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It's more than curling up next to things that make you look greener.




It means doing your homework.
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Fellow Shareholders

[ have now completed five years with Puget Energy

and our utility subsidiary, Puget Sound Energy (PSE). What a privilege it is to

be a part of our company and community. We serve a growing, economically

robust area, where creativity and innovation flourish. We live and work in

one of the most beautiful parts of the country. Ours is a “green” region —

literally and figuratively. We are known for environmental stewardship and a

deep beliel in public responsibility. Above all, we are passionately committed

to building a better world.

Customers, regulators and business
partners expect much of the region's
oldest and largest energy provider. And
we expect much of ourselves. This year,
| want to share with you some of our
successes since my arrival, and some
of the challenges on the road ahead.
And I'll continue the dialogue we began
about what it means to be green.

Since I joined the company in 2002,
we have focused on strengthening our
companys financial health and continu-
ing toc improve our strong customer ser-
vice. Here, superior financial results and
customer service include a commitment
o energy efficiency and environmen-
tal protection. As we build the energy
syslems necessary to meet the growing
needs of this vibrant region, we also
strive o create the environmental future
our customers and region demand.

We have made it common prac-
tice to involve customers and other
stakeholders in our business —to the
benefit of everyone. Today’s customers
are better educated, more demanding,

PUGET ENERGY'S GAINS

more technologically literate, more envi-
ronmentally sensitive and more progres-
sively active. Every year we ask them,
“How are we doing?” We don’t always
like what we hear, at first. But with their
candid input, we continue 10 improve
service and refine our business model
to support both the new and the estab-
lished economies in our region.

In 2002, we took our business strat-
egy back to its roots, to the traditional ver-
tically integrated utility medel many had
dismissed as “antiquated” and “boring.”
We played to our strength, and focused
our resources and talents on meeting the
energy needs of our robust region. That’s
still our focus, because we know its the
best way to deliver solid, sustainable earn-
ings growth for our shareholders.

We've continued to announce our
intentions — and then follow through on
them. To address our region’s long-range
energy supply and infrastructure needs,
we said PSE needed cost-recovery mech-
anisms. Reguiators agreed. We said we
would methodically rebuild our financial

foundation — and we did. We committed
to strengthening our relationships with
the customers and communities we
proudly serve, and I take great pride in
our ongoing collaborative efforts.

We said we'd make renewable
energy a significant component of our
efforts to acquire new sources of power
generation 10 meet growing demand.
We've certainly done that.

The following numbers itlustrate
our success over the past five years.
Total assets at Puget Energy have grown
29.1 percent, from $5.5 billion 10 $7.1 bil-
lion. Qur market capitalization {(stock
price times shares outstanding) has grown
57.9 percent, from $1.9 billion to almost
$3.0 billion. The numher of PSE gas
customers has grown by 17.7 percent,
and electric customers by 10.5 percent. In
2006, Puget Energy’s stock price gained
24.2 percent. And we have 210 wind
turhines generating 379 megawatts of
electricity. But more on them in a minute.

[ see these results as an acknowledg-
ment that our business strategy is sound,

2001-2006
Total assets up 29.1%
Capitalization up 57.9%

Gas-customer growth
Electric-customer growth

up 17.7%
up 10.5%

2006
Total shareholder return 20.8%
Stock price up 24.2%




We serve an economically vibrant region with construction activity staying strong.

and that we have the right management
team in place to execute this strategy.
With dividends included, our sharehold-
ers earned a 29.8 percent total return for
2006. Our goal is to sustain earnings
growth in the years ahead, while contin-
uing to take a leadership role in envi-
ronmental and social responsibility.

Significant long-term progress toward
this goal was achieved in 2006 when we
completed the swart-up of our second
wind facility, Wild Horse, Together with
our year-old Hopkins Ridge wind farm,
these facilities are capable of generating
enough clean, low-cost renewable power
to serve the electricity needs of about
100,000 households. This $550 million
investment makes PSE the largest pro-
ducer of renewable energy in the Pacific
Northwest.

Another highlight of 2006 was the
completion of a new supply pipeline
to bring natural gas service to Upper
Kittitas County in 2007. We continue to

build out this central Washington gas-
distribution system to support growth
anchored by the siill-expanding Sunca-
dia resort and housing development.

Last year, we completed the dis-
position of our unregulated utility-con-
struction subsidiary, InfrastruX Group,
and used a portion of the sale proceeds
to create the Puget Sound Energy
Foundation. This new nonprofit organ-
ization, equipped with a $15 million
endowment, will help us strengthen
our charitable support of community
programs and services.

The past year also brought George
W, Watson to our company’s Board of
Directors. Mr. Watson, an international
energy executive from Calgary, Alberta,
has significant experience and expertise
in the natural gas and liquefied natural
gas industries,

Everything didnt come up green
last year, however. We have our chal-
lenging seasons here. November 2006

N
p"‘"’ﬂs.
.
. E‘;"?Jﬂ . o
Rl ol
v d
23
1 ':-Q.’v )

o]

1y, "

b
o
P
e PA T

drenched us with a history-making
15.6 inches of rain, and then December
clobbered us with the most damaging
windstorm ever. Winds sheared or top-
pled countless trees. Within hours, more
than 700,000 PSE customers lost power.
Called in ahead of time, our crews
responded valiantly. They performed a
monumental repair effort in record time.
Still, in coming months we will compre-
hensively evaluate our performance and
find ways to improve our response.

We were pleased with the recent
conclusion to our General Rate Case. In
January 2007, the Washington Utilities
and Transporiation Commission author-
ized new tools, such as expanded credit
lines, 10 help us manage our power and
gas portfolios. Our continued success
in promoting energy efficiency can now
earn f[inancial rewards for exceeding
certain targets.

With a big power supply shortfall
facing PSE, cost-effeciive investment in
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“How we produce and consume energy will not just profoundly affect generations

to come, but will impact our very own future as a company. The scientific

community has largely dispelled all doubt about the onset of global warming. With

its primary cause our use of fossil-fuel energy, we must rethink our energy habits”

new energy resources remains a major
priority. Int February 2007, we completed
the acquisition of the 277-megawatt
Goldendale Generating Station. This
practically new gas-fired [acility, bought
for $120 million in bankruptcy, came
at a phenomenal price and will yield
significant long-term benefits to our cus-
tomers and our shareholders.

Qur company will continue to build
the infrastructure necessary te support
regional growth. We invested $783 mil-
lion last year in new power resources
and upgraded energy-delivery systems.
We plan another $2 billion in capital
spending through 2009. These invest-
ments are essential to meet the long-term
energy needs of a PSE customer base
growing by 2 to 3 percent annually. They
also increase the asset base on which
our shareholders’ return on investment
can continue 10 grow.

As individuals, as a company and
as a society, how we grow and evolve
matters. We now know that how we pro-
duce and consume energy will not just
profoundly affect generations to come,
but will impact our very own future as
a company. The scientific community
has largely dispelled all doubt about the
onset of global warming. With its pri-
mary cause our use of fossil-fuel energy,
we must rethink our energy habits.

Our company wears its “green”
colors proudly. We have a strong record
of working hard to enhance the quality
of our region’s air and water, its habitat
for fish and wildlife. But global warming
has dramatically raised the stakes. As an
energy leader, we believe it's imperative

to raise the question: “What does it mean
to be green?”

For us, being “green” requires
smart, cost-effective actions — the kind
we've been taking for years. An empha-
sis on energy efficiency is part of our
corporate DNA. Our efforts will help
customers save enough electricity over
the next decade 1o light more than
150,000 homes. We are proud of our
Green Power programs partnerships
with communities — from Bellingham
to Olympia—and with educational
institutions like Western Washington
University and The Evergreen State Col-
lege. In the long run all of these partner-
ships will make us more self-sufficient.
Our work with the Cascade Land Con-
servancy will protect 3,000 acres of
undeveloped wildlife habitat along the
White River. Investments in innovative
hatchery and fish-navigation facilities in
the Baker River basin will tnarkedly
improve Northwest salmon runs.

Being green means doing the right
thing, the environmentally responsi-
ble thing. No other Northwest utility
works harder at it than we do. We were
the regions first utility — and so far the
only one -—10 plan, finance, construct
and operate a large wind-power project
on our own. And we did it twice! By
investing in leading-edge projects in our
own backyard, we demonstrated how
to deliver clean, renewable electricity at
a very good price.

Part of being green is being fiscally
responsible, because we must be here
for the long run. Under a regulatory
structure based on a reasonable-cost

philosophy, we’ll continue leading the
way in the responsible development
of energy resources that cause mini-
mal environmental impact and provide
maximum economic benefit. How? By
first looking to strategically increase
energy conservation and cost-effective
renewable energy resources. Then we'll
look to natural gas, the cleanest fossil
fuel for power generation. And we'll
continue to work with policymakers to
implement ever-more-effective emissions
policies on carbon dioxide and other
greenhouse gases.

Our legacy invesiment in very inex-
pensive coal-fired generation has helped
keep our customers’ power costs reason-
able. Mitigating the environmental impact
of this resource while preserving its
economic benefit is an important part of
our generation strategy.

Despite the challenges we face, ] am
optimistic about the future of our com-
pany, the region we serve and the world
we share. Puget Energy has made great
strides over the past five years. Our expec-
tations are higher for the next five —
and beyond. [ am honored 10 work here,
and appreciative of the conscientious
visionaries at our company and in our
community They truly are the energy
driving the future of Puget Energy.

Sincerely,

S £ gt

Stephen P Reynolds
Chairman, President and Chief Executive Officer
March 9, 2007



Responsibility makes cents.

PUGET ENERGY
Dollars in thousands, except per share data

Year ended Dec. 31

2006 2005 % Change
Operating revenues $2.,905,693 $2.,573,210 12.9 %
Net income {rom continuing operations $ 167.224 $ 146,283 143 %
Net income $ 219.216 $ 155726 40.8 %
Earnings per share from continuing operations (basic) $ 1.44 3 1.43 07 %
Earnings per share (basic) 3 1.89 $ 1.52 243 %
Earnings per share from continuing operations (diluted) s 1.44 $ 142 * 14%
Earnings per share (diluted) $ 1.88 $ 1.51 245 %
Return on average common equity 10.6% 8.5% 24.7 %
Common stock dividend per share $ 1.00 $ 1.00 0.0 %
Diluted common shares outsianding
{weighted average — in thousands) 116,457 103,111 129 %
Common shareholders of record 36,800 38,300 (3.9Y%
Total assets a1 year end $7,066,039 $6,609,951 6.9 %
PUGET SOUND ENERGY (PSE)
Dollars in thousands
Year ended Dec. 31 2006 2005 % Change
Operating revenues - $2,905,693  $2,573,210 12.9%
Net income for common stock $ 176,740 $ 146,769 20.4%
Return on average commeon equity 8.7% 8.2% 6.1%
Total assets a1 year end $7,061,413 $6.339,800 11.4%
Electric cusiomers 1,039,400 1,018,100 2.1%
Gas customers 713,000 693,500 2.8%
Senior debt ratings (S&P/Moodyk) BBB/Baa2 BBB/Baa2
Commercial paper ratings (S&P/Moody’s) A3/P2 A3/P2
Number of employees 2,400 2,300 4.3%.

COMPARISON OF TOTAL CUMULATIVE RETURN

2001 2002 2003
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Cumtulative Recurn Chare  The chart compares the five-year
total cumulative shareholder return (share price appreciation
plus dividends reinvested). This comparison assumes $100 was
invested on December 31, 2001 in: (a) Puget Energy Comman
Stock; (b) the Standard & Poer's (S&P) 500 Stock Index; and
(c) the Edison Electric Institute (EED) Combination Gas & Electric
Investor-Owned Utilities Index.

Forward-laoking Statements This annual report contains
Jorward-looking statements to help readers understand the pians
and expectations of management. Actual resufts and actions, how-
ever, may differ marerially from (hose described in such statements
owing to various risks and uncertaintles as described in the sec-
tion labeled “Mandgements Discussion and Analysis of Financial
Condition and Results of Operations.”

Consequently, readers are cautioned not 1o place undue
reliance on such forward-logking statements. Forwand-looking
statements may use words such as “anticipates,” “befieves,”

“estimates,” "expects,” “intends,” “plans,” "predicts,” "projects.”

R

ra TheWpars marmTest d el

D A m e S ¥, S S Bghe AP TS Tr

sin 3 ki

5&P $1137

S&P §$135§ "will likely result,” “will continue™ or similar expressions but
W include any statement that is not historical in nature. Such state-
- ments in this report speak onfy as of the date of publication. Puger
Energy and Puget Sound Energy disclaim any obligation to update
these statements publicly should changes arise in the companies’
expeclations or plans or in the risks and uncertainties they face.
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2006 Highlights

Gov. Gregoire dedicating Wild Horse Wind Facility ~ Washington state Governor Christine
Gregoire dedicated the company’s Wild Horse wind facility by signing a turbine blade before its
installation 220 feet above the ground. Fully operational in December 2006, the 229-megawatt
facility is the state’s largest utility-owned wind farm. Wild Horse provides enough clean, renewable
energy to serve up to 76,000 homes,

Natural gas pipeline extension  PSE crews late in 2006 completed the final weld on a 20-mile
pipeline extension that is bringing natural gas for the first time to a fast-growing part of Washington
state. Nestled in the sunny eastern slopes of the Cascade Mountains, this area includes established
communities as well as the new, year-round Suncadia resort and housing development.

Stock performance  Puget Energy’ stock price achieved a 24.2 percent gain in 2006. Including
our $1 per share dividend, sharcholders earned a 29.8 percent total return for the year With the con-
tinued growth of the wtility and its asset base, Puget Eneigy is well positioned to provide investors
with strong long-term returns,

Puget Sound Energy Foundation  The company’s commitment to meeting the needs of customers
and shareholders is matched only by its commitment to being a good corporate citizen. In 2006
Puget Energy created the independent, nonprofit Puget Sound Energy Foundation to more ¢ffectively
channel the company’s contributions to local programs and services. The foundation received a
$15 million endowment from part of the proceeds from the sale of Infrastnd.

Storm season  Following a history-making 15.6 inches of rain in November, the most
damaging windstorm in PSES history struck in mid-December. knocking out service to 700,000,
or 70 percent, of the company’s electric customers. Even with about half of the utility$ high-voltage
transmission lines and substations damaged or disabled, employees and repair crews managed to
restore power to 500,000 customers in just three days, and brought everyone’s power back by Christmas.

Efficiency programs save energy and the environment  PSE is doing its part to encourage
energy conservation through a number of ongoing efforts. These include a leading energy-services
program that in 2006 saved 19 average-megawatts of electricity and more than 2 million therms
of natural gas. That’s enough electricity to light about 14,500 homes and enough gas to heat about
3,000 homes for a year. Our erergy-efficiency savings over the next 20 years are expected to offset
the need for building two midsized, 250-megawat! power plants.

Wind energy  PSE5 ¢fforts to boost renewable energy and diversify its power-supply portfolio
include the construction of two wind power factlities — Wild Horse and Hopkins Ridge. Together,
they could produce enough low-cost electricity to serve about 100,000 houscholds. In its first
full year of operation, Hopkins Ridge exceeded its expected output, producing nearly 358,000
megawatt-hours of electricity.

1l




Electric System PSE takes nothing
for granted in its quest to provide great
utility service. Every year the company
strategically replaces and upgrades existing
infrastructure throughout its 11-county
service area 10 ensure safe, reliable energy
delivery to customers, The area’s robust
growth led to an additional 21,300 elec-
tric customers in 2006. With growth
projecied 10 continue, PSE must contitu-
ously plan, design and construct new
energy-distribution facilities.

PSE invested $184 million over
the past year to upgrade and expand its
power delivery system. Actions in 2006
to improve service reliability included
replacing more than 85 itransmission
poles and 517 distribution power poles;
upgrading 58 miles of transmission power
lines and 26 miles of distribution lines;
and remediating 96 miles of under-
ground power cable. in addition to these
planned improvements, the utility replaced
nearly 700 power poles damaged by last
year’s unprecedented windstorms — three
times the total storm-related pole replace-
ments of the previous three years.

Accomplishments in 2006 also
included building one new neighborhood
substation and extensively rebuilding and
expanding two existing substations.

Natural Gas System  Robust economic
conditions and growth in the Puget Sound
region in 2006 once again spurred a note-
worthy increase in the number of PSE’s
natural gas customers. The company added
another 19,400 gas customers, maiching
custorner-growth projections of 2 percent
io 3 percent annually. To meet the energy
needs of new and existing gas customers,
PSE invested $174 million in its gas deliv-
ery system in 2006 to upgrade and replace
aging infrastructure and to build new ser-
vice connections.

Even with colder-than-normal temper-
atures in 2006, recent PSE upgrades to the
natural gas system reduced by 66 percent
the need to temporarily curtail service dur-
ing cold spells to large-volume industrial
cusiomers that have backup energy systems.

PSE% infrastructure investments also
contributed to a 50 percent reduction in
2006 of “cold weather actions” — brief
periods in which gas must be manually
injected into parts of the gas distribution
system to ensure sufficient gas pressure.

PSE also installed or upgraded 24 miles
of new high-pressure gas supply mains in
2006, including the Upper Kittitas County
extension, and 223 miles of intermediate-
pressure mains.

Puget Sound Energy Service Territory
Puget Sound Energy is the largest combina-
tion natural gas and electric utility in the
Pacific Northwest. PSE serves a vibrant,
growing region that includes more than
half of Washington state’s population,
including Seattle and Qlympia, and the
majotity of iis commerce, anchored by
such stalwart companies as Microsoft,
Starbucks, Amazon.com and Boeings
commercial jet-manufacturing division.

The region’s strong business sector
is continuing to propel solid, sustained
growth both in the Puget Sound economy
and in its population. Washington state’s
Jjob growth in 2006 was double the national
rate. Regional employment is expecied to
expand by another 2 io 2.5 percent in 2007.

The region’s robust growth continues
to spur PSE’s growth. The company now
provides energy service to more than
1 million electric customers and 713,000
natural gas customers in 11 Washingion
state counties, These totals reflect an
increase of 118,000 electric customers and
115,000 natural gas customers over the
past five years.

PSEs 6,000-square-mile service terri-
tory covers the largest metropolitan region
north of San Francisco and west of Chicago.
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United S1ates )
Securities and Exchange Commission
Washinglon, D.C. 20549

Form 10-K

/X/ ANNUAL REPORT PURSUANT TO SECTION 13 OR 15(d}
OF THE SECURITIES EXCHANGE ACT OF 1934

For the fiscal year ended Decernber 31, 2006
OR

/ 7 TRANSITION REPORT PURSUANT TO SECTION 13 OR 15(d)

OF THE SECURITIES EXCHANGE ACT OF 1934

For the transition period from o
Commission Exact name of registrant as specified in its charter, state of incorparation, LR 5. Employer
File Number address of principal executive offices, zip code, telephone number Identification Number
1-16305 Puget Energy, Inc. 91-1969407
A Washington Corporation
10885 NE 4ih Street, Suite 1200
Bellevue, Washington 98004-5591
(425) 454-6363
1-4393 Puget Sound Energy, lnc. 91-0374630

A Wiashingion Corperation

10885 NE 4th Street, Suite 1200
Bellevue, Washinglon 98004-5591
{425) 454-6363
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SECURITIES REGISTERED PURSUANT TO SECTION 12(B) OF THE ACT:

Title of each ¢lass Marne of each exchange on which listed

Puget Energy, Inc. .
Common Stock, $0.01 par value NYSE
Preferred Share Purchase Rights NYSE

SECURITIES REGISTERED PURSUANT TO SECTION 12(G) OF THE ACT:

Title of each class

Puget Sound Energy, Inc.
Preferred Stock {cumulative, $100 par value)

Puget Sound Energy, Inc. meets the conditions set forth in General Instructions I (1)(a) and (b) of Form 10-K and is therefore
filing this Form 10-K with the reduced disclosure format.

Indicate by check mark if the registrant is a well-known seasoned issuer; as defined in Rule 405 of the Securities Act.
Puget Energy, Inc.  Yes/X/ No/ /  Puget Sound Energy, Inc.  Yes/X/ No/ /

Indicate by check mark if the registrant is not required to file reports pursuant to Section 13 or Section 15(d) of the Act.
Puget Energy, Inc.  Yes/ / No/X/  Puget Sound Energy, Inc.  Yes/ /  No/X/

Indicate by check mark whether the registrants: (1) have filed all reports required to be liled by Section 13 or 15(d) of the Securities
Exchange Act of 1934 during the preceding 12 months {or for such shorter period that the registrants were required to file such reports}, and
(2) have been subject to such filing requirements for the past 90 days. ‘ '

Puget Energy, Inc.  Yes/X/  No/ /  Puget Sound Energy, Inc.  Yes/X/  No/ /

Indicate by check mark if disclosure of delinquent filers pursuant to ltern 405 of Regulation $-K is not contained herein, and will not be
contained, 1o the best of regisirant’s knowledge, in definitive proxy or information statements incorporated by reference in Part 111 of this
Form 10-K or any amendment to this Form 10-K./ / '

Indicate by check mark whether registrant is a large accelerated filer, an accelerated filer, or a non-accelerated fliler. See definition of
“accelerated filer and large accelerated filer” in Rule 12b-2 of the Exchange Act. o

Puget Energy, Inc. Large accelerated filer /X/  Accelerated filer/ 7/ Non-accelerated filer / /

Puget Sound Energy, Inc.  Large accelerated filer/ /  Accelerated filer/ /  Non-accelerated filer /X/

Indicate by check mark whether the registrant is a shell company (as defined in Rule 12b-2 of the Act)
Pugei Energy, Inc.  Yes/ / - No/X/  Puget Sound Energy, Inc.  Yes/ /  No/X/

The aggregate market value of the voting stock held by non-affiliates of Puget Energy, Inc., computed by reference to the price at which
the common stock was last sold, as of the last business day of Puget Energy’s most recently completed second fiscal quarter was approximately
$2,411,121,000. The number of shares of Puget Energy, Inc.5 common stock outstanding at February 21, 2007 was 116,723,205 shares.

All of the owstanding shares of voting stock of Puget Sound Energy, Inc. are held by Puget Energy, Inc.

DOCUMENTS INCORPORATED BY REFERENCE

Portions of the Puget Energy, Inc. proxy statement for its 2007 Annual Meeting of Shareholders to be filed with the Commission pursuant
to Regulation 14A not later than 120 days after December 31, 2006 are incorporated by reference in Part Tl hereof

This Annual Report on Form 10-K is a combined report being filed separately by two differem-regislrams': Puget Energy, Inc. and Puget
Sound Energy, Inc. Puget Sound Energy, Inc. makes no representation as 1o the information contained in this report relating to Puget Energy,
Inc. and the subsidiaries of Puget Energy, Inc. other than Puget Sound Energy, Inc. and its subsidiaries.
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Forward-Looking Statements

Puget Energy, Inc. (Puget Energy) and Puget Sound Energy (PSE) are
including the following cautionary statements in this Form 10-K 1o
make applicable and 1o take advantage of the safe harbor provisions

of the Privaie Securities Litigation Reform Act of 1995 for any-

[orward-looking statements made by or on behalf of Puget Energy or

PSE. This report includes forward-looking statements, which are

statements of expectations, beliefs, plans, objectives and assump-

tions of fuiure events or performance. Words or phrases such as

“anticipates, estimates,” “expects,” “future,” “intends,”

“plans,” “predicts,” “projects,” “will likely result,”

similar expressions identify forward-looking statements.

Forward-looking statements invelve risks and uncertainties
that could cause actual results or outcomes to differ materially
from those expressed. Puget Energy’s-and PSE5 expectations,
beliefs and projections are expressed in good faith and are believed
by Puget Energy and PSE, as applicable, to have a reasonable basis,
including without limitation management’s examtnation of histori-

-cal operating trends, daia contained in records and other data
available from third parttes; but there can be no assurance that

Puget Energy’s and PSE's expectations, beliefs or projections will be

achieved or accomplished. ‘

In addition to other factors and matters discussed elsewhere
in this report, some important factors that could cause actual
results or outcomes for Puget Energy and PSE to differ materially
from those discussed in forward-looking statements include:

»  Governmenial policies and regulatory actions, including
those of the Federal Energy Regulatory Commission (FERC})
and the Washington Utilities and Transportation Commission
{Washingion Commission), with respect to allowed rates
of return, cost recovery, indusiry and rate structures, trans-
mission and generation business structures within PSE, acqui-
sition and disposal of assets and facilities, operation,
maintenance and construction of electric generating facilities,
operation of distributicn and transmission facilities (gas and
electric), licensing of hydroelectric operations and gas storage
facilities, recovery of other capiial investments, recovery of
power and gas costs, recovery of regulatory assets and present
or prospective wholesale and retail competition;

»  Changes in, adoption of and compliance with laws and regu-

n oW Y " o

believes,
will continue” or

lations, including decisions and policies concerning the envi-
ronment, climate change, emissions, natural resources, and
fish and wildlife (including the Endangered Species Act);

*  The ability to recover changes in enacted federal, state or local
tax laws through revenue in a timely manner;

+  Naural disasters, such as hurricanes, earthquakes, floods, fires
and landslides, which can cause temporary supply distuptions
and/or price spikes in the cost of fuel and raw materials;

= Commodity price risks associated with procuring natural gas
and power in wholesale markets that impact customer loads;
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" such supplies; .
* Variable hydro conditions, which can impact streamflow and

Wholesale market disruption, which may résult in a deterio-
ration of market liquidity, increase the risk of counterparty

. default, affect the regulatory and legislative process in unpre-
" dictable ways, negatively affect wholesale energy prices and/or

impede PSE’ ability to manage its energy portfolio risks and
procure energy supply, affect the availability and access to
capital and credit markets and/or impact delivery of energy to
PSE from its suppliets; .

Financial difficuliies of other energy companies and relaied
events, which may affect the regulatory and legistative process
in unpredictabte ways and also adversély affect the availability
ol and access to capital and credit markets and/or impact
delivery of energy to PSE from its suppliers;

The effect of wholesale market structures (including, but not
limited to, regional market designs or transmission organiza-
tions) or other related federal initiatives;

PSE electric or gas distribution system f{ailure, which may
impact PSE’ ability to deliver energy supply to its customers;
Changes in weather conditions in the Pacific Northwes,
which could have effects on customer usage and PSES rev-
enues, thus impacting net income; ' '

Weather, which can have a potentially serious impact on PSE%s
ability 10 procure adequate supplies of gas, fuel or purchased
power to serve its customers and on the cost of procuring

PSESs ability to generate electricity from hydroelectric facilities;
Plant outages, which can have an adverse impact on PSE%s
expenses with respect to repair costs, added costs to replace
energy ot higher costs associated with dispatching a more
expensive resource;

The ability of gas or electric plant 10 operate as intended,;

The ability to renew contracts for electric and gas supply and
the price of rengwal;

Blackouts or large curtailments of transmission sysiems,
whether PSEs or others', which can affect PSE%S ability to
deliver power or natural gas to is cusiomers;

The ability to restart generation following a regional transmis-
sion disruption;

Failure of the intersiate gas pipeline delivering to PSE% sys-
tem, which may impact PSE's ability to adequately deliver gas
supply to its customers,

The amount of collection, if any, of PSES receivables from the
California Independent System Operator (CAISQ) and other
parties and the amount of refunds found 1o be due from PSE
to the CAISQ or other parties;

Industrial, commercial and residential growth and demo-
graphic patterns in the service territories of PSE;

General economic conditions in the Pacific Northwest, which
might impact customer consumption or affect PSE's accounts
receivable;




*  The loss of significant customers or changes in the business of
significant customers, which may result in changes in
demand [or PSE’s services;

*  The impact of acts of God, terrorism, flu pandemtc or su'mlar
significant events;

+  Capial market conditions, including changes in the availabil-
ity of capital or interest rate {luctuations,

*  Employee workforce factors, including strikes, work stop-
pages, availability of qualified employees or the loss of a key
executive,

= The ability to obtain adequate insurance coverage and the
cost of such insurance; -

*  Future losses related to corporate gnarantees provided by Puget
Energy as a part of the sale of its InfrastruX subsidiary; and

*  The ability 10 maintain effective internal controls over finan-
clal reporting.

Any [orward-looking statement speaks only as of the date on
which such statement is made, and, except as required by law,
Puget Energy and PSE undertake no obligation 1o update any
{orward-looking statement 10 reflect evenis or circumstances after
the date on which such statement is made or to reftect the occur-
rence of unanticipated events. New factors emerge from time
to time and it is not possible for management to predict all such
factors, nor can it assess the impact of any such factor on the busi-
ness or the extent to which any factor, or combination of [actors,
may cause resulis to differ materially from those contained in any
forward-looking statement. You are also advised to consult the
quarterly reports on Form 10-Q and current reports on Form B8-K,
as well as Item 1A-“Risk Factors” on this Form 10-K.
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Part 1

Item 1. Business

GENERAL

Puget Energy, Inc. (Puget Energy) is an energy services holding
company incorporated in the state of Washingior in 1999, All of
its operations are conducted through its subsidiary, Puget Sound
Energy, Inc. (PSE), a wutility company. Puget Energy has no
significant assets other than the stock of PSE. On May 7, 2006,
Puget Energy sold its 90.9% interest in InfrastruX Group, Inc
(InfrastruX) and therefore the financial position and resulis of
operations for InfrastruX are presented as discontinued operations.
Puget Energy and PSE are collectively referred 10 herein as “the
Company.” The following table provides the percentages of Puget
Energys consolidated continuing operating revenues and net
income generated and assets held by the operating segments:

Percent of revenue

Segrnent 2006 2005 2004

Puget Sound Energy 99.7 % 99.7% 99.7 %
InfrastruX!2 0% 0% 0%
Ciher? ‘ 03 % 0.3% 03 %

Percent ol net income

Segment 2006 2005 2004
Puget Sound Energy 103.3 % 9L.7% 2242 %
InfrastruX 1.2 0% 6.1% (127.8¥%
Other? (3.3)% 22% 36 %
. Percent of assets
Segment ! 2006 2005 | 2004
Puget Sound Energy . 99.0 % 94.8% 942 %
InfrastruX!? 0% 4.2% 46 %
Osher? 1.0 % 1.0% 12%

1 InfrastruX is presenied on a discentinued operations basis beginning in 2005 and therefore does

not present operating revenue, Operating revenue in 2004 has been reclassified as discontinued
operations.

M~

In 2004, Puget Energy recorded Goodwill 1mpa|rmenl of $76.6 million after-tax which resulted in
aloss at Infrastrux,

-

Includes subsidzaries of PSE and Puget Energy holding company operalions, 2006 includes the
impact of the establishment and lunding of a charitable foundation.




PUGET ENERGY STRATEGY .

Puget Energy is the parent company of the largest electric and
natural gas utility headquariered in the state of Washington, pri-
marily engaged in the business of electric-iransmission, distribu-
tion, generation and natural gas transmission and distribution.
Puget Fnergy’s business sirategy is 10 generate stable earnings and
cash Now by offering reliable electric and gas service in a cost effec-
tive manner through PSE.

PUGET SOUND ENERGY, INC.

PSE is a public wiility incorporated in the state of Washingion
in 1960. PSE furnishes electric and gas service in a territory cover-
ing approximately 6,000 square miles, prmczpa]ly in the Puget
Sound region of the state of Washington.

At December 31, 2006, PSE had approximately 1,039,400
electric cusiomers, consisting of 918,200 residential, 114,600 com-
mercial, 3,800 industrial and 2,800 other customers; and approxi-
mately 713,000 gas customers, consisting of 638,100 residential,
52,100 commercial, 2,700 industrial and 100 transportation cus-
tomers. At December 31, 2006, approximately 342,200 customers
- purchased both electricity and gas [rom PSE, In 2006, PSE added
approximately 21,300 electric customers and 19,400 gas cus-
tomers, representing annualized cusiomer growth rates of 2.1% and
2.8%, respectively. During 2006, PSES billed retail and transporta-

tion revenues from electric utility operations were derived 49.3%,

from residenuial customers, 42.8% from commercial customers,
6.3% from industrial customers and 1.6% {rom other customers.
PSES5 retail revenues from gas wtility operations were derived 63.2%
from residential customers, 30.4% from commercial customers,
5.2% from industrial customers and 1.2% from transportation cus-
tomers in 2006. During this period the largest ¢ustomer accounted
for approximately 1.2% of PSE' operating revenues.

PSE is allected by various seasonal weather patterns and
therelore, utility revenues and associated expenses are not gener-
ated evenly during the year. Energy usage varies seasonally and
monthly primarily as a result of weather conditions. PSE experi-
ences its highest retail energy sales in the first and fourth quarters
of the year. Sales of electricity to whelesale customers also vary by
quarter and year depending principally upon fundamental market
facters and weather conditions. PSE has a purchased gas adjusi-
ment (PGA) mechanism in retail gas rates to recover variations in
gas supply and transportation costs. PSE also has a power cost

' adjustment (PCA) mechanism in electric rates to recover variaiions
in electricity costs on a shared basis with customers,

in the five-year period ended December 31, 2006, PSE’ gross
electric utility plant adduions were $1.5 billion and retirements
were $300.6 million. In the same five-year period, PSE’s gross gas
utitity plant additions were $686.7 million and retirements were
$92.1 miilion. In the same [ive-year peried, PSE’s gross common
utility plant additions were $273.6 million and retirements were
$50.3 million. Gross electric wtility plant at December 31, 2006
was approximately $5.3 billion, which consisted of 54.2% distri-
bution, 31.6% generation, 6.2% transmission and 8.0% general
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plant and other. Gross gas utility plant at December 31, 2006 was
approximately $2.1 billion, which consisted of 93.0% distribution
and 7.0% general plant and other. Gross common utility general
and intangible plant at December 31, 2006 was appro!clmalely
$458.3 million.

INFRASTRUX GROUP, INC.

InfrastruX, a non-regulated construction services business,
was incorporated in the state of Washinglon in 2000. On May 7
2006, Puget Energy sold its 90.9% interest in InfrastruX to an affil-
iate of Tenaska Power Fund, L P (Tenaska). Puget Energy accounied
for InfrastruX, as a discontinued operation.

EMPLOYEES

At February 21, 2007, Puget Energy had no employees and
PSE had approximately 2,400 full-time employees. Approximately
1,142 PSE employees are represented by the International Brother-
hood of Electrical Workers Union (IBEW) or the United Associa-
tion of Plumbers and Pipefitters (UA). The current labor contracts
with the IBEW and UA run through March 31, 2007 and Septem-
ber 30, 2010, respeciively. The' Company is currently in contract
discussions with the IBEW,

CORPORATE LOCATICON )

Puget Energys and PSEs principal executive offices are
located at 10885 NE 4th Street, Suite 1200, Bellevue, Washingion
98004 and the telephone number is (425) 454-6363. T

AVAILABLE INFORMATION

The Company’s reports on Form 10-K, quarterty reports on
Form 10-Q, current reports on Form B-K and amendments 10
those reports filed or furnished pursuant 1o Section 13(a) or 15(d)

.of the Securities Exchange Act of 1934 are available or may be

accessed free of charge through the Investors section of the Comi-
pany’s website at pugetenergy.com after the reports are electroni-
cally filed with, or furnished to, the United Siates Securities and
Exchange Commission (SEC). Information may also be obtained
via the SEC Internet website at sec.gov.
1n addition, the lollowing corporate governance materials of
the Company are available in the Investors section of the Com-
pany’s website and a copy will be mailed upon request. Requests
should be made to Puget Energy, Inc., Investor Services, PO. Box
97034, PSE-08N, Bellevue, Washington 98009-9734.
=  Corporate Governance Guidelines;
»  Corporate Ethics and Compliance Code;
+  Charters of Board Committees; and
+  Code of Ethics for the Companys Chief Executive Officer and
senior financial officers.

1f the Company waives any material provision of its Code of
Eshics for its Chief Executive Officer (CFO) and senior financial
officers or its Corporate Ethics and Compliance Code, or substan-
tively changes the codes for any specific officer, the Company will
disclose that waiver on its website within four business days.



NEW YORK STOCK EXCHANGE CERTIFICATION

On May 24, 2006, the CEC of Puget Energy and PSE filed a
Section 303A.12(a) CEO Centification with the New York Stock
Exchange (NYSE). The CEO Certification attests that the CEO is
not aware of any violations by the Company of the NYSE’s Corpo-
rate Governance Listing Standards.

REGULATION AND RATES

PSE is subject to the regulatory authority of: (1) the Federal Energy
Regulatory Commission {FERC) with respect to the transmission
of eleciric energy, the resale of eleciric energy at wholesale,
accounting and certain other matters; and (2) the Washingten Util-
ities and Transportation Commisston (Washington Commission) as
to retail rates, accounting, the issuance of Securities and certain
other matters. '

FEDERAL REGULATION . o

FERC Order No. 2000, issued on December 20, 1999,
required all utilities subject to its jurisdiction that own, operate or
control transmission facilities 1o etiher voluntarily form or partici-
pate in a Regional Transmission Organization (RTO) or Indepen-
dent System Operator (150); or, alternatively, 1o describe its efforis
1o patticipate in an RTO/ISO or the obstacles to such participation.
PSE had been an active pariicipant in regional efforts 1o form an
RTOAMSO in the Pacific Northwest since the issuance of Order No.
2000. PSE has continued to work with BPA and other regional
transmission owners 10 address the transmission related issues in
the region via a new organization known as ColumbiaGrid,

The Energy Policy Act of 2005 (EPAct 2005) added a require-
ment for FERC 10 certify an Electric Reliability Organization
(ERQ) to develop mandatory and enforceable electric system reli-

ability standards. FERC has certified the North American Electric,
Reliability Corporation (NERC) as the ERO to develop.these stan-

dards subject to FERC review and approval. Once approved, the
reliability standards will apply to PSE and wili be enlorced by the
ERO subject to FERC oversight.. PSE expects the standards to
become mandatory in June 2007. Failure to comply with these
reliability standards once they become mandatory could result in
a financial penalty.
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STATE REGULATION

PSES5 retail electric service is fully regulated by the Washing-
ton Commission. PSE is not aware of any proposals or prospects
{or retail deregulation in the state of Washington.

- PSE% retail gas service is also regulaled by the Washinglon
Commission, Since 1986, PSE has been offering gas transportation
as a separate service to industrial and commercial customers who
choose 10 purchase their gas supply directly from producers. and
gas marketers. The shifiing of customers between sales and trans-
pertation service does not materially impact utility margin, as PSE
earns similar margins on transportation service and large-volume,
interruptible gas sales.

ELECTRIC REGULATION AND RATES

Power Cost Adjustment Mechanism.  (On June 20, 2002,
the Washington Commission approved a PCA mechanism that trig-
gers if PSES costs o provide electricity fall cuiside certain bands
established in an electric rate case. The cumulative maximum
pre-lax earnings exposure due to power cost variations over the
four-year period ending June 30, 2006 was limiied to $40.0 million
plus 1.0% of the excess. In October 2003, the Washington Com- -
mission approved a shift to an annual PCA measurement period
from January through December starting in 2007. On January 5,
2007, the Washington Commission approved the PCA mechanism
for continuation under the same annual graduated scale without a
cumulative cap for excess power costs. All significant variable
power supply cost variables {hydroelectric and wind generation,
market price for purchased power and surplus power, natural gas
and coal fuel price, generation unit forced outage risk and transmis-
sion cost) are included in the PCA mechanism.

The PCA mechanism apportions increases or decreases in
power cosis, on a calendar year basis, between PSE and its cus-
tomers on a graduaied scale:

Company’s

Annual power July—December 2006 Customers’

cost variability” power cost variability! share share2
+/- 520 million +- $10 million . 0% 100%
+/- $20-5%40 million +-510-320 million =’ 50% - 50%
+/- $40-%$120 million - "+/- $20-$50 million 90% - ' 10%
+/- $120 million +/- 560 miltion 95% 5%

L 1n Ociaber 2005, the Washington Commission in its Power Cost Onty Rale Case order allowed for
a reduction 1o the power cost variahility amounts to half the annual power cost variability for the
period July 1, 2006 through December 31, 2006.

2 Over the lour-year period July 1, 2002 through June 30, 2006, the Company’s share of pre-tax
pawer cost vanations is capped at a cumulative $40.0 million plus 1.0% of the excess. Power cost
variation after December 31, 2006 will be apportioned on a calendar year basis, without a cumula-
1ve cap




Electric General Rate Case. On January 5, 2007, the
Washington Commission issued its order in PSE5 electric general
rate case filed in February 2006, approving a general rate decrease
for electric customers of $22.8 million or 1.3% annually. The rates
for electric customers were effective January 13, 2007. In is order,
the Washingion Commission approved a weighted cost of capital
of 8.4%, or 7.06% after-tax, and a capital siructure that included
44.0% common equity with a return on equity of 10.4%. The
Washington Commission had eatlier approved (on June 28, 2006)
a power cost-only rate case (PCORC) increase of $96.1 million
annually effective July 1, 2006.

Power Cost Only Rate Case. A limited-scope proceeding
called a PCORC was created in 2002 by the-Washingion Com-
mission (o periodically reset power cost rates. The main objective
of the PCORC proceeding is to provide for limely review of new
resource acquisitions costs and inclusion of such costs in rates
at the time the new resource goes into service. To achieve this
objective, the Washington Commission agreed to an expedited
five-month PCORC decision timeline rather than the statutory
11-month 1imeline for a general rate case. '

On October 20, 2005, the Washington Commission approved
a PCORC filing that increased electric rates 3.7% or $55.6 million
annually. Included in the increase is the vecovery of capital and
operating costs of the Hopkins Ridge wind generating facility. The
Hopkins Ridge wind generating facility was completed on Novem-
ber 27, 2005. As a wind generating facility, Hopkins Ridge is eligi-
ble for Federal Production Tax Credits {PTCs) that will ultimately
offset some of the costs associated with generating power from
Hopkins Ridge. The PTC is a tax credit provided by the federal
government for generating electricity from certain renewable
resources. The current amount of the tax credit is $0.019 per kilo-
watt hour (kWh) for wind generation and may be subject to inflation
adjustments over time. The tax credit can be claimed for 10 years for
a new wind project put into service prior to January 1, 2008. The
use of the credit is fe_stricted to offser only 25.0% of current iaxes
payable. Unused credits-can be carried forward for up to 20 years.
In the Washingion Commission’s October 2005 order, a new tariff
schedule was approved which provides for the pass through to
ratepayers of all benefits of the PTCs of the Hopkins Ridge project.
This mechanism {a PTC Tracker) will pass through lo the customer
the actual PTCs of the Hopkins Ridge project as they are generated.
The PTC Tracker would not be subject to the sharing bands in the
PCA. The credits passed through to the customer will be adjusied
by the carrying costs of unused PTCs. Since the customer is receiv-
ing the benefit of the tax credits as they are generated and the
Company does not receive a credit from the [RS until the tax cred-
its are utilized, the Company is reimbursed its carrying costs for
funds through this calculation,
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GAS REGULATION AND RATES. = ° .

Gas General Rate Case.  On january 5, 2007, the Wash-
ington Commission issued its order in PSEs gas general rate case,
granting an increase in gas rates of $29.5 raillion or 2.8% annually,
eflective January 13, 2007. In uts order the Washington Commis-
ston approved the same weighted cost of capital of 8.4% or 7.06%
after-tax and capital structure that included 44.0% commeon equity
with a return on equily of 10.4%, as allowed for the Company’s
electric operations.

Purchased Gas Adjustment.  PSE has a purchased gas
adjustment (PGA) mechanism in retail gas rates 10 recover varia-
tions in gas suﬁply and transportation costs, Variations in gas rates
are passed through to customers, therefore PSES gas margin and
net income are nol affected by such variations. On September 27,
2006, the Washington Commission approved a revision of PSE%s
PGA 1ariff schedule that went into effect on October 1, 2006. The
tariff changes will increase gas revenue approximately $95.1 mil-
lion, or 10.2%, on an annual basis, The rate increase authorized
PSE 1o recover higher projected future gas and gas transportation
costs, as well as to collect an accumulated deficit (receivable) bal-
ance in its PGA balancing account over a 24-month period (begin-
ning October 1, 2006). The PGA rate change will increase PSE'
gas revenué, but will not impact the Company’s net income as the’
increased revenue will be oflset by increased purchased gas costs.

The following rate adjustments were approved by the Wash-
ington Commission in relation to the PGA mechanism during
2006, 2005 and 2004:

Percentage Annual increase in
Effective date increase in rles revenues {dollars in miltions)
Cctober 1, 2006 - 10.2% ) $ 951
October 1, 2005 14.7% 121.6

October 1, 2004 17.6% - : 121.7




ELECTRIC UTILITY OPERATING STATISTICS

Twelve monibs ended Decernber 31 2006 2005 2004
Generation and purchased power, MWh
Company-controlled resources ' 6,845,323 6,902,040 7,048,270
Contracted resources 9,625,381 9,606,880 '+ 9,421,546
Non-firm energy purchased 8,185,198 7,299,139 6,164,457
Total generation and purchased power 24,655,902 23,808,059 22,634,273
Less: losses und Company use (1,489,008) {1,448.214)} {1,432,686)
, Toal energy sales, MwWh 23,166,894 22,359,845 21,201,587
Twelve months ended December 31 2006 2005 2004
Electric energy sales, MWh
Residemial - 10,593,340 - 10,321,984 10,028,150
Commercial 8,939,135 8,647,478 8,449,566
industrial 1,368,672 1,357,973 1,352,660
Other customers . 78,078 105,388 94,034
Total energy billed 1o customers 20,979,245 20,432,823 19,924,410
Unbitled energy sales—net increase (decrease) 119,800 40,015 (40,217)
Total energy sales to customers 21,099,045 20,472,838 19,884,193
Sates to other utilities and marketers 2,067,849 1,887,007 . 1,317,394
Toial energy sales, MWh 23,166,894 22,359,845 21,201,587
Transporation, including unbilled 2,091,981 2,030,457 1,988,965
Electric energy sales and transportation, MWh '25,258,875 24,390,302 23,190,552
Twelve months ended December 31 2006 2005 2004
Electric operating revenues b).f classes {thousands): oo
Residential i $ 788237 .5 690,184 $ 628,869
Commercial 702,754 629,008 580,973
Industrial 103,043 93,922 88.779
Crher customers 66,470 76,153 58,007
Operating tevenues bitled to customers! 1,660,504 1,480,267 1,356,628
Unbilled revenues—net increase (decrease) 20,749 9,548 (813)
Total operating revenues from customers 1,681;253 1,498,815 1,355,815
Transponation, including unbilled 11,488 9,027 10,707
Sales to other urilities and marketers 85,004 . 103,027 56,512
Total electric operating revenues $1,777,745 . 51,612,869 $1,423,034
Twelve months ended December 31 2006 2005 2004
Number of customers served {average): ‘
Residential 909,876 893,576 877,711
Commercial 111,672 111,587 109,238
Industrial 3,696 3,877 3,980
Other 2,637 2,426 2,197
Transporlation i8 17 17
Total customers {average) 1,027,899 1,011,483 903,143
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Twelve months ended December 31 2006 2005 2004
Average k'Wh used per customer:
Residential 11,643 . 11,551 11,425
Commercial 80,048 77,495 77.350
Industrizl 370,312 350,264 339,864
Other . 29,609 43,441 42,801
Average revenue billed per customer:
Residential $ 866 $ 772 $ 716
Commercial 6,293 5,637 5,318
Industrial 27,880 24,225 22,306
Other 25,207 31,390 26,403
Average retail revenues per kWh sold:
Residential $0.0744 $0.0669 $0.0627
Commercial 0.0786 0.0727 0.0688
Industrial 0.0753 0.0692 0.0656
Average retail revenue per kWh sold 0.0763 0.0695 0.0635
Heating degree days 4,476 ’ 4,489 4,421
Percent of normal —NOAA 30-year average 93.3% 93.6% 91.8%
Load factor? 52.4% 57.4% 53.5%

i Operating revenues in 2004 were reduced by $0.8 million as a resuk of the Comp:l;ly‘s sale of $237.7 million of its investment in customer-owned conservation measures in 1995 and 1997, As of October 2004,
the bond was paid and any excess collections were recorded as a reduction in reveriues.

2 Average usage by customers divided by their maximum usage.

ELECTRIC SUPPLY

At December 31, 2006, PSE’ electric power resources had a total capacity of approximately 4,456 megawatis (MW). PSE' historical
peak load of approximately 4,847 MW occurred on December 21, 1998. Tn order 10 meet an extreme winter peak load, PSE may supplement
its electric power resources with winter-peaking call options and other instruments that may include, but are not limited to, weather-related
hedges and exchange agreements. When it is more economical to purchase power than to run the Company’s generation, PSE will purchase

in the short-1érm markets.

The following table shows PSE5 electric energy supply resources at December 31, 2006 and 2005 and energy production during the year:

Peak power tesources at December 31

Energy production

2006 1006 2005

MW % MW ® MWh % MWh %

Purchased resources: - - .
Columbia River PUD contracts 1,164 26.1% 1,212 28.3% 5,692,366 23.1% 5,397,825 22.7%
Other hydroelectric! 168 3.8% 164 3.8% 653,362 2.6% 500,263 25%
Other producers! . 932 20.9% 94 221% 3,279,575 13.3% 3,618,792 15.2%
Shart-term wholesale energy purchases2 N/A N/A N/A N/A 8.185.276 33.2% 7,299,139 30.7%
Total purchased 2,264 50.8% 2,320 54.2% 17,810,579 72.2% 16,906,019 71.1%

Company-controlled resources: , .

Hydroelectric 234 3.3% 234 5.5% -049,276 3.9% 879,493 3.7%
Coal 677 15.2% 677 15.8% 4,800,028 19.5% 5,175,799 21.7%
Natural gas/oil 902 20.2% 502 21.0% 723,190 2.9% 813,078 34%
Wind? 379 " 8.5% 150 3.5% 372,829 1.5% 33,670 0.1%
Total Company-contralled 2,192 49.2% 1,963 45.8% 6,845,323 27.8% 6,902,040 28.9%
Total ’ 4,456 100.0% 4,283 100.0% 24,653902  ° 100.0% 23,808,059 100.0%

| Power received from other atilities is classified between hydroelectric and other producers based on the character of the utility sysiem nsed 10 supply the power or, if the power is supplied from a particular

resource, the character of that reseurce.

2 Short-term wholesale purchases net ot’ msalc of 2,067, 849 MWh and 1,887,067 MWh account for 27,1% and 24.7% of energy production for 2006 and 2005, respectively.

3 2006 represents Hopkins Ridge :md Wlld Horse wind projects. Wild Horse began commercial operations on December 22, 2006, 2005 represents Hopkins Ridge, which began commercial operations on

November 27, 2005.
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INTEGRATED RESOURCE PLANS

PSE is required by the Washinglon Cemmission to file electric
and gas Integrated Resource Plans (IRP) every two years, The next
plan will be filed in May 2007. PSE filed it§ electric IRP in
May 2005 that supports a straiegy of diverse electric power and
demand resource acquisitions including resources fueled by naw-
ral gas and coal, renewable resources (e.g., wind and biomass)
and the implementation of energy efficiency sirategies. The electric
IRP was followed by an all-source vequest for proposal (RFP)
issued on November 1, 2005 The Washinglon Commission

approved the all-source RFP on October 28, 2005. Based on PSE’s
projected customer usage for electricity and its current electric
generation resources, PSE expects that fulure energy needs
will exceed current purchased and Company-controlled power
resources. The expected average MW shortfall for the period
2007 through 2011 is as follows:

2007 2008 2009 2010
Projected average MW shostfalll 283 305 362 457

1 Estimated using all resources under long-1erm contracts and Company-controlled facilities.

PSE expects Lo address this shorifall position with the use of a
combination of new long-term power contracts and the purchase

or construction of new generating resources,

COMPANY-CONTROLLED ELECTRIC GENERATION RESOURCES
At December 31, 2006, PSE has the [ollowing plants with an aggregate net generating capacity of 2,194 MW,

Plant name " Plant Lype o Net capacity (MW) Year installed
Colstrip Units | & 2 (50% interest) Coal 307 1975 & 1976
Colstrip Units 3 & 4 (25% interest) Ceal 370 1984 & 1986
Fredonia Units 1 & 2 Dual-fuel combustion urbines 207 1984
Frederickson Units 1 & 2 Dual-fuet combustion turbines 147 1981
Whitehorn Units 2 & 3 Dual-fuel combustion wrbines 147 : 1981
Fredonia Units 3 & 4 Dual-fuel combustion turbines 107 2001
Frederickson Unit 1 (49.85% interest) Natural gas combined cycle . 124 2002
Encogen ) Natural gas cogeneration 167 1993
Crysial Mountait Internal combustion i 3 196¢
Upper Baker River Hy;:lror:lectric 91 ‘ 1959
Lower Baker River ' Hydroelectric 79 1925; reconstructed 1960; upgraded 2001
Snogualmie Falls Hydroelectric 44 1898 10 1911 and 1957
Eleciron Hydroetectric 22 1904 10 1929
Wild Horse Wind 229 2006
Hopkins Ridge ) Wind 150 2005
Total net capacity 2,104

GOLDENDALE GENERATING STATION .

On February 21, 2007, PSE acquired the Goldendale Generating Station, a 277 MW capacity natural gas generating facility in the state
of Washingtan, (rom the Calpine Corporation through its bankruptcy processing. PSE paid $120.0 million for the generating facilicy.
FERC HYDROELECTRIC PROJECTS AND LICENSES

As part of its hydroelectric operations, PSE is required to obtain operaiing licenses from FERC. A typical license contains mandaiory
conditions of operation, such as {low rate requirements, adherence 10 certain ramping protocols for outages, maintenance of reservoir levels,
equipment upgrade projects and fish and wildlife mitigation projects for a 30 to 50 year period. The licensing and relicensing processes
involve harmonizing conflicting rights and obligations of numerous governmental, non-governmental and private parties, and dealing with
issues that may include environmental compliance, fish protection and mitigation, water quality, Native American rights, title claims, oper-
ational and capital improvermnents and flood control. As a result, a number of political, compliance and financial risks can arise from the
licensing and relicensing processes. FERC regulates dam safety and administers proceedings under the Federal Power Act (FPA) 10 license
jurisdictional hydropawer projects. : '

PSE owns three operating hydroelectric projects: the Baker River project, the Snoqualmie Falls project and the Electron project. PSEs White
River project ceased operations as a hydroelectric generating resource in January 2004. The Baker River and Snoqualmie Falls projects are oper-
ating under the jurisdiction of FERC,
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Baker River project.  The Baker River projects current
annual license expires on April 30, 2007, and PSE submitted an
application for a new license to FERC on April 30, 2004. On

November 30, 2004, PSE and 23 parties, (federal, state and local -

governmental organizations, Native American Indian tribes, envi-
ronmental and other non-governmental entities) filed a proposed
comprehensive setilement agreement on all issues relating to the
relicensing of the Baker River project. The proposed settlement
inciudes a set of proposed license articles and, if approved by FERC

without material modification, would allow for a new license of -

45 years or more. The proposed settlement would require an
invesiment of approximately $360.0 million over the next 30 years
(capital expenditures. and operations and maintenance cost) in
order to implement the conditions of the new license. The pro-
posed settlement is subject to additional regulatory approvals yet
to be attained from various agencies and other contingencies that
have yet Lo be resolved. A Final Environmental Impact Statement
was issued by FERC on September 8, 2006. However, FERC has

not yet ruled on the proposed setlement and its ultimate outcome .

remains uncertain.

Snoqualmie Falls project.  The Snoqualmie Falls project
was granted a new 40-year operating license by FERC on June 29,
2004. PSE estimates that the investment required 1o implement the
conditions of the new license will cost approximately $44.0-mil-
lion. On July 29, 2004, the Snoqualmie Tribe filed a request for
rehearing of the new license and a request to stay the FERC
license. On March 1, 2005, FERC issued an Order on Rehearing
and Dismissing Stay Request. Appeals to the U.S. Court of Appeals
by the Snequalmie Tribe and by PSE have been consolidated. Oral
arguments were held on February 8, 2007. An adverse ruling from
the Court or adverse action by FERC if the license issuance is
remanded could impact PSE’s future use of this generating asset.

White River project.  The White River project was oper-
ated as a hydropower facility until 2004. PSE is actively seeking
1o sell the project and the municipal water rights associated with
the project to one or more entities. In June 2003, Ecology

approved an application [or new municipal water rights related to_

the White River project reservoir. Afier an appeal in July 2004, this
decision was remanded back 10 Ecology for further analysis of
non-hydropower operations. On December 21, 2006, PSE entered
into a Purchase and Sale Agreement with the Cascade Land Con-
servancy 1o sell certain righis and interests in a portion of former
project properties, although the closing of the sale is subject to
contingencies that have yet to be resolved.

On Aprnl 7, 2004, the Washington Commission approved
PSES recovery on the unamortized White River plant investment. At
December 31, 2006, the White River project net book value wotaled
$69.1 miltion, which included $43.4 million of net wtility plant,
$17.1 million of capitalized FERC licensing costs, $4.3 million of
costs related to construction work in progress and $1.8 million
related 1o dam operations and safety. On February 18, 2005, the

- Washington Commussion approved the recovery of the White River
net utility plant costs but did not allow current recovery of FERC
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licensing costs and other related costs until all costs associated with
selling the White River plant and any sales proceeds are known. Any
proceeds from the sale of the White River assets and water rights will
reduce the balance of the deferred regulatory asset. Neither the out-
come of this matier nor any potential associated [manmal impacts
can be predicted at this time. :

COLUMBIA RIVER ELECTRIC
ENERGY SUPPLY CONTRACTS

During 2006, approximately 23.1% of PSE%s energy ourput
was obtained at an average cost of approximaiely $0.014 per kWh
through long-term contracts with several of the Washington PUDs
that own and operate hydroeleciric projects on the Columbia
River. PSE agrees 10 pay a proportionate share ol the annual debt
service, operating and maintenance costs and other expenses asso-
ciated with each project. PSE's payments are not contingent upon
the projects being operable.

As of December 31, 2006, the Company was entitled to pur-
chase portions of the power output of the PUDs’ projects as set forth:

Companys annual amount

o K purchasable (approximate}
Contract  License % of Megawalt
Project : exp. date exp. date output capacity
Chelan County PUD:!
Rock Island Project
Original units - 2012 2029 50.0} 330
Additional units 2012 2029 50.0
Rocky Reach Project 2011 2006 38.9 501
Douglas County PUD: -
Wells Project 2018 2012 6.9 : 251
Grant County PUD:?3
Priest Rapids Development TBD TBD 4.3 39
Wanapum Development 2009 TBD 10.8 106
 Toual 1227

1 On February 3, 2006, PSE and Chelan entered inte a new Power Sales Agreement and a related
Transmission Agreement for 25.0% of the output of Chelan’ Rocky Reach and Rock Island hydro-
electric generating facilities located on the mid-Colurnbia River in exchange for PSE paying 25.0%
of the operating costs of the facilities. PSES share of the outpun represents approximately 487 MW
of capacity and 243 average MW ol energy. The agreements terminate in 2031 and provide that
PSE will begin ta receive power upon expiration of PSE} existing long-term contracts with Chelan
for the Rocky Reach and Rock Island cutput {expiring in 2011 and 2012, respectively). PSE made
a non-refundable capacity reservation payment of $689.0 million as required by the agreements.
The Washington Commission determined the prudence ol PSE entering into the new Chelan con-
trect and confirmed the treatment of the $89.¢ miflion as a regulatary asset s pan of is order in
PSE% General Rate Case on january 5, 2007.

2U_rldt:r terms of the 2001 Grant contract extensions, PSE will continue to ebtzin capacity and
energy for the term of any new FERC ticense 10 be ohnintd by Grant County PUD. The new con-
tracts’ terms began in Nevember of 2005 for the Priest Raplds Devclopmcnl and will begin in
November of 2009 for the Wanapum Development.

3 PSEs share of power (rom the 2001 contract declimes over time as Grant County FUDS load
increases. PSE's share of the Wanapum Development will remain at 10.8% uniil November 2009
and will be adjusted annually therealier for the remaining term of the new contracts, PSES share of
the Priest Rapids Development declined 10 approximately 4.3% in 2006 and will be adjusted annu-

ally for the remaining term of the new contract.



ELECTRIC ENERGY SUPPLY CONTRACTS AND AGREEMENTS WITH OTHER UTILITIES

PSE has entered into long-term firm purchased power contracts with other utilities in the West region. PSE is generally not obligated to
make payments under these contracts unless power is delivered. .

Under a 1985 settlement agreement with Bonneville Power Administration (BPA), PSE is entitled to receive exchange energy [rom BPA
during the months of November through April, which amounts 1o 36.5 average MW of energy and 82 MW of capacity for contract year
2006-2007. BPA has an option to request that PSE deliver up to 31.2 average MW of exchange energy 10 BPA in all months except May, July
and August for contract year 2006-2007. The contract terminates June 30, 2017, but may be terminated earlier under certain circumstances.

On-October 1, 1989, PSE signed a contract with The Montana Power Company for 71 average MW ol energy (97 MW of peak capacity)
through December 2010. The contract deliveries are contingent on the combined availability of Colstrip Units 3 & 4. The contract paymenls
consist of a fixed monthly payment and an energy payment.based on commeodity and transportation costs for coal. The fixed payment may be
reduced if the delivered energy is less than ihe adjusted energy entitlement {equal 10 an equiv alem availability of approxlmate!y 73.0%) for the
contract year.

In January 1992, PSE executed an agreement with Pacific Gas & Electric Company (PG&E) 10 exchange 300 MW of capacity together
with up to 413,000 megawatt hours (MWh) of energy seasonally each year, No payments ate made under this agreement. PG&E provides
power during the months of November through February and PSE provides power during the months of June through Seplember Each
party may lerminate the contrace upon five year prior netice.

Under an agreemem with Powerex expiring in February 2006, Powerex pays PSE [or the right to deliver up to 1,200,000 MWh annually
10 PSE at the Canadian border in exchange for PSE delivering power Lo Powerex at various locations in the United States. The agreement also
allows Powerex to make up any exchange volumes not used up 1o two years afier the end of the annual period.

ELECTRIC ENERGY SUPPLY CONTRACTS AND AGREEMENTS WITH NON-UTILITY GENERATORS

As required by the federal Public Utility Regulatory Policies Act (PURPA), PSE has entered into long-term firm purchased power con-
tracts with non-utility generaiors. The most significant contracts are described below. PSE purchases the net electrical output of these three
projects at fixed and annually escalating prices, intended to approximate PSES avoided cost of new generation projected at the time lhese
agreememis were made.

As of December 31, 2006, the Company purchased the power output from the following:

Contract . Plant type Contract exp. date Megawati capacity Average megawatls of energy
Sumas Cogeneration Company . Natural gas cogeneration ' 2013 135 108
March Point Cogeneration Company: ’ )
March Point Phase | Natural éas cogeneration ) 011 80 70
March Poimt Phase (I . Natural gas cogeneration 2011 ' 60 53
Tenaska Washington Partners, LP Natural gas cogeneration 2011 245 216
Total 520 447

ELECTRIC TRANSMISSION CONTRACTS WiTH OTHEI'K UTILITIES

PSE has entered into numerous transmission contracts with BPA to integrate electric generation and contracted resources into PSEs system.
These transmission contracts require PSE to pay for transmission service based oh the contracted MW level of demand; regardless of actual use.
Any costs incurred are recovered through the PCA mechanism.

Other agreements provide actual capacity ownership or capacity ownership rights. PSEs annual charges are also based on contfacted
MW volumes. Capacity on these agreements that is not committed is available for sale to third parties on PSEs Open Access Same Time
Information System (OASIS). PSE purchases short term transmission services {rom a variety of providers, including BPA.

The transmission agreements with BPA have various terms and collectively have an aggregate demand limit in excess of 2,600 MW

In 2006, BPA and PSE signed agreements for a total of 650 MW from the Mid-Columbia area into PSE§ system. Service under these
agreements commenced November 1, 2006 and will continue until November 30, 2007 and contain ngh{s to continue service beyond the
termination date.
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GAS UTILITY OPERATING STATISTICS

Twelve months ended December 31

2006 2005 2004
Gas operating revenues by classes (thousands): :
Residential $ 697,631 $ 592361 $ 478969
Commercial firm 279977 234,342 " 187,262
Industrial firm 43,994 38,380 30472
Interruptible 68,753 56,928 46,900
Total retail gas sales 1,090,355 922,011 743,603
Transporiation services 13,269 13,277 12,968
Other 16,494 17,227 12,735
Total gas operating revenues $1,120,118 $ 952515 $ 769306
Twelve months ended December 31 2006 2005 2004
Number of customers served (average):
Residertiat . 649,373 629,563 610,18t
Cemmercial firm 51,007 50,148 49,050
Industrial firm 2,618 2,651 2,688
Interruptible 470 528 574
Transportation 122 129 129
Towal customers 703,590 - 683,019 662,622
Twelve months ended December 31 2006 2005 2004
G:;S volumes, therms (thousands):
Residential 533,370 510,026 489,036
Commetrcial firm . 236,753 225,389 217,346
Industrial firm 41,185 38,576 36,751
Interruptible 63,016 61,769 65,423
Total retait gas velumes, therms 876,324 835,760 808,558
Transportation volumes 206,367 198,504 - 201,642
Total volumes 1,082,691 1,034,264 1,010,200
Twelve months ended December 31 2006 2005 2004
Working gas volumes in storage at year end, therms (thousands):
Jackson Prairie B 68,141 70,303 70,986
AECO hub—Canada 14,810 14,820 —
Clay Basin 91,090 38,857 55,044
Average therms used per customer:
Residential 821 al0 801 -
Commercial firm - 4,642 4494 4,431
Industrial firm 15,731 14,551 13,672
Imerruplihle 138,332 1169687 ' . - 113,981
- Transportation 1,691,533 1,538,791 1,563,116
Average revenue per customer: )
Restdential \ $ 1,074 $ 941 $ 785
Commercial firm . 5,489 4,673 35618
Industria! firm 16,804 14,478 11,336
Interruptible 146,283 107818 | ~8L7O07
Tran.sponaiion © 108,762 102922 " 100,527
Average revenue per therm sold: .
Residential '$ 1.308 S 1.161 . $ 0.979
Commerctal firm 1.183 1.040 ©0.862
Industrial firm { 1.068 0.995 0.829
Tnterruptible 1.057 0.922 0.717
Average reiail revenue per therm sold 1:.244 1.103 0.920
Transportation . 0,064 0.067 0.064
Heating degree days L 4476 4 489 4,421
Percent of normal —NOAA 30-year average 93.3% 93.6% 91.8%
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GAS SUPPLY

" PSE cwrrenily purchases a blended portfolio of gas supplies ranging from long-term firm 1o daily from a diverse group of major and inde-

pendent natural gas producers and marketers in the United States and Canada. PSE also enters into short-term physical and financial fixed
price derivative instruments to hedge the cost of gas 10 serve its customers. All of PSE5 gas supply is ultimaiely transported through the facil-
ities of Williams Northwest Pipeline Corporation (NWP), the sole interstate pipeline delivering directly into western Washington. Delivery of
gas supply to PSE’ gas system is therefore dependent upon the operations of NWP.

v

2006 2005
Peak finn gas supply a1 December 31 : : Dth per day % Dth per day %
Purchased gas supply:
British Columbia ' 235,000 24.3% 205,400 221%
Albena. ; _ .. .. 60,000 6.2% 60,000 T 63%
United States 145,700 15.1% 167,800 18.1%
Total purchased gas supply 440,700 45.6% 433,200 46.7%
Purchased storage capacity:
Clay Basin © 76,000 7.9% 45,200 49%
Jackson Prairie } 55,100 5.7% 35,100 5.9%
AECO hub—Canada 16,700 L.7% 16,700 1.8%
Liquefied natural gas ) 70,500 7.3% 70,500 7.6%
Total purchased storage capacity 218,300 22.6% 187,500 20.2%
Owned storage capacity: . . '
Jackson Prairie 294,700 30.5% 294,700 31.8%
Propane-air and other 12,500 1.3% , 12,500 E.3%
Total owned storage capacity ‘ 307,200 31.8% 307,200 33.1%
Total peak firm gas supply 966,200 100% 927,900 100.0%
Other and commitments with third parties (44,400) (41,4000
Toual net peak firm gas supply B 921,800 886,500

All peak firm gas supplies and storage are connected to PSEs market wath firrh transportation capacity,

For baseload and peak-shaving purposes, PSE supplemems its firm gas supply portfollo by purchasing natural gas, injecting it into

underground storage facilities and withdrawing it during the peak winter heating season. Storage [acilities at Jackson Prairie in western

Washingion dnd at Clay Basin in Utah are used lor this purpose. Jackson Praitie is also used for daily balancing of load requirements
on PSE’ gas sysiem. Peaking needs are also met by using PSE-owned gas held in NWP5 liquefied nawural gas (LNG) facility at Plymouth,
Washington, by producing propane-air gas at a plant owned by PSE and located on its distribution system, and by interrupting service to
customers ofl interruptible service rates. .

PSE expects to meet its firm peak-day requivements for residential, commercial and industrial markeis through its firm gas purcﬁase
contracts, firm transportation capacity, firm storage capacity and other firm peaking resources. PSE believes it will be able 1o acquire incremental
firm gas supply 10 meet anticipated growth in the requirements of its firm customers for the foreseeable future.

GAS SUPPLY PORTFOLIO

For the 2006-2007 winter heating season;, PSE coniracted approximately 24.3% of its expected peak-day gas supply requiremens from
sources originating in British Columbia, Canada under a combination of long-term, medium-term and seasonal purchase agreements. Long-
term gas supplies from Alberta represent approximately 6.2% of the peak-day requirements. Long-term and winter peaking arrangements
with U.5. suppliers make up approximately 15.1% of the peak-day portfolio. The balance of the peak-day requirements is expected to be met
with gas stored at Jackson Prairie, Clay Basin and AECO hub (AECQ), LNG held at NWPs Plymouth facility and propane-air and other
resources, which represent approximately 36.2%, 7.9%, 1.7%, 7.3% and 1.3%, respectively, of expected peak-day requiremerus. PSE also has
the ability to curail service to industrial and commercial customers on interruptible service rates during a peak-day event. The December
2006 firm gas supply portfolio consisted of arrangements with 20 producers and gas marketers, with no single supplier representing more
than 6,0% of expected peak-day requirements. Contracts have remaining terms ranging from less than 1 year to 8 years.

During 2006, approximately 37.9% ol gas supplies purchased by PSE originated in British Columbia while 18.4% originated in Alberla
and 43.7% originated in the United States, PSES firm gas supply portfolio has flexibility in its transportation arrangements so that some savings
can be achieved when there are regional price differentials between gas supply basins. The geographic mix of suppliers and daily, monthly
and annual take requirements permit some degree of flexibility in managing gas supplies during off-peak periods to minimize costs. Gas is
marketed ouside PSE’ service territory (off-system sales) whenever on-system customer demand requirements permit.
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GAS STORAGE CAPACITY

PSE holds storage capacity in the Jackson Prairie and Clay
Basin underground gas storage facilities adjacent to NWP’ pipeline
and at AECO in Alberta, Canada adjacent 10 Nova Gas Transmis-
sion, Lid. (TransCanada-Alberta}. These facilities represent 45.8%
of the expected peak-day portfolio. The jackson Praitie facility,
operated and one-third owned by PSE, is used primarily for inter-
mediate peaking purposes since it is able to deliver a large volume
of gas over a relatively short time peried. Combined with capacity
contracted from NWP% one-third stake in Jacksen Prairie, PSE
has peak firm delivery capacity of over 349,000 Dekatherm
{one Dekatherm, or Dth, is equal to one million British thermal
units or MMBtu) per day and total {irm storage capacity of over
8,600,000 Dth at the facility. The location of the Jackson Prairie
facility in PSE's market area increases supply reliability and pro-
vides significant pipeline demand cost savings by reducing the
amount of annual pipeline capacity required to meet peak-day
gas requirements. PSE has been in the process of expanding the
storage capacity at Jackson Prairie since March 2003, and plans 1o
continue through 2008. At the end of this project, PSE will have
added approximately 2,000,000 Dth of additional working storage
capacity. In order to meet the growing peaking requirements in the
region, PSE and other owners of Jackson Prairie obtained FERC
autherization on February 5, 2007 10 increase deliverability 'of the
project from 884,000 Dth per day 10 1,196,000 Dth per day. PSE%
share of this expansion, 104,000 Dth per day, is expected to cost
$15.0 million and to be in-service by November 2008. The Clay
Basin storage facility is a supply area storage facility that is used
primarily to reduce portfolio costs through injections and with-
drawals that take advantage of market price volatility and is also
used for system reliability. PSE holds 13,400,000 Dth of Clay Basin
capacity under two long-term contracts with remaining terms of
6 years and 13 years. PSE has exchanged 2,000,000 Dth of this
Clay Basin capacity for 2,000,000 Dth of AECO storage capacity,
which includes withdrawal capacity of 16,700 Dth per day and ter-
minates March 31, 2008. After this exchange, PSE's maximum firm
withdrawal capacity and total storage capacity at Clay Basin is over
76,000 Dih per day and exceeds 11,000,000 Dth, respectively.

LNG AND PROPANE-AIR RESOURCES

LNG and propane-air resources provide gas supply on short
notice for short periods of time. Due to their 1ypically high cost
and slow cycle times, these resources are normally utilized as the
supply of last resort in extreme peak-demand periods, typically
lasting a few hours or days. PSE has a long-term contract for stor-
age of 241,700 Dth of PSE-owned gas as LNG a1 NWP%s Plymouth
facility, which is approximately three and one-half day’ supply at a
maximum daily deliverability of 70,500 Dth. PSE owns siorage
capacity for appreximately 1.5 million gallons of propane. The
propane-air injection facilities are capable of delivering the equiva-
lent of 10,000 Dth of gas per day for up to twelve days divectly into
PSE’ distribution system.
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In 2004, a 6,000 Dth capacity LNG storage facility was
completed in Gig Harbor. In 2006, PSE expanded the capacity to
10,600 Dih. The purpose of the facility is to provide a supplemen-
1al supply of natural gas during periods of high demand, improve
overall system reliability and eliminate the need for portable LNG
operations in the Gig Harbor area.

GAS TRANSPORTATION CAPACITY

PSE currently holds firm transportation capacity on pipelines
owned by NWP, Gas Transmission Northwest {a TransCanada
company, “GTN"), TransCanada Pipelines, Ltd, (TransCanada) and
Westcoast. Accordingly, PSE pays fixed monthly demand charges
for the right, but not the obligation, to transport specified quanti-
ties of gas from receipt poinis 1o delivery points on such pipelines
each day for the term or terms of the applicable agreements.

PSE and WNG CAP 1, a wholly-owned subsidiary .ol PSE,
hold firm year-round capacity on NWP through various contracts.
PSE and WNG CAP | participate in the secondary pipeline capacity
market 10 achieve savings for PSE’ customers. PSE and WNG CAP
1 hold approximately 520,000 Dth per day of capacity on NWP
that provides firm delivery to PSES service territory. In addition,
PSE holds approximately 413,000 Dih per day of seasonal firm
capacity on NWP 1o provide for delivery of gas stored in Jackson
Prairie and the Plymouth LNG facility during the heating season.
PSE has firm transportation capacity on NWP that supplies the
Frederickson 1 generating facility with approximately 22,000 Dth
per day, with a remaining term of 12 years. PSE has released cenain
segments of its firm capacity with third parties to effectively lower
transportation cosis. PSES [irm transportation capacity coniracts
with NWP have remaining terms ranging from 1 year to 10 years.
However, PSE has either the unilateral right 10 extend the contracts
under their current terms or the right of first refusal to extend such
contracts under current FERC orders. PSE%s firm transportation
capacity on GTNS pipeline, totaling approximately 90,000 Dth pcr
day, has a remaining term of 17 years.

PSE's firm transportation capacity on Westcoast’s pipelme
is approximately 97,000 Dth per day until October 31, 2012, then
approximately 86,000 Dth per day uniil October 31, 2014,
then approximately 41,000 Dth per day unil October 31, 2017
and thereafter approximately 15,000 Dih per day until October 31,
2018. PSE has other firm transportation capacity on Westcoast’
pipeline, which supplies the Frederickson 1 generating facility,
totaling approximately 22,000 Dth per day, with a remaining term
of 8 years. PSE has firm capacity on TransCanadas Alberta and
British Columbia transportation systems, totaling approxi-
mately 80,000 Dth per day. PSE has annual rotlover rights for
this capacity. In addition, PSE has firm transportation capacity on
TransCanada’s pipelines commencing in 2008 with a term of
15 years, totaling approximately 8,000 Dth per day.



CAPACITY RELEASE t '

FERC provided a capacity release mechanism as the means for
holders of firm pipeline and storage entitlements 1o temporarily or
permanently relinguish unutilized capacity to others inorder 10
recoup all or a portion of the cost of such capacity. Capacity may
be released through several methods including open bidding and
by pre-arrangement. PSE continues to successfully mitigate a por-
tion of the demand charges related to both'storage and pipeline
capacity not utilized during off-peak periods through capacity
release. PSE also urilizes capacity release mechanisms 1o acquire
additional assets to serve its growing service territory. WNG CAP1,
a PSE subsidiary, provides additional {lexibility and benefits from
capacity release transactions. Capacity release benefits are passed
on to customers through the PGA mechanism.

ENERGY EFFICIENCY

PSE offers programs designed 10 help new and existing residential,
commercial and industrial customers use energy efficiently. PSE
uses a-variety of mechanisms including cost-effective financial
incentives, information and technical services (o enable customers
to make energy-efficient choices with respect to building design,
equipment and building systems, appliance purchases and operat-
ing practices. Energy elficiency programs reduce customer con-
sumpiion of energy thus redicing energy margins. The impact of
load reductions is adjusted in rates al each general rate case.

PSE’s iwo-year savings goals are sek based on the Integrated
Resource Plan and in conjunction with the Conservation Resource
Advisory Group per the terms of the 2002 Conservation Stipula-
tion Agreement. For 20042005, the minimum savings goals for
the two-year period to avoid a “penalty” mechanism were set at
23.2 average MW and 3.5 million therms while the “stretch” goals
were set at 39.2 average MW and 5 million therms. PSE achieved
39.34 average MW and 6 million therms of cost-effective energy
savings during the two-year timeframe, exceeding its goals.

For 2006-2007, the sum of the annual savings goals for the
two-year period is set a1 33 average MW and 3.4 million therms. 1f
conservation savings are less than 75.0% of the minimum goal, PSE
will. be subject to a penalty of $0.8 million. If savings are between
75.0% and 89.0% of the minimum, the penalty is $0.5 million,
and between 90.0% and 99.0% of the minimum, the penalty is
$0.2 million. Actual results through December 31, 2006 for the
2006-2007 period are 18.98 average MWs and 2.4 million therms.

v
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Since May 1997, PSE has recovered electric energy efficiency
{or conservation) expenditures through a tariff rider mechanism.
The mechanism allows PSE to defer the efficiency expenditures
and amortize them to expense as PSE concurrently collects the
efficiency expenditures in rates over a one-year period. As a result
of the rider, eleciric energy efficiency expenditures have no effect
on earnings. .

Since 1995, PSE has been authorized by the Washington Com-
mission Lo’ defer gas energy efficiency (or conservation) expendi-
tures and ‘recover them through a -tariff tracker mechanism.” The

‘tracker allows PSE to defer efficiency expenditures and recover

them in rales over the subsequent year. The tracker also allows PSE
1o recover an allowance for funds used 10 conserve energy on any
outstanding balance that is not being récovered in rates. As a résult
of the tracker mechanism, gas energy efficiency expenditures have
no impact on earnings. S

’

ENVIRONMENT

The Company’s operations are subject to envirenmental laws and
regulation by federal, state and local authorities. Due to the inher-
ent uncertainiies surrounding the development of federal and state
environmental and energy laws and regulations, the Company can-
not determine the impact such laws may have on its existing and
future facilities.

GREENHOUSE GAS POLICY

PSE recognizes the growing concern that increased atmos-
pheric concentrations of greenhouse” gases contribute 1o climate
change. PSE believes that climate change is a very important issue
that requires careful analysis and respenses. PSE’s policy is o take
cost-effective measures 1o mitigate and/or offsel greenhouse gas
emissions from our energy activities while maititaining a depend-
able, cost-effective and diverse energy portfolio mix that will
sustain-our customers’ needs now and into the future. PSE is tak-
ing and will continue to 1ake appropriate steps 10 meet the goal of
providing cost-effective .and reliable energy while decreasing
the impact on climate change through the implementation of
these measures. The full PSE Greenhouse Gas Policy is available
at pse.com. . ‘

i
1
1
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REGULATION OF EMISSIONS

PSE facilities are subject to regulation of emissions, including
PSE5s interest in coal-fired, steam-eleciric generating plants at
Colstrip, Montana and its combustion wibine units, There is no
assurance ihat future environmental laws and regulations affecting
sulfur dioxide, carbon monoxide particulate matter or nitrogen
oxide emissions will not be more restrictive, or that restrictions on
greenhouse gas emissions, such as carbon dioxide, or other com-
bustion byproducts, such as mercury, may not be imposed ai the
federal or state level.

EMISSIONS INVENTORY

During 2006, PSES 1otal electric retail load of 21,099,045
MWh was served from a supply portfolio of owned and purchased
resources. Since 2002, PSE has voluntarily undertaken an inven-
tory of its greenhouse gas (GHG) emissions associated with this
portfolio. Such inventory follows the protocol established
by the World Resource Instituie GHG Protocol {(GHG Protocol).
The most recent data indicate that PSE% total GHG emissions
(direct and indirect) from its electric supply portfolio in 2005
were 12,999,051 tons {COZe). Approxitately 54.3% of these
emissions (approximately 7,058,313 tons} are a_ssociated with PSE%
ownership and contractual interests in the 2,200 MW Colstrip,
Montana coal-fired steam electric generation facility (the “Facility™}.

Colstrip is a significant part of the diversity portfolio PSE owns
andfor operates for its customers. Consequently, while Colstrip
remains a signifiqam portion of our overall GHG emissions, PSE’s
overall emissions strategy demonstrates a concerted effort to man-
age our customers’ needs wnh an appropriate balance of new
renewable generation, ex1sung generation owned andfor operated
by PSE, and 31gmf1cam energy efficiency efforis.

With ongoing development of state and federal initiatives
intended to address climate change, the challenge to develop strate-
gic solutions is more complicated than ever. However, PSE believes
that now is the time to act, Consequently it is PSE5 intent to incor-
porate into the IRP a long-term strategic goal that will adhere to the
objectives of our recently published Greenhouse Gas Pelicy.

.
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On May 18, 2005, the Environmental Protection Agency
(EPA) enacted the Clean Air Mercury Rule (CAMR) that will per-
manently cap and reduce mercury emissions from coal-fired power
plants. The Montana Board of Environmental Review approved a
more stringent rule to limit mercury emissions from coal-fired
plants on October 16, 2006 (0.9 1bs/TBiu, instead of the federal
1.4 \bs/TBtu). The Calstrip owners are still evaluating the potential
impact of the new rule and i is still unknown whether the new
rule will be appealed. Preliminary treatment technology studies
undertaken by the Colstrip owners estimate that PSE5 portion
of the costs 10 comply with the new rule could be as much as
$75.0 million in construction expenditures; this number could
change as new information becomes available.

In December 2003, the EPA issued an Administrative Consent
Order (ACO) which alleged violation of the Clean Air Act permit
requirement te submit, for review and approval by the EPA, an
analysis and proposal for reducing emissions of nitrogen oxide 10
address visibility concerns upon the occurrence of certain trigger-
ing events which EPA asserts occurred in 1980. Although Colstrip
owners believe that the ACO is unfounded, the Colstrip owners
signed a settlement agreement in December 2006 that is now
awaiting signature By EPA, and then will be entered by the court.
The agreement includes installation of low nitrogen oxide equip-
ment installation on Colstrip Units 3 & 4 which will cost PSE
approximately $2.65 million.

FEDERAL ENDANGERED SPECIES ACT
Since 1991, a total of thirteen species of salmon and steethead

" have been listed as threatened or endangered species under the
" Endangered Species Act, which influences hydroelectric operations.

While the mos: significant impacts have affected the Mid-Columbia
PUDs, certain ESA impacts may affect PSE operations, potentially
representing cost exposure and operational constraints. PSE is
actively engaging the federal agencies to address Endangered
Species Act issues for PSE’s generating [acilities.



EXECUTIVE OFFICERS OF THE REGISTRANTS oot ,

The executive officers of Puget Energy as of December 31, 2006 are listed below: Fér their business experience during the past five years, please
refer 1o the table below regarding Puget Sound Energy’s executive officers. Officers of Puget Energy are elected for one-year terms.

Name Age Offices ) .
S. P Reynolds 58 Chairman, President and Chief Executive Officer since May 2005; President and Chief Executive Officer,
’ 2002-2005. Director since January 2002.

J. W Eldredge 56 Vice President, Corporate Secretary and Chiel Accounting Officer since May 2005; CorporaLe Secretary and
Chief Accounting Officer 1999-2005. -

D. E. Gaines 49 Vice President Finance and Treasurer since March 2002.

J. L. O'Connor 50 Senior Vice President General Counsel, Chief Ethics and Compliance Officer since QOctober 2005; Vice President
and General Counsel, 2003-2005. - '

B. A. Valdman 43 Senior Vice President Finance and Chief Financial Officer since January 2004. g

The executive officers of Puget Sound Energy as of Decernber 31, 2006 are listed below along with their business experience dur-
ing the past five years. Officers of Puget Sound Energy are elected for one-year terms. .

Name Age Cflices
S. P. Reynolds 58 Chairman, President and Chief Executive Officer since May 2005; Director since January 2002: President and
‘ Chief Executive Officer 2002 -2005; President and Chief Executive OQfficer of Reynolds Enetgy International,
1998-2002. '
D. P Brady 42 Senior Vice President Customer Service, information Technology and Chief Information Officer since Ociober
2005; Vice Presidéent Cusiomer Services 2003—2005; Director and Assistant to Chief Operating Officer,
2002-2003. Prior 10 joining PSE, he was Managmg Director of Trvine Associates Merchant Bankmg Group,
2001-2002. _
P K. Bussey 50 Senior Vice President Corporz'xte Affairs since Octobér 2005; Vice Presidem: Regional and Public Affairs,
2003-2005. Prior 10 joining PSE, he was President of the Washinglon Round Table, 1996~ 2003.
J. W Eldredge 56 Vice President, Corpérate Secretary, Conuroller and Chief Accounting Officer since May 2001,
D. E. Gaines 49 Vice President Finance and Treasurer since March 2002; Vice President and Treasurer, 2001-2002.
K. J. Harris 42 Senior Vice Prestdcm Regu!atory Policy and Energy Efficiency since October 2005; Vice President Regulatory
" and Government Af[alrs, 2093 2005; Vice President Reguldtory Affairs, 2002-2003; Director Load Resource
] Strategies and Associate General Counsel, 2001 -2002. '
E. M. Markell 55 Senior Vice "President Energy Resources since February 2003; Vice President Corporate, Development,
2002-2003. Prior to joining PSE, he was Chief Financial Officer, Club One, Inc., 2000-2002.
S. McLain 50 Senior Vice President Operations since February 2003; Vice President Operations—Delivery, 1999-2003,
M. D. Mellies 46 Vice President Human Resources since October 2005. Prior to joining PSE, she was General Manager of
Human Resources at Microsolt, 2002 -2005.
J. L. O'Connor 50 Senior Vice President General Counsel, Chief Ethics and Compliance Officer since October 2005, Vice Presi-
dent and General Counsel, 2003-20053. Prior to joining PSE, she was interim General Counsel, Starbucks
Corporation, 2002; Senior Vice Presidern and Deputy General Counsel, Starbucks Corporation, 2001-2002,
C. E. Shirley 53 Vice President Energy Efficiency Services since October 2005; Direcior Energy Efficiency Services,
2002-2005. Prior 1o joining PSE, he was Senior Manager of Energy Services for Snohomish County Public
Utility District, 1995-2002.
B. A. Valdman 43 Senior Vice President Finance and Chief Financial Officer since December 2003. Prior to joining PSE, he was
Managing Director with JP Morgan Secuniies, Inc., 2000-2003.
54 Vice President Project Development and Contract Management since July 2003; Vice President Corporate

P M. Wiegand

32 Pugel Energy

Planning, 2003; Vice President Corporate Planning and Performance, 2002 -2003,; Vice President Risk Man-
agement and Strategic Planning, 2000-2002.
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Item 1A. Risk Factors

The following risk factors, in addition to other factors and mauers
discussed elsewhere in this report, should be carefully considered.
The risks and uncertainties described below are not the only risks
and unceriainties that Puget Energy and PSE may {ace. Additional
tisks and unce'taintiés not presently known or currenily deemed
immaterial also may impair PSE’ business operations. If any of the
foll‘ov&ing risks actially occitr, Puget Energy’s and PSE’s business,
results of operations and financial conditions would suffer.

RISKS RELATING TO THE UTILITY BUSINESS

The actions of regulators can significantly affect PSEs earn-
ings, liquidity and business activities.

The rates that PSE is allowed 1o charge for its services is the
single most important item influencing its financial position,
results of operations and liquidity. PSE is highly regulated and the
rates that it charges its customers are determined by the Washmg-
ton Commission.

PSE is also subject Lo the regulatory autherity of 1he Washing-
ton Commission with respect to accounting, the issuance of securi-
ties and certain other maiters, and the regulatory authority -of
FERC with respect to the transmission of electric energ};, the resale
of electric energy at wholesale, accounting and certain other mat-
ters. Policies and regulatory actions by these regulators could have
a material impact on PSES financial position, results of operations
and liquidity.

PSE’s recovery of costs is subject to regulatory review and its
operating income may be adversely affected if its costs are
disallowed or recovery is delayed. | - .

The Washingion Commission determines the rates PSE
may charge to its retail customers based on a normalized cost of
producing power. If in a specific year PSE’s costs are higher than
normal, rates will not be sufficient to permit PSE to earn the
allowed return or to cover its costs and recovery of energy casts
will be deferred until subsequent ratemaking proceedings. In addi-
tion, the Washingion Commission decides what level of expense
and investment is reasonable and prudent in providing service. If
the Washington Commission decides that part of PSE%s cosis do not
meet the siandard, those costs may be disallowed partially or
entirely and not recovered in rates. For these reasons, the rates
authorized by the Washington Commission may not be sufficient
to earn the allowed return or recover the costs incurred by PSE in a
given peried. ' ¢ b e

The PCA mechanism by which variations in PSE’s power costs
are apportioned between it and its customers could experience
significant increase in expenses.

PSE has a PCA mechanism that provides for recovery of power
costs from customers or refunding of power cost savings to cus-
1omers, as those costs vary from the “power cost baseline” level of
power costs which are set in part based on normalized assumptions
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about weather and hydro conditions. Excess power costs 6f power
cost savings will be apportioned between PSE and its customers
pursuant to the graduated scale set forth in the PCA mechanism
without operation of any cap.

PSE may be unable 10 acquire energy supply resources to meet
projected customer needs or may fail to successfully integrate
such acquisitions.

PSE projects that {uture energy needs will exceed current pur-
chased and Company-controtled power resources. As part of PSEs
business strategy, it plans 10 acquire additional electric generatton
and delivery infrastruciure 1o meet customer needs. 1f PSE cannot
acquire further additional energy supply rescurces al a reasonable
cost, it may be required to purchase additional power in the open
market at a cost that could significantly increase its expenses and
reduce earnings and cash flows. Additienalty, PSE may not be able
to timely recover some or all of those increased expenses through
ratemaking,

‘While PSE expects to identily the benefits of new energy supply
resources priot to their acquisition and integration, it may not be
able to achieve the expecied benefits of such energy supply sources.

The Company’s cash flow and earnings could be adversely
affected by potential high prices and volatile markets,for pur-
chased power, increased customer demand for energy, recur-
rence of low availability of hydroelectric resources, outages
of its generating facilities or a failure to deliver on the part of
its suppliers.

The wiility business involves many operating risks. If PSEs
operating expenses, including the cost of purchased power and
natural gas, significantly exceed the levels recovered from retail
customers for an extended period of time, its cash flow and earn-
ings would be negatively affected. Factors which could cause pur-
chased power and gas costs to be higher than anticipated include,
but are not limited 1o, high prices in western wholesale markets
during periods when PSE has insufficient energy resources io meet
its load requirements and/or high volumes of energy purchased in
wholesale markets at prices above the amount recovered in retail
rates due o: ' .

» Increases in demand due, for example, either 10 weather or
customer growth;

+  Below normal energy generated by PSE-owned hydreelectric
resources due to low streamflow conditions;

»  Extended outages of any of PSE-owned generating facilities or
the (ransmission lines that deliver energy 1o load centers;

»  Failure to perform on the part of any party from which PSE

purchases capacity or energy; and o
« - The efflects of large-scale natural disasters, such as the hurri:

canes recenily experienced in the southern United States.



PSE’s electric generating [acilities are subject 1o operational
risks that could result in unscheduled plant outages, unantici-
pated operation and maintenance expenses and increased
power purchase costs.

PSE owns and operates coal, gas-fired, hydro, wind-powered
and oil-fired generating facilities. Operation of electric generating
facilities involves risks that can adversely affect energy output and
efficiency levels. Included among these risks are:

*  Increased prices for fuel and fuel transportation as existing
contracts expire;

*  Facility shutdowns due to a breakdown or failure of equip-
ment or processes or interruptions in fuei supply;

»  Disruptions in the delivery of fuel and lack of adequate
inventories;

*  Labor disputes;,

*  Inability 1o comply with regulaiory or permit requirements;

=  Disrupiions in the delivery of electricity;

+  Operator error,

*  Terrorist auacks; and

= Caastrophic events such as fires, explosions, floods or other
similar occurrences.

PSE is subject to the commodity price, delivery and credit risks
associated with the energy markets.

In connection with matching loads and resources, PSE
engages in wholesale sales and purchases of electric capacity and
energy, and, accordingly, is subject to commodity price risk, deliv-
ery risk, credit risk and other risks associated with these activities.
Credit risk includes the risk that counterparties owing PSE money
or energy will breach their obligations, Should the counterparties
to these arrangements fail to perform, PSE may be forced to enter
into alternative arrangements. In that event, PSE’% financial results
could be adversely affecied. Although PSEs models take ino
account the expected probability of default by counterparties,
actual exposure 10 a default by a particular counterparty could be
greater than the maodels predict.

To lower its financial exposure related 1o commodity price
luctuations, PSE may use forward delivery agreements, swaps and
option contracts to hedge commodity price risk with a diverse
group of counterparties. However, PSE does not always cover the
entire exposure of its assets or positions to market price volatility
and the coverage will vary over time. To the extent PSE has
urhedged positions or its hedging procedures do not work as
planned, fluctuating commodity prices could adversely impact its
results of operations.

‘

Conditions that may be imposed in connection with hydroelec-
tric license renewals may require large capital expenditures
and reduce earnings and cash flows.

PSE is in the process of renewing the federal llcenses for
its Baker River hydroelectric project and implementing the fed-
eral licensing requirements for the Snoqualmie Falls hydroelectric
project. The relicensing process is a political and public regulatory
process that involves sensitive resource issues. PSE cannot predict
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with certainty the conditions that may be imposed during the reli-
censing process, the economic impact of those requirements,
whether new licenses will ultimately be issued, modified, or
whether PSE will be willing 1o meet the relicensing requirements
to continue operating these hydroelectric projects.

Costs of compliance with environmental and endangered
species laws are significant and the cost of compliance with
new environmental or endangered species laws and the incur-
rence of environmental liabilities could adversely affect PSEs
results of operations.

PSE's operations are subject to extensive lederal, state and
local regulation relating 10 environmental and endangered species
protection. To comply with these legal requirements; PSE must
spend significant sums on environmental and endangered species
monitoring, pollution control equipment and emission fees. New
environmental and endangered species laws and regulations affect-
ing PSE5 operations may be adopted, and new interpretations of
existing laws and reguiations could be adepted or become applica-
ble to PSE or its facilities, which may substantiatly increase envi-
ronmental and endangered species expenditures made by it in the
future. Compliance with these or other future regulations could
require significant capital expenditures by PSE and adversely affect
PSE’ financial position, results of operations, cash flows and lig-
uidity. In addition, PSE may not be able to recover all of its costs
for environmental expenditures through electric and natural gas
rates at current levels in the future.

With respect to endangered species laws, the listing or pro-
posed listing of several species of salmen in the Pacific Northwest
is causing a number of changes 10 the operations of hydroelectric
generating facilities on Pacific Northwest rivers, including the
Columbia River. These changes could reduce the amouiut, and
imcrease the cost, of power generated by hydroelectric plants
owned by PSE or in which PSE has an interest and increase the
cost of the permiiting process for these facilities.

Under current law, PSE is also generally responsible for any
on-site liabilities associated with the environmental condition of
the facilities that it currently owns or operates or has previously
owned or operated, regardless of whether the liabilities arose
before, during or after the time the facility was owned or operated,
The incurrence of a material environmental liability or the new
regulations governing such liability could result in substantial
future costs and have a material adverse effect on PSE5 results of
operations and financial condition,

The Company’s business is dependent on its ability to success-
fully access capital markets.

The Company relies on access to both short-term money mar-
kets as a source of liquidity and longer-term capital markets to
fund its utility construction program and other capital expenditure
requirements not satisfied by cash flow from its operations, If the
Company is unable to access capital at competitive rates, its ability
lo pursue improvements or acquisitions, including generating




capacity, which may.be relied on lor future growth and to other-
wise.implement its strategy, could be adversely affected.

Certain market distuptions or a downgrade of the Company’s
credit rating may increase the Companys cost of borrowing or
adversely affect the ability to access one or more financial markets.

‘A downgrade in the Company’s credit rating could negatively
affect its ability to access capital and the ability to hedge in
wholesale markets. )

Standard and Poor’s and Moaody's Inveslor Services rate PSE’
senior secured debt a: "BBB” with a stable outlook and “Baa2"” with
a stable outlook, respectively. Although the Company is not aware
of any current plans of S&P or Moody'’s 1o lower their respective
ratings on PSE5 debt, the Co-mpany cannot be assured that such
credit ratings will not be downgraded. )

Although neither Puget Energ) nor PSE has any raung down—
grade provisions in its credit facilites that would accelerate the
maturity dates of owstanding debt, a downgrade in the Companies’
credit ratings could adversely affect their ability to renew existing or
obtain access to new credit facilities and could increase the cost of
such facilities. For example, urider PSES tevolving credit facility, the
_ spreads over the index and commitment fee increase as PSES corpo-
rate credit ratings decline. A downgrade in commercial paper ratings
could preclude PSE5 ability to issue commercial paper under its cur-
rent programs.

Any downgrade below investment grade of PSE’s senior
secured debt could allow counterparties in the whelesale electric,
wholesale gas and financial derivative markets to require PSE 10
post a letter of credit or other collateral, make cash prepayments,
obtain a guarantee agreement or provide other mutually agree-
able security, all of which would expose PSE 1o nd_ditional cost.

The Company's operating results fluctuate on a scasonal and
quarterly basis.

PSE’s business is seasonal and weather pauerns can have a
material impact on its operating performance. Because natural gas
is heavily used for residential and commercial heating, demand
depends heavily on weather patterns in PSEs service territory, and
a significant amount of natural gas revenues are recognized in the
first and fourth quarters related to the heating season. However,
the recent increase in the price of naural gas may result in
decreased customer dernand, despite normal or lower than normal
temperatures. Demand for electricity is also greater in the winter
months associated with heating. Accordingly, PSE’s operations have
historically generated less revenues and income when weather
conditions are milder in the winter. In the event that the Company
experiences unusually mild winters, results of operations and
financial condition could be adversely affected.

The Company may be adversely affected by legal proceedings
arising out of the electricity supply situation in the western
power markets, which could result in refunds or other liabilities.

The Company is involved in a number of legal proceedings
and complaints with respect to power markets in the wesiern
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United Siates. Most of these proceedings relate Lo the significant
increase in the spot market price of energy in western power mar-
kets in 2000 and 2001, which :;llegedl)' contributed to or caused
unjust and unreasonable prices and allegedly may have been the
result of manipulations by certain other parties. These proceedmgs
include, but are not limited to, refund proceedings and hearings in
California and the Pacific Northwest and complaints and cross-
complaints filed by various partieg with respect to alleged miscon-
duct by’ other parties in western power markets. Litigation is
subject to numerous uncertainties and PSE is unable 1o predict the
ultimate outcome of these maiters. A]:cordingly, there can be no
guarantee that these proceedmgs mdmdually of in the aggregale,
will not matenally and adversely affect PS[S f1nanc1al condmon
results of operanons or liquidity.

The Company may be negatively affected by its inability to
attract and retain professional and technical employees. -

The Company’s ability to implement a workforce succession
plan is dependent upon the Company’s ability 1o eriiploy and retain
skilled professional and technical workers in an aging workforce.
Without a skilled workforce, the Company’s ability to provideé
quality service to PSEs customers and meet regulatory requ1re-
ments will be challenged and could afleci eammgs

The Company may be adversely alfecled by exlreme events in
which the Company is not able to promptly respond and
repair the electric and gas infrastructure system.

The Company must maintain an emergency planning and
training program to allow the Company to guickly respond to
extretne events. Without emergency planning, the Company is
subject 10 availability of outside contractors during an extreme
event which may impact the quality of service provided o PSEs
customers. In addition, a slow response 1o exiremie events may
have an adverse aflect-on earnings as customers may be without
electricity and gas for an extended period of time.

The Company may be negatively affected by unfavorable
changes in the tax laws or their interpretation.

" Changes in tax law, related regulations, or differing ifterprera-
tion or enforcement of applicable law by the Internal Revenue Ser-
vice or other taxing jurisdiction could have a material adverse
impact on the Company’ financial statements. The 1ax law, related
regulations and case law are inherenuly complex. The Company
must make judgments and interpretations about the application of
the law when determining the provision for taxes. Disputes over
interpretationis of tax laws may be seutled with the 1axing authority
upon examination or audit. The Company’ 1ax obligations include
income, real estate, sales and use, business and occupation and
employment-related taxes and ongoing appeals issues related to
these taxes. These judgments may include reserves for potential
adverse outcomes regarding 1ax positions that have been taken that
may be subject to challenge by the taxing authoriies.




RISKS RELATING TO PUGET ENERGY'S
CORPORATE STRUCTURE

As a holding company, Puget Energy is subject to restrictions
on its ability to pay dividends.

" Asa holding company with no significant operations of its
own, the primary source of funds for the payment of dividends to
its shareholders is dividends PSE phys to Puget Energy. PSE is a
separate and distinct legal entity and has no obligation to pay any
amounts to Puget Energy, whether by dividends, loans or other
payments. The ability of PSE to pay dividends or make distribu-
tions to Puget Energy, and accordingly, Puget Energy’ ability to pay
dividends on its common stock, will depend on its earnings, capi-
tal requirements and general financial condition. 1f Puger Energy
does not receive adequate distributions from PSE, it may not be
able to make or may have to reduce dividend payments on its com-
mon stock. po ‘ -

PSE% payment of common stock dmdends to Puget Energy' is
restricted by provisions of covenanis applicable to its preferred
stock and long-term debt contained in its restated articles of incor-
poration and electric and gas mortgage indentures. Puget Fnergy’s
Board of Direciors reviews the dividend policy periodically in light
of the factors referred to above and cannot assure shareholders of
the amount of dividends, if any, that may be paid in the future.

Future sales of Puget Energy's common stock on the public
market could lower the stock price. | "

Puget Energy may sell additional shares of common stock in

public offerings, through the stock purchase and dividend reinvest-

ment plan or through common stock offering programs which it
has entered into with two financial institutions. Puget Energy can-
not predict the size of future issuances of common stock, or the
effect, if any, that future issuances and sales of shares of commen
stock wilk have on the market price of common stock. Sales of sub-

stantial amounts of common stock, or the perception that such

sales could occur, may adversely affect the prevallmg market price
of common stock.

The market price for common stock is uncertain and may fluc-
tuate significantly.

Puget Energy cannot predict whether the market pnce of its
common stock will rise or fall. Numerous factors influence the
trading price of its cotnmon stock. These factors may include
changes in firancial condition, results of operations and prospects,
legal and administrative proceedings and political, economic,
financial and other factors that can affect the capital markets gener-
ally, the stock exchanges on which Puget Energy’s common stock is
traded and its business segments.
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Certain provisions of law, as well as provisions in the restared
articles of incorporation, bylaws and shareholders rights
plan, may make it more difficult for others to obtain control of
Puget Energy.

Puget Energy is a Washingion corporation and certain anti-
takeover provisions of Washington laws apply and create various
impediments to the acquisition of control of Puget Energy of to the
consummation of cerain business combinations. In addition,
Puget Energy’ restated articles of incorporation, bylaws and share-
holders rights plan contain provisions which may make it more
difficult 1o remove incumbent directors or effect certain business
combinations with Puget Energy without the approval of the Board
of Directors. These provisions of law and of Puget Energy’s corpo-
rate documents, individually or in the aggregate, could discourage
a future takeover attempt which individual shareholders might
deem to be in their best interests ot in which shareholders would
receive a premium for their shares over current prices.

ltem 1B. Unresolved Staff Comments

None.

Item 2. - Properties

The principal electric generating plants and underground gas stor-
age facilities owned by PSE are described under Ttem 1, Business—
Electric Supply and Gas Supply. PSE owns its transmission and dis-
tribution facilities and various other properties. Substantially all
properties of PSE are subject to the liens of PSE's mortgage inden-
tures. PSE% corporate headquarters is housed in a leased building
located in Bellevue, Washington. '

Item 3. Legal Proceedings

See the section under ltem 7, Management’s Discussion and Analy-

“sis of Financial Condition and Results of Operations— Proceedings

Relating to the Western Power Market.

Item 4. Submission of Matters to a Vote of Security Holders

None.

o T




Part I1

»

ltem 5. Market for Registrants Common Equity, Related Shareholder Matters and Issuer Purchases of Equity Securities

Puget Energy’s common stock, the only class of common equity of Puger Energy, is traded on the New York Stock Exchange under the
symbol “PSD.” At February 21, 2007, there were approximately 36,800 holders of record of Puget Energy’s common stock. The outstanding
shares of PSE’ common stock, the only class of common equity of PSE, are held by Puget Energy and are not traded. )

The following table shows the market price range of, and dividends paid on,-Puget Energy’s common stock during the periods indicated
in 2006 and 2005. Puget Energy and its predecessor companies have paid dividends on common stock each year since 1943 when such
stock first became publicly held. e

2006 2005
Price range Price range ) '
Quarter ended High Low Dividends paid High Low Dividends paid
March 31 §21.68 $20.26 $0.25 $24.60 $21.30 $0.25
June 30 21.62 20.13 i 0.25 23.56 20.73 0.25
September 30 22.86 21.20 0.25 24.36 22.05 0.25

December 31 2591 22,72 ' 0.25 ) 23,70 20.21 .25

The amount and payment of future dividends wilt depend on Puget Energy’s financial condition, results of operations, capital requirements
and other factors deemed relevant by Puget Energy’s Board of Directors. The Board of Directors’ current policy is 1o pay out approximately 60.0%
of normalized utility earnings in dividends. o

Puget Energy’s primary source of funds for the payment of dividends to its shareholders is dividends received from PSE. PSE's payment
of common stock dividends to Puget Energy is restricted by provisions of certain covenanis applicable to preferred stock and long-term debt
contained in PSE’s Restated Articles of incorporation and electric and gas morigage indentures. Under the most restrictive covenants of PSE,
earnings reinvested in the business unrestricted as to payment of cash dividends were approximately $398.9 million at December 31, 2006.
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Item 6. Selected Financial Data

The following tables show selected financial data.

PUGET ENERGY

SUMMARY OF OPERATIONS

(Dollars in thousands, except pe':'shaxc dara} . , . - . .

Years ended December 31 2006 2005 ‘ 2004 2003! 2002
Operating revenue? ' ‘ . 52905693 52573210 $2098877 52,041,016  $1995652
Operating income A 326,616 303,163 287,678 297,723 294,074
Net income from continuing operations 167,224 146,283 125,410 114,600 100,597
Met income 219,216 155,726 55,022 116,197 110,052
Basic earnings per common share from continuing operations ] ’ ' 1.44 ) 143 126 1.21 L.13
Basic earnings per common share . .+ 189 1.52 0.55 1.23 1.24
Diluted earnings per common share from continuing aperations . L.44 1.42 1.26 1.20 L.13
Diluted earnings per common share 1.88 ) 1.51 0.55 . 1.22 1.24
Dividends per common share ‘ 3 1.00 $ 100 % 1.00 3 1.00 S 1.21
Book value per common share ) 18,29 . lrs2 16.24 16.71 16.27
Total assets'at yeai'end o ) o s : | 87,066,039 . $6,609.951 $5.851.219° $5.708.724 $5.772,132
Long-term debt . ) 2,608,360 2,183,360 2,069,360 1,955,347 2,021,832
Pr'cferrec_:l ‘stock subject to mandatory redémi:[ion l 1,889 7 1.889 1.88¢ : 1,889 ;43.162
Corporation obligated, mandatorily redeemable preferred ‘ C

securities of subsidiary trust holding soiely junior

subordinaied debentures of the corporation o - - - B 300,000
Junior subordinated debentures of the carporation . : o e . ‘

* payabte to a subsidiary trust holding mandatorily ' '
redeemable preferred securities . . . o ©. 37750 237,750 ° 280,250 - 280,250 —

Lin 2003, FASB issued Interpretation No. 46 (FIN 46) which required the consolidation of PSEs 1995 Conservation Trust Transaciion. As a result, revenues and expenses increased $5.7 million with no effect
on net income, and assets and liabilities mereased $4.2 million in 2003, FIN 46 also required deconsolidation of PSES trust preferred securities that are now classified as junior subordinated debt. This decon-
solidation has na impact on assets, lisbilities, receivables or earnings for 2003.

2 Crerating Electric Revenues and Purchased Eleciricity expenses in 2003 and 2002 were revised as a result of implementing Emerging [ssues Task Farge Issue No. 03-11, “Reporting Realized Gains and Losses
on Detivative [nstruments That Are Subject 1o FASB No. 133 and Not 'Held for Trading Purposes™ 25 Defined in Issue No. 02-03" (EITF No. (3-11), which became effective on January 1, 2004, Cperaling Elec-
tric Revenues and Purchased Electricity expense lor Puget Energy and Puger Sound Energy were reduced by $108.7 million and $77.1 million in 2003 and 2002, respectively, with no effect on net inconte,

PUGET SOUND ENERGY

SUMMARY OF OPERATIONS

(Dollars in thousands)

Years ended December 31 2006 2003 2004 20031 2002
Operating revente? $2,905,603 $2,573,210 $2,108,877 $2,041,016 $1,995,652
Operating income ' 327,490 303,496 288,241 297,904 294,593
Net income for common stock 176,740 146,769 126,192 114,735 101,117
Total assets at year end $7.061,413 36,339,800 $5,579.756 $5,359,104 $5,453,390
Long-term debt 2,608,360 2,183,360 2,064,360 1,950,347 2,021,832
Preferred stock subject to mandatory redemption 1,884 1,889 1,889 1.889 43,162

Corporation obligated, mandaterily redeemable preferred

securities of subsidiary tnust holding solely junior

subordinated debentures of the corporation - - - - 300,000
Junier subordinated debentures of the corporation payable

10 a subsidiary trust holding mandatorily redeemable .

preferred securities 37,750 237,750 180,250 280,250 —

! See note 1 above.
2 5ee note 2 above.
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Item 7. Management’s Discussion and Analysis of
Financial Condition and Results of Operations

The [ollowing discussion and analysis should be read in conjunc-
tion with the financial statements and relaied. notes thereto
included elsewhere in this annual report on Form 10-K. The dis-
cussion contains [orward-looking statements that involve risks and
uncertainties, such as Puget Energys and Puget Sound Energy’s
(PSE) objectives, expectations and intentions. Words or phrases
such as “anticipates,” “believes,” * " “expects,” “plans,”
“predicts,” “projects,” “will likely result,” “will continue” and simi-

estimates,

"o

lar expressions are intended to identify ceriain of these forward- .

looking statements. However, these words are not the exclusive
means of identifying such statements. In addition, any stalements
thart refer to expectations, projections or other characterizations
of future evenis or circumstances are forward-looking statements.
Readers are cautioned not to place undue reliance on these
forward-looking statements, which speak only as of the date of this
report. Puget Energy’s and PSE% actual results could differ materi-
ally from resulis that may be anticipated by such forward-looking
statements. Faciors that could cause or contribute to such differ-
ences include, but are not limited 1o, those discussed in the section
entitled “Forward-Looking Statements” included elsewhere in this
report. Except as required by law, neither Puget Energy nor PSE
undeniakes an obligation to revise any forward-looking statements
in order to reflect events or circumstances that may subsequently
arise. Readers are urged to carefully review and consider the vari-
ous disclosures made in this report and in Puget Energy’s and PSE%s
other reports filed with the United States Securities and Exchange
Commission that attempt to advise interested parties of the risks
and factors that may affect Puget Energys and PSE% business,
prospects and results of operations. ‘

OVERVIEW et \

Puget Energy, Inc. (Puget Energy) is an energy services holding
company and all of its operations are conducted through its sub-
sidiary Puget Sound Energy (PSE), a regulated electric and gas util-
ity company. Puget Energy owned a 90.9% interest in InfrastruX, a
utility construction and services company, until it was sold to an
affiliate of Tenaska Power Fund, L.P (Tenaska) on May 7, 2006.
After repayment of debt, adjustments for working capial, iransac-
tion costs and distributions to minority interests, Puget Energy
received $95.9 million for its 90.9% interest in InfrastruX in the
second quarter 2006. The sale resulted in an after-tax gain of
$29.8 million for the twelve months ended December 31, 20086.
The $95.9 million net proceeds Puget Erlergy received: from the
sale of InfrastruX were used to support PSE through an equity con-
tribution of $65.0 million and a loan of $24.3 million. In addition,
Puget Energy established a charitabie foundation, Pugel Sound
Energy Foundation, in the second quarter 2006 with a contribution
of $15.0 million from the net proceeds from the sale of InfrastruX
along with investment income of $0.4 million on the cash proceeds
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and a federal income tax benefit of $5.3 million [rom funding the
Puget Sound Energy Foundation.

PUGET SOUND ENERGY .

PSE generates revenues from the sale of electric and £as serv-
ices, mainly to residential and commercial customers within Wash-
ington State. PSE's operating revenues and associated expenses are
not generated evenly during the year. Variations in energy usage by
consumers cccur from season to seasen and from month to month
within a season, primarily as a result of weather conditions. PSE
normally experiences its highest retail energy sales and subse-
quently higher power costs during the winter heating season in the
first and fourth quarters of the year and its lowest sales in the third
quarter of the year. Varying wholesale electric prices and’ the °
amount of hydroelectric energy supplies available 1o PSE also make
quarter-to-quatter comparisons difficuit.

As a regulated wility company, PSE is subject to ‘Federal
Energy Regulatory Commission (FERC) and Washington Unilities
and Transportation Commission (Washington Comnission) regula-
tion which may impact a large array of business activities, including
limitation of future rate increases; direcied accounting requirements
that may negatively impact earnings; licensing of PSE-owned gener-
ation facilities; and other FERC and Washington Commission direc-
tives thal thay impact PSE's long-term goals. In addition, PSE is
subject 1o risks inherent to the uitility industry as a whole, including
weathér changes affecting purchases and sales of energy, outages at
owned and non-owned generation plants whére energy is obtained;
storims or ather events which can damage gas and electric distribu-
trion and transmission’ lines; and wholesale market stability over
time and significan evolving environmental legislation.

PSE's main operational objective is to provide reliable, safe
and cost-effective energy Lo iis customers. To help accomplish this
objective, PSE is implementing a strategy o be more sell-sulficient
in energy generation resources. PSE is continually exploring new
eleciric-power resource generation and long-term purchase power
agreements to meet this goal. The completion of the Hopkms
Ridge wind project in 2005 and the Wild Horse wind project in
December 2006 are 1wo steps toward teaching this goal. The Hop-
kins Ridge wind project provldes a rated capacity of 150 megawatls
{MW) or 52 average MW The Wild Horse wind pro_]ect provides a
rated capacity of 229 MW or 73 average MW, These pmjec:ls are
considered 10 be non- -firm energy due to the reliance on wind (o
produce the energy. |

The Hopkins Ridge wind project and the Wild Horse wind
project were included as part of PSE’ energy resource portlolio in
its long-term electric IRP that ‘was filed May 2, 2005 with the
Washmgton Commission. The plan supports a strategy of diverse
resource acquisitions mcludmg resources fueled by natural gas
and coal, renewable resources and shared resources. The IRP was
followed by issuing an all- source request for proposa] {RFP) on
Noxemberl 2005.



In addition, on February 21, 2007, PSE acquired the Golden-
dale Generating Station, a 277 MW capacity natural gas generating
facility in the state of Washington, from the Calpine Corporation
through its bankruptey proceeding, PSE paid $120.0 million for
the generating facility.

In August 2006, PSE announced the selection of seven
projects for further discussion and possible negotiation as a result
of the 2005 REP process. In aggregate, these outside sources, if
completed, would generate approximaiely 1,100 MW of long-term
power supply in total. The outcome of such discussion and negoti-
ation is not known at this time.

NON-GAAP FINANCIAL MEASURES

The following discussion includes financial information prepared
in accordance with generally accepted accounting principles
(GAAP), as well as two other financial measures, Electric Margin
and Gas Margin, that are considered “non-GAAP financial meas-
ures.” Generally, 2 non-GAAP financial measure is a numerical
measure of a Company’s financial performance, financial position
or cash flows that exclude {(or include} amounis that are included
in (or excluded from) the most directly comparable measure caleu-
lated and presented in accordance with GAAP The presentation
of Electric Margin and Gas Margin is intended to supplement
investors” undersianding of the Company’s operating performance.
Electric Margin and Gas Margin are used by the Company to derer-
mine whether the Company is collecting the appropriate amount
of energy costs from its customers to allow recovery of operating

costs. Our Electric Margin and Gas Margin measures may not be -

comparable 1o other companies’ Electric Margin and Gas Margin
measures. Furthermore, these measures are not intended to replace
operating income as determined in accordance with GAAP as an
indicator of operating performance.

FINANCIAL CONDITION AND RESULTS OF OPERATIONS

PUGET ENERGY

All the operations of Puget Energy are conducted through its
subsidiary PSE. Net incomie in 2006 was $219.2 million on operat-
ing revenues from continuing operations of $2.9 billion compared
to $155.7 mitlion on operating revenues from comtinuing opera-
tions of $2.6 billion in 2005 and $55.0 million on operating rev-
enues [rom continuing operations of $2.2 biltion in 2004. Income
from continuing operations in 2006 was $167.2 million compared
to $146.3 million in 2005 and $125.4 million in 2004.

Basic earnings per share in 2006 was $1.89 on 116.0 million
weighted average common shares outstanding compared to $1.52
on 102.6 million weighted average common shares outstanding in
2005 and $0.55 on 99.5 million weighted average common shares
ourstanding in 2004. Diluted earnings per share in 2006 was $1.88
on 116.5 million weighted average common shares outstanding
compared to $1.51 on 103.1 million weighted average common
shares outstanding in 2005 and $0.55 on 99.9 million weighied
average common shares outstanding in 2004. Included in basic
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earnings per share for 2006 was $0.45 compared to $0.09 and
$(0.71) for 2005 and 2004, respectively, related o discontinued
operations. Included in diluted earnings per share for 2006 was
$0.45 compared 10 $0.09 and $(0.71) for 2005 and 2004, respec- -
tively, related 1o discontinued operations.

Income from continuing operations excluding the impact of
the charitable contribution to the Puget Sound Energy Foundation
was $177.0 milion for 2006. Management of the Company
believes it is useful to present income from continuing operations
and diluted earnings excluding the impact of the charitable coniri-
bution because it represents a more accurate measure of aperating
performance and [acilitates period-to-period comparisons. Basic
and diluted earnings per share [rom continuing operations were
$1.52 for the twelve months ended December 31, 2006, excluding
the impact of the charitable contribution to the Puget Sound
Energy Foundation. A reconciliation to amounts under GAAP is
as follows:

Twelve monihs ended

(Dollars in millions, except per share amounts) December 31, 2006

Income from continuing operations, as reporied . $167.2
Add: Tmpact of charitabie contribution
to Foundation, net of wax 98

Income from continuing operations, excluding

charitable contributicn ' $177.0
Eamnings per share: :
Basic and dilutec earnings per.share before cumulative

effect of accounting change from continuing

operations, as reponéd . $ 144
Add: Impaét of charitable contribution to Foundation 0.08

Basic and diluted earnings per share before cumulative
effect of accounting change from continuing

operations, excluding charitable contribution '§ 1.52

Net income in 2006 benefited from income [rom discontinued
operations of InfrastruX of $51.9 million (after-tax} compared to
$9.5 million (after-tax) for 2005. Puget Energy’s income from dis-
continued operations for 2006 includes $7.3 million related 10 the
reversal of a carrying value adjustment recorded in 2005 as well
as $10.0 million related to the anticipated realization of a deferred
tax asset associated with the sale of the business. Natural gas and
electric margins increased by $22.6 million and $46.0 million,
respectively, for 2006 compared to 2005, which positively impacted
net income. The increase in natural gas margins resulted {rom
increased natural gas general tariff raes and increased sales vol-
umes. The increase in electric margins was the result of increased
sales volumes, overrecovery of power costs under the power cost
adjustment (PCA) mechanism and two power cost only rate case
{PCORC) rate increases effective November 1, 2005 and July 1,
2006. Net income in 2005 was positively impacted by an increase
in income from continuing operations of $20.6 million due to

“increaged electric and gas margins of $73.4 million. This increase

was due primarily to a higher Tenaska disallowance in 2004
of $43.4 million compared 10 $4.1 million in 2005. Increased




electricity and gas sales volumes increased margin by $24.5 million as compared to 2004. Gas margin also increased $17.3 million as a result
of the 2005 gas general rate case. Offsetting the increases were higher operations and maintenance costs of $42.1 million and depreciation and
amartization of $13.0 million. In addition, income from discontinued operations increased $79.9 million in 2005 compared to 2004 primarily
due to lower non-cash impairments and favorable industry conditions in the utility construction services sector.

2006 COMPARED TO 2005
PUGET SOUND ENERGY

Energy Margins.  The following table displays the details of electric margin changes from 2005 to 2006. Electric margin is electric
sales to retail and transportation customers less pass-through tariff items and revenue-sensitive taxes, and the cost of generating and purchas-
ing electric energy sold to customers, including transmission costs to bring electric energy to PSES service territory,

{Dollars in millions) Electric margin
Twelve monshs ended December 31 2006 2005 Change Percent change
Electric operating revenue! $1,777.7 $1,612.9 . $164.8 10.2 %
Less: Other electric operating revenue . ' - - (51.8) (62.5) 10.7 - 17.1
Add: Other electric operating revenue—gas supply resale 16.4 26.1 (9.7) A1.2)
Total electric revenue for margin 1,742.3 1,576.5 165.8 10.5
Adjusiments for amounts included in revenue:
Pass-through tariff items ) (35.9) 26.9) (9.0 (33.9)
Pass-through revenue-sensitive laxes a4 104.9) ' {12.5) (11.9)
WNet electric revence for margin ‘ 1,589.0 1,444.7 T 1443 10.0
Minus power costs:
Purchased electricity! ' (917.8) (860.4) (57.49) ' 6D
Electric generation fuel! (97.3) (73.3) (24.0) (327
Residential exchange! 163.6 .180.5 (16.9) 9.4
Total electric power costs (851.5) (753.2) (98.3) (13.1)
Electric margin? $ 7375 $ 691.5 $ 46.0 6.7 %

1 As reported on PSEs Consolidated Statement of Income.

2 Eleciric margin does not include any allocation for amortization/depreciation expense ot electric generation operation and maintenance expense.

Electric margin increased $46.0 million in 2006 compared to 2005 primarily due to the effects of the general rate case rate increase
effective March 4, 2005 and the PCORC rate increases effective November 1, 2005 and July 1, 2006 which increased margin by $27.5 million.
Retail customer kilowatt hour (kWh) sales (residential, commercial and industrial customers) increased 3.1% in 2006 compared to 2005,
which provided $21.8 million to electric margin. Electric margin also increased by $12.9 million due to overrecovery of excess power cost
under the PCA mechanism. Electric margin increased by $1.2 miltion due to the reduction of the Tenaska disallowance in the PCA mechanism.
These increases were parually offset by a $11.2 ‘million decrease related to production tax credits (PTCs) prowded 10 customers through
tariff rates, which are trued-up to actual PTCs taken in an anriual true-up process and the non-recurring benefit of a February 23, 2005
Washington Commission order allowing recovery of power costs that lowered electric margin by $6.0 million.
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The following table displays the details of gas margin changes from 2005 te 2006. Gas margin is gas sales to retail and transportation
customers less pass-through tariff items and revenue-sensitive taxes, and the cost of gas purchased, including gas transportation costs 10

bring gas to PSE'’s service ierritory.

(Dollars in millions) Gas margin
Twelve months ended December 31 2006 2005 Change Percent change
Gas operating revenue! 51.120.1 $9525 $ 167.6 176 %
Less: Other gas operating revenue (16.5) {17.2) 0.7 4.1
Total gas revenue for margin : 1,103.6- 935.3 -« 1683 ©t 180
Adjustments for amounts included in revenue:. ' ' .
Pass-through tanfl items (7.1 (5.7 (1.9 - (24.6)
Pass-through revenue-sensitive laxes (86.3) (73.1) (13.2) (18.1)
Net gas revenue for margin 1,010.2 856.5 153.7 17.9
Minus purchased gas costs! (723.2) (592.1) (131.1) (22.1)
" Gas margin? $ 287.0 $264.4 $ 226 8.5 %

¥ As reported on PSE' Consolidated Statement of Tncarne.

2 Gas margin does not include any allocation for amanizatiendepreciation expense or electric genertion operations and malntenance expense.

Gas margin increased $22.6 million in 2006 compared to 2005. Gas margin increased $12.6 million due to a 4.7% increase in gas therm
volume sales; $7.0 million of the increase was a result of the gas general tariff rate case which was effective March 4, 2005. These increases
were partially offset by a $1.5 million decrease in margin related 10 cusiomer mix and pricing,

Electric Operating Revenues.

The table below sets forth changes in electric operating revenues for PSE from 2005 10 2006.

{Dollars in millions)
Twelve months ended December 31 2006 2005 Change Percent change
Electric operating revenues: ‘ ) - .
Residential sales s 7882 $ 690.2 5 98.0 142 %
Commercial sales 7028 6200 738 . 117
Industirial sates 103.0 93.9 9.1 9.7
Orher retail sales, including unbilled revenue 35.4 23.3 12.1 51.9
Total retail sales 1.629.4 1,436.4 193.0 134
Transportation sales 1.5 LT %0 25 27.8
Sales to other witlities and marketers - 85.0 105.0 20.0) (19.0)
Other . L 51.8 62.5 (10.n a7y
Total electric operating revenues $1,771.7 $1612.9 " 5164.8 10.2 %

Electric retail sales increased $193.0 million for 2006 compared 1o 2005 due primarily 10 rate increases related 10 the PCORC and'the
electric general rate case and increased retail customer usage. The PCORC and electric general rate case provided a combined additional
$68.7 million to electric operaling revenues for 2006 compared to 2005, Retail electricity usage increased 626,207 MWh or 3.1% for 2006
compared to 2005. The increase in electricity usage was mainly the result of a 1.6% higher average number of customers served in 2006

compared to 2005.

During 2006, the benefits of the Residential and Small Farm Energy Exchange Benefit credited 10 customers reduced electric operating
revenues by $171.3 million compared to $189.0 million for 2005. This credit also reduced power costs by a correspending amount with no

impact on earnings.

Transportation sales increased $2.5 million for 2006 compared to 2005 due to an increase in szles volume of 61,524 Mwh or 3.0%.
Sales 1o other utilities and marketers decreased $20.0 million compared to 2005 due primarily 1o a decrease in the wholesale market
price of electricity in 2006 as compared to 2005 offset by an increase of 180,842 MWh in 2006 from 2005,
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- Other electric revenues decreased $10.7 million in 2006 compared 1o 2003, primarily associated with natural gas purchased for elec-
tric generation needs that was subsequently sold rather than used by PSE or gains from electric generation financial derivatives on gas sold.
The following electric rate changes were approved by the Washington Commission in 2007, 2006 and 2005: . - '

Average percentage Annual increase in

Type of rate adjustment Effective date increase in rates revenues {dollars in millions)

Eleciric General Rate Case March 4, 2005 41% ' . $57.7
Power Cost énly Rate Case November 1, 2005 37% l . 55.6
Power Cost Only Rate Case o ' L July L,2006 59 % 4531
Eleciric General Rate Case. January 13, 2007 (1.3)% (22.8)
! The rate increase is for the period July !, 2006 through December 31, 2006. The annualized basis of the PCORC rate increase is $96.t million. ",
. : L : Tl A : : .
- Gas Operating Revenues.  The table below sets forth changes in gas operating revenues for PSE from 2005 to 2006.
(Dollars in millions) + .
Twelve months ended December 31 ' 2006 2005 * Change * 1 **  Percent change
Gas operating revenues: - o : . S
. Residential sales ’ $ 697.6 ¢ $592.4 $105.2 178 %
Commercial sales 3357 ' 281.3 54.4 193
Industrial sales 57.1 483 et 8.8 18.2
Total retail sales - 1,090.4 922.0 1684 v '183
Transportation sales 133 133+ ¢ - c.0
Other o ' ) - 16.4 17.2 {0.8) (4.7
Total gas operating revenues $1,120.1 $952.5 $167.6 - 17.6 %

Gas retail sales increased $168.4 million for 2006 compared to 2005 due to higher purchased gas adjustment (PGA) mechanism rates in
2006, approval of a 3.5% gas general rate increase eflective March 4, 2005 and higher retail customer gas usage. The Washington Commis-
sion approved a PGA mechanism rate increase effective October 1, 2005 that provided $113.2 million in gas revenues for 2006 compared to
2005. In addition, the gas general rate case increase provided an addittonal $7.0 million in gas operating revenues for 2006 compared to in
2005. The remaining increase in gas retail revenues was pnman]y due to a 3% increase in customers and higher gas sales of 48.4 million therms
or $43.8 million for 2006 ¢ompared 1o 2005. ' ‘ '

The following gas rate changes were approved by the Washmgton Comrmssmn in 2007, 2006 and 2005:

+ .

+

Average percentage Annual increase in

Type of rate adjustment Effective date increase in rales

tevenues {dollars in millions)

Gas General Rate Case March 4, 2005 o 3.5% $ 263
Purchased Gas Adjustment October 1, 2005 14.7% 121.6
Purchased Gas Adjustment Qctober 1, 2006 10.2% "951
Gas General Rate Case January 13, 2007 2.8% 295

Operating Expenses. The table below sets forth significant changes in operating exp‘en'ses for PSE from 2005 10 2006.
(Dellars in millions)

Change Perceru change

Twelve months ended December 31 2006 2005

Purchased electricity - . L $9178 $ 860.4 $ 574 o 6.7%
Electric generation fuel - i 97.3 - ©733 24.0 * L 327
Residential exchange (163.6) (180.3) 169 - 9.4
Purchased gas 723.2. 17 562.1 .+ - - 1311 221
Utility operations and maintenance - 354.6 3333 213 6.4
Dgpreciatioﬁ and amortization  « 262.3 - 241.6 - 207 8.6
Conservation amonrtization oL 323 24.3 8.0 329
Taxes other than income taxes 155.7 2337 22.0. 9.4
Income taxes 97.2 89.6 7.6 8.5
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Purchased electricity expenses increased $57.4 million in
2006 compared to 2005 primarily-due 10 a 3.1% increase in retail
customer sales volumes and a 9.6% increase in wholesale sales vol-
umes. Total purchased power for 2006 increased 904,560 MWh,
or a 5.4% increase over 2005. Increase in the purchased power
volumes offset by slightly lower wholesale prices caused an
increase of $19.2 million in 2006. The increase in cosis also
reflected the recovery of previously deferred excess power costs of
$12.7 million due to lower power costs in 2006 than the baselire
PCA mechanism rate as compared to a deferral of excess power
costs of $15.7 million in 2005. Also contributing to the increase in
costs was a Washington Commission order that allowed PSE to
reflect additional power costs totaling $6.0 million during the PCA
2 period of July 1, 2003 through December 31, 2003, in 2005. In
addition, transmission and other expenses increased $3.0 million
due in part to increased kWh sales to customers.

PSE's hydroelectric production and related power costs in
2006 were positively impacted by above-normal precipitation and
snow pack in the Pacific Northwest region, which resulied in the
runoff above Grand Coulee Reservoir to be 106.0% of normal as
compared to a below normal runoff of 88.0% in 2005. The
January Early Bird Columbia Basin Runoff Forecast published by
the National Weather Service Northwest River Forecast Center
indicated that the total forecasted runofl above Grand Coulee
Reservoir for the period January through July 2007 would be near
historical averages. .

To meet customer demand, PSE economically dispatches
resources in its power supply portfolio such as [ossil-fuel genera-
tion, owned and contracted hydroelectric capacity and energy and
long-term contracted power. However, depending principally upon
availability of hydroelectric energy, plant availability, fuel prices
and/or changing load as a result of weather, PSE may sell surplus
power or purchase deficit power in the wholesale market. PSE
manages its regulated power portfolio through short-term and
intermediate-term off-systém physical purchases and sales and
through other risk management techniques.

Electric generation fuel expense increased $24.0 million in
2006 compared 1o 20035 primarily due 1o an increase of $17.4 mil-
lion in the cost of fuel at PSE-controlled combustion turbine
generating facilities due to higher costs of nawral gas offser by
slightly lower volumes of electricity generated and an increase in
the cost of coal at Colstrip generating facilities of $6.6 million
compared to 2005.

Residential exchange credits associated with the Residen-
tial Purchase and Sale Agreement with the Bonneville Power
Association (BPA) decreased $16.9 million in 2006 compared 1o
2005 as a result of lower residential and small farm customer
electric rates. The residential exchange credit is a pass-through
tariff iterm with a corresponding credit in electric operating rev-
enue; thus, it has no impact on electric margin or net income.
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Effective October 1, 20086, the annual payment PSE receives from
BPA decreased to $105.5 million for the period through Septem-
ber 30, 2007. This will have no impact on PSE% earnings as this
payment is passed through to customers through a lower residen-
tial exchange tariff credit.

Purchased gas expenses increased $131.1 million in 2006
compared to 2005 primarily due to an increase in PGA rates as
approved by the Washingion Commission and higher customer
therm sales. The PGA mechanism allows PSE 10 recover expected
gas costs, and deler, as a receivable or liability, any gas costs that
exceed or fall short of this expected gas cost amount in PGA mech-
anism tates, including accrued interest. The PGA mechanism
receivable balance at December 31, 2006 and December 31, 2005
was $39.8 million and $67.3 million, respectively. PSE is author-
ized by the Washinglon Commission to accrue carrying costs on
PGA receivable balances. A receivable balance in the PGA mecha-
nism reflects a current underrecovery of market gas cost through
rates. For further discussion on PGA rates see ltem 1, Business—
Gas Regulation and Rates.

Utility operations and maintenance expense increased
$21.3 million in 2006 compared te 2005 primarily due 1o higher
production costs of $11.9 million related to major overhauls of
Colstrip Units 1 and 4, the Hopkins Ridge wind project which
became operational on November 26, 2005, soil remediation
costs at PSE's Crystal Mountain electric generation station site and
costs to repair a failure of PSES Whitehorn Unit 2 combustion
turbine generator. $7.2 million of the increase was due to higher
electric distribution system restoration costs as a result of a series
ol severe winter storms. In addition, customer service and call
center costs increased $3.8 million and gas operations and distri-
bution costs increased $2.0 million. These increases were slightly
offset by a decrease of $3.6 million in other expenses. PSE antici-
pates operation and maintenance expense to increase in future
years as investments in new generating resources and energy
delivery infrastructure are completed. The timing and amounts of
increases will vary depending on when new generating resources
come into service. '

" A series of severe wind storms occurred during 2006 for which
PSE incurred significant costs, including a wind storm that occurred
in December 2006 that resulted in a loss of electric service to over
700,000 of PSE5s customers. PSE incurred over $72.0 million in
estimated costs related to this wind storm, the majority of which
were deferred in accordance with the Washington Commissions
orders. In to1al, PSE deferred $92.3 million of storm costs in 2006
as a result of a Washington Commission order that allowed deferral
of qualified storm costs in excess of $7.0 million. Qualifying storm

* ¢osts are those that exceed the Institute of Electrical and Electronics

Engineers (IEEE) standard for determining systetn average interrup-
tion duration index.

ol




Conservation amoriization increased $8.0 million in 2006
compared to 2005 due to higher authorized recovery of elecuric
conservation expenditures. Conservation amortization is a pass-
through tariff item with no impact on earnings.

Depreciation and amortization expense increased $20.7 mil-
lion in 2006 compared to 2005 due primarily to the effects of new
generating and electric and gas distribution sysiem plant placed in
service, of which $8.1 million is from placing the Hopkins Ridge
wind project in setvice on November 26, 2005.

Taxes other than income taxes increased $22.0 million in
2006 compared to 2005 primarily due 10 increases in revenue-based
Washington State excise tax and municipal tax due to increased
operating revenues. Revenue sensitive excise and municipal taxes
have no impact on earnings. Excluding the impact of revenue sensi-
tive taxes, taxes other than income taxes decreased $3.8 million
primarily as a result of a 2006 property tax reduction seitled with the
Washington State Department of Revenue in August 2006 which
resulted in a lower valuation for tax purposes in 2006 as compared
10 2005. -

Income taxes increased $7.6 million in 2006 compared to
2005 was the result of higher taxable income slightly offset by a
lower effective tax rate influenced by PTCs and the true-up of the
prior year federal income tax provision which resulied in an
expense in 2006 versus a benefit in 2005,

Other Income, Other Expenses, Other Income Taxes and
Interest Charges.  The 1able below sets forth significant
changes in other income and interest charges for PSE from 2005
to 2006. '

(Dollars in millions} Percent
‘Twelve months ended December 31 2006 2003 Change change
Other income $ 296 $ 168 12.8 76.2[%
Other expenses €10.0) (11.1D 1.1 99-
Income taxes (1.4) 2.6 (4.0} *
Interest charges 169.0 165.0 4.0 2.5

* Percent change not applicable or meaninglul.

Other income increased $12.8 million in 2006 compared to
2005 primarily due to an increase in the accrual of carrying costs
on regulatory assets and an increase in the equity portion of
allowance for funds vsed during construction (AFUDC).

Other expenses decreased by $1.1 million due to a decrease
in long-term share based incentive plan costs offset by certain reg-
ulatory penalty expenses incurred in 2006,

Income taxes on other income and expenses increased
$4.0 million in 2006 as compared to 2003 as a result of the increase
in other income. :

Interest charges increased $4.0 million in 2006 compared to
2005 due primarily 1o inierest expense of $6.4 million related to an
increase in debt due to construction projects offset by an increase
in the debt AFUDC credit.
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INFRASTRUX .

On May 7, 2006, Puget Energy sold its 90.9% interest in
InfrastruX to an affiliate of Tenaska, resulting in after-tax cash
proceeds of approximately $95.9 million, an after-tax gain of

$29.8 million for 2006. Puget Energy accounted for InfrastruX asa -

discontinued operation under SFAS No. 144, “Accounting for the
Impairment or Dispesal of Long-Lived Assets” in 2005 and 2006.

Under the terms of the sale agreement, Puget Energy remains
obligated for certain representations and warranties made by
InfrastruX concerning its business through May 7, 2008. Puget
Energy obtained a represemation and warranty insurance policy
and deposited $3.7 million into an escrow account as retention
under the policy. As of December 31, 2006, long-term restricted
cash in the amount of $3.8 million is included in the accompany-
ing balance sheets and represents Puget Energy’s maximum expo-
sure related to those commitments. Puget Energy also agreed 10
indemnify the purchaser for certain potential future losses related
to one of InfrastruXs subsidiaries through May 7, 2011, with the
maximum amount of loss not to exceed $15.0 million, A liability
in the amount of $5.0 million is included in the accompanying bal-
ance sheets as of December 31, 2006, which represents Puget
Energy’s estimate of the fair value of the amount poteniially
payable using 2 probability-weighted approach to a range of future
cash flows. Puget Energy also provided an environmental guaran-
tee as part of the sale agreement. Puget Energy believes it will not
have a future loss in connection with the envirenmental guarantee.

For 2006, Puget Energy reported InfrastruX related income
from discontinued operations, including gain on sale, of $51.9 mil-
lion compared to $9.5 million for 2005 (in each case, net of taxes
and minority interest). Puget Energy’s income from discontinued
operations for 2006 includes $7.3 million related to the reversal of
a carrying value adjustment recorded in 2005 as well as $10.0 mil-
lion retated to the anticipated vealization of a deferred tax asset
associated with the sale of the business. ' .

InfrastruX's operating revenue through May 7, 2006 was
$138.6 million compared to $393.3 million for the twelve months
ended December 31, 2005. Pre-tax income for the twelve months
ended December 31, 2006 was $9.9 million compared 10 $36.4 mil-
lion for the same period in 2005.



2005 COMPARED TO 2004
PUGET SOUND ENERGY

Energy Margins.  The following table displays the details of electric margin changes from 2004 to 2003, Electric margin is electric
sales to retail and transporiation customers less pass-through tariff items and revenue-sensitive taxes, and the cost of generating and purchas-
ing electric energy sold to customers, including transmission costs to bring electric energy to PSES service territory.

" {Dellars in millions)

Electric margin

Twelve months ended December 31 2005 2004 Change "Percent change
Electric’operating revenue! $1,612.9 $1,423.0 $189.9 133 %
Less: Other electric aperating revenue (6~2.5)' (44.8) . (17.7) (39.5}
Add: Other electric reverue —gas supply resale 6.1 114 14.7 1289
Total electric revenue for margin 15765 1.389.6 186.9 13.4
Adjusiments for amounts included in revenue: ’
Pass-through tarilf items (26.9) (25.4) {1.5) (5.9
Pass-through Tevenue-sensitive taxes ' (104.9) (94.2) (10.7) (11.4)
Net electric revenue for margin 1,444.7 1.270.0 174.7 13.8
Minus power costs: ' -
Purchased electricity! (860.4) (723.6) {136.8) (18.9)
Electric generation fuell (73.3} (80.8) 7.5 93
Residentiat exchange! 180.5 174.5 6.0 3.4
Total electric power costs (753.2) (629.9) (123.3) (19.6)
Electric margin? $ 640.1 $ 514 8.0 %

$ 6915

1 As reported on PSE' Consolidated Statement of Income.

2 Blectric margin does not include any allocation lor amortization/depreciation expense or electric generation operation and mainienance expense,

Electric margin increased $51.4 millién in 2003 compared to 2004 primarily as a result of the Tenaska disallowance recorded in May
2004, and ongoing Tenaska disallowances, which reduced margin by $43.4 million for 2004 compared to $4.1 mitlion in 2005. Other items
that increased margin include a 3.0% increase in retail customer usage which contributed $18.7 million to margin. These increases were
partially offset by a reduction in transmission and transportation revenues in 2005 compared 10 2004 which reduced electric margin by
$2.7 million, Customers also received a reduction in revenue of $2.6 million related to production tax credits lor the Hopkins Ridge wind
generating facility which lowered electric revenue and margin. These credits vary quarter to quarter and over time the amounts credited to
customers through lower electric rates will equal the amount used for federal income taxes. A lower authorlzed return on electric generat-
ing facilities that became effective on March 4, 2005 also lowered eleciric margin by $2.3 million. :

The following table displays the details of gas margin changes from 2004 1o 2005. Gas margin is gas sales (o retail and transportation
custormers less pass-throuéh tariff items and revenue-sensitive taxes, and the cost of gas purchased, including gas transportation costs to

bring gas te PSE’s service territory.

{Dollars in millions) . " Gas margin
Twelve months ended December 31 2005 2004 Change Percent change
Gas pperaving revenue $93525 37693 $183.2 38 %
Less: Other gas operating revenue (17.2) (12.7) {4.5) (35.4)
Total gas revenue for margin! 935.3 756.6 178.7 23.6
Adjustments for amounts included in revenue:
Pass-through tariff items 5.7 (3.6) Q. . (58.3)
Pass-through revenue-sensitive 1axes (73.1) . {59.3) . (13.8) (23.3)
Net gas revenue for margin 856.5 693.7 162.8 235
Minus purchased gas casts! (592.1) (451.3) , {140.8) {31.2}
Gas margin? $ 264.4 $242.4 $ 220 9.1 %

Las reporied on PSE's Consolidated Statement of Income.

2 Gas margin does not include any allocation for amortization/depreciation expense or electric generation operations and maintenance expense.
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Gas margin increased $22.0 million for 2005 compared to 2004. Gas margin increased $17.3 million as a result of the gas general
tariff rate increase of 3.5% effective March 4, 2005. In addition, therm sales increased 2.4% for 2005 compared to 2004, which provided
$5.8 million 10 gas margin and changes in customer class usage provided $3.9 million to gas margin.

Electric Operating Revenues.  The table below sews forth changes in electric operating revenues for PSE from 2004 to 2005.

(Doltars in millions} .
Twelve months ended December 31 ' 2005 2004 Change Percent change

Electric operating revenues: .
Residential sales ' $ 6902 $ 6289 $ 613 97 %

Commercial sales ’ 629.0 381.0 48.0 8.3
Industrial sales 93.9 88.8 5.1 57
Other re1ail sales, including unbilled revenue ) 233 12.2 11.1 91.0
Total retail sales ' 1,436.4 13109 1255 9.6
Transportation sales 9.0 10.7 (1.7 (15.9)
Sales 10 other wtilities and marketers N 105.0 563 48.5 B85.8
Othier _ ‘ ) 62.5 449 17.6 39.2
Total electric operating revenues ’ $1,612.9 $1,423.0 $189.9 133 %

Electric retail sales increased $125.5 miltion for 2005 compared to 2004 due primarily to rate increases related to the PCORC and the
electric general rate case and increased retail customer usage. The PCORC and electric general rate case provided a combined additional
$66.5 million to electric operating revenues for 2005 compared Lo 2004, which provided approximately $24.5 million in electric operating
revenues. Retail electricity usage increased 588,645 MWh or 3.0% for 2005 comparéd 10 2004. The increase in electricity usage was mainly
the result of a 1.8% higher average number of custemers served in 2005 compared to 2004,

During 2005, the benefits of the Residential and Small Farm Energy Exchange Benefit credited to customers reduced electric operating
revenues by $189.0 million compared to $182.6 million for 2004. This credit also reduced power costs by a corresponding amount with no
impact on earnings.

. Sales to other utilities and marketers increased $48.5 million compared to 2004 primarily due to an increase of 569,613 MWh sold
related to-excess generation and energy available for sale on the wholesale market. This resulted primarily from normal streamflows for
hydroelectric generation in the third quarter as compared to below normal streamflows that were expected. The increase in MWh sold was
due 1o differences in 1iming of the need for power to serve base load and actual weather conditions.

Other electric revenues increased $17.6 million for 2005 compared te 2004, primarily from the sale of excess non-core gas purchased
for intended electric generation. Non-core gas sales are included in the PCA mechanism calculation as a reduction in determining costs.

The following electric rate changes were approved by the Washington Commission in 2005 and 2004: ‘

Average percentage ' Annual increase in
Type of rate adjustment ) Effective date ) increase in rates revenues {dollars in millions)
Power Cost Only Rate Case - - May 24, 2004 3.2% $44.1
Flectric General Rate Case March 4, 2005 : 41% 57.7
Power Cost Only Rate Case November 1, 2005 3.7% 55.6

Gas Operating Revenues.  The table below sets forth changes in gas operating revenues for PSE from 2004 to 2005.

(Dollars in millions) - }
Twelve menths ended December 31 ‘ 2005 2004 ' Change Percent change
Gas operating revenues: ‘
Residential sales ' $592.4 $479.0 . $113.4 23.7%
Commercial sales . 281.3 2258 55.5 246
Industrial sales 48.3 38.8 9.5 24.5
Total reaail sales ' 922.0 743.6 178.4 24.0
Transportation sales 13.3 13.0 0.3 23
Other 17.2 12.7 4.5 354
Total gas operating revenues ' $052.5 $769.3 . $183.2 23.8%
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Gas retail sales increased $178.4 million for 2005 compared to 2004 due to higher PGA mechanism rates in 2005, approval of a 3.5%
general gas rate increase in the gas general rate case effective March 4, 20035 and higher customer gas usage. The Washingion Commission
approved PGA mechanism rate increases effective October 1, 2004 that increased rates 17.6% annually. The PGA mechanism passes through
1o customers increases or decreases in the gas supply portion of the natural gas service rates based upon changes in the price of natural gas
purchased from producers and wholesale marketers or changes in gas pipeline transportation costs. PSE’s gas margin and net income are
not affecied by changes under the PGA mechanism. For 2005, the effects of the PGA mechanism rate increases provided an increase of
$123.8 million in gas operating revenues. In addition, the gas general rate increase provided an additional $17.3 million in gas operating

revenue for 2005 compared to 2004. An increase of 3.1% in the average number of customers and lower temperatures in 2005 increased
retail customer usage by 27.2 miilion therms or approximately $25.0 million in retail gas operating revenues. '
The following gas rate adjustments were approved by the Washington Commission in 2005 and 2004

Average percentage Annual increase in

Type of rate adjustment Eflective date increase in rates revenues (dollars in millions)
PGA Oclober 1, 2004 17.6% . §121.7
Gas General Rate Case March 4, 2005 3.5% : 263
PGA Ociober 1, 2005 14.7% 121.6

Operating Expenses.  The table below sets forth significant changes m operating expenses for PSE from 2004 to 2005.

(Dollars in millions)

Twelve months ended December 31 2005 2004 ) Change Percent change
Purchased electricity $ 8604 $7236 $1368 C 188 %
Electric generation fuel © 733 80.8 (7.5) 9.3
Residential exchange (180.5) (174.5} (6.0) ' (3.4)
Purchased gas 502.1 451.3 140.8 ' 312
Utility opernlioﬁs and maint.enance 3333 ' 291.2 121 . 14.5
Depreciation and amortization 241.6 228.6 ‘ i3.0 ‘ 5.7
Taxes other than income taxes 2337 209.0 247 ' 11.8
Income taxes 89.6 771 12.5 162

Purchased electricity expenses increased $136.8 million in
2005 compared to 2004 as a result of increased power purchases
from higher customer usage and higher wholesate markel prices
offset by a réduction in the Tenaska disallowance relaied to the
return on the Tenaska gas supply regulatory asset. The reduction of
$39.3 million related 1o the Tenaska disallowance from 2004
included a February 23, 2005 Washington Commissien order con-
cerning PSEs compliance filing related 10 the PCA 2 period of
July 1, 2003 through June 30, 2004. In its order, the Washinglon
Commission determined that PSE was allowed to reflect additional
power costs totaling $6.0 million during the PCA 2 period of
July 1, 2003 ihrough December 31, 2003. These costs were
reflected in the PCA mechanism, which resulted in a reduction in
purchased electricity expense for 2005. Tolal purchased power for
2005 increased 1,336,5C1 MWh, or an 8.6% increase over 2004,

PSEs hydroelectric production and related power costs in
2005 and 2004 were negatively impacted by below-normal precip-
itation and reduced snow pack in the Pacific Northwest region.
The January 4, 2006 Columbia Basin Runoff Summary published
by the National Weather Service Northwest River Forecast Center
indicated that the total observed runoff above Grand Coulee Reser-
voir for 2005 was 88.0% of normal, which approximates the total
observed runoff for 2004. - :

Electric generation fuel expense decreased $7.5 million in
2005 compared to 2004 primarily due 10 a $6.9 million charge
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recorded in 2004 related 10 a binding arbitration seulement
between Western Energy Cormpany and PSE. Excluding this settle-
ment, electric generation fuel costs decreased $0.6 million related
to overall lower cosi of gas for combustion turbine units and cost

of gas at those facilities totaling $5.6 million. The decrease in lower

cost of gas was partially offset by an increase of the cost of coal 6f
$5.0 million in 2005 compared to 2004 due to higher generation
a1 Colstrip generating facilities of 56,797 MWh. Costs associated
with electric generation fuel are reflected in the PCA mechanism.

The reduction in electric generation fuel was also the resuk of
the Hopkins Ridge wind generation facility beginning operations
on November 27, 2005, Generation from the Hopkins Ridge gen-
eration facility does not include fuel expenses in its operation.

Residential exchange credits associated with the Residential
Purchase and Sale Agreement with BPA increased $6.0 million in
2005 compared to 2004 as a result of increased residential and
small farm customer electric load. The residential exchange credit
is a pass-through tariff item with a corresponding credit in electric
operating revenue, thus it has no impact on electric margin or net
income. :

Purchased gas expenses increased $140.8 million in 2005
compared to 2004 primarily due to an increase in PGA rates as
approved- by the Washington Commission. The PGA mechanism
allows PSE to recover expected gas costs, and defer, as a receivable
ot liability, any gas costs that exceed or fall short of this expected




gas cost amount in PGA mechanism rates, including accrued inter-
est. The PGA mechanism receivable balance at December 31, 2005
and 2004 was $67.3 million and $19.1 million, respectively. A
receivable balance in the PGA mechanism reflects a current under-
recovery of market gas cost through rates.

Utility operations and maintenance expense increased
$42.1 million in 2005 compared 10 2004 which includes an
increase of $4.3 million related 10 low-income program costs that
are passed-through in retail rates with no impact on earnings. As

a result, the impact on net income from uiility operations and

maintenance for 2005 was an increase of $37.7 million. The
increase for 2005 includes increases of $26.2 million relaied 1o
higher gas distribution system expenses, planned maintenance
costs for PSE-owned energy production facilities, electric distribu-
tion system costs, regulatory commission expense for rate cases
and administrative costs. The production operation and mainte-
nance increase for 2005 also includes a $1.5 million loss reserve
associated with an arbitration panels ruling in favor of the Muck-
leshoot Indian Tribe relating 10 the operation of a fish hatchery on
the White River recorded in the second quarter 2005. These
increases were partially offset by lower storm damage repair costs
of $5.5 million for 2005 due 1o less severe weather and outages.

Total storm damage costs for 2005 totaled $3.6 million compared

t0 $9.1 milkion in 2004.

Depreciation and amortization expense increased $13.0 mil-
lion in 2005 compared to 2004 due primarily to the effects of a
new generating and electric and gas distribution system plant
placed in service in 2005. New plant placed in service in 2005
includes $170.9 million for the Hopkins Ridge wind project in
November 2005.

Taxes other than income taxes increased $24.7 million in

2005 compared to 2004 primarily due to increases in revenue-

based Washinglon State excise tax and municipal tax due 10
increased operating revenues. Revenue sensitive excise and munic-
ipal taxes have no impact on earnings.

Income taxes increased $12.5 million in 2005 compared to
2004 as a result of higher taxable income and the non-recurrence
of the one-time income tax benefit of $1.4 million in 2004 relaied
1o 2 2001 1ax audit.

OTHER INCOME AND INTEREST CHARGES
The table below sets forth significan: changes in other income
and interest charges [or PSE from 2005 to 2004.

(Doltars it millions} Percent
Twelve months ended December 31 2005 2004 Change change
Other income $ 16.8 3 11.0 $58 52.7 %
Other expenses (11.1) (9.5) (1.6) (16.8)
Interest charges 165.0 166.4 (1.4) {0.8)

Other income increased $5.8 million in 2005 compared to
2004 primarily due to increases in the equity portion of allowance
for funds used during construction and an increase in revenue from
PSE%s basic ordering agreement for energy management projects
with the U.5. Navy.
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Other expenses decreased by $1.6 million primarily due to a
decrease in long-term incentive plan costs due to not meeting the
performance condition. . o

Interest charges decreased $1.4 million in 2005 compared
lo'2004 due 1o the redemption of $231.0 million of long-term
debt with rates ranging from 3.40% 10 6.93% in 2005, Also, in
May 2005, PSE redeemed $42.5 million of PSEs 8.231% Capital
Trust Preferred Securities (classified as Junior Subordinated
Debentures of the Corporation Payable 10 a Subsidiary Trust
Holding Mandatorily Redeemable Preferred Securities on the bal-
ance sheet). These redemptions and resuliing decreases in interest
expense were partially offset by the issuance of $250.0 million
and $150.0 million of long-term senior notes in May 2005 and
October 2005, respectively. In addition, debt AFUDC credited to
interest expense increased $4.1 million due to increased construc-
tion activity in 2005,

INFRASTRUX
The following table summarizes Puget Energy’s income from
discentinued operations for 2005 and 2004

{Dollars in millicns) 2005 2004
[ncome from operations reported by InfrastruX $11.4 $ 68
Goodwill impairment . . )] (91.2)
Tax provision on goodwill impairment - 249

Net (loss) at InfrastruX (2.5) (59.5)
Goodwill impairment not recognized at Pugel Energy 13.9 —
InfrastruX depreciation and amortization not recorded

by Puget Energy, net of tax 10.8 —
Pugel Energy tax benefit (valuation allowance} from

goodwill impairment 1.9 (18.0)
Carrying value adjustment 1o estimated fair value

and transaction ¢osis (12.4) -
Minority interest in income from

discontinued operations (2.2) 7.1
[ncome {loss) from discontinued operations $ 95 $(70.4}

In accordance with Statement of Financial Accounting Stan-
dards (SFAS) No. 144, Pugel Energy adjusted the carrying vatue of
its investment in InfrasiruX to the estimate of fair value, less cost 1o
sell, a1 December 31, 2005. After reflecting a $12.4 million carry-
ing value adjustment and charge for transaction costs in 2005,
Puget Energy’s equity investment in InfrastruX was $43.5 million
at December 31, 2005 compared 10 $33.8 million at December 31,
2004. Puget Energy’s carrying value under SFAS No. 144 as com-
pared 1o the estimated fair value of its InfrastruX investment was
not impacted by the non-cash goodwill impairment recorded by
InfrastruX under SFAS No. 142 due to discontinued operations of
InfrastruX. As a result, Puget Energy did not record the effects of
the goodwill impairment under SFAS No. 142 in 2005.




CAPITAL RESOURCES AND LIQUIDITY -

CAPITAL REQUIREMENTS
CONTRACTUAL OBLIGATIONS AND COMMERCIAL COMMITMENTS

Puget Energy.  The following are Pugel Energy’s aggregate consolidated (including PSE) coniractual abligations and commercial
commitmenis as of December 31:

Puget Energy . ' )
Contractual obligations Payments due per period *
(Dollars in millions) Total 2007 2008-2009 . 2010-2011 2012 & thereafter
Long-term debt including interest B $ 54444 § 294.9 $ 6548 $ 741.0 $3,753.7
Shori-term debt including interest ] 3281 3281 — - -
Junior subordinated debenures payablé to a subsidiary trust including interest! T 1012 il 6.2 6.2 85.7
Mandatorily redeemable preferred stock 1.9 - — — 1.9
Service contract obligations 159.8 30.7 69.0 43.6 145
Non-cancelable operating leases 1203 15.5 30.3 21.4 331
Fredonia combustion 1urbines lease? 65.4 6.1 125 46.8 -
Energy purchase obligations Co 6,176.3 1,000 1,666.3 9923 - 25166
Contract initiation payment/collateral requirement 18.5 - - i85 —
Financial hedge obligations ' 36 2.2 1.4 - =
Purchase obligations ) ] 44.6 . 105 34.1 - - =
Non-qualified pension and other benefits funding and payments 47.2 6.6 7.4 9.1 2471
Total contractual cash obligations $12,511.3 $1,698.8 $2,502.0 $1,880.9 $6,429.6
Puget Energy ‘ . ‘
Cemmercial commitments Amount of commitment expiration per period
(Dollars in millions) Toal 2007 2008-2009 2010-2011 2012 &1 thereafter
Indemnity agreements> ' $ 88 $ — Cos38 8 — $5.0
Credit agreement —available? 281.5 - — 281.5 -
Receivables securitization facility® : 90.0 i - — 90.0 -
Energy operations leter of credit 0.5 0.5 - — -
Total commercial commitments $380.8 $0.5 $3.8 $371.5 ) $5.0

! 1n 1997, PSE formed Puget Sound Energy Capital Trust | for the sole purpose of issuing and selling preferved securities {Trust Securities) to investors and issuing common securilies 1o PSE. The proceeds from
the sale of Trust Securities were used by the Trust to purchase Junior Subordinated Debentures {Debentures) from PSE. The Debentures are the sole assets of the Trusts #nd PSE owns all common securities of
the Trusts. ) * .

2 See “Fredonia 3 and 4 Cperaling Lease” under “ONf-Balance Sheet Arrangements” below.

3 Under the InfrastruX sale agreement, Puget Energy is obligated for certain representations and warranties concerning InfrastruXs business and anti-trust inquiries. The fair value of the business warranty was
$3.8 million at December 31, 2006 and the obligation expires on May 7, 2008. Puget Energy also agreed 1o indemnify the buyer relating to an inquiry of an InfrastruX subsidiary and the fair value of the warranty
was $5.0 million at December 31, 20086. See *InfrastruX™ above for further discussion.

+ At December 31, 2006, PSE had available a $500.0 million unsecured credit agreement expiring in April 2011. The credit agreement pr'nvid:s credit support for letters of credit and commercial paper. At Decem-
ber 31, 2006, PSE had $0.5 million for an outstanding leuer of credit and $218.0 million commeteial paper outstanding, effectively reducing the available borrowing capacity to $281.5 million. '

3 At December 31, 2006, PSE had available a $200.0 million receivables securitization facility thar expires in December 2010. $110.0 millien was outstanding under the receivables securitization (acility at
Drecember 31, 2006 thus leaving $90.0 million available. The facility allows receivables 1o be used as collateral 1o secure shert-term loans, not exceeding the lesser of $200.0 million or the bormowing base of eli-
gible receivables, which Muctuate with the seasonality of energy sales 1o customers. See "Receivables Securitization Facility” below for further discussion.
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Puget Sound Energy.  The foliowing are PSE% aggregate contractual obligations and commercial comnmitments-as of December 31:

Pugert Sound Energy , .
Caruraciual obligattans Paymenis due pes period .
(Dollars in millions) Tarzl 2007 2008-2009 2010-2011 2012 & thereafter
Long-term debt including ierest $ 5.444.4 $ 2949 $ 6548 & 7410 $3,753.7
Short-term debt including interest 3525 3525 — - —
Junior subordinated debentures payable 1o a subsidiary mist including interest! 101.2 31 6.2 6.2 - 857
Mandatorily redeemable preferred stock ) 1.8 - - — 19
Service contract obligations ' 159.8 307 69.0 45.6 14.5
Non-cancelable operating leases 1203 15.5 50.3 214 £ 331
Fredonia combusticn turbines lease? 65.4 61 - 12.5 46.8 -
Energy purchase obtligations 6,176.3 1,001.1 1,666.3 902.3 2,516.6
Contract initiation paymenv/ccllateral requirement 185 - = - 18.5 -
Financial hedge obligations ’ 3.6 22 ' 1.4 - —
Purchase obligations 44.6 © U105 34.1 f— —
Non-qualified pension and other benefits funding and paytnen{s 47.2 6.6 7.4 9.1 24.1
Total contractual cash obligations : $12,535.7 $1,723.2 $2,502.0 51,880.9 $6,429.6

Puget Sound Energy.  The following are PSE% aggregate commercial commitments as of December 31, 2006:

Puget Sound Energy

Commercial commitments ! Amount of commitment expiration per period: .

(Dollars in millions) K Total 2007 2008-2009 - 2010-2011 2012 & thereafter

Credit agreement—available3 $281.5 $ — $— $281.5 $—

Receivables securitization facility* 900" . - - 20.0 -

Energy operations leiter of crediu 05 0.5 . - ' - —
Total commercial commitments $372.0 $0.5 v $— $371.5 —

! See note 1 above,
2 See note 2 above.
3 See note 4 above.
4 See note 5 above.

OFF-BALANCE SHEET ARRANGEMENTS

Fredonia 3 and 4 Operating Lease.  PSE leases two com-
bustion turbines for its Fredonia 3 and 4 electric generating facility
pursuant to a master operating lease that was amended for this
purpose in April 2001. The lease has a term expiring in 2011, but
can be canceled by PSE at any time. Payments under the lease vary
with changes in the London Interbank Offered Rate (LIBOR). At
December 31, 2006, PSE's outstanding balance under the lease was
$S_1.I million. The expected residual value under the lease is the
lesser of $37.4 million or 60.0% of the cost of the equipment. In the
event the equipment is sold to a third party upon termination of the
tease and the aggregate sales proceeds are less than the unamortized
value of the equipment, PSE would be required to pay the lessor
contingent rent in an amount equal 10 the deficiency up 10 a maxi-
mum of 87.0% of the unamortized value of the equipment.

UTILITY CONSTRUCTION.PROGRAM
Utility construction expenditures for generation, transmission
and distribution are designed to meet continuing customer growth

and to support reliability of PSE%s energy delivery systems. Con-

struction expenditures, excluding equity AFUDC and customer
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refundable contributions, were $575.1 million - for 2006. Utility
construction expenditures, excluding AFUDC and excluding new
generation resources other than the Wild Horse project (which will
be determined-as the company proceeds through the integrated
resource planning process) are anticipated 1o be the following in
2007, 2008 and 2009:

Capital expenditure projections

(Dollars in millions) 2007 2008 2009
Energy delivery, technology and faciliiies  $530 5353 5640
New resources 120 70 210

Total expenditures ' $650 $625 $850

The proposed utility construction expenditures and any new
generation resource expenditures that may be incurred are antici-
pated to be funded with a combination of cash from operations,
shori-term debt, long-term debrt and equity. Construction expendi-
wure estimates, including the new generation resources, are 5ubjéct
1o periodic review and adjustmen in light of changing economic,
regulatory, environmental and efficiency factors.



NEW GENERATION RESOURCES L

On December 22, 2006, PSE placed into service the Wild
Horse wind project. Wild Horse is located in ¢entral Washingion
State, The Wild Horse wind project features 127 turbines provid-
ing up to 229 MW, generaiing enough wind-fueled electricity on
average to serve 76,000 of the Companys electric customers in
Western Washingion and Kinkas County.

CAPITAL RESOURCES
CASH FROM OPERATIONS

Cash generated from operations for 2006 was $185.3 million,
which is 23.7% of the $783.4 million used for utility construction
expenditures and other capital expenditures. For 2005, cash gener-
ated from operations was $255.8 million which is 42.1% of the
$608.0 million used for utility construction expenditures and
other capital expendiiures.

The overall cash generated [rom operating activities for 2006

decreased $70.3 million compared to 2005. The decrease was ’

primarily attributable to deferred storm damage costs of $92.3 mil-
lion and to a non-refundable capacity reservation payment of
$89.0 million in April 2006 for the Chelan PUD power sales agree-
ment which will begin providing power to PSE at the end of
2011. In addition, $37.7 million of cash collateral related to natu-
ral gas supply contracts was returned in 2006 and $55.0 million
was received in 2005 for funds received from a gas pipeline capac-
ity contract obligation of Duke Energy Marketing and Trading.
Further, there was an increase of $83.4 million in payments made
for accounts payable refated to energy purchases which con-
tributed to the decrease. Partially offsetting the decrease was an
increase in accounts receivable balances of $139.7 million as com-
pared 10 2005 which was primarily attributable to the change in
the accounts receivable securitization program. In addition, there
was an increase in cash received for the purchased gas recetvable
adjustment of $75.8 million, a beneficial increase in the change of
_ the power cost adjustment of $30.4 million, an increase in accrued
expenses of $15.9 million and a decrease in BPA prepaid transmis-
sion of $10.8 million in 2005 that further offset the decrease in
cash generated from operating activities.

FINANCING PROGRAM

Financing wtility construciion requirements and operationat
needs are dependent upon the cost and availability of external
funds through capital markets and from financial institutions.
Access to funds depends upon factors such as general economic
conditions, regulatory authorizations and policies and Puget
Energy’s and PSE’s credit ratings.
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RESTRICTIVE COVENANTS
In determining the type and amount of future financing, PSE

may be limited by restrictions contained in its electric and gas

mortgage indentures, restated articles of incorporation and certain

loan agreemenis. Under the most restrictive tests, at December 31,

2006, PSE could issue:

*  approximately $262.0 million of addinional first mortgage
bonds under PSE% electric mortgage indenture based on
approximately $437.0 million of electric .bondable property
available for issuance, subject 10 an interest coverage ratio
limitation of 2.0 times net earnings available for interest (as
defined in the electric utility mortgage), which PSE exceeded
at December 31, 2006;

»  approximately $365.0 million of additional first mortgage
bonds under PSE’s gas mortgage indenture based on approxi-
mately $608.0 million of gas bondable property available
for issuance, subject 1o interest coverage ratio limitations of
1.75 times and 2.0 times net earnings available for interest
(as defined in the gas utility mortgage), which PSE exceeded
at December 31, 2006;

»  approximately $802.8 million of additional preferred stock at
an assumed dividend rate of 6.5%; and

¢ approximately $688.8 million of unsecured long-term debt.

At December 31, 2006, PSE had approximately $4.0 billion
in electric and gas ratebase to support the inierest coverage ratio
limitation test for net earnings available for interest. SFAS No. 158
will not have an impact on PSE5 ratebase. ’

CREDIT RATINGS
The ratings of Puget Energy and PSE, as of February 21,
2007, were:

Rarings

Standard & Poor’s . Moodys

Puget Sound Energy .
Corporate credit/issuer rating . BEB- Baa3
Senior secured debt BBB Baa2
Shelf debt senior secured BBB (P)Baa2
Trust preferred securities BB Bal
Prelerred stock BB Ba2
Commercial paper A-3 p-2
Revolving credit facility ' ' Baa3
. Ratings outlock o Stable . Stable

Puget Energy

Corporate credit/issuer rating BBB. Bal

* Standard & Poor’s does not rale PSES credit Eaciliucs.

Neither Puget Energy nor PSE has any debt outstanding that
would accelerate debt maiurity upon a credit rating downgrade.
However, a ratings downgrade could adversely affect the ability 10
renew existing, or obtain access to new, credit facilities and could
increase the cost of such facilities. For example, under PSE%
revolving credit facility, the borrowing costs and commiiment fee
increase as PSE% sécured long-term debt ratings decline. A down-
grade in commercial paper ratings could preclude PSESs ability 10




issue commercial paper under its current programs. The marketabil-
ity of PSE commercial paper is currently limited by the A-3/P-2
ratings by Standard & Poors and Moody’s Investors Service. In
addition, downgrades in any or a combination of PSE's debt ratings
may prompl counterparties on a contract-by-contract basis in the
wholesale electric, wholesale gas and financial derivative markets
to require PSE to post a letter of credit or other collateral, make
cash prepaymenis, obtain a gnarantee agreement or provide other
mutually agreeable security.

SHELF REGISTRATIONS, LONG-TERM DEBT
AND COMMON STOCK ACTIVITY
On March 16, 2006, Puget Energy and PSE filed a shelf regis-
tration statement with the Securities and Exchange Commission
for the offering of:
= common stock of Puget Energy;
+  senior notes of PSE, secured by first mortgage bonds;
+  preferred stock of PSE; and
»  trust preferred securities of Puget Sound Energy Capital Trust 111

The registration statement is valid for three years and does not
specify the amount of securities that the Company may offer. The
Company is subject to restrictions under PSE% indentures and
articles of incorporation on the amount of first mortgage bonds,
unsecured debt and preferred stock that the Company may issue.

On Septemmber 18, 2006, PSE completed the issuance. of
$300.0 million of senior secured notes at a rate of 6.274%, which
are due on March 15, 2037. The net praceeds from the issuance of
the senior notes of approximately $297.4 million will be used to
" repay PSE% outstanding short-term debt which was incurred
primarily 1o fund construction programs. The yield te maturity of
the $300.0 million senior secured notes was 6.29% after the seule-
ment of two forward siarting swap contracts.

On June 30, 2006, PSE redeemed for $200.0 million all of the
outstanding shares of 8.40% Trust Originated Preferred Securities
of The Puget Sound Energy Capital Trust Il (classified as Juntor
Subordinated Debentures of the Corporation Payable 10 a Sub-
sidiary Trust Holding Mandatorily Redeemable Preferred Securities
on the balance sheet) at-$25.0 par value per share plus accrued
interest to the redemption date.

On June 30, 20086, PSE completed the issuance of $250.0 mil-
lion of senior secured notes at a rate of 6.724% which are due on
June 15, 2036. The net proceeds from the issuance of the senior
notes of approximately $247.8 million were used to redeem
$200.0 million of 8.40% Trust Originated Preferred Securities of
the Puget Sound Energy Capital Trust 11, which were redeemed at
par on June 30, 2006, and 1o repay a portion of PSEs short-term
debt. The shori-term debt was incurred 10 repay $46.0 million of
8.06% senior notes that matured June 19, 2006. The yield to matu-
rity of the $250.0 million senior secured notes was 6.17% after the
settlement of two forward siarting swap contracts.

Based on PSE’s goal to become a more vertically integrated
utility, it is expected that further issuances of debt, equity or a com-
bination of the two will be necessary in the future. The struciure,
timing and amount of such financings depend on market condi-
tions and financing needed.
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LIQUIDITY FACILITIES AND COMMERCIAL PAPER

PSE's short-term borrowings and sales of commercial paper
are used to provide working capital and funding of utility construc-
tion programs.

PSE CREDIT FACILITIES

The Company has two commitied credit facilities that provide,
in aggregate, $700.0 millien in shori-term borrowing capability.
These include a $500.0 million credit agreement and a $200.0 mil-
lion accounts receivable securitization facility. The unsecured credit
agreement can be terminated by either party upon written notice,
PSE pays a varying interest rate on outstanding borrowings based
on terms entered into at the time of the borrowings.

Demand Promissory Note.  On June 1, 2006, PSE entered
into a revolving credit facility with its parent, Puget Energy, in the
form ol a Demand Promissory Note (Note). Through the Note, PSE
may borrow up to $30.0 million from Puget Energy, subject to
approval by Puget Energy. Under the terms of the Note, PSE pays
interest on the outstanding borrowings based on the lowest of the
weighted average interest rate of {a) PSE5 outstanding commercial
paper interest rate; {b) PSES senior unsecured revolving credit
facility; or {c} the interest rate available under the receivables secu-
ritization facility of PSE Funding, Inc., a PSE subsidiary, which is
the LIBOR rate plus a marginal rate. At December 31, 2006, the
outstanding balance of the Note was $24.3 million. The outstand-
ing balance and the related interest under the Note are eliminated
by Puget Energy upon consolidation of PSE% financial statements.

Credit Agreement.  In March 2005, PSE entered into a
five-year, $500.0 million unsecured credit agreement with a group
of banks. In April 2006, PSE amended this credit agreement to
extend the expiration date from April 2010 to April 2011. The
agreement is primarily used to pravide credit support for commer-
cial paper and letiers of credit. Under the terms of the credit agree-
ment, PSE pays a floating interest rate on ourstanding borrowings
based either on the agent bank’s prime rate or on LIBOR plus a
marginal rate based on PSE' long-term credit rating at the time of
borrowing. PSE pays a commitment fee on any unused portion
of the credit agreement which is also based on long-term credit
ratings of PSE. At December 31, 2006, there was $0.5 million out-
standing under a lewcer of credit and $218.0 million commercial
paper ouistanding, effectively reducing the available borrowing
capacity under the credit facility to $281.5 miilion,

Receivables Securitization Facility.  PSE entered into
a five-year Receivables Sales Agreement with PSE Funding, Inc.
(PSE Funding), a wholly owned subsidiary, on December 20,
2005, Pursuant to the Receivables Sales Agreement, PSE sells all
of its wility customer accounts receivable and unbilled urility rev-
enues to PSE Funding. In addition, PSE Funding entered into a
Loan and Servicing Agreement with PSE and two banks. The Loan
and Servicing Agreement allows PSE Funding to use the receiv-
ables as collateral to secure short-term loans, not exceeding the
lesser of $200.0 million or the borrowing base of eligible receiv-
ables which fluctuate with the seasonality of energy sales to cus-
tomers. All loans from this facility will be reported as short-term
debt in the financial statemenits.



The PSE Funding facility expires in December 2010, and is
" terminable by PSE and PSE Funding upon notice'to the banks. Dur-
ing 2006, PSE Funding borrowed a cumulative amount of $441.0 mil-
lion secured by accounts recetvable. There was $110.0 million in
loans that were secured by accounts receivable pledged at Decem-
ber 31, 2006. The borrowing available under the receivables secu-
ritization facility at December 31, 2006 was $90.0 million.

STOCK PURCHASE AND DIVIDEND REINVESTMENT PLAN

Puget Energy has a Stock Purchase and Dividend Reinvest-
ment Plan pursuant to which shareholders and other interested
investors may invest cash and cash dividends in shares of Puget
Energys commen siock. Since new shares of common stock may
be purchased direcily from Puget Energy, funds received may be
used for general corporate purposes. Puget Energy issued common
stock from the Stock Purchase and Dividend Reinvestment Plan of
$13.5 million (615,648 shares) in 2006 compared to $1+.5 million
(656,267 shares) in 2005. The proceeds from sales of stock under
these plans are used for general corperate needs.

COMMON STOCK OFFERING PROGRAMS

To provide additional financing options, Puget Energy entered
into agreemens in July 2003 with two financial institutions under
which Puget Energy may offer and sell shares of its common stock
from time to time through these institutions as sales agents; or s
principals. Sales of the common stock, if any, may be made by
means of negotiated transactions or in transaciions that may be
deemed to be “at-the-market” offerings as defined in Rule 415
promulgated under the Securities Act of 1933, including in ordi-
nary brokers transactions on the New York Stock’ Exchange
(NYSE} at market prices.

OTHER-
IRS Audit.
are routinely audited by federal, state and city tax authorities. In

As a matter of course, the Company’ tax returns

May 2006, the IRS completed its examination of the company’s
2001, 2002 and 2003 federal income tax returns, The Company is
formally appealing two IRS audit adjustments. The first adjustment
relates to the receivable balance due from the California Indepen-
dent System Operator (CALSO). The IRS claims that the deduction
was not valid for the 2003 tax year and would require repayment
of approximately $14.5 million in tax. The Company believes the
deduction is valid and intends to vigoreusly defend the deduction.
Any potential tax payment (excluding interest} would have no
impact on earnings, as it would be recognized as a deferred 1ax
asset, If the Company is unsuccessful, a charge for interest expense
would apply.

* The second IRS audit adjustment relates 16 the company’s
accounting method with respect 1o capitalized internal labor and
overheads. In its 2001 tax return, PSE claimed a deduction when it
changed its tax accouniing method with tespect 10 capitalized
internal labor and overheads. Under the new method, the Com-
pany could immediately deduct cerain ¢osts that it had previously
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capitalized. In.the audit, the IRS disallowed the deduction. On
August 2, 2005, the Internal Revenue Service and the Treasury
Department issued Revenue Ruling 2005-33 and related Regula-
tions. The Revenue Ruling and the Regulations required wtility
companies, including PSE, 10 adopt a less advantageous method of
accounting and to repay the accumulated tax benefits. Through
September 30, 2003, the Company claimed $66.3 million in accu-
mulated 1ax benefits. PSE accounted for the accumulated tax ben-
efits as temporary differences in determining its deferred income
tax balances. Consequently, the repayment of the tax benefits did
not impact earnings but did have a cash flow impact of $33.2 mil-
lion in the fourth quarter 2005 and $33.1 million in 2006. As of
December 31, 2006, ihe full tax benefit had been repaid. There is
some uncertainty in the new guidance. PSE believes that the new
Regulations required the Company to repay the accumulated tax
benefits over the 2005 and 2006 1ax years and that the tax deduc-
tions claimed on the Company’s tax returns were appropriate based
on the applicable siatutes, Regulations and case law in effect at the
time. However, there.is no assurance-that PSE% appeal will prevail.
If the Company is unsuccessful a charge for interest expense
would apply. ' ) :

On October 19, 2005, PSE filed an accounting petition with
the Washingion Commission to defer the capital costs associated
with repayment of the deferred tax. The Washington Commission
had reduced PSES ratebase by $72.0 million in its order of Febru-
ary 18, 2005. The accounting petition was approved by the Wash-
ington Commission on October 26, 2005, for deferral of additional
capital costs beginning November 1, 2005 using PSE’s allowed net
of 1ax rate of return. The Washington Commission granted cost
recovery of these deferred carrying costs over two years, beginning
January 13, 2007. :

Tenaska Disallowance.  The Washington Commission
issued an order ont May 13, 2004 determining that PSE did not
prudently manage gas costs for the Tenaska electric generating
plant’and ordered PSE 1o adjust its PCA deferral account to reflect
a disallowance of accumulated costs under the PCA mechanism for
these excess cosis. The increase in purchased electricity expense
resulting from the disallowance totaled $9.0 million, $4.1 million
and $43.4 million in 2006, 2005 and 2004, respectively. The order
also established guidelines and a benchmark to determine PSE%
recovery on the Tenaska regulatory asset starting with the PCA 3
period (July 1, 2004) through the expiration of the Tenaska con-
tract in the year 2011. The benchmark is defined as the original
cost of the Tenaska contract adjusted to reflect the 1. 2% disal-
towance from 1994 Prudence Order. '

In August 2004 PSE filed the PCA 2 period compliance
and received an order from the Washington Commission on Febru-
ary 23, 2005. In the PCA" 2 compliance order, the Wéshington
Commission approved the Washington Commission stafls recom-
mendation for an additional return related 1o the Tenaska regulatory
asset in the amount of $6.0 million related 1o lhe period july 1,
2003 1hrough December 31, 2003

-




The Washington Commission confirmed that if the Tenaska gas costs are deemed prudent, PSE will recover the full amount of actual gas
costs and the recovery of the Tenaska regulatory asset even if the benchmark is exceeded. Due to fluctuations in forward market prices of gas,
the amount and timing of any potential disallowance related to Tenaska can change significantly day to day. The projected costs and pro_]eued

benchmark costs fot Tenaska as of December 31, 2006 based on current [orward market gas prices are as follows:

]

(Dollars i millions) ' 2007 2008 2009 2010 2011
Projected Tenaska costs* ' ) $208.6 ' $225.8 32188 32115 5201.7
Projen::l.ed Tenaska benchmark costs 174.8 182.9 169.9 197 .4 205.6
Over (under) benchmark costs $ 338 % 429 $ 289 $ 141 $ 39
Projected 50% disallowance based on Washinglon Cominission methodology $ 78 5 6.4 $ 49 $ 31 5 —

* Projection will change based on market conditions of gas and replacement power cosis.
.

PROCEEDINGS RELATING TO THE
WESTERN POWER MARKET

The following discussion summarizes the status as of the date
of this report of ongoing proceedings relating to the western power
markets to which PSE is a party. PSE is vigorously defending each of
these cases. Litigation is subject to numerous uncertainties and PSE
is unable 10 predict the ultimate outcome of these matters. Accord-
ingly, there can be no guarantee that these proceedings, either indi-
vidually or in the aggregate, will not materially and adversely affect
PSE5 financial condition, results of operations or liquidity.

California Receivable and California Refund Proceeding.
Since 2001, PSE has held a receivable relating 1o unpaid bills for

. power that PSE sold in 2000 into the markets maintained by the
CAISO. At December 31, 2006, the net receivable [or such sales
was approximately $21.2 million. PSE’ ability to recover all or a
portion of this amount is uncertain. At this time there is no reason-

able basis under applicable financial accounting rules 1o adjust
PSEs net receivable because the outcome of further court and
FERC actions is uncertain and any likely financial impact cannot
be quantified. ‘

In 2001, FERC ordered an endem]ary hearing {Docket No.
ELO0-95) to determine the amount of refunds due to California
energy buyers for purchases made in the spot markets operated by
the CAISO and the California PX during the period October 2,
2000 through June 20, 2001 (refund period). FERC also ordered
that if the refunds required by the formula it adopted would cause
a seller to recover less than its actual costs for the refund peried,
the seller is allowed to documeni its costs and limit its refund lia-
bitity commensura[ely Consistent with those orders, PSE filed a
fuel cost adjustment claim and a portfolio cost claim. Recovery of
those amounts is uncertain, but the amount owed to PSE under all
FERC orders to date is included in the PSE net receivable amount.
FERC has not issued a f{inal order determining “who owes how
much to whom” in the California Refund Proceeding, and it is not
clear when such an order will be issued. ,

In the course of the California Refund Proceeding, FERC has
issued dozens of orders. Most have been taken up on appeal before
the United States Court of Appeals for the Ninth Circuit {Ninth
Circuit), which has issued opinions on some issues in the last sev-
eral years. These cases are described below in the sectien, “Califor-
nia Litigation.” o -
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California Litigation.  Lockyer v. FERC. On September 9,
2004, the Ninth Circuit issued a décision on the California Auor-
ney Generals challenge to the validity of FERCs market-based rate
system. This case was originally presented to FERC upon com-
plaint that the adoption and implementation of market rate author-
ity was flawed. FERC dismissed the complaini after all sellers
refiled summaries of transactions with California entities during
2000 and 2001. The Ninth Circuit upheld FERCS authority 1o
authorize sales of electric energy at market-based rates, but found
the requirement that al! sales at markes-based rates be contained in
quarterly reports filed with FERC o be integral 10 a market-based
rate tarifl. The California parties, among athers, have interpreted
the decision as providing authority to FERC to order refunds for
different time frames and based on different rationales than are
currenily pending in the California Refund Proceedings, discussed
above in “California Refund Proceeding.” The decision itself
remands to FERC the question of whether to allow refunds. On
December 28, 2006, PSE and several other energy sellers fited a
petition for a writ of certiorari to the U 5. Supreme Court. The U.S.
Supreme Court has not yel acted on that petition. PSE cannot pre-
dict the scope, nature or ulimate resolution of this case. That addi-
tional uncertainty may make the outcomes of certain other western
energy market cases less predictable than previously anticipated.

CPUC v. FERC. On August 2, 2006, the Ninth Circuit decided
that FERC erred in excluding potential relief for tariff violations for
periods that pre-dated October 2, 2000 and additionaily ruled that
FERC should consider remedies for transactions previously consid-
ered outside 1he scope of the proceedings. The August 2, 2006
decision may adversely impact PSE% ability 10 recover the full
amount of its CAISO receivable. The decision may also expose PSE
10 claims or liabilities for transactions outside the previously
defined “refund period.” At this time the ultimate financial oui-
come for PSE is unclear. The deadline for seeking rehearing of the
August 2, 2006 decision is April 29, 2007, and it is likely that
some parties will seek rehearing. In addition, parties have been
engaged in court-sponsored settlement discussions, and those dis-
cussions may result in some settlements, PSE is siudying the
court’s decision, but is unable to predict either the outcome of the
proceedings or the ultimate financial effect on PSE.

California Class Actions. In 2002, Reliam Energy Services
(Reliant) anjfl Duke Energy Trading & Marketing (Duke) cross-
complained against PSE in several class actions filed in California



arising from the California energy crisis. Duke and Reliant settled
the underlying cases and subsequently dismissed the cross-
complaints against the cross-defendants, including PSE.

Orders 1o Show Cause.  On June 25, 2003, FERC issued
iwo show cause orders pertaining to its western market investiga-
tions that commenced individual proceedings against many sellers.
One show cause order investigated 26 entities that allegedly had
potential “partnerships™ with Enron. PSE was not named in that
show cause order. On January 22, 2004, FERC stated that it did
not intend to proceed further against other parties. -

The second show cause order named PSE (Docket No. EL03-
169) and approximately 54 other entities that allegedly had
engaged in potential “gaming” practices in the CAISO and Califor-
nia PX markets. PSE and FERC staff {iled a proposed settlement of
all issues pending against PSE in those proceedings on August 28,
2003. The proposed settlement, which admits no wrongdoing on
the part of PSE, would result in a payment of a nominal amount 10
settle all claims. FERC approved the settlement on January 22,
2004. The California parties filed for rehearing of that order. On
March 17, 2004, PSE moved to dismiss the California parties’
rehearing request and awaits FERC action on that mation.

Pacific Northwest Refund Proceeding.  In October 2000,
PSE liled a complaint a1 FERC (Docket No. ELO1-10) against “all
jurisdictional sellers” in the Pacific Northwest seeking prospective
price caps consistert with any result FERC ordered for the Califor-
nia markets. FERC dismissed PSEs complaint, but PSE challenged
that dismissal, On June 19, 2001, FERC ordered p'rice caps on
energy sales throughout the West. Various parties, including the
Port of Seattle and the cities of Seattle and Tacoma, then moved 10
inervene in the proceeding seeking retroactive refunds for numer-
ous transactions, The proceeding became known as the “Pacific
Northwest Refund Proceeding,” though refund claims were outside
the scbpe of the original complaint. On juﬁe 25, 2003, FERC ter-
minated the proceeding on procedural, jurisdictionat and equitable
grounds and on November 10, 2003, FERC on rehearing, con-
firmed the order terminating the proceeding. Petitions for review,
including PSE5, are now pending before the Ninth Circuit. The
Ninth Circuit held argument on the petitions on January 8, 2007,
and the matter now awaits that court’s decision. '

Port of Seattde Suit.  On May 21, 2003, the Port of Seattle
commenced suil in federal couri in Seattle against 22 energy sell-
ers, including PSE, alleging that their conduct during 2000 and
2001 constituted market manipulation, violated antitrust laws and
damaged the Port of Seattle. On May 12, 2004, the district court
dismissed the lawsuit. The Port of Seattle filed an appeal to the
Ninth Circuit. After briefing and oral argument on March 30,
2006, the Ninth Circuit issued an order dismissing the case.

Wah Chang Suit,  In June 2004, Wah Chang, an Oregon
company, filed suit in federal court against Puget Energy and PSE,
among others. The complaint is similar to the allegations made by
the Port of Seattle described above. The case was dismissed on the
grounds that FERC has the exclusive jurisdiction over plaintiff’s
claims. On March 10, 2005, Wah Chang iled a notice of appeal
10 the Ninth Circuit. Oral argument is scheduled to take place on
April 10, 2007.
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CRITICAL ACCOUNTING POLICIES AND ESTIMATES .

The preparation of financial statements in conformity with
generally accepted accounting principles requires that manage-
ment apply accounting policies and make estimates and assump-
tions that affect results of operations and the reported amounts of
assets and liabilities in the financial statements. The following
accounting policies represent those that management believes are
particularly imporiant to the financial statements and that require
the use of estimates, assumptions and judgment to describe mat-
ters that are inherently uncertain, '

Revenue Recognition. Utility revenues are recognized
when the basis of service is rendered, which includes estimates 1o
determine amounts relating to services rendered but not billed.
Unbilled électricity revenue is determined by taking MWh gener-
ated and purchased less estimated syslem losses and bitled MWh
plus unbilled MWh batance at the last true-up date. The estimated
system loss percentage for electricity is determined by reviewing
historical billed MWh 0 generated and purchased MWh. The esti-
mated unbilled MWh balance is then muliiplied by the estimated
average Tevenue per MWh. Unbilled gas revenue is determined by
taking therms delivered to PSE less estimated system losses, prior
month unbilled therms and billed therms. The estimated system
loss percentage for gas is determined by reviewing historical billed
therms 1o therms delivered 10 customers, which vary little from
year to year. The estimated current month unbilled therms is then
multiplied by estimated average rate schedule revenue per therm.
Non-utility revenue is recognized when services are performed or
upon the sale of asseis. The recognition of revenue is in conformity
with generally accepted accounting principles, which require the
use of estimates and assumptions that affect the reported amounts
of revenue. .

Regulatory Accounting.  As a regulated entity of the
Washington Commission and FERC, PSE prepares its financial
slatements in accordance with the provisions of SFAS No. 71,
“Accounting for the Effects of Certain Types of Regulation.” The
application of SFAS No, 71 results in differences in the timing and
recognition of cerlain revenues and expenses in comparison with
businesses in other industries. The rates that are charged by PSE 10
its customers are based on cost base regulation reviewed and
approved by the Washington Commission and FERC. Under the
authority of these commissions, PSE has recorded certain regula-
tory assets and liabilities at December 31, 2006 in the amount of
$838.5 million and $191.6 million, respectively, and regulatory
assets and liabilities of $674.3 million and $241.% million, respec-
tively, at December 31, 2005. PSE expects to fully recover these
regulatory assets and liabilities through &is rates. 1f future recovery
of costs ceases to be probable, PSE would be required to write off
these regulatory assets arid liabilities. In addition, f at some point
in the future PSE deiermines that it no longer meets the criteria for
continued application of SFAS No. 71, PSE could be required to
write off its regulatory assets and liabilities.

Also encompassed by regulatory accounting and subject 1o
SFAS No. 71 are the PCA and PGA mechanisms. The PCA and
PGA mechanisms mitigate the impact of commodity price volatility

- .-




upon the Company and are approved by the Washington Commis-
sion. The PCA mechanism provides for a sharing of cosis that vary
from baseline rates over a graduated scale. See Item 1 —Business—
Regulation and Rates—Electric Regulation and Rates for further
discussion regarding the PCA mechanism. The PGA mechanism
passes through Lo customers increases and decreases in the cost of
natural gas supply. PSE expects 1o fully recover these regulatory
assets through its rates. However, both mechanisms are subject to
regulatory review and approval by the Washington Commission on
a periodic basis. ' .

Derivatives.  Puget Energy uses derivative financial instru-
ments primarily to manage its energy commodity price risks and
may enter into certain financial derivatives to manage interest rate
risk. Derivative financial instruments are accounted for under
SFAS No. 133, “Accounting for Derivative Instruments and Hedg-
ing Activities,” as amended by SFAS No. 138 and SFAS No. 149.
Accounting for derivatives continues to evolve through guidance
issied by the Derivatives Implementation Group (DIG) of the
Financial Accounting Standards Board (FASBE). To the extent that
changes by the DIG modify current guidance, including the nor-
mal purchases and normal sales determination, the accounting
treatment for derivatives may change.

To manage its electric and gas portfolios, Puget Energy enters
into contracts to purchase or sell electricity and gas. These con-
tracts are considered derivatives under SFAS No. 133 unless a
determination is made that they qualify for the normal purchases
and normal sales exception. 1f the exception applies, those con-
tracts are not marked-1o-market and are not reflected in the finan-
cial statements until delivery occurs.

The availability of the normal purchase and normal sale
exception to specific contracts is based on a determination that a
resource is available for a forward sale and similarly a determina-
tion that at certain times existing resources will be insufficient to
serve load. This determination is based on internal models that
forecast customer demand and generation supply. The models
include assumptions regarding customer load growth rates, which
are influenced by the economy, weather and the impact of cus-
tomer choice and resource availability. The critical assumptions
used in the determination of the normal purchases and normal
sales exception are consistent with assumptions used in the energy
portfolio management process.

Energy and financial contracts that are considered derivatives
may be eligible for designation as cash flow hedges. If a comiract is
designated as a cash flow hedge, the change in its market value is

generally deferred as a component of other comprehensive income
until the transaction it is hedging is completed. Conversely, the
change in the market value of derivatives not designated as cash
(tow hedges is recorded in curfent period earnings.

PSE values derivative instruments based on daily quoted
prices from numerous independent energy brokerage services.
When external quoted market prices are not available for deriva-
tive contracts, PSE uses a valuation model that uses volatility
assumptions relating to future energy prices based on specific
energy markets and utilizes externally available forward marker
price curves. All derivative instruments are sensitive to market
price fluctuations that can occur on a daily basis.

Pension and Other Postretirement Benefits.  Puget Energy
has a qualified defined benefit pension plan covering subsiantially
all employees of PSE. Qualified pension expense of $1.0 million
was recorded in 2006 and income of $2.6 million and $8.0 million
was recorded in the financial statemenis for 2005 and 2004,
respectively. Of these amounts, approximately 56.6%, 63.0% and
63.3% offset utility operations and maintenance expense in 2006,
2005 and 2004, respectively, and the remaining amounts were
capitalized. Qualified pension expense is expected to be $1.7 mil-
lion in 2007, '

PSE% pension and other postretirement benefits income or
costs depend on several factors and assumptions, including plan
design, timing and amount of cash contributions to the plan,
earnings on plan assets, discount rate, expected long-term rate
of return, mortality and health care cost trends. Changes in any of
these factors or assumptions will affect the amount of income or
expense that Puget Energy records in its financial stalements in
future years and its projected benefit obligation. The Company has
selected an expected return on plan assets based on a historical
analysis of rates of return and the Company’s investmeni mix,
market conditions, inflation and other factors. The Cormpanys
accounting policy for calculating the market-related value of assets
is based on a five-year smoothing of asset gains/losses measured
{rom the expected return on market-related assets. This is a calcu-
lated value that recognizes changes in fair value in a sysiematic and Q
rational manner over five years. The same manner of calculating
market-related value is used for all classes of assets, and is applied
consistently from year to year. During 2006, PSE made no cash
contributions to the qualified defined benefit plan and expects to
make no contributions in 2007.

The following table reflects the estimated sensitivity associ-
ated with a change in certain signilicant actuarial assumptions
(each assumption change is presented mutually exclusive of other
assumption changes):

Impact on projected henefit
obligation increase (decrease)

Impact on 2006 pension
income increase {decrease)

{Dollars in thousands) Change in assumption Pension benefits Other benefits Pension benefits Other benefits
Increase in discount rate 50 basts poimsl $(23,144) $(3,291) $ 2,014 $296
Decrease in discount rate 50 basis Points- 24,458 3,537 (2,188) 299
Increase in return on plan assets 50 basis points * * 2,277 73
Decrease in return on plan assets 50 basis points * * (2.277) (73

* Calculation not applicable.
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California Receivable.  PSE operates- within the western
wholesale market and has made sales into the California energy
market. At December 31, 2000, PSE5 receivables from the CAISO
and other counterparties was $41.8 million. PSE received the
majority of the partial payments for sales made in the fourth quar-
ter 2000 in the first quarter 2001 and has since received a smalt
amount of payments. At December 31, 2006, such remaining
receivables were approximately $21.2 million. '

Based on the calculation of existing FERC orders issued to
date, PSE has determined that the receivable balance at Decem-
ber 31, 2006 is collectible from the CAISO. However, PSE’s ability
to collect all or a portion of this amount may be impaired by future
FERC orders or decisions by the Ninth Circuit.

Stock Compensation. Effective January 1, 2006, the
Company adopted the fair value recognition provisions of SFAS
No."123R, “Share-Based Payment,” using the modified-prospective
transition method. Results for prior periods have not been restated,
as provided for under the modified-prospective method. Prior to
2006, stock-based compensation plans were accounted for accord-
ing to Accounting Principles Board (APB) No. 25, “Accounting {or
Stock Issued to Employees,” and related interpretations as allowed
by SFAS No. 123, “Accounting for Stock-Based Compensation.”
[n 2003, the Company adopted the fair value based accounting
of SFAS No. 123 using the prospective method under the guidance
of SFAS No. 148, “Accounting for Stock-Based Compensation—
Transition and Disclosure.” The Company applied SFAS No. 123
accounting to stock compensation awards granted subsequent 1o
January 1, 2003, while grants prior to 2003 continued 1o be
accounted for using the intrinsic value method of APB No. 25.

The adoption of SFAS 123R resulted in a cumulative benefit
from an accounting change of $0.1 million, after tax, for the quar-
ter ended March 31, 2006. The cumulative effect adjustment is the
result of the inclusion of estimated forfeitures occurring before
award vesting dates in the computation of compensation expense
for unvesied awards. As a result of adopting SFAS No. 123R on
January 1, 2006, the Company’s income before income taxes and
net income {rom continuing operations for the twelve months
ended December 31, 2006 is $0.1 million and $0.1 millien higher,
respectively, than if it had continued to account for share-based
compensation under SFAS No. 123 due to the inclusion of esti-
mated forfeitures in compensation cost. There is no difference
between basic and diluted earnings per share for income from con-
tinuing operations for the welve months ended December 31,
2006, under SFAS No. 123R as compared 10 eatlier methods.

The fair value of the stock-based grants is based on the clos-
ing price of the Company’s common steck on the date of measure-
ment and historical performance of the certain share grants and
prospective analysis using the Capital Asset Pricing Model and
expected EPS growth rates. Based on this analysis, the Company’s
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total shareholder returns would need to significantly increase as
compared to other companies to have a material impact on the

Companys financial statements. Shares granted prior to 2006 were

valued using the Black-Scholes option pricing model.

NEW ACCOUNTING PRONOUNCEMENTS )

At its June 15, 2006 meeting, FASBS EITF approved the
issuance of EITF Issue No. 06-3, “How Taxes Collected from
Customers and Remiuted to Governmental Authorities Should Be
Presented in the Income Statement (That [s, Gross versus Net Pre-
sentation).” The Company’s policy is to report state utility taxes
and municipal taxes on a gross basis. The EITF concluded that
these requirements should be applied to financial reports for
interim and annual periods beginning after December 15, 2006,
which will be the quarter ended March 31, 2007, {or the Company.
The adoptien of EITF Issue No. 06-3 is not expected to have a
material impact on the Company financial staterments,

In July 2006, FASB issued Interpretation No. 48 (FIN 48),
“Accounting for Uncertainty in Income Taxes, an Interpretation
ol FASB Statement No. i09,” which clarifies the accounting for
uncertainty in income taxes recognized in the financial statements
in accordance with FASB Statement No. 109, “Accounting [or
Income Taxes.” FIN 48 requires the use of a two-step approach for
recognizing and measuring tax positions taken ot expected 10 be
taken in a tax return. First, the tax position should only be recog-
nized when it is more likely than not, based on technical merits,
that the position will be sustained upon examination by the taxing
authority. Second, a tax position, that meets the recognition thresh-
old, should be measured at the largest amount that-has a greater
than 50.0% likelihood of being sustained.

-~ FIN 48 was effective [or the Company as of January 1, 2007.
The change in net assets as a result of adopting FIN 48 will be
treated as a change in accounting method. The cumulative effect
of the change will be recorded 10 retained earnings. Adjustments
to regulatory accounts, if any, will be based on other applicable
accounting standards. The Company is currently in the process of
evaluating the provisions of FIN 48 to determine the potential
impact, il any, the adoption will have on the Company’s financial
statemenus. The adoption of FIN 48 is not expected io have a
material impact on the Company’s retained earnings. Manage-
ments estimated impaci of adoption is subject 10 change due 10
potential changes in interpretation of FIN 48 by the FASB or
other regulatory bodies and the finalization of the Companys
adoption efforts, . .

On Sepiember 15, 2006, FASB issued SFAS No. 157, “Fair
Value Measurements.” SFAS No. 157 siandardizes the measure-
ment of fair value when it is required under GAAF SFAS No. 157 is
effective for fiscal years beginning after November 15, 2007, which
wilt be the year beginning January 1, 2008, for the Company. The
adoption of SFAS No. 157 is not expected to have a material
tmpact on the Company’s financial statements.

|




Item 7A.  Quantitative and Quahtatwe D:sclosures about

. Market Risk -

ENERGY PORTFOLIO MANAGEMENT

The Company has energy risk policies and procedures to manage

commodity and volatility risks. The Company’s Energy Manage-

ment Commitiee establishes the Compar{y‘s energy risk management
policies and procedures, and monitors compliance. The Energy

Management Committee is comprised of certain Company officers

and is overseen by the Audit Committee of the Company’s Board

of Directors.

The Company is focused on commadity price exposure and
risks associated with volumerric variability in the gas and electric
portfolios. It is not engaged in the business of assuming risk for the
purpose of speculative trading. The Company hedges open gas and
electric positions 1o reduce both the portfolio risk and the volatility
risk in prices. The exposure posiiion is determined by using a
probabilistic risk system that models 100 scenarios of how the
Company’s gas,and power portfolios will perform under various
weather, hydro and unit performance conditions. The objective of
the hedging straiegy is:

»  ensure physical energy supplies are available o rellably and
cost-effectively serve retail load; }

+  prudent management of energy porifolio nsks 10 serve retail
load a1 overall least cost and limit undesired impacts on PSES
customers and shareholders; and .

+  reduce power costs by extracting the value of the Company’s
assets.

At December 31, 20086, the Corhpany had a short-term asset
of $0.9 million and a short-term liability of $0.9 million, primarily
as a result of de-designating gas financial contracts. These contracts
were related Lo eleciric generation that was no ldnger probable.
During 2006, the Company recorded a decrease in earnings for the
change in the market value of derivative instruments not meeting
the normal purchase normal sale exception or cash flow hedge cri-
teria under SFAS No. 133 of $0.1 million compared to a decrease
in earnings of $0.5 million for 2005 and an increase of $0.5 mil-
lion for 2004.

Source of fair value

At December 31, 2006, PSE had a short-term asset:of
$9.2 million and a long-term asset of $6.8 million as well as a short-
term liability of $8.0 million and a long-term liallaii!ity of $0.4 mil-
lion related 1o energy contracts designaled as cash [low hedges that
represent forward financial purchases of gas supply for electric gen-
eration from PSE-owned electric planis in future periods. These
contracts were designated as qualifying cash flow hedges and a cor-
responding unrealized gain of $4.9 millien, net of tax, was recorded
in other comprehensive income. If it is determined that it is uneco-
nomical to run the plants in the future period, the hedging retation-
ship is ended and :lhe cash flow hedge is de-designated and any
unrealized gains and losses are recorded in the income statement.
Gains and losses, when these de-designated cash flow hedges are
settled, are recognized in energy costs and are included as part of
the PCA mechanism. At December 31, 2005, the Company had
an unrealized gain recorded in other comprehensive income of
$43.2 million {net of 1ax}, before SFAS No. 71 deferrals of $6.3 mil-
lion, related 10 energy contracts which met the criieria for designa-
tion as cash flow hedges under SFAS No. 133. This was mainly the
result of higher forward market prices for natural ga‘s and electrichy
a1 December 31, 2005 compared 1o December 31, 2006.

At December 31, 2006, the Company had a short-term asset
of $6.8 million and a short-term liability of $61.6 millicn as well
as a long-term asset of $0.1 million related 10 the hedges of gas
contracts to serve natural gas customers. All mark-to-market
adjustmenis relating to the natural gas business have been reclassi-
fied 10 a deferred account in accordance with SFAS No. 71 due to
the PGA mechanism. All increases and decreases in the cost of
natural gas supply are passed on to customers with the PGA mech-
anism. As the gains and losses on the hedges are realized in future
periods, they will be recorded as gas costs under the PGA mecha-
nism. At December 31, 2005, the Company had a net asset of
$25.7 million related to the hedge of gas contracts to serve natural
gas customers.

A hypothetical 10.0% decrease in the market prices of natural
gas and electricity would decregse the fair value of qualifying cash
flow hedges by $5.0 million and would have no effect for those
contracts marked-to-market in earnings.

Energy derivalive contracts

Gain (loss) (Dollars in millions) Amounts
Fair vatue of contracts outstanding at December 31, 2005 $ 936
Contracts realized or otherwise settled during 2006 (34.)
Changes in fair values of derivatives (106.7)
Fair value of contracts outstanding at December 31, 2006 $ (47.2)

Fair value of contracts with sewlernent during year
Tolal fair value

{Dollars in millions) 20'0.7 2008-2009 2010-2011 2012 & Lhereafter

Prices actively quoied $(53.1 6.5 — — 5(47.2)
Prices provided by other external sources - — - — —

Prices based on mexels and other valuation methods $(53.7) $47.2)
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CREDIT RISK

The Company is exposed to credit risk primarily through buying
and selling electricity and gas to serve customers. Credit risk is the
potential oss resulting from a counterparty’s non-performance under
an agreement. The Company manages credit risk with policies and
procedures for, among other things, counterparty analysis, exposure
measurement, exposure monitoring and exposure fnitigation.

It is possible that extreme volatility in energy commodity
prices could cause the Company to have credit risk exposures with
one or more counterparties. If such counterparties fail 10 perform
their obligations under one or more agreements, the Company
could suffer a material financial loss. However, as of December 31,
2006, approximately 99.0% of the counterparties comprising the
sources of our energy portfolio are rated at least investment grade
by the major rating agencies and 1.0% are either rated below
investment grade or are not rated by rating agencies. The Company
assesses credit risk internally for counterparties that are not rated.

INTEREST RATE RISK

The Company believes its interest rate risk primarily relates to the
use of short-term debt instruments, variable-rate notes and leases
and anticipated long-term debt financing needed to fund capital
requiremetits. The Company manages its interest rate risk through
the issuance of mdstly fixed-rate debt of vartous maturities. The
Company utilizes bank borrowings, commercial paper, line of credit
facilities and accounts receivable securitization to meet shoti-term
cash requirements. These short-term obligations are commonfy
refinanced with fixed-rate bonds or notes’ when needed and when
interest rates are considered favorable. The Company may enter
into swap instruments or other financial hedge instruments to
manage the interest rale risk associated with these debts. The
Company did not have any swap instruments outstanding on fixed
rate debt as of December 31, 2006 or 2005, however from time (o
time the Company may enter into treasury lock or forward starting
swap contracts to hedge interest rate exposure related to antici-
pated debt issuance. The carrying amounts and the fair values of
the Company’s debt instruments are:

2006 2005
Carrying Fair Carrying Fair
(Dollars in millions) amount value amount value

Finangial liabilities:
Short-term debt
Short-term debt owed by ]

PSE to Puget Energy 243 243 — —
Long-term debt —fixed-rate! 2,733.4 28233 2,2644 24166

$ 328.0 % 3280 § 410 5 410

1 pSEs carrying value and faiz value of fixed-rate long-term debt was the same as Puget Energy’s debt
in 2006 and 2005.
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In the second quarter 2006, the Company settled two.forward
starting swap contracts which originated in May 2005. The pur-
pose of the forward starting swap contracts was to-hedge a debt
offering of $200.0 million that was completed on June 30, 2006,
PSE received $21.3 million from the counterparties when the con-
tracts were settled. The forward starting swap contracis were desig-
nated and documented under SFAS No. 133 criteria as cash flow
hedges, with all changes in market value for each reporting period
presented net of tax in other comprehensive income. In the second
quarter 2006, the settlement of these instruments resulted in a gain
of $13.9 million after-tax, which was recorded in other compre-
hensive income.

In the third quarter 2006, the Company entered into and set-
tled two forward starting swap contracts. Thé purpose of the for-
ward starting swap contracts was 1o hedge a debt offering of
$300.0 million that was priced on September 13, 2006. PSE paid
$0.6 million to the counterparties when the contracts were settled.
The forward starting swap contracts were designated and docu-
mented under SFAS No. 133 criteria as cash flow hedges, with all
changes in market value being presented net of tax in other com-
prehensive income. In the third quarier 2006, the settlement of
these insiruments resulted in a loss of $0.4 million after tax, which
was recorded in other comprehensive income. 1n accordance with
SFAS No. 133, the loss will be amortized out of other comprehen-
sive income 10 CurTent earnings as an increase (0 interest expense
over the life of the new debt issued. -

The ending balance in other comprehensive income related 1o
settled swaps contracts at December 31, 2006 was a net loss of
$8.5 million after-tax and accumulated amortization. This com-
pares to a loss of $22.4 million in other comprehensive income
after-tax and accumulated amortization at December 31, 2005. All
financial hedge contracts of this type are reviewed by senior man-
agemenit and presented to the Securities Pricing Committee of the
Board of Directors and are approved prior to execution.
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Report of Management and Statement
of Responsibility

PUGET ENERGY, INC. AND PUGET SOUND ENERGY, INC.

Puget Energy, Inc. and Puget Sound Energy, Inc. (the Company)
management assumes accountability for maintaining compliance
with our established financial accounting policies and for reporting
our results with abjectivity and integrity. The Company believes it
is essential for investors and other users of the consolidated finan-
cial statements to have confidence that the financial information
we provide is timely, complete, relevant, and accurate. Manage-
ment is also responsible (o present fairly Puget Energy’s and Puget
Sound Energys consolidated financial statements, prepared in

* accordance with generally accepted accounting principles.

Management, with oversight of the Board of Direciors, estab-
lished and maintains a strong ethical climate under the guidance of
our Corporaie Ethics and Compliance Program so that our affairs
are conducted 10 high standards of proper persenal and corporate
conduct. Management also established an internal control system
that provides reasonable assurance as to the integrity and accuracy
of the consolidated financial statements. These policies and prac-
iices reflect corporate governance intiatives that are compliant
with the corporate governarce requirements of the Sarbanes-Oxley
Act of 2002, including;

*  Our Board has adopted clear corporate governance guidelines.

*  With the exception of the Chairman of the Board, the Board
members are independent of the Company and ils management,

+  All members of our key Board commitiees—the Audit Com-
miitee, the Compensation and Development Committee and
the Governance and Public Alfairs Committee—are inde-
pendent of the Company and its management.

* The independent members of our Board meet regularly
without the presence of Puget Energy and Puget Sound
Energy management,

»  The Charters of our Board committees clearly establish their
respective roles and responsibilities.

*  The Company has adopted a Corporate Ethics and Compli-
ance Code with a hotline {(through an independent third
party} available 10 all employees, and our Audit Committee
has procedures in place for the anonymous submission of
employee complaints on accounting, internal accounting con-
trols or auditing matters. The Compliance Program is led by
the Chief Ethics and Compliance Officer of the Company.

+  Qur internal audit control function maintains critical over-
sight over the key areas of our business and financial
processes and controls, and reports directly to our Board
Audit Committee.

62 Puget Energy 2006 Annual Report

Management is confident that the internal contro! structure is
operating effectively and will allow the Company to meet the
requirements under Section 404 of the Sarbanes-Oxley Act of 2002.

PricewaterhouseCoopers LLP our independent registered
public accounting firm, reporis directly to the Audit Committee of
the Board of Directors. PricewaterhouseCoopers LLPs accompany-
ing report on our consolidated financial statements is based on its
audit conducted in accordance with auditing standards prescribed
by the Public Company Accounting Oversight Board, including a
review of our internal control struciure for purposes of designing
their audit procedures. Qur independent registered accounting
firm has reported on the effectiveness of our internal control over
financial reporting as required under Section 404 of the Sarbanes-
Oxley Act of 2002.

We are committed to improving shareholder value and accept
our fiduciary oversight responsibilities. We are dedicated to ensur-
ing that our high standards of financial accounting and reporting
as well as our underlying system of internal conirols are main-
tained. Our culture demands integrity and we have confidence in
our processes, our internal centrols, and our people, who are
objective in their responsibilities and who operate under a high
tevel of ethical standards.

/s/ Stephen P, Reynolds

Stephen P. Reynolds
Chairman, President and Chief Executive Officer

/s/ Bertrand A. Valdman

Bertrand A. Valdman

Senior Vice President Finance
and Chiel Financial Officer

/s/ James W. Eldredge

James W. Eldredge
Vice Presideni, Corporate Secretary
and Chief Accounting Officer




Report of Independent Regtstered Public -
Accounting Firm

TO THE BOARD OF DIRECTORS AND SHAREHOLDERS
OF PUGET ENERGY, INC.: ’

We have completed integrated audits of Puget Energy Inc.s consol-
idated financtal statements and of its internal control over financial
reporting as ol December 31, 2006, in accordance with the stan-
dards of the Public Company Accounting QOversight Beard (United
States). Our opinions, based on our audits, are presented below.

CONSOLIDATED FINANCIAL STATEMENTS
AND FINANCIAL STATEMENT SCHEDULES

In our opinion, the consolidated financial statements listed in
the accompanying index, present fairly, in all material respects, the
financial position of Puget Energy, Inc. and its subsidiaries at
December 31, 2006 and December 31, 2005, and the resulis of
their operations and their cash flows for each of the three years in
the period ended December 31, 2006 in conformity with account-
ing principles generally accepied in the United States of America.
In addition, in our opinion; the financial statement schedules listed
in the accompanying index present fairly; in all material respects,
the information set forth therein when read in conjunction with
the related consolidated financial statements. These financial state-
ments and financial statement schedules are the responsibility of
the Company’s managemeni. Our responsibility is to express an
opinioh on these financial statements and [inancial statemeni
schedules based on our audits. We conducted our audits of these
statements in accordance with the standards of the Public Com-
pany Accounting Oversight Board (United States). Those standards
require that we plan and perform the audit to obtain reasonable
assurance aboul whether the financial statements are free of
material misstatement. An audit of financial statements includes
examining, on a test basis, evidence supperting ihe amounis and
disclosures in the financial statements, assessing the accounting
principles used and significant estimates made by management,
and evaluating the overall financial staiement presentation. We
believe that our audits provide a reasonable basis for our opinion.

As discussed in Note 4 o the consolidated financial state-
menits, the Company changed the manner in which it accounts for
conditional asset retirement obligations in 2005.

As discussed in Note 16 to the conselidated financial state-
ments, the Company changed the manner in which it accounts for
share-based compensation in 2006.

As discussed in Note 14 to the consolidated financial siate-
ments, the Company changed the manner in which it accounts for
defined pension and other postretirement plans in 2006. .

.
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INTERNAL CONTROL OVER FINANCIAL REPORTING

Also, in our opinion, management’s assessment, included in
Management’s Report on Internal Control Over Financial Report-
ing appearing under ltem 94, that the Company maintained effec-
tive internal control over financial reporting as of December 31,
2006 based on criteria established in Internal Control — Integrated
Framework issued by the Committee of Sponsoring Organizations
of the Treadway Commission {CQS0Y), is fairly stated, in all mate-
rial respects, based on those criteria. Furthermore, in our opinion,
the Company maintained, in all material respects, effective internal
control over financial reporting as of December 31, 2006, based on
criteria established in Internal Control —Integrated Framework issued
by the COSO. The Company’s management is responsible for
maintaining effective internal control over financial reporting and
for its assessment of the effectiveness of internal contrel.over finan-
cial reporting. Our responsibility is to express opinions on man-

-agement’s assessment and on the effectiveness of the Company’s

internal control over financial reporting based on our audit. We
conducted our audit of internal control over financial reporting in
accordance with the standards of the Public Company Accounting

Oversight Board (United States). Those standards require that we -

plan and perform the audit 10 obtain reasonable assurance about
whether effective internal control over financial reporting was
maintained in all material respects. An audit of internal contro}
over financial reporting includes obtaining an understanding of
internal control over financial reporting, evaluating management’s
assessment, testing and evaluating the design and operating effec-
tiveness of internal control, and performing such other procedures
as we consider necessary in the circumstances. We believe that our
audit provides a reasonable basis for our opinions.

A company’s internal control over financial reporting is a
process designed 1o provide reasonable assurance regarding the

reliability of financial reporting and the preparation of financial .

statements for external purposes in accordance with generally
accepied accounting principles. A company's internal control over
financial reporting includes those policies and procedures that (i}
periain to the maintenance of records that, in reasenable detail,
accurately and fairly reflect the transactions and dispesitions of the
assels of the company; (i) provide reasonable assurance that trans-
actions are recorded as necessary to permit preparation of financial
statements in accordance with generally accepted accounting prin-
ciples, and that receipts and expenditures of the company are being
made only in accordance with authorizations of management and
directors of the company; and (iii} provide reasonable assurance
regarding prevention or timely detection of unauthorized acquisi-
tion, use, or disposition of the company’ assets that could have 2
material effect en the financial statements.

Because of its inherent limitations, internal control over finan-

cial reporting may not prevent or detect misstatements. Also, pro-
jections of any evaluation of elfectiveness 10 future periods are - -

subject 10 the risk that controls may become inadequate because of
changes in conditions, or that the degree of compliance with the
policies or procedures may deteriorate.

Wﬂwiip

Seattle, WA
March 1, 2007



Report of Independent Registered Public
Accounting Firm

TO THE BOARD OF DIRECTORS AND SHAREHOLDER
OF PUGET SOUND ENERGY, INC.:

We have completed integrated audits of Puget Sound Energy
Inc.s consolidated financial statements and ol its internal control
over financial reporting as of December 31, 2006, in accordance
with the standards of the Public Company Accounting Oversight
Board (United States). Qur opinions, based ‘on our audits, are
presented below. ‘

CONSOLIDATED FINANCIAL STATEMENTS
AND FINANCIAL STATEMENT SCHEDULE

In our opinion, the consolidated financial statements listed in

the accompanying index, present fairly, in all material respects, the
financial position of Puget Sound Energy, Inc. and its subsidiaries
at December 31, 2006 and December 31, 2005, and the results of
their operations and their cash flows for each of the three years in
the periad ended December 31, 2006 in conformity with account:
ing principles generally accepted in the United States of America.
In addition, in our opinion, the financial staiement schedules lisied
in the accompanying index present fairly, in all material respecis,
the information set forih therein when read in conjunction with
the related consolidated financial statements. These*linancial state-
ments and financial statement schedules are the responsibility of
the Company’s management. Our responsibility is 10 express an
opinion on these financial statemernits- and financial statement
schedules based on our audits. We conducted our audits of these
statements in accordance with the standards of the Public Com-
pany Accounting Oversight Board (United States). Those standards
require that we plan and perform the audir- to obtain reasonable
assurance about whether the financial statements are free of mate-
rial misstatement. An audit of financial statements includes exam-
ining, on a test basis, evidence supparting the amounis and
disclosures in the financial statements, assessing the accounting
principles used and significant estimates  made by management,
and evaluating the overail financial stalement presentation. We
believe that our audits provide a reasonable basis for our opinion,

As discussed in Note 4 to the consolidated financial siate-
ments, the Company changed the manner in which it accounts for
conditional asset retirement obligations in 20035. -

As discussed in Note 16 10 the consolidated financial state-
menis, the Company changed the manner in which it accounts for
share-based compensation in 2006. ‘ )

As discussed in Note 14 to'the consolidated financial state-
ments, the Company changed the manner in which it accounts for
defined pension and other postretirement plans in 2006.

&4 Puget Energy 2006 Annual Repon

INTERNAL CONTROL ‘OVER FINANCIAL REPORTING .

Also, in our opinion, management’s assessment, included in
Management’s Report on Internal Control Over Financial Report-
ing appearing under [tem 94, that the Company maintained effec-
tive internal contrel over financial reporting as of December 31,
2006 based oh criteria established in Internal Comrol—ln'tcgratea
Framework issued by the Commitiee of Sponsoring Organizations
of the Treadway Commission (COS0), is fairly stated, in all mate-
rial respects, based on those criteria. Furthermore, in our opinion,
the Company maintained, in all material respects, effective internal
control over financial reperting as of December 31, 2006, based on
criteria ‘established in Internal Control—Integrated Framework
issued by the CGSO. The Company’s management is responsible
for maintaining effective internal control over financial reporting
and for i1s assessment of the effectiveness of internal control-over
financial reporting. Qur responsibility is 10 express opinions on
management’s assessment and on the effectiveness of the Com-
pany’s internal control over financial reporting based on our audit.
We conducted our audit of internal control aver financial reporting
in accordance with the standards of the Public Company Account-
ing Oversight Board (United States). Those stanclards require that
we plan and perform the audit to obtain reasonable assurance
about whether eflfective internal control over financial reporting
was maintained in all material respects. An audit of internal control
over financial reporting includes obtaining an understanding of
internal control over financial reporting, evaluating management’s
assesstnent, testing and evaluating the design and operating elfec-
tiveness of internal control, and performing such other procedures
as we consider necessary in the circumstances. We believe that our
audit provides a reasonable basis for our opinions.

. & company’s internal control over financial reporting is a
process designed to provide reasonable assurance regarding the
reliability of {inancial reporting and the preparation of financial
statements for external purposes in accordance with generally
accepted accounting principles, A company’s internal control over
financial reporting includes those policies and procedures that (i)
pertain to the maintenance of records that, in reasonable detail,
accurately and fairly reflect the transactions and disposiiions of the
assets of the company; (ii) provide reasonable assurance that trans-
actions are recorded as necessary 10 permit preparation of financial
statements in accordance with generally accepted accounting prin-
ciples, and that receipts and expenditures of the company are being
made only in accordance with authorizations of management and
directors of the company; and {iii} provide reasonable assurance
regarding prevention or timely detection of unauthorized acquisi-
tion, use, or disposition of the company’s assets that could have a
material effect on the financial statements.

Because of its inherent limitations, internal control over finan-
cial reporting may not prevent or detect misstatements. Also, pro-
jections of any evaluation of effectiveness to future periods are
subject 10 the risk that controls may become inadequate because of
changes in conditions, or that the degree of compliance with the
policies or procedures may deteriorate.

M@mzm

Seattie, WA
March 1, 2007




PUGET ENERGY — CONSOQLIDATED STATEMENTS OF INCOME

(Dollars in thousands, except per share amounts) .

For years ended December 31 2006 2005 2004
Operating revenues:
Electric, $1,777,745 $1,612,869 $1,423,034
Gas 1,120,118 952,515 769,306
Ciher 7,830 7,826 6,537
- Total operating revenues 2,905,693 2,573,210 2,198,877
Operating expenses:
Energy costs:
Purchased electricity 917,801 860,422 723,567
Electric generation fuel 97.320 73,318 80,772
Residential exchange (163,622) (180,491} (174,473)
Purchased gas 723,232 592,120 451,302
Unrealized (gain) loss on derivative instruments 7l 472 (526}
Utility operations and mairitenance 354,590 333,256 291,232
Other operations and maintenance 3,041 2,637 2,326
Depreciation and amonization 262,341 241,634 228,566
Conservation amertization 32,320 24,308 22,688
Taxes other than income laxes 253,712 233,742 208 989
Income taxes 06,271 88,609 76,756
Total operating expenses 2,579,077 2270047 1,911,199
Operating income 326,616 303,163 287,678
Other income {deductions):
Other income 29,962 16,803 c 11,044
Charitable contributions (15,000} — -
Other expense (9.999} (11.063) (9.517)
Income taxes 3,784 2,569 2,835
Interest charges:
AFUDC 15,874 9,493 5.420
[nierest expense (183,922) (174,591} (171,939}
Mandatorily redeemable securities interest expense (91) o1 (91)
Nei income {rom continuing operations 167,224 146,283 125,410
Income (loss) from discominued segment (net of tax) 51,903 9514 {70,388)
Net income before cumulative effect of accounting change 219,127 155,797 55,022
Curnulative effect of implementation of accounting change (net of 1ax) 89 (1) —
Net income 3 219216 $ 155,726 $ 55022
Common shares owtstanding weighted average (in thousands) 115,999 102,570 99,470
Diluted shares outstanding weighted average (in thousands) 116,457 103,111 99,911
Basic earnings per common share before cumulative effect from accounting change $ 1.44 $ 1.43 $ 1.26
Basic eamings per common share from discontinued operations 0.45 0.09 (07D
Curmnulative effect from accounting change - — -
Basic earnings per common share $ 1.89 3 1.52 g 0.35
Diluted earnings per commen share before cumulagive effect from accounting change $ 1.44 3 1.42 $ 1.26
Diluted earnings per common share from discontinued operations 0.44 0.09 07
Cumulative effect from accounting change — — -
Diluted earnings per common share $ 1.88 $ 151 $ 0.55

The accompanying notes are an integrat part of the consolidated financial statements.
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PUGET ENERGY — CONSOLIDATED BALANCE SHEETS —ASSETS

{Dollars in thousands} ' .
At December 31 ) 2006 2005
Utility plant: N
Electric plant $ 5,334 368 $ 4,802,363
Gas plant 2,146,048 1.991.456
Common plant . 458,262 439,599
Less: Accumulated depreciation and amortization . A (2,757.632) (2,602,500}
Net utility plant 5,181,046 .- 4630918
Other property and investments : 151,462 157,321
Current assets: -
Cash ' wUT 16,710
Restricted cash ) ] . 839 1,047
Accounts receivable, net of allowance for doubtful accounts ) 253,613 294,509
Secured pledged accounts receivable o 110,000 - P 41,000
Unbilled revenues . ‘ 202,492 160,207
Purchased gas adjustment receivable 39,822 67,335
Materials and supplies, at average cost : 43,501 36,491
Fuel and gas inventory, at average cost . 115,752 91,058
Unrealized gain on derivasive instruments 16,826 75.037
Prepayments and other . 9,228 7,596
Deferred income taxes - 1173 . -
Current assets of discontinued operations T — 107 434
Total current assels ' 821,365 . 898,424
Other long-term assets:
Restricted cash ' 3814 -
Regulatory assel [or deferred income taxes - 115304 129 693
Regulatory asse1 for PURPA buyout costs . 167,941 191,170
Unrealized gain on derivative instruments ‘ : . - 6,934 28,464
Power cost adjustment mechanism . ‘ 6,357 . 18,380
Other . , 611,816 388,468
Long-term assets ¢f discontinued operations - — 167,113
. Total other long-term assets 912,166 923,288
Tota! assets . .8 7,066,039 $ 6,609,951

The accompanying netes are an integral part of the consolidated financial statements.
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PUGET ENERGY—~CONSOLIDAT!ED BALANCE SHEETS — CAPITALIZATION AND LIABILITIES

(Dellars in lhou;ands)

At December 31 2006 2003
Capitalization: (See Consolidated Statements of Capilaiiza}iun) . )
Commaon equity. o $2,116,029 $2,027.047
Total shargholders’ equity 2,116,029 2,027,047 .
Redeemable securities and long-term debt:
Preferred stock subject 1o mandatory redemption 1,889 1,88%
Junigr suberdinated debentures of the corporation payable to a subsidiary trust holding ‘ .
- mandil{orily redegmable preferred securities . . 37,750 237,750
Long-term debt : _ o, 2,608,360 2,183,360
Total redeemable securities and long-term debt : 2,647,999 2,422,999 )
Toial capitalizaiion . - . . 4,764,028 4,450,045
Minority interest in discontinued cperations - 6,816
Curtent liabilities: -
Accounts payable i 379,579 346,490
Short-term debt 328,055 41,000
Current maturities of long-term debt 125,000 81,000
Accrued expenses: RERA
Taxes 54,977 112,860
Salaries and wages 32,122 15,034
Interest & o 36,915 31,004
Unréalized loss on derilvalive instru.niems 70,396 é,??z
Deferred income tax -~ - o - 10,968
Other . _ ' 43,889 35,694 -
Current liabilities of discontinued operations — 55,791
Total current liabilities” 1,071,133 739,613
Long-term liabilities: ' a
Deferred income taxes 745,095 738,809
Unrealized loss on derivative instruments 415 =
Chher deferred credits 485,368 _513,023
Long-term liabilities of discontinued operations — © 1611644
Total long-term liabilities - 1,230,878 1,413,476
Commitments and contingencies (Note 22)
Total capitalization and liabilities © : $7.066,039

$6,609,651

The accompanying notes ate an integral part of the consclidated financtal statéments
. W
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PUGET ENERGY —CONSOLIDATED STATEMENTS OFCAPITALIZATION

{Lollars in thousands}

At December 31 2006 2005
Cummon equily;
Common siock 50.01 par value, 250,000,000 shares authorized,

116,576,636 and 115,695,463 shares outstanding a: December 31, 2006 and 2005 § 166 $ 1157
Additivnal paid-in capital 1,969,032 1,948 975
Earnings reinvested in the business 172,529 69,407
Accumulated other comprehensive income {loss)—nel of tax (26,698) 7,508

Total commeon equity ) 2,116,029 2,027,047
Prelerred stock subject 10 ma:dalmry redemnption —cumulative—$§100 par value:*
4.84% series— 1 50,000 shares awhorized, 14,383 shares uutstanairlg at December 31, 2006 and 2005 1,458 1,458
+.70% series— 130,000 shares authorized, 4,311 shares outstanding at December 31, 2006 and 2005 431 431
Total prelerred stock subject  mandatory redemption 1,889 1,889
Junior subordinated debentures of the corporation payable o a subsidiary trust holding mandaterily

redeemnable preferred securities : . - ' 37,750 237,750
Long-term debt:

First mortgage bonds and senior notes 2,571,500 2,102,500
Poliution contrel revenue bonds: .

Revenue refunding 2003 series, due 2031 161,860 161,860

Other nates — -

Lung-ternt debt due within one vear . (125,000) (81,000

Total leng-term debrt excluding current maturities 2,608,360 2,183,360

Tt capitalization 54,764,028 $4,450,046

* Puget tnergy has 30,000,000 shares authonzed for $0.01 par vatue preferred stock. Puget Sound Energy has 13,000,000 shares authorized for $25 par value preferred stock and 3,000,000 shares autharized

tor $ 10 par value preferred stock. The preterred stock is available for issuance under mandatory and non-mandatory redemption provisions.

The alcompanyivg notes are an imegral part of the consolidated hinancial statermens.
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PUGET ENERGY —CONSOLIDATED STATEMENTS OF COMMON SHAREHOLDERS’ EQUITY

(Dollars in thousands) Common stock Additional Retained Accumulated other
For years ended December 31, 2006, 2005 & 2004 Shares Amount paid-in capilal earnings comprehensive income Total amount
Balance at December 31, 2003 99,074,070 § 991 $1,603,901 $ 38217 $ {8,063) $1,655,046
Net income — - - 55,022 - 55,022
Commen stock dividend declared — — — (99,386) - (99,386)
Commen stock issued:
New issuance 5,195 — 68 — - 68
Dividend reinvestment plan 681,491 7 15,170 —_ — 15,177
Employee plans 107,612 1 2,617 — - 2618
Other comprehensive loss — — — — (6,269) (6,269)
Balance at December 31, 2004 99,868,368 $ 999 $1,621,756 $ 13853 5(14,332) 51,622,276
Net income - — — 155,726 — 155,726
Common stock dividend declared - — - (100,172) - {100,172}
Commen stock issued:
New issuance * 15,009,991 150 309,744 — - 309,894
Dividend reinvestment plan 656,267 6 14,545 - - 14,531
Empleyee plans 160,837 "2 2,930 — _ 2932
Other comprehensive loss — — — — 21,840 21,840
Balanice at December 31, 2005 115,695,463 51,157 $1,948,975 $ 69,407 $ 1,508 52,027,047
Net income — — — 219,216 - 219216
Common stock dividend declared - - - (116,094) - (116,094
Common stock issued:
Dividend reinvestment plan 614,548 6 13,481 — — 13,487
Employee plans 266,625 3 6,576 - - 6,579
Other comprehensive loss — - - — (15,553) (15,553)
Adjustment to initially apply SFAS No, 158,
net of tax of ${12,420) — — — — (18,653) (18,653)
Balance at December 31, 2006 116,576,636 $1,166 $1,969,032 $172,529 $(26,698) 52,116,029
The accompanying notes are an integral part of the consolidated financial satements.
PUGET ENERGY—CONSOLIDATED STATEMENTS OF COMPREHENSIVE INCOME
(Dollars in thousands)
For years ended Decembet 31 2006 2005 2004
Net income $219.216 $155.726 $ 55,022
Other comprehensive income {loss): '
Foreign currency translation adjustment, net of 1ax of ${176), ${49} and $148, respectively 327) on 275
Minimum pension liability adjustment, net of 1ax of $2,376, $0 and 30, respeciively 2,873 925 157
Net unrealized gain (loss) on energy derivative instruments during the period,
net of tax of $(17,669), $26,799 and $3,672, respleclively (32,813} 49,770 6,820
Reversal of net unrealized (gains) losses on energy derivative instrutnents setiled during the period,
net of tax of $(2,972), $(10,319) and $(5.610}, respectively (5.519) (19,164} (10,418)
Gain (loss} from settlement of financing cash flow hedge contracts,
net of Lax of $7,23%, $(12,363) and $0, respectively 13,443 (22,960} -
Amoartization of financing cash {low hedge contracts o earnings,
net of tax of $289, $245 and $0, respectively - 537 455 —
Deferral of energy cash flow hedges related 1o power cost adjustment mechanism,
net of tax of $3.367, $6,949 and $(1,671), respectively 6,253 12,905 (3,103)
Other comprehensive income (loss) (15,553) 21,840 (6,2609)
Comprehensive income $203,663 $177.566 $ 48,753

The accompanying notes are an integral part of the consolidated linancial staternents,
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PUGET ENERGY —CONSOLIDATED STATEMENTS OF CASH FLOWS

(Dollars in thousands)

For years ended December 31 2006 2005 2004
Operaling activities:
Net income $ 219,216 $ 155,726 $ 55,022
Adjustmenis o reconcile net income 1o net cash provided by operating activities: -
Depreciation and amortization 262,341 241 634 246,842
Deferred income taxes and tax credits —net 20,613 (56,852) 72,702
Power cost adjustment mechanism 12,023 (18,380) 3.605
Non cash return on regulatory assets (12,438) - -
Amortization of gas pipeline capacity assignment (10,632} - —
Gain on sale of InfrastruX {29,765) - -
InfrasiruX carrying value impairment adjustment (7.269) 7,269 —
InfrastruX goodwill impairment ' - ' - G1.,196
Net unrealized {gain) loss on derivalive instruments 71 472 (526)
Osher (including conservation amortization) 13,600 1,131 8,166
Cash collaieral received from (returned 10) energy suppliers (22,020) 15,700 6,320
Gas pipeline capacity assignment - 55,000 -
BPA prepaid transmission - (10,750 -
Chelan PUD contract initiation (89,000) — —
Storm dumage deferred costs (92.331) - -
Change in certain current assets and liabilities:
Accounts receivable and unbilled revenue (78.179) {217,861} 2218
Materials and supplies {6.093) (4,945) (39,740)
Fuel and gas inventory (24,694) (25,163) 17,512
Prepayments and other (4.319) 73 8,159}
Purchased gas receivable/liability 27,513 (48,246) (31,073)
Accounts payable 36,038 119,4}6 35163
Taxes payable (53.826) 38,047 247
Tenaska disallowance reserve - (3.156) 3,156
Accrued expenses and other 24,638 6,496 3.709
Net cash provided by operating activities 185,507 255,811 456,360
Investing activities: .
Construction and capital expenditures—excluding equity AFUDC (749,516) {583,594) (409,403)
Energy efliciency expenditures (33,865) (24,428) (24.852)
Restricted cash (3.605) 586 905
Cash proceeds from propenty sales 936 24,291 1,315
Refundable cash received for customer construciion projects 12,253 9,869 13,424
Cash proceeds from sale of InfrastruX, net of cash dispesed 263,575 - -
Other 5,500 5,906 432
Net cash used by investing activities . (504.722) (3673700 {418,179
Financing activities;
Change in short-term debt and leases—net 290,224 36,512 (5.596)
Dividends paid (104,332) (88,071) (86,873)
Issuance of common stock ‘ 5878 317,607 5413
Issuance of bonds and notes 550,000 400,000 343841
Net payments made to minority shareholders of InfrastruX (10,451} — —
InfrastruX debt redeemed {141,.221) - —
Redemption of trust preferred stock (200,000) {(42,500) -
Redemption of bonds, notes and leases (83,875) (260,6135) (308,708)
Settlement of derivatives 20,682 (35,323} -
Issuance costs and other (2,467) (12,928) 6,032
Net cash provided {used) by linancing activities - 324,438 314,682 (45,891)
Increase {decrease) in cash from net income 5,223 3,123 {7,710
Cash at beginning of year 22,894 19,771 27,481
Cash at end of year $ 28,117 $ 22,894 $ 19,771
Supplemental cash flow information:
Cash paymenus for:
Interest {net of debt AFUDC) $ 167,789 $ 182,054 $ 182,419
Income taxes (net of refunds) 129,100 126,807 {1,232)

The accompanying notes are an inlegral part of the consolidaied financial statemencs.
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PUGET SOUND ENERGY —CONSOLIDATED STATEMENTS OF INCOME

{Dollars in thousands)

For years ended December 31 2006 2005 2004

Operating revenues:

Electric $1,777,745 $1,612,869 51,423,034

Gas 1,120,118 952515 769,306

Other — 7,830 7,826 6,537

Total operating revenues 2,905,693 © 2,573,210 2,198,877

Operaling expenses:

Energy costs: )
Purchased electricity 917,801 860,422 723,567
Electric generation fuel 7,320 73.318 80,772
Residential exchange {163,622} (180,491} (174,473)
Purchased gas 723,232 592,120 451,302
Unrealized (gain) loss on derivative instruments 71 472 (526)

Utility operations and maintenance 354,590 333,256 291,232

Other operalions and maintenance 1,211 1,304 1,342

Depreciation and amortization 262,341 241,634 128,566

Conservation amortization 32320 24308 22 688

Taxes other than income taxes 255,712 233,742 208,989

Income taxes 97,227 89,629 17,177

Total operaling expenses 2,578,203 2,269,714 1,910,636

Operating income 327,490 303,496 288,241

Other income (deductions):

Other income 29,606 16,803 11,044
Other expense (9,999} (11.063) (9517}
© Income laxes (1,462} 2,569 2,835
Interest charges: :
AFUDC 15,874 9,493 5420
Inierest expense (183,922) {174.367) {171,740)
Interest expense an Puget Energy note (845} — —
Mandatorily redeemable securities interest éxpense ) (91) (91) (1)

Net income before cumulative effect of accounting change 176,651 146,840 126,192

Cumulative effect of implementation of accounting change (net of tax) 89 (71 —

Net income {or common stock ' $ 176,740 $ 146,769 £ 126,192

The accompanying, hotes are an integral part of the consolidated financial statemerus.
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PUGET SOUND ENERGY — CONSOLIDATED BALANCE SHEETS — ASSETS '

{Dollars in thousands)

At December 31 2006 2005
Utility plant:
Electric plant 5 5,334,368 5 4,802,363
Gas plant 2,146,048 1,991 456
Common plan 458,262 439,599
Less: Accumulated depreciation and amortization (2,757,632} (2,602,500)
Net utility plant 5,181,046 4,630,918
Other property and investments 151,462 157,321
Current assels:
Cash 18,092 16,709
Restricted cash 839 1,047
Accounts receivable, net of allowance for doubtful accounts 253,613 299,938
Secured pledged accounts receivable 110,000 41,000
Unbilled revenues . " 202,492 160,207
Purchased gas adjustment receivable 39,822 67,335
Materials and supplies, at average cost 43,501 36,491
Fuel and gas inventory, ai average cost 115,752 91,058
Unrealized gain on derivative instruments 16,826 75,037
Prepayments and other 8,639 7,023
Deferred income taxes 1,175 —
Total current assets 820,771 - 795,845
Other long-term assets;
Regulatory asset for deferred income taxes 113,304 129,693
Regulatory asser for PURPA buyout costs 167,941 191,170
Unrealized gain on derivative instruments 6,934 28,464
Power cost adjustment mechanism 6,357 18,380
Other 611,598 388,009
Total other long-term assets 908,134 755,716
Total assets $ 7,061,413 $ 6,339,800

The accompanying notes are an integral part of the consolidated financial staiements.
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PUGET SOUND ENERGY—CONSOLIDATED BAUVANCE SHEETS — CAPITALIZATION'ANDILIABILITIES . 0 - 8 G JQ2 11 7

(Doltars in shousands)

At December 31 o 2006 -, 2005
Capitalization: (See Consolidated Statements of Capitalization): i e Y
Common equity [ e $2,092,.283 - 51,986,621
~ ' Total shareholder’s equity 2,092,283 - 1,986,621
Redeemable securities and long-term debu: o e
Preferred stock subject 1o mandatory redempiion 1889 . 1.889
Juniér subordinated debentures of the corporation payable o a subsidiary trust holding n '
mandatorily redeemable preferred securities ’ [ ter. ! erhe 37,750 0t o L e W237,750
Long-term debt B O e 2,608,360 7. 2,183:360
Tolal redeemable securities and long-term debt 12,647 999 . 2.422:000
Total capitalization 4,740,282 -0 4,409,620
Current liabilities: : “
Accounts payable 379 494 346,190
Short-term debt 328,053 e e 41,000
Short-term debt owed toiPuget Energy 24,303 - -
Current marturities of long-term debt 125,000- 81.000
Accrued expenses: e .
Taxes 55,365 111,900
- Salaries and wages - :* 31,591+ 15,034
Inierest 37.031 31,004
Unrealized loss on derivative ‘mstru-n@ms T ’ i T 70,—596 - T o
Deferred income taxes B - 10,968
Other 43,889 30,932
Total current liabilities 1,095,324 678,100
Long-term liabilities:
Deterred income taxes 749,033 739,162
Unreadized loss on derivative instruments 415 —
Other deferred credits 476,359 512,918
Total long-term liahilities 1,225,807 1,252,080
Commitments and contingencies (Nate 22)
Total capitalization and lighilities $7,061.413 $6,339,800

The accompanying notes are an integral part of the consalidated financial staternents.
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{RUGET-SOUND ENERGY —CONSOLIDATED STATEMENTS OF CASH FLOWS -« cA ey DAY 0 T 4D U]
(Dollars in thousandls} [ - \ B ' . Wi g
For years ended December 31 . 2006 2005 - » no +..2004

Operating activities:.» - : v o 1 Y
Ne1 income .- A $ 176,740 $ 146,769 ,$°126,192

i Adjusiments Lo reconcile net income 10 net cash provided by operating activities: o uthbe, (Y

.ﬂchprecmuon and amortization E | 262,341 11241634 1.1 s . 228,566

¢4 Delerred federal income taxes and wx credits—net 34,283 (57,597 72,446
ELPPo:;eFE;)sx nd}ustmcm mechanism LA 12,023 (18,38'0)5 3, 605

rée i Amartization of gas pipeline capacity assignment . ¢ (10,632) — Lo
£ 4 Non cash return on regulatory asseis (12,438) (I PR S
“vPaNet unrealized (gain} loss on derivative instruments o 71 472 af (526)
;Ollicr.(includirig conservalion amotlization}- 17.335 (4,803 .- 18,869
+Cish collateral received from (returned (o0} energy suppliers - . (22,020} 15,700 ~ .t 6,320
| Gus pipeline capacity assignment ot - 55,000 ' -
: {BPA prepaid Lransmission T - (10,750) . —
I 1Chelan PUD contract initiation (89,000) R b ooesl

iStorm ‘damage deferred costs (92.331) — .-

Change in certain current assets and current liabilities: PR & Y3

[(ﬂr‘Accoums recewable and unbllled Tevenue (64.961) {221,960). " 8,264
35 Materials and suppliés» s IET ¢ voE : {7.010) T (4.B0BY vetard 1. (37 884)
,+ Fueland gas in\féntory T T T 'a;,gg:) T .‘“(25,163') I J12

T Prepayments and other (1,636) (778} ’ 4“?;8
. Purchased gas receivable/ Tabiliy 27,513 (48,246} (31,073)

Accdqms payahle 33,004 116,743 23,282
Taxes payable (56.535) 30,265 (TO?)
Tenaska disallowance rescrve He Pastes e P e diodie Doty mrLo BSG f'(3\;1%6’) PG Jw 3 156
Acerued expenses and other 30,588 (2.201) (2,664)

: Net cash provided by operating activities. . 212,641 208,743 435,396
ln\es'.mg aclivities: | 1.

Consxrucuon cxpcndltures—excludmg equity AFUDC (745,239) . (568}1'5.1) Py (., }J?Ql)
Encrgy efficiency expenditures - - (33.865), (24428 . {24.852)
Restricted cash . 08 386 03
Cash recened from property sales ikt . 936 24291 e 1,315
Refundabie cash received for customer construction projects ! } o 12,253 9. 869 13,424
Other, . . . 5,500 L6006 . 129

Net cash used by investing activities (760,207) . (552,057) (402,970)
Financing activities: . ) ..

Decrease in short-term dcbt—ne( 287,055 ‘ 41 000 -
Dividends paid R (109.782) . (89, 199) (87,7000
Issuance of bonds and notes . l§‘50,006 400,000 200,000
Loan from Puget Energy o ¢ - 24,303 = -

Redemption‘of trus: pref‘e‘rr_t:d stock o (200,000} (25000 L -
Bg:lerr][}l'ivon of bonds anfi..,noles o (81,000) (231 000) (157, 558)
Senlermentof dervatives==—=+  +— =~ o-mr T . - - 20682 - - (35, 323)‘——‘—_ =
Investment from Puger Energy 70,114 314,687 5016
[ssuance costs and other 2.423) {10,597} 6,093

Net cash provided (used) by financing activities 558,949 347 068 (34,249)

Increase {decrease) in cash frem nel income 11,383 3,754 (1,823)
Cash at beginning of year 16,709 12,955 14,778
Cash at end of year $ 28,002 $ 16,709 $ 12,955
Supplemenial cash low information:

Cash paymenis for;

Interest (net of debt AFUDC} $ 164,389 $ 172,986 $175772
Income taxes (net of refunds) 123,100 126,591 (1.042)

The accompanying notes are an integral part of the conselidated fimancial statements.
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Notes to Consolidated Financial Statements
of Puget Energy and Puget Sound Energy

Note 1. Summary of Significant Accounting Policies

BASIS OF PRESENTATION

Puget Energy, Inc. (Puget Energy) is a holdi'ng company that owns
Puget Sound Energy (PSE} and until May 7, 2006, a 90.9% interest
in InfrastruX Group, Inc. (InfrastruX). PSE is a pubtic utility incor-
porated in the State of Washington that furnishes electric and gas
services in a territory covering 6,000 square miles, primarily in the
Puget Sound region.

The consolidated [inancial statements of Puget Energy
reflect the accounts of Puget Energy and its subsidiaries, PSE and
InfrastruX. Puget Energy holds all the common shares of PSE and
owned a 90.9% imerest in InfrastruX until it was sold on May 7,
2006. The results of PSE and InfrastruX are presented on a con-
solidated basis. The financial position and resulis of operations
for InfrastruX are presenied as discontinued operations. At the
time that it was owned by Puger Energy, InfrastruX was a non-
regulated wility construction service company incorporated in
the state of Washington, which provides construction services to
the electric and gas utility industries primarily in the Midwest,
Texas, souzh-central and eastern United States regiens. PSE’s con-
solidated financial statements include the accounts of PSE and its
subsidiaries. Puget Energy and PSE are collectively referred 10
herein as “the Company.” The consolidated financial statements
are presenied after elimination of all significam intercompany
items and transactions. Cerlain amounts previously reported
have been reclassified 1o conform with current year presentations
with no effect on 1otal equity or net income.

The preparation of financial siaiements in conformity with
generally accepted accounting principles requires management 1o
make estimates and assumptions that affect the reported amounts
of assets and liabilities, disclosure of contingent assets and liabili-
ties at the date of the financial siatements, and the reported
amounts of revenues and expenses during the reporting period.
Actual results could differ from those estimates. :

UTILITY PLANT

The cost of additions 10 utility plant, including renewals and bet-
terments, are capitalized at original cost. Cests include indirect
costs such as engineering, supervision, certain taxes, pension and
other employee benefits, and an allowance for funds used during
construction. Replacements of minor-items of property and major
mainienance are included in maintenance expense. The original
cosi of operating property is charged to accumulated depreciation
and costs associated with removal of property, less salvage, are

charged to the cost of removal regulatory liability when the prop--

erty is retired and removed {rom service,

77 Puget Energy 2006 Annual Report

NON-UTILITY PROPERTY, PLANT AND EQUIPMENT

The costs of other property, {)lam and equipment are stated at his-
torical cost. Expenditures for refurbishment and improvements
that Significnmly add to productive capacity or extend usefut life of
an asset are capitalized. Replacement of minor items is expensed
on a current basis. Gains and losses on assets sold or retired are
reflecied in earnings.

ACCOUNTING FOR THE IMPAIRMENT
OF LONG-LIVED ASSETS

The Company evaluates impairment of long-lived assets in accor-
dance with Statement of Financial Accounting Standards (SFAS)
No. 144, "Accounting for the lmpairmeni or Disposal of Long-
Lived Assets.” SFAS No. 144 establishes accounting standards for
determining if long-lived assets, including assets 10 be disposed of,
are impaired and how losses, if any, should be recognized. The
Compary believes that the present value of the estimated future

‘cash inflows from the use and eveniual disposition of long-lived

assets is sufflicient 1o recover their carrying values,

DEPRECIATION AND AMORTIZATION

For financial stalement purposes, the Company provides for depre-
ciation and amortization on a straight-line basis. Amortization is
comprised of software, small tools and office equipment. The depre-
ciation of aulomobiles, trucks, power-operated equipment and
tools is allocated 1o asset and expense accourits based on usage. The
annual depreciation provision stated as a percent of average original
cost of depreciable electric wility plant was 2.9% in 2006, 2005
and 2004; depreciable gas wiility plant was 3.3% in 2006 and
3.4% in both 2005 and 2004; and depreciable common utility plant
was 5.1% in 2006, 4.8% in 2005 and 4.6% in 2004. Depreciation
on other property, plant and equipment is calculated primarily on a
straight-line basis over the useful lives of the assets. The cost of
removal is collected from PSE% customers through depreciation
expense and any excess is recorded as a regulatory liability.

CASH

All liguid investments with maiurities of three months or less at the
date of purchase are considered cash. The Company mainiains cash
deposits in excess of insured limits with certain financial institutions.

RESTRICTED CASH

Restricted cash represents cash to be used for specific purposes. The
restricted cash balance was $0.8 million and $1.0 million at Decem-
ber 31, 2006 and 2005, respectively, which represents funds held
by Puget Western, Inc,, a PSE subsidiary, for a real esiaie develop-
ment project. The long-term restricted cash balance was $3.8 mil-

- lion which represents management’s estimate of the aggregate [air

value of the amount potentially payable under certain representa-
tions and warranties made by [nfrastruX concerning its business.




MATERIAL AND SUPPLIES

REGULATORY ASSETS AND LIABILITIES

Material and supplies consists primarily of materials and supplies
used in the operation and maintenance of electric and gas distribu-
tion and transmission systems as well as spare parts for combus-
tion turbines used for the generation of electricity. These items are
recorded at lower of cost or market value using the weighted aver-
age cost meihod.

FUEL AND GAS INVENTORY

Fuel and gas inventory is used in the generation of electricity and
for future sales 10 the Companys gas customers. Fuel inventory
consists of coal, diesel, and natural gas used for generation, Gas
inventory consists of natural gas and liquefied natural gas held in
storage for future sales. These items are recorded at lower of cost or
market value using the weighted average cost-method.

The Company accountis {or its regulated operations in accordance
with SFAS No. 71, “Accounting for the Effects of Certain Types of
Regulation.” SFAS No. 71 requires the Company to defer certain
cosls that would otherwise be ¢harged 10 expense, il it were prob-
able that future rates will permit recovery of such costs. Account-
ing under SFAS No. 71 is appropriale as long as rates are
established by or subject 10 approval by independent third-party
regulators; rates are désigned to recover the specific enterprise’s
cost of service; and in view of demand for service, it is reasonable
1o assume that rates sct at levels that -will recover costs can be
charged 10 and collecied from customers. In most cases, the Com-
pany classifies regulatory assets and liabilities as long-term assets
or linbilities. The exception is the purchased gas adjustment receiv;
able which in a curreni asset.

The Company was allowed a return on the net regulatory
assets and liabilities of 8.75% for electric rates beginning July 1,
2002 and gas rates beginning September 1, 2002 through March 3,
2005. Effective March 4, 2005 based on the 2004 general rate case,
the Company is allowed a return on the net regulatory assets and
liabilities of 8.4%, or 7.06% after-tax. for both elcctric and gas
rates. The nel regulatory asseis and liabilities at December 31,
2006 and 2005 included the following:

Remuaining amortization period 2006 2005

(Dollars in millions)
PURPA clectric energy supply contract buyout costs 1.5 to 5 years $ 1679 $191.2
Deferred income taxes * 115.3 129.7
Storm damage costs—electric - 1011 15.0
Chelan PUD centract initiation i 95.5 -
White River relicensing and other cosis e 69.1 66.1
PGA deferral of unrealized {gain) losses on derivative instruments * 54.8 (25.7)
Purchased gas adjustment {PGA) receivable * 39.8 67.3
Invesument in Bonneville Exchange Power contract 10 years 37.0 40.6
Environmenial remediation b 36.3 342
Delerred AFUDC 30 years 333 320
Tree watch costs 8.3 years 19.8 . 242
Colstrip commen property 17 years 12,5 13.2
Hopkins Ridge prepaid 1ransmission upgrade eran 8¢ 10.8
Power cost adjusiment (PCA) mechanism * 6.4 18.4
Catrying costs on income tax payments * 6.2 —
Various other regulatory asseis 110 25 years : 34.6 31.6
Total Regulatory Assets ) 3 838.5 $ 648.6
Cost of removal PRy s(127.1) $(125.3}
Deferred credit gas pipeline capacity 10.8 years (+4.4) {55.0}
Deferred gains on property sales 3 years ' (1.1} {11.4}
Gas supply contract settlement 1.5 years (5.7 (9.3)
PCA deferral of unreaiized gain on derivative instruments . * —. (11.1)
Various other regulatory liabilities 1 to 21 years . (3.3) (3.9
Total Regulatory Liabilities $(191.6) $(216.2)
Net regulatory assets and liabilities 5 646.9 $432.4

' Amortization period varics depending on timing of underlying transactions.

***  Amonization period will stan in 2011 for a 20 year period.
*4**  Amorizatien period to be delermined in a future Washington Commission rate proceeding,

*4++* Amonization varies and based upen BPA tanfl rate and FERC inlerest rate.

***7** The balance is dependent upen the cost of removal of undertying assets and the life of tility plant.
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Amontization period [or siorm costs deflerred in 2006 i be determined in a future Washington Commission rate proceeding.




1f the Company, at some point in the {uture, determines that
all or a portion of the utility operations no longer meets the crite-
ria for continued application of SFAS No. 71, the Company would
be required to adopt the provisions of SFAS No. 101, “Regulated
Enterprises— Accounting for the Discontinuation of Application
of Financial Accounting Standards Board (FASB) Statement No, 71.7
Adoption of SFAS No. 101 would require the Company to wrile
off the regulatory assets and liabilities relaied 10 those operations
not meeting SFAS No. 71 requirements. Discontinuation of
SFAS No. 71 could have a material impact on the Companys
{inancial statements. »

In accordance with guidance provided by the Securities
and Exchange Commission (SEC), the Company reclassified from
accumulated depreciation 10 a regulatory liability $127.1 miflion
and $125.3 million in 2006 and 2005, respectively, for cost of
removal for utility plant. These amounts are collected from PSE's
customers through depreciation rates.

ALLOWANCE FOR FUNDS USED DURING CONSTRUCTION

The allowance for funds used during construction {AFUDC) repre-
semts the cost of both the debt and equity funds used to finance
utility plant additions during the construction period. The amount
of AFUDC recorded in each accounting period varies depending
principally upon the level of constructien work in progress and the
AFUDC rate used. AFUDC is capitalized as a part of the cost of
utility plant and is credited 1o interest expense and as a non-cash
item 10 other income. Cash inflow related 1o AFUDC does not
occur until these charges are reflected in raes.

The AFUDC rate allowed by the Washington Unlmes and
Transportation Commission {Washington Commission) for gas
utility plant additions was B.4% beginning March 4, 2005 and
8.76% for the period September 1, 2002 through March 3, 2003.
The allowed AFUDC rate on electric utility plant was 8.4% begin-
ning March 4, 2005 and 8.76% for the period July 1, 2002 through
March 3, 2005. To the extert amounis calculated using this rate
exceed the AFUDC calculated rate using the Federal Energy Regu-
latory Commission (FERC) formula, the Company capitalizes the
excess as a deferred asset, crediting miscellaneous income. The
amounts included in income were $2.7 million for 2006, $2.8 mil-
lion for 2005 and’ $1.4 million for 2004. The deferred assct is
being amortized over the average useful life of the Compan) s non-
project electric utility plant.

CALII ORNIA RESERVE "

PSE operates within the western whotesale markcl and has made
sales into the California energy market. During 2003, FERC issued
an order in the California Refund Proceeding adopting in part and
modifying in part FERCS earlier findings by the Administrative
Law Judge. The amount of the receivable, $21.2 million at Decem-
ber 31, 2006 is subject to the outcome of the ongeing litigation.
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REVENUE RECOGNITION

Operating wtility revenues are recorded on the basis of service ren-
dered which includes estimated unbilled revenue. Sales to other
utilities are recorded on a net revenue rendered basis in accordance
with Emerging Issues Task Force of the Financial Accounting Stan-
dards Board (EITF) Issue No. 03-1}, “Reporting Realized Gains
and Losses on Derivative Instruments That Are Subject to FASB
No. 133 and Not ‘Held for Trading Purposes’ as Defined in [ssue
No. 02-03." Non-uility subsidiaries recognize revenue when serv-
ices are performed or upon the sale of assets.

PSE collected Washington State excise taxes (which are a com-
ponent of general retail rates) and municipal taxes of $203.7 mil-
lion, $178.0 million and $153.4 millicn for 2006, 2005 and 2004,
respectively, The Company’s policy is to report such taxes on a gross
basis in operating revenues and taxes other than income taxes in the
accompanying consolidated statements of income.

ALLOWANCE FOR DOUBTFUL ACCOUNTS

An allowance for doubtful accounts is provided for'energy cus-
tomer accounts based upon a historical experience rate of write-
offs of cnergy accounts receivable as compared 1o operating
revenues. The allowance account is adjusied monthly for this
experience rate. Other non-energy receivable balances are reserved
for in the allowance account based on facis and circumstances sur-
rounding the receivable, indicating some or all of the balance is
uncollectible. Once exhaustive efforts have been made to collect
these other receivables, the allowance account and corresponding
receivable balance are writien off.

Puget Energy’s allowance lor doubtiul accounts at December 31,
2006 and 2005 was $2.8 million and $3.1 million, respectively.

SELF-INSURANCE

The Company currently has no insurance coverage for storm
damage and environmental contamination thai wouid occur in a
current year on company-owned property. The Company is self-
insured for a portion of the risk associated with comprehensive -
liability, workers’ compensation claims and catastrophic property
losses ather than those which are storm relaied. The Washingion
Commission has approved the deferral of certain uninsured storm
damage cosis thai exceed $7.0 million of qualifying storm damage
costs for collection in future rates if the outage meets the Institute
of Electrical and Electronics Engineers (IEEE) outage criteria for
system average interruption duration index.




FEDERAL INCOME TAXES

Puget Energy and its subsidiaries file consolidated federal income
tax returns. Income taxes are allocated to the subsidiaries on the
basis of separate company computations of taxable income or loss.
The Company provides for deferred taxes on ceriain assets and lia-
bilities that are reported differently for income 1ax purposes than
for financial reporting purposes, as rcqulred by SFAS No. 109,
“Accounting for Income Taxes.”

ENERGY EFFICIENCY

The Company offers programs designed to help new and existing
customers use energy efficiently. The primary emphasis is to pro-
vide information and technical services to enable cusiomers 1o
make energy efficient choices with respect 10 building design,
equipment and building sysiems, appliance purchases and operat-
ing practices.

Since May 1997, the Company has recovered electric.energy
efficiency expenditures through a tariff rider mechanism. The rider
mechanism allows the Company to defer the efficiency expendi-
tures and amortize them to expense as PSE concurrently collects
the efficiency expenditures in rates over a one-year period. As a
result of the rider mechanism, electric energy efficiency expendi-
tures have no impact on earnings.

Since 1995, the Company has been authorized b) the Wash-
ington Cemmission to defer gas energy efficiency expenditures and
recover them through a tarill tracker mechanism.. The tracker
mechanism allows the Company to defer efficiency expenditures
and recover them in rates over the subsequent year. The tracker
mechanism also allows the Company to recover an allowance for
funds used 1o conserve energy on any owstanding batance that is
not being recovered in rates. As a result of the tracker mechanism,
gas energy efficiency expenditures have no impact on earnings.

Energy efficiency programs reduce customer consumption of
energy thus impacting energy margins. The impact of load reduc-
tions is adjusted in rates at éach general rate case.

' RATE ADJUSTMENT MECHANISMS

The Company. has a power cost adjustmern (PCA) mechanism
that provides for a rate adjusiment process if PSES costs Lo provide
customers’ electricity falls outside ceriain bands from a normal-
ized level of power costs established in an electric rate case. On
October 20, 2005, the Washington Commission approved an
amendment to the PCA mechanism changing the PCA period to
a calendar year beginning January 1, 2007. The Washingion
Commission also made provision to reduce the graduated scale to
half the annual excess power costs for the period July 1, 2006
through December 31, 2006 without a cap on excess power costs.
All significant variable power supply cost drivers are included in
the PCA mechanism (hydroelectric generation variability, market
price variability for purchased power and surplus power sales,
natural gas and coal fuel price variability, generation unit forced
outage risk and wheeling cost variability). The PCA mechanism
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apportions increases or decreases in power costs, on a graduated
scale, between PSE and its cusiomers. Any unrealized gains
and losses [rom derivative instruments accounted for under SFAS
No. 133, “Accounting for Derivative Instruments and Hedging
Activities,” are deferred in proportion to the cost-sharing arrange-
men: under the PCA mechanism. On January 10, 2007, the Wash-
ington Commission approved the PCA mechanism with the same
annual graduated scale but without a cap on excess power costs.
The graduated scale is as follows:

Annual power July-December 2006 Customers’  Company’s

cost variability power cost variability! shate shareZ

+/- $20 million +- $10 million 0% 100%
+/- $20 million-$40 million +/- $10-520 million 50% 50%
+/- $40 million—%120 million +/- $20=-560 million 90% - 10%
+/- $1204+ millien +/- $60 million 95% © 5%

!In October 2005, the Waéhinglon Commissicn in its power cost only rate case order made a provi-
sion 1o reduce the power cost vanability amounts to hall the annual power cest variability for the
period july 1, 2006 through December 31, 2008,

2 Overthe lour-year period July 1, 2002 through June 30, 2006 the Companys share of pre-tax cost
variation was capped at a camulative $40.0 million plus 1% of the excess. Pawer cost variation
after December 31, 2006 will be apponioned on an annual basis, based on the graduated scale
without a cap.

The differences between the actual cost of PSE%s gas supplies
and gas transportation contracts and costs currently allowed by the
Washingion Commission are deferred and recovered or repaid
through the purchased gas adjustment (PGA) mechanism. The
PGA mechanism allows PSE 1o recover expected gas costs, and
defer, as a receivable or liabilily any gas costs that exceed or fall
short of this expected gas cost amount in the PGA mechanism
rates, mcludmg nterest,

NATURAL GAS OFF-SYSTEM SALES AND CAPACITY RELEASE

The Company contracts for firm gas supplies and holds firm trans-
portation and storage capacity sufficient 1o meet the expected peak
winter demand for gas by its firm customers. Due to the variability
in weather, winter peaking consumption of natural gas by most of
its customers and other factors, the Company holds contractual
rights to gas supplies, and transportation and storage capacily in
excess of its average annual requirements to serve firm customers
on its distribution system. For much of the year, there is excess
capacity available for third-party gas sales, exchanges and capacity
reteases. The Company sells excess gas supplies, enters into gas
supply exchanges with third parties outside of its distributien area
and releases 10 third parties excess interstate gas pipeline capacity
and gas storage rights on a shon-term basis to mitigate the costs of
firm transportation and sterdge capacity for its core gas customers.
The proceeds from such activities, net of transactional costs, are
accounted for as reductions in the cost of purchased gas‘and
passed on to customers through the PGA mechanism, with no
direet impact on net income. As a result, the Company neis the
sales reveniue and associated cost of sales for these transactions in
purchased gas.




ACCOUNTING FOR DERIVATIVES

The Company f{ollows the provisions of SFAS No. 133, "Account-
ing for Derivative Instruments and Hedging Activiies,” as
amended by SFAS No. 138 and SFAS No. 149 which require that
all’contracts considered to be derivative instruments be recorded
on the balance sheet at their fair value. Certain contracts that
would otherwise be considered derivatives are exempt from SFAS
No. 133 if they qualify for a normal purchase normal sale excep-
tion. The Company enters into both physical and financial con-
tracts to manage ils energy resource portfolio. The majority of
these contracts qualify for the normal purchase normal sale excep-
tion for the purpose of serving retail load. However, those con-
tracts that do not meet the normal purchase or normal sale
exception are derivatives and, pursuant to SFAS No. 133, are
reported at their fair value on the balance sheet. Changes in their
fair value are reported in earnings unless they meet specific hedge
accounting criteria, in which case changes in their fair market
value are recorded in comprehensive income until the time the
transaction thai they are hedging is recorded in earnings. The
Company designates a derivative instrument as a qualifying cash
flow hedge if the change in the fair value of the derivative is highly
effective in offsetting cash flows attributable to an asset, a liability
or a forecasted Lransaction. To the extent that a portion of a deriv-
ative designated as a hedge is ineffective, changes in the fair value
of the ineffective portion of that derivative are recognized currenily
in earnings. Changés' in the market value of derivative transactions
related to obtaining gas for the Company’s retail gas business are
deferred as regulatory assets or liabilities as a result of the Com-
pany’s PGA mechanism and recorded in earnings as the transac-
tions are execuked.

STOCK-BASED COMPENSATION

Prior to 2006, the Company had various stock-based compensa-
tion plans which were accounted for according to Accounting
Principles Beard (APB) No. 25, “Accounting for Stock-Issued
to Employees,” and related interpretations as allowed by SFAS
No. 123, “Accouﬁting for Stock-Based Compensation.” In 2003,
the Company adopted the fair value based accounting of SFAS
No. 123 using the prospective method under the guidance of SFAS
No. 148, “Accounting for Stock-Based Compensation—Transition
and Disclosure.” The Company applied SFAS No. 123 accounting
to stock compensation awards granted subsequent to January 1,
2003, while grants prior 10 2003 continued 1o be accounted for
using the intrinsic value method of APB No. 25. Effective January 1,
2006, the Company adopted the fair value recognition provisions
of SFAS No. 123R, “Share-Based Payment,” using the modified-
prospective transition method. Under that transition method, com-
pensation cost recoghized in 2006 includes: {a) compensation cost
for all share-based payments granted prior to, but not yet vesied
as of January 1, 2006, based on the grant date fair value estimated
in accordance with the original provisions of SFAS No. 123 and
(b} compensation cost for all share-based payments granted subse-
quent to January 1, 2006, based on the grant date fair value
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estimated in accordance with the provisions of SFAS No, 123R.
Results for prior periods have not been restated, as provided for
under the modified-prospective method.

Had the Company used the fair value methed of accounting
specified by SFAS No. 123 for all grants at their grant date rather
than prospectively implementing SFAS No. 123, net income and
earnings per share would have been as follows:

{Dwollars in thousands,
excepl per share amounts}

Years ended December 31 2005 2004
Net income, as reported $155,726 $55,022
Add: Total stock-based employee compensation
expense included in net income, net of tax 1,652 2,457
Less: Total stock-based employee compensation
expense per the fair vatue method of
SFAS No. 123, net of tax (2,195 (2.603)
Pro forma net income $155,183 $54,876
Earnings per common share: '
Basic as reporied $ 152 $ 055
Diluted as reported 5 151 $ 055
Basic pro forma $ 131 $ 055
Diluted pro forma $ 151 $ 055

DEBT RELATED COSTS

Debt premiums, discounts, expenses and amounts received or
incurred 10 setdle hedges are amortized over the life of the relaied
debt. The premiums and costs associated with reacquired debt are
deferred and amortized over the life of the relaied new issuance, in
accordance with ratemaking treatment.

EARNINGS PER COMMON SHARE (PUGET ENERGY ONLY)

Basic earnings per common share has been computed based on
weighted average common shares outstanding of 115,999,000,
102,570,000 and 99,470,000 for 2006, 2005 and 2004, respec-
tively. Diluted earnings per common share has been computed
based on weighted average common shares outstanding of
116,457,000, 103,111,000 and 99,911,000 for 2006, 2005 and
2004, respectively, which includes the dilutive effect of securities
related to employee stock-based compensation plans. In 2006,
46,000 shares related to stock options were excluded from the
diluted weighted average common share calculation due to their
antidilutive effect.

ACCOUNTS RECEIVABLE SECURITIZATION PROGRAM

On December 20, 2005, PSE entered into a five-year Receivable
Sales Agreement with PSE Funding, Inc. (PSE Funding), a wholly
owned, bankruptcy-remote subsidiary of PSE, formed for the
purpose of purchasing customers’ accounts receivable, bath billed
and unbilled. The results of PSE Funding are consolidated in the
financial statements of PSE. The accounts receivable are sold
at estimated fair value, based on the present value of discounted
cash Flows Laking into accownt anticipated credit losses, the speed
of payments and the discourt rate commensurate with the



uncertainty involved. The PSE Funding agreement replaces the
Rainier securitization facility that was terminated on December 20,
2003. In addition, PSE Funding entered into a Loan and Servicing
Agreement with PSE and two banks. The Loan and Servicing
Agreement allows PSE Funding to use the receivables as collateral
to secure short-lerm loans, not exceeding the lesser of $200.0 mil-
lion or the borrowing base of eligible receivables which fluciuate
with the seasonality of energy sales to customers. The PSE Funding
receivables securitization facility expires in December 2010, and is
terminable by PSE and PSE Funding upon notice to the banks. PSE
Funding had $110.0 millien of loans secured by accounts receiv-
able pledged as collateral at December 31, 2006.

Rainier Receivables, Inc. (Rainier Receivables) was a wholly
owned, bankruptcy-remote subsidiary of PSE formed in December
2002 for the purpose of purchasing customers’ accounts receiv-
able, both billed and unbilled, of PSE. Rainier Receivables and PSE
had an agreement whereby Rainier Receivables woq]d sell, on a
revolving basis, up to $150.0 million of those eligible receivables.
The agreement expired December 20, 2005. Rainief Receivables
was obligated 10 pay fees that approximate the third-party pur-
chaser’s cost of tssuing commercial paper equal in value 1o the
interests in receivables sold.

CONSOLIDATED STATEMENTS OF CASH FLOWS

PSE funds cash dividends paid to the shareholders of Puget Energy.
These funds are reflected in the Consolidated Statement of Cash
Flows of Puget Energy as if Puget Energy received the cash from
PSE and paid the dividends direcily 1o the shareholders.

COMPREHENSIVE INCOME

Comprehensive income includes net income, foreign currency
translations, changes in the minimum peasion liability, unrealized
gains and losses on derivative instruments, reversals of unrealized
gains and losses on derivative instruments, settlements and amorti-
zation of cash flow hedge contracts and deferrzls of cash flow
hedges related o the power cost mechanism. The following table
presents the Company’s accumulated other comprehensive gain
(loss}y net of tax at December 31:

(Dollzrs in thousands) 2006 T 2005
Unrealized gains (losses) on devivatives
during the period $ 9584 S 42,397
Reversal of unrealized (gains) losses on
derivatives during 1he period . (4.691) 761
Adjustmem 1o PCA — (6,253)
Setttement of cash flow hedge contract T 13,447 67
Amortization of cash Nlow hedge comracts {21,972) (22,505)
Minimum pension liability adjustment (4,413) (7,286)
Adjustment 10 initially apply SFAS No. 158 (18,653) . -
Total PSE, net of tax $(26,698) 3§ 7181
Foreign currency translation adjustment - 327
Total Puget Energy, net of 1ax: 3(26,698) 5 7.508
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Note 2. New Acceunting Pronouncements

On September 29, 2006, FASB issued SFAS No. 158, “Employer’s
Accounting for Retired Benefit Pension and Other Postretiretnent
Plans.” See Note 14, “Retirement Benefits” for discussion of the
new statement.

On September 15, 2006, FASB issued SFAS No. 157, “Fair
Value Measurements.” SFAS No. 157 standardizes the measure-
ment of fair value when it is required under generally accepied
accounting principles (GAAP). SFAS No. 157 is effective for fiscal
years beginning after November 15, 2007, which will be the year
beginning January 1, 2008, for the Company The adepiion of
SFAS No. 157 is not expecied to have a material impact on the
Company's financial statements,

tn July 2006, EASB issued lnterpretaiion No. 48 (FIN 48),
“Accounting for Uncertainty in Income Taxes, an Interpretation of
FASB Statement No, 109" which clarifies the accounting lor
uncertainty in income taxes recognized in the financial statemenis
in accordance with FASB Statement No. 109, “Accounting for
Income Taxes.” FIN 48 requires the use ol a two-step approach for
recognizing and measuring tax positions taken or expected 10 be
taken in a tax return, First, the tax position should only be recog-

" nized when it is more likely than not, based on technical merits,

that the position will be susiained upon examination by the taxing
authority. Second, a tax position, that meets the recognition thresh-
old, should be measured at the largest amount that has a greater
than 50.0% likeliheod of being sustained. '

FIN 48 was effective for the Company as of January 1,-2007.
The change in net assets as a result of adopting FIN 48 will be
treated as a change in accounting method. The cumulative effect of
the change will be recorded to retained earnings. Adjustments to
regulaiory accoums, if any, will be based on other applicable
accounting standards. The Company is currently in the process of
evaluating the provisions of FIN 48 10 determine the potential
impact, if any, the adoption will have on the Company’s {inancial
statements. The adoption of FIN 48 is not expected to have a mate-
rial impact on the Company’s retained earnings. Management’s esti-
mated impact of adoption is subject to change due to potential
changes in interpretation of FIN 48 by the FASB or other regula-
tory bedies and the finalization of the Company’s adoption eéfforts.

Al its June 15, 2006 meeting, FASBS Emerging Issues Task
Force (EITF) approved the issuance of EITF lssue No. 06-3, “How
Taxes Collected from Customers and Remitted 1o Governmentai
Authorities Should Be Presented in the Income Statement (That [s,
Gross versus Net Presentation).” EITF No. 06-3 requires compa-
nies (o disclose whether or not the 1axes collected from customers
and remitted 1o government authorities are reported on.a gross
(included in revenues and costs) or a net {excluded from revenues)
basis. In addition, for any such 1axes that are reported on a gross
basis, a company should disclose the amounts of those taxes in
interim and annual {inancial statements for each period for which
an income statement is presented if those amounts are significant.
The EITF concluded that these requirements should be applied to

et e




financial reports for interim and annual periods beginning afier
December 15, 2006, which will be the quarter ended March 31,
2007, for the Company.

In December 2004, FASB issued SFAS No. 123R, “Share-
Based Payment” (SFAS No. 123R}, which revises SFAS No. 123,
“Accounting For Stock-Based Compensation.” SFAS No. 123R
requires companies thal issue share-based payment awards to
employees for goods or services 1o recognize as compensation
expense Lhe fair value of the expected vested portion of the award
as of the grant daie over the vesting period of the award. Forfei-
tures that occur before the award vesting date will be adjusted
from the total compensation expense, but once the award vests,
no adjustment Lo compensation expense will be allowed for forfei-
tures or unexercised awards. In addition, SFAS No. 123R requires
recognition of compensation expense of all existing outstanding
awards that are not fully vested for their remaining vesting period
as ol the effective date that were not accounted for under a fair
value method of accounting ai the time of their award. Effective
January 1, 2006, the Company adopted the [air value recognition
provisions of SFAS No. 123R, “Share-Based Payment,” using the
modified-prospective transition method.

In March 2005, FASB issued Interpreiation Ne. 47 (FIN 47),
which finalized a proposed interpretation of SFAS No. 143 titled,
*Accounting for Conditional Asset Retirement Obligations.” The
interpretation addresses the issue of whether SFAS No. 143 requires
an entity 1o recognize a liability for a legal obligation to perform
assel retirement when 1he asset retirement activities are conditional
on a future event, and if so, the timing and valuation of the recog-
nition. The decision reached by FASB was that there are no
instances where a law or regulation obligates an entity to perform
retirement activities but then allows the entity o permanently
avoid settling the obligation. FIN 47 was effective for the year
ended December 15, 2005 and was required to be accounted for
as a cumulative effect of an accounting change. The Company
adopted FIN 47 in the fourth quarter 2005, which resulted in the
recognition of a cumulative effect for the asset retirement obliga-
tions amounting to $0.1 million after-tax.

On May 19, 2004, FASB issued FASB Saff Position No. 106-2,
“Accounting and Disclosure Requirements Related 1o the Medicare
Prescriplion Drug, Improvement and Modernization Act of 2003,
as the result of the new Medicare Prescription Drug Improvement
and Modernization Act which was signed into law in Decem-
ber 2003. The law provides a subsidy for plan sponsors that pro-
vide prescription drug benefits 10 Medicare beneficiaries thai are
equivalent to the Medicare Parni D plan. Based on new Medicare
regulations issued in May 20035, the Company determined that it
provides benefits at a higher level than provided under Medicare
Part D, and therefore would qualify for federal tax subsidies.
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Note 3. Discontinued Operations and Corporate

Guaraniees (Puget Energy Only)

On May 7, 2006, Puget Energy sold InfrastruX to an affiliate of
Tenaska Power Fund, L.P (Tenaska). After repayment of debt,
adjustments for working capital, transaction costs and distitbutions
to minority interests, Puget Energy received after-1ax cash proceeds
of approximately $95.9 million for its 90.9% interest in InfrastruX
in the second quarter 2006, The sale resulted in an afier-tax gain of
$29.8 million for the nine months ended September 30, 2006.
Puge! Energy accounted for InfrasiruX as a discontinued operation
under SFAS No. 144, “Accounting for the Impairment or Disposal
of Long-Lived Assets” in 2005 and 2006.

Under the terms of the sale agreement, Puget Energy is
obligated for cerain representations and warranties made by Infra-
struX concerning its business. Puget Energy obtained a represenia-
tion and warranty insurance policy and deposiled $3.7 million into
an escrow account to serve as retention under the policy. As of
December 31, 2006, long-term restricted cash in the amount of
$3.8 million is included in the accompanying balance sheets; that
amouni represents managements estimate of the aggregaie fair
value of the amount potentially payable under those representa-
tions and warranties and is Puget Energys maximum exposure
related 10 those commitments. The obligation expires May 7, 2008;
Shoutd Tenaska make any such claims against Puget Energy, pay-
ment for the ¢laims would be made from the escrow account, and
1o1al payments are limited to $3.7 million plus any interest earned
while the funds are held in the escrow account. Puget Energy also
agreed 10 indemnify Tenaska for cersain potential fuiure losses
related 10 one of InfrastruX’s subsidiary companies. Under the
indemnity agreement, Puget Energy is liable for certain costs with
the maximum amount of loss not to exceed $15.0 million. As of
December 31, 2006, a liability in the amount of $5.0 million is
included in the accompanying balance sheets; that amount repre-
sents Puget Energys estimate of the fair value of the amount poten-
tially payable using a probability-weighted approach to a range
of lature cash flows. The obligation expires May 7, 2011. Puget
Energy also provided an environmental guarantee as part of the
sale agreement. Under the terms of the agreement, Tenaska will be
responsible for the first $0.1 million of environmental claims,
Tenaska and Puget Energy will share the next $6.4 million equally
and Puget Energy will be responsible for the next $3.5 million.
Puget Energy believes it will nol have a future loss in connection
with the environmental guaraniee. For 2006, Puget Energy
reported InfrastruX related income from discontinued operations
(net of 1axes and minority interest), including gain on sale, of
$51.9 million compared to $9.5 million (net of taxes and minority
interest) for 2005. Puget Energy’s income [rom discontinued opet-
atiens for 2006 includes $7.3 million related 1o the reversal of a




carrying value adjustment recorded in 2005 as well as $10.0 mil-
lion related Lo the anticipated realization of a deferred tax asset
associated with the sale of the business in accordance with EITF
No, 93-17, “Recognition of Deferred Tax Assets for a-Parent Com-
pany’s Excess Tax Basis in the Stock of a Subsidiary that is
Accounted for as a Discontinued Operation.”

Twelve months ended December 31,

(Dollars in thousands) - 20061 2005 2004
Revenues $ 138,573 $ 393,294 $ 369,936
Goedwill impairment - — (91,196}
Operaiing expenses '

{including interest expense)  (128,605) (356,934) {357 990)
Pre-tax income 9,968 - 36,360 (79,250)
Ingonie tax expense (3,544) (12,204 . L1793
Puget Energy" carrying value '

adjustment of InfrastruX 7,269 (7,269) -

" Puget Energy cost of sale related

to InfrastruX, net of tax (937) (5,195) =
Puget Energy deferred tax basis

adjusiment of InfrastruX 9,966 - -~
Gain on sale, net of iax 29,765 — —
Minority interest in income ‘

of discontinued operations (584) (2,178) 7.069
Income {loss) [rom T

discontinued opetations $ 51903 35 9514 $ (70,388)

1 Resulls forjar‘mary 1. 2006 to May 7, 2006, the date InfrastruX was sold.
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In accordance with SFAS No. 144, InfrastruX discontinued
depreciation 2nd amortization of its assets effective February B,
2005. This discontinuation of depreciation and amortization
resulted in $16.8 million'($10.8 million after-tax) and $6.7 million
($4.3 million aftertax) lower depreciation and amortization
expense Lthan otherwise would have been recorded as continuing
operations for 2006 and 2003, fespectively. Puget Energy recorded
$0.2 million and $2.1 million of amortization expense related 10
the intangible assets of InfrastruX for 2005 and 2004, respectively.

Puget Energy’s balance sheet at December 31, 2006 does not
include InfrastruX assets and liabilities as a result of the disposition
in May 2006. [nfrastruXs summarized assets and liabilites, includ-
ing intercompany balances eliminated in consolidation, at Decem-

ber 31, 2005 were:

{Dollars in thousands)

Decernber 31, 2005

Assets:
Cash $ 6187
Accounts receivable 78,842
Orher current assets 22,405
Total current assets 107 434
Goodwill 43,888
Intangibles 14,443
Non-utility property and other 108,784
Toral long-term assets 167,113
Total assets $274,547
(Dollars in thousands) December 31, 2005
Liabilities: ]
Accounts payable $ 9,178
Shert-term debt 3,809
Current maturities of long-term debt 6,477
Other current liabilities 36,327
Total current liabilittes 55,791
Deferred income taxes 24,645
Long-term debt 120,013
Other deferred credits 16,986
Total iong-term liabilities 161,644
$217,435

Total liabilities

o




Note 4. Utility and Non-Utility Plant

Uility plant
(Dollars in thousands)

At December 31 Estimated useful life (years) 2006 ¢ 2005
Electric, gas and common wiility plant classified by prescribed accounts at original cos:
Distribution plant ’ ' ! 10-65 . § 4,887,304 $ 4469818
Production plant 20-100 1,694,569 ) 1,326,383
Transmission plant ! 40-95 331,210 440,679
General plant 10-35 367,806 363,382
Whitehorn capital lease 10 . 23,004 —
Construction work in progress NA ©, 206,459 216,513
Intangible plant (including capitalized software) 3-29 297,939 288,509
Plant acquisition adjustment 21-34 77,871 77.871
Underground stcrage 50-8C¢ 14 389 23,880
Liquelied natural gas siorage R L. 14-50 14,217 . 12,339
Plant held for furure use NA 8,315 5,153
Other . , , NA 5,995 4,801
Less: accumulated provision for depreciation ' T (2,757,632) N (2,602,500
Net ulili[)’ plant It $ 5,181,046 $ 4,630.918

Jointly owned generating plants service costs are included in utility plam service cost. The following table mdlcates the Companys per-

centage ownershlp and the extent of the Company’s investment in jointly owned generating plants in service at Deceraber 31, 2006. These

amounts are also included in the Uuhty Plant 1able above.

Jointly owned generating plants‘ Company’s share

(Dollars in theusands) . Energy source (fuel)  Company’s ownetship share - Plant in service at cost Accumulated depreciation
Colstrip Units 1 & 2 . Coal 50% ’ $228,480 $(146,703)
Colstrip Units 3 & 4 ‘ Coal 25% 479,228 . (272,003}
Colstrip Units 1-4 Common Facilities Coal * 252 . (157)
Frederickson 1 ) " Gas . 49.85% .. 73,740 (6,281)

* The Company’s ownership is 50% for Colstrip Units 1 & 2 and 25% for Colstrip Units 3 & 4.

Financing for a participant’s ownership share in the projects i
provided by such participant. The Company’ share of related oper-
ating and maintenance expenses is included in corresponding
accounts in the Consolidated Statements of Income.

Non-utitity plant

(Dollars in thousands) Estimated
At December31 ' useful life (years) 2006 2005
Non-utility plant 6-20  $2.948  $3.113
Less: accumulated provision . .
for depreciation (446) , (445)
Net non-utility plant $2,502 $2,668

Non-wiility plant is composed primarily of land and land
rights that are not included in rate-based property. Non-utility
plant and accumulated depreciation are included in “other” under
“other property and investments” in the Puget Energy and PSE bal-
ance sheets. :

The Company identified various asset retirement obligations
under SFAS No. 143, “Accounting for Asset Retirement Obliga-
tions,” upon initial adoption, and in 2005 identified additional asset
retirement obligations to replace bare steel natural gas pipe and for
the future removal of wind turbine generators. In March 2005,
FASB issued FIN 47, “Accounting for Conditional Asset Retirement
Obligations” (ARO), which provides guidance on when an assei
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retirement obligation that is conditional on a future event should be
recognized, The Company adopted FIN 47 in the fourth quarter
2005 which resulted in the recognition of additional ARD. FIN 47
also requires that if an entity has any ARQ for which no amount has
been recognized, the existence of the ARO must be disclosed with
the reasons why the liability has not been recognized. .
Prior to the adoption of FIN 47, the Company recognized an
obligation to; (1) dismantle two leased electric generation wirbine
units and deliver the turbines to the nearest railhead at the termina-
tion of the lease in 2009; (2) remove certain structures as a result of
re-negotiations with the Department of Natural Resources of a now
expired lease; (3) replace or line all cast iron pipes in its service ter-
ritory by 2007 as a result of a 1992 Washington Commission order,
(4) restore ash holding ponds at a jointly owned coal-fired electric
generating facility in Montana; (5) replace all unprotected bare sieel
gas pipe in its service 1erritory by 2015 as a result of a January 31,
2005 Washington Commission order; and (6) remove wind turbine
generators and related equipment, improvements and fixtures at the
termination of the related leases. The adeption of FIN 47 in the
fourth quarter 2005 resulted in recognition of additional ARQ to:
(1) dispose of treated wood poles; (2) dispose of oil conaining
PCBs and the related equipment that held the oil; (3} remove
asbestos in facilities that have been identified for remedeling or
demolition; and (4) disconnect abandoned pipelines, purge the



pipelines of gas and cut and cap their supplies of gas. In 2006, the
Company recognized ARO for the decommissioning costs of the
Frederickson facility at the end of its service life and costs related to
wood poles, gas mains and contaminated ol in equipment placed in
service in 2006.

The following table describes all changes 10 the Company’s
asset Tetirement obligation liability:

The pro forma income statement effect as if SFAS No. 143, as
interpreted by FIN 47, had been adopied on December 31, 2003
(rather than December 31, 2003) is as lollows:

{Dollars in thousands, except per share amounts) 2005 2004

Net income, as reported " $155,726. $55,022
Add: SFAS No. 143 transition adjustment, net of tax — —

Add: FIN 47 transition adjustment, net of tax 71 —

(Dollars in thousands) Less: Pro forma accretion expense, net of lax — -
At December 3% 2006 2005 Pro forma net income $155,797 $£55,022
Asset retirement obligation at beginning of year $28,274 % 3,516 Earmings per share: -
Liability recognized in transition - 22,084 Basic as reported 5152 50.55
New asset retirement obligation liability Diluted as reported S151 $0.55

recognized in the period 87 2,841 Basic pro forma $1.52 $0.55
Liabifity settled in the period {1,351) (382) Dituted pro forma $1.51 50.55
Accretion expense 946 215
Asset retirement obligation at December 31 528,356 $28,274 Note 5. meermd Share Purchasc Right

The Company has identified the following obligations which
were not recognized at December 31, 2006: (1) a legal obligation
under the Federal Dangerous Waste Regulations 1o dispose of
asbestos-containing material in facilities that are not scheduled for
remodeling, demolition or sale. The disposal cost related to these
faciliies could not be measured since the retirement date is inde-
terminable; therefore, the liability cannot be reasonably estimated
currently; {2) an obligation under Washington state law 10 decom-
misston the wells at the Jackson Prairie natural gas storage facility
upen termination of the project. Since the project is expected 10
continue as long as the Northwest pipeline continues to operate,
the liability cannot be reasonably estimated currently; (3) an obli-
gation to pay its share of decommissioning costs at the end of the
functional life of the major transmission lines. The major transmis-
sion lines are expected Lo be used indefinitely, therefore the liability
cannot be reasonably estimated currently; {(4) a legal obligation
under the state of-Washington environmental laws (0 remove and
properly dispose of certain under and above ground sterage fuel
tanks. The disposal costs related to under and above ground stor-
age tanks could not be measured since the retirement date is inde-
terminable; therefore the liability cannot be reasonably estimated
currently; and (5) a potential legai obligation, arising (if at all) upon
the expiration of an existing FERC hydropower license; were FERC
to then order project decommissioning, Regardless, given the value
of ongoing generation, ftood control, and other benefits provided by
these projects, PSE believes that the potential for decommissioning
is both remote and cannot be reasorably estimated.

The pro forma asset retirement obligation liability balances as if
SFAS No. 143, as interpreted by FIN 47, had been adopted on
December 31, 2003 (rather than December 31, 2005) are as follows:

(Dollars in thousands)
Pro forma amounis of liability for assel retirement

obligation at December 31, 2003 $25,281
Pro forma amounts of liability for asset retirement

obligation a1 December 31, 2004 25,297
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On October 23, 2000, the Board of Direciors dectared 2 dividend of
one preferred share purchase right (a Right} for each outstanding
common share of Puget Energy. The dividend was paid on Decem-
ber 29, 2000 to shareholders of record on that date. The Rights will
become exercisable only if a person or group .acquires 10% or more
of Puget Energy’s outstanding commen stock or announces a tender
offer which, if consummated, would result in ownership by a per-
son or group of 10% or more of the outstanding common stock.
Each Right will entitle the holder to purchase from Puget Energy
one one-hundredth of a share of preferred stock with economic
terms similar to that of one share of Puger Energy’s common stock
at a purchase price of $65.00, subject 1o adjustments, The Rights
expire on December 21, 2010, unless redeemed or exchanged
earlier by Pugel Energy.

Note 6.  Dividend Restrictions

The payment of dividends on common stock is resiricted by provi-
sions of certain covenants applicable to preferred stock and long-
term debt contained in the Companys Restated Articles of
Incorporation and Mortgage Indentures. Under the most restrictive
covenants of PSE, earnings reinvested in the business unrestricted
as to payment of cash dividends were approximately $398.9 mil-
lion at December 31, 2006, For the years 2006, 2005 and 2004,
the aggregate dividends per share deciared by Puget Energy were
$1.00, $1.00, and $1.00, respectively.

PSE paid cash dividends on its common stock 1o Puget Energy
of $109.8 million, $89.2 million and $87.7 million for 2006 2005
and 2004 respectively.




Note 7.  Redeemable Securities

The Company is required Lo deposit funds annually in a sinking
fund sufficient to redeem the following number of shares of each
series of preferred stock at $100 per share plus accrued dividends:
4.70% Series and 4.84% Series, 3,000 shares each. All previous
sinking fund requirements have been satisfied. At December 31,
2006, there were 28,689 shares of the 4.70% Series and 12,192
shares of the 4.84% Series available for future sinking: fund
requirements. Upon involuntary liquidation, all preferred shares
are entitled to their par value plus accrued dividends.

The preferred stock subject to mandatory redemption may
also be redeemed by the Company at the following redemption
prices per share plus accrued dividends: 4.70% Series, $101.00
and 4.84% Series,$102.00.

JUNIOR SUBORDINATED DEBENTURES

OF THE CORPORATION PAYABLE TO

A SUBSIDIARY TRUST HOLDING MANDATORILY
REDEEMABLE PREFERRED SECURITIES

In 1997 and 2001, the Company formed Puget Sound Energy
Capital Trust 1 and Puget Sound Energy Capital Trust 1, respec-
tively, for the sole purpose of issuing and selling commeon and pre-
ferted securities {Trust Securities). The proceeds from the sale of
Trust Securiiies were used to purchase junior subordinated deben-
tures (Debentures) from the Company. The Debentures are the sole
assets of the Trusts and the Company owns all common securizies
of the Trusts.

The Debentures of Trusi | and Trust 11 have an interest rate
of 8.231% and 8.4%, respectively, and a stated maturity date of
June 1, 2027 and June 30, 2041, respectively. The Trust Securities
are subject 1o mandatory redemption at par on the stated maturity
date of the Debentures. On June 30, 2006, PSE called all of
PSEs 8.4% Capital Trust Preferred Securities (classitied as junior
subordinated debentures of the corporation payable to a subsidiary
Lrust hol_ding' mandatorily redeemable preferred securities on the
balance sheeis). The Capital Trust 1T Securities were redeemed at
par and dividends relating to the preferred securities were paid and
included in interest expense. The Capital Trust Preferred Securities
were redeemed using the proceeds of senior notes issued at an
interest rate of 6.724%.
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Note 8.  Long-Term Debt
First mortgage bends and senior notes
(Dullars in thousands)

At December 31

Series Due 2006 2005
6.58% 2006 § - $ 10,000
B.06% 2006 —_. 46,000
8.14% 2006 - 25,000
7.02% 2007 20,000 20,000
7.04% 2007 5,000 5,000
7.75% 2007 100,000 100,000
3.363% 2008 150,000 150.000
6.51% 2008 1,000 1.000
6.53% 2008 3500 3,500
7.61% 2008 25.000 25,000
6.46% 2009 150,000 150,000
6.61% 2009 3,000 3,000
6.62% 2009 5,000 5,000
7.12% 2010 7,000 7,000
7.96% 2010 225,000 225,000
7.60% 2011 260,000 260,000
6.83% 2013 3.000 3,000
6.90% 2013 ' 10,000 10,000
5.197% 2015 150,000 150,000
7.35% 2015 10,000 10,000
7.36% 2015 2,000 2,000
6.74% 2018 200,000 200,000
9.57% 2020 T 25,000 .+ 25,000
7.15% 2025 15,000 15,000
7.20% 2025 2,000 2,000
7.02% 2027 300,000 300,000
7.00% 2029 100,000 100,000
5.483% 2033 250.000 250,000
6.724% 2036 250,000 —
6.274% " 2037 300,000 ' —
Total 52,571,500 $2,102,500

On March 16, 2006, Puger Energy and PSE filed a shelf regis-
tration statement with the SEC for the offering of common stock,
senior notes, preferred stock, and trust preferred securities of Puget
Sound Energy Capital Trust 111, The registration statement is valid
for three years and does not specify the amount of securities that
the Company may offer.



On June 30, 2006, PSE completed the issuance of $250.0 mil-
lion of senior secured notes at a rate of 6.724%, which are due on
June 15, 2036. The net proceeds {rom the issuance of the senior
notes of approximately $247.8 million were used 10 tedeem
$200.0 million of 8.40% Capital Trust Preferred Securities, which
were redeemed at par on June 30, 2006, and to repay a portion of
PSE’s shori-term debi. On September 18, 2006, PSE completed the
issuance of $300.0 million of senior secured notes al a rale of

twice the annual interest charges on outstanding first mortgage
bonds. At December 31, 2006, the earnings available for interest
exceeded the required amount.

POLLUTION CONTROL BONDS

The Company has 1wo series of Pollution Control Bonds outstand-
ing. On February 19, 2003, the Board of Directors approved.the

refinancing of ali Pollution Contrel Bonds series, which were issued
in March 2003. Amounts outsianding were borrowed from the City
of Forsyth, Montana (the City). The City obtained the funds from
the sale of Customized Pollution Control Refunding Bonds issued to
finance pollution control facilities at Colstrip Units 3 & 4.

Each series of bonds is collateralized by a pledge of PSES first
mortgage bonds, the terms of which maich those of the Pollution
Contrel Bonds. No payment is due with respect to the related
series of fitst morigage bonds so long as payment is made on the
Pollution Control Bonds. '

6.274%, which are due on March 15, 2037. The net proceeds from
the issuance of the senior notes of approximately $297.4 millien
were used to repay PSE’s outstanding short-term debt which was
incurred primarily to fund censtruciion programs.

Substantially all utility properties owned by the Company are
subject to the lien of the Company’s electric and gas morigage
indentures. To issue additional first morigage bonds under these
indentures, PSEs earnings available {or interest must be at least

(Dolluers in thousands) \ ‘
Al December 31

Series Due 2006 2005
2003A Series— 5.00% 2031 $138 460 $138,460
2003B Series—5.10% 2031 23,400 23,400

Total $161,860 $161,860

LONG-TERM DEBT MATURITIES

The principal amounts of long-term deb1 maturities for the next five years and therealter are as follows:

Puger Energy and Puget Sound Energy :
(Dollars in thousands) 2007 2008 2009 2010 2011

Thereafter
Maturities of: \
Long-term debt $125,000 $179,500 | $158,000 $232,000 + $260,000 $1,778,860

Note 9. ° Related Party Transactions

During 2006, Puget Energy established the Puget Sound Energy Foundation to aid qualifying nonprofit organizations that help support ini-
tiatives that back economic and environmental sustainability with a $15.0 million contribution 10 the Foundation from a portion of the pro-
ceeds from the sale of InfrastruX. The contribution was recorded as other income (deduction) expense. The Puget Sound Energy Foundation
was established by Puget Energy as a nonprofit organization whose results are not consolidated by Puget Energy.

On June 1, 2006, PSE entered into a revolving credit facility with its parent, Puget Energy, in the form of a DemandPro‘miss‘ory Note
(Note). Through the Note, PSE may borrow up 1o $30.0 million: from Puget Energy, subject to approval by Puget Energy. Under the terms of
the Note, PSE pays interest on the outstanding borrowings based on the lowest of the weighied average interest rate of (a) PSE% outstanding
commercial paper interest rate; (b} PSEs senior unsecured revolving credit facility; or (¢} the interest rate avatlable under the receivable secu-
ritization facility of PSE Funding, Inc., a PSE subsidiary, which is the London Interbank Offered Rate {LIBOR} plus a marginal rate. At
December 31, 2006, the outstanding balance of the Note was $24.3 million and the interest rate was 5.54%. The outstanding balance and
ihe related inierest under the Note are eliminated by Pugel Energy upon consolidation of PSE's financial statements.
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Note 10.  Liquidity Facilities and Other
Financing Arrangements

Al December 31, 2006, PSE had borrowing arrangements that
included a five-year $300.0 million unsecured credit agreement
with a group of banks and a five-year $200.0 miltion receivables
securitization program. These arrangemenis provide PSE with the
ability to borrow at different interest rate options and include vari-
able [ee levels. The bank credit agreement allows the Company o
make floating rate advances at either LIBOR plus a spread or the
banks’ prime rate and contains “credit sensitive” pricing with vari-
ous spreads associated with various credit rating levels. The bank
credit agreement also allows for issuing standby letters of credit up
to the entire amount of the credit agreement. In April 2006, PSE
amended this credit agreement 10 extend the expiration date from
April 2010 1o April 2011,

On December 290, 2005, PSE entered into a {ive-year Receiv-
ables Sales Agreement with PSE Funding, a wholly owned sub-
sidiary of PSE, replacing the Rainier Receivables securitization
facility that was terminated on December 20, 2005. Pursuant to
the Receivables Sales Agreement, PSE sells all of its utility customer
accounts receivable and unbilled utility revenues to PSE Funding.
In addition, PSE Funding entered into a Loan and Servicing Agree-
ment with PSE and two banks. The Loan and Servicing Agreement
allows PSE Funding to use the receivables as collateral to secure
short-term loans, not exceeding the lesser of $200.0 million or the
borrowing base of eligible receivables which fluctuate with the sea-
sonality of energy sales to customers.

The PSE Funding receivables securitization facility expires in
December 2010, and is terminable by PSE and PSE Funding upan
notice to the banks. During 2006, PSE Funding borrowed a cumu-
lative amount of $441.0 million secured by accounts receivable
and had $110.0 million of loans secured by accounts receivable
pledged as colla;eral at December 31, 2006, During 2005 and 2004,
Rainier Receivables had sold a cumulative amoun: of $351.9 mil-
lion and $600.2 million in accounts receivable, respectively. At
December 31, 2005, PSE Funding had $41.0 million of loans
secured by accourss receivable pledged as collateral.

89 Puget Energy 2006 Annual Report

In addition, PSE uses commercial paper to fund its short-term
borrowing requirements. The {ollowing table presenis the liquidity
{acilities and other financing arrangements at December 31, 2006
and 2005.

(Dallars in thousands)

Al December 31 2006 2005
Committed financing arrangements:
PSE line of credit! $500,000 $500,000
PSE receivables securitization program? 200,000 200,000
Uncommitted financing agreements:
PSE Unsecured Credit Agreement3 — 20,000
Puget Energy Demand Promissory Note? 30,0007 -

1 provides liquidity support for PSE's outstanding commercial paper and lewers of credit in the
amount of $218.5 million in 2006 and $0.5 million in 2005, effectively reducing the available bor-
rowing capacity under this credit line to $281.5 million and $499.5 million, respectively There
was $218.0 million of commercial paper owistanding al December 31, 2006 and no commercial
paper outstanding at December 31, 2005,

2 provides liquidity support far PSEs outstanding leuters of eredit and commercial paper. AL Decem-
ber 31, 2006, PSE Funding had borrowed $110.0 million, Teaving $60 0 million available to borrow
under the receivables securitization program. At December 31, 2005, PSE Funding had $41.0 mil-
lion ol lozns secured by accounts receivable pledged as cellaieral under the accourus receivable
secutitization program.

3 An uncommitted, unsecured credit agreement with a bank 1o botrow at terms thal varied with
market conditions and the length of the loan. The agreement was terminated and no longer in
eficct at December 31, 2006.

4 PSE has a revolving credit facility with Puget Energy in the form of a promissory note 1o borrow up
1o 530 miltion subject to approval by Puget Energy. At December 31, 2006, the outstanding bal-
ance on the note was $24.3 million. The outstanding balance and relaed interest are eliminated on
Puget Energy’s balance sheet upon consolidation,




Note 11.  Estimated Fair Value of Financial Instruments .

The following table presents the carrying amounts and estimated [air values of the Companys financial instruments at December 31, 2006

and 2005.
2006 2005 )
(Dollars in millions) Currying amount Fair value Carrying amount Fair value
Financial asse1s:
Cash s 281  § 181 $ 167 $ 167
Restricted cash 0.8 0.8 1o 1.0
Equity securities 2.0 ’ 2,0 2.0 20
Notes receivable and other 71.1 71.1 729 729
Energy derivatives 238 23.8 1035 103.5
Long-term restricted cash 3.8 38 — —
Financial labilities:
Short-term debt ‘5 3280 $ 3280 $ 410 %5 410
Short-term deht owed by PSE to Puget Energy! 24.3 243 - —
Preferred stock subject to mandatory redemption 1.9 1.3 1.9 1.4
Junior subordinated debentures of the carporation payable . ' '
to a subsidiary trust holding mandatorily redeemable preferred securities .378 43.2 2378 241.5
Long-term cebt—fixed-rate? 2,733.4 28133 22644 24166
Energy derivatives

¥ Shon-term deht owed by PSE 1o Puget Energy is eliminated upon consolidation of Puget Energy.

71.0 710 9.8 9.8

2 PSEX carrying value and fair value of fixed-rate long-term debt was the same as Puget Erergy’s debt in 2006 and 2005,

The carrying amount of equity securities is considered 10 be
a reasonable estimate of fair value due 1o limited market pricing
and based on the market value as reported by the fund manager.
The fair value of owstanding bonds including current maturities is
eslimated based on quoted market prices. The fair value of the
preferred stock subject 10 mandatory redemption is estimated
based on dealer quotes. The fair value of the junior subordinated
debentures of the corporation payable to a subsidiary trust hold-
ing mandatorily redeemable preferred securities is estimated
based on dealer quotes. The carrying values of short-term debt and
notes receivable are considered to be a reasonable estimaie of fair
value. The carrying amount of cash, which includes temporary
investments with original maturities of three moenths or less, is also
considered 10 be a reasonable estimate of fair value. .

Derivative instruments have been used by the Company and
are recorded at fair value. The Company has a policy that financial
derivatives are 10 be used only 1o mitigate business risk.

Note 12. Leases

The Company leases buildings and assets under operating leases.
In October 2006, the Company entered into an agreement 1o
purchase certain assets at the Whiichorn generating site, which
histerically had been leased under an operating lease. The pur-
chase agreement resulied in the classification of the Whitehorn
lease as a capital lease. In accordance with SFAS No. 71, “Account-
ing for the Effects of Certain Types of Regulation,” the amortization
of the leased asset has been modified so that wo1al interest and
amortizatien is equal to the rental expense allowed {or rate-making
purposes. Interest accretion for 2006 was immaterial and capital
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lease amortization was $0.4 million for 2006. Ceriain leases
contain purchase options and renewal and escalation provisions.
Rent expense net'of sublease receipts were: ’

{Dollars in thousands) . N
At December 31

. 2006 ' $24,184
2005 17,145
2004 17,618

4

Payments received for the subleases of properties were
approximately $0.1 million, $0.1 millien and $0.1 million for
2006, 2005 and 2004, respectively.

Future minimum lease paymenis for nen-cancelable leases
net of sublease receipts are: '

(Dollars in thousands)

Al December 31 {perating Capital
2007 $13.834 $ 1,605
2008 ' 13,976 1,605
2009 12,600 23,453
2010 11,237 . —
2011 10,996 —
Therealier 36,239 —
Tenal minimum lease payments $98,882 $26,663

PSE leases a portion of its owned gas transmission pipeline
infrastructure under a non-cancelable operating lease to a third
party. The lease expires in 2009. Fulure minimum lease payments
1o be received by PSE under this lease are:

{Dollars in thousands) .
Al December 31 2007 2008 2000

Lease receipts $1,182 $1,182 5886




Note 13.  Income Taxes

The details of income taxes on continuing operations are as follows:

Puget Energy . : . .
(Dollars in thousands) : 2006 2003 2004
Charged 10 operating expense: . 7
Current: . . .
Federal ) ‘ ' . $62,122 $145342 $ 5506
State ' 979 1936 Q@n
Deferred ~federal B 33,673 (58,116) 71864
Deferred investment tax credits _ (503} (553) (593)
Total charged to operations ’ ; L. 96,271 88,609 76,756
Charged to miscellaneous income: N . ; P
Current ‘ : o (4,596) (3.338) (5,305)
Delerred . 812 769 2,470
Total charged to miscellaneous income P (3,784) (2,569) (2.835)
Cumulative effect of accounting change - . ’ 48 (38) —
Total income Laxes . ) $92,535 $ 86,002 $73.921
Puger Sound Erergy ;
{Dollars in thousands} C ' . 1006 2005 2004
Charged to operating expense: ’
Current: . . . : -
Federal . . $62,825 146,110 . . § 5825
State . 979 1836 21)
Deferred —federal R ) - . 33,926 (57 864) 71,966
Deferred investment tax credits . (503) (553) (583)
Total charged to operations 97,227 89,629 YERYEi
Charged to miscellaneous income: T
“Current ‘ ' : S 630 (3.338) (5.305)
Deferred L : ‘ - BlI2 769 2470
Total charged to miscellaneous income v : 1,462 (2,56%) (2 835}
Cumulative effect of accounting change ' v 48 (38) —
Total income taxes™ . v . . $98,737 $ 87,022 574,342

The following reconciliaiion comipares pre-tax book income at the federal statutory rate of 35% to the aciual income tax expense in the

Consolidated Statements of Income:

Puget Energy

{Dollars in thotisands) T ; ‘ - 2006 2005 2004
Income taxes at the statutory rate ’ - ‘ ‘ $90,947 $81,275 $69,766
Increase (decrease): '
Utility plant deprecialiorl differences e i . 9,307 9,53-4 110,723
AFUDC excluded from taxable income L (7,987 (4,536) (22700
Capitalized interest - . 5,806 3,026 1,471
Production Tax Credit - ' . : (7,019) (564) -
Other—net - 1,481 (2,733 (5,769)
Total income taxes ) R $02,535 $86,002 $73,921
Effective tax ratc - 35.6% 37.0% 37.1%
Puget Sound Energy . .
{Dollars in thousands) . ' 2005 2005 2004
[ncome taxes at the s(:ilulory rate - : . . $96..417 $81,827 $70,187
[ncrease (decrease): . ’
Utility plamt depreciation differences . . : 9,307 N 9,534 10,723
AFUDC excluded from Laxable income - : .. ' (7087 " (4,336) (2,270)
Capitalized interest : . ' 5,806 3,026 1471
Production Tax Credit ’ {7.019) (564) —
Other—net - - 2,213 (2,263) (5,769)
Total income taxes ' $98,737 $87.022 $74,342
Effective tax rate ' 35.8% 37.2% 37.1%

91 Puget Energy 2006 Annual Report




The Company’s deferred 1ax liability at December 31, 2006
and 2005 is composed of amounts related to the following types of
temporary differences:

Puget Energy

(Dollars in thousands) . 2006 2005
Utility plant and equipment $736,368 $700,413
Capitalized overhead costs — 33,166
Other deferred tax liabilities 96,486 97,197

Subtotal deferred tax Habitities 832,854 830,778
Contributions in aid of construction (58,038) (49,171)
Other deferred 1ax assets (30,896) (31,830

Subtotal deferred tax assets (88,934) (81,001)

Total $743,920 $749.777

The above amounts have been classified in the Consolidated
Balance Sheets as follows:

Puget Energy
{Dollars in thousands) 2306 . 2005
Current deferred taxes $ (1,175), $ 10,968
Non-current deferred taxes 745,095 738,809
Total $743,920 $749.777
Puget Sound Fnergy
(Dollars in thousands) 2006 2005
Uility plant and equipment $736,368 $700,415
Capitalized overhead costs ‘ — 33,166
Other deferred tax liabilities 100,425 ' 97,550
Subtotal deferred 1ax liabilities 836,793 831,131
Contributions in aid of construction (58,038} (49,171)
Other deferred tax assets (30,897} {31,830)
Subtotal deferred 1ax assets (88,935) {81,001)

Total $747,858 $750,130

The above amounts ha\/;e been classified in the Consolidated
Balance Sheets as follows: - T

Puget Sound Energy

(Dollars in thousands) 2006 2005
Current deferred taxes $ (1,17 $ 10,968
Non-current deferred taxes 749,033 739,162
Total $747.858 $750,130

The Company calculates its deferréd tax assets and liabili-
ties under SFAS No. 109, “Accounting for Income Taxes.” SFAS
Na. 109 requires recording deferred tax balances, at the currently
enacted tax raie, on assets and liabilities that are reported differ-

ently for income tax purposes than for financial reporting
¥ purp p £

purposes. For ratemaking purposes, deferred taxes are not pro-
vided for certain temporary differerices. Because of prior and
expected future ratemaking treatment for temporary differences for
which flow-through tax accounting has been utilized, PSE has
established a regulatory asset for income taxes recoverable through
future raies related 1o those differences. The balance of this asset
was $115.3 million at December 31, 2006 and $129.7 million at
December 31, 2005.
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IRS AUDIT

As a matter of course, the Company’ tax returns are routinely
audited by federal, state and city tax authorities, In May of 2006,
the IRS completed its examination of the company’s 2001, 2002
and 2003 federal income iax returns. The Company is formally
appealing two IRS audit adjustments. The first adjusiment relates
to the receivable balance due from the California Independent Sys-
tem Operator (CAISO). The [RS claims that the deduction was not
valid for the 2003 tax year and would require repayment of
approximately $14.5 million in tax. Management of Puget Energy
believes the deduction is valid and intends to vigorously defend the
deduction. Any potential tax payment {excluding interest) would
have no impact on earnings, as it would be recognized as a
deferred tax asset. Il the Company is unsuccessful, a charge for
interest expense would apply. ‘

The second IRS audit adjustment relates o the company's
accounting method with respect to capitalized internal labor and
overheads. in its 2001 tax return, PSE claimed a deduction when it
changed its tax accouniing method with respect to capitalized
internal labor and overheads. Under the new method, the Com-
pany could immediately deduct certain costs that it had previously
capitalized. In the audit, the IRS disallowed the deduction. On
August 2, 2005, the Internal Revenue Service and the Treasury
Department issued Revenue Ruling 2005-53 and related Regula-
tions. The Revenue Ruling and the Regulations required utility
companies, including PSE, to adopt a less advantageous method of

“accounting and to repay the accumulated tax benefits. Through

September 30, 2005, the Company claimed $66.3 million in
accumulated tax benefits. PSE accounted for the accumulated tax
benefits as temporary differences in determining its deferred
income tax balances. Consequently, the repayment of the tax
benefits did not impact earnings but did have a cash flow impact
of $33.2 million in the fourth quarter 2003 and $33.1 million in
2006. As of December 31, 2006, the full tax benefit had been
repaid. There is some uncertainty in the new guidance. PSE
believes that the new Regulations required the Company to repay
the accumnulated tax benefits over the 2003 and 2006 tax years and
that the tax deductions claimed on the Company’s tax returns were
appropriate based on the applicable statutes, Regulations, and case
law in effect at the time. However, there is no assurance that PSE’s
appeal will prevail. If the Company is unsuccessful, a charge for
interest expense would apply.

On Octeber 19, 2005, PSE filed an accounting petition with
the Washingion Commission to defer the capital costs associated
with repayment of the deferred tax. The Washington Commission
had reduced PSE's ratebase by $72 million in its order of Febru-
ary 18, 2005. The accounting petition was approved by the
Washingten Commission on October 26, 2003, for deferral of
additional capital costs beginning November 1, 2005 using PSE%
allowed net of tax rate of return. The Washington Commission
granted amortization of these deferred carrying costs over two
years, beginning January 13, 2007.

ax —it,



ACCOUNTING FOR UNCERTAINTY IN INCOME TAXES

In July 2006, FASB issued FIN 48, “Accounting for Uncertainty
in Income Taxes, an Interpretation of FASB Stailement No. 109,"
which clarifies the accounting for uncertainty in income taxes
recognized in the financial statements in accordance with FASB
Statement No. 109, “Accounting for Income Taxes.” FIN 48
requires the use of a two-step approach for recognizing and meas-
uring tax positions taken or expected 1o be taken in a 1ax return,
First, a tax position should only be recognized when it is more
likely than not, based on technical merits, that the position will be
sustained upon examination by the taxing authority. Second, a tax
position, that meets the recognition threshold, should be measured
at the largest amount that has a greater than 50% likelihood of
being sustained. .

FIN 48 was elfective for the Company as of January 1, 2007.
The change in net assets as a result of adopiing FIN 48 will be
treated as a change in accounting method. The cumulative effect of
the change will be recorded to retained earnings. Adjustments to
regulatory accounts, if any, will be based on other applicable
accounting standards. The Company is currently in the process of
evatuating the provisions of FIN 48 to determine the potential
impact, if any, the adoption will have on the Company’s financial
statements. The adoption of FIN 48 is not expected to have a mate-
rial impact on the Company’ retained earnings. Management’s esti-
mated impact of adoption is subject 1o change due to potential
changes in interpretation of FIN 48 by the FASB or other tegula-
tory hodies and the finalization of the Company’ adoption efforts.

Note 14.  Retirement Benefits

On September 29, 2006, FASB issued SFAS No. 158, “Employers’
Accounting for Defined Benelit Pension and Other Postretirement
Plans.” SFAS No. 158 is effective for fiscal years ending after
December 15, 2006, which is the year ended December 31, 2006
for the Company. SFAS No. 158 was adopted prospectively as
required by the statement. SFAS No. 158 requires the Company to
report the overfunded or underfunded status of defined benefit

postretitement plans in the Company’s consolidated balance sheet’”

An overfunded status would result in the recognition: of an asset
and an underfunded status would result in the recognition of a lia-
bility. This amount is to be measured as the difference between the
fair value of plan assets and the projected benefit obligation.

The Company has a defined benelii pension plan with a cash
balance feature covering substantially all PSE employees. Benefits
are a function of age, salary and service. Puget Energy also main-
tains a non-qualified supplemental retirement plan for officers and
certain director-level employees.

In addition to providing pension benefits, the Company pre-

vides certain health care and life insurance benefits for .retired-

employees. These benefits are provided principally through an
insurance company whose premiums are based on the benefits
paid during the year. '
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Pension benefits Other beneliis

{Dollars in thousands} 2006 2005 2006 2005
Change in benefit obligation:
Benefit obligation at .

beginning of year $454,310 $438635  $26251  $31,004
Service cosl 12,554 11,549 361 305
fterest cost 24,668 23,855 1,522 1,409
Amendment? . — — — 359
Actuarial loss (gain} 4774 3,236 1.261 (4,796)
Benefits paid (27,505) (22,756) (2,189)  (2,120)

Benefit obligatiod a

end of year $469,010 $434,319

-1 The Company has an amendment related 1o changes in eligibility criteria.

Pension benefits .

(Dollars in thousands) 2006 2005

© 827206 $26,251

o Other benefits

2006 2005

. Change in plan assets:
Fair value of plan assets at,

beginning of year $481,444 $458,980

. Actual return en plan assels 75278 43119
Employer contribution 3391 2101
Benefits paid (27,505) (22,756}

$ 15,668 $15859 -

1,699 696
669 1,133
(2,189)

Fair value of plan assets at

end of year $532,608 5481494

{2,120)

$ 15,847 § 15,668

Funded status at end of year  $ 63,598 § 26,925

${11,359) $(10,383)




Pension benefits Other benefits
{Dollars in thousands) 006 2005 2006 2005
Amounts tecognized in Statement of Financial Position consist of; \ }
Noncurrent assets $101,708 $— $ - -
Current liabilities {4,333) — (50) -
Noncurrent liabilities (33,577) — {11,309) .
Total $ 63,598 $— $(11,359) $—
Amounts recognized in Accumulated Other Comprehensive Income consist of:
Net loss (gain) § 29084 5— $ 634) $-
Prior service cost/(credit) 6,452 — 2,862 -
Transition obligations/(assets) : — = 2,529 —
Total $ 36,436 Cs—

$  (950) §—

The projected benefit obligation, fair value of plan assets and the funded status, measured as the difference between the [air value of
plan assets and the benefit obligation for the non-qualified pension ptan were $38.1 million, none, and $(38.1) million, respectively, as of
December 31, 2006. For the qualified pension plan the projected benefit obligation, fair value of plan assets and the funded status were
$430.9 million, $532,6 million and $101.7 million, respectively, as of December 31, 2006.

The projected benefit obligation, fair value of plan assets and the funded status of plan assets for the non- quahfxcd pension plan, were
$39.2 million, none, and $(39.2) million, respectively, as of December 31, 2005. For the qualified pension plan, the projected benefit obli-
gauon fair value of plan assets, and the funded status were $415 3 million, $481.4 million and $66.1 million, respectively, as of Decem-

ber 31, 2005.
) Pension benefits Other hevnzﬁls
(Dollars in thousands) 2006 | 2005 2004 2006 2005 2004
Components of net periodic benefit cost:
Service cost % 12,553 $ 11,549 $ 10,249 $ 361 $ 305 $ 283
Interest cost _ 24,667 23,855 24016 1,522 1,409 1,736
Expected return on plan assets {37,572) (37.928) (39,106) (871) {878) (858)
Amortization of prior service cost 2,341 2 867 3,033 534 166 463
Amortization of net loss {gain} 5,230 3,354 1,221 (273) (612) (332)
Amortization of transition (asset) obligation — {163) (1.104) 418 415 418
Net periodic benefit cost (income) $ 7,219 $ 3534 $ (1,691 $1,691 $1,108 $1,712
Pension benefils Cther benefits
{Dollars in thousands) 2006 2005 2006 2005
Other changes (pre-tax} in plan assets and benefit obligations
recognized in other comprehensive income:
{Increase)/decrease during year under SFAS 132R 5 (497} ' $— 5 — $—
{Increase)/decrease due 1o adoption of SFAS 158 29.647 — {950) -
‘total change in other comprehensive income for year $29,150 $— ' $(950) $—
Before application After application
ol Statement 158 Adjustmenis of Statement 158

{Dollars in thousands}

Pension plan  Other benefits

Pension plan  Other benefits

Pension plan  Other benefits

Transition Adjustments for Statement of Financial Position:

Prepaid benefit cost

Accrued benefit (liability)

Intangible asset

Accumulated other comprehensive income, (pre-1ax}

Noncurrent asset
Current liability
Noncurrent liability

$122,274 $ -
(33,056) (12,309)
4,027 e
6,789 -

$(122,274) $ -

$ - $ -
36,436 {950)
101,708 -
(4,533) (50}

(33.577) (11,309

Total

$100,034 $(12,309)

33,056 12,309
(4,027 - —
29,647 (950)

101,708 -
(4,533 (50}
(33.577) $(11,309)

$ - $ —

$100,034 | $(12,309)
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The estimated net loss {gain) and prior service cost (credit) for the pension plans that will be amortized from accumulated other com-
prehensive income into net periodic benefit cost in 2007 are $4.7 millien and $2.0 million, respectively. The estimated net loss (gain}, prior
service cost (credit) and transition obligation (asset) for the other postretirement plans that will be amortized from accumulated other com-
prehensive income into net periodic benefit cost in 2007 aré $(0.2) million, $0.5 millien and $0.4 million.

In accounting for pension and other benelit obligations and costs under the plans, the following weighted average actuarial assumptions

were used: | C :
Pension benelits . Other benefits

Benefit obligation assumptions 2006 2005 2004 2006 2005 2004
Discount rate 5.80% 5.60% | 5.60% 5.80% © o 5.60% 3.60%
Rate of compensation increase - " 4.50% +.50% 4+.90% — — -
Medical trend rate -_ - - 10.00% 11.00% ©12.00%

. . Pension benelits Other benefils
Benefit cost assumptions 2006 2005 2004 2006 2005 2004
Discount Rate ' 5.60%  5.60% 6.25% 5.60% 5.60% 6.25%
Return on plan assets ) s "8.25% 8.25% 8.25% 4.3-8% 4.3-8% 4.3-8.25%
Rate of compensation increase +.350% o 4.50% 4.50% — - —

Medical trend rate : — — - 11.00% 12.00% 9.00%

The assumed medical inflation rate used to determine benefit obligations is 10.0% in 2007 grading down to 6.0% in 2011. A 1%
change in the assumed medical inflation rate would have the following effects:

. 7 . 2006 2005
{Deilars in thousands) 1% increase 1% decreasc 1% incfease 1% decreasc
Effect on post-retirement benefit obligation $752 $(666) $437 $(378)
Effect on service and interest cost components . 42 (38) 30 27}

, The Company has selected the expected return on plan asseis based on a hisiorical analysis ol rates of return and the Company’ invest-
ment mix, market conditions, inflation and other factors. The expected rate of return is reviewed annually based on these factors and
adJUS[Cd accordingly. The Company’ accounting policy for calculating the market-related value of assets for the Company’s retirement plan
is as follows. The markei-related value of assets is based on a five e-year smoothing of asset gains/losses measured from the expected return on
market-related assets. Thisisa calculaled value that recognizes changes in fair value in a systematic and rational mannes over five years. The
same manner ofcalculaung market- rehted value is used for all classes of assets, and is applied consistently from year to year.

The discount rate was determined by using market interesi rate data and the weighted average discount rate from Citigroup Pension Lia-
bility Index Curve. The Company also takes into account in determining the discount rate the expected changes in market interest rates and
anticipated changes in the duration of the plan liabilities.

The aggregate expected contributions by the Company to fund the pension and other benefit plans for the year ending December 31,
2007 are $4.5 million and $0.3 millien, respectively. The full amount of the pension funding for 2007 is for the Company’s non-qualified
supplemental retirement plan. '

. The fair value of the plan assets of the pension benefits and other benefits are invesied as follows at December 31:

. 2006 2005
Pension bencfits Other benefits Pension benelits Onher benefils
Short-term investments and cash 2.7% — 2.4% 1.9%
Equity securities : to- 62.9% - 62.3% -
Fixed income securities ' 14.8% 13.4% 15.3% ‘e 17.3%
Mutual funds {equity and fixed income) 19.6% 86.6% 20.0% 80.8%

The expected total beneﬁts 1o be pald under both plans for the next five years and the aggregate 1otal to be paid for the five years there-
after are as follows:

{Dollars in thousands) 2007 2008 2009 2010 2011 2012-2016
Toial benefits : “$33,797 531,578 $32.817 $35,350 $35.028 $197,315
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The Company has a Retirement Committee that establishes
investment policies, objectives and sirategies designed 1o balance
expected return with a prudent level of risk. All changes 1o the
investment policies are reviewed and approved by the Retirement.
Committee prior (o being implemented.

The Retiremem Commitiee contracts with investment man-
agers who have hisiorically achieved above-median long-term
investment performance within the risk and asset allocation limits
that have been established. Interim evatuations are routinely per-
formed with the assistance of an outside investment consultant. To
obtain the desired return needed to fund the pension benefit plans,
the Retirement Committee has estabiished investment allocation
percentages by asset classes as [ollows:

Allocation
Asset class Minimum Target Maximum
Short-term investments and cash — — 5%
Equity securities _ R 40% 70% 95%
Fixed-income securilies 15% 30% 55%

Real estate — —_ 10%

On May 19, 2004, FASB issued FASB Staff Position No. 106-2,
“Accounting and Disclosure Requirements Related to the Medicare
Prescription Drug, mprovement and Modernization Act of 2003”
as the result of the hew Medicare Prescription Drug Improvement
and Modernization Act which was signed into law in Decem-
ber 2003. The law provides a subsidy for plan sponsors that pro-
vide prescription drug benefits to Medicare beneficiaries that are
equivalent to the Medicare Part D plan. Based on new Medicare
regulations issued in May 2005, the Comﬁany determined that it
provides benefits at a higher level than provided under Medicare
Part D, and therefore would qualify for lederal 1ax subsidies.

Note 15.  Employee Investment Plans

The Company has qualified Employee Invesimeni Plans under
which employee salary deferrals and after-tax contributions .are -
used to purchase several different investment fund options.

The Company’s contributions to the Employee Investment
Plans were $7.9 million, $6.9 million and $6.3 million for the years
2006, 2005 and 2004, respectively. The Employee [nvestment Plan
eligibility requirements are set forth in the plan decuments.

Note 16.  Stock-based Comper{sation Plans

Prior to 2006, the Company had various stock-based compensa-
tion plans which were accounted for according to APB No. 25,

“Accounting for Steck lssued 1o Employees,” and related interpre-
tations as allowed by SFAS No. 123, “Accounting for Stock-Based
Compensation.” In 2003, the Company adopted the fair value
based accounting of SFAS No. 123 using the prospective method
under the guidance of SFAS No. 148, “Accounting for Stock-Based
Compensation— Transition and Disclosure.” The Company applied

]
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SFAS No. 123 accounting to stock compensation awards granied
subsequent to January 1, 2003, while grants prior to 2003 contin-
ued to be accounted [or using the intrinsic value method of
APB No. 25. Effective January 1, 2006, the Company adopted the
fair value recognition provisions of SFAS No, 123R, “Share-Based
Payment,” using the modified-prospective transition method.
Under that transition method, compensation cost recognized in
2006 includes: (a} compensation cost for all share-based payments
granted prior to, but not yet vested as of Jarmary 1, 2006, based on
the grant date fair value estimated in accordance with the original
provisions of SFAS No. 123 and (b} conipensation cost {or all share-
based payments granted subsequent 10 January 1, 20086, based on
the grant date fair value estimated in accordance with the provisions
of SFAS No. 123R. Resuits for prior periods have not been restated,
as provided for under the modified-prospective method. .

The adoption of SFAS No. 123R resulted in a cumulative ben-
efit from an accounting change of $0.1 million, net of tax, for the
quarter ended March 31, 2006 The cumilativé effect adjustriient
is the result of the inclusion of estimated forfeitures occurring
before award vesting daies in the computation of compensation
expense for unvested awards.

As a result of adopting SFAS No. 123R on January 1, 2006,
the Company’s income before income taxes and net income from
continuing operations at December 31, 2006, is $0.1 millton and
$0.1 millien higher, respectively, than if it .had continued .to
account for share-based compensation under SFAS No. 123 due to
the inclusion of estimated forfeitures in compensation cost. There
is no difference between basic and diluted earnings per share for
income from continuing operations at December 31, 2006 under
SFAS No. 123R as compared 10 earlier methods. '

The Com]')any’s Long-Term Incentive Plan (LTI Plan), estab-
lished in 1995 after approval by shareholders, encompasses many
of the awards granted o employees. The plan was amended and

restated in 2005, and approved by shareholders. The LTI Plan .

applies to officers-and key émployees of the Company and awards
granted under this plan include stock awards, performance awards
or other stock-based awards as defined by the plan. Any shares
awarded are either purchased on the open*market or are a new
issuanée. The 2006 cycle included a gram of restricted stock, which
was added to reduce the volatility of the plan. Beginning with the
2004 share grants, plan participants meeting the Companys stock
ownership guidelines can elect to be paid up to 50.0% of the share
award in cash. The maximum number of shares that may be pur-
chased or issued as new shares for the LTI Plan is 4,200,000.

PERFORMANCE SHARE GRANTS

The Companry generally awards performance share grants annually
under the LTI Plan. These are granted to key employees and vest at
the end of three years for grants made in 2004, 2005 and 2006.
Grants made in 2003 vest over a lour year period. The number of
shares awarded and expense recorded depends on Puget Energy’s
performance as compared to other companies and service quality
indices for customer service.

.
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~ Compensation expense related 1o perfermance share granis
was $(1.6) million, $1.0 million and $2.5 millien for 2006, 2005
and 2004, respectively. As of December 31, 2006, $3.0 million of
total unrecognized compensation cost, net of forfeitures, relared
1o nonvested performantce share grants. That cost is expected 10 be
recognized over a weighted-average period of 1.7 years. A summary
of the performance shares activity is as follows:

Performance shares grants outstanding: 2006

Beginning of Year 907,983
Granted 152,254
Vested (40,851)
Cancelled* (572,393)
Forfeited (68,782)

End of Year 378,211

* Performance shares 2 December 31, 2006 were cancelled because performance modiliers were
nat achieved.

During 2006 there were’ four -active grant cycles. The two
remaining grants outstanding at December 31, 2006 were as follows:

Performance share
granis cycles as of
December 31, IUQG

Perlormance share grants cycle: 2006 2005
* Number of awards granted 152,254 251,660
Estimated forfeiture rate ' 10.10% 11.80%
Estimated forfeited awards 15,378 29,696
$ 2477

Weighted average fair value (per share) $ 2120

P
'

MEASUREMENT QF PERFORMANCE SHARE GRANTS

The portion of the performance share grants that can be paid
in cash is classified and accounted for as a liability under SFAS
No. 123R. As a result, the expense recognized over the perform-
ance period for a portion of the performance share grants will
equal the fair value (i.e. cash value) of the award as of the last day
of the performance period times the number of awards that are
earned. Furthermore, SFAS No. 123R requires that the quarterly
expense recognized during the performance period is based on the
fair value of the performance share grants as of the end of the most
recent quarter. Prior to the end of the performance period, com-
pensation costs for the liability portion of performance share grants
are based on the awards’ most recent quarterly fair values and the
number of months of service rendered during the performance
period. The (air value of the performance share grants is based on
the closing price of the Company’s common stock on the date of
measurement. The [air value of the 2006 performance share grants
takes into consideration the hisiorical performance of the perform-
ance share grants and prospective analysis using the Capital Asset
Pricing Model and expected EPS growth rates. Shares granted prior
to 2006 were valued using the Black-Scholes option pricing model.
A small percentage of the performance share grants are classified as
equity awards hecause the employee does not have the option 10
receive the payment of these awards in cash. The equity portion is
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valued at the closing price of the Companys common stock on the
grant date. ’

STOCK OPTIONS

In 2002, Puget Energy’s Board of Directors granted 40,000 stock
options under the LTl Plan and an additional 260,000 options
outside the LTI Plan (for a total of 300,000 non-qualified stock
options) to the Chairman, President and Chief Executive Officer.
These options can be exercised al the grant date market price of
$22.51 per share and vest annually over four and five years
although the options would become fully vested upon a change
of contrel of the Company or an employment 1ermination with-

out cause. The options expire 10 years from the grant date and’

have a remaining contractual term of approximately six years, All
300,000 options remained outstanding at December 31, 2006,
with 270,000 options exercisable. At December 31, 2003, 202,500
options were exercisable. The fair value of the options at the grant
date was $3.33 per share. Compensation expense related to stock
options was immaterial to the financial statements {or 2006. The
total fair value of stock options vested during 2006 and 2005 was
$0.2 miilion and $0.2 million, respectively. The fair value of the
stock optien award was estimated on the date of grant using the
Black-Scholes option valuation model.

RESTRICTED STOCK

In 2006, 2005, 2004 and 2003, the Company gramed* 107,355
shares, 50,000 shares, 40,000 shares and 11,000 shares, respec-
tively, of restricted stock under the LT1 Plan to be purchased on the
open market or as a new issuance. Under the 2006 grant, the
shares vest 15.0% on January 1, 2007, 25.0% vest on January 1,
2008, and the remaining 60.0% vest on January 1, 2009 based
upon a performance and service condition, Under the 2005 grant,
40,000 shares vest in one installment on the date of the 2008
Annual Shareholders” Meeting based upon performance criteria
and the remaining 10,000 shares vest equally over three years. The
2004 grant vests 8,000 shares in three years and the remaining

. 32,000 shares in four years. For the 2003 grant, 1,000 vested in

2003 with the remaining shares vesiing evenly over the following
five years. - : ’

At December 31, 2006, there were 205,656 total shares of
nonvested restricted stock and the weighted average grant date fair
value of these shares was $22.02. There was $1.7 million of total
unrecognized compensation cost related to nonvested restricted
stock at December 31, 2006. That cost is expected 1o be recog-
nized over a weighted-average period of 1.6 years. Compensation
expense related to the restricted shares was $2.0 million and
$0.7 million for 2006 and 20053, -respectively. Dividends are paid
on all cutstanding shares of restricted stock and are accounted for
as a Puget Energy commeon stock dividend, not as compensation
expense. The weighted average grant date fair value for all out-
standing shares of restricted stock granted-in 2006 and 2003 was
$21.32 and $21.86, respectively. During 2006, 15,333 shares of




restricted stock vested and 2,566 shares of restricted stock were
forfeited. No restricied stock was forfeited during 2005. The fair
value of the restricted stock is based on the closing price of the
Company’s common stock on the date of grant. N

RESTRICTED STOCK UNITS

In 2004, the Company granted 10,000 restricted stock units out-
side of the LT1 Plan but subject to the terms and conditions of the
plan. The units vest 2,000 shares in three years and the remaining
8,000 shares in four years. At December 31, 2006, there were
10,000 total shares of nonvested restricted stock units and the
weighted average fair value of these units was $25.36, There was
50.1 million of total unrecognized compensation cost related to
nonvested restricted stock units as of December 31, 2006. That
cost is expected to be recognized over a weighted average period
of 1.3 years. There were no restricted stock units granted or for-
feited during 2006 and 20035, The restricted stock units will be
settled in cash when they become vested at the end of each cycle-
Dividends are paid on the cutstanding siock units and. are
accounted for as compensation expense. Compensation expense
related to the restricted stock units agreement was $0.1 million
for 2006 and 2005. The fair value of the restricted stock units is
based on the closing price of the Companys common stock at
exch reporting period.

RETIREMENT EQUIVALENT STOCK :

The Company has a retirement equivalent stock agreement under
which in lieu of participating in the Company’ executive supple-
mental retirement plan, the Chairman, President and Chiel Execu-
tive Officer 15 granted performance-based siock equivalents. in
January of each year; which are deferred under the Company’s
deferred compensation plar. In 2006, 2005, 2004 and 2003, the
Company awarded 8,218, 6,063, 6,469 and 4,319 shares, respec-
tively, which vest over a period from January 1, 2002 to May 2008
at 15.0% per year for the first six years and the remaining 10.0%
in the seventh year. The weighted average grant date fair value for
the retirement equivalent stock was!$20.42, $24.70, $23.77 and
$22.05 for 2006, 2005, 2004 and 2003, respectively.

At Decernber 31, 2006, there were 6,268 total shares of non-
vested retirement equivalent stock units and the weighted average
grant date fair value of these units was $22.60. There was $0.1 mil-
lion unrecognized compensation cost related 10 nonvested reiire-
ment equivalent-stock units as of December 31, 2006. That cost
is expecied 1o be recognized over 4 weighted-average period of
1.4 years. The equivalent value of dividends is paid on the accumu-
lated retirement equivalent stock units and added 1o the deferred
compensation account. Compensation expense-related to the retire-
ment equivalent stock agreement was $0.2 million and $0.1 million
in 2006 and 2005, respectively.' During 2006, 8,043 retirement
equivalent stock units vested. The fair value of the restricted stock is
based on the closing price of the Company’s common stock on the
date of grant.
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EMPLOYEE STOCK PURCHASE PLAN . .

The Company has a shareholder-approved Employee Stock Pur-
chase Plan (ESPP) open to all employees. Offerings occur at six-
montli intervals at the end of which the participating employees
receive shares for 85.0% of the lawer of the stock’s fair market price
at the beginning or the end of the six-month period. A maximum of
500,000 shares may be sold to employees under the plan through
Mhy 2007. At December 31, 2006, 82,318 shares could still be scld
to employees under the plan. [n 2006 and 2005, 66,496 and
58,132 shares were issued for the ESPP, respectively. Under SFAS
No. 123 accounting thai the Company adopted in 2003 and under
SFAS No, 123R, the ESPP is considered to be compensatory and the
amoun is immaterial to the financial statements. Dividends are not
paid on ESPP shares until they are purchased by employees and
thus are accounted for as dividends, not compensation-¢xpense.,

NON-EMPLOYEE DIRECTOR STOCK PLAN

The Company has a director stock plan for all non-employee direc-
tors of Puget Energy and PSE. An amended and restated plan was
approved by shareholders in 2005. Under the plan, which has a
term through December 31, 2015, nen-employee directors receive
a_portion of their quartetly retainer fees in Puget Energy-stock
except that 100.0% of quarterly retainers are paid i Puget Energ}'r
stock until the director holds a number of shares equal in value to
two years of their retainer fees. Directors may choose to continue
Lo receive their entire retainer in Puget Eﬁergy’ stock. The compen-
sation expense related 10 the director stock plan was $0.5 million
and $0.4 million’ in 2006 and 2005, respectively. The Company
issues new shares or purchases stock for this plan on the cpen
market up to a maximum of 350,000 sharés. As of December 31,
2006, 34,166 shares had been issued or purchaséd for the director
stock plan and 92,807 deferred, lor a total of 126,973 shares. As of
December 31, 2005, the number of shares that had been pur-
chased for the director stock plan was 25221 and deferred was
77,741, for a total of 102,862 shares. )

1




OPTION MODEL ASSUMPTIONS

~ The Company used the Black-Scholes option pricing model to determine the fair value of certain stock-based awards to employees. The
following assumptions were used for awards outstanding in 2006 and 2005.

Stock issuance cycle K : - 2006 2005 * 2004 2003 2002
Stock options! - .
Risk-free interest rate . - * - . . * 4.32%
. Expected lives—years : * Lo Lot B 4.5
Expected stock volatility . . * . * * * 23.62%
Dividend yield . o * . * 5.00%
Performanc‘e awards . o
Risk-free interest rate b 2.50% 2.59% 2.35% .
Expected lives —years ‘ 3.0 0 30 4.0 *
Expected stock volatility : . - 15.10% 22.24% 23.85% N
Dividend yield * 4.18% 4.45% . 486% .
Employee Stock Purchase Plan . :
- Risk-free interest raie | 4.96% 2.68% T1.28% T107T% :
Expected lives—years . 0.5 0.5- 0.5 0.5 *
Expected stock volatil'uj,r . 9.79% 13.98% 2.89% - 19.47% *

Dividend yield - ) 4.55% 4.17% 4.42% 4.39% *

* Not applicable

** Fair value is determined by end of peried market value,

The expected lives of the securities represent the estimated period of time until exercise and are based on the vesting period of the award
and the historical exercise experience of similar awards. All participants were assumed 10 have similar exercise behavior. Expected volatility
is based on historical volatility over the approximate expected term of the option.

Note 17.  Accounting for Derivative Instruments and Hedging Activities

SFAS No. 133, “Accounting for Derivative Instrumenis and Hedging Activities,” as amended by SFAS No. 138 and SFAS No. 149, requires
that all contracts considered to be derivative instruments be recorded on the balance sheet at their fair valie. The Company enters into con-
tracts to manage its energy resource portfolio and interest rate exposure including forward physical and financial contracts, option contracis
and swaps. The majority of these contracts qualify for the normal purchase normal sale (NPNS) exception to derivative accounting rules if
they, meet certain criteria. Generally, NPNS applies if PSE deems the counterparty creditworthy, has energy resources within the western
region Lo allow for physical delivery of the energy and if the transaction is within PSEs forecasted load requirements. Those contracts that do
not meet NPNS exception or cash flow hedge criteria are marked-to-market to current earnings in the income statement, subject to deferral
under SFAS No. 71, “Accounting for the Effects of Certain Types of Regulation,” for energy related derivatives due 1o the PCA mechanism and
purchased gas adjustment (PGA) mechanism. C '

The nature of serving regulated electric customers with its wholesale portfolic of owned and contracted electric generation resources
exposes the Company and its cusiomers to some volumetric and commodity price risks within the sharing mechanism of the PCA. The Com-
_ panys energy risk portfolio management function monitors and manages these risks using analytical models and tools. The Company is not
engaged in the business of assuming risk for the purpose of realizing speculative trading revenues. Therefore, wholesale market transactions
are focused on balancing the Company’s energy portfolio, reducing costs and risks where feasible, and reducing volarility in wholesale costs
and margin in the portfolio. In order 10 manage risks effectively, the Company enters into physical and financial transactions which are
appropriate for the service territory of the Company and are relevant to its regulated electric and gas portfolios.

The Company’s energy portfolio management stafl develops hedging strategies for the Company’s energy supply portfolio. The first pri-
ority is to obtain reliablte supply for delivery to the Company'’ retail customers. The second priority is 10 protect against unwanted risk expo-
sure. The third priority is to optimize excess capacity or flexibility within the energy portfolio. At December 31, 2006, the Company was
subject to a range of netting provisions, including both stand alone agreements and the provisions associated with the Western Systems
Power Pool agreement, of which many energy suppliers in the western United States are a part.

. During the twelve months ended Decemiber 31, 2006, the Company recorded a decrease in earnings for the change in the market
value of derivative instruments not meeting NPNS or.cash flow hedge criteria of approximately $0.1 million compared to a decrease in
earnings of approximately $0.5 million and an increase of $0.5 million for the twelve months ended December 31, 2005 and December 31,
2004 respectively. .
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At December 31, 2006, the Company had a net unrealized

gain recorded in other comprehensive income of $4.9 million after-
1ax related to energy contracts which meet the criteria for designa- -

tion: as cash flow hedges under SFAS Ne. 133. The amount of cash
Row hedges associated with these energy contracts that will reverse
and be setiled into the income statement during 2007 is approxi-
mately $0.7 million. At December 31, 2006, PSE had a short-term
asset of $9.2 million and a long-term asset of $6.8 million as well
as shori-term liability of $8.0 million and a long-term liability of
$0.4 million related to energy contracts designated as cash [low
hedges that represem forward financial purchases of gas supply for

electric generation from PSE-owned electric plants in future peri-

ods. If it is determined that it is uneconomical to run the plants in
the future period, the hedging relationship is ended and the cash
flow hedge is de-designated and any unrealized gains and losses

are recorded in the income statement. Gains and losses when these
de-designated cash flow hedges are settled are recognized in energy.

costs and are included as part of the PCA mechanism, At Decem-

ber 31, 2005, the Company had an unvealized gain recorded in_
other comprehensive income of $43.2 million (net of tax), before

SFAS No. 71 deferrals of $6.3 million, related to energy contracts
which met the criteria for designation as cash flow hedges under
SFAS No. 133. This was mainly the result of higher forward
_market prices for natural gas and electricity at December 31, 2005
compared to December 31, 2006.

At December 31, 2006, the Company also had a short-term .

asset of $6.8 million and a sharr-term liability of approximately
$61.6 million and a leng-térm asset of $0.1 million related to the
hedge of gas contracts 10 serve natural gas customers. All mark-to-
market adjusiments relating 1o the natural gas business have been
reclassified to a deferred account in accordance with SFAS .No: 71
due 10 the PGA mechanism. The PGA mechanism passes increases
and decreases in the cost of natural gas supply to customers. As the
gains and losses on the hedges are realized in future periods, they
will be recorded as gas costs under the PGA mechanism. At

December 31, 2005, the company had a net asset of $25.7. million *

related 1o the hedge of gas contracts 1o serve natural gas customers.

In the second quarter 2006, the Company settled two forward
starting swap contracts originating in May 2005. The purpose of
the forward starting swap contracts was 10 hedge a debt offering of
$200.0 million that was completed on June 30, 2006. PSE received
$21.3 million from the counterparties when the contracts were set-
tled. The forward starting swap contracts were designated and doc-
umented under SFAS No. 133 criteria as cash flow hedges, with all
changes in market value for each reporting period presented net of
tax in other comprehensive income. In the second quarter 2006,
the seitlement of these instruments resulied in a gain of $13.9 mil-
lion after-tax, which was recorded in other comprehensive income.
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In the third quarter 2006, the Company settled two forward
‘slarting swap contracts originating in September 2006. The purpose

of the forward starting swap contracis was 1o hedge a $300.0 mil- -

lion debt offering that was pticed on September 13, 2006. PSE paid
$0.6 million to the counterparties when the contracts were setited.
The forward starting swap contracts were designated and docu-
mented under SFAS No. 133 criteria as cash flow hedges, with all
changes in market value presented net of tax in other comprehen-
sive income. In the third quarter of 20086, the setttement of these
instruments resulted in a loss of $0.4 million afier-ax, which
was recorded in other comprehensive income. In accordance with
SFAS No. 133, the loss will be amortized out of other comprehen-
sive income to current earnings as an increase (o interest expense
over the life of the new debt issued.

The ending balance in other comprehensive income related 10
swaps contracts at December 31, 2006 was a loss of $8.5 million
after-tax and accumulated amortization. This compares to a loss of
$22 4 million in other comprehensive income after-tax and accu-
mulated amortization at December 31, 2005 related 10 forward
starting swaps and previously settled treasury lock contracis.

Note 18.  Colstrip Matters
In Ma)} 2003, approximately 50 plaintiffs brought an action against
the owners of Colstrip which has since been amended to add addi-
tional claims. The lawsuit alleges that certain domestic water wells
and the Colsirip water supply pond were contaminated by seepage
from a Colstrip Units 1 & 2 effluent holding pond, that seepage
from Colstrip Units 1 & 2 have decreased property values and that
seepage” from the Colstrip water supply pond caused structural
damage to buildings and toxic mold. In December 2005, Colstrip
Unit 1 & 2 owners’extended city water 1o certain residents who
lived near the plant, including the domestic well plaintiffs. Discov-
ery is ongoing and the case is currently scheduled for trial in Janu-
ary 2008.

On May 18, 2005, the Environmental Protection Agency
(EPA) enacted the Clean Air Mercury Rule (CAMR) that will per-
manently cap and reduce mercury emissions from coal-fired power
planis. The Montana Board of Environmental Review approved a
more stringent rule to limit mercury ‘emissions from coal-fired
plants on October 16, 2006 (0.9 1bs/TBuy, instead of the federal
1.4 Ibs/TBtu): The Colstrip owners are still evaluating the potential
impact of the new Moniana rule and it is still unknown whether
'the new rule will be appealed. Preliminary treatment technology
studies undertaken by the Colstrip owners estimate that PSE% por-
tion of the costs to comply with the new rule could be*as much as
$75.0 million in construction expenditures, but this number could
change as new information becomes available.

In December 2003, the EPA issued an Administrative Consent
Order (ACO} which alleged violation of the Clean Air Act permit

" requirement to submit; for review and approval by the EPA, an

analysis and proposal for reducing emissions of nitrogen oxide to
address visibility concerns upon the occurrence of cenain triggering




events which EPA asserts occurred in 1980. Alihough Colstrip
owners believe that the ACO is unfounded, the Colstrip owners
signed a seulement agreement in December 2006 that is now await-
ing signature by the EPA, and then will be entered by the court. The
agreement includes insiallation of low nitrogen oxide equipment
installation on Colstrip Units 3 & 4 which will cost PSE approxi-
mately $2.65 million. ‘

On June 15, 2005, the EPA issued the Clean Air Visibility Rule
10 address regional haze or regionally-impaired visibility caused by
multiple sources over a wide area. The rule defines Best Available
Retrofit Technology requirements for electric generating units,
inctuding presumptive limits for sulfur dioxide and nitrogen oxide
controls for large units. Colstrip was originally required to submit
analyses of visibility impacts for Colstrip 1 & 2 by December 2006
but thé EPA has not yet completed the required preliminary analy-
ses. PSE cannot yer determine the need for or costs of additional
controls to comply with this rule, which could be significant.

Note 19.  Taxes Other Than Income Taxes

(Dollars in thousands) 2006 2005 2004

Taxes other than income Laxes: .
$ 30832 % 44,472 $ 43843
State business 107,140 93,893 82,408
Municipal and occupational 97,671 83,154 72,405
Other 33,144 30,841 27,766
$277,787 $254360 $226,422

Real estate and personal property

Total 1axes other than income taxes

Charged 10:

Operating expense $255,712 $233,742  $208,989
Qther accounts, includi.ng

construction work in progress 22075 20,618 17,433

§277.787  $254.360 3226422

Total taxes other than income laxes

Note 20.  Regulation and Rales

ELECTRIC REGULATION AND RATES

STORM DAMAGE DEFERR'AL ACCOUNTING

On February 18, 2003, the Washington Commission issued a
general rate case order that defined deferrable catastrophic/exiraor-
dinary losses and provided that costs in excess of $7.0 million
annually may be deferred for qualifying storm damage costs that
meel the IEEE outage criteria for system average interruption dura-
tion index. In 2006, PSE incurred $103.2 million in storm-related
electric transmission and distribution system restoration costs, of
which $92.3 million was deferred for-future recovery in electric
rates and will be determined in a future general rate case. R

ELECTRIC GENERAL RATE CASE

On January 5, 2007, the Washingion Commission issued
its order in PSE%s electric general rate case filed in February
2006, approving a general rate decrease for electric customers of
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$22.8 million or 1.3% annually. The rates for electric customers
are effective beginning January 13, 2007. In its order, the Washing-
ton Commission approved a weighted cost of capital of 8.4%, or
7.06% after-tax, and a capital structure that included 44.0% com-
mon equity with a rewurn on equity of 10.4%. The Washington
Commission had earlier approved (on June 28, 2006} a power cost
only rate case (PCORC) increase of $96.1 million annually effec-
live July 1, 2006.

POWER COST ONLY RATE CASE

PCORC, a limited-scope proceeding, was created in 2002 by
the Washingion Commission to periodically reset power cost rates.
The main objective of the PCORC proceeding is to provide for
timely review of new resource acquisitions costs and inclusion of
such costs in rates at the time the new resource goes into service.
To achieve this objective, the Washington Commission agreed to
an expedited five-manth PCORC decision timeline rather than the
statutory 11-month timeline for a general rate case.

.On Qctober 20, 2005, the Washington Commission approved
a PCORC [iling that increased electric rates 3.7% or $55.6 million
annually. Included in the increase is the recavery of capital and
operating costs of the Hopkins Ridge wind generating facility. The
Hopkins Ridge wind generating facility was completed on Novem-
ber 27, 2005. As a wind generating facility, Hopkins Ridge is eligi-
ble for Federal Production Tax Credits (PTCs) that will uliimately
offset some of the costs associated with generating power from
Hopkins Ridge. The PTC is a tax credit provided by the Federal
government for generating electricity from certain renewable
resources. The current amount of the tax credit is $0.019 per
kitowatt hour. (kWh) for wind generation and may be subject 1o
inflation adjustments over time. The tax credit can be claimed for
10 years for a new wind project put inio service pridr to January 1,
2008. The use of the credit is restricted to offset only 25% of cur-
rent taxes payable. Unused credits can be carried forward for up to
20 years. '

In the Washington Commission’s October 2005 order, a new
tariff schedule was approved which provides for the pass through
to ratepayers of all benefits of the PTCs for the Hopkins Ridge
project. This mechanism (a PTC Tracker) will pass through to the
customer the actual production tax credits of the Hopkins Ridge
project as they are generated. The PTC Tracker would not be sub-
ject 1o the sharing bands in the PCA. The credits passed through 10
the customer will be adjusted by the carrying cosis of unused
PTCs. Since the customer is receiving the benefit of the tax credits
as they are generéied and the Company does not receive a credit
from the IRS undl the tax credits are utilized, the Company is
reimbursed its carryi'ng costs [or funds through this calculation.

PRODUCTION TAX CREDIT

On October 30, 2006, PSE revised its PTC electric tariff o
increase the credit 10 customers from $13.1 million to $28.8 mil-
lion, effective Janﬁary 1, 2007. The credit is based on expecied




wind generation and reflects the true-up of prior years’ crediis pro-
vided to customers versus crediis for actual wind generation taken
for federal income taxes and the addition of Wild Horse to the
wind portiolio.

PCA MECHANISM

On June 20, 2002, the Washington Commission.approvgd a
PCA mechanism that triggers if PSE%s costs to provide customers’
electricity falls outside certain bands established in an electric rate
case. The cumulative maximum pre-tax earnings exposure due to
pawer cost variations over the four-year period ending June 30,
2006 was limited to $40.0 million plus 1.0% of the excess. In
Qctober 2005, the Washingtor: Coramisston approved a shift ta an
annual PCA measurement period from January through Decernber
starting in 2007. On January 5, 2007, the Washington Commis-
sion approved the PCA mechanism for continuation under the
same annual graduated scale without-a cumulative cap for excess
power costs. All significant variable power supply cost variables
(hydroelectric and wind generation, market price for purchased
power-and surplus power, natural gas and coal fuel price, genera-
tion unit forced outage risk and transmission cost) are included in
the PCAméchanism. ' .

The PCA mechanism apportions increases or decreases in
power costs, on 4 calendar year basis, between PSE and its cus-
tomers on a graduated scale: )

Annual p0\¢.:'er. 'July—-Dccember 2006 Customers' Company’s
cost variability ’ power cost variability! share share?
+/- $20 millian +/- $10 million To% 100%
+/- $20-%40 million +/- $10-320 million 50% 50%
+/- $40-$120 million +/- $20- 360 million 0% - 10%
+- $120 million 4/~ $60 million 95% 5%

L 1y Getobér 2003, the Washmgmn-(:omrﬁissiori mits Pow;er Cost Only Rate Case order allowed
for a teduction to the power cost varabilicy amounts to hall the annual power cost variability lor
the period July 1, 2006 through December 31, 2006

2 Over the four-year period July 1, 2002 through June 30, 2006, the Companys share of pre-tax
power cost variations is capped at 2 cumulative $30.0 million ptus 1.0% of the excess. Power cost
variation alter December 31, 2006 will be apportioned on a calendar year basts, without a cumu-
lative ¢ap. - ’

ACCOUNTING ORDERS
On April 26, 2006, the Washington Commission approved an
accounting petition on a temporary basis to defer an $89.0 million
one-time capacity reservation charge along with accrual of interest
at the authorized after-tax rate of return. As part of the general
rate case order of January 5, 2007, the Washinglon Commission
approved the regulatory "accounting treatment that had been
approved in the accounting petition. The payment was made in
relatton (o an’agreement for the p'ufchase of power from Chelan
County PUD (Chelan). P5SE and Chelan have entered into an agree-
ment which provides for the purchase of 25.0% of the outpui of
Chelan’s Rock Island (622 megawatts (MW)) and Rocky Reach
(1,237 MW) dams on the Coltimbia River. The agreement called
for PSE'10 make a one-time payment of $89.0 million on April 27,
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2006. Then, upen the expiration of the existing contracts in 2011,
PSE will ,begin purchasing 25.0% of the output at the projects’
costs for the next 20 years. -

On January 25, 2006, the Washington Comrmsswn approved
an accounting order to defer, as a regulatory liahility, two payments
in the amount of $42.0 million and $13.0 million received [rom
Duke Energy Trading and Marketing (Duke) in December 2005.in
return for assuming the gas transportation capacity on-Northwest
Pipeline and Westcoast Pipeline. from Duke Energy Trading and
Marketing. The regulatory liability will be amortized- to-:gas
costs from January 2006 through October 2017 based upon the
approved schedule, These credits are an offset to gas transportation
costs that are in excess of PSE% gas transportation capacity needs.
The $42.0 million payment was received to compensate the Com-
pany for the Northwest capacity payments that must be made until
February 2011 when the capacity will be needed to serve load. The
$13.0 million payrnent was received to compensate the Campany
for the difference between the assumed tariff raies and market
value of the Westcoast Pipeline capacity through October 2017

On April 7, 2004, the Washingion Commission approved
PSE5 recovery on the unamortized White River plant investment.
Al December 31, 2006, the White River praject net book value
totaled $69.1 million, which included $43.4 million of nert utility
plant, $17.1 million of capitalized FERC licensing costs, $4.3 mil-
lion of costs related 1o construction work in progress and $1.8 mil-
lion related to dam operations and safety. On February 18, 2005,

.the Washington Commission approved the recovery of the White

River net utility plant costs but did not allow current recovery of
FERC licensing costs and other velated costs uniit all cosis associ-
ated with selling the White River plant and any sales procéeds are
known. Any proceeds from the sale of the White River assets and
water rights will reduce the balance of the deferred regulatory
asset. Neither the outcome of this matier nor any potential associ-
ated financial impacts can be predicted at this time.

GAS REGULATION AND RATES

GAS GENERAL RATE CASE

On January 5, 2007, the Washington Commission issued its
order in PSEs gas general tale case, granting an increase for gas
customers of $29.5 million or 2.8% annually, effective beginning
January 13, 2007, In its “order the Washington "Commission
approved the same weighted cost of capital of 8.4% or 7.06% after-
tax and capital structure that included 44.0% common equity with
a returt on equuy of 10.4%, consistent with the Companys elec-
tric operations.
PURCHASED GAS ADJUSTMENT

PSE has a PGA mechanism in retail gas rates to recover varia-
tions in gas supply and transportation costs. Variations in gas rates
are passed through to customers, therefore PSEs gas margin and
net income are not affected by such variations. On September 27,
2006, the Washingion Commission approved a revision of PSEs
PGA tariff schedule that went into effect on October 1, 2006. The




tariff changes will increase gas revenue approximately $95.1 mil-
lion, or 10.2%, on an annual basis. The rate increase authorized
PSE 10 recover higher projected future gas and gas iransportation
costs, as well as 1o collect an accumulated deficit (receivable)
balance in its PGA balancing account over a 24-month period
(beginning October 1, 2006). The PGA rate change will increase
PSEs gas revenue, but will not impact the Company’ net income
as the increased revenue will be offset by increased purchased gas
costs. The following rate adjusiments were approved by the Wash-
ington Commission in relation to the PGA mechanism during
2006, 2005 and 2004: -

Percentage  Annual increase in revenues

Eflective date increase in rates (Dollars in millions)
October 1, 2006 10.2% % 951
Oclober 1, 2005 14.7% 1216
October 1, 2004 17.6% 121.7

Note 21.  Other

The Washington Commission issued an order on May 13, 2004
determining that PSE did not prudently manage gas costs for the
Tenaska electric generating plant and ordered PSE to adjust its PCA
deferral account to reflect a disallowance of accumulated costs
under the PCA mechanism {or these excess costs. The increase in
purchased electricity expense resulting from 1he disallowance
1otaled $9.0 million, $4.1 million and $43.4 million in 2006, 2005
and 2004, respectively. The order also established puidetines and a
benchmark to determine PSE’s recovery on the Tenaska regulatory
assel slarting with the PCA 3 peried (July 1, 2004) through the
expiration of the Tenaska contract in the year 2011. The benchmark
is defined as the original cost of the Tenaska contract adjusted to
reflect the 1.2% disallowance from a 1994 Prudence Order.

In December 2003, PSE notified FERC that it rejected the
1997 license for the White River project because the 1997 license
contained ierms and condittons that rendered ongoing operations
of the project uneconomical relative 10 alternative resources. As a
result, generation of electricity ceased at the White River project on
January 15, 2004. At December 31, 2006, the White River project
net book value totaled $69.1 million, which included $43.4 mil-
lion of net utility plant, $17.1 million of capitalized FERC licensing
costs, $4.3 million of costs related to construction work in
progress and $1.8 million related to dam operation and safety. PSE
sought recovery of the relicensing, other construction work in
progress and dam operations and safely costs in its general rate
filing of April 2004, over a 10-year amortization period. In the
third quarter 2004, the Washington Commission staff recom-
mended that PSE be allowed recovery of the White River net utility
plant costs noted above, but defer any amortization of the FERC
licensing and other costs until all costs and any sales proceeds are
known. On February 18, 2005, the Washington Commission
agreed to allow PSE to recover the While River net.utility plant
costs noted above. However, amortization of the FERC licensing
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and other costs will not begin until all costs and any sales proceeds
are known.

In November 2005, Puget Energy sold 15 million shares
of common stock to Lehman Brothers Inc. for $312.0 million
before underwriting discount. The net proceeds of approximately
$309.8 millien were invested in PSE and used o repay short-
term debt incurred primarily to fund PSE% construction program.

In January 2003, FASB issued Interpretation No. 46; “Consol-
idation of Variable Interest Entities” (FIN 46), as further revised in
December 2003 with FIN 46R, which clarifies the application of
Accounting Research Bulletin No, 51, “Consolidated Financial
Statements,” to cerain entities in which equity investors do not
have a controlling interest or sufficient equity at risk [or the entity
to finance its activities without additional financial sup[;ort. FIN 46R
requires that if a business entity has a controlling financial interest
in a variable interest entity, the financial statemenis must be
included in the consolidated financial statemenis of the business
entity. The adoption of FIN 46R for all interests in variable interest
entities created afier January 31, 2003 was effective immediately.
For variable interest entities created before February 1, 2003, it
was effective July 1, 2003. The adoption of FIN 46R was effective
March 31, 2004 for the Company. FIN 46R also impacied the treat-
ment of the Company’s mandatorily redeemable preferred securi-
ties of a wholly owned subsidiary trust holding solely junior
subordinated debentures of the corporation {trust preferred securi-
ties). Previously, these trust preferred securities were consolidated
into the Company’s operations. As a resuli of FIN 46R, these secu-
rities have been deconsolidated and were classified as junior subor-
dinated debentures of the corporation payable 1o a subsidiary trust
halding mandatorily redeemable preferred securities (junior subor-
dinated debt). This change had no impact on the Company’s
results of operations. The Company also evaluated its power pur-
chase agreements and determined that three counterparties may be
considered variable interest entities. As a result, PSE submitted
requests for information to those parties; however, the parties have
refused to submit to PSE the necessary information for PSE to
determine whether they meet the requirements of a variable inter-
est entity. PSE determined that it does not have a contractual right
10 such information. PSE will continue to submit requests for
information to the counterparties on a quarterly basis to determine
if FIN 46R is applicable.

For the three power purchase agreements that may be consid-
ered variable interest entities under FIN 46R, PSE is required to
buy all the generation from these plarus, subject to displacement
by PSE, at rates set forth in the power purchase agreemenis. If at
any time the coumerparnieé cannot deliver energy to PSE, PSE
would have.to buy energy in the wholesale market at prices which
could be higher or lower than the purchase power agreement
prices. PSEs Purchased Electricity expense for 2006, 2005 and

© 2004 for these three entities was $259.8 million, $267.0 million

and $251.2 million, respectively.




Note 22.  Commitments and Contingencies .

For the year ended December 31, 2006, approximately 23.1% of the Company’ energy output was obtained at an average cost of approxi-
maiely $0.014 per kWh through long-term contracis with several of the Washington Public Utility Districis {PUDs) owning- hydroelecmc
projects on the Columbia River, .

The purchase of power from the Columbia River projects is on a pro rata share basis under which the Company pays a proportionate
share of the annual debt service, operating and maintenance costs and other expenses associated with each project in proportion to the con-
tractual shares that PSE obtains from that project. In these instances, PSE’s payments are not contingent upon the projects being operable,
which means PSE is required to make the payments even if power is not being delivered. These projects are financed through substanially
level debt service payments and their annual costs should not vary significantly over the term of the contracts unless additional financing is
required to meet the costs of major maintenance, repairs or replacements, or license requirements. The Company’ share of the cosis and the
output of the projects is subject to reduction due to various withdrawal rights of the PUDs and others over the lives of the contracts.

As of December 31, 2006, the Company was entitled 10 purchase portions of the power output of the PUDs' projects as set forth in the
lollowing wabulation:

Company's annual amount
purchasable (approximate)

Contract License! Toal bunds outstanding % of Megawalt Cost?

Project : . exp. date exp. date 12/31/062 (millions) output capacity (millions)
Rock Island . .

Ong.n?la! unns. : 2012 2029 $ 10%3 50.0 } 330 $34 4

Additional units . : 2012 2029 3224 50.0 -
Rocky Reach? . 2011 2006 | 3802 389 501 27.2
Wells \ . 2018 2012 2084 - 299 251 110
Priest Rapids.&.7 TBDS TBD® 265.5 43 39 9.2
Wanapum3.6.7 2009 TBDS8 441.8 10.8 106 4.3
Toual ’ $1,727.6 . 1,227 - §86.1

1 The Company is unable 10 predict whether the licenses under the Federal Power Act will be renewed to the current licensees. FERC has ssued orders for the Rocky Reach, Wells and Priest Iiaptd_s/Wampum
projects under Section 22 of the Federal Power Act, which affirm 1the Companys contractual nghts Lo receive power under existing terms znd conditions even if a new licensee is granted a license prior to expi-

ration of the ¢ontract term. -

2 The conrsacss for purchuses initially were generally coextensive with the term of the PUD bonds assaciated with the project. Under the terms of some financings and re-financings, however, lang-term bonds
were sold 1o finance certain assets whose estimated uscful lives extend beyond the expiration date of the power sales contracts. Of Ihc total outstanding bonds sold for cach project, the percentage of principal
amount of bonds which marure beyend the comract expiration date are: 77.1% at Rock Island; 64.6% at Rocky Reach, and 29 0% at Wells. There are no maturities beyand the contract expiration date for
Priest Rapids and Wanapum which assumes a 40-year FERC license extension.

3 1he components of 2006 costs associated with the interest pomon of debt service are: Rock Island, $13.3 million for all units: Rocky Reach, 58.2 million, Wells, $3.2 million; Priest Rapids, $¢.4 million; and
‘Wanapum, $1.. 5 million.

L

* On February 3, 2006, PSE and Chelan entered into a new Power Sales Agmcr;mm and a refated Transmission Agreerent for 25.0% of the eutput of Chelan’ Rocky Reach and Rock lsland hydroelectnic generating
facitities located on the mid-Celumbia River in exchange for PSE paying 25.0% of the operating costs of the [acilities. PSES share of the Oul.pu‘l represents approximately 487 MW of capacity and 243 average
MW of energy. The agreemenus terminate in 2031 and provide that PSE will begin to receive power upon expiration of PSEs existing long-term contracts with Chelan for the Rocky Reach and Rock [sland cutpul
(expiring in 2011 and 2012, respectively}. The agreements have been approved by both FERC and the WUTC. ) '

5 On December 28, 2001, PSE signed 2 contract offer for three new contracts related to the Priest Rapids and Wanapum Developments. On april 12, 2002, PSE signed amendments to those agreements which are
technical clarifications of certain sections of the agreements. On May 27. 2005, PSE signed additional amcndmcms to those agreements which provided 1echnical clarifications of certain seciions of the agree-
neents and consolidated (he terms into 1wo contracts. Under the terms of these conuracts, PSE will continue to obtain capacity and etiergy for the term of any new FERC license to be obuained by Grant County
PUD. The new contracts’ terms begin in November of 2005 lor the Priest Rapids Development and in Bovember of 2009 for the Wanapum Developrient, On March 8, 2002, the Yakama Nation filed a com-
plaint with FERC which alleged that Grant County PUD'S new contracts unreasonably restrin trade and violate various sections of the FPA and Public Law 83-544. On November 21, 2002, FERC dismissed the
complaint while agreeing that certain aspects of the complaint had merit. As a result, FERC has ordered Grant County PUD ta remove specific sections of the coniract which constrain the parties to the Grant
County PUD comracts from compeuing with Grant County PUD for a new license. A rehearing was requested but was denied by FERC on April 16, 2003. Both the Yakama Nation and Gramt County PUT) have
appeated the FERC decision and the appeals have been consolidated in the Ninth Circuit Coun of Appeals. The complaint is su‘ll pending and is in a mediation process

6 Gram County PUD filed an "Application for New License for the Pricst Rapids Project™ on October 2%, 2003 and the original FERC license expired at the end of October 2003, Grant County PUD continues to
operate the Pricst Rapids Projccl under annual license extensions pending issuance of a new FERC license and the new contracts will be concurrent with the new license which will be at least 30 years.

7 Unlike PSEs expiring contracts umh Grant County PUD, in the new contracts PSEs share of power from ihe Priest Rapids Development and Wanapum Developmeni declines over ime as Gram County PUDs
Ioad increases. PSE’s share of the Wanapum Development will remain a1 10.8% untit November 2009 and will be adjusted annually thereafier for the remaining term of the new contracts. PSE’s share of the
Priest Rapids Development declines (o approximately 4,3% in 2006 and will be adjusted annually for the temaining term of the new contract.

8To be determined. (See notes 5-7.) -

The following table summarizes the Company’s estimated payment obligations [or power purchases from the Columbia River, contracts
with other utilities and contracts under non-utility generators under the Public Utility Regulatory Policies Act (PLIRPA). These contracts have
varying terms and may include escalation and termination provisions.

(Dollars in millions) 2007 2008 2000 2010 2011 2012 & shereafter Total

Columbia River projects $ 97.7 $100.0 $105.0 $107.2 $111.6 $1,762.0 $2,283.5
Other utilities - 83.0 83.8 859 - 833 37.1 235.1 608.2
Non-utility generators 200.0 195.4 201.2 199.7 200.1 105.1 1,101.5

Total $380.7 $379.2 $392.1 ’ $390.2 $348.8 . $2,102.2 $3,993.2
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Total purchased power contracts provided the Company with
approximately §.6 million, 9.6 million and 9.4 million megawatt
hours (MWh) of firm energy at a cost of approximaiely $421.7 mil-
lion, $419.7 million and $404.7 million for the years 2006, 2005
and 2004, respectively.

As part of its electric operations and in connection with the
1697 restructuring of the Tenaska Power Purchase Agreement, PSE
is obligated 1o deliver to Tenaska up to 48,000 -MMBlu (one mil-
lion British thermal units, equal to one Dth) per day of natural gas
jor operation of Tenaskas nawral gas-fired cogeneration facility.
This obligation continues for the remaining term of the agreement,
provided that no deliveries are required during the month of May
The price paid by Tenaska {or this gas i$ reflective of the daily price
of gas at the United States/Canada border near Sumas, Washington.
PSE has entered into a financial arrangement to hedge a portion,
5,000 MMBtu to 10,000 MMBtu per day, of future gas supply costs
associated with this obligation. The Company has a2 maximum
financial obligation under this hedge agreement of $1.1 million in
2007, The Company has obligations for gas supply amounting to
$8.9 millicn in 2007 for the Tenaska plant. ‘ _

As part of its electric operations and in connection with the
1999 buyout of the Cabot gas supply contract, PSE is obligated to
deliver 1o Encogen up to 21,800 MMBtu per day of natural gas for
operation of the Encogen natural gas—fired cogeneration faciliy.
This obligation continues for the remaining term of the original
Cabot agreement. The Company entered into a financial arrange-
ment to hedge a portion of fuiure gas supply costs associated with
this obligation, 10,000 MMBtu per day, for the remaining term of
the agreement. The Company has a maximum financial obligation
under this hedge agreement of $9.2 million in 2007 and $9.6 mil-
lion in 2008. Depending on actual market prices, these costs will

'

be partially, or perhaps entirely, offset by floating price paymenis
received under the hedge arrangement. Encogen has two gas
supply agreements that comprise 40% of the plant’s requirements
with remaining terms ranging from less than 1 year to 2.5 years.
The obligations under these contracts are $21.9 million in 2007
and $11.1 million in 2008. The Company has obligations for gas
supply amounting to $2.0 million in 2007.

PSE enters into short-term energy supply coniracts to meet its
core customer needs. These contracts are generally classified as
normal purchases and normal sales or in some cases recorded at
fair value in accordance with SFAS No. 133 and SFAS No. 149.
Commitments under these contracts are $181.2 million in 2007
and $19.8 million in 2008. )

GAS SUPPLY

The Company has also entered into various firm supply, trans-
portation and storage service contracts in order te ensure adequate
availability of gas supply for its lirm cusiomers. Many of these
contracts, which have remaining terms from less than 1 year 10 17
years, provide that the Company must pay a fixed demand charge
each month, regardless of actual usage. The Company contracis for
all of its long-term gas supply on a firm basis, which means the
Company has a 100% daily take obligation and the supplier has a
100% daily delivery obligation. The Company incurred demand
charges in 2006 for firm gas supply, firm transporiation service
and firm storage and peaking service of $1.8 million, $93.5 mil-
lion and $8.4 million, respectively. WNG CAP I, a PSE subsidiary,
incurred demand charges in 2006 for firm transportation service of
$3.2 million, which is included in the total Company demand
charges. The Company incurred demand charges in 2006 for firm
transportation service for the gas supply for its combustion turbines
in the amount of $11.6 million, which is included in the total
Company demand charges.

The following table summarizes the Company’ obligations for future demand charges through the primary terms of its existing contracts.
The quantified obligations are based on current contract prices and FERC authorized rates, which are subject to change.

Demand charge obligations

(Dollars in millions} . 2007 i 2008 2009 wlo 2011 2012 & \hereafter Total
Firm gas supply ) $ 18 $ 1.0 $ 05 $ 05 $ 05 5 — $ 43
Firm transportation service 109.1 ‘ 94.8 755 357 35.7 2181 569.9
Firm storage service 9.4 ' 9.0 7.7 7.7 A V215 63.0

Total $120.3 $104.8 $83.7 $43.9 $43.9 $240.6 ' $637.2
SERVICE CONTRACTS

On August 30, 2001, PSE and Alliance Data Systems Corp. {Alliance Data) announced a contract under which Alliance Data will provide
data processing and billing services for PSE. In providing services 1o PSE under the 10-year agreement, Alliance Data
will use ConsumerLinX soltware, PSE's cusiomer-information sofiware developed by a former subsidiary, ConneXt. Alliance Data acquired
the assets of ConneX1, including the exclusive use of the ConsumerLinX sofiware for five years with an option for renewal. Alliance Data will
offer ConsumerLinX as part of its integrated, single-source customer relationship management solution fof large-scale, regulated utility
clients. The obligations under the contract are 523 3 million in 2007, $23.9 mxlhon in 2008, $24.5 million in 2009, $25.1 mitlion in 2010
and $17.1 million thereafier. : ;

"In April 2004, PSE acquired a 49.85% interest in the Frederickson 1 generating famlny As part of that acquisition, PSE became subject
to an existing long-lerm parts and service maintenance contract for the upkeep of the natural gas combined cycle unit. The contract was ini-
tiated in December 2000, and runs for the earlier of 96,000 factored fired hours or 18 years. The contract requires payments based on both
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a fixed and variable cost component, depending on how much the
facility is used. PSE’s share of the estimated obligation under the
contract based on projected future use of the facility is $1.2 million
in 2007, $6.3 million in 2008, $1.1 million in 2009, $2.6 million
in 2010, $1.9 million in 2011 and $14.4 million in the aggregate
thereafter.

In March 2005, in connection with its purchase of the Hop-
kins Ridge wind power project, PSE entered imo an Operations,
Maintenance and Warranty Agreement {OM&W Agreement) with
Vestas-American Wind Technology, Inc. (Vestas), pursuant 1o
which Vestas will operate, maintain, service and remedy any
defects or deficiencies in the constructed wind turbine generators
{WTGs) at Hopkins Ridge and their associated equipment on PSE’s
behalf. Vesias also provides certain warranties in relation to the
availability, production and noise of the Hopkins Ridge project.
The OM&W Agreement provides for a five-year term continuing
until November 2010. The annual fee is approximately $2.6 mil-
lion and will escalate on each January 1 during the term by the
Consumer Price Index.

In September 2005, in conneciion with its purchase of the
Wild Horse wind power project, PSE entered inito a Service & Main-
tenance Agreement and a Warranty Agreement (the Agreements)
with Vestas-American Wind Technology, Inc. (Vestas American),
pursuant to which Veéstas American will operate, maintain, service
and remedy any defects or deficiencies in the constructed WTGs ai
Wild Horse and their associated equipment on PSE% behalf. Vesias
American also provides certain warranties in relation to the avail-
ability performance of thé Wild Horse project. The Agreements pro-
vide for a five-year term comtinuing until November 2011. The
first-year annual fee is approximately $5.1 million and will escalaie
each January 1 therealter during the term by the Gross Domestic
Product Implicit Price Deflator (GDPIPD).

FREDONIA 3 AND 4 OPERATING LEASE

PSE leases two combustion turbines for its Fredonia 3 and 4 electric
generating facility pursuant 1o a master operating lease that was
amended for this purpose in April 2001, The lease has a term expir-
ing in 2011, but can be canceled by PSE at any time. Payments
under the lease vary with changes in the LIBOR. At December 31,
2006, PSESs outstanding batance under the lease was $51.1 mil-
lion. The expected residual value under the lease is the lesser of
$37.4 million or 60.0% of the cost of the equipment. In the evemt
the equipment is sold to a third party upon termination of the lease
and the aggregate sales proceeds are less than the unamortized
value of the equipment, PSE would be required 10 pay the lessor
contingent rent in an amount equal to the deliciency up to a maxi-
mum of 87.0% of the unameortized value of the equipment.

SURETY BOND

The Company has a self-insurance surety bond in the amount of
$10.1 million guaranieeing compliance with the Industrial Insur-
ance Act (workers’ compensation) and nine self-insurer’s pension
bonds 1otaling $1.5 million.
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ENVIRONMENTAL REMEDIATION

The Company is subject to environmental laws and regulations
by federal, state and local authorities and has been required to
undertake certain environmental investigative and remedial
efforts as a result of these laws and regulations. The Company
has also been named by the Environmental Protection Agency,
the Washington State Department of Ecology, and/or other third
parties as potentially responsible at several contaminated sites
and manufactured gas plant sites. PSE has implemented an ongo-
ing program to test, replace and remediate ceriain underground
storage tanks (UST) as required by federal and state laws. The
UST replacement component of this effort is finished, but PSE
continues its work remedtating and/or monitoring relevant sites.
During 1992, the Washington Commission issued orders regard-
ing the treatment of costs incurred by the Company for certain
sites under its environmental remediation program. The orders
authorize the Company to accumulate and defer prudently
incurred cleanup costs paid 10 third pasties for recovery in rawes
established in future rate proceedings, subject 1o Washington
Commission review. The Company believes a significant portion
of its past and furure environmental remediation costs is recover-
able {rom insurance companies, from third parties or from cus-
tomers under a Washinglon Commission order. At December 31,
2006, the Company had $1.7 million and $34.6 million in
deferred electric and gas environmental costs, respectively.

In November, 2006, PSEs Crystal Mountain Generation Sta-
tion had an accidental release of approximately 18,000 gallons of
diesel oil. PSE crews and consultants responded and worked with
applicable state and federal agencies to conirol and remove the
spilled product. Through February 2007, over 9,500 gallons have
been removed. Due to weather and snow in particular (the site is
located very near the Crystal Mountain Ski Resort), additional
recovery of diesel is not feasible until later in 2007. However, the
remaining recoverable diesel is presumed 10 be contained within a
limited area and largely embedded in soils under the generator sta-
tien. Total removal costs as of February 14, 2007 are approximately
$8.8 million. PSE is currently projecting the total remediation cost
10 be between $10.3 million and $13.3 million. At December 31,
2006, PSE had an insurance receivable in the amount of $7.9 mil-
lion accrued associated with the Crystal Moumtain electric generai-
ing facility oil spill. PSE management will be filing proof of loss
claims with insurers once damage repair costs are known within an
acceptable level of precision.

LITIGATION

There are several actions in the U.S. Ninth Circuit Court of
Appeals {(Ninth Circuit} against Bonneville Power Administration
{BPA), in which the petitioners assert or may assert that BPA acted
contrary 10 law or without authority in deciding to enter into, orin
entering into or performing or implementing, a number of agree-
ments, including the amended seutlement agreement (and the
May 2004 agreement) between BPA and PSE regarding the BPA
Residential Purchase and Sale Program. BPA rates used in such
agreements between BPA and PSE for determining the amounts of
meney 1o be paid 1o PSE by BPA under such agreements during the
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pertod Qctober 1, 2001 through September 30, 2006 have been confirmed, approved and allowed to go into effect by FERC. There are also
several actions in the U.S. Ninth Circuit Court of Appeals against BPA, in which petitioners assert that BPA acted contrary to law in adopting or
implementing the rates or rate adjustment clause upon which the benefits received or to be received from BPA during the October 1, 2001
through September 30, 2006 period are based. The parties to these various actions presented oral arguments to the U.S. Ninth Circuit Court of
Appeals in November 2005. A decision {rom the Court is anticipated in 2007. A number of parties have claimed that the BPA rates proposed or
adopted in the BPA rate proceeding 1o develop BPA rates to be used in the agreements for determining the amounis of money to be paid 10 PSE
by BPA during the period October 1, 2006 through September 30, 2009 are contrary to law and that BPA acted contrary to law or without
autherity in deciding to enter into, or in entering into or performing or implementing such agreements. It is not clear what impact, if any,
* developmeént or review of such rates, review of such agreements and the above described Ninth Circuit actions may have on PSE.

Note 23.  Segment Information

Puget Energy operates in one business segment referred to as the regulated utility segment. The regulaied utility segment includes the
account réceivables securitization prograin. Puget Energy’s regulated utility operaiion generates, purchases and seils electricity and purchases,
transports and seils natural gas. The service territory of PSE covers approximately 6,000 square miles in the state of Washingten.

One minor non-utility business segment which includes two PSE subsidiaries, and Puget Energy, is described as other. The PSE subsidiaries
are a real estate invesiment, a development company and a holding company for a small non-utility wholesale generator, Reconciling items
between segments are not significant. 7 '

Prior 1o 2005, InfrastruX was a reportable segment of Puget Energy. InfrastruX was sold on May 7, 2006 and is not considered a
reportable segment. See Note 3 for InfrastruX summarized {inancial information and discussion of discontinued operations.

2006

{Dollars in thousands) Regulated utility Other Reconciling item Puget Energy total
Revenues $2,897.864 $ 7,829 $ — $2.905,693
Depreciation and amortization 262,129 212 — 262,341
Income tax 95,271 1,000 — ' 26,271
Operating income 323497 3,119 - 326,616
Interest chargeg. net of AFUDC 183,922 - — 183,922
Net income from continuing operations o 172,735 (5,511) - 167,224
Total assets X 6,993,131 72,908 — 7,066,039
Construction expenditures —excluding equity AFUDC 749,516 — — 749,516
2005

(Dollars in thousands) Reguiated utility Other Reconciling item Puget Energy total
Revenues $2,565,384 $ 7826 s — $2573210
Depreciation and amortization 241,385 ' 249 — 241,634
[ncome tax 87,749 860 —_ 88,609
Operating income 299,541 3,622 — 303,163
Imerest charges, net of AFUDC 164,965 224 - 165,189
Net income from continuing operations i42 861 3422 ot = 146,283
Total assets! 6,267,012 68,392 274,547 6,609,951
Construction expenditures —excluding equity AFUDC 568,381 — — 568,381
2004

(Dollars in thousands) Regulated wiliry Other Reconciling item Puget Energy lotal
Revenues $2,192,340 $ 6,537 $ - $2,198,877
Depreciation and amortization 228,310 256 - 228,566
Income 1ax 75,734 1,002 — 76,756
Operating income 285,258 2,420 — 287,678
Interest charges, net of AFUDC 166,411 219 - 166,630
Net income from continuing operations 123,401 2,009 — 125,410
Total assets! 5,509,358 70,641 271.220 5,851,219
Construction expenditures—excluding equity AFUDC 393,891 — — 393,891

1 Reconciling item consists of assets of InfrasiruX which is presented as discontinued operations.
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Supplemental Quarterly Financial Data

.

The following unaudited amounts, in the opinion of the Company, include zll adjustments (consisting of normal recurring adjustments) nec-
essary for a fair statement of the results of operations for the interim periods. Quarterly amounts vary during the year due to the seasonal

nature of the utility business.

Puget Energy
(Unaudited; dollars in thousands except per share amounts)

Third

f

2006 Quarter First - Second ‘Fourth
‘Operating revenues $877.735 $574,222 $519.463 $934,273
Operating income 112,825 66,540 51,254 94,998
Net income before cumulative effect of accounting change 92,520 53,529 15,922 57,156
Nel income 92,609 53,529 15,922 57,156
Basic eamings per common share $ 080 $ 046 5 014 5 049
Diluted earnings per common share - $ 079 $ 046 5 014 $ 049
(Unaudited; dollars in thousands except per share amounis) :

2005 Quarter First Second Third Fourth
Operating revenues $741,653 $5 iO,l 14 $490,383 $ 83‘1',0.61
Operating income 110,534 51919 47,528 93,180
Net income before cumutative effect of accounting change © 71,075 13,895 5911 64,915
Net income ' 71,075 13,865 5911 64,844
Basic earnings per common share $ o071 $ 014 $ 006 $ 060
Diluted earnings per common share $§ 071 $ 013 £ 006 $ 060
Puget Sound Energy ,
(Unaudited: dollars in thousands}

2006 Quarter First Second Third " Fourth
Operating revenues $877.,735 $574,224 $519,463 - $934,273
Operating income 113,002 66,829 - 52,305 95,353
Net incotne before cumulative effect of accounting change 73,750 30,100 15,632 57,168
Net income 73,839 30,100 15,632 _ . .. 37,168
(Unaudited; dollars in thousands)

2005 Quaner First Second Third Fourth
Operating sevenues $741,653 $510,114 $490.383 $831,062
Operating income 110,555 532,044 47,705 93,195
Net incotne before curnulative effect of accounting change 72,182 12,166 6,170 56,323
Net income 72,182 12,166 56,252
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Schedule 1

CONDENSED FINANCIAL INFORMATION OF PUGET ENERGY

PUGET ENERGY CONDENSED STATEMENTS OF INCOME

{Dollars in thousands, except per sharc amounts)

For years ended December 31 2006 2005 2004
Equity in earnings of subsidiary $177,585 $146,769 $126,192
Other operations and maintenance (1,830} (1,3549) (983)
Income taxes 957 1,021 420
Other income {deductions):
Charitable foundation contributions (15,000} - -
Interest income 356 — —
Interest expense - (224) (219)
Lncome taxes 5,245 - —
Net income from continuing operations 167,313 146,212 123,410
Equity in earnings of discontinued subsidiary 51,903 9.514 (70,388)
Net income $219,216 $155,726 $ 35,022
Basic earnings per share from centinuing operations $ L4 $ 143 $ 126
Discontinued operations 0.45 0.09 (0.71)
Basic eamnings per share 5 189 $ 152 $ 0335
Diluted earnings per share from continuing operations $ L4 § 142 $ 125
Discontinued operations 0.44 0.09 (0.70)
Diluted earnings per share $ 1.88 $ 151 $ 055
See accompanying hotes 10 the consoliclated financial statemens,
PUGET ENERGY CONDENSED BALANCE SHEETS
(Dollars in thousands)
At December 31 2006 2005
Assets: .,
Investment in and advances to subsidiaries - $761,686 $714,214
Current assets:
Cash 25 1
Receivables from affiliates 24,659 1,618
Prepayments and ather 570 573
Tax receivable 388 -
Total current assets 25,642 2,192
Long-term assels:
Restricted cash 3813 - —
Deferred income taxes 3,939 353
Other 217 460
Total long-term assets 7,969 813
Total asse1s $795,297 $717,219
Capitalization and liabilities:
Common equily $785,432 $600,148
Total capitalization 785,432 609,148
Minority interest in discomtinued operations - 6,816
Current liabilities:
Accounts payable 325 -
Payable to affiliates - 5427
Taxes - 960
Salaries and wages 531 -
Other — 4,763
Total current liabilities 856 11,150
Long-term liabilities: :
Other deferred credits 9,009 105
Total long-term liabilities 9,009 105
Total capitalization and liabilities $795,297 $717,219

See acrompanying notes 1o the consalidated financial starements.
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PUGET ENERGY CONDENSED STATEMENTS OF CASH FLOWS

{Dollars in thousands}

For years ended December 31 ' 2006 2005 . L2004
Operating activities:
Net income $ 219216 $ 155,726 $ 35,022
Adjustments to reconcile net income o net cash provided by operating activities:
Deferred income taxes and tax eredits—net (3,586) (252) 63
Equity in earnings of discontinued subsidiary (51,903) (9.514) © 70,388
Equity in earnings of subsidiary (177.,586) (146,769) (126,192)
Other (94) 303 (450)
Dividends received from subsidiaries 109,782 89,199 87,700
(Inerease) decrease in accounts receivable {3535) (1,617) —
(Increase) decrease in tax receivable ' (388) 319 {319}
(Increase) decrease in prepayvments - - a9
Increase {decrease) in accounts pavable 315 — -
Increase (decrease) in affiliated payables . (5.427) 4,297 304
Increase (decrease) in accrued tax payahle ' (960) 960 —
Increase (decrease) in accrued expenses and other ) (4,763) (208) -
' Net cash provided {used) by operating activilics . . 84.261 ) 92,444 86,525
Investing activities:
Cash procecds from sale of InfrastruX 275,000 — -
Increase in restricted cash . .. ' (3,813) — o R
Investment in subsidiaries {(70.114) (314.686) (5,016}
Loans to subsidiaries ] (24.303) — —
Net cash provided (used) by investing activities . 176,770 (314,686) (5016}
Financing activities:
Dividends paid (104,332) (88,071) {86,873}
Common stock issued 5,877 - 317,607 . 5413
Long-tenm debt and lease payments (151,849) (5,000) -
Payments made to minority interest (10,451 - ’ -
Issue costs of stocks {252) (2.293) (+9)
Net cash provided (used) by financing activities (261.007) 222,243 {81,509}
Increase (decrease) in cash 24 1 —
Cash at beginning of year ' 1 — —
Cash at end of year . ) 25 S 1 ' S —

Ser accompanying noies Lo the consolidated financial statements.
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Schedule 11

VALUATTON AND QUALIFYING ACCOUNTS AND RESERVES

Puget Energy‘ Balance at Additions charged to Balance at
(Dollars in thousands} beginning ol period costs and expenses Deductions end of period
Year ended December 31, 2006 '
Accounts deducted from assets on balance sheet:
Allowance for doubtful accounts receivable $ 3,074 $ 7,623 $ 7935 - . 8§ 2,762
- Reserve on wholesale sales 41,488 — — +1 .48-8
Deferred tax asset valuation allowance 16,075 — 16,075 —
Year ended December 31, 2005 - .
Accounts deducted from assets on balance sheet:
Allowance for doubiful accounts receivable $ 2,670 $ 8275 * % 7871 . $ 3074
Reserve on wholesale sales 41,488 — - 41,488
Deferred tax asset valuation allowance 17,988 — 1913 16,075
Year ended December 31, 2004 .
Accounts deducted from assets on balance sheet:
Allowance for doubiful accounts receivable $ 2,484 % 7343 $ 7157 $ 2,670
Reserve on wholesale sales 41,488 R - 41,488
Deferred 1ax asset valuation allowance — 17,988 — 17,988
P-ugel Sound Energy Balance at Additions charged o N . . Balance at
(Dollars in thousands) beginning of period casts and expenses Deductions end of period
Year ended December 31, 2006
Accounts deducted from assets on balance sheet: *
Allowdnge for doubiful accounts receivable § 3.074 $7.623 $7.935 $ 2,762
Reserve on wholesale sales 41,488 — - 41,488
Year ended December 31, 2005
Accounis deducted from assets on balance sheet: o
Allowance for doubtful accounts receivable $ 2670 $8.275 $7871 - $ 3074
Reserve on wholesale saie.s 41,488 — — 41,488
Year ended December 31, 2004
Accounis deducted from assets on balance sheex: .
Allowance for doubtful accounts receivable . % 2484 $7.343 $7.157 ) $ 2670
Reserve on wholesale sales 41,488 — - 41,488
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Item 9.  Changes in and Disagreements with Accountants
on Accounting and Financial Disclosure

None.

Item 9A.  Controls and Procedures

PUGET ENERGY

EVALUATION OF DISCLOSURE CONTROLS
AND PROCEDURES

Under the supervision and with the participation of Puget
Energy’s management, including the President and Chief Executive
Officer and Senior Vice President Finance and Chief Financial
Officer, Puget Energy has evaluated the effectiveness of its disclo-
sure controls and procedures (as defined in Rule 13a-15(e) under
~ the Securities Exchange Act of 1934) as of December 31, 2006,
the end of the period covered by this report. Based upon that eval-
uation, the President and Chief Executive Officer and Senior Vice
President Finance and Chief Financial Officer of Puget Energy con-
cluded that these disclosure controls and procedures are effective,

CHANGES IN INTERNAL CONTROL OVER
FINANCIAL REPORTING

There have been no changes in Puget Energys internal control
over [inancial reponing during the quarter ended December 31,
2006 that have materially affected, or are reasonably likely to mate-

rially affect, Puget Energy’s internal control over financial reporting. -

MANAGEMENT'S REPORT ON INTERNAL CONTROL OVER
FINANCIAL REPORTING

Puget Energys management is responsible for establishing
and maintaining adequate internal control over financial reporting
(as defined in Rule 13a-15{f) under the Securities Exchange Act of
1934). Under the supervision and with the participation of Puget
Energy’s President and Chief Executive Officer and Senior Vice

President Finance and Chief Financial Officer, Puget Energy’s man-

agement assessed the effectiveness of internal control over financial
reporting based on the framework in Internal Control—integrated
Framework issued by the Committee of Sponsoring Organizations
of the Treadway Commission. Based on the assessment, Puget
Energys management concluded that its internal control over
financial reporting was effective as of December 31, 2006.

Puget Energy’s management assessment of the effectiveness of-

internal control over financial reporting as of December 31, 2006,
has been audited by PricewaterhouseCoopers LLP, an independent
registered public accounting firm, as stated in their report which is
included herein.
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PUGET SOUND ENERGY ; '

EVALUATION OF DISCLOSURE COI;TTROI_S
AND PROCEDURES

Under the supervision and with the participation of PSE%
management, including the President and Chief Executive Officer
and Senior Vice President Finance and Chief Financial Officer, PSE
has evaluated the effectiveness of its disclosure controls and proce-
dures (as defined in Rule 13a-15(e} under the Securities Exchange
Act of 1934) as of December 31, 2006, the end of the period cov-
ered by this report. Based upon that evaluation, the President and
Chief Execuiive Officer and Senior Vice President Finance and
Chiel Financial Officer of PSE concluded that these disclosure con-
trols and procedures are effective.

CHANGES IN INTERNAL CONTROL OVER
FINANCIAL REPORTING

There have been no changes in PSE%s internal control over
financial reporting during the quarter ended December 31, 2006,
that have materially affected, or are reasonably likely to materially

affect, PSE% internal control over financial reporting.

MANAGEMENT'S REPORT ON INTERNAL CONTROL OVER
FINANCIAL REPORTING

PSE's management is responsible for establishing and main-
taining adequate internal control over financial reporting (as
defined in Rule 13a-15(f) under the Securities Exchange Act of
1934). Under the supervision and with the participation of PSEs

" President and Chief Executive Officer and Senior Vice President

Finance and Chie{ Financial Officer, Puget Sound Energys man-
agement assessed the effectiveness of internal control over financial
reporting based on the framework in Internal Control— Integrated
Framework issued by the Committee of Sponsoring Organizations
of the Treadway Commission. Based on the assessment, PSE’s man-
agement concluded that its internal control over financtal reporting
was effective as of December 31, 2006.

PSE's management assessment of the effectiveness of internal
contro] over financial reporting as of December 31, 2006 has been
audited by PricewaterhouseCoopers LLP, an independent regis-
tered public accounting firm, as stated in their report which is
included herein.

Item 9B, . Other Information

None.
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Part 111 . A

Item 10.. Directors, Executive and Corporate Governance

PUGET ENERGY

The information required by this item with respect to Puget Energy
is incorporated herein by reference 10 the material under “Available
Information” in Part 1 of this report and “Proposal 1—Election
of Directors,” “Directors Continuing in Office,” “Board of Direc-
1ors and Corporate Governance,” “Director Compensation” and
“Security Ownership of Directors, Executive Officers and Certain
Beneficial Owners” in Puget Energy’s proxy statement for its 2007
Annual Meeting of Shareholders (Commission file No. 1-16305).
Reference is also made to the information regarding Puget Energy’s
executive officers set forth in Part I of this report.

PUGET SQUND ENERGY

The information called for by Item 10 with respect to PSE is omit-
ted pursuani 10 General Instruction 1{2)(c) to Form 10-K {omission
ol information by certain wholly owned subsidiaries).

Item 11.  Executive Compensation

'

PUGET ENERGY

The information required by this item with vespect to Puget
Energy is incorporated herein by reference to the material under
“Director Compensation,” “Compensation Discussion and Analysis”
and “Summary Compensation” in Puget Energy’s proxy statement
for its 2007 Annual Meeting of Shareholders (Commission File
Nao. 1-16305).

PUGET SOUND ENERGY

The information called for by ltem 11 with respect to PSE is omit-
1ed pursuant to General Instruction 1(2)(c) to Form 10-K (omission
of informatton by certain wholly owned subsidiaries).
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Item 12.  Security Ownership of Certain Beneficial
Owners and Management and Related
Shareholder Matters

PUGET ENERGY

EQUITY COMPENSATION PLAN INFORMATION

The information required by this item with respect to Puget
Energy is iﬁcorpomted herein by reference to the material under -
“Equity Compensation Plan Information” in Puget Energy’s proxy
statement for its 2007 Annual Meeting of Shareholders (Commis-
sion File No. 1-16305). )

BENEFICIAL OWNERSHIP

The information required by this item with respect 1o Puget
Energy is incorporated herein by reference to the material under
“Security Ownership of Directors, Executive Officers and Certain
Beneficial Owners” in Puget Energy’s proxy statement for its 2007
Annual Meeting of Shareholders (Commisston File No. 1-16305).

PUGET SOUND ENERGY

EQUITY COMPENSATION PLAN INFORMATION

The information called for by this item with respect to PSE
is omitted pursuant (o General Instruction 1(2)(e) to Form 10-K
{omissien of information by wholly owned subsidiaries).

BENEFICIAL OWNERSHIP

As of December 31, 2006, all of the issued and omstanding -
shares of PSE's common siock were held beneficially and of record
by Puget Energy.

Item 13. . Certain Relationships and Related Transactions,
and Director Independence

None.




Item 14.  Principal Accountant Fees and Services

The aggregate fees billed by PricewaterhouseCoopers LLP, the
Company’s independent registered public accounting firm, for the

year ended December 31 were as follows: . .
2006 2005
Puget Puget

(Dollars in thousands) Encrgy PSE Energy ! PSE
Audit fees! $1,633 $1530  © §2,023 $1,422
Audit related fees? 100 100 ' 103 - 8l
Tax fees? : 34 34 45 ) 33

Total $1,787 $1,664 $2.171 $1,536

L Far professional services rendered for the audt of Puget Energy's and PSEs annual financiul state-
ments, reviews of financial statements included in the Companies’ Forms 10-Q and consents and
reviews of documents filed with the Securnies and Exchange Commission, The 2006 fees are esti-
mated and include an aggregate amount of $1.¢ million and $1.0 million billed 1o Puget Energy and
PSE, respectively, through December 2006. The 2005 fees include an aggrepate amount of $1.1 mil-
lion and $1.0 million billed 1o Puget Energy and PSE, respectively, through Deceniber 31, 2005,

2 Consists of cmployee benefil plan audits, due diligence reviews and assistance with Sarbanes-
Ouxtey readiness, '

3 Consists of tax consulting and tax return reviews,

The Audit Committee of the Company has adopted policies for
the pre-approval of all audit and non-audit services provided by'ihe
Company’s independent auditor. The policies are designed to ensure
that the provision of these services does not impair.the auditor’s
independence. Under the policies, unless a type of service to be pro-
vided by the independent auditor has received general pre-approval,
it will require specific pre-approval by an Audit Committee. In addi-
tien, any proposed services exceeding pre-approved cost levels will
require specific pre-approval by an Audit Committee.+r - »

The annual audit services engagement terms and fees, as well

as any changes in terms, conditions and fees relating to the engage-

ment, are subject 1o specific pre-approval by the Audit Committees.
In addition, on an annuat basis, the Audit Committees grant general
pre-approval for specific categories of audit, audit-related, tax and
other services, within speciflied fee Jevels, that may be provided by
the independent registered pubtic accounting firm. With respeEl 10
each proposed pre-approved service, the independent registered
public accounting firm is required to provide detailed back-u'p doc-
umentation to the Audit Committees regarding the specific services
to be provided, Under the policies, the Audit Committees may del-
egate pre-approval authority to one or more of their members. The
member or members to whom such authority is delegated shall
repor any pre-approval decision to an Audit Committee at its next
scheduled meeting. The Audit Commiutees do not delegate respon-
sibilities to pre-approve services performed by the independent reg-
istered public accounting firm 1o management.

For 2006 and 2005, all audit and non-audit services were
pre-approved.
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Part IV .

ltem 15.  Exhibits and Financial Statement Schedules

a) Documenits filed as part of this report:
1) Financial Statements. See index on page 61.

2) Financial Statement Schedules. Financial Statement Sched-

ules of the Company located on page 109, as required for
the years ended December-31, 2006, 2005 and 2004,

consist of the {ollowing:
1. Condensed Financial Information of Puget’
I1. Valuation of Qualifying Accounts ‘

3) Exhibits—see index on page 116.
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Pursuant to the requirements of Section 13 ar 15(d) of the Securities Exchange Act of 1934, each registrant has duly caused this report to be

signed on its behalf by the undersigned, thereunto duly authorized.

Puget Energy, Inc.

Puget Sound Energy

/sf Stephen P. Reynolds

#s/ Stephen B Reynolds

Stephen ¥ Reynolds

Stephen P Reynolds

Chairman, President and Chief Executive Officer Chairman, President and Chief Executive Officer

Date: March 1, 2007

Date: March 1, 2007
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behalf of each registrant and in the capacities and on the dates indicated.

Signature

Title ' Date

/s/ Stephen P Reynolds

(Stephen P Reynolds)

5/ Bertrand A. Valdman

(Bertrand A. Valdman)

/s James W, Eldredge

(James W, Eldredge)

/o William 5. Ayer

(William S. Aver)

/s Phyllis J. Campbell

(Phyllis ). Campbell)

15/ Craig W Cole

{Craig W. Cole)

fs/ Stephen 1, Frank

(Stephen E. Frank)

1/ Tomio Moriguchi

(Tomio Moriguchi)

/s Dr. Kenneth B Mortimer

{Dr. Kenneth P Mortimer)

/sf Sally G. Narodick

(Sally G. Narodick)

/o Herbert B. Simon

(Herbert B. Simon)

s/ George W. Watson

115

(George W Waison)

Puget Energy 2006 Annual Repont

{Puger Energy and PSE unless otherwise noted)

Chairman, Presider'u and Chief Executive Olficer . ., March 1, 2007
Senior Vice Presidcm Finance and Chief Financial Officer

Vice President, Corporate Secretary and Chief Accounting Officer
Director

Director

Directer

Dircctor

Director

Director

Direcror

[‘)irchr

Directer )




Exhibit Index

Certain of the lollowing exhibits are filed herewith. Certain other
of the following exhibits have heretofore been filed with the
Securities and Exchange Commission and are incorporated herein
by reference.

3.1

3().2

3ii).1

3(ii).2

4.1

4.2

116

Puget Energy

Restated Aricles of Incorporation of Puget Energy
(Incorporated by reference to Exhibit 99.2, Puget
Energys Current Report on Form 8-K dated January 2,
2001, Commission File No. 333-77491).

Restated Articles of Incorporation of PSE (included as
Annex F 1o the Joint Proxy Statement/Prospectus filed
February 1, 1996, Registration No. 333-617).

Amended and Restated Bylaws of Puget Energy dated
March 7, 2003 (Exhibit 3(ii}.1 to the Annual Report on
Form 10-K for the fiscal year ended December 31, 2002,
Commission File No. 1-16305 and 1-4393).

Amended and Restated Bylaws of PSE dated March 7,
2003 (Exhibit 3(ii}.2 to the Annual Report on Form 10-K

. for the fiscal year ended December 31, 2002, Commis-

sion File No. 1-16305 and 1-4393). ‘

Fortieth through Eighty-fourth Supplemental Indentures
defining the rights of the holders of PSES Electric Unitity
First Mortgage Bonds (Exhibit 2-d to Registration

" No. 2-60200; Exhibit 4-c to Registration No. 2-13347;

Exhibits 2-e through and including 2-k to Registration
No. 2-60200; Exhibit 4-h to Registration No. 2-17465;
Exhibits 2-1, 2-m and 2-n.10 Registration No, 2-60200;
Exhibit 2-m to Registration No. 2-37645; Exhibits 2-0
through and including 2-s to Registration No. 2-60200;
Exhibit 5-b to Registration No.'2-62883; Exhibit 2-h 1o
Registration No. 2-65831; Exhibit (4)-j-1 10 Registration
No. 2-72061; Exhibit (4)-a Lo Registration No. 2-91516;
Exhibit (4)}-b 1o Annual Report on Form 10-K [or the
fiscal year ended December 31, 1985, Commission
File No. 1-4393; Exhibits (4)-b and (4)-c 1o Regjstration
No. 33-45916; Exhibit (4):c to Regjstration No, 33-50788;
Exhibit (4)-a to Registration No. 33-53056; Exhibit 4.3
to Registration No. 33-63278; Exhibit 4.25 to Registra-
tion No. 333-41181; Exhibit 4.27 to Current Report on
Form 8-K dated March 5, 1999; Exhibit 4.2 1o Current
Report on Form 8-K dated November 2, 2000; Exhibit
4.2 to Current Report on Form 8-K dated June 3, 2003;
Exhibit 428 to Annual Report on Form 10-K for
fiscal year ended December 31, 2004, Commission File
No. 1-16305 and 1-4393; Exhibit 4.1 to Current Report
on Form 8-K, dated May 23, 2005, Commission File
No. 1-16305 and 1-4393; Exhibit 4.30 to Annual Report
on Form 10-K for [iscal year ended December 31, 2005,
Commission file No, 1-16305 and 1-4393); and Exhibit
4.1 to Current Report or: Form 8-K dated September 14,
2006, Commission File No. 1-4393,

Indenture defining the rights of the holders of PSE% sen-
ior notes (incorporated herein by reference to Exhibii 4-a
to PSE% Quarterly Report on Form 18-Q for the quarter
ended June 30, 1998, Commission File No. 1-4393).
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4.4

4.5

4.6

4.7

4.8

4.9

4.10

4.11

4.12

4.13

4.15

416

4.17

First Supplemental Indenture defining the righis of the
holders of PSE%s senior notes, Series A (incorporated
herein by reference to Exhibit 4-b to PSEs Quarterly
Report on Form 10-Q for the quarter ended June 30,
1998, Commission File No. 1-4393).

Second Supplemental Indenture defining the rights of
the holders of PSE'% senior notes, Series B (incorporated
herein by reference 1o Exhibit 4.6 to PSE5 Current
Report on Form 8-K, dated March 5, 1999, Commission
File No. 1-4393).

Third Supplemental Indenture defining the rights of the
holders of PSE’s senior notes, Series C (incorporated
herein by reference to Exhibii 4.1 10 PSEs Curremt
Report on Form 8-K, dated November 2, 2000, Com-
mission File No. 1-4393).

Fourth Supplemental Indenture defining the rights of the
holders of PSE’s senior notes {incorporated herein by ref-
erence to Exhibit 4.1 10 PSE5 Curreni Report on Form 8-K,
dated June 3, 2003, Commission File No. 1-4393).
Rights Agreement dated as of December 21, 2000
between Puge: Energy and Wells Fargo Bank, N.A.,
as Rights Agent (incorporaied herein by reference
10 Exhibit 4.1 10 Puget Energy’s Registration Statement
on Form 5-3, dated January 11, 2007, Commission File
No. 1-16305}.

Indenture between PSE and the First National Bank of
Chicago dated June 6, 1897 (incorporated herein by ref-
erence to Exhibit 4.1 of PSE’s Quarterly Report on Form
10-Q for the quarter ended June 30, 1997, Commission
File No. 1-4393).

Amended and Restated Declaration of Trust between
Puget Sound Energy Capital Trust and the First National
Bank of Chicago dated June 6, 1997 (incorporated
herein by reference 10 Exhibit 4.2 of PSEs Quartetly
Report on Form 10-Q for the quarter ended June 30,
1997, Commission File No. 1-4393).

Series A Capilal Securitics Guarantee Agreement
between PSE and the First National Bank of Chicago
dated June 6, 1997 (incorporated herein by reference 10
Exhibit 4.3 of PSEs Quarterly Report on Ferm 10-Q
for the quarier ended June 30, 1997, Commission File
No. 1-4393).

First Supplemental Indenture dated as of Ociober 1, 1959
(Exhibit 4-D 10 Registration No. 2-17876).

Sixth Supplemental lndenture dated as of August 1,
1966 (Exhibit to Form 8-K for month of August 1966,
File No. 0-951). '

* Seventh Supplemental Indenture dated as of February 1,

1967 (Exhibit 4-M, Registration No. 2-27038),
Sixteenth Supplemental Indenture dated as of June 1,
1977 (Exhibii 6-05 10 Registration No. 2-60352).
Seventeenth Supplemenual Indenture dated as of August 9,
1978 (Exhibit 5-K,18 to Registration No. 2-64428).
Twenty-second  Supplemental (ndenwure dated as of
J}lly 15, 1986 (Exhibit 4-B.20 to Form 10-K for the year
ended Septernber 30, 1936, File No. 0-951).
Twenty-seventh Supplemental Indenture dated as of Sep-
tember 1, 1990 (Exhibit 4-B.20, Form 10-K for the year
ended September 30, 1998, File No, 10-931).
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Twenty-eighth Supptemental Indenture dated as of July 31,
1991 (Exhibit 4-A, Form 10-Q {or the quarter ended
March 31, 1993, File No, 0-951).

Twenty-ninth Supplemental Indenture dated as of June 1,
1693 (Exhibit 4-A to Registration No. 33-49599).
Thirtieth Supplemental Tndenture dated as of August 13,
1995 (incorporated herein by reference to Exhibit 4-A of
Washington Natural Gas Company’s S-3 Registration
Statement, Registration No. 33-61859).

Thirty-first Supplemental Indenture dated February 10,
1997 (Exhibit 4.30 to the Annual Report on Form 10-K
for the fiscal year ended December 31, 2002, Commis-
sion File No. 1-6305 and 1-4393).

Thiry-second Supplemental Indenture dated April 1,
2005, defining the rights of the holders of PSEs gas util-
ity First Mortgage Bond.

Thirty-third Supplememntal Indenture dated April 27,
2005, defining the rights of the holders of PSES gas util-
ity First Mortgage Bond.

Pledge Agreement dated March 11, 2003 between Puget
Sound Energy and Wells Fargo Bank Northwest, National
Association, as Trustee (incorporated herein by reference
to Exhibit 4.24 1o the Company’s Post-Effective Amend-
ment No. 1 to Registration Statement on Form $-3 dated
July 11, 2003, Commission File No. 333-82940-02).
Loan Agreement dated as of March 1, 2003, between the
City of Forsyth, Rosebud County, Montana and Puget
Sound Energy (incorporated herein by reference to
Exhibit 4.25 to the Company's Post-Effective Amendment
No. 1 10 Registration Statement on Form 5-3, dated July
11, 2003, Commission File No. 333-82490-02).

First Amendment dated as of October 4, 1961 to Power
Sales Contract between Public Uility District No. 1 of
Chelan County, Washington and PSE, relating to the Rocky
Reach Project (Exhibit 13-d to Registration No. 2-24252).
First Amendment dated February 9, 1965 to Power Sales
Contract between Public Utility District No. 1 of Dou-
glas County, Washington and PSE, relating to the Wells
Development (Exhibit 13-p to Registration No. 2-
24252).

Contract dated November 14, 1957 between Public Util-
ity District No. 1 of Chelan County, Washington and
PSE, relating to the Rocky Reach Project (Exhibit 4-1-a
to Registration No. 2-13979).

Power Sales Contract dated as of November 14, 1957
between Public Utility District No. 1 of Chelan County,
Washinglon and PSE, relating to the Rocky Reach Project
(Exhibit 4-c-1 to Registration No, 2-13979).

Power Sales Contract dated May 21, 1956 between Pub-
lic Utility District No. 2 of Grant County, Washingion
and PSE, relating to the Priest Rapids Project {Exhibit 4-
d 10 Registration No. 2-13347),

First Amendment to Power Sales Contract dated as
of August 5, 1958 between PSE and Public Utility Dis-
trict No. 2 of Grant County, Washington, relating o the
Priest Rapids Development (Exhibit 13-h to Registration
No. 2-15618B).
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10.12

10.13

10.14
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10.17
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Power Sales Contract dated June 22, 1959 between Pub-
lic Utility Distriet No. 2 of Grant County, Washington
and PSE, relating to the Wanapum Development
{Exhibit 13-j to Registration No. 2-15618).

Agreement 1o Amend Power Sales Contracts dated July 30,
1963 between Public Utility District No. 2 of Grant
County, Washington and PSE, relating to the Wanapum
Developrment (Exhibit 13-1 1o Registration No. 2-21824).
Power Sates Contract executed as of September 18, 1963
between Public Utility District No. 1 of Douglas County,
Washington and PSE, relating to the Wells Development
(Exhibit 13-r to Registration No. 2-21824).
Construction and Ownership Agreement dated as of
+July 30, 1971 between The Montana Power Company
and PSE (Exhibit 5-b 10 Registration No. 2:45702),
Operation and Maintenance Agreement dated as of
July 30, 1971 between The Montana Power Company
and PSE (Exhibit 5-c to Registration No. 2-45702).
Contract dated June 19, 1974 between PSE and PU.D.
No. 1 of Chelan County (Exhibit D 1o Form 8-K dated
July 5, 1974).

Transmission Agreement dated April 17, 1981 between
the Bonneville Power Administration and PSE {Colstrip
Project) (Exhibit {10)-55 10 Annual Report on Form 10-K
for the fiscal year ended December 31, 1987, Commls-
sion File No. 1-4393).

Transmission Agreement dated April 17, 1981 between
the Bonneville Power Administration and Montana Inter-
tie Users (Colstrip Project} (Exhibit (10)-56 to Annual
Report on Form 10-K for the fiscal year ended Decem-
ber 31, 1987, Commission File No. 1-4393).
Ownership and Operation Agreement dated as of May 6,
1981 between PSE and other Owners of the Colstrip
Project (Colstrip 3 and 4) (Exhibit (10}-57 to Annual
Report on Form 10-K for the fiscal year ended Decem-
per 31, 1987, Commissicn File No. 1-4393).

, Colstrip Project Transmission Agreement dated as of

May 6, 1981 between PSE and Owners of the Colsirip
Project (Exhibit (10)-58 10 Annual Report on Form 10-K
for the fiscal year ended December 31, 1987, Commis-
sion File No. 1-4393).

Common Facilities Agreement dated as of May 6, 1981
between PSE and Owners of Colstrip 1 and 2, and 3 and
4 (Exhibit (10)-5% 10 Annual Report on Form 10-K for
the fiscal vear ended December 31, 1987, Commission

_File No. 1-4393).

Amendment dated as of June 1, 1968, to Power Sales
Contract between Public Utility District No. 1 of Chelan
County, Washington and PSE (Rocky Reach Project)
(Exhibit (10)-66 to Annual Report on Form 10-K for the
fiscal year ended December 31, 1987, Commission File
No. 1-4393),

Transmission Agreement dated as of December 30, 1987
between the Bonneville Power Administration and PSE
{Rock Island Project) {Exhibit (10)-74 to Annual Report
on Form 10-K for the fiscal year ended December 31,
1988 - Commission File No. 1-4393).
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Power Sales Agreement between Northwestern
Resources (formerly The Montana Power Company) and
PSE dated as of Oclober 1, 1989 (Exhibit {10)-4 10
Quarterly Report on Form 10-Q for the quarter ended
September 30, 1989, Commission File No. 1-4393).
Amendment No. 1 to the Colstrip Project Transmission
Agreement dated as of February 14, 1990 among The
Montana Power Company, The Washington Water Power
Company (Avista), Portland General Electric Company,
PacifiCorp and PSE (Exhibit (10)-91 1o Annual Report
on Form 10-K for the f{iscal year ended December 31,
1990, Commission File No. 1-4393),

. Agreement [or Firm Power Purchase (Thermal Project)

dated December 27, 1990 among March Point Cogen-
eration Company, a California general partnership
comprising San Juan Energy Company, a Calilornia cor-
poraiion; Texas-Anacortes Cogeneration Company, a
Delaware corporation; and PSE (Exhibit (10}-4 1o
Quarterly Report on Form 10-Q for the quarter ended
March 31, 1991, Commission File No. 1-4393).

Agreement for Firm Power Purchase dated March 20,
1991 between Tenaska Washington, Inc., a Delaware
corporation, and PSE {Exhibit (10)-1 to Quarterly

Report on Form 10-Q for the quarier ended june 30, -

1991, Comnmission File No. 1-4393).

Amendment of Seasonal Exchange Agreement. dated
December 4, 1991 between Pacific Gas'and Electric
Company and PSE {(Exhibit {10)-107 10 Annual Report
on Form 10-K for the fiscal year ended December 31,
199}, Commission File No. 1-4393).

Capacity and Energy Exchange Agreement, dated as of
October 4, 1991 between Pacific Gas and Electric Com-
pany and PSE (Exhibit (10)-108 to Annual Report on
Form 10-K for the fiscal year ended December 31, 1991,
Commission File No. 1-4393).

General Transmission Agreement dated as of Decem-
ber 1, 1994 between the Bonneville Power Administra-
tion and PSE (BPA Contract No. DE-M579-94BP93947)
{Exhibit 10.115 tc Annual Report on Form 10-K for the
fiscal year ended December 31, 1994, Commission File
No. 1-4393).

PNW AC Intertie Capacity Ownership Agreement dated
as of October 11, 1994 between the Bonneville Power
Administration and PSE (BPA Coniract No. DE-MS$79-
94BP94521) (Exhibit 10.116 to Annual Report on Form
10-K for the fiscal year ended December 31, 1994, Com-
mission File No. 1-4393).

Amendment o Gas - Transportation Service Contract
dated July 31, 1991 between Washington Natural Gas
Company and Northwest Pipeline Corporation (Exhibit
10-E.2 10 Form 10-K for the vear ended September 30,
1995, File No. 11271).

Firm Transportation Service Agreemem-dated Janu-
ary 12, 1994 between Northwest Pipeline Corporation
and Washington Natural Gas Company for firm trans-
portation service from Jackson Prairie (Exhibit 10-P to
Form 10-K [or the year ended September 30, 1694, File
No. 1-11271).
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**10.39

**10.40
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Power Sales Contract dated April 15, 2002, between
Public Utility District No. 2 of Gram County, Washing-
ton, and PSE, relating to the Priest Rapids Project.
(Exhibit 10-1 10 Form 10-Q for the quarter ended
June 30, 2002, File No. 1-16305 and 1-4393).
Reasonable Porticn Power Sales Contract dated April 15,
2002, between Public Uity District No. 2 of Grant
County, Washington, and PSE, relating 10 the Priest
Rapids Project. (Exhibit 10-2 to Form 10-Q for the quar-
ter ended June 30, 2002, File No. 1-16305 and 1-4393).
Addilional Power Sates Contract dated April 15, 2002,
between Public Utility District No. 2 of Grant County,
Washingten, and PSE, relating to the Priest Rapids Pro-
ject. (Exhibit 10-3 10 Form 10-Q for the quarter ended
June 30, 2002, File No. 1-16305 and 1-4393).
Amended and Restated Credit Agreement dated
March 25, 2005 covering PSE and various banks named
therein, Wachovia Bank Nationa! Association as admin-
istrative agent. (Exhibit 99.1 1o Current Report on
Form 8-K, dated March 29, 2005, Commission File No.
1-4393 and 1-16305),

First Amendment to the Amended and Restated Credit
Agreement dated April 4, 2006 cover PSE and various
banks named therein, Wachovia Bank National Associa-
tion as administrative agent. (Exhibit 10.1 10 the Current
Report of Form 10-Q, dated March 31, 2006, Commis-
sion File Nos. 1-16305 and 1-4393).

Loan and Serving Agreement dated December 20, 2005,
among PSE, PSE Funding, Inc., and ).P. Morgan Chase
Bank as program agent {Exhibit 10.2 to the Current
Report on Form 8-K dated December 22, 2005, Com-
mission Fijfe No. 1-4393 and 1-16305).

Receivable Sale Agreement dated December 20, 2003,
among PSE and PSE Funding, Inc. (Exhibit 10.1 to the
Current Report on Form 8-K dated December 22, 2005,
Commission File Nos, 1-16305 and 1-4393),

Pugel Energy, Inc. Non-employee Director Stock Plan.
(Appendix B 10 definitive Proxy Statement, dated March 7,
2003, Cemmission File No. 1-16305).

Pugel Energy, Inc. Employee Stock Purchase Plan.
(Incorporated herein by reference to Exhibit 99.1
to Puget Energy’s Post Effective Amendmernt No. 1 10
Form 5-8 Registration Statemert, dated January 2, 2001,
Commissicn File No. 333-41113.99)

Puget Energy 2005 Long-Term Incentive Plan. (Appen-
dix A 1o definitive Proxy Statement, dated March 7,
2005, Commission File No. 1-16305).

Amendment No. 1 to 2005 Long-Term Incentive Plan of
Puget Energy, Inc. (Exhibit 10.1 to the Current Report
on Form 8-K, dated February 14, 2006, Commission
File Nos. 1-16305 and 1-4393). :
Employment agreement with S. P Reynolds, Chief Exec-
utive Officer and President dated [anuary 7, 2002
(Exhibit 10.104 to the Annual Report on Form 10-K for
the fiscal year ended December 31, 2001, Commission
File No. 1-16305 and 1-4393).

First Amendment daied May 10, 2005 to employment
agreement with S. P Reynelds, Chief Executive Officer
and President, daied as of January 1, 2002 (Exhibit 10.3
to the Current Report on Form 8-K, dated May 12,
2005, Commission File Nos. 1-16305 and 1-4393).




**10.43 Second Amendment dated February 9, 2006 to employ-
ment agreement with S. P Reynolds, Chief Executive
Officer and President, dated as of January 1, 2002 and
amended as of May 10, 2005 (Exhibit 10.2 to the Cur-
rent Report on Form 8-K, dated February 14, 2006,
Commission File Nos. 1-16305 and 1-4393).

#%10.44 Restricted Stock Award Agreement with S. P Reynolds,
Chief Executive Officer and President, dated January 8,
2004 (Exhibit 10.90 1o the Annual Report on Form 10-K
for the fiscal year ended December 31, 2003, Commis-
sion File No. 1-16305 and 1-4393).

*+10.45 Restricted Stock Unit Award Agreememt with 5. P
Reynolds, Chiel Executive Officer and President dated,
January 8, 2004 {Exhibit 10.91 10 the Annual Report on
Form ]O K for the fiscal year ended December 31, 2003,
Cofnmission File No. 1-16305 and 1-4393).

**10.46 Restricted Stock Award Agreement with S. B Reymolds,
Chiéf Executive Officer and President, dated January 8
2002 (Exhibit 99.1 10 Form S$-8 Registration Statement,
dated January 8, 2002, Commission File No. 333-76424).

**10.47 Nonqualified Stock Option Grant Notice/Agreement
with S. B Reynolds, Chief Executive Officer and Presi-
dent dated March 11,.2002 (Exhibit 99.1 and Exhibit
962 to Form 5-8 Régistration Statement dated March
18, 2002, Commission File No, 333-84426).

**10.48 Puget Sound Energy Amended and Restated Supplemen-
tal Executive Retirement Plan for Sénior Management
dated October 5, 2004. (Exhibit 10.55 to Annual Report
on Form 10-K fot fiscal year ended December 31, 2005,
Commission File No. 1-16305 and 1-4393).

**10.49 Puget Sound Energy Amended and Restated Deferred
Compensation Plan for Key Employees dated January 1,

2003. (Exhibit.10.56 to.Annual Report on Form 10-K .

for fiscal year ended December 31, 2003, Commlssmn
_File No. 1-16305 and 1-4393).

*+10.50 Puget Sound Energy Amended and Restated Deferred
Compensation Plan: for Nonemployee Directors dated
October 1, 2000. (Exhibit 10.57 to Annual Report on
Form 10-K for fiscal year ended December 31, 2005,
Commission File No. 1-16305 and 1-4393).

*10.51 .Summary of Director Compensation.

**10.52 Performance-Based Restricled Stock Award Agreement

with S. P Reynolds, Chief Executive Officer and Presi-
dent, dated May 12, 2005 (Exhibit 10.4 10 the Current
Report on Form 8-K, dated May 12, 2005, Commission
File Nos. 1-16305 and 1-4393).

**10.53 Form. of Amended.and Reéstated Change .of Control
Agreement between Puget Sound Energy, Inc, and Exec-
utive Officers (Exhibit 10.3 to the Current Repori on

Form 8-K, dated February 14, 2006, Commission File

Nos. 1-16305 and 1-4393).
#%10.54 Form of Performance-Based Restricted Stock Award Agree-
ment between Puget Sound Energy and Key Employees
{Exhibit 10.1 to the Current Report on Form 8-K, dated
Febmafy 28, 2006, Commission File No. 1-16305).
Summary of Severance Benefit for B. A. Valdman, Senior
Vice President Finance and Chief Financial Officer.
*10.56 Restricted Stock Award Agreement with B. A. Valdman,
Senior Vice President Finance and Chief Financial Officer,
dated December 4, 2003.

*10.55
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*12.1
*12.2
*21.1

*21.2
*23.1

#3111

© %312

*31.3

*31.4

*32.1

*322

- ** Management contract or compensating plan er arrangement.

Statement setting forth computation of ratios of earnings
to fixed charges of Puget Energy (2002 through 2006).
Staternent setting forth computation of ratios of earn-
ings 10 fixed charges of Puget Sound Energy (2002
through 2006). '

Subsidiaries of Puget Energy.

Subsidiaries of PSE.

Consent of PricewaterhouseCoopers LLP

Certification of Puget Energy— Certification Pursuant 1o

18 U.5.C. Section 1350, as Adopted Pursuant to Section -

302 of the Sarbanes-Oxley Act of 2002—Stephen P
Reynolds.

Certification of Puget Energy - Centification Pursuant to
18 U.5.C. Section 1350, as Adopted Pursuant 10 Section
302 of the Sarbanes-Oxley Act of 2002— Bertrand A,

Valdman. -

Certification of Puget Sound Energy —Certification Pur-
suant to 18 U.S.C. Section 1350, as Adopted Pursuant 1o
Section 302 of the Sarb:mes Oxley Act of 2002~
Stephen P Reynolds.

Certification of Puget Sound Energy--Certification Pur-

- suant to 18 U.S.C. Section 1350, as Adopted Pursuant to

Section 302 of the Sarbanes-Oxley Act of 2002 —Ber-
trand A. Valdman.
Certification Pursuant to 18 U.S.C. Section 1350, as

.Adopted Pursuant to Section 806 of the Sarbanes -Oxley

Act of 2002 —Stephen P Reynolds.

Certification Pursuant to 18 U.S.C. Seciion 1350, as
Adopted Pursuant to Section 906 of the Sarbanes-Oxley
Act of 2002 —Bertrand A. Valdman. :

'
‘

*  Filed herewith.




Puget Energy—Historical Financial Data

Year ended December 31 . N B . % change
" (Dollars in thousands, except per-share amounts) 2006 2005 2004 2003 2002 05 10 06
. Operaling revenues: ) ) .

Electric! $1,777,745 $1,612,869 $1,423,034 $1,400,743 $1,288,744 10.2%

Gas ) 1,120,118 952,515 769,306 634,230 697,135 17.6%

Other ) 7.830 7,826 6,537 6,043 9,753 0.1%

Total operating revenues . 2,905,693 2,573,210 2,198,877 - 2,041,016 1,995,652 12.9%

Operating expenses: ) o '

Energy costs: ) ) .
Purchased electricity! 917,801 860,422 723,567 714,469 568,230 6.7%
Electric generation fuel s 97,320 73.318 . . 80,772 64 999 . 113,538 32.7%
Residential exchange . (163,622) (180,491) (174,473) (173,840) (149 .970) -9.3%
Purchased gas . 723232 592,120 C 451302 327432 405,016 22.1%
Unrealized gain (loss) on derivative instruments 71 472 (526) 106 , (11,612) -85.0%

Ulililyloperations and maintenance 354,590 333,256 291,232 289,702 286,220 6.4%

Other operations and maintenance 3,041 2,657 2,326 1,548 2,400 14.5%

Depreciation and amortization 262,341 241,634 228,566 220,087 15317 8.6%

Conservation amortization ‘ T 32,320 24308 22,688 33,458 ~ 17,501 33.0%

Taxes other than income taxes 155,712 233 .?4_2 208,989 194 857 202 381 9.4%

Income Laxes 96,271 88,609 76,756 70,775 52,558 8.6%

Total operating expenses 2,579,077 2,270,047 1,911,199 1,743,293 1,701,579 13.6%

Operating income ‘ 326,616 303,163 287,678 267,723 294073 7.7%

Other income, expenses and income taxes 8,747 8,309 4,362 1,587 5215 5.3%

Enterest charges - (168,139) (165,189) (166,630) ~. (179,559) (190,860) 1.8%

Preferred stock dividends of subsidiary - - — — — (3.151) (7,831) N/A

Net income from continuing operations , . 167,224 146,283 125410 114,600 100,597 14.3%

Income (loss) from discontinued segment (net of tax) 51,903 9514 {70,388) 1,766 9,455 N/A

Income before cumulative effect of accounting change 219,127 155,797 55,002 . 116,366 110,052 40.6%

Cumuiative effect of implementation of accounting change (net of 1ax} B9 (71} — ‘ (169) — N/A

. Net income $ 219,216 § 155,726, $ 55,022 $ 116,197 $ 110,052 40.8%

Commeon shares owstanding weighted average (in thousands} 115,999 102,570 99,470 94,750 88,372 13.1%

Diluted shares outstanding weighted average (in thousands) 116,457 103,111 89911 95,309 88,777 12.9%

Basic earnings per common share before cumularive effect from

accounting change ' 5 L4 0§ 143 0§ 126 % 121 % 113 0.7%
Basic earnings per common share from discentinued operations 0.45 0.09 (0.71) 0.02 Q.11 N/A
Basic earnings per common share from

cumulative effect from accounting change — — - — — N/A
Basic earnings per common share ) $ 1.89 $ 1.52 $ 0.55 3 123 $ 124 24.3%
Diluted earnings per common share before cumulative effect from .

accounting change $ 1.44 3 1.42 $ 126 . % 1.20 3 113 1.4%
Diluted earnings per common share from discontinued operations 0.44 0.09 (0.71) 002 Q.11 N/A
Diluted earnings per common share from

cumulative effect from accounting change — — — L= — N/A

Diluted earnings per common share $ 1.88 $ 1.51 $ 0.55 ¥ 1.22 3. 1.24 24.0%

Dividends per share of common stock $ 1.00 $ 1.00° % 1.00 $ +1.00 $ 1.21 0.0%

Total assets (at year-end) ) $7.066,039.  $6,609,951 $5,851,219 $5,708,724 $5,772,132 6.9%
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Year ended December 31 % change
{Dollars in thousands, except per-share amounts) 2006 2005 2004 2003 2002 0510 06
Indicators and Ratios
Capitalization (at year-end}

Debt (including short term and current maturities) 58.7% 50.4% 52.5% 51.5% 52.4% 16.4%

Preferred stock? 0.7% 5.3% 7.0% 7.1% 10.0% -87.6%

Common shareholders’ investment 40.6% 44.3% 40.5% 41.4% " 37.6% -8.5%
Average cost of debt 6.8% 6.8% 6.6% 6.7% 7.4% -0.6%
Times interest earned (before income taxes) 2.6 2.4 22 21 1.8 6.0%
Dividend yield 3.9% 4.9% 4.0% 4.2% - 4.5% -19.5%
Dividend payout ratic 52.9% 65.8% 181.0% 81.4% 97.8% -19.6%
Book value per share $18.18 $17.52 $16.24 $16.71 516.27 3.8%
Return on average common equily 10.6% 8.5% 3.4% 7.3% 7.6% 24.0%
Rewrn on total assets 3.1% 2.4% 0.9% c 2.0% 1.9% 31.7%
Effective tax rate 35.6% 37.0% 37.1% 37.5% 33.4% -3.8%

1 Operating Electric Revenues and Purchased Electricity expenses in 2003 and 2002 were sevised as a result of implementing Emerging lssues Task Force Issue No. 03-11, *Reporting Realized Gains and Losses
on Derivative [nstruments That Are Subject 1o FASB No. 133 and Not 'Held for Trading Purposes’ as Defined in Issue No. 02-03" (EFTE No. 03-11), which becarne ellective on January 1, 2004. Operating Elec-
tric Revenues and Purchased Electricity expense [or Puget Energy and Puget Sound Energy were reduced by $108.7 million and $77.1 million in 2003 and 2002, respectively, with no effect on net income.

2 ncludes $280.25 million in 2003 and $300 million in 2002 of corporation-cbligated, mandatorily redeemable preferred securities of subsidiary 1rust holding solely junior subordinated debentures of the corporation.
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Historical Operating Data

% change
2006 2005 2004 2003 2002 05 10 '06
Energy Sales Revenues
Electricity (in thousands)!
Residential $ 788,237 $ 690,184 $ 628,869 $ 803722 $ 6l6,522 14.2%
Commercial 702,754 629,008 580,973 356,038 536,021 11.7%
Industrial 103,043 93,922 88,779 88,201 G0,121 9.7%
Other? 87,220 85,701 57,194 58,452 19,382 1.8%
Transportation 11,488 9,027 10.707 11,542 15,551 27.3%
Sales 10 other utilities and marketers’ 85,003 105,027 56,512 82,788 T 11,147 -19.1%
Toual 1,777,745 1,612,869 1,423,034 1,400,743 1,288,744 10.2%
Natural gas (in thousands)?
Residential 697,632 562,361 478,969 401,717 - 428,569 17.8%
Commercial 335.662 281,332 225,834 178,153 209,516 16.3%
Industrial 57,062 48,318 38,800 29728 35,119 18.1%
Transporiation 13,269 13,277 12,968 13,796 12,851 -0.1%
Other 16,493 17.227 12,735 10,836 11,100 -4.3%
Total 1,120,118 952,515 769,306 634.230 697,155 17.6%
Total energy sales revenues $2.897.863 $2,565,384 $2,192,34C $2,034,973 $1.985.899 13.0%
Energy and Transportation Sales Volumes
Electricity {thousands of MWh)
Residential 10,593 | 10,322 10,028 9.846 9.846 2.6%
Commercial 8,939 8.647 8.450 8222 8,012 3.4%
Industrial 1,369 1,358 1,353 1,373 1,416 0.8%
Other? 198 145 54 158 (12) 36.6%
Transportation 2,092 2,030 1,989 2,021 2,307 3.1%
Sales 10 other ulilities and marketers® 2,068 1,888 1,317 2,166 678 9.5%
Total MWh sales 25,2539 24,390 23,191 23,786 22247 3.6%
Natural gas (millions of therms}2
Residenuial 533 510 489 500 500 4.5%
Commercial 291 276 270 268 288 5.4%
Industrial 52 50 49 47 51 4.0%
Transpornation 207 168 202 210 208 4.5%
Total gas volumes 1,083 1.034 1,010 1,025 1,047 4.7%
Customers Served (Annual average)
Electricity .
Residential 909.876 893,576 ar7.711 854,088 839.878 1.8%
Commercial 111,672 111,587 106,238 108,479 104 273 1%
Industrial 3,696 3877 3.980 3952 3,953 4.7%
Other 2,637 2426 2,197 2060 1,932 B.7%
Transportation 18 17 17 16 16 5.9%
Total electricity cusiomers3 1,027,899 1,011,483 993,143 968,595 950,052 1.6%
Natural gas
Residential 649,373 629,563 610,181 583,439 565,003 3.1%
Commercial 51,446 50,647 49,593 47,388 46,523 L.6%
[ndustrial 2,649 2,680 2719 2,721 2,770 -1.2%
Transportation 122 129 129 134 122 -5.4%
Total natural gas customers? 703,590 683,019 662,622 633,682 3.0%
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% change

2006 2005 2004 2003 2002 05 1006

Heating Degree Days .

Actual {at $ea-Tac Airport) T 4,476 . 4,489 4,421 4,527 4,946 ©-03%
Normal (30-year average)? - ’ 4,797 4,797 4818 4,707 4,797 0.0%
% colder (warmer) than average 7% -6% -8% -6% 3% 12%
Average Annual Residential Data . :

Eleciric usage per customer (kWh) ) 11,644 11,551 i1,471 11,528 - 11,723 0.8%
Electric revenue per customer $ 866 s 772 5 716 % 707 $ 741 C12.2%
Price per kWh sold (average) $0.0744 50.0660 $0.0627 $0.0617 $0.0632 11.2%
Natural gas usage per customer (therms) 821 810 808 857 886 1.4%
Natural gas revenue per customer $ 1,074 s o s 701 $ 689 5 759 14.2%
Price per therm {average) ' . $ 1308 $ 1.161 $ 0.979 $ 0.803 $ 0.855 12.7%
Tetal Employees® - 2,400 5,300 4,900 5,200 4,700 -54.7%

1 Operating Revenues in 2004, 2003 and 2002 were reduced by $4.8 million, $7.7 million and $12.7 million, respectively, as a result of PSES sale of $237.7 million of its investment in customer-owned conset-
vation measures. Beginning in July 2003, these revenues are now consolidated as a result of Financial Accounting Standards Board Interpretation No. +6.

2 Includes change in unbilled revenue.

¥ In 2006, 2003, 2004, 2003, and 2002 approximately 356,201, 342,200, 324, 17"-1 310,900 and 305,300 customers, respectively, purchased both forms of energy lrom PSE.

* Seattle-Tacoma Airport statistics reporied by NOAA wh:ch are hascd on a J0-year average from 19712000

3 Sales te Other Uhilities 2nd Marketers in 2003 and 2002 were revised as a resuh of Emerging Issues Task Force ssue No. 03-11, which was effective January 1, 2004. Rnenurs from Sales to Other Utilnies
and Marketers were reduced by $108.7 million and $77.1 million in 2003 and 2002, respcclucl) Sales volumes 1o Other Utilities and Marketers were reduced by 2,941,707 MWh and 2,789,353 MWh in 2003
and 2002, respectively. :

6 Total employees included InfrastruX employees in 2005, 2004, 2003 and 2002 cansisting el 3,000, 2,700, 3,009 and 2,547, respectively. ’ B N
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Corporate Information

2007 ANNUAL MEETING
Friday, May 4, 2007, 10 a.m.
Puget Sound Energy Auditorium
Puget Sound Energy Corporate Campus
10885 N.E. 4th Street
Bellevie, WA 98004

REPORTS AND PUBLICATIONS

Copies of Puget Energys and Pugel Sound Energys Form 10-K,
Form 10-Q or other reports are available free upon request by con-
tacting Pugei Energy Investor Services, accessing the information

on the companys Web site at pugetenergy.com, or at the Securities -

and Exchange Commission Web site at sec.gov.

The Puget Sound Energy Stewardship Report, outlining the
company’ sociat, environmental and community responsibilities,
is available on the utility’s Web site at pse.com.

STOCK TRANSFER AGENT AND REGISTRAR

Wells Fargo Shareowner Services maintains the companys
shareholder records, distributes dividend payments and adminis-
ters the Stock Purchase and Dividend Reinvestrment Plan. They may
be contacted at the following:

Via the U.S. Postal Service:
Wells Fargo Shareowner Services
PO. Box 64854

St. Paul, MN 55164-0854

Via overnight or express mail services:
Wells Fargo Shareowner Services

161 N, Concord Exchange

South St, Paul, MN 55075-1139

Telephone: (800} 997-8438
Website: wellsfargo.corm/shareownerservices
From outside the U.S.; (651) 450-4064

STOCK PURCHASE AND DIVIDEND REINVESTMENT PLAN

Puget Energys Stock Purchase and Dividend Reinvesiment
Plan provides a convenient way to reinvest dividends on Puget
Energy common stock into additional shares a1 market price. Share-
holders also may make optional cash invesimenis of up to $20,000
per month for the purchase of Puget Energy commen stock.

More than 26,800 shareholders, or approximately 73 percent
of the Companys 36,800 regisiered common shareholders, partic-
ipated in the plan as of Dec. 31, 2006. In order to receive a plan
prospectus, please contact Wells Fargo Shareowner Services at the
address and phone number provided.
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DIVIDEND CALENDAR
Quarterly dividends on common stock, as dectared by the
Board of Directors, normally are paid on the 15th day of February,

- May, August and November each year.

STOCK EXCHANGE LISTING

Puget Energy common stock is iraded under the symbol PSD
on the New York Stock Exchange (NYSE) and may be quoted as
PugetEngy in financial publications.

CORPORATE HEADQUARTERS
Puget Energy and Puget Sound Energy
‘PO. Box 97034
Bellevue, WA 980090-9734
Telephone: (425) 454-6363
Web sites: pugetenergy.com and pse.com

PUGET ENERGY INVESTOR SERVICES
10885 NE 4th Street, Suite 800
PO. Box 97034
Bellevue, WA 98009-9734
Telephone: (425) 462-3808

FINANCIAL ANALYST CONTACT
Durga Doraisamy
Director Investor Relations
Telephone: (425) 462-3808

BANKER CONTACT
Donald E. Gaines
Vice President—Finance and Treasurer
Telephone: {(425) 462-3870

NEWS MEDIA CONTACT
Puget Sound Energy 24-hour media line: (888) 831-7250

EMPLOYMENT POLICY
Puget Energy, through its subsidiary Puget Sound Energy, is an
equal opportunity employer.

INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM
PricewaterhouseCoopers LLP
Seattle, Washington




DIRECTORS  Puget Energy and Puget Sound Energy  QFFICERS  Puget Energy and Puget Sound Energy

William 5. Ayer Stephen B Reynolds'
Chairman, President and CEQ Chairman, President and CEQ
Alaska Airlines and Alaska Air Group
Darren P Brady
Phyllis ]. Campbell » ’ Senior Vice President Customer Service and Information Technology and
President and CEO ’ Chief Information Officer .
The Seattle Foundation .
Philip K. Bussey
Craig W. Cole Senior Vice President Corporate Affairs
President and CEO
Brown & Cole Stores James W. Eldredge!
: Vice President, Corporate Secretary and Controller
Stephen E. Frank ' Chief Accounting Officer
Chairman, President and CEQ (retired)
Southern California Fdison ) Doneld E. Gaines'

. Vice President Finance and Treasurer
Tomto Moriguchi

Chairman and CEO : Kimberly J. Harris
Uwajimaya, Inc. Senior Vice President Regulatory Policy and

Energy Efficiency
Kenneth P Mortimer .
Senior Associate Eric M. Markell
National Center for Higher Education Management Systems ) Senior Vice President Energy Resources
President Emeritus ) Susan McLain \
Western Washington University and University of Hawai Sentor Vice President Operations .
Changellor Emeritus . )
University of Hawdii at Manoa ‘ Marla D. Mellies

. Vice President Human Resources

Sally G. Narodick -
President (retired) Jennifer L. O’Connor’
Narodich Consulting Senior Vice President, General Counsel

and Chief Ethics and Compliance Officer
Stephen B Reynolds' .
Chairman, President and CEQ Calvin E. Shirley
Puget Energy and Puget Sound Energy : Vice President Energy Efficiency Services
Herber1 B. Simon * Bertrand A. Valdman'
Member Senior Vice President Finance
Simon johnsan, L1_C. and Chief Financial Officer
Gearge W, Watson : Paul M. Wiegand ‘
President and CEO ’ Vice President Project Development and
CriticalControl Solutions Corp. - Contract Manggement

" Holds office for both i’ugct Energy and Puget Sound Energy.

Puget Energy is the Bellevue, Washington-based pareﬁt of Puget Sound Energy (PSE). Washington’s oldest and largest energy utility, PSE serves more than
1 million electric’and 713,000 natural gas customers. Puget Energy trades on the New York Stack Exchange under the ticker symbol PSD,
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