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U. S. Nuclear Regulatory Commission
Attn: Document Control Desk
Washington, DC 20555

RE: Nine MilePoint Unit 1

Docket No. 50-220
Nine MilePoint Unit 2

Docket No. 50-410

Subject: 1997 Annual $7nancial Reports ofNiagara Mohatvk and the Co-Tenant
Companies ofNine Mile Point Unit 2

Gentlemen:

Pursuant to Section 50.71(b) of the regulations of the Nuclear Regulatory Commission
(10CFR)50.71(b)), enclosed is a copy of the 1997 Annual Financial Report of Niagara
Mohawk Power Corporation (NMPC), together with an amended (Amendment No. 2) 1997
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&Electric, and Long Island Lighting Company.
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J.T. Conway
Vice President - Nuclear Generation
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NIAGARA MOHAWK POWER CORPORATION
GLOSSARY OF TERMS

TERM

AFC

CleanAir Act

COPS

CTC

CWIP '-'
DEC

Dth

EBZTDA

EPA

FAC

FASB

FERC

GRT

ZPP

IPP Party
ZSO

MERIT

MGP

MRA
regulatory
asset

, NOR

DEFINITION

Allowance for Funds Used During Construction
British Thermal Units

Clean Air Act Amendments of 1990

CNG Transmission Corporation
Canadian Niagara Power Company, Limited
Competitive Opportunities Proceeding
Competitive Transition Charges

Construction Work in Progress
New York State Department of Environmental Conservation

U.S. Department of Energy

Dekatherm: one thousand cubic feet of gas with a heat content of
1,000 British Thermal Units per cubic foot
Earnings before Interest Charges, Interest Income, Income Taxes,
Deprecxation and Amortization (a non-GAAP measure of cash flow)
U.S. Environmental Protection Agency

Fuel Adjustment Clause: a clause in a rate schedule that provides
for an adjustment to the customer's bill if the cost of fuel varies
from a specified unit cost
Financial Accounting Standards Board

Federal Energy Regulatory Commission

Generally Accepted Accounting Principles
Gross Receipts Tax

Gigawatt-hour: one gigawatt-hour equals one billion watt-hours
Independent Power Producer: any person that owns or operates, in
whole or in part, one or more Independent Power Facilitxes
Independent Power Producers that are a party to the MRA

Independent System Operator
Kilowatt: one thousand watts
Kilowatt-hour: a unit of electrical energy equal to one kilowatt of
F

ower supplied or taken from an electric circuit steadily for one
our

Measured Equity Return Incentive Term

Manufactured Gas Plant
Master Restructuring Agreement - an agreement to terminate, restate
or amend ZPP Party power purchase agreements

Recoverable costs to terminate, restate or amend ZPP Party contracts,
which are deferred and amortized under PowerChoice

Megawatt: one million watts
Megawatt-hour: one thousand kilowatt-hours
Nitrogen Oxide: gases formed in great part from atmospheric nitrogen
and oxygen when combustion takes place under conditions of high
temperature and high pressure; considered a major air pollutant

0
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NPL Federal National Priorities List for Uncontrolled Hazardous Waste
Sites

NYPP

NYPP Member
Systems

NYSERDA

PowerChoice
agreement

PPA

PRP

PSC

PURPA

QF

ROE
'FAS

No. 71

SFAS
No. 101

SFAS
No. 106

SFAS
No. 109

SFAS
No. 121

SFAS
No. 130

SFAS
No. 131

SFAS
No. 132

SO,

stranded
costs
Unit 1

Unit. 2

Supreme Court of the State of New Ydrk, Albany County

U.S. Nuclear Regulatory Commission

New York Power Authority
New York Power Pool

Eight Member Systems are: the seven New York State investor-owned
electric utilities and NYPA

New York State Energy Research and Development Authority
Company's five-year electric rate agreement, which incorporates the
MRA, approved in February 1998

Power Purchase Agreement: long-term contracts under which a utility
is obligated to purchase electricity from an IPP at specified rates
Potentially Responsible Party
New York State Public Service Commission

Public UtilityRewxlatory Policies Act of 1978, as amended. One of
five bills signed into law on November 8, 1978, as the National
Energy Act. It sets forth procedures and requirements applicable to
state utility commissions, electric and natural gas utxlities and
certain federal regulatory agencies. A major aspect of this law is
the mandatory purchase ob1igation from qualifying facilities.
Qualifying Facility: an individual'(or corporation) that owns and/or
operates a generating facility but is not primarily engaged in the
generation or sale of electric power. QFs are cather power
production or cogeneration facilities that qualify under Section 201
of PURPA.

Return on Common Stock Equity
Statement of Financial Accounting Standards No. 71 "Accounting
for the Effects of Certain Types of Regulation"
Statement of Financial Accounting Standards No. 101 "Regulated
Enterprises - Accounting for the Discontinuance of Application of
FASB Statement No. 71"

Statement of Financial Accounting Standards No. 106
"Employers'ccountingfor Postretirement Benefits Other Than Pensions"

Statement of Financial Accounting Standards No. 109 "Accounting
for Income Taxes"

Statement of Financial Accounting Standards No. 121 "Accounting
for the Impairment of Long-Lived Assets and for Long-Lived Assets to
Be Disposed Of"

Statement of Financial Accounting Standards No. 130 "Reporting
Comprehensive Income"

Statement of Financial Accounting Standards No. 131
"Disclosures about Segments of an Enterprise and Related Information"
Statement of Financial Accounting Standards No. 132

"Employers'isclosureabout Pensions and Other Postretirement Benefits"
Sulfur Dioxide: a colorless gas of compounds of sulfur and oxygen
which is produced primarily by the combustion of fossil fuel
Utilitycosts that may become unrecoverable due to a change in the
regulatory environment
Nine Mile Point Nuclear Station Unit No. 1

Nine Mile Point, Nuclear Station Unit No. 2
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N1AGARA MOHAWK POWER CORPORATZON

PART X

Item 1. Business.
Niagara Mohawk Power Corporation (the "Company" ), organized in 1937 under

the laws of New York State, is engaged principally in the business of generation,
purchase, transmission, distribution and sale of electricity and the purchase,
distribution, sale and transportation of gas in New York State. See Part ZZ,
Item 8. Financial Statements and Supplementary Data - "Note 12. Information
Regarding the Electric and Gas Businesses."

GENERAL

Until recent years, the electric and gas utility industry operated in a
relatively stable business environment, subject to traditional cost-of-service
regulation. The investment community, both shareholders and creditors,
considered utility securities to be of low risk and high quality. Regulators
upheld the utility's exclusive right to provide service 'in its franchise areas
in exchange for the utilitycompany's obligation to provide universal service to
customers in its service territory, subject to cost-of-service regulation. Such
regulation often encouraged regulators and other governmental bodies to use
utilities as vehicles to advance social programs and collect taxes. In general,
prices were established based on cost-of-service, including a fair rate of return
and utilities were allowed to fully recover all prudently incurred costs. Cash
flows were relatively predictable, as was the industry's ability to sustain
dividend payout and interest coverage ratios.

Consequently, the Company's current electricity and gas prices reflect
traditional utility regulation. As such, the Company's electricity prices have
included state-mandated purchased power costs from IPPs, at costs far exceeding
the Company's actual avoided costs, as well as the costs of high taxes in the
State of New York. Avoided costs are the costs the Company would otherwise incur
to generate power if it did not purchase electricity from another source.

While the Company was experiencing rising costs, rapid technological
advances have significantly reduced the price of new generation and significantly
improved the performance of smaller scale generating units'n addition, the
current excess supply of generating capacity has driven down the prices a
competitive market would support. Actions taken by other utilities throughout
the country to lower their prices, including those in areas with already
relatively low prices, increase the threat of industrial relocation and the need
to offer discounts to industrial customers.

Zn 1997, the Company entered into two related agreements that it believes
will significantly improve its financial outlook. Pursuant to the Company's
PowerChoice agreement, entered into with the PSC, which regulates utilities in
the State of New York, the Company has agreed to a five year rate plan.and has
agreed to divest its fossil and hydro generating assets, representing 4,217 MW
of capacity and approximately $ 1,100 million of net book value. Pursuant to the
MRA, the Company and 15 IPPs have agreed to terminate, restate or amend 28 PPAs
in exchange for cash, shares of Company common stock and certain financial
contracts.

For a discussion of events that occurred during 1997 in the competitive
environment, federal and state regulatory initiatives and the Company's efforts
to address its competitive disadvantages and deteriorating financial condition,
see Part II, Item 7. Management's Discussion and Analysis of Financial Condition
and Results of Operations.

The following topics are discussed under the general heading of "Business."
Where applicable, the discussions make reference to the various other items of
this Form 10-K.
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Regulation and Rates
ZPPs
New York Power Authority
Other Purchased Power
Fuel for Electric Generation
Gas Delivery
Gas Supply
Financial Znformation About Indust
Environmental Matters
Research and Development
Nuclear Operations
Construction Program
Electric Supply Planning
Electric Delivery Planning
Insurance
Employee Relations
Seasonality

ry Segments

In addition, for a discussion of the Company's
Properties - "Electric Service" and "Gas Service".
Company's treatment of working capital items, see Part
Discussion and Analysis of Financial Condition and
"Financial Position, Liquidity and Capital Resources"

6
7
7
7
7
9
9

10
10
15
15
15
15
15
16
16
16

properties, see Item 2.
For a discussion of the
II, Item 7 ~ Management's
Results of Operations

REGULATION. AND RATES

Several critical initiatives have been undertaken by various regulatory
bodies and the Company that have had, and're likely to continue to have, a
significant impact on the reshaping of the Company and the utility industry. See
Part ZI, Item 7. Management's Discussion and Analysis of Financial Condition and
Results of Operations - "PSC Competitive Opportunities Proceeding - Electric,"
"FERC Rulemaking on Open Access and Stranded Cost Recovery," and "Other Federal
and State Regulatory Initiatives - PSC Proposal of New ZPP Operating and PPA
Management Procedures," " - Generic Gas Rate Proceeding" and " - NRC and Nuclear
Operating Matters" for a discussion of these other initiatives.

PowerChoice Agreement and the MRA. For a discussion of the
PowerChoice agreement and the MRA, see Part IZ, Ztem 7. Management's Discussion
and Analysis of Financial Condition and Results of Operations' "Master
Restructuring Agreement and the PowerChoice Agreement".

Multi.-Year Gas Rate Settlement Agreement and Generic Gas Rate
Proceeding. For a discussion of the three-year gas rate settlement agreement
that was conditionally approved by the PSC in December 1996, see Part II, Item
7. Management's Discussion and Analysis of Financial Condition and Results of
Operations - Other Federal and State Regulatory Initiatives - "Multi-Year Gas
Rate Settlement Agreement" and "-'eneric Gas Rate Proceeding."

Price Di.scounts. For a discussion of price discounts offered to
customers and the terms of discount agreements, see Part ZZ, Item 7.
Management's Discussion and Analysis of Financial Condition and Results of
Operations - "Other Company Efforts to Address Competitive Challenges - Customer
Discounts."

PSC Audi.t. Zn September 1996, as a result of the Company's investigation
of a contract with a scrap dealer, Joseph Barsuk, Inc. ("Barsuk"), the PSC
directed its staff to investigate the prudence of several long term contracts
involving scrap metal and the circumstances surrounding the letting and
administration of those contracts. In February 1997, the PSC concluded that a
more comprehensive investigation was required to ensure that the Company's ethi'cs
and internal control procedures are being effectively implemented. The final
report on the prudence review was issued on January 21, 1998 and contained
various recommendations to strengthen the Company's scrap handling procedures,
its ethics program and its internal control processes. Actions are currently

-6-



underway to address recommendations in the report. Further, the Company will
refund to customers between $ 2.9 million and $ 3.7 million related to losses from
actions by a scrap metal dealer to defraud the Company between 1970 and 1990 and
has also committed to continue to strengthen its ethics program and internal
controls. The Company is engaged in litigation against Barsuk and a former

, inside director of the Company who retired in 1988 to recover damages from such
dealings, but is unable to determine the outcome of this matter.

IPPs

Zn 1997, the Company purchased 13,520,000 MWh or about 33% of its total
power supply from IPPs. For a discussion of Company efforts to reduce its IPP
costs, see Item 3. Legal Proceedings, Part IZ, Item 7. Management's Discussion
and Analysis of Financial Condition and Results of Operations - "Master
Restructuring Agreement and the PowerChoice Agreement" and "Other Federal and
State Regulatory Initiatives - PSC Proposal of New ZPP Operating and PPA
Management Procedures" and Part ZZ, Item 8. Financial 'Statements and
Supplementary Data - "Note 9. Commitments and Contingencies - Long-Term
Contracts for the Purchase of Electric Power."

NEW YORK POWER AUTHORITY

The Company presently has contractual rights to purchase electricity from
a number of generating facilities owned by the NYPA. Zn 1997, these purchases
amounted to 7,578,000 MWh, or about 19% of the Company's total power supply
requirements. The Company credits to its residential customers, pursuant to the
terms of the agreements with NYPA, a portion of .the low cost power purchased from
NYPA hydro power sources. Refer to Part ZI, Item 8. Financial Statements and
Supplementary Data - "Note 9. Commitments and Contingencies - Long-Term Contracts
for the Purchase of Electric Power" for a table that summarizes the NYPA
generating source, amounts of power, and the contract expiration dates for NYPA
electricity which the Company was entitled to purchase as of January 1, 1998

'n

May 23, 1997, the Company signed an agreement with NYPA and the PSC that~
allows NYPA's current industrial customers to continue to receive their power
allocations from NYPA's James A. FitzPatrick nuclear plant. The agreement also
protects the Company' remaining customers by generally requi:ring the
reimbursement by NYPA of stranded costs which may result from any NYPA sales
above current levels. The agreement enables the State of New York to continue
to use,.NYPA's electricity to keep and create jobs and investment in New York
State while protecting the financial interests of the Company. This agreement
terminated litigation pending before the PSC and the FERC regarding NYPA's power
sales to industrial customers.

OTHER PURCHASED POWER

Power purchased in 1997 from sources other than ZPPs and NYPA amounted to
1,844,000 MWh, representing approximately 4% of the Company's total power supply
requirements. The Company purchases electricity from the NYPP and other
neighboring utilities as needed for economic operation. The price paid for that
power is determined by specif ic contractual terms, based on market prices.
Physical limitations of existing transmission facilities, as well. as competition
with other utilities and availability of energy, impact the amount of power the
Company is able to purchase or sell and the price the Company pays or receives
for that power.

FUEL FOR ELECTRIC GENERATION

The PowerChoice agreement will eliminate the Company's FAC, which provided
for partial pass-through to customers of fuel and purchased power cost
fluctuations from amounts forecast. Also, the Company will auction its fossil and
hydro generating assets in accordance with the restructuring under PowerChoice.
(See Part II, Item 7. Management's Discussion and Analysis of Financial
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Condition and Results of Operations - "Master Restructuring Agreement and the
PowerChoice Agreement.")

Coal. The C. R. Huntley and Dunkirk Steam Stations, the Company's only
coal fired generating stations, are expected to burn about, 1.8 million and 1.4
million tons of coal, respectively, in 1998. The Company purchased its 1997 coal
requirements under short-term contracts and anticipates obtaining its total 1998
coal requirements under short-term contracts as well. The average level of coal
supply was 25 days, which is managed for supply risk.

The annual average cost of coal burned in 1995, 1996 and 1997 was $ 1.42,
$ 1.39, and $ 1.41 respectively, per million BTU, or $ 36.81, $ 36.00 and $ 36.68,
respectively, per ton.

See "Environmental Matters - Air."
Natural Gas. The Albany Steam Station has the capability to use natural

gas, as well as residual oil, as a fuel for electric generation. This dual-fuel
capability permits the use of the lower cost fuel depending on fuel market
conditions. During 1995, 1996 and 1997, natural gas was the predominant fuel
used. However, generation at this station was curtailed significantly during
this period because of the requirement to purchase IPP power and excess, capacity
in the region. In early 1995, modifications were completed at the Oswego Steam
Station that provided a limited capability for using natural gas for electric
generation. The Oswego Steam Station's primary fuel is residual oil ~

The Company currently purchases all natural gas for the Albany and Oswego
Steam Stations from the spot market. This gas is purchased as an interruptible
supply; and therefoie, colder than normal weather and increased demand for
capacity on interstate pipelines by other firm (non-interruptible) gas customers
could restrict the amount of gas supplied to the stations.

The Company has a 25% ownership interest in Roseton Steam Station Units No.
1 and 2 (the "Roseton Units" ) . Both Roseton Units have dual fuel capability with
residual oil as the primary fuel and natural gas as the alternate fuel. Central
Hudson Gas and Electric Corporation, a co-owner and the operator of the Roseton
Steam Station, has one contract for the supply of up to approximately 100,000
Dths per day of natural gas for use at the Roseton Units. The 'natural gas supplyis used primarily during off peak months (April through October of each year),
minimizing the exposure to interruption. In 1997, approximately 0.7 million Dth
(the Company's share) of gas were used at the Roseton Units.

The annual average cost of natural gas burned by the Company, including the
Roseton Steam Station, from 1995 through 1997 was $ 1.65, $ 1.96, and $ 2.50
respectively, per million BTU, or $ 1.65, $ 1.96 and $ 2.50, respectively, per Dth.

Res9.dual 09.1. The Company's total requirements for residual oil in 1998
for its Albany and Oswego Steam Stations are estimated at approximately 1.0
million barrels. Fuel sulfur content standards instituted by New York State
require 1.5% sulfur content fuel oil to be burned at the Albany Steam Station.
Oswego Unit No. 6 requires low sulfur fuel oil (0.7%). Oswego Unit No. 5, which
burns 1.5% sulfur fuel oil, was placed on long term cold standby effective March
1994. All oil requirements are met on th'e spot market. At December 31, 1997,
there were approximately 386,000 barrels of oil, or more. than a 16-day supply,
at the Oswego Steam Station and approximately 350,000 barrels of oil, or a 30-day
supply, at the Albany Steam Station, based on recent burn projections.

The average price of Oswego Unit No. 6 oil at January 1, 1998 was
approximately $ 22.00 per barrel for 0.7% sulfur oil. For 1.5% sulfur oil, the
average price was approximately $ 17.50 per barrel at the Albany Steam Station.
The fuel oil prices quoted include the $ 2 '5 per barrel petroleum business tax
imposed by New York State.

The supply of residual oil for the Roseton Units has been arranged by
Central Hudson Gas and Electric Corporation. A requirements contract is
currently in place with options to extend the contract period.

-8-



The annual average cost of residual oil burned at the Albany, Oswego and
Roseton Steam Stations from 1995 through 1997 was $ 3.41, $3.81 and $4.05,
respectively, per million BTU, or $21.66, $ 24.15 and $ 25 F 58, respectively, per
barrel.

Nuclear. The supply of fuel for the Company's Nine Mile Point nuclear
generating plants involves: (1) the procurement of uranium concentrates, (2) the
conversion of uranium concentrates to uranium hexafluoride, (3) ~ the enrichment
of the uranium hexafluoride, (4) the fabrication of fuel assemblies and (5) the
disposal of spent fuel and radioactive wastes. Agreements for nuclear fuel
materials and services for Unit 1 and Unit 2 (in which the Company has a 41%
interest) have been made through the following years:

Unit No. 1 Unit No. 2

Uranium Concentrates
Conversion
Enrichment
Fabrication

2002

2002

2003

2007

2002

2002

2003

2006

Arrangements have been made for procuring a portion of the uranium,
conversion and enrichment requirements through the years listed above, leaving
the remaining portion of the requirements uncommitted. Enrichment services are
under contract with the U.S. Enrichment Corporation for up to 100% of the
requirements through the year 2003. Up to approximately 95% and 90% of the
uranium and conversion requirements are under contract through the year 2002 for
Unit 1 and Unit 2, respectively. The uncommitted requirements for nuclear fuel
materials and services are expected to be obtained through long-term contracts
or secondary market purchases.

The cost of fuel utilized at Unit 1 for 1995, 1996 and 1997 was $ 0.61,
$ 0.60 and $ 0.'54 per million BTU, respectively. The cost of fuel utilized at Unit
2 for 1995 through 1997 was $ 0 '1, $ 0.50'and $ 0.49 per million BTU, respectively.

For a discussion of nuclear fuel disposal costs and the disposal of nuclear
wastes, the recovery of nuclear fuel costs through rates and for further
information concerning costs relating to decommissioning of the Company's nuclear
generating plants, see Item 8 - Financial Statements and Supplementary Data-
"Note 1. Summary of Significant Accounting Policies - Depreciation, Amortization
and Nuclear Generating Plant Decommissioning Costs" and "Note 3 ~ Nuclear
Operations." For a discussion of the Company's plans to form a New York Nuclear
Operating Company, see Item 7 - Management's Discussion and Analysis of Financial
Condition and Results of Operations - '"Master Restructuring Agreement and the
PowerChoice Agreement."

GAS DELZVERY
3

The Company sells, distributes and transports natural gas to a geographic
territory that generally extends from Syracuse to Albany. The northern reaches
of the system extend to Watertown and Glens Falls. Not all of the Company's
distribution areas are physically interconnected with one another by Company-
owned facilities. Presently, nine separate distribution areas are connected
directly with CNG,,an interstate natural gas pipeline regulated by the FERC, via
seventeen delivery stations. The Company also has one direct connection with
Iroquois Gas Transmission and one with Empire State Pipeline.

GAS SUPPLY

The majority of the Company's gas sales are for residential and commercial
space and water heating. Consequently, the demand for natural gas by the
Company's customers is primarily seasonal and influenced by weather factors. Th~
Company purchases its natural gas for sale to its customers under firm and short~
term spot contracts, which is transported on both firm and interruptible

-9-



transportation contracts. During 1997, about 92% and 8% of the Company's natural
gas supply was purchased under firm contracts and short-term spot contracts,
respectively (generally longer than 30 days) (See Part ZI. Item 8 - Financial
Statements and Supplementary Data - "Note 9. Commitments and Contingencies - Gas
Supply, Storage and Pipeline Commitments" ) . In addition, the Company has a
commitment with CNG to provide gas storage capability until March 2002. For a
discussion of the PSC staff's pzoposal that natural gas utilities exit the
business of purchasing natural gas for customers over the next five years, See
Part ZI. Item 7 - Management's Discussion and Analysis of Financial Condition and
Results of Operations - "Generic Gas Rate Proceeding."

FINANCIAL INFORMATION ABOUT INDUSTRY SEGMENTS

See Part ZZ, Item 7. Management's Discussion and Analysis of Financial
Condition and Results of Operations and Item 8. Financial Statements and
Supplementary Data - "Note 12. Information Regarding the Electric and Gas
Businesses."

ENVIRONMENTAL MATTERS

General. The Company's operations and facilities are subject to numerous
federal, state and local laws and regulations -relating to the environment
including, among other things, requirements concerning air emissions, water
discharges, site remediation, hazardous materials handling, waste disposal and
employee health and safety. While the Company devotes considerable resources to
environmental compliance and promoting employee health and safety, the impact of
future environmental health and safety laws and regulations on the Company cannot
be predicted with certainty.

In compliance with environmental statutes and consistent with its strategic
philosophy, the Company performs environmental investigations and analyses and
installs, as required, pollution control equipment, including, among other
things, ef fluent monitoring instrumentation and materials storage/handlingfacilities designed to prevent or minimize releases of potentially harmful
substances. Expenditures for environmental matters for 1997 totaled
approximately $37.1 million, of which approximately $ 5.6 million was capitalized
as pollution control equipment or plant environmental surveillance and
approximately $ 31.5 million was charged to operating expense for remediation,
operation of environmental monitoring and waste disposal programs. Expenditures
for 1998 are estimated to total $ 41.6 million, of which $ 9.0 million is expected
to be capitalized and $ 32.6 million charged to operating expense. Anticipated
expenditures for 1999 are estimated to total $42.5 million, of which $ 5.1 million
is expected to be capitalized and $37.4 million charged to operating expense.
The expenditures for 1998 and 1999 include the estimated costs for the Company's
expected proportionate share of the costs for site investigation and remediation
of waste sites discussed under "Solid/Hazardous Waste" below. Costs for site
investigation and remediation are included in operating expense to the extent
actual costs do not exceed the amount provided for in rates, in which case, the
excess costs are deferred for future recovery through cost-of-service based
rates.

ZSO 14001. During 1997, the Company had all of its fossil and nuclear
generating .assets (the Oswego, Albany, Huntley and Dunkirk Steam Stations and
Nine Mile Point) certified to the ISO 14001 environmental management system
standard. The registration audits of these facilities was conducted by Advanced
Waste Management Systems. The Company's position has been and continues to be
that an effective environmental management system is necessary to prudently
manage environmental issues and minimize environmental liabilities.

The Company believes that it is probable that costs associated with
environmental compliance will continue to be recovered through the ratemaking
process. For a discussion of the circumstances regarding the Company's continued
ability to recover these types of expenditures in rates, see Part II, Item 8.
Financial Statements and Supplementary Data - "Note 2. Rates and Regulatory
Issues and Contingencies."
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Air. The Company is required to comply with applicable federal and state
air quality requirements pertaining to emissions into the atmosphere from its
fossil-fuel generating stations and other air emission sources. The Company's
four fossil-fired generating stations (the Albany, Huntley, Oswego and Dunkirk
Steam Stations) have Certificates to Operate issued 'by the DEC.

The provisions of the Clean Air Act address attainment and maintenance of
ambient air quality standards, mobile sources of air pollution, hazardous air
pollutants, ac'id rain, permits, enforcement, clean air research and other items.
The Clean Air Act will continue to have a substantial and increasing impact upon
the operation of fossil-fired electric power plants in future years.

The acid rain provisions of the Clean Air Act (Title ZV) require that S4
emissions from utilities and certain other sources be reduced nationwide by 10
million tons from their 1980 levels and that NO, emissions be reduced by two
million tons from 1980 levels. Emission reductions were to be achieved in two
phases - Phase .I was to be completed by January 1, 1995 and Phase ZI will be
completed by January 1, 2000.

The Company has two units (Dunkirk 3 and 4) affected in Phase.Z. Beginning
in 1995, the Company was required to reduce SO< emissions by approximately 10,000

15,000 tons per year and the Company is complying with these requirements by
substituting non-Phase I units and relying on reduced utilization of these units
to satisfy its emission reduction requirements at Dunkirk 3 and 4.

With respect to NO„ Title IV of the Clean Air Act requires emission
reductions at Dunkirk 3 and 4. Low NO, burner technology has been installed to
meet the new emission limitations. In addition, Title I of the Clean Air Act
(Provisions for the Attainment and Maintenance of National Ambient Air Quality
Standards) required the installation of reasonably available control technology
("RACT") on all of the Company's coal, oil and gas-fired units by May 31, 1995.
Compliance with Title Z RACT requirements at the Company's units was achieved by
installing low NO„ burners or other combustion control technology.

Phase ZI requirements associated with Title ZV of the Clean Air Act
(targeted for the year 2000 and beyond) will require the Company, to further
reduce its SO> emissions at all of its fossil generating units. Possible options
for Phase ZZ SQ compliance beyond those considered for Phase I compliance
include fuel switching, installation of flue gas desulfurization or clean coal
technologies, repowering and the use of emission allowances created under the
Clean Air Act.

r

Zn September, 1994, the states comprising the Northeast Ozone Transport
Commission (New York State included) signed a Memorandum of Understanding that
calls for each member state to develop regulations for two additional phases of
NO, reduction beyond RACT (referred to as Phase ZZ and Phase IZZ NO, reductions).
In Phase ZZ, air emission sources located in upstate New York (which includes all
of the Company's air emission sources) will have to reduce NO, emissions by May,
1999 by 55 percent relative to 1990 levels. Zn Phase IZI, these air emission
sources will have to reduce NO, emissions in May 2003 by 75 percent. relative to
1990 levels. The Memorandum of Understanding provides that the specified
reductions in Phase IZZ may be modified if evidence shows that alternative NO„

reductions, together with other emission reductions, willsatisfy the air quality
standard across the region. The DEC will be developing its Phase ZZ NO„

regulations in 1998. The need for and extent of any further reductions needed
in Phase ZII will not be determined until 1999 or later. Until details are
available on how the Phase II and Phase ZZZ NO, reductions will be implemented,
definitive compliance plans for the Company's fossil generating stations and
reliable compliance cost estimates cannot be developed, although such costs could
be significant.

Potential air regulatory developments may impact the Company in the future
including: (1) a proposed "long range ozone transport" rulemaking for utilities
and other NO, sources in the Northeast and Midwest to substantially reduce their
NO, emissions; and (2) a revised National Ambient Air Quality Standard fo
Particulate Matter that includes fine particulates.
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The Company spent approximately $ 5 million, $ 0. 1 million, and $ 0.1 million
in capital expenditures in 1995, 1996 and 1997,, respectively, on projects at the
fossil generation plants associated with Phase I compliance. The Company has
included $ 1.0 million in its 1998 through 2000 construction forecast for Phase
II compliance which will become effective January 1, 2000 'or a discussion on
the Company's plans to sell its fossil and hydro assets, see Part II, Item 7 ~

Management's Discussion and Analysis of Financial Condition and Results of
Operations - "Master Restructuring Agreement and the PowerChoice Agreement." For
a discussion of the Company's negotiations with DEC of a Consent Decree
addressing past opacity excursions and future opacity compliance issues, see Item
3. Legal Proceedings.

Water. The Company is required to. comply with applicable Federal and
State water quality requirements, including the Clean Water Act, in connection
with the discharge of condenser cooling water and other wastewaters from its
steam-electric generating stations and. other facilities. Wastewater discharge
permits have been issued by DEC for each of its 'team-electric generating
stations. These permits must be renewed every five years. In addition,
hydroelectric facilities are required to obtain Clean Water Act certifications
as part of the FERC licensing/relicensing process. Such certifications have been
issued or are pending for a substantial portion of the Company's hydroelectric
facilities. Conditions of the permits typically require that studies be
.performed to determine the effects of station operation on the aquatic
environment in the station vicinity and to evaluate various technologies for
mitigating losses of aquatic life.

Low Level Radioactive Waste. See Part II, Item 8. Financial
Statements and Supplementary Data - "Note 3. Nuclear Operations - Low Level
Radioactive Waste."

SOlid/HaZardOuS WaSte. The public utilityindustry typically utilizes
and/or generates in its operations a broad range of hazardous and potentially
hazardous wastes and by-products. The Company believes it is handling identified
wastes and by-products in a manner consistent with federal, state and local
requirements and has implemented an environmental audit program to identify
potential areas of concern and aid in compliance with such requirements.
Environmental laws can impose liability for the entire cost of site remediation
upon each of the parties that have sent waste to a contaminated site regardless
of fault or the lawfulness of the original disposal activity. The Company is
also currently investigating and remediating, as necessary to meet current
environmental standards, certain properties associated with its former gas
manufacturing operations and other properties which the Company has learned may
be impacted by industrial waste, as well as investigating identified industrial
waste sites where Company waste materials may have been sent. The Company has
also been advised that various federal, state or local agencies believe certain
properties require investigation and has prioritized the sites based on available
information in order to enhance the management of investigation and remediation,if necessary.

The Company is currently aware of 124 such sites with which it has been or
may be associated, including 76 which are Company-owned. The Company-owned sites
include 21 former MGP sites, 10 industrial waste sites and 45 operating property
sites where corrective actions may be deemed necessary to prevent, contain and/or
remediate impacts to soil and/or water in the vicinity. Of these Company-owned
sites, Saratoga Springs is on the NPL published by the EPA. The number of owned
sites has increased as the Company has established a program to actively identify
and manage potential areas of concern at its electric substations. This effort
resulted in identifying an additional 32 sites in 1997. The 48 non-owned sites
with which the Company has been or may be associated are generally industrial
disposal waste sites where some of the disposed waste materials are alleged to
have originated from the Company's operations. Pending the results of
investigations at the non-owned sites, the Company may be required to fund some
share of the remedial costs. Although one party can, as a matter of law, be held
liable for all of the remedial costs at a site, regardless of fault, in practice
costs are usually allocated among PRPs.

Investigations at each of the Company-owned sites are designed to (1)
determine if environmental contamination problems exist, (2) if necessary,
determine the appropriate remedial actions and (3) where appropriate, identify
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other parties who should bear some or all of the cost of remediation. Legal
action against such other parties will be initiated where appropriate. After
site investigations are completed, the Company expects to determine site-specific
remedial actions.and to estimate the attendant costs for restoration. However,
since investigations are ongoing at most sites, the estimated cost of any
remedial action is subject to change.

Estimates of the Company's potential liabilityfor Company-owned sites are
based upon a variety of factors, including identified or potential contaminants,
location, size and use of the site, proximity to sensitive resources, status of
regulatory investigation and knowledge of activities and costs at similarly
situated sites. Additionally, as further described below, the Company's
estimating approach now includes a process for certain sites where these factors
are developed and reviewed using direct input and support obtained from the DEC.
Actual Company expenditures are dependent upon the total cost of investigation
and remediation and the ultimate determination of the Company's share of
responsibility for such costs, as well as the .financial viability of other
identified responsible parties since clean-up obligations are joint.and several.
The Company has denied any responsibility at certain of these sites where other
PRPs are identified and is contesting liability accordingly.

As a consequence of site characterizations and assessments completed to
date, the Company has accrued a liabilityof $ 155 million for these owned sites,
representing its best current estimate for its share of the costs for
investigation and remediation. The high end of the range is presently estimated
at approximately $ 365 million. The amount accrued at December 31, 1997,
incorporates the additional electric substations, previously mentioned, and a
change in the method used to estimate the liability for 27 of its largest sites,
to rely upon a decision analysis approach. This method includes developing
several remediation approaches for each of the 27 sites, using the factors
previously described, and then assigning a probability to each approach. The
probability represents the Company's best estimate of the likelihood of the
approach occurring using input received directly from the DEC. The probable
costs for each approach are then calculated to arrive at an expected value.
While this approach calculates a range of outcomes, the Company has accrued the
sum of the expected values for these sites. The amount accrued for the Company's
remaining owned sites represents either costs resulting from feasibility studie
or engineering estimates, the Company's share of a PRP allocation or, where no
better estimate is available, the low end of a range of possible outcomes.

The majority of cost estimates for currently owned properties relate to the
MGP sites, particularly the Harbor Point site (Utica, New York), which includes
five surrounding non-owned sites. In October 1997, the Company submitted a draft
feasibility study to the DEC for the Harbor Point and surrounding sites. The
study indicates a range of viable remedial approaches. However, a final
determination has not been made concerning the remedial approach to be taken.
This range consists of a low end of $ 22 million and a high end of $ 230 million
with an expected value calculation of $ 51 million, which is included in the total
amounts accrued at December 31, 1997. The range represents the total costs to
remediate Harbor Point and the surrounding sites and does not consider
contributions from other PRPs. The Company anticipates receiving comments from
the DEC on the draft feasibility study by the spring of 1999. At this time, the
Company cannot definitively predict the .nature of the DEC proposed remedial
action plan or the range of remediation costs it will require. While the Company
does not expect to be responsible for the entire cost to remediate these
properties, it is not possible at this time to determine its share of the cost
of remediation. In May 1995, the Company filed a complaint, pursuant to
applicable Federal and New York State law, in the U.S. District Court for the
Northern District of New York against several defendants seeking recovery of past
and future costs associated with the investigation and remediation of the Harbor
Point and surrounding sites'n a motion currently pending before the Court, the
New York State Attorney General has moved to dismiss the Company's claims against
the State of New York, the New York State Department of Transportation, the
Thruway Authority and Canal Corporation. The Company has opposed this motion.
The case management order presently calls for the close of discovery on December
31, 1998. As a result, the Company cannot predict the outcome of the pending
litigation against other PRPs or the allocation of the Company's share of th
costs to remediate the Harbor Point and surrounding sites.
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With respect to sites not owned by the Company, but, for which the Company
has been or may be associated as a PRP, the Company has recorded a liabilityof
$ 65 million, representing its best current estimate of its share of the total
cost to investigate and remediate these sites. Total costs to investigate and
remediate all non-owned sites is estimated to be approximately $ 285 million in
the unlikely event the Company is required to assume 100% of the responsibility
for these sites. The Company has denied any responsibility for certain of these
PRP sites and is contesting liability accordingly. Eight of the PRP sites are
included on the NPL. The Company estimates its share of the liability for these
eight sites is not material and has included the amount in the determination of
the amounts accrued.

Estimates of the Company's potential liability for sites not owned by the
Company, but for which the Company has been identified as an alleged PRP, have
been derived by estimating the total cost of site clean-up and then applying a
Company contribution factor to that estimate where appropriate. Estimates of the
total clean-up costs are determined by using all available information from
investigations conducted by the Company and other parties, negotiations with
other PRPs and, where no other basis is available at the time of estimate, the
EPA figure for average cost to remediate a site listed on the NPL as disclosed
in the Federal Register of June 23, 1993 (58 Fed. Reg. 119) . A contribution
factor is calculated, when there is a reasonable basis for it, that uses either
a pro rata share based upon the total number of PRPs named or otherwise
identified, or the percentage agreed upon with other PRPs through steering
committee negotiations or by other means. In some instances, the Company has
been unable to determine a contribution factor and has included in the amount
accrued the total estimated costs to remediate the„.sites. Actual Company
expenditures for these sites are dependent upon the total cost of investigation
and remediation and the ultimate determination of the Company' share of
responsibility for such costs as well as the financial viability of other PRPs
since clean-up obligations are joint and several. While the Company has accrued
an obligation of $ 220 million for its owned and non-owned sites, the high end of
the range of remedial obligations is currently estimated to be approximately $ 650
million.

In May 1997, the DEC executed an Order on Consent (the "1997 Order" ) which
serves to keep the annual cash requirement for certain site investigation and
remediation ("SZR") level (at approximately $ 15 million per year), as well as
provide for an annual site prioritization mechanism. As executed, the 1997 Order
expands the scope of the original 1992 Order, which covered 21 former MGP sites,
to encompass 52 sites with which the Company has been associated. The agreement
is supported by the decision analysis approach, which the Company and the DEC
will continue to revise on an annual basis to address SIR progress and site
priorities relative to establishing the annual cost cap, as well as determining
the Company's liability for these sites. The Saratoga Springs and Harbor Point
MGP sites are being investigated and remediated pursuant to separate regulatory
Consent Orders with the EPA and the DEC, respectively. However, the annual costs
associated with the remediation of these sites are included in the cash
requirements under the amended 1997 Order.

PowerChoice and the Company's gas settlement provide for the recovery of
SZR costs over the settlement periods. The Company believes future costs, beyond
the settlement periods, will continue to be recovered in rates. Based upon this
assessment, a regulatory asset has been recorded in the amount of $ 220 million,
representing the future recovery of remediation obligations accrued to date. As
a result, the Company does not believe SIR costs will have a material adverse
effect on its results of operations or financial condition. See also Part IZ,
Item 8. Financial Statements and Supplementary Data - "Note 2 ~ Rate and
Regulatory Issues and Contingencies."

Where appropriate, the Company has provided notices of insurance claims to
carriers with respect to the investigation and remediation costs for MGP,
industrial waste sites and sites for which the Company has been identified as a
PRP. To date, the Company has reached settlements with a number of insurance
carriers, resulting in payments to the Company of approximately $ 36 million, net
of costs incurred in pursuing recoveries. The Company has agreed, in its
PowerChoice settlement, to amortize the portion allocated to the electric
business, or approximately $ 32 million, over a ten-year period. The remaining
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portion relates to the gas business and is being amortized over the three-year
settlement period.

For a discussion of additional environmental legal proceedings, see Item
3. Legal Proceedings.

RESEARCH AND DEVELOPMENT

The Company maintains a research and development (»RQ)») program aimed at
improving the delivery and use of energy products and finding practical
applications for new and existing technologies in the energy business. These
efforts include (1) improving efficiency; (2) minimizing 'environmental
impacts; (3) improving facility availability; (4) minimizing maintenance
costs; (5) promoting economic development and (6) improving the quality of
life for our customers with new electric technologies. RaD expenditures in 1995
through 1997 were not material to the Company's results of operations or
financial condition.

NUCLEAR OPERATIONS

See Part ZZ, Item 7 ~ Management's Discussion and Analysis of Financial
Condition and Results of Operations - "Other Federal and State Regulatory
Initiatives — NRC and Nuclear Operating Matters» and Part ZZ, Item 8. Financial
Statements and Supplementary Data - "Note 3. Nuclear Operations."

CONSTRUCTION PROGRAM

See Part II, Item 7. Management's Discussion and Analysis of Financial
Condition and Results of Operations - "Financial Position, Liquidity and Capital
Resources - Construction and'ther Capital Requirements" and Part ZI, Item 8.
Financial Statements and Supplementary Data - "Note 9. Commitments and
Contingencies - Construction Program."

'I

ELECTRIC SUPPLY PLANNING

Under the PowerChoice agreement, the Company has agreed to put all of its
fossil and hydro generation assets up for auction. Winning bids would be
selected within 11 months'f PSC approval of the auction plan, which was filed
with the PSC on December 1, 1997 separately from the PowerChoice agreement. *If
the Company does not receive an acceptable positive bid for an asset, the Company
agreed to form a subsidiary to hold any such assets and then to legally separate
this subsidiary from the Company through a"spin-'off'to shareholders or otherwise.
After the foregoing process is complete, the Company agreed not to own any non-
nuclear generating assets in the State of New York, subject to certain limited
exceptions provided in the PowerChoice agreement.

ELECTRIC DELIVERY PLANNING

(See Part ZZ ~ Item 7. Management's Discussion and Analysis of Financial
Condition and Results of Operations - »FERC Rulemaking on Open Access and
Stranded Cost Recovery.")

As of January 1, 1998, the Company had approximately 130,000 miles of
transmission and distribution lines for electric delivery. Evaluation of these
facilities relative to NYPP and Northeast Power Coordinating Council planning
criteria and anticipated Company internal and external demands is an ongoing
process intended to minimize the capital requirements for expansion of these
facilities. (For a discussion of major restoration of the Company's electric
delivery facilities in northern New York as a result of an ice storm in January
1998, see Part II, Item 8. Financial Statements and Supplementary Data - "Note
13. Subsequent Event) . "
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The Company has reviewed the adequacy of its electric delivery facilities
and has determined that capital requirements to support new load growth will be
below previous years'xpenditures. Transmission planning studies are presently
in progress to investigate the system impact of two proposed generation projects,
U.S. Generating Company's 1080 MW plant located in Athens, New York and the
Company's 723 MW repowering of the Albany Steam Station in Bethlehem, New York.
(See Item 2. Properties -"Electric Service" ). Both of these projects are filing
for Article X certification with a projected in service date of 2001.

INSURANCE

As of January 31, 1998, the Company's directors and officers liability
insurance was renewed. This coverage includes nuclear operations and insures the
Company against obligations incurred as a result of its indemnification of
directors and officers. The coverage also insures the directors and officers
against liabilities for which they may not be indemnified by the Company, except
for a dishonest act or breach of trust. In addition, for a discussion of nuclear
insurance, see Part IZ, Item 8. Financial Statements and Supplementary Data-
"Note 3. Nuclear Operations - Nuclear Liability Insurance" and - "Nuclear
Property Insurance."

EMPLOYEE RELATIONS

The Company's work force at December 31, 1997 numbered approximately 8,500
of whom approximately 71% were union members. Zt is estimated that approximately
78% of the Company's total labor costs are applicable to operation and
maintenance and approximately 22% are applicable to construction and other
accounts.

All of the Company's non-supervisory production and clerical workers
subject to collective bargaining are represented by the International Brotherhood
of Electrical Workers ("ZBEW"). Zn April 1996, the Company and the IBEW agreed
on a five-year, three month labor agreement, which provides for wage increasesf approximately 2% to 3% in each of the subsequent four years.

SEASONALITY

See Item 2. Properties - "Electric Service" and Part ZZ, Item 8. Financial
Statements and Supplementary Data - "Note 14. Quarterly Financial Data
(Unaudited)."

Item 2. Property.es.

ELECTRIC SERVICE

As of January 1, 1998, the Company owned and operated four fossil fuel
steam plants (as well as having a 25% interest in the Roseton Steam Station and
its output), two nuclear fuel steam plants, various diesel generating units and
72 hydroelectric plants, and had a majority interest in Beebee Island and Feeder
Dam hydro plants and their output. The Company also purchases substantially all
of the output of 93 other hydroelectric facilities. The Company's wholly-owned
subsidiary; Opinac North America, Znc., owns Opinac Energy Corporation and Plum
Street Enterprises, Inc. Opinac Energy Corporation has a 50 percent interest in
CNP (owner and operator of the 76. 8 MW Rankine hydroelectric plant) which
distributes electric power within the Province of Ontario and owns a windmill
generator in the Province of Alberta. Zn addition, the Company has contracts to
purchase electric energy from NYPA and other sources. See Item 1. Business-
"IPPs," - "New York Power Authority" and - "Other Purchased Power" and Part ZZ,
Item 8. Financial Statements and Supplementary Data - "Note 9. Commitments and
Contingencies - Long-term Contracts for the Purchase of Electric Power" and

"Electric and Gas Statistics." The Company holds the FERC license for 65
hydroelectric plants. A significant number of these licenses are subject to
renewal over the next 4 years. 's of December 31, 1997, the Company has renewed
2 hydro licenses and has 7 license renewals pending. Zn the event the Company
is unable to renew a hydro license, it is entitled to compensation for the
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facility. (See Part II, Item 7. Management's Discussion and Analysis of
Financial Condition and Results of Operations, - "Master Restructuring Agreement
and the PowerChoice Agreement - Powerchoice Agreement" for a discussion of the
Company's plans to sell its fossil and hydro assets).

The following is a list of the Company's major operating generating
stations at February 1, 1998:

Station, Location and Percent Ownership

Huntley, Niagara River (100%)

Dunkirk, Lake Erie (100%)

Albany, Hudson River (100%)

Oswego, Lake Ontario (76%)
(Unit 6)

Roseton, Hudson River (25%)

Energy Source

Coal

Coal

Oil/Natural
Gas

Oil/Natural
Gas

Oil/Natural
Gas

Company's
Share of ~

Nominal Net
Capability

in MW

760

600

400

646

300

Nine Mile Point, Lake Ontario (100%) (Unit 1) Nuclear 613

Nine Mile Point, Lake Ontario (41%) (Unit 2) Nuclear 469

In 1994, Oswego Unit No. 5 (an oil-fired unit with a net book value- of $ 160
million and a capability of 850 MW) was put into long-term cold standby, but can
be returned to service in three months.

The Company is pursuing the necessary permits to install state-of-the-ar
technology at the Albany Steam Station to redevelop the facility to increase the
capacity from the current. 400 MW to 723 MW and rename the station the Bethlehem
Energy Center. The new facility would use natural gas fueled combined cycle
units which would reduce air emissions and significantly improve the facility's
operating efficiency. The licensing effort and permitting process is expected
to take up to 18 months and be transferable to a new owner of the facility under
the fossil and hydro generating facility auction.

The electric system of the Company and CNP is directly interconnected with
other electric utility systems in Ontario, Quebec, New York, Massachusetts,
Vermont and Pennsylvania, and indirectly interconnected with most of the electric
utilitysystems through the Eastern Interconnection of the United States. As of
December 31, 1997, the Company's electric transmission and distribution systems
were composed of 952 substations with a rated transformer capacity of
approximately 28,500,000 kilovoltamperes, approximately 8,000 circuit miles of
overhead transmission lines, approximately 1,100 cable miles of underground
transmission lines, approximately 113, 100 conductor miles of overhead
distribution lines and about 5,800 cable miles of underground distribution
cables, only a part of such transmission and distribution lines b'eing located on
property owned by the Company.

There is seasonal variation in electric customer load. In 1997, the
Company' maximum hourly demand occurred in the summer. Historically, the
Company's maximum hourly demand occurred in the winter. The maximum simultaneous
hourly demand (excluding economy and emergency sales to other utilities) on the
electric system of the Company for the twelve months ended December 31, 1997
occurred on July 15, 1997 and was 6,348,000 KWh. For a summary of the Company's
electric supply capability at December 31, 1997, see Part II, Item 8. FinancialtStatements and Supplementary Data - "Electric and Gas Statistics."
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The Company owns and operates several electric transmission lines crossing
the Seneca Nation Cattaraugus and Allegany Reservations which range from 230
kilovolts to 34.5 kilovolts. In 1991, the. Seneca Nation challenged the validity
of the right-of-way agreements for these transmission lines. While discussions
between the Nation and the Company were suspended in mid-1992, the Nation has
recently asked the Company to reopen the discussions. The Company is unable to
estimate any potential costs associated with this issue, if any.

NEW YORK POWER POOL

The Company, six other New York utilities and NYPA constitute the NYPP,
through which they coordinate the planning and operation of their interconnected
electric production and transmission facilities in order to improve reliability
of service and efficiency for the benefit of customers of their respective
electric systems. For a discussion on potential changes to NYPP, see Part ZI,
Item 7. Management's Discussion and Analysis of Financial Condition and Results
of Operations - "Master Restructuring Agreement and the PowerChoice Agreement"
and. - "FERC Rulemaking on Open Access and Stranded Cost Recovery."

GAS SERVICE

The Company distributes gas purchased from suppliers and transports gas
owned by others. As of December 31, 1997, the Company's natural gas system was
comprised of approximately 8,000 miles of pipelines and mains, only a part of
which is located on property owned by the Company.

SUBSIDIARIES

One of the Company's wholly-owned subsidiaries, Opinac North America, Znc.
owns Opinac Energy Corporation (a Canadian corporation) and Plum Street
Enterprises, Inc. Opinac Energy Corporation has a 50 percent interest in an
electric company, CNP, which has operations in the Province of Ontario, Canada.
CNP generates electricity at its Rankine hydro plant for the wholesale market and
for its distribution system in Fort Erie, Ontario. CNP owns a 99.99% interest
in Canadian Niagara Wind Power Company, Znc. and Cowley Ridge Partnership,
respectively, which together operate a wind power joint venture in the Province
of Alberta, Canada. Plum Street, Enterprises, Inc., incorporated in the State of
Delaware, is an unregulated company that offers energy related services. A
wholly-owned Texas subsidiary of the Company, NM Uranium, Inc. has an interest
in a uranium mining operation in Live Oak County, Texas which is now in the
process of reclamation and restoration. Another wholly-owned New York State
subsidiary of the Company, NM Holdings, Znc., engages in real estate development
of property formerly owned by the utility company. - Zn addition, the Company has
established a single-purpose wholly-owned subsidiary, NM Receivables Corporation,
to facilitate its sale of an undivided interest in a designated pool of customer
receivables, including accrued unbilled revenues. The Company also owns a 66.67
percent and 82.84 percent interest in Moreau Manufacturing Corporation and Beebee
Island Corporation, respectively, which are New York State subsidiaries that own
and operate hydro-electric generating stations.

MORTGAGE LIENS

Substantially all of the Company's operating properties are subject to a
mortgage lien securing its mortgage debt. (See Part II, Item 7. Management's
Discussion and Analysis of Financial Condition and Results of Operations
"Master Restructuring Agreement and the Revised PowerChoice Agreement" ).
Item 3. Legal Proceedings.

For a detailed discussion of additional legal proceedings, see Part IZ,
Item 8. Financial Statements and Supplementary Data - "Note 9 ~ Commitments and
Contingencies - Tax Assessments" and - "Environmental Contingencies." See also
Item 1. Business - "Environmental Matters - Solid/Hazardous Waste," and Part II,
Item 7. Management's Discussion and Analysis of Financial Condition and Results
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of Operations - "Master Restructuring Agreement and the PowerChoice Agreement."
The Company is unable to predict the ultimate disposition of the matters referred
to below in {1), {2), {3), {4) and {5) . However, the Company has previously been
allowed to recover these types of expenditures in rates. Zn addition, consistent
with PowerChoice, the Company believes that it is probable that, the Company will

- continue to recover these types of expenditures in -cost-of-service based rates. ~
See also Part ZI, Item 8. Financial Statements and Supplementary Data - "Note ~2. Rate and Regulatory Issues and Contingencies."

1. On June 22, 1993, the Company and twenty other industrial entities, as
well as the owner/operator of the Pfohl Brothers Landfill near Buffalo,
New York, were sued in NYS Supreme Court, Erie County, by a group of
residents living in the area surrounding the landfill. The plaintiffs
seek compensation for alleged economic loss and property damage claimed
to have resulted from exposure to contamination associated with the
landfill. Zn addition, since January 18, 1995, the Company has been
named as a defendant or third-party defendant in a series of toxic tort
actions filed in federal or state courts in the Buffalo area. These
actions allege exposure on the part of plaintiffs or

plaintiffs'ecedentsto toxic chemicals emanated from the landfill, resulting in
the alleged causation of cancer. The plaintiffs seek compensatory and
punitive damages so far totalling approximately $ 60 million. The
Company has filed answers responding to the claims put forth in these
suits, denying liability as to any of the claimed conditions or
damages, and intends to continue to vigorously defend against each
claim.

2.

The Company is unable to predict at this time the probable outcome of
these proceedings, which at present remain in the discovery stage. The
Company, through membership in the Pfohl Brothers landfill Site
Committee, is participating in the design and implementation of a
remedial program for the landfill. Zn the context of liability
allocation procedures conducted on behalf of the Committee, it has been
determined that the Company's contribution of industrial wastes to thelandfill was minor. Further, it is the Company's position that
materials present at the landfill attributable to the Company are not
causally related to any condition alleged by plaintiffs in the variou
lawsuits associated with the landfill. The Company does not believ
that the outcome of these proceedings will have a material adverse
effect on its results of operations or financial condition.
On October 23, 1992, the Company petitioned the PSC to order IPPs to.
post letters of credit or other firm security to protect

ratepayers'nterestsin advance payments made in prior .years to these generators.
The PSC dismissed the original petition without prejudice. In December
1995, the Company filed a petition with the PSC similar to the one that
the Company filed in October 1992. 'he Company cannot predict the
outcome of this action. However, in August 1996, the PSC proposed to
examine the circumstances under which a utility, including the Company,
should be allowed to demand security from ZPPs to ensure the repayment
of advance payments made under their purchased power contracts. See
Part II, Item 7. Management's Discussion and Analysis of Financial
Condition and Results of Operations - "Other Federal and State
Regulatory Initiatives - PSC Proposal of New IPP Operating and PPA
Management Procedures."

On February 4, 1994, the Company notified the owners of nine projects
with contracts that provide for front-end loaded payments of the
Company's demand for adequate assurance that the owners will performall of their future repayment obligations, including the obligation to
deliver electricity in the future at prices below the Company's avoided
cost as required by agreements and the repayment of any advance payment
which remains outstanding at the end of the contract. The projects at
issue total 426 MW. The Company's demand is based on its assessment
of the amount of advance payment to be accumulated under the terms of
the contracts, future avoided costs and future operating costs for the
projects. Litigation ensued with six of the projects as a result
these notifications, as follows:
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On March 4, 1994, Encogen Four Partners, LE P. ("Encogen") filed a
complaint in the United States District Court for the Southern District
of New York (the "U.S. District Court" ) alleging breach of contract and
prima facie tort by the Company. Encogen seeks compensatory damages
of approximately $ 1 million and unspecif ied punitive damages. In
addition, Encogen seeks a declaratory judgment that the Company is not
entitled to assurance of future performance from Encogen. On April 4,
1994, the Company filed its answer and counterclaim for declaratory
judgment relating 'o the Company' exercise . of its right to demand
adequate assurance. Encogen has amended its complaint, rescinded its
prima facie tort claim, and filed a motion of judgment on the
pleadings. On February 6, 1996, the U.S. District Court granted
Encogen's motion for judgment on the pleadings and ruled that under New
York law, the Company did not have the right to demand adequate
assurances of future performance. In addition, the U.S. District Court
did not award any damages. The Company has appealed this decision.
A motion to stay further proceedings has been made since this contract
is included in the MRA.

On March 4, 1994, Sterling Power Partners, L.P. ("Sterling" ), Seneca
Power Partners, L.P., Power City Partners, L.P. and AG-Energy, L.P.
filed a complaint in the NYS Supreme Court seeking a declaratory
judgment that: (a) the Company does not have any legal right to demand
assurance of plaintiffs'uture performance; (b) even if such a right
existed, the Company lacks reasonable insecurity as to

plaintiffs'uture

performance; (c) the specific forms of assurances sought by the
Company are unreasonable and (d) if the Company is entitled to any form
of assurances, plaintiffs have provided adequate assurances. On Apri3,
4, 1994, the Company filed its answer and counterclaim for declaratory
judgment relating to the Company's exercise of its right to demand
adequate assurance. On October 5, 1994, Sterling moved for summary
judgment and the Company opposed and cross moved for summary judgment.
On February 16, 1996, Sterling supplemented its motion, claiming that
the February 6, 1996 ruling in the Encogen case is dispositive. On
February 29, 1996, the NYS Supreme Court granted Sterling's motion for
summary judgment and ruled that under New York law, the Company did not.
have the right to demand adequate assurances of future performance.
The Company has appealed this decision. A motion to stay further
proceedings has been made since this contract is included in the MRA.

On March 7, 1994, NorCon Power Partners, L.P. ("NorCon") filed a
complaint in the U.S. District Court seeking to enjoin the Company from
terminating a PPA between the parties and seeking a declaratory
judgment that the Company has no right to demand additional security
or other assurances of NorCon's future performance under the PPA;
NorCon sought a temporary restraining order against the Company to
prevent the Company from taking any action on its February 4, 1994
letter. On March 14, 1994, the Court entered the interim relief sought
by NorCon. On April 4, 1994, the Company filed its answer and
counterclaim for declaratory judgment relating to the Company'
exercise of its right to demand adequate assurance. On November 2,
1994, NorCon filed for summary judgment. On February 6, 1996, the U.S.
District Court granted NorCon's motion for summary judgment. and ruled
that under New York law, the Company did not have the right to demand
adequate assurances of future performance. On March 25, 1997, the U.S.
Court of Appeals for the Second Circuit ordered that the question of
whether there exists under New York commercial law the right to demand
firm security on an electric contract should be certified to the N.Y.
Court of Appeals, the highest New York court, for final resolution.
The Second Circuit order effectively stayed the U.S. District Court's
order against the Company, pending final disposition by the N.Y. Court
of Appeals. A motion to stay further proceedings has been made since
this contract is included in the MRA.

The Company can neither provide any judgement .regarding the likely
outcome nor any estimate or range of possible loss or reduction of
exposure in the cases above. Accordingly, no provision for liability,if any, that may result from any of these suits .has been made in the
Company's financial statements. If the MRA closes with respect to the
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ZPP Parties mentioned above, then these litigations would be dismissed
with respect to such IPP Parties (see Part II, Item 7. Management's
Discussion and Analysis of Financial Condition and Results of
Operations - "Master Restructuring Agreement, and the PowerChoice
Agreement" ).

3. Zn November 1993, Fourth Branch Associates Mechanicville ("Fourth
Branch" ) filed an action against the Company and several of its
officers and employees in the NYS Supreme Court, seeking compensatory
damages of $ 50 million, punitive damages of $ 100 million and injunctive
and other related relief. The lawsuit grows out of the Company's
termination of a contract for Fourth Branch to operate and maintain a
hydroelectric plant the Company owns in the Town of Halfmoon, New York.
Fourth Branch's complaint also alleges claims based on the inability
of Fourth Branch and the Company to agree on terms for the purchase of
power from a new facility that Fourth Branch hoped to construct at the
Mechanicville site. In January 1994, the Company filed a motion to
dismiss Fourth Branch's complaint. By order dated November 7, 1995,
the Court granted the Company's motion to dismiss the complaint in its
entirety. Fourth Branch filed an appeal from the Court's order. On
January 30, 1997, the Appellate Division modified the November 7, 1995
court decision by reversing the dismissal of the fourth and fifth
causes of action set forth in Fourth Branch's complaint.

The Company and Fourth Branch had also entered into negotiations under
a FERC mediation process. As a result of these negotiations, the
Company had proposed to sell the hydroelectric plant to Fourth Branch
for an amount which would not be material. Zn addition, the proposal
included a provision that would require the discontinuance of all
litigation between the parties.
Attempts to implement this proposal have been unsuccessful and the
Company has informed FERC that its participation in the mediation
efforts has been concluded. On January 14, 1997, the FERC
Administrative Law Judge issued a report to FERC recommending that the
mediation proceeding be terminated, leaving outstanding a Fourth Branch
complaint to FERC that alleges anti-competitive conduct by the Company.
The Company has made a motion to dismiss Fourth Branch's antitrust
complaint before the FERC, which motion was opposed by Fourth Branch.
A decision from FERC on this matter is pending.

The Company is unable to predict the ultimate disposition of the
lawsuit referred to above. However, the Company believes it has
meritorious defenses and intends to defend this lawsuit vigorously.
No provision for liability, if any, that may result from this lawsuit
has been made in the Company's financial statements.

4 ~ Zn March 1993, Inter-Power of New York, Znc. ("Inter-Power" ) filed a
complaint against the Company and certain of its officers and employees
in the NYS Supreme Court. Inter-Power alleged, among other matters,
fraud, negligent misrepresentation and breach of contract in connection
with the Company's alleged termination of a PPA in January 1993. Theplaintiff sought enforcement of the original contract or compensatory
and punitive damages in an aggregate amount that would not exceed $ 1billion, excluding pre-judgment interest.
In early 1994, the NYS Supreme Court dismissed two of the plaintiff's
claims; this dismissal was upheld by the Appellate Division, Third
Department of the NYS Supreme Court. Subsequently, the NYS Supreme
Court granted the Company's motion for summary judgment on the
remaining causes of action in Inter-Power's complaint. In August 1994,
Inter-Power appealed this decision and on July 27, 1995, the Appellate
Division, Third Department affirmed the granting of summary judgment
as to all counts, except for one dealing with an alleged breach of the
PPA relating to the Company's having declared the agreement null and
void on the grounds that Inter-Power had failed to provide it with
information regarding its fuel supply in a timely fashion. This on
breach of contract claim was remanded to the NYS Supreme Court fo
further consideration. In January 1998, the NYS Supreme Court granted
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the Company's motion for summary judgment on all remaining claims in
this lawsuit -and dismissed this lawsuit in its entirety. In January
1998, Inter-Power filed a notice of appeal.

5. The DEC, in response to an EPA audit of their enforcement policies,
which found enforcement of air regulation violations to be
insufficient, has begun an initiative to address this issue. As a
result, the DEC is seeking penalties from all New York utilities

for'astopacity variances for the years 1994, 1995 and 1996. Furthermore,
the DEC is requiring various opacity reduction measures and stipulated
penalties for future excursions after execution of a consent order.
All New York State utilities, including the Company, which was notified
in September 1997, are in the process of negotiating the various terms
and conditions of the draft consent order with. the DEC. The outcome
of this matter is uncertain at this time and it is not possible, to
predict what the financial impact to the Company will be in terms of
penalty payment and implementation of an opacity reduction program.

Item 4. Submit.ssion of Matters to a Vote of Secure.ty Holders.
On October 23, 1997, the Board 'of Directors authorized the solicitation of

consents from its preferred shareholders, as required by the Company's
Certificate of Incorporation, to increase the amount of unsecured debt the
Company may issue from the level prior to the consent of approximately $ 700
million by up to an additional $ 5 billion. On December 3, 1997, the preferred
shareholders approved the proposal to increase, the level of unsecured debt by a
vote of 3,562,645 for, 479,124 against and 140,107 abstentions.
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Executive Officers of Re istrant

All executive officers of the Company are elected on an annual basis at the May meeting of the Board of
Directors or upon the filling of a vacancy. There are no family relationships between any of the executive officers.
There are no arrangements or understandings between any of the officers listed below and any other person pursuant to
which he or she was selected as an officer.

Executive
Age at

~12 31 92 Current and Prior Positions Date Comnenced

illlliam E. Davis

Albert J. Budney, Jr.

B. Ralph Sylvia

David J. Afrington

llilliam F. Edwards

Darlene D. Kerr

Gary J. Levine

John H. Mueller

John M. Powers

55

50

57

46

40

46

47

59

Chairman of the Board and Chief Executive Officer
Vice Chairman of the Board of Directors

President
Managing Vice President - UtiliCorp

Po~er Services Group (a unit of Uti licorp
United, Inc.)

President-Hissouri Public Service (Operating
Division of Uti liCorp United, Inc.)

3

Executive Vice President
Executive Vice President - Electric Generation

and Chief Nuclear Officer
Executive Vice President - Nuclear

Senior Vice President - M'en Resources

Senior Vice President and Chief Financial Officer
Vice President - Financial Planning
Executive Assistant to the Chief Executive Officer

and President
Director of Budget and Financial Management

Senior Vice President - Energy Distribution
Senior Vice President - Electric Customer Service
Vice President - Electric Customer Service
Vice President - Gas Harketing and Rates

Senior Vice President - Legal 8 Corporate
Relations

Senior Vice President - Legal 8 Corporate
Relations and General Counsel

Senior Vice President and Chief Nuclear Officer
Site Vice President of Coamonwealth Edison's Zion

Plant
Vice President of Nuclear Energy (for the Nebraska

Public Power District, owner and operator of the
Cooper nuclear plant)

Plant Manager - Unit 2
Operations Hanager - Unit 2

Retired
Senior Vice President
Senior Vice President and Chief Financial Officer
Senior Vice President - Finance 8 Corporate

Services

Hay 1993
November 1992

April 1995
Prior to Joining
the Company

January 1993

January 1998*
December 1995

November 1990

December 1990

September 1997
December 1995
July 1993

June 1989

Deceeher 1995
January 1994
July 1993
February 1991

Hay 1993

October 1992

January 1998~
August 1996

July 1994

August 1993
October 1992

December 1997
Septeaher 1997
January 1996
October 1990

Theresa A. Flaim

Kapua A. Rice

Steven ll. Tasker

48

40

Vice President - Corporate Strategic Planning
Vice President - Corporate Planning
Hanager - Gas Rates 8 Integrated Resource Planning

Corporate Secretary
Assistant Secreiary
Hanager - Legal 8 Corporate Relations

Vice President - Controller
Controller

Hay 1994
April 1993
June 1991

September 1994
October 1992
July 1991

December 1993
Hay 1991

* On January 13, 1998, John N. Hueller was elected as Senior Vice President and Chief Nuclear Officer, which became

effective:January 19, 1998. Ne will succeed B. Ralph Sylvia, who will remain with the CoaTMny as an Executive Vice
President until his planned mid-year retirement.
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PART ZI

Item 5. Market for the Registrant's Common Equity and Related Stockholder
Matters.

The Company's common stock and certain of its preferred series are listed
on the New York Stock Exchange ("NYSE"). The common stock is also traded on the
Boston, Cincinnati, Midwest, Pacific and Philadelphia stock exchanges. Common
stock options are traded on the American Stock Exchange. The ticker symbol is
"NMK."

Preferred dividends were paid on March 31, June 30, September 30 and
December 31. The Company estimates that none of the 1997 preferred stock
dividends will constitute a return of capital and therefore all of such dividends
are subject to Federal tax as ordinary income.

The table below shows quoted market prices (NYSE) for the Company's common
stock:

High Lau High Lou

1st Quarter $11 1/8 $8 1/8 $ 10 1/8 $6 1/2

2nd Quarter 9 7 7/8 8 5/8 6 1/2

3rd Quarter 10 1/16 8 1/4 8 7/8 6 3/4

4th Quarter-, 10 9/16 9 1/16 10 7 5/8
~ J

For a discussion regarding the common stock dividend, see Item 7. Management's
Discussion and Analysis of Financial Condition and Results of Operations
"Accounting Implications of the PowerChoice Agreement and Master Restructuring
Agreement" and "Financial Position, Liquidity and Capital Resources - Common
Stock Dividend" below.

Other Stockholder Matters. The holders of common stock are entitled to one
vote per share and may not cumulate their votes for the election of Directors.
Whenever dividends on preferred stock are in default in an amount equivalent to
four full quarterly dividends and thereafter until all dividends thereon are paid
or declared and set aside for payment, the holders of such preferred stock can
elect a majority of the Board of Directors. Whenever dividends on any preference
stock are in default in an amount equivalent to six full quarterly dividends and
thereafter until all dividends thereon are paid or declared and set aside for
payment, the holders of such stock can elect two members to the Board of
Directors. No dividends on preferred stock are now in arrears and no preference
stock is now outstanding. Upon any dissolution, liquidation or winding up of the
Company's business, the holders of common stock are entitled to receive a pro
rata share of all of the Company's assets remaining and available for
distribution after the full amounts to which holders of preferred and preference
stock are entitled have been satisfied.

Upon consummation of the MRA (see Item 7. Management' Discussion and
Analysis of Financial Condition and Results of Operations - "Master Restructuring
Agreement and the PowerChoice Agreement" for a listing of conditions that must
be met in order to close the MRA), which is expected to occur later this year,
the IPP Parties are expected to own 42.9 million shares of the Company's common
stock, representing 23% of the Company's voting securities following the issuance
of such shares. In the MRA, the parties agree that any IPP Party that receives
2% or more of the outstanding Common Stock and any designees of IPP Parties that
receives more than 4.9% of the outstanding Common Stock upon the consummation of
the MRA will, together with certain but not all affiliates (collectively, "2%
Shareholders" ), enter into certain shareholder agreements (the aShareholders
Agreements" ). Pursuant to each Shareholder Agreement, the 2% Shareholders agree
that for five years they will not acquire more than an additional 5% of the
outstanding Common Stock (resulting in ownership in all cases of no more than
9.9%) or take any actions to attempt to acquire control of the Company, other
than certain permitted actions in response to unsolicited actions by third
parties. The 2% shareholders will generally vote their shares on a "pass-
through" basis, that is in the same proportion as all shares held by other
shareholders are voted, except that they may vote in their discretion for
extraordinary transactions and, when there is a pending proposal to acquire the
Company, for directors.
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The indenture securing the Company's mortgage debt provides that retained
earnings shall be reserved and held unavailable for the payment of dividends on
common stock to the extent that expenditures for maintenance and repairs plus
provisions for depreciation do not exceed 2.25% of depreciable property as
defined therein. Such provisions have never resulted in a restriction of the
Company' retained earnings.

As of March 26, 1998, there were approximately 663300 holders of record of
common stock of the Company and about 4,700 holders of record of preferred stock.
The chart below summarizes common stockholder ownership by size of holding:

Size of Holding
(Shares) Total Stockholders Total Shares Held

1 to99
100 to 999

1,000 or more

3'1,056

31,930

~3325

~66 311

812,652

7,775,973

135 830 724

144 419 351
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Item 6. Selected Consolidated Financial Data

The following table sets forth selected financial information of the Conpany for each of the five years during
the period ended December 3'I, 1997, which has been derived from the audited financial statements of the Company,
and should be read in connection therewith. As discussed in Item 7. Management's Discussion and Analysis of
Financial Condition and Results of Operations and Item 8. Financial Statements and S~Lementary Data - uHotes
to Consolidated Financial Statements,u the following selected financiaL data is not likely.to be indicative of
the Company's future financial condition or results of operations.

1997 1996» 1995 1993

Operations: (000's)

Operating revenues $3,966,404 $3,990,653 $3,917,338 $4,152,178 $3,933,431

Cosmon stock datat

Book value per share at year end . ~ .

Market price at year end

Ratio of market price to book value at

Dividend yieLd at year end

Basic and diluted earnings per average
share

Rate of return on comnon equity

year end. .

comnon

$18.03

10 1/2

58.2X

$ .16

0.9X

$17.91

9 7/8
55.'lX

S .50

2.8X

$17.42

9 1/2

54.5X

11.BX

$1.44

8.4X

$17.06

14 1/4

83.5X

7.9X

$ 1 ~ 00

5.8X

$17.25

20 1/4

117.4X

4.9X

$1.71

10.2X

Dividends paid per consnon share.......... $1.12 $1.09 $ .95

Capitalization: (000's)

Cannon equity. . .

Mon-redeemable preferred stock . . . . . . . . ~ .

Mandatorily redeemable preferred stock......
440,000

76,610

440,000

86,?30

$2,604,027 $2,585,5?2 $2,513,952

440,000

96,850

$2,462,398 $2,456,465

440,000 290,000

106,000 123,200

Total e ~ ~ ~ ~ ~ ~ ~ ~ ~ ~ 6,538,018 6,590,181 6,633,216 6,306,272 6,128,277

Capitalization ratios: (including long-term debt
maturing within one year):
Comnon stock equity.
Preferred stock. . . . . .

39AX

7.8

39.0X

7.9

37.5X

8.0

38.6X

8.5

38.7X

6.5

Financial ratios:
Ratio of earnings to fixed charges . . . . . . . .

Ratio of earnings to fixed charges and preferred
stock divldendso ~ ~, ~ ~ ~ ~ ~ ~ ~ ~ ~ ~ ~ ~ ~ ~ ~

Other ratios-X of operating revenues:

Fuel, electricity purchased and gas purchased .

Other operation and maintenance expenses. . . .

Depreciation and amortization . . . . . . . . .

Federal and foreign income taxes, and other
taxes ~ ~

Operating income.

1.39

1.12

44.4X

21.1

8.6

13A

14.1

'.57

1.31

43.5X

23.3

8.3

13.6

13.1

2.29

1.90

40.3X

20.9

8.1

17.3

17.5

1.91

1.63

39.6X

23.1

7.4

14.7

13.3

2.31

2.00

36;1X

26.9

7.0

16.2

17.5

Miscellaneous: (000's)

Gross additions to utility plant . . . . ~

Total utilityplant...
Ac lated depreciation and amortization.

$ 290,757

11,0?5,874

4,207,830

9 584 14

S 352,049

10,839,341

3,881,726

427 635

$ 345,804

10,649,301

3,641,448

9 477 869

S 490,124 S 519,612

10,485,339 10,108,529

3,449,696 3,231,237

9 649 816 471 3 7
ounts mc u c cxtrao >nary item, sec ore . te an egu atory ssues an onungcnmcs.
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NZAGARA MOHAWK POWER CORPORATION

Certain statements included in this Annual Report on Form 10-K are forward-
looking statements as defined in Section 21E of the Securities Exchange Act of
1934, including the hedge against upward movement in market prices provided by
the restructured and amended PPAs, the improvement in operating cash flows as a
result of the MRA and PowerChoice, the recoverability of the MRA regulatory asset
through the prices charged for electric service, the effect of a PSC natural gas
proposal on the Company's.results of operations, expected earnings over the five-
year term of the PowerChoice agreement, the effect of the elimination of the FAC
under PowerChoice on the Company's financial condition, the reduction in net
income resulting from the non-cash amortization of the MRA regulatory asset, the
effect of the January 1998 ice storm damage restoration costs on the Company's
capital requirements, recoverability of environmental compliance costs and
nuclear decommissioning costs through rates, and the improvement in the Company's
financial condition expected as a result of the MRA and the implementation of
PowerChoice. The Company's actual results and developments may differ materially
from the results discussed in or implied by such forward-looking statements, due
to risks and uncertainties that exist in the Company's operations and business
environment, including, but not limited to, matters described in the context of
such forward-looking statements, as well as such other factors as set forth in
the Notes to Consolidated Financial Statements contained herein.

Item 7. Management's Discussion and Analysis of'inancial Condition and Results
of Operations

EVENTS AFFECTING 1997 AND THE FUTURE

On July 9, 1997, the Company announced the MRA to terminate, restate or
amend IPP power purchase contracts in exchange for cash, shares of the
Company's common stock and certain financial contracts. The terms of the
MRA have been and may continue to be modified.

In February 1998, the PSC approved the PowerChoice settlement agreement,
which incorporates the terms of the MRA: Under PowerChoice, a regulatory
asset will be established for the costs of the MRA and it will be
amortized over a period not to exceed ten years. The Company's rates
under PowerChoice are designed to permit recovery of the MRA regulatory
asset. In approving PowerChoice, the PSC limited the estimated value of
the MRA regulatory asset that can be recovered to approximately $ 4,000
million, resulting in a charge to 1997 earnings of $ 190.0 million or 85
cents per share. The PowerChoice agreement, 'while having the effect of
substantially depressing earnings during its five-year term, will
substantially improve operating cash flows.

In December 1997, the preferred shareholders gave the Company approval to
increase the amount of unsecured debt that the Company may issue by $ 5
billion. This authorization enables the issuance of unsecur'ed debt to
consummate the MRA.

~ The PowerChoice agreement calls for the Company to conduct an auction to
sell all of its fossil and hydro generation assets.

~ In early January 1998, a major ice storm caused extensive and costly
damage to the Company's facilities in northern New York.

MASTER RESTRUCTURING AGREEMENT AND THE POWERCHOICE AGREEMENT

The Company entered into the PPAs that are subject to the MRA because it
was required to do so under PURPA, which was intended to provide incentives for
businesses to create alternative energy sources. Under PURPA, the Company was
required to purchase electricity generated by qualifying facilities of IPPs at
prices that were not expected to exceed the cost that otherwise would have been
incurred by the Company in generating its own electricity, or in purchasing it
from other sources (known as "avoided costs"). While PURPA was a federa
initiative, each state retained certain delegated authority over how PURPA woul
be implemented within its borders. In its implementation of PURPA, the State of
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New York passed the "Six-Cent Law," establishing 6C per KWh as the floor on
avoided costs for projects less than 80 MW in size. The Six-Cent Law remained
in place until it was amended in 1992 to deny the benefit of the statute to any
future PPAs. The avoided cost determinations under PURPA were periodically
increased by the PSC during this period. PURPA and the Six-Cent Law, in
combination with other factors, attracted large numbers of ZPPs to New York
State, and, in particular, to the Company's service territory, due to the area's
existing energy infrastructure and availability of cogeneration hosts. The
pricing terms of substantially all of the PPAs that the Company entered into in
compliance with PURPA and the Six-Cent Law or other New York laws were based, at
the option of the IPP, either on administratively determined avoided costs or
minimum prices, both of which have consistently been materially higher than the
wholesale market prices for electricity.

Since PURPA and the Six-Cent Law were passed, the Company has been required
to purchase electricity from ZPPs in quantities in excess of its own demand and
at prices in excess of that available to the Company by internal generation or
for purchase in the wholesale-market. In fact, by 1991, the Company was facing
a potential obligation to purchase power from ZPPs substantially in excess of its
peak demand of 6,093 MW. As a result, the .Company's competitive position and
financial performance have deteriorated and the price of electricity paid per KWh
by its customers has risen significantly above the national average.
Accordingly, in 1991 'the Company initiated a parallel strategy of negotiating
individual PPA buyouts, cancellations and renegotiations, and of pursuing
regulatory and legislative support and litigation to mitigate the Company's
obligation under the PPAs. By mid-1996, this strategy had resulted in reducing
the capacity of the Company's obligations to purchase power under its PPAportfolio to approximately 2,700 MW. Notwithstanding this reduction in capacity,
over the same period the payments made to the ZPPs under their PPAs rose from
approximately $ 200 million in 1990 to approximately $ 1.1 billion in 1997 as
independent power facilities from which the Company was obligated to purchaseelectricity commenced operations. The Company estimates that absent the MRA,
payments made to the IPPs pursuant to PPAs would continue to escalate by
approximately $ 50 million per year until 2002.

Recognizing the competitive trends in the electric utilityindustry and the
impracticability of remedying the situation through a series of customer rate
increases, in mid-1996 the Company began comprehensive negotiations to terminate,
amend or restate a substantial portion of above-market PPAs in an effort to
mitigate the escalating cost of these PPAs as well as to prepare the Company for
a more competitive environment. These negotiations led to the MRA and the
PowerChoice agreement.

Master Restructuring Agreement. On July 9, 1997, the Company entered into
the MRA with 16 IPP Parties who sell electricity to the Company under 29 PPAs.
The MRA specifically contemplated that two ZPPs, Oxbow Power of North Tonawanda,
New York, Inc. ("Oxbow" ) and NorCon would enter into further negotiations
co'ncerning their treatment under the MRA. Following such negotiations, Oxbow has
withdrawn from the MRA, but, based on the value of its allocation under the MRA
and the terms of its existing PPA, Oxbow's withdrawal does not materially impact
the cost reductions associated with the MRA. The Company and NorCon have agreed
to replace NorCon's initial allocation under the MRA with an all cash allocation
which has, in the Company's estimation, a value approximately $ 60 million higher
than NorCon's initial allocation. A third IPP Party has agreed to take cash in
exchange for the shares of common stock allocated to it in the MRA. As a result
of these cash allocations, there are 3,054,000 fewer shares of common stock
allocated to the ZPPs under the MRA. The MRA has been amended to expire on July
15( 1998.

The MRA currently provides for the termination, restatement or amendment
of 28 PPAs with 15 IPPs, which represent approximately 80% of the Company's over-
market purchased power obligations, in exchange for an aggregate of $ 3,616million in cash and 42.9 million shares of the Company's common stock and certain
financial contracts. The closing of the MRA is subject to a number of
conditions, including the Company and the IPP Parties negotiating individual
restated and amended contracts, the receipt of all regulatory approvals, the
receipt of all consents by third parties necessary for the transactions
contemplated by the MRA (including the termination of the existing PPAs and the
termination or amendment of all related third party agreements), the IPP Parties
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entering into new third party arrangements which will enable each IPP Party to
restructure its projects on a reasonably satisfactory economic basis, the Company
having completed all necessary financing arrangements and the Company and the IPP
Parties having received all necessary approvals from their respective boards of
directors, shareholders and partners. While one or more of the IPP Parties may
under certain circumstances terminate the MRA with respect to itself, the
Company's obligation to close the MRA is subject to its determination that as a
result of any such terminations" the benefits anticipated to be received by the
Company pursuant to the MRA have not been materially and adversely affected. The
Company expects that prior to the consummation of the MRA, the mix of
consideration to be received 'by the ZPP Parties may be renegotiated. The
foregoing is qualified in its entirety by the text of the MRA (see Exhibit 10-
11). As the Conditions Determination Date (the date by which all IPP Parties
must satisfy or waive their third party conditions or withddraw from the MRA) has
not occurred, the Company cannot predict whether such conditions will be
satisfied, whether some IPP Parties may withdraw, whether the terms of the MRA
might be renegotiated, or whether the MRA will be consummated. Zn the event the
Company is unable to successfully complete the MRA and therefore implement
PowerChoice, it would pursue all alternatives including a traditional rate
request.

The principal effects of the MRA are to reduce significantly the Company's
existing payment obligations under the PPAs, which currently consist of
approximately 2,700 MW of capacity at December 31, 1997. While earnings will be
depressed during the five-year term, the savings in annual energy payments,
coupled with the rates established in PowerChoice, willyield free cash flow that
can be dedicated to the new debt service obligations associated with the payment
of cash to the ZPP„ Parties.

Under the terms of the MRA, the Company's significant long term and
escalating ZPP payment obligations will be restructured into a defined and more
manageable obligation and a portfolio of restated and amended PPAs with price and
duration terms that the Company believes are more favorable than the existing
PPAs. Under the MRA, 19 PPAs representing approximately 1,180 MW of capacity
will be terminated completely thus allowing this capacity to be replaced through
the competitive market at market based prices. The Company has no continuing
obligation to purchase energy from the terminating ZPP Parties.

Also under the MRA, 8 PPAs representing approximately 541 MW of capacity
willbe restated on economic terms and conditions that are more favorable to the
Company than the existing PPAs. The restated contracts have a term of 10 years
and are structured as financial swap contracts where the Company receives or
makes payments to the ZPP Parties based upon the differential between the
contract price and a market reference price for electricity. The contract prices
are fixed for the first two years changing to an indexed pricing formula
thereafter. Contract quantities are fixed for the full 10 year term of the
contracts. The indexed pricing structure ensures that the price paid for energy
and capacity will fluctuate relative to the underlying market cost of gas and
general indices of inflation. Until such time as a competitive energy market
structure becomes operational in the State of New York, the restated contracts
provide the ZPP Parties with a put option for the physical delivery of energy.
Additionally, one PPA representing 42 MW of capacity will be amended to reflect
a shortened term and a lower stream of fixed unit prices. Finally, the MRA
requires the Company to provide the ZPP Parties with a number of fixed price swap
contracts with a term of seven years beginning in 2003. The fixed price swap
contracts will be cash settled monthly based upon a stream of defined quantities
and prices.

Although against the Company's forecast of market energy prices the
restructured and amended PPAs represent an expected above-market. payment
obligation, the Company's portfolio of these PPAs provides it and its customers
with a hedge against significant upward movement in market prices that may be
caused by a change in energy supply or demand. This portfolio and market
purchases contain terms that are believed to be more responsive to competitive
market price changes. (See Item 8. Financial Statements and Supplementary Data

"Note 9. Commitments and Contingencies - Long-term Contracts for the Purchase
of Electric Power" ).
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PowerChoice Agreement. The powerchoice agreement establishes a five-year
rate plan that will reduce average residential and commercial rates by an
aggregate of 3.2% over the first three years. This reduction will include
certain savings that will result from partial reductions of the New York State
GRT. Industrial customers will see average reductions of 25% relative to 1995
price levels; these decreases will include discounts currently offered to some
industrial customers through optional and flexible rate programs. The cumulative
rate reductions, net of GRT savings, are estimated to be approximately $ 112
million, to be experienced on a generally ratable basis over the first three
years of the agreement. During the term of the PowerChoice agreement, the
Company will be permitted to defer certain costs, associated primarily with
environmental remediation, nuclear decommissioning and related costs, and changes
in laws, regulations, rules and orders. In years four and five of its rate plan,
the Company can request an annual increase in prices subject to a cap of 1% of
the all-in price, excluding commodity costs (e.g., transmission, distribution,
nuclear, and forecasted CTC). In addition to the price cap, the PowerChoice
agreement provides for the recovery of deferrals established in years one through
four and'cost variations in the MRA financial contracts resulting from indexing
provisions of these contracts. The aggregate of the price cap increase and
recovery of deferrals is subject to an overall limitation of inflation.

Under the terms of the PowerChoice agreement, all of the Company's
customers will be able *to choose their electricity supplier .in a competitive
market. by December 1999. The Company will continue to distribute electricity
through its distribution and transmission facilities and would be obligated to
be the so-called provider of last resort for those customers who do not exercise
their right to choose a new electricity supplier.

The PowerChoice agreement provides that the MRA and the contracts executed
pursuant thereto shall be found to be prudent. The PowerChoice agreement further
provides that the Company shall have a reasonable opportunity to recover its
stranded costs, including .those associated with the MRA and the contracts
executed thereto, through a CTC and, under certain circumstances, through exit
fees or in rates for back up service.

\

Under the PowerChoice agreement, an MRA regulatory asset, aggregating
approximately $4,000 million, willbe established. In this way, the costs of the
MRA would be deferred and amortized over a period not to exceed ten years. The
Company's rates under PowerChoice are designed to permit recovery of the MRA

regulatory asset and to permit recovery of, and a return on, the remainder of its
assets, as appropriate. The PowerChoice agreement, while having the effect of
substantially depressing earnings during its five-year term, will substantially
improve operating cash flows.

The PowerChoice agreement calls for the Company to divest all of its fossil
and hydro generation assets. Divestiture is intended to be accomplished through
an auction. Winning bids would be selected within 11 months of PSC approval of
the auction plan, which was filed with the PSC separately from the PowerChoice
agreement. The Company will receive a portion of the auction sale proceeds as
an incentive to obtain maximum value in the sale. This incentive would be
recovered from sale proceeds. The Company agreed that if it does not receive an
acceptable bid for an asset, the Company will form a subsidiary to hold any such
assets and then legally separate this subsidiary from the Company through a spin-
off to shareholders or otherwise. If a bid of zero or below is received for an
asset, the Company may keep the asset as part of its regulated business. The
auction process will serve to quantify any stranded costs associated with the
Company's fossil and hydro generating assets. The Company willhave a

reasonable'pportunityto recover these costs through the CTC and otherwise as described
above. After the auction process is complete, the Company has agreed not to own
any non-nuclear generating assets in the State of New York, subject to certain
exceptions provided in the PowerChoice agreement. Under the terms of the note
indenture prepared in connection with the financing of the MRA, the Company will
be required to use a majority of the cash portion of net proceeds from the sale
of its fossil and hydro generating assets to reduce indebtedness. Such
restrictions would not apply in the event that the Company was unable to
successfully conclude the consummation of the MRA and therefore of Powerchoice
but nonetheless sold such assets.
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The PowerChoice agreement contemplates that the Company's nuclear plants
will remain part of the Company's regulated business. The Company has been
supportive of the creation of a statewide New York Nuclear Operating Company thatit expects would. improve the efficiency of nuclear units throughout the state.
The PowerChoice agreement stipulates that absent such a statewide solution, the
Company will file a detailed plan for analyzing other proposals regarding its
nuclear assets, including the feasibility of an auction, transfer and/or
divestiture of such facilities, within 24 months of PowerChoice approval.

The PowerChoice agreement also allows the Company to form a holding company
at its election. The Company plans to seek its shareholders'pproval at its
1998 annual meeting to the formation of a holding company, the implementation of
which would only occur following various regulatory approvals.

At its public session on February 24, 1998, the PSC voted to approve the
PowerChoice agreement, which incorporates the terms of the MRA. Subject to the
satisfaction of the conditions to the MRA, the PSC's approval of PowerChoice
should allow the Company.to consummate the MRA in the first half of 1998. The
PowerChoice agreement will only become effective upon the closing of the MRA.
In approving PowerChoice, the PSC made the following changes, among others, to
the agreement: -i) customers who had made a substantial investment in on-site
generation as of October 10, 1997 will be grandfathered and not have to pay the
CTC; ii) savings from any reduction in the interest rate associated. with the debt
issued in connection with the MRA financing as compared to assumptions underlying
the Company's PowerChoice filing will be deferred for future disposition; andiii) change the generation auction incentive to 15% of proceeds in excess of net
book value for non-Oswego assets and 5% of proceeds in excess of $ 100 million for
Oswego assets.

In its written order dated March 20, 1998, the PSC made several other
changes to the PowerChoice agreement, in addition to those discussed at the
February 24 session. The PSC determined to limit the estimated value of the MRA
regulatory asset that can be recovered from customers, to approximately $4,000
million. The estimated value of the MRA regulatory asset includes the issuance
of 42. 9 million shares of common stock, which the PSC, in determining the
recoverable amount of such asset valued at $ 8 per share. The Company's common
stock closed at $ 12 7/16 per share on March 26, 1998. The accountin
implications of the limitation in value are discussed under ."Accounting
Implications of the PowerChoice Agreement and Master Restructuring Agreement."
The PSC also modified the reduction in average residential and commercial rates.
The PowerChoice agreement measured the 3.2% reduction against 1995 prices. The
PSC determined that the percentage reduction should be applied against the lower
of 1995 prices or the most current twelve-month period. To the extent prices for
the most current twelve-month period are lower than 1995 prices, the amount of
cumulative rate reductions described below will increase. Lastly, the PSC
ordered the Company not to proceed to consummate the MRA with respect to one
contract held by one developer until a satisfactory resolution of=a cogeneration
steam host contract is reached.

New York law provides parties the right to appeal the Commission's decision
approving the PowerChoice agreement within four months of the date of that
decision. In addition, parties have the right to petition the Commission for
rehearing of the decision within 30 days of the date of the decision. If a
petition for rehearing is filed and the Commission issues a decision on
rehearing, parties may appeal the decision on rehearing within four months of the
date of the decision on rehearing. Such an appeal or petition for rehearing may
be based on the failure of the record to show a reasonable basis for the terms
of the PowerChoice agreement and may result in an amendment of the record to
correct such failure, in renegotiation of such terms or in renegotiation of the
PowerChoice agreement as a whole. There can be no assurance that, on appeal or
on rehearing, the approval of the PowerChoice agreement will be upheld or that
such appeal or rehearing will not result in terms substantially less favorable
to the Company than those described herein.

All of the foregoing discussion of the PowerChoice agreement is'ualified
in its entirety by the text of the agreement and PSC Order (see Exhibits 10-12
and 10-13) .
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ACCOUNTING IMPLICATIONS OF THE POWERCHOICE AGREEMENT
AND MASTER RESTRUCTURING AGREEMENT

The Company concluded as of December 31, 1996, that the termination,
restatement or amendment of IPP contracts and implementation of PowerChoice was
the probable outcome of negotiations that had taken place since the Powerchoice
announcement. Under PowezChoice, the separated non-nuclear generation business
would no longer be rate-regulated on a cost-of-service basis and,

accordingly,'egulatoryassets related to the non-nuclear power generation business, amounting
to approximately $ 103.6 million ($ 67.4 million after tax or 47 cents per share)
were charged against 1996 income'as an extraordinary non-cash charge.

As described under "Master Restructuring Agreement and the PowerChoice
Agreement," the PSC in its written oider issued March 20, 1998 limited the
estimated value of the MRA regulatory asset that can be recovered from customers
to approximately $ 4,000 million. The ultimate amount of the regulatory asset to
be established may vary based on certain events related to the closing of the
MRA. 'The estimated value of the MRA regulatory asset includes the issuance of
42. 9 million shares of common, stock, which the PSC, in determining the
recoverable amount of such asset valued at $ 8 per share. Because the value of
the consideration to be paid to the IPP Parties can only be determined at the MRA

closing, the value of the limitation on the recoverability of the MRA regulatory
asset has been estimated at $ 190 million (85 cents per share) which has been
charged to 1997 earnings. The charge to expense was determined as the difference
between $ 8 per share and the Company's closing common stock price on March 26,
1998 of $ 12 7/16 per share, multiplied by 42.9 million shares. Any variance from
the estimate used in determining the charge to expense in 1997, including changes
in the common stock price at closing, will be reflected in results of operations
in 1998.

Under PowerChoice, the Company's remaining electric business (nuclear
generation and electric transmission and distribution business) will continue to
be rate-regulated on a cost-of-service basis and, accordingly, the Company
continues to apply SFAS No. 71 to these businesses. Also, the Company's IPP
Contracts, including those restructured under the MRA and those not so
restructured will continue to be the obligations of the regulated business. As
described under "Master Restructuring Agreement and the PowerChoice Agreement,"
the consummation of the MRA, as well as implementation of PowerChoice, is subject
to a number of contingencies.

In the event the Company is unable to successfully complete the MRA and
therefore implement PowerChoice, it would pursue all alternatives including a
traditional rate request. However, notwithstanding such a rate request, it is
likely that application of SFAS No. 71 would be discontinued for the remaining
electric business, since the Company'.s current rate structure would no longer be
sufficient to recover its costs. The resulting non-cash after-tax charges
against income, based on regulatory assets and liabilities associated with the
nuclear generation and electric transmission and distribution businesses as of
December 31, 1997, would be approximately $ 526.5 million or $ 3.65 per share. In
addition, the Company would be required to reassess the carrying amounts of its
long-lived assets in accordance with SFAS No. 121. SFAS No. 121 requires long-
lived assets and certain identifiable intangibles held and used by an entity be .

reviewed for impairment whenever events or changes in circumstances indicate that
the carrying amount of an asset may not be recoverable or when assets are to be
disposed of. In performing the review for recoverability, the Company is
required to estimate future undiscounted cash flows expected to result from the
use of the asset and/or its disposition. The Company would also be required to
determine the extent to which adverse purchase commitments, if any, are required
to be recorded as obligations. Various requirements under applicable law and
regulations and under corporate instruments, including those with respect to
issuance of debt and equity securities, payment of common and preferred
dividends, and certain types of transfers of assets could be adversely impacted
by any such write-downs.

SFAS No. 71 does not require the Company to earn a return on the"regulatory
assets in assessing its applicability. In the event the MRA and PowerChoice are
implemented, the Company believes that the prices it, would charge for electric
service over 10 years, including the CTC, assuming no unforeseen z'eduction in
demand or bypass of the CTC or. exit fees, will be sufficient to recover the MRA
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regulatory asset and provide recovery of and a return on the remainder of its
assets, as appropriate. Zn the event the Company could no longer apply SFAS No.
71 in the future, it would be required to record an after-tax non-'cash charge
against income for any remaining unamortized regulatory assets and liabilities.
Depending on when SFAS No. 71 was required to be discontinued, such charge would
likely be material to the Company's reported financial condition and results of
operations and the Company's ability to pay common and preferred dividends.

The Emerging Issues Task Force ("EITF") of the FASB reached a consensus on
Issue No. 97-4 "Deregulation of the Pricing of Electricity - Issues Related to
the Application of SFAS No. 71 and SFAS No. 101" in July 1997. The Company
discontinued the application of SFAS No. 71'and applied SFAS No. 101 with respect
to the fossil and hydro generation business at December 31, 1996, in a manner
consistent with the EITF consensus.

With the implementation of PowerChoice, specifically the separation of non-
nuclear generation as an entity that would no longer be cost-of-service
regulated, the Company is- required to assess the carrying amounts of its long-
lived assets in accordance with SFAS No. 121. The Company has determined that
there is no impairment of its fossil and hydro generating assets. To the extent
the proceeds resulting from the sale of the fossil and hydro assets are not
sufficient to avoid a loss, the Company would be able to recover such loss
through the CTC. The PowerChoice agreement provides for deferral and future
recovery of losses, if any, resulting from the sale of the non-nuclear generating
assets. The Company's fossil and hydro generation plant assets had a net book
value of approximately $ 1.1 billion at December 31, 1997.

PSC COMPETITIVE OPPORTUNITIES PROCEEDING - ELECTRIC

On May 16, 1996, the PSC issued its Order in the COPS case, which called
for a major restructuring of New York State's electric industry. The COPS order
called for a competitive wholesale power market and the introduction of retail
access for all electric customers. The goals cited in its decision included
lowering consumer rates, increasing choice, continuing reliability of service,
continuing environmental and public policy programs, mitigating concerns about
market power and continuing customer protection and the obligation to serve.

The PSC decision in the COPS proceeding states that recovery of utility
stranded costs may be accomplished by a non-bypassable "wires charge" to be
imposed by distribution companies.. The PSC decision also states that a careful
balancing of customer and utility interests and expectations is necessary, and
that the level of stranded cost recovery will ultimately depend upon the
particular circumstances of each utility.

On June 10, 1997, the PSC ordered a multi-utility, retail access pilot
program that would allow qualified farmers and food processors to shop for
e'lectricity and other energy services. The PSC required utilities to adjust the
current delivery rates for farmers and food processors, which resulted in rate
reductions of about 10 percent for farmers and 3 percent to 6 percent for food
processors. Delivery under this program began in late 1997. The Company does
not believe that this order will have a material adverse effect on its financial
position or results of operations.

On August 27, 1997, the PSC requested comments on its staff's tentative
conclusions about how nuclear generation and fossil generation should be treated
after decisions are made on the individual electric restructuring agreements
currently pending before the PS'he PSC staff concluded that beyond the
transition period (the period covered by the individual restructuring agreements
including PowerChoice), nuclear generation should operate on a competitive basis.
In addition, the PSC staff concluded that a sale of generation plants to third
parties is the preferred means of determining the fair market value of generation
plants and offers the greatest potential for the mitigation of stranded costs.
The PSC staff also concluded that recovery of sunk costs, including post shutdown
costs, would be subject to review by the PSC and this process should take into
account mitigation measures taken by the utility, including the steps it has
taken to encourage competition in its service area. The Company' nucle
generation assets had a net book'value of $ 1.5 billion (excluding the reserve f
decommissioning) at December 31, 1997.
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In October 1997, the majority of utilities with interests in nuclear power
plants, including the Company, requested that the 'PSC reconsider its staff's
nuclear proposal. Zn addition, the utilities raised the following issues:
impediments to nuclear plants operating in a competitive mode; impediments to the
sale of plants; responsibility for decommissioning and disposal of spent fuel;
safety and health concerns; and environmental and fuel diversity benefits. Zn
light of all of these issues, the utilities recommended that a more formal
process be developed to address'those issues.

The three investor-owned utilities, Rochester Gas and Electric Corporation,
Consolidated Edison Company of New York,'nc. and the Company, which are
currently pursuing formation of a nuclear operating company in New York State,
also filed a response with the PSC in October 1997. The response stated that a
forced divestiture of the nuclear plants would add uncertainty to developing a
statewide approach to operating- the plants and requested that such a forced
divestiture proposal be rescinded. The response also stated that implementation
of a consolidated six-unit operation would contribute to the mitigation of
unrecovered nuclear costs. The NYPA, which is also pursuing formation of the
nuclear operating company, submitted its own comments which were similar to the
comments of the three utilities.

In February 1998, the PSC established a formal proceeding to further
examine issues related to nuclear plants and the feasibility of applying market-
based pricing to these facilities.

See "Master Restructuring Agreement and PowerChoice Agreement" above for
a discussion of the treatment of nuclear operations during the term of
Powerchoice.

FERC RVLEMAKZNG ON OPEN ACCESS AND STRANDED COST RECOVBRY

Zn April 1996, the FERC issued FERC Order 888. Order 888 promotes
competition by requiring that public utilities owning, operating, or controlling
interstate transmission facilities file tariffs which offer others the same
transmission services they provide for themselves, under comparable terms and
conditions. The Company has complied with this requirement by filing its open
access transmission tariff with FERC on July 7, 1996. Based upon settlement
discussions with various parties, a proposed settlement was submitted to the FERC
in the first quarter of 1997. The settlement has not been approved by the FERC
at this time. Hearings were conducted in September 1997 with non-settling
parties. A March 1998 Administrative Law Judge's recommended decision in this
proceeding recommended lower tariffs than those filed by the Company. The
Company is unable to determine the ultimate resolution of this issue or when a
decision will be issued by FERC.

Under FERC Order 888, the NYPP was required to file reformed power pooling
agreements that establish open, non-discriminatory membership provisions and
modify any provisions that are unduly discriminatory or preferential. On January
31, 1997, the NYPP Member Systems (the "Member Systems" ) submitted a
comprehensive proposal to establish an ZSO, a New York State Reliability Council
("NYSRC") and a New York Power Exchange ("NYPE") that will foster a fully
competitive wholesale electricity market in New York State. The ISO would
provide for the reliable operation of the transmission system in New York State
and provide nondiscriminatory open access to transmission services under a single
ISO tariff. Through the ISO, the transmission owners, including the Company,
would be compensated for the use of their transmission systems on a cost-of-
service basis. The NYSRC would establish the reliability rules and standards by
which the ISO operates the bulk power system. The ISO would also administer the
daily electric energy market and the NYPE would facilitate the electric energy
market on a day-ahead basis. On May 2, 1997, the Member Systems made a
supplemental filing related to the proposed NYSRC and on August 15, 1997, six of
the Member Systems filed an application for market-based rate authority in the
new wholesale market structure. On December 19, 1997, the Member Systems
submitted a revised filing which reflected the fundamental components of theinitial January 31, 1997 filing. However, the December 19, 1997 filingprovides
for additional explanatory materials, incorporates FERC's guidance set forth in
FERC orders involving other power pools and ZSOs, and sets forth a revised
governance structure of the ISO. The Company is unable to predict when FERC will
act on these submittals, or whether it will approve the filings with or without
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modifications. However, the Company's PowerChoice agreement does not condition
retail access on the presence of an ISO.

In Order 888, the FERC also stated that it would provide for the recovery
of prudent and verifi'able wholesale stranded costs where the wholesale customer

, was able to obtain alternative power supplies as a result of Order 888's open
access mandate. Order 888 left to the states the issue of retail stranded cost
recovery. Where newly created municipal electric utilities required transmission
service from the displaced utility, the FERC stated that it would entertain
requests for stranded cost recovery since such municipalization is made possible
by open access. The FERC also reserved the right to consider stranded costs on
a case-by-case basis if it appeared that open access was being used to circumvent
stranded cost review by any regulatory agency.

Numerous parties, including the Company, filed requests for rehearing of
Order 888. Zn March 1997, the FERC issued Order 888-A, which generally affirmed
Order 888 and granted rehearing on only a handful of issues. One of those issues
was whether the FERC would review stranded costs in annexation cases as it
committed to do in municipalization cases. Zn Order 888-A the FERC stated thatit would review stranded costs resulting from territorial annexation by an
existing municipal electric system, provided that system relied on transmission
from the displaced utility. The FERC denied the Company's request for rehearing
on how stranded costs would be calculated and other issues. In November 1997,
FERC issued Order 888-B. This Order largely affirmed the positions set forth in
Order 888-A while clarifying that the FERC recognizes the existence of concurrent
state jurisdiction over stranded costs arising from municipalization. The FERC
acknowledged in Order 888-B that the states may be first to address the issue of
retail-turned-wholesale stranded costs, and stated that it will give the states
substantial deference where they have done so.

Zn late January 1997, the Company provided 26 communities in St. Lawrence
and Franklin counties with estimates they requested of the stranded costs they
might be expected to pay if they withdraw from the Company's system to create
government-controlled utilities. The preliminary estimate of the combined
potential stranded cost liability for the communities ranges from a low of $ 225
million to a high of $ 452 million, depending upon the forecast of electricity
market prices that is used. These amounts do not include the costs of creating
and operating a municipal utility. At this time, 21 of. the original 26
communities are still pursuing the matter. If these 21 communities withdrew from
the Company's system, the Company would experience a potential revenue loss of
approximately $ 60 million to $ 65 million per year. In addition, the Company is
aware of other communities that are considering municipalization. However, the
Company is unable to predict whether those communities would pursue
municipalization.

The stranded cost calculations were based on a methodology prescribed by
the FERC. Because no municipality has moved forward with condemnation, the value
of the Company's facilities has not been deducted from the stranded cost
estimates. The stranded costs included in these estimates are the

communities'hare

of obligations that were incurred on behalf of all customers to fulfillthe
Company's legal obligations to ensure adequate, reliable electricity service.
Such legitimate and prudent costs are currently included in electricity rates.
Government-mandated payments to ZPPs represent the largest single component of
these costs. These 21 communities seeking to withdraw from the Company's system
also propose to disconnect entirely from the Company' system and to take
transmission service from another utility. They believe that, given the
provisions of Order 888, FERC would not approve the Company's request for
stranded cost recovery under these circumstances. The Company has responded
that, regardless of the result at the FERC, opportunities for stranded cost
recovery in this matter could also be pursued before the PSC and in a state
condemnation proceeding. (See "Master Restructuring Agreement and the
PowerChoice Agreement.") The Company is unable to predict the outcome of this
matter.

OTHER FEDERAL AND STATE REGULATORY INITIATIVES

PSC Proposal of New ZPP Operating and PPA Management Procedures. In Augus
1996, the PSC proposed to examine the circumstances under which a utilit
including the Company, may legally curtail purchases from IPPs; whether utilitie
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should be permitted to collect data that will assist in monitoring
IPPs'ompliancewith federal QF requirements, upon which the mandated purchases are

predicated; and if utilities should be allowed to demand security from IPPs to
ensure the repayment of amounts accumulated in tracking accounts made under their
purchased power contracts.

The PSC noted that some of the current IPP contracts are far above market
prices and are causing utilities to seek rate increases. In addition, the PSC
stated that its proposal was initiated to protect ratepayers, since it would
ensure just and reasonable rates in the event ongoing negotiations between
utilities and IPPs fail.

Monitoring. 1n December 1996, the PSC gave the New York State utilities,
including the Company, the authority to collect data to assist them in monitoring
IPPs'ompliance with both federal QF standards and state requirements. The PSC
stated that if QFs are not meeting requirements, the obligation to pay the full
contract rate, which is funded by utility ratepayers, is generally excused or
mitigated. Furthermore, if the data collected through a QF monitoring program
indicates a facility is not meeting federal standards, the utilitycould petition
the FERC to decertify the QF, which could result in penalties that, could include
cancellation of the contract. A similar penalty could be imposed if it is
determined a QF has failed to maintain compliance with state law. Under the
monitoring program, QFs,are required to submit data as of March 1 each year for
the previous calendar year. In accordance with the terms of the MRA, the Company
will not implement any QF monitoring program for the IPP Parties. However, the
Company continues to monitor those IPPs that are not IPP Parties for continued
QF compliance under PSC regulation.

Curtailment. On May 20, 1997, the PSC addressed the procedures under which
a utility, including the Company, may legally curtail purchases from ZPPs that
are QFs, unless curtailment is specifically prohibited by contract. Curtailment
is allowed by a FERC rule, under certain operational circumstances when purchases
from the QFs will exceed the costs the utility would incur if it generated the
power itself. Advance notice must be provided to the QF along with the reasons
for such curtailment, which are subject to verification by the PSC either before
or after curtailment. The PSC stated that PURPA, which encouraged generation by
IPPs, was supposed to be revenue-neutrals However, they noted that this has not
been the situation in New York State and ratepayers have been unduly burdened
because of their lack of specific curtailment procedures.

The decision to permit curtailment is not likely to affect the PPAs covered
by the MRA, which represents approximately 80%. of the Company's over-market
purchased power obligations, as described previously. However, the decision
could affect most of the remaining ZPP contracts. The Company is unable to
determine-the effect of these statements until such a time as there is a final
order.

The Company cannot predict whether the PSC will take any action on the firm
security issue. However, the firm security issue with respect to the ZPP Parties
covered under the MRA would be settled upon the closing of the MRA.

Multi-Year Gas Rate Settlement Agreement. The Company, Multiple
Zntervenors (an unincorporated association of approximately 60 large commercial
and industrial energy users with manufacturing and other facilities located
throughout New York State) and PSC staff reached a three-year settlement that was
conditionally approved by the PSC on December 19, 1996. The PSC ordered
conditional approval on the three-year settlement agreement until a final,
redrafted agreement, which reflects the Commission's order, is submitted for
final approval. The settlement results in a $ 10 million annual reduction in base
rates or a $ 30 million total reduction over the three-year term of the
settlement. This reflects a $ 19 million reduction in the amount of fixed non-
commodity costs to be recoverable in base rates, offset by a $ 9 million increase
in annual base rates. The Company estimates that the combination of in-hand
supplier refunds and further reductions in upstream pipeline costs will be
sufficient to fund the $ 19 million annual reduction in non-commodity cost
recovery.
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Zf the non-commodity cost reductions exceed $ 57 million ($ 19 million
annually) during the three-year settlement period, the excess, up to $ 40 million
will be credited to a Contingency Reserve Account ("CRA") to be utilized for
ratepayer benefit in the rate year ending October 31, 2000 or beyond. To the
extent the actual non-commodity cost reductions exceed $ 57 million by more than
$ 40 million, the Company may retain any excess subject to a return on equity
sharing provision. Zn the event the non-commodity reductions fall short of the
$ 57 million estimate, the Company will bear the risk of any shortfall. Zn the
event that the termination or restructuring of ZPP contracts results in margin
(revenues less fuel costs) or peak shaving losses, the margin losses would be
collected currently subject to 80%/20% (ratepayer/shareholder) sharing and the
peak shaving losses will be deferred to the CRA, subject to limits specified in
the settlement.

In return for taking on this. risk, the Company has achieved a portion of
the revised rate structure that had been proposed to reduce its throughput risk.
The Company obtained an ROE cap of 13.5% with 50/50 sharing between ratepayers
and shareholders- in-excess of'the cap. The Company also has an opportunity to
earn up to $2.25 million annually if its gas commodity costs are lower than a
market based target without being subject to the ROE cap. The Company has an
equal $ 2 ~ 25 million risk if gas commodity costs exceed the target. An additional
major benefit of the revised rate design is that the margin made on each
additional new customer will significantly increase to the extent additional
throughput does not require additional upstream pipeline capacity for service.
This, along with the approval of the Company's Progress Fund, which allows the
Company to use utility revenues in an amount not to exceed $ 11 million in total
for the purpose of providing financing for large customers to convert or increase
their gas use, will provide new opportunities for growth.

Generic Gas Rate Proceeding. As a result of the generic rate proceeding,
in which the PSC ordered all New York utilities to implement a service unbundling
beginning in May 1996, nearly 3, 000 customers have chosen to buy natural gas from
other sources, with the Company continuing to provide transportation service for
a separate fee. These changes have not had a material impact on the Company's
margins since the margin is traditionally derived from the delivery service and
not from the commodity sale. The margin for delivery for residential and
commercial aggregation services equals the margin on the traditional sales
service classes. To date this migration has not resulted in any stranded costs
since the PSC has allowed the utilities to assign the pipeline capacity to the
customers converting from sales to transportation. This assignment is allowed
during a three-year period ending March 1999, at which time the PSC will decide
on methods for dealing with the remaining unassigned or excess capacity. As a
part of the generic rate proceeding, all utilities are required to file a report
with the PSC in April 1998, describing actions that have been taken to mitigate
potential stranded costs as customers migrate to transportation service. Zn a
clarifying order in this proceeding, issued September 4, 1997, the PSC has
indicated that it is unlikely that utilities. will be allowed to continue to
assign pipeline capacity to departing customers after March 1999.

On a separate but parallel path, in September 1997, the PSC issued for
comment its staff's position paper on the future of the natural gas industry,
including recommendations for increasing competition and expanding customer .

choice in the natural gas marketplace. The staff proposed, among other things,
that all regulated natural gas utilities exit the business of purchasing natural
gas for customers over the next five years. This would complete the transition
of customers from sales to transportation service only. The regulated utilities
would only deliver natural gas purchased by customers from competitive suppliers.
Zf this proposal is adopted by the PSC, then it would eliminate the need to
regulate natural gas purchasing practices since market forces would establish
natural gas prices.

The position paper identified a number of issues that would need to be
resolved in order for this proposal to be successful. The primary issues are the
pipelin'e capacity and gas supply contracts that the local utilities have with
interstate pipelines that extend beyond the proposed five-year transition period,
the obligation of the utility to serve as supplier of last resort, and the issue
of system reliability.
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The Company and other parties submitted comments and reply comments to the
PSC in late November and December of 1997, respectively. With the exception of
the issues to be resolved by the PSC, as mentioned above, the Company does not
believe that this proposal will have a material adverse effect on its results of
operations or financial condition, since the Company's natural gas margin is
derived from the delivery service and not from the commodity sale. The
resolution of the issues identified by the PSC could result in unrecovered
stranded costs for the Company. The Company is unable to predict how the PSC
will resolve those issues. For a discussion of the Company's gas supply, storage
and pipeline commitments, see Item 8. Financial Statements and Supplementary Data

"Note 9. Commitments and Contingencies - Gas Supply, Storage and Pipeline
Commitments.")

NRC and Nuclear Operating Matters. In October 1996, the NRC required
companies with nuclear plants to provide the NRC with added conf idence and
assurance that their plants are operated and maintained within the design basis,
and any deviations are reconciled in a timely manner. Such information, which
was filed within the required 120 days, will'e used by the NRC to verify that
companies are in compliance with the terms and conditions of their license(s) and
NRC regulations. In addition, it will allow the NRC to determine if other
inspection activities or enforcement actions should be taken on a particular
company.

In the letter transmitting the requested information to the NRC, the
Company concluded that it has reasonable assur'ance that (i) design basis
requirements are being translated into operating, maintenance, and testing
procedures; and (ii) system, structure and component configuration and
performance are consistent with the design basis. Also, the Company has an
effective administrative tool for the identification, documentation,
notification, evaluation, correction, and reporting of conditions, events,
activities, and concerns that have the potential for adversely affecting the safe
and reliable operation of Unit 1 and Unit 2.

In April 1997 and December 1997, the Company received notices from the NRC
of a $200,000 fine and $50,000 fine, respectively, for violations at Unit 1 and
Unit 2. The penalties were for violations related to corrective actions and
design control. The Company paid the fines and is implementing corrective
action. On January 23, 1998, the Company received notice of a proposed $ 55,000
fine from the NRC for violations of NRC requirements related to radioactive waste
issues. The Company does not plan to contest the proposed NRC fine.

In January 1998, the NRC issued its Systematic Assessment of Licensee
Performance (the "SALP") report on Unit 1 and Unit 2, which covers the period
June 1996 to November 1997. The SALP report, which is an extensive assessment
of the plants'erformance in the areas of operations, maintenance, engineering
and support, stated that the performance of Unit 1 and Unit 2 was generally good,
although ratings were lower than the previous assessment. The Company agrees
with the NRC's determination that there are areas of its performance that need
improvement and is taking several actions to make those needed improvements.

The Company believes that NRC safety enforcement, is becoming more stringent
as indicated by the NRC's request for information, fines that the Company has
been assessed and lower SALP ratings and that there may be a direct cost impact
on companies with nuclear plants as a result. The Company is unable to predict
how such a changed operating environment may affect its results of operations or
financial condition.

Some owners of older General Electric Company boiling water reactors,
including the Company, have experienced cracking in horizontal welds in theplants'ore shrouds. In response to industry findings, the Company installed
pre-emptive modifications to the Unit 1 core shroud during a 1995 refueling and
maintenance outage. The core shroud, a stainless steel cylinder inside the
reactor vessel, surrounds the fuel and directs the flow of reactor water through
the fuel assemblies.

Inspections conducted as part of the March 1997 refueling and maintenance
outage detected cracking in vertical welds not reinforced by the 1995 repairs.
On April 8, 1997, the Company filed a comprehensive inspection and analysis
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report with the NRC that concluded that the condition of the Unit 1 core shroud
supports the safe operation of the plant.

On May 8, 1997, the NRC approved the Company's request to operate Unit 1
until the next scheduled mid-cycle outage, late 1998. The Company agreed to
propose an inspection plan for the outage and submit the plan to the NRC at least
three months before the outage is scheduled. to begin. The Company believes it
has a strong technical basis to operate Unit 1 without,a mid-cycle outage and is
seeking the necessary approval from the NRC to postpone. the inspections until the
unit's refueling and maintenance outage in spring 1999, but there can be no
assurance that such approval will be

granted.'he

Unit 1 refueling and maintenance outage, originally planned to be
completed in early April 1997, was completed on May 10, 1997 due to the coze
shroud issue. On September 15, 1997, Unit" 1 was taken out of service due to
leaking in one of four back-up condensers., The standby conderisers serve as a
back-up system for the removal of reactor steam. The condensers are maintained
in a ready state -during normal plant operations. Tests and inspections were
conducted on the remaining condensers and similar conditions were found. On
December 10, 1997, Unit 1 was returned to service after the replacement of all
four condensers, which cost approximately $ 6.7 million.

OTHER COMPANY EFFORTS TO ADDRESS COMPETITIVE CHALLENGES

Tax Initiatives. The Company is working with utility, customer and state
representatives to explain the negative impact that all..utility taxes, including
the GRT, are having on rates and the state of the economy. At the same time, the
Company is also contesting the high real estate taxes it is assessed by many
taxing authorities, particularly those imposed upon generating facilities.

The New York State Legislature passed a state budget in August 1997 which
includes a reduction of the GRT over three years. For gas and electric
utilities, the tax imposed on gross income will be reduced from 3.5% to 3.25% on
October 1, 1998, and from 3.25% to 2.5% on January 1, 2000. The state tax
imposed on gross earnings will remain unchanged at .75%, bringing the total GRT
to 3.25% -- a full percentage point lower than today's level of 4.25%. The
savings from the reduction of the GRT will be passed on to the Company's
customers. The Company believes that further,tax relief is needed to relieve the
Company's customers of high energy costs and to improve New York State'
competitive position as the industry moves toward a competitive marketplace.

The following table sets forth a summary of the components of other taxes
(exclusive of income taxes) incurred by the Company in the years 1995 through
1997:

In millions 'of dollars
1997 1996 1995

Property tax expense

Sales tax
Payroll tax
Gross Receipts Tax

Other taxes

Total tax expense .

$ 250.7
13.4
34. 1

184 '

0.1

482.9

$249.4
14 ~ 1

36.4

184.1

0.5

484.5

$ 264.8
13.9
37.3

190.2

5.2

511.4

Charged to
construction,
subsidiaries and
re lato reco nition
Total other taxes $ 471.5

(8.7) 6.1

$ 475.8 $ 517.5
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Customer Discounts. ln recent years, some industrial customers have found
alternative suppliers or are generating their.own power. In addition, a weakened

economy or attractive energy prices elsewhere have contributed to other
industrial customer decisions to relocate oi close.

In addressing the threat of further loss of industrial load, the PSC
established guidelines to govern flexible electric rates offered by utilities to
retain qualified industrial customers. Under these guidelines, the Company filed
for a new service tariff in August 1994 (SC-11), under which all new contract
rates are administered based on demonstrated industrial and commercial
competitive pricing alternatives including, but not limited to, on- site
generation, fuel switching, facility relocation and partial plant production
shifting. Contracts are for terms not to exceed seven years without PSC
approval. In addition, the Company has economic development programs which
provide tariff based incentives to retain and grow load.

As of January 1998, the Company has 152 executed contracts under its
flexible tariff offerings. These contracts have been signed to mitigate the lost
margin impacts associated with customers executing the competitive alternatives
mentioned above. In addition, many of these contracts include an increase'n
production levels and/or attract new customers to the Company's service
territory.

In 1997 and 1996, the total amount of customer discounts (economic
development programs and flexible pricing) was $ 90.6 million and $ 75 ~ 5 million,
respectively. The Company recovered $46.6 million and $ 56.7 million in rates,
respectively. Pending implementation of PowerChoice, the Company budgeted its
discounts to increase to approximately $ 95.4 million in 1998 as some discounts
granted in 1997 are in effect, for an entire year and further discounts are
granted. The Company is aggressively using SC-11 to increase sales to existing
customers and to attract new customers to its service territory. With the
reduction in industrial prices provided in PowerChoice, the level of discounts
that have been necessary should decline in the future.

REGULATORY AGREEHENTS/PROPOSALS

(See "Master Restructuring Agreement and the PowerChoice Agreement.")

1995 Rate Order. On April 21, 1995, the Company received a rate decision
(1995 rate order) from the PSC which approved an approximately $ 47 million
increase in electric revenues and a $4.9 million increase in gas. revenues.

YEAR 2000 COMPUTER ISSUE

As the year 2000 approaches, the Company, along with many other companies,
could experience potentially serious operational problems, since many computer
programs that were developed willnot properly recognize calendar dates beginning
with the year 2000. Further, there are embedded chips contained within
generation, transmission, distribution and gas equipment that may be date-
sensitive. In these circumstances where an embedded chip fails to recognize the
correct date, electric or gas operations could be adversely affected. The
Company is addressing these issues so that its computer systems and, where
necessary, its embedded chips will process dates greater than 1999, thereby
preventing any adverse operational or financial impacts. The Company has been
addressing the year 2000 information technology issue through the remediation and
replacement of existing business applications and parts of its technical
infrastructure. In late 1997, the services of a leading computer services and
consulting firm were retained to conduct an assessment of the Company's entire
year 2000 program. As a result of the assessment, a Company-wide year 2000
project management office has been formed and year 2000 project managers have
been appointed within each business group and efforts are underway to evaluate
the scope of the problem for embedded technologies/process control systems in all
business groups within the Company. A Company-wide program director and an
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executive level steering committee have been put in place to oversee all aspects
of the program. The Company is also evaluating the exposure to year 2000
problems of third parties with whom the Company conducts business. The Company
expects to complete an inventory of exposures, including an assessment of
priorities, costs and resources, by the third quarter of 1998. Failures of the
Company and/or third party computer systems and embedded chips could have a
material impact on the Company's ability to conduct its business. Until further
progress is made on these efforts, management is unable to estimate the total
year 2000 compliance expense, but it is in the process of assessing this expense.

RESULTS OF OPERATIONS

Earnings for 1997 were $22.4 million, or 16 cents per share, as compared
to $ 72.1 million, or 50 cents per share, in 1996 and $ 208.4 million, or $ 1.44 per
share, in 1995. 1997 earnings were negatively impacted by a write-off of $ 190.0
million or 85 cents per share associated with the portion of the MRA regulatory
asset disallowed in rates by the PSC, which was included in other income and
deductions in the income statement (see "Master Restructuring Agreement and the
PowerChoice Agreement" and "Accounting Implications of the PowerChoice Agreement
and Master Restructuring Agreement.") In addition, an increase-in industrial
customer discounts of $25.2 million not recovered in rates (see Other Company
Efforts to Address Competitive Challenges - "Customer Discounts" ), and a decline
in higher-margin residential sales also adversely impacted 1997 earnings. The
lower-margin industrial-special sales (sales by the Company on behalf of NYPA)
and industrial sales increased. As a result, total public sales were essentially
the same as sales in 1996. This was partially offset by a decline in bad debt
expense of $ 81.1 million in 1997 as compared to 1996 but is $15.3 million over
1995.

Earnings for 1996 include the discontinued application of regulatory
accounting principles to the Company's fossil and hydro generation business. The
Company reached this conclusion because the March 10, 1997 agreement-in-principle
to terminate or restructure power contracts with certain IPPs made probable the
implementation of PowerChoice in which the Company proposed to have its non-
nuclear generation sell power at competitive prices in the wholesale market. The
discontinuance resulted in the write-off of $103.6 million of regulatory assets
associated with the fossil and hydro business which was included in the income
statement as an extraordinary loss after tax of $ 67.4 million, or 47 cents per
share. Earnings before the extraordinary loss were $ 139.5 million or 97 cents
per share. Excluding the extraordinary loss, earnings for 1996 were lower
because of an increase in bad debt expense of $ 96.4 million or 43 cents per share
(see "Financial Position, Liquidityand Capital Resources - Liquidityand Capital
Resources" ) . This was partially offset by a $ 15.0 million gain on the sale of
a 50% interest in CNP that contributed 10 cents per share to 1996 earnings. The
Company's request for a temporary rate increase in 1996 was denied by the PSC;

Earnings for 1995 were hurt by lower sales quantities of electricity and
natural gas,.as compared with amounts used to establish 1995 prices. Sales were
primarily affected by the'ontinuing weak economic conditions in upstate New
York, loss of industrial customers'oad to NYPA and discounts granted. These
factors similarly impacted 1996 and 1997 results. In addition, 1995 earnings
included the'recording of a one-time, non-cash adjustment of prior years'emand-
side management ("DSM") incentive revenues, revenues earned under the Unit 1
operating incentive sharing mechanism and a gain on the sale of HYDRA-CO that
collectively increased 1995 earnings by 17 cents per share.

The Company's 1997 earned ROE was 0.9% as compared to 2.8% (5.4% before
extraordinary loss) in 1996 and 8.4% in 1995. The Company's ROE authorized in the
1995 or last rate setting process is 11.0% for the electric business and 11.4%
for the gas business. Factors contributing to earnings below authorized levels
in 1997 included, among other things, the PowerChoice charge described above,.
sales below those forecasted in determining rates, contractual increases in
capacity payments to IPPs and increasing discounts to customers. As discussed
under "Master Restructuring Agreement and the PowerChoice Agreement" an
»Accounting Implications of the PowerChoice Agreement and Master Restructurin
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Agreement," the Company forecasts that earnings for the five-year term of the
PowerChoice agreement willbe substantially depressed. The level of earnings for
1998 willalso be impacted, in part, by the date of implementation of PowerChoice
and may also be negatively impacted by the financial effects of the January 1998
ice storm (see Item 8. Financial Statements and Supplementary Data - "Note 13.
Subsequent Event" ).

The following discussion and analysis highlights items that significantly
affected operations during the three-year period ended December 31, 1997. This
discussion and analysis is not likely to be indicative of future operations or
earnings, particularly in view of the probable termination, restatement or
amendment of IPP contracts and implementation of PowerChoice. It also should be
read in conjunction with Item 8. Financial Statements and Supplementary Data and
other financial and statistical information appearing elsewhere in this report.

Electric revenues were $ 3,309. million in both 1997 and 1996, a decrease of
$ 26.1 million, or 0.8% from 1995. As shown in the following table, FAC revenues
increased $42.8 million in 1997, primarily as a result of the Company's ability
in 1997 to recover increased payments to the IPPs through the FAC. However, this
increase was offset by a decrease in revenues from sales to other electric
systems and lower electric sales due to warmer weather. Under PowerChoice,
revenues may decline as customers choose alternative suppliers. However, the
Company will recover stranded costs through the CTC. See "Master Restructuring
Agreement and the PowerChoice Agreement."

Electric operating revenues decreased in 1996, primarily due to a decrease
in miscellaneous electric revenues. Miscellaneous electric revenues were

lower'n

1996 primarily'because 1995 electric revenues included the recording of $ 71.5
million of unbilled, non-cash revenues in accordance with the 1995 rate order,
$ 13 ' million of revenues earned under MERIT (an incentive mechanism related to
improvement in key performance areas which ended in 1996) and a one-time, non-
cash adjustment of prior year's DSM incentive revenues and a reduction in the DSM
rebate cost program. However, higher electric sales due to colder weather, an
increase in sales to other electric systems, an increase in FAC revenues and
higher electric rates (effective April 26, 1995) partly offset those factors that
contributed to lower electric revenues. FAC revenues increased $ 28.3 million in
1996, which primarily reflects the Company's increased payments to the IPPs
recovered through the FAC.

Electric reverwes
Amortization of unbi lied revenues . . . . . .

Base rates ~ ~ ~ ~ ~ ~ ~ ~ ~ ~ ~ ~

S (77.1)
65.3

$ (77. 'i )

65.3

Increase (decrease) fran prior year
(In millions of dollars)

1997 1996 Total

Fuel adjustment clause revenues . . . . . . .

Changes in volune and mix of sales to ultimate
consLNlers ~ ~ ~ ~ ~ ~ ~ ~ ~ ~ ~ ~ ~ $ ~ ~

Sales to other electric systems . . . . . . .

HERIT revenue

DSH revenue .

42.8

(12.7)
(29.6)

28.3

(28.1)
24.5

(13.0)
~26.5

71.1

(40.8)
(5.1)

(13.0)
~26. 5

5 0.5 $~26.6 $~26."I

The FAC is eliminated under the PowerChoice agreement. Changes in FAC
revenues are generally margin-neutral (sub ject to an incentive mechanism
discussed in Item 8. Financial Statements and Supplementary Data - "Note 1.
Summary of Significant Accounting Policies" ), while sales to other utilities,
because of regulatory sharing mechanisms and relatively low prices, generally
result in low margin contributions to the Company. Thus, fluctuations in these
revenue components do not generally have a significant impact on net operating
income. Electric revenues reflect the billing of a separate factor for DSM
programs, which provided for the recovery of program related rebate costs.
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Electric kilowatt-hour sales were 37.1 billion in 1997, 39. 1 billion in
1996 and 3'7.7 billion in 1995. The 1997 decrease of 2.0 billion KWh, or 5.1% as
compared to 1996, is related primarily to a 31.0% decrease in sales to other
electric systems. (See Item 8. Financial Statements and Supplementary Data-
"Electric and Gas Statistics - Electric Statistics" ). The 1996 increase of 1.4
billion KWh, or 3.8% as compared to 1995, reflects a 26.2% increase in sales to
other electric systems and a 1.2% increase in sales to ultimate customers due to
the colder weather. Sales to other electric systems were lower primarily due to
a reduction in the availability of nuclear generation as a result of the outages
at Unit. 1. The Company is anticipating little or no growth in 1998 in sales to
ultimate consumers, which will be sensitive to the business climate in its
service territory.

Details of the changes in electric revenues and KWh sales by customer group
are highlighted in the table below:

X of
Electric 1996

Residential

Comnercial

Industrial
Industrial-Special

37.1X

37.3

16.1

1.9

(2.0)X

(0 3)
1.2

5.8

(2.0)X

(0.1)
0.6

4.2

3.1X

0.2

3.9

0.5X

(0.4)
1.2

6.7

Total to ultimate conswers

Other electric systems

94.0

2.5 (26.1) (31.0) 27.5 26.2

(0.6) - 1.4 1.2

Total 100.0X - X (5.1)X (0.8)X 3.8X

As indicated in the table below, internal generation decreased 10.1% in
1997, principally due to the outage at Unit 1 and a reduction in hydroelectric
power as a result of lower than normal precipitation in the summer months. In
1997, Unit 1 was out of service for 153 days, due to a planned refueling and
maintenance outage (which took 68 days) and for the emergency condenser
replacement (which took approximately 85 days) while in 1996, Unit 2 was out of
service for a 36 day planned refueling and maintenance outage. (See "Other
Federal and State Regulatory Initiatives - NRC and Nuclear Operating Matters.")
The amount of electricity delivered to the Company by the IPPs decreased by
approximately 277 GWh or 2.0%. However, total IPP costs increased by
approximately $18. 0 million or 1. 7%, as discussed below. (See "Master
Restructuring Agreement and the PowerChoice Agreement" ).
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illions of
dollars)

Fuel for electric
generation:

1997

Guh Cost GNh Cost GMh

1995

X Chan e from r ior ear

1997 to 1996 1996 to 1995

Cost GIA Cost GMh Cost

Coal

Oil
Natural gas
Nuclear
Hydro

Electricity purchased:

7,459
701

394
6,339

~2905
~1177 779988

S 106.4
32.2
8.6

33.0

180.2

7,095
462

319

8,243
~3679
~19 798

$ 100.6
21.1
9.2

47.7

178.6

6,841
537

996

7,272
~2971
~18 617

S 97.9
21.3
20.2
43.3

182.7

5.1X
51.7
?3.5

(23.1)
~21. 0

~10.1

5.8X
52.6
(6.5)

(30.8)

0.9

3.7X
(14.0)
(68.0)
13.4
23.8
6.3

2.8X
(0.9) .

(54.5)
10.2

'PPs:
Capaci ty
Energy and taxes

Total IPP purchases
~13 520
13,520

0

220.8
885.7

1,106.5
0 ~13 797

13,797

212.8
875. 7

'1,080.5

181.2
~14 023 798.7
14,023 ~ 979.9

3.8
1.1
1.7

17.4
9.6

11.'I

Other ~9421 130.2 ~9569 130.6 ~9463 126.5 ~1.5 ~0.3 1.1 3.2

Total generated and
purchased

22 9C1 1 236.7 23 366 1 219.1 23 406 1 106.C ~1.8

40,739 1,416.9 43,164 1,397.7 42,103 1,289.1 (5.6)

1.4

1.4 2.5 8.4

Fuel adjustment
clause (1.3) (33.3) 14.8 (96.1) - (325.0)

Losses/Company use 3603 - C 037 ~10.0 - ~0.6

3~7136 $1 415.6 3~9127 $ 1 36C.4 3~7684 $ 1 303.9 ~5.1 3 3.83 3.83 4.6X

The above table presents the total costs for purchased electricity, while
reflecting only fuel costs for Company generation. Other costs of generation,
such as taxes, other operating expenses and depreciation are included within
other income statement line items.

The Company's management of its ZPP power supply generally divides the
projects into three categories: hydroelectric, "must run" cogeneration and
schedulable cogeneration projects.

Following a higher than normal spring run off, the precipitation in the
summer months was lower than usual. As a result, hydroelectric ZPP projects
delivered 242 GWh or 13.7% less under PPAs than they did for the same period last
year, representing decreased payments to those ZPPs of $15.7 million.

A substantial portion of the Company's portfolio of ZPP projects operate
on a "must run00 basis. This means that they tend to run at maximum production
levels regardless of the need for or economic value of the electricity produced.
Output from "must run" cogeneration IPPs was 230 GWh or 2.6% lower than produced
last year, in part due to lower energy purchases from the Sithe Independence
plant. However, payments to those ZPPs were $ 12.8 million higher. This was due
to a combination of output turndown arrangements with individual projects and
escalating contract rates. A turndown arrangement is an agreement where the
Company compensates an IPP to reduce the output from their facility. Although
output is reduced, the net economic impact is favorable to the Company and its
customers since the electricity is replaced from the market or other lower cost
sources.
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Quantities purchased from schedulable cogeneration IPPs increased 195 GWh
or 6.3% and payments increased $20.9 million.. The increased payments are largely
due to escalating contract rates for capacity (fixed) and increased volumes of
energy. The terms of these PPAs allow the Company to schedule (with certain
constraints) energy deliveries and pay for the energy supplied. In addition, the
Company is required to make fixed payments if the ZPP plants remain available for-
service. (See Item 8. Financial Statements and Supplementary Data - "Note 9.
Commitments and Contingencies - Long-term Contracts for the Purchase of Electric
Power" ).

Gas revenues decreased by $ 24.7 million, or 3.6% in 1997, and increased by
$ 99.9 million, or 17.2%, in 1996. As shown in the table below, gas revenues
decreased in 1997 primaiily due .to decreased sales to'ultimate customers as a
result of the migration of commercial sales customers to the transportation
class, decreased spot market sales and' decrease in base rates of $ 5. 9 million
in accordance with the 1996 rate order. This was partially offset by higher gas
adjustment clause recoveries and an increase in revenues from the transportation
of customer-owned gas (see "Other Federal and State Regulatory Initiatives
Generic Gas Rate Proceeding" ).

Gas revenues increased in 1996 primarily due to increased sales to ultimate
customers due to colder weather, increased spot market sales, higher gas
adjustment clause recoveries, an increase in revenues from the transportation of
customer-owned gas and an increase in base rates of $ 3.1 million in accordance
with the 1995 rate order.

Rates for transported gas (excluding aggregation services) yield lower
margins than gas sold directly by the Company. Therefore, increases in the
volume of gas transportation services have not had a proportionate impact on
earnings, particularly in instances where customers that took direct service from
the Company move to a transportation-only class. Zn addition, changes in
purchased gas adjustment clause revenues are generally margin-neutral.

Increase (decrease) fran prior year
(In millions of dollars)

1997 1996 Total

Base rates. . $(5.9) S 3.1 S (2.8)

Transportation of customer-oMned gas. . . . . 5.3 2.1 7.4

Purchased gas adjustment clause revenues.. ~ 45.3 30.8 76.1

Spot market sales ..
Changes in volune and mix of sales to ultimate
consuners

(30.8)

~38.6

34.0 3.3

~$ 24.7 $ 99.9 $7$ .2

Gas sales, excluding transportation of customer-owned gas and spot market
sales, were 78.7 million Dth in 1997, a 7.3% decrease from 1996, and a 0.3%
increase from 1995. (See Item 8. Financial Statements and Supplementary Data-
"Electric and Gas Statistics - Gas Statistics" ). The decrease in 1997 was in all
ultimate consumer classes, in part due to the warmer weather. In addition, spot
market sales (sales for resale), which are generally from the higher priced gas
available to the Company and therefore yield margins that are substantially lower
than traditional sales to ultimate customers, decreased 8.0 million Dth. This
was partially offset by an increase in transportation volumes of 18.1 million Dth
or 13.5% to customers purchasing gas directly from producers. The Company has
experienced an increase in customers of approximately 17,800 since 1995,
primarily in the residential class, an increase of 3.5%.
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Changes in gas revenues and Dth sales by customer group are detailed in the
table below:

X of
1996

Residential

Ccemercial

66AX

22.6

4.5X (2.7)X

(8.7) (13.0)

13.3X 9.4X

13.0 6.4

Total to Ultimate consuners 90.0 (0-3) (7.3) 13.3 8.3

Other gas systems

Transportation of
customer-owned gas 8.5

(5.8)

10.5

(6-7)

13.5 4.3 (6.9)

(81.9) (81.4)

Spot market sales 1.0 (82.9) (76.6) 1,099.1 507.0

Total 100.0X (3.6)X 1.7X 17.2X 2.3X

The total cost of gas purchased decreased 6.6% in 1997 and increased 34.0%
in 1996. The cost fluctuations generally correspond to"sales volume changes, as
spot market sales activity decreased, as well as changes in gas prices. The
Company sold 2.5, 10.5 and 1.7 million Dth on the spot market in 1997, 1996 and
1995, respectively. The total cost of gas decreased $ 24.4 million in 1997. This
was the result of a 5.3 million decrease in Dth purchased and withdrawn from
storage for ultimate consumer sales ($18.8 million) and a $22.5 million decrease
in Dth purchased for spot market sales, partially offset by a 3.3% increase in
the average cost per Dth purchased ($ 10 ' million) and a $ 6.3 million increase
in purchased gas costs and certain other items recognized and recovered through
the purchased gas adjustment clause.

The total cost of gas purchased increased $ 93.8 million in 1996. This was
the result of a 9.3 million increase in Dth purchased and withdrawn from storage
for ultimate consumer sales ($ 29 ' million), a $ 25.6 million increase in Dth
purchased for spot market sales and a 12.9% increase in the average cost per Dth
purchased ($38.7 million). Gas purchased for spot market sales decreased $ 22.5
million in 1997 and increased $ 25.6 million in 1996. The Company's net cost per
Dth sold, as charged to expense and excluding, spot market purchases, increased
to $ 3.82 in 1997 from $3.62 in 1996 and was $3.17 in 1995.

Through the electric and purchased gas adjustment clauses, costs of fuel,
purchased power and gas purchased, above or below the levels allowed in approved
rate schedules, are billed or credited to customers. The Company's electric FAC
provides for a partial pass-through of fuel and purchased power cost fluctuations
from those forecast in rate proceedings, with the Company absorbing a portion of
increases or retaining a portion of decreases to a maximum of $ 15 million per
rate year. The Company absorbed losses of approximately $ 11.8 million, $ 1.4
million and $ 13.1 million in 1995, 1996 and 1997, respectively. Under
PowerChoice, the FAC will be terminated. The Company does not believe that the
elimination of the FAC will have a material adverse effect on its financial
condition, as a result of its management of (1) pow'er supplies provided through:
(i) the operation of its own power plants, and future power purchase arrangements
as part of the planned auction of its fossil and hydro assets, (ii) fixed power
purchases from NYPA and remaining IPPs and (iii) fixed and indexed swap
arrangements with IPP Parties and (2) the transfer of the risk associated with
electricity commodity prices to the customer through implementation of retail
access included in the PowerChoice agreement.

Other operation and maintenance expense decreased in 1997 by $ 92.9 million,
or 10.0%, as compared to an increase of $ 110.3 million or 13.5% in 1996. These
changes in 1996 and 1997 each result primarily from a change in 1996 in the
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Company's assessment of uncollectible customer accounts, which gives greater
recognition to the increased risk of collecting past due customer bills,
resulting in increases in the Company's allowance for doubtful accounts and a
significantly higher expense recognition in 1996. Bad debt expense was $ 31.2
million, $ 127.6 million and $ 46.5 million in 1995, 1996 and 1997, respectively.
Zn 1997, write-offs were $ 39.0 million and the Company incurred a $ 10.5 million
increase in allowance for doubtful accounts. The increase in the allowance for
doubtful accounts was attributable to increases in the collection risk associated
with residential accounts receivable and arrears. The Company has implemented
a number of collection initiatives that are expected to result in lower arrears
levels and potentially lower the allowance for doubtful accounts. Other operation
and maintenance expense also decreased in 1997 as a result of a reduction in
administrative and general expenses of $ 15. 8 million, primarily due to a
reduction in legal costs.

Other income and deductions decreased by $ 200.9 million in 1997 and
increased by $ 32.9 million in 1996. Despite higher interest income ($12.0
million) related to increasing cash balances, "other income and deductions"
decreased in 1997 due to the write-off of $ 190.0 million associated with the
estimated portion of the MRA regulatory asset disallowed in .rates and lower
subsidiary earnings. Zn addition, "other income and deductions"'as lower in
1997, since 1996 reflected a gain on the sale of a 50% interest in CNP ($15.0
million) . The 1996 increase also reflected higher interest income ($10.9
million) as a result of an increase in temporary cash investments. In addition,
"other income and deductions" was higher in 1996 since there were customer
service penalties and certain other items written off because they were
disallowed in rates in 1995.

Federal and foreign income taxes decreased by $ 42.4 million in 1997 and
$ 56.9 million in 1996 primarily due to a decrease in pre-tax income. Other taxes
decreased by $4.4 million in 1997 and decreased by $41.6 million in 1996. The
1997 decrease was primarily due to lower payroll taxes ($2.3 million) and lower
sales taxes ($ 0.7 million). The 1996 decrease was primarily as a result of lower
real estate taxes ($ 15.4 million), lower GRTs ($6.1 million) primarily due to a
reduction in the GRT surcharge during 1996, lower New York State excess dividend
tax accrual due to a suspension of the common stock dividend ($4.6 million) and
year-to-year differences in the accounting for regulatory deferrals ($15.2
million) associated primarily with a settlement of tax issues with respect to the
Company's Dunkirk facility.

Interest charges remained fairly constant for the years 1995 through 1997.
However, dividends on preferred stock decreased by $ 0.9 million and $ 1 ~ 3 million
in 1997 and 1996, respectively. Dividends on preferred stock decreased in 1997
primarily due to a reduction in preferred stock outstanding through sinking fund
red'emptions and decreased in 1996 primarily due to a decrease in the cost of
variable rate issues. The weighted average long-term debt interest rate and
preferred dividend rate paid, reflecting the actual cost of variable rate issues,
changed to 7.81% and 7.04%, respectively, in 1997 from 7.71% and 7.09%,
respectively, in 1996 and from 7.77% and 7.19%, respectively, in 1995.

EFFECTS OP CHARGING PRICES

The Company is especially sensitive to inflation because of the amount of
capital it typically needs and because its prices are regulated using a rate base
methodology that reflects the historical cost of utilityplant.

The Company's consolidated financial statements are based on historical
events and transactions when the purchasing power of the dollar was substantially
different than now.. The effects of inflation on most utilities, including the
Company, are most significant in the areas of depreciation and utility plant.
The Company could not replace its non-nuclear utilityplant and equipment for the
historical cost value at which they are recorded on the Company's books. Zn
addition, the Company would not replace these with identical assets due to
technological advances and competitive and regulatory changes that have occurred
Zn light of these considerations, the depreciation charges in operating expense

-47-



do not reflect the cost of providing service if new generating facilities were
installed. The Company will seek additional revenue or reallocate resources, if
possible, to cover the costs of maintaining service as assets are replaced or
retired.

FINANCIAL POSITIONS LZ{}UZDZTYAND CAPZTAL RESOURCES

Financial Position. The Company's.capital structure at December 31, 1997
was 52.8% long-tenn debt, 7.8% preferred stock and 39.4% common equity, as
compared to 53.1%, 7.9% and 39.0% respectively, at December 31, 1996. The
culmination of the termination, restatement or amendment of IPP contracts will
significantly increase the leverage of the Company to nearly 65% at the time of
closing. Through the anticipated increased operating cash flow resulting from
the MRA and PowerChoice agreement, the planned rapid repayment of debt should
deleverage the Company over time. Book value of the common stock was $ 18.03 per
share at December 31, 1997, as compared to $ 17.91 per share at December 31, 1996.
With the issuance of equity at below book value to the ZPP Parties as part of the
MRA, book value per share will be diluted. In addition, earnings per share will
be diluted by the effect of the issuance to the IPP Parties of approximately 42.9
million shares of the Company's common stock.

The Company's EBITDA for 1997 was approximately $ 897 million, and upon
implementation of the MRA and PowerChoice is expected to increase to
approximately $ 1,300 million to $ 1,500 million per year. .EBITDA represents
earnings before interest charges, interest income, income taxes, depreciation and
amortization, and extraordinary items. EBITDA is a non-GAAP measure of cash
flows and is presented to provide additional information about the Company'sability to meet its future requirements for debt service which would increase
significantly upon consummation of the MRA. EBITDA should not be considered an
alternative to net income as an indicator of operating performance or as an
alternative to cash flows, as presented on the Consolidated Statement of Cash
Flows, as a measure of liquidity.

The 1997 ratio of earnings to fixed charges was 1.39 times. The ratios of
earnings to fixed charges for 1996 and 1995 were 1.57 times and 2.29 times,
respectively. The change in the ratio was primarily due to changes in earnings
during the period. Assuming the MRA is implemented, the ratio of earnings to
fixed charges will substantially decrease in the future, since the MRA and
PowerChoice agreement will have the effect of substantially depressing earnings
during its five-year term, while at the same time substantially improving.
operating cash flows. The primary objective of the MRA is to convert a large and
growing off-balance sheet payment obligation that threatens the financialviability of the Company into a fixed and manageable capital obligation.

Common Stock Dividend. The Board of Directors omitted the common stock
dividend beginning the first quarter of 1996. This action was taken to helpstabilize the Company's financial condition and provide flexibility as the
Company addresses growing pressure from mandated power purchases and weaker sales
and is the primary reason for the increase in the cash balance. Zn making future
dividend decisions, the Board of Directors will evaluate, along with standard
business considerations, the financial condition of the Company, the closing of
the MRA and implementation of PowerChoice, or the failure to implement such
actions, contractual restrictions that might be entered into in conjunction with
financing the MRA, the degree of competitive pressure on its prices, the level
of available cash flow and retained earnings and other strategic considerations.
The Company expects to dedicate a substantial portion of its future expected
positive cash flow to reduce the leverage created in connection with the
implementation of the MRA. The PowerChoice agreement establishes limits to the
annual amount of common and preferred stock dividends that can be paid by the
regulated business..The limit is based upon the amount of net income each year,
plus a specified amount ranging from $ 50 million in 1998 to $ 100 million in 2000.
The dividend limitation is subject to review after the term of the PowerChoice
agreement. Furthermore, the Company forecasts that earnings for the five-year
term of the PowerChoice agreement will be substantially depressed, as non-cash
amortization of the MRA regulatory asset is occurring and the interest costs on
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the ZPP debt is the greatest. See "Accounting Implications of the PowerChoice
Agreement'and Master Restructuring Agreement."

Construction and Other Capital Requirements. The Company's total capital ~
requirements consist of amounts for the Company's construction program (see Item ~8. Financial Statements and Supplementary Data - "Note 9. Commitments and
Contingencies - Construction Program, ") . The January 1998 ice storm damage
restoration costs may further add to these requirements (see Item 8. Financial
Statements and Supplementary Data - "Note 13. Subsequent Event" ), nuclear
decommissioning funding requirements (See Item 8. Financial Statements and
Supplementary Data - "Note 3. Nuclear Operations - Nuclear Plant
Decommissioning" and - "NRC Policy Statement and Proposal" ), working capital
needs, maturing debt issues and sinking fund provisions on preferred stock, as
well as requirements to complete the MRA and accomplish the restructuring
contemplated by the PowerChoice agreement. Annual expenditures for the years
1995 to 1997 -for construction and nuclear fuel, including related AFC and
overheads capitalized, were $ 345.8 million, $ 352.1 million and $290.8 million,
respectively, and are budgeted to be approximately $ 358 million for 1998 and to
range from $ 279 - $ 352 million for each of the subsequent four years. These
estimates include construction expenditures for non-nuclear generation of $ 20
million to $ 38 million per year.

Zn addition to the assumed cost of the MRA requirements, as described
below, mandatory debt and preferred stock retirements are expected to add
approximately another $ 77 million to the 1998 estimate.of capital requirements.
The estimate of construction additions included in capital requirements for the
period 1998 to 2002 will be reviewed by management to give effect to the storm
restoration costs and the overall objective of further reducing construction
spending where possible. See discussion in "Liquidity and Capital Resources"
section below, which describes how management intends to meet its financing needs
for this five-year period.

Under the MRA, the Company willpay an aggregate of $ 3,616 million in cash.
The Company expects to issue senior unsecured debt to fund this requirement,
which is expected to consist of both debt issued through a public market offering
and debt issues to banks which would serve to replace its existing $ 804 million
senior debt facility, discussed below. The Company's preferred shareholders gave
the Company approval to increase the amount of unsecuied debt the Company may
issue by $ 5 billion. Previously, the Company was able to issue $ 700 million
under the restrictions of its amended Certificate of Incorporation. This
authorization will enable the issuance of unsecured debt to consummate the MRA.
Zn addition, the Company believes that the ability to use unsecured indebtednesswill increase its flexibilityin planning and financing its business activities.

Liquidity and Capital Resources. External financing plans are subject to
periodic revision as underlying assumptions are changed to reflect developments,
market conditions and, most importantly, conclusion of the MRA and implementation
of PowerChoice. The ultimate level of financing during the period 1998 through
2002 will be affected by, among other things: the timing and outcome of the MRA
and the cash tax benefits anticipated because the MRA is expected to result in
a net operating loss for 1998 income tax purposes; the implementation of the
Powerchoice agreement, levels of common dividend payments, if any, and preferred
dividend payments; the results of the auction of the Company's fossil and hydro
assets; the.Company's competitive position and the extent to which competition
penetrates the Company's markets; uncertain energy demand due to the weather and
economic conditions; and the effects of the ice storm that struck a portion of
the Company's service territory in early 1998. The proceeds of the sale of the
fossil and hydro assets will be subject to the terms of the Company's mortgage
indentur'e and the note indenture that will be entered into in connection with the
MRA debt financing. The Company could also be affected by the outcome of the
NRC's consideration of new rules for adequate financial assurance of nuclear
decommissioning obligations. (See Item 8. Notes to Consolidated Financial
Statements - "Note 3. Nuclear Operations - NRC Policy Statement and Proposal" and
"Note 13. Subsequent Event" ) .
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The Company has an $ 804 million senior debt facility with a bank group,
consisting of a $ 255 million term loan facility, a $ 125 million revolving credit
facility and $ 424 million for letters of credit. The letter of credit facility
provides credit support for the adjustable rate pollution control revenue bonds
issued through the NYSERDA. The interest rate applicable to the senior debt
facility is variable bas'ed on certain rate options available under the agreement
and currently approximates 7.7% (but is capped at 15%) . As of December 31, 1997,
the amount outstanding under the senior debt facility was $ 529 million,
consisting of $ 105 million under the term loan facility and a $ 424 million letter
of credit, leaving the Company with $ 275 million of borrowing capability under
the facility. The facility expires on June 30, 1999 (subject to earlier
termination if the Company separates its fossil/hydro generation business from
its transmission and distribution business, or any other significant
restructuring plan). The Company is currently negotiating with the lenders to
replace the senior debt facility with a larger facility to finance a portion of
the MRA.

This facility is collateralized by first mortgage bonds which were issued
on the basis of additional property under the earnings test required under the
mortgage trust indenture ("First Mortgage Bonds" ). As of December 31, 1997, the
Company could issue an additional $ 1,396 million aggregate principal amount- of
First Mortgage Bonds under the Company's mortgage trust indenture. This amount
is based upon retired bonds without regard to an interest coverage test. The
Company is presently precluded from issuing First Mortgage Bonds based on
additional property.

Although no assurance can be provided, the Company believes that the
closing of the MRA and implementation of PowerChoice will result in substantially
depressed earnings during its five-year term, but will substantially improve
operating cash flows. There is risk throughout the electric industry that credit
ratings could decline if the issue of stranded cost recovery is not
satisfactorily resolved. Zn the event the MRA is not closed, and comparable
solutions are not available, the Company will undertake other actions necessary
to act in the best interests of stockholders and other constituencies.

Ordinarily, construction related short-term borrowings are refunded with
long-term securities on a periodic basis. This approach generally results in the
Company showing a working capital deficit. This has not been the case in the last
two years as the Company's cash balance has increased, reflecting suspension of
the common stock dividend in 1996. Working capital deficits may also be a result
of the seasonal nature of the Company's operations as well as timing differences
between the collection of customer receivables and the payment of fuel and
purchased power costs. The Company believes it has sufficient borrowing capacity
to fund deficits as necessary in the near term. However, the Company's borrowing
capacity to fund such deficits may be affected by the factors discussed above
relating to the Company's external financial plans.

Since 1995, past-due accounts receivable have increased significantly. A
number of factors have contributed to the increase, including rising prices
(particularly to residential customers) . Rising prices have been driven by
increased payments to IPPs and high taxes and have been passed on in

customers'ills.

The stagnant economy in the Company's service territory since the early
1990's has adversely affected collection of past-due accounts. Also, laws,
regulations and regulatory policies impose more stringent collection limitations
on the Company than those imposed on business in general; for example, the
Company faces more stringent requirements to terminate service during the winter
heating season. The increase in the allowance for doubtful accounts was
attributable to the reassessment of the collection risk associated with
residential accounts receivable and arrears. The Company has implemented a
number of collection initiatives that are expected to result in lower arrears
levels and potentially lower the allowance for doubtful accounts. The Company
has and will continue to implement a variety of strategies to improve its
collection of past due accounts and reduce its bad debt expense.
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The information gathered in developing these strategies enabled management
to update its risk assessment of the accounts receivable portfolio. Based on
this assessment, management determined that the level of risk associated
primarily with the older accounts had increased and the historical loss
experience no longer applied. Accordingly, the Company determined that a
significant portion ,of the past-due accounts receivable (principally of
residential customers) might be uncollectible, and had written-off a substantial
number 'of these accounts as well as increased its allowance for doubtful accounts
in 1996. In 1997 and 1996, the Company charged $ 46.5 million and $ 127.6 million,
respectively to bad debt expense. The allowance for doubtful accounts is based
on assumptions and judgments as to the ef fectiveness of collection ef forts.
Future results with respect to collecting the past-due receivables may prove to
be different from those anticipated. Although the Company has experienced a
level of improvement in collection efforts, future results are necessarily
dependent upon the following factors, including, among other things, the
effectiveness of the strategies discussed above, the support of regulators and
legislators to allow utilities to move towards commercial collection practices
and improvement in the condition of the economy in the Company' service
territory. The Company has been pursuing PowerChoice to address high prices that
are the result of traditional price regulation, but the introduction of
competition requires that policies and practices that were:central to traditional
regulation, including those involving collections, be changed so as not to
jeopardize the benefits of competition.

Net cash provided by operating activities decreased $ 162.8 million in 1997
primarily due to a decrease of $ 105.9 million in the amount of accounts
receivable sold under the accounts receivable sales program (which the Company
has budgeted to restore in 1998) partially offset by an increase in deferred
taxes of $ 53.9 million.

Net cash used in investing activities increased $ 62.4 million in 1997
primarily as a result of an increase in other cash investments of $ 116.1 million
offset by a decrease in the acquisition of utilityplant of $ 62.9 million.

Net cash used in financing activities decreased $ 106.1 million, primarily~
due to a net reduction of $ 94.7 million in the payments on long-term debt.

Item 8. Financial Statements and Supplementary Data

Financial Statements

Report of Management
Report of Independent Accountants
Consolidated Statements of .Income and Retained Earnings for each of the

three years -in the period ended December 31, 1997.
Consolidated Balance Sheets at December 31, 1997 and 1996.
Consolidated Statements of Cash Flows for each of the three years in the

period ended December 31, 1997.
Notes to Consolidated Financial Statements.

-51-



REPORT OF MANAGEMENT

The consolidated financial statements of the Company and its subsidiaries
were prepared by and are the responsibility of management. Financial information
contained elsewhere in this Annual Report is consistent with that in the
financial statements.

To meet its responsibilities with respect to financial information,
management maintains and enforces a system of internal accounting controls, which
is designed to provide reasonable assurance, on a cost effective basis, as to the
integrity, objectivity and reliability of the financial records and protection
of assets. This system includes communication through written policies and
procedures, an organizational structure that provides for appropriate division
of responsibility and the training of personnel. This system is also tested by
a comprehensive internal audit program. In addition, the Company has a Corporate
Policy Register and a Code of Business Conduct (the "Code" ) that supply employees
with a framework describing and def ining the Company' overall approach to
business and require all employees to maintain the highest level of ethical
standards as well as requiring all management employees to formally affirm their
compliance with the Code.

The financial statements have been audited by Price Waterhouse LLP, the
Company's independent accountants; in accordance with GAAP. In planning and
performing its audit, Price Waterhouse LLP considered the Company's internal
control structure in order to determine auditing procedures for the purpose of
expressing an opinion on the financial statements, and not to provide assurance
on the internal control structure. The independent accountants'udit does not
limit in any way management's responsibility for the fair presentation of the
financial statements and all other information, whether audited or unaudited, in
this Annual Report. The Audit Committee of the Board of Directors, consisting
of five outside directors who are not employees, meets regularly with management,
internal auditors and Price Waterhouse LLP to review and discuss internal
accounting controls, audit examinations and financial reporting matters. Price
Waterhouse LLP and the Company's internal auditors have free access to meet
individually with the Audit Committee at any time, without management being
present.

William E. Davis
Chairman of the Board and
Chief Executive Officer
Niagara Mohawk Power Corporation
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REPORT OF INDEPENDENT ACCOUNTANTS

To the Stockholders and
Board ofDirectors of
Niagara Mohawk Power Corporation

In our opinion, the accompanying consolidated balance sheets and the related consolidated
statements of income and retained earnings and of cash flows present fairly, in all material
respects, the financial position ofNiagara Mohawk Power Corporation and its subsidiaries at

December 31, 1997 and 1996, and the results of their operations and their cash flows for
each of the three years in the period ended December 31, 1997; in conformity with generally
accepted accounting principles. 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 generally accepted auditing standards which require that we plan and perform the audit
to obtain reasonable assurance about whether the financial statements are Bee of material
misstatement. An audit 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 the opinion
expressed above.

As discussed in Note 2, the Company believes that it continues to meet the requirements for
application of Statement of Financial Accounting Standards No. 71, Accounting for the

Effects of Certain +pcs ofRegulation (SFAS No. 71) for its nuclear generation, electric
transmission and distribution and gas businesses. In the event that the Company is unable to
complete the termination, restatement or amendment of the independent power producer
contracts, this conclusion could change in 1998 and beyond, resulting in material adverse
effects on the Company's financial condition and results ofoperations.

As discussed in Note 2, the Company discontinued application of SFAS No. 71 for its non-
nuclear generation business in 1996.

~j~y~ gag 8 zP
Syracuse, New York
March 26, 1998
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NIAGARA NORAH PONER CORPORATION AND SUBSIDIARY COKPANIES

Consolidated Statements of Incaac and Retained Earnings

In thousands of dollars
For the year ended December 31, 1997 1996 1995

Operating reveres:t
Electric $3,309,441 S3,308,979 '$3,335,548

Operating expenses:

Fuel for electric generation.

Electricity purchased

Gas purchased ~

Other operation and maintenance expenses. . .

Depreciation and amortization (Note 'i)

179,455

1,236,108

345,610

835,282

339,641

181,486

'1,182,892

370,040

928,224

329,827

165,929

1,137,937

276,232

817,897

317,831

Other Incaac and (Dcductiaa)
PoucrChoice charge (Note 2) (190,000)

Incaac bcforc interest charges........... 393,836 558,281 687,103

Incaae before federal and foreign incma taxes... 119,930 280,248 407,429

Income before extraordinary item. . . . . . . . . .
Extraordinary item for the discontinuance of
regulator accountin rinciples net of income

59,835 177,754 248,036

Nct Inde.. 59,835 110,390 248,036

Balance available for caaan stock.........
Dividends on cctmon stock . . . . . . . . . . . . .

72,109 208,440

161,650

72,109 46,790

Average nnher qf shares of cammn stock
outstanding (>n thousands).

Basic and diluted earnings ncC average share of
coamon stock before extraord>nary stem......

144,404

S 0.16

144,350

S 0.97

144,329

S 1.44

Basic and diluted earnings per average sharc of
cccmon stock S 0.16 S 0.50 S 1.44

() Denotes deduction

The accccpanying notes are an integral part of these financial'tatements
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NIAGARA HOHAllK PSJER CORPORATION AND SUBSIDIARY CQIPANIES

Consolidated Balance Sheets

In thousands of dollars
1997 1996

ASSETS

Utilityplant (Note 1):
Electric plant
Nuclear fuel
Gas plant
Ccemon plant

$ 8,752,865

577,409

1 ~ 131,541

319,409

$ 8,611,419

573,041

1,082,298

292,591

Total utilityplant 11,075,874 10,839,341

Current assets:

Cash including temporary cash investments of
$3)5,708 and $223,829, respectively

Accounts receivable ( less allowance for doubtful
of $62,500 and $52,100, respectively) (Notes 1

Haterials and supplies, at average cost:

Coal and oit for production of electricity
Gas storage

Other . .

Prepaid taxes.

accounts
and 9). ~

378.232

492,244

27,642

39,447

118,308

15,518

325,398

373,305

20,7SS

43,431

120,914

'11,976

Regulatory assets (Note 2):
Regulatory tax asset

Deferred finance charges .

Deferred envirowental restoration costs. (Note 9). .

Unamortized debt expense .

Postretirement benefits other than pensions. . . . .

~ ~ ~

399,119

239,880

220,000

57,312

56,464

416,599

239,880

225,000

65,993

60,482

1 176 824 214 306

$ 9 584 141 $ 9 427 635

The acccaponying notes are an integral part of these financial statements
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NIAGARA HOHAlJK RNER CORPORATION AND SUBSIDIARY C(NPANIES

Consolidated Balance Sheets

In thousands of dollars
1996

Retained earnin s . 679 920

CAPITALIZATIONAND LIABILITIES

Capitalization (Note 5):

Cotaten stockholders'quity:
Cocmon stock, issued 144,419,351 and

144,365,214 shares, respectively. . . . . ~ . . . . S 144,419

Capital stock premiun and expense.......... 1,779,688

S 144,365

1,783,725

657 482

Non-redeemable preferred stock .

Handatorily redeemable preferred stock.........
Lon -term debt

Total italization
Current liabilities:
Long-term debt due within one year (Note 5). . . . ~ . .

Sinking fund requirements on redeemable preferred
stock (Note 5) .

Accounts payable

Payable on outstanding bank checks ~ . ~ . . . ~ . . ~ .

Custcmers'eposits

Accrued taxes

Accrued interest

Accrued vacation pay .

Other

Regulatory liabilities (Note 2):
Deferred finance char es . .

Other liabilities:
Accumulated deferred income taxes (Notes 1 and 7). ~ . .

Employee pension and other benefits (Note 8)......
Deferred pension settlement gain............
Unbilled revenues (Note 1) .

Other

Comaitmcnts and contingencies (Notes 2 and 9):

Liabi lit for envirormentai restoration.

2,604,027

440,000

76,610

3 417 381

6 538 018

67,095

10,120

263,095

23.720

18,372

9,005

62,643

36,532

64 756

555 338

1,320,532

240,211

12,438

43,281

414 443

220 000

$9 584 141

2,585,572

440,000

86,730

3 477 879

6 590 181

48,084

8,870

271,830

32,008

15,505

4,216

63,252

36,436

52 455

532 656

1,357,518

238,688

19,269

49,881

174 562

1 839 918

225 000

$9 427 635

The accompanying notes are an integral part of these financial statcaents
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NIAGARA HOHAlC PONER CORPORATION AND SUBSIDIART C(N(PANIES

Consolidated Statements of Cash FloMs

Increase (Decrease) in Cash

For thc ar ended Deceaher 31 1997

In thousands of dollars

1996 1995

Cash floMs from opernting activities:
Net income
Adjustments to reconcile net income to net cash

provided by operating activities:
Extraordinary item for the discontinuance of

regulatory accounting principles, net of income taxes.
PcwerCholcc charge . ~ ~ ~ ~ ~ ~ ~ ~ ~ ~ ~

Depreciation and amortization.
Electric margin recoverable. .
Amortization of nuclear fuel .

. Provision for deferred income taxes. . . . . . . . . ~ ~

Gain on sale of subsidiary
Unbi lied revenues.
Net accounts receivable. . . . . . . . . . . . . . . . .
Materials and supplies .
Accounts payable and accrued expenses. . . . . . . . . .

-Accrued interest and taxes
Chan es in other esse s and iab lities

~ ~

~ ~

~ ~

~ ~

~ ~

190,000
339,641

25,241
(19,506)

(6,600)
(118,939)

(1,306)
(11 ~ 175)

4,180
76 204

67,364

329,827

38,077
(6,870)

(15,025)
21,471

121, 198
2,265
8,224

(11,750)
35 231

317,831
58,588
34,295

114,917
(11,257)
(71,258)
56,748
13,663

(47,048)
(35,440)

20 930

S 59,835 S 110,390 S 248,036

Net cash rovided o ratin nctivi ies 537 575 700 402 700 005

Cash floMs fran investing activities:
Construction additions .
Nuclear fuel.....
Less: Allogance for other funds used during

construction .

~ ~ ~ ~ ~

~ ~

~ ~

(286,389)
(4,368)

5 310

(296,689)
(55,360)

3 665

(332,443)
(13,361)

1 063

Acquisition of utilityplant ~ . ~ ~ ~ ~......
Haterials and supplies related to construction....
Accounts payable and accrued expenses related to
construction. ~

Other investments
Proceeds from sale of subsidiary (net of cash sold). .

(285,447)
1,042

(2,794)
(115,533)

(348,384)
8,362

2,056
541

14,600

(344,741)
3,346

(7,112)
(115,818)

161 ~ 087

Net cash used in investi activities . . . . . . . . . 393 971 331 611 277 004

Cash fleam fry financing activities:
Proceeds from long-term debt . . .
Redemption of preferred stock. .
Reductions of long-term debt . .
Net change in short-term debt. . .
Dividends paid . . ~ .
Other.

(8,870)
(44,600)

(37,397)
97

105,000
(10,400)

(244,341)

(38,281)
8 846

346,000
(10,950)
(73,415)

(416,750)
(201,246)

7 495

Nct increase in cash.

Cash at beginning of year ~ . ~ . . . .

52,834 171,923 59,145

325,398 153,475 94,330

Cash at end of ar . . . . . . . . . . . . S 378 232 S 325 398 S 153 475

Supplemental disclosures of cash flmt information:

Cash paid during the year for:
Interest. . . . . . . . . . . .
Income taxes.

~ ~ S 279,957
S 82 331

S 286,497 S 290,352
S 95 632 S 47 378

The accompanying notes nrc nn integral part of thcsc finnncial statements
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Notes to Consolidated Financial Statements

NOTE 1. Summa of Si ificant Accountin Policies
The Company is subject to regulation by the PSC and FERC with respect toits rates for service under a methodology which establishes prices based on the

Company's cost. The Company's accounting policies conform to GAAP, including the
accounting principles for rate-regulated entities with respect to the Company's
nuclear, transmission, distribution and gas operations (regulated business), and
are in accordance with the accounting requirements and ratemaking practices of
the regulatory authorities. The Company discontinued the application of
regulatory accounting principles to its fossil and hydro generation operations
in 1996 (see Note 2). In order to be in conformity with GAAP, management is
required to use estimates in the preparation of the Company's financial
statements.

Principles of Consolidation: The consolidated financial statements include
the Company and its wholly-owned subsidiaries. Intercompany balances and
transactions have been eliminated.

UtilityPlant: The cost of additions to utilityplant and replacements of
retirement units of property are capitalized. Cost includes direct material,
labor, overhead and AFC. Replacement of minor items of utility plant and the
cost of current repairs and maintenance is charged to expense. Whenever utility
plant is retired, its original cost, together with the cost of removal, less
salvage, is charged to accumulated depreciation. The discontinuation of SFAS No.
71 did not affect the carrying value of the Company's utilityplant.

Allowance for Funds Used During Construction: The Company capitalizes AFCin amounts equivalent to the cost of funds devoted to plant under constructionfor its regulated business. AFC rates are determined in accordance with FERC and
PSC regulations. The AFC rate in effect during 1997 was 9.28%. AFC is
segregated into its two components, borrowed funds and other, funds, and isreflected in the "Interest charges" and the "Other income" sections,
respectively, of the Consolidated Statements of Income. The amount of AFC
credits recorded in each of the three years ended December 31, in thousands ofdollars, was as follows:

Other income
Interest charges

1997

$ 5,310
4,396

1996

$ 3,665
3,690

1995

$ 1,063
7, 987

As a result of the discontinued application of SFAS No. 71 to the fossil
and hydro operations, the Company capitalizes interest cost associated with the
construction of fossil/hydro assets.

Depreciation, Amortization and Nuclear Generating Plant Decommissioning
Costs: For accounting and regulatory purposes, depreciation is computed on thestraight-line basis using the license lives for nuclear and hydro classes of
depreciable property and the average service lives for all other classes. The
percentage relationship between the total provision for depreciation and average
depreciable property was approximately 3%.for the years 1995 through 1997. The
Company performs depreciation studies to determine service lives of classes of
property and adjusts the depreciation rates when necessary.

Estimated decommissioning costs (costs to remove a nuclear plant from
service in the future) for the Company's Unit 1 and its share of Unit 2 are being
accrued over the service lives of the units, recovered in rates through an annual
allowance and currently charged to operations through depreciation. The Company
expects to commence decommissioning of both units shortly after cessation of
operations at Unit 2 (currently planned for 2026), using a method which removes
or decontaminates the Units components promptly at that time. See Note 3
"Nuclear Plant Decommissioning. "

The FASB issued an exposure draft in February 1996 entitled "Accounting for
Certain Liabilities Related to Closure or Removal Costs of Long-Lived Assets."
The scope of the project includes certain plant decommissioning costs, including
those for fossil, hydro and nuclear plants. If approved,. a liability would be
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recognized, with a corresponding plant asset, whenever a legal or constructive
obligation exists to perform dismantlement or removal activities. The Company
currently recognizes the liability for nuclear decommissioning over the service
life of the plant as an increase to accumulated depreciation and does not
recognize the closure or removal obligation associated with its fossil and hydro
plants. The Company's PowerChoice agreement provides for the recovery of nuclear~
decommissioning costs. As discussed in Note 2, the Company intends to sell its~fossil and hydro generating assets through an auction process. To the extent the
assets are sold, the effect of this exposure draft on the Company should be
mitigated. However, the Company cannot predict the results of the auction. The
adoption of the proposed standard is not expected to impact the cash flow from
these assets. The FASB continues to discuss the issues addressed in the exposure
draft, as well as the timing of its implementation.

Amortization of the cost of nuclear fuel is determined on the basis of the
quantity of heat produced for the generation of electric energy. The cost of
disposal of nuclear fuel, which presently is $ .001 per KWh of net generation
available for sale, is based- upon a contract= with the DOE. These costs are
charged to operating expense and recovered from customers through base rates or
through the fuel adjustment clause.

Revenues: Revenues are based on cycle billings rendered to certain
customers monthly and others bi-monthly for energy consumed and not billed at the
end of the fiscal year. At December 31, 1997 and 1996, approximately $ 8. 6
million and $ 11.1 million, respectively, of unbilled electric revenues remained
unrecognized in results of operations, are included in "Other liabilities."
Under the Company's PowerChoice agreement, the amount, of unrecognized electric
unbilled revenue as of the PowerChoice implementation date willbe netted against
certain other regulatory assets and liabilities. Thereafter, changes in electric
unbilled revenues will no longer be deferred. In 1995, the Company used $ 71.5
million of electric unbilled revenues to reduce the 1995 revenue requirement.
At December 31, 1997 and 1996, $ 34.7 million and $ 38.8 million, respectively, of
unbilled gas revenues remain unrecognized in results of operations and may be
used to reduce future gas revenue requirements. The unbilled revenues included
in accounts receivable at December 31, 1997 and 1996, were $211.9 million and
$218.5 million, respectively.

The Company's tariffs include electric and gas adjustment clauses under
which energy and purchased gas costs, respectively, above or below the levels
allowed in approved rate schedules, are billed or credited to customers. The
Company, as authorized by the PSC, charges operations for energy and purchased
gas cost increases in the period of recovery. The PSC has periodically
authorized the Company to make changes in the level of allowed energy and
purchased gas costs included in approved rate schedules. As a result of such
periodic changes, a portion of energy costs deferred at the time of change would
not be recovered or may be overrecovered under the normal operation of the
electric and gas adjustment clauses. However, the Company has to date been
permitted to defer and bill or credit such portions to customers, through the
electric and gas adjustment clauses, over a specified period of time from the
effective date of each change.

The Company's electric FAC provides for partial pass-through of fuel and
purchased power cost fluctuations from amounts forecast, with the Company
absorbing a portion of increases or retaining a portion of decreases up to a
maximum of $ 15 million per rate year. Thereafter, 100% of the fluctuation is
passed on to ratepayers. The Company also shares with ratepayeis fluctuations
from amounts forecast for net resale margin and transmission benefits, with the
Company retaining/absorbing 40% and passing 60% through to ratepayers. The
amounts retained or absorbed in 1995 through 1997 were not material. Under the
PowerChoice agreement, the FAC will be discontinued.

In December 1996, the Company, Multiple Intervenors and the PSC staff
reached a three year gas settlement that was conditionally approved by the PSC.
The agreement eliminated the gas adjustment clause and established a gas
commodity cost adjustment clause ("CCAC"). The Company's gas CCAC provides for
the collection or passback of certain increases or decreases from the base
commodity cost of gas. The maximum annual risk or benefit to the Company i
$2.25 million. All savings and excess costs beyond that amount will flow
ratepayers. For a discussion of the ratemaking associated with non-commodity ga
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costs, see Item 7. Management's Discussion and Analysis of Financial Condition
and Results of Operations - "Other Federal and State Regulatory Initiatives
Multi-Year Gas Rate Settlement Agreement."

Federal Income Taxes: As directed by the PSC, the Company defers any
amounts payable pursuant to the alternative minimum tax rules. Deferred
investment tax credits are amortized over the useful life of the underlying
property.

Statement of Cash Flows'he Company considers all highly liquid
investments, purchased with a remaining maturity of three months or less, to be
cash equivalents.

Earnings Per Share: Basic earnings per share ("EPS") is computed based on
the weighted average number of common shares outstanding for the period. The
number of options outstanding at December 31, 1997, 1996 and 1995 that could
potentially dilute basic EPS, (but are considered antidilutive for each period
because the options exercise price was greater than the average market price of
common shares), is immaterial. Therefore, the calculation of both basic and
dilutive EPS are the same for each period.

Reclassifications: Certain amounts from prior years have been reclassified
on the accompanying Consolidated Financial Statements to conform with the 1997
presentation.

Comprehensive 1ncome: In June 1997, FASB issued SFAS No. 130. SFAS No.
130 .establishes- standards for reporting comprehensive income. Comprehensive
income is the change in the equity of a company, not including those changes that
result from shareholder transactions. All components of comprehensive income are
required to be reported in a new financial statement that is displayed with equal
prominence as existing financial statements. The Company will be required to
adopt SFAS No. 130 on January 1, 1998. The Company does not expect that adoption
of SFAS No. 130 will have a significant impact on its reporting and disclosure
requirements.

Segment Disclosures: Also in June 1997, FASB issued SFAS No. 131. SFAS
No. 131 establishes standards for additional disclosure about operating segments
for interim and annual financial statements. More specifically, it requires
financial information to be disclosed for segments whose operating results are
reviewed by the chief operating officer for decisions on resource allocation.It also requires related disclosures about product and services, geographic areas
and major customers. The Company will be required to adopt SFAS No. 131 for the
fiscal year ending December 31, 1998. The Company does not expect that the
adoption of SFAS No. 131 will have a significant impact on its reporting and
disclosure requirements.

Pension and Other Postretirement Benefits: In February 1998, FASB issued
SFAS No. 132. SFAS No. 132 revises employers'isclosures about pension and
other postretirement benefit plans. It does not change the measurement or
recognition of those plans. It standardizes the disclosure requirements for
pensions and other postretirement benefits to the extent practicable and requires
additional information on changes in the benefit obligations and fair values of
plan assets. The Company will be required to adopt SFAS No. 132 for the fiscal
year ending December 31, 1998. The Company does not expect the adoption of SFAS
No. 132 will have a significant impact on its reporting and disclosure
requirements.

NOTS 2. Rate and Re lato Issues and Contin encies

The Company's financial statements conform to GAAP, including the
accounting principles for rate-regulated entities with respect to its regulated
operations. Substantively, these principles permit a public utility, regulated
on a cost-of-service basis, to defer certain costs which would otherwise be
charged to expense, when authorized to do so by the regulator. These deferred
costs are known as regulatory assets, which in the case of the Company are
approximately $ 937 million, net of approximately $ 240 million of regulatoryliabilities at December 31, 1997. These regulatory assets are probable of
recovery. The portion of the $ 937 million which has been allocated to the
nuclear generation and electric transmission and distribution business is
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approximately $ 810 million, which is net of approximately $ 240 million of
regulatory liabilities: Regulatory assets allocated to the rate-regulated gas
distribution business are $ 127 million. Generally, regulatory assets and
liabilities were allocated to the portion of the business that incurred the
underlying transaction that resulted in the recognition of the regulatory asset
.or liability. The allocation methods used between electric and gas are
consistent with those used in prior regulatory proceedings.

The Company concluded as of December 31, 1996. that the termination,
restatement or amendment of IPP contracts and implementation of PowerChoice was
the probable outcome of negotiations that had taken place since the PowerChoice
announcement. Under PowerChoice, the separated non-nuclear generation business
would no longer be rate-regulated on a cost-of-service basis and, accordingly,
regulatory assets related to the non-nuclear power generation business, amounting
to approximately $ 103.6 million ($ 67.4 million after tax or 47 cents per share)
was charged against 1996 income as an extraordinary non-cash charge.

The PSC in its written order issued March 20, 1998 approving PowerChoice,
determined to limit the estimated value of the MRA regulatory asset that can be
recovered from customers to approximately $ 4,000 million. The ultimate amount
of the regulatory asset to be established may vary based on certain events
related to the closing of the MRA. The estimated value, of the MRA regulatory
asset includes the issuance of 42.9 million shares of common stock, which the PSC
in determining the recoverable amount of such asset, valued at $ 8 per share.
Because the value of the consideration to be paid to the IPP Parties can only be
determined at the MRA closing, the value of the limitation on the recoverability
of the MRA regulatory asset has been estimated at $ 190 million (85 cents per
share) which has been charged to 1997 earnings. The charge to expense was
determined as the difference between $ 8 per share and the Company's closing
common stock price on March 26, 1998 of $ 12 7/16 per share, multiplied by 42.9
million shares. Any variance from the estimate used in determining the charge
to expense in 1997, including changes to the common stock price at closing, will.
be reflected in results of operations in 1998.

Under PowerChoice, the Company's remaining electric business (nuclear
generation and electric transmission and distribution business) will continue to
be rate-regulated on a cost-of-service basis and, accordingly, the Compan
continues to apply SFAS No. 71 to these businesses. Also, the Company's IPP
contracts, including those restructured under the MRA and those not so
restructured will continue to be the obligations of the regulated business.

SFAS No. 71 does not require the Company to earn a return on the regulatory
assets in assessing its applicability. The Company believes that the prices it
will charge for electric service over 10 years, including the CTC, assuming no
reduction in demand or bypass of the CTC or exit fees, will be sufficient to
recover the MRA regulatory asset and to provide recovery of and a return on the
remainder of its assets, as appropriate. In the event the Company could no
lo'nger apply SFAS No. 71 in the future, it would be required to record an after-
tax non-cash charge against income for any remaining unamortized regulatory
assets and liabilities. Depending on when SFAS No. 71 was required to be
discontinued, such charge would likely be material to the Company's reported
financial condition and results of operations and the Company's ability to pay
dividends. The PowerChoice agreement, while having the effect of substantially
depressing earnings during its five-year term, will substantially improve
operating cash flows.

The EITF of the FASB reached a consensus on Issue No. 97-4 "Deregulation
of the Pricing of Electricity - Issues Related to the Application of SFAS No. 71
and SFAS No. 101" in July 1997. As discussed previously, the Company
discontinued the application of SFAS No. 71 and applied SFAS No. 101 with respect
to the fossil and hydro generation business at December 31, 1996, in a manner
consistent with the EITF consensus.

With the implementation of PowerChoice, specifically the separation of
non-'ucleargeneration as an entity that would no longer be cost-of-service

regulated, the Company is required to assess the carrying amounts of its long-
lived assets in accordance with SFAS No. 121. SFAS No. 121 requires long-live
assets and certain identifiable intangibles held and used by an entity to b
reviewed for impairment whenever events or changes in circumstances indicate that
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the carrying amount of an asset may not be recoverable or when assets are to be
disposed of. In performing the review for recoverability, the Company is
required to estimate future undiscounted cash flows expected to result from the
use of the asset and/or its disposition. The Company has determined that thereis no impairment of its fossil and hydro generating assets. To the extent the
proceeds resulting from the sale of the fossil and hydro assets are notsufficient to avoid a loss, the Company would be able to recover such loss
through the CTC. The PowerChoice agreement provides for deferral and future
recovery of losses, if any, resulting from the sale of the non-nuclear generating
assets. The Company's fossil and hydro generation plant assets had a net book
value of approximately $ 1.1 billion at December 31, 1997.

As described in Item 7. Management's Discussion and Analysis of Financial
Condition and Results of Operations - "Master Restructuring Agreement and the
PowerChoice Agreement," the conclusion of the termination, restatement or
amendment of IPP contracts, and closing of, the financing necessary to implement
such termination, restatement or amendment, as well as implementation of
PowerChoice, is subject to a number of contingencies. Zn the event the Companyis unable to successfully bring these events to conclusion, it is likely that
application of SFAS No. 71 would be discontinued. The resulting non-cash after-
tax charges against income, based on regulatory assets and liabilities associated
with the nuclear generation and electric transmission and distribution businesses
as of December 31, 1997, would be approximately $ 526.5 million or $ 3.65 per
share. Various requirements under applicable law and regulations and under
corporate instruments, including those with respect to issuance of debt and
equity securities, payment of common and preferred dividends and certain typesof transfers of assets could be adversely impacted by any such write-downs.

The Company has recorded the following regulatory assets on its
Consolidated Balance Sheets reflecting the rate actions of its regulators:

Regulatory tax asset represents the expected future recovery from
ratepayers of the tax consequences of temporary differences between the recorded
book bases and the tax bases of assets and liabilities. This amount is primarilytiming differences related to depreciation. These amounts are amortized and
recovered as the related temporary differences reverse. In January 1993, the PSC
issued a Statement of Interim Policy on Accounting and Ratemaking Procedures that
required adoption of SFAS No. 109 on a revenue-neutral basis.

Deferred finance charges represent the deferral of the discontinued portionof AFC related to CWZP at Unit 2 which was included in rate base. Zn 1985,
'ursuantto PSC authorization, the Company discontinued accruing AFC on CWIP for

which a,cash return was being allowed. This amount, which was accumulated in
deferred debit and credit accounts up to the commercial operation date of Unit
2, awaits future disposition by the PSC. A portion of the deferred credit could
be utilized to reduce future revenue requirements over a period shorter than thelife of Unit 2, with a like amount of deferred debit amortized and recovered inrates over the remaining life of Unit 2. PowerChoice provides for netting, andthereby elimination of the debit and,credit balances of deferred finance charges.

Deferred environmental restoration costs represent the Company's share ofthe estimated costs to investigate and perform certain remediation activities atboth Company-owned sites and non-owned sites with which it may be associated.
The Company has recorded a regulatory asset representing the remediationobligations to be recovered from ratepayers. PowerChoice and the Company's gassettlement provide for the recovery of these costs over the settlement periods.
The Company believes future costs, beyond the settlement periods, will continueto be recovered in rates. See Note 9 - "Environmental Contingencies."

Unamortized debt expense represents the costs to issue and redeem certainlong-term debt securities which were retired prior to maturity. These amounts
are amortized as interest expense ratably over the lives of the related issuesin accordance with PSC directives.

Postretirement benefits other than pensions represent the excess of such
costs recognized in accordance with SFAS No. 106 over the amount received inrates. In accordance with the P'SC policy statement, postretirement benefit costsother than pensions are being phased-in to rates over a five-year period and
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amounts deferred will be amortized and recovered over a period not to exceed 20
years.

Substantially all of the Company's regulatory assets described above are
being amortized to expense and recovered in rates over periods approved in the

„Company's electric and gas rate cases, respectively.

NOTE 3. Nuclear erations

Nuclear Plant Decommissioning: The Company's site specific cost estimates
for decommissioning Unit 1 and its ownership interest in Unit 2 at December 31,
1997 are as follows:

Site Study (year)
End of Plant Life (year)
Radioactive Dismantlement

to Begin (year) 2026 2028

Unit 1 Unit 2
1995 1995
2009 2026

Method of Decommissioning Delayed
D Ismant lament

Imnediate
Dismantlement

Cost of Decamnissioning (in January 1998 dollars) In millions
of doLLars

Radioactive Components

Non-radioactive Components

Fuel Dry Storage/Continuing Care

$481

117

$676

$201

48

43

$292

The Company estimates that by the time decommissioning is completed, the
above costs willultimately amount to $1.7 billion and $ .9 billion for Unit 1 and
Unit 2, respectively, using approximately 3.5% as an annual inflation factor.

In addition to the costs mentioned above, the Company expects to incur
post-shutdown costs for plant rampdown, insurance and property taxes. In 1998
dollars, these costs are expected to amount to $ 119 million and $ 63 million for
Unit 1 and the Company's share of Unit 2, respectively. The amounts will
escalate to $ 210 million and $ 190 million for Unit 1 and the Company's share of
Unit 2, respectively, by the time decommissioning is completed. In 1997, the
Company made adjustments to the cash flow assumptions at Unit 1 for fuel dry
storage, radioactive cost components, property tax and insurance, to more
accurately reflect the estimated cost of each cost component. The revisions
reduced the total cost estimate by approximately $ 10 million (in 1998 dollars) .

NRC regulations require owners of nuclear power plants to place funds into
an external trust to provide for the cost of decommissioning radioactive portions
of nuclear facilities and establish minimum amounts that must be available in
such a trust at the time of decommissioning. The annual allowance for Unit 1 and
the Company's share of Unit 2 was approximately $ 23.7 million, for each of the
three years ended December 31, 1997. The amount was based upon the 1993 NRC
minimum decommissioning cost requirements of $ 437 million and $ 198 million (in
1998 dollars) for Unit 1 and the Company's share of Unit 2, respectively. In
Opinion No. 95-21, the Company was authorized, until the PSC orders otherwise,
to continue to fund to the NRC minimum requirements. PowerChoice permits rate
recovery for all radioactive and non-radioactive cost components for both units,
including post-shutdown costs, based upon the amounts estimated in the 1995 site
specific studies described above, which are higher than the NRC minimum. There
is no assurance that the decommissioning allowance recovered in rates will
ultimately aggregate a sufficient amount to decommission the units. The Company
believes that if decommissioning costs are higher than currently estimated, the
costs would ultimately be included in the rate

process'ecommissioningcosts recovered in rates are reflected in "Accumulated
depreciation and amortization" 'on the balance sheet and amount to $ 266.8 million
and $ 217 ~ 7 million at December 31, 1997 and 1996, respectively for both units
Additionally at December 31, 1997, the fair value of funds accumulated in th
Company's external trusts were $ 164.7 million for Unit 1 and $ 51.0 million fo
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its share of Unit 2. The trusts are included in "Other property and
investments." Earnings on the external trust aggregated $40.3 million through
December 31, 1997 and, because the earnings are available to fund
decommissioning, have also been included in "Accumulated depreciation and
amortization. » Amounts recovered for non-radioactive dismantlement are
accumulated in an internal reserve fund which has an accumulated balance of $ 45.2
million at December 31, 1997.

NRC Policy Statement and Proposal. The NRC issued a policy statement on
the Restructuring and Economic Deregulation of the Electric UtilityIndustry (the
"Policy Statement" ) in 1997. The Policy Statement addresses the NRC's concerns
about the adequacy of decommissioning funds and about the potential impact on
operational safety. Current NRC regulations allow a utility to set aside
decommissioning funds annually over the estimated life of a plant.
The Policy Statement declares the NRC will:

Continue to conduct reviews of financial qualifications, decommissioning
funding and antitrust requirements of nuclear power plants;
Establish and maintain working relationships with state and federal rate
regulators;
Identify all nuclear power plant owners, indirect as well as direct; and
Re-evaluate the adequacy of current regulations in light of economic and
other changes resulting from rate deregulation.

In addition to the above Policy Statement, the NRC is proposing to amend its
regulations on decommissioning funding to reflect conditions expected from
deregulation of the electric power industry. The amended rule would:

Revise the definition of an "electric utility" to reflect changes caused
by restructuring within the industry.
Define a "Federal licensee" as any licensee which has the full faith and
credit backing of the United States government. Only such licensees could
use statements of intent to meet decommissioning financial assurance
requirements for power reactors.
Require nuclear. power plant licensees to report to. the NRC on the status
of their decommissioning funds at least once every three years and
annually within five years of the planned end of operation. NRC's present
rule contains no such requirement because State and Federal rate-
regulating bodies actively monitor these funds. A deregulated nuclear
utilitywould have no such monitoring.
Permit nuclear licensees to take ~ credit on earnings for prepaid
decommissioning trust funds and external sinking funds from the time the
funds are set aside through the end of the decommissioning period. The
present rule does not permit such credit because it assumed that inflation
and taxes would erode any investment return. NRC has decided, however,
that this position is not borne out by historical performance of
inflation-adjusted funds invested in U.S. Treasury instruments.

The Company is unable to predict the outcome of this matter.

PSC Staff's Tentative Conclusions on the Future of Nuclear Generation: On
August 27,'997, the PSC requested comments on its staff's tentative conclusions
about how nuclear generation and fossil generation should be treated after
decisions are made on the individual electric restructuring agreements currently
pending before the PSC. The PSC staff concluded that beyond the transition
period (the period covered by the various New York utility'estructuring
agreements, including PowerChoice), nuclear generation should operate on a
competitive basis. In addition, the PSC staff concluded that a sale of
generation plants to third parties is the preferred means of determining the fair
market value of generation plants and offers the greatest potential for the
mitigation of stranded costs. The PSC staff also concluded that recovery of sunk
costs, including post shutdown costs, would be subject to review by the PSC and
this process should take into account mitigation measures taken by the utility,
including the steps it has taken to encourage competition in its service area.

In October 1997, the majority of utilities with interests in nuclear power
plants, including the Company, requested that the PSC reconsider its staff's
nuclear proposal. In addition, the utilities raised the following issues:
impediments to nuclear plants operating in a competitive mode; impediments to the
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sale of plants; responsibility for decommissioning and disposal of spent fuel;
safety and health concerns; and environmental and fuel diversity benefits. In
light of all of these issues, the utilities recommended that a more formal
process be developed to. address those issues.

The three investor-owned utilities, Rochester Gas and Electric Corporation,
Consolidated Edison Company of New York, Inc. and the Company, which are
currently pursuing formation of a nuclear operating company in New York State,
also filed a response with the PSC in October 1997. The response stated that a
forced divestiture of the nuclear plants would add uncertainty to developing a
statewide approach to operating the plants and requested that such a forced
divestiture proposal be rescinded. The response also stated that implementation
of a consolidated six-unit operation would contribute to the mitigation of
unrecovered nuclear costs. NYPA, which is also pursuing formation of the nuclear
operating company, submitted its own comments which were similar to the comments
of the three utilities.

PowerChoice contemplates that the Company's nuclear plants will remain part
of the Company's regulated business and that the Company will continue efforts
to pursue a statewide solution such as the New York Nuclear Operating Company.
The settlement stipulates that absent a statewide solution, the Company willfile
a detailed plan for analyzing proposed solutions for its nuclear assets,
including the feasibility of an auction, transfer and/or divestiture within 24
months of PowerChoice approval. At December 31, 1997, the net book value of the
Company's nuclear assets was approximately $ 1.5 billion, excluding the reserve
for decommissioning.

Nuclear Liability Insurance: The Atomic Energy Act of 1954, as amended,
requires the purchase of nuclear liability insurance from the Nuclear Insurance
Pools in amounts as determined by the NRC. At the present time, the Company
maintains the required $ 200 million of nuclear liability insurance.

With respect to a nuclear incident at a licensed reactor, the statutory
limit for the protection of the public under the Price-Anderson Amendments Act
of 1988 which is in excess of the $ 200 million of nuclear liability insurance,
is currently $ 8.2 billion without the 5% surcharge discussed below. This limit
would be funded by assessments of up to $ 75.5 million for each of the 110
presently licensed nuclear reactors in the United States, payable at a rate not
to exceed $ 10 million per reactor per year. Such assessments are subject to
periodic inflation indexing and to a 5% surcharge if funds prove insufficient to
pay claims. With the 5% surcharge included, the statutory limit is $ 8.6 billion.

The Company's interest in Units 1 and 2 could expose it to a maximum
potential loss, for each accident, of $ 111.8 million (with 5% assessment) through
assessments of $ 14.1 million per year in the event of a serious nuclear accident
at its own or another licensed U.S. commercial nuclear reactor. The amendments
also provide, among other things, that insurance and indemnity will cover
precautionary evacuations, whether or not a nuclear incident actually occurs.

Nuclear Property Insurance: The Nine Mile Point Nuclear Site has $ 500
million primary nuclear property insurance with the Nuclear Insurance Pools
(ANI/MRP). Zn addition, there is $2.25 billion in excess of the $ 500 million
primary nuclear insurance with Nuclear Electric Insurance Limited ("NEIL"). The
total nuclear property insurance is $ 2.75 billion. NEIL also provides insurance
coverage against the extra expense incurred in purchasing replacement power
during prolonged accidental outages. The insurance provides coverage for outages
for 156 weeks, after a 21-week waiting period. NEIL insurance is subject to
retrospective premium adjustment under which the Company could be assessed up to
approximately $ 11.3 million per loss.

Low Level Radioactive Waste: The Company currently uses the Barnwell,
South Carolina waste disposal facility for low level radioactive waste; however,
continued access to Barnwell is not assured and the Company has implemented a low
level radioactive waste management program so that Unit 1 and Unit 2 are prepared
to properly handle interim on-site storage of low level radioactive waste for at
least a 10 year period.
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Under the Federal Low Level Waste policy Amendment Act of 1985, New York
State was required by January 1, 1993 to have arranged for the disposal of all
low level radioactive waste within the state or in the alternative, contracted
for the disposal at a facility outside the state. To date, New York State has
made no funding available to support siting for a disposal facility.

Nuclear Fuel Disposal Cost: Zn January 1983, the Nuclear Waste Policy Act
of 1982 (the "Nuclear Waste Act") established a cost of $ .001,per KWh of net
generation for current disposal of nuclear fuel and provides for a determination
of the Company's liabilityto the DOE for the disposal of nuclear fuel irradiated
prior to 1983. The Nuclear Waste Act also provides three payment options for
liquidating such liability and the Company has elected to delay payment, with
interest, until the year in which the Company initiallyplans to ship irradiated
fuel to an approved DOE disposal facility. As of December 31, 1997, the Company
has recorded a liability of $ 114.3 million for the disposal of nuclear fuel
irradiated prior to 1983. Progress in developing the DOE facility has been slow
and it is anticipated that the DOE facility will not be ready to accept
deliveries until at least 2010. However, in July 1996, the United States Circuit
Court of Appeals for the District of Columbia ruled that the DOE must begin
accepting spent fuel from the nuclear industry by January 31, 1998 even though
a permanent storage site will not be ready by then. The DOE did not appeal this
decision. On January 31, 1997, the Company joined a number of other utilities,
states, state agencies and regulatory commissions in filing a suit in the U.S.
Court of Appeals for the District of Columbia against the DOE. The suit
requested the court to suspend the utilities payments into the Nuclear Waste Fund
and to place future payments into an escrow account until the DOE fulfills its
obligation to accept spent. fuel. On June 3, 1997, the DOE notified utilities that.it likely will not meet its January 31, 1998 deadline and that the delay was
unavoidable pursuant to the terms of the standard contract with DOE for fuel
disposal. DOE also indicated it was not obligated to provide a financial remedy
for such unavoidable delay. On November 14; 1997 the United States Court of
Appeals for the District of Columbia Circuit issued a writ of mandamus precluding
DOE from excusing its own delay on the grounds that it has not yet prepared a
permanent repository or interim storage facility. On December 11, 1997, 27
utilities, including the Company, petitioned the DOE to suspend their future
payments to the Nuclear Waste Fund until the DOE begins moving fuel from their
plant sites. The petition further sought permission to escrow payments to the
waste fund beginning in February 1998. On January 12, 1998, the DOE denied the
petition. The Company is unable to determine the final outcome of this matter.

~ The Company has several alternatives . under consideration to provide
additional storage facilities, as necessary. Each alternative will likely
require NRC approval, may require other regulatory approvals and would likely
require incurring additional costs, which the Company has included in 'its
decommissioning estimates for both Unit 1 and its share of Unit 2. The Company
does not believe that the possible unavailability of the DOE disposal facility
until 2010 will inhibit operation of either Unit.
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NOTE 4. Jointl -Owned Generatin Facilities
The following table reflects the Company's share of jointly-owned

generating facilities at December 31, 1997. The Company is recgxired to provideits respective share of financing for any additions to the facilities. Power
output and related expenses are shared based on proportionate ownership. The
Company's share of expenses associated with .these facilities is included in the
appropriate operating expenses in the Consolidated Statements of .Zncome. Under
PowerChoice, the Company will divest all of its fossil and hydro generation
assets with a net. book value of $ 1.1 billion,'ncluding its interests in jointly-
owned facilities.

In thousands of dollars

Roseton Steam Station
Units.Ho; ~ 1 and 2 (a). . ~ ~ .

Percentage
Ownership Utilit Plant

$ 96,110

Acct lated
De recintion

$ 54,130

Construction
Mork in Progress

$ 432

Oswego Steam Station
Unit Ho. 6 (b> . . . . . . ~ .

Nine Nile Point Nuclear
Station Unit No. 2 (c>

76 $ 270,316

$1,507,721

$125,089

$327,006

$ 39

$6,748,

(a) The remaining ownership interests are Central Hudson Gas and Electric Corporation (»Central
Hudson»), the operator of the plant (35X), and Consolidated Edison Company of New York, Inc.
(40X) ~ Output of Roseton Units No. 1 and 2, which have a capability of 1,200,000 Ol, is shared
in the same proportions as the cotenants'espective ownership interests.

(b) The Cospany is the operator. The remaining ownership interest is Rochester Gas and Electric
(»RGB») (24X). Output of Oswego Unit No. 6, which has a capability of 850,000 Ol, is shared
in the same proportions as the cotennnts'espective ownership interests.

(c) The Company is the operator. The remaining ownership interests are Long Island Lighting Ccmpnny
(»LILCO») (18X), New York State Electric 8 Gns Corporation (»NYSEG») (18X), RGSE (14X), and
Central Hudson (9X). Output of Unit 2, which has a capability of 1,143,000 Gl, is shared in the
same proportions as the cotennnts'espective ownership interests. In June 1997, LILCO and Long
Island Power Authority (»LIPA») entered into an agreement, whereby, upon completion of certain
transactions, LILCO's stock would be sold to LIPA. It is anticipated that LIPA would own
LILCO's 18X ownership interest in Unit 2. In July 1997, the Hew York State Public Authorities
Control Board unanimously approved the agreements related to the LIPA transaction, subJect to
certain conditions, and LILCO's stockholders subsequently approved this transaction.
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italization

AL STOCK

The Company is authorized to issue 185,000,000 shares of ctxtmon stock, $ 1 par value; 3,400,000 shares of preferred stock, $ 100 par value;
19,600,000 shares of preferred stock, $25 par value; and 8,000,000 shares of preference stock, $25 par value. The table helot smmarizes changes
in the capital stock issued and outstanding and the related capital accounts for 1995, 1996 and 1997:

Cotnnon Stock

$ 1 r value

Shares Amount*

$100 r value

Shares Non-
Redeemabl e~

Preferred Stock

Redeemable~ Shares

$25 r value

Non-
Redeemable"

Redeemable~ Capital Stock
Premiun and
Expense
(Net)*

Deccaher 31 ~ 1994:

Issued

Redeapt ions

Foreign currency
translation adjustment

20,657 21

(18,000)

144,311,466 $144,311 2,376,000 $210,000

(1,800) (366,000) (9,150) 1,319

3,141

$27,600 (a) 12,774,005 $230,000 $89,350 (a) $1,779,504

Oeceaher 31, 1995:

Issued.

144,332,123 $144,332 2,358,000 $210,000

33,091 33

$25,800 (a) 12,408,005 $230,000 $80,200 (a) $1,784,247

214

Redempt ions

Foreign currency
translation adjustment

(18,000) (1,800) (344,000) (8,600) (28)

(708)

Oeceaher 31, 1996:

Issued

144,365,214 $144,365 2,340,000 $210,000

54,137 54

$24,000 (a) 12,064,005 $230,000 $71,600 (a) $1,783,725

426

Red empt ions

Foreign currency
translation adjustment

(18,000) (1,800) (282,801) (7,070) 104

(4,567)

Deceaher 31 ~ 1997 144,419,351 $144,419 2,322,000 $210,000

~ In thousands of dollars
(a) Includes sinking fund requirements due Mithin one year.

$ 22,200 (a) 11,781,204 '230,000 $ 64,530 (a) $1,779,6M

The cunuiative amount of foreign currency translation adjustment at Decetther 31, 1997 Mas $ (15,448) ~
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NON-REDEEMABLE PREFERRED STOCK (Optionally Redeemable)

The Company had certain issues of preferred stock which provide for optional
redemption at December 31, as follows:

In thousands of dollars
Redemption price per share

(Before adding ace+minted dividends)

Series

Preferred

3.40K

3.60K

3.90K

4.'le
4.85K

5.25K

6.10K

7.72K

Shares

$100 par value:

200,000

350,000

240,000

210,000

250,000

200,000

250,000

400,000

1997

S 20,000

35,000

24,000

21,000

25,000

20,000

25,000

40,000

S 20,000

35,000

24,000

21,000

25,000

20,000

25,000

40,000

$ 103.50

104.85

106.00

102.00

102.00

102.00

101.00

102.36

Preferred $25 par value:

9.50K 6,000,000

Adjustable Rate-

150,000 150,000 25.00 (a)

Series A

Series C

1,200,000

2,000,000

30,000

50,000

$440,000

30,000

50,000

$440 000

25.00

25.00

(a) Not redeemable until 1999.
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MANDATORILYREDEKHABLE PREFERRED STOCK

At December 31,. the Company had certain issues of preferred stock, as detailed
below, which provide for mandatory and optional redemption. These series require
mandatory sinking funds for annual redemption and provide optional sinking funds
through which the Company may redeem, at par, a like amount of additional shares
(limited to 120,000 shares of the 7.45% series) . The option to redeem additional
amounts is not cumulative. The Company' five year mandatory sinking fund
redemption requirements for preferred stock, in thousands, for 1998 through 2002
are as follows: $ 10,120; $ 7,620; $ 7,620; $ 7,620 and $ 3,050, respectively. The
aggregate preference of preferred shares upon involuntary liquidation of the
Company is the aggregate par value of such shares, plus an amount equal to the
dividends accumulated and unpaid on such shares to the date of payment whether
or not earned or declared.

Series

Preferred $100 par value:

1996

In thousands of dollars

1996

Redemption price per share
(Before adding accumlated dividends)

Eventual
miniaun

7.45K

Preferred $25 par value:

240,000 $24,000 $101.69 $100.00

7.85K

8.375K

Adjustable Rate-

Series B

731,204

100,000

914,005

200,000

1,750,000 1,750,000

s sinking fund r irements

18,280

2,500

43,750

86,730

10,120

$76,610

22,850

5,000

43,750

95,600

8,870

$86,730

25.28

25.00

25.00

25.00

25.00
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LONG-TERM DEBT

Long-term debt at December 31 consisted of the following:

Series'ue in thousands of dollars

1996

First sertgage bonds:
6 1/4X
6 1/2X
9 1/2X
6 7/BX
9 1/4X
5 7/8).
6 7/By.
7 3/BX

8X
6 5/BX
9 3/4X
7 3/4X

*6 5/8).
9 1/2X
8 3/4'X
8 1/2X
7 7/BX

*8 7/8X
* 7.2X

1997
1998
2000
2001
2001
2002
2003
2003
2004
2005
2005
2006
2013
2021
2022
2023
2024
2025
2029

S

60,000
150,000
210,000
100,000
2M,000
85,000

220,000
300,0DD
110,000
150,000
275,000
45,600

150,000
150,000
165,000
210,000
75,000

115,705

S 40,000
60,000

150,000
210,000
100,000
230,000
85,000

220,000
300,000
110,000
150,000
275,000
45,600

150,000
150,000
165,000
210,000
75,000

115,705

Total First Hortgage Bonds
Prasissory notes:
~Adjustable Rate Series due

July 1, 2015
December 1, 2023
December 1, 2025"

December 1, 2026
Harch 1, 2027
July 1, 2027

Term Loan Agreement
Unsecured notes payable:
Hedium Term Notes, Various rates, due 2000-2004
Other
Unamortized remiua (discount)

TOTAL LMG-TERH DEBT

Less long-term debt due within one ear

*Tax-exempt pollution control related issues

2,801,305

100,000
69,800
75,000
50,000
25,760
93,200

105,000

20,000
154,'295
(9 884)

3,484,476
67 095

$3 417 381

2,841,305

100,000
69,800
75,000
50,000
25,760
93,200

105,000

20,000
156,606
(10 708)

3,525,963
48 084

$3 477'879
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Several series of First Mortgage Bonds and Promissory Notes were issued to
secure a like amount of tax-exempt revenue bonds issued by NYSERDA.
Approximately $ 414 million of such securities bear interest at a daily adjustable
interest r'ate (with a Company option to convert to other rates, including a fixed
interest rate which would require the Company to issue First Mortgage Bonds to
secure the debt) which averaged 3.63% for 1997 and 3.46% for 1996 and are
supported by bank direct pay letters of credit. Pursuant to agreements between
NYSERDA and the Company, proceeds from such issues were used for .the purpose of
financing the construction of certain pollution control facilities at the
Company's generating facilities or to refund outstanding tax-exempt bonds and
notes (see Note 6).

Other long-term debt in 1997 consists of obligations under capital leases
of approximately $ 29.7 million, a liability to the DOE for nuclear fuel disposal
of approximately $ 114.3 million and a liabilityfor ZPP contract terminations of
approximately $ 10.3 million. The aggregate maturities of long-term debt for the
five years subsequent to December 31, 1997, excluding capital leases, in
millions, are approximately $ 64, $ 108, $ 158, $ 310 and $ 230 xespectively. The
Company's aggregate maturities will increase significantly upon closing of the
MRA. See Ztem 7. Management's Discussion and Analysis of Financial Condition
and Results of Operations - "Master Restructuring Agreement and the PowerChoice
Agreement."

NOTS 6. Bank Credit Arran ements

The Company has an $ 804 million senior debt facility with a bank group
consisting of a $ 255 million term loan facility, a $ 125,million revolving creditfacility and $ 424 million for letters of credit. The letter of credit facility
provides credit support for the adjustable rate pollution control revenue bonds
issued through the NYSERDA discussed in Note 5. As of December 31, 1997, the
amount outstanding under the senior debt facility was $ 529 million, consisting
of $ 105 million under the term loan facility and a $ 424 million letter of credit,
leaving the Company with $ 275 million of borrowing capability under the facility.
The facility expires on June 30, 1999 (subject to earlier termination if the
Company separates its fossil/hydro generation business from its transmission and

~

~

distribution business, or any other significant restructuring plan). The
interest rate applicable to the facility is variable based on certain rate
options available under the agreement and currently approximates 7.7% (but cappedat 15%). The Company is currently negotiating with the lenders to replace the
senior debt facility with a larger facility to finance part of the MRA. The
Company did not have any short-term debt outstanding at December 31, 1997 and
1996.
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NOTB 7. Pederal and Porei Income Taxes

See Note 9 - "Tax Assessments."

Components of United States and foreign income before income taxes:

In thousands of dollars,
1997 1996 1995

United States . $125,027
Foreign . (1,621)
Consolidatin eliminations ................" 3 476

$269,128
28,522
17 402

$400,087
17,609
10 267

Income before extraordinar item and income taxes.... $119 930 $280 248 $407 429

Following is a summary of -the components of Federal and foreign income
tax and a reconciliation between the amount of Federal income tax expense
reported in the Consolidated Statements of Income and the computed amount
at the statutory tax rate:

Coaponents of Federal and foreign incma taxes:

In thousands of dollars
1996~ 1995

Current tax expense: Federal ~...... ~ ~... S 77,565

77 565

S 96,011
3 708

99 719

$ 67,366
3 900

71 266

Deferred tax expense: Federal ............ (18,664) ., 382
Foref n . . . . . . . . . . . . 1 194 2 393

17 470

84,002
4 125

88 127

Total ....................... S 60 095 $ 102 494 $ 159 393

Reconciliation between Federal and foreign inde taxes and the tax coasted at prevailing U.S. statutory
rate on inccse before incme taxes:

C ted tax .................... S 41 975 S 98 087 $142 601

Increase (reduction) attributable to floM-through of certain tax adjustments:

Depreciation
Cost of removal
Deferred investment tax credit amortization

ther0

36,411
(8,168)
(7,454)
2 669

18 120

28,103
(8,849)
(8,018)
6 829
4 407

31,033 ~
(90247)~
(8,589)
3 595

16 792

Federal and forei n income taxes .......... S 60 095 $ 102 494 $159 393

At December 31, the deferred tax liabilities (assets) were comprised of the
following:

' In thousands of dollars
1997 1996

I3ouerChoice charge......... S (66,500)

Alternative miniate tax...... (17,448)

Unbi l led revenue ......... (88,859)

other............... ~2CT 438

Total deterred tax assets .. ~420 2C5

Depreciation related . . . . . . . 1,358,827

Investment tax credit related . . . 79,858

Other . 302 072

Total deicrred tcx liabilities 1 740 777

Accmrmlatcd deierrcd income taxes . 01 320 532

* Does not include the deferred tax benefit of $ 36,
the extraordinary item for the discontinuance
principles.

s

(64,313)

(83,577)

~237 850>

~385 7407

1,421,550

84,294

237 CIC

1 7C3 258

81 357 518

273 in 1996 associated with
of regulatory accounting
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NOTB 8. Pension and Other Retirement Plans

The Company and certain of its subsidiaries have non-contributory, defined-
benefit pension plans covering substantially all their employees. Benefits are
based on the employee's years of service and compensation level. The Company's
general policy is to fund the pension costs accrued with consideration given to
the maximum amount that can be deducted for Federal income tax purposes.

Net pension cost for 1997, 1996 and 1995 included the following components:

In thousands of dollars

Service cost - benefits earned during the period. . . .

Interest cost on projected benefit obligation ~ . . . .

Actual return on plan assets . ~... ~

Net amortization and deferral . . . . . . . . . . . . .

S 27,100

75 g 200

(188,200)

100,400

S 25,000

71,700

(134,100)

55,700

S 22,500

73,000

(215,600)

140,300

Tote nsion cost 1 S 14 500 $ '18 300 $ 20 200

(1) $3.2 million for 1997, $3.8 million for 1996 and $4.1 million for 1995 was related to
construction labor and, accordingly, Mas charged to construction projects.

The followincr table sets forth the plan's funded status and amounts
recognized in the Company's Consolidated Balance Sheets:

At Decerher 31

Actuarial present value of accumjlated benefit obligations:

Vested benefits

Non-vested benefits. .

In thousands of dollars
1996

S 990,415 $ 803,202

83,107

Accumulated benefit obligations . 1,063,845

Additional amounts related to projected pay increases...... ~.... 108,M3

886,309

141,472

Projected benefits obligation for service rendered to date....... ~ . 1,172,428 1,027,781

Plan assets at fair value, consisting primarily of listed stocks,
bonds, other fixed income obligations and insurance contracts..... (1,304,338) (1,159,822)

Plan assets in excess of projected benefit obligations...........
Unrecognized net obligation at January 1, 1987 being recognized over

approximately 19 years . . . . . . . ~ ~ ~ ~ ~ ~ ~ ~ ~ ~ ~ \ ~

Unrecognized net gain from actual return on plan assets different from
that, assumed. ~ ~ ~ ~ ~ ~ ~ ~ ~ ~ ~ ~ ~ ~ ~ ~

Unrecognized net gain from past experience different from that assuned
and effects of changes in assurptions amortized over 10 years. . . . .

Prior service cost not yet recognized in net periodic pension cost: . . . .

(131,910)

(19,446)

2&5,100

19,920

(50,473)

(132,041)

(22,005)

219,680

66,129

(49,651)

Pension liabi lit included in the consolidated balance sheets . . . . . . . S 83 191 $ 82 112

Principle Actuarial Assumptions (X):

Discount Rate.
Rate of increase in future compensation levels

(plus merit increases) . ~

Lon -term rate of return on lan assets.

7.00

2.50
9.25

7.50

2.50
9.25

-74-



In addition to providing pension benefits, the Company and its subsidiaries
provide certain health care and life insurance benefits for active and retired
employees and dependents. Under current policies, substantially all of the
Company's employees may, be eligible for continuation of some of these benefits
upon normal or early retirement.

The Company accounts for the cost of these benefits in accordance with PSC
policy requirements which comply with SFAS No. 106. The Company has established
various trusts to fund its future postretirement benefit obligation. In 1997,
1996 and 1995, the Company made contributions to such trusts of approximately
$ 13.5 million, $28.5 million and $ 53.1 million, respectively, which represent the
amount received in rates and from cotenants.

Net postretirement benefit cost for 1997, 1996 and 1995 included the
following components:

Service cost - benefits attributed to service during the period . . . .

Interest cost on accmalated benefit obligation

In thousands of dollars

1997 1996 1995

$12,300 $12,900 $12,600

37,500 45,400

Actual return on plan assets.. ~ ~ ~ ~ ~ (24,500) (12,900) (11,200)

Amortization of the transition'obligation over 20 years...... ~ .

Het amortization.

10,900

9,500

13,500 18,800

6 000 14,600

Total postretirement benefit cost $43,000 $57,000 $80,200.

The following table sets forth the plan's funded status and amounts
recognized in the Company's Consolidated Balance Sheets:

Actuarial present value of accumlated benefit obligations:

Retired and surviving spouses . . . . . . . . .

Active eligible ~ .

Active ineligible .

Accumlated benefit obligation .

At December 31

In thousands of dollars

1997 1W6 ~
$392,832 $370,259

31,030

69 441

519,851 470,730

Plan assets at fair value, consisting primarily of listed stocks,
bonds and other fixed obligations

Accumulated postretirement benefit obligation in excess of plan assets ..
Unrecognized net loss from past experience different from that assigned and

effects of changes in assumptions... ~... ~..........
Prior service cost not yet recognized in postretirement benefit cost . . .

Unrecognized transition obligation being amortized over 20 years . . . . .

Accrued postretirement benefit liability included in the
consolidated balance sheet ~ ~ ~ ~ ~ ~ ~ ~ 0 ~ ~ ~ ~ ~ ~ ~ ~ ~

(181 101) (143 071)

338,750 327,659

(48,466) (36,048)

30,M6 39,205

(163,350) (174,240)

$157,020 $156,576

Principal actuarial assumptions ()l):

Discount rate
Long-term rate of return on plan assets . .
Health care cost trend rate:

Pre 65 ' ~ ~

Post-65 . .

7.00
9.25

7.00
6.00

7.50
8.00

8.00
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During 1996, the Company changed the eligibility requirements for plan
benefits for employees who retire after May 1, 1996. Generally, plan benefits
are now accrued for eligible participants beginning after age 45. Previous to
this change, the Company accrued these benefits over the employees'ervice life.
The effect of this change resulted in a decrease in the accumulated benefit
obligation for active ineligible employees.

At December 31, 1997, the assumed health cost trend rates gradually decline
to 5.0% in 2001. If the health care cost trend rate was increased by one
percent, the accumulated postretirement benefit obligation as of December 31,
1997 would increase by approximately 6.7% and the aggregate of the service and
interest cost component of net periodic postretirement benefit cost for the year
would increase by approximately 5.8%.

The Company recognizes the obligation to provide postemployment benefitsif the obligation is attributable to employees'ast services, rights to those
benefits are vested, payment is probable and the amount of the benefits can be
reasonably estimated. At December 31, 1997 and 1996, the Company's
postemployment benefit obligation is approximately $ 13 ~ 3 million and $ 13 million,
respectively.
NOTE 9. Commitments and Contin encies

See Note 2.

Long-term Contracts for the Purchase of Electric Power: At January 1,
1998, the Company had long-term contracts to purchase, electric power from the
following generating facilities owned by NYPA:

Facility

Niagara - hydroelectric project . . . . .

St. LaMrence - hydroelectric project. . .

Blenheim-Gi lboa - pumped storage
generating station. . . . . . . . . . .

Expiration date
of contract

2007

2007

2002

Purchased
capacity

in N
951

270

Estimated
annual

ca cit cost

$27,369,000

1,300,000

7,500,000

1,325 $36,169,000

The purchase capacities shown above are based on the contracts currently
in effect. The estimated annual capacity costs are subject to price escalation
and are exclusive of applicable energy charges. The total cost of purchases
under these contracts and the recently cancelled contract with Fitzpatrick
nuclear plant was approximately, in millions, $ 91.0, $ 93.3 and $ 92.5 for the
years 1997, 1996 and 1995, respectively. In May 1997, the Company cancelled its
commitment to purchase 110 MW of capacity from the Fitzpatrick facility. The
Company continues to have a contract with Fitzpatrick to purchase for resale up
to 46 MW of power for NYPA's economic development customers.

Under the requirements of PURPA, the Company is required to purchase power
generated by IPPs, as defined therein. The Company has 141'PAs with 148
facilities, of which 143 are on line, amounting to approximately 2,695 MW of
capacity at December 31, 1997. Of this amount 2,382 MW is considered firm. The
following table shows the payments for fixed and other capacity costs, and energy
and related taxes the Company estimates it will be obligated to make under these
contracts without giving effect to the MRA. The payments are subject to the
tested capacity and availability of the facilities, scheduling and price
escalation.
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(Zn thousands of dollars)
Schedulable Fixed Costs Variable Costs

Year Capacity Other Energy and Taxes Total

1998 $ 247,740

1999 252,130

2000 242,030

2001 244, 620

2002 248,940

$41, 420

42,450
44,080

45,650

47,330

$ 906,590

943,720

974,080

1,042,380
1,063,830

$1, 195, 750

1,238,300
1,260,190
1,332,650
1,360, 100

The capacity and other fixed costs relate to contracts with 11
facilities, where the Company is required to make capacity and other fixed
payments, including payments when a facility is not operating but available for
service. These 11 facilities account for approximately 774 MW of capacity, with
contract lengths ranging from 20 to 35 years. The terms of these existing
contracts allow the Company to schedule energy deliveries from the facilities and
then pay for the energy delivered. The Company estimates the fixed payments
under these contracts will aggregate to approximately $ 8 billion over their
terms, using escalated contract rates. Contracts relating to the remaining
facilities in service at December 31, 1997, require the Company to pay only when
energy is delivered, except when the Company decides that it would be better to
pay a particular project a reduced energy payment to have the project reduce its
high priced energy deliveries as described below. The Company currently recovers
schedulable capacity through base rates and .energy payments, taxes and other
schedulable fixed costs through the FAC. The Company paid approximately $ 1,106
million, $1,088 million and $ 980 million in 1997, 1996 and 1995 for 13,500,000
MWh, 13,800,000 MWh and 14;000,000 MWh, respectively, of electric power under all
ZPP contracts.

On July 9, 1997, the Company announced the MRA to terminate, restate o
amend certain ZPP power purchase contracts. As a result of negotiations, the
currently provides for the termination, restatement or amendment of 28 PPAs with
15 ZPPs, in exchange for an aggregate of approximately $ 3,616 million in cash
and 42.9 million shares of the Company's common stock and certain fixed price
swap contracts. Under the terms of the MRA, the Company would terminate PPAs
representing approximately 1, 180 MW of capacity and restate contracts
representing 583 MW of capacity. The restated contracts are structured to be in
the form of financial swaps with fixed prices for the first two years changing
to an indexed pricing formula thereafter. The contract quantities are fixed for
the full ten year term of the contracts. The MRA also requires the Company to
provide the ZPP Parties with a number of fixed price swap contracts with a term
of seven years beginning in 2003. The terms of the MRA have been and continue
to be modified.

Since 1996, the Company has negotiated 2 long term and several limited term
contract amendments whereby the Company can reduce the energy deliveries from the
facilities. These reduced energy agreements resulted in a reduction of ZPP
deliveries of approximately 1,010,000 MWh and 984,000 MWh during 1997 and 1996,
respectively.

Sale of Customer Receivables: The Company has established a single-
purpose, wholly-owned financing subsidiary, NM Receivables Corp., whose business
consists of the purchase and resale of an undivided interest in a designated pool
of customer receivables, including accrued unbilled revenues. For receivables
sold, the Company has retained collection and administrative responsibilities as
agent for the purchaser. As collections reduce previously sold undivided

'nterests,new receivables are customarily sold. NM Receivables Corp. has its
own separate creditors which, upon liquidation of NM Receivables Corp., will be
entitled to be satisfied out of its assets prior to any value becoming available
to the Company. The sale of receivables are in fee simple for a reasonabl
equivalent value and are not secured loans. Some receivables have be
contributed in the form of a capital contribution to NM Receivables Corp. in fe
simple for reasonably equivalent value, and all receivables transferred to NM
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Receivables Corp. are assets owned by NM Receivables Corp. in fee simple and are
not available to pay the parent Company's creditors.

At December 31, 1997 and 1996, $ 144.1 and $ 250 million, respectively, of
receivables had been sold by NM Receivables, Corp. to a third party. The
undivided interest in the designated pool of receivables was sold with limited
recourse. The agreement provides for a formula based loss reserve pursuant to
which additional custome'r receivables are assigned to the purchaser to protect

'gainstbad debts. At December 31, 1997, the amount of additional receivables
assigned to the purchaser, as a loss reserve, was approximately $ 64.4 million.
Although this represents the formula-based amount of credit exposure at December
31, 1997 under the agreement, historical l'osses have been substantially less.

To the extent actual loss experience of the pool receivables exceeds the
loss reserve, the purchaser absorbs the excess. Concentrations of credit risk
to the purchaser with respect to accounts receivable are limited due to the
Company's large, diverse customer base within its service territory. The Company
generally does not require collateral, i.e., customer deposits.

Tax Assessments: The Internal Revenue Service ("IRS") has conducted an
examination of the Company's federal income tax returns for the years 1989 and
1990 and issued a Revenue Agents'eport. The ZRS has raised an issue concerning
the deductibility of payments made to ZPPs in accordance with certain contracts
that include a provision for a tracking account. A tracking account represents
amounts that these mandated contracts required the Company to pay IPPs in excess
of the Company's avoided costs, including a carrying charge. The ZRS proposes
to disallow a current deduction for amounts paid in excess of the avoided costs
of the Company. Although the Company believes that any such disallowances for
the years 1989 and 1990 willnot have a material impact on its financial position
or results of operations, it believes that a disallowance for these above-market
payments for the years subsequent to 1990 could have a material adverse affect
on its cash flows. To the extent that contracts involving tracking accounts are
terminated or restated or amended under the MRA with IPP Parties as described in
Note 2, the effects of any proposed disallowance would be mitigated with respect
to the ZPP Parties covered under the MRA. The Company is vigorously defending
its position on this issue. The ZRS is currently conducting its examination of
the Company's federal income tax returns for the years 1991 through 1993.

Environmental Contingencies: The public utility industry typically
utilizes and/or generates in its operations a broad range of hazardous and
potentially hazardous wastes and by-products. The Company believes it is
handling identified wastes and by-products in a manner consistent with federal,
state and local requirements and has implemented an environmental audit program
to identify any potential areas of concern and,aid in compliance with such
requirements. The Company is also currently conducting a program to investigate
and restore, as necessary to meet current environmental standards, certain
properties associated with its former gas manufacturing process and other
pr'operties which the Company has learned may be contaminated with industrial
waste, as well as investigating identified industrial waste sites as to which it
may be determined that the Company contributed. The Company has also been
advised that various federal, state or local agencies believe certain properties
require investigation and has prioritized the sites based on available
information in order to enhance the management of investigation and remediation,if necessary.

The Company is currently aware of 124 sites with which it has been or may
be associated, including 76 which are Company-owned. The number of owned sites
increased as the Company has established a program to identify and actively
manage potential areas of concern at its electric substations. This effort
resulted in identifying an additional 32 sites. With respect to non-owned sites,
the Company may be required to contribute some proportionate share of remedial
costs. Although one party can, as a matter of law, be held liable for all of the
remedial costs at a site, regardless of fault, in practice costs are usually
allocated among PRPs.

Investigations at each of the Company-owned sites are designed to (1)
determine if environmental contamination problems exist, (2) if necessary,
determine the appropriate remedial actions and (3) where appropriate, identify
other parties who should bear some or all of the cost of remediation. Legal
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action against such other parties will be initiated where appropriate. After
site investigations are completed, the Company expects to determine site-specific
remedial actions and to estimate the attendant costs for restoration. However,
since investigations are ongoing for most sites, the estimated cost of remedial
action is subject to change.

Estimates of the cost of remediation and post-remedial monitoring are based
upon a variety of factors, including identified or potential contaminants;
location, size and use of the site; proximity to sensitive resources; status of
regulatory investigation and knowledge of activities and costs at similarly
situated sites. Additionally, the Company's estimating process includes an
initiative where these factors are developed and reviewed using direct input and
support obtained from the DEC. Actual Company expenditures are dependent upon
the total cost of investigation and remediation and the ultimate determination
of the Company's share of responsibility for such costs, as well as the financial
viabilityof other identified responsible parties since clean-up obligations are
joint and several. The Company has denied any responsibility at certain of these
PRP sites and is contesting liability accordingly.

As a consequence of site characterizations and assessments completed to
date and negotiations with PRPs, the Company has accrued a liability in the
amount of $ 220 million, which is reflected in the Company's Consolidated Balance
Sheets at December 31, 1997. The potential high end of the range is presently
estimated at approximately $ 650 million, including approximately $ 285 million in
the unlikely event the Company is required to assume 100% responsibility at non-
owned sites. The amount accrued at December 31, 1997, incorporates the
additional electric substations, previously mentioned, and a change in the method
used to estimate the liabilityfor 27 of the Company's largest sites to rely upon
a decision analysis approach. This method includes developing several
remediation approaches for each of the 27 sites, using the factors previously
described, and then assigning a probability to each approach. The probability
represents the Company's best estimate of the likelihood of the approach
occurring using input received directly from the DEC. The probable costs for
each approach are then calculated to arrive at an expected value. While this
approach calculates a range of outcomes for each site, the Company has accrued
the sum of the expected values for these sites. The amount accrued for the
Company' remaining sites is determined through feasibility studies o
engineering estimates, the Company's estimated share of a PRP allocation or wher
no better estimate is available, the,low end of a range of possible outcomes.
In addition, the Company has recorded a regulatory asset representing the
remediation obligations to be recovered from ratepayers. Powerchoice provides
for the continued application of deferral accounting for cost differences
resulting from this effort.

In October 1997, the Company submitted a draft feasibility study to the
DEC, which included the Company's Harbor Point site and five surrounding non-
owned sites. The study indicates a range of viable remedial approaches, however,
a final determination has not been made concerning the remedial approach to be
taken. This range consists of a low end of $ 22 million and a high end of $ 230
million, with an expected value calculation of $ 51 million, which is included in
the amounts accrued at December 31, 1997. The range represents the total costs
to remediate the properties and does not consider contributions from other PRPs.
The Company anticipates receiving comments from the DEC on the draft feasibility
study by the spring of 1999. At this time, the Company cannot definitively
predict the nature of the DEC proposed remedial action plan or the range of
remediation costs it 'will require. While the Company does not expect to be
responsible for the entire cost to remediate these. properties, it is not possible
at this time to determine its share of the cost of remediation. In May 1995, the
Company filed a complaint pursuant to applicable Federal and New York State law,
in the U.S. District Court for the Northern District of New York against several
defendants seeking recovery of past and future costs associated with the
investigation and remediation of the Harbor Point and surrounding sites. In a
motion currently pending before the court, the New York State Attorney General
has moved to dismiss the Company's claims against the State of New York, the New
York State Department of Transportation, the Thruway Authority and Canal
Corporation. The Company has opposed this motion. The case management order
presently calls for the close of discovery on December 31, 1998. As a resul
the Company cannot predict the outcome of the pending litigation against othe
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PRPs or the allocation of the Company's share of the costs to remediate the
Harbor Point and surrounding sites.

Where appropriate, the Company has provided notices of insurance claims to
carriers with respect to the investigation and remediation costs for manufactured
gas plant, industrial waste sites and sites for which the Company has been
identified as a PRP. To date, the Company has reached settlements with a number
of insurance carriers, resulting in payments to the Company of approximately $ 36
million, net of costs incurred in pursuing recoveries. Under PowerChoice the
electric portion or approximately $ 32 million will be amortized over 10 years.
The remaining portion relates to the gas business and is being amortized over the
three year settlement period.

Construction Program: The Company is committed to an ongoing construction
program to assure delivery of its electric and gas services. The Company
presently estimates that the construction program for the years 1998 through 2002
will require approximately $ 1.4 billion, excluding AFC and nuclear fuel. For the
years 1998 through 2002, the estimates, in millions, are $ 328, $ 269, $ 264, $ 275
and $300, respectively, which includes $ 26, $25, $22, $ 20 and $38, respectively,
related to non-nuclear generation. The impact of the ice storm (see Note 13) on
the construction program will not be known until restoration efforts have been
completed. These amounts are reviewed by management as circumstances dictate.

Under PowerChoice, the Company will separate, through sale or spin-off, the
Company's non-nuclear power generation business from the remainder of the
business.

Gas Supply, Storage and Pipeline Commitments: In connection with its gas
business, the Company has long-term commitments with a variety of suppliers and
pipelines to purchase gas commodity, provide gas storage capability and transport
gas commodity on interstate gas pipelines. The table below sets forth the
Company's estimated commitments at December 31, 1997, for the next five years,
and thereafter.

(1n thousands of dollars)
Year Gas Stora e Pi eline
1998

1999

2000

2001

$ 103)990

78,380

56,110

53, 140

$ 95, 720

99,490

81, 550

60, 170

2002 39,860 26,610

Thereafter 155,560 71, 130

With respect to firm gas supply commitments, the amounts are based upon
volumes specified in the contracts giving consideration for the minimum take
provisions. Commodity prices are based on New York Mercantile Exchange quotes
and reservation charges, when applicable. For storage and pipeline capacity
commitments, amounts are based upon volumes specif ied in the contracts, and
represent demand charges priced at current filed tariffs.

At December 31, 1997, the Company' firm gas supply commitments extend
through October 2006, while the gas storage and transportation commitments extend
through October 2012. Beginning in May 1996, as a result of a generic rate
proceeding, the Company was required to implement service unbundling, where
customers could choose to buy natural gas from sources other than the Company.
To date the migration has not resulted in any stranded costs since the PSC has
allowed utilities to assign the pipeline capacity to the customers choosing
another supplier. This assignment is allowed during a three-year period ending
March 1999, at which time the PSC will decide on methods for dealing with the
remaining unassigned or excess capacity. In September 1997, the PSC indicated
that it is unlikely utilities will be allowed to continue to assign pipeline
capacity to departing customers after March 1999. The Company is unable to
predict how the PSC will resolve these issues.
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NOTE 10. Pair Value of Financial and Derivative Pinancial Instruments

The following methods and assumptions were used to estimate the fair value
of each class of financial instruments:

Cash and short-term investments: The carrying amount approximates fair
value because of the short maturity of the financial instruments.

Long-term debt and mandatorily redeemable preferred stock: The fair value
of fixed rate long-term debt and redeemable preferred stock is estimated using
quoted market prices where available or discounting remaining cash flows at the
Company's incremental borrowing rate. The carrying value of NYSERDA bonds and
other long-term debt are considered to approximate fair value.

Derivative financial instruments: The fair value of futures and forward
contracts are determined using quoted market prices and broker quotes.

The financial instruments held or issued by the Company are for purposes
other than trading. The estimated fair values of the Company's financial
instruments are as follows:

At December 31,

In thousands of dollars.,

1996

Cash and short-term investments ~ . ~ .

Mandatorily redeemable preferred stock.

Long-term debt: First Hortgage bonds .

Heditm-term notes

Promissory notes . . .

Other

Carrying
Aaxxmt

S 378,232

86,730

2,801,305

20,000

413,760

229,634

Fair Value

S 378,232

87,328

2,878,368

22,944

413,760

229,634

Carrying
Amount

S 325,398

95,600

2,841,305

20,000

413,760

228,461

Fair Value

S 325,398

86,516

2,690,707

21,994

413,760'e
ln 1997, the Company's energy marketing subsidiary began to engage in both

trading and non-trading activities generally using gas futures and electric and
gas forward contracts. At December 31, 1997, for both trading and non-trading
activities, the fair value of long 'and short positions was approximately $ 59.9
million and $ 57.6 million, respectively. These fair values exceed the weighted
average fair value of open positions for the period ending December 31, 1997.
The positions above extend for a period of less than one year. With respect to
the'se activities the Company does not have any material counterparty credit risk
at December 31, 1997.

Transactions entered into for trading purposes are accounted for on a mark-
to-market basis with changes in fair value recognized as a gain or loss in the
period of the change. At December 31, 1997, the open trading positions consisted
of off-balance sheet electric and gas forward contracts. These positions
consisted of long and short electric forward contracts with fair values of $ 45.3
million (1,878,000 MWh) and $44.3 million (1,778,000 MWh), respectively, and long
and short gas forward contracts with fair values of $ 9.4 million (7.1 million
Dth) and $ 10.2 million (7.3 million Dth), respectively. The quantities above
represent notional contract quantities. The effects of trading activities on the
Company's 1997 results of operations were not material.

Activities for non-trading purposes generally consist of transactions
entered into to hedg'e the market fluctuations of contractual and anticipated
commitments. Gas futures contracts are primarily used for hedging purposes. The
change in fair value of these transactions are deferred until the gain or loss
on the hedged item is recognized. The fair value of open positions for non-
trading purposes at December 31, 1997, as well as the effect of these activitie
on the Company' results of operations for the same period ending, was n
material.
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The Company's investments in debt and equity securities consist of trust
funds for the purpose of funding the nuclear decommissioning of Unit 1 and its
share of Unit 2 (see Note 3 - "Nuclear Plant Decommissioning" ), short- term
investments held by Opinac Energy Corporation (a subsidiary) and a trust fund for
certain pension benefits. The Company has classified all investments in debt and
equity securities as available for sale and has recorded all such investments at
their fair market value at December 31, 1997. The proceeds from the sale of
investments were $ 159.7 million, $ 99.4 million and $ 70.3 million in 1997, 1996
and 1995, respectively. Net realized and unrealized gains and losses related to
the nuclear decommissioning, trust are reflected in "Accumulated depreciation and
amortization" on the Consolidated Balance Sheets, which is consistent with the
method used by the Company to account for the decommissioning costs recovered in
rates. The unrealized gains and losses related to the investments held by Opinac
Energy Corporation and the pension trus't are included, net of 0 tax, in "Common
stockholders'quity" on the Consolidated Balance Sheets, while the realized
gains and losses are included in "Other income and deductions" on the
Consolidated Income Statements. The recorded fair values and cost basis of the
Company's investments in debt and equity securities is as follows:

At December 31,

In thousands of dollars

1996

Security
Type

U.S. Goverment
Obligations. . ~ . ~

Comnercial Paper ..
Tax Exerpt
Obligations. . . . .

Corporate
Obl igat ions.

r ~ ~ ~ ~ ~ ~ ~ ~

Gross
Unrealized

Cost Gain (Loss) Fair Value

106,035 1,542 107,577

80,115 5,884 (55) 85,944

92,949 17,368 (830) 109,487

3025 - - 3025

5296 260 $26 650 ~$ 009 5322 029

S 14,136 S 1,864 S (4) S 15,996

Gross
Unrealized

Cost Gain (Loss) Fair Value

75,590 3,209 (147) 78,652

62,723 8,524 (422) 70,825

2 506 2 506

$256 176 $14 DD2 ~06D2 $269 576

$ 24,782 S 1,530 S (33) S 26,279

90,495 739 - 91,234

Using the specific identification method to determine cost, the gross
realized gains and gross realized losses were:

Year Ended December 31

Realized gains.....
Realized losses . . . .

1997

$30487

In thousands of dollars

$2,121

806

1995

$2,523

328

The contractual maturities of the Company's investments in debt securities
is as follows:

In thousands of'dollars

At December 31, 1997

Less than 1 year.

1 year to 5 years

5 years to 10 years . . . . . . . . ... . .

Due after 10 years. . . . ~ ~ . . . . . . .

Fair Value

$106,677

10,845

52,526

113,946

Cost

$105,135

10,654

50,351

104,353
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NOTB 11. Stock Based Com ensation

Under the Company's stock compensation plans, stock units and stock
appreciation rights ("SARs") may be granted to officers, key employees and
directors. In addition, the Company's plans allow for the grant of stock options
to officers. In 1997, 1996 and 1995 the Company granted 209,918 units and
296,300 SARs, 291,228 units and 376,600 SARs and 169,500 units and 414,000 SARs,
respectively. Also, in'995 the Company granted 85,375 stock options. At
December 31, 1997, there were 668, 132 units, 1,086,900 SARs and 298,583 options
outstanding. Stock units are payable in cash at the end of a defined vesting
period, determined at the date of the grant, based upon the Company's stock price
for a defined period. SARs become exercisable, as determined at the grant date,
and are payable in cash based upon the increase in the Company's stock price from
a specified level. As such, for these awards, compensation expense is recognized
over the vesting period of the award based upon changes in the Company's stock
price for that period. Options were granted over the period 1992 to 1995 and
become exercisable three years and expire ten years from the'grant date. These
options are all considered to be antidilutive for EPS calculations. Included in
the results of operations for the years ending 1997 and 1996, is approximately
$3.2 and $2.6 million, respectively, related to these plans.

As permitted by SFAS No. 123 - "Accounting for Stock-Based Compensation"
("SFAS No. 123") the Company has elected to follow Accounting Principles Board
Opinion No. 25-"Accounting for Stock Issued to Employees" (APB No. 25) and
related interpretations in accounting for its employee stock options. Under APB
No. 25, no compensation expense is recognized for stock, options because the
exercise price of the Company's employee stock options. equals the market price
of the underlying stock on the grant date. Since stock units and SARs are
payable. in cash, the accounting under APB No. 25 and SFAS No. 123 is the same.
Therefore, the pro-forma disclosure of information regarding net income, as
required by SFAS No. 123, relates only to the Company's outstanding stock
options, the effect of which is immaterial to the financial statements for the
years ended 1997, 1996 and 1995. There is no effect on earnings per share for
these years resulting from the pro-forma adjustments to net income.
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NOTE 12. Xnformation Re ardin the Electric and Gas Businesses

The Company is engaged principally in the business of production, purchase,
transmission, distribution and sale of electricity and the purchase,
distribution, sale and transportation of gas in New York State. The Company
provides electric service to the public in an area of New York State having a
.total population of about 3, 500, 000, including among others, the cities of
Buffalo, Syracuse, Albany, Utica, Schenectady, Niagara Falls, Watertown and Troy.
The Company distributes or transports natural gas in areas of central, northern
and eastern New York having a total population of about 1,700,000 nearly all
within the Company's electric service area. Certain information regarding the
Company's electric and natural gas segments is set forth in the following table.
General corporate expenses, property common to both segments and depreciation of
such common property have been allocated to the segments in accordance with the
practice established for regulatory purposes. Identifiable assets include netutility plant, materials and supplies, deferred finance charges, deferred
recoverable energy costs and certain other regulatory and other assets.
Corporate assets consist of other property and investments, cash, accounts
receivable, prepayments, unamortized debt expense and certain other regulatory
'and other assets. At December 31, 1997, total plant assets consisted of
approximately 24% Nuclear, 20% Fossil/Hydro, 42% Transmission and Distribution,
11% Gas and 3% Common.

In thousands of dollars
1997 1996 1995

Operating rcveraessElectric........... $3,309,441
656 963

$3,308,979
681 67C

$3,335,548
581 790

Total . . . . . . . . . . . . . . . . . $3 966 404 $3 990 653 $3 917 338

Operating incose:
Electric ~ ..

SS ~ ~ ~ ~ ~ ~ ~G

S 462,240
96 599

$ 438,590
83 748

$ 587,282
96 752

Total . s 558 839 $ 522 338 S 684 034

Other Inuec and (deductions)s
Electr lc

Sub tote l o ~ ~ ~ ~ ~ ~

Other income ..
Interest char es

S 190 000
368,839
24,997

273 906

s
522,338
35,943

278 033

s
684,034

3,069
279 674

Income before federal and forei n income taxes $ 119 930 S 280 248 S 407 429

Federal and foreign inde taxes:
E lec 'tr Ic ~ ~ ~ ~ ~ ~ ~ ~

asG

Total
ncome ore extraor snar stem

S 30,090
30 005
60 095

$ 133,246
26 147

s 79,574
22 920

102 494 159 393

Depreciation and emrtizations
Electric .

as ~ ~ ~ ~ ~ ~G

Total

Construction expenditures
(including nuclear fuel):
Electric ..as, ~, ~ ~ ~ ~ ~ ~G

Total

S 3'11,683
27 958

S 339 641

S 221,915
68 842

S 290 757

S 302,825
27 002

S 329 827

S 277,505
74 5C4

$ 352 049

S 292,995
24 836

$ 317 831

S 285,722
60 082

S 345 804

Identifiable assets:
Elect/ ic ~ ~ ~ ~ ~ ~ ~ ~ ~

G aS ~ ~ ~ ~ ~ ~ ~ ~ ~ ~

Total ~ ~ ~ ~ ~ ~ ~ ~

Cor rate assets
Total assets

$7,257,163
1 185 001
8,442,164
1 1C1 977

$9 584 141

$7,592,287
1 123 045
8,715,332

762 537

$7,372,370
1 203 184
8,575,554

852 081
$9 427 635 $9 477 869
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Note 13. Subse ent Event

In early January 1998, a major ice storm and flooding caused extensive damage in
a large area of northern New York. The Company's electric transmission and
distribution facilities in an area of approximately 7,000 square miles were dama
interrupting service to approximately 120, 000 of the Company' customers,
approximately 300,000 people. The Company had to rebuild much of its transmis
and distribution system to restore power in this area. By the end of January 19
service to all customers was restored; however, the final costs of the storm will not
be known as crews continue to make final repairs to temporary measures to restore
service and salvage operations "cannot be completed until spring.

The preliminary estimate of the total cost of the restoration and rebuild efforts
could exceed $ 125 million. A portion of the cost will be capitalized; however, at
this time, the Company is unable to determine the capital portion until rebuild
efforts have been completed and all labor, material and other costs, including charges
from other utilities and contractors, have been received and analyzed.

The Company is pursuing federal disaster relief assistance and is working with
its insurance carriers to assess what portion of the rebuild costs are covered by
insurance policies. The Company is also analyzing potential available options for
state financial aid. The Company is unable to determine what recoveries, if any, it
may receive from these sources.

Absent recovery, the Company would face a charge to earnings in the first quarter
of 1998 to reflect its estimate of unrecoverable, non-capitalized costs.
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NOTE 14. uarterl Financial Data Unaudited

Operating revenues, operating income, net income (loss) and earnings (loss) per
common share by quarters from 1997, 1996 and 1995, respectively, are shown in the
following table. The Company, in its opinion, has included all adjustments necessary
for a fair presentation of the results of operations for the quarters. Due to the
seasonal nature of the utilitybusiness, the annual amounts are not generated evenly
by quarter during the year. The Company's quarterly results of operations reflect
the seasonal nature of its business, with peak electric loads in summer and winter
periods. Gas sales peak in the winter.

In thousands of dollars

Quarter
Ended

December 31, 1997
1996
1995

Operating
revenues

$ 960,304
971,106
966,478

Operating
income

$ 86,024
117,832
132,228

Net
income
(loss)

$ (115,619)
(25,808)
27,874

Basic and
Diluted
Earnings

(loss) per
comnon share

$ (.86)
(.24)

~ 13

Septaaber 30, 1997
1996
1995

$ 896,570
895,713
887,231

$110,174
47,119

142,732

$ 31,683
(12,916)
46,941

$ .15
(.16)

.26

dam 30, 1997
1996
1995

$ 945,698
960,771
938,816

$130,704
142,755
152,297

$ 40,749
52,992
54,485

'$ .22
~ 30
.31

March 31, 1997
1996
1995

$1 ~ 163,832
1,163,063
1, '124,813"

$231,937
214,632
256,777

$ 103,022
96,122

118,736

$ .65
.60
.75

In the fourth quarter of 1997 the Company wrote-off $ 190.0 million (85 cents per
share) for the estimated amount of the MRA regulatory asset disallowed in rates by
the PSC. In the fourth quarter of 1996 the Company recorded an extraordinary item
for the discontinuance of regulatory accounting principles of $ 103.6 million (47 cents
per common share) . In the third quarter of 1996 the Company increased the allowance
for doubtful accounts by $ 68.5 million (31 cents per common share). In the fourth
quarter of 1995, the Company recorded $ 16.9 million (8 cents per common share) for
MERIT earned in accordance with the 1991 Agreement.
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Owned

December 31

ELECTRIC AND GAS STATISTICS

ELECTRIC CAPABILITY
Thousands of KM

X 1996 1995

Coal

01 l*o ~ ~ ~ ~ ~ ~

Dual Fuel - Oil/Gas
Nuclear
Hydro

Purchased:
New York Power Authority

1,360
646
700

1,082
661

~4449

16.7
7.9
8.6

13.3
8.1

54.6

1,333
636

700

1,082
617

4~368

1,316
636

700

1,082
665

~4399

Hydro ~

- Nuclear....
IPPs. ~ .

Total capability * *....... ~ ~

Electric peak load

1,325

23K
~33770077

~8156

16.2 1,310
110

~29. ~2406

45.4 ~3826

100.0 ~8194

~6021

1,325
110

~2390

~3825

~8224

~6211

* In 1994, Oswego Unit No. 5 (an oil-fired unit with a capability of 850 000 0) was
put into long-term cold standby, but could be returned to serv>ce in tfiree months.

*~ Available capability can be increased during heavy load periods by purchases from
neighboring interconnected systems. Hydro station capab> lity is based on average
December stream-flow conditions.
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ELECTRIC STATISTICS

Electric sales (Hillions of QIh):

Residential .

Cowercial

Industrial
Industrial-Special.
Hunicipal service . . .

Other electric systems

9,905

11,552

7,191

4,507

235

3,746

10,109

11,564

7,148

4,326

246

5,431

10,055

11,613

7,061

4,053

229

4,305

37,136 39,127 37,684

Electric reveres (Thousands of dollars):
Residential .

Coemerci el

Industrial
Industrial-Special.
Hunicipal service . .

Other electric systems

Hiscellaneous

$1,227,245

1,233,417

531,164

61,820

54,545

83,794

117,456

$1,252,165

1,237,385

~ 524,858

58,444

53,795

113,391

53,698

$1,214,848

1,237,502

523,996

56,250

50,860

88,936

143,625

Electric custaaers (Average):

Residential

Comerc i el.
Industrial.
Industrial-Special.
Other

$3,309,441

1,404,345

146,039

1,970

85

1,519

$3,308,979

1,405,083

145,149

2,045

99

1,302

$3,335,548

1,399,725

144,731

2I 122

83

1,488

Residential (Average):

Annual Glh use per customer..........
Cost to customer per

KMh........'nnual

revenue per customer..........

1,553,958

7,053

12.39e

1,567,235

7,195

12.39e

$891.17

1,561,657

7,184

12.08e

$867.92
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GAS STATISTXCS

Gas Sales (Thousands of Dth):

Residential

Comnerc 1 a 1

lndustl 'lel o ~ ~ ~ ~ ~ ~ ~ ~ ~ ~ ~ ~ ~ ~ ~

55,203

22,069

1,381

56,728

25,353

2,770

51,842

23,818

2,660

Total sales

Spot IMIket ~ ~ ~ ~ ~

78,681

2,451

84,881

10,459

78,481

'1.723

Total gas delivered 233,945 230,011 224,817

Gas ReveraIes (Thousands of dollars):
Residential .

Colllercial
industrial ~ ~ ~ ~ ~ ~ ~ ~ ~ ~ ~ ~ ~

Other gas systems . . . . . . . . . . . . .

$436,136

148,213

6,549

130

$417,348

162,275

13,325

138

$368,391

143,643

11,530

762

Spot market .

Transportation of customer-owned gas

~ ~ 6,346

55,657

37,124

50,381

3,096

48,290

Gas Custaaers (Average):

Residential .

CoIIIIlcI c 1 a l ~ ~ ~ ~ ~ ~ ~ ~ ~ ~ ~ ~ ~ ~ ~ ~

Industrial
Other

484,862.

40,955

186

$681,674

477,786

41,266

206

$581,790

471,948

40,945

225

1

Residential (Average):

Annual dekatherm use per customer . . . . .

Cost to customer per Dth. . . . . . . . . .

Annual revenue per customer........
Maximml day gas sendout (Dth).......

526,852

113.9

$7.90

$899.51

1 ~ 133,370

519,977

118.7

$7.36

$873.50

1,152,996

513,771

109.8

$7.11

$780.58

1,211,252
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Item 9. Changes in and Disagreements with Accountants on Accounting and
Financial Disclosure.

t

The Company has nothing to report for'his item.

ZBB~II
Item 10. Directors and Executive Officers of the Registrant.

Business Background of Directors

CLASS I DIRECTORS — TERMS EXPIRING IN 1998

ALBERT'. BUDNEY, JR.
President, Niagara Mohawk Power Corporation
Director since 1995

Mr. Budney, age 50, was elected President of the Company in 1995. Mr. Budney
was previously employed by UtiliCorp United, Inc., an energy services company,
as Managing Vice President of the UtiliCorp Power Services Group and as
President of the Missouri Public Service Division. Mr. Budney joined
UtiliCorp United, Inc. in 1993. Prior to that, he was Vice President of Stone
& Webster Engineering Corp., where he managed the engi'neering firm's Boston
Business Development Department. Director of Plum Street Enterprises, Inc.
("Plum Street" ); Canadian Niagara Power Company, Limited ("CNP"); and
Utilities Mutual Insurance Company. President of Opinac North America, Inc.
("Opinac NA"), a wholly-owned subsidiary of the Company. Opinac NA holds
100% of Plum Street and, through its subsidiary, Opinac Energy Corporation
("Opinac"), a 50 percent interest in CNP.

EDMUND M. DAVIS
Attorney
Director since 1970
Member of Compensation & Succession, Corporate Public Policy &

Environmental Affairs, and Finance Committees of the Board

Mr. Davis, age 68, retired in 1995 as of counsel to Hiscock & Barclay, LLP,
Syracuse, NY, Attorneys-at-Law. Mr. Davis was a partner and had been
associated with the law firm since 1957.

DR. BONNIE GUITON HILL
President and Chief Executive Officer of The Times Mirror Foundation and
Vice President of The Times Mirror Company
Director since 1991
Member of Audit, Corporate Public Policy & Environmental Affairs, and
Finance Committees of the Board

Dr. Hill, age 56, President and Chief Executive Officer of The Times Mirror
Foundation,- a non-profit institution, and Vice President of The Times Mirror
Company, a news and information company, located in Los Angeles, CA. Dr. Hill
served as Dean and Professor of Commerce of the McIntire School of Commerce at
the University of Virginia from 1992-1996. Prior to that, she served as the
Secretary of State and Consumer Services Agency for the State of California.
Director of AK Steel Corporation; Crestar Financial Corporation; Hershey Foods
Corporation; and Louisiana-Pacific Corporation.
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HENRY A. PANASCI, JR.
Chairman, Cygnus Management Group, LLC
Director since 1988
Member of Compensation & Succession, Corporate Public Policy and
Environmental Affairs, and Finance Committees of the Board

Mr. Panasci, age 69, Chairman of Cygnus Management Group, LLC, a consulting
firm specializing in venture capital and private investments located in
Syracuse, NY. Mr. Panasci retired in 1996 as Chairman of the Board and Chief
Executive Officer of Fay's Incorporated, a drug store chain. Mr. Panasci
co-founded Fay's Drug Co., Inc., with his father, in 1958. Director of
National Association of Chain Drug Stores.

CLASS IZ DIRECTORS - TERMS EXPIRING IN 1999

WILLIAM F. ALLYN
President and Chief Executive Officer of Welch Allyn, Inc.
Director since 1988
Member of Audit, Compensation & Succession, and Nuclear Oversight
Committees of the Board

Mr. Allyn, age 62, President and Chief Executive Officer of Welch Allyn, Inc.,
Skaneateles Falls, NY, a manufacturer of medical diagnostic instrumentation,
bai code readers and optical scanning devices. Mr. Allyn joined Welch Allyn,
Inc. in 1962 and was elected to his present position in 1980. Director of
ONBANCorp., Inc.; OnBank & Trust Company; Oneida Limited; and Perfex
Corporation.

WILLIAM-E. DAVIS
Chairman of the Board and Chief Executive Officer,
of the Company
Director since 1992
Chairperson of Executive Committee of the Board

Mr. Davis, age 55, was elected Chairman of the Board and Chief Executive
Officer of the Company in 1993. Mr. Davis joined the Company in 1990 and was
elected Senior Vice President in April 1992, serving in that capacity until
elected Vice-Chairman, of the Board of the Company in November 1992. Director
of Opinac NA; Plum Street; Opinac; CNP; and Utilities Mutual Insurance
Company. Mr. Davis is also the Chairman of the Board of Plum Street 'and holds
the position of Secretary, Utilities Mutual Insurance. Company.

WILLIAMJ. DONLON
Former Chairman of the Board and Chief Executive Officer of the Company
Director since 1980

Mr. Donlon, age 68, retired in 1993 as Chairman of the Board and Chief
Executive Officer of the Company with 45 years service as an active employee.
Director of Opinac; ONBANCorp., Znc.; and OnBank & Trust Company.

ANTHONY H. GIOIA
Chairman and Chief Executive Officer of Gioia Management, Inc.
Director since 1996
Member of Executive, Compensation & Succession, and Nuclear Oversight
Committees of the Board

Mr. Gioia, age 56, Chairman and Chief Executive Officer of Gioia Management,
Inc., a holding company for several companies, including three packaging
companies located in Buffalo and Lockport, NY. Mr. Gioia has held his present
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position since 1987.

~

~

DR. PATTI McGZLL PE
Executive Dir

TERSON
ector of the Council for International Exchange of Scholars

Director since 1988
Member of Executive, Audit (Chairperson), and Corporate Public Policy &

Environmental Affairs Committees of the Board

Dr. Peterson, age 54, Executive Director of the Council for International
Exchange of Scholars, a non-profit organization located in Washington, DC.
From 1996 to 1997, Dr. Peterson was a Senior Fellow of the Cornell Institute
for Public Affairs, Cornell University, Ithaca, NY. Dr. Peterson also served
as President of St. Lawrence University from 1987-1996. Prior to that, she
was President of Wells College. She holds the title President Emerita at both
institutions. Independent Trustee of John Hancock Mutual Funds.

CLASS IIZ DIRECTORS — TERMS EXPIRING .IN 2000,

LAWRENCE BURKHARDT, III
Nuclear Consultant
Director since 1988
Chairperson of Nuclear Oversight Committee of the Board

Mr. Burkhardt, age 65, independent consultant to the nuclear industry since
1990. Prior to his retirement in 1990, Mr. Burkhardt was employed by the
Company and served as Executive Vice President of Nuclear Operations.
Director of MACTEC, Inc., formerly Management Analysis Company.

DOUGLAS M. COSTLE
Distinguished Senior Fellow and Chairman of the Board of the Institute
for Sustainable Communities
Director since 1991
Member of Executive, Audit, Corporate Public Policy & .Environmental
Affairs (Chairperson), and Nuclear Oversight Committees of the Board

Mr. Costle, age 58, Distinguished Senior Fellow and Chairman of the Board of
the Institute for Sustainable Communities, a non-profit organization located
in Montpelier, VT. Mr. Costle has held his present position since 1991.
Former Dean of the Vermont Law School in South Royalton, Vermont, and
Administrator of the U.S. Environmentdl Protection Agency. Independent
Trustee of John Hancock Mutual Funds.

DONALD B. RIEFLER
Financial Market Consultant
Director since 1978
Member of Executive, Audit, Finance (Chairperson), and Nuclear Oversight
Committees of the Board

Mr. Riefler, age 70, financial market consultant and advisor to J. P. Morgan,
Florida FSB, Palm Beach, FL, a private banking concern affiliat'ed with J. P.
Morgan & Co., Inc. Prior to his retirement in 1991, Mr. Riefler was Chairman
of the Market Risk Committee for J. P. Morgan & Co. Incorporated and Morgan
Guaranty Trust Company of New York.

STEPHEN B. SCHWARTZ
Retired Senior Vice President, International Business Machines
Corporation
Director since 1992
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Member of Executive, Compensation & Succession (Chairperson), and
Finance Committees of the Board tMr. Schwartz, age 63, retired as Senior Vice President of International

Business Machines Corporation in 1992. Mr. Schwartz joined IBM"in 1957 and
was elected Senior Vice President in 1990. Director of MFRI, Inc.

The information regarding executive officers appears at the end of Part I of
this Form 10-K Annual Report.

SECTION 16(A) BENEFICIAL OWNERSHIP REPORTING COMPLIANCE

Section 16(a) of the Securities and Exchange Act of 1934 requires the
Company's directors, executive officers and beneficial owners of more than 10
percent of any class of equity securities or any other person subject to
Section 16 ("reporting persons") to file initial reports of ownership and
reports of changes in ownership of the Company's equity securities with the
Securities and Exchange Commission and the New York Stock Exchange. Based
solely on a review of the copies of such forms and written representations
from the Company's directors and executive officers, the Company believes that
during the preceding year the reporting persons have complied with all Section
16(a) filing requirements.

Item 11. Executive Compensation

BOARD OF DIRECTORS'OMPENSATION AND SUCCESSION COMMITTEE
REPORT ON EXECUTIVE COMPENSATION

The Compensation and Succession Committee of the Board of Directors (the
"Committee" ) is composed entirely of non-employee directors. The Committee
has responsibility for recommending officer salaries and for the
administration of the Company's officer incentive compensation plans as
described in this report. The Committee makes recommendations to the Board o
Directors which makes final officer compensation determinations.

This Committee report describes the Company's executive officer compensation
policies, the components of the compensation program, and the manner in which
1997 compensation determinations were made for the Company's Chairman of the
Board and Chief Executive Officer, Mr. William E. Davis.

The 1997 Executive Officer Compensation Program was composed entirely of base
salary, frozen at 1995 levels, and 1997 grants of stock units and stock
appreciation rights ("SARs") made pursuant to the Long-Term Incentive Plan
adopted by the Board of Directors on September 25, 1996 (the "LTIP"), as
described later in this report.

BASE SALARY

The Committee seeks to ensure that salaries of the Company's officers,
including executive officers, remain competitive with levels paid to
comparable positions among other UPS. electric and gas utilities with
comparable revenues (collectively referred to as the "Comparator Utilities").
The Committee believes that competitive salaries provide the foundation of the
Company's officer compensation program and are essential for the Company to
attract and retain qualified officers, especially in light of the increasing
competition within the industry. Each officer position has been assigned to a
competitive salary range. The Committee intends to administer salaries within
the 25th to 75th percentiles of practice with respect to those Comparator
Utilities. The 1997 average salary of the five named executive officers falls
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below 25th percentile competitive levels. Since executive officer salaries
were frozen at 1995 levels, as a condition for receipt of 1995 stock incentive
grants, the competitiveness of annual executive officer compensation is
heavily dependent on stock-related incentives in the form of stock units and
stock appreciation rights granted under the 1995 Stock Incentive Plan ("SIP")
and the LTIP.

1995 STOCK INCENTIVE PLAN

On December 14, 1995, the Board of Directors approved the S1P to promote the
success and enhance the value of the Company through the retention and
continued motivation of the Company's officers and to focus their efforts
toward the execution of business strategies directed toward improving
financial returns to shareholders'wards under the SIP consisted of stock
units and SARs. These stock unit grants will be paid in cash in 1998 based on
the fair market value of the Company's common stock during the last 12
consecutive trading days in 1997 ($ 9.922). Under the SIP, dividends are
credited (in an amount equivalent to dividends paid, if any, on the Company's
common stock) with respect to all stock units granted. These credits are
reinvested at the prevailing stock price, thereby increasing the number of
stock units payable at the end of the period. No dividends were credited to
SIP stock units. The SARs first became exercisable on January 2, 1998, and
may be exercised until they expire on December 31, 2002.

The SIP was structured so that any compensation earned by officers during the
two-year period 1996 and 1997, other than base salary, will be based on the
Company's year-end 1997 stock price and total returns realized by shareholders
during this period. Accordingly, participants (including the executive
officers listed in the Summhry Compensation Table) did not receive any salary
increases (except to reflect promotions), annual incentive compensation
payments or stock option grants during 1996 and 1997. Generally speaking, SIP
grants were structured so that the Company's stock price would have to more
than double during this two-year period in order for the total compensation of
the participants to approximate median competitive levels.

The Committee does not intend to make further SIP grants other than the 1995
stock unit grants which became payable on December 31, 1997 and the 1995 stock
appreciation rights grants which became exercisable on January 2, 1998 and
expire on December 31, 2002. Long-term incentive grants were made in 1996,
1997, and 1998 under the LTIP described below.

LONG-TERM INCENTIVE PLAN

Because the Committee seeks to provide a continuous program of long-term stock
incentives, on September 25, 1996 the Board of Directors adopted the LTIP and
approved stock unit and SAR grants for the 1996-1998 period. These stock unit
grants will be paid in cash in early 1999. Dividends are credited (in an
amount equivalent to dividends paid, if any, on the Company's common stock)
with respect to the 1996-1998 stock unit grants, which are reinvested at the
prevailing stock price, thereby increasing the number of stock units payable
in early 1999. The payment value of the stock units will be based on the
average fair market value of the Company's common stock during the last 12
consecutive trading days in 1998. The 1996 LTIP SAR grants first become
exercisable on January 2, 1999, and may be exercised until they expire on
December 31, 2005.

On January 29, 1997, the Board of Directors approved the grant of LTIP stock
units and SARs for the 1997-1999 performance period. These stock units, and
accumulated dividend stock units, will be paid in early 2000 based on the



average fair market value of the Company's common stock during the last twelve
consecutive trading days in 1999. The SARs first become exercisable on
January 2, 2000, and can be exercised until, they expire on December 31, 2006.

The size of both the 1996-1998 and 1997-1999 LTIP stock unit and SAR grants
were determined, based on the price of the.Company's common stock at the time
these grants were made, so that the combination of the officers'urrent
salaries plus the grant date present value of SIP, and LT1P grants for the
1996-1998 and 1997-1999 performance periods, would approximate the 50th
percentile of comparator utility total compensation practice for the
three-year period 1995 through 1997. The competitiveness of the actual
compensation realized from SIP and the 1996-1998 and 1997-1999 LTIP grants is
dependent on the market value of the Company's common stock at the end of
1997, 1998, and 1999.

The Board of Directors also approved a January 19, 1998 grant of LTIP stock
units and SARs for the period 1998-2000. These stock units, and'ny
accumulated dividend stock units, will be paid in early 2001 based on the
average fair market value of the Company's common stock during the last 12
consecutive trading days in 2000. The SARs will first become exercisable on
January 2, 2001, and can be exercised until they expire on December 31, 2007.
The 1998 stock unit and SAR grants were determined so that the average current
salary and the average grant date present value of the 1998 LT1P grants for
the five named executive officers would approximate the 50th percentile of
1997 comparator utility total compensation practice.

Through the combination of base salary, and, during 1996, 1997 and 1998, stock
unit and SAR grants', the Committee seeks to focus the efforts of officers
toward improving, annually and over the longer-term, the financial returns for
the Company's shareholders.

COMPENSATION OF WILLIAME. DAVIS, CHAIRMAN OF THE
BOARD AND CHIEF EXECUTIVE OFFICER

Mr. Davis became Chief Executive Officer on May 1, 1993. In April 1996, Mr.
Davis voluntarily reduced his annual salary from a'evel of $ 490,000 to the
current level of $ 450,500. The Committee has been advised by its consultant
that Mr. Davis'997 salary falls well below the 25th percentile relative to
the Chief Executive Officers of the Comparator Utilities. On December 13,
1995, the Board granted Mr..Davis 25,000 stock units and 142,500'ARs, with an
exercise price of $ 10.75, under the 1995 Stock Incentive Plan. As set forth
above, SIP stock units will be paid to Mr. Davis and the other named executive
officers in 1998. Mr. Davis'IP stock unit and SAR grants were intended to
provide competitive total compensation opportunities during the 1996 and 1997
period, depending on the Company's stock price, considering that his salary
would not be increased and that he would receive no annual incentive
compensation payments and no stock options during this two-year period.

As previously indicated, the Committee and the Board of Directors seek to
provide a continuous program of long-term stock incentives beyond 1997 when
SIP stock unit grants became payable and SIP SAR grants became exercisable.
Accordingly, on September 25, 1996 the Board of Directors approved a grant of
45,000 stock units and 90, 000 SARs, with an exercise price of $ 8.00, for Mr.
Davis for the 1996-1998 performance period. On January 29, 1997 the Board of
Directors approved a grant of 35,000 stock units and 70,000 SARs, with an
exercise price of $ 10.30, for the 1997-1999 performance period. .Both the
1996-1998 and 1997-1999 grants were made under the terms of the LTIP. The
size of the 1996-1998 and 1997-1999 LTIP grants for Mr. Davis was determined
so that the grant date present value of both grants, in combination with his
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current salary and his SIP grants, would approx'imate the 50th percentile for
Comparator Utility chief executive officers during the 1995-1997 period. The
competitiveness of the compensation Mr. Davis actually realizes from the SIP
and LTIP grants is dependent on the market''value of the Company's common stock
at the end of 1997, 1998, and 1999.

As previously indicated, the Board of Directors approved a January 19,
1998 grant of LTIP stock units and SARs for Mr. Davis for the period 1998-
2000. The size of these grants was determined so that the sum of his current
salary plus the grant date present value of the 1998 stock. unit and SAR grants
would fall approximately midway, between the 25th and 50th percentiles of 1997
total compensation practice for electric/gas utilities of comparable size.

The Committee is aware of the limitations that tax legislation has placed on
the tax deductibility of compensation in excess of $ 1 million which is paid in
any year to an executive officer. Currently none of the executive officers
has received compensation subject to such limitations. The Committee will
continue to monitor developments in this area and take appropriate actions to
preserve the tax deductibility of compensation paid to executive officers,
should this become necessary.

Submitted by the Compensation and Succession Committee of the Board of
Directors:

Stephen B. Schwartz, Chairperson
William F. Allyn
Edmund M. Davis
Anthony H. Gioia
Henry A. Panasci, Jr.
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EXECUTZVE COMPENSATION

The table below sets forth all compensation paid by the Company for services
rendered in all capacities during the fiscal years ended December 31, 1997,
December 31, 1996 and December 31, 1995, to the Chairman of the 'Board and
Chief Executive Officer and to each of the other four most highly compensated
executive officers of the Company for the fiscal year ended December 31, 1997.

SUMMARY COMPENSATION TABLE
Fiscal Years 1997, 1996 and 1995

Name Position Year

Annual Compensation

Salary ($ ) (A) Bonus (S)

Other
Annual
Compensation(S)(C)

W. E. Davis Chairman of the 1997
Board and Chief 1996
Executive Officer 1995

450, 501
462, 351
473, 542

0
00'100

0

A. J. Budney, Jr.
President and 1997
Chief Operating 1996
Officer 1995

315,002
315,002
236,251

0
0

50, 000 (B)

110
2, 956

32I727

B. R. Sylvia Executive Vice 1997
President 1996

1995

295, 001
295, 001
295, 001

110
0
0

J. W. Powers Senior Vice
President

D. D. Kerr Senior Vice
President

1997
1996
1995

1997
1996
1995

210, 190
211,002
209, 251

210, 001
210,001
191,085

110
0
0

110
0
0

Name

W. E. Davis

Position Year

Chai rman of the 1997
Board and Chief 1996
Executive Officer 1995

371,875
360,000
246, 875

70,000
90,000

152,500

42, 358
43, 365
35,729

Long-Term Compensation
Awards

Restricted Securities All Other
Stock Underlying Compensation (S)

Awards ($ ) (D) Options/SARs (I) (E)

A. J. Budney, Jr.
President and
Chief Operating
.Officer

1997
1996
1995

185, 938
180, 000
148, 125

35,000
45,000
76,000

16,436
24, 975
48,541

B. R. Sylvia Executive Vice
President

1997
1996
1995

117, 938
114,000

98,750

22,200
28,500
49,000

11,153
10, 174
24,832

J. W. Powers Senior Vice
President

D. D. Kerr Senior Vice
President

1997
1996
1995

1997
1996
1995

85,000
142,000

0

85, 000
82, 000
74, 063

16, 000
30, 000
22, 000

16, 000
20,500
31,500

187'78
30, 541
58,466

7, 953
9, 415
7, 338
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(A) Includes all employee contributions to the Employees'avings Fund Plan.

(B) 1995 bonus for Mr. Budney represents a bonus for 1995 guaranteed at the time he
was hired if earnings per share thresholds were not met under the Officer
Incentive Compensation Plan (an annual incentive compensation plan adopted by the
Board of Directors on December 13, 1990, and suspended for 1996 and 1997 as a
condition of participation in the SIP).

(C) 1996 and 1995 Other Annual Compensation for Mr. Budney represents amounts
reimbursed for payment of taxes associated with relocation expenses. 1997 Other
Annual Compensation for Messrs. Davis, Budney, Sylvia and Powers and Ms. Kerr
represents amounts reimbursed for payment of taxes associated with non-cash
compensation.

(D) In 1995, 57, 500 stock units were granted
pursuant to the SIP adopted by the Board
stock units vested and became payable on
equivalents were credited on these stock
table were calculated by multiplying the
price of the company's stock ($ 9.875) on
1995) .

to the above named executive officers
of Directors on December 14, 1995. These
December 31, 1997. No dividend
units. The 1995 values listed in the
stock units granted by the closing market
the date of the grant (December 31,

In 1996, 109,750 stock units were granted to the above named executive officers
pursuant to the LTIP adopted by the Board of Directors on September 25, 1996.
These grants were made for the three-year period January. 1, 1996, through December
31, 1998, and vest and become payable on December 31, 1998. The 1996 values
listed in the table were calculated by multiplying the stock units granted by
$ 8.00, the price at the time these stock unit grants were determined. Dividend
equivalents, if any, will be credited on these grants and will be paid when the
related stock units are paid. For Mr. Powers, the value also includes the value
of stock units granted in 1996 under the 1995 SIP.

In 1997, 79, 600 stock units were granted to the above named executive officers
pursuant to the LTIP adopted by the Board of Directors on September 25, 1996.
These grants were made for the three-year period January 1, 1997, through December
31, 1999, and vest and become payable on December 31, 1999. The 1997 values
listed in the table were calculated by multiplying the stock units granted by
$ 10.625, the price at the time these stock unit grants were„,determined. Dividend
equivalents, if any, will be credited on these grants and will be paid when the
related stock units are paid.

As of the end of the 1997 fiscal year, based on a closing market price of $ 10.50,
Mr. Davis held 105,000 stock units having a market value of $ 1,102; 500; Mr. Budney
held 55,000 stock units having a market value of $ 577,500; Mr. Sylvi.a held 35,350
stock units having a market value of $ 371,175'r. Powers held 25,750 stock units,
having a market value of $ 270,375; and Ms. Kerr held 25,750 stock units having a
market value of $ 270,375.

All Other Compensation for 1997 includes: employer contributions to the Company's
Employees'avings Fund Plan: Mr. Davis ($ 4,800), Mr. Sylvia ($ 4,800), Mr.'owers
($ 4,800), and Ms. Kerr ($ 4,800); taxable portion of life insurance premiums: Mr.
Davis ($13,743), Mr. Budney ($ 2,436), Mr. Sylvia ($3,537), Mr. Powers ($ 3,528),
and Ms'err ($ 1, 653); employer contributions to the Company's Excess Benefit
Plan: Mr. Davis ($ 8,715), Mr. Sylvia ($ 1,837), Mr. Powers ($560), and Ms. Kerr
($ 1,500); director fees received from Opinac Energy Corporation: 'r. Davis
($ 15, 000), Mr. Budney ($ 14, 000), and Mr. Powers ($ 11, 000); lump sum payment for
accrued, unused vacation upon retirement: Mr. Powers ($ 62,490); severance
allowance paid pursuant to Employment Agreement: Mr. Powers ($ 105,500); personal
travel allowance: Mr. Sylvia ($ 979).
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The following table discloses, for the Chairman of the Board and Chief
Executive Officer, Mr. William E. Davis and the other named executive
officers, the number and terms of SARs granted during the fiscal year ended
December 31, 1997.

Option/SAR Grants in Last Fiscal Year

Individual Grants

Name

W. E.
A. J.
B. R.
J. W.
D. D.

Davis
Budney, Jr.
Sylvia
Powers
Kerr

Number of
Securities
Underlying
Options/SARs
Granted

~ (I)
70,000
35,000
22,200
16, 000
16, 000

% of Total
Options/SARs
Granted to
Employees
In Fiscal
Year

23.62%
11. 81%
7. 49%
5.40%
5.

40'%xercise
or

Base Price
($ /Sh)

10.30
10.

30'0.30

10.30
10.30

Name

W. E.
A. J.
B. R.
J. W.
D. D.

Davis
Budney, Jr.
Sylvia
Powers
Kerr

Expiration
Date (A)

12/31/2006
12/31/2006
12/31/2006
12/31/2006
12/31/2006

Grant Date
Present Value($ ) (B)

249, 200
124, 600

79, 032
56, 960
56, 960

(A) SARs granted in 1997 under the LTIP become exercisable January 2,
2000. All SARs become exercisable upon a change in control.

(B) The grant date present value of SARs is calculated using the
Black-Scholes Option Pricing Model with the following assumptions:
market price of. the stock at .the, September 29, 1997 grant date
($ 10.30); exercise price of rights that expire on December 31, 2006
($ 10.30); stock volatility (0.2957); dividend yield (2.86%); risk free
rate (6.00%); exercise term (10 years); Black-Scholes ratio (0.3454);
and Black-Scholes value ($ 3.56) for rights that expire on December 31,
2006. Stock volatility and dividend yield assumptions are based on 36
months of results for the period ending December 31, 1997.

The following table summarizes exercises of options by the Chairman of the
Board and Chief Executive Officer, Mr. William E. Davis, and the other named
executive officers, the number of unexercised options held by them and the
spread (the difference between the current market price of the stock and the
exercise price of the option, to the extent that market price at the end of
the year exceeds exercise price) on those unexercised options for fiscal year
ended December 31, 1997.
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Aggregated Option/SAR Exercises in
and Fiscal Year-End Option Values

Last Fiscal Year

Number of
Securities Underlying
Unexercised Options/SARs
At Fiscal Year End (I)

Name

W. E.
A. J.
B. R.
J. W.
D. D.

Davis
Budney, Jr.
Sylvia
Powers
Kerr

Shares
Acquired on Value
Exercise (I) Realized ($ ) Exercisable

32, 625
0

13, 000
9, 000
6, 000

Value of Unexercised
Options/SARs At
Fiscal Year-End ($ ) (A)

Unexercisable

312, 500
156, 000

99, 700
68,000
68, 000

Name

W. E.
A. J.
B. R.
J. W.
D. D.

Davis
Budney, Jr.
Sylvia
Powers
Kerr

Exercisable Unexercisable

239,000
119,500
75, 690
78,200
54,450

(A) Calculated based on the closing market price of the Company's common stock on
December 31, 1997 ($ 10.50) .

NIAGARA MOHAWK POWER CORPORATION
Comparison of Five-Year Cumulative Total Return(1)vs'&P 500, EEI and Peer Group of Eastern Region Utilities
[ILLUSTRATION OF PERFORMANCE GRAPH--ATTACHED)

1992 1993 1994 1995 1996 1997

NMPC
SGP 500 Index
EEZ Index.
Peer Group

100.00
100.00
100.00
100.00

110.46 83.26
110.08 111.53
111.66 - 97.28
109.15 93.87

60. 67
153.45
123.91
124 '6

63.07
188.68
123.13
122.02

67.07
251 '3
159.17
158.83

Assumes $ 100 invested on December 31, 1992 in Niagara Mohawk's stock, S&P 500,
EEZ and Eastern Region utilities. All dividends assumed to be reinvested over
the five-year period.

In prior years, the Company has compared its five-year total shareholder
returns to a peer group comprised of the 23 eastern region utilities listed
listed below. In future years, the Company intends to compare its total
shareholder returns to the Edison Electric Institute Combination Gas and
Electric Investor-Owned Utilities Index ("EEI Index"), which is a published
industry index. In view of the nationwide deregulation of the electric and
gas utility industry, the Company believes that a national peer group, such as
the EEI Index, is more appropriate than the regional utility peer group used
in prior years. Furthermore, the EEI Index is more appropriate since it is
composed entirely of combination electric and gas utilities, like Niagara
Mohawk.
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PEER GROUP OF EASTERN REGION UTILITIES:

. Allegheny Energy Inc.
Atlantic Energy, Inc.
Baltimore Gas & Electric Company
Boston Edison Company
Central Hudson Gas & Electric Corp.
Central Maine Power Co.
Consolidated Edison Co. of New York,
DQE, Inc.

Northeast Utilities
Orange & Rockland Utilities Inc.
PECO Energy Company
PP&L Resources Inc
Public Service Enterprise Group inc.
Rochester Gas & Electric Corp.
The United Illuminating Company

Delmarva Power & Light Co.
Eastern Utilities Associates
General Public Utilit'ies Corp.

'Keyspan Energy Corp.
Long Island Lighting Co.
National Fuel Gas Company

Inc. New England Electric System
New York State Electric & Gas Corp.

(1) Total returns for each Eastern Region Utilitywere determined in accordance with
the Securities and Exchange Commission's regulations, i.e., weighted according
to each issuer's stock market capitalization.

RETIREMENT BENEFITS

The following table illustrates the maximum aggregate pension benefit, with
certain deductions for Social Security, payable by the Company under both the
Niagara Mohawk Pension Plan ("Basic Plan" ) and the Company's Supplemental
Executive Retirement Plan ("SERP") to an officer in specified average salary
and years-of-service classifications. Such benefit amounts have been
calculated as though each officer selected a straight life annuity and retired
on December 31, 1997 at age 65. The amount of compensation taken into account
under a tax-qualified plan is subject to certain annual limits (adjusted for
increases in the cost of living, $ 150,000 in 1996 and $ 160,000 in 1997). Thislimitation may reduce benefits payable to highly compensated individuals.

ANNUAL RETIREMENT ALLOWANCE

3-Year Average
Annual Salary

10 Years
Servi ce*

20 Years
Service

30 Years
Service

40 Years
Service

$ 150, 000
225, 000
300, 000
375,000
450,000
525,000

$ 21, 090
23, 555
23, 869
23, 869
23, 869
23, 869

$ 81, 948
126, 948
171, 948
216, 948
261, 948
306, 948

$ 81, 948
126, 948
171, 948
216, 948
261, 948
306, 948

$ 81, 948
126, 948
171, 948
216, 948
261, 948
306, 948

*Subject to five-year average annual salary.
The credited years of service under the Basic Plan and the SERP for the
individuals listed in the Summary Compensation Table are Mr. Davis, 8 years;
Mr. Budney, 3 years; Mr. 'Sylvia, 7 years; Mr. Powers, 34 years; Ms. Kerr, 24
years.

The Basic Plan, a noncontributory, tax-qualified defined benefit plan,
provides all employees of the Company with a minimum retirement benefit
related to the highest consecutive five-year average compensation.
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Compensation covered by the Basic Plan includes only the participant's base
salary or pay, subject to the maximum annual limit noted above. Directors who
are not employees are not eligible to participate.

The SERP is a nonqualified, noncontributory defined benefit plan providing
additional benefits to certain officers of the Company upon retirement after
age 55 who have 20 or more years of employment. The Committee may grant
exceptions to these requirements. The SERP provides for payment monthly of an
amount equal to the greater of (i) 60% of monthly base salary averaged over
the final 36 months of employment, less benefits payable under the Basic Plan,
retirement benefits accrued during previous employment and one-half of the
maximum Social Security benefit to which the participant may be entitled at
the time of retirement, or (ii) benefits payable under the Basic Plan without
regard to the annual benefit limitations imposed by the Internal Revenue Code.
Participants in the SERP may elect to receive their benefit in a lump sum
payment provided certain established criteria are met.

1

EMPLOYEE AGREEMENTS

The Company entered into employment agreements with Messrs. Davis, Budney,
Sylvia and Powers and Ms. Kerr, effective as of December 20, 1996, which
superseded their prior agreements with the Company. The agreements have a
three-year term, and, unless either party gives 60 days prior notice to the
contrary, the agreements are extended at the end of each year for an
additional year. In the event of a change in control (as defined in the
agreement), the agreement will remain in effect for a period of at least 36
months thereafter unless a notice not to extend the term of the agreement was
given at least 18 months prior to the change in control. The agreements
provide that the executive will receive a base salary at the executive's
current annual salary or such greater amount determined by the Company and
that the executive will be able to participate in the Company's incentive
compensation plans according to their terms. In addition, the executive is
entitled to business expense reimbursement, vacation, sick leave, perquisites,
fringe benefits, insurance coverage and other terms and conditions of the
agreement as are provided to employee's of the Company with comparable rank and
seniority. Under an amendment to the agreements effective as of June 9, 1997,if an executive has completed eight years of service and attained age 55 at
the time of the executive's termination of employment, the executive (and
eligible dependents) will be entitled to coverage for medical, prescription
drug, dental and hospitalization benefits equal to those provided by the
Company on March 26, 1997 for the'emainder of .the. executive'.s life with all
premiums therefore paid by the Company. If an executive has completed eight
years of service but has not attained age 55 upon terminating employment, such
benefits will be provided when the executive attains age 55.

The employment agreements also provide that the executive's benefits under the
SERP will be based on the executive's salary, annual incentive awards and SIP
awards, as applicable. Further, if the executive's employment is terminated by
the Company without cause (whether prior to or after a change in control), or
by the executive for good reason after a'hange in control, or after
completing eight years of service, the agreements provide that the executive
will be deemed fully vested under such plan without reduction for early
commencement. If the executive is under age 55 at the time of such
termination, the executive will be entitled to a fully vested benefit under
the SERP upon attaining age 55, without reduction for early commencement.

The agreements restrict under certain circumstances prior to a change in
control the executive's ability to compete with the Company and to use
confidential information concerning the Company. In the event of a dispute
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oyer an executive's rights under the executive's agreement following a change
in control of the Company, the Company will pay the executive.'s reasonable
legal fees with respect to the dispute unless the executive's claims are foun
to be frivolous.

If the executive's employment is terminated by the Company without cause prior
to a change in control (as defined in the agreement), the executive will be
entitled to a lump sum severance benefit in an amount equal to two times the
executive's base salary plus an amount equal to two times the greater of the
executive's (i) most recent annual incentive award or (ii) average annual
incentive award paid over the previous three years (a portion of the value of
the SIP awards to the executive will be treated as incentive awards for 1996
and 1997 for this purpose) ~ In addition, the executive will receive a pro
rata portion of the incentive award which would have been payable to the
executive for the fiscal year in which termination of employment occurs
provided that the executive has been employed for 180 days in such fiscal
year. In the event of such termination of employment, the executive will also.
be entitled to continued participation in the Company's employee benefit plans
for two years, coverage for the balance of the executive's life under a life
insurance policy providing a death benefit equal to 2.5 times the executive's
base salary at termination and payment by the Company of fees and expenses or
any executive recruiting or placement firm in seeking new employment.

If, following a change in control, the executive's employment is terminated by
the Company without cause or by the executive for good reason (as defined in
the agreement), the executive will be entitled to a lump sum severance benefit
equal to four times the executive's base salary.. The executive will also be
entitled to the additional benefits referred to in the last sentence of the
preceding paragraph, except that employee benefit plan coverage for medical,
prescription drug, dental and hospitalization benefits will continue for the
remainder of the executive's life with all premiums therefor paid by the
Company and coverage under other employee benefit plans will continue for fou
years. In the event that the payments to the executive upon termination of
employment following a change in control would subject the executive to the
excise tax on excess parachute payments under the Internal Revenue Code, the
Company will reimburse the executive for such excise tax (and the income tax
and excise tax on such reimbursement).

In November 1994, the Company entered into a supplemental agreement with Mr.
Powers in exchange for.his foregoing retirement under the Company's Voluntary
Employee Reduction Program and continuing employment with the Company until
December 31, 1996. This agreement was modified by an agreement between Mr.
Powers and the Company entered into in October 1996 in exchange for his
foregoing retirement on December 31, 1996, and continuing employment with the
Company for up to 12 additional months. Mr. Powers retired from the Company
effective December 31, 1997. Under the agreements, Mr. Powers became entitled
to a lump sum payment following the successful closing of the sale of HYDRA-CO
Enterprises, Inc., and to a severance allowance equal to one-half of his
annual salary in effect on December 31,* 1996, which was paid .to him in January
1997. The agreements also provide that Mr. Powers would be entitled to (i) a
SIP award of 7,500 stock units and 9,500 SARs, which would be fully vested
(assuming retirement during 1997) and payable (in the case of stock units) or
exercisable (in the case of SARs') on December 31, 1997, (ii) long-term
incentive grants equivalent to those provided to other senior vice presidents
for the 1996-1998 and 1997-1999 cycles (prorated for his period of service
during those cycles), (iii) a lump sum payment for unused vacation for 1995,
1996 and 1997 upon retirement and (iv) "grandfathered" retiree medical
coverages in effect on December 31, 1996. Under the agreements Mr. Powers
also is entitled to a benefit under the Company's SERP no bless than his
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benefit calculated as of November 1994, and to have the fees he received as a
member of the board of directors of Opinac Energy Corporation,(or would have
received in the event that such fees are eliminated) taken into account in
calculating his benefit under this plan period. In January 1997, the
Committee agreed that if Mr. Powers elected to receive a lump sum payment of
his benefit under the SERP (which he did), it would be based on a discount
rate no higher than the applicable discount rate in effect under the plan on
December 31, 1996.

COMPENSATION OF DIRECTORS

Directors who are not employees of the Company receive an annual retainer of
$ 20,000 and $ 1,000 per Board meeting attended; Directors who are not employees
and who chair any of the standing Board Committees receive an additional
annual fee of $ 3,000 and those who serve on any of the standing Board
Committees, including the chair, receive $ 850 per Committee meeting attended.

The Company also reimburses its directors for travel, lodging and related
expenses they incur in attending Board and Committee meetings.

The Board of Directors terminated the Outside Director Retirement. Plan
effective December 31, 1995. The plan paid annual retirement benefits equal
to the annual retainer in effect at the time of retirement to outside
directors who retired on or after age 65 with 10 years of service.

Directors'nder

age 60 had the present value of their accrued benefits as of
December 31, 1995 converted into deferred stock units of equivalent value
which become payable upon the director's termination from the Board.
Directors age 60 or older were given an election to (1) continue to receive
grandfathered retirement benefits based on the annual retainer in 1995, (2)
convert the present value of their accrued benefits into deferred stock units,
or (3) receive half the grandfathered retirement benefit and convert half the
present value of their accrued benefit into deferred stock units. Four
directors elected to continue to receive the grandfathered Retirement Plan
benefits.

Deferred Stock Units ("DSUs"), administered in accordance with the terms of
the Outside Director Deferred Stock Unit Plan adopted by the Board of
Directors on December 2, 1996, are paid when a person ceases to be an outside
director, either in a lump sum or in five equal annual installments. The
fizst DSU installment payment would be made shortly after the director's
service ends and the other installments would. be. paid. on .the first through
fourth anniversaries of such date, based on the prevailing stock price at that
time.

DSUs are credited with respect to any dividends paid during the term of their
deferral. Such dividend credits are reinvested into DSUs of equivalent
current value based on the prevailing price of the Company's common stock at
that time.

Commencing in 1996, and annually thereafter, each outside director is credited
with DSUs equal in value to 50% of the prevailing year's annual retainer (60t
for Committee Chairs). Accordingly, all outside directors were credited with
1,168 DSUs (1,402 for Committee Chairs) based on a closing stock price of
$ 8.5625 on May 7, 1997. The beneficial stock ownership table in Item 12,
shows the DSUs which have been credited to each of the outside directors under
this plan as of March 10, 1998.

The Company provides certain health and life insurance benefits to directors
who are not employees of the Company'. Each outside director covered under the
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Company's health care plans contributes approximately 20 percent of the
monthly costs associated with these plans. During 1997, the following
directors received the indicated benefits under the foregoing arrangements:
Mr. Burkhardt ($ 3, 689), Mr. Costle ($ 3, 178), Mr. Edmund Davis ($ 6, 602), Mr.
Donlon ($ 204), Mr. Gioia ($ 4,077), Dr. Hill ($ 3,306), Hr. Panasci ($212), Dr.
Peterson ($ 2,361), Hr. Riefler ($ 4,856) and Hr. Schwartz ($ 384). Hr. Burkhardt
received a consulting fee of $ 18,000 during 1997.

COMPENSATION AND SUCCESSION COMMITTEE INTERLOCKS
AND INSIDER PARTICIPATION

Directors Allyn, Edmund Davis, Gioia, Panasci and Schwartz, al'1 of whom are
non-employee directors, are the members of the Compensation and Succession
Committee.

No person serving during 1997 as a member of the Compensation and Succession
Committee of the Board served as an officer or employee of the Company or any
of its subsidiaries during or prior to 1997.

No person serving during 1997 as an executive officer of the Corporation
serves or has served as a director or a member of the compensation committee
of any other entity that has an executive officer who serves or has served
either as a member of the Compensation and Succession 'Committee or as a member
of the Board of Directors of Niagara Mohawk Power Corporation.

Item 12. Security Ownership of Certain Beneficial Owners and Management.

SECURITY OWNERSHIP OF CERTAIN BENEFICIAL OWNERS

The following table shows the persons (as the term is used in Section 13(d)(3)
of the Securities Exchange Act of 1934) known to the Company to own more than
five percent (5%) of the Company's common stock as of December 31, 1997.

Title of Name and Address of Amount and Nature of Percent
Class Beneficial Owner Beneficial Ownership Of Class

Common Stock FMR Corp. 14, 441, 831 (1)
82 Devonshire Street
Boston, Massachusetts 02109

10.00%

Common Stock Fidelity Management Trust Co. 11,829,786(2)
82 Devonshire Street
Boston, Massachusetts 02109

8.19%

Common Stock The Prudential Insurance Company
of America 8, 404,245 (3)

751 Broad Street
Newark, New Jersey 07102-3777

5.82%

(1) Includes 1,873, 631 shares with respect to which FMR Corp. has sole voting power
and 14,441,831 with sole power to dispose or to direct disposition as reported
on Schedule 13G, dated February 14, 1998, filed with the SEC.

(2) The above represents shares in the Company's Non-Represented and Represented
Employees'avings Fund Plans. Fidelity Management Trust Company serves as
Trustee. The Trustee will vote all shares of common stock held in the Trusts
established for the Plans in accordance with the directions received from the
employees participating in the Plans. The Trustee will vote shares for which it
receives no instructions in the same proportion as it votes shares for which it
receives instructions.
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(3) Includes 789, 900 shares with respect to which Prudential Insurance Company of
America has sole voting power; 7,575,445 shares with shared power to vote;
789,900 shares with sole power to dispose or to direct disposition; and
7, 614,345 shares with shared power to dispose, as reported on Schedule 13G,
dated February 10, 1998, filed with the SEC.

The Company believes that holders of approximately 88.2% of the Company's
common stock outstanding as of December 31, 1997, elected to hold their
shares, not in their own names, but in the names of banking or financial
intermediaries. Accordingly, as of that date, 127,431,405 shares were
registered in the nominee name of The Depository Trust Company, Cede & Co.

SECURZTY OWNERSHIP OF DZRECTORS AND EXECUTZVE OFFICERS

The following table reflects shares of the Company's common stock beneficially
owned (or deemed to be beneficially owned pursuant to the rules of the
Securities and Exchange Commission) as of March 10, 1998, by each director of
the Company, each of the named executive officers in the Summary Compensation
Table below and the current directors and executive officers of,the Company as
a group. The table also lists the number of stock units credited to
directors, named executive officers and the directors and executive officers
of the Company as a group as of March 10, 1998, pursuant to the Company's
compensation and benefit programs. No voting rights are associated with stock
units.

Title of
Class

Common Stock

Name and Address of
Beneficial Owner

Directors:
William F. Allyn
Albert J. Budney, Jr.
Lawrence Burkhardt, IIl
Douglas M. Costle
Edmund M. Davis
William E. Davis
William J. Donlon
Anthony H. Gioia
Bonnie Guiton Hill
Henry A. Panasci, Jr.
Patti McGill Peterson
Donald B. Riefler
Stephen B. Schwartz

Amount and Nature of
Beneficial Ownership*

1, 000
10, 500 (1)

452
500

2, 274
45,238 (2)
15, 343 (3)

500
1, 000
2,500
'500

1,000
500

Percent
Of Class

**

Named Executives:
B. Ralph Sylvia
John W. Powers
Darlene D. Kerr

22,787 (4)
26, 659 (5)
15,726 (6)

All Directors and Executive
Officers (23) as a group 197, 260 (7)
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Title of
Class

Common Stock

Name and Address of
Beneficial Owner

Directors:
William F. Allyn
Albert J. Budney, Jr.
Lawrence Burkhardt, IZI

, Douglas M. Costle
Edmund M. Davis
William E. Davis
William J. Donlon
Anthony H. Gioia
Bonnie Guiton Hill
Henry A. Panasci, Jr.
Patti McGill Peterson

~ Donald B. Riefler
Stephen B. Schwartz

Number of
Stock Units
Held

9, 158 (8)
72, 500 (9)
2,773 (8)
9, 551 (8)

26, 386 (8)
140, 000(9)

0
2,311 (8)
8, 077 (8)
2, 311 (8)

11, 199 (8)
25, 877 (8)
11, 204 (8)

Named Executives:
B. Ralph Sylvia
John W. Powezs
Darlene D. Kerr

46, 450 (9)
25, 750 (9)
36, 850 (9)

All Directors and Executive
Officers (23) as a group 569, 297

* Based on information furnished to the Company by the Directors and Executive
Officers. Zncludes shares of common stock credited under the Employees'avings
Fund Plan as of March 10, 1998.

~* Less than one percent.
(1) Includes options for 10,000 shares of common stock exercisable within 60 days.
(2) Includes presently exercisable options for 42, 625 shares of common stock.
(3) Includes presently exercisable options for 13,333 shares of common stock.
(4) Includes presently exercisable options for 18,000 shares of common stock.
(5) Includes presently exercisable options for 12,000 shares of common stock.
(6) Includes presently exercisable options for 9,000 shares of common stock.
(7) Includes presently exercisable options for 141,083 shares of common stock.
(8) Represents deferred stock units granted pursuant to the Outside Director Deferred

Stock Unit Plan. No voting rights are associated with deferred stock units. For
additional information regarding deferred stock units, refer to Item 11.
Executive Compensation - "Compensation of Dizectors".

(9) Represents stock units granted in 1995 pursuant to the SIP and in 1996, 1997 and
1998 pursuant to the LTZP. No voting rights are associated with stock units. For
additional information regarding stock units granted to named executives, refer to
Item 11 'xecutive Compensation — "Long-Term Incentive Plan" ).

In addition to the shares of the Company's common stock, Albert J. Budney, Jr.
indirectly owns 100 shares of the Company's Preferred Stock, 9H% Series.

Item 13. Certain Relationships and Related Transactions.

The Company has nothing to report for this item.
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PART ZV

Item 14. Exhibits, Financial Statement Schedules, and Reports on
Form S-K.

(a) Certain documents filed as part of the Form 10-K.

(1) INDEX OF FINANCIAL STATEMENTS

Report of Independent Accountants

Consolidated Statements of Income and Retained Earnings for
each of the three years in the period ended December 31, 1997

Consolidated Balance Sheets at December 31, 1997 and
Consolidated Statements of Cash Flows for each of the three

years in the period ended December 31,,1997

Notes to Consolidated Financial Statements

1996

Separate financial statements of the Company have been omitted since it is
primarily an operating company and all consolidated subsidiaries are
wholly-owned directly or by subsidiaries.

(2) The following financial statement schedules of the Company for the years
ended December 31, 1997, 1996 and 1995 are included:
Report of Independent Accountants on Financial Statement Schedule

Consolidated Financial Statement Schedule:

IZ--Valuation and Qualifying Accounts and Reserves

The Financial Statement Schedule above should be read in conjunction with
the Consolidated Financial Statements in Part IZ, Item 8 (Financial
Statements and Supplementary Data).

Schedules other than those mentioned above are omitted because the
conditions recpxiring their filing do not exist or because the recyxiredinformation is given in the financial statements, including the notesthereto.

(3) List of Exhibits:
See Exhibit Index.

(b) Reports on Form 8-K:

Form 8-K Reporting Date - October 10, 1997
Item reported — Item 5. Other Events.
Registrant filed information concerning the PowerChoice settlement ~

Form 8-K Reporting Date - February 11, 1998
Item reported - Item 5. Other Events.
Registrant filed information concerning the January 1998 ice storm.

(c) Exhibits.

See Exhibit Index.

(d), Financial Statement Schedule.

See (a)(2) above.
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REPORT OF INDEPENDENTACCOUNTANTS ON
FINANCIALSTATEMENTSCHEDULE

To the Board ofDirectors of
Niagara Mohawk Power Corporation

Our audits of the consolidated financial statements of Niagara Mohawk Power
Corporation referred to in our report dated March 26, 1998 appearing in this Form 10-K
also included an audit of the Financial Statement Schedule listed in Item 14(a) of this
Form 10-K. In our opinion, this Financial Statement Schedule presents fairly, in all
material respects, the information set forth therein when read in conjunction with the
related consolidated financial statements.

PRICE WATERHOUSE LLP

Syracuse, New York
March 26, 1998
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NIAGARA HOHAWR POWBR CORPORATION AND SUBSZDZARY COMPANIES

SCHEDULE ZZ - VALUATIONAND {}UALZFYZNGACCOUNTS AND RESERVES

(Zn Thousands of Dollars)

Page 1 of 2

Column A

Description

Allowance for Doubtful
Accounts - deducted from
Accounts Receivable in

the Consolidated Balance
Sheets

1997

1996

1995

Column B

Balance at
Beginning
of Period

$52,096

20,000

3,600

Charged to
Costs and
Expenses

46,549

127,648

31, 284

Column C

Additions
Charged to

Other Accounts

$ 3,000 (b)

800 (b)

16 400 (b)

Column D

Deductions
(a)

$ 39,097

96,352.

31,284

Column E

Balance
at End

of Period

$ 62, 548

52, 096

20,000

(a) Uncollectible accounts written off net of recoveries of $ 14,416, $ 12,842, and $ 10,830 in 1997,
1996 and 1995, respectively.

(b) The Company increased its allowance for doubtful accounts in 1995 and recorded a regulatory asset
of $ 16,400, which reflects the amount that the Company expects. to recover in rates. In 1996,
regulatory asset increased by $ 800 to $ 17,200 and in 1997, regulatory asset increased $ 3,000 to
$ 20,200.
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NIAGARA MOHAWK POWER CORPORATION AND SUBSIDIARY COMPANIES

SCHEDULE ZZ - VALUATIONAND QUALIFYING ACCOUNTS AND RESERVES

(Zn Thousands of Dollars)

Page 2 of 2

Column A Column B Column C

Additions
Column D Column E

Description

Balance at
Beginning
of Period

Charged to
Costs and
Expenses

Charged
to

Other
Accounts Deductions

Balance
at End of
Period (c)

Miscellaneous
Valuation Reserves

1997

1996

1995

$ 37, 740

39,426

29, 197

$ 2, 207

10,261

18, 719

$ $ 4,049

11, 947

8,490

$ 35, 898

37, 740

39,426

(c) The reserves relate primarily to certain inventory and non-rate base properties.
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NIAGARA MOHAWK POWER CORPORATZON
Exhibit 1ndex

In the following exhibit list, NMPC refers to the Company and CNYP refers
to Central New York Power Corporation, a predecessor company. Each document
referred to below is incorporated by reference to the files of the Commission,
unless the reference to the document in the list is preceded by an asterisk.
Previous filings with the Commission are indicated as follows:

A--NMPC
C- -NMPC
F- -CNYP
G- -CNYP
V- -NMPC
X--NMPC
Z-. -NMPC

CC--NMPC
DD--NMPC
GG--NMPC
HH--NMPC
II--NMPC
JJ--NMPC
KK--NMPC
OO--NMPC
QQ--NMPC
SS--NMPC
TT--NMPC
W--NMPC

CCC--NMPC
ZZZ--NMPC
OOO--NMPC
PPP--NMPC
QQQ--NMPC
RRR--NMPC

Registration
Registration
Registration
Registration
Registzation
Registration
Registration
Registration
Registration
Registration
Registration
Registration
Registration
Registration
Registration
Registration
Registration
Registration
Registration
Registration
Registration
Registration
Registration
Registration
Registration

Statement No.
Statement No.
Statement No.
Statement No.
Statement No.
Statement No.
Statement No.
Statement No.
Statement No.
Statement No.
Statement No.
Statement No.
Statement No.
Statement No.
Statement. No.
Statement No.
Statement No.
Statement No.
Statement No.
Statement, No.
Statement No.
Statement No.
Statement No.
Statement No.
Statement No.

2-8214;
2-8634;
2-3414/
2-5490;
2-10501

I'-12443I
2-13285;
2-16193;
2-18995;
2-25526;
2-26918 )
2-29575)
2-35112;
2-38083;
2-49570;
2-51934;
2-52852;
2-54017;
2-59500;
2-70860(
2-90568;

33-32475;
33-38093(
33-47241;
33-59594;

b--NMPC
c--NMPC
d--NMPC
e--NMPC
f--NMPC
g--NMPC
h--NMPC
i--NMPC
j-.-NMPC
k--NMPC
l--NMPC
m--NMPC
n--NMPC
o--NMPC

Annual Report on Form 10-K for year ended December 31, 1990; and
Annual Report on Form 10-K for year ended December 31, 1992; and
Annual Report on Form 10-K for year ended December 31, 1993; and
Annual Report on Form 10-K for year ended December 31, 1994; and
Annual Report on Form 10-K for year ended December 31, 1995; and
Annual Report on Form 10-K for year ended December 31, 1996.
Quarterly Report on Form 10-Q for quarter ended March 31, 1993; and
Quarterly Report on Form 10-Q for quarter ended-September 30, 1993;
Quarterly Report on Form 10-Q for quarter ended June 30, 1995; and
Quarterly Report on Form 10-Q for quarter ended September 30, 1996;
Quarterly Report on Fozm 10-Q for quarter ended June 30, 1997; and
Quarterly Report on Form 10-Q for quarter ended September 30, 1997.
Repoit on Form 8-K dated July 9, 1997; and
Report on Form 8-K dated October 10, 1997.

In accordance with Paragraph 4(iii) of Item 601 (b) of. Regulation S-K, the
Company agrees to furnish to the Securities and Exchange Commission, upon
request, a copy of the agreements comprising the $ 804 million senior debtfacility that the Company completed with a bank group during March 1996. Thetotal amount of long-term debt authorized under such agreement does not exceed
10 percent of the total consolidated assets of the Company and its subsidiaries.
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Inco ration Reference

Exhibit No.

3(a)(1)

3(a)(2)

3(a)(3)

Descri tion of Instnment

--Certificate of Consolidation of Hew
York Power and Light Corporation,
Buffalo Niagara Electric Corporation
and Central Hew York Po~er Corporation,
filed in the office of the New York
Secretary of State, January 5, 1950.

--Certificate of Amendment of Certificate
of Incorporation of NMPC, filed in the
office of the Hew York Secretary of
State, January 5, 1950.

--Certificate of Amerxhcnt of Certificate
of Incorporation of NMPC, pursuant to
Section 36 of the Stock Corporation Law
of New York, filed August 22, 1952, in
the office of the Hcw York Secretary
of State.

Previous Fili Previous Exhibit Desi tion

3(a)(2)

3(a)(3)

3(a)(4)

3(a)(5)

3(a)(6)

3(a)(7)

3(a)(8)

3(a)(9)

--Certificate of HMPC pursuant to Section
11 of the Stock Corporation Law of Hew
York filed May 5, 1954 in the office of
the Hew York Secretary of State.

--Certificate of Amendment of Certificate of
Incorporation of HMPC, pursuant to Section
36 of the Stock Corporation Law of New

York, filed January 9, 1957 in the office
of the New York Secretary of State.

--Certificate of HMPC pursuant to Section
11 of the Stock Corporation Law of Hew

York, filed May 22, 1957 in thc office of
the New York Secretary of State.

--Certificate of NMPC pursuant to Section
11 of the Stock Corporation Law of New
York, filed February 18, 1958 in the office
of the Hew York Secretary of State.

--Certificate of Amendncnt of Certificate
of Incorporation of NMPC under Section
805 of the Business Corporation Law of
Hew York, filed May 5, 1965 in the office
of the Hew York Secretary of State.

--Certificate of Amendment of Certificate
of Incorporation of KMPC under Section
805 of the Business Corporation Law
of Hew York, filed August 24, 1967 in
the office of the Hew York Secretary
of State.

3(a)(4)

3(a)(5)

3(a)(6)

3(a)(7)

3(a)(8)

3(a)(9)

3(a)(10)

3(a)(11)

--Certificate of Amendnent of Certificate
of Incorporation of NMPC under Section
805 of the Business Corporation Law of
New York, filed August 19, 1968 in the
office of the Hew York Secretary of State.

--Certificate of Amcrxhent of Certificate
of Incorporation of HMPC under Section
805 of the Business Corporation Law of
New York, filed September 22, 1969 in
the office of the New York Secretary
of State.

3(a)('10)

3(a)(11)

3(a)(12) --Certificate of Amendment of Certificate
of Incorporation of NMPC under Section
805 of the Business Corporation Law of
New York, filed May 12, 1971 in the
office of the New York Secretary of
State. 3(a)(12)
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Exhibit No.

3(a)(13)

3(a)(14)

3(a)(15)

3(a)(16)

3(n)(17)

3(a)(18)

3(a)(19)

3(a)(20)

3(a)(21)

3(a)(22)

3(a)(23)

3(a)(24)

Descri tion of Instrunent

--Certificate of Amendment of Certificate
of Incorporation of NHPC under Section
805 of the Business Corporation Law of
New York, filed August 18, 1972 in the
office of the New York Secretary of State.

--Certificate of Amendsent of Certificate
of Incorporation of NMPC under Section
805 of the Business Corporation Law of
New York, filed June 26, 1973 in the
office of the New York Secretary of State.

--Certificate of Amendnent of Certificate
of Incorporation of NHPC under Section
805 of the Business Corporation Law of
New York, filed May 9, 1974 in the
office of the New York Secretary of State.

--Certificate of Amendment of Certificate
of Incorporation of NHPC under Section
805 of the Business Corporation Law of
New York, filed Harch 12, 1975 in the
office of the New York Secretary of State.

--Certificate of Amenchent of Certificate
of Incorporation of NHPC under Section
805 of the Business Corporation Law of
Mew York, filed Hay 7, 1975 in the
office of the New York Secretary of State.

--Certificate of Amerdnent of Certificate
of Incorporation of NHPC under Section
805 of the Business Corporntion Law of
New York, filed August 27, 1975 in the
office of the New York Secretary of State.

--Certificate of Amerdnent of Certificate
of Incorporation of NHPC under Section
805 of the Business Corporation Law of
New York, filed Hay 7, 1976 in the
office of the New York Secretary of State.

--Certificate of Amendment of Certificate
of Incorporation of NMPC under Section
805 of the Business Corporation Law of
New York filed September 28, 1976 in the
office of the New York Secretary of Stnte.

--Certificate of Amendment of Certificate
of Incorporation of NHPC under Section
805 of the Business Corporation Law of
New York filed January 27, 1978 in the
office of the New York Secretary of State.

--Certificate of Amerdnent of Certificate
of Incorporation of NHPC under Section .
805 of the Business Corporation Law of
New York filed Hay 8, 1978 in the
office of the New York Secretary of State.

--Certificate of Correction of the
Certificate of Amendment filed Hay 7,
1976 of the Certificate of Incorporation
under Section 105 of the Business
Corporation Law of New York filed
July 13, 1978 in the office of the
New York Secretary of State.

--Certificate of Amendnent of Certificate
of Incorporation of NHPC under Section
805 of the Business Corporation Law of
New York filed July 17, 1978 in the
office of the New York Secretary of State.

Inco ration Reference

3(a)(13)

3(a)(14)

3(a)(15)

3(a)(16)

3(a)(17)

3(a)(18)

3(a)(19)

3(a)(20)

3(a)(21)

3(a)(22)

3(a)(23)

3(a)(24)
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Inco ration Reference

Exhibit No.

3(a)<25)

3(a)(26)

3(a)(27)

3(a)(28)

3(a)(29)

3(a)(30)

3(a)(31)

3(a)(32)

3(a)(33)

3(a)<34)

3(a)(35)

3(a)(36)

Doser i tion of Instruncnt

--Certificate of Amendment of Certificate
of Incorporation of NMPC under Section
805 of the Business Corporation Law of
Hew York filed March 3, 1980 in the
office of the Hew York Secretary of State.

--Certificate of Amenchent of Certificate
of Incorporation of HMPC under Section
805 of the Business Corporation Law of
Hew York filed March 31, 1981 in the
office of the Hew York Secretary 'of State.

--Certificate of Amendnent of Certificate
of Incorporation of HMPC under Section
805 of the Business Corporation Law of
New York filed March 31, 1981 in the
office of the New York Secretary of State.

--Certificate of Amendment of Certificate
of Incorporation of HMPC under Section
805 of the Business Corporation Law of
New York filed April 22, 1981 in the
office of the Hew York Secretary of State.

--Certificate of Amerxhent of Certificate
of Incorporation of NMPC under Section
805 of the Business Corporation Law of
Hew York filed May 8, 1981 in the office
of the New York Secretary of State.

--Certificate of Amenchent of Certificate
of Incorporation of NMPC under Section
805 of the Business Corporation Law of
New York filed April 26, 1982 in the
office of the Hew York Secretary of State.

--Certificate of Amerxhent of Certificate
of Incorporation of HMPC under Section
805 of the Business Corporation Law of
Hew York filed January 24, 1983 in the
office of the Hew York Secretary of State.

--Certificate of Amendment of Certificate
of Incorporation of NMPC under Section
805 of the Business Corporation Law of
New York filed August 3, 1983 in the
office of the Hew York Secretary of State.

--Certificate of Amendment of Certificate
of Incorporation of HMPC under Section
805 of the Business Corporation Law of
Hew York filed Deceaher 27, 1983 in the
office of the Hew York Secretary of State.

--Certificate of Amerdnent of Certificate
of Incorporation of NMPC under Section

,805 of the Business Corporation Law of
Hew York filed December 27, 1983 in the
office of the New York Secretary of State.

--Certificate of Amendment of Certificate
of Incorporation of NMPC under Section
805 of the Business Corporation Law of
Hew York filed June 4, 1984 in the
office of the Hew York Secretary of State.

--Certificate of Amenchent of Certificate
of Incorporation of HMPC under Section
805 of the Business Corporation Law of
Hew York filed August 29, '1984 in the
office of the Hew York Secretary of State.

Previous Fili Previous Exhibit Desi tion

3(a)<25)

3(a)(26)

3<a)(27)

3(a)(28)

3(a)(29)

3(a)(30)

3(a)(31)

3(a)(32)

3(a)(33)

3(a)(34)

3(a)(35)

3(a)(36)
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Inco ration Reference

Exhibit No.

3(a)(37)

3(a)(38)

3(a)(39)

3(a)(40)

3(a)(41)

3(a)(42)

3(a)(43)

3(a)(44)

3(a)(45)

3(a)(46)

«3(b)

'(a)

4(b) (1)

Descri tion of Instrunent

--Certificate of Amendment of Certificate
of Incorporation of NMPC under Section
805 of the Business Corporation Law of
Hew York filed April 17, 1985, in the
office of the New York Secretary of State.

--Certificate of Amendnent of Certificate
of Incorporation of HMPC under Section
805 of the Business Corporation Law of
Hew York filed May 3, 1985, in the
office of the Hew York Secretary of State.

--Certificate of Amendment of Certificate
of Incorporation of HMPC under Section
805 of the Business Corporation Law of
New York filed December 24, 1986 in the
office of the Hew York Secretary of State.

--Certificate of Amendment of Certificate
of Incorporation of NMPC under Section
805 of the Business Corporation Law of
New York filed June 1, 1987 in the
office of the Hew York Secretary of State.

--Certificate of Amendnent of Certificate
of Incorporation of NMPC under Section
805 of the Business Corporation Law of
New York filed July 16, 1987 in the
office of the Hew York Secretary of State.

--Certificate of Amerxhent of Certificate
of Incorporation of HMPC under Section
805 of the Business Corporation Law of
New York filed May 27, 1988 in the
office of the Hew York Secretary of State.

--Certificate of Amendnent of Certificate
of Incorporation of NMPC under Section
805 of the Business Corporation Law of
New York filed September 27, 1990 in the
office of the New York Secretary of State.

--Certificate of Amerxhent of Certificate
of Incorporation of NMPC under Section
805 of the Business Corporation"Law of
New York filed October 18, 1991 in the
office of the Hew York Secretary of State.

--Certificate of Amendment of Certificate
of Incorporation of HMPC under Section
805 of the Business Corporation Law of
New York .filed May 5, 1994 in the
office of the New York Secretary of State.

-.Certificate of Amendment of Certificate
of Incorporation of HMPC under Section
805 of the Business Corporation Law of
Hew York filed August 5, 1994 in the
office of the New York Secretary of State.

--By-Laws of NMPC, as amended February 26,
1998.

--Agreement to furnish certain debt
instrwents.

--Mortgage Trust Indenture dated as of
October 1, 1937 between NMPC (formerly
CNYP) and Marine Midland Bank, N.A.
(formerly named The Marine Midland Trust
Company of Hew York), as Trustee.

Previous Fili Previous Exhibit Desi tion

3(a)(37)

3(a)(38)

3(a)(39)

3(a)(40)

3(a)(41)

3(a)(42)

3(a)(43)

3(a)(44)

3(a)(45)

3(a)(46)

4(b)

«* Fi led October 15, 1937 after effective date of Registration Statement Ho. 2-3414.
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Inca ration Reference

Exhibit No.

4(b)(2)

4(b)(3)

4(b)(4)

4(b)(5)

4(b)(6)

4(b)(7)

4(b)(8)

4(b)(9)

4(b)(10)

4(b)('11)

4(b)(12)

4(b) (13)

4(b)(14)

4(b)(15)

4(b)(16)

4(b)(17)

4(b)(18)

4(b)(19)

4(b)(20)

Descri tion of Instrunent

--Supplemental Indenture. dated as of
December 1, 1938, supplemental to
Exhibit 4(1).

--Supplemental Indenture dated as of
April 15, 1939, supplemental to
Exhibit 4(1).

--Supplemental Indenture dated as of
July 1, 1940, supplemental to
Exhibit 4(1).

--Supplemental Indenture dated as of
October 1, 1944, supplemental to
Exhibit 4(1) ~

--Supplemental Indenture dated as of
June 1, 1945, supplemental to
Exhibit 4(1) ~

--Supplemental Indenture dated as of
August 17, 1948, supplementaL to
Exhibit 4(1).

--Supplemental Indenture dated as of
Decesher 31, 1949, supplemental to
Exhibit 4(1).

--Supplemental Indenture,dated as of
January 1, 1950, supplemental to
Exhibit 4(1).

--Supplemental Indenture dated as of
October 1, 1950, supplemental to
Exhibit 4(1).

--Supplemental Indenture dated as of
October 19, 1950, supplemental to
Exhibit 4(1).

--Supplemental Indenture dated as of
February 20, 1953, supplemental to
Exhibit 4(1).

--Supplemental Indenture dated as of
April 25, 1956, supplemental to
Exhibit 4(1):

-.Supplemental Indenture dated as of
March 15, 1960, supplementaL to
Exhibit 4(1).

--Supplemental Indenture dated as of
October 1, 1966, supplemental to
Exhibit 4('I).

--Supplemental Indenture dated as of
July 15, 1967, supplementaL to
Exhibit 4(1).

--Supplemental Indenture dated as of
August 1, '1967, supplemental to
Exhibit 4(1).

--Supplemental Indenture dated as of
August 1, 1968, supplemental to
Exhibit 4(1).

--Supplemental Indenture dated as of
March 15, 1977, supplemental to
Exhibit 4(1).

--Supplemental Indenture dated as of
August 'I, 1977, supplemental to
Exhibit 4(1) ~

Previous Fili

G

CC

GG

CCC

Previous Exhibit Desi tion

2-3

2-4

2-5

7-6

2-8

2-9

7.9

7-'10

7-1'I

7-'12

4-16

4-19

2-23

2-27

4-29

4-30

2-30

2-39

4(b)(40)
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Inco ration Reference

Exhibit No.

4(b) (21)

4(b)(22)

4(b)(23)

4(b)(24)

4(b)(25)

4(b)(26)

4(b)(27)

4(b)(28)

4(b)(29)

4(b)(30)

4(b)(31)

4(b)(32)

4(b)(33)

4(b)(34)

4(b)(35)

4(b)(36)

Descry i tion of Instrunent

--Supplemental Indenture dated as of
March 1, 1978, supplemental to
Exhibit 4(1).

--Supplemental Indenture dated as of
June 15, 1980, supplemental to
Exhibit 4(1).

--Supplemental Indenture dated as of
November 1, 1985, supplemental to
Exhibit 4('I).

--Supplemental Indenture dated as of
October 1, 1989, supplemental to
Exhibit 4(1) ~

--Supplemental Indenture dated as of
June 1, 1990, supplemental to
Exhibit 4(1) ~

--Supplemental Indenture dated as of
November 1, 1990, supplemental to
Exhibit 4(1).

.-Supplemental Indenture dated as of
March 1, '1991, supplemental to
Exhibit 4('I).

--Supplemental Indenture dated as of
October 1, 199I, supplementaL to
Exhibit 4(1).

--Supplemental Indenture dated as of
April 1, 1992, supplemental to
Exhibit 4(1).

--Supplemental Indenture dated as of
June .1, 1992, supplemental to
Exhibit 4(1).

--SuppLemental Indenture dated as of
July 1, 1992, supplemental to
Exhibit 4(1).

--Supplemental Indenture dated as of
August 1, 1992, supplemental to
Exhibit 4(1).

--Supplemental Indenture dated as of
April 'I, '1993, supplemental to
Exhibit 4(1).

--Supplemental Indenture dated as of
July 1, 1993, supplemental to
Exhibit 4(1).

--Supplemental Indenture dated as of
September 1, 1993, supplemental to
Exhibit 4(1).

--Supplemental Indenture dated as of
Harch 1, 1994, supplemental to
Exhibit 4(1).

Previous Fili

CCC

CCC

PPP

ppp

aaa

QQQ

RRR

RRR

RRR

Previous Exhibit Desi tion

4(b)(42)

4(b)(46)

4(b) (64)

4(b)(73)

4(b)(74)

4(b)(75)

4(b)(76)

4(b)(77)

4(b)('78)

4(b)(79)

4(b)(80)

4(b)(81)

4(b)(82)

4(b)(83)

4(b)(84)

4(b)(85)

4(b)(37)

4(b)(38)

4(b)(39)

--Supplemental Indenture dated as of
July 1, 1994, supplemental to Exhibit 4(1). e

--Supplemental Indenture dated as of
Hay 1, 1995, supplemental to Exhibit 4(1).

--Agreement dated as of August 16, 1940,
betgeen CNYP, The Chase National Bank
of the City of New York, as Successor
Trustee, and The Harine Hidland Trust
Company of New York, as Trustee.

4(86)

4(87)

7-23
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Exhibit No. Descri tion of Instrcinent

Inco ration Reference

10.1

10.2

10-3

10-4

--Agreement dated March 'I, 1957 between
the Po~er Authority of the State of
New York and NMPC as to sale,
transmission and disposition of St.
Lawrence power.

--Agreement dated February 10, 1961
between the Power Authority of the
State of Hew York and NMPC as to sale,
transmission and disposition of
Niagara redevelopment power.

;-Agreement dated July 26, 1961
between the Power Authority of the
State of Hew York and NMPC

supplemental to Exhibit 10-2.

--Agreement dated as of March 23, 1973
between the Power Authority of the
State of New York and HMPC as to
the sale, transmission and disposition
of Blenheim-Gi lboa power.

DD

DD

13-11

'13-6

13-7

5-8

10.5

10-6a

10-6b

10-7

10-Ba

-.Agreement dated January 23, 1970
between Consolidated Gas Supply
Corporation (formerly named Hew York
State Hatural Gas Corporation) and NMPC. KK

--Hew York Power Pool Agreement
dated as of February 1, 1974
between HMPC and six other Hew York
utilities and the Power Authority
of the State of Hew York.

--New York Power Pool Agreement
dated as of April 27, 1975 between
HMPC and six other Hew York electric
utilities and the Power Authority of
the State of Hew York (the parties
to the Agreement have petitioned
the Federal Power Cottmission for an
order permitting such Agreement,
which increases the reserve factor
of all parties from .14 to .18,
to supersede the Hew York Power
Pool Agreement dated as of
February 1, 1974).

--Agreement dated as of October 3'I, 1968
between HMPC, Central Hudson Gas 8
Electric Corporation and Consolidated
Edison Company of New York, Inc. as
to Joint Electric Generating Plant
(the Roseton Station).

--Memorancha of Understanding dated as

5-8

5-10

5-10b

5-10

10-Bb

10-Bc

10.9a

of May 30, 1975 between NMPC and
Rochester Gas 8 Electric Corporation
with respect to Oswego Unit Ho. 6.

--Memorandcla of Understanding dated as
of May 30, 1975 between HMPC and
Rochester Gas and Electric Corporation
with respect to Oswego Unit Ho. 6.

--Basic Agreement dated as of September 22,
1975 between HMPC and Rochester Gas and
Electric Corporation with respect to
Oswego Unit No. 6.

--Memoranchln of Understanding dated
as of May 30, 1975 between NMPC and
four other New York electric utilities
with respect to Nine Mile Point Nuclear
Station Unit No. 2 ~

SS

SS

SS

5-13

5-'13

5-13b

5-14
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Inco ration Reference

Exhibit No.

10-9b

10-9c

Descri tion of Instrment

--Basic Agreement dated as of
September 22, 1975 between NHPC and
four other New York electric utilities
with respect to Nine Hi le Point
Nuclear Station Unit No. 2.

--Nine Hile Point Nuclear Station Unit
No. 2 Operating Agreement.

Previous Fili Previous Exhibit Desi tion

5-14b

10-19

10-10a

10-10b

10-11

10-12

«10-13

«10-14

(A)10-15

-.Memorarxhm of Understanding dated as
of Hay 16, 1974, as amended May 30,
1975, bet~can NHPC and three other
New York electric utilities with respect
to the Sterling Nuclear Station. SS

--Basic Agreement dated as of
September 22, 1975 between NHPC and
three other New York electric utilities
with respect to the Sterling Nuclear
Stations.

--Master Restructuring Agreement, dated
as of July 9, 1997, between the Con@any
and the sixteen independent power
producers signatory thereto.

--PowerChoice settlement filed with
the PSC on October 10, 1997

--PSC Opinion and Order regarding approval
of the PowerChoice settlement agreement
with PSC, issued and effective March 20, 1998.

--Preferred Consent, December, 1997

--NHPC Officers'ncentive Compensation Plan-
Plan Docunent. b

5-15

5-15b

10.28

99-9

10-16

<A)10-16

(A)10-17

(A)10-18

(A)10-19

«(A)10-20

(A)10-21

(A)10-22

(A)10-23

(A)10-24

(A)10-25

(A)10-26

-.NHPC Long Term Incentive
Plan - Plan Docunent.

--NHPC Management Incentive Compensation Plan-
Plan Docunent.

--CEO Special Award Plan.

--NHPC Deferred Compensation Plan.

--Amendnent to NHPC Deferred Compensation
Plan

--NHPC Performance Share Unit Plan.

--NHPC 1992 Stock Option Plan.

--NHPC 1995 Stock Incentive Plan

--Employment Agreement between
NMPC and David J. Arrington, Sr. Vice
President, Hunan Resources, dated
December 20, 1996.

--Employment Agreement between
NHPC and Albert J ~ Budney, Jr.,
President and Chief Operating Officer,
dated December 20, 1996.

--Employment Agreement between
NHPC and IllI(1am E. Davis, Chairman of
the Board and Chief Executive Officer,
dated December 20, 1996.

10-1

10-17

10-2

10-16

10.17

10-18

10-31

10-17

10-18

10-19

(A) Management contract or compensatory plan or arrangement required to be filed as an exhibit pursuant to Item
601 of Regulation S-K.
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Inco ration Reference

Exhibit No. Descri tion of Instrtment Previous Fili Previous Exhibit Desi tion

(A)10-27 --Employment Agreement between
NHPC and Darlene D. Kerr, Sr. Vice
President, Energy Distribution, dated
December 20, 1996. 10-20

(A)10-28

(A)10-29

(A)10-30

(A)10-31

(A)10-32

(A)10-33

(A)10-34

(A)10-35

*(A)10-36

(A)10-37

--Employment Agreement between
NHPC and Gary J. Lavine, Sr. Vice
President, Legal and Corporate Relations,
dated December 20, 1996.

--Employment Agreement between
NHPC and John W. Powers, Sr. Vice
President and Chief Executive Officer,
dated December 20, 1996.

--Employment Agreement between
NMPC and B. Ralph Sylvia, Executive
Vice President, Electric Generation
and Chief Nuclear Officer, dated
December 20, 1996.

--Esployment Agreement between NHPC and
Theresa A. Flaim, Vice President-
Corporate Strategic Planning, dated
December 20, 1996.

--Employment Agreement between NMPC and
Steven W. Tasker, Vice President-
Controller, dated December 20, 1996.

--Employment Agreement between NHPC and
Kapua A. Rice, Corporate Secretary,
dated December 20, 1996.

--Amendment to Employment Agreement between
NHPC and David J. Arrington, Albert J.
Budney, Jr., William E. Davis, Darlene D.
Kerr, Gary J. Lavine, John W. Powers and
B. Ralph Sylvia, dated June 9, 1997.

--Employment Agreement between NMPC and
William F. Edwards, dated Septerher 25, 1997. m

--Employment Agreement between NHPC and
John H. Hueller, dated January 19, 1998.

--Deferred Stock Unit Plan for Outside Directors. g

10-21

10-22

10-23

10-24

10-25

'10-26

10-3

10-4

10-27

*11 --Statement setting forth the coaputation of
average number of shares of cosmon stock
outstanding.

«12 --Statements Showing Computations of Certain
Financial Ratios.

«21 --Subsidiaries of the Registrant.

*23

«27

--Consent of Price Waterhouse LLP,
independent accountants.

--Financial Data Schedule.

(A) Management contract or compensatory plan or arrangement required to be filed as an exhibit pursuant to Item
601 of Regulation S-K.
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NXAGARA MOHAWK POWER CORPORATION AND SUBSIDZARZES

COMPUTATION OP AVBRAGE NUMBER OP SHARES OP COMMON STOCK OUTSTANDXNG

Year Ended Deceeher 31

(1)
Shares of

Cotaton
Stock

(2)
Number
of Days

~nnixxxndin

(3)
Share Days~2x I

Average Number
of Shares

Outstanding as
Shown on Consolidated
Statements of income

(3 Divided by Number of
Da s in Year

January 1 - Deceaher 31

Shares issued at various
tises during the period-

Acquisition - Syracuse
Qburban Gas Ccapany, Inc.

144,365,214

54 137

144 419 35'I

52,693,303,110

14 260 096

. 52 707 563 206 144 404 203

1996

January 1 - December 31

Shares issued at various
times during the year-

A isition - Syracuse
n Gas Company, Inc.

144,332, 123

33 091

144 365 214

52,825,557,018

6 397 653

52 831 954 671 144 349 603

January 1 - December 31

Shares issued-

Dividend Reinvestment Plan-
January 31

Acquisition - Syracuse
Suburban Gas Company, inc.-
October 4

144,311,466

19,016

I 641

144 332 123

365

335

89

52,673,6850090

6,370,360

146 049

52 680 201 499 144 329 319

Number of days outstanding not shown as shares represent an accwalation of weekly, monthly
and quarterly issues throughout the year. Share days for shares issued are based on
the total nutrher of days each share was outstanding during the year.

Note: Earnings per share calculated on both a basic and diluted basis are the same due to the effects of rounding.
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NIAGARA NOHANK P(NER CORPORATION AND SUBSIDIART CNIPANIES

Statement ShoMing Coaputations of Ratio of. Earnings to Fixed Charges,
Ratio of Earnings to Fixed Charges uithout AFC and Ratio of Earnings to Fixed Charges and Preferred Stock Divi

A. Net Income per Statements of Income

B. Taxes Based on Income or Profits
C. Earnings, Before Income Taxes

D. Fixed Charges (a)

E. Earnings Before Income Taxes and Fixed
Charges

F. Allowance for Funds Used During
Construction

G. Earnings Before Income Taxes and Fixed
Charges without AFC

Preferred Dividend Factor:

H. Preferred Dividend Requirements

I. Ratio of Pre-Tax Income to Net Income
(C / A)

J. Preferred Dividend Factor (H x I)
K. Fixed Charges as above (0)

L. Fixed Charges and Preferred Dividends
Conhined

H. Ratio of Earnings to Fixed Charges
(E / D)

N ~ Ratio of Earnings to Fixed Charges
uithout AFC (G / D)

O. Ratio of Earnings to Fixed Charges and
Preferred Dividends Combined (E / L)

1997

$59,835

60 095

119,930

$110,390

66 221

176,611

424,381

9 706

$414 675

. 484,934

7 355

$477 579

0 37 397

2.00

$ 74,794

304 451

5379 245

0 38 201

1.60

$ 61,250

300 323

$369 573

1.39 1.57

1.36 1.55

1.12 1.31

304 451 '00 323

Year Ended Deceaher 31

1995

$248,036

1994

$176,984

9 050 9 079

$713 352 $594 648

0 39 596 0 33 673

1.64 1.63

$ 64,937 $ 54,887

314 973 315 274

$379 910 $370 161

2.29 1.91

2.26 1.89

1.90 1.63

159 393 111 469

407,429 288,453

31I 973 315 274

722,402 603,727

1993

$271,831

147 075

418,906

319 197

738,103

16 232

$721 871"

0 31 057

1.54

$ 49,060

319 197

$360 257

2.00

(a) Includes a portion of rentals deemed representative of the interest factor: $26,149 for 1997, $26,600 for 1996, $27,312 for 1995
$29,396 for 1994 and $27,821 for 1993 ~

/
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Exhibit 21

NIAGARA MOHAWK POWER CORPORATZON AND SUBSIDIARY COMPANIES

Subsidiaries of the Registrant

Name of Com an State of Or anization

Opinac North America, Inc.
(Note 1)

Delaware

NM Uranium, Znc.

EMCO-TECH, Inc. (Note 2)-

NM Holdings, Inc. (Note 3)

Moreau Manufacturing Corporation

Beebee Island Corporation

NM Receivables Corp.

Texas

New York

New York

New York

New York

New York

Note 1:

Note 2:

Note 3:

At December 31, 1997, Opinac North America,. Znc. owns Opinac Energy
Corporation and Plum Street Enterprises, Inc. Opinac Energy
Corporation has a 50 percent interest in CNP, which is incorporated
in the Province of Ontario, Canada. CNP owns Cowley Ridge
Partnership (an Alberta, Canada general partnership) and Canadian
Niagara Wind Power Company, Znc. (incorporated in the Province of
Alberta, Canada) . Plum Street Enterprises, Znc., ("Plum Street" )

an unregulated company, is incorporated in the State of Delaware.
Plum Street owns Plum Street Energy Marketing, Inc. (incorporated in
the State of Delaware), Global Energy Enterprises India Private
Limited, 90% of Dolphin Investments International, Inc. (a
corporation organized and existing under the laws of Nevis, West
Indies, which owns 45% of Atlantis Energie Systems AG (a
corporation organized and existing under the laws of the Federal
Republic of Germany)), 25% of Telergy Joint Venture and 26% of
Direct Global Power, inc.
EMCO-TECH, Inc. is inactive at December 31, 1997.

At December 31, 1997, NM Holdings, Znc. owns Salmon Shores, Inc.,
Moreau Park, Inc., Riverview, Inc., Hudson Pointe, Znc., Upper
Hudson Development, Znc., Land Management a Development, Inc.,
OPropco, Znc. and LandWest, Inc.
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EXHIBIT23

CONSENT OF INDEPENDENT ACCOUNTANTS

We hereby consent to the incorporation by reference in the Registration Statement on
Form S-8 (Nos. 33-36189, 3342771 and 333-13781) and to the incorporation by
reference in the Prospectus constituting part of the Registration Statement on Form S-3

(Nos. 33-50703, 33-51073, 33-54827 and 33-55546) of Niagara Mohawk Power
Corporation of our report dated March 26, 1998 appearing in the Company's Form 10-K
dated March 26, 1998. We also consent to the incorporation by reference ofour report on
the Financial Statement Schedule, which appears in this Form 10-K

PRICE WATERHOUSE LLP

Syracuse, New York
March 26, 1998
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SIGNATURES

Pursuant to the requirements of Section 13 or 15(d) of the

Securities Exchange Act of 1934, the Registrant has duly caused

this report to be signed on its behalf by the undersigned,

thereunto duly authorized.

NIAGARA MOHAWK POWER CORPORATION
(Registrant)

Date: March 26, 1998 By s Steven W. Tasker
Steven W. Tasker
Vice President-Controller
and Principal Accounting Officer

Pursuant to the requirements of the Securities Exchange

Act of 1934, this report has been signed below by the following
persons on behalf of the Registrant and in the capacities and on

the dates indicated.

Siciaature Title Date

s William F. All
William F. Allyn
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s Albert J. Budne Jr.
Albert J. Budney, Jr.

Director,
President March 26, 1998
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Lawrence Burkhardt, III March 26, 1998

s Dou las M. Costle
Douglas M. Costle

Director March 26, 1998

s Edmund M. Davis
Edmund M. Davis

Director March 26, 1998

s William E. Davis
William E. Davis

Chairman of the
Board of Directors
and Chief Executive
Officer March 26, 1998
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s William J. Donlon
William J. Donlon

Director March 26, 1998

s Anthon H. Gioia
Anthony H. Gioia

Director March 26, 1998

s Bonnie Guiton Hill
Bonnie Guiton Hill

Director March 26, 1998

s Hen A. Panasci Jr.
Henry A. Panasci, Jr.

Director March 26, 1998

s Patti McGill Peterson
Patti McGill Peterson

Director March 26, 1998
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Donald B. Riefler

Director March 26, 1998

s Ste hen B. Schwartz
Stephen B. Schwartz

Director March 26, 1998

s William F. Edwards
William F. Edwards

Senior Vice President
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Officer March 26, 1998

s Steven W. Tasker
Steven W. Tasker

Vice President-Controller
and Principal Accounting
Officer March 26, 1998
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NIAGARAMOHAWKPOWER CORPORATION
I

GLOSSARY OF TERMS

TERM DEFINITION

AFC

CNP

COPS

CTC

DEC

DOE

Allowance for Funds Used During Construction

Canadian Niagara Power Company, Limited

Competitive Opportunities Proceeding

Competitive Transition Charges

New York State Department ofEnvironmental Conservation

U. S. Department ofEnergy

Dth Dekatherm: one thousand cubic feet ofgas with a heat content of 1,000
British Thermal Units per cubic foot

EBITDA Earnings before Interest Charges, Interest Income, Income Taxes,
Depreciation and Amortization, Amortization ofNuclear Fuel,
Allowance for Funds Used During Construction, MRA Regulatory
Asset amortization, non-cash regulatory deferrals and other amortizations
and extraordinary items (a non-GAAP measure ofcash flow)

FAC Fuel Adjustment Clause: a clause in a rate schedule that provides for
an adjustment to the customer's bill ifthe cost of fuel varies from a

specified unit cost

FASB

FERC

GAAP

GRT

Financial Accounting Standards Board

Federal Energy Regulatory Commission

Generally Accepted Accounting Principles

Gross Receipts Tax

Gigawatt-hour: one gigawatt-hour equals one billionwatt-hours

IPP Independent Power Producer: any person that owns or operates, in whole
or in part, one or more Independent Power Facilities

IPP Party Independent Power Producers that are a party to the MRA



ISO

KW

Independent System Operator

Kilowatt: one thousand watts .

Kilowatt-hour: a unit ofelectrical energy equal to one kilowatt ofpower
supplied or taken from an electric circuit steadily for one hour

MERIT Measured Equity Return Incentive Term

Master Restructuring Agreement - an agreement to terminate, restate or
amend IPP Party power purchase agreements

MRA
regulatory
asset

Recoverable costs to terminate, restate or amend
IPP Party contracts, which are deferred
and amortized under PowerChoice

MW Megawatt: one millionwatts

Megawatt-hour: one thousand kilowatt-hours

NRC

NYPA

NYPP

U. S. Nuclear Regulatory Commission

New York Power Authority

New York Power Pool

NYPP Member
Systems

Eight Member Systems are: the seven New York
State investor-owned electric utilities and NYPA

NYSERDA New York State Energy Research and Development Authority

PowerChoice
agreement

Company's five-year electric rate agreement,
which incorporates the MRA, approved in February
1998

PPA Power Purchase Agreement: long-term contiacts under which a utility
is obligated to purchase electricity from an IPP at specified rates

PRP Potentially Responsible Party

PSC New York State Public Service Commission

PURPA Public UtilityRegulatory Policies Act of 1978, as amended. One of
five bills signed into law on November 8, 1978, as the National Energy
Act. It sets forth procedures and requirements applicable to state utility
commissions, electric and natural gas utilities and certain federal



regulatory agencies. A major aspect of this law is the mandatory
purchase obligation from qualifying facilities.

QF Qualifying Facility: an individual (or corporation) that owns and/or operates
a generating facility but is not primarily engaged in the generation or sale

ofelectric power. QFs are either power production or cogeneration facilities
that qualify under Section 201 of PURPA.

ROE Return on Common Stock Equity

SFAS
No. 71

Statement ofFinancial Accounting Standards No.
71 "Accounting for the Effects ofCertain Types ofRegulation"

SFAS
No. 101

Statement ofFinancial Accounting Standards No.
101 "Regulated Enterprises - Accounting for the Discontinuance of
Application ofFASB Statement No. 71"

SFAS
No. 106

Statement ofFinancial Accounting Standards No.
106 "Employers'ccounting for Postretirement Benefits Other
Than Pensions"

SFAS
No. 109

SFAS
No. 121

Statement ofFinancial Accounting Standards No.
109 "Accounting for Income Taxes"

Statement ofFinancial Accounting Standards No.
121 "Accounting for the Impairment ofLong-Lived Assets and for
Long-Lived Assets to Be Disposed

Of'FAS

No. 130

SFAS
No. 131

Statement ofFinancial Accounting Standards No.
130 "Reporting Comprehensive Income"

Statement ofFinancial Accounting Standards No.
131 "Disclosures about Segments ofan Enterprise and Related
Information"

SFAS
No. 132

Statement ofFinancial Accounting Standards No.
132 "Employers'isclosure about Pensions and Other
Postretirement Benefits"

stranded
costs

Utilitycosts that may become unrecoverable due
to a change in the regulatory environment

Unit 1

Unit 2

Nine Mile Point Nuclear Station Unit No. 1

Nine Mile Point Nuclear Station Unit No. 2



NIAGARAMOHAWKPOWER CORPORATION

ITEM 6. SELECTED CONSOLIDATED FINANCIALDATA

The following table sets forth selected financial information of the Company for,each of the five

years during the period ended December 31, 1997, which has been derived from the audited

financial statements of the Company, and should be read in connection therewith. As discussed

in Item 7. Management's Discussion and Analysis ofFinancial Condition and Results of
Operations and Item 8. Financial Statements and Supplementary Data - "Notes to Consolidated
Financial Statements," the following selected financial data is not likely to be indicative of the

Company's future financial condition or results ofoperations.

1997 1996* 1995 1994 1993

Operations: (000's)

Operating revenues

Net income

Common stock data:

183, 335 110,390 248,036 176,984 271,831

$ 3~ 966'04 $ 3'90'53 $ 3 917 338 $ 4 152'78 $ 3'33 431

Book value per share
at year end

Market price at
year end

Ratio of market price to
book value at year end

Dividend yield at year end

Basic and diluted earnings
per average common
share

$ 18.89

10 1/2

55.6%

$ 1.01

$ 17.91

9 7/8

55.1%

$ .50

$ 17.42

9 1/2

54.5%

11.8%

$ 1.44

$ 17.06

14 1/4

83.5%

7.9%

$ 1.00

$ 17.25

20 1/4

117.4%

4.9%

$ 1.71

Rate of return on common
equity

Dividends paid per
common share

Dividend payout ratio

5.5% 2.8%

$ 1.12

77.8%

5.8%

$ 1.09

109.0%

10.2%

$ .95

55.6%

Capitalization: (000's)

Common equity $ 2,727, 527 $ 2,585,572 $ 2,513, 952 $ 2, 462, 398 $ 2, 456, 465

Non-zedeemable
preferred stock 440, 000 440, 000 440, 000~ 440, 000 290, 000

Mandatorily redeemable
preferred stock

Iong-tenn debt

76, 610

3,417'81

86,730
'\

3, 477, 879

96'SO 106t 000 123~ 200

3~ 582 414 3i 297~ 874 3g 258~ 612

6, 661, 518 6e 590 181 6~ 633i 216 6~ 306i 272 6i 128~ 277



1997 1996" 1995 1994 1993

Long-term debt maturing
within one year 67,095 48,084 65,064 77, 971 216, 185

TOTAL S 6@ 728 ~ 613 S 6g 638'65 S 6p 698'80 S 6g 384'43 S 6g 344/ 462

Capitalization ratios: {including long-term debt maturing within one year)

Common stock equity

Preferred stock

40.5%

7.7

39.0%

7.9

37.5%

8.0

38.6%

8.5

38.7%

6.5

Long-term debt 51.8 53.1 54.5 52.9 54.8

Financial ratios:

Ratio of earnings to
fixed charges

Ratio of earnings to
fixed charges and
preferred stock
dividends

2.02

1.67

1.57

1.31

2.29

1.90

1.91

1.63

2.31

2.00

Other ratios - % of
operating revenues:

Fuel, electricity purchased
and gas purchased 44,4% 43.5% 40.3% 39.6% 36.1%

Other operation and
maintenance expenses

Depreciation and
amortization

Federal and foreign
income taxes, and
other taxes

Operating income

Balance available for
common stock

21.1

8.6

15.1

14.1

3.7

23.'3

8.3

13.6

13.1

1.8

20.9

8.1

17.3

17.5

5.3

23.1

7.4

14.7

13.3

3.5

26. 9

7.0

16.2

17.5

6.1

Miscellaneous: (000's)

Gross additions to
utility plant S 290 757 S 352~ 049 S 345'04 S 490~ 124 S 519~ 612

Total utility plant

Accumulated depreciation
and amortization

Total assets

11,075,874

4, 207, 830

9,584,141

10, 839, 341 10, 649,301 10, 485, 339 10, 108,529

3~ 881'26 3~ 641~ 448 3g 449~ 696 3~ 231'37
l

9g 427 635 9~ 477~ 869 9g 649~ 816 9g 471'27

+ Amounts include extraordinary item, see Note 2. Rate and Regulatory Issues and
Contingencies.



NIAGARAMOHAWKPOWER CORPORATION

Certain statements included in this Annual Report on Form 10-K are forward-looking statements

as defined in Section 21E of the Securities Exchange Act of 1934, including the hedge against

upward movement in market prices provided by the restructured and amended PPAs, the

improvement in operating cash flows as a result of the MRAand PowerChoice, the

recoverability of the MRA regulatory asset through the prices charged for electric service, the

effect of a PSC natural gas proposal on the Company's results ofoperations, expected earnings
over the five-year term of the PowerChoice agreement, the effect of the elimination of the FAC
under PowerChoice on the Company's financial condition, the reduction in net income resulting
from the non-cash amortization of the MRA regulatory asset, the effect of the January 1998 ice

storm damage restoration costs on the Company's capital requirements, recoverability of
environmental compliance costs and nuclear decommissioning costs through rates, and the

improvement in the Company's financial condition expected as a result of the MRAand the

implementation of PowerChoice. The Company's actual results and developments may differ
materially from the results discussed in or implied by such forward-looking statements, due to

risks and uncertainties that exist in the Company's operations and business environment,
including, but not limited to, matters described in the context of such forward-looking
statements, as well as such other factors as set forth in the Notes to Consolidated Financial
Statements contained herein.

ITEM7. MANAGEMENT'SDISCUSSION AND ANALYSISOF FINANCIAL
CONDITIONAND RESULTS OF OPERATIONS

EVENTS AFFECTING 1997 AND THE FUTURE
'n

July 9, 1997, the Company announced the MRA to terminate, restate or amend IPP

power purchase contracts in exchange for cash, shares of the Company's common stock
and certain financial contracts. The terms of the MRAhave been and may continue to be

modified.

In February 1998, the PSC approved the PowerChoice settlement agreement, which
incorporates the terms of the MRA. Under PowerChoice, a regulatory asset willbe

established for the costs of the MRAand it willbe amortized over a period generally not
to exceed ten years. The Company's rates under PowerChoice are designed to permit
recovery of the MRA regulatory asset. In approving PowerChoice, the PSC limited the

estimated value of the MRA regulatory asset that can be recovered to approximately
$4,000 million, which is expected to result in a charge to the second quarter of 1998

earnings of$ 190.0 millionor 85 cents per share upon the closing of the MRA. The
PowerChoice agreement, while having the effect of substantially depressing earnings
during its five-year term, willsubstantially improve operating cash flows.

In December 1997, the preferred shareholders gave the Company approval to increase the

amount ofunsecured debt that the Company may issue by $ 5 billion. This authorization
enables the issuance ofunsecured debt to consummate the MRA.



The PowerChoice agreement calls for the Company to conduct an auction to sell all of its
fossil and hydro generation assets.

In early January 1998, a major ice storm caused extensive and costly damage to the
Company's facilities in northern New York.

MASTER RESTRUCTURING AGREEMENT AND THE POWERCHOICE AGREEMENT

The Company entered into the PPAs that are subject to the MRA because it was required to do so

under PURPA, which was intended to provide incentives for businesses to create alternative
energy sources. Under PURPA, the Company was required to purchase electricity generated by
qualifying facilities of IPPs at prices that were not expected to exceed the cost that otherwise
would have been incurred by the Company in generating its own electricity, or in purchasing it
from other sources (known as "avoided costs"). While PURPA was a federal initiative, each state

retained certain delegated authority over how PURPA would be implemented within its borders.
In its implementation of PURPA, the State ofNew York passed the "Six-Cent Law," establishing
6 cents per KWh as the floor on avoided costs for projects less than 80 MW in size. The Six-
Cent Law remained in place until it was amended in 1992 to deny the benefit of the statute to any
future PPAs. The avoided cost determinations under PURPA were periodically increased by the
PSC during this period. PURPA and the Six-Cent Law, in combination with other factors,
attracted large numbers of IPPs to New York State, and, in particular, to the Company's service
territory, due to the area's existing energy infrastructure and availability ofcogeneration hosts.
The pricing terms of substantially all of the PPAs that the Company entered into in compliance
with PURPA and the Six-Cent Law or other New York laws were based, at the option of the IPP,
either on administratively determined avoided costs or minimum prices, both ofwhich have
consistently been materially higher than the wholesale market prices for electricity.

Since PURPA and the Six-Cent Law were passed, the Company has been required to purchase
electricity from IPPs in quantities in excess of its own demand and at prices in excess of that
available to the Company by internal generation or for purchase in the wholesale market. In fact,
by 1991, the Company was facing a potential obligation to purchase power from IPPs
substantially in excess of its peak demand of6,093 MW. As a result, the Company's competitive
position and financial performance have deteriorated and the price ofelectricity paid per KWh
by its customers has risen significantly above the national average. Accordingly, in 1991 the

Company initiated a parallel strategy ofnegotiating individual PPA buyouts, cancellations and

renegotiations, and ofpursuing regulatory and legislative support and litigation to mitigate the
Company's obligation under the PPAs. By mid-1996, this strategy had resulted in reducing the

capacity of the Company's obligations to purchase power under.its PPA portfolio to
approximately 2,700 MW. Notwithstanding this reduction in capacity, over the same period the

payments made to the IPPs under their PPAs rose from approximately $200 million in 1990 to
approximately $ 1.1 billion in 1997 as independent power facilities from which the Company was

obligated to purchase electricity commenced operations. The Company estimates that absent the

MRA, payments made to the IPPs pursuant to PPAs would continue to escalate by approximately
$50 millionper year until 2002.



Recognizing the competitive trends in the electric utility industry and the impracticability of
remedying the situation through a series ofcustomer rate increases, in mid-1996 the Company

began comprehensive negotiations to terminate, amend or restate a substantial portion ofabove-

market PPAs in an effort to mitigate the escalating cost of these PPAs as well as to prepare the

Company for a more competitive environment. These negotiations led to the MRAand the

PowerChoice agreement.

MASTER RESTRUCTURING AGREEMENT. On July 9, 1997, the Company entered into the

MRA with 16 IPP Parties who sell electricity to the Company under 29 PPAs. The MRA
specifically contemplated that two IPPs, Oxbow Power ofNorth Tonawanda, New York, Inc.
("Oxbow") and NorCon would enter into further negotiations concerning their treatment under
the MRA. Following such negotiations, Oxbow has withdrawn from the MRA, but, based on the

value of its allocation under the MRA and the terms of its existing PPA, Oxbow's withdrawal
does not materially impact the cost reductions associated with the MRA. The Company and

NorCon have agreed to replace NorCon's initial allocation under the MRAwith an all cash

allocation which has, in the Company's estimation, a value approximately $ 60 millionhigher
than NorCon's initial allocation. A third IPP Party has agreed to take cash in exchange for the

shares ofcommon stock allocated to it in the MRA. As a result of these cash allocations, there

are 3,054,000 fewer shares ofcommon stock allocated to the IPPs under the MRA. The MRA
has been amended to expire on July 15, 1998.

The MRAcurrently provides for the termination, restatement or amendment of28 PPAs with 15

IPPs, which represent approximately 80% of the Company's over-market purchased power
obligations, in exchange for an aggregate of$3,616 million in cash and 42.9 million shares of the

Company's common stock and certain financial contracts. The closing of the MRA is subject to
a number ofconditions, including the Company and the IPP Parties negotiating individual
restated and amended contracts, the receipt ofall regulatory approvals, the receipt ofall consents

by third parties necessary for the transactions contemplated by the MRA (including the
termination of the existing PPAs and the termination or amendment ofall related third party
agreements), the IPP Parties entering into new third party arrangements which willenable each

IPP Party to restructure its projects on a reasonably satisfactory economic basis, the Company
having completed all necessary financing arrangements and the Company and the IPP Parties

having received all necessary approvals from their respective boards ofdirectors, shareholders
and partners. While one or more of the IPP Parties may under certain circumstances terminate
the MRAwith respect to itself, the Company's obligation to close the MRA is subject to its
determination that as a result ofany such terminations the benefits anticipated to be received by
the Company pursuant to the MRAhave not been materially and adversely affected. The

Company expects that prior to the consummation of the MRA, the mix ofconsideration to be

received by the IPP Parties may be renegotiated. The foregoing is qualified in its entirety by the

text of the MRA (see Exhibit 10-11). As the Conditions Determination Date (the date by which
all IPP Parties must satisfy or waive their third party conditions or withdraw from the MRA)has

not occurred, the Company cannot predict whether such conditions willbe satisfied, whether
some IPP Parties may withdraw, whether the terms of the MRAmight be renegotiated, or
whether the MRAwillbe consummated. In the event the Company is unable to successfully
complete the MRAand therefore implement PowerChoice, it would pursue all alternatives
including a traditional rate request.
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The principal effects of the MRAare to reduce significantly the Company's existing payment
obligations under the PPAs, which currently consist ofapproximately 2,700 MWofcapacity at

December 31, 1997. While earnings willbe depressed during the five-year term, the savings in
annual energy payments, coupled with the rates established in PowerChoice, willyield free cash

flow that can be dedicated to the new debt service obligations associated with the payment of
cash to the IPP Parties.

Under the terms of the MRA, the Company's significant long term and escalating IPP payment
obligations willbe restructured into a defined and more manageable obligation and a portfolio of
restated and amended PPAs with price and duration terms that the Company believes are more
favorable than the existing PPAs. Under the MRA, 19 PPAs representing approximately 1,180
MWofcapacity willbe terminated completely thus allowing this capacity to be replaced through
the competitive market at market based prices. The Company has no continuing obligation to
purchase energy from the terminating IPP Parties.

Also under the MRA, 8 PPAs representing approximately 541 MWofcapacity willbe restated

on economic terms and conditions that are more favorable to the Company than the existing
PPAs. The restated contracts have a term of 10 years and are structured as financial swap
contracts where the Company receives or makes payments to the IPP Parties based upon the
differential between the contract price and a market reference price for electricity. The contract
prices are fixed for the first two years changing to an indexed pricing formula thereafter.
Contract quantities are fixed for the full 10 year term of the contracts. The indexed pricing
structure ensures that the price paid for energy and capacity willfluctuate relative to the
underlying market cost ofgas and general indices of inflation. Until such time as a competitive
energy market structure becomes operational in the State ofNew York, the restated contracts
provide the IPP Parties with a put option for the physical delivery ofenergy. Additionally, one

PPA representing 42 MWofcapacity willbe amended to reflect a shortened term and a lower
stream of fixed unit prices. Finally, the MRA requires the Company to provide the IPP Parties

with a number of fixed price swap contracts with a term ofseven years beginning in 2003. The
fixed price swap contracts willbe cash settled monthly based upon a stream ofdefined quantities
and prices.

Although against the Company's forecast ofmarket energy prices the restructured and amended

PPAs represent an expected above-market payment obligation, the Company's portfolio of these

PPAs provides it and its customers with a hedge against significant upward movement in market
prices that may be caused by a change in energy supply or demand. This portfolio and market
purchases contain terms that are believed to be more responsive'ompetitive market price
changes. (See Item 8. Financial Statements and Supplementary Data - "Note 9. Commitments
and Contingencies - Long-term Contracts for the Purchase ofElectric Power" ).

POWERCHOICE AGREEMENT. The PowerChoice agreement establishes a five-year rate plan
that willreduce average residential and commercial rates by an aggregate of3.2% over the first
three years. This reduction will include certain savings that willresult from partial reductions of
the New York State GRT. Industrial customers willsee average reductions of25% relative to

1995 price levels; these decreases willinclude discounts currently offered to some industrial
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customers through optional and flexible rate programs. The cumulative rate reductions, net of
GRT savings, are estimated to be approximately $ 112 million, to be experienced on a generally
ratable basis over the first three years'of the agreement. During the term of the PowerChoice

agreement, the Company willbe permitted to defer certain costs, associated primarily with
environmental remediation, nuclear decommissioning and related costs, and changes in laws,

regulations, rules and orders. In years four and five of its rate plan, the Company can request an

annual increase in prices subject to a cap of 1% of the all-in price, excluding commodity costs

(e.g., transmission, distribution, nuclear, and forecasted CTC). In addition to the price cap, the

PowerChoice agreement provides for the recovery ofdeferrals established in years one through
four and cost variations in the MRA financial contracts resulting from indexing provisions of
these contracts. The aggregate of the price cap increase and recovery ofdeferrals is subject to an

overall limitation of inflation.

Under the terms of the PowerChoice agreement, all of the Company's customers willbe able to

choose their electricity supplier in a competitive market by December 1999 The Company will
continue to distribute electricity through its distribution and transmission facilities and would be

obligated to be the so-called provider of last resort for those customers who do not exercise their
right to choose a new electricity supplier.

The PowerChoice agreement provides that the MRA and the contracts executed pursuant thereto

shall be found to be prudent. The PowerChoice agreement further provides that the Company
shall have a reasonable opportunity to recover its stranded costs, including those associated with
the MRA and the contracts executed thereto, through a CTC and, under certain circumstances,

through exit fees or in rates for back up service.

Under the PowerChoice agreement, an MRA regulatory asset, aggregating approximately $4,000

million, willbe established. In this way, the costs of the MRAwould be deferred and amortized
over a period generally not to exceed ten years. The Company's rates under PowerChoice are

designed to permit recovery of the MRA regulatory asset and to permit recovery of, and a return

on, the remainder of its assets, as appropriate. The PowerChoice agreement, while having the

effect of substantially depressing earnings during its five-year term, willsubstantially improve
operating cash flows.

The PowerChoice agreement calls for the Company to divest all of its fossil and hydro
generation assets. Divestiture is intended to be accomplished through an auction. Winning bids

would be selected within 11 months ofPSC approval of the auction plan, which was filed with
the PSC separately from the PowerChoice agreement. The Company willreceive a portion of
the auction sale proceeds as an incentive to obtain maximum value in the sale. This incentive
would be recovered from sale proceeds. The Company agreed that ifit does not receive an

acceptable bid for an asset, the Company willform a subsidiary to hold any such assets and then

legally separate this subsidiary from the Company through a spin- offto shareholders or
otherwise. Ifa bid ofzero or below is received for an asset, the Company may keep the asset as

part of its regulated business. The auction process willserve to quantify any stranded costs

associated with the Company's fossil and hydro generating assets. The Company willhave a

reasonable opportunity to recover these costs through the CTC and otherwise as described above.

After the auction process is complete, the Company has agreed not to own any non-nuclear
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generating assets in the State ofNew York, subject to certain exceptions provided in the
PowerChoice agreement. Under the terms of the note indenture prepared in connection with the

financing of the MRA. the Company willbe required to use a majority of the cash portion ofnet

proceeds from the sale of its fossil and hydro generating assets to reduce indebtedness. Such
restrictions would not apply in the event that the Company was unable to successfully conclude .

the consummation of the MRAand therefore ofPowerChoice but nonetheless sold such assets.

The PowerChoice agreement contemplates that the Company's nuclear plants willremain part of
the Company's regulated business. The Company has been supportive of the creation ofa

statewide New York Nuclear Operating, Company that it expects would improve the efficiency of
nuclear units throughout the state. The PowerChoice agreement stipulates that absent such a

statewide solution, the Company willfile a detailed plan for analyzing other proposals regarding
its nuclear assets, including the feasibility of an auction, transfer and/or divestiture of such
facilities, within 24 months ofPowerChoice approval.

The PowerChoice agreement also allows the Company to form a holding company at its election.
The Company plans to seek its shareholders'pproval at its 1998 annual meeting to the
formation ofa holding company, the implementation ofwhich would only occur following
various regulatory approvals.

At its public session on February 24, 1998, the PSC voted to approve the PowerChoice
agreement, which incorporates the terms of the MRA. Subject to the satisfaction of the
conditions to the MRA, the PSC's approval ofPowerChoice should allow the Company to
consummate the MRA in the first halfof 1998. The PowerChoice agreement willonly become
effective upon the closing of the MRA. In approving PowerChoice, the PSC made the following
changes, among others, to the agreement: i) customers who had made a substantial investment in
on-site generation as ofOctober 10, 1997 willbe grandfathered and not have to pay the CTC; ii)
savings from any reduction in the interest rate associated with the debt issued in connection with
the MRA financing as compared to assumptions underlying the Company's PowerChoice filing
willbe deferred for future disposition; and iii)change the generation auction incentive to 15% of
proceeds in excess of net book value for non- Oswego assets and 5% ofproceeds in excess of
$ 100 million for Oswego assets.

In its written order dated March 20, 1998, the PSC made several other changes to the

PowerChoice agreement, in addition to those discussed at the February 24 session. The PSC

determined to limitthe estimated value of the MRA regulatory asset that can be recovered from
customers, to approximately $4,000 million. The estimated value of the MRA regula-:::ry asset

includes the issuance of42.9 million shares ofcommon stock, which the PSC, in deter;:iining the

recoverable amount of such asset valued at $ 8 per share. The Company's common stoc:: closed

at $ 12 7/16 per share on March 26, 1998. The accounting implications of the limitatioii ii value

are discussed under "Accounting Implications of the PowerChoice Agreement and
Mas:.i'estructuringAgreement." The PSC also modified the reduction in average residential:.i:d

commercial rates. The PowerChoice agreement measured the 3.2% reduction against 19. 5

prices. The PSC determined that the percentage reduction should be applied against the lower of
1995 prices or the most current twelve-month period. To the extent prices for the most current
twelve-month period are lower than 1995 prices, the amount ofcumulative rate reductions
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described below will increase. Lastly, the PSC ordered the Company not to proceed to
consummate the MRAwith respect to one contract held by one developer until a satisfactory
resolution ofa cogeneration steam host contract is reached.

New York law provides parties the right to appeal the Commission's decision approving the

PowerChoice agreement within four months of the date of that decision. In addition, parties
have the right to petition the Commission for rehearing of the decision within 30 days of the date

of the decision. Ifa petition for rehearing is filed and the Commission issues a decision on
rehearing, parties may appeal the decision on rehearing within four months of the date of the
decision on rehearing. Such an appeal or petition for rehearing may be based on the failure of
the record to show a reasonable basis for the terms of the PowerChoice agreement and may result
in an amendment of the record to correct such failure, in renegotiation ofsuch terms or in
renegotiation of the PowerChoice agreement as a whole. There can be no assurance that, on

appeal or on rehearing, the approval of the PowerChoice agreement willbe upheld or that such

appeal or rehearing willnot result in terms substantially less favorable to the Company than
those described herein.

Allof the foregoing discussion of the PowerChoice agreement is qualified in its entirety by the

text of the agreement and PSC Order (see Exhibits 10-12 and 10-13).

ACCOUNTING IMPLICATIONSOF THE POWERCHOICE AGREEMENT AND MASTER
RESTRUCTURING AGREEMENT

The Company concluded as ofDecember 31, 1996, that the termination, restatement or
amendment of IPP contracts and implementation ofPowerChoice was the probable outcome of
negotiations that had taken place since the PowerChoice announcement. Under PowerChoice,
the separated non-nuclear generation business would no longer be rate-regulated on a cost-of-
service basis and, accordingly, regulatory assets related to the non-nuclear power generation
business, amounting to approximately $ 103.6 million ($67.4 millionafter tax or 47 cents per
share) were charged against 1996 income as an extraordinary non-cash charge.

As described under "Master Restructuring Agreement and the PowerChoice Agreement," the
PSC in its written order issued March 20, 1998 limited the estimated value of the MRA
regulatory asset that can be recovered from customers to approximately $4,000 million. The
ultimate amount of the regulatory asset to be established may vary based on certain events
related to the closing of the MRA. The estimated value of the MRA regulatory asset includes the

issuance of42.9 million shares ofcommon stock, which the PSC, in determining the recoverable
amount of such asset valued at $ 8 per share. Because the value of the consideration to be paid
to the IPP Parties can only be determined at the MRA closing,.the alue of the limitation on the

recoverability of the MRA regulatory asset is expected to be recorded as a charge to expense in
the second quarter of 1998 upon'the closing of the MRA. The charge to expense willbe

determined as the difference between $ 8 per share and the Company's closing coinmon stock
price on the date the MRAcloses, multiplied by 42.9 million shares, Using the Company's
common stock price on March 26, 1998 of 12 7/16 per share, the charge to expense would be

approximately $ 190 million (85 cents per share).
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Under PowerChoice, the Company's remaining electric business (nuclear generation and electric
transmission and distribution business) willcontinue to be rate-regulated on a cost-of-service
basis and, accordingly, the Company continues to apply SFAS No. 71 to these businesses. Also,
the Company's IPP contracts, including those restructured under the MRA and those not so
restructured willcontinue to be the obligations of the regulated business. As described under
"Master Restructuring Agreement and the PowerChoice Agreement," the consummation of the
MRA, as well as implementation ofPowerChoice, is subject to a number ofcontingencies.

The Emerging Issues Task Force ("EITF")of the FASH reached a consensus on Issue No. 97-4
"Deregulation of the Pricing ofElectricity - Issues Related to the Application of SFAS No. 71

and SFAS No. 101" in July 1997. The Company discontinued the application ofSFAS No. 71

and applied SFAS No. 101 with respect to the fossil and hydro generation business at December
31, 1996, in a manner consistent with the EITF consensus.

In addition, EITF 97-4 does not require the Company to earn a return on regulatory assets that
arise fromaderegulating transitionplaninassessing theapplicabilityofSFASNo.71. In the
event the MRAand PowerChoice are implemented, the Company believes that the regulated
cash flows to be derived from prices it would charge for electric service over 10 years, including
the CTC, assuming no unforeseen reduction in demand or bypass of the CTC or exit fees, will
be sufficient to recover the MRA regulatory asset and provide recovery ofand a return on the
remainder of its assets, as appropriate. In the event the Company could no longer apply SFAS
No. 71 in the future, it would be required to record an after-'tax non-cash charge against income
for any remaining unamortized regulatory assets and liabilities. Depending on when SFAS No.
71 was required to be discontinued, such charge would likely be material to the Company's
reported financial condition and results ofoperations and the Company's ability to pay common
and preferred dividends. The PowerChoice agreement while having the effect ofsubstantially
depressing earnings during its five-year term, willsubstantially improve operating cash flows.

In the event the Company is unable to successfully complete the MRAand therefore implement
PowerChoice, it would pursue all alternatives including a traditional rate request. However,
notwithstanding such a rate request, it is likely that application ofSFAS No. 71 would be

discontinued for the remaining electric business, since the Company's current rate structure
would no longer be sufficient to recover its costs. The resulting non-cash after-tax charges
against income, based on regulatory assets and liabilities associated with the nuclear generation
and electric transmission and distribution businesses as ofDecember 31, 1997, would be

approximately $526.5 millionor $3.65 per share. In addition, the Company would be required to
reassess the carrying amounts of its long-lived assets in accordance with SFAS No. '.! . SFAS
No. 121 requires long-lived assets and certain identifiable intangibles held and used - an entity
be reviewed for impairment whenever events or changes in circumstances indicate tha~ .he

carrying amount of an asset may not be recoverable or when assets are to be disposed r 'n
performing the review for recoverability, the Company is required to estimate future
undiscounted cash flows expected to result from the use of the asset and/or its dispositi.. The

Company would also be required to determine the extent to which adverse purchase
commitments, ifany, are required to be recorded as obligations. Various requirements '; der

applicable law and regulations and under corporate instruments, including those with respect to
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issuance ofdebt and equity securities. payment ofcommon and preferred dividends, and certain

types of transfers ofassets could be adversely impacted by any such write-downs.

With the implementation ofPowerChoice, specifically the separation ofnon-nuclear generation

as an entity that would no longer be cost-of-service regulated, the Company is required to assess

the carrying amounts of its long-lived assets in accordance with SFAS No. 121. The Company
has determined that there is no impairment of its fossil and hydro generating assets. To the extent
the proceeds resulting from the sale of the fossil and hydro assets are not sufficient to avoid a

loss, the Company would be able to recover such loss through the CTC. The PowerChoice
agreement provides for deferral and future recovery of losses, ifany, resulting from the sale of
the non-nuclear generating assets. The Company believe that it willbe permitted to record a

regulatory asset for any such loss in accordance with EITF 97-4. The Company's fossil and

hydro generation plant assets had a net book value ofapproximately $ 1.1 billionat December 31,
1997.

PSC COMPETITIVE OPPORTUNITIES PROCEEDING - ELECTRIC

On May 16, 1996, the PSC issued its Order in the COPS case, which called for a major
restructuring ofNew York State's electric industry. The COPS order called for a competitive
wholesale power market and the introduction of retail access for all electric customers. The
goals cited in its decision included lowering consumer rates, increasing choice, continuing
reliability ofservice, continuing environmental and public policy programs, mitigating concerns

about market power and continuing customer protection and the obligation to serve.

The PSC decision in the COPS proceeding states that recovery ofutilitystranded costs may be

accomplished by a non-bypassable "wires charge" to be imposed by distribution companies. The
PSC decision also states that a careful balancing ofcustomer and utility interests and

expectations is necessary, and that the level of stranded cost recovery willultimately depend

upon the particular circumstances ofeach utility.

On June 10, 1997, the PSC ordered a multi-utility,retail access pilot program that would allow
qualified farmers and food processors to shop for electricity and other energy services. The PSC

required utilities to adjust the current delivery rates for farmers and food processors, which
resulted in rate reductions ofabout 10 percent for farmers and 3 percent to 6 percent for food
processors. Delivery under this program began in late 1997. The Company does not believe that
this order willhave a material adverse effect on its financial position or results ofoperations.

On August 27, 1997, the PSC requested comments on its staffs tentative conclusions about how
nuclear generation and fossil generation should be treated after decisions are made on the

individual electric restructuring agreements currently pending before the PSC. The PSC staff
concluded that beyond the transition period (the period covered by the individual restructuring
agreements including PowerChoice), nuclear generation should operate on a competitive basis.

In addition, the PSC staff concluded that a sale ofgeneration plants to third parties is the

preferred means ofdetermining the fair market value ofgeneration plants and offers the greatest

potential for the mitigation ofstranded costs. The PSC staff also concluded that recovery of
sunk costs, including post shutdown costs, would be subject to review by the PSC and this

16



process should take into account mitigation measures taken by the utility, including the steps it
has taken to encourage competition in its service area. The Company's nuclear generation assets

had a net book value of$ 1.5 billion (excluding the reserve for decommissioning) at December
31, 1997.

In October 1997, the majority ofutilities with interests in nuclear power plants, including the

Company, requested that the PSC reconsider its staffs nuclear proposal.'n addition, the utilities
raised the following issues: impediments to nuclear plants operating in a competitive mode;
impediments to the sale ofplants; responsibility for decommissioning and disposal ofspent fuel;
safety and health concerns; and environmental and fuel diversity benefits. In light ofall of these

issues, the utilities recommended that a more formal process be developed to address those
issues.

The three investor-owned utilities, Rochester Gas and Electric Corporation, Consolidated Edison
Company ofNew York, Inc. and the Company, which are currently pursuing formation ofa

nuclear operating company in New York State, also filed a response with the PSC in October
1997. The response stated that a forced divestiture of the nuclear plants would add uncertainty to
developing a statewide approach to operating the plants and requested that such a forced
divestiture proposal be rescinded. The response also stated that implementation ofa

consolidated six-unit operation would contribute to the mitigation ofunrecovered nuclear costs.
The NYPA, which is also pursuing formation of the nuclear operating company, submitted its
own comments which were similar to the comments of the three utilities.

In February 1998, the PSC established a formal proceeding to further examine issues related to
nuclear plants and the feasibility ofapplying market-based pricing to these facilities.

See "Master Restructuring Agreement and PowerChoice Agreement" above for a discussion of
the treatment ofnuclear operations during the term ofPowerChoice.

FERC RULEMAKINGON OPEN ACCESS AND STRANDED COST RECOVERY

In April 1996, the FERC issued FERC Order 888., Order 888 promotes competition by requiring
that public utilities owning, operating, or controlling interstate transmission facilities file tariffs
which offer others the same transmission services they provide for themselves, under comparable
terms and conditions. The Company has complied with this requirement by filing its open access

transmission tariffwith FERC on July 7, 1996. Based upon settlement discussions with various
parties, a proposed settlement was submitted to the FERC in the first quarter of 1997. The
settlement has not been approved by the FERC at this time. Hearings were conducted in
September 1997 with non-settling parties. A March 1998 Administrative Law Judge'

recommended decision in this proceeding recommended lower tariffs than those filed by the

Company. The Company is unable to determine the ultimate resolution of this issue or when a

decision willbe issued by FERC.

Under FERC Order 888, the NYPP was required to file reformed power pooling agreements that

establish open, non-discriminatory membership provisions and modify any provisions that are

unduly discriminatory or preferential. On January 31, 1997, the NYPP Member Systems (the
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"Member Systems" ) submitted a comprehensive proposal to establish an ISO, a New York State

Reliability Council ("NYSRC") and a New York Power Exchange ("NYPE") that will foster a

fullycompetitive wholesale electricity market in New York State. The ISO would provide for the

reliable operation of the transmission system in New York State and provide nondiscriminatory
open access to transmission services under a single ISO tariff. Through the ISO, the transmission

owners, including the Company, would be compensated for the use of their transmission systems

on a cost-of-service basis. The NYSRC would establish the reliability rules and standards by
which the ISO operates the bulk power system. The ISO would also administer the daily electric

energy market and the NYPE would facilitate the electric energy market on a day-ahead basis.

On May 2, 1997, the Member Systems made a supplemental filingrelated to the proposed
NYSRC and on August 15, 1997, six of the Member Systems filed an application for market-

based rate authority in the new wholesale market structure. On December 19, 1997, the Member

Systems submitted a revised filingwhich reflected the fundamental components of the initial
January 31, 1997 filing. However, the December 19, 1997 filingprovides for additional
explanatory materials, incorporates FERC's guidance set forth in FERC orders involving other

power pools and ISOs, and sets forth a revised governance structure of the ISO. The Company is

unable to predict when FERC willact on these submittals, or whether it willapprove the filings
with or without modifications. However, the Company's PowerChoice agreement does not
condition retail access on the presence ofan ISO.

In Order 888, the FERC also stated that it would provide for the recovery ofprudent and

verifiable wholesale stranded costs where the wholesale customer was able to obtain alternative

power supplies as a result ofOrder 888's open access mandate. Order 888 left to the states the

issue of retail stranded cost recovery. Where newly created municipal electric utilities required
transmission service from the displaced utility, the FERC stated that it would entertain requests

for stranded cost recovery since such municipalization is made possible by open access. The
FERC also reserved the right to consider stranded costs on a case-by- case basis ifit appeared

that open access was being used to circumvent stranded cost review by any regulatory agency.

Numerous parties, including the Company, filed requests for rehearing ofOrder 888. In March
1997, the FERC issued Order 888- A, which generally affirmed Order 888 and granted rehearing
on only a handful of issues. One of those issues was whether the FERC would review stranded

costs in annexation cases as it committed to do in municipalization cases. In Order 888-A the

FERC stated that it would review stranded costs resulting from territorial annexation by an

existing municipal electric system, provided that system relied on transmission from the

displaced utility. The FERC denied the Company's request for rehearing on how stranded costs

would be calculated and other issues. In November 1997, FERC issued Order 888-B. This
Order largely affirmed the positions set forth in Order 888-A while clarifying that the FERC
recognizes the existence ofconcurrent state jurisdiction over studded costs arising from
municipalization. The FERC acknowledged in Order 888- B that the states may be first to

address the issue of retail- turned-wholesale stranded costs, and stated that it willgive the states

substantial deference where they have done so.

In late January 1997, the Company provided 26 communities in St. Lawrence and Franklin
counties with estimates they requested of the stranded costs they might be expected to pay ifthey
withdraw from the Company's system to create government-controlled utilities. The preliminary
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estimate of the combined potential stranded cost liabilityfor the communities ranges from a low
of$225 million to a high of$452 million, depending upon the forecast ofelectricity market
prices that is used. These amounts do not include the costs ofcreating and operating a municipal
utility.At this time, 21 of the original 26 communities are still pursuing the matter. Ifthese 21

communities withdrew from the Company's system, the Company would experience a potential
revenue loss ofapproximately $ 60 million to $65 millionper year. In addition, the Company is
aware ofother communities that are considering municipalization. However, the Company is

unable to predict whether those communities would pursue municipalization.

The stranded cost calculations were based on a methodology prescribed by the FERC. Because
no municipality has moved forward with condemnation, the value of the Company's facilities has

not been deducted from the stranded cost estimates. The stranded costs included in these

estimates are the communities'hare ofobligations that were incurred on behalf ofall customers
to fulfillthe Company's legal obligations to ensure adequate, reliable electricity service. Such

legitimate and prudent costs are currently included in electricity rates. Government-mandated

payments to IPPs represent the largest single component of these costs. These 21 communities
seeking to withdraw from the Company's system also propose to disconnect entirely from the

Company's system and to take transmission service from another utility. They believe that,
given the provisions of Order 888, FERC would not approve the Company's request for stranded

'ost recovery under these circumstances. The Company has responded that, regardless of the
result at the FERC, opportunities for stranded cost recovery in this matter could also be pursued
before the PSC and in a state condemnation proceeding. (See "Master Restructuring Agreement
and the PowerChoice Agreement.") The Company is unable to predict the outcome of this
matter.

OTHER FEDERAL AND STATE REGULATORY INITIATIVES

PSC PROPOSAL OF NEW IPP OPERATING AND PPA MANAGEMENTPROCEDURES.
In August 1996, the PSC proposed to examine the circumstances under which a utility, including
the Company, may legally curtail purchases from IPPs; whether utilities should be permitted to

collect data that willassist in monitoring IPPs'ompliance with federal QF requirements, upon
which the mandated purchases are predicated; and ifutilities should be allowed to demand

security from IPPs to ensure the repayment ofamounts accumulated in tracking accounts made

under their purchased power contracts.

The PSC noted that some of the current IPP contracts are far above market prices and are causing
utilities to seek rate increases. In addition, the PSC stated that its proposal was initiated to
protect ratepayers, since it would ensure just and reasonable rates in the event ongoing
negotiations between utilities and IPPs fail.

MONITORING. In December 1996, the PSC gave the New York State utilities, including the

Company, the authority to collect data to assist them in monitoring IPPs'ompliance with both

federal QF standards and state requirements. The PSC stated that ifQFs are not meeting
requirements, the obligation to pay the fullcontract rate, which is funded by utilityratepayers, is

generally excused or mitigated. Furthermore, ifthe data collected through a QF monitoring
program indicates a facility is not meeting federal standards, the utilitycould petition the FERC
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to decertify the QF, which could result in penalties that could include cancellation of the

contract. A similar penalty could be imposed ifit is determined a QF has failed to maintain

compliance with state law. Under the monitoring program, QFs are required to submit data as of
March 1 each year for the previous calendar year. In accordance with the terms of the MRA, the

Company willnot implement any QF monitoring program for the IPP Parties. However, the

Company continues to monitor those IPPs that are not IPP Parties for continued QF compliance
under PSC regulation.

CURTAILMENT. On May 20, 1997, the PSC addressed the procedures under which a utility,
including the Company, may legally curtail purchases from IPPs that are QFs,'nless curtailment
is specifically prohibited by contract. Curtailment is allowed by a FERC rule, under certain
operational circumstances when purchases from the QFs willexceed the costs the utilitywould
incur ifit generated the power itself. Advance notice must be provided to the QF along with the
reasons for such curtailment, which are subject to verification by the PSC either before or after
curtailment. The PSC stated that PURPA, which encouraged generation by IPPs, was supposed
to be revenue-neutral. However, they noted that this has not been the situation in New York
State and ratepayers have been unduly burdened because of their lack of specific curtailment
procedures.

The decision to permit curtailment is not likely to affect the'PPAs covered by the MRA, which
represents approximately 80% of the Company's over-market purchased power obligations, as

described previously. However, the decision could affect most of the remaining IPP contracts.
The Company is unable to determine the effect of these statements until such a time as there is a

final order.

The Company cannot predict whether the PSC willtake any action on the firm security issue.

However, the firm security issue with respect to the IPP Parties covered under the MRA would
be settled upon the closing of the MRA.

MULTI-YEARGAS RATE SETTLEMENT AGREEMENT. The Company, Multiple
Intervenors (an unincorporated association ofapproximately 60 large commercial and industrial
energy users with manufacturing and other facilities located throughout New York State) and

PSC staff reached a three-year settlement that was conditionally approved by the PSC on
December 19, 1996. The PSC ordered conditional approval on the three-year settlement
agreement until a final, redrafted agreement, which reflects the Commission's order, is submitted
for final approval. The settlement results in a $ 10 millionannual reduction in base rates or a $30

million total reduction over the three-year term of the settlement. This reflects a $ 19 million
reduction in the amount of fixed non- commodity costs to be recoverable in base rates, offset by
a $9 million increase in annual base rates. The Company estima'tes that the combination of in-
hand supplier refunds and further reductions in upstream pipeline costs willbe sufficient to fund
the $ 19 millionannual reduction in non-commodity cost recovery.

Ifthe non-commodity cost reductions exceed $57 million ($ 19 millionannually) during the
three-year settlement period, the excess, up to $40 millionwillbe credited to a Contingency
Reserve Account ("CRA") to be utilized for ratepayer benefit in the rate year ending October 31,

2000 or beyond. To the extent the actual non-commodity cost reductions exceed $57 millionby
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more than $40 million, the Company may retain any excess subject to a return on equity sharing

provision. In the event the non-commodity reductions fall short of the $ 57 millionestimate, the

Company willbear the risk ofany shortfall. In the event that the termination or restructuring of
IPP contracts results in margin (revenues less fuel costs) or peak shaving losses, the margin
losses would be collected currently subject to 80%/20% (ratepayer/shareholder) sharing and the

peak shaving losses willbe deferred to the CRA, subject to limits specified in the settlement.

In return for taking on this risk, the Company has achieved a portion of the revised rate structure
that had been proposed to reduce its throughput risk. The Company obtained an ROE cap of
13.5% with 50/50 sharing between ratepayers and shareholders in excess of the cap. The
Company also has an opportunity to earn up to $2.25 millionannually ifits gas commodity costs
are lower than a market based target without being subject to the ROE cap. The Company has an

equal $2.25 million risk ifgas commodity costs exceed the target. An additional major benefit of
the revised rate design is that the margin made on each additional new customer will
significantly increase to the extent additional throughput does not require additional upstream
pipeline capacity for service. This, along with the approval of the Company's Progress Fund,
which allows the Company to use utility revenues in an amount not to exceed $ 11 million in total
for the purpose ofproviding financing for large customers to convert or increase their gas use.

willprovide new opportunities for growth.

GENERIC GAS RATE PROCEEDING. As a result of the generic rate proceeding, in which the

PSC ordered all New York utilities to implement a service unbundling beginning in May 1996,

nearly 3,000 customers have chosen to buy natural gas from other sources, with the Company
continuing to provide transportation service for a separate fee. These changes have not had a

material impact on the Company's margins since the margin is traditionally derived from the

delivery service and not from the commodity sale. The margin for delivery for residential and

commercial aggregation services equals the margin on the traditional sales service classes. To
date this migration has not resulted in any stranded costs since the PSC has allowed the utilities
to assign the pipeline capacity to the customers converting from sales to transportation. This
assignment is allowed during a three-year period ending March 1999, at which time the PSC will
decide on methods for dealing with the remaining unassigned or excess capacity. As a part of
the generic rate proceeding, all utilities are required to file a report with the PSC in April 1998,

describing actions that have been taken to mitigate potential stranded costs as customers migrate
to transportation service. In a clarifying order in this proceeding, issued September 4, 1997, the

PSC has indicated that it is unlikely that utilities willbe allowed to continue to assign pipeline
capacity to departing customers after March 1999.

On a separate but parallel path, in September 1997, the PSC issued for comment its staffs
position paper on the future of the natural gas industry, including recommendations for
increasing competition and expanding customer choice in the natural gas marketplace. The staff
proposed, among other things, that all regulated natural gas utilities exit the business of
purchasing natural gas for customers over the next five years. This would complete the

transition ofcustomers from sales to transportation service only. The regulated utilities would
only deliver natural gas purchased by customers from competitive suppliers. Ifthis proposal is

adopted by the PSC, then it would eliminate the need to regulate natural gas purchasing practices

since market forces would establish natural gas prices.
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The position paper identified a number of issues that would need to be resolved in order for this
proposal to be successful. The primary issues are the pipeline capacity and gas supply contracts
that the local utilities have with interstate pipelines that extend beyond the proposed five-year
transition period, the obligation of the utility to serve as supplier of last resort, and the issue of
system reliability.

The Company and other parties submitted comments and reply comments to the PSC in late

November and December of 1997, respectively. With the exception of the issues to be resolved

by the PSC, as mentioned above, the Company does not believe that this proposal willhave a

material adverse effect on its results ofoperations or financial condition, since the Company's
natural gas margin is derived from the delivery service and not from the commodity sale. The
resolution of the issues identified by the PSC could result in unrecovered stranded costs for the

Company. The Company is unable to predict how the PSC willresolve those issues. For a

discussion of the Company's gas supply, storage and pipeline commitments, see Item 8.

Financial Statements and Supplementary Data - "Note 9. Commitments and Contingencies - Gas

Supply, Storage and Pipeline Commitments.")

NRC ANDNUCLEAROPERATING MATTERS. In October 1996, the NRC required
„companies with nuclear plants to provide the NRC with added confidence and assurance that

their plants are operated and maintained within the design basis, and any deviations are

reconciled in a timely manner. Such information, which was filed within the required 120 days,
willbe used by the NRC to verify that companies are in compliance with the terms and

conditions of their license(s) and NRC regulations. In addition, it willallow the NRC to
determine ifother inspection activities or enforcement actions should be taken on a particular
company.

In the letter transmitting the requested information to the NRC, the Company concluded that it
has reasonable assurance that (i) design basis requirements are being translated into operating,
maintenance, and testing procedures; and (ii) system, structure and component configuration and

performance are consistent with the design basis. Also, the Company has an effective
administrative tool for the identification, documentation, notification, evaluation, correction, and

reporting ofconditions, events, activities, and concerns that have the potential for adversely
affecting the safe and reliable operation ofUnit 1 and Unit 2.

In April 1997 and December 1997, the Company received notices from the NRC ofa $200,000

fine and $50,000 fine, respectively, for violations at Unit 1 and Unit 2. The penalties were for
violations related to corrective actions and design control. The Company paid the fines and is

implementing corrective action. On January 23, 1998, the Company received notice ofa

proposed $55,000 fine from the NRC for violations ofNRC requirements related to radioactive
waste issues. The Company does not plan to contest the proposed NRC fine.

In January 1998, the NRC issued its Systematic Assessment ofLicensee Performance (the
"SALP") report on Unit 1 and Unit 2, which covers the period June 1996 to November 1997.

The SALP report, which is an extensive assessment of the plants'erformance in the areas of
operations, maintenance, engineering and support, stated that the performance ofUnit 1 and Unit
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2 was generally good, although ratings were lower than the previous assessment. The Company
agrees with the NRC's determination that there are areas of its performance that need
improvement and is taking several actions to make those needed improvements.

The Company believes that NRC safety enforcement is becoming more stringent as indicated by
the NRC's request for information, fines that the Company has been assessed and lower SALP
ratings and that there may be a direct cost impact on companies with nuclear plants as a result.
The Company is unable to predict how such a changed operating environment may affect its
results ofoperations or financial

condition.'ome

owners ofolder General Electric Company boiling water reactors, including the Company,
have experienced cracking in horizontal welds in the plants'ore shrouds. In response to
industry findings, the Company installed pre-emptive modifications to the Unit 1 core shroud
during a 1995 refueling and maintenance outage. The core shroud, a stainless steel cylinder
inside the reactor vessel, surrounds the fuel and directs the flowof reactor water through the fuel
assemblies.

Inspections conducted as part of the March 1997 refueling and maintenance outage detected
cracking in vertical welds not reinforced by the 1995 repairs. On April 8, 1997, the Company
filed a comprehensive inspection and analysis report with the NRC that concluded that the
condition of the Unit 1 core shroud supports the safe operation of the plant.

C

On May 8, 1997, the NRC approved the Company's request to operate Unit 1 until the next
scheduled mid-cycle outage, late 1998. The Company agreed to propose an inspection plan for
the outage and submit the plan to the NRC at least three months before the outage is scheduled to
begin. The Company believes it has a strong technical basis to operate Unit 1 without a mid-
cycle outage and is seeking the necessary approval from the NRC to postpone the inspections
until the unit's refueling and maintenance outage in spring 1999, but there can be no assurance

that such approval willbe granted.

The Unit 1 refueling and maintenance outage, originally planned to be completed in early April
1997, was completed on May 10, 1997 due to the core'shroud issue. On September 15, 1997,
Unit 1 was taken out ofservice due to leaking in one of four back-up condensers. The standby
condensers serve as a back-up system for the removal of reactor steam. The condensers are

maintained in a ready state during normal plant operations. Tests and inspections were
conducted on the remaining condensers and similar-conditions were found. On December 10,

1997, Unit 1 was returned to service after the replacement ofall four condensers, which cost

approximately $6.7 million.

OTHER COMPANYEFFORTS TO ADDRESS COMPETITIVE CHALLENGES

TAXINITIATIVES. The Company is working with utility,customer and state representatives
to explain the negative impact that all utilitytaxes, including the GRT, are having on rates and

the state of the economy. At the same time, the Company is also contesting the high real estate

taxes it is assessed by many taxing authorities, particularly those imposed upon generating
facilities.
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The New York State Legislature passed a state budget in August 1997 which includes a

reduction of the GRT over three years. For gas and electric utilities, the tax imposed on gross
income willbe reduced from 3.5% to 3.25% on October 1, 1998, and from 3.25% to 2.5% on
January 1, 2000. The state tax imposed on gross earnings willremain unchanged at .75%,
bringing the total GRT to 3.25% —a fullpercentage point lower than today's level of4.25%.
The savings from the reduction of the GRT willbe passed on to the Company's customers. The
Company believes that further tax relief is needed to relieve the Company's customers ofhigh
energy costs and to improve New York State's competitive position as the industry moves toward
a competitive marketplace.

The following table sets forth a summary of the components ofother taxes (exclusive of income
taxes) incurred by the Company in the years 1995 through 1997:

In millions oi dollars
1997 1996 1995

Property tax expense
Sales tax
Payroll tax
Gross Receipts Tax
Other taxes

$ 250.7
13.4
34.1

184.6
0.1

$ 249.4 $ 264.8
14.1 13.9
36.4 37.3

184.1 190.2
0.5 5.2

Total tax expense
Charged to construction,
subsidiaries and regulatory
recognition

Total other taxes

482.9 484.5 511.4

<11.41 (8.7) 6.1

$ 471.5 $ 475.8 $ 517.5
sssssssssssssssssssssssssssssssssssssssssas saassssssssasssssss

CUSTOMER DISCOUNTS. In recent years, some industrial customers have found alternative
suppliers or are generating their own power. In addition, a weakened economy or attractive
energy prices elsewhere have contributed to other industrial customer decisions to relocate or
close.

In addressing the threat of further loss of industrial load, the PSC established guidelines to
govern flexible electric rates offered by utilities to retain qualified industrial customers. Under
these guidelines, the Company filed for a new service tariffin August 1994 (SC-11), under
which all new contract rates are administered based on demonstrated industrial and commercial
competitive pricing alternatives including, but not limited to, on- site generation, fuel switching,
facility relocation and partial plant production shifting. Contracts are for terms not to exceed
seven years without PSC approval. In addition, the Company hN economic development
programs which provide tariffbased incentives to retain and grow load.

As ofJanuary 1998, the Company has 152 executed contracts under its flexible tariffofferings.
These contracts have been signed to mitigate the lost margin impacts associated with customers
executing the'competitive alternatives mentioned above. In addition, many of these contracts
include an increase in production levels and/or attract new customers to the Company's service
territory.

24



In 1997 and 1996, the total amount ofcustomer discounts (economic development programs and

flexible pricing) was $90.6 millionand $75.5 million, respectively. The Company recovered

$46.6 millionand $56.7 million in rates, respectively. Pending implementation ofPowerChoice,
the Company budgeted its discounts to increase to approximately $95.4 million in 1998 as some
discounts granted in 1997 are in effect for an entire year and further discounts are granted. The

Company is aggressively using SC-11 to increase sales to existing customers and to attract new
customers to its service territory. With the reduction in industrial prices provided in
PowerChoice, the level ofdiscounts that have been necessary should decline in the future.

REGULATORYAGREEMENTS/PROPOSALS

(See "Master Restructuring Agreement and the PowerChoice Agreement.")

1995 RATE ORDER. On April21, 1995, the Company received a rate decision (1995 rate

order) from the PSC which approved an approximately $47 million increase in electric revenues

and a $ 4.9 million increase in gas revenues.

YEAR 2000 COMPUTER ISSUE

As the year 2000 approaches, the Company, along with many other companies, could experience

potentially serious operational problems, since many computer programs that were developed
willnot properly recognize calendar dates beginning with the year 2000. Further, there are

embedded chips contained within generation, transmission, distribution and gas equipment that

may be date- sensitive. In these circumstances where an embedded chip fails to recognize the

correct date, electric or gas operations could be adversely affected. The Company is addressing
these issues so that its computer systems and, where necessary, its embedded chips willprocess
dates greater than 1999, thereby preventing any adverse operational or financial impacts. The
Company has been addressing the year 2000 information technology issue through the
remediation and replacement ofexisting business applications and parts of its technical
infrastructure. In late 1997, the services ofa leading computer services and consulting firm were

retained to conduct an assessment of the Company's entire year 2000 program. As a result of the

assessment, a Company-wide year 2000 project management office has been formed and year
2000 project managers have been appointed within each business group and efforts are underway
to evaluate the scope of the problem for embedded technologies/process control systems in all
business groups within the Company. A Company-wide program director and an executive level

steering committee have been put in place to oversee all aspects of the program. The Company
is also evaluating the exposure to year 2000 problems ofthird parties with whom the Company
conducts business. The Company expects to complete an inventory ofexposures, including an

assessment ofpriorities, costs and resources, by the third quarter of 1998. Failures of the

Company and/or third party computer systems and embedded chips could have a material impact
on the Company's ability to conduct its business. Until further progress is made on these efforts,
management is unable to estimate the total year 2000 compliance expense, but it is in the process

ofassessing this expense.
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RESULTS OF OPERATIONS

Earnings for 1997 were $ 145.9 million, or $ 1.01 per share, as compared to $72.1 million, or 50

cents per share, in 1996 and $208.4 million, or $ 1.44 per share, in 1995. In comparing year-to-

year results, earnings in 1996 reflect certain significant events that were not repeated in 1997.

Earnings in 1996 were reduced by an after-tax write-offof$67;4 million, or 47 cents per share.

associated with the discontinued application of regulatory accounting principles to the

Company's fossil and hydro generation business. Largely as a result of the Company's 1996

assessment of the increased risk ofcollecting significantly higher levels ofpast-due customer

bills, bad debt expense in 1996 w'as higher than in 1997 by $ 81.1 million, reducing earnings in

1996, compared to 1997, by 37 cents per share. However, earnings in 1996 were aided by a $ 15

millionafter-tax gain on the sale ofa 50 percent interest in CNP which added 10 cents per share

to 1996 earnings. Industrial customer discounts not recovered in rates in 1997 exceeded 1996

levels by $25.2 million, reducing 1997 ear'nings by 11 cents per share (see Other Company
Efforts to Address Competitive Challenges - "Customer Discounts.") In addition, a decline in
higher-margin residential sales also adversely impacted 1997 earnings. The lower-margin
industrial-special sales (sales by the Company on behalf ofNYPA) and industrial sales

increased. As a result, total public sales were essentially the same as sales in 1996.

Earnings for 1995 were hurt by lower sales quantities ofelectricity and natural gas, as compared
with amounts used to establish 1995 prices. Sales were primarily affected by the continuing
weak economic conditions in upstate New York, loss of industrial customers'oad to NYPA and

discounts granted. These factors similarly impacted 1996 and 1997 results. In addition, 1995

earnings included the recording of a one-time, non-cash adjustment ofprior years'emand-side
management ("DSM") incentive revenues, revenues earned under the Unit 1 operating incentive

sharing mechanism and a gain on the sale ofHYDRA-CO that collectively increased 1995

earnings by 17 cents per share.

The Company's 1997 earned ROE was 5.5% as compared to 2.8% (5.4% before extraordinary

loss) in 1996 and 8.4% in 1995. The Company's ROE authorized in the 1995 or last rate setting

process is 11.0% for the electric business and 11.4% for the gas business. Factors contributing to

earnings below authorized levels in 1997 included, among other things, sales below
those'orecasted

in determining rates, contractual increases in capacity payments to IPPs and

increasing discounts to customers. As discussed under "Master Restructuring Agreement and the

PowerChoice Agreement" and "Accounting Implications of the PowerChoice Agreement and

Master Restructuring Agreement," the Company forecasts that earnings for the five-year term of
the,PowerChoice agreement willbe substantially depressed. The level ofearnings for 1998 will
also be impacted, in part, by the date of implementation ofPowerChoice, the PowerChoice

charge of$ 190 millionexpected to be taken in the second quarter of 1998 and may also be

negatively impacted by the financial effects of the January 1998 ice storm (see Item 8. Financial

Statements and Supplementary Data - "Note 13. Subsequent Event" ).

The following discussion and analysis highlights items that significantly affected operations

during the three-year period ended December 31, 1997. This discussion and analysis is not

likely to be indicative of future operations or earnings, particularly in view of the probable
termination, restatement or amendment of IPP contracts and implementation ofPowerChoice. It
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also should be read in conjunction with Item 8. Financial Statements and Supplementary Data
and other financial and statistical information appearing elsewhere in this report.

ELECTRIC REVENUES were $ 3,309 million in both 1997 and 1996, a decrease of$26.1

million, or 0.8% from 1995. As shown in the following table, FAC revenues increased $42.8
million in 1997, primarily as a result of the Company's ability in 1997 to recover increased
payments to the IPPs through the FAC. However, this increase was offset by a decrease in
revenues from sales to other. electric systems and lower electric sales due to warmer weather.
Under PowerChoice, revenues may decline as customers choose alternative suppliers. However,
the Company willrecover stranded costs through the CTC. See "Master Restructuring
Agreement and the PowerChoice Agreement."

Electric operating revenues decreased in 1996, primarily due to a decrease in miscellaneous
electric revenues. Miscellaneous electric revenues were lower in 1996 primarily because 1995

electric revenues included the recording of$71.5 millionofunbilled, non-cash revenues in
accordance with the 1995 rate order, $ 13.0 millionof revenues earned under MERIT (an
incentive mechanism related to improvement in key performance areas which ended in 1996)
and a one-time, non-cash adjustment ofprior year's DSM incentive revenues and a reduction in
the DSM rebate cost program. However, higher electric sales due to colder weather, an increase

in sales to other electric systems, an increase in FAC revenues and higher electric rates (effective
April26, 1995) partly offset those factors that contributed to lower electric revenues. FAC
revenues increased $28.3 million in 1996, which primarily reflects the Company's increased
payments to the IPPs recovered through the FAC.

INCREASE (DECREASE) FROM PRIOR YEAR
(In millions oi dollars)

ELECTRIC REVENUES 1997 1996 TOTAL

<S>
Amortization ot unbilled

revenues
Base rates
Fuel ad)ustment clause

revenues
Changes in volume and mix
ot sales to ultimate
consumers

Sales to other electric
systems

MERIT revenue
DSM revenue

<C>

$

42.8

<C>

$ (77.1)
65.3

28.3

<C>

$ (77.1)
65.3

71.1

(29. 6)

$ 0.5
HHaa%%P%

24.5
(13.0)
(26.5)

$ (26.6)

(5. 1)
(13.0)
(26.5)

$ (26.1)

(12.7) (28.1) (40.8)

The FAC is eliminated under the PowerChoice agreement. Changes in FAC revenues are

generally margin-neutral (subject to an incentive mechanism discussed in Item 8. Financial
Statements and Supplementary Data - "Note 1. Summary ofSignificant Accounting Policies" ),
while sales to other utilities, because of regulatory sharing mechanisms and relatively low prices,

generally result in low margin contributions to the Company. Thus, fluctuations in these revenue

components do not generally have a significant impact on net operating income. Electric
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revenues reflect the billingofa separate factor for DSM programs, which provided for the

recovery ofprogram related rebate costs.

ELECTRIC KILOWATT-HOURSALES were 37.1 billion in 1997, 39.1 billion in 1996 and

37.7 billion in 1995. The 1997 decrease of2.0 billion KWh, or 5.1% as compared to 1996, is

related primarily to a 31.0% decrease in sales to other electric systems. (See Item 8. Financial
Statements and Supplementary Data -"Electric and Gas Statistics - Electric Statistics" ). The
1996 increase of 1.4 billionKWh, or 3.8% as compared to 1995, reflects a 26.2% increase in
sales to other electric systems and a 1.2% increase in sales to ultimate customers due to the

colder weather. Sales to other electric systems were lower primarily due to a reduction in the

availability ofnuclear generation as a result of the outages at Unit 1. The Company is

anticipating little or no growth in 1998 in sales to ultimate consumers, which willbe sensitive to

the business climate in its service territory.

Details of the changes in electric revenues and KWh sales by customer group are highlighted in
the table below:

INCREASE (DECREASE) FROM PRIOR YEAR
1997 ~ OF
ELECTR C 1997 1996

CLASS OF SERVICE REVENUES REVENUES SALES REVENUES SALES

Residential
Commercial
Industrial
Industrial-Special
Municipal service

37.1$
37 '
16.1
1.9
1.6,

(2.0)%
(0.3)
1.2
5.8
1.4

(2.0) %

(0.1)
0.6
4.2

(4.5)

3.1% 0.511
(0.4)

0.2 1.2
3.9 6.7
5.8 7.4

Total to ultimate
consumers

Other electric
systems

Miscellaneous

94. 0 (0. 6) 1.4 ~ 1.2

2.5 (26.1) (31.0) 27.5 26.2
3.5 70.4 (100.0) (57.8) (17.7)

TOTAL 100.0i (5.1)% (0.8)% 3.8%

As indicated in the table below, internal generation decreased 10.1% in 1997, principally due to
the outage at Unit 1 and a reduction in hydroelectric power as a result of lower than normal
precipitation in the summer months. In 1997, Unit l,was out of service for 153 days, due to a

planned refueling and maintenance outage (which took 68 days) and for the emergency
condenser replacement (which took approximately 85 days) while in 1996, Unit 2 was out of
service for a 36 day planned refueling and maintenance outage. (See "Other Federal and State

Regulatory Initiatives - NRC and Nuclear Operating Matters.") The amount ofelectricity
delivered to the Company by the IPPs decreased by approximately 277 GWh or 2.0%. However,
total IPP costs increased by approximately $ 18.0 million or 1.7%, as discussed below. (See
"Master Restructuring Agreement and the PowerChoice Agreement" ).
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% Change from Prior Year

1997 1996 1995 1997 to 1996 1996 to 1995

(In millions of dollars)

Gwh Cost GWh Cost Gwh Cost GWh Cost GWh Cost

Fuel for electric
generation:

Coal
Oil
Natural gas
Nuclear
Hydro

7,459
701
394

6,339
2, 905

17,798

-S 106.4
32.2
8.6

33.0

180.2

7,095
462
319

8,243
3, 679

19,798

S 100.6
21.1

9.2
47.7

178.6

6,841
537
996

7I272
2, 971

18, 617

S 97.9
21.3
20.2
43.3

182.7

5.1%
51.7
23.5

(23.1)
(21.0)

(10.1)

5.8%
52.6
(6.5)

(30.8)

0.9

3.7%
(14.0)
(68.0)
13.4
23.8

6.3

2.
8'%0.9)

(54. 5)
10.2

(2.2)

Electricity
purchased:

IPPs:
Capacity
Energy and taxes 13, 520

220.8
885.7 13,797

212.8
875.7 14, 023

:181.2
798.7 (2 ') 3.8

1.1 (1. 6)
17. 4

9.6

Total IPP purchases
Other

13, 520
9,421

1, 106.5
130.2

22,941 1,236.7

13,797
9, 569

. 23,366

1,088.5
130.6

14,023
9,463

1,219.1 23,486

979. 9
126. 5

1,106.4

(2.0)
(1.5)

(1.8)

1.7
(0.3)

(1. 61
1.1

(0.5)

11.1
3.2

10.2

Total generated
and purchased

Fuel ad)ustment
clause

Losses/Company use

40,739 1,416.9

(1.3)
3, 603

43,164

4,037

1,397.7 42,103

(33.3)
4,419

1,289.1 (5.6)

14.8
(10.8)

1.4

(96.1)

2.5

(8.6)
(325.0)

37, 136 Sl, 415. 6
SSSEWSa

39, 127
RR SSS

S1,364.4 37,684 S1,303.9 (5.1)% 3.8%
RPRSRRRR aasasss assasasOSSESSES

3.8%
WRSRRS

4.6%



The above table presents the total costs for purchased electricity, while reflecting only fuel costs

for Company generation. Other costs ofgeneration, such as taxes, other operating expenses and

depreciation are included within other income statement line items.

The Company's management of its IPP power supply generally divides the projects into three

categories: hydroelectric, "must run" cogeneration and schedulable cogeneration projects.

Following a higher than normal spring run off, the precipitation in the summer months was lower
than usual. As a result, hydroelectric IPP projects delivered 242 GWh or 13.7% less under PPAs
than they did for the same period last year, representing decreased payments to those IPPs of
$ 15.7 million.

A substantial portion of the Company's portfolio of IPP projects operate on a "must run" basis.

This means that they tend to run at maximum production levels regardless of the need for or
economic value of the electricity produced. Output from "must run" cogeneration IPPs was 230
GWh or 2.6% lower than produced last year, in part due to lower energy purchases from the
Sithe Independence plant. However, payments to those IPPs were $ 12.8 millionhigher. This
was due to a combination ofoutput turndown arrangements with individual projects and

escalating contract rates. A turndown arrangement is an agreement where the Company
compensates an IPP to reduce the output from their facility. Although output is reduced, the net
economic impact is favorable to the Company and its customers since the electricity is replaced
from the market or other lower cost sources.

Quantities purchased from schedulable cogeneration IPPs increased 195 GWh or 6.3% and

payments increased $20.9 million. The increased payments are largely due to escalating contract
rates for capacity (fixed) and increased volumes ofenergy. The terms of these PPAs allow the

Company to schedule (with certain constraints) energy deliveries and pay for the energy
supplied. In addition, the Company is required to make fixed payments ifthe IPP plants remain
available for service. (See Item 8. Financial Statements and Supplementary Data - "Note 9.

Commitments and Contingencies - Long-term Contracts for the Purchase of Electric Power" ).

GAS REVENUES decreased by $24.7 million, or 3.6% in 1997, and increased by $99.9 million,
or 17.2%, in 1996. As shown in the table below, gas revenues decreased in 1997 primarily due

to decreased sales to ultimate customers as a result of the migration ofcommercial sales

customers to the transportation class, decreased spot market sales and a decrease in base rates of
$ 5.9 million in accordance with the 1996 rate order. This was partially offset by higher gas

adjustment clause recoveries and an increase in revenues from the transportation ofcustomer-
owned gas (see "Other Federal and State Regulatory Initiatives -Generic Gas Rate Proceeding" ).

Gas revenues increased in 1996 primarily due to increased sales to ultimate customers due to
colder weather, increased spot market sales, higher gas adjustment clause recoveries, an increase

in revenues from the transportation ofcustomer-owned gas and an increase in base rates of$ 3.1

million in accordance with the 1995 rate order.

Rates for transported gas (excluding aggregation services) yield lower margins than gas sold
directly by the Company. Therefore, increases in the volume ofgas transportation services have
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not had a proportionate impact on earnings, particularly in instances where customers that took
direct service from the Company move to a transportation-only class. In addition, changes in
purchased gas adjustment clause revenues are generally margin- neutral.

INCREASE (DECREASE) E'ROl4 PRIOR YEAR
(Zn millions of dollars)

GAS REVENUES 1997 1996 TOTAL

Base rates
Transportation of

customer-owned gas
Purchased gas adjustment

clause revenues
Spot market sales
Changes in volume and

mix of sales to ultimate
consumers (38.6) 29.9

$ (24.7) " S 99.9

(8.8)

8 75.2
OSRRSWw

S (5.9) 8 3.1 S.(2.8)

5.3 2.1 7,4

45.3 30.8 76.1
(30.8) 34.0 3.3

GAS SALES, excluding transportation ofcustomer-owned gas and spot market sales, were 78.7
millionDth in 1997, a 7.3/o decrease from 1996, and a 0.3'/o increase from 1995. (See Item 8.

Financial Statements and Supplementary Data - "Electric and Gas Statistics - Gas Statistics" ).
' The decrease in 1997 was in all ultimate consumer classes, in part due to the warmer weather. In

addition, spot market sales (sales for resale), which are generally from the higher. priced gas

available to the Company and therefore yield margins that are substantially lower than traditional
sales to ultimate customers, decreased 8.0 millionDth. This was partially offset by an increase

in transportation volumes of 18.1 millionDth or 13.5'/o to customers purchasing gas directly
from producers. The Company has experienced an increase in customers ofapproximately
17,800 since 1995, primarily in the residential class, an increase of3.5/o.
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Changes in gas revenues and Dth sales by customer group are detailed in the table below:

INCREASE (DECREASE) FROM PRIOR YEAR
1997 % OF

GAS 1997 1996 .
CLASS OF SERVICE REVENUES REVENUES SALES REVENUES SALES

Residential
Commercial
Industrial

66.4%
22.6

1.0

4.5%
(8.7)

(50.9)

(2.7)%
(13.0)
(50.1)

13.3%
13.0
15.6

9.4%
6.4
4.1

Total to ultimate
consumers

Other gas
systems

Transportation of
customer-owned
gas

Spot market sales
Miscellaneous

90.0

8.5
1.0
0.5

(0.3)

(5.8)

(7.3) 13.3 8.3

(6.7) (81.9) (81.4)

10.5 13.5 4.3 (6.9)
(82.9) (76.6) 1,099.1 507.0
263.1 (82.2)

TOTAL 100.0t (3. 6) 0 1.7% 1 I.2% 2.3%

The total cost ofgas purchased decreased 6.6% in 1997 and increased 34.0% in 1996. The cost

fluctuations generally correspond to sales volume changes, as spot market sales activity
decreased, as well as changes in gas prices. The Company sold 2.5, 10.5 and 1.7 million Dth on
the spot market in 1997, 1996 and 1995, respectively. The total cost ofgas decreased $24.4

million in 1997. This was the result ofa 5.3 million decrease in Dth purchased and withdrawn
from storage for ultimate consumer sales ($ 18.8 million) and a $22.5 milliondecrease in Dth
purchased for spot market sales, partially offset by a 3.3% increase in the average cost per Dth
purchased ($ 10.7 million)and a $ 6.3 million increase in purchased gas costs and certain other
items recognized and recovered through the purchased gas adjustment clause.

The total cost of gas purchased increased $93.8 million in 1996. This was the result of a 9.3

million increase in Dth purchased and withdrawn from storage for ultimate consumer sales

($29.6 million), a $25.6 million increase in Dth purchased for spot market sales and a 12.9%

increase in the average cost per Dth purchased ($38.7 million). Gas purchased for spot market
sales decreased $22.5 million in 1997 and increased $25.6 million in 1996. The Company's net

cost per Dth sold, as charged to expense and excluding spot market purchases, increased to $3.82

in 1997 from $3.62 in 1996 and was $ 3.17 in 1995.

Through the electric and purchased gas adjustment clauses, costs of fuel, purchased power and

gas purchased, above or below the levels allowed in approved rate schedules, are billed or
credited to customers. The Company's electric FAC provides for a partial pass-through of fuel
and purchased power cost fluctuations from those forecast in rate proceedings, with the

Company absorbing a portion of increases or retaining a portion ofdecreases to a maximum of
$ 15 million per rate year. The Company absorbed losses ofapproximately $ 11.8 million, $ 1.4

millionand $ 13.1 million in 1995, 1996 and 1997, respectively. Under PowerChoice, the FAC
willbe terminated. The Company does not believe that the elimination of the FAC willhave a

material adverse effect on its financial condition, as a result of its management of (1) power
supplies provided through: (i) the operation of its own power plants, and future power purchase

arrangements as part of the planned auction of its fossil and hydro assets, (ii) fixed power
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purchases from NYPA and remaining IPPs and (iii)fixed and indexed swap arrangements with
IPP Parties and (2) the transfer of the risk associated with electricity commodity prices to the

customer through implementation ofretail access included in the PowerChoice agreement.

OTHER OPERATION AND MAINTENANCEEXPENSE decreased in 1997 by $92.9 million.
or 10.0%, as compared to an increase of$ 110.3 millionor 13.5% in 1996. These changes in
1996 and 1997 each result primarily from a change in 1996 in the Company's assessment of
uncollectible customer accounts, which gives greater recognition to the increased risk of
collecting past due customer bills, resulting in increases in the Company's allowance for doubtful
accounts and a significantly higher expense recognition in 1996. Bad debt expense was $31.2
million, $ 127.6 million and $46.5 million in 1995, 1996 and 1997, respectively. In 1997, write-
offs were $ 39.0 millionand the Company incurred a $ 10.5 million increase in allowance for
doubtful accounts. The increase in the allowance for doubtful accounts was attributable to
increases in the collection risk associated with residential accounts receivable and arrears. The

Company has implemented a number ofcollection initiatives that are expected to result in lower
arrears levels and potentially lower the allowance for doubtful accounts. Other operation and

maintenance expense also decreased in 1997 as a result of a reduction in administrative and

general expenses of$ 15.8 million, primarily due to a reduction in legal costs.

OTHER INCOME decreased by $ 10.9 million in 1997 and increased by $32.9 million in 1996.

Despite higher interest income ($ 12.0 million) related to increasing cash balances, "other
income" was lower in 1997, since 1996.reflected a gain on the sale of a 50% interest in CNP

($ 15.0 million). The 1996 increase also reflected higher interest income ($ 10.9 million) as a

result ofan increase in temporary cash investments. In addition, "other income" was higher in
1996 since there were customer service penalties and certain other items written offbecause they
were disallowed in rates in 1995.

FEDERAL AND FOREIGN INCOME TAXES increased by $24.1 million in 1997 primarily
due to an increase in pre-tax income and decreased by $56.9 million in 1996 primarily due to a

decrease in pre-tax income. Other taxes decreased by $4.4 million in 1997 and decreased by
$41.6 million in 1996. The 1997 decrease was primarily due to lower payroll taxes ($2.3

million)and lower sales taxes ($0.7 million). The 1996 decrease was primarily as a result of
lower real estate taxes ($ 15.4 million), lower GRTs ($6.1 million)primarily due to a reduction in
the GRT surcharge during 1996, lower New York State excess dividend tax accrual due to a

suspension of the common stock dividend ($4.6 million) and year-to- year differences in the

accounting for regulatory deferrals ($ 15.2 million)associated primarily with a settlement of tax
issues with respect to the Company's Dunkirk facility.

INTEREST CHARGES remained fairly constant for the years 1995 through 1997. However,
dividends on preferred stock decreased by $0.9 millionand $ 1.3 million in 1997 and 1996.

respectively. Dividends on preferred stock'decreased in 1997 primarily due to a reduction in

preferred stock outstanding through sinking fund redemptions and decreased in 1996 primarily
due to a decrease in the cost ofvariable rate issues. The weighted average long-term debt
interest rate and preferred dividend rate paid, reflecting the actual cost ofvariable rate issues,

changed to 7.81% and 7.04%, respectively, in 1997 from 7.71% and 7.09%, respectively, in 1996

and from 7.77% and 7.19%, respectively, in 1995.

33



EFFECTS OF CHANGINGPRICES

The Company is especially sensitive to inflation because of the amount ofcapital it typically
needs and because its prices are regulated using a rate base methodology that reflects the
historical cost ofutilityplant.

The Company's consolidated financial statements are based on historical events and transactions
when the purchasing power of the dollar was substantially different than now. The effects of
inflation on most utilities, including the Company, are most significant in the areas of
depreciation and utilityplant. The Company could not replace its non-nuclear utilityplant and

equipment for the historical cost value at which they are recorded on the Company's books. In
addition, the Company would not replace these with identical assets due to technological
advances and competitive and regulatory changes that have occurred. In light of these

considerations, the depreciation charges in operating expenses do not reflect the cost of
providing service ifnew generating facilities were installed. The Company willseek additional
revenue or reallocate resources, ifpossible, to cover the costs ofmaintaining service as assets are

replaced or retired.

FINANCIALPOSITION, LIQUIDITYAND CAPITALRESOURCES

FINANCIALPOSITION. The Company's capital structure at December 31, 1997 was 51.8%
long-term debt, 7.7% preferred stock and 40.5% common equity, as compared to 53.1%, 7.9%
and 39.0% respectively, at December 31, 1996. The culmination of the termination, restatement
or amendment of IPP contracts willsignificantly increase the leverage of the Company to nearly
65% at the time ofclosing. Through the anticipated increased operating cash fiowresulting from
the MRAand PowerChoice agreement, the planned rapid repayment ofdebt should deleverage
the Company over time. Book value of the common stock was $ 18.89 per share at December 31,
1997, as compared to $ 17.91 per share at December 31, 1996. With the issuance ofequity at
below book value to the IPP Parties as part of the MRA, book value per share willbe diluted. In
addition, earnings per share willbe diluted by the effect of the issuance to the IPP Parties of
approximately 42.9 million shares of the Company's common stock.

The Company's EBITDA for 1997 was approximately $962 million, and upon implementation of
the MRAand PowerChoice is expected to increase to approximately $ 1,200 million to $ 1,300
millionper year. EBITDArepresents earnings before interest charges, interest income, income
taxes, depreciation and amortization, amortization ofnuclear fuel, allowance for funds used

during construction, non-cash regulatory deferrals and other amortizations and extraordinary
items. EBITDA is a non-GAAP measure ofcash flows and is presented to provide additional
information about the Company's ability to meet its future requirements for debt service which
would increase significantly upon consummation of the MRA. EBITDAshould not be

considered an alternative to net income as an indicator ofoperating performance o'"
as an

alternative to cash flows, as presented on the Consolidated Statement ofCash Flows, as a

measure of liquidity.
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The 1997 ratio of earnings to fixed charges was 2.02 times. The ratios ofearnings to fixed
charges for 1996 and 1995 were 1.57 times and 2.29 times, respectively. The change in the ratio
was primarily due to changes in earnings during the period. Assuming the MRA is implemented,
the ratio ofearnings to fixed charges willsubstantially decrease in the future, since the MRAand
PowerChoice agreement willhave the effect of substantially depressing earnings during its five-
year term, while at the same time substantially improving operating cash flows. The primary
objective of the MRA is to convert a large and growing off-balance sheet payment obligation
that threatens the financial viabilityof the Company into a fixed and manageable capital
obligation.

COMMON STOCK DIVIDEND. The Board of Directors omitted the common 'stock dividend
beginning the first quarter of 1996. This action was taken to help stabilize the Company's
financial condition and provide flexibilityas the Company addresses growing pressure from
mandated power purchases and weaker sales and is the primary reason for the increase in the
cash balance. In making future dividend decisions, the Board ofDirectors willevaluate, along
with standard business considerations, the financial condition of the Company, the closing of the
MRA and implementation ofPowerChoice, or the failure to implement such actions, contractual
restrictions that might be entered into in conjunction with financing the MRA, the degree of
competitive pressure on its prices, the level of available cash flow and retained earnings and
other strategic considerations. The Company expects to dedicate a substantial portion of its
future expected positive cash flow to reduce the leverage created in connection with the
implementation of the MRA. The PowerChoice agreement'establishes limits to the annual
amount ofcommon and preferred stock dividends that can be paid by the regulated business.
The limit is based upon the amount ofnet income each year, plus a specified amount ranging
from $50 million in 1998 to $ 100 million in 2000. The dividend limitation is subject to review
after the term of the PowerChoice agreement. Furthermore, the Company forecasts that earnings
for the five-year term of the PowerChoice agreement willbe substan'tially depressed, as non-cash
amortization of the MRA regulatory asset is occurring and the interest costs on the IPP debt is
the greatest. See "Accounting Implications of the PowerChoice Agreement and Master
Restructuring Agreement."

CONSTRUCTION AND OTHER CAPITALREQUIREMENTS. The Company's total capital
requirements consist of amounts for the Company's construction program (see Item 8. Financial
Statements and Supplementary Data - "Note 9. Commitments and Contingencies - Cons'truction

'rogram,").The January 1998 ice storm damage restoration costs may further add to these

requirements (see Item 8. Financial Statements and Supplementary Data - "Note 13. Subsequent
Event" ), nuclear decommissioning funding requirements (See Item 8. Financial Statements and

Supplementary Data - "Note 3.-Nuclear Operations - Nuclear Plant Decommissioning" and-
"NRC Policy Statement and Proposal" ), working capital needs, maturing debt issues and sinking
fund provisions on preferred stock, as well as requirements to complete the MRAand
accomplish the restructuring contemplated by the PowerChoice agreement. Annual expentiitures
for the years 1995 to 1997 for construction and nuclear fuel, including related AFC and
overheads capitalized, were $345.8 million, $352.1 millionand $290.8 million,'respectively, and

are budgeted to be approximately $358 million for 1998 and to range from $279 - $352 million
for each of the subsequent four years. These estimates include construction expenditures for
non- nuclear generation of$20 million to $38 millionper year.
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In addition to the assumed cost of the MRA requirements, as described below, mandatory debt

and preferred stock retirements are expected to add approximately another $ 77 million to the

1998 estimate ofcapital requirements. The estimate ofconstruction additions included in capital ~

requirements for the period 1998 to 2002 willbe reviewed by management-to give effect to the

storm restoration costs and the overall objective of further reducing construction spending where

possible. See discussion in "Liquidityand Capital Resources" section below, which describes

how management intends to meet its financing needs for this five-year period.

Under the MRA, the Company willpay an aggregate of$3,616 million in cash. The Company
expects to issue senior unsecured debt to fund this requirement, which is expected to consist of
both debt issued through a public market offering and debt issues to banks which would serve to
replace its existing $ 804 millionsenior debt facility, discussed below. The Company's preferred
shareholders gave the Company approval to increase the amount ofunsecured debt the Company
may issue by $ 5 billion. Previously, the Company was able to issue $700 million under the

restrictions of its amended Certificate of Incorporation. This authorization willenable the

issuance ofunsecured debt to consummate the MRA. In addition, the Company believes that the

ability to use unsecured indebtedness will increase its flexibilityin planning and financing its
business activities.

LIQUIDITYAND CAPITALRESOURCES. External financing plans are subject to periodic
revision as underlying assumptions are changed to reflect developments, market conditions and,
most importantly, conclusion of the MRAand implementation ofPowerChoice. The ultimate
level of financing during the period 1998 through 2002 willbe affected by, among other things:
the timing and outcome of the MRAand the cash tax benefits anticipated because the MRA is

expected to result in a net operating loss for 1998 income tax purposes; the implementation of
the PowerChoice agreement, levels ofcommon dividend payments, ifany, and preferred
dividend payments; the results of the auction of the Company's fossil and hydro assets; the

Company's competitive position and the extent to which competition penetrates the Company's
markets; uncertain energy demand due to the weather and economic conditions; and the effects
of the ice storm that struck a portion of the Company's service territory in early 1998. The
proceeds of the sale of the fossil and hydro assets willbe subject to the terms of the Company's

mortgage indenture and the note indenture that willbe entered into in connection with the MRA
debt financing. The Company could also be affected by the outcome of the NRC's consideration
ofnew rules for adequate financial assurance ofnuclear decommissioning obligations. (See Item
8. Notes to Consolidated Financial Statements - "Note 3. Nuclear Operations - NRC Policy
Statement and Proposal" and "Note 13. Subsequent Event" ).

The Company has an $ 804 million senior debt facilitywith a bank group, consisting ofa $255

million term loan facility, a $ 125 million revolving credit facility and $424 million for letters of
credit. The letter ofcredit facilityprovides credit support for the adjustable rate pollution control
revenue bonds issued through the NYSERDA. The interest rate applicable to the senior debt

facility is variable based on certain rate options available under the agreement and currently
approximates 7.7% (but is capped at 15%). As ofDecember 31, 1997, the amount outstanding
under the senior debt facilitywas $529 million, consisting of$ 105 millionunder the term loan

facility and a $424 million letter ofcredit, leaving the Company with $275 millionofborrowing
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capability under the facility. The facilityexpires on June 30, 1999 (subject to earlier termination
ifthe Company separates its fossil/hydro generation business from its transmission and

distribution business, or any other significant restructuring plan). The Company is currently
negotiating with the lenders to replace the senior debt facilitywith a larger facility to finance a

portion of the MRA.

This facility is collateralized by first mortgage bonds which were issued on the basis of
additional property under the earnings test required under the mortgage trust indenture ("First
Mortgage Bonds" ). As ofDecember 31, 1997, the Company could issue an additional $ 1,396
million aggregate principal amount ofFirst Mortgage Bonds under the Company's mortgage trust
indenture. This amount is based upon retired bonds without regard to an interest coverage test.

The Company is presently precluded from issuing First Mortgage Bonds based on additional
property.

Although no assurance can be provided, the Company believes that the closing of the MRA and

implementation ofPowerChoice willresult in substantially depressed earnings during its five-
year term, but willsubstantially improve operating cash flows. There is risk throughout the

electric industry that credit ratings could decline ifthe issue ofstranded cost recovery is not
satisfactorily resolved. In the event the MRA is not closed, and comparable solutions are not

' available, the Company willundertake other actions necessary to act in the best interests of
stockholders and other constituencies.

Ordinarily, construction related short-term borrowings are refunded with long-term securities on

a periodic basis. This approach generally results in the Company showing a working capital
deficit. This has not been the case in the last two years as the Company's cash balance has

increased, reflecting suspension of the common stock dividend in 1996. Working capital deficits

may also be a result of the seasonal nature of the Company's operations as well as timing
differences between the collection ofcustomer receivables and the payment of fuel and

purchased power costs. The Company believes it has sufficient borrowing capacity to fund
deficits as necessary in the near term. However, the Company's borrowing capacity to fund such

deficits may be affected by the factors discussed above relating to the Company's external
financial plans.

Since 1995, past-due accounts receivable have increased significantly. A number of factors have

contributed to the increase, including rising prices (particularly to residential customers). Rising
prices have been driven by increased payments to IPPs and high taxes and have been passed on

in customers'ills. The stagnant economy in the Company's service territory since the early
1990's has adversely affected collection ofpast-due accounts. Also, laws, regulations and

regulatory policies impose more stringent collection limitations on the Company than those

imposed on business in general; for example, the Company faces more stringent requirements to

terminate service during the winter heating season. The increase in the allowance for doubtful
accounts was attributable to the reassessment of the collection risk associated with residential

accounts receivable and arrears. The Company has implemented a number ofcollection
initiatives that are expected to result in lower arrears levels and potentially lower the allowance

for doubtful accounts. The Company has and willcontinue to implement a variety ofstrategies

to improve its collection ofpast due accounts and reduce its bad debt expense.
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The information gathered in developing these strategies enabled management to update its risk
assessment of the accounts receivable portfolio. Based on this assessment, management
determined that the level of risk associated primarily with the older accounts had increased and
the historical loss experience no longer applied. Accordingly, the Company determined that a

significant portion of the past-due accounts receivable (principally of residential customers)
might be uncollectible, and had written-offa substantial number of these accounts as well as

increased its allowance for doubtful accounts in 1996. In 1997 and 1996, the Company charged
$46.5 millionand $ 127.6 million, respectively to bad debt expense. The allowance for doubtful
accounts is based on assumptions and judgments as to the effectiveness ofcollection efforts.
Future results with respect to collecting the past-due receivables may prove to be different from
those anticipated. Although the Company has experienced a level of improvement in collection
efforts, future results are necessarily dependent upon the following factors, including, among
other things, the effectiveness of the strategies discussed above, the support of regulators and

legislators to allow utilities to move towards commercial collection practices and improvement
in the condition of the economy in the Company's service territory. The Company has been

pursuing PowerChoice to address high prices that are the result of traditional price regulation,
but the introduction ofcompetition requires that policies and practices that were central to
traditional regulation, including those involving collections, be changed so as not to jeopardize

„ the benefits ofcompetition.

NET CASH PROVIDED BY OPERATING ACTIVITIESdecreased $ 162.8 million in 1997

primarily due to a decrease of$ 105.9 million in the amount ofaccounts receivable sold under the
accounts receivable sales program (which the Company has budgeted to restore in 1998)
partially offset by an increase in deferred taxes of$53.9 million.

NET CASH USED IN INVESTINGACTIVITIESincreased $62.4 million in 1997 primarily as

a result ofan increase in other cash investments of$ 116.1 millionoffset by a decrease in the
acquisition ofutilityplant of$62.9 million.

NET CASH USED IN FINANCINGACTIVITIESdecreased $ 106.1 million, primarily due to a

net reduction of$94.7 million in the payments on long-term debt.

ITEM 8. FINANCIALSTATEMENTS AND SUPPLEMENTARY DATA

A. FINANCIALSTATEMENTS

Report ofManagement
Report of Independent Accountants
Consolidated Statements of Income and Retained Earnings for
each of the three years in the period ended December 31,
1997.

Consolidated Balance Sheets at December 31, 1997 and 1996.
Consolidated Statements ofCash Flows for each of the three
years in the period ended December 31, 1997.

Notes to Consolidated Financial Statements.
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REPORT OF MANAGEMENT

The consolidated financial statements of the Company and its subsidiaries were prepared by and

are the responsibility ofmanagement. Financial information contained elsewhere in this Annual
Report is consistent with that in the financial statements.

To meet its responsibilities with respect to financial information, management maintains and
enforces a system of internal accounting controls, which is designed to provide reasonable

assurance, on a cost effective basis, as to the integrity, objectivity and reliability of the financial
records and protection ofassets. This system includes communication through written policies
and procedures, an organizational structure that provides for appropriate division of
responsibility and the training ofpersonnel. This system is also tested by a comprehensive
internal audit program. In addition, the Company has a Corporate Policy Register and a Code of
Business Conduct (the "Code" ) that supply employees with a framework describing and defining
the Company's overall approach to business and require all employees to maintain the highest
level ofethical standards as well as requiring all 'management employees to formally affirm their
compliance with the Code.

The financial statements have been audited by Price Waterhouse LLP, the Company's
independent accountants, in accordance with GAAP. In planning and performing its audit, Price
Waterhouse LLP considered the Company's internal control structure in order to determine
auditing procedures for the purpose ofexpressing an opinion on the financial statements, and not
to provide assurance on the internal control structure. The independent accountants'udit does

not limitin any way management's responsibility for the fair presentation of the financial
statements and all other information, whether audited or unaudited, in this Annual Report. The
Audit Committee of the Board ofDirectors, consisting of five outside directors who are not
employees, meets regularly with management, internal auditors and Price Waterhouse LLP to
review and discuss internal accounting controls, audit examinations and financial reporting
matters. Price Waterhouse LLP and the Company's internal auditors have free access to meet
individually with the Audit Committee at any time. without management being present.

/s/ WilliamE. Davis
WilliamE. Davis
Chairman of the Board and
Chief Executive Officer
Niagara Mohawk Power Corporation

39



REPORT OF INDEPENDENT ACCOUNTANTS

To the Stockholders and
Board ofDirectors of
Niagara Mohawk Power Corporation

In our opinion, the accompanying consolidated balance sheets and the related consolidated
statements of income and retained earnings and of cash flows present fairly, in all material
respects, the financial position ofNiagara Mohawk Power Corporation and its subsidiaries at
December 31, 1997 and 1996, and the results of their operations and their cash flows for
each of the three years in the period ended December 31, 1997, in conformity with generally
accepted accounting principles. 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 generally accepted auditing standards which 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
am'ounts 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 the opinion
expressed above.

As discussed in Note 15 to the accompanying financial statements, the Company has

restated its 1997 financial statements to eliminate the $ 190 million charge related to the
limitation on the recoverability of the regulatory asset described in Note 2.

As discussed in Note 2, the Company believes that it continues to meet the requirements for
application of Statement of Financial Accounting Standards No. 71, Accounting for the

sects of Certain Types ofRegulation (SFAS No. 71) for its nuclear generation, electric
transmission and distribution and gas businesses. In the event that the Company is unable to
complete the termination, restatement or amendment of the independent power producer
contracts, this conclusion could change in 1998 and beyond, resulting in material adverse
effects on the Company's financial condition and results ofoperations.

As discussed in Note 2, the Company discontinued application of SFAS No. 71 for its non-
nuclear generation business in 1996.

PRIC A RHOUSE LLP

Syracuse, New York
March 26, 1998, except Note 2 (third paragraph)
and Note 15, as to which the date is May 29, 1998 40





NIAGARAMOHAWKPOWER CORPORATION AND SUBSIDIARYCOMPANIES

CONSOLIDATED STATEMENTS OF INCOME AND RETAINED EARNINGS

In thousands of dollars
For the year ended

December 31, 1997 1996 1995

Operating revenues:
Electric $ 3, 309,441 $ 3, 308, 979 $ 3,335,548

Gas 656,963 681, 674 581,790

Operating expenses:

3 966 ~ 404 3 990 653 3~ 917'38

Fuel for electric
g'eneration

Electricity puzchased

Gas purchased

Other operation and
maintenance expenses

179,455

1,236,108

345, 610

835,282

1, 182, 892

370,040

1, 137,937

276j232

928,224 817,897

181,486 165,929

Depreciation and
amortization (Note 1)

Other taxes

339, 641

471,469

329,827

475,846

317,831

517,478

3~ 407~ 565 3 468~ 315 3g 233'04

Operating income 558,839 522, 338 684,034

Other income (Note 1) 24, 997 35, 943 3,069

Income before interest
charges 583, 836 558, 281 687, 103

Interest charges (Note 1) 273,906 278,033 279, 674

Income before federal and
foreign income taxes

Federal and foreign income
taxes (Note 7)

309, 930

126,595

280, 248 407,429

102,494 159,393

Income before extraordinary
item 183,335

Extraordinary item for the
discontinuance of regulatory
accounting principles, net of
income taxes of $ 36,273 in
1996 (Note 2)

177,754 '48,036,

(67, 364)

Net income (Note 15) 183,335

Dividends on preferred stock 37,397

110,390

38,281

248,036

39,596

Balance available for
common stock

Dividends on common stock

145, 938

145, 938

72, 109

72,109

208, 440

161, 650

46,790
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Retained earnings at
beginning of year 657,482 585,373 538,583

Retained earnings at
end of year S 803, 420 S 657, 482 S 585, 373
sssssaasssassssssssssssssssssssssssssssssaasssasaasssssssaassssss

Average number of shares
of common stock outstanding
(in thousands) 144,404 144,350 14'4,329

Basic and diluted earnings
per average share of common
stock before extraordinary
item S 1.01 S 0.97 S 1.44

Extraordinary item S S (0.47) S

Basic and diluted earnings
per average share of
common stock S 1.01 S 0.50 S 1.44

Dividends on common stock
paid per share S S - S 1.12
ssssssaassssssasasssssssasaaaaaasssssssssssssssssssssssssssaaaasa

() Denotes deduction

The accompanying notes are an integral part of these financial statements
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NIAGARAMOHAWKPOWER CORPORATION AND SUBSIDIARYCOMPANIES

CONSOLIDATED BALANCESHEETS

Zn thousands of dollars

ASSETS

At December 31, 1997 1996

Utilityplant (Note 1):
Electric plant $
Nuclear Fuel
Gas plant
Common plant
Construction work in progress

Total utility plant

Less: Accumulated
depreciation and
amortization

Net utility plant

Other property and
investments

8,752, 865
577,409

1, 131, 541
319,409
294'50

11, 075, 874

4, 207, 830

6, 868, 044

371,709

$ 8, 611, 419
573,041

1, 082, 298
292, 591
279, 992

10,839,341

3, 881, 726

6, 957, 615

257, 145

Current assets:

Cash, including temporary
cash investments of $ 315,708
and $ 223,829, respectively 378,232 325,398

Accounts receivable (less
allowance for doubtful accounts
of $ 62, 500 and $ 52, 100,
respectively) (Notes 1 and 9) 492,244

Materials and supplies, at
average cost:

373, 305

Coal and oil for production
of electricity
Gas storage

Other

Prepaid taxes

Other

27, 642

39,447

118,308

15, 518

20,309

1,091,700

20,788

43, 431

120, 914

11, 976

25,329

921,141

Regulatory assets (Note 2)

Regulatory tax asset

Deferred finance charges

De fe rred environmental
restoration costs (Note 9)

Unamortized debt expense

Postretirement benefits other
than pensions

399, 119

239, 880

220,000

57, 312

56, 464

416,599

239,880

225,000

65,993

60,482
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Other 204, 049 206, 352

Other assets

1, 176, 824 1,214,306

75, 864 77, 428

$ 9~ 584~ 141 $ 9 427~ 635
sssssaaas%$ $ 8%%sSsSOOseeSSSSSsssWSSSSSSSSSSSSSsSSSSSSssSS

The accompanying notes are an integral part of these financial statements
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NIAGARAMOHAWKPOWER CORPORATION AND SUBSIDIARYCOMPANIES

CONSOLIDATED BALANCESHEETS

In thousands of dollars

At December 31,

CAPITALIZATIONAND LIABILITIES

Capitalization (Note 5):

1997 1996

Common stockholders'quity:
Common stock, issued

144,419,351 and 144,365,214
shares, respectively S 144,419 $ 144,365

Capital stock premium
and expense

Retained earnings

1,779,688

803,420

1, 783, 725

657,482

2,727,527

Non-redeemable preferred stock 440,000

2,585,572

440,000

Mandatorily redeemable
preferred stock

Long-term debt

Total capitaliration

76, 610

3, 417, 381

6, 661'18

86,730

3, 477, 879

6,590, 181

Current liabilities:
Long-term debt due within
one year (Note 5)

Sinking fund requirements on
redeemable preferred stock
(Note 5)

Accounts payable

Payable on outstanding bank
checks

Customers'eposits

Accrued taxes

Accrued interest

Accrued vacation pay

Other

67,095

10'20

263, 095

23, 720

18,372

9,005

62, 643

36, 532

64, 756

48g084

8, 870

271, 830

32,008

15, 505

4,216

63,252

36,436

52, 455

555,338 532, 656

Regulatory liabilities (Note 2):

Deferred finance charges

Other liabilities:
239,880 239,880

Accumulated deferred income
taxes (Notes 1 and 7) 1,387,032 1,357,518
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Employee pension and other
beneiits (Note 8) 240,211 238,688

Deferred pension settlement
gain

Unbilled revenues (Note 1)

Other

12,438

43,281

224,443

lg907,405

19,269

49g881

174,562

1,839, 918

Commitments and contingencies (Notes 2 and 9)

Liability for environmental
restoration 220,000 225,000

$ 9, 584, 141 $ 9, 427, 635
sssaasasssssssESSmggaaSSSSSSSSRSSSaaaaaSseSSaaSSSSSWSSSSS

The accompanying notes are an integral part of these financial statements
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NIAGARAMOHAWKPOWER CORPORATION AND SUBSIDIARYCOMPANIES

CONSOLIDATED STATEMENTS OF CASH FLOWS

INCREASE (DECREASE) IN CASH
In thousands of dollars

For the year ended December 31, 1997 1996 1995

Cash flows from operating activities:

(11, 175)
4, 180

76,204

Net income $ 183,335 $
Ad)ustments to reconcile
net income to net cash
provided by operating
activities:

Extraordinary item for~ the
discontinuance of regulatory
accounting principles, net of
income taxes

Depreciation and amortiration 339,641
Electric margin recoverable
Amortiration of nuclear fuel 25,241
Provision for deferred income
taxes 46, 994

Gain on sale of subsidiary
Unbilled revenues (6, 600)
Net accounts receivable (118, 939)
Materials and supplies (1, 306)
Accounts payable and accrued

expenses
Accrued interest and taxes
Changes in other assets and
liabilities

67, 364
329,827

38,077

317, 831
58,588
34,295

(6,870)
(15,025)
21,471

121, 198
2,265

8,224
(11,750)

35,231

114, 917
(11,257)
(71,258)
56,748
13, 663

(47,048)
(35,440)

20,930

110,390 $ 248,036

Net cash provided by
operating activities 537, 575 700, 402 700, 005

Cash flows from investing activities:

Construction additions (286, 389)
Nuclear fuel (4, 368)
Less: Allowance for other

funds used during construction 5,310

(296, 689) (332, 443)
(55, 360) (13, 361)

3,665 1,063

Acquisition of utility plant
Decrease in materials and
Materials and supplies related

ton construction
Accounts payable and accrued

expenses related to
construction

Other investments
Proceeds from sale of sub-
sidiary (net of cash sold)

Other

1, 042 8,362 3,346

(2,794)
(115, 533)

8, 761

2, 056
541

14, 600
(8,786)

(7, 112)
(115,818)

161,087
26,234

(285,447) (348,384) (344,741)

Net cash used in investing
activities (393'71) (331~ 611) (277~004)

Cash flows from financing activities:
Proceeds from long-tean debt
Redemption of preferred stock
Reductions of long-term debt
Net change in short-term debt
Dividends paid
Other

(8, 870)
(44, 600)

(37,397)
97

105,000
(10,400)

(244,341)

(38,281)
(8,846)

346,000
(10, 950)
(73, 415)

(416,750)
(201,246)

(7, 495)
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Net cash used in financing
activities (90,770) (196,868) (363,856)

Net increase in cash

Cash at beginning of year

52,834

325,398

171, 923 59, 145

153~ 475 94i 330

Cash at end of year S 378~ 232 S 325i 398 S 153i 475
SSSEsassssssssssspssaaassssssspsasssasssssssssssssssssssssssssEEE

Supplemental disclosures of cash flow information:

Cash paid during the year for:

Interest
Income taxes

S 279, 957 S 286, 497 S, 290, 352
S 82, 331 S 95, 632 S 47, 378

EEEsssasssssssssssssassEsssssssssEsssssssssssssssssasssaaasassssa

The accompanying notes are an integral part of these financial statements
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Notes to Consolidated Financial Statements

NOTE 1. SUMMARYOF SIGNIFICANTACCOUNTING POLICIES

The Company is subject to regulation by the'PSC and FERC with respect to its rates for service
under a methodology which establishes prices based on the Company's cost. The Company's
accounting policies conform to GAAP, including the accounting principles for rate-regulated
entities with respect to the Company's nuclear. transmission, distribution and gas operations
(regulated business), and are in accordance with the accounting requirements and ratemaking
practices of the regulatory authorities. The Company discontinued the application of regulatory
accounting principles to its fossil and hydro generation operations in 1996 (see Note 2). In order
to be in conformity with GAAP, management is required to use estimates in the preparation of
the Company's financial statements.

PRINCIPLES OF CONSOLIDATION: The consolidated financial statements include the
Company and its wholly-owned subsidiaries. Intercompany balances and transactions have been
eliminated.

UTILITYPLANT: The cost ofadditions to utilityplant and replacements of retirement units of
.. property are capitalized. Cost includes direct material, labor, overhead and AFC. Replacement

ofminor items ofutilityplant and the cost ofcurrent repairs and maintenance is charged to
expense. Whenever utilityplant is retired, its original cost, together with the cost of removal,
less salvage, is charged to accumulated depreciation. The discontinuation ofSFAS No. 71 did
not affect the carrying value of the Company's utilityplant.

ALLOWANCEFOR FUNDS USED DURING CONSTRUCTION: The Company capitalizes
AFC in amounts equivalent to the cost of funds devoted to plant under construction for its
regulated business. AFC rates are determined in accordance with FERC and PSC regulations.
The AFC rate in effect during 1997 was 9.28%. AFC is segregated into its two components,
borrowed funds and other funds, and is reflected in the "Interest charges" and the "Other income"
sections, respectively, of the Consolidated Statements of Income. The amount ofAFC credits
recorded in each of the three years ended December 31, in thousands ofdollars, was as follows:

1997 1996 1995

Other income
Interest charges

$ 5, 310
4, 396

$ 3, 665
3, 690

Sl, 063
7, 987

As a result of the discontinued application ofSFAS No. 71 to the fossil and hydro operations, the
Company capitalizes interest cost associated with the construction of fossil/hydro assets.

DEPRECIATION, AMORTIZATIONANDNUCLEARGENERATING PLANT
DECOMMISSIONING COSTS: For accounting and regulatory purposes, depreciation is
computed on the straight-line basis using the license lives for nuclear and hydro classes of
depreciable property and the average service lives for all other classes. The percentage
relationship between the total provision for depreciation and average depreciable property was
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approximately 3% for the years 1995 through 1997. The Company performs depreciation studies

to determine service lives ofclasses ofproperty and adjusts the depreciation rates when
necessary.

Estimated decommissioning costs (costs to remove a nuclear plant from service in the future) for
'he Company's Unit 1 and its share ofUnit 2 are being accrued over the service lives of the units,
recovered in rates through an annual allowance and currently charged to operations through
depreciation. The Company expects to commence decommissioning ofboth units shortly after
cessation ofoperations at Unit 2 (currently planned for 2026), using a method which removes or
decontaminates the Units components promptly at that time. See Note 3 - "Nuclear Plant
Decommissioning."

The FASB issued an exposure draft in February 1996 entitled "Accounting for Certain Liabilities
Related to Closure or Removal Costs ofLong-Lived Assets." The scope of the project includes
certain plant decommissioning costs, including those for fossil, hydro and nuclear plants. If
approved, a liabilitywould be recognized, with a corresponding plant asset, whenever a legal or
constructive obligation exists to perform dismantlement or removal activities. The Company
currently recognizes the liabilityfor nuclear decommissioning over the service life of the plant as

an increase to accumulated depreciation and does not'recognize the closure or removal obligation
associated with its fossil and hydro plants. The Company's PowerChoice agreement provides for
the recovery ofnuclear decommissioning costs. As discussed in Note 2, the Company intends to
sell its fossil and hydro generating assets through an auction process. To the extent the assets are

sold, the effect of this exposure draft on the Company should be mitigated. However, the

Company cannot predict the results of the auction. The adoption of the proposed standard is not
expected to impact the cash flow from these assets. The FASB continues to discuss the issues

addressed in the exposure draft, as well as the timing of its implementation.

Amortization of the cost ofnuclear fuel is determined on the basis of the quantity ofheat

produced for the generation ofelectric energy. The cost ofdisposal ofnuclear fuel, which
presently is $ .001 per KWh ofnet generation available for sale, is based upon a contract with the

DOE. These costs are charged to operating expense and recovered from customers through base

rates or through the fuel adjustment clause.

REVENUES: Revenues are based on cycle billings rendered to certain customers monthly and

others bi-monthly for energy consumed and not billed at the end of the fiscal year. At December

31, 1997 and 1996, approximately $ 8.6 millionand $ 11.1 million, respectively, ofunbilled
electric revenues remained unrecognized in results ofoperations, are included in "Other
liabilities." Under the Company's PowerChoice agreement, the amount ofunrecognized electric
unbilled revenue as of the PowerChoice implementation date willbe netted against certain other

regulatory assets and liabilities. Thereafter, changes in electric unbilled revenues willno longer
be deferred. In 1995, the Company used $71.5 millionofelectric unbilled revenues to reduce the

1995 revenue requirement. At December 31, 1997 and 1996, $34.7 millionand $38.8 million,
respectively, ofunbilled gas revenues remain unrecognized in results ofoperations and may be

used to reduce future gas revenue requirements. The unbilled revenues included in accounts

receivable at December 31, 1997 and 1996, were $211.9 millionand $218.5 million,
respectively.
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The Company's tariffs include electric and gas adjustment clauses under which energy and

purchased gas costs, respectively, above or below the levels allowed in approved rate schedules,
are billed or credited to customers. The Company, as authorized by the PSC, charges operations
for energy and purchased gas cost increases in the period of recovery. The PSC has periodically
authorized the Company to make changes in the level ofallowed energy and purchased gas costs
included in approved rate schedules. As a result ofsuch periodic changes, a portion ofenergy
costs deferred at the time ofchange would not be recovered or may be overrecovered under the
normal operation of the electric and gas adjustment clauses. However, the Company has to date
been permitted to defer and bill or credit such portions to customers, through the electric and gas

adjustment clauses, over a specified period of time from the effective date of each change.

The Company's electric FAC provides for partial pass-through of fuel and purchased power cost
fluctuations from amounts forecast, with the Company absorbing a portion of increases or
retaining a portion ofdecreases up to a maximum of$ 15 millionper rate year. Thereafter, 100%
of the fluctuation is passed on to ratepayers. The Company also shares with ratepayers
fluctuations from amounts forecast for net resale margin and transmission benefits, with the

Company retaining/absorbing 40% and passing 60% through to ratepayers. The amounts
retained or absorbed in 1995 through 1997 were not material. Under the PowerChoice

. agreement, the FAC willbe discontinued.

In December 1996, the Company, Multiple Intervenors and the PSC staff reached a three year
gas settlement that was conditionally approved by the PSC. The agreement eliminated the gas

adjustment clause and established a gas commodity cost adjustment clause ("CCAC"). The
Company's gas CCAC provides for the collection or passback ofcertain increases or decreases

from the base commodity cost ofgas. The maximum annual risk or benefit to the Company is

$2.25million. Allsavingsandexcesscostsbeyondthatamountwill flowtoratepayers. Fora
discussion of the ratemaking associated with non-commodity gas costs, see Item 7.
Management's Discussion and Analysis ofFinancial Condition and Results ofOperations-
"Other Federal and State Regulatory Initiatives - Multi-Year Gas Rate Settlement Agreement."

FEDERAL INCOME TAXES: As directed by the PSC, the Company defers any amounts
payable pursuant to the alternative minimum tax rules. Deferred investment tax credits are

amortized over the useful life of the underlying property.

STATEMENT OF CASH FLOWS: The Company considers all highly liquid investments,
purchased with a remaining maturity of three months or less, to be cash equivalents.

EARNINGS PER SHARE: Basic earnings per share ("EPS") is computed based on the weighted
average number ofcommon shares outstanding for the period. The number ofoptions
outstanding at December 31, 1997, 1996 and 1995 that could potentially dilute basic EPS, (but
are considered antidilutive for each period because the options exercise price was greater than
the average market price ofcommon shares), is immaterial. Therefore, the calculation ofboth
basic and dilutive EPS are the same for each period.
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RECLASSIFICATIONS: Certain amounts from prior years have been'reclassified on the

accompanying Consolidated Financial Statements to conform with the 1997 presentation.

COMPREHENSIVE INCOME: In June 1997, FASB issued SFAS No. 130. SFAS No. 130

establishes standards for reporting comprehensive income. Comprehensive income is the change
in the equity of a company, not including those changes that result &om shareholder transactions.
Allcomponents ofcomprehensive income are required to be reported in a new financial
statement that is displayed with equal prominence as existing financial statements. The
Company willbe required to adopt SFAS No. 130 on January 1, 1998. The Company does not
expect that adoption of SFAS No. 130 willhave a significant impact on its reporting and
disclosure requirements.

SEGMENT DISCLOSURES: Also in June 1997, FASB issued SFAS No. 131. SFAS No. 131

establishes standards for additional disclosure about operating segments for interim and annual
financial statements. More specifically, it requires financial information to be disclosed for
segments whose operating results are reviewed by the chief operating officer for decisions on
resource allocation. It also requires related disclosures about product and services, geographic
areas and major customers. The Company willbe required to adopt SFAS No. 131 for the fiscal

year ending December 31, 1998. The Company does not expect that the adoption of SFAS No.
131 willhave a significant impact on its reporting and disclosure requirements.

PENSION AND OTHER POSTRETIREMENT BENEFITS: In February 1998, FASB issued

SFAS No. 132. SFAS No. 132 revises employers'isclosures about pension and other
postretirement benefit plans. It does not change the measurement or recognition of those plans. It
standardizes the disclosure requirements for pensions and other postretirement benefits to the
extent practicable and requires additional information on changes in the benefit obligations and

fair values ofplan assets. The Company willbe required to adopt SFAS No. 132 for the fiscal
year ending December 31, 1998. The Company does not expect the adoption ofSFAS No. 132

willhave a significant impact on its reporting and disclosure requirements.

NOTE 2. RATE AND REGULATORY ISSUES AND CONTINGENCIES

The Company's financial statements conform to GAAP, including the accounting principles for
rate-regulated entities with respect to its regulated operations. Substantively, these principles
permit a public utility, regulated on a cost-of-service basis, to defer certain costs which would
otherwise be charged to expense, when authorized to do so by the regulator. These deferred
costs are known as regulatory assets, which in the case of the Company are approximately $937

million, net ofapproximately $240 millionof regulatory liabilities at December 31, 1997. These

regulatory assets are probable of recovery. The portion of the $937 millionwhich has been

allocated to the nuclear generation and electric transmission and distribution business is

approximately $ 810 million, which is net ofapproximately $240 millionof regulat'ory liabilities.
Regulatory assets allocated to the rate-regulated gas distribution business are $ 127 million.
Generally, regulatory assets and liabilities were allocated to the portion of the business that
incurred the underlying transaction that resulted in the recognition of the regulatory asset or
liability. The allocation methods used between electric and gas are consistent with those used in
prior regulatory proceedings.
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The Company concluded as ofDecember 31, 1996 that the termination, restatement or
amendment of IPP contracts and implementation ofPowerChoice was the probable outcome of
negotiations that had taken place since the PowerChoice announcement. Under PowerChoice,
the separated non-nuclear gener'atio'n business would no longer be rate-regulated on a cost-of-
service basis and, accordingly, regulatory assets related to the non-nuclear power generation
business, amounting to approximately $ 103.6 million ($67.4 millionafter tax or 47 cents per
share) was charged against 1996 income as an extraordinary non-cash charge.

The PSC in its written order issued March 20, 1998 approving PowerChoice, determined to limit
the estimated value of the MRA regulatory asset that can be recovered from customers to

approximately $4,000 million. The ultimate amount of the regulatory asset to be established may
vary based on certain events related to the closing of the MRA. The estimated value of the MRA
regulatory asset includes the issuance of42.9 million shares of common stock, which the PSC in
determining the recoverable amount of such asset, valued at $ 8 per share. Because the value of
the consideration to be paid to the IPP Parties can only be determined at the MRAclosing, the

value of the limitation on the recoverability of the MRA regulatory asset is expected to be

recorded as a charge to expense in the second quarter of 1998 upon the closing of the MRA. The

charge to expense willbe determined as the difference between $ 8 per share and the Company's
closing common stock price on the date the MRAcloses, multiplied by 42.9 million shares.

Using the Company's common stock price on March 26, 1998 of$ 12 7/16 per share, the charge
to expense would be approximately $ 190 million (85 cents per share).

Under PowerChoice, the Company's remaining electric business (nuclear generation and electric
transmission and distribution business) willcontinue to be rate-regulated on a cost-of-service
basis and, accordingly, the Company continues to apply SFAS No. 71 to these businesses. Also,
the Company's IPP contracts, including those restructured under the MRAand those not so

restructured willcontinue to be the obligations of the regulated business.

The EITF of the FASB reached a consensus on Issue No. 97-4 "Deregulation of the Pricing of
Electricity - Issues Related to the Application of SFAS No. 71 and SFAS No. 101" in July 1997.

As discussed previously, the Company discontinued the application of SFAS No. 71 and applied
SFAS No. 101 with respect to the fossil and hydro generation business at December 31, 1996, in
a manner consistent with the EITF consensus.

In addition, EITF 97-4 does not require the Company to earn a return on regulatory assets that
arise from a deregulating transition plan in assessing the applicability of SFAS No. 71. In the

event the MRAand PowerChoice are implemented, the Company believes that the regulated
cash flows to be derived from prices it willcharge for electric se'rvice over 10 years, including
the CTC, assuming no unforeseen reduction in demand or bypass of the CTC or exit fees, willbe

sufficient to recover the MRA regulatory asset and to provide recovery of and a return on the

remainder of its assets, as appropriate. In the event the Company could no longer apply SFAS
No. 71 in the future, it would be required to record an after-tax non-cash charge against income

for any remaining unamortized regulatory assets and liabilities. Depending on when SFAS No.
71 was required to be discontinued, such charge would likely be material to the Company's

reported financial condition and results ofoperations and the Company's ability to pay dividends.
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The PowerChoice agreement, while having the effect ofsubstantially depressing earnings during
its five-year term, willsubstantially improve operating cash flows.-

With the implementation of PowerChoice, specifically the separation ofnon-nuclear generation's an entity that would no longer be cost-of-service regulated, the Company is required to assess

the carrying amounts of its long-lived assets in accordance with SFAS No. 121. SFAS No. 121

requires long-lived assets and certain identifiable intangibles held and used by an entity to be
reviewed for impairment whenever events or changes in circumstances indicate that the carrying
amount of an asset may not be recoverable or when assets are to be disposed of. In performing
the review for recoverability, the Company is required to estimate future undiscounted cash

flows expected to result from the use of the asset and/or its disposition. The Company has

determined that there is no impairment of its fossil and hydro generating assets. To the extent the

proceeds resulting from the sale of the fossil and hydro assets are not sufficient to avoid a loss,
the Company would be able to recover such loss through the CTC. The PowerChoice agreement
provides for deferral and future recovery of losses, ifany, resulting from the sale of the non-
nuclear generating assets. The Company believes that it willbe permitted to record a regulatory
asset for any such loss in accordance with EITF 97-4. The Company's fossil and hydro
generation plant assets had a net book value ofapproximately $ 1.1 billion at December 31, 1997.

As described in Item 7. Management's Discussion and Analysis ofFinancial Condition and

Results ofOperations - "Master Restructuring Agreement and the PowerChoice Agreement," the

conclusion of the termination, restatement or amendment of IPP contracts, and closing of the

financing necessary to implement such termination, restatement or amendment, as well as

implementation ofPowerChoice, is subject to a number ofcontingencies. In the event the

Company is unable to successfully bring these events to conclusion, it is likely that application of
SFAS No. 71 would be discontinued. The resulting non-cash after-tax charges against income,
based on regulatory assets and liabilities associated with the nuclear generation and electric
transmission and distribution businesses as ofDecember 31, 1997, would be approximately
$526.5 millionor $ 3.65 per share. Various requirements under applicable law and regulations
and under corporate instruments, including those with respect to issuance ofdebt and equity
securities, payment ofcommon and preferred dividends and certain types of transfers of assets

could be adversely impacted by any such write- downs.

The Company has recorded the following regulatory assets on its Consolidated Balance Sheets

reflecting the rate actions of its regulators:

REGULATORYTAXASSET represents the expected future recovery from ratepayers of the tax

consequences of temporary differences between the recorded book bases and the tax bases of
assets and liabilities. This amount is primarily timing differences related to depreciation. These

amounts are amortized and recovered as the related temporary differences reverse. In January

1993, the PSC issued a Statement of Interim Policy on Accounting and Ratemaking Procedures

that required adoption ofSFAS No. 109 on a revenue- neutral basis.

DEFERRED FINANCE CHARGES represent the deferral of the discontinued portion ofAFC
related to CWIP at Unit 2 which was included in rate base. In 1985, pursuant to PSC

authorization, the Company discontinued accruing AFC on CWIP for which a cash return was
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being allowed. This amount, which was accumulated in deferred debit and credit accounts up to

the commercial operation date ofUnit 2, awaits future disposition by the PSC. A portion of the

deferred credit could be utilized to reduce future revenue requirements over a period shorter than

the life ofUnit 2, with a like amount ofdeferred debit amortized and recovered in rates over the

remaining life ofUnit 2. Power'Choice provides for netting, and thereby elimination of the debit
and credit balances ofdeferred finance charges.

DEFERRED ENVIRONMENTALRESTORATION COSTS represent the Company's share of
the estimated costs to investigate and perform certain remediation activities at both Company-
owned sites and non- owned sites with which it may be associated. The Company has recorded a

regulatory asset representing the remediation obligations to be recovered from ratepayers.
PowerChoice and the Company's gas settlement provide for the recovery of these costs over the

settlement periods. The Company believes future costs, beyond the settlement periods, will
continue to be recovered in rates. See Note 9 - "Environmental Contingencies."

UNAMORTIZEDDEBT EXPENSE represents the costs to issue and redeem certain long-term
debt securities which were retired prior to maturity. These amounts are amortized as interest
expense ratably over the lives of the related issues in accordance with PSC directives.

POSTRETIREMENT BENEFITS OTHER THAN PENSIONS represent the excess ofsuch costs

recognized in accordance with SFAS No. 106 over the amount received in rates. In accordance

with the PSC policy statement, postretirement benefit costs other than pensions are being phased-

in to rates over a five-year period and amounts deferred willbe amortized and recovered over a

period not to exceed 20 years.

Substantially all of the Company's regulatory assets described above are being amortized to
expense and recovered in rates over periods approved in the Company's electric and gas rate

cases, respectively.

NOTE 3 ~ NUCLEAROPERATIONS

NUCLEARPLANTDECOMMISSIONING: The Company's site specific cost estimates for
decommissioning Unit 1 and its ownership interest in Unit 2 at December 31, 1997 are as

follows:

Site Study (year)
End of Plant Lite (year)
Radioactive Dismantlement
to Begin (year)

Method of Decommissioning

Unit 1

1995
2009

2026
Delayed

Dismantlement

Unit 2

1995
2026

, 2028
Immediate

Dismantlement

Cost of Decommissioning
(in January 1998 dollars) In millions of dollars

Radioactive Components
Non-radioactive Components
Fuel Dry Storage/Continuing
Care

$ 481
117

78

$ 676

$ 201
48

$ 292
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The Company estimates that by the time decommissioning is completed, the above costs will
ultimately amount to $ 1.7 billion and $ .9 billion for Unit 1 and Unit 2, respectively, using

approximately 3.5% as an annual inflation factor.

In addition to the costs mentioned above, the Company expects to incur post-shutdown costs for
plant rampdown, insurance and property taxes. In 1998 dollars, these costs are expected to

amount to $ 119 million and $ 63 million for Unit 1 and the Company's share ofUnit 2,
respectively. The amounts willescalate to $210 millionand $ 190 million for Unit 1 and the

Company's share ofUnit 2, respectively, by the time decommissioning is completed. In 1997,

the Company made adjustments to the cash flow assumptions at Unit 1 for fuel dry storage,
radioactive cost components, property tax and insurance, to more accurately reflect the estimated

cost of each cost component. The revisions reduced the total cost estimate by approximately $ 10

million (in 1998 dollars).

NRC regulations require owners ofnuclear power plants to place funds into an external trust to

provide for the cost ofdecommissioning radioactive portions ofnuclear facilities and establish

minimum amounts that must be available in such a trust at the time ofdecommissioning. The

annual allowance for Unit 1 and the Company's share ofUnit 2 was approximately $23.7 million,
.. for each of the three years ended December 31, 1997. The amount was based upon the 1993

NRC minimum decommissioning cost requirements of$437 million and $ 198 million (in 1998

dollars) for Unit 1 and the Company's share ofUnit 2, respectively. In Opinion No. 95-21, the

Company was authorized, until the PSC orders otherwise, to continue to fund to the NRC
minimum requirements. PowerChoice permits rate recovery for all radioactive and non-

radioactive cost components for both units, including post-shutdown costs, based upon the

amounts estimated in the 1995 site specific studies described above, which are higher than the

NRC minimum. There is no assurance that the decommissioning allowance recovered in rates

willultimately aggregate a sufficient amount to decommission the units. The Company believes

that ifdecommissioning costs are higher than currently estimated, the costs would ultimately be

included in the rate process.

Decommissioning costs recovered in rates are reflected in "Accumulated depreciation and .

amortization" on the balance sheet and amount to $266.8 millionand $217.7 millionat

December 31, 1997 and 1996, respectively for both units. Additionally at December 31, 1997,

the fair value of funds accumulated in the Company's external trusts were $ 164.7 million for
Unit 1 and $ 51.0 million for its share ofUnit 2. The trusts are included in "Other property and

investments." Earnings on the external trust aggregated $40.3 million through December 31,

1997 and, because the earnings are available to fund decommissioning, have also been included

in "Accumulated depreciation and amortization." Amounts recovered for non-radioactive

dismantlement are accumulated in an internal reserve fund which has an accumulated balance of
$45.2 millionat December 31, 1997.

NRC POLICY STATEMENTAND PROPOSAL. The NRC issued a policy statement on the

Restructuring and Economic Deregulation of the Electric UtilityIndustry (the "Policy
Statement" ) in 1997. The Policy Statement addresses the NRC's concerns about the adequacy of
decommissioning funds and about the potential impact on operational safety. Current NRC
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regulations allow a utilityto set aside decommissioning funds annually over the estimated life of
a plant. The Policy Statement declares the NRC will:

Continue to conduct reviews of financial qualifications,
decommissioning funding and antitrust requirements ofnuclear
power plants;
Establish and maintain working relationships with state and
federal rate regulators;
Identify all nuclear power plant owners, indirect as well as

direct; and
Re-evaluate the adequacy ofcurrent regulations in light of
economic and other changes resulting from rate deregulation.

In addition to the above Policy Statement, the NRC is proposing to amend its regulations on
decommissioning funding to reflect conditions expected from deregulation of the electric power
industry. The amended rule would:

Revise the definition ofan "electric utility"to reflect
changes caused by restructuring within the industry.
Define a "Federal licensee" as any licensee which has the
full faith and credit backing of the United States
government. Only such licensees could use statements of
intent to meet decommissioning financial assurance
requirements for power reactors.
Require nuclear power plant licensees to report to the NRC on
the status of their decommissioning funds at least once every
three years and annually within five years of the planned end
ofoperation. NRC's present rule contains no such
requirement because State and Federal rate-regulating bodies
actively monitor these funds. A deregulated nuclear utility
would have no such monitoring.
Permit nuclear licensees to take credit on earnings for
prepaid decommissioning trust funds and external sinking
funds from the time the funds are set aside through the end
of the decommissioning period. The present rule does not
permit such credit because it assumed that inflation and
taxes would erode any investment return. NRC has decided,
however, that this position is not borne out by historical
performance of inflation-adjusted funds invested in U.S
Treasury instruments.

The Company is unable to predict the outcome of this matter.

PSC STAFF'S TENTATIVECONCLUSIONS ON THE FUTURE OF NUCLEAR
GENERATION: On August 27, 1997, the PSC requested comments on its staffs tentative
conclusions about how nuclear generation and fossil generation should be treated after decisions
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are made on the individual electric restructuring agreements currently pending before the PSC.

The PSC staff concluded that beyond the transition period (the period covered by the various

New York utilityrestructuring agreements, including PowerChoice), nuclear generation should

operate on a competitive basis. In addition, the PSC staff concluded that a sale ofgeneration

plants to third parties is the preferred means ofdetermining the fair market-value ofgeneration

plants and offers the greatest potential for the mitigation of stranded costs. The PSC staff also

concluded that recovery of sunk costs, including post shutdown costs, would be subject to review

by the PSC and this process should take into account mitigation measures taken by the utility,
including the steps it has taken to encourage competition in its service area.

In October 1997, the majority ofutilities with interests in nuclear power plants, including the

Company, requested that the PSC reconsider its staffs nuclear proposal. In addition, the utilities
raised the following issues: impediments to nuclear plants operating in a competitive mode;
impediments to the sale ofplants; responsibility for decommissioning and disposal of spent fuel;

safety and health concerns; and environmental and fuel diversity benefits. In light ofall of these

issues, the utilities recommended that a more formal process be developed to address those

issues.

The three investor-owned utilities, Rochester Gas and Electric Corporation, Consolidated Edison
'ompany ofNew York, Inc. and the Company, which are currently pursuing formation of a

nuclear operating company in New York State, also filed a response with the PSC in October

1997. The response stated that a forced divestiture of the nuclear plants would add uncertainty to

developing a statewide approach to operating the plants and requested that such a forced
divestiture proposal be rescinded. The response also stated that implementation ofa

consolidated six-unit operation would contribute to the mitigation ofunrecovered nuclear costs.

NYPA, which is also pursuing formation of the nuclear operating company, submitted its own

comments which were similar to the comments of the three utilities.

PowerChoice contemplates that the Company's nuclear plants willremain part of the Company's

regulated business and that the Company willcontinue efforts to pursue a statewide solution such

as the New York Nuclear Operating Company. The settlement stipulates that absent a statewide

solution, the Company willfile a detailed plan for analyzing proposed solutions for its nuclear

assets, including the feasibility ofan auction, transfer and/or divestiture within 24 months of
PowerChoice approval. At December 31, 1997, the net book value of the Company's nuclear

assets was approximately $ 1.5 billion, excluding the reserve for decommissioning.

NUCLEARLIABILITYINSURANCE: The Atomic Energy Act of 1954, as amended, requires

the purchase ofnuclear liabilityinsurance from the Nuclear Insurance Pools in amounts as

determined by the NRC. At the present time, the Company maintains the required $200 million
ofnuclear liability insurance.

With respect to a nuclear incident at a licensed reactor, the statutory limitfor the protection of
the public under the Price- Anderson Amendments Act of 1988 which is in excess of the $200

millionofnuclear liabilityinsurance, is currently $ 8.2 billionwithout the 5% surcharge

discussed below. This limitwould be funded by assessments ofup to $75.5 million for each of
the 110 presently licensed nuclear reactors in the United States, payable at a rate not to exceed
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$ 10 millionper reactor per year. Such assessments are subject to periodic inflation indexing and

to a 5% surcharge iffunds prove insufficient to pay claims. With the 5% surcharge included, the

statutory limit is $8.6 billion.

The Company's interest in Units 1 and 2 could expose it to a maximum potential loss, for each

accident, of$ 111.8 million (with 5% assessment) through assessments of$ 14.1 million per year
in the event ofa serious nuclear accident at its own or another licensed U.S. commercial nuclear
reactor. The amendments also provide, among other things, that insurance and indemnity will
cover precautionary evacuations, whether or not a nuclear incident actually occurs.

NUCLEARPROPERTY INSURANCE: The Nine Mile Point Nuclear Site has $ 500 million
primary nuclear property insurance with the Nuclear Insurance Pools (ANI/MRP). In addition,
there is $2.25 billion in excess of the $ 500 millionprimary nuclear insurance with Nuclear
Electric Insurance Limited ("NEIL"). The total nuclear property insurance is $2.75 billion.
NEIL also provides insurance coverage against the extra expense incurred in purchasing
replacement power during prolonged accidental outages. The insurance provides coverage for
outages for 156 weeks, after a 21- week waiting period. NEIL insurance is subject to
retrospective premium adjustment under which the Company could be assessed up to
approximately $ 11.3 millionper loss.

LOW LEVELRADIOACTIVEWASTE: The Company currently uses the Barnwell, South
Carolina waste disposal facility for low level radioactive waste; however, continued access to
Barnwell is not assured and the Company has implemented a low level radioactive waste
management program so that Unit 1 and Unit 2 are prepared to properly handle interim on-site

storage of low level radioactive waste for at least a 10 year period.

Under the Federal Low Level Waste Policy Amendment Act of 1985, New York State was

required by January 1, 1993 to have arranged for the disposal ofall low level radioactive waste

within the state or in the alternative, contracted for the disposal at a facility outside the state. To
date, New York State has made no funding available to support siting for a disposal facility.

NUCLEARFUEL DISPOSAL COST: In January 1983, the Nuclear Waste Policy Act of 1982

(the "Nuclear Waste Act") established a cost of$ .001 per KWh ofnet generation for current
disposal ofnuclear fuel and provides for a determination of the Company's liabilityto the DOE
for the disposal ofnuclear fuel irradiated prior to 1983. The Nuclear Waste Act also provides
three payment options for liquidating such liabilityand the Company has elected to delay
payment, with interest, until the year in which the Company initiallyplans to ship irradiated fuel
to an approved DOE disposal facility. As ofDecember 31, 1997, the Company has recorded a

liabilityof$ 114.3 million for the disposal ofnuclear fuel irradiated prior to 1983. Progress in
developing the DOE facilityhas been slow and it is anticipated that the DOE facilitywillnot be

ready to accept deliveries until at least 2010. However, in July 1996, the United States Circuit
Court ofAppeals for the District ofColumbia ruled that the DOE must begin accepting spent
fuel from the nuclear industry by January 31, 1998 even though a permanent storage site willnot
be ready by then. The DOE did not appeal this decision. On January 31, 1997, the Company
joined a number ofother utilities, states, state agencies and regulatory commissions in filinga

suit in the U.S. Court ofAppeals for the District ofColumbia against the DOE. The suit
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requested the court to suspend the utilities payments into the Nuclear Waste Fund and to place
future payments into an escrow account until the DOE fulfillsits obligation to accept spent fuel.

On June 3, 1997, the DOE notified utilities that it likely willnot meet its January -1, 1998

deadline and that the delay was unavoidable pursuant to the terms of the standard ontract with
DOE for fuel disposal. DOE also indicated it was not obligated to provide a fina..cial remedy for
such unavoidable delay. On November 14, 1997 the United States Court ofAp~..vis for the

District ofColumbia Circuit issued a writofmandamus precluding DOE from:,<cusing its own
delay on the grounds that it has not yet prepared a permanent repository or interim storage
facility. On December 11, 1997, 27 utilities, including the Company, petitioned the DOE to

suspend their future payments to the Nuclear Waste Fund until the DOE begins moving fuel
from their plant sites. The petition further sought permission to escrow payments to the waste

fund beginning in February 1998. On January 12, 1998, the DOE denied the petition. The

Company is unable to determine the final outcome ofthis matter.
P

The Company has several alternatives under consideration to provide additional storage

facilities, as necessary. Each alternative willlikely require NRC approval, may require other
regulatory approvals and would likely require incurring additional costs, which the Company has

included in its decommissioning estimates for both Unit 1 and its share ofUnit 2. The Company
does not believe that the possible unavailability of the DOE disposal facility until 2010 will
inhibit operation ofeither Unit.

.0

NOTE 4. JOINTLY-OWNEDGENERATING FACILITIES

The following table reflects the Company's share ofjointly-owned generating facilities at

, December 31, 1997. The Company is required to provide its respective share of financing for
any additions to the facilities. Power output and related expenses are shared based on

proportionate ownership. The Company's share ofexpenses associated with-these facilities is

included in the appropriate operating expenses in the Consolidated Statements of Income. Under
PowerChoice, the Company willdivest all of its fossil and hydro generation assets with a net
book value of$ 1.1 billion, including its interests in jointly-owned facilities.

In thousands oE dollars

Percent
Ownership

Utility
Plant

Accumulated Construction
Depreciation Work in Progress

Roseton Steam Station
Units No. 1 and 2 (a)

Oswego Steam Station
Unit No. 6 (b)

Nine Nile Point Nuclear
Station Unit No. 2 (c)

25

76

41

$ 96, 110

$ 270,316

$ 1,507,721

$ 54, 130

$ 125,089

$ 327,006

$ 432

$ 39

$ 6,748

(a) The remaining ownership interests are Central Hudson Gas and Electric Corporation
("Central Hudson" ), the operator of the plant (35%), and Consolidated Edison Company ofNew
York, Inc. (40%). Output ofRoseton Units No. 1 and 2, which have a capability of 1,200,000

KW, is shared in the same proportions as the cotenants'espective ownership interests.
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(b) The Company is the operator. The remaining ownership interest is Rochester Gas and
Electric ("RGkE") (24%). Output ofOswego Unit No. 6, which has a'capability of 850,000
KW, is shared in the same proportions as the cotenants'espective ownership interests.

(c) The Company is the operator. The remaining ownership interests are Long Island Lighting
Company ("LILCO")(18%), New York State Electric Ec Gas Corporation ("NYSEG") (18%),
RG&E (14%), and Central Hudson (9%). Output ofUnit 2, which has a capability of 1,143,000
KW, is shared in the same proportions as the cotenants'espective ownership interests. In June

1997, LILCO and Long Island Power Authority ("LIPA")entered into an agreement, whereby,
upon completion ofcertain transactions, LILCO's stock would be sold to LIPA. It is anticipated
that LIPA would own LILCO's 18% ownership interest in Unit 2. In July 1997, the New York
State Public Authorities Control Board unanimously approved the agreements related to the
LIPA transaction, subject to certain conditions, and LILCO's stockholders subsequently
approved this transaction.
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NOTE 5. CAPITALIZATION

CAPITALSTOCK

The Company is authorized to issue 185,000,000 shares ofcommon stock, $ 1 par value; 3,400,000 shares ofpreferred stock, $ 100 par
value; 19,600,000 shares ofpreferred stock, $25 par value; and 8,000,000 shares ofpreference stock, $25 par value. The table below
summarizes changes in the capital stock issued and outstanding and the related capital accounts for 1995, 1996 and 1997:

CC)0(ON STOCK
Sl PAR VAUJE

PRE)KRRED STOCK
S)00 PAR VALUE

SHARCS AHOUNT'HARES NON REDEEHASLE~ REDEEHABLE

PREFERRED STOCK CAPITAL STOCK
$25 PAR VAU)E PREHIUH AND

EXPENSE
S)(ARES NON-RCDCEHASLC'EDECHASL'NET)

'eceaber31, 1994:

Issued

1 44, 3) I g 466

20, 657

S lie, 311 2,376, 000 $ 210, 000 $ 27,600 (a) 12,774,005 S230, 000 $ 89, 350 (a) $ 1,779, 504

283

Redeaptions (18,000) (1 ~ 800) l366, 000) (9, 150) 1,319

Foreign currency
translation ad)ustaent

Deceaber 31, 1995)

Issued

Redeaptions

Fore 1 gn currency
translation adjustaent

)44, 332, 123

33. 091

144,332 2,358,000

33

(18,000)

$ 210,000

(1, 800) (344 F 000) (8, 600)

$ 25,800 (a) 12,408,005 S230,000 $ 80,200 Is)

3, 141

$ 1. 784, 247

214

(28)

1708)

Deceaber 31, 1996:

Issued

Redeaptions

Foreign currency
translation adiustaent

144, 365'14

54, 137

144g365 2,340,000

54

(18,000)

$210, 000

ll,800) (282, 801)

$ 24,000 (a), 12,064,005 $ 230,000 $ 71,600 (a)

(7,070)

$ 1,783,725

426

104

(4, 567)

Deceaber 31, 1997: 144,419,351 $ 144, ~ 19 2,322,000
W

$ 210, 000 $ 22,200 (a) 11 781 20 '230,000 $ 64,530 (a) $ 1,779,688

'n thousands of dollars

{a) Includes sinking fund requirements due within one year.

The cumulative amount of foreign currency translation adjustment at December 31, 1997 was $ (15,448).



NON-REDEEMABLEPREFERRED STOCK (Optionally Redeemable)

The Company had certain issues ofpreferred stock which provide for optional redemption at

'December 31, as follows:

Series Shares

In thousands Redemption price per
of dollars share (Before adding

1997 1996 accumulated dividends)

Preferred $ 100 par value:

3.40%
3.60%
3.90%
4.10%
4.85%
5.25%
6.10%
7.72%

200,000
350,000
240,000
210,000
250,000
200,000
250,000
400,000

$ 20,000
35,000
24,000
21,000
25,000
20,000
25,000
40,000

$ 20,000
35,000
24,000
21,000
25,000
20,000
25,000
40,000

$ 103.50
104.85
106.00
102.00
102.00
102.00
101.00
102.36

Preferred $ 25 par value:

9.50% 6,000,000 150,000 150,000

Adjustable Rate-

25.00 (a)

Series A 1,200,000
Series C 2,000,000

30, 000
50, 000

30,000
50,000

25.00
25.00

$ 440, 000 $ 440, 000

(a) Not redeemable until 1999.

MANDATORILYREDEEMABLEPREFERRED STOCK

At December 31, the Company had certain issues ofpreferred stock, as detailed below, which
provide for mandatory and optional redemption. These series require mandatory sinking funds
for annual redemption and provide optional sinking funds through which the Company may
redeem, at par, a like amount ofadditional shares (limited to 120,000 shares of the 7.45% series).
The option to redeem additional amounts is not cumulative. The Company's five year mandatory
sinking fund redemption requirements for preferred stock, in thousands, for 1998 through 2002
are as follows: $ 10,120; $7,620; $7,620; $7,620 and $3,050, respectively. The aggregate
preference ofpreferred shares upon involuntary liquidation of the Company is the aggregate par
value ofsuch shares, plus an amount equal to the dividends accumulated and unpaid on such
shares to the date ofpayment whether or not earned or declared.

/
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Shares

Redemption price per
share {Before adding

In thousands of dollars accumulated dividends)

Series 1997 1996 1997 1996 1997
Eventual
Minimum

Preferred $ 100 par value:
7.45% 222,000 240,000

Pzeferred $ 25 par value:

$ 22,200 $ 24,000 $ 101.69 $ 100.00

7.85%
8.375%

731,204 914,005
100«000 200~ 000

18, 280
2, 500

22,850 25.28
5,000 25.00

25.00
25.00

Adjustable Rate-
Series B 1, 750, 000 1, 750, 000

Less sinking fund requirements

43,750

86,730
10,120

43,750 25.00

95, 600
8, 870

25.00

$ 76, 610 $ 86, 730

LONG-TERM DEBT

Long-term debt at December 31 consisted of the following:

In thousands of dollars

SERIES

First mortgage
6 1/4%

6 1/2%
9 1/2%
6 7/8%
9 1/4%
5 7/8%
6 7/8%
7 3/8%

8%

6 5/8%
9 3/4%
7

3/4'%6

5/8%
9 1/2%
8 3/4%
8 1/2%
7 7/8%

«8 7/8%
7.2%

DUE

bonds:
1997

1998
2000
2001
2001
2002
2003
2003
2004
2005
2005
2006
2013
2021
2022
2023
2024
2025
2029

1997

$
60,000

150, 000
210,000
100,000
230,000

85,000
220,000
300, 000
110, 000
150,000
275,000

45, 600
150, 000
150,000
165,000
210, 000
75,000

115,705

1996

$ 40, 000
60, 000

150, 000
210, 000
100,000
230,000

85,000
220,000
300,000
110,000
150,000
275,000

45, 600
150, 000
150,000
165,000
210,000

75,000
115,705

Total Fizst Mortgage Bonds 2, 801, 305 2, 841, 305
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Promissory notes:

*Adjustable Rate Series due

July 1, 2015
December 1, 2023
December 1, 2025
December 1, 2026
March 1, 2027
July 1, 2027

Term Loan Agreement

Unsecured notes payable:

Medium Term Notes, Various rates,
due 2000-2004

Other

Unamortized premium (discount)

TOTAL LONG-TERM DEBT

Less long-term debt due
within one year

100, 000
69,800
75,000
50,000
25,760
93,200

105,000

20, 000

154,295

{9,884)

3,484,476

67,095

100,000
69, 800
75,000
50,000
25,760
93,200

105,000

20,000

156, 606

t10,708)

3, 525, 963

48,084

$ 3I 417'81 83i 477 879
SSSPSSSSSSSSSSSSSSSSSSSSSSSPSPSSSSSSSSSSSSSSUSSSSSSSSSSSSSSSPS

*Tax-exempt pollution control related issues

Several series of First Mortgage Bonds and Promissory Notes were issued to secure a like
amount of tax-exempt revenue bonds issued by NYSERDA. Approximately $414 millionof
such securities bear interest at a daily adjustable interest rate (with a Company option to convert
to other rates, including a fixed interest rate which would require the Company to issue First
Mortgage Bonds to secure the debt) which averaged 3.63% for 1997 and 3.46% for 1996 and are

supported by bank direct pay letters ofcredit. Pursuant to agreements between NYSERDA and

the Company, proceeds from such issues were used for the purpose of financing the construction
ofcertain pollution control facilities at the Company's generating facilities or to refund
outstanding tax-exempt bonds and notes (see Note 6).

Other long-term debt in 1997 consists ofobligations under capital leases ofapproximately $29.7

million, a liabilityto the DOE for nuclear fuel disposal ofapproximately $ 114.3 million and a

liability for IPP contract terminations ofapproximately $ 10.3 million. The aggregate maturities
of long-term debt for the five years subsequent to December 31, 1997, excluding capital leases,

in millions, are approximately $64, $ 108, $ 158, $310 and $230 respectively. The Company's

aggregate maturities willincrease significantly upon closing of the MRA. See Item 7.
Management's Discussion and Analysis ofFinancial Condition and Results ofOperations-
"Master Restructuring Agreement and the PowerChoice Agreement."

NOTE 6. BANKCREDIT ARRANGEMENTS

The Company has an $ 804 millionsenior debt facilitywith a bank group consisting ofa $255

million term loan facility, a $ 125 million revolving credit facilityand $424 million for letters of
credit. The letter ofcredit facilityprovides credit support for the adjustable rate pollution control
revenue bonds issued through the NYSERDA discussed in Note 5. As ofDecember 31, 1997,
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the amount outstanding under the senior debt facilitywas $529 million, consisting of$ 105

millionunder the term loan facility and a $424 million letter ofcredit, leaving the Company with
$275 millionofborrowing capability under the facility. The facility expires on June 30, 1999

(subject to earlier termination ifthe Company separates its fossil/hydro generation business from
its transmission and distribution business, or any other significant restructuring plan). The
interest rate applicable to the facility is variable based on certain rate options available under the

agreement and currently approximates 7.7% (but capped at 15%). The Company is currently
negotiating with the lenders to replace the senior debt facilitywith a larger facility to finance part
of the MRA. The Company did not have any short-term debt outstanding at December 31, 1997

and 1996.

NOTE 7. FEDERAL AND FOREIGN INCOME TAXES

See Note 9 - "Tax Assessments."

Components ofUnited States and foreign income before income taxes:

In thousands of dollars

United States
Foreign
Consolidating eliminations

1997

$ 315,027
(1, 621)
(3, 476)

1996

$ 269, 128
28,522

(17,402)

1995

$ 400,087
17, 609

(10,267)

Income before extraordinary
item and income taxes $ 309, 930 $ 280,248 $ 407,429

~ Following is a summary of the components ofFederal and foreign income tax and a

reconciliation between the amount ofFederal income tax expense reported in the Consolidated
Statements of Income and the computed amount at the statutory tax rate:

In thousands of dollars

1997 1996~ 1995

Components of Federal and foreign income taxes:

Current tax expense:
Federal
Foreign

$ 77, 565 $ 96, 011
3,708

$ 67, 366
3, 900

77,565 99,719 71,266

Deferred tax expense:
Federal
Foreign

47,836
1, 194

382
2, 393~

84, 002
4, 125

Total

49,030

~ $ 126, 595

2, 775 88, 127

$ 102,494 $ 159,393

Reconciliation between Federal and foreign income taxes and the tax computed at prevailing
U.S. statutory rate on income before income taxes:
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Computed tax $ 108, 475 $ 98, 087 $ 142, 601

Increase (reduction) attributable to flow-through of certain tax
adjustments:

Depreciation
Cost of removal
Deferred investment tax
credit amortiration

Other

36,411
(8, 168)

(7,454)
(2,669)

28, 103
(8, 849)

(8, 018)
(6,829)

31,033
(9,247)

(8,589)
3,595

18,120 4g 407 16~ 792

Federal and foreign
income taxes $ 126,595 $ 102,494 $ 159,393

* Does not include the deferred tax benefit of$36,273 in 1996 associated with the extraordinary
item for the discontinuance of regulatory accounting principles.

At December 31, the deferred tax liabilities (assets) were comprised of the following:

In tho sands of dollars

Alternative minimum tax
()nbilled revenue
Other

Total deferred tax assets

Depreciation related
Investment tax credit related
Other

Total deferred tax
liabilities

1997

(17, 448)
(88, 859)

(247,438)

(353,745)

1,358,827
79,858

302, 092

1,740,777

1996

(64,313)
(83,577)

(237,850)

(385,740)

1,421,550
84,294

237,414

1,743,258

Accumulated deferred income
taxes $ 1, 387, 032 $ 1, 357, 518

NOTE 8. PENSION AND OTHER RETIREMENT PLANS

The Company and certain of its subsidiaries have non- contributory, defined-benefit pension
plans covering substantially all their employees. Benefits are based on the employee's years of
service and compensation level. The Company's general policy is to fund the pension costs
accrued with consideration given to the maximum amount that can be deducted for Federal
income tax purposes.
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Net pension cost for 1997, 1996 and 1995 included the following components:

In thousands of dollars

1997 1996 1995

Service cost - benefits
earned during the period

Interest cost on pro3ected
benefit obligation

Actual return on plan assets
Net amortization and deferral

Total pension cost (1)

$ 27, 100 $ 25,000 $ 22,500

75~ 200 'lg 700
(188, 200) (134, 100)
100,400 55,700

73,000
(215, 600)
140,300

$ 14~ 500 $ 18~ 300 $ 20'00

(1) $3.2 million for 1997, $3.8 million for 1996, and $4.1 million for 1995 was related to
construction labor and, accordingly, was charged to construction projects.

The following table sets forth the plan's funded status and amounts recognized in the Company's
Consolidated Balance Sheets:

In thousands of dollars

At December 31,

Actuarial present value of
accumulated benefit obligations:

Vested beneiits
Non-vested benefits

1997

$ 990,415
73,430

1996

$ 803,202
83, 107

Accumulated benefit obligations
Additional amounts related to

pro)ected pay increases

Pro)ected benefits obligation for
service rendered to date

Plan assets at fair value, consisting
primarily of listed stocks, bonds,
other fixed income obligations
and insurance contracts

Plan assets in excess of
pro)ected benefit obligations

Unrecognized net obligation at
January 1, 1987 being recognized
over approximately 19 years

Unrecognized net gain from actual
return on plan assets different
from that assumed

Unrecognized net gain from past
experience different from that
assumed and effects of changes
in assumptions amortized over 10
years

Prior service cost not yet recognized
in net periodic pension cost

1,063,845 886,309

108, 583 141, 472

1, 172, 428 1, 027, 781

(131, 910) (132, 041)

(19,446) (22,005)

265,100 219,680

19, 920

(50,473)

66, 129

(49, 651)

(1, 304, 338) (1, 159, 822)

Pension liability included
in the consolidated balance sheets $ 83, 191 $ 82, 112
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Principle Actuarial Assumptions ('1)

Discount Rate
Rate of increase in future

compensation levels (plus
merit increases)

Long-tean rate of return on
plan assets

7.00

2.50

9.25

7.50

2.50

9.25

In addition to providing pension benefits, the Company and its subsidiaries provide certain health
care and life insurance benefits for active and retired employees and dependents. Under current
policies, substantially all of the Company's employees may be eligible for continuation ofsome

of these benefits upon normal or early retirement.

The Company accounts for the cost of these benefits in accordance with PSC policy
requirements which comply with SFAS No. 106. The Company has established various trusts to
fund its future postretirement benefit obligation. In 1997, 1996 and 1995, the Company made
contributions to such trusts ofapproximately $ 13.5 million, $28.5 million and $ 53.1 million,
respectively, which represent the amount received in rates and from cotenants.

Net postretirement benefit cost for 1997, 1996 and 1995 included the followingcomponents:

Service cost - benefits attributed
to service during the period

In thousands of, dollars

1997 ,, 1996 1995

$ 12, 300 $ 12, 900 $ 12, 600

Interest cost on accumulated
benefit obligation 34,800 37~ 500 45'00

Actual return on plan assets (24,500) (12, 900) (11,200)

Amortization of the transition
obligation over 20 years

Net amortization

10, 900

9,500

13,500

6, 000

18, 800

14, 600

Total postretirement benefit cost $ 43,000 $ 57,000 $ 80,200
SSSSSSSSSSSSSSSWRSSSSSSaaSaaaSssaeSSaaaSSsssSsSSSsSSSSSRSSSSSSSSR

The following table sets forth the plan's funded status and amounts recognized in the Company's
Consolidated Balance Sheets:

In thousands of dollars

At December 31, 1997 1996

Actuarial present value of accumulated benefit obligations:

Retired and surviving spouses

Active eligible

Active ineligible

$ 392, 832

43,299

83,720

$ 370,259

31,030

69,441
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Accumulated benefit obligation

Plan assets at fair value,
consisting primarily of
listed stocks, bonds and
other fixed obligations

Accumulated postretirement
benefit obligation in excess
of plan assets

Unrecognized net loss from
past experience different from
that assumed and effects of
changes in assumptions

Prior service cost not yet
recognized in postretirement
benefit cost

519,851

(181, 101)

338,750

(48, 466)

30,086

470, 730

(143,071)

327, 659

(36, 048)

39,205

Unrecognized transition obligation
being amortized over 20 years (163,350) (174,240)

Accrued postretireqent benefit
liability included in the
consolidated balance sheet $ 157, 020 $ 156, 576

sasssssssssassasaessEssssssaaaaspsssspsaaaasEaaaassssasaaaa
Principal actuarial assumptions (%):

Discount rate 7.00 7.50

Long-term rate of return
on plan assets

Health care cost trend rate:

Pre-65

Post-65

9.25 8.00

6.00 6.50

7.00 - 8.00

During 1996, the Company changed the eligibilityrequirements for plan benefits for employees
who retire after May 1, 1996. Generally, plan benefits are now accrued for eligible participants
beginning after age 45. Previous to this change, the Company accrued these benefits over the

employees'ervice life. The effect of this change resulted in a decrease in the accumulated
benefit obligation for active ineligible

employees.'t

December 31, 1997, the assumed health cost trend rates gradually decline to 5.0% in 2001. If
the health care cost'trend rate was increased by one percent, the accumulated postretirement
benefit obligation as ofDecember 31, 1997 would increase by approximately 6.7% and the

aggregate of the service and interest cost component ofnet periodic postretirement benefit cost

for the year would increase by approximately 5.8%.

The Company recognizes the obligation to provide postemployment benefits ifthe obligation is

attributable to employees'ast services, rights to those benefits are vested, payment is probable

and the amount of the benefits can be reasonably estimated. At December 31, 1997 and 1996,

the Company's postemployment benefit obligation is approximately $ 13.3 millionand $ 13

million, respectively.

70



NOTE 9. COMMITMENTSAND CONTINGENCIES

See Note 2.

LONG-TERM CONTRACTS FOR THE PURCHASE OF ELECTRIC POWER: At January 1,

1998, the Company had long-term contracts to purchase electric power from the following
generating facilities owned by NYPA:

facility
Expiration
date oi,

contract

Purchased Estimated
capacity annual
in MW capacity cost

Niagara - hydroelectric
project

St. Lawrence - hydroelectric
project

2007

2007

951

104

$ 27,369,000

1, 300, 000

Blenheim-Gilboa - pumped
storage generating station 2002 270

1,325

7,500,000

S36,169,000

The purchase capacities shown above are based on the contracts currently in effect. The
estimated annual capacity costs are subject to price escalation and are exclusive ofapplicable
energy charges. The total cost ofpurchases under these contracts and the recently cancelled
contract with Fitzpatrick nuclear plant was approximately, in millions, $91.0, $93.3 and $92.5
for the years 1997, 1996 and 1995, respectively. In May 1997, the Company cancelled its
commitment to purchase 110 MWofcapacity from the Fitzpatrick facility. The Company
continues to have a contract with Fitzpatrick to purchase for resale up to 46 MWofpower for
NYPA's economic development customers.

Under the requirements ofPURPA, the Company is required to purchase power generated by
IPPs, as defined therein. The Company has 141 PPAs with 148 facilities, ofwhich 143 are on
line, amounting to approximately 2,695 MWofcapacity at December 31, 1997. Of this amount
2,382 MW is considered firm. The following table shows the payments for fixed and other
capacity costs, and energy and related taxes the Company estimates it willbe obligated to make
under these contracts without giving effect to the MRA.

The payments are subject to the tested capacity and availability of the facilities, scheduling and

price escalation.
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{In thousands of dollars)

SCHEDULABLE
FIXED COSTS VARIABLE COSTS

YEAR CAPACITY OTHER ENERGY AND TAXES TOTAL

1998
1999
2000
2001
2002

8247,740
252,130
242,030
244, 620
248,940

841,420
42,450
44,080
45, 650
47, 330

S 906,590
943, 720
974, 080

1, 042, 380
1,063,830

81,195,750
1, 238, 300
1,260, 190
1, 332, 650
1,360, 100

The capacity and other fixed costs relate to contracts with 11 facilities, where the Company is

required to make capacity and other fixed payments, including payments when a facility is not

operating but available for service. These 11 facilities account for approximately 774 MW of
capacity, with contract lengths ranging from 20 to 35 years. The terms of these existing
contracts allow the Company to schedule energy deliveries from the facilities and then pay for

the energy delivered. The Company estimates the fixed payments under these contracts will
aggregate to approximately $ 8 billion over their terms, using escalated contract rates. Contracts

. relating to the remaining facilities in service at December 31, 1997, require the Company to pay

only when energy is delivered, except when the Company decides that it would be better to pay a

particular project a reduced energy payment to have the project reduce its high priced energy

deliveries as described below. The Company currently recovers schedulable capacity through

base rates and energy payments, taxes and other schedulable fixed costs through the FAC. The

Company paid approximately $ 1,106 million, $ 1,088 millionand $980 million in 1997, 1996 and

1995 for 13,500,000 MWh, 13,800,000 MWh and 14,000,000 MWh, respectively, ofelectric

power under all IPP contracts.

On July 9, 1997, the Company announced the MRA to terminate, restate or amend certain IPP

power purchase contracts. As a result ofnegotiations, the MRAcurrently provides for the

termination, restatement or amendment of28 PPAs with 15 IPPs, in exchange for an aggregate

ofapproximately $3,616 million in cash and 42.9 million shares of the Company's common

stock and certain fixed price swap contracts. Under the terms of the MRA, the Company would

terminate PPAs representing approximately 1,180 MWofcapacity and restate contracts

representing 583 MW ofcapacity. The restated contracts are structured to be in the form of
financial swaps with fixed prices for the first two years changing to an indexed pricing formula

thereafter. The contract quantities are fixed for the full ten year term of the contracts. The MRA
also requires the Company to provide the IPP Parties with a number of fixed price swap contracts

with a term of seven years beginning in 2003. The terms of the LIRAhave been and continue to

be modified.

Since 1996, the Company has negotiated 2 long term and several limited term contract

amendments whereby the Company can reduce the energy deliveries from the facilities. These

reduced energy agreements resulted in a reduction of IPP deliveries ofapproximately 1,010,000

MWh and 984,000 MWh during 1997 and 1996, respectively.
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SALE OF CUSTOMER RECEIVABLES: The Company has established a single-purpose,
wholly-owned financing subsidiary, NM Receivables Corp., whose business consists of the

purchase and resale of an undivided interest in a designated pool ofcustomer receivables,

including accrued unbilled revenues. For receivables sold, the Company has retained collection
and administrative responsibilities as agent for the purchaser. As collections reduce previously
sold undivided interests, new receivables are customarily sold. NM Receivables Corp. has its
own separate creditors which, upon liquidation ofNM Receivables Corp., willbe entitled to be

satisfied out of its assets prior to any value becoming available to the Company. The sale of
receivables are in fee simple for a reasonably equivalent value and are not secured loans. Some
receivables have been contributed in the form of a capital contribution to NM Receivables Corp.
in fee simple for reasonably equivalent value, and all receivables transferred to NM Receivables
Corp. are assets owned by NM Receivables Corp. in fee simple and are not available to pay the
parent Company's creditors.

At December 31, 1997 and 1996, $ 144.1 and $250 million, respectively, of receivables had been
sold by NM Receivables, Corp. to a third party. The undivided interest in the designated pool of
receivables was sold with limited recourse. The agreement provides for a formula based loss
reserve pursuant to which additional customer receivables are assigned to the purchaser to
protect against bad debts. At'December 31, 1997, the amount ofadditional receivables assigned
to the purchaser, as a loss reserve, was approximately $64.4 million. Although this represents
the formula- based amount ofcredit exposure at December 31, 1997 under the agreement,
historical losses have been substantially less.

To the extent actual loss experience of the pool receivables exceeds the loss reserve, the
purchaser absorbs the excess. Concentrations ofcredit risk to the purchaser with respect to
accounts receivable are limited due to the Company's large, diverse customer base within its
service territory. The Company generally does not require collateral, i.e., customer deposits.

TAXASSESSMENTS: The Internal Revenue Service ("IRS") has conducted an examination of
the Company's federal income tax returns for the years 1989 and 1990 and issued a Revenue
Agents'eport. The IRS has raised an issue concerning the deductibility ofpayments made to
IPPs in accordance with certain contracts that include a provision for a tracking account. A
tracking account represents amounts that these mandated contracts required the Company to pay
IPPs in excess of the Company's avoided costs, including a carrying charge. The IRS proposes
to disallow a current deduction for amounts paid in excess of the avoided costs of the Company.
Although the Company believes that any such disallowances for the years 19S9 and 1990 will
not have a material impact on its financial position or results ofoperations, it believes that a

disallowance for these above-market payments for the years subsequent to 1990 could have a

material adverse affect on its cash flows. To the extent that contracts involving tracking
accounts are terminated or restated or amended under the MRAwith IPP Parties as described in
Note 2, the effects ofany proposed disallowance would be mitigated with respect to the IPP
Parties covered under the MRA. The Company is vigorously defending its position on this issue.

The IRS is currently conducting its examination of the Company's federal income tax returns for
the years 1991 through 1993.
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ENVIRONMENTALCONTINGENCIES: The public utility industry typically utilizes and/or

generates in its operations a broad range ofhazardous and potentially hazardous wastes and by-

products. The Company believes it is handling identified wastes and by-products in a manner

consistent with federal, state and local requirements and has implemented an environmental audit

program to identify any potential areas ofconcern and aid in compliance with such requirements.
The Company is also currently conducting a prog'ram to investigate and restore, as necessary to
meet current environmental standards, certain properties associated with its former gas
manufacturing process and other properties which the Company has learned may be

contaminated with industrial waste, as well as investigating identified industrial waste sites as to
which it may be determined that the Company contributed. The Company has also been advised
that various federal, state or local agencies believe certain properties require investigation and
has prioritized the sites based on available information in order to enhance the management of
investigation and remediation, ifnecessary.

The Company is currently aware of 124 sites with which it has been or may be associated,
including 76 which are Company-owned. The number ofowned sites increased as the Company
has established a program to identify and actively manage potential areas ofconcern at its
electric substations. This effort resulted in identifying an additional 32 sites. With respect to
non-owned sites, the Company may be required to contribute some proportionate share of
remedial costs. Although one party can, as a matter of law, be held liable for all of the remedial
costs at a site, regardless of fault, in practice costs are usually allocated among PRPs.

Investigations at each of the Company-owned sites are designed to (1) determine if
environmental contamination problems exist, (2) ifnecessary, determine the appropriate
remedial actions and (3) where appropriate, identify other parties who should bear some or all of
the cost ofremediation. Legal action against such other parties willbe initiated where
appropriate. After site investigations are completed, the Company expects to determine site-

specific remedial actions and to estimate the attendant costs for restoration. However, since

investigations are ongoing for most sites, the estimated cost of remedial action is subject to
change.

Estimates of the cost of remediation and post-remedial monitoring are based upon a variety of
factors, including identified or potential contaminants; location, size and use of the site;
proximity to sensitive resources; status of regulatory investigation and knowledge ofactivities
and costs at similarly situated sites. Additionally, the Company's estimating process includes an

initiative where these factors are developed and reviewed using direct input and support obtained
from the DEC. Actual Company expenditures are dependent upon the total cos< of investigation
and remediation and the ultimate determination of the Company.'s share of respc isibility>or such

costs, as well as the financial viabilityofother identified responsible parties sine clean-up
obligations are joint and several. The Company has denied any responsibility at cei tain of these

PRP sites and is contesting liabilityaccordingly.

As a consequence ofsite characterizations and assessments completed to date and negotiauons
with PRPs, the Company has accrued a liabilityin the amount of$220 million, which is rcilected

in the Company's Consolidated Balance Sheets at December 31, 1997. The potential high end of
the range is presently estimated at approximately $650 million, including approximately $285
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million in the unlikely event the Company is required to assume 100% responsibility at non-

owned sites. The amount accrued at December 31. 1997, incorporates the additional electric
substations, previously mentioned, and a change in the method used to estimate the liability for
27 of the Company's largest sites to rely upon a decision analysis approach. This method
includes developing several remediation approaches for each of the 27 sites, using the factors

previously described, and then assigning a probability to each approach. The probability
represents the Company's best estimate of the likelihood of the approach occurring using input
received directly from the DEC. The probable costs for each approach are then calculated to
arrive at an expected value. While this approach calculates a range ofoutcomes for each site, the

Company has accrued the sum of the expected values for these sites. The amount accrued for the

Company's remaining sites is determined through feasibility studies or engineering estimates, the
Company's estimated share of a PRP allocation or where no better estimate is available, the low
end ofa range ofpossible outcomes. In addition, the Company has recorded a regulatory asset

representing the remediation obligations to be recovered from ratepayers. PowerChoice provides
for the continued application ofdeferral accounting for cost differences resulting from this effort.

In October 1997, the Company submitted a draft feasibility study to the DEC, which included the

Company's Harbor Point site and five surrounding non-owned sites. The study indicates a range
ofviable remedial approaches, however, a final determination has not been made concerning the
remedial approach to be taken. This range consists of a low end of$22 millionand a high end of
$230 million, with an expected value calculation of$ 51 million, which is included in the

amounts accrued at December 31, 1997. The range represents the total costs to remediate the

properties and does not consider contributions from other PRPs. The Company anticipates
receiving comments from the DEC on the draft feasibility study by the spring of 1999. At this
time, the Company cannot definitively predict the nature of the DEC proposed remedial action
plan or the range of remediation costs it willrequire. While the Company does not expect to be

responsible for the entire cost to remediate these properties, it is not possible at this time to
determine its share of the cost of remediation. In May 1995, the Company filed a complaint
pursuant to applicable Federal and New York State law, in the U.S. District Court for the

Northern District ofNew York against several defendants seeking recovery ofpast and future
costs associated with the investigation and remediation of the Harbor Point and surrounding
sites. In a motion currently pending before the court. the New York State Attorney General has

moved to dismiss the Company's claims against the State ofNew York, the New York State

Department ofTransportation, the Thruway Authority and Canal Corporation. The Company
has opposed this motion. The case management order presently calls for the close ofdiscovery
on December 31, 1998. As a result, the Company cannot predict the outcome of the pending
litigation against other PRPs or the allocation of the Company's share of the costs to remediate
the Harbor Point and surrounding sites.

Where appropriate, the Company has provided notices of insurance claims to carriers with
respect to the investigation and remediation costs for manufactured gas plant, industrial waste

sites and sites for which the Company has been identified as a PRP. To date, the Company has

reached settlements with a number of insurance carriers, resulting in payments to the Company
ofapproximately $36 million, net ofcosts incurred in pursuing recoveries. Under PowerChoice

the electric portion or approximately $32 millionwillbe amortized over 10 years. The
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remaining portion relates to the gas business and is being amortized over the three year
settlement period.

CONSTRUCTION PROGRAM: The Company is committed to an ongoing construction
program to assure delivery of its electric and gas services. The Company presently estimates that
the construction program for the years 1998 through 2002 willrequire approximately $ 1.4

billion, excluding AFC and nuclear fuel. For the years 199S through 2002, the estimates. in
millions, are $ 328, $269, $264, $275 and $300, respectively, which includes $26, $25, $22, $20

and $ 3S, respectively, related to non-nuclear generation. The impact of the ice storm (see Note
13) on the construction program willnot be known until restoration efforts have been completed.
These amounts are reviewed by management as circumstances dictate.

Under PowerChoice, the Company willseparate, through sale or spin-off, the Company's non-
nuclear power generation business from the remainder of the business.

GAS SUPPLY, STORAGE AND PIPELINE COMMITMENTS: In connection with its gas

business, the Company has long-term commitments with a variety of suppliers and pipelines to
purchase gas commodity, provide gas storage capability and transport gas commodity on
interstate gas pipelines. The table below. sets forth the Company's estimated commitments at

'ecember 31, 1997, for the next five years, and thereafter.

(In thousands of dollars)

YEAR GAS SUPPLY GAS STORAGE/PIPELINE

1998

1999

2000

2001

2002

Thereafter

8103,990

78,380

56, 110

53, 140

39'60

155,560

895,720

99, 490

81, 550

60, 170

26, 610

71,130

With respect to firm gas supply commitments, the amounts are based upon volumes specified in
the contracts giving consideration for the minimum take provisions. Commodity prices are

based on New York Mercantile Exchange quotes and reservation charges, when applicable. For
storage and pipeline capacity commitments, amounts are based upon volumes specified in the

contracts, and represent demand charges priced at current filed tariffs.

At December 31, 1997, the Company's firm gas supply commitments extend through October

2006, while the gas storage and transportation commitments extend through October 2012.

Beginning in May 1996, as a result of a generic rate proceeding, the Company was required to

implement service unbundling, where customers could choose to buy natural gas from sources

other than the Company. To date the migration has not resulted in any stranded costs since the

PSC has allowed utilities to assign the pipeline capacity to the customers choosing another

supplier. This assignment is allowed during a three-year period ending March 1999, at which
time the PSC willdecide on methods for dealing with the remaining unassigned or excess
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capacity. In September 1997, the PSC indicated that it is unlikely utilities willbe allowed to
continue to assign pipeline capacity to departing customers after March 1999. The Company is

unable to predict how the PSC willresolve these issues.

NOTE 10. FAIRVALUEOF FINANCIALAND DERIVATIVEFINANCIAL
INSTRUMENTS

The following methods and assumptions were used to estimate the fair value of each class of
financial instruments:

CASH AND SHORT-TERM INVESTMENTS: The carrying amount approximates fair value
because of the short maturity of the financial instruments.

LONG-TERM DEBT AND MANDATORILYREDEEMABLEPREFERRED STOCK: The fair
value of fixed rate long-term debt and redeemable preferred stock is estimated using quoted
market prices where available or discounting remaining cash flows at the Company's incremental
borrowing rate. The carrying value ofNYSERDA bonds and other long-term debt re considered
to approximate fair value.

. DERIVATIVEFINANCIALINSTRUMENTS: The fair value of futures and forward contracts
are determined using quoted market prices and broker quotes.

The financial instruments held or issued by the Company are for purposes other than trading.
The estimated fair values of the Company's financial instruments are as follows:

At December 31, 1997

In thousands of dollars

1996

Carrying
Amount

Fair
Value

Carrying
Amount

Fair
Value

Cash and short-term
investments 8 378,232 8 378,232 6 325,398 8 325,398

Mandatorily redeemable
preferred stock 86, 730 87, 328 95, 600 86, 516

Long-term debt: First Mortgage bonds 2,801,305 2,878,368
Medium-term notes 20'00 22~ 944
Promissory notes 413,760 413,760
Other 229, 634 229, 634

2,841,305
20, 000

413, 760
228, 461

2, 690,707
21, 994

413, 760
228, 461

In 1997, the Company's energy marketing subsidiary began to eri'gage in both trading and non-

trading activities generally using gas futures and electric and gas forward contracts. At
December 31, 1997, for both trading and non-trading activities, the fair value of long and short
positions was approximately $59.9 millionand $57.6 million, respectively. These fair values
exceed the weighted average fair value ofopen positions for the period ending December 31,

1997. The positions above extend for a period of less than one year. With respect to these

activities the Company does not have any material counterparty credit risk at December 31,
1997.
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Transactions entered into for trading purposes are accounted for on a mark-to-market basis with
changes in fair value recognized as a gain or loss in the period of the change. At December 31,
1997, the open trading positions consisted ofoff-balance sheet electric and gas forward
contracts. These positions consisted of long and short electric forward contracts with fair values
of$45.3 million (1,878,000 MWh) and $44.3 million (1,778,000 MWh), respectively, and long
and short gas forward contracts with fair values of$9.4 million (7.1 millionDth) and $ 10.2
million (7.3 millionDth), respectively. The quantities above represent notional contract
quantities. The effects of trading activities on the Company's 1997 results ofoperations were not
material.

Activities for non-trading purposes generally consist of transactions entered into to hedge the
market fluctuations ofcontractual and anticipated commitments. Gas futures contracts are

primarily used for hedging purposes. The change in fair value of these transactions are deferred
until the gain or loss on the hedged item is recognized. The fair value ofopen positions for non-

trading purposes at December 31, 1997, as well as the effect of these activities on the Company's
results ofoperations for the same period ending, was not material.

The Company's investments in debt and equity securities consist of trust funds for the purpose of
'unding the nuclear decommissioning ofUnit 1 and its share of Unit 2 (see Note 3 - "Nuclear

Plant Decommissioning" ), short-term investments held by Opinac Energy Corporation (a
subsidiary) and a trust fund for certain pension benefits. The Company has classified all
investments in debt and equity securities as available for sale and has recorded all such
investments at their fair market value at December 31, 1997. The proceeds from the sale of
investments were $ 159.7 million, $99.4 millionand $70.3 million in 1997, 1996 and 1995,

respectively. Net realized and unrealized gains and losses related to the nuclear

,
decommissioning trust are reflected in "Accumulated depreciation and amortization" on the
Consolidated Balance Sheets, which is consistent with the method used by the Company to
account for the decommissioning costs recovered in rates. The unrealized gains and losses

related to the investments held by Opinac Energy Corporation and the pension trust are included,
net of tax, in "Common stockholders'quity" on the Consolidated Balance Sheets, while the
realized gains and losses are included in "Other income and deductions" on the Consolidated
Income Statements. The recorded fair values and cost basis of the Company's investments in
debt and equity securities is as follows:
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At December 31, 1997

In thousands of dollars,

1996

Security Type

Gross
Unrealized Fair

Cost Gain (Loss) Value Cost

Gross
Unreali,zed

Gain (Loss)
Fair
Value

U.S. Government
Obligations

Commercial Paper 106, 035 1, 542 - 107'77

S 14,136 S 1,864 S (4) S 15,996 S 24,782 $ 1,530 S (33) $ 26,279

90, 495 739 - 91, 234

Tax Exempt
Obli.gations 80'15 5,884 (55) 85,944 75~ 590 3g 209 ( 147) 78'52

Corporate
Obligations

Other 3, 025 3, 025

92~ 949 17~ 368 (830) 109~ 487 62'23 8~524 (422)

2, 586

70,825

2,586

$ 296~260 $ 26~ 658 S (889) $ 322'29 $ 256~ 176 $ 14~ 002 S (602) $ 269'76

Using the specific identification method to determine cost, the gross realized gains and gross
realized losses were:

In thousands of dollars

Year Ended December 31,

Realized gains

Realized losses

1997

$ 3,487

686

1996

$ 2,121

806

1995

$ 2,523

328

The contractual maturities of the Company's investments in debt securities is as follows:

In thousands of dollars

At December 31, 1997

Less than 1 year

1 year to 5 years

5 years to 10 years

Due after 10 years

Fair Value

$ 106, 677

10, 845

52, 526

113, 946

Cost

$ 105, 135

10, 654

50,351

104,353

NOTE 11. STOCK BASED COMPENSATION

Under the Company's stock compensation plans, stock units and stock appreciation'rights
("SARs") may be granted to officers, key employees and directors. In addition, the Company's

plans allow for the grant of stock options to officers. In 1997, 1996 and 1995 the Company
granted 209,918 units and 296,300 SARs, 291,228 units and 376,600 SARs and 169,500 units
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and 414,000 SARs, respectively. Also, in 1995 the Company granted 85,375 stock options. At
December 31, 1997, there were 668,132 units, 1,086,900 SARs and 298,583 options outstanding.
Stock units are payable in cash at the end ofa defined vesting period, determined at the date of
the grant, based upon the Company's stock price for a defined period. SARs become exercisable,
as determined at the grant date, and are payable in cash based upon the increase in the

Company's stock price from a specified level. As such, for these awards, compensation expense

is recognized over the vesting period of the award based upon changes in the Company's stock
price for that period. Options were granted over the period 1992 to 1995 and become exercisable
three years and expire ten years from the grant date. These options are all considered to be

antidilutive for EPS calculations. Included in the results ofoperations for the years ending 1997
and 1996, is approximately $3.2 and $2.6 million, respectively, related to these plans.

As permitted by SFAS No. 123 - "Accounting for Stock-Based Compensation" ("SFAS No.
123") the Company has elected to followAccounting Principles Board Opinion No. 25-
"Accounting for Stock Issued to Employees" (APB No. 25) and related interpretations in
accounting for its employee stock options. Under APB No. 25, no compensation expense is

recognized for stock options because the exercise price of the Company's employee stock options
equals the market price of the underlying stock on the grant date. Since stock units and SARs
are payable in cash, the accounting under APB No. 25 and SFAS No. 123 is the same.

. 'herefore, the pro-forma disclosure of information regarding net income, as required by SFAS
No. 123, relates only to the Company's outstanding stock options, the effect ofwhich is
immaterial to the financial statements for the years ended 1997, 1996 and 1995. There is no
effect on earnings per share for these years resulting from the pro-forma adjustments to net
income.

NOTE 12. INFORMATIONREGARDING THE ELECTRIC AND GAS BUSINESSES

The Company is engaged principally in the business ofproduction, purchase, transmission,
distribution and sale ofelectricity and the purchase, distribution, sale and transportation ofgas in
New York State. The Company provides electric service to the public in an area ofNew York
State having a total population ofabout 3,500,000, including among others, the cities of Buffalo,
Syracuse, Albany, Utica, Schenectady, Niagara Falls, Watertown and Troy. The Company
distributes or transports natural gas in areas ofcentral, northern and eastern New York having a

total population ofabout 1,700,000 nearly all within the Company's electric service area. Certain
information regarding the Company's electric and natural gas segments is set forth in the

following table. General corporate expenses, property common to both segments and

depreciation ofsuch common property have been allocated to the segments in accordance with
the practice established for regulatory purposes. Identifiable assets include net utilityplant,
materials and supplies, deferred finance charges, deferred recoverable energy costs and certain
other regulatory and other assets. Corporate assets consist ofother property and investments,

cash, accounts receivable, prepayments, unamortized debt expense and certain other regulatory
and other assets. At December 31, 1997, total plant assets consisted ofapproximately 24%

Nuclear, 20% Fossil/Hydro, 42% Transmission and Distribution, 11% Gas and 3% Common.
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1997

In thousands of dollars

1996 1995

Operating revenues:
Electric
Gas

$ 3,309, 441 $ 3,308, 979 $ 3, 335, 548
656 963 681~ 674 581~790

Total '3, 966, 404 $ 3, 990, 653 $ 3, 917, 338
aasaaaaaaaasssaaaaasaaasaasaaassssaaasaraaaaaaaaaasaaaraaaaaaaaaa
Operating, income:

Electric
Gas

S 462,240 S 438,590 S 587,282
96,599 83,748 96,752

Total S 558,839 $ 522,338 S 684,034
aaassaaraaaasraaasaasaaaaasaaarsaaaaaaaaaaraaaaraaasasaaaasaasaas
Federal and foreign income taxes:

Electric 96,590
Gas 30,005

133,246
26, 147

Total S 339, 641 S 329, 827 S 317, 831
aasasarsasssaaaasssaasassssssssaasssassaasaaasssassssaaassaassaaa
Construction expenditures <including nuclear fuel):

Electric $ 221, 915 $ 277,505 $ 285, 722
Gas 68,842 74,544 60, 082

Total 126, 595 102, 494 159, 393
aaaaaaaasaaaaaaaaaaaaaaaaaaaaaaaaasapasaaraaaaaaaaasaaasssaaasass
-Income before

extraordinary item $ 183, 335 $ 177, 754 $ 248, 036
sssaasaaasssaaarsasaaraarassraasaasararrrssrassaaaaassssssssssssa
Depreciation and amortization:

Electric S 311, 683 S 302, 825 $ 292, 995
Gas 27,958 27,002 24,836

Total $ 290, 757 $ 352, 049 $ 345, 804

Identifiable assets:
Electric
Gas

$ 7, 257, 163 $ 7, 372, 370
1, 185, 001 1, 203, 184

$ 7, 592,287
1,123,045

Total
Corporate assets

Total assets

8~ 442~ 164 8I 575i 554 8g 715i 332
li141~ 977 852i 081 762i 537

$ 9i 584~ 141 $ 9~ 427i 635 $ 9i 477i 869

NOTE 13. SUBSEQUENT EVENT

In early January 1998, a major ice storm and flooding caused extensive damage in a large area of
northern New York. The Company's electric transmission and distribution facilities in an area of
approximately 7,000 square miles were damaged, interrupting service to approximately 120,000

of the Company's customers, or approximately 300,000 people. The Company had to rebuild
much of its transmission and distribution system to restore power in this area. By the end of
January 1998, service to all customers was restored; however, the final costs of the storm willnot
be known as crews continue to make final repairs to temporary measures to restore service and

salvage operations cannot be completed until spring.

The preliminary estimate of the total cost of the restoration and rebuild efforts could exceed $ 125

million. A portion of the cost willbe capitalized; however, at this time, the Company is unable
to determine the capital portion until rebuild efforts have been completed and all labor, material
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and other costs, including charges from other utilities and contractors, have been received and

analyzed.

The Company is pursuing federal disaster relief assistance and is working with its insurance
carriers to assess what portion of the rebuild costs are covered by insurance. policies. The

Company is also analyzing potential available options for state financial aid. The Company is

unable to determine what recoveries, ifany, it may receive from these sources.

Absent recovery, the Company would face a charge to earnings in the first quarter of 1998 to
reflect its estimate ofunrecoverable, non-capitalized costs.

NOTE 14. QUARTERLYFINANCIALDATA(UNAUDITED

Operating revenues, operating income, net income (loss) and earnings (loss) per common share

by quarters from 1997, 1996 and 1995, respectively, are shown in the following table. The

Company, in its opinion, has included all adjustments necessary for a fair presentation of the

results ofoperations for the quarters. Due to the seasonal nature of the utilitybusiness, the

annual amounts are not generated evenly by quarter during the year. The Company's quarterly
results ofoperations reflect the seasonal nature of its business, with peak electric loads in

' summer and winter periods. Gas sales peak in the winter.

Zn thousands o dollars

OPERATING
QUARTER ENDED REVENUES

BASIC AND
DZLUTED

OPERATZNG
INCOME

BASIC AND
DILUTED

NET EARNINGS
INCOME (LOSS) PER

(LOSS) COMMON SHARE

December 31, 1997 $ 960,304 $ 86,024 $ 7,881 $ (.01)
1996 971~ 106 117 832 (25~808) ( 24)
1995 966,478 132,228 27,874 .13

September 30, 1997 $ 896, 570 $ 110, 174 $ 31, 683 $ .15
1996 895,713 '7,119 (12,916) (.16)
1995 887,231 142, 732 46, 941 .26

June 30, 1997 $ 945, 698 $ 130, 04 $ 40,749 $ .22
1996 960,771 142, 755 52, 992 .30
1995 938, 816 152, 297 54, 485 .31

March 31, 1997 $ 1,163,832 $ 231,937 $ 103,022 $ .65
1996 1 163'63 214'32 96~ 122 60
1995 1, 124, 813 256, 777 118,736 .75

In the fourth quarter of 1996 the Company recorded an extraordinary item for the discontinuance
ofregulatory accounting principles of$ 103.6 million (47 cents per common share). In the third
quarter of 1996 the Company increased the allowance for doubtful accounts by $ 68.5 million (31

cents per common share). In the fourth quarter of 1995, the Company recorded $ 16.9 million (8
cents per common share) for MERIT earned in accordance with the 1991 Agreement.

NOTE 15. ADJUSTMENT OF 1997 FINANCIALSTATEMENTS

On May 29, 1998, after discussion with the Staff of the Securities and Exchange Commission,
the Company determined that the $ 190 million limitation on the recoverability of the MRA
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regulatory asset, as discussed in Note 2 - "Rate and Regulatory Issues and Contingencies,"

should be charged to expense in the quarter in which the MRAcloses. Accordingly, the 1997

financial statements, as presented herein, have been restated to eliminate the $ 190 millioncharge

(85 cents per share) and the Company expects that the second quarter 1998 financial statements

willreflect such $ 190 millioncharge.

ELECTRIC AND GAS STATISTICS

ELECTRIC CAPABILITY

Owned:

December 31, 1997

Thousands of KW

1996 1995

Coal
0114
Dual Fuel
Nuclear
Hydro

- Oil/Gas

1, 360
646
700

1,082
661

4,449

16.7
7.9
8.6

'3.3

8.1

54.6

1, 333
636
700

1,082
617

4,368

1,316
636
700

1, 082
665

4,399

Purchased:

New York Power Authority

IPPs

Hydro
Nuclear

1, 325

2,382

3,707

16.2

29.2

45.4

1, 310
110

2,406

3, 826

1, 325
110

2,390

3,825

Total capability~~ 8, 156
RSHRR

100.0 8,194
RSQaa

8,224
SSSSE

Electric peak load 6,348
SSSSP

6,021 6,211

In 1994, Oswego Unit No. 5 (an oil-f'red unit with a
capability of 850,000 KW) was put into long-term cold
standby, but could be returned to sezvice in three months.

Available capability can be increased during heavy load
periods by purchases from neighboring interconnected systems.
Hydro station capability is based on average December stream-
flow conditions.
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ELECTRIC STATISTICS

Electric sales (Millions of KWh):

Residential
Commercial
Industrial
Industrial-Special
Municipal service
Other electric systems
Subsidiary

1997

9, 905
11, 552

7, 191
4, 507

235
3,746

1996

10, 109
11,564

7, 148
4, 326

246
5,431

303

1995

10, 055
11, 613
7, 061
4,053

229
4,305

368

37, 136

Electric revenues (Thousands of dollars):

39'27 37~ 684

Residential
Commercial
Industrial
Industrial-Special
Municipal service
Other electric systems
Miscellaneous
Subsidiary

$ 1, 227, 245
1,233, 417

531, 164
61, 820
54,545
83,794

117,456

S1,252, 165
1,237,385

524,858
58,444
53,795

113, 391
53, 698
15,243

$ 1,214,848
1,237,502

523, 996
56,250
50,860
88,936

143, 625
19,531

Electric customers (Average)

$ 3, 309, 441 $ 3, 308, 979 $ 3,335, 548

Residential
Commercial
Industrial
Industrial-Special
Other
Subsidiary

lp404,345
146,039

1, 970
85

1,519

1, 405,083
145, 149

2,045
99

1,302
13, 557

1,399,725
144,731

2,122
83

1,488
13, 508

1,553, 958 1, 567,235 1,561, 657

Residential (Average):

Annual KWh use per customer

Cost to customer per KWh

(in cents)

Annual revenue per customer

7,053

12.39

$ 873.89

7, 195

12.39

$ 891.17

7, 184

12.08

$ 867.92
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GAS STATISTICS

1997 1996 1995

Gas Sales (Thousands of Dth):

Residential
Commercial
Industrial
Other gas systems

55,203
22,069

1, 381
28

56,728
25,353
2,770

30

51,842
23,818

2,660
,161

Total sales

Spot market,
Transportation of customer-

owned gas

78, 681 84,881 78, 481

2,451 10,459 1,723

152,813 134, 671 144, 613

Total gas delivered 233,945 230,011 224,817

Gas Revenues (Thousands of dollars):

Residential
Commercial
Industrial
Other gas systems
Spot market
Transportation of customer-

owned gas
Miscellaneous

$ 436, 136
148,213

6,549
130

6,346

55, 657
3, 932

$ 417,348
162,275

13,325
138

37, 124

50, 381
1,083

$ 368,391
143, 643

11,530
762

3,096

48,290
6, 078

Gas Customers (Average)
$ 656~ 963 $ 681~ 674 $ 581~ 790

Residential
Commercial
Industrial
Other
Transportation

484, 862
40, 955

186
6

843

477,786
41,266

206
6

713

471,948
40,945

225
1

652

Residential (Average)

526, 852 519, 977 513, 771

Annual dekatherm use
per customer

Cost to customer per Dth
Annual revenue per customer
Maximum day gas sendout (Dth)

113.9 118.7
$ 7.90 $ 7.36
$ 899.51 $ 873.50

1~ 133 ~ 370 lg 152'96

109. 8
$ 7.11
$ 780.58

1,211,252

85



ITEM 14. EXHIBITS,FINANCIALSTATEMENT SCHEDULES, AND
REPORTS ON FORM 8-K.

(a) Certain documents filed as part of the Form 10-K.

(1) INDEXOF FINANCIALSTATEMENTS

Report of Independent Accountants

Consolidated Statements of Income and Retained Earnings
for each of the three years in the period ended December
31, 1997

Consolidated Balance Sheets at December 31, 1997 and 1996
Consolidated Statements of Cash Flows for each of the

three years in the period ended December 31, 1997
Notes to Consolidated Financial Statements

Separate financial statements of the Company have been
omitted since it is primarily an operating company and all
consolidated subsidiaries are wholly-owned directly or by
subsidiaries.

(2) The following financial statement schedules of the Company
for the years ended December 31, 1997, 1996 and 1995 are
included:

Report of Independent Accountants on Financial Statement
Schedule

Consolidated Financial Statement Schedule:

II-Valuation and Qualifying Accounts and Reserves

The Financial Statement Schedule above should be read in
conjunction with the Consolidated Financial Statements in
Part II, Item 8 (Financial Statements and Supplementary
Data).

Schedules other than those mentioned above are omitted
because the conditions requiring their filingdo not exist or
because the required information is given in the financial
statements, including the notes thereto.

(3) List ofExhibits:

See Exhibit Index.
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(b) Reports on Form 8-K:

Form 8-K Reporting Date - October 10, 1997
Item reported - Item 5. Other Events.
Registrant filed information concerning the PowerChoice

settlement.

Form 8-K Reporting Date - February 11, 1998
Item reported - Item 5. Other Events.
Registrant filed information concerning the January 1998 ice

storm.

(c) Exhibits.

See Exhibit Index.

(d) Financial Statement Schedule.

See (a)(2) above.

87



REPORT OF INDEPENDENT ACCOUNTANTS ON
FINANCIALSTATEMENT SCHEDULE

To the Board ofDirectors of
Niagara Mohawk Power Corporation

Our audits of the consolidated financial statements ofNiagara Mohawk Power Corporation
referred to in our report dated March 26, 1998 appearing in this Form 10-K also included an
audit of the Financial Statement Schedule listed in Item 14(a) of this Form 10- K. In our
opinion, this Financial Statement Schedule presents fairly, in all material respects, the
information set forth therein when read in conjunction with the related consolidated financial
statements.

/s/ PRICE WATERHOUSE LLP

'yracuse, New York
March 26, 1998
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NIAGARAMOHAWKPOWER CORPORATION AND SUBSIDIARYCOMPANIES
SCHEDULE II - VALUATIONAND UALIFYINGACCOUNTS AND RESERVES

(Zn Thousands of Dollars)

Column A Column B Column C Column D Column E

Additions

Description

Allowance for Doubtful
Accounts - deducted from

Accounts Receivable in
the Consolidated Balance

Sheets

Balance at
Beginning
of Period

Charged to
Costs and
Expenses

Charged to
Other

Accounts
Deductions

(a)

Balance
at End

of Period

1997

1996

1995

$ 52 i 096 $ 46'49 $ 3'00 (b) $ 39i 09'f $ 62 ~ 548

20'00 127'48 800 (b) 96i 352 52 096

3, 600 31, 284 16, 400 (b) 31, 284 20, 000

(a)

(b)

Uncollectible accounts written off net of recoveries of $ 14,416, $ 12,842, and $ 10,830
in 1997, 1996 and 1995, respectively.

The Company increased its allowance for doubtful accounts in 1995 and recorded a
regulatory asset of $ 16,400, which reflects the amount that the Company expects to
recover in rates. In 1996, regulatory asset increased by $ 800 to $ 17,200 and in 1997,
regulatory asset increased $ 3, 000 to $ 20,200.

NIAGARAMOHAWKPOWER CORPORATION AND SUBSIDIARYCOMPANIES
SCHEDULE II - VALUATIONAND UALIFYINGACCOUNTS AND RESERVES

(Zn Thousands of Dollars)

Column A Column B Column C Column D Column E

Additions

Description

)(iscellaneous
Valuation Reserves

Balance at
Beginning
of Period

Charged to Charged to
Costs and Other
Expenses Accounts

Balance
at End

Deductions of Period (c)

1997

1996

1995

$ 37,740

39, 426

29,197

$ 2,207 $

10, 261

18,719

$ 4,049

11, 947

8, 490

$ 35,898

37,740

39,426

(c) The reserves relate primarily to certain inventory and non-rate base properties.
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. NIAGARAMOHAWKPOWER CORPORATION

EXHIBITINDEX

In the following exhibit list, NMPC refers to the Company and CNYP refers to Centra! ew
York Power Corporation, a predecessor company. Each document referred to below i:

incorporated by reference to the files of the Commission, unless the reference to the d'.'ument in
the list is preceded by an asterisk. Previous filings with the Commission are indicate: as

follows:

A--NHPC
C--NHPC
F-CNYP
G--CNYP
V--NMPC
X--NMPC
Z--NHPC

CC--NHPC
DD--NHPC
GG--NMPC
HH--NMPC
11--NMPC
JJ-"NHPC
KK""NHPC
OO--NMPC
QQ--NHPC
SS--NMPC
TT--NHPC
VV--NMPC

CCC--NMPC
III--NMPC
OOO--NMPC
PPP--NMPC
QQQ""NHPC
RRR-"NMPC

Registration
Registration
Registration
Registration
Registration
Registration
Registration
Registration
Registration
Registration
Registration
Registration
Registration
Registration
Registration
Registration
Registration
Registration
Registration
Registration
Registration
Registration
Registration
Registration
Registration

Statement No.
Statement No.
Statement No.
Statement No.
Statement No.
Statement No.
Statement No.
Statement No.
Statement No.
Statement No.
Statement No.
Statement No.
Statement No.
Statement No.
Statement No.
Statement No.
Statement No.
Statement No.
Statement No.
Statement No.
Statement No.
Statement No.
Statement No.
Statement No.
Statement No.

2-8214$
2-8634$
2-3414/
2-5490$
2-10501$
2-12443/
2-13285$
2-16193$
2-18995$
2-25526$
2-26918$
2-29575$
2-35112$
2-38083$
2-49570$
2-51934$
2-52852$
2-54017$
2-59500$
2-70860$
2-90568$
33-32475$
33-38093/
33-47241$
33-59594$

b--NMPC
c--NMPC
d--NMPC
e--NMPC
i--NMPC
g--NMPC
h--NMPC
i,--NMPC
$ --NMPC
k—NMPC
1--NMPC
m--NMPC
n--NHPC
o--NMPC

Annual Report on Form 10-K for year ended December 31, 1990; and
Annual Report on Form 10-K for year ended December 31, 1992$ and
Annual Report on Form 10-K tor year ended December 31, 1993$ and
Annual Report on Form 10-K for year ended December 31, 1994$ and
Annual Report on Form 10-K for year ended December 31, 1995$ and
Annual Report on Form 10-K for year ended December 31, 1996.
Quarterly Report on Form 10-Q for quarter ended March 31, 1993$ and
Quarterly Report on Form 10-Q for quarter ended September 30, 1993$ and
Quarterly Report on Form 10-Q for quarter ended June 30, 1995$ and
Quarterly Report on Form 10-Q for quarter ended September 30, 1996$
Quarterly Report on Form 10-Q for quarter ended June 30, 1997$ and
Quarterly Report on Form 10-Q for quarter ended September 30, 1997.
Report on Form 8-K dated July 9, 1997$ and
Report on Form 8-K dated October 10, 1997.

In accordance with Paragraph 4(iii)of Item 601 (b) ofRegulation S-K, the Company agrees to
furnish to the Securities and Exchange Commission, upon request, a copy of the agreements

comprising the $ 804 million senior debt facility that the Company completed with a bank group
during March 1996. The total amount of long-term debt authorized under such agreement does

not exceed 10 percent of the total consolidated assets of the Company and its subsidiaries.
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INCORPORATION BY REFERENCE

EXHIBIT NO ~ DESCRIPTION OF INSTRUMENT
PREVIOUS

FILING
PREVIOUS EXHIBIT

DESIGNATION

3(a) (1) --Certificate of Consolidation of New
York Power and Light Corporation,
Buffalo Niagara Electric Corporation
and Central New York Power Corporation,
filed in the office of the New York
Secretary of State, January 5, 1950. 3 (a) (1)

3(a) (2) --Certi,ficate of Amendment of Certificate
of Incorporation of NMPC, filed in the
office of the New York Secretary of
State, January 5, 1950. 3(a) (2)

3(a) (3) --Certificate of Amendment of Certificate
of Incorporation of NMPC, pursuant to
Section 36 of the Stock Corporation Law of
New York, filed August 22, 1952, in the
office of the New York Secretary of 'State.

3(a)(4) --Certificate of NMPC pursuant to Section
11 of the Stock Corporation Law of New
York filed May 5, 1954 in the office of
the New York Secretary of State.

3(a) (5) --Certificate of Amendment of Certificate of
Incorporation of NMPC, pursuant to Section
36 of the Stock Corporation Law of New
York, filed January 9, 1957 in the office
of the New York Secretary of State.

3(a)(6) --Certificate of NMPC pursuant to Section
11 of the Stock Corporation Law of New
York, filed May 22, 1957 in the office of
the New York Secretary of State.

3(a)(7) --Certificate of NMPC pursuant to Section
11 of the Stock Corporation Law of New
York, filed February 18, 1958 in the office
of the New York Secretary of State.

3(a) (8) --Certificate of Amendment of Certificate
of Incorporation of NMPC under Section
805 of the Business Corporation Law of
New York, filed May 5, 1965 in the office
of the New York Secretary of State.

3(a) (9) --Certificate of Amendment of Certificate
of Incorporation of NMPC under Section
805 of the Business Corporation Law of New
York, filed August 24, 1967 in the office
of the New York Secretary of State.

3(a)()0) --Certificate of Amendment of Certificate
of Incorporation of NMPC under Section
805 of the Business Corporation Law of New
York, filed August 19, 1968 in the office
of the New York Secretary of State.

3(a)(3)

"3(a)(4)

3(a)(5)

3(a) (6)

3(a)(7)

3(a) (8)

3(a)(9)

3(a) (10)

3(a)(11) --Certificate of Amendment of Certificate
of Incorporation of NMPC under Section
805 of the Business Corporation Law of New
York, filed September 22, 1969 in the office
of the New York Secretary of State. 3(a)(11)

3(a) (12) --Certificate of Amendment of Certificate
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of Incorporation of NMPC under Section
805 of the Business Corpozation Law of New
York, filed May 12, 1971 in the office of
the New York Secretary of State.

3(a) (13) --Certificate of Amendment of Certificate
of Incorporation of NMPC under Section
805 of the Business Corporation Law of
New York, filed August 18, 1972 in the
office of the New York Secretary of State.

3(a)(12)

3(a)(13)

3(a) (14) --Certificate of Amendment of Certificate
of Incorporation of NMPC under Section
805 of the Business Corporation Law of
New York, filed June 26, 1973 in the
office of the New York Secretary of State. 3(a)(14)

3(a) (15) --Certificate of Amendment of Certificate
of Incorporation of NMPC under Section
805 of the Business Corporation Law of
New York, filed May 9, 1974 in the
office of the New York Secretary of State. 3(a)(15)

3(a) (16) --Certificate of Amendment of Certificate
of Incorporation of NMPC under Section
805 of the Business Corporation Law of
New York, filed March 12, 1975 in the
office of the New York Secretary of State. 3(a) (16)

3(a)(17) --Certificate of Amendment of Certificate
of Incorporation of NMPC under Secti.on
805 of the Business Corporation Law of
New York, filed May 7, 1975 in the
office of the New York Secretary of State. 3(a) (1I)

3(a) (18) --Certificate of Amendment of Certificate
of Incorporation of NMPC under Section
805 of the Business Corporation l,aw of
New York, filed August 27, 1975 in the
office of the New York Secretary of State. 3(a)(18)

3(a) (19) --Certificate of Amendment of Ceztificate
of"Incorporation of NMPC under SectS. on
805 of the Business Corporation Law of
New York, filed May 7, 1976 in the
office of the New York Secretary of State. 3(a)(19)

3(a) (20) --Certificate of Amendment of Certificate
of Incorporation of NMPC under Section
805 of the Business Corporation Law of
New York filed September 28, 1976 in the
office of the New York Secretary of State. 3(a)(20)

3(a) (21) Certificate of Amendment of Certificate
of Incorporation of NMPC under Section
805 of the Business Corporation Law of
New York filed January 27, 1978 in the
office of the New York Secretary of State. e 3(a) (21)

3(a) (22) --Certificate of Amendment of Certificate
of Incorporation of NMPC under Section
805 of the Business Corporatio'n Law of
New York filed May 8, 1978 in the
office of the New York Secretary of State. 3(a) (22)

3(a)(23) —Certificate of Correction of the
Certificate of Amendment filed May 7,
1976 of the Certificate of Incorporation
under Section 105 of the Business
Corporation Law of New York filed
July 13, 1978 in the office of the
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New York Secretary of State.

3(a) (24) --Certificate of Amendment of Certificate
of Incorporation of NMPC under Section
805 of the Business Corporation Law of
New York filed July 17, 1978 in the
office of the New York Seczetary of State.

3(a) (23)

3(a)(24)

3(a)(25) --Certificate of Amendment of Certificate
of Incorporation of NMPC under Section
805 of the Business Cozporation Law of
New York filed March 3, 1980 in the
office of the New York Secretary of State. 3(a)(25)

3 (a) (26)

3(a) (27)

--Certificate of Amendment of Certificate
of Incorporation of NMPC under Section
805 of the Business Corporation Law of
New York filed March 31, 1981 in the
office of the New York Secretary of State.

--Certificate of Amendment of Certiiicate
of Incorporation of NMPC under Section
805 of the Business Corporation Law of
New York filed March 31, 1981 in the
office of the New York Secretary of State.

3(a) (26)

3(a)(27)

3(a) (28) --Certificate of Amendment of Certificate
of Incorporation of NMPC under Section
805 of the Business Corporation Law of
New York filed April 22, 19S1 in the
office of the New York Secretary of State. 3(a)(28)

3(a) (29) --Certificate of Amendment of Certificate
of Incorporation of NMPC under Section
805 of the Business Corporation Law of
New York filed May 8, 1981 in the office
of the New York Secretary of State. 3(a) (29)

3(a) (30) --Certificate of Amendment of Certificate
of Incorporation of NMPC under Section
805 of the Business Corporation Law of
New York filed April 26, 1982 in the
office of the New York Secretary of State. 3(a)(30)

3(a)(31) --Certificate of Amendment oi Certificate
of Incorporation of NMPC under Section
805 of the Business Corporation Law of
New York filed January 24, 1983 in the
office of the New York Secretary of State.

3(a) (32) --Certificate of Amendment of Certificate
of Incorporation of NMPC under Section
805 of the Business Corporation Law of
New York filed August 3, 1983 in the
office of the New York Secretary of State.

3(a) (31)

3(a)(32)

3(a) (33) --Certificate of Amendment of Certificate
of Incorporation of NMPC under Section
805 of the Business Corporation Law of
New York filed December 27, 1983 in the
office of the New York Secretary of State. 3(a) (33)

3(a) (34) --Certificate of Amendment of Certificate
of Incorporation of NMPC under Section
805 of the Business Corporation Law of
New York filed December 27, 1983 in the
office of the New York Secretary of State. 3(a)(34)

3(a)(35) --Certificate of Amendment of Certificate
of Incorporation of NMPC under Section
805 of the Business Corporation Law of
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New York filed June 4, 1984 in the
office of the New York Secretary of State. 3(a)(35)

3(a) (36) --Certificate of Amendment of Certificate
of Incorporation of NMPC under Section
805 of the Business Corporation Law of
New York filed August 29, 1984 in the
office of the New York Secretary of State. 3(a)(36)

3(a) (37)

3(a) (38)

--Certificate of Amendment of Certificate
of Zncozpozation of NMPC under Section
805 of the Business Corporation Law of
New York filed April 17, 1985, in the
office of the New York Secretary of State.

--Certificate of Amendment of Certificate
of Incorporation of NMPC under Section
805 of the Business Corporation Law of
New York filed May 3, 1985, in the
office of the New York Secretary of State.

3(a) (37)

3(a)(38)

3(a) (39) --Certificate of Amendment of Certificate
of Incorporation of NMPC under Section
805 of the Business Corporation Law of
New York filed December 24, 1986 in the
office of the New York Secretary of State. 3(a) (39)

3(a) (40) --Certificate of Amendment of Certificate
of Incorporation of NMPC under Section
805 of the Business Corporation Law of
New York filed June 1, 1987 in the
office of the New York Secretary of State. 3(a)(40)

3(a) (41)

3(a) (42)

--Certificate of Amendment of Certificate
of Incorporation of NMPC under Section
805 of the Business Corporation Law of
New York filed July 16, 1987 in the
office of the New York Secretary of State.

--Certificate of Amendment of Certificate
of Zncozporation of NMPC under Section
805 of the Business Corporation Law of
New York filed May 27, 1988 in the
office of the New York Secretary of State.

3(a) (41)

3(a) (42)

3(a) (43) "-Certificate of Amendment of Certificate
of Incorporation of NMPC under Section
805 of the Business Corporation Law of
New York filed September 27, 1990 in the
office of the New York Secretary of State. 3(a) (431

3(a) (44) --Certificate of Amendment of Certificate
of Incorporation of NMPC under Section
805 of the Business Corporation Law of
New Yozk filed October 18, 1991 in the
office of the New York Secretary of State. 3(a)(44)

3(a) (45) --Certificate of Amendment of Certificate
of Zncozporation of NMPC under Section
805 of the Business Corporation Law of
New York filed May 5, 1994 in the
office of the New York Seczetazy of State. 3(a)(45)

3 (a) (46) --Certificate of Amendment of Certificate
of Incorporation of NMPC under Section
805 of the Business Corporation Law of
New York filed August 5, 1994 in the
office of the New York Secretary of State. 3(a) (46)

'3 (b) —By-Laws of NMPC, as amended February 26,
1998.
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4(a) --Agreement to furnish certain debt
instruments. 4 (b)

4(b)(l) --Mortgage Trust Indenture dated as of
October 1, 1937 between NMPC (formerly
CNYP) and Marine Midland Bank, N.A.
(formerly named The Marine Midland Trust
Company of New York), as Trustee.

Filed October 15, 1937 after effective date of Registration Statement No. 2-3414.

4(b) (2) --Supplemental Indenture dated as of
December 1, 1938, supplemental to
Exhibit 4(1) . VV 2-3

4(b) (3)

4(b) (4)

--Supplemental Indenture dated as of
April 15, 1939, supplemental to
Exhibit 4 (1) .

--Supplemental Indenture dated as of
July 1, 1940, supplemental to
Exhibit 4(1).

VV

VV 2-5

4(b) (5) --Supplemental Indenture dated as of
October 1, 1944, supplemental to
Exhibit 4(1). 7-6

4(b) (6) --Supplemental Indenture dated as of
June 1, 1945, supplemental to
Exhibit 4(1). VV 2-8

4 (b) (7) --Supplemental Zndenture dated as of
August 17, 1948, supplemental to
Exhibit 4(1). 2-9

4(b) (8) --Supplemental Indenture dated as of
December 31, 1949, supplemental to
Exhibit 4(1) . 7-9

4(b) (9) --Supplemental Indenture dated as of
January 1, 1950, supplemental to
Exhibit 4(1). 7-10

4(b)(10)

4 (bl (11)

4(b)(12)

--Supplemental Indenture dated as of
October 1, 1950, supplemental to
Exhibit 4 (1) i

--Supplemental Indenture dated as of
October 19, 1950, supplemental to
Exhibit 4(1).

--Supplemental Indenture dated as of
February 20, 1953, supplemental to
Exhibit 4(1).

7-11

7-12

4-16

4(b)(13) --Supplemental Indenture dated as of
April 25, 1956, supplemental to
Exhibit 4(1). 4-19

4(b) (14) --Supplemental Indenture dated as of
March 15, 1960, supplemental to
Exhibit 4(1). CC 2-23

4(b)(15)

4(b) (16)

--Supplemental Indenture dated as of
October 1, 1966, supplemental to
Exhibit 4(1).

--Supplemental Indenture dated as of
July 15, 1967, supplemental to
Exhibit 4(1).

GG

HH

2-27

4-29
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4 (b) (17) --Supplemental Indenture dated as of
August 1, 1967, supplemental to
Exhibit 4 (1) . HH 4-30

4(b) (18)

4 (b) (19)

--Supplemental Indenture dated as of
August 1, 1968, supplemental to
Exhibit 4(1).

--Supplemental Indenture dated as of
March 15, 1977, supplemental to
Exhibit 4(1) .

ZZ

VV

2-30

2-39

4(b) (20) --Supplemental Indenture dated as of
August 1, 1977, supplemental to
Exhibit 4(1). CCC 4(b)(40)

4(b) (21) --Supplemental Indenture dated as of
March 1, 1978, supplemental to
Exhibit 4(1). CCC 4(b) (42)

4(b)(22)

4(b) (23)

--Supplemental Zndenture dated as of
June 15, 1980, supplemental to
Exhibit 4(1).

--Supplemental Indenture dated as of
November 1, 1985, supplemental to
,Exhibit 4 <1) .

CCC

IZZ

4 (b) (46)

4 (b) (64)

4 (bl (24) --Supplemental Indenture dated as of
October 1, 1989, supplemental to
Exhibit 4(1). 4(b) (73)

4 <b) (25)

4(b) (26)

--Supplemental Indenture dated as of
June 1, 1990, supplemental to
Exhibit 4(1).

--Supplemental Indenture dated as of
November 1, 1990, supplemental to
Exhibit 4(1).

PPP

PPP

4(b) (74)

4(b) (75)

4(b) (27) --Supplemental Indenture dated as of
March 1, 1991, supplemental to
Exhibit 4(1). 4 (b) (76)

4 <b)(28) --Supplemental Indenture dated as of
October 1, 1991, supplemental to
Exhibit 4 (1) ~ 4 (b) (77)

4(b) (29)

4 (b) <30)

4 <b) (31)

--Supplemental Indenture dated as oi
April 1, 1992, supplemental to
Exhibit 4(1).

--Supplemental Indenture dated as of
June 1, 1992, supplemental to
Exhibit 4(1).

--Supplemental Zndenture dated as of
July 1, 1992, supplemental to
Exhibit 4(1).

4(b) (78)

4(b) (I9)

4(b)(80)

4(b)(32)

4(b) (33)

4(b) (34)

--Supplemental Indenture dated as of
August 1, 1992, supplemental to
Exhibit 4(1) .

--Supplemental Indenture dated as of
April 1, 1993, supplemental to
Exhibit 4(1) ~

--Supplemental Indenture dated as of
July 1, 1993, supplemental to

4 <b)(81)

4(b) (82)
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Exhibit 4(1). 4(b) (83)

4(b) (35) --Supplemental Indenture dated as of
September 1, 1993, supplemental to
Exhibit 4(1) . 4(b) (84)

4(b) (36) --Supplemental Indenture dated as of
March 1, 1994,'upplemental to
Exhibit 4(1). 4(b) (85)

4(b) (37) --Supplemental Indenture dated as of
July 1, 1994, supplemental to
Exhibit 4(1) . 4 (86)

4(b)(38) --Supplemental Indenture dated as of
Hay 1, 1995, supplemental to
Exhibit 4(l) . 4 (87)

4(b) (39) --Agreement dated as of August 16, 1940,
between CNYP, The Chase National Bank
of the City of New York, as Successor
Trustee, and The Marine Midland Trust
Company of New York, as Trustee. 7-23

10-1 --Agreement dated March 1, 1957 between
the Power Authority of the State of
New York and NMPC as to sale,
transmi.ssion and disposition of St.
Lawrence power. 13-11

10-2

10-3

--Agreement dated February 10, 1961
between the Power Authority of the
State of New York and NMPC as to sale,
transmission and disposition of
Niagara redevelopment power.

--Agreement dated July 26, 1961
between the Power Authority of the
State of New York and NMPC
supplemental to Exhibit 10-2.

DD

DD

13-6

13-7

10-4 --Agreement dated as of Harch 23, 1973
between the Power Authority of the
State of New York and NMPC as to
the sale, transmission and disposition
of Blenheim-Gilboa power. 5-8

10-5 --Agreement dated January 23, 1970
between Consolidated Gas Supply
Corporation (formerly named New York
State Natural Gas Corporation) and NMPC. 5-8

10-6a --New York Power Pool Agreement
dated as of February 1, 1974
between NHPC and six other New York
utilities and the Power Authority
of the State ot New York. 5-10

e

10-6b --New York Power Pool Agreement
dated as of April 27, 1975 between
NMPC and six other New York electric
utilities and the Power Authority of
the State of New York (the parties
to the Agreement have petitioned
the Federal Power Commission for an
order permitting such Agreement,
which increases the reserve tactor
of all parties from .14 to .18,
to supersede the New York Power
Pool Agreement dated as of
February 1, 1974). 5-10b
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10-7 --Agreement dated as of October 31, 1968
between NMPC, Central Hudson Gas &

Electric Corporation and Consolidated
Edison Company of New York, Inc. as
to Joint Electric Generating Plant
(the Roseton Station) .

10-Ba

10-Bb

--Memorandum of Undezstanding dated as
oi May 30, 1975 between NMPC and
Rochester Gas & Electric Corporation
with respect to Oswego Unit No. 6.

--Memorandum of Understanding dated as
of May 30, 1975 between NMPC and
Rochester Gas and Electric Corporation
with respect to Oswego Unit No. 6.

SS

SS

10-Sc --Basic Agreement dated as of September 22,
1975 between NMPC and Rochester Gas and
Electric Corporation with respect to
Oswego Unit No. 6. VV

10-9a --Memozandum of Understanding dated
as of May 30, 1975 between NHPC and
four other New York electric utilities
with respect to Nine Mile Point Nuclear
Station Unit No. 2. SS

10-9b --Basic Agreement dated as of
September 22, 1975 between NMPC and
four other New York electric utilities
with respect to Nine Mile Point
Nuclear Station Unit No. 2. VV

10-9c --Nine Mile Point Nuclear Station Unit
No. 2 Operating Agreement.

10-10a --Memorandum of Understanding dated as
of May 16, 1974, as amended Hay 30,
1975, between NMPC and three other
New York electric utilities with respect
to the Sterling Nuclear Station. SS

10"lob --Basic Agreement dated as of
September 22, 1975 between NMPC and
three other New York electric utilities
with respect to the Sterling Nuclear
Stations. VV

10-11 --Master Restructuring Agreement, dated as
of July 9, 1997, between the Company and
the sixteen independent power producers
signatory thereto.

10-12 --PowerChoice settlement filed with the PSC
on October 10, 1997

~10"13 --PSC Opinion and Order regarding approval of
the PowerChoice settlement agreement with
PSC, issued and effective Harch 20, 1998.

"10-14

(A) 10-15

--Preferred Consent, December, )997

--NMPC Ofiicers'ncentive Compensation Plan-
Plan Document.

(A) 10-16 --NMPC Long Term Incentive Plan - Plan
Document.

(A)10-17 --NMPC Management Incentive Compensation Plan-
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Plan Document 10-)7

(A)10-18 --CEO Special Award Plan. 10-2

(A)10-19 --NHPC Deferred Compensation Plan.

*(A)10-20 --Amendment to NMPC Deferred Compensation Plan

(A)10-21 --NMPC Performance Share Unit Plan.

(A) 10-22 --NMPC 1992 Stock Option Plan.

<PAGE>
(A)10-23 --NMPC 1995 Stock Incentive Plan

"(A)10-24 --Employment Agreement between NMPC and
David J. Arrington, Sr. Vice President,
Human Resources, dated December 20, 1996. 10-17

(A)10-25 --Employment Agreement between NHPC and
Albert J. Budney, Jr., President and
Chief Operating Officer, December 20, 1996. g

(A) 10-26 --Employment Agreement between NHPC and William
E. Davis, Chairman of the Board and Chief
Executive Officer, dated'ecember 20, 1996. g

(A) 10-27 --Employment Agreement between NHPC and
Darlene D. Kerr, Sr. Vice President,
Energy Distribution, dated
December 20, 1996.

(A) 10-28 --Employment Agreement between NMPC and
Gary J. Lavine, Sr. Vice President,
Legal and Corporate Relations, dated
December 20, 1996.

(A) 10-29 --Employment Agreement between NMPC and
John W. Powers, Sr. Vice President,
and Chief Executive Officer, dated
December 20, 1996.

(A) 10-30 --Employment Agreement between NMPC and
B. Ralph Sylvia, Executive Vice
President, Electric Generation and
Chief Nuclear Officer, dated
December 20, 1996. 10-23

(A) 10-31 --Employment Agreement between NMPC and
Theresa A. Flaim, Vice President-
Corporate Strategic Planning, dated
December 20, 1996." 10-24

(A) 10-32 --Employment Agreement between NHPC and
Steven W. Tasker, Vice President-
Controller, dated December 20, 1996.

(A) 10-33 —Employment Agreement between NMPC and
Kapua A. Rice, Corporate Secretary,
dated December 20, 1996.

(A) 10-34 --Amendment to Employment Agreement between
NMPC and David J. Arrington, Albert J.
Budney, Jr., William E. Davis, Darlene D.
Kerr, Gary J. Lavine, John W. Powers and
B. Ralph Sylvia, dated June 9, 1997. 10-3

(A) 10-35 --Employment Agreement between NMPC and
William F. Edwards, dated September 25, 1997. m

~(A)10-36 --Employment Agreement between NMPC and

10-4
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John H. Mueller, dated January 19, 1998.

(A)10-37 --Deferred Stock Unit Plan for Outside Directors g 10-27

--Statement setting forth the computation of
average nuWer of shares of common stock
outstanding.

12 --Statements Showing Computations of Certain
Financial Ratios.

'21 --Subsidiaries of the Registrant.

23 --Consent of Price Waterhouse LLP,
independent accountants.

~27 -- Financial Data Schedule.

{A) Management contract or compensatory plan or arrangement required to be filed as an
exhibit pursuant to Item 601 of Regulation S-K.
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EXHIBIT11

NIAGARAMOHAWKPOWER CORPORATION AND SUBSIDIARIES

COMPUTATIONOF AVERAGENUMBEROF SHARES OF COMMON STOCK OUTSTANDING

Year Ended December 31,

1997

(1)
Shares of

Common
Stock

(2)
Number
of Days

Outstanding

(3)
Share Days

(2 x 1)

Average Number
of Shares Out-

standing as Shown'n

Consolidated
Statements of In-
come (3 Divided
by Number of Days

in Year)

Shares issued at various
times during the period-
Acquisition - Syracuse
Suburban Gas Company,
Inc. 54,137

1996

144,419,351
sssssasssss

January 1 - December 31 144,365,214 365 52, 693, 303, 110

14, 260, 096

52, 707, 563, 206
s Rs s s s s a s s s s s s.

144,404i283
asaassassss

January 1 - December 31 144,332, 123

Shares issued at various
times during the year-

366 52i 825'57'18

Acquisition - Syracuse
Suburban Gas Company,
Inc.

1995

33,091

144,365,214
SSSSRRSRRSS

6, 397, 653

52, 831, 954, 671
assssassssssss

144, 349, 603
ssssssssass

January 1 - December 31 144,311,466

Shares issued-

365 52'73'85'90

Dividend Reinvestment
Plan - January 31

Acquisition - Syracuse
Suburban Gas Company,
Inc. - October 4

19, 016

1, 641

335

89

6, 370, 360

146, 049

144, 332, 123
Saaaaaaaaaa

52, 680, 201, 499
assssssssassaa

144,329,3)9
aassaaaaaaa

* Number of days outstanding not shown as shares represent an accumulation of weekly,
monthly and quarterly issues throughout the year. Share days for shares issued are
based on the total number of days each share was outstanding during the year.

Note: Earnings per share calculated on both a basic and diluted basis are the same
due to the effects of rounding.



EXHIBIT12

NIAGARAMOHAWKPOWER CORPORATION AND SUBSIDIARYCOMPANIES

STATEMENT SHOWING COMPUTATIONS OF RATIO OF EARNINGS TO FIXED CHARGES, RATIO OF
EARNINGS TO FIXED CHARGES WITHOUTAFC AND RATIO OF EARNINGS TO FIXED CHARGES AND
PREFERRED STOCK DIVIDENDS

Year Ended December 31,

1997 1996 1995 1994 1993

A. Net Income per Statements
of Income $ 183,335 $ 110,390 $ 248,036 $ 176'84 $ 271'31

B. Taxes Based on Income or
Profits

C. Earnings, Before Income
Taxes

D. Fixed Charges (a)

E. Earnings Before Income
Taxes and Fixed Charges

126, 595

309, 930

304,451

614,381

66,221

176, 611

308,323

484, 934

159,393

407, 429

314, 973

722,402

288,453 418,906

315, 274 319, 197

603,727 738,103

111,469 147,075

F. Allowance for Funds Used
During Construction 9, 706 7, 355 9,050 9, 079 16,232

G. Earnings Before Zncome
Taxes and Fixed Charges
without AFC

Preferred Dividend Factor:

$ 604, 675
QQPSaaQR

$ 477, 579
SHSEaSOS

$ 713,352 $ 594, 648 $ 721,871

H. Preferred Dividend
Requirements

Z. Ratio of Pre-Tax Income
to Net Income (C / A)

$ 37, 397

1.69

$ 38,281

1.60

S 39,596

1.64

S 33, 673 S 31, 857

1.63 1.54

J. Preferred Dividend Factor
(H x I)

K. Fixed Charges as above (D)

L. Fixed Charges and Preferred
Dividends Combined

$ 63,201

304,451

$ 367, 652
RSRHRWHR

S 61,250

308, 323

$ 369,573
aRQSSQ%%

S 64,937

314, 973

$ 379, 910
RQRRRRR%

S 54,887 $ 49,060

315i274 319, 197

$ 370, 161 „ 68,257

M. Ratio of Earnings to
Fixed Charges (E / D) 2.02 1.57 2.29 1.91 ..31

N. Ratio of Earnings to Fixed
Charges without AFC (G / D)

0. Ratio of Earnings to Fixed
Charges and Preferred
Dividends Combined (E / L)

1.99

1. 67

1.55

1.31

2.26

1.90

1.89 26

1.63

(a) Includes a portion of rentals deemed representative of the interest factor: $ 26,: for
1997, $ 26, 600 for 1996, $ 27, 312 for 1995, $ 29, 396 for 1994 and $ 27, 821 for 1993.
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EXHIBIT21

NIAGARAMOHAWKPOWER CORPORATION AND SUBSIDIARYCOMPANIES

SUBSIDIARIES OF THE REGISTRANT

Name of Company State of Organization

Opinac North America, Inc.
(Note 1)

NM Uranium, Inc.

EMCO-TECH, Inc. (Note 2)

NM Holdings, Inc. (Note 3)

Moreau Manufacturing Corporation

Beebee Island Corporation

NM Receivables Corp.

Delaware

Texas

New York

New York

New York

New York

New York

NOTE 1: At December 31, 1997, Opinac North America, Inc. owns Opinac Energy
Corporation and Plum Street Enterprises, Inc. Opinac Energy Corporation has a 50 percent
interest in CNP, which is incorporated in the Province ofOntario, Canada. CNP owns Cowley
Ridge Partnership (an Alberta, Canada general partnership) and Canadian Niagara Wind Power

Company, Inc. (incorporated in the Province ofAlberta, Canada). Plum Street Enterprises, Inc.,
("Plum Street" ) an unregulated company, is incorporated in the State ofDelaware. Plum Street
owns Plum Street Energy Marketing, Inc. (incorporated in the State ofDelaware), Global Energy
Enterprises India Private Limited, 90% ofDolphin Investments International, Inc. (a corporation
organized and existing under the laws ofNevis, West Indies, which owns 45% ofAtlantis
Energie Systems AG (a corporation organized and existing under the laws of the Federal
Republic ofGermany)), 25% ofTelergy Joint Venture and 26% ofDirect Global Power, Inc.

NOTE 2: EMCO-TECH, Inc. is inactive at December 31, 1997.

NOTE 3: At December 31, 1997, NM Holdings, Inc. owns Salmon Shores, Inc., Moreau Park,

Inc., Riverview, Inc., Hudson Pointe, Inc., Upper Hudson Development, Inc., Land Management
&Development, Inc., OPropco, Inc. and LandWest, Inc.
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EXHIBIT23

CONSENT OF INDEPENDENT ACCOUNTANTS

We hereby consent to the incorporation by reference in the Registration Statement on Form
S-8 (Nos. 33-36189, 33-42771 and 333-13781) and to the incorporation by reference in the
Prospectus constituting part of the Registration Statement on Form S-3 (Nos. 33-50703, 33-
51073, 33-54827, 33-55546 and 33349541) and in the Prospectus/Proxy Statement
constituting part of the Registration Statement on Form SQ (No. 333-49769) of Niagara
Mohawk Power Corporation of our report dated March 26, 1998, except Note 2 (third
paragraph) and Note 15, as to which the date is May.29, 1998 appearing in the Company's
Form 10-K/A, Amendment No. 2, dated May 29, 1998. We also consent to the
incorporation by reference ofour report on the Financial Statement Schedule, which appears
in the Form 10-K.

PRICE WATERHOUSE LLP

Syracuse, New York
May 29, 1998
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SIGNATURE

Pursuant to the requirements ofSection 13 or 15(d) of the Securities Exchange Act of 1934, the

Registrant has duly caused this report to be signed on its behalf by the undersigned, thereunto

duly authorized.

NIAGARAMOHAWKPOWER CORPORATION
(Registrant)

Date: May 29, 1998

Steven W. Tasker
Vice President-Controller
and Principal Accounting
Officer
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