&E are evaluating the effects of the amendments, but believe that the
amendments will not have a material effect on their financial position, cash flows or results

of operation.
Note 5. Variable Interest Entities

A variable interest entity is an entity that is not controllable through voting interests and/or in
which the equity investor does not bear the residual economic risks and rewards. FIN 46(R)
requires a business enterprise to consolidate a variable interest entity if the enterpnse has a
variable interest that will absorb a majority of the entity's expected losses.

We have power purchase contracts with various NUGs. However, we were not involved in the
formation of and do not have ownership interests in any NUGs. We have evaluated all of our
power purchase contracts with NUGs with respect to FIN 46(R) and determined that most of
the purchase contracts are not variable interests for one of the following reasons: the contract
is based on a fixed price or a market price and there is no other involvement with the NUG, the
contract is short-term in duration, the contract is for a minor portion of the NUG's capacity or
the NUG is a governmental organization or an individual. We are not able to determine if we
have variable interests with respect to power purchase contracts with six remaining NUGs
because we are unable to obtain the information necessary to: (1) determine if any of those
NUGs is a variable interest entity, (2) determine if an operating utility is a NUG's primary
beneficiary or (3) perform the accounting required to consolidate any of those NUGs, We
routinely request necessary information from the six NUGs, and will continue to do so, but no
NUG has yet provided the requested information. We did not consolidate any NUGs as of
March 31, 2007, or December 31, 2006,

We continue to purchase electricity from the six NUGs at above-market prices. We are not
exposed to any loss as a result of our involvement with the NUGs because we are allowed to
recover through rates the cost of our purchases. Also, we are under no obligation to a NUG if it
decides not to operate for any reason. The combined contractual capacity for the six NUGs is
approximately 462 MWs. The combined purchases from the six NUGs totaled approximately
$106 million for the three months ended March 31, 2007, and $91 miilion for the three months

ended March 31, 2006.
Note 6. Commitments and Contingencies

NYISO Billing Adjustment: The NYISO frequently bills market participants on a retroactive
basis when it determines that billing adjustments are necessary. Such retroactive billings can
cover several months or years and cannot be reasonably estimated. NYSEG and RG&E

record transmission or supply revenue or expense, as appropriate, when revised amounts are
available. The two companies have developed an accrual process that incorporates available
information about retroactive NYISO billing adjustments as provided to all market participants.
However, on an ongoing basis, they cannot fully predict either the magnitude or the direction of

any final billing adjustments.

NYPSC Proceeding on NYSEG's Accounting for OPEB: In August 2006 the NYPSC issued
its decision in the NYSEG electric rate case. Among other things, the NYPSC instructed the
ALJ to open a separate proceeding regarding the NYPSC staff's position that NYSEG should



have retained $57 million of interest in its OPEB reserve and used it to reduce rate base. A
proceeding has been opened and hearings on the issues raised by the NYPSC staff are
currently expected to be held in late 2007. NYPSC acceptance of its staff's position would
result in NYSEG treating all or a portion of the $57 million as an addition to its internal OPEB
reserve, with a corresponding charge to income. While NYSEG is vigorously opposing staff on
these issues, contending that the NYPSC staff is engaged in retroactive ratemaking, it cannot
predict how this matter wili be resoived.

Note 7. New Accounting Standards

Statement 157: In September 2006 the FASB issued Statement 157. Changes from current
practice that will result from the application of Statement 157 relate to the definition of fair
value, the methods used to measure fair value, and expanded disclosures about fair value
measurements. FAS 157 applies under other accounting pronouncements that require or
permit fair vatue measurements in which the FASB previously concluded that fair value is the
relevant measurement attribute, but does not require any new fair vaiue measurements.
Statement 157 will be effective for financial statements issued for fiscal years beginning after
November 15, 2007, and interim periods within those fiscal years, with earlier application
encouraged. The provisions are to be applied prospectively, with certain exceptions. A
cumulative-effect adjustment to retained earnings is required for application to certain financial
instruments. Energy East and RG&E plan to adopt Statement 157 effective January 1, 2008,
and are currently assessing the effects Statement 157 would have on their results of operation,
financial position and/or cash flows.

Statement 159: In February 2007 the FASB issued Statement 159, which will allow an entity
to measure eligible financial instruments and certain other items at fair value as of specified
election dates on an instrument-by-instrument basis (the fair value option). The fair value
option is irrevocable unless a new election date occurs. The fair value option will significantly
expand an entity's ability to select the measurement attribute for certain key assets and
liabilities, and allow it to mitigate potential mismatches that arise under the current mixed
measurement attribute model. Statement 159 will be effective as of the beginning of an entity's
first fiscal year that begins after November 15, 2007, with early adoption permitted when
specified conditions are met. Retrospective application to fiscal years preceding the effective
date is not permitted unless the entity chooses early adoption. Application to eligible items
existing at the effective date (or early adoption date) is permitted. Energy East and RG&E plan
to adopt Statement 159 as of January 1, 2008, and are currently assessing the effects
Statement 159 would have on their results of operation, financial position and/or cash flows.

DIG Issue G26: iIn December 2006 the FASB cleared DIG Issue 26, which provides
guidance concerning a cash flow hedge of a variable-rate financial asset or liability for which
the interest rate risk is not based solely on an index, such as an interest rate that is reset
through an auction process. According to DIG Issue G26, an entity may designate the risk
being hedged as the risk of overall changes in the hedged cash flows related to a variable-rate
financial asset or liability. However, it may not designate the risk being hedged as the interest
rate risk (the risk of changes in cash flows attributable to changes in the designated
benchmark interest rate) unless the cash flows of the hedged transaction are expiicitly based
on that same benchmark interest rate. The implementation guidance of DIG Issue G26 is
effective April 1, 2007. As a result of applying DIG Issue G26, we dedesignated the hedging
relationships as of April 1, 2007, for two of NYSEG's cash flow hedges. A $3.3 million pretax
loss on those derivatives for the period prior to April 1, 2007, will remain in accumulated other



comprehensive income and be reclassified into earnings in the same periods that the hedged
forecasted transactions affect earnings. RG&E's cash flow hedges were not affected by DIG

Issue G26.

Note 8. Accounts Receivable

Energy East's accounts receivable includes unbilled revenues of $245 million at March 31,
2007, and $221 million at December 31, 2006, and are shown net of an allowance for doubtful
accounts of $60 million at both March 31, 2007, and December 31, 2006.

RG&E's accounts receivable include unbilled revenues of $55 million at March 31, 2007, and
$50 million at December 31, 2006, and are shown net of an allowance for doubtful accounts of
$14 million at March 31, 2007, and $11 million at December 31, 20086.

Note 9. Retirement Benefits

Energy East and RG&E have funded noncontributory defined benefit pension plans that cover
substantially all of their employees. The plans provide defined benefits based on years of
service and final average salary. Energy East and RG&E also have other postretirement health
care benefit plans covering substantiaily all of their employees. The health care plans are
contributory with participants’ contributions adjusted annually.

Components of net periodic benefit (income) cost

Pension Benefits Postretirement
Benefits
Three months ended March 31, 2007 2006 2007 2006

(Thousands)

Service cost $9,348 $9,198 $1,453 $1,667

Expected return on pian assets (58,234 (54,878) (647 (483)

Recognized net loss 4,206 4,605 1,373 2,076

Net periodic benefit (income) cost $(10,849 $(7,466) $9,450 $10,844

Service cost $1,189 $1,171 $157 $166

Expected return on plan assets (11,733 (11,490)

Recognized net gain (1,008) (390) 407) (343)

—

Net periodic benefit (income) cost ${4,449) $(3,514) $1,545 $1,602

Note 10. Segment Information

Qur electric delivery segment consists of our regulated transmission, distribution and
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generation operations in New York and Maine, and our natural gas delivery segment consists
of our regulated transportation, storage and distribution operations in New York, Connecticut,
Maine and Massachusetts. We measure segment profitability based on net income. Other
includes primarily our energy marketing companies, and interest income, intersegment
eliminations and our other nonutility businesses.

RG&E's electric delivery segment consists of its regulated transmission, distribution and
generation operations and its natural gas delivery segment consists of its regulated
transportation, storage and distribution operations in New York. RG&E measures segment
profitability based on net income.

Seiected information for Energy East's and RG&E's business segments includes:

Operating Revenues Net Income
Three months ended March 31, 2007 2006 2007 20086

{Thousands)

Electric Delivery $766,682 $785,306 $55,154 $58,749

149,674 154,349 1,745 1,764

Other

RG&E

Natural Gas Delivery 183,903 160,873 16,644 15,690

Item 3. Quantitative and Qualitative Discl res About Market Risk
(See report on Form 10-K for Energy East for the fiscal year ended December 31, 20086, item
7A - Quantitative and Qualitative Disclosures About Market Risk.)

NYSEG's and RG&E's exposure to fluctuations in the market price of electricity is limited to the
load required to serve those customers who select the fixed rate option, which effectively
combines delivery and supply service at a fixed price. NYSEG uses electricity contracts, both
physical and financial, to manage fluctuations in the cost of electricity required to serve
customers who select the fixed rate option. We include the cost or benefit of those contracts in
the amount expensed for electricity purchased when the related electricity is sold. Owned
electric generation and long-term supply contracts reduce NYSEG's exposure, and
significantly reduce RG&E's exposure, to market fluctuations for procurement of their fixed rate

option electricity supply.

As of Aprit 2007 the expected load for NYSEG's fixed rate option customers is fully hedged for
May through December 2007, A fluctuation of $1.00 per MWh in the average price of electricity
would change NYSEG's earnings less than $250 thousand for May through December 2007.
RG&E expects to meet its fixed price load obligations for 2007 with owned generation or iong-
term supply contracts. The percentage of NYSEG's and RG&E's hedged load is based on load
forecasts, which include certain assumptions such as historical weather patterns. Actual
results could differ as a result of changes in the load compared to the load forecasts.

All of our natural gas utilities have purchased gas adjustment clauses that allow them to



recover through rates any changes in the market price of purchased natural gas, substantially
eliminating their exposure to natural gas price risk. NYSEG and RG&E use natural gas futures
and forwards to manage fluctuations in natural gas commodity prices in order to provide price
stability to customers. The cost or benefit of natural gas futures and forwards is included in the
commodity cost that is passed on to customers when the related sales commitments are
fulfilled. We record changes in the fair value of natural gas hedge contracts as regulatory
assets or regulatory liabilities.

Energetix and NYSEG Solutions, Inc. offer retail electric and natural gas service to customers
in New York State and actively hedge the load required to serve customers that have chosen
them as their commodity supplier. As of April 2007 the energy marketing subsidiaries'
expected fixed price loads were fully hedged for May through December 2007. A fluctuation of
$1.00 per MWh in the average price of electricity wouild change their earnings less than
$10,000 for May through December 2007. The percentage of hedged load for the energy
marketing subsidiaries is based on load forecasts, which include certain assumptions such as
historical weather patterns. Actual results could differ as a result of changes in the load
compared to the load forecasts.

NYSEG, RG&E, Energetix and NYSEG Solutions face risks related to counterparty
performance on hedging contracts due to counterparty credit default. We have developed a
matrix of unsecured credit thresholds that are dependent on a counterparty's or the
counterparty guarantor's applicable credit rating (normally Moody's or S&P). When our
exposure to risk for a counterparty exceeds the unsecured credit threshold, the counterparty is
required to post additional collateral or we wiil no longer transact with the counterparty until the
exposure drops below the unsecured credit threshold.

We use interest rate swap agreements to manage the risk of increases in variable interest
rates (such as NYSEG's auction rate notes) and to maintain desired fixed-to-floating rate
ratios. We record amounts paid and received under those agreements as adjustments to the
interest expense of the specific debt issues. As required by DIG Issue G26 (see Part I, Item 1,
Note 7. New Accounting Standards) we dedesignated the hedging relationships as of April 1,
2007, for NYSEG's two cash flow hedges related to its auction rate notes. We are investigating
our options concerning the future management of interest rate risk for those instruments.

Item 4, Controls and Procedures

The principal executive officers and principal financial officers of Energy East and RG&E
evaluated the effectiveness of their respective company's disclosure controls and procedures
as of the end of the period covered by this report. "Disclosure controls and procedures" are
controls and other procedures of a company that are designed to ensure that information
required to be disclosed by the company in the reports that it files or submits under the
Securities Exchange Act of 1934, within the time periods specified in the SEC's rules and
forms, is recorded, processed, summarized and reported, and is accumulated and
communicated to the company's management, including its principal executive officer and
principal financial officer, as appropriate, to allow timely decisions regarding required
disclosure. Based on their evaluation, the principal executive officers and principal financial
officers of Energy East and RG&E concluded that their respective company's disclosure
controls and procedures are effective.

Energy East and RG&E each maintain a system of internal control over financial reporting



designed to provide reasonable assurance regarding the reliability of financial reporting and
the preparation of financial statements for external purposes in accordance with accounting
principles generally accepted in the United States of America. Each company's system of
internal control over financial reporting contains self-monitering mechanisms and actions are
taken to correct deficiencies as they are identified. There was no change in Energy East's or
RGA&E's internal control over financial reporting that occurred during the most recent fiscal
guarter that materially affected, or is reasonably likely to materially affect, the respective
company's internal control over financial reporting.

PART Il - OTHER INFORMATION

item 1. Legal Proceedings
(See Energy East's Part |, ltem 2, MD&A, Threatened Litigation for Russell Station.)

Itern 2. Unregistered Sales of Equi uriti n Proceeds

(c) Issuer Purchases of Equity Securities

Energy East Corporation
(d)
Maximum
{c) number of
Total number of shares that
{a) shares may yetbe
Total number (b) purchased purchased
of shares Average price as part of under the
Period purchased (1 paid per share publicly plans
announced or
plans programs
or programs
Month #1
(January 1, 2007 to
January 31, 2007) 385,114 $24.01
Month #2
{February 1, 2007 to
February 28, 2007) 47242 $25.14
Month #3
{March 1, 2007 to
March 31, 2007) 4,839() $24.15 - -
Total 384,677 $24.02 - -

" Includes 4,850 shares of the company's common stock (Par Value $.01) purchased in open-market transactions on behaif of the
company's Employse's Stock Purchase Plan; 30,264 shares of the company's cornmon stock {Par Value $.01) that were withheld to
satisfy tax withholding obligations upon vesting of shares of restricted stock awardad through the company’s Restricted Stock Plan; and
350,000 shares of the company's common stock (Par Value $.01) purchased for Treasury for issuance under the company's Restricted

Stock Plan and Stock Option Pian.

2) Represents shares of the company's common stock (Par Value $.01) purchased in open-market fransactions on behalf of the



company's Empioyees’ Stock Purchase Plan.

RG&E had no issuer purchases of equity securities during the quarter ended March 31, 2007.

Item 6. Exhibits

See Exhibit Index.

Signatures

Pursuant to the requirements of the Securities Exchange Act of 1934, each Registrant has duly
caused this report to be signed on its behalf by the undersigned thereunto duly authorized.

ENERGY EAST CORPORATION
(Registrant)

Date: May 3, 2007 By _/s/Robert D. Kump
Robert D. Kump
Senior Vice President and Chief Financial Officer
(Principal Accounting Officer}

ROCHESTER GAS AND ELECTRIC CORPORATION
(Registrant)

Date: May 3, 2007 By /s/Joseph J. Syta
Joseph J. Syta
Vice President - Controller and Treasurer
(Principal Financial Officer)

EXHIBIT INDEX

The following exhibits are delivered with this report:

Registrant Exhibit No. Description of Exhibit
Energy East Corporation 31-1  Certification under Section 302 of the Sarbanes-Oxley Act of 2002.

31-2 Certification under Section 302 of the Sarbanes-Oxley Act of 2002.

*32 Certifications under Section 906 of the Sarbanes-Oxley Act of
2002.

Rochester Gas and
Electric Corporation 31-1 Certification under Section 302 of the Sarbanes-Oxley Act of 2002.



31-2 Certification under Section 302 of the Sarbanes-Oxiey Act of 2002.

*32 Certifications under Section 906 of the Sarbanes-Oxley Act of
2002.

* Furnished pursuant to Regulation S-K Item 601(b)(32).






