Management's Discussion and Analysis of Financial Condition and Results of
Operations

Energy East Corporation

Interest Charges, Nef. interest charges, net increased $20 million in 2006. The increase is
primarily due to:

« Higher carrying costs on reguiatory liabilities, and
« Higher rates on short-term and variable rate debt.

interest charges, net increased $12 million in 2005. The increase is primarily due to:

¢ A netincrease 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 2008, 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 settlement 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 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.
We expect pension income to decline 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 item 8 - Note 14 to our



Consolidated Financial Statements.)

Energy East Corporation

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 unbilied revenues, net 914,657 933,680
Fuel and natural gas in storage, at average cost 277,766 278,580
Materiais 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 1,626,809 1,830,558
Utility Plant, at Original Cost
Electric 5,557,858 5,403,134
Natural gas 2,654,426 2,574,574
Common 550,440 450,641
8,762,724 8,428,349
Less accumulated depreciation 2,935798 2,764,398
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 183,315 203,189
Regulatory and Other Assets
Regulatory assets
Nuclear plant obligations 263,659 309,888
Deferred income taxes - 13,482
Unfunded future income 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 assels 1,535,914 1,107,983
Other assets
Goodwill 1,526,048 1,525,353
Prepaid pension benefits 577,356 741,831
Derivative asseis 46,375 £9,156
Qther 118,561 126,214
Total other assets 2,268,340 2,462,554
Total Regulatory and Other Assets 3,804,254 3,670,537
Total Assets $11,562,401 511,487,708

The notes on pages 61 through 83 are an integrai part of our tonsolidated financiai statements.



Energy East Corporation
Consolidated Balance Sheets

December 31, 2006 2005
{Thousands)
Liabilities
Current Liabilities
Current portion of long-term debt $260,768 $326,527
Notes payable 109,363 121,347
Accounts payable and accrued liabilities 470,325 629,158
Interest accrued 57,243 46,522
Taxes accrued 44,009 -
Deferred income taxes - 80,984
Unfunded future incormne tax 19,664 -
Derivative liabilities 71,678 2,019
Customer refund 70,770 14,698
Other 209,839 171,754
Total Current Liabilities 1,313,659 1,393,009
Regulatory and Other Liabilities
Regulatory liabilities
Accrued removal obligation 843,273 797,544
Deferred income taxes 105,528 -
Gain on sale of generation assels 127,674 173,216
Pension benefits 127,330 22,798
Natural gas hedges - 49,205
Other 93,268 124,251
Total regulatory liabilities 1,297,073 1,167,014
Other liabilities
Deferred income taxes 1,105,117 1,033,287
Nuclear plant obligations 202,963 234,807
Pension and other postretirement benefits 530,838 428 691
Environmental remediation costs 168,949 166,462
Derivative liability 21,871 24,887
Other 306,283 475,081
Total other liabilities 2,336,021 2,363,315
Total Regulatory and Other Liabilities 3,633,004 3,530,329
Debt owed to subsidiary holding solely parent debentures - 355,670
Other long-term debt 3,726,709 3,311,395
Total long-term debt 3,726,709 3,667,065
Total Liabilities 8,673,462 8,590,403
Commitments and Contingencies
Preferred Stock of Subsidiaries
Redeemnable solely at the option of subsidiaries 24,592 24,631
Common Stock Equity
Common stock ($.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 1,489,256
Retained earnings 1,382,461 1,294,580
Accumulated other comprehensive income (loss) (23,779) 89,085
Treasury stock, at cost (52 shares at December 31, 20086,
and 53 shares at December 31, 2005) {1,610) (1,725)




Total Common Stock Equity 2,864,347 2,872,674
Total Liabilities and Stockhoiders’ Equity $11,562,401 $11,487,708
The notes on pages 61 through 93 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 $4,753,105 $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 353,402 360,821 249,330
Natural gas purchased
Utility 1,075,980 1,161,059 952,806
Other 79,472 107,755 77,508
QOther 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 249,834 246,271 252,880
Gain on sale of generation assets - - (340,7389)
Deferral of asset sale gain - - 228,785
Total Operating Expenses 4527173 4,605,388 4,006,739
Operating Income 703,492 693,155 749,853
Other (Income) {46,126) {32,904) (35,497)
Other Deductions 24,578 8,858 15,803
Interest Charges, Net 308,824 288,897 276,880
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 155,255 169,997 251,445
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) - - {(7.108)
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
QOperations, 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 3$1.74 $1.56
Average Common Shares Outstanding, basic 146,962 146,864 146,305




Average Common Shares Outstanding, diluted

147,717

147 474

146,713

The notes on pages 61 through 93 are an integral part of our consolidated financial statements.

Energy East Corporation

Consolidated Statements of Cash Flows

Year Ended December 31, 2006 2005 2004
{Thousands)
Operating Activities
Net income $259,832 §256,833 $229,337
Adjustments to reconcite net income 1o nel cash
provided by operating activities
Depreciation and amoriization 418,162 382,873 377,181
income taxes and investment tax credits deferred, net 31,128 89.72¢ 83,327
income taxes related to gain on sale of generation assets - - 111,854
Gain on sale of generation assets - - {340,738)
Deferral of asset sale gain - - 228,785
Pension income (30,081} {29.967) (28,808)
Changes in current operating assets and liabilities
Accounts receivable and unbilled revenues, net 16,026 {107,208) {70,067)
inventory 1,437 {86,735) {43,579)
Prepayments and other current assets {65,466) (38,373) 1,326
Accounts payable and accrued liabilities {140,521} 198,832 91,527
Taxes accrued 11,148 1.376 {91,840)
Interest accrued 10,721 3,083 (5,520)
Customer refund {15,485) (25,329) {58,219)
Other current liabilities {18,767) 11,448 {37,213)
Pension contributions {400} {54,320) (19,661}
Changes in other assets
RGA&F nuclear plant dispute settlement {33,655) (125) {141)
Other {1,722) (76,167) {82,733}
Changes in other liabilities
RG&E generation related ASGA charges (55,420) {25,798) {31,064)
QOther {10,430} 18,150 25,247
Net Cash Provided by Operating Activities 379,494 500,272 336,100
Investing Activities
Sale of generation assets - - 453,678
Excess decommissioning funds retained - - 76,583
Utility plant additions (408,231) {331,294) {299,263)
Other praperty additions {3,817} {2.507) (5,623}
Other property sold 342 25,704 8,161
Maturities of current investments available for sale 1,054,665 1,635,005 894 680
Purchases of current investments available for sale {881,740) {1,692,275) (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
issuance of common stock 343 2,654 3,083
Repurchase of common stock (6,107) (6,492) (6,071)
{ssuance of first mortgage bonds - 70,060 -
Repayments of first mortgage bonds and preferred
stock of subsidiaries, including net premiums {39) (47.260) (201,005)
Derivative activity 22,898 - -
Long-term note issuances 652,137 208,893 212,975
L.ong-term note repayments {667,263) (120,061) (249,025)
Notes payable three months or less, nef {12,873) (85,867} (92,932)
Notes payable issuances 1,436 1,251 4,600
Notes payable repayments (547} (408) (13,000)
Book overdraft {1,008} 4,460 5,802
Dividends on commaon stock (167,349) (150,367) {136,374)




{178,371} (123,287) (472,457)

Net Cash Used in Financing Activities
Net Increase (Decrease) in Cash and Cash Equivalents {26,636) 8,544 (36,404)
Cash and Cash Equivaients, Beginning of Year 120,008 111,465 147,868
Cash and Cash Equivalents, End of Year $83,373 $120,009 $111,465

The notes on pages 61 through 83 are an integral part of our consolidated financial statements.

Energy East Corporation
Consolidated Statements of Changes in Common Stock Equity

Common Stock Accumulated

OQutstanding Capital in Other

$.01 Par Value Excess of Retained Comprehensive

Shares Amount Par Value Earnings Income (Loss)

146,262 $1,463 §1,456,220 $1,126,457 $(11,214)
229,337

{Thousands, except per share amounts)
Balance, January 1, 2004
Net income

Other comprehensive income, net of tax (32,347)

Comprehensive income

Common stock dividends
declared {$1.055 per share) (154,261)

Common stock issued -
investor Services Program

Common stock repurchased

872 8 20,862
(250}

Common stock issued - restricted stock plan 242 {132)

Amortization of deferred compensation
under restricted stock plan
Treasury stock transactions, net

Amortization of capital stock issue expense, net

8 94
374

147,118 1,472 1,477,518 1,201,533 (43,561)

Balance, December 31, 2004
256,833

Net income

Other comprehensive income, net of tax 192,648

Comprehensive income

Common stock dividends
declared {$1.115 per share) (163,786)

Common stock issued -
Investor Services Program

Commeoen stock repurchased

607 5 16,086
(250)

Common stock issued - restricted stock plan 265 (6,404)

Amortization of deferred compensation
under restricted stock plan

Treasury stock transactions, net (38) 1,702

Amortization of capital stock issue expense, net 374

Balance, December 31, 2005 147,701 1,478 1,489,256 1,294,580 89,085

Net income 258,832

Other comprehensive income, net of tax (113,502)

Comprehensive income

Adjustment to initially apply Staternent 158 638

Common stock dividends
dectared ($1.17 per share) (171,851)

Common stock issued -
investor Services Program 204 2 4,543

Commaon stock repurchased {250)
(6,722)

8,458
2)
9,862

Common stock issued - restricted stock plan 274
Amortization of restricted stock plan grants
Treasury stock transactions, net (22)

Amortization of capital stock issue expense, net




Balance, December 31, 2006 147,907 $1,480 $1,605,795 $1.382,461 ${23,779)

The notes on pages 61 through 93 are an integral part of our consolidated financial statements ..

Notes to Consolidated Financial Statements

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 $59 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 2008, $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 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 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 usefui life of
the related asset. Upon settlement we will either settle 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 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. 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 to Consolidated Financial Statements

Energy East Corporation

Qur asset retirement obligation (ARQ) 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)

ARQ, beginning of year $29,895 $2,378
Liabilities incurred during the year 21,025 27,958
Liabiiities settled during the year {1,435) (579)
Accretion expense 1,538 138
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 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.

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.

Notes to Consolidated Financial Statements
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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 121 343 313
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 20086, 0.4 million in 2005 and 2.0 million in 2004. (See
Note 12 for additional information concerning 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 equivalents.

Suppiemental 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 liabiiities 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. 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
annually 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 available 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 Consolidated Financial Statements
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Other (Income) and Other Deductions:

Year Ended December 31, 2006 2005 2004
{Thousands}
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 eguity investments {3,483) (3,959) {3,930)
Environmental recovery (8,383) - -
Miscellanecus (9,137) (8,880) (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 5727
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 $8,858 $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 plans.

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 reguiatory 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 5,555
Overcollection of Gross Receipts Tax 5,506 7.860
Accrued eamings sharing 4,585 48,075
OCther 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 entitlements 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 NYISO. 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-floating 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 natura! 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.
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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 million 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 empioyee'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 foliowing the nonsubstantive vesting period
approach is not materially different from the compensation cost we recognized following the

nominal vesting period approach.
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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 def nition 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. 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: _

« 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;

« Mmeasure 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.
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We initially applied the recognition and disclosure provisions of Statement 158 as of December



31, 2006, 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, 2008, is:

Before After
Application of Application of
Statement 158 Adjustments Statement 158

{Yhousands) )
Regulatory and Other Assets

Deferred income taxes $2,539 $(2,539) -
Pension and other postretirement benefits - 351,011 $351,011
Other 349,951 6,348 356,299
Total regulatory assets 1,181,094 354,820 1,635,814
Other assets
Prepaid pension benefits 772,321 (194,865) 577,356
Qther 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 $10,458 $(10,459) -
Other 183,611 26,228 $209,839
Totai current liabilities 1,297,890 15,769 1,313,659
Regulatory 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 regulatory liabilities 1,106,222 190,851 1,297,073
Other liabilities
Deferred income taxes 1,181,257 (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 2,381,021 (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.
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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 [TCs 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 will 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 ail 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 consolidate any NUGs as of December 31, 2008, 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 MWs. The combined purchases from the six NUGs totaled
approximately $352 million in 2006, $376 mitlion in 2005 and $325 million in 2004.

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. Our 2004 statement of income refiects 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-ciosing
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 Pennsylvania natural gas customer contracts and
related assets at an after-tax loss of less than $1 million. 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 Qil to reflect actual
taxes in accordance with the filing of our 2003 federal and state income tax returns.
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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.




$48,634

Revenues

Loss from operations of discontinued business $(8589)

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 cperations $(6,401)
Griffith Qil Co., Inc,

Revenues -

Loss from operations of discontinued business -

Incomne taxes $1,166

L oss from discontinued operations $(1,168)
Totals for discontinued operations

Total revenues $61,790

Total loss from operations of discontinued businesses $(7,108)

Total income taxes 1,475
Total loss from discontinued operations $(8,284)

Note 4. Goodwill and Other Intangible Assets

We do