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FINANCIAL HIGHLIGHTS

Year Ended December 3

* Dividend suspended beginning in the third quarter 2002.

(% in millions, except per share amounts}) 2006 . 2005 2
FINANCIAL DATA
Operating revenues $ 2,017 §$ 2313 § 2451
Power Generation - Midwest operating income 208 194 194
Power Generation - Northeast operating income 55 29 21
Power Generation - South operating loss (55) 21 {52)
Customer Risk Management operating income (loss) 7 (647) (118)
~Regulated Energy Delivery operating income - - 139
Operating income (loss) 52 (838) (100}
Income from discontinued operations, net of tax 24 899 165
Net income {loss) (333) 90 (15)
Net income (loss) applicable to common shareholders (342) 68 37
Capital expenditures, investments and acquisitions 163 315 34
Cash flow provided by (used in) operations (194) 30) 5
Total long-term debt and obligations 4,034 5,606 5,532
COMMON SHARE DATA
Earnings (loss) per diluted common share ($0.75) $0.18 (30.10)
Annual cash dividend per common share’ - - -
Market price at year-end 7.24 4.84 4.62
Average common shares outstanding (in millions)
Diluted 509 513 504
Basic 459 387 378
OPERATING STATISTICS
Power Generation - Midwest
Electric power generated {(net million megawatt hours) 22 22 23
Power Generation - Northeast
Electric power generated (net million megawatt hours) 4 ‘8 6
Power Generation - South
Electric power generated (net million megawatt hours) 4 5 7
Natural Gas Liquids ™
Natural gas liquids produced (thousand barrels per day) - 80 84
Natural gas liquids sold (thousand barrels per day) - 258 283
Fractionation throughput (thousand barrels per day) - 174 203

" Operating statistics for Natural Gas Liguids for the year ended December 31, 2005 only included statistics through October 31, 2005 due

1o the sale of the business.

This annual report contains statements reflecting assumptions, expectations, projections, intentions or beliefs about future events that are intended as "forward-
looking statements.” These statements represent our judgment on the future based on various factors and using numerous assumptions, and are subject to known
and unknown risks, uncertainties and other factors that could cause our actual results and financial position to differ materially from those contemplated by the
statements. You can identify these statements by the fact that they do not relate strictly to historical or current facts, and they include words such as "anticipate,”
"estimate,” "project,” "forecast,” "plan,” "may,” "will," "should,” "expect” and other words of similar meaning. For information concerning our forward-locking
statements and important factors that could cause our actual results to differ materially from those in such statements, see page 22 of the Form 10-K.




GUIDING PRINCIPLES

WHAT WE DO:

Produce and sell electric energy, capacity and ancillary services in key U.S. markets.
WHAT WE VALUE:

= Our colleagues and teamwork.

= Honesty and integrity.

= Clear, candid and open communications.

» Diversity and inclusiveness in culture, experience and ideas.
= Commitment, discipline and focus.

s Individual responsibility and accountability.
HOW WE OPERATE:

= Do the right things with an expectation that the right things will happen.

= Operate safely, efficiently and consistent with our legal, ethical and environmental obligations.
» Trust and respect our fellow employees.

» Engage and develop our employees.

* Do things once and do them right.

® Recognize and reward performance.

» Work cooperatively and collaboratively.
WE WILL BE SUCCESSFUL WHEN:
= Qur investors demonstrate confidence in our business strategy.

= Qur employees live these Guiding Principles in their every action.

» Our communities recognize Dynegy as a valued corporate citizen.




To OUR INVESTORS:

I would like to begin by thanking you for your continued interest in Dynegy. This is a company committed
to clear communications with investors, and, as in past years, ! am using this opportunity to discuss events and
milestones of the previous year and, going forward, our strategy for creating near-term, medium-term and
long-term value for our stockholders. .

2006 was a notable year for Dynegy and our investors. We completed our strategic and financial
restructuring objectives. We continued to deliver a strong operational perfbrmance. And, we announced a
significant growth initiative with LS Power. The LS Power combination, which closed on April 2, 2007,
increased the scale, scope and diversification of our power generation enterprise to nearly 20,000 megawatts
in threé strategic regions of the country — the Midwest, the West and the Northeast. This increased scale and
scope does not come at the expense of significantly higher corporate overhead or general and administrative
costs. In fact, we anticipate modest incremental general and administrative costs of approximately 14 percent
for 2007 to support a greater than 70 percent increase in productive assets under management.

Dynegy’s new power generation portfolio is also more resilient and diverse, with much stronger free cash
flow. Today, LS Power has a 40 percent equity ownership in Dynegy. Our Class B stockholder shares our focus
on capitalizing on the dominant trends in our sector today — consolidation and growth in demand for clean,
reliable and affordable sources of electricity.

Throughout the year as we worked to define a strategy for sector leadership and growth, we never lost sight
of “doing the right things” in terms of our financial and operational performance, our safety and environmental
responsibilities and our overarching commitment to delivering value to common stockholders. In each of these
areas, we produced strong results that provided the foundation and momentum for future growth.

2006 accomplishments

Financial Performance

In late 2005, we sold our midstream natural gas business to Targa Resources for $2.4 billion. In 2006, we
utilized the sales proceeds in an efficient, productive manner to launch and complete a comprehensive liability
management plan. This initiative significantly reduced debt and other obligations, simplified our capital structure,
eliminated dilutive securities and reduced our interest expense going forward.

Our liability management plan effectively completed our multi-year self-restructuring initiative and
furthered our progress in reducing debt, tolling and other obligations from approximately $14 billion in 2002
to approximately $4 billion at the beginning of 2007.

. During 2006, we also maintained our commitment to cost control by meeting our general and administrative
cost goal of $140 million, excluding legal and settlement charges.

And finally, we prepared ourselves for the future by monetizing non-core assets, including West Coast
Power and the Rockingham facility. We sold our 50 percent stake in West Coast Power and received in
exchange the remaining 50 percent ownership stake in the Rocky Road power plant, a 351-megawatt natural
gas-fired peaking facility near Chicago, and net cash proceeds of approximately $160 million. The addition of
the Rocky Road interest strengthened our presence in the Midwest. The Rockingham facility was sold for
approximately $195 million. In 2007, following the combination with LS Power, we are continuing to pursue
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selected non-core asset sales, with our current focus being on divesting of a few facilities located outside of
our three core operating regions.

I would also like to mention that we terminated the Sterlington toll contract for $370 million, which result-
ed in the elimination of nearly $750 million in potential payment obligations. This effectively represented

Dynegy’s exit from power tolling activities associated with our former marketing and trading era.

Operational Performance

During 2006, Dynegy maintained its commitment to safe, reliable and cost-efficient operations. Despite
less robust market conditions marked by lower prices and a 16 percent year-over-year reduction in net volumes,
we delivered a strong operational performance that can be attributed to the successful execution of our
near-term commercial sales strategy, through which we realized higher prices than average market prices
for the year. )

We also strive to be the reliable generator of electricity in our regions. The key measurement of in-market
availability for our major facilities in our core business regions of the Midwest and Northeast was 87.7 percent
and 87.4 percent, respectively, during 2006. This compares favorably to some of the best-run power fleets in
the nation, and can be credited to an experienced operations team and a robust preventative and predictive
maintenance program focused on ensuring that our facilities are ready to run when our markets and customers
require the energy they produce.

Another indication of the strength of our operational platform relates to our strong safety performance.
2006 was our second-best year in terms of safe operations, with nine of 18 plants having no recordable accidents.
For example, a nine-week outage at our Baldwin plant, the company’s largest power generation facility,
involved some 260,000 man-hours of work with no recordable incidents for either the company or our contractor.
This is strong evidence of the safety culture at Dynegy and our focus on every employee finishing the
workday injury and illness free.

Finally, operations have successfully transitioned to an organizational structure focused on and fully capable
of running an expanded power generation portfolio. Led by Steve Furbacher, our President and Chief Operating
Officer, we recently announced a leadership organization that sharpens our focus on commercial and operational
opportunittes, Our commercial and operations teams also benefit from our ongoing investment in improved
reporting tools and business processes that focus on simplicity and cost-effectiveness. These tools and processes
enable our commercial and operational platforms to support more megawatts of generation without a

commensurate increase in costs.

Environmental Responsibility

Dynegy’s commitment to environmentally responsible operations starts at the individual facility level and
extends to fleet-wide efforts that help us achieve a balance between protecting the environment and supplying
clean, reliable and affordable clectricity to our markets and regions. During 2006, Dynegy announced an
agreement with the [llinois Environmental Protection Agency that is expected to enhance the standing of the
company’s Midwest fleet as the cleanest group of coal-fired power generation assets in Illinois and among the
lowest emission coal fleets in the United States. This agreement builds on already strong emissions reductions.
Compared to 1999 levels, our Midwest coal-burning plants have reduced emissions of sulfur dioxide and nitrogen




oxides by approximately 90 percent, while increasing electricity production by approximately 20 percent. In
addition, recycling and energy efficiency projects have reduced carbon dioxide emissions, while tree-planting
initiatives funded by the company have worked to offset carbon dioxide in the atmosphere.

We recognize that the environmental landscape is dynamic in nature, with numerous state and federal
proposals aimed at further reductions in power plant emissions. Our focus is on maintaining our strong track
record of environmental compliance and working with our customers and communities within the regulatory
framework to develop new solutions that will contribute to our long-term ability to produce clean, reliable and

affordable electricity from our power generation fleet.

Delivering Value to Investors

Finally, all of our 2006 efforts contributed to strong returns for common stockholders. Dynegy was a top
performer in the S&P 500 with a 50 percent increase in our stock price during 2006. We believe our continued
listings in both the S&P 500 and the Fortune 500 are testaments to our turnaround. The equity markets have
validated that we are solidly on the right track.

In previous years, our focus was on the restoration of value for our senior notes. Today, they are generally
trading at or above par. In 2006, we focused on improving our common stockholder returns. As our results
demonstrate, our shift to restoring value for common stockholders has already met significant success. We
believe our strong operational and growth platforms, coupled with our focus on minimizing costs, will continue

to produce strong returns for our common stockholders.

Our Leadership

In wrapping up the discussion of our 2006 accomplishments, 1 want to give credit to a special group of
company stakeholders, our employees. Our results and current momentum would not be possible without the
“people assets” that provide guidance and direction, day-to-day leadership and sound operational performance
and results. Our company’s more than 1,300 employees actively reflect our Guiding Principles. Near the top
of the list are the words, “Do the right things with an expectation that the right things will happen.” This is
how we run our operations and, importantly, how we treat the communities and the natural environment in
which we operate.

Our Board of Directors consistently provides leadership, support and guidance for our day-to-day business
as well as our future direction, while also adhering to our Guiding Principles and the highest standards of
corporate governance. Following the recent completion of the LS Power combination, we welcome the following
new members to our Board of Directors: Mike Segal, Chairman and Chief Executive Officer of LS Power
Group; Frank Hardenbergh, Vice Chairman of LS Power Group; and James Bartlett, President of LS Power
Equity Advisors. Their collective experience represents a valuable new resource for our company.

1 would also like to recognize the two Class B Directors who left our Board. I would like to thank Rebecca
Roberts and Howard Sheppard, both of whom are affiliated with Chevron Corporation, for their service to
Dynegy and wish them the best in their future endeavors. Also, in light of Chevron Corporation no longer
being our Class B stockholder, I want to thank David O’Reilly, Peter Robertson, John Watson, John McDonald
and the rest of the Chevron team that I have had the pleasure to work with as we restructured and brought
Dynegy to where it is today.




QOur senior management team has a strong understanding of the company and the industry. In addition to
myself and Steve Furbacher, our Executive Management Team includes Holli Nichols, Executive Vice
President and Chief Financial Officer; Kevin Blodgett, General Counsel, Executive Vice President-
Administration and Secretary; Lynn Lednicky, Executive Vice President, Commercial and Development; and
Jason Hochberg, the newest member of our EMT. Jason, who previously served as President of LS Power, is
our new Executive Vice President, Strategic Planning and Corporate Business Development. Not only is this
one of the best executive teams in the business, with years of experience and industry knowledge — 1 believe it
is the right group of executives to lead our growth.

Our Path Forward

Dynegy’s recently completed combination with LS Power represents the transition from our previous era
of self-restructuring to a new period of expanded, more diverse operations that provides greater scale and scope
in our key markets and stronger positioning for future growth opportunities — in short, from running and
restructuring the business to running and growing the business. I would like to discuss the near-term,
medium-term and long-term benefits for investors associated with the new company, and then close this year’s
letter to investors with my thoughts on the next stage of growth for Dynegy.

Near-Term Value

In terms of near-term value, we anticipate strong earnings that are reflected in our current 2007 cash flow
and earnings estimates, which include a range of consolidated EBITDA greater than $1 billion. In addition,
our business is marked by less volatility on a percentage basis given the more predictable free cash flow from
the addition of LS Power’s operating assets. Approximately 50 percent of our gross margin was contracted
going into 2007 as a result of our participation in the Illinois auction, reliability-must-run contracts, capacity
arrangements and other contracts. We will continue to actively manage forward sales commitments in response

to market conditions. These strong cash flows provide greater stability of results for our investors.

Medium-Term Value

Over the medium term, we believe our value proposition will be demonstrated through greater fuel, dispatch
and geographic diversity in our key regions of the Midwest, the West and the Northeast. In terms of fuel,
approximately 21 percent of our fleet is coal-fired, with efficient combined-cycle natural gas generation at
approximately 33 percent, peaking gas generation at approximately 40 percent and dual-fuel generation at 6 percent.

Today, we also have significant dispatch diversity, with the notable difference from Dynegy’s historic
power generation business being an increase in intermediate capabilities given the new company’s combined-cycle,
natural gas-fired fleet acquired from LS Power.

We believe the next major “event” for the electricity sector is the tightening of generation supply and
demand — not on a national basis, but on a regional basis or by NERC region. This has been demonstrated on
a short-term basis through weather-driven demand or plant outages, and will be characterized longer-term by
the tightening of supply and demand as the U.S. economy continues to strengthen and electricity demand

Increases.




Power market recovery is expected to place a premium on low-cost generation, including our Illinois
coal-fired fleet, and bring expanding spark spreads. We believe this will create more opportunities for
combined-cycle facilities and, at some point in the dispatch cycle, more of our peaking units will ramp up in

terms of run-times, resulting in increasing upside potential for investors.

Long-Term Value

The new company has a strong vehicle for growth through our participation in a proven development platform
that is well-positioned to transition from development optioris to construction and operational assets. To date,
this portfolio includes more than 7,600 megawatts of generation options in various stages of development and:
approximately 2,500 megawatts of repowering opportunities at existing LS Power sites in strategic load-pocket
regions.

Development represents one approach for future growth. The other growth driver will come from our
participation in the ongoing consolidation of the electricity sector, which, combined with the expected recovery
of power markets, represents the full potential for long-term investor value.

Here, I would like to acknowledge that Dynegy was not the only electricity sector participant to benefit
from improving market dynamics in 2006, nor are we the only company to make significant progress in terms

.of dealing with legacy issues and restoring stockholder value.

1 believe the distinguishing factors that set Dynegy apart and establish us as a sector leader with the strong

- potential for creating investor value include the following attributes:

» An operating portfolio that provides near-term value as a result of stronger free cash flow; medium-term
value through the geographic, fuel, dispatch and sales strategy diversity of our power generation platform; and
long-term value through the anticipated market recovery and participation in the ongoing consolidation of the
electricity sector.

+ A flexible development portfolio characterized by more than 10,000 megawatts of repowering and
development options — including natural gas, coal and renewables — that provide opportunities for future organic
growth or value capture.

+ A well-defined and committed environmental spending program that ensures the long-term viability of
our power generation fleet, while positioning us “ahead of the curve” compared to our peers. This capital program
includes more than $550 million aiready invested in our conversion to clean-operating Powder River Basin
coal, as well as more than $600 million in future spending focused on new emissions controls.

During the past year, we have lived up to our promise of managing the company in a manner marked by
integrity. We have developed a straightforward business platform based on “running and growing” a power
generation enterprise built on the attributes of safety, reliability, cost-efficiency and environmental responsibility.
You have our commitment that this focus will continue in 2007 as we work to develop new opportunities and

build new value for our investors.

AL

Bruce A. Williamson
Chairman and Chief Executive Officer
May 21, 2007




BOARD OF DIRECTORS

James T. Bartlett, 39

Mr. Bartlett is President of LS Power Equity Advisors.
Prior to joining LS Power in 2005, Mr. Bartlett served
as a Managing Director in Credit Suisse First Boston’s
Energy Investment Banking Group where he focused on
M&A and financing transactions in the power generation
sector. Previously, Mr. Bartlett was an Associate at
Kendall Capital Partners and an Analyst at Drexel
Burnham Lambert, Mr, Bartlett began his service as a
Dynegy director in 2007.

David W. Biegler, 60

Mr. Biegler is the Chairman of Estrella Energy, L.P. He
previously served as Chairman of Regency Gas
Services, LLC, Vice Chairman, President and Chief
Executive Officer of TXU Corp. and Chairman,
President and Chief Executive Officer of ENSERCH
Corp. Mr. Biegler serves as a Director of Trinity
Industries, Inc., Austin Industries and Animal Health
International, Inc., as well as Chairman of the American
Gas Foundation. He also serves on the boards of numer-
ous charitable organizations including the Children's
Medical Center in Dallas, Texas. Mr. Biegler has served
as a Dynegy Director since 2003. (2,4)

Thomas D. Clark, Jr., 66

Thomas D. Clark, Jr. is the President of Strategy
Associates, a consulting firm specializing in strategy
development, strategic planning assistance, corporate
governance policy and corporate analysis. He previously
served as Dean of the E.J. Ourso College of Business
Administration at Louisiana State University, Ourso
Distinguished Professor of Business, the Edward G.
Schiieder Distinguished Chair of Information Science
and Director of the DECIDE Boardroom, an executive
decision research and development facility. Mr. Clark
also serves as a member of the board of directors of
Endeavour International. He has served as a Dynegy
Director since 2003. (2,3)

Victor E. Grijalva, 68

Mr. Grijalva is the former Vice Chairman of
Schlumberger Limited. Prior to serving in this role, he
was Executive Vice President of Schlumberger’s
Oilfield Services division from 1994 to 1999 and
Executive Vice President of the company’s Wireline,
Testing and Anadrill division from 1992 to 1994. Mr.
Grijalva currently serves as a director of Hanover
Compressor and Transocean, Inc., and formerly acted
as Chairman of the Board for both companies. He has
served as a Dynegy Director since 2006. (1,3,4)
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Patricia A. Hammick, 60

Ms. Hammick is the former Senior Vice President,
Strategy and Communications for Columbia Energy
Group. She previously served as an adjunct Professor
at George Washington University's Graduate School of
Political Management and as Chief Operations Officer
of the National Gas Supply Association. Ms. Hammick
is a Director of Consol Energy, Inc. A Dynegy Director
since 2003, Ms. Hammick was elected Lead Director
in 2004.

Frank E. Hardenbergh, 63

Mr. Hardenbergh is Vice Chairman of LS Power Group.
Mr. Hardenbergh joined LS Power in 1993, Prior to
joining LS Power, Mr. Hardenbergh served as Senior
Vice President, General Counsel and member of the
Management Committee of the Commercial Union
Capital Group. Mr. Hardenbergh was previously
Associate General Counsel of the Commercial Union
Insurance Companies, the parent company of
Commercial Union Capital Group. Prior to joining the
Commercial Union Insurance Companies, Mr.
Hardenbergh was an Associate with Peabody & Amold
LLP. Mr. Hardenbergh began his service as a Dynegy
director in 2007,

George L. Mazanec, 71

Mr. Mazanec is the former Vice Chairman of
PanEnergy Corp. He previously served as Advisor to
the Chief Operating Officer of Duke Energy Corp. Mr.
Mazanec currently serves as a Director of the National
Fuel Gas Company, Texas Bank and AEGIS Insurance
Services, Inc. In addition, he is a member of the Board
of Trustees of DePauw University in Indiana. Mr.
Mazanec has served as a Dynegy Director since 2004.
(1,2,3)

Robert C. Oelkers, 62

Mr, Oelkers is the former Vice President and
Comptroller of Texaco Inc. and President of Texaco
International Trader Inc. He has served in leadership
roles with several organizations, including the Board of
Trustecs of Pace University in New York and as a
member of the Financial Accounting Standards Board's
Advisory Committee. Mr. Oelkers has served as a
Dynegy Director since 2002. (1,3,4)




Mike Segal, 56

Mr. Segal is Chairman and Chief Executive Officer of
the LS Power Group, a privately held power plant
investor, developer and manager. Prior to co-founding
LS Power, Mr. Segal served as co-head of Commercial
Union Energy Corporation, where he was responsible
for managing the Commercial Union Energy Limited
Partnership, a partnership focused on investing in power
generation projects. Mr. Segal was previously President
of The Energy Systems Company, a private developer
of cogeneration projects. He held various positions,
including General Manager of Power Generation and
Systems Planning, with LEMCO Engineers, Inc., an
electrical engineering and consulting firm. Prior to
LEMCO, Mr. Segal worked for the Department of
Energy in the former Soviet Union. Mr. Segal began his
service as a Dynegy director in 2007. (4)

William L. Trubeck, 60

Mr. Trubeck is Executive Vice President and Chief
Financial Officer of H&R Block, Inc. He previously
served as Executive Vice President and Chief Financial
Officer of Waste Management, Inc. Prior to these positions,
Mr. Trubeck was Senior Vice President and Chief
Financial Officer of International Multifoods, Inc., as
well as President of its Latin American operations. He
serves on the Board of Yellow Roadway Corp. and on
the Board of Trustees of Monmouth College in Illinois.
Mr. Trubeck has served as a Dynegy Director since
2003.(1,2)

Bruce A. Williamson, 48

Mr. Williamson is Chairman and Chief Executive
Officer of Dynegy Inc. Prior to joining Dynegy, he was
President and Chief Executive Officer of Duke Energy
Global Markets and Duke Energy International. Mr.
Williamson was with PanEnergy Corp. in financial and
business development leadership roles before its merger
with Duke Power. He was also with Shell Oil Company
for 14 years in exploration and production and finance
roles. Mr. Williamson has served as a Dynegy Director
since 2002. He was named Chairman of the Board in
2004.

Dynegy Board Committees

(1} Audit and Compliance Committee

(2) Compensation and Human Resources Committee
(3) Corporate Governance and Nominating Committee
(4) Performance Review Committee




EXECUTIVE MANAGEMENT TEAM

Bruce A. Williamson, 48

Chairman and Chief Executive Officer. He is responsible
for the development and execution of Dynegy’s business
strategies with a focus on growth, sector leadership and
delivering value to investors. Mr. Williamson joined
Dynegy in 2002 as President and CEOQ. He was named
Chairman of the Board in 2004.

Stephen A, Furbacher, 59

President and Chief Operating Officer. He is responsible
for all aspects of the operational and commercial activities
of Dynegy’s power generation business. Mr. Furbacher
joined the company in 1996.

J. Kevin Blodgett, 35

General Counsel, Executive Vice President-Administration
and Secretary. He is responsible for the company's legal
and administrative affairs, including legal services
supporting the company’s operational, commercial and
corporate areas, as well as human resources, information
technology, building services, facilities and supply
chain management. Mr. Blodgett joined Dynegy in 2000,
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Jason A. Hochberg, 35

Executive Vice President, Strategic Planning and
Corporate Business Develoment. He is responsible for
identifying opportunities and strategies for building
value at both the Dynegy corporate level and within the
company’s power generation business, Mr. Hochberg
joined the company in 2007,

Lynn A. Lednicky, 46
Executive Vice President, Commercial and Development.
He is responsible for commercializing the company’s
nearly 20,000-megawatt asset base, while overseeing
near-term: development projects. Mr. Lednicky joined
the company in 1991.

Holli C. Nichols, 36

Executive Vice President and Chief Financial Officer.
She is responsible for the company’s financial affairs,
including finance and accounting, treasury, risk
management, internal audit and credit agency
relationships, as well as investor and public relations.
Ms. Nichols joined Dynegy in 2000.




CORPORATE INFORMATION

Corporate Headquarters
Dynegy Inc.

1000 Louisiana Street
Suite 5800

Houston, Texas 77002
713-507-6400
1-877-Dynegy9 (396-3499)
www.dynegy.com

Stock Exchange and Certification Information

In 2006, Dynegy's Chief Executive Officer provided to the NYSE
the annual CEO centification regarding Dynegy's compliance
with the NYSE's corporate govemance listing standards. In
addition, Dynegy's CEQ and Chief Financial Officer filed with
the U.S. Securities and Exchange Commission all required
certifications regarding the quality of Dynegy's public
disclosures in its 2006 periodic reports.

Qur Class A common stock is listed on the New York Stock
Exchange under the symbol “DYN.”

Investor Information

Individual stockholders, security analysts, portfolio

managers and other institutional investors seeking information
about the company should comtact Dynegy Investor
Relations at 713-507-6466, 1-800-800-8220 or by e-mail at

ir@dynegy.com.

Additional copies of this report may be obtained free of
charge by contacting Investor Relations or by visiting
Dynegy’s web site at www.dynegy.com.

This report is presented for the general information of the
stockholders and not in connection with the sale, offer to sell
or the solicitation of any offer to buy securities, nor is it
intended to be a representation by the company of the value
of its securities.

Customer Information

Customers seeking information about the company should
contact the Dynegy Customer Line at 1-877-4Dynegy
(439-6349).

2007 © Dynegy Inc. All rights reserved. Dynegy, the tangram logo, and the
combination of Dynegy and the tangram logo are each registered trademnarks
and/or service marks of Dynegy Inc. in many countries.

Media Information
Journalists seeking information about the company should
contact the Dynegy Media Line at 713-767-5800.

Registrar and Transfer Agent
Mellon Investor Services LLC
480 Washington Boulevard
Jersey City, New Jersey 07310
1-888-921-5563
www.melloninvestor.com

Annual Meeting

The Annual Meeting of Shareholders will be
held on July 18, 2007,
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UNITED STATES

SECURITIES AND EXCHANGE COMMISSION
Washington, D.C. 20549

FORM 10-K

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

For the fiscal year ended December 31, 2006

] TRANSITION REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES
EXCHANGE ACT OF 1934
For the transition period from to
Commission file number: 1-15659

DYNEGY INC.

(Exact name of registrant as specified in its charter)

llinois 74-2928353
{State or other jurisdiction (LR.S. Employer
of incorporation or organization) Identification No.)
1000 Louisiana, Suite 5800
Houston, Texas 77002
(Address of principal executive offices)
(713) 507-6400

(Registrant’s telephone number, including area code)

Securities registered pursuant to Section 12(b) of the Act:
Title of each class Name of each exchange on which registered

Class A common stock, no par value New York Stock Exchange

Securities registered pursuant to Section 12(g) of the Act:
Title of each class

None

Indicate by check mark if the registrant is a well-known scasoned issuer, as defined in Rule 405 of the Securities Act.  Yes No (]

Indicate by check mark if the registrant is not required to file reports pursuant to Section 13 or Section 15(d) of the Exchange
Act. Yes [ ] No

Indicate by check mark whether the registrant (1) has filed all reports required to be filed 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 registrant was required to file such reports),
and (2) has been subject 1o the filing requirements for the past 90 days. Yes No (J

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

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

Large accelerated filer Accelerated filer [] Non-accelerated filer [

Indicate by check mark whether the registrant is a shell company (as defined in Rute 12b-2 of the Exchange Act).  Yes [] No

As of June 30, 2006, the aggregate market value of the registrant’s common stock held by non-affiliates of the registrant was
$2,187,357,631 based on the closing sale price as reported on the New York Stock Exchange.

Number of shares outstanding of each of the issuer’s classes of common stock, as of the latest practicable date: Class A common
stock, no par value per share, 401,210,616 shares outstanding as of February 22, 2007; Class B common stock, no par value per share,
66,891,014 shares outstanding as of February 22, 2007.

DOCUMENTS INCORPORATED BY REFERENCE. Part 111 (Items 10, 11, 12, 13 and 14) incorporates by reference
portions of the Notice and Proxy Statement for the registrant’s 2007 Annual Meeting of Shareholders, which the registrant intends to
file not later than 120 days after December 31, 2006. However, if such Notice and Proxy Statement is not filed within such 120-day
period, the Items comprising the Part III information will be filed as part of an amendment to this Form 10-K not later than the end of
the 120-day period, pursuant to General Instruction G(3).
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DEFINITIONS

As used in this Form 10-K, the abbreviations contained herein have the meanings set forth in the glossary
beginning on page F-72. Additionally, the terms “Dynegy”, “we”, “us” and “our” refer to Dynegy Inc. and its
subsidiaries, unless the context clearly indicates otherwise.

Etem 1. Business

THE COMPANY
Overview

We are a holding company and conduct substantially all of our business operations through our subsidiaries.
Our current business operations are focused primarily on the power generation sector of the energy industry and
our primary business is the production and sale of electric energy, capacity and ancillary services from our
11,739 MW fleet (20 plants) of owned or leased power generation facilities.

Dynegy began operations in 1985 and became incorporated in the state of [llinois in 1999 in anticipation of
our February 2000 acquisition of Illinova Corporation. Our principal executive office is located at 1000
Louisiana Street, Suite 5800, Houston, Texas 77002, and our telephone number at that office is (713) 507-6400.

We file annual, quarterly and current reports, proxy statements and other information with the SEC. You
may read and copy any document we file at the SEC’s Public Reference Room at 100 F Street N.E., Room 1580,
Washington, D.C. 20549, Please call the SEC at 1-800-SEC-0330 for further information on the SEC’s Public
Reference Room. Our SEC filings are also available to the public at the SEC’s web site at www.sec.gov. No
information from such web site is incorporated by reference herein. Our SEC filings are also available free of
charge on our web site at www.dynegy.com, as soon as reasonably practicable after those reports are filed with or
furnished to the SEC, The contents of our website are not intended to be, and should not be considered to be,
incorporated by reference into this Form 10-K.

On September 14, 2006, we entered into a Plan of Merger, Contribution and Sale Agreement (the “Merger
Agreement”) with LSP Gen Investors, L.P., LS Power Partners, L.P., LS Power Equity Partners PIET, L.P., LS
Power Associates, L.P., and LS Power Equity Partners, L.P. (collectively. the “LS Entities™), part of the LS
Power Group, a privately held power plant investor, developer and manager, to combine a portion of the LS
Entities® operating generation portfolio with our generation assets, and for us to acquire a 50 percent ownership
interest in a development company that is currently controlled by the LS Entities. The combined company (“New
Dynegy”) will have nearly 20,000 MW of generating capacity. Upon completion of the Merger Agreement,
which is subject to the affirmative vote of holders of at least two-thirds of our Class A common stock and the
satisfaction of other conditions, the combined company will own 29 operating power plants in 13 states (excludes
the 351 MW Calcasieu generation facility which we have agreed to sell to Entergy Gulf States, Inc. (“Entergy”)
employing a balanced mix of fuel sources with baseload, intermediate, and peaking dispatch capabilities, greater
cash flow-generating opportunity than Dynegy alone, and significant scale and scope in threc key geographic
regions. The expanded portfolio will also include a controlling interest in the Plum Point facility, a 665 MW
coal-fired plant currently under construction in Arkansas. Additionally, the development joint venture (referred
to herein as the development company) will provide us with a 50 percent ownership interest in an established
growth vehicle. The LS Entities’ current development activities include nine projects totaling more than 7,600
MW in various stages of development and approximately 2,300 MW of repowering and/or expansion
opportunities.

If the transaction is consummated, the LS Entities will receive 340 million shares of New Dynegy’s Class B
common stock, $100 million in cash and $275 million aggregate principal amount of notes to be issued by




New Dynegy. New Dynegy will also assume approximately $1.9 billion in net debt (debt less restricted cash and
investments) from the LS Entities. Please read Note 3-—Business Combinations and Acquisitions—LS Power for
further discussion of the terms of the Merger Agreement as well as the proxy statement/prospectus of Dynegy
Acquisition, Inc. filed with the SEC on February 13, 2007,

General

Owr assets are located in the Midwest, New York, Texas, Nevada and the Southeast. Our diverse power
generation facilities generate electricity by burning coal, natural gas or oil. We sell electric energy, capacity and
ancillary services by various means: (i) primarily through bilateral negotiated contracts with third parties and into
regional central markets and (ii) with lesser volumes through structured wholesale over-the-counter markets and

directly to end-use customers.

‘We are currently evaluating our portfolio in anticipation of consummating the LS Power transaction with
the goal of focusing on regions and markets where we will have a significant asset position. This evaluation
could result in sales of assets that are not considered strategic fits within our generating fleet. Qur current

generating facilities are as follows:

Total Net
Generating
Capacity Primary Dispatch NERC
Facility (MW)(1)  Fuel Type Type Location Region (ISO)
Baldwin ........................ 1,800 Coal Baseload Baldwin, IL. SERC (MISO)
HavanaUnits 1-5 .. ............... 228 Qil Peaking Havana, IL SERC (MISO)
Unité ................... 441 Coal Baseload Havana, IL SERC (MISO)
Hennepin ............... ... ..., 293 Coal Baseload Hennepin, IL SERC (MISO)
Oglesby ............ ... ..ol 63 Gas Peaking Oglesby, IL SERC (MISO)
Stallings ............. ...t 89 Gas Peaking Stallings, IL SERC (MISO)
Tilton ........ooiiiiieii 188 Gas Peaking Tilton, IL SERC (MISO)
VermilionUnits 1-2 . .............. 164 Coal/Gas  Baseload Oakwood, [L  SERC (MISO)
Unit3 ................. 12 il Peaking Oakwood, IL  SERC (MISO)
Wood River Units 1-3 ............. 119 Gas Peaking Alton, IL SERC (MISO)
Units4-5 ............. 446 Coal Baseload Alton, IL SERC (MISQ)
RockyRoad ..................... 330 Gas Peaking  East Dundee, IL - RFC (PIM)
Riverside/ Foothills . .............. 960 Gas Peaking Louisa, KY RFC (PIM)
RollingHills .................... 965 Gas Peaking Wilkesville, OH RFC (PIM)
Renaissance ..................... 776 Gas Peaking  Carson City, MI RFC (MISO)
Bluegrass(2) ............c.c..... 576 Gas Peaking  Oldham Co., KY SERC (LG&E)
Total Midwest ............... 7,450 ‘
Independence .................... 1,064 Gas Intermediate Scriba, NY NPCC (NYISO)
Roseton(3) ..................... 1,185 Gas/Oil Intermediate Newburgh, NY NPCC (NYISO)
Danskammer Units1-2 ............. 123 Gas/Oil Peaking Newburgh, NY NPCC (NYISO)
Units 3-4(3) ......... 370 Coal/Gas/Qil Baseload - Newburgh, NY NPCC(NYISO)
Total Northeast .............. 2,742
Calcasieu (4) .............ccvuun. 351 Gas Peaking Sulphur, LA SERC
HeardCounty .................... 539 . Gas Peaking Heard Co., GA SERC
Black Mountain () ............... 43 Gas Basetoad Las Vegas, NV WECC
CoGen Lyondell ................. 614 Gas Baseload Houston, TX ERCOT (ISO)
Total South . ................ 1,547
Total Fleet Capacity .............. 14,739




(1)} Unit capacity values are based on winter capacity.

(2) Effective September 1, 2006, Louisville Gas & Electric, and therefore Bluegrass, left the MISO market and
resumed operation as a stand-alone control area.

(3) We lease the Roseton facility and units 3 and 4 of the Danskammer facility pursuant to a leveraged lease
arrangement that is further described in Item 7. Management’s Discussion and Analysis of Financial
Condition and Results of Operations—Liquidity and Capital Resources—Off-Balance Sheet
Arrangements—DNE Leveraged Lease beginning on page 50.

(4) On January 31, 2007, we entered into an agreement to sell our interest in the Calcasieu power generation
facility to Entergy. Subject to regulatory approval, the transaction is expected to close in early 2008. Please
read Note 4—Dispositions, Contract Terminations and Discontinued Operations—Calcasieu on page F-20
for further discussion.

(5) We own a 50% interest in this facility and the remaining 50% interest is held by Chevron U.S.A., which we
refer to as Chevron, our largest shareholder. Total output capacity of this facility is 85 MW.

We also have a CRM business which represents our legacy trading business. After the termination of the
Sterlington tolling agreement on March 7, 2006, the CRM business primarily consists of the Kendall tolling
agreement (excluding the Sithe toll which is in our GEN-NE segment and is an intercompany agreement), as well
as our legacy gas, power and emissions trading positions. On September 14, 2006, we agreed to acquire the
Kendall facility either through the planned acquisition of assets from the LS Entities or as a separate transaction.
The Kendall tolling arrangement will become an intercompany obligation under our GEN-MW segment upon the
closing of the transaction. We report the results of this business as a separate reportable segment.

Business “Drivers” in the Power Generation Industry

Profitability of our business is largely a function of the difference between market prices for electricity and
our cost to produce electricity at our various facilities from which we sell some of our energy under longer-term
contracts, either directly to our customers or through the over-the-counter wholesale energy markets. We sell the
remaining production into the shorter-term and spot markets (otherwise called day-ahead and real-time markets).
We also hedge a portion of the output from our facilities in the financial markets based on our perspective of
market fundamentals. '

Market Prices for Wholesale Power. Future market prices are driven by expectations of buyers and sellers
as to the fundamental supply/demand balance, similar to many other commodity markets. Short-term power
market prices are determined largely by the balance of supply and demand in a region and are heavily influenced
by weather. Both short-term and long-term prices are also heavily impacted by the price of natural gas, which is
also impacted by regional weather effects. At times in certain markets, power prices rise and fall in tandem with
natural gas prices. In some markets in which we operate, there is an excess of power generation supply compared
to demand. However, due to demand growth out-pacing supply growth, we expect that this excess supply will
diminish over time as consumption continues to grow, likely resulting in increased market prices for power.

Summer and winter weather extremes can cause increased electricity consumption, driving up prices in
affected regions. Conversely, during spring and fall when weather tends to be milder, market prices are usually
less extreme.

In regions with centrally dispatched market structures (such as the Midwest and Northeast regions), all
generators receive the same price for energy generated based on the price required to justify production of the
last megawatt that is needed to balance supply with demand. For example, a less-efficient (i.e. more expensive)
natural gas-fired unit may be needed in some hours to meet demand. If this unit’s production is required to meet
demand, its higher production costs will set the market clearing price that will be paid to all generators,
regardless of the price that any other unit may have offered into the market or its cost of generation. In other -
regions, prices are determined on a bilateral basis between buyers and sellers.

Production Costs. Another key aspect of profitability is our cost to produce electricity. The main variable
component of that cost is fuel. Our coal-fired generation facilities are our lowest cost facilities. Therefore, most

3




of our coal-fired generation facilities run the majority of any given day throughout the year unless a particular
unit is unavailable due to either planned or unplanned maintenance activity. In today’s environment, our natural
gas and oil fueled generation facilities are more expensive to operate than our coal-fired facilities. As a result,
these plants only run on those days, or parts of days, when market demand and price are sufficient to
economically justify dispatch of these higher cost units.

We also incur operations and maintenance (O&M) costs at our facilities. We categorize these costs as either
fixed O&M or variable O&M. Fixed O&M is generally the non-fuel cost to maintain and operate a unit, This
includes both major maintenance that must occur every few years to ensure reliability of a unit and routine
maintenance, which must be performed more frequently. Variable O&M is the incremental cost that occurs for
each dispatch, including fuel needed to start-up a unit and the cost of consumables used during operation.

Emissions Allowances. Operation of our power generation facilities is subject to regulatory limitations on
emissions of both sulfur dioxide (50,) and nitrogen oxide (NOy). We are granted emissions credit ailowances by
regulatory bodies on an annual basis. To the extent that our inventory of emissions allowances, including those
that we carry forward from earlier years, are not sufficient to allow us to operate our plants within the emissions
guidelines of the various air districts, we will either purchase additional emissions credits from third parties or
reduce operation of that unit. Conversely, if we have more emissions credits on hand than are required to operate
our facilities, we may opportunistically sell these credits, subject to certain regulatory limitations and restrictions
contained in our DMG consent decree, or hold them in inventory until they are needed. Based on current
projections, we do not expect a net expenditure from the purchase and sale of emissions allowances in the near
term. Please read “Regulatory and Environmental Matters—Environmental, Health and Safety Matters—Multi-
Poliutant Air Emission Initiatives” beginning on page 16 for a discussion of regulatory initiatives that will impact
emissions over the longer term.

Services Provided. We sell electric energy, capacity and ancillary services from our facilities. Energy is the
actual output of electricity that is measured in MWh at the wholesale level and is usually measured in KWh at the
retail level. The capacity of a generation facility is its electricity production capability, measured in MW, Each
NERC region must have sufficient generating capacity to meet expected consumption of electricity (known as
load). Each NERC region calculates a reserve requirement, which is additional necessary capacity that a region
must have in order to manage potential unit outages. Electricity consumers will, for reliability or regulatory
reasons, contract for capacity from a capacity supplier from one or more of the generating units that the supplier
owns. Ancillary services are the products of a generation facility that support the transmission grid operation,
allow generation to follow real-time changes in load, and provide emergency reserves for major changes to the
balance of generation and load.

We sell these components of electricity to our customers under short-term or long-term contractual
agreements or tariffs. Most of the energy and capacity transactions that we enter into are based on industry
standard contracts. We also sell into central markets operated by RTOs and ISOs. We enter into negotiated
contracts for each product or a combination of products with other customers as well.

Customers. Our customers include RTOs and 1SOs, integrated utilities, municipalities, electric cooperatives,
transmission and distribution utilities, industrial customers, power marketers, banks, hedge funds, other power
generators and commercial end-users. We sell electric energy, capacity and ancillary services to some or all of
these customers for various lengths of time. Some of our customers, such as municipalities or integrated utilities,
purchase our products in order to serve their retail, commercial and industrial customers. Other customers, such
as some power marketers, may buy from us to serve load or may purchase power as a hedge against other power
sales that they have made, such that they are effectively a “middle man” between generators and end-users.

Dispatch Type. Qur generation assets include baseload, peaking and intermediate dispatch types. Baseload
generation is low-cost and economically attractive to dispatch around the clock throughout the year. A baseload

facility is usually expected to run between 809%-90% of the hours in a given year. Intermediate generation is not
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as efficient and/or economic as baseload generation but is intended to dispatch to serve load during higher load
times such as during daylight hours and sometimes on weekends. Peaking generation is the least efficient and
highest cost generation and is generally dispatched to serve load during the highest load times such as hot
summer and cold winter days. Our intermediate and peaking facilities are fueled by fuel oil or natural gas.

Capital Expenditures. Our capital expenditures are for the continued maintenance of our facilities to ensure
their continued reliability and for investment in new equipment for either environmental compliance or
increasing profitability. In 2006, we had approximately $148 million in capital expenditures for our entire fleet of
generation assets, of which $90 million was for capital maintenance projects, $2 million was for development
projects, primarily for the conversion of our Vermilion facility to PRB coal, and $56 million was for other
environmental expenditures.

NERC Regions, RTOs and ISOs. In discussing our business, we often refer to NERC regions. The North
American Electric Reliability Council (NERC) and its eight regional reliability councils (as of December 31,
2006) were formed to ensure the reliability and security of the electricity system. The regional reliability councils
set standards for reliable operation and mainienance of power generation facilities and transmission systems.
NERC reports seasonally and annually on generation and transmission status in each region.

Separately, RTOs and 1SOs centrally operate markets and transmission across a regional footprint in some
of the markets in which we operate. They are responsible for secure dispatch of all generation facilities in that
footprint, and are responsible for both maximum utilization and efficiency of the transmission system within
what have been determined to be secure levels, RTOs and ISOs administer electricity markets for physical and
financial energy markets in the short term, usually day ahead and real-time markets. NERC regions and RTOs/
I1SOs often have different geographic footprints and while there may be physical overlap, their respective roles
and responsibilities do not.

NERC Regions as of December 31, 2006
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Reliability. We seek to operate and maintain our generation fleet efficiently and safely, with an eye toward
future maintenance and improvements, resulting in increased reliability. This increased reliability impacts our
results to the extent that our generation units are available during times that it is economically sound to run.
These efforts are reflected not only in capital improvements, but also in organizational and program changes.

Regulatory & Legislative Considerations

Our business is subject to extensive federal, state and local laws and regulations governing the generation
and sale of electricity, the discharge of materials into the environment and otherwise relating to environmental,
health and safety. Following is a summary of key regulatory and environmental considerations impacting our
power generation operations. Please read “—Regulatory and Environmental Matters” beginning on page 15 for
further discussion of the environmental and regulatory restrictions applicable to our business.

Rates. Our wholesale power sales are governed by the FERC. With the exception of CoGen Lyondell and
Black Mountain, which are Qualifying Facilities (QFs), all of our facilities currently have the authority to charge
market-based rates for wholesale power. Many of our facilities also have cost-based tariffs for providing reactive
power support. We are subject to FERC's regulations governing market behavior and prohibiting market
manipulation, the violation of which could result in the revocation or suspension of our market-based rate
authority as well as refunds, disgorgement of profits and monetary penalties.

Market Structure. Our sales of electricity and related services to particular customers and/or at a particular
price are subject to the market structure and related rules in the states or regions where we operate. For instance,
in organized markets like Texas, bids and prices are capped, and in the New York market, there is a price
mitigation procedure to correct the adverse impact of errors or other activities outside the bounds of market rules
and policies. In the state of Illinois, a resource procurement auction was recently conducted, resulting in the
award of binding contracts between the utilities and wholesale energy providers such as Dynegy.

850, and NOy Emissions. The Clean Air Act and comparable state laws and regulations require that
specified reductions in SO, and NOy emissions be achieved. More recent regulations, including the Clean Air
Interstate Rule (CAIR), require significant emissions reductions over the next several years. We have expended
capital and installed emission control equipment at a number of our facilities to meet current requirements and
expect to expend significant additional capital in the future to satisfy prospective requirements.

Mercury Emissions. The Clean Air Mercury Rule (CAMR), issued by the EPA in March 2005, requires that
specified reductions in mercury emissions be achieved from the air emissions of coal-fired power plants. States
are required to adopt the federal CAMR or a state nule meeting its minimum requirements. Both the states of
Illinois and New York, where we have significant coal-fired assets, have recently adopted more stringent rules
that will require greater reductions in emissions and thus could entail additional capital expenditures, in each case
sconer than would CAMR. Our projected capital expenditures through 2013 include controls that we believe will
achieve the new mercury emission reduction requirements. Additional capital expenditures may be required at
our Wood River facility in 2015 depending on the performance of equipment installed between now and then.

Water Withdrawals. The Clean Water Act and comparable state laws and regulations require that the
location, design, construction and capacity of cooling water intake structures reflect the best technology available
(BTA) for minimizing adverse environmental impact. The cooling water intake structures at four of our coal
plants and one of our fuel oil plants in Illinois and New York are subject to this requirement. The scope of the
requirement and the compliance methodologies allowed may become more restrictive, resulting in potentially
significant increased costs. In addition, the timing for compliance may be adjusted.

Carbon Emissions. Our Northeast assets may become subject to a state-driven greenhouse gas emission
reduction program known as the Regional Greenhouse Gas Initiative (RGGI). RGGl is a program under

development by nine New England and Mid-Atlantic states to reduce carbon dioxide emissions from power
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plants. The state of New York has introduced, as a “pre-proposal”, a rule which would require affected
generators to purchase 100 percent of the carbon credits needed to operate their facilities through an auction
process. The final program requirements of RGGI and subsequent impact to our operations are not known at this
time. The Northeast states currently intend to finalize carbon dioxide emissions requirements for electric
generating facilities during 2007, with implementation to begin in 2009. Additional regulations are under
consideration by various policy-making bodies and, if adopted, could impact our operations and require
additional capital expenditures. Please read Note 18—Regulatory Issues on page F-53 for further discussion.

SEGMENT DISCUSSION

Our business operations are focused primarily on the wholesale power generation sector of the energy
industry. We report the results of our power generation business based on geographical location and how we
allocate resources as three separate segments in our consolidated financial statements: (1) the Midwest segment
(GEN-MW), (2) the Northeast segment (GEN-NE) and (3) the South segment (GEN-S0). We also separately
report the results of our legacy CRM business, excluding the Sithe toll which is an intercompany agreement now
and is included in GEN-NE. As described below, our NGL business, which was conducted through DMSLP and
its subsidiaries, was sold to Targa Resources, Inc. (Targa) on October 31, 2005. Additionally, as described below,

our former REG business, which was conducted through Illinois Power Company and its subsidiaries, was sold
to Ameren Corporation on September 30, 2004. Our consolidated financial results also reflect corporate-level

expenses such as general and administrative and interest.”

Power Generation—Midwest Segment

Our Midwest fleet comprises 13 facilities located in Illinois (9 facilities), Michigan (1 facility), Ohio (1
facility) and Kentucky (2 facilities), with a total capacity of 7,450 MW, With the exception of our Bluegrass
peaking facility in the LG&E control area, our Midwest fleet as of December 31, 2006 operates entirely within
either the Midwest ISO (MISO) or the Pennsylvania-New Jersey-Maryland Interconnection (PJM). Key details of

the Midwest fleet are as follows:

Total Net
Generating
Capacity Primary Dispatch NERC
F_acﬂlt_y (MW)(1)  Fuel Type Type Locatlon Region (1S0)

Baldwin ...........ccivirvnenn. .. 1,800 Coal Baseload Baldwin, IL SERC (MISO)
Havana Units 1-5 . .................. 228 0il Peaking Havana, IL SERC (MIS0)
Unité ...t 441 Coal Baseload Havana, IL SERC (MISO)
Hennepin ............ ..ot 293 Coal Baseload Hennepin, IL SERC (MISO)
Oglesby ............ .. .. oot 63 Gas Peaking Oglesby, IL SERC (MISQ)
Stallings ............ i, 89 Gas Peaking Stallings, IL SERC (MISO)
Titon ..o e s 188 Gas Peaking Tilton, IL. SERC (MISQ)
VermilionUnits 1-2................. 164  Coal/Gas Baseload Oakwood, IL SERC (MISO)
Unit3 ... ..ot 12 Qil Peaking Oakwood, IL  SERC (MISO)
Wood RiverUnits 1-3 ............... 119 Gas Peaking Alton, IL SERC (MISO)
Units4-5 ............... 446 Coal Baseload Alton, IL SERC (MISO)

RockyRoad ....................... 330 Gas Peaking East Dundee, IL RFC (PIM)

Riverside/ Foothills . ................ 960 Gas Peaking Louisa, KY RFC (PIM)

RollingHills ...................... 965 Gas Peaking Wilkesville, OH RFC (PIM)
Renaissance . ........coevvmeeeaenns 776 Gas Peaking Carson City, MI RFC(MISO) -
Bluegrass (2) ...........covoivinnn. 576 Gas Peaking Oldham Co., KY SERC(LG&E)

Total Midwest ................. 7,450




(1) Unit capacity values are based on winter capacity.
(2) Effective September 1, 2006, Louisville Gas & Electric, and therefore Bluegrass, left the MISQO market and
resumed operations as a stand-alone control area.

As of the beginning of 2006, all of our Midwest coal facilities had been converted to the use of PRB coal.
PRE coal is & cleaner-burning coal with lower sulfur content, making it more economic to burn while emitting
lower amounts of sulfur dioxide. These conversions and upgrades have enhanced reliability of the units,
decreased emissions and lowered maintenance costs.

Midwest Fleet-MISO

At December 31, 2006, we owned nine generating facilities with an aggregate net generating capacity of
4,619 MW located within MISO. The MISO market includes all of Wisconsin and Michigan and portions of
Ohio, Kentucky, Indiana, [llinois, Nebraska, Kansas, Missouri, lowa, Minnesota, North Dakota, Montana and
Manitoba, Canada.

All of our coal-fired generation in the Midwest is in the MISO market footprint, as is our Renaissance
peaking facility. MISO's role is to ensure equal access 1o the transmission system and to maintain or improve
electric system reliability in the Midwest. MISO was founded in 1996, and was specifically configured to comply
with FERC’s concept of an independent organization that will ensure the smooth regional flow of electricity in a
competitive wholesale marketplace, MISO’s primary objective is to *direct traffic”” on the wholesale buik electric
power lines. In this role, MISO ensures that every electric industry participant has access to the lines and that no
entity has the ability to deny access to a competitor. MISO also manages the use of the lines to make sure that
they do not become overloaded. MISO operates physical and financial energy markets using a system known as
Locational Marginal Pricing (LMP). This system calculates a price for every generator and load point within the
MISO area. This system is “price-transparent”, allowing generators and load serving entities to see real-time
price effects of transmission constraints and impacts of generation and load changes to prices at each point.
MISO operates day-ahead and real-time markets into which generators can offer to provide energy. Financial
Transmission Rights (FTRs}) allow users to manage the cost of transmission congestion (the inability to
physically move power from one location to another) and corresponding price differentials across the market
area. MISO currently does not have a formal capacity market or ancillary services market. An independent
market monitor is responsible for ensuring that MISO markets are operating properly and without manipulation.
MISO has proposed an energy-only market design to meet resource adequacy (i.e., causing new generation (o be
built when needed). Market participants are currently debating this proposal, and the form and timeframe for
implementation of a system other than an energy-only market are uncertain.

Contracted Capacity. Through our participation in the recent Illinois resource procurement auction, we
entered into energy product supply agreements with subsidiaries of Ameren for the following products:

« Upto 1,200 megawatts in each hour around the clock for the time period of January 1, 2007 through
May 31, 2008, at the price of $64.77 per megawatt-hour; and

+  Up to 200 megawatts in each hour around the clock for the time period of January 1, 2007 through
May 31, 2009, at the price of $64.75 per megawatt-hour.

Under the terms of these agreements, we expect to deliver electricity together with capacity and specified
ancillary, transmission and load-following services necessary to serve a portion of Ameren’s fuli-requirements
residential and small customer load.

In addition to capacity committed under our contract with Ameren, we expect all of our remaining capacity
in the MISO area of the region will be sold under other bilateral capacity contracts in 2007.

Hlinois Resource Procurement Auction. In September 2006, the first reverse auction was concluded to
procure power with delivery beginaing in 2007. The ICC did not investigate the results of the Fixed Price
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Auction segment, which covered substantially all of the retail needs for those customers taking fixed-price
service from the largest electric utilities in 1llinois (Commonwealth Edison Company and the three Ameren
llinois utilities: AmerenIP, AmerenCIPS and AmerenCILCO). Subsequent auctions would likely cover only a
portion of the total retail needs of the utilities because of the use of staggered contracts for certain customer
classes. The ICC did initiate an investigation into the Hourly Auction segment, and we have intervened in that
proceeding.

There will continue to be challenges to the auction process. Numerous parties have appealed various aspects
of the ICC Orders approving the auctions to the state intermediate appellate courts. Among others, the Governor
and Attorney General (who has been an active party in the regulatory proceedings) have announced their
opposition to the auctions and the Attorney General filed with the State Supreme Court for expedited review of
the ICC’s auction orders and a stay of the auction pending that review, which was denied. The appellate court
cases have been consolidated and are in the briefing stage; we anticipate a ruling sometime in 2007, with the
possibility of further review by the lllinois Supreme Court. In addition, at least one bill has been introduced in
the Illinois General Assembly to extend the rate freeze previously in effect through the end of 2006, which may
have an impact on Ameren’s ability to meet its contractual obligations under the SFC's. There is also the
possibility of additional political, legislative, judicial and/or regulatory actions over the next several months that
could alter substantially the rights and obligations under or relating to the SFC’s.

Environmental and Regulatory Considerations. In 2003, we settled a lawsuit filed by the U.S. EPA and the
DOJ in the U.S. District Court for the Southern District of Hlinois that alleged violations of the Clean Air Act and
related federal and Illinois regulations concerning certain maintenance, repair and replacement activities at our
Baldwin generating station. A consent decree was finalized in July 2005. The consent decree requires us to
{i) pay a $9 million civil penalty; (ii) fund several environmental mitigation projects in the additional aggregate
amount of $15 million; and (iii) install equipment in emission control projects at our Baldwin, Vermilion and
Havana plants that we currently anticipate, based upon ongoing engineering estimates, will cost approximately
$675 miltion through 2012.

Please read “—Regulatory and Environmental Matters™ beginning on page 15 for discussion of the
environmental and regulatory restrictions applicable to our business.

Midwest Fleet-PIM

At December 31, 2006, we owned interests in three generating facilities, Rocky Road, Rolling Hills, and
Riverside/Foothills, with an aggregate net generating capacity of 2,255 MW located within PJM. The majority of
power generated by those facilities is sold to wholesale customers in the PJM market.

PIM currently administers markets for wholesale electricity and provides transmission planning for the
region, utilizing the LMP system described above. PIM operates day-ahead and real-time markets into which
generators can bid to provide electricity and ancillary services. PIM also administers markets for capacity. An
independent market monitor continually monitors PJM markets for manipulation or improper behavior by any
entity. In addition, FERC recently accepted PIM’s proposed changes to its capacity markets (Reliability Pricing
Model, or “RPM”), including establishing longer-term markets for capacity to improve market signals for new
generation.

We sell substantially all of our capacity each year via the over-the-counter cupacity market as well as
through capacity auctions held by PIM. The remainder of capacity and energy is sold primarily into wholesale
markets.




Power Generation—Northeast Segment

Our Northeast fleet comprises three facilities located in New York. We own the Independence power
generating facility, and we operate two generating facilities, Roseton and Danskammer, under long-term lease
arrangements. Our Roseton and Danskammer facility sites are adjacent and share common resources such as fuet
handling, a docking terminal, personnel and systems. The combined generating capacity of our Northeast fleet is
2,742 MW.

Total Net
Generating

Capacity Primary Dispatch NERC
Facility (1) (MW)(2) Fuel Type Type Location Region (ISO)
Independence ............. 1,064 Gas Intermediate Scriba, NY NPCC (NYISO)
Roseton(3)............... 1,185 Gas/Oil Intermediate Newburgh, NY NPCC (NYISO)
Danskammer Units1-2 ...... 123 Gas/0il Peaking Newburgh, NY NPCC (NYISO)

Units 3-4(3) .. 370 Coal/Gas/Oil Baseload Newburgh, NY NPCC (NYISO)
Total Northeast ....... 2,742

(1) Does not include the hydroelectric generation facilities acquired as part of our Sithe Energies acquisition.
For further information, please see Note 10—Unconsolidated Investments——Variable Interest Entities
beginning on page F-34.

(2) Unit capacity values are based on winter capacity.

(3) We lease the Roseton facility and units 3 and 4 of the Danskammer facility pursuant to a leveraged lease
arrangement that is further described in Item 7. Management’s Discussion and Analysis of Financial
Condition and Results of Operations—Liquidity and Capital Resources—Off-Balance Sheet
Armrangements—DNE Leveraged Lease beginning on page 50,

Northeast Fleet-NYISO. All of our Northeast facilities are located in the New York Independent System
Operator (NYISO) area. NYISO administers the state-wide transmission system and spot markets for electricity,
calculates electricity prices, and dispatches generation using an LMP model. NYISO also administers markets for
capacity and certain ancillary services. An independent market monitor continually monitors NYISO markets for
manipulation or improper behavior by an entity. In 2003, NYISO implemented a “Demand Curve” mechanism
for calculating pricing for installed capacity for three locational zones: New York City, Long Island, and the rest
of the state of New York. Our facilities operate outside of New York City and Long Island. Capacity pricing is
calculated as a function of NYISO’s annual target reserve margin (18% for 2006-2007), the estimated cost of
“new entrant” generation, estimated peak demand, and the actual amount of capacity bid into the market. The
Demand Curve mechanism provides for incrementally higher capacity pricing at lower reserve margins, such that
“new entrant” economics become attractive as the reserve margin approaches target levels. The intention of the
Demand Curve mechanism is to ensure that existing generation has enough revenue to maintain operations when
capacity revenues are coupled with energy and ancillary service revenues, Additionally, the Demand Curve
mechanism is intended to attract new investment in generation in the locations in which it is needed most.

Due to transmission constraints, prices vary across the state and are generally higher in the Eastern part of
New York, where our Roseton and Danskammer facilities are located, and in New York City. (Our Independence
facility is located in the Northwest part of the state,) Current reserve margins of 24% are somewhat above the
NYISO’s target reserve margin of 18%. We believe that reserve margins are likely to return to target levels by
2009 to 2011.

Contracted Capacity. Approximately 70% of the Independence facility’s capacity is obligated under a
capacity sales agreement, which runs through 2014. Revenue from this capacity obligation is largely fixed with a
variable discount that varies each month based on the price of power at Pleasant Valley LMP. Additionally, we
supply steam from our Independence facility to a third party at a fixed yearly rate and supply up to 44 MW of
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fixed price energy to that third party under that agreement. For the uncommitted portion of our Northeast fleet,
due to the standard capacity market operated by NYISO and liquid over-the-counter market for NYISO capacity
products, we are able to sell substantially all of our capacity into the market each month. This provides for a
steady stream of capacity revenues at market prices from our facilities both in the short-term and for the
foresecable future.

Environmental and Regulatory Considerations. Please read “—Regulatory and Environmental Matters”
beginning on page 15 for discussion of the environmental and regulatory restrictions applicable to our business.

Power Generation—South Segment

.Our South fleet comprises two natural gas-fired peaking facilities and two natural gas-fired cogeneration
facilities totaling 1,547 MW of electric generating capacity. Key details of the Southi fleet are as follows:

Total Net
Generating

Capacity Primary Dispatch NERC
Facility (MW)(1)  Fuel Type Type Location Reglon {(ISO)
Calcasieu (2) .......oooviiiiiiiinnn. 351 Gas Peaking  Sulphur, LA  SERC
Heard County . ...........coivuinvnnnn 539 Gas Peaking Heard Co.,, GA SERC
Black Mountain (3) ................... 43 Gas Baseload Las Vegas, NV WECC
CoGenLyondell ..................... 614 Gas Baseload Houston, TX ERCOT (ISO)

Total South . . .................... 1,547

(1) Unit capacity values are based on winter capacity.

(2) On January 31, 2007, we entered into an agreement to sell our interest in the Calcameu power generation
facility to Entergy. Subject to regulatory approval, the transaction is expected to close in early 2008. Please
read Note 4—Dispositions, Contract Terminations and Discontinued Operations—Calcasieu on page F-20
for further discussion.

(3) We own a 50% interest in this facility and the remaining 50% interest is held by Chevron. Total generating
capacity of this facility is 85 MW.

South Fleet-SERC

Our Calcasieu and Heard County facilities are located in SERC. SERC territory includes all or portions of
the states of Illinois, Missouri, Kentucky, Arkansas, Tennessee, West Virginia, Virginia, North Carolina, South
Carolina, Louisiana, Mississippi, Alabama and Georgia.

Our South Fleet SERC assets are located within control areas of vertically integrated utilities and
municipalities. All power sales and purchases are consummated between individual parties and are physicaily
delivered either within or across control areas of the transmission owners. The present market framework in
SERC is not a centralized market, and it is not expected that this region will transition to centralized competitive
markets for energy and capacity in the foreseeable future.

The SERC region currently has surplus generation capacity, resulting from past competition among
merchant plant developers, significanily exceeding SERC's estimated target reserve margin of approximately
15% to 17%. The overcapacity is concentrated in the Entergy and Southern sub-regions of SERC (where the
Calcasieu and Heard County facilities are located). This overcapacity has historically depressed energy and
capacity values in this region; this influence may continue until demand growth absorbs excess supply.

On January 31, 2007, we entered into an agreement to sell our interest in the Calcasieu power generation
facility to Entergy. Subject to regulatory approval, the transaction is expected to close in early 2008. Please read
Note 4—Dispositions, Contract Terminations and Discontinued Operations—Calcasieu on page F-20 for further
discussion.
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Contracted Capacity. Given the Southeast’s regulated market structure, these two plants principally sell
capacity 10 the local regulated utilities and energy and ancillary services through bilateral transactions with the
utilities and wholesale buyers.

South Fleet-ERCOT

Our CoGen Lyondell facility is located in ERCOT, which comprises a majority of the state of Texas.

This market is administered by ERCOT ISO, which oversees competitive wholesale and retail markets.
ERCOT’s operations are overseen by the PUCT. ERCOT operates as the single control area within its region and
operates energy markets for market participants. Price mitigation measures in ERCOT include a $1,000 per MWh
offer cap. ERCOT is considering wholesale market design changes including ILMP (similar to markets in MISO,
NYISO and PJM) in response to a PUCT rule. Implementation details and timing of these market changes have
not yet been finalized, but are expected in approximately 2009,

The ERCOT region currently has surplus generation capacity indicated by a NERC estimated 2006 reserve
margin of 14%, exceeding ERCOT’s target minimum reserve margin of 12.5%. This overcapacity has
historically depressed energy and capacity values in this region. However, previously released reports from
ERCOT indicate that reserve margins may fall below the 12.5% level by 2010 to 2013 due to announced
generating retirements and mothballed units.

Contracted Capacity. Since its inception, the CoGen Lyondell facility has sold steam and 70 MW of
capacity and energy to its site host, Lyondell Chemical Company, under long-term contracts which expired in
December 2006. The steam and energy sales contracts were amended and extended beginning January 1, 2007,
We sell up to 80 MW of capacity and energy and 1.5 million pounds per hour of steam for a base contract term
from January 2007 through December 2021 and subsequent automatic rollover terms of two years each thereafter
through as long as December 2046.

The balance of Cogen Lyondell’s capacity and energy (approximately 534 MW) are sold through bilateral
transactions or through the ERCOT daily market.

Environmental and Regulatory Considerations. During 2006, the Cogen Lyondell facility installed NO,
emissions reduction controls, at a cost of approximately $15 million, to satisfy Houston-area ozone rules. When
the project is completed in 2007, at a total cost of approximately $23 million including interest on construction,
the facility is expected to be in environmental compliance for the foreseeable future.

Please read “—Regulatory and Environmental Matters™ beginning on page 15 for further discussion of the
environmental and regulatory restrictions applicable to our business.

South Fleet Equity Investments

Black Mountain. Our Black Mountain plant is a PURPA QF located near Las Vegas, Nevada, in the
WECC., Capacity and energy from this facility are sold to Nevada Power Company under a long-term PURPA
QF contract.

Customer Risk Management

After the termination of the Sterlington tolling agreement on March 7, 2006, the CRM business primarily
consists of a remaining power tolling arrangement relating to the Kendall facility, as well as our legacy physical
natural gas supply contracts, natural gas transportation contracts and natural gas, power and emissions trading
positions. A tolling arrangement is a contract whereby a generation owner sells rights to dispatch the unit at a
defined heat rate and for terms and conditions provided for in the agreement while the owner continues to operate
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the facility. The buyer under a tolling arrangement generally provides fuel in accordance with dispatch
instructions for the unit.

We mitigated the effect of the Kendall tolling arrangement through November 2008 by entering inlo a
“back-10-back” power purchase agreement with a subsidiary of Constellation Energy Commodities Group. Inc,
(“Consteilation”), under which we receive payments which offset our obligations to the owner of the facility.
Pursuant to this arrangement, we are obligated to make aggregate payments of approximately $416 million to the
owner of the facility in exchange for access 1o power generated by the facility, resulting in a total obligation of
$335 million, net of $81 million to be received from Constellation over the next 23 months. On September 14,
2006, we agreed to acquire the Kendall facitity either through the planned acquisition of assets from the LS
Entities or as a separate transaction. The Kendall tolling arrangement will become an intercompany obligation
under our GEN-MW segment upon the closing of the transaction. As a result, the impact of the toll in the
consolidated financial statements would be eliminated in consofidated results.

Legacy Marketing and Trading. Regarding our legacy natural gas, power and emission businesses, we have
substantiatly reduced the size of our mark-to-market portfolio since October 2002, when we initizted our efforts
to exit the CRM business.

Natural Gas—We have exited a significant portion of our physical and financial natural gas marketing and
trading business and expect to have substantially exited this business by the end of 2007, with the exception of a
minimal number of physical natural gas transactions that expire between 2010 and 2017. Many of our remaining
transactions relate to the sale of natural gas to power plants, municipalities, and other industrial users in various
regions across the U.S. along with financial contracts that hedge the price exposure inherent in those contracts.
These remaining transactions still require cash payments to purchase natural gas for our customers; however,
those cash requirements are partially offset by the proceeds received from financial contracts hedging the supply.
We will continue our efforts to exit the remaining transactions as allowed by market liquidity, credit
requirements, and market opportunities.

Power—We have substantially exited our remaining CRM power business, exclusive of the remaining
power tolling arrangement in the segment with the exception of a minimum number of positions that will remain
until 2010. These transactions primarily relate to past trading activity that was conducted in prior years for
periods that have yet to mature. These transactions are accounted for on a mark-to-market basis and will continue
to result in volatility in our statement of operations as prices change during the year. We will continue our efforts
to exit the remaining transactions as allowed by market liquidity, credit requirements, and market opportunities,

Emissions—We have a forward obligation to deliver SO, emissions allowances through 2008. Our financial
statements reflect the gain or loss on this obligation resulting from the price fluctuation in SO, emissions
allowances. This obligation will be satisfied by our current inventory of physical 30, emissions allowances, and
such inventory is valued at the lower of cost or market, in accordance with GAAP. Upon settlement of the
forward obligation, we will recognize a gain to the extent that the delivery price is higher than the book value of
our inventory. Upon delivery of the emissions allowances, we expect a positive cash flow as the third party
makes payment for the emissions allowances. The inventory of emissions allowances that we use 1o fulfill this
forward obligation is separate from the inventory and needs of our power generation business.

Other
Corporate

Other also includes corporate governance roles and functions, which are managed on a consolidated basis,
and specialized support functions such as finance, accounting, risk control, tax, legal, human resources,
administration and information technology. Corporate general and administrative expenses, income taxes and
interest expenses, except for interest on borrowings incurred by our operating segments, are also included, as are
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corporate-related other income and expense items. Results for our discontinued global communications business
are also included in this segment in periods where appropriate.

Natural Gas Liquids

Our natural gas liquids segment consisted of our midstream asset operations, located principally in Texas,
Louisiana and New Mexico, and our North American natural gas liquids marketing business, all of which we sold
in October 2005. Please read Note 4—Dispositions, Contract Terminations and Discontinued Operations—
Discontinued Operations-Natural Gas Liquids beginning on page F-23 for further discussion.

Regulated Energy Delivery

Our regulated energy delivery segment consisted of our former Illinois Power Company subsidiary, which
we sold in September 2004. Pledse read Note 4—Dispositions, Contract Terminations and Discontinued
Operations—Dispositions and Contract Terminations—Sale of Iilinois Power beginning on page F-21 for further
discussion,
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REGULATORY AND ENVIRONMENTAL MATTERS

Qur business is subject to extensive federal, state and local laws and regulations governing the generation
and sale of electricity.

Federal. Our ability to charge market-based rates for electricity, as opposed to cost-based rates, is governed
by the FERC. We have been granted market-based rate authority for wholesale power sales from our exempt
wholesale generator facilities, which include all of our facilities except CoGen Lyondell and Black Mountain.
These two facilities are Qualifying Facilities, which have various exemptions from federal regulation and sell
electricity directly to purchasers under power purchase agreements. Our market-based rate authority is predicated
on FERC not finding the existence of market power for our facilities with market-based rates, and our next
triennial market power review is currently scheduled for filing with the FERC in mid-2008. The FERC has
adopted market behavior rules and regulations designed to prohibit energy market manipulation. A violation of
these regulations could result in the revocation or suspension of our market-based rate authority, as well as
refunds, disgorgement of profits and potential monetary penalties. Please read Note 18—Regulatory Issues
beginning on page F-53 for further discussion.

State. Our business also is subject to regulation in the states where we operate. Proposed reforms to these
regulations are pending in several states, including Illinois and New York. Please read “~—Segment Discussion”
beginning on page 7 for further discussion of these state regulations by segment.

Environmental, Health and Safety Matters

Our business is subject to extensive federal, state and local laws and regulations governing discharge of
materials into the environment or otherwise relating to environmental, health and safety protection for our
employees and communities. We are committed to operating within these regulations and to conducting our
business in a safe and environmentally responsible manner. The regulatory landscape is subject to change and has
become more stringent over time. Failure to acquire or maintain permits or to otherwise comply with applicable
rules and regulations may result in fines and penalties. Additionally, the process for acquiring or maintaining
permits or otherwise complying with applicable rules and regulations may require unprofitable or unfavorable
operating conditions or significant capital and operating expenditures.

Our aggregate expenditures (both capital and operating) for compliance with laws and regulations related to
the protection of the environment associated with our power generation fleet were approximately $60 million in
2006, compared to approximately $56 million in 2005 and approximately $25 million in 2004. The 2006
expenditures include approximately $21 million for consent decree projects and $8 million associated with the
conversion of our Vermilion and Havana facilities to PRB coal, compared to $27 million in 2005 for the PRB
coal conversion projects. We estimate that total environmental expenditures (both capital and operating} in 2007
will be approximately $110 million, including approximately $90 million for consent decree projects and
approximately $15 million for O&M. These 2007 expenditures do not include approximately $10 million for
several environmental mitigation projects that are also part of the DMG consent decree or amounts assumed as a
result of the proposed Merger Agreement with the LS Entities. In 2007, the projected costs are associated
primarily with enhanced air pollution controls and handling of combustion byproducts. Changes in
environmental regulations or outcomes of litigation, the ongoing appeal of the New York State Pollution
Discharge Elimination System (SPDES) Permit issued to Danskammer in Jure 2006 and the SPDES Permit
renewal proceeding involving Roseton, could result in additional requirements that would necessitate increased
future spending and potentially adverse operating conditions.
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Ongoing and Future Environmental Initiatives. Current and proposed legislation and rulemaking contain
requirements for further environmental control that we expect may result in substantial capital investments and
operational costs. Sources of these ongoing and potentizl future requirements include:

= Legislative and regulatory proposals to adopt stringent controls on SO,, NOy and mercury emissions
from coal-fired power plants;

* Clean Air Act requirements relating to air emissions, construction and operating permits and compliance
certifications;

» (Clean Water Act requirements to reduce impacts of water intake structures on aquatic species at certain
of our power plants;

* Possible future requirements to reduce carbon dioxide emissions to address concerns about global
warming; and

+  The State of New York's consideration of a New Source Review rule that is more restrictive than the
Federal New Source Review program, as it refates to routine maintenance, repair and replacement
activities.

Following is a description of reasonably anticipated environmental initiatives for which we could incur
significant expenditures, depending on the outcome.

Multi-Pollutant Air Emission Initiatives. In recent years, various federal and state legislative and
regulatory multi-pollutant initiatives have been introduced. Tn early 2005, the EPA finalized several rules that
would collectively require reductions of approximately 70% each in emissions of SO,, NOy and mercury from
coal-fired electric generating units by 2015 (2018 for mercury).

The Clean Air Interstate Rule (CAIR) is intended to reduce SO, and NOy emissions across the eastern
United States (29 states and the District of Columbia) and address fine particulate matter and ground-level ozone
National Ambient Air Quality Standards. The rule includes both seasenal and annual NOy, control programs as
well as an annual 8O, control program. A majority of our generating facilitiecs will be subject to these programs.
The compliance deadline for Phase 1 for the NOy control program is in 2009; the SO, control program becomes
effective in 2010. The finai compliance phase begins in 2015. In April 2006, the U.S. EPA Administrator
published a final rule that includes a federal implementation plan (FIP) to reduce transport of fine particulate
matter and ozone. States may choose to develop their own NOy requirements, within their respective state
implementation plans, at least as stringent as the FIP, else the EPA will apply the FIP requirements to these
states. Participation by states in the CAIR regional trading program is not mandatory.

The CAIR rule establishes a cap-and-trade program projected to reduce NOy and SO, emissions by 61
percent and 73 percent, respeclively, by 2018 and requires states to achieve the required reductions by adopting
CAIR or state rules. The Illinois EPA has proposed a rule to implement the CAIR requirements that would
require greater reductions in NOy emissions from electric generators by setting aside 30 percent of the available
NOy emission allowances for energy efficiency and conservation projects, making the allowances unavailable to
generators.

The U.S. EPA issued the Clean Air Mercury Rule (CAMR) for control of mercury emissions in March 2005
and, in December 2006, promulgated a backstop plan to ensure that power plants affected by the CAMR reduce
their mercury emissions on schedule. CAMR establishes a cap-and-trade program that would reduce emissions of
mercury from coal-fired power plants and, according to the EPA, the rule will reduce utility emissions of
mercury from 48 tons per year to 15 tons per year by 2018, a reduction of nearly 70 percent from 1999 emission
levels. The federal rule requires states to promulgate rufes at least as stringent as CAMR. In December 2006 the
Illinois Pollution Control Board approved a state rule that would require greater mercury emissions reductions
and in a shorter time pertod than CAMR. The Iilinois Rule will require additional capital and Q&M expenditures
at each of our Hlincis coal-fired plants beginning in 2007. The state of New York has also approved a mercury
rule that is more stringent than CAMR, and will likely require additional capital and operating costs.
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We initially opposed the Illinois mercury rule because the schedule for implementation was considered
impractical. In settling our opposition to the rule, we agreed to join with the Illinois Environmental Protection
Agency in advancing a revised regulatory proposal that would significantly reduce mercury emissions but allow
sufficient time 10 meet the emission limitation while making further reductions in emissions of sulfur dioxide,
nirogen oxides and particulate matter from the company’s generation facilities. The rule approved by the Hlinois
Pollution Control Board in December 2006 included the revised proposal covering multiple pollutants including
mercury, NOy and SO,.

The Clean Air Visibility Rule (CAVR) addresses the requirement for states to analyze and include “Best
Available Retrofit Technology” (BART) requirements for individual facilities in their state implementation plans
to address regional haze, which rules are due by the end of 2008 with compliance expected five years later. The
requirements apply to facilities built between 1962 and 1977 that emit more than 250 tons per year of certain .
regulated pollutants in specific industrial categories, including utility boilers. The record for the final rule:
contains an analysis that demonstrates that for electric generating units subject to CAIR, CAIR will generaily
result in more visibility improvements than BART would provide. Therefore, it may prove sufficient for'states
that adopt CAIR to substitute its requirements for BART controls otherwisc required by SIPs under CAVR. In
preparing their SIPs, states are required to do so in tandem with the recommendation of their state environmental
Regional Planning Organizations, which may be more stringent than CAIR.

The Clean Air Act. The Clean Air Act and comparable state laws and regulations relating to air emissions
impose responsibilities on owners and operators of sources of air emissions, including requirements to obtain
construction and operating permits as well as compliance certifications and reporting obligations. The Clean Air
Act requires that fossil-fueled plants have sufficient SO, and, in some regions NOy emission allowances, as well
as meet certain pollutant emission standards. Our electric generation facilities, some of which have changed their
operations to accommodate new control equipment or changes in fuel mix, are presently in compliance with
these requirements. In order to ensure continued compliance with the Clean Air Act and related rules and
regulations, including ozone-related requirements, we have plans to install emission reduction technology and
expect to incur a total capital expenditure of up to $7 million in 2007 pursuant to such plans.

Water Issues. Our water withdrawals and wastewater discharges are permitted under the Clean Water Act
and analogous state laws. Section 316(b) of the Clean Water Act and comparable state water laws and
regulations, require that the location, design, construction and capacity of cooling water intake structures reflect
BTA for minimizing adverse environmental impact. The cooling water intake structures at four of our coal and
one of our fuel oil-fired facilities in Illinois and New York are subject to this requirement.

The U.S. EPA issued rules in July 2004 establishing national standards aimed at protecting aquatic life at
power generating facilities with existing cooling water intake structures, The rule requires a Comprehensive
Demonstration Study*(CDS) for each affected facility to provide information needed to determine necessary
facility-specific modifications and cost estimates for implementation. The required studies are either underway or
complete at all of the affected facilities, and the rule requires that final compliance plans be in place by January -
2008. Once compliance measures are determined and approved by regulators, a facility may have several years to
implement the measures. Due to the wide range of measures potentially applicable to a given facility, and since
the final selection of compliance measures will be at least partially dependent upon the CDS information, we are
not able to estimate our total fleet cost for complying with the rule at this time.

On January 25, 2007, the United States Court of Appeals for the Second Circuit remanded to the EPA a
substantive portion of these rules, including EPA’s determination of BTA for existing water intake structures.
The Court’s remand of the rule to EPA has created uncertainty concerning the performance standard and the.
schedule for implementing the requirement. Further appellate review of the rule may be pursued or EPA may
revise the rule in accordance with the Court’s opinion. The scope of requirements and the compliance
methodologies allowed may become more restrictive, resulting in potentially sngmﬁcantly increased costs. In
addition, the timing for compliance may be adjusted.
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As with air quality, the requirements applicable to water quality are expected to increase in the future. A
number of efforts are under way within the EPA to evaluate water quality criteria for parameters associated with
the by-products of fossil fuel combustion. These parameters include arsenic, mercury and selenium. Significant
changes in these criteria could impact discharge limits and could require our facilities to install additional water
treatment equipment. . . ' '

We are currently involved in an administrative proceeding in New York relating to the permit governing the
cooling water intake structure at our Roseton facility. If the proceeding is resolved unfavorably to us, we could
be required to expend material capital or to reduce plant operations. We have recently successfully completed
similar administrative proceedings concerning our Danskammer facility resulting in a new permit Challenges to
the new Danskammer permit by environmental groups that participated in the proceeding could resuit in material
capital expenditures or reduced plant operations. For further discussion of these matters, please see Note 17—
Commitments and Contingencies—Danskammer State Pollutant Discharge Elimination System Permit beginning
on page F-48 and Note 17—Commitments and Contingencies—Roseton State Pollutant D1scharge Elimination
System Permit beginning on, page F-49, respectively. :

Global Climate Change. The international treaty relating to global warming (commonly known as the
Kyoto Protocol) would have required reductions in emissions of greenhouse gases, primarily carbon dioxide and
methane, by industry, including power generating facilities, if ratified by the United States. As an alternative to
Kyoto, which became effective (without ratification by the United States) in February 2003, current U.S. policy
regarding greenhouse gases favors voluntary reductions, increased operating efficiency, and continued research
and technology development, Although several bills have been introduced in Congress that would compel .
reductions in carbon dioxide emissions, there are presently no federal mandatory greenhouse gas reduction
requirements. The likelihood of any federal mandatory carbon dioxide emissions reduction program being
adopted in the near future, and the specific requirements of any such program, is uncertain. However, a number
of states where we operate power generation facilities in the Northeast and Midwest have proposed or are in the
process of developing regulatory programs to manage greenhouse gas emissions. Please read “Multi-Pollutant
Air Emission Initiatives’” above for further discusgsion: - S T

Any adoption by the federal or state governments of programs mandating a substantial reduction in
greenhouse gas emissions could have far-reaching and significant impacts on the energy industry. Although we.
cannot predict the potential impact of such laws or regulations on our future financial condition, resuits of .
operations or cash flows, we will continue to monitor and participate in greenhouse gas policy developments in
the regions in which we operate and will continué to assess and respond to the potential impact on our business -
operations.

Regional Greenhouse Gas Initiative. RGGI is a program under development by nine New England and
Mid-Adlantic states to reduce carbon dioxide emissions from power plants through a cap and trade program. The
state of New York has introduced, as a “pre-proposal”,.a rule that would require any fossil fuel fired electric
generator larger than 25 MW to hold CO, emission allowances in the amount of its annual CO, emissions. The
state would auction CO, emission allowances annually. The CO, emission allowances available for purchase by
generators would be capped at approximately 64 million tons of CO, emissions. Affected generators would be
required to purchase 100 percent of the carbon credits needed to operate their facilities through the auction :
process. The final program requirements of RGGI and subsequent impact to our operations are not known at this
time, but the Northeast states currently intend to finalize carbon dioxide emissions requxremcnts for electric
generating facilities within the-next few months. :

Remedial Laws. We are also subject to environmental: requirements relating to handling and disposal of
toxic and hazardous materials, including provisions of CERCLA and RCRA: and similar state laws. CERCLA
imposes strict liability on persons that contributed to release of a “hazardous substance” into the environment.
These persons include the current or previous owner and operator of a facility and companies that disposed, or
arranged for disposal, of hazardous substances found at a contaminated facility. CERCLA also authorizes the
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EPA and, in some cases, private parties to take actions in response to threats to public health or the environment
and to seek recovery for costs of cleaning up hazardous substances that have been released and for damages to
natural resources from responsible parties. Further, it is not uncommon for neighboring landowners and other
affected parties to file claims for personal injury and property damage allegedly caused by hazardous substances
released into the environment. CERCLA or RCRA could impose remedial obhgatlom af a variety of our
facilities. ¢ ' v R Lo g .

' . 0 v '

Additionally, the EPA may develop new regulations that impose additional requirements on facilities that
store or dispose of non-hazardous fossil fuel combustion materials, including coal ash. If so, we and other
similarly situated power generators may be required to change current waste management pracuces and incur
additional capital expendlturei to comply with these regulations.

As a result of their age, a number of our facilities contain quantities of asbestos-containing materials, lead-
based paint, and/or other regulated materials. Existing state and federal rules require the proper management and
disposal of these materials. We have developed a management plan that includes proper maintenance of existing
non-friable ashestos installations and removal and abatement of asbestos-containing materials where necessary
because of maintenance, repairs, replacement or damage to the asbestos itself.

Health and Safety Rules. Our operations are subject to requirements of the Occupational Safety and Health
Administration (OSHA) and other comparable federal, state and provincial statutes. We have processes in place
to identify and evaluate risk in order to ensure that non-compliances are detected and corrected in a timely
manner. We believe we currently comply and expect to continue to comply in all material respects with
applicable rules and regulations.
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COMPETITION
Demand for power may be met by generation capacity based on several competing technologies, such as . .
natural pas-fired, coal-fired or nuclear generation, as well as power generating facilities fueled by alternative .
energy sources, including hydro power, synthetic fuels, solar, wind, wood, geothermal, waste heat and solid
wasté sources. Our power generation businesses in the Midwest, Northeast, and South compete with other
non-utility generators, regulated utilities, unregulated subsidiaries of regulated utilities and other energy service
companies. We believe that our ability to compete effectively in these businesses will be driven in large part by
our ability to achieve and maintain a low cost of productton, primarily by managing fuel costs, and to provide
reliable service to our customers.. We believe our primary competitors consist of at least |15 companies in the
power generation business. . - C
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OPERATIONAL RISKS AND INSURANCE

We are subject to all risks inherent in the power generation business. These risks include, but are not limited
1o, equipment breakdowns or malfunctions, explosions, fires,:terrorist attacks, product spillage, weather including
hurricanes and tornados, nature including earthquakes and inadequate maintenance of rights-of-way, which could
result in damage to or destruction of operating assets and other property, or could result in personal injury, loss of

" life or pollution of the environment, as well as curtailment or suspension of operations at the affected facility. We

maintain general public liability, property/boiler and machinery, and business interruption insurance in amounts
that we consider to be appropriate for such risks. Such insurance is subject to deductibles and caps that we
consider reasonable and not excessive given the current insurance market environment. The costs associated with
these insurance coverages have been volatile during recent periods, and may continue to be so in the future. The
occurrence of 4 significant event not fully insured or indemnified against by a third party, or the failure of a party
to meet its indemnification obligations, could materially and adversely affect our operations and financial
condition. While we currently maintain levels and types of insurance that we believe to be prudent under current
insurance industry market conditions, our potential inability to secure these levels and types of insurance in the
future could negatively impact our business operations and financial stability, particularly if an uninsured loss
were to occur. No assurance can be given that we will be able to maintain these levels of insurance in the future
at rates we consider commercially reasonable. '

E We also face markel, price, credit and other risks relative to our business. Please read Item 7A. Quantitative
and Qualitative Disclosures About Market Risk beginning on page 81 for further discussion of these risks.

In addition to these operational risks, we also face the risk of damage to our reputation and financial loss as
a result of inadequate or failed internal processes and systems. A systems failure or failure to enter a transaction
properly into our records and systems may result in an inability to settle a transaction in a timely manner or cause
a contract breach. Our inability to implement the policies and procedures that we have developed to minimize
these risks could increase our potential exposure to damage to our reputation and to financial loss. Please read
Item 9A. Controls and Procedures beginning on page 84 for further discussion of our internal control systems.

SIGNIFICANT CUSTOMERS
For the year ended December 31, 2006, approximately 23%, 19% and 18% of our consolidated revenues
were derived from transactions with AmerenIP, MISO and NYISO, respectively. For the year ended
December 31, 2005, approximately 26% and 20% of our consolidated revenues were derived from transactions
with NYISO and AmerenlP, respectively. For the year ended December 31, 2004, approximately 13% of our
consolidated revenues were derived from transactions with NYISO. No other customer accounted for more than
10% of our consolidated revenues during 2006, 2005 or 2004. '

'+ EMPLOYEES
At December 31, 2006, we had approximately 348 employees at our administrative offices and
approximately 991 employees at our, operating facilities. Approximately 640 employees at Dynegy-operated.
facilities are subject to collective bargaining agreements with various unions that expire in June 2007 (Midwest)
and in February 2008 (Northeast). We believe relations with our employees are satisfactory. ‘
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Item LA, Risk Factors .- e
Forward-Looking Statements

‘This Form 10- K includes statements reflecting assumptions, expectatxons projections, intentions or beliefs
about future events that are intended as “forward-looking statements”. Ail statements included or incorporated by
reference in this annual report, other than statements of historical fact, that-address activities, events or
developments that we or our management expect, believe or anticipate will or may occur in the future are
forward-looking statements. These statements represent our reasonable judgment on the future based on various -
factors and using numerous assumptions and are subject to known and unknown risks, uncertainties and other
factors that could cause our actual results and financial position to differ materially from those contemplated by
the statements. You can identify these statements by the fact that they do not relate strictly to historical or current
facts. They use words such as “anticipate,” “estimate”, “project”, “forecast”, “plan,” “may”, “will”, “should”,
“expect” and other words of similar meaning. In particular, these include, but are not limited to, statements .

relating to the following: cdee
+  expectations and beliefs related tothe combination with the LS Entmes including satlsfymg closing
- conditions and ohtammg shareholder approval; !
. ant1c1pated benefits and expected synergteq resulting from the combination w1th the LS Entltles and
beliefs associated with the integration of operations of both companies; = )

SIS

* projected operating or financial resul_ts, including anticipated cash ﬂews from operations, revenues and
profitability;

¢ expectations regarding capttal expendttures mterest expcnse and other payments

+ - beliefs and assumptions about economic conditions and the demand and prices for electricity;

BY

i * *

¢ -beliefs about commodity pricing and generation volumes; - : ' b

*+ our focus on safety and our abthty to efficiently ‘operate our assets 80 as 10 mammtze our revenue
generatmg opportumttes,

*  strategies to capture opportumtles presented by nsmg commodity prices and strategles to manage our
exposure to energy price volatility;

+ plans to achieve fuel-related, general and administrative, and other targeted cost savings;

*  beliefs and assumptions relating to liquidity, including the ability to satisfy or refinance debt maturities
and other obligations before or as they come due;

* - . strategies to address our substantial leverage, to access the capital markets, or to obtain additional
financing on more favorable financing terms;

' ' ' '

. measures to compete effectively with mdustry participants;

s beliefs and assumptions about market eompeut]on fiel supply, power demand generatlon capacity and
regional recovery of the wholesale power generatlon market;

« sufficiency of coal and fuel oil inventories and transportation, mcludmg strategles to deploy coal
supplies;
»  beliefs about the outcome of legal, regulatory, administrative and environmental matters;

» expectations regarding environmental matters, including costs of compliance and availability and
adequacy of emission credits; : ) :

. expectat:ons and estimates regarding the DMG consent decree and the associated costs;

s positioning our power generatlon busmess for future growth and pursumg and executmg acqutsttton
disposition or combination opportunities; and

« measures to complete the exit from the customer risk management busmess and the costs associated
with this exit.

Any or all of our forward-looking statements may turn out to be wrong. They can be atfected by inaccurate
assumptions or by known or unknown risks, uncertainties and other factors, many of which are beyond our
control, including those set forth below.
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Factors That May Affect Future Results : '
Risks Related to Our Business . '

The Merger Agreement with the LS Entities and related transactions, regardless of whether they are
ultimately consummated, have presented and will continue to present us with certain risks and uncertainties,
and have imposed and will continue to impose on us and our business and operations certain restrictions and
significant fi financial and other costs. In addition, if the Merger Agreement and related transactions are
ultimately consummated, the expected benefits of the Merger Agreement and related transactions may not be
realized in a timely or efficient manner or at all, and the LS Entities, by virtue of their stock ownership of New
Dynegy, will have significant influence over New Dynegy’s business and operations and may have interests
that differ from, and conflict with, the interests of our other shareholders.

The consummation of the Merger Agreement with the LS Entities and related transactions is subject to the
approval of our shareholders. We cannot assure you that we will receive the approval of our sharcholders in a
timely manner or at all and, as a result, we cannot assure you that the Merger Agreement and related transactions
will be consummated in a timely manner or at all. Moreover, a substantial delay in obtaining the approval of our
shareholders could have a material adverse effect on our and/or New Dynegy’s business, financial condition and
results of operations and may cause us and/or the LS Entities to abandon the Merger Agreement and related
transactions. In addition, the Merger Agreement restricts us, without the LS Entities” consent, from taking certain
specified actions until the Merger Agreement is consummated or terminated. These restrictions may prevent us
from pursuing otherwise attractive business opportunities and effecting other beneficial transactions and changes
to our business and operations prior to the consummation or termination of the Merger Agreement.

We entered into the Merger Agreement with the LS Entities with the expectation that the combination of our
busiriess and operations with the business and operations of the power generation entities to be contributed by the
LS Entities pursuant to the Merger Agreement would result in various beneﬁts including, among other things,
certain synergies, cost savings and operating efficiencies. We cannot assure you that such beneﬁts will be
realized in a timely manner, in full or at all. :

T

In addition, we have incurred and expect to continue to incur significant costs in connection with
consummating the Merger Agreement and related transactions. We also expect to incur, upon the consummation
of the Merger Agreement and related transactions, costs in connection with integrating our operations and
procedures with the operations and procedures of the power generation entitics to be contributed by the LS
Entities. Morcover, we cannot assure you that the anticipated synergies, cost savings and operating efficiencies
related to the integration of our business with that of the power generation entities to be contributed by the LS
Entities will offset these costs over time, in a timely manner, in full or at all.

" If the Merger Agreement and related transactions are consummated, we will face significant challenges in
integrating our operations and procedures with the operations and procedures of the power generation entities to
be contnbuted by the LS Entities. As a result, we cannot assure you that the integration will be completed in a
timely or efficient manner. In addition, such integration efforts could also divert our management’s focus and
resources from our and, subsequent to the consurnmation of the Merger Agreement, New Dynegy’s day-to-day
business and operations. Such diversion of our management’s focus and resources could have a material and
adverse effect on our and, subsequent to the consummation of the Merger Agreement, New Dynegy’s business,
financial condition and results of operations. ‘

Furthermore, subsequent to the consummation of the Merger Agreement and related transactions, the LS
Entities will own approximately 40% of the voting power of New Dynegy and will have the right to nominate up
to three members of the 11-member board of directors of New Dynegy. By virtue of such stock ownership and
board represenmlmn the LS Entities will have the power to influence New Dynegy’s affairs as well as the
outcome of matters submitted to a vote of New Dynegy’s stockholders. Moreover, the LS Entities may have
interests that differ from, and conflict with, those of our other sharcholders, who will be holders of New
Dynegy’s common stock upon the consummation of the Merger Agreement and related transactions.
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Our growth strategy may include acquisitions or combinations that could fail or present unanticipated
problems for our business in the future, which could adversely affect our ability to realize anticipated benefits
of those transactions.

Our growth strategy may include acquiring or combining with other businesses, such as the power
generation facility acquisitions we propose to make pursuant to the Merger Agreement. We may not be able to
identify suitable acquisition or combination opportunities or finance and complete any particular acquisition or
combination successfully. Furthermore, acqulsltlons and combmanons involve a number of risks and challenges,
including:

» diversion of management’s attention;
» the need to integrate acquired or combined operations;
+ potential loss of key employees;

» difficulty in evaluating the power assets, operaling costs, mfraslructure requ1rements environmental and
other llabllltle% and other factors beyond our control; :

* potental ack of operaling experience in new geographic/power markets
* an increase in our expenses and working capital requirements; and

» the possibility that we may be required to issue a substantial amount of additional equity securities or
incur additional debt to finance any such transactions.

Any of these.factors could adversely affect our ability to achieve anticipated levels of cash flows or realize
synergies or other anticipated benefits from a strategic transaction. Furthermore, the market for transactions is
highly competitive, which may adversely affect our ability to find transactions that fit our strategic objectives. In
pursuing our strategy, consistent with industry practice, we routinely engage in discussions with industry
participants regarding potential transactions, large and small. We intend to continue to engage in strategic
discussions and we will need to respond to potential opportunities quickly and decisively. As a result, strategic
transactions may occur at anytime and may be significant in size relative to our assets and operations. -

Because many of our power generation facilities operate mostly without term power sales agreements and
because wholesale power prices are subject to significant volatility, our revenues and profi tabtltty are subject
to significant fluctuations.

Most of our facilitics operate as “merchant” facilities without term’ power sales agreements, Without term
power sales agreements, we cannot be sure that we will be able to sell any or all of the electric energy, capacity
or ancillary services from our facilities at commercially attractive rates or that our facilities will be able to
operate profitably. This could lead to decreased financial results as well as future impairmeats of our property,
plant and equipment or to the retirement of certain of our facilities resulting in economic losses and liabilities.

Because we largely sell electric energy, capacity and ancillary services into the wholesale energy spot
market or into other power markets on a term basis, we are not guarantced any rate of return on our capital
investments. Rather, our financial condition, results of operations and cash flows are likely to depend, in large
part, upon prevailing market prices for power and the fuel to generate such power. Wholesale power markets are
subject to significant price fluctuations over relatively short periods of time and can be unpredictable.

Given the volatility of power commodity prices, to the extent we do not secure term power sales agreements

for the output of our power generation facilities, our revenues and profitability will be subject to increased
volatility, and our financial condition, results of operations and cash flows could be materially adversely affected.
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Our hedging activities will not fully protect us from exposure to commodity price risks, and we are vulnerable
to decreases in power prices and increases in the price of natural gas, coal and oil. To the extent we do engage
in hedging activities, our models representing the market may be inaccurate.

Since a substantial portion of our production capacity may not be hedged and is thus subject to commodity
price risks, we have the potential to receive higher or lower prices for capacity, energy and ancillary services
resulting in volatile revenue and cash flow. To the extent that our generated power is not subject to a power
purchase agreement or similar arrangement, we generally will pursue sales of such generated power based on
current market prices. Where forward sales are not executed, we will be impacted by changes in commodity
prices, and, in an environment where fuel costs increase and power prices decrease, our financial condition,
results of operations and cash flows may be materially adversely affected. In those instances where we do
execute forward sales or related financial transactions, our internal models may not accurately represent the
markets in which we participate, potentially causing us to make less favorable decisions.

Unauthorized hedging and related activities by our employees could result in significant losses.

v |

We intend to continue our commercial strategy, which emphasizes forward power sales opportunities to
capture attractive-market prices in the near-term. We have adopted various internal policies and procedures
designed to monitor hedging activities and-positions. These policies and procedures are designed, in part, to
prevent unauthorized purchases or sales of products by our employees. We cannot assure, however, that these
steps will detect and prevent all violations of our risk management policies and procedures, particularly if ‘
deception or other intentional misconduct is involved. A significant policy violation that is not detected could
result in a substantial financial loss for us. 1

" . . 1

o [ ' . TR

We are exposed to the risk of fuel and fuel transportation cost increases and interruptions in fuel supplies |
because some of our facilities do not have long-term coal, natural gas or hqum‘ Juel supply agreements.

Many of our power generation facilities, spemﬁcally those that are natural gas-fired, purchase their fuel
. requirements under short-term contracts or on the spot market. As a result, we face the risks of supply
interruptions and fuel price volatility, as fuel deliveries may not exactly match that fequired for energy sales, due
‘ in part to our need to pre-purchase fuel inventories for reliability and dispatch requirements.
]

Moreover, operation of many of our coal-fired generation facilities is highly dependent on our ability to
procure coal. Although we have long-term contracts in place for our coal and coal transportation needs, power
generators in the Midwest and the Northeast have experienced significant pressures on available coal supplies
that are either transportation or supply related. 1If we are unable to procure fuel for physical delivery at prices we .
' consider favorable, our financial condition, results of operations and cash flows could be materially adversely

affected. . ) ] . i ,

Availability and cost of emission credits could materially impact our costs of operations. o

We are required to maintain, either by allocation or purchase, sufficient emission credits to support our
opérations in the ordinary course of operating our power generation facilities. These credits are used to meet our
obligations imposed by various applicable environmental laws. If our operational needs require more than our
allocated allowances of emission credits, we may be forced to purchase such credits on the open market, which
could be costly. If we are unable to maintain sufficient emission credits to match our operational needs, we may
have to curtall our operatlons 50 as not to exceed our available emission credits, or install costly new emissions
controls. As we use the emissions credits that we have purchased on the open market, costs associated with such
purchases will be recogmzed as operating expense. If such credits are available for purchase, but only at |
significantly hlgher prices, the purchase of such credits could materially increase our costs of operations in the
affected markets.
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Competition in wholesale power markets, together with an oversupply of power generation capacily in certain
regional markets, may have a material adverse effect on our financial condition, results of operations and
cash flows. :

We have numerous competitors and additional competitors may enter the industry. QGur power generation
business competes with other non-utility gencrators, regulated utilities, unregulated subsidiaries of regulated
utilities and other energy service companies in the sale of energy, as well as in the procurement of fuel,
transmission and transportation services. Moreover, aggregate demand for power may be met by generation
capacity based on several competing technologies, as well as power generating facilitics fueled by alternative or-
renewable energy sources, including hydroelectric power, synthetic fuels, solar, wind, wood, geothermal, waste
heat and solid waste sources. Regulatory initiatives designed to enhance renewable generation could increase
competition from these types of facilities. In addition, a buildup of new electric generation facilities in recent
years has resulted in an abundance of power generation capacity in certain regional markets we serve.

We also compete against other energy merchants on the basis of our relative operating skills, financial
position and access to credit sources. Energy customers, wholesale energy suppliers and transporters often seek
financial guarantees, credit support such as letters of credit, and other assurances that their energy contracts will
be satisfied, Companies with which we compete may have greater resources in these areas. In addition, many of
our current facilities are relatively old. Newer plants owned by competitors will often be more efficient than
some of our plants, which may put some of our plants at a competitive disadvantage. Over time, some of our
plants may become obsolete in their markets, or be unable to compete, because of the construction of new, more
efficient plants, :

Other factors may contribute to increased competition in wholesale power markets. New forms of capital
and competitors have entered the industry in the last several years, including financial investors who perceive
that asset values are at levels below their true replacement value. As a result, a number of generation facilities in
the United States are now in the hands of lenders and investment companies. Furthermore, mergers and asset
reallocations in the industry could create powerful new competitors. Under any scenario, we anticipate that we
will face competition from numerous companies in the industry, some of which have superior capital structures.

Moreover, many companies in the réegulated utility industry, with which the wholesale power industry is
closely linked, are also restructuring or reviewing their strategies. Several of those companies have discontinued
or are discontinuing their unregulated activities and secking to divést their unregulated subsidiaries. Some of
those companies have had, or are aitempting to have, their regulated subsidiaries acquire assets out of their or
other companies’ unregulated subsidiaries. This may lead to increased competition between the regulated utilities
and the unregulated power producers within certain markets, The future of the wholesale power generation
industry is unpredictable, but may include restructuring and consolidation within the industry, the sale,
bankruptcy or liguidation of certain competitors, the re-regulation of certain markets or a long-term reduction in
new investment into the industry. To the extent that competition increases, our financial condition, results of
operations and cash flows may be materially adversely affected.

The regional concentration of our business in the Midwest may increase the effects of adverse trends in that
markel. - - .

A substantial portion of our business is located in the Midwest region of the United States. Changes in
economic conditions in this market, 1ncludmg changing demographics, or oversupply of or reduced demand for
power, could have a material adverse effect on our financial condition, results of operations and cash flows. A
substantial portion of our net income is derived from our Baldwin facility. Any disruption of production at that
facility could have a material adverse effect on our financial condition, results of operations and cash flows.

Under the terms of the power purchase agreement with AmereniP, which expired at the end of 2006, our
Midwest coal plants were partially contracted to AmerenlP at a fixed price per megawatt hour. For the year
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ended December 31, 2006, approximately 23% of our consolidated revenues were derived from transactions with:
AmerenlP. Currently, our results in the Midwest are exposed to volatility in, market prices which could cause.us-
to realize losses in a weak power price environment. -

We depend on transmission facilities operated by RTOs and ISOs, which could result in an inability to sell and
deliver power to the market that may, in turn, adversely affect the profitability of our generation facilities.

Reglonal Transmnssnon Orgamzanons (“RTOs”) and Independent System Operators (“ISOs™) have emerged
in most of the markets in which” 'we operate and compete. The RTOs and ISOs provide transrmss:on services,
administer transparent and competitive power markets and maintain system reliability. Many of these RTOs and
ISOs operate real-time and day-ahead markets in which we sell energy. We may be affected by changes in
market rules, tariffs, market structures, administrative fee allocations and market bidding rules in these RTOs and
ISOs. The ISOs or RTOs that oversee most of the wholesale power markets impose, and in the future may
continue to 1mposc price llmltatlons offer caps and other mechanisms to guard against the potential exercise of
market power in these markets. These typcs of price limitations and other regulatory mechanisms may adversely
affect the profitability of our generation famhtles that sell energy and capacity into the wholesale power markets

We do not.own, control or set the rates for the transmission facilities we use to deliver energy, capacity and’
ancillary services to our customers. In addition, transmission capacity may not be available to us, the total
costs of transmission may exceed our projections or cause us to forego transactions, and changes in the
transmission grid could reduce our revenues. . oL .

We do not own or control the transmission facilities required to sell the wholesale power from cur
generation facilities. If the transmission service from these facilities is unavailable or disrupted, or if the
transmission capacity infrastructure is madequate our ability to sell and deliver wholesale power may be
materially adversely affected. Furthermore, the rates for transmission capacity from these facilities are set by
others and the market and thus are subject 10 changes, some of which could be significant. Moreover, changes in
the transmission mfrastructure within or connecting mdmdual markets could reduce prices in those markets by
increasing the amount of generaung capacity competing to serve the same markets, As a result, our business
financial condition, cash flows and results of operations may be materially adversely affected.

"y . '

An event of loss and certain other events relating to our Dynegy Northeast Genem:mn Jacilities could triggera
substantial obligation that would be difficult for us to satisfy.

We acquired the DNE power generating facilities in January 2001 for $950 million. In May 2001, we
entered into an asset-backed sale-leaseback transaction relating to these facilities to provide us with long-term
acquisition financing. In this transaction, we sold four of the six generating units comprising these facilities for
approximately $920 million to Danskammer OL LLC and Roseton OL LLC, and we concurrently agreed to lease
them back from these entities. We have no option to purchase the leased facilities at Roseton or Danskammer at
the end of their lease terms, which end in 2035 and 2031, respectively. If one or more of the leases were to be .
terminated prior to the end of its term because of an event of loss, because it becomes illegal for us to comply
with the lease, or because a change in law makes the facility economically or technologically obsolete, we would,
be required to make a termination payment in an amount sufficient to redeem the pass-through trust certificates
related to the unit or facility for which the lease is terminated. As of December 31, 2006, the termination
payment would be approximately $1 billion for all of our DNE facilities. It could be difficult for us to raise
sufficient funds to make this termination payment if a termination of this type were to occur with respect to the
DNE facilities, resulting,in a material adverse effect on our financial conditions, results of operations, liquidity or
cash flows. .
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Our business is subject to complex governrient regulation. Changes in these regulations or in their
implementation may affect costs of operating our facilities or our ability to operate our facilities or increase
competition, any of which may negatively impact our results of operations.

We are subject to extensive federal, state and local laws and regulations governing the generation and sale
of energy commodities, as well as.discharge of materials into the environment and otherwise relating to the
environment and public health and safety in each of.the jurisdictions in which we will have operations. |
Compliance with these laws and regulations requires expenses (including legal representation) and monitoring,
capital and'operaling expenditures, including those related to pollution control equipment, emission credits,
remediation obligations and permitting at various operating facilities. Furthermore, these regulations are subject
to change at any time, and we cannot predict what changes may occur in the future or how such changes might
affect any facet of our busmess .

The costs and burdens associated with complying with the increased number of regulations may have a
material adverse effect on us, if we fail to comply with the laws and regulations governing our business or if we
fail to maintain or obtain advantageous regulatory authorizations and exemptions. Moreover, mcreased
competition resulting from potenual legislative changes, regulatory changes or other factors may create greater’
risks to the stability of our power generation earnings and cash flows generally. We could suffer erosion in
market position, revenues and proﬁts as competitors gain access to the service territories of our power generation
subsidiaries. . ; - ‘ :

Our costs for compliance with existing environmental laws are significant,’ and costs for compliance with new
environmental laws could adversely affect our financial condition, results of operations and cash flows.

Our business is subject to extensive and frequeéntly changing environmental regulation by federal, state and
local authorities. Such environmental regulation imposes, among other things, restrictions, liabilities and
obligations in connection with the generation, handling, use, storage, transportation, treatment and disposal of
hazardous substances and waste and in connection with spills, releases and emissions of various substances into
the environment. Existing environmental laws and regulations may be revised or reinterpreted, new laws and
regulations may be adopted or become applicable to us or our facilities, litigation or regulatory or enforcement -
proceedings could be commenced and future changes i erivironmental laws and regulations could occur,
including potential regulatory and enforcement developments related to air emissions. Proposals currently under
consideration could, if and when adopted or enacted, require us to make substantial capital and operating
expenditures. If any of these events occur, our business, operations and financial condition could be materially
adversely affected.

1
s

Moreover, many environmental laws require approvals or permits from governmental authorities for the
operation of a power generation facility, before construction or modification of a project may commence of
before wastes or other materials may be discharged into the environment. The process for obtaining necessary
permits cah be lengthy and complex and can sometimes result in the establishment of permit conditions that
make the project or activity for which the permit was sought unprofitable or otherwise unattractive. Even where
permits are not required, ¢compliance with environmental laws and reguiations can require significant capital and
operating expenditures. We are required to comply with numerous environmental laws and regulations, and to
obtain numerous governmental permits when we construct, modify and operate 6ur facilities. In addition, certain
of our facilitie$ are also required to comply with the terms of consent decrees or other governmental orders.

With the continuing trend-toward stricter standards, greater regulation and more extensive permitting
requirements, our capital and operating environmental expenditures are likely to be substantial and may increase
in the future. We may not be able to obtain or maintain all required environmental regulatory permits or other
approvals that we need to operate our business. If there is a delay in obtaining any required environmental
regulatory approvals or permits, or if we fail to obtain or comply with any required approval or permit, the
operation of our facilities may be interrupted or become subject to additional costs and, as a result, our business,
financial condition, results of operations and cash flows could be materially adversely affected.
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Different regional power markets in which we compete or may compete in the future have changing '
transmission regulatory structures, which could materially adversely affect our performance in these regions.

Our financial condition, resuits of operations and cash flows are likely to be affected by dlfferences in ’
market and transmission regulatory structures in various ‘regional power markets. Problems or de]ays that may
arise in the formation and operation of new or maturing RTOs and similar market structures, or changes in
geographic scope, rules or market operations of existing RTOs, may affect our ability to sell, the prices we
receive for, or the cost to transmit power produced by our generating facilities. Rules governing the various
regional power markets may also change from time to time, which could ‘affect our costs or revenues. We are
unable to assess fully the impact that these uncertainties may have on our business, as it remains unclear which
companies will be participating in the various regional power markets, or how RTOs will develop or what
regions they will cover. ., : C

| i

Our financial coudmon, results of aperatwns and cash flows could ‘be adverscly :mpacted by smkes or work
stoppages by our umomzed empioyees.

A majority of the employces at our facnhues are subject to collectwe ba:gammg agreemems with various
unions that expire in 2007 and 2008. If union employees strike, participate in a work stoppage or slowdown or
engage in other forms of labor strife or disruption, we could experience reduced power generation or outages if
replacement labor is not procured. The ability to procure such replacement labor is uncertain. Strikes, work
stoppages or an inability to negotiate future collective bargaining agreements on favorable.terms could have a

material adverse effect on our financial condltlon results of operatxons and cash flows.
. - LR B * +

In the past, we have reported material weaknesses in our internal control over financial reporting and may
identify material weaknesses in the future that could adversely affect investor confidence and impair the value
of our common stock. f

In connectlon with our managemem s assessments of the effecuveness of our mtemal control over ﬁnanc1al
reporting as of December 31, 2004 and 2005 and September 30, 2006, our management concluded that, asof
such dates, we did not maintain effective internal control over our financial reporting due to a material weakness
in our processes, procedures and controls related to the preparation, analysis and recording of the income tax
provision. These control deficiencies have resulted in the restatement of our 2005, 2004 and 2003 annual
consohdated financnal statements. In addition, our management concluded that, as of September 30, 2006, we did
not maintain effective internal control over our financial reporting due to a matenal weakness in our processcs,
procedures and controls related to the calculation and analysis of our risk managemenl asset and liability
balances. This material weakness resulted in an adjustment to our condensed consolidated financial statements as
of and for the three months ended March 31, 2006 prior to being reported in our Quarterly Report on Form 10-Q
for the quarterly period ended March 31, 2006. As further described in Iten 9A “Controls and Procedures,” we
remediated both material weaknesses during 2006 and determined that our internal control over financial-
reporting was effective as of December 31, 2006. However, despite the remedial measures that we implemented
and our continuing efforts to improve our internal control over our financial reporting, we may not be able to '
implément and maintain effective internal control over our financial reporting in the future. Moreover, we have
experienced from time to time deficiencies in our internal control over our financial reporting that have not risen
to the level of a material weakness. Although we have been able to remediate these deficiencies in the past, we
cannot assure you that a material weakness will not exist in the future, as additional deficiencies in-our internal
control over our financial reporting may be discovered which may rise to the level of a material weakness.

Any failure to remedy addmonal defic1enc1es in our internal control over our ﬁnanc1al reporting that may be
discovered in the future or to implement new’or improved controls, or difficulties encountered in the
implementation of such controls, could cause us to fail to meet our reporting obligations or result in material
misstatements in our financial statements. Any such failure could, in turn, affect the future ability of our
management to certify that our internal control over our financial reporting is effective and, moreover, affect the
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results of our independent registered public accounting firm’s attestation report regarding our management’s
assessment. Inferior internal control over our financialrreporting could also subject us to-the scrutiny of the SEC,
the New York Stock Exchange (on which our Class A common stock is listed and traded) and other regulatory
bodies and could cause investors to lose confidence in our reported financial mformauon which could have an
adverse effect on the ‘trading price of our common stock.

t *

[

The ultimate outcome of unresolved legal proceedings and investigations reluting to our past activities cannot
be predicted. Any adverse determination could have a material adverse effect on our financial condmon,
results of operations and cash flows.

*

We are, or have in recent years been, a party to various material litigation matters and regulatory matters
arising out of our business operations. These matters include, among other things, certain actions and
investigations by the FERC and related regulatory bodies, I|t1gat10n with respect to alleged actions in the western
power and natural gas markets, purported class action suits with respect to alleged violations of the Employment
Retirement Income Security Act of 1974 and varicus other matters. The ultimate outcome of pendmg matters
cannot presently be determined, nor can the l:ablllty that could potentlally result from a negative outcome in each
case reasonably be estimated.

N

Risks Related to Investing in Our Common Stock

If we issue a material amount of our common stock in the future or certain of our stockhalders sell a material
amount of our common stock, our ability fo use our federal net operating losses to offset our future taxable
income may be limited under Sectmn 382 of the Internal Revenue Code. . '

Our ability to utilize previously incurred federal net operating losses (NOLs) to offset future taxable income
would be limited if we were to undergo an “ownership change” within the meaning of Section 382 of the Internal
Revenue Code (the “Code”). In general an “ownership change” occurs whenever the percentage of the stock of a
corporation owned by “S-percent shareholders” (within the meaning of Section 382 of the Code) increases by
more than 50 percentage points over the lowest percentage of the stock of such corporation owned by such
“S.percent shareholders™ at anytime over the preceding three years. Under certain circumstances, sales or
dispositions ‘of our common stock by Chevron, or other stockholders could trigger an “ownership change”, and
we will have limited control over the timing of any such sales or dispositions of our common stock. Any such
future ownership change could result in limitations, pursuant to Section 382 of thé Code, on our utlhzatmn of
federal NOLSs to offset our future taxable income.

More specifically, depending on prevailing interest rates and our market value at the time of such future
ownership change, an ownership change under Section 382 of the Code would establish an annual limitation
which might prevent full utilization of the deferred tax assets attributable to our previously incurred federal
NOLs against the total future taxable income of a given year. The proposed Merger Agreement with the LS
Entities will increase the likelihood that previously incurred federal NOLs will become subject to the limitations .,
set forth in Section 382 of the Code. If such an ownership change were to occur, our and, subsequent to the
consummation of the Merger Agreement and related transactions (if consummated), New Dynegy s ability to
raise additional equity capital may be llmlled

The magnitude of such limitations and their effect on us and, subsequent to the consummation of the Merger
Agreement with the LS Entities and related transactions (if consummated), their effect on New Dynegy, is
difficult to assess and depends in part on our or New Dynegy’s.(as the case may be) value at the time of any such
ownership change and prevailing interest rates. For accounting purposes, at December 31, 2000, our net
operating loss defefred tax asset attributable to our prev10usly incurred federal NOLs was valued at
approximately $332 mitlion. . . .
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The paynient of dividends on our common stock is restricted and, moreover, subject to the discretion of our
Board of Directors.

The financing agreements under which certain of our subsidiaries are borrowers and we are guarantors
contain certain restrictions on the payment of dividends on our Class A common stock. Moreover, éven if
permitted under our financing agreements, dividend payments on our Class A common stock will be at the
discretion of our Board of Directors. We have not paid a dividend on any class of our common stock since 2002.

ot . ‘. .o [ ) . . . LI

We have s:gmficant debt that could negattvely impact our busmess, and our credtt ratings are less than

investment grade, s o

We are highly leveraged, and have pledged substantially all of our assets to secure our debt. We have total
debt of $3.3 billion at December 31, 2006. Our significant level of debt could:

» make it difficult to satisfy our financial obligations, including debt service requirements;

. hmlt our ability to ohtam addltlonal ﬁnancmg to operate our business;

* limitour. ﬁnancml flemblhty in planning for and reactmg to busmess and mdustry changes

*+ impact the evaluation of our creditworthiness by counterparties to commercial agreements and affect the
leve! of collateral we are required to post under such agreements;

» place us at a competitive disadvantage compared to less leveraged companies;

*+ increase our vulnerability to general adverse economic and industry conditions, including changes in
interest rates and volatility in commodity prices; and

* require us to dedicate a substantial portion of our cash flows to payments on our debt, thereBy reducing
the availability. of our cash flow for other purposes including our operations, capital expenditures and
future business opportunities. S A
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;- We may incur additional indebtedness as part of completing the Merger Agreement and related transactions
in the future, If new debt is added to our current debt levels, the related risks that we face could increase ,
significantly. ‘ “ - )

Our access (o the capttal markets may be limited. o " ' ' ‘

We are a hlghly leveraged company with near-term capltal needs we may also require addltlonal capltal
from time to time beyond the near-term. Unlike those companies in the power generation industry that are
“investment grade” and for which the capital markets are typically open, our access to the capital markets may be
limited. Moreover, the timing of any capital-raising transaction may be impacted by unforeseen events, such as
strategic growth opportunities, legal judgments or regulatory requirements, which could require us to pursue
additional capital in the near-term. Our ability to obtain capital and the costs of such capital are dependent on
- numerous factors, including:

« general economic and capital market conditions; oL Sy
¢ covenants in our existing debt and credit :z;greemems;

« credit availability from banks and other financial institutions;

* investor confidence in us and the regional wholesale power markets;

» our financial performance and the financial performance of our subsidiaries;

* ourlevels of indebtedﬁess;

* our requirements for posting collateral under various commercial agreements;
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* our maintenance of acceptable credit ratings; P ¥ :
* our cash flow:
* provisions of tax and securities laws that may impact raising capital; and

* our long-term business prospects.

We may not be successful in obtaining additional capital for these or other reasons. An inability to access
capital may limit our ability to pursue development prOJects pla