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, Part I - Financial Information
Item 1. Financial Statements

Boston Edison Company
Consolidated Statements of Income

Operating revenues

Operating expenses:
Energy supply
Operations and maintenance
Depreciation and amortization
Demand side management and
renewable energy programs
Taxes - property and other
Income taxes
Total operating expenses

Operating income

Other income (expense), net
Operating and other income
Interest charges:
Long-term debt
Other
Allowance for borrowed funds
used during construction
Total interest charges

Net income

(Unaudited)
(in thousands)

Three Months Nine Months
Ended September 30, Ended September 30,
1998 1997 1998 1997

$476,226 $520,414 $1,256,767 $1,370,104

191,197 202,991 522,262 607,150
85, 902 103,569 269,099 301,321
22,329 29,089 69,453 71,273
10,102 7,463 27,144 21,560
15,312 24,808 62,684 76,963
50,578 45,821 90,816 78,395
375,420 413,741 1,041,458 1,156,662
100, 806 106,673 215,309 213,442
799 1,697 (4,318) 3,508
101, 605 108,370 210, 991 216, 950
19,457 23,049 63,489 69,436
13 4,174 7,786 12,129
(410) (271) (975) (949)
19,113 26,952 70, 300 80,616

282,422 281,418 3 140,691 3 136,334

Consolidated Statements of Retained Earnings

Balance at the beginning of the
period

Net income
Dividends declared:

Dividends to common shareholders

Dividends to BEC Energy
Preferred stock

Transfer of BETG to BEC Energy

Subtotal
Provision for preferred stock
redemption and issuance costs

(Unaudited)
(in thousands)

$262,116 $290,832 § 328,802 §$ 292,191
82,492 81,418 140,691 136,334

0 (22,802) (22,802) (68,406)

(23, 000) e (116,000) 0
(1,486) (2,919) (7,275) (10,230)

0 0 (2,980) 0
320,122 346,529 320,436 349,889
(7,459) {157) (7,773) {3,817)

Balance at the end of the period $312,663 $346,372 § 312,663 $ 346,372

Per share data is not relevant because Boston Edison Company’s common stock

is wholly owned by BEC Energy.

The accompanying notes are an integral part of the consolidated financial

statements.






Boston Edison Company
Consolidated Balance Sheets

(Unaudited)

(in thousands)

September 30,

1998

Capitalization and Liabilities
Common stock equity:

Common stock and premium
Retained earnings
Total common stock equity

Cumulative preferred stock:
Nonmandatory redeemable series
Mandatory redeemable series

Total preferred stock

Long~-term debt
Total capitelization

Current liabilities:
Long~term debt/preferred stock
due within one year
Notes payable
Accounts payable
Transition contract payable
Taxes payable
Accrued interest
Dividends payable
Other
Total current liabilities

Deferred credits:
Accumulated deferred income taxes
Accumulated deferred investment tax credits
Nuclear decommissioning liability
Power contracts
Other
Total deferred credits

Commitments and contingencies

Total capitalization and liabilities

$§ 742,905

312,663
1,055,568

43,000

48,980
91,980

955,638

2,103,186

1,067
0
98,759
21,223
33,018
11,675
23,993

153,941
353,676

350,569
46,714
172,423
62,534

63,564
695,804

£3,122,668

December 31,
1997
$ 744,652

328,802
1,073,454

83,000

178,093
161,083

1,057,076

2,291,623

102,667
137,013
87,015
0

. 630)
24,289
24,748

128,691
503,793

485,738
60,736
155,182
71,445

53,830
826,931

£3.622,347

The accompanying notes are an integral part of the consolidated financial

statements.



Boston Edison Company
Consolidated Statements of Cash Flows
(Unaudited)

(in thousands)

Nine Months Ended September 30,

1998 1997
Operating activities: L i
Net income $ 140,691 $ 136,334
Adjustments to reconcile net income to net
cash provided by operating activities:
Depreciation and amortization 178,051 170,395
Deferred income taxes and investment
tax credits (149,710) (21,707)
Allowance for borrowed funds used during
construction (975) (949)
Net changes in:
Accounts receivable and accrued
untilled revenues (28, 305) 3,704
Fuel, materials and supplies 28,667 t1%32)
Transition contract and other
accouits payable 48,926 (45,242)
Other current assets and liabilities 9,423 27,841
Other, net 3,801 (4,590)
Net cash provided by operating activities 230,569 265,614
Investing activities:
Plant expenditures (excluding AFUDC) (66,998) (90, 900)
Proceeds from sale of fossil assets 533,633 0
Nuclear fuel expenditures (11,141) (2,811)
Investments (29,639) (28,711)
Net cash provided by (used in) investing
activities 425,855 (122,422)
Financing activities:
Issuances:
Common stock 0 144
Long~-term debt 0 100,000
Redemptions:
Preferred stock (71 519) (44,000)
Long-term debt (2C1, 600) (101, 600;
Net change in notes payable (101,878) (17,164)
Dividends paid (146,833) (79,234)
Net cash used in financing activities (521,830) (141,854)
Net increase in cash and cash equivalents 134,594 1,338
Cash and cash equivalents at beginning of year ___ 4,140 —.851
Cash and cash equivalents at end of period $ 138,734 $. 6,989
Supplemental disclosures of cash flow
information:
Cash paid during the period for:
Interest, net of amounts capitalized £.19,.549 $ 87,916
Income taxes £.182,200 £..29.289

The accompanying notes are an integral part of the consolidated financial

statements.



Motes to Unaudited Consolidated Financial Statements

A) Basis of Presentation

Boston Edison Company (Boston Edison) received final approval of its
reorganization plan to form a holding company structure from the Securities
and Exchange Commission on May 20, 1998. Effective May 20 the holding
company, BEC Energy (BEC), was formed with Boston Edison as a wholly owned
subsidiary of BEC. Unde- the new holding company structure the owners of
Boston Edison’s common stock became BEC common shareholders. Existing debt
and preferred stock of Boston Edison remained obligations of the regulated
utility business. Effective June 25, 1998, Boston Energy Technology Group
(BETG) ceased being a subsidiary of Boston Edison and became a wholly owned
subsidiary of BEC. The accompanying consolidated financial statements reflect
the results of operations and cash flows of Boston Edison prior to the
reorganization. BETG is excluded from the results of cperations and casn
flows of Boston Edison in the third quarter of 1998. The consolidated balance
sheet at December 31, 1997 reflects the financial position of Boston Edison
which also included BETG. BETG is excluded from the consolidated balance
sheet of Boston Edison at September 30, 1998.

The accompanying unaudited consclidated financial statement: should be read in
conjunction with the Boston Edison 1997 Annual Report on Form 10-K and Forms
10-Q for the periods ended March 31, 1998 and June 30, 1998. The financial
information presented as of September 30 has been prepared from Boston
Edison’s books and records without audit by independent accountants.

Financial information as of December 31 has been derived from the audited
financial statements of Boston Edison, but does not include all disclosures
required by generally accepted accounting principles (GAAP). 1In the opinion
of management, all adjustments (which are of a normal recuvrring nature)
necessary for a fair presentation of the financial information for the periods
indicated have been incluc.d4. Certain reclassifications have been made to the
prior year data to conform with the current presentation.

Under the Boston Edison restructuring settlement agreement, which was approved
by the Massachusetts Department of Telecommunications and Energy (DTE),
approximately 75% of the net assets of Pilgrim Nuclear Power Station are
recoverable through a non-bypassable transition charge of the utility’s
distribution business. The distribution business continues to be subject to
rate~-regulation. The remaining 25% is collected under Pilgrim’s wholesale
power contracts with other utilities and municipalities. Consistent with the
guidance from accounting authoritative bodies regarding any impaired portion
of utility plant assets identified for recovery in a legislative/rate order,
the 1998 consolidated balance sheet reflects a reclassification of the Pilgrim
net assets recoverable through the transition charge from utility plant to
regulatory asset. This Pilgrim regulatory asset, included in the generation-
related regulatory asset on the consolidated balance sheet at September 30,
1998, continues to be grouped with utility plant for financial statement
presentation. Refer to Note C of Item 8 in the Boston Edison 1997 Annual
Report on Form 10-K for more information on the accounting implications of the
electric utility industry restructuring and the utility’s related settlement
agreement.



Finalization of the sale of Boston Edison’'s fossil generating assets to Sithe
Energies took place on May 15, 1998. Boston Edison received proceeds from the
sale of $655 million, including $121 million for a six-month transitional
power purchase contract. The amount received above net book value on the sale
of these assets will be returned to Boston Edison’s customers over the
settlement period. That amount is partially offset by certain costs
recoverable through the transition charge due to the support of standard ¢ ffer
service provided by Boston Edison’s fossil generating assets prior to the
fossil divestiture. The net deferred gain is included as a reduction to the
generation-related regulatory asset on the consolidated balance sheet at
September 30, 1998. 1In addition, Boston Edison received $19 million from
Sithe for inventory and other closing adjustments.

Under the terms of Bosteon Edison’s settlement agreement, generation and
ourchased power costs are recovered from customers. The settlement agreement
allows for the deferral of the difference between these costs and the amounts
b.lled to customers with a return for future recovery. The net
vadercollection from the settlement recovery mechanisms at September 30, 1998
was more than offset by an overrecovery of approximately $36 million from the
fuel and purchased power clause and is included in other regulatory assets on
the consolidated balance sheet. The fuel and purchased power clause ceased on
March 1, 1998. The inclusion of the over recovered ftuel and purchased power
~iduse costs as an offset to the settlement recovery mechanisrs is consistent
with Boston Edison’s proposal made to the DTE. Generation and purchased power
costs recoverable under the settlement agreement have been separately
reflected as energy supply expenses cn the consolidated statements of income.
These costs include retail generation-related depreciation and amortization,
decommissioning and other operating costs recovered through the transition
charge. The corresponding 1997 expenses have been reclassified for
comparability.

The preparation of financial statements in conformity with GAAP requires
management to make estimates and assumptions that affect the reported amounts
of assets and liabilities and disclosures of contingent assets and liabilities
at the date of the financial statements and the reported amounts of revenues
and expenses during the reporting period. Actual resuits could differ from
these estimates.

The results of operations for the three and nine-month periods ended
September 30, 1998 and 1997 are not indicative of the results which may be
expected for an entire year. Kilowatt-hour sales and revenues are typically
higher in the winter and summer than in the spring and fall as sales tend to
vary with weather conditions.

B) Nature of Operations

Within the newly restructured electric utility industry, BEC has announced its
intention to focus its utility operations on the transmission and distribution
of energy. In April 1998, Boston Edison began soliciting expressions of
interest for the sale of Pilgrim Nuclear Power Station as part of the
previously announced strategy to exit the generation business. Final bids for
the purchase of Pilgrim were received on October 16, 1998. Boston Edison is
currently evaluating those bids and anticipates signing a purchase and sale
agreement by year-end 1998. Bosten Edison provides standard offer service to



all customers of record as of the retail access date, March 1, 1998. Default
service is provided to customers who are not eligible for standard offer
service or who elect to not contract with a competitive energy supplier. As
of September 30, 1923, 90% of customers are receiving standard offer service,
while 10% are receiving default service. No customers are receiving
generation service from competitive suppliers. Boston Edison delivers

elect ricity at retail to an area of 590 square miles, including the City of
Bostc and 39 surrounding cities and towns. It also supplies electricity at
wholes .le for resale to other utilities and municipal electric departments.
Bostr ¥dison is required to continue to develop and implement electric demand

side = .gement programs as well as to provide funding for renewable energy
proj Jursuant to the Massachusetts electric industry restructuring
legisla. enacted in November 1997.

C) Contingencies

1. Hazardous Waste

Boston Edison is an owner or operator of approximately 20 properties where oil
or hazardous materials were spilled or released. As such, Boston Edison is
required to clean up these remaining properties in accordance with a timetable
developed by the Massachusetts Department of Environmental Protectior. There
are uncertainties associated with these costs due to the complexities of
cleanup technology, regulatory requirements and the particular characteristics
of the different sites. Boston Edison continues to evaluate the cleanup costs
of these sites. It also faces possible liability as a potentially responsible
party in the cleanup of five multi-party hazardous waste s. tes in
Massachusetts and other states where it is alleged to have generated,
transported or disposed of hazardous waste at the sites. Boston Edison is one
of many potentially responsible parties and currently expects to have only a
small percentage of the total potential liability for these sites. Through
September 30, 1998, Boston Edison had approximately $6 million accrued on its
consolidated balance sheet related to its cleanup liabilities. Management is
unable to fully determine a crange of reasonably possible cleanup costs in
excess of the accrued amount, however based on its assessments of the specific
site circumstances, it does not believe that iv is probable that any such
additional costs will have a material impact on its consolidated financial
position. However, it is reasonably possible that additional provisions for
cleanup costs that may result from a change in estimates could have a material
impact on the results of a reporting period in the near term.

2. Generating Unit Performance Program

Boston Edison’s generating unit performance program ceased March 1, 1998.
Under this program the recovery of incremental purchased power costs resulting
from generating unit outages prior to March 1, 1998 are subject to regulatory
review. Proceedings relative to generating unit performance remain pending
before the DTE. Management is unable to fully determine a range of reasonably
possible disallowance costs in excess of amounts accrued, however bLaised on its
assessments of the information currently available, it does not believe that
it is probable that any such additional costs will have a material impact on
its consclidated financial position. However, it is reasonably possible that
additional disallowance costs that may result from a change in estimates could
have a material impact on the results of a reporting period in the near term.



3. Connecticut Yankee

Boston Edison is a 9.5% equity investor and power purchaser of Connecticut
Yankee Atomic Power Company (CYAPC). The investment in CYAPC at September 30,
1998 is approximately $10 million and is included in equity investments on the
consolidated balance sheet. In December 1996, the Board of Directors of
CYAPC, which owns and operates the Connecticut Yankee nuclear electric
generating unit, unanimously voted to retire the unit. The decision was based
on an economic analysis of the costs of operating the unit through 2007, the
period of the operating license, compared to the costs of closing the unit and
incurring replacement power costs for the same pericd.

In December 1996, CYAPC filed for rate relief at the Federal Energy Regulatory
Commission (FERC) seeking to recover certain post-operating costs, including
decommissioning. On August 31, 1998, the FERC Administrative Law Judge (ALJ)
released an initial decision regarding CYAPC's filing. This decision célled
for the disallowance of the common equity return on the CYAPC investment
subsequent to the shutdown. The decision also stated that decommissioning
collections should continue to be based on a previously approved estimate,
with an adjustment for inflation, until a more reliable estimate is developed.
In October 1998, both CYAPC and Northeast Utilities, a 49% equity investor in
CYAPC, filed briefs on exceptions to the ALJ decision. If the initial
decision is upheld, CYAPC could be required to write off a portion of its
investment in the generating unit and refund a portion of the previously
collected return on investment. Management is currently unable to cdetermine
the ultimate outcome of this proceedin~, however, the estimate of v..e effect
of the ALJ's initial decision does not have a material impact on its
consclidated financial position or results of operations.

4. Industry and Corporate Restructuring Legal Proceedings/Referendum Campaign

The DTE order approving the Boston Edison cnttlement agreement and the DTE
order approving the formation of BEC as a huliing company have been appealed
by certain parties to the Massachusetts Supreme Judicial Court. 1In addition,
along with other Massachusetts investor-owned utilities, Boston Edison has
been named as a dei :ndant in a class action suit seeking to declare certain
provisions of the Massachusetts electric industry restructuring legislation
unconstitutional. Management is currently unable to determine the outcome of
these proceedings or the impact the proceedings may have on its consolidated
financial position or results of operations.

A referendum seeking repeal of the Massachusetts electric industry
restructuring legislation that was enacted in November 1997 was overwhelmingly
defeated by a better than 70% to 30% margin in a state-wide general election
held on November 3, 1998. This outcome allows the comprehensive framework
established for the restructuring of the electric industry to continue as
intended under the enacted legislation.

5. Regulatory lroceeding

In October 1997, the DTE opened a proceeding to investigate compliance with
the 1993 order which permitted the formation of BETG and authorized Boston

Edison to invest up to $45 million in unregulated activities. The DTE has

scheduled hecarings on this matter for the fourth quarter. Management is
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currently unable to determine the outcome of this proceeding or the impact the

proceeding may have on its consolidated financial position or results of
operations.

6. Plymouth Lawsuit

In October 1998, the town o1 Plymouth, Massachusetts, the site of Pilgrim
Nuclear Power Station, filed suit against Boston Edison. The town claims that
Boston Edison has wrongfully failed to execute an agreement with the town for
payments in addition to taxes due to the town under the recently enacted
Massachusetts lliectric industry restructuring legislation. Boston Edison has
disputed the town’s claim and will vigorously defend itself. Management is
unable tc determine the ultimate outcome of this action or the impact it may
have on its consolidated financial position . r results of oparations.

7. Litigation

In the normal course of its business Boston Edison is also involved in certain
other legal matters. Management is unable to fully determine a range of
reasonably possible legal costs in excess of amounts accrued, however based on
the information currently available, it does not believe that it is probable
that any such additional costs will have a material impact on its consolidated
financial position. However, it is reasonably possible tihat additional legal
costs that may result from a change in estimates could have a material impact
on the results of a reporting period in the near term.

D) Income Taxes
The following table reconciles the statutory federal income tax rate to the

annual estimated effective income Lax rate for 1998 and the actual effective
income tax rate for 1997.

1998 1991

Statutory tax rate 35.0% 55.0%
State income tax, net of federal income

tax benefit 9.1 4.

Investment tax credit amortization (6.8) (3.3}

Other _0.8 . % |

Effective tax rate 34.1% 36.3%

The estimate of the 1998 effective tax rate declined by 5% as a result of the

recognition in net income of the remaining unamortized investment tax credits

related to Boston Edison’s fossil generating assets at the time of their sale.
This shareholder benefit is included in other expense, net in the consolidated
statement of income for the nine-month period ended September 30, 1998.

E) Financing Activity

On May 15, 1998, Boston Edison closed cthe sale of its fossil generating assets
and received total proceeds of $674 million in cash. $202 million of these
funds were used to retire short-term debt securities. Boston Edison has no
outstanding short-term debt on its September 30, 1998 consclidated balance
sheet.

10



In June 1998, Boston Edison’s $100 million 6.662% outstanding bank loan was
redeemed. Boston Edison also redeemed $2 million of mandatory and $2 million
of the opticnal 7.27% sinking fund series preferred stock in May 1998. 1In
March 1998, $100 million of 5.95% debentures matured.

In July 1998, Boston Edison redeemed the remaining $32 million 7.27% sinking
fund series preferred stock along with the $40 million 7.75% series preferred
stock.

F) Related Party Transactions

The September 30, 1998 consolidated balance sheet of Boston Edison includes a
$13 million receivable from BETG's telecommunications joint venture with RCN.
The receivable is for construction and construction management services
provided by Boston Edison and its contractors to the joint venture for its
fiber optic network.

G) Nuclear Decommissioning

An update of Pilgrim Nuclear Power Station’'s decommissioning cost study was
filed with the DTE in November 1998. The updated study includes an estimate
of decommissioning and fuel storage costs of approximately $600 million in
1997 dollars.

Item 2. Management’s Discussion and Analysis

Results of Operations - Three Months Ended September 30, 1998 vs. Three Months
Ended September 30, 1997

The decrease in earnings reflects the effect of the mandated 10% retail rate
reduction which became effective March 1, 1998 under the Massachusetts
Electric Utility Restructuring Law. The decrease in earnings was partially
offset by a decrease in operations and maintenance expense resulting from the
fossil divestiture in May 1998 along with continued cost control efforts.

The results of operations for the guarter are not indicative of the results
which may be expected for the entire year due to the seasonality of Boston
Edison’s kilowatt-hour (kWh, sales and revenues. Refer to Note A to the
Consolidated Financial Statements.

Operating revenues

Operating revenues decreased 8.5% during the third quarter of 1998 as follows:

{in thousands)

Retail electric revenues $(37,519)
Wholesale revenues (818)
Short-term sales and other revenues (5,851)
—Recrease in operating revenues £(44,188)

Retail electric revenues decreased due to the 10% retail rate reduction which
became effective for electricity usage as of March 1, 1998. The decrease from
the rate reduction was partially offset by a 6.1% increase in kWh sales for

11



the guarter. The increase in kWh sales was due to warmer summer temperatures
and continued strong economic conditions in the Boston area.

Operating expenses

Energy supply expense includes fuel and purchased power, retail generation-
related depreciation and amortization, decommissioning and otner operating
costs recovered through the transition charge. Energy supply expense
decreased approximately $12 million. Total fuel and purchased power expenses
decreased approximately $18 million. This decrease reflects lower company
fuel costs and the timing effect of the fuel and purchased power and standard
off:r cost collection mechanisms. Lower fuel costs in the third gquarter
reflect the first full reporting period since the sale of Boston Edison's
fossil generating assets to Sithe Energies in May 1998. This decrease was
partially offset by higher purchased power costs that include a six-month
transitional power purchase cont: =t with Sithe that began in May. Boston
Edison received $121 million from Sithe to enter into the transition contract.
The capacity portion of the Sithe purchased power costs is offset by the
recognition of the payment from Sithe and, therefore, has no net effect on
earnings.

Operations and maintenance expense decreased $17.7 million. The decrease is
primarily due to the impact of the fossil divestiture.

The decrease in depreciation and amortization expense is due to an $8.7
million nonrecurring charge to depreciation expense in the third quarter of
1997 to reflect the removal of specific nuclear-related intangible assets from
the balance sheet. This was partially offset by an increase in the composite
distribution depreciation rate effective March 1, 1998 in accordance with the
settlement agreement.

The increase in demand side management (DSM) and rerewable energy prngrams
reflects an increase in the required spending for DSM programs in 1998. 1In
addition, the renewable energy programs expense is the result of a new state
mandate for the funding of renewable energy that became effective March 1,
1998. Renewable energy expenses are collected through distribution revenues
and, therefore, have no net effect on earnings.

The decrease in property and other taxes is due to a decrease in municipal
property taxes as a result of the divestiture of the fossil generating
stations in May 1998.

Other income (expense), net

Other income in the third quarter of 1997 includes interest income from the
favorable outcome of an IRS appeal related to investment tax credits.

Interest charges
Interest charges on long-term debt decreased due to the maturing of $100
million of 5.95% debentures in March 1998 and the cessation of amortization of

the associated redemption premiums along with the redemption of a $100 million
6.662% bank loan in June 1998.

12



Interest charges on short-term debt decreased due to the redemption of Boston
Edison’'s outstanding short-term debt with the fossil divestiture proceeds.

Preferred stock dividends

Preferred stock dividends decreased as a result of the redemption of 40,000

shares of 7.27% series cumulative preferred stock in May 1998, the remaining
320,000 shares of the 7.27% series in July 1998 and 400,000 shares of 7.75%

series cumulative preferred stock in July 1998,

Results of Operations - Nine Months Ended September 30, 1998 vs. Nine Months
Ended September 30, 1997

Earnings in 1998 were positively impacted by decreases in operations and
maintenance expense, municipal property taxes and interest expense resulting
from the fossil divestiture in May 1998. Warmer summer weather and the
continued strong local economy also had a positive impact on earnings. These
positive impacts were offset by the rate reduction mandated under Boston
Edison’s settlement agreement and an increase in unregulated subsidiary
losses.

The results of operations for the nine months ended September 30, 1998 are not
indicative of the results which may be expected for the entire year due to the
seasonality of Boston Edison’s kWh sales and revenues. Refer to Note A to the
Consolidated Financial Statements.

Operating revenues

Operating revenues decreased 8.3% during the first nine months of 1998 as
follows:

(in thousands)

Retail electric revenues $(107,512)
Wholesale revenues {3,545)
Short-term sales and other revenues (2,280)
—RECrease in operating revenues 23113,337)

Retail electric revenues decreased partly due to the timing effect of fuel and
purchased power cost recovery. Prior to its cessation as of March 1, 1998,
the fuel clause charge was lower than the prior year as the 1997 charge
reflected the recovery of substantial prior period undercollections. Fuel
clause revenues were offset by fuel and purchased power expenses and,
therefore, had no net effect on earnings. Retail electric revenues also
reflect the impact of the mandated 10% retail rate reduction. The rate
reduction partially offset the impact of the 2.7% increase in kWh sales in
1998. Warmer than usual summer weather and the strong economic conditions in
1998 offset the negative impacts from the mild winter weather.

Operating expenses
Energy supply expense includes fuel and purchased power, retail generation-
related depreciation and amortization, decommissioning and other operating

costs recovered through the transition charge. Energy supply expense
decreased approximately $85 million. Total fuel and purchased power expenses

13
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decreased approximately $93 million. The decrease in company fuel costs
resulting from the fossil divestiture in May 1998 was significantly offset by
an increase in purchased power subsequent to the divestiture. Purchased power
costs include the six-month transitional power purchase contract with Sithe
Energies that began in May. As the capacity portion of the Sithe purchased
power costs is offset by the recognition of the payment from Sithe, those
costs have no net effect on earnings. The timing effect of the fuel and
purchased power and standard offer cost collection mechanisms also contributed
to the decrease.

Operations and maintenance expense decreased approximately $32 million. The
decrease reflects lower employee benefits costs, lower nuclear spending and
the impact of the fossil divestiture. The comparison of 1998 and 1997 is also
positively impacted by the April 1997 Boston area storm.

The decrease in depreciation and amortization expense is due to the $8.7
million nonrecurring charge in the third gquarter of 1997 as discussed in the
results of operations for the third quarter. This was partially offset by the
increase in the composite distribution depreciation rate in accordance with
the settlement agreement.

As discussed in the results of operations for the third quarter, the increase
in DSM and renewable energy programs expense reflects an increase in the
required spending for DSM programs in 1998, 1In addition, the renewable energy
programs expense is the result of a new state mandate for the funding of
renewable energy that became effective March 1, 1998. Renewable energy
expenses are collected through distribution revenues and, therefore, have no
net effect on earnings.

The decrease in property and other taxes is due to the decrease in municipal
property taxes resulting from the fossil divestiture.

Other income (expense), net

The increase in other expense, net reflects certain costs celated to the
fossil divestiture, net of the related tax benefits, including the recognition
of previously deferred investment tax credits associated with the fossil
generating stations. Also negatively impacting the comparison of 1998 to 1997
is the interest income from the favorable outcome of an IRS appeal related to
investment tax credits received in the third quarter of 1997. 1In addition,
unregulated subsidiary losses were higher in 1998 as BETG's telecommunications
joint venture with RCN began operations in the second quarter of 1997,

Interest charges

Interest charges on long-term debt decreased due to the maturing of $100
million of 5.70% debentures in March 1997, $100 million of 5.95% debentures in
March 1998 and the cessation of amortization of the associated redempticn
premiums along with the redemption of a $100 million 6.662% bank loan in Jun:
1998,

Interest charges on short-term debt decreased due to the redemption of Boston

Edison’s outstanding short-term debt with the proceeds from the fossil
divestiture.
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Preferred stock dividends

Preferred stock dividends decreased as a result of Boston Edison’s redemption
of 40,000 shares of 7.27% series cumulative preferred stock in May 1998 and
1997, the remaining 320,000 shares of the 7.27% series and 400,000 shares of
7.75% series cumulative preferred stock in July 1998 and 400,000 shares of
8.25% series in June 1997,

Electric Revenues

Effective March 1, 1998, the retail access date, Boston Edison’s electric
delivery business provides its standard offer customers service at rates
designed to give 10% savings from rates previously in effect. These customers
will realize an additional 5% average savings, after an adjustment for
inflation, by September 1, 1999. The cost of providing standard offer
service, which includes fuel and purchased power costs, is recovered from
customers on a fully reconciling basis. New retail customers in the Boston
Edison service territory and previcusly existing customers that are no longer
eligible for the standard offer due to choosing a competitive supplier are on
default service. The price of default service is based on the average
competitive market price for power. Refer also to the Electric Revenues
section of Item 7 of the Boston Edison 1997 Annual Report on Form 10-K.

As part of the restructuring settlement agreement, the annual performance
adjustment charge ceased and the cost recovery mechanism for Pilgrim Station
changed effective March 1, 1998. Approximately 25% of the operations and
capital costs, including a return on investment, continues to be collected
under wholesale contracts with other utilities and municipalities. Refer to
the Electric Revenues section of Item 7 of the Boston Edison 1997 Annual
Report on Form 10-K for a description of Pilgrim’s new cost recovery
mechanism.

The rates of Boston Edison’'s distribution business will remain unchanged,
subject to a minimum and maximum returr on average common equity (ROE) until
December 31, 2000. Refer to the Electric Revenues section of Item 7 of the
Boston Edison 1997 Annual Report on Form 10-K for detail regarding the minimum
and maximum ROE. Under the Boston Edison settlement agreement, the cost of
providing transmission service to distribution customers is recovered on a
fully reconciling basis.

Liguidity

Boston Edison supplements internally generated funds as needed, primarily
through the issuance of short-term commercial paper and bank borrowings.
Boston Edi .on has authority from the Federal Energy Regulatory Commission to
issue up to $350 million of short-term debt in addition to a $200 million
revolving credit agreement and arrangements with several banks to provide
additional short-term credit on an uncommitted and as available basis. It
also has authority to issue up to $220 million of equity and long-term debt
securities under its approved long-term financing plan with the DTE which is
available through 1998. Proceeds from issuances under this plan are to be
used to refinance short and long-term securities and to fund capital
expenditures.
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Year 2000 Computer Issue

The year 2000 issue is the result of computer programs that were written using
two digits rather than four to define an applicable year. If computer
programs with date-sensitive functions are not year 2000 compliant, they may
recognize a date using “00” as the year 1900 rather than the year 2000. This
could result in system failures or miscalculations causing disruptions of
operations, including, among other things, a temporary inability to process
transactions and engage in other normal business activities. Management has a
year 2000 program in place that is addressing the risk of non-compliant
internal business software, internal non-business software and embedded chip
technology and external noncompliance of third parties.

Management’s plan to address the year 2000 issue includes modification of
certain applications and replacement of systems that are not year 2000
compliant. The cost associated with year 2000 compliance will be expensed as
incurred. In addition, a decision has been made to use this opportunity to
upgrade some of the less efficient centralized business systems. Replacement
costs associated with these systems will be capitalized and amortized over
future periods. Management estimates that it will expend approximately $30
million on these system modifications and upgrades. For each system
designated as “critical” (defined as being necessary to safely provide a
reliable flow of electricity), management’s year 2000 program requires system
testing and a contingency plan to be developed.

As part of the year 2000 program, significant suppliers, service providers and
other vendors were contacted to determine year 2000 readiness. Many third
parties have noted that they are already year 2000 compliant or in the process
of becoming compliant. In addition to the risk faced from its dependence on
other third party suppliers, Boston Edison has a risk that power will rot be
available from the New England Power Pool (NEPOOL) for purchase and
distribution to its customers. Should NEPOOL fail to resolve its year 2000
issues as planned, there would be an adverse impact to Boston Edison. To
mitigate this risk, efforts are being coordinated with NEPOOL to establish
inter-utility testing guidelines to determine year 2000 readiness. Boston
Edison is also a participant in the ISO/NEPOOL New England Year 2000 Joint
Oversight Committee which has been given responsibility for the operational
reliability of NEPOOL.

The year 2000 program remains on schedule with anticipated completion in the
third quarter of 1999. However, management believes it is not possible to
determine with complete certainty that all potential year 2000 problems have
been identified or will be corrected cue to the complexity and pervasiveness
of the issue. In the event that compliance is not completed as anticipated,
it is reasonably possible that the year 2000 issue could have an adverse
effect on operations.

New Accounting Standards

In 1997, the Financial Accounting Standards Board (FASB) issued Statement of
Firancial Accounting Standards No. 131, Disclosures about Segments of un
Enterprise and Related Information (SFAS 131) which is effective in 1998,

This statement requires the reporting of certain additional information about
operating segments as applicable within an enterprise. SFAS 131 disclosure is
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not required for interim reporting in the initial year of application.
Management will include the selected financia. information and disclosures as
required in its 1998 Annual Report on Form 10-K and its future interim reports
on Form 10-Q as appropriate.

In June 1998, the FASB issued SFAS 133, Accounting for Derivative Instruments
and Hedging Activities which is effective in 2000. Th's statement reqguires
the recognition of all derivative instruments as either assets or «iabilities
An the statement of financial position and the measurement of those
instruments at fair value. Management does not expect this statement to have

a material impact on its consolidated financial position or results of
operations.

The Accounting Standards Executive Committee of the American Institute of
Certified Public Accountants issued Statement of Position 98-1, Accounting for
the Costs of Computer Software Developed or Obtained for Internal Use (SOP
98-1) in March 1998. SOP 98-1, effective in 1999, provides specific guidance
on whether to capitalize or expense costs within its scope. Management does
not expect this SOP to have a material impact on its consolidated financial
position or results of operations.

Safe Harbor Cautionary Statement

Management occasionally makes forw.rd-looking statements such as forecasts and
projections of expected future performance or strtements of its plans and
objectives. These forward-lookin¢ statements may be conta.ned in filings with
the Securities and Exchange Commission, press releases and oral statements.
Actual results could potentially differ materially from these statements.
Therefore, no assurances can be ¢iven that the cutcomes stated in such
forward-looking statements and estimates will be achieved. Refer also to the
safe harbor cautionary statemen:s included in the Boston Edison 1997 Annual
Report on Form 10-K.

The preceding sections include certain forward-looking statements about
environmental and legal issues and year 2000.

The impacts of various environmental and legal issues could differ from
current expectations. New regulations or changes to existing regulations
could impose additional operating requirements or liabilities other than
expected. The effects of changes in specific hazardous waste site conditions
and cleanup technology could affe~t estimated cleanup liabilities. The
impacts of changes in available information and circumstances regarding legal
issues could affect the estimated litigation costs.

The timing and total costs related to the year 2000 plan could differ from
current expectations. Factors that may cause such differences include the
ability to locate and correct all relevant computer codes and the availability
of personnel trained in this area. In addition, management cannot predict the
nature or impact on operations of third party noncompliance.
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Part II - Other Information

Item 5. Other Information

Paul A. La Camera, age L5, was elected as a member of the Boston Edison
Company Board of Directors, effective July 1, 1998. La Camera has been
Presiaent and General. Manager of WCVB-TV Channei 5 since 1997. From 1994 to
1997 he was Vice President and General Manager of the station.

The following additionai information is furnished in connection with the
Registration Statement on Form S-3 of the Registrant (File No. 33-57840),
filed with the Securities and Exchange Commission on February 3, 1993.

Ratio of earnings to fixed charges and ratis of earnings to fixed charges and
preferred stock dividend requirements:

Twelve months ended September 30, 1998:

Ratio of earnings to fixed charges 3.1

Ratio of earnings to fixed charges and preferred
stock dividend requirements 2: 10

Item 6. Exhibits and Reports on Form 8-K

a) Exhibits filed herewith:

Exhibit 4 - Instruments Defining the Rights of Security Holders,
Including Indentures

Boston Edison agrees to furnish to the Securities and
Exchange Commission, upon request, a copy of any
agreements or instruments defining the rights of
holders of any long-term debt whose authorization
does not exceed 10% of Boston Edison’s total assets.

Exhibit 12 Computation of Ratio of Earnings to Fixed Charges

12.1 - Computation of ratio of earnings to fixed charges
for the twelve months ended September 30, 1998

12.2 - Computation of ratio of earnings to fixed char¢=s
and preferred stock dividend requirements for the
twelve months ended September 30, 1998

Exhibit 15

Letter Re Unaudited Interim Financial Information

15.1 - Report of Independent Accountanis

Exhibit ™7 Financial Data Schedule

27.1 - Schedule UT
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Exhibit 99 - Additional Exhibits
99.1 - Letter of Independent Accountants

Form 5-3 Registration Statement filed by Boston
Edison Company on February 3, 1993 (File No.
33-57840)

b) No Form 8-K was filed during the third gquarter of 1998.
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Signature

Pursuant to the requirements 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.

BOSTON EDISON COMPANY
(Registrant)

Date: November 16, 1998 /s/ Robert J. Weafer, Jr.

Robert J. Weafer, Jr.
Vice President-Finance,
Controller and Chief
Accounting Officer
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Boston Edison Company

Exhibit 12.1

Computation of Ratio of Earnings to Fixed Charges
Twelve Months Ended September 30, 1998

(in thousands)

Net income from continuing operations
Income taxes
Fixed charges

Tetal

Interest expense
Interest component of rentals

Total

Ratio of earnings to fixed charges

21

$148,999
71,445
104,679
2322,123

$ 95,394
9,285



Boston Edison Company
Computation of Ratic of Earnings to Fixed Charges

and Preferred Stock Dividend Requirements
Twelve Months Ended September 30, 1998

(in thousands)

Net income from continuing operations
Income taxes
Fixed charges

Total

Interest expense
Interest component of rentals

Subtotal
Preferred stock dividend requirements

Total

Ratio of earnings to fixed charges and preferred

stock dividend requirements

22

$148,999

71,445

104,679

2322.023

$ 95,394
9,208

104,679

15,622

220,301

200
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Exhibit 15.1

Report of Independent Accountants

To the Directors of
Boston Edison Company

We have reviewed the accompanying consolidated balance sheet of Boston Edison
Company (Boston Edison) as of September 30, 1998 and the related statements of
income for the three and nine-month periods ended September 30, 1998 and 1997
ard cash flows for the nine-month periods ended September 30, 1998 and 1997,
These financial statements are the responsibility of Boston Edison’s
management.

We conducted our review in accordance with standards established by the
American Institute of Certified Public Accountants. A review of interim
financial information consists principally of applying analytical procedures
to financial data and making inquiries of persons responsible for financial
and accounting matters. It is substantially less in scope than an audit
conducted in accordance with generally accepted auditing standards, the
objective of which is the expression of an opinion regarding the financial
statements taken as a whole. Accordingly, we do not express such an opinion.

Based on our review, we are not aware of any material modifications that

should be made to the accompanyi..g financial statements in order for them to
be in conformity with generally accepted accounting principles.

Boston, Massachusetts PricewaterhouseCoopers LLI'
October 22, 1998
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Exhibit 99.1

Securities and Exchange Commission
450 Fifth Street, N.W.
Washington, D.C. 20549

Re: Boston Edison Company
Registration on Form S-3

We are aware that our report dated October 22, 1998 on our review of the
interim financial information of Boston Edison Company (Boston Edison) for the
period ended September 30, 1998 and included in this Form 10-Q is incorporated
by reference in Boston Edison’s registration statement on Form S-3 (File No.
33-57840). Pursuant to Rule 436(c) under the Securities Act of 1933, this
report should not be considered a part of the registration statement prepared
or certified by us within the meaning of Sections 7 and 11 of that Act.

Boston, Massachusetts
October 22, 1998

PricewaterhouseCoopers LLP
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BOSTON EDISON COMPANY

1999 INTERNAL CASH FLOW PROJECTION
FOR PILGRIM UNIT #1 NUCLEAR POWER STATION

(DOLLARS IN THOUSANDS)
12 Months Ended
9/30/98
Net Income After Taxes $ 148,999
Less Dividends Paid (A) (102,555)
Retained Eamings 46 444
Adjustments
Depreciation and Amortization 231,185
Deferred Taxes and ITC (149,668)
AFUDC (1,215)
Total Adjustments $ _80.302
Internal Cash Fiow $ 126,746
Average Quarterly Cash Flow $ 31,687
Percentage Ownership in All Operating
Nuclear Units Pilgrim Unit #1 = 74 27%

Maximum Total Contingency Liability

(A) Excludes special dividend of $70 Million doltars
paid to BEC Energy upon divestiture of the
Company's Fossil Generation Units.

Projected Year
1999

$ 150,000
—{99.000)

§1,000

225,000
(120,000)

(1.400)
$ 103,600
$ 1545600
$ 38,650

10,000



ITEM (4) NARRATIVE STATEMENTS OF CURTAILMENT OF CAPITAL EXPENDITURES:

The Boston Edison Company would be able to curtail $10 million of capital expenditures

within any three month period of the next twelve months if it becomes necessary to pay
retrospective premiums.
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DEAR SHAREHOLDER

Dramatic and successful. Strong words, but they accurately reflect the results of 1997.

For the past two years, in my annual letter to you, | have discussed changes expected in the
industry and the company as a result of deregulation of energy supply. Now it has happened. Your
company has emerged from the uncertainty of the past in a strang position for future success. But 1997
was more, much more, than the culmination of the anticipated changes in energy markets, It marked, as
well, a significam ange in our core business of generating electricity, with the decision to sell our oil and
natural gas power plants,

Perhaps most importantly, as it relates to our future, our employees went the extra mile

throughout the vear for our customers and for vou, our sharcholders. The results speak for themselves:

*  Total sharcholder return was 51 percent as the company s share price climbed 41 percent.

*  Farnings per share increased 1o $2.71.

*  Field operations were redesigned around customer expectations, resulting in significant

‘)I’(K'U(‘ll‘-?t'\ .ll\(' SUrvice imprnwnu'ms.

o Nearly a dozen new customer services were introduced

. Legislation }’).i\\(‘(l that assures customers of CNergy savings and choice of cnergy

suppliers, while providing for full recovery of stranded costs.

*  Sale of our oil and gas-fired power plants attracted a 50 percent premium,

These results alone are impressive. However, by themselves they mask the fact that the sale
of our power plants makes us a smaller comnany. While we have exited the electric generation business,
we are in an excellent position to pursue new opportunities for gre wth. We have adopted an ambitious
vision of the future. We see a company with two million customers in the vear 2000, a three fold increase
in three years. That growth will come trom a combination of geographic expansion i electricity delivery,

and possibly gas delivery, and from our joint ventures,

*~
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COMMITMENT TO CUSTOMERS




Bl

i

A new look

for the
Boston
Edison
bl
provides
customers
with more
detailed infor
mation in an easior

to read format



Customers will
be able to
choose the
company
that
produces
power
Boston
Edison will
continue to deliver

that power.

WHAT CUSTOMERS CAN EXPECT FROM
ELECTRIC UTILITY DEREGULATION

The following is some basic informati.» Boston Edison has been providing its customers about deregulation which

started March 1, 1998

Why was March 1 imporrant?

Ihat was when the production of « lectricity was officially “deregulated " That means that
power plants will no longer be part of the regulated monopoly customers have known for decades. The
electric utility. such as Boston Edison, will still deliver the electricity. But it will act more like Federal
Express - delivering the package of power you will purchase from among an array of producers. March |

was also the date when electric utility rates - the cent-per kilowatt hour price -~ went down 10 percent

DDoes that mean the bill will go down 10%?
The price per kilowatt-hour will go down. Customers who use the same amount in March as
during an earlier month, will see a 10 percent reduction. But consumption varies due to manv factors,

including weather, which affects the total bill. It is important to look at both the rate and the usage

Will customers actually have to decide where to buy their electricity?
No, not initially. They may choose to do nothing, to just continue getting power
production and delivery - from the utility. The utility may not be producing it, but it wili buy it for

customers during the transition from monopoly to tull competition

After March 1, who will customers call if the lights go out?

1 1 1 '] 3
Customers will continue to call their local utility that delivers their electricity. That will not change

Who will be responsible for ensuring a reliable supply of electricity?
lhe electric utility - the delivery company will continue to be responsible for a reliable
transmission and distribution system. But making sure there is enough production capacity will be the

result of market forces wlmtl\ and demand. Already, in antic Ipation of pe rp]m_‘ competition, power

}mnlu« ers have announced new plants to meet anticipated de mand for lower priced power
.



STRENGTHENING THE ECONOMY AND
THE COMMUNITY -- EQUALLY IMPORTANT
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THE ARRIVAL OF COMPETITION AND
CUSTOMER CHOICE
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As a result, the ¢ mipany set an ambitious schedule in 1997 to sell its oil and natural gas power

plants. This was based on the belief that plants sold carly would be the most attractive and would command the Sithe Energies
best price, as potential buvers jockeved to gain a presence in this emerging market. We were correct tops the
‘ competi-
By spring, letters secking expressions of interest had been sent 1o 1,500 organizations -
: : tive
considered potential buyers. By summer, plant visits and meetings had begun as those interested were
bidding
being qualified.  Moving in parallel with debate over the restructuring legislation, the mpany narrowed
» with an
the list of bidders, with bids due December 3, 1997, just two weeks after the legislation was passed
offer of
We had urged lawmakers to act in 1997, arguing that it would allow our customers to benetit $657 mil-
from the intense market interest. This would lead to a higher purchase price and reduce rates charged to lion for five
our customers generating plants
When the bids were opened and the winner announced on December 10, the aggressive and a transitional pur-
. 1 | | chase power contract
strategies to push tor House and Senate votes in support of the legislation — and to sell the oil and natural
gas power plants — were validated

Sithe Energies won the bidding, paving a total of $657 million. Against a book value of $45(

1

million, Sithe's bid Prw\hi« d §536 million for the assets at five gencrating sites in ind near Boston and 81

million for a transition purchase power contract

|

Sithe cited competition and the recently passed legislation as the reasons for its interest in
Massachusetts. Indicative of how it views the new market, Sithe also announced that it would invest mor

than $1 billion at the sites to build 2,800 megawatts of new, highly efficient generating capacity whil

- -

keeping the 2,000 megawatts it purchased operating. This is testimony to our employees and to the

position Massachusetts has staked out in restructuring. It bodes well for Boston Edison since the
Massachusetts and New England ~conomies should benetit from the energy price impacts of competition
Hu \:III l\(\’n\‘.u! to 'u \"Hr}\il‘u" }'\ l!:t HI?HHL of May

Next to be addressed is the future of the Pilgrim Nuclear Power Station. In 1997, Pilgrim
\HH;PI(Y-«[ IS \}lulh storefue IH!; outage in history, The ;'f‘:r:! continued to ;‘n rform we Il as 1t l'm’-
throughout the 1990s, Under the settlement agreement which led to the sale of the oil and gas-fired
M.ml\, the company will recover transition costs associated with Pilgrim, including decommissioning costs
Hu\l-'!‘ t "I\H[! I8 re \l'il.'l 'l to deve ;v' and "I;' by j.l!mti \ ‘. 1999 with the [’\ I:\!T!'xa nt o

|

lelecommunications and Energy a plan for valuing Pilgrim. Among the options are creation of a regional

or national alliance of nuclear plants or outright sale. In anv case, the plant’s physical condition is good, the

plant is operating well and the stalt is highly motivated



NEW AFFILIATIONS... NEW DIRECTIONS
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RON's overall customer count totaled ipproximately 20,000 by the er t

attracted intense interest from communities throughout Greater Boston and around the stat pecia
regarding its cable television service. This is largely because for the first time established cable
compaiies are running into direct competition An olten-cited example is the Cit I Sor next
Boston. In that city, Time Warner chose not to impose a 10 percent rate increase last fall, simply beca
of the u‘l‘"t}"ll'imh"'ml(( N. Other cities and towns are taKking notic ind RON s SN Vidl
agreements with communities at the rate of one per montl

EnergyVision, an energy marketing joint venture with The Williams Compar f Tulsa
(’H.xl.-xum,\ilu\\\'filunlw' _‘!H\\!h.“ “W'M‘!?!th' Iv in the natural gas markct [ tr tv mark
New ll.;ll.’u!*ll‘v!f]w(-'x\l!tli'\l\t)ll.t;}\ as anticipated Uhis is expected hange, how 1s stat 1t
as \1.\\~.|‘.“L|\(I(~w!-1i ?xllc." ?l\l!L(’\J;-vf.!;“xIHHinH'g'm';"; NPanics such as St I

new 'r'\lwi U ts

A\t another company aftiliate Northwind Bostor istruction began on its tirst district coolu
‘»\\m! located at The First Church ot Christ, Saientist in Boston, The plant wall be ready
Boston's Back Bay District in June, 1998, Northwind is 75 percent owned by Boston Edison and 25 percent
owned by Unicom Thermal of Chicage

Coneco, a wholly-owned energy services company, signed signiticant contract New York
Florida and several other states during the vear. While it continued t v, the | hat

Customers have

1997 due to energy consery

already
begun
to real
ize the
bene
fits of
competi
tior in the
cable industry
through our

relationship with RCN



THE FUTURE




«1 1997, Boston
Edison
received
national
recogni

tion

from

McGraw

Hill for

Corporate Excellence

“Boston Edison is being recognized for its ground breaking corporate

strategy that was initiated well in advance of state reguiatory mandates and continues

to strengthen the company's commitment to the end user’

Commenting on Boston Edison’s
selection for McGraw Hill's

Corporate Excellence Award




FINANCIAL SECTION
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Management’s Discussion and Analysis

Electric Utility Industry Restructuring

The traditionally rate-regulated electric utility industry is rapidly
changing in response to the continuing market pressures for
lower-priced electric energy. These pressures have resulted in
regulatory and legislative proceedings at both federal and state
levels designed to foster competition in the industry. On
January 28, 1998, the Massachusetts Department of
Telecommunications and Energy (DTE), formerly the
Department of Public Utilities (DPU), approved our restructur-
ing settlement agreement that was filed in July 1997, The DTE
found that the settlement agreement substantially complied or
was consistent with key provisions of a Massachusetts law enact-
ed in November 1997 establiching a comprehensive framewnrk
for the restructuring of our industry. Major provisions of cur
settlement agreement include the ability for retail electric cus-
tomers to choose their electricity supplier (referred to as retail
access) as of March 1, 1998 (the retail access date). Customers
who choose not to participate in retail access will have the
oprion of continuing to buy power from our electric delivery
business at “Standard Offer” prices. Upon the retail access date,
customers that continue to buy electricity under the Standard
Offer will realize an average 10% savings from the rates in effect
during 1997. Under the new legislation, Standard Offer cus-
tomers will realize another 5% savings in electricity rates, after
an adjustment for inflation, by September 1, 1999. We expect
to be able to meet this additional rate reduction as a result of the
divestiture of our fossil generating assets which is discussed
below. As part of our settlement agreement, the retail delivery
rates of our retained distribution business include a non-bypass-
able transition charge designed to recover certain costs incurred
by our generation business under the traditional electric
ratemaking structure which cannot be otherwise recovered in a
competitive environment. The rates of our distribution bus.ness
will continue to be regulated by the DTE based on the cost of
providing distribution service.

In 1997 the Emerging Issues Task Force (EITF) reached con-
sensus on specific issues raised related to the application of
Statement of Financial Accounting Standards No. 71, Accounting
for the Effects of Certain Types of Regulation (SFAS 71). As part
of its consensus, the EITF determined that when deregulation
legislation is passed and regulatory actions have taken place pro-
viding sufficient detail for an enterprise to reasonably determine
how the transition plan will affect the separable portion of its
business being deregulated, the enterprise should stop applying
SFAS 71 to that portion of its business. As a result of the recent-
ly passed Massachusetts electric industry restructuring legislation
and the DTE order regarding our related sertlement agreement,
we have determined that, as of December 31, 1997, the provi-
sions of SFAS 71 no longer apply to the generation portion of
our business. The EITF further determined that book values of
assets and liabilities originating in the separable portion of the
business no longer subject to rate-regulation should be evaluated
on the basis of where the regulated cash flows to realize and settle

17

them will be derived. Net generating assets recoverable from the
proceeds of the fossil divestiture and through the non-bypassable
transition charge of our distribution business which continues to
be subject to rate-regulation, therefore, remain on our consolidat-
ed balance sheet at December 31, 1997, In addition, approxi-
mately 25% of the operations and capital costs, including a
return on investment, of Pilgrim Nuclear Power Station will con-
tinue to be collected under wholesale life of the unit contracts.
These contracts continue to be regulated by the Federal Energy
Regulatory Commission (FERC) and are not impacted by our
settlement agreement.

Divestiture of Fossil Generating Assets

Our restructuring settlement agreement includes a provision for
the divestiture of our fossil generating assets no later than six
r.onths after the retail access date. On December 10, 1997, we
entered into a purchase and sale agreement with Sithe Energies,
Inc., a privately-held company headquartered in New York, to
purchase our non-nuclear generating assets. The proceeds from
the sale of these assets will be $657 million. The net book value
of these assets at December 31, 1997 is approximately $450 mil-
lion. Included in the purchase price, Sithe Energies will pay
$121 miilion to us in connection with a six-month transitional
power sales agreement under which we will buy powei from the
generating plants. Sithe Energies will also be responsible for
obligations resulting from the recently enacted utility restructur-
ing legislation for property tax payments to communities with
non-nuclear power plants. Net proceeds from the divestiture
will be used to reduce the distribution transition charge.

Implementation of the divestiture plan is subject to certain
regulatory approvals including those of the DTE and the FERC.
We anticipate finalization of the divestiture in mid-1998.

In July 1997, we reached an agreement with our field ser-
vice union that requires the buyer of our fossil generating assets
to recognize and continue to honor the provisions of the union’s
current collective bargaining agreement through the end of its
term, May 2000. As part of a package offered to employees
affected by the fossil divestiture, all eligible fossil and designated
fossil support employees age 55 or older with at least 10 years of
service, or age 65 by July 1, 1998, were offered unreduced
retirement and transition benefits under a voluntary early retire-
ment program (VERP). Under this program, 40 people elected
to retire. Retirement dates are expected to be the first of the
month following the transfer of ownership of our fossil generat-
ing assets. Severance programs were offered to management
and field service union employees affected by the fossil divesti-
ture that did not elect or were ineligible to retire under the
VERP. These severance benefits include salary payments, edu-
cation/retraining allowances and outplacement services. It is
anticipated that 48 employees will receive severance benefits
under these programs.

The estimated costs associated with the VERP and sever-
ance programs is approximately $21 million including the
effects on the retirement, life and dental plans. Severance and
employee retraining costs related to the divestiture are recover-



able through the distribution transition charge under our settle-
ment agreement. Therefore, we have established an offsetting
regulatory asset for these obligations on our consolidated bal-
ance sheet at December 31, 1997.

Nuclear Asset Impairment

As part of the settlement agreement, we recover our net invest-
ment in Pilgrim as of December 31, 1995 (adjusted for deprecia-
tion through 1997) through the distribution transition charge.
Under the terms of the settlement agreement, we must perform
a market valuation of Pilgrim by 2002. Upon acceptance of the
valuation by the DTE, the resulting dollar amount, net of pru-
dently incurred post-1995 investments in the plant, will reduce
amounts collectible through the transition charge. If the valua-
tion is not sufficient to allow for the recovery of these invest-
ments, we will seek their recovery through the transition charge.
Due to the market pressures facing us, the ultimate recovery of
these assets is not certain. Therefore, we reduced our investment
in Pilgrim by the $13 million invested in the plant since
January 1, 1996 as an impairment loss. An after tax charge of
approximately $8 million due to this reduction was recorded to
non-operating expense on our consolidated statement of income
in the fourth quarter of 1997. A similar uncertainty does not
exist for the ultimate recovery of the fossil generating assets as
the sale proceeds agreed to in the purchase and sale agreement
with Sithe Energies exceeds the net book value of these assets.

BEC Energy

We are currently awaiting a decision from the DTE regarding
our reorganization plan to form a holding company structure. A
decision from the Securities and Exchange Commission is also
pending. Approval from the Nuclear Regulatory Commission
was received on February 11, 1998. This plan was approed by
the FERC and our shareholders in 1997, This new str e
will clearly separate our regulated and unregulated operavions. It
will provide us with greater organizat.onal flexibility allowing us
to take advantage of nonutility business opportunities in a more
timely manner. The holding company structure is a well-estab-
lished form of organization for companies conducting multiple
lines of business. In fact, all other investor-owned Massachusetts
electric utilities are currently organized in this manner. Through
our holding company, BEC Energy, we will seek ways to expand
our customer base.

Joint Ventures

We continue to conduct unregulated activities through our whol-
ly owned subsidiary, Boston Energy Technology Group (BETG).
During 1997, BETG entered into two joint venture agreements.
BETG has a joint venture agreernent with RCN Telecom
Services, Inc. (RCN). The final closing on this joint venture
occurred in June 1997, This limited liability company (LLC)
competes directly with local and long-distance telephone, video
and Internet access companies for telecommunications-related
services. BETG owns 49% of the LLC while RCN owns 51%
and maintains day-to-day management responsibility. BETG also
has an energy marketing venture with Williams Energy Services
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Company (WESCO), a subsidiary of The Williams Companies,
Inc. This LLC, EnergyVision, markets electricity, natural gas and
energy-related services to retail customers in the six New England
states and began operations in February 1997, BETG and
WESCO each own 50% of EnergyVision.

Results of Operations

1997 versus 1996

Earnings per share of common stock were $2.71 in 1997 com-
pared to $2.61 in 1996, a 3.8% increase as described below.

Operating revenues

Operating revenues increased 6.6% over 1996 as follows:
(inrthqusands)

Retail electric revenues © $87,252
Demand side management revenues 1,232
Wholesale revenues (765)
Short-term sales and other revenues 22211
Increase in operating revenues 4 $109,930

Retail base revenues, consistent with the 0.8% increase in
kilowatt-hour (kWh) sales in 1997, were relatively flat com-
pared to 1996. Increases due to warmer than normal tempera-
tures in June and July, cooler temperatures in October and
December and the stronger local economy were offset by milder
than normal winter conditions duzing the first quarter of 1997
and lower industrial sales. Industrial sales continue to be
adversely affected by the decline in manufacturing activity in
our service territory. In addition, revenues in 1996 reflect one
more day of sales due to the leap year. Total retail electric rev-
enues increased $87.3 million primarily due to the timing effect
of fuel and purchased power cost recovery. The increase in fuel
and purchased power clause revenues reflect the current recov-
ery of prior year undercollections. These higher revenues are
offset by higher fuel and purchased power expenses and, there-
fore, have no net effect on earnings. Pilgrim performance rev-
enues, which vary annually based on the operating performance
of Pilgrim Station, decreased due to a lower annual capacity fac-
tor effective November 1996 reflecting the refueling and main-
tenance outage in the first quarter of 1997,

Short-term sales revenues increased approximately $16 mil-
lion. This is due to the continued reduction in available nuclear
energy supply in New England combined with a 42% increase
in our fossil generation allowing for increased sales to the power
exchange. Revenues from short-term sales result in a corre-
sponding reduction to future fuel and purchased power billings
to retail customers and, therefore, have no net effect on earings.

Operating expenses

Fuel and purchased power expenses increased $90.2 million.
This increase reflects $57 million related to the timing effect of
fuel and purchased power cost recovery. In addition, company
fuel expense increased $50 million primarily due to the 42%
increase in fossil generation. These increases were partially offset



by a $22 million decrease in power exchange purchases. Fuel
and purchased power expenses are substantially recoverable
through fuel and pu chased power revenues.

Operations and maintenance expense decreased $2.6 mil-
lion from 1996. The decrease is the result of lower spending
due to overall cost control efforts and significantly less overhaul
activity at our fossil generating units. These decreases were par-
tially offset by an approximately $5 million incremental impact
associated with service restoration effo.ts resulting fro 1 a severe
snow storm in April 1997 that struck the greater Boswon area.

The increase in depreciation and amortization expense is due
to the net impact of tw depreciation adjustments. We recorded
an $8.7 million nonre urring charge to depreciation expense in
the third quarter of 1957 .= . flect the removal of specific
nuclear-related intangible assets from our balance sheet. In 1996
we recorded a $5.2 million adjustment to correct the accumulat-
ed depreciation balance of certain large computer equipment.

Income taxes increased as a result of higher net income off-
set by a lower effective tax rate. The effective tax rate for 1997
reflects the impact of the favorable outcome of an Internal
Revenue Service (IRS) appeal recetved in the third quarter relat-
ed to investment tax credits (ITC). This also resulted in an
increase in unamortized ITC which will be reflected as a reduc-
tion to income tax expense over the life of the related assets.
Refer to Note D to the Consolidated Financial Statements for
more information on income taxes.

Other expense

Other expense, net in 1997 reflecis the charge of approximately
$8 million, after tax, from the nuclear asset impairment which is
further discussed in Note C to the Consolidated Financial
Statements in addition o BETG equity losses. These decreases
were partially offset by approximarely $3 million, after tax, in
interest income from the IRS appeal.

Interest charges

Total interest charges on long-term debt decreased due to the
maturing of $100 million of 5.70% debentures in March 1997
and the cessation of amortization of the associated redemption
premiums. This was partially offset by the March 1997 issuance
of $100 million of 6.662% bank debt due in 1999. The
decrease also reflects the maturity of $100 million of 5 1/8%
debentures in March 1996.

Allowance for borrowed funds used during construction
(AFUDC), which represents the financing costs of construction,
decreased primarily due to a lower average construction work in
progress (CWIP) balance in 1997. The 1996 average CWIP bal-
ance included auclear fuel purchased in anticipation of Pilgrim
Station’s scheduled refueling outage in the first quarter of 1997.

Preferred stock dividends

The decrease in preferred stock dividends is the result of the
redemption of 20,000 of mandatory and 20,000 of optional
shares of 7.27% series cumulative preferred stock in May 1997
and 400,000 shares of 8.25% series in June 1997. Refer to Note
1 to the Consolidated Financial Statements.
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1996 versus 1995

Earnings per share of common stock were $2.61 in 1996 com-
pared to $2.08 in 1995. Earnings in 1995 reflect a nonrecurring
before tax charge of $34 million ($20.7 million after tax, or
$0.44 per share) associated with our corporate restructuring,

The restructuring is discussed further in Note F to the
Consolidated Financial Statements. Excluding the nonrecurring

restructuring charge, earnings per common share increased 3.6%
over 1995 as described below.

Operating revenues

Operating revenues increased 2.3% over 1995 as follows:
(in thousands)

Retail electric revenues $48,649
Demand side management revenues (20,545)
Wholesale revenues (2,072)
Short-term sales and other revenues 11,768

Increase in operating revenues $37,800

Retail electric revenues increased $48.6 million. Fuel and
purchased power clause revenues increased approximately $36
million. These higher revenues are offset by higher fue! and
purchased power expenses and, therefore, have no net effect on
carnings. Performance revenues increased $14.5 million as
Pilgrim Station operated at a higher capacity in 1996. Retail
kWh sales increased 2.8% in 1996, primarily due to the posi-
tive economic impacts on our commercial customers.

Demand side management (DSM) revenues decreased pri-
marily due to a decline in current DSM program expenditures.

The primary reason for the decrease in wholesale revenues
is due to Pilgrim contract customer revenues. These revenues
decreased despite increased kWh sales due to lower operations
ac.d maintenance expense related to Pilgrim Station. Pilgrim
contract customers are billed for their proportionate share of the
unit’s costs.

Net short-term sales and other revenues increased $11.8
million. Despite lower kWh sales, short-term sales revenues
increased approximately $6 million due to higher fuel prices.
Revenues from short-term sales result in a corresponding reduc-
tion to future fue! and purchased power billings to retail cus-
tomers and. therefore, have no net effect on earnings. This
increase also reflects an increase in revenue from non-electric
sources in 1996.

Operating expenses
Fuel and purchased power expenses increased $53.1 million.
Fuel expense increased, despite a slight decrease in company gen-
eration, due to significantly higher oil and natural gas prices.
Purchased power expense reflects a higher volume of energy pur-
chases and an overall increase in energy prices. These increases
were partially offset by the timi..g effect of fuel and purchased
power cost recovery. Fuel and purchased power expenses are sub-
stantially recoverable through fuel and purchased power revenues.
Operations and maintenance expense decreased $40.8 million
primarily due to lower labor costs resulting from our 1995 restruc-



turing and the continuing cost control efforts of each of our busi-
ness units. In addition, the amortization of deferred nuclear out-
age costs decreased $9 million. As discussed in Note B to the
Consolidated Financial Statements, in the third quarter of 1995
we made a retroactive change to the amortization period of these
deferred costs from five years to two years, consistent with the
two-year cycle between refueling outages at Pilgrim Station.

The 1995 operating expenses reflect a $34 million nonre-
curring charge related to our corporate restructuring. Refer to
Note F to the Consolidated Financial Statements for dditional
information regarding our 1995 restructuring.

Depreciation and amortization increased $32.2 million. The
increase is primarily the result of a change in the estimated remain-
ing economic lives of our Mystic 4, 5 and 6 fossil generating units
in the second quarter of 1996, retroactive to the beginning of the
year, and an increase in the depreciable plant balance. The change
in estimated economic lives of Mystic 4. 5 and 6 resulted in a $22
mullion increase in depreciation expense for the year.

The decrease in DSM programs expense reflects the decline
in current DSM program expenditures.

The increase in income taxes is due to higher net income
and a higher effective tax rate in 1996. The effective tax rate in
1996 is 38.2% versus 37.1% in 1995.

Interest charges

Interest on long-term debrt decreased due to the maturity of
$100 million 8 7/8% debentures in December 1995 and $100
million 5 1/8% debentures in March 1996. These decreases
were partially offset by the issuance of $125 million 7.80%
debentures in May 1995 which were outstanding for all of 1996.
Other interest charges increased due to an increase in interest on
short-term debt caused by the higher average short-term debr
level partially offset by a lower average short-term borrowing
rate. The short-term debr balance increased as a result of the
debenture maturities and the redemption of $4 million of pre-
ferred stock in 1996. AFUDC decreased due to lower overall
construction activity during 1996, shorter construction periods,
and lower short-term interest rates.

Electric Sales and Revenues

Electric sales

Retail kWh sales increased 0.8% in 1997, This was primarily
attributable to the commercial sector. The commercial increase
reflects the impact of a continued strong economy in the Boston
area and very warm temperatures in June and July and cooler
than normal temperatures in the fourth quarter. Hotel occupan-
¢y rates and non-manufacturing employment continued to
increase in 1997. The commercial sector represents approxi-
mately 50% of our electric operating revenues. Residential rev-
enues, which represent 27% of electric revenues, were also posi-
tively impacted by the weather. These positive impacts were off-
set by milder winter weather in the first quarter of 1997 and
declines in manufacturing employment affecting the industrial
sector. In addition, revenues in 1996 reflect one more day of
sales due to the leap year. The industrial sector represents only
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9% of our electric operating revenues. Toral kWh sales increased
3.19% as a result of the continued reduction in available nuclear
energy supply in New England. This reduction, combined with
an increase in our fossil generation allowed for increased sales to

the power exchange.
The 2.8% increase in 1996 retail kWh sales was primarily

due to the positive effect on commercial customers of the
str.ag economy in our retail service territory. Residential sales
decreased slightly primarily due to overall milder than normal
weather conditions. Industrial sales remained relatively flat.
Total kWh « s, including wholesale, increased 3.3%. The
increase in wholesale sales was primarily due to higher sales to
our Pilgrim contract customers as the plant was operating for
substantially all of 1996. In addition, sales to our municipal
customers increased due 1o a reduction in available energy

supply in New England.

Electric revenues

As discussed in the Electric Uulity Industry Restructuring sec-
tion, our delivery business will provide Standard Offer customers
service at rates designed to give an average 10% savings upon the
retail access date. As part of the recently passed restructuring
legislation in Masszchusetts, these customers are to realize an
additional 5% average savings, after an adjustment for inflation,
by September 1, 1999. We expect to meet this additional rate
reduction as a result of the proceeds received from the divestiture
of our fossil generating assets and potential securitization or refi-
nancing of our stranded costs. Under our settlement agreement,
the aggregate amount of our transition charge is reduced by the
net proceeds from fossil divestiture,

Under the settlement agreement, the annual performance
adjustment charge ceases and our cost recovery mechanism for
Pilgrim Station changes as of the retail access date. Approximately
25% of the operations and capital costs, including a return on
investment, will continue to be collected under wholesale life of
the unit contracts. The remaining output will be sold in the
competitive energy market. Through December 31, 2000, we
will share 25% of any profit or loss from the sale of Pilgrim’s
output with distribution customers through the transition
charge. In addition, we will obrain transition payments up to a
maximum of $23 million per year depending on the level of
costs incurred for property taxes, insurance, regulatory fees and
security requirements,

Beginning upon the retail access dare, the rates of our dis-
tribution business will remain unchanged through
December 31, 2000, subject to a minimum and maximum
return on average common equity (ROE). We will be required
to file with the DTE a compuration supporting the ROE of our
distribution business after each calendar year. The ROE is sub-
ject to a floor of 6% and a ceiling of 11.75%. If the ROE is
below 6%, we are authorized to add a surcharge to distribution
rates in order to achieve the 6% floor. If the ROE is above
11%, we are required to adjust distribution rates by an amount
necessary to reduce the calculated ROE between 11% and
12.5% by 50%, and a return above 12.5% by 100%. No



adjustment is made if the ROE is between 6% and 11%. The
cost of providing transmission service to distribution customers
will be recovered on a fully reconciling basis.

Liquidity

We ordinarily meet most of our cash requirements for plant
expenditures with internally generated funds. These funds are
cash flows from operating activities, adjusted to exclude changes
in working capital and the payment of dividends. Durir. 1997,
1996 and 1995 our internal generation of cash provided 211%,
177% and 102%, respectively of our plant expenditures. The
capital spending level, excluding nuclear fuel, forecasted for
1998 is $265 million which includes amounts for utility plant
and the capital requirements of our nonutility ventures. This
spending level also includes the 1998 portion of business systemn
replacements discussed below. The capital spending level over
the next five years is forecasted to be approximately $940 mil-
lion. In addition to capital expenditures, we have debt and pre-
ferred stock payment requirements of $103.6 million in 1998
and 1999, $168.6 million in 2000, $53.6 million in 2001 and
$3.6 million in 2002.

We supplement our internally generated funds as needed,
primarily through the issuance of short-term commercial paper
and bank borrowings. We have authority from the FERC to
issue up to $350 million of short-term debt. We also have a
$200 million revolving credir agreement and arrangements with
several banks to provide additional short-term credit on a com-
mitted as well as on an uncommitted and as available basis. At
December 31, 1997, we had $137 million of short-term debt
outstanding, none of which was incurred under the revolving
credit agreement. We have $220 million remaining under our
approved long-term financing plan with the DTE whih is
available through 1998. Proceeds from issuances un-  chis
plan are to be used to refinance short and long-term securities
and to fund capital expenditures. Refer to Notes 1 and ] to the
Consolidated Financial Statements for additional information
relating to our financing activines.

At December 31, 1997, BETG had $7.5 million outstand-
ing under a revolving credit agreement. The purpose of this
line is to fund its capital requirements above our $45 million
limited investment. This debt will be refinanced upon the for-
mation of BEC Energy.

We anticipate using the sale proceeds from our pending
fossil divestiture to adjust our capital structure.

Year 2000 Computer Issue

The year 2000 computer issue is the result of programs written
using two digits instead of four to define an applicable year.
Consequently, these programs will not properly recognize calen-

dar dates beginning in the year 2000. This could cause comput-

ers to shut down or yield incorrect results.

We have developed a plan to address the year 2000 issue
that includes modification of certain applications and replace-
ment of systems that are not year 2000 compliant. The cost
associated with modification of existing applications will be
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expeased as incurred. In addition, we have made a decision to
use this opportunity to upgrade some of our less efficient cen-
tralized business systems. The full replacement costs asscciated
with these systerr . will be capitalized and amortized over future
periods. The total cost of the year 2000 project is expected to be
funded through internally generated funds. We anticipate com-
pletion of the year 2000 project in the third quarter of 1999.

Other Matters

Environmental

We are subject to numerous federal, state and local standards with
respect to waste disposal, air and water quality and other environ-
mental considerations. These standards can require that we mod-
ify our existing facilities or incur increased operating costs.

We currently own or operat. approximately 30 properties
where oil or hazardous materials were previously spilled or
released. We also continue to face possible liability as a poten-
rially responsible party in the cleanup of six multi-party haz-
ardous waste sites in Massachusetts and other states where we
are alleged to have generated, transported or disposed of haz-
ardous waste at the sites. Refer to Note L.6. to the
Consolidated Financial Statements for more information regard-
ing hazardous waste issues.

The Accounting Standards Executive Committee of the
American Institute of Certified Public Accountants issued
Statement of Position 96-1, Environmental Remediation
Liabilities (SOP 96-1), effective in 1997. This statement con-
tains authoritative guidance on. specific accounting issues related
to the recognition, measurement, display and disclosure of envi-
ronmental remediation liabilities. It requires that an accrual for
environmental liabilities include estimates of the costs of com-
pensation and benefits for those employees expected to devote a
significant amoun: of time directly to that effort, SOP 96-1
had no material effect on our financial position or results of
operations during 1997.

Uncertainties continue to exist with respect to the disposal
of both spent nuclear fuel and low-level radioactive waste (LLW)
resulting from the operation of Pilgrim Station. The United
States Department of Energy (DOE) is responsible for the ulti-
mate disposal of spent nuclear fuel; however, uncertainties
regarding the DOE's schedule of acceptance of spent fuel for dis-
posal continue to exist. In 1995 we regained access to the LLW
disposal facility located in Barnwell, South Carolina. Refer to
Note E to the Consolidated Financial Statements for further dis-
cussion regarding nuclear decommissioning and waste disposal.

The 1990 Clean Air Act Amendments (CAAA) require a
significant reduction in nationwide emissions of sulfur dioxide
from fossil generating units. Other provisions of the CAAA
involve limitations on emissions of nitrogen oxides from existing
generating units. As discussed in the Divestiture of Fossil
Generating Assets section, we have signed an agreement with
Sithe Energies for the sale of our fossil generating assets. If regu-
latory approval is not obtained or is delayed, we could continue
to operate these units subject o the provisions of these amend-



ments. We currently meet the standards of the CAAA and,
depending on the outcume of certain Massachusetts Department
of Environmental Protection air quality modeling studies, our
generating units could continue to operate through at least 1999
before additional emission reductions would be required.

Public concern continues regarding electromagnetic fields
(EMF) associated with electric transmission and distribution
facilities and appliances and wiring in buildings and homes.
Such concerns have included the possibility of adverse health
effects caused by EMF as well as perceived effects on property
values. Some scientific reviews conducted to date have suggest-
ed associations between EMF and porential health effects, while
other studies have not substantiated such associations. The
National Research Council previously reported that there is no
conclusive evidence that exposure to EMF from power lines and
appliances presents a health hazard. The panel of scientists,
working with the National Academy of Sciences, report that
more than 300 studies over the last several years have produced
no proof that EMF causes leukemia or other cancers or harms
human health in other ways. We continue to support research
into the subject and are participating in the funding of indus-
try-sponsored studies. We are aw are that public concern regard-
ing EMF in some cases has resulted in litigation, in oppasition
to existing or proposed facilities in proceedings before regulators
or in requests for legislation or regulatory standards concerning
EMF levels. We have addressed issues relative to EMF in vari-
ous legal and regulatory proceedings and in discussions with
customers and other concerned pers ins; however, to date we
have not been significantly affected oy these developments. We
continue to monitor all aspects of the EMF issue.

Litigation

In October 1997, the DTE opened a proceeding to investigate
our compliance with the 1993 order which permitted the forma-
tion of BETG and authorized us to invest up to $45 million in
unregulated activities. We are unable to determine the ultimate
outcome of this proceeding or its impact on our operations.

We were named as a party in lawsuits by Subaru of New
England, Inc. and Subaru Distributors Corporation. The plain-
tiffs claimed certain automobiles stored on lots in South Boston
suffered pitting damage caused by emissions from our New
Boston Station generating unit. In 1997 we settled both law-
suits. Neither settlement had a material impact on our consoli-
dated results of operations or financial position.

Refer to Note L.8. to the Consolidated Financial Statements for
more information on other legal matters in which we are involved.

Industry restructuring legal proceedings/referendum
campaign

The DTE order approving our settlement agreement has been
appealed by certain parties to the Massachusetts Supreme
Judicial Court. In addition, along with other Massachusetts
investor owned utilities, we have been named as a defendant in a
class action suit seeking to declare certain provisions of the
Massachuserts electric industry restructuring legislation unconsti-
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tutional. We are currently unable to determine the outcome of
these proceedings or their impact on us.

Opponents of the electric industry restructuring legislation
that was enacted in November 1997 have mounted a referen-
dum campaign to repeal that law. A coalition of business,
industry and public interest groups that supported the legisla-
tion, along with the electric utility industry, is opposed to the
referendum and is prepared to mount an aggressive campaign to
defeat it. We are currently unable to predict the eventual out-
come of this referendum or its impact on us.

Safe harbor cautionary statement

We occasionally make forward-looking statements such as fore-
casts and projections of expected future performance or state-
ments of our plans and objectives. These forward-looking state-
ments may be contained in filings with the Securities and
Exchange Commission, press releases and oral statements. Actual
results could potentially differ materially from these statements.
Therefore, no assurances can be given that the outcomes stated in
such forward-looking statements and estimates will be achieved.

The preceding sections include certain forward-looking
statements about the effects of the industry restructuring
process and our related settlement agreement, the divestiture of
our fossil generating assets, operating results, year 2000 and
environmental and legal issues.

The effects of electric utility industry restructuring could
differ from our expectations. This could occur as regulatory
decisions and negotiated sertlements between utilities and inter-
venors are finalized. In addition, the development of a compet-
itive electric generation market, the impacts of actual electric
supply and demand in New England and further iegislative
action may affect the ultimate results of the industry restructur-
ing and our settlement agreement.

The divestiture plan could differ from our expectations.
This could occur if required regulatory approvals are delayed or
not obtained.

The impacts of our continued cost control procedures on
our operating results could differ from our expectations. The
effects of changes in economic conditions, tax rates, interest
rates, technology and the prices and availability of operating
supplies could materiaily affect our projected operating results.

The timing and total costs related to our year 2000 plan
could differ from cur expectations. Factors that may cause such
differences include the ability to locate and correct all relevant
computer codes and the availability of personnel trained in this
area. In addition, we cannot predict the nature or impact on
operations of third party noncompliance.

The impacts of various environmental and legal issues
could differ from our expectations. Ivew regulations oi liauges
to existing regulations could imose additional operating
requirements or liabilities ~ther than expacted. The effects of
changes in specific haz rdous waste site conditions and cleanup
technology could affec our estimated cleanup liabilities. The
impacts of changes in : vailable information and circumstances
regarding legal issues ~ould affect our estimated litigation costs.



Consolidated Statements of Income
years ended December 31,

(in thousands, except earnings per share) 1997 1996 1995
SN o TSRS AT 1A
Operating expenses: SR A TSI R R e e e
Fuel and purchased power 679,131 588,893 535,806
Operations and maintenance 414,779 417,372 458,196
Restructuring costs 0 0 34,000
Depreciation and amortization 188,687 185,494 153,339
Demand side management programs 29,790 30,825 45,125
Taxes-property and other 107,975 107,086 106,361
Income taxes 95,021 88,703 68,276
Total operating experses PR B i % DSEMEMER ¥ N SSMME Y R
Operating income i R AR R
Other income (expense), net (10.498) 698 (575)
Operating and other income . 20382 0 MAN NN
Interest charges: A RN B Pt S S
Long-term debt 92,489 94,823 106,640
Other 14,410 14,551 12,642
Allowance for borrowed funds used during construction (1,189) (2,292) (4,767)
Total interest charges U I AN TS
Net income M. s T AN
Preferred stock dividends 13,149 15,365 15,571
Earnings available for common shareholders R 1A 3 IR F WY
Weighted average common shares outstanding 48,515 48,265 46,592
Larnings per share of common stock-basic and diluted $ 2 $ 261 § 2.08

Consolidated Statements of Retained Earnings
years ended December 31,

(in thousands) 1997 1996 1995
Balance at the beginning of the year ~ § 292,191  § 257,749 § 247409
Net income 144,642 141,546 112,310
Subtotal sy 7 o . SESTIGNSS 5 PNDEES ) i
Dividends declared: AT bAE e S Tl A e (e
Preferred stock 13,149 15,365 15,57
Common stock 91,208 90,834 86,399
Subtotal : 104,357 106,199 101,970
Provision for preferred stock redemption and issuance costs (8) 3,674 905 I
Balance at the end of the year T AR . Y N e

(a) Refer to Note B.7. to the Consolidated Financial Statements.

The accompanying notes are an integral part of the consolidated financial statements.
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Consolidated Ralance Sheets

December 31,
(in thousands) SRR R RAGE. . STROE SRR A . S
— SRR g s
Utility plant in service, at original cost $ 4,457,868 $ 4,387,887
Lesy: accumulated depreciation 1,713,079 $ 2,744,789 1,550,317 § 2,837,570
Nuclear fuel Sepe 5, MESNSSSETTNREE T NGt e
Less: accumulated amortization 283,787 67,935 268,509 82,944
Construction work in progress BB G e by o A i v s e,
Net utlity plant UL RSO SRRR | ) | ST e © "
Nuclear decommissioning trust 151,634 132,076
Equity investments 35,455 28,752
Other investiments 7,107 7,630
Current assets:
Cash and cash equivalents 4,140 5,651
Accounts receivable 192,220 233,024
Accrued unbilled revenues 30,048 34,922
Fuel, materials and supplies, at average cost 60,834 57,075
Prepaids ana other 31,283 318,525 45,146 375,818
N ERIRSLERT & - 4SNPk 4 mrBS RN TPNADSH o, 58 RO S48y i3
Regulatory assets 220,403 202,026
Other 35,096 32,099
Total assets CHATERITCEEEY ¥ ¢ PR REShEEE B

Capitalization and Liabilities

Cornmon stock equity $ 1,073,454 $ 1,036,424
Cumulative preferred stock 161,093 201,419
Long-term debt 1,057,076 1,058,644
Current liabilities:
Long-term debt/preferred
stock due within one year $ 102,667 $ 102667
Notes payable 137,013 201,454
Accounts payable 87,015 134,083
Accrued interest 24,289 24,378
Dividends payable 24,748 25,343
Other 128,061 503,793 115,812 603,737
Deferred credits: DR S G e e g 3 A e
Accumulated deferred income taxes 485,738 498,718
Accumulated deferred investment tax credits 60,736 58,899
Nuclear decommissioning liability 155,182 133,388
Power contracts 71,445 88,963
Other 53,830 49,099
Commitments and contingencies
Total capitalization and liabilities SelRUR = B U R & $ 3,729,291

The accompanying notes are an integral part of the consolidated financial statements.
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Consolidated Statements of Cash Flows

(in thousands)
Operating activities:
Net income
Adjustments to reconcile net income to net
cash provided by operating activities:
Depreciation and amortization

Deferred income taxes and investment tax credits
Allowance for borrowed funds used during construction

Net changes in:

Accounts receivable and accrued unbilled revenues

Fuel, materials and supplies
Accounts payable
Other current assets and liabilities
Other, net
Net cash provided b operating activities
Investing activities:
Plant expenditures (excluding AFUDC)
Nuclear fuel expenditures
Investments in joint ventures
Other investments
Net cash used in investing activities
Financing activities:
Issuances:
Common stock
Long-term debt
Redemptions:
Preferred stock
Long-term debt
Net change in notes payable
Dividends paid
Net cash used in financing activities
Net decrease in cash and cash equivalents
Cash and cash equivalents at the beginning of the year
Cash and cash equivalents at the end of the year

Supplemental disclosures of cash flow information:
Cash paid during the year for:

Interest, net of amounts capitalized
Income taxes

years ended December 31,

_ R ARARRAAWRE . R, )
$ 144,642 $ 14154 $ 112310
223,529 228,259 202,294
(21,664) (4,057) (25,193)
(1,189) (2,292) 4,767)
45,678 (11,719 (34,626)
(5,486) 2171) 7,202
(47,068) 609 2,978
25,428 (44,514) 26,485
(4,640) 50815 26,993
T 2% wseaTs 31366
(114,110 (145,347) (180,822)
(4,089) (52,967) (13,621)
(7,859) (5,698) 0
(19830 (@8616) (19,005
T tasgen @6 @13
144 12,559 54,888
100,000 0 125,000
(44,000) (4,000) (2,000)
(101,600) (101,600) (100,600)
(64,441) 75,013 (88,345)
(104,95¢) (106010) (100,152
T Giagsy (124039 (101209
S | 2 ¢ ST - L (981)
5,651 e LR 6,822
3 40 5§ 58§ I
$ 100,795 $ 100810 % 10401
$ 99326 $ 98668 $ 96,180

The accompanying notes are an integral part of the consolidated financial statements.
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Notes to Consolidated Financial Statements

Note A. Nature of Operations

Boston Edison Company (the Company) is an investor-owned regulated public utility operating in the energy, energy services and
telecommunications business. This includes the generation, purchase, transmission, distribution and sale of electric energy and the
development and implementation of electric demand side management programs. A portion of our generation is pfoduccd by our
wholly owned nuclear generating unit, Pilgrim Nuclear Power Station. We supply electricity at retail to an area of 590 square rn'|IF:s.
including the city of Boston and 39 surrounding cities and towns. We also supply electricity ar wholesale for resale to other utilities
and municipal electric departments. Electric operating revenues were 88% retail and 12% wholesale in 1997, We also conduct unreg-
ulated activities through our wholly owned subsidiary, Boston Energy Technology Group (BETG).

Through BETG and its subsidiaries, we are engaged in certain nonutility businesses, including energy ualization and conserva-
tion, construction management and district ~ rgy. BETG has a joint vencure with RCN Telecom Services, Inc. (RCN) that provides
certain telecommunications-related services. . - limited liability company (LLC) formed from this joint venture is owned 51% by
RCN and 49% by BETG, with RCN having tuc day-to-day management responsibilicy. BETG also has a joint venture with
Williams Energy Services Company (WESCO). This joint venture markets electricity, natural gas and energy-related services to retail
customers in the six New England states. BETG and WESCO each own 50% of this LLC, EnergyVision.

We are currently awaiting a decision from the Massachusetts Department of Telecommunications and Energy (DTE), formerly
the Department of Public Utilities, regarding our plan to form a holding company structure. This structure will clearly separate our
regulated and unregulated lines of business. Through our holding company, BEC Energy, we will seck ways to expand our customer
base. After the corporate reorganization, Boston Edison will be a wholly owned subsidiary of BEC Energy. BETG will cease being a
subsidiary of Boston Edison and become a wholly owned subsidiary of BEC Energy. The common sharcholders of Boston Edison
will become shareholders of BEC Energy. The existing debt and preferred stock of Boston Edison will remain obligations of the regu-
lated utility business.

Refer also to Note C to these Consolidated Financial Statements for changes in the nature of our operations as a result of the
electric utility industry restructuring and our related settlement agreement.

Note B. Significant Accounting Policies

1. Basis of Consolidation and Accounting

The consolidaced financial statements include the activities of our wholly owned subsidiaries, Harbor Electric Energy Company
(HEEC) and BETG. All significant intercompany transactions have been eliminated. Certain reclassifications have been made to the
prior year data to conform with the current presentation.

We follow accounting policies prescribed by the Federal Energy Regulatory Commission (FERC) and the DTE. We are also sub-
ject to the accounting and reporting requirements of the Securities and Exchange Commission. The consolidated financial statements
conform with generally accepted accounting principles (GAAP). As a rate-regulated company we have been subject to Statement of
Financial Accounting Standards No. 71, Accounting for the Effects of Certain Types of Regulation (SFAS 71), under GAAP. The
application of SFAS 71 results in differences in the timing of recognition of certain expenses from that of other businesses and indus
tries. As a result of the recently passed Massact usetis electric industry restructuring legislation and the DTE order regarding our
related sertlement agreement, as of December 31, 1997, we are no longer applying the provisions of SFAS 71 to our generation busi-
ness. Our distribution business remains subject to rate-regulation and continues to meet the criteria for application of SFAS 71.

Refer to Note C to these Consolidated Financial Statements for more information on the accounting implications of the electric urili
ty industry restructuring.

The preparation of financial statements in conformity with GAAP requires us to make estimates and assumptions that affect the
reported amounts of assets and liabilities and disclosures of contingent assets and liabilities at the date of the financial statements and
the reported amounts of revenues and expenses during the reporting period. Actual results could differ fiom these estimates.

2. Revenues

We record estimates of retail base revenues for el=ctricity used by our customers but not yet billed at the end of each accounting period
3. Forecasted Fuel and Purchased Power Rates
The rate charged to retail customers for fuel and purchased power allows for fuel and purchased power costs which are not included in

our base rates to be billed to customers using a forecasted rate. The difference between actual costs and the amounts billed to cus-

tomers is recorded as an adjustment to fuel and purchased power expenses and is included in accounts receivable on the consolidated
balance sheet until subsequent rates are adjusted.
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4. Utility Plant

Utility plant is stated at original cost of construction. The costs of replacements of property units are capitalized. Maintenance and

repairs and replacements of minor items are expensed as incurred. The original cost of property retired, net of salvage value, and the
related costs of removal are charged to accumulated depreciation.

5. Depreciation and Nuclear Fuel Amortization

Depreciation of our utility plant is computed on a straight-line basis using composite rates based on the estimated useful lives of the
various classes of property. Excluding the effect of the adjustment discussed below, the overall composite depreciation rates were
3.30%, 3.33% and 3.28% in 1997, 1996 and 1995, respectively.

Upon the completion of a review of our electric generating units, we determined that our oldest and least efficient fossil units
(Mystic 4, 5 and 6) were unlikely to provide competitively-priced power beyond the year 2000. Therefore we revised the estimated
remaining economic lives of these units to five years in 1996.

The cost of decommissioning Pilgrim Station is excluded from our depreciation rates. Refer to Note E to these Consolidated
Financial Statements for a discussion of nuclear decommissioning. The cost of nuclear fuel is amortized based on the amount of
energy Pilgrim Station produces. Nuclear fuel expense also includes an amount for the estimated costs of ulumately dispoing of
spent nuclear fuel and for assessments for the decontamination and decommissioning of United States Department of Energy nuclear
enrichment facilities, These costs are recovered from our customers through fuel rates.

6. Deferred Nuclear Outage Costs

We defer the incremental costs associated with nuclear refueling outages when incurred and amortize them over Pilgrim Station’s oper-
ating cycle. In 1995 we changed the amortization period from five years to two years. The two-year amortization period is consistent
with the two-year cycle between nuclear refueling outages at Pilgrim Station.

7. Costs Associated with Issuance and Redemption of Debt and Preferred Stock

Consistent with our recovery in electric rates, we defer discounts, redemption premiums and related costs associated with the redemp-
tion and issuance of long-term debt and preferred stock. The costs related to long-term debr are recognized as an addition to interest
expense over the life of the original or replacement debt. Beginning in 1996, consistent with an accounting order received from the
FERC, we reflect costs related to preferred stock redemptions and issuances as a direct reduction to retained earnings upon redemption
or over the average life of the replacement preferred stock series as applicable.

8. Allowance for dorrowed Funds Used During Construction (AFUDC)

AFUDC represents the estimated costs to finance utility plant construction. In accordance with regulatory accounting, AFUDC is
included as a cost of urility plant and a reduction of current interest charges. Although AFUDC is not a current source of cash
income, the costs are recovered from customers over the service life of the related plant in the form of increased revenues collected as a
result of higher depreciation expense. Our AFUDC rates in 1997, 1996 and 1995 were 6.04%, 5.87% and 6.35%, respectively, and
represented only the cost of short-term debt.

9. Cash and Cash Equivalents

Cash and cash equivalents are comprised of highly liquid securities with maturities of 90 days or less when purchased. Outstanding
checks are included in cash and accounts payable until they are presented for payment.

10. Allowance for Doubtful Accounts

Our accounts receivable are substantially recoverable. This recovery occurs both from customer payments and from the portion of cus-
tomer charges that provides for the recovery of bad debt expense. Accordingly, we do not maintain a significant allowance for doubtful
accounts balance.

11. Regulatory Assets

Regulatory assets represent costs incurred which are expected to be collected from customers through future charges in accordance with
agreements with our regulators. These costs are expensed when the corresponding revenues are received in order to appropriately
match revenues and expenses. The majority of these costs is currently being recovered from customers over varying time periods. Refer
to Note C to these Consolidared Financial Statements for information regarding the recovery of regulatery assets related to our genera
tion business.
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Regulatory assets consisted of the following:

December 31,

1997 1996
e e e L S T $ 21,248 $ 0
Power contracts 71,445 88,963
Income taxes, net 51,096 47,483
Redemption premiums 27,019 31,052
Postretirement benefits costs 22,441 15,009
Derontamination and decommissioning 12,282 13,190
Nuclear outage costs 10,160 3,432
Other 4,712 2,897

o e L SR

12. Earnings Per Share of Common Stock

Basic earnings per share (EPS) of common stock is calculated by dividing net income, after the payment of preferred stock dividends,
by the weighted average common shares outstanding during the year. Statement of Financial Accounting Standards No. 128, Earnings
per Share, requires the disclosure of diluted EPS effective for periods ending after December 15, 1997. Diluted EPS is similar to the
computation of basic EPS except that the weighted average common shares is increased to include the number of dilutive potential
common shares. Diluted EPS, which includes the effect of deferred (nonvested) shares and stock options granted under the Stock
Incentive Plan in the calculation of weigited average common shares, is the same as basic EPS displayed on the consolidated statement

of income.

Note C. Electric Utility Industry Restructuring

1. Accounting Implications
Under the traditional revenue requirements model, our electric rates have been based on the cost of providing electric service. As such,
we have been subject to certain accounting standards that are not applicable to other businesses and industries in general. The applica-
tion of SFAS 71 requires us to defer the recognition of certain costs when incurred if future rate recovery of these costs is expected.
Based on a consensus reached by the Emerging Issues Task Force (EITF) regarding specific issues raised related to the application of SFAS
71, we have determined that, as of December 31, 1997, the provisions of SFAS 71 no longer apply to the generation portion of our busi-
ness. In its consensus, the EITF determined that when deregulation legislation 1s passed and regulatory actions have taken place provid-
ing sufficient detail for an enterprise to reasonably determine how the transition plan will affect the separable portion of its business
being deregulated, the enterprise should stop applying SFAS 71 to that portion of its business. On January 28, 1998, the DTE approved
our restructuring settlement agreement that was filed in July 1997. The DTE found that the settlement agreement substantially com-
plied or was consistent with key provisions of a Massachusetts law enacted in November 1997 establishing a comprehensive framework
for the restructuring of our industry. The EITF further determined that book values of assets and liabilities originating in the separable
portion of the business no lenger subject to rate-regulation should be evaluated on the basis of where the regulated cash flows to realize
and settle them will be derived. Net utility plant and other related assets on our consolidated balance sheet as of December 31, 1997
include approximarely $700 million related to nuclear generation and approximately $450 million related to fossil generation. As part of
our settlement agreement, approximately 75% of these nuclear assets are fully recoverable through the non-bypassable transition charge
of our distribution business which continues to be subject to rate-regulation. The remaining 25% will be collected under Pilgrim’s
wholesale life of the unit contracts. These contracts continue to be regulated by the FERC and are not impacted by our settlement agree-
ment. These fossil assets will be recovered from the proceeds from their sale as discussed in part 2 below.

The implementation of our approved settlement agreement has certain accounting implications. The highlights of these include:

Depreciation
The composite depreciation rate for distribution utility plant increases from 2.38% to 2.98% as of March 1, 1998 (the retail access date).

Generation related plant and regulatory assets

Plant and regulatory assets related to our generation business, except for those related to Pilgrim’s wholesale life of the unit contracts,
will be recovered through the transition charge. This recovery, which includes a return, will occur over a twelve-year period.
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Storm fund

Under the settlement agreement, we are authorized to establish a storm contingency fund to use for the incremental costs of any major
storm (in excess of $1 million). The settlement required that we initially establish the fund with $8 million of proceeds received from
the sale of Clean Air Act emission allowances. As costs are charged against the fund, the balance will be restored to the original level
from distribution charges up to a maximum of $3 million per year.

Fuel and purchased power charge

The fuel and purchased power charge ceases as of the retail access date. Net remaining over or under collection of fuel and purchased
power costs will be reflected in future customer billings.

Standard offer charge

Customers will have the option of continuing to buy power from our electric delivery business at “Standard Offer” prices as of the
retail access date. The Standard Offer charge begins at 2.8 cents at retail access and increases to 5.1 cents by 2004. The cost of provid-
ing Standard Offer service, which includes fuel and purchased power costs, will be recovered from Standard Offer customers on a fully
reconciling basis.

Distribution and transmission charges

Distribution rates will be subject to a minimum and maximum return on averagn common equity (ROE) through December 31, 2000.
The ROE is subject to a floor of 6% and a ceiling of 11.75%. If the ROE is below 6%, we are authorized - add a surcharge 1o distri-
bution rates in order to achieve the 6% floor. If the ROE is above 11%, we are required to adjust distribution rates by an amount nec-
essary to reduce the calculated ROE between 11% and 12.5% by 50%, and a return above 12.5% by 100%. No adjustment is made if
the ROE is between 6% and 11%. In addition, distribution rates will be adjusted for any changes in tax laws or accounting principles
that result in a change in our costs of more than $1 million. The cost of providing transmission service to distribution customers will
be recovered on a fully reconciling basis.

Nuclear generation

Under the sertlement agreement, the annual performance adjustment charge ceases and our cost recovery mechanism for Pilgrim Station
changes as of the retail access date. Approximately 25% of the operations and capital costs, including a return on investment, will continue
to be collected under wholesale life of the unit contracts. The remaining output will be sold in the competitive energy market. Through
December 31, 2000, we will share 25% of any profit or loss from the sale of Pilgrim's output with distribution customers through the transi-
tion charge. In addition, we will obtain transition payments up to a maximum of $23 million per year depending on the level of costs
incurred for property taxes, insurance, regulatory fees and security requirements.

Nuclear decommissioning

Appre ately 25% of Pilgrim’s decommissioning costs will continue to be collected under wholesale life of the unit contracts. The
remaininy, portion will be recovered through the transition charge. Amounts collected for decommissioning will be adjusted as decom-
missioning cost studies are updated. Refer to Note E to these Consolidated Financial Statements for more information on nuclear
decommissioning costs.

2. Divestiture of Fossil Generating Assets

Included in our settlement agreement is a provision for the divestiture of our fossil generating assets. On December 10, 1997, we
emered into a purchase and sale agreement with Sithe Energies, Inc., a privately-held company headquartered in New York, to purchase
our non-nuclear generating assets. The proceeds from the sale of these assets will be $657 million. The net book value of these assets
at December 31, 1997 is approximately $450 million. Included in the purchase price, Sithe Energies will pay $121 million to us in
connection with a six-month transitional power sales agreement under which we will continue to buy power from the generating
plants. Sithe Energies will also be responsible for obligations resulting from the recently enacted utility restructuring legislation for
property tax payments to communities with non-nuclear power plants.

In July 1997, we reached an agreement with our field service union that requires the buyer of our fossil generating assets to rec-
ognize and continue to honor the provisions of the union’s current collective bargaining agreement through the end of its term, May
2000. As part of a package offered to employees affected by the fossil divestiture, all eligible fossil and designated fossil support
employces age 55 or older with at least 10 years of service, or age 65 by July 1, 1998, were offered unreduced rerirement and transi-
tion benefits under a voluntary early retirement program (VERP). Under this program, 40 people elected to retire. Retirement dates
are expected to be the {irst of the month following the transfer of ownership of our fossil generating assets. Severance programs were
offered to management and field service union employees affected by the fossil divestiture that did not elect or were ineligible to retire
under the VERP. These severance benefits include salary payments, education/retraining allowances and outplacement services. It is
anticipated that 48 emplcyees will receive severance benefits under these programs.
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The estimated costs associated with the VERP and severance programs is approximately $21 million including the effects on the
retirement, life and dental plans. Severance and employee retraining costs related to the divestiture are recoverable through the distri-
bution transition charge under our settlement agreement. Therefore, we have established an offsetting regulatory asset for these oblig-

ations on our consolidated balance sheet at December 31, 1997.

3. Nuclear Asset Impairment

As part of W settlement agreement, we recover our net investment in Pilgrim Station as of December 31, 1995 (adjusted for deprecia-
tion through 1997) hrough the distribution transition charge. Under the terms of the settlement agreement, we must perform a mar-
ket valuation of Pilgrim by 2002. Upon acceptance of the valuation by the DTE, the resulting dollar amount, net of prudently
incurred post-1995 investmenrs in the plant, will reduce amounts collectible through the transition charge. If the valuation is not suffi-
cient to allow for the recovery of these investments, we will seek their recovery through the transition charge. Due to the market pres-
sures facing us, the ultimate recovery of these assets is not certain. Therefore, we reduced our investment in Pilgrim by the $13 million
invested in the plant since January 1, 1996 as an impairment loss under Statement of Financial Accounting Standards No. 121,
Accounting for the Impairment of Long-Lived Assets and for Long-Lived Assets to Be Disposed Of (SFAS 121). An after tax charge of
approximately $8 million due to this reduction was recorded to non-operating expense on our consolidated statement of income in the
fourth quarter of 1997. A similar uncertainty does not exist for the ultimate recovery of the fossil generating assets as the sale proc -
agreed to in the purchase and sale agreement wit's Sithe Energies exceeds the net book value of these assets.

Note D. Income Taxes

Income taxes are accounted for in accordance with Statement of Financial Accounting Standards No. 109, Accounting for Income
Taxes (SFAS 109). SFAS 109 requires the recognition of deferred tax assets and liabilities for the future tax effects of temporary differ-
ences between the carrying amounts and the tax basis of assets and liabilities. In accordance with SFAS 109 we recorded net regulatory
assets of $51.1 million and $47.5 million and corresponding net increases in accumulated deferred income taxes as of December 31,
1997, and December 31, 1996, respectively. The regulatory assets represent the additional future revenues to be collected from cus-
tomers for deferred income taxes.

Accumulated deferred income taxes consisted of the following:

December 31,
(in thousands) 1997 1996

Deferred tax liabilities: P e T )
Plant-related $ 535,460 $ 532,390
Other A 79,930 95,642
615,390 628,032

Deferred tax assets:

Plant-related 11,926 8,406
Investment tax credits 33,125 38,005
Other AR, | 82,903
Y b 129652 129,314
Net accumulated deferred income taxes $ 485,738 $ 498,718

No valuation allowances for deferred tax assets are deemed necessary.

Previously deferred investment tax credits are amortized over the estimated lives of the property giving rise to the credits.



Components of income tax expense were as follows:
years ended December 31,

(in thousands) 1997 1996 1995
Current income tax expense $ 116,685 $ 92,760 $ 93,469
Deferred income tax expense (14,104) 14 (21,115)
Investment tax credit amortization (7,560) (4,071) (4,078)
income taxes charged to operations a; 95,021 88,703 ' 68,276
Taxes on other income: oghi s : 5 L ' : '
Current (12,566) (721) (1,729
Total income tax expense $ 82455 $ 87,982  § 66547

The effective income tax rates reflected in the consolidated financial statements and the reasons for their differences from the
statutory federal income tax rate were as follows:

o O S v 1997 1996 1995
Statutory tax rate % e ey WIRLARIODG U eSSl T G ORI
State income tax, net of federal income tax benefit 45 43 43
Investment tax credit amortization (3.3 (1.8 (2.3)
Other 0.1 0.7 0.1
Effective tax rate PR v : YR

The 1997 effective tax rate declined by 0.8% as a result of the favorable outcome of an Internal Revenue Service appeal related to
investment tax credits.

Note E. Nuclear Decommissioning and Nuclear Waste Disposal

1. Nuclear Decommissioning

When Pilgrim Station’s operating license expires in 2012 we will be required to decommission the plant. Decommissioning means to
remove nuclear facilities from service safely and reduce residual radioactivity to a level that permits termination of the Nuclear
Regulatory Commission (NRC) license and release of the property for unrestricted use. We record an estimate of decommissioning
costs in depreciation expense on the consolidated statements of ince. 1e over Pilgrim’s expected service life. Decommissioning expense is
approximately $14 million per year. The estimate used to determine our annual expense is based on a 1991 study that documents a cost
of approximately $328 million to decommission the plant using the “green field” method, which provides for the plant site to be com-
pletely restored to its original state. The cost estimate was incorporated in our 1992 retail settlement agreement. We receive recovery of
the annual expense through charges to our retail customers and from other utility companies and municipalities which purchase a con-
tracted aniount of Pilgrim’s electric generation. The funds we collect from decommussioning charges are deposited in an external trust
and are restricted to use for decommissioning and related expenses. The net earnings on the trust fuads, which are also restricted,
increase the nuclear decommissioning trust balance, thus reducing the amount to be collected from customers.

The 1991 decommissioning study was partially updated for internal planning purposes in order to evaluate the potential impact of
long-term spent fuel storage oprions resulting from delays in the United States Department of Energy (DOE) spent fuel removal pro-
gram. Refer to part 2 for a discussion of spent fuel removal. The partial update indicated an estimated decommissioning cost of $400
million in 1991 dollars based upon a revised spent fuel removal schedule and utilization of dry spent fuel storage technology. We are
in the process of updating this study. No final cost estimate is currently available; however, we continue to monitor DOE spent fuel
removal schedules and developments in spent fuel storage technology along with their impact on the decommissioning estimate.

Certain financial reporting considerations related to nuclear decommissioning costs have not been fully resolved. In 1996 the
Financial Accounting Standards Board (FASB) issued proposed new rules for accounting for liabilities related to closure and removal of
long-lived assets, which include decommissioning of nuclear generating facilities. If these proposed rules are adopted we would be
required to retroactively recognize the entire estimated liability for decommissioning costs on the balance sheet, offset by an addition
to utility plant. The plant addition would be depreciated over Pilgrim’s remaining expected service life. The liability would be mea-
sured based on the present value of estimated future cash flows. The cumulative effect of adoption of these proposed rules could result
in th2 recognition of a regulatory asset to be recovered from customers to the extent that the present value difference in the liability
between when the liability was incurred and when the rules are adopted exceeds the depreciation expense previously recognized for
decommissioning. In addition, trust fund earnings would be reported on the income statement. The FASB recently resumed its delib-
erations on this project. No date has been set for the issuance of either a final statement or revised proposed rules.
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2. Spent Nuclear Fuel

The spent fuel storage facility at Pilgrim Station is expected to provide storage capacity through approximately 2003. We have a license
amendment from the NRC to modify the facility to provide sufficient room for spent nuclear fuel generated through the end of
Pilgrim'’s operating license in 2012; however, any further modifications are subject to review by the DTE. We are actively exploring the
feasibility of other spent fuel storage facilities and technologies.

Delays in identifying a permanent storage site have continually postponed plans for the DOE’ long-term storage and disposal
site for spent nuclear fuel. The DOE's current estimate for an available site is 2010. In November 1997, the U.S. Court of Appeals
for the District of Columbia Circuit ruled that the lack of an interim storage facility does not excuse the DOE from meeting its con-
tract obligation to begin accepting spent nuclear fuel no later than January 31, 1998. This decision was in response to petitions filed
by us and other interested parties seeking declaratory rulings concerning enforcement and remedies for the DOE's failure to accept
spent fuel in a timely manner. The court directed the plaintiffs to pursue relief under terms of their contracts with the DOE. Based
on this ruling, the DOE may have to pay contract damages if it does not take the spent nuclear fuel as scheduled. Under the Nuclear
Wiaste Policy Act of 1982, it is the ultimate responsibility of the DOE to permanently dispose of spent nuclear fuel. We currently pay
a fee of $1.00 per net megawarthour sold from Pilgrim Station generation under a nuclear fuel disposal contract with the DOE. The
fee is collected from customers through fuel charges. We cannot predict at this time whether or on what schedule the DOE will
eventually construct a spent fuel repository or what the effect will be of any delays in such construction.

The DOE recently denied our petition to suspend payments made to the Nuclear Waste Fund based on its interpretarion of the
U.S. Court of Appeal’s decision made in November 1997. The DOE has, however, made an offer to consider amendments to exist-
ing contracts to address the hardships the anucipated delay in accepting spent fuel may cause individual contract holders. We contin-
ue to monitor this situation and consult with legal counsel as to our next course of action.

3. Low-Level Radioactive Waste

We regained access to low-level radioactive waste (LLW) disposal facilities located in Barnwell, South Carolina, in 1995. This site is
currently the only disposal facility available to us. Legislation has been enacted in Massachusetts establishing a regulatory process for
managing LLW, including the possible siting, licensing and construction of a disposal facility within the state, or, alternatively, an agree-
ment with one or more other states. Pending the construction of a disposal facility within the state or the adoption by the state of
some other LI\ management procedure, we will continue to monitor the situation and investigate other available options.

Note F. 1995 Corporate Pestructuring

In 1995 we streamlined the corporate organization and reorganized the company into separate business units in order to strengthen our
competitiveness in the changing electric energy market. In conjunction with this reorganization we offered enhanced retirement pro-
grams and implemented a special severance program to reduce employee staffing levels. Under the enhanced retirement programs 330
employees elected to retire, and 149 employees whose positions were eliminated became eligible for benefits under the special severance
program. These programs resulted in a $34 million pre-tax charge ($20.7 million after tax) over the third and fourth quarters of 1995.
The charge consisted of $24 million for the retirement programs and $10 million for the severance program.

Note G. Pensions and Other Postretirement Benefits

1. Pensions

We have a defined benefit fun led retirement plan with certain contributory features that covers substantially all employees. Benefits
are based upon an employee’s years of service and highest eligible average compensation during the last ten years of credited employ-
ment. Our funding policy is to contribute an amount each year that is not less than the minimum required contribution under federal
law or greater than the maximum tax deductible amount. The retirement plan assets consist of equities, bonds, money market funds,
insurance contracts and real estate funds.

We also have an unfunded supplemental retirement plan for certain management employees. Benefits under this plan are based
upon an employee’s years of service and highest eligible average compensation during years of credited employment.
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We used the following assumptions for calculating the plans’ year-end funded status:

1997 19%
Discount rate g R e S 7.25% 7.75%
4.25% 3.90%

Compensation increase rate

We also provide defined contribution 401(k) plans for substantially all of our employees. We match a portion of employ + vol-
untary contributions to the plans. We made matching contributions of $8 million in 1997 and 1996 and $9 million in 19% .

2. Other Postretirement Benefits

In addition to pension benefits, we also provide health care and other benefits to our retired employees who meet certain age and years of
service eligibility requirements. These postretirement bencfits other than pensions (PBOPs) are accounted for in accordance with
Statement of Financial Accounting Standards No. 106, Employers’ Accounting for Postretirement Benefits Other Than Pensions (SFAS
106). Our 1992 retail rate settlement agreement provided us with a phase-in to full expense of the PBOP costs incurred under SFAS
106. This settlement agreement allowed us to defer any costs in excess of the specified phase-in amounts to the extent that we funded an
external trust. Our funding policy is to generally contribute 100% of PBOP costs to external trusts. Therefore, we recognized $23 mil-
lion of PBOP costs in 1995 in accordance with the 1992 settlement agreement. Beginning in 1996 we recognized the full PBOP costs
incurred under SFAS 106. The net deferred PBOP costs of $15 million resulting from the delayed phase-in are included in regulatory
assets as these costs will be recovered from customers in future periods.

Nt postretirement benefits cost consisted of the following components:
years ended December 31,

(in thousands) 1997 1996 1995
Current service cost - benefits earned RS A T ET | RO Sl 7 $ 3,408
Interest cost on accumulated benefit obiigation 17,006 16,815 13,521
Actual return on plan assets (18,852) (9,584) (7,151)
Amortization of transition obligation 9,151 9,151 9,151
Net other amortization and deferral 12,417 5,209 3,017

Net postretirement benefits cost RS W T R R Y e Y

We used the following assumptions for calculating postretirement benefits cost:

% it gl G ST 1997 1996 1995

Discount rate ST aRRsR R ;| ESECSEARL i . NS ¢
Expected long-term rate of return on assets 9.00% 9.00% 9.00%
Health care cost trend rate 6.00% 7.00% 7.00%

The health care cost trend rate is assumed to decrease by 1% in 1998 and to remain at 5% in years thereafter. Changes in the
health care cost trend rate will affect our cost and obligation amounts. A 1% increase in the assumed health care cost trend rate would
increase the total service and interest cost components by 7.4% and would increase the accumulated benefit obligation at December
31, 1997 by 6.6%.



The PBOP program’s funded status was as foliows:

December 31,
in thousands) 1997 1996
Trust assets at fair value - $ 103,989 $ 72,702
Accumulated obligation for service rendered to date from:

Retirees $ (166,035) $ (156,694)

Active emp'oyees eligible to retire (16,484) (12,644)

Active employees not eligible to retire (55,097) (237,616) (61,567) (230,905)
Accumulated benefit obligation in excess of trust assets : 1153427 DR T W
Unrecognized prior service cost (14,128) (16,274)
Unrecognized net loss 12,916 26,663
Unrecognized transition obligation 127,107 146,413

Net postretirement benefits liability (a) : b=t iegun 8 N Boidey 8 DADY

(a) The postretirement benefits liability at December 31, 1997 reflects an $8 million additional PBOP obligation related to the fossil
workforce reduction as discussed in Note C to these Consolidated Financial Statements.

The weighted average discount rates used to measure the program’s year-end funded status were 7.25% in 1997 and 7.75% in
1996. The trust assets consist of equities, bonds and money market funds.

Note H. Stock-Based Compensation

In 1997, we initiated a Stock Incentive Plan (the Plan) which was adopted by the Board of Directors and approved by our stockholders.
The Plan permits a variety of stock and stock-based awards, including stock options and deferred (nonvested) stock to be granted to cer-
tain key employees. The Plan limits the terms of awards to ten years. Subject to adjustment for stock-splits and similar events, the
aggregate number of shares of common stock that may be delivered under the Plan is 2,000,000, including shares issued in lieu of or
upon reinvestment of dividends arising from awards. During 1997, we granted 73,820 shares of deferred stock and 298,400 ten-year
non-qualified stock options under the Plan. The weighted average grant date fair value of the deferred stock is $27.26. The options
were granted ar the full market price of the stock on the date of the grant. Both awards vest ratably over a three-year period.

We recognize compensation cost for our stock-based awards under the provisions of APB Opinion 25, which requires compensation
cost to be measured by the quoted stock market price at the measurement date less the amount, if any, an employee 15 required to pay.
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The required fair value method disclosu-es related to our stock-based compensation are as follows:

(in thousands, except per share amounts) 1997
Net income
Actual $ 144,642
Pro forma $ 144,572
Earnings per share
Actual $ 2.1
Pro forma 5 an
Stock option activity of the Plan was as follows:

Options outstanding at January 1, 1997 0
Options granted 298,400
Options forfeited : 8 : (25,400)

Options outstanding at December 31, 1997 273,000

Summarized information regarding stock options outstanding at December 31, 1997:
Weighted
Range of Average Remaining Weighted Average
~ Exercise Prices Contractual Life (Years) Exercise Price
$25.75-$26.00 9.44 $25.84

No stock options were exercisable at December 31, 1997,

The stock options were granted with a weighted average grant date fair value of $2.22. The fair value was estimated using the
Black-Scholes option pricing model with the following weighted average assumptions:

Expected life (years) 40

Risk-free interest rate 6.44%
Volatility 16%
Dividends 7.28%

Compensation cost recognized in income for our stock-based compensation awards in 1997 was $275,000.
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Note i. Capital Stock

December 31,
(dollars in thousands, except per share amounts) 1997 1996
Common stock equity:
Common stock, par value $1 per share, 100,000,000
shares authorized; 48,514,973 and 48,509,537 shares
issued and outstanding: $ 48515 §$ 48,510
Premium on common stock 696,137 695,723
Retained earnings 328,802 292,191
Total common stock equity $ 1,073,454 $ 1,036,424
Dividends declared per share of common stock were $1.88 in 1997 and 1996 and $1.835 in 1995.
Cumulative preferred stock:
Par value $100 per share, 2,890,000 shares authorized; issued and outstanding:
Nonmandatory redeemable series:
Current Shares Redemption
Series Outstanding Price/Share
o h SISt T ) ~ $103.625 $ 18000 § 18,000
4.78% 250,000 $102.800 25,000 25,000
7.75% 400,000 - 40,000 40,000
8.25% - - 0 40,000
- 83,000 123,000
Less: redemption and issuance costs 0 (3,04¢)
~ Total nonmandatory redeemable series $ 83000 $ 119,954
Mandatory redeemable series:
Current Shares Redemption
Series Outstanding Price/Share
e . 5 - 360,000 $102.420 $ 36000 § 40,000
8.00% 500,000 50,000 50,000
86,000 90,000
Less: redemption and issuance costs (5,907) (6,535)
due within one year (2,000 (2,000)
~ Total mandatory redeemable series $§ 78093 § 81465
1. Common Stock
Common stock issuances in 1995 through 1997 were as follows:
Number Total  Premium on
(in thousands) of Shares Par Value Common Stock
Balance at December 31, 1994 45,535 $§ 45535 § 622,803
Dividend reinvestment plan 468 468 11,404
New issuances 2,000 2,000 49,479
Balance at December 31, 1995 48,003 48,003 683,686
Dividend reinvestment plan 507 507 12,037
Balance at December 31, 1996 48,510 48,510 695,723
Dividend reinvestment plan $ 5 44
Balance at December 31, 1997 48,515 § 48515 § 696,137
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2. Cumulative Mandatory Redeemable Preferred Stock

The 360,000 shares of 7.27% sinking fund series cumulative preferred stock are currently redeemable at our option at $102.420. The
redemption price declines annually each May to par value in May 2002. The stock is subject to a mandatory sinking fund requirement
of 20,000 shares each May at par plus accrued dividends. We also have the noncumulative option each May to redeem additional
shares, not to exceed 20,000, through the sinking fund at $100 per share plus accrued dividends. We redeemed, at par value, 40,000

shares in 1997 and 1996 and 20,000 shares in 1995.

We are not able to redeem any part of the 500,000 shares of 8% series cumulative preferred stock prior to December 2001. The
entire series is subject to mandatory redemption in December 2001 & $100 per share plus accrued dividends.

Note J. Indebtedness

(in thousands)
e

Debentures:
5.700%, due March 1997

5.950%, due March 1998
6.800%, due February 2000
6.050%, due August 2000
6.800%, due March 2003
7.800%, due May 2010
9.875%, due June 2020
9.375%, due August 2021

8.250%, due September 2022

7.800%, due March 2023
Total debentures
Less: due within one year
Net long-term debentures

Sewage facility revenue bonds
Less: due within one year
Less: funds held by trustee

Net long-term sewage facility revenue bonds

Massachusetts Industrial Finance Aoenicy bonds:

5.750%, due February 2014

6.662% bank loan, due 1999
Total long-term debt

Short-term debt:
Notes payable:
Bank loans
Commercial paper
Total notes payable

December 31,
1997 1996
$ 0 $ 100,000
100,000 100,000
65,000 65,000
100,000 100,000
150,000 150,000
125,000 125,000
100,000 100,000
115,000 115,000
60,000 60,000
200,000 200,000
1,015000 1,115,000
(100,000) (100,000)
915,000 1,015,000
32,500 34,100
(667) (667)
(4,757) (4,789)
27,076 28,644
15,000 15,000
100,000 0
- $1,057,076  § 1,058,644
$ 94013 § 129631
43,000 71,823
$§ 137013 § 201,454
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1. Long-term Debt

The 9 7/8% debentures due 2020 are first redeemable in June 2000 at a redemption price of 104.483%, the 9 3/8% series due 2021 are
first redeemable in August 2001 at 104.612%, the 8.25% series due 2022 are first redeemable in September 2002 at 103.780% and the
7.80% series due 2023 are first redeemable in March 2003 at 103.730%. No other series are redeemable prior to maturicy. There is no
sinking fund requirement for any ¢ ries of our debentures.

Sewage facility revenue bonds were issued by HEEC. The bonds are tax-exempt, subject to annual mandatory sinking fund
redemption requirements and mature through 2015. In both May 1996 and 1997, we redeemed $1.6 million as scheduled. The
weighted average interest rate of the bonds is 7.3%. A portion of the proceeds from the bonds is in reserve with the trustee. If HEEC
should have insufficient funds o “ay for extraordinary expenses, we would be required to make additional capital contributions or
loans to the subsidiary up to a maximum of $1 million.

The 5.75% tax-exen.pt unsecured bonds due 2014 are redeemable beginning in February 2004 at a redemption price of 102%.
The redemption price decreases to 101% in February 2005 and to par in February 2006.

In March 1997, we obrained $100 million of 6.662% notes in the form of a bank loan. This note matures in 1999.

The aggregate principal amounts of our long-term debt (including HEEC sinking fund requirements) due through 2002 are
$101.6 million in 1998 and 1999, $166.6 million in 2000 and $1.6 million in 2001 and 2002.

2. Short-term Debt

We have arrangements with certain banks to provide short-term credit on both a committed and an uncommitted and as
available basis. We currently have regulatory authority to issue up to $350 million of short-term debt.

We have a $200 million revolving credit agreement with a group of banks. This agreement is intended to provide a standby
source of short-term borrowings. Under the terms of this agreement we are required to maintain a common equity ratio of not less
than 30% at all times. Commitment fees must be paid on the unused portion of the total agreement amount.

Information regarding our utility short-term borrowings, comprised of bank loans and commercial paper, is as follows:

(dollars in thousands) 1997 1996 1995
Maximum short-term borrowings ~~§ 316100  § 272500 § 327,769
Weighted average amount outstanding $ 212663 $ 208914 § 165720
Weighted average interest rates excluding commitment fees 5.85% 5.65% 621%

In addition, at December 31, 1997, BETG had $7.5 million outstanding under a revolving credit agreement.

Note K. Fair Value of Financia! Instruments

The following methods and assumptions were used to estimate the fair value of each class of securities for which it is practicable to
estimate the value:

Nuclear decommissioning trust:

The cost of $151.6 million approximates fair value based on quoted market prices of securities held.

Cash and cash equivalents:

The carrying amount of $4.1 million approximates fair value due to the short-term nature of these securities.

Mandatory redeemable cumulative preferred stock, sewage facility revenue bonds and unsecured debt:
The fair values of these securities are based upon the quoted market prices of similar issues. Carrying amounts and fair values as of
December 31, 1997, are as follows:

Carrying Fair
(in thousands) Amount Value
Mandatory redeemable cumulative prefered stock ~~ § 80093 § 91720
Sewage facility revenue bonds $ 32500 $§ 35084
Unsecured debt $ 1,030,000 § 1,073,982
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Contractual Commitments

At December 31, 1997, we had estimated contractual obiigations tor N.ﬁ' 1d equi ent of approxir

‘A'?‘ ommitm

We have leases for certain facilities and equ pment QOur estumate

agreements and noncancellable leases tor the vears after | are as tollows

Amounts above include I

$2.7 million which is expected to be assumed by Sithe Energies as part of our pending fossil di

discussed in Note C to these Consolidated Financial Statements

I'he total of future minimum rental income to be received under noncancellable subleases related to the above leases 1s $300,921

. : ; : - ;
We will capitalize a portion of thes lease rentals as part of plant expenditures in the future ['he total expense for both lease
5 million in 1997, $26.3 million in 1996 and $24.5 million in 1995, net of capitalized

H'!H.\I'\ and transmission .(“r'li‘\ ments was ‘.‘.‘
19958

expenses of $1.2 million in 1997, $2.9 million in 1996 and $2.7 million

We previously entered into various take or pay and throughput agreements primarily to supply our

station with natural gas. 1 h xed and determinable portions of the obligations associated with these agreements are $19

1998 and 1999 and $14.6 million in 2000. As part of our fossil divestiture agreement, Sithe Energies | to assume thes

$47 1 in 1997, $49.5 millior

] i |
obligation ['he total expense under these agreements was

2. Electric Compary Investments

We have an approximately 11 quity investment in two companies which own and o
from the Hydro-Quebec system anada. As an equity participant we are required to

total obligations of those participants who do not meet certain cred.: criteria. At Decem our portu

was $16.6 million

)

We have a 9.59 ul nvestment of approximately $.

the board ot directors of Yankee Atomic dec ided to discontinue

nently and decommission the tacility
Yankee Atomic recetved appros y the FERC to continue

the period the pls rating licen ['he estimate of our

approximately
l ! " n +
tiabiity and an ofltse
We also have a 9.5
In December 199
unit (Lonnecticu nK¢ unantmously voted
operating the unit through 2 the period of its operating
ment inl\\:l COSts
['he current estimate of the sum of future
' " ; "
in Connecricut Yankee is approximarte M y million
recorded on our consolidated balance sheet as a power
In early 1997, CYAPC til
i 1 1
I'he Connecticut Department of Public Util
these costs and the 1t Of
Administrative Law

deny recovery

CYA bini'["':g:.(’ d




3. Nuclear Insurance

The federal Price-Anderson Act currently provides $8.9 billicn of financial protection for public liability claims and legal costs arising
from a single nuclear-related accident. The first $200 million of nuclear liability is covered by commercial insurance. Additional
nuclear liability insurance up to $8.7 billion is provided by a retrospective assessment of up to $79.3 million per incident levied on
cach of the 110 nuclear generating units currently licensed to operate in the United States, with a maximum assessment of $10 million
per reactor per accident in any vear.

We have purchased insurance from Nuclear Electric Insurance Limited (NEIL) to cover some of the costs to purchase replace-
ment power during a prolonged accidental outage and the cost of repair, replacement, decontamination or decommissioning of our
utility property resulting from covered incidents at Pilgrim Station. Our maximum potential total assessment for losses which occur
during current policy years is $10.4 million under both the replacement power and excess property damage, decontamination and
decommissioning policies.

4. Hazardous Waste

We are an owner or operator of approximately 30 properties where oil or hazardous materials were spilled or released. As such, we are
required to clean up these properties in accordance with a timetable developed by the Massachusetts Department of Environmental
Protection. We continue to evaluate the costs associated with site cleanup. There are uncertainties associated with these costs due to
the complexities of cleanup technology, regulatory requirements and he particular characteristics of the different sites. We also contin-
ue to face possible liability as a potentially responsible party in the cleanup of six multi-party hazardous waste sites in Massachusetts
and other states where we are alleged to have generated, transported or disposed of hazardous waste at the sites. We are one of many
potentially responsible parties and currently expect to have only a small percentage of the potential liability. Through December 31,
1997, we have accrued approximately $7 million relared to our cleanup liabilities. We are unable to fully determine a range of reason-
ably possible cleanup costs in excess of the accrued amount, although based on our assessments of the specific site circuimstances, we do
not believe that it is probable that any such additional costs will have a material impact on our financial condition. However, it is rea-
sonably possible that additional provisions for cleanup costs that may result from a change in estimates could have a material impact on
the results of a reporting period in the near term.

5. Generating Unit Performance Program

Our recovery of the incremental purchased power costs resulting from outages at our generating units occurring through the retail
access date is subject to review by the DTE. We are unable to fully determine a range of reasonably possible disallowance costs in
excess of amounts accrued, although, based on the information currently available, we do not believe that it is probable that any such
additional costs will have a material impact on our financial condition. However, it is reasonably possible that additional disallowance
costs that may result from a change in estimates could have a material impact on the results of a reporting period in the near term,

6. Litigation
In October 1997, the DTE opened a proceeding to investigate our compliance with the 1993 order which permitted the formation of
BETG and authorized us to invest up to $45 million in unregulated activities. We are unable to determine the ultimate outcome of
this procceding or its impact on our operations.

In the normal course of our business we are involved in certain other legal matters. We are unable to fully determine a range of
reasonably possible litigation costs in excess of amounts accrued, although, based on the informarion currently available, we do not

believe that it is probable that any such additional costs will have a material impact on our financial condition. However, it is reason-

ably possible that additional litigation costs that may result from a change in estimates could have a material impact on the results of
a reporting period in the rear term.

7. Industry Restructuring Legal Proceedings/Referendum Campaign

The DTE order approving our settlement agreement has been appealed by certain parties to the Massachusetts Supreme Judicial Court.

In addition, along with other Massachusetts investor owned utilities, we have been named as a defendant in a class action suit secking
to declare certain provisions of the Massachusetts electric industry restructuring legislation unconstitutional. We are currently unable
to determine the outcome of these proceedings or their impact on us,

Opponents of the electric industry restructuring legislation that was enacted in November 1997 have mounted a referendum
campaign to repeal that law. A coalition of business, industry and public interest groups that supported the legislation, along with
the electric utility industry, is opposed to the referendum and is prepared to mount an aggressive campaign to defeat it. We are cur-
rently unable to predict the eventual outcome of this referendum or its impact on us.
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Long-Term Contracts for the Purchase of Electricity

We purchase electric power under several long-term contracts tor which we pay a share o

operating cost the contract expiration date. The ot these contracts

wur consolidated income statements. Information relating to the ontracts as of Decer
b

LEnergia
MassPower
Mass. Bay

Tota

1) The Northeast Energy Associates contract represents 0.5

0 of our total system generaton Ui{‘.a?‘ll!iu
abovt represent appt ximatcely 16% ut total
| S 3 L & \
b) We purchase 75.5 f the energy output of this unit under rwo contracts. One contract represents 13SMW and expir
vear 2015. The other contract is for 84MW and expires in 2010. We pay tor this energy based on a price per kWh acruall

We do not pay a pre f ate share of the units capital and tixed operating Costs
hased on a price per kWh actually received

ariable costs associated with these contracts in 1997, 1996 and 1995 were approximately

. " y
respectively. Our minimum Fixe d payments under these contracts tor the years atter 199

are required to file a plan with the DTl

chased power contracts




2. Long-Term Power Sales Contracts

In addition to other wholesale power sales, we sell a percentage of Pilgrim Station’s output to other utilities and municipalities under long-
term contracts. Information relating to these contracts is as follows:

Contract
Expiration Units of Capacity Sold
Contract Customer Date % ST
Commonwealth Electric Company 2012 1.0 737
Montaup Electric Company 2012 1.0 737
Various municipalities 2000 (a) 37 25.0
Total AN SRR | SENRLEG - ¢ RgE

(a) Subject to certain adjustments.

Under these contracts, the utilities and municipalities pay their proportionate share of the costs of operating Pilgrim Station and
associated transmission facilities. These costs include operation and maintenance expenses, insurance, local taxes, depreciation, decom-
missioning and a return on investment.

Report of Independent Accountants

To the Stockholders and Directors of Boston Edison Company

We have audited the accompanying consolidated balance sheets of Boston Edison Company and subsidiaries (the Company) as of
December 31, 1997 and 1996, and the related consolidated statements of income, retained earnings and cash flows for each of the three
years in the period ended December 31, 1997. 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 in accordance with generally accepted auditing standards. Those standards require that we plan and per-
form the audit to obtain reasonable assurance about whether the financial statements are free of material misstatement. An audit
includes examining, on a test basis, evidence supporting the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as evaluating the overall financial state-
ment presentation. We believe that our audits provide a reasonable basis for our opinion.

In our opinion, the consolidated financial statements referred to above present fairly, in all material respects, the financial position of
the Company as of December 31. 1997 and 1996, and the consolidated results of its operations and its cash flows for each of the three
years in the period ended December 31, 1997, in conformity with generally accepted accounting principles.

Boston, Massachusetts
January 22, 1998
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Selected Consolidated Quarterly Financial Data (Unaudited)

(in thousands, except earnings per share)

Operating Operating Net

Revenues Income Income
First quarter $ 422725 $ 47,589 $ 20,935
Second quarter 426,735 60,487 33,978
Third quarter 519,513 108,060 81,418
Fourth quarter 407,260 44,714 8,311
1996
First quarter $ 387,849 $ 52,093 $ 25,203
Second quarter 389,756 55,232 27,926
Third quarter 497 968 105,353 80,011
Fourth quarter 390,730 35,252 8,406

(a) Based on the weighted average number of common shares outstanding during each quarter.

Selected Quarterly Common Stock Data (Unaudited)

Earnings
Available
for Common
Shareholders

$ 17,118
30,484
78,499

5,392

$ 21,313
24,086
76,194

4,588

Earnings
Per Average

Common»Share

$ 035
0.63
1.62
0.11

$ 044
0.50
1.58
0.09

(a)

The reported high and low market value per share of our common stock as reported in the Wall Streer Journal and the dividends declared

per share for each of the quarters in 1997 and 1996 was as follows:

1997

i High ~  Low  Dividends High Low
First quarter i ¢ e S $0.470 $30 1/8 $26 1/4
Second quarter 26 5/8 24 5/8 0.470 27 1/8 235/8
Third quarter 30 7/8 26 1/2 0.470 25 3/8 21 3/4
Fourth quarter 38 3/8 30 1/4 0.470 27 21 3/4
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Dividends
$0.470
0.470

0.470
0.470



Selected Consolidated Operating Statistics (Unaudited)

Pilgrim Station
New Boston Station
Mystic Station
W.F. Wyman Unit 4
Jet turbines
Total (a)
Contract purchases
Contract sales
Net capability at year-end

Net capability at peak - MW

Capability responsibility
to NEPOOL at peak - MW

Company territory:
Hourly peak - MW
Load factor

Capability (net kW):
Fessil
Nuclear

Generation (system kWh excluding interchange):

Fossil
Nuclear

Utility plant ($ in 000's):
Expenditures
Retirements
Accumulated depreciation
Depreciable plant

Number of utility employees
at year-end

(a) Based upon winter capability audit results.
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1997 1996 1995 o DRI
670 670 669 669 670
760 730 760 760 760
994 994 1,005 1,006 1,006
37 37 36 36 36

-2 RE . Aeblotuct . ) s st i
2,737 2,709 2,754 2,758 2,755
941 1,237 1,274 1,035 938
(281) (333 (340 (373) (283)
3,397 3,613 3,688 3,420 3,410
3,444 3,385 3,466 3,484 3,663
3312 3,256 3,306 3,306 3,190
2,835 2,703 2,785 2,798 2,662

61.0% 634 % 60.0 % 58.9 % 60.5 %

85 % 86 % 85 % 84 % 84 %

15 % 14 % 15 % 16 % 16 %

80 % 69 % 73 % 75 % 68 %

20 % 3% 27 % 25 % 32 %
$ 114,110 $ 145,347 $ 180,822 $ 198,771  § 246,774
21,449 68,688 48,111 45,673 34,147
1,713,079 1,550,317 1,439,996 1344452 1,258,359
4,375,391 4,317,028 4,235,347 3994212 3,841,752
3,227 3,362 3812 4,026 4,397



Selected Consolidated Sales Statistics (Unaudited)

Electric energy (kWh in thousands):
Sources (system output):
Generated
Purchased
New England Power Pool
Total

11,686,810
6,014,208
887,250

18,588,268

k.4 8

1996

10,531,745
5,680,194
1,842,732

18,054,671

1995

10,537,114
5,446,542

1513467

17,497,123

9,428,931
5,920,065
1,535,335
16,884,331

1993

9,787,092
5,326,224
1,575,310
16,688,626

Disposition:
Commercial
Residential
Industral
Other (a)

Total retail sales
Wholesale and contract sales (a)
New England Power Pool

Total system
Miscellaneous usage

Total

7,991,349
3,566,405
1,467,600
131,187
13,156,541
2,674,283

1,610,860

17,441,684

_ L166588
18,588,268

7,821,371
3,549,899
1,547,630

130,678

13,049,578

3,127,087
741,390
16,918,055
1,136,616

18,054,671

7,454,684
3,563,626
1,538,218

131,626

12,688,154

2,805,777
884,336

16,378,267

1,118,856

17,497,123

7,478,631
3,534,372
1,539,385
130,721
12,683,109
2,367,589

725,439

15,776,137
1,108,194

16,884,331

7,263,358
3,477,870
1,580,969
145,242
12,467,439
2,272,669
877,978
15,618,086
1,070,540

16,688,626

Kilowatthour sales - annual growth:
Commercial
Residential
Industrial
Other
Total retail sales (a)
Wholesale and contract sales
New England Power Pool
Total system

22%

0.5
(5.2)
04
0.8
(14.5)
117.3

3.1 %

49 %

©0.4)
0.6
(0.7)
2.8
115
(16.2)

3.3%

0.3)%
0.8
0.1)
07

18.5
219
3.8 %

30 %

1.6
(2.6)
(10.0)
4.2
(17.4)

10%

12%

19
(5.4)
(50.3)
©.7)
(9.7)
(53.7)
(8.0)%

Eiectric operating “venues by class:

Commercial 51 % 50 % 50 % 50 % 49 %
Residential 27 % 27 % 28 % 28 % 28 %
Industrial 9% 9 % 9% 9 % 10 %
Other 1% 2% 2% 2% 1%
Wholesale and contract 12 % 12 % 1% 1% 12 %

Average number of customers 662,354 657,487 653,757 655,707 651,141

(a) Effective in both November 1995 and February 1993, a former retail customer becarne a wholesale customer as allowed under
Massachusetts state law.
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Officers

Thomas ]. May, Chairman of the Board, President and Chief
Executive Officer

Ronald A. Ledgett, Executive Vice President

Alison Alden, Senior Vice President - Sales, Services and
Human Resources

L. Carl Gustin, Senior Vice President - Corporate Relations

Douglas S. Horan, Senior Vice President - Strategy and Law
and General Counsel

James J. Judge, Senior Vice President - Corporate Services and
Treasurer

William N. Dimoulas, Vice President - Information

Technology

Philippe A. Frangules, Vice Presiden: - Strategic Planning and
Business Development

Richard S. Hahn, Vice President - Technology

Leon J. Olivier, Vice President - Nuclear Operations and
Station Director

David M. Samuel, Vice President - Customer Care

Robert |. Weafer, Jr., Vice President - Finance, Controller and
Chief Accounting Officer

Theodora S. Convisser, Clerk of the Corporation
Donald Anastasia, Assistant Treasurer
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ab,c

a,C

b,d

Gary L. Countryman, Chairman of the Board and Chief
Executive Officer, Libercy Mutual Insurance Company

Thomas G Dignan, Jr., Partner, Ropes & Gray
(law firm)

Richard |. Egan, Chairman of the Board, EMC
Corporation (storage-related computer system products)

Charles K. Gifford, Chairman and Chief Executive
Officer, BankBoston Corporation
(bank holding company) and BankBoston, N.A.

Nelson S. Gifford, Principal, Fleetwing Capital

(venture ‘nvestments)

Matina S. Horner, Executive Vice President, Teachers
Insurance and Arauity Association and College
Retirement Equities Fund

Thomas |. May, Chairman of the Board, President and
Chief Executive Officer, Boston Edison Company

Sherry H. Penney, Chancellor, University of
Massachusetts at Boston

Herbert Roth, Jr., Former Chairman of the Board and
Chief Executive Officer, LFE Corporation (traffic and
industrial process control systems)

Stephen J. Sweeney, Former Chairman of the Board,
President and Chief Executive Officer, Boston Edison
Cempany

Member of Executive Committee

Member of Audit, Finance and Risk Management

Committee
Member of Pricing Committee
Member of Executive Personnel Committee

Member of Nuclear Oversight Committee



Selected Consolidated Financial Statistics (Unaudited)

1997
Operating revenues (000) $ 1,776,232
Earnings available
for common (000) $ 131493
Per common share:
Earnings $ 271
Dividends declared ) 1.880
Dividends paid $ 1.88
Book value $ 2213
Payout ratio 459 %
Return on average common equity 124 %
Year-end dividend yield 50%
Fixed charge coverage (SEC) 2.95
Capitalization:
Total debt 51 %
Preferred equity 7%
Common equity 42 %
Long-term debt (000) $ 1,057,076
Mandatory redeemable
pre‘erred stock (000) $ 80,093
Total assets (000) $ 3,622,347
Internal generation after
dividends (000) $ 240,362
Plant expenditures (000) $ 114110
Internal generation 211 %
Common shares outstanding:
Weighted average 48,514,958
Year-end 48,514,973
Stock price:
High 38 3/8
Low 24 5/8
Year-end 377/8
Year-end market value {000) $ 1,837,505
Trading volume (shares) 37,732,900
Market/book ratio (year-end) n
Price/earnings ratio (year-end) 140

1996

 $1466303

$ 126,181

$ 2.61
$ 1.880
$ 1.88
$ 21.37
72 %
124 %
70%
2.91

52 %
8%
40 %
$ 1,058,644

$ 83,465
$ 3,729,291

$§ 257,446
$ 145347
177 %

48,264,734
48,509,537

30 1/8

21 3/4
267/8

$ 1,303,694
41,105,700
1.26

10.3

(a) Amounts excluding $34 million pre-tax restructuring charge:

Earnings available for
common (000)

Earnings

Payout ratio

Return on average
common equity
Price/earnings ratio

$ 117,403
$ 2.52
72 %
122 %
1.7 %

1995

$1628503

Lo

96,739 (a)

$ 2.08 (a)
$ 1.835
$ 1.82
$ 20.61

88 %(a)
10.0 %(a)

64 %
2.38

54 %

8 %

38 %
$ 1,160,223

$ 86837
$ 3,637,170

$ 184492
$ 180,822
102 %

46,591,662
48,003,178

29 1/2
231/8

29 1/2

3 1,416,094
23,078,900
143

14.2 (a)

1994

~§ 1,544,735

$ 109257

$ 241
$ 1.775
$ 1.76
$ 20.11
73

121

7.6

246

56

9

3

$ 1,136,617

$ 88837
$ 3,608,699

$ 217,030
$ 198771
109

45,337 661
45,535,477

297/8
21172

24

$ 1,092,851
25,095,100
1.19

100

%

%

1993

$ 1482159

Lo

102,513

2.28
1.715
1.70
19.42
75 %
19%
59 %
2.22

P B BN

57 %
9 %
34 %
$ 1,272,497

$ 90837
$ 3,468,724

$ 194,209
$ 246,774
79 %

44,959,050
45,129,227

32 5/8

26 3/8

29 3/4

$ 1,342,595
18,729,400
1.53

130

Certain reclassifications and recalculations were made to the data reported in prior years to conform with the method of presentation used

in 1997,

47



Important Shareholder Information
" Shareholder Inquiries

If you have questions concerning your dividend payments, the

Dividend Reinvestment and Common Stock Purchase Plan, direct

deposit service, transfer procedures or other stock account marters,
please contact our stock transfer agent at the following address:

: Boston EquiServe

Sharcholder Services Division

PO. Box 8040

Boston, MA 02266-8040

Toll Free Phone: 1-800-338-8446

Telecommunication Device for the Deaf (TDD)
1-800-952-9245.

. Dividend Payment Dates

~ Common and Preferred
- Ist of February, May, August and November

Tax Status of 1997 Dividends

Generally, unless you are subject to certain exemptions, all divi-
~ dends on our common or preferred stock are to be considered
~ 100% raxable.

Stock Symbol and Exchange Listings

Ticker Symbok: BSE
New York (NYSE) and Boston stock exchanges

1998 Annual Shareholders Meeting

All shareholders are invited to attend our Annual Meeting on
Tuesday, May 5, 1998, at 11:00 A M. at the Boston Back Bay
Hilton, Second Floor, Belvidere Ballroom, 40 Dalton Street,
Boston, Massachusetts.

Dividend Payments - Direct Deposit Service

Shareholders receiving dividend checks can arrange for electron-
ic direct deposit. Transfers are made on the dividend payment
dates and contirmation statements are mailed to shareholders.
To take advantage of this convenient program, contact our
stock transfer agent as noted above.

Dividend Reinvestment and Common Stock
Purchase Plan

~ Our Dividend Reinvestment and Common Stock Purchase Plan
~ (the plan) is available to our common and preferred sharcholders,
our residential electric customers and employees. Participants do
not pay brokerage fees or commissions related to the purchase of
shares. Some important features of the plan are as follows:

- Optional cash payments invested monthly

- $50 per month minimum not to exceed $40,000

per calendar year
- - Safckeeping of common stock certificates
Beneficial owners of our stock whose shares are registered in

~ names other than their own (e.g., a broker or bank nominee)
must arrange participation with the record holder. If tor any
reason you are unable to arrange participation with your broker
or bank nominee, you must become a record holder by having
~ the shares transferred to your own name.

Automatic Monthly Investment Program

Shareholders who are participants in the Dividend
Reinvestment and Common Stock Purchase Plan may now
make automatic monthly investmerits of a specified amount
(not less than $50 per month) through an Automated Clearing
House ("ACH") withdrawal from their savings or checking
account. Once automatic monthly deductions are initiated,
tunds will be drawn from your designated bank account on the
25th of each month and will be invested in common stock on
the next investment date. For more information on the
Automii: Monthly Investment Program, or an enrollment
torm, contact our stock transfer agent.

Safekeeping Program

Shareholders who are participants in the Dividend Reinvestment
and Common Stock Purchase Plan can transfer their common
stock certificates into their plan account for safekeeping,
Dividends on those shares will be reinvested automatically like
any other shares held in the plan. To continue recciving cash
dividends, you must hold your shares in certificate form. For
additional information, contact our stock transfer agent.

SEC Form 10-K

Stockholders may obrtain a copy of our annual report to the
Securities and Exchange Commission on Form 10-K, by con-
tacting our Investor Relations Department.

Quarterly Report to Shareholders

Beneficial owners of our stock whose shares are registered in
names other than their own may obtain copies of our Quarterly
Reports to Shareholders by contacting our Investor Relations
Department. Note that the Annual Report will continue to be
mailed to beneficial owners directly by their bank or broker.

Investor & Shareholder Contacts
Philip J. Lembo

Director, Investor Relations

(617) 424-3562

or

Jean M. Carella

Investor Relations Specialist

(617) 424-2658

Email Address

it@bedison.com

Internet Address

www.bostonedison.com

Company Contact
Theodora S. Convisser
Clerk of the Corporation
General Offices

800 Boylston Street
Boston, MA 02199-8003
(617) 424-2000
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